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As with the rest of the country, the market for bank deposits is generally considered concentrated in the rural
areas of the First District, according to US Department of Justice antitrust guidelines. On the other hand, the
market is at least reasonably competitive in the more densely populated areas, even though, as noted, the
number of banks in the district has decreased sharply since the 1980s.

Banks Have Declined in Number and Grown in Size

The US banking industry, including in the First District, has undergone a dramatic transformation in the
quantity of banks and their (inflation-adjusted) asset sizes since the mid-1980s following a series of regulatory
and legislative efforts aimed at deregulation. In particular, in the 1980s, several states removed restrictions on
interstate banking, reciprocally or unilaterally. This process culminated in the 1994 Riegle-Neal Interstate
Banking and Branching Efficiency Act, which removed many of the obstacles to opening bank branches
across state lines. In doing so, the act effectively eliminated restrictions on the number of branches a bank
could operate nationwide.®

Figure 1: Number of Banks
First District versus All of United States, 1986:Q1-2023:Q4
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Over roughly the same period, advances in technology, especially in information and communication
technology (such as the spread of computers and the advent of the Internet), also brought about profound
changes in the operations of financial institutions. The combination of technological advances and
deregulation precipitated, among other consequences, a wave of mergers and acquisitions, especially in the
late 1980s and through the 1990s. As a result, the number of Federal Deposit Insurance Corporation (FDIC)—
insured banks declined from more than 16,000 at the beginning of 1986 to just over 4,400 at the end of 2023
(the last available full year of data), as shown in Figure 1 (the gray line and right axis).

A similar trend is evident in the First District: The number of banks fell from nearly 700 in the first quarter of
1986 to fewer than 200 in the fourth quarter of 2023 (the blue line and left axis in Figure 1). The decline in the
First District was close to 75 percent, which is as steep as the decline in the United States as a whole.
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Figure 2: Average Bank Asset Balance
First District Banks versus Rest of US Banks, 1986:Q1-2023:Q4
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Mote: This figure compares the average real asset balonce of banks in the First District with the overoge asset balance of banks in the rest of the United States from 1986:Q1 through
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Sources: FDIC and author’s calcufations.

One predictable consequence of the successive waves of consolidations is that the average size of banks,
measured by assets, has grown substantially. Figure 2 shows the increase in the average inflation-adjusted
bank real assets (in constant 2017 dollars) from the beginning of 1986 through the end of 2023 for banks in
the First District (from $781 million to $3.89 billion) and banks in the rest of the United States (from $352
million to $4.25 billion).*

More Cooperative and State Savings Banks in the First District

Figure 3 shows the composition of the banking industry by bank type in the First District versus the rest of the
country as of 2023:Q4. The figure illustrates that, compared with the rest of the Federal Reserve System
districts, a higher share of banks in the First District is classified as state member banks (SMBs, state-
chartered banks that are members of the Federal Reserve System): 42.7 percent versus 14.9 percent. The
shares that are state savings banks (SSBs) and cooperative banks (CPBs) are also higher but to lesser
extents: 14.8 percent versus 1.2 percent for SSBs and 2.3 percent versus 0 percent for CPBs.5
Correspondingly, the share of national banks is noticeably higher in the rest of the United States: 65.7 percent
versus 27.9 percent.

Savings banks and cooperative banks tend to be smaller in asset size compared with other banks and focus
more on serving customers living in the local communities.® Historically, more than other banks, they have
specialized in providing home mortgage loans. Consistent with this tradition and the greater presence of such
banks in New England, the composition of loan portfolios of First District banks tilts much more toward
residential mortgage loans relative to the loan portfolios of banks in the rest of the country.

As the left panel of Figure 4 shows, there is a common, almost monotonic pattern in which, among all banks,
smaller banks generally hold higher shares of residential mortgages on their balance sheets. The average
shares, however, differ markedly. As of 2023:Q4, among banks within each asset-size grouping, or bin, the
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share of residential real estate loans (as a percentage of a bank’s total loan portfolio) was notably higher for
banks in the First District, especially First District banks with assets of less than $1 billion.

Figure 3: Composition of Banking Industry by Bank Type

First District versus Rest of United States, 2023:Q4
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Figure 4: Composition of Loan Portfolios by Bank Size

First District Banks versus Rest of US Banks, 2023:Q4
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Not surprisingly given the data on mortgage loans, for a given asset-size range, First District banks hold
clearly lower shares of commercial real estate (CRE) and commercial and industrial (C&l) loans in their
portfolios relative to the rest of the banks in the United States, as shown in the middle and right panels,
respectively, of Figure 4.

