
A · ori Theo 'or uatn s Youn 

Place : 0 ta i , Or ;o· 

D te of o t1 i October 12, 1933 

Undergraduate Schools Attended: Le is and l rk C llege, 1951•1953 

Univeru'ty o Idaho, 953•1956 

Gr duate Schools ttended• niversity or Or on, 1961-1962 

·ee 1 wa.1 d: Bae 1elor o! ci nee ( Geolo c 1 E neering), 
Univer ity o · Idaho, 56. 

Ares o~ ~ cial Int rest, ion tr 

Relevant Profe ional Exp r · enc t Mon 



COMMERCIAL BA .. K LI UIDITY ! VI OR DURING 

THE 19>4-1958 BU · I NESS C,YCLE 

by 

THEODORE JAME1. YOUNG 

A THESIS 

Presented to the Department o" Economics 
and the Graduate School 0£ the University of Oregon 

in partial fulfillm nt 
of t he requirements for the degree of 

Mater of "'ci nee 

Au0 st 1962 



AP 

UNJVERSJTy OF OREGON LIBRARY 
WGENE, OREGON 



BLE O · TS~ '.i'S 

Page 

LIST OF TAB S • • • • • • • • • • • • • • • • • • • ••• iv 

LIST O lLLUSTRATIOI'lS • • • • • • • • • • • V 

INTRODUCTION .. . . . . . . . . . . . .. . . . . . . . . . . 1 

Chap r 

!I LI UI I • • • • • • • • • • • • • • • J 

3 
5 

.IC~VJl,;l,HT E VIRONMEUT OF BA LIQUIDITY • • • • • 18 

Th l~eed £or Liquidity 18 
he ~ lict betwe n Liqui ty d arnings 2 

Factors Influencing Bank Liquidity 23 
iorities in th s o -- s 6 

The easurement 0£ Liquidity 31 

III . A GREGATE BANK LIQUIDITY BEHAVIOR DURIMG THE 
l 5 •1958 Uv iE S Y • ••• • •• • •••• • 36 

The ral Econo nic c ,ground 37 
Response of the · ing System to Liquidity Changes 43 

IV. LIQ ITY EHAVIOR BY CLASS OF \JK DURI G THE 
1954-1958 usn E s YCLE • • • • • • • • • • • • • 68 

h o . ili ty truct 1 hang 6 
he Influence of , true tural Changes during the 
1954-195 us~ ess Cycl 69 

Portfolio djustment by Clas o 72 

• I LIGATIONS FO MO T RY POLICY • • • • • • • ••• 78 

BIBLIO PHY •• • • • • • . . . .... •· . .. . ••• •• 88 



LIS OF TABLES 

Table Page 

l. Growth in majo.r types of debt and equi t,y 
financing, 19$4•19:$8 « ••• • •••••. • • • • • 44 

2.,. Loans and investm nta. ot eommerci l banks,. 
19.54-1958 • • • • • • .• • • • • • • • • • • •• 

3. Changes in bo1dinge of United States overri.ro.en1' 
1ecuriti~:a:, 1954~1956 • • • • • • • •· • • • ' • • . • ,a 

4. Met purchases of United States Government s,eourities 
by all co ; rcial bank . , 1954•1958 • • • • • • • • 66 

5. Gt"owth of State and Local debt co- ared to illter• 
mediate-and lon term United State Govemment 
SS(Hl.ri ·ties .. • • • ~ • • • • , • • • • • • • • • • 84 

6. Sta and Local ove ... 1ent. debt in commercial bank 
S·eeurities portfolios •••••••••••••• • 85 



'ILLUS! 

Figure p 

• Loans an Investments o mber s •• •••••• 46 

2. Deposits o ber . ·• . . . . •. . ., ..... 47 

3. Interest ts. the 
ederal Reserve • • • 49 

4. ~mber Bank Liquidity Ratios • • • • • • • • • • • • 52 

5. Chan s in Holdings of United State Governmen 
s ct . 'ties, all 0. cial k • • .. .. • • • • • $7 

nt Purch e or Sale 
cur· ie y all ••• 64 

Loans, Deposits and Loan/D p it Ratios, by 
Clas o nk • • • • • • • • • • • • • • • • .. . . 

8. Liquid s ets/Deposits Ratio , r C • • • 

S curl.tis Holdings , by Cl s of • • • • • • •• 

70 

74 

76 



Due to tier t er uni u cha cte· of commercial banking as 

a usi.n~ s, • ha~ r-Jr ar6e proportion f 1 bilities payable on 

del; nd., t e n oess · ty of mai ta.ming an deq ate level of liquidity 

n.ssu.i--n s ,ior impo ta.nee ·1 ing t.. · n in ot er types o usin..,sse • 

'lhe obligation which a bank must e pre ared tom et ove all else 

i h t o" eposii.,ors • claims for with o .,h;) · fund whenever 

t ey c 100 e. J' ba nay mpor ri y r fuse worthw .. il r uests £or 

credit, or f · 1 occas·on lly to earn an n l return · or its stock• 

holders and still enia.in m u iness th expectat o. that, the sit-

u.a tion will improv • Du-:~ o oe it fin s iv el un ble to raise the 

funds nith whic to meet its depositor• clairr~ for paym nt, it is 

lia· le o £ace extinet,i n s a business n erp ise. 

Since b l v 1 o · liqui ity for 

the norm· 1 operation of' its business, th size o it.s holding of 

liq· in r lation to liabilitie can act s n important re

straint on lending. This suggests that, if an objective o monetary 

policy is to ·nJ.luence th~ rate of lohn expal ~- on, _the objective 

might be eco ... plish y esta lishinrr some .. ec..sure o ontrol over 

bank liquidity. 

he basis of bank liquidity a the present time is United 

State Gover n debt h ld in ban s cur· ti s por ol · os, ince 
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these assets can be liquidated rap"dly m.th more certainty regarding 

t heir pro abl ar t pn.c th n lmost 1y other type of sset. 

Adjustments in holdings o. the ecurities re therefore the princi-

l~bl t b nks of carrying out cha ges in their 

liquidit poo · t · s, and t: e a · 1i ty of t e mone ar authorities to 

induce or 1 ibit adjustm~nt in b k ecur~tie portfolios becomes 

a major component of mon ta.ry control. 

Since liquidity i sch an important on iderat1on to bank 

in decisions pertainin to the e,lployment of its funds in co poting 

uses, a study of ank llqui · 1 t " policy, and t manner in which the 

banking syste re ts o an e in liq id.i ty d!ll' 0 th., .., urs of a 

typical bus· , so:) c cle, should give om0 in 1ght into oss ble mean 

of control over banking action. 

In this the i , uc 1 e. study ·Ti b made of the business 

cycl which b..,, an in te 1954 and e arly 19.58. In the first 

, · rt t e tudy, me dif.f rin con e ts of a. ·.. " ba_ li• 

q '" d · ty ;ill b revi v. d, and r of' th ore hp rt nt a tors 

whic~ can affe t 11 be discussed. Int e main part 

of the s · y1 t ann r whic the 

portfolio adjustments durin th 1954•195 

analyzed, and alt rnativ .., .. l anat · ons o 

yst c !lrried out 

cycle w 1 be 

b havior ur ng this 

period will be consider d. In the lat sectio , conclusion rising 

from thi stud re ardin a. ~ in hich monetary polic could be 

made more effective will be attempted. 



GHAPl'E I 

c c~PTS o·, r I umrTY 

i uidity of A ts 

The iquidity f an as et i a some hat ab tract proper~y, 

bu one on hich p ra.ctically all r tars a e in agr ement; t e re 1 

co tro r y to the sp oi c typ o as ts which be t 

urni h liq · · ty. When applied a set, th erm liqui ity 

re er to the exte t to 1-vl ich the asset appro ohe equ v lence to 

ca h i w th tie de ee o liquid' ty b · 

t e part of th h lder of th 

re ent il ot 1 a t 

th o h n, the d liq 

subje tive timate on 

thi e · · al nee ·to ash. 

an a ric dimens·· on . On 

t re ers t,o the 

th · s et · nto money, 

ith th . po t f ctr int · facto liq, ' dity the period 

an e can cted. The de r o li uid-. · 

ity is ·· veraely rel ted to tli t · e p riod in hi _ a "reason blot• 

price c be realized, t tis, re quio ly th sset be 

con rt d into mo y , t e more li "d it s.1 

he ,. ther facet of liquidity i valve tie p :le dimen ion, 
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and is measU?·ed by the ab lity to exchange the sset into money at 

a peci ic p · • The ric te of l "dity refers to th spread 

b tw n the low a ig pri e 1 
... • ch t:1e holder y ct to receive 

for t.1 · t '·1 a omall r s re ' ass iated t iquid-

i Y• In oth r ric term ref rs t t e hol ders• e tim te 

o th n ers·on round e n pr ce. The liqui ity of an 

aw .et therefor has n thin to d -w·th the e .. isting rice of th 

sset, , t rathar , i the prospects for utur price fluotu tions •1 

Even 'hough he price an sset chan· s suddenly, ·ts "'quid'ty 1s 

nol°I cha g d except to the exto t that th price chan"' generate!,; ex

r flue ti n in the .futu.r • Tha thi · s the 

ca c by c ns· ing pe son h 1 ~ n an a s t ich has 

historically h d a very st ble rice, and is therefore thought to be 

hi hly 1 ·q -· d . Let th a set · e some forei currency, a.y itish 

puns, w se pr·ce has · th past b •e e 

0 r 1 ov. urre cy, say dollars. om at experience, 

st at 

t 

s a nuct - te tlt . v ry rrow 

ith hi h p i e 

e ae o artaint to be · t is und~ or d llars at 

price within t · s very narrow range in the utur , a.n h · s p und 

holdin s can be s d to highly liq · d . A sum now th t t e "tish 

goverrune t devalues t p un I at t s n t 1vin an ironclad 



guarante that the pound will maintain its new, lower v lue. If the 

holder of pounds bell. ves the ssur nces that, in the ""utu.re, the 

pound will fl.uctu· te in price ·t n a range no wider than that ex• 

peri~need in the p st, he is clearly as abl to expect to obtain some 

specified price for hi pound holdings in the future as he wa in the 

past, ven thou h the new prloe is lower, nd the total dollar value 

of his pound holdings is now less than it was previously. 'l'he liquid• 

ity o! pounds has therefor not been changed by the decrease in price. 

It should be noted that the liquidity of an asset i not an 

unvarying roperty, but one th t oan change o~er time. Factors which 

may operat to change the liquidity of a given a set are changes in 

the market £0-r the a . et hich may mak it more or l ss marketable, 

changes in the credit rating of the issuer, and the mere passage of 

time, h c· tends tom ke an set more liquid a its maturity date 

pproa.ohes.1 

s 

ven though changes in the price of an as et do not n cessar

ily influence it liquidity, they do affect the liquidity of the 

holder. The re so i th t t he liqui ity oi p son or in titution 

must be mea ured in relation to the probable need of obt ining ca.sh. 

The liquidity of bank, then, r fers to the a lity to exchange its 

1Federal Reserve .Banko New York, "Recent Developments in 
tiq idi ~ n ________ , XL ..,,. 1 o mber, 19 ) , p . l 7. 
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as~e s for o y fast nough to t h de ds o it for p yment, 1 

e ·t s hi ro-

portion of cash and li uid ass s.2 

roper ies p C'!se ~ed 

rell a ed pon, t ~ qu st · o 0 ,.,.1ich .-:.> ecifi oset 3 
.i. ·sh 

li t I co e t Y, hich ins ul hold 

. 0 co id r ·d iq ro i gr ement • 

bl t e oldest t r· s he on d y th ualitati or 

co rci l c1 oh ol., .. ic s 0 OS ing 

theory d in • and w i h hel tat an 

ss posse es i uidity cc rding du o.f h 

er ·t tr act·on upon w ich · it is s d . ter, iv W: S held th t 

y asset w s liq d so long th e xisted a ready market or it., 

ar~d emu· t rcfore be s i ted to oth r hold r · thin hort 

per· d o ~ t· . t f _ · r1y ef Sill la e, urit rs of 

th quantit v scho 1 po ·nt d ouv ha , lt o h sin le asset 

iq d by virtu o hif bl ," the co l d in e d 

tot l .of l 0 et~ could not b liquid in this , nner , unless so 

1tester v. Chandler, Th Economics of ·oney and Banking (New 
York: Harper and Brotho ~ 1948), • 1 6. 

2 Charles R. 
nk:ing (New York: 

3unless otherwise stated, the te "asset" will be used to 
ind ·cat an asset the form o 01a· to futur repayment, or a 
cla· to futur wealth, as opposed to real assets, such as goods or 
real es ate . 



ou taid agency tood l l in to ace t the ass , t · t a specifi d 

pric • 

he vol lit ratur > re atin to t es various t eor i 

dat·n back to the cont o~ rsy tween t he currency and b nkin 

SC OS , g and aro d th da o 1,,h 1 eteenth cent ury, i s 

uc · too larg to ort c mr h n e ri view in thi 

the i. .o eVi r, 11 the of vie are rep~ nt d by 

7 

, 

writings published sina 190 , so by v.ay of r ew, th next a ction 

will attemp to ummariz bri ly the main ides oft e 1 ter 

iter , to ou l ine th d Y lo nt of the po iti n hie i 

widely accepted, at lea t in actic ., at th p ent t ·• 

Befo the velop ..,,n 0.1. c n r 1 b ing and th odern 

system o o :unic ton tee mem ers of the anking y t m, each 

C · arativ y . ol d · t ,, ac ess 0 the re-

t hoe y m, J!;aC tirely 

r si e fo 'ts own 0 it. n. l arger 

o it ui t dr w l th n ·t d av r s cover 

had 1 tt op ort ty or rro :1 r rv, s tom• 

and -..oul "ten a no 0 er t n r use yment fits 

d i . iti s , wit al t pl asan sue action 

ent ile • h pr ·p 1 s fro , large 

deposit withdr wal, it was recog z d t t co rci 1 would 

ble to con rol :.t li dity pas tion · f it could co rol its de-

posit I it coul be ensur that d osit wi h awals 
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woul regul rand would correa ond ith regular inflo of funds 

fro repayment o loans, an adeq te li uidity position could be 

maintained. 

