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how attitudes toward the problem of controlling business

fluctuations are influenced by our economic environment.

Such a survey will be usefyl if it causes us to be on

guard against both the over-confidence sometimes in-
spired by extended booms and the excessive pessimism
engendered by prolonged depressions.
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RECESSION
IN PERSPECTIVE

The mildness of the two most recent recessions—in 1949
and 1953-1954—and the widespread belief that a bust can

now be prevented, prompt one to attempt putting the prob-
lem of business fluctuations in perspective.

Real income per person in the United States has increased
fourfold in the past eighty years, according to a study of the
National Bureau of Economic Research. This is a remark-
able record of growth, and it would probably have been
greater had it not been interrupted periodically by business
depressions. Growth has been obscured by wave-like move-
ments in business activity, with total output increasing an
average of 6.5 per cent annually in periods of expansion, but
declining 4.5 per cent annually in periods of contraction.
We have been more successful in increasing output per unit
of resources used than in keeping these resources fully em-

ployed.

a“
Boom and Bust’” on way out?

Why the growing confidence that boom and bust may be
on the way out—that our economy has become more stable?
One development often cited is the automatic stabilizers built
into the Government’s fiscal operations. These include such
Payments as unemployment benefits and agricultural price
supports which tend to move in contracyclical fashion. The
tax system, aided by highly progressive income-tax rates, mops
Up an increasing share of income as incomes rise, but a declin-
ing share as incomes fall. These built-in stabilizers tend to
damp down the flow of spendable funds during a boom and
enlarge it during recession. The high level of Government
expenditures also provides a hard core of demand which helps
to sustain a high level of business activity.



A second structural development has resulted in a more
stable money supply. When commercial bank assets comn-
sisted largely of short-term loans and commercial paper the
volume of deposits was geared closely to changes in business
activity. A decline in business activity was usually accom-
panied by a sharp reduction in the demand for credit, and
deposits dwindled as short-term loans fell due and were re-
paid. There was less check-book money to spend, which
tended to bring a further decline in business activity. Bank
loan and investment policies, however, have changed ma-
terially in the past two decades. Bank assets now consist more
largely of Government securities and longer-term loans. These
assets are less sensitive to short-run changes in the volume of
business activity; in fact, bank holdings of Government se.
curities instead of moving with changes in output tend to rise
during recessions and decline during periods of expansion
Thus greater stability in the total volume of bank credit
means that changes in the money supply are no longer such
a strong force intensifying booms and depressions.

Another chan

ge often referred to as contributing ¢o
stability is that ¢

he debt structure has become less vulnerable
to a business de

cline. Amortization, particularly in long-termy
mortgage loans, has become standard practice. A good pare

of mortgage debt outstanding is insured or guaranteed by the
FHA and the VA. Regul

ng
as in the days of the short-term, unamortized loan.

Growing confidence that the
ations has been pretty well solve
belief that we are now better ab
cycle. We know more about it
We have more and better stati
of our economic health. The

problem of business flucty.
d also rests, in part, on the
le to deal with the businesg
s causes and characteristicS_
stics for checking the status
present-day forecaster’s too]
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; ; s . iques—index
kit bulges with statistics and improved te?hnlqurrelations
numbers, gross national product, time se.:rles,c co uently’
sources and uses of funds, and model building. Conseq .

i busts can
many believe that actions to prevent booms and
be better timed.

The problem in perspective

An interesting question is whether this optlmtsrrl; ab:ﬁ:
the business cycle may not stem largely ‘from the;) 1'10yin
conditions that have generally prevailed since the e%{lnl.i ei
of World War II. Experience demonstrates that goo tulx;se
breed optimism; bad times, pessimism. There is a ¢

; ; : X iews about
interrelation between economic conditions and v
the business cycle.

Until the early part of this century, boom}i and cijftreosf
sions were generally regarded as inevxtable.——t' e pro e
natural economic law. Acceptance of t.hls - pl:echard.
attempts to smooth out business fluctuations. oot ecaused
ship and loss inflicted by recurring ﬁnangal crl‘.s 5 They
some to become impatient with a “do'“°t_hmg. pollcy' d that
rejected the view that such crises were .me"‘tab e
nothing could be done to prevent or mitigate them.

i f
A comprehensive study was initiated in tbe ﬁESt d:;:lld;ai-
the present century to find ways of prevensile nant of the
ics and crises—at that time the most obvious aSI;IeC medy
business cycle. A central bank was suggestfad as t 31‘;14 I;
and the Federal Reserve System was establl§ Rt a.nics
soon became apparent though that preventing mgnet};ol; and
did not solve the problem of wide swings in produc Heiead
employment, The World War I boom an'd post-war epdit
sion, which was accompanied by sharp BpaREs o comml\c/)I 4
Prices, focused attention on stabilizing the price level. | anly
elieved that a stable price level was the key to stable levels
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of production and employment. Commodity prices were
stable and business was good during most of the decade of
the twenties; so much so that in the late twenties some es-

poused the idea that we had entered a new era of permanent
prosperity.

The dream of a new era was soon shattered by one of the
most severe depressions in our history. Prolonged economic
paralysis in the thirties affected our thinking as well as our
incomes. It gave birth to another type of new era—that of
a “mature economy” which, because of limited private in-
vestment opportunities, posed the problem of chronic busj.
ness stagnation and unemployment. It also brought a marked

shift in emphasis from monetary to fiscal policies as to the
best method of dealing with depressions.

World War II generated another boom,
widespread belief that transition from a war
economy would once again pose the proble
and large-scale unemployment. The Employ

stated that all governmental activity should be coordinated
toward “maximum production, employm

ent, and purchag.
ing power.” Full employment became a primary objective
of policy both here and abroad. Post-war experience thysg
far has belied the thesis of stagnation and chronic unemploy,.
ment. Inflation and boom have been the more serioyg
threats. Ever since the beginning of World War 10l except
for minor post-war interruptions, our economic machine has
been going full blast to meet the tremendous demand for
goods and services. The persistent threat of inflation led ¢
the rediscovery of monetary policy both here and abroag
Seeming success of actions to mitigate post-war contractiOn;
has led to a rather widespread belief that depressions may be
a thing of the past.

but there wag
to a peacetime
m of depression

ment Act of 194¢

One of the lessons of history is to be wary of moods of
the moment. Prolonged depressions started u

s searching Fon
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changes which would explain an apparent condition of chronic
stagnation; extended booms, on the other hand, have often
inspired explanations as to why depressions have become a
relic of the past. Realism demands that we avoid being
carried away by either extreme.

Achieving stability a complicated problem

Despite some developments contributing to stability there
are still many sources of economic instability. Shifts in inven-
tory policy tend to generate short-term changes in business
activity. Business expenditures for plant and equipment,
although consistently at a high level in the post-war period,
usually vary widely over a period of time. Consumers are
still fickle. We may go on a borrowing and buying spree,
for example, as we did following the outbreak of hostilities in
Korea, or suddenly tighten our purse strings. Consumers may
eagerly buy certain types of goods today and let them accumu-
late on the merchants’ shelves tomorrow. The money supply,
although perhaps more stable than formerly, is still likely to
intensify business expansion and contraction unless appropri-
ately regulated. In these Gays of international tension whefn
total defense outlays are necessarily large, a sharp change in

the flow of defense orders may stimulate or depress industries
producing military equipment.

Economic progress itself subjects the economy to down-
ward as well as upward pressures. Inventions and new pro-
ducts usually flow from our research laboratories in waves
tather than in a constant stream. Invention of the new fre-
quently brings obsolescence of the old. The automobile dis-
Placed the buggy, the mechanical refrigerator the ice box,
and the vacuum cleaner the broom, and so on. To meet the
¢xpanding demand for new products requires more material,
capital, and labor. But less is needed to produce the products
that are becoming outmoded and obsolete. A progressive
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economy is dynamic; it is marked by a decline of the olc.l.as
well as expansion of the new. Maintaining over-all stability
and full-capacity operations requires that human and material
resources be shifted promptly from declining to expanding
industries. Expansion or contraction, whether initiated by

cyclical or secular changes, is like a pebble thrown in a pond
—the ripples spread in ever-widening circles.

Maintaining both a stable and a growing economy is gz
complicated problem. It does seem that there has been pro-

gress toward achieving this worthy goal. We have more
“know-how,” more tools,

and apparently we are more adept
in using them than a few

decades ago. Nevertheless, progress
will not be facilitated by overlooking the inherent difficulties
involved.

