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The Prime Rate — Part II*

The first part of this article, which appeared in this 
Review last month, reviewed the history of the prime rate 
and its relation to other lending rates. We now turn to 
changes in the prime rate and their causes. The behavior 
of the prime rate is subject, of course, to a great variety 
of influences, some essentially long run in nature, others 
cyclical. To explain the timing of particular prime rate 
changes, furthermore, one must take into account the 
complex decision-making process in the banks that exer
cise rate leadership and the competitive relations among 
these institutions.

UNDERLYING SUPPLY AND DEMAND FACTORS

Although it is only fourteen years since the first change 
in the prime rate, the general pattern of the forces to 
which it is subject seems fairly well established. The 
basic trend of the rate during these years, like that of other 
interest rates, has been upward. Demand for bank loans 
has expanded greatly, reflecting the growth of the economy 
and the drawing-down of liquidity reserves accumulated 
during World War II. Moreover, although most prime 
borrowers have access to other means of financing, bank 
loans offer significant advantages in terms of the flexibility 
of amounts, timing, and other arrangements. Even the 
highly rate-sensitive national sales finance companies are 
careful to maintain their bank credit lines at all times.

While demand for bank loans has been expanding, the 
growth of funds has not kept pace. Throughout the post
war years, except during periods of cyclically slack de
mand, loans have been replacing Government securities in 
bank portfolios, with the total size of bank assets increas
ing comparatively slowly. Each business upswing has seen 
loans rise to occupy a more prominent position in bank 
portfolios than in the preceding expansion, and these 
increases have been only partly reversed during recessions. 
In December 1961, ten months after the February trough 
in the general business situation, the ratio of loans to total 
deposits at large banks was 56.4 per cent, compared with 
52.1 per cent and 44.1 per cent at the corresponding

♦Albert M. Wojnilower and Richard E. Spcagle had primary 
responsibility for the preparation of this article.

stages (February 1959 and June 1955) of the two pre
vious business cycles.1

In order to obtain funds for lending, banks have had 
to step up competition for deposits. In recent years, a 
relatively large share of deposit gains has consisted of time 
deposits on which, in contrast to demand deposits, banks 
of course normally pay interest. In turn, the rates charged 
by banks, including the prime rate, also have gone up. 
The rise in the prime rate during the postwar years ap
pears to have been of the same order of magnitude as the 
increase in the yields on other outlets for bank funds. 
However, just as bank loans often have special advantages 
for borrowers, so lending to prime borrowers often yields 
banks substantial returns, in the form of deposits or addi
tional business, over and above the actual interest receipts.

The pressure of growing demand on relatively limited 
supply has probably been more severe on the large banks 
in New York and Chicago that “make” the prime rate 
than on any other group of banks. The city banks have 
traditionally taken the lead in servicing the national firms 
that make up much of the prime borrower group. During 
the 1950-60 period, total deposits at these banks have 
increased only about 20 per cent, compared with a rise 
of some 50 per cent at all other member banks. Over the 
same period, the bank debt of large manufacturing cor
porations (with assets of over $100 million) has more 
than tripled.

CYCLICAL FACTORS

The direction and timing of changes in the prime rate 
are determined largely by the ramifications of the cyclical 
behavior of loan demand and supply. The fact that the 
prime rate rises and falls later than most other business- 
cycle indicators seems due at least in part to the time it 
takes for shifts in the business situation and monetary 
policy to be translated into changes in the loan supply- 
demand balance. Because of the nature of bank credit 
and of the market in which it is sold, the prime rate

1 The figures refer to the ratio, at weekly reporting member 
banks, of total loans, excluding loans to securities brokers and 
dealers and interbank loans, to total deposits less cash items in 
process of collection.
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Chart I

THE PRIME RATE AND VARIOUS CREDIT INDICATORS
Free reserves

R a tio  in m illions of
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N ote: Treasury b ill rates are  m onth ly a v e ra g e s  of d a ily  m arket yie lds; free 
reserves are three-m onth m o v in g  a v e ra g e s  of m onth ly fig ure s. Sh ad ed  
a re a s are business-cycle  contractions a cco rd in g  to the ch ro n o lo gy  of the 
N a tio n a l Bureau of Econom ic Research. A sterisks m ark the apparen t  
cy c lica l turning points in the various series.

Source: B oard of G ov e rn o rs  of the Federal Reserve System .

responds only to shifts in the credit situation that are un
mistakable and are expected to persist.

The demand for new loans waxes and wanes roughly 
in rhythm with the cyclical swings in private investment, 
particularly investment in inventories. The supply of addi
tional loans that a bank can extend, on the other hand, 
depends primarily on the growth of its deposits and, 
with a given deposit volume, the extent to which it is 
willing to liquidate other assets to accommodate loans. 
The aggregate of deposits for all banks is, of course, 
largely determined by Federal Reserve policies, as a re
sult of which the rate of growth of bank deposits has 
tended, on the whole, to be faster in times of recession 
and slower in times of boom. During recession periods, 
in sum, loan demand is slack but the supply of bank 
funds is growing; in boom periods, by contrast, peak loan 
demands are pressing on a limited credit supply.

