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INTRODUCTION

Due to the rather unique character of commercial banking as
a business, with a very large proportion of liabilities payable on
demand, the necessity of maintaining an adequate level of liquidity
assumes more importance in banking than in other types of businesses,
The obligation which a bank must be prepared to meet above all else
is that of depositors' claims for withdrawal of their funds whenever
they choose, A bank may temporarily refuse worthwhile requests for
eredit, or fail occasionally to earn a normal return for its stocke
holders and still remain in business with the expectation that the sit-
uation will improve, Bui once it finds itself unable to raise the
funds with which to meet its depositors' claims for payment, it is
liable to face extinetion as a business enterprise,

Since a bank sust maintain a certain level of liquidity for
the normal operation of its business, the size of its holdings of
liquid assets in relation to liabilities can act as an important re=
straint on lending, This suggests that, if an objective of monetary
policy is to influence the rate of loan expansion, the objective
might be accomplished by establishing some measure of control over
bank liquidity.

The basis of bank liquidity at the present time is United

States Government debt held in bank securities portfolios, since



these assets can be liquidated rapidly with more certainty regarding
their probable market price than almost any other type of asset.
Adjustments in holdings of thess securities are therefore the princi-
pal means available to banks of carrying out changes in their
liquidity positions, and the ability of the monetary authorities to
induce or inhibit adjustments in bank securities portfolios becomes
a major component of monetary control,

Since liquidity is such an important consideration to a bank
in deeisions pertaining to the employment of its funds in competing
uses, a study of bank liquidity policy, and the manner in which the
banking system reacts to changes in liquidity during the course of a
typical business cycle, should give some insight into possible means
of control over banking actions.

In this thesis, such a study will be made of the business
cyele which began in late 1954 and ended in early 1958, In the first
part of the study, some differmg concepts of the basis of bank lie
quidity will be reviewed, and some of the more important factors
which can affect bank liquidity will be discussed, In the main part
of the study, the manner in which the banking system carried out
portfolio adjustments during the 195h-i958 business cycle will be
analyzed, and alternative axplanations of bank behavior during this
period will be considered, In the last section, conclusions arising
from this study regarding ways in which monetary policy could be

made more effective will be attempted.



CHAPTER I
CONCEPTS OF LIQUIDITY

Liquidity of Assets

The liquidity of an asset is a somewhat abstract property,
but one on which practically all writers are in agreement; the real
controversy arises as to the specific types of assets which best
furnish liquidity. When applied % an asset, the term liquidity
refers to the extent to which the asset approaches equivalence to
cash, with the degree of liquidity being a subjective estimate on
the part of the holder of the asset of this equivalence to cash,
Liquidity therefore entails both a time and a price dimension. On
the one hand, the degree of liquidity of an asset refers to the
relative ease of effecting a quick exchange of the asset into money,
with the important factor in this facet of liquidity being the period
of time in which the exchange can be effected. The degree of liquide-
ity is inversely related to the time period in which a "reasonable"
price can be realized, that is, the more quickly the asset can be
converted into money, the more liquid it is.l

The other facet of liquidity involves the price dimension,

Loourtney G, Brown, Liquidity and Instability (New Yorks
Columbia University Press, 1940), p.%.



and is measured by the ability to exchange the asset into money at

a specific price, The price term of liquidity refers to the spread
between the low and high price which the holder may expect to receive
for the assel, with a smaller spread associated with greater liquide
itye In other words, the price term refers to the holders' estimate
of the probable dispersion around a mean price, The liquidity of an
asset therefore has nothing to do with the existing price of the
asset, but rather with the prospects for future price fluctuations.l
Even though the price of an asset changes suddenly, its liquidity is
not changed except to the extent that the price change generates ex-
pectations of further fluctuaticne in the future, That this is the
case can be seen by considering a person holding an asset which has
historically had a very stable price, and is therefore thought to be
highly liquid, Let the asset be some foreign currency, say British
pounds, whose price has in the past been extremely stable in terms

of the holder's own currency, say dollars, From past experience,

the holder knows that pounds have fluctuated within a very narrow
price range in terms of dollars, He therefore expects with a high
degree of certainty to be able to exchange his pounds for dollars at
a price within this very narrow range in the future, and his pound
holdings can be said to be highly liquid, Assume now that the British

government devalues the pound, at the same time giving an ironclad

11bid., p. 8.



guarantee that the pound will maintain its new, lower value., If the
holder of pounds believes the assurances that, in the future, the
pound will fluectuate in price within a range no wider than that ex-
perienced in the past, he is clearly as able to expect to obtain some
specified price for his pound holdings in the future as he was in the
past, even though the new price is lower, and the total dollar value
of his pound holdings is now less than it was previously. The liquide
ity of pounds has therefore not been changed by the decrease in price.
It should be noted that the liquidity of an asset is not an
unvarying property, but one that can change over time, Factors which
may operate to change the liquidity of a given asset are changes in
the market for the asset which may make it more or less marketable,
changes in the credit rating of the issuer, and the mere p&saagc of

time, which tends to make an asset more liquid as its maturity date

approaches.l

Liquidity of Banks

Even though changes in the price of an asset do not necessar-
ily influence its liquidity, they do affect the liquidity of the
holder, The reason is that the liquidity of a person or institution
must be measured in relation to the probable need of obtaining cash,

The liquidity of a bank, then, refers to the ability to exchange its

lFederal Reserve Bank of New York, "Recent Developments in
Bank Liquidity," Monthly Review, XLIII (November, 1961), p. 187.
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assets for money fast enough to meet the demands on it for payment,l

and a bani is said to be in a liquid position if it has a high pro-
portion of cash and liquid assets.?
Although the properties possessed by liquid assets are fairly
well agreed upon, the question of which specific assets3 furnish
liquidity, and consequently, which assets an institution should hold
to be considered liquid, has arocused considerable disagreement.,
Probably the oldest theory is the one held by the qualitative or
commercial credit school, which furnished the basis for most banking
theory during the earlier history of banking, and which held that an
asset possesses liquidity according to the purpose and use of the
credit transaction upon which it is based., Later, it was held that
any asset was liquid so long as there existed a ready market for it,
and could therefore be shifted to another holder within a short
period of time at a fairly definite price, Still later, writers of
the quantitative school pointed out that, although a single asset
could indeed be said to be liquid by virtue of being "shiftable," the
total of all assets could not be ligquid in this manner, unless some

luster V. Chandler, The Economics of Money and Banking (New
York: Harper and Brothers, 1918), p. 196,

: 2Gharles R. Whittlesey, Principles and Praciices of Money and
Banking (New York: The Macmillan Company, 1948), pe 150s

3Unlezss otherwise stated, the term "asset" will be used to
indicate an asset in the form of a claim to future repayment, or a
claim to future wealth, as opposed to real assets, such as goods or
real estate.



outside agency stood willing to accept the assets at a specified
price,

The volume of 4literature relating to these various theories,
dating back to the controversy between the currency and banking
schools in England around the middle of the nineteenth century, is
much too large to permit any sort of comprehensive review in this
thesis, However, all the main peints of view are represented by
writings published since 1900, so by way of review, the next section
will attempt to summarize briefly the main ideas of these later
writers, and to outline the development of the position which is

widely accepted, at least in practice, at the present time,

The Qualitative or Commercial-loan Theory

Before the development of central banking and the modern
system of communication between members of the banking system, each
bank was a comparatively isolated unit, with little access to the re-
serves of the whole system. Each bank was therefore almost entirely
responsible for its own liquidity position. A bank faced with larger
claims for deposit withdrawal than it had available reserves to cover
had little opportunity for borrowing reserves to meet the emergency,
and would often have no other recourse than to refuse payment of its
deposit liabilities, with all the unpleasant consequences such action
entailed, Since the prinecipal drain on liquidity arises from large
deposit withdrawals, it was recognized that a commercial bank would
be able to control its liguidity position if it could control its de-
posit liabilities, If it could be ensured that deposit withdrawals



would be regular and would correspond with regular inflows of funds
from repayment of loans, an adequate liquidity position could be
maintained,

It was thought that indirect control over deposit liabilities
could be exercised through proper credit policy in the selection of
the purposes for which loans were granted, This idea gave rise to
the qualitative theory of bank liquidity, according to which bank
credit should be granted only for those transactions involving the
flow of goods through the economic system; specifically those transe
actions invelving goods which are close to final consumption and

a

which are brought into the economic system by necessity,™ Because

of the rapid movement toward consumption, and therefore toward money
convertibility, such goods have a high degree of certainty regarding
prospects for conversion into money, and financing the movement of
such goods was thought to be "self-liquidating," since the sale of
the goods would provide the funds to repay the 1oan.2

Basic to this commercial-loan doctrine is the idea that the
owner of goods possesses an inherent ability to borrow, by virtue of
ownership of goods which represent purchasing power, but that not
all goods are equally capable of entry into the exchange process, or

lAlt.hough this is probably the oldest of the theories of li=

quidity, it has survived until the present time, notably in the writ-
ings of colleagues and students of H, Parker Willis at Columbia
University.

2\rthur Brickner, Liquidity in Commercial Banking (Ph.D.
dissertation, Columbia University, 19503 published on microfilm by

University Microfilms, Ann Arbor, Michigan), pp. 32-33.



in other words, they are not equally liquid, The function of the
commercial banker, then, is merely to recognize the forms of purchas=
ing power which are capable of entering the exchange process within
a short period of time, and to issue a more generally acceptable form
of purchasing power against them by making a definite volume of bank
ceredit in the form of deposits available to the l:oorx'carwer.1 The come
mercial banking system is therefore visualized in the qualitative
theory as a more or less passive element in the economic system; a
sort of bookkeeping system which exists mainly to facilitate the ex-
change of goods between persons,

It should be pointed out in passing that the commercialeloan
theory was generally accepted at the time of creation of the Federal
Reserve System, and was embodied in the Federal Reserve Act of 1913,
when the Federal Reserve banks were empowered to expand member bank
reserves only by means of rediscounting short-term paper representing

"productive" loana.2

The "Shiftability" Theory

The qualitative theory came under attack, starting arocund

1920, by a group of writers who proposed what came to be known as

1ibid., pp. 93-98; H. Parker Willis and George W, Edwards,
Banking and Business (2d ed.; New York: Harper and Brothers, 1925),
Pe »

2John P. Lutz, Commercial Bank Reserves and Theo!
(Ph.D, dissertation, University ol Pennsylvania, ESE; puEiIsEZH on
microfilm by University Microfilms, Ann Arbor, Michigan), p. 3783 H.
Parker Willis, The Theory and Practice of Central Banking (New Yorks:

Harper and Brothers, ))s DPPe L32=135,
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the "shiftability" theory of bank liquidity, It was pointed out by
some of these writers that, in the period of early capitalism, the
principle of self-liquidation for the individval bank was much more
important than it is today, due to the lack of central banking
facilities and access to the reserves of other banks in the system,
Also, whatever liquidity existed at that time was almost wholly due
to commercial assets, At that time, therefore, any other theory of
bank liquidity would have been unsound.l
During the latter part of the nineteenth century, however,

business became more continuous in nature, with consequent continuous
requirements for working capital. As one loan came due and was paid
off, the businessman would immediately need a new loan to carry him
for another period, Due to the increasing number of almost autematic
loan renewals, banks gradually departed from the practice of making
loans for specific transactions, and instead adopted the practice of
extending "lines of credit"” to borrowers as their business prospects

2 These more or less continuous loans, therefore, did not

warranted,
in practice provide a steady stream of repayments, even in normal times,
Now, a loan cannot be said to be liquid if it cannot be repaid

by the borrower without seriously endangering his business, because

15, Suviranta, "The Shiftability Theory of Bank Liquidity,"
Economic Essays in Honor of Gustav Cassel (London: Ceorge Allen and
Mﬂ. 1 2 Do 6330

Harold G. Moulton, "Commercial Banking and Capital Formation,"
The Journal of Political Economy, XXVI, 1918, pp. 6L5, 707.
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then he will be forced to curtail purchases from his suppliers, whose
loans will then be thrown into danger of default. The process would
be cumulative, and if the attempted reduction in loans were not offset
by expansion in some other part of the system, the result would be a
reduction in the liquidity of outstanding dabt.l Rather than liquidae-
ting loans, the interests of the banking system require that customers
be carried during times of financial crisis, and loan extensions
granted, since to contract loans on any large scale would merely serve
to precipitate a panic.

