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The upswing retains 
momentum

The generally healthy prospects for 
gains in business activity in 1976 
contrast sharply with the Centennial 
year of 1876, when the nation was in 
the midst of one of its longest 
depressions. The 1973-75 recession 
was the most severe since World War 
II, but much gratification can be 
taken from the year’s rapid recovery.

Agricultural highlights: 1976
Higher livestock prices and expanded 
crop marketings contributed to 
higher earnings for Seventh District 
farmers throughout the first half.

3

9

Bank profits and interest
rates: 1975 13

Last year’s beginning recovery from 
recession was marked by lower 
private credit demand and generally 
more conservative banking policies, 
which combined to foster a slowdown 
in the growth of bank profitability.
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ie upswing retains momentum
The nation’s two hundredth summer finds 
the economy generally healthy with ex
cellent prospects for further gains in 
business activity. The pace of the up
swings in employment, retail sales, and 
homebuilding moderated in the second 
quarter, following the surprisingly strong 
first quarter, but there was little apprehen
sion that these developments presaged a 
weakening in the underlying forces work
ing for recovery.

The economic improvement that 
began in the spring of 1975 has been led by 
increases in consumer spending, especial
ly on autos and such other durable goods 
as recreational equipment with instalment 
credit used extensively. The change from 
rapid liquidation in business inventories to 
moderate accumulation also has been a 
major factor in the uptrend. Starts on 
single-family homes have almost re
gained the peak levels of the early 1970s, 
aided by easier availability of mortgage 
credit. Sales of some producer goods, es
pecially trucks and farm equipment, have 
been strong.

Despite substantial improvement, full 
prosperity has not yet returned. Un
employment remains unsatisfactorily 
high in most regions, and there are fears 
that inflation will accelerate again. Non- 
residential construction and orders for 
most heavy capital equipment have 
remained slow. These lagging sectors can 
be expected to contribute more fully to 
aggregate demand as margins of unused 
capacity, quite ample currently in virtually 
all sectors, are reduced.

Confidence grows

Most economic forecasters have raised 
their sights since early 1976. This trend is

typified by the Administration’s projec
tions presented in the Midyear Budget 
Review, appreciably more favorable than 
those published last January. Gross 
national product, adjusted for price 
changes, is now estimated to be 6.8 percent 
higher in 1976 than in 1975, rather than 6.2 
percent; the consumer price index next 
December is expected to be 5 percent higher 
than a year earlier, rather than 5.9 percent; 
and unemployment is expected to average 
7.3 percent of the labor force, rather than 
7.7 percent. In July, as in January, the Ad
m inistration ’s estimates closely ap
proximated the consensus or “ standard” 
forecast.

Although adjustments in the forecasts 
offered near the turn of the year are not 
great, they are in the right direction. With 
the year more than half completed, 
moreover, 1976 forecasts can be asserted 
with fewer hedges and qualifications. 
Finally, many forecasters have gained suf
ficient confidence to predict continued

Rise in consumer prices has 
slowed in 1976
percent increase, year to year

1970 1971 1972 1973 1974 1975 1976
"June to June
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growth through 1977, partly because the 
advance thus far has been orderly and not 
characterized by the excesses that under
mined earlier expansions.

The contours of recovery

Earlier this year the Department of 
Commerce’s Bureau of Economic Analysis 
published a major revision of the national 
income and product accounts—the first 
such revision since 1965. Although many 
refinements were introduced, the rate of 
economic growth and the pattern of 
business cycles since World War II are not 
greatly altered.

The average annual rise in gross 
national product adjusted for price change 
from 1948 through 1974 is 3.6 percent, us
ing either the old or the new data. Quarter
ly peaks and troughs of business cycles re
main the same, except that the low quarter 
of the 1960 recession is now shown as the 
fourth quarter of 1960 rather than the first 
quarter of 1961.

Measured by real GNP, the expansion 
that began in early 1971 reached its peak in

the fourth quarter of 1973 when the Arab 
oil embargo was imposed. Real GNP 
declined throughout 1974, but a rapid 
acceleration of the decline began late in the 
year and continued into early 1975. From 
peak to trough real GNP declined 6.6 per
cent, twice as much as in the worst of the 
five previous recessions since World War 
II, which had continued for an average of 
only three quarters. Pessimism was 
widespread early last year, but it is now 
clear that the economy was poised for a 
vigorous rise.

