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1.0 Introduction

Competition forces banks to continuously search for strategies to improve their competitiveness. Such
strategies are influenced by the interaction of socio-economic factors; regulations; instinttional factors and
advances in technology. In the present global environment, there appears to be a race by banks,
particularly in the advanced industrialised countries, towards the attainrnens of critical mass. ﬁe urgency
stems from the perception that mass is essential forbanks to be leaders in the financial industry. Moreover,
itis believed that expansion in assets affords banks the opportunity to position their brand name in the rinds
of consumers, thus facilitating the use of cost efective alternative distributive systems that requires less face

to face interaction.

Ore way by which banks have attempted to hasten their ascendencyto attaining critical mass, is through
mergers. The spate of mergers, which has cccurved in mature markets in recent years, raises scveral
questions concerning how the performance of banks is related to their scale of operations, Are there
contrasting features, for example, between small and large banks? In particular, is scate ofoperations

important to profitabilityand efficiency, in the context of micro states? Are the critical strategies ofbanks
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dependent on their scale of operations? The pertinence of these questions arises from the fact that the
CARICOM arez consists of micro-states and financial services in these states tend to be fragmented, being

isolated from each other in geographic terms.

The objectives ofthis study are two-fold. First it explores the issue conceming whether scale matters to
the performance of banks. Second, it seeks to investigate which aspects of strategies employed by banks
in CARICOM are significant to their performances. The first objective is investigated primarily by
comparing means of performance attributes and through the exposition of graphs and scatter plots, These
performance objectivesare assurned to beprofitability and aperating efficiency.? Profitability was measured
in terms of returm on equity and net interest margin, while operating efficiency was measured in terms of the

non-interest expense incurred by banks.

An econometric study, using panel data was then used to investigate the relationship between bank
strategies and performance. Bank strategy is used here to refer 1o the game plan on the part of banks,
geared towards the realisation of given performance objectives, These strategies are assumed to be
exercised through a variety of measures. These measures include those aimed at expanding market share,

antaining operating efficiency, achieving credit expansion, and maintaining a healthy equity assetmix. In

and bank soundness, or between cost minimisation in the short-run and tong-term
profitability. Thus banks may not be able 1o pursue maximisation of profitability or
efficiency in the short.

Even though banks may always seek 1o tmprove upon these attributes, in reality there
are short-run tradeoffs. For example, such tradeoffs may occur between profitability

addition, the logistical factors such as the seale of branch network and inflationary expectations are
assumed to affect their performance. The estimation ofthe significance ofbank strategy to their profitability

was done, using a fixed effect model.

The entire study was conditioned on a sample of banks drawn between 1990 and 1996 from the
CARICOM area. The study begins with an outline of the various hypotheses formulated for the
econometric model. The methodological procedure for the econometric madel is highlighted in Section 3.

Details concerning the underlying data are mentioned in Section 4 after which, the findings concerning the

" performance and scale ofbanking operations are undertaken in Section 5. Forthis section, means ofthe

performance attributes ofbanks are compared according to scale of operations, therelationship between
asset growth and performance is explored. Theresults emanating from the econometric study are then

reporied in Section 6 after which the study is concluded in Section 7.

2.0 Competitive Factors and Time Effects

Two related hypotheses were tested for: the Market Structure hypothesis and the Efficiency hypothesis.
These hypotheses stem from two opposing views, concerning the likely behaviour ofbanks when they
dominate the market, especially through mergers. One view, the market structure hypothesis, is that
increased merger activity among banks canresult in greater market power and as aconsequence, banks
with greater market power would widen their interest rate spreads while providing fewer services. The
other view, the efficiency hypothesis, is thatmerger activity can increase bank efficiency, which could in

turn, be transmitted to consumers through lower interest rate spreads.



Dynamic relationships betweenthe strategies and performance of banks were hypothesized in order to
explore the implications of various attributes of their strategies over time, To conductthe investigation, the

following models were hypothesized:

ROE, = f'(MS4,_,,BF, ,,0C45, ).
NIM, = £ MSA, ,,OCAS, . LAS, .. INE, ),
OCAS, = £ (MS4,.,.BR,..LAS, ),

whers MSA, denotes market share in terms of the ratio of assets ofbank i to industry assets at time t; BP
denotes the ratio of bank branches to population; OCAS denotes the ratio of operating costs to assets;
LAS denotes the ratio of loans to asset; INF deno;o;s inflation measured in terms of the percentage growth
inconsumer prices; ROE denotes return on equity derived as the ratio of net income to share holder’s
equity and NIM denotes net interest margin, which is derived as (interest received less interest

expense)/bank assets.”

