
An Alternative 
View of 
Bank 
Competition: 
Profit or 
Share 
Maximization 

A study of 5 9 0 banks over eight years finds consistent 
evidence that small banks seek to increase their market 
share even at the expense of profits. Large banks, on the 
other hand, apparently aim to maximize both profits and 
market share. 

Market forces wi th in the financial services 
industry are driving regulators and legislators 
to consider further deregulation. Both product 
and market restraints on financial institutions 
are being reconsidered seriously in light of new 
communication technology, product innovation, 
and cooperative competit ive agreements among 
what tradit ional ly were considered noncom-
peting financial institutions. 

As deregulat ion removes the art i f ic ial 
restraints to product and market development, 
consolidations among financial institutions 
appear inevitable.1 Al though consolidations 
wil l occur, the degree of consolidation is 
questionable because there wil l always be a 

' To the extent that regulat ion has restra ined the op t ima l size of f inancia l 
inst i tut ions, deregu la t ion wi l l lead to mergers or conso l idat ion among 
f inancial inst i tut ions. As deregu la t ion occurs, a larger number of 
f inancial inst i tu t ions wi l l be able to of fer s imi lar f inancial services. This 
wi l l tend to increase the number of compet i to rs and reduce the level of 
market concent ra t ion, making it easier for similar inst i tu t ions to 
merge. 

place for relatively small financial organizations 
which are specialized and highly eff icient. On 
one hand, consolidations may offer certain 
benefits, such as those associated wi th econ-
omies of scale and the consumer's abil i ty to 
obtain many financial services from a single 
institution. On the other hand, consolidations 
may involve certain costs to society such as the 
potential loss in compet i t ive market perfor-
mance from the removal of some small and 
potential ly innovative competitors. 

Given the l ikel ihood of deregulation and the 
probabi l i ty that many small competi tors wi l l be 
eliminated through consolidations, it is essential 
to learn whether compe t i t i on wou ld be 
decreased if the number of small competi tors 
were reduced. This study addresses the question 
by analyzing the compet i t ive performance of 
relatively large and relatively small banks in the 
Sixth Federal Reserve District. 

Convent ional antitrust analysis is based on a 
tradit ional theoretical model that assumes a 
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firm's primary goal is to maximize profits. 
Given profit maximization as the firm's objective, 
it is then possible to depict the firm's conduct 
in various market settings. The firm's conduct 
or behavior then determines its performance 
(that is, prices, output , prof i t or rate of return). 
It fol lows that the interaction among firms in 
the same market, all a t tempt ing to maximize 
profits individually, wil l determine the market's 
compet i t ive performance. Depict ing all firms 
as profit maximizers then allows for a rather 
simple analysis of markets. Knowledge of the 
markef s structure (number and size distribution 
of firms in the market) and the presumed 
conduct of firms in their efforts to maximize 
profits then allows us to project the market's 
compet i t ive performance. Markets wi th high 
concentration ( two or three firms control l ing a 
relatively large port ion of the market) are 
presumed to be less compet i t ive (higher prices 
and lower levels of output) than those wi th low 
levels of concentrat ion. This rather simple 
model forms the basis for the wel l -worn 
analytical tool that uses a market's structure to 
project its performance. 

Casual Observation 
Yet the competi t ive interaction among banks 

in market settings raises questions about the 
premise that all banks are prof i t maximizers. 
Commercial banks are department stores of 
financial services. The average consumer seems 
to develop a close relationship w i th his banker 
because access to future financial services may 
depend on it. This leads to customer loyalty 
perhaps unparalleled in other industries. Once 
people decide which bank to deal with, it is 
extremely diff icult to persuade them to change. 
Consumer loyalty and mutual i ty of benefits 
appear to be at the root of this type of 
behavior. As a consequence bankers are less 
likely to compete for each o thers" current 
customers than for uncommi t ted customers. 
This is probably more the case for a small retail 
account than for large retail or commercial 
accounts. Compet i t ion for these latter types of 
accounts is probably more personal and indi-
vidualized than compet i t ion for the small retail 
or small commercial account. 

Two observations, then, seem worthwhi le. 
First, most overt measures of compe t i t i on 
within banking markets in fact measure the 
intensity of compet i t ion for relatively small 
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retail and commercial accounts. Second, these 
competit ive actions are almost certainly directed 
at new customers, those just moving into a new 
area or seeking to establish a banking rela-
t ionship. It is then primarily the growth in 
banking consumers for which bankers are 
overtly compet ing—not the entire customer 
base of a market. 