From the first quarter of 1975 to the se
cond quarter of 1976 real GNP rose 8.5 per
cent, according to preliminary data, equal 
to the average rate of gain in five earlier 
postwar cycles over comparable periods. 
Five-quarter increases from the trough in 
real GNP ranged from 6.5 percent after the 
1970 trough to almost 11 percent in 1949-50 
when the advance was stimulated by the 
beginning of the Korean War.

Over a longer horizon comparisons of 
the current expansion with the past are 
less favorable. In the second quarter of 
1976 real GNP was only 1.4 percent above

Six business cycles since World War II
Gross national product in billions of 1972 dollars, 

quarterly totals at seasonally adjusted annual rates; 
declines and increases in percentages.

1948 1953 1957 1960 1969 1973

Peak IVQ48 496 IIQ53 626 IIIQ57 686 IQ60 741 IIIQ69 1083 IVQ73 1243
Trough IIQ49 489 IIQ54 606 IQ58 663 IVQ60 732 IVQ70 1071 IQ75 1161

Decline 1.4 3.3 3.2 1.2 1.1 6.6

After five-quarter
rise IIIQ50 542 IIIQ55 660 IIQ59 726 IQ62 788 IQ72 1141 IIQ76 1260

Increase:
from trough 10.9 9.0 9.5 7.7 6.5 8.5
from peak 9.4 5.4 5.9 6.4 5.3 1.4
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the previous cycle peak. At comparable 
points in five previous cycles real GNP 
averaged 6.5 percent above the previous 
peak.

The relatively unsatisfactory perfor
mance of the economy in the past two and 
one-half years reflects a combination of 
f o r c e s ,  d o m e s t ic  an d  fo r e ig n .  
Developments such as the energy crisis, 
poor crops, imbalances associated with 
price and wage controls, continued high 
rates of inflation, efforts at environmental 
control, financial problems of state and 
local governments, heavy private and 
public debts carried at high interest rates, 
and failures or retrenchments of certain 
large businesses and financial institutions 
imposed unprecedented burdens on the 
economic structure. Programs to deal with 
these problems will continue to hold the 
center of the stage for years to come.

Industrial production gains

Aside from the gross national product 
accounts, the Industrial Production Index 
(IPI), prepared by the staff of the Federal 
Reserve Board, is the most comprehensive 
barometer of U.S. economic activity. It 
measures total physical output—there is 
no need to adjust for inflation—in 
manufacturing, mining, and gas and elec
tric utilities as indexes with 1967=100.

In late June a general revision of the 
IPI was published, the first since 1971. Ad
ditional source materials and new tech
niques have been utilized to provide ad
ditional component series and new market 
groupings. Estimates of capacity and rates 
of utilization have been revised and 
expanded.

In business cycles, fluctuations in 
industrial production always show a 
steeper amplitude, both up and down, than 
changes in real GNP. Partly, this is 
because the IPI does not cover the service 
industries or the government sectors 
which are usually relatively stable. About

95 percent of the IPI consists of manufac
turing and mining, which are strongly in
fluenced by inventory accumulations or 
liquidations—prime factors in business 
cycles.

The new version of the IPI shows the 
cyclical high of the last expansion as June
1974, rather than November 1973, 
although the difference between the two 
months is less than one-half of 1 percent. 
The new index, as the old, traces a 
moderate dip in early 1974, associated with 
the oil embargo, followed by a recovery 
when shipments were resumed. Industrial 
production was virtually stable from June 
through September 1974, before beginning 
a steep decline to the low point in March
1975.

The decline in industrial production 
from September 1974 to March 1975 was 15 
percent, compared to 12 percent in the old 
index. This was more than double the 
decline in real GNP, and greater than the 
13 percent decline in industrial production 
in the 1957-58 period, deepest of the earlier 
post-World War II recessions. From March 
1975 to June 1976 the IPI rose each month 
for a gain of 16 percent overall, which com-

Manufacturing output nears 
1974 peak
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pares favorably with earlier expansions. 
Nevertheless, the IPI was still about 1.5 
percent below its previous high.