Important Role of the First District's Community Banks

The First District also features a larger share (in terms of overall bank assets) of banks that are community
banks compared with the other districts. The FDIC designates a banking organization as a community bank if
its asset balance falls below a threshold or if it satisfies several other criteria even though its assets exceed
the threshold value. Community banks thus tend to be smaller, or they operate in fewer states or cities or
have fewer offices than other bank types, and they tend to engage in traditional banking activities such as
providing loans funded with deposits.” Figure 5 shows that, since 2010:Q1, the average share (as measured
by the percentage of overall bank assets) of First District banks classified as community banks has basically
been double the average share of the rest of the districts.®

Figure 5: Share of Banks That Are Community Banks
First District versus Rest of United States, 2010:Q1-2023:Q4
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Note: This figure compares the average share of banks that were community honks, as designated by the FDIC, in the First District versus the rest of the country over the
2010:Q7-2023:Q4 period,
Sources: FOIC ond author’s calcufations.

As many studies of small business credit note, community banks, especially relatively small banks, tend to
specialize in relationship lending to small businesses;?® that is, they cultivate long-term relationships with small
business borrowers to overcome the information-opacity problem—a lack of data on which a bank can
evaluate a potential borrower’s creditworthiness—which is the primary obstacle to small businesses’ access
to credit.

Consistent with this understanding that smaller banks engage more than larger banks in making relationship
loans to small businesses, loans with balances of $1 million or less constitute a higher share of relatively
small First District banks’ collective C&l loan portfolio, even though C&l loans, on the whole, make up a
smaller percentage of those banks’ total loan portfolio (as shown in Figure 4). This pattern can be seen in
Table 1, which reports the mean and median shares of small business loans (that is, loans with balances of
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$1 million or less) as a percentage of overall C&I loans among the First District banks with asset balances of
$1 billion or less versus similarly sized small banks in the rest of the country for the post-pandemic period of
2021:Q1 through 2023:Q4."°

Table 1: Share of Loans That Are Small Business Loans
First District Banks versus Rest of US Banks, 2021:Q1-2023:Q4

Mean Share (%) Median Share (%)

First District Banks 72.2 737

Rest of US Banks 588 58.4

Mote: This toble reports, for First District banks and the rest of the US banks, the mean and medion shares {in percentoges) of foans in the commerciaf and industrial loan portfofias of
those two groups over the 2021:Q1-2023:0Q4 period. Each group comprises banks with asset bafances of $1 bilfion or less. Small business loans are defined as foans with an original
principal of $1 million or fess.

Sources: Call Reports and author's calculations.

Small banks in the First District are thus well suited to serve the local business communities, which is
particularly important for the district, where, compared with the rest of the country, a higher percentage of
firms are small businesses. As Figure 6 shows, the First District features a higher share (by employment) of
businesses in each of the three smallest size groupings: 1 to 19 employees, 20 to 49 employees, and 50 to
249 employees, according to US Bureau of Labor Statistics data from 2022.

25
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Figure 6: Share of Firms That Are Small Businesses
First District versus Rest of United States, 2022

Share of Businesses in Each Size Bin (%}
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Note; This figure compares the share (hy overage stable employment in 2022) of First District businesses that fall into each of the three smatlest size classes with the share for the rest
of the country, Typically, businesses with fewer than 500 employees are clossified as small businesses. Data from 2022 are used because they are more compfete than 2023 data.
Sources; Quarterly Workforce indicators, US Bureau of Labor Statistics, and author’s calculations,
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Deposit-market Competition Now and in the Coming Years

Besides serving the local communities through their lending, banks in the First District provide consumers
with liquidity and transaction services through deposit products. The degree of deposit concentration
suggests that the majority of deposit markets in the First District are “reasonably competitive,” according to
the criteria set by the US Department of Justice. A low deposit concentration—when the total balance of
deposits is spread among a relatively large number of banks and bank branches in a given area—indicates a
competitive market, whereas a high deposit concentration indicates a noncompetitive market.

Figure 7: Deposit-market Concentration (Competition) in the First District
By New England County (Excluding Fairfield County in Connecticut), 2022
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Note: This fisure maps the county-level measure of deposit-market concentration using the Herfindahi-Hirschman fndex (HHI) of the deposit baiances of banks aperating in each New
England county. The HHI is defined as the sum of the squared market share of deposiis in each bank’s branches in o given county. A lower HH{ indicates fower deposit-market concen-
tration and therefore higher competition among banks. The HH{ calculations are based on 2022 FOIC Summary of Deposits date. State Street and Bonk of New York Mellon, hoth of
which are large trust banks, are excluded from the calcufations. Fairffeid County in Conneclicut fs omitted because it is not part of the First District.

Sodurces: FOIC Summary of Deposits and author’s calcutations.

According to the Justice Department’s antitrust guidelines, markets with a Herfindahl-Hirschman Index (HHI)
above 1,800 points are considered highly concentrated (and therefore not competitive), whereas those with
an HHI of 1,000 to 1,800 are considered moderately concentrated (and reasonably competitive)." Figure 7
maps the HHI in 2022 in each county of the First District. The darker colors (corresponding to lower HHI
values) signify greater competition in a county.
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The figure illustrates that the competition tends to be greater in more populous counties (including several in
Massachusetts). A qualitatively similar pattern is also observed in the rest of the country, as the deposit
concentration (and HHI) tends to be higher in rural areas than in urban areas.

