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Is a State Bank a Useful
Economic Development Tool?

BY ROBERT S. CHIRINKO

Healthy banks and a robust
economy tend togohand in
hand. Banks perform three
basic tasks—creating money,
facilitating transactions, and
allocating credit—thatare
essential for a well-functioning
economy. But there hasbeen
alongstanding concern as
towhether private banks
operatingin private markets
areserving the publicinterest.
Sofarin 2021, four states have
introduced legislation to create
astatebank,and in 2019,
similar legislation was enacted
in the State of California for
municipal banks. This concern
hasbeen amplified by the
disproportionate economic
impactthe COVID-19 pandemic
hashad on small businesses.

The Bank of North Dakota is a public
bankthathasbeenin existence for
more than 100 years, and itis held by
many as the prototype of a successful
state bank. The states of Massachusetts
andIllinois explored starting a state
bankin 2010, and five states very
recently introduced public bank
legislative initiatives. Furthermore,
public banks have been active in many
countries outside the United States.
Three states thathad examined the
merits of introducing a state bank—
Vermont (2010), Maine (2011), and
Hawaii (2012)—are notincludedin
thisreview. Oregon (2010) is left out
because theinitiatives are somewhat
dated and not as consequential as the
others. Lastly, American Samoahasa
state/territorial bank, buttheisland’s
size and unique location suggest that
itsexperience will notbe instructive
for, say, the State of Illinois.

Bank of North Dakota, 1919

The Bank of North Dakota (BND), the
only state bankin the United States,
was founded in 1919. At this time,
agriculture was the dominant sector
in North Dakota’s economy, and
there was concern that the farmers
were being exploited by out-of-state
grain dealers, farm suppliers, and
Chicago, Minneapolis, and New
Yorkbanks. The BND was created

to protectthe farmers from these
exploitive practices, caused by alack
of competition.

The bank'sriskis borne by the State
of North Dakota, “doing business as”
the BND. Should the bank become
financially distressed, all state assets
would be vulnerable for providing
financial support, especially since
the deposits are not FDIC insured.
Butthe bank’s funding modelis
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(compared to 1.6% for federally chartered
banks and 1.3% for state-chartered banks)

one of thereasons for its success: the
BNDisthe depository for all state tax
collections and fees. “And Iwould bet
thatthat would be one of the most
difficult things to wrestle away from
the private sector—those opportunities
tobid on public funds,” said former
president and chief executive officer
Eric Hardmeyer. Inlight of this, along
with the concern thatit would compete
with private banks, the BND has
maintained only one office (in the

City of Bismarck).Italsonow has
satellitelending offices in three

North Dakota cities.

The other key element of success
isthe bank’slending policy, which
haschanged focus over time: farms
and municipalities (in the 1930s),
managing stateinvestments and

servicinglocal banks (in the 1940s
and '60s), and economic development
and commercial loans (beginningin
the 1960s). Again, Hardmeyer says:
“But that’s only one portion of it. We
take those funds and then, really,
what separates usis that we plow
those depositsbackinto the State of
North Dakotain the form ofloans. We
investbackinto the state in economic
development-type activities. We have
specifically designed programs to spur
certain elements of the economy.”

The BND does not originate mostloans
(except for studentloans). Instead,
itfrequently partners with North
Dakota banks, serving as a “bankers’
bank.” Its major role seemstobe

more as a supplier of capital rather
thanaleadlender, finding lending

Founded in 1919, BND is the only state bank
in the country. The original headquarters in
downtown Bismarck, above, was torn down
and replaced by a new building in 2008.

opportunities based on its knowledge
of local conditions. It supportslocal
banks with participation loans and
access to the federal funds market
and the discount window. The BND
lends to borrowers viewed as key to
spurring economic growth, a strategy
akintoanindustrial policy inwhich a
government agency attempts to pick
winners—which is difficult to sustain
on an ongoingbasis. For example, in
2009, the BND favored investments
in the energy sector. Over the past
two decades thishasbeen difficult
tosustain, asthe price of crude oil
peaked in May 2008; in January 2020,
ithad fallen by more than 60 percent.

