
January 17, 1946 
D r a f t 

PROSPECTS FOR BANK EARNINGS 

Summary.--Bank earnings have increased r a p i d l y i n 

-wartime years as a d i r e c t r e s u l t o f expansion i n ho ld ings o f 

Government s e c u r i t i e s and n o t w i t h s t a n d i n g a sharp dec l i ne i n 

i n t e r e s t r a t e s , a decrease i n the volume o f high in te res t ra te types 

o f l o a n s , and an increase i n bank expenses. The net p r o f i t s of 

banks, bo th i n d o l l a r aggregate and as a r a t i o t o bank c a p i t a l , 
% 

are now l a r g e r than a t any t ime i n the past two decades. W i th 

the p u b l i c debt no longer i nc reas ing the re w i l l be no need f o r 

f u r t h e r expansion o f bank ho ld ings of Government s e c u r i t i e s and 

the growth i n bank p r o f i t s might cease. 

I n a p p r a i s i n g prospects f o r bank p r o f i t s a v a r i e t y o f 

c o n f l i c t i n g f a c t o r s need t o be Considered. I t seems f a i r l y 

c e r t a i n t h a t p r o f i t s i n 1946 w i l l be somewhat h ighe r than those 

i n 1945, i n p a r t because o f the increase i n bank assets — U. S# 

Government s e c u r i t i e s and o the r investments — t h a t occur red 

l a t e i n 1945. Removal o f - t h e excess p r o f i t s tax w i l l a l so cause 

some inc rease , p a r t i c u l a r l y a t the money market banks. The d i f f e r e n c e 

i n net . p r o f i t s , i s no t l i k e l y to be great — f rom about 10-1/2 

per cent o f c a p i t a l i n 1945 t o between 11 end i l - l / 2 per cent 

i n 1946. 

C e r t a i n f a c t o r s t h a t are ope ra t i ng to reduce p r o f i t s 

w i l l become i n c r e a s i n g l y impor tan t and i t i s l i k e l y t h a t i n 1947 

p r o f i t s may be sma l le r than they were i n 1945. The f a c t o r s 
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t end ing t o redupe p r o f i t s are* 

(1 ) the r e f u n d i n g of h i gh ooupon matur ing secur i ty -

issues i n t o lower r a t e issues and, 

( 2 ) a poss ib le increase i n o p e r a t i n g expenses, 

p a r t i c u l a r l y s a l a r i e s and wages, and 

( 3 ) a l i k e l y decline in p r o f i t s on secur i t ies 

so ld ps p. d r y i n g mp o f new Treasury issues r e -

duces bank t r a d i n g i n s e c u r i t i e s . 

Banks could a lso reduce se rv i ce charges and r a i s e i n t e r e s t r a tes 

on t ime d e p o s i t s , b u t there seems t o be no tendency i n t h a t 

d i r e c t i o n as ye t and i n the computat ions presented l a t e r no 

al lowance has been made f o r such changes. O f f s e t t i n g the d e c l i n e 

i n earnings f rom these sources, t he re may be an increase i n the 

h igher i n te res t - ^ ra te types of l oans , s p e c i f i c a l l y consumer c r e d i t , 

mortgages, and loans t o smal le r business e n t e r p r i s e s . 

Bank p r o f i t s w i l l be a f f e c t e d , t o some e x t e n t , by 

monetary p o l i c i e s govern ing reserves made a v a i l a b l e t o banks and 

by the consequent investment p o l i c i e s t h a t banks may f o l l o w . I f 

the present l e v e l o f i n t e r e s t ra tes i s main ta ined and banks do 

no t inc rease f u r t h e r t h e i r ho ld ings of Government s e c u r i t i e s , and 

the re i s no s u b s t a n t i a l expansion i n l oans , bank earn ings w i l l 

dec l i ne a f t e r 1946. The second p o s s i b i l i t y , and one t h a t i s 

more l i k e l y i f e x i s t i n g monetary p o l i c i e s are c o n t i n u e d , i s t h a t 

• banks w i l l con t inue t o s e l l s h o r t - t e r m s e c u r i t i e s t o Reserve Banks 

t o c rea te a d d i t i o n a l reserves *.nd expand b o t h the t o t a l volume 

o f bank c r e d i t and t h e i r ho ld ings of h i ghe r i n t e r e s t r a t e s e c u r i t i e s . 

