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Liquidity, East and West

Ii k e  any business, a commercial bank 
j  must stand ready to meet the due 
claims of legitimate creditors when presented 
for settlement. Unlike most businesses, how

ever, a commercial bank’s liabilities usually 
consist predominantly of claims due “today” 
— its demand deposits. A bank’s problem of 
standing prepared to meet tenders by credi
tors for settlement is thus considerably more 
complex than the parallel problem of other 
businesses.

Part of the creditors’ claims on a com
mercial bank may be met by concurrent 
inflows of cash. Nevertheless, the claims on 
a bank’s cash often exceed expected money 
inflows, and sometimes the expected money 
inflows do not fully materialize. Hence, a 
prudent bank must maintain a cushion of 
cash and assets readily marketable into cash 
(hopefully, without loss)— in short, it must 
maintain “liquidity.”

W ith respect to the claims arising from 
the present deposits of a commercial bank, 
the liquidity cushion must be sufficient to 
cover not only expected withdrawals and 
adverse clearings but also those unpredict
able deposit drains which sometimes reach 
substantial proportions. In addition, th e  
cushion must suffice to cover withdrawals 
and adverse clearings arising from deposits 
to be engendered in the immediate future, 
especially deposits c re d ited  in the lending 
process, which are unaccompanied by cash. 
This would include provision for withdrawals 
and adverse clearings resulting from both 
the implementation of current loan commit
ments and the servicing of extra loan demand 
that the bank decides to meet.

Both sides o f balance sheet
By its very nature, the concept of “liquid

ity” must encompass both sides of a bank’s

balance sheet, including the liabilities which 
represent potential claims on assets as well 
as the assets themselves. This is the rationale 
underlying such basic and traditional meas
ures of bank liquidity as the ratio of short
term  government securities to deposits and 
the ratio of loans to deposits.

The limitations of such ratios have, of 
course, long been recognized. F o r example, 
the actual liquidity of two banks (o r even 
two groups of banks) with the same loan- 
deposit ratio may differ considerably depend
ing upon a host of factors: the composition 
of their loan portfolios, the composition and 
maturity distribution of security holdings, 
the existence or absence of a secondary m ar
ket for various types of assets, the structure 
and relative volatility of deposits, the pres
ence or absence of seasonality in both loan 
demands and deposit flows, access to Federal 
funds, and so on.

Nevertheless, these ratios may still be use
ful in tracing differences in these particular 
aspects of liquidity, both through time and 
through space. It is thus instructive to look 
at the principal changes affecting the struc
ture of bank assets and liabilities in recent 
years, along with the relative im pact of these 
changes upon bank liquidity, East and West.

G row th  and shrinking liq u id ity
Since the end of W orld W ar II, the loan- 

deposit ratios of commercial banks in both 
the Twelfth District and the rest of the nation 
have risen virtually without interruption. This 
development— a reflection of rising postwar 
levels of employment, income, and expendi
ture— was largely made possible by the huge 
liquidity, in the form of holdings of U.S. 
Government securities, acquired by the banks 
in the course of helping to finance W orld 
W ar II. A t the end of 1945, in the W est as
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elsewhere in the nation, portfolios of U.S. 
Government securities represented 75 per
cent of total bank credit outstanding, while 
loans amounted to less than 20 percent of 
deposits. By the end of April 1967, loans 
of U.S. commercial banks constituted two- 
thirds of their outstanding credits.

In the early post-war years, and, in fact, 
until the beginning of the expansion of the 
’60s’, Twelfth District member banks out
perform ed their counterparts elsewhere in 
most major loan categories— and in some 
cases did so by a substantial margin. By the 
end of 1950, District banks' loans as a pro
portion of deposits (less cash items) had 
already reached 43 percent, a slightly higher 
proportion than at New Y ork City member 
banks and considerably higher than the 33- 
percent figure posted at member banks else
where. And in the following year, Twelfth 
District banks’ loans exceeded their invest
ments, a condition not realized by member 
banks elsewhere (except New York City) 
until 1956.

The decade of the ’50’s was a period of 
considerable expansion for b a n k s  every
where, but particularly for W estern banks. 
The faster Western pace stemmed from a 
v i g o r o u s  expansion in job opportunities 
(partly in response to defense demands of 
the Korean W ar and the Cold War ) ,  which 
triggered an attendant increase in immigra
tion to the District and a surge in local 
population. Over the 1950-60 decade, Dis
trict employment rose by 30 percent and 
population by 40 percent— in both cases, 
increases 2Vi times as great as those in the 
rest of the nation. And banking data showed 
a similar (although narrow er) disparity; 
District bank deposits, for example, rose by
71 percent, com pared with gains of 32 per
cent in New Y ork City and 44 percent at 
member banks elsewhere.

