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fourth quarter of 1979 to the fourth quarter
of 1980 that it had established at its meeting
in February and gave preliminary consid-
eration to objectives for monetary growth
that might be appropriate for 1981. In
doing so, the Committee continued to face
unusual uncertainties concerning the forces
affecting monetary growth. Expansion of
both M-1A and M-1B from the fourth quar-
ter of 1979 to the second quarter of 1980 fell
considerably below the growth paths con-
sistent with the Committee’s ranges for the
year. However, growth of M-2 and M-3 was
considerably stronger: over the two quar-
ters both of these aggregates grew at rates
just above the lower bounds of their ranges.
By midyear, growth of M-2 was near the
midpoint of its range, and it appeared to be
moving higher.

The Committee decided to retain the
ranges for 1980 that it had established in
February: for the period from the fourth
quarter of 1979 to the fourth quarter of
1980, 3'/2 to 6 percent for M-1A, 4 to 6'/2
percent for M-1B, 6 to 9 percent for M-2,
and 6'/2 to 9'/2 percent for M-3. The asso-
ciated range for commercial bank credit re-
mained 6 to 9 percent. As in the past, it was
understood that the longer-run ranges, as
well as the particular aggregates for which
ranges were specified, would be reconsid-
ered at any time that conditions might war-
rant, and that short-run factors might cause
considerable variation in annual rates of
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Recent Corporate Financing Patterns

This article was prepared by Norman E. Mains of
the Board’s Capital Markets Section, Division of
Research and Statistics.

Nonfinancial corporations borrocwed heavily in
financial markets in 1979 and early 1980, as the
economy moved through the late stages of the
expansion. Capital expenditures, buoyed in part
by the continued strong advance in prices, in-
creased more rapidly than the flow of internal
funds, and the financing gap was the widest since
1974 (chart 1). To meet financing needs, non-
financial firms borrowed substantial amounts
from short- and intermediate-term sources of
funds. Short-term borrowing was especially
heavy early in 1980 when many firms borrowed
apparently in anticipation of rumored credit con-
trols and used the proceeds to acquire liquid
assets. Note and bond financing remained rela-
tively light by historical standards in 1979 and
into 1980, as many nonfinancial corporations
avoided issuing longer-term obligations at the rel-
atively high level of interest rates that prevailed
throughout the period. Meanwhile, the volume of
commercial mortgage financing continued to be
sizable, reflecting the quickened pace of con-
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struction in previous quarters. Nevertheless, the
increased dependence on shorter-term sources of
funds reinforced the rise in the ratio of short-
to long-term debt raised in markets and pushed
it to a historic high in the first quarter of 1980.
In the second quarter of 1980, aggregate credit
flows contracted in association with the fall in
economic activity and the credit restraint pro-
gram and other measures taken in mid-March
to stem inflation (table 1). Short-term interest
rates declined by an unprecedented amount,
and most long-term interest rates retraced the
increases recorded earlier in the year. Although
the financing gap narrowed only moderately,
borrowing by nonfinancial corporations was
reduced because many firms used liquid assets
accumulated earlier in the year to help meet
their requirements. Taking advantage of the
decline in longer-term yields, manufacturing
and other industrial corporations issued an
enormous amount of long-term debt and used
some of the proceeds to reduce their reliance
on loans from commercial banks. This restruc-
turing of balance sheets decreased the ratio of
short- to long-term debt somewhat, but the draw-
down in liquid assets together with the record in-
crease in nonfinancial commercial paper out-
standing further depressed corporate liquidity, as
measured by the ratio of liquid assets to current
liabilities, to its lowest level since 1974.

{ADNIAL FXPENDITURES

Capital expenditures by nonfinancial corpora-
tions, which had trended higher since the busi-
ness cycle trough in 1975, apparently reached a
peak in mid-1979 (chart 2). Inventory accumula-
tion was reduced in the second half of the year,
and near the end of the year growth of fixed in-
vestment decelerated. Expenditures for fixed in-
vestment were held down last year by declining
purchases of motor vehicles, as businesses react-
ed to the temporary shortage of gasoline in the
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e e e - - e e —1980
Category 1976 1977 1978 1979
Q1 Q

Sourcesof funds..........cooocriiviiiriinnns 209.8 2423 298.7 M1.3 3239 256.8
Internal funds ....ccocovvvvvvvvreconsreecsinns 125.3 139.9 148.8 158.3 153.7 162.2
Retained earnings' 20.0 25.6 23.7 19.5 3.7 8.2
Capital consumption allowances ...... 105.3 114.3 125.1 138.8 150.0 154.0
External inancing ............ccrcvvvinieeceens 60,7 79.9 94.7 114.3 119.4 70.7
Trade debt .. 13.6 217 44.8 60.7 36.4 27.7
Other sources 10.2 0.8 74 8.0 14.4 -3.8
Uses of funds ..... preereniaees Crerererrereraenens 183.4 216.8 274.3 3194 305.4 233.5
Capital expenditures..............covvveninss 139.0 169.9 195.9 221.3 224.5 222.2
ixed investment ., 124.2 148.2 174.2 199.4 212.0 204.0
Inventories .......... 10.8 19.2 19.7 17.1 7.1 16.6
Othert ....oooveeviiiiiiiiiie e enrreaene 4.0 2.5 2.0 4.7 5.4 1.6
Increases in liquid assets .............ooeenns 13.9 1.9 10.3 18.8 39.2 -19.4
Trade credit ......coevvveinviriernieinnienerenes 19.5 31.6 54.9 66.1 35.2 28.8
Otherusess .....cccviiriiiiininicnineinn 10.9 13.4 13.1 13.3 6.5 1.9
Discrepancy® 26.4 25.5 21.4 21.9 18.5 23.3

1. Includes foreign branch profits and inventory valuation and capi-
tal consumption adjustments.

2. Includes changes in profit taxes payable and foreign direct in-
vestment in the United States.

3. Includes plant and equipment expenditures and investment in
residential structures.

spring and higher prices of fuel. The expansion
of investment outlays for capital goods other
than autos, which includes machinery, other
equipment, and plant and other structures,
slowed substantially around the turn of the year
and declined in the second quarter of 1980.
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Total inventory investment increased some-
what in the first half of 1979, in part because of
the emergence of excess inventories of less-fuel-
efficient automobiles and trucks at dealers and
manufacturers. After midyear, however, motor
vehicle manufacturers cut production and under-
took policies to stimulate sales in efforts to
achieve more comfortable stock-sales positions.
Outside the motor vehicle sector, ratios of inven-
tories to sales remained generally within their
normal ranges through most of last year, except
at retail department stores where lackluster sales
kept the ratio at a high level. Although inventory
investment remained moderate in early 1980,
sales dropped off in the second quarter and ag-
gregate inventory-sales ratios climbed sharply.
As the quarter progressed, companies ran down
inventory stocks, valued in constant dollars.

RPORATE PROFITS AND
INTFRNAL SOURCES OF FUNDSY

N
e

Although total capital expenditures of non-
financial corporations moderated over the past
year, corporate financing needs remained quite



o Prolite o ssidinend eo s oy

Billions of dollars

100

50

Adjusted after tax

! t
19720

1980

Profits before tax include foreign branch profits. Adjusted profits
are profits plus the inventory valuation adjustment and the capital
consumption adjustment. Flow of funds quarterly data, seasonally ad-
justed at annual rates.

| | : :
1974 1976 1978

sizable owing to a falloff in profits. Book or re-
ported profits of U.S. nonfinancial corporations
rose strongly through the first quarter of 1980,
but all of the increase reflected inflation-related
gains associated with the understatement of the
costs of materials and of fixed capital used in pro-
duction. Before-tax profits adjusted to exclude
such inflation gains (current operating profits)
reached a peak in the final quarter of 1978 and
declined in subsequent quarters (chart 3). The
weakness in operating profits occurred despite
the continued rapid expansion of nominal sales
through early 1980. Profit margins narrowed as
declines in productivity contributed to accelerat-
ing unit labor costs and as net interest payments
increased in association with higher interest rates

ohternal fvnds Ghooadiaocs b eorpotidiusns

Billions of dollars; quarterly data are seasonally adjusted annual rates.
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and enlarged borrowing. The ratio of adjusted
profits before tax to gross domestic product of
nonfinancial corporations, an approximate mea-
sure of the aggregate profit margin for such firms,
fell from its peak of near 11 percent in the final
quarter of 1978 to below 73/4 percent in the sec-
ond quarter of 1980. Historically, the profit share
has peaked 4 to 14 quarters before the peak in
economic activity, when higher resource utiliza-
tion causes productivity gains to slow and unit
costs to accelerate.

During periods of accelerating inflation, the ef-
fective tax rate on current operating profits rises
because taxes are levied on book profits that are
bloated by inflation-related gains. Reflecting this,
after-tax operating profits increased much less
than before-tax earnings during the past expan-
sion and contracted more sharply in 1979 and the
first quarter of 1980 (table 2). Despite the weak-
ness in after-tax operating profits, dividend pay-
ments of nonfinancial firms continued upward.
As a result, adjusted retained earnings declined
more than 17 percent from their previous year’s
level to near $20 billion in 1979 and to less than
$6 billion in the first half of 1980.

Comparisons of profit movements among in-
dustries reveal diverse trends in 1979 and the
first quarter of 1980 (table 3). Within the non-
durable manufacturing sector, before-tax profits
from domestic operations with inventory valu-
ation adjustment (but without capital consump-
tion adjustment, which is not available by indus-
try) climbed more than 35 percent between the
first quarter of 1979 and the first quarter of 1980,
influenced by exceptionally large gains reported

Item 1976 1977 1978 1979
Qt Q2
Reported profits before tax!......... [T 133.8 148.5 171.1 198.0 220.0 171.7
Plus inventory valuation adjustment........ -14.6 ~15.2 ~25.2 -41.8 ~63.2 -28.2
Plus capital consumption adjustment -13.9 -11.3 -12.0 -15.0 —20.0 -22.2
Adjusted profits before tax ..........o.coevvvnnen 105.3 122.0 133.9 141.2 136.8 121.3
Less profit tax accruals .........ocicennenennne 52.4 59.4 68.6 .8 82.7 60.3
Adjusted profits aftertax ..............c..cooeie 529 62.6 65.3 66.4 54.1 61.0
Less net dividends paid .............coevvevnne. 32.9 37.0 41.6 46.8 50.4 52.8
Adjusted retained earnings .............c.ooeeeees 20.0 25.6 23.7 19.5 37 8.2
Plus depreciation allowances ................ 105.3 114.3 125.1 138.8 150.0 154.0
Gross internal funds.......ccceeereviinivienninnin, 125.3 139.9 148.8 158.3 153.7 162.2

1. Includes foreign branch profits.

Sourck. Federal Reserve flow of funds accounts.
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Industry 1976 1977 1978 1979
Q! ] Q2
Total .o.ocovvnnvviriniiiiiiiiiirenn, 115.3 128.3 140.9 148.5 146.5 132.6
Manufacturing.....ooooeeveeriennnnnn, 65.7 73.5 81.7 88.8 93.0 73.4
Nondurable ... 37.5 39.3 41.4 51.5 65.5 58.1
Food ..... veevens 7.3 6.2 5.7 6.9 8.3 8.1
Chemicals .... 8.0 7.6 7.9 1.7 8.9 7.0
Petroleum...... 11.7 12.2 13.0 21.8 32,6 30.4
Other......ccovvvniiiimiininnnnns 10.6 13.4 14.7 15.5 15.7 12,6
Durable.......ccovvvminiiineriarennns 28.2 34.2 40,3 37.2 27.4 15.3
Metals .....oo.ocvniinvicninnnnnn 5.9 5.6 7.1 8.5 9.7 5.4
Nonelectrical machinery .... 5.6 7.1 8.3 77 5.7 6.4
Electrical equipment 2.7 4.2 5.2 5.1 4.6 4.3
Motor vehicles .......... 7.4 9.1 8.9 4.5 -2.8 -8.8
Other......coooviiiininiiiinnrnnns 6.7 8.2 10.8 11.5 10.2 8.1
Wholesale and retail trade ........ 23.3 24.1 23.0 237 16.5 21.7
Public utilities, communication,
and transportation ............ 13.8 16.8 20.3 18.9 18.0 18.2
Services and other .................. 12.4 13.9 16.0 17.1 19.0 19.3

1. The capital consumption adjustment is not calculated on an in-
dustry basis.

by petroleum companies. The rapid increase in
world petroleum prices, the initiation of the
staged deregulation of natural gas in the United
States, and the sizable increase in prices for heat-
ing fuel and gasoline contributed to a substantial
increase in the profit margins of these firms. Dur-
ing the same period, profits of primary and fabri-
cated metals producers gained from the accelera-
tion in basic metals prices, but the operating
profits of other durable goods manufacturers de-
clined sharply. Firms associated with the motor
vehicle industry registered the most pronounced
falloff in profits, as gasoline shortages in the
spring encouraged consumers to shift away from
larger vehicles to lighter units with greater fuel
efficiency; such models were less readily avail-
able from domestic producers than from foreign
manufacturers. Outside the manufacturing sector,
surging fuel costs contributed to weaker profits
for utilities and transportation firms, which had
difficulty in passing through increased costs to
their customers. Within the trade sector, retail
trade profits declined when sales and profit mar-
gins were depressed by severe weather and the
shortage of gasoline.

