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Public Treasurers' Money

Ne w  d e p a r t u r e s  in banking practices 
have been frequent in recent years as 

banks have attempted to maintain, or to im
prove, their competitive position vis-a-vis 
other financial institutions. On the asset side, 
banks have increased their penetration into 
the fields of long-term business lending, mort
gages, and municipal financing; on the liability 
side, they have been more active in soliciting 
personal savings deposits and in obtaining 
funds through negotiable time certificates of 
deposit, capital notes and debentures, and un
secured notes. Not surprisingly, the resultant 
changes in the composition of banks’ assets 
and liabilities have altered the reading of tra
ditional measures of bank liquidity, so that 
it has become increasingly difficult to assess 
the margins within which banks can safely 
and prudently operate.

In this situation the past record of the pace- 
setting Western banks may provide a useful 
guide, since many of the recent developments 
have not represented as basic a change in 
banking practices for them as for banks else
where in the nation. In other words, what for 
some banks have been innovations have been 
for Western banks simply extensions of long- 
established practice— particularly in the time- 
deposits area. A major case in point is “pub
lic” time deposits— that is, time deposits of 
states, municipalities, and other governmental 
units (except the Federal Government).

One-third of the total
Early in this cyclical expansion (June 

1961) Twelfth District commercial banks ac
counted for one-third of total bank holdings 
of public time deposits. Their share of this 
category was even greater than their widely 
noted one-fifth share of savings deposits, and 
it was in striking contrast to their one-seventh 
share of total demand deposits. During the 
current cyclical upturn, District banks in

creased their holdings of public time deposits 
61 percent, from $1.7 billion in June 1961 to 
$2.7 billion in June 1965. But banks else
where recorded an even faster increase, from 
$3.5 billion to $7.8 billion, so that the Dis
trict’s share dropped from one-third to about 
one-fourth of the total over four years’ time.

These developments have brought several 
questions to the fore. Why have Twelfth Dis
trict banks maintained such a large share of 
public time deposits over the years? Why 
have banks elsewhere evidenced such strong 
interest in such deposits during this cyclical 
expansion? How stable are such funds? And 
what effects do they have on banks’ problems 
of liquidity?

District dominance
District banks have built up their public 

time deposits largely because of deliberate 
policy decisions. They have been active in the 
solicitation of such deposits— as they have

Public time deposits grow rapidly, 
but with some seasonal variation
B i l l i o n s  of  D o l l a r s
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in the case of savings deposits and corporate 
time deposits— in order to meet the strong 
mortgage-financing demands generated by the 
rapid growth in the West. This development 
has been made possible, moreover, by the 
existence in most District states of legislation 
permitting the investment of state and local 
funds in interest-bearing deposits. Specific 
legislative or regulatory authorization is re
quired before the funds of states and political 
subdivisions may be invested in the form of 
interest-bearing commercial bank deposits. 
Each District state, except Idaho, has long 
authorized such investment, and as a conse
quence, banks in practically every District 
state have substantial holdings of public time 
deposits.

On the surface it might appear that District 
hanks built up these time deposits at the ex
pense of their public demand deposits. In June 
1961, for example, public time deposits in 
District commercial banks were 20 percent 
greater than public demand deposits, whereas 
public time deposits amounted to only one- 
half of public demand deposits at banks else
where. But legislation in all District states, 
except Arizona and Nevada, permits invest
ment of public funds in other forms of in
terest-bearing assets (generally United States 
Government securities and municipal issues). 
Therefore, by accepting time deposits from 
public treasurers, District banks retained 
balances which might otherwise have been 
withdrawn for investment in securities. Thus, 
at a relatively early date, District banks faced, 
in connection with public deposits, the type 
of situation which in 1961 led major banks in 
the East to introduce negotiable time certifi
cates of deposit in an effort to retain their 
corporate deposits.

Solicitation, legislation, and . . .
Active solicitation of funds from states and 

political subdivisions and legislative authori
zation permitting investment of public funds

in time deposits, therefore, were the basic fac
tors supporting the large holdings of public 
time deposits at District banks throughout 
past years. In the 1961-65 period, however, 
several other factors as well contributed to 
the very rapid growth in these deposits. Suc
cessive revisions in Federal Reserve Regula
tion O allowed banks to pay higher rates on 
time deposits and thus to remain competitive 
in a period of rising money rates. These higher 
rates induced governmental units to invest 
more of their idle funds in interest-bearing 
certificates or open time accounts. In fact, 
state and local treasurers responded with alac
rity to these higher rates and became increas
ingly alert to the earnings possibilities inherent 
in investing tax receipts between the date of 
collection and the date of disbursement. At 
the same time, increasing state and local 
budgets placed additional pressure on public 
treasurers to obtain interest income as a means 
of at least partially stemming steadily rising 
tax rates. Not surprisingly, then, District 
banks recorded a 61-percent increase in pub
lic time deposits as against an 8-percent rise 
in public demand deposits between June 1961 
and June 1965.

Over the same period, commercial banks 
and state and local treasurers elsewhere real
ized the mutual advantages of public time 
deposits and began to follow the Western lead 
with enthusiasm. These banks outside the 
Twelfth District actually increased their pub
lic time deposits 121 percent over the four- 
year period, as against only a 13-percent in
crease in their public demand deposits.

