
Bank Size 
and Risk: 
A Note on 
the Evidence 
A review of the literature finds 
little evidence that small banks 
operate with greater risks than 
large banks. 

The relationship between risk and size of financial 
institutions may play a vital role in the evolution 
and stability of our financial system. Three possi-
bilities exist: large banks are more risky than 
small banks, small banks are more risky than 
large banks, or large and small banks are equally 
risky. Everything else equal, the greater the risk of 
variation in income or of failure assumed by 
banks of various sizes, the greater the cost of 
capital and other liabilities that they need in 
order to grow. Therefore, the structure of our 
financial system (the numberand size distribution 
of financial institutions) wil l ultimately depend in 
part upon the relationship between bank size 
and risk. This extremely important issue has 
received little or no direct empirical testing. 
Most of the evidence on risk and size must be 
gleaned from side results of empirical studies of 
other problems such as capital adequacy, interest 
rate risk, or identification of potential problem 
banks. 

There are four main sources of risk for financial 
institutions. First, credit or default risk, the risk 
that borrowers will not repay or wil l not repay on 
schedule. Second, the risk associated wi th vari-
ability of interest rates, which stems from the fact 
that financial intermediaries must borrow or at 
least pay interest on a majority of the funds they 
lend and may not be able to match maturities of 
the funds they lend against the funds they 
acquire. Third, operating risk, a measure of how 
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well expenses and liquidity are managed. And 
fourth, the risk associated with fraud or insider 
abuse by management. Reviewing the empirical 
literature on each of these risks and their association 
with bank size indicates that we know far too 
little about bank size and risk. 

Credit Risk 
There is no direct empirical evidence or good 

indirect evidence showing a systematic relation-
ship between a bank's size and its ability to 
control its credit risk position. 

There has not been a string of either large or 
small bank failures due to credit risk, but there is 
evidence that large and small banks each face 
unique types of credit risk. Small banks may find 
themselves more geographically limited and hence 
more dependent on the health of a specific type 
of industry than do large banks. Therefore, small 
bank exposure to unforeseen regional or national 
economic events may be greater than for large 
banks, which tend to have greater geographic 
and industry loan diversity. The vulnerability of 
small rural banks to problems in the farming 
industry was highlighted in 1977. Rural banks 
had liquidity problems because their loan port-
folios were heavily directed toward farmers who 
were experiencing hard times resulting in their 
inability to repay their loans. The dependence of 
small banks on their local economy is also 
demonstrated by the current recession (See 16). 
These risks, however, may be equalized by those 
faced by large banks which must keep current on 
large, diversified portfolios. Recently the problems 
of diversification have been graphically illustrated 
to banks wi th international loans, (some loans to 
Poland and/or Mexico are being restructured). 
(See 10, 12). 

The only empirical study on the attitude of 
bank managers toward risk looked at the relative 
riskiness of bank holding company banks (which 
included almost all large banks) and independent 
banks (which are typically smaller banks). The 
study concluded that holding company bank 
managers take more credit risks (14). 

Interest Rate Risk 
Bank interest rate risk depends on the bank's 

vulnerability to changes in interest rates. Unless 
banks are able to perfectly match interest rates 
and maturities of their liabilities and assets, some 
interest rate risk wil l exist. Researchers have 
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found little if any systematic relationship between 
large and small banks and their interest rate risk 
exposure (5, 6, 7). 

Use of financial futures markets is one way to 
help control interest rate risk. Recent surveys of 
the use of financial futures markets by banks and 
savings and loan associations indicate that few 
small banks presently use these markets (3, 8). 
As banks increase in size, they are more likely to 
use the financial futures markets. This may be 
because small banks have less need to hedge 
their portfolios or because they have some 
inherent disadvantage in hedging (1). Presently, 
however little quantitative evidence exists that 
there are differences between large and small 
banks in interest rate risk exposure. 

Operating Risk 
Financial institutions face the risks of poor 

expense control, poor product design and poor 
liquidity management that afflict all firms. The 
extent of these risks depends primarily on how 
well the institution is managed and on the 
complexity of the problems it faces. Management 
problems are likely to be simpler in smaller 
organizations. Yet claims have often been made 
that smaller banks are less able to attract the best 
managers. In any event, there seems to be no 
strong tendency for problems associated with 
poor operating management to be associated 
with financial institutions of a particular size. 

Management Risk 
The inability to control expenses due to poor 

management is a serious problem, but a much 
more serious problem arises from management 
dishonesty and greed. These risks are manifest in 
fraud, forgery, insider transactions and dishonest 
acts by the bank's staff. Unfortunately, the bank 
failure and early warning system literature reveals 
that these risks are the primary cause of most 
bank failures. Joseph F. Sinkey, Jr. (18) writes, 
"For over 167 years, the major cause of bank 
failures, dishonest bank managers, basically has 
remained the same. The form has varied but the 
driving force has not changed." These problems 
are usually the most difficult to protect against. 

The importance of managerial risk is seen in 
the record of bank failures since 1960. From 
1960 to May 1976,84 insured commercial banks 
failed. FDIC records indicate that the principal 
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causes of failure of 45 of these banks were 
insider loans and out-of-territory loans (often 
connected with brokered deposits). Twenty-five 
more failures were principally caused by em-
bezzlement or other management manipulation. 
Only 14 failures (17 percent of the total) resulted 
from bad loans made in the bank's local area 
(18). 
Overall Risk 

Two sets of empirical literature assess overall 
bank risk. The first is the capital adequacy literature 
covering the problems of determining how much 
capital is necessary to buffer banks against po-
tential losses. The second is the literature on 
early warning systems which would allow regu-
lators to identify problem banks prior to the 
problem. Both sets of studies are extensive, yet 
the size-risk relationship is seldom addressed. 

The capital adequacy literature shows that 
capital ratios are higher at small banks than at 
large banks. In addit ion it shows that regulators 
require higher capital ratios for smaller banks. 
Therefore, either banks abide by regulation or 
smaller banks in fact have more risk and compen-
sate for this risk by holding more capital. Studies 
by Peltzman (15) and Mayne (11) indicate that 
regulations have little influence on bank capital 
ratios, while a study by Mingo (14) reaches the 
opposite conclusion. Wolkowitz (19) finds that 
small banks are inherently riskier but that they 
hold more capital to 'compensate for that risk. 
Therefore, when management decisions are made, 

actual risk appears to balance out for small and 
large banks. Dince and Fortson (2) also find that 
bank size and capital adequacy are not related. 

The "early warning system" literature studies 
the characteristics of banks which have failed or 
which have appeared on a regulator problem list 
(See 4 for a summary). These studies generally 
controlled for bank size in the sampling process, 
which implicitly assumes that size is not important 
One of the early warning studies that did consider 
size explicitly found no relationship between 
bank size and vulnerability (9). Another study 
which did not control for size in its sample 
selection found that the characteristics which 
best distinguished problem banks did not include 
size (17). 

Conclusion 
There has been little systematic study of the 

size-risk relationship for financial institutions. 
Much of the evidence that exists is in the form of 
incidental evidence from studies of other aspects 
of these institutions. Although little is known, our 
review of the literature leads to two general 
conclusions. First, no systematic evidence exists 
that small banks are at a competitive disadvantage 
in terms of risk. On this front, therefore, small 
banks appear to be on equal footing with large 
banks. And second, as banking competit ion 
becomes more intense, risk borne by banks wil l 
become increasingly important. The topic de-
serves much more attention than it has received. 

—David D. Whitehead and Robert L Schweitzer 
Schweitzer is assistant professor of economics, 

University of Delaware. 
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