For one thin
and fiscal and

g, it is impossible always to time monetary
right amount o

debt-management actions to apply just the
f restraint or stimulus at the right time. Wigh
present knowledge and techniques, impending business
changes cannot be accurately forecast even a few months in
advance; and if they could, the public would soon react

such a way that the predicted event would be brought abg
sooner than was forecast. Yet, time is required to put countery.
measures into effect, particularly fiscal policies which require
legislative action. And built-in stabiliz

ers, although helpful’
cannot be relied on to offset swings in business activity,

in
ut

Another inherent difficult

. ' ulty is that the immediate proble,
confronting us is seldom, if e

ver, all black or all white. Actiong
that are appropriate for meeting certain conditions may nae

be appropriate for others. For instance, cyclical and Struc.
tural changes usually are closely intermingled. Tt may be

difficult at times to determine the extent to which depresseq
conditions result from cyclical contraction

or industrial decay
A cyclical decline calls for actions to expand the flow of Pur.
chasing power and total expenditure. Such actions, howerr
>
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may or may not facilitate the prompt shifting of labor and
other resources from decaying to expanding industries. Ac-
tions to prop declining industries may delay the shifting of
resources and retard economic progress. In our efforts to
achieve stability, we must not overlook the effects on progress.

These illustrate some of the barriers on the road to our
goal of stable economic growth. This is not to imply that
the barriers are believed to be insurmountable. They are
difficult to hurdle, however; and success will require even
greater efforts to increase our knowledge of the causes and
the best methods of dealing with business fluctuations. Ex-
cessive optimism, by causing a relaxation of efforts and pos-
sibly by inspiring speculative activity, will retard rather than
accelerate progress toward the goal.

e e

1954: READJUSTMENT AND RECOVERY

Recession and recovery highlighted the business trend in
1954, The year began in an atmosphere of pessimism. The
decline which began in mid-1953 showed no signs of abating
and there were some who feared it might snowball into a
recession of considerable proportions. Business activity.did
continue to fall during the first quarter, but it held within a
NArrow range for the next six months, and then, spurred by a
recovery in durable goods production, turned upward. By the
end of the year, industrial production had recovered half of
the loss from its 1953 high to the 1954 low.

Nineteen fifty-four was a good year. The value of all goods
and services produced was only 2 per cent below 1953. The
Over-al| slump in business activity was small, but the impact
Was uneven. Some industries, principally manufacturers of
durables, were hard hit. Mining and transportation also were
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affected but in most cases to a lesser extent than durable
i ) ool
goods. Some industries, on the other hand, hardly felt the
impact at all. A few, such as construction, utility and service
industries, had a better year than in 1953. Regional differ-
ences were pronounced. Heavy durable manufacturin
centers suffered most—much more than the over-all decline

would indicate. Other localities suffered little, and some not
at all.

DEFENSE-INVENTORY READJUSTMENT

The recession resulted mainly from two related develop.-
ments—a cut in defense expenditures and inventory liquida-
tion. Purchases of goods and services by the Federal Goverp.
ment, which had risen sharply, began to decline in the latter

part of 1953. Federal purchases in 1954 were $10 billion
below 1953, the drop in national securit

ing for $8.4 billion. Business firms,
ers, which had accumulated larg
liquidate stocks in the latter part of
continued through most of 1954,
defense and inventory spending from
exceeded the drop in total output of g

y purchases account.
particularly manufactyy..
e inventories began tq
1953 and the 1iquidation
The combined fall in
mid-1953 to mid-1954

oods and services.

Demand siump centers in durables

The slump in the demand for
headed by a drastic fall in new defe
were flooded with new orders as the
pushed ahead following the outbreak of hostilities in Korea.
The flow of new orders began to subside in the latter part of
1952, but a large backlog of orders cushioned most Producerg
against the effects of the decline until mid-1953. In the

second half of 1953, new military orders for hard goods hag
dwindled to $1.1 billion. Manufacturers of hard goods, heavy

durable goods was speay-
nse orders. Manufacturepg
rearmament program wag
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durables in particular, bore the brunt of the impact. Producer
and consumer demand for durables eased also. Private pro-
ducers spent 9 per cent less for durable equipment in 1954
than in 1953. The slump reflected completion of much of
the tooling up for defense orders as well as some non-defense
expansion and modernization programs.

As production and employment began to fall off in the
latter part of 1953, consumers became more selective in their
buying. Some decided to use the old car or the old refriger-
ator a while longer and to postpone buying that new TV set
or dishwasher. Consumer expenditures for durable goods
dropped 8 per cent in the last quarter of 1953, a good part
of the decrease being for automobiles. Consumer purchases
of hard goods continued at the same level in the first quarter
of 1954 and then recovered somewhat. For the year as a
whole, consumers spent 2 per cent less for durables than in

1953

Inventory liquidation

As demand slackened, businessmen became concerned
about their inventories. Total stocks which had been built up
at a rate of 5 billion annually in the second quarter of 1953
were being liquidated at a rate of 4.2 billion in the fourth

quarter. The sagging demand of final purchasers was aug-
mented by a drop in inventory demand.

The flow of defense orders has had an important influence
on inventory policy of manufacturers of durable goods. Ma-
terials and supplies were accumulated to fill the soaring volume
of defense contracts. Manufacturers’ inventories rose 35 per
cent from the end of 1950 to mid-1953. As order backlogs
melted away the sharp cutback in new orders began to affect
Inventory policy. Manufacturers first reduced their stocks
Of purchased supplies and materials, then goods in process
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and finished goods. Total manufacturers’ inventories de-

clined $3 billion in 1954, most of the decrease being in dur-
able goods.

Stocks of trading establishments were much more stable
than those of manufacturers. There was little change in in-
ventories of wholesalers either in 1953 or 1954, There was

a small reduction in retail inventories in 1954, most of it
being in durable goods.

Production and employment

The full impact of the dwindling defense and consumer
demand for durables hit producers. The cutback in produc-
tion exceeded the decrease in sales in order that stocks could
be reduced. Industrial production dropped 8 per cent in the
last half of 1953; it continued to decline but at a slower rate in

the early months of 1954, and showed little change until the
latter part of the year.

The slump in production, as in demand, centered in duy-.
able goods. Output of dura

bles dropped about 12 per cent
from mid-1953 to mid-1954, the bulk of the decline coming
in the last half of 1953, Primary and fabricated metals,
electrical and non-electrical i

e also
hard hit. Motor-car producti i

mid-1954 about 14 per cent fewer cars were rolling off
assembly lines than in mid-1953. Production of major house.
hold appliances slumped sharply, output reaching its low a¢
the end of 1953. There was a gradual recovery in 1954 but
total output of appliances was considerably below 1953
The impact on nondurable goods manufacturers was less
severe. The softest spots in nondurables were textiles ang
apparel, and rubber and leather products. Some nondurableg
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such as paper and printing, chemicals and petroleum, and
food and tobacco products showed strong resistance to the

downward pressure. Output in these industries showed little
change from 1953.

The drop in industrial production was accompanied by a
decline in employment. Non-farm employment reached its
low in August 1954—nearly 2 million below the peak of
mid-1953. Most of the decline was in manufacturing, this
sector accounting for 90 per cent of the total decrease in
non-farm employment. The heavy-goods industries, such as
transportation equipment, electrical and other machinery,
primary metals, and fabricated metal products, experienced
the more severe reductions in employment. Workers were

also laid off in other sectors, principally transportation, min-
ing, and the Federal Government.

Unemployment rose substantially between August 1953
and March 1954, Some of the rise in unemployment was
seasonal but most of it resulted from the contraction in busi-
ness activity, particularly in the manufacture of durable goods.

e impact of the recession on employment was uneven geo-
graphically, as well as among industries. Insured unemploy-
ment in 1954 ranged from less than 3 per cent of c'over‘ed
employees in six states to more than 7 per cent or over in nine
states. Some communities and regions were hit much harder
than the state figures indicate. Unemployment in some cen-
ters reflected more deep-seated causes, such as a long-r‘un
decline for the products of some industries and the shifting
of industries to other regions. The reduced demand for labor

‘l:’as reflected also in a moderate decrease in the average num-
et of hours worked per week.

Wage Payments arising from production declined both as
; result of fewer people employed and a decrease in the num-

et of hours worked. Profits also decreased, particularly in
the depressed durable goods industries.
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The extent to which the recession was concentrated in dur-
able goods can be illustrated by a few figures, adjusted for
seasonal change. From July 1953 through March 1954, total
industrial production dropped 10.2 per cent, durables 14 per
cent, and nondurables 5.8; non-farm employment decreased
2.9 per cent, durable manufacturing 9 per cent, and nondur-
able 4 per cent; and total manhours worked in manufacturing

durables fell 14.4 Per cent as compared to 7.2 per cent in
nondurables.

