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About the
Institute

The Northeast-Midwest Institute is a Washington, D.C.-based, nonprofit, nonpartisan
public policy organization committed to economic vitality, environmental quality, and
regional equity for the 18 states of the Northeast and Midwest. As a policy-focused
institute with a 40-year track record of producing first-rate research, developing policy
options, and building and supporting regional coalitions, the Institute has unique
standing in that it was founded in response to calls by the Congressional
Northeast-Midwest Coalition for a stable and trusted source of regional data and
research as well as policy options and analysis. It is precisely these roots and
relationships on Capitol Hill which now position the Northeast-Midwest Institute to chart
a future that encompasses an expanded agenda of critical regional issues and to
embark on a strategy to achieve increased impact.

Executive
Summary

This report lays out the major models of public banking around the world and in the
United States and examines their various advantages, obstacles, and feasibility of
implementation. Specifically, it explores the Bank of North Dakota, the German
Sparkassen Banks, and India’s Public Sector Banks. It also examines the current
political momentum behind public banks in NEMW states and looks into how the
concept has built increasingly more widespread support over the years throughout
both regions.

This report then lays out the main policy breakdowns that could be addressed by the



utilization of a public bank, particularly uncompetitive financial markets, lack of
development, state fiscal health, and efficiency issues. In response to each problem,
the report details how public banks could serve as a remedy. To combat these issues,
the report has outlined a set of recommendations for how a state should create,
structure, and regulate a state bank to best achieve its goals and address the
problems facing the state.

This report recommends that all NEMW states adopt a public bank and do so with close
attention to their circumstances and needs, tailoring the bank’s specifics to the nuances
of the state. Public banking is not a panacea, but it can move states in the right direction
for addressing critical investment gaps and realigning state resources with state
interests.
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|. Introduction

Public banks are banks owned by a government entity—be it a nation state, local
sub-region, administrative territory, or government agency." A public bank is only
distinguished from a private bank by its ownership. If a government wanted to, it could
run a public bank exactly like a private one. As such, general statements about public
banks are difficult to make. Instead, public banks, and the potential effects they may
have, must be understood through the different ways in which they have been
implemented and run by governments.

Fortunately, examples of public banks are widely available. Though in the United
States public banks are few and far between, a majority of countries have significant
public banking systems. This includes countries with close economic and cultural
similarities to the US. For example, public banks have been implemented successfully
in countries like Australia, New Zealand, Canada, Germany, Switzerland, India, China,
and Japan.?

These countries have adopted different models of public banking. Across these varying
models, public banks have taken on unique roles within their respective economies.
These roles include everything from development banks in South America and East
Asia to savings banks in Germany and specific-purpose public banks in India and
China. America’s only public state bank, the Bank of North Dakota (BND), operates on
a partnership bank or bankers’ bank model. Along with these differing roles, public
banks have been owned and governed by their governments in distinctive ways. Some
are owned as public companies, with the government as the majority stockholder, some
as legally public institutions, some “do business as” their respective government.

Despite these significant differences many public banks do share some similarities.
First, because the government of the community in which they operate owns these
banks, the community indirectly controls them. Indeed, these banks often have a



“public purpose” formalized in their founding documents or business plans which
commands them to pursue projects that are in the public interest. This distinguishes
public banks from private banks, which usually operate to maximize profits or
shareholder returns. Second, these banks often hold government assets or funds as
deposits, if the bank is a depository institution, or as capital for investments. Third,
public banks are often limited by their founding documents or operational guidelines to
investing or conducting business in their local community. Thus, public banks put their
assets, which are from the community, back into the community as investments. This,
again, contrasts with private banks that usually operate wherever the greatest returns
are expected.

' FAQ On Public Banking, Public Banking Institute (2019), 2, https://www.publicbankinginstitute.org/faq/. 2

Public Banking in America, Public Banking Institute and Center for State Innovation (2011), 11,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3Kjz/view. 4 Figart, Deborah

Exploring a Public Bank for New Jersey: Economic Impact and Implementation Issues, Stockton University

(2018), 4, https://stockton.edu/hughes-center/documents/2018-0326-exploring-a-public-bank-for-new-
jersey-economic-impact-and-implementation.pdf.
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Public banks have played an important role in financial markets around the world.
Though the size of public banks has decreased relative to private firms since the
1970s, they have remained a key part of the financial industry. In the mid-1990s public
banks held one-quarter of large bank assets in industrialized countries and half of large
bank assets in developing countries.* Through a wave of privatizations and structural
economic reforms, the government-owned share of assets fell during the 1990s and
2000s. In 2008, government-owned banks accounted for only 16% of worldwide
financial assets.’ But, as the Great Recession forced governments to intervene in their
financial systems, the importance of public banks has increased, as has their share of
assets. By 2010, their share of assets had risen to 19%.°

Interest in public banks has also increased in the United States. Citizens and
policymakers have begun to advocate for creating public banks in recent years. This
interest has been expressed primarily through calls for public banking at the state and
local level. This interest has been substantial enough to lead large cities like New York
and Washington DC to consider the idea. Public banks were also included in the



Green New Deal resolution released this year.”

Most advocates of public banks in the US have pointed to the BND and its performance
in the wake of the Great Recession as evidence for the benefits of public banks. They
see the BND as a successful model for how public banks could be developed in other
American states and localities. Interest in public banking continued to increase after the
Territorial Bank of American Samoa was founded in 2016. This public bank only
recently gained access to the US payments system through the Federal Reserve.® After
not having had a commercial loan made on the island in five years, American Samoa
has moved to address problems in its financial markets and has proven to other
American government entities, both states and municipalities, that there is a path

towards establishment of public banks in the national regulatory system.®

Building on this growing enthusiasm and the increasing realization of the opportunity
for public banking in the US, this report will assess the viability of establishing state
public banks in states in the Northeastern and Midwestern (NEMW) United States.
These states are: Connecticut,

4Yeyati, Eduardo; Micco, Alejandro; Panizza, Ugo, Should the Government Be in the Banking Business?
The Role of State-Owned and Development Banks, Inter-American Development Bank (2004), 6,

https://www.econstor.eu/bitstream/10419/88042/1/idb-wp_517.pdf. 5 oI Robert: Peria. Maria: Verrier

Jeanne, Bank Ownership: Trends and Implications, World Bank Group (2018), 4,
http://documents.worldbank.org/curated/en/810621515444012541/pdf/iWPS8297.pdf. ¢ Il Robert: Peria

Maria; Verrier, Jeanne, Bank Ownership: Trends and Implications, World Bank Group (2018), 4,

http://documents.worldbank.org/curated/en/810621515444012541/pdf/\WPS8297 .pdf. ; anzilotti. Eillie. The

One Strategy That Could Finance The Whole Green New Deal, Fast Company (2019),

https://www.fastcompany.com/90364616/public-banking-can-finance-the-green-new-deal. g g|5ckwell. Rob

American Samoa Finally Gets a Public Bank. And U.S. States are Watching, American Banker (2018),
https://www.americanbanker.com/news/american-samoa-finally-gets-a-public-bank-and-us-states-are-

watching. ¢ gjackwell, Rob, American Samoa Finally Gets a Public Bank. And U.S. States are Watching,

American Banker (2018),
https://www.americanbanker.com/news/american-samoa-finally-gets-a-public-bank-and-us-states-are-
watching.
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Delaware, lllinois, Indiana, lowa, Maine, Maryland, Massachusetts, Michigan,
Minnesota, New Hampshire, New Jersey, New York, Ohio, Pennsylvania, Rhode
Island, Vermont, and Wisconsin. Though the discussion will be specific to issues facing
these 18 states, advocates for public banks in other states, municipalities, or regions of
the United States may also find helpful information in this report. In general, the
problems that public banks solve and the opportunities they offer are not specific to a
particular region or state. States can use the basic public bank framework outlined in
this report or other research and modify it as suits the needs of their community.

The report will have three sections. First, a background section covering case studies
of public banking and political opportunities in the NEMW states. Second, a
breakdown of how the creation of a public bank would solve problems facing these
states. Third, a set of recommendations for how these states should create a state
bank.

This report concludes that all 18 states should establish a public bank in the near
future. Though each state should pay attention to its particular circumstances, and
should adjust its banking model accordingly, some form of public banking can be
helpful to all of these states.

ll. Background on Public Banking

To layout the existing implementation of public banks, this chapter will look at a number
of case studies of public banks throughout the world. The chapter will then detail the
political opportunities for public banking in the Northeast-Midwest.

A. Case Studies

This section will begin with the Bank of North Dakota (BND), which is the paradigmatic
example of public banking in the US. But, just because the BND has achieved
substantial success and shares a common regulatory, political, and economic
environment with many NEMW states, it is not the only instructive approach to public
banking. The purpose of including two other case studies is to offer ideas for how to run
a public bank which are novel to an American context and reveal potential problems



facing public banks.

1. Bank of North Dakota

The State Legislature of North Dakota founded the BND in 1919."° Starting with just $2
million in capital, it was tasked with providing loans to local businesses and local
farmers."" Its responsibilities started to grow as the bank’s assets continued to
increase. The bank expanded beyond loans to farmers and businesses to serving a
banker’s bank function. In this role, the

° The BND Story, Bank of North Dakota (2019), https://thebndstory.nd.gov/. 11 BND-FAQ, Bank of

North Dakota (2013), 1, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf.
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bank strengthened local credit markets by providing needed services to community
banks. In 1945, the state of North Dakota took its first share of bank profits.' Since
then, the state has regularly earned income not only from interest on its deposits in
the bank, but also from its share of bank profits. Throughout the next half-century, the
bank has continued to expand its suite of programs to extend credit to farmers,
businesses, small banks, and the state.

The first key to understanding the BND model is to understand how the bank is related
to the state of North Dakota. The bank is chartered by the state.”® In the United States,
both states and the federal government can charter banks — they can give authorization
for banks to begin operations by incorporating the bank and specifying its rights under
the law. Second, the BND is set up as a DBA of the state." DBA stands for “Doing
Business As.” Businesses and other organizations often use a DBA setup to work under
an assumed or trade name. Registering a DBA allows an organization to conduct
financial transactions and legal activity under a second name of its choice. This means
that the BND being a DBA of the state is the same as saying that “North Dakota [is
doing] business as the Bank of North Dakota.”’” In other words, the bank is not only
owned by the state, it is the state. The state and the bank are the same entity, just one
that is operating under different names for business purposes.

This ownership model means that the bank and the state are intimately connected.
Because they are technically the same entity, bank officials have close relationships



with government officials. This close connection means more communication and
coordination between the state and the bank.

Perhaps most importantly, this ownership model avoids several legal issues that may
arise in the American regulatory framework. Had the bank been chartered by a federal
agency, this would have significantly impeded the ability of the bank to operate
according to the state’s wishes.'® The federal agency would be able to define the terms
of the charter, including its requirements for granting the charter. This also would have
placed the state’s banking activities under the jurisdiction of the federal agency.
Furthermore, if a federal charter was granted to a DBA bank, it would raise states’ rights
concerns because it would give a federal agency direct control over the state. Instead,
using the state charter ensures that the bank can be founded and operated according to
the state’s own banking rules and standards."”

2 BND-FAQ, Bank of North Dakota (2013), 1,
http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 13 Public Banking in America, Public

Banking Institute and Center for State Innovation (2011), 25,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 14 ppjic Banking

in America, Public Banking Institute and Center for State Innovation (2011), 12,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 15 ppjic Banking

in America, Public Banking Institute and Center for State Innovation (2011), 12,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 4 ppjic Banking

in America, Public Banking Institute and Center for State Innovation (2011), 27,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 17 pypjic Banking

in America, Public Banking Institute and Center for State Innovation (2011), 27,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3Kjz/view.
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Creating the bank as a DBA of the state also gives the bank greater access to credit,
especially early in its establishment. Because the bank is the state, the bank can count
state assets on its ledgers, which allows it to extend greater amounts of credit based
on those asset values. Most of these assets are not stored in the bank. Yet, the bank



is still be able to loan on the basis of these assets, even before it has had the
opportunity to build its own substantial capital base.

The BND’s ownership model is combined with a governance structure that defines the
high- level and long-term management of the institution. In 1919, the bank was created
alongside a State Industrial Commission, which was charged with running the bank.®
This commission is made up of three officials: the Governor, the Attorney General, and
the Agriculture Commissioner.' The Governor is the chair of this commission and each
member is elected every four years.?° The Industrial Commission appoints the bank
President and approves all senior Vice Presidents.?! Thus, these elected officials serve
an important role in overseeing the bank’s long-term operations. Crucially, as the only
popularly elected officials with involvement in the bank’s governance, these officials
ensure accountability and transparency in the bank’s operations; accountability
because these officials can certify that the bank continues to meet the needs of its
community and transparency because they oversee the operations of the bank.

The commission is assisted in its oversight of the bank by another board tasked with
reviewing the bank’s operations. In 1969, state statute established the Advisory Board
of Directors to assist the Industrial Commission in its important tasks.? The Industrial
Commission chooses this seven-member board within certain restrictions.?* The board
must have at least two members who are officers of banks whose majority stockholders
are North Dakota residents.?* Additionally, at least one member must be an officer of a
chartered financial institution. Along with these required appointments, the Governor
appoints a Chairman, Vice Chairman, and Secretary for the board. These board
members remain on the board for four years, which ensures that each new Industrial
Commission selects its own Advisory Board members.? Due to these requirements, the
Advisory Board has both sufficient expertise and the extensive local connections
needed to be the bank’s watchdog. As the board can understand the bank’s activities
and has its own connections to the communities that the bank is intended to serve,

'8 The BND Story, Bank of North Dakota (2019), https://thebndstory.nd.gov/. 19 Figart, Deborah, Exploring

a Public Bank for New Jersey: Economic Impact and Implementation Issues, Stockton University (2018),
11, https://stockton.edu/hughes-center/documents/2018-0326-exploring-a-public-bank-for-

new-jersey-economic-impact-and-implementation.pdf. 5o p,,p/ic Banking in America, Public Banking

Institute and Center for State Innovation (2011), 20,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3Kz/view. 51 ppjic Banking in



America, Public Banking Institute and Center for State Innovation (2011), 20,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSZzJSFsScADbSdI3K|z/view. 2 pnp-FAQ. Bank of

North Dakota (2013), 1, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 23 Hussam, Shareef,

Public Banking for Infrastructure Finance, Cornell University (2018), 2,

http://cms.mildredwarner.org/summaries/hussam2018. 4 Hussam. Shareef. Public Banking for

Infrastructure Finance, Cornell University (2018), 2,

http://cms.mildredwarner.org/summaries/hussam2018. ;5 ussam. Shareef. Public Banking for

Infrastructure Finance, Cornell University (2018), 2,
http://cms.mildredwarner.org/summaries/hussam2018.
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the board plays a key role in interpreting the bank’s actions for the commission. The
recommendations of the board regarding the long-term operations of the bank are a
crucial component of certifying that the commission can hold the bank accountable.?
These recommendations cover the bank’s management and internal policies and
procedures, as well as its services and outward-facing activities.?’

Together, the two boards provide the high-level oversight and governance of the bank.
This governance is maintained in an accountable and transparent way because of the
manner in which these two boards are organized relative to the bank. That is, the
boards are given both the access and the impetus to oversee the bank’s activities.
Because each new Industrial Commission appoints the Advisory Board, each board will
have the same views on the proper role of the bank as the commission members. This
aligns the incentives of the two boards and ensures that they work together to do what
is best for North Dakotans. Thus, these two boards work in tandem to ensure that the
bank’s mission is upheld.