In the place of the "self-liquidity" theory grew the idea that
the truly liquid asset is the one that can be sold to someone else,
The basis for the new idea of liquidity was the changed nature of
business and the banking system, and the development of highly or-
ganized stock exchanges and money markets. The growth of the modern
banking system made it possible for banks to depend on one another for
borrowing reserves during times of emergency, and the development of
stock exchanges made fixed assets more salable, at least indirectly.
Although fixed assets such as real estate and machinery may be very
unsalable, the collection of these goods in a business organization,
and subdivision of property rights by issuance of stock, together

with an efficient market for the stock, made ownership of the assets

1Benjam:!.n M, Anderson, The Value of Money (New York: The
Macmillan Company, 1917), pe 502,
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highly salable.l The market value of a share of stock fluctuates
too much for inclusion in a banker's portfolio, but a collateral loan
against the stock for a conservative percentage of its market value
would be highly liquid., It was therefore thought that stock market
collateral loans would constitute a highly satisfactory sort of bank
loan, from the standpoint of liquidity, since the ready market for
the stock would insure the value of the 10&1.2
The shiftability theorists realized that liquidity for the
banking system as a whole during a time of crisis could not be guare
anteed by shiftable asseis, since wholesale liquidation of common
stock, as an example, is impossible., However, they pointed out that
during a crisis, all assets, including commercial loans, were illige
uid. The advantage of shiftable assets over commercial loans came
in normal times, for then shiftable assets could be liquidated by
individual banks without a disruption of business, which they felt
was not the case for commercial loana.3 To safeguard the liquidity
of a bank other than during a crisis, a secondary reserve of assets

1tbid., pp. 477, L92.

%Ibid., p. 51k; Moulton, op. Cites Pe 722..

BAnderson, Ops Cite, pe 5lke A minority point of view was

held by Mitchell, who apparently felt that, even in times of crisis,
some large banks would remain strong enough to advance the needed
funds to weaker banks, accepting shiftable assets as security. See
Waldo F. Mitchell, Uses of Bank Funds (Chicago: The University
of Chicago Press, 1925), p. 22.
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readily exchingnablo for cash would therefore be needed, with such a

reserve composed entirely of readily shiftable uasets.l

The Quantitative Theory

As was pointed out in the preceeding section, a banking system
organized along the lines of either the qualitative or shiftability
theories could not maintain its own liquidity during times of severe
financial stress, However, the shiftability theorists had pointed out
that liquidity for the system could be maintained if some outside
agency, such as a central bank, was willing to provide a ready market
for bank assets and thereby furnish the nseded funds.2 This, of coursg
was one of the principal reasons for the creation of the Federal Re=-
serve System; that the banking system would have a bank of resort to
turn to in times of need, The Ffederal Reserve was empowered to furnish
reserves to member banks by rediscounting eligible paper, with eligi-
bility requirements set up on the basis of qualitative or commerciale
loan theory, However, by this time the actual practices of the com~
mercial banks had departed considerably from theory, and they were
engaged in large-scale lending for purposes other than those sanctioned
by the commercial=lcan theory; Anderson estimated that in 1909, com=
mercial loans accounted for only 2k per cent of the total credit granted
by cammercial banks.3

Isuviranta, op. cit., p. 36k
2Br1ckner, op. cit., p. 81,

3Anderson, ope cit., p. 510,
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With the great bulk of their earning assets in non-commercial
loans, banks were hardepressed for liquidity when the need arosej; for
reasons given earlier, the market could not furnish liquidity for the
banking system as a whole, The Banking Act of 1933 recognized this
fact, when the Federal Reserve was empowered to rediscount any bank
assets regarded by the authorities as "sound," especially including
government securities, With this legislation, it was implicitly
recognized that the responsibility of maintaining liquidity was shifted
from the merket to the Federal Reserve,® The 1liquidity of the come
mercial banks was then redefined, in practice, in terms of their ad=-
herence to the conditions under which the Federal Reserve would make
reserves available, and the liquidity problem for the individual bank
reduces to determining how much of its funds a bank should held in
assets of guaranteed liquidity.

Underlying this change in monetary policy was a shift in
theoretical thinking away from the qualitative and shiftability theo-
ries toward the quantitative theory.2 While the entire gquantitative
monetary theory is much too complex and far-ranging to be reviewed in
this thesis, a few of the points relating %o banking policy will be
summarized,

Briefly, the modern quantitative theory asserts a causal effect

lLuta, ope cite., pe 101; Charles R. Whittlesey, "Problems of
Our Domestic Money and Banking System," American Economic Review
Supplement, XXXIV (March, 194L), p. 255.

2Lut3, Ops cito’ Pe 379.
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of the money stock on the level of economic activity, and therefore
concerns itself mainly with the aggregate level of bank deposits,

with less emphasis on the purposes for which the deposits are used,
Whereas, under the qualitative theory, the object of banking policy
was the maintenance of bank liquidity and the accomodation of trade
and commerce, the quantitative theory is concerned with banking policy
mainly with regard to how it affects the level of the money supply,
and conceives of liquidity in terms of a reserve structure adequate to
support whatever expansion in credit the monetary authorities consider

to be appropria’oe.l

This implies a changed view of the function of

the commercial banking system, Under the qualitative theory, the
function of commercial banks was conceived to be to facilitate the pro-
duction of goods and services; they were part of the system for allo-
cating resources among competing uses., Under the quantitative theory,
their function is seen as serving as a clearing organization and, by
virtue of caring for the community's money supply, as being a means of

influencing the level of economic activity.2

In this sense,the quanti~-
tative theory places more importance on the actions of the commercial
banks, and elevates banking policies to a position of great importance
to the entire economic order.

The mechanism by which banking policy under the gquantitative

lBriclmer, Ope Cit., ppe 153-15L; Lutz, op. cit., pp. 37L=380,

2\\Yh:i.ti'.lasoy, "Problems of Our Domestic Money and Banking
System," p. 251.
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doctrine influences the money supply is through operating on the re-
serves of the cammercial banks, and thereby altering their credite
ereating power, After the Federal Reserve System assumed greater
responsibility for providing member banks with reserves in emergencies,
the primary (cash) reserves of the commercial banks declined in ime
portance as a means of furnishing liquidity to meet drains other than
the most routine ones., Instead, primary reserves became significant
mainly as a lever for influencing the volume of bank credit.l
As a closing comment to this chapter, it may be noted that mod-
ern legislation and banking policies have effectively disposed of the
controversy among the various theories of bank liquidity. While the
dispute as to the most desirable means of maintaining liquidity may
still be carried on in some quarters, it is clear that, in the real
world of the present time, bank liquidity rests on policies set by
the monetary authorities, and until their policies are drastically
altered, the liquidity of the banking system in general will not be a
serious problem, Since the main part of this thesis will be an
empirical study of commercial bank liquidity policy during a recent
business cycle, the concept of liquidity which reflects the actual
situation is the appropriate one to use, Throughout the rest of this
thesis, then, the concept of liquidity will be taken to mean liquidity
in the quantitative sense, that is, the liquidity of a bank is

measured by the proportisn of liquid assets it possesses relative to

1Brickner, cps_cit., pp. 160-161.
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its liabilities, and liquid assets are, for the most part, those assets
whose shiftability is guaranteed by the monetary authorities,



CHAPLER II
THE PRESENT ENVIRONMENT OF BANK LIQUIDITY

The Need for Liquidity

The commercial bank's need for liquidity arises from a some=
what unique characteristic of banking, compared to other service types
of business, The banker's assets consist predeminantly of the debts
of businesses and governments, but almost ell of his liabilities con-
sist of debts to the public payable on demand, Funds are deposited
with banks with the understanding that they can be withdrawn at any
time, and the bank must be prepared to honor this cbligation; other-
wise it will not stay in business very long. At the same time, one of
the principal functions of a commercial bank is to meet the credit
needs of its customers, since, by virtue of its usuval intimate know-
ledge of business conditions and needs in its conmunity, it occupies
a strategic position for lending, The bank should therefore have re-
sources available for meeting its customers! credit needs, it fae
occasion should arise. The last obligation of the bank is to its
stockholders, for it must be able to earn enough profits to altract
and hold capital, The need for liquidity therefore encompasses these
three obligations, and the objective of liquidity policy may be de-
fined as the arrangement of assets in such a mamner as to enable the

bank to meet deposit losses without curtailing reasonable requests for
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credit, without excessive outside borrowing, and without suffering
large capital losses.l
The liquidity needs of the commercial banks at the present
time are not as great as they were several decades ago, in that a
smaller volume of liquid reserves are needed to protect a given volume
of deposits, Numerous forces have acted to bring this about, but in
any list of such forces, the increasing assumption of responsibility
for bank liquidity by the monetary authorities would have to be given
a place of importance., The acceptance of the quantitative doctrine
of credit control has undoubtedly had much to do with the development
of this attitude by the authorities, end is reflected particularly in
thel policies of support of goverament securities markets, the various
acts empowering the Federal Reserve to rediscount any bank asseis ree
garded as scund, and the revision of bank examination standards to
take into sccount the "intrinsie" value of assets, rather than the
current market price.> Although it did not necessarily reflect the
influence of quantitative doctrine, the creation of the Federal De-
posit Insurance Corporation has undoubtedly done much to increase
depositors' confidence, and thereby reduced the possibility of bank
runs, These policies have contributed to some measure of success of

monetary and fiscal policies in dampening cyclical movements, Seasonal

lAmerican Bankers Association, The Problems of Commercial Bank
Liquidity (New York: American Bankers Assoc on, s Pe 236

zariclmer, Ope Cite, ppe 286-30L; Lutz, op. cite., pp. Lli, 98.
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fluctuations have been reduced by the defensive policies of the Fed-
eral Reserve, along with the Treasury's efforts to minimize the
- seasonal effects of receipts and disbursements .1
The other main forces which have tended to reduce the level
of necessary liquid bank reserves in relation to deposits are those
which have come about through the development of the banking system
itself, Improved communications and check~handling methods have done
much toward this end; telegraphic transfers of funds and the increased
efficiency and speed of the clearing organizations have been signifi-
cant developments, The growth of branch banking and the widespread
establishment of correspondent relations have enabled the banking

system to economize on reserves.-

The Conflict Between Liquidity and Earnings

The reasons why a bank must keep a part of its assets in
liquid form have been discussed in the preceeding section. To recapie
tulate, the need arises because of the obligations of the commercial
bank; to meet its depositors' claims on demand, to satisfy the reason=-
able credit needs of its commmity, and to protect the interests of its
stockholders, The obligations to depositors and to borrowers are both
likely to lead to a drain of cash away from the bank, so the bank must

have on hand sufficient reserves of cash, or assets which can be readily

1Lutz, 0ps Cite, Do Lbe
zIbido’ PPe 26, hl-hZ.
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converted into cash, to be prepared to meet these obligations.

