Banking Markets and the Use
of Financial Services by Small and
Medium-Sized Businesses

This article was prepared by Gregory E. Ellie-
hausen and John D. Wolken of the Board's
Division of Research and Statistics.

A longstanding and contentious problem in the
antitrust analysis of proposed bank mergers has
been the definition of the geographic area and
services that constitute a particular market for
financial services. The issues involved can be
illustrated by two questions that arise in the
following example. A commercial bank wants to
acquire another located in the same metropolitan
area. If one considers only the banks in that area,
the acquisition would apparently reduce compe-
tition for banking services in that locality. The
first question is, Does the presence of commer-
cial banks outside the area mitigate the anticom-
petitive effects? The second is, Would the anti-
competitive effects be lessened if nonbank
institutions in the area offered some (but not all)
of the services offered by the two banks?

Any definition of a banking market implies
answers to these questions regarding the geo-
graphic extent of that market and the scope of
services to be included. Although buttressed by
recent general empirical evidence and market
surveys conducted in specific cases, the defini-
tion of banking markets has generally relied on
Supreme Court decisions from the 1960s and
early 1970s. Given the deregulation and financial
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innovations of recent years, the definition de-
rived from those decisions may be based on
outdated perceptions and data.

The current approach to market definition
holds that the costs of information and trans-
portation incurred by customers searching for,
and using, distant or specialized institutions are
prohibitive, as are the information costs in-
curred by a financial institution in evaluating a
norlocal business seeking credit. Hence, ac-
cording to this view, financial services in the
main are offered by, and obtained from, local
commercial banks. In terms of the opening
example, the current appreach would answer
both questions in the negative—neither the
banks outside the area nor the services avail-
able from nonbank suppliers would be viewed
as important alternative supplies of banking
services for the area and thus would be consid-
ered not to mitigate the anticompetitive effects
within the area.

A contrary argument would answer that de-
regulation and advances in telecommunications
in recent years have lowered the costs of infor-
mation and of travel, and the lower costs have
widened the range of institutions and the dis-
tance over which firms select their financial
services. Hence, in terms of the opening exam-
ple, this argument would answer both guestions
in the affirmative. First, the extent of the rele-
vant market area would have expanded from
metropolitan to regional or national. The mar-
ket therefore would be less ‘‘concentrated”’
(that is, would have more competitors) than
before, and the proposed acquisition would be
less likely to reduce competition below an ac-
ceptable level. Second, because the cost of
using specialized vendors for specific products
has decreased, commercial banks and nonbank
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financial institutions have become closer com-
petitors than they were in years past.

Resolution of these questions requires empir-
ical evidence. To review its approach to market
definition in antitrust analysis of bank mergers
and acquisitions, the Board of Governors com-
missioned surveys to learn more about the use
of financial services by consumers and by small
and medium-sized business firms, the major
customer groups whose demand is most likely
to be limited to tocal commercial banks.

This articie presents findings on the issue of
market definition from the survey of busi-
nesses. This survey, sponsored jointly by the
Board of Governors of the Federal Reserve
System and the Small Business Administration,
is the National Survey of Small Business Fi-
nances (NSSBF), a nationally representative
sample of 3,405 firms that encompasses size
classes we shall hereafter call small (0-49 em-
ployees) and medium-sized (30-499 employ-
ees). Such firms account for the vast majority of
enterprises in the United States and for a sub-
stantial share of business output, but little is
known about their use of financial services and
institutions. The sample taken in the NSSBF
represents the population of small and medium-
sized firms more accurately and covers their
use of financial services and financial institu-
tions more thoroughly than any other survey to
date. The survey data permit an investigation of
the full range of financial services and institu-
tions used by small and medium-sized firms and
the distances over which these firms handle
their financial affairs, an analysis that is neces-
sary for assessing financial service markets.
{See the appendix for a description of the
survey.)

DEFINING BANKING MARKETS

Analyzing proposed bank mergers for their effect
on competition and hence for their potential
violation of antitrust statutes requires a case-by-
case definition of the relevant economic market.
Conceptually, defining a market involves identi-
fying all firms affecting the price and quantity of
a good or service and the specification of both the

geographic extent and the variety of products to
be covered.

The current approach to market definition in
commercial banking was established by the
1963 decision of the Supreme Court in United
States v. Philadelphia National Bank and was
subsequently supported by numerous case stud-
ies in specific areas of the country.! In its
decision, the Supreme Court determined that in
banking cases the product line for antitrust
purposes was that offered by commercial
banks; only institutions offering the full *‘clus-
ter” of bank services thus defined—including
demand deposits and commercial loans—be-
longed in bank markets. As for the geographic
market, the Court concluded that because the
majority of bank customers are consumers and
small businesses and because these customers
generally restrict their purchases to local banks,
the geographic market for banking is local—a
definition that has not been as easy to interpret
and follow as the Court’s definition of product
market. This market definition for commercial
banking is still in use today, with some adjust-
ments allowed for thrift institutions.?

1. In United States v. Philadelphia National Bank, 374
U.S. 321, the Court ruled that commercial banking was
subject to the conditions of section 7 of the Clayton Act,
which prohibits the acquisition of any firm when *‘in any line
of commerce in any section of the country the effect of such
acquisition may be to substantially lessen competition'” {sec-
tion 7, U.8.C. sectien 18, 1976). For examples of case studies
of bank market definition subsequent to the Philadelphia
Nationa! Bank case, see Raiph H. Gelder and George
Budzeika, ‘‘Banking Market Determination—The Case of
Central Nassau County,” Federal Reserve Bank of New
York, Monthly Review, vol. 52 (July-August 1970), pp.
258-66; and Clfton B. Luttrell and William E. Pettigrew,
‘‘Banking Markets for Business Firms in the St. Louis
Area,” Federal Reserve Bank of St. Louis, Review, vol. 48
(September 1966), pp. 9-12; for a more complete discussion,
see John D. Wolken, Geographic Market Delineation: A
Review of the Literature, Staff Studies 140 (Board of Gover-
nors of the Federal Reserve System, 1984).

2. In a 1974 gecision, the Supreme Court noted that thrift
institutions and other nonbank institutions had made compet-
itive inroads in some services. The Court decided, however,
that to be included as full competitors in bank markets, these
institutions had 10 be important suppliers of the entire cluster
of bank services; see United States v. Connecticut National
Bank, 418 U.S. 656 (1974). The current practice of antitrust
analysts is to judge whether thrift institutions in specific areas
offer significant competition t0 commercial bank services
and, if so, to include them in the structural indexes of market
competition.
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In recent years, technological progress, mar-
ket innovations, and numerous changes in finan-
cial regulation may have invalidated the current
approach to market definition regarding product
and geographic markets in banking:

e Advances in telecommunications allow fi-
nancial institutions to supply many services over
large areas at low cost.

¢ Thrift institutions today can offer virtually all
products that banks offer.

o Nondepository financial institutions and non-
financial firms increasingly offer financial ser-
vices similar to those traditionally offered by
banks.

¢ Banks have much greater freedom to create
branches within states, and bank helding compa-
nies can expand more readily across state lines.

