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FOREWORD

The problems that confront bank officials at the present time
are not casy of solution. With interest rates abnormally low,
owing largely to governmental competition, on all-classes of
investments which banks are allowed to hold,—securities, com-
mercial loans and even real estate mortgages,—the task of a
bank’s management has become increasingly difficult and it takes
careful study and painstaking attention to earn sufficient income
to cover expenses, pay moderate dividends to stockholders, add
to the surplus account and at the same time maintain adequate
assets of a liquid character to meet any unusual demands of
customers for loans or withdrawals of deposits.

The volume of government securities which banks are carry-
ing is not only large but will be increasingly large until war
financing comes to an end and therefore while diversification is
becoming more difficult more attention should be given to the
staggering of the maturities of government issues.

This situation is especizlly difficult for banks having a large
percentage of their deposits in savings or other interest accounts.
A goodly percentage of such funds are invested in real estate
mortgages and these will have to be handled with the utmost
care. More consideration should be given to the responsibility
of makers of real estate loans than has sometimes been the
practice in the past and agreements should be made for the re-
duction of each mortgage at regular intervals irrespective of
assessed valuations or expert opinion of market values.

There can be little doubt as to the postwar period presenting
much greater problems to the banker, and therefore this is the
proper time for him to analyze carefully the character of the
business of his bank and to study means to make every deposit
and every service furnished bring in adequate returns. Large
deposits both in commercial and savings departments should be
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iv FOREWORD

considered constantly as they may be affected by government
needs.

In preparation for the postwar period the banker should
make now a thorough survey of the locality which his bank
serves in order to be prepared to make loans for additional use
of businesses endcavoring to return to peacetime operation. He
should keep informed of all new devices for lending and should
be prepared to take an attitude of responsibility and initiative
when that time comes. While the first responsibility of banks is
to safeguard deposits, it is of the greatest importance that they
should assist and encourage the commercial, industrial and agri-
cultural activities of its community.

Dr. Rodkey in this book lays much emphasis upon the char-
acter of information which banks should furnish to the public.
While all bank officials will agree readily that directors should
be kept fully informed of the condition and activities of the
banks in which they serve, there may be much difference of
opinion as to the form and extent of information given to stock-
holders and to the public in published form. Banks would
appear to be in a class by themselves and are dependent for their
standing in a community on certain intangible factors and are
therefore not comparable to the average business corporation
in their relations to the public. Business corporations have few
creditors, largely the banks from which they borrow and to
whom they make statements at regular intervals and to whom
they can explain in confidence any unusual changes in their con-
dition, while a bank makes and publishes a statement whenever
the supervising authorities call for it. Furthermore, a bank has
many creditors, its depositors, many of whom are not experi-
enced in the interpretation of changes in a bank’s condition
caused by temporary fluctuation in moncy rates as they affect
the market price of securities held as investments at the time of
a particular call for a report of condition. The keenness of com-
petition between banks should also be borne in mind in deter-
mining the detailed information given to stockholders, deposi-
tors and the public. On the other hand, every effort should be
made by supervising banking authorities, both Federal and
State, to come to some agreement as to nature and extent of
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information which should be given to the public, and then
require all banks to publish uniform statements.

The difficulties experienced by all banks at the time of the
bank holiday are still fresh in the minds of most bank officials,
but the suggestions which appear in this book should prove most
helpful to every banker and its publication at this time is most
opportune. The author is a recognized authority on banking
practices and he presents the results of his studies and research
in a simple and clearly understood manner and the bank official
and the public as well should feel indebted to him for his able
presentation of a subject which is difficult for the average
person to understand.

Freperic H. CurrTiss

Chairman of the Board, Federal Reserve Bank
of Boston, 1914-1942






PREFACE

The development of general policies in any business organiza-
tion is always the prime function of a board of directors chosen
by the stockholders. A corollary function is the selection of
top-management to which is entrusted the duty of putting into
effect the policies thus laid down. In actual practice, however,
there is frequently no sharply defined line of demarcation be-
tween the board and the officers directly responsible for manag-
ing the activities of the enterprise. The president or other chief
executive officer is usually a member of the board and he is often
able to exercise decisive influence in the board’s deliberations. In
many cases, possibly even in the great majority of cases, policies
actually adopted by the board are those recommended to it by
its chief executive officer. That this is the common situation in
banking institutions is a matter of general knowledge. Primarily
to top-management in the broad sense indicated is this volume
addressed.

The problems discussed herein are those which can be decided
only by this top-management. Basically they pertain to the
setting up and carrying out of general policies which will guar-
antee both liquidity and solvency, foster healthier public rela-
tions, and make the bank a really constructive influence in the
community which it serves. To insure successful accomplish-
ment of these ends those policies must be adopted and executed
which will warrant maximum confidence in the ability of the
bank to meet all its obligations however adverse future condi-
tions may turn out to be.

We are not here concerned with technical routine operations.
Improvements in operating technique are more fruitfully dis-
cussed at banking conventions, in banking periodicals and in
books devoted to bank administration. In such places general
policies are also frequently considered, but it seemed desirable
to bring together under one cover a discussion limited to major

vii
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policy problems. So far as a number of these problems are con-
cerned no unanimity exists among bankers as to what consti-
tutes sound policies. Where there is such wide room for legiti-
mate differences of opinion nobody can presume to have all the
right answers. If the discussion herein should stimulate even
a small minority of bankers to reappraise certain of their own
policies in the light of the arguments advanced it will have
served its intended purpose.