It was thought th tin r ct control over deposit liabilities 

could be xerci ed throug proper er di t policy · the s 1 ct ion of 

the purpose for mich lo ns ere granted. i ·d a gave rise to 

t e qualitativ theory o bar liquidity, according to hich 

credit should b granted only for tho e transa tion nvolving the 

tlo o ooda throug the economic yste, specifically thos trans-

actions volving goods · ch are clo e to fin l consumpt · on and 

which a~ brou0 ht into t h economic system y ne essi ty •1 Baca e 

of the rapid movement toward c onsumpt · on, and th re or tow rd money 

convertibility, such goos have a high de ee of c rt inty .regard' g 

prospects for conversion · nto mon y , and inancin the movement of 

such goods was thou ht to be "self-liquidating," sine the sale of 

the good would provide the funds to repay the loan. 2 

Dasi to this commercial-loan doetrine is the ide that the 

owner of goods possesse an inherent ability to borrow, by virtue of 

o.m rship of goods whic repr sent purchasing power, but that not 

all goods are equally capable o entry into the exchange proc ss , or 

1Although this i probably the oldest o the heories of li
quidity, it ha urvi ed until the res nt t e, notably in the writ
ings of colleagues and student of H. Parker Willis t Columbia 
University• 

2 Arthur Brickner, Liquidity in Commercial Banking (Ph.D. 
dis ertation, Columbia Univer ity, 1950; published on microfilm hy 
Univ rsity V cro il , Ann Arbor, -ichi an),. PP• 32•33. 
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in other .,o-r s, th y re not ually liq l d. Th- function of the 

~omm. re alb nker, then, is merely tor co6 ize the fo of purchas• 

ing power which are ca: able of entering the exchange process d thin 

h rt e:rio f time., nd to i sue a mor 

of pure n t th m by mak" 

er lly cce table form 

d finite volume of bank 

ere it in the form o dep it availabl to th orro r r.1 

m re al ba1ki sy t m is t r fore i ualized in th qua.lit tive 

theory as a more ·or les passivl.., lement in th economic ey tem, 

om-

s ort of boo eeping system which e i ts inly to .facilitate t e ex-

c an, of good 

It hold 

t1 e n rson • 

in passing that t e co e ci 1- loan 

t heory wa ~enerally accepted at the time of ere tion of the Federal 

Reserve System, and s embodied in th ederal Reserve Act of 1913 ,. 

when the F'eder l Reserve banks ere empowered to xpand member bank 

reserves only y man of rediscountin short- term paper representing 

0 pr oductiven loans . 2 

T e u.ali · a ti v t h ory came r ttac~, starting r und 

192, o · it, -rs 1 pro os d t cam to 

l bid., p. 93-98; H. ark r Willis and Ge rge • Ed1 rd , 
Banking ndBusiness (2d d . ; New York, Harper an Brother , 1925) , 
p. 66. 

2John P. Lutz., Commercial Bank Reser ves and 'Q · ing Theory 
(Ph.D. dis ertation, University oI' enn ylvanla, l95li; published on 
microfiln by un·ver ity ·crofilm, nn Arbor• li.ch gan), p. 378; H. 
Parker Willis , The TheoJt° nd Practice of Central Banking (~ew York t 
Harper and Brother, 19 ), pp. l32-l35. 
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t' e r hif · · lityff theory of ank li i · y t was · oin ed out by 

t ri ~ th , · n riod of rly ca t 1 ·~m, the 

:r n . p:. l • iquidation for the individ l bank as much more 

important th n it i tod , u to th lac of ent1al ba.n.k1n · 

r ..,, itie t1 · re r e f ot 

Al¥ , +h tever liq t t o ly 

b 

r 

1 een un.soun. 

yo h th ory of 

in t e latter p t of the ... e enth c n ury t o ' v r, 

Ceil mo co t nuous "n nth conse nt c n inuous 

for wo ... ing it 1. A · on l 

o:t , t e bu in s 11 would 

d r s paid 

new loan ·to carry him 

n ~ er pe · d, t auto:matic 

lo n rene ls, ank~ r dully d parted · o t f 

lo 

extend· 

r Sp 

"1 

s ction, d instead adopted 1e pr cti e of 

o redit' to orrtH rs as th ir busine s prospects 

warranted. 2 The e more r le cont nos lo s, there orei did not 

st ady stream of rep ymente, even in normal times. 

.lo, a loan cannot oaid to be 1 quid i it c nnot be repaid 

by the borrow r i out ri u ly endangerin his bus· ess, because 

Shiftabili ty T ory of Ban .. Liquidity, ' 
v C ~ Lon · o. : Geor 1 n ~"ld 

Umdn, 

2Harold G. ioulton, "Commercial 
The Journal f Polit ·cal Econoi;nY, XX , 19 

king and Capital Formation," 
, PP• 645, 707. 
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then he will be forced to curtail purchases from bis suppliers, whose 

lo na will t n b thrown into danger of def'. t. Th process would 

be cumulative, and if the attempted red ction in loans were not offset 

by expansion in some other part of the system, the r sul t Vi ould be a 

red ction the liq dity of out tanding d bt.1 R th r than liq . da-

ting loans, the inter st of th banking system requir that customers 

be c rri d during ti es of financial eris , an loan extensions 

granted, since to contract lo son any large cale would merely serve 

to precipit tea panic. 

In the place of the' el - liquidity" eory gre the idea that 

the truly liquid asset i the on that can sold to omeone lse. 

is fvr th n w . of liquidity s 

business and he ba kin ystem, nd the development of highly or-

ganized stoo exchanges ad money markets. Th rowth the mo ern 

borrow g re erves durin0 times of emergency, an the evelopment of 

stock exchange made !ixed · sets more s labl , t 1e t nd rectly. 

Although fixed assets such s real e tate d maohin ry may b very 

u.n lable, t e collection of these goods in a bu ines organization, 

and subdiv·sio o pr perty rlrhts by· suanc of stock, toe her 

wi h an e ·c en for th t ck, made 1m rs ip of th assets 

1
Benjamin • nderson, The Value 0.1 Monez (New York. The 

11acmill Company, 1917), P• 502. 
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highly salable.1 The market lu of a hare of tock fluctuates 

too much for inclu ion in a banker• portfolio., but collateral loan 

against the s for a cons r tiv percenta of its market value 

would highly liquid. t s there o e thought that stoo market 

collateral loans would constitute a hi y satisfactory ort of bank 

loan, fro the standpoint of liquidity, since the r ady market for 

the stock would insur the value o the loan. 2 

ban in 

anteed 

The hifta ility theorists realized that liquidity £or the 

s a whole durin at o crisis coul not guar-

shif le ss ts, s nc wholes 1 li ui tion of co ,on 

stock, as an example, is irnpo ible. However, they pointed out that 

during a crisis., all ssets, incl din commercial loans; were illiq

uid. The advantage o shif'table a ets over commercial loans came 

in normal t:im s, for then shiftable assets could be liquid.a. ted by 

individual banks without a disruption of business, which they felt 

was not the case for commercial loans.3 To safeguard the liquidity 

of a bank other than during· crisis, a secondary reserve of assets 

1.bid., PP• 477, 492. 
2fil._., p. 514; oulton, op. cit.,. P• 722. 

3 nderson1 op. cit., P• 514. A minority point of view was 
hel ili.tc" ell,. ho pp ren l y elt that, even in times of crisis., 
some lar e bans woul remain stro enough to advance the needed 
f, to ak r banks, ace ting shi ta l ss t as security. See 
Waldo F. :dtohell, The Uses o Bank Fun . s (Chicago: The Uni varsity 
0£ hica Pre I l~~;J, p . 22. · · 
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r adUy exeh ng_ able for cas would there.for b _ n ed d, 

nserve composed entirely of rea.dil shif'table a _·sets.1 

th. such a 

Tl_le Q1f8.nt~t tive Thaorl 

As was pointed out in the preceeciin section, a banki g system 

or nized al - , t ' &ith r th q it t·~ or shifiability 

t ories coul not maintain it ow liquidity · during times o ' severe 

financial strese. However, the shit ility thecr·sts ha - pointed out 

that liquidity or the system eoul b m int ined i.f some outside 

agency, such as a central ba.Tlk1 was w.illing to provi e a. I ady market 

2 for bank sets and thereby furnish the needed funds . T is, of cours, 

was one of the rincip 1 reasons for vhe er tion of the ederal Re

ser-ye System~ that ~h banking sys m wo d ha e bank of resort to 

tum to i times o need. The eaeral . 

re ;;lrv s er b re C 

ility r q ·re, nt s .t up on t 

loan theory. However• by this t · .. e th 

rve empowered to furnish 

r, 1· h eligi• 

ualitativ or oommercial

t ~ l practices oft e com-

mercial b ks had departed cons der bly from theory, and th y were 

eng ged in lar·e-scal 1 nding :for p o oth rt 1an t o anotioned 

by th comm rcial.-lo tteoryJ Anderso est·mat d tat 1909, com• 

m rcial loans ac ounted for only 24 per nt o! the total credit granted 

by 0t,unercial bank • 3 

2Brickner, op. cit • ., p. 81. 

3 nderson, Of• cit., P• 51 • 
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ith the great bulk o t eir earning sets in non•commercial 

loans, b nlcs were h rd-pres e for 1 ·qu di y w n then ed r se; for 

reasons i ven · arli r, t!ie , · . kc co 1 no fu.mi liquidity or the 

banking system a whole. The king Act of 933 reco ·ze this 

fact, when the eder 1 Reserve was empo r t re i co t any bank 

et re red by the au horiti s a "so d,n e pecially including 

governrn nt ec riti: • i h this le "ela..,ion, it a implic ly 

r cognized that h re po s'bility of , in ainln liquidity a shifted 

·ro th r rket to the Fe r l Raserve.1 he li uidity o the com

mercial banko w th n r d r· ne , in pract · c , · t " o! th ir ad-

cat t oonditionu under hich th ed ral make 

r rve 

red ces to et rminin ho 

bank 

c o its fw da b nk shoul h ld in 

as ts of guara te d liquidity. 

Unde lyin this chang in ,onetary pol·cy was a shift in 

the re ical thinki y from the q 1 tative nd s ft bility theo-

rie to-ward th quantitat ve theory. 2 Whil the ntire qu ti tive 

m.onetary th ory i much too complex a.rid f'ar-r ng· o be revi wed in 

thi th s s1 a of the points r lat 1 to b~,k· g polic will be 

arize • 

qu t ti th · r s~ rt - s. l effect 

1 Lutz, op. cit., • 101; Charle 
Our ome ti hon~y and .Bankin yste ,' 
Supplement, XX.XIV (March, 1944), P• 255. 

21utz, op. cit •• p. 379. 

• hittlesey, "Problems of 
rican Econo c Review 
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o the money tock on th 1 el of econo ·c activity, and therefore 

concerns it 1f :iainly w·th th a great 1 vel of bank depo its, 

with less emphasis on tne . ose or ich th osits 

·hereas, 1m r the qualitative theory, the obj ct of anking policy 

as the ma:nt n e o ban liqui ty an th accom ation of trade 

and c aT1100rce • the q nti tati ve th ory · s concerned with banking policy 

ma:inly th reg d to how it f fects the v. 1 of the money supply, 

and conceive o liquidity in rms of a reserve structure adequate to 

s port whate er expan ion in credit the monetary uthoritie consider 

to be o ri te.1 Thi implies ch nged oft e function of 

the comm rcial bankin syste • Und r th q alit tive theory, the 

function o commarcial b ks scone ived to e to facilitate the pro

duction of oo and servic , they er part of the ystem for allo-

eating resource ong competing use. nder the quantitative theory, 

their function is sen a servin as a clearing organization and, by 

vir tue of oarin :for the community• mone supply., as be· n Il ans of 

influencing th level cono c activity. 2 In thi sens ,the quanti-

tative theory places more impor . nee on the actions of the commercial 

banks 1 and elev tes b nkin policies to a position of great importance 

to the entire econo ·corder. 

e c anism by rhich ban in policy d-r the qu.nntit tive 

1 ickner., op. cit., PP• 153-154J Lutz, op. cit., PP• 374-380. 

2Whi ttlesey, 0 Pro 1 ms of Our Domestic ?· oney nd Banking 
System, tt P• 251. 
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doctrine influ nee th money up ly i er tin on t re-

of t omm rci 1 bank , d thereby ltering t eir credit• 

ere ting power. tr eater 

r sponsibil . y or pro nks ·,~h r serve in en:ergencies , 

t h pr 

o tanc 

r serv o·i:- t _ c · rci 1 

m- f t nishing liqu.idi to t dr in other than 

th most r.o n on • Inste d, pr1 . re:> rves bee e ign . fi :it 

mainly it) a lev r for · flue cl O th v l um o ban· er ·t.1 

c ... os n o.. , nt to t _ · s ote that mod-

rn le 

contro ersy runon t a var· ous 

dis. ute a.a to the 1 o t d i 

t 11 carried on 

world 0,1.. t1 p sett· e, b 

the 

ser · o s pro l m. 

m irica.l stt dy of co:m:msroia.l 

cie • ha ff cti ly · os d of the 

r i .di y. While the 

m inta.inin li uid·ty may 

it· clear that, inter al 

li u · t y r t .. n pol"cie,;) t by 

ntil their p l_cie dr stio lly 

part . t~is the i ill b~ 

k li uidity p licy ur r cent 

a 

business eye e• to co c pt f liquidity t ac u; 1 

situ tion is t a p opr t one to use. Throughout the re t of this 

thesis , t _ n,. the c nc p or 11 

in th antitative sense, that is, th liquidity of a bank is 

mea ur db t roporti n of liqui a t~ ·t posse so rel ti to 



17 

its lie.bili ties, and liquid assets are, £or the most part, those aseets 

whose shiftability is guarant ed by t he monetary authorities. 



. J 

CHAP ER II 

THE PRESENT E VIRONMEMT OF BANK LIQUIDITI 

The ed for Liquidity 

The eom.merci 1 bank's need £or liquidity arises from a some

what unique charact ristic of banking, compared t other service. types 

of business. the banker's assets cons·st predominantly of the debts 

of businesses and governments , bU. almost P..11 o! hi liabilities con• 

st~t of debts to th public payable on demand. Fund are deposited 

idth banks with the understanding that they can be withdrawn at any 

time, and the bank must b prep red to honor his o' ligation; other

wise it will not st.ay in bu · ness ...,ry long. t the s e time, one. of 

the principal functions o a 001mnero· al ank is to meet the credit 

needs of its customers, since., by virtue o: its usual intimate know

ledge of business conditions and needs ~nits community, it occupies 

a stra tegi-c pos . tion £ or lending~ The bank should therefore have re-,., 

sources available or meeting its customers• oredit needs, i t :t11e 

occasion sh.otu.d arise. The last obli ation o the bank is to it 

stockhoJ.ders• £or it must be able o earn enough profits to attract 

and hold ca.p.i tal. The need -or liquidity therefore eneoropa.sses these 

three obligations, and the objective o liquidity policy may be de.-

.fined · s the arrangement o sets in such a manner as to enable the 

bank to maet deposit losses without, curuailing reasonable :-equests for 



d. t, dth ut "~c s i out i e bor o · e, 

r oapi'"·a.1 1 s s.1 

d th. ut .£ ring 

The 1 · quidi ty need of th ommercial · anks t he present 

time are 1ot s gre t as t y w re ;:;, "'veral eca es ago, in that 

9 

s. -ner volun1e o liq· d reserve re ne ed to prot ct a give volume 

of d posits. 1U1~ r us force ha· acted to T'ing tis about, ut in 

'} ·:1y li o s c fore s, . h incr in asSUlnpt on of espon ibility 

·or b 11 liqui :tty by t e mon tary a horitie ·rould h V°' to be iven 

place of importance. The acceptance oft quant ta.ti d c rin 

f red.it e n rol h s undoubt dlJ ad muc~ to do iith e deve· opment 

o vhis att · tu a ~ y .ne autb ri i , and ·. r en t d rtic 'f'"ly in 

the • lic:i.e.., of ~up or of , r .. ~ . t e •uritiee variou 

cts ore y an 

g-rd d sound, and the re i.::rion of · ank· xami ion s 

taK in'" aocount th ' tr· sic" v l ue o as ts , ath r than the 

rent rk t price.2 Alt ough ·t di not eoe 

influence o quant. tative do vrine1 h crea ion of th Federal De

pos·t In ura- ce C ·p ration baa undoubtedly done much to incr ase 

deposi ors• confidence , and th reby reduced th possibility o.:f bank 

runs. The e policies have contributed to ome measure of success of 

monet ry and fiscal policie in damp -1'li.ng cyclic l movements . Seasonal 

1American Bankers Assoei The Problems 
Liquidity ( ew York. ierica .. ociation, 

2 
ic 1er, op. eit., pp. 286-J04J Lutzt op. oit., PP• 44, 98. 
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nuctuati.ons have been r-eduoed by the defensive policies of t e Fed ... 

