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Continued high profitability and rapid growth of
assets combined to lift net income of U.S. commer- _
cial banks almost 10 percent in 1995 to a record
$49 billion. Profitability, as measured by either returnfos
on assets or return on equity, edged up near the peak
level posted in 1993 (chart 1). Although net interest
income as a share of average assets fell slightly, the Ll Y
decline was more than offset by a decline in net 1970 1975 1980 1985 1990 1995
noninterest expense (table 1). Provisioning for loan ... The data are annual.
and lease losses edged up, as did charge-offs, but
both remained quite low. With delinquency rates for
real estate and business loans declining, overall loan Banks retained more than one-third of their
quality continued to be very good, even though delin-income, and capital-asset ratios generally remained
quency rates for consumer loans, particularly creditwell above regulatory minimums. At year-end, nearly
card loans, rose sharply. all commercial bank assets were at well-capitalized
The growth of assets last year resulted from thenstitutions. Six banks failed last year with total assets
expansion of bank loan portfolios, which posted theirof only $756 million—the smallest volume of assets
largest increase in a decade, and, to a lesser extentt failed banks since 1979. Combined assets at insti-
from growth in trading accounts. Banks financed thistutions classified by the Federal Deposit Insurance
growth by increasing managed liabilities and coreCorporation as problem banks fell to $&6billion at
deposits, by adding to capital, and by selling securiyear-end, half of the amount at the end of 1994 and
ties from their investment accounts. 3 percent of the amount at the end of the first quarter
of 1992, when assets at problem banks peaked.

Return on assets
-—

1. Except where otherwise indicated, data in this article are fromll Selected income and expense itenf]s7 1991-95
the quarterly Reports of Condition and Income (Call Reports) for

) . . - . Percent

insured domestic commercial banks and nondeposit trust companies.

The data, which cover all such institutions that filed Call Reports at - 1991‘ 1992‘ 199% 199* 1995

least once, consolidate information from foreign and domestic offices

and have been adjusted to take account of mergers. Size categories (Ofet interestincome. .......... 361 390 390 379 373

such institutions (in this article called banks), which are based on Net noninterest expense....... 194 192 181 176 1.62

assets at the start of each quarter, are as follows: the ten largest banksLOSSI_Png'Slpnlng-_- esiment 1.03 .78 A7 .28 .30
P f Qi eallized gains on investmen

large banks, those ranked 11 through 10_0 by size; medium-sized T SRR o e | 09 1 09 -01 o1

banks, those ranked 101 through 1,000 by size; and small banks, thoseé |ncome before taxes and

not among the largest 1,000 banks. At the start of the fourth quarter of extraordinary items.. ... .. 73 132 170 174 181

1995I, each ofﬁhe teln largest It()anrlfs had assets of more than _approIX|-TaXes o e e e 22 il = =3 -

mately $50 billion, large banks had assets between approximately “Netincome................. 51 91 120 115 118

$7 billion and $50 billion, medium-sized banks had assets between

approximately $300 million and $7 billion, and small banks had assets Dividends .................... . 45 41 62 73 75

of less than approximately $300_m||||0r_1. Because of revisions, data Retained income. . . ... ... o7 50 59 43 43

shown may not match data published in earlier years. In the tables

components may not sum to totals because of rounding. Notk. Percentage of average net consolidated assets.
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2. Annual rates of growth of balance sheet items, 198695