Shifts in structure
These gains were accompanied, too, by 

shifts in the relative composition and struc
ture of bank assets and liabilities, shifts 
which in some respects found District banks 
and their counterparts elsewhere becoming 
more like one another, while at the same 
time, Twelfth District banks experienced a 
relatively smaller decline in their liquidity. 
This reflected the fact that the growth of de
posits relative to loans was more rapid at 
District banks than at banks elsewhere. As 
a result, District banks’ loan-deposit ratio 
rose more slowly over the decade— about 19 
percentage points, to 61.7 at year end 1960 
— com pared with a 25-point increase (to
67.8 percent) at New York Reserve City 
banks and a 21-point increase (to  53.5 per
cent) at member banks in the rest of the 
nation.

Furtherm ore, structural changes in loan 
portfolios, as exemplified by the declining 
relative importance of long-term mortgage 
loans, also led to a comparatively smaller loss 
of liquidity by Twelfth District banks. Real- 
estate loans actually d o u b l e d  in dollar 
amount at District member banks in the 
1950-60 period, but their share of total 
loans declined from 40 to 35 percent over 
the decade. Outside of the District, real- 
estate loans rose somewhat more rapidly, 
but as a percent of total loans remained 
fairly steady— at about 5 percent in New 
York City and 25 percent elsewhere. A t the 
same time, business loans —  virtually all 
short-term loans— increased more rapidly at 
District banks than elsewhere. The business- 
loan share of total loans thus rose slightly 
in the District, to 35 percent, but declined 
from 65 to 59 percent in New York and 
from 42 to 35 percent elsewhere.

O the r measures
In general, the other widely used liquidity 

measure considered here— the ratio of short-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1967



F E D E R A L  R E S E R V E  B A N K  O F  S A N  F R A N C I S C O

term Governm ent security holdings to de
posits (less collection item s)— showed even 
more deterioration over the decade than the 
loan-deposit ratio. District banks suffered 
a 1-percentage point decline in this ratio, to 
5.8 percent, between 1950 and 1960. (The 
ratio rose by 2 percentage points at New 
Y ork City banks, to 8.8 percent, but de
clined by 1 Vz points to 7.2 percent at banks 
elsewhere.) Actually, D istrict-bank holdings 
of short-term  Governments increased 46 per
cent over the decade, and their holdings of 
longer-term Governments and municipal se
curities also advanced more rapidly than at 
other banks. Yet, with their very substantial 
inflow of deposits, they found themselves 
with less liquidity than their counterparts in 
the rest of the nation.

A  similar picture is drawn by a more re
fined variation of this ratio, which again 
uses deposits as a denominator, but includes 
in the num erator not only bank holdings of 
short-term  U.S. Governments but also cash 
and loans to banks (including Federal funds) 
plus loans to brokers and dealers in govern
ment securities. (Loans of this type are in
cluded in the num erator because they have 
a very short maturity and are useful for ad
justing tem porary variations in reserve posi
tions.)

On the basis of this measure, the liquidity 
of Twelfth District banks declined by about 
a point, to 27.8 percent, from the end of 
1950 through the end of 1960, while the 
ratio rose 6 points, to 54.2 percent, at New 
York City banks and declined 5 points, to 
33.2 percent, at m em ber banks in the rest of 
the nation. Thus, District banks both entered 
and ended the period with less liquidity than 
their counterparts elsewhere, but, in com
parison with other banks outside of New 
York City, they sustained a relatively smaller 
liquidity decline in the interim.

The inclusion of cash in the num erator 
132 of the liquidity ratio does not mean that

these funds are an unencumbered reservoir 
of liquidity per se; rather, the greater part, 
by far, represents reserves required in sup
port of deposits. Furtherm ore, because of 
the relatively high proportion of low-reserve 
time deposits in the District banks’ total, their 
required reserves were comparatively small 
in relation to their deposits— 21 percent in 
1960, com pared with 38 percent at New 
York banks and 25 percent at other banks. 
But even when cash is excluded from the 
num erator, the ratio still shows that Twelfth 
District banks started and ended the 1950-60 
period with less liquidity than banks outside 
of the District.

