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Part 111
Bank Liquidity in War, 1939-45

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?* 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
iniddle of 1939 to the end ot 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 o take steps to
assure an adequate supply of funds for financing the war effore.®
While 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 funds,
either for their own use or for the use of others, cqual to mmore than
three times the total capital accounts, inclnding capital, snrplus.
undistributed profits and contingency reserve accounts, of all in-
sured comnercial banks in the country at the start of the period.
This is a sum considerably larger than their entive cash resources
in 1939. Moreover, banks were obliged at the samne time to prepare
for uncertain requirements during and after the war.

27 The ellect 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 swudy.
See C. R. Whittlesey, The Effect of War on Currency and Dcposits (National Bureau
of Economic Research, Financial Research Program, Occasional Paper 11, 1943).

28 Federal Reserve Bulletin (Jauuary 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 Reserve 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 of the American commercial banking system at the
start of the war in Europe was probably greater, as judged by most
conventional tests, than ever 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 1929.2* 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 10.5 percent of total assets in 1929 to 28
percent ten years later. At the same time holdings of United States
government securities had increased by 367 percent, from $4,023
million to $18,791 million, becoming one of the major categories
of 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 quantitative features in the liquidity
position of banks just before the outbreak of the war in Europe:

a. A relatively high ratio of demand to time deposits as com-
pared with what had prevailed previously;

29 If national bank notes in circulation in 1929 are included, the rise in the propor-
tion of the demand obligations of banks is slightly less, i.e., 8.8 instead of 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 private 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.® 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 tc render bank holdings of Treasury obliga-
tions considerably more liquid than they might have been in the

TABLE 5—Ner GoLp IMPORTs AND GROWTH IN MEMBER
BANK ResErvEs, 1934-412

(in millions)

Increase in

Year Net Gold Imports Member Bank Reserves
1934 $1,132 $1.367

1935 1,750 1,491

1037 1586 421

1938 1974 1,735

1939 3574 2,729

1940 4744 2573

1941 982 -1,576b

Source: Federal Reserve Bulletin.

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
United States Treasury. As contrasted with increases of $4,351 millicn in 1940 and
$742 million in 1941, these show decreases of $10 million in 1942, $788 million in 1943
and $1,319 million in 1944.

b Decrease.

36 Correspondent halances which are included in “cash and due from banks” do not
constitute a net resource for the banking system as a whole. They may, however, be
highly important to the liquidity of individual banks,

42



absence of such a policy. This policy tended to counterbalance the
effect of the 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 aficld, 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 (sce 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.
Moreover, the influx of gold that contributed to the liquidity of
the member banks had likewise added to the cash resources of the
Federal Reserve Banks. Against note and deposit liabilities of
$16,212 million at the end of June 1939 the twelve Federal Reserve
Banks held cash reserves of $13,874 million. The corresponding
totals in 1929 were $4,132 million and $3,030 million. With cash
reserves of 86 percent against combined note and deposit liabilities,
the Federal Reserve Banks, like the commercial banks, were more
liquid in June 1939 than they had ever been before.

LIQUIDITY REQUIREMENTS, 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.

SECURITY MARKETS AND THE OUTBREAK OF WAR

The immediate effect of the outbreak of war in Europe was a sharp
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decline in bond prices. During the week ending September 6, 1939,
the index of United States government bond price fell from 1073
to 103.2 and two weeks later was down to 100.83.' The y.ield on
Treasury bonds, which had averaged 2.13 percent in _]urlc, jumped
from 2.27 percent in the week ending August 2(;.m 2.74 !)crcem
four weeks later, and similar changes occurred in the yield on
municipal and high-grade corporate bonds. Pnce§ of common
stocks, in contrast, rosc almost as sharply as bond prices fell.

Security markets were again upsct 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 1105 3
week later and 109.9 in the week of December 27. The fall in the
pricc 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 Pear! Harbor. The yield on Treasury
bonds rose from 1.87 percent, which was very near their low point
up to that time, to 2.02 percent 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 vields
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 3400 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.
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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.”
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 $70 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 Reserve officials to maintain orderly conditions in the govern-
ment bond market.

BAxK RESERVES AND CURRENCY

The preservation of stability in the security markets was of rela-
tively 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 vault cash. More 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 1939 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, 70.8
percent was the result of the expansion of currency in circulation,
27.1 percent of the growth in required reserves, and 2.1 percent of
the increase in vault cash. The disproportionate increase in the
amount of required reserves in the second half of 1941 was chiefly
the result of the rise in legal reserve ratios on November 1, which
increased requirements by about $1.2 billion 3

32 Federal Reserve Bulletin (January 1942) p. 2.
33 With this exception the growth in required reserves was due to the larger volume
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REGIONAL DIFFERENCES

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

TABLE 6—PRINCIPAL FACTORs IN THE INCREASE IN DEMAND
BY Banks For LiQuip FuNDS, SEMI-ANNUALLY FROM

June 1939 1o JunE 1944
(in millions)