ral Reserve, a.long with the Treasury's efforts to minimize the 

- seasonal e£.:f'eots of receipts and disbursements •1 

The other main forces which have tended. to reduce. the level 

of necessary liquid bank r serves in relation to depo-si ts are tho 

which have come about through the development of the nkin system 

itself. Improved communications and eheck-handling methods have done 

mneh toward this end; tele~aphic transfers of funds and the inci-eased 

efficiency and spe d of the clearing organizations have been sign.if -

eant d velopnent ""• The gro .. h of branch banki g and the wide ·pread 

est bl· slm nt of correspondent rela tio have en.a.bled th banking 

system to economize on reserves •. 2 

Tn , Conflict _ Liquidity andEarnin s 

The reasons why a bank mu.st keep a part of its assets in 

liquid .form have been discus ed in the preceding section., To reoapi• 

tula.te., the need arises beeause of the obligations of the commercial 

ank, to meet ·ts d po itors' claims 011 demand,. t satis y the r ason

able credit needs of it,s eonmruni ty, . d ·i;o protect the interests of its 

stockholders. The oblig t·ons to depo ito:rs and to borrowers are both 

likely to lead to a drain of cash a y from the bank, so 4 e bank must 

have on hand suf'.t:icient reserves of ea.sh, or Qssets llrhich can be readily 

1Lutz, op. _cit., P• 44. 
2Ibid., PP• 26, 41-42. -
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conv rted into eash, to be prepared to meet these obligation• 

The "d alp s"tion .from the standpoint of liquidity. 0£ course, 

would be the one 1 re all assets consi ·ted of cash. Howe r, this 

\tould be a state 0£ almost complete econo 1io inactivity, in which the 

bank 1tmuld be reduced t being a mer booldceeping appar tus for the 

convenience of its depositor , so realistic ap"' roach to th ~a:-oblem 

should start from t he observation that only that part of a. bank's 

asset wbioh a r ,equired to meet essential daily needs should be a 

ca ·h• Te reserves needed to meet reasonably :r -recasta.ble needs of 

customer oan then be in liquid earning assets. 

Sinee the assets hi.ch can be con erted. :nost easily into cash 

are usually those wln.eh o.tfer the lo1-1est return, th bank is faesd 

with co;L · lic of i terest; tween its customer on the one side 

and its stock ol ~ers on the other side.1 To hold an unraa onably 

lal'ge vol 

ilwo1v · 

of liqtu.d sets in order to serve· its eustome would 

lo s o! •earnings; to ho. ~ too many as · ... ts or high y-!eld but 

lcn liquid ty would be to sa.cri!ice the i."lterests of its customers. 

The dercerminat on ,of li.quidit y polic,J ther ox-e requires .a balancing 

of th n ed -or c ah and the need for current income. 

A rational portfolio policy should regard the problem a · one 

of long••run pro.fit maximi:za tion, since a. bank ean fail through either 

an underestimation or otterestima.tion of its futur liquidity needs . 

Liquidity yields a "re.turn·1• in the long run, in that it provides the 

1Albert o •. Hart; Money1 _Debt and :Economic Aet1Vitz ( New York:, 
Prentice-Hall, 1948} , P• 55. 
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ability to satisfy the future needs o customers and t ereby to keep 

their good will, but it would be passing up income to maintain this 

ability a.t higher levels than would be requir d by the pr•obability of 

customers' needs. The method which there! ore suggests its elf is to 

array the liquidity o assets a inst the expected nature of the de• 

mands the assets re intended to protect against.1 Hi y liquid 

assets hould be hel to met only those deI11ands which rray rea onably 

be xpected in the near future, and the sacri ice of earnings in favor 

of liquidity will be reduced to the minim.um possible amount. Less 

liquid but higher-yieldin assets my then be h ld against those de

mands with a lower probability of occurrin, or~ ich will occur in 

the more dist nt futur. 

Since the probability of cash :ains depends to some extent on 

the character of a bank's liabilities, so also will its selection of 

earning assets. If the demand liabiliti sh ve hi tory f instabil

ity, the asset portfolio lllUSt be .. eighted o th id of high liquidity, 

and conversely . The proportion of time deposits in total llabili ties 

has a similar influence; the higher the proportion of t .ime deposits ., 

the less liquidity the bank will need in its port olio_ since time de

posits are ordinarily more stable than de d deposit. 

The next section will examine more, closely the various forces 

which can ·ve rise to the need !or liquidity, and the selection or 

assets to provide the required degre of liquidity. Since the objec · ve 

1Roland I. Robinson, The Management of nk Funds (New York1 
c raw-Hill Company, 1951), p. 4. 
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of bank 1 · _uidity poliey i to be abl to meet obligatio 1s thout 

inconvenience to custo r or los to ownerQ, t proba.bili ty and 

magnitude of fo~ es cau ing a need for liquidity must b estimate so 

that adequate feguards may be made a •a.inst he r ffects. Once a 

bank has for d an e tim t of th prob ble effects of th variou 

fores on its liquidity position, it is re y to arra. ge its a set 

· such way th tit will be pr tee ed arra·n t lo or failure to 

rr~ tits obligations to its cu tomer. 

The v rious r rce which may infl enc li · dity policy may 

be rouped b oadly int instituti nal and str ctural classification •1 

In the category f instit tional f actor c n be i eluded Federal R -

serve ope -market o erations d reserve require nt, nd sury 

d bt-mana . e.n n t • · op n... ket 

!fee ank liq ·dity r the et 

by lterin th v lume o certain types 

de t- nag nt op r tions 

th balance she t I since 

ov rn. nt ecurities on 

· e mar t, they a fi ct the price of thes eeur ti • To t xtent 

that a bank holds thes _ecurities in ts portfolio., its liq dity 

po ition ill chan ed, in that its ability to obtain a given amount 

1Diseu sions of factors affecting bank liquidity a.re to be 
folmd 1n a.J.mo t any eneral work dealin with ha.wing. ee, for ex
ample, Robinson, op. cit., cha.pt r II; utz, oo. cit., PP• 10•19; J. 
Marvin Peterson and D.R. C mhorn, Mone1 and ankinS {New York: The 
Macmillan Company, 1949), PP• l8l•l91J Mi ton T. tokes and Carl T. 
Arlt, . on~~ Bankin~ and the Financial Szstem (new Yorki Th Ronald 
Press, 19 , pp. 2 l-2b4. 



24 

of c . h thout loss by selling g ven volurrie of couri t ea io enhanced 

or· paired, depending w eth rs cur1.t·e pr cs ha increased or 

deerea e • Change in re e!"'re r quirements ffect directly the volume 

of reserirea av ilable to bank 1dth , · ch t t deposit losse or 

loa demands, and ther fore beard r ctly on bank liquidity. 

Other ctors ·hie ve ear· on b l" uid·ty o 

stru tur 1 n tur 1 and exert the r _ fl ence inly o the li bilities 

s d of th lance sh et, by cau in6 depos · t . osse ich must ba 

guarded gainst . ir effects re not ly thro gh deposi 

loss , ho , or c h in can ls o is .srom increased lo n 

de 

The most ao on type 01 eposi o se 

with e on in conomic 

et se associated 

V r·ou actors can 

oau e en e o nts o i ts for t 1e d si tor 

f a bank to occur intervals d in the year, re ul.ting ln 

t mporar epos1 1 se for the ba • xampl o the a onal type 

of deposit re thos ociated ith th ricultur 1 growing 

ea on, tourist sea ons in o e area I heavy utomobile ale after 

model c angeover dat , ail tr de dur"' g th Chri tma.s s son, and 

tax payment dates. he on 1 deposit loses do not constitute a 

seriou threat to bank liquidity. bee use they ean predicted with 

so accuracy b the · , and provisio s can ma.de t h ve adequ te 

res rves on hand with which to meet the expected drain . 

or serious th n se sona.l deposit losses are tho e which can 

occur una ctedly. Cer in types o! deposits, such a correspond nt 
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bt;tl ca, ubl·c funds account n uninvest d trust fun , are norm

ally mor unQta. le t 1 n t . verage , nd may lead to su, den nd x• 

peeted ➔r. ins of cash. luotuat int e bu eas cycl were form

erly s· nificant factor· fluencing bank liq dity, oaus a de• 

clin · L"'l usiness actiVi ty would lead to contr ction of loans , with 

a corres nd.i.n reduction i deposits. Howev r, a large part of bank 

s ts · now in the form of overnmen d bt, rhich tends to re , ain 

stabl e or to increase urin ce sion~, o the volume of de osits i 

more stabl duri g downturn · b sin ss activity t an w fo erly 

" c se, nd the n 1enc n ban liqu .:.di ty · s le s. ~v n though 

th in£lu nee of the b sine s cycl on bank liquidity in general has 

diminished, th po ... si il1ty · till re ains of deposit losse due to a 

local rece on in ind stry 1hich r ire ents a ar e proportion of 

the tot u. posits of an individual bank• This 

banks in agric ural c mm iti s r in mall to n ich on large 

comp . accounts for a r e h r of t e econo · c activity of th 

co unity. 

The tructural f cto s b in on ank uidity so far di~• 

c ssed hav tl ·r in.fl ,ence t ug1 t lo s o 

th r are at le st two f"'etors of this nature nhich have an influence 

on l iquidi t throug 1 th · r eff cts on the de and for l oans . The first 

is the case o a communi.,_y which is undergoin{! very raid business ex-

s · on of t e ort that r s t from a nati..u"a res urce boom or the 

undertaking of a l arge defense expenditure po . run. The second 1 · 

the existence of large unu ed line of credit, s ch as may be the case 
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during the initial pha e of a business expansion., when customers have 

not een fully utilizing their borrowing capacity. In either case, 

to the extent that a bank meets the increased demand for loans• its 

liquid reserves a.re reduced, placin it in a less liquid position. 

In pr ceeding sections of this chapter, the pro 1 m facing a 

commer~ial bank of allocating its limited assets to meet best its 

obligations, and the pos ible sources of cash dr ins, were discussed. 

It was sugges ed that th problem could best be t by attempting to 

distributer ~erves amon assets of vary.in liquidity according to 

the likelihoo of expected cash needs. This s ction will examine more 

closely the ppssible forms in which bank resources can be held, and 

the optimum d · stribution of assets for safeguarding the ability or 

the bank to et its obligations when ca h drains dev lop without a 

nee less sacrd.fice of income.1 

Pri 

pr).mary reser es r me .t c sh re erve , which 1u~t be 

kept to meet .aal r serve r q · rement , daily op r ting nee , and 

exc s reserve which the bank feels it must k ep to meet sudd n and 

unexp;cte cash needs. These cash reserve do not contribute signifi

cantly to liquidity. Vault cash, f r instanc · , i held or da · 1y 

~ob1,nson ives a thoro · h descript on of the eterroi.nation of 
liquidity needs and the arrangement of assets; much of the following 
discussi n draws on hi work. See Ro inson, op. cit., chapters 3-6. 
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ov r-th -counter needs of t he co:nnnunity, and will norm 11 be held to 

tha nm l necas ary fort i.;, p Corre pendent balance,, 

u u 11 kept ith lar. r city bank , are us~d primarily or clearing 

purpos sand e not nonnally count d n for liquidity n eds, other 

than .L. ,o eet rout.'n clearin ·mbalances. Le all •re ·red reserves 

also oam1ot cpntri ute very m.uc liquidity., s ·nee they are virtually 

biliz d br • are allow d to tak at 0•1 ek a erage in 

com ... uting res rv , so they e be used to the xtent hat the. defi• 

oi ncy c be mad up !rom :om other ource durin0 the ver eing 

perio, but this us is rath r limited. 

Since ca h reserves are not ordinarily kep for meeting 

liquid.i. ty needs other t ha.n £or routine daily ope ratio I a banl-c must 

keep some sec ndary reserves fo.r meeting cash drains due to eposit 

loss s or increased loan demands. 

Cash drains may be divided ·nto two cl~sses1 -.those which occur 

with sufficient re arity to be predictable, and tho e wh·ch t1.re more 

remote or unlikely1 but still possible. Those which re re sonably 

easy to predict are mainly t ose arising from seasonal deposit losses 

or loan demands, and those due to fluctuations in deposits which have 

a history o! instability. Losses due to unst le deposits may seem 

to belon 1 ore properly in the "une41'ea e<.t" category, b t hereas the 

movement of any on deposit may - enti ly impo. sibl • to predict, 

the 1ovement of the aggregat is ually mu,h smoother and more 
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regular, ·nd therefor asier to predict.1 

Sine a. bank know 0 that it ·11 h v to et a cert· volume 

f ne ds t c rt in ti , it mus h ~ on hand he nee ss volume 

o.J"\ ssets that an be convert d into cash as he n ed ri s, ith 

littl or no chance of loss. Banks usu lly ·ke p this type of reserve 

in short- ted in trument maturlti s arr nged o that they will 

matur a th need f r cash aris • The princ.ipal instrument of this 

Tre sury b ll , c r if c . te , not and onds turing with• 

· a hort ti • 0th r ts that could be inclu ed a.re bankers• 

a c pt ce * c mere· 1 pa e, and hort-term, high•grade eorporat 

and state and local governmen is ues. The primary purpo ot th ,se 

assets · s to urnish liquidity, SQ s .. ety of principal i no · lly 

t 1 t on i eration, d·h inconie s con ry. 

Aft a made provisi ns ·or is exp~cted liq idity 

needs, th rear still th . more remote or Wllikely needs that m.ust be 

considered. Exampl s f thi:_ type of needs which cannot be e sily 

predicted a those arising from fluctuations in the bu iness cycle, 

from local recession, and from open.-market and ht-management opera-

tions. A bank c eal with these unpredictable liquidity needs by 

reviewing it past experience, and determining the proportion of its 

deposits a fected by such factors in the past. The proportion can 

then e applied to th curr nt volume of deposits to determine the 

amount of secondary reserves needed .f'or protection a inst this type 

l ___!!., pp. 61-62. 
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d os loss. Thio - cl ss o · seconda~J r servi s should consist o.f 

· t st 1 din0 1 t e so.n1e 

.be posit osse, b~ t e m.aturiti 

yield av · 1 · le. ne longe 

t' !ore giVini;;- ri th ctable 

iqu.i it.r ne ds a t lik ly too durin 

of the 

Of C 

s a "'llin r 

sl .. t. 