I n t h i s event bank p r o f i t s w i l l tend to i nc rease . 

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



- 11 -

A th i rd p o s s i b i l i t y is that monetary pol ic ies w i l l 

be changed so as to curb act ive bank buying of Government se-

c u r i t i e s . This would mean some Increase i n short-term i n t e r e s t 

ra tes . I f th is should occur there would be some increase i n 

bank p r o f i t s , Even a rather considerable f i rming of short-term 

in te res t rates, however, probably would not push bank earnings 

above 12 per cent of c a p i t a l . 

A more act ive c red i t pol icy would increase the service 

cost on the publ ic debt above what i t would otherwise be. Because 

of many d i f f i c u l t i e s i n foreseeing the exact shape and e f fec ts 

of a f i rmer c r e d i t po l icy , i t s a f fec ts cannot be estimated pre* 

c i s e l y . I t can be guessed roughly, however, that each l / 8 of one 

per oent *dded to the short-term rate should increase the service 
1 

cost on the public debt no more than 100 m i l l i o n dollars^ 

Wartime l e v e l of bank prof i ts . -« * In the period of defence 

preparat ion and i n the f i r s t year of war , banking p r o f i t * did not 

increase «s rap id ly *s p r o f i t s of i n d u s t r i a l concerns *nd other 

business l i n e s . While holdings of U. S. Government secur i t ies 

were increasing, there w«s some lag i n the booking of the earnings 

from them. At the same time expenses were growing and br»nks# 

p a r t i c u l a r l y small ones, were losing high in terest^ra te loans. 

S t a r t i n g in 1943, however, bank p ro f i t s increased and th is increase 

is s t i l l proceeding^ 

Bank p r o f i t outlook fo r 1946 and 1947,^-The prospects 

for bank p r o f i t s now depend on Treasury f inancing *nd c red i t 

1 
Acstmlmg thst there weft 14 be no effeot on the rates at which the 

Treasury would market intermedinter *nd long-term issues. 
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p o l i c i e s more than on any o ther set o f f a c t o r s . The o n l y o r d e r l y 

way i n which these p r o f i t s can be f o r e c a s t i s t o s t a r t w i t h the 

assumption -that present Treasury f i n a n c i n g and c r e d i t p o l i c i e s 

are cont inued and then to f i n d ou t how v a r i a t i o n s of these 

assumed c o n d i t i o n s mod i f y these bas ic f o r e c a s t s . 

Fo recas t i ng bank earnings i s c e r t a i n l y as hazardous 

as other types o f f o r e c a s t i n g . Even i f the p resen t pass ive 

c r e d i t p o l i c y i s assumed, many o ther f a c t o r s a r e . v a r i a b l e — the 

volume of l o a n s , the r a t e of r e t u r n on l oans , the number employed 

a t banks when manpower i s more a v a i l a b l e , the r a t e o f pay, and 

p r o f i t s f rom the s«le o f s e c u r i t i e s f The f o l l o w i n g t a b l e p re -

sents the expeoted range o f bank earnings w i t h the assumed oon^-

t i n u a t i o n of present c r e d i t and f i n a n c i n g p o l i c i e s . I t w i l l be 

noted t h a t the ranges are r e l a t i v e l y narrow so t h a t the r e a l i z e d 

p r o f i t s could e a s i l y f a l l ou ts ide i f unforeseen cond i t i ons emerge. 