As usual, the drop for durable goods 
manufacturing, 19 percent, was greater 
than for nondurables, 16 percent, but not 
as much so as to earlier recessions. Ex
cessive accumulation of nondurable goods 
inventories followed by heavy liquidation 
is one of the developments that differen
tiates the 1974-75 decline from earlier ones. 
Recovery was rapid, however. By January 
1976 nondurable goods manufacturing 
reached a new high and in June it was 
more than 2 percent above its 1974 high. 
Total durable goods production in June 
was still 6 percent below its prerecession 
high reached in November 1973.

Employment and wages

Nonfarm payroll employment reached 
79 million in June, up 2.7 million from the 
recession low reached in June 1975, and 
about 160,000 above the cyclical high of 
September 1974. Manufacturing employ
ment at 18.9 million in June was 800,000 
above the year-earlier level, but still 1.5 
million under the all-time high of 
December 1973. Job markets have 
strengthened in virtually all areas and in
dustries, and workweeks have lengthened. 
(These totals do not include workers on 
strike.)

The national unemployment rate was 
7.5 percent in June, much reduced from the
8.9 percent estimated for May 1975, but 
well above the 5 percent level of the 
prerecession period. Unemployment 
remains especially high in the motor vehi
cle centers, despite a substantial rise in out
put of cars and trucks. Increases in employ
ment in the past year in Indiana, Iowa, 
Michigan, and Wisconsin have ap
proximated the national gain, but Illinois 
has lagged behind.

Increases in worker compensation 
moderated in the recession period, but not

as much as in earlier periods of high un
employment. In the year ending in March, 
white collar salaries averaged 7 percent 
above the year-earlier level. This was less 
than the 9 percent rise in the year ending in 
March 1975, but still the second largest 
gain in a series dating back 16 years.

Most negotiated labor settlements this 
year have been in the 8 to 10 percent range, 
compared to an average of about 10 percent 
in both 1974 and 1975. However, some ma
jor contracts have called for boosts of 
about 33 percent over three years— 
assuming a 6 percent cost-of-living adjust
ment (COLA). Union negotiators have 
placed heavy emphasis on COLA clauses 
which have been absent or limited by 
“ caps” in many contracts. Pressure has 
been exerted also for expanded medical 
and dental coverage, tax-exempt to 
workers, which is increasingly expensive 
because of the sharp rise in the cost of 
medical care.

Overall it appears that average total 
worker compensation per hour in the 
private nonfarm economy will rise about 8 
percent in 1976, which is about the annual 
rate of rise in the first half and compares 
with over 9 percent in 1974-75. The average 
for the past five years is almost 8 percent, 
well above the annual increases in prior 
decades.

Productivity and prices

Increases in worker compensation 
need not lead to higher prices if they are 
offset by increases in output per man-hour 
(productivity). Since World War II produc
tivity has increased by about 2.5 percent 
per year. However, in the 1966-75 period 
productivity rose at an average of only 1.5 
percent per year with a decline of over 2 
percent in 1974 and a rise of only 1 percent 
in 1975. Increases in worker compensation 
in excess of increases in productivity are 
translated into increases in unit labor 
costs, which, in turn, are fairly closely
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reflected in increases in prices of goods and 
services.

If increases in worker compensation 
average 8 percent in 1976 and productivity 
increases at the historic rate, a rise in both 
unit labor costs and nonfarm prices of 5 to 
6 percent is probable. Productivity gains 
usually exceed the long-term average in 
years of vigorous expansion when new 
facilities are used more efficiently. Gains 
of 3.4 percent were achieved in both 1971 
and 1972. Such increases are by no means 
assured for 1976 and 1977, however. Shor
tages of fuel (particularly natural gas), dis
ruptive strikes, increased labor turnover 
associated with prosperity, and spreading 
legal and regulatory restrictions on 
managerial prerogatives will tend to raise 
operating costs. As the expansion con
tinues, moreover, less efficient labor and 
facilities necessarily will be brought into 
production. These developments raise unit 
labor costs and, indirectly, tend to push up 
selling prices.