Still, BND's profitability has been
notably robust for many years. Based
onits total assets, the bankis about
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the 200th largest bankin the United
States.Thereturnonassetsis2.1
percent, substantially higher than the
1.6 percent for federally chartered banks
and 1.3 percent for state-chartered
banks. Similar differences exist for the
return on equity.

Let’s explore two possible reasons for
thisimpressive performance: the low
costoffunds, orlending acuity. The
firstexplanationisa prime suspect,
asvirtually all state funds mustbe
deposited with the BND—but this
conjecture doesn't bear up under
scrutiny. The bank’s interest expenses
as apercentage of total liabilities are
relatively higher than that of other
banks. Thisis surprising, since 12
percent of the BND’s deposits do not
earninterest—although this effect may
be counterbalanced by the absence

of FDIC insurance and an added risk
premium embedded in BND deposit
rates. Moreover, the BND relies relatively
less on deposits than commercial banks
do.Low funding costs do not appear to be
thereason for BND’s high profitability.

The second reason for the favorable
outcome relative to other banks may be
prudentlending. An examination of the
assetside of the balance sheets shows
that the BND does not extend more
loansthan other banks. Itis striking,
however, that the funds setaside for
loanlossesare much larger for the BND.
This mayimply an aggressive approach
tolending and the holding of a high-
risk portfolio of loans. Consequently,
the higher profits, net of expected loan
losses, compensate for extrarisk-taking.
This interpretation, however, would be
contrary to the conservative approach to
banking mentioned in BND documents.
An alternative interpretationis thatthe
relatively high loan loss provision is
consistent with the BND’s conservative
banking policies. However, this
perspective would not explainits high
profitability, instead implying that
profitability should be relatively low.

What separates us is that we ... invest back into
the state in economic development-type activities.
We have specifically designed programs to
spur certain elements of the economy.”

ERIC HARDMEYER | FORMER PRESIDENT OF THE BANK OF NORTH DAKOTA

Athird possibility is that funds

are setaside tocover expected
lossesin energy-sectorloans. This
interpretation is consistent with loan
losses provisions becoming greater

for the BND relative to commercial
banksbeginningin 2015. The BND was
setting aside fewer resources forloan
losses before that.

The BND also holds verylittle cash—
two percent of total assets—compared
to five percent for national banks

and 6.2 percent to 16.5 percent for
statebanks. The BNDisaverylarge
net purchaser of federal funds;

these purchases are netted against
thereported cash/assetsratio.In
contrast, national banks are net
buyers of federal funds. The difference
seems to be traceable to the BND’s

role as a “bankers’ bank” for North
Dakota. According toits founding
charter,the BND shall be “helpful to
and to assistin the development of
state and national banks and other
financial institutions and public
corporationswithin the state...”
(Additional services provided to North
Dakota banksinclude checkclearing,
liquidity management, and bond
accounting safekeeping.) Thereisn't
enough information in the BND annual
reportto assess the profitability for
the BNDinitsroleasanintermediary
between North Dakota banks and the
federal funds market, butitmay be
animportantchannel explainingthe
BND’s enviably high profitability and
inneed of furtherinvestigation.

Massachusetts, 2010

Legislation enacted in 2010
“...authorized a commission to study
the feasibility of establishing a bank
owned by the Commonwealth or

by apublic authority constituted

by the Commonwealth.” The
legislative commission’s report
listed four potential benefits of
aMassachusetts state bank: 1)
stabilizing the state’s economy, 2)
providinglocal businessesimproved
access to credit, 3) augmenting the
lending capacity of community
banks,and 4) helping fund state
government through profits.