Acknowledgment and thanks are due to the many members
of the banking profession who, consciously or unconsciously,
contributed to this book. Especially valuable were the criticisms
and suggestions made by Mr. Frederic . Curtiss, formerly
Chairman of the Board of the Federal Reserve Bank of Boston,
and Mr. Raymond T. Perring, Vice President of The Detroit
Bank, both of whom were kind enough to read a preliminary
draft of the manuscript. The author, of course, assumes full
responsibility for the ideas set forth.

RoBerT G. RODKEY
Ann Arbor, Michigan
November, 1943
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PART I

A SURVEY OF CENTRAL PROBLEMS
IN BANK MANAGEMENT






CHAPTER 1
CENTRAL PROBLEMS IN BANK MANAGEMENT

The sweeping structural changes in American banking
which we have experienced since the first clection of Wood-
row Wilson in 1912 have served to ease certain traditional
difficulties which beset the path of the successful individual
banker. With the advent of the Federal Reserve System he
was no longer concerned about the possibility of a shortage
of cash so long as the banker held large volumes of paper
eligible for rediscount and government bonds. With the in-
stitution of the Fedcral Reserve par collection system he no
longer needed to devote excessive time and ecnergy to the
economical collection of out-of-town items. With the passage
of the Bank Act of 1935 it might seem that he no longer
needed to worry about the problem of liquidity. If he were
successful in seeing to it that his earning assets were all
sound enough to satisfy the Reserve Bank officials, then all
earning assets could be converted into cash and he would be
in position to pay off all his depositors on demand. Something
more than superficial examination, however, reveals the fact
that the character of the fundamental problems which always
confronted the banker still remains unchanged, and in addition
new problems of great difficulty have presented themselves.

It is still necessary for a bank to be conducted in such fash-
ion that it remains sound. It is not a requisite for soundness
that a bank be able to pay off all its liabilities on any one day,
or week, or month. It is true that a bank unable to meet what-
ever demands depositors may make for the payment of their
deposits cannot continue as a going institution. In the face
of a hysterical run even a thoroughly sound bank might have
to close its doors. The likelihood of such runs, however, has
been considerably diminished if not entirely eliminated by
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4 SOUND POLICIES FOR BANK MANAGEMENT

deposit insurance. But the quality of soundness may be said
to be achieved if two fundamental conditions are constantly
maintained. The first of these conditions is the ability to meet,
without recourse to borrowing, any reasonably to be expected
short- or long-run demands from depositors, and with some-
thing to spare. The other condition is that the value of all its
assets must at all times exceed the sum of all its liabilities to
depositors and other creditors.

In order to fulfill these conditions, it is clear that there
must be sound utilization of all funds which come into the
possession of the bank. This is the heart of the banking prob-
lem from the standpoint of the individual institution. It
always has been the heart of the banking problem. From the
standpoint of liquidity the problem has been somewhat sim-
plified because of the assumed readiness of the Reserve banks
to make advances on all sound assets. On the other hand,
conditions prevailing since the early years of the great depres-
sion have made the problem even more difficult than was for-
merly the case.

The unprecedented decline in effective demand for short-
term commercial loans has deprived the banks not only of the
principal source of their traditional earning power but also
of their most desirable type of carning asset. In such loans,
for instance, no question of market price is involved. So long,
therefore, as there exists no doubt of the ability of the bor-
rower to make repayment such loans are always worth their
face value. They are desirable, also, because of their relatively
high yield and because their short maturities provide the bank
with frequent opportunities to reappraise situations. So far
as the individual bank is concerned the total volume of sound
commercial loans to customers remains liquid.

The drying up of the demand for local loans has eliminated
one of the favorite methods by which unsound bank manage-
ment formerly expressed itself. Prior to the depression many
bankers felt that it was not only their duty but also in their
own best interest to meet all demands for good local loans.
In the days when this demand was large this practice often
left banks with insufficient outside investments properly to
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spread the risk. In other words it was not uncommon for
bankers to fail to recognize the applicability to banking of the
insurance principle of spreading the risk both industrially and
geographically. Their policy was to make all the good local
loans possible and then to scek outside employment for any
funds remaining. Sound policy requires that first adequate
outside diversification be provided for and then only such
amounts as are not nceded for this purpose be lent logally.
If the demand for good local loans cannot be met with the use
of the remaining funds then the bank presumably needs addi-
tional capital.

A much more dangerous opportunity for going wrong
appeared when inability to secure local loans in adequate vol-
ume forced banks into the general investment market. In-
creased demand from banks alone probably would have been
sufficient under any conditions to force interest rates down.
But the constantly growing demand for bonds came to the
investment market during a period in which the volume of new
private issues was deteriorating. Thus, prior to the war,
bankers were competing with each other and with other large
investors for the strictly limited volume of bonds available.
The consequent bidding up of prices forced yields down to the
lowest level of modern times.

With the fall of France in the early summer of 1940 we
inaugurated our defense program, and this involved still larger
deficits and still larger volumes of government obligations.
Our entrance into the war in December, 1941, was to be fol-
lowed by government borrowing on the largest scale ever
known. At the heart of this financing process stood the com-
mercial banking system. Its duty to cooperate with the Treas-
ury wholcheartedly was obvious. But if the war was to be
financed successfully it was equally important that the sound-
ness of the individual banks should be preserved.

