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Bank Performance as the Economy Rebounds 

Both short-and long-term interest rates have remained persistently hiS?;h 

during the past year, a phenomenon that has spaWned much di_scussion about 

whether rates are "too high'' and the proper course of action the Administra­

tion and the Fed should take. Another aspect of the debate over high interest 

rates has been political "jawboning" which has suggested that banks have kept 

consumer and business loan rates artificially high.l Typically, loan rates 

adjust to market rates with a lag because the base lending rate reflects an 

average of the current cost of funds and the cost of previously issued funds 

that are still outstanding.2 At the early stage of an economic recovery, 

banks may still have some longer term sources of funds locked in at higher 

rates. After these liabilities mature, the banks can renew this source at the 

lower, current market rates. 

Loan rates did not. fall as 1111ch (relative to market rates) in 1983 as 

they have in previous re-coveries for two reasons. First, the average cost of 

funds for most banks has not declined as mch as it did at the same stage of 

previous economic recoveries. ~is phenomenon precludes the base lending rate 

from dropping as milch except for the largest money center banks. In past re­

coveries, banks have benefited .from reintermediation of funds into accounts 

subject Regulation Q interest ceilings. But the introduction of Money Market 

Deposit Accounts (MMDAs) and Super-Now Accounts precludes this pattern from 

happening during this recovery. Second, changes in the bankruptcy code, ef­

fective in late 1979, raised the cost of producing loans which have been 

passed on to the borrowers. 

The combined effect of these events have generally made previously ac­

ceptable return targets achievable only by taking on significantly more risk. 
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Banks could have charged higher loan rates or increase other fees and charges~ 

but the competition from other financial institutions (as well as within the 

banking industry itself) in the lending and deposit markets limited the effec­

tiveness of these strategies. Banks might have also lowered expenses through 

acquisitions to achieve its previously acceptable return targets~ but the most 

recent research suggests that economies of scale in the banking industry are 

limited. 

This paper examines in detail the reasons why the decline in lending 

rates at the early stage of this business cycle has been less (relati'Ve to 

market rates) than previoua economic recoveries and to identify the types of 

risk banks may be forced to take if previously acceptable return targets are 

to be maintained. The paper concludes with the implications of these findings 

for bank management in the future. 

Higher Relative Cost of Funds 

The introductioD of MMDA:s and Super-Now Acounts in late 1982 -- early 

1983 and the removal o.f rate ceilings 011 most savings type accounts in Octo­

ber~ 1983~ has had a dramatic effect on the deposit composition of most banks. 

For example~ the MMDAs are estimated to have grown to $380 billion by early 

January~ 1984 since they were authorized in December, 1982. Table 1 sho~s an 

example balance sheet for a hypothetical $100 million bank as of January 1~ 

1983~ and January 1, 1984.. Let us assume for this bank that Super NOW ac­

counts grew $2 million and MMDAs grew $18 million during 1983. Part of this 

money was from new sources and part came from the bank's own low cost sources: 

demand deposits fell $2 million~ passbook savings fell $6 million and time de­

posits fell $3 ttdllio:n. Table 2 presents some representative costs of and re­

turns on funds as of January 1~ 1983, and January 1, 1984. The roughly 2 



Assets 

Cash and Due From 
Short-term Invest 
Long-tertll Invest 
Loans 
Premises 

Total 

Assets 

Cash and Due From 
Short-term Invest 
Long-term Invest 
New Use 
Loans 
Premises 

Total 

7 
15 
15 
60 

3 

100 

7 
15 
15 
10 
60 

3 

uo 
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Table 1 

Typical National Bank 

January 1, 1983 

Liabilit~es and Net Worth 

January 1, 1984 

Demand Deposits 
NOt<l Accounts 
Super NOW Accounts 
Passbook Savings 
Money Market Accounts 
Time Deposits 
Borrowin~s and OL 
Equity 

