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U.S. commercial banks had another excellent year in— = °
1997. Their return on equity remained inthe elevatedt L L L L L L L PP PSP LR PP T
range that it has occupied for five consecutive years,
and their return on assets reached a new high

T Return on assets - 10

(chart 1). Banks maintained their profitability while
also adding significantly to assets. The year’s strong
economic growth increased demand for credit, and
banks more than met that demand, gaining market [ [ [ [ [ [ [ LI PP PPLEEMNM PP ET]]
share. In addition, banks departed from the pattern oft®0 1975 15980 1385 1990 1395
recent years by sharply increasing their holdings of

securities. Compared with 1996, banks earned o\ ahout in line with assets. As has been true for

slightly lower average rate on their interest-eamingge,erq) years, virtually all bank assets were at institu-
assets and paid a bit more on their liabilities, buti s classified as “well-capitalized” at the end of

these developments were more than offset by highefgg97 only one bank—a small one—failed last year.
fee income and increased efficiency. Loan losse

S Consolidation continued in 1997. In June, most of

remained low relative to loarts. the remaining legal restrictions on interstate mergers

The advance in bank profits helped boost banKye e removed, and several bank holding companies
holding company stock prices substantially last yeary,yhined subsidiary banks that had been operating

With banks retaining a slightly larger fraction of j, senarate regions. Partly as a result, the number of
income, dividend growth slowed relative to the large} ;15 declined to 9.217. down from 9.575 at the end
increases of recent years. The resulting increase i 1996 and far below the peak reached in 1984. of
retained income helped boost bank capital, whichyq 14 500 (chart 2). At year-end 1997, the largest

1 Ercentun ermise indicated. data i this artic f 100 banks accounted for two-thirds of bank assets, up
. Except where otherwise indicated, data in this article are from ;

the quarterly Reports of Condition and Income (Call Reports) forfrom about half in 1991.

insured domestic commercial banks and nondeposit trust companies

(hereafter, banks). The data consolidate information from foreign and

domestic offices and have been adjusted to take account of merge

(see appendix). Size categories, based on assets at the start of eaBrALANCE%EET DEVELOPMENTS

quarter, are as follows: the 10 largest banks, large banks (those ranked

11 through 100 by size), medium-sized banks (those ranked 10Bank assets grewa percent in 1997, the fastest
through 1,000 by size), and small banks (those not among the large ;

1,000 banks). At the start of the fourth quarter of 1997, the approxi—ﬁrowth in more than a decade (table 1)' Deman.d. for
mate asset size of the banks in those groups were as follows: th6f€dit was strong, and banks were generally willing
10 largest banks, more than $70 billion; large banks, $6 billion to|lenders. As a result, loans increaséd Bercent, a bit
$70 billion; medium-sized banks, $300 million to $6 billion; small ; i it ;
banks, less than $300 million. Many of the data series reported here‘gaSter than in 1998.In addition, securities, which
begin in 1985 because the Call Reports were significantly revised at

the start of that year. Data from before 1985 are taken from Federak——————

Deposit Insurance CorporatioBtatistics on BankingFDIC, 1997). 2. The growth rates have been adjusted to remove the effects of an
The data are also available on the World Wide Web site of the FDICaccounting change that lowered measured growth in loans and
(http://www.fdic.gov/databank/sob/). Data shown may not match dataincreased measured growth in federal funds sold. Before 1997, sales
published in earlier years because of revisions and corrections. In thef federal funds by foreign offices were classified as loans. Starting in
tables, components may not sum to totals because of rounding. 1997, they are classified as federal funds sold.
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2. Number of commercial banks, and percentage of assets years. C&I loans increased in part because inventory

at the largest 100 banks, 1970-97
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accumulation and fixed investment by businesses
apparently outstripped their internally generated
funds last year; at nonfinancial corporations, the
excess of capital expenditures over internal funds
rose to $45 billion, up from $& billion in 1996
(chart 3). The borrowing needs of nonfinancial corpo-
rations were further increased because, as has been
true for several years, they retired a large volume of
equity, on net, via stock buybacks and during corpo-
rate acquisitions.

Banks expanded their share of outstanding non-
mortgage business credit to its highest level since
1989 (chart 4). In part, this expansion reflected a
substantial rise in the number of mergers and acqui-

sitions among middle-market firms, which are more
likely to be financed by bank loans than are the
combinations of large corporations. Those respon-
had been about unchanged for the past few yeargents that reported stronger demand for business
expanded nearly 9 percent. Non-interest-earingoans on the Federal Reserve’s quarterly Senior Loan
assets, which make up about 13 percent of totabificer Opinion Survey on Bank Lending Practices
assets, expanded %ipercent, in large part because (BLPS) last year most commonly attributed the
of growth in the gross positive fair value of deriva- jcreased demand to mergers and acquisitions; in
tives. Core deposit growth picked up, but not enough,qgition, banks cited financing for inventories and for
to keep pace with assets; managed liabilities a”‘ﬂ)lant and equipment.

equity made up the difference. Banks also expanded their market share by compet-
ing more vigorously for business loans. Although
only small fractions of the respondents to the BLPS
said they had eased standards on business loans in
) ] ] 1997, large fractions indicated they had eased loan
The value of commercial and industrial (C&I) loans yeyms, particularly the spreads of loan rates over their
on bank balance sheets expanded nearlya Xr- 50105 cost of funds (chart 5). These results are
cent, the second largest annual increase in seventeegmewhat at odds with the Federal Reserve’s quar-

terly Survey of Terms of Business Lending (STBL),
which showed a slight widening of the average spread

1970 1975 1980 1985 1990 1995

Loans to Businesses

3. Financing gap and net equity retirement at nonfarm
nonfinancial corporations, 1990-97

Billions of dollars 4. Bank loans as a share of total nonmortgage credit market

debt, nonfinancial businesses, 1970-97

— 100
Net equity retirement Percent
75
50
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Note. The data are four-quarter moving averages. The financing gap is the
difference between capital expenditures and internally generated funds. Net| | | | | | | [ [ [ [ [ L L1 L LLL L L1
equity retirement is funds used to repurchase equity less funds raised in equity1970 1975 1980 1985 1990 1995
markets.
Source. Federal Reserve Board, Statistical Release Z.1, “Flow of Funds Source. Federal Reserve Board, Statistical Release Z.1, “Flow of Funds
Accounts of the United States,” table F. 102. Accounts of the United States,” table L. 101.




