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Abstract.This study considers how financial institutions' local topology impacts how much systemic 

risk they contribute. Financial institutions are essential players in the financial ecosystem because they 

provide specialized and tailored services to individuals, small businesses, and communities. These 

organizations, including community banks, credit unions, and microfinance organizations, function on a 

smaller scale than their bigger counterparts. The dynamics of financial institution contributions to 

systemic risk, together with financial results and ideal customer service standards, are then examined. 

Finally, we find that financial institutions perform better with high-quality customer services and 

contribute more to systemic risk. 
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1. INTRODUCTION 

By offering specialised and individualized services to individuals, small businesses, and communities, small 

financial institutions contribute significantly to the financial environment. In comparison to their larger 

counterparts, these institutions—such as community banks, credit unions, and microfinance organizations—

operate on a smaller scale. Even though they might not have as many resources, they have unique benefits that 

draw clients. Low-income farmers in Thailand organise small lending organisations whose members are jointly 

accountable for each farmer's loan in order to obtain credit for their agricultural operations. The group members 

often live close to one another, are familiar with one another, and agree on admission amongst themselves. Peer 

pressure and good borrower screening keep default rates at a minimum because the group's eligibility for future 

loans is dependent upon timely and complete repayment. Depending on the data source, efficiency ideas, and 

measurement techniques utilised in the research, estimates of efficiency frequently differ significantly amongst 

them. Using data from 21 nations, multiple eras, and a variety of organisations, such as banks, bank branches, 

savings and loans, credit unions, and insurance companies, Berger and Humphrey (1997) compiled 130 studies 

on the effectiveness of financial institutions. It is extremely difficult to gauge the significance of the various 

efficiency theories, due to the range of data sets used to estimate efficiency, measuring techniques, and correlates 

to the findings of these studies. Or, to put it another way, because the many studies simultaneously differ from 

one another in so many notable ways, the reasons underlying efficiency differences between financial institutions 

are obscured behind a mysterious "black box." 
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2. FINANCIAL INSTITUTIONS 
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FIGURE 1. Financial Institution 

Small financial institutions have several advantages, one of which is their emphasis on individualized service. 

Because they are firmly rooted in their communities, they are aware of the particular financial demands and 

difficulties that their clients experience. As a result, they can offer solutions that are unique and create relationships 

that are founded on trust and familiarity. Customers frequently value the personalized service and the chance to 

communicate directly with decision-makers who are aware of their unique situation. The majority of the research 

focuses on commercial banks in the United States, even if many of the concepts are more broadly applicable to 

other financial institutions and regulatory frameworks. Many of the frictions that make capital structure important 

have been thoroughly examined in the banking literature, including the costs of financial crisis, information 

asymmetry, transaction costs, and regulation. Being major contributors to the global economy, banks were the 

first category of organizations to be governed by globally coordinated capital regulations. Last but not least, 

contrary to the M&M proposition's expectations that capital structures should differ arbitrarily among businesses 

and industries, banks often have the highest amounts of leverage of any sort of organization. The breakdown era 

in the sample we chose includes the government building a new, precise regulatory framework based on market 

discipline as a result of the regime shift and the so-called "convoy" form of banking supervision and regulation. 

Determining how depositor discipline affects bank governance should therefore be made easier with the help of 

the study of Japanese financial institutions at this time. Third, the crisis caused the deposit insurance plan to 

undergo a number of formal adjustments and amendments during the course of the time period. In light of these 

policy changes and the protracted crisis that occurred, Japan's experiences offer a good opportunity to assess the 

existence of depositor discipline and how changes in regulatory institutions affected the discipline's effectiveness. 

Additionally, lending policies and risk analysis are frequently more flexible in small financial institutions. They 

are more open to taking into account aspects of borrowers' potential and character that go beyond credit scores 

and collateral. This makes them more readily available to people and small enterprises who might find it difficult 

to meet the high standards established by larger organizations. Small financial institutions can assist 

entrepreneurship and local economic growth by taking a more comprehensive approach to applications. 
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FIGURE 2. Financial Institutions Sources 

The cost of acquiring a new customer is one of the highest in the banking sector today. The cost of getting new 

customers could be up to five times greater than the cost of keeping the ones you already have. Therefore, it is 

crucial to use the right strategies to enhance customer service in the banking industry. For small financial 

institutions to thrive and grow, risk management and financial performance are crucial. These institutions, like 

community banks, credit unions, and microfinance companies, face unique challenges in maintaining profitability 

and managing risks when compared to their larger counterparts. In conclusion, small financial institutions are a 

desirable option for people and small enterprises since they provide individualized service and flexible lending 

policies. They are able to offer customized solutions and support regional economic growth because of their 

intimate ties to clients and communities. They might not have the same scope as bigger institutions, but they still 

contribute significantly to the financial ecosystem thanks to their distinct characteristics. 