Increase or cot‘:::.:s,;cey Required Vault Total Increase -
Decrease {-) Reserves Cash ~6-Month Cumulative
Banks Period from June 39
Total, June 1939 $6.005 $5,878 $712 .. .-
1939 — December 396 566 129 $1,001 $1.001
-1940 — june 298 480 -52 726 1817
December 626 487 202 1.315 3,132
1941 — June 879 430 8 1317 4,449
December 1411 1524 88 3,023 7472
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 15284
December 3,023 77 -i0 3,79 19,024
1944 — June 2,044 =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 $20,959

Source: Federal Reserve 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 miilion. The inBow 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 €ase 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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ple, 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 movement
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.®* 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
provided 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 reserve 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 reserves in the System. For a number of years a high propor-
tion of total member bank excess reserves had been held by central
reserve city banks in New York City. Beginning in Apnl 1941
their share fell from 48 percent of the total to 21 percent by the
middle of 1942. During the same period excess reserves of member
banks outside New York and Chicago remained practically stable
in amount, notwithstanding an increase in the amount of their
required reserves. 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 virtual
disappearance of the excess reserves of central reserve city banks
in New York.®

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

34 Federal Reserve Bulletin (September 1939) p. 711.

35 There was a considerable shifting about of interbank deposits from 1940 to 1944.
While the total of interbank balances rose during most of the period, balances with
New York banks declined substantially and balances with Chicago banks rose only
slightly. Deposits with reserve city banks and country banks increased materially and
were still rising in 1944. The net effect of these changes was a certain decentralization
of interbank deposits. The following tabulation shows the volume (in millions) and
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was to cause diffcrences in the behavior of the reserve ratios of the
various Federal Reserve Banks. In June 1939 the ratio of Teseryes
to total note and deposit liabilities of all twelve Federal Resenve

TABLE 7—Ra110 OF RESERVES TO NOTE AND DEPOSIT LiaBiLytigs
FeperaL ResErvE BaNks, JUNE 1939 To DECEMBER 1944

[ .
Dec. Dec. Dec.

Reserve June Dec. Dec.
Bank 1939 1940 1941 1942 1943 1944
Boson 8L6%  M9.2tr  Bib% 1205 3695  ge
New York 911 914 034 80.2 66.0 3
Philadelphia 79.4 86.6 89.1 722 55.2 P
Cleveland 786 56.9 889 5.7 53.5 139
Richmond 739 83.3 85.2 04 61.3 43
Atlanta 723 828 86.0 73.3 60.1 195
Chicago 904 93.1 92.8 80.1 797 553
St. Louis 75.9 849 855 71.0 553 50
Minneapolis 84 a1 86.0 75.6 51.6 156
Kansas City 733 80.3 853 69.0 55.2 443
Dallas 71.0 78.7 853 69.7 83 50
San Francisco 80.3 86.9 893 T4y 65.9 519
AL RESERVE
Banks 85.7% 90.8% 9086, 76.37% 62,677 899,

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 194,
at the end of the period of heavy importation of gold, reserves for
al! Banks averaged 9] 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 demond deposits from June 1939 to june 194,

June 0 Total New York Chicagn  Reserve City  Couniry

Banks Banks
1939 $7.097 $2.992 STi6 52.929 39
1940 ¥A52 3.840 949 332 538
1941 49610 3948 1910 1.000 632
1942 9.110 3234 1.023 1.032 "
1945 9643 2939 1.032 1749 928
194+ 9.904 3103 1.090 1557 %1

Source: Federal Reserve 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 for the twelve Banks of
the System. A vyear 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 of 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 habilities 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 New York Federal
Reserve Bank; but for most Banks changes in reserves were less
than in the preceding vear. For the different banks individually
as well as collectively, the increase in habilities 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 of the Chicago Federal Reserve Bank
increased a little more than the average, those of the New York
Bank actually decreased. By and large, therefore, it was not the
increase in reserves but the failure of habilities to rise as rapidly as
elsewhere that caused the reserve ratios in New York and Chicago
to remain relatively high for so long a time. In the same way, the
rapid expansion of habilities explains why the ratio of reserves in
certain other Federal Reserve Banks continued to fail despite a
substantial increase in reserves.

Variations were also substantial among different categories of
member banks. On the average, the rate of growth in deposits was
greatest for country banks and least for central reserve city banks.
This was particularly noticeable from 1941 on. The relative
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TABLE 8—REseRvES AND NOTE AND Derosit LIABILITIES 0OF
FeprrAL RESERVE Banks, June 1939 to Decemier 19440
(in millions)

Reserves Note and Deposit Liabilities

Reserve Bank June”  Dec Pec. Dec. Dec. Dec. June Dec Dec. Dec. Dec. Dec.