The ideal position from the standpoint of liquidity, of course,
would be the one where all assets consisted of cash., However, this
would be a state of almost complete eccnomic inactivity, in which the
bank would be reduced to being & mere bookkeeping apparatus for the
convenience of its depositors, so a realistic approach to the problem
should start from the cbservation that only that part of a bank's
assets which are required to meet essential daily needs should be in
cash, The reserves needed to meet reasonably forecastable needs of
customers can then be in liquid earning assets,

Since the assets which can be converted most easily into cash
are usually those which offer the lowest return, the bank is faced
with a confliet of interests, between its customers on the one side
and its stockhclders on the other side.l To hold an unreasonably
large volume of liquid assets in order to serve its customers would
involve & loss of earnings; to hold too many assets of high yleld but
low liquidity would be to sacrifice the interests of its customers.
The determination of liquidity policy therefore requires a balaneing
of the need for cash and the need for current income,

A rational portfolio policy should regard the problem as one
of long-run profit maximization, since a bank can fail through either
an underestimation or overestimation of its future liquidity needs,
Liquidity yields a "return" in the long run, in that it provides the

Lilvert G, Hart, Money, Debt and Economic Activity (New York:
Prentice-Hall, 19!48)’ Pe ;go
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ability to satisfy the future needs of customers and thereby to keep
their good will, but it would be passing up income to maintain this
ability at higher levels than would be required by the probability of
customers' needs, The method which therefore suggests itself is to
array the liquidity of assets against the expected nature of the de=
mands the assets are intended to protect against.l Highly liquid
assets should be held to meet only those demands which may reascnably
be expected in the near future, and the sacrifice of earnings in favor
of liquidity will be reduced to the minimum possible amount, Less
liquid but higher-yielding assets may then be held against those de-
mands with a lower probability of occurring, or which will occur in
the more distant future,

Since the probability of cash drains depends to some extent on
the character of a bank's liabilities, so also will its selection of
earning assets, If the demand liabilities have a history of instabil-
ity, the asset portfolio must be weighted on the side of high liquidity,
and conversely., The proporfion of time deposits in total liabilities
has a similar influencej the higher the proportion of time deposits,
the less liquidity the bank will need in its portfolio, since time de=-
posits are ordinarily more stable than demand deposits.

The next section will examine more closely the various forces
which can give rise to the need for liquidity, and the selection of

assets to provide the required degree of liquidity, Since the objecwive

1Roland I, Robinson, The Management of Bank Funds (New York:
McGraw=Hill Company, 1951), DPe e
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of bank liquidity policy is to be able to meet obligations without
inconvenience to customers or loss to owners, the probability and
magnitude of forces causing a need for liquidity must be estimated so
that adequate safeguards may be made against their effeets. Once a
bank has formed an estimate of the probable effects of these various
forces on its liquidity position, it is ready to arrange its assets
in such a2 way that it will be protected against loss or failure to

meet its obligations to its customers,

Factors Influencing Bank Liquidity

The various forces which may influence liquidity policy may
be grouped broadly into instituticnal and structural classifications.t
In the category of institutional factors can be included Federal Ree
serve open=market operations and reserve requirements, and Treasury
debt~-management operations, Open-merket and debte-menagement operations
affect bank liquidity from the asset side of the balance sheet, since
by altering the volume of certain types of government securities en
the market, they affect the prices of these securities. To the extent
that a bank holds these securities in its portfolio, its liquidity
position will be changed, in that its ability to obtain a given amount

lDiacnlsions of factors affecting bank liquidity are to be
found in almost any general work dealing with banking, See, for ex-
ample, Robinson, op. cit., chapter II; Lutz, op. cit., pp. 10~19; J,
Marvin Peterson and D, R, Cawthorne, Monef an§ % (New York: The
Macmillan Company, 1949), pp. 181-191} n Te s and Carl T.

Arlt, Money, Banking and the Financial System (New York: The Ronald
Press, 1§§E$ s PPe 251-261;.




2L

of cash without loss by selling a given volume of securities is enhanced
or impaired, depending on whether securities prices have increased or
decreased, Changes in reserve requirements affect directly the volume
of reserves available to a bank with which to meet deposit losses or
loan demands, and therefore bear directly on bank liquidity,.

Other factors which have a bearing on bank liquidity are of a
structural nature, and exert their influence mainly on the liabilities
side of the balance sheet, by causing deposit losses which must be
guarded against, Their effectis are not entirely through deposit
losses, however, for cash drains can also arise from increased loan
demands,

The most common types of deposit losses are those associated
with seasonal variations in economic activity. Various factors can
cause temporary excesses of payments over receipts for the depositors
of a bank to occur at regular intervals during the year, resulting in
temporary deposit losses for the bank, Examples of the seasonal type
of deposit loss are those associated with the agricultural growing
season, tourist seasons in some areas, heavy automobile sales after
model changeover dates, retail trade during the Christmas season, and
tax payment dates., These seasonal deposit losses do not constitute a
serious threat to bank liquidity, because they can be predicted with
some accuracy by the bank, and provisions can be made to have adequate
reserves on hand with which to meet the expected drains.

More serious than seasonal deposit losses are those which can

occur unexpectedly, Certain types of deposits, such as correspondent
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balances, public funds accounts and uninvested trust funds, are norm-
ally more unstable than the average, and may lead to sudden and unex=
pected drains of cash, Fluctuations in the business cycle were form-
erly a significant factor influencing bank liquidity, because a de=-
cline in business activity would lead to a contraction of loans, with
a corresponding reduction in deposits, However, a large part of bank
assets is now in the form of government debt, which tends to remain
stable or to increase during recessions, so the volume of deposits is
more stable during downturns in business activity than was formerly
the case, and the influence on bank liquidity is less, Even though
the influence of the business cycle on bank liquidity in general has
diminished, the possibility still remains of deposit losses due to a
local recession in an industry which represents & large proportion of
the total deposits of an individual bank, This problem is faced by
banks in agricultural communities or in small towns in which one large
company accounts for a large share of the economic activity of the
community,

The structural factors bearing on bank liquidity so far dise
cussed have their influvence through the loss of deposits, However,
there are at least two factors of this nature which have an influence
on liquidity through their effects on the demand for loans, The first
is the case of a community which is undergoing very rapid business ex=
pansion of the sort that results from a natural resource boom or the
undertaking of a large defense expenditure program, The second is
the existence of large unused lines of credit, such as may be the case
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during the initial phase of a business expansion, when customers have
not been fully utilizing their borrowing capacity. In either case,
to the extent that a bank meets the increased demand for loans, its

liquid reserves are reduced, placing it in a less liquid position,

Priorities in the Use of Bank Funds

In preceeding sections of this chapter, the problem facing a
commercial bank of allocating its limited assets to meet best its
obligations, and the possible sources of cash drains, were discussed.
It was suggested that the problem could best be met by attempting to
distribute reserves among assets of varying liquidity according to
the likelihood of expected cash needs, This section will examine more
closely the possible forms in which bank resources can be held, and
the optimum distribution of assets for safeguarding the ability of
the bank to meet its obligations when cash drains develop without a

needless sacrifice of incoma.l

ZEEE&EI Reserves

By primary reserves are meant cash reserves, which must be
kept to meet legal reserve requirements, daily operating needs, and
excess reserves which the bank feels it must keep to meet sudden and
unexpected cash needs, These cash reserves do not contribute signifi-

cantly to liquidity. Vault cash, for instancé, is held for daily

lRobinsan gives a thorough description of the determination of
liquidity needs and the arrangement of assets; much of the following
discussion draws on his work. See Robinson, ops cit., chapters 3-6,
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over-the=counter needs of the community, and will normally be held to
the minimum necessary for this purpose, Correspondent balances,
usually kept with larger city banks, are used primarily for clearing
purposes and are not normally counted on for liquidity needs, other
than to meet routine clearing imbalances, Legally-required reserves
also cannot contribute very much to liquidity, since they are virtually
immobilized by law, Banks are allowed to take a two-week average in
computing reserves, so they can be used to the extent that the defi-
ciency can be mada up from some other source during the averaging

period, but this use is rather limited.

Secondary _Reaervas

Since cash reserves are not ordinarily kept for meeting
liquidity needs other than for routine daily operations, s bank must
keep some secondary reserves for meeting cash drains due to deposit
losses or increased loan demands,

Cash drains may be divided into two classes, those which occur
with sufficient regularity to be predictable, and those which are more
remote or unlikely, but still possible, Those which are reasonably
easy to predict are mainly those arising from seascnal deposit losses
or loan demands, and those due to fluctuations in deposits which have
a history of instability. Losses due to unstable deposits may seem
to belong more properly in the "unexpected" category, but whereas the
movement of any one deposit may be entirely impossible to predict,

the movement of the aggregate is usually much smoother and more
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regular, and therefore easier to predict.l

Since a bank knows that it will have to meet a certain volume
of needs at certain times, it must have on hand the necessary volume
of assets that cen be converted into cash as the need arises, with
1little or no chance of loss, Banks usually keep this type of reserves
in shortedated instruments with maturities arranged so that they will
mature as the need for cash arises, The principal instruments of this
type are Treasury bills, certificates, notes and bonds maturing withe
in a short time., Other assets that could be included are bankers!
acceptances, commercial paper, and short-term, highegrade corporate
and state and local government issues. The primary purpose of these
assets is to furnish liquidity, so safety of principal is normally
the first consideration, with income secondary.

After a bank has made provisions for its expected liquidity
needs, there are still the more remote or unlikely needs that must be
considered, Examples of this type of needs which camnot be easily
predicted are thbse arising from fluctuations in the business cycle,
from local recessions, and from opene-market and debt-management opera=-
tions, A bank can deal with these unpredictable liquidity needs by
reviewing its past experience, and determining the proportion of its
deposits affected by such factors in the past., The proportion can
then be applied to the current volume of deposits to determine the

amount of secondary reserves needed for protection against this type

lIbid., ppe. 61-62,
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of deposit loss, This class of secondary reserves should consist of
securities of unquestioned credit standing, the same as reserves
against predictable deposit losses, but the maturities may be longer,
making a higher yield available, The longer maturity length is pere
missible because the forces giving rise to these unpredictable
liquidity needs are most likely to occur during the contraction phase
of the business cycle, when interest rates are falling and the danger

of capital losses from the sale of longer-term issues is slight,

Loans

After a bank has allocated enough of its resources to primary
and secondary reserves to meet its liquidity and reserve requirements,
it is free to engage in lending, Since the loan account is not needed
to provide liquidity, the bank may take a somewhat more liberal atti-
tude toward risk on loans than on liquid assets, but bankers still
value safety of principal above yield, even on lomns.:L

Even though bankers feel a responsibility to meet what they re=
gard as the legitimate credit needs of the community, there is a strong
pressure to "keep in step" with the system average which limits the

volume of loans a bank can safely malr.e.2

When loans for the system as
a whole are expanding, the individual bank must also expand its loans,
or it will be foregoing profits by allowing large amounts of non-earning

cash reserves to accumulate. At the same time, if the bank is more

lAmrican Bankers Association, Bank Management (New Yorks

American Bankers Association, 1960), p. .

