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Preface 

THE PARTICII'ATIO.'< of the banking system in the financing of 
World War II has significantly affected its financial structure and . 
functioning. Bank assets and liabilities have expanded enormously 
during the war period, and with tl~is expansion there has also 
occurred a striking shift in the importance of component items in 
the totals. In addition, the banking system has had to adjust to a 
trebling of currency in the hands of the public, and to a huge invest
ment by the public in federal obligations. The critical questions 
to which these wartime developments give rise are: Have the banks 
individually and as a system gained or lost in liquidity? And have 
they been strengthened or weakened in their capacity to perform 
"normal" functions upon return to peace? 

Dr. Whittlesey's present paper is directed toward answering these 
questions. Since any answers depend upon what the words "liquid
ity," "strengthened" and "weakened" mean in a practical sense, the 
author has adopted the current. working concepts of the banking 
community as the most useful ones for his purpose. 

This paper is the third written by Dr. Whittlesey in the National 
Bureau Series entitled "Our Economy in War." Those studies in 
this series which have b~n prepared under the Financial Research 
Prognm, have been made possible by grants from the Association 
of Reserve City Bankers and from private foundations. None of 
these sources of financial support is to be understood as approving, 
by virtue of its grant, any of the statements made or conclusions 
reached. 

Dr. Whittlesey is Professor of Finance and Economics in the 
Wharton School of Finance and Commerce of the University of 
Pennsyl\'ania and Economic Consultant to the Penn Mutual Life 
Insurance Company. He was assisted in the preparation of his study 
by Edith Elbogen and Sergei Dobrovolsky, both research assistants 
of the Financial Research Program. 1\fr. Donald Dunham was in 
charge of editing the manuscript and guiding it through the press. 
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RALPH A. r ou:-.c 
Director, Financial Research Program 
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Part I 

Nature and Significance of Bank Liquidity 

In the everyday usage of bankers the tenn "liquidity/' when applied 
to bank assets, relates to the possibility of converting assets into cash 
without serious loss of time or money. When applied to a bank it 
refers to the extent, relative to the volume and character of liabili
ties, to which the bank holds assets that are either in the fonn of 
cash or readily convertible into cash without materialloss.1 

In many situations, the cash obtainable from liquid assets is of 
secondary importance, as is shown by the fact that a short-term asset 
may be bought with the intention of replacing it with another as 
soon as it matures, and so on indefinitely. This is typical of bank 
loans at the present time. The cash itself is not retained or even 
desired; there would be a saving of much effort if a longer-term 
security were bought in the first place and possibly a higher return 
would be realized in addition. But what is gained- and what 
makes the extra trouble and the lower return seem justified- is the 
fact that the asset is safeguarded against substantial shrinkage, how
ever temporary, in its capital value. 

In the final analysis, however, the liquidity problem of banks is 
primarily and basiCally the problem of assuring that there will be 
an adequate amount of cash on hand, when needed, to meet all 
demands for cash. The task of providing sufficient cash presents 
itself in two ways: the individual bank, if it is to stay in business, 
must be able to meet all demands for cash including those resulting 
from the transfer of money to other banks in the system; and banks 
as a whole must be able to supply whatever demands are made upon 
them for the purpose of drawing money out of the system, whether 
abroad or for use in domestic circulation. \\'hile a drain of cash 
out of the banking system necessarily involves the withdrawal of 
funds from some individual bank or group of banks, a withdrawal 
{rout an individual bank, which may simply represent a transfer of 

l Distinctions in terminolog'l' and theory bearing on the meaning of liquidity are 
elahorau:d in ;m appendix. at the end of this section, p. 9 ft. 



funds to other banks, does not necessarily involve a withdrawal from 
the system. 

The problem of the liquidity of the banking system as a whole 
entails questions involving general governmental and fiscal deci- · 
sions as well as central banking policy and procedure. But it is the 
liquidity of the individual bank rather than of the banking system 
that concerns the great majority of bankers most frequently and 
most directly. Even those aspects of the problem which imolre 
all banks have their focus in the affairs of the individual banks. 
Whether a drain of cash is from the banking system as a whole or 
only from a single bank in the system, its immediate manifestation 
is the withdrawal of deposits from some bank or group of banks. 
Likewise that part of the liquidity question which relates not so 
much to providing cash as to arranging the maturity distribution of 
earning assets in such a way as to avoid u-ndue depreciation, is also 
a subject calling for decision by individual bankers. 

LIQUIDITY OF THE INDIVIDUAL BANK 

The fundamental task confro11;ting any bank is to keep the value of 
assets equal to the value of liabilities. The bases of this problem 
are a reflection of the characteristics of the banking business. In 
contrast with other middlemen, the banker holds few assets of a 
tangible sort; his resources consist predominantly of the debts of 
businessmen and the government. At the same time he owes very 
large sums to the public in the form of time and demand deposits. 
The demand deposits carry the obligation to pay cash whenever it 
is requested, while on time deposits a short period of waiting is 
allowed by law but is seldom invoked. 

The bulk of a bank's liabilities, then, are subject to payment on 
call, and it is essential that at all times the resources of the bank 
provide the means for meeting demands for cash as they are made. 
It might appear that this would require banks to hold against these 
liabilities resources which are also payable on call. As banking is 
carried on today, an exact balancing of the maturities of assets and 
liabilities is not feasible. Fortunately it is also not necessary, since 
there is not the slightest likelihood that the depositors' legal rights 
to early payment will be fully exercised. • 

While the banking problem nominally embraces all liabilities, it 
is the bank's liabilities to the public rather than to its stockholders 
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that constitute the primary consideration. If liabilities in the form 
of capital accounts are not covered by assets it is unfortunate for the 
stockholders, but that is a normal business hazard attaching to par
ticipation in any enterprise. If depositors lose, on the other hand, 
it is much more serious since this represents the failure of a vital 
part of the monetary mechanism, and may entail indefensible hard
~hips to the hank's customers and impair the efficient working of 
the entire economy. · 

In practice the task of balancing assets and liabilities divides itself 
into two parts, the long-run and the immediate. The long-run phase 
relates to total assets and liabilities. It is the problem of solvel!cy 
in the literal sense of dissolubility, i.e., could the affairs of the bank 
he wound up without loss to anyone? The short-run phase relates 
to liquid assets and liabilities, meaning by liquid liabilities those 
that are liquid in fact rather than merely in form. This is the prob
lem of liq11idity, of being able to meet all demands for cash as they 
are presented; it is important at all times, since failure to remain 
in a position to meet all claims <J.S they are presented leaves the bank 
,,·ith no ahernati\'e but to close its doors. The long-run problem is 
of concrete significance only if it is desired to close out the bank. 
It is possible for a bank to be temporarily in a position where its 
assets at current market valuations fail to cover liabilities. Such a 
situation might develop as the result of a sharp recession in business 
acti\ity such as occurred in 1920-21, a drop in price of farm land as 
in the twenties or a drastic decline in security prices such as fol
lowed the 1929 crash.2 By continuing operations until there is a 
reco\'ery in business conditions, the situation of technical insolvency 
may correct itself. Ordinarily the chief importance of the long-run 
banking problem is indirect. That is, a satisfactory solution of the 
immediate or short-run banking problem may depend upon a suc
cessful handling of the long-run problem. 

The basis of an attack upon the fundamental banking proble"m 
is suggested by its definition. Since the objective is to keep assets 
equal to liabilities, the problem may be approached from the side 
of assets or of liabilities, or of both assets and liabilities. In the 
lm1g nm the problem of keeping assets equal to liabilities applies 
to all assets and liabilities; in the short run it is a matter of effecting 

! Thr rel.Hiw impmtance of lo~ns or securitie<> in the composition of bank port
flllws would help to tleternune whtch of the<>e hazards "·as the more serious. 



a suitable balance between liquid assets and liquid liabilities. The 
maintenance at all times of a balance of this short-run character is 
the essence of any solution of the liquidity problem. 

L\CK OF UNIFORMITY AMONG BANKS 

For any individual bank the problem of liquidity is of a compound 
character. It entails the provision of adequate cash as it is needed, 
the spacing of the maturities of income-yielding assets to meet 
future demands for cash and the realization of as high a net income 
as is consistent with safety. A solution of the problem is rendered 
more difficult by the variation that exists among banks. 

Some banks are so large that their officers hesitate to rely on sale 
of securities as a means of obtaining additional cash for fear this 
might jeopardize the stability of the security market. Accordingly 
a relatively large portion of assets may be held in the form of cash 
and of securities convertible into cash without resort to sale in the 
open market. A small bank can plan, to a degree that a large bank 
possibly cannot, upon the shifting of assets as a means of obtaining 
necessary cash. 

Banks differ markedly, also, 'in the character of their deposit lia
bilities. A bank with large bankers' balances or with deposits of 
large corporations or governmental agencies must be prepared for 
pronounced fluctuations in their amount. A bank with a high pro
portion of time deposits, or a neighborhood type of bank with nu
merous small demand deposits, will normally be subject to little 
net change in deposits. Furthermore, the size of deposit accounts 
ordinarily bears a direct relation to the susceptibility of deposits to 

contraction of the sort that occurs when a bank is in difficulties. 
A study of the experience of a group of banks which failed just prior 
to the banking holiday of 1933 showed, for example, that deposits 
of $25,000 and up decreased 64 percent, and those under $500 by 6 
percent. For deposits under $200 the shrinkage was negligible. 
Among different types of depositors the decrease was greatest for 
interbank deposits.3 

\\'ithin a particular city there may be business banks with a rela
th·ely small number of accounts of large average size, other banks 
primarily engaged in trust operations, and still others with a large 

3 Ftdtral Rtsm't Bulletin (~larch 1939) pp. 178-81. The reduction in size of larger 
accoums may have helped, by bringing them into lower size classes, to maintain the 
averages of the smaller accounts. 
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volume of personal accounts. It is not even possible to generalize 
hetween city banks and country banks. Two adjoining banks in 
the same town may have distinctly different types of business. There 
are large banks, even in New York City, that are much closer to 
what is generally thought of as a country bank than they are to the 
conventional pattern of a big city bank. 

A bank has to consider not only the normal behavior of its deposit 
accounts; it must also take into consideration the preferences and 
prejudices of its customers. A bank may hold large amounts of cash 
and highly liquid assets, not because it has any expectation of need
ing them, but merely because it believes that large depositors would 
transfer a substantial proportion of their funds elsewhere if it were 
to maintain a less liquid policy than other leading banks.• The 
extent to which a bank will be affected by this possibility of transfer 
is influenced both by the type of deposits it holds and by the prac
tices being followed by other banks at the same time. A bank that 
has national accounts has more to fear from a loss of deposits than 
another whose accounts are locally held. However, any bank has 
greater latitude in reducing its ·own liquidity when other banks are 
reducing theirs, for there would be less reason to transfer deposits 
on the ground that other banks are more liquid. Moreo,·er, the 
fact that the action is general helps to overcome the prejudice 
against a particular bank's following such a policy. 

The location of a bank may have considerable bearing upon its 
probable liquidity requirements. A bank in a community experi
encing a sudden boom may be faced with a drain of funds i£ the 
boom collapses and will, therefore, need to be in a position to pro· 
\"ide cash in larger amounts than a bank in a community where 
conditions are more stable. At one time funds may show a tendency 
to move toward an industrial or agricultural community, and at 
another time or under different conditions they may move toward 
a fmancial community. Conditions may change because of seasonal 
or c:yclical reasons, a war boom, security or real estate speculation -
because of anything, in fact, that causes business conditions to 
behave differently in one part of the country from what they do in 

'.\ssuming that tht banL is correct in this belief, the maintenance of the liquidity 
of a"-'ftS is a mtam of Tt'Stricting what has been referred to as the liquidil\' of lia· 
hilitws. In smh a situation a changt in tht liquidin· of assets is inverseh· related to 
the liquidity of liabilities, i.e., the more liquid assets become the leu. liquid are 
hotbilillno and \ire \ti"Sa. 
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another. Minor differences may arise from such factors as the 
strength of its relations with other banks and whether or not it is 
near a Federal Reserve Bank. Not all of the regional differences in 
liquidity requirements can be accurately foreseen. In periods of 
boom or depression, moreover, the same forces that confuse the 
judgment of other businessmen also assail the bankers, as experience 
demonstrated after the last war and during the Florida real estate 
boom in the middle twenties. Adaptation to regional differences 
is rendered particularly difficult by the fact that the policies of simi
lar banks in other areas become an entirely untrustworthy guide. 

Differences in policies with regard to liquidity appear to be influ
enced in some degree by the earnings position of banks. The deter
mination of a bank's portfolio policy requires a balancing of its need 
for cash and its need for income: a bank may fail through either an 
overestimate or an underestimate of its future liquidity require
ments, since the one might lead to inadequate income and the other 
to inability to meet its obligations. A bank that anticipates a de
crease in earnings may, for that reason alone, assume a less liquid 
position, while another whose earnings outlook is satisfactory may 
remain as liquid as before. · 

The lack of uniformity in policies followed can be explained only 
in part by differences in the characteristics of individual banks. To 
a considerable extent it is attributable to the influence of strong
minded bankers, who have their particular. ideas as to how banks 
should be run. Few of them stand out as conspicuously as the 
famous exponent of liquidity, "100-percent" Nichols, head of a 
suburban bank in the Chicago area, did a few years ago, but it is 
safe to say that scores of bankers have put their individual impres
sion on their banks as definitely, if less dramatically, as Mr. Nichols 
did on his. 

There is no precise formula for providing liquidity of assets. One 
bank may hold a large proportion of short-term assets and relatively 
small amounts of cash and long-term securities; and another mav 
follow the opposite policy, holding a considerable share of its assets 
in long-term form and relatively little in short, relying on large 
holdings of cash to provide the requisite liquidity. A great variety 
of combinations can be, and in fact are, used to give the desired 
liquidity and yield. The most usual practice, however, is for a bank 
to hold a moderate amount of cash to meet reserve requirements 
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and working cash needs, a considerable volume of short-term securi 
ties and most or all of the remainder of its earning assets in medium 
term securities with possibly a small quantity of long-term bond! 

Further examples will serve to illustrate the variety of policie 
followed by banks: 

A Florida bank held approximately equal amounts of 
cash and go\'ernment securities maturing in twenty years 
or more and virtually no short-term or medium-term as
sets. The large holdings of cash were relied upon to gi,·e 
whaterer liquidity was required, their high degree of li
quidity compensating for the limited liquidity of the 
long-term securities. At the same time, the higher yield 
on these securities was counted on to make up for the 
large proportion of assets yielding no income, and to 
result in a higher average return than would hare been 
obtained from following a more conventional portfolio 
policy. 

In a large city in the east at the end of 1943 one bank 
held over 70 percent of its Treasury securities in maturi
ties of over five years, while another bank held less than 
14 percent in maturities of that length. In the same city 
ratios of capital funds to total deposits ranged from 4 per
cent to 121{ percent. 

One hank with large corporate deposits has a record ot 
the minimum amount of each balance prior to the banking 
holiday of 1933. On the gTound that funds that did not go 
out at that time can be counted on to remain, the bank 
makes it a policy to cm·er everything in excess of this mini
mum with highly liquid assets. 

Another large bank estimates, largely on the basis of 
past experience, the minimum amount to which particu
lar accounts or groups of accounts may fall in the course of 
a year. It computes the sum of these 'minimum balances 
and then follows the practice of covering e\·erything above 
this total with highly liquid assets. While admitting that 
the shrinkage in balances would not all occur at the same 
time, the practice is nevertheless defended on the ground 
that this fact prorides an added element of safety. 

There are four banks of approximately the same size in 
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a certain New England city. In June 1943 one of the 
banks held Treasury obligations amounting to $514,000 
and loans and discounts to $1,793,000 out of total assets of 
$3,003,000. Another of the banks had just the opposite 

· distribution of assets, with Treasury obligations amount
ing to $1,392,000 and loans and discounts to $643,000 out 
of total assets of $3,716,000. Contrary to what might be 
expected, the first bank was a savings bank and trust com
pany while the other was not. 

A bank in a farming community of 2,000 held aggregate 
deposits at the end of 1942 amounting to $1,126,000, of 
which 86 percent were payable on demand. Assets in
cluded loans and discounts of $237,000; investments, 
chiefly government securities, of $249,000; and cash and 
due from other banks, $818,000. In this bank cash, includ
ing cash items and due from other banks, represented 
nearly 73 percent of total deposits. The ratio of cash to 
deposits in all country member banks was 32 percent. 

In computing liquid assets some banks lump all govern
ment securities along with' cash as liquid assets. Others in
clude only those with maturities of one year or less as fully 
liquid. 

The characteristics of the particular bank play an important part 
in the requirements and recommendations laid down by officials 
charged with the supervision and examination of banks. Under 
conditions prevailing today, no bank would be criticized for hav
ing too many government obligations in its portfolio. Examiners 
might suggest, however, that a different selection of maturities 
would accord more nearly with the bank's prospective needs. In 
determining their liquidity policies, bankers are obliged to assess 
the combined importance of such factors as a bank's size, location 
and type of business. These factors are likewise among the prin
cipal considerations upon which bank examiners and supervisory 
authorities base their recommendations. 

Perhaps the most important single observation that can be made 
concerning the pro1;>lem of liquidity of the individual bank is that 
there is no general solution, valid for all banks at any time or for 
any bank at all times. Liquidity is essentially an individual affair; 
it would be sheerest folly to attempt to set down a concise formula 
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that any banker could adopt. Moreover, no banker can count on 
assuring liquidity simply by adopting the policies followed by some 
other bank in which he has confidence. The liquidity problem pre· 
sents itself in a wide variety of forms largely because banks differ so 
greatly in their basic characteristics. 

APPENDIX 

A NOTE ON THE MEANING OF LIQUIDITY 

As used in financial discussions, the word "liquidity" is simply a 
figure of speech to which we have become so accustomed that we 
forget that it is a figure. By analogy, money is the equivalent of a 
liquid. Cash is identified with complete liquidity; degrees of 
liquidity of assets correspond to the extent to which assets approach 
equivalence with cash. The test of this equivalence is the certainty 
of being able, in case the need arises, to exchange assets for money 
without delay and without "material" diminution of the value at 
which the assets are carried on the books of the bank. The same 
figure of speech is implicit in a number of related expressions, such 
as "liquidation," '"frozen credit" and "thawing out of bank loans." 

In technical economic literature the term "liquidity" is fre· 
quently used in a specialized sense embodying a particular concep
tion of how banking should be carried on. This usage was em· 
played by spokesmen for the Banking School which played an active 
part in monetary controversies a century or more ago. In recent 
years it has been reformulated and reemphasized in the writings of 
the late Professor H. Parker 'Villis and his associates at Columbia 
Unh'ersity. This usage identifies liquidity with the granting of 
credit through the purchase by banks of "self-liquidating commer· 
cial paper." By this is meant short-term obligations that originate 
in commercial operations whose completion provides the money for 
their discharge. 

Since 1930 a great deal of discussion has centered about the rela
tion of liquidity, and more especially "liquidity preference," to 
interest theory and the theory of money. Without entering into the 
contro\'ersy associated with liquidity preference, it is worth reiterat
ing that the familiar generalization that short-term securities com· 
mand a lower rate of interest than long-term securities does not hold 
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true historically. On the basis of data for the first quarter of each 
year it appears that from 1900 to 1930 the short-term interest rates 
were perceptibly below the long-term rate in only one year.5 At 
one time it was argued that the short rate should be higher than the 
long rate because investors had to be compensated for the trouble 
and expense of reinvesting money put out at short term. This 
theory of "illiquidity preference," and perhaps also the idea of 
liquidity preference, would seem to be in considerable part a prod
uct of the conditions under which they originated. The validity of 
either as a universal generalization is clearly open to question. 

The expression "liquid funds" is used to refer to cash or cash 
claims which are available, according to need, for such purposes as 
withdrawals of currency by depositors, meeting of increased reserve 
requirements (whether these arise out of a change in the legal ratio 
or a growth in deposit liabilities) and the prpvision of additional 
vault cash. "Liquid assets" is used more broadly to include high
grade earning assets of short maturity or assured convertibility. 

"Liquid bank assets" have been defined by the Federal Reserve 
as follows: "From the standpoint of an individual bank liquid assets 
or secondary reserves include balances payable on demand, loans 
that may be readily called or sold in the open market without 
involving customer relations, and securities that may be sold with
out risk of material loss of principal. In general, such assets include 
most of the following: brokers' loans, bankers' acceptances, open 
market commercial paper, and short-tt:rm high-grade securities, as 
well as cash and balances with other banks." 6 

Any description of the liquidity of assets must assume some 
degree of orderliness in the conditions of liquidation. It is of little 
use to describe the liquid assets of a bank as "only those which can 
be converted into cash tomorrow morning without having to sus
tain a loss," or hold that no more of a bank's holdings of bonds 
should be included as liquid than could be sold without depressing 
the market.7 

For groups of banks, or even for many large banks individually, 
so rigid a definition of the liquidity of bank investments is wholly 
artificial. It is very much like maintaining that grain dealers should 

s See David Durand, Basic l'ield.s of Corporate Bonds, 1900-19-12 (:'\a tiona) Bureau 
of Economic Research. Technical Paper 3) pp. 16-19. 