A variant of the market structure hypothesis, the relative market power {RIMP) hypothesis, wasused to
test the significance of market structure to profitability. The RMP hypothesis posits that banks with large
market share can use their market power to exploit the market and increase profitability by widening
interest rate spreads.’ Non-rejection of the hypothesis would be dependent on whether market share is

positive and significant to both profitability and net-interest margin. The latteris used as adependent

N The variables for the various equations were already defined in chapter 4. The
definitions are repeated here for ease of reference,

3 Banks can exploit their market power for example, by w:dmmg their interest rate
spreads, increase fees and offer tied contracts.

variable inthe frelationships, to act asa proxy for et eaming assets of the bank. Another hypothesis, the
eificiency hypothesis, wastested for by including the operating cost toasset ratio 2s a proxy for operating
unitcost in both f* and £*, This hypothesis would not be rejected if operating unit costs is negativelyand
significantly related to profitability, and market share is significantly and negatively related to operating unit

cost.

The scale of bank branches was included in the £ and £ relationships, to see whether te existing network
observed in the last year, is significant to the future performance ofbanks. Branches may be facilitative to

gaining higher profitability levels if theyircrease the prospects for banks to winnew ¢ustomers and cultivate

* their loyalty. However, owing to the availability of altemative distribution methods, branches have being

criticised as been an unnecessarily expensive way of distributing services.

The volume ofloans in the asset portfolio ofbanks was included in the F relationships as a proxy for their
exposure to credit risk. A positive and significant relationship between this variable and NIM can be
thought of'as suggesting that banks increase their interast rate spread when the volume of their loans
increase, as they require a higher risk premium to mitigate their exposure to default risk. A negativeand
significant relationship in contrast, would suggest that banks are constrained by demand considerations,
from widening interest rate spreads, in order to gain compensation for exposure to defaultrisk. [nflation
isalso included as aregressor in the f* relationship, as the magnitude ofthe net interest margin is expected
1o beinfluenced by the expectations ofbanks concerning the growthin prices. [tis possible that banks

would widen their interest rate spreads if they expect higher inflation. Inflationary expectations were



therefore controllad forin the £ model, by assuming that banks would observe the inflation leve] in the last

period and form their expectations of inflation for the next period.

The volume of loans in the asset portfolio, is used as a proxy for the frequency dfxl\oans in the £
relationships. Itsuse asaproxyin thisrespect is not without its flaws; since the volume of loans outstanding
is also a function of the magnitude of funds borrowed. However, inthe absence of data on the Fequency

ofl lcnqing, the loans to assets ratio is used as a crude proxy to signify frequency of loan transactions

2.1 Competitive Factors and the Scale of.Bank Qperations
Hypotheses were examined contemporaneously across different bank sizes. Banks were categorized into
large, medium and small according to assetsize, The following hypotheses were formulated and tested for

each size category:

ROE, = f*(MS4,,BF,,0CAS,)

ROE, = f*(L4S,  EQ, ,INF,)

NIM,, = f*(M5A, OCAS, LS, , INE,)
0C4S, = £7{M54,,L4S, . EQ,)

where EQ denotes the equity multiplier, derived as the ratio of shareholder’s equity to assets.

The RMP and the efficiency hypothesis were tested for in the same way as des¢ribed in the previous
section. Anadditional setof functional relationships were formulated as F, inwhich profitability depends
onhow banks manipulate varjables on their balance sheets and also on their expectations conceming

inflation. [nﬂationa:zy expectations were assumed to influence the supply of value add=d services by the

bank, with consequent implications for profitability. For example, banks maycut back on lending, ifthey
are uncettain aboutt the speed with which prices might increase in the firture. Ontheother hand, theymay

increase their lending if they anticipate a stable environment.

The equity multiplier (EQ) is introduced into the set af relationships, as a proxy for capital strength. The
primary interest here, is to se¢ ifthere is a tradeoffbetween profitability and capitalisation. The equity
multiplier is also in¢luded in *, this time, to see whether the inagnitude of shareholder’s equity isan

influential factor on the maintenance of operating efficiency by banks.*

3.0 Econamétric Procedure

Thecovariance medel is used to estimate fixed effects viapooled [east squares. Calculation of the fixed -
effects controls for variation in the data with respect to the explaratory variables between banks and other
explanatory variables that vary within banks. It is assumed that exogenous variables arenon-stochastic and
that they are notcorrelated with the error term. Furthermore, the source ofrandom variation is assumed
1o lie in the error terms, which are normally and independentiy distributed with zero mean. In the
covariance model, the i.n:c-rcep?s are allowed to vary across banks while the slope parameters are constant
across time and banks. Thus, the coefficients of the parameters are reporied, after controlling forindividua.[-

bank effects.

