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Focus On Financial Policy In 1961

he U. S. economy, Or any private-enter-
Tprise economy for that matter, would
have difficulty in functioning effectively with-
out at least a minimum contribution from the
public sector of the economy. In this connec-
tion, our public sector is committed, through
the Employment Act of 1946, to pursue poli-
cies which are consistent with promoting
economic growth, maximum employment, and
price stability. Thus, it is widely regarded
that public policy in general should move
against the tide of cyclical fluctuations in
business activity, in order to help stimulate
the economy during periods of recession and
to help prevent excesses during periods of
expansion.

Within the broad expanse of public policy,
we discuss in this article a segment which
may be identified as “ financial policy”. The
three aspects of financial policy which are
discussed in the pages that follow are: fiscal
policy, debt management, and monetary
policy. It is readily conceded that the influ-
ence and implications of these aspects of
policy may be more than merely ‘*financial '\
Yet, since fiscal policy, debt management, and
monetary policy influence demand-supply re-
lationships for credit, flows of funds through
the nation’s money and capital markets, and
interest rates, among others, it seems logical
to consider such policy in a financial context.

Our focus is on financial policy in 1961—
a year in which a recession came to an end
and in which the economy proceeded to re-
cover smartly. We are interested specifically
in the three aspects of financial policy as they
operated in apparently coordinated fashion,
first, to help end the recession, and then to
help promote a strong and sustainable busi-
ness recovery.

2

Fiscal Policy in 1961

Fiscal policy refers to the way in which
the Federal government, through decisions
affecting tax programs and appropriations
for expenditures, shapes its income and
spending to influence the nation’s business
activity. For example, when used to help
counteract a recession, fiscal policy usually
attempts to supply more funds to the econ-
omy through Government spending than are
absorbed in the form of tax receipts. One
measure of fiscal policy is the Federal cash
budget—a record of government receipts and
payments.(1)

In any calendar year, the cash budget is
expected to show a surplus in the first half
of the year, when tax receipts are seasonally
large, and a deficit in the second half of the
year, when expenditures usually more than
offset receipts. The sizes of the surpluses and
deficits vary, however, in response to both
changing economic conditions and to fiscal
policy actions. For example, present tax pro-
grams tie a substantial portion of total cash
receipts directly to the incomes of business
firms and individuals; thus, as incomes de-
cline, Federal cash receipts also decline, and
as incomes rise, cash receipts rise.

In 1961, total cash receipts of the Federal
government, which include income, employ-
ment, estate and gift taxes, and customs
duties, declined fractionally from the previ-
ous calendar year. An after-effect of the re-
cession may be seen in the year-to-year 6-per-
cent decline in corporate income tax receipts,
as corporate tax collections typically did not
rebound with the upturn in business. Most

(i) The cash budget, rather than the administrative budget,
is used in this article, because the former is more inclusive
in its content. Statistics are from the Treasury Department
and the Bureau of the Budget.
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other tax receipts did not decline on a year-
to-year basis, however, because of the relative
stability of income and spending during the
recession and recovery.

Total cash receipts exceeded cash spending
in the first half of 1961, so that the cash
budget showed a surplus of $2.6 billion. (See
the accompanying chart, which illustrates the
Federal cash budget on a quarterly basis.
The shaded panels represent periods of re-
cession.) It is important to note, however, that
the seasonal surplus was smaller than is
usually realized.(2 It was less than one-third
as large as in the first half of 1960, and was
also smaller than that of the first half of 1958,
another period of recession and recovery.

Thus, the surplus in the first half of 1961
(2) On a seasonally adjusted basis, for example, the cash

budget showed a deficit of $4.0 billion in the first half of the
year.

had less of a contractive effect on the economy
than it usually does, or than it did in the
similar period of 1958.