6 Federal Resm•e Bulletin !April 1939) p. 262. 
7 Banking !April 1939) p. 83. 
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value at the market price only that part of their stock of wheat 
which could be turned into cash at that price "tomorrow morning." 
Any valuation based on market price must inevitably assume the 
maintenance of some degree of order in the market, whether that 
orderliness results from the elasticity of supply and demand or is 
the consequence of control by the central authorities. The basis of 
liquidity in a free market lies largely in the possibility of a transfer 
of assets to other investors, total demand for the assets remaining 
approximately constant. In a market that is not free it may consist 
of the possibility of a tramfer to some outside agency such as the 
central bank, or it may depend upon restraints on the exercise of 
the public's right to demand cash. 

To the extent that the liquidity of particular banking assets is 
contingent upon their transfer to other banks, the liquidity of 
assets for indi\'idual banks is greater than for the banking system as 
a whole. At the present time the liquidity of bank assets is guaran
teed by their shiftability to the Federal Reserve Banks. This mean
ing of the shiftability of bank assets is altogether different from that 
involved in the controversy over liquidity and shiftability before 
and after 1920. At that time the term shiftability was generally 
assumed to refer to the transfer of assets to commercial banks or 
other prh·ate imestors. Today it is primarily concerned with trans
ft'r to the Federal Reserve Banks. As long as the Federal Reserve 
continues to provide a market for securities of the types held by 
banks, the liquidity of most individual banks and of the system of 
banks is assured. 

The liquidity of particular assets is affected by the price at which 
they are carried on the books of the bank. If, for example, they 
were bought at a bargain or ha\'e been marked down sufficiently, 
(as in the case of bank buildings), assets may be said to be liquid 
t·ren though the market is very limited and sales would be at a 
much lower price than could have been obtained earlier. Thus the 
test of an asset's liquidity might be thought of as consisting, at any 
particular moment, of getting back a sum of money equal to the 
amount of the liabilities which the asset is calculated as offsettin(J' 

0 

on the balance sheet.of the bank, or, alternatively, it could be said 
that the test of liquidity turns on recovering the money that was 
put in. The first of these usages is more pertinent to the problem 
of bank liquidit\'. Part of the \'alue which the asset oricrinallv repre-

, 1'1 ' 
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sen ted may have been offset by marking the asset down on the books 
of the bank, and the receipts that made this revaluation possible 
may have come from general profits rather than from the asset itself., 
In order, that is, for the asset to have liquidity it is not necessary· 
to recover by sale in the market the full amount of money originally 
paid for the asset.8 

Need for liquid funds may arise through either expansion or con· 
traction of deposit obligations. An expansion of deposit calls for 
reserves because of the rise in reserve requirements, and additional 
amounts of cash are necessary if the volume of currency in circula
tion increases at the same time. A deposit contraction that has the 
character of a run, with deposits converted into currency which is 
held idle rather than deposited in other banks, creates a need for 
more cash: reserves decline by the same amount as deposits, thus 
lowering the ratio of reserves to deposits. A deposit contraction 
that is the result of repayment of sums borrowed from banks, on 
the other hand, increases the liquidity of banks: the decline in 
deposits lowers the reserve requirement without diminishing the 
amount of reserves; indeed banks' holdings of cash reserves may rise 
through the deposit of currency withdrawn from circulation. 

It is not the total cash payments effected but the net withdrawal 
of cash that determines a bank's liquidity requirement. A bank 
that is constantly receiving and paying out cash in equal amounts 
will obviously have less need for liquidity than another bank whose 
total payments are not currently equalized by receipts. For the indi
vidual bank or for the system, liquidity requirements depend on the 
"peak load" of net withdrawals over the period for which reserves 
are averaged. The great difference between the individual bank 
and the banking system is that a large proportion of the withdraw
als from particular banks will be lodged in other banks within the 
system, while only a relatively small part of debits to accounts in 
any individual bank will ordinarily be redeposited in that same 
bank. 

There is another function of liquidity that may be more impor
tant than providing for an actual or potential need for cash, namely, 
to afford protection against a decline in the market value of the 
assets held. In the case of earning assets the protection given is 

8 This principle is recognized in the procedure known as "evaluation allowances." 
See below, pp. 36-~7. 
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tlosely related to the fact that a liquid security is ordinarily readily 
convertible into cash. If it is known that a security can be, or auto
matically will be, exchanged for a definite sum of money within a 
~hort period of time, its market price cannot decline far below this 
amount; and likewise if the price of a security is stable (assuming 
that access to the market is reasonably free) it can be converted into 
cash at any time. 

The possibility of a greater decline in the market value of seniri
ties with longer maturities may rest upon the risk of default or the 
risk of a rise in the level of interest rates. For long-term gm·ern
ment obligations or any other security whose full payment when 
due is unquestioned, only the second factor is important. How
ncr, actually realized Joss resulting from a decline in market value 
caused solely by a rise in interest rates would be avoided if the secu
rity were held until maturity. Under such circumstances an impair
ment of the capital value of assets would become effective only if 
bank oflicers were voluntarily to sell or write down securities accord
ing to their market price, or were forced to do so by examiners or 
other banking authorities. · 
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Part II 

Banking Changes and the Liquidity Problem 

The principal reason banks have a liquidity problem is that the 
amount of deposits is subject to constant, and sometimes unpredic· 
table, change. Consequently any development that affects the sta· 
bility of deposits directly involves the liquidity of banks. 

CHARACTER OF BANKING ASSETS AND THE 
BEHAVIOR OF DEPOSITS 
If a bank could be sure that the volume of deposits would not vary, 
the maintenance of liquidity would call for nothing more than pro
viding till money for working purposes. The distribution of matu
rities of earning assets could be determined solely on the basis of 
safety and earnings. Moreover, if deposits, even though not con
stant in amount, were to change in a predictable manner, the prob
lem of liquidity would be far simpler than at present. The maturi
ties of bank assets could then be arranged according to foreseeable 
needs; the determination of bank liquidity would approach the 
nature of an exact science and there would be little excuse for 
having either too many or too few liquid assets. 

At the peak of deposit expansion after the last war, investments 
represented less than a third of the earning assets of national banks. 
Throughout the second half of the twenties they amounted to about 
two-fifths, but by 1934 they had risen to half and by the middle of 
1944 to nearly four-fifths. Where formerly the dominating element 
in earning assets was loans, it is now investments in the form of 
government securities. Inasmuch as the volume of deposits is closely 
linked to the volume of earning assets, any difference in variability 
between loans and investments bears directly on the future stability 
of bank deposits. 

The theory of commercial banking at one time rested, as the name 
"commercial" banking implies, on the presumption that banks 
would engage chiefly in the discounting of short-term paper for 
industry and trade. Assuming that changes in the volume of busi· 
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ness activity would lead to corresponding changes in the volume 
of such paper, the expansion or .contraction of demand deposits 
through the discounting or retirement of this paper wa! expected 
to accommodate the supply of circulating medium to the volume of 
business transactions. These expectations were probably never fully 
realized in practice, for one reason because bank loans were not 
strictly short-term in character. Nevertheless there was a clearly 
recognizable tendency for the total of bank loans, including those of 
a noncommercial character, to vary more or less in harmony with 
the general course of business activity. This rough similarity is 
suggested by Chart 1, showing changes in-the volume of bank loans 
from 1919 to 1941 plotted against the curve of industrial production. 

There has been no corresponding tendency for changes in the 
volume of federal debt outstanding to be related to changes in eco
nomic activity. The growth of the national debt has been gov
erned, in the present century at least, primarily by two factors, war 
and depression. The federal debt has behaved in a very different 
manner from short-term paper or bank loans. The volume of such 
debt increased greatly in time of war and business depression, de
creased during the period of prosperity in the twenties and showed 

CHART I-BANK LOANS AND INDUSTRIAL PRODUCTION, 1919-41 

lANk lD-'NS 
IIUJONS or OOll-'AS 
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0~~~~~~~~~~~-L~~~~~~ 
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Sourct: Banking and Monttary Statistics and Ftderal Resen~ Built/in. 
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relatively few and small short-run fluctuations. The significance of 
these differences to the way depqsits may be expected to behave is 
indicated by Chart 2. Curve A of this chart shows for the period 
1920-41 the actual volume of adjusted demand deposits of all banks. 
Curve B shows what changes would have occurred in the volume of 
bank deposits if they had maintained a constant relationship to the 
volume of short-term private debt.9 If, on the other hand, deposits 

CHART 2-DEMAND DEPOSITS, AcTUAL AND HYPOTHETICAL, 

ALL BANKS, 1920-41 

BILLIONS 
OF" DOLLARS 

40 

ACTUAL 
A:""AOJUSTED DEMAND DEPOSITS, ALL BANKS 

HYPOTHETICAL 
B. DEPOSITS AS A FIX CD RATIO OF TOTAL 

SHORT-TERM PRIVATE DEBT 
C. DEPOSITS AS A FIXED RATIO OF TOTAL 

fEDERAL DEBT 

BILLIONS 
Of' DOLLARS 

Source: Data for short-term private debt from Surwy of Current Business (May 1943) 
p. 24, and for deposits and federal debt from Banking and Monetary Statistics. 

had maintained a constant relationship to the volume of federal 
debt, the trend would have corresponded to that shown in curve C. 
A combination of these two bases would have yielded a pattern of 
deposits somewhere between curves B and C. 

While the foregoing comparisons are purely hypothetical they 
lead to the clear inference that a deposit structure tied primarily to 
gm·ernment debt would behave differently from one tied primarily 
to short-term private debt. It would probably show a greater sta
bility as to amount, and instead of contracting at a time of business 
decline it might exhibit the opposite tendency. 

9 As.,uming for the sake of the argument that the volume of loans would have been 
the same as it was under the conditions that actually prevailed. 
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As matters stand today, the only way a substantial decline in 
deposits could come about would be through a decrease in the 
\·olume ot Treasury obligations held by banks. Such a decrease 
would presumably call for a net repayment of debt by the govern· 
ment or a transfer of federal obligations from the banks to other 
im estors. It is not certain, however, that either of these develop
ments would necessarily result in a contraction of bank deposits; 
the tendency for a decline in bank holdings of government debt to 
reduce deposits could be offset by an expansion of private loans and 
inrestments. However, such an expansion might occur even with
out a decrease in government obligations. In that case the reduc
tion in government debt held by banks would at least have the effect 
of restricting the total of earning assets (and therefore the volume 
of deposits) as compared with what they otherwise would have been. 

Furthermore, as long as earning assets consist overwhelmingly of 
gm ernment obligations, the volume of deposits is no longer subject 
to the same spontaneous tendency toward contraction in a period of 
falling business that exists when assets are of a commercial charac
ter. Since Treasury debt is neither proportional to business activity 
nor uniformly of short duration, a decline in business activity would 
not, automatically, reduce the volume of bank assets of this char· 
acter. :Moreover, changes in public confidence would be less likelv 
to contribute to fluctuations in the amount of these assets. Greater 
stability of deposits in time of declining business is of considerable 
importance; its precise implications are to be judged, however, pri
marily on the basis of the significance attached to the volume of 
< irculating medium as a determinant of prices and production. 

Similar considerations apply to the probable effects of business 
npansion. While changes in the volume of circulating medium in 
nart response to the "needs of industry and trade" ha,·e never been 
tntirely automatic, the recent displacement of private debt by 
gm l'rnment debt as the principal basis of demand deposits has 
rt·tHiered the probability of a perfect automatic adjustment still 
more remote.10 

1<.' It is not Ml~~t'Stl'd that the change is altogether complete. In the past, imestments 
lolllll~l a pan of earning ~S!iets: in the presem, short-term paper has not entirely dis· 
·'1'1"-·.ut"t.l. 1 he tlttft·rrnre •~ one of degree, hut the degree is so extreme that the line 
of 31\!UIIIt'nt is not ahe~·ed h' the £Jet that a residuum of the fonner basis of deposits 
~till ll'llla1ns. \or rs II suggested here that such an au10matic adjustment o( the 
< iu ul.lling metllllm 14ould he desir:tble e\ell if it could he counted U(XIIl. 
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This discussion of the stability of aggregate bank deposits still 
leaves untouched the problem of the stability of deposits which 
confronts the individual banker. For him liquidity and solvency 
are matters not so much of the absolute total as of the distribution 
of the total. He is lik'ely to be more directly affected by the flow of 
funds from one part of the system to another. At one stage of war 
financing deposits were being shifted from New York and certain 
other centers to banks in defense areas where heavy disbursements 
were being made. If at some future time disbursements in defense 
areas should decrease relative to the payments these areas are called 
upon to make outside, a decline in deposits and a drain of reserves 
to other parts of the country may be expected to ensue.' Banks in 
areas being deflated relative to the rest of the country will tend to 

lose deposits to banks more favorably situated. It is because of 
regional shifts that the possibility still remains of a liquidity crisis 
for individual banks or for banks in particular areas. The fear of 
this contingency helps to explain the reluctance of some bankers to 
act freely on the advice of Federal Reserve authorities to invest idle 
funds, even when they were given "assurance that banks will be 
provided with reserves, by one means or another, if additional 
reserves are needed." 11 

Since the shifting about of banking funds within the banking 
system is determined by internal balances of payments and not by 
the type of security on which deposits are based, any difference in 
deposit behavior resulting from the change in character of security 
is likely to be indirect rather than direct. Under conditions that 
existed in the early thirties banks suffering as the result of a regional 
drain were frequently compelled to accommodate themselves to a 
smaller share of a dwindling total of deposits. It would appear that 
the total volume of deposits is less likely to decline in a period of 
falling business activity, now that they are so largely based upon 
government obligations. While this does not preclude the prob
ability of serious strain for individual banks, the strain may be less 
than if the total volume of deposits were declining sharply. And 
the pressure on the system as a whole may be greatly lessened, for a 
condition of stringency in one area, arising out of a decline of bank 
deposits in that area, may have as its counterpart an expansion of 
deposits in another part of the system. Under such circumstances, 

11 Federal Reserve Bank of New York, Circular 2534 (October 30, 1942). 
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t!•e condition of strain 11rould be easier to cope "ith because it "-as 
lt'\s general, and. in addition. banls in cetUin areas "·ould be in a 
po~i~ion, because of expanded balances, to come to the assisunce of 
Lanl.s in other are~ where deposiu "·ere declining. 

R£L\ TI\"E DEPOSIT GRO\\TH .\..'\0 PROBABLE 
DEPOSIT CO~TRACfiO~ 

The 'ie,,· is ~metimes e[}{oumered that the recent increase in banl 
ceposits, ~ince it is so Lar;el~· a product of "·mime conditions, can 
~ expected to dis.lppear "·hen the "·u is 0\·er. The question of 
t!1e pemll.nence of the deposit gro"1.h is of the utmost imporu.nce 
in t!te detem1in.ation of policies for the acquisition of panicular 
t' pes and m.Huritia of banl ~ts; if the conclu~ion is correct that 
the ;!To"·th is onl~· temporary, banls m~t prepare no"· for meeting 
t!•e future conu'dct..ion of deposiu. The following analysis does not 
attempt to forec.a~t changa in the \·olume of bani deposits.. It is 
r!lereh· desi.;ned to disclos.e the b.asic assumptions inherent in any 
~eneral conclusion that deposits, "·hether of the entire banling 
~'~tern or of an~· indi' idlLll bank, are cert.ain to decrease. In some 
in~llnces the a;.mmptioru _ID.J~· be 'alid and in otl1ers not; the pur· 
pn~ here is to coruider onl~- "·lut the assumptions are and not to 
pa!o-S upon their ulidi~. 

Since tl1e gro"1.h in deposits is so direct!~· atrribuuble to the 
acqubition of gO\·emment ohliptions.. a m.ateri.al reduction in 
dtj•(~its "OulJ require a renn.a} of ilie procN "·hereby ilie"f \\·ere 
trt•ated.n .\n expecution that ilie toul of deposits in tl1e country· 
is lilt h· to dedine m.ateri.ally m~t rest on one or both of these 
a~~umptions: 

a. That the." T rebu~· "·ill retire a luge pan of ilie debt 
now held b~· banls; 

b. That ~0\emment debt "·ill be tn.ruferred from the 
h.1nls to other holders without reson to printe ~r
rowin;; from h.mls. 

.\ bdid that Lie." int&e.ue in an indi\idlLll b.anl's deposiu is onh· 

:! n11r m.t.Jl.\~ fur J COOlr.ll<':.l()ID ol dqxw.:t~ m_.;ht ~\~hh rome from a \"lrit:tT 
ot ( .. u.n w.:il &Sa -.:~mu.l ol fOft"-gtl bl.Wxa, a ~~~in curreoo· or a 
p~r...: m l~lt' ~n-r.mmllr'Olnn 111.1.!t.a. Wh.a~C"WT the a~. an a.t:rm~~t (X)Orrxtion 
<.t ~-..a -01.11J bt tmpc.a.~.)to -::.h<lut a.a aa:ompm,tn; miucuoa in bohlm~ ci 
!:•"C"!t.mrnt lr'CU!:tlC'io. • 
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temporary may reflect a conviction, not that all deposits will decline, 
but that a particular ::nea or a particular bank is likely to lose 
deposits to other areas or banks. It is therefore necessary to exam
ine the assumptions implicit in the view that there may be such 
regional or local shifts in deposit balances. But before specifying 
these assumptions it is necessary to indicate certain general facts 
and principles. 

Between June 1940 and June 1944 bank deposits in reserve citv 
and central reserve city banks increased by an average of 110 and 
62 percent, respectively. At one extreme were Wichita and Seattle 
with increases of 226 and 220 percent, respectively, and at the other 
extreme Galveston and Pittsburgh with increases of 4 7 and 52 per
cent. If it could be assumed that 1940 represented the normal dis
tribution of deposits, to which a return could be expected, it would 
follow that deviations of each city's position from the average for 
all banks in the country would measure the extent of probable 
future losses or gains of deposits. Since it is far from certain either 
that conditions were wholly normal in 1940 or that the relative 
long-run position of each city, has remained unaltered since then, 
no such rigid deduction as this is permissible. Nevertheless, the 
year 1940 was perhaps more nearly "normal" than 1944, and 
deviations from the relative distribution of deposits prevailing in 
1940 may therefore be a useful, even though tentative, guide to 
prospective liquidity requirements. 

In analyzing the prospects of a particular city or bank with regard 
to the probable future movements of deposits, a starting point 
might be to determine what its deposits would be if they constituted 
the same share of total deposits as they did in 1940 (or any other 
base year regarded as most representative). The figure thus chosen 
might be taken as "normal." The practical problem would then be 
to attempt to determine the factors, peculiar to the area or the bank, 
that establish a probability that the future inward or outward move
ment of funds will be more or less than that suggested by the aver
age or normal figure. This would call for a consideration of the 
permanence of recent industrial expansion in the territory served, 
the long-run movement of capital (e.g., to savings institutions such 
as life insurance companies), the type of financial operations carried 
on and changes that may have taken place either in the foregoing 
elements or in the character of the business carried on by the par-
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ticular institutions (e.~ .. a shift from predominantly trmt business 
to a greater dependenc~ on general banking). 

It is now possible to indicate the assumptions that seem to be 
implicit in the \·iew that the increase in the deposits of any indi· 
'idual hank is only temporary even though total deposits for the 
country as a whole were to remain the same: 

The expectation that the bank's deposits will decline as
~liJJH:'S a shift in dcpo~its away from that bank to other 
hanks in the country. 
Expectation of the loss of any deposits (i.e., a belief that 
a11y part of the increase is temporary) presumes: 
(a) That the increase in this bank's deposits has been 

greater than the average for the system, or 
(h) If no more than the average, that the long-run posi

tion of the hank has deteriorated so that its present 
share of deposits is gnater, relative to the share of 
deposits held by other hanks, than can be expected to 
he permanent. 

Belief that all of the increase in the bank's deposits since 
some base period is temporary implies the assumption that 

TABLE I-GROWTH OF 1\IEMBER BA!'\K DEPOSITS BY fEDERAL 

RrsER\'E DI~TRICTS, ju!'\E 1940 TO juNE 1944 

(dollar figures in millions) 

Total Member Bank 
Di.lt,ict 

Jncrtast 

June 1940 June 1944 Amount Percentage 

Bo~ton $5,409 $2.522 87.4% 
~ew \'ork 19,212 31.982 12,7i0 66.5 
l'hiladelphia 5.248 5.256 2.008 61.8 
Cle\eland S.9i5 8.027 4,052 101.9 
Richmond 2,025 4,435 2.410 119.0 
:\tlanta 1.7M 4.497 2.ill 151.8 
Chir:t~O 7.341 15,550 8.209 111.8 
St. Louis 1.701 3.542 1.841 108.2 
\linneapolis 1,130 2,4i0 1,340 118.6 
li.;111sas Cit~· 1.8..<>9 4.285 2,456 134.3 
DJibs 1.571 3.866 2.295 146.1 
S.1n Francism 5.024 11.957 6.933 138.0 

:\u. Mnr11u 8'\t..S $51,729 $101.2i6 $49,547 95.8<;'e 

Sourre: ffdtral Rtsrn~ Bulletin. 
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the long-run position of the bank has deteriorated relative 
to other banks in the system. The implied deterioration 
is exactly inverse to the difference between the amount of 
its deposits in that base period and the "normal" or aver
age level of deposits as defined above.13 

The preceding discussion may be illustrated by a series of com
parisons. In Table 1 is shown the average rate of growth of mem
ber bank deposits from June 1940 to June 1944 for all Federal 
Resen·e Districts and for each District individually. The deposit 
expansion in particular districts varied from a high of 151.8 and 
146.1 percent in the Atlanta and Dallas Districts, respectively, to a 
low of 61.8 and 66.5 percent in the Philadelphia and New York 
Districts. The expansion for member banks as a whole was 95.8 
percent. 