Profits and Balance Sheet Developments at U.S. Commercial Banks in 1383

1. Annual rates of growth of balance sheet items, 1988-97

Percent
MEMO:
Dec.
1997
Item 1988 1989 1990 1991 1992 199 1994 1995 1996 1997level
(billions
of
dollars)
ASSEES ..t .. 4.33 5} 2.64 1.33 2.19 5.68 8.06 7.61 6.03 9.22 4,971
Interest-earning assets .............. 4.04 5.61 2.23 1.98 2.53 6.56 5.77 7.76 5.60 8.88 4,281
Loans and leases (net)............ 5.93 6.24 237 -265 -1.04 6.05 9.83 10.63 8.02 8.38 2,885
Commercial and industrial ... ... .| 1.84 2.97 -.67 -9.10 -4.10 .52 9.33 12.26 7.24 12.15 791
Realestate...................... . 1243 12.69 8.79 2.73 1.94 6.13 7.90 8.33 5.44 9.20 1,235
Booked in domestic offices..... 11.99 13.02 8.55 2.90 2.57 6.17 7.64 8.48 5.50 9.42 1,207
One- to four-family
residential ............. 14.60 16.13 14.00 7.76 7.53  11.08 10.09 10.06 4.65 9.69 713
Other ..............oooiit . 9.84 10.34 3.62 -1.93 —-2.86 .22 4.35 6.25 6.75 9.04 494
Booked in foreign offices. ... ... 27.03 2.99 16.64 -2.35 -17.80 4.67 18.35 2.81 3.18 .34 28
CONSUMET. ..o eeeeiaeaene . 7.64 6.18 .38 -255 -1.66 9.06 16.01 9.98 4.44 -2.17 544
Other loans and leases........... -3.09 -94 -568 491 424 9.97 5.29 14.23 22,28 13.78 372
Loan loss reserves and
unearned income ..l —4.20 10.29 .35 -3.78 -4.85 -5.82 -2.22 A7 .06 -.69 58
Securities . .............. . 327 5.08 8.46 16.23 12,29 1226 -2.61 .59 .82 8.85 1,006
Investment account............. 2.93 4.04 8.19 14.42 11.44 8.11 -1.73 -1.55 -1.14 8.66 861
US.Treasury................. . -5.80 -13.79 3.50 32.01 23.95 7.24 -846 -19.21 -1430 -8.88 151
U.S. government agency and
corporation obligations. ...| 22.54 33.41 24.02 15.88 12.77 9.62 .87 6.43 3.62 14.19 500
Other.......coovvviiiiiinn.| . —2.46 -535 -6.70 -256 -5.20 6.09 2.49 4.33 1.71  11.20 210
Trading account................. . 858 20.62 11.87 38.88 21.01  51.84 -20.46 18.51 14.44 9.97 145
Other ......oiiiii s . —5.82 249 -11.70 2.82 157 -7.90 3.25 7.64 -90 1281 390
Non-interest-earning assets ......... 6.45 3.50 551 -3.10 -.32 -.86 25.65 6.63 8.89 11.35 690
Liabilities ... . 4.05 5.43 2.37 1.01 1.35 5.12 8.31 7.23 5.89 9.12 4,557
Core deposits. . .......ovieiiiiiin. . 548 5N5) 7.58 5.2% 5.09 149 -17 3.97 4.12 4.52 2,494
Transaction deposits.............. 2.65 .93 2.43 3.38 14.62 547 -33 =309 -3.45 -4.58 757
Savings and small time deposits. . . . 7.29 8.71 10.51 6.24 .18 -85 -.08 8.37 8.34 9.05 1,737
Managed liabilities .................. . 227 513 -6.15 -6.19 -6.07 12.30 17.57 10.61 9.48  13.83 1,720
Deposits booked in foreign
offices ... . =177 -1.07 -5.88 3.81 585 15.06 30.89 5.13 427  11.13 526
Large time. ......ovvvviiiiinenny . 9.22 5.00 -5.68 -19.73 -26.20 -9.21 8.72 19.61 21.16  20.13 379
Subordinated notes and
debentures ................... . —4.25 16.98 20.99 4.69 3490 10.82 9.23 6.61 17.74  21.00 62
Other managed liabilities. ......... 5.45 9.86 -8.06 -1.39 6.94  22.18 12.91 11.63 7.83 12.22 753
Other........cooiiiiiiii i . —.06 3.29 443 -4.18 -1.02 15.30 79.17 20.50 2.57 23.77 344
Equity capital ............ ...l . 8.76 4.18 6.64 5.98 13.75 12.58 5.24 12.07 7.66 10.34 414
MEMO
Commercial real estate logns .......... n.a. n.a. n.a. -254 -4.03 -.60 4.00 6.35 7.66 9.85 496
Mortgage backed securities............ 19.06 41.00 34.39 19.27 10.37 9.66 -3.12 .67 2.03 14.18 380
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 ireal estate loans secured by multifamily residential properties; and loans to
domestic offices, federal funds purchased and securities sold under agreemerftesance commercial real estate, construction, and land development activities
to resell, demand notes issued to the U.S. Treasury, subordinated notes ambt secured by real estate.
debentures, and other borrowed money.

on business loans last year (chart 6). Neverthelessff their balance sheetsWith these loans off the
the average of measured spreads reported in theooks, the measured growth in business loans last
STBL narrowed over the preceding several years, sgear understates the expansion of bank-originated
results from both surveys are broadly indicative ofcredit. However, the understatement was small
aggressive pricing of business loans.

Spreads on the largest loans are the narrowest3s. This explanation presumes that the increase in the expected

relative to historical norms. Partly as a result, severafeturn on equity that occurs when capital is allocated to riskier assets
| bank tablished last t’ K Increases the value of the bank’s stock, but this need not be true. Just
arge banks established programs last year to packagg selling $100 of safe stock and buying $100 of risky stock leaves

and sell “collateralized loan obligations” (CLOS)— one’s net worth unchanged, replacing low-risk assets with high-risk
securities backed by Iarge commercial and industriafssets should leave the value of the bank'’s stock essentially unaffected
| R dents to the N b 1997 BLP o long as the bank must pay appropriately higher rates on its lia-
Oans' espondents . 0 the : ovember ) ilities. However, the rates banks pay on insured deposits are insensi-
attributed the recent interest in CLOs to a desire bytive to a broad range of riskiness in bank assets, and the sensitivity
banks to deploy their capital more efficiently by of many other bank liabilities at the largest banks may be muted by

. lativelv hiah lity | hich h th the perception that regulators might be unwilling to allow such institu-
moving relatively nhigh quality loans (W Ic ave N€ ons 1o fail because of the damage to the financial system that could

same regulatory capital requirement as riskier loansjesutt.
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5. C&lloan standards and terms, by size of borrower, 6. Spread of C&l loan rate over intended federal funds rate,
1990-97 by size of loan, 1987-97
Percent Percentage points
Net percentage of selected large banks All loans
__ that tightened standards — 75 _ _ 25
Large and medium 50 Mv 20
25 — . — 15
N Four-quarter moving average
0 — — 10
L v |
Net percentage of selected large banks that More than $1,000,000
~— increased spreads over their cost of funds - ® . _ 55
— — 50
. 25 — — 20
+
0 M‘? 15
— 25
_ = — — 10
\ | | | \ \ \ \ | L |
1991 1993 1995 1997
- - - . $100,000 to $1,000,000
Note. Net percentage is the percentage of banks reporting a tightening of
standards or an increase in spreads less the percentage reporting an easing or — 45
decrease. The definition for firm size suggested for, and generally used by,
survey respondents is that medium firms are those with sales of between—— — 40
$50 million and $250 million.
Source. Federal Reserve Board, Senior Loan Officer Opinion Survey on — = 35
Bank Lending Practices.
— — 30
because the bulk of the CLO activity involved loans &L L 11| |
by foreign rather than U.S. banks. Nonetheless,_ the | ess than $100,000
survey results suggest that CLOs have the potential to 50
shift significant amounts of C&I loans off the books "

of domestic banks over time.

Banks’ holdings of commercial real estate loans — 40
increased more thar¥®percent last year. The growth
of these loans has been picking up for the past four
years following a sharp pullback in the early 1990s. b L L 1 | | [ | | |

. .. . . 1987 1989 1991 1993 1995 1997

A variety of indicators show continued improvement :
in the condition of the commercial real estate indus- IS\ISUT;Jhlfet(j:izt?alarr?ee\g:rl\?gtgg;r)t/jfogggggilég}eéelease E.2, “Survey of Terms
try, including falling vacancy rates and rising prices of Business Lending.”
for properties. Commercial real estate loans have
grown much more rapidly in recent years at smallermercial mortgage loans on the books of commercial
banks; after adjusting for the effect of mergers, thesdoanks; by this measure, CMBSs and bank loans were
loans at the largest 100 banks increas&dpercent the two leading sources of finance for commercial
last year, whereas growth at the remaining banks waseal estate activities.
15> percent. The losses on such loans in the early
1990s were co'ncentrgted at large bans, which may 55ns to Households
therefore remain relatively more cautious. Growth at
large banks may also have been held down somewhé#t contrast to business loans, consumer loans on
by the issuance of commercial mortgage-backedanks’ books contracted¥2 percent last year. Sev-
securities (CMBSs); many of the respondents to thesral factors contributed to the decline, including re-
August 1997 BLPS—patrticularly the largest banks—duced demand for such loans by households, which
reported that they had issued CMBSs. These securin turn partly reflected a substitution toward home
ties were virtually nonexistent ten years ago. In 1997 gquity loans; a tightening of terms and standards on
however, the increase in the outstanding dollarconsumer loans by some banks; and the increased
amount of CMBSs exceeded the increase in the comsecuritization of consumer loans. Consumer credit

— 35
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from all sources grew % percent last year, down 7. Net percentage of selected commercial banks that
from 8 percent in 1996 and 14 percent in the two tightened standards for credit cards and other
preceding years. consumer loans, 199697

As is typical over an economic expansion, the Percent
deceleration has been more pronounced for consumer
credit than for spending on consumer durables; the
growth of the latter slowed from percent in 1994
to 4 percent last year. In the early stages of an expan-_
sion, net increases in consumer debt tend to be large
because an upturn in spending for consumer durables
boosts loan originations, while past low levels of
originations keep debt repayments low. But as the —
economy continues to expand, the growth of repay-
ments provides more of an offset to new originations,
resulting in smaller net additions to the stock of debt.