2Brown, ops ¢it., pp. 183-185,
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liberal in granting loans than the system, its customers will on bale
ance pay out greater amounts of money to customers of other banks
than they receive, causing a loss of reserves. The reverse is also
true, for when the volume of loans for the system is contracting, the
individual bank is compelled to contract also, or it will on balance
lose deposits as some of its depositors are forced to draw down their
balances to pay off loans to other banks,

Investmenis

Because of the limitations on the volume of loans which a bank
can feel safe in granting without damage to its liquidity position, it
is possible that the bank may have funds left over after it has pro-
vided for sufficient primary and secondary reserves and made all the
loans it can safely make, The surplus funds can then be devoted to
residual investment for income,

Commercial banks are not in a particularly strategic position
for investment, since their relatively smaller size and less stable
deposits place them at a disadvnntage compared to other types of
financial institutions, such as insurance companies, Also, the
average-sized bank cannot afford the extensive analysis that is a pre=-
requisite to largeescale investment for income, so it must rely on the
advice of outsiders, such as dealers, city correspondents, and rating
services,

As with other types of bank assets, the primary consideration

for investments is safety of principal, with yield secondary, because
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it is conceivable that the investment ma ffhave to be sold before

maturity for purposes of ligquidity. Tlﬁ;\comidnration effectively
limits the choice of securities for bank investment to government
issues and very high-quality and well-known corporate and municipal

issues that can be readily nibketed Fithout taking large capital losses.

The Measurement of Bank Liguidity

The working concept of bank liquidity adopted in this thesis
is the ability of a bank to meet deposit withdrawals and loan demands
without taking losses on the conversion of assets into caah.l Since the
ability of a bank to meet deposit losses and loan demands in the short run
will differ from the long run, different measurements are appropriate,

The most commonly-used measure of immediate or shorterun
liquidity is the ratio of short-term liquid assets to liabilities, It
is usually measured as the ratio of the sum of vault cash, balances
with domestic banks, loans to banks, brokers and dealers, and govern=
ment securities maturing in less than one year less borrowings to the
sum of deposits less cash items in process of collection less reserves
held at Federal Reserve banka.z This ratio measures the proportion of
deposit liabilities which could be withdrawn and paid off without re-
sort to selling less liquid assets,

Movements in the liquid assets/deposits ratio may or not

'supra, p. 18.

%yederal Reserve Bank of New York, op. cite, pe 185,
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reflect conscious action on the part of the bank to ;létar the ratio,
Purchases or sales of short-term securities are undertaken as delibe
erate portfolio adjustments, and changes in the 11qﬁidity ratio from
this source can be thought of as changes which are do&ircd by the
banks, The ratio can also be altered by longer-term a;cu.rities moving
into the short-term class with the passage of time, and this type of
change does not necessarily represent a deliberate liquidity adjuste
ment. A similar source of change in the ratio is dua"to the maturing
of securities and t.he reinvestment of the proceeds 1n long-terms, or
the maturing of loans without reinvesting the proceeds, These changes
are more in the nature of desired adjustments, however, since banks
could presumably reinvest the cash proceeds in the aamé type of asset
which had matured,:.and restore the liquidity ratioc to its previous
value, :

Another poﬁsible measure of immediate liquidity is the volume
of free reserves, which are equal to excess reserves less ‘borrowinga
from the Federal Reserve, Free reserves are somewhat more indicative
of liquidity than are excess reserves, because a bank can have excess
reserves but still be in debt to the Federal Reserve, and therefore
under pressure to use some of its reserves to repay the debt. Any
given level of free reserves cannot be taken as a precise measure of
the degree of tightness existing in the money market, however, because
excese reserves and borrowings can both remain constant (and free re-
serves therefore remain constant also) while total and required re-

serves may be rising or falling at any rate, The money supply can
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therefore be either increasing or decreasing while the level of free

1 Another defect of free reserves as a

reserves remains constant,
measure of bank liquidity is that thelr level is affected by operating
factors such as float and currency in circulation, so it can fluctuate
widely within short pericds of time when these factors are not offset
by defensive Federal Reserve operations,

The ability of a bank to meet deposit withdrawals and loan de-
mands over a prolonged period depends on the volume of its short-term
liquid assets and other securities relative to its deposit liabilities.
This regards everything on the asset side of the balance sheet except
loans as being available for liquidity purposes over the long run. It
reflects the idea that the lending function of the commercial bank is
of primary importance and that loans should not be regarded as a source
of liguidity., In practice, long=-run liquidity is measured by the loan/
deposit ratio, which is the ratio of total loans adjusted less loans
to brokers and dealers to total deposits.> Rather than being a direct
measure of available liquidity, the loan/deposit ratic measures the
amount of liquidity that has been used up in lending,

The significance of the loan/deposit ratio depends to a consid-
erable extent on the view that bankers take regarding an appropriate
upper limit for leans relative to deposits. It seems that bankers have

lMilton Friedman, A Progam for Monetary Stability (Fordham
University Press, 1960), reprinted in Ritter, ed., Money and iconomic
Activity (Boston: Houghton Mifflin Company, 19613, Pe 555.

2Fedaral Reserve Bank of New York, op. cit., p. 185.




3k

revised their estimate of a safe upper limit upward since World War II,
becanse the ratio has generally remained higher since the war than pre-
viously.l Several factors have been responsible for this change, one
of which has been the growing importance of regularlye-amortized loans,
such as consumer instalment and term loans, which insure a steady ine
flow of funds to help meet deposit fluctuations. Also, time deposits
and small individual deposits have been growing in importance, and are
not as subject to sudden withdrawala.z These factors tend to reduce
the volume of reserves needed as protection for a given volume of de=
posits, and, as with anything which enables banks to economize on re=
serves, increase the amount of funds which can be loaned safely,

Any measure of liquidity has 1ts limitations as a precise in-
dieator, especially when it is applied in the aggregate and over pro-
longed periods of time. One of the principal limitations of both the
liquid assets/deposits ratio and the loan/deposit ratio is that the
list of assets included in the numerator is somewhat arbitrary, For
example, the maturity cuteoff date of one year for government securities
is completely arbitrary, and is used mainly because some maximum
maturity must be established, and one year is convenient., Also, many
loans which are close to maturity provide liquidity to the bank holding
them, but they are not counted as liquid assets. Also, these loans

lFoderal Reserve Bank of Philadelphia, "How Liquid are the
Banks?", Business Review, October, 1958, p. 6.

21pid,
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are included in the numerator of the loan/deposit ratio, which causes
the ratio to indicate less liquidity than is actually the case, Some
other highly liquid assets, such as bankers! acceptances, are not ine-
cluded in the liquid assets/deposite ratio, because they are not
separated in bank statements,

Another limitatlion of these measures as precise indicators of
liquidity is that the "deposits" term is only a rough approximation of
liquidity needs, Factors besides the volume of deposits which influence
the need for liquidity include the relative importance of time deposits,
changes in deposit stability due to changes in business conditions, de-
posit ownership and payment habits, and the extent of commitments to
grant loans under lines of credit,

Free reserves are of limited usefulness as a measure of liquid-
ity, because of their wide fluctuvations in response to operating
factors. Also, they do not take into consideration numerous basic
factors which can influence liquidity such as the composition of assets
or deposits,.

While all the measures of liquidity have defects, a precise in=-
dicator is probably impossible to devise, Many of the defects are due
to a lack of sufficient detail in bank condition statements, and others
are due to the changing character of banking with time, both of which
would be difficult to overcome., However, while the measurements may
lack preciseness, they are sufficient to give an idea of trends in
liquidity, which is enough to maske them useful tools,



AGGRECATE BANK LIQUIDITY BEHAVIOR DURING
THE 1954~1958 BUSINESS CYCLE

The period selected for this st’.x,xd;s;i of bank liquidity policy is
the business cycle which lasted from 195L to 1958, It was felt that
the selection of a recent cycle would be desirable because, due to the
constant evolution in the operating cheracteristics of commercial
banking (the increasing use of the Federal Funds market is an example),
liquidity policy during earlier cycles might not be pertinent to pre-
sent experience, The 195Lk=1958 cycle was selected for study because
the combination of strong loan demands and restrictive monetery policy
during this period placed considerable pressure on bank liquidity.

The dates fixed as turning points by the National Bureau of
Economic Research were used to delineate the cycle. The recession
trough which represents the starting point of the cycle occurred in the
third quarter of 195L, the expansion peak was reached in the third
quarter of 1957, and the ensuing recession trough which marked the end
of the cyecle occurred in the second quarter of 1958,1

1Geo£frey H, Moore, ed., Business Gg%le Indicators, (Princeton,

New Jersey: Princeton University Press, s Vol. 1, pas 670,




37

The General Economic Background

At the recession trough in 195k, the banking system was in a
highly liquid condition, Interest rates on government securities
maturing within one year were less than one per cent, with other rates
correspondingly low, so banks had substantial capital gains on securi=-
ties purchased earlier, Holdings of securities were almost 50 per cent
of deposits, and net free reserves amounted to $7L0 million, so ample
funds were available for credit expansion.

Federal Reserve policy at this time was directed toward easier
credit, with directives of the Open Market Committee stressing the need
to follow

e « o« A policy of supplying or maintaining member bank

reserves adequate to promote growth and stability in the

economy with emphasis on_a program of actively maintain-

ing 2 condition of case,t
To this end, discount rates had been reduced somewhat, to 1.5 per cent.
The Fedsral Reserve stated that the reductions in the discount rate
were undertaken to bring the rate inte alignment with short-term market
rates as well as to meke it less expensive for banks to borrow from the
Pederal Reserve .‘Zryst«enn.2 Besides reducing the discount rate, the Fede

eral Reserve reduced reserve requirements in July, releasing about

lﬁoard of Governors of the Federal Reserve System, Annual Re=-
2222, 195h) PPe 87, 92=93.

2Ibid., Pe Te
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$1.6 billion of bank rcsems,l and openwmarket purchases were made to
more than meet seasonal reserve requirements, Overall, monetary policy
was definitely on the easy side,

The expansion in economic activity which started in the third
quarter of 195l was characterized in its early stages by strong con=
sumer demand, which was made possible by the maintenance of disposable
personal income at high levels., The relative stability of disposable
income during the recession was due mainly to the reduction in Federal
individual income tax at the beginning of 195k, increased transfer pay-
ments for unemployment compensation and old-age programs, larger wage
and salary payments, and larger incomes to nonefarm proprietors and
from dividends and interest., Besides the increase in consumer expendi-
tures, other contributing factors to the economic upturn were a re-
duction in the rate of inventory liquidaticon and further expansion in
construction and in state and local government expenditures, The rate
of decline in national defense outlays and business expenditures for
plant and equipment which were among the major forces contributing to
the recession, slowed somewhat toward the end of 195L.

With economic expansion started, and with a large supply of
loanable funds available, the Federal Reserve officials evidently felt
that they could be a little less aggressive in promoting ease in the
money market, This did not represent a switch to tight policies, but
was merely an indication that the monetary authorities felt that the

11pid,
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need for vigorous action appropriate to a recession was past. To this
end, the word "actively" was dropped from the phrase "actively main-
taining a condition of ease in the money market" in the December policy
directive of the Open Market Committee. The Committee stated thats

« + « The developing economic situation did not warrant

continuing as active a program of supplying reserves to

the market as had been followed during the preceeding year,

although it (the Committee) did not feel tha{ a policy of

credit restraint was called for at the time,

The expansion in economic activity became very vigorous in 1955,
Demand for consumer durables and housing remained strong, with increases
in consumer debt and mortgage debt on one~toefour family housing units
being the main items in the credit situation. Along with the strong
consumer demand, there was a shift from liquidation of business inven=
tories to accumulation, and after a slight lag, business expenditures
for plant and equipment increased rapidly, By 1956, business invest=
ment had become the major expansive force in the economy, although high
levels of consumer spending and increasing expenditures by state and
local governments contributed significantly to the expansion., The
Federal cash budget had a slight defieit in 1955, but as economic
activity increased, larger tax payments led to a sizable surplus in
1956,
These expansive forces continued into 1957, and in addition,

the Federal cash budget showed a smaller surplus in the first half of

that year compared to 1956, due mainly to increased defense expenditures.

