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I

t seems not a week goes by without our reading about another proposed bank merger. Relaxation of the rules governing where banks can
expand and new technologies for providing
banking services have contributed to rapid consolidation in the industry. Consider just a few
statistics: Since 1979, there have been well over
3500 mergers in which two or more banks were
consolidated under a single bank charter and
more than 5800 acquisitions in which banks retained their charters but were bought by a different bank holding company. Over the first half of
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the 1990s, bank mergers involved about 20 percent of the industry’s assets in each year.1 And
the number of insured commercial banks in the
United States has fallen from over 14,000 in 1985
to around 9000 today.2 At the same time, assets
held by banks have been growing and banks
have been getting larger. Assets are being redistributed from smaller banks to larger ones (Figure 1). Now, over 60 percent of industry assets

1

See the article by Allen Berger, Joseph Scalise, Anthony Saunders, and Greg Udell.
*Loretta Mester is a vice president and economist and
head of the Banking and Financial Markets section in the
Research Department of the Philadelphia Fed.

2
These are net figures, so they understate bank closures. Since the beginning of 1985, over 2000 new institutions have opened.
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are in banks with more than $10 billion in as- conclusion. The studies discussed below sugsets, compared with 40 percent in 1985. In infla- gest that small businesses will retain access to
tion-adjusted dollars, the average asset size of bank lending and that recent advances in techU.S. banks has doubled since 1985 and is cur- nology may even increase the volume of loans
rently about $550 million. Consolidation is even extended to small businesses. The positive asmore striking at the holding company level. The pects of consolidation are, therefore, expected to
share of assets in bank holding companies with over
FIGURE 1
$100 billion in assets has
Asset Distribution of Banks in the U.S.
tripled since 1985; these in1985 vs. 1998
stitutions now hold over 40
percent of industry assets
(Figure 2).
Consolidation in the
banking industry has many
benefits, including increased efficiency and better diversification as banks
are able to branch throughout the United States. But
small businesses have traditionally relied on banks
for credit, especially smaller
Size categories are based on total assets (domestic and foreign) and are in
banks based in their own
1998 dollars.
communities, which have
Excludes credit card banks.
the ability to closely moniFIGURE 2
tor these businesses. (See
Asset Distribution of
Leonard Nakamura’s article.) Should we be worried
Banking Organizations in the U.S.
that consolidation will lead
1985 vs. 1998
to a contraction of credit to
small businesses? No. First
it should be noted that to the
extent that consolidation
leads banks to make better
decisions in allocating
credit, a decline in smallbusiness lending need not
be harmful to the economy—
it might merely indicate that
funds are being funneled to
more productive businesses. But recent empiriSize categories are based on total assets (domestic and foreign) and are in
cal work suggests that such
1998 dollars.
a decline is not a foregone
4
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outweigh any potential negative effect on small businesses’ access to
credit.
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FIGURE 3

Small-Business and Total Domestic
Business Loans at Banks in the U.S.

WHAT’S THE
WORRY?
Small-business
loans account for
around one-third of
banks’ total business loans, and this
ratio has been fairly
constant over the
past five years (Figure 3).3 But these
aggregate figures
obscure how the
volume of smallbusiness lending
varies with bank
Small-business loans are commercial and industrial loans of $1 million or less.
Data are from the Call Reports.
Excludes credit card banks.

3
The data on smallbusiness loans used here
are small commercial
and industrial loans to U.S. addresses, collected on
“Schedule RC-C, Part II, Loans to Small Businesses and
Small Farms” of the June Reports of Condition and Income (the so-called Call Report) filed by banks. In my
figures I compare 1994 with 1998, since some have questioned the accuracy of the 1993 data, the first year banks
were required to report this information.
The reader should note that what the Call Report
labels as “loans to small businesses” are actually small
loans. That is, the Call Report asks banks to report
whether substantially all of their domestic loans to businesses have original amounts of $100,000 or less. If so,
they are asked to report the total number and volume of
business loans. (I included all of these banks’ business
loans in the tallies of small-business loans.) If not, they
are asked to report the number and volume of loans to
businesses with original amounts of $100,000 or less,
with amounts over $100,000 through $250,000, and with
amounts over $250,000 through $1 million.
The research that uses these data assumes that loans
of $1 million or less are small-business loans, and while
some small loans are extended to large businesses, this is