Thereportalso confirmed thatthe
Banlkof North Dakota helped support
thelending capacity of community
banksinthe state. Butit found that
data did not support the other stated
benefits: “The commission finds no
compellingrationale, at this time,

to establish a state-owned bankin
Massachusetts.”

Regarding placing state fundsina
statebank, the commission expressed
concern about the amount of equity
capital needed to start the bankand
the financial capacity of abankto
service the state’s transactionsneeds,
especially concerning negative
intra-day balances. The commission
confirmed that small businesses
faced difficulties obtaining credit,
butitbelieved that those needs would
be better serviced by other state and
quasi-state agencies.

AUGUST 2021

GOVERNMENT FINANCE REVIEW

27



STATE BANKS

IUminois, 2010

The State of Illinois explored the idea
of establishing a state bankin 2010,
contacting the University of Illinois
Institute of Government and Public
Affairs (IGPA) about the prospects.
IGPA was not encouraging for several
reasons:

= North Dakotaisathinly banked state
where a state bankmight add value.
Illinois, on the other hand, hasa
broad and deep financial network.

= Inmanyinstances,small businesses
haddifficultyin obtaining credit,
butthose problems were linked to
highlevels ofrisk. There was no
obvious marketfailureregarding
smallbusinesslending.

= Astatebankwouldlikely compete
with community banks, which
would be expected to resist
vigorously.

= Thebankmightbe used for the
political or personal advantage of
public officials.

Recent U.S. State Initiatives,
2019 and 2021

California. Thereis a greatdeal of
recentinterest by state legislatures
instartinga public bankeither atthe
state or municipallevel. (The Public
Banking Institute maintains a website
with awealth of currentinformation.
Visit publicbankinginstitute.org.)
The State of California enacted
legislation thatrepealed the state’s
prior prohibitions on municipalities
and counties from opening a public
bankand from depositing their funds
insuchaninstitution.

Public creditis not defined in the
legislation, but it would seem to refer
to the funds held by state agencies.
According to Assembly Bill 857,
October 2,2019, the public bankis
intended to undertake an aggressive
lending program that helpslocal
economies and communities,
complementing those undertaken by
creditunions and local community
banks. Before submitting an

application for a public bank, a
study must be conducted to detail
start-up costs, the required amount
ofinitial capital, “a downside
scenario that considers the effect
of an economic recession on the
financial results of the proposed
publicbank,” and “how the
proposed governance structure

of the public bank would protect

the bankfrom unlawfulinsider
transactions and apparent conflicts
of interest.” The public banks
authorized by thislegislation are

to be owned by municipalities and
counties, not the State of California.

New Mexico. Legislation was
introduced in the State of New
Mexicoin February 2021 to create
the Public Bank of New Mexico,
which would receive a permanent

Nine coastal cities and counties in
California, including the City of Monterey
pictured above, have approved
resolutions to participate in a viability
study for creating a regional Central
Coast Public Bank under California’s
Public Banking Act AB 857.

deposit of $50 million from the
state treasurer. These funds are not
tobe withdrawn and are, therefore,
effectively equity capital. The

state investment officer would

also deposit $50 million from the
severance tax permanent fund.

The public bankwould engage
innormalbanklending, with

an emphasis on supporting the
economic development of small
businesses—presumably ones that
have had difficulty obtaining credit
from private banks. This lending
ismeant to complement existing
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lending programs, not necessarily to
pursue new creditinitiatives. This
entity would be distinct from the State
of New Mexico, so the state wouldn't
be responsible for the bank’s financial
liabilities. This separation could raise
the cost of borrowed funds.

The Public Bank Feasibility Study

was undertaken by the City of Santa
Fein 2016.Some weaknesses in city
financial management were addressed
bychangesinthe SantaFe Treasury
Office, and because of this study, the
city hasaframework for establishing
amunicipal bank, butithasn'tmoved
forward with it.