Liquidity ratios weaken everywhere, 
but to  smaller extent in D is tric t
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1961-66: something new

Last year was the sixth year of sustained 
expansion in the nation’s economy—-an ex
pansion which witnessed both a 50-percent 
growth in GNP and an accompanying surge 
of activity in the credit m arkets, as consum
ers, businesses and governments increased 
their combined debt by 50 percent to help 
finance rising levels of expenditure. In this 
process, and in their capacity as both recip
ients and suppliers of loanable funds, the 
nation’s commercial banks played a greatly 
expanded role. Total bank credit grew by 
a whopping 60 percent, and the banks there
by increased their m arket share to one-third 
of all funds supplied to the credit markets 
— compared with less than one-fifth during 
the 1955-60 period.

This enlarged share reflected the increased 
ability and willingness of banks to compete 
for interest-bearing time deposits, as four 
successive changes in Federal Reserve Regu
lation O raised the maximum rates payable 
on various categories of time deposit. As a 
result, total time deposits at the nation’s 
banks rose by 121 percent over the 1961-66 
period, and such deposits jumped from 30 
to 46 percent of total deposits. In the Twelfth 
District, time deposits almost doubled, to 
just under 60 percent of total deposits— a 
share much greater than achieved elsewhere, 
despite the relatively slower growth of such 
deposits at District banks.

With their sources of funds thus consisting 
increasingly of nondemand deposits, banks 
felt less constraint in shifting their asset port
folios in the direction of longer-term and, 
generally speaking, higher-yielding assets. 
Because such newly available assets bolstered 
banks’ earnings, banks also sought to “buy 
deposits” in order to finance their further 
acquisition. This development first served 
to narrow the yield spread by limiting the 
rise in yields on longer-term debt instru
ments and hastening the rise of yields on

bank liabilities. T he  overa ll re su lt of the 
changing asset and liability mix was a further 
— and by some measures an appreciable—  
decline in liquidity.

During the 1961-66 economic expansion, 
District banks failed to maintain as wide 
a margin over other regions as they did 
during the 1950-60 decade, notwithstanding 
a relatively rapid rate of growth in District 
income and employment. Bank deposits in
creased 51 percent and bank loans 82 per
cent over the 1961-66 period, but these gains 
surpassed the gains elsewhere by only a nar
row margin; in fact, the loan increase was 
far less than that recorded by New York 
banks.

Continued liq u id ity  decline
Loan-deposit ratios deteriorated every

where during this period, most notably in 
New Y ork City. At Twelfth District banks, 
this ratio increased 12 percentage points to
73.9 percent at year-end 1966, while at 
New York banks it rose 20 points to 87.8 
percent, and at other banks it rose 12 points 
to an estimated 65.6 percent, by the end of 
the period.

Similarly, the ratio of short-term U.S. 
Governments to deposits showed a com para
tively smaller decline (but to a lower absolute 
level) at District banks— a 2-point decline 
to 4.0 percent, in contrast to slightly larger 
declines in other centers, to year-end 1966 
ratios of 6.1 percent in New Y ork and 5.1 
percent elsewhere. In each case the decline 
in liquidity resulted from a sharp rise in de
posits and a much smaller gain in short-term 
security holdings. (Meanwhile, banks in each 
region severely reduced their holdings of 
longer-term U.S. Governments but sharply 
expanded their portfolios of other securities.) 
And, according to the measure which re
lates the sum of short-term U.S. Govern
ments and loans to banks, brokers, and 
governm ent-securities dealers to deposits,
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Twelfth District banks experienced a slight 
reduction in liquidity, to 5.9 percent— again, 
below the figures prevailing elsewhere, and 
significantly so in relation to the New Y ork 
banks.

Com plica ting facto rs
There are additional complications, how

ever, in assessing the significance of these 
developments in terms of their impact upon 
bank liquidity. For example, none of these 
liquidity ratios allows for the immobilizing 
effect upon security portfolios of collateral 
requirements. In the Twelfth District, all 
states permitting banks to hold public de
posits (except U tah) require from 100 to 
120-percent collateral on such deposits. Since 
District banks, relative to other banks, main
tain a higher ratio of public funds to total 
deposits and a lower ratio of security hold
ings to deposits, they have a greater pro
portion of their investment portfolios im
mobilized for purposes of collateral. At year- 
end 1966, the am ount thus immobilized was 
over two-fifths of total securities, as against 
one-fourth at the New Y ork member banks 
and one-third at member banks elsewhere. 
(This assumes a collateral requirement of 
100 per cent for banks in the rest of the 
nation as well as in the District.)