In the second half of 1961, the cash budget
was in deficit status by more than $9 billion.
In this case, the deficit was larger than in
the same period of 1960, and, in fact, was
larger than is usually realized. The deficit
thus had more of an expansionary effect on
the economy than is usual during the second
half of a year.

The direct actions of fiscal policy in 1961
were most evident in government expendi-
tures. Cash spending rose sharply, with the
total for the year about 10 percent more than
in the previous year. Although part of the
increased spending was the result of the
international situation, which necessitated
greater expenditures for defense and foreign
aid, cash payments also rose in connection
with domestic programs to help counteract
the recession and to help bolster the recovery.
Such programs included a speed-up in high-
way construction payments, and an increase
in the amount of social security payments,
unemployment benefits, agricultural subsidies,
and spending for public health and urban
renewal.

For the year on balance, fiscal policy ac-
tions supplied about $6.4 billion more to the
economy than were taken out in cash receipts.
Over and above the contribution to the econ-
omy by government spending in general, the
excess of payments over receipts helped stim-
ulate over-all economic activity. Fiscal policy
was thus on balance an important factor in
the business recovery of 1961.

Management of the Federal Debt in 1961

Debt management consists of the actions
taken to influence the ownership, interest
cost, and maturity structure of the Federal
debt. One objective of debt management is the
achievement of a balanced maturity structure.
An appropriate balance between short- and
longer-term issues is desirable for two rea-
sons: (1) it ensures a safe outlet for in-

3

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



$ BT
TOTAL TREASURY FINANCING

Billions el dollars
80 Ir

*57 ’58 ‘59 '60 *6l

vestors with available long-term funds, and
(2) it helps to counteract the constant short-
ening of the average maturity of the Federal
debt which occurs with the passage of time.
In addition, a concentration of debt maturing
within one or two years would mean that the
Treasury must undertake a larger number of
financing operations, which would involve to
some extent additional interference with
money and capital markets. Moreover, more
frequent financing also might have to be ac-
complished without regard to prevailing in-
terest rates.

It is widely recognized, however, that dur-
ing a recession and early in a period of re-
covery it may be in the best interests of the
economy for the Treasury to finance matur-
ing debt and new cash needs of the Govern-
ment mainly through short-term issues. This
is done “ in order not to pre-empt an undue
amount of the new savings needed to support
an expansion of the economy”/3* i.e.,, the
long-term funds that otherwise might be
channelled into private economic activity.
Short-term financing by the debt managers

(3) From “Debt Management and Advance Refunding”, U. S.
Treasury Department, September 1960, p. 2.

4

also helps to bolster the liquidity of the econ-
omy in periods of recession; this is important
in the sense that additional liquidity may act
to stimulate spending.

Short-term financing during a recession is
often considered desirable even though a de-
cline in interest rates may create an oppor-
tunity to fund long-term Government issues
at lower interest costs. Many observers feel
that interest costs should be a secondary con-
sideration in debt management — that costs
should be weighed in terms of the possible
economic effects of the absorption of long-
term funds, for example.

A large portion of the gross financing by
the Treasury Department in 1961 was in the
form of short-term issues. Nearly $66 billion
in Government securities were issued during
the year, or only $1 billion less than the aver-
age for the preceding four years (1957-1960).
Of the total amount financed in 1961, 37 per-
cent was in securities maturing within one
year—the smallest proportion of highly-liquid
issues released in recent years.(d In contrast,
if all new issues maturing within a two-year
period are combined, such securities accounted
for 71 percent of total Treasury financing in
1961, as compared with 68 percent in 1960
and with 65 percent in 1958.

Thus, the contribution of debt management
toward aiding the business recovery in 1961
was to increase the amount of short-term
Government securities in the economy. This
increase in near-money assets added to the
general liquidity of the private sectors (par-
ticularly among commercial banks) without
absorbing long-term investment funds, which
could be channelled into private economic
activity.