The sharp contraction in aggregate economic
activity in the spring of 1980 caused the decline
in operating profits to worsen. As is usual in peri-
ods of rapidly falling demand, productivity de-

SouRrck. Department of Commerce.

clined and rising costs further eroded profit
margins. In the manufacturing sector, operating
profits fell to their lowest level since 1977; the
earnings of almost all industry groups declined
from the previous quarter, and the motor vehicle
industry posted a record loss.

FXNTERNAT FINANCING

Growing needs for external financing in 1979 and
early 1980 were met largely with short- and inter-
mediate-term borrowing (table 4). This pattern
was especially pronounced in the first three quar-
ters of 1979 when growth in commercial and in-
dustrial loans at all commercial banks soared to
more than 20 percent at a seasonally adjusted an-
nual rate, one of the fastest increases on record.
In addition, nonfinancial corporations increased
their net issuance of commercial paper by a large
amount during this period. Business loans at fi-
nance companies also grew sharply in the first
half of last year, with the major share of this
growth representing extensions by captive sub-
sidiaries of motor vehicle manufacturing com-
panies to finance rising levels of inventories at
dealers. As these inventories began to be re-
duced in the third quarter, finance company lend-
ing slowed considerably.
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/ v 1980
Type of obligation 1976 1977 1978 1979
o | @] o] e | a] @
Total.....ooovvvininiiiininiiinnien 60.7 79.9 94.7 114.3 113.4 123.9 126.7 93.0 1194 70,7
Commercial paper .. 1.4 1.6 2.7 8.8 7.0 9.9 12.1 6.0 25.8 20.2
Acceptances.......... 1.3 0.6 1.2 1.0 3.7 -0.2 2.1 -1.4 5.4 1.5
Finance company loans B 5.2 10,3 8.3 7.0 10.6 11.7 37 2.0 -1.4 -4.7
Bank loans! ..................... 4.0 21.3 333 45.1 433 47.2 52.6 37.3 33.8 -2.8
Notes and bonds? .............. 25.3 24.5 23.3 24.8 24.3 27.1 24.6 22.6 23.4 6.7
Mortgages . 12.9 18.9 233 24.2 21.8 25.3 28.3 21.5 24.1 5.9
Equity..oooorniiiiciniiinninn 10.5 2.7 2.6 3.5 2.9 2.8 3.2 5.0 8.2 3.9

1. Includes a small amount of U.S. government loans.
2. Includes tax-exempt revenue bonds to finance outlays for
industrial pollution control.

In longer-term markets, mortgage borrowing
continued to climb through the first three quar-
ters of 1979 to finance a growing volume of com-
mercial construction. Publicly offered note and
bond issues, however, remained close to the mod-
erate pace of the previous several years. Tradi-
tionally, publicly offered bonds protect the inves-
tor from call or refunding for five years in the
case of public utility issues and ten years for
issues of industrial corporations; these periods of
call protection encourage managements to post-
pone issuing such obligations if they think yields
may decline in the near future. Through the first
three quarters of 1979 yields on corporate bonds
climbed steadily, approaching the record levels
of 1974 and 1975, and corporations generally
sought to avoid incurring long-term obligations at
such rate levels (chart 4). To some extent, busi-
nesses turned to intermediate-term borrowing in
order to avoid even greater reliance on short-
term debt; early in the year, term loans—that is,
loans with maturities of more than one year—at
banks accounted for an increased share of busi-
ness borrowing from this source. In addition,
several multinational corporations raised cash
for U.S. operations in the Eurobond market in
the first half of 1979, attracted by the relatively
short period of call protection (three years) as
well as by a drop in intermediate-term Eurodollar
rates in the spring.

Private placements of corporate bonds, as well
as public offerings, failed to fill the growing need
for external financing in 1979. The volume of pri-
vate placement takedowns actually declined last
year, reflecting not only a reluctance by corpora-
tions to borrow in long-term markets but also
some constraints on the availability of funds at

Sourcke. Federal Reserve flow of funds accounts.

life insurance companies, the principal suppliers
of funds for private placements. Insurance com-
panies were using an increased proportion of
their investable funds to meet the high level of
their outstanding commercial mortgage commit-
ments, associated in part with the rapid pace of
construction of industrial plant and other struc-
tures in previous quarters.

Nonfinancial corporations greatly reduced
their net borrowing in financial markets in the fi-
nal three months of 1979, largely in response to
developments early in the quarter. On October 6,
1979, the Federal Reserve announced a series of
policy actions designed to achieve a slowing in
the growth of money and bank credit and thereby
to help reduce inflationary pressures. Interest
rates rose sharply and financial markets became
unusually unsettled following the announcement,
although some of the interest rate increases were
partially retraced late in the year. As the cost to
banks of obtaining lendable funds climbed and
uncertainty about fund availability also in-
creased, the prime rate was raised 2 percentage
points in October and November, reaching a high
of 15%4 percent. In addition, nonprice lending
terms and standards of creditworthiness were
tightened, with banks becoming more reluctant
to lend to new customers and more strict about
compensating-balance requirements. As a result,
business loan growth at banks slowed markedly
in the fourth quarter. Intermediate- and longer-
term interest rates rose between 1 and 1'/2 per-
centage points in October and November before
edging lower toward year-end, and longer-term
financing fell to its lowest level in almost two
years.

Further increases in intermediate- and long-
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term interest rates in the first few months of 1980
discouraged businesses from raising bond of-
ferings much above their depressed fourth-quar-
ter pace. Moreover, issuing corporations struc-
tured their publicly offered note and bond issues
so that the proportion of intermediate-term
obligations rose to its highest level since 1974.
Private placements of notes and bonds rose some-
what in early 1980, although this increase largely
reflected takedowns of previous commitments.
Life insurance companies cut back their new
commitment activity in the face of large net ex-
tensions of policy loans, shortfalls in expected
contributions to pension and other retirement
plans, and the continuing heavy takedowns of
previously committed mortgage financings. De-
spite the rise in interest rates, stock prices
continued to climb early in the year and broadly
based stock price indexes reached record highs
in midquarter (chart 5). New equity financing
surged, with most of the increase attributable to
industrial concerns, especially firms associated
with the petroleum and natural gas business.

4. Interest rates

Money market interest rates also began rising
sharply in midquarter. Despite the high levels of
short-term interest rates and a somewhat nar-
rower gap between capital expenditures and
gross internal sources of funds, nonfinancial cor-
porations boosted their short- and intermediate-
term borrowing in the early months of 1980, ap-
parently in anticipation of rumored credit con-
trols, and used the proceeds to expand their
holdings of liquid assets. Nonfinancial com-
mercial paper outstanding increased especially
sharply, acceptance financing rose, and loan
growth at banks accelerated early in the quarter.

Spurred in part by the rapid escalation of inter-
est rates, which seemed to indicate that investors
were becoming increasingly pessimistic about
the outlook for restraining price increases, Presi-
dent Carter, on March 14, 1980, announced a
broad program of fiscal, energy, credit, and other
measures designed to help curb inflationary
forces. The President also provided the Federal
Reserve with authority, under the terms of the
Credit Control Act of 1969, to exercise particular

Percent
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5. Corporate stock price moverments
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AMEX = American Stock Exchange; NASDAQ = National Asso-
ciation of Securities Dealers Quotations; NYSE = New York Stock
Exchange. The stock price composite indexes are monthly averages
normalized to equal 100 in December 1974,

restraint on certain types of credit. Banks and
other lenders cut back sharply on credit exten-
sions following the announcement, and interest
rates continued to move higher. Beginning in
April, however, rates began to fall rapidly, with
short-term interest rates dropping 7 to 10 per-
centage points by June to their lowest levels in
two years, and long-term bond and mortgage
yields generally retracing the increases recorded
in the first quarter of 1980.

The growth of aggregate measures of money
and credit declined abruptly in response to the
credit restraint actions and to a sharp contraction
in economic activity. Nonfinancial corporations
reduced their borrowing in credit markets to the
lowest level in three years, as many firms were
able to meet financing requirements by drawing
down their holdings of liquid assets. The compo-
sition of external financing also shifted markedly.
Manufacturing and other industrial corporations
issued an unprecedented amount of notes and
bonds as yields declined, with a much smaller
proportion in intermediate-term maturities. Pro-
ceeds from many of these financings were used
to reduce reliance on shorter-term sources of
funds—especially loans from commercial banks,
which registered a net decline for the quarter.
The weakness in bank business lending in part
reflected the lagging adjustment of the prime rate
to declines in other interest rates. A record
spread between the prime and commercial paper
rates opened up during the quarter, and borrow-
ing in the commercial paper market moderated
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only a little from the unusually high first-quarter
total., Mortgage lenders became especially cau-
tious in the wake of the steeply downward slop-
ing yield curve that developed in March and the
uncertain outlook that followed the mid-March
announcement; commercial mortgage financing
fell to its lowest level since late 1976. Stock
prices retraced most of their March decline in re-
sponse to the large drop in interest rates, and by
the end of June, equity values were close to their
historic highs. The rapid improvement in stock
prices again elicited common and preferred stock
financings, with the result that new equity financ-
ings in the first half of 1980 were a record for a
six-month period.

CORPORALE L JOUIDITY AND
CAPITALIZATION

The recent financing patterns of nonfinancial cor-
porations are summarized by movements in mea-
sures of balance sheet liquidity and capital-
ization. Immediately after the 1973-75 recession,
nonfinancial corporations rebuilt their depleted
liquid asset positions and aggressively reduced
their reliance on shorter-term sources of funds.
These firms continued to add to their liquid asset
positions through the second half of the 1970s,
but the increasing reliance on short- and inter-
mediate-term borrowings in the late 1970s
caused the ratio of liquid assets to total cur-
rent liabilities—a measure of corporate liquidity
positions—to drop steadily; by the middle of
1980 it had fallen to levels near those of the
previous recession (chart 6).

The increased reliance of firms on short- and
intermediate-term financing also has produced a
steady rise in the ratio of short- to long-term debt
raised in markets (chart 6). Relatively heavy em-
phasis by nonfinancial firms on investment in
shorter-lived motor vehicles and inventories may
have prompted this rise in 1976 and 1977, but the
ratio continued to climb sharply even after the
composition of capital outlays shifted toward
longer-lived industrial plants and other structures
in 1978 and 1979. Many nonfinancial corporations
were reluctant to issue notes and bonds during
this period at the unprecedented high level of
interest rates, in part because expectations of a
recession were widespread. Indeed, publicly
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6. Liquidity measures for nonfinancial corporations

Ratio

.40

Short-term debt to long-term debt

*
.30
"‘\\/ Liquid assets to currrent liabilities
i I t ! | 1 i 1o .20
1972 1974 1976 1978 1980

* f break in series

Liquid assets include currency, demand and time deposits, foreign
deposits, U.S. government securities, state and local obligations,
open market paper, and security repurchase agreements. Short-term
debt consists of short-term bank loans, commercial paper, bankers
acceptances, finance company loans, and U.S. government loans.
Total current liabilities include short-term debt plus trade debt and
profit taxes payable. Flow of funds quarterly data seasonally ad-
justed.

offered and privately placed note and bond
financing was well below the 1975 total in each of
the subsequent four years, although it is likely to
reach a new high in 1980 given the exceptional
amount of public offerings in the second quarter.

Net stock issuance by nonfinancial firms re-
mained relatively light in 1979—this form of
financing was unattractive to many firms that
faced historically low price-earnings ratios—and
total equity as a percent of total capitalization
edged down slightly from its average of the past
three years. By the end of 1979, the share of
equity was less than 58 percent, when tangible
assets (that is, reproducible assets such as
structures and equipment plus land) are valued at
replacement cost. Equity accounted for nearly

two-thirds of total capitalization in the 1950s,
but then declined steadily to only 53 percent in
1973, from which level it rebounded only a
modest amount in the most recent expansion.
The reduced level of equity in the balance sheets
of nonfinancial corporations in recent years
reflects both the general weakness in retained
earnings and more importantly the reliance on
financing externally with debt rather than equity
capital. Escalating inflation, the tax deductibility
of interest payments, and the generally low level
of both stock prices and price-earnings multiples
over most of the period encouraged the heavy
reliance on debt financing.

