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District Bank Performance
in 1987: Bigger Is Not
Necessarily Better

4. OR commercial banks in both the nation and
the Eighth Federal Reserve District, 1987 was a
vear of mixed performance. Latin-American-
related loan loss provisions at the larger banks
were the primary reason that commercial bank
profits of $934.7 million in the District last year fell
below 1986 profits of $976.7 million. This decline,
however, was small relative to the national decline.
Commercial banks in the United States earned $3.3
hillion in 1987, a substantial decrease from $17.3
billion in 1986

Some gains were made in 1887 by smaller Dis-
trict banks, which posted higher earnings as loan
loss provisions and loan charge offs declined. As-
set quality improved considerably at small, agri-
cultural banks as nonperforming assets decreased,
loan losses fell substantially, reserves for any fu-
ture problems were maintained and capital was
increased.

Bank failures, which increased nationally from
138 in 1986 10 184 in 1987, declined from five to
twa in the Eighth District. These two banks, nei-

ther of which was a member of the Federal Re-
serve System, had combined assets of $47.1 mil-
lion, only .04 percent of total District bank assets.

This article compares the performance and
financial circumstances of Eighth District com-
mercial banks with their national counterparts
across several asset-size categories. An assessment
of bank earnings, asset quality and capital ade-
quacy then provides some useful information on
the financial condition, regulation compliance and
operating soundness of the regional banking in-
dustry.

EARNINGS
Hefurns on Assefs and Equily

There are two standard measures of bank per-
formance: the return on average assets (ROA} and
the return on equity (ROE) ratios. The ROA ratio,
calculated by dividing a bank’s net income after
taxes by its average fourth-quarter assets, shows
how well a bank's management is employing its

“The Eighth Federal Reserve District consists of the following:
Arkansas, entire state; lilingis, southern 44 counties; Indiana,
southern 24 counties; Kentucky, western 64 counties; Missis-
sippi, northern 39 counties; Missouri, eastern and southern 71
counties and the City of St. Louis; Tennessee, western 21
counties.

2The national figures for 1887 are adversely affected by large
oil- and real estate-related loan losses incurred by banks in the
Southwest.




available resources. The ROE ratio is obtained by
dividing a bank’s net income after taxes by its eq-
uity capital’ ROE measures how well management
is utilizing the stockholders’ investment measured
on a book-value basis *

As table 1 reports, the 1987 average ROA and
ROFE for Eighth District banks were 0.81 percent
and 10.31 percent, respectively. These figures ex-
ceeded the national average ROA of 0.11 percent
and ROE of 1.85 percent. Eighty-two banks in the
District, 6 percent of all Eighth District banks, re-
ported negative earnings in 1987; nationally, al-
most 17 percent of commercial banks reported
losses for the yvear. The U.S. ROA and ROE figures
were heavily influenced by poor earnings at the
nation's largest banks (those with more than $10
billion in assets). Excluding these banks from the

national ratios yielded an ROA of 0.58 percent and
an ROE of 8.14 percent for 1987. After this adjust-
ment, however, District bank averages continued
to exceed those of the nation.

Tabie 1 also shows ROAs and ROEs for seven
asset-size classes of commercial banks. Across
most assel-size categories, except $1-$10 billion,
Eighth District banks reported higher returns than
their national peers in 1987. District BOAs and
ROEs were maintained or increased from 1956
across all size groups except the largest {$1-810
billion). Large District banks' ROAs averaged 0.51
percent in 1987, down from 0.98 percent in 1986.
This category of banks faced a deterioration in the
quality of their foreign loan porticlio during the
vear, resulting in higher loan loss provisions
which directly offset earnings. The remaining cate-

3Equity capital includes common and perpetual preferred stock,
surpius, undivided profits and capitai reserves.

‘A major concern with ROA, ROE and other performance mea-
sures is that they are calculated using the book values of
assets, liabilittes and equity. Book values fail to recognize
changes in the value of assets, liabilities and equity between
their initial piacement on the books of the institution and their

removal by sale, repayment, maturity or charge off. In other
words, book value is the historic, not market, value of an asset
or liability.




gories of District banks, on the other hand, re-
duced their loan loss provisions, which helped to
hoost both their ROA and ROE ratios.

