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Abstract

This study investigates the profit efficiency (PROFEFF) of small banks (those under $500

million in total assets) for 1990–96. Assuming that small banks and large banks use the same

production technology, we find, consistent with Berger and Mester [J. Bank. Finance 21 (1997)

875], that small banks are more profit efficient than large banks. Small banks in non-metro-

politan statistical areas (non-MSA) areas are consistently more profit efficient than small

banks in MSAs. Cross-sectional analysis of the correlates of the PROFEFF estimates suggests

that structure–performance factors, relationship–development factors, and expense-preference

behavior play an important role in explaining the PROFEFF of small US commercial banks.
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1. Introduction

Financial economists have long been interested in the financial performance of

small banks. This issue is especially important in the current era of bank consolida-

tion. As the industry consolidates, there are concerns that small commercial banks
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may not survive; these banks have traditionally performed the important function of

allocating credit to small businesses, an important source of job creation.

One difficulty in evaluating small bank performance relative to other banks is that

it is affected by inherent differences in asset composition, liability composition, ex-

penses, non-interest income, capital ratios, competition and access to credit informa-
tion. The profit efficiency (PROFEFF) analysis used in this paper produces a

sophisticated measure of financial performance which takes many of these differences

into account. The PROFEFF measure is estimated and then regressed on variables

which reflect differences in asset and liability composition, competition, location, or-

ganizational structure and other factors. This analysis provides a comprehensive pic-

ture of the differences between small banks and other banks for the period 1990–96. 2

We define small banks as those with less than $500 million in total assets.

In addition to the application of PROFEFF analysis, this approach is different be-
cause previous studies of small bank performance generally consider all small banks

as one group. Forty three percent of small banks are located in metropolitan statisti-

cal areas (MSAs) and 57% are located in non-MSA areas. 3 Since both types of small

banks are important parts of the banking community, it is important to understand

the differences in financial performance between the two sets of small banks.

Assuming that small banks and large banks use the same production frontier, we

find that small banks are more profit efficient than large banks, which is consistent

with Berger and Mester (1997). Small MSA banks are the least profit efficient of the
three types of banks considered. Our results suggest that small bank PROFEFF is

reduced by expense-preference (EP) behavior and increased by factors related to

market structure and lender–borrower relationship–development (RD).

2. Literature review and hypotheses

At least five theories have been advanced to explain why small bank financial per-
formance may differ from that of other banks. Empirical tests have found some sup-

port for most of these theories, but these tests have generally not been conducted

using a PROFEFF framework. 4 We do not attempt formal tests of the hypotheses,

but we use these hypotheses to characterize our results and to interpret these results.

The oldest theory, the structure–performance (SP) hypothesis (e.g., Gilbert, 1984;

Hannan, 1991a, b) suggests that, other things being equal, small banks in small com-

munities can charge higher rates on loans and pay lower rates on deposits than other

banks because there is less competition in small banking markets. This hypothesis is
consistent with higher PROFEFF at small non-MSA banks.

The EP hypothesis (e.g., Arnould, 1985; Berger and Hannan, 1998; Hannan and

Mavinga, 1980; Purroy and Salas, 2000; Rhoades, 1980) suggests that, ceteris pari-

2 DeYoung and Hasan (1998) also use a PROFEFF approach to evaluate small bank performance, but

their analysis deals exclusively with de novo banks.
3 MSAs generally have total population of 50,000 or above.
4 Berger and Hannan (1998) use a cost efficiency approach in evaluating the EP hypothesis.
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