Traditionally, a deterioration in these financial
ratios, such as experienced in recent years, has
been interpreted as indicating an increased vul-
nerability on the part of some corporations to ad-
verse developments. For example, greater re-
liance on short-term debt implies a faster
response of interest costs to rising rates; more-
over, firms must refinance at more frequent inter-
vals, even when credit availability has been se-
verely curtailed. And, a relatively low share of
equity in total capitalization means that a rela-

tively high level of contractual interest payments

persists through downturns in sales and income.
The relevance of these traditional measures for
assessment of corporate financial soundness may
not be as clear today as it once was, since
innovations in financial markets have allowed
both corporations and their creditors to adopt
new techniques for managing assets and liabil-
ities. Nonetheless, corporate concern about
balance sheet positions is evident from the large
volume of bond and stock issues elicited this
year by downward movements in the costs of
these funds. O
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Profitability of Insured Commercial Banks, 1979

Barbara Negri Opper of the Board’s Division of
Research and Statistics prepared this article.!

In 1979 the profitability of insured commercial
banks increased for the third consecutive year
following the reductions resulting from the
1973-75 recession. The rate of return on assets
rose from 0.76 to 0.80 and the rate of return on
equity increased from 12.9 to 13.9 percent—both
highs for the decade. Dollar profits, at $12.8 bil-
lion, set a record.? :

The gain in the pre-tax return on assets during
1979 was less than half that achieved a year
earlier. The 1978 gain reflected mainly an ex-
pansion of net interest margins, but in 1979 the
pronounced increase in market interest rates and
a greater reliance on liabilities that carry costs
tied to market rates resulted in an increase in in-
terest costs that nearly equaled the gain in inter-
est revenue. Moreover, a combination of greater
liquidity pressures and rising interest rates pro-
duced enlarged losses from the sale of securities
in 1979, especially in the fourth quarter. Loan-
loss provisions were reduced by the same
amount as in 1978, Table 1 summarizes the major
components of industry returns on average as-
sets.

Because of the sharp increases in interest rates
and because of the potential costs for large banks
associated with the Federal Reserve’s October 6
marginal reserves program, positioning of assets
and liabilities was an important determinant of
profitability during 1979. Commercial banks with
expanded net interest margins tended to hold
more assets than liabilities that carried interest
rates highly responsive to changes in market
yields. Conversely, the balance sheets of other-
wise similar banks with reduced margins were

1. The data base was developed by Nancy Pittman, and
research assistance was provided by Mary McLaughlin.

2. Appendix tables A.1 and A.2 present historical income
and expense information for all insured commercial banks
and for member banks.

1. Income and expense as percent of average assets,
all insured commercial banks, 1977-79!

Item 1977 ’ 1978 ! 1979

Gross interest earned ... 6.47 7.24 8.62
Gross interest expense .. 3.54 4.17 5.50

Net interest margin ..., 2.93 3.07 3.2
Noninterest income ... .70 74 .78
Loan-loss provision ......... .26 25 .24
Other noninterest expense . 2.45 2.50 2.54

Income before tax ......... 92 1.06 1.12
Taxes? .. .......... 23 .29 28
Other? ..., 01 —.02 -.04

Netincome ..oooovvvenniniin . 71 76 .80
Cash dividends declared .............. .26 .26 28

Net retained earnings .............ocooveeeeee iy .45 .50 .52
I
MEMO !
Taxable equivalent net interest
MArgin® .......ccooooneiiiininiiinn. Po333 3.48 3.48

Average assets (billions of dollars)! 1,257 1,419 1,594

I. Average assets are fully consolidated and net of loan-loss re-
serves; averages are based on amounts outstanding at the beginning
and end of each year.

2. Includes all taxes estimated to be due on income, on extraordi-
nary gains, and on securities gains.

3. Includes securities and extraordinary gains or losses (—) before
taxes.

4. For each bank with profits before tax greater than zero, income
from state and local obligations was increased by [1/(1 —# — 1]

times the lesser of profits before tax or interest earned on state and
local obligations (¢ is the federal income tax rate, which changed in
1979). This adjustment approximates the equivalent pre-tax return on
state and local obligations.

typified by fixed-rate longer-term assets funded
by short-term liabilities sensitive to market rates.
As in 1978, year-to-year changes in net interest
margins also varied by type of bank. Those with
less than $1 billion in assets, which as a class had
the highest proportion of liabilities covered by
fixed-rate ceilings on deposits, experienced an
improvement of 2 to 3 percent in net interest
margins. Margins at large non-money-center
banks were about unchanged. Money center
banks experienced a contraction of about 3 per-
cent in their consolidated net interest margins,
owing to a narrowing of margins at their impor-
tant and rapidly growing overseas offices.

All U.S. insured commercial banks with for-
eign offices showed increased profitability during
1979. Their domestic net interest margins ex-
panded, partially offsetting the reduction in for-
eign-office margins. Gains in noninterest income
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and reductions in loan-loss provisions contrib-
uted to growth in profits at those banks.

INTEREST INCOME

Gross interest income as a percent of average as-
sets rose 138 basis points during 1979, about
double the increase a year earlier when market
yields had risen far more slowly. The rise in re-
turn on assets was associated primarily with the
pattern of market yields, but also reflected a shift
from securities to higher-yielding loans; another
5 basis points of the gain can be traced to a shift
out of tax-exempt securities into taxable in-
struments. Commercial banks with the largest
proportional holdings of short-term and floating-
rate assets experienced gains substantially above
the average for all banks, whereas those with a
smaller proportion of rate-sensitive assets exhib-
ited below-average improvement.

The average return on loan portfolios rose 169
basis points in 1979 (table 2). Almost 90 percent
of loans at money center banks carried maturities
shorter than one year or had floating rates tied to
money market yields, and returns on loan portfo-
lios at these banks increased 270 basis points. By
contrast, yields at small banks increased only 60
basis points; these banks generally have larger
percentages of their portfolios in small business,
consumer, and real estate loans, which are char-
acterized by relatively slow turnover and rela-
tively stable yields, and in many cases by the
constraints of usury ceilings. Appendix table A.3
presents 1979 summary statistics on balance
sheet composition, effective interest returns and

2. Rates of return on fully consolidated portfolios,
all insured commercial banks, 1977-79!

Percent

Item 1977 l 1978 l 1979
Securities, total .........coeveiiiieniinnien. 6.22 6.47 7.05
U.S. government ...............ooueinns 6.98 7.37 8.25
State and local government ............ 5.08 5.24 5.58
[0]1,15 SO . 8.92 8.80 9.24
Loans, gross..........cooevvvennens 9.15 10.32 12.01
Net of loan-loss provision . 8.63 9.82 11.55

Taxable equivalent?
Total securities ...........ccooeeevvnnnnen 8.43 8.89 9.31
State and local .........cocooviiiniiieiinns 10.18 10.62 10.44
Total securities and gross loans ...... 9.96 9.95 11.37

1. Calculated as described in the ''Technical note,”” BULLETIN,
vol. 65 (September 1979), p. 704,
2. See note 4 to table 1.

costs, and income and expenses scaled to aver-
age assets for major groups of banks.

Yields on investment securities portfolios in-
creased more slowly than those on loans. The av-
erage current yield on U.S. government holdings
increased 88 basis points, and taxable equivalent
yields on total investment securities portfolios
are estimated to have increased only 42 basis
points. With an average portfolic maturity of al-
most five years, only a small proportion of hold-
ings matured to provide opportunities for rein-
vestment; some banks realized the capital losses
associated in 1979 with sales of longer maturities
to reinvest in issues offering higher current re-
turns. Although banks added nearly $15 billion,
net, to their holdings of securities during 1979,
securities as a proportion of assets fell during the
year because of strong growth in loans (table 3).

Effective in 1979, changes in the structure of
federal taxes applicable to commercial bank in-
come introduced a larger number of incremental
tax brackets; this change had the overall effect of
lowering tax rates somewhat, particularly for
banks with taxable income between $25,000 and
$100,000. As a result, the value of the tax prefer-
ence from state and local obligations tended to be
reduced. Thus, despite an increase in the nomi-
nal yield on bank portfolios of state and local gov-
ernment securities, the taxable equivalent yield
is estimated to have declined during 1979.

Interest income, when scaled to average assets
and adjusted for approximate tax equivalence,
increased 133 basis points in 1979 for insured
banks as a group, and gains were experienced by
every class of bank (chart 1). Money center
banks had the sharpest increase: their gross in-
terest income per dollar of average assets ex-
panded 24 percent. By comparison, these banks
recorded a gain of 28 percent in 1974 when the
annual average of short-term market yields in-
creased much less than it did from 1978 to 1979.
Other large banks apparently have increased the
rate sensitivity of their asset returns, with inter-
est income growing faster in 1979 than in 1974, a
cyclically comparable year.? By contrast, gross
interest income at small banks grew about the

3. Comparisons of 1974 and 1979 for large banks are
marred because only domestic-office operations were includ-
ed in earlier years; beginning in 1976, all income and expense
data were fully consolidated.



Profitability of Insured Commercial Banks, 1979 693

3. Portfolio composition as percent of total assets including loan-loss reserves,

all insured commercial banks, 1976-79!

Average during year

Domestic Fully consolidated

Item ey e R S - -
1976 ] 1977 1978 ‘ 1979 1976 [ 1977 1978 ] 1979
Interest-earning @sSelS .........oocviveirririeniiirriireniiiieiniinns 80.9 80.3 79.2 80.4 83.4 83.3 82.4 83.0
Loans...........coou.0s 52.0 52.1 533 56.0 53.1 53.4 54.6 56.3
Securities ....... 239 23.2 213 20.0 20.8 20.0 18.4 17.2
U.S. Treasury .. 9.2 9.2 7.7 6.6 7.9 7.8 6.5 5.5
U.S. government agencies ... 3.5 3.3 3.2 3.4 3.0 2.8 2.7 2.8
State and local governments . 10.6 10.2 9.8 9.5 9.1 8.7 8.3 8.0
Other bonds and stock .................. .6 .5 6 .5 .8 .8 9 8
Gross federal funds sold and reverse RPs 4.0 4.2 4.0 4.0 34 3.6 33 34
Interest-bearing deposits? ...........ocoveiiiiireeiriniinieennns 1.0 .8 .6 4 6.1 6.3 6.1 6.2
MEMO: Average gross assets (billions of dollars) .............. 958 1,056 1,198 1,329 1,116 1,244 1,406 1,593

1. Percentages are based on aggregate data and thus reflect the
heavier weighting of large banks. Data are based on averages for call
dates in December of the preceding year and March, June, September,
and December of the current year.

2. Interest-bearing deposits held by domestic offices first were re-

same from 1978 to 1979 as in 1974, implying some
decline in the sensitivity of their asset returns to
open market yields.

INTEREST EXPENSE

With the rapid escalation of market yields during
1979 and the pronounced shift toward greater use
of rate-sensitive funding sources, interest ex-
penses per dollar of average assets increased
one-third over 1978. All classes of banks experi-
enced runoffs from their demand and savings ac-
counts and from small time deposits carrying
fixed interest-rate ceilings. Consequently they
had to expand their issuance of liabilities car-
rying short maturities and offering returns com-
petitive with money market yields. For all banks
taken together, however, the increase in interest
costs is attributable not so much to the shift in
sources of funds as to the rapid increase in in-
terest costs on claims that are not subject to
deposit rate ceilings. Those costs increased more
than 300 basis points on average during 1979
(table 4) and were nearly twice the level of 1977.

With two exceptions, all categories of interest-
bearing liabilities cost an average of at least 200
basis points more than in 1978. One exception is
subordinated notes and debentures, on which aver-
age interest costs tended to be stabilized by rela-
tively long maturities and fixed interest rates. The
other exception is savings and fixed-ceiling
small-denomination time deposits, which domi-

ported in 1976. Reporting of those balances on a fully consolidated
basis began in December 1978, and the number shown for 1978 is an
average based on the reported December amount and estimates for
earlier call report dates. Fully consolidated interest-bearing deposits
are estimated for 1976 and 1977.

nate ‘‘other deposits’’ in the table. Most of the
84-basis-point cost increase is attributable to the
growth of six-month money market certificates
(MMCs). MMCs grew from 5 percent to 22 per-
cent of ‘‘other deposits’ as defined in the table,
and the average interest rate on MMCs issued
during 1979 increased 200 basis points. The only
changes in fixed-deposit-rate ceilings during 1979
were !/s-percentage-point increases for pass-
book and 90-day time accounts, so only a
minor part of the interest cost increase in
‘‘other deposits’’ is related to such regulatory
actions.