Essentially the business of banking consists of dealing in
future values and these future values depend in large measure
upon what course economic and political forces will take over
the months and years ahead. Since no dependable method has
yet been devised for forecasting these forces, it behooves the



6 SOUND POLICIES FOR BANK MANAGEMENT

banker to shape his policies in such fashion that his bank will
be prepared, as well as it is humanly possible to make it, to ride
out whatever storms the future may hold in store. Storms in
the future may be more or less severe than those encountered
in the past, and they may be of an entirely different character.
But the wise procedure is to chart a course which will as-
suredly provide protection against such contingencies as have
arisen in the past and in addition leave a margin of safety
against possibly greater requirements in the future.

All good bankers are usually well prepared to meet sea-
sonal fluctuations in deposits and in the demand for loan
accommodation. But there is reason to fear that fair-weather
banking is still practiced to some extent. By fair-weather
banking is meant inadequate preparation to meet sudden and
drastic declines in deposits or long-drawn-out major loss of
deposits such as have been experienced in the past. Fair-
weather banking may be exemplified also in excessive exposure
to risk of changing interest rates. Periods of low interest
rates have always been followed by periods of much higher
rates, which have a depressing influence on high grade bond
prices. It is of supreme importance that a bank shall not
assume risks in this respect greater than it is able to bear. The
maintenance of adequate assct and contingency reserves and
definite limitation of the size of the permanent bond portfolio
are clearly essential requirements of sound bank management.

Because of the unprecedented increase in deposits occasioned
by the tremendous influx of gold and deficit financing through
the banks by the federal government, banks were operating
in prewar years on thinner capital margins than at any other
time in the past. Before our active participation in the war
this development attracted a good deal of attention and much
adverse criticism. Under war conditions old standards in this
respect have had to be relaxed. However, the duty of individual
bank managements in this matter is obvious even under war
conditions. The investment of funds must be made in such
fashion that risks from depreciable assets shall bear a reason-
able relationship to the capital buffer actually available.

There is no business in which the development of sound
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public relations is more important than in banking. Wholesale
bank failures leading up to the banking holiday in 1933 brought
the banking business as a whole a considerahle measure of
disrepute. This opprobrium was, of course, not deserved by
banks able to survive. Nevertheless, even for continuing banks
more emphasis should he placed on the development of good
public relations. The “truth in securities” legislation pointed out
quite definitely one area in banking which nceded both intensive
and extensive cultivation. Reference is to general failure on the
part of banks to make complete disclosure of information
necessary for the sophisticated outsider—whether depositor
or investor—to determine the soundness of individual banking
institutions. Only a small minority of bankers seem to recog-
nize the crucial nature of this problem. It seems that a re-
examination of the traditional attitude of concealment would
be well worth while.

No bank can remain sound in the absence of a reasonable
degree of profitability. Yet profitability is manifestly difficult
to attain in the face of low volume of local loans and unpre-
cedentedly low yields on high-grade bonds. Service to a local
clientele on a profitable basis must be the economic justification
for the very existence of a bank. This service comprises not
only the making of commercial and mortgage loans but also
the serving as a clearing house for all local transactions and
for the transactions of the home community with the rest of
the world. It is not uncommon for these latter services to be
taken for granted by local citizens, a situation for which the
attitude of bankers themselves in the past may be largely
responsible. But under conditions existing since the banking
holiday it has become a life-and-death matter for the successful
bank to charge for the various services rendered fees which
are at least large enough to cover the cost of each. A knowledge
of costs is clearly necessary if these charges are to be fair to
all customers using various services in different degree.

Developments of recent years have served to lessen materi-
ally whatever prestige or glamour formerly attached to bank-
ing as a profession. If banks are to assure themselves of an
adequate supply of future executive material, they must be
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willing to compete on a price basis with other forward-looking,
progressive business enterprises for a minimum of superior
talent in the annual additions to their staffs. Only by doing
so can the banking profession hope to regain any substantial
portion of the prestige formerly enjoyed by it.

Directors who do not direct are far too common in Ameri-
can banking. This means that frequently active managements
assume greater responsibility than is wholesome. The remedy
lies in more forward-looking policies in the selection of new
directors and in keeping them more fully informed regarding
the real condition of the bank and the issues it must face.

In the preceding paragraphs reference has been made to
certain fundamental management problems confronting bank-
ers today to which more or less extended consideration will be
given in this volume. Major attention naturally will be directed
toward the formulation of sound policies for the conversion
of funds in the individual bank. Other matters discussed are
related to this central problem and to each other only in the
sense that in each instance a fundamental policy decision by the
management is necessary. Many elaborate treatises are avail-
able which discuss at great length sound technical procedures
in credit and investment analysis, cost analysis and controls,
service charges, duties and responsibilities of directors, and
modern methods of personnel management. Nothing is to be
gained from attempting to duplicate such material herein.
Rather the emphasis is to be placed on certain aspects of general
policies such as those suggested above, to which it is believed
forward-looking bankers might profitably direct their attention.



CHAPTER 2
LIQUIDITY AND SOLVENCY

Liquidity and Shiftability.—The fundamental requisite of
a going banking institution is the necessity for meeting its
obligations on demand. For this reason bankers are thoroughly
justified in placing the emphasis that they do on the problem
of liquidity. Modern banking is conducted on a basis of frac-
tional reserves. By this is meant merely that of the cash and
cash items which are deposited with it by its customers some-
thing less than 100 per cent can be retained by the bank in the
entirely unproductive form of cash in vault and balances with
other banks. The part not so retained in these forms is con-
verted into earning assets through the loan and investment
process. At no time, therefore, does the modern bank have
cash on hand and free balances with other banks in amount
sufficient to pay off all its depositors in any one day. Yet all
its deposits are, in fact, demand liabilities and therefore in-
determinate as to time.