This leads to a th i rd and perhaps more 
important observation: small banks may empha-
size deposit growth to a greater extent than do 
their larger competi tors. Both large and small 
banks overtly compete for the same set of 
customers, but small banks have more to gain 
by attracting new customers than do large 

. . if small banks are 
indeed the most likely to 
stimulate competition within 
a market, then the loss of 
small banks may weaken 
these markets' competitive 
performance." 

banks. Numerous studies on economies of 
scale in banking show that significant reductions 
in average costs are experienced only up to 
approximately $50 to $75 mi l l ion in deposits.2 

Past this point, as a bank expands its deposits it 
experiences relatively constant average costs. 
Therefore, by emphasizing deposit growth, the 
small bank may lower its average costs and 
thus increase its profit potentials. It fol lows 
that a small bank may undertake overt com-
peti t ive actions (both price and nonprice) in 
order to attract proport ionately more deposits 
than its larger compet i t ion. Only after the small 
bank has obtained a size suff icient to realize 
available economies of scale ( lowest average 
costs) wou ld it turn its at tent ion to profits. 

Now if we fo l low this line of reasoning 
further, we may hypothesize that relatively 
large banks and smaller banks in the same 
markets may have di f ferent objectives. The 

2See George J. Benston, Gerald A. Hanweck and David B. Humphrey, 
"Operat ing Costs in Commercial Banking," this Review 
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large bank may find it less desirable to compete 
overtly for market share than to simply take 
advantage of its customer base and maximize 
profits subject to some min imum market share 
constraint. On the other hand, the smaller 
bank finds it advantageous to expand its 
customer base in order to achieve sufficient 
size to take advantage of scale economies. 
Therefore, the small bank finds it advantageous 
to undertake overt compet i t ive action to 
increase its deposit base. 

To the extent that prof i t max imizat ion 
behavior and share maximizat ion behavior are 
inconsistent we should be able to devise an 
empirical test of the hypothesis. This hypothesis 
is important. If large and small banks in fact 
have dif ferent objectives, and if the small bank 
is most likely to undertake overt price and 
nonprice st imuli seeking to expand its market 
share, then the loss of many small banks may 
adversely affect the compet i t ive performance 
of banking markets. In other words, if small 
banks are indeed the most l ikely to stimulate 
compet i t ion wi th in a market, then the loss of 
small banks from deregulation and consoli-
dations may weaken these financial markets' 
compet i t ive performance. 

Theoretical Rationale 

Thinking of a f irm as something other than a 
profit maximizer is by no means pathbreaking.3 

In the late 1950s, W. J. Baumol asserted: 
" I am prepared t o general ize f rom these observations 
and assert that the typical ol igopol ist 's ob ject ive can 
usefully be character ized, approximate ly , as sales 
maximizat ion subject to a m i n i m u m prof i t constraint. 
Doubt less this premise over-specif ies a rather vague 
set of at t i tudes but I bel ieve it is not t oo far f rom the 
truth. So long as profits are high enough to keep 
stockholders satisfied and cont r ibu te adequate ly t o 
the f inancing of company growth, management wi l l 
bend its efforts t o the augmentat ion of sales revenues 
rather than to fur ther increase prof i ts."4 

Baumol's generalization was based on his v iew 
of how large firms actually behaved. The 
management of business firms seems to be 
obsessed wi th sales growth. In attempts to 
impress directors, attract stockholders or simply 
impress market observers, management consis-

3F. Machlup, "Theor ies o t t h e Firm: Marginatist, Behavioral, Manager ia l , " 
Amer ican Economic Review, March 1967, pp. 1-33. 

•Wi l l iam J. Baumol, Business Behavior, Value and Growth, (New York: 
Macmil lan, 1959), pp. 49-50 . 

tently emphasized sales growth. This led Baumol 
to hypothesize that the primary objective of the 
management of larger corporations is sales maxi-
mization subject to some minimum level of 
profits. This laid the foundation for a series of 
empirical studies attempting to verify what came 
to be known as the "sales maximization hypo-
thesis." A number of these studies attempted to 
test the phpothesis, but most found little support 
for it.5 One exception, a study by Robert J. 
Saunders that used a cross section of commercial 
banks from the Fourth Federal Reserve District, 
reported: 

"This observed profit-depressing, high growth-or iented 
behavior of some commercial banks wou ld be expected 
in as i tuat ion where the sales maximizat ion hypothesis 
is t rue . . ."6 