New York. The State of New Yorkhas
three bills pendingin itslegislature
pertainingto the creation of a state
bank, all very similar. (Here we focus
on the text of A3309.) The mission
statementand legislative intentare
similar to those from other states
inthis article. New York explicitly
acknowledges the potential of using
“the state’s depository assets to
generate additional benefit for the
people and the economy of the state,”
accordingto the bill, and expresses
concern about “institutional safety
and soundness” and the need for
“insulation from politicalinfluence.”
The public bank would investin
infrastructure;lend to students,
businesses, communities, and low-
income areas; and partner with extant
institutions. Itwould be funded by
state deposits, and the defaultrisk
would be borne by the state.

Washington. The State of Washington
hasaSenate bill pending. The bill cites
market failure by private banksin
meeting the financing needs oflocal
and tribal governments and says the
public bank/cooperative isintended
to assistunderserved communities,
especially with regard to housing.
Thelegislation is specific about the
benefit of using state/local/tribal
funds and is sensitive to the potential
risks from a bank on state finances.
Like New Mexico, the Washington
state bankwould be a government

instrumentality. The bill explicitly
creates substantial distance between
theliabilities of the bank and state
resources. Bonds couldn'tbe issuedin
the name of the state of Washington,
buttheinitial equity capital would
come from a state appropriation, so the
state will bear some distressrisk.

The city of Seattle commissioned
amunicipal bank studyin 2018,
butitwas generally unfavorable to
moving forward, especially given the
complexity of the start-up process.

ShoreBank, Chicago, Illinois

Foundedin 1973, ShoreBankwas a
mission-driven community bankthat
had amajor positive impactin the area
itserved. Its mission was toinvestin
and revitalize inner-city communities.
Itfocuseditslendingin the South
Shore community in the southeastern
partof Chicago. The areawasin
transition from predominantly White
to predominantly Blackresidents

and, whileincome was declining,

the community wasnotin a perilous
condition. Despite its social mission
and thus occasional extension of credit
tohigh-risk borrowers, ShoreBank was
successful and apparently earned a
rate of return on its assets comparable
tosimilar financial institutions.

This profitability was duein part to

depositors attracted to its mission
and, in part, toits superior knowledge
ofthe community.

ShoreBankwasinbusiness for 35
years and had grown substantially,
having assets of $2.6 billion prior to
liquidation. There were two reasons
foritsfinancial distress. The bank
had expanded from its original area
toundertake similar mission-driven
community bankingin Chicago’s
west side; rural Arkansas; the cities
of Cleveland and Detroit; the Upper
Peninsula of Michigan; the Pacific
Northwest; and with affiliatesin

30 countries. The bankexpanded
beyond its competency. The 2008
Great Recession was a second
contributing factor. As with most
recessions, communities of color
were more adversely affected, which
had a severely negative effecton
ShoreBank’s cash flow. Its application
for supportfrom the federal Troubled
AssetRelief Program was denied, and
itwasliquidated by the FDIC in 2010.

ShoreBank’s expansion to the Pacific
Northwest and other areas contributed
to it’s financial distress and ultimately

led to its liquidation in 2010. In this photo
from 2006, Dave Williams, president of
ShoreBank Pacific and Bonnie Anderson,
vice president for real estate stand
outside a development that ShoreBank
Pacific helped fund in Portland, Oregon.
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Sixissues discussed here appear particularly germane to the
issue of starting a state bank:

1

DEPOSITS held by the state treasurer are an attractive
source of funds, butnot all state funds would be eligible
for transfer to a state bank because of laws dictating
how government funds can be invested.

ECONOMIC DEVELOPMENT is a key motivating factor
for starting a state bank. It takes the form of assistance
tosmall businesses, students, and underserved
communities, promoting infrastructure investments,
or targeting critical sectors that willlead to sustained
growth.

