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Introduction

The safety and soundness of the largest banks and the ability to resolve
them without major systemic disruptions are key concerns emerging from
the 2008 financial crisis. Authorities have responded by proposing and
implementing substantial changes to the regulatory framework governing
financial institutions. Despite these reforms, calls to break up the largest
and most complex banks remain a part of the current policy debate. Yet,
the significant benefits that large and complex banks offer to customers,
businesses, and the economy are often absent in this post-crisis discussion. In
this article, we examine the benefits that large banks provide to society.

We concur that these banks should be more resilient to financial shocks
and that every bank should be allowed to fail in an orderly manner. There are
two ways to achieve this objective. One alternative is to require increases in
loss-bearing debt and equity capital, enhanced liquidity that can be available
even under stressed financial conditions, and greater reliance on sources
of stable funding. Calibrated correctly, these measures should encourage
banks to adjust their scale and scope in ways that reduce their systemic risk
contribution while maximizing returns for their shareholders. The second
alternative is to impose “structural limits” on financial firms that address
their size, scope, complexity, or interconnectedness in order to reduce
systemic risk. In the United States, recent reforms rely predominantly on
the first approach as being more likely to bring about desired prudential
improvements while balancing systemic stability and economic efficiency.
Recent reforms in the United States have gone a long way in addressing
these issues and changing the perceptions that any bank is “too-big-to-fail”
(TBTE).!

We must note that the definition of ‘large’ varies. The Basel Committee
on Banking Supervision (2013) designated eight U.S. Global Systemically
Important Banks (G-SIBs), which include the six largest U.S. bank holding
companies (BHCs), each with over $500 billion in assets, along with two
custodian banks.? Meanwhile, the Board of Governors of the Federal
Reserve System (2013) identified 18 banks required to participate in the
Comprehensive Capital Adequacy Review (CCAR) “stress tests,” suggesting
that these banks are also systemically important.* The Dodd-Frank Act
(Dodd-Frank) defines systemically important financial institutions (SIFIs)
as those with greater than $50 billion in assets. Policymakers also classify
financial institutions as systemically important based on other characteristics,

1  TBTEin this context implies that a bank will not be closed by authorities at, before, or after
its insolvency because of its systemic importance.

2 The six largest bank holding companies are JPMorgan Chase, Bank of America, Citibank,
Goldman Sachs, Morgan Stanley, and Wells Fargo. The custodian banks are Bank of New York
Mellon and State Street.

3 Of the 18 CCAR banks, those that are not G-SIBs are Ally Financial, American Express, BB&T,
Capital One, Citi, Fifth Third, PNC, Regions, SunTrust, and U.S. Bancorp.
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such as interconnectedness, the lack of readily available
substitutes or financial institution infrastructure for
the services they provide, global (cross-jurisdictional)
activity, and complexity (Basel Committee on Banking
Supervision, 2013).

In this context, one of the key building blocks in the
decision process is a clear understanding of the economic
benefits derived from large bank activities that are passed
on to consumers, businesses, and the overall economy.
Economists and policymakers have voiced their concerns
about breaking up financial institutions without first
conducting sufficient research on the benefits of large
banks. Daniel Tarullo (2012), Federal Reserve Governor,
stressed the need for further research on the structure of
large banks, noting that “relatively little research has been
undertaken” in regards to “scale and scope economies,
especially as they relate to policy proposals directed at the
too-big-to-fail problem in financial markets” In addition,
William Dudley (2012), President of the Federal Reserve
Bank of New York, emphasized that “with respect to
size limitations, it is important to recognize that a new
and much reduced size threshold could sacrifice socially
useful economies of scale and scope benefits”

Literature examining the economic benefits of large
banks focuses prominently on economies of scale. Recent
studies suggest that economies of scale are present even
at the largest banks. One academic study finds that
breaking up the banks by imposing a $1 trillion size cap
would cost society $79.1 billion annually (Wheelock and
Wilson, 2012). An industry study estimates that the scale
and scope benefits of large banks provide an estimated
$50-$110 billion to society (The Clearing House (TCH),
2011). While additional research is warranted to fully
quantify the value of large banks, these benefits would
go a long way to offset the benefits of bank restructuring.
Furthermore, there are various regulatory improvements
that will continue to strengthen individual banking
organizations and make the financial system more

resilient to shocks.