Total 

Liabilities and Net Worth 

Demand Deposits 
NOW Accounts 
Super NOW Accounts 
Passbook Savings 
Money Market Accounts 
Time Deposits 
Borrowings and OL 
Equity 

Total 

23 
4 
1 

16 
2 

42 
6 
6 

100 

21 
5 
3 

10 
20 
39 

5 
7 

uo 
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percent decline in most rates during 1983 would have resulted in a decline in 

interest expense from $7.0 million based on rates at the start of 1983 to 

slightly over $6.0 million based on the rates at the start of 1984 if the mix 

of funding sources had not changed.3 Table 3 illustrates tbat, rather than 

declining by $1 million, the bank's actual cost of funds stayed roughly the 

same at the end of 1983 because of the changing mix of funds for the bank. 

The lack of a significant decline in the bank's cost of funds means the 

bank cannot lowe.r its lending rate or it must accept a lower return on assets 

and return on equity unless some offsetting action is taken. Banks that have 

relied heavily upon accounts subject to Regulation Q interest rate ceilings 

for funding loan demand feel the greatest effect. Competition (and political 

jawboning} may limit the extent to which lending rates fall. An adequate net 

interest margin may be achieved only at the expense of accepting increased 

credit risk. However, loan demand continued to be weak, requiring that some 

new funds may have to be placed in inves~met)ts which typically earn lower 

rates of return than loans.4 Return on asset targets are being squeezed by a 

lack of a significant decrease in the cost 9f funds, by declining earnings 

rates on assets, and by a shift in asset composition t .o lower earning assets. 

Table 3 examines two alternative courses of action bank management could 

take. First, all newly attracted funds are assumed to be· invested in loans 

earning 12 percent. Despite the higher credit risk (as reflected in a higher 

loan/asset ratio), the bank's return on assets falls to .78 percent and its 

return on equity falls to 12.29 percent. Of course, investing in (riskier) 

loans with a higher return and higher credit risk could improve the bank's 

perf·ormance. The second alternative is to assume that the newly attracted 

funds are invested in short-term instruments earning 8.5 percent. Such a 



Table 2 

Assumed Annual Percent Costs and Returns 

January, 1983 January, 1984 

Demand Deposits o.o o.o 
NCM Accounts 5.5 5.5 
Super NOWs 8.5 7.0 
Passbook Savings 5.5 5.5 
Money Market Accts 9.5 8.0 
Time I 

Deposits 12.0 10. 0 
Borrowing and OL 9.5 8.5 
Short-term Invest 9.5 8oS 
Long-term Invest 12.5 10.5 
Loans 14.0 12.0 

1. The NCM and passbook savin~s account rates are the statutory maximu~. 

2. The Super NCM and MMDA rates represent recently quoted averages from 
several banks. 

3. The short-term investment (91-day Treasury bill) and borrowin~ (federal 
.. funds) ratl!s are the current rates at each point in time. 

4. The time de.posit, long-term investment, and loan returns are avera~e 
figures, reflecting a weighted sum of curr.ent and past rates on amounts 
previously issued, but still outstanding. 

5 



Interest Income 
-Interest Expense 

Interest Margin 

+Other Income 
..-other E:xpenses 

Operating Income 

Taxes (46%) 

Net Income 

Ret.u.rn on Asse.ts 
Return on Equity 

Table 3 

Resulting Annualized Income Statements 
(in $ millions) 

6 

Alternative Use of New Funds 

Short-Term 
Loans Investments 

Jan~an: 2 1983 January, 1984 Januarx: 2 1984 

$11.70 I $11.25 $10.90 
$ 6.99 $ 6.96 $ 6.96 

$ 4.71 $ 4.29 $ 3.94 

$ 0.50 $ 0.60 $ 0.60 
$ 3.20 $ 3.30 $ 3.30 

$ 2.01 $ 1.59 $ 1.24 

$ 0.92 $ 0.73 $ 0.57 

$ 1.09 $ 0.86 $ 0.67 

1.09% 0.78% 0.61% 
18.09% 12.29% 9.57% 
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solution promotes improved credit risk and better interest sensitivity match­

ing (after all, MMDA's are interest sensitive), but this solution reduces ROA 

to .61 percent and ROE to 9.57 percent. 