The ratio of loans to deposits, referred to earlier, is a 
convenient summary measure of the shifting balance over 
the cycle between loan demand and availability, and is 
known to play a significant role in the formation of loan

policy by individual banks. Since in most large banks 
the bulk of the deposit liabilities are payable on demand, 
some margin must be invested in assets that, in contrast to 
loans, can be quickly converted into cash. Consequentiy, 
a high loan-deposit ratio, whether for an individual bank 
or for the banking system, indicates a state of being 
largely “loaned up” : considerations of liquidity then dic
tate restraint in lending. Conversely, a low ratio suggests 
that a bank may be having difficulty in finding acceptable 
loans and is probably more receptive to new requests. Of 
course, the loan-deposit ratio is only an approximate meas
ure of liquidity, since loan portfolios may be more or less 
liquid depending on the types and turnover rate of the 
loans involved while the deposits themselves may be more 
or less volatile.

As a result of the relationship between loan and de
posit movements over the cycle, the loan-deposit ratio 
shows pronounced cyclical swings (Chart I). The ratio 
falls during recessions, when loan volume contracts while 
deposits generally increase. The ratio rises during busi
ness expansions, when loan volume is growing while de
posits increase slowly or not at all. During the past de
cade, as Chart II shows, the relation between the loan- 
deposit ratio of city banks, indicating the pressure of loan 
demand on supply, and the prime rate has been very close. 
Largely similar results are obtained when the ratio of 
short-term liquid assets to deposits is substituted for the 
loan-deposit ratio (Chart III), as would be expected on 
the basis of the close relationship of the two ratios (a high

C hart II

THE PRIME RATE AND LOAN-DEPOSIT RATIOS
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C hart III

THE PRIME RATE AND SHORT-TERM L5QUID ASSETS RATIOS
W e e k ly  re p o rtin g  merr.ber banks
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cash items an d  reserves at the Federal Reserve Banks.

Source: Board of G overnors of the Fed era l Reserve System .

short-term assets ratio corresponds, in general, to a low 
loan-deposit ratio).2

To the extent that the prime rate and loan-deposit 
ratios are related, some of the “laggardness” of the prime 
rate is explained. Loan-deposit ratios do not respond 
immediately to changes in the direction of monetary policy 
(Chart I). At least since 1953, turning points in the 
cyclical course of loan-deposit ratios have in almost all 
instances lagged several months behind turns in free 
reserves, and often also behind Treasury bill rates. At 
business-cycle troughs (and at the 1957 peak), turns in 
loan-deposit ratios also have trailed behind the turning 
points in business at large.

The effects on the prime rate of the cyclical fluctuations 
in the balance of loan demand and supply are reinforced 
by movements in the more sensitive, open market interest 
rates. While the path of open market rates, like that of 
loan-deposit ratios, reflects primarily the over-all credit 
situation, each rate is also subject to forces and anticipa
tions specific to its own market. As a result, differentials 
among the various open market rates and loan rates are 
by no means constant. Interviews with leading banks

2 Unlike the loan-deposit ratio, the proportion of liquid assets 
does not show a pronounced longer term trend, reflecting the fact 
that loans have displaced mainly long-term rather than short-term 
securities. For a discussion of concepts and measures of bank 
liquidity, see “Recent Developments in Bank Liquidity”, Monthly 
Review, November 1961, pp. 185-88.

indicate that the actual and anticipated standing of other 
relevant interest rates, along with loan-deposit ratios, 
plays a key role in decisions to change the prime rate. 
Long-term rates, such as those on corporate bonds (in
cluding rates on private placements with insurance com
panies and other nonbank investors), are considered by 
some banks to be more relevant than short-term rates.

When credit demand is expanding, rates on the various 
instruments through which borrowers may obtain access 
to nonbank funds—such as commercial paper and bond 
issues—rise promptly, and further rises are normally an
ticipated. With the prime rate still low, borrowing from 
banks becomes more attractive and pressure develops on 
the available supply of bank funds. At the same time, the 
costs banks must incur to raise additional funds increase. 
Rates on time deposits tend to rise toward the legal 
maxima. Sales of securities, at rising rates (declining 
prices), mean capital losses. Temporary reserve deficien
cies become more frequent and must be offset at higher 
Federal funds or Reserve Bank discount rates. Such con
ditions appear ripe for the raising of the prime rate.

When credit demand is contracting, the sequence is 
reversed. As open market rates fall, borrowing at the 
established prime rate becomes less attractive. Some out
standing loans may be prepaid with the proceeds of open 
market financings. For the banks, the costs of attracting 
new deposits, and the returns offered by other investment 
outlets, decline. Sooner or later, the prime rate gives way.