The per iod f o r which these f o recas t s h*ve been made are through 

1947 o n l y , because i t i s b e l i e v e d t h a t p r o j e c t i o n s beyond t h a t 

p o i n t would be p u r e l y s p e c u l a t i v e , I n the op i n i on o f the w r i t e r , 

the h i ghe r of t he es t imates i n each of t he two ye*rs i s r a t h e r 

more l i k e l y than the lower . 
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Table l f 
MEMBER BANK EARNINGS 

(Earnings f i g u r e s are those repor ted f o r 1943 and 1944; 
es t imated f o r 1945; and f o r e c a s t f o r 1946 and 1947) 

[n n i l ! . ions of d o l l .a rs ) 
1 Q / K Range oi * f o r e c a s t s 

1940 1944 O 
/ oo f ^ 1946 1947 ^ es w/ Low Low H i f j h 

Earn ings 1,323 1,874 2,089 2,230 2,370 2,250 2,505 
On s e c u r i t i e s -

U.S. G o v t , ( e s t . ) 231 802 953 966 1,001 920 1,048 
Other 200 1 158 167 173 183 178 201 

On loans 595 563 578 682 759 736 816 
Other 297 351 391 409 425 416 437 

Expenses 921 1,127 1,238 1,285 1,365 1,295 1,435 
S p l o r i e s and wages w 525 560 585 6i25 595 665 
I n t e r e s t on t ime 

t ime depos i t s 147 144 185 190 210 190 220 
Other 373 458 493 510 530 510 550 

Net c u r r e n t earn ings 402 747 851 945 1,005 955 1,070 
Recover ies , p r o f , on 

s e c u r i t i e s , e t o . 303 318 405 290 360 210 290 
Losses pnd charge-offe 356 232 200 165 205 155 180 
Net p r o f i t s be fore 

income taxes * 833 1,056 1,070 1,160 1,180 
Taxes on ne t income * 184 ' 285 215 245 200 250 
Net p r o f i t s 349 649 771 8554 915 810 930 
Cash d iv idends 210 "250 300 275 3 l 0 
Net p r o f i t s as % o f 

o a p i t n l pocounts 6 .2 9 ,7 I 0 f 6 l l r O 11.4 9 f 8 10.8 

i n 1940. 

As ide f rom the o v e r f a l l assumption t h a t present Treasury 

f i n a n c i n g and c r e d i t p o l i c i e s are cont inued these f o recas t s 

lean on the f o l l o w i n g more d e t a i l e d assumptions: 

(1 ) The "low11 f o recas t s assume no increase i n Government 

s e c u r i t y ho ld ings beyond the l e v e l of t he 1945 year-end i n 1946 

or 1947. The " h i g h * f o r e c a s t s assume t h a t member banks add 

5 b i l l i o n d o l l a r s i n each year . This i s e q u i v a l e n t to about 6 b i l l i o n 
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d o l l a r s f o r a l l commercial banks i n each year or a. t o t a l o f 

12 b i l l i o n f o r the two years . 

(2 ) The average y i e l d on Government s e c u r i t i e s 

r e a l i z e d by banks i s assumed to f a l l as matur ing issues are 

refunded w i t h 7 / 8 f s c e r t i f i c a t e s , Market purchases are assumed 

to be a t p resent y i e l d s . I n recen t months ou ts tand ing issues 

on the market have been s t e a d i l y b i d down i n y i e l d and up i n 

p r i c e and t h i s process may go f u r t h e r , so these est imates may 

be s l i g h t l y on the h igh s i de . I t has been es t imated t h * t i n 

1945 the average r e a l i z e d y i e l d on Government s e c u r i t i e s f o r 

member banks was about l f 3 3 per cen t w i t h a range o f e r r o r 

p robab ly not more t han +0*05 per c e n t . (The average coupon 

r a t e paid by the Treasury on the s e c u r i t i e s he ld by member 

banks is about 1,65 per c e n t ) . I t i s es t imated t h a t i n 1946 t h i s 

average r e a l i z e d y i e l d wou ld , w i t h present p o l i c i e s f p robab ly 

s i n k t o about 1.25 per cent and by 1947 to 1 .20 per c e n t , 

( 3 ) I n the ^ low* f o r e c a s t " i t i s assumed t h a t t o t a l 

loans w i l l increase 2 b i l l i o n d o l l a r s i n 1946 and i n the " h i g h * 

f o r e c a s t 3 b i l l i o n d o l l a r s , I n 1947 b o t h f o r e c a s t s assumed a 

f u r t h e r expansion of 1 b i l l i o n d o l l a r s . These are a d m i t t e d l y 

o p t i m i s t i o assumptions i n v iew of war and Government s e c u r i t y 

loans to be l i q u i d a t e d , bu t they can be defended i n v iew o f 

recen t commercial l oan exper ience and consumer c r e d i t e x p e c t a t i o n s . 