1Ibid.’ Pe 98,
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In the early autwmn of 1957, however, Federal defense outlays were re=
duced, and the level of retail trade declined somewhat., Relative to
this reduced level of demand, the increased industrial capacity re=-
sulting from the investment boom of the preceeding two years appeared
large, and new orders for business machinery and equipment declined,
with a sharp liquidation of inventories taking place at the same time,
The peak in eeoiiomic activity was reached in the third quarter, and
output and employment declined until the second quarter of 1958,

In early 1958, although the economy in general was contracting,
certain forces were acting to create a basis for the ensuing recovery,
Chief among these expansive factors was incieased borrowing and expendi-
tures by all levels of government., The Federal cash budget, which had
shown a slight surplus in 1957, shifted to a large deficit, and State
and local governments were also continuing to expand their expenditures,
mainly for public works projects.

Personal incomes, although declining somewhat, were maintained
at fairly high levels by increased transfer payments and reduced tax
payments, making it possible for consumer spending to turn up in the
second quarter, Although business spending continued to decline, the
upturn in consumer spending, plus the continuing high level of govern=
ment expenditures and an increase in housing construction, was responsible
for a cyelical upturn in the economy, with the recession trough being
reached in April,

Federal Reserve policy was fairly restrictive during the expan-
sion, with the shift away from a policy of ease occurring in 1955, when
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it became apparent that the economy had recovered from the previous
recession, In May and August, the Open Market Committee dropped from
its policy directives the references to "encouraging redovery" and
"fostering growth and stability in the economy," Instead, a clause

was substituted directing that transactions should be directed "to re-
straining inflationary pressures in the interest of sustainable economic
growth," The Committee adopted the new policy because it felt that
industrial production was nearing capacity in many areas, and that the
possibility of inflation had become the main danger.

This restrictive policy continued essentially unchanged until
the cyclical peak in 1957, although there were several periods of
hesitation in 1956, when the Committee took note of some uncertainties
in the agricultural, housing and automobile markets and mentioned the
possibility that the economy might be nearing a cyclical peak after a

period of proasperity.z

Open market operations were reinforced during
the period of restraint by discount policy, with discount rates being
increased from 1.5 per cent at the 1954 recession trough to 3.5 per
cent at the 1957 peak.

In September of 1957, although the Open Market Committee noted
that preasures‘ in the money market seemed to be slackening, they intere

preted this more to mean that a victory over inflation had been

Lbid,, 1955, pe 101.

21bid,, 1956, pp. 1920,
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achieved, rather than that a cyclical peak in economic activity had
been ruehed.l They therefore maintained a restrictive pelicy until
November, when it became fairly apparent that the economy was tending
downward, at which time the policy directive calling for the restraint
of inflation was changed to one directing that operations should be
conducted with a view to "fostering sustainable growth in the economy
without inflation, by moderating the pressures on bank nsams.'a
Discount rates were reduced in December, and at that time the first
mention of recessionary tendencies appeared in the policy directive,
Policy in early 1958 was directed toward promoting recovery by
maintaining ease in the money markets., DBetween January and April,
discount rates were reduced from 3 per cent to 1-3/L per cent and
margin requirements for securities loans were reduced from 70 per cent
to 50 per cent. During this same period, reserve requirements on de=
mand deposits for Central Reserve City Banks, Reserve City Banks, and
County Banks, respectively, were reduced, in several stages, from 20,
18 and 12 per cent to 18, 16} and 11 per cent, freeing approximately
$1.5 billion of reserves.’ Also, Federal Reserve holdings of United
States Government securities were increased during the first quarter.
Interest rates reflected the tightness in the money markets due

lIbid., 1957, Pe 51,
ZIbido’ De 55.

e

3bid., 1958, p. 30.
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to strong loan demands and restrictive monetary policy during the
economic expansion. The bill rate increased from a low of about 0,80
per cent at the 1954 recession trough to 3,35 per cent at the 1957
expansion peak, Other rates also moved strongly upward, but the
differential between long and short rates narrowed as the expansion
progressed, Wi'bhi easier monetary policy and lessened loan demands
during the 1957«1958 recession, rates declined sharply, with the bill
rat.é falling to Z{sas than one per cent. With low levels of interest
rates and the easing of pressure on bank reserves during the first
half of 1958, monetary conditions tended to increase bank liquidity,
placing banks in a position to exp@ credit during the ensuing re-

covery.

Response of the Banking System to Liquidity Changes

On balance, the various forces influencing bank liquidity dure
:t.ng the expansion phase of the business cycle operated to reduce bank
liquidity. The individual factors tending to reduce bank liquidity
were strong loan demands by both consumers and businesses, restrictive
monetary policy, increasing interest rates, and surpluses in the Fed-
eral budget. Factors which tended to offset partially the decline in
bank liquidity were the Treasury debt management policy, under which
the maturity of the outstanding public debt was shortened, and the
relative increase in time deposits,

During the contraction of late 1957-early 1958, bank liquidity
was increased by a slackening in loan demand, more expansionary fiscal
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policy, a sharp decrease in interest rates, easier monetary policy,

and a continued increase in deposits. The only major factor tending
to decrease liquidity was the Treasury debt management policy under

which the major part of new issues were of longer maturities,

Besides the large increase in loan demands, there were large
increases in debt and equity financing competing in the credit market
for loanable funds. The principal items during the two phases of the
business cycle are shown in Table 1 below,.

TABLE 1, Growth in major types of debt and equity financing, 1954=1958,
($Billions of dollars)

Increase
195k4~1958 19571958
Type Expansion Contraction
Federal cash borrowing from the public 8,1 2,6
State and local issues (net) 10.1 Le3
Real estate mortgages 40,6 8.2
Corporate stock and bond issues (net) 21.9 8.2
Consumer credit 14.0 O

Source: Federal Reserve Bulletin,

Faced with strong credit demands, commercial banks arranged
their portfolios by increasing loans at the expense of their holdings
of securities., The principal items in their portfolio adjustment are

shown below in Table 2,
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TABLE 2, Loans and investments of commercial banks, 195L=1958,
($Billions of dollars, data for member banks only)

Net Lncrease
1954=1957 1957-1958

Item Expansion Contraction
Total Loans and Investments 13,3 11.5
Total investments «11,0 945
Ue So Government securities «11,2 740
Other securities 0.2 2.5
Total loans 243 2.0
Business 13,2 Loy
‘Real estate 4.8 046
Agricul turtl 040 Ooh
Security Loans 0.0 1.7
Consumer Loans L8 «0.1
Other 1-5 0.9

Source: Federal Reserve, Call Reports of Member Banks,

As Figure 1 shows, commercial banks increased their loans steadily
during almost the entire expansion phase, with some leveling off in 1957.
The increase at member banks amounted to spproximately $2l billien, or
about 41 per cent with the largest increases being in business, consumer
and real estate loans,

Commercial banks obtained the funds with which to meet the in-
creased loan demands from a relative increase in time deposits, borrow-
ing at the Federal Reserve and from the sale of securities, The in-
crease in deposits is shown in Figure 2, Fourth quarter data for demand
and total deposits are not shown connected with the rest of the curve,
in order to remove the large seasonal movement, It can be seen that
deposits increased fairly steadily throughout the expansion, with time

deposits showing the largest increase, on both a relative and absolute
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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 time 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 the past. On the contrary,

total deposits increased by $12 billion during the recession, with the
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increase being split almost equally between time and demand deposits,
The reason why deposits did not decrease during the recession can be
seen from Figure 1, Banks did not need to contract their loans oute
standing during the recession, and in fact found outlets for almost $2
billion in additional loans, At the same time, the high level of
interest rates at the cyclical peak furnished opportunities to buy
additional investments and take advantage of the capital gains created
by the subsequent sharp drop in rates. The combined influence of
these two factors allowed bank deposits to increase substantially dure
ing the recession,

Approximately $1.2 billion of reserves were cbtained by member
banks through borrowing at the Federal Reserve (see Figure 3), as free
reserves fell from about $.,75 billion to $=~.L5 billion, It can be
seen that member bank borrowing was quite sensitive to the differential
between the bill rate and the discount rate, From the recession trough
until the fourth quarter of 1955, during which time the differential
was narrowing, member banks borrowed substantially, as borrowing became
a less expensive method of obtaining reserves than formerly, compared
to the alternative of selling securities, From this period until the
fourth quarter of 1956, when the differential was increasing, borrow=
ing became relatively more expensive, and the volume of borrowing de-
clined somewhat. During the brief period near the end of the expansion
when the bill rate temporarily rose above the discount rate, borrowing
increased once mofe.

This behavior is a good example of the main point made by
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Milton Friedman in his criticism of discount policy as a means of
credit control.! Briefly, the eriticism is that, in order to maintain
a constant degree of credit restraint, discount rates must be contine
ually changed, since it is the relation of the discount rate to market
rates which influences the incentive tec discount, and not the absolute
level of the discount rate, As market rates approach the discount
rate, it becomes more advantageous for banks to obtain funds for credit
expansion through borrowing, since the disadvantage in cost becomes
less, end at the same time, banks can retain their holdings of shorte
term securities, giving them an advantage in ]iquidity.z A given level
of the discount rate is therefore not uniquely correlated with a given
degree of restraint, unless market rates happen to remain constant.
Thus, during the period from 1955 to the cyclical turning point in
1957, the discourt rate was raised a total of 1=3/k per cent in six
steps, yet the overall influence on the incentive to borrow was evi-
dently quite small, since the level of bank borrowings did not fluctuate
more than $200 million in either direction from the level that existed
at the beginning of 1956,

That the Federal Reserve was in fact trying to maintain a
constant degree of restraint while discount rates were being steadily

raised is shown by their policy directives, which did not change

l?riedmt.n, ops cit., pp. 2681~282,

20pposing this tendency to make unlimited liquidity adjustments
by borrowing is the official policy of discouraging borrowing for pute
poses other than meeting temporary needs,
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substantially during this period, The Open Market Committee stated
several times during the period that increases in the discount rate

were being made primarily for the purpose of bringing it into aligne-
ment with market rates, and not to increase matraint.l

The main source of funds which banks utilized for credit creation
during the 1954~1957 expansion was from the sale of U, S, Government se=
curities, As Figure 1 shows, member banks reduced their total investments
by approximately $11 billion. The entire decrease in investments was ace
counted for by reductions in holdings of government securities, since meme
ber banks increased their holdings of other securities during this period.
For a considerable part of the expansion, banks were able to realize capi-
tal gains on their securities holdings, since interest rates did not regain
their previous eyclical peak until about the second quarter of 1956,

The pattern of bank liquidity over the business cycle is shown
in Pigure L. It will be recalled from Chapter II that the loan/deposit
ratio is a measure of the amount of liquidity "used up" in making loans,
and that it indicates the proportion of deposits which would be withe
drawn and paid off by the banking system by converting assets other than
loans to cash, Since use of this ratio regards all bank assets other
than loans as available for meeting deposit losses, it is only appro=
priate in a longer-run sense, due to the fact that a longer perioed of
time may be necessary to liquidate some classes of bank assets, such as

longer-term securities,

150ard of Governors of the Federal Reserve System, Annual
Report, 1957, p. 17, 1958, pe 50,
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The loan/deposit ratio rose almost steadily throughout the
expansion phase, except for a slight drop in the fourth quarter of
1956, This indicates that banks were willing to accomodate a sub=
stantial increase in loan demands relative to their deposits in this
particular business cycle, and that the proportion of L9 per cent
reached at the 1957 peak was probably not regarded as a "ceiling" for
safe loan expansion by bankers, This in turn implies the acceptance
of a steady loss of liquidity., The loss of liquidity was not without
compensation, however, for bank rates on short-term business loans ine
creased from 3,56 per cent at the recession trough to 4,83 per cent
at the expansion peekol