Insofar as meeting other goals of debt man-
agement, in 1961 the average maturity of the
Federal debt was held steady, and the propor-

(4) The decline in the proportion of issues maturing within
one %/ear was due in part to the decreasing use of Treasury
certificates of indebtedness as instruments of Federal borrow-
ing. Currently, debt managers seem to prefer to borrow
through short-term Treasury notes, which carry maturities of
one to five years, in contrast to the maximum one-year length
of Treasury certificates. Data on the Federal debt are from
the Treasury Department.
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tion of gross financing involving maturities of
ten years or more was within one-half of one
percent of the proportion financed in both
1960 and 1958. Interest costs on the total
Federal debt in 1961 were below 1960 costs
because of the lower level of interest rates
during the past year. Finally, an important
side-effect of the relatively large amount of
short-term Treasury financing was that the
increase in the supply of such securities
helped offset downward pressure on short-
term interest rates in general.(5

Monetary Policy in 1961

The third aspect of financial policy—mone-
tary policy—involves the actions taken by the
Federal Reserve System to influence the flow
of credit and money which is necessary to
foster growth and price stability in the econ-
omy. Although Federal Reserve actions are
directed through the commercial banking sys-
tem, such actions are felt ultimately in the
financial activity of the entire economy.

The Federal Reserve System affects the
volume of reserves held by the commercial
banking system. The amount of reserves the
banks hold will determine, in turn, their
ability to satisfy demands for money and
credit. Thus, by affecting the volume and
composition of bank reserves through a num-
ber of different actions—open market opera-
tions, discount policy, and changes in re-
serve requirements—the Federal Reserve Sys-
tem is able to influence the availability and
cost of bank credit. Credit which is extended
by the banks in the form of loans and invest-
ments is singularly important because it serves
as the support for the deposits which are the
nation’s money supply. The Federal Reserve
System is always interested in having an ade-
guate supply of money in the economy. Thus,
if an increase in the money supply is deemed
desirable, the System will move to supply
additional reserves to the banking system.
Let us consider the record of the past year
(5) It might be noted that an important factor influencing

the relatively I_&lrﬁe—scale short-term financing in 1961 was
the absence ‘of inflationary pressures.

or so to see what the Federal Reserve has
done in such a situation.

Following the peak of the most recent busi-
ness cycle (May 1960), various market fac-
tors would have reduced bank reserves sub-
stantially unless offsetting actions were
taken.(®) Chief among such factors was the
large outflow of gold that occurred late in
1960. Intensifying this absorption of reserves
were a seasonal increase in the amount of
currency in circulation and a decrease in the
volume of float. The Federal Reserve System
uses open market operations in U. S. Govern-
ment securities to offset the impact of market
factors. (By purchasing securities, the Sys-
tem supplies additional reserves to member
banks.) It is evident from the accompanying
chart that the System purchased large
amounts of Government securities to help off-
set the market factors in the latter part of
1960.

Taking the period on the chart from the
peak of the most recent business cycle through
the end of 1961, market factors, taken to-
gether, absorbed $3.3 billion of bank reserves,
with most of the change taking place in the
last half of 1960 and 1961. The cumulative
change in Federal Reserve holdings of Gov-
ernment securities during the same period
(June 1960 to the end of 1961) was not as
large, amounting to $3.1 billion. The differ-
ence was more than balanced, however, by
the result of a series of changes in reserve
requirements that were made in the second
half of 1960, and which are not shown on the
chart. By putting central reserve city banks
in the lower-requirement class of reserve city
banks in late 1960 and by allowing banks to
count all of their vault cash as part of their
legal reserves, the Federal Reserve System
released nearly $2 billion net in usable re-
serves. As a result, between June 1960 and
the end of 1961, the combination of open
market operations and changes in reserve re-
quirements more than offset the total effect of

(6) The major market factors which absorb bank reserves
are an increase in currency in circulation, a flow of gold out
of the country, a decrease in float, an increase in Treasury
cash holdings and in Treasury deposits at the Federal Re-
serve banks, and a decline in Treasury currency outstanding.
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OPEN MARKET OPERATIONS vs. MARKET FACTORS
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* Include changes in gold stock and foreign accounts, Treasury operations, float, currency in circulation,
and other deposits and accounts at the Federal Reserve banks.