In this article, we will first explore the recent
academic and industry literature on the benefits of
large banks from the perspective of economies of scale
and scope along with the benefits of a large, diverse
set of products and services provided by a large bank.
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Second, we will explore how large banks are able to
leverage their broad customer bases to increase the pace
and spread of innovations. Third, we will discuss how
risk diversification is a key benefit of large banks that
augments their resiliency and stability. Finally, we will
examine the policy implications of our findings.

Our analysis finds the following:

o The most recent academic and industry research
confirms significant scale and scope economies exist
in even the largest banks.

« Scale and scope benefits are passed on to customers
in the form of cost savings, technological
advancements, increased convenience, and global

reach.

« Given the continued progress in regulatory reform
that increases financial stability and provides a more
clearly articulated resolution process for any bank
regardless of size, we find that the societal benefits of
large banks should not be ignored when considering
structural reforms.

Economies of Scale

A key characteristic of large firms, including banks,
is the existence of economies of scale. Economies of
scale exist when an increase in cost results in a more
than proportional increase in total output. This can be
accomplished by the spreading of fixed costs across a
large consumer base. Economies of scale not only benefit
the producer, customers, and shareholders but also
the economy as a whole. Until recently, research could
not confirm the existence of scale economies in banks
with assets above $100 billion. More recent research,
however, finds evidence of economies of scale of all sizes,
including the largest banks.* These findings are in part
due to structural and technological changes in banking,
such as the removal of branching restrictions and

4 See Berger and Mester (1997), Bossone and Lee (2004), Dijkstra
(2013), Feng and Serilitis (2009), Hughes and Mester (1998)
and (2013), Hughes, Lang, Mester and Moon (1996) and (2000),
Hughes, Mester and Moon (2001), McAllister and McManus
(1993), and Wheelock and Wilson (2001) and (2012).



advancements in information processing, respectively,

along with improvements in empirical techniques.

In a recent study using contemporary bank cost-
modeling, Hughes and Mester (2013) estimate a cost
function to measure how banks’ costs change with
outputs in a sample of 842 top-tier BHCs in the United

States in 2007. If a bank exhibits economies of scale, its O ne-aca d em |C Stu dy f| n d S th at
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would Le greater than one.’ Co};ts includz interest arr)ld b rea kl n g u p th e ba n ks by Im pOSI n g d
non-interest expenses, cost of equity capital, and non- $ 1 trl I I |0 n SlZG ca p wou |d COSt SOCI ety
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activities. Their model is more comprehensive than those
in prior studies because they incorporate capital and
oft-balance activities and control for bank risk-taking.

In particular, they show that the relevant factor of risk
diversification (in addition to the spreading of fixed costs
of information technology) can explain scale economies
in banking by improving a banks risk-expected-return
tradeoft. The intuition behind this result is the following:
as bank scale increases, risks are also better diversified,
and better diversification of risk means that the same
expected return can be produced at lower risk. Not
accounting for this factor can result in scale economies

being underestimated.

Hughes and Mester (2013) find evidence of significant
economies of scale in all bank sizes. In estimating inverse
cost elasticities they find that when including the cost of
equity capital and controlling for risk, scale economies
intensify for banks of all sizes. Specifically, the average
value of scale economies for banks with assets less than
$50 billion is in the range of 1.13-1.18. For banks with
assets between $50 billion and $100 billion, average scale
economies is 1.23, while for banks with assets over $100
billion average scale economies increases to 1.35. Thus,
the study finds scale economies in all banks in the sample,
and these economies increase with bank asset size.

Like Hughes and Mester (2013), Wheelock and Wilson
(2012) utilize an improved methodology of estimating

5  Many econometric studies estimate economies of scale by
computing inverse cost elasticities, i.e., the percentage change in
output due to a percentage change in cost.