1939 1940 1941 1942 1043 1944 1939 1940 1941 1942 1943 1944
Boston 8772 $1,164 $1,192 81,214 $1,078 $990 $946 $1,305 $1,360 $1,687 $1,805 $2,195
New York 6,515 9,810 8,212 6,930 65,001 1.956 7,149 10,591 8.75% 8.645 9,088 10,250
" Philadelphia 710 1,066 1,245 1,174 1,078 1.044 894 1.231 1,397 1,625 1,958 2,331
Cleveland 858 1,852 1,652 1,760 1451 1404 1,001 1,555 1,857 2.326 2,708 3,200
Richmond 368 573 806 76 1,078 998 408 688 946 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 5,821 6,290
St. Louis 369 511 650 745 679 695 186 602 761 1.050 §.228 1.544
Minneapolis 262 318 400 186 384 308 3354 378 465 643 714 871
Kansas City 348 436 570 674 695 677 475 548 668 977 1.258 1512
Dallas 228 295 429 538 490 554 321 375 502 772 1.004 1.232
San Francisco 81¢ 1,168 1,576 2,010 2361 2,520 1,011 1,344 1.765 2,692 3582 4593

Avr RESERYE

BAaNKsS $13,881 $£20,036 $20.764 $20.008 $20.096 $18,691 $16.204 $22058 $22.870 $27.387 $32.087 $38,196

Source: Federal Reserve Bulletin.
a Figures for end of month except {or 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—MgeMeEr BANK RESERVE REQUIREMENTS, 1939-44
(dollar figures in millions)

Central Reserve Reserve City ¢ X
City Banks Banks ountry Banks
Amount Percent Amount  Percent Amount Percent
Increase Increase Increase
1939 — June $3.187 .. $1,784 .. $668 ..
December 3613 134% 1,953 9.5% 897 3.3%
1940 — June 3981 10.2 2013 3.1 906 1.0
December 4,220 6.0 2,208 9.7 974 75
1941 — June 4411 52 2364 7.1 1,045 7.3
December 5,001 126 3014 215 1,406 345
1942 — June 5,193 33 3216 6.7 1511 75
December 4,729 -89 4102 275 1946 288
1943 — June 4288 -93 139 7.1 2,150 105
December 4.405 27 4,781 88 2516 170
1944 — June 4,712 70 5,027 5.1 2,698 7.2
December 4,602 23 5,295 53 2987 107
Increase, June 1939 -
toNecember 1944 1415 444 3511 196.8 2,119 2441

Source: Federal Reserve Bulletin. Totals are monthly averages of daily 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.

FHO\V 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 nieasures such as the Treas-
ury niight introduce to provide additional money, changes in the
ratio of reserves that banks are required to niaintain against depos-
its and means employed by the banks themseives to maintam
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 ot 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 accunmlated
excess reserves from early 1941 to the late spring of 1942, and the
expansion of Reserve Bank credit from that time onward. linports
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
bitlion in 1939 and $4.7 billion in 19403¢ 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 above.
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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
billiun 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 before. 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 billion*® of currency and
reserves in the period from early 1941 to the middle of 1942, about
two-thirds was supplied by drawing down excess reserves.

In the two years from June 1942 to June 1944 the absorption of
liquid funds, mnost 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 heavy 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 overlapping. 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 reserves were of

some importance in meeting the need for cash, particnlarly over
37 This decline was influenced in the carlier period by a reduction in legal require-
ments, and in the later period first by an increase and then by decreases in legal

vequirements.
38 See Table 2 above.
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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. Followinga precedent of the first
World War, Treasnry deposits with commercial banks arising out
of loans to the government were freed from all reserve reqnire-
ments in April 1943. As a result of this change, reqnired 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 (sece Chart 7). From Augnst 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.®
Another factor acting to provide liquid funds was the issue of small
amonnts of silver currency and silver certificates. At the end of
1942 and early in 1943, also, something over a half billion dollars’
of cnrrency was issued in the form of Federal Reserve Bank notes.
These additions to the supply of currency were more than connter-
balanced by the net reduction in gold stock in 1943 and 1944.

As in the period of expansion 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 ihe 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 10 maintain unnecessarily large excess reserves.
Sce Board of Governors of the Federal Reserve System, .4nnual 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 Svstem and of
changes inaugurated in 1916 was 1o reduce the reserve requitements of national banks.
In 1917 legal reserve requirements of member banks were again lowered. from 18-15-12
percent against demand depasits to 13-10-7 percent. Inasmuch, however, as legal
reserves were at the sanie time redefined to include only deposits with the Federal
Reserve Banks. the net result of the changes was to eliminate the larger part of what
had previously been counted as reserves. Excess reserves, which had amounted to
more thaun 70 percent of required reserves a few months before, were reduced to a

litle over 8 percent following the lowering of requirements and the redefinition of
legal reserves.
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of contraction. No 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
variations in the resevve position of different Federal Reserve Banks.
Adjustments in the reserve position of the Banks have been effected
in part through the allocation of security purchases among the dif-
ferent Reserve Banks.

CHART 7—ReqQuirep RESERVES oF MEMBER BANKS,
January 1941 - DeceMBER 1944

_ 13
12] 2
10] ; 10
[ 8

>
3

b
ES

B WAR LOAN DRIVE

IS AP T P SIS P T
JFMAMIJIASONDIVFMAMI JASONDIUFMAMUJASONDIUFMAMI JASOND
941 1942 1943 1944
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INTERNAL FACTORS RELATED TO BaNK LiQuipiTY

As 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-
ized 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 pavment in cash. The sources of changes smce 1939 in
the net liquidity position of banks are to be (f)l:ﬂd, there{ore,. n [_he
alterations that have occurred in the principal asset and labiliey
jtems of commercial banks. Some of these changes are internal to
the banks and reflect deliberate actions on the part ot those respon-
sible for conducting the affairs of banks, while others are the result
of influences — including Treasury policy, the preferc.nces of the
public and altered business conditions — which lie ontside 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 thirties, 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 m 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.* In addition, it was greatly influenced by Treasury
borrowing: the return on war savings bonds was Ingher than that
paid ou 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