CONSTRUCTION AND CONSUMER
EXPENDITURES RISE

53, mostly for high-
sewers, and water facilities. The rise was just

owever, by an 18 per cent drop in Federal out.
for defense construction,

New-home starts totaled 1

ways, schools,
about offset, h
lays—mainly

of the post-war period. Th
the rise in home building i
the liberalization of credi

t terms on Government-
and insured mortgages, a

guaranteed
s will be explained later.
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The consumer also played a significant part in cushioning
the readjustment. Percentage-wise, his role doe§ not look
impressive—only a 2 per cent increase in expenditures over
1953. But we should remember that consumers ac.count for
two-thirds of total expenditures for goods and services. The
small percentage rise in consumer spending was sufficient to

offset one-third of the dollar decline in defense and inventory
spending,

The consumer did tighten his purse strings a litt.le, espec:.lallz'1
in the last quarter of 1953. Sales of automobiles decline
considerably but began to rise in the early part of 1954.
Consumers reduced their purchases of other dura.lbles but
the decline did not continue for long. Their expenditures f?r
hard goods for the year were only moderately less thanfm
1953. They spent more for food and about the same for
other nondurable items. Service expenditures, such as rent

iliti i i er rate
and utilities, continued to rise but at a somewhat slow
than in 1953,

The moderate rise in total consumer spending in 1954 lj
not hard to explain. Consumers had more money to spen
than in 1953, How explain this seeming paradox of.an in-
crease in consumers’ spendable funds and a decrease in pro-

i to
duction and employment? For the answer we must turn
cieve10pments along the financial front.

FINANCIAL STABILIZERS

Financial developments played a significant role in cushion-

g the decline and in checking its spread throughout the
€conom

; Y. These developments reflect the operation of built-

' stabilizers, but more significantly positive actions taken by
scal and monetary authorities.

in

13



Fiscal and debt-management policies

The financial operations of the Federal Government have
become so large that they have an important influence on the
amount of money people have to spend. Every tax dollar paid
into the Treasury means someone has a dollar less to spend.
Every dollar paid out by the Treasury gives someone another
dollar to spend. If the Treasury pays out more than it takes

in, the net effect is an increase in spending money; if it takes
in more than it pays out there is a decrease.

Consumers spent more and saved as much in 1954 as in
1953, despite the drop in industrial production and employ-

ment. Fiscal policy tended to sustain income and spending
last year in two important ways.

One was the operation of the so-called built-in stabilizers.
Unemployment compensation payments automatically in-
creased as employment declined. Total payments to the un-
employed were $1 billion more last year than in 1953. Trans-

er payments of a similar nature added another billion dollars
to income. The tax system operated automatically to reduce
the tax take. With progressive income tax rates, the loss of
income in the depressed industries put some taxpayers into a
lower income bracket. As a result, the effective tax rate was

lowered and tax receipts fell by a greater percentage than
income.

A significant factor bolstering disposable income was the re-
duction in tax rates. Personal income tax rates were reduced
and the corporate excess profits tax was terminated, effective
January 1, 1954. Lower excise tax rates on a number of com-
modities also became effective in April. The Tax Revision
Bill of 1954 introduced many changes but had little effect on
tax receipts last year. The effect of these tax reductions was
offset somewhat by the increase from 115 to 2 per cent in

14



old-age insurance contributions. The net reduction in tax
Teceipts as a result of these changes was estimated at $6 billion
for a full year, but the decrease for 1954 was less.

The built-in stabilizers and tax reductions were important
forces sustaining spendable income. Total personal income
continued at about the same level as in 1953 but income after
taxes actually increased $3.5 billion. Despite a slump of over
$4 billion in corporate profits, profits after taxes decreased
less than one-half billion. The Government, however, reduced
its expenditures as well as its tax income. A substantial decrease
in actual cash payments held the cash deficit to 1 billion.
The over-all effect of Federal cash receipts and expenditures
Was a small increase in funds put at the disposal of the public.

With a substantial part of the large Federal debt maturing
each year, debt-management operations of the Treasury have
a significant influence on economic activity. By offering se-
curities which are attractive to the commercial banks, t.he
(- Feéasury can encourage an increase in bank holdings whlc.h
' turn increases the money supply. On the other hand, if
Fhe TreasUry offers securities that are attractive to non-bank
Investors, the tendency is to siphon off savings, leaving the
money supply unchanged. Despite its long-term ob jective of
lengthening the maturity of the outstanding debt, the Treas-
ury offered only short- and intermediate-term securities last
year. The expansion in commercial bank holdings of Gov-
efnment securities last year was mainly responsible for the
Increase in the money supply. Another advantage of offer-
ing only short- and intermediate-term securities was that the

reasury did not compete with borrowers seeking long-term
funds., Tt was to avoid this sort of competition that tf.le
Treasury refrained from bringing out long-term issues in
1054, “The resiltivasta larger supply of funds available for
Mortgages and corporate and municipal securities, which

15
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helped to sustain the high levels of construction and capital
expenditures.

Federal Reserve policy

The ultimate goal of Federal Reserve policy is to adjust
the flow of credit in such a way as to promote stable economic
growth. In other words, the objective is to prevent credit
expansion from lifting spending so high that it tends to raise
prices and generate inflation; and to prevent credit contrac-
tion from going so far that insufficient demand tends to bring
on deflation and depression. To achieve this ob jective, System
credit policy must be flexible—shifting from restraint to ease
in accordance with changes in the business situation.

The focal point of Federal Reserve actions is on the re-
serves of member banks. When commercial banks make loans
and purchase securities, they create deposits—and these check-
ing accounts constitute the bulk of our money supply. The
amount of loans and investments that member banks can
make depends on the supply and the availability of reserves
to support the creation of additional deposits. By increasing
the supply of reserves, the System can increase the lending
capacity of the banks; by decreasing the supply it reduces
their lending capacity. The System can also encourage or

discourage bank lending by making reserves more or less
readily available,

The Federal Reserve moved promptly to increase the supply
of bank reserves in mid-1953 as soon as evidence appeared of
a decrease in business activity. Once it became clear that a
business readjustment was under way, the System adopted
a credit policy of “active ease.” In
that banks would be supplied with

sound credit needs.

general, this policy meant
ample reserves to meet all
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Several actions were taken by the System last year in carry-
ing out this policy. The discount rates of the Reserve Banks
were reduced from 2 to 134 per cent in February and from
1%4 to 1 per cent in April and May. These reductions ma.de
reserves available at lower rates—they made it less expensive
for member banks to borrow reserves to support credit ex-
pansion. The reductions also brought the rates charged by
the Reserve Banks closer in line with short-term rates prevail-
ing in the market. In mid-year, reserve requirements were
reduced; that is, member banks were required to hold a smal.ler
percentage reserve against their demand and time deposits.
The reduction in reserve requirements released about $1.6
billion of reserves, thus putting member banks in a better
position to meet the seasonal increase in the private demand
for credit as well as the borrowing needs of the Treasury,
which are larger in the second half of the year. System open-
market operations (purchases and sales of Government. se-
curities in the market) were coordinated with other actions
to keep member banks well supplied with reserves. Free re-
serves of member banks (excess reserves less borrowings from

the Reserve Banks) generally ranged from $500 million to
$800 million in 1954.

The effects of the System’s policy of active ease permeated
the credit market. These developments are an important part

of the story of readjustment and recovery during the past
year.

Bank credit

Loans and investments of member banks increased $10
billion in 1954, despite the slump in business activity. The
bulk of the increase was in investments. Member banks added
£5.5'billion of Governmetitsectrities and $1.5 billion of other
securities to their investment portfolios.
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Loans increased much less than investments, the total in-
crease being $3 billion. Loans of central reserve city banks to
commercial and industrial firms decreased, mainly because
inventory liquidation supplied business firms with cash and
reduced their need for short-term credit.

Business loans of
other member banks,

especially country banks, increased.
Mortgage loans on real estate, loans to purchase

and carry
securities, and loans to consumers also rose.

How did the increase in bank loans and investments help
to stem the decline in spending and business activity? For
one thing, it put additional funds at the disposal of borrowers.
The ready availabiliy of mortgage money enabled more people

to buy and build homes. Banks supplied mortgage funds
through direct loans to borrowers,

They also supplied funds
indirectly through bank purchases of Government securities,
Such purchases enabled life insurance companies and mutual
savings banks, which sold Governments on balance last year,
to obtain additional funds for mortgages and other invest.-
ments. Non-financial corporations and individuals were alsq
net sellers of Government securities. Thus bank purchases
of Government and other

securities supplied funds for new
construction, corporate outlays for pla

nt and equipment, and
state and local expenditures for public improvements.

