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Bank investments expanded rapidly in the 
9thirties and early ’forties until by the end of the 
war investments constituted over three-fourths of 
bank earning assets. Liquidation was sizable in the 
earlier postwar years, largely as a result of Treas
ury operations, loan growth, and monetary policy 
actions. After the first quarter of 1949, the re
duction in investments was halted temporarily, but 
was resumed in the first half of 1950, accelerating 
after Korea, largely because of an unprecedented 
loan expansion and pressure on bank reserves. 
Over the last nine months of 1951, the trend re
versed and investments expanded slightly.

Investment trends also reflect bank policy aimed 
at more full utilization of available funds, a move
ment particularly noticeable in postwar years.

Trends in total investments do not apply to each 
type of investment or to each bank. Individual bank 
statements show considerable variation in portfolio 
composition, particularly in the size of their secon
dary reserves. Partly these differences in size of 
secondary reserves appear to be related to steadi
ness of deposit volumes, to size of capital accounts, 
and to volume of cash assets. Individual character
istics of the loan portfolio and numerous other 
factors, such as tax changes and anticipated interest 
rates changes, also influence both secondary re
serve and over-all investment policies.
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American banking, inheriting its traditions 
mainly from Nineteenth Century British banking 
experience, typically has viewed its major credit 
function as the extension of short-term productive 
loans. However, from time to time the concept of 
the commercial banking function has been broad
ened by legislation, by usage, and by basic economic 
changes. The structure of commercial bank assets 
has been influenced strongly by two important eco
nomic changes taking place over the past several 
decades. These are the growth of the Federal debt 
and the development of broad, sensitive money and 
capital markets in New York. Thus, while the com
mercial banker still sees his primary function as 
meeting the short-term credit needs of private bor
rowers in his community, his earning asset pattern 
has changed considerably.

Bank in v e s tm en ts  ex p a n d ed  r a p id ly  in  t h e  9th ir t ie s  
an d  e a r ly  9f o r t i e s  u n til b y  t h e  e n d  o f  th e  w a r  
in v e s tm en ts  c o n s t i tu t e d  o v e r  th r e e - fo u r th s  o f  
bank  ea rn in g  a s s e ts .

During the ’twenties, bank resources, both in the 
Eighth District and nationally, were employed 
mainly in short-term, commercial loans. In 1929, 
for example, loans accounted for 71 per cent of the 
earning assets of Eighth District member banks and 
73 per cent for all member banks in the United 
States.

The severe depression in the early ’thirties 
brought drastic loan liquidation. Total loans at all 
member banks dropped from $26 billion at the end 
of 1929 to $12 billion at the end of 1934 (at member 
banks in the district they declined from $1 billion 
to $400 million). Investments in Government se
curities, on the other hand, rose sharply as deficit 
financing by the Government enlarged the supply of 
these securities and the loan contraction freed bank 
resources. In the five-year period, member banks in 
the nation increased their holdings of Government 
obligations from $4 billion to $11 billion. In the 
Eighth District, Goverment security holdings rose 
from $100 million to $350 million.

From 1934 to 1941 banks continued to increase 
their investment portfolios, both absolutely and 
relative to total earning assets. By the end of 1941, 
Government securities represented 45 per cent of the 
earning assets of all member banks in the United 
States. In the Eighth District, Government secur
ity holdings rose from $350 million to $550 million.

During World War II, loans increased moder
ately. At the same time there was a huge increase 
in bank holdings of Government securities. Less 
than half of the dollar cost of World War II was

paid for immediately in taxes. The balance was bor
rowed, in large part from the commercial banking 
system. While the banks continued to carry out their 
lending ^function and expanded the dollar amount 
of their loans, the ratio of these loans to total earn
ing assets declined sharply. Total member bank 
loans rose from $18 billion at the end of 1941 to $23 
billion at the end of 1945, and from $750 million to 
$900 million for district member banks. Govern
ment securities, however, jumped from $20 billion 
at the end of 1941 to $78 billion at the end of 1945. 
Banks in the district increased Government secur
ities at an even faster rate, from $550 million to 
over $2.7 billion. Total security holdings (Federal 
Government and other) were almost $3 billion at 
the close of 1945. War financing generated a sharp 
rise in total earning assets but a much more than 
proportionate rise in the investment share of these 
assets. As a result, Eighth District member banks 
had 77 per cent of their earning assets in securities 
at the end of 1945.
L iqu ida tion  w as siza b le in  th e  e a r l i e r  p o s tw a r  

y e a r s9 . . .