Percent
MEMo:
Dec. 1995
Item 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 levels
(billions
of dollars)
ASSEtS . ... . 7.66 2.00 4.33 5.35 2.63 1.33 2.20 5.67 8.08 7.60 4,293
Interest-earning assets .......... 7.82 3.08 4.04 5.62 2.23 1.98 2.55 6.54 5.31 7.75 3,723
Loans and leases (net)........ 7.35 3.00 5.93 6.24 2.37 -2.65 -1.02 6.02 9.85 10.61 2,536
Commercial and industrial ... 3.95 -1.95 1.84 2.97 -.68 -9.10 -4.10 .52 9.34 12.27 658
Realestate.................. . 17.46 16.56 12.43 12.69 8.79 2.73 1.94 6.13 7.94 8.28 1,072
Booked in domestic offices |. 17.06 17.11 11.99 13.02 8.54 2.90 2.57 6.17 7.68 8.43 1,045
Residential ............. 12.78 18.03 13.89 15.75 13.49 8.08 7.88 10.96 10.00 10.10 657
Nonresidential. ......... 21.28 16.26 10.22 10.40 3.57 -2.82 -3.95 -.45 4.11 5.71 388
Booked in foreign offices .). 30.20 .84 27.03 3.00 16.65-2.34 -17.80 4.66 18.37 2.80 27
Consumer.............c..o... . 8.33 4.55 7.64 6.18 .37 -2.55 =58 8.92 16.03 9.99 533
Other loans and leases..... .. | -.96 -5.33 -3.09 -.94 -5.68 -4.90 -4.25 9.97 5.26 14.23 330
Loan loss reserves and
unearned income........ | 9.41 4436 -4.19 10.29 .34 -3.78 -479 -5.89 -2.23 .45 58
Securities . ........ooviiiiinnns . 9.92 4.94 3.27 5.08 8.45 16.23 12.29 12.26 -4.13 .60 917
Investment account.......... 10.26 7.51 2.93 4.04 8.19 14.42 11.44 8.09 -1.71 -1.54 801
US. Treasury............. 1.64 .00 -5.80 -13.80 3.50 32.01 23.96 7.21 -8.44 -19.20 193
U.S. government agency and
corporation obligations|.  53.55 25.46 22.54 33.42 24.01 15.88 12.77 9.62 .87 6.44 422
Other............oovvvnn . 226 4.43 -2.46 -.87 -6.69 -2.57 -5.19 6.07 2.52 4.35 186
Trading account............. 6.21 -23.88 8.58 20.62 11.87 38.88 21.01 51.94-20.51 18.52 115
Other ...t . 6.91 .24 -5.82 250 -11.70 2.82 1.57 -7.89 3.28 7.62 271
Non-interest-earning assets . . .. . | 6.63 -5.07 6.45 3.50 550 -3.09 -31 -.87 30.24 6.59 569
Liabilities ...............coovennen, . 7.66 2.18 4.05 5.43 2.37 1.01 1.37 5.10 8.32 7.22 3,944
Core deposits. .............cooun. . 1179 -.76 5.48 5.75 7.57 5.25 5.09 149 -.16 3.96 2,292
Transaction deposits.......... 17.53 -6.04 2.65 .93 242 3.38 14.63 547 -32 -3.07 822
Savings and small time deposits .. 8.07 2.95 7.29 8.71 10.51 6.24 .18.85 -.06 8.36 1,470
Managed liabilities .............. 3.06 6.90 2.26 520 -6.16 -6.18 -6.03 12.29 17.64 10.61 1,380
Deposits booked in foreign
offices.................... . =249 8.86 -7.77 -1.08 -5.88 3.82 -585 15.05 30.89 5.13 454
Largetime..................... . -1.06 12.16 9.22 500 -5.68 -19.73 -26.20 -9.21 8.74 19.55 260
Subordinated notes and
debentures ............... 15.77 3.72 -4.26 16.98 20.99 4.69 34.89 10.82 9.24 6.61 43
Other managed liabilities. ... . ... 12.13 .78 5.45 10.12 -8.11 -1.34 7.11 22.18 13.02 11.66 623
Other.........coovvviiiiiiiinn . =7.00 3.75 .08 2.59 436 -4.28 -1.05 14.93 77.92 20.27 272
Equity capital ..................... . 759 -.66 8.77 4.18 6.68 5.98 13.78 12.56 5.26 12.06 349
MEMmoO
Commercial real estate loans. ... .. .. n.a. n.a. n.a. n.a. na. —-3.53 -5.18 -1.33 3.73 5.82 384
Note. Data are from year-end to year-end. 2. Measured as the sum of construction and land development loans secured
n.a. Not available. by real estate; real estate loans secured by nonfarm nonresidential properties;

1. Measured as the sum of deposits in foreign offices, large time deposits irand loans to finance commercial real estate, construction, and land development
domestic offices, federal funds purchased and securities sold under agreemerdstivities not secured by real estate.
to resell, demand notes issued to the U.S. Treasury, subordinated notes and
debentures, and other borrowed money.

Because of continued industry consolidation, thegrowth in all the major loan categories—commercial

number of commercial banks at year-end 1995 haénd industrial, real estate, and consumer. This growth

fallen below 10,000; nevertheless, employment in theesulted from increased demand for credit by both

industry remained essentially unchanged. businesses and households and from efforts by
banks to boost lending. As the year progressed, loan
growth slowed owing to a slowdown in overall credit

BALANCE SHEET DEVELOPMENTS demand, an increase in the share of that demand met
by capital markets, and a stabilization of bank lend-

Bank assets continued to grow briskly in 1995ing standards.

(table 2). Although measured asset growth was down

slightly from that in the previous year, growth in

1994 had been exaggerated by an accounting chang‘é‘? values of derivatives extended to a single counterparty). Deriva-

. . . “tives used for trading purposes that have positive value are to be
which had boosted reported r‘on'lmeres't'e"’lrnmgecorded as an asset, and those that have negative value as a liability.

assets. The 1995 increase in bank assets was due t@his change boosted bank assets in 1994 abtpercent, one-third
of the change in bank assets reported for that year. Excluding the
_ effects of FIN 39, bank assets grew-Hercent in 1994 and¥2 per-

2. Since the beginning of 1994, Financial Accounting Standardscent in 1995. For a more detailed discussion of these issues see
Board Interpretation No. 39 (FIN 39) has restricted banks from nettingWilliam B. English and Brian K. Reid, “Profits and Balance Sheet
the values of off-balance-sheet derivatives multilaterally across counbDevelopments at U.S. Commercial Banks in 1998¢deral Reserve
terparties (although under certain conditions it does permit netting ofBulletin, vol. 81 (June 1994), pp. 548—49.




Profits and Balance Sheet Developments at U.S. Commercial Banks in 148%

Loans to Businesses 3. Net percentage of selected large commercial banks that
experienced increased demand for commercial and

In part because of strong demand, banks in 1995 industrial loans, by size of firms seeking loans, 1991-96

posted the largest percentage increase in commercial Percent
and industrial (C&l) loans in fifteen years. Data from

the balance sheets of nonfarm nonfinancial corpora- LB (S

tions provide some information on the sources of the — Small firms — 40
increased demand (chart 2). The excess of corporate

investment in plant, equipment, and inventories over — — 20
internally generated funds—the financing gap—

surged to $60 billion in 1995. In addition, these firms /\ o
substituted away from bonds and equities toward TV ~ -
shorter-term financing, including bank loans, espe; Large firms -

cially early in the year.
The findings from the Federal Reserve’s quarterly.
_Senlor ann Officer Opinion Survey on Bank Lend—l 1901 199 199 1994 1995 199
ing Practices (LPS) suggest that the demand for C&l .
. Note. The data are quarterly. Net percentage is the percentage of banks
loans rose not Only from Iarger COFDOFaUOﬂS but also{eporting an increase less the percentage reporting a decrease. The definition for

from small businesses and middle-market firmsfirm size suggested for, and generally used by, survey respondents is that
medium firms are those with sales between $50 million and $250 million.