a fairly good assumption. First, loan size is correlated
with borrower size (see Leonard Nakamura’s article).
Second, the Call Report data do account for lines of
credit and loan syndications. For loans extended under
lines of credit, original amount is the larger of the most
recently approved line of credit or the amount outstanding, and similarly for loans extended under loan commitments. For loan participations and syndications, original amount is the entire amount of the credit originated
by the lead lender. In 1996, regulators began to collect
small-business loan data under the Community Reinvestment Act (see Raphael Bostic and Glenn Canner’s
article). These data contain information on whether the
borrower had revenues of $1 million or less, but the data
likely understate the reporting banks’ loans to small businesses, since firms with higher revenues are often considered to be small businesses (see, for example, Nakamura,
who states that small businesses can have revenues up
to $10 million), and banks are not required to report
borrower revenues if they did not consider revenues in
making their credit decision.
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size. The catch phrase
“small-business lending is
the business of small
banks” sometimes makes it
easy to forget that larger
banks do a substantial
amount of lending to small
businesses. For example, in
1994, banks with assets
over $10 billion made over
a fifth of the industry’s
small-business loans (while
making nearly half of all
business loans); in 1998, the
large banks made an even
greater share—over a
third—of the industry’s
small-business loans,
partly reflecting the
industry’s shift toward
larger banks (Figure 4).
But small-business lending makes up a smaller share
of a large bank’s business
lending than that of a small
bank—just in terms of lending capacity, the smallest
banks will be unable to
make many large loans. For
example, in 1998, while
banks with assets under $10
billion made about a third
of the industry’s total business loans, these banks
made almost two-thirds of
small-business loans. The
ratio of small-business
loans to total loans—which
we’ll call the propensity to
lend to small businesses—
falls from over 96 percent for
the smallest banks to less
than 20 percent for the largest banks (Figure 5).
This fact has led some
6
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FIGURE 4

Distribution of Small-Business Loans
and Total Business Loans, by Bank Size
Banks in the U.S., 1994

Size categories are based on total assets (domestic and foreign) and are in
1998 dollars.
Excludes credit card banks.

Distribution of Small-Business Loans
and Total Business Loans, by Bank Size
Banks in the U.S., 1998

Size categories are based on total assets (domestic and foreign) and are
in 1998 dollars.
Excludes credit card banks.
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people to worry that consolidation will lead to a
sharp reduction in the
availability of credit to small
businesses. They do the following thought experiment:
Suppose all small banks
(those with assets under $10
billion) were suddenly reorganized into large banks
(those with assets over $10
billion). Assume that the
newly merged banks’ propensity to lend to small businesses dropped to the average for large banks today.
That is, currently about 56
percent of small banks’
business loans are to small
businesses. But suppose
that after the reorganization,
this proportion fell to 15.2
percent, the current percentage for large banks. This
would imply a 47 percent
reduction in the level of
small-business loans—
we’ll call this the “size effect” (Figure 6).
But this thought experiment is misleading. Industry consolidation is much
more complex. The strategies followed by banks and
their competitors are likely
to change as consolidation
takes place. The total effect
of consolidation on smallbusiness lending will depend on how changes in
size, organizational form,
efficiency, and competition
that result from consolidation affect the propensity of
banks to make small-business loans.

Loretta J. Mester

FIGURE 5

Ratio of Small-Business Loans to Total
Business Loans, by Bank Size
Banks in the U.S., 1994 vs. 1998

Size categories are based on total assets (domestic and foreign) and are in
1998 dollars.
Excludes credit card banks.

FIGURE 6

Hypothetical Example
To Illustrate the Size Effect
Total business loans by banks with
assets < $10 billion in 1998Q2

= $ 222 billion

Small-business loans at these banks in 1998Q2

= $ 125 billion

Small-business loans at these banks if equal
to 15.2% of their total business loans
(same percentage as at larger banks)