Although banks were willing to shift an increasing proportion
of their assets to loans during this period, they were evidently un-
willing to meet a constant proportion of the demands made on them,

For example, during the first four quarters after the recession trohgh,
bank loans to businesses amounted to an average of 16 per cent of busie
ness plant and equipment expenditures, but for the last four quarters
before the cyclical peak, they averaged only 8 per cent? of such ex=
penditures, although the interest rate differential of business loans

over the corporate Aaa bond rate increased slightly, from 0.58 per cent

1§g§g§~a1 Reserve Bulletin, The rates cited are quarterly
averages ay 17 important cities,

2Federa1 Reserve Bulletin and Call Reports of Member Banks,
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to 0,69 per cent.* Additional evidence that commercial banks were
engaging in rationing credit during the later stages of the expansion
is furnished by a survey made by the American Bankers Association in
1957, covering 1400 banks whose combined assets were approximately twoe
thirds of the total assets of the commercial banking system, The re
plies indicated that 80 per cent of all commercial banks had become
more selective in their lending policies, by means of stricter credit
review, more consideration of past relations with applicants, compene
sating balance requiremsnts, and shorter maturities, The credit
tightening seemed to be concentrated mainly at mediumesized and large
banks, with longer-term, capitaleexpansion type loans aifected most,
such as business and real estate loans and housing mortgnges.z

The liquid assets/deposits ratic in Figure L shows that member
banks started from the recession trough with holdings of liquid assets
equal to 23 per cent of deposits., This represented a highly liquid
position, since it would seem highly unlikely that deposit losses or
loan demands could amount to 23 per cent of deposits in the short run,
As strong loan demands were met with the beginning of the recovery,
however, member banks allowed their short~term assets to decline rather
abruptly relative to deposits for the first three-quariers, denoting a
decline in liquidity, After this point, it appears that banks had

lFedaral Reserve Bulletin,

%5, Sherman Adams, "Monetary Restraint and Bank Credit," Banking,
(SQPWBI', 1957), PDe 69=T1,
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reached a lower limit of desired short-run liquidity, because from
this point on, liquidity increased gradually during the rest of the
expansion,

During the first three quarters, when the ratio was declining,
loans were being increased rapidly, and deposits were also increasing,
Tﬁe increase in deposits by itself would tend to lower the liquid
assets/deposits ratio, but so also would the increase in loans, if
short-term securities were being sold to obtain the necessary funds,
This is the generally-accepted reaction, since it is usually stated
that the primary source of funds for making loans is the short-term
securities portfolio., The reason, of course, is that there always
exists a ready market for short-term securities, and even though their
yield may fluctuate widely,_ their price stays fairly stable, due to
the short time to maturity., The bank can therefore always be assured
of obtaining funds by selling these securities with little chance of
capital loss, A bank which did this would be, in effect, accepting
lower liquidity in return for a higher income, This behavior has been
pointed out as a means whereby banks can escape the effects of re-
strictive monetary pc)l:k:y.1

The gradual increase in short-run liquidity during the remainder
of the cyecle, however, is contrary to the generallyeaccepted behavior,
Since deposits were increasing throughout this period (see Figure 2),

the increase in short-run liquidity means that holdings of liquid assets

1see Warren L. Smith, "On the Effectiveness of Monetary Policy,"
American Economic Review, XLVI (September, 1956), pp. 595,596.
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were also being increased, and at a faster rate than deposits., Loans
were being increased at the same time faster than deposits, so this
could only mean that holdings of longereterm securities were being re=
duced in order to meet loan demands, That this was in fact ths case
is shown by Figure 5, This chart shows changes in securities holdings
for all commercial banks and is therefore not strictly comparable with
previous data presented, which were for member banks only, Data for
all commercial banks had to be used in this case, because similar data
for member banks only were not available, However, it seems a reasone
able assumption that member bank behavior was roughly comparable to
that for all commercial banks,

The chart shows that, as previously mentioned, banks reduced
their holdings of short-term securities’ during the first three quarters

of expansion to obtain funds for making loans, During the rest of the
expansion, however, holdings of securities maturing within one year
were on balance increased, lHoldings of securities maturing within one
to five years increased during the first three quarters following the
1954 recession trough, and were on balance essentially neutral for the
rest of the expansion, with increases approximately offsetting reduce
tions,.

The largest reductions in securities holdings may be seen to
have occurred in the fiveetowten-year maturity class, After increasing
for two quarters, changes in holdings of these securities were decidedly

11t should be remembered that "short~term" securities in the
liquid assets/deposits ratio are securities maturing within e year,
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negative until the following cyclical peak, Holdings of securities
maturing in over ten years did not change significantly during the
course of the expansion, except for a reduction of about one billion
dollars in the last quarter,

During the 1957-1958 recession, the largest change in securities
holdings once again cccurred in the five-toeten-year class, Total
holdings in the one-year and overwten-year maturity classes were
essentially unchanged, and a slight net reduction occurred in the one-
toefive-year class, Changes in the various maturity classes for the
‘two phases of the business cycle are summarized in Table 3 below,
TABLE 3. Changes in holdings of United States Government securities

for all commercial banks, 195L=-1958,
($Billions)

Phase . Maturity Class Net® Chnggg_

Under one year «3,9

Bxpansion 1 to 5 years S.1
5 to 10 years =7.8

Over 10 years ~2.4

Under one year 0.0

Contraction 1l to 5 years 1.6
: 5 %o 10 years 8.0

Over 10 years 0.5

Source: Treasury Bulletin,

Together with the increase in loans which occurred throughout
the business cycle, the changes in holdings of the wvarious classes of

- securities just described led to a sharp reduction in short-run
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liquidity during f.}m first three quarters of expansion, and a gradual
increase from then until the subsequent cyclical peak was reached,
Increases in other types of liquid assets, such as vault cash, balances
with domestic banks, and loans to banks, brokers and dealers, together
with a reduction in indebtedness to the Federal Reserve, were suffi-
cient to cause a further slight inerease in short-run liquidity during
the 1957-1958 recession, even though deposits increased sharply in
this pericd,

It was pointed out earlier that bank behavior in expanding
loans through reductions in holdings of longeterm securities seemed to
be contrary to what is ordinarily considered to be normal behavior,

An explanation of this seemingly irrational behavior has been suggested
by Luckétt,l who approaches the problem by considering long-run come
pared to short-run profit maximization on the part of commercial banks,
According to his argument, the idea that banks obtain additional re-
serves to increase loans by selling bills rather than longer-term

bonds during periods of tight money assumes that banks are interested
mainly in maximizing short-run profits, However, profits and liquidity
are conflicting short-run goals, as was pointed out earlier in Chapter
II, If a bank substitutes loans, which are the least liquid earning
assets, for bills, which are the most liquid assets, its liquidity
position has suffered the maximum dllac]'.ine, but if it sells bonds, the
decrease in its liquidity position is lessened, Luckett feels that the

1Dudley Ge Luckett, "Compensatory Cyclical Bank Asset Adjuste
ments," The Journal of Finance, XVII (March, 1962), pp. Sh-62,
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desire to avoid capital losses is probably weaker than the desire to
maintain liquidity, because the capital loss can be made up by charg=-
ing higher rates on loans, and also because of tax options which tend
to reduce the reluctance to incur capital losses, The desire for
liquidity is given overriding importance because

s » o« The longe-run profitability of a bank depends on the

maintenance of good customer relations, and a bank may

consequently be more willing to tolerate a non-maximiza-

tion of its shorterun profits than a decline in its short=-

run liquidity position,l

Somewhat the same argument has been advanced by other writers,
but usually not explieitly. For example, Lyon states:

If, as the result of a sizable loan portfolio, the risk
ratio of a bank is such as to preclude the use of risk
investments in the securities portfolio, it seems logical
to assume that whatever remains in the government posi-
tion after the secondary reserve requirement i,.e.,
liquid assets to meet cash drains has been met should be
employed in the investment reserve, with little if any
use being mede of longer maturities,”

He therefore seems to imply the same idea that Luckett states;
that the choice should be between the two illiquid assets, loans and
longer-term securities, with holdings of liquid short-term assets left
undisturbed,

The question of which assets are sold to obtain additional ree
serves therefore depends on the relative strengths of the desire for

liquidity and the desire to avoid capital losses, The strength of the

lIbido s Pe 570

2cher A. Lyon, Investment Portfolio Management in the Commer-
cial Bank (New Brunswick, New Jersey: Rutgers !Eivera{'ﬁ Press, 1900),
T

Pe -



latter desire is given differing importance by different writers,
Warren Smith is inelined to believe that this "lock«in" effect is
rather weak, because in order to make up the capital loss resulting
from the sale of a long=term security, the interest rate differential
between the security and a loan of equal maturity must be increased by
only a relatively small amount, Assume, for instance, that the yleld
on a government security rises from 2,5 per cent to 3 per cent, and
that the normal risk differential between a government security and a
private loan is 0,25 per cent, Then the normal yield for new investe
ment in a private loan would rise to 3,25 per cent, The interest rate
on & private loan necessary to compensate the holder of government
securities for the capital loss involved in switching from governments

to private loans of equal maturity would be as followml
Haturity Necessary interest rate on
(years) private loans (per cent)
1 3.251
5 3.259
10 34265
20 3.278
Perpetuity 34300

A very small rise in the differential yield, then, may be sufficient to
compensate the holder for the capital loss resulting from switehing,
which tends to cast some doubt on the strength of the lockein effect in
deterring banks from shifting from government securities into private

loans,

5mith, op. cite, pe 591.
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An opposite conclusion was reached by Samuel Chase as a rew
sult of am empirical study of the behavior of banks in the Tenth Fede
eral Reserve District, Starting from the premise that features in
the tax laws relating to capital losses realized by banks on sales of
securities can make liquidation of securities at a loss attractive,
especially when higher-yielding loans are available, he argues that
banks which establish such losses for tax purposes are not "locked in,"
From data submitted by Tenth District banks for 1959, when loan demands
were strong, he concluded that the majority of banks were reluctant to
establish losses on securities, and that the lockein effeet was an ime
portant influence on the willingness of banks te sell securities in
order to extend additional loan credit,’

In his study of bank liquidity policy, Luckett arrived at the
same conclusion that was presented earlier in this chapter, that funds
for expanding loans came mainly from reductions in holdings of longer-
term issues, and holdings of shorteterm issues were increased, result=
ing in increased shorterun liquidity while lenge-run liquidity as
measured by the loan/deposit ratio was decreasing., To moderate the
influence of abrupt shifts in liquidity ratios due to a large block of
securities in one maturity class moving into the next shorter class,
he used a sixe-month moving average of bank securities holding., This
was done because it was recognized that changes in liquidity ratios

1samuel B. Chase, Jr., "The Lock=In Effect: Bank Reactions

to Securities Losses," Montg§ Review, Federal Reserve Bank of Kansas
City, Jm’ 1960, PPe =il .
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may be due to actual purchases or sales of securities, and also may
be due to groups of securities moving from one maturity class to
another with the passage of time., Purchases or sales of course re-
flect conscious actions on the part of banks, but the second type of
change, that due to maturities shortening with time, may be, in a
sense, involuntary, The sixe-month moving average was used by Luckett
because he felt that this was a reasonable length of time for banks
to replace shortened maturities if they wished, and the results would
therefore be indicative of the liquidity changes which were actually
desired by banks.t

A more direct measure of desired changes would be to compute
the quarterly changes in each individual Treasury issue held by banks,
and combine the results in maturity classes, This was done, with the
results shown in Figure 6, The changes represent actual purchases and
sales for each maturity class, and exclude security issues moving into
different maturity classes with the passage of time, with one exception,
Maturing issves were included as sales of securities maturing in less
than one year, This was done because it was felt that banks could, if
they wished, reinvest the proceeds from maturing issues in other short=
term securities, and that changes arising from this source would there-
fore represent desired changes,