Productivity gains partially 
offset wage increases
percent change, year to year

Bottlenecks and shortages

Starting in late 1972 and continuing 
through the summer of 1974 the U.S. 
economy was operating at virtual capacity 
with total output limited by availability of 
fuel, steel, most nonferrous metals, many 
chemicals, and various types of finished or 
semi-finished manufactured goods. The 
situation reflected strong demand from all 
major sectors, but it was compounded by 
the oil embargo, poor crops in 1974, price 
and wage controls (which expired on May 
1, 1974), and environmental regulations 
that forced closings of various es
tablishments, such as foundries and coke 
ovens.

The 1972-74 experiences with short
ages repeated on a vastly larger scale 
situations that developed in late 1965 and 
early 1966. When lead times on new orders 
lengthen and suppliers report frequent 
“outages,” problems tend to cumulate as 
businesses and consumers attempt to ac
quire adequate supplies by ordering 
further ahead, perhaps by doubling orders 
from alternative sources. Economic 
analysts, therefore, are keeping close touch 
with early warning signs of impending 
stringencies.

In the summer of 1976 ample margins 
of capacity were reported in most sectors 
and the supply of both skilled and un
skilled workers was generally deemed ade
quate. Many manufacturers have added 
capacity to produce products that were 
bottlenecks in 1973-74, e.g., components for 
producer equipment. A new measure of 
capacity developed by the Federal Reserve 
Board staff for 96 materials indicates an 
average operating rate of 80 percent of 
capacity in the second quarter of 1976, 
compared to a low of 71 percent a year 
earlier, and a high of 93 percent in the 
fourth quarter of 1973. (In many industries 
operating rates in the low 90s represent 
effective full utilization of facilities.)

But buyers’ markets are not universal.
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Currently, cold rolled steel sheet 
shipments are being allocated by mills to 
ensure orderly distribution. There is con
cern that the steel supplies may tighten for 
a broader range of products late this year 
or in 1977. The industry’s main procure
ment problem is coke. Continuing cur
tailments of natural gas supplies are 
hampering many industrial operations. 
Castings and forgings may be in short 
supply if the upswing in producer equip
ment accelerates. Purchasing managers’ 
reports indicate that lead times on new 
orders have been lengthening in recent 
months. In June 45 percent of Milwaukee 
area companies reported longer lead times, 
while only 1 percent reported shorter leads. 
A year earlier only 1 percent reported lead 
times had lengthened, while 51 percent 
said they had shortened.
Looking ahead

The relatively favorable status of the 
U.S. economy this summer contrasts with 
the situation in the Centennial year of 
1876, when the nation was in the midst of 
one of the longest depressions in its 
history. The 1973-75 recession was the 
most severe since the decline of 1937-38, 
but gratification can be taken from the sub
sequent rapid recovery.

The record of the past 200 years shows 
a steady progression to new highs in activi
ty, but it is marred by successive panics 
and depressions with some enduring for 
several years, which caused widespread 
hardship. Without exception, serious 
declines in activity were preceded by 
speculative booms.

Business declines since World War II 
have been moderated and shortened by 
programs to support income and by active 
use of monetary and fiscal policy. Unfor
tunately, these measures mainly stimulate 
demand, rather than supply, thereby rais
ing the specter of accelerating inflation. 
Imbalances caused by inflation tend to re
quire periodic adjustments that may lead 
to recessions.

In recent months various analysts 
have suggested, perhaps prematurely, that 
1976 is “in the bag,” and have turned to dis
cussing the probable state of the economy 
at the end of 1977. In economic forecasting 
an 18-month horizon must be viewed as 
“ long-term,” because unforeseen develop
ments may completely overturn well-laid 
plans. Historical experience suggests that 
moderate and steady growth is essential to 
a long-lived expansion.