= $ 34 billion

Reduction in dollars of small-business loans

= $ 91 billion

Total small-business loans at all size banks
in 1998Q2

= $ 193 billion

Reduction as a percent of small-business loans

=

47%
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WHAT’S THE EVIDENCE?4
Banking industry consolidation is a dynamic
process and its likely effect on small-business
lending cannot be discerned by mere introspection—it’s an empirical question. For example,
consolidation is likely to lead to improved efficiency in the industry. Two studies by Jith
Jayaratne and Philip Strahan (1996 and 1997)
found that relaxation of geographic barriers to
entry was associated with better quality loans
and increased profitability of the banks making
the loans. And my recent work with coauthors
(Joseph Hughes, William Lang, Loretta Mester,
and Choon Geol-Moon, 1996 and forthcoming)
has also shown that bank holding companies
that are more geographically diversified, especially ones that have diversified their exposure
to regional macroeconomic risk, tend to be more
efficient and more profitable than less diversified bank holding companies. If some of the
small-business loans currently being made by
inefficient banks are unprofitable, improved efficiency might lead to fewer small-business
loans. Such a decline would not be harmful to
the economy, since it would mean funds were
being shifted to more productive firms. On the
other hand, a more efficient banking system
could result in more loans being made, to the
extent that banks become more efficient at locating and evaluating potential borrowers and to
the extent that banks are able to diversify their
portfolios more easily and therefore shift more
of their assets toward loans and away from more
liquid assets.
Similarly, increased competition could either
increase or decrease the amount of small-business lending. It could decrease lending to small
businesses by undermining the long-term rela4

Given the large volume of recent work on small-business lending, I am unable to cite it all here. Nice reviews
of the literature with additional citations are included in
the study by Allen Berger, Anthony Saunders, Joseph
Scalise, and Greg Udell and the one by James Kolari and
Asghar Zardkoohi.
8
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tionship-type of lending offered to small borrowers, in contrast to the transactions-type of lending offered to large borrowers.5 But competition
could increase small-business lending because
it forces banks to search for additional profit
opportunities. Competitors are likely to react to
a merger or acquisition in their market. If they
pick up any small-business loans dropped by a
merged institution, there would be no change in
the supply of credit to small borrowers. However, there might be some transition problems
while this shuffling occurred.
Recent studies have begun to investigate the
various aspects of consolidation. The general
conclusion of these studies is that consolidation
is certainly not going to be as negative for smallbusiness lending as suggested by the simple size
effect. Two potentially important considerations
are the type of merger and the organizational
form of the institutions involved.
Type of Consolidation. The total effect of
merger and acquisition (M&A) activity on smallbusiness lending may vary with the size of the
banks involved and whether the consolidation
was a merger or an acquisition.6 Several studies

5
Banks have traditionally been able to offer small borrowers “relationship” loans that are supported by the
fact that the bank expects to have a relationship with the
small borrower over the long term. These relationship
loans have flexible terms—a long-term relationship allows the bank to offer concessionary rates to a borrower
facing temporary credit problems, which the bank can
later make up for when the firm returns to health. Research has shown that banks need some type of market
power to sustain this type of lending (see, for example,
Petersen and Rajan, and Berlin and Mester). Borrowers
that have sources of credit in addition to banks, as most
large borrowers do, receive loans that are more like other
credit transactions, with rates set to maximize a bank’s
profits period by period rather than over the life of a
relationship.
6

In a merger, the target loses its charter and becomes
part of an existing bank. In an acquisition, the target
retains its charter but becomes a subsidiary of a different
bank holding company.
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found that M&As involving small banks led to
an increased propensity to lend to small businesses. Peek and Rosengren (1998a) compared
the propensity for small-business lending of
banks that acquired others over the period June
1993 to June 1996 with that of nonacquirers and
found that small acquirers (less than $100 million in assets) showed a greater increase over
the three years than nonacquirers.7 Using similar data, Nicholas Walraven confirmed this result.
Using data on 180 bank mergers between June
1993 and June 1994, Strahan and Weston (1996)
examined the change in the ratio of small-business lending to assets of the merged institutions,
pre- and post-merger, and compared it with that
of a control group of banks not involved in mergers. They found a significant increase in the ratio of small-business lending to assets after
small-bank mergers: for the 102 mergers involving banks with combined assets less than $300
million, the ratio increased from 9.12 percent to
10.12 percent. For the control group, the ratio
was relatively stable, increasing from 8.15 percent to 8.20 percent.8
In a study discussed more fully below, Berger
and coauthors examined over 6000 M&As that
occurred over the period 1980-95 and also found
an increased propensity to lend to small businesses three years after a merger involving small
7