( 4 ) The average earn ings r a t e on loans i s assumed to 

r i s e modera te ly . The average r e a l i z e d r e t u r n on loans dec l i ned 

f rom 4 . 0 per cent i n 1941 t o o n l y a l i t t l e more than 3 .0 per cent 

i n 1945, butf the dec l ine was not so much a change i n i n t e r e s t 
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quo ta t i ons as a change i n the s t r u c t u r e of l oans . There was 

more b i g business bor rowing a t the c i t y banks and more bor row ing 

f o r the purchas ing and c a r r y i n g of Government s e c u r i t i e s . I t 

i s expeoted t h a t w i t h the r e v i v a l of l e n d i n g to more moderate-

s i zed businesses and ^ f consumer l e n d i n g , the average r a t e 

r e a l i z e d by banks w i l l inc rease even though the s t r u c t u r e of 

i n t e r e s t r a t e s on loans does not change. How f a r t h i s increase 

i n r e a l i z e d ra tes w i l l go, assuming t h a t i t occurs a t a l l , i s 

p u r e l y s p e c u l a t i v e , b u t f o r these f o r e c a s t s i t i s assumed t h a t 

the increase i n the average i s about o n e - t h i r d of the d is tance 

back to tho 1941 l e v e l . I f consumer bo r row ing should predominate, 

t h i s increase c u l d be even grea ter and earn ings would be ra i sed 

co r respond ing l y . An expansion of mortgage c r e d i t would a l s o 

he lp t o r a i s e the average, b u t not v e r y much. 

(5 ) No changes i n go ld s tock or money i n c i r c u l a t i o n 

are a l lowed f o r . I f i t i s assumed t h a t Federa l Reserve open 

market sa les would o f f s e t any gold or cu r rency i n f l o w , each 

b i l l i o n d o l l a r s o f i n f l o w should r a i s e the ne t p r o f i t s i - c a p i t a l 

r a t i o by less than 1 /10 o f one per cent., 

( 6 ) I t i s assumed t h a t Mother , f s e c u r i t y h o l d i n g w i l l 

con t inue t o increase moderate ly as they have i n the past year . 

(7 ) I t i s assumed t h a t p r o f i t s f rom sa le o f s e c u r i t i e s , 

wh ich have been cons iderab le d u r i n g the per iod of war f i n a n c i n g , 

w i l l d e c l i n e t These p r o f i t s appear p r i m a r i l y f rom t r a d i n g , b u t 

w i t h the p u b l i c debt no longer expanding, banks are more l i k e l y 

t o hang onto e x i s t i n g h o l d i n g s . As a r e s u l t fewer t r a d i n g 

p r o f i t s may be r e a l i z e d . 
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(8 ) I t i s assumed t h a t the number o f bank o f f i c e r s 

and employees w i l l increase s l i g h t l y ps manpower becomes a v a i l -

a b l e . Average s a l a r i e s are almost sure to increase i n the nex t 

two years , I t i s est imated t h a t average s a l a r i e s of o f f i c e r s 

may inc rease f rom $5,100 i n 1945 t o a range of $5,200-15,300 

i n 1946 and $5,300-45,500 i n 1947, Average wages of employees 

may increase f rom $1,800 i n 1945 t o $ l , 900 -$2 ,000 i n 1946 and 

$1,950-12,100 i n 1947, ' 

(9 ) Average t ime depos i ts f o r the month o f December 
XdilL^^ 

a t member banks w i l l be a'bout $24^^®©. I t i s assumed t h a t the 

increase i n 1946 may be about 2 b i l l i o n d o l l a r s and i n 1947 

another b i l l i o n . These increases are cons ide rab l y less than the 

increase i n 1946 of 4.'3 b i l l i o n . The r a t e o f i n t e r e s t pa id on 

t ime depos i t s i n 1945 was 0,84 per c e n t . I t i s es t imated t h a t 

the r a t e i n 1946 r r y v a r y between 0 .80 - 0 ,84 per c e n t , and i n 

1947 f rom 0,75 * 0,84 per c e n t . 