George W. Cloos

1776-1976 A Bicentennial Chronology
of economic and financial events in their social 
and political environment was prepared by the* 
Research Department of the Federal Reserve 
Bank of Chicago and was published in July 
1976. Although emphasizing economics and 
finance, the book has a broad appeal to anyone 
interested in the history of the United States. 
The 92-page chronology contains over 2,800 en
tries plus charts and tables that describe the 
growth of the U.S. economy from simple rural 
beginnings to the complex society of today.

While supplies last, single copies free on re
quest, additional copies $1 apiece.

Research Department, Federal Reserve Bank of Chicago, P.O. Box 834, Chicago, IL 60690
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gricultural highlights:
A marked expansion in livestock produc
tion coupled with rapid utilization of major 
crops characterized the agricultural sector 
in the first half of 1976. The composite in
dex of prices received by farmers trended 
higher in the second quarter and averaged 
above year-earlier levels throughout the 
January-June period. Higher prices and 
larger marketings boosted farm incomes 
and contributed further strength to 
farmland values and capital expenditures 
by farmers. Retail food prices trended 
downward during the first quarter, but an 
uptrend in the second quarter was offset
ting. By midyear retail food prices were 
about equal to the ending 1975 level and up 
4 percent from a year earlier.

Financial developments

C u rren t estim a tes indicate cash  
receipts from farm marketings rose 14 per
cent above the rather low year-earlier level 
during the first half. In the Midwest higher 
livestock prices and an expanded volume 
of crop marketings contributed to the 
higher earnings. Production expenses also 
rose, but the rate of increase was 
moderated by substantially lower prices 
for fertilizer and feed. Preliminary es
timates peg net realized farm income at $22 
billion (seasonally adjusted annual rate) 
during the first quarter—down somewhat 
from the fourth quarter of 1975 but well 
above the $17.6 billion in the same period a 
year ago. Net farm income rose during the 
second quarter, but probably did not ex
ceed the $26.2 billion registered during the 
April-June 1975 period.

High farm income no doubt con
tributed to further large gains in farmland 
values as well as continued strength in 
capital expenditures by farmers. A recent

survey of agricultural bankers in the 
Seventh Federal Reserve District indicated 
district farmland values rose 13 percent 
during the first half and 30 percent in the 
year ending July 1. The magnitude of the 
land boom in recent years is without 
historical precedent and puzzling to most 
observers. But the major forces appear to 
include a large volume of credit which is 
reinforcing aggressive bidding for 
farmland by farmers, particularly those 
with high expectations for the future and 
those interested in expanding existing 
operations.

Strength in capital expenditures by 
farmers has continued this year, par
ticularly as reflected in purchases of new 
tractors and equipment. During the first 
five months of this year unit retail sales of 
farm tractors were up 8 percent, while even 
larger gains were reported for other m ajor

Food prices moved up in 
the second quarter following 
first-quarter declines
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Farmland values in Illinois and 
Iowa pace district advance
percent change
50

Michigan Wisconsin Indiana Iowa Illinois

items of farm equipment. Unit sales of 
these dimensions plus the ongoing shift 
toward larger-capacity equipment has 
materially enhanced the size of operation 
that an individual farmer can handle, as 
suggested by the exceptionally rapid 
progress made by farmers during this 
year’s spring planting season.

Farm debt continued to advance dur
ing the first half, but the rate of increase 
was down from a year ago. The amount of 
loans made by Production Credit 
Associations (PCAs)—the short- and 
intermediate-term lending arm of the 
Farm Credit System—rose 18 percent dur
ing the January-June period. A much im
proved loan repayment rate, however, 
limited the year-to-year rise in PCA out
standings to 12 percent at the end of June. 
New money loaned by Federal Land 
Banks—the mortgage lending arm of the 
Farm Credit System—rose 4 percent above 
the high year-earlier level during the first 
half, pushing midyear outstandings up
ward by more than 16 percent.

Commodity review

Corn prices were at a two-year low at 
the end of 1975, while soybean prices were 
at a three-year low. The lower prices 
reflected the consensus that utilization

would not absorb all of the record 1975 
harvest, and, therefore, carryover stocks 
would register sizable increases. Moreover, 
early reports of farmers’ planting inten
tions provided optimism for a large 1976 
feed grain harvest. But during the first half 
a number of developments ultimately led to 
considerable midyear strength in crop 
prices.