As discussed below, the average repayment perfort e | re |
mance of consumer loans deteriorated significantly in : . ——

. oTE. Net percentage is the percentage of banks reporting a tightening of

1995-96 and remained poor last year. In response, fQ,fandards less the percentage reporting an easing.
the past two years a |arge percentage of banks t|ght- Source. Federal Reserve Board, Senior Loan Officer Opinion Survey on

. . ank Lending Practices.
ened their standards on consumer loans, according {5 g Fract

responses to the BLPS (chart 7). But the percentages consumer loans were likely also depressed last
reporting tightening were lower in the second half ofyear pecause many households refinanced them with
1997, suggesting that many banks felt that they hafyans packed by real estate, which typically have
altered their standards sufficiently. Some banks als@yer interest rates and for which interest payments
reported imposing lower credit limits on credit cards 4 generally tax deductable. Borrowing under home
and raising finance charges on outstanding balancegqyity lines of credit at banks increased 15 percent
While these adjustments may have made credit cargh 1997, and closed-end residential real estate loans
lines harder to acquire for less creditworthy cus-secyred by junior liens increased¥@ercent. Real-
tomers, banks apparently remained eager to attra@state-secured borrowing from nonbanks, particularly
more creditworthy borrowers. Reportedly, credit cardfinance companies, was also strong. When asked in
solicitations continued at a record pace, and the valug,e February 1997 BLPS to account for the strength
of credit card lines grew B4 percent. By the end of iy home equity loans, most banks cited increased

such lines—had fallen to less than one-third. credit with such loans.
Despite the decline in consumer loans on the books
of banks, outstanding consumer loans originated by. Securitized share of outstanding consumer loans
banks grew nearly 4 percent last year. The decline in  originated by banks, 1988-97
loans on the books resulted from an increase of more

Credit cards

Other consumer loans

Percent
than 20 percent in the volume of loans originated by
banks and then securitized; at the end of the year,
these off-balance-sheet amounts accounted for nearly “

30 percent of consumer loans originated by banks
(chart 8). Given the marked deterioration in the per-
formance of consumer loans in recent years, banks
may be inclined to reduce the amount of such loans
appearing on their balance sheets. In addition, banks
evidently find securitization frequently to be a less
expensive way of funding consumer loans than fund-
ing them on their balance sheéts.

- \ \ \ \ \ \ \ \ \ \ |

4. For information on the securitization of credit card loans, see 1989 1991 1993 1995 1997
William R. Nelson and Brian K. Reid, “Profits and Balance Sheet  gougce. Federal Reserve Board, Statistical Releases H.8, “Assets and Lia-
Developments at U.S. Commercial Banks in 1998¢deral Reserve  hilities of Commercial Banks in the United States,” and G.19, “Consumer
Bulletin, vol. 82 (June 1996), p. 488. Credit.”
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9. Average rate on new, fixed-rate thirty-year mortgages, Securities
and the mortgage refinancing index, 1990-97
p— Banks’ holdings of securities increased more than
Mortgage rate 8% percent last year after declining in 1994 and
changing little in 1995 and 1996. Securities also
expanded sharply earlier in the 1990s, but that
increase occurred during a period of weak loan
demand and strong inflows of core deposits; it may
also have reflected banks’ efforts to comply with new
regulatory standards that imposed larger capital
requirements on loans than on securiieShe
strength in securities last year, by contrast, coincided
with substantial loan growth and thus does not seem
to indicate any diminution in the demand for loans or
in the willingness of banks to provide them. Indeed,
1991 1993 1995 1997 responses to the May 1998 BLPS indicated that the
Source. The mortgage rate is from the Federal Home Loan Mortgage grOWth in securities was due in part to an increased
Corporation; the refinancing index is from the Mortgage Bankers Association. willingness on the part of some banks to boost
leverage in an effort to raise return on equity. Many
responses also attributed the growth to mergers:
Home mortgages secured by first liens also accelerSome banks were expanding their balance sheets in
ated in 1997, expanding¥8 percent. Some of the line with capital accumulated because their holding
strength in mortgages reflected the high level ofcompanies had recently participated in pooling-of-
residential construction activity last year, althoughinterest mergers and therefore were constrained from
increased construction activity generally raises thebuying back stock.
level of mortgages only gradually. Toward the end of Securities in investment accounts at banks
the year, the low level of mortgage interest ratesexpanded 8 percent last year. Within investment
induced large numbers of borrowers to refinanceaccounts, mortgage-backed securities, which account
existing mortgages (chart 9). The resulting increasdor about half of the securities in such accounts,
in refinancing activity likely contributed to the expan- increased much more rapidly than the remaining
sion of banks’ holdings of mortgages because soméypes of securities. The 10 percent growth in interest-
households increase their mortgage size and takearning trading account securities was concentrated
cash out when refinancing. The added cash may bim securities booked at domestic offices; foreign
used to pay down other debts, so the heightened levelffice trading accounts declined somewhat. The
of refinancing probably contributed a bit to the weak-decline in trading account securities booked in for-
ness in consumer loans discussed above. The higkign offices was largely in the fourth quarter, when
level of refinancing activity may also have boostedthe turmoil in East Asia probably induced banks to
mortgage loans on banks’ books temporarily, as presell some securities and reduced the value of some
viously securitized loans were replaced by new loanghat they kept.
that appear on the balance sheets of the refinancing Non-interest-earning trading account assets were
institution, at least for a while. boosted by a $42 billion rise in the gross positive
As has been true for several years, real estate loarfair value of derivatives written on interest rates,
at banks were also boosted somewhat by banksxchange rates, and equity, commodity, and other
acquisition of savings institutions; last year suchprices (see box “Off-Balance-Sheet Activity”). Much
acquisitions added about 2 percentage points to thef this gain was probably the result of an increase in
growth of real estate loans at banks. Banks have beethe value of exchange-rate contracts in the fourth
absorbing savings institutions since the savings anduarter, most likely because of the large depreciations
loan crisis in the late 1980s. Partly as a result, bankef several East Asian currencies at that time. Banks
have become bigger players in the mortgage busitypically hold offsetting positions in such contracts,
ness, which had previously been dominated by thriftso large movements in exchange rates generally
institutions. At the end of the fourth quarter, single

family mortgages accounted for nearly as large _ _ _
5. Core deposits consist of demand deposits, NOW accounts, sav-

share of bank assets Mpercent) as did C&l loans ings and money market deposit accounts, and small (that is, less than
(15%a percent). $100,000) time deposits.
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increase bank assets and liabilities without greaththe most common form of retail sweep program—but
affecting net worth. Exchange-rate-based derivativéhey accelerated the creation of programs that sweep
contracts in a negative position, which are recordedunds from household demand deposits; on net,
as liabilities on the balance sheet, also increasethe amount moved by the initiation of new sweep

substantially in the fourth quarter. programs—$84 billion—was about 25 percent lower
than in 1996.
With core deposits growing more slowly than
Liabilities assets, banks funded their robust growth last year

largely with managed liabilities, which increased

Bank core deposits grew¥4 percent last year, about 13%s percent. Large time deposits, deposits in foreign
the same rate as in 1996 and only half as fast as theffices, and subordinated debt all expanded at double-
rise in bank assets. Core deposit growth was reladigit rates last year. During the past five years of
tively slow, in part because banks set deposit ratesubstantial growth of bank assets, the share funded
low in comparison to market rates, as they have dondy managed liabilities rose from 28 percent to
for several years. For example, the average rate paidearly 34 percent, a level just below that in the late
by banks on their interest-bearing core deposits wa4980s.
1¥4 percentage points below the yield on six-month Historically, banks have increased their reliance on
Treasury bills last year. By contrast, the averagemanaged liabilities during periods of rapid asset
difference was onlys percentage point from 1987 to growth (chart 11), perhaps because they cannot prof-
1993 (chart 10). Yields available on core depositsitably attract new core deposits quickly enough to
were especially low relative to the returns on bondkeep up with rapidly growing assets. Managed liabili-
and stock mutual funds last year, and householdsties can generally be raised in large amounts with
substitution toward such funds likely continued to little or no change in the rates paid for the funds. The
depress the growth of core deposits. public’s demand for core deposits, however, is much

Within core deposits, savings accounts expandetess sensitive to rates, so banks would have to
rapidly, mainly because of the ongoing introductionincrease deposit rates substantially to induce large
of “sweep” programs. These programs automaticallyinflows over relatively short periods of time. Thus,
move funds out of transactions deposits, againseven though core deposits on average are less expen-
which banks must hold non-interest-bearing reservessive than managed liabilities, the latter may still be
into savings accounts, against which banks do nothe more profitable means for banks to finance rapid
have to hold reserves. Sweep programs thus releaggowth in assets, with reliance on those liabilities
funds that banks can invest in interest-earning assetsgleclining when asset growth is weak.
In 1997, banks slowed the initiation of programs that Bank borrowing from the Federal Home Loan
sweep funds out of NOW accounts—until last yearBank System (FHLB) grew significantly last year,
rising by more than a half and reaching about 1 per-
cent of bank assets by year-end. Membership in the

