
A  T o o l  f o r  B a n k e r s :  O p e r a t i n g  R a t i o s
The best assurance of a sound economy is a sound bank
ing system and the prime requisite of a sound banking 
system is scientific management. Perhaps more than any 
other businessmen, bankers have found that analyses of 
their extensive records enable them to apply many useful 
tools to their operations. One of the most useful tools is 
the annual operating ratio study made by each Federal 
Reserve Bank for the member banks of its District. Oper
ating ratios of banks are similar to credit ratios of non
financial business firms. Although the operating ratio 
analysis is a technical feature of bank operations, in many 
cases it is a technique which may be applied to other 
businesses as well. Because of the crucial role played by 
banks in the economy, such a technical tool may be of 
interest to a large number of participants in that economy.

Reports on the operating ratios of individual member 
banks for the year 1952 have recently been sent to the 
president of each bank. These reports show how the 
individual bank compares with other banks of its size in 
the state and in the Sixth District as a whole with regard 
to some 37 ratios computed from items reported on the 
balance sheets and profit and loss statements received by 
the Federal Reserve Bank of Atlanta. The ratios shown 
are those judged to be most significant from the stand
point of bank operations. Deviations of the ratios of an 
individual bank from the group average are suggestive 
of phases of operations that might be subjected to review 
rather than indicative of lack of conformity with desir
able standards.

Perhaps the best way to demonstrate the use of oper
ating ratios is to examine those of four hypothetical banks 
and determine what factors appear to be responsible for 
the deviation of each bank from the group average. In this 
way, the bank management can see how to diagnose 
difficulties and take steps to correct them. In setting up 
these hypothetical banks it was necessary to combine the 
ratios of several banks in order to preserve the confidential 
nature of the data. Although no bank in the District had 
ratios exactly like those analyzed, the ratios are typical of 
the operations of certain types of banks. The data analyzed 
are for banks with deposits of from 5 to 10 million dollars 
in 1952 because the problems of these banks are common 
to many banks, regardless of size.

The banker frequently starts with this question : How 
well did my bank do in earning income? Chart I shows 
the ratio of total earnings to total assets for each of the 
four banks and the average of all banks of similar size in 
the Sixth District. Total earnings are, of course, computed 
before deductions for expenses and taxes. This figure, 
therefore, focuses attention upon the intake of the busi
ness and corresponds roughly to sales figures for non
financial business firms. By relating total earnings to 
assets, account is taken of the fact that some banks have 
more assets than others and, therefore, have more funds 
with which to operate. Bank A and B had lower-than- 
average ratios of total earnings to total assets, whereas 
Bank C and D had higher-than-average ratios. What fac
tors accounted for these differences and what steps could 
Bank A and B take to improve their position?

Bank earnings, of course, come from four principal 
sources: interest on loans, interest on securities, service 
charges, and other earnings which include income from 
trust business and owned real estate and from miscellaneous 
sources. Since interest on loans and securities accounts for 
the greatest part of total earnings, the composition of 
assets and the rates of return on each type of asset play a 
large part in determining total earnings of an individual 
bank. There are wide variations between banks in the 
composition of assets and the rate of return on loans. On 
the other hand, there are only small variations between 
banks in the rate of return on securities. Chart II shows 
the composition of earnings and assets of the four speci
men banks and the average for the size group as well as 
the rates of return on loans and securities.

It is apparent that Bank C and D, with the highest 
ratios of total earnings to assets, obtain a larger percent
age of their earnings from loans and a smaller percentage 
from United States securities, compared with the average 
bank for the size group and with the two specimen banks 
with the lowest ratios of total earnings to assets. It is 
also apparent that the high proportions of earnings on 
loans at Bank C and D were due to their higher pro
portions of loans to total assets as well as to their above- 
average rates of return on loans. Finally, the banks with 
the highest ratios of total earnings to assets were also 
those with the smallest ratios of cash assets to total assets;
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the lower-earning banks held a greater proportion of their 
total assets in the form of cash assets.