Similar comparisons for reserve city and central reserve city banks 
in a selected group of cities throughout the country are presented 
in Table 2. This list includes the six cities showing the greatest, 
and the six cities showing the smallest, relative increase in deposits 
over the 4-year period. A s1ig~tly different comparison is afforded 
by Table 3. The actual growth in dollar volume of deposits from 
June 1940 to June 1944 is shown in column 1 for the group of cities 
listed in Table 2. Column 2 shows the growth that would have 
occurred if the rate of deposit expansion had been the same (95.8 

13 A further implicit assumption that may be involved in an investment policy 
predicated upon the belief that the increase in deposits is only temporary may also 
be noted. The purchase of Treasury bills, if this is based on the supposed temporary 
charact~ of the expansion in deposits, entails the assumption that the decrease in 
deposits will occur, not just sooner or later, but specifically within three months. 
Similarly a purchase of certificates would involve the assumption that a decrease in 
deposits ma} occur within one year. 

As was mentioned at the start, the analysis presented above is solely designed to 
arrh·e at the underlYing assumptions that are unavoidably implicit in the statement 
that the increase in deposits is temporarv. For any institution the validity of the 
implied assumptions is a matter to be decided by the bank's officers. It must be 
remembered that these general comments do not afford a complete basis for judging 
the portfolio policv of a bank. Even though it were agreed that the present degree 
of liquidit~ of assets was not warranted by the prospects of a reduction in deposits, it 
might ne\·ertheless be defended on such grounds as that: 

a. A decrease in liquiditv would be interpreted by present and prospective 
customers as indicating the adoption of an incautious policy on the part 
of the management. 

b. Ta.xes are so high as to absorb most of the added earnings that would be 
obtained from a lengthening of maturities. 

c. Earnings are alreadv sufficiently generous so that the possibility of obtaining 
somewhat larger profits does not justify the sacrifice of liquidity. 

22 



percent) as it was for member banks as a whole. These amounts, 
added to deposits in the base year, would yield totals corresponding 
to the "normal" figures described abo,·e. The differences between 
the hypothetical amounts shown in column 2 and the actual increase 
in deposits from June 1940 to June 1944: (column 1) are given in 

TABLE 2-GROWTH OF MBfBER BANK DEPOSITS IS SELECTED RE.SER\'E 

A!\O CENTRAL REsER\'E CITIES, jvNE 1940 TO juNE 1944• 

(dollar figures in millions) 

Total Mtmber Bank Dtposits Increase 
City 

June 1940 June 1944 Amount Percentage 

(Cities showing greatest increast) 
Wichita $61 $199 $138 226.2o/o 
Seattle 539 1,086 747 22M 
Omaha 124 559 235 189.5 
Sioux City 27 78 51 188.9 
Sa\'annah 116 519 203 175.0 
Detroit 883 2.378 1,495 169.5 

(Cities showing least increast) 
Boston $1.!195 $2.!168 $9i3 69.7% 
St. Louis 668 1,081 415 61.8 
~ew York 16,065 25.794 9.i31 60.6 
l'hiladelphia 1,668 2.590 922 55.5 
Pittsburgh 1,146 1,744 598 52.2 
Gal\·eston 45 66 21 46.7 

ALL MEMBFR B.o:KS $51,729 $101.2i6 $49.547 95.8% 

Source: Mrmbrr Ba"lc Call Rtports. 

• Cities with less than four reser\'e cit\' member banl..s were not included in the 
comparison. 

column 3. The plus and minus quantities in column 3 represent 
the amounts by which, with no change in deposits of all member 
banks, deposits in the particular cities might ha,·e been expected to 
fall or rise after the present emergency- or rather after the emer
gency as it existed in June 1944- if the distribution of deposits 
were to return to what it was in the base )·ear. 

The ·percentages in column 4 show changes in deposits, com
pared with June 1944, that would occur if total deposits for the 
country should remain constant and the relati\'e distribution of 
deposits among banks should return to that which pre,·ailed in 1940. 
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The direction of the percentage change is shown by the plus and 
minus signs. It is not intended to suggest that either o£ the implicit 
assumptions is rigidly tenable, i.e., that the total of deposits can be 
expected to be identical with that of 1944 or the distribution of 
deposits identical with that of 1940. The practical significance of 
columns 3 and 4 depends on the extent to which, first, relative busi
ness conditions of the base year are regarded as more typical than 
those prevailing in 1944 and, secondly, banks as a whole are ex
pected to retain a volume of debt close to that held in 1944. Subject 

TABLE 3-DEVIATIONS OF DEPOSIT GROWTH FROM AVERAGE 

FOR SYSTEM, SELECTED RESERVE, CITY AND CENTRAL RESERVE 

CITY BANKS, 1 UNE 1940 TO 1 UNE 1944 

(dollar figures in millions) 

Percentage Change in 

Deviations of 
Deposit Totals for 

Actual Deposit Growth 
Deposit Growth 

June 1944 Which 

City 
Growth at Average 

from Average 
Would Result in a 

in Rate for the Distribution of Deposits 
Deposits ,System a 

Growth for 
Corresponding to the 

System 
Average Growth for 

the System 
(I) (2) m (4) 

(Cities showing greatest increase) 
Wichita $138 $58 $t80 -40.2% 
Seattle 747 325 +422 -38.9 
Omaha 235 ll9 +116 -32.3 
Sioux City 51 26 +25 -32.1 
Savannah 203 Ill +92 -28.8 
Detroit 1,495 lH6 +649 -27.3 

(Cities showing least increase) 
Boston $973 $1.336 $-363 +15.3% 
St. Louis 413 640 -227 +21.0 
New York 9.731 15,388 -5,657 +21.9 
Philadelphia 922 1,598 -676 +26.1 
Pittsburgh 598 l,Q98 -500 +28.7 
Galveston 21 43 -22 +33.3 

Source: Based on data from Member Bank Call Reports. 

a Figures in this column represent the amount of deposit growth that would corre· 
spond to the hypothetical "normal" described in the text. 

to these conditions, it follows that column 4 indicates, at a mini
mum, the relative direction of, and possibly something of the rela· 
tive differences in, future changes of deposits. 
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Deposit growth for any individual bank could be compared on 
the same basis with the average for the country as a whole or with 
that of any particular group or category of banks. Subject to the 
reservations mentioned above, this comparison could then be used 
w indicate possible tendencies in the future behavior of its deposits. 

RELATIO~ OF PORTFOLIO POLICY 
TO DEPOSIT GROWTH 

The suggestion that banks which have experienced the greatest 
relative growth of deposits may tend to undergo the greatest con
traction in deposits at some time in the future raises the question 
whether any correlation is to be detected between relative differ
ences in the rate of deposit growth and portfolio policy. Specifi
cally, have banks showing the greatest relative growth in deposits 
tended to hold a greater proportion of their assets in the more 
liquid forms? 

An attempt has been made to arrive at an answer to this question 
hy an analysis of deposit growth and portfolio policy (a) among 
different reserve cities and (b) in the various states. A comparison 
of the portfolios of banks in the ten cities showing the greatest rela
tive increase in deposits between June 1940 and June 1943 with the 
portfolios of banks in the ten cities which have shown the least 
increase yields rather inconclusive results. In general, the portfolio 
policies of the two groups appear to be very similar, and such differ
ences as do exist are mixed in character. \\'hile the proportion of 
total Treasury obligations to total assets is almost identical in the 
two cases, on the averag-e the group of banks with the greatest rela
tive increase in deposits held a larger proportion of these securities 
in maturities of one year or less. This would seem to imply some 
correspondence between deposit expansion and liquidity of assets. 
On the other hand, this pattern of beha\'ior is by no means uniform; 
thus hanks in Wichita, the city with the greatest increase in deposits 
during the period, held a smaller share of gO\·ernment obligations 
in short-term maturities than banks in any other city except one in 
either g-roup. 

The e' idence drawn from figures for all insured banks, classified 
hy indi,idual states, is likewise inconclusiYe. The relation between 
<kposit growth and character of bank assets is shown in Chart 3 for 



all states. The first of these diagrams indicates that the proportion 
of assets in the fonn of cash and Treasury obligations was closely 
concentrated between iO and 80 percent of total assets. Such devia-

CHART 3-hCRIASE I~ ToTAL DEPOSITS, Ju11iE 1939· JuNE 1943, 
A~D R.u10 BY STATES OF LIQUID AssETs To ToTAL AssETS, 1943 
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tion as occurred was not appreciably related to differences in deposit 
growth, except in the case of Vermont which stands out by itself. 
The second diagram is concerned only with the ratio of assets in the 
most liquid form, namely, cash and Treasury bills. Again there is 
pronounced, though not quite as extreme, concentration, this time 
in a range of between 40 and 50 percent of total assets. In the lower 
range there appears to be a tendency for liquidity of assets to be 
correlated with deposit growth. For the entire group, however, 
there is little if any significant correlation. a The state showing the 
highest ratio of cash and bills is well in the lower half of states as 
classified by rate of deposit growth. Conversely, the three states 
with the largest growth in deposits fall in the lower group as judged 
by proportion of assets in the form of cash and Treasury bills. 

The data were also analyzed on the basis of banks in the ten 
states showing the greatest, and the ten states showing the smallest, 
increase in deposits from 1939 to 1943. As in the case of individual 
cities, the proportion of total assets held in the form of Treasury 
obligations averaged almost the same for banks in both categories. 
The principal divergence is to be detected in connection with hold
ings of cash. The ten states with the smallest relative increase in 
deposits held a considerably lower proportion of total assets in the 
form of cash and due from banks. Included in the group with the 
smallest relative increase in deposits are several eastern states having 
many metropolitan banks whose excess reserves have fallen to a 
minimum. In the other group are a number of agricultural states. 
including a high proportion of country banks which have tended to 
retain a considerable amount of excess reserves. Whether differ
ences in the proportion of cash holdings in the various states reflect 
differences in deposit growth or in the types of banks that predomi
nate is not at all clear. At any rate the eridence fails to support the 
\'iew that differences in relatire deposit growth among groups of 
banJ...s ha\'e exerted a major influence upon their portfolio policies. 

DEPOSIT CO~TRACTIO~ A.~D SOL\'E~CY, 
A CASE HISTORY 

The predominance of go,·ernment securities in bank. portfolios has 
simplified one important decision that the indi\'idual bank must 

-1 his paintiplt is rt'((~<~nin>d 111 the procedure lnown as "valuation allowan£es." 
.o~tl!lolutt ~And ~act'ntage changes in liquid &Siit'lli and deposilli O\'er the ~riod 1939-H. 
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make in case an increase in liquidity demands makes it necessary to 
convert earning assets into cash. This is the question of which 
assets to liquidate. Under circumstances prevailing in 1945, the 
choice of what to sell in case of a substantial increase in the demand 
for cash is pretty well restricted to Treasury obligations. 

The possible importance of this change is suggested by the actual 
experience of a prominent western bank in the period after the first 
World War. This bank was one of the oldest, strongest and most 
conservative banks in the state. It was also one of the largest. 
During the war it experienced a considerable increase in deposits. 
Unfortunately for the bank, the most important account, that of a 
wartime government corporation, constituted more than a quarter 
of the bank's total deposits. After the conclusion of hostilities it 
was decided that these funds should be transferred to eastern banks 
preparatory to terminating the affairs of the corporation. 

The problem this presented to the bank was made the subject of 
discussion between the bank's officers and the officials of the war 
agency. A plan was worked out through mutual agreement pro· 
viding for the liquidation of the account by withdrawals of $500,000 
semi-annually until the total deposit, amounting to $7,000,000, had 
been transferred. Since this meant allowing seven years to settle 
an account that had been built up in approximately two years, the 
agreement seemed to all parties not only reasonable but generous. 

In tackling the problem of meeting the stipulated semi-annual 
payments, the administrative heads of the bank decided against 
undertaking to convert their most liquid loans. They reasoned that 
to follow such a policy would mean driving their most desirable 
customers to other banks. While the immediate problem could 
readily have been solved in this way, in the end the fruits of yean 
of effort would have been lost, making it necessary to start all over 
again to build up a suitable clientele. Steps were accordingly taken 
to liquidate loans of the types regarded as least permanent or least 
desirable to retain in the future. 

At the time the bank held a good many loans that had to be 
renewed, including cattle loans which were nominally of six months' 
duration but were used for financing breeding operations and there· 
fore represented a somewhat longer use of the funds. These loans 
had expanded greatly under the pressure of the war but were 
not of a type that the bank, which was more of a city institution, 
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regarded as adapted to its long-run requirements. The bank worked 
out arrangements with one of the agricultural credit institutions to 

take mer much of this paper. To do so, it was necessary for the 
bank to agree to some scaling down and to accept secondary loans 
for the balance. Because of the 1920 collapse in agricultural prices 
it became impossible to thaw out these secondary loans. The same 
decline in commodity prices led directly or indirectly to difficulties 
with other loans the bank had outstanding. Eventually the affairs 
of the bank reached a point where it could no longer be kept in 
operation. The institution was taken over by another bank at 
heavy loss to the stockholders, and its identity was lost. \\'hether or 
not the subsequent history of the bank would have been happier if 
it had made a different decision concerning the procedure of liqui
dation is perhaps debatable. In any case, the experience illustrates 
the dilemma of choo~ing among different types of assets. 

With the present distribution of banking assets in this country, 
the situation is very different from what it was after the last war. It 
differs, first, in the possibility of choosing among types of assets, 
sinct' the \'Olume of nongovernmental obligations is today relatively 
so much smaller, and, secondly, in the \'Olume of assets that are sub
ject to deterioration in value as part of a general decline in com
modity prices.15 Differences in the maturity of bank holdings of 
go\'ernment securities may call for policy decisions in case of future 
liquidation, but the decision concerning what maturities to liqui
date is considerably simpler than the choice formerly required 
among types of obligations and classes of obligors. This aspect of 
the liquidity problem has been perceptibly simplified. • 

The sig·nificance of the change that has occurred can readily be 
seen by inquiring what might be expected if a bank at the present 
time were to find itself confronted by the certain prospect of a 
rrdurtion of one-fourth in the total of its deposits. Assuming that 
the hank stands somewhere near the average of all banks, it would 
hold gm·ernment obligations equal to approximately three-quarters 
of its deposits, a substantial share of them in short maturities. It 
nmld sell gorrmmem securities equal to the amount of the decline 
in deposits without disturbing the bank's relations with any of its 
other customers. \\'ith policies that are now in force, this opera-

a On tht othtr hand, it deptnds to a much greater extent on the mulet for 
lu·~Mm ohlig~tions. 

29 



tion could be carried through without loss to the bank.16 Assuming 
a 'fairly typical distribution of maturities, it could be accomplished 
within a fairly short period of time by simply allowing assets to run 
off, whether or not the present support of the security market by 
the Federal. Reserve Banks was maintained. Whether the bank 
could undergo this degree of shrinkage without jeopardizing its 
earnings position is perhaps another question, though even with a 
substantial decline in ~eposits many banks could expect to show 
profits as high as characterized the period before the wartime ex
pansion in deposits. In any case, it is clear that most banks are 
equipped, through the type and liquidity of assets they hold, to 
meet a contraction of deposits in a way that was not approached 
in the pastY 

THE RATIO OF CAPITAL TO ASSETS 

For some time before the outbreak of the war in 1939 it had come 
to be widely accepted that capital accounts (capital, surplus, undi
vided profits and reserves for contingencies) should be equal to at 
least 10 percent of a bank's. total assets.18 This ratio served as a 
convenient rule-of-thumb for bankers and was endorsed by the Fed
eral Deposit Insurance Corporation.19 In June 1939 total capital 
accounts of all banks in the country stood at 11 percent of assets. 
Four years later, as a result chiefly of the great expansion in assets 

16 This analysis relates to the liquidity problem of an individual bank resulting 
from a transfer of deposits to other banks in the system. An attempt by all banks to 
liquidate long·term securities on a large scale would tend to defeat itself because of 
'market reactions. However, the large holdings of short·term securities which could 
be allowed to mature would seem to preclude the necessity of such an attempt. The 
question of changes in aggregate deposits is considered above, pp. 14 If. 

17 Furthermore, even in the absence of excess reserves, the higher ratio of cash to 
deposits means that a greater proportion of cash would become available in case of a 
permanent contraction in deposits. Every decline in the volume of deposits would 
release reserves previously required to be held against these deposits. Since a higher 
reserve ratio is now required, a correspondingly greater amount of cash would be set 
free for every dollar of decrease in deposits. The principal courses open to a bank 
which was subjected to a heavy drain of deposits would include the sale of Treasury 
bills and the maturing of short-term assets, the reduction in holdings of cash and 
balances with correspondents, the sale of longer·term Treasury obligations and bor· 
rowing from the Reserve Banks. While some bankers are strongly opposed to borrow· 
ing, a certain amount of borrowing has already occurred and in case of necessity 
borrowing could be expected to become more general. 

18 Cf. the detailed historical and analytical discussion in Roland I. Robinson, "The 
Capital-Deposit Ratio in Banking Supervision," journal of Political Economy (Febru· 
ary 1941). 

19 See Annual Reports for 1936, 1937 and 1939, pp. Z"/, 15 and 12, respectively. 

30 



CHART 4-RAno oF CAPITAL AccovsTs TO ToTAL Assns oF 
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Sour~: Comptroller of the Currenn, Rrporl.l; and Federal Deposit Insurance C.or
J>I>ration, Rt'ports. 

following the start of hea\'y war financing, the ratio for all banks 
had fallen to 7 percent.20 While the ratio of capital to assets had 
dedined almost without interruption from the start of banking in 
this country, the decrease from 19~9 to 19H was unprecedented in 
both magnitude and abruptness (see Charts 4 and 5). 

The most striking feature in connection with the ratio of capital 
to assets is not so much that the ratio has changed as that the ratio 

20 .\ m;lrorit\ of hanls increastd the amount of capital during this period but the 
inneo~'l." \\.ts not sutlifient to lrep pace \\'ith the growth in assets. In 19H, 6~.5 percent 
of tht net profits of national banls \\'ere added to capital accounts iTreasurv Dtp:ut
ment, l'rns Relea~ ~o. H-49 . .\prill~. 19H). A few banls sold additional Stod:. 

31 



varies so greatly among banks in different parts of the country. At 
the middle of 1943 the ratio of capital to assets for banks in different 
states ranged from a high of 13.5 percent in Vermont to a low of 

CHART 5-CAPITAL AccouNTS AND ToTAL AssETS OF 

MEMBER BANKS, 1921-44 
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Source: Banking and Monetary Statistics and Member Bank Call Reports, 1942·44. 

3.6 percent in Arizona. Differences of this character are not a new 
phenomenon. In 1939 as in 1943 the banks of Vermont had the 
highest ratio of capital to assets, though it was then 18.8 percent, 
while Arizona, with 7.8 percent, had next to the lowest. In both 
periods the highest ratios prevailed, generally speaking, in the 
eastern, and especially the New England, states and the lowest ratios 
in the western, and especially the far western, states. 

The effect of changes in the relationship of capital to assets from 
1939 to 1943 was to bring about a somewhat greater imiformity 
among banks with respect to the ratios maintained. This may be 
seen from Chart 6 showing by states the extent of concentration in 
different categories of capital-to-assets ratios. In 1939, the num· 
ber was more or less evenly distributed among banks with capital 
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ratios ranging from 8 and 9 percent of assets to those with ratios 
between 12 and 13 percent. In 1943, there was a marked concen
tration in the group with capital ratios of from 6 to 7 percent of 
a,o,ets with a substantial number in each group abO\·e and below, 
and relatively few in any other category. 

It is important to recognize that the recent decline in the capital 
ratio has come about almost wholly through an expansion in holdings 
of Treasury obligations. The ratio of the capital of commercial banks 
to so-called "depreciable assets" (total assets less cash and Treasury 
obligations), which is sometimes offered as a more significant com
pari~on than the ratio of capital to all assets, remained relatively 
stable in the period from 1933 to 1944. The ratios for all insured 
commercial banks of capital to deposits, to total assets and to assets 
other than cash and government obligations are given in Table 4. 
Durin~ the period from the end of 1933 to the middle of 1944 the 

CH.\RT 6-RAno or CAPITAL Accot'NTS TO ToTAL Assns or 
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ratio of capital accounts to total deposits declined by 64 percent, 
and the ratio of capital accounts to total assets by 58 percent. The 
ratio of capital to "depreciable assets," on the other hand, showed 
an increase of 12 percent between 1933 and 1944. 

