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Bank Profits: Another Record

Co m m e r c i a l  banks overcame a tough 
series of obstacles in 1965 to reach a 

record level of profits. The net current oper
ating earnings record was somewhat mixed; 
member banks nationally registered a 4.6-per
cent increase over the preceding year, but 
member banks in the Twelfth Federal Re
serve District experienced a slight reduction 
from their 1964 peak in net current operating 
income before taxes. However, District banks 
had smaller non-operating losses and lower 
Federal taxes than in the previous year, and 
thereby attained a new peak of $306 million 
in after-tax profits. The 14-percent year-to- 
year increase was well above the national rate 
of gain in after-tax income.1

The major hurdle banks faced in 1965 was 
a familiar one-—increased costs on time and 
savings deposits. At the beginning of last year, 
most District banks raised their interest rates 
on passbook savings to the 4-percent maxi
mum permitted under the November 1964 re
vision of Federal Reserve Regulation Q, and 
they also offered higher rates on other time 
deposits. As a result of these higher rates and 
the large volume of deposits they attracted, 
District banks paid out 25 percent more in 
the form of interest than they did in 1964. 
Furthermore, because of the November 1964 
increase in the discount rate and the general 
upward trend in money market rates which 
followed, banks also experienced a sharp in
crease in the cost of their borrowed funds.

On the revenue side, a major factor inhibit
ing higher income was the maintenance of the 
prime rate for commercial borrowers at AV2 
percent until the last month in the year. The 
stability of this pivotal rate during most of 
1965 tended to retard the upward movement 
of bank loan rates generally. In addition, a

1 Because a number of banks made changes in their accounting 
procedures in 1965, comparisons with 1964 income data are not 
strictly comparable. In  particular, these changes tend to increase 
reported current revenue on securities and to reduce security

valuation reserves.

somewhat tighter monetary policy, together 
with a higher loan-to-deposit ratio  and a 
lower ratio of short-term securities to de
posits, reduced banks’ flexibility to shift into 
higher-earning, longer-term assets. Yet, in 
spite of these obstacles, the overall gain in 
District-bank operating revenues fell only $11 
million short of the $254 million increase in 
expenses.

In the area of non-operating income, Dis
trict member banks encountered some favor
able factors last year. A realization of net 
recoveries and profits on securities contrasted 
with losses in this category in 1964, and trans
fers from security-valuation reserves in
creased. Moreover, District banks generally 
benefited from the new Internal Revenue 
Service regulation regarding reserves for bad 
debts. Tax savings from this source and from 
larger holdings of tax-exempt securities, to
gether with the reduction in Federal income-
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FEDERAL RESERVE BANK  OF S A N  F R A N C I S C O

EARNINGS AND EX P EN S ES  OF T W E L F T H  
D IS T R IC T  M EM B E R  BAN K S

(m illions of dollars)

1965P 1964

Earnings an loans 1 ,7 7 2 .0 1 ,592 .3

Interest and dividends on
U. S. Government securities 2 3 6 .4 2 4 0 .4
Other securities 157 .7 123.5

Service charges on
deposit accounts 1 7 6 .0 160.9

Trust Department earnings 73 .3 70 .5

Other earnings 85 .4 70 .3
Total earnings 2 ,5 0 0 .8 2 ,2 5 7 .9

Salaries and w ages 5 8 1 .3 5 4 3 .9

Interest on time deposits 8 8 5 .7 7 0 8 .6

Other expenses 4 8 0 .9 4 4 2 .3
Total expenses 1 ,948 .5 1 ,694 .8

Net current earnings 55 2 .3 563.1

Net recoveries and  profits
(— losses)1
On securities +  14.6 —  12.2
On loans —  102.2 —  9 0 .9
Other —  10 .7 —  2 0 .8

Total net recoveries and
profits 1— losses)1 —  98 .3 —  123.9

Net profits before income taxes 4 5 4 .! 43 9 .2

Taxes on net income 147.8 169.6

Net profits after taxes 3 0 6 .3 2 6 9 .6

Cash dividends declared 173.7 161.8

p— P reliminary.
1 Includes transfers to (— ) and from ( + )  valuation reserves. 
Note: Details may not add to totals due to rounding.
Source: Federal Reserve Bank of San Francisco.

tax rates from 50 percent to 48 percent, ma
terially assisted District banks in achieving 
record after-tax profits.