Although bankers know that the lending function is the 
most profitable aspect of bank operations, inspection of 
the operating ratios for individual banks points up those 
institutions which have not developed this function as well 
as others have. Bank A and B, for example, are able to 
determine what part of their below-average earning record 
is due to an unfavorable composition of assets. At Bank 
C and D, the higher-than-average return on loans may 
be largely the result of the development of new fields of 
lending operations. The managements of Bank A and B 
may consider expansion of consumer, real estate, and 
farm loans because these loans bring higher returns. By 
the same token, however, Bank C and D, with unusually 
high ratios of total earnings to assets, probably will assess 
whether these departments are over-expanded.

Not only do the two specimen banks with low ratios of 
total earnings to assets have higher percentages of total 
assets in low-earning Government securities, but they also 
have higher-than-average amounts of total assets invested 
in cash assets including vault cash, correspondent bal
ances, and reserves. The managements of Bank A and B

can, therefore, re-examine their requirements for vault 
cash and correspondent balances, and satisfy themselves 
as to whether excess reserves with the Federal Reserve 
Bank are too large.

Although the expenses of a bank are frequently blamed 
for lower-than-average profitability, expenses, in many 
cases, are not easily trimmed. Chart III shows the expenses 
as a percentage of total earnings for the four specimen 
banks and the average for the size group. Normally, about 
one half of bank expenses are wages and salaries and the 
other half consists of interest on time and savings deposits 
and various miscellaneous expenses such as utilities, legal 
fees, and building maintenance. It is interesting to note 
that with but one exception, the percentage of earnings 
paid out in the form of expenses is larger at banks that 
are more successful in obtaining income. Thus, the 
expenses of Bank D are a considerably greater percentage 
of total earnings than are the expenses of Bank A.

In comparing the expense ratios of his bank with the 
average for the size group, a banker will take into account 
the fact that bank officers are sometimes the principal 
stockholders so that some part of the division between 
wages and salaries and dividends may have little real
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meaning. Moreover, because a high proportion of time 
deposits may mean small turnover, the banker may regard 
the amount paid as interest on time deposits as a partial 
substitute for wages of additional workers needed to proc
ess checking accounts. Thus a bank with a high propor-
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tion of time to total deposits may expect a smaller deposit 
turnover with a consequent reduction in the work load.

The lesson to be learned from the ratios dealing with 
expenses of individual member banks relates largely to 
the different ways in which the various types of expenses 
may be reduced. Greater mechanization may improve the 
ratio of wages and salaries to total earnings of some banks 
but may be no solution for other banks. On the other 
hand, a greater emphasis upon time deposits may reduce 
the work load of some banks but may lead to little reduc
tion of deposit turnover in other banks and thus forestall 
a reduction of the wage bill. It is here that the individual 
banker must exercise judgment.

The focus of the entire operating ratio study is, of course, 
upon profitability. No less than six of the 37 ratios com
puted in the study deal directly with this factor. The 
accompanying table shows the various measures of profit
ability, as well as the percentage of total earnings paid 
out in income taxes, for each of the four specimen banks 
and the group average. It is easily seen that the various 
indicators of profitability do not tell the same story for 
each bank. In using operating ratios, the alert banker 
looks at several ratios to determine his profitability.

Perhaps the best measure of the over-all efficiency of

Bank Bank Group Bank Bank
Ratios: A B Average C D
Total Capital Accounts: 

Profits Before Income
T a x e s ......................... . 14.6 14.0 15.2 13.4 8.8

Net Profits After Taxes . 8.6 8.9 9.6 10.4 6.3
Total Assets:

Net Current Earnings .92 .69 1.13 1.22 1.06
Net Profits after Taxes , .58 .41 .62 .78 .42

Total Earnings:
Net Current Earnings . 43.7 31.9 37.5 34.0 24.2
Taxes on Net Income . 19.1 11.1 12.1 6.3 3.8
Net Profits after Taxes ,. 27.5 19.2 20.9 21.8 9.6

individual bank operations is the ratio of net current earn
ings to total assets. By this measure, only Bank C exceeds 
the group average of 1.13. On the other hand, Bank A 
and B are substantially below the average. The manage
ment of Bank D will notice that despite its above-average 
ability to obtain income, its expenses are so high that its 
efficiency, as measured by the ratio of net current earnings 
to total assets, is below average. The ratio of net current 
earnings to total assets is not, of course, a direct measure 
of profitability but a measure of current operating efficiency.