There {5 also the possibility that shareholders with larger stake in the business would be
more vigilant in supervising the bank’s management, since their retums can potentially
inerease as costs are minimised. Moreover, lower operating cost may allow banks to
better position themselves to withstand competition in the sector.



A panel of 2 sample of data drawn on N individuals over T periods can be expressed as

Vo= @+ Bk tet Bexg ¥ty i= Lo Nyt=1.,T

=4a+ ::C',,ﬁ + pil y

The covariance model of individual effects can be expressed as:

# = Dyey+ ’.gdg'—"" &

where

#, denote aNT x [ vector of'y;,, Dy denote aNT x N matrix of individual dummies, tr, with akronecker

product representation:
Dy=1,@1,

#, denote a NT x (K-1) matrix of %, vectors and g, is 2 NT *1 vector of ervors.
Theordinary [east squares (OLS) estimatoris BLUE, ifthe explanatory variables are non-stochastic and
independent of the errors and the random error terms are independent, homoscedastic and the mean is

equal to zero.

The estimator can be expressed as
F= XWXy Xw,y
V(g)= o XWXy

1
where W, = [0 - T ({4 ® J;), is an idempotent matrix of order NT and rank NT-N,

The model can be transformed 10 olblain the OLS estimators by calculating deviations from the means of
the variables with respect to individual banks. Once the model s transformed, the intercepts can be obain
through the following estimator:

Nz
CE.‘ = .f'.‘ - kz’ﬁk:fk;

A F test can be formulated to test the nuil hypothesis that the intercepts are equal and there are no
individual effects.

4.0 Data

To injtiate th=study, financial data from a sample of commercial barks operating within CARICOM were
collated, g:iven the absence of published comprehensive data on the attributes of individual commercial
banks operating to the region.” The data were compiled from 2 sample of annual reports published by these
institutions fortheperiod 1990-1996. Aggregate industry financial data for the sub-markets were obtained
from the respective central bank publications for the same period. The coverageof markets interms of

asset size are reported in Table 1.%

Unfortunately, data are obtained by the morietary authorities on the basis of
confidentiality, and as suckh it they are not accessable.

The percentages ars only a guide, as the finzncial
year covered by the commercial bank reports, varisd
from bank to bank, hardly coinciding with the
calendar year, while the central banks industry
figures coincided with the calendar year.



TABLE 1: REPRESENTATIVE SAMPLE

PERCENTAGE OF ASSETS N SAMPLE TO INDUSTRY ASSETS
I 1990 I 1991 1952 1993 | 1994 ] 1995 1996
Industry 4133 40.95 42.59 43.97 47.55 43.13 461
Antigua 3691 3291 19.95 3995 46.68 4228 42.31
Bahamas 13.0¢ 1299 1357 . 13.80 16351 17.54 1734
Barbadaos 26,75 1562 28.29 27.54 2347 2049 1619
Belize 40,96 47.11 49.06 3094 5205 49.50 4185
Dominica 3248 3238 3236 34.69 36.76 31.57
Grenada 64.68 T ed? 50.36 56.40 59.52 59.70 58.34
Guyara 48.86 16.88 50.75 94,24 89.3% 922.17 55.62
Jamaica 4720 43.46 42,3 4079 42.75 4132 3548
Mentserrat [7.59 2242 2543 25.51 28.56 303t
St. Kitts 3032 52,47 44,12 43.51 5.86 625 127
St.Lucia 247 2000 2435 3343 33465 .93 nn
St. Vincent 40.70 43.86 40.88 4033
T&T 53.60 66.33 6633 70.43 3512 91.75. 100
Souree: Individual Commescial Bank assets were d from respecti ial banks Annual Reports. industry
Data were d from the publications of the respective central banks.

Based on the ratios, more than 40 percent of the entire industry in the region appeared to be covered by
1he sample in each year. The coverage of various sub-markets differed, however, with the low coverage
in some sub-markets being partly due to the large extent of foreign subsidiaries in these markets, as only
banks that were totally locally owned or that exhibited some pereentage of local ownership, were included
inihe sample. Furthermore, the financial attributes of the holding companies under which some banks
operated were excluded, since the foc-us of the study was restricied to those operations that are directly

in the sphere of banking, rather than on conglomeralisation.