More important ly, however, Saunders found 
that some commercial banks seemed to display 
profit maximizing behavior while others pursued 
policies consistent w i th sales maximization. 
Issues concerning the proper behaviorial model 
for the f irm clearly are far from sett led as a 
number of recent art icles on expense -
preference behavior reveal.7 

The predictabil i ty of the relationship between 
a market's structure (number and size distribu-
t ion of firms) and its compet i t ive performance 
(i.e. level of prices, profits, and output) largely 
depends on the objectives of firms in that 
market. The structure—performance relation-
ship in banking has proved statistically significant 
but quantatively weak. In other words, the 
level of market concentrat ion (a structural 
measure of how much of the market is controlled 
by the largest'firms) matters, but only very large 
changes in market concentration are associated 
wi th very small changes in price, profits or the 
other performance indicators. One probable 
reason for f inding that this relationship quanti-
tatively weak is that all firms in a market do not 
operate w i th the same object ive. Numerous 
studies testing various explanations (for exam-
ple, the expense preference hypothesis, or the 

5 See for example, Wi l l iam C. Pardr idge, "Sales or Profit Maximizat ion in 
Managemen t Capit ia l ism," Western Economic Journal, Spring, 1964; 
Marshal l Hall, "Sa les Exam ina t i on " Journal of Industr ial Economics, 
April, 1977; and Bevars D. Mabry and David L. Siders, "An Empir ical Test 
of the Sales Maximizat ion Hypothesis," Southern Economic Journal, 
January, 1967. 

•Rober t J. Saunders, "The Sales Maximizat ion Hypothes is and the 
Behavior of Commercia l Banks," Mississippi Valley Journal of Business 
and Economics, Vol 6, Fall 1970. 

7 See Stephen A. Rhoades, "A Summary and Evaluat ion of Structure-
Per formance Studies in Banking: An Update," Work ing Paper, Staff of 
the Board of Governors of the Federal Reserve System, 1982. 
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l imit price hypothesis, or Hick's quiet life 
hypothesis or the l inked ol igopoly hypothesis) 
bear out the fact that the behaviorial e lement 
especially of the banking firms is a complex 
animal.8 A t tempt ing to understand a complex 
relationship of ten entails separating the com-
ponents and analyzing them independent ly. 

Since it is qui te probable that not all firms 
operate wi th the same object ive, a basic 
distinguishing characteristic should separate 
firms into groups sharing the same object ive. 
Perhaps the simplest characteristic is the 
relative size of firms in their respective markets. 
For those markets chosen in the Sixth Federal 
Reserve District, banks wi th less than 3 percent 
market shares are consistantly smaller than the 
deposit size necessary to take advantage of 
scale economies. Banks wi th more than 15 
percent of the market's deposits are consistently 
largerthan the min imum size necessary to take 
advantage of scale economies. Therefore, this 
study attempts to gather empirical evidence 
on the possibil i ty that relatively large banking 
firms' behavior (those wi th f i f teen percent or 
more of market deposit) differs significantly 
from that of smaller firms (those wi th three 
percent or less of market deposits) w i th 
respect to thei r prof i t and market share 
maximizing behavior. 

Hypothesis 
Our basic hypothesis is that relatively large 

banks at tempt to maximize profit subject to 
some minimal market share constraint whi le 
smaller banks at tempt to maximize market 
share subject to some minimal profit constraint. 
This hypothesis asserts that, in general, large 
banks are wi l l ing to sacrifice market share to 
take advantage of pricing or nonprice policies 
allowing the bank to maximize profits. Therefore, 
we would expect that higher levels of market 
profit would be associated with declining market 
share for large banks. Conversely, small banks 
are in general attempting to acquire market 
share, since increased market share equates to 
increased market power. It is only after the small 

"See for example, Frankl in R. Edwards, "Manager ia l Object ives in 
Regu la ted Indust r ies : Expense -P re fe rence Behav io r in Bank ing , " 
Journal of Polit ical Economy, Vol. 85, February-December 1977 or 
T imothy H. Hannon, "Expense-Pre ference Behavior in Banking: A 
Reexaminat ion," Journa l of Political Economy, Vol. 87, February-
December , 1979 or James A. Verbrugge and John S. Zahera, "Expense-
Preference Behavior in the Savings and Loan Industry," Journal of 
Money, Credit and Banking, November, 1981. 
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Figure 1. Graphic Depiction of the Hypothesized Relationship 

\ Profits 
Relatively large \ 
banks maximize \ 
profits at the \ 
expense of share. \ 

\ Relatively small 
\ banks maximize 

\ growth in the 
\ market share 

\ at the expense 
\ of market profits. 

