Week ending: May 28, 1980

ﬁw The discount rate and the prime rate were lowered in the past

w el’. e discount rate—the interest rate the Federal Reserve charges
its member banks for borrowing—was decreased by 100 basis points to 12
percent. The prime lending rate—the interest rate that commercial
banks charge on short-term loans to large businesses with the highest
credit rating—was lowered again by most large commercial banks from
16.50 percent to 14 percent. This 250 basis point drop is the fifth
reduction since the prime rate reached 20 percent on April 3, and it is
the largest one-week decline during the post-war period.

The recent series of declines in the prime rate reflect the
interaction of two key factors. One factor is the decreasing cost to
banks of acquiring additional loanable funds. Because large negotiable
certificates of deposit (CDs) represent a primary source of such funds,
changes in the CD rate tend to be reflected in banks' cost of funds and,
consequently, in the prime rate. The banks' effective cost of CD funds
has declined sharply since the beginning of April. For example, based on
a marginal reserve requirement of 8 percent for new CDs, the effective
cost of funds for the week ending April 4 was 19.64 percent. In contrast,
this effective cost of funds was 9.09 percent in the most recent week.*

The second factor contributing to the sharp decline in the
prime rate is the easing of business credit demand, which is reflected in
the recent decline in the growth of commercial and industrial loans at
weekly reporting large commercial banks. For example, from the four
weeks ending December 26, 1979 to the four weeks ending April 2, 1980,
business loans (seasonally adjusted) at large commercial banks increased
at an annual rate of 18.6 percent. In sharp contrast, from the four weeks
ending April 2 to the four weeks ending May 21, business loans decreased
at a rate of 12.8 percent. This decline in loan demand—a reflection of a
slowing in economic activity—reduces the upward pressure on the prime
rate.

*The effective cost of funds for a bank subject to additional marginal
reserve requirements on managed liabilities is higher than that reported.
For the week ending April 4, adding the 8 percent marginal reserve
requirement on managed liabilities yielded an effective cost of funds of
21.51 percent. After increasing the marginal reserve requirement to 10
percent in mid-April, the Federal Reserve Board reduced the marginal
reserve requirement to 5 percent last week. Using this figure, the
effective cost of funds for the week ending May 30 is 9.61 percent.
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AVERAGES OF DAILY FIGURES
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MONEY STOCK (MI1A)
AVERAGES OF DAILY FIGURES
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MONEY STOCK (MIB)
AVERAGES OF DAILY FIGURES
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YIELDS ON SELECTED SECURITIES
AVERAGES OF DAILY RATES ENDED FRIDAY
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SELECTED INTEREST RATES
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