But banks in the West, as elsewhere, will 
not be able to rest on their well-earned laurels. 
Once again, in 1966, they face the effects of 
a rise in interest rates on time deposits — a 
rise stemming from a further revision in Reg
ulation Q in December 1965. In contrast to 
the situation which prevailed a year ago, 
however, this year’s increase (barring any 
further changes in “Q” ) will not reflect higher 
rates on passbook savings —  the major com
ponent of District banks’ interest-bearing de
posits— since the maximum permissible rate 
remains at 4 percent. Yet the higher rates be
ing offered on other time deposits, including

savings certificates and bonds, will further in
crease interest expense on deposits even if 
their volume remains stable. And if, as ap
pears increasingly to be the case, the volume 
of bank savings certificates and bond in
creases at the expense of passbook savings, 
interest costs will increase even more.

On the other hand, a number of factors 
affecting bank revenues appear to be more 
favorable in 1966 than they were last year. 
The increase in the prime rate, first to 5 per
cent in early-December 1965 and then to 
percent in March 1966, and the higher rates 
of return on loans generally, should place 
banks in a better position this year to offset 
added interest and other costs. Nonetheless, 
high loan-deposit ratios, possible further re
ductions in security holdings (which could in
volve substantial losses because of price de
clines), and continued reserve pressure, may 
tend to limit further gains in net operating 
earnings and profits.

Business demands boost loan revenues
Total operating revenues of District mem

ber banks rose 11 percent in 1965, and lend
ing officers brought in nearly three-fourths of 
this increase, in the form  of interest, dis
counts, and o ther loan charges. However, 
most of this higher revenue came from an ex
pansion in loan portfolios, inasmuch as the 
average rate of return on loans increased by 
only 3 basis points.

The relatively stable rate of return on loans 
was related to developments in the business- 
lending field. For the second consecutive year, 
business loans accounted for the major part 
of the loan increase, and an unusually high 
percentage of the dollar amount of such loans 
made in metropolitan areas last year carried 
the old prime rate of 4 Vz percent. In view of 
this situation, the spread narrowed between 
the average rate of return on loans and the 
average rate of interest paid on time deposits.Digitized for FRASER 
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Strong gain in earnings caused by expansion of loan portfolios 
revenue gain again offset by rising cost of time deposits

1Net losses on securities and loans including transfers to and from valuation reserves.
1 Beginning in 1961, this item excludes wages and salaries of those officers and employees who spend the major part of their time on hank 

building and related housekeeping functions. Those expenses thereafter are included in  “other expenses.”

In 1965, as a year earlier, District banks 
held the increase in their mortgage portfolios 
to slightly under 7 percent. At the same time, 
a number of major banks sold substantial 
amounts of real estate loans out of their port
folios to a wide-range of institutional invest
ors, but, as is customary in this type of trans
action, the banks retained the servicing of the 
loans. Several District banks also acquired 
mortgage companies during the year. These 
transactions were reflected in a 20-percent in
crease in revenues from the category “other 
charges on loans” (which includes fees for 
servicing).

In one major loan category —  consumer 
credit —  banks failed to match their 1964 
performance. High-yield consumer instalment 
loans rose, but not at the same pace as in the 
preceding year, mainly because the sluggish
ness of District auto sales brought about a 
reduced rate of growth in auto credit.

Municipals add to revenues
District member banks’ revenue from se

curities rose 8 percent in 1965.1 On U.S. Gov
ernment securities a 9-percent reduction in

the volume of holdings more than offset a 17- 
basis-point rise in the average rate of return. 
Consequently, revenue from Treasury issues 
fell 2 percent below the amount received in
1964. In contrast, income on other securities 
— mainly tax-exempt municipals— soared 28 
percent as bank holdings of these issues in
creased by nearly one-fourth and the average 
rate of return rose 28 basis points. As in other 
recent years, banks expanded their holdings 
of municipals to take advantage of their rela
tively high after-tax yields.

District bank income in 1965 also reflected 
increases from all other revenue sources—  
service charges on deposits, other charges and 
fees, trust-department operations, and mis
cellaneous operations.