Another way to attempt to avoid a profit squeeze is for banks to take on 

more interest rate risk. With an upward sloping yield curve, a higher return 

on investments can be made by investing long-term taxable securites. But this 

strategy exposes the bank to increased interest rate risk. Moreover, the bank 

may be increasing its liquidity risk if the MMDA money is ''hot". Should infla­

tion flare up again, these funds may leave the bank for real assets such as 

real es.tate. Or, a continued robust recovery with a mild increase in interest 

rates (which would still cause material declines in long-term bond prices) may 

still expose the bank to liquidity risk if the funds are pulled out for in­

vestment in the stock market. 

More investment in long-term nunicipal securities is yet another way to 

mitigate declining interest margins, especially given ~ the high recent yields 

on these securities. This higher yield is required because of both higher 

credit risk and an increased ·supply of issues. Increased investment in long­

term uunicipals, then, exposes the bank not only to additional interest rate 

risk,but possibly to additional credit risk. 

Banks could avoid taking on more risk to maintain profitablity by either 

increasing loan rates. and non-interest income or by decreasing expenses. In­

creasing loan rates most likely is not a Viable strategy because loan demand 

is still not strong and higher rates may not be su1>ported. by other banks, thus 

resulting in lost customers. Higher non-interest and fee incomemay also be 

an elusive goal, especially in deposit markets, where competition from money 

market funds,brokerage firms, and thrift institutions is intense.S A signi­

ficant reduction in expenses through acquisition to reduce the effect of 
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reduced interest margins is also not likely to be effectiv.e. Previous re­

search has shown that economies o.f scale in banking are small and tend to di­

minish rapidly once bank size exceeds $50 ndllion in assets. 6 If other income 

cannot be increased enough or expenses reduced enough to offset the effect of 

decreased interest margins, then higher risk may be the only feasible alterna­

tive for maintaining previous levels of profitablity. 

The New Bankruptcy Code and the Pricing of Loans 

On October 1, 1979, the most significant change in the bankruptcy laws 

since 1938 became effective, the Bankruptcy Reform Act of 1978 (Public Law No. 

95-598). The new Code was designed with 'three goals in mind: (1) provide the 

debtor with a fre.sh start, (2) maximize the value of the debtor's property, 

and (3) afford fair treatment of creditors, shareholders, and others with an 

interest in the debtor's property. In achieving these goals the Code signifi­

cantly raised the cost of .producing loans. For example, the automatic stay 

.Provision prohibits any action on the part of a creditor to collect its debt, 

whether secured or unsecured. The allowable amount of unattachable assets has 

been inereased (unless states decide to override the federal exemptions). No 

knowledge test exists for preference payments. Setoffs can be disallowed 

within 90 days of the bankruptcy filing even if the debtor was solvent at the 

time or if the lender had security for the loan. 

Faced with a new legal environment for lending that increased the cost of 

making loans, banks had the choice of absorbing these costs or passing them on 

t .o borrowers. The cumulative effects of competition from within and outside 

of the banking industry 111ade absorption of these costs impossible if banks 

were to earn nortDI:ll rates of return for their shareholders. Thus, the choice 

was reduced to passing the costs on to the borrowers. But these additional 
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costs could be passed on in a variety of ways. Loan contract rates could be 

increased. Credit standards could be made more stringent, thus increasing the 

loan turndown rate. Or less lending could take place. 

Some evidence regarding the way in which these costs p-assed on in the 

form of higher loan rates is available from recent surveys (April 1980, 1982) 

of the membership of the National Federation of Independent Business. In these 

surveys, the respondents reported rates of interest on their most recent 

loans, characteristics of the loan (size, maturity, collateral requirements), 

and other information about the firm and its recent credit experience. The 

April, 1980 survey data included information about loans originated before and 

after the Code change and thus present an ;i.deal opportunity to observe how the 

new bankruptcy Code affected contract interest rates on loans made to small 

businesses. 