490 Quite a number of banks, aiso, ceased 10 offer savings accoumt facilities.
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TABLE 10—RAT10 OF INTERBANK DEMAND DEPOSITS TO
ToraL DEMAND DEposiTs, 1928-44

All

End of Member ‘v(jcntral Reserve C_"‘v Reserve Country
Banks New York Chicago City
1928 16.3¢% 18.49; 22.3% 21.1g, 6.3%
1929 16.4 188 23.0 20.7 6.3
1930 18.8 218 25.4 234 6.7
1931 16.7 19.0 248 20.3 6.2
1932 21.2 26.3 23.8 248 6.6
1933 18.1 20.1 200 228 6.6
1934 19.7 217 25.2 24.1 6.9
1935 21.9 26.7 244 25.1 7.1
1936 214 259 25.3 25.2 6.9
1937 20.1 252 244 233 6.1
1938 220 28.4 26.1 248 6.3
1939 24.7 30.7 31.3 274 73
1940 23.3 276 31.4 26.5 7.1
1941 21.1 245 28.9 25.0 71
1942 16.7 185 24.4 20.7 6.0
1943 18.6 16.4 19.6 16.7 49
1944a 13.2 15.4 19.9 16.8 48

Source: For the years 1928-41, Banking and Monetary Statistics, pp. 718 f.; for the
vears 1942-44, Member Bank Call Reports.
a Average of daily figures.

to decrease the liquidity of the smaller banks owning the deposits.

All available evidence indicates that the activity of deposits has
slowed down almost continuously since 1929. Despite a temporary
rise in the rate of turnover of demand deposits in 1941, by 1944 the
rate was approximately 40 percent of what it was for the year 1929.
While liquidity depends less on the total activity or inactivity of
deposit balances than on the extent to which withdrawals coincide
with the inflow of funds, the slowing down in deposit turnover is
generally viewed as contributing to a more liquid condition.

The influence of the deposit changes mentioned is somewhat
diverse, 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 over-all bank liquidity. This tendency appears, however,
to be greatly outweighed by changes in the assets of banks, which,
in contrast to changes in deposits, are largely influenced by the
policies of bank executives.

The proportion 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—RaTi0 0oF CasH AND TREAsury Birts 1o ToraL DerosiTs
1N MEMBER Banks, JUNE 1939 TO JUNE 1944%

(dollar figures in millions)

Cash Plus Cash Plus Due . Treasury Bills
Deposits Due frcm from Banks as 1 ’;"'ISI"T)’ asa 9 of
Banks  a % of Deposits s Defposits
1939 — June $45,878 $17,629 3849, $441 1.09,
Dec. 19.340 19,782 40.1 563 1.1
1940 — June 51,729 21 830 422 797 1.5
Dec. 56429 23.963 425 652 1.2
1941 — June 38511 22,689 388 1,127 19
Dec. 61,717 28122 37.5 971 16
12 — June 63.101 21722 343 1,509 24
(3.381) (6.3)
Dec. 78,277 24,280 3190 4,363 56
{10.648) (13.6)
1943 — June 84.016 22310 26.6 6278 75
(15,696) (18.7)
Dec. 92,262 23.790 258 4,360 4.7
(16.431) (17.8)
1944 — June 101.276 28,797 235 4,466 44

(18,604) (18.5)

Source: Member Bank Call Reporis.
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-
form much the same function as excess reserves.!!

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
reserves. For details see B. H. Beckhart and J. G. Smith, The New York Money Market,
Vol. 2 (New York, 1933) pp. 40-48; and Bernice C. Turner, The Federal Funds
Market (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 ASSETS TO TOTAL ASSETS OF
INsSURED COMMERCIAL BANKS, 1939432

(dotlar figures in thousands)

Banks With

. 1939 1910 1941 1942 1943
Deposits of
$100 or less 11.56% 8.90% 769% 5.79% L 2579
100 - 250 . 881 6.95 543 4.21 1
250 - 500 746 5.88 453 3.18 1.95
500 - 1,000 7.21 585 448 3.13 1.77
1,000 - 2,000 755 6.04 4.67 336 1.87
2,000 - 5,000 735 6.31 473 351 1.92
5,000 - 10,000 6.63 557 427 3.30 1.86
10,000 - 50,000 5.69 442 334 2.56 149
More than 50,000 3.84 2.86 1.99 154 94
ALL BANKS 5.109% 3.92% 2839 2.13¢, 1.249,

Source: Federal Deposit Insurance Corporation, Annual Reports.
& Total assets and substandard assets for all banks were as follows (in billions of
dollars) :
1939 1940 1941 1942 1943
Total $5825  $65.18  §71.70  $8045  $102.02
Substandard 297 255 203 1.7 1.26
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taken to get rid of inferior assets arid to supervise credit extension
more carefully. The absolute amount of substandard assets fell
trom 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 securitics, 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 1944+

End of Months to Maturity End of Months to Maturity
1939 — June 508 1H2 — June 49.0
Dec. 174 Dec. 43.6
1940 — June 449 M3 - e 414
Dec. 436 Dec. 42.6
1441 — June 45.2 1944 — June 41.8
Dec, 17.0

a Assets classified by maturity with dollar values multiplied by mid-point between ma-
turity extremes, maturity distribution for all investments available December 1938 to
June 1942; subsequently only government obligations are listed. The proportion of
term Joans to commercial and industrial loans following 1948 has Leen ussunied to be
the same as of that year; other loans and miscellaneous asscts less than one year
maturity, Assets, Federal Deposit Insurance Corporation. Reports; tine 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 assumptious concern-
ing securities in particilar 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 impcrtance to the over-all question of maturity of
assets.