High interest cost hurdle
The cost of interest on time and savings 

deposits dominated bank expenses in 1965. 
Interest payments by District member banks 
rose by one-fourth  to a record-shattering  
$886 million —  and this accounted for over

•Since some banks in 1965 reported accretion of discounts on 
U .S. Treasury securities and/or municipal securities as current 
revenue for the first time, the increase from 1964 in the average 
rate of return on securities tends to be overstated.Digitized for FRASER 
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FEDERAL RESERVE B ANK  OF S A N  F R A N C I S C O

S E L E C T E D  O P E R A TIN G  R A TIO S  OF T W E L F T H  D IS T R IC T  M EM B E R  BANKS
(percent ratios)

1965 1964

Increase
or

Decrease

Earnings ratios:

Return on loans 6 .4 0 6 .37 +  .03
Return on U. S. Government securities 3 .75 3 .58 +  .17
Return on other securities 3.28 3 .00 +  .28
Current earnings to capital accounts 16 .03 18.13 — 2.1 0
Net profits after taxes to capital accounts 8 .89 8 .69 +  .20
Cash dividends to capital accounts 5 .0 4 5.22 —  .18

Other ratios:
Interest paid on time deposits to time deposits 3 .92 3 .53 +  .39
Time deposits to total deposits 5 3 .33 50 .78 +  2 .55

Note: The ratios in this table are computed from aggregate dollar amounts of earnings and expense items of Twelfth District mem
ber banks. Capital accounts, deposits, loans, and securities items on which thes« ratios are based are averages of Call Report data as 
of December 20, 1963, June 30, 1964, and December 31, 1964; and as of December 31, 1964, June 30, 1965, and December 31, 1965. 
Source: Federal Reserve Bank of San Francisco.

one-fifth of total interest payments made by 
al! member banks in the U.S. Higher costs 
resulted from a combination of a 13-percent 
rise in the volume of interest-bearing deposits 
and an increase in the average interest rate 
paid on such deposits, from 3.53 percent in
1964 to 3.92 percent in 1965. About half of 
the gain in these deposits occurred in time 
certificates— both savings certificates and ne
gotiable CD’s— as banks offered rates above 
the 4-percent maximum permitted on pass
book savings in an effort to attract funds to 
meet increasingly strong loan demands.

A nother steeply rising expense item in
1965 was the cost of borrowed money. A 50- 
percent increase in this category reflected 
daily average borrowing of $42 million at 
the San Francisco Federal Reserve Bank and 
an additional daily average of $81 million in 
net interbank purchases of Federal funds. On 
this substantially larger volume of borrowing, 
District banks paid higher rates of interest 
than in 1964— both at the discount window 
and in the Federal-funds market.

On other major expense items, banks were 
able to keep a tight rein for the second con
secutive year. The increase in officer and em
ployee salaries and in fringe benefits was $ 10

million less than the 1964 increase. Net oc
cupancy and other current expenses also rose 
at a slower pace. The smaller rate of increase 
in these expense items reflected a decline in 
the number of new bank openings (18 in
1965 as against 47 in 1964) and a decline in 
the number of new branch offices (185 vs. 
191). Automation, plus a generally increased 
emphasis on overall operating efficiency, also 
served to reduce the number of new employ
ees required to man new and existing offices.

A verage rate paid on time deposits 
exceeds return on Governments

’Ratios for the 1955-62 period are based on the averages of five 
call reports (December, Spring, June, Fall, and September), 
and for the 1963-65 period are based on the averages of three 
call reports (December, June, and December).Digitized for FRASER 
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Record net income
C urrent operating  revenues of D istrict 

banks exceeded expenses by $552 million— 
$11 million less than in 1964. Yet net income 
before taxes exceeded the 1964 gain by $15 
million, because banks recorded net profits 
and recoveries on securities instead of losses 
as in the preceding year. In 1965, total re
coveries and profits on securities just slightly 
offset losses, when losses and charge-offs 
credited to security valuation reserves are 
included.