The increase in bank loans and investment
cipal reason for the $4 billion increase in the money supply
(demand deposits plus currency). Checking accounts in-
creased $4 billion, but there was little change in currenc
in circulation, Time deposits rose more than in 1953, che
increase being $5.2 billion.

s was the prin-

Money rates

The policy of credit ease was also a significant factop re-
ducing the cost of borrowed funds. As pointed out abOVe,
keeping banks supplied with adequate

reserves enabled them
20



to expand their loans and investments. The flow of savings
Into savings institutions was also well maintained. The net
result was an increase in the available supply relative to the

demand for credit—a condition which brings a decline in
Interest rates.

Interest rates began to decline in mid-1953. The markf:t
rate on Treasury bills—the rate most sensitive to changes in
the supply and demand for credit—dropped from 2.2 per
centin June 1953 to considerably less than 1 per cent in June
1954. The rate firmed somewhat after midyear and then
leveled off at around 1 per cent. The market rate on high-
grade commercial paper—the instrument used by some sales

nance ccmpanies and large business firms to borrow money—
also dropped sharply. The rates on long-term securities—

reasury, municipal, and corporate bonds—declined but not
S0 much as short-term rates. Bank-loan rates to customers
are stickier and the regional variation is greater than open-
market rates; but there was some easing in rates in the past
year, particularly on business loans.

Both the increased availability and lower cost of credit en-
couraged the use of borrowed funds. The incentive of lower
rates is stronger in the case of long-term credit where interest
cost usually constitutes a more important part of total costs.
Rising securities prices (lower market rates) also encouraged
the sale of securities to finance long-term projects. The strong
market for municipal and corporate securities was cert'amly
a factor in the rise in state and local public works exp.endltllt'es
and in sustaining a high level of corporate expenditures for
plant and equipment.

New securities issues

State and local governments and corporations borrf)wed
arge sums last year to finance a variety of long-term projects.
e total amount of new securities issued was substantially
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above 1953. New offerings of state and local governments
rose 25 per cent. One of the reasons for the increase was a
large volume of revenue bonds issued by state authorities
for the construction of turnpikes. Financing was also needed
for other highway construction, buildings, and other public
improvements. The total volume of new corporate offerings
also exceeded the previous year; however, offerings for new
money declined. Corporate securities issued to finance plant
and equipment expenditures dropped about 5 per cent, but
those for raising working capital dropped over one-fourth.
As pointed out previously, inventory liquidation was an im-
portant factor reducing working capital needs. There was a
sharp rise in refunding operations, as corporations took ad-
vantage of lower interest rates to sell new securities, the pro-
ceeds being used to retire some of their outstanding issues.

Mortgage credit

The ready availability of mortgage credit was a significant
factor in the rise in construction expenditures in 1954. Total

mortgage debt on non-farm property increased $11 billion.
The bulk of the rise was in home mortgages, although mort-
gage debt on large apartments and comme

rcial properties
increased $2.5 billion.

An ample supply of mortgage funds and more liberal lend-
ing terms were the significant forces expanding mortgage

credit and residential construction. Savings institutions such
as life insurance companies, mutual savin

and loan associations continued to receive a large inflow of
savings. These sources, together with t

he commercial banks,
provided an adequate supply of mortgage money to meet the
rising volume of home financing.

gs banks, and savings

A significant factor stimulating home construction was the
easing of terms on which credit was made available.

Down
payments were reduced and borrowers were given a

longer
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period for repayment. Terms for veterans were made es-
pecially easy—no down payment and as long as 30 years to
Pay. This meant that a veteran wanting to buy a home could
borrow the full purchase price and, with repayment of prin-
cipal and interest spread over 30 years, his monthly payments
would be relatively small. FHA loans were also made available
with smaller down payments and a longer period of repayment.

There is evidence that the more liberal terms for Govern-
ment-guaranteed and insured loans brought many new buy-
ers into the market, Requests for VA appraisals last year
were 110 per cent above 1953. They rose sharply in the first
Part of the year, remained at an exceptionally high level until
t!’le last quarter, and then declined only moderately. Applica-
tions for FHA loans were one-third above 1953. Last year,
48 per cent of new-home starts were financed by VA and
FHA loans as compared to 37 per cent in 1953.

cohsumer credit

Only a small part of the increase in consumer expenditures
last year was financed by credit. Consumer credit rose less
tl’}an a billion dollars, in contrast to an increase of almost $4

illion in 1953. In the first quarter of 1954, consumer credit
al?sorbed income as repayments exceeded new loans. Begin-
ning in April, new instalment loans exceeded repayments for
the remainder of the year. The increase in the second and
k flrd quarters, however, was less than during the same period

©f 1953, while expansion in the last quarter was about the
Same.

One reason for the small increase in consumer credit last
Year was the slump in demand for durable goods. Instalment
credit for the purchase of automobiles, which accounts for
bout one-third of the total, was little changed in contrast to a
.~ Per cent increase in 1953. There was a slight decline in
nstalment credit for the purchase of other consumer durable
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goods but an increase in personal cash loans. Charge accounts
and other forms of non-instalment credit showed little change.

RECOVERY

The readjustment which began in mid-1953 turned out to
be milder than many had expected. One reason was that it
never spread over the entire economy, for reasons which have
already been indicated. Some types of business activity only
flattened out; others continued to expand. Production of dur-
able goods bore the brunt of the decline.

Recovery in the de

pressed industries did not begin all at
once; rather it was sta

ggered through most of the year. Pro.-
duction of nondurable goods turned upward at the beginning

of the year. There was a slight decline after midyear and then
 more pronounced rise beginning in September. Output of
major household appliances reached a low at the end of 1953 %
and then climbed during most of 1954,

The continued decline in defense purchases and inventory
liquidation, which centered in th

e heavy durables, delayed
recovety in these industries. Defense purchases decreased
throughout 1954, but the rate of decline was much less in the
last quarter. The reduction in manufacturers’ inventories,
which had been going on steadily since the third quarter of
1953, ceased in the fourth quarter of 1954. The cessation
of inventory liquidation and slower rate of decline in defense
purchases were important fac

tors bringing about an upturn in
the heavy durable goods in

dustries, Manufacturers’ new
orders for durables turned up sharply

in the latter part of the
year. Production of heavy durables began to climb slowly
in August and then more rapidly in the last quarter. Automao.
bile production moved up very sharply in the last two monthsg
of the year. By the end of the year, industrial production had
regained about one-half of the drop from mid-1953 o the
1954 low.

24



It seems likely that the sharp rise in automobile output in
the last two months of the year exaggerated the extent of the
basic recovery. Production was very low in September and
October as companies shut down for model change-over. In
November, however, output rose sharply. December output
was 15 per cent above November. Factories were turning out
cars at a rate far in excess of that needed to meet even the
Most optimistic estimate of sales for 1955. This sharp rise in
automobile output was an important stimulus to the produc-
tion of steel and other materials used by the industry.

Prices were stable

An unusual feature of the 1953-1954 recession was the
stability of wholesale and consumer prices. Both indexes

showed little change, either in the latter part of 1953 or in
1954,

. One reason for the stability in the wholesale and retail price
indexes was that final demand for goods and services was well
sustained. Government stockpiling supported prices of some
Strategic materials, and the price support program cushioned
the decline in agricultural prices.

THIRD DISTRICT TRENDS

In the past, economic conditions in the Third Federal
Reserve District have followed pretty closely national trem.:is.
Post-war developments, however, have brought some signifi-
cant changes in the character of the district’s economy. Most
Important perhaps are the growth of heavy industry in the
Philadelphia metropolitan area and the steady decline in the
anthracite mining industry. Manufacturing is more important

and agriculture less important in the district than in the coun-
try as a whole.
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Business activity declined

Business activity in the Third District, as in the nation,
continued downward in the first part of the year. Inasmuch
as the decline centered in manufacturing, the district was
affected somewhat more than the country as a whole. A larger
part of the total labor force in this district is employed in
manufacturing. Also the chronic distress in coal mining—an

important district industry—had an adverse effect on employ-
ment,

The decline in district employment touched bottom about
May. At that time, 12 of the 18 labor-market areas within
the district were classified as having a substantial labor surplus.
Of these twelve, six including the largest—the Philadelphia
labor-market area—had more than 6 per cent but less than
12 per cent of their work force unemployed. The other six
areas had unemployment in excess of 12 per cent.

The decline in manufacturing and the rise in unemployment
had a depressing effect on other types of business activity.
District departmentstore sales and automobile registrations
slumped. Construction, however,

was a strong spot in the
district as well as nationallly.

Business stabilized during the summer months, In most
instances the decline had been arrested and there were some
signs of improvement. New claims for unemployment com.-
pensation dropped and continued claims began to recede
slowly. Department-store sales improved somewhat, and
dealers were selling more cars. Contracts for new construction
began to rise markedly.

