16

}S’om/eing Conditions

http://clevelandfed.org/research/trends

May 1997

Best available copy

Percent Percent
16 RETURN ON ASSETS 35 NON-INTEREST INCOME RATIO
15 3.0
1.4 p
25
1.3

12
11
1.0

Percent
1

2.0

1996

Percent

8 RETURN ON EQUITY
16 =

Percent

6 NON-INTEREST EXPENSE RATIO

1995 1996

Percent
10 YIELD ON EARNING ASSETS

Percent

6 b~

Percent
1.

8 UNPROFITABLE INSTITUTIONS

1985 1996

5 o

6 COST OF FUNDING EARNING'ASSETS

08 |~
06 =
04—
02 =

0.0

0 NET.CHARGE-OFF RATIO

1985 1996 1995 ‘ 1996

.| Less than $100 million in assets $100 million to $1 billion in assets

More than $10 billion in assets

D All institutions
$1 billion to $10 billion in assets

SOURCE: Federal Deposit Insurance Corporation.

The latest statistics on insured U.S.
commercial banks confirm the in-
dustry’s strength. In 1996, banks’
$52.4 billion earnings produced a
1.19% return on assets (ROA), the
second-highest annual posting ever
and just below 1993's record high
1.20%. In 1995, banks earned $48.8
billion, which resulted in a 1.17%
ROA. The improvement in banks’
profitability can be traced mainly to
non-interest income. Between 1995

and 1996, the ratio of non-interest
income to total assets increased
from 2.29% to 2.45%. Banks’ profits
were affected only slightly by the
lower yield on earning assets be-
cause their cost of funding fell by
nearly an equal amount.

The improved profitability statis-
tics, however, hide two potential
problems—the first in the small
bank community and the second in
the industry’s asset quality. From 1995

to 1996, the number of unprofitable
banks rose significantly—the result of
a deteriorating performance by the
nation’s small banks (those with as-
sets below $100 million). Of the 6,659
small banks in existence in 1995,
4.0% were unprofitable. By 1996, the
number of these institutions had
fallen to 6,205, but the unprofitable
share had ballooned to 5.3%.
(continued on next page)
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The number of unprofitable small
institutions was reflected in the
group's ROA, which dropped from
1.18% in 1995 to 1.17% in 1996.
This reduction, though negligible,
becomes more meaningful when
compared with the increase in ROAs

posted by the three categories of

larger banks. Non-interest income
and the cost of funding earning as-
sets were the primary contributors to
small banks’ poorer performance.
Last year also saw a deterioration

in one important indicator of bank
asset quality—the ratio of net charge-
offs to loans and leases. Net loan
charge-offs were $3.3 billion higher
in 1996 than in 1995, growing from
0.49% to 0.58%. Although all four
bank size groups reported higher ra-
tios, the largest uptick occurred in
banks with assets between $1 billion
and $10 billion. Small banks posted
the lowest increase.

The deterioration in loan quality
was largely concentrated in loans to
individuals. The ratio of consumer

1995 1996
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loans charged off to total assets
climbed from 1.73% in 1995 to
2.29% in 1996. Again, the largest
increase was reported by the group
of banks with assets between §$1
billion and $10 billion.

Worsening consumer loan quality
stems mainly from problems with
credit card loans. Between 1995 and
1996, net charge-offs of these loans
grew by $2.7 billion. As a result,
they accounted for 61.1% of all loans
charged off last year.