Sourck. Senior Loan Officer Opinion Survey on Bank Lending Practices.

2. Financing gap and funds raised, 1990-95 (chart 3)3 Banks attributed this increase in demand to

Billionserie s customer inventory financing, to investment in plant
and equipment, and to merger and acquisition financ-
ing by larger customers.

Financing gap

— 60 The results from the LPS also suggest that easier
lending standards contributed to the surge in C&l
_ — 4% loans. On each of the first three surveys last year,

more respondents indicated that they had eased stan-
dards on these loans over the preceding three months

2 than indicated that they had tightened standards
~— + (chart 4). Throughout the.year, be}nks .that eased gen-
w\/ U 9 erally stated that they did so primarily because of
increased competition from other banks and, to a
| | | | | | ‘ lesser extent, from nonbank lenders. Another Federal
Funds raised Reserve survey—the Survey of Terms of Bank Lend-
- Short-term debt ~___ 150 ing to Business—showed an easing of terms
(chart 5)4 According to the survey, average spreads
~ S — 100 of loan rates over market rates fell for loans of all
o~ Z sizes. Indeed, spreads on large loans fell to levels that

) had last prevailed in the mid-1980s; however, spreads
0 on smaller loans remained somewhat elevated rela-

tive to their levels in the late 1980s.
— — 50
Net equity
— 100
\ \ \ \ \ \

3. About sixty domestic commercial banks from the twelve Federal

1995 Reserve Districts are surveyed by the LPS. Most of them are large: As

of December 31, 1995, these banks’ assets totaled $1.3 trillion, about
Note. The data are quarterly, four-quarter moving averages. All data are forgne-third of the assets of domestic commercial banks.

nonfarm nonfinancial corporate businesses. The financing gap is the difference 4 The Survey of Terms of Bank Lending to Business collects data

between capital expenditures and internally generated funds. Net equity is fund§n lending rates from a sample of more than 300 commercial banks.

1990 1991 1992 1993 1994

raised in equity markets less funds used to repurchase equity. Long-term del

is the sum of the net issuance of industrial revenue bonds, corporate bond hese banks accounted for 57 percent of the volume of C&l loans
and mortgages. Short-term debt is the sum of the change in outstanding bar@Utstanding at the end of 1995. Data are collected on the terms of C&I
and other loans and the net issuance of commercial paper. loans made by these banks during the first full week of the middle

Source. Flow of funds accounts, table F.104. month of each quarter.
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The expansion of C&l loans last year was unevenp. Average C&l loan rate spread over average federal funds
with growth slowing from 17 percent in the first half ~ rate, by size of loan, 1986-96
of 1995 to 6~ percent in the second half. Long-term

) ) . Basis points
interest rates fell over the year, increasing the attrac-
tiveness of bond financing. Furthermore, business
investment was much lower in the fourth quarter than— Less than $100 thousand — 500

earlier in the year, and with profits remaining high,

the need for external finance declined. In addition, 40

the net number of respondents to the LPS that indi-

cated easing standards on business loans tailed off

over the year. In fact, after ten consecutive quarters

in which banks reported having eased standards,

respondents, on net, reported no change in standards $1 million and more ~ — 200

in the fourth quarter of last year and indicated a slight

tightening of standards in the first quarter of 1996. | N S N — |

The LPS respondents reported little change in stan-2220__ 1968 1990 1992 =~ 1994 =~ 19%

dards for commercial real estate loans on each of Ias_t IS\I(())EiéEThgudrséa;/a:)r;a_?:ranrqtser(lj);. Bank Lending to Business, Federal Reserve

year's surveys. Nevertheless, banks expanded themoard statistical release E.2.

portfolios of these loans 32 percent, the second

consecutive year of positive growth following three

years of decline. With lending standards reportedlythey can sell this real estate and a reduced number of

little changed, this increase presumably resulted frormew foreclosures.

greater demand. Indeed, as evidenced by rising prices

and falling vacancy rates for commercial properties,

the health of the commercial real estate sector hasoans to Households

improved markedly over the past two years. In addi-

tion, the share of bank assets included in the categorBanks increased their share of home mortgage out-

“other real estate owned” fell nearly one-half for the standings last year. Total home mortgage outstand-

second straight year. Banks usually acquire thesengs increased 6 percent, while banks’ holdings of

assets when they foreclose on loans collateralized bthese loans grew 10 percent. Although the volume

real estate. The decline in banks’ holdings of theseof total outstandings expanded briskly throughout the

assets likely reflects both the greater ease with whiclyear, growth of banks’ holdings of these loans decel-
erated from an annual rate of 13 percent over the first
two quarters of 1995 to an annual rate &t percent

4. Net percentage of selected large commercial banks tha{p the fourth quarter. The rapid expansion of banks

tightened credit standards for commercial and industrialMOrtgage holdings earlier in the year resulted, in part,
loans, by size of firms seeking loans, 1990-96 from the popularity of adjustable-rate mortgages. At

the beginning of 1995, nearly 60 percent of new
mortgages carried adjustable rates (chart 6). Banks
are more likely to keep on their books adjustable-rate
Lot s — 60 mortgages, which have repricing frequencies more
closely matching those of standard bank liabilities,
— 40 than fixed-rate mortgages, which tend to be securi-
tized. The share of mortgages with adjustable rates
Medium firms — A& peaked as the interest rates on fixed-rate mortgages

. + crested in late 1994. Rates on fixed-rate mortgages
_ 0 fell as 1995 progressed, however, and the share of
~ Smallfims _,,  adjustable-rate mortgages declined.