10 Selected interest rates, 1987-97 FHLB was limited to thrift institutions until 1989,

Percent

11. Annual change in the ratio of managed liabilities to
Money market mutual funds assets, and growth of assets, 198697

— 8 Percent

Six-month Treasury bills

Growth of assets

Core deposits

Y ) A A
1987 1989 1991 1993 1995 1997

Note. The rate for core deposits is the average for NOW accounts, savings —
and money market deposit accounts, and small time deposits, and it excludes
demand deposits, which do not bear interest; see also text note 5. ‘ | | | | | | | | | | | |

Sourcke. Federal Reserve Board, Statistical Release H.15, “Selected Interest
Rates”; andiBC's Money Fund Report. 1987 1989 1991 1993 1995 1997

Change in ratio




398 Federal Reserve Bulletin  June 1998

Off-Balance-Sheet Activity

Off-balance-sheet activities are of three general types. Thés then obligated to repay the funds to the bank. If the
first involves a promise by the bank to provide funds on customer's commitments are financial, such as repaying
demand (for example, a loan commitment) or as a guarantebolders of commercial paper, the letter is called a finangial
(as with certain letters of credit). The obligation does notstandby letter of credit. If the commitments are not findn-
appear on the balance sheet because the funds have not begal, such as the delivery of merchandise or the completion
extended. The meaning of “off-balance-sheet” is somewhatof a construction project, the letter is called a performarnce
more obscure when applied to the second type of activity,standby letter of credit. Banks’ potential obligations under
derivatives, because the value of most derivatives isfinancial standby letters equale&3oercent of their assets
reported on the balance sheet—as an asset if the value last year; potential obligations under performance stangby
positive or as a liability if the value is negative. Derivatives letters totaled about 1 percent of assets.
are assets whose payments are derived from the perfor-

mance of other assets; it is the underlying assets that are off\griyatives

the balance sheet. The third type of activity, loan securitiza-

tion, is generally spoken of as an off-balance-sheet activityPerivatives can be roughly classified into two types: for-
because the securitized loans typically are moved off ofwards and options. Forwards are agreements to buy or|sell
banks’ balance sheets. The table provides the year-end

amounts of selected off-balance-sheet items in dollars an&elected off-balance-sheet items, year-end
as a percentage of assets.

1997 Percentage of assets
. Item (billions of
Commitments dollars) 1990 1997
Unused commitments equaled $3 t.rllll().n at the enq OGOy T p——————— 3.040.7 33.0 61.2
nearly two-thirds of assets. The rise in unused lines as ell_ ters of credit
q - . . etters or credi
share of assets since 1990 is almost entirely attributable t0 commercial............. 29.2 9 6
the growth of credit card lines, which tripled as a percent- 5‘§?§§r¥cial R o -
age of assets over the period and accounted for more than performance . ........ 44.4 17 9
half of unused commitments last year. Unused residentiaberivaﬂ\,_es (excluding
and commercial real estate lines and unused lines for securi- |m°e'ri‘i'{g?2"a“"es)
ties underwriting summed to less than 10 percent of unused  Notional amount. ..... . 17,176.1 98.1 345.5
A . 3 3 i Fair value
comrmtment; last ){ear, other unused lines, prlmarlly com- Bosting, 1628 na. 33
mercial and industrial, accounted for the remainder. Negative........... 161.3 n.a. 3.2
Exchange rate
Notional amount. . .. . .. 7,832.5 104.3 157.6
. Fair value
Letters of Credit Positive ............ 1922 na. 3.9
. . . Negative........... 185.5 n.a. 3.7
Banks issue commercial and standby letters of credit. Com- Other.
. . . g - Notional amount. . ... ... 493.7 2.4 9.9
mercial letters of credit are issued specifically to facilitate Eair value
payment for goods. They are arranged by the buyer to ,F\’lg;g;i’\‘jé ----------- g%g na '2
guarantee payment to the seller of the goods, who receives 7 : o :
Credit derivatives
funds f_rom the bank qnly when the ter_ms of the purchase et Ao
are fulfilled. Commercial letters of credit equaled less than Guar?mor ............... 33.4 n.a. 7
1 percent of bank assets last year. Beneficiary ............. 637 na. 13
A standby letter of credit is a promise by the issuing bankAssets transferred
e . . . . . with recourse.........| 230.6 n.a. 4.6
to pay a specific sum to a third party if the issuing bank’s

customer fails to fulfill specific commitments; the customer n.a. Not available.

when the Financial Institutions Reform, Recovery,capital arose from a 30 percent increase in retained
and Enforcement Act allowed qualifying commercial income. Retained income increased so much partly
banks to join; more than half of all commercial banksbecause net income was strong, but also because the
had become members by the end of 1997. proportion of income retained by banks rose, from
24Y4 percent in 1996 to Z& percent last year. With

the increased rate of retention, dividends rose just
8 percent, well below the 29 percent annual rate
Bank equity grew 18 percent last year, a bit faster posted between 1993 and 1996. About one-fourth of
than assets. More than one-third of the growth inthe increase in capital was new capital, acquired

Capital
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Off-Balance-Sheet Activity—Continued

something for a specific price at a designated future date; More than 90 percent of derivatives (by notional amout)
options give the holder the opportunity, but not the obliga-were held in trading accounts last year. Such holdings
tion, to buy or sell something at a specific price, typically frequently arise either as financial institutions trade amaong
during an agreed-upon intervalSwaps, in which the themselves or when a nonbank customer wishes to purchase
income streams from two assets are exchanged at specifiesl derivative and the bank acts as a counterparty. Given|the
future dates, are essentially a combination of several forvolatility of these assets, banks rarely allow a position to|be
ward contracts. Most derivatives contracts held by banksunmatched for very long. As a result, at any given time, the
are based on interest rates or exchange rates. At banks, th@sitive and negative fair values of banks’ derivatives hold-
most common forms of interest rate contracts are swapsings tend to be about equal.
exchange-rate contracts are most commonly forwards; and Another type of derivative contract, an option, is |a
other derivatives are most often options. “credit derivative,” which allows parties to transfer the

Derivatives contracts are reported for accounting pur-credit risk of an underlying asset. Generally, the derivatives
poses in terms of their fair value, which is the price at which are structured so that the seller (guarantor) will pay the
the contract could be replaced, and their notional valuebuyer (beneficiary) if an asset held by the beneficiary ¢e-
which is generally the value of the underlying asset used infaults, thus allowing the beneficiary to hold the asset with-
the computation of the payment streams. For example, amut being exposed to some or all of the credit risk of the
interest rate swap is commonly written so that its initial fair asset. At the end of last year, the notional value of credit
value is zero, that is, so that the present values of the bank’derivatives on which banks were the guarantors equaled
obligation to its counterparty and the counterparty’s obliga-%. percent of bank assets, and the notional value of credit
tion to the bank are equal, even if the notional value—thederivatives on which banks were the beneficiary equaled
reference amount used for calculating the income stream¥. percent of assets.
being swapped—is in the millions of dollars.

The difference between notional and fair values given in L

the example is reflected in the aggregate values: The totap€CUritization
notional amount of banks’ holdings of derivatives (exclud- Ajthough loan securitization is often spoken of as an aff-
ing credit derivatives, which are discussed below) at the endhajance-sheedctivity, securitized assets are reported as jan
of last year equaled $25trillion, while the gross fair value  qff-palance-sheeitem only if the assets have been trans-
of the derivatives (positive and negative) was aboutferred with recourse; that is, if the bank has removed the
$750 billion. Notional amounts can be useful as one indica-asset from its balance sheet but remains exposed to some of
tor of the change in the amount of derivatives activity over he risk of loss posed by the asset. When residential mprt-
time. However, because notional amounts are so fagages are securitized through one of the federal housing
removed from the actual value of derivatives, they Va5t|yagencies, for example, the originating bank has no responsi-
overstate the exposure of the institutions. bility for the repayment of the loan (although it may service

Derivatives holdings are concentrated at the largesine mortgages for a fee), and thus the loan is not|an
banks. At the end of last year, more than 99 percent ofpff-palance-sheet item. In contrast, credit card securitiza-
derivatives, measured either by notional amount or grosjons are typically structured so that if the repayment perfor-
fair value, were held at the top 100 banks. Furthermoremance of the underlying accounts deteriorates sufficiertly,
about 90 percent of derivatives (again by either measurejhe originating bank is obliged to repurchase the remaining
were held at the top 10 banks. securitized loans over a fairly short period. Most of the

1. For additional information on the use and holdings of derivatives by loans that are _reported as off-balance-sheet items on the

ban.ks, see “Derivatives Disclosures by Major U.S. Banks, 19%®tleral Call Report, which equaled¥4 percent of bank assets last
Reserve Bulletinvol. 82 (September 1996), pp. 791-805. year, were credit card loans.

