Banking Consolidation is
Impeding Aid to Small Businesses

By Stacy Mitchell, April 2020

A significantly larger number of federal relief loans are reaching small
businesses in states where small, local banks comprise a greater share
of the market, compared to states where big banks are more dominant.
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Notes: Local community banks are defined as banks that are headquartered in the state and have under $5 billion in assets.
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uring two weeks in early April, millions of small

businesses scrambled to secure aid from the federal
government’'s emergency relief program. The Paycheck
Protection Program (PPP) offered businesses shuttered by
the pandemic a slender lifeline, delivered in the form of a
forgivable loan that could be used to cover payroll and rent
for two months. To get these loans out quickly, the U.S. Small
Business Administration (SBA) deputized banks across the
country to make them. Butthe rollout was chaoticand uneven.
Some banks stepped up; others were mired in bureaucracy
and confusion, leaving applicants in limbo. When the
program ran through its initial $349 billion in funding just
14 days after launching, untold numbers of desperate small
businesses — likely in the millions — had been left out.

Whether a business succeeded in getting a loan hinged to
a significant degree on its location. Many more PPP loans
were made in some states than in others (controlling for
differencesin population). What accounts for the difference?
Our analysis found a strong correlation between the
number of loans issued in a state and the relative strength
of that state’s small local banks. As our graph shows,
more loans were made in states where local community
banks constitute a larger share of the market. By contrast,
businesses located in places where the banking sector is
dominated by big banks were much less likely to get relief.

States with a robust community
banking sector will likely suffer
fewer small business losses and less

economic damage.

There is no fixed definition of a community bank." For
this analysis, we include banks that are headquartered in
the state and have under $5 billion in assets. These banks
account for just 13 percent of the banking market, as
measured by their share of total banking assets.”

Our findings add to a large body of evidence that
community banks outperform big banks by operating more

efficiently and better meeting the financial needs of the real

economy.’ In particular, they provide a disproportionately
large share of loans for new and growing businesses, in
part because they're better at accurately assessing risk.” Yet,
federal banking policies continue to spur consolidation.
Since 2009, the number of community banks has fallen by
more than one-third, while a growing share of counties no
longer have any local banks.”

Our findings have both near- and long-term implications.
Since many small businesses have only a few weeks of
cash reserves, those that obtained early relief may be more
likely to survive the shutdown. Thus, states with a robust
community banking sector will likely suffer fewer small
business losses and less economic damage. Likewise,
once the crisis is over, states with more community banks
will likely see more financing for startups and recovering
businesses. All else being equal, these states will be able to
rebuild their economies more quickly and fully compared to
states that depend more heavily on big banks. This should
prompt us to reconsider the wisdom of federal policies that
foster banking industry consolidation.

What We Found

Drawing on data from the SBA and the Federal Deposit
Insurance Corporation, we found that nearly three times
as many PPP loans were made per capita in the ten states
with most community banks per capita, compared to the
ten states with the fewest. This relationship is even stronger
when the measure is not the number of community banks,
but rather their combined market share strength, as
defined by the amount of deposits these institutions hold
per 100,000 residents.

As our graph shows, North Dakota occupies one end of the
spectrum. With nearly 10 community banks per 100,000
people, North Dakota has more of these local financial
institutions than any other state, about six times the national
average. These small banks account for about 80 percent
of the state’s banking market, as measured by their share of
deposits. Banks in North Dakota issued more than 11,000
PPP loans, or about 1,444 loans per 100,000 people.

At the other end of the spectrum is Arizona, a state
dominated by big banks. Arizona has the fewest community

banks per capita of any state, with just 0.2 institutions per
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100,000 people. These banks account for only a small sliver
of the state’s deposits. Altogether, just over 19,000 PPP
loans were made in the state, or only about 265 loans per
100,000 people — five times fewer than in North Dakota.

For data on all 50 states, see the table at the end of this
report.

In trying to explain these differences across states, some
have suggested political corruption, noting that more
loans were made in Republican- leaning states than in
Democratic-leaning ones.® Others have pointed out that
less urbanized states saw more lending.” But our analysis
found that neither the share of GOP-leaning voters in a
state nor the share of rural residents has more than a weak
correlation with the number of PPP loans made. And even
these links are likely to be more a function of the geography
of banking consolidation than anything else. Big banks
have focused on dominating big urban markets. As a result,
large cities, which tend to have more Democratic voters,
also tend to have more concentrated banking markets with
fewer community banks.

