
Overall, commercial bank profitability improved 
in 1985 for the first t ime since 1979. Banks 
gained according to two of three measures 
used to gauge bank profitability—return on 
assets (ROA) and return on equity (ROE). The 
third measure, adjusted net interest margin, 
registered a small decline.1 The general trend 
in bank profits, however, masks some sharp 
differences across size categories and regions. 

A closer look at the figures reveals that only 
those banks with assets in excess of $1 billion 
showed an improvement in both ROA and 
ROE. Banks with assets below $25 million, on 
the other hand, experienced a continuing de-
cline in these two measures, both of which 
dropped to a mere one-third of their 1981 
levels. At least 25 percent of the banks with 
assets below $25 million had returns that at 
best barely exceeded the break-even level. 
These figures suggest that a significant number 
of small banks could fail or be forced into 
mergers. 

The author is a financial economist in the Atlanta Fed's 
research department 

Although profitability at banks in the six 
southeastern states is down slightly, southeast-
ern banks remained more profitable than banks 
in other regions, showing a higher ROA, ROE, 
and adjusted net interest margin.2 Nevertheless, 
the overall performance figures for the South-
east also hide significant contrasts among banks. 
Those in Alabama Georgia Mississippi, and 
Tennessee showed notable improvements in 
profitability ratios. All four of these states ex-
perienced at least some economic growth. 
However, banks in Louisiana experienced mark-
edly lower ratios, probably as a result of the 
sharp decline in energy prices. Florida banks 
had slightly lower returns in 1985 than they did 
in 1984, even though Florida is one of the fastest 
growing states in the region. 

How Profitability is Measured 
Three different profitability measures provide 

information about bank performance. Adjusted 
net interest margin is roughly similar to a 
business's gross sales margin and gauges the 
difference between the bank's interest income 
and its interest expense. This measure is calcu-
lated by subtracting a bank's interest expense 
from its interest revenue, net of loan losses, 
and dividing that result by its net interest-
earning assets. The interest revenue from tax-
exempt securities is adjusted upward according 
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Profits in '85: Large Banks Gain 
While Others Continue to Lag 
Larry D. Wall 

Bank profitability overall has increased for the first time since 1981, but only 
because profits at larger banks offset losses at smaller banks 

to the bank's marginal tax rate to yield a return 
consistent with that obtained from taxable 
investments. Loan losses are subtracted from 
interest revenue to place banks that make low-
risk loans at low interest rates on a more equal 
footing with those that make high-risk loans 
producing greater interest income.3 

The ROA ratio, obtained by dividing a bank's 
net income by its assets, gauges how well a 
bank's management is employing those assets. 
The ROE ratio is the most important figure for 
bank shareholders because it tells them how 
much the institution is earning on their invest-
ments. It is calculated by dividing a bank's net 
income by its total equity. 

To distinguish these three ratios, the perfor-
mance of Alabama banks can be compared 
with that of banks in Florida and Georgia. The 
adjusted net interest margins of banks in Ala-
bama trailed those of banks in Florida in 1985, 
yet Alabama banks showed a higher ROA ratio 
than banks in Florida (Tables 13 and 17). 
Alabama's higher ROA can be traced to differ-
ences in non-interest revenues and non-inter-
est expenses between the two states' banks, 
and changes in their securities gains or losses. 
Alabama's ROA of 1.19 percent was slightly 
lower than Georgia's ROA of 1.21 percent; 
however, Georgia banks posted an ROE of 
18.49 percent which is substantially greater 
than Alabama's ROE of 14.77 percent (Table 
18). Georgia's higher ROE suggests that Georgia 

banks have lower equity capital ratios than 
those in Alabama 

Banks' Adjusted Net Interest Margins 
Drop 

Adjusted net interest margins dropped over-
all in 1985 due to an increase in the loan loss 
expense ratio. Lower adjusted net interest 
margin ratios affected all bank size categories 
except those banks with over $1 billion in 
assets (Table 1). The tax-equivalent interest 
revenue and interest expense ratios both were 
lower in 1985, but expenses dropped more 
than revenues, producing a partial offset to the 
greater loan loss ratios experienced by most 
banks in 1985 (Tables 2 and 4). 