If economic conditions were to remain fairly stable in-
definitely, and if that fact were known in advance, it would
be a relatively simple process to manage a bank with at least
a minimum degree of success. But banking must be carried
on in depressions as well as in periods of prosperity, under
conditions of war as well as in peace. If fair-weather banking
is to be avoided, it is necessary in intervals of stability for
bankers to prepare for stormy weather. For when adverse con-
ditions develop, many customers find it a difficult matter to
repay their loans, bond prices may decline substantially, and
at the same time withdrawals of deposits are likely to exceed
new deposits by a considerable margin. These are extremely
unfavorable conditions for the reconversion of earning assets
into cash and its equivalent.

9
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Prior to World War I generally accepted doctrine required
banks to invest primarily in short-term paper representing cur-
rent commercial transactions. Such paper was considered self-
liquidating. By this was meant that sales of the goods financed
provided means for repayment of the loans. In the ordinary
course of events sound loans of this character could be liqui-
dated by the borrower provided a satisfactory market could be
found for the goods financed. Even though substantial loss
might be realized by the borrower in this process, receipts from
their sale should be large enough to repay the loan. These
so-called self-liquidating loans were contrasted with longer-
term capital loans, funds for the repayment of which must come
from profits realized in the future. Commitments in this latter
type of loan were contrary to orthodox commercial banking
theory. By investing its depositors’ funds in a series of short-
term, self-liquidating loans, well diversified as to maturities,
a constant inflowing stream of cash might be confidently ex-
pected. In this way commercial banks were supposed to be
able to minimize their inherent vulnerability in a situation in
which their deposit liabilities were in effect demand liabilities
and their immediate means of payment represented only a
minor fraction of such liabilities.

No competent banker ever thought, however, that matur-
ing commercial loans could be relied upon exclusively to pro-
vide a bank with adequate funds during any extended period
in which its volume of deposits was decreasing substantially.
Even in relatively stable periods many loans are not paid at
maturity and it becomes necessary to grant renewals. In times
of crisis and general loss of confidence a substantial percentage
of such loans may become frozen, and attempts to force pay-
ment merely add to the deflationary forces at work and thus
accentuate the seriousness of the situation. In this stage of
the cycle, banks should be in position not only to renew all
sound loans already outstanding but should also make new
loans freely to all customers whose financial positions appear
to be fundamentally sound. At the very time, therefore, that
the bank finds itself in urgent need of additional funds the
stream of payments from maturing loans is very likely to dry
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up. If its position at such times is to be made at all tenable
it is obviously necessary to supplement reliance upon maturing
local loans for the necessary inflow of funds by short-term
commitments outside the home community. To the extent
available open-market commercial paper and bankers’ accep-
tances are two of the most appropriate items for this purpose.

After World War I it gradually came to be recognized that
even though its short-term commercial advances, both local
and open market, might be liquid for the individual bank, for
the banking system as a whole such commitments were no more
liquid than longer-term paper. When the manufacturer sells
the goods financed by short-term loans he is provided with
funds for the repayment of his loan. But the wholesaler must
now borrow from his bank until he can dispose of the goods to
retailers, and then the latter must borrow. When the goods
are finally sold to the ultimate consumer they are paid for
largely out of wages and salaries, but in order to pay wages
and salaries the manufacturer must borrow again. It is ap-
parent that when this short-term paper constitutes a large por-
tion of most banks’ earning assets no substantial nation-wide
liquidation is possible if the processes of production, distri-
bution, and consumption are not also to be curtailed. Reduction
of loans in any one bank is likely to be reflected in increased
loans in other banks. In other words, there is merely a shifting
of the burden, not any general liquidation.

As will be shown shortly, general recognition of the validity
of this line of reasoning has had important repercussions
despite the great decline in total volume of commercial loans
which has been witnessed during recent decades. Numerous
explanations of this decline have been offered. Reasons most
frequently mentioned are lower inventory requirements due to
development of motor transport and the speeding up of railroad
freight service, and the growth of many smaller business en-
terprises to a size which has made possible recourse to the long-
term capital market, thus reducing or completely eliminating
dependence on banking connections for short-term funds. Re-
liance upon their banks for frequent accommodation has always
been repugnant to businessmen, and they have not been slow
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in taking advantage of changed institutional conditions which
made it possible for them to curtail the volume of such bor-
rowing. This development, however, has been extremely un-
fortunate from the standpoint of the banks. Faced with the
loss of a substantial share of their most lucrative business they
were forced more and more into the investment market for the
purchase of bonds, often buying bonds of their own former
borrowing customers. These bonds represented both fixed
capital and permanent working capital, and funds for their re-
payment depended upon the future prosperity of the issuer.
By no stretch of the imagination could they be considered self-
liquidating.