On the other hand, the bank’s managers are given sufficient independence in their
day-to-day operations to avoid undue political influence. Though the Governor appoints
the President, their terms do not coincide and the appointments are non-partisan.
Almost all of the leadership is chosen from within the bank itself.?® As a result, the
appointments allow for the political independence of the bank managers.

The Executive Committee manages the bank’s day-to-day activities. This committee is
made up of seven members, including the President and various Vice-Presidents in



charge of different bank functions.?® As previously noted, the President is appointed
while the rest of the committee are selected by the President but are subject to
Industrial Commission approval. The full committee membership is: the President and
CEO, the Chief Business Development Officer, the Chief Credit Officer, the Chief
Administrative Officer, the Chief Technology and Operations Officer, the Chief Financial
Officer, and the Chief Risk Officer. Overall, the committee manages 168 BND
employees.*

The bank itself has a number of noteworthy operational processes. Principal among
these is its relationships with other financial institutions. Though the bank holds

deposits, it is not a member of the Federal Deposit Insurance Corporation (FDIC).*' As
a result, the FDIC does not insure the bank’s deposits. Instead, “North Dakota Century
Code 6-09-10 provides that all BND deposits are guaranteed by the full faith and credit
of the State of North Dakota.”*?

% pyplic Banking in America, Public Banking Institute and Center for State Innovation (2011), 20,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 7 The BND Story,
Bank of North Dakota (2019), https://thebndstory.nd.gov/. 28 Public Banking in America, Public
Banking Institute and Center for State Innovation (2011), 20,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3K|z/view. ,q BND-FAQ, Bank
of North Dakota (2013), 2, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 30
BND-FAQ, Bank of North Dakota (2013), 2,
http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 31 The BND Story, Bank of North
Dakota (2019), https://thebndstory.nd.gov/. 32 The BND Story, Bank of North Dakota (2019),

https://thebndstory.nd.gov/.
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Furthermore, the bank has an account with the Federal Reserve through its
relationship with the Minneapolis Federal Reserve Bank which allows it to clear
checks, deposit its excess cash, maintain its reserve requirement standards, and have

access to discount window borrowing.*

The bank also has established relationships with banks within North Dakota. The bank
has a close relationship with most of the community banks in North Dakota. Of the 94



separate banks in North Dakota, the BND has a working relationship with 85 of them.*

Finally, the bank has strict procedures in place to manage risk, liquidity, and its
portfolio of investments. As loans make up the largest proportion of its assets, the loan
approval process is particularly important to the operations of the bank. Additionally, a
rigorous loan approval process not only manages risk, liquidity, and diversity of
investments, but it also ensures that the bank receives adequate returns on its assets
and that it fulfills its mission to improve the North Dakotan economy.

The loan approval process begins when the bank receives an application for a potential
loan opportunity. Depending on the type of loan, this may come from the prospective
borrower or from a community bank. Regardless of where the loan application
originated from, an assigned loan officer handles it first.>> Loan appraisal begins with a
“scoring matrix,” which is part of the bank’s due diligence process.*® This system was
developed in partnership with the Department of Transportation, Department of Health,
and the North Dakota Public Finance Authority to assess the public need for the
proposed investment opportunity. After analysis and assessment of the loan
opportunity, including the risk associated with the investment, the requested loan
principal, the proposed interest rate charged, as well as the public benefits of the loan
opportunity, the loan officer must then prepare a report for the loan to be reviewed by a
higher authority.*

The loan officer has a legal lending limit over which he or she cannot approve loans.*®
Any loans above this limit move to a Loan Committee that is made up of major local
lenders. Should the loan be above the lending limit of this committee, the loan would be

considered by the Investment Committee, which is made up of senior bank managers.*
For the largest loans, ones that would commit substantial bank capital to a single
investment, both the Advisory

33 The BND Story, Bank of North Dakota (2019), https://thebndstory.nd.gov/. 34 Public

Banking in America, Public Banking Institute and Center for State Innovation (2011), 19,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 35 pypjic

Banking in America, Public Banking Institute and Center for State Innovation (2011), 18,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3K|z/view. g4

Hussam, Shareef, Public Banking for Infrastructure Finance, Cornell University (2018), 3,

http://cms.mildredwarner.org/summaries/hussam2018. 5; p,,p/ic Banking in America



Public Banking Institute and Center for State Innovation (2011), 18,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 35 pypjic

Banking in America, Public Banking Institute and Center for State Innovation (2011), 18,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 39 ppjic

Banking in America, Public Banking Institute and Center for State Innovation (2011), 18,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3K|z/view.
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Board and the Industrial Commission review the loan opportunity. Thus, the loan
process gives attention to loans on the basis of their capital commitment, and ensures
that the most substantial investments are the least risky. This is because these loans
must be accepted by an increasing number of officers, with increasing amounts of
experience and expertise in the financial system. The largest loans must not only be
accepted by a loan officer, as well as senior bank officials and major local lenders, but
also by the top of the bank’s hierarchy.

Thus, risk minimization and prioritization of public impact are integrated into the bank’s
loan approval process. This is also apparent in the scoring matrix system and the fact
that many of the approvers of the loans have a vested interest in the performance of the
North Dakotan economy. Not only are the approvers of loans all residents of North
Dakota, but many of them are also placed within roles that rely on the economic health
of North Dakota, such as the major local lenders and the politicians of the Industrial
Commission. This incentivizes these individuals to be expressly careful about approving

loans that do not meet the bank’s strict loan underwriting standards.*°

So the bank has strong management of risk on the micro-level-- at the level of approval
of individual loans-- but also on the macro-level. Macro-level management of risk
includes maintaining loan loss reserves — excess cash reserves held to account for
losses from loan defaults. The BND’s Asset Liability Committee constantly monitors
these reserves to ensure they are sufficient to cover expected losses, and in 2010 they
were 1.79%, less than the average for similarly sized banks of 2.03%.*' This indicates
that the BND has fewer losses on loans than comparable financial institutions. The BND
also keeps strict capital requirements. It maintains its capital ratios at 8 to 10% for all
levels of capital.*’ Its standards are higher than the Federal Reserve standards and thus
are safer than most other banks.* As a result of these strict capital ratio controls, the



bank has an A-plus long-term rating from Standard and Poor’s.**

Additionally, the bank has an independent department that reviews credit risks on

all investments and with all potential financial partners.*® This review process
creates an extra

40 Judd, Jason; McGhee, Heather, Banking on America: How Main Street Partnership Banks Can

Improve Local Economies, Demos (2011), 12,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 41 j,4d. Jason:

McGhee, Heather, Banking on America: How Main Street Partnership Banks Can Improve Local
Economies, Demos (2011), 12,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 4, j,4d. Jason:

McGhee, Heather, Banking on America: How Main Street Partnership Banks Can Improve Local
Economies, Demos (2011), 12,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 43 j,dqd. Jason:

McGhee, Heather, Banking on America: How Main Street Partnership Banks Can Improve Local
Economies, Demos (2011), 12,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 44 p,pjic

Banking in America, Public Banking Institute and Center for State Innovation (2011), 21,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. 45 judd. Jason:

McGhee, Heather, Banking on America: How Main Street Partnership Banks Can Improve Local
Economies, Demos (2011), 12,
https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf.
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layer of due diligence in investment operations. Overall portfolio risk is managed by
standards that prohibit above-average risk loans—loans that offer below-market
interest rates—and other riskier bank activities.

Lastly, the bank subjects itself to regular auditing both externally and internally to
manage its risk position. The BND is annually audited by a CPA firm.*® This firm publicly
presents its findings each year.*’ Additionally, the North Dakota Department of Financial
Institutions audits the bank every other year and the bank has its own internal audit



department that performs regular checkups on the bank’s position.*®

This operational model minimizes risks relative to rewards by only engaging in
investments which promise relatively certain public benefits for North Dakota and
private returns for the bank. And, it succeeds by granting the bank’s managers
sufficient autonomy from political influence on bank decisions.

The bank conducts its financial activities using deposits as the reserves with which it
creates loans. These deposits, uniquely, come mainly from the state. Instead of
depositing its revenues in large private commercial banks, the state of North Dakota

puts these funds within the BND.*® Specifically, this is limited to all state funds. So, state
taxes and collected fees, and the funds of all state institutions are deposited within the

BND.*° But, trusts managed by the state, such as pension funds, are not. The deposits
of the bank are the state’s revenue that will be held as deposits until the state spends it
on expenses like contracts, procurement, and payroll.

The original bill, which created the BND in 1919, mandated that all public funds were to

be deposited in the bank.®" But, a revised measure in 1921 allowed political
subdivisions of the state, but not the state itself or its institutions, to deposit their funds

elsewhere.* Still, the BND does take deposits from non-state actors. As a part of its
original legislation, the bank cannot pay different interest rates on deposits from the

state versus non-state depositors.”®
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These non-state deposits have typically made up only around 10 to 20% of the bank’s
deposits.>* Most of non-state deposits come from municipal and county governments
from within the state as well as local businesses and non-profit organizations.*® While
individuals may also deposit their funds in the bank, these make up only 2% of the
bank’s total deposits.*®

As mentioned earlier, these deposits go on the bank’s ledger. The deposits function as
reserves that allow the bank to create loans. As such, the deposits allow the bank to
maintain its strictly controlled capital and reserve ratios. With the majority of its
deposits coming from the state, the bank has a unique benefit not afforded to private
banks. That is, the BND knows that a maijority of its deposits will not be withdrawn.
Additionally, it knows when it should expect withdrawals from the state. This allows it
not only to manage its liquidity so that there are always sufficient reserves for the
state’s expenses, but also to manage its loan portfolio so that it will not be adversely
impacted by deposit withdrawals. This means that the BND has substantial freedom to
extend credit in pursuit of its mission, a freedom that allows the BND to engage in a
variety of different activities to improve the North Dakotan economy.

The primary role that the BND inhabits through its loan activities is that of a bankers’
bank. That is, the BND provides a number of services to community banks within North
Dakota. In fact, the BND charter states that it must support, and not compete with, local

banks.®’

The most substantial way in which the BND helps local banks is through partnership
loans. The BND does not do most of its lending directly.>® Instead, it works with other
financial institutions to provide funding for investments in a way that aids both the state
economy and local financial institutions. Local banks, including community banks and
credit unions, often have trouble providing capital for loan applicants. These banks tend
to be small and lack the reserves needed to provide extensive loans while also



satisfying Federal Reserve requirements. As a result, these smaller banks try to make
joint loans with larger financial institutions. The larger institution will split the loan
amount in exchange for a part of the returns, while the small bank will maintain its
relationship with the loan applicant and handle the servicing of the loan.*® In many
cases, the larger institutions that smaller banks must turn to are bigger private banks. In
these cases, the bigger bank can use its participation in the loan to get information on
the loan applicant and, if the potential borrower is a good risk, use this to attract their
future business. As a result, “community bankers routinely complain that participation
loan deals with, say, Wells Fargo or

5 Washington State Bank Analysis, Center for State Innovation (2010), 2,
http://leg.wa.gov/JointCommittees/Archive/IFTF/Documents/2011Aug22/CSl-Analysis.pdf. 5

Washington State Bank Analysis, Center for State Innovation (2010), 2,
http://leg.wa.gov/JointCommittees/Archive/IF TF/Documents/2011Aug22/CSl-Analysis.pdf. g
Washington State Bank Analysis, Center for State Innovation (2010), 2,
http://leg.wa.gov/JointCommittees/Archive/IFTF/Documents/2011Aug22/CSl-Analysis.pdf. 57 j,,q4

Jason; McGhee, Heather, Banking on America: How Main Street Partnership Banks Can Improve

Local Economies, Demos (2011), 6,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 54 BND-FAQ

Bank of North Dakota (2013), 3, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 59
BND-FAQ, Bank of North Dakota (2013), 3,

http://library.nd.gov/statedocs/BND/BankofND20101101.pdf.

1

3
Bank of America, turn into lost business.”® The BND fills the large institution role in
North Dakota by being a willing partnership lender which does not compete with
these banks, but instead provides additional credit to both increase overall
investment in the state and the strength of these local banks.

The bank engages in a number of other activities designed to increase the lending
capacities of small banks as well. This includes purchasing loans from community bank
portfolios to free up capital for additional investments.®' The bank also engages in
direct bank stock lending to smaller banks. This involves purchases of community bank



stock and securities to allow smaller banks to expand their own lending activity.®?

Furthermore, the bank uses its discount window borrowing authority to provide credit at
cheaper interest rates to banks. The discount window allows the BND to borrow directly
from the Federal Reserve at lower than market rates.®® Another avenue for increasing
small banks’ liquidity and lending capacity employed by the BND is letters of credit. A
letter of credit serves as a guarantee from the BND on behalf of the smaller bank that it
will cover any funds missing in a financial transaction. As such, smaller banks can
replace their securities with letters of credit from the BND, which allows them to make
more loans.®* This is essential for smaller community banks because to take many
public deposits they need to hold securities. Instead of buying securities, these banks
can use low-interest BND letters of credit “to pledge for the deposit” and use the funds
they’ve saved to invest in the community.®®

Finally, the bank offers a variety of services to smaller North Dakota banks. In
particular, the bank has an automated clearing house system which smaller banks
can use, it offers check clearing, it allows smaller banks to use its account at the
Federal Reserve, and it provides currency to smaller banks that need physical

coinage.®®

While bankers’ bank activities improve local credit markets the BND also engages in
more directly developmental activities. Many of the partnership loans the bank
participates in have a developmental focus. These loans are made to local community
members, usually to local businesses or local governments, and they represent a
substantial investment in the state’s

80 Judd, Jason; McGhee, Heather, Banking on America: How Main Street Partnership Banks Can

Improve Local Economies, Demos (2011), 10,

https://www.demos.org/sites/default/files/publications/Demos_NationalBankPaper.pdf. 4, Washington

State Bank Analysis, Center for State Innovation (2010), 3,
http://leg.wa.gov/JointCommittees/Archive/IF TF/Documents/2011Aug22/CSl-Analysis.pdf.

Washington State Bank Analysis, Center for State Innovation (2010), 12,
http://leg.wa.gov/JointCommittees/Archive/IFTF/Documents/2011Aug22/CSI-Analysis.pdf. g3 p,pjic

Banking in America, Public Banking Institute and Center for State Innovation (2011), 20,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. g4 ppjic Banking in



America, Public Banking Institute and Center for State Innovation (2011), 20,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADbSdI3K|z/view. ¢5 pypjic Banking in

America, Public Banking Institute and Center for State Innovation (2011), 21,

https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3K|z/view. g BND-FAQ, Bank

of North Dakota (2013), 8, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf.

1

4
economy.®” Many of the loans that the bank offers come through its programs
targeted at farmers, small businesses, or development projects. Across these 18
different programs, the bank offers favorable-rate loans for particular purposes, from
improving community water quality to funding small business capital expansion and
helping farms diversify their income streams.®® Some of these programs also offer
interest rate buy-downs to reduce borrowing costs for projects that would benefit the
public.%®

One illustrative program is the BND’s Infrastructure Loan Fund, started in 2015.”° The
fund invests in water treatment plants, sewers, and transportation infrastructure.”! With
$150 million in start-up capitalization, the fund promises to build essential infrastructure
in the state through affordable loans. The fund requires that applicants seek out other
sources of funding first, but can provide supplementary funding for publicly important
opportunities.”? The maximum loan size is $15 million and interest charged on loans is
limited to a 2% fixed rate.” This rate is about 1% lower than what cities like Grand
Forks could obtain for a similar loan from private banks.”* Grand Forks, however, was
able to get this lower rate through the Infrastructure Fund. Additionally, the city saved
money through the program because of the flexibility of when interest rate payments
were activated for different components of the loan funding. Moreover, the BND aided
the city with bond issuance, lowering its costs for taking out the loan.” Overall, the loan
program lowered infrastructure investment costs substantially for Grand Forks and
promises to do so for many other cities. The fund represents a concerted effort by the
BND to provide affordable credit to improve important developmental factors in the
state.