(10) I t i s assumed t h a t taxes w i l l d e c l i n e i n bo th 

1946 «nd 1947 as a r e s u l t of the r epea l of the excess p r o f i t s 

t ax nnd the r e d u c t i o n i n r a t e on the su r tax i n the Revenue Act 

o f 1945, The dec l i ne of r a t e s i « - o f f s e t somewhat by es t imated 

increases i n taxab le income i n the next two years , -

(11) I t i s assumed t h a t bank c a n i t a l w i l l con t inue 

to increase i n 1946 and 1947 by the amount o f r e t a i n e d p r o f i t s 

p lus a sm^ l l a l lowance f o r sales o f s t o c k to i nves to rs^ 

The increase i n 1945 aopears to have been about 60Q m i l l i o n , 

The increase i n 1946 and aga in i n 1947 may range f rom 400r800 

m i l l i o n . 
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Are bank earnings excessive now?*—It i s unden iab ly 

t r u e t h a t the present l e v e l of bank earn ings i s v e r y h i g h . I n 1944 

ne t p r o f i t s a f t e r income taxes to c a p i t a l accounts amounted t o 

9 . 7 per cen t and f o r 1945 i t appears t h a t t h i s f i g u r e w i l l be 

10-! P e r cen t . A t t h i s l e v e l , banks f i re above the average of 

corpora te ea rn ings . As shown i n the f o l l o w i n g t a b u l a t i o n , bank 

earn ings i n 1945 p robab ly exceeded those of v i r t u a l l y every 

i n d u s t r i a l group except t r a d e , and serv ice and c o n s t r u c t i o n . 

They have been f a r above such s t a b l e earn ing i n d u s t r i e s as the 

pub l i c u t i l i t i e s and t r a n s p o r t a t i o n . 

Banks are b e t t e r assured t h a t these ample earn ings 

w i l l con t inue t h * n most o ther l i n e s of bus iness . Large ho ld ings 

o f Gcwernment bonds l a r g e l y insure banks aga ins t any m a t e r i a l 

d e c l i n e i n earnings i f d e f l a t i o n a r y c i rcumstances should a r i s e . 

Wi th earn ings depending on Government s e c u r i t i e s r a t h e r than 

on loan c r e d i t s ^ and w i t h p r i ces o f Government s e c u r i t i e s more 

l i k e l y than not to advance d u r i n g depress ion p e r i o d s , tho r e c u r -

rence of a sharp dec l i ne i n bank earn ings such i n 1930^-1934 

no longer i s v e r y l i k e l y . 

Table 2 . 
BANK PROFITS COMPARED WITH PROFITS OF OTHER LINES OF BUSINESS 

(Ra t io of ne t p r o f i t s to i nves ted c a p i t a l i n per cent per annum) 

Business 1942 1943 1944 1945 

Bankingi A l l member banks 6 .4 8 f 8 9 ,7 i o | 

Manufacturing 9 .9 9.6 9 .8 
Mining and quarrying 7.4 7.2 7.6 
Trade . 9 ,9 10 .1 10.2 
Transportation 8.2 7 .7 5 ,8 
Public u t i l i t i e s 6 .2 6 .6 6 . 5 
Servioe and construction 11.1 1?.5 1 1 > 
Finance 6 .9 8 .0 7 .7 

Source* Nat ional C i t y B»nk l e t t e r . 

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



- 11 -

Not on l y are bank earn ings h i g h , b u t banks are m a t e r i a l l y 

d i f f e r e n t f rom other i n d u s t r i e s i n t h a t v i r t u a l l y every bank 

i n the coun t ry i s making some p r o f i t . I n 1944 less than 1 per 

cent o f the member banks f a i l e d to earn a p r o f i t o f some amount. 

This i s i n c o n t r a s t w i t h o ther i n d u s t r i e s such as manufac tu r ing , 

t r a d e , and se rv i ce^ i n which even i n good t imes apprec iab le 

numbers w i t h i n the i n d u s t r y - - rang ing f rom 20 per cent to • 

50 per cent s u f f e r l osses . A l though the war has reduced the 

number of u n p r o f i t a b l e banks, the p r o p o r t i o n d u r i n g the 1930 fs 

was a lso less than i n o ther l i n e s of bus i ness . 