However, even though not self-liquidating, to the extent
that the purchased bonds are parts of large issues having ready
marketability, they can be sold with little or no delay at going
market prices, and thus they can serve to supplement whatever
inflow of funds there may be from maturing commercial paper.
It is true, of course, that buyers must be on the other end of
such transactions. And these buyers will surely be other banks
or customers of other banks. In either case the result is the
same; funds for their payment come from other banking in-
stitutions, and the burden has been merely shifted. We have
already seen, however, that this is what happens when the com-
mercial loans of any one bank are reduced. From the overall
standpoint, therefore, any sharp distinction between liquidity
and shiftability tends to disappear. As a matter of fact, among
bankers it never has been common to make any distinction be-
tween liquidity and shiftability. In this position they have been
joined in recent years by many economic analysts such as
Moulton and Hardy. Moulton goes so far as to say : “Liquidity
is, in fact, tantamount to shiftability.” *

While there may be no significant difference between these
two concepts when judged from the viewpoint of the banking
system as a whole, it does not necessarily follow that there is
no meaningful distinction so far as the individual bank is con-
cerned. When its short-term paper is paid at maturity, it is of

1H. G. Moulton, Financial Organization and the Economic System, p. 318.
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no interest to a bank that the funds come indirectly from other
banks. After all it gets its money back and will lend it again
only in the light of conditions prevailing at that time, and only
to borrowers who, it believes, will be able to meet their obliga-
tions at maturity. These opportunities for constantly reap-
praising risks, not only of borrowers but also of any adverse
change in business conditions, make commitments in short-
term self-liquidating loans more attractive than other assets—
just as sound fundamentally—which can be turned into cash
only by shifting directly to others, and at going market prices.

Solvency.—The position of a bank is vulnerable not only
because of the system of fractional reserves mentioned above,
but also because, to be financially successful, a bank must op-
erate on a thin equity. In 1943 stockholders’ funds for all
member banks amounted to less than 8 per cent of their gross
deposit liabilities and only a little over 11 per cent of depreciable
assets. It is obvious, therefore, that a bank whose condition
approximates the average in these vital relationships is in no
position to withstand substantial depreciation of its earning
assets. For two reasons a policy of restricting commitments
largely to short-dated paper is best suited to insure its ability
to meet all demands of depositors and to protect its own sol-
vency.

In the first place there is always some risk involved in mak-
ing advances, whether they be short-term loans to industry or
purchases of bonds. The shorter the period for which the
original commitment is made the less risk is there that the
bank has misjudged the ability of the debtor to take care of his
obligations. The longer the period the greater is the possibility
that new factors may emerge which could not be foreseen and
which may impair the debt-paying ability of the obligor. When
a three to six months’ loan is made to a sound business firm
means of repayment are clearly in sight. But a multitude of
adverse developments might be encountered by the same con-
cern during the following fifteen or twenty years which could
impair seriously its ability to take care of a bond maturity at
that distant date. Likewise, from the same standpoint of in-
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ternal uncertainty, a five-year bond obviously entails much less
risk for the investor than does a twenty-year bond of the same
issuer.

We have also to consider, in the second place, the problem
of external uncertainty. There is, for instance, the possibility
that interest rates may advance substantially. If a bank invests
only in money bonds—as it should—sharply advancing inter-
est rates mean a corresponding fall in market prices. For
money bonds maturing gradually over a period of not more
than five or six years this decline in market price cannot be seri-
ous. As these bonds mature they add to the bank’s inflow of
funds from other sources. If they do not mature fast enough
they can be sold without vital loss. But for bonds maturing in
the distant future the decline in market quotations will be rather
substantial. To whatever extent it may be necessary to sell
them in order to raise funds a major loss is thus actually real-
ized. For a bank loaded with these long-term bonds, even if it
is unnecessary to sell them, market depreciation may be so con-
siderable as to constitute a positive threat to the solvency of
the holding institution. On the other hand, short-term com-
mercial loans will be unaffected by this development.

Summary.—This brief discussion may be summarized as
follows. The modern bank is basically vulnerable because of the
fractional reserve system and the fact that it trades on a thin
equity. Because of the fractional reserve policy its earning
assets must be confined principally to short-term local and gen-
eral market advances to commerce and industry and to readily
marketable bonds. In so far as these assets are sound they
provide a constant inflow of funds, which may be supplemented,
if necessary, by shifting to others without possibility of sub-
stantial loss. Because of low capital-deposit ratios, long-dated
paper, whatever its quality, may constitute a threat to the bank’s
solvency, and should be avoided.



PART II
LIQUIDITY

The problem of determining the amount of liquidity actually
needed by any individual bank is obviously basic in its implica-
tions. Too little liquidity may be fatal. Too much liquidity
means the bank is unnecessarily foregoing income. In this Part
a method is set forth the use of which requires the banker to
take two different but quite definite steps. He must, in the first
place, analyze his own bank’s experience, over a considerable
period of the past, with both short and long-drawn-out down-
ward fluctuations in different classes of his bank’s deposits.
Having done this he must decide upon the most desirable means
for supplying whatever liquidity is necessary, as judged by the
past, to insure that his bank will always be able to meet such
demands in the future with a minimum of internal stress. The
method itself is rather mechanical but its use requires manage-
ment decisions of fundamental importance. It is presented in
the hope that, in some small way, it may serve to encourage
long-range, careful, and intelligent planning.






CHAPTER 3
ASSET RESERVES

The importance of acquiring only thoroughly sound earning
assets cannot be overstated. But this alone is not sufficient to
insure a sound institution. If liquidity and solvency are to be
maintained it is nccessary, in addition, to achieve a wise allo-
cation among different classes of assets of all funds coming
into the possession of the bank. The starting point for this
allocation is found in the problems of reserves. It seems ap-
propriate, therefore, to begin our analysis with that subject.