generally from the issuance of stock or the injection Capital for regulatory purposes, which excludes
of funds from parent holding companies. Most of theboth goodwill and net unrealized gains on investment
remaining growth in capital arose from two sources:account securities, increased onBfa percent, a bit

the increase in goodwill arising from bank mergersless than assets; hence, the average leverage ratio
and the increase in net unrealized gains on investedged down over the year (chart 12). Industry-
ment account securities available for sale. average risk-weighted capital ratios (total and tier 1)

S — also declined slightly over the yearEven though

6. Goodwill is the difference between the acquisition price and the
net fair value of the identifiable assets and liabilities acquired. Unreal——
ized gains on available-for-sale investment account securities are the 7. The tier 1 ratio is the ratio of tier 1 capital to risk-weighted
difference between the fair value of the securities and their amortizedassets, and the total ratio is the ratio of the sum of tier 1 and tier 2
cost. (Footnote continues on next page)
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12.  Regulatory capital ratios and share of industry ally all banks remained well capitalized: At the end

assets at well-capitalized banks, 1991-97 of the year, 972 percent of bank assets were at

rmew Well-capitalized banks8.
Regulatory capital ratios
Total (fler 1 + tler 2) rafio TRENDS INPROFITABILITY
— — 13
Tier 1 ratio The 1997 rise of 1% percent in the net income of

- 10 U.S. commercial banks boosted the industry’s return

on assets to 1.25 percent, a new record, and its return

on equity to more than B4 percent (table 2). With

_ / _ 4 profits strong, bank holding company stock prices
advanced rapidly over the first three quarters of the
year (chart 13). In the fourth quarter, however, bank

| \ \ \ \ || holding company stocks, especially those of money

Share of industry assets center banks, were buffeted by concerns that eco-

at well-capitalized banks nomic problems in Asia would depress earnings.
Nonetheless, for the year as a whole, stock prices
of the money center companies about matched the
broader market, while those of regional banking com-
panies easily surpassed both.

Rates of commercial bank profitability averaged
over the past five years are higher than in the previ-
ous five-year period and significantly exceed longer-
term averages. For example, the industry'4lgder-
cent average return on equity over the past five years
was about B percentage points higher than the
average over the previous five years and 4 percent-
Nortk. For definition of capital ratios, see text note 7. age points higher than the average for the forty
years from 1948 to 1987.The improvement in the

securities, which generally have low risk weights, 1993-97 returns over the 1988-92 returns is prima-
increased a bit more rapidly than loans, which genertily the result of a much-reduced level of loss provi-
ally carry high risk weights, risk-weighted assetssioning relative to loans. The decline in provisioning
increased more rapidly than total assets because &1 turn resulted from the vastly improved quality

rapid growth in the selected off-balance-sheet item®f assets: Troubled sovereign and commercial real
that are included in risk-weighted assets on a creditestate credits extended in the 1970s and 1980s were

equivalent basis. The risk-weighted credit-equivalentvorked out, and the sustained economic expansion
amount of these items increased 30 percent frongontributed to a low level of losses on more recent
year-end 1996 to year-end 1997, raising their share dgnding. The high level of profits also reflects banks’

risk-weighted assets to nearly 20 percent. Despite the

slight declines, average capital ratios remain high g well-capitalized banks are those with a total capital ratio greater
relative to regulatory standards. Furthermore, virtu-than 10, a tier 1 ratio greater than 6, a leverage ratio greater than 5,
and a composite CAMELS rating of 1 or 2.

9. Over the past two five-year periods, the return on assets
improved even more than the return on equity. The increasing impor-
capital to risk-weighted assets. Tier 1 capital consists mainly oftance of off-balance-sheet activities in recent years. however, makes
common equity (excluding intangible assets such as goodwill andcomparisons of return on assets over long periods of time potentially
excluding net unrealized gains on investment account securities classimisleading. Nevertheless, a large fraction of banking is still tied to
fied as available for sale) and certain perpetual preferred stock. Tier Zaditional on-balance-sheet items, and in interpreting changes in net
capital consists primarily of subordinated debt, non-tier-1 preferredincome over shorter periods, assets remain a useful scaling factor for
stock, and loan-loss reserves. Risk-weighted assets are calculated Isgparating the effects of growth from those of improved profitability.
multiplying the amount of assets and the credit-equivalent amount oBy contrast, return on equity should not be affected by changes in the
off-balance-sheet items (an estimate of the potential credit exposureelative importance of off-balance-sheet activity because investors
posed by the item) by the risk weight for each category, where the riskexpect to receive an appropriate return on their investment regardless
weights rise from zero to 1 as the credit risk of the assets increaseaf whether activities are on or off the balance sheet. Returns on equity
The leverage ratio is the ratio of tier 1 capital to average tangiblemay, however, have been affected at least temporarily by the substan-
assets. Tangible assets are equal to total assets less assets exclutietlincreases in capital-to-asset ratios in recent years, which have in
from common equity in the calculation of tier 1 capital. part been a response to regulatory changes.

Leverage ratio

1991 1992 1993 1994 1995 1996 1997
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2. Selected income and expense items as a proportion of assets, 1991-97

Percent
Item 1991 ‘ 1992 ‘ 1993 ‘ 1994 ‘ 1995 ‘ 1996 ‘ 1997

Net interest income. .. L. 362 3.89 3.90 3.78 3.72 &7e 3.67
Noninterest income. . 1.81 1.95 2.13 2.00 2.02 2.18 2.23
Noninterest expense. . 4. 375 3.86 3.94 3.75 3.64 3.71 3.61
LOSS ProViSIONING . . ..o vvee e ee e .. 1.03 .78 A7 .28 .31 .37 .40
Realized gains on investment account securities. . . .09 A1 .09 -.01 .01 .03 .04

Income before taxes and extraordinary items .. . . 73 1.32 1.70 1.73 1.81 1.85 1.93
Taxes and extraordinary items..................... . .22 A1 .50 .58 .63 .65 .68

Net income (return on assets)................... . .51 91 1.20 1.15 1.18 1.20 1.25
Dividends. . .....oiii .. .45 41 .62 .73 .75 .91 .90
Retained income. ... . .07 .49 .58 42 43 .30 .35
MEMO
Return on equity. . .........oueieieeninieananennns .. 771 12.64 15.32 14.63 14.69 14.53 14.87

efforts to limit costs, which have helped lower shorter-term market rates on balance changed little
the share of revenue needed to cover noninteregiver the year, the average rate earned on assets edged
expenses. Over a longer period, noninterest incomslightly lower as the distribution of bank assets
has accounted for an increasing share of bank reveshifted toward those that carry lower interest rates.
nue as banks have shifted away from traditionalOn the liability side, the net interest margin has been
intermediation and toward such fee-based activitiesqueezed by the need to fund rapid asset growth with
as servicing loans funded by others and selling anadnanaged liabilities, on which the average rate paid
servicing mutual funds and annuities. substantially exceeds that paid on core deposits.
The net interest margin has been drifting lower

since 1993 but remains high relative to the levels of
Interest Income and Expense the late 1980s. Some reports in the financial press in

the early 1990s attributed the rise in bank net interest
Net interest income as a percentage of average assetgrgins at that time to the concurrent rapid decline in
declined 6 basis points last year because of a declinghort-term market interest rates and to the steepening
in banks’ net interest margin (net interest income as af the yield curve that accompanied that decline.
percentage of interest-earning assets, chart 14). THdnderlying this explanation is the assumption that
narrowing of the net interest margin was producedrates on liabilities adjust more frequently than rates
by a slight decline in the average rate received oron assets at many banks. The validity of the assump-
interest-earning assets and an increase in the averatien is hard to assess directly because of the difficulty
rate paid on interest-bearing liabilities. Although

14. Netinterest margin and the slope of the yield curve,

13. Stock price indexes, 1997-April 1998 1976-97

Index, January 1, 1997 = 100 Percent

Net interest margin

— — 175
Regional - - 42
bank holding
companies — — 38
— — 150
\ |
Yield curve
— — 125
S&P 500 — _ 2
Money center +
bank holding 0
companies — 100 -
\ \ \ | Y Y O
1997 1998 1977 1981 1985 1989 1993 1997