The expansion in consumer loans on banks’ bal-

\ | | | | | | ance sheets slowed noticeably last year from the
1990 1991 1992 1993 1994 1995 1996 torrid pace recorded in 1994. However, if loans they
Note. The data are quarterly. Net percentage is the percentage of baneriginated but then sold are added to those on their
reporting tightening less the percentage reporting easing. Size categories f%alance sheets, banks' consumer Iending grew

firms are defined in the note to chart 3. .
Sourck. Senior Loan Officer Opinion Survey on Bank Lending Practices. 16%2 percent last year, about the same as the pace In

$100 thousand to $999 thousand

Percent
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6. Fixed-rate mortgage rate and adjustable-rate mortgage Easier lending terms and standards and increased
proportion of new loans, 1993-96 marketing efforts by commercial banks also likely
Feear oo contributed to the growth in consumer loans. On each
quarterly LPS in 1995, respondents, on net, indicated
greater willingness to make consumer installment

o _ loans. Also suggestive of a growing availability of
o credit is the behavior of the credit card utilization rate
FRM rate (the ratio of credit card balances to total credit lim-
i - its), which edged down over the year to 23 percent
despite rapid growth in credit card receivables. How-
0 ARM proportion ever, standards for approving credit card applications
= - 7 may be firming: On net, one-fourth of the respon-
20 — dents to the January 1996 LPS said that they had
tightened such standards over the previous three
| | | | | months.

1993 1994 1995 1996

NotE. The data are monthly and are not seasonally adjusted. The FRM rate is
the average contract rate on thirty-year, fixed-rate conventional home mortgage
commitments. The ARM proportion is the number of adjustable-rate mortgagesSecurities
closed as a percentage of all conventional home purchase mortgages closed at
major lenders. . . .
Sourck. Federal Home Loan Mortgage Corporation. Total holdings of securities were little changed last

year, as increases in trading accounts about equaled

declines in investment accounts. Banks used the sale

. - . of investment account securities as a source of funds

1994 (box). This continuing surge in consumer lend-, he second straight year. Nevertheless, these secu-
ing reflected, in part, the high level of consumers’ jiag still make up a larger share of bank assets than

purchases of durables. A small part of the rise in; ey did in the late 1980s (chart 7). Moreover, at
consumer debt may have resulted from increased::e end of 1995, banks enhanced the liquidity of

use of credit cards, possibly resulting from the widery,qjr jnyestment account securities by significantly

acceptance of credit cards at nontraditional Ou“etsi’ncreasing the share classified as “available for

such as grocery stores, and from the growing popularg,|q »

ity of special incentive programs, such as cards that
earn frequent-flier miles. Even if these charges were
paid off each month, average outstanding balances
would rise.

5. The Financial Accounting Standards Board’s Statement of
Financial Accounting Standards No. 115, implemented at the begin-
ning of 1994, requires all banks to partition their investment account
securities into those that are available for sale and those that are to be
held to maturity. Securities to be held to maturity are valued at
7. Securities held in investment accounts as a share of ban&mortized cost, with fluctuations in market value reflected neither in
assets, 1986-95 income nor on the balance sheet. In contrast, those available for sale
are valued at fair (market) value, with the revaluations of price
Percent reflected in equity (but not income). At the time of the initial classifi-
cation, the federal regulatory agencies had not yet indicated whether
regulatory capital would be affected by the revaluations of available-
for-sale securities. Subsequently, the agencies decided that such
revaluations would not affect regulatory capital. On average, banks
initially divided their investment accounts about evenly between the
two classifications.

In part because of the timing of the decision on capital for regula-
tory purposes, but also because many banks were surprised by the
stringency of the rules governing the sale of held-to-maturity securi-
ties, the Financial Accounting Standards Board allowed banks,
between November 15 and December 31, 1995, to make a one-time
reclassification of their investment account securities. Many banks
took advantage of this opportunity. On average, commercial banks
had increased the share of their investment account securities classi-
‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ Iiﬁddas “a;/ail?ble bfortsgtloe" from ?bc:ut 50 pe(rjcegt ith thi end of igeg .

ird quarter to abou percent at year-end. On the January
— e 11520 e et LPS, most respondents said that they had reclassified securities and
Notke. The data are quarterly. that they had done so in order to increase their liquidity or flexibility.
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The Market for Consumer-Loan Asset-Backed Securities

In 1995, the outstanding volume of securitized consumeyears, but they can vary from three months to about t
loan receivables from all originators increased 40 percenyears.