In contrast with the prewar and war periods, in
vestments declined almost steadily in the postwar 
years. The bulk of the reduction in investment 
portfolios came in the earlier years. By April, 1949, 
total securities held in district member banks were 
reduced to $2.1 billion. This represented a decline 
from 77 to 59 per cent of member bank earning 
assets. Nationally, the decline was from 79 to 63 
per cent. The $900 million decrease in the district 
was concentrated in short-term Government secur
ities, offset in small part by moderate increases in 
holdings of municipal and corporate obligations.
. . . la r g e ly  as a r e su l t  o f  T r ea su ry  o p e r a t i o n s , . .

The Treasury, by reducing cash balances and 
using cash surpluses to retire short-term debt 
(largely bank-held) and by shifting debt to non
bank investors, operated to reduce bank holdings 
of the public debt. The Treasury cash balance in 
all banks, swelled by subscriptions to the Seventh 
War Loan and the Victory Loan drives, totaled 
$24 billion at the end of 1945. Of this amount, 
roughly $700 million was held in Eighth District 
member banks. In addition, the Treasury operated 
at a $17 billion cash surplus in the 39-month period. 
A large share of these funds was used to retire 
bank-held Government securities. The banking 
system held only 33 per cent of the Federal debt 
on March 31, 1949, compared with 42 per cent on 
December 31, 1945.
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PERCENTAGE DISTRIBUTION OF EARNING ASSETS
EIGHTH DISTRICT MEMBER BANKS

Per Cent 
100

YEAR END FIGURES THROUGH 1945.  QUARTERLY FIGURES. 1 9 4 6  "1951 Per Cent 
100
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. . • lo a n  g r o w th , • . •
The increase in private loans during the 39- 

month period led to additional bank reduction in 
Government security holdings. Financing reconver
sion from war to peace and an expanding level of 
civilian production generated a strong demand for 
credit. Except for brief interruptions, bank loans 
rose throughout the period. District member bank 
loans rose from $900 million to $1.5 billion. Loans 
to businesses, farmers, consumers and on real estate 
all increased. The only offset was a decline in loans 
for purchasing or carrying U. S. Government obli
gations.

. . . and  m o n e ta r y  p o l i c y  a c t io n s•
In addition, monetary policy in the period had 

definite effects on banks' investment policies and 
portfolios. Federal Reserve actions still were in
hibited by the aftermath of the war financing. 
Nevertheless, over the period through March, 1949 
System action operated to offset a $4 billion inflow 
of gold, a $1 billion reduction in money in circula
tion, and a $1 billion drop in Treasury cash holdings, 
all of which if not offset would have provided banks 
with primary reserve funds and enabled them to ex
pand further their investments or loans. In addition, 
specific System actions, for example, reserve re

quirement increases, had direct and almost immedi
ate impact on bank security holdings.

A fter th e  f i r s t  q u a r te r  o f  1949 , th e  r e d u c t io n  in  
in v e s tm en ts  w as h a lt ed  t em p o ra r i ly  . • •

During the second, third and fourth quarters of
1949 this pattern of liquidation of investments was 
reversed. Economic uncertainties induced a slacken
ing in business loan demand. Total loans outstand
ing continued to edge up in the period but at a sub
stantially reduced pace. Further, fiscal and mone
tary actions ceased to be restrictive. The Federal 
Government operated at a cash deficit. The Treas
ury reduced its deposits at Federal Reserve Banks 
and so added to the supply of bank reserve funds. 
Three reductions in reserve requirements (May 1-5, 
June 30-July 1, and August 1-September 1) pro
vided member banks with a large volume of invest- 
able funds.

. . . bu t w as r e s u m ed  in  t h e  f i r s t  h a l f  o f  1950? . . .
Investment holdings of member banks in the 

Eighth District, as well as nationally, decreased 
slightly in the first half of 1950, continuing the 
general downward trend which characterized the 
earlier postwar period. Banks liquidated invest
ments as the demand for loans improved and total 
bank reserves declined. The reserve positions of
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banks, in the aggregate, were under pressure as a 
result of Federal Reserve sales of Government bonds 
and a moderate gold outflow, offset in part by some 
return flow of currency into banks and System 
purchases of short-term obligations.

