
JEf;CE11ffim(G:I

July 14, 1978

Prosperous Banking
The nation's banks recorded very
profitable results in the first half of
1978 - perhaps even more in the eco
nomically flat winter period than in the
resurgent second quarter of the year.
(Second-quarter profits figures are still
fragmentary.) Bank lending acceler
ated in the spring months, as the long
awaited rise in large corporate de
mand augmented vigorous consumer
demand for credit. But banks' cost of
funds also accelerated, reflecting the
higher rate of inflation and the tighten
ing of monetary policy to counter that
inflation. This development put pres
sure on the spread (net interest margin)
between what banks earn on their as
sets and what they pay for funds. In
deed, as banks entered the third
quarter, they found themselves faced
with greater reserve pressure, re
duced liquidity and costlier funds,
along with continued strong loan de
mand.

Commercial bank loans and invest
ments rose $51 billion in the first half of
1978, matching 1977's robust 11-
percent annual growth rate. The loan
component accounted for 85 percent
of the total gain, primarily on the basis
of the second quarter's accelerated
lending pace. Banks added only ·mod
estly to their Treasury-security hold
ings, but added $5 billion to their
holdings of "'other" securities (mostly
tax-exempts), in order to take advan
tage of strong increases in municipal
yields and to build up their offsets to
taxable income.

As loan demand strengthen,ed and
money rates rose, liability manage-

ment returned to center stage. Banks
experienced a dwindling inflow of
savings deposits, which had earlier
provided an ample and relatively inex
pensive source of funds. Thus, as in
other periods of high interest rates,
they obtained more and more funds
(almost $13 billion) from large negotia
ble certificates of deposit. (CD funds,
unlike savings funds, are exempt from
interest-rate ceilings.) Banks also relied
more heavily on borrowed funds, in
cluding those obtained at the Federal
Reserve's discount window. But look
ing towards the future, banks expect
to limit potential outflows of savings
funds because of their new-found abili
ty to offer short-term certificates pay
ing the same as the going rate on
Treasury bills.

Market presslllres
Short-term interest rates began rising
steadily in April, and by early July were
more than 125 basis points above the
levels prevailing at the beginning of the
year. (One hundred basis points equal
one percentage point.) The bank
prime business-loan rate, for example,
reached 9 percent in early July. Long
term rates rose at a slower pace, but
still, a 1 5-year Treasury bond carried a'
coupon rate of 80/8 percent, the high
est long-term coupon on record.

The Treasury may exert increased
pressure on financial markets in the
second half of the year as it raises
about $33 billion in new money, prob
ably with some dependence on the
short-term market. The volume of Fed
eral agency issues, primarily housing
related agencies, may also accelerate
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on the heels of a strong upsurge in the
first half of the year. However, there
may be less activity in the municipal
market, following a first half which al
most matched the record 1977 bor
rowing pace. Corporations meanwhile
may continue their recent heavier
dependence on bank financing, as high
interest rates in the capital markets dis
courage them from relying as heavily
on the capital markets as they did in
the 1976-77 period.

Growth in the M 1 money supply (cur
rency and demand deposits) jumped
from a 5.6-percent annual rate in the
first quarter to a 9.5-percent rate in the
second quarter, reflecting in part the
difference in the pace of economic ac
tivity between those two periods. This
spring's upsurge, especially in April,
was well above the 4-to-6 V2percent
M1 target range set by the Federal
Open Market Committee. Thus, as
Fed Chairman f\;1i11er testified,
Federal Reserve has moved carefully
in the direction of greater restraint in
order to insure that excessive money
and credit supplies do not add to pow
erful inflationary forces evident in our
economy. N The Fed-funds rate (the
rate on overnight borrowings of un
used bank reserves) thus rose from
6.70 percent in January to 7.75
percent in late June, with the rise con
centrated in the spring period. The
discount rate (the rate on member
bank borrowings from the Fed) rose
from 6.00 percent to 7.25 percent
over this period, reflecting a number
of influences - the early-year attempt
to stem speculative attacks on the dol
lar, the spring policy tightening, and the
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effort to keep the discount rate in line
with market rates.

The M2 monetary aggregate (curren
cy plus all bank deposits large
CD's) decelerated to an 8.3-percent
annual growth rate during the spring
quarter from 1977's 9.8-percent fig
ure, reflecting the weakening inflow of
bank savings deposits. This develop
ment reflected the rise in money-mar
ket rates, which has tempted savers to
shift funds out of savings deposits (with
their 5-percent ceiling rate) into mon
ey-market investments.

loan
The resurgence of business-credit de
mand contributed most notably to the
$44 billion increase in total loans during
the first half of the year. Business loans.
not only rose at a torrid pace at region
al banks, but also strengthened signifi
cantly at large money-center banks,
despite weaker-than-seasonal de
mand over the mid-June tax date.
Banks, especially regional banks, tight
ened both their price and non-price
terms of lending, and also tightened
their qualifications for borrowers enti
tled to the prime rate. Yet borrowing
continued to soar despite a rise in the
prime from 73,4 percent in January to

percent in late June.