Note. The holding company indexes are for seven money center companies NoTe. Net interest margin is net interest income divided by interest-earning
and forty-two regional companies as defined by Dow Jones. assets. The slope of the yield curve is the yield on the ten-year Treasury note
Source. Dow Jones and Standard and Poor’s. less the coupon-equivalent yield on the three-month Treasury bill.
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of measuring the repricing frequency of many bankliabilities. Finally, compared with the early 1990s,
assets and liabilities. However, this assumption is nobanks have been funding a significantly larger frac-
consistent with past movements in the net interestion of assets with capital, and the returns paid on
margin and the slope of the yield curve, which do notcapital are not included in interest expense. More
suggest a tight link between them; nor is such a linkbroadly, to the extent that banks must pay higher
evident between net interest margins and changes ireturns on equity than on borrowed money, the rise in
the slope of the yield curve. For example, since thecapital ratios gives banks a strong incentive to boost
early 1990s the yield curve has flattened considernet interest margins to raise the return on assets and
ably, but the net interest margin, while trendingthereby keep the return on equity from deteriorating.
lower, has remained fairly wide. Similarly, during

periods of very steep (or steepening) yield curves in

the 1980s, the net interest margin showed little if any .

response. Noninterest Income

Rather than being a response to a very steep yield
curve, the sharp widening of the net interest margirNoninterest income increased 5 basis points as a
in the early 1990s likely reflected two other factors. percentage of assets last year. The types of noninter-
First, margins had been compressed in the late 1980sst income that expanded most were earnings from
by competition among banks for loans and fundingfiduciary activities and the “other fee income” com-
sources as well as by the elevated rates that som@onent of the broad category “other noninterest
troubled banks and thrift institutions were paying forincome,” which includes, among other things, credit
funds. Second, a number of banks may not have hadard fees, mortgage servicing fees, fees from the sale
the capital levels they needed to meet the risk-basednd servicing of mutual funds and annuities, ATM
capital rules phased in between 1990 and 1992. Witlsurcharges, and fee income from securitized loans. In
bank equity prices depressed at that time, capital waparticular, fee income from securitized credit card
expensive to raise, and so these banks were undésans likely increased last year because of the high
pressure to limit balance sheet expansion and boostolume of securitization noted earlier. Through the
profits. Their consequently less aggressive efforts tdirst three quarters of 1997, higher trading revenue
bid for deposits and make loans likely led to a widen-also buoyed noninterest income, but trading results
ing of spreads between loan and deposit rates. Duringiere depressed in the fourth quarter by the effects of
this time, competitive pressures on margins may alsehe economic problems in Asia (discussed below).
have eased as troubled institutions were recapitalize®n balance, trading revenues over the year were
or closed. about unchanged as a share of assets.

Since 1993, banks’ increasingly competitive stance Taking a longer perspective, a shift by banks away
in loan markets has contributed to some narrowingrom traditional intermediation and toward fee-based
of the net interest margin. However, the resultingincome sources has been enlarging the share of non-
squeeze on banks’ margins has been mitigated binterest income in bank revenue for more than a
three other factors. First, margins were supportediecade. Since the mid-1980s, noninterest income has
until last year by the shift of bank assets awayincreased from about 26 percent to about 38 percent
from securities, which generally yield relatively low of total bank revenue (defined as net interest income
returns, toward loans, especially loans to householdglus noninterest income, chart 15). Since the early
In addition, respondents to the November 1997 BLPSL990s, the bulk of the increase has come from “other
indicated that the average rate earned on businegee income,” which has risen from about 12 percent
loans had been boosted over the previous year by atm more than 15 percent of revenue since 1991. The
increase in their average risk, which in turn primarily second largest contributor to the rise is the nonfee
reflected an increase in loans used to finance mergetomponent of other noninterest income, which
and acquisitions. includes revenue from the provision of data process-

A second factor supporting the net interest margining services, income from unconsolidated subsidi-
has been the relatively low level of rates paid onaries, and gains from sales of assets other than securi-
retail deposits as gauged by the difference betweeties and trading assets (including bank premises, other
deposit rates and market interest rates in earlier yearseal estate owned by banks, and loans). Before 1991,
Although the lower level of rates has increaseddata on these two income components were not
banks’ reliance on relatively expensive managed liateported separately; the share of revenue contributed
bilities, it has kept down the cost of core deposits,by the two combined increased roughl2$ercent-
which continue to account for more than half of bankage points between 1985 and 1990.
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15. Noninterest income and its components
as a share of total revenue, 1985-97

Percent
Total noninterest income
— — 35
—= — 25
Selected components .
Deposit fees
7_—_—/ -— 7
Fiduciary income

7/\/—/_/—5

— — 3
/\/ﬂm/_

Other noninterest income

Total

E | S

— 10

Other
e
— — 5
I I A ) O B
1985 1989 1993 1997

Note. Components of “other noninterest income” were first included in the
March 1991 Call Reports.

Noninterest Expense

Banks also benefited last year from a reduction

increased 8. percent, the largest rise since 1986.
Industry employment expanded 2 percent, after sev-
eral years of essentially no growth, and labor costs
per employee continued to rise at about the same rate
seen in recent years. Similarly, occupancy costs
increased roughly & percent, just below the year-
earlier pace but considerably faster than over the
previous several years. The number of bank offices
rose Za percent last year, the largest advance since
1994 and the third largest since 1981.

Despite the pickup in these expense categories last
year, the banking industry has restrained the growth
in labor and occupancy costs since the mid-1980s.
Since 1985, after adjusting for inflation, consolidated
assets increased nearly 30 percent and revenues
expanded about 60 percent. By contrast, employment
declined 2 percent and the number of bank offices
increased less than 20 percent. Thus, average reve-
nue generated per employee increased more than
60 percent, while revenue per office rose more than
30 percent. Furthermore, over the same period, the
inflation-adjusted occupancy cost per bank office fell
3 percent, a decline influenced perhaps by a shift of
some banks toward smaller branches in supermarkets
and other nontraditional locations.

By contrast, other noninterest expense increased
substantially as a share of revenue in the late 1980s
and early 1990s, and only a part of that rise has been
reversed since 1991. The earlier rise likely resulted,

16. Noninterest expense and its components
as a percentage of total revenue, 1985-97

Percent

Total

in noninterest expense relative to both assets and

revenues (chart 16). The bulk of the improvement

was produced by a decline in “other noninterest

— — 70

expense,” a broad category that accounts for nearly/\/\ 65

half of noninterest expense and includes deposit
insurance premiums, losses on the sale of assets other

than securities and trading assets, amortization of

intangible assets, expenditures for information pro-
cessing services provided by others, advertising, and
merger restructuring charges. In part, last year’s
improvement reflected a temporary rise in expenses
in 1996 owing to a large special charge for merger-
related costs and a one-time assessment to recapital-
ize the Savings Association Insurance Fund, which
was paid by banks that had acquired the deposits of

ponents of noninterest expense, grew more slowly
than industry revenue last year but expanded rapidlyt

Salaries and benefits

Premises and fixed assets

thrift institutions. 7—\7
Labor costs and occupancy costs, the other com-

in comparison with earlier in the decade. Labor costs %5

20
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at least in part, from collection costs and legall7. Loss provisioning and net charge-offs
expenses generated by the high level of problem  asapercentage of loans, 1980-97

loans at that time. With these expenses presumably —
down considerably since then, noninterest expense
has probably been supported more recently by

