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Concentration vs.
competition: Is 4,000+
banks too many for the
US, or just right?
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What we’re thinking about: The US is home to over 4,700 FDIC-insured banks. It’s not far off
from the EU, which has 5,171, but stop and consider that the EU consists of 27 countries. The
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https://www.fdic.gov/analysis/quarterly-banking-profile/statistics-at-a-glance/2022dec/industry.pdf
https://www.statista.com/statistics/940867/number-of-banks-in-europe-by-country/

UK currently has 365 banks, and Canada has 83.
Why does the US have so many banks, and is this staggering number a good or bad thing?

A brief history lesson: Two schools of thought emerged when the US was founded regarding

the construction of its banking system.

* Alexander Hamilton called for one dominant national bank while Thomas Jefferson advocated
for a decentralized, state-centered system. At the onset, national banks became the norm.

" Over time, people began to question if they could trust such enormous entities—consumers
feared bigger banks would take advantage of certain customers, like farmers and small
businesses. To protect their communities, many states passed legislation requiring banks to
operate out of only one building—thus creating community banks.

" The new law led to the existence of over 30,000 banks in the US during the 1920s. But
liquidity pressures often led to their collapse, and communities would lose everything. To
make matters worse, the failure of one bank often sparked contagion to other community
banks.

* The community banking system regained some stability in 1934 when the FDIC introduced
deposit insurance up to $2,500 for all deposits at all banks. Community banks were better
able to compete with larger banks because they were perceived as safe.

Over time, the state-focused legislation was peeled back, and the number of banks in the US
dropped. But many community banks still thrive today.

Why are community banks good? Proponents of community banks argue that they’re vital to
the areas they serve, and that their existence promotes competition within the US financial
system.

" They know the community: Smaller banks tend to know the communities they serve very well.
They provide better customized and personalized products and services than federal banks
with no ties to small communities.

* Competition breeds benefits: Standing out in the crowd requires banks to be more
innovative and to create new offerings that consumers find valuable and can’t get elsewhere.
It also creates efficiency and lowers costs—banks that are inefficient and experience high
costs are crowded out of the market. It also leads to lower-cost options for consumers, as
high-cost providers will also be crowded out.
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https://www.ibisworld.com/united-kingdom/number-of-businesses/banks/3670/
https://www.advratings.com/north-america/top-banks-in-canada
https://finance.yahoo.com/news/why-does-the-us-have-so-many-banks-thank-thomas-jefferson-140029962.html
https://www.npr.org/2023/05/04/1173488958/silicon-valley-bank-signature-first-republic-bank-failures

Can community banks be a bad thing? Their strength is also their weakness. Though they
provide value in very specific ways, sometimes their specificity can lead to broader issues.
Other risks also accompany community banks.

" Because they make it easier for a variety of consumers to obtain credit, they hold a lot of
loans. But this can lead to issues like those that caused the subprime mortgage crisis in 2008.
Now all eyes are on community banks’ concentration in commercial real estate loans.

" Their smaller size also makes them more vulnerable to shocks in the financial system. They’re
typically less liquid and aren't usually as well-capitalized as major banks.

* And when shocks do occur, it’s very easy for contagion to run through the community banking
system, as we're seeing with the domino effects of four regional banks collapsing and others
struggling to stay afloat.

The big takeaway: Though researchers have tried to determine if a concentrated or a
competitive banking system yields better results for the economy, they haven't been able to
make a solid case for either side.

" One study showed that regulations promoting competition within the banking system resulted
in less instability within the system.

" But the same study showed that concentrated banking systems have better-diversified banks,
which may provide a link between concentration and financial system stability.

Several different factors are contributing to the current instability of the US banking system,
and it's hard to tell if these same factors would have the same effect on a more-concentrated
financial system. But as more community banks face trouble, it’s likely we'll see intense
scrutiny of these smaller institutions, more regulation aimed at them, and potentially a massive
outflow of deposits into larger banks.
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https://content-na1.emarketer.com/empty-office-buildings-could-drive-next-crisis-banks-fear-increased-loan-defaults
https://www.nber.org/system/files/working_papers/w11500/w11500.pdf

Total Bank Branches in the US, the UK, and
Canada*, 2012-2020
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Note: *Canada branch data is based on figures os of Oct 2020 from BMO Financial Group,
CEIC, Canadion Western Bank, HSEC Bank Canada, Laurentian Bank of Canada, National
Bank of Canada, Royal Bank of Canada, Scofiabank, and TD Financial Group

Source: Federal Deposit Insurance Corporation, Dec 2020; Canadian Bankers Association,
Dec 2021, UK Parllament House of Commons Library, Oct 2021; National Credit Union
Administration, March 2022
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This article originally appeared in Insider Intelligence’s Banking Innovation Briefing—a daily
recap of top stories reshaping the banking industry. Subscribe to have more hard-hitting

takeaways delivered to your inbox daily.

* Areyou aclient? Click here to subscribe.

" Want to learn more about how you can benefit from our expert analysis? Click here.
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