Throughout the country there existed the 
same heavy demand for deposit money, the 
same rate competition among banks, and the 
same alertness by state-and-local treasurers 
to the investment possibilities of time deposits. 
Many banks that had not been interested pre
viously in paying interest on corporate and 
public deposits finally shifted their policy and
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actively sought such deposits as a means of 
augmenting their loanable funds. In the West 
and elsewhere, banks were increasingly able 
to attract funds through higher and more com
petitive rates. Moreover, public treasurers 
throughout the country became increasingly 
sophisticated and enthusiastic about the in
vestment of their idle balances. These develop
ments influenced a number of states to enact 
new legislation (or to broaden existing leg
islation) regarding the investment of public 
funds in interest-bearing deposits.

Seasonality
In view of this growing dependence of banks 

on public time deposits, the question arises: 
How stable are such deposits as a source of 
loanable funds? How has District-bank expe
rience differed from that of those banks which 
only recently have begun to move into this 
field? An analysis of weekly-reporting bank 
data shows a strong seasonal fluctuation in 
such funds at District banks, in contrast to a 
minor seasonal fluctuation and a very strong 
secular uptrend at banks elsewhere.

Public time deposits at District weekly- 
reporting banks displayed a distinct seasonal 
pattern in the 1961-65 period. These deposits 
generally peaked in late January, then de
clined through March, rose again through 
May, and then dropped steadily until early 
November. In recent years, the January- 
March decline has averaged about 6 percent 
while the May-November decline has aver
aged almost 18 percent.

The regularity of this seasonal movement 
has given banks leeway to plan any adjust
ments in loan and security portfolios needed 
to meet the withdrawal of these time deposits. 
(The rising trend in public time deposits of 
course has eased this task even more.) More
over, the seasonal peaks in public time de
posits have come at very appropriate points of 
time, since they coincide with the two periods, 
in April and December, when passbook-sav- 
ings accounts decline; in fact, as individuals

withdraw their savings to pay income and 
property taxes, the banks recapture these 
funds in the form of public time deposits.

Public time deposits at banks elsewhere 
have displayed a smaller seasonal fluctuation, 
with a 6-percent average decline between 
April and July being followed each year by a 
general upward surge from August through 
March. The strong secular increase in this 
series has obviously obscured seasonal move
ments. But whatever the reason may be for 
the difference in seasonality, it remains true 
that Western public treasurers are quite ac
customed to placing temporarily idle funds 
in time certificates. They normally deposit 
funds as collected and schedule the maturities 
of their certificates to meet expenditure needs. 
Treasurers elsewhere have been more con
servative in this regard, but the increasing sea
sonality in their deposits in 1965 suggests that 
they now are beginning to emulate their West
ern colleagues, depositing funds for shorter 
time periods than heretofore.

Collateral and liquidity
Public time deposits create few worries 

when allowance is made for the predictability 
of their seasonal fluctuations. Nonetheless, 
one aspect of public deposits— collateral re
quirements —  raises important problems of 
liquidity.

Most state and local governments, along 
with the U. S. government, require commer
cial banks to maintain certain specific types 
of securities as collateral against their depos
its. All Western states permitting such deposits 
(except Utah) require collateral ranging from 
100 to 120 percent of the amount of public 
deposits. The state of California, which ac
counts for one-fifth of the national total of 
public time deposits, requires 110-percent 
collateral against deposited funds. Most Dis
trict states accept a wide variety of securities 
for collateral purposes —  direct and guaran
teed obligations of the U. S. government, Fed-
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District collateral requirem ents
immobilize half of security holdings

TWELFTH DISTRICT JUNE I9S5 OTHER U.S.

as collateral for deposits.

eral agency securities, state, county, municipal 
and special district bonds, and state and mu
nicipal registered warrants. The amount of the 
collateral demanded sometimes varies with 
the type of security or with the measure of 
value (market or par value).

Collateral requirements are no problem 
when banks are highly liquid, with a high ratio 
of securities to deposits. But each successive 
business expansion over the postwar period 
has entailed a reduction in banks’ excess 
cushion of securities, especially short-term 
governments. In the Twelfth District the pro
portion of banks’ security holdings immobil
ized as collateral against Federal and public 
deposits increased from one-third in June 
1961 to one-half in June 1965. (This assumes 
a 100 percent collateral requirement, although 
some states require more.) The increase in 
this ratio was largely due to the increase, from

15 to 22 percent, in the proportion of banks’ 
security holdings pledged as collateral against 
public time deposits. Elsewhere in the nation 
the amount of collateral required against all 
Federal and public deposits increased from 
one-fourth to one-third of total security hold
ings in the 1961-65 period. Thus, by mid- 
1965, banks elsewhere approached the one- 
third involvement that District banks had al
ready reached in 1961.

At a time like the present— with loan de
mand strengthening even after a five-year-long 
expansion, and with the loan-deposit ratio at 
the highest point since the 1920’s— any factor 
that reduces banks’ flexibility in handling their 
security portfolios also impinges on their 
liquidity. A security portfolio functions not 
only as a source of earnings or as a potential 
source of loanable funds, but also as a liquid
ity reserve available to meet large and unex
pected demands on bank resources. For any 
individual bank, the margin of liquidity re
quired varies with its asset and liability struc
ture. But any prior demand on a bank’s secu
rity holdings automatically reduces the flexi
bility needed for meeting potential liquidity 
requirements.

Meanwhile, from the standpoint of public 
treasurers, bank time deposits continue to 
serve as a worthwhile repository for temporar
ily idle funds. By placing these funds with 
banks, treasurers earn an attractive interest 
return— and, in view of the recent revision in 
Regulation Q, interest rates offered by banks 
should remain attractive because banks are 
presently able to offer rates competitive with 
other money-market instruments.

— Ruth Wilson.
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