Thus, the suppliers of financial products may
have increased, and the difficulties in servicing
larger areas may have decreased.

Nonetheless, the geographic extent of banking
markets may still be limited for many financial
services. Despite the changes brought about by
deregulation, barriers to entry may still exist.
And despite the lowering of costs through elec-
tronic technologies, distance-sensitive transac-
tion costs such as those for transportation, infor-
mation, and search are nevertheless likely to
remain an important consideration in choosing
financial institutions. These arguments, which
are relevant particularly to small and medium-
sized businesses and to households, are sup-
ported in part by the heretofore limited evidence
that these groups continue to obtain most bank
services from commercial banks and thrift insti-
tutions, that these institutions are usually local,
and that purchases are often obtained as a cluster
from a single institution.

In this article, we use the data from the
NSSBEF to explore the following questions on the
definition of banking markets for small and me-
dium-sized firms:

¢ How wide is the area within which small and
medium-sized firms obtain financial services,
search among alternative suppliers, and receive
solicitations?

« To what extent do financial institutions other

than commercial banks provide financial services
to small and medium-sized businesses? Is the
geographic distribution of these suppliers the
same as that for banks?

e What is the geographic area for each of the
different types of financial services?

¢ Does a firm purchase financial services as a
bundle from one financial institution? Do these
services tend to be purchased only as a bundle,
or do some firms purchase them separately from
different institutions? Are services purchased as
a bundle obtained from the same geographic area
as services purchased separately?

e What factors (for example, product type,
institution class, firm characteristics, local mar-
ket conditions) influence the geographic reach of
firms seeking financial services?

A TRANSACTION-COST MODEL OF
DEMAND FOR FINANCIAL SERVICES

A key question is whether banking markets for
small and medium-sized business firms are local
to the firms. Our premise is that current demand
patterns define market boundaries. However,
because demand patterns cannot conclusively
delineate market boundaries, we must consider
how interactions among local supply and de-
mand, nonlocal supply and demand, and trans-
action costs can affect the observed use of finan-
cial services.3

For two areas to be in the same economic
market, prices of identical products in the two
areas must be equal, and the transaction costs
between the two areas that customers and insti-
tutions face must be negligible. Significant trans-
action costs will cause consumers to have a
decided preference to purchase from local sup-
pliers and will give those suppliers some degree
of market power.* The greater the transaction
costs for nonlocal purchases, the greater is the

3. None of the approaches discussed, including ours, can
fully account for the influence of potential competitors on
existing supply and demand, although studies using price data
can come closest to doing so.

4, This assumes that significant entry costs exist. If entry
costs are negligible, then any attempt by local suppliers to
raise prices should be thwarted by the entry, or the threat of
entry, of nonlocal suppliers.
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potential market power for local suppliers. And
the more transaction costs increase with dis-
tance, the smaller will be the geographic market.

If prices in the two areas differ, then the two
areas may represent-different economic markets.
Generally, prices will be higher in less competi-
tive markets and in markets with lower supply.
This generalization implies that buyers in less
competitive markets will more often use nonlo-
cal suppliers than will buyers in competitive
markets, other things equal. In contrast, if these
two areas are not separate economic markets,
local competitive conditions should not have
this effect.

Determinants of Transaction Costs

Two components of transaction costs are those
for transportation and those for information.
Transportation costs vary directly with the num-
ber of transactions a buyer has with a financial
institution, the distance between the firm and the
financial institution, and the need to conduct
transactions with the institution in person rather
than by telephone or mail.

For buyers (firms), information costs include
the cost of searching for information about alter-
native suppliers; for sellers (financial institu-
tions), they include the cost of evaluating and
monitoring the creditworthiness of firms. The
search costs of firms tend to vary directly with
the distance between the firm and the financial
institutions and the degree to which financial
services are heterogeneous.

Transaction costs for financial institutions
arise mainly in the credit area. An institution will
have greater difficulty evaluating and monitoring
firms operating in distant areas than evaluating
and monitoring those operating in its own mar-
keting area. An institution will be less likely, for
example, to know the reputation of distant firms
or to know the product markets in which distant
firms operate. Moreover, in some cases, a finan-
cial institution may need to send a representative
to visit a distant firm to obtain the necessary
information for credit evaluation or monitoring.
Thus, the information costs of financial institu-
tions may also vary directly with distance from
the firm.

To reduce the costs of credit evaluation and
monitoring, financial institutions can make ar-
rangements such as restrictive covenants, collat-
eral agreements, and guarantor requirements 1o
limit loan losses in the event of default and
thereby reduce their costs of dealing with distant
borrowers.

Choosing the Location of Financial
Service Providers

Consideration of these transaction costs suggests
some hypotheses about the location of the sup-
plier for particular financial services. First, de-
mand deposit accounts are likely 1o have rela-
tively high transaction costs because of frequent
deposits and withdrawals. This consideration is
particularly important for retail firms, which typ-
ically make frequent withdrawals of cash for
making change and frequent deposits of receipts
from sales. Therefore, checking accounts for
businesses can be expected to have relatively
small geographic markets. Similarly, financial
products such as cash management services,
currency and coin services, and credit card pro-
cessing involve frequent transactions and are
thus also likely to have relatively small geo-
graphic markets.

Savings and investment accounts (hereafter,
savings accounts) may have larger geographic
markets than checking accounts. One reason for
the difference is that, with generally fewer depos-
its and withdrawais, savings accounts have lower
transportation costs. Another reason is that the
expected return from a buyer’s search for a
savings account may be higher than that for a
demand deposit account: For a given amount of
cash, firms seek to keep as little as possible in
non-interest-paying checking accounts and as
much as possibie in savings accounts; thus, sav-
ings balances may be larger than demand deposit
balances. Although search costs increase with
distance, expected benefits increase with the size
of the account, so firms are likely to search over
a wider geographic area for savings accounts
than for checking accounts.

On similar reasoning, secured credit and leases
can be expected to have larger geographic mar-
kets than unsecured credit: The collateral re-
duces creditors’ exposure to loss and hence
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reduces the expenditures required for credit in-
formation and monitoring.

The Effect of Firm Size on the Choice
of Institution

Generally, larger firms operate in larger geo-
graphic markets for financial services than those
in which smaller firms operate simply because
their demand is larger and because some special-
ized services usually not needed by smaller firms
may be unavailable from the closest financial
institution. For example, larger irms are more
likely than smaller firms to seek large loans.
Because search costs tend to be fixed and bene-
fits to vary directly with the size of loan, the net
expected benefit from searching outside the local
area for better loan terms is likely to be greater
for larger firms.

For another example of the effect of firm size,
large firms are more likely than small firms to
have multiple locations, some of which may be
distant from the main office of the firm. Because
of transaction costs, such firms would be more
likely than small, single-office firms to use finan-
cial institutions located outside the local area of
the main office.