MARGIN ANALYSIS

The financial success of a bank depends on its
management’s ability to generate sufficient reve-
nue while controlling costs. Bank managers make
numerous decisions during the year concerning
asset and liability management. the pricing of
services and operating expenses. Two important
measures of the results of these decisions are net
interest and net noninterest margins.

Net Inferest Margin

Net interest margin is the difference between
interest income and interest expense as a perceiit-
age of average fourth-quarter earning assets.® This
ratio indicates how well interest-earning assets are
being emploved relative to interest-bearing Habili-
ties

On the asset side, this includes both interest
income and fees related to interest-earning assets.

Some examples are interest on loans, points on
loans, income on tax-exempt municipal loans and
bonds and income from holdings of U.5, govern-
ment securities. On the liability side, interest ex-
pense includes the amount paid on all categories
of interest-bearing deposits, federal funds pur-
chased and capital notes. In simplest terms, net
interest margin is the difference between what a
bank earned on loans and investments and what it
paid its depositors relative to average earning as-
sels.

Table 2 shows the average net interest margin
for commercial banks on a national and District
level. As the table shows, the average spread be-
tween interest income and inferest expense as a
percent of average fourth-quarter earning assets
was 4.27 percent for District banks in 1987, com-
pared with 4.08 percent for the nation. Average net
interest margins at District banks were lower in
1987 than in 1986. This held true not only in the
aggregate, but across most asset-size categories as
well.

Because of the poor performance of the large
banks, focusing on the overall average results con-

sEarning assets include: loans {net of unearned income} in
domestic and foreign offices; lease-financing receivables;
obtigations of the U.S. government, states and political subdivi-
sions and cther securities; assets held in frading accounts;
interest-bearing balances due from depository institutions;
tederai funds sold and securities purchased under agreements
o resell.

5A bank should be concerned not only with the level of the net
interest margin, but also with the variability of the net interest
margin over time. With voiatile interest rates, the stability of the
net interest margin indicates that the interest sensitivity of
assets and liabilities is matched.




ceals differences across asset-size classes. A closer
inspection of the categories reveals that banks
across the nation generally outperformed banks in
the Eighth District. For five of the six categories
encompassing banks with assets less than $10
hitlion, District averages in 1987 were below the
national average. The overall national average was
adversely affected hy those banks with assets
greater than $10 billion (hone of which are in the
Eighth District), This category of banks experi-
enced a significant decline in net interest margin,
inn part, because of lost income from nonperform-
ing foreign loans,

Net Noninterest Margin

The net noninterest margin is an indicator of
the efficienicy of a bank's operations and its pricing
and marketing decisions. The net noninterest
margin is the difference between other inonin-
terest} income and noninterest expense as a per-
cent of average fourth-quarter assets. Since nonin-
terest expense generally exceeds other income,
the calculation yields a negative number; it is com-
mon practice, however, to report the net nonin-
teresl margin as a posilive number. Thus, smaller
ntet noninterest margins indicate better bank per-
formance, holding all other things constant.

As a supplement to income generated from
interest-earning assets, banks have been concen-
trating their efforts on fee income. Noninterest
income derived from bank services and sources
other than interest-earning assets has increased as
banks seek to price more of their products explic-
itly. Sources of noninterest income include fees for
checking accounts, discount brokerage services,
credit cards, fiduciary activities, morlgage loan

servicing and safe deposit box rentals. Noninterest
expense (overhead) includes all the expense items
involved in overall bank operations, such as em-
plovee salaries and benefits, as well as expenses of
premises and fixed asseis. Noninterest expense
also covers such iterns as directors’ fees, insurance
premiums, legal fees, advertising costs and litiga-
tion charges.