They measured a bank’s propensity to lend to small
businesses as the ratio of its small-business loans to
assets. They also found that in the 912 acquisitions studied (some involving large acquirers and some involving
small acquirers), the post-acquisition ratio of small-business loans to assets tended toward that of the acquirer.
Since acquirers were about equally likely to have higher
as lower ratios compared to their targets, the authors
concluded that M&As need not reduce the propensity
for small-business lending and that many will raise it.
8
In a subsequent study using a larger sample of 563
banking organizations (i.e., the aggregate of all banks up
to the highest holding company level) involved in M&A
activity between July 1993 and June 1996, the authors
obtained similar results.
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or medium-size banks (i.e., those with gross total assets less than $1 billion).
In contrast, two other studies did not find that
small-bank M&As had positive effects on smallbusiness lending. (But they didn’t find much in
the way of negative effects either.) Rather than
using data on banks, Jith Jayaratne and John
Wolken (1998) used data on small-business borrowers from the 1993 National Survey of Small
Business Finances. They determined that the
probability that a small business had a line of
credit from a bank did not decline when there
were fewer small banks in an area. And small
businesses in these areas did not appear to be
more credit constrained than firms in areas with
many small banks.9 A study by Ben Craig and
João Cabral dos Santos found no definitive effect of M&As on the level of small-business lending.
The results concerning M&As of larger banks
are more mixed. Peek and Rosengren and Berger
and coauthors found a decline in small-business lending after large-bank M&As, while
Strahan and Weston, and Craig and dos Santos
found no effect.
Hence, the bulk of evidence suggests that
while small banks can become more effective
lenders to small business via M&As, this doesn’t
seem to be true for large banks.
Two papers have found that the effect of consolidation on small-business lending differed
depending on whether the consolidation involved a merger or an acquisition. Contrary to their
results for mergers, Berger and coauthors found
that acquisitions involving small and mediumsize institutions had a generally negative impact on the propensity to lend to small businesses. But using data from June 1993-96 for
banks in one-bank holding companies, James
Kolari and Asghar Zardkoohi found results opposite to those of Berger and coauthors: com-

9

The firms were not any more likely to be late in repaying their trade creditors.
9
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pared with banks not involved in M&A activity,
banks involved in mergers had lower ratios of
small-business loans to assets post-merger, but
little difference was found for banks involved in
acquisitions. The authors suggest that mergers
involve a greater change in organizational structure than do acquisitions and, thus, a potentially
greater loss of important private information the
bank has about its small-business borrowers. But
studies on organizational form offer no strong
evidence to support this hypothesis.
Organizational Form. Organizational form
refers to whether the bank is part of a bank holding company, whether there are several layers of
holding companies over the bank, whether the
top-tier holding company is located out-of-state,
and so forth. Traditionally, lenders have obtained information on hard-to-value small businesses by having a presence in the community
in which the businesses operate. A potential
concern is that as institutions consolidate, their
organizational structure might become more
complex. And as a result, lending decisions may
be made at corporate headquarters located many
miles from the businesses’ activities and this distance could deter local lending. But again, there
is no strong agreement among empirical investigations that this is the case.
For example, a 1998 study by Strahan and
Weston that used 1993-96 data on banking organizations found that once the size of the bank
subsidiaries within a holding company was
taken into account, the organizational complexity of the company, measured by the number of
banks within the company and the number of
states in which the company operates, was not
significantly related to a company’s propensity
to lend to small business.10 But a study by Robert DeYoung, Lawrence Goldberg, and Lawrence
White, which used data on banks 25 years old
or younger with assets under $500 million over
1993-96, found that banks that were part of
multibank holding companies had a lower propensity to lend to small businesses than did other
banks.
10
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Other researchers have focused on the location of the bank’s owner. Gary Whalen used
1993 data on 1377 banks in Illinois, Kentucky,
and Montana and found that banks with assets
under $300 million that are subsidiaries of outof-state bank holding companies invested about
the same share of their asset portfolios in smallbusiness loans as similar-size subsidiaries of instate bank holding companies or banks not
owned by a holding company.11 Whalen’s study
also examined the pricing of small-business
loans and found that out-of-state holding company subsidiaries tended to charge lower rates
for small-business loans than either in-state
holding company subsidiaries or independent
banks.12
Two studies by William Keeton, however, have
gotten contrary results. In a study using June
1994 data on banks in states in the Kansas City
Federal Reserve District, Keeton found that
banks owned by out-of-state multibank holding

10

A banking organization is the aggregation of all
banks up to the highest holding company level. Banks
within multiple-bank holding companies tend to be
smaller than banks in one-bank holding companies. Thus,
when the size of the bank subsidiaries is not controlled
for, the propensity to lend to small businesses is found to
increase with organizational complexity.
11