Number of Local Community Banks in the US

Why Local Banks Succeeded
and Big Banks Failed

By the time the PPP launched, Community Bank of the Bay
in Oakland, Calif., had already moved 80 percent of its staff
to the loan program. "We have no choice, there is no other
business line. We invest in this community good times and
bad,” the bank’s president, William Keller, told The Mercury
News. Like all local financial institutions, the bank can
prosper only if its community does. In two weeks, it made
175 PPP loans. The smallest was for $6,500.¢

Union Bank & Trust in Lincoln, Neb., also got a jump-start,
setting up an internal task force and writing new software
to track applications even before the relief program
launched.” The bank made PPP loans to more than 2,000
small businesses. Cortland Bank in Cortland, Ohio, had
employees working double shifts to secure aid for 235 small
businesses. “The last thing banks want to do, especially for
loan customers, is see a business not be able to succeed,”
the bank'’s president said."

Share of U.S. Counties with
No Local Community Banks

2009

2019

Notes: Local community banks are defined as banks that are headquartered in the state and have
under $5 billion in assets.

Data Sources: Federal Deposit Insurance Corporation
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Notes: Local community banks are defined as banks that are headquartered in the state and have
under $5 billion in assets.

Data Sources: Federal Deposit Insurance Corporation
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"| kept seeing the stories about what a disaster [PPP] was
on the national news and wondered what the difference
was, and ultimately it comes down to is we were at a smaller
local bank,” David Fields, co-owner of Wormtown Brewery
in Worcester, Mass., told the Worcester Telegram & Gazette.
The brewery has maintained payroll and health insurance
for its staff thanks to a PPP loan from bankHometown, which
processed 432 loans.""

Megabanks are too big to succeed at
the very things we most need the

financial sector to do.

By contrast, the nation’s biggest banks, weighed down
by their own sprawling bureaucracies, proved unable to
nimbly and quickly set up systems to process PPP loans.
Citibank, for example, didnt begin taking applications
until one week after the program launched. The big banks
also prioritized wealthy borrowers. At Citibank, business
clients who maintain accounts of $25 million or more were
first in line. JPMorgan Chase also favored its elite clients,
ensuring that nearly all of its private banking customers
who applied for a PPP loan got one. Among ordinary small
businesses, only about one out of 15 who sought a loan
from Chase succeeded.’”

To some extent, these failures are a reflection of how little
the megabanks pay attention to small businesses generally.
In normal times, they don't do much small business lending,
in part because they aren't very good at it. It's a problem
of scale. Unlike local banks, which are immersed in their
communities and have a rich trove of “soft” information to
draw from in assessing the likelihood that an entrepreneur
will succeed in a particular market, big banks are operating
at a scale that leaves them largely blind to information that
can't be quantified.”” As a result, megabanks have higher
default rates and make comparatively few of these loans.'”
The contrast is striking: Community banks provide 40
percent of small business lending, despite having only a
13 percent market share. Meanwhile, the top four banks —
Bank of America, Citigroup, JP Morgan Chase, and Wells

Fargo — control 41 percent of banking assets but supply just
16 percent of small business lending."”

We often talk about how megabanks are too big to fail.
But the bigger problem is that megabanks are too big to
succeed at the very things we most need the financial sector
to do.

That was true before the pandemic, but now, in the face of
an urgent crisis, it's become even more of a handicap. Of the
top four banks, JP Morgan Chase made the most PPP loans
by far, but its volume, relative to its size, was only a fraction of
that achieved by many community banks. Chase holds more
than 12 percent of U.S. banking assets, but it accounted for
only 1.6 percent of PPP loans and 4.1 percent of PPP loan
dollars.’ Had Chase matched the ratio of PPP loans to assets
that the four community banks referenced above achieved,
it would have made 36 times as many of these loans as it did.

Looking Ahead: Policy Responses
& Economic Recovery

In the lead-up to the passage of the PPP, ILSR urged
Congress to instead provide cash assistance to small
businesses through direct payments from the U.S.
Treasury.'” This approach would have better met the
urgency and scale of the crisis. (Indeed, it's still needed
given the continuing uncertainty.) That said, the PPP
has provided a lifeline to some small businesses, thanks
mainly to local community banks, which have managed to
distribute these relief loans in spite of the SBA's confusing
rules and antiquated technology.

And yet, even though community banks have a track-
record of better meeting the needs of small businesses, the
SBA has been prioritizing big banks in how it operates the
program. When the program launched, many community
banks were unable to log in to the SBA’s portal to submit
applications.”® First National Bank of Osakis in Osakis,
Minn., for example, had made SBA loans in the past, but
this time was locked out of the system for more than a week
before the agency fixed the problem. By the time the bank
got in, the program'’s funds were running out. “That gave
us about 48 hours to serve as many of our customers that

we could,” Justin Dahlheimer, the bank’s president, told us.
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WE CANNOT WAITTO

SEE YOU AGAIN.
STAY SAFE.