The bank does also provide some consumer lending programs. Specifically, it is
engaged in two consumer-related activities: residential and student loans. The bank
participates in a secondary market for mortgages, ensuring that there is demand for



mortgages granted by smaller banks.”® This makes banks more willing to create
mortgages and to offer favorable terms to households hoping to purchase residential

property.”” The bank both helps to service and provides direct

87 BND-FAQ, Bank of North Dakota (2013), 3,
http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 68 BND-FAQ, Bank of North Dakota
(2013), 4, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 6 BND-FAQ, Bank of North
Dakota (2013), 5, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 70 Hussam, Shareef,
Public Banking for Infrastructure Finance, Cornell University (2018), 2,

http://cms.mildredwarner.org/summaries/hussam2018. 74 yussam. Shareef. Public Banking for

Infrastructure Finance, Cornell University (2018), 2,

http://cms.mildredwarner.org/summaries/hussam2018. 7, gnpD Infrastructure Loan Fund. Bank of

North Dakota (2019), https://bnd.nd.gov/infrastructure/bnd-
infrastructure-loan-fund/#1443041252788-d3b587b4-c196. 75 gND Infrastructure Loan Fund. Bank

of North Dakota (2019), https://bnd.nd.gov/infrastructure/bnd-
infrastructure-loan-fund/#1443041252788-d3b587b4-c196. 74 Hussam. Shareef. Public Banking for

Infrastructure Finance, Cornell University (2018), 3,

http://cms.mildredwarner.org/summaries/hussam2018. 75 yussam. Shareef. Public Banking for

Infrastructure Finance, Cornell University (2018), 3,

http://cms.mildredwarner.org/summaries/hussam2018. ;4 BND-FAQ, Bank of North Dakota (2013)

8, http://library.nd.gov/statedocs/BND/BankofND20101101.pdf. 77 Washington State Bank Analysis,

Center for State Innovation (2010), 3,
http://leg.wa.gov/JointCommittees/Archive/IFTF/Documents/2011Aug22/CSl-Analysis.pdf.

1
5

loans to students attending school in North Dakota.”® These loans offer post-secondary
students in North Dakota favorable rates that make higher education more widely

accessible.”®

The bank has extensive involvement with both the state and municipal governments.



In this role, the bank provides direct aid to these governments. The most important
benefit that the state receives directly from the bank is dividends from the bank’s
annual profits. These profits are often quite substantial. The bank usually contributes

around half of its profits to the state general fund each year.?’ This has translated to
around $30 million a year over the past 15 years.?! In 2009, the bank counted $58
million in profits.®? Since 1945, when the bank began returning part of its profits back
to the state, the BND has returned over a billion dollars to the state.®

Nor does the bank make these profits by paying the state very low interest rates on its
deposits. Indeed, the BND pays the state treasury a market-average rate for its

deposits.®* For example, in 2010 the state received $23.4 million from interest payments

on deposits.®® When combined with the profits dividend the state received from the bank
that year, the state’s return per dollar deposited dwarfed nearby Washington’s, which
deposited all of its funds in private banks. While Washington received 2.53 cents per

dollar deposited, North Dakota received 5.28 cents per dollar deposited.®®

When the state receives a profit dividend is highly flexible. The Industrial Commission
as well as bank leaders, who negotiate with state legislators on the final dollar amount

returned, determine the amount that is returned to the state.®” This flexibility allows the
state to draw on
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bank profits in times of need, but it can also reinvest these profits back into bank
capital in economic boom times. Recapitalization of profits multiplies the impact of the
bank by allowing it to further increase its lending activities.

The bank does more than return profits to the state in times of fiscal need. It has also
repeatedly helped the state manage its finances during economic downturns. After the
burst of the dot-com bubble, the BND paid a one-time dividend to the state to close a

$40 million budget deficit.22 The bank’s activities during the Great Recession also
ensured that local financial markets remained stable, with no banks closing in North

Dakota during this time.®? The bank can even lend money to the state at an interest rate
set by the Industrial Commission in the midst of economic crises.*

The bank also provides helpful services to municipal governments to aid them in their
public investments. First, the BND provides counsel to municipalities that helps them

obtain capital at cheaper rates than they would otherwise.®! Over its lifetime it has

helped with 225 municipal debt issues.®? Second, as highlighted by the Infrastructure
Loan Fund discussed above, the bank provides some direct and low-interest
investment in important public investments. Finally, the bank’s Trust Department offers

Corporate Trust services to the state and its subdivisions.? Currently, the bank is a
trustee for 52 municipal issues.*

The bank’s 2018 financial records show the scale of its activities. In 2018, the bank had



a record annual profit of $159 million.*® Its assets totaled over $7 billion while it held
$4.77 billion in deposits.®® The BND had nearly $2 billion in its investment portfolio and
$4.584 billion in loans.®” Of these loans, 14.5% focused on agriculture, 44.5% on
business, 15.2% for residential loans, and 25.8% in student loans.*®

While causality in macroeconomic measurements is difficult to determine, North
Dakota has consistently outperformed comparable states on key economic
indicators where the bank’s
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activities should be most effective. As such, it is very likely that the bank has



caused these benefits in the local economy.

9
9

Above is a graph of North Dakota’s Real Gross Domestic Product from 2000 to 2018.
Real GDP is GDP adjusted for inflation, so all growth on this graph represents
increases in productive economic activity. The data is represented in terms of millions of
dollars. The North Dakotan economy’s productive activity doubled in less than two
decades. Notice the activity in the early 2000’s and from 2008 to 2010. These were
periods of severe economic and financial crisis in the US, the first from the bursting of
the dot-com bubble, the second from the Great Recession. Yet, in both of these periods
of economic downturn North Dakota continued to grow. But the period of the most
growth is from 2011 to 2014, during which time North Dakota’s oil production boomed.
This extra oil income may have provided a majority of these benefits instead of the
BND. So, to understand the influence of the BND on the economy, it will be helpful to
look at some indicators where it would have had a more direct impact.
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These indicators shows that the BND has made loans towards development, even in
the midst of crisis, while also maintaining the strength of local community banks and the
competitiveness of local credit markets. As a result, North Dakota’s banking system is
stronger than its neighboring states’. This influence illustrates the positive impact of the
BND on North Dakotan’s lives.

Even from 2007 to 2009, the BND’s business lending increased by 35%.'% Despite
increased lending under risky economic circumstances, the BND had loan losses lower
than the national average for similar sized banks.'®' The countercyclical loan activity
bolstered local community banks and lending throughout the state. As a result, in the
five years following the end of the crisis, North Dakota’s loan amounts per capita were
175% higher than the US average.'® During this same period, North Dakota’s banks
have maintained higher loan-to-asset ratios than neighboring states with similar
economies such as Wyoming, South Dakota, and Montana.'® A loan to asset ratio
measures what percentage of a bank’s assets are in loans and as such is a measure of
how much of the bank’s assets are committed to productive investments. This “key
measure of direct economic impact” remained high in North Dakota due to the BND’s
countercyclical efforts, as these ratios dropped in North Dakota banks 33% to 45% less
than banks in comparable states.'™
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The above chart further underlines the way in which the BND helped the North Dakotan
economy through maintaining the health of its financial system. Two observations are of
note in the above data representing loans per capita by community banks for North
Dakota, neighboring states, and the US at large. First, North Dakotan community
banks’ loans per capita were already higher than all other measures before the financial
crisis. Second, though there was a downturn in 2009, North Dakotan community banks
rebounded in their loan activity much more quickly and to a much greater degree than
other banks. While loans continued to decrease from 2009 to 2010 in all neighboring
states and on average in the United States, they
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not only increased during this same period in North Dakota, but also increased close
to 2008 levels. Clearly, the BND had a positive impact on maintaining financial
investment in North Dakota, even during a financial crisis and its aftermath.

The bank has also, due to its long history of supporting smaller banks, maintained
competition in local credit markets. This competitiveness is important because it means
that financial markets will yield the best outcomes for consumers of financial
products—for all loan applicants from businesses to consumers and governments to
private investors. In standard economic theory, the markets which operate the most
efficiently, which provide the best price to consumers while supplying the optimal
quantity of products to “clear” the market at this price, are the ones where each firm
controls only a small share of the market and firms are numerous. These conditions
lead firms to compete with each other to win customers, which drives prices down and
forces firms to find the most efficient production methods. The same is true of finance;
competitive financial markets mean lower interest rates for borrowers, as well as better
services to borrowers and forces financial firms to find better ways of assessing
investment opportunities. This, in turn, means more investment in good projects as well
as more investment overall, making it so that the local economy continues to grow as
investments yield growing enterprises and greater economic activity. So, maintaining a
competitive financial market is an important way in which the BND improves local
economic conditions.

And it clearly achieves this goal. The small state of North Dakota has more community
banks than Hawaii, Maine, and New Hampshire combined.'® These states, together,
have more than six times as many residents as North Dakota. No bank has an
overwhelming share of the market either. The largest bank in the state has only 10% of
consumer deposits and the two biggest out-of-state banks, Wells Fargo and U.S. Bank,
have seen decreasing market shares since 2007.'%" As the below graph indicates, North
Dakota has far more banks per 100,000 people than its closest neighbors. Additionally,
it has nearly 6 times more banks per capita than the US average. As a result, the BND
has helped North Dakota maintain a financial market that meets the perfectly



competitive standards of small and copious banks.
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In light of these strong financial indicators, it is likely that the economic gains
experienced by North Dakota can be attributed in large part to the BND’s activities. This
case study has attempted to show how the BND’s ownership, governance, operations,
and activities have combined to produce these beneficial results. The BND sets a
precedent for other American states seeking a public banking model, not only because
it shares a common country with these states, but because it has achieved strong
results for an extended period of time.
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2. Sparkassen

The first major difference between Germany’s public banking model and the BND
model is in the number of banks. While the BND is the only public bank in North
Dakota, Germany has an entire network of public banks. These banks are separate
institutions and are not connected except by their voluntary association with each
other. This voluntary association, however, is very important to these banks and has
played a central role in their success in Germany. All public banks are members of the
German Savings Bank Association or Deutscher Sparkassen- und Giroverband
(DSGV). The DSGV is made up of 580 member institutions, all public financial
institutions, and operates as the decentralized network that unifies the public banking

system in Germany.'%

At the core of the group is its Sparkassen or Savings Banks. These banks make up the
German Savings Banks Finance Group (Sparkassen-Finanzegruppe) that is a major
subset of the DSGV. There are 413 Savings Banks in Germany, with almost 14500
branches across the country."'® There are also 7 Landesbanken, which are regional
banks."" These banks represent the German Lander or states in the federated system.
Additionally, the DSGV contains a number of smaller public financial institutions that
specialize in specific areas, such as real estate, leasing, and equity investment.'"2

The Sparkassen and Landsbanken are the most important banks in the DSGV.
Independent communities first founded Sparkassen in the 19th century to store their

savings.'"® But, by the beginning of the 20" century, the banks had expanded to offer
a full set of retail banking services."* In 1909 with the creation of cashless payments,

the Landesbanken began to work with the savings banks."'® The Landesbanken have
since developed into wholesale banks, similar to larger private banks, which also
provide important services to the savings banks and handle complex financial



activities.'"®
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Public banks in Germany occupy a special legal status, which determines their
ownership. Technically, the banks are not owned by any organization. They are
incorporated under law as public institutions.""” This means that they are not subject to
private interests, but they are also insulated from political pressures. The banks
maintain a degree of autonomy from ownership pressures to operate contrary to their
mission. Additionally, the banks have no shares available for purchase. Local
governments cannot sell the banks when desired."'® The banks are stable public
institutions; ones that are not threatened by privatization due to political sentiment or
financial need on a local level.



Like with a DBA of the state, the public banks exist as legally public entities that cannot
be sold to private interests. But, unlike the BND, these banks have a greater degree of
separation from their local government, at least as it concerns ownership of the bank.

Instead of owning these banks, local public authorities serve as the “responsible public
bodies” of the banks.""® That is, local governments, or municipal special purpose
associations of these local governments, govern the bank.'® This is referred to as a
municipal or public trusteeship and allows local governments or authorities to jointly run

the banks.'®' Thus, the German system of establishing public banks as legally
independent institutions guarantees that the local population controls the bank not

through ownership, but through governance.'?

As such, the governance of these banks is paramount to understanding their impact on
local communities. There are strict rules surrounding savings bank governance
designed to increase the public accountability of the banks. To start, the Sparkassen all
operate on a “regional principle” which limits them to operating only in the region in
which they are based."® This limit is established in the law incorporating the banks as
public institutions.'®* Moreover, the banks are required by law to “operate under a public
mandate.”'® The public mandate requires that the banks work in the interests of the
public by promoting the public good. This includes: providing non-discriminatory
services, emphasizing loans to small businesses, increasing
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competition in local financial markets, promoting savings amongst the populace, and
sponsoring socially-beneficially programs.’?® Thus, these banks work to improve
conditions in their home regions."®” This constitutes the primary mission of these
banks. Indeed, the banks are governed by the Sparkassengesetz, or savings bank
laws of the state they are located in."?® These are the laws which specify the public
mandate for savings banks as well as the ways in which the banks must fulfill this
mandate.'?°

Both the regional principle and the public mandate are reinforced by how high-level
bank managers are selected. The managing municipal or public trusteeship is
composed of representatives from the region as well as the local parliament.”® This
high-level management is called the supervisory board."" It is composed of the local
populace, who also are the bank’s customers, as well as bank employees, and local
elected officials.'®? It hires and fires the managers of the bank, known as the
management board, can determine payment for bank employees, and decides upon
any important changes to the bank."*®* The head of the locality usually holds the
chairman of the supervisory board, which is often a local mayor.'®*

The supervisory board plays a central role in ensuring that a savings bank carries out
its public mandate to its region. This is so because it is composed of individuals with a
direct interest in the fulfillment of the bank’s mission. That is, both local politicians and
the public have a desire for the bank to serve the region well. Additionally, the inclusion
of bank employees on the board ensures that the bank is operated fairly and efficiently.
Demands for public benefits from the public representatives are weighed against the
perspective of bank insiders who have a better sense of how the bank operates and
how changes to the bank may impact operations.

Banking professionals populate the management board."® Additionally, at least two



of the members of the board must be licensed to work as bankers, although this
usually applies to
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more members of the board than the minimum requirement.'® Every savings bank has
a management board and each management board handles the day-to-day business

of the bank."™’ Furthermore, the management board must report to the supervisory
board on important issues."*® As a result, bankers with experience run the day-to-day
operations of the bank while representatives of the public handle the overall direction
and governance of the institution. In this sense, the governance and operations of
the Sparkassen are similar to the BND.



