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THE PRIME RATE
Between December 2, 1968 and June 9, 1969 the 

prime rate was increased five times, from 6^4%  to 
a record high 8 ^ % .  The last of these increases 
was a full percentage point, the first time a change 
of more than a half per cent had been made in the 
35-year history of the prime rate. In that time, the 
rate has trended steadily upward but never before 
had it undergone such a precipitous rise and such 
frequent increases.

The prime rate is the interest rate charged by 
banks on loans to their most credit-worthy business 
borrowers. These loans are unsecured bvit generally 
the borrower is required to maintain an interest-free 
demand deposit at the bank; this compensating 
balance is often thought to be 20%  of the amount 
of the loan but no one knows for sure the prevailing 
percentage. A  20%  requirement means that the ef
fective cost of the loan is 25%  higher than the prime

rate when the interest payment is computed as a per 
cent of the face amount of the loan less the com pen
sating balance. Actually, the deductibility of interest 
payments from  taxable income means that, in the case 
of corporations, about half of the interest payment 
is borne by the Federal Government, with varying 
amounts borne for other businesses. Prime rate 
loans are generally short-term, due in one year or 
less, and are most often used for financing inventories 
and other short-term investments, and for interim 
financing of m ajor improvements pending the sale of 
a bond issue. It has been estimated that anywhere 
from 500 to 1,000 of the three million corporations 
in the nation may borrow at the prime rate.

Uniformity A lth ou gh  the prim e rate is usually 
uniform across the country, from time to time dif
ferent prime rates are posted at different banks. This
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is often referred to as a split in the rate. Splits 
between the prime rate at hinterland banks and at 
large money market banks, especially those in New 
York, are infrequent, but even more unusual is the 
existence of a split for any extended period of time 
at the large New Y ork  banks which usually initiate 
rate changes. Only twice has this occurred since 
the prime rate was established (Chart I ) .  In both 
cases Chase Manhattan Bank lowered its rate below 
the rate at other New Y ork  banks. In the first in
stance, in late January 1967, Chase moved from 6%  
to Sy2%  while the other banks dropped to 5^4%. 
About two months later the other New Y ork  banks 
adopted the 5 ^ %  rate. The second instance oc
curred in late September 1968 when Chase M an
hattan again lowered its prime rate by half of a per
centage point, to 6 % , while the other banks only 
went to 6*4% . In this case, however, on N ovem 
ber 13, 1968, Chase Manhattan raised its rate to 
the prevailing level.

A  split rate can also refer to one bank offering 
different prime rates to different “ prime”  bor
rowers. For example, after several of the most 
recent changes, some regional banks which were not 
as pinched for funds as their counterparts in the 
money market centers charged a lower rate to local 
customers than to national accounts. In most cases, 
the local bank lends to national corporations in as
sociation with large money market banks and on 
such loans must charge the rate listed by the lead
ing bank in the group.

H isto ry  A  uniform , national prim e rate first 
emerged in the Depression of the 1930’s. From  1934 
to 1947 the prime rate was set at 1^2%, which was 
initially thought of as a “ floor rate”  which banks

established to prevent competition from  driving rates 
below levels necessary to cover administrative and 
servicing costs.

In the 1920’s individual banks had rates which 
they charged their best customers. Records show 
that rates comparable to today’s prime rate ranged 
as high as 6 %  in the 1920’s. O f course, prior to 
the Banking A ct of 1933 interest on demand de
posits was permitted and in many cases rates of 2%  
were paid on demand deposits of borrowers, partially 
offsetting the charge on the loan. In those times 
businesses usually borrowed from only one bank and 
did not contact a number o f different banks to ob
tain the lowest rate available. Consequently, con
siderable differences in rates charged to prime bor
rowers existed. The emergence of a uniform prime 
rate was due in large part to improved communica
tions and probably also to increased cost-conscious
ness on the part of corporate treasurers.

Since 1947 the prime rate has been changed by 
most or all the banks in the country on 33 occasions. 
In only six of those instances was the rate lowered. 
Twenty-three of the changes were initiated by three 
New Y ork  City banks— Bankers Trust Company, 
Chase Manhattan Bank, and First National City 
Bank. The longest span of time in which the rate re
mained unchanged was from August 1960 to De
cember 1965, when it was at 4^2% . The rate has re
mained unchanged for more than one year in only 
three other instances (Chart I ) .  Prior to August 
1957 all prime rate changes had been a quarter of a 
percentage point. From  then until June 1966 all 
changes were a half percentage point. Since that 
time there have been eight changes of a quarter per
centage point and three of a half percentage point.