- 0 + 
% C h a n g e % C h a n g e 

M a r k e t S h a r e C o n t r o l l e d M a r k e t S h a r e C o n t r o l l e d 

bank has acquired some level of market power, 
or relative size, that its objective would change to 
maximizing profits. Therefore, we would expect 
lower levels of profit to be associated with 
increasing market share for small banks. 

This wou ld be expected if small banks have 
the same or higher but decl ining average cost 
as their larger competitors. It wou ld not be 
expected only in the case where the average 
cost of the larger f irm is higher than that of the 
smaller firm, in other words, where diseconomies 
of scale are encountered. Graphically, Figure I 
describes the relationship expected if the two 
sets of banks, large and small, in fact perform as 
if they were at tempt ing to maximize profits or 
market shares, respectively. Conceptually, the 
relationship between profits and growth or 
decay in market share need not be continuous, 
but the general relationship described by 
Figure I wou ld need to be found to support the 
hypothesis. 

Sample 
To test the hypothesis we selected banking 

markets in the Sixth Federal Reserve District 
that contained five or more banks in 1969.9 

The criterion of five or more banks assures the 
inclusion of an ample numbero f both large and 
small banks. Because of the large number of 

"The geograph ic markets used were those de f ined by the Federal 
Reserve Bank of At lanta and actual ly used in the analysis of ho ld ing 
eompany acquis i t ions or bank mergers. 
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banking markets in the Sixth District containing 
just two or three banks, inclusion of markets 
wi th less than five competi tors wou ld have 
artificially weighted the sample in the direct ion 
of relatively large banks. In total, 54 markets 
were selected which contained 590 banks in 
1969. 

Income and Call Report items were studied 
for each of these 590 banks for the period 
1969 through 1977. Al though this period 
includes a relatively severe recession, it also 
includes more normal periods of the business 
cycle. Overall we believe the period is fairly 
representative. Market shares and other market 
related calculations inc luded new entrants in 
each of the markets; however, only banks 
existing in 1969 were used as observation 
points. These banks were segmented according 
to relative size, and the prof i t performance and 
share experience of each of these banks was 
tracked for the nine year period. 

Model and Test 
Given that this is an exploratory study, a direct 

test of the hypothesis proved too expensive to 
undertake. Statistical techniques to derive the 
appropriate share and profit constraints require 
tremendous amounts of computer time.10 There-
fore, as a first approximation of the hypothesized 
relationship a test for differences in the actual 
profit and share performance of relatively large 
and relatively small banks was devised. This test 
is simply intended to establish whether or not 
relatively large and relatively small banks display 
the hypothesized patterns wi th respect to their 
profits and market share growth. 

Since the exact point at which a bank would 
opt to maximize profits instead of market share 
was of little interest in this exploratory study, we 
simply split our sample into two segments based 
on the relative size of the bank within its relevant 
market. One segment included all banks wi th 
beginning (1969) market shares of 15 percent or 
more, i.e. our large bank segment. The second 
segment included all banks with beginning 

' " Ideal ly , to test the hypothes is in the fo rm in wh ich it is p resen ted we 
wou ld need a model in wh ich a bank 's market share and its prof i ts are 
de te rmined s imul taneously. In addi t ion, de terminat ion of t h e market 
share g rowth wou ld requ i re a profi t const ra in t and de te rmina t ion of 
market prof i ts wou ld require a profi t constraint . Max imum l ike l ihood 
est imat ion may be used to ident i fy t h e proper prof i t and share 
constra ints, however, this p rocedure proved too expens ive for the 
purpose at hand. Therefore, g iven that this is an exploratory study, an 
indirect test was devised in order to explore the re levance of the 
hypothesis w i thout the e labora te d i rect test. 

market shares of 3 percent or less, i.e. our small 
bank segment. This gives us two groups of banks, 
one relatively large the other relatively small. The 
profit or share growth objectives of banks in the 
mid-range (those with more than 3 percent of 
the market but less than 15) are more likely to 
differ among organizations than are the objectives 
of either the banks in the large or small bank 
groups. Therefore, an analysis of the relationship 
between bank profits and market share growth 
for banks in the large group relative to those in 
the small group should provide some indication 
of whether or not the two groups of banks 
perform as if they have significantly different 
objectives in conformity with the hypothesis. 