Another commonality between the Sparkassen and the BND is the local economic
development focus of the banks. The Sparkassen are barred from conducting financial
activities in more lucrative areas. That is, the banks are restricted to the local region
where they are located. This means that they have a strong and long-term commitment
to the health of the home region. And this intense focus on a singular region translates
into more detailed knowledge of their customers, which leads to better risk
management, as well as more stable lending patterns in local financial markets.'°
Banks have the time and the impetus to know their local market well. As a result, they
have an “incentive for Savings Banks to operate very close to market, balance risks
carefully and take a long-term perspective with their clients and the community as a
whole.”'" And this extended local interaction gives these banks the opportunity to finely
craft services and financial products to their region’s needs. This improves the
efficiency of Sparkassen investments relative to ready-made financial services from
large private banks. A decentralized approach to banking emphasizes local conditions
over broad market reach. Much like the BND, the Sparkassen emphasize local
economic development by putting local assets to work as investments in local
economies, preventing capital outflow from poorer areas and increasing the level of
local economic activity.'*? Savings banks also help their municipalities pursue economic
and social development not only by reinvesting in the community but also by supporting
regional policies and sponsoring important cultural works.'*®

The savings banks have extensive interactions with the larger DSGV organization.
Though the DSGV plays an important role in the operations of these banks, it does not
do so at the expense
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of local autonomy. Local savings banks, their supervisory boards, and especially their
managerial boards, have the final say on most operations of the bank and how they
run the day-to-day business of the bank. This includes deciding upon the transactions
that they will undertake and the amount of risk that they will take on."* Individual banks
can choose to take on riskier or more conservative asset positions.'*® As such, there
can be substantial variation in how the savings banks conduct their business.

Still, the banks through the DSGV have created strong safety measures and monitoring
tools to ensure that each bank performs well.'*® The banks use a common framework
for mutual support. For example, the banks insure each other through a Joint Liability
Scheme, which can provide funds to banks in bad financial positions.™’ The
Sparkassen also impose their own regional or national monitoring systems in which the
DSGV monitors and audits individual banks.*® This is self-governed monitoring, a
process that is internal to the DSGV but external to the individual bank. As such, the
DSGV and its monitoring arm is in a position to honestly and aggressively check
individual member banks’ activities. The DSGV as well as regional associations of
Sparkassen create and use the monitoring tools, but they do so with input from the
member banks.'*® There are a number of benefits to this federated system. First, there
are uniform and effective standards across the entire group but they are formulated
based on the knowledge and expertise of the savings banks."*® The banks follow strict
standards, but these standards are self-designed and imposed. Underwriting and risk
standards are universal across the group.’' Member banks cannot take on undue risk
in any one transaction—nhigher risk that is not balanced by a sufficiently higher potential
reward-- and they are even prohibited by law from engaging in certain high-risk
financial transactions.'® The banks in the group also pool their data from transactions
and use this national-level dataset to perform better within the standards set by the



DSGV." They also insure individual banks from risk by mutually
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guaranteeing each other’s security.’ Finally, they receive the benefits of specialized
DSGYV services, so that local banks can focus on local issues while the group’s
experts can focus on larger or more technical projects.'®® For instance, the DSGV
achieves economies of scale in IT and back-office services, in addition to product
development, regulatory compliance, and employee training while the Sparkassen



focus on local lending and economic development.’*® So, banks and the DSGV
coordinate to their mutual benefit. Indeed, one reason for the DSGV’s strong credit

ratings is “the high level of co-operation within the Savings Banks Finance Group.”"’

The Sparkassen are engaged in retail banking. Retail business is the main source of
revenues for the Sparkassen.*® These earnings also account for their capital base as

they do not sell stocks and do not receive funding from local governments."® Their
business model is simple. They hold deposits and use these deposits to make

non-securitized loans to private individuals and small businesses.'® They use the
earnings from these loans to invest in other socially beneficial projects or to hold as

capital.'®" Capital is the basis of their contingency funds, which they hold to cover
losses from loan repayment failures.'®?

The savings banks rely on deposits to back investments in their local communities.
Most of these deposits come from private individuals or organizations. While they do
receive deposits from local governments, they are the primary bank for half of all
German consumers, have 94 million accounts in total, and are the main bank for 40%

of all German businesses.'®® This is an area where they clearly differ from the BND;
whereas the BND mainly relies on deposits from public entities, the Sparkassen hold
mainly private deposits.
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The banks stake out diversified portfolios in their local financial markets by engaging in
a wide array of lending activities.'®* They loan to both private consumers and
businesses in markets as diverse as manufacturing and technology to residential loans.
When making loans the banks seek low to moderate risk.'®® As they do not have to
follow a demand to maximize profits, and they deal in simple financial instruments, they
are usually unwilling to take on high-risk investments. Instead, they focus on loans that
promise to help the borrower and the home region economically. As a result of their
diversified portfolio and carefully controlled risk positions, the banks tend to have stable
revenue growth year to year.'®® This growth has accumulated over time to the point
where, now, the Sparkassen and Landesbanken combine to have a balance sheet of
€2.7 trillion, €700 million more than Deutsche Bank.'®’

To understand the basis of the Sparkassen’s success, one must understand their
rigorous loan approval process. This process has allowed them to become the
premiere consumer banks in Germany.

It starts with an interaction between the prospective borrower and the savings bank.
Because savings banks have deep roots in their local communities, borrowers often
have a preexisting relationship with the bank. This allows the bank to incorporate “soft
facts"—information that might not be captured in a firm’s balance sheet—into their
approval process. Regardless of the relationship between the borrower and the bank,
every loan approval begins with significant statistical analysis of the borrower’s data.



The DSGV collects and sends its members information on companies in many
industrial sectors that are further subdivided by business size and geographical

region."®® For each of the 75 sectors covered, there are thousands of accounts that
have been analyzed to provide a useful comparison between the prospective borrower
and sector averages in its region and for its size."® This information is used to create
key performance indicators that serve as a reference point for evaluating the
borrower.'° The borrower is judged not only on its own financial health, but also by
how it performs relative to other similarly situated firms."""
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Using further statistical analysis, the prospective borrower is given a rating that
represents the chance that of a loan default.'? The rating incorporates the quantitative
data of the firm’s balance sheet, as well as its performance relative to peer institutions,
and qualitative information along with other credit ratings."”® The rating is used to set
the interest rate of the loan and other factors which signal the risk the bank sees in



extending the loan to the borrower.'"

The financial information of the firm and its comparison data are used to score the firm.
These scores are then weighted according to their relative importance in determining
the riskiness of the loan. The scores are multiplied by the weights to generate final
weighted values which are used to generate the firm’s overall quantitative component
score. There is a similar process with the qualitative component. The bank assesses
the business’s management, planning and control, markets and products, and value
added chains using a scoring rubric for each section to generate a qualitative
component score.'”® The quantitative and qualitative scores are combined. Next,
external credit ratings and past history with the company can be included to adjust this
combined score upwards or downwards.'’® After adjustment, or non-adjustment, the
bank uses this final score along with the details of the proposed loan to make a final
application decision."””

Whether the loan is approved or rejected, the savings bank uses the process to aid the
business in continuing to grow. The bank provides each loan applicant with a full report
of the loan appraisal that includes the bank’s opinion of the strengths and the
weaknesses of the business."”® This analysis is combined with recommendations for
improvements.'”® This underlines the bank’s commitment to economic development and
helps to deliver on the bank’s mission. As most of the bank’s loan customers are small
and medium enterprises (SMEs), by providing extensive analysis and recommendations
on how to succeed in growing their business, the bank is providing a service that can
boost growth throughout its economic region. The savings banks improve the health of
local businesses even if they don’t extend credit to
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these businesses. Furthermore, they make it more likely that firms that are rejected for
a loan will be accepted for a loan in the future. Instead of a flat-out rejection, which
does not tell the firm ways it can improve and expand its financial position, the
Sparkassen give firms paths for improvement and the chance to receive loans in the
future by improving its business performance.

The banks also help businesses in the long-term. They often work with SMEs in their
home region over the course of their entire business lifecycle.'® This includes €1.3

billion invested in over 10,000 startups annually."' Banks are also there to provide
credit while businesses are growing, with over €81 billion in new loans to enterprises

in 2015."®2 More than 80% of the Sparkassen’s loans to firms are medium or

long-term.'®® This frees businesses from immediate financial pressures and allows
them to plan for the future.

The Sparkassen are the main supporters of SMEs in Germany. They account for 70%
of SME financing and 42% of all business financing.'® In 2014, the savings banks did



over €1 trillion in business.'® Indeed, the quantity of these loans nearly doubled from

2004 to 2011 moving from €36 billion to €67 billion in just seven years."® The import of
their economic role is underlined by the fact that 99% of German businesses have

annual revenues below €10 million."®” These smaller firms are not targets for private

finance capital because they do not offer the highest returns.'® The savings banks take
the place of larger banks by providing affordable financing with closely tailored services
and terms to meet SMEs needs.

The Sparkassen’s lending, in particular, has been central to Germany’s strong
economic growth and development in the wake of the financial crisis. Even as the
German economy shrank by 5% in 2009, the savings banks increased their loans to

businesses each year from 2009 to 2015.'® Countercyclical lending sped up the
German recovery and allowed businesses to survive the
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economic downturn. For instance, German manufacturing output, though it fell
dramatically from middle-2008 to middle-2009, returned to pre-crisis levels by
middle-2010." Thus, one of Germany’s most important industries rebounded in less
than a year from the end of the crisis, while many other countries recovered slowly.
Furthermore, the number of loans extended to business start-ups by the Sparkassen,
though it fell in 2008, increased in 2009 and returned to pre-crisis levels by 2010.

Finally, the Sparkassen provide a direct benefit to local governments. The local
government taxes them because they are defined as local companies.'® These
revenues provide extra funds that local governments can use to pursue their own
development strategies or policies.

However, the Sparkassen do earn lower profits than private banks. They tend to favor
safer investments, with stable returns and modest profits. Thus, German banking
profits are lower in comparison to other countries’ banks.'®* But, German banks are
comparatively efficient; they are just not as profit-oriented.®* Instead of accumulating
efficiency gains as increased profits, German banks pass these onto their customers,

who uniquely benefit from their low-profit high-efficiency banking system.'®

The DSGV has a strong credit rating. This is attributable to the above factors; notably,
that the banks attain stable returns, have strong risk management and loan appraisal
systems, have deep connections in their local markets, carry diversified investment
portfolios, have a strong reputation as safe banks, and coordinate among themselves
very well."%

Thus, the German public banking model has brought many benefits to German local
economic markets and should be considered a success in public banking. But, it has
achieved this success on a model very different from that of the BND. While the BND
has worked to strengthen banks and has involved itself in more complex financial
transactions as well as direct loans, the Sparkassen have focused on simple loans and
operations designed to increase economic development. More complex operations
have been left to the DSGV and the Landesbanken to handle, using their expertise and
their greater area coverage to handle these issues.
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Furthermore, while the BND has avoided competing for private deposits with smaller
banks, the Sparkassen run largely based on deposits from individual consumers and
businesses.

3. India’s Public Sector Banks

India’s Public Sector Bank (PSB) system is unique amongst public banks covered in



these case studies in that they were not founded publicly and have no special public
status under the law. Rather, these banks were already in existence before they came
to be controlled by the public. The government nationalized fourteen banks in 1969,
following legislation passed in 1967."%" Six more banks were made public in 1980."%
These nationalizations occurred through purchases of bank stocks in open stock
markets. The government owns these banks in the sense that it owns a majority of
their stock. Yet, there are also private shareholders of these stocks. In some cases
private shareholders own close to 45% of these banks.'®

The nationalizations were done to make the banks serve the interests of the public
rather than private interests. Though the banks do still have private stockholders who
can buy and sell the stock of the banks, the government, as the majority holder in each
of these banks, has effective control over bank operations. But, as they were taking
over private banks, the government inherited institutions that still operated on the
private banking model. This necessitated changes in how the banks operated.

The takeover of the banks was meant to improve economic and social conditions.
Social control of the banks was instituted with the goals of extending credit more widely,
limiting corruption and misuse of banking assets, and boosting economic development
through targeted financing.?®

The following decades saw large gains from this approach. The entire Indian
banking system was fundamentally changed as public sector banks focused on

expanding credit and offering financial services to the un-banked.?*' PSBs also
directed credit to important areas for economic development, such as agriculture

and small businesses.?*? As a result, the string of nationalizations, starting in 1955
with the State Bank of India through 1980, placed PSBs in a
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central role in India’s financial system.?® The banks were charged with increasing
development and expanding access to credit, and achieved both, leading to their
growth in the Indian financial system. Today, they account for almost 70% of all
banking activity in India.?**

Though these banks adopted a strong developmental focus, one that prioritized both
economic growth and profit, they were distinct from other public banks covered in this
report. They had large numbers of private stockholders. This forced banks to pay
attention to issues like profitability and stockholder confidence in the course of their
operations. The banks needed to keep their shareholders, even the minority private
shareholders, happy enough to continue to hold the stock. If PSBs had totally ignored
profits or the wishes of these shareholders they may have been met with private
holders selling off their shares en masse, leading to falling stock prices and lower
valuations for the banks. Second, some of these banks focused on specific areas or
markets for investment. Instead of grouping a wide variety of activities within one
institution, many PSBs focused on niche issues. These ranged from specific market
sectors, like agriculture or manufacturing to individual consumers and governments to
servicing larger businesses.

These factors have created a unique governance system for the banks. Though the
government has maijority control of each banks’ central board by virtue of its ownership
of the majority of bank stock, the selection of these boards varies by bank. The boards
are made up of government appointees, nominees from India’s reserve banks, and the
representatives elected by private shareholders. As such, governing boards
amalgamate different interests. Government appointees tend to have political



connections, while reserve bank nominees tend to be experts and picked through an
apolitical process, and private representatives tend to represent the interests of private
shareholders on the board.

Yet, the banks continued to grow in the early 2000’s. The Indian economy was growing
rapidly and the PSBs began to lend greater amounts to companies.?*® Increases in
bank lending came with more relaxed lending standards. PSBs began to extend credit
to bigger businesses without serious analysis of their financial positions.?*® Indeed,
PSBs only adopted the use of credit scores in their evaluations of loans in 2007.%7 It
had become normal to grant a loan on the basis of general information about a
potential borrower, such as their past of loan repayments, their industry, or their
relationship with the bank, rather than the viability of the prospective
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loan opportunity. Private Sector Banks (PVBs) had started using credit scores to

evaluate credit worthiness earlier that same decade.?%®

These trends came to a head in the wake of the financial crisis. During the crisis
businesses suffered falling revenues and profits while the government banned mining
projects and slowed approvals of environmental permits for new infrastructure



investments.?%° These economic pressures combined with new standards from the
Reserve Bank of India (RBI) in 2009 pressured PSBs to take on riskier loans to aid the

economy and development.?'® Specifically, RBI guidelines allowed some failing loans to

be hidden as Standard Restructured Assets (SRAs).?'" Banks could then pretend as if
their assets were greater than they were, allowing them to pursue more risky
investments.

These failing loans would soon prove troublesome for the public banking system. In
India these bad loans are termed NPAs or Non-Performing Assets. They are defined
as loans that have an interest rate payment or installment overdue for a period of

longer than 90 days.?'? These are monitored by the RBI, but with the change in
guidelines in 2009 these loans became easier to hide from national oversight
authorities.?'> By 2015, PSBs began to realize the extent of their vulnerability to bad
loans. As a result, the Indian banking system has been struggling to decrease its share
of NPAs and risky assets. This was true of private banks as well, but public banks were
the worst offenders when it came to NPAs. From 2015 to 2018, PSBs accounted for

70% of Indian banking activity but held 87% of all NPAs.?'* In June 2018, public and

private banks combined held nearly $150 billion in NPAs.?'® As late as March 2018,
11.5% of all bank assets were NPAs, though the RBI’'s Prompt and Corrective Action
(PCA) framework helped banks decrease this ratio to 10.8% by September of the same

year.?'6
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The PCA framework, however, has only improved bank’s positions at the expense of
reduced economic investment. PSBs have continued to underperform private
banks.?'” Lending has been cut back across the PSBs, with decreasing total amounts
of loans throughout 2018.2"® Higher lending standards, less capital extension, and
more attention to compensating for bad loans has also meant that bank profits have
decreased dramatically.?"®

As a result, the RBI has intervened to improve the performance of the PSBs. It has
overseen mergers between PSBs where smaller and less healthy banks are absorbed
into larger and more stable PSBs.??° These moves are expected to increase long-term
diversity of investments to decrease risks in banks in the long-term and to increase
overall stability in the financial sector.