The size of the firm also affects the information
costs of financial institutions. Large firms are
more likely than small firms to be known outside
the areas in which they are located, either di-
rectly or through their contacts with other busi-
nesses. They are also more likely to have the
financial information desired by financial institu-
tions because they have more sophisticated ac-
counting records than do small firms, which are
typically managed by their owners. Moreover,
because bankruptcy costs have a large fixed
component, the cost of default as a share of
assets is greater for small firms than it is for large
firms. Thus, the amount that creditors can re-
cover from small firms is more limited. The lack
of information and the relatively high cost of
bankruptcy make lending to small firms more
expensive for financial institutions than lending
to large firms. Thus, distant suppliers are less
likely to accept applications for credit from smail
firms than they are to accept applications from
large firms, especially when the desired credit
would be unsecured.

The information costs borne by any financial
institution for credit evaluation and monitoring of
customer firms tend to be higher relative to the
size of the transaction for small firms than for
large firms, and this cost difference is likely to be
greater when the financial institution is a distant
one. In turn, because of these cost differentials,
institutions are more likely to screen out small
firms, especially distant ones, as potential cus-
tomers for loans. Thus, a small firm has a greater
incentive than does a large firm to borrow from
the same institution from which it obtains check-
ing and to maintain a long-term relation with that
institution. A long-term checking account is piv-
otal because it reveals the firm's cash flow and
thus reduces the cost to the financial institution
of credit evaluation and monitoring. For this
reason, small firms are more likely than large
firms to maintain a working relationship with a
financial institution rather than seek out different
suppliers for different financial products. In other
words, small firms are more likely than large
firms to depend on their primary institution for
credit and to use fewer institutions. The primary
institution is likely to be local because of the
transaction costs associated with checking.

In sum, consideration of the effect of transpor-
tation costs, search costs, and firm size on a
firm's demand for financial services and on the
information costs of financial institutions sug-
gests that medium-sized firms (50-499 employ-
ees) and large firms (500 employees or more)
would be more likely than small firms to use
nonlocal financial institutions.

LocAL SUPPLY CONDITIONS

Characteristics of the local area may affect the
likelihood that a firm will use nonlocal financial
institutions. For example, demand in rural areas
for some financial services is often too small for
local suppliers to offer them. Rural firms de-
manding such services will be forced to use
nonlocal suppliers, even if they have to incur
large transaction costs, whereas urban firms with
similar demands may be able to obtain the ser-
vices locally.

The structure of the local banking industry
may be another factor affecting the use of nonlo-
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cal suppliers. If prices of financial services are
higher in areas in which a few banks and thrift
institutions have a greatly disproportionate share
of the market than they are in areas in which such
institutions are less concentrated, and if transac-
tion costs are not trivial, then we expect to find
firms in concentrated areas to be more likely than
firms in unconcentrated areas to use nonlocal
financial institutions. Because of transaction
costs, firms in an unconcentrated market will not
find using nonlocal suppliers economical. Some
firms in a concentrated market, however, may
find using nonlocal suppliers, even with transac-
tion costs, less expensive than using local sup-
pliers. Such a relation between bank structure
and the use of nonlocal suppliers would be con-
sistent with local markets.

A finding of no relation between local bank
concentration and the use of nonlocal suppliers by
itself, however, provides no guidance as to the
geographic dimensions of a banking market. The
existence of a local market would be consistent
with this finding if the transaction costs of pur-
chasing nonlocally suppiied services exceeded the
benefits of obtaining a lower price outside the
local area. In this case, local and nonlocal services
would be poor substitutes. Alternatively, finding
no relation between local bank structure and the
use of nonlocal service suppliers could indicate
that prices did not differ between local and non-
local suppliers and thus that both sets of suppliers
belonged to the same economic market.

THE LOCATIONS AND TYPES
OF FINANCIAL INSTITUTIONS USED
BY THE FIRMS

Based on an analysis of the data from the survey,
this section examines the different classes of
financial institutions that small and medium-sized
businesses use and the degree to which those
institutions are local. The importance of a type of
financial institution is measured by the frequency
with which the firms use it.

The financia!l institutions covered are commer-
cial banks; thrift institutions (savings and loan
associations, savings banks, and credit unions);
finance companies; leasing companies; and
money market mutual fund companies, broker-

1. Percentage of small and medium-sized firms using
local and nonlocal financial institutions, by type
of institution'

Firancial institution Local | Nonl [ Total
....................... 97.1 19.7. 982
Commercial bank ........... %8 83 5.0
NOBBARK. .« -~ v v oovn s 263 135 5.
Theiftt . oo 131 13 141
Finfnce o ovvononrins 8.2 72 14.3
Leasing ... ooniniii il 2.5 32 54
Other® . oovie i iiv i 49 24 7.4

1. Use of a financial institution consists of use of one or more of the fol-
lowing services: checking, savings (other deposit or investment account); leas-
ing; line of credit, mortgage, motor vehicle, equipment, or other credit,
currency and coin, credit card processing, and night depository; cash manage-
ment, lockbox, and wire transfer; bankers acceptances, sales finance, letter
of credit, and factoring; brokerage; and pensions, trusts, and safekeeping of
securities.

Local institytions are thirty miles or less from the principal office of the firm.

Sum of components may exceed totals because some firms use more than
one institution.

2. Savings and loan associations, savings banks, and credit unions.

3. Brokerage and money market mutual fund companies, mortgage banks,
and insurance companies.

age companies, mortgage banks, and insurance
companies. Firms rarely purchase financial ser-
vices from nonfinancial institutions. We define an
institution as local to a firm if it is located thirty
miles or less from the firm’s main office.s

The financial products covered are checking
accounts; other deposit and investment {sav-
ings) accounts; credit (financial leases, lines of
credit, mortgages, motor vehicle loans, equip-
ment loans, and other credit);é transaction ser-
vices (currency and coin services, credit card
processing, and night depository); cash man-
agement services (cash management, lock
boxes, and wire transfers); credit-related ser-
vices (bankers acceptances, sales financing, let-
ters of credit, and factoring); brokerage; and

5. The use of exactly thirty miles as a boundary value is not
critical. At a thirty-mile limit, 97.1 percent of firms use one or
more local financial institutions; at a twenty-mile limit the
percentage is 96.3, and at thirty-five miles the percentage is
again 97.1.

A second type of definition for a local financial institution
was considered: existence of a branch in the same metropol-
itan area (urban firms) or county (rural firms) as the firm’s
main office. Becanse miles better reflect distance, the analy-
sis using miles is reported. The basic conclusions would be
the same in either case.

6. A financial lease is a long-term lease in which the present
value of the stream of payments at the inception of the lease
approximates the market value of the asset; such a lease is
essentially similar to the purchase of the asset using credit.
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2. Mean number of local and nonlocal financial institutions used per small and medium-sized firm,
by type of institution'

MeMo
Total Percentage of all
institutions used
L7 100
1.31 73.2
48 26.8
.15 84
.17 9.5
07 3.9
.09 5.0

1. Components may not sum to totals because of rounding. See notes 1o table 1 for definitions.

trust services (pensions, trusts, and safekeeping
of securities).