Thus the falling ratio of capital to total assets in the last ten 
years, and more especially in the last three, reflects chiefly the rising 
volume of assets which are subject to little if any depreciation. 
Even though the immediate safety of banks is not in question, there 
is still objection to a permanent departure from an accepted ratio. 
In the past half century there have been three periods of sudden 
change in the ratio of capital to assets of national banks (Chart 4). 
From 1895 to 1900 the proportion of capital to assets of national 

TABLE 4-CAPITAL RATIOS OF INSURED 

COMMERCIAL BANKS, 1933-44 

Total Capital Accounts per $100 of-

End of Total Total Assets Other Than Cash and 
Deposits Assets Government Obligations& 

l933b $18.70 $14.94 $24.29 
1934 15.77 13.24 26.30 
1935 14.07 12.19 26.09 
1936 12.84 11.26 24.60 
1937 13.56 11.81 25.00 
1938 12.93 11.33 25.62 
1939 11.63 10.33 25.38 
1940 10.51 9.44 24.38 
1941 9.86 8.91 22.82 
1942 8.03 7.39 25.99 
1943 7.16 6.64 28.28 
1944,June 6.75 6.29 27.19 

Source: Federal Deposit Insurance Corporation, Assets and Liabilities of Operating 
Insured Banks. 
a Includes total assets minus United States government obligations direct and guar
anteed and cash and due from banks. 
b Data for December 301 1933 include banks which became insured January 1, 1934. 

banks fell from 28 percent to 20 percent, most of the change occur
ring between 1897 and 1899. From 1915 to 1920 the ratio went 
from 18 percent to 11 percent, most of the change occurring be
tween 1915 and 1918. From 1940 to 1944 the ratio declined from 
9.4 percent to 5.8, the largest decline taking place in 1943. 

The decline in the ratio of capital to assets in the earlier periods 
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was not reversed. Moreover, after the last war it was followed by 
the most prolonged and devastating period of bank failures in the 
hi,tory of this country. Objection to the low ratio now prevailing 
is largely based on the possibility that the present, or some still 
lower, ratio may come to be regarded as adequate. The ratio is 
thought of as a signpost whose function is to warn that there is 
danger in continuing to reduce the share of ownership to total 
a~sets. If the present relatively riskless assets should be replaced, 
in the course of time, by an a\·erage cross-section of assets, so low a 
ratio would not, it is alleged, provide sufficient protection. 

The FDIC has made the suggestion that without a fairly high 
proportion of capital to assets, commercial banks may be unable to 
discharge their traditional function of financing prirate enterprise. 
"Bankers must be in a position to bear successfully the reasonable 
ri~ks of such financing without imposing an undue burden of risk 
upon the Government." 21 If they are unable to do so business and 
agriculture will presumably be compelled to obtain credit else
where, either from competing credit institutions or from go,·em
mental agencies. In this case the preser\'ation of a privately owned 
and operated banking system, it is said, would be rendered increas
ingly difllcult.22 

The lowering of the ratio of capital to assets has helped to offset 
the effect on earnings of the decline in the rate of interest. If, for 
example, the return per hundred dollars of earning assets should 
drop to half what it was while the \'olume of earning assets 
doubled, earnings, ceteris .~trmtibus, would be the same as before. 
The g-reater this pyramiding, the lower is the rate of yield on assets 
that is required in order to prO\·ide a given return on capital. To 
the extent that a gTeater pyramiding diminishes the incenti\'e to 
seek the most profitable uses of a bank's resources, its effect might 
he to di\ert funds into relati\'ely ri~kless investments and away from 
\enture capital. 

Hoth bank resen·es and capital accounts may be regarded as con
ttihutin~. in somewhat the same way, to the protection of deposi
tors. Since reserves are not subject to depreciation in ,·alue, the 
~1frty of delxlsits is presumably greater with a high ratio of resen·es 
to deposits. l'nder a system of 100 percent resen·es, for example, 

Zl Ft'llr-ul lkpo&it lnsuran~ Corpontion, ''"""'41 Rtport, 1941, p. 5. 
%%I hid. 
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there would be no need, as far as the protection of depositors is 
concerned, for any particular ratio of capital to assets. At the pres
ent time banks hold a considerably higher reserve ratio than they 
formerly did. Over the period from 1935 to 1943 the increase in 
the ratio of member bank reserves corresponded closely to the 
decrease in the ratio of capital accounts to bank assets. This imerse 
movement of reserves constitutes another factor offsetting any ten
dency for the decline in the ratio of capital to assets to weaken the 
protection afforcled depositors.23 

A further consideration reducing the apparent significance of the 
decline in capital ratios is the increasing resort by commercial 

23 With a higher ratio of reserves (and other cash items) to total assets a smaller 
percentage of total assets is subject to depreciation. The protection afforded to 
depositors by a relatively high reserve ratio is equal to that afforded by a relative!) 
high capital ratio if the fact that a smaller share of assets may depreciate just com
pensates for the fact that less of a cushion exists to absorb the loss resulting from any 
depredation that may occur. This may be illustrated by a series of examples. We may 
assume a bank having skeletonized balance sheet items as follows: 

Reserves 10 Capital 10 
Investment 90 Deposits 90 

Let us then assume two situations, one a doubling of deposits accompanied by a 
corresponding increase in both reserves and capital, and the other a doubling of 
deposits accompanied by no increase in capital but with reserves rising from 10 to 40. 
The first position is represented in Model A and the second in Model B. 

Model A: Reserves 20 Capital 20 
Investment 180 Deposits 180 

Model B: Reserves 40 Capital 10 
Investment 150 Deposits 180 

With varying rates of depreciation in the value of investments, losses will be incurred 
under conditions represented by Models A and B, respectively, as follows: 

Percentage 
Decline in Total Amount Loss to Loss to 

Depreciable of Loss Stockholders Depositors 
Assets A B A B A B 
10.0% 18 15 18 10 0 5 
20.0 36 30 20 10 16 20 
33.3 60 50 20 10 40 40 
40.0 72 60 20 10 52 50 
50.0 90 75 20 10 70 65 

It is seen that, with a depreciation of one-third, the loss to depositors under either set 
of conditions would be the same. With a depredation of less than this amount 
depositors would lose more under conditions of a relatively high reserve ratio, and 
with depreciation in excess of one-third depositors would lose more under conditions 
of a relatively high capital ratio. Total loss, including loss to both depositors and 
stockholders, would in all cases be less with a high ratio of reserves to total assets. 
Obviouslv, the protection to depositors would be still greater if the ratio of capital 
as well as the ratio of cash were relatively high. The models are sufficient to establish 
the conclusion, however, that protection to depositors is afforded by either method, 
with the degree of protection attributable to each depending upon the amount of 
depreciation which is assumed to occur. The point of equal protection is governed by 
the magnitudes of capital and resenes relative to total assets. 
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hanks to what is known as "valuation allowances." ~• Instead of set· 
ting up separate re~erve accounts, the values at which assets are 
carried on the books of a bank are currently written down by 
charges against earnings. Even assets of the highest quality may 
be written down in this way, though at a slower rate than lower
grade a~sets. The policy of asset valuation has been encouraged by 
examiners. It avoids disadvantages which attach to building up 
capital, surplus or resen'e accounts, namely, the rigidity on the one 
hand and the pressure to adopt a more liberal di,·idend policy on 
the other. It also assures that provision for losses will be made in 
good times as well as in bad. The quantitative importance of val
uation allowances at the present time is not known. It is apparent, 
however, that because its effect is to create a cushion against future 
depreciation of assets, it helps to accomplish one of the purposes 
formerly served by a relatively high ratio of capital to assets. 

A relatively high ratio of capital to as~ets is sometimes defended 
as a means of giving the owners a stake in the business sufficient to 
assure careful administration.2~ It presumes that the smaller the 
owner's share, the gTeater is the temptation to take unwarranted 
chances with the bank's funds. While this reasoning carries the 
invidious implication that bankers might otherwise become care
less with the funds entrusted to them, the maintenance of a rela
tiYely high capital ratio accords with the prevailing ,·iew that under 
the private enterprise system the proprietors' stake in business 
should correspond with their responsibilities.26 

1\:CIDF~TAL FACTORS I~FLVE~CI~G 
BA~K LIQUIDITY 

:\number of minor factoi·s bear upon the problem of bank liquid
ity by influencing, for example, the degree of liquidity that now 
exists or the ability of banks to meet possible demands for cash out 

24 .\lso rrfrrred to as "unallocated charge-<>ffs," "\'aluation resen·es," "depreciation 
and ;unonil;Hion allowances." "resen·e arcoullling." 

2~ In kw husines~ is the ratio of ownerli' f'<1Uit\· to total assets as low as it is in 
h:mlin~. RNptiring 1 hi~h ratio of capital to assets in order to assure caution is 
~oom''" h;tt similar to the pranice of imposing margin requirement& in connection with 
puu h.tst'S on the stork marlet. 

t~ lhe s.une ohsenation has l)('('n ad\'anced in [nf.(land where 1 considerablv lower 
fall() or Ctpit;tl 10 ll'-'ifiS preuils. In the first (110 \ears of the "'ar the rati~ (or a 
~lllllJl of ltading joint-stotl hanl..s fell from 5.6 percent to 4 percent. At the end of 
I~H4 it 1n~ appw,im:urh ~-2 percent. 
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of their own resources. As is indicated later, a by-product of the 
war loan drives has been temporarily to increase bank liquidity. 
This occurs apart from, and frequently in the complete absence of, · 
any expansion in cash or reduction in total deposits. It is a con
sequence of the technicality that legal reserves are not required 
against war loan accounts of the United States Tr~asury. The pur
chase of Treasury obligations by individuals and businesses involves 
the transfer of large amounts of deposits from the public to the 
government, with the result that the reserves previously required 
against these deposits become classified as excess reserves. The effect 
is to increase the liquidity of the bank for the time being, since 
excess reserves render a bank more liquid than an equal amount of 
required reserves. With the disbursement of funds by the Treasury 
and the transfer of deposits back to private holdings, the excess of 
reserves created in this way is gradually reduced. 

The addition thus made to excess reserves is largely a function of 
the growth in size of Treasury balances with banks. The liquidity 
that arises in this manner can be seen to be transitory. Excess 
reserves of such temporary character afford relatively little induce
ment to credit expansion, although they may lead banks to increase 
their holdings of short-term assets such as Treasury bills. 

The liquidity of particular banks may also be affected by taxa
tion, especially with the high rates now in force. Certain of the 
l.arger banks of the country are today subject to excess profits taxa
tion at or near the maximum level of rates. Out of the additional 
net return such banks might derive by purchasing securities of 
longer average malurity, the government would take up to 95 per
cent. Although the bank may see no need for being as liquid as 
it now is, it may nevertheless feel that the net addition to profits 
after taxes would not be sufficient to justify holding less liquid 
assets: Ind.eed, if it were not for the patriotic incentive to lend as 
fully as possible to the government, the bank might prefer to hold 
cash rather than acquire any sort of available earning assets except, 
possibly, tax-exempt securities. Even /before the passage of excess 
profits taxation the low net return obtainable on many types of 
assets discouraged banks from lending and investing and was partly 
responsible for the high level of excess reserves prevailing during 
the 1930's. 

The earnings outlook may be influential in determining whether 
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a bank assumes a less liquid position, for example, by reducing its 
idle cash or shifting to higher yield securities. Aside from the effect 
on the volume of a bank's liquid assets, earnings may also affect the 
extent of the demand for liquidity. A satisfactory earnings record 
is an indication of a bank's success and by inspiring confidence in 
the strength of the bank it may lessen the danger of a serious 
increase in cash withdrawals. In addition, earnings in excess of 
dividends may aid in building up capital and in establishing resenes 
for contingencies, even though they are of little importance in 
meeting an emergency. 

During the early years of wartime expansion the earnings of 
large, and particularly of metropolitan, banks increased more rap
idly than those of outlying banks. For a time, in fact, the income 
of many of the smaller country banks showed a declining tendency. 
Banks in all size groups experienced a growth of deposits and of 
earning assets in the form of government obligation's yielding a low 
rate of return. By and large, the expansion of income from these 
assets more than offset the decline in yield from other assets of the 
rity hanks, hut for many country banks it failed to do so. An impor
tant reason for this difference was that in the past the yield on 
assets of country banks usually a\·eraged considerably abo\'e that of 
rity hanks. In general, therefore, the disparity between accustomed 
yield and the yield currently obtainable was greater for country than 
for city hanks. Consequently the profits of banks in the interior 
were not aided by the growth in total assets to the same extent as 
those of banks in the larger centers. 

\\'ith the continued expansion in deposits smaller. banks also 
t•xperienced a substantial increase in earnings and the number of 
hanks failing to share in the general prosperity diminished. T\ot 
only hare net earnings continued to improre but, except where 
local conditions such as the liquidation of war industries or a 
decline in farm income may be expected to result in a shrinkage 
of deposits, the prospect for generous earnings in the future remains 
excellent. 
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Part III 

Bank Liquidity in vVar, 1939 --fj 

The outbreak of war in Europe, and more especially our entry into 
the war, was followed by an unprecedented demand for currency 
and other liquid funds.27 The task of meeting this demand has 
given rise to problems that are among the most important economic 
consequences of the war. Its magnitude is indicated by the growth 
in currency in circulation, bank reserves and till money from the 
middle of 1939 to the end of 1944, which was considerably greater, 
relatively, than the increase in such basic productive factors as coal, 
iron and steel and industrial labor. Adequate provision for the 
increased monetary requirements was essential to the prosecution 
of the war and the manner of its financing. 

The Board of Governors attested to the major importance of the 
liquidity problem by announcing on the day after Pearl Harbor 
that the Federal Reserve System was prepared to take steps to 

assure an adequate supply of funds for fmancing the war effort.2s 

'Vhile the support of the Federal Reserve and other organizations 
and groups has been indispensable, the responsibility for meeting 
the expansion in financial requirements has devolved, initially at 
least, upon the commercial banks of the country; the liquidity prob
lem is peculiarly their problem. 

From 1939 to 1945 banks were called upon for additional fund.s, 
either for their own use or for the use of others, equal to more than 
three times the total capital accounts, including capital, surplus, 
undistributed profits and contingency reserve accounts, of all in
sured commercial banks in the country at the start of the period. 
This is a sum considerably larger than their entire cash resources 
in 1939. l\Ioreover, banks were obliged at the same time to prepare 
for uncertain requirements during and after the war. 

27 The effect of the expansion in currency and deposits upon the price structure 
was treated in a previous monograph in this series and is not part of the present study. 
See C. R. Whittlesev, The Effect of H'ar on Currency and Deposits (~ational Bureau 
of Economic Research, Financial Research Program, Occasional Paper 11, 1943). 

28 Federal Resm•e Bulletin (January 1942) p. 2. 
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An analysis of bank liquidity since 1939 involves a consideration 
of the factors that created a demand for liquid funds and the 
sources from which the necessary funds were obtained. By far the 
most important source since the time we entered the war has been 
Federal Reser\'e Bank credit, and the chief instrument for supply· 
ing this credit in just the right amounts has been the maintenance 
of a posted bill rate on Treasury bills. Because of the major role 
played by Treasury bill policy and also because it is new in this war 
and hence relatively unknown, it is treated at considerably greater 
length than other phases of commercial bank or Federal Reserve 
Bank policy. 

The liquidity o£ the American commercial banking system at the 
start of the war in Europe was probably greater, as judged by most 
coll\'entional tests, than e\'er before in our history. Banks were in 
a far more liquid condition than in 1929, notwithstanding-indeed, 
partly because of-the difficulties experienced during the interven
ing years and the accompanying reduction of 40 percent in the 
number of active banks. 

In the decade from June 1929 to June 1939 deposits of all report· 
ing banks in the United States and possessions had risen by 11.5 
percent. Deposits payable on demand had increased more rapidly 
than time deposits, and constituted 60 percent of total deposits as 
compared with only 50 percent in 1929.:!9 .Much more than coun
terbalancing this increase in the liquidity of liabilities was a great 
increase in the proportion of liquid assets. Cash and due from 
other banks had risen from l 0.5 percent of total assets in 1929 to 28 
percent ten years later. At the same time holdings of Vnited States 
go' tTnment securities had increased by 367 percent, from $4.023 
million to SI8,i91 million, becoming one of the major categories 
o£ earning assets. Meanwhile loans and discounts had fallen by 
nearly a half, from $41,433 million to $21,516 million, and a mod
erate decline, amounting to about 16 percent, had taken place in 
"other assets" which consist chiefly of bank premises. 

These, then, were the main quantitati,·e features in the liquidity 
position o£ banks just before the outbreak of the war in Europe: 

a. A relatirely high ratio of demand to time deposits as com
pared with what had preuiled pre,·iously; 

. tv II n:uional banL: notes in circulation in 1929 are included, the rise in the propor· 
uon ol tht' dtmand obligations ol banls is slighth less, i.e., 8.8 instead ol 9.9 percent 
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b. A very high ratio of cash and government obligations to 
total assets; 

c. As judged by the past, a low level of fixed assets and assets 
in the form of the obligations of privat~ borrowers. 

The net result of changes in these elements can be judged only 
in the light of certain factors in the institutional environment 
within which banks were operating. The effect of the growth in 
"cash and due from other banks" in increasing the liquidity of 
banks was partly offset, for example, by the fact that reserve require
ments had been raised by about three-quarters since 1936, with the 
result that the availability of a part of the increased volume of "cash 
and due from banks" was reduced.30 On the other hand, a more 
liberal policy had been adopted as to the basis for extending Fed
eral Reserve credit. Moreover, the fact that the Federal Reserve 
Banks had undertaken to maintain an orderly market for govern
ment securities served to render bank holdings of Treasury obliga
tions considerably more liquid than they might have been in the 

TABLE !}-NET GoLD IMPORTS ·AND GROWTH IN MEMBER 

BANK REsERVES, 1934-41 a 

(in millions) 

}'ear 

1935 
1936 
1937 
1938 
1939 
1940 
1941 

Net Gold Imports 

$1,132 
1,739 
1,117 
1,586 
1,974 
!1,574 
4,744 

982 

Source: Federal Reserve Bulletin. 

Increase in 
Member Bank Reserves 

1.491 
1,019 

421 
1.735 
2.729 
2.!173 

-1,576b 

a Figures for imports of gold are not reported since 1941. Some indication of the 
nature of gold movements is afforded, however, by data on gold assets held by the 
l:nited States Treasurv. As contrasted with increases of $4,351 million in 1940 and 
$742 million in 1941. these show decreases of $10 million in 1942. $i88 million in 1943 
and $1,319 million in 19H. 
b Decrease. 

30 Correspondent balances which are included in "cash and due from banks'' do not 
constitute a net resource for the banking svstem as a whole. They may, however, be 
highly important to the Iiquidit}· of indi,idual banks. 
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absence of such a policy. This policy tended to counterbalance the 
effect of tl1e lengthening that had taken place in the average matur· 
ity of banks' earning assets, a change that might otherwise have led 
to a reduction in liquidity. 

Looking further afield, the cyclical position of business in the 
second half of 1939 was favorable to the maintenance of bank 
liquidity. With economic activity on an upswing, prices firm, 
orders pouring in from abroad and with the prospect of participa· 
tion in the war still rather remote from the United States, the 
immediate business outlook was generally good. The international 
financial situation was characterized by a rising flood of gold to 
this country. The heavy gold inflow of 1934 and subsequent years 
was given added impetus by the political uncertainty abroad that 
preceded the declaration of war. For the most part, the proceeds 
of these imports of gold were deposited in commercial banks; they 
increased bank reserves and at the same time enabled banks to meet 
the growing demand for currency in circulation (see Table 5). 

The institutional framework of banking had been strengthened 
a few years earlier by the establishment of the Federal Deposit 
Insurance Corporation. The protection thereby afforded small and 
medium depositors by the FDIC may serve to retard, to some extent, 
any tendency for deposits to be converted suddenly into cash. 
Moreo\·er, the influx of gold that contributed to the liquidity of 
the member banks had likewise added to the cash resources of the 
Federal Resen·e Banks. Against note and deposit liabilities of 
$16.212 million at the end of June 1939 the twelve Federal Reserve 
Banks held cash reser\'es of $13,874 million. The corresponding 
totals in 1929 were $4,132 million and $3,030 million. With cash 
reser\'es of 86 percent against combined note and deposit liabilities, 
the Federal Resen·e Banks, like the commercial banks, were more 
liquid in June 1939 than they had ewr been before. 

LlQCIDITY REQVIREME:-\TS, 1939-44 

The first problem that arose in meeting the liquidity requirements 
of the war period was to prevent a decline in the price of securities 
of types found in bank portfolios. 

SECl'RIT\' ~(ARKETS A~D THE Ot:TBR.LU OF WAR 

The inunt:'liiate effert of the outbreak of war in Europe was a sharp 



decline in bond prices. During the week ending September 6, 1939, 
the index of United States government bond price fell from 107.3 
to 103.2 and two weeks later was down to 100.831 The yield on 
Treasury bonds, which had averaged 2.13 percent in June, jumped 
from 2.27 percent in the week ending August 26 to 2.74 percent 
four weeks later, and similar changes occurred in the yield on 
municipal and high-grade corporate bonds. Prices of common 
stocks, in contrast, rose almost as sharply as bond prices fell. 

Security markets were again upset by the events of December 
1941, but with certain conspicuous differences. The decline in 
Treasury bond prices was considerably less than in 1939, from an 
index of 112.1 in the week ending December 6, 1941 to 110.5 a 
week later and 109.9 in the week of December 27. The fall in the 
price of municipal bonds was about the same as it had been in 1939, 
but common stocks, which previously had risen about 15 percent 
within a period of three weeks declined over 10 percent in the same 
length of time following Pearl Harbor. The yield on Treasury 
bonds rose from 1.87 percent, which was very near their low poinc 
up to that time, to 2.02 perc~nt three weeks later; the yield on 
municipal bonds rose from 1.91 to 2.32 percent. The effect of these 
differences was to widen very markedly the spread in yields 
between Treasury bonds and municipal and high-grade corporate 
obligations. 