For banks with assets between $300 million and $1
billion, subsidiaries of in-state holding companies were
found to have a higher propensity to lend to small businesses than out-of-state holding company subsidiaries,
but the difference wasn’t found to be statistically significant in most cases. For the largest banks, with assets
above $1 billion, the situation was reversed, with out-ofstate holding company subsidiaries having a significantly
higher propensity for small-business lending than in-state
holding company subsidiaries.
12
Whalen found that the marginal costs of making a
loan were highest for out-of-state holding company subsidiaries, which is consistent with the view that having a
presence in the local market might make it easier to lend
to local businesses. This, together with their lower pricing, means they operated with lower margins on their
small-business lending.
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companies lent a smaller percentage of their deposits to small businesses than did comparable
independent banks.13 In a 1996 study of bank
acquisitions over 1986-95 in the Kansas City
Federal Reserve District, Keeton found that when
ownership shifted to a distant location, there
tended to be a decline in the volume of total business loans at those banks during the first three
years after the acquisition. However, this decline was statistically significant only when the
previous owner had been located in an urban
area.
The conflicting results among the various
studies show that the relationship between organizational form and small-business lending
is not yet a settled issue. But having an out-ofstate owner does not necessarily mean less local
lending.
The Chosen Path. It is far from clear that
consolidated banks will limit the amount of
credit given to small businesses. But even if this
were so, it is important to consider the path the
industry as a whole follows during restructuring to determine the full impact on the availability of credit to small businesses. At the same
time that consolidation has been taking place at
a swift pace, new bank charters have also been
issued; more than 2000 new banks have opened
since the beginning of 1985. These de novo banks

13

The states included were Colorado, Kansas, Missouri, Nebraska, New Mexico, Oklahoma, and Wyoming.
The comparable independent banks were similar to the
holding company banks in terms of deposit size, location, and number of branches. Keeton also found that
banks with a relatively large number of branches tended
to lend less than comparable banks with a relatively small
number of branches.
14
The study considered three-year old banks, to allow
for a period when the banks gain operational experience.
The authors considered banks with assets between $5
million and $100 million from 1984-95 and assumed
that all business loans at such banks were to small businesses, since there are regulatory limits on the amount
banks can lend to any one borrower.
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would seem to be a fertile source of lending for
small businesses. Indeed, a 1998 study by
Lawrence Goldberg and Lawrence White found
that de novo banks tend to lend more to small
businesses as a percentage of assets than other
banks of comparable size.14 Hence, new banks
can provide a source of additional credit for
small businesses to counteract any negative effect from consolidating institutions.
Full Effect. But new entrants aren’t the only
ones that can pick up the slack, should consolidated banks shift their focus from small-business lending. Other competitors in a merging
bank’s market can step in to meet demand. The
study by Berger and coauthors is perhaps the
most comprehensive study to date that attempts
to account for the full effect of industry consolidation on bank lending. It categorizes four effects of M&As on bank lending.
The first, which they call the static effect, is the
simple size effect discussed above. The simple
size effect is expected to result in decreased
small-business lending, since larger banks have
a lower propensity to lend to small business.
The second is the restructuring effect, which reflects the fact that a consolidated bank is not just
the sum of its parts—it can change its size, financial condition, or competitive position after
the merger or acquisition and this change can
affect its propensity to lend to small businesses.
Third is the direct effect, which reflects a direct
refocusing of the bank either toward or away
from small-business lending. The direct effect is
the difference between the bank’s small-business
lending after consolidation and the lending of
another bank of comparable size, financial condition, competitive position, and economic environment that hasn’t been involved in a merger
or acquisition. Finally, the external effect measures the reactions of competitors in the market
after a merger or acquisition.15 These competi15
Although these competitors might be other banks
or nonbank lenders, the study’s empirical work measures only the reaction of other bank lenders.
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tors may more than make up for any decrease in
lending by the bank that has merged or been
acquired, or their reaction could be similar to
that of the consolidated bank. The external effect has not been accounted for in previous studies.
To quantify these four effects, Berger and coauthors used data from the Survey of Terms of
Bank Lending, in addition to Call Report data.
The survey’s quarterly data give detailed contract information on the loans made by about
300 banks and are available beginning in 1979.
The authors used the survey data over 1980-95
to estimate behavioral equations relating the proportion of a bank’s assets invested in loans to
borrowers in three different size categories to
various measures characterizing the bank’s size,
financial condition, competitive position, economic environment, and other aspects that might
affect its lending.16 These behavioral equations
were then used to predict the lending behavior
three years after a merger or acquisition of a much
more inclusive set of banks, not just those that
responded to the survey, and over a longer period, which included both economic expansions
and contractions. This set included nearly every bank involved in a merger or acquisition over
the period 1977-92: over 6000 banks that merged
to form about 2500 surviving banks and over
4000 banks that were acquired.17
16