In industrial and mercantile enterprises the term “reserves”
appears exclusively on the liability or equity side of balance
sheets or as short-extended deductions from certain asset items.
Reserves are frequently used in this same sense in banking and
attention will later be directed to the importance of adequate
reserves of this character. But in banking the custom also
prevails of using this term with reference to certain assets or
groups of assets. We are here concerned with this unique use
as employed in the field of banking. Thus we have in common
use the terms primary reserves, legal reserves, and secondary
reserves. It is proposed herein to add a fourth—the investment
reserve.

Primary Reserves

Primary reserves comprise those assets which are cash or
its full equivalent. Such assets are maintained by the banker
because of his normal day-to-day requirements and to guarantee
his ability to meet all reasonably to be expected demands of his
depositors. For such purposes an ample fund of currency must
be carried in the bank at all times and also free balances in
other banks must be maintained. In addition a bank has on
hand at all times checks drawn on other banks, which will

17
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automatically turn into cash or its equivalent as soon as col-
lected. These cash items in process of collection may also
properly be considered part of the primary reserves.

Every banker would find it necessary to maintain some
primary reserves even in the absence of any legal compulsion.
And every good banker would see to it that such reserves were
amply adequate, as judged by his experience with his own
depositors. But in the distant past many bankers failed to
maintain primary reserves of sufficient magnitude. Because of
their failure in this respect during the nineteenth century there
gradually developed the custom of requiring by law that banks
maintain reserves equal to a certain specified minimum per-
centage of deposits. Today all banks which are members of
the Federal Reserve System must maintain these legally pre-
scribed minimum reserves as free balances with the reserve
banks. Each state requires by statute certain specified mini-
mum reserves for state banks not members of the Federal Re-
serve System. It is proper to consider these legal reserves as
part of the primary reserves, and yet they differ from all other
portions of the primary reserve in one fundamental respect.
The primary reserve as a whole is designed to meet both the
routine and emergency demands of depositors. But the legal
reserve is of value to the bank only in emergencies. A bank
finding it necessary to make use of its legal reserve is assessed
a penalty rate, but if such deficiency continues after due warn-
ing, Regulation D provides for the revocation of the charter
and forfeiture of the membership privilege. As a means of
national credit control to the Board of Governors of the Fed-
eral Reserve System is delegated the power to alter minimum
legal reserve requirements within definitely prescribed limits,
but from the standpoint of the individual bank such reserves
are of value only as a protection against temporary emergencies
or final liquidation.

The Banking Act of 1933 specifically forbids the payment of
interest on demand deposits, so that free balances with other
banks now join currency on hand, cash items in process of col-
lection, and reserves at the Reserve banks as nonearning assets.
Because such assets earn nothing there is a natural tendency for
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bankers to wish to retain in the form of primary reserves no
larger volume than is believed to be necessary. Prior to the
depression of the thirties, banks aimed to keep the size of their
legal reserves down to the minimum prescribed by law, and
varied the amounts of currency required and the size of bal-
ances with other banks to suit their individual requirements.
Primary reserves are, of course, a function of deposit liability
and their size should properly vary not only with the size and
make-up of deposits but with the experience of the individual
bank with short-run fluctuations of its deposit totals in the past.

The importance of adequate primary reserves is self-evident.
With the exception of the legal reserve portion—over the mini-
mum size of which the banker has no scope for the exercise of
judgment—the primary reserves really constitute the working
reserves of the bank, and no banker whose institution is other-
wise in a sound condition would fail to maintain a volume of
cash in his own vault and free balances with other banks equal
to his needs. The instinct of self-preservation is ubiquitous and
it requires no great amount of acumen or knowledge of bank-
ing in general for the individual banker to determine how much
he needs to mect ordinary requirements and reasonably to be
expected extraordinary demands. In view of these considera-
tions he is not concerned with the emphasis in banking literature
which has been directed to the subject of primary reserves. Be-
cause the legal reserve element in primary reserves furnishes a
convenient medium for attempts at national credit control that
portion of the primary reserves is deserving of study by social
scientists. But from the standpoint of sound private bank man-
agement the subject may be looked upon as meriting a minimum
of attention, at least so long as the requirements are not obvi-
ously excessive.

The Secondary Reserves

We have just seen that the primary reserves serve as a first
line of defense against the demands of depositors and that,
since the items comprising the primary reserves earn nothing,
it is desirable to maintain such reserves in no larger volume than
appears to be consistent with safety. The volume actually
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needed in any individual case is conditioned to a large extent
by the size and quality of the second defensive position against
future developments. To the group of items comprising this
second line of defense the name secondary reserve is commonly
given,

Secondary reserves consist of earning assets—promises to
pay—and hence can be used in liquidation of claims against
the bank only after they have turned into cash. If this reserve
is to provide the bulwark intended, it is evident not only that
there must be no doubt that the constituent items actually will
turn into cash but that they will do so in the very near future.
In other words, highest quality and early maturity are the fun-
damental requisites.

In constructing the working capital position of nonbanking
enterprises it has long been the custom to include as current
assets not only cash and its cquivalent but also inventories and
receivables. This is sound practice in such businesses because in
any well-managed manufacturing or merchandising enterprise a
large percentage of both inventories and receivables is likely to
be transformed into cash during the succeeding twelve months.
All debts which must be paid within one year are properly
treated as current liabilities. These debts will not shrink, but
will have to be met dollar for dollar. On the other hand in-
ventories and receivables may turn out to be worth less than
one hundred cents on the dollar. A sound position requires,
therefore, that the current assets exceed the current liabilities
by a comfortable margin. This excess is known as the net work-
ing capital. If a concern is to meet the acid test, however, its
cash and equivalent plus its receivables must equal its current
liabilities. For this purpose inventories are omitted. So far as
they are concerned there still remain both the selling process
which will transform them into receivables and the collection
of the receivables. Both of these processes must be completed
before cash arising from current inventories will be available
to meet current debt. And this may not be soon enough to meet
debts outstanding at a given moment of time.