When a measure of profitability is desired, the most 
meaningful ratios are those computed on the basis of total 
capital accounts. Ranked in respect to the ratio of profits 
before income taxes to total capital accounts, Bank A and 
B are high, but Bank D, the bank with the best record in 
obtaining income, is low. The impact of profits after taxes, 
however, is not evenly distributed among the four specimen 
banks. Bank C earned the greatest profits after taxes for 
its shareholders, when computed as a percentage of total 
capital accounts, and Bank D earned the least profits.

The problems confronting commercial bank manage
ment are, of course, greatly complicated because, more 
than most nonfinancial businesses, banks are vested with 
special responsibility to the public interest. For this 
reason, the banker must always assess steps for improving 
his earnings position in the light of basic soundness of the 
institution. Chart II suggests that Bank A and B could 
improve their earnings by increasing the proportion of 
loans in their earning assets. On the other hand., these 
banks may experience large deposit fluctuations and thus 
find it necessary to hold much of their assets in the form 
of short-term securities, which may be readily liquidated. 
Although there is no ready substitute for a thorough analy
sis of seasonal deposit changes, the ratio of time to total 
deposits gives some indication of the stability of a bank’s 
total deposits. This ratio is charted for each of the four 
banks and for the group average in Chart I.

Bank B and C both have a large proportion of time 
deposits, whereas Bank A and D are considerably below 
the average in this respect. When the percentage distribu
tion of each of the specimen banks is examined in Chart II, 
however, it would seem that only in Bank C does the asset 
composition appear to be appropriate to the nature of the 
deposit liabilities. Bank D would seem to be over-loaned 
and without sufficient easily liquidated Government securi
ties considering that most of its deposits are demand obli
gations. On the other hand, Bank B with a very large pro
portion of time to total deposits would seem to be unduly 
conservative in extending loans.

Another “soundness” ratio to be considered is that 
dealing with capital. Like all other businesses, banks re
quire a certain amount of equity interest, not only to 
satisfy certain legal requirements but also to maintain a 
sound basis of operation. Unlike other business firms, 
banks are able to get along with a relatively small propor
tion of capital to total assets. Whether a particular bank’s 
capital is adequate, however, depends, among other things, 
upon its asset composition and the nature of its liabilities. 
Well-run banks which are lower than average on capital in 
relation to total assets usually have a larger-than-average
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proportion of highly liquid securities in their portfolio. 
Examination of Chart I reveals that Bank B has a lower- 
than-average ratio of capital to total assets. On the other 
hand, Bank D, with only a small proportion of Govern
ment securities, has only the average ratio of capital to 
total assets. Again, there is no objective standard of the 
“right” proportion of capital to total assets; the individual 
banker must decide what is right for his bank.

The actual use of operating ratios in judging the per
formance of an individual bank, diagnosing maladies, and 
prescribing remedies is, of course, a task requiring judg
ment. Small differences between comparable ratios for the 
individual bank and the average for the size group prob
ably have little real meaning and can readily be ignored. 
A competent bank management knows that no single 
ratio deserves undue attention; the total picture is the most 
important item that can be obtained from a study of the 
operating ratios of a commercial bank. Moreover, any 
thorough analysis of bank operations requires not only an 
examination of the operating ratios for a single year but 
also a study of the ratios for several previous years. Fre
quently individual banks find it profitable to keep running 
charts on loans and deposits in order to compare the per
formance of their bank with other banks in their area.

