The consolidation of individual U.S. bank charters has resulted in
both a shrinkage in the number of banks and an increase in their
average size. (See “Number and Average Size of U.S. Commercial
Banks.”) A well-known concern is the effect on the availability of
credit to small and midsize enterprises (SMEs) that, being too small
to efficiently access national credit markets directly, rely on financial
intermediaries, especially banks. A less well-known concern is the
potential adverse effect on the shareholders of the surviving bank-
ing organization.

Given the inverse relationship between bank size and the port-
folio share of small business loans, the ongoing consolidation in
the banking industry will tend to shrink the share of small business
loans in the portfolio of surviving entities. (See “Average Portfolio
Shares by Bank Size.”) But in addition to possibly impairing credit
availability to SMEs, consolidation may destroy value for sharehold-
ers because the relationship-lending expertise of the smaller banks
may be deemphasized.

Benefits of Relationship Lending
Much of the literature on relationship lending focuses on the fact
that smaller companies are opaque compared with large businesses
that provide information in public filings and are often covered by
securities analysts.

Small businesses may have little or no collateral and, in many
cases, may be too young to have sufficient history from which to ex-
trapolate future performance. Because of their size and the absence
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tionships between banks and businesses are valu-
able to small firms in terms of increased credit
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Source: Bank-level call reports (the Federal Financial Institutions Examination Council
Consolidated Reports of Condition and Income).

Average Portfolio Shares by Bank Size

Percent

more about them and exploiting the proprietary
(and superior) information acquired through re-
peated interactions. The business has an incentive
to remain with the relationship bank because, al-
though the bank may charge an interest rate that
is higher than justified by the level of credit risk,
the rate will be lower than the interest rate that
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less well-informed lenders would charge.
In contrast, other bank lending is usually
transactional in nature. Many banks lend to small

businesses using credit-scoring models rather than
private, qualitative information. Credit scoring

applies statistical methods to quantifiable data,
summarizing borrower characteristics to produce

a score that can be used to evaluate the likelihood
of repayment. Other transactions-based lending

technologies, such as fixed-asset lending, are also
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Source: Bank-level call reports (the Federal Financial Institutions Examination Council
Consolidated Reports of Condition and Income).

of substantial public information about their quality, such compa-
nies have virtually no access to funds from commercial paper, bonds,
publicly traded equity, and the like. They tend to be dependent on
banks. However, since banks are not well informed about the com-
panies’ credit risk, they must take the time to acquire and process
information, and subsequently monitor the enterprises’ activities.
Previous studies have established that long-term lending rela-
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unlikely to benefit from bank-firm relationships.
The costly information-collection and pro-
cessing activities required for relationship lend-
ing partly offset the benefits. Given the expense
associated with screening and monitoring small,
opaque companies, the money earned by a rela-
tionship bank could simply be compensation for
its information-gathering efforts and not repre-
sent a gain. However, it is also possible that what
is earned from the bank’s informational power
will actually add value.? And the data do suggest that small business
lending, at least by smaller banks, is value enhancing to the banks.
The increased competition among lenders in recent years of
bank consolidation and technological advances, including the in-
creased use of credit-scoring models, may be reducing the profitabil-
ity of relationship lending. In fact, a number of studies have docu-
mented a rise in the use of credit scoring for small business lending



even among small and midsize banks. Still, it can be argued that a
focus on relationship lending by well-managed community banks
remains an economically viable strategy.*

New Evidence

A recent Federal Reserve Bank of Boston working paper uses data
from the small business loan survey contained in the June bank-level
call reports (the Federal Financial Institutions Examination Council
Consolidated Reports of Condition and Income) to estimate the re-
lationship between the book value and market value of banks’ small
business loan portfolios.” The key hypothesis tested in the study is
that relationship lending in the form of small business loans held by
banking organizations is value enhancing to banks, both in absolute
terms and relative to the large loans held by the same banking orga-
nizations. Because the analysis is based on market values, the sample
is limited to publicly traded U.S. banking organizations.

To capture the effect of bank-firm relationships on bank value,
the researchers focused on commercial and industrial loans (CI) to
U.S. addresses in domestic offices and commercial real estate loans
(CRE) secured by nonfarm, nonresidential properties in domestic
offices. The Small Business Lending Survey provides information
on loans with original balances of $1 million or less, further disag-
gregated into less than or equal to $100,000, $100,000 through
$250,000, and $250,000 through $1 million. Unfortunately, the
survey is based on loan size rather than company size and does not
completely capture loans to small businesses.

Focus on relationship lending by
well-managed community banks
remains an economically viable
strategy.

The researchers found that small CI loans do add market value
to small and midsize banking organizations. This suggests that at
least for those banks, the added revenue associated with relation-
ship lending exceeds the added costs of evaluating and monitoring
small business loans. The estimated effect may also include the value
emanating from the opportunity to profit from other lines of busi-
ness with the borrowers. Furthermore, the value-enhancing effect
for the smallest banks appears to arise primarily from the smallest
size category of CI loans—those with original amounts of $100,000
or less. Such loans likely represent the loans made to small, opaque
firms, which give banks the most ability to leverage the power of
better information.

In contrast, small CRE loans do not appear to enhance the
market value of banking organizations beyond that from CRE loans
generally, even for the smallest banks. One explanation is that CRE
loans represent transactional rather than relationship lending and,
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being based on collateral rather than superior private information
about borrowers, make the advantages arising from information-
intensive relationship lending less important.

N

The new evidence suggests that small business lending is a profit-
able market niche for small and possibly midsize publicly traded
banking organizations in the United States. The evidence is consis-
tent with the banks having a comparative advantage in originating
and monitoring small business loans, compared with larger bank-
ing organizations. Consequently, consolidation of the banking in-
dustry—insofar as it takes the form of the acquisition of smaller
banking organizations by larger banking organizations that are less
focused on small business lending—may be value destroying and
thus not in the interests of the shareholders of the acquiring bank-
ing organizations.

Joe Peek is a vice president and head of the financial group in the re-
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