Loan loss expense continued to increase as a 
percentage of interest-earning assets for banks in 
all six of the size categories (Table 3). Ordinarily 
loan losses would have peaked in the first year 
of the recovery and begun dropping. The con-
tinued rise in losses undoubtedly reflects dis-
tress in major segments of the economy, in-
cluding agriculture, energy, and other industries 
facing foreign competition. 

Substantial rises in loan loss expenses for all 
but the largest banks provide a major explana-
tion for the drop in bank profitability ratios. 
Several size categories faced increases that 
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Table 1. Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
Si Billion $1 Billion + 

1981 4.10 5.43 5.11 4.93 4.74 4.76 3.49 

1982 4.00 5.15 5.00 4.94 4.71 4.78 3.41 

1983 3.86 4.90 4.74 4.73 4.62 4.69 3.30 

1984 3.98 4.07 3.92 4.01 5.31 5.02 3.55 

1985 3.95 3.83 3.80 3.79 5.21 4.86 3.62 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks" 1980-1985. 

Table 2. Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 
Million 

$25-$50 
Million 

$50-$100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Billion + 

1981 15.89 13.65 13.61 12.44 13.81 14.23 17.45 

1982 14.91 14.06 13.88 13.82 13.82 14.00 15.60 

1983 12.61 12.76 12.58 12.46 12.35 12.52 • 12.70 

1984 13.12 12.55 12.29 12.16 13.41 13.19 13.27 

1985 11.77 11.81 11.54 11.35 12.45 12.22 11.64 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of 
Insured Commercial Banks" 1980-1985. 

Table 3. Loan Loss Expense as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
Si Billion $1 Billion + 

1981 .34 .38 .32 .32 .32 .32 .36 

1982 .52 .54 .49 .45 .51 .50 .54 

1983 .60 .65 .58 .56 .51 .54 .64 

1984 .69 .90 .75 .60 .53 .57 .73 

1985 .78 1.19 .95 .88 .67 .79 .76 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks" 1980-1985. 

exceeded 0.20 percent of interest-earning as-
sets. The smallest banks were particularly af-
fected, with a loan loss to interest-earning 
assets ratio of 1.19 percent 

The gap between the interest expense of 
banks with assets below $1 billion and banks 
with assets above $1 billion continued to 
narrow in 1985. Although interest expense has 
historically increased with bank size (the 1981 

interest expense figures shown in Table 4 are 
an example), deregulation of the interest paid 
on bank deposits has forced smaller banks to 
offer competitive rates on deposits, thus less-
ening the disparity. Based on 1980 to 1984 
figures, last year's bank profitability study (Wall, 
1985) suggested that the interest expense gap 
might stabilize at slightly greater than one 
percentage point This year, however, the gap 
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Table 4. Interest Expense as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Billion + 

1981 11.45 7.83 8.18 8.32 8.75 9.15 13.59 

1982 10.39 8.37 8.40 8.43 8.61 8.73 11.65 

1983 8.15 7.22 7.26 7.17 7.23 7.29 8.76 

1984 8.45 7.58 7.63 7.55 7.57 7.61 8.98 

1985 7.04 6.79 6.79 6.69 6.57 6.57 7.26 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 5. Percentage Return on Assets 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion 

1981 .76 1.20 1.16 1.08 .94 .88 

1982 .71 1.02 1.10 1.06 .86 .81 

1983 .67 .88 .98 .98 .88 .78 

1984 .65 .61 .79 .90 .91 .86 

1985 .71 .41 .74 .79 .91 .73 

$1 Billion + 
.61 

.57 

.54 

.54 

.67 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 6. Percentage Return on Equity 
(Insured Commercial Banks by Consolidated Assets) 

Year 
All 

Banks 
0-$25 $25-$50 $50-$ 100 $100-$500 $500 Million-
Million Million Million Million $1 Billion $1 Billion + 