Loans 

£ter a bank has allocated enou h of its r sourc to primary 

and second ry reserves to meet its liqU1.dity and erve requirements, 

· t i free to engage in 1 nding • Since the loan account is not needed 

to provide liquidity, the bank may take a somewhat more liberal atti• 

tude toward risk on loans th non liq d as ets, but bankers .till 

value safety of principal above yield• even on loans.1 

Even though banker f el a respon b lity to meet what they re

a d a the legitima.te cred ·t needs o,. the 

pre ssur to 'keep in ste t with he sy ter, e 1h'ch limits the 

v lume o loans ban oan afely make.2 hen lo fr th system as 

nd its loans. a w ol -re xp ding~ t e individual ank ~us al o 

:r it . l 

ca.sh rs •rvi 

pro 

accumul te. 

1 
Amer:i.can 

merican ~ 

2Bro m, op. cit., PP• 183-185. 

e ounts o non-earning 

t I J i t nk: 1 more 
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liber 1 in anting loans than the system, its customers will on bal

ance p out rea.t r · ounts of oney o us omers of other banks 

than they receive, o using a loss of reserv • The reverse is lso 

true, or he th volume of loans for the system is contracting, the 

ividual bank is comp lled to contract al o, or it will on balance 

lose eposits a some of its depo.:>ito are re d to draw down their 

balances to pay of loans to other a.nks. 

Investmen s 

Because of the limitations on the volume of loan whic a bank 

can feel fe in granting without damag to its liquidity position, it 

i possibl that the bank ma.y hav. funds eft over after it ha pro

vided for sufficient pr ry and condary re rv sand made all the 

loans it can safely ma~. The surplus funds c n then be devoted to 

r sid l inT=c,..-.,,,..,ent for income. 

omm rci 1 banks are not in a particularly str tegic position 

for inves .1;, nt 1 s · ce th ir r l tively s ruler ize and 1 ss stable 

deposits place the at a disadvantas comp red t other typ s .of 

in cial · sti tuti n , su s · .. sur nc comp" · es . Also• th 

avera e•sized b c ot a:- ord th xtensive alys·s that ·a a pre

requisite to lar e•scal inve tmen or come, o ·t nru t rely on the 

advic of outsi ers, such ealers, city corr apond nt, nd rating 

e 

A tl t ot er typ o ank a e primary con · ration 

0 s i saf ty of princ p , ·th · ld secondary, because 
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maturity for purposes of liquidity. consideration effectively 

limits the choice o- securities for b nk inve tment to government 

issues and very high•quality and well-kno corporate and municipal 

is ues th t cari be r a ily · keted lithout taking large capital losses. 

The Liquiditl 

Th ,iorking eon e.pt of bank liquidity adopted in this the 1s 

is the ability ot a bank to meet deposit *thdr :wals and loan demands 

without t king losses on the conversion of ss ts into cash.1 Since the 

ability of a bank to meet depo it losses and loan demands in the short run 

will di fir from the lon run, different measurements are appropriate . 

Th mot commonly-used measure of immediate or short-run 

liquidity .is th r tic o hort•ter liquid as et to liabilities• It 

is usually measur d as the ratio of th sum of v ult cash, balances 

with domestic b , loans to ba.nksi brokers and dealers, and vern-

men secur tis maturing les th non year le s borrowings to the 

sum of de osit less c h items in proc ss o! coll ction less reserv 

held at . ederal Rs rve ba s . 2 Thi ratio measures th proportion o 

deposit lia ilities hich could be withdr wn and pa.id o £ witho t re

sort to sellin less liquid assets. 

ovements int e liquid a ets/deposit rat·o may or not 

~ppr , p. 18. 

2~, .. d r l Re erve of New York, op. oi~., P• 185. 
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reflect .conscious action on the part of the bank to >+ter the ratio . 
: . . 

Purchases or sales of short-tenn securitie are undertaken s delib

erate portfol · o adjustmenvs, and chan es in the liquidity ratio from 

t . s source ca., be thought of as changes rhieh- are de _.~ d by the 

banks. The ra·tio c n also be alter d by longer-t rm s ' 'curities moving 

int th short-term el: s wit the passa of t 1 .and . his type of 

ohang doe not necessarily repress t iber te li1uidity adjust-

ment. similar ource o chan e in the ratio is du ~ to the ma.tur · 

o securiti sand .the reinvestment of the proceeds in lpng- terms, or 

the maturin of loan without reinvestin th proceeds. These changes 

are more in th n tur of de ired adjustments, ho ev, r, since anks 

could resmru: bly , ·_ in est th ca.sh proceed in th s rn t e of asset 

whic had matured, .and r tore the liquioity atio to its re ·ous 

value. 

Another pos ible measure o imroodiate liquidity is the volume 

of .free res rves, • rhich are eq 1al to exc "" r serves less borr wings 

from the :iederal Re erve. F.r . e re · rve a.re somewhat or . n c ti ve 

of ll "d1ty than are exc ss r serves, beca e bank can· have excess 

res rves but .-.,t · 11 in ebt to the ederal R erv, ad therefore 

under pre ure to use . ome of its re e1--ve to rep y the debt. ny 

gi e lei: 1 o r es c not take a a prec·se , 0 

the degr , of t·ghtn o e it n in t he ~ mar t, ho ~ r, beca 

e:xc s :re rv s and . borro · g . c both re , in cons nt ( and r e re

serves t er . fore r mai co tant also) w 1 · total d re uir d re• 

erve may b r1.s1.ng or allin at ""1Y rte. The money supply an 
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there ore e i ther · ,ere sin or decre s ·.ne w ile the 1 vel 0£ £re 

r ~ rve re.ma· s co st nt. 
1 

Anoth r O .cares re erve 

asure of ban , liqu · · ty s t ha t e·· cte y perating 

it can £ 11ctua-ce actors such a· oat 1d c rency in .w. cu ntion, 

· ely hort p · n t' e ~actor r· not o~-s t 

ratio1. 

.e nbili ty of meet d .. -o t · thdrawal d loan de-

s over prolo ~ed pe . iod d en of· s short•term 

Thi 

loans 

and t r ec ~tie~ reltl i~ o its d po it liab.lities. 

v rything on t as et s id of the balance sheet except 

ava ·1 ble .1.or liquid· y p os s over t ,e long run . It 

reflect the ide tha~ th lending functi n of th commercial bank is 

of primary ·mportanc and that loans ho d 1ot d a ource 

of 1.:qu dity. :tn practie , lo ,.run liquidity is r,1eas·ured by the loan/ 

depo"' t r ti , whi h is the r tio of total o ns djru ted leso loans 

to br k·1 1 ° .nd d al r to total depo it • 2 ther t han being a direct 

measure avail ble liq dity, th oan/ p it ratio ma ur ~ the 

amount of liquidity th t bas be us d up · lending. 

The signi:£1 

erable extent on the vie, 

the loan/deposit ratio d pends to a con id

. t an r · \.G regard· ng an appropriate 

uppe limit for lo-ms rel·.tive to e os·ts. It . em th t bankers have 

Fordham. 
n s · ty 

Activity ( 
1 60), i conomic . -

2· 1 deral Reserve l of e York, op. cit., P• 185. 
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revi ed t er stima.t of a safe upper limit upward since orld Warn, 
bee us t y remain -d hi o'her since the war than pre

. ously.1 .. everal ,..actors hav bee .. respo_ s · ble for this change I one 

of which ha . been the growing ing;>ortance of regularly-amortized loa.ns1 

su as consumer instalment and t , loans* which insure a teady in• 

ow of funds to help meet dep it fluctuations. Also, time epo ·ts 

and small indi vid l d posit h V1 b en rowing in imp.or 

not a .ffllbject to sudden rl thdra:wals .2 These factors tend to reduce 

the volum o.f reserv s needed as rotection !or a iven volunie ot de• 

po its, and, as ith anytbin 1 hioh n les banks to economiz on re 

serve incre e the ount of funds .i can b loan d safely. 

Any measure of liquidi t3 has ·_ ts lirnitat ... ons as a r ciso in• 

di tor_, especially when it i. applied in t e ag eg te and over pro• 

longed pario · s ot t · ,e. One of the principal limitations of both the 

li uid asset/ eposits r tio and the lo n/de osit r tio is th t the 

· li" t of assets included 1n th nmnera.tor is somew t arbi tra.ry. or 

e .. aunple, the maturi.ty cut•off da.t ol one year for government securities 

is co pl.etely arbitrary, and is used .ma.inly because some maximum 

maturity must be established, and on .,e r is con enient. Also, many 

loan hich are close to maturity provide l' quidity to the bank holding 

them, but they are not counted s liquid assets• Also, these loans 

1Federal Reserve Bank of Phil delphi.a.," ow L1qui are the 
ks?'.. eyi w, tob r , 958, P• 6. 

2.l~i. _ - · 
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re incl ded ·n th n rator of the loan/deposit r tio,, ri.ch causes 

le .. lia di ty than · actu· 11 he c se. Some t r tio t · 

oth r li0 hl; 

clu din 

i u b~1 \..crs• a c p anc s, ar not in-

liqui asset /d positc ratio, because they are not 

- s p din bank stat ments. 

nother llm..i.t t · o o th s s ao ecis i d c tors of 

liq dity i ta the" posits" t rm i only ro h ppro imation of 

liquidity n ds. ..tors b side the volum of depos ·ts which influence 

tl. d f r li ui. it nc u t e ral tiv imp rtanc o tim . de osits, 

ch s in d pos·t stab lity ue to ch nges in usin s conditions, de-

posit own r . p d yme t ha 1-t , and t e extent o.f commitments to 

t loans under li s of credit. 

ee reserver-1 ar o · t d u~e u1n s a m ure f liquid-

·ty because of th ir · e fl c ... uation in res_ onse to op rating 

;')a tor • Also, they do not ta e into c ideration um rous basic 

factors hic1 can influenc liq dity uc as the co:mposit·on of assets 

or depos ·ts. 

Wh:·1 all th asure of liquid·ty h v de£ects, a precise in• 

die tor 1~ probab y im.po s ble t dev s • ] oi th feots are due 

to a lack of tail in .k ond&tion sta nents, and others 

a d '.8 ·'- o chang · ng chara ter f banking · · t _ t · e, both of which 

t to overcom • Howev r, w · l th iea 1-rements may 

lack preci en ss J t ey r ufficient o ive a...'1 • dea. of tre· .ds in 

liqui ty1 .., .. ~ich is enoug t make the. us .f tool .... 



AGOR.EGA BA LIQJ IDI TY BERA VIOR DURING 

THE 1954•1958 BU .~SS CYCLE 

The riod selected fort st 'Id o bank liqui " ty -li y is 

the businef'!! eye.le w ich l a ted. from 195'4 to 195 • I -ras f lt that 

th selection of a recent cycle Vi oul e :irabl b c use, -ue to the 

con tant vol tion in the op ratin ch racteristics f commercial 

banking ( the incr asi.YJ. g use of t e ederal unds :market is an example) ., 

liquidity policy during earlier c les might not be pertinent to pre• 

ent e:xperience. The 1954•19,8 oycl · or stt:dy b cause 

during s riod pl ced eonsidera le re ure on a.nk ll.q · di ty. 

Th d tes fixe t ning points by t atia · l 

1 were used t delineate th cycl • he r c ssion 

trough hich re re nt t e starting oint of th cy_l oc u.rr din the 

t hird quarter f 1954, t e expan ion pe k was reac in.tat rd 

quarter of 1957, an the suing rec ssi n troug . hich marked the end 

oft e cycle oocurr din the sec nd qua.rt or 1958.1 

1
Geoffr y . • 11oore, ed. , sin ss Cfile Indicators, ( Princeton, 

.1iew J rsey. Pri ceton U ivers· y .1. s, 19 1), vol. 1, p. 670. 
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The .. Gene:ral Eeon~c BackE;oUtJ.d 
••• ~ • - •. • 

At -the reees:&ion trough in 1954• the banking systein was in a 

hieh4' liquid oondi ti.on.. Intere t rates on government securities 

maturing within one year were less than one per cent 1 with other rates 

correspondingly low, EH) b~'1ks had substantial ca.pi tal gains on secwri• 

ties purohased earlier. Holdings ,0£ seavrities were almost >0 per cent 

of deposits, and net tree reserves amoun~d to $740 million, so ample 

funds were available .for oredi t e~anaion • 

. Federal Reserve policy at this t ·ime ~s dir~H:ted toward easier 

credit, witb directives of the Op n Market Committee stres.sing the need 

to .tollm, 

•• • A policy of supplying or l'tlaintaining member bank 
reserves adequate to promote gro,tth and stability in the 
economy lJi th emphasis on a. program of .actively maintain
ing (:.1, eondi tion o.f ea ·· e •1 

To th - end, discount rates ha been reduc d some1 hat, to 1.5 per cent. 

The F'ederal , eserve stated that the reductions in the discount ~ate 

rate as well as to mske it l ess expens.ive .for banks to borrow £rom the 

-. d l 2 d J. l? Fe :ra R serve System. Besi es reduc ng the di count :rate., trhe .J! ed-

eral. .. es rve r du.ced reserve reqm.rement :lYl July, re as.in · about 

1noard of r'zOVe;r-nors o the Federal Reser-v-e System, Abnµal Re• 
;eol'~, 1954., PP• 87, 92•93. 

2Ibi:d., P• 7. -
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1.6 billion o ba re erves,1 d open-market purchase -were made to 

more than meet sea onal reserve requirements. Overall, monetary policy 

a dofin · tely o:=1 t he ... sy ide. 

The expansion in economic activity w ch started in the third 

quarter of 19$4 as char cterized in its arly tages by strong con

sumer deman ,. which a mad pos ible by the maintenance of disposable 

personal income at high levels . The relativ sta ility or diapos bl 

income dur•, t recession was due mainly to th- reduction in ederal 

individual income tax at the beginning of 19541 incr sed transfer ay-

nts for unemplo nt corr.pens tion and ol • ge pro rams,- lar er wa. e 

d salary payment , an l r er income to non f rm propri tors and 

from dividends and 1ntere t. sid s he in reas in consumer expendi• 

tu.r s, other eontr buting factor to the eco 01 ·c upturn are a re-

du.ct · ' th r t o "' inventor--.r liq d tion and urth r xpansion in 

construction and in stat and local gover ment exp ditur • The rate 

o decl e · national defense outl ya and bus ss expenditures for 

p t an equipment which were ro.ong t.1-i major forces aontributin6 to 

the reces ion, slo ed somewhat to rd the end o 1954. 

With econ c x;pansio started, nd ith large su ply of 

l aria.bl nds vail ble, the Feder 1 Reserv. o tici ls evi ently felt 

that they could a little - s 

money market. 1 s d ~ d not r pres n 

ive in promotin e se in the 

s · tch to t, ght polici s 1 but 

was merely t th mon tary authorities elt that the 
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need for vigorous action approprl t to a reoession 1-ras past. To this 

end, the word nactively' was dropped from the phra. e "actively main

taining a condition of ease in the money :markettt in the December policy 

directive of the Open Market Committee. The Committee stated that, 

••• The developing economic situation did not warrant 
c ntinuin as a tive a pro ram f: supplying :reserves to 
the market as had been followed du.rill the preceeding year, 
al gh it (th Committee) did not · 1 that a policy of -
credit restraint ras called for at the time . 1 

T e exp.ansion in •economic activity beearne very vigorous in 1955. 

