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MAIN CONTENTS

 Examine the effect of state-level banking regulation on financial development and 

economic growth in the United States from 1900 to 1940

 Examine the pathways through which financial development can affect growth; in 

particular, the impact of these laws on a range of farm, manufacturing, and 

human capital outcomes

 Not all forms of financial development have a positive effect on economic growth



INTRODUCTION

 The financial expansion induced by bank branching accelerated the mechanization 

of agriculture, spurred growth in manufacturing and decreased child labor. 

 By contrast, financial expansions induced by state deposit insurance had negative 

consequences for the agricultural and manufacturing sectors.

 Focus on institutions leading to financial development and on pathways of growth



INTRODUCTION

 From 1900 to 1940, state banks constituted a large fraction of all financial 

intermediaries.

 Banking regulation - state-bank branching and state deposit insurance

 There were 54 changes in branching and 16 changes in state deposit insurance

 Economic theory predicts that branching has an positive effect on credit and 

thus on growth, whereas deposit insurance can reduce banks’ cost of lending and 

increase credit, but it also creates a moral hazard problem.



WHY BANKING LAWS WERE ADOPTED

 Large state banking sector is significantly associated with branching and deposit 

insurance, and that states with large manufacturing establishments were more likely 

to adopt branching.

 No evidence that the size of state banks mattered, or that the size of farms mattered. 

Or that the party composition of the state legislature mattered.



THE EFFECTS OF BANKING LAWS

 Examine the effect of deposit insurance and branching on a range of farming, 

manufacturing, and child labor outcomes, as well as estimates of personal income at 

the state level.

 include time and year fixed effects

 agricultural crisis as an exogenous negative shock

 control for possible sources of self-selection and endogeneity

 Financial development through branching contributed to a consolidation of the 

farming and an expansion of manufacturing activity. In contrast, deposit insurance led 

to a decrease in agricultural and manufacturing output.



INSTITUTIONS AND FINANCIAL DEVELOPMENT

 By operating across different geographic locations, a bank can diversify the risk 

from idiosyncratic local shocks

 Branching also allows banks to exploit economies of scale in banking services.

 Branching increases the efficiency of banks by facilitating entry.

 Deposit insurance creates a strong moral hazard problem.

 Banks in states with deposit insurance extended credit indiscriminately.

 large expansions in credit and economic activity in times of economic growth but 

also sharper declines in credit and growth in times of recession



BRANCHING AND DEPOSIT INSURANCE LAWS



EMPIRICAL STRATEGY AND DATA
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HISTORICAL VIEW

 Large urban banks favored branching, since it would allow them to expand within and 
beyond the urban centers in which they operated. Given their (larger) size, they 
could offer banking services to smaller communities, and compete with unit banks.

 Large banks oppose deposit insurance.

 States with smaller, more fragmented state banks would oppose branching and favor 
deposit insurance.

 National banks would oppose branching (since branching would allow state banks to 
expand and compete for market share) and deposit insurance (since it would lower 
the cost of loans of their competitors).
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CONCLUSION

 Most of the results suggest that the overall impact of deposit insurance was negative.

 In contrast, the effect of branching is much more uniform. For farms, in the post-1930 

period there was a robustly positive effect on farm cash receipts and for all 

manufacturing outcomes the effect of branching was uniformly and significantly 

positive.

 Financial development can contribute to growth, the choice of institutional 

mechanism to induce financial development matters.