and the volume of these securities backed by loans origi- Most consumer-loan asset-backed securities carry
nated by banks jumped 53 percent. At the end of the yeatriple-A rating from at least two rating agencies. To achie
$200 billion of these securities was outstanding, $125 bilthis rating, various credit enhancements are used. Amd
lion of which was backed by loans originated by banks. Othese enhancements are set-asides to absorb losses
the dollar volume of consumer loans originated by banksthird-party guarantees. Another widely used enhancemen

from the end of 1994. that pays off only after obligations to the senior securi
Despite the magnitude of this market, public issuance ofiave been met.

securities backed by consumer loans dates only to 1985, The largest issuers of consumer-loan asset-backed se

when securities backed by automobile loans were first introties are the finance subsidiaries of automobile manufact

duced. Publicly issued securities backed by credit cardrs, banks that specialize in credit card lending, al

receivables were not introduced until 1987, but they haveonbank issuers of credit cards. The securities are held

accounted for 69 percent of the securities backed bwent funds, and mutual funds—many of the same instit
consumer-loan receivables outstanding and 93 percent tibns that hold corporate bonds and mortgage-back
those backed by consumer loans originated by banksecurities. Indeed, because of the substitutability betwe
Besides automobile loans and credit card receivablegpllateralized mortgage obligations (CMOs) and securiti
mobile home loans, boat loans, and unsecured personadicked by consumer loans, the market for the latter m
loans have been securitized. have benefited from the well-publicized losses some inve
Asset-backed securities can take a variety of formgors took on CMOs when interest rates rose in 1994.
depending on the type of loans used as collateral. Securities The results from the May 1996 LPS provide some info
backed by automobile loans or other types of amortizingnation on why the pace of securitization picked up la
loans usually pay both principal and interest over their lifeyear. The respondents that had increased the volume
In contrast, for securities backed by credit card receivablesheir consumer loan securitizations over the precedi
the most common form is either a bullet maturity (for whichyear gave several reasons for the increase. Two reas
the principal is repaid in one lump sum) or controlledcommonly cited were that consumer loan originations h
amortization (for which only interest is paid for a specifiedincreased more rapidly than their bank’s willingness to ho
period and then the principal and interest are both paid for auch loans on its books and that their bank had beco
much shorter period). Asset-backed securities with fixeanore proficient in effecting securitizations. To a less
rates are generally priced in relation to comparable-maturitdegree, the respondents also attributed the increase to
Treasury securities, whereas those issued with floating rateapital markets’ greater receptiveness to consumer-lo
tend to be priced in relation to money market rates. Maturibacked securities as well as the increased cost of fund
ties of asset-backed securities are typically around threonsumer loans on their bank’s balance sheet.

Securitized share of banks’ consumer loan
outstandings, 1987-95

Outstanding consumer-loan asset-backed
securities, by type of loan, 1989-95

Percent

— 20

L \ \ \ \ \ \ \ L
1988 1989 1990 1991 1992 1993 1994 1995
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Banks actually sold a larger percentage of theirmutual funds, fell relative to those on shorter-term
investment account securities than indicated by thessets, including retail deposits, possibly also adding
decline in book value because, on average, upwartb household demand.
revaluations of the prices of available-for-sale securi- Within core deposits, balances in transaction
ties boosted their reported value. If available-for-saleaccounts declined, and those in savings accounts
securities were valued at amortized cost, investmentose. This shift resulted in large part from the estab-
account securities would have declineth Percent lishment of “sweep” accounts at many banks. These
last year rather than the¥4 percent drop actually programs sweep funds out of transaction accounts,
recorded on banks’ books. against which banks must hold reserves, into savings
accounts, against which they need not hold reserves.
By reducing the amount of required reserves, which
do not earn interest, sweep programs free funds to be
invested in interest-earning assets, thereby increasing

For the third consecutive year, banks relied heavily}r) é:gﬁir:n ;ggi’ethgsgtglanckhg(r)tlgrlgg ggm%ﬂg:i erZ%_ks
on managed liabilities to fund asset growth. In 1993 9 P y

and 1994, the use of managed liabilities was Concen<'31nd thrift institutions, instituted sweep programs. The

. . _~_current amount being regularly swept is unknown,
trated in non-deposit instruments, such as borrowmg%ut as a rouah indicati fthe si £ th
from foreign offices and senior bank notes, which ar g indication of the size of these sweeps,
€19 S o She total amount swept at the initiation of these
not subject to deposit insurance premiuitie. 1995, L
banks relied less on borrowings from abroad and’rograms was $48 billion.
more on large time deposits to fund growth. They
may have chosen this source of funds, in part, be-
cause of the significant reduction in deposit insurancRENDS INPROFITABILITY
premium rates that took place last yéaFhough
insured only to $100,000, large certificates of de-Net income of U.S. commercial banks jumped
posit, unlike deposits booked abroad and senior bank?s percent last year. The industry’s return on assets
notes, are included in the assessment base used (BOA) rose to 1.18 percent, marking the third con-
determine deposit insurance premiums. Even so, theecutive year that banks have earned a return on
reduction in deposit insurance premiums appears nassets appreciably higher than the historical average.
to have been the only factor influencing banks’ choiceThe increase in profits was widespread, with two-
of managed liabilities last year: The fastest growth inthirds of commercial banks posting gains and average
large time deposits occurred in the first quarter,ROAs rising in eight of the twelve Federal Reserve
before the reduction in deposit insurance premiumsDistricts. Banks paid out most of the profits in divi-
Furthermore, banks again last year issued a largdends, but they also retained a substantial volume of
volume of senior bank notes, which, as stated above,
are not subject to deposit insurance premiums.
After declining in 1994, core deposits were a sig-8. Selected interest rates, 1987-96:Q1
nificant source of new funds for banks in 1995,
although their growth did not keep pace with the
growth in assets. Interest rate developments in 1995
probably boosted household demand for retail depos-__
its (chart 8). As market rates declined over the year,
yields on these deposits, which tend to change more
slowly than market rates, became relatively more
attractive. Furthermore, as the yield curve flattened,
current yields on longer-term assets, such as bond— Savings accounts