Tables I, 2, and 3 present survey findings on
the use of various types of local and nonlocal
financial institutions. The vast majority of the
firms, 97.1 percent, reported using a local insti-
tution, and 92.8 percent reported using a local
commercial bank (table 1).7 On average, firms
use fewer than two financial institutions (1.53),
and at least one of these institutions (1.21) is
almost always a local commercial bank (table
2). About 46 percent (50.1 percent of 0.92) of
firms rely solely on one local commercial bank
{table 3). For firms using more than one finan-
cial institution, about four-fifths of the institu-
tions are local, and 59 percent of institutions are
local commercial banks.® Thus, the survey
shows local institutions, especially local com-
mercial banks, to be the dominant suppliers of
financial services to small and medium-sized
businesses. Nonetheless, nonlocal institu-
tions are important to some firms—one-fifth
report using a financial institution located more
than thirty miles from the firm’s main office
(table 1).

On average, the firms us¢ nearly three times
as many commercial banks as they do nonbank
financial institutions—1.31 commercial banks

7. By the alternative definition of local given in note
5—location of a branch in the metropolitan area or county of
the firm's main office—the percentage of nonlocal financial
institutions used was generally somewhat larger because
many institutions used were located just outside the bound-
ary of a firm’s metropolitan area or county.

8. These firms use 2.663 financial institutions, 2.149 of
which are Yocal (1.561 local commercial banks and 0.588 local
nontbank institutions), Hence, 80.7 percent are local institu-
tions, and 38.6 percent are local commercial banks.

versus 0.48 nonbanks {table 2). Finance compa-
nies, the most commonly used nonbank institu-
tions, account for 9.5 percent of all institutions
used and 35 percent of nonbank institutions
used. Thrift institutions, the second most fre-
quently used nonbank, account for 8.4 percent
of gll institutions used and for nearly one-third
of the nonbank institutions used. The remaining
third of nonbanks used includes mortgage bank-
ers and insurance companies but consists pri-
marily of brokerage firms and leasing compa-
nies.

Thrift institutions, like commercial banks, tend
1o be located close to the firms that use them
(table 2). In contrast, geographic proximity is not
a distinguishing characteristic of other classes of
financial institutions. Finance companies and
leasing companies are divided almost equally
between local and nonlocal, and 34 percent of
other nonbank financial institutions are nonlocal.
The greater frequency of nonlocal use of these
institutions could be due to the specific products
they offer.

The survey sought to gauge the relative impor-
tance to the firms of the various financial institu-
tions by type and locality. Each firm that uses
two or more financial institutions was asked to
identify which single institution it considered to
be its primary source of financial products; the
institution patronized by each firm that uses only
one was defined to be the primary institution for
that firm. As table 4 shows, 96.9 percent of firms
use a local financial institution as their primary
institution; 90.8 percent of firms use a local
commercial bank; and 5.9 percent use a local
thrift institution. These data reinforce the con-
clusion that, if a firm concentrates its purchases
of financial services at its primary institution,
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3. Mean number of Jocal and nonlocal financial institutions used per smail and medium-sized firm,

by number of institutions used"

Locat Nonlocal
' [ MEmMOC
sg s Percentage
Number of financial institutions used . . Total
Commercial Commercial of all
ban Nonbank ‘ban Nonbank frms
920 .063 012 004 H 50.1
Lormore. . et i e 1.212 314 094 160 1.780 98.2
2 0T MIOTE . .o et vueneenereraeansssnarinanenns 1.561 588 183 328 2,663 - 48.1

1, Components may not sum to totals because of rounding. See notes to table 1 for definitions.

local commercial banks are the dominant suppli-
ers of financial products to small businesses.

FINANCIAL SERVICES

The average number of financial services used
per type of financial institution provides further
evidence on the relative importance of the vari-
ous institutions to businesses and indicates
where businesses may be bundling, or clustering,
their purchases of financial services (table 5).
Firms typically obtain several services from their
primary institutions, which, as just shown, are
usually local commercial banks. On average,
firms obtain 2.37 services from their primary
institutions and 2.14 services from all local com-
mercial banks. Firms obtain somewhat fewer
financial services from their primary institution
when the provider is a thrift institution (2.06)
than when it is a commercial bank (2.40).

In contrast, nonlocal institutions and all non-
bank financial institutions other than thrifts tend
to be used for single services—on average, be-
tween 1.04 and 1.26 services (table 5). However,
only 35.5 percent of firms use a nonbank financial

4. Percentage of small and medium-sized firms desig-
nating selected types of local and nonlocal financial
institutions as their primary institution, by type of
institution*

Financial instittion Local [ Nonlocal | Total
A o 9.9 31 100
Commercial bagk ........... 90.8 2.0 9.7
TR voeennennniin i 59 . 63
Other ...ovvvviinnininnnns . .6 9

1. For firms using more than one financial institution, the respondent chose
which institution is the primary institution; otherwise, the institution used by
the firm is the primary instivution. See notes to table 1 for definitions.

* Less thap 0.05 percent.

institution, and only {9.7 percent use a nonlocal
financial institution of any type (table 1). These
data also suggest that service clustering occurs at
local commercial banks and at primary financial
institations (table 5, memo).

In sum, local commercial banks are the domi-
nant suppliers of virtually every financial service
considered. Aimost all small and medium-sized
businesses use a local commercial bank regardless
of the number of nonbank or nonlocal institutions
they use. A local commercial bank is typically the
firm’s primary financial institution, which the firm
uses for more than one financial service. A signif-
icant number of firms use nonbank or nonlocal
suppliers for a few services, but not frequently
and usually only for a single service.

DISTRIBUTION OF SUPPLIERS
FOR SELECTED FINANCIAL SERVICES

The first part of the analysis of the survey
indicated that the manner in which small and
medium-sized firms use nonlocal and nonbank
financial institutions may differ from the way
they use local commercial banks. Here we inves-
tigate this issue further by comparing the ser-
vices firms purchase from nonbank and nonlocal
institutions to the services they purchase from
commercial banks and local institutions. In es-
sence, this analysis helps to answer the second of
the five questions posed earlier: To what extent
do financial institutions other than commercial
banks provide financial services to small and
medium-sized businesses, and is the geographic
distribution of these suppliers the same as that
for banks? It also provides evidence on the way
in which the products of nonbank financial insti-
tutions differ from those of commercial banks.
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3. Mean number of services used by small and medium-sized firms per financial institution, by type and selected
characteristics of institution'

Type of fnancial institution All Local J Nonlocal { Primary | Nonprimary
AL et e ara s e 1.36 195 1.25 2.37 1.26
Commercial bank .................. 2.09 2.14 1.55 2.40 1.42
Thrift .. .o eveniicviiciniira e 1.59 1.62 1.26 2.06 1.28
P 1.04 1.2 1.05 » 1.04
Finamee ......c.icviiininncnaians, 1.04 1.03 1.05 . 1.03
L PN 1.16 1.20 1.09 » 1.15
Memo ’

‘When services include checking .......... P 2.29 2.30 2.05 2.40 1.78
When services exclude checking .. ....... e tee e, 1.08 1.10 1.07 1.36 1.08

1. Number of services range from one to thirteen. Each of the following
services counts as a single service: leasing, line of credit, mortgage, motor
vehicle loan, equipment loan, transactions, cash management, credit-related,

Table 6 shows the percentage of firms using
various financial services and the percentage of
firms obtaining these services from financial in-
stitutions grouped by location, primary/nonpri-
mary status, and class. The service used by the
greatest proportion of firms (97 percent) is check-
ing. In contrast, only one-fourth of firms have
savings (other deposit or investment) accounts.
Credit is also an important service, used by 59.0
percent of firms; lines of credit and motor vehicle
loans, the most frequently used forms of credit,
are each used by one-fourth of the firms. Nearly
60 percent of firms use some other financial
product; by far the greatest incidence of use in
this category (47.3 percent of firms) is in trans-
action services, defined as currency and coin

brokerage, and trust. See rotes to tables 1 and 4 for definitions.
* Too few observations to provide a reliable estimate.

services, credit card processing, and night depos-
itory services.

