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Explaining the Decline in the Number of Banks
since the Great Recession

By Roisin McCord, Edward Simpson Prescott, and Tim Sablik

The financial crisis of 2007-08 was a major shock to the U.S. banking sector.
From 2007 through 2013, the number of independent commercial banks
shrank by 14 percent—more than 800 institutions. Most of this decrease was
due to the dwindling number of community banks. While some of this decline
was caused by failure, most of it was driven by an unprecedented collapse in
new bank entry. The rate of new-bank formation has fallen from an average
of about 100 per year since 1990 to an average of about three per year since

2010. If this change persists, it will have a large impact on the composition
of the banking sector as well as the flow of credit in the economy.

The financial crisis of 2007-08 significantly
altered the banking landscape. From 2007
through 2013, the number of commercial banks
in the United States fell by more than 800, a 14
percent decline. This drop was highly concen-
trated among small community banks (banks
with less than $50 million in assets), which saw
their numbers shrink by 41 percent.” Although
many banks failed during the crisis and its after-
math, this decline was driven largely by a lack of
new banks. The number of newly formed banks
(called de novo banks) has fallen sharply since
2010.1n 2012, there were no de novos, and in
2013 there was only one: Bank of Bird-in-Hand,
formed in Lancaster County, Pa., to serve the
Amish community.

This collapse in new bank entry has no precedent
during the past 50 years, and it could have signi-
ficant economic repercussions. In particular, the
decline in new bank entry disproportionately de-
creases the number of community banks because
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most new banks start small. Since small banks
have a comparative advantage in lending to small
businesses, their declining number could affect
the allocation of credit to different sectors in the
economy.? This Economic Brief compares recent
events to historical trends and explores some
possible explanations for the sharp decline in
new community banks.

Historical Trends

For most of U.S. history, banks were barred
from opening branches across state lines, and
some states even prohibited intrastate branch-
ing. These policies led to a banking system
composed largely of thousands of small, inde-
pendent banks. From 1960 to 1980, there were
between 12,000 and 13,000 independent banks
in the United States.?

Starting in the 1970s, however, states began

relaxing branching restrictions. This process
continued throughout the 1980s and early
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1990s, culminating in the Riegle-Neal Interstate
Banking and Branching Efficiency Act of 1994, which
removed most of the remaining restrictions on inter-
state branching.* As a result, the number of banks in
the system declined, as weaker or smaller banks were
acquired by stronger or larger institutions and banks
took advantage of economies of scale. By 2000, the
number of independent commercial banks had
fallen to less than 7,000. (See Figure 1.)

Despite this trend, however, the industry has histori-
cally been highly dynamic. Institutions regularly
merge or fail, others grow or shrink, and—at least
in the past—new banks join the system. Indeed,
periods of accelerated bank exits are also typically
marked by increased bank entries, as layoffs increase
the supply of experienced bankers available to start
new institutions.® At first glance, the past five years
do not appear markedly different from previous pe-
riods. The decline in the total number of banks could
be viewed as a continuation of the trend that began
in the 1980s, and exit rates do not differ sharply from
previous periods. (See Figure 2.) Indeed, despite
the severity of the financial crisis, the exit rate did
not significantly change from the pre-crisis period,
although more banks did exit due to failure than
merger or acquisition. However, a closer examination

reveals a striking decline in new bank entry not seen
in previous periods: From 2009 through 2013, entry
falls to almost zero.

A Stark Picture of Bank Entry

Breaking down bank entry by type provides an even
bleaker picture of the past five years. There are three
principle ways a new bank enters the system. First, a
savings and loan institution, savings bank, or credit
union can become a commercial bank by converting
its charter. Second, a bank that was formerly part of
a holding company can spin off into an independent
entity. Finally, there is a de novo entrant, which is a
newly formed bank. The first two types of entrants
do not represent “new blood” in the system because
a charter conversion is to a large extent a relabeling
of an existing institution and a spinoff is a reorga-
nization of existing assets and employees. De novo
entries represent wholly new institutions, and focus-
ing on this category provides a starker picture of the
collapse in bank entry since 2010. (See Figure 3.)