. . . accelerating after Korea9 . . .
In the nine months following the outbreak of 

hostilities in Korea, bank holdings of Government 
bonds were reduced sharply. An increase in demand 
for loans resulted in a substantial drop in bank 
investments. The banks were willing to liquidate 
some Governments because they still had large 
holdings; they were able to do so without penalty 
because of fairly rigid market supports. At the end 
of June, 1950, Eighth District member banks held 
$2 billion Government obligations (52 per cent of 
earning assets) ; by April 9, 1951 their holdings had 
declined to less than $1.8 billion (44 per cent of 
earning assets). Other investments showed little 
net change at district banks in the nine-month 
period.

. . . largely because o f an unprecedented loan ex
pansion . . .

Loans at all member banks in the district jumped 
over 24 per cent in the nine-month period. The 
need to finance the 1950 cotton crop and substantial 
purchases of stored cotton from the CCC pool, both 
at high prices, contributed heavily to the loan in
crease. Business demand for inventory accumula
tion and working capital requirements (at increas
ing prices) added to the upswing. In addition, an 
increase in defense activity led to further financing 
requirements. And, although the greatest surge in 
loans went to businesses, increases in real estate 
and consumer loans also were significant. As a 
result of the increase in demand for nearly all types 
of loans, banks shifted readily (and still without 
penalty) from Governments to loans to take ad
vantage of the spread in yields and to meet the 
needs of their customers.
. . . and pressure on bank reserves.

In addition to the loan expansion, some pressure 
was exerted on member bank reserves by other 
factors. The banks needed additional reserves to 
meet requirements against expanding deposits and, 
after January, 1951, to meet an increase in reserve 
percentage requirements. At the same time, reserve 
losses resulted from a sizable gold outflow, which 
amounted to $2.4 billion or about 10 per cent of 
our monetary gold stock. Pressure on reserves was 
eased in large part, however, by market-support 
purchases of Government securities by the Federal 
Reserve in the period.
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Over the last nine months o f 19519 the trend re- 
versed and investments expanded slightly.

From March 31, 1951 to the end of 1951, invest-, 
ment trends again shifted direction. Total invest
ments rose $233 million at district member banks, 
practically all in Government securities. Several 
factors accounted for this movement. In the first 
place the banks gained some funds net as a result 
of gold inflow, Treasury operations and System 
security purchases, offset only partly by currency 
outflow. In addition, monetary policy, after the 
Federal Reserve-Treasury accord of early March, 
resulted in price declines of Government securities. 
It no longer became possible to liquidate Govern
ments at fixed supports, in fact liquidation meant 
penalties in the form of capital losses. At the same 
time the higher yields on Government securities 
made them more attractive as earning assets and 
brought some increased buying interest. On the 
loan side, the lessened availability of reserves, the 
Voluntary Credit Restraint Program and selective 
credit controls operated to reduce loan expansion. 
The net result was to increase holdings of Govern
ments.

Investment trends also reflect bank policy aimed 
at more full utilization o f available funds9 a 
movement particularly noticeable in postwar 
years.

To meet their need for funds, commercial banks 
have always drawn upon excess reserves and other 
cash balances, borrowed from the Federal Reserve 
Banks and other banks, and sold investments 
(largely short-term Government securities). Sim
ilarly, inflowing funds have found their way into 
these same categories, building cash balances, re
ducing borrowings, and adding to secondary re
serve investment holdings. All three methods of 
adjustment are used today and have been used 
over the past several decades. But from time to time 
emphasis has centered on one, then another.

In the 1920’s, banks borrowed to make most of 
their adjustments and reduced their obligations 
when funds flowed in. Of course, cash balances and 
investments supplied some of the needed funds and 
absorbed some of the inflowing funds.

During the 1930’s, the rise of large excess cash 
balances (principally from inflow of gold after de
valuation and the dearth of credit-worthy loan 
demand and investment outlets) cut down on the 
need to borrow funds from other banks to meet 
most drains. Member bank borrowings, on call 
dates, for example, declined from levels in the neigh
borhood of $3 billion in the early 1920’s to some $3 
million during 1939. The large volume of non-earn
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ing cash balances were not carried just to meet 
withdrawals of funds. Rather, because cash assets 
were abnormally high, they served to meet most 
withdrawals and relatively less use was made of 
borrowing or sale of investments for this purpose.