Any effort to identify the effect of the new Code on contract r<;ltes over 

the 1979 to 1980 period is complicated by the fact that loan rates rose dra­

matically .at this time. Ev.en if the change in the level of interest rates is 

controlled, attributing any remaining change in contract rates to the new Code 

is a very weak test. But the new Code does not affe.ct all loan contracts in 

the same way. By identifying these diffe%;ential effects on specific types of 

contracts and then by controlling for changes in market rates of interest and 

differences in borrower risk, a better test for the effect of the new Code on 

loan rates can be made • 

The revised Code has a differential effect onnon-corporate versus corpo­

rate loans. An expanded list of property exe11lptions (i.e., unattachable as­

sets) reduces the pool of assets available to satisfy a bankruptcy proceeding 

and raises expected bad debt losses. This provision only affects personal 

loans, such as those made to proprietorships and partnerships, and not those 



10 

to corporations. The new Code also allows proprietorships access to Chapter 

13 bankruptcy filing, which has the effect of delaying liquidation proceedings 

while the bankrupt debtor files a plan to repay debts out of future income. 

Both of these provisions in the revised Code should increase the cost of mak­

ing loans to non-corporate small businesses relative to corporate ones and, 

therefore, reduce the spread between corporate and non-corporate loans after 

the effective date of the Code. 

The second differential effect pertains to secured versus unsecured 

loans. All of the provisions listed above (automatic stay, preferences, set­

off) raise the cost of making both secured and unsecured loans. But the pro­

vision of adequate protection for secured creditors gave this class of credi­

tors an advantage over unsecl;lred creditors not available in the previous bank­

ruptcy act.. The adequate protection clause established for the first titile in 

the history of bankrupt.cy law how a debtor or trustee in possession may use a 

lender's collateral. With the benefit of adequate pro.tec:tion, the cost of 

making an unsecured loan should rise relative to an secured loan, causing the 

spread between secured and l;lnsecured loans to decline ·after the effective date 

of the Code. 

The evidence regarding these hypotheses is presented in Table 4. Short­

term commercial bank loan rates obtained from almost 700 small businesses 

in the April, 1980 survey were used in the computations. The data are taken 

from the results of a regression analysis that controlled for changes in the 

market rates of interest (the 91-day Treasury bill rate) and borrower risk 

(using years in business and loan size as proxies).7 The spread between se­

cured and unsecured loans fell about 90 basis points (122-135), on average, 

after the Code change, even after controlling for the level of interest rates 

and for borrower risk. The spread between corporate and non-corporate loan 



Secured vs. 
Unsecured 

Corporate vs. 
Non-corporate 

Table 4 

Small Business Short-term Loan Rates: 
Before and After the Bankruptcy Code Change 

Difference in Loan Rates (in basis points) 

April, 1980 
Pre-code Post Code 

122 35 

113 43 

April, 1982 
Post-Code 

37 

0 

Source: Credit, Banks and Small Busitless (April, 1980, 1982) National 
Federation of Independent Business, San Mateo~ Californt.a. 

11 
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rates also fell, about 70 basis points on average (113-431). The April, 1982 

survey data confirmed the effects of the Code change on small business loan 

rates. Non-corporate loan rates were not significantly different from corpo­

rate loan rates and secured loan rates were above unsecured" loan rates by ap­

proximately the same amount as they were after the Code change in the first 

quarter of 1980 (about 37 basis points). 

Conclusion 

Banking interest margins are under extreme pressure as the economy moves 

into the second year of positive real economic growth. In the past, these 

margins may have widened slightly at this stage of the rec<wery because of re­

intermediation of f-unds into lower rate accounts subject to regulation Q. But 

the highe.r overall level of rates plus the availability of MMDA and Super-Now 

Accounts hav~ preclu'<ied this reintermediation of funds into lower rate ac­

counts. In 19.83, funds have moved fro111 lower rate passbook accounts into 

those higher rat.e MMDA accounts for ma,ny banks. 

