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TReturn on assets for 1891 is prefiminary.

turns in the farm economy, ROA at farm banks is
generally higher than at nonfarm banks. From
1980 to 1986, ROA at farm banks declined sharply
because of the financial distress facing the agricul-
tural sector. In fact, beginning in 1984, nonfarm
banks began to post higher ROA numbers as return
on assets declined sharply at farm banks. Subse-
quently, many farm banks began to fail.

With the passing of the farm debt crisis, farm
banks have resumed their superior ROA perfor-
mance relative to small, nonfarm banks. In 1990,
ROA at farm banks averaged 1 percent (the indus-
try benchmark), which was unchanged from 1989,
Small nonfarm banks, on the other hand, saw their
ROA decline in 1990 to 0.7 percent from 0.8 per-
cent in 1989. Both types of banks saw improve-
ment in 1991, as ROA at farm banks was an
estimated 1.1 percent while at nonfarm banks it
was an estimated 0.9 percent.

Eighth District Farm Banks vs.
Nonfarm Banks

Table 2 provides an overview by state of farm
and nonfarm banks located in the Eighth District.*

g8z 1984 1886 1988 1980

Table Z shows that, generally speaking, farm banks
performed better than their nonfarm counterparts.

A closer examination of table 2 shows that a
consistent patiern emerges between farm and non-
farm banks. For example, farm banks in District
states generally have higher ROAs, return on aver-
age equity ratios (ROEs), and total equity capital
as a percent of total assets compared to small,
nonfarm banks.® In fact, District farm banks’ ROA
averages 20 percent higher than that of nonfarm
banks, while farm banks’ ROE averages 16 per-
cent higher than that of nonfarm banks. Mean-
while, the average District farm banks’
capital-to-asset ratio is about 4 percent larger than
that of nonfarm banks.

Some exceptions exist. For instance, Missis-
sippi farm banks’ ROA (1.27 percent) is slightly
Jower than at nonfarm banks (1.34 percent). In ad-
dition, Mississippi nonfarm banks have a higher
capital-to-asset ratio than do farm banks. Tennes-
see farm banks—as of June 30, 1991—had substan-
tially lower ROA and ROE ratios than did nonfarm
banks, a significant exception. This may be an
aberration as ROA at farm banks for the period
1985 to 1990 averaged 1.16 percent, while at non-
farm banks the average was 1.11 percent. For
ROE, the comparable numbers for farm and non-



Table 2
Agricultural and Small, Nonagricultural Bank Performance Measures?

Net Net Non- Loan Banks with Non- Capital- Number
Interast interest Interest interest Loss Negative performing Wealk Asset of

State ROA HOE Margin Income Expense Margin Provision  Earnings Loans Banksg? Hatio Banks
Arkansas

Agriculture 1.23 12.38 4.31 9.78 5.44 1.97 0.44 2 1.81 O 10.02 108

Nonagriculture 1.08 12.02 4.48 9.89 5.43 2.21 0.56 4 1.41 1 8.81 103
{Hinols

Agriculture 1.12 11.81 4.02 9.69 5.67 1.97 0.42 5 1.68 0 9.62 129

Nonagriculture 0.84 9.42 4.03 9.73 5.70 2.08 0.78 17 1.89 i 8.83 92
Indiana

Agriculture 0.99 10.47 4.33 10.04 571 2.13 0.52 2 1.94 1 9.55 21

Nonagriculture 0.78 8.29 4.08 9.61 553 2.23 0.66 4 1.34 0 9.58 33
Kentucky

Agriculture 1.13 12.21 4.30 10.04 574 214 0.42 3 1.38 0 9.40 67

Nonagriculture 0.89 9.74 4.38 10.09 571 2.38 0.63 13 1.79 0 9.15 79
ississippl

Agriculture 1.27 13.98 4.63 10.11 5.48 2.13 0.37 1 1.90 0 9.28 24

Nonagriculture 1.34 13.34 4,60 10,11 551 1.99 0.55 1 1.92 0 10.22 22
Missouri

Agriculture 1.15 13.06 4.26 9.93 5.66 1.95 0.61 4 1.73 1 9.03 122

Nonagriculture 0.68 8§.45 4.31 10.04 573 2.37 0.79 21 1.61 2 8.14 142
Tennessee

Agriculture 0.43 4.88 4.38 10.19 5.81 277 .86 2 2.36 0 9.02 21

Nonagriculture 0.80 6.71 4.61 10.31 5.70 2.72 0.66 15 1.87 2 8.98 57

'See shaded insert for description of performance ratios; also, see footnote 2. Ratios measured as of June 30, 1991,

2A bank whose total nonperforming loans exceed its total capital (excluding loan-loss reserve).
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Summary

Although the health of the agricultural banking
sector is linked to the general health of the farm
economy, Eighth District farm banks, similar to
U.S. farm banks, tended to outperform their peer
group of small, nonfarm banks as of June 1991.
As a result, farm banks, having recovered from
the farm debt crisis of the early- and mid-1980s,
appear capable of successfully competing with their
small, nonfarm counterparts.