NOTE: (+ ) or (—) indicates effect on free reserves.

all market factors, indicating that on balance
the Federal Reserve supplied reserves to the
banking system.

The effects of Federal Reserve actions dur-
ing the period between June 1960 and the
end of 1961 are shown on the chart on the
cover of this issue. The chart shows, first, that
the Federal Reserve System acted to increase
total bank reserves early in the recent re-
cession (shaded area in 1960-61) so that a
net amount of about $800 million, on a sea-
sonally adjusted basis, was added from peak
to trough. This increase was 25 percent more
than in the previous recession (shaded area
in 1957-58). Moreover, total bank reserves
continued to rise in the recovery months of
1961, in response to Federal Reserve actions.
From February through November, total re-
serves increased by about $700 million—an
amount in excess of the rise during the two
previous recovery periods.

One purpose for increasing bank reserves

is to increase the money supply (demand de-
posits and currency in circulation) and thus
to facilitate economic expansion. In the re-
cent recession, however, the rise in total re-
serves did not result initially in a large net
increase in the amount of demand deposits
and currency. Such a development is not un-
usual in recessions; in 1957-58, for example,
the growth in the money supply was even
less. The change in the money supply in 1960-
61 was relatively small, even though net free
reserves — the difference between excess re-
serves and borrowings of member banks —
hovered within the $400-600 million range
between September 1960 and February 1961.

While the money supply showed only a
small net change in the past recession, the

(7) There are a number of explanations for the increase in
time deposits during periods of recession: (1) money is not
used as frequentl uring recessions and may be held in
less-volatile time deposits; (2) the interest i>aid on time de-
posits attracts idle and otherwise nonearning funds; and
(3) time deposits are becoming increasingly liquid, due
partly to the recent introduction of negotiable time -certifi-
cates of deposit.
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money supply plus time deposits, as shown
in the cover chart, rose about 50 percent more
than in the two previous recessions.(7) The
rise in the money supply, thus defined, con-
tinued through the recovery period (includ-
ing an increase in demand deposits and cur-
rency), exceeding the gain in the previous
recovery period by 45 percent.

In short, a contribution of monetary policy
in 1961 was to add substantially to available
bank reserves; this in turn engendered an
increase in bank credit and an increase in
the money supply plus time deposits. Over
and above the fact that the actions of mone-
tary policy were taken earlier in the most
recent recession than in 1957-58, the Federal
Reserve System has continued to maintain
free reserves at a relatively high level
throughout the recovery.

It seems clear from the foregoing that in
1961 all three aspects of financial policy —
fiscal policy, debt management, and monetary
policy—were important influences in helping
to combat the recession and to bolster the
recovery. Moreover, the basic policies that
contributed importantly to the economy in
the recession have continued for a longer time
after the trough of the cycle than was the
case in previous recovery periods. This appar-
ent coordination among financial policies was
important because it is widely recognized that
no one aspect of such policy by itself is capa-
ble of completely counteracting the business
cycle.

The role of financial policy in 1961 was
assisted by the use of a number of different
methods and techniques. This was especially
noticeable in debt management, for example,
where a greater recognition of the effective-
ness of Federal debt management as a coun-
ter-cyclical weapon was combined with mar-
keting procedures such as advance refund-

ings, cash refundings, and the sale of
“‘strips” of Treasury bills. With reference to
monetary policy, the Federal Reserve System
broadened open market operations to include
intermediate and long -term Government
securities and allowed, in 1959 and 1960,
vault cash to be counted as a part of bank
reserves.