Demand for co er durabl s and housing remain d stron ,. ~ th increases 

in consumer debt and mort age debt on one•to• .t'our family housing units 

being the tr.a.in items in the credit situ ·tion. Along · th the strong 

consumer de and1 there was a shi!t from 1·quidation 0£ business inven• 

tories to aecureulation., an £ter a s.1 · ght lag, b ines ·e~enditures 

or pat nt increased ra ·d]:. 19$6, bus ·'nes invest-

ment had co. . e the ma or xpan ive orce in the econowJ _. al tho gh high 

levels o ~ oo ·· umer spendin and inereas'i g expenditures by state and 

lo a ov rnr. nt .... contribut d signir cant1, to the xpansion. The 

er cash bud t had a li -ht d £.:.cit · 1955• but as econo -e 

aeti vi ty inerea~ ed1 lar er tax payments 1 .d to a. siza J.e surplus in 

Th se expansive orces cont nued into 1957 and in addition• 

the Federal cash bud et ho 

that year eo pa.red to 1956,. due 

l Ibid., P• 98. -

s le surplus in the first half of 

· .. ly to incre sed defense xpenditures . 
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In th _ early . utumn o 1957, however, edoral de£en outlays were re• 

duced,. and the level o retail trade declined somewhat. Relative to 

this reduced 1e l of demand, the increased industrial capacity re

sulting rom the i.nves nt boom of the preeeeding tw years appea:re 

lar , and new orders for usines machinery and equipment declined, 

-w1t sharp liq · dation of invenliories taking place at the same ti.100. 

The pea in eeonomi.c activity was reached i..'11 the third quarter~ and 

output and loyment declined until the seeond quarter of 19.58. 

In early 19.58, lthough the conomy in general as contractin , 

cert £orce were acting to create a basis forte ensuing recovery. 

Chie! a.mono the e expansive actors as increased borro rln and expendi• 

tures by l levels of overnment. The Federal c sh budget., which had 

sh · ell ht surplus in 1957, hi ted to a lar de.fie t, nd State 

and loc gov m.ments w re al o continuin to expand their expenditures, 

mainly or public works proj eta. 

Perso -al incom s, although eclinin · some hat, were ·· tained 

at fairly hi h 1 vels by incre ed a. sfer paymen and reduo d tax 

payments , making it po sible for co sume spending to turn up in the 

second quarter. Al o gh bus~. ness pending continued to decline• the 

upturn in co.. r spending, lus t continuing igh level o govern• 

t expeno.·:tur s and ere s in h s n construction1 s responsible 

or a cyclic l upturn in he economy, · th the r ce sion trough being 

reach din April . 

Federal eserve policy was fairly restric ive during the expan-. 

sion, with the shift away from a poliey o ease occurring in 1955, then 
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"'t became apparent th t the conomy ha recovered from the previ us 

recession. In "y and August, 'the Open 1arket Committe dropped from 

its policy directives the references to '' ncouraging re .ov ry" and 

"fostering growth and stability in the economy•" Inste d, a elau 

was uh tituted dir et1ng that tran ct· on should be directed ''to re

strain~ g inflationary pressure · in the 1nte t of sustainable economic 

growth. ,l The Committee adopted the w policy because it :r lt that 

indust ·l prod otion as ne ing eap"'oity in many areas, and that the 

pos il ty o inflation had become h main danger 

Th s strictive pol cy contin ed esse ially unc ed til 

th cyclical peak in 19S7, although there er sever 1 period o 

hesitation in 1956, when th Co tt too note o":' ome uncertainties 

in th ricul ura.11 housin rk t and ent · oned the 

possibil ty th t the cono mi.g t b nearing a. cyclical. peak after 

period of rosp rity. 2 Open rket op r t ans wer re· arced u.ring 

th . perJ.od o restra · by d~ conn poli y, · th diseount rat b in 

inc eav d rom 1.5 per ce tat the 1954 ecession to h to 3.5 per 

cent at the 1957 pea . 

n ceptemh r of 1957,. lthou h the Open et Committee noted 

that pressure in the money market eerned to be slacke 0 ,, they inter

preted th ;or to meant t victory over inflat:on had be n 

1955, P• 101. 



achieved, rather than th t eycl·c pe in economic activity had 

be n reach d.1 They therefor maintained restrictive poliey until 

!Iovem er hen it beca.m fairly ap~rent that the economy wa tending 

downward., t rhich time th policy dir cti ve call· £or th. restraint 

f i flation c ng d to one dir cting that ope~ tion sho d be 

con ucted ·th a view to "fosterin ... uatain ble owth in th econon:t1 

tho t inflation, by oderGl,ting the pressures on bank reserves.n2 

Discount r tes were reduced in Decembe ., and t th t time the first 

mention of r, ces i.o ary _ted.eno:i. appeared in the p licy directiv. 

Polley in early 19$8 was directed toward promoting reeove by 

rnaint in g e e in the money mar · ts. ~tween J · uary and April, 

discount rates wire reduced fro .3 per cent to 1-3/4 per c nt and 

mar ~ n requ reioonts for sec .rities loans ere red 1ced from 70 per cent 

to SO p r cent. uring th" s riod., reserve require, nts on de-

mand deposits £or entral Re erve City anks., Reserve City Banks, and 

County nks, spectively, wer redu.eed, in se er ll. ta. es, from 20, 

18 nd 12 .r cent to 18, 16» and 11 per cent, freeing approximately 

·1.5 billion of rve .3 Also, Feder l Res r holdings 0£ United 

St t s ov.. ent c rities w re incr a ed dur ·ng the -1-r t quarter 

n T st rate enacted t .. s ·n the money market due 

l ~n.... . 57 l.t..,J..d., 19 , - . 



to strong lo demands d re trictive monetary- policy during the 

oonornic exp sion. he b 11 rate · ore sed from low o about o.80 

per cent at the 1954 rece sion trough o 3.35 er c nt at the 1957 

expansion peak. Other rates lso moved strongly uplard, but the 

di£ rential twe n long and short rt na.rr d t ... e expansion 

pro essed. 1 ith eas r monetary policy and les ened. loan d mands 

durin the 1957• 958 r ce sion, rates clined sharply, nth the bill 

rate falling to less than one p r cent. . With lo~ levels of in tex e t 

r tes and the e sing of pres ure on ank reserves during the irst 

half 0£ 1958, monetary conditions tend d to incre se bank liquidity, 

placing ban in a po ition to expand credit durin the nsuing re• 

covery. 

m to Liqui ty_- CI:ise 

On al nc I the various fore infl encin liqui ·ty dur 

, ing e . xpansion phase ot the business eycle opera. d to :red ce b 

r q idity. The • divid.ual actors t ding to reduoe bank liquidity 

were str n · lo de la: ds by both eon mners and bu inesa s, restrictive 

monetary policy, in re ing · t rest rates!> ru d surpluse . in the F d

eral dget. Factors which tended to offset part·ally the declin in 

bank liquidity we t .e Tre sury- debt manage nt policy, und r which 

the , turity of the out tanding public debt was shortened1 and the 

:relatiw inc:re se in tim d posit_ • 

DurinP.'. the contraction o! late 1957 arly 1958, bank liquidity 

was increased by a la.ckening in loan demand., mor expansionary fiscal 
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pol·cy, a harp d creas in interest rates, easi r monetary policy, 

nd eo tinu ... d increa. e in d posito. h o ly major factor tend· g 

to decrea~e liquidity s the Tr asury debt mana nt policy un.er 

·ctt the major part ne · ssues were of lon0 er turi ties • 

in rease 

s s the lar increase in loon d mends, there were large 

debt and quity financing c01npetin in t e. credit market 

or lo na.ble !i.mds • The prinoip l items during the t m phas s or the 

business cycli re s own Ta.bl lb low. 

TA LE 1 . Growt in major type of bt d quity f: nanc , , 1954-19SB. 
( llion of dol lar) 

Feder 1 cash borrowin from the public 
State and loca i su (net) 
Real estate mortg e 
Ca or te stock and bo d ise (net) 
Consumer eredit 

Source t edi ra ser 

Increase 
195 -195 19$7•1958 
E5: eion vont r cti~n 

--8. l 
10. 1 
4o.6 
21. 9 
14. 0 

2.6 
h.3 
8. 2 
8.2 
.o 

Faced with strong credit de, ds ,. eomme:rcial ban s arranged 

t heir port folios by ore ing loan th e -pens o . their holdings 

o securities . The principal ite in their po ttolio adjustment are 

shown elow in Table 2. 



TAB 2. Loans and inV'i stments of commercial banks• 19.54•195 • 
(~ ·111ons 0£ dollars, dat for member bank only) 

Item · 

1.{'otal Lo s and Inves 
Tot l inve 

U. s. G 
Ot r se 

otal loans 
s 

R tate 
A 
Securi 
Con urn1::r Loans 
Othe 

n 

curiti 

N t ±Rereas 
1954•1957 1957-1958 
xpansion Contr ction 

13.3 
-n.o 
... 11.2 

.2 
2 • .3 
lJ.2 
4.8 
o.o 
o. 
4.8 
1.5 

ll.$ 
9.5 
1.0 
2.5 
2.0 

-1.4 
o.6 
o.4 
1.7 

-0.1 
9 
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As ·go.re 1 sho s, commercial ban creased their loans steadily 

durin al.mo t the entire xpansion phase, 1ith some leveling 01£ in 1957. 

mhe incr ase at , em r b ks a.mount t ap p_ i>J t ly ·24 ill" .on, or 
.,1. 

but L1 per cent with the large t increas s eing in business, co sumer 

l esta lo s. 

Commercial s obtain d th funds nth which to meet the in--

erased lo d ~and rom relative incre se :in ti depo its, borrmv~ 

at t e . ederal Res rve nd from the sa.l of eouriV s. The in-

ere se · depo its is shown · lt~i e 2. ourth quar r data for demand 

and total deposits ar not shown connected ith the rest of th curve, 

in ord r to move the large seasonal movement. It can be seen that 

deposits increa ed fairl y steadily t oughout t e expans on, with time 

deposits showing th largest increase, on both a relative and absolute 
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Source: Federal Reserve, Call Reports of Member Banks . 
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tions of business cycles~ 
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basis. Time deposits increased from 25.9 per cent of total deposits 

at the recession trough to 28.4 per cent at the peak. Due to the lower 

reserve requirement against tirne deposits, this had the effect of in

creasing considerably the possible loan expansion. 

During the 1957-1958 downturn in the business cycle, banks were 

not faced with a need for liquidity due to deposit losses such as 

those which occurred during recessions in ~½e past. On the contrary, 

total deposits increased by $12 billion during the recession, with the 
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incr ""Se bing plit almo t equal between time and demand deposits. 

Th re so - why deposits did not decrease during t e recession c b 

en from Figure l. Banks di , not n ed to contract their loans ou.t

st nding during thi r ee sion, and in fact .fo d outlets for almost 2 

billio · in additional loans. At the same tine, the high l vi 1 of 

intare t rates at th eyclical 0 ak furnish d opportunitie to buy 

additional inv stmen.ts and take advanta e o th capital s er ated 

by the ubsequ nt sh rp drop in r rt · s. he eomb ned influence of 

the e1 two factors allowed bank depo its t · incra se ubsta.ntially dur• 

ing the reces ion. 

Approximately 1.2 billion or re•erves were obtained by member 

banks through borro · n at the• Federal R s rv ( see Figure 3) ~ as free 

reserv, bout 4 .75 illion to •.45 b lion. It can be 

seen that m mbe·r ban borrowing was quit sensitive to the di.f rential 

b tween the bill r ta · nd th discount rate. From the recession trough 

until th fourth quarter of 19$5, during which time the · f£er ntial 

was narrowing,, member banks borrowed ubstantially, s borrowin became 

le exp nsive :meth d of obta.ini r s ... rve. than ormer y-, compared 

to t e lt rna.tive f selling secur1.ti • From this peri unt l t e 

fourth quarter o! 19~6• when the di£! rential incre sing., borrow

in beoam relatively more e pensive• and the volume of borrowing de• 

clinad so hat . Durin the brief p riod near the e d £ t e xpans · on 

when t .e bill rate :mpor rily roe bove th . discount rute, borrowing 

increased once more. 
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Fig .. 3. Interest Rates, Member Bank Borrowings from the Federal 
Reserve and Member Bank Free . Reserves 

Sources: Federal Reserve Bulletin and Call Rep~rts of. Member Banks . 
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Hilton 1 ie an · his criticism of disco t policy as . an o 

credit control.1 :1.efly, the c i _cism i that, in orde to maintain 

a con tant gr c dit rest int, i count <;l.'iea ru: • be contin-

ual y chang d, since it is the r lation of the disco t r ate to market 

r s which iniluences the 1.ncent1 e t is ount, and not t e ab olute 

lev. 1 isco n rate. As mar t t · s approach the discount 

rat , it beco, e · n. re dv n · geous fo · b n to obtain run for credit 

xpan ion throu h orrowin ", s nee th dis dva.nt .g in cost become 

l est!!, 1d '" e, ank~ can in tl ir holdin of short-

t oo trl.t · e I i ing them n adv nt e in U uidity. 2 A iven leve·1 

ot t he d scount rte i £ore not uni correlat d with a gi en 

e ree o r traint • unl e happen to main c c:::tant . 

hu , du.rin th period fro 1955 to the C"i clical tu.rrdn po.:.nt in 

1957, "h di court r te wa r i ed a total of l • 3/4 r cent n ix 

st s e nc .nti e to orro s e -

dently q te small , since the le l .f ngs did not nuctuate 

. ore th n ·20·0 m..Ulion in e th r dir ction from the l vel that existed 

at the be inning of 1956. 

That t he Federal Reserve a in act trying tq int · a 

constant degree o! r straint hil discount rates re bein teadily 

_raisod is s hown rr;- t h ir pol icy dir ctives, 1 · ch did not cha.n e 

1Friedroan• OE• c~t., PP• 281-282. 

2oppo ing tis tendency to mak unlimited liquidity ad ustments 
y o · · s t e o · i 1 pol cy o d · co, gin borro m for 

pose other than eeting temporary needs. 



substant. lly during this period. The Open Market Committee stated 

several tines during the p riod that increase in the discount rate 

were emg made primarily or the purpose of br~ ging it into align• 

ment w·th mar t rates., and not to ere se re traint .1 

The in ource of fund which banks tiliz d for credit creation 

during the 1954•1957 xpan ion was from th al of u. S. Government se 

curities. s i l sho , m :mber banks reduo d their total investments 

ly ll billion. Th entire decrease in. investments was ax:• 

counted tor by reductions in holdin of g vernment securities, since me ... 

ber nks incr a.sed heir holding of other eourities during this period. 

For a eon·idera 1 part o! t expansion, b e ere able to realize ca.pi• 

tal gains on their securi t es holding • s · ee int re t ra did not regain 

the ·r previous cyclical pe until about th s cond quarter 0£ 1956. 

e p ttern of b liquidity over the business cycle is shown 

in Figure 4 It - ~ll b rec lled from Chapter II tha.t the loan/deposit 

ratio is a aa e o! t he amount of liq. .. di ty 'used upu 1n making loans t 

and that it indicate th pro rt on of deposit w ·oh would be with• 

drawn and paid 0££ by the banking sy te.m by converting assets other than 

loans to cash. Since use oft s ratio regar s all bank assets other 

than loans as available .f,o,r meting deposit losse ,, it is only appro• 

priate in a longer-run sen e1 due to the faot that a lon er p riod of 

tinw may be necessary to llqitidate some classes of bank assets, such a 

longer.term s ouritie • 

----------
1 oard of vernor of th 

Re;gort, 1957• P• 17, 1958• P• 50. 
de:ral · erve System., Annual 
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Fig. 4. Member Bank Liquidity Ratios. 