Loss provisioning

increases in servicing and administrative costs gener-— — 20

ated by the rapid growth in consumer loans, particu-

larly credit card loans, as well as by the costs associ-__ __ 15

ated with the growing volume of off-balance-sheet

and fee-based activities. - 1
Net charge-offs

Loss Provisioning and Loan Quality = — =

Provisioning for loan and lease losses as apercentage . L L I I I L [ [ I I L [ [ | | ||
of assets edged higher last year. Nonetheless, with—2% 1985 1989 1993 1997
charge-offs remaining reIativer low, provisioning as Note. Net charge-offs are charge-offs net of recoveries.
a share of loans has risen only a little from its 1994
trough (chart 17). The low level of charge-offs, in The apparent stabilization in measures of con-
turn, reflects the excellent overall performance ofsumer loan quality was mirrored in a flattening of the
bank loan portfolios thus far in this expansion. Thistrajectory of household bankruptcy filings in the sec-
overall outcome, however, masks substantial differond half of last year after two years of double-digit
ences between the results for loans to businessemnual increases. Two factors have likely contributed
and those for loans to households. Delinquency anémportantly to the plateauing of these measures of
charge-off rates on loans to businesses declinefinancial distress. First, as noted above, some banks
sharply earlier in the decade and have remained vergave selectively tightened lending standards in an
low (chart 18, top panels), whereas those on loans teffort to reduce loan losses. Second, the household
households, and especially on credit card loans, haveebt burden (interest payments and required principal
increased substantially since late 1994 (chart 18, botpayments as a percentage of disposable income) has
tom panels). Consumer delinquency rates flattenedhanged little recently after increasing steadily
out early last year, however, and by late in the yearbetween 1994 and 1996 (chart 19). This stability
charge-offs showed signs of stabilizing. reflects the slowing of consumer loan growth and the
The flattening of loss rates on loans to householdsower interest rates paid by households, which in turn
last year was reflected in the results for credit cardesulted from mortgage refinancing and the substitu-
banks!© Profitability at these institutions has been tion of mortgage credit for consumer loans.
much higher than for the industry as a whole for In contrast, the low and declining burden of busi-
several years, as strong noninterest income and theess debts likely contributed to the low delinquency
high spread on credit card loans have more thamnd charge-off rates on loans to businesses in recent
compensated for the relatively high level of noninter-years. The business debt burden (nonfinancial corpo-
est expense and loan losses. However, credit candte interest payments as a percentage of cash flow)
banks’ earnings deteriorated considerably betweehas declined since its peak in 1990 for three reasons:
mid-1995 and early 1997 before rebounding in thethe reduction in the general level of interest rates,
second half of last year. For the year as a whole, thaignificant declines in corporate leverage in the early
return on equity for credit card banks averaged nearly1990s, and strong growth in profits. However, the
18 percent, considerably below the 25 percent talebt burden of the nonfinancial business sector lev-
30 percent returns posted between 1988 and 1995 beted out recently as profit growth moderated while
only about ¥2 percentage points lower than in 1996. debt growth remained strong.
- With total charge-offs about matching loss provi-
10. Credit card banks are defined as banks among the top 1_,000fc§i0ning in each of the past several years, banks’
which credit card loans are more than half of assets. Primarily as a .
result of consolidation in this market segment, the number of creditl €SEIVES have been about flat, and the rapld pace of
card banks dropped from more than 40 at the end of 1995 to just 29 atoan growth has unwound about half of the 1980s
s Blencs SheeDovpent 0.5 Commersi BemCrease in the ratio of reserves o loans (chart 20)
in &0956," Federal Reserve BuIIetim(F))I. 83 (June 1997), pp. 476-77, Although reserves have been deqllnlng 'jelatlve_ to
for a discussion of the profitability of credit card banks. charge-offs since 1994, they remain relatively high
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18. Delinquency and charge-off rates, by type of loan, 1991-97

Note. The data are seasonally adjusted. Delinquent loans are loans thatdlelinquent loans divided by the end-of-period level of outstanding loans. The
are not accruing interest and those that are accruing interest but are more tharharge-off rate is the annualized amount of charge-offs over the period, net of
thirty days past due. The delinquency rate is the end-of-period level ofrecoveries, divided by the average level of outstanding loans over the period.

by historical standards, as one would expect withEffects of the Economic Difficulties in Asia
aggregate loan losses near their cyclical lows as a

percentage of loans and the economy performindgProfits at several large U.S. banks were reduced by
exceptionally well. the effects of economic problems in some of the
industrializing economies in Asia. These problems
emerged last summer when the Thai baht dropped
sharply following a decision by the Thai authorities
to no longer defend the baht's peg. Subsequently,

19. Debt burden of businesses and households, 1985-97

20. Measures of reserves for loan and lease losses, 1976-97

Note. For businesses (nonfinancial corporations only), the debt burden i
calculated as interest payments as a percentage of cash flow; for households, i
an estimate of interest payments and required principal payments as a perce
age of disposable income.

Source. National income and product accounts and the Federal Reserv
System.
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International Operations of U.S. Banks

The share of U.S. bank assets that were booked at foreigfourths of their income, at foreign offices. On the other
offices increased about one-fourth, from 12 percent tohand, at one of the banks, a “super regional” institution,
15 percent, between the end of 1993 and the end of 1997oreign operations accounted for less than 4 percent of
(table)t The share of bank profits earned at foreign officesassets and an even smaller share of income.
peaked at more than 16 percent in 1993 and was roughly
12 percent over the 1994 to 1996 period; the share dipped
further in 1997 because foreign office results suffered in theShare of U.S. bank assets and net income booked
second half of the year from the economic problems inat foreign offices, 1993-97
Asia. Percent

Responses to the Federal Reserve’s Quarterly Report of

Assets and Liabilities of Large Foreign Offices of U.S. rear Assets Netincome
Banks provide data on the geographical distribution of the1993................. i 12.2 16.3
assets and liabilities of major foreign branches and subsidid994................. : 13.2 119
aries of U.S. banks. As has been the case for some time995 - ----............ - 136 L@
about half of the assets reported on the survey at the end gf?96 -+ ' 148 120
1997 were booked in European branches and subsidiaried®%7 -+ i 151 10.2
The bulk of the European assets were booked in the United Q; """"""""" : ig'z ii'i
Kingdom, a share reflecting, at least in part, the importance o, | s A

of London’s financial markets. Nearly one-fourth of the o, : 15.1 23
reported assets were booked in Asian branches and subsidk

aries, with the largest volumes in Hong Kong and Sin- Notk. For definition of foreign offices, see box note 1.
gapore. Large shares were also booked in the Caribbean

(pnmanly IS AT Islandg and' L2 Bah S, W'thShare of U.S. bank assets booked at foreign offices,
considerably smaller volumes in Latin America and else- "

o . . . by bank size, year-end 1997
where. The location in which an asset is booked is often a
strong indicator of the nationality of the customer or the Percent
nature of the asset, but the interactions between U.S. and
foreign regulations or tax laws can also influence the book-
ing site. — — 60
Not surprisingly, banks with by far the largest share of 5

assets and earnings at foreign offices were the largest banks  banks

. . — — 45
(those with assets of more than $150 billion) (chart). Among
these five banks, however, the scope of international opera-
tions varied considerably. Two of the banks held roughly — — 30
three-fourths of their assets, and booked more than three- b;r?ks
— — 15
- 47
1. Foreign offices include Edge Act and agreement subsidiaries and inter- banks bzgﬁ 904 7,914
national banking facilities (IBFs). Edge Act and agreement subsidiaries ard | | | [ | Panks | banks | banks |
federally or state-chartered corporations, respectively, that are domiciled in Morethan 50-100 10-50 1-10 0.25-1 Lessthan
the United States but engage in international banking activities. An IBF is a 150 0.25
set of asset and liability accounts that cover selected international trans- Assets (billions of dollars)
actions of the U.S. offices of the bank. For more detail on the structure of,
foreign operations of U.S. banks, see James V. Hdaggrnational Trends Norte. For definition of foreign offices, see box note 1. Banks that dre
for U.S. Banks and Banking Marke8taff Studies 156 (Board of Governors subsidiaries of other banks are not separately included because their assets
of the Federal Reserve System, 1988). are already accounted for in the consolidated assets of their parent bankF.

other East Asian economies experienced downwarthe condition of the financial system had been
pressure on their currencies and equity prices andtrained by bankruptcies of a number of major indus-
upward pressure on interest rates. The turbulencgial conglomerates in 1997.

spread to Taiwan and Hong Kong in the fall. In Inresponse, authorities in Thailand, Indonesia, and
Taiwan, the authorities allowed some downwardKorea negotiated international support packages with
adjustment of the Taiwan dollar, whereas in Hongthe International Monetary Fund and other interna-
Kong the peg to the dollar has been maintained at thé&onal financial institutions, as well as bilateral assis-
cost of somewhat elevated interest rate levels. Neaance programs with other countries. Markets in these
the end of the year, the crisis spread to Korea, whereountries were kept turbulent into 1998, however, by
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3. Exposure of U.S. banking organizations to troubled Asian economies, relative to capital, year-end 1997
Percent

MEMo:
Country All reporting Money center Super regional Other Total exposure
(billions of dollars)

Indonesia.....................on . 2.6 6.2 1.4 3 9.0

Korea .........ooooiiiiiiiiii . 7.4 17.2 3.0 14 25.3

Thailand. ... 2.7 6.8 .6 4 9.4

Total ..o bo 12.7 30.2 5.0 2.1 43.6

Selected other economies.............. 19.9 50.1 6.7 1.4 68.1

Note. Exposures include the institutions’ lending and derivatives 1. Mainland China, Hong Kong, Taiwan, Malaysia, the Philippines, and
exposures for cross-border as well as local-office operations. Respondents Singapore.
may file information on one bank or on the bank holding company as a Source. Federal Financial Institutions Examination Council, Country Expo-

whole. Capital is defined as equity, subordinated debt, and loan loss reserves. sure Report.