The analogy with banking is far from perfect, yet it is
illuminating to consider both resemblances and points of dif-
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ference. The primary reserve of a bank corresponds, of course,
with the cash and marketable securities of the industrial en-
terprise. Both secondary reserves and receivables are but one
step removed from cash, and both should automatically turn
into cash within one year. On the other hand the banker can-
not know with any measure of certainty how much he will be
called upon to pay out during any given period in the future.
Yet he must be prepared to meet whatever demands actually
materialize. Therefore his secondary reserve must be of higher
quality than the receivables of the industrial enterprise. They
must be one hundred per cent dependable, not only eventually,
but when due. Furthermore, they should comprise exclusively
general money market obligations having no connection with
the home community. Depositors are primarily members of this
home community and demands upon the bank come from them.
To meet such demands the bank must be prepared to draw funds
from entirely outside sources. Loans to customers, therefore,
however good, and regardless of maturities, have no proper
place in the secondary reserve. There is discernible a rough
correspondence between such loans and the inventories of the
industrial enterprise. And, it will be recalled, inventories are
omitted when making the acid test.

No other banking concept has been accorded a greater di-
versity of treatment than that given to secondary reserves. Yet
from the above there emerge definite requirements for eligibility
which are entirely in line with classical tradition. If the second-
ary reserve is to perform its function under any and all con-
ditions it must consist only of highest quality outside credit
instruments of unquestioned marketability which mature as
regularly as possible over the succeeding twelve months. Such
instruments are liquid because they automatically turn into cash
within one year. They are also shiftable because, if need arises,
they can be turned into cash instantly without possibility of
material loss, and usually without recourse.

In spite of the position maintained above, it is not the in-
tention here to insist that there is anything especially sacred
about a twelve months’ limitation. The argument for that
limitation seems strong in view of its general acceptance in all
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other lines of business, a great majority of which have far less
need for liquidity than do banks. The Bank Management Com-
mission of the American Bankers Association in 1932 recom-
mended! the inclusion of maturities up to eighteen months.
In 1938 the same Commission said that “maturities in the
secondary reserve should not exceed one to two years.”* There
can be cited also authority for still longer maturities. Thus
J. Harvie Wilkinson sets four years as his maximum.? James
W. Wooster, Jr., goes him one better and includes five-year ma-
turities.* In a matter about which informed opinion varies
substantially there is no point in insisting that a maximum ma-
turity of one year is sound while a two-year is unsound, espe-
cially during a period in which the yield basis available is so
low. What is essential is that items qualifying for this reserve
shall be of highest quality and readily convertible into cash in
advance of maturity with no material loss. Intermediate term
securities are important enough to justify the special attention
later accorded them, but for the purpose of this analysis all
items with maturities longer than one year will be excluded
from the secondary reserve classification. To some this will
seem overly conservative and in the analysis which follows
they may make the necessary adjustment to correspond with
their views on this point.

So far as long-term securities and those of sccond grade are
concerned there is general agreement that they do not belong
in the secondary reserve. Even here, however, one dissenting
voice is raised. Professor Ray B. Westerfield apparently in-
cludes all readily marketable securities without regard to qual-
ity or maturity, thus making the secondary reserve practically
synonymous with any well-managed bond account.®

The essential function of the secondary reserve is two-fold :
(1) to enable the bank to keep invested the maximum percen-
tage of its funds, and (2) at the same time to provide it

1 American Bankers Association Journal, October, 1932, p. 15.
]933 S tatlelment of Principles and Standards of Investment for Commercial Banks,
3’I%ve:iment Policies of Commercial Banks, p. 13.
4 Bankers’ Handbook of Bond Investment, p. 100.
8 Money, Credit, and Banking, pp. 215-216.
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automatically with a constant stream of cash for the regular
replenishment of its primary reserve in the first instance, or
for reinvestment in other earning assets if the cash is not needed
in the primary reserve. With an adequate secondary reserve
having all the characteristics enumerated above it becomes a
simple matter for the bank to maintain its working primary
reserves at the desired level in the face of unusually heavy de-
mands for loans from good customers or unusually heavy
withdrawals of funds by depositors. Should the necessity be
great enough to warrant doing so it has already been indicated
that maturities may be anticipated by disposal of the items in
the secondary reserve on any business day, usually without re-
course, and without loss or other expense.

It must be obvious that not many classes of credit instru-
ments meet all the eligibility requirements specified above. Those
that conform in all respects are: hankers’ acceptances, open-
market commercial paper of the highest quality, Treasury bills,
and highest quality readily marketable bonds within one year of
maturity.

Bankers’ Acceptances.—Bankers’ acceptances more closely
than anything else approximate the ideal instrument for the
secondary reserves. They are obligations of large well-known
banks and have short maturities, seldom running over six
months. They can be disposed of promptly either at the Reserve
bank or in the open market. Furthermore, acceptance credits
properly granted and used meet the most exacting requirements
as to the traditional and classic use of commercial bank funds.
The bill market has not developed in this country to the extent
that it has elsewhere. As a result the available supply of bills
is usually limited and the rate of return is always low relatively
to that which can be earned on other private credit instruments.
In practice they are available only to large banks in the central
money markets, and will, therefore, be given no further con-
sideration in this study.