It should be pointed out, however, that
financial policy in 1961 was influenced by
factors outside the economy. Chief among the
external factors was the deficit status of the
nation’s balance of payments. Partly because
of relatively wide differentials in interest
rates between the United States and countries
in Europe and Asia, this nation experienced
a large outflow of short-term capital and gold
in the second half of 1960. To slow down the
outflow, it became important for financial
policy to help prevent short-term interest
rates from declining to very low levels in the
United States, while at the same time helping
to produce a domestic environment conducive
to economic expansion.

The need to harmonize between domestic
and external objectives led monetary policy
to attempt to maintain short-term interest
rates in 1961 at higher levels than in previous
recession and early - recovery periods. This
was a reason for the conducting of open mar-
ket operations, beginning early in 1961, in all
maturities of U. S. Government securities.
Moreover, the balance of payments situation
apparently influenced debt management
policy toward a greater reliance on short-
term issues to finance the Federal debt in
1961. The larger supply of such issues in the
money market tended to prevent short-term
rates from declining to lower levels. The bal-
ance of payments situation was a factor to be
considered in fiscal policy in the past year,
not only because Government spending abroad
is an important item in our international
accounts, but also because foreign confidence
in the dollar is apparently tied to a large
extent to developments in the Federal budget.
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Banking Box Score In 1961

uring the year ended last month, com-

mercial banking developments were in-
fluenced importantly by the recovery in busi-
ness activity, which spanned the last ten
months of 1961, and a policy of relative ease
maintained throughout the year by the Fed-
eral Reserve System. Thus, as the central
bank provided additional reserves to the
banking system to help support an increase in
bank credit, the banks looked to the recovery
to stimulate an expansion in their portfolios
of higher-yielding assets.

A tally of bank credit developments in 1961
reveals that member banks of the Federal
Reserve System expanded their portfolios of
earning assets, i.e., loans and investments, by
9 percent. Such an expansion compared with
that of 8 percent during 1958, which also was
a year of business recovery, and 5 percent
during 1960. The accretion in bank credit
in 1961, however, was not distributed evenly

BANK CREDIT

Billions of dollars

BANK DEPOSITS

between loans and investments; also, the ex-
pansion in earning assets was not balanced
evenly throughout the year. Consequently,
approximately 79 percent of the total rise in
earning assets in 1961 was registered during
the second half of the year, with 56 percent
of the expansion over the entire year ac-
counted for by enlarged holdings of invest-
ments. Both of these developments can be
discerned from an examination of the chart
below.

Moderate Loan Expansion

Demands for bank loans remained rela-
tively subdued throughout most of 1961
despite the business recovery. This is reflected
in the fact that additions to bank loan port-
folios during the year amounted to 6 percent,
which, although comparing favorably with
the additions in 1958, fell short of the gains
posted in both 1959 and 1960.
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1.2
AIL MEMBER BANKS

1.0

/H

EXCESS

NET RESERVE POSITION

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



SELECTED BANK LOANS

ins of dollars Percent

100

80
60

40

CONSU MER AND OTHER 20

ESTATE
end of i onth

0

'57 -58 ‘59 ‘61 Dec. June
change in reporting series '59 ‘60

Business loans. The failure of bank lending
to expand perhaps more vigorously in 1961
seems to be attributable largely to the slug-
gishness in demands for loans by commercial
and industrial borrowers, especially in view
of the fact that such loans constitute the
largest single category of total bank loans.
(See the accompanying chart.) Data avail-
able from member banks in the nation’s lead-
ing cities which report weekly to the Federal
Reserve banks indicate that loans to business
borrowers advanced only 3 percent during
1961, following a 6 percent increase in 1960.(1)