Use by Type of Supplier

The dominant role of local suppliers for most
financial services is remarkable, particularly for
those services hypothesized to have high trans-
action costs: Local financial institutions supply
95.7 percent of firms with checking services, 54
percent with credit, and 46.6 percent with trans-
action services.

Nonlocal institutions are used by only 19.7
percent of all small and medium-sized firms (ta-
ble 1). However, for the minority of firms that
use specific services, such as leasing, nonlocal

6. Percentage of small and medium-sized firms that use various financial services, by service and selected

characteristics of financial institutions'

. ; Any financial . . Commercial Nonfinancial
) Semne‘ i institution Local Nonlocal Primary Nonprimary bank Nonbank p
97.0 95.7 40 9.9 1.5 9.0 7.8 0
“ase ns 2.5 193 9.4 20.4 5.8 0

'59.0 540 14.3 438 23 47,9 24.5 159
7.4 46 35 1.6 6.0 23 5.6 2.6
4.1 ‘2% 1.7 20 40 2.2 2.6 5
150" 13.8 18 10.4 55 11.8 36 41
25.1 202 6.4 10.2 16.8 153 11.6 1.3
124 . 10.6 2.3 78 5.5 93 33 2.8
8.9 - 8.1 1.1 6.3 3.1 71 2.1 6.5
593 . 578 42 553 132 551 8.1 2.6
473 46.6 2.4 45.4 6.9 452 36 1.8
15.0 14.3 8 13.5 24 14.0 1.1 1
7.4 6.7 .8 6.3 1.6 6.6 1.0 3
33 2.7 6 6 2.8 4 2.9 2
38 3.8 3 22 1.7 EX) 8 2

1. Ses notes 1o tables | and 4 for definitions,
2. Transactions services include currency and coin, credit card process-
ing, and night depository; cash management services include cash manage-

ment, lockbox, and wire \ransfer; credit-related services include bankers
acceptances, sales finance, letter of credit, and factoring; trust services include
penhsions, trusts, and safekeeping.



810 Federal Reserve Bulletin O October 1990

institutions become more important. For exam-
ple, 7.4 percent of all firms use leases, and 3.5
percent of all firms obtain leases from nonlocal
institutions (table 6, columns 1 and 3). Thus, 47.3
percent of the firms that use leases obtain them
from nonlocal suppliers (3.5 divided by 7.4; see
table 7, column 2). In fact, leasing, motor vehicle
loans, equipment loans, and brokerage services
are the services for which users rely most heavily
on nonlocal institutions,

Nonbank financial institutions are important
for some services, particularly credit. About
one-fourth of the firms obtain credit from these
institutions (table 6). This importance can be
seen more clearly in table 7: 75.7 percent of the
firms using leases, 46.2 percent of firms using
motor vehicle loans, and 30.6 percent of firms
using equipment loans obtain these services from
nonbanks. In contrast, nonbank institutions are
not frequent sources for checking accounts,
transaction services, and cash management ser-
vices. Only 8 percent or fewer firms using these
financial products obtain them from nonbank
institutions, whereas about 95 percent of users
obtain them from commercial banks.

Nonfinancial sources are not important to most
small and medium-sized businesses. No more
than 6.5 percent of firms obtain any one specific
service from a nonfinancial institution (table 6).
The services most frequently obtained from such

sources (mainly owners, other individuals, and
other business firms) are financial leases, mort-
gages, equipment loans, and other credit.

Geographic Dispersion of Service Use

Data on the geographic dispersion of the financial
institutions supplying firms with various services
can provide further insights into how large geo-
graphic markets might be. The survey results
reveal the preferences that small and medium-
sized businesses have for local suppliers. Indi-
rectly, the survey data suggest the relative im-
portance of transaction costs for different
financial services.

Firms use local suppliers to a remarkable ex-
tent (table 8). For all but one service, leasing, at
least 75 percent of the financial institutions are
within thirty miles of the firms that use them, and
the median distance between the institutions and
the firms is less than eight miles for twelve of the
thirteen product categories in table 8.

The institutions in which firms have checking
accounts have the smallest geographic distribu-
tion: 50 percent of the institutions used for
checking are within one mile of the firms using
them, and 90 percent of the institutions so used
are within twelve miles of the firms. The suppli-
ers of transaction and cash management services
have similar spatial distributions.

7. Percentage of small and medium-sized business users of various financial services that obtain such services

from financial institutions with selected characteristics’

rgage .
Motar vehicle loan .

loan
Equipment

loan

1. Values can be obtained by dividing the value for each type of institution
in table 6 by the corresponding value in column 1 of table 6. For example,
the first value in this table, 98.4, can be obtained by dividing 95.7 (table 6,

row 1, column 2), by 97.0 {table 6, row 1, column 1). See notes to tables
1, 4, and 6 for definitions.
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8. Miles between small and medium-sized firms and
their financial institutions, by financial service used
and selected percentiles of institutions

4 . Percentile of institations
Service e of firms
; 5 50l:h 1. 75k 90th service
Bt SR ) 7o 90
e T 24 250
21 L0 260 1,200 7.4
T TS R 24.1
3 11 65 . 15.0
T 29 128 25.1
8 25 275 12.4
3¢ 15 80 8.9
1 5 24 593
i R 15. 473
0 SO %o 150
A 12 43 7.4
.80 il 80 33’
R EEES SO 25 38

1. See table 6, note 2, for definitions.

Financial institutions used for savings ac-
counts and for the category of “‘other’” services
are also located quite close to the firm: 90
percent or more are located within twenty-four
miles of the firm. Suppliers of motor vehicle
loans, equipment loans, and leases are rela-
tively more distant than those of other services.
As mentioned in the section on nonbank suppli-
ers, however, most suppliers are local. Al-
though these statistics do not define markets,
they suggest how large geographic markets
might be. They also suggest that the markets for
different services may have different geographic
dimensions.

In sum, local commercial banks are the dom-
inant suppliers of virtually every financial prod-
uct considered. Almost all of the small busi-
nesses surveyed used a local commercial bank,
most often for checking, regardless of the num-
ber of nonbank or nonlocal institutions used.
The variations in nonlocal and nonbank suppli-
ers for different types of products and the
geographic distribution of suppliers for specific
services do not appear to support the hypothe-
sis that businesses purchase all of their financial
services at a single financial institution. How-
ever, businesses using nonbank and nonlocal
financial institutions generally did so to obtain a
few specific products, namely leases, motor
vehicle loans, and equipment loans.