6 Indeed, diversification is also relevant to scope economies and
overall bank soundness and will be discussed in later sections.
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scale economies that involves nonparametric estimation
of cost elasticities for banks of different sizes.” The
authors examine a large panel dataset of U.S. banks and
BHCs from 1984 to 2006 using a model of production
that controls for the book value of equity capital and
incorporates off-balance sheet activities.® They find
evidence of increasing returns to scale in all but one of the
banks with assets greater than $100 billion. In particular,
they find that inverse cost elasticities lie above one for
almost all banks, indicating increasing returns to scale

in these banks. Their results are consistent across time
and across asset size such that they have evidence of scale
economies in each sample year and in each asset size
quartile for nearly all banks. In a panel study of European
banks covering a period from 2002 to 2011, Dijkstra
(2013) also finds significant scale economies.

Until recently, research could not confirm
the existence of scale economies in
banks with assets above $100 billion.
More recent research, however, finds
evidence of economies of scale of all
sizes, including the largest banks.

An important question in these studies is whether
TBTEF perceptions of large banks explain economies
of scale in large banks, as such factors may impact
bank funding costs. Hughes and Mester (2013)
conclude that large banks’ technological efficiency in
the transformation of inputs into outputs, rather than
their status as TBTF institutions, accounts for scale
economies for three reasons. First, they find evidence of
scale economies in banks with assets lower than $100
billion. Second, they re-estimate the cost model without
the largest banks, re-compute the scale economies

7 New methods include nonparametric estimation, which uses rank
statistics rather than directly assuming the data. Non-parametric
methods help avoid the problem of misspecification in cost
functions.

8 In this context, panel data is comprised of a set of firms over a
period of time, allowing for analysis across firms and across time.
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using these costs, and find that economies are even
larger on average for banks with assets greater than
$100 billion. Finally, they study whether the potential
funding cost advantages of larger banks is a factor by
re-estimating the model using the funding costs of
smaller banks. They find that scale economies remain
significant and still increase in size, implying that the
funding cost differentials between small and large banks
do not explain economies of scale in larger banks. In
another study that finds evidence of economies of scale
in the largest banks, Anderson and Joeveer (2012) also
conclude TBTF factors do not drive their findings.

Although these studies explain increases in bank size
on an overall cost basis, they do not suggest how specific
products and services are impacted. As highlighted by
Hughes and Mester (2013), greater attention should
be given to a bank’s product mix when considering the
measurement of scale economies. Anderson and Joeveer
(2012) examine the product mix in large banks and
identify wholesale banking activities as an important
factor in explaining economies of scale. Additional
empirical analysis on specific products is useful and
offers insights on the effects of bank restructuring
policies, such as caps on non-deposit funding.

Using a different approach, TCH (2011) examines the
value of large banks by quantifying economies of scale
by product.’ The four main product categories are retail
banking, payments, commercial banking, and capital
markets. TCH (2011) finds that of these areas, payments
and capital markets offer the highest estimated scale
benefits of $10-20 billion and $5-15 billion, respectively.
In aggregate, economies of scale deliver an estimated
$25-45 billion of total annual value.

Given evidence of scale economies in banking, it is
important to discuss how cost savings can be passed on
to banks’ customers. Competition among banks would
suggest that the benefits of scale economies are passed
through to customers in the form of lower prices and
higher product quality including greater convenience and
access. These findings of the incremental scale benefits of

9  This study is one of the first to examine scale and scope benefits
by product category. Because the study examines a cross-section
of a limited number of banks, a necessary extension to this work
would be a panel data analysis with a greater number of banks.



large banks provide evidence of the societal benefit of large
banks and pave the way for future research in this area.

Economies of Scope

Bank scope, or a diverse set of financial products offered
by the largest banks, has production-side benefits, such
as distribution of costs across multiple products, and
demand-side benefits, such as product bundling and
global footprint. Unfortunately, there are few studies that
estimate the production- and demand-side scope benefits
in banking." Some studies, including a recent study of
eurozone banks, report evidence of economies of scope,
i.e., lower costs of joint production of goods within a firm
than if a firm produced a single good.!’ Common intuition
and recent research suggests that some product bundles

provide benefits to consumers and businesses. For example, :

the spreading of costly information technology platforms,
overhead, and monitoring costs over a large customer
base suggests economies of scope may exist in large banks
(Saunders and Walter, 2013). Moreover, the prevalence

of cross-selling through a large and diverse client base is
evidence of scope economies in financial intermediaries
that are diversified across wholesale and retail activities
(Saunders and Walter, 2013).