Net loan losses, on the other hand, ex
ceeded those of 1964 —  reaching a total of 
$56 million, when charge-offs to bad debt and 
other loan reserves are included. In addition, 
net transfers to loan reserves were $101 mil
lion, about $10 million more than in 1964. 
Many District banks found the new Internal 
Revenue formula for computing bad debt re
serves for loans to be more advantageous than 
the old formula based upon an individual 
bank’s loan-loss experience; consequently, 
they increased their reserves by the maxi
mum allowable amount in order to realize 
added tax savings.

In 1965 District member banks paid $22 
million (17 percent) less in Federal taxes on 
net income than in 1964; this reduction far 
offset a $1-million (4-percent) increase in 
state tax payments. Lower Federal taxes re
sulted from a reduction in the tax rate, an 
increase in holdings of tax-exempt securities, 
and larger tax-free bad-debt reserves. Conse
quently, D istrict m em ber banks received 
$306 million in after-tax net income, or 14 
percent more than in the previous record year 
(1964).

Cash payments made by District banks, in 
the form of dividends and interest on capital 
notes and debentures, totaled $174 million— 
7 percent more than in 1964. The increase in 
the member-bank universe and some raising 
of dividend rates on common stock contrib
uted to this gain. The largest part of the in
crease, however, came from interest on capi
tal notes and debentures, which is reported 
together with dividends on preferred stock; 
this combined item of capital cost rose from 
under $1 million in 1963 to nearly $15 mil
lion in 1965. (District banks had $336 mil
lion in outstanding capital notes and deben-

Loan revenues rise more slow ly at District banks than elsewhere . . , 
both groups of banks show sharp rise in time-deposit interest expense
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FEDERAL RESERVE BA NK  OF S A N  F R A N C I S C O

tures as of year-end 1965.) In spite of a 
sizable increase in total capital accounts in 
1965, the ratio of net profits to capital ac
counts was 8.91 percent, up from 8.69 per
cent in 1964, and one basis point above the 
ratio nationally.

Several differences showed up last year be
tween the performance of the 12 largest Dis
trict banks (deposits of $500 million and 
over) and that of the remaining District 
banks. These data are aggregates, of course, 
as are the other data in this article; there were 
even wider variations in performance on an 
individual-bank basis.

Net current operating earnings of the large 
banks fell almost 3 percent short of their 1964 
record high, whereas the remaining banks in
creased their net operating earnings by nearly 
2 percent. On non-operating income the situa
tion was reversed, with the large banks show
ing higher net income before taxes than in 
1964 and the other banks a net decline from 
the preceding year. The 12 largest banks also 
reported a 16-percent increase in after-tax

profits, compared with a less than a 4-percent 
rise for the other-bank group, even though 
the latter benefited more from lower taxes.

1966?
The growth in time certificates — particu

larly those offered to individuals —  is likely 
to continue at an even faster rate in 1966, 
since an increasing number of District banks 
are aggressively seeking such deposits. And, 
since the rates offered on these deposits are 
already higher than those prevailing in 1965, 
the cost of interest is likely to be higher than 
last year. However, recent developments indi
cate the likelihood of a continued strong de
mand for credit from the business sector—  
and thus continued upward pressure on loan 
rates as well.

On the other hand, mortgage-loan demand 
is not expected to change materially this year, 
barring any substantial recovery in housing 
activity. In fact, with loan-deposit ratios ris
ing further in early 1966, banks may well con

S E L E C T E D  R ES O U R CE AND L IA B IL IT Y  IT E M S  O F ALL M E M B E R  BANK S
T W E L F T H  D IS T R IC T ,  196S

(millions of dollars)

As of 
Dec. 31 

1965P

Change from 
December 31, 1964 
Dollar Percent

Net loans and investments 4 0 ,4 5 0 +  3 ,252 +  8.7

Loans and discounts, net1 2 9 ,1 0 0 +  2 ,8 7 0 +  10.9

Commercial and industrial loans 10 ,06 0 +  1 ,465 +  17 .0
Agricultural loans 1 ,240 +  116 +  10 .3
Real estate loans 9,291 +  585 +  6 .7
Loans to individuals 5,771 +  623 +  12.1

U. S. Government obligations2 6 ,177 —  589 —  8.7

Other securities 5 ,173 +  971 +  23.1

Total assets 49 ,0 9 4 +  3 ,0 39 +  6.6

Total deposits 43 ,7 7 8 +  2 ,5 0 7 +  6.1
Demand deposits 19 ,828 —  274 —  1.4
Total time and savings deposits 23,951 +  2,781 +  13.1
Savings 17 ,189 +  1 ,450 +  9.2