Even though funds from MMCs more than re-
plenished withdrawals from bank savings and
fixed-ceiling small-denomination time accounts,
the share of commercial bank assets funded by
savings and all small time balances diminished

4. Rates paid for fully consolidated liabilities,
all insured commercial banks, 1977-79!

Percent

Item 1977 l 1978 ’ 1979

Time and savings accounts ...........ccooeeivennen. 572 6.76 8.69
Negotiable CDs? ............ 558  7.85 10.52
Deposits in foreign offices 594 8.04 11.38
Other deposits ............cocceeeennis 5.67 5.81 6.65
Subordinated notes and debentures .... 7.38 177 8.41
Gross federal funds purchased and RPs ... 6.10 8.68 12,95
Other liabilities for borrowed money ..... . 7.56  7.00 9.17
Total o.oooovviiii 579  6.81 9.13
MEMo: Not covered by regulatory ceilings? .. 592 802 11.20
1. Calculated as described in the '‘Technical note,”” BULLETIN

(September 1979) p. 704,
2. Does not include nonnegotiable time deposits of $100,000 or
more.
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during 1979 (*‘other domestic’’ in table §). De-
mand deposits similarly grew less rapidly than
total assets, as high yields on close alternatives
continued to induce depositors to economize on
their non-interest-bearing balances. For all banks
together, consequently, growth in assets during
1979 was financed by managed liabilities, which
increased from 35.3 to 37.6 percent of banks’
consolidated assets. The pace at which large
banks issued managed liabilities slowed, as did
bank credit growth, after the Federal Reserve’s
October 6 policy actions.

Small banks, which generally do not issue
managed liabilities in volume, depended instead
on MMCs for their growth. Nevertheless, with
savings and small-denomination fixed-ceiling
time deposits continuing to dominate funding
sources, interest costs at small banks increased
far more slowly than the average for all banks
(chart 1 and appendix table A.3). Interest costs
at money center banks escalated; liabilities of
these banks were refunded numerous times on
average during the year at rapidly rising inter-
est costs.

In 1979, interest expenses per dollar of average
assets at money center banks increased 38 per-
cent, but as with asset returns, the increase dur-
ing 1974 had been faster. On the other hand, in-
terest expenses of other large banks increased
much faster in 1979 than in 1974, matching the

sensitivity of returns on their assets. Because of
the reliance of small banks on MMCs during
1979 and the more pronounced cost impact of
MMCs compared with that of the four-year cer-
tificates, which grew rapidly after their introduc-
tion in mid-1973, interest cost per dollar of as-
sets at small banks grew almost half again as
fast in 1979 as in 1974,

NET INTEREST MARGINS

Two factors were important in determining the
level and the pattern of change in net interest
margins during 1979. One, the type of business
that dominates a bank’s activity, influenced the
patterns shown in chart 1, since size correlates
with business mix. Second, with the rapid in-
crease in open market yields during 1979, net in-
terest margins depended on whether assets and
liabilities of banks were positioned to produce
faster growth in interest revenue than in costs.
Revenue gains were little larger than cost in-
creases for all banks together, and so the average '
net interest margin adjusted for the shift out of
tax-exempt securities and scaled to average as-
sets is estimated to have been unchanged from
1978. However, the aggregate asset and liability
balance implied by the stable net interest margin
masks some substantial differences in experience

5. Composition of financial liabilities as percent of total assets including loan-loss reserves,

all insured commercial banks, 1976-79!

Average during year

Domestic Fully consolidated
Item
1976 L 1977 rl978 [ 1979 1 1976 l 1977 1978 L 1979
|

Financial claims ........oooooiivviiiiiiiinn 89.1 89.4 89.1 88.0 90.1 90.4 90.2 89.7
Demand deposits ..... 32.6 32.1 31.9 30.3 28.0 27.2 26.9 253
Interest-bearing claims ........... 56.5 57.3 57.2 57.7 62.1 63.2 63.3 64.4
Time and savings accounts .. 49.2 49.0 48.3 47.3 55.5 55.6 55.2 55.0
Large time2 ................. 14.8 13.3 15.0 15.2 13.8 11.4 12.7 12.7
In foreign offices ........cooocinviiiiniinniiis [ e e e 13.2 14.1 14.5 15.6
Other domestic .........cc.ocevveiinnennn. 34.4 35.7 333 32.1 28.5 30.1 28.1 26.7
Subordinated notes and debentures .5 .5 5 4 4 4 4 4
Other borrowings ...........ccoociiiiiiinnn, .5 .6 1.1 2.0 .8 9 1.5 2.4
Gross federal funds purchased and RPs ..... 6.3 7.2 73 7.9 5.4 6.2 6.2 6.6

MEMO
Managed liabilities? 22.1 21.6 23.9 25.6 33.6 33.1 35.3 37.6
Average gross assels (billions of dollars).. 958 1,056 1,198 1,329 1,116 1,244 1,406 1,593

1. Percentages are based on aggregate data and thus reflect the
heavier weighting of large banks. Data are based on averages of call
dates for December of the preceding year and March, June, Septem-
ber, and December of the current year.

2. Deposits of $100,000 and over issued by domestic offices.

3. Large time deposits issued by domestic offices plus gross depos-
its at foreign offices, subordinated notes and debentures, RPs, gross
federal funds purchased, and other borrowings.
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1. Components of interest margins

Percent of average assets

e g
1971 1973 1975 1977 1979

Size categories are based on year-end consolidated assets.

Gross interest income is adjusted for taxable equivalence. Net inter-
est margins are gross interest income adjusted for taxable equivalence
minus gross interest expense.

Data are for domestic operations until 1976, when foreign office op-
erations of U.S. banks were consolidated into the totals.

during 1979 both within and among classes of
banks.

Margins of money center banks contracted, re-
flecting large declines at foreign offices that were
only partially offset by gains at domestic offices.
Margins were unchanged at other large banks, at
which corporate and foreign-office business car-
ries less weight than at money center banks.
Margins at smaller banks increased slightly; the
cost advantages of the large volume of deposits
with fixed ceilings outweighed the incremental
narrowing effects of the high-cost MMCs issued

to fund rate-insensitive assets as the year pro-
gressed.

Even within class of bank, rapid changes in
market interest rates affect profitability in rela-
tion to the degree of balance of interest-rate-
sensitive assets and liabilities. At one extreme, for
instance, the margin of a bank that does nothing
but finance three-month fixed-rate loans with
three-month time deposits will show little re-
sponse to fluctuations in market interest rates;
the upper bound of the bank’s profit—ignoring
noninterest factors and assuming borrowers
repay on time—equals the weighted average of
the differences between each loan return and its
deposit-funding costs. Sharp changes in market
yields after takedown but before maturity of the
transactions are unlikely to bring additional gain
or loss to the bank. At the other extreme would
be a bank that does not match the rate sensitivi-
ties of its assets and liabilities, such as one that
finances longer-term fixed-rate loans with funds
purchased short-term. To the extent that the
market expectations embodied in the term struc-
ture of interest rates proved to be accurate fore-
casts of the actual course of interest rates, the
bank would be able to forecast its ultimate gain
from the transaction and would be no better off
or worse off in the end than it expected to be at
the outset. To the extent that market expecta-
tions are not fulfilled, however, the bank’s actual
final return will differ from that expected. More-
over, such mismatching creates the possibility of
wide fluctuations in interim returns.

One important indicator of a bank’s exposure
to such interest rate risk is the difference be-
tween the percentage of assets invested in rate-
sensitive instruments and the percentage of as-
sets funded by rate-sensitive liabilities. That dif-
ference—the proportion of the bank’s total as-
sets represented by transactions for which
interest rates on only one side of the balance
sheet, not both sides, are linked to short-term
market yields—is indicative of the extent to
which gains or losses might arise from unexpect-
ed changes in market interest rates.

Chart 2 shows measures of the relationship of
rate-sensitive assets and liabilities to total assets
for five groups of banks. The measures, defined
in the notes to the chart, could have been refined
if maturity detail within one year had been avail-
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able, if it had been possible to include short-term
and uncapped floating-rate loans of small banks
and floating-rate notes and debentures issued by
all banks, and if off-balance-sheet transactions
representing hedging activities had been avail-
able. Across classes of banks, moreover, the
changes in net interest margins depended upon
the interaction of this rate-sensitive balance with
the rate sensitivity of other assets and liabilities
and the relative weight of usury ceilings or de-
posit ceilings. But within each class, banks hold-
ing more rate-sensitive assets than liabilities
were able to benefit, on average, from the in-
creases in market yields during 1979. Thus, ex-
cept for the money center institutions, banks
with increased interest margins from 1978 were
better positioned than their counterparts (table
6).* In addition, the differences among groups
in the levels of rate-sensitive assets and liabilities,
as shown in chart 2, roughly correspond with the
differences among them in the rates of change in
gross interest returns on assets and costs of
liabilities (chart 1).

The sharp rise in the sensitivity of liabilities of
small banks to interest rates during 1979,

4. Regressions using the difference—raie-sensitive assets
minus rate-sensitive liabilities all as a percent of assets —as
an explanation of the percent change in 1979 in net interest
margins yielded R?s of 8 to 12 percent for the three groups of
banks with less than $1 billion in assets, and 22 percent for
the two classes of larger banks. The coefficients for the dif-
ference variable were 0.45, 0.40 and 0.25 respectively for
banks with assets below $235 million, of $25 million to $100
million, and of $100 million to $1 billion; they were 0.64 and
0.62 for money center and other large banks respectively.
The size classes tend to be good proxies for type of business
and thus tend to hold constant differences in net interest mar-
gin behavior associated with types of borrowers, standard
loan terms, predominant funding sources, and so forth.

suggested by chart 2, refiects increased depen-
dence upon MMCs, the only rate-sensitive fund-
ing source not normally thought of as a managed
liability. In earlier periods of rising market
yields, only large banks tended to shift toward
rate-sensitive liabilities, as they funded increases
in loans by issuing money market instruments;
small banks had few alternative sources of funds
that might compensate for any shortfalls in
growth of their core deposits. The importance of
the change in the portfolio behavior of small
banks in 1979 was that the greater dependence on
MMCs was not accompanied by a commensurate
shift toward rate-sensitive assets. As 1979 pro-
gressed, therefore, small banks as a group be-
came increasingly exposed to interest rate risk.

A cross-sectional analysis of the effect of
MMCs on small banks is presented in table 7.
Two groups of small banks are compared—those
in the highest and in the lowest quartiles of
MMCs as a percentage of total financial claims.
In the second half of 1978, small banks relying
most heavily on MMCs had average taxable
equivalent interest margins 17 basis points lower
than those in the lowest quartile. In 1979, the dif-
ference between the two quartiles rose to 54
basis points. Of that, only 10 basis points flowed
through to profits before tax, however, largely
because the noninterest expenses of banks in the
highest quartile during 1979 were not only lower
than those in the lowest quartile but also lower
than for that size group as a whole. Some of the
unusually low operating costs for banks in the
high quartile may be a result of dividing fixed as
well as variable costs by average assets because
those banks experienced exceptionally rapid
growth in assets during 1979.

2. Percentage of assets funded and invested in rate-sensitive instruments, by year-end assets
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6. Impact of asset and liability positioning on the 1978-79 change in net interest margins,

gll insured commercial banks!

Rate-sensitive Average interest margin®
ASS%tS' Number
year-end 1979 I . Percent
Assets? Liabilities? Difference’ 1979 1978 change

Less than 325 million
Increased margins ............... 5,220 14.4 12.9 1.5 5.02 4.45 12.8
Others ...oovviiiiiiiinnininnnen. 2,101 11.9 18.0 -6.0 4.48 4.83 -7.2
$25 million to $100 million
Increased margins ............... 3,058 12.4 17.2 —4.8 4,92 4.55 8.1
Others ..oovviiinii 2,030 10.7 21.3 —10.6 4.37 4.65 —6.1
3100 million to 31 billion
Increased margins ............... 700 17.7 23.3 ~5.6 4.71 4.38 7.5
Others .....ocooovviiiiiiniecnnn 635 15.5 27.0 -11.5 4.09 4.34 —5.8
13 money center
Increased margins ............... 3 60,3+ 59.2t 1.1 2.48% 2.41 3.0
Others ...cooovvviiiiniiiiiininns 10 57.1 61.6 -4.5 2.05 2.20 -6.7
Others §1 billion or more .
Increased margins ................ 74 40.0 36.1 3.9 3.99 3.74 6.7
Others....ooovvviinviiiniceinnecenn 81 39.8 423 -2.4 332 3.56 -6.8

1. Differences between means are statistically significant at the .01
level except when noted by an asterisk (*), which are significant at the
.05 level, and a dagger (1), which are not statistically significant.

2. Average, as a percent of total assets, on the following call dates:
December 1978 and March, June, September, and December 1979.

LOAN LOSSES AND OTHER NONINTEREST
INCOME AND EXPENSE

Loan-loss provisions declined again relative to
average assets, continuing in 1979 the reversal of
the buildup associated with the 1973-75 reces-
sion. Cash losses net of recoveries fell in relation
to average loans at all four classes of banks (table
8). Relative to average assets, loan losses also
fell at all except the large non-money-center
banks (chart 3). Money center banks, for which
loan losses had increased quite rapidly in 1975
and 1976, experienced particular improvement;
in 1979, net loan losses as a percent of their as-
sets almost matched the previous low for the

3. Rate-sensitive assets minus rate-sensitive liabilities, as defined
above and in the note to chart 2.
4. Taxable equivalent, as a percent of average assets.

decade. Despite an increase in loan portfolios,
the major improvement for money center banks
came in the form of reduced chargeoffs during
1979.