1981 

1982 

1983 

1984 

1985 

13.15 

12.17 

11.32 

10.73 

11.49 

12.81 

10.76 

9.06 

6.32 

4.21 

13.70 

12.80 

11.34 

9.16 

8.50 

13.43 

13.18 

12.06 

11.23 

9.80 

12.83 

11.80 
12.13 

12.35 

12.34 

12.99 

12.07 

11.59 

12.67 

10.41 

13.17 

12.16 

11.10 

10.51 

12.55 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

shrank significantly: the largest difference (be-
tween banks in the two size categories with 
assets between $100 million and $1 billion and 
those with assets above $1 billion) was down 
to 0.69 percent The reduction may have re-
sulted from smaller banks' paying rates that 
more closely approximate market rates. An 
alternative explanation is that large banks may 
be growing less reliant on market funds, possibly 

in reaction to the funding difficulties of Conti-
nental Illinois, which demonstrated the danger 
of excessive dependence on purchased funds. 
The capital adequacy guidelines issued by 
federal bank regulators may also be discourag-
ing asset growth at large commercial banks, so 
that in the largest banks be low market-rate 
deposits may be growing faster than assets, 
allowing the banks to reduce their use of 

FEDERAL RESERVE BANK OF ATLANTA 21 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

August 1986



Table 7. Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Billion + 

1981 5.41 5.54 5.39 5.35 5.13 5.42 5.76 

1982 5.22 5.05 5.09 5.36 5.16 5.35 5.28 

1983 5.07 4.86 4.94 4.96 4.97 5.27 5.23 

1984 5.26 4.47 4.21 4.14 5.88 5.55 5.48 

1985 5.03 4.51 4.22 4.01 5.82 4.87 5.10 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 8. Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
Si Billion $1 Billion + 

1981 14.91 13.99 14.06 13.97 14.13 14.98 17.41 

1982 14.35 14.25 14.13 14.22 14.04 14.53 14.83 

1983 12.88 12.70 12.66 12.70 12.49 12.90 • 13.34 

1984 13.44 12.68 12.41 12.30 13.85 13.67 13.81 

1985 12.32 12.02 11.82 11.60 12.96 12.87 12.16 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 9. Loan Loss Expense as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Billion + 

1981 .41 .49 .42 .36 .36 .32 .51 

1982 .52 .72 .57 .49 .51 .55 .47 

1983 .54 .84 .59 .66 .52 .54 .45 

1984 .54 .75 .64 .62 .48 .69 .46 

1985 .72 .85 .82 .87 .64 1.17 .60 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

market-rate funds. Unfortunately, available data 
are inadequate to test these hypotheses due to 
the deregulation of deposit rates. 

Table 4 also suggests that banks with assets 
between $100 million and $1 billion raised 
funds in 1985 at a lower interest expense than 
banks with assets below $100 million. This is in 
sharp contrast to 1981 figures that showed 
smaller banks could raise funds at a lower rate 

than large banks. If 1985 trends continue, small 
banks will face one more obstacle to their 
survival. 

ROA Figures Mask Disparities 
While overall ROA figures improved in 1985, 

it was only because profits at larger banks offset 
losses at smaller banks. The only category that 
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Chart 1. Bank Profitability in the Southeast and the Nation 
(Based on percentage return on assets, 1984 compared with 1985) 

Southeast Nation 

All 
Banks 

0-$25 
Million 

$25-$50 $50-$100 $100-S500 $500 Million- $1 Billion + 
Million Million Million $1 Billion 

Source: FDIC, "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Comercial Banks," 1980-1985. 

actually showed an increase in ROA was that of 
banks with assets above $1 billion (Table 5). 
The best ROA figure, 0.91 percent was posted 
by banks with assets between $100 and $500 
million. The worst figures by a substantial 
margin were for banks wi th assets below $25 
million, which recorded an ROA of only 0.41 
percent The ROA for the other categories 
ranged between 0.67 and 0.79 percent 

The change in ROE figures from 1984 to 
1985 mirrors the change in ROA figures over 
the same period (Table 6). The highest ROE 
figures come from banks wi th assets above $1 
billion. Those with assets between $100 and 
$500 million post a relatively close second. 
Once again, the worst figures appear for banks 
wi th assets below $25 million—a mere 4.21 
percent return on equity. 

Southeastern Banks Remain More 
Profitable 

Southeastern banks showed higher adjusted 
net interest margins, ROAs, and ROEs than 

FEDERAL RESERVE BANK OF ATLANTA 

their peers across the nation in every size 
category except banks with assets between 
$500 million and $1 billion (Chart 1). The figures 
for southeastern banks between $500 million 
and $1 bill ion are distorted by a small sample 
size (36 banks) and substantial losses at Park 
Bank of Florida and Fidelity National Bank in 
Louisiana4 Although banks with assets below 
$50 million showed lower ROA and ROE ratios 
than they did in 1981 and 1982, their profitabil-
ity ratios improved in 1985, as distinct from 
those of their peers across the nation (Tables 11 
and 12). 