The number of requests for additional copies of the 
operating ratio reports from Sixth District bankers testifies 
to their use of the reports not only as an internal aid to 
management but also as a device to acquaint directors, 
stockholders, and major customers with their problems 
and achievements. Major national corporations also fre
quently request the published summary ratios for District 
banks. These firms receive reports from the individual 
banks in the Southeast with which they do business and 
they find it helpful to compare the operating ratios of those 
banks with averages of banks of similar size. Thus, al
though bank operating ratios serve first as a technical tool 
of management, the story they tell has considerable inter
est to many people who are somewhat removed from the 
day-to-day operations of a commercial bank.

T h o m a s  R. A t k i n s o n

B a n k  A n n o u n c e m e n t s

The Warrington Bank, a nonmember bank located 
in Warrington, Florida, began remitting at par on 
March 18 for checks drawn on it when received 
from the Federal Reserve bank. The bank's officers 
are: Joseph A. Milner, President; Robert E. Egel- 
hoff, First Vice President; W. E. Grimsley, Second 
Vice President; and C. P. Woodbury, Cashier. Its 
capital stock amounts to $150,000 and surplus and 
undivided profits to $75,000.

Effective April 1, The Commercial Bank of Live 
Oak, Live Oak, Florida, will remit at par. The bank's 
officers are: L. J. Day, President; W. F. Bell, Execu
tive Vice President; W. M. Jernigan, Vice President; 
and F. O. Bradbury, Cashier. Its capital stock 
amounts to $100,000 and surplus and undivided 
profits to $243,076.

Slow er C ollections
Collection ratios at Sixth District department and furniture 
stores at the start of this year were below those of a year 
ago. Beginning with the last quarter of 1951, the instal
ment collection ratio at furniture stores declined steadily 
through February 1953. A similar pattern was evident in 
the charge and instalment collection ratios at department 
stores through the first half of 1952. In the last six months 
of 1952, however, their instalment ratio showed little 
change, but the charge account ratio increased slightly.

Collection ratios show a relationship between payments 
made by consumers on their accounts during a month and 
receivables outstanding at the beginning of the month. 
The ratios are reliable indicators of the speed with which 
consumers pay their obligations. A declining ratio thus 
reflects a slowdown in payments.

Undoubtedly part of the decline in the ratios that has 
occurred recently is attributable to an increase in receiv
ables. Accounts receivable outstanding at District furniture 
stores were higher in every month of 1952 than they were 
in the same months a year earlier, a trend which continued 
through February this year. At department stores, charge 
account indebtedness was above the year-ago mark even 
longer. Not until June 1952, however, did department 
store instalment receivables outstanding move ahead of the 
level attained in the like period of 1951.

A survey of a representative group of department and 
furniture stores in the District undertaken by this Bank in 
March reveals additional information as to the cause of 
the recent decline in collection ratios. According to the 
survey, the easing of consumer credit controls in the fall of
1951 and their suspension in May 1952 were responsible 
for part of the slowdown. Under Regulation W, a con
sumer buying a refrigerator was required to put 15 per
cent down and to pay the balance in no more than 18 
months. Today, however, retailers are advertising such 
credit terms as “Nothing down and 24 months to pay” 
and “$10 delivers any television set.” Merchants, never
theless, are trying to persuade customers to make larger 
downpayments and to settle their accounts in less time.

The survey further revealed that the rate of delinquency 
today is higher than a year ago and thus contributed to the 
decline. More intensive competition among retailers for 
the consumer’s dollar is a natural outcome of the return 
to a buyer’s market. In the battle for buyers, merchants 
apparently have had to ease credit terms. Retailers, how
ever, realize that when terms become too liberal some 
consumers tend to overbuy in relation to their incomes 
and thus have difficulty meeting scheduled payments.

Credit managers are acutely aware of a collection prob
lem. Many of the responding stores pointed out that 
accounts are under surveillance more often and collections 
are pushed more vigorously than in the past. Several stores 
stated that their policy today calls for a more careful selec
tion of customers. Retailers do not expect an improvement 
in the trend of collections. Rather, they believe that 
collections are likely to become slower because of keener 
competition for the consumer’s dollar.

B a s i l  A. W a p e n s k y
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