Banks were divided into large, medium and small asset size in order to see whethersize mattered to bank
performance in the region. Large banks were classified as those with assets above US5252.7 million (top
25 percent of the sample) and small banks were classified as those with agsets below US$45.5 million

(lowest 25 percent of the sample). The in between range was classified as medium sized banks.

5.0 Implicatiops of Size for the Performance of Bapks

To gain insights into the relevance of size for explaining the performance of banks, the performance
attributes were compared across small, medium-sized and largg bariks, first for the entire period and
m for sub-periods. The performance measures evaluated were profitability and operating unit costs.
Profitability was measured in terms of the return on shareholders equity. Operating unit cost was measured
in terms of the ratio of operating cost to total assets.

Table 2 : Bank Performance in the CARICOM 1990-19946- Tests for Equality of Means

Varizbles Bank Size Attributes (%) Asgociation between ANOVA
means F-Statistic
Mean Standard
Deviation
Rewurn On Al 137 72 LM.S &80
Equit
iy Largey | 127 ™ e 340
Medium (M) | 183 1% LS 24
Small (5) 52 - 262
Operating Cost { All 44 .5 LM5 L6
10 Assets
Large({L) a7 1.2
Medium (M) | 4.2 1.8
Small (S) 44 1.3

Notes; ***, ** and * indicates significance ata 1%, 3% and 10% levei respectively. Thenull hypothesis
is that the means are equal; ‘



An examination of the results for the entire period, suggests that the scale of bank operations matters to
profitability (See Table 2). The ANOVA Fstatistic shows asignificant difference betwaen all three bank
sizes. Medium-sized banks turned out to realize significantly the highest level of profitability. In fact, the
profitability of large banks was not significanily greater than small banks, despite the difference inmeans,

owing to the wider variability in the performance of small banks,

In terms of operating efficiency, no significant difference between means of the various bank sizes was
observed. The F testofthe ANOV A test statistic did not reject the nuil hypothesis that the means are
equal. Theresuits suggest that the expansign in banking services in the region is notassociated with the

occurrence of lower operating unit cost.

The findings emarating from the overall restiits may mask changes in the performance of banks in relation
to the scale of operations over time. An atternpt was therefore made to check whether the results would
remain consistent overtime. Cross-sectional means ofbanks for the various years were graphed toobserve

the trend in their average performance.,

Return on Equity of Banks Operating in CARICOM
{Cross-Sectlonai Means)
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Figure 2

Aninspectionof Figures | and 2, reveals that medium-sized banks did not maintain the highest level of
proﬁtabilite(over time. In fact, large and medium-sized banks exchanged positions as profitability leaders,
while small banks consistently reflected lower average profitability. Interms of operating unit costs, there
is no evidence of it been lower, as Banks operate on a larger scale. Medium sized banks exhibited the
lowest operating unit cost in most periods, while large banks exhibited the highest per-unitcost, though both

patterns were not consistently maintained.

Acloser look at the graphical displays, suggest that therelative perfon-ﬁanccs of medium and large-sized

banks were altered on or after 1993, Te gain 2n idea o{the comparative significance of the association



between the scale of bank operations and their performance over time, the samiple was subdivided into two

distinet periods, 1990-1993 and 1994 to 1996.

Table 3 : Bank Performance in the CARICOM 1990-993 Tests for Equality of Means

Variables Bank Size Attributes (%) Association between ANOVA
means F-Statistic
Mean Standard
Deviation
Return On All 14.8 22 LM5 4.Temn
Equity
Large (L} 10.1 13.3 LM LAY
Mdledium (M) | 21.1 17.2 L3 0.2
Smalt (5) 73 11
Operating Cost | All 44 %] LM,S 028
to Assets
Large (L} 45 3 LM
Medium (M) | 4.3 ) LS
Small {5} 43 L4 M5

Notes: ***, *~ and * indicates significance at a 1%, 5% and 10% level respectively. The null hypothesis is that the
means are equal.

Tabie 4: Bank Performance in the CARICOM 1954-1996 Teeats for Equality of Means

Variables Bank Size Attributes (%) Association between ANOYA
means F-Statistic
| Mean Standard
Deviation
Return On Al 124 18 L.M.5 3.6
Equity
Large (L) 152 239 LM 0.005
Medium (M) | 14.9 13.7 M.5 9.7een
Small (S) 21 149
Operating Cost | All 43 14 L.M,S§ 2
to Assets
Large (L) 47 12 LM
Mediom (M) | 4 1.6 L.S
Small (8) 42 1 M, S

Notes: ***, ** and * indicates significance at a 1%, 5% and 10% level respectively. The null hypethesis is that the
means are equal.