Overall adjusted net interest margin in the 
Southeast like that for the entire nation, de-
creased in 1985 (Table 7). However, unlike the 
nation as a whole, the margins of banks with 
assets below $50 million are wider in 1985 
than in 1984. Interest expenses were down for 
all size categories, but the sharpest declines 
were registered at banks with assets above $1 
billion (Table 10). The largest southeastern 
banks now have interest expense ratios below 
those of smaller banks in the six states. This is in 
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Table 10. Interest Expense as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
Si Billion $1 Billion + 

1981 9.10 7.95 8.24 8.26 8.64 9.23 11.14 

1982 8.61 8.48 8.47 8.37 8.38 8.64 9.09 

1983 7.26 7.17 7.13 7.09 7.01 7.09 7.67 

1984 7.65 7.46 7.56 7.56 7.49 7.43 7.87 

1985 6.56 6.66 6.78 6.72 6.50 6.83 6.45 

Source: FDIC "Consolidated Reports of Condition for insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 11. Percentage Return on Assets 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Bi l l ion+ 

1981 1.05 1.16 1.18 1.17 1.00 .99 .95 

1982 .98 .90 1.08 1.16 .97 .92 .92 

1983 .97 .70 1.01 1.01 .97 .94 .98 

1984 .94 .77 .90 .92 1.00 .84 .96 

1985 .93 .81 .93 .86 1.03 .50 1.00 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 12. Percentage Return on Equity 
(Insured Commercial Banks in the Southeast by Consolidated Assets) 

Year 
All 

Banks (SE) 
0-$25 
Million 

$25-$50 
Million 

$50-$ 100 
Million 

$100-$500 
Million 

$500 Million-
$1 Billion $1 Billion + 

1981 14.10 12.28 13.68 14.30 13.58 14.13 15.81 

1982 13.45 9.57 12.36 14.16 13.17 13.26 15.27 

1983 13.51 7.15 11.39 12.53 13.19 13.81 16.57 

1984 13.42 7.64 10.16 11.38 13.62 11.84 16.59 

1985 13.39 7.78 10.36 10.39 13.95 7.64 16.76 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

marked contrast to the national figures, which 
show that the largest banks have the greatest 
interest expense 

Loan loss expense as a percent of interest-
earning assets for southeastern banks was up 
substantially in 1985 for all size categories 
(Table 9). However, southeastern banks con-
tinue to have lower loss ratios than their peers 
in every category except $500 million to $1 

billion. The lower loan losses are probably due 
in part to the relatively greater economic stabil-
ity of the Southeast 

A State by State Breakdown 
Banks in the six southeastern states had 

higher adjusted net interest margins than other 
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Table 13. Adjusted Net Interest Margin as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 5.41 4.94 6.00 6.29 5.47 4.25 4.33 

1982 5.22 4.69 5.87 5.57 5.52 4.01 4.28 

1983 5.07 4.92 5.58 5.56 4.83 4.10 4.36 

1984 5.26 4.99 5.74 5.36 4.82 4.86 4.93 

1985 5.03 5.31 5.41 5.30 4.09 5.13 4.60 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 14. Tax-Equivalent Interest Revenue as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 14.91 15.17 15.40 15.04 14.79 13.78 14.48 

1982 14.35 14.12 14.65 14.12 14.47 13.65 14.44 

1983 12.88 12.70 13.26 13.27 12.39 12.19 12.75 

1984 13.44 12.90 13.79 13.40 13.14 13.25 13.56 

1985 12.32 12.40 12.59 12.38 12.03 12.39 11.83 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 15. Loan Losses as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 .41 .51 .33 .42 .40 .46 .45 

1982 .52 .56 .37 .43 .55 .73 .75 

1983 .54 .46 .41 .43 .70 .68 .74 

1984 .54 .42 .47 .45 .83 .54 .57 

1985 .72 .60 .65 .56 1.27 .61 .64 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

banks around the nation, and five of the six 
states also had higher ROA and ROE ratios. 
However, banks in Louisiana fared much worse 
than the national averages for ROA and ROE. 
Both ROA and ROE figures indicate increases 
over 1984 figures in four states: Alabama, Geor-
gia, Mississippi and Tennessee 

Georgia banks once again had the highest 
ROA and ROE in the region (Tables 17 and 18). 