Initially, widespread drought over the 
major U.S. winter wheat production areas, 
coupled with evidence that winter grain 
crops in the USSR were also experiencing 
substantial weather stress, buoyed wheat 
prices and set off ripples in corn and soy
bean prices. The upward momentum in 
com and soybean prices, however, was 
temporarily calmed by the nearly ideal 
spring season that permitted farmers to 
complete crop plantings well ahead of nor
mal. But strong upward pressures, par
ticularly for soybean prices, returned in 
late May reflecting the market’s concern 
about drought in the Northern Plains of 
the United States and in Western Europe.

These concerns were reinforced by an 
unexpectedly strong demand—from both 
foreign and domestic sources—for old crop 
com and soybean throughout the first half.

Soybeans pace midyear rise 
in major crop prices
dollars per bushel
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Ultimately, it became apparent that 
utilization of corn would exceed the record 
1975 harvest, eliminating hopes of any 
buildup in the low carryover stocks. For 
soybeans the revised carryover estimates 
were well below initial expectations and— 
although still the highest in six years—too 
low to offset the anticipated drop in produc
tion this year.

Crop price developments in the near 
term will hinge largely on the impact of 
worldwide weather conditions on this 
year’s harvest. Although crop prospects in 
the United States have reflected the ebb 
and tide of changing weather conditions, a 
midyear assessment indicates domestic 
crops are in fairly good condition. The 
winter wheat crop currently being 
harvested was sharply lowered by the 
winter/spring drought. But a pickup in 
spring plantings plus larger carryover 
stocks indicate total wheat supplies for the

Corn exports in 1975/76 reach new 
highs with one quarter yet to go
million bushels

crop year ending Sept. 30
*USDAestimate

marketing year that began June 1 will ex
ceed a year earlier by about 5 percent.

Because the soybean-to-corn price 
ratio was decidedly in favor of corn this 
spring, farmers boosted planted corn 
acreage 8 percent—to the highest level 
since 1949—while seeding 10 percent fewer 
acres of soybeans. Production prospects 
are still highly tentative at this time 
because the harvest is several weeks away. 
Nevertheless, a rise of one-tenth or more 
from last year’s record corn harvest is well 
within the realm of possibilities for this 
fall. Conversely, soybean production could 
be down by around one-tenth. These 
production possibilities, coupled with 
prospective rates of utilization, suggest an 
easing from the tight supply/demand corn 
balance, while the balance for soybeans 
moves toward a much tighter position.

Livestock trends

Livestock production registered 
significant gains in the first half. In 
general, the turnaround reflected the much 
higher livestock-to-feed price ratios that 
became evident with last fall’s record corn 
harvest. The higher ratios markedly im
proved the financial returns to most 
livestock producers—although returns to 
cattle feeders continued to vacillate during 
the first half—and were in marked con
trast to the developments that followed the 
short grain harvest in 1974. Overall, the 
first-half expansion afforded consumers a 
3 percent year-to-year increase in milk 
production, a 10 percent gain in beef 
production, a 13 percent rise in poultry 
production, and a 1 percent increase in egg 
production. Although pork production hit 
a 10-year low during the first half, sizable 
increases are expected during the next 
several quarters.

The prospective turnaround in pork 
production stems from a sharp rise in this 
year’s spring pig crop (December 1975-May 
1976), up 16 percent from the 40-year low of
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1975. Moreover, recent farrowing inten
tions of hog producers suggest the rise in 
the fall pig crop (June-November 1976) 
may even be slightly larger. These 
developments portend rising pork supplies 
at least through mid-1977.

Beef production during the second half 
of 1976 is expected to be down somewhat 
from the record first-half performance and 
about equal to the high year-earlier mark. 
But in contrast to a year ago the cattle 
slaughter mix will contain a higher propor
tion of grain-fed cattle. The midyear inven
tory of cattle on feed in the 23 major states 
was 17 percent above the low mark a year 
ago, portending roughly comparable gains 
in fed cattle marketings during the second 
half. Slaughter of cows and nonfed steers 
and heifers will be down substantially 
from the abnormal highs of last year, par
ticularly if the feed grain harvest holds 
close to midyear expectations. Cattle 
prices have been lower than expected 
throughout much of the first half, but most 
observers continue to project late summer

Midyear prices of livestock are 
well below earlier peaks
dollars per cwt.