Computed in this manner, changes in holdings of securities show
a somewhat different pattern than do total changes., The outstanding

LLuckett, ops cit., p. 58.
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differences are in the under-one-year and the five~to-ten~year classes,
Fairly large net sales occurred in the under-one~year class during the
period when total holdings of these securities were increasing, indie
cating that the increase in total holdings was due to securities moving
into this class from the one~toefive-year class, Similarly, the large
reduction in holdings of securities in the five=to-ten-year class was
accounted for by securities moving out of this class into the one-to=
five-year class, since actual purchases or sales after the first two
quarters of economic expansion were insignificant,

During the recession of 1957-1958, fairly sizable sales of
short~ternm securities continued, although the effect of securities
moving down into this class from the one-to=five-year class was suffie
ciently large to keep total holdings approximately constant, Pure
chases during this period were confined almost entirely to issues
ranging in maturity from one to ten years, The fairly large purchases
of these maturities appears to have been an attempt on the part of
banks to replenish holdings of longer terms to levels roughly compare
able to those which prevailed during the previous recession, possibly
in the expectation of once more allowing the maturity of their holdings
to shorten in the next period of recovery and loan expansion. The net
purchases by maturity classes for the two main phases of the business

cycle are summarized in Table 4 (compare with Table 3).
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TABLE L4, Net purchases of United States Government securities by all
commercial banks, 195L=-1958,
($Billions)

gzcle Phase Maturity Class Net Purchases

Under one year «22,3
Expansion 1 to 5 years B
5 to 10 years L6
Over 10 years 0.0
Under one year =740
Contraction 1l to 5 years Seli
5 to 10 years Te
Over 10 years 0.6

Sources Computed from data in the Treasury Bulletin,

These results are more in agreement with the usual explanation
of bank portfolio arrangement, since it is apparent that banks did not
engage in large-scale selling of longeterm securities at capital losses
in order to expand their loan portfolios., Instead, they allowed the
whole maturity structure of their securities portfolios to shorten, and
obtained funds for loan expansion from the short end of their port-
folios, through the proceeds of maturing issues.

However, the line of reasoning taken by Luckeit, that banks
would rationally substitute loans for longeterm securities, still seems
valid, The reason is that s during this period, banks willingly allowed
the maturities of thqir portfolios to shorten, and in effect they sub-
stituted one type of illiquid asset (loans) for another (long-term
securities), If they had desired to maintain a certain level of hold-
ings of long-term securities, they presumably could have done so. This
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reaction by banks during this period appears to have been entirely
rational, since in this manner they were able to maintain their short-
run liquidity positions while meeting inereased loan demands, and at
the same time, they avoided the capital losses that would have been
incurred by market sales of longer-term securities at reduced prices,
From the evidence presented in this chapter, it appears that
the liquid assets/deposits ratio of 1l per cent which was reached
early in the economic recovery was regarded by bankers as a lower
limit to short-run liquidity, since for the rest of the expansion, the
maturity length of their securities portfolios was allowed to shorten,
causing the short-run liquidity ratio fomove upward., It therefo_z;y
appears that banks were reluctant to substitute income for liquidiw
past a certain point, and when that point was reached, further porte
folio arrangement took the form of shifting between two types of rela-
tively high-yielding, illiquid assets, namely leoans and longerterm

securities,



CHAPTER IV

LIQUIDITY BEHAVIOR BY CLASS OF BANK DURING
THE 1954=1958 BUSINESS CYCLE

The Possibility of Structural Changes

In the last cl;a.pter, the liquidity behavior of the banking
system as a whole during the 1954-1958 business cycle was examined,
and it was concluded that banks in general tended to build up their
short~run liquidity as long-run liquidity declined, This was ex-
plained as a behavioral phenomenon, based on the hypothesis that banks
were not willing to sacrifice without limit liquidity needed for shorte
run demands in favor of higher yields, and instead reacted to the
possibility of illiquidity by consciously allowing the maturity of
their securities portfolios to shorten at the same time that they were
inereasing loans. An alternative explanation might be that the pattern
of liquidity changes was due to structural causes, in the form of de-
posit shifts, Specifically, if deposit shifts from city banks to
country banks occurred, this could lead to a higher liquid assets/de-
posits ratio, because country banks typically devote a larger share
of their funds to very liquid assets than do city banks, Since, at the
same time, loans were being expanded in relation to deposits by the
banking system in general, increasing the loan/deposit ratio, this type
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of shift could account in large part for the results noted in the last
chapter, Another type of structural shift which could explain the
combination of increasing shoriterun and decreasing long-run liquidity
is a shift from time deposits into demend deposits, since demand de=-
posits are ordinarily considered tc be more volatile and require larger
holdings of liquid assets as a precautionary measure against deposit
losses,

In this chapter, the possibility of structural changes of the
types just mentioned will be examined for the period under considerae
tion, to see if they could account for the liquidity behavior discussed
in the previous chapter, To this end, the aggregate data of the pree
vious chapter will be broken down according to class of bank, so that
any structural shifts which may have occurred may be detected, Liquid-
ity ratios for the different classes will also be presented, and
differences in liquidity policy among classes of banks will be briefly
discussed,

The Influence of Structural Changes During
the 1954~1958 Business Cycle

Deposits for each class of bank during the 19541958 business
cycle are shown in Figure Tbe It can be seen that deposits at Central
Reserve City banks remained essentially unchanged throughout the busie
ness expansion, except for seasonal movements, Deposits at Reserve
City and Country banks, on the other hand, increased by 9.2 per cent
and 13.3 per cent, respectively. This differential deposit growth
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might by itself change short-run liquidity, since different classes
of banks tend to hold different proportions of liquid assets.

The change in short-run liquidity due to this type of differ=
ential deposit growth would not be the same as that noted in the pre-
vious chapter, however, It will be recalled that the abnormal behavior
was the increase in shorte-run liquidity which started after the expan=
sion had been in progress for three qunrtara, and continued until the
expansion peak, At the trough in short~run liquidity three quarters
after the expansion had started, the ratios for Central Reserve City
and Country banks were equal at about 16,2 per cent, and the ratio for
Reserve City banks was 1ll.L per cent., If it is assumed for the moment
that each class of bank maintained the same proportion of liquid assets
for the rest of the expansion, the change in the aggregate liquidity
ratio due solely to the differential deposit growth can be computed,
Since deposits at the expansion peak were #3L,3 billion, $63.0 billien,
and $6L,0 billion for Central Reserve City, Reserve City and Country
banks, respectively, the aggregate liquidity ratio that would have ree
sulted at this point if individual ratios had remained constant would
be (.162)(3L.3) + (.162)(64,0) + (,114)(63.0) = 1l.3 per cent, Since

the aggregate ratio which actually existed at the ecyclical peak was
18 per cent, it can be seen that the increase in shorterun liquidity
which occurred cannot be explained by differential deposit growth among
differing classes of banks,

The other type of structural shift mentioned, that of demand
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deposits increasing relative to time deposits, also does not offer an
explanation of the changes which were observed in the short-run
liquidity ratics In order for such a shift between demand and time
deposits to account for an increase in the shorte-run liquidity ratio,
demand deposits would have to increase relative to time deposits, be-
cause of the higher liquidity requirements for demand deposits, Howe
ever, as Figure 2 in Chapter III shows, the differential growth was in
favor of time deposits, The growth in time deposits for the expansion
phase amounted to 17,0 per cent, compared to a mere 3,1 per cent for
aemand deposits,

The weight of the evidence regarding liquidity changes during
the 1954«1958 business cycle therefore seems to favor the behavioral
explanation presented in Chapter III, Movements in the aggregate ratio,
however, are more meaningful when broken down into components according
to the different classes of banks. In the next section, the behavioral
patterns of the different classes will be discussed briefly.

Portfolic Adjustment by Class of Bank

Figure Ta shows that the loan behavior of all three classes of
banks was very similar, with loans increasing at a fairly uniform rate
throughout the economic expansion, This resulted in increasing loan/de-
posit ratios, with all three components showing the same general
pattern as the aggregate loan/deposit ratio pointed out in Chapter III,
The only significant difference in behavior occurred at Central Re-
serve City banks, where the loan/deposit ratio increased considerably
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more than at the other two classes, This greater increase was due
mainly to the lack of deposit growth at Central Reserve City banks,

When shorterun liquidity ratios are computed for the indivi-
dual classes of banks, as in Figure 8,1 the case for the behavioral
explanation presented in Chapter III is strengthened, since liquidity
ratios for Reserve City and Country banks behaved in the same manner
as the aggregate ratio did, This implies that the somewhat abnormal
movement in the aggregate ratio was due to similar movements in the
ratios of Reserve City and Country banks, rellecting a presumably con=-
scious arrangement of assets, not merely a structural shift of importance
in favor of these two classes of banks, Central Reserve City banks,
on the other hand, reacted in what is usually considered to be a more
normal manner throughout the business cycle, in that they allowed their
short~run liquidity to decrease during the expansion, with only minor
exceptions, and to increase sharply during the recession, Due to the
fact that Central Reserve City banks constitute a relatively small pro=
portion of the entire banking system, however, their more "normal" bee
havior was not sufficient to cause the aggregate ratio to move in a
similar mamer,

That the liquidity ratios of individual classes of banks

lpata for holdings of U, S. Government securities maturing withe
in one year broken down by class of bank were not available for the
first and third quarters of each year, so these figures had to be
estimated in computing short-run liquidity ratios., The error of estima=-
tion is probably not large, because the total figure was known, and
these securities usually represent less than 50 per cent of total liquid
asset holdings,
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reflected voluntary portfolio arrangement is shown by Figure 9. Al=
though data for holdings of United States Government securities mature
ing within one year were not available, the available data still show
that, during the latter part of the expansion, Reserve City and Country
banks built up their holdings of shorter-term securities, at the same
time allowing their holdings of securities in the five to ten year
maturity class to decline, This in turn was probably a main reason
for the increase which occurred in their liquid assets/deposits ratios,
This supports the behavioral explanation which was presented earlier,
since these two classes of banks were apparently unwilling to sustain
a loss of liquidity in favor of income past a certain point.