Congress has now authorized an additional $310 billion
in funding for PPP loans. With this new round, the SBA
is continuing to prioritize big lenders by allowing them
to submit 5,000 loan applications in one bundle, while
community banks are required to enter applications one-by-
one through the agency's slow and unstable online portal.

This is part of a long-running pattern of marginalizing
community banks as a matter of federal policy. In the
aftermath of the 2008 financial crisis, Congress bailed out
the megabanks, in spite of their track-record of fraud, and
yet allowed hundreds of local banks hurt by the ensuing
recession to fail. At the same time, regulatory reforms
did little to reduce the market power of big banks, while
also imposing new compliance burdens on small financial

institutions.

As a result, over the last decade, the number of community
banks nationwide has fallen by more than one-third, from
7,621 to 4,833. More than 35 percent of counties no
longer have any community banks, up from 24 percent in
2009, we found. Counties with a higher share of African
American residents were more likely to see community
banks shutter during this period.”’ That may be one of the
factors contributing to emerging evidence of stark racial
disparities in PPP lending.

As we look ahead, the erosion of the community bank
sector will almost certainly continue to hamper our ability
to respond effectively to the economic crisis. It will also
impede recovery. States that have relatively few community
banks will struggle to shore up existing businesses and
finance new ones. All of this should prompt us to reconsider

the wisdom of policies that foster banking concentration.
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Data on Community Banks & PPP Loans By State

Number
Deposits of Local Deposits
Number Held by Local | Community | Held by Local Number of
of Local Community Banks per Community Number of PPP Loans Dollar Value of PPP
Community Banks (in 100,000 Banks per PPP Loans Total Dollar Amount Average PPP per 100K Loans per 100,000
Population Banks* billions) People Capita Made of PPP Loans Loan Size People people
AL 4,903,185 107 $28.5 2.18 $5,804 27,922 $4,862,690,120 $174,153 569 $99,174,111
AK 731,545 5 $4.9 0.68 $6,766 4,842 $921,927,504 $190,402 662 $126,024,715
AZ 7,278,717 13 $3.8 0.18 $516 19,280 $4,846,959,062 $251,398 265 $66,590,844
AR 3,017,804 82 $25.9 2.72 $8,586 21,754 $2,722,726,557 $125,160 721 $90,222,114

CA 39,512,223 126 $101.4 0.32 $2,565 112,967 $33,413,693,192 $295,783 286 $84,565,460

CcO 5,758,736 73 $28.8 1.27 $5,009 41,635 $7,392,960,359 $177,566 723 $128,378,178
CT 3,565,287 32 $19.1 0.90 $5,348 18,435 $4,151,934,451 $225,220 517 $116,454,424
DE 973,764 12 $5.9 1.23 $6,076 5,171 $1,090,415,848 $210,871 531 $111,979,478
FL 21,477,737 97 $45.9 0.45 $2,138 88,997 $17,863,199,837 $200,717 414 $83,170,773
GA 10,617,423 156 $43.9 1.47 $4,136 48,332 $9,464,475,442 $195,822 455 $89,140,985
HI 1,415,872 4 $2.9 0.28 $2,067 11,553 $2,046,450,982 $177,136 816 $144,536,440
ID 1,787,065 11 $5.4 0.62 $3,032 13,627 $1,850,034,026 $135,762 763 $103,523,600
IL 12,671,821 405 $127.8 3.20 $10,083 69,893 $15,972,578,071 $228,529 552 $126,048,009
IN 6,732,219 97 $46.3 1.44 $6,871 35,990 $7,491,445,351 $208,154 535 $111,277,505
IA 3,155,070 273 $75.4 8.65 $23,911 29,424 $4,315,688,444 $146,672 933 $136,785,822
KS 2,913,314 225 $49.4 7.72 $16,956 26,245 $4,288,652,108 $163,408 901 $147,208,715
KY 4,467,673 140 $44.9 3.13 $10,060 23,797 $4,149,467,684 $174,369 533 $92,877,605
LA 4,648,794 112 $38.0 2.41 $8,175 26,635 $5,100,534,501 $191,497 573 $109,717,370
ME 1,344,212 26 $23.6 1.93 $17,553 14,993 $1,944,425,549 $129,689 1,115 $144,651,703
MD 6,045,680 39 $20.4 0.65 $3,379 26,068 $6,537,733,687 $250,795 431 $108,138,930
MA 6,892,503 105 $86.4 1.52 $12,541 46,937 $10,360,907,178 $220,741 681 $150,321,403
M 9,986,857 90 $37.6 0.90 $3,762 43,438 $10,381,310,070 $238,991 435 $103,949,722
MN 5,639,632 280 $56.6 4.96 $10,027 46,383 $9,014,060,040 $194,340 822 $159,834,188
MS 2,976,149 67 $27.6 2.25 $9,275 20,748 $2,481,000,606 $119,578 697 $83,362,782
MO 6,137,428 242 $74.8 3.94 $12,180 46,481 $7,547,822,023 $162,385 757 $122,980,213
MT 1,068,778 42 $10.5 3.93 $9,806 13,456 $1,470,300,136 $109,267 1,259 $137,568,338
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Data on Community Banks & PPP Loans By State — Continued