Sources: Compiled from data in the Federal R~serve Bulletin and Call 
Reperts of Member Banks and the Treasury Bulletin. 



The loan/deposit ratio rose almost sooadily throu~out the 

expansion phas ; except for a s1ight drop in t he fourth quarter of 

1956. Thia indicat s that banks re willing to accomodat a sub-

tantial increa. e in loan demands relativ - to t hei:r depo its in this 

partieul r business cycl 1 .and that the proportion ot 49 per cent 

reached at the l9S7 peak as probably not re rded as a "ceiling11 for 

safe loan expansion by bankers.. T~..is . in turn implies the a.eee.pta.nce 

of a steady loss a£ liquidity. Th . loss of liquidity was not without 

oompensation, ho-w--ever, .for bank r te·s on short-tam business loans i.n• 

creased from 3.56 per cent at t reaes ion trough to 4. 83 per cent 

at the expanion peak.1 

Although banks were Willing to sh:trt an increasing proport · on 

of the assets to loans • in th1 pe iod; they w re evidently un-

mlling to meet a constant proportion 0£ the demands de on them. 

Fol' exanpl , during the first four quarters after the reces -ion trough, 

bank l oan_s to business s amounted to an e:,r ra 0£ 16 per cent of busi

ness -plant a.nd -quipment exp nditures, but for the last £our quar ters 

before- the yclioal pe k1 t ey aver god only 8 per oent2 of such e.»

pend· tures,. lthough th nterest rat different ~ l of business loans 

ove the corporate A-ab nd rat increa ed slightly, rom o.SB per cent 

l1i"'e eral Reserve Bw:.letin. The rates cited are quarterly 
a.verag s a ~ :9 impo:rta cities . 

2F da~ 1 Re erv · Bulletin and _Call _Reports of ~ mbe~ B~s. 
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to O .69 p r oent.1 Addi t · onal evidence th.at co rcial. b nk w · re 

engaging 4 rat. 01 ~·· C r • t durin ; e l t r sta. S O the xpansion 

is furnish d y a urv y ma by h socia.tion in 

lies· dic~ted that 80 per cen o all c mm ha 

s ot tricter credit 

r vi l , ore con idera.tio o ~ past r la tion v. · th pli ant , comp 

sat b lance req ts. an short r tur t o• h er ·t 

t· ght in oone ntr t d mainly a ·· 

1 state 1oa n 

liqui . as et / po its r tio · 

o s a f c ed most, 

,ortga es.2 

mber 

b s tarted t recession trou h d t h ldin o liq d ssats 

f depo i.t • Thi represent d a. highly liquid 

osition, ince it oul seem hig ly unlike y t t depo it los es or 

loan de . nds co d .. ount to 23 per ce t of d posits i th s ort run. 

A stron oan demand re met 

ow r, m.e1ro.oeir bank llo d their short-ter assets to d alin rather 

declin in liqUJ.. · ty. fter this · _ • t av-p · rs that b a had 

1 
Fi deral Reser~ Bulletin •. 

2 • Sh A ,. trr,ronetary Restrain and 
(septemher, 19$7), pp. 69 .... 71. 
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reached a lower limi o de ire ort-run liqm.dity, becaus · fro 

thi oint .on1 li uid :y- incr s d ,ra ua ly d ing the rest of the 

·expansion. 

Durin t e first three quarters, hen th ratio wa declining, 

loan were bein , incr a~ed r · dly, and d ponit were also increasing. 

The incre se in d osits y its lf would tend to lower the liquia. 

a et /deposits ratio,. bu s l o wou.: d t e i ere s in lo s, f 

ort-t 

Thi i 

that the 

curiti 

eou.ritie e being so to obta: n the nece sary run s. 

ly- .c pt d reaction, si ce ·tis u 11 

r.y ource o funds £ r a i.llg l ans is the short-term 

ortfoli. The rea on, of course, is that ther alway 

exi ts a ready m r' t £or hort-term ecuritie , and even tho h their 

yield y fluctuate widely, their pnce stays fairly stable, due to 

the hort · me to rnatu.ri y, The ban can therefore al.ways be ssured 

of ob taW e f ds by selling th se sec rities l-.-1. th li tt e chance of 

era ital loss. A b k mich did this wou.1 be, in effi ct, accepting 

lo r iquid · ty in return for higher income. This b havior has een 

ointed out a 

str·cti 

m n whereby banks can · .,cape t 

olicy.1 

e a.dual iner se in short-run liqui · 

ff ct.a of r -

dur· . t e remainder 

of t he cycle, howev r 1 contrary to the gen rally · coepted behavior. 

Since deposits were ere ing t hroughout ti p riod (se igu.re 2), 

the inor ase in short-run liquidi ~ ans that holdings of liqu.:i.d assets 

s of Monetary Policy, tt 
P• 595,596. 
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rere lso be n · nd at a fast r r te th depo i-c • Loans 

ere b .... ing increased t the sam time ! ter than po it so this 

e uld only rte t .t ldin s of lon te 

d c d in order to meet lo n ma.nd • That thi 

_. shol-m by Fi ure $. This c rt o s chang 

, re eing re

in f. ct t .e ca .... e 

n cu.ritie hol in 

not strictly comp , a l i th 

reviou dat pr ented1 hie were for nemb. r bank nly. ata for 

l comm re· 1 bank us d n this c e, becau si ·1 dat, 

for :mb r an only v1 r not :va · abl • a ..... a -on• 

abl ssumpt·o that mb r ban behavior wa ro hly coD able to 

that for 1l commercial 

hov that I pre · ou t · on d, banks r duced 

their hold' 0£ hort-t rm ecuri ti s1 du.ring th £ · . t thre q rters 

o xpan ion to ob · .... LLL ............ for malt. , loans. Durin t he rest o t e 

xpansion, ho 1 ver, h ldi s o · c ng ·th on ye r 

re o b 

to five ye 

ce inc a ed. sec tu.ring i t in one 

increas d durin the f" st thre qu rters 01101 ·ng t: 

1954 ces ion tough, and re on b la ee ess nti ly n utral or the 

:r st of the e;q> nsio i ~th ncre .se appro · tely offs tting reduc .. 

tions. 

Th lar tr d otion in ouriti s holdings y e ee to 

haVi occurred in th f · v to-ten-year ma tur ty cl s • After incr asin 

fort o qu r rs, ch.an es in hol ~n of ti s securiti s were d cid dly 

1 hould be re mber d that's ort termtt seouriti sin the 
d it r io r o ities turing · t · e year . 
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Fig. 5. Changes in Holdings of U.S. Government Securities, 
All Commercial Banks. 

($Billions) 

Source: Treasury Bulletin. 
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negati,r until th follo1 in c cl cal pe k. oldin s of s c rit.: s 

maturing in ov r ten ye s d d not c g · ignificantly du.ring the 

cours 01 the xpa sion, except for r uction of about one billion 

doll rs in th last uarter. 

urit g ... tih 1957•1958 cession., he large .! change in securitie 

oldin s lCe a ~ ceurred n he five-to- ten-year cla • Total 

oldings · n th one- ar and over-ten-year maturity el.a aes r 

s e tially unchanged• and a slight net red ction occurred in th ne-

. to. f'ivi ,-year cl s . Cha e in t e v "i maturity el ses rt 

of t_e b ine s cycl 

3. an e ins 
for l ia b 

io s) 

Phase 

1 xpa.ns·on 

vontr ction 

Sou.re: Tr a ury Bulletin. 

ov ien s c ities 

Un er on y ar 
l t 5 years 
5 to 10 ye r 
0V 10 y ar . 

Under one -ye . 
1 to 5 ye r 
5 to 10 y 

ve 1 ye 

t Change 

•3.9 
5.1 

... 7.8 
-2.4 
o.o 

-1.6 
B.o 
o.s 

n<=~~.-....,,.- with tl e inc ua.se in loans w ·ch occurre roughout 

the in s C:J le I h changes · 1. hol n of rio classes of 

ecw.~1ti just de cribed 1 o a. sh re uction 1n short-run 



59 

liq · idi ty d rit g ti first e quarter o·. xpa.nsion, and a gr ual 

incr~a e from then until the u sequent cyclical pea was reached. 

ncr se in other type. of liqu.i ass ts, uch as vault cash.t balances 

with do -"'tic banks, and loans to ban s, bt-o .. rs a11d dealers., togeth r 

With a reduction in indeb:t -dness to t e Federal R oer· , wer uffi ... 

oi ·· nt to cau e f ther slight inor. as in short-run liq di ty urlng 

t1e 1957•195 recs ion• v n though depo its incr a ed sharp 

th's period.-

It pointe out lier that bank b ha :or i..-r1 e andi g 

loan through re uctioas in olding of lon -.term securitie eemed t o 

be contrary to · at i ordi arily considered to be norzrJB.l b havior • 

.An e:xpla.nation of this seendngly irr tio betavior ha been suggested 

by · uekett, who appro 0 che the . ro l m by considering lonfl'-.run c ~1-

pa.red to short-run pro.fit meJd.miza.tion on the pa.rt of eomm reial an---s . 

According t a.r ument, th id a that bank obtain d tional re-

rve to incre se loan by lling bills ra · er than longer- rm 

bonds uring perio of tight 10ney ass~s that banks are inter st d 

mainly in m · irnidng hort.-run profits. Ho1rever, profits and liquidit y· 

ar conf'lieting short-run go l • as was ointed out earli r in Chapter 

II. I.fa bank ·ub titute loans, hich are the lea t liquid earning 

assets t for bill..,, which a • the most liquid a sets, i ta liquid! ty 

po ition ha suffered the laXimum decline, but if it a Us bonds , th 

decrease in it liquidity po 1tion i lessened. Luckett i) els that th 

udley o. Luckett, "Compensatory Oyelieal Bank As et Adjust. 
me_ ts,' !he Journal of Fi.11a.nee, X I {March, 1962), ... Su · • 
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des· re to avoid capital losse is pro ably e er than the de ire to-

maintain liquidity, beca the capital loss ean be made up by oharg-

ing higher rate on loan , and also b cams of' tax options whieh tend 

to reduce t he :reluctance to incur c pi tal los .e · • The desire for 

liquidity is given overr ding importance becau 

•• • The lon0 •run pro.ti · billty of a bank depends on the 
tnaintenanoe of good. custoner· relations, a.nd a ban may 
consequently b more willing to tolel:'a te a on•roa.ximiza.• 
ti.on of its short-run prof t · than a d elin in its short
run liquidity position.l 

o:me1 hat t.l1 sane argument has been ad.vanced by other writers, 

but usually n t xplicitly. For examplei Lyon stat t 

If, a t h r ult ot a ·1zable loan portfolio., the ri -k 
ratio of a. auk is such e.s to precl .e the se t risk 
investment in the. seeuriti a portfolio, it seems logical 
to asu.rne that whatever remains ·n the government posi• 
tion atter the secondary reserve requirement i.e. 1 
liquid s ts to mee cas a.ins h s been met should be 
employed ·n the inve tment reserve, with little if ny 
use bein~ n-ade of longer m.turities.2 

He therefore eems to itiiply the same ide that Luckett states; 

that the choice should be bet en the two illiqUid assets, l s and 

longer•te sec rities , with oldings of liq· sh~t-terrn assets left 

undisturbed. 

The question o! which a ·· sets are sold to obtain addi·bional re

serves therefore de ends on th relative str n ths o th desire or 

1 · uidi ty a."'ld the desire to avoid c ?ital 1 ss s. The str ngth of the 

1Ibid., P• ~7 • -
2Roger A. I.yon, Inve tment Portfolio Management in the Commer• 

cial Bank (Ne .· BrunsWiok, Mew Jersey, · ffu£g is Un!varsiiiy Press~ ' 196ol, 
P• 1.37. . 
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i:r · giv n importanc b ff nt rrit r • 

mith . ve k.1. 

hr a• b use · ting 

t the 

lo g•t rm ec ity, t e inte st at rontial 

c ity an a lo of al -. ur ty mu t inc ased by 

ly mall a ount. As e, or· t -n~, _at t 

urity ri es fro ~.5 per et to 3 er cent, and 

ris i.ff rential bet een governm nt eourity and 

pri te loan ·s . 2S per cent. _ nth no · 1 yield for n .... w invest-

C nt. e interest rate 

on riv :t ... . o· c pens the hold r o~ ~overnment 

s curl.ti 1 s involve in -1 tchin from vernments 

to privat l ,. ns o·-:'t 

l 
5 

lO 
20 
3 
erp t ty 

1 iy 

t the holde for the c i loss 

3. 2Sl 
3.259 
.3.265 
3.278 
3. 287 
3 • .300 

, then~ y e suf cdent to 

;fr swi tc ling, 

w lie ten "s to cae ome doubt · t e stre th of th lock•in ff ct in 

d rri g b sf t ouriti int pri t 

lo ns . 

Smi , o~. cit. , • 591. 
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An opposite eonelusion t,ras .r- ache by Samuel Chase as a re• 

sult of am e irica.l study of the behavior of bank in th Tenth Fed , 

eral Reserve • ist ict. st rting from the pre:m:ise th t fea ures in 

the tax l.aws relating to eapi tal losses reali~ed by an.ks on sales of 

securities co.n n.a.ke liquidation o..i. aec 1-.. ies · t a lotr attractive, 

especially] hen high r •yieldin loans are availabl I h argue that 

bank . mi h e tabli h ch loss s for tax purpose . re not locked in." 

From ·· a.ta submitted by Tenth District banks .for 195'J• when loan dew.ands 

ere et 

tao1· 

conclu ed that the .1rajori ty of bank · ere r ·luct t to 

o . sec ·tie , an that the look- in r ct was Cil,n im• 

perte. t, influ."enee on the willingnes · of banks te sell securities in 

order to xtend a dit·· al loan cred."t.1 

his study of bank liquidity policy• Luckett arrived at the 

same co clusion th t was presented . arlier ·n this chapter, that funds 

tor expanding loans catne ma.inly from reductions in holding h! longer

term issue · • and holdings of short•term is"3' es we.re 'l 1cr ased, result• 

in :Ln • ·creased short• :run liquidity while long-run liquidity s 

nteasured by the loan/ depo it ratio was decrea ing. To moderate the 

influence_ of abrupt shift in liquidity ratios due ta large block of 

securities in one maturity class moving into the next short r cl.ass, 

he used a six• onth moving average of bank securities holding. ~ s 

as done b ca: se it 1aa.s r oognized that ch ges in liquidity ratio 

1samuel · B. Obase, Jr. ,, "The Look-In Ef'fe.ctr Bank Reactions 
to Se u:r t · tos.sei.>, n onthly Review, F deral Reserve .. nk of Kansas 
City June, .1960, pp. 11-13, Io.· 
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may be due to actual purcha e or sales 0£ s curiti s_, an also may 

be du to group of se u.rities mo · ro on na turi ty al.ass to 

o he with the pa. ge of t • Purchas o sa es or cou.r, e r -

•lect eonacious actions on the part o banks, ut th econd type o! 

ch , that due t iaturitiea short nin with time, may be , in a 

S$ , invo unt ry. The six-month movin average was u ed by Luckett 

b c us h £ lt th his was a. r ona.ble l th o! time for bank 

to replace shortened )aturities i£ they wished., and the results 11ould 

thl re . -re be india ti v of t he liquidity ohanQ s which were ct lly 

de ired by anks •1 

o.t de ired chang s would be to oompu.t 

the q r 

and com· e tle sult in turit c sses . . ·s s done, _th he 

results shown n igure 6.,. h ch es rep sent actual purchase and 

sales 1or e ch aturit e a.s , and ec ity issues moving into 

di erent maturity cla ae .. with the pa sage of t."me , ith one xoeption. 