The model used to gather empirical evidence 
took the fol lowing form: 

tr ¡J = f(Msjj, Abjj, (DD/TD) j j , Rjj, 
(C+ l /TQj j , E Hcjj 

where: 

7r ¡j = Profits = ( N e t Income/Total Assets of the ith 
bank in the j th market.) 

Msjj = Change in the market share between 1969 and 
1977 (Market Share 977 - Market Share 1969) 

Abj j = Absolute size (Total Deposits in mill ions of 
dollars)) of the ith bank in the j th market in 
1969. 

(DD/TD) j j = Average ratio of the ith bank's demand to 
total deposits from 1969 to 1977. 

Rjj = a risk measure which is the bank's average loan-
to-asset ratio over the period relative to the 
market's loan-to-asset ratio.11 

(C+l /TL) j j = the proportion of commercial and industrial 
loans to total loans held by the ith bank in 
the j th market averaged for 9 years.12 

E = the number of new banks entering the market 
dur ing the 1969 to 1977 period. 

Hj = The average of the j th market's Herfindahl 
concentration ratios over the 9 year period. 

He = a d u m m y variable which indicates whether or not 
the ith bank is a subsidiary of a bank holding 
company. 

Rij = V T A l i ' ' 

( f r M ä - / N ) 9 

'2 < c + ™ = * ( ? 5 r ) / 9 
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Table. 1 Empirical Results on Relationship Between Profits and Share Growth for Large and Small Banks 
(With Bank Profits the Dependent Variable) 

Classi f icat ion 
of Bank Size 

< .03 market 
share 

Small Bank 

> . 1 5 market 
share 

Large Bank 

< .03 or 
> . 1 5 market 

share 
Large and 
Small Subset 

All Banks 

A 

Intercept 

.008826 

.012025 

.010708 

.011252 

Ms;; Aby (DD/TD)¡j R¡j ( C + l / T U j j 

- . 075266 
(1.66) 

X X 

.024150 
(2-45) 

X X X 

.014973 
(1.39) 

.008887 
(1.08) 

.000483 
(2.80) 

x = Significant at the .10 level. 
xx = Significant at the .05 level - one tail t 
xxx = Significant at the .01 level 
A = F significant at the .01 level for all equations. 

.001872 
(1.59) 

-.000013 .000280 
(0.61) (0.34) 

. 0 0 0 0 0 8 
(0.38) 

- . 0 0 0 0 0 2 
(0.09) 

.001043 
(1.35) 

.001314 
(1.78) 

.000413 
(0.31) 

.001700 
(1.25) 

x 

.001607 
(2.06) 

X X 

.000848 
(1.44) 

x 

- 0 0 9 9 5 6 
(3.22) 

xxx 

- . 0 0 2 3 7 0 
(0.49) 

- . 006579 
(2.66) 

XXX 

- . 007490 
(3.83) 

XXX 

.009440 
(1-41) 

x 

- . 004326 
(0.50) 

.000102 
(0.00) 

He 

. 0 0 0 0 0 1 
(0.88) 

- . 0 0 0 0 1 7 
(1.42) 

x 

.000001 
(0.63) 

R2 Cases 

-.000521 - .000001 
(0.13) (1.11) 

.07270 2.9903 275 

.19560 

.04841 

A 

3.3348 

A 

2.6962 

104 

379 

.04372 3.8012 590 

Given the hypothesis, we are interested in the 
relationship between the relative size of a bank 
and its profit and market share performance 
during the period. Specifically the expected 
relationship is: 

Change in 

Firm Market Share Profits 

Small > < 

Large < > 

Therefore, we would expect the relationship 
between both small and large bank profits and 
changes in their market shares to be negative. 
Small banks would show lower profits as they 
gained market share and large banks would 
show higher profits as they lost market share. 
Since the signs of both share coefficients wil l not 
indicate whether or not the banks actually lost 
market share as profits increased (as we would 
expect case for large banks) or gained market 
share at the expense of profit (as we would 
expect for small banks), a scatter diagram was 
used to differentiate the two events. 