Increases in noninterest revenue and in nonin-
terest expenses other than loan-loss provisions
outpaced growth in assets and, as in 1978, the
revenue gains were about offset by the increased
costs. Service charges on deposits and revenue
from commissions and fees expanded relative to
assets. An expansion in service charges probably
was related to the growth of interest-bearing
transactions balances, which have been associat-
ed with a move toward explicit pricing of bank
services; growth in commissions and fees is

Percent

MONEY CENTER s

65

Tnvested

| e 55

. F‘m@d, ; .. Funded
, 45

1976 1977 1978 1979 1976 1977

Percent

OTHERS OVER $1 BILLION

Rate-sensitive assets: interest-bearing de-
posits, federal funds sold, reverse RPs, loans
and government debt maturing in one year or
less, and other loans with floating rates. Small
banks do not report the loan detail, so their
holdings of {oans to financial institutions, con-
struction loans, and purpose loans are included.
Rate-sensitive liabilities: large time deposits
and foreign office deposits due in one year or
20 less, federal funds, RPs. MMCs, and other

1978 short-term borrowings.

1979
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probably a result of the rapid buildup of loans
and in particular the increased loan-to-asset ra-
tio. Salaries and related employee compensa-

7. Comparison of operating results in 1979,
small insured commercial banks
with greatest and least reliance on MMCs!

Means in percent

Quartile
Item - e ———
Highest Lowest
Growth
Total domestic assets ...........covvvvnvirnninns 17.9 10.0
Domestic liabilities ..............cooooveiinnniin, 21.7 10.4
Income and expense scaled to
average consolidated assets

Interest income .... 8.52 8.35
Interest expense ....... 4.37 3.61

Net interest margin ... 4.15 4.73

Taxable equivalent . 4.58 5.12

Noninterest income ... .50 .67
Loan-loss provision ........ .25 27
Other noninterest expense 2.88 3.51

Profit before tax ........... 1.52 1.62

Net income ...... . 117 1.22

Dividends ...........cooiniciiiin 25 .28
MMCs as percent of total financial claims
Top of quartile .............cooovivieiniiininn, 52.5 10.3
Bottom of quartile ...............cco.cenv 18.4 0

1. Top and bottom quartiles, as determined by MMCs as a percent
of total financial claims at the end of 1979, of all banks with year-
end assets below $100 million.

The differences between means of the two groups are all statistically
significant at the | peccent level.

tion expenses caused the increase in noninterest
operating costs relative to average assets.

PROFITABILITY AND DIVIDENDS

Returns on assets for all insured banks improved
S percent during 1979, and reflecting a minor ad-
dition to leverage, returns on equity increased
somewhat faster. Those gains, after the larger in-
creases during 1978, raised earnings rates in 1979
for all insured banks as a group to record highs
for this decade. Returns on equity were narrowly

3. Net loan losses charged]

Percent of aver

1971 1973 1975 1979

1. As a percent of average consolidated assets net of loan-loss re-
serves, all insured commercial banks.

1977

8. Loan portfolio losses and recoveries, all insured commercial banks, 1977-79

Millions of dollars, except as noted

Net losses
., . el Losses : Loan-loss
Year, and size of bank charged Recoveries Doliar Percent of provision
amount loans?
1977
ANDANKS Lovvvierieee i 3,549 809 2,740 41 3,244
Less than $100 million ... 720 210 510 33 632
$100 miltion to $1 billion 674 177 497 .37 609
$1 billion or more
MONEY CEMEET ..ovvininiiiiiiienirit e crrrn e rieenrnenas 1,147 218 929 .45 1,025
ONEIS .oviiviiieeiiieeee ettt aerarnaee e, 1,009 204 804 .46 978
1978
Allbanks ........cooove, 3,537 1,073 2,464 32 3,499
Less than $100 million ... 782 240 542 32 748
$100 million to $1 billion ... 689 194 495 .32 667
$1 billion or more
MONEY CENMEE .ivviniereit it cnre e v e 995 335 660 .28 972
(07771 S U UUOTITTUPTO 1,068 303 765 .36 1,112
1979
ATBANKS . .oviiiiniiici e e 3,731 1,197 2,534 .28 3,764
Less than $100 million ... 823 256 567 .30 783
$100 million to $1 billion 758 218 540 .30 745
$1 billion or more
Money center 860 329 531 20 895
Others ....ooovvviiiiiiiiercceans 1,290 394 897 .34 1,341

1. Size categories are based on year-end fully consolidated assets.

2. Average of beginning- and end-of-year loan balances.
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dispersed among size classes of banks in 1979,
ranging from 13.5 percent for the large non-
money-center banks to 14.1 percent for small
banks (table 9). In contrast, from 1974 through
1976, returns on equity at money center banks
averaged one-fifth higher than at other large com-
mercial banks.

Cash dividends declared during 1979 increased
faster than average assets for the first time since
1975. Unlike 1978, when all of the increased
earnings on assets were retained, banks in their
second year of substantial profit growth divided
the gain about equally between increases in cash
dividends declared and additions to retained
earnings. Large banks, nearly all of which are
affiliated with holding companies, maintained
about the same dividend payout ratio—40 per-
cent—as in 1978. Equity capital increased nearly

9. Profit rates, all insured commercial banks, 1973-79

$10 billion during 1979, not quite enough to keep
pace with asset growth. As in the year earlier, re-
tained earnings contributed more than four-
fifths of the gain in equity (table 10).

INSURED U.S. COMMERCIAL BANKS WITH
FOREIGN OFFICES

At the end of 1979, 164 U.S. insured commercial
banks had foreign offices or Edge Act or Agree-
ment corporation subsidiaries. Those 164 banks
held $979 billion in consolidated assets at year-
end or almost three-fifths of industry assets. Dur-
ing 1979, funding patterns shifted so that foreign
offices became a net source of funds to domestic
offices. With that shift and with a change in lend-
ing patterns from loans toward lower-yielding in-

Percent
Type of return, and size of bank! 1973 | 1974 | 1975 J 1976 ! 1977 | 1978 ‘ 1979

Return on assets?
AL BAnKS ..oooviiiiiiiin e .76 oy .69 .70 71 .76 .80
Less than $100 million .... 1.00 97 .89 94 .98 1.04 1.15
$100 million to $1 billion ..........ooooeviiiiiiiiii e .84 .79 .75 .78 .82 .90 .96
$1 billion or more

MoOney CeNTET . ...ocouiiiiiiiiiiciireit et e v e .60 .56 .56 .54 .50 .53 .56

OLhers ....oocoiiiiiiiiii e .62 .58 .59 .60 .62 .68 72
Return on equity?
AN DANKS ..o 12.9 12.6 11.8 11.5 11.8 12.9 13.9
Less than $100 million ...............ooooiiiiiiiniii 13.5 12.7 11.5 11.8 12.4 13.2 14.1
$100 million to $1 billion ...............oooiiiiii 12.6 11.9 111 11.1 12.0 13.2 13.9
$1 billion OF MOTE ....oooviviviiiinieeiiiicee e,

Money center .... 13.2 14.1 13.8 12.3 11.4 12.8 14.0

Others ........ccoovvviiiiiniiiiiirenn, 12.0 1.7 11.2 10.6 1.2 12.5 13.5

1. Size categories are based on year-end fully consolidated assets.
2. Net income as a percent of the average of beginning- and end-
of-year fully consolidated assets net of loan-loss reserves,

3. Net income as a percent of the average of beginning- and end-
of-year equity capital.

10. Sources of increase in total equity capital, all insured commercial banks, 1973-79!

Millions of dollars, except as noted

Net retained income?

Increase in equity capital
from retained income (percent)

 Netincrease
in equity capital

Year
) Large Large Column 1/ Column 2/
Total banks? Total banks? column 3 column 4
)] ) 3) 4 (5) (6)
4,131 1,491 5,455 1,849 76 81
4,307 1,666 5,631 1,977 76 84
4,224 1,690 5,526 2,396 76 71
4,834 1,909 7,254 3,371 67 57
5,599 2,157 7,094 2,939 79 73
7,019 2,947 7,961 3,304 88 89
8,350 3,616 9,952 4,291 84 84

1. In 1976, equity capital was affected by one-time accounting
changes in the treatment of loan-loss and valuation reserves. Data
for 1976 have been adjusted to correct for that definitional change.

2. Net income less cash dividends declared on preferred and com-
mon stock.
3. Banks with fully consolidated assets of $1 billion or more.
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terbank placements, foreign-office net interest
earnings narrowed. Despite unprecedented vol-
atility in interest rates and some additional costs
of managed liabilities associated with the Octo-
ber 6 marginal reserve program instituted by the
Federal Reserve, domestic-office net interest in-
come for these banks expanded during 1979. Con-
solidated net interest margins narrowed slightly,
but the overall net income of banks with foreign
offices was increased by growth in noninterest
income and by reductions in provisions for loan
losses. All of the improvement in consolidated
net earnings was attributed to domestic business;
the net return on consolidated assets attributed
to international business was unchanged from
1978.

During 1979, commercial banks with foreign
offices were able to take advantage of a change in
the traditional cost differentials between certifi-
cates of deposit (CDs) issued domestically and
those issued in the Eurodollar market. That shift
meant that, adjusted for required reserves, the
interest cost to fund domestic-office operations
with Eurodollar CDs was lower than with domes-
tic CDs. For several years before that change,
those reserve-adjusted interest costs had tended
to be about equal. The intraoffice shifting of
funds amounted to almost $15 billion, net, during
the year; funds advanced by foreign offices to
their domestic affiliates increased nearly $6 bil-
lion, and outstanding balances of domestic-office
advances to their foreign affiliates fell nearly $9

11. Assets and liabilities, all U.S. insured commercial banks with foreign offices, December 31, 1979

Item

Total ASSES ........covvivniiniiiii s

Cash and due from banks
Federal funds sold and reverse RPs..
Securities ......ccoviiieiiin
Loans.......

Other! o s
Total liabilities ...................coooooii

Deposits .......coovvvennen.
Noninterest-bearing?
Interest-bearing.............

Savings and small time .
Time over $100,000

Nondeposit financial claims ..........
Federal funds purchased and RPs
Subordinated notes and debentures .
Other tiabilities for borrowed money

ORET! i

MEMo: Remaining maturities

TOtAl ASSEES ....voiviriniritit it e et e e

Selected assets® ...
One year or less ..
One to five years

OVET fIVE YEATS 1oiviiiniiiiii it e e a e

Total liabilities .....................ooiiiiiii

Selected liabilities*
Subjecttocall ............
Other three months orless ..

Overthree months ..o

Domestic offices Foreign offices
Billions of Percent of Billions of Percent of
dollars total dollars total
............ 688 100 313 100
115 17 115 37
25 4 *
96 14 9 3
371 54 160 51
........... 81 12 29 9
........... 644 100 313 100
475 74 272 87
221 34 17 5
254 39 255 81
129 20 n.a. n.a.
125 19 n.a. n.a.
113 18 12 4
87 14 * *
3 * * *
22 3 12 4
........... 56 9 29 9
........... 688 100 13 100
451 66 270 86
262 38 192 61
108 16 55 18
........... 81 12 23 7
........... 644 100 313 100
553 86 255 81
229 36 26 8
243 38 169 54
........... 81 13 61 19

1. Of this amount, $12 billion represents net funds advanced by do-
mestic offices to their own foreign offices and $9 billion represents net
funds advanced to domestic offices by their own foreign offices.

2. Demand deposits in domestic offices, non-interest-bearing de-
posits in foreign offices.

3. For foreign offices, maturity detail is provided for all loans and
interest-bearing balances due from banks; included also are $7 billion
in cash items in process of collection (CIPC), demand deposits issued
by other banks, and currency. Maturity detail is not reported for do-
mestic-office holdings of consumer loans and single-family home mort-
gages, which amounted to $66 billion and $53 billion respectively and
which tend to have relatively long original maturities. Maturities rep-
resent all other loans and all securities at domestic offices; included in
the shortest category also are federal funds sold and reverse RPs as

well as $91 billion in domestic offices in CIPC, demand deposits issued
by other banks, and currency.

4. For foreign offices, maturity detail is provided for all interest-
bearing deposits. For domestic offices, liabilities subject to call are
demand deposits and TT and L balances. Other domestic-office liabili-
ties maturing within three months include all large negotiable CDs
with that remaining maturity, savings, RPs and federal funds pur-
chased, half of MMCs, and 4 percent of other small time deposits.
Over three months includes subordinated notes and debentures, half
of MMCs, all other large negotiable CDs, and 96 percent of small time
deposits.