Household demand has continued
very strong, intensifying the pressure
on banks' lendable funds. With 16-
percent annual increases in mortgage
loans continuing for a second straight
year, mortgage rates have risen as high
as 1 0 percent in some areas, ap
proaching usury-rate ceilings. Banks
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thus are watching for some weaken
ing of housing activity to relieve bor
rowing pressures. Worries are also
surfacing about rising consumer-debt
ratios associated with the boom in
purchases of autos and other consum
er big-ticket items.

Sta-Oll1lg profits
The bank-profits picture was strong to
excellent during the first quarter of
1 978, and from preliminary reports,
remained relatively strong in the sec
ond quarter. Regional banks generally
improved their profit situation in the
first quarter, because their loan port
folios were heavily concentrated in
mortgage and consumer loans carry
ing high interest rates. Money-center
banks reported at least modest im
provements in earnings in the same pe
riod, from both foreign and domestic
earning assets. Many of these banks
·also benefitted from reduced loan
losses and from fewer non-interest
earning loans - fading legacies of the
earlier recession. Again, many report
ed increased profits
and increased gains from securities
transactions.

In the second quarter, the rapid series
of increases in business-loan and
mortgage interest rates helped main
tain a substantial spread between the
rates banks earn on assets and the
rates they pay for funds. The rapid ex
pansion in loan volume, combined
with higher loan rates, boosted rev
enues significantly at both regional and
money-center banks. However, in
come gains at some of the largest
banks tended to be limited by rising in-
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Savings
Deposits

Negotiable
Certificates
of Deposit

terest costs - reflecting their heavy re
liance on high-cost CD money - and
the absence of capital gains from secu
rities transactions.

Ull1Icertaill1l future
The bank-earnings picture this sum
mer is clouded by inflation, with its im
pact on money costs. For the
immediate future, however, most
banks seem to expect further strength
in corporate loan demand and only a
modest slackening of household de
mand for mortgages and consumer
loans. In fact, at this stage they seem
most concerned with finding more
funds to lend. With loan demand
strong and monetary policy less ac
commodative, many banks are facing
increased reserve pressure and are ex
periencing rising ratios of loans to
deposits and loans to short-term secu
rities.

Regional banks, which have recorded
massive loan increases in the past sev
eral years, are now beginning to exper
ience difficulty in meeting borrowers'
credit needs. These banks, as well as
money-center banks, may have to
seek more of their funds from the new
high-yielding time certificates or from
the even costlier large CD's, and this
could mean a narrowing of profit mar
gins. Nonetheless, banks generally re
main mindful of the lessons learned
during the difficult 1 973-74 period, and
are thus likely to chart a cautious
course in coping with strong loan de
mand in a period of increasingly costly
funds.

Ruth Wilson
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(Dollar amounts in millions)

Selected Assets and Liabilities
large Commercial Banks

Loans (gross, adjusted) and investments*
Loans (gross, adjusted) - total

Security loans
Commercial and industrial
Real estate
Consumer instalment

U.s. Treasury securities
Other securities

Deposits (less cash items) - total*
Demand deposits (adjusted)
U.s. Government deposits
Time deposits - total*

States and political subdivisions
Savings deposits
Other time depositst

Large negotiable CD's

Weekly Averages
of Daily Figures

Member Bank Reserve Position
Excess Reserves( + )/Deficiency (-)
Borrowings
Net free(+)/Net borrowed (-)
Federal Funds-Seven Large Banks
Interbank Federal fund transactions

Net purchases (+ )/Net sales( -)
Transactions with U.s. security dealers

Net loans (+ )/Net borrowings (-)

Amount
Outstanding

6128/78

113,475
91,015

1,991
27,943
30,737
16,257
8,520

13,940
110,783
29,829

580
78,378
6,667

31,655
36,756
18,306

Week ended
6128/78

+ 15
73
58

860

+ 440

Change
from

6121178

+ 695
+ 760
+ 132
+ 128
+ 162
+ 120
- 57
- 8
+ 687
- 56
- 155
+ 949
- 38
+ 186
+ 556
+ 706

Change from
year ago

Dollars Percent

+ 14,750 + 14.94
+ 15,427 + 20.41
+ 99 + 5.23
+ 4,047 + 16.94
+ 6,466 + 26.64
+ 3,463 + 27.07
- 1,146 - 11.86
+ 469 + 3.48
+ 14,559 + 15.13
+ 2,714 + 10.01
+ 357 + 160.09
+ 11,086 + 16.47
+ 1,191 + 21.75
- 183 - 0.57
+ 8,991 + 32.38
+ 7,507 + 69.52

Week ended Comparable
6/21/78 year-ago period

+ 50 54
131 3
81 57

+ 311 -1,302

+ 170 - 402

*Includes items not shown separately. tlndividuals, partnerships and corporations.

Editorial commenls may be addressed to the editor (William Burke) or to the author .•••
Free copies of this and other Federal Reserve publications can be obtained by calling or writing the Public
Information Section, Federal Reserve Bank of San Francisco, P. O. Box 7702, San Francisco 94120. Phone
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