Changes in the maturity distribution of Treasnry obligations
held by member banks during the period from June 1939 to June
1944 are shown in Table 14. At the start ronghly 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 1 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 vears.
From the end of 1941 on there was a steady decline in the pr‘opor-
tion of assets maturing in more than 10 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
MAaTturiTY CLASSIFICATIONS HELD BY MEMBER BANKS,
June 1939 10 JUNE 1944

Endof Within 1.5 5-10 10-20 Over 20

I Year Years Years Years Years

1939 — June 4.0% 32.0% 2589 26.49%, 11.8%
Dec. 50 26.8 2i.0 32.7 85
1840 — June 69 278 27.6 325 52
Dec. 53 32.1 234 35.2 40
1941 — June 79 28.2 248 35.6 85
Dec. 62 28.4 23.3 4.7 74
1942 — June 15.8 219 23.1 309 52
Dec. 304 235 259 16.9 3.2
1943 — June 35.3 235 23 16.1 2.8
Dec. 325 244 295 11.0 27
1944 — June 314 27.1 30.0 9.0 25

Source: Member Bank Call Reports.

In June 1939 over 38 percent of Treasury obligations held by
banks had a maturity of 10 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 1944. These shifts constitute the outstanding
feature of the strengthened liquidity position of banks.
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FepERAL RESERVE TECHNIQUES FOR PROVIDING
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 systemn. The con-
dition 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,* 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.*® At any rate, it became one of the bases of Federal

42 See Anna Youngman, The Federal Reserve System in Wartime (National 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, Unriversity 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 depcsitors 1o heavy
bank borrowing may be based upon the thought that a bank that bosrows from other
banks or the cenual bank ordinarily pledges assets of the highest qualty, thereby
lowering to that extent the average quality of the assets protecting the claims of
depositors.
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Reserve 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 Banks. 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 Reserve Bank credit. The principai methods
adopted were open market operations of the traditional type and
Treasury bill purchases.** 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.

1. Open Markei 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
through 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.*3 In their
second and most familiar stage, open market operations were used
to influence the volume of member bank reserves for the purpose
of controlling credit.

The third phase began in 1937 when purchases were made to
preserve “‘orderly conditions” in the security market. In comment-
ing on the use of these measures at the outbreak of war in 1939,

44 Legal reserve requirements were lowered for central reserve city banks in 1942,
but since there had been a general increase in 1941 the net contribution of this
device to the liguidity of the banking system has been slight. See Youngman, op. cit.,
pp- 24-28: and C. R. Whittlesey, “"Reserve Requirements and the Integration of Credit
Policies,” Quarierly Journal of Economics (August 1944) . pp. 553-70.

45 Open market purchases were also employed to broaden the market for certain
types of securities, such as bankers bills and United States certificates of indebtedness.
See Federal Reserve Bank of Boston, Annual Report, 1921, p. 15.
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the Reserve authotities mentioned two wiajor considerations under.
lying their action. The first was the desire to exert a steadying
influence on the entire capital market, and the sccond was a feeling
that the Federal Reserve Systan “has a measure of responsibility
for safeguarding thie large United States Government portfolio of
the member banks from unnecessarily wide and violent fluctuations
in price.” *

At that same time the Board of Governors declared that “the
System has neither the obligntion nor the power to assure any given
level of prices or yields for Government securities.” *7 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 hoth 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 bas constituted a central feature of the Treasury’s policy of
war financing.*?

Open market purchases, 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 preveant security
prices from declining more than thev did. it contributed to increas-

46 Board of Governors of the Federal Reserve Svstem. Annual Report, 1939, p. 5.
While the qualifying phrase “unnecessarilv wide and violent™ mayv perhaps be
regarded as constituting a significant reservation, this declaration provides a posible
precedent for future Federal Reserve policy. It mav 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 dnnual Report for 1943, p. 29.

47 Ibid., p. 5. 1talics not in the original.

48 The Federal Reserve Banks' Treasury bill policv, though ofien classified as one
phase of open market operations, is treated separately in this paper. It is to be noted,
however, that it plaved an important role in anchoring the pattern of rates at the
lower extremity. 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 Trcasury 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
banks, 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 obligations: 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.* "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.®

The possibility that the Reserve Bank policy of stabilizing the
market for government 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 longer-
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 inevitably results in a para-
doxical situation. It makes all of the securities fully liquid; but
when the securities become equally liquid the schedule of Trates
ceases to be self-sustaining, and consequently the difficulty of main-

49 The future of the policy may be decided as much by the Treasury as by the
Federal Reserve. Secretary Morgenthau has indicated a determination to preserve
the existing pattern of rates. Cf. Treasury Department, Press Release, October 14, 1944.