Noninterest expenses have been moving up-
ward for the past several vears in both the District
and the nation. As a result, banks are closely mon-
itoring personnel and occupancy costs in an effort
to boost profits. 5ome banks have elected to re-
duce staff to streamline operations. In addition,
mergers and consolidations have allowed banks
the opportunity to centralize operations, improv-
ing efficiency as a result of better cconomies of
scale.

Table 3 shows the net noninterest margin for
banks in the nation and the Eighth District
grouped by various asset sizes. District banks in
1987 outperformed their national counterparts
across all asset sizes. In the aggregate, however,
the nation outperformed the District primarily
because of the pricing strategies and operating
efficiencies of banks with assets greater than $10
billion. These large banks continue to expand
their noninterest sources of income relative to
their noninterest expenses. Smaller institutions,
on the other hand, have generated much slower
growth of noninterest income.

ABSET OQUALITY

Asset quality is a primary factor influencing the
banking industry's earnings patlern. With loan




losses rising over the past few years at many com-
mercial banks, investors and regulators alike are
placing added focus on asset quality in assessing
the health of the banking industry.

Asset quality typically is measured by two indi-
cators. The first measure, the nonperforming loan
rate, indicates not only the current level of prob-
lem loans but also the potential for future loan
losses. The second indicator, the ratio of net
charge offs to total loans, shows the percentage of
loans (adjusted for recoveries) actually written off
the bank's books.

Nonperforming Loans

Nonperforming loans are composed of two cate-
gories: 1) nonaccrual loans, i.e., those loans for
which a bank is recording interest only when cash
pavments are received, and 2} loans past due 90
days or more. As table 4 reports, Eighth District
banks’ nonperforming loans as a share of total
loans fell slightly from 2.16 percent in 1986 to 2.11
percent in 1987, while rising nationally from 2.77
percent to 3.50 percent.

The dollar volume of nonperforming loans is
heavily concentrated at the largest banks in the
District and the nation. The nonperforming foan
rate at District banks with assets between $1 bil-
lion and $10 billion rose from 1.81 percent in 1986
to 2.44 percent in 1987. The average nonperform-
ing loan rate for similar-sized banks across the
nation rose from 2.06 percent to 242 percent dur-
ing the same period. Nonpertorming loans at the
iargest banks in the nation rose to 5 .26 percent of
total loans in 1987, up from 3.37 percent at year-
end 1986. In 1987, many of these large banks
placed millions of their Latin American loans on a
nonaccrual status. The most notable of these

were loans to Brazil, which were classified as non-
accrual in February of last year. This means that
interest payments will be counted toward the
bank’s earnings only when actually received. A
bank usually places a loan on nonaccrual status
when the borrower has failed to make pavments.
While several District banks with assets greater
than $1 billion reported increased levels of non-
performing loans resulting from Latin debt,
smaller banks improved in this area during the
past vear. Banks with assets less than 325 million
saw nonperforming loans fall to 2.08 percent of
total loans, down from 2.68 percent in 1986. This
strong improvemnent in asset quality was likewise
reported by banks with assets between $25-$50
million and $50-$100 million.

Another indicator of assel quality is the number
of banks at which the dollar volume of nonper-
forming loans exceeds primary capital. At year-
end 1987, five banks, or 0.4 percent of Eighth Dis-
trict banks, had nonperforming assets that
exceeded their primary capital, compared with 10
banks in 1986. Nationally, 326 banks, or 2.4 percent
of all banks, had nonperforming loans in excess of
primsary capital, down from 409 banks at year-end
1986.

Chart 1 compares nonperforming loans by type
of loan for Eighth District banks. At year-end 1987,
nenperforming agriculiural loans as a percent of
total agricultural loans were 4.76 percent, down
from 5.72 percent in 1986. Nonperforming com-
mercial loans declined to 3.86 percent of comiuer-
cial loans, down from 4.02 percent in 1986, Con-
sumer nenperforming loans, which accounted for
0.80 percent of all consumer loans outstanding in
1986, fell to 0.67 percent in 1987. Lastly, real estate
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Chart 1