RISKisinherent with any bank, and financial distress
characterizes many state banking experiences. The
legislation introduced in the State of Washington
explicitly recognizes and emphasizes the inherentrisks
with a state bank and attempts to insulate taxpayers
from the negative effects of a financially distressed
state bank. Riskisimpossible to avoid. Evenin the
Washington case, the initial equity capital injection by
the state would be vulnerable and could lose value if the
statebankbecomes financially distressed.

EQUITY is one way to attenuate (but not eliminate)
distressriskby providing a permanent source of funds,
butthe equityrequired to startabankmight strain
state finances.In 1919, the BND's startup capital was

$2 million. This figure corresponds to $364 million

in 2020. For the State of Illinois, for example—since
Illinois had a 2019 population that was 16.6 times larger
than that of North Dakota—the comparable figure for
anIllinois State Bankis $6 billion, which is 14 percent
of [llinois’ 2022 proposed budget.

MISSION CREEP AND POLITICAL INFLUENCE are
ongoing concerns. The history of Chicago’s ShoreBank
highlights howrisk-bearing and mission creep can
impede a state bank from fulfilling its original goals
and canlead to financial distress. By contrast, the BND
hasanimpressive record in thisregard. Even though
itsboard of directors comprises three state politicians
(governor, agriculture commissioner, and attorney
general), the BND haslargely stayed on mission overits
100+ year history.

PRIVATE BANK COMPETITION is a potential concern.
It canbe attenuated by forming partnerships, focusing
on underserved market gaps, and providingliquidity
and other banking services (to small banks).

Economic development
is a key motivating factor
for starting a state bank.
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THE CASE FOR A STATE BANK. There are

severalreasons why creating a state bankmight

improve economic performance. A state bank

would be well positioned to understand the pool
of potential borrowers and therefore enjoy alower default rate
than private banks. The availability of state deposits provides
asubstantial and low-cost source of funds. Both factors would
lower the costofloans.

Theresulting surplus could then be employed to support
projects that would have amajor beneficial impact on the
community. A state bank would be positioned to undertake
investments to startaddressing the historic legacy of

racism that creates large gaps inincome and wealth in some
underserved communities. The social return to these and
other meritorious projects exceeds their private market return.

A state banklike the BND could provide liquidity and other
banking services to smaller banks. It could also reduce credit
riskby poolingloans from different small banks. Small business
underfundingisan ongoing concern.

Creating a state bank would expand the competitive landscape.
Households and firms seeking loans would have more banks to
choose from, and the ability to access alternatives is important
in securing alow-costloan. The Bank of North Dakota presents
an impressive model of how a state bank can work to the benefit
of the citizens of its state.

THE CASE AGAINST A STATE BANK. Thereis

no obvious market failure on the part of private
banksin allocating creditand extendingloans.

: Whether a state bank has superior information
thatwill allow it to enjoy a lower default rate remains
unproven. Existing studies showing a lower default rate for
mission-driven banks may not control for the less risky pool of
borrowers that work with community banks.

There are many meritorious projects that deserve support, but
the advantage of pursuing these policy goals via a state bank,
rather than directlegislation, has notbeen established.

While state deposits would create alow-cost source of funds,
they come with a hidden cost: the value of the services that were
being provided by private banks. These costs mustbe quantified
and considered in an overall evaluation of a state bank.

Thelending market, especially with the advent of electronic
banking, is sufficiently developed that an additional bank will
have minimalimpact on the competitive environment.

The political history of some states raises serious concerns
aboutany activities where politicians mightinfluence lending
decisions in ways thataren’trelated to economic criteria.
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Moreover, a state bank would

be tempted to direct funds to
sectors or projects deemed to be
critical for growth, effectively
trying to pick winners and losers.
Suchindustrial policies have
had amixedrecord of success.

While state deposits
would create a low-
cost source of funds,
they come with a
hidden cost: the value
of the services that
were being provided
by private banks.

Mission creepis aforce thataffects
many institutions in the public and
nonprofit sectors; the history of the
Chicago ShoreBankisaworrisome
example.