59 The reluctance of certain very large banks to rely on sales in the market for
liquidity, lest the scale of operations depress the price of the securities offered,
imvolves the tacit assumption that the Federal Reserve either wonld not be in a

paosition, or would not be willing, to continue to support the market for government
securities.
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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.5?

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 84 percent pef annum. The declared
purposes in initiating this policy were to stabilize the bill market,
effect a broader distribution of bills and facilitate prompt adjust-
ment of bank reserves to changing conditions.’? 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 days. 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 temporary strain and returned when the emergency was past. See W. Ran-
dolph Burgess, The Reserve Banks and the Money Market, Revised Edition (New
York, 1936) Chapter X, esp. pp. 171-78.

52 See Board of Governors 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
loss, to obtain reserves or currency whenever necessary. The pri-
mary objective seems to have been to encourage banks, particularly
banks outside central reserve cities, to reduce excess reserves® 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.’* 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.’*
The net result of these various provisions was to render Treasury
bills absolutely liquid. They became practically equivalent to
excess reserves and were so called and so treated by many bankers,
even though legally they were not reserves at all.

The introduction of this technique for providing 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-
ing 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
reserves were fully utilized. The adoption of the Treasury bill

83 Ibid., and Federal Reserve Bulletin (July 1942) p. 631.

64 The same privilege with respect both to the purchase of bills and the repurchase
option was accorded individuals, corporations and others. See Board of Governors of
the Federal Reserve System, Annual Report, 1942. While the changes introduced re-
sulted in a somewhat wider distribution of Treasury bills, the heaviest purchasers con-
tinued to be the large money-market banks. By the middle of 1943 excess reserves
had been greatly reduced in reserve city banks but remained substantial in country
banks. In an effort to encourage larger purchases of Treasury bills by country banks
a policy was inaugurated in May 1943 allouting in full, at a price to yield 3% percent,
all subscriptions to Treasury bills amounting 10 not more than $100,000, later raised
to $200,000. See Federal Reserve Bulletin (June 1943) p. 492. Details relating to the
purchase of Treasury bills are given in the Federal Reserve Bulletin (July 1942)
pp. 631-32.

53 Board of Governors of the Federal Reserve System, Annual Report, 1942, p. 108.
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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
€XCEss Teserves;
b. At the saine 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-
verely 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 $200,000° to any bidder at
a fixed price equivalent to a yield of approximately 34 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.>

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-

56 Prior to November 30, 1944, the amount that might be allotted in this way
was $100,000.

57 Treasury Department Circular No. 418 as amended, and Federal Reserve Bulletin
(July 1942) pp. 631-32.
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CHART 8—TREASURY BiLLs, WEEKLY IssUES AND TOTALS QOUTSTANDING,
JanuvAry 1942 - DECEMBER 1944
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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.”> Where a
member bank leaves Treasury bills with a Federal Reserve Bank
for safekeeping, a transfer from Treasury bills to the reserve
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 issues 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 14 percent, much of the time well below. With the
authorization of a 34 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 34 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 aniounts (see Table 15 and Chart 9). At the

38 Board of Governors of the Federal Reserve System, Annual Report, 1942, p. 108.
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TABLE 15—Bank HoLpiNGs OF TREASURY BiLs,
January 1942 70 Novemszr 1944

(doilar figures in millions)

Federal Reserve Banks Commercial Bankss
End of Doliar ¢4 of Toral Bills Dollar ¢ of Total Bills
Volume Outstanding Volume Outstanding
1942
January . . $1.428 67.99,
February .. .. 1,202 645
March . . 710 430
April - $91 4.7% 1,191 610
May 156 6.9 1,350 59.8
June 244 9.7 1,557 62.1
July 566 155 2,23 618
August 696 16.7 2648 635
September 657 14.2 2.884 62.4
October 481 9.4 3.468 67.7
November 383 6.7 4216 73.7
December 1.010 152 4497 67.9
1943
January 689 9.3 5,568 750
February 1475 179 5.302 64.4
March 2087 226 5.069 549
April 2430 242 6415 639
May 2.442 225 7017 64.7
June 3.815 322 6,502 54.8
July 4,806 39.3 5,939 117
August 5.701 44.4 5233 40.7
September 5.351 410 6448 494
October 5,547 425 6.227 4717
November 6.163 47.1 5,643 432
December 6.768 51.8 4716 36.1
19¢¢
January 6.941 53.0 4904 374
February 6,354 485 5484 418
March 6532 49.7 4,606 350
April 7,641 58.1 4.187 315
May 8.466 61.5 3.627 26.3
June 8,872 60.2 4894 33.2
July 9.065 582 5477 352
August 10,074 64.0 4,554 200
September 10.783 68.2 3.613 230
October 11,551 71.9 3.091 19.2
November 11.868 723 2935 17.9