Business activity began to pick up in the fall. As produyec.
tion picked up, more workers were taken back and unemploy,.
ment declined over most of the district. The anthracite region

. : )
howe’\’/er, continued to be an area of “substantial laboy sur-
plus.” Department stores had a recor

d-smashing Christmag
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sﬁas?n which brought 1954 sales to the 1953 level. Following
the introduction of new models, automobile sales rose sharply.
ew construction contracts continued to be awarded in un-

usually heavy volume.

Bank credit expands

Financial developments in the Third District were similar
to the national pattern. Credit was easy with an adequate
supply available to meet both short- and long-term needs.

Third District Member Banks

(In millions of dollars)

Loans
=240

Agricultural
Real estate
All other

Total loans—gross

anes’rmenfs
\

Other securities

Total investments

Total earning assets

Amount Change in year
Dec. 31, 1954| Amount | Per cent

Commercial and industrial . .. . 1208 |+ 5 :
............... 71 + 8| +13

To purchase or carry securities . 136 4+ 27| +25
................. 925 + 92| + Il

Other loans to individuals . . . . . 843 + 43| +

................... 9 |+ 10| 413

....... 3,273 4+ 185 + 6

U. S, Government securities . . . 2,812 4+ 118| + 4
State and local government . . . 680 + 155| + 30
............. 248 — 29| — 10

........ 3,740 4244 | + 7

........... 6,953 4424 | + 6

*
Less than | per cent.
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THIRD DISTRICT TRENDS
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Loans and investments of district member banks rose 6 per
cent in 1954, as compared to about 8 per cent for all member
banks. The $424 million increase in earning assets of district
banks was the largest for any year in the post-war period. Total

earning assets reached $7 billion at the close of the year—a
record high.

The demand for business loans was not so strong as in 1953.
Commercial and industrial loans rose slightly but considerably
less than in the previous year. Business loans held up better
in the Third District, however, than nationally—the latter
showing a small decline for the year. Agricultural loans rose
13 per cent, probably reflecting bank purchases of Commodity
Credit Corporation paper. Consumer loans showed some in-
crease. The high level of district building activity generated
a strong demand for mortgage credit. Real-estate loans of

district member banks rose 11 per cent, approximately the
same as nationally.

The bulk of the expansion in bank credit in this district, as
nationally, was in the form of investments. A notable feature
in the district was the sharp rise in membet-bank holdings of
state and local government securities. The rise, both in dollar
amount and percentage-wise, was greater than for Govern-

ment securities. District member banks reduced their holdings
of corporate securities.

The supply of mortgage credit was ample to meet the strong
demand in this district. Insurance companies, savings banks,
and savings and loan associations were active in this field as
well as the commercial banks. Lending terms were easier, par-
ticularly for FHA and VA loans, but mainly in the form of
Ower down payments and longer maturities. Interest rates on
Mortgages not insured or guaranteed by the Government did
soften somewhat. There was a substantial rise in VA no-down-
Payment, 30-year loans. But in the latter part of the year, lend-
€rs were becoming more insistent on a 5 to 10 per cent down
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payment, particularly for the 30-year maturity. The sec-

ondary market for mortgages was good, but buyers were be-
coming more selective as the year drew to a close.

IMPLICATIONS FOR THE FUTURE

In looking back on the 1953-1954 recession, what are the

implications for the future? One question which naturally
arises is why the recession turned out to be so mild.

For one thing, the downward pressures in this latest reces-
sion wete concentrated—they impinged mainly on heavy dug-
ables. Except for soft spots here and there, economic health
outside these industries was generally good. More important,
perhaps, were the strong forces tending to sustain economic

activity. The demand for goods and services by the Federal
Government, although declining,

was still at a high level.
Automatic and positive actions ten

ded to sustain personal and
corporate spendable incomes and

the credit policy of active
ease resulted in an ample supply o

f credit available on liberal
terms. These were strong snubbing forces. The timing of
these actions, although motivated somewhat by other reasons,
was also good considering the inherent difficulties involved.
The Federal Reserve shifted promptly to an easy-money polic
once evidence of recession began to emerge. The bulk of the
tax reductions became effective January 1, 1954; rather good
timing considering that legislative action was required.,

Another question is whether

cycle downturns have lost their
cumulative character. Most theories of

the business cycle
stress that once a decline starts it tends to spread and deepen.
It touches off a chain of reactions which tend to depress other
industries and push the depressed industries further down.
Recent evidence seems to indicate not that the cumulative type
of reaction has been eliminated but rather that under certain
conditions snubbing actions may blunt its impact., In 1954,
consumer spending rose somewhat more than the increase in
personal income after taxes, and comm

ercial banks made yge
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of the bulk of the reserves made available to them. It is sig-
hificant that the business climate was generally favorable to
the use of funds made available—confidence had not been
shattered nor had profits disappeared. To what extent the
shubbing actions would have been effective had the business
Flimate been far less favorable is a moot question. Experience
in the thirties, however, is not reassuring.

The Principal lesson to be gained from the 1953-1954 re-
cession is not one of essential changes in the nature of cyclical
Movements but that coordinated and timely actions can be
effective in cushioning a decline as well as in arresting a boom.

‘Onetary, fiscal, and debt-management operations were coor-
‘nated toward the common ob jective of arresting the reces-
Sion., Monetary and debt-management actions were promptly
adjusted to counteract the downward pressures. It would have
een better had tax reductions become effective in mid-1953.
Ut tax changes are more difficult to time properly. They.re-
quire legislative action as well as considerable preparation
efore changes can be put into effect. The results, ho“*’c"er’
S€¢m to justify concerted effort to make better use of this arm

of fiscal policy in combating booms and depressions than in
the past.

EXAMINING BANKS

If we ever lick the business cycle completely, some of the

cre#“ should go to the unsung, often unpopular, bank ex-

SMiner, Fighting the business cycle is not his job, but he does
ave the task of fostering a sound banking system. And strong
anks are an important requisite for economic stability.

Examining banks is only one aspect of the Federal Re-
) 3 A "
S€tve’s broad responsibility for contributing to economic

31



stability and growth. But it is one of the oldest. A basic
motive for setting up the Federal Reserve System over four
decades ago was to put an end to the recurring money panics
which had been plaguing the economy. One of the purposes
of the Federal Reserve Act which Congress actually spelled

out in the preamble was “to establish a more effective super-
vision of banking in the United States.”

Painful experiences had made it clear that banking was not
like other businesses. When banks failed, repercussions were
widespread; when banks were strong and healthy, they helped
the economy grow. In the area of responsibility delegated to
them, the forty-six men and women who work in this Bank’s
Department of Bank Examination contribute to economic
stability and growth by working toward strong banks.

This job is being carried on in the field by an examination
force of twenty-six men and at this Bank by an additional
twenty people. It has two main aspects: bank examination and
bank supervision. No one can say for sure where the dividing
line runs, but in general bank examination has to do with
getting facts and bank supervision has to do with acting on
the facts. Much of the time of the Department of Bank Ex-
amination is taken up with analyzing bank reports of condition
and earnings and expenses, considering proposed changes in
capital structures and corporate functions of banks, consider-
ing applications for the exercise of trust powers, implementing
examination reports, and other such supervisory activities. Ip
recent years the department has been particularly busy re-
viewing applications for bank branches and mergers.

A large part of the man-hours of the department, however,
is spent in examining the 77 state member banks in the Third
Federal Reserve District. At the end of 1954 these banks had
commercial department resources of $31/ billion, they held
in fiduciary, agency, or custody capacities resources of $3.8

billion and, with their branches, operated 175 banking offices.
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The job of examining banks has a number of objectives,
depending on how you look at it. We have already described
the objective in over-all terms. But while he must keep this
in mind, the bank examiner must also think in more specific
terms. His day-to-day objective is to get facts—facts wh.ich
can help him verify and evaluate a bank’s assets and liabilitles?,
including management. This is a highly technical, often c.lell-
cate, in some ways tedious but frequently stimulating job.
No one but an examiner knows exactly what it is like. To

the extent that words can describe it the following may give
some idea.

A*“typical’” examination

In order to do this we shall try to describe something that
oesn’t exist—a typical examination. The banks which this
Bank examines are as large as $744 million in deposits and as
small as $1.3 million. The largest take several weeks to ex-
amine; the smallest perhaps only a week. So if we were to
look at a typical day in the work of the Department of Bank
Xamination it would probably involve the examination of
a fairly large bank. In fact, some of the toughest problems
which the department has confronted in recent years has been
in handling the additional work load imposed by the growth
of large state member banks through mergers. Today, seven
large banks hold three-fourths of the resources of all state
member banks in this district.

Yet, over half of all state member banks have deposits of
etween $2 million and $10 million. Because most banks are
relatively small and because the examination process can be
traced more clearly, we shall pick a hypothetical bank out of
this group for our typical examination.