While the sustained profitability

of the Bank of North Dakotais
impressive, the general applicability
of thismodel islimited because the
financial sector in many states is well-
developed, and the state’s population
0f 762,000 residents is quite small,
only seven percentlarger than that

of atypical congressional district.

Are state banks auseful economic
development tool with future promise?
Theissues affecting the advisability of
creating a state bank seem to hinge on
four questions.

WHAT ARE THE TRUE COSTS OF
STATE DEPOSITS?

Acrucialfactor favoring the creation
of astate bankisthe transferof the
state deposits from private banks.
These deposits are a sizeable and
stable source of funds, and they

are arguably the backbone of the
success of the Bank of North Dakota.
The pool of funds available in, for
example, Illinois is extensive:

$7.4 billion as of December 31, 2020.
These fundsarein theIllinois
Public Treasurers’ Investment
Pool,which the 2020 I1linois State
Treasurer'sreportdescribesas:“..a
localgovernmentinvestment pool
operated by the treasurer for state
and local government agencies. This
program provides a critical service
for state and local agencies, enabling
them to pool their money and invest
in asafe,liquid investment vehicle
thatexceeds industry benchmarks.

Created in 1975, The Illinois Funds was
the firstlocal government investment
pool established in the nation. The
Illinois Fundsis comprised of over
1,500 participating entities, holding
approximately 3,000 accounts with
netassets of approximately $7 billion.”

These assets are invested in liquid,
short-term assets, and the fund must
conform to SEC Rule 2a-7, which
stipulates that the average, dollar-
weighted maturity of the portfolio be
60 days orless. As of the end 0f 2020,
the average maturity of the Illinois
Fundswas58days, sothereturn
will be close to the return on money
market funds.

These deposits, however, are
notnecessarily “free money.” If
transferred to a state bank, they
come with three costs:

= The provision of financial
transactions services for the state.

= Theforegone value of non-
transaction services received
from private banks in which state
funds had formerly been deposited,
less any fees paid by the state.
However, private discussions with
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EXHIBIT 1 | LEGISLATION AND LOCAL EFFORTS BY STATE

{ﬂi More than half the states have
proposed legislation in support
of publicly-owned banks.

1111

THE STATE OF PUBLIC BANKING IN THE U.S. TODAY [ state/Territorial Public Bank Established

According to the Public Banking Institute, more than 25 initiatives
for public banks are actively being pursued across the nation by

progressives and conservatives. 30 of 50 states have proposed . Bill, Feasibility Study, Task Force or
legislation in support of publicly-owned banks, and over 50 Ballot Measure Introduced 2017-20
organizations are promoting public banks.

. Legislation Passed, Executive Order Given

. Pending Legislation

. Organized Public Bank Community Groups/

Source: Public Banking Institute, publicbankinginstitute.org Candidates with Public Bank Platform
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EXHIBIT 2 | FACTORS DETERMINING THE COST OF LENDING

Factors Discussion Advantages

Operating Costs Many private banks would be larger than a newly established  Private
state bank. Economies of scale and scope suggest that
private banks have a cost advantage.

Loan Defaults Lending is risky business, and loan defaults are expected. State
A state bank may be better embedded into neighborhoods,
have superior knowledge about its customers, and therefore
may suffer fewer loan defaults. The lower the expected
defaults, the lower the cost of making a loan.

This advantage may be attenuated if a state bank extends
high-risk loans in underserved communities that are
correlated with lower incomes.

Cost of Funds

— Private Deposits There is no obvious advantage enjoyed by one type of bank None
over the other.

— State Deposits In the course of discharging its routine tasks, a state State
generates a large amount of core deposits. They are usually
deposited in a private bank. State deposits channeled to a
state bank would be an important and inexpensive source of
funds for a state bank.