Source: Treasury Bulletin and Fedeval Reserve Bulletin.
* Selected banks covered by Treasury Department survey. numbering under 6000 at
the start of the period and over 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
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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 Thieasury 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 demand 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
device. There was still a substantial movement in and out of the
account, 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 two 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 selling bills. The actual volume of bills held under option is
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TABLE 16—TRreAsURY BiLLs HELD BY FEDERAL RESERVE
BANKs SUBJECT TO REPURCHASE OPTION,
SEPTEMBER 1942 10 DECEMBER 1944

(dollar figures in millions)

Percentage of Total
End of Amount Bills Held by
Federal Reserve Banks

1942
September $207 3159
Oclober 96 200
November 47 12.3
December 518 572

1543
January 296 430
February 860 58.3
March 1.240 594
April 1,377 56.7
May 1,581 62.7
June 2,810 787
July 3,803 71.7
August 4,486 78.7
September 4,218 79.4
October 4,396 793
November 4,688 76.1
December 3845 56.8

1944
January 3,617 52.1
February 2908 458
March 3398 520
April 4,001 524
May 4,003 483
June 3,685 412
July 3,564 39.4
August 4,583 455
September 4,829 478
October 5,012 436
November 4,584 386
December 3,984 35.7

Source: Federal Reserve 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 bills, 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
satisfy 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 ownership.

This factor was largely responsible, during the Third War Loan
Drive, 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 14 and July 12, 1944, and in the Sixth by
$976 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*® 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 genera! a smaller proportion of the amount of Treasury bills
applied for °n each district is allocated in New York than in any of
the other dist.-icts (see Table 17). However, the proportion of the
total taken in the New York District has shown a tendency to
increase. Both tirese features of the distribution of Treasury bills

59 Also see Table 15. Holdings of Treasury bills by investors other than financial
institutions and United States government agencies tended to increase prior to war
loan drives and then to decrease (Treasury Bulletin) .
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TABLE 17—-TreAsury BiLL TENDERS AND ALLOCATIONS BY
FEDERAL RESERVE DistrICTS, DECEMBER 1942 AND
DECEMBER 1944

(dollar figures in thousands)

December 23, 1942 December 22, 1944
Distri lied Accepted Abplied Acceppted
istrict Applied for e— pplied for Percem
Amount of Total Amount of Total
Boston $32.265 $21,043 3.50% $39,775 $26 495 2.209%
New York 789,657 319978 5327 1,333,298 823,778 68.53
Philadelphia 35,906 20,187 336 51,905 35,385 2.4
Cleveland 35,650 20,092 3.34 29,265 28,065 233
Richmond 21,767 12,466 2.08 13.268 12,468 104
Atlanta 10,692 5,958 9 12,570 12.330 103
Chicago 155,687 105401 1755 282,950 180,750 1504
St. Louis 21.042 12.362 206 20,120 13,920 1.16
Minneapolis 16.862 15,389 256 £.990 6.580 55
Kansas City 12,268 10,464 174 14,111 1,711 97
Dallas 10.990 9 485 1.58 9,615 9,615 .80
San Francisco 77620 47884 797 52,165 40.965 341
ALL RESERVF
BANKS $1.220406 $600.709 100.00¢, $1,868,032 $1,202,062 100.00%

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.®* 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.s!
The bills thus turned back to the Federal Reserve by the dealers

60 The bids are usually entered at 93.905, since these three decimal places correspond
nearest 1o a yield of 3 percent. However, the price varies slightly according 1o
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 Reserve
Banks to replace maturing Treasury obligations and thus offset any
tendency for the volume of Reserve credit to contract.

The volume 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
New York may indicate an increase in the amount of bills absorbed
by dealers.®* 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 34 percent yield. The combination of these various
factors points to an increased reliance upon sales to dealers after the
middle of 1943. The decline in allotments in New York at certain
dates, particularly during war loan drives, when banks are in a
position to expand their purchases of Treasury bills is further evi-
dence of the residual position occupied by the dealers.

d. Treasury Bill Policy as an Adjusting Mechanism

The introciuction of the Treasury bill policy provided an effective
morhaiasm for enabling the Federal Reserve Banks to put addi-
tional funds into the market. Inasmuch as the initiative in effect-
ing changes in the volume of cash rests with the individual member
banks, 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
reserve 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
does not necessitate any administrative decisions on the part of the

62 This evidence. however, is far from conclusive. If purchases by banks and other
buyers in New York were to decline, the proportion taken by dealers might increase
without any change appearing in the total absorption of bills by the District as a
whole.

\
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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.®® At the timce of its introduction, the great
advantage of Treasury bill policy over discount policy in meeting
the liquidity requirements avising out of the war was that it had
no popular prejudice with which to contend. lts 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 tine certificates and other
Treasury obligations of still longer maturity have also come to per-
form something of the function of an adjusting medium. In terins
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.