Weak loan demand, increased lending competition from thrifts, and thrift 

competition for MMDA. funds have all squeezed interest margins, with the over­

all effect of keeping lending rates higher (relative to other market rates of 

interest) than they ha.-ve b-een in previous recoveries. Moreover, the new Bank­

ruptcy Code has also increased the base lending rate by raising . eXpected bad 

debt losses. 

The combi_nation of the lack of a significant decline in the cost of funds 

with limited lending opportunities early in an economic recovery may force 

banks into taking JllOre risk to attain their 'normal' return targets.. This 

higher risk arises from three sources. First, because l.oan demand is typical­

ly weak at the beginning of an economic recovery, increased credit risk may 
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have to be taken on to maintain normal net interest margins. Second, 

if banks attempt to offset the lack of a decline in the cost of funds through 

investment in long-term securities (taxable or non-taxable), they expose them­

selves to increased interest rate risk. And third, if the-new MMDA money is 

'hot' and interest rates do rise suddenly, any shift of these funds out of 

banks into real or other financial assets would create liquidity problems. 

The implications of this ne~ banking environment should be uncomforta~le, 

but clear to bank managers if banking profitability is to be maintained: 

banking risks probably have to be in.creased in the future. Above average risk 

~y now have to be taken to a-ttain what was once an average return on assets' 

targ.et, even if loan demand picks up. If banks extend the maturity of their 

investment portfolios to attain these targets, they would be well-advised to 

carefully evaluate their capital position. A sensitivity analysis of a sce­

nario with rising rates and 'fleeing' MMI>A money could be a sobering exercise. 

The alternative to t<;lking on more risk is to recognize that with the de­

regulation of the liability side of the balance sheet and intense competition 

from outside the industry, the bankin.g in.dustry has become more competitive. 

Unfortunately, morecompetition usually brings lower rates of return. Bankers 

cann.ot individually stop these competitive pressures, but they can adapt by 

recognizing the emerging new set of ri'sk-return trade-offs. 



Footnotes 

lK.H.Bacon~ "Regan Criticizes Financial Institutions, Says Rates Don't 
Reflect Cooler Inflation", Wall Street Journal, Sept. 9, 1983, p3. 

2R. W. Hafer (''The Prime Rate and the Cost of Funds: Is the Prime Too 
High," Review, Federal Reserve Bank of St. Louis, May 1983 )' documents this 
phenomenon statistically using regression analysis. 
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3The $6.0 million interest expense figure is computed by applying the 
January, 1984 interest. costs to the 1anuary 1, 1983 balance sheet amounts (and 
thus assumes no asset growth as well as no change in funding mix). 

4.rbe combined effects of more liberal depreciation allowances and signi­
ficant paring of obsolete production capacity has greatly improved corporate 
cash flow • 

.5&ny smaller banks have begun to offer discount brokerage services, 
which large regional and money center banks have begun to offer an array of 
serVices to their downstream r.:orrespondents (see D. W. Hilder, "Some Big Banks 
Begin Marketing Advanced Services to Smaller Banks, .. Wall Street Journal, July 
25, 1983). Whether the new service offerings, will generate sufficient income 
to offset narrower interest margins remains to be seen. 

/\See G. J. Benston, G. A. Haweck and D. B. Humphrey ("Operating Costs in 
Commercial Banking, .. Economic Review, Novetnber 1982, Federal Reserve Bank of 
Atlanta) for a summary of the most recent evidence on economies of scale in 
banking. 

7A more detailed discus.sion of these results is in Jonathan A. Scott, 
"The Effect of the Bankruptcy Reform Act of 1978 on Small Business Loan 
Pricing," unpublished manuscript, Southern Methodist University, Dallas, TX, 
1984. 
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