1967

Prime
Rate

Table I

SHORT-TERM BUSINESS LOAN RATES
New York City

Change  
Period 

to Period
All

Loans

Change  
Period 

to Period

$1,000,000 
and over 

Loans

Change  
Period 

to Period

$ 1,000-
$9,999
Loans

Change  
Period 

to Period

Feb. 1-15 5.75 5.86 5.77 6.55
- .2 5 - .1 9 - .1 8 - .1 4

May 1-15 5.50 5.67 5.59 6.41
- .0 1 - .0 1 - .0 8

Aug. 1-15 5.50 5.66 5.58 6.33
+  .05 +  .05 +  .04

Nov. 1-15 5.50 5.71 5.63 6.37
+  .50 +  .43 +  .43 +  .34

1968

Feb. 1-15 6.00 6.14 6.06 6.71
+  .50 +  .46 +  .46 +  .40

May 1-15 6.50 6.60 6.52 7.11
+  .07 +  .08 +  .19

Aug. 1-15 6.50 6.67 6.60 7.30
- .2 5 - .2 7 - .2 8 - .1 4

Nov. 1-15 6.25 6.40 6.32 7.16
+  .75 +  .73 +  .74 +  .60

1969

Feb. 1-15 7.00 7.13 7.06 7.76

Source: Board of Governors of the Federal Reserve System.

3Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

October 1969



Relation to Other Rates T he prim e rate is the 
base rate from which other business loan rates are 
scaled upw ard; it should be noted, however, that 
a few loans are usually made below the prime rate 
(Table I I I ) .  W hile related to money market rates, 
the prime rate changes infrequently relative to these 
rates with changes determined not so much by day- 
to-day changes in the supply and demand for funds 
as by a longer term outlook. Changes generally lag 
behind changes in business conditions and other rate 
changes. (Chart I shows selected rates.)

Since 1952 the prime rate has generally been 
higher than the prevailing rate on Aaa-rated cor
porate bonds, a primary source of long-term funds 
for prime borrowers. Rarely, however, has the 
spread been more than a half per cent. In most 
of the ten instances where the prime rate has turned 
up or down, a similar turn in the rates on Aaa-rated 
corporate bonds has occurred about three to nine 
months in advance.

Comparisons o f the dealer rate on four-six month 
commercial paper and the prime rate show the 
former has changed more frequently than the latter, 
being more closely linked to the day-to-day money 
market. The commercial paper rate has tended to 
approach the prime rate in periods when both have 
risen while in periods of rate declines the com 
mercial paper rate has moved over one and a half 
percentage points below the prime rate, e.g., in late 
1954, in 1958, and again in 1961. Similar to the 
Aaa corporate bond rate, the commercial paper rate 
has usually turned up or down several months to 
a year in advance of a like turn in the prime rate. 
Comparisons of commercial paper and prime rate 
loans, both of which are unsecured, show the cost 
of the former, including the commission charge on 
dealer paper or the administrative cost of direct 
placement and the cost of maintaining open lines of 
credit as insurance for the paper, to be generally 
below the cost of the latter adjusted for a 20%  
compensating balance.

The discount rate has mostly ranged from a half 
to one and a half percentage points below the prime 
rate. Since 1947 the discount rate has been changed

Table II

SPREADS BETWEEN THE PRIME RATE AND  
WEIGHTED AVERAGE INTEREST RATES 

ON SHORT-TERM BUSINESS LOANS
May 1967-February 1969

Size of Loan

$1,000,000 and over

500.000 - 999,999

100.000 - 499,999 

10,000 - 99,999

1,000 - 9,999 

All loans

Range of Spreads 

(in percentage points) 

.15 - .23

.29

.46

.70

.68

.32

.40

.67

.98

1.11

.46

Table III

PER CENT OF SHORT-TERM BUSINESS LOANS  
MADE AT AND BELOW THE PRIME RATE

May 1967-February 1969

Size of Loan

(Based on dollar volume) 

At Below

$1,000,000 and over 44.8-54.0 1.6- 8.2

500,000 - 999,999 26.6-33.2 1.3- 6.6

100,000 - 499,999 16.0-21.4 1.0- 9.3

10,000 - 99,999 4.6-13.1 0.5- 10.3

1,000 - 9,999 1.2-10.0 0.7- 16.0
All loans 30.9-38.4 1.5- 7.3

Source: Board of Governors of the Federal Reserve System.

Source: Board of Governors of the Federal Reserve System.

34 times, only one more time than the prime rate. 
The timing of these changes has frequently coincided 
with prime rate changes.

Changes in the overall structure of business loan 
rates at banks are closely linked to changes in the 
prime rate. Loan rates have changed little over 
periods when the prime rate has remained unchanged 
while periods of a prime rate change have witnessed 
adjustments in the rate structure which have been 
in the same direction but generally smaller than the 
change in the prime rate (Table I ) .  In general, the 
magnitude of the changes in the average rate for 
larger loans has been closer to the amount of the 
prime rate change than for smaller loans.