The size of the borrower is proxied by an estimate of
bank credit available to the borrower given by the size of
the loan, the total commitment under which the loan was
drawn, or the total size of the participation by all banks
if the loan was part of a participation, whichever is largest. Small-business borrowers were then assumed to be
those with under $1 million in bank credit. Medium-size
borrowers were those with bank credit between $1 million and $25 million, and large borrowers were those
with more than $25 million in bank credit.
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The study’s results confirm that if you consider only the size effect of M&As (their static
effect), the amount of small-business lending
would be considerably reduced three years after
a merger or acquisition. Berger and coauthors
estimated that the static effect of all the mergers
reduced small-business loans by about $25.8
billion (measured in 1994 dollars), or 16 percent
of small-business lending in 1995.18 Both the
restructuring and direct effects for mergers were
found to increase small-business loans by only
slight amounts—by $3.5 billion and $2.6 billion,
respectively.19 But the external effect, which accounts for changes in the lending of all banks in
a local market in response to changes in business conditions after a merger, was found to be
large and positive, inducing an increase in
small-business lending of about $48.6 billion.20
The authors caution that the external effect is
less accurately measured than the other effects,
but on the basis of their results, they are able to
conclude that the full effect of M&A activity for
small-business lending is positive or at the very
least not negative.
WHAT’S THE FUTURE?
One impetus for the consolidation of the banktheir regression equations). But this caveat has to be
weighed against the fact that by using the survey data,
the researchers were able to consider the reactions of
lending behavior to M&As over a longer period than
would be permitted by the small-business loan data only
recently added to the bank Call Reports. In particular,
the study covers periods when the economy was expanding and periods when it was contracting, whereas
the studies that relied on the Call Report data could
examine only an expansionary phase of the business cycle.
18
The static effect of acquisitions over the period was
a $7-billion reduction in small-business loans.
19

17

Since respondents to the Survey of Terms of Bank
Lending tend to be larger banks, there is some question
about whether the estimated behavioral equations are
predictive of the behavior of banks of all sizes (even
allowing for the fact that the authors include bank size in
12

The restructuring and direct effects for acquisitions
were estimated to increase small-business loans by $0.4
billion and $7.8 billion, respectively.
20

The external effect for acquisitions was a $22.6billion increase in small-business loans.
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ing industry has been the easing of geographic
restrictions on U.S. banking. But the Riegle-Neal
Interstate Banking and Branching Efficiency Act
allowed virtually nationwide branching (via
acquisition) as of June 1, 1997, suggesting that
this spur to industry restructuring may be winding down. However, another impetus toward
consolidation is likely to remain important:
changes in technology have made it more efficient for banks to grow larger and consolidate
their operations. And this technological change
is also changing banks’ propensity to lend to
small businesses.
As I discussed in a previous Business Review
article, large banks are using credit scoring to
make small-business loans and are processing
applications using automated and centralized
systems.21 These banks are able to generate large
volumes of small-business loans at low cost even
in areas where they do not have extensive branch
networks. Applications are being accepted over
the phone, and some banks are soliciting customers via direct mail, as credit card lenders do.
Technology is also helping nonbanks become
larger players in the small-business loan market. For example, American Express is one of the
top granters of credit lines to small businesses
in the Philadelphia Federal Reserve District, especially lines with face values under $100,000.
The smallest loans are the most likely to benefit from new technologies. Indeed, the very
modest increase in the propensity of banks with
assets over $10 billion to lend to small businesses
(see Figure 5) is completely accounted for by loans
with face values under $100,000. Similarly, a
study by Mark Levonian indicates that the 14
companies that control the 20 largest banks in
the San Francisco Federal Reserve District increased their holdings of small-business loans
with original amounts under $100,000 over 26
percent from June 1995 to June 1996 while other
21
Credit scoring is a statistical method used to predict the probability that a loan applicant or existing borrower will default or become delinquent.
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banks increased their holdings only about 3 percent. At the same time, the largest banks decreased their holdings of small-business loans
with face values between $100,000 and $1 million about 5 percent while other banks increased
their holdings over 7 percent. Similar results
were obtained by Peek and Rosengren (1998b)
when they looked at small-business loan growth
between 1993 and 1997: only large banks (with
assets over $1 billion) that had been acquirers
increased their holding of the smallest smallbusiness loans (with face values under
$100,000). While all categories of banks increased their holdings of small-business loans
between $100,000 and $1 million, the smaller
banks did so much more than the larger banks.
While technology is opening the small-business lending market to new sources of credit—
namely, larger banks and nonbank lenders—the
types of loans being made by these lenders are
different from the loans traditionally made by
small banks to small businesses. A recent study
by Rebel Cole, Lawrence Goldberg, and
Lawrence White of over 1200 loan applications
made by small businesses indicates that large
and small banks do differ in the way they handle
applications from small businesses: large banks
rely more on easily verified, interpreted, and
quantifiable financial data while smaller banks
use more subjective criteria characteristic of
“character,” or relationship, lending.22
The scale economies in automation available
to large banks allow them to produce the transactions-type small-business loans more cheaply
than a small bank can. These types of smallbusiness loans are like credit card loans, which
do not require much in the way of information-