€. 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

€3 In the case of discounting, the autherities 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 Reserve 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
been necessary for the Reserve Banks to provide that much more
credit by other means.®* 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 vate of
interest on the securities that would have been acquired by the
Reserve Banks as on the Treasury bills actually held by the member
banks in lieu of excess reserves, the cost to the Treasury would be
the same under either method of financing. The chief difference
is that if a correspondingly larger volume of reserves had heen
created, the Treasury would have been paying interest to the
Reserve Banks instead of to member banks.

f. Relation to Other Federal Reserve Policies

The Treasury bill policy, and particularly the circumstances attend-
ing its introduction, provided a means of educating banks away
from their dependence upon large excess reserves to assure liquid-
ity. Under conditions prevailing in wartime the existence of excess
reserves 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 Reserve

64 This obscrvation presumes that considerations of national policy call for the
creation of commercial bank credit in whatever amounts are necessary to meet the
neéds of the government’s program of war finance, and that the Federal Reserve was
under obligation to provide the reserves essential to the attainment of this end.
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authorities would hardly be disposed to prevent that sort of expan-
sion even if they could.®

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.®® 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 income, 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 74 percent with
the assurance that it can borrow on them at any time from its Fed-
eral Reserve Bank at a preferential rate of 15 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 Rescrve 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

TABLE 18—PossiBLE INCOME FROM ALTERNATIVE METHODS
OF PROVIDING LIQuibiTY®

$10,000000 in the form of:
Excess Treasury  Certifi- 10-Year

Reserves  Bills cates Bonds
Income while not in use to meet
1eserve requirements (9 months)
Amount nil $28,125 $65,625 $150,000
Net rate per annum 0% %% %% 2%
Net income while used as, or to pro-
vide, required reserves (3 months) b
Amount nil nil $9.375 $25,000
Net rate per annum 0% 0% 340 1%
Total income for year
Amount nil $28.125 $75.,000 $175,000
Average rate per annum 0% 9/32% %% 134 %

a 4ssumptions:

1. Bank desires to hold $10,000,006 in a form to meet fuctuations in cash require-
meints;

2. Over the period of a year the funds will actually be in use to meet reserve re-
quirements, on the average, one-fourth of the time;

3. The posted bill policy is continued and rates of 1% percent and 1 percent, respec-
tively, are maintained on borrowing from the Federal Reserve on notes secured
hy government obligations under and over one year maturity.

biIn the case of certificates and bonds, dollar amount represents interest received on
security minus interest paid on advance from Reserve 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 providing 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 gain obtainable from putting funds into certificates or
bonds in preference to buying Treasury bills. While the use of
Treasury bills is clearly more advantageous than holding excess
reserves, the gain is greater still from buying certificates or bonds.
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TABLE 19—CoMmMmerciaL BANK HoLDpINGs OF BILLS AND

CERTIFICATES, JuLy 1942 To NOVEMBER 1944*

(in millions)

Treasury
End of Bills
1942
July $2.263
August 2648
September 2,884
October 3,468
November 4216
December 4497
1943
January 5568
February 5.302
March 5,069
April 6,415
May 7007
June 6,502
July 5,939
August 5233
September 6,448
October 6,227
November 5643
December 4716
1944
January 4,904
February 5,484
March 4,606
April 4,187
May 3,627
June 4,804
July 5,477
August 4 555
September 3614
October 3,092
November 2,935

Certificates

of Indebtedness

$1,921
3,008
3,978
3,782
4,389
6.470

6,594
6,837
6,845
9,197
9,759
9,823
9,860
11,000
11,936
13,357
13,159
12,684

13.335
13,030
12,918
12,953
12,924
15,013
15,943
15,987
15,683
15447
15 862

Source: Treasury Bulletin.
a Banks covered by Treasury Department survey.

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

67 A proposal was advanced to extend the buying policy, at a snitable rate, to
certificates for the purpose in part of overcoming this obstacle.
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a shift from bills to certificates during 1943 and 1944, as may he
seen from Table 19. At the end of November 1942 commercial
bank holdings of bills and certificates were fairly evenly balanced.
At that time the commercial banks covered 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
increased, but certificates increased more rapidly than bills. On
that date the commercial banks included in the Treasury survey
held $6.4 billion in bills and $11.9 billion in certificates. There-
after holdings of certificates continued to rise while holdings of
Treasury 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
government securities.

In view of the advantages of holding assets in some other form
than excess reserves, and the absence of any appreciable sacrifice
of liquidity, it is somewhat surprising to find that excess reserves
showed no tendency to disappear. Throughout most of the first
half of 1943 the weekly total of member bank excess reserves fluc-
tuated between $1.5 and 3$2.3 billion. Thereafter they declined,
but 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 reserves were dis-
tributed among different classes of banks as follows:%

Required Excess

Percentage
Class of Bank Reserves ) Reserves of Excess
(millions)
Central reserve city $4,602 $30 7
Reserve city 5295 359 68
Country 2987 895 30.0

On the average, country banks at the end of 1944 held excess
reserves amounting to approximately $140,000 per bank. No en-
tirely satisfactory explanation has been offered of why excess
reserves of these proportions continued to be maintained. In some
instances banks subject to excess profits taxation are said to have

68 Federal Reserve Bulletin (February 1945) p. 145.
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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 liave 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 amoint 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 level. 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 elininate 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 samne 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
1948, 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.
By 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 laigest
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 objective 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 conventional tests, these are the charac-
teristics of strong and vigorous banking institutions. They are the
outward, if not entirely conclusive, signs of greater safety and secu-
Tity than existed either at the end of the last war or at the start of
the present war.

At the same time, however, the character of banking has dras-
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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