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Although operating in a recession 
atmosphere, commercial banks in 
1974 faced record money rates 
fanned by rampant inflation and 
heavy business-credit demands. The 
more successful banks adjusted well 
to this unorthodox mix, racking up 
record profits from a massive 
expansion in loans at record rates 
of return. But some banks fared 
badly, however, because of large 
loan losses, foreign-exchange diffi
culties and securities losses. The 
strains which developed as the year 
progressed brought about a 
fundamental reassessment of bank 
goals, as managements shifted their 
focus to the soundness of their basic 
structure rather than asset growth 
and expansion of banking markets.
In sum, last year left a legacy of 
major problems which banks will 
have to surmount in 1975.

Chronology
After two and a half months of 
relative stability in early 1974, the 
financial scene was beset by rising 
money rates which reached all
time highs in mid-summer.
Heavy business-credit demand 
converged on the nation's financial 
markets, and most importantly on 
the banks. By midyear financial 
markets became severely strained 
as business firms ran into trouble 
meeting their credit needs in the 
commercial paper and capital 
markets, and as bankers them
selves became more cautious and 
restrictive in their lending policies.

The narrowly-defined money 
supply (Mj) grew at annual rates of 
5.5 and 6.5 percent, respectively, in
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the first two quarters of the year, 
but at only a 1.6-percent rate in the 
tighter July-September period. 
Then, as signs of a deepening 
recession became increasingly 
evident, Federal Reserve policy 
eased somewhat; at its September 
meeting, the Federal Open Market 
Committee sought "to achieve bank 
reserve and money-market condi
tions consistent with moderate 
growth in monetary aggregates 
over the months ahead." But 
money-supply growth responded 
disappointingly with only a 4.1- 
percent rate of growth for the 
final quarter.

The Fed shifted reserve require
ments in September and late 
November, primarily with the 
intention of lengthening the 
maturity structure of bank liabilities. 
This week it made a more overt 
move toward ease by reducing 
reserve requirements on demand 
deposits by a full percentage point, 
to 16.5 percent, on deposits over 
$400 million. Also, it reduced the 
discount rate in two separate steps, 
to 73A percent in December and 
to 71A percent early this month.

Despite 1974's exceedingly difficult 
economic environment, total bank 
credit increased to a record $686 
billion—a $51 billion (8-percent) 
gain, almost all of which was 
recorded in the first half of the year. 
Loans accounted for the vast bulk 
of the increase; for the second year 
in a row, banks added only modestly 
to their security portfolios, although 
this was due mostly to a net reduc
tion in holdings of U.S. Treasuries.

(continued on page 2)
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of Governors of the Federal Reserve System.

Business loans dominated the 
overall expansion with a $25-billion 
(16 percent) increase, almost equal 
to the massive 1973 expansion. 
Business loans increased at a very 
rapid pace until about midsummer, 
but then the expansion rate became 
erratic, and in December business 
demand declined dramatically.
The strong credit demand evident 
for most of the year stemmed from 
inflation-induced increases in 
operating costs (particularly for 
carrying inventories), from supply 
and energy shortages, and from 
delayed completion dates on 
business-investment projects.

CD difficulties
To finance 1974's strong credit 
expansion, banks again relied 
more heavily on "liability manage
ment" than on more traditional 
capital sources of funding. Demand- 
deposit growth was relatively small, 
reflecting the late-year slowdown 
in the money supply. Savings and 
time deposits (other than large 
CD's) expanded about $30 billion, 
slightly less than in 1973. But large- 
denomination negotiable CD's— 
the largest single source of funds— 
expanded by $29 billion, or 
considerably faster even than the 
preceding year's $191/2-billion 
increase.

Heavy reliance on these high-cost 
and highly volatile funds caused 
problems for banks, particularly 
around mid-year when financial 
markets became badly strained. As 
investors shifted their funds to only

the largest and strongest banks, 
other banks outside the top tier 
found it difficult to obtain money, 
even at premium rates. (Meanwhile, 
banks generally found it difficult to 
match their relatively short-maturity 
CD's with their longer-maturity loan 
assets.) In addition, CD funds were 
very expensive; offering rates 
reached 12 percent in midsummer.

Banks obtained relatively few funds 
from outright sales of loans to their 
foreign branches, holding com
panies and affiliates. However, they 
borrowed a record amount through 
purchases of Federal funds, 
notwithstanding record rates which 
reached an all-time high of 13.55 
percent at mid-year. Member-bank 
borrowing at the Federal Reserve 
discount window also exceeded 
any previous level, partly because 
of the money squeeze but also 
because of the heavy borrowings of 
the troubled Franklin National 
Bank. These funds cost 8 percent 
during most of the year— a 
record, although far below the 
cost of other sources of funds.