The expected signs on the remaining inde-
pendent variables were as follows: profits are 
expected to expand with absolute size of the 
bank, (the larger the absolute size of the bank 
the more probable is profit maximizing behavior); 

FEDERAL RESERVE BANK OF ATLANTA 

profits are expected to be positively associated 
with the banks' demand to total deposit ratio, 
(this ratio proxies the bank's cost of funds; 
therefore, the higher the ratio the lower the cost 
of funds, thus increasing the potential for higher 
profits); profits and risk are assumed to have a 
positive association, (as risk increases we expect 
higher returns); the proportion of the bank's 
loans allocated to commercial and industrial 
borrowers in a portfolio proxy which should be 
negatively associated wi th profits (commercial 
and industrial borrowers normally obtained 
preferred rates); the entry variable is expected to 
be positively associated wi th bank profits, the 
higher the level of bank profits the more 
attractive the market for new entrants; and, He or 
the holding company dummy variable is expected 
to be positively associated with bank profits 
(either because of deep pocket assumptions or 
potential economies associated with holding 
company organizational structure). The empirical 
results of estimating the model appear in Table I. 
As the table indicates, the model was run three 
times, once including only banks with 1969 
market shares 15 percent or greater, once 
including only those banks wi th 1969 market 
shares of 3 percent or less, once including banks 
with either 3 percent or less of the market or 15 
percent or more in 1969 and once for all 
banks. 

The empirical results were mixed with respect 
to the hypothesis tested. The F test on all three 
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equations was significant at the .01 level. Each of 
the independent variables with significant (t) 
tests showed the expected conclusion except in 
the large bank category where both the change 
in market share and holding company affiliation 
variables showed signs opposite those expected. 
The relationship between holding company 
affiliation and profits for large banks was negative 
and significant at the .10 level. This would 
indicate that, at least for banks which are large 
relative to their markets, holding company 
affiliation is negatively associated wi th profits. 
This is an interesting finding but outside the 
scope of this particular study. The magnitude of 
the coefficient (.000016), however, is so small 
that although it is statistically significant, it is 
quantitatively very weak (a little over 1/10 of a 
percent). 

The major unexpected occurrence was the 
relationship between profits and change in 
market share in the large bank category. As 
hypothesized, the relationship was expected to 
be negative, indicatingthat the greater the loss in 
market share the higher the profits. Instead, this 
relationship proved positive for large banks and 
significant at the .01 level. This surprisingly 
positive relationship indicates that, within the 
large bank category, the larger the loss in market 
share the lower the profits. To restate, the 
smaller the loss in market share or the larger the 
increase in market share the higher the profits. 
This relationship suggests that, at least for large 
banks in our sample, profit maximization and 
share maximization are not inconsistent objectives. 

In order to get a visual picture of the relationship 
between changes in market share and profits, we 
ran scatter diagrams for both large and small 
banks. Wi th the large bank category, scatters 
were run on all banks wi th 10 percent or more of 
market deposits, banks wi th 1 5 percent or more 
and banks wi th 20 percent or more of market 
deposits. The three groups all showed a significant 
positive relationship between change in market 
share and profits. Interestingly, as the criterion of 
bank size for each group increased—from a 10 
percent market share, to 15 percent and then to 
20 percent—the R2 increased from .08 to .19 and 
the (t) values increased from 7.2 to 9.5. Those 
findings indicate that the relationship between 
changes in market share and profits became 
more predictable as the bank's market share 
increased in size. 

Most importantly, however, two-thirds of all 
banks holding market shares of .10 or more in 
1969 lost market share during the observation 
period. Three-fourths of the banks in the other 
large bank categories actually lost market share— 
those wi th market shares of .15 percent and 
greater, and those with 20 percent and more. In 
the large bank category, then, those banks that 
gave up smaller market shares during the 
observation period actually performed better in 
terms of profits than those that gave up more. In 
addition, larger banks that increased market 
share tended to enjoy higher profits than those 
showing declining market share. Therefore, it 
appears from this data that share maximizing 
behavior is not inconsistent wi th profit maximi-
zation for large banks. 

For relatively small banks—those holding .03 
percent or less of market deposits in 1969— 
there appears to be a tradeoff between share 
growth and profit growth. The hypothesized 
relationship between profits and change in 
market share for small banks is negative, and, as 
expected, the regression analysis shows a statis-
tically significant negative relationship between 
change in market share and profits for this group. 
In addition, the scatter diagram of this relationship 
indicated that 82 percent of the small banks 
increased market share, contrasting sharply wi th 
the 75 percent of large banks showing decreases. 
The small banks' actual profit and share perform-
ance is consistent with the hypothesis that 
relatively small banks tended to emphasize 
share growth, accepting relatively small profits as 
they gained larger market shares during the 
period. Figure 2 compares the hypothesized 
relationship between profits and changes in 
market shares with the empirical findings. 