Maturing issues were includ d as ales o _ securit ie· .maturing in less 

than ne year. done becaus it ia felt that bank eould, if 

th y shed, reinv t the proceed from rsturing is ues in other short.., 

term see rities1 and that a.hang art ing fr-om this source would here

fore repr.esent desired changes . 

CoI!i)uted in i _ manner, changes in holdings of seeur t1es show 

a soma hat. different pa ttef'n than do tota.l changes . The outstanding 
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Fig. 6. Purchases or Sales of U.S. Government Securities 
by all Commercial Banks. 
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Source: Compiled from data in the Treasury Bulletin. 
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di.ffer nces are in the und r-on - ar an t _ ~ive-to-ten-year classes. 

Fairly lar e net \./!ales occurred 1n the under one- year class durin the 

perio wh n tot holdings 0£ the securities w re incr asing, · di-

es.ting that t inere se · total hold..i..n d to securities moving 

nto this cl ,s from t e one•t · r ve .year elas • rly., the large 

duction in holding of ouriti in th f ve• t ten-year cla wa 

accounted for by seeur ties moving ou~ oft ·s cl s nto th one-to

£1 ve-year cl , sine a.ctu purch.as ~ or ales after the first two 

quarterc o,.. conomic exP3,n ion we i significant • 

ur:ing t rec on of 1957•195 1 fairly · zabl ales o! 

short- term curiti s cont· u d., although the feat of ecurities 

m vin d ct • nto this cl s from t e on - t . five- year cla.s was suffi-

cient ly larg to keep toval holdings ppro:xim.ately constant. Pur

chases during this riod w re confined a o t ent - ly to issu 

:ranging in maturity from on to ten years. Th • J.y l e pu:ro s 

f th se maturities a.pp~ r to hav e n an ·t tempt on the part of 

banks to replenish holdings of longer terms to level roughly compar• 

able to those Which prevailed durin - the p vio reces io , po sibly 

in the JtPectation o once ore allowi.n the turi y of their oldings 

to horten in the next period of recovery and lo n expan.sion. Th net 

purcha. es by maturity cl-a es for the t o main ph .e of the sines 

oycle u ized in T bl 4 ( compare ,nth mable 3) • 
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ABLE 4. et purchas of Unit d tates Governmen ecuritie 'y al.1 
co rcial banks, 1954-1958. 

( ill ons) 

Cycle Ph s 

Expa.ns on 

ontraction 

Un er o 
l t 5 
5 t 10 
v r lO 

Un e o r 
l to 5 y 
5 to lO ~ar 
O r O years 

Source, Computed om d ta in t T a ury Bulletin. 

- hea _ :r s lt a dt . th sual 

ban por 0110 arr em n , inc it s µ1r t t at ank 

ation 

d not 

n g ge-.soal 

in ord r to expan t ir lo port 1 o . 

capital losses 

, t y ll d th 

whole atur ty struct r o t eir ecur·t1 s po:r folio to horten• and 

ob ined funds for loan xpans · on from the short nd of eir port 

ollos , through t prooeed of turin~ i sues. 

However, t lin o that ba s 

ould rat o ly u.bstitut loans £or long• te m securiti s , t·11 seems 

valid. The re son is that, du.ring t i per· od , banks willingly allowed 

th maturiti s of their portfolio to sho ten, and in effect t ey s 1b• 

titu.ted one type of illiquid asset (loans) tor another (long- te 

eurit } • If t hey had desi.red to maintain a certain level of hol d--

of lo g•te ecuri t ·es , th . y presumably could have done so. This 
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reac ion by banks du.ring this period ppears to hav been entirely 

rat1 anal, . ince in thi manner they re able to maintain their sho · 

run l uidity positions while eting mere sad loan eman , and at 

the same time,. they avoid d the capital lo, se that 1· ould have been 

incurred by market sale o longer.term. sec'IJ.rities at reduc d prices• 

From t evid ne presented in this ehapter, it ppears that 

the liquid assets/d posit ratio of 14 per cent which was reached 

early in the economic recovery wa regarded by bankers aa a lower 

limit to ohort-run liquidity, ina for th · rest of th expansio , the 

maturity len o th ir securities port£ lio W'. llo ed to shorten, 

causing th short.-run liq · ditr ratio to move upward. It therefo~ 
. . .. -. , '-' 

pp ara th t ~~ we reluctant to substitute ineo or 11 uidity 

past a certa· point,. an when th t oint was reached, further p rt

folio a.rra ment took the form of shifting bet e~n two type of rela• 

tively hi h•yi. ldin , illiquid aasets1 namely loans and long r•term 

ecurities. 



CHAPIER IV 

TY EHA I R Y LA K DUR! G 

THE 1954-1958 BUSI mss CYCLE 

ilitz of tructural Chan_e 

I the · st chapte, the liq· ity ehavior of the ba ing 

ys a a hole during the 1954-1958 busine cycle was examined~ 

an it was co cl ded that b in gener 1 t nded to bull up h ir 

shor run 1 qui "ty l . ""'run l1qu · .. · ty decl ed. s was x-

s b avioral ph no ased on the hypo hesis hat banks 

....... ..i....lJ•r.. to sacri ice · t out litnit 1 quidity needed £or short-

lds, 

·lli ui ity y consci 

· stead eacted to the 

~ ....... ........ v ... the maturity o.f 

r onn~'tV>"l rtf olio t · th t th y ere 

t b th t t e pattern rea W7 lo >';> • An 

of liq · · ty c ang s s d e to structu~ 

po ·t 

o nt 

post 

. ts . Sp e· ·cal Y, d po it 

at o, 

ds to 

b 

1 ad o ah" 

typ·c ly devo 

ry liq d s t h i. o c . ty 

eing xpanded in rel 

of de

to 

r 1 quid sets/de-

ince, at the 

syst si t 1 n/d po~it r tio, thi type 
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o hii't could account in large part for the results noted in the last 

chapter. Another type of structural shi t hich co · d eA'"Plain the 

combination o · er- sing short- run and deere sing long-.run liqmdity 

i a shift from tim deposits into demand deposits, since de _- d de-

posits are ordinarily oon ·dere to more volatile and require largor 

holdin o l quid sets as a preo utionary m.ea ·ure against eposl.t 

losses. 

In Ulis chapter, the possibility- of structural changes. of the 

types j st men ~ oned will be · aca :ed t r the ~riod under oonsidera• 

ion, to see ~£ they could account for e li uidi ty eh vior · scussed 

__ the pr viou chap er, To t · s end., t/ e a re te dat of the pre• 

vious chapter will b broken down according to elas · of ank, so tbs. t 

any tru _ tu.ral -_ bifts whi-ch y have occurre raay be det ct d. Liquid ... 

ity ratio or t .he- ~ .ferent cla ses wil so be presented, and 

· _ erenc s in liquidity policy mong class . o:£ ban.ks · 11 he brie ly 

di~cussed. 

The Intluene of ~tructura}. ,C~g~s Durin~ 

the 1954-:19$8 
1 

__ iness C.u?le 

Deposits £or each olas of bank during the 1954•1958 busine s 

cycle are shO"Wn in Figur Tb. It cm be een that deposits t Central. 

Reset-ve City banlcs ?'emained eaaentiall7 unchanged tlwoughout the. bus1.• 

ness expansion, except tor s~asonal move,oonts . Deposits at Reserve 

Ci.ty and Country be.nks , on the othe:r hand,. increased. by 9. 2 p r cent 

and l.3 • .3 per oent1 respectively. This differential depo it growth 
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might by itself ch e short-run liquidity, ince dif~ rent classes 

0£ banks t nd to hold diff rent proportions f liquid asst. 

Th chan in hort-run liquidity due to this type o dif .... er• 

ntial deposit growth would not b th same as that not in th pre• 

vious chapter, ho ver. It 11 be r c 1 d that the abnormal behavior 

was the :increase in short run liquidity whi star dafter t hee n~ 

sion had been in prog for thr e quar r, and continued til the 

expansion peak. At the tro h in short•run llquidi ty three arters 

fter th x:p s·on had otarted1 th ratio for Central Re erve City 

and Count bank were equal a about 16. 2 per cent, and th r tio for 

Reserve City ban a ll.4 per c nt. If it i assumed tor t he mo:nient 

at ach class of bank 1nainta1ned the s proportion of liquid assets 

for t e t o£ the expansion th change in the aggreg te liquidity 

ratio due olely to the differential de o i growth aan b computed. 

S:ince d posits at the e_ nsion peak were .34 • .3 bill1.on, 63.0 billion, 

and ·64.o billion for entral Reserv Ci Y# Reserve City and Country 

banks, re~pecti ly., th ag gate liquidity ratio that ou1 h re-

ted t this point if individual rati had remained constant would 

Since 

a gat· ati w • ch act eye ic 1 p 

8 pr nt, i c s hort-r 

ch oocurre e nnot b xpl · d b,,t di er nt·ai de o ·t wth among 

· g class b s . 

oth type o struct t t i one, th of d mand 
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d po it increasing relative to time deposits., Jso doe not 0££ ran 

Jtplanation of the change hieh w r-e ob exwd 1n th short-run 

liquidity r tio. In order £or such a shift e 1.> een demand and time 

de·posi ts to account for an inereae in the short-run llqu · dity ratio~ 

demand deposits woul have to increase relative to t· d osits, be ... 

cause o t e highe liq · dity r quiremen f r emrui deposits . How

ever, · Fignre 2 in Ch pter III shOlffl, th diffe:renti l rowth was 1n 

tavor of time deposits. The growth in time de: oaits tor the expansion 

pha. a ounted to 17 .o per cent,, compared to a me:v 3.l per e nt .for 

ciemand de osi t . • 

The • (e1.ght or the evidence regarding liquidity ehan s during 

the 1954-1958 busin · s cycle therefore seems to r v-or the behavioral 

oxplan t on ~esentad in Chapter III. Movement in the ggrega.te ratio, 

however, are rnore meaningful wh n broken dom 1nto co1 onents according 

to the different classes of banks. In the next seot"on• the behavioral 

at rns of t = di££erent el a e · will be discuss d bri fly. 

i ·. 7a show · that the loan behavior of $11 thre classes o:f 

bSJlks s r:y imilar• with loam increasing at fairly unilorm r te 

throu hout the econo · e xpe.nsion_. This re : wd in inorea ing loan/de• 

posit ra tio.s , with all three coropo ent s Oli g t ' e run eneral 

pattern a. the ag ega.te loon/deposit ratio pointed out n Chapter III. 

'?he only significant dif.fi renee in behavior oecurr d t C ntral Re• 

serve Cit b ks , .ah re the loan/dep sit ratio increa. ed considerably 



73 

more than at the other two ela ses. This gre~ter increase was due 

ma1nly to the lack of deposit growth at Central Re·serve City banks. 

When sh rt .. run liquidity ratios are computed tor the ind:lvi-

dual cla.sses of banks , as in Figure 8, 1 tlte ease £or· the behavioral 

e~la.na tion esented in Chapter Ill is strengthen.ed, sine liquidity 

ratios for Reservm City and Oountry ba s behaved · the same· ~ner 

as the aggregate r tio did. Thi implies that th ome hat abnormal 

mo'Vlmlent in the aggregate ratio was due to imi1ar mcvements in the 

ratios of ~s r ... a City ~cl: Country banks,. r "electing presumably oon• 

seiou~ arrangement, of assets,. not merely a structural shift of importance 

in £avor ot these two cla ses of banks:. Central Reserve City banks, 

on the other hand, reacted in what 1s uaua-lly considered to be- a more 

normal manner throughout the busines cycle, in that they allowed their 

short•run liquidity to decrease during the expansion• With only minor 
. . . 

exceptions, and to increase sharply d ing the reo.ession. Due to th 

fact that Central Res rve City banks constitute a relatively small pro• 

portion of the entire bankin system, ho raver, their more nnol-"ml11 ha• 

havior vas not uf ioient to cause the ag egate ratio to move in a 

similar manner., 

That the liquidity ~a.t os 0£ individual cla.s s of banks 

1Data .for holdings of U. S. Government securities .maturing with-
in one year broken down by class of bank were not avail ble for the 
first and third quarters of eaoh yea:J:'1 so these .figures had to be 
estimated in computing short-run liquidity r tios . The error or estima
tion is probably not large, beeaua the total figure was known, and 
these securitie usually re resent less tan ,o per cent o total liquid 
asset holdings. 
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Fig. 8. Liquid Assets/D posits Ratios. by Class ef B nk 

Source: Federal Reserve. Call Reports of Member Banks. 
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refieeted volunta.cy. portf'ol,. o arran eman is shown by Figure 9. Al

thou h data !or holding 0£ United Stt s Governments c , it s matu.r• 

ing vri thin one year ware not avail ble the vail ble da a. still s ow 

that, duri,ng the latter part of th ·· e:xpansio , Re:;Jerve C"ty nd Country 

banks built up their hol ings of short r~oo s curities, a . he s 

time alla· g their holdings of . ectirit r.i in the .r·ve to ten year 

mat ity class to eollne. This in turn was probably ma.in reason 

f .or the nc:rease which ocet\rred in their liquid a$ eta/deposits rati0$ . 

Thi . supports th b ha vi oral exptan tion .. -ich was pre ented earlier, 

since these two classes of banks vere · pg.rently unwilling to susta 

a los of liquidity in favor of inco past · certain point. 

Central lleserve City bankS1 on the othel"' hand, allowed th ir 

boldin"' of horter-t m securitie8 to fall throughout most of the ex

pansion, and although they increased such holdi,ngs near t h end of the 

expansion., the .inoreas · was slight. This was x-en oted 1n a generall 

.falling liquidity ratio th oughout the expansion. It possible that, 

due to their cl.ostm ss to the markets £or em rgeney funds and to the 

:relatively high levi l of .liquidlty- .from which they start, d the expan

sion, Central Reeen City banks war abl to sustain a. fairly stea y 

lo s of liquJ..dity i:n favor 0£ loans throu out the exp · on, without 

eve reaching a level of liquidity , hich th y £elt to be unsafe. 