It is always a state member bank. National banks are ex-
amined by examiners working under the Comptroller of the
Currency. State banks which are not members of the Federal

33



Reserve System but are insured by the Federal Deposit In-
surance Corporation are examined by the FDIC and the
state authorities. State banks which are not members of the
Federal Reserve System and are not insured by the FDIC are
examined by the state.

Whenever feasible, examiners of this Bank examine state

member banks jointly with the state examiners. The FDIC
usually accepts reports of these examinations and does not
conduct its own. The Chief Examiner of this Bank and the
state authorities are in close touch with each other and, be-
tween them, decide when to examine certain banks and how

much man power each agency should contribute to the ex-
amination.

On the chosen day the examiners show up at the bank un-
announced. They start the examination either in the morning
before the bank opens for business or in the afternoon after
the bank has closed. In either case, they face at the outset a
major problem of examining the bank without disrupting
the bank’s operations, It is a little like measuring the pistons
of a car without stopping the motor,

The first thing the examiners do is to take control of the
bank’s assets and certain records. Assets which they can’t
immediately place and keep under visual control are sealed
until later. Then the examiners verify teller cash. In an ex.
amination starting in the morning, they must do this quickly
so that customers are not kept waiting in the lobby. After
verifying teller cash,

the examiners check cash in the vault
and other cash items,

Speed is also important in checking the deposit account
records. While some examiners are still counting cash, others
are starting the adding machine listings of checking and sav-

ings ledgers. They compare the totals of these listings with
the general ledger controls in order

to determine whethey the
deposit ledgers are in balance.
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This early phase of an examination can be wearing on the
nerves. Much of it is routine. In a bank the size we are talk-
ing about, for example, it means counting thousands of indi-
vidual pieces of currency. In the examination of a large bank
the force is largest at this point; before the examination is
over the force has shrunk to only a few men. In our typical
example, however, the force is much smaller and continues
about the same throughout the examination.

Fortunately, this early phase lasts only a day or two and
once the cash and ledger listings are out of the way, pressure
for speed abates somewhat. The notes in the loan portfolio
Must also be checked against the several ledger controls, but
this does not have to be done quite so quickly.

The examiners now start to get the vault out from under
seal. They open the compartments of the vault which hold
collateral and the bank’s investments, and inspect and com-
Pare these items against the records. Other jobs left to do

are verifying other deposit liabilities and the shares compris-
Ing the bank’s capital.

. Thus far the examination involves more procedure than
Judgment. Tt is in the evaluation of assets that judg{“em
comes into play. In evaluating investments the examn?ers
first look at maturities, then the type of securities (U.l?lfed
States Governments, municipals, railroads, public u"h?lcs’
¢tc.), and finally quality. They divide the investments into
our groups, depending on quality: (1) high-grade bonds,
(2) bonds which have speculative characteristics but are not
in default, (3) defaulted bonds, (4) stocks.

In making these evaluations, the examiners use their own
J_udgment but are aided considerably by quality ratings pub-
ished by investment services. Their job is also much easier
than it once was because banks now hold a much larger pro-
Portion of Government securities in their portfolios. Never-
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theless, this phase of the t
examiners to look at sever
and come up with a cons

ypical examination still requires the
al million dollars worth of securities
idered judgment as to their quality.
A more severe test of the ex
is in the evaluation of loans.
many loans. For the loans secur
able securities, for example,
of collateral whether the |o

aminers’ judgment, however,
They have no problem with
ed by life insurance or market-
it is easy to tell simply by the value
ans are covered. But many loans
nd require individual analysis. And

ty of loans they encounter, Their
ey are constantly
omposite opinion
and conditions in

going from bank to ba
of many bankers as tot
specific industries,

nk, absorbing the ¢
he business outlook

Examiners are asq helped b
The more complete the credit
job becomes and the more acc

y material in the bank’s files.
files the easier the examiners’

Some examiners, from experience acquired
over many years, have an. almg

St uncanny credit sense and
can gauge accurately the
tion is scarce.
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Everything we have said up to now has to do with the
commercial department of the bank. Since 55 of the 77 state
member banks in this district exercise trust powers, however,
chances are that our typical examination includes the examin-
ation of a trust department. Of the twelve examiners in the
Department of Bank Examination, seven specialize in examin-
ing commercial departments and. five specialize in trust ex-
aminations. The fourteen assistant examiners do not special-
ize 50 much. Over one-third of examination man-hours is
spent in examining trust departments. Most of the trust
examiners’ time, however, is spent in the trust departments
of several very large banks. It would take only a few days to
examine the trust operations of our typical bank.

During this time, the examiners attempt mainly to deter-
mine whether the trust department is being operated properly.
A bank, like any other fiduciary, is liable to surcharge if it
does not discharge its duties within requirements of law. The
examiners bring to management’s attention any instances in
which the institution’s performance could be questioned.

Perhaps the greatest test of the examiners’ judgment is in
evaluating the bank’s management. The first line of defense
for a bank’s deposits is its capital structure. But managemcr.\t
is also very important; good management will be able to avoid
most losses. From this point of view alone the examiner has
a responsibility to determine the capability of management.
Ordinarily, he can get some idea from the quality of the bank’s

assets. If asset quality is satisfactory, it usually indicates that
Management is satisfactory.

'GOOd management, however, is also one which builds a

Vigorous and growing institution that can serve its community.

€ examiner must judge how well management is providing
adequate succession and is meeting the needs of the area.

Altogether, the examiners have spent perhaps the best
Part of a week getting facts. Now they must make their re-
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port. This is a document of about sixty pages, containing
tables of figures and the examiners’ judgments and recom-
mendations. The examiners first review their findings with
management of the examined bank and then submit a draft
of the report to the officers in charge of the Department of
Bank Examination. After necessary additions and corrections
are made, a final draft is prepared. Copies of this report go
into the files of this Bank and are sent to the State Banking
Department, the Board of Governors in Washington, and
the examined bank. This Bank also receives copies of reports
of examinations of national banks in this district which are
reviewed and analyzed.

At this point, bank examination leay
vision takes over.

sent to the examin
of bank examinat
ings of the exa
may be necessar
fied in the

cation, on

es off and bank super-
With the copy of the examination report
ed bank is a letter from the officer in charge
ion. This summarizes the important find-
mination and recommends whatever action
y. It requires the charge-off of all items classi-
“loss” category. Of the total “doubtful” classifi-

e-half is deducted from capital structure in the
examiners’ report, but usual

ly no actual charge-off is required.
If the volume of doubtful assets is significant, however, man-
agement may be requested to set up adequate reserves. If
the volume of classified assets is large, management is urged
to make every effort to j

mprove the quality of assets and, in
some cases, to obtain more capital.

Conclusions

How much influence do examin
operation of banks? Ask the banker. On the first day of an
examination he may feel that examiners were created simply
n it already is. But by
r is welcoming the ex.
his bank. He is anxioys

ons revealed by examin-

ers really exert on the

to make his life more complicated tha
the last day the conscientious banke
aminers’ objective, unbiased view of

to correct any unsatisfactory conditi
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ations. He knows that it is not only good business but is
good for the economy for his bank to be strong and healthy.

Of course, bank examiners can’t solve all problems. For
one thing, they constantly are trying to make the public
understand that a bank examination is not an audit. A full
audit would involve verifying all liabilities as well as assets,
Checking all depositors’ accounts by getting in touch with de-
Positors, verifying the genuineness of signatures on every note
and the accuracy of every figure entered on the books. This
is the auditors’, not the examiners’ job. Yet examiners do
try to uncover fraud and, more important, try to encourage
Mmeasures which will prevent fraud. They review audit and
Internal control procedures and make suggestions, when neces-
sary, for improving internal safeguards.

Examinations also are not intended to be used as a tool of
counter-cyclical policy. By encouraging sound banking poli-
cies and procedures, however, bank examiners contribute to
a healthy economy. And by drawing on their experience and
k“OWIedge of the economy, they can guard against over-
confidence in booms and over-pessimism in recessions. They
play an important part in the achievement of the objective of

the Federal Reserve System—the encouragement of a stable
and growing economy.

RESERVE BANK
OPERATIONS - 1954

The Federal Reserve Bank of Philadelphia made several
changes in procedures to improve efficiency. Adaptation of
th‘_’ punch card to the operations of the Bank is constantly

¢ing studied. The latest development relates to member-bank
reserve accounts. Handled heretofore on accounting and
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adding machines, this operation is being transferred to punch
cards beginning in 1955. This change is expected to reduce
costs, supply the banks with more uniform statements of their

reserve balances, and facilitate routine checking of the ade-
quacy of reserves carried by individual banks,

Work in the collection department was speeded by a shift
in the sorting of checks from an alphabetic to a numeric basis
—a change made possible by the fact that over 95 per cent
of the checks coming in to us now carry the combined A.B. A,
number and routing symbol in the upper right-hand corner,
The cash department began to pay out the notes of other
Reserve Banks, under an amendment to the Federal Reserve
Act permitting this to be done without penalty, with the result
that the work of sorting currency was reduced considerably
and a substantial saving was effected in shipping costs. Service

nks was improved by extension of the armored-
car service for the deliver

y of currency and coin to additional
communities,

Operations of indivi

such large amounts a

dual departments of the Bank involve
wholesale.”