An i n d u s t r y i n wh i ch v i r t u a l l y every u n i t i s p r o f i t a b l e 

does not have an e q u i t a b l e c l a i m t o «s h i g h average earn ings as 

one i n which the. dangers o f l oss are g r e a t e r . W i t h minor excep t i ons , 

the n e a r l y u n i v e r s a l p r o f i t a b i l i t y of banks i s t r u e f o r a l l 

s izes o f banks f 

Table 3. 
RELATIVE PROFITABILITY OF BANKS 

(Percentage d i s t r i b u t i o n o f member banks i n the year 1944) 

100.0 

Banks s u s t a i n i n g losses 0 .8 

Banks w i t h ' n e t p r o f i t s as a percentage of 
average c a p i t a l accounts : To ta l 99.2 

0 - 5 per cent 10.6 
5 - 1 0 per cent 43 .5 

10 - 15 per cent 32.8 
15 per cent and over 12,3 
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Would a c r e d i t p o l i c y which curbed f u r t h e r depos i t 

expansion expand bank earn ings excess i v e l y ? - - A l t h o u g h the re are 

va r i ous degrees by which the almost p u r e l y passive c r e d i t p o l i c y 

o f wart ime might be f i r m e d , the most meaningfu l degree would be 

one s u f f i c i e n t t o stop the growth i n d e p o s i t s , What such a 

p o l i c y means i n terms o f money ra tes i s p u r e l y s p e c u l a t i v e . 

The p r imary cond i t i ons o f such a p o l i c y would be t h a t the Federa l 

Reserve System would no longer make reserves f r e e l y a v a i l a b l e 

t o banks. Federa l Reserve c r e d i t then would v a r y o n l y w i t h 

changes i n money i n o i r o u l a t i o n toge ther w i t h some al lowance 

f o r the s i ze o f Treasury balances bo th i n commercial and Reserve 

Banks. 

What such a c r e d i t p o l i c y means when t r a n s l a t e d i n t o 

money market ra tes i s v e r y debatable. Some aver t h a t an increase 

i n the c e r t i f i c a t e r a t e t o I per cent would be the net e f f e c t 

of p u t t i n g a. curb on the expansion of member bank reserves . 

Others , w h i l e a d m i t t i n g t h a t such a c t i o n might be adequate 

t e m p o r a r i l y , b e l i e v e t h a t the d i f f e r e n t i a l between s h o r t - and l ong -

term ra tes would have t o be even l e s s , un less l ong - te rm r a t e s 

are pe rm i t ted t o f l u c t u a t e up ag w e l l as down* The l a t t e r group 

m i g h t , f o r example^ b e l i e v e a c e r t i f i c a t e r a t e o f a t l e a s t 

l - l / 4 per cent would be needed. 

The e f f e c t o f such r a t e ohangef on bank earn ings a l so 

depends, o f course, on the f i n a n c i n g p o l i c y t h a t would accompany 

i t , i . e . , whether re fund ings would s t i l l be a l l i n s h o r t - t e r m 

fo rm, Assuming t h a t re fund ing .wou ld be p r i m a r i l y i n s h o r t - t e r m 
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fo rm the range of c e r t i f i c a t e , ra tes discussed above would have 

about the f o l l o w i n g e f f e o t on bank p r o f i t s * 

Member Bank Earn ings , 1947 
( i n m i l l i o n s of d o l l a r s ) 

Assuming 
e 1 per 
cent o e r -

t i f i o a t e 
r a t e 

Assuming 
a per 
oent oer~ 

t i f i o a t e 
r a t e 

Gross earn ings 2,375 2,550 
On s e c u r i t i e s 

U. S. Government 1,000 1,120 
Other 205 210 

On loans 750 800 
Other earn ings 420 420 

Expenses 1,300 1,300 
Net c u r r e n t earn ings 1,075 1,250 
Recover ies , p r o f i t s on s e c u r i t i e s , e t c . 175 150 
Losses, e t c , 150 150 
Net p r o f i t s be fo re income taxes 1,100 1,250 
Taxes on ne t inoome 220 250 
Wet p r o f i t s a . f ter income taxes 880 1,000 

per cent 
Net p r o f i t s as a r a t i o to c a p i t a l accounts 10,6 12.0 

(Adapted f rom t a b l e 1 above! 