Rising hog slaughter through mid- 
1977 will follow upturn in pig crop
percent, 1966-67=100

1966 ’67 ’68 ’69 ’70 ’71 ’72 ’73 ’74 ’75 ’76 ’7 7 "
twelve months ending in June

’ Lagged seven months 
“ Estimate

recoveries followed by moderate seasonal 
declines this fall.

Milk production will likely remain 
above year-earlier levels during the second 
half, but the magnitude of the year-to-year 
gains might narrow somewhat. The 
highest milk/feed price ratios since 1972 
led to sharp increases in output per cow 
and less-than-normal declines in milk-cow 
numbers during the first half, trends that 
are expected to continue in the second half. 
The midyear milk price of $9.14 per hun
dredweight was 15 percent above last 
year’s level and probably represents the 
seasonal low for this year. A continuation 
of the exceptionally strong consumer de
mand for dairy products portends a signifi
cant second-half uptrend in milk prices 
received by farmers, although probably 
not matching the $2.33 rise during the last 
six months of 1975.

Gary L. Benjamin
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Bank profits and interest rates: 1975
The 1975 operating results reported by 
Seventh District member banks again 
provided evidence that the level and struc
ture of interest rates have far-reaching im
pacts on the profits of various classes of 
banks. For a given bank the impact 
depends largely upon the composition and 
maturity of its assets and liabilities, which 
appear to be related to deposit size.

The first year of recovery from the re
cent recession was marked by lower 
private credit demand and generally more 
conservative policies on the part of banks, 
which combined to foster the slowdown in 
the growth of total bank assets. Short-term 
interest rates were sharply lower in 1975 
compared to 1974, while long-term interest 
rates remained relatively high.

The effect of the decline in short-term 
interest rates on bank profits varied with 
bank size. The larger banks, which are 
heavy users of money market funds, 
benefited most from the lower rates as 
operating costs decreased more than in
come. For member banks with total 
deposits over $10 million, profitability in
creased on average to 11.8 percent from 
11.5 percent in 1974, as measured by the 
ratios of net income to equity capital in
cluding reserves. For the small banks the 
lower money market interest rates de
creased the contribution to operating in
come from federal funds sold, while the 
rate of interest paid on time and savings 
deposits changed little. Their average 
profitability ratio declined almost one- 
fifth, from 11.9 to 9.8 percent.

Shift to Treasury issues

The weakness in private credit de
mand was evident at all Seventh District 
member banks. Gross loans, including

federal funds sold, declined slightly in 1975 
as a percentage of total assets after climb
ing steadily from 11 percent during World 
War II to 56 percent in 1974. At banks with 
total deposits over $100 million most of the 
private credit weakness last year was in 
commercial and industrial loans—down 8 
percent. Their average rate of return on 
gross loans excluding federal funds sold 
dropped 65 basis points to 8.53 percent 
with the result that the interest and fees 
contributed 63 percent to the operating in
come of these banks, down from 66 percent 
a year earlier. At banks with deposits of 
less than $10 million the outstanding 
amount of federal funds sold declined 33 
percent as the federal funds rate fell below 
the prime rate and the market yield on 
most Treasury issues. Interest earned on

Yields on Treasuries became 
attractive to district banks as 
short-term rates declined
percent

1974 1975
‘ Monthly average of daily market rate 

“ Average rate for Seventh District member banks.
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Interest rate changes 
affected profitability . . .

because of the impact on 
income and expenses

percent percent
net income to equity capital includinq reserves

under 5 5-10 10-25 25-50 50-100 100-500 over 500
bank deposit size (million dollars)

earnings on federal funds sold 
and securities bought under resale 
agreements to operating income

federal funds sold provided only 7 percent 
of their operating income in contrast to 16 
percent in 1974. Commercial and in
dustrial loans outstanding at these banks, 
however, rose 28 percent; the average rate 
of return on gross loans excluding federal 
funds sold gained 14 basis points to 8.33 
percent, closer to the rate at the larger 
banks. The interest and fees on loans other 
than federal funds sold at these banks con
tributed 53 percent of operating income, up 
from 50 percent in 1974.