The adjusted net interest margin (Table 13) for 
Alabama banks is slightly above Georgia's, and 
the ROA figure is slightly below Georgia's. 
However, as noted above, Alabama banks have 
a significantly lower ROE ratio. 

Mississippi banks had a much higher adjusted 
net interest margin than banks in Tennessee, 
but Mississippi's ROA advantage is narrower. 
Tennessee banks obtained a higher ROE ratio, 
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Table 16. Interest Expense as a Percentage of Interest-Earning Assets 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 9.10 9.72 9.07 8.32 8.92 9.07 9.70 

1982 8.61 8.87 8.41 8.12 8.40 8.91 9.40 

1983 7.26 7.32 7.28 7.21 6.86 7.42 7.64 

1984 7.65 7.50 7.58 7.59 7.49 7.85 8.06 

1985 6.56 6.48 6.53 6.53 6.67 6.65 6.59 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 17. Percentage Return on Assets 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 1.05 1.12 .96 1.26 1.24 1.02 .78 

1982 .98 1.05 .98 1.12 1.20 .84 .64 

1983 .97 1.12 .97 1.12 1.03 .83 ' .69 

1984 .94 1.09 .91 1.14 .77 .91 .86 

1985 .93 1.19 .88 1.21 .45 1.04 .99 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

Table 18. Percentage Return on Equity 
(Insured Commercial Banks in the Southeast by State) 

Year 
All 

Banks (SE) Alabama Florida Georgia Louisiana Mississippi Tennessee 

1981 14.10 13.32 13.39 16.90 16.39 13.64 10.86 

1982 13.45 12.77 14.06 15.38 15.60 11.41 9.25 

1983 13.51 13.75 14.66 16.24 12.81 11.21 10.03 

1984 13.42 13.58 14.34 17.23 9.52 12.34 12.60 

1985 13.39 14.77 13.93 18.49 5.59 14.17 14.36 

Source: FDIC "Consolidated Reports of Condition for Insured Commercial Banks" and "Consolidated Reports of Income for 
Insured Commercial Banks," 1980-1985. 

suggesting that Tennessee banks have less 
equity capital than banks in Mississippi. 

Florida banks had the highest adjusted net 
interest margins, but their ROA and ROE figures 
rank fifth in the region. This suggests that 
Florida banks have relatively higher non-inter-
est expenses and lower non-interest revenue, 
possibly because of the costs of growing to 
serve a larger population. 

The adjusted net interest margin for banks in 
Louisiana fell sharply from 1984 to 1985. Loui-
siana banks' tax equivalent revenue as a per-
centage of interest-earning assets dropped in 
1985, but the decrease was in line with dimin-
ished revenues for other states in the Southeast 
(Table 14). The interest expense ratio also fell, 
but less than for other banks in the Southeast 
Louisiana banks went from having the lowest 
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Table 19. Percentage Return on Assets 
(Insured Commercial Banks With Assets 
Below $25 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 
1981 1.71 1.27 .86 

1982 1.59 1.17 .72 

1983 1.51 1.07 .58 

1984 1.36 .93 .35 

1985 1.31 .85 .11 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

Table 20. Percentage Return on Assets 
(Insured Commercial Banks With Assets 
Of $25 Million to $50 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 1.56 1.18 .82 

1982 1.54 1.17 .80 

1983 1.46 1.11 .73 

1984 1.34 1.00 .60 

1985 1.34 .99 .53 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

Table 21. Percentage Return on Assets 
(Insured Commercial Banks With Assets of 

$50 Million to $100 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 1.45 1.09 .76 

1982 1.47 1.11 .79 

1983 1.41 1.09 .76 

1984 1.32 1.02 .70 

1985 1.35 1.04 .64 

Source FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

Table 22. Percentage Return on Assets 
(Insured Commercial Banks With Assets 

of $100 Million to $500 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 1.30 .98 .67 

1982 1.29 .97 .66 

1983 1.27 .97 .67 

1984 1.28 1.01 .73 

1985 1.32 1.04 .75 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

interest expense ratio in 1984 to having the 
highest in 1985 (Table 16). 