An examination of business financial prac-
tices during 1961 reveals a number of factors
which may help to explain the lack of spark
in the demand for business loans. First, an
absence of strong demand for working capital
loans was due in part to an apparent prefer-
ence of business firms for other sources of
short-term funds, e.g., commercial paper and
bankers’ acceptances, which is explained to
some extent by an ability to obtain such funds
at somewhat lower costs. Second, long-term
funds raised by business firms in the capital
market, through the sale of additional securi-
ties, provided a substantial nonbank supply
(1) Commercial and industrial loans of weekly reportin

member banks account for about three-fourths of those o
all member banks.
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of funds in 1961. For the year as a whole,
the sale of corporate securities amounted to
approximately $13 billion, an amount only
slightly below the all-time high reached in
1957. Such financing provided corporations
with additional cash assets which allowed
them to either take down their indebtedness
to banks, or to postpone new short-term bor-
rowing. Another factor which helps to ex-
plain the absence of strong demand for busi-
ness loans at banks was the internal cash flow
generated by depreciation allowances and re-
tained profits, which satisfied in part the
working capital needs of many potential busi-
ness borrowers. Still another factor would be
that business loan demand usually remains
slack even after a recovery period is clearly
underway. In 1958, for example, even though
the upturn in business activity began in
April, commercial and industrial loans of re-
porting banks did not register an appreciable
increase until the fourth quarter of the year;
and, despite the fourth quarter improvement,
business loans at the close of that year were
2.5 percent below the year-earlier figure.

Nevertheless, during the final quarter of
1961 the amount of business loans outstand-
ing at reporting banks began to reflect the
seasonal rise in demands for working capital

9

LIQUIDITY RATIOS

1961



Digitized for FRASER

as well as the influence of the business recov-
ery. Consequently, commercial and industrial
loans at weekly reporting banks rose 3 per-
cent during the final quarter of the year at
the same time that the economy was showing
significant strength.

Data available from weekly reporting mem-
ber banks on other types of loans in 1961
indicate mixed developments in the various
categories. (See the accompanying chart.)
Real estate loans at reporting banks scored
moderate gains during the past year, as the
market for real estate financing in general
was characterized by somewhat easier credit
terms and a relatively larger supply of funds.
In spite of these conditions, however, a 7
percent expansion in real estate loans at
weekly reporting member banks in 1961 was
less than the sharp advances registered in
both 1958 and 1959, although it was in excess
of that in 1960.

Other loans (mainly consumer loans) at re-
porting banks were up 9 percent for the year
as a whole, which compared with an increase
of 4 percent in 1958. During the first half of
1961, consumer loans outstanding at these
banks moved up fairly well. In the third
quarter, however, a downturn occurred in the
volume outstanding as repayments on previ-
ously incurred indebtedness exceeded the
amount of new loans. This situation was then
reversed in the fourth quarter, as consumer
borrowing again increased on balance, re-
flecting the upturn in retail sales and the
purchases of consumer durables.

Loans to nonbank financial institutions by
weekly reporting banks moved up during
1961. For the year as a whole such loans were
up 3 percent. The relatively moderate gain
in loans outstanding to nonbank financial
institutions was due primarily to reduced
demands for such credit by sales and con-
sumer finance companies. The reduction in
the utilization of bank credit by finance com-
panies in 1961, in turn, reflected the lack of
vigorous demand for consumer credit in gen-
eral, as well as the use of commercial paper
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by finance companies to satisfy in part short-
term capital requirements.

Security loans made by reporting banks,
after fluctuating within a narrow range dur-
ing the first quarter of 1961, moved up sharp-
ly during the remainder of the year, scoring
an increase of 24 percent for the year as a
whole. The increase was stimulated in part
by the increased activity in all securities mar-
kets during the last half of the year.

Enlarged Investment Portfolios

With a moderate increase in loan portfolios
during 1961, member banks attempted to sus-
tain their earnings by acquiring larger hold-
ings of securities. That this was accomplished
to an appreciable extent is evidenced by the
fact that member banks’ investment port-
folios were expanded 12 percent during the
year. Approximately 65 percent of the addi-
tional securities acquired by member banks
in 1961 were those of the U. S. Treasury, with
the balance consisting primarily of obliga-
tions of state and local governments.(2 In
addition to the expansion in investments,
banks also responded to changing conditions
in money and capital markets by making sub-
stantial adjustments in the maturity distribu-
tion of investment portfolios.