* Less than $500,000 or 0.5 percent.

n.a. Not available.
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billion. Most of this shift occurred during the first
half. Based upon average yields during 1979, an
estimated 25 to 40 basis points in interest costs
were saved by financing domestic-office business
with CDs issued by affiliates in the Eurodollar
market instead of CDs issued directly by domes-
tic offices. With that shift in funding and with the
incentives to restrict growth stemming from the
marginal reserve program, managed liabilities
issued to nonaffiliates by domestic offices re-
mained unchanged in proportion to assets. The
predominant funding sources for domestic of-
fices carried maturities of three months or less
(table 11). During 1979 foreign offices increased
their reliance on liabilities maturing beyond three
months, but claims maturing within three months
continued to predominate.

Consistent with their role as a source of funds
for domestic affiliates, foreign offices increased
their deposits substantially more than their
loans; their loans dropped from 56 percent to 51
percent of total assets during the year. Accom-
panying this shift in intrabank relationships,
loans at domestic offices grew in relation to as-
sets during 1979, and deposits financed a smaller
proportion of assets than at the end of 1978. Do-

12. Customers, U.S. insured commercial banks with
foreign offices, December 31, 1979

Billions of dollars

. Domestic Foreign
Item offices offices
Total loans, gross ...............ccccoovvecnis 383 162
Real estate ................. e 94 5
To financial institutions . 38 28
In the United States ......... 19 1
Outside the United States . 8 20
Not specified ................. 11 7
Commercial and industrial ... 157 94
To U.S. addressees ......... 149 5
To non-U.S. addressees 8 89
To individuals ................ 66 6
To foreign governments . 2 24
Other ...ooovviiiiiiieeie e 26 5
MEMO
To U.S. addressees ..........ccc.ccoveevrvnene, 168 6
To non-U.S. address 16 133
Not specified . 199 23
Total deposits .....................ooeeinniinns 475 272
Individuals, partnerships, and
COTPOrAtIONS ..evvvrieireenreierininieenens 376 88
U.S. federal, state, and local
ZOVEINMENtS .....ovevveeerineiiiiiininn 28 1
Foreign governments and official
INSULULIONS .\\veevivinneeniiereiineiiin 7 36
Commercial banks in the
United States .........coovveveniinrinennnn. 45 18
Banks in foreign countries ... . 10 126
Certified and officers’ checks 9 3

mestic offices continued to lend far more to cus-
tomers located in the United States than else-
where, and foreign offices overwhelmingly held
loans of non-U.S. borrowers (table 12).

Effective interest costs and returns at both do-
mestic and foreign offices of these banks in-
creased rapidly, along with market yields, re-
flecting the predominance of short-term liabilities
and assets carrying short maturities or floating
rates (table 13). Loan portfolio yields increased
237 basis points at domestic offices and 262 basis
points at foreign offices. The average effective in-
terest cost for interest-bearing liabilities in-
creased far more rapidly at foreign offices than at
domestic offices: the relative stability at the latter
reflects the small change in average interest costs
of savings and small-denomination time deposits,
which accounted for 20 percent of total domes-
tic-office liabilities of these banks,

Gross interest income as a percent of average
assets increased at domestic offices during 1979,
largely because of the rise in market yields but
partly because ‘‘noninterest-bearing’’ amounts
due from foreign affiliates, which had been in-
cluded in assets at the end of 1978, were reduced
and invested in interest-bearing transactions with
nonaffiliates during 1979 (table 14). The increase
in gross interest income at foreign offices was
held down by the growth in similarly ‘‘noninter-
est-bearing’’ balances advanced to domestic af-
filiates. Such advances added to foreign-office as-
sets, but no interest income was recorded by
foreign offices. The increase in gross interest ex-
pense per dollar of assets at domestic offices was
held down by this same accounting treatment of

13. Rates of return and rates paid for funds,
U.S. insured commercial banks
with foreign offices, 1978 and 1979!

Percent

Domestic offices Foreign offices
Item —- - e Sl Rk

1978 1979 1978 1979

Loans ....coooviivinnnn, 9.93 12.30 10.59 13.21
Interest-earning ass 9.67 11.92 9.38 12.35
Interest-bearing deposits ... 6.54 8.36 7.95 11.38

Interest-bearing

liabilities .................. 6.97 9.31 8.01 11.32

1. Calculated as described in the “*Technical note,” BULLETIN
(September 1979), p. 704.

2. Approximated for domestic offices according to the method de-
scribed in table 1, note 4.
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14. Interest income and expense as percent of average
assets, U.S. insured commercial banks with
foreign offices, 1978 and 1979

Domestic offices Foreign offices

Item —— I
1978 1979 1978 1979
Gross interest income........ 6.50 7.38 8.34 .46
Gross interest expense ...... 3.78 4.57 6.33 8.19
Net interest margin ........ 2.72 2.82 2.00 1.26
Taxable equivalent! .... 3.10 3.13 2.00 1.26

1. Approximated for domestic offices according to the method de-
scribed in table 1, note 4.

intraoffice transactions. Thus, some of the in-
crease in interest margins at domestic offices and
the decrease in those at foreign offices reflects
distortions related to intracompany transfers.
Viewed as consolidated entities, U.S.-insured
commercial banks with foreign offices experi-
enced a small attrition in net interest margins
during 1979 (table 15). Interest income increased
rapidly, but not quite so fast as interest ex-
penses. Gains in noninterest income and further
shrinkage of loan-loss provisions during 1979
more than offset the expansion in noninterest ex-
penses and the reduction in net interest earnings;
income before taxes on a consolidated basis con-

15. Consolidated income and expenses, U.S. insured
commercial banks with foreign offices, 1978-79

Percent of average assets

Item 1978 1979

Gross interest income 7.09 8.75
Gross interest expense ..., 4.58 6.25
Net interest margin .... . 12351 2.50
Taxable equivalent! .........c.cccoeeviviiiiiinninn 2.77 2.74
Noninterest inCOME .......ocovvviiiiiiiiinininenei. .82 .84
Loan-loss provisions ... .25 22
Other noninterest expense 2.14 2.17
Income before tax .. 93 .95
Foreign offices? .. 25 22
Domestic offices?............cooiviiiiiiinniiiinnen. .68 73
NEtINCOME .....ovvenviiiniiiiiiiiiiii e .59 .63
International business? . 16 .16
Domestic business?............cocoviiiinviiniiinnn, 43 47

1. Approximated for domestic offices according to the method de-
scribed in table 1, note 4.

2. See table A.4. Reflects amounts attributed, giving full allocation
of income and expense.

sequently increased during 1979. After taxes, the
consolidated rate of return on assets of banks
with foreign offices increased 7 percent, and after
full allocation of costs and revenues, all of the
improvement was attributed to domestic busi-
ness (table 15). International business provided
net earnings of 0.16 percent of average consoli-
dated assets in 1979 as in 1978. 0
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A.1 Report of income, all insured commercial banks

Amounts shown in millions of dollars

Item 1971 L 1972 | 1973 | 1974 | 1975 l 1976 ] 1977 ‘ 1978 ‘ 1979
Operating income—Total ....................cooiiin, 36,204 40,065 52,794 67,872 66,285 80,388 90,069 113,170 149,795
Interest
LOANS . ....uteiiiiiiiii i 22,954 25,498 35213 46,942 43,197 51,471 58,881 75,948 101,942
Balances with banks .......ccococieiiiiiiviiiininniinnn n.a. n.a. n.a. n.a. n.a. 4,459 4,860 6,662 10,561
Federal funds sold and securities purchased under
resale agreement...........coooecorieiinninnnneennnns, 870 1,023 2,474 3.695 2,283 1,979 2,471 3,664 6,106
Securities (excluding trading accounts)
Total interest iINCOME .......oooevvirniiiiiiiiniininn.s 7,660 8,329 9,138 10,344 12,201 14,333  15.140 16,432 18,755
U.S. Treasury securities...................... .| 3,384 3,376 3,436 3,414 4,415 5,952 6,369 ] 9335 10.630
U.S. government agencies and corporations .. 914 1.144 1,469 2,014 2,343 2,410 2,466 ’ 163
States and political subdivisions.................. 3,124 3,490 3,861 4,449 4911 5,116 5,338 6,003 6,928
Other bonds, notes, and debentures 238 319 372 467 532 750 858 1 1.094 1197
Dividends on stock .........cocevvieen ) i ! (O] ! 105 109 ’ ’
Trust department ............ 1,258 1,366 1,460 1,506 1,600 1,795 1,980 2,138 2,375
Direct lease financing ...... n.a. n.a. n.a. n.a. n.a. 534 699 862 1,073
Service charges on deposits 1,226 1,256 1,320 1,450 1,547 1,629 1,797 2,039 2,517
Other charges, fees, etc. .... 981 1,079 1,247 1,408 1,647 2,175 2,404 2,930 3,635
Other operating income ... 1,256 1,512 1,942 2,530 3,811 2,011 1,903 2,495 2,831
On trading account (net) 344 257 341 430 508 717 420 n.a.? n.a.?
Other 912 1,255 1,601 2,100 3,303 1,205 1,350 n.a.? n.a.?
Equity in return of unconsolidated subsidiaries .... | n.a. n.a. n.a. n.a. n.a. 89 133 n.a.? n.a.?
Operating expenses—Total ....................ccooooenniee, 29,511 32,836 44,113 58,645 57,313 70,466 78,484 98,104 131,950
Interest
Time and savings deposits .............ccccoerverrinennn, 12,168 13,781 19,747 27,777 26,147 34,894 38,701 50,054 71,693
Time CD's of $100,000 or more issued by
domestic Offices ......coociviriiiiviniiiienniiin, n.a. n.a. n.a. n.a. n.a. 7,083 6,732 11,693 18,105
Deposits in foreign offices n.a. n.a. n.a. n.a. n.a. 8,745 10,216 14,559 24,523
Other deposits n.a. n.a. n.a. n.a. n.a. 19,066 21,753 23,802 29,065
Federal funds purchased and securities sold under
repurchase agreements 1,093 1,425 3,883 5,970 3313 3,305 4,536 7,247 12,218
Other borrowed money” ..... 139 115 499 912 374 665 816 1,452 3,162
Capital notes and debentures ....... 142 212 253 280 292 343 3N 445 497
Salaries, wages, and employee benefi 8,355 9,040 10,076 11,526 12,624 14,686 16,276 18,654 21,465
Occupancy exXpense ........oocviveriiin., 1,721 1,915 2,141 2,424 2,739 3,247 3,587
Less rental income 318 340 367 383 427 494 551 5559 2
Net vovvevriernsnnnnn, 1,403 1575 1,774 2041 2312 2752 3,036 & 6,255
Furniture and equipment .. 1,014 1,083 1,196 1,355 1.525 1,712 1,923
Provision for loan losses .... 860 964 1,253 2,271 3,578 3,650 3,244 3,499 3,764
Other operating eXpenses ..................... 4,337 4,640 5,432 6,514 7.149 8,456 9,561 11,194 12,796
Minority interest in consolidated subsidiaries ...... 1 1 29 24 n.a.? n.a.?
OhEr .ovvviieiiii et e i 4,337 4,639 5.431 6,514 7,149 8,427 9,537 n.a.? n.a.?
Income before taxes and securities gains or losses.... | 6,693 7,229 8,681 9,227 8,973 9,922 11,585 15,067 17,843
Applicable income taxes.......c.o.ccooveiiiiiniiiiinnn., 1,688 1,708 2,120 2,084 1,790 2,287 2,829 4,155 4,736
Income before securities gains or losses..... .. | 5,005 5,522 6,560 7.143 7.182 7,635 8,756 10,911 13,109
Net securities gains or losses (—) after taxes ........ 210 90 =27 —87 35 190 95 —225 ~350
Extraordinary charges (—) or credits after taxes .. -1 18 22 12 32 24 47 45 39
NELINCOME . ...uiiivtireriieeriieeniiee e et evrieneeains 5,213 5,630 6,555 7,068 7.249 7,849 8.898 10,731 12,797
Cash dividends declared ..........coo.coovviiininnn 2,227 2,191 2,423 2,760 3,025 3,029 3,299 3,714 4,449
MEMoO
Number of Banks .........covevvveeiiiiieiiiiiineneinneninn. 13,602 13,721 13,964 14,216 14,372 14,397 14,397 14,380 14,352
Average fully consolidated assets (billions of
dOllars) .....coevvviiiiieii e 646 738 857 987 1,052 1,123 1,257 1,418 1,593

1. Included in income from other bonds, notes, and debentures,

2. Because of an abbreviation in the income report filed by small
banks, these items are not available on an aggregated basis after
1977. Bracketed items similarly indicate combinations made for small

bank reporting.