I f the c o n t r a s t i s drawn between ( l ) h igher s h o r t - t e r m 

ra tes w i t h no expansion i n bank h o l d i n g s , and (2 ) present r a tes 

w i t h the bank buy ing t h a t i s l i k e l y t ^ accompany these r a t e s , 

the d i f f e r e n c e i s not v e r y g r e a t . I f 6 b i l l i o n d o l l a r s o f 

Government s e c u r i t i e s ape added to bank h ^ l d i n r s i n each o f the 

nex t two years a t present money ra tes gross bank earn ings increase 

by 150 m i l l i o n d o l l a r s . I f , on the other hand? a s h o r t - t e r m 

r a t e o f l * - l / 4 per cent would be requ i red t o c o n t r o l bank rese rves , 

bank earn ings would increase o n l y about 830 m i l l i o n d o l l a r s . 
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The d i f f e r e n c e between the two p o l i c i e s i n terms of the r a t i o 

of ne t p r o f i t s t o c a p i t a l accounts would be o n l y about one 

percentage p o i n t . 

The oost to the Treasury of a r e v i s i o n i n s h o r t - t e r m 

ra tes cannot be dismissed q u i t e as e a s i l y . Whi le not l a rge f 

the e f f e c t i s m a t e r i a l . Close e s t i m a t i o n of t h i s cos t i s imposs ib le 

w i t h o u t making a complex se t of c o n d i t i o n i n g assumptions. As 

a rough r u l e of thumb,e»ch l / 8 per cent i n the s h o r t - t e r m r a t e 

i s r ough l y equal t o increased se rv i ce cos t on the pub l i c debt 

of 100 m i l l i o n d o l l a r s . The iaoraase i n c o s t , however, would 

be less than a s u b s t a n t i a l r e f u n d i n g of s h o r t - i n t o l ong - t e rm 

deb t , p robab ly the on l y way the present i n t e r e s t - r a t e d i f f e r e n t i a l 

could be mainta ined f o r v e r y l ong . The "un fund ing* of the debt 

which i s now proceeding cannot cont inue w i t h o u t d r i v i n g the 

long- te rm i n t e r e s t r a t e down even below the present low l e v e l s . 

The d i f f e r e n t i a l between s h o r t - t e r m and l ong - te rm money r a t e s 

u l t i m a t e l y depends on the amount o f i n s e c u r i t y f e l t i n the money 

markets. Dur ing the war a v e r y cons ide rab le spread between the 

ra tes c m Id be sus ta ined because there was some doubt as t o 

i n t e r e s t - r a t e p o l i c y f o l l o w i n g the war . I n the e a r l y postwar 

per iod s^me d i f f e r e n t i a l , though e much sma l le r one, might s t i l l 

be sus ta inab le because of doubts i n the investment market as t o 

the a b i l i t y and i n t e n t i o n of the Government t o con t inue the 

s t a b i l i t y o f i n t e r e s t ra tes a t present l e v e l s * a lso doubts as 

t o whether f u t u r e a d m i n i s t r a t i o n s woul' i cont inue the p o l i c y . 

But a f t e r f i v e or t en years ~>f s t ab l e r a t e s , the b*nks and 
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other i nves to rs might become f u l l y convinced t h a t low and s tab le 

i n t e r e s t ra tes wr>ul<j be cont inued i n d e f i n i t e l y , I n such c i rcum-

stances, the d i f f e r e n t i a l between ra tes t h a t cou ld be susta ined 

would be n e g l i g i b l e . I f the whole i n t e r e s t r a t e s t r u c t u r e thus 

converged a t 1 -1 /2 to 1 -3 /4 per c e n t , the se rv i ce cos t on the 

whole p u b l i c debt would not be f a r d i f f e r e n t f rom the present 

l e v e l , B*nk ea rn i ngs , however, would under such c i rcumstances 

be m a t e r i a l l y h i g h e r . They would run anywhere f rom 15 to 20 per 

cent ->n t o t a l c a p i t a l accounts . 
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