From 2011 through 2013, there were only four de
novo banks total, compared to a yearly average of
more than 100 from 2002 through 2008. The only
period since 1960 that comes close to such a sharp
decline was 1993-94, when de novos fell to 28 and

Figure 1: Number of Independent Banks in the United States
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25, respectively. But even that brief decline quickly
reversed in subsequent years.

In order to get a better sense of the overall impact
of the recent drop in de novo entries, two of the
authors of this Economic Brief (McCord and Prescott)
created a simulation to estimate how the banking
landscape would have looked under more typical
conditions.® They find that while there still would
have been fewer banks in 2013 than in 2007, the
total would have declined by only 269 banks rather
than the 836 drop actually observed. They estimate
that the weak entry during this period accounts for
more than two-thirds of the decline in total commer-
cial banks. They also find that weak entry accounts
for a similar proportional decline in the number of
community banks.

What Accounts for the Lack of Entry?

There are a number of factors that correlate with
bank entry. Not surprisingly, research has found that
entry is more likely in fast-growing, profitable mar-
kets.” One might expect, therefore, that weak eco-
nomic conditions during the recession of 2007-09
and the subsequent recovery reduced incentives for
new banks to enter the system. In a recent work-
ing paper, Robert Adams and Jacob Gramlich of the

Federal Reserve Board of Governors argue that the
decline in new bank entry is due in large part to low
bank profitability.?

An important factor in bank profitability is the net
interest margin, or the spread between deposit rates
and lending rates. The Fed’s policy of keeping the
federal funds rate near zero since 2008 has pushed
lending rates down, which has kept the net interest
margin relatively small. Adams and Gramlich esti-
mate that this low interest rate environment coupled
with weak demand for banking services accounts for
as much as 80 percent of the decline in bank entry in
recent years. However, a literal interpretation of their
model would predict that even if the net interest
margin and economic conditions recovered to 2006
levels, there still would be almost no new bank entry,
suggesting that other factors are also important for
explaining the recent decline.

Indeed, the net interest margin in the current period
may not differ significantly from previous recoveries.
Charles Morris and Kristen Regehr of the Kansas City
Fed compare net interest income—the revenue from
interest on loans after factoring out expenses—in
the recent recovery to previous recoveries.’ They find
that while net interest income is at historically low

Figure 2: Bank Entries and Exits as Percentages of Total Banks
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levels, it is similar to net interest income observed
during the recovery from the 2001 recession, and it
is actually higher than during the recovery from the
1981-82 recession. Even so, entry rates were much
higher during each of these earlier recoveries.

Banking scholars also have found that new entries
are more likely when there are fewer regulatory re-
strictions.’® After the financial crisis, the number
of new banking regulations increased with the pas-
sage of legislation such as the Dodd-Frank Act. Such
regulations may be particularly burdensome for
small banks that are just getting started.

Hester Peirce, lan Robinson, and Thomas Stratmann
of George Mason University’s Mercatus Center
surveyed community bankers and found that the
median compliance staff for respondents doubled
from one to two in the three years following enact-
ment of Dodd-Frank." Survey respondents cited
devoting more time and resources to compliance,
and more than 80 percent estimated that such costs
had risen more than 5 percent since 2010. However,
it is unclear whether compliance costs are a driving
factor for the lack of new bank entry. According to
data from the Reports on Condition and Income (or
“Call Reports”), the ratio of non-interest expenses to

Figure 3: Numbers of Newly Created Banks (De Novos)
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Some of the costs related to regulatory burdens may
be specific to starting a de novo bank. For example,
in 2009 the Federal Deposit Insurance Corporation
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Looking Ahead

The current decline in commercial banks appears
to be driven largely by the complete collapse of
new bank entry. If entry remains weak and the
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exit rate remains constant, the number of banks
overall, as well as the number of community banks,
will continue to fall. Whether or not the entry rate
recovers will depend on what is driving current low
levels. If de novos are absent due to the low inter-
est rate environment and weak economic recovery,
then entry should increase as the economy im-
proves and the Fed raises interest rates. If requla-
tory costs are the driving force behind low entry
rates, then future entry will depend on how those
costs change over time. m

Roisin McCord is a research associate, Edward
Simpson Prescott is a senior economist and vice
president, and Tim Sablik is an economics writer
in the Research Department at the Federal Reserve
Bank of Richmond.
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