Calomiris (2009) also finds that the gains from increasedg

scope accrue to customers “in the form of cheaper and
better financial services” and of “savings in marketing
costs and in the costs of information production” In a
recent debate on breaking up big banks, Calomiris (2013)
notes that the value of global universal banks comes
from their geographic scope and scale; large banks add
value to multinational businesses “from the perspective
of their global customers” through their “unprecedented
combination of products and services, global reach, IT

platforms, and capacity to provide strategic financial advice:

and transactional execution”
As large banks provide a diverse set of products

10 See Clark (1988) for a review of the literature. Though the studies
reviewed do not present overwhelming body of evidence, some
findings confirm cost complementarities between specific products
and one study even finds global economies of scope for certain
product mixes.

11 These studies include Dijkstra (2013), Kim (1986), and Pulley and
Humphrey (1993).

and services, one can quantify the aggregate benefit of
these products and services by estimating the value of
each product that large banks provide compared to the
product provided by a smaller competitor—in other
words, the benefits from the products and services that
only large banks currently provide. TCH (2011) uses this
methodology to quantify the incremental value of large

...large banks’ technological efficiency
in the transformation of inputs into

outputs, rather than their status as

TBTF institutions, accounts for scale
economies...

banks’ products and services. Similar to its analysis of the
benefits of scale economies, TCH (2011) estimates the
benefits of scope in four areas of banking: payments, capital
markets, commercial banking, and retail banking." As
expected, the former two areas provide the largest portions
of the total benefits. The total estimated benefit of scope in
large banks is $15-35 billion annually, with banks larger
than $500 billion in assets providing $10-20 billion of the
total value. These values include not only cost benefits, but
the benefits of accessing products and services not available
at smaller banks. While aggregate values are informative,
the study identifies specific products and services
generating these benefits. Overall, customer benefits range
from convenience and cost savings to liquidity and risk

management.

The area providing the highest level of benefits is capital
markets, in which large banks play an essential and
dominant role in helping companies and governments raise
capital and in facilitating mergers and acquisitions of firms.
Large banks can offer these services due to geographic
and product scope as well as scale in markets and in
their balance sheets. Large banks hold over 90 percent

12 The total value of direct benefits to customers can be measured
by estimating the number of customers using specific products in
each area, the benefit each customer receives, and the fraction of
this benefit that is uniquely provided by large bank. Moreover, the
study attempts to account for activities that can be provided by bank
consortiums.
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of investment banking services in the United States and
underwrite nearly 90 percent of short- and long-term debt
for state and local governments."* More than half of deals in
this sector involve more than one large bank, emphasizing
the importance of several large players being present.

Due to their size and scope, large banks can make large
issuances and underwrite large deals as desired by their
clients."

Geographic scope, scale in custody, and scope in related
products allow large banks to provide securities services
for payments and clearing. Sophisticated IT platforms that
large banks can afford play an important role and explain
why large scope benefits lead to lower financing costs and
overhead. Customers that benefit include large institutional
investors who rely on securities services and analytics.

In particular, custodian banks serve this function by
optimizing investors’ returns on portfolios across multiple
asset classes, geographies, and jurisdictions."

Scope in products and services creates value to customers
in commercial and retail banking. Although small banks
provide a multitude of benefits in retail banking, a large
bank ecosystem provides numerous additional benefits to
retail customers. For example, due to geographic reach and
penetration, large banks provide easier access to branches,
a larger network of no-fee ATMs, and cost savings to

customers moving or traveling.

Large banks’ presence in commercial banking is also
important for international trade and commerce. As
companies continue to become more global, large banks
help promote the growth of the international economy
through their role in supply chain management and
intermediate goods production (Calomiris, 2009). Services,
such as international cash management in different

currencies and across countries, international lending,

13 Investment banking activities include financing customers through
equity and bond markets, enhancing firm value through M&A
transactions, and providing larger loans or lines of credits by forming
larger syndicates of lenders.

14 Other benefits include expertise across equity and debt product
combinations, international and cross-market presence and
experience, and high deal flow and faster execution across deals in
multiple markets.