$ to warrant the description “banking at

cks—Government

mained very heavy as n pieces of currency
and 372 million coins w

ere counted in the course of the year.

Issues and redem
increased further in 1954, Tp the case o

savings bonds, the total of issues an.

and issuing and paying agents increased from 13,400,000
pieces to 13,900,000, Beginning in August, a major pa

rt of
the processing of paid savings bonds was transferred to the
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regional office of the Treasury, but the Reserve Bank continues
to receive shipments of bonds from paying agents. This re-
duction in one phase of the fiscal-agency work was countered
In part by a new duty—the processing of postal receipts be-
ginning in January. Postmasters throughout the district send
us surplus funds in the form of cash, money orders, savings
albums, and checks. We prove each deposit and render an
accounting to the Post Office Department.

Borrowing from the Reserve Bank declined considerably,
as reflected in a decrease from $31 million in 1953 to $8
million in 1954 in the average daily amount of credit being
extended to member banks. The number of banks accommo-
dated also fell off, but not so sharply—from 167 to 138. The
ighter use of Federal Reserve discount facilities reflected gen-
eral easiness in the credit market, due partly to lessened de-

mand in some sectors and also to the System policy of making
reserves readily available.

~ Among the operations summarized in the table on page 49
is the transfer of funds, which increased in number to a new
high of 86,000 transactions involving the movement of $43
billion, Expansion also was recorded in the processing of de-
Positary receipts for withheld taxes. Some decline, however,
was reported in coupons redeemed, in coupons clipped, and
in debit and credit entries incident to direct sendings and the
group and wire-clearings plans.

More than 800 bank directors and officers from all parts
of the district attended a series of twenty tat-home’’ meetings
held during 1954. They had the opportunity to inspect re-
serve banking in action and to witness the results of constant
efforts to integrate large-scale and diversified operations. In
the course of the programs—which included addresses sup-
plemented by flannel-board and other visual aids—the struc-
ture and workings of the Federal Reserve System and the
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credit market were discussed, as well as the instruments of

credit policy, developments in the banking field, and the out-
look for business conditions.

The objective of contributing to wider understanding of
the economy in general and the banking system in particular
was served by numerous addresses before other groups, tours
of the Bank by educators and students, and such media
as the monthly Business Review. Valuable data on banking
and business conditions constantly are being assembled and
analyzed. This is done primarily for the information of those
charged with the formulation and administration of bank-
ing and credit policy. Disseminated through publications, re-
leases, and by word of mouth, this information also serves
the useful purpose of putting into the hands of businessmen

and bankers data helpful to th

em in working out their own
problems.

Directors and officers

The terms of Wadsworth Cresse as a Class A director and
of Andrew Kaul, ITI, as a Class B director terminated at the
close of 1954, Banks in Gro

up 2 elected W. Elbridge Brown,
President and Trust Officer of the Clea

rfield Trust Company,
Clearfield, Pennsylvania, to succeed Mr. Cresse, and Group 3
banks elected Bayard L., England, President of the Atlantic City
(New Jersey) Electric Conupany to succeed Mr. Kaul. Their
terms are for three years beginning January 1, 1955,
William J. Meinel was reappointed by the Board of Gov-
ernors of the Federal Reserve

System as a Class C director for
a three-year term beginning

January 1, 1955, He will con.
tinue to serve as Chairman and Federal

Reserve Agent during
1955, and Henderson Supplee, Jr., will continue as Deputy
Chairman.
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The Board of Directors of this Bank appointed William
Re K. Mitchell, Chairman of the Board of the Provident
Trust Company of Philadelphia as the district’s representative
on the Federal Advisory Council during 1955. He succeeds
Geoffrey S. Smith, President of the Girard Trust Corn Ex-
change Bank, Philadelphia, Pennsylvania, who served over
the years 1952, 1953, and 1954.

James V. Vergari, formerly Counsel and Assistant Secre-
tary, was named Vice President and General Counsel. The
Assistant Counsel, Murdoch K. Goodwin, was appointed
Assistant General Counsel and Assistant Secretary. Their
appointments were effective January 1, 1955.
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DIRECTORS as of February 1, 1955

“

Term expires
December 31

Group Class A

| WILLIAM FULTON KURTZ

Chairman of the Board, The Pennsylvania Com-
pany for Banking and Trusts, Philadel

vania

2 W. ELBRIDGE BROWN

President and Trust Officer, Clearfield Trust Com-
pany, Clearfield, Pennsylvania

3 BERNARD C. WOLFE

President, The First National Bank of Towanda,
Towanda, Pennsylvania

phia, Pennsyl-

Class B
| CHARLES E. OAKES

President and Director, Pennsylvania Power and

Light Company, Allentown, Pennsylvania

2 WARREN C. NEWTON
President, O, A. Newton and Son Company,
Bridgeville, Delaware

3

BAYARD L. ENGLAND
President, Atlantic Cit

y Electric Company, Atlan-
tic City, New Jersey

Class C

WILLIAM J, MEINEL, Chairman
President and Chairman of the Board, The
Heintz Manufaduring Company, Philadelphia,
Pennsylvania

HENDERSON SUPPLEE
President, The Atlant;
delphia, Pennsylvania

LESTER V. CHANDLER
Professor of Economics,
Princeton, New Jersey

+ JR., Deputy Chairman
¢ Refining Company, Phila-

Princeton University,

1956

1957

1955

1955

1956

1957

1957

1955

1956



OFFICERS as of February 1, 1955

ALFRED H. WILLIAMS
President

W. J. DAVIS
First Vice President

KARL R. BOPP
Vice President

ROBERT N. HILKERT
Vice President

ERNEST C. HILL
Vice President

WILLIAM G. McCREEDY

Vice President and Secretary

PHILIP M. POORMAN

Vice President

JAMES V. VERGARI

Vice President and General
Counsel

RICHARD G. WILGUS

Cashier and Assistant Secretary

JOSEPH R. CAMPBELL
Assistant Vice President

WALLACE M. CATANACH

Assistant Vice President

NORMAN G. DASH

Assistant Vice President

GEORGE J. LAVIN
Assistant Vice President

EVAN B. ALDERFER

Industrial Economist

CLAY J. ANDERSON

Financial Economist

MURDOCH K. GOODWIN

Assistant General Counsel and

Assistant Secretary

EDWARD A. AFF
Assistant Cashier

HUGH BARRIE
Machine Methods Officer

ZELL G. FENNER
Chief Examiner

RALPH E. HAAS
Assistant Cashier

ROY HETHERINGTON
Assistant Cashier

FRED A. MURRAY
Director of Plant

HENRY J. NELSON
Assistant Cashier

HARRY W. ROEDER
Assistant Cashier

HERMAN B. HAFFNER
General Auditor
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STATEMENT OF CONDITION
Federal Reserve Bank of Philadelphia

End of year
(000's omitted in dollar figures) 1953 1952
ASSETS
Gold certificate reserves: §
Soldicertificatosy 443, .. . JIISCHBEmE o f 0,496 $1,300,725 | $1.271,008
Redemption fund—Fed. Res. notes . .......... 8,9 61,085 57,278
Total gold certificate reserves.............. $1,279,424 $1.361,810 | $1,328,286
Fed. Res. notes of other Fed. Res. Banks. . ... .... 17,2 17,104 16,086
Ot cash "I B e ERERINIR M 26,837 18316
Loans and securities:
Discounts and advances..................... ! 4,555 5.476
industeialf[ans A ot SLRRERREME - b 1,380 3,469
United States Government securities. .. ... ... 1,514,65 1,525,491 1,510,542
Total loans and securities, .. .............. $1.531.426 $1.519.487
Due from foreignichankes;. it SNk ok Ly 2 2
Uncolloctad iffamse e ea i SURE LTS C 253,896 252,296
BankSipremiseg’ it o ot ASHRSRENSEE. o ' 4734 3269
lfother acsstelir. " BEERISERERR g 7 8,845 9.762
JTota). assater by, |, SETANBRICATRE o e 090,71 $3.204,654 | $3,147.504
LIABILITIES
Federal Reserve notes................ce.eves 1$1,845959 | $1,896948 | $1,857,370
Deposits:
Member bank reserve accounts. ... ... .0.vns.s 884 959,879 929318
United States Government, ... .s:s.ssssssses j 30,135 33,091
Foraign)en b 1 RS | | ; 30,690 40,833
OHatidepasitiif. .. . 1, , , i Feet i e \ 14,134 8.688 K03
Totalidaposia s, it ;R NRL L ey Ty $1,029,392 | $1,010,335
Deferrad availability items .............o0e... 70,707 201,073 i
lctiorTighilfitas 4t SEULRIIIER. vk 685 875 L1
Totaliliabilitiossimekl s S tiuh S A0 ) $3,01 $3,128,288 | $3,074,330
CAPITAL ACCOUNTS
CapliaLpaid o,y v, AU R | $18,017 $17,186
BUrPUs=Sartian 7%, mres vo o IR e ’ 45,908 43,578
S‘-"Plus—Secﬁon 13 i Tl . i 4,489 4,489
Reserves for Contingencies: Nmnen e SRS st S ‘ ; 7,952 7.921
Total liabilities and capital accounts. . ...... $3,09 $3,204,654 | $3,147,504
Ratic of gold certificate reserves to deposit and ¥
Federal Reserye note liabilities combined. .. | 46.5%, 46.3%,
Commitments to make industrial advances....... $1.724 $1.136