The ANOVA results suggest that while medium sized banks reflected the highest level of profitabiliyin the
first sub-period, its profitability in the second sub-period was not significantly differentto thatof large banks
(See Tables 3 and 4). Furthermore, small banks did niot perform signiﬁcamly worse than large banks inthe
first sub-period. Assuch, there isnotclear evidence, thatscale ofoperations is critical to the profitability
of banks operating in the region. Time specific events, such as expectations and the prevailing
macroeconomic ¢limate may play amore impertant role, Forexample, the higher profitability of large
banks compared to medium-sized ones in the first sub-period, may have been due to the fact that the
former operated in economies which underwent structural adjustments at the time. As such, macro
economic conditions of the respective economies may have had a stronger influence on profitability than

the scale of bank operations.



Anexamination of the results for the entire period, suggests that the scaleofbank operations matters to
profitability (See Table 2). The ANOVA Fstatistic shows 2 significant difference between all three bank
sizes. Medium-sized bartks turned out to realize significantly the highest level of profitability. In fact, the
profitability of large banks was not significantly greater than small banks, despite the difference in means,

owing to the wider variability in the performance of small banks,

Interms of operating efficiency, no significant difference between means of the various bank sizes was
observed. The F testofthe ANOVA test statistic did not reject the null hypothesis that the means ars
equal, Theresults suggest that the expansi?n inbanking services in the region is not 2ssociated with the

oceurrence of lower operating unit cost.

‘The findings emarating from the overall reshlts may mask changes in the performance of banks in relation
tathe scale of operations overtime. An attempt was therefore made to check whether the results would
remain consistent over time. Cross-sectional means ofbanks for the various years wete graphed toobserve

the trend in their average performance,

Return on Equity of Banks Operating In CARICOM
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An inspection of Figures 1 and 2, reveals that medium-sized banks did not maintain the highest level of
pmﬁtabilityovcr time, In fact, large and medium-sized banks exchanged positions as profitability leaders,
while strall banks consistently reflected lower average profitability. Interms of operating unitcosts, there
isno evidence of it been lower, as banks operate on a larger scale. Medium sized banks exhibited the
lowest operating unit cost in most periods, while [arge banks exhibited the highest per-unit cost, though both

pattems were not consistently maintained.

Acloser look at the graphical displays, suggest that the refative pcrfon{lancs of medium and large-sized

banks were altered on orafier 1993. To gain an idea ofthe comparative significance of the association



between the scale of bank operations and their performance over time, the sample was subdivided into two
Table 4; Bank Performance in the CARICOM 1994-1996 Tests for Equallty of Means

distinct periods, 1990-1993 and 1994 to 1996,

Variables Bank Size Attributes (%) Agsociation between ANOVA
means F-Statfstie
| Mean Standard
. . Deviation
Table 3 : Bank Performance in the CARICOM 1990-993 Tests for Equality of Means Return On Al 124 18 LM.S 360
Equity
Variables Bank Size Attributes {%) Association between ANOVA Large(l) 15.2 239 LM 0.005
Mean | Standard means F-Statistlc Medium (M) | 149 13.7 M5 9.7%ee
Dreviation
Small (S) 2.1 149

Ret 4] All 4.3 22 L.MS 470
Equly ' Operating Cost | All 43 14 LM,S 2

L: 0, B L gaan 0 Assets

arge (L) t 133 M 14 0 Large @) 47 12 LM

Medium (M, PR 17.2 L.S .2

Medlom O s Medium (M) | 4 16 Ls

Small (5} 7.3 Al

Small (5 42 1 M, S

Operating Cost | All 44 1.6 EM.S 028 Notes: ***, ** and * indicates significance ata 1%, 5% and [0% level respectively. The null hypothesis is that the
10 Assets . means

Large (L) 45 1.3 LM are equal.

Medium (M) | 4.3 19 L5 . .. . e

Sl The ANOV A results suggest that while medium sized banks reflected the highest level of profitability in the

mall {5} 43 14 M,§

first sub-period, its profitability in the second sub-period was notsignificantly differentto that of arge banks

Notes: **=, ** and * indicates significance at a 1%, 5% and 10% level respectively. The null bypethesis is that the
means are equal,

{See Tables 3 and 4). Furthermore, small barks did not perform significantly worse than large banks in the
firstsub-period. Assuch, there is not clear evidence, that scaleof operations iscritical to the profitability
of banks operating in the region. Time specific events, such as expectations and the prevailing
macroeconomic climate mayplay amore important role, For example, the higher profitability of| largé
banks compared to medium-sized ones in the first sub-period, may have been due 1o the fact that the
former operated in economies which underwent structural adjustments at the time. As such, macro
economic conditions of the tespective economies may have had a stronger influence on profitability than

the scale of bank operations.