Investment liquidity. As indicated above,
banks made substantial adjustments in 1961
in the maturity distribution of investment
portfolios, with the emphasis quite clearly
on shortening portfolios and the bolstering
of bank liquidity. Information regarding the
maturity distribution of Treasury securities
is made available regularly by weekly report-

(2) U. S. Treasury issues held by member banks are com-
Erlsed of bills and “certificates of indebtedness, both of which
ave a duration of one year or less; notes, which bear a
maturity ranging from one to five years; and bonds, which
carry a maturity usually in excess of five years. Taken to-
gether, these four classes of Treasury obligations account for
roughly 75 percent of the total security holdings of member
banks. Investment portfolios also include state and muni-
cipal bonds and a small number of securities issued by fed-
eral agencies and private corporations. An increasing interest
in state and municipal bonds by commercial bank manage-
ments is believed to be due to the tax-exempt status of the
interest earned on most of these obligations and the serial
maturity feature under which nearly all state and municipal
bonds are issued. Serial maturity provisions permit port-
folio managers to select obligations with maturity rangLes
which are most appropriate for the cash needs of their banks.



ing member banks to the twelve Federal Re-
serve banks.

During the first nine months of last year,
reporting banks increased substantially hold-
ings of short-term Treasury issues, i.e., those
securities which are due to mature within one
year or less. Holdings of such securities ad-
vanced from approximately 27 percent of
total Treasury holdings at the end of 1960,
to 30 percent of the total by the first quarter
of 1961, to 39 percent by midyear and to 42
percent by the end of the third quarter. Fur-
thermore, at the end of the third quarter, of
these short-term obligations nearly 45 percent
were Treasury bills, which have the shortest
original duration of all Treasury issues.

A number of factors may help to explain
the rapid rise in the liquidity of reporting
banks’ investments during the initial three
quarters of 1961. First, the increase in short-
term holdings may have reflected anticipation
by bank management of an upswing in loan
demand, as a concomitant of the recovery in
business activity, during the last half of 1961.
Had a substantial increase in loan demand
materialized, a portion of earning assets could
have been shifted, if necessary, from invest-
ment portfolios to loan portfolios. By main-
taining a larger proportion of investment
portfolios in short-term, highly-liquid securi-
ties, a risk of encountering capital losses in
such shifting might have been averted. An-
other factor prompting the bolstering of
liquidity by banks may have been an interest
in attempting to reacquire some of the
liquidity expended in the accelerated loan
expansion of 1959. In addition, there tended
to be less inducement for banks to move
toward longer-term securities in 1961, due to
the relatively narrow differential in yields
between long- and short-term obligations. Still
another factor reflected the fact that, since
in any business recovery there is some un-
certainty concerning the future course of
security prices, bank portfolio managers may
have been interested generally in maintaining
a considerable amount of liquidity in invest-
ment portfolios. Finally, the ability to move

into short-term issues was facilitated by a
relatively large amount of short-term securi-
ties made available in 1961 through Treas-
ury financing operations.

By the end of the third quarter, as shown
in the chart, the increased liquidity of week-
ly reporting member banks was quite evident
in the level to which the ratio of short-term
Treasury securities to total investments had
risen. (Another measure of bank liquidity
shown in the chart is that of the ratio of
loans to deposits. In view of the slackness in
loan demand in 1961, the decline in loan-
deposit ratio, which signifies an improvement
in bank liquidity, should not be surprising.)

Late-year developments. During the fourth
quarter, in contrast to earlier developments,
reporting banks began to reduce holdings of
short-term issues. Subsequently, by the end
of 1961 such securities accounted for 38 per-
cent of total Treasury holdings, which was
somewhat less than at the end of the third
quarter.

