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Technological progress has eroded one of community banks’ traditional advantages—
the information edge from being located close to their customers. Is the community
bank business model still viable in a world where financial relationships do not depend
on face-to-face contact? The authors review some of the existing evidence and look
forward to a research conference where participants will offer new evidence.

There are more banks per capita in the

Megamergers between
large banks have received
lots of attention, but nine
out of every ten bank
mergers have eliminated
a community bank.

United States than in any other developed economy. The vast majority of these
banks are so-called “community banks,”
identifiable by their small size, their
limited geographic reach, and their traditional array of banking services. The
central principle of community banking
is “relationship finance,” the idea that
personal interaction between bankers,
small borrowers, and small depositors
creates informational efficiencies that
allow credit to flow more efficiently
and commerce to grow more quickly.
Community banking is consistent with
traditional American beliefs that small
business and local control of resources
are intrinsically good, while concentrated financial, economic, and political
power is intrinsically bad. For decades,
state and federal banking regulations
based on these ideals locked the U.S.
banking industry into a system of small,
local banks by restricting banks from
doing business across state and county
borders. As a byproduct, these regulations helped preserve thousands of poorly run community banks by shielding
them from outside competitors.
In recent years, advances in communications technology, financial markets,

and banking production techniques
have reduced the comparative advantages of community banks in collecting
local information. In a world with these
new technologies, the arguments for
protecting local banks from outside competition became much weaker. State
and federal legislatures rolled back and
eventually eliminated banking and
branching restrictions, and the result
has been a dramatic restructuring of
the U.S. banking system.1 Thousands
of community banks have been merged
out of existence, and although thousands
of community banks still remain, the surviving banks tend to be the larger ones.
There are two distinctly different—
though not necessarily mutually exclusive—explanations for the declining
number of community banks. One explanation contends that the decline in
numbers is a long overdue culling of
inefficient, poorly managed community
banks unable to survive in highly competitive, post-deregulation banking markets. If this is the case, then thousands
of well-managed community banks are
likely to survive. A second explanation
contends that the local banking model
is no longer economically viable due
to technological change. If this is the
case, then the number of traditional

community banks is likely to dwindle
even further in the future.
This Chicago Fed Letter explores the causes
and consequences of the shrinking community banking sector and considers the
sector’s future. This article also serves as
an introduction to a conference to be
held in March 2003, jointly sponsored by
the Federal Reserve Bank of Chicago
and the Journal of Financial Services Research, at which academic and regulatory
economists will present new research on
the future of community banking.
Fewer community banks:
Deregulation and mergers

The declining presence of community
banks in the U.S. banking system is
illustrated in figure 1. The top panel
shows that the number of “small” community banks (banks with assets less than
$100 million) has fallen from around
11,000 banks in 1980 to less than 5,000
banks today. The number of “large” community banks (assets between $100 million and $1 billion) has declined only
slightly since 1980, while the number
of “large banks” (assets greater than
$1 billion) has held relatively steady.
The decline in the population of U.S.
banks was made possible by geographic deregulation, and was implemented
via mergers and acquisitions. Mergers
between large, well-known institutions
have received the most press—for example, the merger of Bank of America
and NationsBank in 1998, which created
the first coast-to-coast U.S. retail banking franchise—but these “megamergers”
account for only about 5 percent of
U.S. bank mergers since 1980. In contrast, about 55 percent of the bank
mergers during the past two decades
combined two community banks.
These mergers would not have been
possible without the repeal of federal
and state banking regulations that historically restricted the size and geographic mobility of U.S. banks. At first,
banks combined across county lines
with other in-state banks; later on they
expanded by making acquisitions across
state lines. These market extension mergers more than doubled the geographic
reach of the typical U.S. bank holding
company2; intensified competitive rivalry
in the local banking markets targeted

by these mergers3; and concentrated industry assets in
a smaller set of increasingly large banks. The bottom
panel in figure 1 shows
that about 15 percent of
total industry assets have
shifted from the community bank sector to the large
bank sector since 1980.
Fewer community banks:
Technological change
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core deposits.4 And because community banks
have fewer funding options than large manage the risk of those loans by poolbanks—e.g., small banks do not have ac- ing them and selling off portions in secess to bond markets or commercial
curitized asset markets. This “transacpaper markets—they must pay higher
tions-based” approach to lending exhibinterest rates (or, equivalently, charge
its economies of scale, which gives large
lower fees) to attract and retain deposits.
banks that make high volumes of loans
a cost advantage over community banks.
Community banks have traditionally
been the primary source of credit for
New communications technologies allow
small, local businesses, chiefly because large banks to compete in local markets
the creditworthiness of these small firms without ever opening local offices, via
could be observed only by local banks. networks of ATMs, Internet kiosks, or
But new lending and financial technol- transactional Internet websites. These
ogies are making it easier for small busi- nontraditional delivery channels increase
nesses to transmit information about
the access of local businesses and housetheir creditworthiness to lenders outside holds to financial services and greatly
the local market. Credit scoring models
multiply the number of potential comand online loan applications allow out- petitors faced by community banks. Reof-market banks to gather information cent research shows that the distance
about small business borrowers (or
between business borrowers and their
mortgage borrowers or credit card bor- bank lenders has increased substantially
rowers) at relatively low cost, and then over the past two decades, arguably

because of the increased ability of
lenders to profitably underwrite and
monitor business loans without direct
person-to-person contact.5
Whither the community bank?