3. CUSTOMER SERVICES QUALITY 

In businesses that provide services, providing good customer service is becoming increasingly important. 

Customers' expectations are rising as a result of improving consumer knowledge of options and rising service 

standards brought on by competitive trends (For an illustration, see Takeuchi and Quelch (1983) and Leonard and 

Sasser (1982). Additionally, clients are increasingly complaining to businesses about the level of service they 

receive (Albrecht and Zemke, 1985). The requirements or desires that buyers believe a product or service should 

satisfy are known as consumer expectations. According to Booms and Bitner (1981), these expectations are 

formed based on previous contacts with a company and its marketing mix inputs, which include tangibles, 

processes, and people. The term "people" refers to the service providers (both front- and back-of-house) who are 

crucial to the creation of a service. Aids and observable indications that may be incidental to or crucial to the 

service being purchased are included in the physical environment. Businesses can use EFTPOS and ATMs, for 

example, to make the customer-company connection easier at the point of contact. Additionally, management has 

a far better understanding of client needs. In addition, management has been able to put into practice a variety of 

customer-focused ideas that would have been nearly impossible ten years ago, like customer databases, thanks to 

constantly evolving marketing/management information systems. 
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FIGURE 3. Customer service 

In addition, management has been able to put into practice a variety of customer-focused ideas that would have 

been nearly impossible ten years ago, like customer databases, thanks to constantly evolving 

marketing/management information systems. Customer satisfaction and service quality have been shown to be 

correlated in the banking industry (Le Blanc and Nguyen, 1988; Blanchard and Galloway, 1994; Avkiran, 1994). 

Banks now recognise that offering great customer service is essential for success and survival in today's fiercely 

competitive banking sector (Wang et al., 2003; Lewis and Pescetto, 1996; Bisignano, 1992; Wang, 1993). The 

majority of study conducted thus far has focused on the level of customer service provided by the US and European 

banking sectors. To our knowledge, this study is unique in that it examines a developed country whose formerly 

robust banking industry underwent changes in order to join the EU and would now have to follow by its norms in 

place of the extremely solid. Though several more recent studies (Yavas et al., 1997; Angur et al., 1999) have 

examined service quality in underdeveloped countries. The services industry is heavily influenced by demand-

driven industries like banking and finance (Mishkin, 2001). According to the trend towards a more integrated 

global banking environment, the global banking industry has undergone a variety of regulatory, structural, and 

technical changes (Angur et al., 1999). In order to take advantage of cutting-edge technical breakthroughs and 

meet changing client demands, banks are growing abroad, offering a wide range of competitive services, and 

reinventing their services.. The majority of DEA models created for bank branches take into account concerns 

with operational effectiveness and/or profitability (for a global assessment of recent studies, see Berger and 

Humphrey, 1997).  But a bank branch needs to make sure that its output is both high volume and excellent quality.  

 

 

 

 

 

 

 

 

 

FIGURE 4. Customer service quality elements 

4. FINANCIAL PERFORMANCES 

By examining its financial performance, one may determine how successfully an organisation produces revenue 

from its core business. The expression is additionally employed as a general gauge of a company's long-term 

financial stability. Research analysts often rely on Form 10-K, a key document for disclosing firm financial 

performance. The Securities and Exchange Commission (SEC) mandates that this annual report be submitted 
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and made accessible to the public by all publicly traded firms. Its goal is to give stakeholders accurate, 

trustworthy data and information that gives a comprehensive view of the company's financial situation. M&A is 

a crucial financial tactic that promotes business growth and yields rewards for owners and investors (Sherman, 

2011). Pazarkis, Vogiatzoglo, and Pages 64–79 of Volume 3, Issue 1 of the Christodoulou International Academic 

Journal of Economics and Finance were taken from Page & Drogalas (2006), Gaughan (2011), and Nakamura 

(2015).  The term "mergers and acquisitions" (M&A) frequently refers to a change in ownership, business mix, 

asset mix, and alliance in order to maximise shareholder value and enhance corporate performance. According to 

Pazarkis et al. (2006), Gaughan (2011), and Nakamura (2015), one of the major factors boosting corporate 

performance is the rise in mergers and acquisitions. Nevertheless, the phrases M&A are also used synonymously. 

A merger is the entire merging of one company into another, during which the acquiring company retains its 

identity while the acquired company ceases to exist. (Ross, Westerfield, Jordan & Etling, 2003). When two or 

more companies join under the terms of a merger agreement between the acquiring company and the acquired 

company, this business method is frequently employed. For instance, if two companies decide to work together 

for their mutual benefit, either as a single company or separately, they may opt to merge. 