22
The study used data from the 1993 National Survey of Small Business Finances, which includes a nationally representative sample of over 4500 small businesses
that operated in the United States as of year-end 1992 (a
small business is defined as a nonfinancial, nonfarm enterprise employing fewer than 500 full-time equivalent
employees). Bank Call Report data were also used.
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intensive credit evaluation beyond what is done
in a credit scoring model. Credit scoring will tend
to standardize these loans and make default risk
more predictable. These steps should make it
more feasible to securitize the loans, that is, to
form pools of loans and then use the cash flows
of the loan pools to back publicly traded securities. This ability to securitize would bring a new
set of investors into the small-business loan
market, a positive effect that has not been measured in any of the studies we’ve discussed.23
Borrowers who have credit histories good
enough to receive a passing grade from a credit
scoring model will find it cheaper to obtain credit
from larger banks.24 Small banks will need to
serve the small borrowers who do not have the
financials to qualify for a passing credit score,
but who, upon further credit evaluation, are good
risks. Small banks will continue to offer the traditional relationship-driven lending, which requires the bank to be in contact with the borrower over time to gain information about the
borrower and also requires the bank to be a specialist in evaluating the creditworthiness of borrowers for which there is little public information. The more complicated organizational structure of large banks may put them at a disadvantage in making these relationship-type loans.
CONCLUSION
When examining the effect of industry consolidation on small-business lending, it is important to take into account more than just bank
size. Consolidated banks may change their own
lending strategies, and the competitors of newly

23
For more on the relationship between credit scoring
and securitization, see my earlier Business Review article
and the articles by Ron Feldman.
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merged banks may change their small-business
lending strategies in response to mergers and
acquisitions in their markets. Some recent empirical work suggests that the full effect of merger
and acquisition activity for small-business lending is positive.
Although the proportion of loans going to
small businesses is less for large banks than for
small banks, large banks do make a substantial
share of small-business loans. But the ones they
make and are likely to continue to make are those
in which they can take advantage of scale economies offered by new technologies, such as automated loan applications and credit scoring.
These loans are transaction-driven rather than
relationship-driven. Small banks should retain
their niche in relationship lending. But that
niche is likely to be smaller than it is today.
So, what’s a small business to do? First, not
be too concerned that bank credit will become
unavailable as the industry restructures. Next,
decide whether it values a traditional relationship loan over a transactions-type loan. A small
business whose prospects are quite variable over
the business cycle or whose financial condition
is harder to evaluate would probably value the
more flexible credit terms afforded by a relationship loan. With this type of loan, a bank can
offer better terms to a firm facing temporary problems, then make up for these concessionary rates
when the firm turns around. The firm should
expect to pay something for this kind of insurance. A small business whose financial condition is easier to evaluate, that is more insulated
from economic downturns or temporary problems, and that, therefore, does not want to pay
for such insurance might opt for a transactionstype loan offered by a larger bank. In either case,
banks are expected to remain a significant source
of small-business credit.

24
Even these borrowers, however, will need to take
into account that transactions-type loans have less flexible terms. Thus, there is some risk that the loan will not
be renewed should the borrower’s credit conditions head
south.
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