Another major reason for the weak perfor-
mance of Louisiana banks is the sharp increase 
in the loan loss expense ratio to 1.27 percent of 
interest-earning assets (Table 15). Louisiana 
banks are not alone in posting higher loan loss 
ratios, however. Banks in all five of the other 
southeastern states also showed increased loan 
losses. The increase in Louisiana losses can 
easily be explained by declining oil prices. 
Losses in the other states may also reflect 
problems in particular industries such as agri-
culture. 

Distribution of Bank Profitability 
Banks in most size categories clearly have 

become less profitable in the past few years, 

and smaller banks have experienced the great-
est decline. However, these statistics provide no 
information on profitability within the size 
categories. For example, perhaps only the most 
profitable banks were unable to sustain their 
earnings, while the majority of banks were 
unaffected by the changing environment Al-
though slumping earnings would displease the 
owners and managers of highly profitable banks, 
somewhat reduced profitability at these banks 
poses no public policy problems. If, on the 
other hand, the least profitable banks suffered 
most of the decline in profitability, the number 
of problem and failed banks could increase. 
Growth in the number of troubled banks would 
concern the government regarding the safety 
and soundness of the banking system and 
would affect the Federal Deposit Insurance 
Corporation, which covers up to at least the 
first $100,000 for each depositor. 
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Table 23. Percentage Return on Assets 
(Insured Commercial Banks With Assets 

of $500 Million to $1 Billion) 

Table 24. Percentage Return on Assets 
(Insured Commercial Banks With Assets 

Over$1 Billion) 

Percentile According to Profitability 
Year 75% 50% 25% 
1981 1.13 .88 .62 

1982 1.15 .91 .58 

1983 1.10 .88 .61 

1984 1.19 .91 .62 

1985 1.21 .92 .66 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 .95 .76 .53 

1982 .95 .76 .51 

1983 .98 .75 .46 

1984 1.05 .86 .54 

1985 1.10 .88 .59 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

One way of analyzing the distribution of 
bank profitability is to study the ROA figures at 
various profitability percentiles. We chose to 
look at the profitability of banks across the 
nation at the 25th, 50th, and 75th percentiles 
in ROA (Twenty-five percent of the banks 
were less profitable than the banks at the 25th 
percentile, and three-quarters had lower pro-
fitability than the banks at the 75th percentile.) 
The ranking was done separately for each year, 
and so some banks shifted to different profit-
ability ranges over the five years we analyzed. 

Banks with assets below $50 million show 
sharply lower profits since 1981 (Tables 19 and 
20). The fall-off in profits at banks with assets 
below $25 million is even greater than that for 
banks with assets between $25 and $50 mil-
lion. The return on assets is only 0.11 percent at 
the 25th percentile for banks with assets below 
$25 million. 

ROA figures in 1985 are lower than in 1981 
for all three percentiles of banks with assets 
between $50 and $100 million (Table 21). 
However, ROA levels improved from 1984 to 
1985 for banks at the 50th and 75th percentile. 

In contrast to the smaller banks, banks in the 
three size categories with assets greater than 
$100 million showed improvement (Tables 22-
24). Banks in all three categories ($100 to $500 
million, $500 million to $1 billion, and greater 
than $1 billion) showed their lowest ROAs in 
1982 or 1983 and have improved every year 
since, and even banks at the 25th percentile 

have higher ROAs in 1985 than they did in 
1981.5 

The decreased profitability of small banks, 
particularly banks at the 25th percentile, is a 
cause for some concern since 4,931 banks in 
our sample have assets below $25 million and 
11,432 have assets below $100 million. (The 
total sample consisted of 14,026 banks.) Rich-
ard B. Schmitt (1986) suggests that small banks' 
profitability problems may be caused in part by 
the deregulation of interest rates and the econ-
omies of scale available with new technologies 
Schmitt also suggests that small banks have 
higher loan losses, partly because they have 
taken on assets with higher returns and risks to 
offset the higher rates they pay for deposits. If 
Schmitt is correct, then many small banks are 
likely to be forced out of business. 