15 Specific benefits are processing a range of domestic securities, cross-
border settlement and holding, global reporting and compliance, and
related-product offerings.
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financing expansion of operations abroad, facilitating
payments to suppliers, and guaranteeing liquidity all are
essential to greater access to trade and international capital
markets.

Accessing Large Customer Bases and
the Spread of Innovation

For the past several decades, large banks have aided in
the spread of technological innovations, particularly in
the areas of retail banking and payments and clearing.
Large banks’ extensive footprint and large, diverse,
and dense customer base allow them to contribute to
innovation. These attributes enable large banks to spread
fixed costs associated with investments in new products
and technologies. Hence, economies of scale are a
relevant driver to the spread of innovations. Investment in
technology is crucial to rendering the “economic benefits to
size and scope” of banks, which are “likely to grow further
with increasing globalization, complexity, and improved
information and management systems” (Bailey and Elliot,
2013).

More specifically, large banks can adopt technologies
that are in their early, costly stages, while smaller banks
may prefer to wait until prices decline. The high customer
density of large banks allows for greater sharing of costs
among customers. Eventually, the provision of new
technologies spreads to smaller banks, thereby benefiting
the rest of the economy. The spread of technological
innovations aided by large banks is a vital factor of
technological growth.

What are the specific benefits implied by the spread
of innovation? TCH (2011) identifies benefits in the
same four product areas discussed earlier. Examples of
innovations spread by large banks include ATMs, online
and mobile banking, securities services development,
and cash management and trade finance platforms—all
of which provide direct benefits to customers in the form
of improved convenience, heightened transparency, more
efficient risk management, and reduced overhead. The
spread of innovation such as fraud prevention and credit
modeling results in more effective data aggregation, greater
credit access, and reduced risk and fraud. Finally, the study



quantifies these benefits.'® In aggregate, the contribution
of large banks to the spread of innovation is $15-30
billion annually, with benefits found in retail banking
constituting over half of this estimate. In aggregating the
benefits for scale, scope, and the spread of innovation, the
total benefit of large banks to society is an estimated $50-
110 billion. The accompanying chart shows the product-
by-product breakdown of benefits. Although these are
initial estimates and additional research in this area is
encouraged, these findings provide critical insights to the
policy debate and future lines of investigation.

of products can lead to a lower risk profile, resulting
in enhanced stability and a lower likelihood of failure.
Moreover, the complexity of large banks allows them
to better manage balance sheet risks, reduce systemic
vulnerabilities, and increase resilience during crises.

Generally, during financial crises, less diversified
banks are more likely to fail or face distress than well-
diversified banks. The Savings and Loan (S&L) crisis
resulted from stress to mainly one asset class—primarily
mortgages supported by one major source of funding,

BENEFITS FROM LARGE BANKS ARE DISTRIBUTED ACROSS PRODUCT AREAS

Estimated annual benefits®

Product areas $ Billions

M Retail banking
I Payments & clearing
Commercial banking

I Capital markets

$20-45

Scope of Economies Spread
products & of scale of innovation?
services
Benefit category

1 Numbers may not sum due to rounding

2 Based on analysis of historical benefit from spread of innovations over the past 30 years

SOURCE: TCH large bank study participant data

Risk Diversification

One important and overlooked benefit arising from
large scale and scope is the diversification of risk. As
highlighted earlier, better risk diversification can improve
the risk-return tradeoft and enhance scale economies.

In effect, diversification reduces a large bank’s expected
probability of failure. The intuition is that diversification

16 TCH (2011) quantifies the overall value of the spread of
innovations by estimating the product of the average annual
benefit per innovation and the average number of innovations
spread by large banks in a given year.

deposits."” The 2008 crisis has demonstrated that more
diversified, universal banks such as JPMorgan Chase,
BNP Paribas, HSBC, and Banco Santander were more
resilient in comparison to monoline financial institutions,
such as Bear Stearns, Lehman Brothers, Washington
Mutual—all of which failed. As concluded by financial
market experts, “diversification of [banks’] activities

17 S&Ls made long-term loans at fixed interest rates using short-term
funding with fluctuating interest rates. The monoline business of
these S&L banks made them especially vulnerable to increasing
interest rates. About 747 S&Ls failed during the crisis, at a total
cost of $370 billion.
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has been a key component of their resilience” and allow
banks to be “more resilient to harsh credit cycles than a
series of monoline credit institutions” (van Steenis, 2013).
A banking system without large universal banks is not
necessarily safer.

