
SIXTH DISTRICT BANKING NOTES
INCREASING LIQUIDITY  
PRESSURES
In recent months, the District's 32 largest 
banks have found it increasingly necessary 
to borrow funds to meet rising loan 
demands. This need to borrow typically 
develops in the latter stages of an 
economic expansion when the combined 
demand for consumer, business, and real 
estate credit is most intense and the 
large banks find it most difficult to attract 
funds from traditional deposit sources. 
However, the liquidity pressures that the 
large District banks have experienced in 
recent months are not nearly as severe 
as those that developed during 1974, and 
they have had no problems finding 
buyers for money market CDs or purchas
ing Federal funds.

During the early stages of a business 
expansion, loan growtn is generally 
moderate and inflows of banks' "co re" 
deposits—net demand deposits and 
savings and time deposits (except for 
those issued in denominations of $100,000 
and over)—are sufficient to fund the 
new loans. For example, in the 12 months 
ended in September 1977, loans at the 
large banks advanced nearly $1.3 billion 
(about 11 percent) and "core" deposit 
gains totaled $1.4 billion. As a result, 
the banks' collective net borrowings 
were less than $100 million.

Since last fall, the large banks have 
moved into a new stage. Conditions 
changed and brought pressure on the 
large banks to acquire funds in the 
financial markets. Between September
1977 and May 1978, loans grew $1.3 billion, 
an annual rate of 14 percent, with business 
loans accounting for nearly one-half 
of the gain and consumer instalment 
and real estate loans making up the 
remainder. But growth in "co re" deposits 
slowed to only a $100-million increase. 
When interest rates are rising, large city 
banks generally face stronger competition 
for "co re" deposits than do suburban 
and rural banks, so the recent weaker 
"co re" deposit gains were in line with past 
experiences. In the face of this develop
ment, the large banks aggressively stepped 
up their use of managed liabilities by $1.1 
billion. Sales of negotiable CDs and other 
time deposits issued in denominations

of $100,000 and over rose more than $600 
million, with most of the remaining 
funds coming from greater use of the over
night Federal funds market.

The traditional measures of liquidity 
such as the loan-to-deposit ratio (L/D) 
point out the increased liquidity pressures 
of the large banks. In May, the large 
banks collectively had an L/D of 87, up 
from a low of 81 in early 1977. However, 
the loan-to-deposit ratio more appropriate 
to the large banks includes only "co re" 
deposits (i.e., net of large-denomination 
time deposits), expressed as L/D*. The 
L/D* for the large banks stood at 121 in 
May, up from 112 in September and an 
early 1977 low of 109. Tne bigger increase 
in tne L/D* clearly points out the need 
of these banks to borrow more heavily 
to support the strong loan growth. The 
May L/D* for small- and medium-size 
District banks was only about 74 but was 
nearly 180 for large New York City banks.

Despite the recent advance in tne L/D* 
and even though the total volume of 
borrowed funds is approaching the mid-
1974 level, liquidity pressures have not been
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lending have been more manageable. 
Also, changes in most banks' borrowing 
costs have oeen more readily reflected in 
changes in interest rates on loans, so 
that banks' net interest margins (interest 
revenue less interest expenses) have not 
been severely saueezed. In 1974, some 
banks faced undue strains because they 
used interest-sensitive short-term liabil
ities (at high rates) to fund fixed-rate, 
longer term loans (made at low rates). 
With loan rates moving with borrowing 
costs, banks are better able to pay the 
higher market rate for borrowed funds 
if the need arises.

The need to rely on borrowed funds 
may not become nearly as critical in 1978 
as in 1974. Since late in 1974, banks have 
had more flexibility in the interest rates 
they can pay for state and local government

deposits. The new six-month maturity 
time deposits with interest rates tied to 
the six-month Treasury bill rate should 
enable many large banks to broaden their 
deposit bases by attracting interest- 
sensitive deposits of $10,000 and over. 
Also, banks may pay higher rates to draw 
longer term consumer deposits.

While the large banks have been using 
borrowed funds in about the same 
absolute quantity as in 1974, there have 
been some qualitative improvements in 
the structure of the liabilities. Banks have 
significantly extended the maturity of 
their large-denomination negotiable CDs. 
The average maturity of outstanding 
large CDs this spring was 3.3 months, 
with nearly 40 percent maturing in over 3 
months. In mid-1974, however, the average 
maturity was 2.2 months and only 20 
percent matured in more than 3 months. 
The longer the maturity of liabilities the 
less the need for banks to roll over matur
ing CDs.

Banks also have a much larger secondary 
source of liquidity in their securities 
ortfolios. U. S. Government securities 
oldings recently totaled over $2.3 billion, 

up from slightly under $1.0 billion in late 
1974. The shortest maturity Treasury bills 
and notes, amounting to nearly $900 
million, could be easily sold or allowed to 
mature in order to obtain funds. (Some 
of these securities, of course, may not 
be readily available because they are 
pledged tor public deposits; or they may 
already be a source of funds because 
they have been sold under short-term 
repurchase agreements.) In 1974, holdings 
of short maturity Governments were 
about $250 million, with Treasury bills 
comprising less than $40 million.

The recent strength in loan demand 
has caused the District's larger banks to 
rely increasingly on borrowed funds.
Even though managed liability usage is up, 
the banks have not been experiencing 
significant liquidity pressures. The large 
District banks can be expected to manage 
a continued rise in lending by making 
further use of borrowed funds. However, 
if these banks find it necessary to borrow 
substantially more while interest rates 
are rising, they will likely see pressures 
developing that are similar but less severe 
than those of mid-1974.

John M . Godfrey
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