Lynn Nejezchleb (1986) found that the pri-
mary cause of reduced profitability at banks 
with less than $100 million in assets is higher 
loan losses. Banks in regions east of the Missis-
sippi had only slightly lower profitability in 
1985 than they did in 1981.6 However, the 
average ROA at small banks in the hard-hit 
regions west of the Mississippi (where farming 
and energy production are relatively more 
important) had fallen to less than one-half their 
1981 levels. His findings suggest that small 
banks may be disproportionately affected by 
problems in the agriculture and energy sectors 
of the economy. Nejezchleb also found that 
new small banks (banks in operation for less 
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Table 25. Percentage Return on Assets 
(Insured Commercial Banks in the 

Southeast with Assets 
Below $25 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 1.66 1.24 .76 

1982 1.45 1.11 .61 

1983 1.46 1.03 .56 

1984 1.45 1.08 .51 

1985 1.57 1.15 .61 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

Table 26. Percentage Return on Assets 
(Insured Commercial Banks in the 

Southeast With Assets of $25 Million to 
$50 Million) 

Percentile According to Profitability 
Year 75% 50% 25% 

1981 1.58 1.26 .85 

1982 1.55 1.20 .82 

1983 1.52 1.16 .78 

1984 1.48 1.09 .75 

1985 1.55 1.19 .72 

Source: FDIC, "Consolidated Reports of Condition for 
Insured Commercial Banks" and "Consolidated Reports 
of Income for Insured Commercial Banks," 1980-1985. 

than seven years) were far less profitable than 
new banks were in 1981. 

Nejezchleb notes that interest revenues 
minus interest expenses have remained rela-
tively constant over his sample period, suggest-
ing that deregulation of deposit interest rates is 
not one of the causes of small bank problems. 
He cautions, however, that falling market in-
terest rates over the period from 1981 to 1985 
could have helped banks maintain spreads. He 
suggests that small banks may have more in-
terest-sensitive liabilities than interest-sensitive 
assets so that falling rates would improve 
spreads. If this analysis is correct then small 
banks could face further problems in the future 
if rates stop falling or start increasing. An alter-
native explanation for small banks' ability to 
maintain spreads is that they passed the subsidy 
from lower deposit rates to their borrowers in 
the form of lower loan rates. If this explanation 
is true then small banks may be able to maintain 
their spreads when interest rates stop falling. 

Nejezchleb's analysis of small bank problems 
appears to contradict Schmitfs suggestion that 
deregulation and economies of scale are signi-
ficant causes of reduced profitability. Nejezch-
leb's finding that regional problems are the 
primary cause of weak profits at many small 
banks is supported by this study's finding that 
small southeastern banks are more profitable 
than their peers. However, aggregate figures on 
profitability could mask distressed situations at 

large numbers of southeastern banks. There-
fore, return on asset figures at the 25th, 50th, 
and 75th percentile were developed for south-
eastern banks with assets below $50 million. 
The national figures for two size categories of 
banks with assets below $50 million showed 
sharp deterioration in profitability at all three 
percentile levels and particularly severe prob-
lems for banks at the 25th percentile Similar 
figures for southeastern banks, on the other 
hand, show that they are far more profitable at 
all three percentile levels (Tables 25 and 26). 
Even banks with assets less than $25 million at 
the 25th percentile have shown improvements 
in recent years in the Southeast Thus, recent 
experience in the Southeast supports the hy-
pothesis that profitability problems at some 
small banks are due primarily to economic 
weakness in the communities they serve. De-
regulation and economies of scale may be 
responsible for some reduction in the profit-
ability of small banks, but existing evidence 
suggests that they are not major factors at this 
time. 

Conclusion 
The average ROA and ROE figures for all 

commercial banks in the United States increased 
in 1985 despite lower adjusted net interest 
margins. However, these average figures conceal 
considerable differences across banks. Only 

FEDERAL RESERVE BANK OF ATLANTA 
29 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

August 1986



banks with assets in excess of $1 billion experi-
enced improved ROAs and ROEs. Banks with 
assets below $25 million experienced a sharp 
drop in profits due in part to higher loan losses. 

Once again, banks in the Southeast outper-
formed their peers across the nation. Consid-
erable differences in performance exist among 
the six states, however. Georgia banks experi-
enced another year as the most profitable of 
the six states while profit ratios tumbled in 
Louisiana 

Examinations of bank profitability at the 
25th, 50th, and 75th percentile revealed that 

the problems of less profitable small banks 
continue to become more severe. At the 25th 
percentile, banks in all three asset size categories 
below $100 million showed declines in ROA 
The ROA for banks at the 25th percentile with 
assets less than $25 million is a mere 0.11 
percent In contrast all the three categories of 
banks with more than $100 million in assets, 
whether at the 25th, 50th, or 75th percentile, 
experienced increased profits. 