As confirmed in recent economic analysis, larger banks
are more resilient during crises and are safer because
they hold relatively more capital (Benick and Benston,
2005; Loechel, Brost and Li, 2009; Masciantonia and
Tiseno, 2013). Large banks also tend to have stronger,
more independent risk management, resulting in
greater resilience during crises as indicated by lower
tail risk, lower non-performing loans as a proportion of
assets, and higher return on assets (Ellul and Yerramilli,
2012). Given negative correlation of returns among
different products, greater diversification can result
in lower overall risk (Nurullah and Staikouras, 2008;
Allen and Jagtiani, 2001; Saunders and Walter, 2003).
Although greater diversification can lead to less efficient
management and conflicts of interest, risk diversification
and its implications on the safety and soundness of the
banking sector remains an important factor in the policy
discussion.

...large banks can adopt technologies
that are in their early, costly stages, while
smaller banks may prefer to wait until
prices decline.

Policy Implications

Some financial market commentators have argued
that banks should be broken up without careful regard
to the tradeoff between economic efficiency and
systemic stability. On the basis of efficiency, studies on
scale and scope benefits along with those on bank risk
diversification reveal the potential adverse effects of
policies such as setting size caps or restructuring bank
activities. On the basis of stability, Dodd-Frank has made
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important improvements to the soundness and resiliency
of banks as well as to their resolvability." Though many
provisions have yet to be fully implemented, the current
regulatory environment has also contributed to a change
in market perceptions. In recent years, expectations of
implicit government guarantees have diminished, as
indicated by credit rating agencies placing large banks’
ratings under review for downgrade, and by findings in
academic studies on credit default swap (CDS) markets.
Schafer, Schnabel, Di Mauro (2013) find positive impacts
of Dodd-Frank announcements on CDS spreads and
negative impacts on stock returns in large banks, while
Kroszner (2013) finds that CDS spreads in 2012 price
much closer to ‘standalone’ than to ‘with support’ credit
ratings.

Despite these regulatory improvements, would size
limitations be effective in reducing the likelihood of
banking crises and contagion? Calomiris (2013) claims
that breaking up banks by asset class or activity would
not eliminate systemic risk “as the bail-out of Continental
Bank in 1984 illustrated—even medium-sized banks
with narrow scope...that fail will probably be bailed out
by risk-averse bureaucrats spending someone else’s (that
is, the taxpayers’) money.” According to Calabria (2013),
such a policy would create a “more fragmented and
less diversified” banking system of small banks, and as
history shows, such a system is not a safer one.

Moreover, breaking up banks is “not necessary for
avoiding TBTF because there are other less draconian
measures—which have not been tried and which are
very likely to work” (Calomiris, 2013). Paul Krugman
(2010) echoes these views in affirming that “breaking
up the big players is neither necessary nor sufficient
to protect us against financial crises” because banks of
all sizes are inherently risky. One fully-implemented
Dodd-Frank provision limits bank concentration by
prohibiting consolidations that exceed 10 percent of
aggregate consolidated U.S. banking liabilities; this

18 Enhanced capital requirements are an important post-crisis
regulation that has substantially increased capital in large banks.
For a discussion on capital regulations, see Araten (2013). Other
provisions include limits on bank concentration and activities,
“living wills,” and semi-annual large bank stress tests. Another
provision mitigating systemic risk while also helping to eliminate
any TBTF perception is Title Il of Dodd-Frank and the Orderly
Liquidation Authority (OLA) to resolve banks in crisis, which have
made bailouts illegal.



regulation is essentially an implied cap on bank asset size
as it effectively limits a bank’s asset growth and expansion.
Upon close consideration of the regulatory impact on
large banks’ systemic risk and TBTF status, additional
regulations affecting size and structure have limited

necessity."