Operating unit costdid not vary significantly according to bank size, in anyof the sub-periods (See Tables
3and 4). Given the consistency of this resuit with what was obtained for the overail period, it doesnot
seem to be the case that banks gain significant operating costadvantages by operatingona largerscale,

Qualitative factors may play a more useful role i reducing operating unit costs.

5.1. Growth and Baﬁ k Performance

Animportant issue, concems whether higher levels of asset expansion, are matched by improved bank
perfonmances. By expanding, banks can use their increased market power to derive greaterprofitability,
orthey can attain critical mass in order to afford qualityresources. In addition, expansion in assetscan
afford banks the opportunity to improve their efficiency. Thecritical issus which surfaces, is how relevant

is asset growth 10 securing improved performances by banks.

Toundertake the analysis, asset changes were matched with profitability. Onlydata for which thers were
positive growth in assets were used, since it was felt that the deteriorztion of assets would signal a troubled

bank.’ For the purpose of this study, such banks would be considered outliers,

For example, negative asset growth could signal relatively high write-off of loans due to
a significant proportion of loan delinquency in the bank asset porifolio. This may rigger
an crosion in the capital base of these banks, as the pressure on shareholders to mest
their liabilities increases in tander with the decline in assats. In view of the decline in
equity, such banks can artificially exhibit higher return on equity.

Asset Growth and Profitzbility

Azdal Growth and Proftatylity (Anmsl)
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Anexamination of the scatter plots, suggests that overall there was a fairly positive association between
asset growth and proftability (See figlzrm3-6). The correlation was mitch weaker in the case of small
banks. It would appear that while asset growth does not guarantee increased profitability, there maybe
some tendency in this direction, especially in the case of medium-sized and large banks. However,

qualitative factors such as value added, human resources and management performance areexpected to

be of extreme importance.

6.0 Findings from the Econometric Study

Theresults obtained from the various models used in the econometric study were reported in Tables [-4.

Table 1: Bank Performance and Competition Variables

! (Dynamic Fixed Effects)
Dependent Varia'b[e -
ROE, (1} NIM, () ' CCAS, (F}
MSa,, | -082 -0.10" -0.04
BP,, 4327.007* 10534
OCAS,, | -2.63 0.09
LAS,, 6.39x 107 -6.27x100
INF, L20x10*
R? 66.04 733 7119
F Stat 7438 69,554+ 95.11%="

Nares:** *indicates significance at 1%, **indicate significance at $% and “indicates at significance at 10%. Sample adjusied for White

Heterokedasticity-Consistent Standard Erross and Covariznce

Table 2: Bank Performance and Competition Variables: Large Banks
(Contemporanecus Fixed Effects)

Bank Size Exp Var Dependent Yariable
ROE, NIM, 0OCAS,
r t r i

Large MSA, -0.43 0.1 0,06
Basks OCAS, -10.55%4* 0.80°*

BP, 135945

| INF, 3.9x 107 -7.67x107

LAS, 0408 0.024* [RT- il

EQ, 0.01* -4.4x10%

F-3 H 45.5 4173 8465 86.8

F stat 4548 26614 60.64%*" . - [57.20%*=

Notes:**¥indieates significance at 1%, **irdicate significance at 3% and °mdn=n:s at significance at 10%. Sample adjumd for White
Hereroskedastizity-Consistent Sandard Errors and Covariance . .

Table 3: Bank Perlormance and Competition Yariables: Medium-sized Banks
[Contemparaneans Fixed F{lects)

Bank Size. | Exp Var Dependent Variable
ROE, NIM, QCAS,
P ¢ r ¢
Medinm MSA, 042" Qb1eee 005
Size Banks
OCAS, =375 0.454
BP, 1334.55==
INF, 2.34x [0 9.13=10%
LAS, .53 6.39xtg! 0.0z
EQ, 40910 71,05 327
-2 68.83 9.50% 10" 73
R
Fstat 77284 §51x10" e 99.69%+* 146.20°++
Notés:===indicases significance at 1%, **indicate signifi at 5% and *indi at signi at 10°%%. Sample adjusted for While
Heteroskedasricity-Consistent Standard Ermors and € NIM is conducted using G lised least squares,