In both periods the break in security prices was largely influ
enced by the recollection of past effects of war on interest rates and 
security prices; and in both instances the temporary weakness was 
met by action by the Federal Reserve officials. In the two weeks 
ending September 13, 1939 the Federal Reserve Banks increased 
their holdings of Treasury securities by $400 million. During the 
ensuing weeks there was gradual recovery in the bond market and 
by the end of the year security prices, yields and the volume of 
Federal Reserve holdings of Treasury issues were not far from what 
they had been shortly before the outbreak of war. 

Following Pearl Harbor, the Federal Reserve officials took addi
tional steps to prevent unnecessary disturbance in the security mar
ket. The very next day the Board of Governors announced that, 

"The system is prepared to use its powers to assure that an 

31 The decline in prices of securities held by banks tended to impair to that extent 
the liquidity of bank assets. 

44 



ample supply of funds is available at all times for financ
ing the war effort and to exert its influence toward main
taining conditions in the United States Government secur
ity market that are satisfactory from the standpoint of the 
Government's requirements." 32 

For almost exactly a year prior to Pearl Harbor, the total of Treasury 
securities held by the Federal Reserve Banks had remained constant 
at $2,184 million. The increase during the course of the month that 
followed amounted to about $i0 million. The relative stability in 
prices of Treasury securities as compared with municipal bonds and 
corporate stocks is partly a reflection of confidence in the ability of 
the Reser\'e oflicials to maintain orderly conditions in the gm·ern
ment hond market. 

BA~K RESERVES A~D CURRENCY 

The preser\'ation of stability in the security markets was of rela· 
ti\'ely minor importance compared with the problem of meeting 
the demand for additional funds .. The two factors responsible for 
the bulk of the increase in cash required from or by banks were the 
growth in volume of currency in circulation and the expansion of 
bank deposits. The first called for the direct provision of cash in 
the form of coins and currency, while the second increased the 
volume of required reserves. A certain additional amount of liquid 
funds found its way into use as \'ault cash. 1\lore recently the with· 
drawal of gold either for earmarking or export, has assumed sub
stantial proportions. 

The absorption of liquid funds attributable to each of these fac
tors is shown in Table 6 at semi-annual intervals from the middle 
of 19:~9 to June 1944. Since the second half of 1940, the dominant 
factor has been the growth in the volume of currency in circulation. 
Out of the total increase of $20,989 million in the five years, i0.8 
percent was the result of the expansion of currency in circulation, 
:?i .I percent of the p;rowth in required resen·es, and 2.1 percent of 
the increase in \ault cash. The disproportionate increase in the 
amount of required reser\'es in the second half of 1941 was chiefly 
the result of the rise in legal reser\'e ratios on ~m·ember I. which 
increased requirements by about $1.2 hillion.ss 

~2 f"rdrt11l Rl''t'll'f' R•jllrtin iJanuan 19-1:!) p. 2. 
ss With this c:-\rrption I he gro" 1h in required resenes "'as due 10 the larger volume 
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REGIONAL DIFFERENCES 

A further element in the liquidity needs of banks was related not 
to the total demand for liquid funds, but to regional shifts within 

TABLE 6-PRINCIPAL FACfORS IN THE INCREASE IN DEMAND 

BY BANKS FOR LIQUID FUNDS, SEMI-ANNUALLY FROM 

JUNE 1939 TO JUNE 1944 

(in millions) 

Increase ·or Currency 
Required Vault 

Total Increase 

Decrease (-) 
Outside 

Reseroes Cash 6-Month Cumulative 
Banks Period from June '39 

Total, june 1939 $6,005 $5,878 $712 
1939 - December 396 566 129 $1,091 $1,091 
1940- June 298 480 -52 726 1,817 

December 626 487 202 1.315 3,132 
1941- June 879 430 8 1.317 4,449 

December 1,411 1,524 88 3,023 7,472 
1942- June 1,321 578 -65 1,834 9,306 

December 3,010 1,186 -3 4,193 13,499 
1943- June 1,868 -256 123 1,735 15,234 

December 3,023 777 -10 3,790 19,024 
1944- June 2,o44 -90 11 1,965 20,989 
Total, june 1944 $20,881 $11,560 $1,143 
Increase, June 1939 

to June 1944 $14,876 $5,682 $431 $20,989 

Source: Federal Reseroe Bulletin. 

that total. It was the phenomenon of a shortage of funds in some 
areas accompanied by a surplus in other areas. Such inequalities 
were largely the result of differences in the rate of Treasury receipts 
and disbursements within particular areas. On balance, for exam-

of deposits. The action of the Reserve authorities in raising the ratio of required 
reserves in 1941 was taken after a year of more or less steady decline in excess 
reserves, which had reduced their amount by $1,750 million. The inflow of gold that 
had been chiefly responsible for the growth in reserves had virtually ceased, while 
the business expansion associated with the war in Europe and our own defense pro· 
gram had caused a rising demand for currency and bank reserves. The action to 
increase reserve requirements might seem inconsistent with these conditions and 
with the steps taken not many months later to ease reserves; it was a reflection of the 
general feeling at the time that pent-up forces of inflation were in greater danger of 
bursting forth than before. This feeling was doubtless encouraged by the fact that 
commodity prices, particularly of agricultural products, had been rising rather 
sharply through the year. The rise in the index of wholesale prices slowed down 
following the increase in reserve requirements, but the upward movement of agri· 
cultural prices, although checked, began again a little later. 
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pie, the Treasury was withdrawing funds from New York and Chi
cago and certain other financial centers and pouring out funds in 
areas where the growth in payments to defense industries and agri
culture was particularly large. 

The drain of funds away from New York in 1941 was no new 
phenomenon. During 1934-36 there had been a heavy, and during 
1937-39 a moderate, outflow of funds on Treasury account from the 
New York Federal Reserve District. In the first period this outward 
movement was compensated by the import of gold plus a mo\·ement 
of business deposits and bankers' balances into the District. In the 
second period it was much more than offset by the inflow of gold 
alone.u While the expansion in the scale of Treasury operations 
after the start of heavy war financing in 1942 was partly responsible 
for the drain of reserves away from New York and Chicago, another 
contributing factor was the drying up of sources that had previously 
pro\'ided an offset to the withdrawal of funds by the Treasury. 

Differences in the net requirement for liquid funds led to changes 
in the relative reserve position of central resen·e city banks. In 
June 1939 the central reserve city banks in New York and Chicago 
held $2,756 million or 65 percent out of a total of $4,246 million of 
excess reser\'es in the System. For a number of years a high propor
tion of total member bank excess reserves had been held by central 
reser\'e city banks in New York City. Beginning in April 1941 
their share fell from 48 percent of the total to 21 percent by the 
middle of 1942. During the same period excess resen·es of member 
banks outside New York and Chicago remained practically stable 
in amount, notwithstanding an increase in the amount of their 
required resef\'es. A little later the withdrawal of correspondent 
balances, which had assumed something of the character of first· 
line reserves for interior banks, helped to bring about a ,·irtua] 
disappearance of the exce~s reserves of central reserve city banks 
in ~ew York.35 

One effect of changes in the flow of liquid funds between regions 

U Ftdrral Rrstn't Built tin (September 1939) p. ill. 
S&There was a considerable shifting about of interbank deposits from 194{) to 1944. 

Whale the total of interbank balances rose during m06t of the period, balancts with 
~rw \ork banks de<lined substantial!\· and balances "'ith Chic:a<>o banks rose onlv 
~li)!hth. Deposits with rtsen·e cit~· banks and rountrv banks incre;sed m.ueriall~· and 
''r't' ~till ri~in!( in 1944. The net effect of these changes was a certain decentrali~tion 
of interbank deposits. The following tabulation sho"·s the volume (in millions) and 
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was to cause differences in the behavior of the reserve ratios of the 
various Federal Reserve Banks. In June 1939 the ratio of reserves 
to total note and deposit liabilities of all twelve Federal Reserve 

TABLE 7-RATio oF REsERVES TO NoTE AND DEPOSIT LIABILITIEs-

fEDERAL RESERVE BANKS, jUNE 1939 TO DECEMBER 1944a 

Resen•e june Dec. Dec. Dec. Dec. Dec. 
Bank 1939 1940 1941 1942 1943 1944 

Boston 81.6% 89.2% 87 .6o/o 72.0% 56.9% 45.1 o/o 
!'lew York 91.1 94.4 93.8 80.2 66.0 48.3 
Philadelphia 79.4 86.6 89.1 72.2 55.2 44.7 
Cleveland 78.6 86.9 88.9 75.7 53.7 43.9 
Richmond 73.9 83.3 85.2 70.4 61.3 44.8 
Atlanta 72.3 82.8 86.0 73.3 60.1 49.5 
Chicago 90.4 93.1 92.8 80.1 72.7 55.5 
St. Louis 75.9 84.9 85.5 71.0 55.3 45.0 
Minneapolis 78.4 84.1 86.0 75.6 51.6 45.6 
Kansas City 73.3 80.3 85.3 69.0 55.2 44.8 
Dallas 71.0 78.7 85.5 69.7 48.8 45.0 
San Francisco 80.3 86.9 89.3 74.7 65.9 54.9 

ALL IU:sER\'E 

BANKS 85.7% 90.8o/c 90.8% 76.3% 62.6% 48.9% 

Source: Federal Reserve Bulletin. 

a Data for end of month except for 1944 which are for December 27. 

Banks averaged 86 percent, ranging from a low of 71 percent for 
the Dallas Federal Reserve Bank to a high of 91 percent for the 
Federal Reserve Bank of New York (Table 7). In December 1941, 
at the end of the period of heavy importation of gold, reserves for 
all Banks averaged 91 percent with a range of from 85 in the Kan
sas City and Richmond Reserve Banks to 94 in the New York Bank. 
In 1942 and 1943, at the very time when the central reserve city 

distribution of domestic interbank demand deposits from June 1939 to June 1944. 
}1me JO Total 1\'ew }'ark Chicago Resen•e City Country 

Bank.s Banks 
1939 Si.09i $2.992 $746 $2,920 $439 
1940 8.852 3,840 949 3,526 538 
1941 9,610 3.948 1,010 4,000 652 
1942 9,110 3.284 1,028 4,052 747 
1943 9.648 2.939 1.032 4,749 928 
1944 9.904 3,105 1,090 4,757 951 

Source: Federal Resen•e Bulletin. 
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member banks in New York and Chicago were experiencing diffi
culty in maintaining adequate reserves, the reserve ratios of the 
Federal Reserve Banks in New York and Chicago were the highest 
of the twelve Banks in the System. At the end of 1943 the Dallas 
Bank held reserves of 49 percent and the Chicago Bank 73 percent, 
as compared with an average of 63 percent (or the twelve Banks of 
the System. A year later the spread was from 44 percent at the 
Cleveland Bank to 56 percent at the Chicago Bank, with an average 
of 49 percent for all twelve banks. 

The explanation of differences in the behavior o£ reserve ratios 
among the various Reserve Banks lies in changes in liabilities quite 
as much as in reserves, as is indicated by Table 8 showing the dis
tribution of reserves and note and deposit liabilities by absolute 
amounts for each of the twelve Federal Reserve Banks. Between 
December 1940 and December 1943 the reserves of all the Federal 
Reserve Banks except Boston and New York increased; at the 
Atlanta and San Francisco Banks they more than doubled; and in 
the case of the Chicago Bank they increased by over 30 percent. 
During 1944 total reserves dropped 7 percent and there was a par
ticularly sharp reduction in the reserves of the ~ew York Federal 
Reserve Bank; but for most Banks changes in reserves were less 
than in the preceding year. For the different banks individually 
as well as collectively, the increase in liabilities has been much 
greater than the increase in reserves. The rate of increase was 
greatest for the Atlanta, Dallas, Richmond and San Francisco Banks, 
which also showed the greatest relative increase in reserves. While 
the note and deposit liabilities o£ the Chicago Federal Reserve Bank 
increased a little more than the average, those of the !\ew York 
Bank actually decreased. By and large, therefore, it was not the 
increase in reserves bu! the failure of liabilities to rise as rapidly a!l 
elsl'where that caused the reser\'e ratios in :'\ew York and Chicago 
to n·main relati\'ely high for so long a time. In the same way, the 
rapid expansion of liabilities explains why the ratio of resen·es in 
nTtain other Federal Reserve Banks continued to fall despite a 
substantial increase in reser\'es. 

\'ariations were also substantial among different categories of 
member banks. On the a\'Crage, the rate of growth in deposits was 
g-reatest for country banks and least for central resen·e city banks. 
This was particularly noticeable from 1941 on. The relative 
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~ 'I'ABLE 8-REsERVES AND NoTE AND Dt:POSIT LJAIHLlTJEs OF 
0 

FmwRAL REsERVE BANKS, JuNE 1939 To DECEMBER 1944• 
(in millions) 

Resen.1es Note a11d Deposit Liabilities 

Resen•e Bank June Dec. Dec. Dec. Dec. Dec. June Dec. Dec. Dec. Dec. Dec. 
1939 1940 1941 1942 1943 1944 1939 1940 1941 1942 1943 1944 

Boston $772 $1,164 $1,192 $1,214 $1,078 $990 $946 $1,305 $1,360 $1,687 $1,895 $2,195 
New York 6,515 9,810 8,212 6,930 6,001 4,956 7,149 10,391 8,753 8,645 9,088 10,250 
J>hiladelphia 710 1,066 1,245 1,174 1,078 1,044 894 1,231 1,397 1,625 1,953 2.331 
Cleveland 858 1,352 1,652 1,760 1,451. 1,404 1,091 1,555 1,857 2,326 2.703 3,200 
Richmond 368 573 806 976 1,078 998 498 688 946 1,387 1,760 2,228 
Atlanta 290 404 569 789 932 966 401 488 662 1,077 1,552 1,949 
Chicago 2,350 2,937 3,464 3,612 3,869 3,489 2,600 3,156 3,734 4,507 5,321 6,290 
St. Louis 369 511 650 745 679 695 486 602 761 1,050 1.228 1,544 
!\fin neapolis 262 318 400 486 384 398 334 378 465 643 744 871 

Kansas City 348 436 570 674 695 677 475 543 668 977 1,258 1,512 

Dallas 228 295 429 538 490 554 321 375 502 772 1,004 1,232 

San Francisco 812 1,168 1,576 2,010 2.361 2,520 1,0ll 1,344 1,765 2,692 3,582 4,593 

--------
Au. RF.st:KVE 

BANKS $13,881 $20,036 $20,764 $20,908 $20,096 $18,691 $16,204 $22,058 $22.870 $27.387 $32,087 $38,196 

Source: Federal Reserve Bulletin. 

a Figures for end of month except for 1944 which are for December 27. 



changes in reserve requirements for different classes of banks are 
shown in Table 9. For the entire period from June 1939 to Decem
ber 1944 the increase in required reserves amounted to $7,045 mil
lion, distributed among the different classes of banks as follows (in 
millions): 

Central reserve city banks $1 ,415 
Reserve city banks 3,511 
Country banks 2,119 

Compared with the start of the period, the increase in require· 
ments was 44 percent for central reserve city banks, 197 percent 
for reserve city banks, and 244 percent for country banks. 

Differences in the need for cash funds were substantial within 
individual districts as well as between districts. For example, while 
the central reserve city banks in the Chicago Federal Reserve Dis· 
trict were subject to a steady drain, other banks in the District, 
especially country banks and the reserve city banks in Detroit, were 
experiencing large gains. This was reflected in a growth of only 
71 percent in deposits of central reserve city banks in Chicago from 

TABLE 9-MEMBER BANK RESERVE REQUIREMESTS, 1939-44 
(dollar figures in millions) 

Central Reserve Reserve City 
City Banks Banks Country Banlr.s 

Amount Percent Amount Per<:ent Amount Per<:ent 
Increase Increase ·Increase 

1939- june $3.187 $1,784 $&68 
December 3,613 IHo/o 1,953 9.5% 897 3.3% 

1940- June 5,981 10.2 2,015 u 906 1.0 
December 4,220 6.0 2.208 9.7 974 7.5 

1941- June 4.441 5.2 2.364 7.1 1,045 7.3 
December 5,001 12.6 3.014 27.5 1,406 54.5 

1942- June 5,193 3.8 3.216 6.7 1,511 7.5 
December 4,729 -u 4,102 27.5 1.946 28.8 

194~- June 4,288 -9.3 4,394 7.1 2,150 10.5 
December 4,4{)5 2.7 4,i81 8.8 2.516 17.0 

19H- June 4.712 7.0 5,027 5.1 2.698 7.2 
December 4,602 -2.S 5.295 5.S 2.987 10.7 

1nmase, June 1939 
to ~mber 1944 1,415 4H 5.511 196.8 2.119 2-H.l 

&)UI((: frdtrtJl Rrsrn~ Bullrtin. Totals an: monthly averages of daih· figures. 
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June 1940 to June 1944, at a time when deposits of reserve city 
banks in Detroit were increasing by 169 percent. Marked differ
ences occurred even within states. Thus banks in Wichita were 
near the top and banks in Topeka not far from the bottom of the 
list of all reserve cities as regards relative growth in volume of 
deposits between 1940 and 1944. 

HOW LIQUIDITY WAS FURNISHED, 1939-44 

The means by which liquid funds may be provided can be classi
fied as those that are primarily automatic and those that are admin
istrative or legislative. The first category includes the activation of 
cash balances previously held idle and increases in gold and other 
reserve money. The second comprises chiefly the creation of Re
serve Bank credit. It may also include measures such as the Treas
ury might introduce to provide additional money, changes in the 
ratio of reserves that banks are required to maintain against depos
its and means employed by the banks themselves to maintain 
liquidity. Broadly speaking, the automatic factors were predomi
nant in the early years of war' expansion, while the administrative 
and legislative factors have been of chief importance since our own 
heavy war financing began in the spring of 1942. The principal 
sources of the funds required by banks were imports of gold from 
abroad from 1939 to the end of 1940, the using up of accumulated 
excess reserves from early 1941 to the late spring of 1942, and the 
expansion of Reserve Bank credit from that time onward. Imports 
of gold had been large each year starting with 1934. Although the 
net import of nearly $2 billion in 1938 was a record up to that time, 
that figure was soon far surpassed. Partly in consequence of the 
threat of war and then of the war itself, imports of gold rose to $3.6 
billion in 1939 and $4.7 billion in 1940.36 The inflow of gold was 
so great that excess reserves climbed steadily, despite a substantial 
increase in the absorption of cash, particularly through the expan
sion of currency and reserves held against deposits. Where excess 
reserves had amounted to $4.2 billion at the end of June 1939, they 
averaged more than $6 billion in the second half of 1940, and at 
one time reached almost $7 billion. 

The movement of excess reserves from 1937 to 1943 was 

36 See Table 1 abm·e. 
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marked by a curious symmetry. For about three years from the 
middle of 1937 to the middle of 1940, excess reserves increased vir· 
tually without interruption, rising in that time from under $1 
billion to over $6 billion. For nearly three years, from the begin· 
ning of 1941 until the end of 1943, excess reserves declined, with 
hardly a pause, to approximately the point from which they had 
started six years be£ore.37 The first year and a half of the down
ward movement (from the start of 1941 to the middle of 1942) was 
the most precipitate, with a decrease in excess reserves of $4.1 bil
lion. Thus out of a net absorption of $6.2 billion311 of currency and 
reserves in the period from early 1941 to the middle of 1942, about 
two·thirds was supplied by drawing down excess reser\'es. 
· In the two years from .June 1942 to June 1944 the absorption of 

liquid funds, most of which resulted from the expansion of cur
rency in circulation, totaled $11,683 million (see Table 6). The 
increase in currency alone was greater than the total increase in 
demand for liquid funds during the three years from June 1939 to 
June 1942. The expansion of currency in circulation took place 
at a time when relatively little assistance was being afforded by the 
change in legal reserve requirements, and gold was being with
drawn rather than imported. By far the major source for supply
ing the unprecedented demand for liquid funds was the increase 
in Reserve Bank credit, which rose by almost $17 billion or over 
700 percent (from $2,775 million at the end of June 1942 to 
$19,745 million two years later). After the start of hea\'y war financ
ing about the middle of 1942, ·therefore, it was principally the 
Reserve Banks that furnished the additional liquid funds needed 
by the financial system as a whole. 

While the three periods from June 1939 on are clearly defined 
as to the principal sources of liquid funds, there was a certain 
amount of o\·erlapping. In the first period, for example, Reserve 
Bank credit was supplied rather freely when purchases in the open 
market were made at the outbreak of war in September 1939. It 
was also beginning to increase appreciably at the end of the second 
period. In both the first and third periods excess resen·es were of 
some importance in meeting the need for cash, particularly o\·er 

S7 This dr<linr was inRurnmi in the earlier period b,· a reduction in le!!'al require· 
ments. and in thr later period first by an increase and then by d~ in legal 
ITIJllll~nu•nts. 

3~ ~ hhle 2 ahO\t'. 
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relatively short periods when the demand was primarily of a sea
sonal character. 