Any policy aimed at breaking up banks must consider

the financial and economic impact. How would the

economy function without large banks? As captured

by TCH (2011), if a size cap of $500 billion were to be |f a S|Ze Cap Of $5OO b||||0n |S

imposed, an estimated 50-70 percent of the aggregate
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caps on non-deposit funding would be costly in forcing a
bank to “sacrifice certain economies of scope or scale to

meet a cap” on such funds (Tarullo, 2012). According to
Peter Wallison (2013), a world without large U.S. banks
would gravely impact the U.S. economy and its global
competitiveness: “millions of existing relationships
between banks and their individual or company clients
would have to be renegotiated; lines of credit that were
possible with large banks but not with smaller ones
would have to be terminated; employees of large banks
engaged in activities that smaller banks would not be
able to pursue would have to find other things to do; U.S.
companies operating abroad that rely on the assistance
of U.S. banks may have to find that assistance, if available
at all, from foreign banks” Overall, breaking up banks
and their activities would have harsh and unforeseen
consequences to the U.S. economy.

Conclusion

The debate on whether or not to break up the largest
banks crucially centers on a tradeoff between economic
efficiency and financial stability. To add completeness to
this debate, we have examined scale and scope economies
in banking and how these efficiencies translate into
benefits to society. Our evidence on bank scale and scope
benefits emphasizes that market forces should determine
optimal bank size and complexity in an environment
where all banks are allowed to fail. Though these benefits
are difficult to measure, economists have made enormous

19 For more details, see Rozansky and Scott (2013).
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progress in estimating economies of scale. These studies
find that economies of scale not only exist for the largest
banks, but that they intensify with size. Although research
estimating economies of scope is limited, recent work
suggests that society benefits from large bank scope as
well. Overall, size caps and limitations on bank activities
imply that economies of scale and scope would be lost,
resulting in higher costs to consumers, businesses, and
governments. Given the recent regulatory reforms and
changing perceptions of banks’ TBTF status, the societal

costs associated with the systemic risk of large banks
have been substantially reduced. The ongoing debate over
whether or not to shrink large banks requires a more
comprehensive perspective before drastic restructuring
of the banking system is contemplated. As regulation
fundamentally cannot prevent the failure of a firm, bank
regulation going forward should ensure that any bank can
fail without systemic disruption while also preserving the
products and services critical to maintaining financial
stability and economic growth. ®

References

Aliber, Robert, and Charles Poor Kindleberger (2011),
Manias, Panics, and Crashes: A History of Financial
Crises, 6th ed. New York: Palgrave Macmillan.

Anderson, Ronald and Karin Joeveer (2013), “Bankers
and Bank Investors: Reconsidering the Economies of
Scale in Banking,” London School of Economics, mimeo.

Araten, Michel (2013), “The Leverage Ratio as a Micro-
Prudential Tool,” Banking Perspective, 1 (1).

Authority to Require Supervision and Regulation of
Certain Nonbank Financial Companies (2012), 77 Fed.
Reg. 21637, April 11.

Basel Committee on Banking Supervision (2013), Global
Systemically Important Banks: Updated Assessment
Methodology and the Higher Loss Absorbency Require-
ment, Basel: Bank for International Settlements, July.

Berger, Allen and Loretta Mester (2003), “Explaining
the Dramatic Changes in Performance of US banks:
Technological Change, Deregulation, and Dynamic
Changes in Competition,” Journal of Financial
Intermediation, 12 (1), 57-95.

Board of Governors of the Federal Reserve System
(2013), Comprehensive Capital Analysis and Review
2013: Assessment Framework and Results, Washington
D.C.: Board of Governors of the Federal Reserve System,
March.

Bossone, Biagio and Jong-Kun Lee (2004), “In
Finance, Size Matters: The “Systemic Scale Economies”
Hypothesis,” IMF Staff Papers, 51 (1), 19-46.

Calabria, Mark (2013), “An End to Bailouts,” National
Review. January 28.

Calomiris, Charles (2013), “Debate: Big Banks, Should
Big Banks Be Broken Up?” The Economist, May 14.

Calomiris, Charles (2009), “In the World of Banks, Bigger
Can Be Better,” The Wall Street Journal, October 19.