While fintech and Big Tech firms increasingly penetrate the financial services industry and technology
continues to advance rapidly, as epitomized by the recent major breakthroughs in generative artificial
intelligence (GenAl), banks are expected to keep up with these developments so they can provide
competitive products to their customers and retain their market share. Over the past several decades,
information technology (IT) has tended to confer advantages to large banking organizations due to
economies of scale, as evidenced by the massive increase in bank size largely through consolidations. Yet,
many relatively small community banks in New England have not only survived but also continue to perform
well by offering products that serve the needs of their local communities.

How the advent of GenAl will impact the operations of these banks and community banks in general is still an
open question. Due to the technical complexity and high cost of developing Al tools, community banks will
most likely need to partner with external technology providers. While offering opportunities, such partnerships
also inevitably entail risks, as highlighted by the regulators in their guide to community banks for managing
the risks associated with third-party relationships.'? Ideally, however, Al tools should enable community banks
to deliver better-tailored products by augmenting their local knowledge and personal attention.

Endnotes

1. In this Regional Brief, the term banks refers to both commercial banks and Federal Deposit Insurance
Corporation—insured savings institutions (such as savings banks and savings and loans).

2. When the Federal Reserve System was established in 1913, the United States was divided
geographically into 12 Districts, each served by a separately incorporated Reserve Bank. For more
details about the structure of the Federal Reserve System, see
https://www.federalreserve.gov/aboutthefed/structure-federal-reserve-system.htm.

3. See, for example, Berger et al. (1995) and Kroszner and Strahan (1999) for analyses of the period of
deregulation and the resulting transformation of the US banking industry.

4. Specifically, the nominal value of total assets is deflated by the gross domestic product deflator. The
sharp decline and subsequent rebound in the average asset size for First District banks that appears
in the middle of the graph resulted from two large banks changing their district assignments. Fleet
was acquired by Bank of America and left the First District in 2005:Q2. Then, Citizens switched to the
First District in 2007:Q3.

5. The vast majority of CPBs are chartered in Massachusetts, and the rest are chartered in New
Hampshire.

6. Most SSBs and CPBs are mutual organizations in that they are owned by their depositor members,
not stockholders. Therefore, they are more likely to prioritize the interests of their members over
maximizing profits.

7. The majority of community banks hold assets below the FDIC’s threshold value, which was indexed
to $1.65 billion in 2019, for example. For a bank with assets exceeding the threshold to be designated
a community bank, it must satisfy additional criteria that include having no more than the maximum
number of offices (which was set to 94 in 2019) and operating in three or fewer states and two or
fewer large metropolitan statistical areas (MSAs, which are cities and surrounding communities that
are linked by social and economic factors). Details on the criteria for the community bank designation
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can be found on the FDIC’s website at https://www.fdic.gov/resources/community-banking/cbi-
data.html.

8. The share of community banks remained stable in New England over this period but slipped by about
2 percentage points in the rest of the country.

9. Given the extensive literature on small business lending, it is far beyond the scope of this brief to cite
even all the major studies. Thus, only a few especially relevant and more recent studies are listed
here. For example, DeYoung et al. (2015) show that despite a substantial decline in business credit
during the Great Recession, strategically focused community banks maintained higher levels of
lending to small businesses. Berger et al. (2005) test the comparative advantage of relationship
lending of small versus large banks. Berger and Udell (2006) and DeYoung, Hunter, and Udell (2004)
both discuss smaller banks’ strategic advantage in relationship lending. Holod, Peek, and Torna
(2024) is a recent study quantifying the value of small business relationship lending.

10. This pattern has remained essentially unchanged from the pre-pandemic economic recovery period
of 2010 through 2019.

11. The HHI is defined as the sum of the squared market share (typically as a percentage) of each firm
competing in a given market. For more details, see https://www.justice.gov/atr/herfindahl-hirschman-
index. This measure, therefore, depends on the market definition. It is beyond the scope of this brief
to examine the extent to which a county is the appropriate geographic area for defining a local
market, and which types of depository institutions besides banks (such as credit unions) and which
nondepository institutions (such as money market mutual funds) should be considered competitors.

12. The Federal Reserve, the FDIC, and the Office of the Comptroller of the Currency jointly issued
“Third-Party Risk Management: A Guide for Community Banks,” which is available at
https://www.occ.gov/news-issuances/news-releases/2024/pub-third-party-risk-management-quide-
for-community-banks.pdf. See also the white paper issued by the Federal Reserve studying the
benefits, risks, and challenges concerning community banks’ partnerships with fintech firms. It is
available at https://www.federalreserve.gov/publications/files/community-bank-access-to-innovation-
through-partnerships-202109.pdf.
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