Commercial banks absorbed a large 
proportion of the U.S. Treasury’s record 
issuance of public debt securities, the main 
source of credit demand in 1975. According 
to the Treasury Department’s survey of 
ownership of the public debt, of the $74.9 
billion increase in interest-bearing 
marketable public debt held by private in
vestors, $27.1 billion, or 36 percent, was 
placed with commercial banks. Although 
commercial banks often tend to increase 
their holdings of government securities 
during recessionary periods when loan de
mand declines, last year’s gain was the 
largest since World War II.

The increase in holdings of U.S. 
Treasury and other federal government 
securities at most Seventh District member

16 -
cost of federal funds bought and 
securities sold under repurchase 

1 2 -  agreements to operating income

under 5 5-10 10-25 25-50 50-100 100-500 over 500
bank deposit size (million dollars)
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banks, coupled with a higher average rate 
of return, had the effect of increasing the 
percentage of operating income con
tributed by such securities from 17 to 19 
percent. The average rate of return earned 
on Treasury issues rose from 6.60 to 6.80 
percent as the heavy financing supported 
interest rates on Treasury notes and bonds 
and banks added such issues with longer 
maturities to their portfolios. District bank 
holdings of U.S. Treasury notes and bonds 
rose about 27 percent during 1975.

Member banks in all deposit-size 
groups acquired federal government 
securities in 1975, both Treasury and agen
cy issues. At the banks with total deposits 
of less than $10 million, such issues 
traditionally have represented about one- 
fourth of total assets and contributed 
about the same proportion of the operating 
income. Although the amount of Treasury 
issues relative to total assets has been 
declining at these banks, agency securities 
have steadily increased. Last year the 
percentage of total assets in agency 
securities rose from 7 to 8 percent, but the 
fraction in Treasuries also increased from 
16 to 17 percent. Medium- and larger-sized 
banks (over $25 million in deposits), for 
whom U.S. government securities have 
been a steadily declining share of the port
folio since World War II, purchased sub
stantial amounts of Treasury offerings, 
and such issues increased from an average 
of 9 percent of total assets in 1974 to 10 per
cent in 1975.

E ffect on expenses m ixed

Lower market interest rates enabled 
larger banks to reduce operating expenses 
more than operating income relative to 
total assets. Consumer-type savings in
flows decreased their reliance on money

market sources of funds, and the smaller 
amount of large CDs sold and federal 
funds purchased was at lower rates. For 
banks with total deposits over $100 
million, interest paid on deposits averaged 
5.74 percent of time and savings deposits, 
down 69 basis points from a year earlier. 
The expense of federal funds purchased 
declined from 8 to 5 percent of operating in
come. The results were truly dramatic at 
the very large banks (deposits over $500 
million) where the ratio of interest paid to 
total time and savings deposits averaged 
5.92 percent, reversing the record increase 
of 144 basis points the previous year, and 
the expense of federal funds purchased 
relative to operating income dropped from 
16 to 9 percent.

Banks for whom the sale of large CDs 
and the purchase of federal funds are less 
important sources of funds failed to share 
in the decrease of operating expenses 
relative to total assets. For banks with 
deposits of less than $50 million, the 
average rate of return paid on time and 
savings deposits changed little and 
savings inflows increased the total inter
est paid on deposits relative to operating 
income.

Provisions for loan losses from 
operating income continued to account for 
some differences in reported profitability 
among size groups. The very large banks 
increased their transfers to loan loss 
reserves to 4.0 percent of operating income 
from 2.3 percent a year earlier, at least par
tially reflecting the increase in the ratio of 
actual net loan losses to total loans from 
.38 percent in 1974 to .47 percent in 1975. 
By contrast, banks with less than $25 
million in deposits reduced the provision 
for loan losses from 1.8 to 1.6 percent of 
operating income in 1975.

Eleanor Erdevig
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