Ratio Definitions

Return on average assets rofio (ROA)

An indicator of how well management is
employing the bank’s assets to earn income;
ROA is calculated by dividing a bank’s net in-
come by its average annual assets.

Return on average eguily ratio (ROE)

An indicator to shareholders of the bank’s
return on their investment; ROE is calculated
by dividing a bank’s net income by ifs average
annual equity capital.

Net interest margin (NIM)

An indicator of how well interest-sarning
assets are being employed relative fo interest-
bearing liabilities; the NIM is calculated by
dividing the difference between Interest income
and interest expense by average earning assets,
Interest income comprises the intersst and fees
realized from interest-earning assets, and in-
cludes such items as interest and points on
toans. Interest expense includes the interest paid
on all categories of interest-bearing deposits, the
expenses incurred in purchasing federal funds
and selling securities under agreements to repur-
chase and interest paid on capital notes. Aver-
age earning assets rather than average assets are
used in the NIM.

Net noninterest margin {(NNIM)

An indicator of a bank’s operating efficien-
cy and its ability to generate income from
noninterest-earning assets; the NNIM is calcu-
jated by subtracting noninierest expense (over-
head) from noninterest income and dividing by
average assets. Moninterest expense is the sum
of the costs incurred in the bank’s day-to-day
operations, which includes employee salaries
and benefits. Noninterest income includes in-
come from fiduciary (trust) activities or service
charges on deposit accounts.

Loan and lease loss provision ratio

An indicator of expected loan and lease
losses; the loan and lease loss provision ratio
(usually termed loan loss provision ratio) is cal-
culated by dividing the provision for loan and
lease losses by average assets. The provision
for loan and lease losses s an income statement
account that reduces a bank’s current earnings.

Nonperforming loan and lease loss ratio

An indicator of current and future loan
problems; the nonperforming loan ratio is calcu-
lated by dividing loan and lease financing
receivables that are 90 days or more past due or
in nonaccrual status by total loans.

Risked-based capital ratios

Two risk-based capital measures have been
established to control for credit risk across banks.
One ratic comprises Tier 1 capital divided by
risk-adjusted assets (2 minimum of 3.625 percent)
and the other comprises total capital (Tier 1 +
Tier 2 divided by risk-adjusted assets (a2 mini-
mum of 7.25 percent). As of December 31,
1992, the Tier 1 capital requirement will in-
crease to 4 percent and the total capital require-
ment will increase to 8 percent. Tier 1 capital
consists of common stock and its related sur-
plus, undivided profits and capital reserves {re-
tained earnings), noncumulative perpetual
preferred stock and its related surplus, minority
interests in consolidated subsidiaries and mort-
gage servicing rights {the FDIC definition of
eligible intangible assets) less net unrealized loss
on marketable equity securities. Tier 2 capital
consists of allowable subordinated debt and
limited life preferred stock, cumulative preferred
stock, mandatory convertible debt, the allowable
portion of the loan and lease loss allowance and
agricultural loss deferral. Risk-adjusted assets
are computed by attaching weights of 0, 20, 50
angd 100 percent 1o on- and off-balance sheet as-
sets and subtracting disallowed intangible assets,
reciprocal capital holdings, the excess portion of
the allowance for loan and lease losses and the
allocated transfer risk reserve.

FOOTNOTES

1An agriculiural bank is defined as a bank whose ratio of
farm loans to total loans exceeds the unwsighted aver-
age of this ratio at ali banks. As of June 1981, the ratio
stood at roughly 16.5 percent.

2Since this is strictly an intra-District comparison of farm
and nonfarm banks, the criteria for determining a farm
bank is applied using Eighth District banking data. Ac-
cordingly, this ratio may differ from the national average
because of the greater concentration of farm banks in
the Eighth District relative 1o the United States.

3Figure 1 shows year-end data from the Board of Gover-
nors of the Federal Reserve System. Thus, ROA is

measured here using total assets and contrasts with the
definition of ROA used throughout the remainder of this
paper (see shaded insert).

4june 30, 1991, data is used to calculate loan and asset
ratios because most farm loans are taken out by then
and then paid off in the third and fourth quarters. Thus,
June 30 data avoids the problems of “window dressing”
and the omission of some loans; see footnote 2.

5Since farm banks tend to have higher equity capital
than nonfarm banks, farm banks must alse have propor-
tionately more nst income than nonfarm banks to have
higher ROEs {see shaded insert). This is a crucial dis-
tinction.