3. Includes interest paid on U.S. Treasury tax and loan account

balances, which were begun in November 1978.

n.a. not available.
NoTEe. For “*Notes on comparability of commercial bank income
data before 1976, see BULLETIN, vol. 64 (June 1978), p. 446.
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A.2 Report of income, member commercial banks

Amounts shown in millions of dollars

Item

1971 I 1972 | 1973 l 1974 I 1975 I 1976W 1977 [ 1978 | 1979

Operating income—Total ...................con,
Interest
LOANS .t
Balances withbanks.........c.c.cooeiniiiniiiiin i,
Federal funds sold and securities purchased under
resale agreement ...........oocveiiniiiiiii i
Securities (excluding trading accounts)
Total interest inCOME........oevirirrerarirnieiiiinenans
U.S. Treasury securities .......................
U.S. Government agencies and corporatio
States and political subdivisions ...............
Other bonds, notes, and debentures.
Dividends on stock ..................
Trust department ...........
Direct lease financing ...
Service charges on deposits
Other charges, fees, etc.
Other operating income ...
On trading account (net)
Other -
Equity in return of unconsolidated subsidiaries ............

Operating expenses—Total ....................oocoin
Interest
Time and savings deposits ..........ccovveririvineicnnnnins
Time CD’s of $100,000 or more issued by
domestic offices ...........cooiiii
Deposits in foreign offices
Other deposits ......o.oiieririiiiiir e
Federal funds purchased and securities sold under
repurchase agreements ............cccoveveiiiinnininnenenn,
Other borrowed money? .......
Capital notes and debentures .........
Salaries, wages, and employee benefits
Occupancy expense ..
Less rental income..

Furniture and equipment .
Provisions for loan losses .
Other operating expenses ....................
Minority interest in consolidated subsidiaries .
Other ...cccooiviiiiiiiii e
Income before taxes and securities gains or losses .
Applicable income taxes ....
Income before securities gains or losses ......
Net securities gains or losses (—) after taxes ...
Extraordinary charges (—) or credits after taxes .
NEtINCOME ..oovvviiiniiiiiii

Cash dividends declared ..............c...ccooeviiniiiiinn

MEeMo
Numberof banks ........ccoocoviiniiiireiiii
Average fully consolidated assets (billions of

AOHATS) i e s

28,665

18,315
n.a.

31,34

20,053
n.a.

794

6,087 -

2,412

25,648
10,518

n.a.
n.a.
n.a.

1,387
103
184

7,096

1,556
96

606

41,616

28,266
n.a,

1,847

6,532
2,393
943
2,928
268
1
1,344
n.a.
940
998
1,789
338
1,451
n.a.

35,037
15,382

n.a.
n.a.
n.a.

3,765
473
204

7,808

1,724
316

1,408
924
994

4,079

6,679
1,653
5,025
—30
15
5,011

2,019

5,735
705

53,837

38,063
n.a.

2,724

7,237
2,343
1,268
3,300
326
()
1,379
n.a.
1,023
1,152
2,261
425
1,836
n.a.

46,815
21,812

5,780
788

51,368

33,749
n.a.

1,716

8,559
3,166
1,463
3,576

354

Q)
1,457
n.a,
1,086
1,359
3,442

497

2,945
n.a.

44,410
19,800

63,639

40,901
4,263

1,511

10,111
4,248
1,475
3,686
612

90
1,625
508
1,122
1,808
1,789
696
1,009
86

55,924
27,745

5,895
8,672
13,178

3,150
638
273

11,301

2,564
418

2,146

1,305

3,042

6,323

28

6,295

7,715

1,929

5,786
111

17

5,914

2,451

5,758
907

70,514

46,060
4,671

1,918

10,584
4,478
1,509
3,794

1,967
1,662
407
1,124
131

61,706
30,363

5,461
10,124
14,778

4,322

790
303
12,395
2,804
459

2,345

1,456

2,633

7.100

22

7,078

8,807

2,311

5,668
1,003

89,130

59,925
6,387

2,808

11,328
6,179
4,255

894

1,912
806
1,334
2,400
2,230
n.a.?
n.a.?
n.a.?

77,783
39,808

9,586
14,401
15,821

6,803
1,403
334
14,116

4,224

2,771
8,324
n.a.?
n.a.?
11,347
3,327
8,020
—185

27
7,863
2,928

5,565
1,128

118,994

81,303
10,077

4,551

12,850
6,944
4,903
1,003
2,109

986
1,609
3,011
2,498

n.a.?

n.a.?

n.a.?

105,890
57,792

14,333
24,254
19,205

11,551
2,928
366
16,131

4,71t

2,932
9,429
n.a.?
n.a.?
13,104
3,644
9,460
—-251
25
9,234

3,480

5.427
1,267

1. Included in income from other bonds, notes, and debentures.

2. Because of an abbreviation in the income report filed by small
banks, these items are not available on an aggregated basis after
1977. Bracketed items similarly indicate combinations made for small

bank reporting.

3. Includes interest paid on U.S. Treasury tax and loan account
balances, which began in November 1978,

n.a. not available.

NotE. For ‘‘Notes on comparability of commercial bank income
data before 1976, see BULLETIN (June 1978), p. 446.
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A.3 Earnings, portfolio composition, and interest rates, all insured commercial banks, 1979}

Assets
Item All $1 billion or more
$L0eoss than $1(§) million S
100 million to $1 billion
Money center Others
Balance sheet (as percent of average consolidated assets)
Interest-earning aSSets ...........coooveiiiiiiiiiiiiiinie e 83.0 89.8 87.2 77.8 81.1
Loans ........cceeeen, 56.3 58.5 56.8 54.8 56.1
Securities ....... 17.2 27.1 25.0 7.4 15.2
U.S. Treasury ............ 5.5 9.1 8.0 2.1 4.9
U.S. government agencies . 2.8 5.5 4.0 .8 2.3
State and local governments . 8.0 12.0 12.3 3.0 7.5
Other bonds and stock ..................... 8 .5 7 1.4 K]
Gross federal funds sold and reverse RPs . 3.4 4.0 4.3 2.0 3.8
Interest-bearing deposits ............ccoooeveeiiviiriiiiiininininiennns 6.2 .1 1.0 13.7 6.0
Financial claims ... e 89.7 90.2 91.0 88.4 89.7
Demand deposits .. 253 28.9 30.1 17.9 273
Interest-bearing claims .. 64.4 61.3 60.8 70.5 62.4
Time and savings deposits 55.0 59.6 54.2 57.9 49.3
Large time ................. 12.7 9.1 14.1 1.2 15.8
In foreign offices . 15.6 0.0 .5 40.1 10.8
Other domestic .. 26.7 50.6 39.5 6.6 227
MMCS oo 3.9 7.8 5.7 .8 32
Subordinated notes and debentures 4 2 5 3 .6
Other bOrrowings ..........cccoovvveieeinniennn 2.4 4 1.2 4.2 2.6
Gross RPs and federal funds purchased . . 6.6 1.0 5.0 8.1 10.0
MeMo: Managed liabilities ..........ccooooiiiiii 37.6 10.8 21.3 63.9 39.7
Effective interest rates (percent)
ON SECUMHIES .ovivviiiiiiiii e 7.05 7.02 6.82 7.67 7.04
State and local governments . . 5.58 5.42 5.40 6.35 5.65
On loans, gross ........cc.......... . 12.01 10.88 11.56 12.76 12.38
Net of [0an-108S PrOVISION ...ovivvieiinieir it ee e evneins 11.55 10.42 {1.09 12.39 11.80
Taxable equivalent
SECUTIHIES .vvvviiiiiiin i e ee et enan e 9.31 9.09 9.12 9.94 9.48
Securities and gross l0ANS ..........cccvveiireiiiiiiiiii e 11.37 10.31 10.80 12.42 11.75
For time and savings deposits
Negotiable CDS .......cooiiiiiiiiiiio i 10.52 9.79 10.82 9.90 11.10
In foreign offices . . 11.38 11.64 11.27 11.78
Other deposits ...... . 6.65 6.71 6.53 7.40 6.40
For managed liabilities ...................ccooiinnin, . 11.20 10.60 11.02 it.13 11.58
Earnings and expenses (as percent of average assets)
Gross INLErest INCOME ...uurirviiriuunreietenrriinonnieeriniinnranraennnes 8.62 8.44 8.44 8.85 8.63
Gross interest expense . 5.50 4.27 4.66 6.78 5.59
Net interest margin ... 3.12 4.18 3,78 2.07 3.04
Noninterest income .. .78 .60 75 79 92
Loan-loss provision ....... .24 24 23 .18 .29
Other noninterest expense .. 2.54 3.02 3.07 1.77 2.67
Profits before tax.......... . 1.12 1.52 1.23 91 1.00
Taxes ......... . 28 .33 23 33 22
Other ... . -.04 —.04 -.03 ~.02 —-.06
Net income .. .80 1.18 .96 .56 72
Dividends........ . .28 29 34 .22 29
Retained inCOMe .....ccoooviiniiiniiiii e .52 .86 .62 34 .42
MEMo: Taxable equivalent net interest margin ........c............ 3.48 4.70 4.31 2.23 3.38

1. See notes to tables in the text.
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A.4 Income attributable to international business of U.S. commercial banks with foreign offices, 1979

Millions of dollars
Item Amount

Pre-tax income attributable to foreign offices’ PP . 2,057

Plus: Pre-tax income attributable to international business conducte i 903

Less: adjustment AmOUNT? ... .....o.iiiiieiiein i 171
Pre-tax income attributable to international business . 2,789

Less: All income taxes attributable to international business . 1,285
Net income attributable to international BUSINESS ...........oviiviiiiiiiii e e 1,504
MEMoO
Provision for possible loan losses attributable to international BUSINESS ........vviiiviiiiieriiin i " 351
Noninterest income attributable to foreign offices' ......................... 1,245
Noninterest income attributable to international business . 1,517
Noninterest expense attributable to foreign offices' ....... . 2,998
Noninterest expense attributable to international business .. 3,681
Intracompany interest income attributable to international bus 3,172
Intracompany interest expense attributable to international busmess i 4,154
Interest income of domestic offices from foreign-domiciled customers 2,321
Fully consolidated

K L o1 1 LI P PP PPN 8,751

Total applicable taxes .. 2,803

Net income?............. 5,788

AVeErage total SSELS .......ovvviiiveiiiiier e P PO OTO PP PPN ) 919,953

1. Including Edge and Agreement subsidiaries. This may reflect, as an example, net income in foreign offices derived

2. Reflects the amount necessary to reconcile the preceding two  from business with U.S.-domiciled customers.
amounts with pre-tax income attributable to international business. 3. After gains and losses from securities transactions and extraordi-

nary items.
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Treasury and Federal Reserve
Foreign Exchange Operations

This 37th joint report reflects the Treasury-Fed-
eral Reserve policy of making available addition-
al information on foreign exchange operations
from time to time. The Federal Reserve Bank of
New York acts as agent for both the Treasury
and the Federal Open Market Committee of the
Federal Reserve System in the conduct of for-
eign exchange operations.

This report was prepared by Scott E. Pardee,
Manager of Foreign Operations of the System
Open Market Account and Senior Vice President
in the Foreign Function of the Federal Reserve
Bank of New York. It covers the period February
through July 1980. Previous reports have been
published in the March and September BULLE-
TINS of each year beginning with September
1962.

Dollar exchange rates fluctuated widely over the
six-month period under review. Numerous politi-
cal and economic crosscurrents tended to impart
volatility to the exchange markets. These includ-
ed the profusion of uncertainties surrounding po-
litical developments in Iran and Afghanistan and
the shifting prospects for major industrial econo-
mies in dealing with the ill effects on their infla-
tion rates and current-account positions caused
by the further rise in prices for oil. Market partic-
ipants were also concerned about the possi-
bilities of unsettling capital flows as the Organi-
zation of Petroleum Exporting Countries (OPEC)
sought to invest the excess funds generated by
their massive current-account surpluses.
Nevertheless, the broad movements in ex-
change rates during the period resulted largely
from the relative pressures of the demand for
money and credit in the United States, compared
with other industrial countries and as reflected in
sharp swings in interest differentials between in-
vestments in dollars and other major currencies.
On balance, the dollar advanced sharply through

early April during the time in which there was an
intense scramble for funds and soaring interest
rates in the United States. Once that scramble
subsided and U.S. interest rates fell back
through mid-June, the dollar also declined.
Thereafter, the dollar remained vulnerable to
bouts of selling pressure each time domestic in-
terest rates tended to soften. But the selling pres-
sures did not cumulate. By late July, with money
demand in the United States picking up once
again, interest rates here turned firmer and dollar
rates in the exchange market also firmed. By this
time also, the dollar was bolstered by the under-
lying improvement in the U.S. trade and current-
account positions and by indications of some re-
duction of our inflation rate.