THE ROLE OF URBANIZATION AND
FIRM SIZE

We now consider why firms choose particular
financial service suppliers by examining the level
of urbanization of a firm's locale and the size of
the firm. Urban and rural areas may differ in the
range of alternatives generally available locally
because of differences in economic integration,
market size, and market structure.® And the
financial behavior of larger firms may differ from
that of smaller firms because of differences in
transaction costs associated with financial so-
phistication, the use of financial products, and
the need for financial products. After the discus-
sion of these factors, we consider other charac-
teristics of the firm and of the Jocal market in
assessing why firms may choose nonlocal suppli-
ers in particular.

Urbanization

The overall number of financial institutions
used by urban firms (those whose principal
office is in a metropolitan statistical area as
defined by the Census Bureau) is on average
larger, by a statistically significant amount, than
the number used by rural firms (table 9). Urban
firms also use more local banks and local non-
banks than do rural firms, but the latter use
more noniocal banks and nonbanks than do
urban firms. Although most of these differences
are statistically significant, none is large.
Rural firms use more nonlocal financial insti-
tutions than do urban firms perhaps because the
demand in rural areas for some services may be
too small for institutions to offer them. Rural
firms are thereby forced to obtain such services
from nonlocal suppliers, whereas urban firms
can obtain them locally. Perhaps another factor
contributing to this difference is that the struc-
ture of the banking market in rural areas is

9. For example, see Federal Reserve Bank of Chicago,
U.S. Department of Agriculture, and Farm Foundation,
Rural Financial Markets: Research Issues for the 1980s
{Federal Reserve Bank of Chicago, 1982); and Ron Shaffer
and Glen Pulver, “‘Rural Nonfarm Businesses’' Access to
Debt and Equity Capital'’ (paper presented at the Southern
Regional Science Association Meetings, Washington, D.C.,
March 22-24, 1990).
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9. Use of selected types of financial institutions and
services, by urbanization of firm location’

Percentage of
foms ing. - | Mo mumber of
Financial institution or service
of service?
: Urban Rural Urban Rural
firms firms firms firms
98.2 98.0 1.81* 1.69*
94.1 934 - 131 1.29
n9 21 1.22* 1.18*
7.6 9.2 09 1
971 . 969 1.57¢ 1.38*%
18.3 29 .24+ 30+
26.7 302 50 .40+
98.2 93.0 3.26* 3.46*
97.1... 967 1.57 1.38
25.3 243 31 29
7.8 6.2 10 - .08
24.6 22.1 27 25
124 24.5 14* 27
258 2.7 Al 26%
11.9 14.1 14 .16
8.2 11.5 09* 13
57.6 65.1 70+ 78

1. A firm is urban if its principal office is in a metropolitan statistical area.
In the sample of 3,405 firms, 1,873 are urban and 1,532 are rural.
Selected characteristics of the sampled firms have the following mean values:

Urban Rural

Number of employees 11.68* 9.58*
Market Herfindahl index K1 24=
Market CR3 42 70"
Number of firm's locations 1.56 1.32
Number of firm's local locations 1.19 1.16
Sales (millions of dollars) 1.36* 93+

The market Herfindahl index measures the degree of deposit concentration,
with higher numbers representing greater concentration; the market CR3 is
the percentage of deposits held by the top three institutions in the market;
and the number of firm's local locations is the number that is thirty miles or
less from the principal office of the firm.

2. See notes 1o table 1 for definitions.

* Difference significant at the 35 percent confidence level.

significantly more concentrated than that in
urban areas. As shown in the notes to table 9,
the average Herfindahl index of the local con-
centration of banks and thrift institutions is
0.24 for rural firms and 0.09 for urban firms. If
prices of financial services were higher in more
concentrated banking areas, buyers in those
areas would purchase fewer services locally
and more services nonlocally than would
firms in less concentrated areas. Thus, simply
comparing urban and rural firms cannot re-
solve this question; we shall address it again,
with a multivariate model, after discussing the
role of firm size in the firm’s choice of institu-
tions.

Firm Size

The size of a firm can usually be expected to
correlate with the firm’s overall demand for
financial services and the complexity of financial
services it requires. When we divide our sample
of firms into two employment-size categories—
small (0—49 employees) and medium-sized (50—
499 employees)—we find that the average num-
ber of financial institutions and services used is
significantly greater for medium-sized firms than
for small firms in all but one of seventeen com-
parisons (table 10). Overall, medium-sized firms
use nearly twice as many financial institutions on
average as do small firms (3.1 versus 1.73). The
size-related differences (both in terms of percent-
age of the size class using the institution or
service and the average number used) are great-
est for nonlocal institutions and for leasing and
lines of credit. One characteristic that does not
differ much between small and medium-sized
firms is bank market structure, measured either
by a Herfindahl index or a concentration ratio
(table 10, note 1), although the observed differ-
ence is statistically significant.

The findings that the use of distant institutions
and complex services increases with firm size
suggest that transaction costs relative to the
value of financial services purchased by the firm
are important in explaining differences between
the use of local and the use of nonlocal financial
institutions.

FACTORS INFLUENCING THE CHOICE
OF NONLOCAL SUPPLIERS

In preceding sections, we examined firms’ use of
financial institutions and services by type and
distance of institution, by service, and by loca-
tion and size of the firm. We next identify those
characteristics of firms and of the geographic
areas in which they are located that indicate the
use of nonlocal institutions. We present two
types of evidence on these questions. The first is
a univariate analysis of small and medium-sized
firms that use only local financial institutions and
of those that use at least one nonlocal institution.
We test the hypothesis that the means of several
business and geographic characteristics for the
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10. Use of selected types of financial institutions and
services, by size of firm'

1. ‘Small firms are those with 0 to 49 empioyees, and medium-sized firms
are those with 50 to 499. In the sample of 3,405 firms, 2,899 are small and
506 are medium-sized; see table A.1, note 3.

Selected characteristics of the sampled firms have the following mean vaiues
(see table 9, note 1):

Medivm-
Small sized

Number of employees 6.96* 116.56*
Market Herfindahl index 2 A1
Market CR3 .48 454
Number of firm's locations 1.38* 4.82¢
Number of firm's local locations 1.14* 2.19*
Sales (millions of dollars) .76* 13.70*

2. See notes to table 1 for definitions.
* Difference significant at the 95 percent confidence level.

two classes of firms are equal. The second type
of evidence, derived from a multivariate model
based on the theoretical results discussed above,
is an estimate of the effect of each of the varia-
bles in the univariate analysis on the probability
that a small or medium-sized firm will use one or
more nonlocal financial institutions.