Still, the state of Indian public banking is not promising and should serve as a warning
to proponents of public banking in the US. Despite stable growth in deposits and
abundant capital availability, Indian PSBs found themselves in a position where they
have many useless assets.??' There are a few reasons for this outcome, all of which
should be carefully considered in the creation of a public state bank. First, the banks’
economic development orientation itself exposed it to undue risks. That is, because the
banks were concerned with social benefits, they made loans to sectors that are riskier
than average. This is borne out by analysis of PSB assets in comparison to PSV assets.
NPAs for PSBs are concentrated in the mining, textiles, infrastructure, and aviation
sectors.?? For instance, infrastructure loans were 17.6% of PSB assets and only 8.4%
of PSV assets, while 30.9% of PSB NPAs were from infrastructure compared to only
18.2% for PSVs.??® This is true across sectors important for development. Second, the
banks were subject to political pressures that led them to grant inefficient loans.
Because the management of the banks often includes direct government appointees



there are concerns that these appointees used their position to extend bad loans to their
constituents. Third, the banks were subject to private pressures that led them towards
profit seeking and away from responsible public investments. Private stockholders have
both representation in the board of these banks as well as the influence to make their
voice heard in bank decision- making. As holders of bank stock, they can depress the
bank’s equity value if they are not confident in bank activities. As a result, these banks
may have prioritized risky loans to generate
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profits for these shareholders while also pushing these loans towards certain risky
industries to please their public owners.

Thus, these three causes point to the importance of having a unified, coherent, and
logical institutional structure in place for a public bank. A public bank must be owned in
a way that will avoid profit-seeking pressures that encourage risky behavior. But, the



bank’s governance must also be structured to avoid undue political pressure. Managers
must have substantial autonomy to operate the bank in an efficient manner, but must
also be accountable to the public to ensure that the mission of the bank is upheld. The
activities of the bank must deliver on this mission, but must not do so at the expense of
making bad investments.

In sum, the PSBs are in a bad position, although not one that they haven’t rebounded
from before.?** They still serve a central role in the Indian economy and have been
one of the main drivers of India’s development over the past half-century. Yet, they
contain some structural flaws that have allowed for reckless lending. Public banking
advocates should learn from the successes and mistakes of this model to deliver
sound public banking systems to the United States.

B. Political Opportunities for the Northeast-Midwest

The strong performance of North Dakota amidst the Great Recession and the clear way
in which the BND'’s activities aided this performance inspired activists to begin pushing
for the establishment of public banks in their own local communities. It helped that the
downturn had been sparked by the reckless behavior of the same large private banks
that hold most state funds as deposits. The combination of anger towards the large
banks and the example of the BND increased momentum for the establishment of public
banks across the US. This momentum has not yet culminated in the establishment of a
state bank elsewhere. Yet, even in 2008 and 2009 7 bills were introduced related to

state banking.??®> More bills followed in later state legislative sessions, calling for both
feasibility studies and outright establishment of some form of public banking.?®

The National Conference of State Legislatures collected, from 2010 to 2017, all bills

regarding public banks, with the exception of infrastructure banks, in the states.??’
Below is a discussion of this information.
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There are a few key takeaways from the data for public banking advocates. First, the
introduction of public banking bills has become a regular occurrence across the US.
The below graph shows the total number of bills introduced each year from 2010 to
2017.

Bill introductions spiked in 2011 and remained in the double digits nationwide through
to 2017. There was a high level of enthusiasm in 2011 and 2012, while the number of
bill introductions dropped in 2014 and 2015. But, introductions increased again for the
remainder of the measured time period.

Another important trend is how the movement for public banking has spread to the
Northeast- Midwest region. These states initially accounted for a small percentage of
overall bill introductions. And up until 2012, more introductions came from non-NEMW



states than from NEMW states. But, from 2013 to 2017, NEMW states accounted for the
majority of bills introduced in support of public banking. From 2015 to 2017, an average
of 10 bills were introduced regarding public banks in the NEMW states. As a result, the
NEMW states accounted for 53% of all public banking bills introduced from 2010 to
2017.



There have also been a number of NEMW states that have consistently introduced
bills over repeated legislative sessions. Though lllinois has the most bill introductions
with 13 over that time span, New York has 8 and other NEMW states like New
Hampshire, Vermont, Michigan, Massachusetts, Maine, and Maryland have 5 or
more bills introduced. Minnesota also has 4 introduced bills over this time span.
Overall, 12 of the region’s 18 states have had public banking bills introduced over
this 7-year time span.



But, it's also important to distinguish the purpose of these bill proposals. Not all of the



bills called for the establishment of state banks. Rather, many of the proposals would
have established commissions or task forces to study the feasibility of state banking
in their respective states. In general, about half of the bills were for the establishment
of state banks while half were for feasibility studies. However, there do not seem to
be clear trends in how these feasibility or establishment bills vary over time.



Yet, there is one crucial consideration for activists considering the political potential for
public banking. Establishment bills had very little legislative success. | created a
legislative activity measure for these bills which is scored as follows: if a bill or
resolution passed one chamber it received 1 point, if it passed both it received 2, no
additional points were given for being signed by the Governor. Under this measure,
proposals to establish a state bank received 0 points, meaning that no proposals for
creating state banks were passed in even one chamber. Feasibility bills and resolutions
received 14 points. | further subdivided this into NEMW and non-NEMW states. Despite
having a majority of proposals for public banks, NEMW states had relatively little
legislative activity on these bills, accounting for only 29% of points assessed compared
to the 71% for non-NEMW states. This indicates that, while there is serious
consideration for public banking proposals in the NEMW states as represented by their
bill introductions, there is not yet enough widespread support to get the bills passed
regularly. The more important point is the divide between establishment and feasibility
studies. Establishment bills have had little traction in state legislatures. This does not
mean that activists and policymakers should avoid introducing these bills, but that they
should also push for feasibility studies that have a greater chance of passing through
state legislatures.



Feasibility studies can also increase the chances of later passage of state-bank
establishment legislation in three ways. First, they can serve as a way to raise public
awareness of the public banking option. The public is currently not aware of or well
informed about public banking. Holding a study and publicizing its results can be a way
to increase the salience of the public banking issue. Second, it can raise awareness
and inform politicians and policymakers. It is likely that many politicians will not be
aware of the potential for public banking in the states. As such, a study from a
commission or task force that reports back to the state legislature can inform politicians
about the benefits and costs of a public bank. Finally, a study will likely underline the
benefits of a public bank. If most existing research is correct, then public banks should
bring greater benefits than their costs to most states. A feasibility study would highlight
this fact and would make the political argument for public banking stronger.



There are current bills on public banking in the following NEMW states: Connecticut,
lllinois, Maine, Massachusetts, New Hampshire, New Jersey, New York, and
Vermont.

Connecticut and lllinois are two examples of states that have pursued a dual
establishment and feasibility strategy. Both states have two bills in progress in their
houses of representatives, one which calls for the establishment of a state bank and
one which calls for a feasibility study (H.B. 5970 and H.B. 5973 in CT and HJR 2 and
HB 19 in IL). All of these bills are still in committee. However, both of Connecticut’s bills
were last acted on in February, whereas lllinois’ bills were acted on in July and March,
respectively.
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Maine’s feasibility bill introduced this year, which had 10 sponsors in the Senate, was
killed in committee. Still, the number of sponsors indicates a sizable amount of
political support in the Maine senate for the idea. New Hampshire’s bill to establish a
State Bank of New Hampshire was also designated as Inexpedient to Legislate in
March by the state’s Commerce committee despite bipartisan sponsorship.

Massachusetts and New Jersey bills to establish a state bank in their respective states
have also been held up in committee. New Jersey’s bill, however, was last acted on in
January while the Massachusetts bill was sent to committee in May. Vermont's
feasibility study bill, which enjoys 8 sponsors in the house, is also in committee but has
more support than the bills from these other larger states.

Lastly, New York is the NEMW state with the most positive movement on the public
banking issue in this set of state legislative sessions. The state has a bill for creating
a commission to study the creation of a state bank that passed the Senate with the
help of its five sponsors in June on a 43 to 19 vote. Since then it has been
considered in the Assembly, with nine co- sponsors, as A06522. The bill has been
reported to the Ways and Means committee and is waiting to move forward in the
legislative process.

Current bills in 8 of the 18 states offer opportunities for political organization and



lobbying on behalf of state banks, while a number of other NEMW states have had bills
in the recent past which have been in support of public banking. Additionally, the entire
region’s largest and most important states have had these bills in the last decade with
the exception of Ohio. New York, lllinois, Pennsylvania, Michigan, Massachusetts, and
New Jersey have all considered or are considering public banking, while smaller states
in the NEMW region have also had some movement in this direction.

[ll. Policy Breakdown

The NEMW states are suffering from three overarching issues. These issues are
interlinked and can be solved through the creation of a state bank. This chapter will
detail the issues facing these states and explain how state banking solves these
issues.

A. Uncompetitive Local Financial Markets

1. The Problem

The issues with NEMW states’ credit markets begin with the disappearance of small
or community banks. These are banks with a relatively small amount of assets on
their books. They operate on a small scale and as such are usually closely tied to
the communities where
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they operate. Usually, they work within only one state, and they often have only small
number of branches concentrated within a certain region of the state.

For at least two decades, these banks have been struggling. Across the nation,
community banks have lost market share to bigger commercial banks that often come
from out of state. Over one in four small banks (banks with assets below $10 billion)

went out of business between 2000 and 2014 nationwide.??® Over 1000 such banks
went out of business in the immediate aftermath of the Great Recession.??° From 1994
to 2014, the number of community banks dropped from 10400 to less than 6000.%*



FDIC data shows that from 2018 to 2019, the number of community banks declined by
4.58%.2%! This trend has not left the NEMW states untouched. Below is a graph of the
FDIC data representing the percentage decline in the number of community banks for
the NEMW states from 2018 to 2019. The graph shows that only seven of the eighteen
states saw a lesser decline than the nationwide average over this time. Additionally,
only two states, two of the smallest in the region, Maine and Vermont, saw no decline in
their number of state banks. This highlights the degree to which community banks have
and continue to struggle in the NEMW states.
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This continual decline, both across the US and particularly in the NEMW states, has
resulted in far fewer small banks that operate on a local level. Again, using FDIC data,
the report has charted the number of people per community bank in the NEMW states
relative to the national average. This measure indicates the availability of local banking
options for the populations of these states. A lower value means that there are more
banks per person and so means that each person has more choice among these
banks. As such, it is a helpful measure of the strength of local banks in these state
economies. Again, less than 40% of NEMW states do better than the national average.
This includes smaller states like Vermont and Maine and larger ones like lllinois and
Massachusetts. However, states like New York, Michigan, Pennsylvania, and Ohio
perform poorly on this measure. In sum, then, the number of community banks in the
NEMW region has shrunk dramatically in the recent past and has continued to decline
in the contemporary economic environment.
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The decline of smaller banks has led to more concentration in local financial markets.
Larger banks, mainly from out-of-state, have seized larger and larger shares of
deposits and assets in the states. As small banks saw their share of deposits halve
from 2000 to 2014, the five largest banks in the country saw their share of deposits



double.?* As a result, by 2010 the five largest banks in the country had more deposits
than the next 45 largest banks and one percent of banks had the majority of branch
locations in the country.?®*
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This consolidation has hit the NEMW region hard. Using FDIC data, this report has
calculated a Herfindahl-Hirschman Index (HHI) for deposits in each of the NEMW
states. The HHI is used to calculate the level of competition in a particular market.?°
Regulators like the Federal Reserve and the Department of Justice use the HHI to block
uncompetitive mergers between banks with substantial market share.?*¢ Additionally,
these regulators use deposits to represent a bank’s general financial sway within a
market, so an HHI of deposits is meant to represent overall competitiveness in local
financial markets.?*” The DOJ’s standards designate markets with an HHI above 1000
as concentrated and those above 1800 as highly concentrated. The below map shows
that 9 out of the 18 NEMW states have concentrated financial markets. Additionally, two
other states, Michigan and Ohio, are close to having substantially concentrated local
financial markets.

2% The ABCs of HHI: Competition and Community Banks, Federal Reserve Bank of St.
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238 But, these results may actually understate the degree of concentration in these

states’ financial Markets. Squaring each firm’s market share and taking the sum of

these values determines the HHI. However, this construction could mean that one large
firm with substantial market share equaling, say 50%, and the rest of deposits being
shared among hundreds of small firms would be a higher HHI score than having 5 firms
each with 20% market share. So, an alternative measure of concentration looks at the
share of deposits held by the five largest deposit holders in the state. This measure can
do a better job of identifying situations where a few large firms dominate a market
together, at the expense of many smaller firms.



238 Deposit Market Share Reports, Federal Deposit Insurance Corporation

(2019) https://www5.fdic.gov/sod/sodMarketBank.asp?barltem=2.

239 Using the same FDIC data, the report has calculated the market share of the five



largest banks in each of these states. Thirteen states have a majority of their deposits

held in only five firms. This includes major regional states such as Massachusetts,
Ohio, Michigan, and New York. Additionally, only one state has fewer than 40% of its
deposits housed in five banks, lowa. This means that in all states, except lowa, the
largest banks in the state hold at least 8% of deposits on average. But, this number is
likely higher in much of the region given that half of the states have over 60% of all
deposits held by the top five firms.

Maryland’s case is illustrative in this respect. Two out-of-state banks control more than
a third of all deposits between them and of the five largest banks, none of them are
chartered or based out of the state.?*’ Additionally, these banks have an average of
12% of state deposits each, which indicates a substantial level of concentration. Yet,
despite this situation, Maryland’s HHI barely places it into the concentrated range with a
score of 1006.

This concentration is indicative of what economists call imperfectly competitive markets.
These are markets that are not monopolistic—they do not have only one firm—but
which are also not perfectly competitive. That is, these are not markets with many small
firms, each of which cannot substantially influence the market through its actions.
Instead, these markets are

29 Deposit Market Share Reports, Federal Deposit Insurance Corporation (2019),

https://iwww5.fdic.gov/sod/sodMarketBank.asp?barltem=2. 45 p,p/ic Banking in America

Public Banking Institute and Center for State Innovation (2011), 8,
https://drive.google.com/file/d/1LGedFLXOEUUNKWSzJSFsScADb5dI3Kjz/view.

4

9
characterized by a few larger firms and many smaller firms. The larger firms exert a
large amount of influence on both the price and quantity at which products are sold. As
such, these markets are closest to oligopolistic markets—where a few large firms
compete with each other.

In standard economic theory, this market structure is not socially efficient. That is,
having a few large firms means higher prices and less goods for society. This is
because the large firms can earn more by charging a higher price, even if it means



selling a lower quantity of goods. As the concentration of financial markets progressed,
then, we would expect to see lower rates of investment and worse access to credit for
local businesses, governments, and consumers.