In addition certain modifications were made in legal provisions 
relating to reserve requirements. Following a precedent of the first 
'Vorld War, Treasury deposits with commercial banks arising out 
of loans to the government were freed from all reserve require
ments in April 1943. As a result of this change, required reserves 
declined sharply at the time of war loan drives when balances were 
transferred from private to Treasury accounts and rose gradually 
thereafter until the next war drive (see Chart 7). From August to 
October 1942, the reserve requirements of central reserve city banks 
were lowered from 26 to 20 percent. This change contributed sub
stantially to' relieving the pressure on New York and Chicago.39 

Another factor acting to provide liquid funds was the issue of small 
amounts of silver currency and silver certificates. At the end of 
1942 and early in 1943, also, something over a half billion dollars 
of currency was issued in the form of Federal Reserve Bank notes. 
These additions to the supply of currency were more than counter· 
balanced by the net reduction in gold stock in 1943 and 1944. 

As in the period of expansi~n during and after the last war, the 
principal problems arising out of the need for liquid funds were of 
a regional character. There was again a tendency for certain dis
tricts, particularly those in the East, to lose reserves and for others, 
particularly in the South and West, to gain reserves. In the period 
of the last war these differences led to extensive borrowing between 
Federal Reserve Banks, with heavy lending in the opposite direc
tion when the flow of funds reversed itself in the subsequent period 

39 A minor modification in reserve requirements was the adoption in February 1942 
of a uniform period of one week for calculating the average reserves of reserve city 
and central reserve city banks. It was reported that this change would help to over· 
come the tendency for certain banks to maintain unnecessarily large excess reserves. 
See Board of Governors of the Federal Reserve System, Annual Report, 1942, p. 86. 

Somewhat similar reductions in reserve requirements were effected during the first 
World War. The effect of the introduction of the Federal Reserve System and of 
changes inaugurated in 1916 was to reduce the reserve requirements of national banks. 
In 1917legal reserve requirements of member banks were again lowered, from 18-15-12 
percent against demand deposits to 13-10-7 percent. Inasmuch, however, as legal 
reserves were at the same time redefined to include only deposits with the Federal 
ReserYe Banks, the net result of the changes was to eliminate the larger part of what 
had pre,·ioush· been counted as reserves. Excess reserves, which had amounted to 
more than iO percent of required reserves a few months before, were reduced to a 
little oYer 8 percent following the lowering of requirements and the redefinition of 
legal resen·es. 
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of contraction. ~o such borrowing between Federal Reserve Banks 
has occurred in the present war. The reason for this difference is 
to be found chiefly in the abundance of the reserves held by Reserve 
Banks when the period of heavy demand commenced. Inequalities 
in the rate of expansion in different areas resulted in substantial 
variat_ions in the reserve position of different Federal Resen·e Banks. 
Adjustments in the reserve position of the Banks hare been effected 
in part through the allocation of security purchases among the dif
ferent Reserve Banks. 

CHART 7-REQUIRED RESERVES OF MEMBER BA!\KS, 

jANI!ARY 1941· DECEMBER 1944 
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hTER:'\AL FACTORS RELATED TO BA:-o;K LIQl"IDITI' 

:\s was pointed out earlier, bank liquidity is correlated directly 
with the liquidity of a bank's assets and inversely with the liquidity 
of liabilities. It depends on the extent to which cash can be real
i1ed from assets with a minimum of delay and without loss of prin
cipal, and on the extent to which liabilities may at any time be pre-
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sented for payment in cash. The sources of changes since 1939 in 
the net liquidity position of banks are to be found, therefore, in the 
alterations that have occurred in the principal asset and liability 
items of commercial banks. Some of these changes are internal to 
the banks and reflect deliberate actions on the part of those respon
sible for conducting the affairs of banks, while others are the result 
of influences- including Treasury policy, the preferences of the 
public and altered business conditions- which lie outside the con
trol of bankers. 

During the decade of the twenties time deposits of commercial 
banks increased more rapidly than adjusted demand deposits. In 
the early thirtie,s, time deposits declined less than demand deposits 
with the result that the ratio of time to demand deposits continued 
to rise, reaching a peak of 94 percent in 1931. Thereafter the move
ment in the ratio was downward, interrupted by a few minor 
upward swings. Following the start of heavy war financing, the 
downward movement was much more pronounced, and by the end 
of 1944 the ratio was less than a third of what it was in 1931. .More 
recently savings deposits have shown a greater tendency to increase. 
The relatively rapid growth in time deposits in the twenties was 
probably abnormal, so that in part the decline in the ratio of time 
to demand may have represented a readjustment to a more typical 
relationship.40 In addition, it was greatly influenced by Treasury 
Porrowing: the return on war savings bonds was higher than that 
paid on savings deposits, and the small savers who were most accus
tomed to make use of time deposits were under pressure to purchase 
war bonds through payroll savings plans or otherwise. 

The declining proportion of time to total deposits appears, 
because of the greater stability of time deposits, as a factor operat
ing to diminish bank liquidity. Similarly the rapid growth in large 
deposits, which are more volatile than smaller deposits, has also 
tended to reduce bank liquidity. As an offsetting factor, there has 
recently been a decrease in the ratio of interbank deposits to total 
deposits. The shrinkage has been most conspicuous since 1941 and, 
as Table 10 shows, affects all categories of banks. Since interbank 
deposits are subject to sudden withdrawal, the relative decline in 
their amount has tended to increase the liquidity of the larger 
banks, which were the principal holders of interbank deposits, and 

40 Quite a number of banks, also, ceased to offer savings account facilities. 
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TABLE 10-R.Ano oF IsnRBAl'K DEMAXD DEPOSITS To 

ToTAL Du(Al'OD DEPosiTS, 1928-44 

All Central Reserve City Resen-t 
End of Member 

:\ew York Chicago City 
Country 

Banks 

192K 16.3% 18.4% 22.3% 21.lo/c 6.3% 
1929 16.4 18.8 23.0 20.7 6.3 
19~0 18.8 21.8 25.4 23.4 6.7 
1931 16.7 19.0 ,24.8 20.3 6.2 
1932 21.2 26.3 23.8 24.8 6.6 
1933 18.1 20.1 20.0 22.8 6.6 
1934 19.7 21.7 25.2 24.1 6.9 
1935 21.9 26.7 2U 25.1 7.1 
1936 21.4 25.9 25.3 25.2 6.9 
1937 20.1 25.2 2U 2H 6.1 
1938 22.0 28.4 26.1 24.8 6.3 
1939 24.7 30.7 31.3 2H 7.3 
I!HO 2B 27.6 su 26.5 7.1 
19-11 21.1 24.5 28.9 25.0 7.1 
1942 16.7 18.5 24.4 20.7 6.0 
19H 13.6 16.4 19.6 16.7 4.9 
19Ha 13.2 15.4 19.9 16.8 4.8 

Source: For the years 1928-41, Banking and Monetary Statistics, pp. 78 II.; for the 
\ears 1942·44, Member Ba11k Call Rt'porb. 
a Average of daily figures. 

to decrease the liquidity of the smaller banks owning the deposits. 
:\.11 arailable evidence indicates that the actirity of deposits has 

slowed down almost continuously since 1929. Despite a temporary 
rise in the rate of turnorer of demand deposits in 1941, by 19H the 
rate was approximately 40 percent of what it was for the year 1929. 
While liquidity depends less on the total actirity or inactirity of 
deposit balances than on the extent to which withdrawals coincide 
with the inflow of funds, the slowing down in deposit turnorer is 
generally viewed as contributing to a more liquid condition. 

The influence of the deposit changes mentioned is somewhat 
di,erse, but the general tendency seems to be in the direction of an 
increase in the liquidity of deposits and therefore toward an impair
ment of mer-all bank liquidity. This tendency appears, howe\·er, 
to he greatly outweighed by changes in the assets of banks, which, 
in contrast to changes in deposits, are largely influenced by the 
polities of bank executi\·es. 

The prop<wtion of cash holdings to deposits of member banks has 
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declined since the early years of the war (Table 11). At the end of 
June 1944 the total of cash and due from banks was approximately 
the same ratio of deposits as in June 1933. The decrease in the 
ratio of cash to deposits since the end of 1940 has been accompanied 
by an increase in bank holdings of Treasury bills and certificates of 
indebtedness which are, for reasons explained below, almost as 

TABLE. 11-RATIO OF CASH AND TREASURY BILLS TO TOTAL DEPOSITS 

IN MEMBER BANKS, JUNE 1939 to JUNE 19441 

(dollar figures in millions) 

Due Treasury Bills 
Deposits Due from from Banks as Treasury as a% of 

Banks a o/o of Deposits Bills Deposits 

1939- june $45,873 $17,629 38.4% $441 l.Oo/o 
Dec. 49,340 19,782 40.1 563 1.1 

1940- June 51,729 21,830 42.2 797 1.5 
Dec. 56,429 23,963 42.5 6"" :J. 1.2 

1941- june 58.511 22,689 38.8 1,127 1.9 
Dec. 61.717 23,122 37.5 971 1.6 

1942- June 63,404 21,722 34.3 1.509 2.4 
(3,381) (5.3) 

Dec. 78,277 24.280 31.0 4,363 5.6 
(10,648) (13.6) 

1943- June 84,016 22,310 26.6 6.278 7.5 
(15,696) (18.7) 

Dec. 92.262 23,790 25.8 4,360 4.7 
(16.431) (17.8) 

1944- june 101,276 23,797 23.5 4,466 4.4 
(18,694) (18.5) 

Source: Member Bank Call Reports. 
a Figures in parentheses include certificates of indebtedness. 

liquid as cash. The shift from cash to Treasury bills and certifi
cates was encouraged by pressure upon bankers by Treasury and 
Reserve officials to utilize excess reserves. From an operational 
standpoint Treasury bills, and to some extent certificates, now per
fonn much the same function as excess reserves.41 

41 The virtual disappearance of excess reserves in the financial centers has led to 
some borrowing at Reserve Banks and to a minor revival of dealings in "federal 
funds" for facilitating adjustments in the liquidity position of banks. During the 
twenties the latter operations were fairly important among banks in the principal 
money centers, but they practically ceased as a result of the emergence of large excess 
resenes. For details see B. H. Beckhart and J. G. Smith, The New York Money Market, 
\'ol. 2 (Sew York, 1933) pp. 40-48; and Bernice C. Turner, The Federal Funds 
.\larket (New York., 1931). 
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The growth in holdings of Treasury bills and certificates has 
largely compensated for the failure of cash assets to keep pace with 
the growth in deposits. When allowance is made for the expansion 
in bank holdings of other Treasury obligations, which at present 
are hardly less liquid than certificates of indebtedness, it seems clear 
that bank assets as a whole have become increasingly liquid since 
1941. . 

Further evidence pointing in the same direction is obtainable 
from reports of the FDIC, showing the percentage of total assets of 
all insured commercial banks which were listed as substandard in 
quality. As may be seen from Table 12, a marked decline in the 
proportion of substandard assets occurred after 1939. While the 
improvement was substantial in all size classes it was somewhat 
greater for very large banks than for smaller banks from 1939 to 
1942, and slightly less in 1943. In general, there is an inverse cor
relation between size of bank and proportion of substandard assets. 
For all classes of banks, also, there was a decline in the ratio of 
substandard assets to capital accounts. 

The decline in the proportion of substandard assets reflects steps 

TABLE 12-RATio oF SuBsTANDARD AssF.Ts To ToTAL Assns oF 
INSURED COMMERCIAL BANKS, 1939-43• 

(dollar figures in thousands) 

Bonks JVitll 1939 1910 1941 1942 1941 
Deposits of 

$100 orless 11.56% 8.90% 7.69% 5.79% f 2.5io/o 100.250 8.81 6.95 5.43 4.21 
250.500 7.46 5.fl8 4.5~ ~.18 1.95 
500 ·1,000 7.21 5.115 HS ~.u 1.77 
1,000-2.000 7.55 6.04 4.67 H6 1.87 
2.000- 5,000 7.~5 6.~1 4.73 3.51 1.92 
5,000. 10,000 6.63 5.57 4.27 3.30 1.86 
10.000 . 50,000 5.69 4.42 Hl 2.56 1.49 

More: than 50,000 Hl 2.86 1.99 1.54 .!H 
Au BA!\KS 5.l(}l;'c 3.92'1o 2.83% 2.13% 1.2-l% 

Sour~: Frderal Deposit Insuranre Corporation, Anni.Ull Reports. 

• Total assets and substandard assets for all banks were as follows (in billions of 
dollars): 

Total 
Substandard 

J9j9 

$58.25 
2.97 

1940 
$65.18 

2.55 

1941 
$il.70 

2.05 

1941 191] 
$80.45 $102.02 

1.71 1.26 
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taken to get rid of inferior assets and to supervise credit extension 
more carefully. The absolute amount of substandard assets fell 
from nearly three billion dollars in 1939 to a billion and a quarter 
four years later. The effect of the disproportionate increase in bank 
holdings of Treasury securities, which are never shown as substan
dard, was to improve the average showing of the entire portfolio. 

The liquidity of bank assets is ordinarily assumed to be inverse 

TABLE 13-AvERAGE MATURITY oF AssETS OF INSURED 

CoMMERCIAL BANKS, JUNE 1939 TO JUNE 1944a 

End of Months to Maturity End of 

1939- june 50.8 1942- june 
Dec. 47.4 Dec. 

19-!0- June 44.9 1943- June 
Dec. 43.6 Dec. 

1941- June 45.2 194~- June 
Dec. 47.0 

Months to Maturity 

49.0 
43.6 

44.4 
42.6 

41.8 

a Assets classified by maturity with dollar values multiplied by mid-point between rna· 
turity extremes, maturity distribution for all investments available December 1938 to 
june 1942; subsequently only government obligations are listed. The proportion of 
term loans to commercial and industrial loans following 1940 has been assumed to be 
the same as of that year; other loans and miscellaneous assets less than one year 
maturity. Assets, Federal Deposit Insurance Corporation, Reports; time weights for 
term loans, Neil H. Jacoby and R. J. Saulnier, Term Lending to Business (National 
Bureau of Economic Research, Financial Research Program, 1942) p. 139; for real 
estate loans, Federal Housing Administration, Reports. 

to their maturity. On the basis of generalized assumptions concern
ing securities in particular categories, it appears that the average 
time to maturity of all earning assets of insured banks declined 
irregularly from 50.8 months in June 1939 to 41.8 months in June 
1944 (see Table 13). Since the portfolios of commercial banks are 
increasingly dominated by Treasury obligations, the distribution 
by maturity of United States government securities held by banks 
is of particular importance to the over-all question of maturity of 
assets. 

Changes in the maturity distribution of Treasury obligations 
held by member banks during the period from June 1939 to June 
1944 are shown in Table 14. At the start roughly similar amounts 
were held in the three categories of Treasury obligations of 1 to 5, 
5 to 10 and 10 to 20 years' maturity. Smaller amounts were held 
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in securities maturing in less than I and in more than 20 years. 
For a time after the outbreak of war in Europe there was an increas
ing concentration in securities maturing in from 10 to 20 years. 
From the end of 1941 on there was a steady decline in the propor
tion of assets maturing in more than I 0 years and a rise in the pro
portion of each category of securities maturing in less than 10 years. 
In part this was a reflection of the restrictions placed upon banks' 
acquiring longer-term Treasury securities. The effect was to de
crease materially the proportion of long-term Treasury obligations 
held by banks, both relative to total bank holdings and relative to 
total Treasury issues of these types. 

TABLE 14-PROPORTION OF TREASURY OBLIGATIONS IN DIFFERENT 

MATURITY CLAS~IFICATIONS HELD BY 1\f.EMBER BANKS, 

jUNE 1939 TO jUNE 1944 

t:rul of Within J.5 5-10 10-20 Ototr 20 
l J'tar l'tars l'tars l'tars }'tars 

1!13!1- June .f.O% 32.01o 25.8% 26.41Jo ll.81o 
Dec. 5.0 26.8 27.0 52.7 8.5 

1940- June 6.9 27.8 27.6 52.5 5.2 
Dec. 5.5 52.1 23.4 35.2 4.0 

1!141- June 7.9 28.2 24.8 55.6 5.5 
Dec. 6.2 28.4 2H 34.7 7.4 

1942- june 15.8 24.9 23.1 30.9 5.2 
Dec. 50.4 23.5 25.9 16.9 5.2 

19H- June 35.5 23.5 22.3 16.1 2.8 
Dec. 52.5 2U 29.5 11.0 2.7 

19H june 31.4 27.1 30.0 9.0 2.5 

Source: Altmbtr BanA Call Rtports. 

In June 1939 over 38 percent of Treasury obligations held by 
hanks had a maturity of I 0 years or more. At the end of 1941 over 
42 percent were in this group. while by the middle of 1944 the 
proportion had fallen to 11.5 percent. On the other hand, holdings 
of Treasury securities maturing in one year or less rose from 4 
percent in June 1939 and 6 percent in December 1941 to over 31 
percent in June 19H. These shifts constitute the outstanding 
feature of the: strengthened liquidity position of banks. 
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FEDERAL RESERVE TECH~IQUES FOR PROVlDI;>-;G 

BANKING LIQUIDITY 

A central bank has the power to furnish liquidity by creating addi
tional reserves. It is a deus ex machina that may provide liquidity 
after internal resources have ceased to be adequate for the demands 
made upon them. As long as the central bank is able and willing 
to furnish cash, either on its own initiative or when called upon 
by the commercial banks, there can be little question of lack of 
liquidity for individual banks or for the banking system. The con· 
clition of the individual bank may be highly important, however, 
in influencing the willingness of the central bank to lend. The 
extent of the assistance afforded by central banks may at times be 
very large. In 1919 and 1920, for example, the amount of member 

, bank borrowing from Federal Reserve Banks exceeded the total of 
member bank reserves, so that, in effect, member banks were operat· 
ing on borrowed reserves. Inasmuch as borrowing from the Fed
eral Reserve was the principal means employed during and after 
the last war to enable banks to obtain additional liquid funds,42 it 
is all the more remarkable that it has scarcely figured in the finan· 
cial operations of the second World War. 

Since the early twenties there has grown up a strong tradition 
against borrowing by member banks.. In part, this tradition may 
have been a reaction from the excessive reliance upon borrowing 
at that time.43 At any rate, it became one of the bases of Federal 

42 See Anna Youngman, The Federal Reserve System in Wartime (~ational Bureau 
of Economic Research, Financial Research Program, 1945) pp. 28-30. 

43 The prejudice against borrowing was probably influenced by the experience of 
banks which found themselves pinched by the raising of discount rates in 1920 and 
again in 1929 at times when they were heavily in debt at the Reserve Banks. More
over. there was a high correlation between borrowing by banks from 1918 to 1932 and 
bank failures from 1930 to 1933 (see especially Fred L. Garlock and B. M. Gile, "Bank 
Failures in Arkansas," Bulletin 315, Agricultural Experiment Station, University of 
Arkansas, March 1935). While the borrowing that occurred in this period may have 
been more the result than the cause of the weakness of banks, the connection was too 
apparent to be missed. The opposition to continuous borrowing is further supported 
by the consideration, grounded in both logic and experience, that the practice of 
borrowing in good times may make it more difficult for a bank to borrow in an 
emergency. This is because of the unfavorable impression likely to be created by 
continuous borrowing and because the pledging of assets will have reduced the amount 
of collateral available for use in an emergency. The hostility of depositon to heavy 
bank borrowing may be based upon the thought that a bank that borrows from other 
banks or the central bank ordinarily pledges assets of the highest quality, thereby 
lo"·ering to that extent the average quality of the assets protecting the claims of 
depositors. 
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Re~erve operations. It operated to hasten an automatic contraction 
of credit when conditions made it possible for banks to repay their 
loans, and it helped to discourage banks from continuous reliance 
upon the Reserve B<tnks. As the tradition grew stronger, it became 
an obstruction not only to unwarranted borrowing but also to that 
type of emergency borrowing which a central bank is expected to 
facilitate. It hindered the Reserve Banks in discharging the func
tion of a lender of last resort, and consequently interfered with the 
automatic provision of liquidity through the Federal Reserve. 

This fact was of little immediate importance as long as excess 
reserves were so large as to relieve banks of a general need for addi
tional liquid funds. But by the middle of 1942 Treasury borrow
ing had begun on a large scale and it was apparent that steps must 
be taken to furnish ReseT\'e Bank credit. The principal methods 
adopted were open market operations of the traditional type and 
Treasury bill purchases.44 The latter will be dealt with at length, 
since it is the newest, the least known, and currently the most 
important instrument of Federal Reserve policy. 

I. OJJen Market Operations 

Open market operations have played a major part in the mainte· 
nance of bank liquidity since 1939. It is to be observed, however, 
that this particular instrument of Federal Reserve policy has gone 
throu!);h an especially lengthy process of evolution, which has greatly 
altered its character. Originally purchases were made in the open 
market to obtain earning assets for the Reserve Banks.45 In their 
second and most familiar stage, open market operations were used 
to influence the \'olume of member bank reserves for the purpose 
o( controlling credit. 

The third phase began in 1937 when purchases were made to 
preser\'e "orderly conditions" in the security market. In comment· 
ing on the use of these measures at the outbreak of war in 1939, 

U l.<j;al rt"Senr requut'menls wert lowered for central reserve city banks in 1942. 
hu1 5lllll' !hen~ had l~n a general increase in 1941 the net romribution of this 
dt'l i<e 10 I he liquiditl of I he banking s1stem has been slight. See Youngman, op. cit., 
pp. !!t :?~: and C. R. \\'hiulese1. "Reserve Requirements and lhe Imegra1ion of Credit 
l'ohfits," Quarlol'rll· ]<mrnal of f.co110mirs (August 194-4), pp. 553·70. 