The empirical relationship shows that the 
profit and market share performance of relatively 
small banks conforms to the hypothesis that 
profits and change in market share are inversely 
related. This same relationship was hypothesized 
for relatively large banks, but the empirical 
results show a positive relationship between the 
relatively large banks' profits and change in 
market share. In other words, as market share 
increases, profits increase. Therefore, small 
banks face a trade off between growth in market 
share and growth in profits which the large banks 
don't face. The large banks appear to increase 
profits by minimizing the market share loss or 
gaining market share. 
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Figure 2. Hypothesis Compared to 
Empirical Relationship of Large and Small 
Bank Profit Versus Market Share Experience 

Hypothetical Empirical Finding 

\ Profits 
\ (Return 

L a r g e \ on 
B a n k s \ Assets) 

S m a l l B a n k s L a r g e B a n k s 

Profits 
(Return 
on 
Assets) 

S m a l l B a n k s 

% C h a n g e in 
M a r k e t S h a r e C o n t r o l l e d 

% C h a n g e in 
M a r k e t S h a r e C o n t r o l l e d 

Table 2 shows the mean level of profits for 
small banks, large banks, and all banks represented 
in the sample as well as the standard deviation of 
profits within each of these groups. 

Banks with relatively large market share tend 
to show higher profits than either small banks or 
the average of all banks. In addition, the large 
banks show less variation in profits than do small 
banks. It appears that large banks do in fact 
exercise their market power which results in 
slightly higher profit, approximately 7 percent 
greater return on assets than small banks. 
Although small banks tend to show lower profits 
than their larger counterparts, small banks tend 
to gain market share (82 showing positive growth 
in market share) while maintaining profits just 
slightly lower than the mean return on assets 
associated with the large banks. The mean levels 
of profits for large and small banks are not 
significantly different. 

One conclusion we can draw is that small 
banks appear to be at no disadvantage in 
competing with their larger counterparts. The 
large banks appear to place more emphasis on 
profits than do small banks, but they also 
evidently attempt to minimize share loss or gain 
share in concert with their profit objectives. Thus 
the fact that small banks are capable of gaining 
market share given these circumstances without 
giving up much of their relative profitability 
indicates they can compete with their larger 
counterparts. 

Table 2. Mean Level of Profits and Standard Deviation 
of Profits for Relatively Small Banks, 

Relatively Large Banks and All Banks. 

-1 Standard Deviat ion Mean II +S tandard Deviat ion 

Small Banks 
Large Banks 
All Banks 

.0046 

.0066 

.0051 

.0103 

. 0 1 1 0 

.0105 

.0160 

.0154 

.0159 

An analysis of the three equations presented 
in Table 1 indicates not only that the relationship 
between profits and changes in market share is 
significantly different for large and small banks 
but also that the model's ability to predict profit 
is reduced substantially when all banks are taken 
together (i.e. equation 3). Grouping the banks by 
relative share of the market increases our ability 
to predict market performance. This may be 
taken as another indication that the market 
behavior of large and small banks is significantly 
different. It also argues strongly for more research 
into the behavior of banks based on their relative 
market size. 

In order to test the consistency of these 
findings with regard to market share performance 
we reorganized the variables in our model, 
allowing profits to become an independent 
variable and change in market share to become 
the dependent variable. Table III shows the 
results of rerunning the three equations. 

The results of running the three equations a 
second t ime to evaluate market share are 
entirely consistent with the analysis of profit 
equation results. For relatively small banks 
profits were negatively associated wi th change in 
market share and statistically significant Relatively 
large banks showed a statistically significant 
positive relationship between profits and change 
in market share. Relatively small banks tend to 
trade profits for increased market share and 
relatively large banks experience increased 
profits with increased market share. In addit ion 
the R2 for both the relatively small bank sample 
and the large bank sample are higher than the R2 

for all banks taken together. This would again 
tend to indicate that small and large bank 
behavior is in fact different and that each group's 
behavior with respect to growth in market share 
is more predictable than all banks taken together. 
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Table 3. Empirical Results on Relationship Between Profits and Share Growth for Large and Small Banks 
(With Change in Market Share the Dependent Variable) 

Classification 
of Bank Size 

A 
Intercept Profits Abjj ( D D / T D ) | j j R i i (C+l /TUj j E He R2 

F Cases 

Small Bank 
.03 market 
share or less 

-.0004 -.1338 
(1.66) 
XX 

.0010 
(4.22) 