This economic intuition is supported by the data, both nationally and for the NEMW
states. It took years for the biggest banks in America to return their lending back to 2007
levels. It took JP Morgan Chase and Wells Fargo until 2011 to get to that level, while
Bank of America and Citigroup were still lending well below these amounts 3 years after
the recession.?*’
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The above graph shows the growth rate of loans and leases in the United States from
2001 to 2017. This data includes loans for real estate, commerce and industry,
consumers, construction, and lease financing earnings.?** As such, this measure
comprehensively captures the major component of bank’s balance sheets that is
directed towards productive investments.?** As can be seen in the graph, loans and
leases took a predictable dive in 2008 but have not fully recovered in almost a decade.
Indeed, only one year from 2008 to 2017 has seen loan and lease growth greater than
any year from 2003 to 2007. This peak year, 2015, has been followed by progressive
years of declining loan and lease growth in 2016 and 2017.
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Still, the average loan and lease growth over this entire period was 4.92%. This value
compares favorably with most of the NEMW states. 13 NEMW states had average loan
and lease growth rates lower than the national average. In fact, one third of all NEMW
states had, on average, negative rates over the entire period. This includes Michigan,
Minnesota, New York, and Maryland. Maryland'’s story is, again, instructive. Even as
Maryland lost over 150,000 jobs in the recession and even after large banks had
returned to profit making, the largest banks still failed to return to their pre-crisis loan
levels.?*® The states that had the largest growth rates were mainly smaller ones like
Rhode Island, Delaware, and Maine, with Ohio being the only large state to see growth
above the national average.

But what about lending to small and medium businesses? This group is important to
economic growth and has a large demand for loans. Academic studies find that SMEs
account for a large percentage of total employment, but are “constrained in their access
to finance.”?*® In the US, small businesses have created two thirds out of all jobs in the
last two decades.?*” A study of SMEs across the world found that SMEs find it
comparatively more difficult and more impactful on their performance to get financing.?*®
A study focused on French SMEs found that a targeted credit program strongly
increased loans taken out by SMEs.?*° This implies that SMEs had a demand for
financing, but, due to the costs of obtaining credit from the open market, could not



receive credit until targeted by a specific program.?®°

Yet, despite the importance of SME loans to these firms and to the economy overall,
SME lending has declined along with other forms of lending. The financial crisis

involved the largest drop-off in small business lending since 1942.2°' The resulting
restriction of business activities led to further economic contraction as small
businesses closed or halted expansion plans. Bank of America, for example, made
only two Small Business Association loans in Maryland the entirety of 2010 whereas in

2007 it had made 312.%°? Indeed, the majority of small business
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loans came from community banks in the wake of the crisis, despite the fact that they



only held one third of all deposits.?*®

Drawing on SBA data from 2016, the below graph shows small business loan amounts
per small business employee. Essentially, the metric represents the amount of credit
small businesses receive in a state while controlling for the number of small business
employees in the state. As such, the measure shows the extent to which credit is made
available to small businesses in a state.

254 As the map shows, most states in the region are below the national average of

$3911 per small business employee. Only 5 states are above the national average.

This does include larger states like lllinois, Michigan, and New Jersey, but represents a
low level of small business lending in the NEMW region. Overall, most large states are
under the national average, such as New York, Ohio, and Pennsylvania.
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In short, there is good evidence that small business lending has decreased significantly
in the US. This lending is most likely supply-driven—it is because of a lack of credit
availability rather than a lack of small business demand. This lack of credit access is
connected to concentration in local financial markets. As a result of this concentration,
larger banks have offered fewer loans to smaller businesses which tend to be larger
risks and less profitable than other, often more complex, financial opportunities
elsewhere. These effects have played out especially strongly in the NEMW region,
where many of the states face issues of concentration and low lending numbers.

Weak credit markets also impose costs on municipal and state governments due to
lack of access to credit. Governments are borrowers as well. Often, they borrow to
finance important investments that they believe will yield strong returns over time. This
includes important investments in areas like infrastructure and the environment.
However, weaker financial markets means that sub-national governments must pay
higher interest rates or fees in order to receive financing for their investments. This
both dissuades productive investments on the part of the government and leaches
money out of public coffers.

If governments do decide to seek financing for investments, they are usually compelled
to go to large banks. These banks generally have the expertise and the financial

connections to help governments through financing. However, the prices that states

and municipalities face are both highly volatile and likely higher than they need be.?*°

These effects are heightened in the midst of economic crisis. In these situations, credit
availability further shrinks for governments. As the economy enters a downturn, many
governments must cut spending due to decreasing revenues, when they should really
engage in counter-cyclical spending. This spending would increase economic activity
and put money back in locals’ pockets. Counter-cyclical spending can generate a
powerful positive cycle of economic activity, but this is only possible for many
governments if they can receive financing in the short-term for investments.

States, for instance, often have to borrow at 5% interest rates, in addition to having to



manage their credit rating, pay late fees, and handle interest rate swaps.?*® Meanwhile,
municipalities have increasingly been forced to rely on this form of financing since the
1980’s due to declining federal support.?®” They pay higher amounts and can often fall
prey to complex financial instruments contained in their deals with Wall Street.?*®
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In conclusion, then, the NEMW states face a number of issues that are
interconnected. From a shrinking number of community banks to less competitive
markets to less investment and access to credit for governments and businesses,
these issues are all tied to the weakness of their financial markets. Any solution to
these problems must strengthen the financial markets in these states.

2. The Public Banking Solution

Public banking through the establishment of a state bank can significantly strengthen
the health of local financial markets.

The most important role played by the BND is as a bankers’ bank and a partnership
bank. In this role, the BND aids smaller banks within its state through a variety of
different activities. In the process, the BND strengthens local community banks and
allows them to compete with bigger banks.

A state bank for any other state could fill this same role. Any state bank could



participate in partnership lending. As with the BND, this partnership banking activity
would ensure that smaller banks had more ability to extend larger loans to their
customers. Smaller banks would also be able to offer more attractive interest rates to
their customers.

This would help community banks keep their most important customers even as
they grow. A partnership-lending program from a state bank would help community
banks build relationships with their customers over the course of their lending
history. This could be especially lucrative to smaller banks in keeping their
relationships with businesses.

A state bank would also aid smaller banks by providing them with additional liquidity for
little cost. Like the BND does, a state bank could use letters of credit to free community
bank reserves for other lending. A state bank could also ensure that local banks have
access to credit through the Federal Reserve System.?* Finally, a state bank could
engage in direct bank stock lending. The BND currently has over $150 million in total
bank stock from community banks in North Dakota.?®® These are purchases of shares
of small banks that the BND has made in order to free funds for these banks in a
variety of ways. These purchases can help banks manage mergers between each
other or expand their lending activities.?®’
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Finally, a state bank could perform bankers’ bank functions such as check clearing and
bond accounting.?®> These are helpful, if small, services that a state bank could offer
which would free small banks from focus on these issues. Instead, small banks would
have more ability to prioritize their primary activity of productive investment, similar to



the way the DSGV frees the Sparkassen from many complex tasks to focus on lending.

As a result, a state bank would improve competitiveness in local financial markets.
Bigger banks would suddenly have competition for activities such as partnership loans,
government deposits, and bond issues from the state bank. Additionally, smaller banks
would be in a better position to compete with big banks for loans.

Indeed, the BND “has helped carve out and protect a free and competitive market for
community banks” which more closely resembles a perfectly competitive market.?®®
Although the North Dakotan financial market is not perfectly competitive, it is less
oligopolistic than other state by virtue of the activities of the state bank. This means
greater quantities of loans at lower rates as competition between firms drives prices
down. A feasibility study for a Washington State Bank found that loan to asset ratios
would be 5 to 7 percent higher with a state bank.?** A state bank would also cut into big
banks’ market share by taking sizable state deposits out of larger banks.

A state bank would increase overall lending in the state. A feasibility study in Vermont
found that overall lending would increase in the state through the creation of a state
bank because the public bank would target different project types from what many
private banks do and because the public bank would avoid outflows of capital from the
state.?®® This is especially true if the state bank, first, offers a lower interest rate for key
investments than could be found on the market and, second, extends credit more widely
than private banks have by increasing community bank liquidity and by targeting high
social-good investments. The previously mentioned Washington state analysis also
found that participation-lending activity would increase overall lending by 8.2% or $2.6
billion in the state.?®
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The direct bank stock purchases can also increase investment. At even a
conservative 10% leverage ratio, the BND’s $150 million in these purchases would

result in up to $1.5 billion in new loans.?’

Academic studies of financial systems across the world also find that public banks
increase overall investment. For instance, a study in Italy found that public banks
tended to offer lower interest rates than private banks, which in turn means greater
overall lending.?®® Another study demonstrated how having public banks that are tied to
specific localities increased overall lending and development in the region. The study’s
model implied that bigger private banks pursued investment opportunities in more
developed areas, leaving poorer areas without adequate financing.?®® Thus, smaller
banks and public banks were the drivers of investment in poorer sub-regions due to
their inability to pursue more lucrative investment opportunities elsewhere.?”

Greater overall investment as a result of a public bank also means greater investment
in small businesses. A public bank would increase investment in SMEs in two different
ways. First, through aiding small community banks with partnership loans and
increased liquidity, a public bank would thereby increase lending to small businesses.
Second, a state bank could institute its own specific programs oriented towards small
business investment. As one academic study notes, SME lending promotes economic
development.?”" State banks following a public mandate to increase overall
development can deliver on this goal through targeted lending to SMEs.?"?

Finally, a public bank can increase financing options for local and state governments.
First, the bank could directly loan to these governments at favorable rates with a
particular emphasis on investments important to the overall development of the region.
This can be achieved by, for example, directly buying government bonds or through



special loan programs for specific types
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of investments.?”® The bank would also have a line with the Federal Reserve and so

would have access to very low rates in the discount window.?’* The bank could then
pass these savings on to the state and local governments; instead of paying 5%

interest rates governments could pay 1% and the state bank would still profit.?”®

Secondly, a public bank can ease access to credit for governments. For example, the
bank could offer letters of credit on government bonds that would increase the numbers
of buyers for these bonds.?’® This role is currently fulfilled by large banks, which charge
higher rates for their services than a public bank would.?”” The state bank could also aid
these municipalities with their bond issues by providing counsel, lower fees, and
helping to identify the best investment opportunities. This would allow municipalities
with little experience in financing investment to do so at much lower rates than they



could receive from larger, profit-focused banks.

Overall, then, a state bank could address the problems of NEMW state local financial
markets. It would do so by strengthening small banks, thereby reducing concentration in
the market and increasing competition between firms. This increased competition would
translate into higher overall investment, greater investment in SMEs, and greater
access to investment funding for local governments.

B. Lack of Development

Weak financial markets are an important causal factor behind lack of economic
development in the NEMW region.?”® As such, the above section can also inform the
solution to this section; by making financial markets more competitive a state bank
would also increase economic development. However, the causes of development are
myriad, and so the lack of development in these states is also an issue outside the
weakness of their financial markets.
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1. The Problem

Real GDP per capita is considered the most standard measurement of economic
development. This measure summarizes productivity per person. It also demonstrates,
quite clearly, the struggles of economic development faced in the NEMW region. The
below graph shows an average of Real GDP per capita growth rate across the NEMW
region.

279 Growth rates in the region were highest before 2007, peaking in 2000 and 2004. The

recession Nad a predictable impact on growth starting in 2007, but the recovery was

especially slow; positive growth only resumed in 2010. Since then, growth has
remained under 2% per year each year. In 2013, growth was even slightly negative.
These growth numbers occurred as the rest of the country was also suffering an
economic contraction, but the NEMW region had a lower annual growth in 56% of years
compared to the nation as a whole. Additionally, the NEMW region averaged growth
.15% less than the national average, which adds up to a significant difference over 18
years. Only 7 of the 18 states in the region averaged growth rates over the period
higher than the national average, with the largest states in that group including New



York, Massachusetts, and Pennsylvania. But, Ohio, Michigan, and lllinois each
averaged less than 1% growth over the entire time span.

Another key area of economic development has to do with investment in the
fundamentally productive elements of an economy. One of the most important of these
areas is infrastructure. Infrastructure refers to the basic facilities and systems that serve
the most essential needs of a

27 Regional Data, Bureau of Economic Analysis (2017),
https://apps.bea.gov/itable/iTable.cim?ReqID=70&step=1#reqid=70&step=1&isu
ri=1.
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society. As such, having efficient, up-to-date, and sound infrastructure is a
necessity for economic development. In this area, the NEMW states have large
outstanding needs.

The American Society of Civil Engineers publishes a regular infrastructure report card
on the state of the nation’s infrastructure. This includes grading some states. Of the 11
NEMW states receiving a grade in 2017, the most recent report, none of them scored
higher than a C.?®° The modal grade across these states was a C-. This implies that all
states in the region have large amounts of work to do to meet the basic infrastructure
standards agreed to by the experts.

The report also assesses each state along a number of factors measuring the health
of infrastructure. The below graph represents two of these metrics, the percent of a
state’s bridges which are structurally deficient and the percent of a state’s roads that
are in poor condition. These metrics cover an important area of infrastructure to
economic development: ground transportation. Poor roads mean poor transportation,
which means higher costs of business and less overall economic activity. The below
numbers, then, indicate a worrying lack of infrastructure investment, with on average
over 10% of bridges structurally deficient and almost a quarter of all roads in poor
quality.



Some of the worst offenders include large states like Michigan, New York, and
Pennsylvania. Even the best performing states, like Maryland, Indiana, and
Minnesota have around 10% of their vital ground transport infrastructure in poor
condition.

20 Infrastructure Report Card, American Society of Civil Engineers

(2017) https://www.infrastructurereportcard.org/.
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In water management infrastructure there is a similar need for investment. Using
estimates from the same ASCE report, I've calculated that the NEMW region as a
whole requires $264 billion in drinking water infrastructure investment and $125 billion
in wastewater infrastructure investment over the next twenty years. Together, these two
needs for water management total near $400 billion over 20 years, with an estimated
need of $19.5 billion per year across these states.



Clearly, then, infrastructure investment is lacking in the NEMW region. The region
requires greater investment and focus in order to provide the fundamental
underpinnings for economic development. Lacking infrastructure makes it more difficult
to conduct economic activity at any time and lower economic activity itself begets lower
economic activity due to recessionary cycles in local economies.

2. The Public Banking Solution

A public bank can increase overall development in the state
economy.

First, financial systems will improve as a result of the public bank’s activities. An
improved financial system means more investment and thus greater development.
So, a solution to the first large problem facing these states is also a partial solution to
the second problem facing these states.

A public bank would also fill a financial role not filled by regular private financial
markets. That is, a government bank would be more willing to fund the long-term,
fundamental projects for which the public sector requires funding. Short of just
providing help with accessing funding for these endeavors, as the bank would do
through improving local financial markets, the bank can also directly invest in the most
important, large-scale projects of state governments. A study of worldwide banking
systems showed that public banks are far more willing to make these essential

investments than private banks.?®"

Studies also suggest that public banks have their most beneficial impacts on growth

only in developed economies with highly developed financial systems.?? This is the
case in the NEMW region and so should imply that a state bank would bring growth to
the region through financial activities.
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But, a state bank should also generate growth through its directly developmental aims.
A state bank would have a “public purpose”. This purpose would make the bank
prioritize investments that benefit society as a whole, rather than pursuing the private
profits of the bank. This focus on societal benefits should translate into economic
development, as the bank chooses investment opportunities that promise to create
greater societal benefits.