•6 Open marlel purtha!<S were also emplmed to broaden the mari:.et for certain 
''IJM of Sfiurilits. ~u<h as hanlers' bill5 and l'nited Stales certifiaues of iodebtednea. 
~'t' Ft'\lrtal RNne Ranl of Boston, Annual Rrport, 19:!1, p. 15. 



the Reserve authorities mentioned two major considerations under
lying their action. The first was the desire to exert a steadying 
influence on the entire capital market, and the second was a feeling 
that the Federal Reserve System "has a measure of responsibility 
for safeguarding the large United States Government portfolio oi 
the member banks from unnecessarily wide and violent fluctuations 
in price." 46 

At that same time the Board of Governors declared that "the 
System has neither the obligation nor the power to assure any given 
level of prices or yields for Government securities." 47 It is an indi
cation of the rapidity of the changes effected by war that two years 
after this declaration was published the Reserve authorities discov
ered that the Federal Reserve System had both the power and the 
obligation to establish a fixed pattern of yields on government 
securities. The date of the announcement of this policy, May 1942, 
marks the start of the fourth phase of open market operations, their 
use to maintain a fixed pattern of interest rates on Treasury obliga
tions. While the second and third phases have been of some impor
tance since the start of the present war, their origin antedated the 
war. The fourth phase is entirely the product of the war, and one 
that has constituted a central feature of the Treasury's policy of 
war financing:48 

Open market purc.hases, whatever their immediate objectives, 
have affected the liquidity of the banking system in a variety of 
ways. They have put funds into the market and thereby strength
ened the banks' cash position, and they were used to quiet the state 
of alarm caused by the outbreak of war in Europe, and later in the 
Pacific. To the extent that this action helped to prevent security 
prices from declining more than they did, it contributed to increas-

46 Board of Governors of the Federal Reserve System, Annual Report, 19)9, p. 5. 
While the qualifying phrase "unnecessarily wide and violent" may perhaps be 
regarded as constituting a significant reservation, this declaration provides a possible 
precedent for future Federal Reserve policy. It may be construed as suggesting that 
as long as government securities occupy a major place in member bank portfolios the 
Reserve Banks will feel constrained to promote stability in their market value, a 
position that was made still more explicit in the Annual Report for 1943, p. 29. 

47 Ibid., p. 5. Italics not in the original. 
48 The Federal Reserve Banks' Treasury bill policy, though often classified as one 

phase of open market operations, is treated separately in this paper. It is to be noted, 
however, that it played an important role in anchoring the pattern of rates at the 
lower extremit)'· Youngman, op. cit., pp. 22-24. · 
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ing the liquidity of banks owning securities whose prices were 
supported. 

The use of open market operations has been of great importance 
in preserving a stable pattern of interest rates. By this policy the 
Federal Reserve has rendered Treasury obligations as liquid as 
cash. As long as the policy is in force, there can hardly be any 
question, in view of the large amount of such securities held by 
hanks, as to the adequacy of liquid banking assets. For the time 
being liquidity is assured for the entire system of commercial banks, 
and presumably for any bank that holds its proportionate share of 
government securities. A further effect is to render differences in 
maturity of no immediate significance to the liquidity of govern· 
ment oblig·ations: as long as it is the policy of the Reserve Banks to 
preserve the established pattern of rates on marketable government 
securities, the liquidity of all of them is apparently the same. While 
this policy continues, banks are able to obtain the higher yields 
available on longer maturities without sacrificing liquidity.411 This 
consideration is important for smaller banks whose earnings have 
been depressed and particularly for banks in the interior which feel 
that they are likely to be subject to a contraction of deposits and a 
drain of reserves when the war boom begins to subside.~0 

The possibility that the Reserve Bank policy of stabilizing the 
market for g·overnment securities will be continued is of the utmost 
importance to the problem of bank liquidity. The disadvantage 
of announcing permanent stabilization of the market for govern
ment securities is apparent: guaranteeing the liquidity of lo.nger
term securities would tend to aggravate the already troublesome 
problem of maintaining the present differential in yield on longer 
and shorter maturities. The maintenance of a given schedule of 
interest rates on Treasury obligations ine\'itably results in a para
doxical situation. It makes all of the securities fully liquid; but 
when the securities become equally liquid the schedule of rates 
feases to be self-sustaining, and consequently the difficulty of main-

49 The future of the polirl rna\' he decided as much by the Treasury as by the 
h-.lrtal Rt"Srne. Secretan· Mo~enthau has indicated a determination to presem~ 
the e\istin~ pattern of rates. Cf. Trrasu11 Department, Press Release, October 14, 1944. 

6u The tductance of cenain \en large banli.s to relv on ules in the market for 
liquulit\. le;t the scale of operations depress the price of the securities offered, 
imol'" the ta(il assumption that the federal Resen't' either •·ould not be in a 
JXl)ition, or \muld not be •·illing, to continue to suppon the marlet for go\'t'lllJJlelll 
lot'(Uttlla. 
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taining it is greatly accentuated. Only as long as there is some 
doubt concerning the future liquidity of longer-term securities, 
because of the possibility that the Reserve authorities will abandon 
its policy, is there an economic basis for differences in rates. 

2. Treasury Bill Policy 

Since the start of defense financing, the most distinctive feature of 
Federal Reserve credit policy, and the chief means of providing 
additional funds, has been the purchase and sale of Treasury bills 
at a fixed rate of discount. The introduction of the technique of a 
fixed buying and selling rate on bills to facilitate the adjustment of 
the volume of member bank reserves provided virtually a new 
instrument of Federal Reserve policy. This instrument has char· 
acteristics of both discount policy and open market operations as 
customarily carried on. It originated because it succeeded in over· 
coming the defects of other methods of regulating the volume of 
available Reserve Bank credit. The role of Treasury bills is some
what similar to that performed by bankers' bills during and after 
the last war.51 

Toward the end of April 1942, at the time the Treasury an
nounced its plans for the start of heavy war financing, the Open 
Market Committee of the Federal Reserve established a fixed buy
ing rate on Treasury bills of o/s percent per annum. The declared 
purposes in initiating this policy were to stabilize the bill market, 
effect a broader distribution of bills and facilitate prompt adjust· 
meni of bank reserves to changing conditions.52 Although the 
volume of excess reserves held in the larger centers had declined 
sharply during the preceding year, they were still large in most 
other areas. The establishment of a fixed buying rate on Treasury 
bills was intended to assure banks that they could purchase bills 

51 During the first World War and in the 1920's, the Federal Reserve Banks stood 
ready at all times to purchase bankers' bills at the official discount rate. Member 
banks and dealers made frequent use of the privilege, dealers sometimes selling bills 
under "repurchase contracts'' whereby they bound themselves to buy the bills back 
within fifteen davs. The preferred status given bankers' bills was partly designed to 
facilitate the wider adoption of this financial instrument. At the same time it helped 
to provide a means whereby additional Federal Reserve credit could be obtained in 
time of temporarv strain and returned when the emergency was past. See W. Ran· 
dolph Burgess, The Reserve Banks and the Money Market, Revised Edition (:'oiew 
York, 1936) Chapter X. esp. pp. 171-78. 

52 See Board of Gonrnors of the Federal Reserve System, Annual Report, 1942, p. 14. 
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with their excess funds and still be in a position, without risk of 
lo~s. to obtain reserves or currency whenever necessary. The pri
mary objective seems to have been to encourage banks, particularly 
hanks outside central reserve cities, to reduce excess reserves.53 The 
following August the Open Market Committee directed the Reserve 
Banks to afford sellers of bills the option of repurchasing a like 
amount of bills of the same maturity at the established rate.54 Orig
inally transactions were for delivery, except in case of emergency, 
on the following full business day. This was modified so that 
securities were delivered immediately upon completion of a sale.55 

The net result of these various provisions was to render Treasury 
hills absolutely liquid. They became practically equivalent to 
... xt'ess reserves and were so called and so treated by many bankers, 
e\ en though legally they were not reserves at all. 

The introduction of this technique for pro\'iding liquid funds 
was partly attributable to the circumstances that prevailed at the 
time. The banks had held excess reserves for nearly a decade and 
gradually had come to regard a substantial, though usually unspeci
fied, amount of excess reserves as normal and desirable. The Fed
eral Reserve authorities concluded that a reduction in the amount 
of excess reserves was called for on the grounds, first, that they con
stituted idle funds which should be at work in the interest of the 
war effort, and second, that the future control of credit would be 
facilitated by their absorption. The principal reason for establish
in~ a fixed buying rate on bills, however, was that the expansion 
of deposits and currency and the shifting of balances from area to 

area made it necessary that reserve funds should be readily avail
able. This necessity was bound to arise whether or not existing 
re~en es were fully utilized. The adoption of the Treasury bill 

~8//•id., and frdtral Rrstntt Bullrtin (Juh· 1942) p. 631. 
u 1 ht same pri,ilt).>e with respect both to the purchase of bills and the repurchase 

option ''as accorded indi,·iduals, corporations and others. See Board of Go\·ernors of 
the h•deral Resent S\stem, AnrJUal Rrport, 1942. While the changes introduced re· 
~ulled m a somewhat wider distribution of Treasun· bills, the hea,iest purchasers ron· 
tinurd to ~ tht large mone\··market banks. Bv the middle of 194~ excess resenes 
h.1d l)('("ll greath reduced in 'reser\'e city banks .but remained substantial in country 
bauks. In an t>tlort to enrouragr larger purchases of Treasury bills b,· roumry banls 
a pohn was inaugumt'd in Mav 1945 allotting in full, at a prire to \ield ~ percent, 
all suhM'riptions to Treasury bills amounting to not more than $100.000, later raised 
to S:.'oo.ooo. See ftdrral Rtltnot Bullrtin (june 194~) p. 492. Details relating to the 
putd1ase of Trt.uur~ bills are gi,oen in the ftdtral Rrsmtt Bullttin ljuh 1942) 
pp. 6:11-~2. . 

:.~Boord of (.o,rmon of tht Ft'deral Resen·r S\Sltm, :fnnual Rrport, 19-1:!, p. lOi!. 
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mechanism as the principal means of putting reserves into the mar
ket may be traced, briefly, to the fact that it served to accomplish 
four corollary results: 

a. It made possible the absorption of the great bulk of 
excess reserves; 

b. At the same time it left banks as liquid as they would 
have been with an equivalent amount of excess reserves; 

c. By furnishing reserves in the amounts and places needed 
it helped to make up for the lack of precision and au
tomatism of usual open market operations; and 

d. It provided an instrument more simple and automatic 
than discounting at a time when that instrument was se
,·erely handicapped by the tradition against borrowing. 

a. Mechanical Provisions 

'While Treasury bills are obtainable at any time through ordinary 
trading in the market, the bulk of them are purchased through 
direct bids publicly solicited by the Secretary of the Treasury. 
Offerings of bills, generally of three months' maturity, are made 
each week. Tenders are received by the Reserve Banks or their 
branches acting for the Treasury, and the bills are issued in denomi
nations with a maturity value of $1,000, $5,000, $10,000, $100,000, 
$500,000 and $1,000,000. The price bid is the par value less an 
amount equal to discount to maturity at the rate the bidder is 
willing to accept. Ordinarily payment is in immediately available 
funds, but occasionally payment is by credits to war loan deposit 
accounts. Except for the allotment of $200,00056 to any bidder at 
a fixed price equivalent to a yield of approximately Ys percent, 
awards are granted on the basis of the highest bid. A bidder may 
submit tenders at more than one price, but a separate tender is 
required at each price.57 

In order to permit immediate delivery of securities reacquired 
under the repurchase option, it became necessary to deal with them 
separately. Instead of keeping them in the "System account," as 
is the case with bills purchased outright and with securities pur· 

66 Prior to ~onmber 30, 1944, the amount that might be allotted in this way 
was $100,000. 

117 Treasurv Depanment Circular :So. 418 as amended, and Federal Reseroe Bulletin 
(july 1942) pp. 631-32. 
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chased through ordinary open market operations, Treasury bills 
subject to the repurchase option are held in the Bank's own account 
by the individual Reserve Bank making the purchase. 58 Where a 
member bank leaves Treasury bills with a Federal Reserve Bank 
for safekeeping, a transfer from Treasury bills to the reserv~ 
account, or vice versa, involves little more than notifying the Bank 
of the member bank's desire to make the shift. 

b. Transactions in Treasury Bills, Volume and Yield 

Prior to the establishment of the posted bill rate, the weekly issues 
of Treasury bills had fluctuated between $100 and $200 million 
(see Chart 8). With the inauguration of the new policy the weekly 
issue was raised from $150 to $250 million. In the course of the 
following year the amount issued each week was increased to 
approximately $900 million and by June 1943 to approximately 
$1 billion. It remained at this figure until May 1944 when it was 
increased to $1.2 billion, and continued at that level to the end of 
the year with the exception of a seven week period in October and 
November when weekly issue~ amounted to $1.3 billion. 

The total volume of bills outstanding was around $2 billion at 
the start of the posted bill policy, and rose gradually from that 
point to a little over $13 billion in September 1943. The increase 
initiated in May 1944 raised the total to over $16 billion in 
December. 

Throughout most of the year preceding the establishment of the 
fixed buying rate, the average rate of yield on Treasury bills had 
been below ~ percent, much of the time well below. With the 
authorization of a ¥s percent rate, the average yield at which Treas· 
ury bills were sold rose toward this level. At one time a consider· 
able proportion of the bills issued were bought at a price to yield 
somewhat less than ¥s percent, but the amount of the premium 
and the proportion of the total issue sold at a premium subse· 
quently decreased and from the middle of 1943 onward the average 
yield conformed closely to the official rate. 

Holdings of Treasury bills by commercial banks and by the Fed
eral Reserve Banks have undergone pronounced changes in both 
absolute and relative amounts (see Table 15 and Chart 9). At the 

118 Board of Go\'emors of the Federal Reserve System, Annual Report, 1942, p. 108. 
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TABLE 15-BANK HoLDII"GS oF TREASLRY BILLS, 

jANL'ARY 1942 To NovEMBER 1944 

(doilar figures in millions) 

Federal Re5erve Banks Commercial Ban/us 

End of Dollar 1c of Total Bills Dollar %of Total Bills 
Volume Outstanding Volume Outstanding 

1942 
January $1,428 67.9% 
February 1.292 64.5 
March 710 43.0 
April $91 4.i% 1,191 61.0 
1\fay 156 6.9 1,350 59.8 
June 24:4 9.7 1.557 62.1 
July 566 15.5 2,263 61.8 
August 696 16.7 2,648 6H 
September 657 14.2 2.884 62.4 
October 481 9.4 3,468 67.7 
November 3R3 6.7 4.216 73.7 
December 1,010 15.2 4,497 67.9 

190 
January 689 . 9.3 5,568 75.0 
February 1,4i5 17.9 5,302 64.4 
March 2,087 22.6 5,069 54.9 
April 2.430 24.2 6,415 63.9 
1\fay 2.442 22.5 7,017 64.7 
June 3,815 32.2 6.502 54.8 
July 4,!196 39.3 5,939 47.7 
August 5,701 44.4 5,233 40.7 
September 5,351 41.0 6,448 49.4 
October 5,547 42.5 6.227 47.7 
November 6,163 47.1 5,643 43.2 
Decemuer 6,i68 51.8 4,716 36.1 

19U 
January 6.941 53.0 4.904 37.4 
February 6.354 48.5 5.484 41.8 
March 6.532 49.7 4,606 35.0 
April 7,641 5!U 4,137 31.5 
!\fa~· 8,466 61.5 3.627 26.3 
June 8.8i2 60.2 4.894 33.2 
July 9.065 58.2 5,477 35.2 
August IO.Oi4 64.0 4.554 29.0 
Septem!xor IO.i83 68.2 3.613 23.0 
October 11.551 71.9 3.091 19.2 
:'\ovemher 11.~8 7B 2.935 17.9 

Source: Ttta.IUI)' Bt11lrtin and Ftdtral RtStn't Bullttin. 
• Sel('(ttd banl.s CO\'ertd by Treasury Department 5urvey, numbering under 6,000 at 
the start of the period and O\'cr 7,000 at the end. 
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end of April 1942, i.e., just before the posted bill policy became 
effective, commercial banks held 61 percent of the total amount 
outstanding and the Federal Reserve Banks held under 5 percent. 
With the expansion in the amount of bills currently being issued, 
both commercial banks and Reserve Banks increased their holdings. 
In May 1943, the volume of Treasury bills held by commercial 
banks reached a peak of $7,017 million. At that time 65 percent 
out of a total of $10,853 million of Treasury bills outstanding were 
lodged in commercial banks. On the same date the twelve Federal 

CHART 9-DtsTRIBUTION OF TREASURY BILL HoLDINGS, 
APRIL 1942 - NOVEMBER 1944 
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Reserve Banks, with $1,531 million on repurchase option and $911 
million owned outright, held 22 percent of the total. 

Beginning in June 1943, and again toward the end of the year, 
Treasury bills poured into the Federal Reserve Banks. Until May 
1943 the Treasury bill account of the Federal Reserve could claim 
to be primarily a device for adjusting variations in the cash require
ments of member banks. From then on, although there were 
movements in and out, the account was no longer principally 
an adjusting mechanism. The primary reason for the growth of 
the account was the need for additional Reserve Bank credit fol
lowing heavy demands for liquid funds by member banks and the 
public generally. The fact that the need expressed itself so largely 
in the acquisition of Treasury bills by the Reserve Banks was partly 
a reflection, apparently, of the saturation of dentand for Treasury 
bills on the part of banks and of a desire to shift to other securities 
carrying a higher yield. This desire showed itself both in the sale 
to the Reserve Banks of bills originally acquired by banks and in 
the necessity of the Reserve Banks absorbing a larger proportion of 
new issues by taking them off the hands of dealers without their 
ever reaching the vaults of commercial banks. 

The fact that a considerable volume of Treasury bill holdings 
was being shifted from commercial banks to the Federal Reserve 
did not mean that Treasury bills had ceased to act as a cushioning 
dnice. There was still a substantial movement in and out of the 
acrount, and commercial banks made use of bills to obtain addi
tional reserves when necessary, or to invest cash when temporarily 
in excess of needs. From the start of the Treasury bill policy, 
Federal Reserve holdings of bills fell essentially into t~o parts
those that served primarily as a cushion, and those held as the result 
of a more or less permanent addition to the supply of reserves in 
the market. With the passage of time, the second category became 
of increasingly greater importance. 

In general, the Treasury bills held by the Reserve Banks on 
repurchase option have constituted a high proportion of the total 
though the share declined greatly in 1944 (Table 16). The maxi
mum amount held on this basis was reached in October 1944, with 
a total of $5,012 million. It is customary to grant the repurchase 
option more or less automatically when banks take the initiative 
in !telling bills. The actual volume of bills held under option is 
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TABLE 16-TREASURY BILLS HELD BY FEDERAL RESERVE 

BANKS SUBJECT TO REPURCHASE OPTION, 

SEPTEMBER 1942 TO DECEMBER 1944 

(dollar figures in millions) 

Percentage of Total 
End of Amount Bills Held by 

Federal Reserve Bank.s 

1942 
September $207 31.5% 
October 96 20.0 
November 47 12.3 
December 578 57.2 

1943 
January 296 43.0 
February 860 58.3 
March 1,240 59.4 
April 1.377 56.7 
May 1,531 62.7 
Jl,lne 2,810 73.7 
July 3,803 77.7 
August 4,486 78.7 
September 4,248 79.4 
October . 4,396 79.3 
November 4,688 76.1 
December 3,845 56.8 

1944 
January 3.617 52.1 
February 2.908 45.8 
March 3.398 52.0 
April 4,001 52.4 
May 4,093 48.3 
June 3,655 41.2 
July 3,564 39.4 
August 4,583 45.5 
September 4,829 47.8 
October 5,012 43.6 
November 4,584 38.6 
December 3,984 35.7 

Source: Federal Reseroe Bulletin. 

not of great significance, since it does not necessarily reflect an 
expectation to repurchase. Once a given volume of Reserve credit 
is built up it becomes necessary for the Reserve Banks, in order to 
avoid a contraction, to replace bills and other Treasury securi· 
ties as they mature. Replacement is ordinarily effected by buying 
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Treasury Lills, and inasmuch as bills acquired in this manner are 
not held under the option to repurchase, the result is a declining 
ratio of option bills to the total. 

The principal need of commercial banks for additional liquid 
funds was to meet the demand for currency in circulation and to 
sati~fy the rise in reserve requirements resulting from the growth 
in deposits. After April 1943 banks were no longer required to 
hold reserves against Treasury deposits based on newly issued secu
rities purchased from the Treasury. Consequently, the transfer of 
large sums from private accounts to the government during war 
loan drives served to release reserves. These reserves were required 
again, as disbursments from government balances gradually trans
ferred deposits back to private o·wnership. 