Over the 1940’s, member bank excess reserve posi
tions were reduced, particularly at the larger city 
banks, as deposit volumes and earning asset volumes 
increased under the impact of the war program. 
The decade witnessed a return to the previously 
normal situation of fairly full utilization of available 
resources in lending or investing. The banks ad
justed by mid-1943 to working balances of excess 
reserves between $1 and $1.5 billion in the aggre
gate. In the first two postwar years, excess reserve 
balances were pulled down to roughly $1 billion and 
subsequently to about $700 to $800 million. These 
balances, of course, served the banks as a first line 
of defense in meeting any adverse clearing balances, 
but over the decade many banks, particularly the 
larger ones, were again developing a technique of 
keeping more fully invested and selling short-term 
Government securities to meet the drains on their 
cash positions. While holding their cash reserve 
position to near-minimums, banks were able to earn 
a moderate return on secondary reserve funds and 
at the same time maintain a cushion between reserve 
drains and liquidation of loans.

Trends in total investments do not apply to each 
type o f investment or to each hank.

Although investments generally declined in the 
postwar period, banks increased their ownership of 
obligations of states and political subdivisions. At 
the end of the war, district banks had 3 per cent of 
their earning assets invested in municipals. Six 
years later, by the end of 1951, they had increased 
their holdings of these securities to over 6 per cent 
of earning assets. Nationally, the increase was even 
greater. A  large factor in the gain was the fact 
that many new high-grade municipal issues were 
floated in the postwar period; hence a larger supply 
than before was available for investment. Higher 
tax rates and a reduced supply of partially tax- 
exempt Government bonds also made municipals 
more attractive. The smaller country banks had a 
larger percentage of their earning assets in muni
cipals (nearly 8 per cent) than reserve city banks 
(less than 5 per cent).

Over the entire postwar period, corporate secur
ity holdings were increased slightly (both abso
lutely and relative to total earning assets). At dis
trict banks, the gain was concentrated in the early 
postwar years and was about the same at both the 
larger and smaller banks. Nationally, corporate

securities, like municipals, showed a greater per
centage increase than districtwise.

Individual hank statements show considerable 
variation in portfolio composition, . . .

Analysis of investment portfolios shows some 
other striking differences between banks in the area. 
For instance, in 1951 (three call dates averaged) 
one bank had less than 6 per cent of its resources 
in Governments, while another had 77 per cent. One 
bank in ten had less than one-quarter of resources in 
Governments, while two in ten had more than half 
of the resources so invested. In the aggregate, dis
trict banks had one-third of their resources in 
Government securities.

Average holdings of non-Government securities in 
1951 at all member banks in the district were 7 
per cent of total assets. Yet the range extended 
from virtually zero holdings to as much as a third 
of the total.

, . . particularly in the size o f their secondary 
reserves.

Size of the secondary reserve varies greatly from 
one institution to another.1 In the aggregate, banks 
in the Eighth District had about half of their 
Government holdings in short-term obligations in
1951. In addition, they held some other securities 
and a few loans that would meet the liquidity test 
for secondary reserves. A few banks had virtually 
all their Government holdings in short-term ma
turities, whereas others had less than 20 per cent 
in such securities.

Partly these differences in size o f secondary re
serves appear to be related to steadiness o f  
deposit volumes, . . .

A comparison of balance sheet items and certain 
other factors between various banks gives some 
indication of reasons for differing size of the sec
ondary reserve. For instance, a sample of district 
member banks having no time deposits in 1951 had 
an average of 23 per cent of their resources invested 
in secondary reserves. On the other hand, a sample 
of member banks with very high ratios of time to 
total deposits (averaging 64 per cent) had an aver
age of 17 per cent of their assets invested in these 
secondary reserves. Since demand deposits gener-

1E)very member bank in the district has a sizable share of its total 
investments in highly liquid securities. Some bankers call these securi
ties their “ secondary reserve.”  A  security is said to be liquid if it can 
be readily sold without suffering a material loss. To be liquid, a 
security must be high-grade, one for which there is an active established 
market, and of relatively short maturity. Short-term is essential, as 
even the highest grade long-term bonds fluctuate greatly in price in 
response to interest fate changes. Probably the most nearly liquid 
investment today is the Treasury bill. Liquid securities (or secondary 
reserves) make up a fund from which banks meet contingencies, but 
which in the meantime earn them a moderate return. For the purposes 
of this study, Treasury bills, certificates of indebtedness and notes were 
taken as a rough measure of secondary reserves. O f course, longer-term 
Treasury notes are more properly classified as a part of the investment 
account.
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ally are more volatile than time deposits, it would 
be expected that a bank with a high percentage of 
demand deposits would have a larger percentage of 
its assets in secondary reserves than a bank with a 
high percentage of time deposits.