Univariate Analysis

The univariate comparisons find the following
significant differences (table 11): Compared with
firms using only local financial institutions, firms
using nonlocal institutions tend to have more
employees and greater sales and to use more
institutions and more financial services (and thus
presumably have more complex financial opera-

tions and demands). A greater proportion of
firms using nonlocal institutions are corpora-
tions. Such firms also tend to have relatively
greater proportions of sales derived from ex-
ports, have more nonlocal branches or offices,
have smaller cash sales, use trade credit more
frequently, and are more frequently denied
credit. Statistically significant differences also
arise in terms of industry classification. Firms
using nonlocal institutions tend to be slightly
more widely represented in manufacturing and
real estate and less well represented among re-
tailing and service industries.

Local supply conditions also reveal statisti-
cally significant differences between the two
classes of firms (table 11). Firms using nonlocal
institutions are more frequently located in rural
areas; in areas with significantly smaller deposits
in banks and thrift institutions (a proxy for mar-
ket size); and in areas with a slightly higher
concentration index and Herfindahl index, which
suggests less local competition among banks and
thrift institutions.

Multivariate Analysis

The univariate analysis highlights characteristics
that are significant in distinguishing firms likely
toc use a nonlocal financial institution. A multi-
variate analysis is required to show the relative
importance of the characteristics and to assess
the effect of one variable when all others are held
constant. Such an analysis is crucial if variables
associated with hypotheses about the size of
economic markets are to be distinguished from
variables associated with hypotheses about
unique firm characteristics.

The analysis, reported in detail in the authors’
Staff Study 160, shows that firms that are rela-
tively large, have multiple locations, have been
denied credit, have obtained trade credit, and are
located in rural counties or in areas with higher
concentrations of banks and thrift institutions
have a significantly greater probability of obtain-
ing financial products from one or more nonlocal
suppliers. Firms having relatively large cash
sales, however, are more apt to use only iocal
financial institutions.

Of particular importance for bank market def-
inition is the finding concerning the Herfindahl
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11. Population characteristics of small and medium-sized
firms, by locality of financial institutions they use’

Mean, except as noted

Uses only | Uses local
Characteristics of firm local and nonlocel
ingtimtions | -institutions
Number of financial institutions
and services used
Institutions. . ...couovneniiiinn va.s 1.53+ 2.98¢
BOIVICES . o v e e et it s araaianan 2,97 o7*
Number of emplovees
1987 .. of N esah et irananas 9.25% 20.16*
1986.....00en.n e . B.76% 18.62*
Total {millions of dollars)
............................ .99 245
1986 . .oviiiniiein it aannas 96 2.22
Indicators (percent of sales) : ) .
......................... 1.54 2.02
Cashsales ................o0an. 19.31* 13.26*
.\ge scquired . ;.. 19;15 1973
CRF BCQUIMd . . o it v et itannnensun
Year established .................,.. 1968 1964
Years from wqmmon w1989 ........ 14.1 13.8
Organizational form (percenz
of firms} .

Far - S ?.6 33(51‘
e proprictorship.................. 41.3* B
Corporation . . ...ooovvvneiuannrennns 1* 62.5%

Industry, by Standard Industrial
ion {percens
of firms)
Construction
_ (1000sSIC<2000).........,.... 13.8 12.0
5SIC< } SN 3.9+ 5.8+
(3000=SIC <4000)........... P 50 4.8
T
mmnm <5000)... . .. 2.7 . 4.3
Wholesale (5000 <SIC <5200) ........ 9.8 12.0
Rewil (5200<8SIC<6000)............ 243 21.4
Insurance agents and real estate
(64005SIC<7000)....,......... 6.4* 8.5
Services (7000 <SIC<8000).......... 18.5+ 14,9+
Other (8000=<SIC<9000)...... SETRON 13.2 12.9
6.8 14.9*
1.45 1.79
1.16* 1.30*
20.7* 257
29.05 25.60 .
2 13
47 .50+
90.8 §8.6
3.5+ 7.4*
715.1* 82.9*

1. See potes to tables 1 and 9 for definitions.

2. A firm’s nonlocal office is located more than thirty miles from the firm's
principal office.

3. Metropolitan statistical (urban) area or non-MSA, (rural) county in which
principal office of the firm is located.

* Difference significant at the 95 percent confidence level.

index of local market structure. The estimated
effect of the Herfindahl index on the probability
of using nonlocal institutions suggests that, for
many businesses, banking markets are locally
limited. However, all firms in the sample may not
be equally limited. The significant effect of firm
size indicates that medium-sized businesses may
not be as constrained as the small firms in the
sample: Their transaction costs for financial ser-
vices may be a smaller relative cost than it is for
small firms. Perhaps other complexities associ-
ated with size make medium-sized firms more
likely to use products, such as leases, for which
nonlocal suppliers are more important. The next
section analyzes why business firms choose dif-
ferent types of financial institations for different
types of services.

REASONS FOR CHOOSING PARTICULAR
TYPES OF FINANCIAL INSTITUTIONS

The NSSBF asked business owners **What were
the factors that influenced the firm’s decision to
obtain this set of services from this institution?”
The question was asked for the primary financial
institution and up to five additional institutions
used by the firm.

Reasons by Type of Institution

The answers to the survey questions cover a
broad range of factors, including proximity, ease
of conducting business (convenience other than
proximity), prices, services offered, and a variety
of professional and personal relationships. About
one-fourth of the reasons given for the choice of
particular local and primary institutions are prox-
imity and ease of conducting business, which are
closely associated with transaction costs. The
second largest category of reasons for the choice
of these institutions is personal relationships.
The most frequently cited reason for choosing
nonlocal, nonbank, and nonprimary financial in-
stitutions is seller relationships (such as those in
which a motor vehicle dealer helps a customer to
obtain financing from a particular financial insti-
tution or captive finance company). The second
most important factor—nearly one-fifth of the
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reasons for choosing nonlocal institutions—is
price. In contrast, price is considerably less
important for choosing local and primary institu-
tions. This finding suggests that pricing may
induce firms to use nonlocal institutions for some
products and may be consistent with the hypoth-
esis that financial service markets are local. As
discussed earlier, firms in concentrated markets
have a greater incentive to purchase products in
more competitive nonlocal markets.

In sum, systematic differences appear in the
reasons cited for the choice of various types of
financial institutions. Lower transaction costs is
the reason behind the choice of particular local
and primary institutions, whereas seller relation-
ships and prices are more often the basis for
choosing particular nonlocal and nonbank insti-
tutions. Another reason for using nonlocal sup-
pliers may be the lack of availability of certain
services in some areas. We consider this possi-
bility in  the next section, which covers specific
financial services and the reasons for choosing
the particular institutions offering them.

Reasons by Type of Service

Proximity and ease of conducting business are
important reasons for the choice of almost every
service used by the firms. Prices (including inter-
est) are most important for leases, mortgages,
and vehicle loans, a finding consistent with the
importance of transaction costs to small and
medium-sized businesses. Leases, vehicle loans,
and equipment loans are also the services that,
when purchased, are most frequently obtained
from noniocal and nonbank suppliers (tables 6
and 7); the products for which seller relationships
and other referrals are most important; and, as
table 8 shows, the financial services with the
widest geographic distribution of suppliers.