For its part, throughout the period the Federal
Reserve continued to adhere to the approach
adopted last October 6, emphasizing bank re-

1. Federal Reserve reciprocal currency
arrangements

Millions of dotlars

Amount of facility
Institution e —
Jan. 1, 1980 [ July 31, 1980
Austrian National Bank .................... 250 250
National Bank of Belgium .. . 1,000 1,000
Bank of Canada .............. . 2,000 2,000
National Bank of Denmark . 250 250
Bank of England .............. . 3,000 3,000
Bank of France ............. . 2,000 2,000
German Federal Bank ...................... 6,000 6,000
Bank of Italy ......ocooviiiiiniinnnnnn, 3,000 3,000
Bank of Japan.... . 5,000 5,000
Bank of Mexico 700 700
Netherlands Bank .. 500 500
Bank of Norway .... 250 250
Bank of Sweden ..., . 300 500!
Swiss National Bank ........................ 4,000 4,000
Bank for International Settlements
Swiss francs/dollars ...................... 600 600
Other authorized European
currencies/dollars .................. 1,250 1,250
TOtAl eoveveriiennveaieiiriierieairien e, 30,100 30,300

1. Increased by $200 million effective May 23, 1980.
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2. Foreign exchange operations under reciprocal currency arrangements, January 1-July 31, 1980

Millions of dollars equivalent; drawings, or repayments (—)

Federal Reserve System activity!

W Commitments 1980 Commitments
Transactions with - o
.1, 1980 j .
Jan. 1 Q1 Q I Tuly July 31, 1980
Bank of France ................coooiviin, 0 0 100.2 60.6 166.3%
German Federal Bank 3,150.4 4060 ) e 879.7%
Swiss National Bank .............cccooeeennn 0 _gg; 8 B i :% 0
T OO 3.150.4 l 387 102 313 1,046.0
Activity by the BIS* T
. 1980 .
. Outstanding, Outstanding
Bank drawing on System b 20 :
Jan. 1, 19 Q1 j Q2 I July July 31, 1980
Bank for International Settlements
(against German marks)® .............. 0 { _13-38 _ ligg J 0 0

1. Because of rounding, details may not add to totals. Data are on a
value-date basis except for the last two columns, which include trans-
actions executed in late July for value after the reporting period.

2. Includes revaluation adjustments from swap renewals, which to-
taled $5.5 million for drawings on the Bank of France renewed during
July.

serves rather than the federal funds rate as the
primary operating variable in seeking to limit the
growth of the monetary aggregates. When the de-
mand for money and credit became extremely
heavy in February and March, largely on the
buildup of inflationary expectations at the time,
the Federal Reserve’s approach meant that not
all of the demand was met by increases in bank
reserves. This effort was reinforced by the
broader anti-inflation program announced by
President Carter on March 14, which featured a
tightening of fiscal policy but also included a pro-
gram of special credit restraint by the Federal
Reserve.

Subsequently, when the demand for money
and credit fell slack, and indeed the economy be-
gan to contract sharply, interest rates declined.
Consistent with its approach, the Federal Re-
serve provided bank reserves at about the same
pace as before. In late May and early July the
special credit restraints were eliminated in two
steps. Many market participants expressed con-
cern that, by allowing interest rates to decrease
so sharply and by eliminating the special credit
restraints, the Federal Reserve was giving up on
its anti-inflation efforts. This was hardly the case

3. Includes revaluation adjustments from swap renewals, which to-
taled $36.6 million for drawings on the German Federal Bank renewed
during the first quarter and July.

4. Data are on a value-date basis.

5. BIS drawings and repayments of dollars against European cur-
rencies other than Swiss francs to meet temporary cash requirements,

as reiterated by Chairman Volcker in testimony
to the Senate Banking Committee in late July.
Moreover, as the demand for money and credit
regained strength in the United States toward the
end of the period, the Federal Reserve’s ap-
proach again meant that these demands were not
fully accommodated.

In the context of unsettled exchange market
conditions and volatility of exchange rates, the
U.S. authorities intervened frequently during the
six-month period operating on both sides of the
market. In the phase through early April when
the dollar was in demand, the U.S. authorities

3. U.S. Treasury securities, foreign currency

denominated!

Millions of dollars equivalent; issues, or redemptions (—)

Issues Commitments, 1980 Cor{m;itmerétos,

Jan. 1, 1980 Qtl Q2 | July July 31, 19!

Public series
Germany .......... 4,065.7 1,168.0 0 0 5,233.6
Switzerland ...... 1,203.0 0o 0 0 1,203.0
Total ................ 5,268.6 1,180 0 0 6,436.6

1. Data are on a value-date basis. Because of rounding, details may
not add to totals.
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4. U.S. Treasury and Federal Reserve foreign
exchange operations!

Net profits, or losses (—) in millions of dollars

—‘ U.S. Treasury
" Federal
Period Reserve EX(_:I)zmge General
Stabilization Account
Fund
1980—Q1 cvoveireiieeeeen, 14.1 0 64.9
2. 7.7 42.0 0
1980—July 7.3 3.8 6.3
Valuation profits and
losses on outstanding
assets and liabilities
asof July 31,1980 .......... 19.2 —325.8 -163.0

1. Data are on a value-date basis.

were able to acquire sufficient currencies in the
market and from correspondents to repay earlier
debt and to build up balances, buying German
marks, Swiss francs, and Japanese yen. By late
March to early April, the Federal Reserve inter-
vened on several occasions openly as a buyer of
currencies to counter disorderly conditions in the
market. Subsequently, when the dollar came un-
der bursts of heavy selling pressure, the U.S. au-
thorities intervened in size, selling German
marks, Swiss francs, and French francs. By the
end of July, the U.S. authorities were again accu-
mulating currencies to repay swap debt and
rebuild balances.

For the period as a whole, total intervention
sales of currencies amounted to $3,982.7 million
equivalent, of which $3,530.6 million was in Ger-
man marks, $291.4 million in Swiss francs, and
$160.7 million in French francs. Total acquisition
of currencies amounted to $6,266.9 million, of
which $1,476.2 million was in the market and
$4,790.7 million was from correspondents; by
currency, the acquisitions were $5,691.1 million
of German marks, $357.8 million of Swiss francs,
$216.8 million of Japanese yen, and $1.2 million
of French francs. As indicated in table 2, as of
July 31, the Federal Reserve’s swap debt to the
German Federal Bank was $879.7 million equiva-
lent and to the Bank of France was $166.3 million
equivalent. Also during the period, as shown in
table 1, the Federal Reserve’s reciprocal swap
arrangement with the Bank of Sweden was in-
creased $200 million, to $500 million.

Through the first seven months of the year, the
Federal Reserve and the Treasury both realized
profits on foreign exchange operations. Table 4

shows that the System realized $14.5 million, the
Exchange Stabilization Fund realized $45.8 mil-
lion, and the Treasury’s General Account real-
ized $71.2 million in profits. On a valuation basis,
as of July 31 the System showed $19.2 million in
gains on outstanding foreign exchange assets and
liabilities. However, the Exchange Stabilization
Fund and the Treasury’s General Account
showed $325.8 million and $163.0 million in loss-
es respectively on outstanding foreign exchange
holdings and on commitments.

GERMAN MARK

During the winter of 1979-80, as the exchange
markets focused on the uncertainties surround-
ing the U.S. strategic and financial position in the
Middle East and on the dollar’s role as a reserve
asset, the German mark had been bid up in the
exchanges to a record high against the dollar. But
before long the prospects for the continued ap-
preciation of the mark became clouded. The
massive increase in world oil prices and the ex-
pansion of the German economy had generated a
far more rapid increase in import expenditures
than in export revenues, leading to a dramatic
turnaround in Germany’s current-account posi-
tion. The current account had already swung
from surplus into a DM 10 billion deficit in 1979,
and an even larger deficit of as much as DM 20
billion was expected this year.

Inflation also accelerated rapidly under the
pressures of an economy running close to pro-
ductive capacity and the persistent buildup of en-
ergy costs. Moreover, events in the international
arena added to the market’s sense of caution. Al-
though political tensions in the Middle East still
raised the possibility that holders of dollars from
that region might switch into marks, the deterio-
ration in great power relations following the So-
viet invasion of Afghanistan also raised concern
about Germany’s exposure in Western Europe.
As aresult, capital began to flow out of the mark
in search of other havens.

In these circumstances the mark had already
slipped back from its highs early in the year to
DM 1.7414 by the end of January, and sub-
sequent bouts of buying pressure did not readily
cumulate. Thus, on two occasions in early Feb-
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ruary when concern about the dollar brought the
mark into bursts of demand, the U.S. authorities
quickly restored balance to the market with sales
of $240.8 million equivalent of marks. These
sales were financed out of balances of the Trea-
sury and the Federal Reserve and by drawings of
the Federal Reserve in the amount of $115.4 mil-
lion under the swap line with the German Federal
Bank. These operations raised the System’s total
mark swap debt with the Federal Bank to a peak
of $2,746.3 million equivalent for the six-month
review period and steadied the mark around DM
1.7375.

In view of the deterioration in Germany’s in-
flation and balance of payments performance,
German economic policy moved toward greater
restraint. The authorities feared that rising ener-
gy prices would unleash a cycle of wage-price in-
creases. Already there was some evidence of ac-
celerating purchases by consumers and a buildup
of business inventories, partly on the expectation
of more inflation to come. Also, the uncertain
outlook for capital inflows raised concerns about
the prospects for financing the large current-ac-
count deficit. Accordingly, the pace of govern-
ment expenditures had already been reduced. On
February 28 the Federal Bank raised the dis-
count rate 1 percentage point to 7 percent and the
Lombard rate 1'/2 percentage points to 8!/2 per-
cent. But, to prevent liquidity from tightening
too far in the face of a seasonal increase in mon-
ey demand, the Federal Bank also increased
commercial banks’ rediscount quotas by DM 4
billion and removed borrowing limits under the
Lombard facility. These actions brought official
rates in line with German money market rates,
which were rising as the authorities, in the face
of mounting credit demands, kept the growth of
central bank money within the annual growth
range of 5 to 8 percent.

Meanwhile, short-term dollar interest rates
were rising even more sharply as the Federal Re-
serve, adhering to the monetary policy adopted
last October 6, restrained the growth of bank re-
serves in the face of a sudden resurgence in the
demand for money and credit in the United
States. As reports began to circulate that the
U.S. authorities might impose credit controls to
help stem the rise in inflationary expectations, a
surge of precautionary borrowing ensued, which

pushed U.S. domestic and Eurodollar rates to
new highs. With interest differentials adverse to
the mark widening progressively to reach 8'/z
percentage points in the early weeks of March,
capital flowed heavily out of Germany and the
mark declined rapidly in the exchanges. These
outflows took the form of adverse commercial
leads and lags, portfolio shifts by foreign inves-
tors, and a buildup of dollar balances by German
residents. In addition, some professional and
corporate borrowers around the world began
meeting their financing needs in other currencies
by borrowing marks and converting the proceeds
in the exchanges.

The German authorities were concerned that
the sharp depreciation of the mark would further
aggravate domestic inflationary pressures
through higher prices for oil and other imports.
The Federal Bank intervened heavily to blunt the
mark’s decline, entering the Frankfurt market,
where the pressures tended to concentrate, al-
most daily as a heavy seller of dollars both spot
and forward. The authorities also took measures
to induce sufficient capital inflows to help finance
the current-account deficit and to help offset the
outflows of capital. In part, these entailed the re-
laxation of restrictions on capital inflows by per-
mitting foreigners to purchase government secu-
rities, domestic bonds, and other mark-
denominated promissory notes with maturities of
more than two years (as opposed to four years
previously). In addition, the government negoti-
ated directly with foreign official institutions, no-
tably those from OPEC, to obtain investments in
mark assets.

Meanwhile, through mid-March the U.S. au-
thorities acquired $2,751.7 million equivalent of
marks from correspondents, mainly from the
Federal Bank. Also, the Trading Desk inter-
vened in New York, purchasing $115 million
equivalent of marks in the market. These marks
were used to liquidate in full the Federal Re-
serve’s outstanding swap debt with the Federal
Bank and to make interest payments on the
Treasury’s securities issued in the German capi-
tal market. On balance, by mid-March the mark
had declined 5 percent from levels in early Feb-
ruary to DM 1.8265.

On March 14, President Carter announced a
broad anti-inflation program that included ac-
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tions aimed at balancing the fiscal 1981 budget, a
surcharge on imported oil, and authorization for
the Federal Reserve under the terms of the Cred-
it Control Act of 1969 to impose special restraints
on credit expansion. Accordingly, the Federal
Reserve asked the commercial banks to hold
their growth of lending to U.S. residents to 6 to 9
percent during 1980, required special deposits
from nonmember banks and other lending insti-
tutions, and raised the marginal reserve require-
ment on managed liabilities from 8 to 10 percent
for large member banks and U.S. agencies and
branches of foreign banks. In add