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The Bank Industry’s revenue prospects may be
looking up, and we look for moderate earnings
growth in 2005, despite continued expense pres-
sures and higher loan loss provisions.

Bank stocks, as a group, aren’t timely, but some
may be of interest for the long haul.

Cautiously Optimistic On Revenues

The growth in bank revenues (net interest income and
fees) in the past few years has been generally under-
whelming. Business borrowing to support inventories or
capital improvements was weak for much of last year.
Competition and the very low level of interest rates
(which limited reductions in deposit account rates) de-
pressed the net interest margin, the spread between
interest rates on loans and investments, and the rates on
bank borrowings. The narrower margin and soft loan
demand restrained the growth in net interest income.
And although a lot of banks bolstered noninterest in-
come with gains on asset sales and other unusual items,
underlying fee income trends were hampered by the
stock market’s lackluster performance during much of
2004 (which hurt trust income) and the falloff in mort-
gage loan refinancing activity.

Lately, however, there have been signs that things
may be improving. Recent surveys of loan officers by the
Federal Reserve Board indicate that consumer and busi-
ness loan demand strengthened late last year, and we
believe the trend continued into 2005. Better economic
activity in 2004 may have provided enough encourage-
ment by the final quarter for businesses to replenish
inventories, expand facilities, and update computer sys-
tems. In addition, competitive forces and banks’ recent
low levels of bad loans apparently prompted some in the
industry to relax their lending standards a bit. And
consumer demand for home equity loans remains
healthy. More improvement in loan growth this year
should help offset the growing margin pressure exerted
by the flatter interest rate yield curve (which reflects the
narrowing spread between short- and long-term interest
rates).

Prospects for noninterest income may also have taken
a turn for the better, with the exception of service
charges on corporate deposit accounts (as more compa-
nies pay for bank services by maintaining deposit bal-
ances rather than paying fees). But continued healthy
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economic activity should boost demand for other fee-
generating bank services. And in the final period of 2004,
asset management income was helped by the stock
market's improved performance since November, which,
if sustained, should support better investment income in
2005. The recent string of merger announcements in the
telecommunications and other sectors may have in-
creased demand for advisory services, as well.

Expense Pressures

There are still a lot of items exerting upward pressure
on operating costs, including rising healthcare expenses,
tighter reporting and corporate compliance require-
ments, and higher incentive compensation as business
activity accelerates. Banks continue to wring costs out of
recently acquired operations, but some are using the
merger-related expense reductions to offset the costs of
new activities. Banks will have to strike a balance
between expense management and the costs of growth
initiatives.

A Small Hurdle

Quite a number of banks took some of their loan loss
reserves into earnings last year. They may have been
justified in doing so, since problem loans fell to very low
levels in 2004 and most banks still have generous loan
loss reserves. Although more reserve reductions are
possible in the first half of 2005, we think banks will
resume making provisions to the loan loss reserve by the
second half. Some rise in problem loans probably is
unavoidable as loan growth picks up, and banks may be
reluctant to reduce reserves further. Sharp increases in
provision expense may restrain some banks’ earnings in
2005, but for the most part, the industry should enjoy
moderately higher results this year.

Investment Interest
Bank stocks have been underperformers recently,
even lagging other financial sectors. Many still have
attractive dividend yields, but this advantage over other
financial instruments will lessen as interest rates rise.
Some bank stocks may be of interest for their total
return potential to late decade, however.
Theresa Brophy
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