Nonperforming Loans
as a Percentage of Tofal Loans by Category
Eighth District

Percent Percent
7 7

1987 198 1985
Source: FDIC Reports of Condition and Income for lnsured Commercial Banks,
1985-1987.

nonperforming loans also declined in 1987, falling Table 6 shows the distribution of loan losses hy
to 1.83 percent of total real estate loans, compared type of lean. For both the nation and the District,
with 2.17 percent in 1988, commercial loan losses constitute the greatest
Ioan Losses percentage of overall {oan loss: more than 50 per-
cent of all District charge-offs are commercial

The most direct measure of a bank's loan prob- Ioans. The percent of District commercial loan
lems is the percentage of loans charged off during charge-offs, however, is falling: 51.55 percent at
the vear. As table 5 shows, the average charge-off vear-end 1887, compared with 62 .24 percent in
rate af banks in the Eighth District, which had 1986. Farm-related charge-offs declined consider-
been rising in the carly 1980s, declined consider- ably int 1987; they now account for 8.26 percent of
ably in 1987. Net loan charge-offs (adjusted for total District loan losses, compared with 16.24
recoveries] were 0.70 percent at year-end 1987, percent in 1986. Consumer charge-offs, mean-
compared with 0.88 percent in 1986. Nationally, while, rose in 1987 to 23 .24 percent of total District
the average aggregate ratio of net loan losses to Ioan losses, up from 18.65 percent in 1986. Foreign
total loans fell frem 0.93 percent in 1986 to 0.88 office loans that were classified as a loss rose 1o
percent in 1987. Across all asset-size categories, 1.79 percent of total loans in the District. Nation-
1987 net loan losses as a percentage of total loans ally, this category of loan losses rose to 6.32 per-
at District banks were lower than at similar-sized cent, up from 1.14 percent in 1986.

banks in the nation. Chart 2 compares loss rates for specific loan




types. As one can see from the chart, the loss rate
was highest for District agricultural loans, with
commercial loans a close second. As a percent of
total agricultural loans oufstanding, 1.92 percent
were charged off in 1987; 1.41 percent of commer-
cial loans were classified as a loss,

Foan Loss Reserve

Mounting loan losses have decreased the aver-
age profitability of banks. The relationship be-
tween the loan loss provision, which is an income
statement item, and the loan loss reserve, which is

a balance sheet item, can be shown as follows:

Beginning Loan Loss Reserve
+ Loan lLoss Provisions
— Actual Charge Offs
+ Recoveries

= Ending Loan Loss Reserve,

Any addition to the loan loss provision directly
reduces profits.

As table 7 shows, banks in the Eighth District
and the nation continued to add to their loan loss
reserve and loan loss provision accounts during
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Chart 2

Loan Losses
s a Percentage of Tofal Loans by Category
Eighth District

Percent
51

0
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1987. As a percent of total loans, Eighth District
banks' loan loss reserve increased from 1.41 per-
cent in 1986 Lo 1.67 percent in 1987; nationally,
this ratio rose from 1.63 percent 1o 2.70 percent.
The largest District banks increased their reserves
to 2.15 percent of total luans, up from 1.40 percent
at vear-end 1986. Nationally, banks with assets
greater than $10 billion increased their reserve
levels substantially in 1887; as a percent of total
loans, 4.25 percent were covered by reserves, coms-
pared with 1.83 percent in 1986.

Loan loss provisions totaled $694.2 million at
District banks at vear-end 1987, up $40.3 million
from 1986 levels. Nationally, banks added $14.8
billion; and at year-end 1987, the loan loss provi-
sion account stood at $36.3 hillion. This action was
taken as a precautionary measure to absorb ex-
pected future loan losses. Many large banks added

Percent
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Source: FDIC Reports of Condition and Income for Insured Commercial Bonks,
1985.1987.

to their loan loss provision account in June 1987
to allow for the deterioration of their foreign loan
portiolio. A second round of provision increases
occurred during the fourth quarter. By vear-end
1987, most banks had set up reserves equal to
approximately 50 percent of their Lalin American
exposure.