XXX 

-.0006 
(-35) 

.0071 
(5.12) 
XXX 

.0020 
(.46) 

.0002 
(2.35) 
XXX 

-.0000 
(.17) .149 6.7 275 

Large Bank 
.15 market 
share or 
greater 

-.0308 2.4554 
(2.53) 
XXX 

-.0000 
(.08) 

-.0099 
(1-22) 

.0042 
(-37) 

-.0531 
(1.16) 

-.0034 
(2.11) 
XX 

-.0002 
(1.57) -233 4.2 104 

All Banks .0050 .2156 
(1.04) 

-.0005 
(5.48) 

XXX 

-.0095 
(2.58) 

XXX 

.0025 
(1.00) 

-.0174 
(1-70) 

XX 

-.0004 
(2.23) 
XX 

-.0000 
(-89) 1.06 9.8 590 

x = Significant at the .10 level 
xx = Significant at the .05 level - one tai l t 

xxx = Significant at the .01 level 
F = Signif icant at the .01 level for all equations. 

) 

A final note of interest, the entry variable is 
statistically significant in each of the three 
equations. Entry, however, is positively associated 
with growth in small bank market share and 
negatively associated wi th larger bank growth in 
market share. This, again, indicates that small 
banks compete effectively against their larger 
counterparts. 

Conclusion 
In testing the hypothesis that large banks tend 

to be profit maximizers and that small banks 
tend to be share maximizers, we come to the 
following conclusions. First, the tests were struc-
tured as an indirect test of the hypothesis, but 
the results indicate a statistically significant 
difference in the profit and change in market 
share relationship between large and small 
banks. A statistical test of significance (Chow 
test) indicates the coefficients in the equation 
for large banks are significantly different from the 
coefficients in the small bank equation. This is 
true for both sets of equations, the set predicting 
profits as well as the set predicting change in 
market share. This gives further evidence that 
the profit performance relative to market share 
performance is in fact different for large and 
small banks. 

Our major f inding is that the profit and market 
share performance of large banks is significantly 
different from that of small banks. Small banks 

tend to experience a tradeoff between increases 
in their market share and profits, increasing 
market share at the expense of profits. Since the 
vast majority of small banks increased market 
share during the period, it appears they have a 
higher desire for share growth than do the larger 
banks, most of which gave up market share. On 
the other hand, our finding indicates that the 
relatively large banks do not experience a trade 
off between profits and growth in market share. 
To the contrary, it appears that relatively large 
banks may simultaneously maximize profits and 
market share. Given this difference and hence 
the probable difference in objectives of large 
and small banks, it is not hard to understand why 
the literature is full of studies that show such 
weak relationships between market structure 
and performance. 

"Small banks tend to . . . 
increase market share at the 
expense of profits. . .[while] 
large banks may simultaneously 
maximize profits and market 
share." 
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Small banks show a higher propensity to 
acquire market share. Assuming that their actual 
performance represents an actual objective and 
not simply a mathematical necessity, small banks 
attempting to increase market share add to the 
competitiveness of the marketplace. But because 
large banks may undertake profit and share 
maximization behavior simultaneously and 
because the profit differential between large and 
small banks is so small, the competitive interaction 
of relatively small banks may retard the ability of 
large banks to acquire market share and hence 
profits. To this extent the consolidation of small 
banks into larger organizations may be detrimental 
to competition. 

On the other hand, the fact that relatively large 
organizations may simultaneously maximize 
share and profits indicates that few organizations 

in a market may be necessary to provide 
adequate levels of competition. Along the same 
line, because the differential in return on assets 
to relatively large and small banks is so slight, 
relatively small banks appear to be at little 
competitive disadvantage in relation to large 
banks. It follows that small banks may then feel 
little pressure to consolidate with larger organi-
zations to compete effectively. By simply reducing 
their aggressiveness and attempting to maintain 
share, they can improve their return on assets.13 [ 

'3The f inding that large relatively large banks appear to simultaneously 
maximize share and profits is consistent with ei ther increasing returns to 
scale or constant returns to scale in banking. The relatively small profits 
differential between relatively large and relatively small banks would argue 
strongly for constant returns in banking. This seems to be consistent with 
most of the empirical work on economies of scale in banking. 

—David D. Whitehead 
and Jan Lujytes 

*The authors would like to express their thanks to Robert A 
Eisenbeis, Wachovia Professor of Banking, University of 
North Carolina at Chapel Hill, for his many helpful 
comments and suggestions. 
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