Size and Volume of Prime Loans T he dollar 
volume of prime rate loans is dominated by large 
loans, those of $1 million and over, made to large 
corporations. Table II, compiled from  data col
lected from 126 commercial banks in 35 financial 
centers during eight two-week survey periods (like 
Table I I I ) ,  shows that the larger the loan, the closer 
the average rate is to the prime rate. The spreads 
from the prime rate, incidentally, were in the lower 
part of the ranges during 1968 and 1969 when the 
prime rate ranged from 6 %  to 7%  and in the higher 
part during the three 1967 survey periods when the 
rate was at 5.50% . This in large part reflects the 
preferred status of prime custom ers; during periods 
of business expansion credit demands from all bor
rowers grow but the result of the rationing process 
sees the prime customer more often accommodated, 
thus increasing his share of business credit and 
lowering the weighted average interest rate closer 
to the prime rate.

Table III  reveals that between 31%  and 38%  of 
the dollar volume of all reported short-term business 
loans was transacted at the prime rate. (This figure 
is subject to fluctuations; during most of the 1950’s, 
for example, a smaller sample of banks which re
ported short-term loans transacted a larger fraction 
of their loans at the prime rate.) For large loans 
the proportion of the dollar volume made at the 
prime rate was higher, ranging from 45%  to 54%
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for loans of $1 million and over. (S ince prime bor
rowers are preferred customers, it follows that these 
percentages were in the higher part of the ranges 
during the 1968 and 1969 survey periods and in the 
lower part of the ranges during the 1967 periods.) 
Furthermore, prime rate loans of $1 million or more 
accounted for around 70%  of the dollar volume of 
prime loans reported in the surveys. Since large 
loans are made to large organizations, it follows that 
these organizations account for the preponderance of 
the dollar volume of prime loans. If large firms 
can be considered, on average, better credit risks 
than smaller firms, it also follows that the average 
rate on large loans would naturally be closer to the 
prime rate than the average on smaller loans.

In most of the eight survey periods, the number 
of prime rate loans transacted accounted for less 
than 30%  of the total number of short-term business 
loans which were reported and on several occasions 
were less than 15% of the total. Although the 
largest size-group of loans accounted for about 70%

of the dollar volume of all prime loans, that group 
represented a smaller proportion of the total num
ber of prime loans. In the eight surveys there were 
generally more prime loans of less than $1 million 
than of more than $1 million. In the four size 
categories of less than $1 million, prime loans appear 
to have been most prevalent on loans ranging from 
$10,000 to $500,000. Thus, smaller businesses are 
certainly not excluded from the prime rate.

Reasons for Prime Rate Changes A n y  bank 
can change its prime rate. A  final decision, which 
may be several weeks or several months in the 
making, must weigh current and prospective con 
ditions in credit markets and in the economy. Thus, 
supplies of loanable funds and their cost to the bank, 
loan demand, and related interest rates all play an 
important role. For some banks, a desire for leader
ship in a rate change and the publicity that attends 
the leader can be important.

W hile leadership may be a motivating force, any 
bank contemplating a change, whether it be leading 
or following, must also think of its competitive posi
tion. Naturally, a bank which is merely following 
an established change can change more easily than 
a bank contemplating a rate different from the es
tablished rate. Banks with outstanding lines of credit 
must conform  to a general rate increase or face 
being drained of funds by those to whom they have 
extended lines of credit. If a bank initiating a 
downward change is not followed by other banks 
its loan demand could quickly exceed its loanable 
funds, while a bank standing alone at a rate above 
its competitors’ rate could experience a sharp cur
tailment of loan demand. The ability of large banks 
to undertake such risks as well as to appraise busi
ness conditions probably explains in part their preva
lence as initiators of prime rate changes. Split prime 
rates, of course, occur when banks differ in their 
analysis of business conditions or when their in
dividual situations differ.

A  given bank’s loan demand and its supply of 
funds are probably the critical elements determining 
its prime rate. These influences are reflected in the 
loan-deposit ratio chart. The prime rate clearly 
moves in a pattern similar to banks’ loan-deposit 
ratios. The ratio at New Y ork  City banks, which 
take the lead in servicing large, national firms which 
qualify for the prime rate, is higher than at other 
banks and tends to fluctuate more sharply. Swings 
in the ratio reflect swings in business activity and 
thus in business credit demands. Over the past two 
decades loan-deposit ratios have trended upward. 
In that time, the growth of loan demand has out
stripped the growth of loanable funds, in part ac
counting for the uptrend in the prime rate. In ad
dition, the fantastic growth of interest-paying time 
deposits has forced banks to charge higher rates on 
loans to protect profit margins.

Joseph C. Rarnage

Chart II

LOAN-DEPOSIT RATIOS
Per Cent Per Cent

Note: Deposit data do not include Euro-dollar 
borrowings or non-deposit sources of funds. 

Source: Board of Governors of the Federal 
Reserve System.
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