Liabilities

Six-month certificates
of deposit

Six-month
Treasury bills

NOW accounts

6. Senior bank notes, which are included in “Other managed
liabilities” in table 2, are non-deposit securities typically issued by
banks in the medium-term note market. They are senior to subordi= 987
nated debt. Note. The data are monthly. Rates are at commercial banks. Savings

7. The reduction in deposit insurance premiums is discussed in th@ccounts include money market deposit accounts.
section “Noninterest Expenses.” Sources. Federal Reserve Board statistical releases H.6 and H.15.

\ \ \ \ \ \ \ \ \ \ \
1989 1991 1993 1995
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earnings. These undivided profits, along with capitall0. Ratio of net interest income to total assets,

gains on available-for-sale securities, accounted for ~ 1970-95

three-quarters of the increase in equity capital. Fom————
Most money center and regional bank holding

companies increased dividends last year. The contin-

ued high profitability of commercial banks supported’ | Net interest income

a rally in the stocks of bank holding companies N %
(chart 9). Even though the rally faded during the

fourth quarter, indexes of stock prices of money __
center and regional bank holding companies rose

about 50 percent for the year, compared with about ' _

35 percent for the S&P 500 index. _ ot provioning — s

L L
TOtal Revenue 1970 1975 1980 1985 1990 1995

NotE. The data are annual. The series are adjusted to remove the effects of

Profits were lifted last year by e&/&percent increase | ,qas in definitions.

in total revenue—noninterest income plus net interest
income. Net interest income as a share of assets
was below the peak reached a few years ago, but
it remained quite high by historical standardsThey have kept these margins partly by increasing
(chart 10). In general, this ratio has been trendinghe share of loans, which generally earn higher inter-
higher for at least twenty-five years. The rise likely est rates than securities, in their portfolios of interest-
reflects, in part, greater riskiness of bank assets ovesarning assets. Furthermore, they have increased
the period: After subtracting loan-loss provisioning, the fraction of their loans that are consumer loans,
the ratio of net interest income to assets shows navhich carry particularly high rates. The higher rates
evidence of an upward trend, although it has beemn consumer loans compensate banks for the addi-
wide in recent years when the level of provisioningtional risk associated with these loans, which have
has been very low. higher charge-off rates than business and real estate
Since 1992, banks have been able to maintain theibans.
wide net interest margins despite narrower spreads on Banks also have been aggressive in generating
business loans and an increased reliance on largeoninterest income, and the share of total revenue
certificates of deposit and other managed liabilitiesaccounted for by noninterest income has increased
over the past decade (chart 11). A small part of the
gain has come from higher fees on deposits, and
some of the gain has come from revenues derived
from trading and fiduciary activities (including trad-
Index, January 3, 1995 = 100 ing gains from derivative products held or created
by banks). Most of the increase, however, has come
from the broad category “other noninterest income.”
Some types of other noninterest income are fee
income from servicing real estate mortgages, income
for performing data processing services, and income
from providing lockbox services such as collecting
and processing utility bills. Fees associated with
credit cards—fees earned from securitizing credit
_ card receivables, merchant credit card fees, and peri-
egional and money center . K .
bank holding companies odic fees paid by holders of credit cards—are also an
| | 7 100 important source of othe_r noninterest income. In
1995 199 1995, for instance, credit card banks—banks for
NotE. The data are weekly; the bank indexes end April 24, 1996, and theWhICh_Credlt card loans account for at least 90 p_ercent
S&P 500 index ends April 26, 1996. The bank indexes are for eight moneyOf their loans—earned about 25 percent of the indus-
center bank holding companies and forty-two regional bank holding companiestryys other noninterest income but held only 3 percent

as defined by Salomon Brothers. .
Sourcks. Salomon Brothers and Standard and Poor’s Corporation. of commercial bank assets.

9. Stock price indexes, 1995-April 1996

— 175

Money center
bank holding companie

S&P 500
— 125
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Noninterest Expenses part because of higher deposit insurance premiums
and losses on other real estate owned.

Noninterest expenses, which do not include loan-loss A major factor contributing to the decline in the

provisioning, grew #- percent in 1995. In part, banks ratio of noninterest expenses to total revenues is

benefited from the $2 billion drop in deposit insur- that employment costs as a share of total revenues

ance premiums. The recapitalization of the Bankhave fallen over the past decade. Most of the

Insurance Fund led the Federal Deposit Insurancénprovement occurred between 1987 and 1992, when

Corporation (FDIC) in August 1995 to lower premi- bank employment fell from 1.57 million to 1.48 mil-

ums per $100 of deposits from twenty-three cents tdion. Since then, employment has held near the lower

four cents for well-capitalized banks. The change wagdevel, and employment costs have risen at about

made retroactive to June 1995, and because bankke same rate as total revenue. The growth in costs

pay their premiums in advance, they received a rebate

of $1% billion. In November, the FDIC announced

that it was setting the assessment rate at zero fo¥2. Bank noninterest expenses, employment, and offices,

well-capitalized banks for 1996. Consequently, most ~ 1985-95

banks are to pay only the legal minimum, an annual

fixed amount of $2,000.