Part of the relative decline in short-term
holdings of reporting banks during the fourth
quarter may have been due to the failure of
loan demand to turn up as sharply as banks
had anticipated originally. Furthermore, due
to the moderate expansion in loan demand
toward the end of the year, banks began to
shift to higher -yielding, intermediate - term
securities to bolster their earnings. (Holdings
of intermediate-term issues rose 13 percent
during the fourth quarter.) The issuance by
the Treasury of intermediate-term securities
during the fourth quarter may also have in-
fluenced the recasting of member banks’ in-
vestment policy.

Deposit Growth Continues

The primary source of funds for com-
mercial banks consists of the demand and
time deposits held by such institutions. The
primacy of such deposits in bank operations
is revealed in the fact that demand and time
deposits are equivalent to approximately 90
percent of total bank assets. It is apparent,
therefore, that any significant expansion of
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bank credit depends heavily upon the con-
tinued growth of both demand and time de-
posits. Furthermore, the composition of bank
assets—types of loans and types of invest-
ments— is influenced by the types of de-
posits, i.e., time or demand, as well as the
identity of the holders of accounts, e.g., indi-
vidual or business, which banks acquire. In
the way of a very general illustration, an
increase in demand deposits, after compliance
with reserve requirements, might be placed
mainly in short-term, highly-liquid earning
assets, or in noneaming cash assets. On the
other hand, an increase in time deposits
might warrant an expansion of either inter-
mediate-term loans or longer-term invest-
ments due to the stability usually associated
with time deposits.

Demand deposits. During 1961, total de-
posits of all member banks increased 7 per-
cent, as compared with an 11-percent expan-
sion in 1958. Demand deposits, however, pro-
vided 43 pereent of the addition to total
deposits, whereas in 1958 demand deposits
accounted for 52 percent of the total gain.
The growth in demand deposits in 1961 was
confined to the final six months of the year.

Time deposits. On the other hand, time
deposits of all member banks increased
approximately 19 percent in both 1961 and
1958. By the end of 1961, time deposits
accounted for 33 percent of total deposits,
as compared with the year-earlier figure of
30 percent. The increase in time deposits in
1961 consisted primarily of savings deposits;
however, during the year many of the banks
in large cities also attempted to attract, or, in
some cases, regain, corporate funds by offer-
ing negotiable time certificates of deposit. Due
in part to this innovation, the increase in time
deposits at central reserve and reserve city
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banks was much larger than in previous
years; in fact, it was the first year since 1958
that a gain in time deposits at these banks
exceeded the increase at country banks.

In view of the expansion in total deposits,
and the moderate increase in bank loans dur-
ing 1961, as indicated earlier, the loan-to-
deposit ratio of all member banks on balance
declined during 1961, signifying some in-
crease in liquidity. Actually, the ratio, after
moving down during the first nine months,
turned up slightly during the fourth quarter.
In the way of a general comment, it is sur-
prising to some observers that, in view of the
significant growth in time deposits, banks
indicated a relatively strong preference for
additional liquidity in investment portfolios
during most of 1961.

Reserve Position

In response to Federal Reserve policy
the reserve position of member banks, by and
large, remained easy. For example, on a
month-to-month basis, using averages of daily
figures, member banks were able to maintain
excess reserves ranging between $500 million
and $700 million throughout 1961. This situa-
tion, taken in conjunction with the relatively
low levels of member bank borrowing from
the Federal Reserve banks during the year,
produced a net free reserve position — the
difference between excess reserves and bor-
rowings—which ranged between $400 million
and $700 million throughout the year.

Continuation of a relatively high and stable
level of net free reserves throughout 1961 was
in marked contrast to 1958, when net free
reserves fell below $100 million less than six
months after the upturn in business activity
in that year.