This developmental focus should mean increases in GDP, income, and employment
throughout the state.?®® A feasibility study for a Vermont state bank found that even if
the bank engaged in only $230 million in lending it would create net increases in state
output, job creation, and savings on interest rate charges.?®* A study for Washington
state found that a state bank would generate upwards of 7500 jobs in one quarter
through increased lending activity to smaller businesses.?®°

A state bank provides these benefits through funding essential long-term projects,
lending to key developmental sectors, and lending counter-cyclically to head off
recessionary circles. It would invest with a long-term perspective, with the interests of
the locality’s future in mind. But, it could also promote investments in complex social
problems, which often have indefinite costs and benefits associated with solving
them.®® Problems such as global warming or shifting demographics must be
addressed, but are not attractive for private finance because of their scale and their
potential costs in solving. However, a public bank, by working in the interests of the
public, must address investment opportunities that will work towards solving these
issues. In this way, a state bank addresses market failures in the construction of our
current financial system. That is, it addresses areas where private interests will not
compel substantial investment to meet society’s needs.

A public bank can afford to do this by its operation in both profitable and less
profitable activities. Like the BND, a public bank can use its profits from activities in
more common markets, such as participating in partnership loans or direct loans to
businesses, and use the earnings from these activities to invest in “economic
development activities that may carry somewhat higher risks or where borrowers have



difficulty accessing capital.”®’ A study of the German Sparkassen demonstrates the
developmental focus of public banks in action. The Sparkassen are efficient relative to
international standards, but receive lower profits. This is
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because their efficiency gains are passed onto consumers in the form of cheaper or
better services. The study showed that these efficiency gains are associated with
regional economic growth; in regions with a greater market share for the savings banks,
there is a larger amount of economic growth as a result of increases in efficiency.?®
Whereas private banks would use efficiency gains to increase profits or market share,
public banks can use these gains to subsidize more directly developmental investing,
leading to greater economic growth in their respective operating regions.

One important area of long-term investment which may not be immediately productive,
but which can offer great societal benefits is infrastructure. As noted, infrastructure is
essential to development but vastly underinvested in by the NEMW region. Public
banks can focus on improving state infrastructure. The BND has one such program. As
a result, North Dakota may indicate how the NEMW region can improve its
infrastructure. North Dakota received a C from the ASCE, tied for the highest of any of



the NEMW region, which only 3 states received.?*° It also was near the average for

percentage of bridges structurally deficient and well below the average for poor
roads.?® It had less than $750 million in combined water infrastructure needs for the

next 20 years.?®' A state bank could deliver these same levels of infrastructure quality,
or better, by focusing on directly developmental tasks and investing in the long-term
health of its state.

The public mandate also leads banks to lend in a manner that helps the economy
overall. Public banks can help to manage economic cycles. In managing these cycles, a
state bank can limit their magnitude and can reduce their negative impacts on long-term
economic growth. Government banks offer this stabilizing role in the economy through
their lending activity. Public banks, according to multiple academic studies, provide
credit in a manner that is either less pro-cyclical than private banks or sometimes even

countercyclical.?® They are able to mobilize their resources to limit decreases in
investment and consumption in recessions, but also scale back on their lending in

expansionary booms.?*®* Whereas private banks tend to adjust lending at even higher
percentages than GDP per capita growth (i.e., they are highly
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volatile) public banks tend to adjust, in percentage terms, lending by less than half of
GDP per capita growth.?**

A public bank also increases development through its focus on small business lending.
These loans, however, are not directly developmental. But, these loans can often be
important for developing a regional economy. Studies show that small businesses have
continual issues with finding credit, especially in recessions, and so having a public
bank that extends credit to these businesses provides them with more stable financial
opportunities than they can get in the private market.?*® As small businesses play a
central role in economic development, these investments can also increase
development in the state. One study found that public bank lending to SMEs is 25%
less sensitive to growth than private banks, which translates into a large economic
difference.?®® What's more this lending is supply-driven, meaning that SMEs have
demands for financing that are not met because of decisions made by banks in
extending credit.?®’ Public banks, then, can provide this credit where it is lacking from
private firms.

As a result, small businesses will perform better in areas with public banks. Multiple
studies confirm this intuition; public banks increase SME development and regions in
Germany with greater Sparkassen market share see higher levels of new business

registration.?® This, in turn, will mean greater economic development in these regions.

Thus, a public bank can increase economic development in a
region.

C. State Fiscal Health

This last issue is one that will be substantially addressed by solving the two
above issues. However, a state bank would also directly benefit a state’s fiscal
health.

1. The Problem



Currently, the NEMW region is in a poor fiscal state. There are two basic measures
of state fiscal health. The first is a state’s budget deficit or surplus. This value
represents the
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relationship between a state’s revenues and expenditures. When a state spends more
than it collects, it runs a budget deficit. This measure shows, on a year-to-year basis,
how well the state is managing its budget. It also serves as the determinant of a state’s
debt—the second basic measure of a state’s fiscal health. Debt, here, refers to all
unfunded obligations that a state is liable to repay. This is mainly from state borrowing
to fund spending for which there is not available revenue. Debt accumulates over time
as deficits continue and can only be retired through surpluses equal to the previous
deficits plus interest paid for the borrowed funds.

The state deficit data shows that NEMW states have had mixed results. The below
graph shows two values: first, the total revenues of the states from 2003 to 2017 as a
share of their total expenses over this time and second their number of years with a
deficit over this time. The first measure demonstrates how well the state is doing at



funding all of its obligations. The second measure shows, on a year-to-year basis, how
often a state failed to meet its budget needs.

29
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Seven of the eighteen states did not collect enough revenue to equal expenses over
this time period. This includes large state like lllinois, Massachusetts, New York, and
New Jersey. But, a majority of states did. However, only four relatively smaller states
outperformed the median across all states in the US, which was 102.1% of expenses in
revenue. Thus, 14 of the 18 NEMW states must be in the bottom half of states by this
measure. The status of NEMW state deficits is even worse when it comes to number of
years with a deficit. By this measure, all but two

2% Fiscal 50: State Trends and Analysis, The Pew Charitable Trusts (2019),
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states are below the national median. Additionally, 6 states spent at least two out of
every three years in a deficit. And, two states, New Jersey and lllinois, spent each year



with a deficit in the time period. Clearly, NEMW states have a difficult time managing
their year-to-year budgets, at least compared to the rest of the nation.

The issue is no less serious when it comes to state debt. The NEMW region has a large
amount of unfunded obligations that must eventually be repaid. The below map charts
the amount of unfunded obligations states have as a share of the total personal income
in the state. Note that this is not state revenues, but the income of all individuals in the
state. As such, this measure is close but not the same as state GDP.

300 Here the NEMW region performs better but is by no means in good shape. In

particular, three states have over 30% of their personal income owed as unfunded

obligations. lllinois, New Jersey, and Connecticut are all double the 50-state median

value of 14.8%. Only 7 states are above this level, though large states like New York,
Ohio, and Pennsylvania are just below this threshold. Four states, all in the Midwest,
are below 10% in lowa, Wisconsin, Minnesota, and Indiana.

Yet, when we look at the total obligations of the NEMW states, the situation still
seems dire. The NEMW region as a whole has nearly $1 trillion in unfunded
obligations. Though lllinois, New Jersey, and New York together owe nearly half of
this amount, other states still owe
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sizable amounts of payments to lenders and pensions. This number is given additional
weight by the fact that all states have unfunded obligations of only slightly over $2
trillion. Thus, the NEMW region as a whole holds nearly half of all unfunded
obligations among American states.

These budget problems combine with state’s restricted budgeting options to create
serious problems for state’s fiscal activities. This is because all states but Vermont have
balanced budget requirements that require states, in some way, to cut spending when
revenues fall.*®" Often these requirements can help states manage their budgets, but
they can spell disaster when states need to maintain spending or investment in the face
of falling revenues. This is what happens during recessions; when revenues fall, states
must cut their spending. In 2008, this led to further economic contractions when
increased spending was needed most.>*? In total, 46 states cut spending on public
services during the recession as their respective economies continued to stagnate.
Thus, states in worse fiscal health not only have the state’s own issues related to
fulfilling their obligations, but they also are severely restricted in their possible spending
options.

303

2. The Public Banking Solution

A public bank would give states this fiscal freedom to respond to crises while also
helping them generally reduce their deficits and debts over time. Overall, then, a state
bank would greatly improve the state’s fiscal health.

North Dakota shows how a state bank can help its state manage its deficits and debt.
Indeed, on its deficit, North Dakota surpasses the best NEMW state for both measures
used. Its revenues were 120% of its expenditures from 2003 to 2017, compared to
lowa’s 103.2%. Furthermore, North Dakota had only two years with a deficit.>*
Additionally, it has only $2.5 billion in unfunded obligations that translates to 6.5% of its
personal income, better than all but two of the NEMW states.®* It's true that North



Dakota, during this period, had an oil boom which increased revenues, but the BND’s
impact is also unquestionable. Specific to managing deficits, the bank has helped the
state manage budget crises. This prominently includes cases where federal money for
spending needs like disaster relief, stimulus, or Medicaid
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reimbursements is slow in coming.*® The bank replaces these revenues in the
short-term, allowing the state to spend immediately on urgent needs while also
ensuring that the bank gets returns on these funds.

This help with deficit issues means that North Dakota’s debt is lower as a result.
Because it does not have to fund this borrowing through bonds or more expensive
financing options, the state saves millions over time on debt repayments.**” Estimates
from Vermont'’s feasibility study on public banking found that the state would save $100
million over 20 years on interest costs associated with repaying borrowed funds.3®

Of course, this is all before accounting for the ways that the bank would directly and
indirectly increase revenues for the state. These increases in revenues would mean
lower deficits, debts, and more options for fiscal activity even before the bank helped



the state with financing in the short term. First, by both improving local financial
markets and overall economic development, the bank will increase revenues for the
state. As more economic activity takes place, with more competitive firms in the
financial system and more small businesses, the state will collect greater taxes and

fees on this increased economic activity.>%°

The state bank would also provide dividends directly to the state’s general fund as a
share of its annual profits. These additional funds will add to the state’s fiscal
opportunities, including reducing deficits, making debt payments, or having
countercyclical expenses. As noted earlier, the BND has returned over $1 billion to the
general fund since World War 2. In recent years, it has returned an average of $30
million to the state per year.

Taking these benefits together, a state bank should pay itself back to the state within
a short time period. An analysis about the creation of a Washington state bank found
that the bank would be a “revenue positive economic development tool” within three

to five years of creation even after accounting for the opportunity cost of capital, lost

tax revenues, and the costs of creating the bank.*'°
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Thus, a state bank would provide for the state’s fiscal health by increasing revenues
and helping the state manage its costs, which should result in lower deficits, debts, and
greater fiscal freedom.

D. Efficiency

Lastly, the argument that a state bank can solve these various issues facing the NEMW
states is premised on the idea that it can operate efficiently. It is clearly true that some
state banks can operate efficiently, like the BND and the Sparkassen, but one might
wonder to what extent this is true of public banks overall. One might worry that state
banks will be too bureaucratized or confined to specific operations to operate as
efficiently as private institutions. This view on public banking holds that the state would
have the same problems motivating the bureaucrats who run a state bank as they would
with providing incentives to private banks.®!" After all, if the state could specify exactly
what it wanted the bank to do, then it could contract these services out to a private firm
that could operate it efficiently.>'? But, this belief is ultimately unfounded. Not only
because a private firm would not be able to fulfill a public purpose as well as a state
bank, but also because those running the bank have an interest in benefitting their
community.

There have been many studies in the academic finance literature on this issue. One,
which looks at data from across 179 countries, found no significant difference between
government owned banks and private ones in developed countries in terms of

efficiency.®'® A study over seven years of data on Germany’s system found that the
Sparkassen actually enjoy a slight efficiency advantage relative to similarly sized private

banks.'* Other studies have government banks as performing less efficiently than their
private alternatives.3'

It is important to note that most of these studies of efficiency compare banks based

on maximizing profits, or in some cases, minimizing costs.®'° Yet, a key element of
most public
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banks is that they do not simply maximize profits, but attempt to maximize societal
welfare through their financial activities. In this sense, public banks could be acting
efficiently when they invest in projects which offer lower returns but large public
benefits.®!” Thus, to the extent that public banks are measured as having lower
profitability than their private counterparts, this may be due to their focus on social
welfare.®'® Indeed, it can make the entire practice of comparing private to public banks
by this measure biased in favor of private banks. Even then, for studies that do apply
the profitability criteria, there is mixed evidence on whether government banks are less
efficient than private banks. This all implies that there is no good basis for disregarding
public banks as less efficient than private banks.

There is, however, one well documented factor that can decrease the efficiency of
public banks relative to private banks. This is political influence or the impact that
politicians can have on the operations of the bank. The key idea is that when political
factors drive bank decision-making, rather than factors directed by maximizing profits or



societal welfare, this can lead to inefficiencies.®'® The “government effect” can loom
large when political actors have the leeway to direct public funds towards their own
ends; this happens mostly in countries with weak political institutions and in banking

systems with weak governance and operations structures.>® This is the only area
where differences between the performances of government and private banks have

been consistently found.?’

As a result, the key to creating an effective state bank is to structure its ownership,
high-level governance, and day-to-day management in such a way that operational
autonomy is maintained for the bank’s activities but so too is public oversight over the
bank. In other words, “government should not provide excessive guidance” but it should
be in a position to provide guidance when necessary.*?? As a result, then, the solutions
offered by a state bank to the NEMW region’s problems are fully realizable, so long as
the bank is created in a smart and well- thought-out way. If this can be achieved then
the states will benefit from the creation of a state bank.

The final recommendation of this report is this. Each state in the NEMW region
should implement a state public bank because each state could benefit significantly
from one. This is
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not to say that each state should follow the same model, indeed, the next section will
discuss the sorts of implementation choices that would best suit each state. But, as the
below chart demonstrates, a state bank could solve multiple issues for each state.
Though each state has its own set of issues, a state bank can help with many of them.
The below chart shows a simplified judgment of the state’s needs based on the
preceding data and explanations in this section. Red indicates an area of need while
green indicates relatively strong performance. Each subject discussed above is listed
here with a corresponding mark for each state depending upon the state’s performance.
This performance was discussed or displayed above in the earlier sub- sections. The
result, though, is that all states have multiple areas of need and many of them have
many areas of need. And, a state bank is the only policy option that can improve upon
all of these areas at once. As such, a state bank could move towards solving these
problems and so is recommended for all of these states.

V. Implementation

This chapter will cover key implementation issues regarding the establishment of a
state bank from capitalization and ownership to governance and activities. This is



where the various models, the theoretical arguments, the empirical findings come
together to inform how states should set about creating a public bank to suit their own
situation.

A. Capitalization

Capitalization refers to the initial funding of the bank. This is the upfront investment
made in creating the bank and determining its equity value. The initial funding that the
bank receives is its capital and, along with the deposits of the bank, this capital allows
the bank to extend credit and create other assets with these funds as reserves.

1. Initial Funding Source

How should this initial capitalization be funded? Numerous funding options are
available and bring with them different consequences.