The reasons associated with the use of institu-
tions and services suggest that certain products
tend to be purchased at local institutions for
reasons associated with transaction costs.
Checking, savings, other services, and, to a
lesser extent, lines of credit and other loans are
in this category. For these services and for local
financial institutions, price is apparently not as
important a consideration as it is for motor

vehicle loans and leases, which tend to be pur-
chased over a relatively wide area on the basis of
seller recommendations or price. Hence, the data
suggest that a pronounced local preference exists
for some services, but that other services may
not be part of local banking markets.

Survey data on the behavior of firms in shop-
ping for financial services and on the efforts of
financial institutions to solicit sales show that
local commercial banks clearly are the type of
institution that firms consider most in shopping
for financial services and that is dominant in
seeking business from local and nonlocal firms.
The data on shopping and solicitation, which
include potential as well as current suppliers, do
not change the conclusions concerning market
definition that were reached on the basis of
patterns of demand,

CONCLUSION

Local commercial banks are still the main sup-
pliers for most of the financial services used by
small and medium-sized businesses. Local com-
mercial banks, and sometimes local thrifts, sup-
ply an array of financial services centered on
checking and transactions services. Nonbank
institutions, whether local or not, rarely supply
such an array. These findings support the current
approach to market definition in the antitrust
analysis of proposed bank mergers and proposed
acquisitions by bank holding companies. How-
ever, the findings also suggest that economic
markets for certain services, especially leases
and motor vehicle loans, include nonlocal and
nonbank financial institutions and hence justify a
broader market definition for these services. This
broader market definition would apply to acqui-
sitions by bank holding companies of certain
prospective nonbank subsidiaries.

APPENDIX

The National Survey of Small Business Finances
is a survey of small and medium-sized business
firms in the United States, conducted in 1988-89
for the Board of Governors of the Federal Re-
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A.l. Population and sample characteristics of the National Survey of Small Business Finances'’

T Number of
. Class - Pm‘ °f businesses in
- ' i 1 sample
Type of mdmry by Standard
indusrial Classification -
(1000 SIC<2000 ... 13.4 o o4m
sSIC<§%) 4.2 213
T (30005 SIC <4000} ......... R 50 . 195
(mrlgsSIC<5000)‘.'.f.l ........ 30 117
10.2 344 .
P 5.6 : 929
agents
] (6400sSIC<7000) .............. 6.9 195
Services (TO00sSIC<8000) .......... 18.7 578
Other (8000<SIC<9000) ............ 131 361
Characterissics of business
location .
index* - .
Less than 1,000 .. .....0.00nunuun,, 513 1,281
1,000-1,800.......0.. . el 32.2 1,127
( 1,801-2,500......., e 9.0 516
“More than 2,500 .................. 7.4 481
Umban’ ..., SO 183 1,873
Rural......covivinniniinionin, v 212 - 1,532

1. Survey conducted in 1988-89 among for-profit, nonagricultural, non-
financial small and medium-sized businesses (with fewer than 500 employees);
total number of respondents was 3,405.

2. All statistics unless otherwise noted are weighted to adjust for unequal
rates of sampling and response so that results represent the population of small
and medium-sized firms. Components may not sum to 100 because of rounding.

3. Full-time equivalents; the end-point of each size class has been rounded
down to the ncarest whole number.

serve System and the Small Business Admini-
stration.’® The survey drew its sample from the
population of all for-profit, nonagricultural, nonfi-
nancial enterprises listed in Dun’s Market Identi-
fier file. The sample consisted of those firms that
were in operation with fewer than 500 employees
at the end of December 1987. The number of such
firms in the Dun’s file was 5,188,490; the number
sampled was 5,547; the number eligible was 5,190;
and the number of respondents used for this
analysis was 3,405, for a response rate of those
eligible of 66 percent.tt

10. For detatied information on the methodology and con-
tert of the Narional Survey of Small Business Finances, see
Brenda G. Cox. Gregory E. Elliechausen, and John D. Wolken,
The National Survey of Smaill Business Finances: Final Meth-
odology Report, RTI Report 4131-00F (Rescarch Triangle
Park, N.C.: Research Triangle Institute, September 1989).

11. The Small Business Administration estimates that the
5,188,490 firms in the Dun’s Market Identifier file at the end
of 1987 accounted for about 93 percent of private employ-

4. Herfindahl index is based on the aggregate deposit level of all banks,
savings and loan associations, and savings banks in the metropolitan statisti-
cal area or rural county in which the principal office of the business firm is
iocated.

. Principal office of the business firm is located in a metropolitan statisti-
cal area.

The sample design was that of a stratified
random sample with oversampling to ensure the
ability to estimate separately the reporting
domains defined by census region, urban/rural
status, and class of employment size. Table A.1
displays the characteristics of the sample.2

ment in the United States at that time. See U.S. Small
Business Administration, The State of Small Business: A
Report of the President (Government Printing Office, 1988);
and U.S. Small Business Administration, Handbook of Small
Business Data 1988 (GPO, 1988) for a discussion of popula-
tion coverage of the Dun’'s file; and Brenda G. Cox, Gregory
E. Ellichausen, and John D. Wolken, ‘*The National Survey
of Small Business Finances: Description and Preliminary
Evaluation,” Finance and Economics Discussion Series 93
(Buard of Governors of the Federal Reserve System, Novem-
ber 1989).

12. All statistics presented in the tables and used in the
analysis were obtained from the survey except the variables
describing the number and size distribution of banks and
thrift institutions in specific geographic areas, which were
obtained from the Summary of Deposits reports of the
Federal Deposit Insurance Corporation.
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Unless otherwise indicated, the results in this
table and other tables in the article were
weighted to adjust for disproportionate rates of
sampling and response and to permit inferences
about the population of small and medium-sized
business firms.13

The survey collected the following types of
information from each business:

¢ An inventory of the business’s deposit and
savings accounts, financial leases, credit lines,
mortgages, motor vehicle loans, equipment
loans, other loans, and selected other financial
products for each financial service supplier used
by that business

o The business’s reasons for choosing each of
its financial institutions, the location of the office
of the financial institution it uses for noncredit

13. The firms analyzed inciude all those surveyed that
completed the entire questionnaire and were part of the main
sample (see Cox, Elliechausen, and Wolken, The Nationa!
Survey of Smal!l Business Finances: Final Merhodology Re-
port).

services, the most frequent method of conduct-
ing noncredit business with the financial institu-
tion (in person, telephone, mail), the location of
the financial institution office it uses to apply for
credit, the method of applying for credit, and the
number of years the firm has done business with
the institution

e Experience in the past year in searching for
financial products, changes in its choices of fi-
nancial institutions, and solicitations it has re-
ceived in the past year from financial institutions

o Data from each firm’s income statement and
balance sheet, demographic information on the
owners and their employees, and other charac-
teristics of the firm such as the industry to which
it belongs and its age.

Each business selected for the survey re-
ceived a worksheet in advance to encourage the
use of written records in responding to the
subsequent computer-assisted telephone inter-
views, which were conducted by Research Tri-
angle Institute. Interviews lasted an average of
fifty minutes.