From a broader perspective, banks have made su
stantial progress toward improving their overall oper-
ating efficiency. One common measure of efficienc
is the ratio of noninterest expenses to total revenu
(chart 12). This ratio has been trending downward fo
the past decade, although it rose early in the 1990s i

11. Total noninterest income and its components as a sha
of total revenue, 1985-95

NotE. The data are annual. NotE. The data are annual.
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reflects higher average compensation per employe¢he ratio of reserves to delinquent loans in 1995 were
which rose 15 percent between 1992 and 1995, comwell above their historical averages. In fact, more
pared with a 10 percent increase in the averagé¢han 500 banks, by reducing loan-loss reserves,
compensation of private industry workers. boosted total reported profits about $1 billion.

Another factor contributing to overall efficiency is  Banks were able to hold provisioning at a low level
a drop in occupancy costs relative to total revenuebecause bank asset quality remained excellent last
The decline has occurred despite a rise in the numbegrear (chart 14). Decreases in delinquency and
of bank offices. Two factors likely have helped con-
tain occupancy costs. First, the depressed commercial
real estate market during the early 1990s held dowrt4- Delinquency and charge-off rates, by type of loan,
property costs. Second, banks have become more 1987-95
aggressive in closing high-cost branches and openinGecen Percent
less costly ones; for instance, a number of banks have
been closing stand-alone branches and opening
branches in supermarkets. SE

Loss Provisioning and Asset Quality
4 — Total charge-offs
The improvements in bank operating efficiency and —
the increases in total revenue started to show through,
to profits a few years ago when banks began to
reduce their provisioning for loan and lease losses, | | | | | | | |
which had been elevated for several years. Even
though provisioning increased slightly last year, it/  Delinquency rate’s
remained low. About half the increase was at credit
card banks. Despite the additional provisioning at —
these banks, they remained very profitable, with an
average return on assets near 3 percent, more than
twice the industry average. —
Banks again kept provisioning in line with net
charge-offs (chart 13), leaving the level of loss
reserves about unchanged. The level of loss reserves
has not changed appreciably since 1990. Nonethe-
less, banks appear to have set aside ample reserves | | | | | |
for future loan losses. The reserve-to-loan ratio and

0.5

Real estate

Commercial
and industrial

Consumer

Charge-off rate3

13. Reserves for loan and lease losses, loss provisioning, and
net charge-offs as a percentage of loans, 1980-95 Consumer,

Percent

Reserves for loan and lease losses

Commercial
and industrial

— Loss provisioning Real estate

\ \ \ \ \ \ \ \ \ |
1987 1989 1991 1993 1995

—= — 1 NotE. The data are quarterly and are seasonally adjusted. Delinquent loans
are loans that are not accruing interest and those that are accruing interest but are
more than thirty days past due.

1. The delinquency rate for a category of loans is the category’s average level
of delinquent loans for the period divided by the category’s average level of
[ ) A O O I I I O I e I e outstanding loans for the period. The first period plotted is 1987:Q2.
1980 1985 1990 1995 2. The charge-off rgte for a category pf Iogn; is the category’s annualized
charge-offs for the period, net of recoveries, divided by the category’s average
NotE. The data are annual. level of outstanding loans for the period.

Net charge-offs
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charge-off rates for loans made to businesses abotitey had expected, suggesting that much of the
offset the deterioration in loans to households. Favordecline in quality was already built into the pricing of
able experience with commercial and industrial loanssuch loans.
persisted, even though banks reported on the LPS
having relaxed standards during the previous two
years. The quality of commercial real estate loansChanges in Capital
continued to improve as the commercial property
market strengthened (chart 15). Reductions in delinBank equity capital grew $37% billion last year, a
guency rates on these loans accounted for the bettd?2 percent increase from 1994. Retained earnings
quality of overall real estate loans, as delinquencyaccounted for about half the advance. The 1995 bond
rates on home mortgages rose slightly. market rally also generated about $11 billion in capi-
Significant increases in delinquency and charge-oftal gains on securities classified as “available for
rates were registered for consumer loans. By yearsale.” These capital gains and losses are reflected, on
end the delinquency rate had risen to 4 percent foan after-tax basis, in bank equity, even though they
credit card loans and to 3 percent for other consumedo not affect reported income.
loans. Respondents to the November LPS who However, because these capital gains and losses
reported higher delinquency rates on consumer loanare not included in regulatory capital, tier 1 capital
attributed the rise primarily to increased householdrose only 7 percertThe percentage increase in tier 1
debt burdens. Some banks noted that an increasedhpital nearly matched the rise in assets, leaving
willingness of borrowers to declare bankruptcy andthe leverage ratio about unchanged (chart 16). Risk-
slower economic growth in their markets also con-based capital ratios—the total and the tier 1 ratios—
tributed. Most of the respondents characterized theideclined a bit because of the rapid growth of risk-
actual delinquency experience last year as about whateighted assets. Loans, which generally carry a
higher risk weight than securities, made up a larger
share of bank assets last year than in 1994. Even so,
15. Delinquency rates for real estate and consumer loans, the fraction of industry assets at well-capitalized
by components, 1991-95 banks—adjusted for bank examiners’ ratings—rose

Percent

Real estate loans

Commercial real estate

Home mortgages

Consumer loans

Credit card loans

Other consumer loans

\ \ \ \ \ \
1991 1992 1993 1994 1995

to 96 percent by year-end, up from just 30 percent at
the end of 1990.