INDIVIDUAL. BANK DECISIONS TO 
CHANGE THE PRIME RATE

The preceding broad considerations describe the en
vironment propitious to a change in the prime rate. They 
are not sufficient, however, to predict with any confidence 
the precise timing of rate changes. The changing of the 
rate represents a major decision. A considerable time 
interval may elapse between the conclusion by some 
officials of a given bank that a rate change is appropriate 
and the decision of its management to take action. Ele
ments of “gamesmanship” are necessarily involved, both 
among competing interests within a given institution and 
with respect to efforts to anticipate the reaction of cus
tomers and competitors.

Any actual change must be initiated by one particular 
bank. This is a risky step, for if the others do not follow, 
the lead bank faces a flood of loan requests perhaps in 
excess of lending capacity (if its rate is below the market) 
or a rapid exodus of customers to other banks (if its rate 
is above the market). It is not surprising, therefore, that 
most prime-rate moves have been initiated by the two
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largest New York banks, The Chase Manhattan and First 
National City. These two banks have been particularly 
prominent in initiating changes upward. Three of the four 
rate reductions during the postwar period, on the other 
hand, originated with other, somewhat smaller banks.

It is clear that a bank assumes leadership in a rate 
change only upon considerable deliberation among its top 
officials, whose views need by no means be unanimous. 
In one instance studied, two and a half months intervened 
between the initial proposal by a high official that the 
rate be changed and the ultimate action. However, less 
than two weeks elapsed in another case, in which con
sideration of a rate shift was reportedly touched off by 
a change in the Federal Reserve discount rate. At times 
noneconomic motives, such as the desire for leadership 
or publicity, appear to play an important part. When some 
other bank has already announced a change, on the other 
hand, the decision to follow along can normally be taken 
promptly and with little travail.

There was some indication that, at times when the 
existing rate seemed out of line, a move in the Federal 
Reserve discount rate might be interpreted as calling for, 
or giving sanction to, a changing of the prime rate. At 
other than such pivotal times, however, judging from the 
statistical record, discount rate changes have had little 
influence.3

CONCLUDING OBSERVATIONS

Bankers as well as the public tend to view the prime 
rate as the principal index of conditions in the bank loan

3 It may be pointed out that in most advanced countries the rate 
structure of bank lending tends to be anchored in some key rate. 
In continental Western Europe, the principal commercial bank 
lending rates are in most cases set by consultation among the 
banks. In many of these countries, such as France and Germany, 
these rates are “linked” to central bank discount rates and are 
changed more or less automatically by the same amounts as the 
latter. (In France, however, full adjustment to changes in the 
discount rate is made only when the latter is in the V/i-AVi per 
cent range. Beyond these limits, only one half of any discount rate 
change can be reflected in the minimum commercial bank lending 
rate.) In the United Kingdom, the equivalent of the prime rate 
by custom stands in a fixed relation to the Bank of England’s dis
count rate. For prime private borrowers, the rate is set Vi per 
cent above the discount rate (with a minimum of 5 per cent), but 
most private firms pay 1 per cent above the discount rate. In 
Canada, the prime rate is set by the chartered banks in consulta
tion with each other and is changed quite rarely—partly because 
in recent years it has been close to the 6 per cent legal maximum 
on interest rates in general.

market. So far as the interest rate on such loans is con
cerned, this view appears to be accurate: the extent and 
timing of all types of business-loan rate changes is gov
erned closely by changes in the prime rate. It is doubtful, 
however, that the prime rate is a reliable indicator of 
fluctuations in loan availability, which reflects, in addition 
to rate, other credit terms, standards of credit-worthiness, 
and the like.

Quite strikingly, the prime rate is among the last indexes 
of the credit situation to register a change in the credit 
climate. A number of reasons explain this. Because of the 
many dimensions of a loan agreement, rate is probably 
a less significant factor in a business-loan transaction than 
in other large-sized credit transactions. Since every loan is 
to some extent unique and since, as a related matter, there 
is no secondary market in which existing loans may be 
traded, there are no standard reference points or market 
quotations to which rates on new loans can be mechani
cally geared. Moreover, changes in the supply-demand 
balance in the loan market, as reflected by loan-deposit 
ratios, generally do not occur until after turning points in 
reserve positions and short- and long-term rates. A further 
lag is introduced by the necessarily cautious and complex 
price-making procedure of a market in which leading 
banks compete for the business of large national bor
rowers.

In sum, changes in the prime rate do not normally 
occur ahead of, or even concurrently with, shifts in the 
credit situation. Rather, a change in the prime rate may 
usually be interpreted as confirming that a sizable shift 
has already taken place and that no early reversal is 
expected.

THE QUEST FOR BALANCE IN THE 
INTERNATIONAL PAYMENTS SYSTEM

In response to requests, the Federal Reserve Bank 
of New York has reprinted the seventeen-page sec
tion of its 1961 Annual Report entitled “The Quest 
for Balance in the International Payments System”. 
Copies are available from the Public Information 
Department, Federal Reserve Bank of New York, 
33 Liberty Street, New York 45, N. Y.
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