 

 

 

 

 

 

 

 

 

 

FIGURE 5. Financial performance measure 

5. FINANCIAL RISK 

  

 

 

 

 

 

 

 

 

 

FIGURE 6. Benefits of Financial risk management 
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The conventional public policy prescription also lost some of its effectiveness. Deposit insurance, lender-of-last-

resort advances (to solvent banks experiencing liquidity issues during a panic), banking supervision and regulation 

(to maintain bank solvency and make in possible   for central banks to identify solvent institutions during a 

panic), and lender-of-last-resort advances (to solvent banks experiencing liquidity issues) are all examples of 

financial products that fall under this category. were all suggested as possible solutions. The recent crises, 

however, did not follow the typical pattern.1 Two of the new trends were abrupt decreases in market liquidity and 

abrupt changes in asset valuations. Others had significant credit losses as a result of concentrations of loans with 

poor underwriting or a failure to recognise credit risk concentrations. Financial institutions, subject to restrictions 

and sanctions set by those who control them, choose the amount of risk that maximises the goals of those who 

manage them. Managers maximise shareholder wealth if their motivations are well-aligned with those of the 

shareholders. Some observers who focus on the moral hazard that deposit insurance creates come to the conclusion 

that banks will assume as much risk as regulators will permit them to. It is now obvious that such a viewpoint is 

overly simplistic. The level of risk that needs to be evaluated and managed is the quantity of risk for the entire 

institution. Actually, this has been difficult. In the beginning, corporations mostly focused on the risk of certain 

operations and on specific types of risks. Businesses, however, are now emphasising risk aggregation across the 

board more. 5 See Stulz (2002) for more information on this trade-off. 10 After analysing its degree of risk, a 

corporation must decide whether it is better for it to be maintained, increased, or lowered. A business can make 

money by taking risks, but doing so also reduces the value of the franchise. A company must hang on to more 

capital or use hedging to safeguard franchise value in order to take more risks. Businesses that can better manage 

risks are more successful since both are costly. This argument holds that risk management may lead a financial 

firm to retain more capital than what is needed by regulators since doing so raises shareholder value. Risk 

management skills, however, also let financial organisations take sophisticated risks that are difficult for 

authorities to spot. If the negative effects of those risks are anticipated to materialise in nations where governments 

will be eager 

  

 

 

 

 

 

 

 

 

FIGURE 7. Financial risk types 

to save the financial institution, then risks may be accepted even though they appear to threaten franchise value. 

Therefore, safety nets may incentivize ineffective risk-taking. When the return on equity, after deducting any 

subsidies received, is equivalent to or greater than the opportunity cost of funding, financial self-sustainability has 

been attained. Self-sustainability is the opposite of dependency on subsidies. To assure continuous operations, 

RFIs have historically been supported by a variety of implicit or explicit subsidies. The most frequent types of aid 

have included differences between market interest rates and interest rates paid on loans obtained at concessional 

rates from the state or donor, the state taking on foreign exchange losses on loans with foreign currency 

denominations, required deposits made by other financial or public institutions at rates below market, direct 

reimbursement by the state or donor of some or all operating costs, and exemption from reserve requirements. 

The quantity of money an organization generates should be taken into consideration when evaluating any financial 

help given to the organization. A dynamic strategy is required to track the gradual decrease in the requirement for 

concessional assistance given the high start-up expenses. In certain situations, the rate of an RFI's asset growth 

may also provide as an approximate indicator of how simple it will be for new clients to obtain financial services.  
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6. CONCLUSION 

By offering specialized and individualized services to individuals, small businesses, and communities, small 

financial institutions contribute significantly to the financial environment. In comparison to their larger 

counterparts, these institutions—such as community banks, credit unions, and microfinance organizations—

operate on a smaller scale. Customers' expectations have risen as a result of rising service standards driven by 

competitive trends and consumers' improved awareness of available options. By examining its financial 

performance, one may determine how successfully an organization produces revenue from its core business. In 

order to enhance shareholder return, risk management may force a financial organization to keep more capital 

than is mandated by regulators. Risk management skills, however, also let financial organizations take 

sophisticated risks that are difficult for authorities to spot. In conclusion, small financial institutions are a 

desirable option for people and small enterprises since they provide individualized service and flexible lending 

policies. These tiny financial organizations are crucial for the following reasons: 

1. The small finance banks are much like any other commercial banks when it comes to risk management.  

2. The small finance banks have no constraints on where they can operate. They have open permission to 

operate in any chosen area so long as it is within reasonable proximity. 

3. The company must file CRR and SLR, much like commercial banks, and should concentrate on essential 

industries like agriculture and small businesses. 

Additionally, the company must have at least half of its loan portfolio made up of advances and loans to 

microfinance companies. 
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