DEVELOPMENTS INL996

During the first quarter of 1996, bank asset growth at
domestic offices was near the moderate pace regis-
tered in the fourth quarter of last year. Business loan
demand remained damped, likely because of an
apparent softening in inventory investment as firms

8. The regulatory agencies’ risk-based capital guidelines are based
on the Basle Accord and were modified by the Federal Deposit
Insurance Corporation Improvement Act of 1991. The tier 1 ratio is
the ratio of tier 1 capital to risk-weighted assets. The total ratio is the
ratio of the sum of tier 1 and tier 2 capital to risk-weighted assets.
Tier 1 capital includes mainly common equity (excluding capital gains
and losses in investment account securities classified as available for
sale) and certain perpetual preferred stock. Tier 2 capital consists
primarily of tier 1 capital, subordinated debt, non-tier 1 preferred
stock, and loan-loss reserves. Risk-weighted assets are calculated by
multiplying the amount of assets and the credit equivalent amount of
off-balance-sheet items by the risk weight for each category. The
leverage ratio is the ratio of tier 1 capital to average total assets.

For a summary of the evolution of risk-based capital standards, see
Allan D. Brunner and William B. English, “Profits and Balance Sheet

Note. The data are quarterly and are not seasonally adjusted. The rates afl@evelopments at U.S. Commercial Banks in 199%¢deral Reserve
the end-of-period delinquent loans divided by the end-of-period outstandings. Bulletin, vol. 79 (July 1993), pp. 661-62.
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16. Regulatory capital ratios, and share of industry assets agought to bring inventories more in line with sales.
well-capitalized banks Consumer loans, especially credit card debt, contin-
ued to grow rapidly.

Indexes of stock prices of bank holding companies
were up about 10 percent to 15 percent early in the
year following the release of strong fourth-quarter
earnings reports. However, late in the first quarter
these indexes began to back off somewhat. Bank
holding companies released earnings reports for the
first quarter of 1996 that were quite good—ROAs
were up compared with the first quarter of 1995, and
banks continued to maintain wide net interest
margins. Although several firms reported reduced
earnings because of special charges to cover merger-
related expenses, their underlying operating profits
were strong.

NotEe. The data are quarterly. For definitions of tier 1 and tier 2 capital and
leverage ratio, see text footnote 8.
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A.1. Report of income, all insured domestic commercial banks and nondeposit trust companies, 1986-95
Millions of dollars

1. Includes provisioning for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and
nondeposit trust companies, 1986-95
A. All banks
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A.2.—Continued

A. All banks

* In absolute value, less than 0.005 percent.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

. Includes allocated transfer risk reserve.

. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

. Before 1994, the netted value of off-balance-sheet items appeared in “trading account securities” if a gain and “other non-interest-bearing liabilities” if a loss.
. Where possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Report.

. Includes provisioning for allocated transfer risk.

A wWNE
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and
nondeposit trust companies, 1986-95
B. Ten largest banks by assets
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A.2.—Continued

B. Ten largest banks by assets

* In absolute value, less than 0.005 percent.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

. Includes allocated transfer risk reserve.

. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

. Before 1994, the netted value of off-balance-sheet items appeared in “trading account securities” if a gain and “other non-interest-bearing liabilities” if a loss.
. Where possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Report.

. Includes provisioning for allocated transfer risk.

A WNE
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and
nondeposit trust companies, 1986-95
C. Banks ranked 11th through 100th by assets
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A.2.—Continued

C. Banks ranked 11th through 100th by assets

* In absolute value, less than 0.005 percent.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

. Includes allocated transfer risk reserve.

. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

. Before 1994, the netted value of off-balance-sheet items appeared in “trading account securities” if a gain and “other non-interest-bearing liabilities” if a loss.
. Where possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Report.

. Includes provisioning for allocated transfer risk.

A WNE
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and
nondeposit trust companies, 1986-95
D. Banks ranked 101st through 1,000th by assets
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A.2.—Continued

D. Banks Ranked 101st through 1,000th by assets

* In absolute value, less than 0.005 percent.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

. Includes allocated transfer risk reserve.

. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

. Before 1994, the netted value of off-balance-sheet items appeared in “trading account securities” if a gain and “other non-interest-bearing liabilities” if a loss.
. Where possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Report.

. Includes provisioning for allocated transfer risk.

A WNE
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A.2. Portfolio composition, interest rates, and income and expense, all insured domestic commercial banks and
nondeposit trust companies, 1986-95
E. Banks not ranked among the 1,000 largest by assets
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A.2.—Continued

E. Banks not ranked among the 1,000 largest by assets

* In absolute value, less than 0.005 percent.

n.a. Not available. MMDA Money market deposit account. RP Repurchase agreement. CD Certificate of deposit.

. Includes allocated transfer risk reserve.

. As in the Call Report, equity securities are combined with “other debt securities” before 1989.

. Before 1994, the netted value of off-balance-sheet items appeared in “trading account securities” if a gain and “other non-interest-bearing liabilities” if a loss.
. Where possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Report.

. Includes provisioning for allocated transfer risk.

A WNE