CAPITAL ADEQUALY

Bank regulators have a strong interest in ensur-
ing that banks maintain adequate financial capital
ithe difference between their assets and liabilities),
The level of bank capital serves to maintain public
confidence in the soundness of the individual
bank and the banking system as a whole. Bank
capital is intended to absorb losses, cushion
against risk, provide for asset expansion and pro-




tect uninsured depositors. Moreover, additional
capital can reduce the exposure of the Federal
Deposit Insurance Corporation (FDIC; to bank
Iosses. When a bank fails and is liquidated, the
FIC's loss equals the bank's Habilities minus the
market value of the failed bank’s assets. Therefore,
the greater proportion of assets funded by capital
rather than by liabilities, the smaller the potential
loss 1o the FDIC insurance fund, all other things
equal. The regulatory agencies have set minimum
standards of 5.5 percent primary capital to assets
and 8.0 percent total capital to assets”

Improvement in bank capital ratios in recent
vears is apparent throughout the range of institu-

tions. As indicated in table 8, total capital ratios
are well above the minimum standards estab-
lished by the bank regulatory agencies both for
banks in the Eighth District and the banking in-
dustry as a whole® The average total capital ratio
{the sum of the individual banks’ total capital di-
vided by the sum of the individual banks' total
assels) was 8.86 percent for Eighth District banks
in 1987, compared with 8.38 percent for all U.S.
commercial banks. As of December 1987, approxi-
mately 1.4 percent of all District banks did not
meet the minimum regulatory total capital stand-
ards, while slightly more than 4.4 percent of the
commercial banks in the nation had deficient total
capital ratios.

"The compenents of primary capital as reported in the FDIC
Consolidated Report of Condition and Income are: common
stock, perpetual preferred stock, surplus, undivided profits,
contingency and other capital reserve, qualifying mandatory
convertible instruments, allowance for ioan and lease losses
and minority interests in consolidated subsidiaries, less intangi-
ble assets excluding purchased mortgage servicing rights. {For
the purposes of this paper, only the goodwill portion of intangi-
ble assets was deducted.) Secondary capital is limited to 50
percent of primary capital and includes subordinated notes and
debentures, fimited-life preferred stock and that portion of
mandatory convertible securities not included in primary capi-
tal. Each bank's secondary capital is added to its primary
capital to obtain the total capital ievel for regulatory purposes.

5The regulatory agencies do not assume that a bank’s capital is
adequate simply because it meets the minimum capital require-
ments. Banks whose operations invoive higher degrees of risk
are expected to hold additional capital. The Federal Reserve
Board, Federal Deposit Insurance Corporation and Office of
the Comptrolier of the Currency have formally proposed risk-
based capital guideiines that would apply to all U.S. banks. The
proposal would e a bank’s capital to its asset risk and require
additiona! capital {0 support off-hatance-sheet activities. This
risk-based capital plan would be phased in by 1992, at which
fime banks wouid be required o maintain an 8 percent capital-
to-asset ratio, half of which must be in common equity and
disclosed reserves.




SUMRMARY

The financial performance of banks in the
Eighth Federal Reserve District, like that of banks
in the nation, was poor for the largest banks but
improved for the smaller banks. Profits at the
larger banks were adversely affected by above-
normal loan loss provisions and problem loan
levels that, while moderating, remained high by
historical standards.

District net interest margins declined in 1957.
As an offset to interest income, banks have been
concenirating their efforts on fee income. Al-
though 1887 overhead levels stabilized, overhead

cosls have been trending upward for the past sev-
eral years, cutting into profits. Compounding the
pressure on earnings from rising overhead costs
are the loan loss provisions required to strengthen
loar loss reserves. These provisions rose sharply
in 1987, as a result of a deterioration in the Dis-
trict’s foreign loan portfolio. The overall level of
District nonperforming loans decreased slightly in
1987; and loan losses at District banks, which had
been rising in recent years, declined in 1987. Fi-
nally, a majority of Eighth District banks improved
their capital ratios in 1987 and are positioned well
above the minimum standards set by bank regula-
tors,