Transferring funds from a private to state bank may have
an opportunity cost if the state receives banking and other
services as compensation for the deposits. This opportunity
cost would effectively raise the cost of state deposits at a
state bank. However, private discussions with five financial
officers in public institutions, private banks, and private
businesses did not uncover any substantial benefits flowing
from bank deposits.

- Borrowed Funds  Borrowings from investors in the form of certificates of Private
deposit (CDs) or other financial instruments, or from other
banks, would likely be backed either implicitly or explicitly by
the full faith and credit of the state. Due to the fiscal stresses
that exist in many states, the interest cost of CDs and other
bonds would likely be higher than those for private banks.

Independent of the risk premium due to fiscal stress, private
banks, due to their large size, would also have access to
borrowed funds at a relatively lower interest rate.

- Equity Itis frequently alleged that the amount of equity capital None
carried by private banks is a burdensome cost that a state
bank can largely avoid, and there’s an element of validity
to this concern. But the conclusion that private banks are
disadvantaged does not bear up under closer scrutiny.

Of the three main banking functions, allocating credit is the primary one in which

a state bank might have a unique and constructive role to play. A state bank might
be able to allocate credit at a lower cost than private lending to the existing pool of
actual and potential borrowers. Profits from these projects would then be available
to fund meritorious projects that can’t be supported by private lending. Absent a cost
advantage for a state bank, extending credit to underserved communities or projects
with a high social but low market return via cross-subsidization is not sustainable.

The three factors that determine loan costs are operating costs, loan defaults,
and the cost of funds, the latter further divided among private deposits, state
deposits, borrowed funds, and equity (see Exhibit 1). The relative costs for private
and state banks are discussed in column 2 and summarized in column 3.

Our analysis suggests that a private bank may have cost advantages due to

lower operating costs and a low cost of borrowed funds. State banks may benefit
from lower default rates and greater access to state deposits, both of which lower
its cost of making loans.

five financial officers in public
institutions, private banks, and
private businesses did not uncover
any substantial benefits flowing
from bank deposits.

= Thedestabilizing effects of
withdrawing state deposits from
private banks, especially smaller
institutions with limited access to
alternative sources of finance.

Quantifyingthese three costsis
important to confirm that state
deposits are truly cheap money.
When a full evaluation is completed,
itislikely to show that there will be
asubstantial net benefit to the state
bank from state deposits. With lower
costsin extendingloans, astate
bankwill be able to pursue social
lending on a sustainable basis.

HOW VULNERABLE ARE
TAXPAYERS TO STATE BANK RISK?

State bankingisrisky business;
failureis frequent,andriskis
omnipresent. The state faces three
sources of risk:

= Liabilityrisk. To attenuate
liability risk, the state might
commitits resources to guarantee
the state bank’s liabilities.
This guarantee will lower funding
costs, but the benefitmust be
balanced againstthe increased
riskthat the state and its taxpayers
would now bear.

= Equityrisk. Since the state bank
isintended to be owned by the
state, theinitial equity capital
must be provided by the state. Tobe
comparable to the BND, an Illinois
State Bank would need $6 billion
of equity capital. This substantial
sumisatrisk, thoughtheriskis
capped by the value of the initial
investment.

= Legalrisk.The state bankfaces
legalriskifitislegally connected
to the state, especiallyifit
operates under the “doing
business as” structure.

The costs associated with these risks
need to be evaluated and quantified.
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WHY WOULD A STATE BANK HAVE
BETTER SUCCESS IN SUPPORTING
UNDERSERVED COMMUNITIES?

Perhaps the key motivation for a state
bankisthatitwould be able to help
underserved communities, especially
in providingloans and credit. Offering
such assistance has been an ongoing
policy goal for atleast five decades.
In1964, President Johnson initiated
actionsinhisWaron Povertyandin
the Economic Opportunity Act. The
latter created work-training programs
(including the Job Corps) and

urban and rural community action
programs. This same set of policy
concerns has faced the Community
Development Financial Institutions
Fund (created in 1994), numerous
enterprise zones, and many other
federal, state, and local government
policy initiatives. Unfortunately,
geographically targeted or place-based
programs “often fail to benefitthe
places and people they are intended to
aid” because they are poorly targeted
and poorly tailored to community
needs. Will a state bankbe more
successfulin overcoming past
obstacles, supporting underserved
communities, and pursuing other
meritorious policy goals?