Central Reserve City banks, on the other hand, allowed their
holdings of shorter<term securities to fall throughout most of the ex-
pansion, and although they increased such holdings near the end of the
expansion, the increase was slight. This was reflected in a generally
falling liquidity ratio throughout the expansion., It is possible that,
due to their closeness to the markets for emergency funds and to the
relatively high level of liquidity from which they started the expan=
sion, Central Reserve City banks were able to sustain a fairly steady
loss of liquidity in favor of loans throughout the expansion, without
ever reaching a level of liquidity which they felt to be unsafe,

As a summary to this chapter, it has been shown that the some-
what abnormal liquidity behavior of the banking system during the
1954=1958 business cycle was probably not due to structural deposit
shifts within the system, but was rather due to Reserve City and Country
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banks adjusting their securities portfolios in such a manner that
their liquidity ratios moved in the same way that the aggregate ratio
did, Central Reserve City banks pursued a more "normal" policy of
portfolio adjustment, but their importance was not great enough to be
reflected in the aggregate liquidity ratio, It therefore appears
that the behavioral explanation presented in Chapter III is a more
adequate explanation of the pattern of bank liquidity which prevailed
during the business cycle under consideration than is furnished by
the possibility of structural changes,



CHAPTER V
IMPLICATIONS FOR MONETARY POLICY

The reactions of the banking system to liquidity changes dise
cussed earlier in this thesis point up a wealkness in the ability of
the monetary authorities effectively to pursue restrictive monetary
policy. This weakness arises from the maturity distribution of the
Federal debt, which resulted, at least during the 1954=1958 business
eyele, in large blocks of longer-term securities moving intn the
shorter-term, more liquid class with the passage of time, A large
volume of securities of intermediate maturities held by the banks at
the start of the economic recovery in 195k moved into the more liquid
class before the expansion had run its course, which built up shorte
run bank liquidity while maturing issues were furnishing funds with
which to expand loans, -

Since the shortening of maturity lengths with Wpasaage of
fime allowed Banks to bulld wp their shorteeun Iiquidity ot the same
time that they were expanding loans, banks were not faced with the
choice of either suffering a loss of short-~run liquidity cr refusing
requests for loans, Also, since maturing issues furnished funds rér
loan expansion, banks were not faced with the neeessify of selling
long-term issues, and thereby sustaining capital losses, in order to
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both expand their loans and maintain their short-run liquidity, In
other words, they were not exposed to the lock~in effect to any great
extent, Commercial banks were therefore in the fortunate position,
for themy of being able to gain the higher income made possible by the
expansion of higher«yielding loans without any substantial sacrifice of
liquidity and without significant capital losses, A restrictive mone-
tary policy must influence bank lending behavior by forecing upon them
the unfavorable consequences of either reduced liquidity or capital
losses, but in this case, banks were able to escape both of these con=
straints to a large degree. This was a weakness of monetary policy
during the business cycle under consideration,

Before considering possible solutions to the problem posed for
monetary policy by the above phenomenon, the limitations of this study
should be pointed oute The period studied is only one business cyecle,
covering a relatively short period of time, and it must be admitted
that the results of this study may not be applicable to all cycles.

The maturity distribution of commercial bank secuﬁties portfolios
studied here may have been peculiar to the 1954~1958 business cycle, in
which case the results noted in this study would not apply in general,
A more thorough study covering all recent business cycles would have

to be made before these results could be generalized, However, the
study by Luckett indicates that this type of bank behavior was not
confined to the 195L4-1958 business cycle alone, Specifically, his data
show a similar behavior during the tightemoney period from mid-1958 to
the end of 1959, when bank loans increased by $18,5 billion and the
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major portfolio adjustment was made in holdings of securities maturing
in over five years, Holdings of these securities fell by $7.5 billion,
one-to=five-year maturities rose by $3.0 billion, and under-one-year
maturities fell by sbout $2,0 billion,t

The ability' of commercial banks partially to escape the effects
of restrictive monetary policy by making compensating liquidity adjuste
ments in their securities portfolios might be overcome either by short-
ening the Federal dobt substantially, or by lengthening it in such a
way that the maturity of large blocks of securities would not shorten
enough during the course of a business expansion to furnish extra
liquidity to the banks, The alternative of lengthening the debt is
presented in its most extreme form by Henry Simons, who proposes that
the Federal debt should consist entirely of currency and consels.2 In
his proposal, the miy objective of debt management policy would be
stabilization of the price level, and this would be the determining
factor in the composition of the debt between fully-supported currency
and non;-suppm'ud conzola.3 When deflationary pressure was desired,
mme} would be converted into consols » and the reverse process would

be carried out when upward pressure on the price level was desired,

lLuckett, 22. Cito’ Pe 580

2Henry Co Simons, "On Debt Policy," The Journal of Political
Economy, LII (September, 19LkL), p. 357,

BIbido, Pe 3580
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Such a debt poliey would confront banks with the choice of either hold~-
ing consols and losing liquidity, or holding money and passing up ine
come, If such a policy were followed, banks would presumably keep

only such non-earning cash balances as were required for expected
liquidity needs, and after satisfying normal credit needs, they would
probably invest the rest of their funds in eonsols, During an expane
sionary period, as the demand for credit increased, banks would have to
liquidate part of their holdings of consols to obtain funds for loan
expansion, and would be exposed to the full force of the lock-in effect
arising from increasing interest rates. The extent of credit expansion
would then be controlled by the degree of official support for consols,
together with discount policy and reserve requirement adjustments,
Under this type of policy, then, the increased effectiveness of restrie-
tive monetary policy over that which was followed in the 1954=-1958 ex-
pansion would be gained through a greater exposure of banks to the

lock=in effec‘ool
Even if the policy of lengthening the maturity of the bank<held

debt were adopted to prevent banks from making compensating liquidity

ls:l.nms would supplement his debt-management program with 100%
reserve requirements for those banks holding their funds in cash,
thereby farcing those institutions to derive their income ffom service
charges. For banks electing to hold consols, he would recommend
equity requirements of 100%, which would transform those banks into ine
vestment trusts. This part of his program, of course, would be unneces=
sary in a program of debt management designed to prevent banks from
making compensating liquidity changes by converting the interest-bearing
Federal debt entirely to consols, See Ibid., pe 361,
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adjustments and expanding loans too rapidly, such an extreme policy
as that advocated by Simons would not be necessary. Securities with
maturity lengths of over, say, ten years are not normally regarded as
furnishing a great deal of liquidity for meeting loan demands because
their price is likely to fall considerably in periods of rising intere
est rates, If the maturity of the longeterm component of bank<held
Federal debt were kept greater than a certain figure, ten years for
example, banks would be able to expand loans by selling shorteterm se-
curities only until they had reached what they regarded as a lower
limit to their short-run liquidity; they would then be forced to sell
their long-terms at capital losses in order to expand loans any
further, The maturity of the longeterm component could be kept longer
than some selected figure by selling only securities of longer maturie-
ties, and refunding them as they approached the selected figure,

A policy of lengthening the Federal debt was favored by the
Committee for Econamic Development in their 195L study of debt manage=
ment. The Committee felt that the banking system could manage with less
liquidity then is available from the outstanding volume of short-term
debt, and that the effectiveness of open-market operations would be in=
creased by lengthening the maturity of the dsbt.l

The objective of limiting the ability of commercial banks to

make liquidity adjustments might possibly also be accomplished by a

1‘1‘110 Research and Policy Committee of the Committee for Economic
Development, the Federal Debt (New York: Committee for
Economic Development, » PPe 20, 24,



83

substantial shortening of the Federal debt, If banks held predomi~
nantly short-terms in their securities portfolio, they would be forced
to give up liquidity to expand loans, and their ability to expand loans
would depend on the amount of shorteterms they could sell and still
maintain an adequate liquidity position, Once loan expansion at the ex=
pense of liquid asset holdings had proceeded to the point where banks
felt vulnerable to the threat of sudden deposit losses, their short-run
liquidity position would act as a restraint on further lending.l Data
for the past decade indicate that a secular decline in bankeheld long=
term govermment securities might be occurring.z If this is actually
happening, it would tend to prevent banks from making portfolio adjuste
ments in holdings of these securities, The trouble with the alterna-
tive of shortening the debt, however, is that if the present bank porte
folios of government securities were converted entirely to short-terms,
the normal level of bank liquidity would be much higher than it is
with the present structure of the Federal debt. This would permit a
much larger loan expansion than is possible at the present without ap-
proaching an unsafe level of liquidity. Another factor which would
offset the effects of a reduction in bank heoldings of long-term U, S.
Government debt is the growing volume of State and Local government
debt, much of which is longer-term., These issues could replace long-

1Luckett, OPe cites, DPe 61=62,
zlbido, Pe 62,
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term Federal debt as the basis for bank liquidity adjustments of the
type described previously. The growth of these various types of debt
is shown in Table 5 below,

TABLE 5. Growth of State and Local debt compared to intermediate-

and long~term U, 8. Government securities,
($Billions)

Year Tocal Issues 510 Years Over 10 Years

1951 3.2 1.5 0.0
1952 Lol 13.9 )
1953 5.6 «1L.5 57
1954 740 26,0 21,6
1955 6.0 "'16.0 7.0
1956 Seli 242 0.0
1957 Te2 =647 ~0,8
1958 T+8 Tolt ~0.3
1959 7-9 ho9 "'7 03
1960 7-5 "Lh9 '00}4
Total
Change 61,7 9ebs 19,0

Sources: Federal Reserve Bulletin and Treasury Bulletin,

The data in Table 6 below indicate that State and Local issues
have in fact become an increasingly important part of commercial bank
securities portfolios as long-term Federal issues have declined in

importance,
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TABLE 6, State and Local Government debt in commercial bank
securities portfolios,

($Billions)

State and Local Total Commercial Ratio, State and

Debt Held by Bank Securities Local Issues to

Year Commercial Banks Holdings Total Securities

Holdings (per cent)

1951 9.0 737 12,2
1952 10.0 7643 3.1
1953 10.6 7649 13.8
1954 12,4 8L.1 1h.7
1955 12,5 e 16.1
1956 12.7 Th.0 17.1
1957 13.7 753 18.2
1958 16.3 8641 18.9
1959 16,8 7846 21.3
1960 17.3 81.0 21.h

Source: Federal Deposit Insurance Corporation, Annual Raggm. Data
are for commercial banks insured with the FDIC, which account
for over 98 per cent of commercial bank deposits.

It has been pointed out that the effectiveness of monetary
policy in preventing banks from carrying out compensating liquidity
adjustments might possibly be increased by either lengthening or short-
ening the Federal debt. On the one hand, lengthening the debt would
rely on the threat of capital losses as a restraint on lendingj; on the
other hand, a shortening of the debt would rely on changes in the shorte
run liquidity of banks. It has been mentioned that the alternative of
shortening the debt might be offset by the growing volume of State and
Local debt eligible for inclusion in bank portfolios. Leaving this
consideration aside for the moment, the choice between the two alterna-

tives rests on several factors concerning the relative advantages of
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long and short debts) If larger amounts of long-term debt are issued,
the Federal debt becomes a stronger influence on the long-term intere
est rate, This would have countercyclical effects in two waysj first,
the greater fluctuations in interest rates would tend to restrict
private investment during prosperity and encourage it during recession,
and second, the willingness of banks to lend would be influenced by
greater fluctuations in the market value of their securities portfolios.
Another advantage of long~term debt is that it would aveid the necessity
of frequent refundings.

Among the disadvantages of issuing more long-term debt is that
the increased demand in the market for long-term funds might force
private borrowers into shorte-term borrowing, and would thereby tend to
increase the danger of forced liquidation of private debt during ree
cessions, Also, heavier reliance on long-term debt would invelve
higher interest costs to the Treasury and possible difficulties of
marketing new issues, especially during periods of prosperity. The
higher interest costs of long~term Federal debt poses the question of
whether the extra money spent on interest costs would not have a greater
stimlating effect on the economy if applied elsewhere,

Short~term debt would have the advantages of lower interest
costs, and the maintenance of the present liquidity structure of the

economy, Since the short-term Federal debt at present plays so large

1The relative advantages of short and long debt are summarized
in the Research and Policy Committee of the Committee for Economic

Development, ops Cit., ppe 16«20,
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a part in the liquidity of corporations and financial institutions; be-
sides banks, a shift away from the present structure might be diffie
cult to achieve,

The choice between longer and shorter Federal debt therefore
involves a number of factors other than the main consideration of
this study, such as the effects of higher interest costs and the de-
sirability of closer control over the long-term interest rate. The
objective of increasing the effectiveness of monetary policy by pre-
venting compensating bank portfolio adjustments in intermediate-and
long=term securities of the type previously discussed is only one of
the relevant factors which should be considered in formulating a pro=
gram of debt management, It appears that the growing importance of
State and Local government debt might largely negate the advantages
on this point of shorter-term debt, so the weight of the evidence pre-
sented here would seem to provide an additional argument for length=
ening the maturity of the Federal debt,
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