concerns about the magnitude of the countries’ finaneither from wider spreads on Asian currency con-
cial problems and in some cases about the willing4racts or an increased volume of trades in such con-
ness or ability of their governments to undertaketracts. By contrast, gains on interest rate positions
difficult reforms. On balance, the currencies of thesdell more than half, and substantial losses on equity,
countries depreciated significantly relative to the U.Scommodity, and other exposures reversed all of the
dollar in 1997, with the Indonesian rupiah dropping gains attained on such contracts over the first three
the most (about 58 percent), followed by the Koreanquarters of the year. Reportedly, these losses reflected
won (44 percent) and the Thai baht (42 percent).  those on positions not only in Asia but also in other

The effects of the financial crisis in Asia on the emerging markets, including those in Latin America
earnings of U.S. banking organizations were concenand Eastern Europe, that suffered from the Asian
trated on a fairly small number of large institutions downdraft.
with relatively large exposures to the region (see box Despite the Asia-related troubles in the fourth quar-
“International Operations of U.S. Banks”). For the ter, however, net trading revenues for the year as a
three most troubled Asian economies (Indonesiawhole were nearly 6 percent higher than in 1996
Korea, and Thailand), the total exposure of reportingoecause of the strong results in the first three quarters
banking organizations amounted to roughly 13 per-of the year. Also, the largest U.S. banks continued
cent of capital (table 3). Most of this exposure was atto report strong total earnings in the fourth quarter,
six large money center organizations (which includethanks to extraordinarily robust domestic earnings
five of the largest ten banks either directly or throughand higher-than-usual realized gains on investment
a parent bank holding company), which had expo-account securities.
sures totaling about 30 percent of capital.

The effect of the problems in Asia showed up
primarily in the trading income of the top ten banks,
which averaged $1.9 billion per quarter over the first
three quarters of the year but fell to just $810 million
in the fourth quarter (table 4). Trading income related

DEVELOPMENTS INL998

During the first quarter of 1998, assets at the domes-

to foreign exchange positions was strong in the fourtH'c offices of U.S. commercial banks expanded some-

quarter, suggesting that some U.S. banks benefite‘@fhat more rapidly than _they did Ia_st year. G“’Wth in
commercial and industrial loans picked up a bit fur-

ther from its already robust 1997 pace, and the surge
in refinancing activity that followed the decline in

interest rates late last year and early this year sup-
ported growth in real estate loans. By contrast, the

4. Trading revenue at the ten largest U.S. banks,
by type of exposure, 1995-97

Millions of dollars

Year Total interest ef(‘;[]e;%ge Equity and value of consumer loans on banks’ books declined
1005 283 P, L 426 over the quarter, as a moderate increase in bank-
1006 Eo15 S0l o 618 _orlglnated Ioansl(_)uts_tandlng was more thap_offset by
1997 .. 6.570 3,549 3039 18 increased securitization. The pace of securities acqui-

QL ... 2,052 1,221 505 326 sitions slowed a bit from its rapid pace late last year

Q2 coon 1,609 822 698 88 but remained quite strong.

Q... 2,099 1,081 813 205 Stock prices of the largest banking companies

Q4 ..... 810 425 1,023 -637 . .

have, on balance, increased sharply this year,
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although they have remained volatile. In part, the riseas of the date of the merger goes unreported by the
likely reflected the market's belief that the economicacquiring institution subsequent to the merger.
situation in Asia might be stabilizing and the conse- In contrast, “pooling of interest accounting” com-
quent fading of concerns about the effects of thebines the balance sheets and income statements of the
Asian crisis on future earnings. In addition, the effectsmerging banks; the income statement of the succes-
of both anticipated and announced mergers involvingor institution for the year of the merger includes the
large banking organizations substantially boostedncome earned by each entity before the merger.
the stock prices of some of the affected companies, at Beginning in 1995, data exist on the accounting
least for a time. Finally, investors pushed the broademethod used for each bank merger. To calculate the
equity markets sharply higher, as incoming economiadjustment required for mergers before 1995, we use
data were seen by the markets as increasing théhe income data reported by the individual banks
likelihood of continued healthy growth with low involved in the transaction to evaluate which of the
inflation. Over the first four months of 1998, stocks accounting methods was the more likely to have been
of money center banks advancedYdgercent, and employed.
regional bank stocks rose 12 percent. By contrast, the The income data in this article include an estimate
broader market, as measured by the S&P 500, rosef the income earned by banks acquired under
14%4 percent. purchase-accounting rules during the part of the year
Initial reports of first-quarter profits of bank hold- preceding the date of the merger. The estimate is
ing companies generally showed a continuation ofbased on the income reported by the acquired bank
last year's trends, with gains in noninterest incomefor those quarters preceding the merger and includes
about offsetting weaker net interest income. A fewan estimate of the income earned in the quarter of the
large banks reported costs relating to problems irmerger.
Asia, but trading income rebounded from the poor Two other situations that lead to discrepancies
results posted in the fourth quarter of 1997. between actual industry income for a year and that
reported on the fourth-quarter Call Reports are bank
closures and the adoption by banks of “push down”
APPENDIX ADJUSTMENTS TO THIREPORTED accounting during the yeéat. Methods similar to
BANK INCOME DATA those used for purchase mergers are used to estimate
the income earned by such banks that is not reported

Income and expense items are reported on quartergt year-end. _ _

Call Reports on a year-to-date basis. Complete indus- In recent years the cumulative effects of the adjust-
try income for a given year cannot, however, beMents made to reported data have boosted industry
collected from the year-end Call Reports because #€t income abou¥z percent relative to the aggregate

number of factors can lead to dicrepancies betweet’cOMe reported on fourth-quarter Call Reports. This
income in a year and income reported at year-endNCrease in net income raised the average return on

The data used in this article have been adjusted t§SSets aboutbasis point. The effects were consider-
eliminate, as far as possible, such discrepancies. ~ 2Ply larger in some earlier years.

The most co“mmon prOblem IS. b?nk mergers 11. When the ownership of a bank changes substantially (for
handled under purChase accounting. Under thatexample, when it is bought by a holding company but retains its
method, the balance sheet items of the acquired bardeparate corporate existence), its assets and liabilities may be revalued
are marked to market and then combined with thoséccording to the price paid by the acquiring firm for some or all of its

- . . shares. (In most cases revaluation is required.) Income items subse-
of the acquiring bank; the difference between thequently reported on the Call Report include earnings only since the
purchase price of the bank and the balance sheette of the revaluation. This change in accounting basis is called

value of identifiable assets and liabilities is reportedpush-down accounting because the revaluation adjustments made in
the purchase by the acquiring firm are “pushed down” to the books of

as the intan_gible asset item “QOOdWi”-" The year-to- the acquired firm. Data on the banks applying push-down accounting
date flow of income and expense of the acquired bankre available only since 1995.



Profits and Balance Sheet Developments at U.S. Commercial Banks in 143

A.1. Report of income, all U.S. banks, 1988-97

Millions of dollars

1. Includes provisions for loan and lease losses and for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all U.S. banks, 1988-97
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 the allowance for loan and lease losses and the allocated transfer risk reserve.
. As in the Call Reports, 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-interesabigitieayifia loss.
. When possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Reports.
. Before 1997, data for large time open accounts are included in small-denomination time deposits.
. Includes provisions for loan and lease losses and for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all U.S. banks, 1988-97
B. Ten largest banks by assets




Profits and Balance Sheet Developments at U.S. Commercial Banks in 14B%

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 the allowance for loan and lease losses and the allocated transfer risk reserve.
. As in the Call Reports, 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-interesabigitieayifia loss.
. When possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Reports.
. Before 1997, data for large time open accounts are included in small-denomination time deposits.
. Includes provisions for loan and lease losses and for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all U.S. banks, 1988-97
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 the allowance for loan and lease losses and the allocated transfer risk reserve.
. As in the Call Reports, 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-interesabigitieayifia loss.
. When possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Reports.
. Before 1997, data for large time open accounts are included in small-denomination time deposits.
. Includes provisions for loan and lease losses and for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all U.S. banks, 1988-97
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 the allowance for loan and lease losses and the allocated transfer risk reserve.
. As in the Call Reports, 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-interesabigitieayifia loss.
. When possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Reports.
. Includes provisions for loan and lease losses and for allocated transfer risk.
. Before 1997, data for large time open accounts are included in small-denomination time deposits.
. Includes provisions for loan and lease losses and for allocated transfer risk.
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A.2. Portfolio composition, interest rates, and income and expense, all U.S. banks, 1988-97
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 the allowance for loan and lease losses and the allocated transfer risk reserve.
. As in the Call Reports, 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-interesabigitieayifia loss.
. When possible, based on the average of quarterly balance sheet data reported on schedule RC-K of the quarterly Call Reports.
. Before 1997, data for large time open accounts are included in small-denomination time deposits.
. Includes provisions for loan and lease losses and for allocated transfer risk.
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