Number
Deposits of Local Deposits
Number Held by Local | Community | Held by Local Number of
of Local Community Banks per Community Number of PPP Loans Dollar Value of PPP
Community Banks (in 100,000 Banks per PPP Loans Total Dollar Amount Average PPP per 100K Loans per 100,000
Population Banks* billions) People Capita Made of PPP Loans Loan Size People people

NE 1,934,408 162 $37.6 8.37 $19,456 23,477 $2,988,890,489 $127,311 1,214 $154,511,897
NV 3,080,156 14 $4.1 0.45 $1,318 8,674 $2,013,939,889 $232,181 282 $65,384,347
NH 1,359,711 18 $9.1 1.32 $6,725 11,582 $2,006,858,477 $173,274 852 $147,594,487
NJ 8,882,190 57 $39.8 0.64 $4,486 33,519 $9,527,794,260 $284,251 377 $107,268,526
NM 2,096,829 34 $10.7 1.62 $5,102 8,277 $1,424,408,711 $172,092 395 $67,931,563
NY 19,453,561 117 $80.6 0.60 $4,144 81,075 $20,345,681,101 $250,949 417 $104,585,896
NC 10,488,084 42 $21.7 0.40 $2,069 39,520 $8,005,752,270 $202,575 377 $76,331,885
ND 762,062 73 $24.5 9.58 $32,101 11,002 $1,548,384,035 $140,737 1,444 $203,183,473
OH 11,689,100 172 $58.1 1.47 $4,973 59,800 $14,108,889,927 $235,935 512 $120,701,251
OK 3,956,971 194 $47.4 4.90 $11,981 35,557 $4,615,708,450 $129,812 899 $116,647,518
OR 4,217,737 15 $4.9 0.36 $1,166 18,732 $3,806,104,476 $203,187 444 $90,240,441
PA 12,801,989 130 $72.6 1.02 $5,674 69,567 $15,697,648,689 $225,648 543 $122,618,827
RI 1,059,361 6 $4.8 0.57 $4,486 7,732 $1,335,777,801 $172,760 730 $126,092,786
SC 5,148,714 46 $20.0 0.89 $3,875 22,933 $3,807,578,397 $166,031 445 $73,952,028
SD 884,659 57 $21.1 6.44 $23,813 11,324 $1,369,616,339 $120,948 1,280 $154,818,562
TN 6,829,174 136 $55.7 1.99 $8,163 34,035 $6,542,045,089 $192,215 498 $95,795,554

X 28,995,881 404 $164.9 1.39 $5,686 134,737 $28,483,710,273 $211,402 465 $98,233,643

uT 3,205,958 29 $22.8 0.90 $7,106 21,257 $3,695,399,459 $173,844 663 $115,266,621
VT 623,989 11 $4.4 1.76 $7,027 6,983 $1,000,127,478 $143,223 1,119 $160,279,665
VA 8,535,519 64 $41.9 0.75 $4,907 40,371 $8,721,170,223 $216,026 473 $102,175,043
WA 7,614,893 35 $18.7 0.46 $2,453 30,421 $6,959,680,159 $228,779 399 $91,395,640
WV 1,792,147 48 $171 2.68 $9,546 7,861 $1,351,223,328 $171,889 439 $75,396,903
Wi 5,822,434 188 $65.0 3.23 $11,157 43,395 $8,317,705,842 $191,674 745 $142,856,164
WY 578,759 30 $8.2 5.18 $14,092 7,618 $837,018,372 $109,874 1,316 $144,622,956
uUs. 327,533,774 4,943 $1,891 1.51 $5,774 1,654,452 $340,194,506,362 $205,624 505 $103,865,474

Notes: Local community banks are defined as banks that are headquartered in the state and have under $5 billion in assets.
Data Sources: Federal Deposit Insurance Corporation; U.S. Small Business Administration
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