Clark, Jeffrey (1988), “Economies of Scale and Scope
at Depository Financial Institutions: A Review of the

Literature,” Federal Reserve Bank of Kansas City
Economic Review, 73 (September/QOctober), 16-33.

Demsetz, Rebecca, Marc Saidenberg, and Philip Strahan
(1996), “Banks with Something to Lose: The Disciplinary
Role of Franchise Value,” Federal Reserve Bank of New
York Economic Policy Review, 2 (2), 1-14.

Dijkstra, Mark (2013), “Economies of Scale and Scope in
the European Banking Sector 2002- 2011, Amsterdam
Law School Research Paper.

The Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act (2010), Pub. L. No. 111-203, 124 Stat. 1376.

Feng, Guoha and Apostolos Serilitis (2009), “Efficiency,
Technical Change, and Returns to Scale in Large U.S.
Banks: Panel Data Evidence from an Output Distance
Function Satisfying Theoretical Regularity,” Journal of
Banking and Finance, 34 (1), 127-138.

Hughes, Joseph and Loretta Mester (2013), “Who
Said Large Banks Don't Experience Scale Economies?
Evidence from a Risk-Return-Driven Cost Function,’
Journal of Financial Intermediation, forthcoming.

Hughes, Joseph and Loretta Mester (1998), “Bank
Capitalization and Cost: Evidence of Scale Economies in
Risk Management and Signaling,” Review of Economics
and Statistics, 80 (2), 314-325.

Hughes, Joseph, William Lang, Loretta Mester and Choon-
Geol Moon (1996), “Efficient Banking under Interstate
Branching,” Journal of Money, Credit, and Banking, 28 (4),
1045-1071.

Hughes, Joseph, William Lang, Loretta Mester, and Choon-
Geol Moon (2000), “Recovering Risky Technologies Using
the Almost Ideal Demand System: An Application to U.S.
Banking,” Journal of Financial Services Research, 18 (1),
5-27.

Hughes, Joseph, Loretta Mester, and Choon-Geol Moon
(2001), “Are Scale Economies in Banking Elusive or Illu-
sive? Evidence Obtained by Incorporating Capital Struc-
ture and Risk-taking into Models of Bank Production,”
Journal of Banking and Finance, 25 (12), 2169-2208.

L7
20 BANKING PERSPECTIVE QUARTER 42013 /3 & ClenSing House:

Kroszner, Randall (2013), “A Review of Bank Funding Cost
Differentials,” University of Chicago, mimeo.

Krugman, Paul (2010), “Too Big to Fail Fail?” The New
York Times, January 11. Can be found at: http://krugman.
blogs.nytimes.com/2010/01/11/too-big-to-fail-
fail-2/?_r=0.

McAllister, Patrick and Douglas McManus (1993),
“Resolving the Scale Efficiency Puzzle in Banking,” Journal
of Banking and Finance, 17 (2-3), 389-405.

Pulley, Lawrence and David Humphrey (1993), “The

Role of Fixed Costs and Cost Complementarities in
Determining Scope Economies and the Cost of Narrow
Banking Proposals,” Journal of Business, 66 (3), 437-62.

Rozansky, Gregg and Jennifer Scott (2013), “Bank
Structural Reform: Divergent National Approaches with
Global Implications,” Banking Perspective, 1 (1).

Tarullo, Daniel (2012), “Industry Structure and Systemic
Risk Regulation,” Speech given at Brookings Institution
Conference on Structuring the Financial Industry to
Enhance Economic Growth and Stability, December 4.

The Clearing House (2011), Understanding the
Economics of Large Banks, New York: The Clearing House.

Van Steenis, Huw (2013), “Debate: Big Banks, Should Big
Banks Be Broken Up?” The Economist, May 14.

Wallison, Peter (2012), “Breaking Up Big Banks: Is
Anybody Thinking?” American Enterprise Institute,
Financial Services Outlook, August-September.

Walter, Ingo and Anthony Saunders (2013), “Financial
Architecture, Systemic Risk, and Universal Banking,” The
Journal of Financial Perspectives, 1 (1), 1-15.

Wheelock, David and Paul Wilson (2001), “New Evidence
on Returns to Scale and Product Mix Among U.S.
Commercial Banks,” Journal of Monetary Economics, 47
(3),653-674.