10



Table 4: Bank Performance and Competition Variables: Small Banks

(Contemporaneous Fixed Effects)
Baok Size Exp Var Dependent Variable
ROE, NIM, OCAS,
r ¢ ¢ ¢

Small Size MSA, 0.05 0.24+e" 0.16**
Banks oCAs, | 0.5 5.40x10"

BP, 766,844

INF, 0.02 -7.82x10"

LAS, : 0,58 - 00702 4.5x107

EQ, 0,029 5.69x 107

E! TL.66 59.75 67.89 0.65

Fstat 6.54% 1" 40,142+ 23.26%** 49.78%

Notes:"*“indicates significance at [%, ““indicate siprificance at 5% and tindicates at significance at 10%. Sample adjuated S White
Heteroskedasticity-Consistent Standard Eerors and Covariance GLS applied to {7 regression.

Oneof mepﬁmmyingm'css of the study; concerned the applicability of the RMP hypothesis to the banking
sector in the CARICOM. Ciearly, the conditions for confirmation ofthe RMP hypothesis were not met
in the dynamic relations, as market share was insignificant to profitability and negative though significant to
the magninude of the NIM(See Table 1, £ and 1*). In terms of scale of aperations, market share tuned out
to be_insigniﬁcant to profitability, regardless of the size category considered (compare Tablas 24, {*).
Furthermore, market-share was positive and significantly related to thenet interest margin, only in the case
of small banks (compare Tables 2-4, [%). There is insufficient evidence, therefore, to accept the RMP
hypothesis with respect to small banks, as the RMP hypothesis was only partially satisfied for this size

category. The RMP hypothesis was consequently rejected for this and other size categories.
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Anotherconcern of the study pertained to the efficiency hypothesis. The hypothesis wasrejected in the
dynamic regressions as operating unit cost turned out to be insignificant to profitability and market-shars
wasinsignificant to operating unit costs. In tetms of size categories, the hypothesis was notrejected for
large banks and it was partially rejected with respect to medium-sized banks. Inthe case of large banks,
operating unit cost was negative and significant in its relation with profitability. (Compare Tables 24, £').
Furthermeore, market-share was significant and negatively related to operating unit cost, for this size
category{compare Tables 2-4, ). The partial rejection of the efficiency hypothesis in the case of medium-
sized banks stems from the non-significance of operating unit cost to profitability, despite the negative and
significant relation between market share and operating init cost. The hypothesis was completelyrejected,
however, in the case of small banks. The efficiency hypothesis seems, therefors, tobe confimmed in the

caseof large banks, while the evidence is insufficient to confirm the hypothesis for the medium-sized banks.

Yetanother area of concem of the study, relates to the importance of lending to the performance of banks.
The evidence suggests that lending by small banks is significant to increasing their profitabitability, while it
isnotsignificant, in the case of large banks. Indeed, the volume of loans in the asset portfolio ofbanks
umed outte bepositive and significant, only for the profitability of small banks (compare Tables 2 to 4,
£). Therelationship was also significant for medium-sized banks, but the qualityofthe association was
negative. Theresult emphasizes the dcpcnqencyot‘ small banks on the traditional business oflending, for
the enhancement of their profitability. [tappears, however, that large banks have been able to diversify

their range of services to include other sources of revenue besides interest.



Interms of the impact of lending on operating unit costs, apositive and significant relation was found only
" with respect to ﬁxecontemponneous regressions for medium-sized banks. These banks appesred tobe
theonly category size that incur rising operating unit costs, as they increase theirlending (compare Tables
2-4, f*). Moreover, these banks exhibited a negativeand significant relationship between lending and
profitability (compare Tables 2-4, ). The results suggest that these banks encotnter rising transactions
costas they increase the frequency of their lending. Perhaps these institutions increase the resources

dedicated to loans origination and recoveries as the frequency of their lending increases.

‘Ihesludyalsosoughtwinvsﬁgawwhqﬂmlheﬁskpmﬁmnwassigﬂﬁmtmimhrpmmﬂnnugﬁnﬂe ‘

ofinterest rate spreads. The loans to assetratio was found to besignificant and positivelyrelated to the
net interest margin in the case of small and large banks, but not in the case of medium-sized banks
{compare Tables 24, f). Exposure to creditrisk therefore appearsto playasignificant role ininfluencing

the interest rate spreads of small and large banks:

The modality of supply seems to have important consequences forthe performance ofbanks, Theresults
emanating from the lagged relationships suggest that the scale of branch network in the previor.!s yearis
significant to profitability of the banks in the current year (compare Table 1, f'). However, banik size
seemed to matter, to the contemporaneous relation between the scale ofbranch net-work and pmﬁtabili't;-r
(Compare Tables 2-4, {4). It was not significant for large banks, but it was significance for small and
medium-sized banks. The evidence suggests that small banks ateli}:clytomlise}dgherpmﬁtabi]ityimls_

through smaller branch networks. On the other hand, larger branch networks appeared to favour higher
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levels of profitabilityof medimn-siiedbanks. The results therefore suggest that despite the developments
of substitutes and more cost efficient modalities of supply of banking services, existing branches still remain )

relevent to the enhancement of shareholder returns,

The association between the equity multiplier and the performance ofbanks, was found tobe specificto
thescaleofbank operations. In terms of profitability, the results suggest that inceased capital strength of
small and large banks are significant and complementary to higher levels of profitability (Compare Tables
24, £)."° Contemporaneously, the relation suggests that management performance in generating retum
on asséts, has been a significant contributor in generating increased shareholdc:’s_rcnn-n for thesmalland

[arge size categories.

Therelation between the capital sirength of banks and operating unit cost, was found to be specific to the
scaleofbank operations. The equity multiplier was not significant inthe case of large banks, significant and
positivelyrelated in the case ofmedium-sized banks and significant but negatively related in the case of

small banks (compare Tables 2-4, ). Generalisations concemning this relationship therefm_‘e appeared to

be difficult, but the ‘evidence does not show a tradeoff between increased capitalisation and profitability.

i The negative relation between the equity multiplier and profitability, actually suggests a

pasitive refation between an increase in share holder's equity and retums, given the
definition of the variables.



Themacro-economic parameter, inflation, was found to exhibit a significant association with profitability,
onlyin the case of large banks (contpare Tables 2-4, ). Thisisnota surprising result, considering that
mostofthese banks are operating in territories that have floated their exchange rates and have reflected
higher inflation rates relative to the rest of the region. On the other hand, the other bank sizesare located
largely in tcnilo_ris with fixed exchange rates and versr low inflation levels. Thus, itis plausible that large

banks are more likely to factor in inflationary expectations in the supply of their services.

7.0

Thescale ofbank operations doesniot appear to matter to the relative performances ofbanks operating
inCARICOM . Indeed, thedifferences in profitability between the various size categories did not remain
robusttotime. Furthermore, no significant difference was found in the mean operating unit cost perbank

category size, regardless of time period considered.

While the scale of bank operations did not seem to matter, ivmattered with respect to the significance of
strategies to the performance of these banks, Mostofthe findings conceming the significance of strategies
to the performances of banks were specific to bank sizeorthe dynamic relation assumed. Assuch, the
study shows differences in the significance ofbank branches, operating unit cost, the volume of loans in the
asset porifotio of banks andcapita!isalior{ for the performance of banks, aceording to the scale ofbank

opérations.
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Angther important result obtained, concerns the relationship between asset growth and bank performance.
The evidence suggests that asset growth is more likely to be associated with valus-added s:mces, rather
than operating costeconomies. Overail, asset growth exhibited a stronger association with increased
profitability than with operating unit cost. There wasa fair degree of] posilive assuciatipn between asset
growth and profitability in the cases of medium-sized and large banks. On the otherhand, the asocia.ﬁon

between asset growth and operating unit cost was quite low.

Interestingly, the evidence does not suggest that banks obtaining larger market share, would widen their
inierestrate spreads to the detriment of their customers. Indecd, the profitability of all size categories was
found tobe neutral to market share expansion. Assﬁch, the RMP hypothesis was rejected. Perhapsthis
result is symptomaticof the baxﬂdngmarketixingcomﬁtablc, susceptible to competition from non-banks

and foreign service providers.

TheefTiciency hypothesis was not rejected for large banks. The evidence suggests that large banks end
to use their increased market share to génerate lower operating unit cost rather than increase their interest
rate spreads. Also, lower operating unit cost was significant to their profitability. On the otherhand, the
efficiency hypomcsi-s was rejected inthe case of small and mediurm-sized banks. [mproved costefficiency
did not appear to be significant to increasing profitability of these size categories. Profitabilityofthese

banks seemed more likely to increase through production of higher-value added services.



The findings should not be regarded as conclusive, since they are very much specific to the choice of
assumptions. The study was conditioned on a sample, for which the division into various scales of
operations was arbitrary. Moreover, resultsmay be clouded by factors specific to different countries.
Further studies of this nature, with variations in assumptions, using longer time periods and 2 more

comprehensive sample, are needed.
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