EARNINGS AND EXPENSES
Federal Reserve Bank of Philadelphia

(000's omitted)

1953 1952
Earnings from:
U. S. Government securities. ................ .‘ $30.649 | $27,455
O BT S OURCOR itk iaramarers ATl ARt ot « o oo s 747 738
Jotal" Sarainge it . : . - Eamiena el - $31,396 $28,193
Net expenses:
Operating expenses* ....................... $ 5612 $ 5,286
Cost of Federal Reserve CUREBDEY Samili . . ' & 1,04] 817
Assessment for expenses of Board e f
otiGovernorst LAl sk RETSRSEaE 310 322
Tota) net ‘expensasi. i irasing: « i o $ 6,963 $ 6,425
Current net earnings.................. i ot $24,433 $21,768
Additions to current net earnings:
Profits on sales of U, S. Government
securitiesyinat] iy, . O . 126 132
DHAIRRE Jor oo o SRTTINIREY - — |
Totel addifions”. S BRI« 1 1 $ 126 $ 133
Deductions from current net earnings:
Retirement System—adjustments for
rovised benefits i i SUSSRENEE | ] 159 —
Reserves for contingencies ........ ... .. 31 29
Al other o AR e o o 1
Total daductions .7 i XSS - - ; | $ 194 $ 30
Net additions or deductions (—), .., . . . » s —$ 43 3\l03~
Net earnings before payments to B =
United States Treasury ................ .. $24,365 $21.871
Paid to United States Treasury (interest on
Federal Reserve notes) ................ ... . 20,974 18,763
BISIEBHRE 13 - M o, % . S ERERY - " 1,060 1,023
Transferred to surplus (Section T e, $ 2,33| $ 2,085

“After deducting reimbursements received for certain fiscal-agency and other expenses
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VOLUME OF OPERATIONS
Federal Reserve Bank of Philadelphia

1953 1952
Number of pieces
(000's omitted)
Collections:
Drdinaryiichatks b duin | o e 171,300 ‘;:'3:
Government checks (paper and card)........ 35,400 23.600
Post Office money orders (card)............ 23,100 .800
N ONZCash TRt 2 e e s SR S 900
Clearing operations in connection with direct
sendings and wire and group clearings plans®. . 1191 L2
dransfersTof Hlinds ot e o ordidh, IEE 82 3
U Cy/icoURted il Sl b, . o rah .. Ln sl ] 319,100 304,200
Coinskcounted /s b e tt | | i o IR 439,700 412,800
Discounts and advances to member banks. . ... .. 2 Zlb
Depositary receipts for withheld taxes. ... ...... 349 3
Fiscal-agency activities:
Marketable securities delivered or redeemed. . 209 157
Savings bond transactions—
(Federal Reserve Bank and agents)
Issues (including re-issues) ............... ! 6815 pasi
Redemptions: ;... kv i+ i coolila i) 6,609 6,132
Cou
bstoci] v ethehes: e we |
Dollar amounts
(000,000's omitted)
Collections:
Ordinary ichocks: ¢ 1, ko e e o s S $51,747 “a‘gz
Government checks (paper and card)........ ; 5025 4'3“
Post Office money orders (card)............ : 338 149
Bnscashifitemst. o ahili oo . o 159
C|aarin‘g operations in connection with direct 3 22873
sendings and wide and group clearings plans*. . 26,532 :
LT G AT Pl s B 33963 30,798
Currency T T R o e R e et ey 2084 I'Q;;
Soins colitad -, v ik a1 SIS 57 1
Discounts and advances to member banks....... 5 4,028 ":'059
DGPOsifery receipts for withheld taxes.......... 1.245 .
Fiscal-agency activities:
Marketable securities delivered or redeemed. . 8,970 8,405
S;Vidngs Ibond fransacﬂonsé— )
ederal Reserve Bank and agents
Issues (including re-issues) ............. 406 388
Redemptions! i in e bl 10T, THCHRE LA 2 412 21
Coupons redeemed (Government and
agencies) . ....., AT e ' 89 87

*Debit and credit items.
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MEMBER BANKS
Third Federal Reserve District

Statement of Condition

(Dollar amounts in millions)

-~ w
2

ArorrNoo
o~

BN

s

Earnings, Expenses, and Profits

(Dollar amounts in millions)

=3 2 —
+ 1.4 + 8%,
+ 8.0 + &
+ 28 + 7
+$12.0 + 59,
+$ 538 + 89,
+ 28 + 13
+ 40 4%
+$12.6 + 8%
=900 — 1%
+$11.0 + 1419,
= — Y
SRRSO ST
+$ 5.6 = N
148318 Sk |4/°

*Prelimina

ry.

**Adjusted Xor mergers and changes in membership.
tIncludes transfers from valuation reserves.
f1Includes transfers to valuation reserves,
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FACTORY EMPLOYMENT AND HOURS "
Third Federal Reserve District

1,161.3

1,190.2 ; 394
1,259.5 40.3 584.2 41.8 675.3 39.2
1,272.0 40.4 606.9 41.7 665.1 39.4
1,327.5 40.2 660.0 41.2 667.5 393
1.214.2 38.9 583.4 39.5 430.8 384
1,265.5 38.1 623.5 38.9 6420 374
1,256.7 39.2 6139 39.9 642.8 38.7
1,244.0 393 604.3 39.9 639.7 38.8
1,222.9 37.8 594.9 39.1 628.0 368

1,197.5 38.5 576.8 39.2 620.7 38.0
1,191.9 38.8 567.6 39.4 624.3 38.4
1319343 38.6 572.5 39.0 620.8 384

1,202.3 39.2 569.2 39.3 633.1 39.1
1,204.0 39.1 569.9 39.5 634.1 38.7
1,199.4 39.0 571.4 39.8 628.0 383
1,197.4 394 568.3 40.2 629.1 38.8

1,196.0 39.6 568.6 40.0 627.4 39.2

* .
ishma'fes of employment include production and nonproduction workers.
verage hours cover only production workers.

INCOME AND PRICES

Factory Payrolls:
1949=100

. Farm income —

Prices; 1947-1949—=100

100 102
11 102
127 140 112
131 150 117 110 114
145 174 122 108 115
129 147 115 100 e
132 156 114 95 15
134 156 118 88 115
133 152 118 98 115
125 146 109 93 115
125 142 112 96 115
125 140 114 98 16
125 142 113 115 16
128 142 118 121 116
129 144 118 108 116
129 146 16 107 16
131 149 117 96 116
131 149 119 88 116

s°urces:

*U. S. Dept. of Agriculture.  {U. S. Bureau of Labor Statistics.
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DEPARTMENT STORE SALES

1947-49=100
(Adjusted for
seasonal
variation)

100
106
109
109
I
108

106
11
106
109
105
109
109
107
107
105
I
113

99
104
106
104
106
106

102
108
103
107
102
I'10
106
108
107
100
110
109

100
108
110
N
115
Il

115
105
107
110
114
109
117
110
104
113
11
16

99
102
104
104
107
104

103
96
105
103
101
104
107
101
107
105
108
107

100
109
110
114
116
115

114
114
110
124
110
114
I
I
120
114
I
121

105
116
121
122
121
114

Bl

114
110
12]

104
118
118
109
114
116
114
118

98
101
100

99

99

94

9l
95
85
94
89
9l
9l
93
98
89
98
104

DEPARTMENT STORE INVENTORIES

1947-49—=100
(Adjusted for
seasonal
variation)
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123

133

114

109

100
106
114
117
129
122

123
120
121
130
123
121
131
120
1
121
115
125

131