This factor was largely responsible, during the Third War Loan 
Drire, for a reduction in member bank reserve requirements of 
$1,707 million between September 8 and October 6, 1943. In the 
Fourth War Loan Drive reserve requirements fell by $947 million 
between January 26 and February 23, 1944, in the Fifth by $1.373 
million between June l4 and July 12, 1944, and in the Sixth by 
$9i6 million between November 22 and December 20, 1944. In
stead of excess reserves rising by an equal amount, they increased 
by only $54 million in February, by $504 million in July and by 
$215 million in December; the difference resulted largely from the 
use of free reserves to purchase Treasury bills.511 The pronounced 
short-run fluctuations in the amount of required reserves rendered 
the introduction of the Treasury bill policy doubly important and 
timely, because it facilitated adjustments to temporary .changes in 
liquidity requirements. 

c. The Role of the Dealer 

In ~eneral a smaller proportion of the amount of Treasury bills 
applied for in each district is allocated in New York than in any of 
the other districts (see Table 17). However, the proportion of the 
total taken in the New York District has shown a tendency to 
increase. Both these features of the distribution of Treasury bills 

U ~1!10 ~ T;,~bl~ 15. Holding. ol Tru.sury bills by in\"eSton other than fi.nmcW 
institutions and l'nited SUit'S go\'mlment agencies tended to increase prior to war 
INn dmes and th~n to decrease (Trtcsury Bullttin). 



TABLE 17-TREASURY BILL TENDERS AND ALLOCATIONS BY 

FEDERAL RESERVE DISTRICTS, DECEMBER 1942 AND 

DECEMBER 1944 

(dollar figures in thousands) 

December 22, 1944 

District Applied for Applied for 
Accepted 

Percent Percent 
Amount of Total Amount of Total 

Boston $32,265 3.50o/o $39.775 $26,495 2.20% 
New York 789,657 319,978 53.27 1,333,298 823,778 68.53 
Philadelphia 35,906 20,187 3.36 51,905 35,385 2.94 
Cleveland 35,650 20,G92 3.34 29.265 28,065 2.33 
Richmond 21.767 12.466 2.08 13.268 12,468 1.04 
Atlanta 10,692 5,958 .99 12.570 12.330 1.03 
Chicago 155,687 105,401 17.55 282.950 180,750 15.04 
St. Louis 21,G42 12,362 2.06 20,120 13.920 l.l6 
Minneapolis 16,862 15,389 2.56 8,990 6,580 .55 
Kansas City 12.268 10,464 1.74 14,lll 11,711 .97 
Dallas 10,990 9,485 1.58 9,615 9,615 .80 
San Francisco 77,620 47,884 7.97 52,165 40,965 3.41 

ALL RESERVE 
BANKS $1,220,406 $600,709 100.00% $1,868,032 $1,202,G62 100.00% 

Source: Treasury Department, Press Releases, December 22, 1942 and December 23, 
' 1944. 

are a reflection of the important role played by dealers in govern· 
ment securities. 

It has been customary for dealers, and some leading banks, to 
present large bids at the weekly offerings of Treasury bills.60 The 
amounts applied for under current conditions do not represent 
what dealers expect to be able to pass on to their regular customers. 
Their bids serve the useful purpose, however, of helping to assure 
that the entire issue will be taken. In substance, the dealers in 
government securities underwrite, to the extent of their bids, each 
issue of Treasury bills. They, in turn, resell to the Federal Reserve 
at the official rate the bills they have been unable to distribute.61 

The bills thus turned back to the Federal Reserve by the dealers 

60 The bids are usually entered at 99.905, since these three decimal places correspond 
nearest to a yield of * percent. However, the price varies slightly according to 
whether the period is for 91 or 92 days. 

61 During the period under review the secondary distribution to dealers' customers 
has usually been small. 
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are sold as of the issue date, and all the interest income accrues to 
the Reserve Banks. Purchases from dealers enable the Resene 
Hanks to replace maturing Treasury obligations and thus offset any 
tendency for the \'olume of Reserve credit to contract. 

The ,·olume of sales to dealers is not published. In effect the 
amount dealers take is determined by the demand from other pur
chasers. Since the larger dealers in government securities are located 
in New York, a substantial increase in the proportion of sales in 
:'\ew York may indicate an increase in the amount of bills absorbed 
by dealers.62 Such an indication is further strengthened if, at the 
same time, the share sold at the low rate rises or the average moves 
up toward the ~ percent yield. The combination of these ,·arious 
factors points to an increased reliance upon sales to dealers after the 
middle of 1943. The decline in allotments in :'\ew York at certain 
dates, particularly during war loan drives, when banks are in a 
position to expand their purchases of Treasury bills is further ni· 
dence of the residual position occupied by the dealers. 

d. Treas!IT)' Bill Policy as an Adjusting Mechanism 

The introduction of the Treasury bill policy provided an effective 
mechanism for enabling the Federal Reserve Banks to put addi
tional funds into the market. Inasmuch as the initiative in effect
in~ changes in the volume of cash rests with the individual member 
hanl-s, the flow of cash is more or less automatically adjusted with 
respect to amount, place and time. Moreover, the mechanism facil
itates, although it does not assure, the automatic contraction of 
resen e balances whenever and wherever they become excessive. 
The purchase and sale of Treasury bills permits more precise adjust
ments than ordinary open market operations, just as these permit 
finer adjustments than are possible by means of changes in reserve 
requirements. In short, it is most sensitive to changes in the 
liquidity needs of banks. 

The Treasury bill technique has the further advantage that it 
dot's not necessitate any administratire decisions on the part of the 

6% l'his "' idenn.•, hoM'It'r, is far from ronclusiH~. If purchases by banks and other 
hu1e1-s m \rw \ml \<len~ 10 dttline, 1he proportion talen bv dealen might increa~e 
"1thm11 am ch;w~e appearing in the toLal absorption of bills by the District u 1 

\<I hole. 

i7 



authorities, whose role is purely passive. As regards the initiative 
resting with the banks and the automatic adjustment to varying 
requirements of particular banks it resembles discount and bankers' 
acceptance operations.63 At the time of its introduction, the great 
advantage of Treasury bill policy over discount policy in meeting 
the liquidity requirements arising out of the war was that it had 
no popular prejudice with which to contend. Its superiority lay 
not so much in its technical provisions as in the manner in which 
it circumvented the tradition against borrowing. 

Treasury bills have provided an effective means of adjusting the 
cash position of banks. But this is only one of the ends served by 
Treasury bills, and in the course of time certificates and other 
Treasury obligations of still longer maturity have also come to per
form something of the function of an adjusting medium. In terms 
of its ideal functioning as a regulator of the quantity of member 
bank reserves, it might have been expected that changes in the 
volume of Treasury bills offered for sale to the Reserve Banks 
would reflect changes in the banks' needs for currency and reserves. 
Thus a sustained increase in Federal Reserve holdings of bills might 
have been taken to indicate an overissue, and to guide the Treasury 
in cutting down on future offerings. No such automatic operation 
has been realized. During part of the time increased offerings of 
bills at the Federal Reserve Banks reflected not so much a change 
in the credit needs of member banks as their desire to substitute 
higher-yield securities for the low-yield Treasury bills. 

e. Relation to Treasury Financing 

By the middle of 1943 the magnitude of Federal Reserve holdings 
of Treasury bills exceeded the proportions of what could reason
ably be regarded as an adjustment fund. From that time on Treas· 
ury bills were primarily the means relied upon by the Reserve 
Banks to maintain an adequate volume of liquid funds in the 
market. In fulfilling this purpose, they had the further effect of 
enabling the Treasury to borrow from the Reserve Banks at a low 
rate of interest. The purchase of Treasury bills constituted a form 

63 In the case of discounting, the authorities are technically not entirely passive 
since they must pass upon the quality of the paper presented; not even this is necessary 
in the case of the purchase of Treasury bills. 
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of borrowing from the Reserve Banks that was less likely to 
provoke criticism than borrowing directly or by means of other 
securities. 

Instead of increasing Treasury borrowing from the Federal 
Reserve Banks this policy may actually have had the opposite 
effect. The amount of securities absorbed by the Resen·e Banks 
was determined primarily by the requirements of member banks 
for additional reserves. To the extent that the Treasury bill policy 
led to the utilization of excess reserves that would otherwise have 
remained idle, its effect was to restrict the creation of new Reserve 
Bank credit and therefore the total purchases of Treasury obliga
tions by the Reserve Banks. 

In the absence of the activation of excess reserves, it would have 
heen necessary for the Reserve Banks to provide that much more 
rredit by other means.64 The payment of interest on what were in 
effect the excess reserves of member banks did not necessarily repre
sent any additional cost to the Treasury, even though it increased 
the earnings of commercial banks. Assuming the same rate of 
interest on the securities that would have been acquired by the 
Resen·e Banks as on the Treasury bills actually held by the member 
hanks in lieu of excess resen·es, the cost to the Treasury would be 
the same under either method of financing. The chief difference 
is that if a corresponding·ly larger volume of resen·es had been 
neated, the Treasury would have been paying interest to the 
Resene Banks instead of to member banks. 

f. Relation to Other Federal Reserve Policies· 

The Treasury bill policy, and particularly the circumstances attend· 
in~ its introduction, provided a means of educating banks away 
from their dependence upon large excess resen·es to assure liquid
ity. l ruder conditions pre,·ailing in wartime the existence of excess 
rcse1' es has little direct bearing on credit control, since there is slight 
occasion for the expansion of bank credit except as may be necessi
tated by the Treasury's financing of the war, and the Reser\'e 

64lhis ohst>nation presumes that considerations of national policy call for the 
Hr;ttion of ('(lmmrrcial bank credit in whatever amoums are necessarv to meet the 
llt'nls of the' go\'rtnment's pr~ram of war finance, and that the Federal Resene was 
undt·r obligation to prm ide the resenes essential to the auainment of this end. 
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authorities would hardly be disposed to prevent that sort of expan
sion even if they could.65 

The future level of reserves, however, will be of considerable 
significance in the control of credit by the Federal Reserve officials 
after the war. Even though present policies should entirely elimi
nate excess reserves, they might easily emerge again as a result, for 
example, of a contraction of the currency.66 In any case, the amount 
of excess reserves will probably be less than it would have been if 
the excess had not been reduced during the war. 

Under ordinary circumstances the volume of excess reserves is 
of considerable importance to potential changes in the circulating 
medium. However, in wartime the actual increase in deposits is 
governed by the needs of Treasury financing in relation to other 
sources of incomt;, rather than by the amount of member bank 
reserves. Failure to utilize excess reserves merely leads to enlarged 
Reserve Bank credit operations, and does not affect materially the 
amount by which deposits of commercial banks are increased. 

g. Relation to Member Bank Operations 

The posted bill rate had the effect, in substance, of enabling banks 
to earn interest on their excess reserves without undergoing the 
slightest sacrifice of liquidity. As contrasted with holding an equal 
amount of assets in the form of excess reserves, it is considerably 
more profitable to put them into Treasury bills. But it is not to 
be supposed that this is the only, or necessarily the most profitable, 
alternative that is open to a bank. The bank also has the choice of 
putting its funds into Treasury certificates yielding % percent with 
the assurance that it can borrow on them at any time from its Fed
eral Reserve Bank at a preferential rate of 1f2 percent. Or it can 
buy Treasury bonds bearing, for example, a 2 percent return and 
use them as collateral in borrowing at the official discount rate, 
now 1 percent. The use of certificates would seem to involve no 
significant sacrifice of liquidity as compared with Treasury bills. 

65 The Federal Reserve officials have, of course, encouraged the financing of the 
war as far as possible by means other than borrowing from commercial banks. 

66 As indicated elsewhere, the existence of large holdings of Treasury bills by the 
Federal Reserve Banks will facilitate absorption of excess reserves in case they emerge 
in the future. The running off of bills would eliminate reserves with much less 
pressure on security prices than would result from sales of other types of securities 
in the open market. 
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It could, however, be argued that on notes and bonds there is 
greater risk, since the Federal Reserve discount rate may some day 
be raised and the privilege of borrowing on government securities 

TAGLE 18-PosMBLE INCOME FROM ALTERNATIVE METHODS 

OF PROVIDING LIQUIDITY1 

$10/)00/)00 in the form of: 

Excess Treasury Certifi· 10-Year 
Reserves Bills cates Bonds 

Income while not in use to meet 
resen·e requirements (9 months) 

Amount nil $28,125 $65.625 $150,000 
Net rate per annum 0% %o/~ %o/~ 2% 

Net income while used as, or to pro· 
vide, required re~en·es (~months) b 

Amount nil nil $9.575 $25,000 
Net rate per annum Oo/c 0% %% 1% 

Total income for year 
Amount nil $28,125 $75,000 $175,000 
Average rate per annum 0% 9/32o/e %% 1%% 

• Assumptions: 
I. Bank desires to hold $10,000,000 in a form to meet fluctuations in cash require

ments; 
2. 0\'er the period of a )·ear the funds will actually be in use to meet reserve re

quirements, on the a\·erage, one-fourth of the time; 
~. The posted bill policy is continued and rates of 1:-il percent and 1 percent, respec· 

th·ely, are maintained on borrowing from the Federal Reserve on notes secured 
hy go\'ernment obligations under and over one year maturity. 

bIn the case of certificates and bonds, dollar amount represents interest recei\·ed on 
security minus interest paid on advance from Resen·e Bank. 

at par be withdrawn. The market value of longer-term ·securities 
is clearly subject to a greater degree of depreciation in the event of 
a rise in rates of interest. 

The differences in return resulting from electing each of the four 
methods of pro,·iding for sudden increases in cash requirements 
are indicated in Table 18. The assumption made in this compari
son, that the cash would be required a quarter of the time, is prob
ably unduly generous, and to that extent the calculations under
state the g-ain obtainable from putting funds into certificates or 
bonds in preference to buying Treasury bills. While the use of 
Treasury bills is clearly more ad\'antageous than holding excess 
resen·es, the g-ain is greater still from buying certificates or bonds. 
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TABLE 19-CoMMERCIAL BANK HoLDINGS OF BILLS AND 

CERTIFICATES, JULY 1942 TO NOVEMBER 19441 

(in millions) 

End of 
Bills 

July $2.263 
August 2,648 
September 2,884 
October 3,468 
November 4,216 
December 4,497 

1943 
January 5,568 
February 5,302 
March 5,069 
April 6,415 
May 7,017 
June 6,502 
July 5,939 
August 5,233 
September 6,448 
October 6,227 
November 5,643 
December 4,716 

1944 
January 4,904 
February 5,484 
March 4,606 
April 4,137 
May 3,627 

June 4,894 
July 5.477 
August 4,555 
September 3,614 
October 3.092 
November 2,935 

Source: Treasury Bulletin. 

a Banks covered by Treasury Department survey. 

Certificates 

$1,921 
3,008 
3,978 
3,782 
4,389 
6,470 

6,594 
6,837 
6,845 
9,197 
9,759 
9,823 
9,890 

11.000 
11,936 
13,357 
13,159 
12,684 

13,335 
13,Q30 
12,918 
12.953 
12,924 
15,013 
15,943 
15,987 
15,683 
15,447 
15,862 

Reliance upon either certificates or bonds in lieu of Treasury 
bills to pro,·ide liquidity is discouraged, however, by the prejudice 
against borrowing,67 but this obstacle was not sufficient to prevent 

67 A proposal was advanced to extend the buying policy, at a suitable rate, to 
certificates for the purpose in part of overcoming this obstacle. 
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a ~hift from bills to certificates during 1943 and 1944, as may be 
~een from Table 19. At the end of ~ovember 1942 commercial 
bank. holdings of bills and certificates were fairly evenly balanced. 
At that time the commercial banks co~ered in the Treasury Depart· 
ment's survey held $4.2 billion of Treasury bills and $4.4 billion 
of certificates. From then until the end of September 1943, both 
inuea~ed, but certificates increased more rapidly than bills. On 
that date the commercial banks included in the Treasury sun·ey 
held $6.4 billion in bills and $11.9 billion in certificates. There
after holdings of certificates continued to rise while holdings of 
Treamry bills decreased. At the end of November 1944, commer
cial banks held $2.9 billion in bills and $15.9 billion in certificates. 
Whether there may have been a disposition to shift funds into still 
longer maturities as an alternative to holding them in either excess 
reserves or bills is obscured by the over-all growth in the volume of 
go\'ernment securities. 

In view of the advantages of holding assets in some other fonn 
than, excess reserves, and the absence of any appreciable sacrifice 
of liquidity, it is somewhat surprising to find that excess resen·es 
showed no tendency to disappear. Throughout most of the first 
half of 1943 the weekly total of member bank excess resen·es fluc· 
tuated between $1.5 and $2.3 billion. Thereafter they declined, 
hut it was not until December that they fell below $1 billion. 
Excess reserves were chiefly concentrated, however, in country 
banks. At the middle of December 1944 excess resen·es were dis
tributed among different classes of banks as follows: 68 

Class of Btlrllt 

Central resen·e city 
Reserve city 
Country 

Required Exctss 
Reserot:s Resen~s 

$4,602 
5,295 
2,987 

(millions) 

$30 
!59 
895 

Percentage 
of Excess 

.7 
6.8 

30.0 

On the a\·erage, country banks at the end of 1944 held excess 
rescnes amounting to approximately $140.000 per bank. l'\o en
tirely satisfactory explanation has been offered of why excess 
re~cn es of these proportions continued to be maintained. In some 
in~tances banks subject to excess profits taxation are said to ha\·e 

'~ l'tdtral Rt)tn't Bullttin (february 1945) p. H5. 
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felt that the net gain from holding bills rather than cash was not 
worth the bother involved. Country banks, accustomed to a con
siderably higher rate of return, may have found the rate of return 
insufficient to attract them and also may have been deterred by lack 
of familiarity with the discount feature of Treasury bills. Others 
clung to the view that it was desirable to have a certain amount of 
excess reserves in the accustomed form. 

There was, nevertheless, a tendency for the total volume of excess 
reserves to move irregularly downward. Their amount, after fluc
tuating for a time about a reduced total, repeatedly broke through 
to a new lnel. How far this downward progression would con
tinue was never entirely clear. The fact that excess reserves still 
exist among smaller banks does not, in any case, obscure the success' 
of the Treasury bill policy in helping to eliminate them among the 
largest banks and to reduce them among others. 

IN REVIEW 

The most conspicuous banking change since the start of the war 
has been the growth in holdings of Treasury obligations, which 
rose from 40 percent of the earning assets of all commercial banks 
in June 1939 to 71 percent five years later. During the same period 
the volume of other types of bank investments and loans declined 
or remained approximately unchanged. As a result, only a small 
proportion of commercial bank assets are vulnerable to a drop in 
commodity prices or agricultural land values such as occurred after 
the last war. Furthermore, the bulk of bank assets are no longer 
in a form likely to contract so abruptly in a period of business 
recession as they did in the early thirties. 

The average maturity of assets has become shorter since 1939, 
with a pronounced increase in the proportion of securities matur· 
ing within one year and a sharp reduction in those maturing in ten 
years or longer. The rise in the proportion of short-term Treasury 
obligations to total bank assets has kept close pace with the decline 
in the proportion of cash. In June 1944 the sum of cash and short· 
term Treasury securities held by all insured banks amounted to 
38.6 percent of assets compared with 33.3 percent five years earlier. 
It is safe to say that today many bankers feel more oppressed by an 
excess than by a deficiency of liquidity. And on the basis of cus-
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tomary standards of excellence, the quality of bank assets seems 
higher today than ever before. 

As in the last war period the entry of banks into the Federal 
Reserve System has been stimulated; membership in the Federal 
Deposit Insurance Corporation has also increased. By the end of 
1943, 48 percent of all commercial banks and over 87 percent of all 
commercial bank deposits were embraced in the Reserve System, 
while over 98 percent of bank deposits were in banks which were 
members of the FDIC. 

During the last war the number of commercial banks increased 
by nearly 2,000, while in this war there has been a substantial 
decrease. Total deposits, however, have grown more rapidly in this 
period than they did from 1914 to 1920. As a result of the decline 
in number of banks and the growth in deposits, the average com
mercial bank at the end of 1943 was five times as large as at the 
postwar peak in 1920, and nearly twice as large as in June 1939. 
lly the end of June 1943 there were 15 banks with assets of a bil
lion dollars or more, compared with 8 in June 1939, and there were 
423 banks with assets in excess of $25 million, compared with 262 
in 1939. Yet the growth of the largest banks has not kept pace with 
the growth of banks in other size categories; in 1939 the 10 largest 
banks held 25 percent of all commercial bank assets, while by 1943 
their share had declined to 23 percent. The increase in average size 
was greatest for country banks and least for central reserve city 
banks- just the opposite of what happened in the years between 
1920 and 1939. 

The responsibilities imposed upon the banks for helping to 
assure an ample supply of ready funds for financing the war effort, 
which was the announced objecti\'e of banking policy, have brought 
with them a rise in the proportion of highest grade assets in bank 
portfolios, an increase in the average size of banks and higher net 
earnings. As judged by all com·entional tests, these are the charac
teristics of strong and \'igorous banking institutions. They are the 
outward, if not entirely conclusive, signs of greater safety and secu
rity than existed either at the end of the last war or at the start of 
the present war. 

At the same time, howe\·er, the character of bankina has dras-o 
tically altered, for the war accelerated a trend that has prevailed 
since the last war. Banks have now become chiefly custodians of 
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Federal debt, instead of being concerned mainly with furnishing 
working capital for commerce and industry. Because of the changes 
that have taken place the future of banking is linked, in large meas
ure, to the future of the Federal securities market. And through 
this relationship and because of the duties the Reserve Banks have 
assumed vis a vis the securities market, the Federal Reserve System 
has come to occupy a position of unprecedented importance in the 
preservation of the safety and liquidity of the nation's banks. 
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