First, the bank could be capitalized from the state’s general fund. That is, the bank
could be funded entirely from a state’s budget through a one-off appropriation of funds
from the state’s coffers.3* This approach has the immediate drawback of a high upfront
cost for the state. Obviously, the money used for the bank’s capital could not be spent
elsewhere and so would mean that spending in some other area would be missing.
However, this approach means that the state has complete control of the equity of the
state bank and as such is entitled to the entirety of its profits. Also, as noted before, a
state bank will return value to the state in multiple ways. As a result, the bank will also
contribute to the revenues of the state and so this would be an investment instead of a
sunk cost. An analysis for a Washington State Bank found that the bank would

increase state revenues and payback its upfront equity capitalization within 4 years.3?*

If a one-off appropriation is too expensive, a state could also capitalize its own state
bank through returns on its deposits over time.>** This would, again, allow the bank and
its profits to be completely under the control of the state by funding the bank entirely
through the state. But, this would also spread out the cost of creating the bank over
time by merely using the revenues from the state’s deposits currently held at private



banks to create the funding for the public bank. One drawback would be the time this
option would take to capitalize the bank, as returns to deposits may not be enough to
finance the bank. Another drawback is that this option is no different in kind from the
general fund option. All it does is spread out the cost of creating the bank over many
years, but this does not require that the bank be created using deposit revenues. States
expect these revenues to be available for general spending, and these revenues go
into the general fund, so this spending is no different from taking from the general fund.
Furthermore, if the idea was to spend over time, there is no reason to tie this spending
to returns on deposits; capitalization should instead be planned ahead of time.

The bank could also be funded through the sale of bank stock. This approach brings
with it its own distinct advantages and disadvantages. First, it means that the state
has a much lower funding obligation for the establishment of the bank. The
Washington State Bank analysis referenced above found that the state would have a
25% less funding requirement in order to
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provide the same level of capitalization to the bank through selling shares of the
bank.3%® However, this lesser state share of funding for the bank has a few implications
for how the state will benefit from the bank. First, while the state will continue to get a
share of bank profits, it will no longer enjoy all of these profits. It will only be entitled to
its share of bank stock’s worth of profits.

This also means that it will be unable to negotiate annually with bank officials to
determine this level of dividend versus recapitalization of profits. There is also
uncertainty about the degree of funding obligation that will fall on the state for a given
capitalization amount. It is unclear how much demand there would be for bank stock
before the bank has been established given the novelty of the idea of state banking in



American politics and the potential profitability of such an investment. As such, the
state may not raise enough capital or as much as expected or it may be forced to sell a
larger proportion of bank shares than desired in the capitalization of the bank. This
could also undercut the main potential benefit of capitalization through stock sales,
which is the potential increases in bank value over time. If the bank is on the stock
market as it grows its stocks can appreciate over time, growing its value and providing
additional opportunities to increase bank capital in the future. But, if the state has a
smaller share of the bank’s stock, these benefits will be undercut and will mainly accrue
to private investors. More will be said on the additional complexities of stock funding in
the ownership portion of this section, where owning a public bank through stock may
raise additional problems for the state.

Finally, the bank could be funded through a bond issue. The most common form in
proposals of state banks is a General Obligation (GO) bond issue. This is, in fact, how
the BND was started. At its founding it was capitalized with a GO bond of $2 million,
which in today’s dollars would be close to $30 million.**” From there the bank has grown
to over $7 billion in assets.>?® Under this option, the state would not have to pay any
amount for the establishment of the bank. Instead, the bank would be financed through
its own debt issuance, starting the bank off with a sizable amount of capital but also with
an equal amount of debt on its books. As such, this option is likely the most politically
feasible. However, because it saddles the bank with large debts, it reduces the benefits
of the bank to the state. The state will receive less in dividends from the bank because
the bank will have fewer profits overall. Much of the pre-bond payment profits will have
to go towards servicing the debt. The Washington bank analysis found that the bank’s
return on assets dropped to below the industry-average for much of the period of bond
repayment.>?® There will be fewer leftover profits to be recapitalized for the bank.**° This
will
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mean that the bank will grow slower. The bank’s growth will be worse in both the short
and long-terms. In the short-term debt repayments will hinder its growth. And in the
long-term its lower levels of capital due to this short-term repayment will mean there is
less “capital to compound returned earnings off of.”3*" That is, it will earn less in total
because it will have less capital to use.

To help clarify this decision, this report used the model developed by the Center for
State Innovation that conducted analyses of a Washington State Bank as well as an
Oregon State Bank.**? Because this report will use this model a few times in this
section, it will be helpful to provide some more detail on the model. The model was built
to show the growth of the bank over time as well as how the bank will benefit the state
government as it grew. It also generates some information on the bank’s activities that
could be used, with some additional information, to estimate the economic impacts of
the state bank. This report will not cover the economic impacts of the bank because this
additional information is unavailable, but this report has expanded the model to include
up to 30 years of growth of the bank. The report will use the model to show how certain
decisions about the bank’s implementation may affect its growth in capital, assets, and
its returns to the state government.

The model is fairly simple. It involves 18 inputs of factors like original capitalization, the
terms of the bond issue, capital ratios, the state’s share of profits and deposits, the
expected interest rates paid and received for activities as well as non-interest incomes
and expenses, and some information about the state’s financial markets. Using these
inputs it generates 30 outputs, the most important of which are the state’s dividend and
the bank’s capital, assets, and loans. To be clear, the model is an approximation of
reality, one that is quite rough and so should not be taken to produce exact figures.
However, it can show the size or the scale of a state bank’s impact on the state and its
own growth trajectory, especially when considering alternative choices. The parameter
values for the inputs are also purposely conservative so as to avoid overestimating the
impact of the bank in lieu of better information.®*® Each state should perform a more
in-depth and specific study of its circumstances to get a more exact sense of the



benefits of a state bank. Wherever the model is used in this section it is used with the
same parameter values except those being varied for the point of comparison.

The report has used the model to compare how the general fund scenario versus the
bond issue scenario affects the dividends received by the state. Below is a table with
each state’s estimated total dividend under the two scenarios ten and twenty years
from the establishment of the state bank. The chart clearly shows the benefits of the
general fund scenario in the medium to long-term for the state.
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Both ten and twenty years after the bank’s founding, the general fund scenario returns
more than the bond issue scenario. After ten years, general fund capitalization returns
slightly more than double the bond scenario. After twenty, the general fund returns more
than three times as much as the bond scenario. Washington State Bank analysis
produces an analogous result.3** Additionally, this difference is larger than the initial
capital that the general fund scenario would demand of the state. So, the state would
receive a greater overall return from the general fund scenario compared to the bond
scenario. If one considers real profits to the state, which accounts for the other uses of



the state’s money as well as the foregone tax revenue from the state bank and the lost
interest on its deposits, the general fund scenario is still a net positive after only five
years. This does, however, rest on some strong assumptions about how quickly the
bank would begin full-scale operations. Still, the general fund scenario will clearly
benefit the state in the long run even though it imposes costs on the state in the year of
the bank’s creation.

This same finding is true when looking at how the bank’s assets would grow from its
first year to the tenth and twentieth years of its operations. In both cases, the general
fund scenario means that the bank will develop its assets to a much larger extent.
The below table shows these results.
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In fact, under the general fund scenario 5 state banks would overtake the BND in terms
of asset size in just 20 years, although they would be serving much larger states and
would begin with much larger capital infusions. Under the bond scenario, no state bank
would overtake the BND in this time frame. These results also represent a similar
pattern to state dividend growth, with asset growth being twice as big after ten years
and three times as big after twenty years under the general fund scenario compared to
the bond scenario.

These same results would hold, although to a lesser extent, under the stock scenario



assuming the government provides some of the funding.*** The government would
receive lesser dividends, although asset growth would likely be similar, unless the sale
of shares did not raise the expected amount of revenues. Yet, these results lead this
report to recommend that states employ the general fund option where possible. This
alternative will mean that the bank grows the quickest and will also quickly begin to
return benefits to the state. The bank should become a net benefit within a decade,
even before factoring in its economic effects. However, if this option were not available,
either due to budget issues or due to political opposition, the next best option would be
gradual funding from the general fund. If that is still off limits, selling stocks as detailed
below or a bond issue should be considered by the state. In particular, states like New
Jersey, lllinois, and Massachusetts, which hold large debts and have routinely run
deficits, might consider financing the bank without the immediate commitment of state
funds. But, even for these states, general fund capitalization should be strongly
considered as the best way to return profits to the state in the medium to long-term and
as the best way to increase the impact of the bank.

2. Initial Funding Amount

How much money should the bank receive
initially?

States might be tempted to provide only a small amount of funding for a bank to both
save money and to see if the bank can grow itself to a larger size. But, this path is not
advisable because it will limit the impact of the bank. Each of the NEMW states has
immediate problems which a public bank is in a unique position to solve, but only if it
has sufficient funding. Short- changing the bank will mean it will take exponentially
longer for the bank to contribute to solving these problems.

As of now, this report has been assuming that a state bank would be capitalized with
an amount equal to .1% of a state’s yearly budget expenses, per Kaiser Family

Foundation data.>* Below the chart shows how a Michigan state bank’s capital would
grow under this scenario, as
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well as under scenarios where the bank was capitalized with .25% of a state’s total
expenditures and .5% of its total expenditures. The graph shows the clear exponential
trajectory of growth and the large difference that a relatively small difference in initial
funding can make when compounded over time.

In Michigan, the difference between .5% and .1% funding meant around a $200 million
difference in the present. But this small difference, thirty years from the bank’s founding,
would mean a more than $2 billion difference in the bank’s total capital growth. And this
capital growth itself would signify a potentially $20 billion difference in the bank’s total
assets, depending on the ratios and other operational guidelines the bank subscribed
to. This makes clear the impact of funding decisions at the establishment phase of the
state bank. Unless there are very strong reasons to use the additional money in the
present, that money should be invested in the bank.



The above table shows the differences in the total dividends that the state would
receive twenty years from the bank’s founding at the three different levels of initial
funding. Clearly, more funding means more dividends for the state. In all cases, this
increased funding at the initial stage is more than offset by dividend returns twenty
years after the bank’s
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establishment. In a large state like New York this funding difference can mean more
than $1 billion being returned to the state in dividends over twenty years, or $50 million
a year more in dividends to the state. This more than cancels the $400 million
difference between the .5% and .1% funding options for the state. In fact, it pays this
difference off in under 8 years. The remaining dividends can go towards other priorities
of the state. And, of course, this effect only grows larger over time. So, the $1 billion
dividend gain for New York after 20 years will only be larger after 40, 60, or 100 years.

Thus, the recommendation in this section is the same as in the last. Unless the state
does not have the funds (like New Jersey and lllinois) or the political will to invest
more money in the bank’s capitalization, it should attempt to capitalize the bank as
much as possible. The more invested in the present, the greater the returns in the
future both to the state and for the whole state community as the bank’s impact
expands.

3. Funding Over Time

Lastly, the bank could see increasing funding over time. The state may wish to
spread out its initial funding of the bank or to add extra funding to the bank at
various times.



First, on the issue of initial funding. One alternative method for a state that could not
afford or pass a bill that funded the bank all at once from the general fund is to spread
out this funding over a few years.>*” The proposal to use the interest earnings on the
state’s deposits would be one such plan. This would lessen the single year load on the
state to provide funding while also ensuring that the bank would receive a larger funding
stream early. Although the bank would grow more slowly while awaiting additional
funds, if it gets these funds within a few years of its foundations, it will still be able to
accumulate substantial gains over time. This funding style would also give the bank time
to ramp up its lending and operations and to sort out problems in its any operational
processes. In this way, spreading funding out over a few years would provide a mini
proof of concept for policymakers while also ensuring the bank makes high returns in
the long run.®*® As such, especially if budget issues are a major concern, states are
encouraged to consider this form of funding.

The state may also provide additional, one-off funding transfers to the bank after it has
been established. This has never happened in the history of the BND and would likely
not happen for most states, but it is an option for all states. Already, the state would
have the ability to return bank profits back to the bank as new capital. But, if this
amount proved insufficient for the state’s aims or if states had available money that it
wished to put to some useful purpose, putting the money in the bank would serve as a
profitable investment for the state that would also deliver benefits to the community.
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B. Ownership

Once a state has decided how it would fund a state bank, it must decide how it would
own this bank. In the case of a stock-based funding, this decision is already made for
the state. Alternatively, other funding models give the state more latitude in this



decision-making. The state must also decide how it will charter the bank.

1. Chartering the Bank

In the United States, two entities have the authority to charter banks: state governments
or federal agencies.**° The decision for states when attempting to create a state bank,
then, is whether to charter its own bank or to charter the bank through a federal agency.
On this issue, there are clear reasons for a state to charter its own bank. First, if it
chartered from a federal agency the terms of the charter would be subject to the
demands of the federal agency.3*° A state charter would allow the state to formulate the
bank as it wished. Second, this would place the state bank under federal agency
overview, which could restrict the possible activities that the state would wish the bank
to undertake.®*! Finally, the state charter could make the bank comply with its own rules
and regulations, as well as having final oversight over the bank.**? This would mean that
the bank would have complete control over the bank on the regulatory side, which is a
clear advantage for the state.

2. Ownership Structure

Once the state charters its bank, it must decide how it would like to structure the
ownership of the bank. Three models of ownership are doing business as or DBA
(Bank of North Dakota), legally public entity (Sparkassen), and stock ownership (Public
Sector Banks).

Establishing the bank as a DBA of the state means that the bank will be an extension of
the state operating under a different name. This choice will have a few effects on the
operation of the bank. First, it will make the state completely liable for any bank
expenses but also fully entitled to any revenues of the bank. Thus, the state assumes
additional risk in exchange for the profits of the bank. It would also avoid legal issues
between the federal and state government given the precedence of the BND that
operates as a DBA. Finally, it would allow the bank to
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count on its balance sheet all of the assets of the state.>** This would allow the bank,
especially early in its expansion, to extend greater amounts of credit than it otherwise
could have because it would meet all national capital requirements.** This would also
give the bank a close connection with the state, which could either lead to greater
efficiency in its dealings with the state or undue political influence over its activities.

The Sparkassen system is premised on ownership that has an unclear legal basis in the
United States. Instead of making the bank a part of the state, the bank is made a legally
separate entity but one which is also legally public. It is unclear how such a legal status
could be sustained in the US, but if it could be this ownership structure brings with it a
few features. First, the bank would only be able to lend based on the assets it was
given by the state or that it raised through a bond issue.>** This would limit its activity,
especially early on in its development. Second, the bank would maintain independence
from political control and in doing so would solve the greatest impediment for public
banks in achieving efficiency over their operations. Third, the bank would be founded in
the public sphere by law, meaning that it could not be sold or privatized and it would

only have incentives to further the public interest.34¢

Lastly, if the bank was funded through a stock issue it must be owned by the state
through stock. Note that the state could still own the bank through stocks through any
other funding mechanism — it would just own all stocks. This ownership structure gives
the state the ability to sell bank stock to raise extra revenue; although this also means
that political opponents can eliminate the bank if they take control of the state
legislature. The state, though, could be limited by law to selling only non-controlling
shares of the bank.**” If only non-controlling shares of the bank were sold, the state
would retain perpetual ownership and control of the bank’s board, but private
individuals would gain part of the bank’s dividends. This would mean that the state



would have less flexibility in deciding its share of dividends and in recapitalizing profits
into the bank. However, this would still allow the state to control bank operations. Still
this structure may effectively limit the state’s control over the bank through the financial
incentives facing the bank, the state, and private individuals. If the bank is on the stock
market then, as with the PSBs, the bank will have incentives to return high enough
dividends to stock holders to keep stock prices high in order to maintain the bank’s
value. The state, even if it had sole control of the bank, would have these same
incentives because it would not want the bank’s value to depreciate. This would limit
the range of the bank’s possible activities and likely force it into more profitable and
risky activities at the expense of its mission-driven activities.
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