Capital accounts 3 ,550 +  226 +  6.8

p— P reliminary.
‘ Total loans minus valuation reserves. Selected loan items which follow are reported gross. 
2 Includes obligations guaranteed by the United States Government.
Note: Details may not add to totals because of rounding.
Source; Federal Reserve Bank of San Francisco.Digitized for FRASER 
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P E R C E N T CH AN G ES IN S E L E C T E D  EARNINGS AND EX P EN S E ITE M S  
OF T W E L F T H  D IS T R IC T  M E M B E R  BANKS

All
1964-65 1963-64

12 Largest1 
1964-65 1963-64

Other
1964-65 1963-64

Earnings on loans +  11.3 +  12.6 +  10.9 +  12.1 +  12.9 +  14.8

Inf. and dividends on securities +  8.3 +  5.6 +  8.4 +  5.1 +  8.0 +  7 .7
U. S. Government —  1.7 +  0.5 —  2.6 —  0 .7 +  1.6 +  5.2
Other +  27 .7 +  17.5 +  28 .6 +  17.8 +  24 .0 +  14.8

Service charges on deposit accounts +  9 .4 +  6.9 +  9.5 +  7 .0 +  9 .0 +  7 .0

Trust Department earnings +  4 .0 +  12.4 +  2 .6 +  12 .9 +  13 .0 +  9.5

Other earnings +  21 .5 +  10 .4 +  18.5 +  7 .9 +  3 1 .0 +  20 .6
Total earnings +  10.8 +  10 .9 +  10.4 +  10.5 +  12.3 +  12.9

Salaries and w ages +  6 .9 +  8.8 +  14.2 +  8 .0 +  9.8 +  12.3

Interest on time deposits +  25 .0 +  13.4 +  25 .2 +  13.2 +  23 .9 +  14.6

Other expenses +  8.1 +  12 .7 +  6.6 +  11 .0 +  12 .6 +  18.9
Total expenses +  15.0 +  11 .7 +  14.8 +  11.0 +  15.8 +  15.0

Net current earnings —  1.9 +  8.6 —  2 .7 +  9 .0 +  1-6 +  6.8

Net profits before income taxes +  3.4 —  0.3 +  5.3 —  1.0 —  4.1 +  2.6

Taxes on net Income — 12.9 — 11.9 — 12.1 — 13.6 — 16.0 —  4.7

Net profit after taxes +  13.6 +  8.2 +  16 .0 +  8.8 +  3.6 +  5.9

Cash dividends declared +  7.4 +  11.4 +  6 .7 +  11.0 +  9 .7 +  14.1

1 Includes all District member banks with total deposits of $500 million and over as of December 31, 1965. 
Source: Federal Reserve Bank of San Francisco.

tinue to sell mortgages out of their still rela
tively heavy real-estate portfolios, so as to 
obtain funds for relending and to further in
crease their revenues from loan-servicing fees. 
In the consumer-loan field, the steadily rising 
flow of repayments from consumer instalment 
loans made in preceding periods may limit 
banks’ ability to expand their outstanding 
consumer loans as rapidly as they did in ear
lier years. For this reason, the consumer sec
tor in 1966 may not provide banks with as 
much additional revenue as heretofore. But 
firmer loan rates may offset, at least to some 
extent, the effect on revenues of any slow
down in the rate of growth in consum er 
financing.

In the face of sharply rising yields on both

Treasury issues and m unicipals, D istrict 
banks so far in 1966 have reduced their total 
security holdings more than seasonally (par
ticularly U.S. Treasury issues) in order to 
accommodate loan demands. Therefore, in 
spite of higher rates of return, revenue from 
securities this year may not equal last year’s 
level. Banks also face the added possibility of 
substantial losses on sales of securities ac
quired at higher prices.

As the year progresses and money market 
conditions alter and credit dem ands shift, 
banks undoubtedly will need to make use of 
all the experience gained during the last sev
eral years of financial innovation and change 
to meet these new challenges.

Ruth Wilson
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