HOW CAN A STATE BANK BE
INSULATED FROM POLITICAL
INTERFERENCE?

There is a substantial concern

about the politicization of creditand
“mission drift.” Political interference
in public banks is widespread across
the globe and leads toless growth and
less development of the financial
sector. Intheirchapteron “The
challenge of keeping public banks on
mission,” author Christoph Scherrer
is somewhat pessimistic: “Placing the
mission driftin thislarger framework
precludes any easy panacea for
keeping public banks to their public
purpose.” Abank-commissioned
history of the BND notes that “The
Bankof North Dakotaisafinancial
institution, of course, butitisalsoa
political institution.” Nonetheless,
following are two possible approaches,
one conventional and oneradical.

The conventional approach isto follow
thelead of the Bank of North Dakota. As
Hardmeyer said in an interview with
American Banker: “If you are going to
have a state-owned bank, youhave to
staffitwith bankers. If youstaffitwith
economic developers, you are going to
haveaveryshortlived, very expensive
experiment. Economic developers
have never seen adeal they didn't like.
We dealwith thateveryday.” Itisstill
unclear how the politicians have been
keptatbayin North Dakota.

The more radical approach appeals
tonaked economic interests. A state
bankisunder consideration because
there is the possibility thatitwill
generate surplus funds that can be
employed to address socialissues
outside the scope of private markets.
Theradicalideaistohave several
state stakeholders with afinancial
interestin maximizingthe size of
this surplus. Consider the possibility
of creating a consortium of six
independently created state banks for
the Upper Midwest states—Minnesota,
Wisconsin, Illinois, Indiana, Michigan,
and Ohio—that would undertake
lending activity in the following
manner:

1 Eachstate formsa state bankwith
the primary purpose of allocating
capital vialending.

2 Thestate banks are funded by
state deposits and state-provided
equity capital. Each stateis
assigned a share determined by its
contribution of deposits and equity.

3 Attheend ofeachfiscal year,
the profits of all six state banks
are aggregated and distributed
according toshares. In a given state,
these surplus funds will be further
divided between an additional

contribution of X percent to
equity (for example, retained
earnings or accumulated surplus)
and Y percent to a special social
account thatis segregated from
the deposits and equity provided
by each state. (n.b.., X percent plus
Y percent sum to one, they are the
same forall six state banksina
given yearand can be changed in
subsequent years.)

4 Based onits contributed deposits,
equity, and accumulated surplus,
each state bank proposeslending
decisions, but theloans mustbe
approved by atleast four of the six
state banks.

5 Eachstatebankcaninvestthe
special social account funds as
they wish, perhaps in projects
with a high social return buta
low private return thatwould not
meet the market test. The size of
the special social account can be
adjusted by altering Y percentin
subsequent years.

This approval process would
provide financial incentives

for states to reject substandard,
politicalized projects because they
resultin alower aggregate surplus
and therefore lower sharestoall
states. Moreover, these questionable
projects donot provide, to any
important degree, political or other
non-pecuniary benefits to those
outside the state. The proposed
approach may not deter corruption
and mission creep fully. But some
mechanismisneeded if a state bank
istobe sustainable and largely
unaffected by political pressures,
and hence a useful economic
development tool with future
promise.

Robert Chirinko is a professor in the Department of Finance at University of
Illinois at Chicago and a member of the Government Finance Research Center

Faculty Advisory Panel.

Read the full report at gfoa.org/state_banks

AUGUST 2021

GOVERNMENT FINANCE REVIEW

35