O n the other hand, District banks in some 
respects may be relatively less vulnerable 
to a liquidity squeeze stemming from sudden 
deposit withdrawals, since interest-sensitive 
time deposits have grown more slowly than 
elsewhere. From  the end of 1963 to mid- 
1966, large-denomination time certificates 
accounted for only about 20 percent of the 
net increase in District banks’ total deposits 
and for over 40 percent of the increase at 
the large New Y ork City banks. (Elsewhere, 
the proportions were much the same as in 
the Twelfth D istrict.)

A t one time, of course, time deposits 
were considered relatively “stable,” at least

D ro p  in cash share o f assets 
reflects narrowing o f yie ld spread

Percent

relative to dem and deposits, and hence, the 
larger were time deposits in relation to total 
deposits, the lesser was the presum ed need 
for liquidity. But in an era characterized 
by increasing sensitivity on the part of the 
public to interest-rate differentials, the “sta
bility” of certain categories of interest-yield
ing deposits came to assume highly volatile 
dimensions.

In the summer of 1966, when the rise 
in m arket yields passed the rate ceiling pay
able on CD ’s under the terms of Regulation 
O, this volatility became very evident. By De
cember, the volume of C D ’s had declined 
by over $3.5 billion from a summer peak 
of $18 billion, with New Y ork banks ac
counting for over half of the decline. Else
where, and most notably in the Twelfth 
District, w h e r e  large-denom ination C D ’s 
am ount to only 6 percent of deposits, the 
decline was much less. But the principal 
lesson of 1966’s banking story— perhaps the 
principal lesson of the 1961-66 banking
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story—-was that banks can not count with 
certainty on their ability to “buy liquidity” 
at whatever price dictated by market forces, 
and must therefore maintain a cushion of 
liquid assets for financing unexpected de
posit withdrawals.

L iqu id ity  and the fu ture
But several other factors— some already 

present, others likely to become more im
portant in the future— are also relevant to 
any discussion of bank liquidity. One such 
factor is the rise in the volume of amortized 
loans which has accompanied the growth 
of all types of loans— a growth which has 
tended to lengthen the maturity of bank 
loan portfolios.

A second factor is the rapid recent ex
pansion of Federal-funds tra n sac tio n s  (a 
m ajor component of “loans to banks,” in 
the num erator of the liquidity ra tios). This 
development helps account for the smaller 
volume of member-bank borrowings at the 
discount window during the recent tight- 
money period than in previous periods of 
credit restraint.

Twelfth District banks, in spite of their 
comparatively low level of liquidity, tradi
tionally have taken relatively modest re
course to the discount window. As Profes
sors R ichard Towey and R obert Lindsay 
noted in their contribution to the Symposium, 
California Banking in a Growing Economy, 
the proportion of total reserves acquired by 
Twelfth District country banks by borrowing 
through the discount window has been ap
preciably lower than at country banks else
where, while borrowings by District reserve 
city banks also have been much less than 
elsewhere. M ore recently this disparity has 
m oderated somewhat, but the demonstrated 
ability of Twelfth District banks to limit 
their access to the discount window while

operating with lower liquidity indicates a 
relatively more efficient management of re
serves.

This efficiency, in turn, reflects the struc
tural factors w h i c h  characterize District 
banking, including the very high degree of 
branch banking. Branch systems, operating 
in a highly diversified economy, are able 
to shift funds from one locality to another, 
in response to the credit needs of a particular 
sector at a particular time, without a loss 
in reserves. M oreover, the high ratio of Dis
trict banks’ time to total deposits, and par
ticularly of passbook savings to total deposits, 
has enabled District banks to economize on 
their holdings of reserves, other cash, and 
liquid assets.

Several proposals affecting mortgage fi
nancing could also have beneficial implica
tions for District-bank liquidity. For exam
ple, the development of a broad and active 
secondary market for mortgages and munici
pals could be useful, in view of the relative 
importance of these instruments in District 
banks’ asset portfolios.

The increasing use of electronic equip
ment could reduce the need for liquidity by 
enabling banks to effect a much closer man
agement of their cash and portfolio posi
tions. On the other hand, the expansion of 
certain services— including “instant credit” 
through the credit card —  could require 
greater liquidity to make up for reduced 
bank control over this segment of their loan 
portfolios.

At any rate, both the concepts and the 
measures of bank liquidity, which have un
dergone considerable change in recent years, 
are likely to undergo further modifications 
in the years ahead. And most certainly the 
changes will be watched closely by the 
nation’s bankers— East and West alike.

— Verle Johnston

135
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1967