Will community banks continue to
decline in numbers and market share,
signaling that the community bank business model is no longer economically
viable? Or will these declines slow down
in the near future, leaving a long-run
population of viable community banks
somewhere near today’s numbers?
In a recent study, Robertson (2001) attempts to project the future size distribution of U.S. banks using a complex
statistical analysis based on 40 years of
industry trends.6 Although he projects
that the annual decline in the number
of small banks (which he defines as
having assets less than $2.7 billion) is
slowing down, he also projects that the
overall number of community banks
will shrink substantially. By the year
2007, Robertson projects there will be
only about 2,500 banks with assets less
than $100 million (down from about
4,000 today), only about 1,750 banks
with assets between $100 million and
$900 million (compared with about
2,500 today), and about 500 banks
with assets between $900 million and
$2.7 billion (about the same as today).
Of course, long-run projections based
on past industry trends can be quite inaccurate, because they cannot take into
account unforeseen changes in technology, prices, market demand, and other
factors that influence the structure of
the industry. For example, while a merger may reduce the number of banks in
a local market, it can also change that
market in ways that make it more hospitable to community banks. As documented by Berger and Udell (1996),
large banks allocate a relatively small
percentage of their assets to small business lending, and this raises the concern that industry consolidation will
lead not only to fewer small banks, but
also to less credit for small local businesses.7 However, these and other researchers have documented some
countervailing effects: Small business
customers that are “abandoned” in the
aftermath of mergers provide expansion

opportunities for local community
banks, and are fertile ground for newly chartered, start-up community banks.8
These phenomena suggest there is a
lower limit to the size of the community banking sector.
Profitability data from community banks
also suggest that a substantial number
of community banks will survive.
DeYoung and Hunter (2002) found
that, between 1996 and 2000, average
return-on-equity at the most profitable
50 percent of community banks significantly exceeded the average return-onequity at large commercial banks with
assets greater than $10 billion.9 In other
words, half of the current population
of community banks appear to be
economically viable, all else equal.
Moreover, this study found that highly
profitable community banks used a different business model than large commercial banks, relying more heavily on
core deposits than on purchased funds
and relying more heavily on interest income than on fee-generating activities.
The coexistence of highly profitable
community banks and large, increasingly complex commercial banks suggests a future industry structure in which
there are (at least) two types of profitable business models.10 In one business
model, large banks sell high volumes
of basic financial products and retail
banking services (e.g., origination and
servicing of mortgage and credit card
loans and online brokerage and investment products), with profit margins
driven by the realization of scale economies. In the other business model,
small banks sell low volumes of more
personalized, high-value-added financial products (e.g., small business loans
and personalized investment and trust
services), with profit margins driven by
the willingness of customers to pay high
prices for these services. The number
of community banks that can survive
using the latter business model is uncertain, but it is likely that successful
implementation of this model will require community banks to complement
their traditional banking practices with
new technologies (e.g., Internet delivery) and a wider scope of financial
services (e.g., insurance and brokerage).

A research conference on
community banking

The driving forces of change in financial services—new technology, less regulation, and growing competition—
seem to be stacked against traditional
community banks. The number of community banks, and their share of loan
and deposit markets, has been shrinking for over a decade. Given these trends,
it is natural to wonder whether the community bank business model remains
viable. While it is unlikely that community banks will entirely disappear, their
numbers are likely to continue to shrink,
and those that survive may not look
like traditional community banks.
To encourage research on the future
of community banks, the Federal
Reserve Bank of Chicago and the Journal of Financial Services Research are
sponsoring a research conference—
“Whither the Community Bank?”—
to be held in Chicago on March 14,
2003. Those interested in attending
the conference or submitting a research paper can find additional conference information on the Chicago
Fed website at www.chicagofed.org.
The conference will address the following questions: If community banks
do not survive in their current traditional form, what will be lost? How might
future community banks differ from today’s community banks? Will community banks compete directly with large
full-service banks, or will they seek out
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product niches? Will new technologies
erase community banks’ traditional information-based and relationship-based
comparative advantages, or will technology create new opportunities for
community banks? What makes today’s

best-practice community banks successful, and will these banks be able to
maintain high returns in the future?
How much would competition in local
markets suffer if community banks disappeared entirely? Are the social and
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