The author thanks Sherley Wilson for research assistance. 

NOTES 

1The figures for adjusted net interest margin and for tax-
equivalent interest revenue may differ from those presented in 
the Economic Review in prior years due to the correction of an 
error in the calculations in previous studies (Previous editions 
of the articles in this series may be found in the July 1983, June 
1984, and June/July 1985 issues of this Economic Review.) 
The error was in the adjustment to interest income for interest 
revenue from state and local governments that is exempt from 
federal taxation. This tax-exempt revenue is adjusted for each 
bank's marginal tax rate to place the revenue on a tax-
equivalent status with other interest revenue. Other reports on 
bank profitability frequently assume that all banks face the 
same marginal tax rate This study uses reported federal 
income tax payments to estimate each bank's marginal tax 
rate Both methods of adjusting income suffer significant 
flaws, but the use of more than one marginal tax rate may 
better reflect differences in rates across banks Previous 
studies in this series erred in that they underestimated the 
marginal tax rates of many banks The effect of this error is to 
bias down the estimates of tax-equivalent interest revenue 
and adjusted net interest margin. None of the other ratios 
suffer from this error; however, the ratios presented in this 
study may differ slightly from those presented for comparable 
years in previous studies due to corrections of bank reporting 
errors 

2ln this article the Southeast refers to the six states all or 
partially within the Sixth Federal Reserve District Alabama 
Florida Georgia, Louisiana Mississippi and Tennessee. The 

outlook for the economies of these states was reviewed in the 
February 1986 issue of this Economic Review. 

3For example the interest rates on credit cards have been 
substantially higher than the rates on prime commercial loans 
but the loan losses on credit cards have also been larger. Loan 
losses on credit cards were 1.25 percent of credit card volume 
in 1985 according to Michael Weinstein (i986). 

"•Fidelity National Bank was acquired by Hibernia Corporation 
in November 1985 and Park Bank of Florida was acquired by 
Chase Manhattan Corporation in February 1986 under the 
emergency provisions of the Garn-St Germain Act 

5This finding of improved ROA ratios at the 25th, 50th, and 75th 
percentile levels for banks with assets between $100 and 
$500 million and for banks between $500 and $1 billion 
appears to clash with the results in Table 5 showing no 
increase in the average ROA for these two groups The 
apparent contradiction in findings can be resolved in a couple 
of ways First the profitability of banks within the percentile 
groups could be lower; for example the 90th percentile in 
profitability could be lower in 1985 than in 1984. Second, most 
of the improved profitability in these size categories could 
have taken place at the smaller banks in each range while the 
larger banks experienced reduced profitability. This second 
possible explanation appears unlikely, however, as profit 
performance in 1986 seemed to improve with bank size 

6Banks in the Middle Atlantic states of New Jersey, New York, 
and Pennsylvania actually showed higher ROA ratios in 1985 
than they did in 1981. 
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Appendix 

The data in this article were taken from the Reports of 
Condition and Income that insured commercial banks 
file with their federal bank regulators We chose a 
1985 sample consisting of all banks that had the 
same identification number at the beginning and end 
of each year. The number of banks in the sample was 
14,026. 

The three profitability measures used in this study 
are defined as follows: 

Adjusted Net Interest Margin = 
Expected Interest Revenues - Interest Expenditures 
Average Interest Earning Assets 

Return on Assets = Net Income 
Average Consolidated Assets 

Return on Equity = Net Income 
Average Capital Equity 

Average interest earning assets and average stock-
holders' equity are the average of the beginning, 
middle, and end-of-the-year balance sheet figures 
The expected interest income component to net 
interest margin incorporates two significant adjust-
ments from ordinary interest income Revenue from 
state and local securities exempt from federal income 
taxes is adjusted by the bank's marginal tax rate and 
loan losses are subtracted from interest income. 

The figures presented in this study differ from those 
presented in Wall (1983) and Wall (1984) due to a lack 
of a merger adjustment Those two studies used data 
that had been modified by the staff of the Board of 
Governors of the Federal Reserve System. This study 
does not contain the merger adjustment because the 
file is no longer being created. 
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