Similarly, of district member banks reporting 
monthly on debits to deposit accounts, those with 
the highest deposit turnover figures in 1951 (rang
ing from 18 to 33 times per year) had an average 
ratio of short-term Government securities to total 
assets of 14 per cent at the end of 1951. By com
parison, those with low deposit turnover ratios 
(ranging from 4 to less than 8 times per year) had 
an average ratio of 11 per cent. Not only did the 
banks with the highest turnover have more second
ary reserves but they also had more cash assets 
(over 29 per cent of total resources) than the banks 
with the slowest turnover (less than 19 per cent of 
total resources).

. . .  t o  s iz e o f  ca p ita l a c c o u n t s , . . .
In addition, analysis of call report balance sheets 

for 1951 indicates an inverse, but not necessarily a 
causal, relationship between size of capital accounts 
and size of secondary reserves. For instance, district 
member banks with high capital-total asset ratios 
(averaging 15 per cent) had an average of 11 per 
cent of total assets in secondary reserves. However, 
banks with low ratios of net worth to total resources 
(averaging 4 per cent) had an average of 29 per 
cent of total assets in secondary reserves.

• • • and  to  v o lu m e  o f  ca sh  a s se ts .
Another major factor considered when determin

ing the size of secondary reserves is the amount 
of the bank’s primary reserve. A bank with large 
cash assets has less need for secondary reserves 
than one with a minimum of cash (assuming all 
other factors equal). District banks with high ratios 
of cash assets to total assets (ranging from 37 to 51 
per cent) had an average of 11.5 per cent of their

Survey of Cur
The first six weeks of 1952 have brought some 

signs of increase in Eighth District economic ac
tivity from the high plateau prevailing throughout 
most of 1951. In some lines activity increased 
absolutely—for example, manufacturing employ
ment and production rose reflecting growing de
fense and defense-supporting output and a more 
than seasonal revival in industries which have been

assets in short-term Governments. On the other 
hand, banks with small amounts of cash assets 
(ranging from 13 to 15 per cent) had an average of 
19 per cent of their assets in short-term Government 
securities.

In d iv id u a l c h a r a c t e r i s t i c s  o f  t h e  lo a n  p o r t f o l i o  . . .
Another factor influencing the size of secondary 

reserves is the volume, stability, trend and composi
tion of the loan portfolio. Analysis of condition re
ports indicates that banks with large amounts of 
real estate loan tend to have a larger percentage of 
their assets in secondary reserves than banks with a 
smaller ratio of real estate loans to total resources. 
Also, where loans tend to fluctuate irregularly, 
banks tend to have more secondary reserves than 
where there is little fluctuation in their loan ac
counts.

. . . an d  n u m e r o u s  o th e r  f a c t o r s , s u ch  as tax 
c h a n g e s  a n d  a n t i c i p a t e d  in t e r e s t  ra te  
c h a n g e s , a lso  in f lu e n c e  b o th  s e c o n d a r y  r e - 
s e r v e  a n d  o v e r -a ll in v e s tm en t  p o l i c i e s .

There are, of course, numerous other factors bear
ing on individual bank management of secondary 
reserves. Anticipation of increased (or decreased) 
reserve requirements seems to influence bank in
vestment policies. Similarly, changes in tax laws, 
such as the increased normal and surtax rates or 
reinstitution of excess profits taxes, bear on invest
ment policies of banks, making tax-exempt earn
ings more attractive and putting some pressure on 
banks to increase earnings before taxes in order 
to minimize the shrinkage in earnings after taxes.

Finally, idiosyncracies of individual bank manage
ment, persuasion of investment counsellors, pecu
liarities of geographic location, and a host of other 
factors also bear on the handling of individual 
banks’ secondary reserves and over-all investment 
policies. Few, however, escaped the influence of the 
investment trends noted in the postwar period.

Norman N. Bowsher

;nt Conditions
undergoing inventory adjustment. In other lines 
where activity normally is low in the first part of 
the year, the drop from late 1951 was somewhat less 
than seasonal—for example, in construction and 
trade. The money supply also contracted less than 
usual, although net repayment of bank loans was 
fairly extensive. Wholesale prices, however, con
tinued to drift gently downward.
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