1"'"-'li'i'-'t,.,,~ .. to this chapter, it h s been sh th t the some-. 

what abnormal. liq1:11-dit7 bQhavior of th banking sys.tam dur· g the 

195}.i-.:19$8 busines cycl as probably not du to $tructural deposit 

shifts ·within the syst m, but was rather due to Re erve ity and ·untry 
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banks adjusting their securities portfolios in such manner that 

the~ liqui~ity ratios moved in the s •me way that the aggregate .ratio 

did. Central Res ·rve City banks pursued a more 0 normaJ.tt poliay- o.f 

portfolio adjustment.. but their importance was not g,.--ea t enough to be 

reflected in the aggregate liquidity ratio• It th . retore appears 

that the behavioral explanation ,preaent&d in. ·Ohapte·r III i a more 

ad quate explanation of the patte of bank liquidity Which prevailed 

du:ring the business oyole under considerati,on than is .furnished by

the poss l?ility of truotur oha. · es. 



CHAP ·. V 

1PtICATIONS FOR !O TARI POLICY 

The reacti on of the bank. g syste to liqu · di ty chang .s dis• 

cussed arl" er in t " the is poi t u akn s in th ability o 

the monet ry authorities ef£eoti · ly to purs 

o cy. 

ed ral deb, 

ea.kn s ari 

h· ch r ul ed, 

rom t 

t lea t urin 

trlctive mo e ry 

st b t1on or the 

he 1954•1956 usine s 

oycle, in 1 r e bloc s of lon r• rm s · g • t0 the 

short r• · d clas v t the paso . of t ~e• A 1 rg 

v lume of int di te tur· ies held y at 

the tat o th oo c recov ry ~n 1954 m ~e into the mo 1 quid 

class be ore the =1~Q..l,-~l.;1· on had run it cour , -Thich built up hort• 

run a · qui · ty w '""01~-,,~1n s re funrl hin £-ands · th 

w.i:lich to eJrpand loans. 

Since the shortenin o · turi ty length 

t· e allowe .tCS to buil up their short ... run 1 · 

til t y 1 ere e ding lo ,. a 

"th th as age of 

·dity t th 

ith the 

c ice o ither s oss o short-run · " ity er rerus· n 

quest for loa • · so., si c matur· g . · shed nd or 

l ex ans· on, nk • w re not £ac d i h the nee ss ·ty o llin 

long- torm ssue I d th y su yc;;l>.oll-'-"""•"'e. loss s, in ord r to 
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both xpand their loans and inta.in t heir short-run liquid ty. In 

oth r ords, th y ere not e sed to the loe - in effect to any t 

extent. Comm.ere· 1 anks were th r fore in the fortunate po ition, 

for them, o being able to gain th high r inootne d pas , ible by the 

e nsion o h r •yielding loans without · ~ ub tantial aerifie o 

liquidity and wit out ignific nt ca.p · ta1 losses. A r , trict ve mone

tary pol· cy must, fiuenc bank 1 · nding havior by £ or mg upon them 

the un.favor bl co equences of eith r· reduc d 1 quidity or aapital 

lose,. but int case, 

str ints to a 1 rge de s a a reakne 

during the business cycl und re sideration. 

cap both 0£ these con

of mo ta.ry policy 

fore co sidering po ible olutions to th problem po ed for 

monetary policy by the above phenomenoni the limitations of this study 

should be point d out. he pericrl studied i only one business ycle , 

eo~ering a relatively short p riod of time., and it t be a tted 

that . resulto o thi study may not be applicable to all cycle • 

m tu.rity di tr·bution of commercial ank securities port olios 

studied her may ha Vi b rt peculiar to th 1954-1958 busine cycl • in 

w • oh case t e re . lts noted in thi study ould not apply in gener 1. 

A more thoro h study cover gall reoe t bu ines cycles ould ha~ 

to b m de or , the e sult could be neraliz d. However, the 

study by Lue tt ind'eates that this typ of bank beha ior w not 

con.tin d to the 1954-1958 busmes cycle lon . Sp ci£iaally~ his data 

ho s · nri.lar beh vior duri the t · ht-mo ey period rom · d- 1958 to 

the end of 19591 wh bank loans incr a ed by 18. 5 billion and t e 
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major portfolio a just et w s made in holdings of s curities . turin 

in over five yea.rs. oldin s o the c s curi tie fell by 7 .5 billion, 

one-to• ive-ye r mat ities rose by ; .o bili- on, and under.-one• ye r 

maturitie fell by about 2.0 billion. 1 

The ability of eommerci 1 banks pa.rti lly to esc p the effect 

of restricti monetary policy by in co 

ments in their securi tie portfolios · ght 

·ty djust• 

overc e e·ther by s.ort-

enin the nederal d bt sub tantially~ orb lengthen it in ueh a 

way that the maturity of large block t -es ould nots orten 

e o h during the course of ·sh extra 

liquidity to the bank . 

presented in its o t ext 

t rnative f 1 th ninn the debt i 

the. Federal debt should consi t entir ~ 
, 

his pro os · , t onl o ec ·v of debt man 

st bil zat o~ th price le l , and t ·s 

£actor in t e eonJ)osi t on o th de t bet1 

C ney and c nsols . 2 In 

•nt olicy wo d e 

m.n 

fully• upporte currency 

and non- supported console.3 When def'la~ionary pressur was desired, 

money wou.1 b conv rted into consols, and 'he vers proc~ss would 

be c · rried out when up ard pr ssure on the r ce lev 1 w a de · red. 

1tuck tt, op. cit., p. 58. 
2He _c. Simons, 'On Debt Policy, " The Journal of Political 

Economy, LII { eptem r, 1944). P• 357. 
. 3 

Ib·d. , P• 358. -
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Sueh a debt policy would confront banks with the ohoice £ either hold

ing eonsols a.nd losing liquidity, or holding money and pas •ing up in• 

eome. It such a. policy were followed, banks would presumably kee 

only uoh non-earning cash balances a.~ we re :required tor expected. 

liquidity needs, and after satia·fying normal credit needs, they would 

prombly invest t.he rest of their funds in con.sols. During an expan .. 

sionary period, as the demand fr credit increased, bank would have to 

liquidate part ot their holdings o:£ con ols to obtain funds tor loan 

expansion, and would be xpo d to the .full foroe o the look•in effect 

arising from inoreasinf!;. interest rat s. Th $xtent of credit e,cpansion 

would then be controlled by the degree ol official support tor eonsols, 

toge.ther with discount policy and reserve requirement adjustments. 

Under this typ of policy,. th n1 the ine11eased efteota.venes of restric• 

tiv: · monetary policy over that hich was fol.10..ted 1n the 19.54-1958 ex

pansion would be gained. through a greater eJ<posure of banks to the 

lock•in tt et.1 

Even it the policy of lengthening the uiaturity of the bank-held 

debt were adopted to prevent bank i'rom mak1:ng compensating liquidity 

¾i.mons would supplement hi debt-;ma.nagement program w1 th 100% 
reserve requ ements or those b s holding t heir funds in cash, 
thereby farcing t,ho e in titutions to derive their income .ffom service 
charges. For banks electing to hold con.sols, he would. recommend 
equity requirezoonts ot 100%, which wo d transform those banks into in• 
vestment. t:rusts. This part of his program., o course, would be unneces
sary in a program of d bt management designed to prevent banks from 
making compensating li·quidity ehan e by convertin the interest-bearing 
Federal debt entirely to eon ols. See l:bid., p • .361. 
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adjustm nt loans too rapi y, such an extreme policy 

that advoc te by im.on would not be necessary. ecuriti ith 

·.t lengt ... ov; r, aay, ten y rs ar not n ma.Uy r rded as 

d al o l~quidit or eet loan de cause 

t ir pric lik to fall cons dera ly · per od int r 

en f b tu.rlty O t 

ept rea.t r a c rt in · • :en y a.rs for 

exampl , ank wo be bl to xpand loan by selling ho:rt-ter s -

curiti only until thy had r e ed what they re a.rdod lo r 

hort-run liquidi y; th y T o 

their lon •t nns t c pit lo es in ord to 

then be .ore d to 11 

and loan any 

further. T e rnaturi ty of" t e lon -term component oo d b pt longer 

than som lected fi by lling only ecurities o lonu r ma.turi• 

t ·es, nd re fund.in t em s they a pro ached the '"'elected igu:re • 

A policy 0£ lengthenin th Feder. 1 d bt wa f. vor d by t 

Comnu ttee or Economic D velopment in their 195L.. tudy o debt manage• 

ent . The 0 ttee felt th t the bankin system eo d ana with le 

·qui ·ty an l bl ro th out tand.ing vol of ort-1.1 rm 

d .bt, nd t th e s o ... o en mar top ation ould e in-

creased by 1 henin th m turi y of the debt. 1 

Th o j ctive o limit1n the ability of co rci 1 ba.rt..lc to 

make liqui ty ad ustment might o .ibly al be accomplished by 

1The · · ttee of the Co tt or Economic 
lopmen, . { · Ior t Co ·tte or 

Econo · o D ve opmen , ·.. , pp . , 24. 



83 

substanti 1 short ning of the Fed r 1 ebt. If b ks held predo -

nantly hort-terms in the r ecurit·es ortfollo, t ey ould be orced 

to gi'Vi up llquidit t expa d loans, a t. ir ability to expand loans 

would depend on the amount of s 1ort•tenns t y oo d sell and till 

ma.int ·n an ade uat liquidity po ition. 0 ce lo 

pen e o liquid as t ho din s d oe· 

elt vuln ra le to th thr t o t eir s ort-rtm 

·on o tr int on f'urt r lend.in •1 Dat 

for cade · dicat that a ec ar clin . b k•h ,ld long-

term overrun n sec ities might b occu.rr 2 • t s actually 

happe · ~ 

ts· thes s our·ti s. · trou le with th alterna.-

tiv of short, · gt debt, how v r. is that 1£ th re ent ban.~ port• 

fo 1 so t s cur· ties we:r c nvP....rte ent ly to ort-term.s, 

the normal l v 1 o liquidity would be much higher, than it i 

with the pre n structure f th dera.1 t . This would pe ta 

much lar er lo e,cpansion t n is po sible t th pre ent without a 

liqui . ty. 

re uction in b 

. ther ctor which w uld 

hol s of lon -tern u. s. 
proaohi 

o sett 

Governmen r - ·ng v lume o tat and Local verr nt 

ebt, much o 

1tuc tt, op. cit., PP• 61-62. 

21 id•i P• 62. -

issues long-
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term · d ral d .b .s t 

typ described previously. 

asia for bank liq · · ty djustments of the 

., rlous type of ebt 

is hown ble 5 b lo • 

TA LE 5. Growth of St t . and Local debt compared to 
and lo •term u. s. rnment secur"tie • 

( llions) 

·; 
• Government o~!ties 

Year 5•10 Yeas over lO Years 

1951 3.2 1.5 o.o 
1952 4.1 13.9 4.9 
1953 5.6 ..,14 •. 5 .. 5.7 
19$4 1.0 26.0 21. 6 
1955 6.o -16.0 7. 
1956 5.4 -2.2 0 
1957 7.2 -6. 7 - .8 
1958 7.8 7.4 
19.59 7.9 4.9 
1960 7. !5 -h.9 

Total 
hanre 61.1 9.4 1, • ' 

Sou.re s:, fa der. l erve Bulletin and reasucy 

data Ta le 6 elow ind ca.tat at St te and Loo 1 is ues 

h ve faot beoome an ·incre singly im or t part of commercial b nk 

ecuri a ortf oli s 

portanoe. 

lon - term F der l 1 sues ave d clin d il 
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TABLE 6. tate .nd toe l ~overnment debt in commercial bank 
s_ecurities portfolios. 

Year 

1951 
19.,2 
19 .3 
19.54 
19$5 
1956 
1957 
1958 
1959 
1960 

( Billion ) 

ta d Local 
Debt Held by 

Coi rcial 

9.0 
10.0 
l . 6 
12 .4 12., 
12 7 
13.7 
16.3 
16.8 
17.3 

tal Commer i l 
ecurities 

Hol · gs 

Ratio, St te and 
Loe l Isoues to 
Total sec iti 
Holdings (per cent) 

12.2 
13.1 
13.8 
lh.7 
16.1 
11.1 
18.2 
18.9 

.3 
21.4 

Source: Federal posit Insuranc Corporation, Annual eports. Data 
arv fo comm.ere al b ks insur d · th the FDIC I hi a count 
£or over 98 per c nt of commercial ban posits. 

It s been oint d out th t t e ef . ctiven of ,onetar-

pol cy in P- v ting banks £ran carrying out compens tin liquidity 

adj~tment mi ht po sibly incre s d y either lengthen· g or shot-

e g t e ederal d ht. On th on hand_. le th nin t de t l ould 

rely on the th t of eapi l loss as a re traint on lending; o the 

other hand, a · hortening of the bt would rely on chan es in t short-

run liquidity of banks. Ith s b n n ion d that al 0 

horte · t e de t t be of et by the and 

Local d bt li ible or incl us ion j n b port!olios . Lea : · t is 

con - ration sid fo:r th ch i c et een the t o al terna.-

tives rests n everal factors concernin t e rel· tive advantages of 
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long and short de t.1 If larger unts o lon •t rm debt are is u.ed, 

the deral debt come a stron r infl nee on th lon -tam inter-

st rat . This would have countercyclic 1 in t 0 ·rst,. 

the ater fluctuat ons in i nterest r te , ould tend to re tric 

priv. t inve tent durin pro rity an noour e it durin rece sion, 

l of an to 1 nd ould be influenc d by 

rket v lue of thei securiti ortfolio . 

An r d ant of l •t d bt . tit would void t e necessity 

f nt r fundi s . 

ong the dis dvantage o i s1 more long•te debt is that 

the increas d demand in the rket or long- term funds might ore 

private borro rs ·nto short- term borrowin , and ould th reby tend to 

incre th dan er o fore d liqui t·on of privat 

ce io • Also h avier liance on long-ter debt 

0 t nd po ible 

bt dur ng r -

· volv 

tie o hihrin 

mark t i ues I esp _.c lly d urin perio o prosp ri ty. 

o . lo •t rm F d r l ebt po s th st on of 

a eater 

tin ef£ et on t h here . 

Short-term deb ould hav the advan of lower int r t 

co ts , and th· maintenance of th p ent llquidi ty truct ure of the 

econ • Since t h ort-t ederal d bt t p s nt pl ys o large 

1'The lati~ advan es of short and long debt re summariz d 
int Re earch and olicy Committe o t h Co:mmit te for Economic 
DeYelopment, op. cit . , p • 16-20. 



87 

a part in the liqmdity of co orations and financial institutions, be-

sides bank , hift ny from the resent strueture migh e diffi-

cult to chieve • 

The ehoiee bet en longer ands ort r Federal debt therefore 

involves a number of £aetors other than the main consideration 0£ 

thi study I s uoh as the f :feet of hig r interest oost a.."ld the de.-

tr. bill ty of eloser control over the long t rm inter st rate• The 

objective 0£ inoraasing the effectiveness 0£ monetar.y policy by pre• 

venting compensating banlt portfolio adjustments in intermediate d 

long-term securities of · e t ype preViously discussed i only one of 

the re1 vant .factor hich should b considered in .formulating a pro

gram of d bt management. It appears that the growing importance of 

State and Local go-ver.nment debt might largely negate th advantages 

on this point of shorter-term. debt, so the we·ght of the evid nc pre• 

sented here would seem to provide addit'"onal ar ment for lngth• 

ening the maturity of th Fed ral d ht. 
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