In the first half of 1974, banks had 
trouble covering the rapidly rising 
cost of the funds which they needed 
to accommodate their strong loan 
demand. They had lowered the 
prime rate from 92 3A to 83A percent 
during the relatively calm opening 
months of the year, but as money 
rates began to soar they pushed up 
the prime to a record 12 percent
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in early July. Banks held the prime 
at that level until early October, 
somewhat after market rates turned 
downward, and thereafter they kept 
the prime from falling as rapidly 
as the rates on the funds they 
borrowed. At year-end the prevail
ing prime of 101/2 percent was more 
than 3 percent higher than the 
Fed-funds rate. This high and 
widening spread— a normal 
phenomenon for the recession 
phase of the business cycle— 
naturally helped to boost profit 
margins, and it also played a role 
in moderating loan demand and in 
building up bank reserves as a 
cushion to absorb loan losses.

Legacy for '75
In assessing the 1975 outlook, we 
should remember that many banks 
deliberately slowed their rate of 
loan expansion in late 1974 to bring 
their assets and liabilities into better 
balance. Banks also reexamined 
the quality of their assets, increased 
their loan-loss provisions for risk 
assets, and initiated steps to 
improve their capital ratios. Many 
of these corrective actions are still 
being pursued— necessarily so, 
because banks are going into 1975 
in a less liquid position and with 
reduced capital ratios. Banks which 
turn to the capital markets for funds 
may get little help there because 
of the heavy volume of corporate 
offerings, not to mention the huge 
Treasury demands caused by 
soaring Federal deficits.

Bank loan demand has declined 
seasonally in recent months, and it 
is not likely to explode again as it 
did in 1973 and 1974. However, the 
financing of involuntary accumu
lations of inventories and rising 
receivables, at still high prices, 
should help to sustain business- 
loan demand in coming months. 
Banks again may have to carry some 
borrowers who are not able to 
obtain accommodation in the 
capital market. Meanwhile, the 
deteriorating economy could 
worsen the problem of loan losses 
as increasing numbers of firms 
encounter liquidity problems.

With consumers boosting their 
savings, as they normally do during 
recessions, and with bank deposit 
rates again becoming competitive, 
banks should benefit from an 
improved inflow of relatively inex
pensive household deposits this 
year. Also, with business capital 
expenditures probably lagging, a 
larger pool of corporate funds could 
become available for investment 
in CD's. In the near-term, some of 
the proceeds from the current 
heavy volume of corporate issues 
also may be invested in CD's, since 
the expenditure of such funds 
normally is spaced over time. The 
recent sharp decline in the cost of 
funds, along with a lagged adjust
ment in the prime rate, could 
generate wider profit margins for 
some banks, although others could 
find their profits limited by a 
slowdown in loan expansion and 
actual losses on some loans.

Ruth Wilson
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BANKING DATA—TWELFTH FEDERAL RESERVE DISTRICT
(Dollar amounts in m illions)

Selected Assets and Liabilities 
Large Commercial Banks

Am ount Change Change from
Outstanding from year ago

1 /8 /7 5  1 /1 /7 5  Dollar Percent

Loans (gross, adjusted) and investments* 86,972 -431 +  7,422 + 9.33
Loans (gross, adjusted)— total 67,843 -501 +  7,206 + 11.88

Security loans 1,669 -1 2 9 +  217 + 14.94
Commercial and industrial 24,313 -  19 +  2,986 + 14.00
Real estate 20,026 -  3 +  1,644 + 8.94
Consumer instalment 9,915 +  17 +  752 + 8.21

U.S. Treasury securities 6,217 +  76 +  168 + 2.78
Other securities 12,912 -  6 +  48 + 0.37

Deposits (less cash items)— total* 84,795 -81 1 +  9,516 + 12.64
Demand deposits (adjusted) 23,628 -  65 + 724 + 3.16
U.S. Government deposits 446 +  140 -  292 — 39.57
Time deposits— tota l* 59,212 -2 5 9 +  8,756 + 17.35

States and po litica l subdivisions 7,602 -  77 +  324 + 4.45
Savings deposits 18,274 +  40 +  491 + 2.76
Other tim e depositst 29,914 -  42 +  7,147 + 31.39

Large negotiable CD's 16,781 -2 2 2 +  6,162 + 58.03

Weekly Averages Week ended Week ended Comparable
of Daily Figures 1 /8 /7 5  1 /1 /7 5  year-ago period

Member Bank Reserve Position
Excess Reserves -  3 82 150
Borrowings 78 137 78
Net free ( +  ) /  Net borrowed ( —) -  81 -  55 +  72
Federal Funds— Seven Large Banks
Interbank Federal fund transactions 

Net purchases ( +  ) /  Net sales ( —) +  1,635 +  1,066 +  1,755
Transactions of U.S. security dealers 

Net loans ( +  ) /  Net borrowings ( —) +  962 +  1,092 +  264

■"Includes items not shown separately. {Ind iv iduals, partnerships and corporations.

Information on this and other publications can be obtained by calling or writing the
Administrative Services Department, Federal Reserve Bank of San Francisco, P.O. Box 7702,
San Francisco, California 94120. Phone (415) 397-1137.
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