Commercial Paper.—Second only to bankers’ acceptances
in desirability for inclusion in the secondary reserve is open-
market commercial paper of prime quality. The funds raised in
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this way by borrowers are used for current self-liquidating
purposes, funds for repayment coming from the sale of goods
whose purchase or processing has been thus financed. Prime
names are firms of substantial size and with unquestioned
credit standing. The paper is short term, seldom over seven
months, and as renewals are out of the question it must be paid
at maturity. In common with other credit instruments the
total volume of commercial paper has declined to an extremely
low level, and it is not usually available directly to country
banks. It is necessary for such banks, therefore, to rely upon
direct contacts with issuers and their correspondent banks in
order to obtain any appreciable volume of this paper. The paper
is usually drawn to the order of the borrower and endorsed in
blank, thus making it possible for it to pass from holder to
holder without further endorsement. In the event of necessity
for prompt recovery of funds thus employed it may be sold to
others without recourse.

United States Government Obligations Due within One
Year.—During the war years 91-day and 92-day Treasury bills
have been offered in large volume, and in 1943 over eleven bil-
lions were outstanding. They carry no interest and are offered
for bids on a discount basis. From every standpoint except
that of yield they are an ideal instrument for the secondary
reserve. With a yield which approximates only three-eighths
of 1 per cent, however, they have been of interest only to large
metropolitan banks in position to bid for extremely large vol-
umes. However, as will be pointed out in connection with war
financing problems, even relatively small banks can hold these
instruments advantageously.

Treasury notes are issued for periods of over one year but
not exceeding five years. When within one year of maturity
they also constitute excellent secondary reserve assets. On such
maturities, however, yields are no greater than on Treasury
bills. In order to earn as much as 1 per cent it has been neces-
sary to reach for two-, three-, and four-year maturities, which
bars them from the secondary reserve classification according
to the standards suggested herein.
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Certificates of Indebtedness were resurrected by the Treas-
ury during 1942. These obligations fill in the gap between the
bills and the notes. Their maximum maturity is one year and
those issued in 1943 carried a yield of seven-eighths of 1 per
cent. The total volume outstanding approximates seventeen
billions and maturities are spaced at short intervals. So long as
these conditions continue, banks will have no difficulty in main-
taining adequate secondary reserves. As to quality, however,
it is obvious that these certificates are in no way superior to
Treasury bonds which have approached to within one year of
maturity.

Corporate and Municipal Issues Approaching Maturity.
—Highest-grade corporate and municipal issues maturing
within twelve months may be included in the secondary reserves
if they are so actively traded in as to assure a quick, closc
market. It is evident that at any one time not many issues meet
these requirements. Certain railway equipments meet the test
of quality but for most of them under normal conditions
trading activitics are not extensive. This is true, also, of the
serial issues of many municipalities. But under the above head-
ing the principal source of supply for the secondary reserves is
likely to be highest-grade corporate issues which have been
outstanding for many years and are within one year of ma-
turity. Commonly such bonds will have been purchased origi-
nally for the permament bond portfolio. If not called or sold
they would become eligible first for the investment reserve and,
when within one year of maturity, finally pass into the second-
ary reserve classification.

Call Loans to Brokers.—This is an item which is usually in-
cluded without question in the secondary reserves. It is true that
they do not mature automatically within twelve months as do
the other items described above. But under any conditions
short of a national emergency they may be called on any busi-
ness day, and in view of the obviously adequate collateral
security the risk of loss is practically nil. It should be borne in
mind, however, that national emergencies do arise from time
to time. In 1914 the stock exchange was closed for four months,
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during which time all loans to brokers were completely frozen.
During that period bankers’ acceptances and open-market com-
mercial paper were paid regularly at maturity. In November,
1929, these loans as a whole became frozen again, and but for
the ability of the New York banks to step in and take over loans
called by correspondent banks and others large losses might
have been incurred generally.

The position taken here is that in no single respect is it
wise for banking to be conducted on a fair-weather basis. To
be prepared for storms its reserves must be not only adequate
in size but also each individual item should be of a character
which will insure the bank’s ability to turn it promptly into
cash without appreciable loss even in the face of a general
national emergency. Measured by this standard loans to brokers
do not qualify for the secondary reserves in spite of their fun-
damental soundness and high degree of normal shiftability.
While strict logic thus requires the elimination from the sec-
ondary reserves of call loans to brokers, to insist upon their
ineligibility is to run counter to all generally accepted ideas on
the subject. Nothing is to be gained by an unnecessarily cap-
tious and unrealistic attitude which a great majority of bankers
would consider overly conservative. For the purpose of this
study, therefore, call loans to brokers will be considered eligible
for the secondary reserve.

All Longer-Term Issues Omitted.—All longer-term issues,
without respect to quality, are omitted from the secondary re-
serve classification. If they are listed and actively traded in, or
if there is an active over-the-counter market, it is true that they
can be disposed of at any titne at going market prices, but these
prices may be higher or lower than either cost or book value.
If the condition giving rise to the need for replenishment of the
primary reserves is at all general it will be found to be a par-
ticularly inopportune time in which to sell bonds because other
banks will be doing the same thing. There is grave danger,
therefore, that substantial losses will be realized. The essence
of a real secondary reserve is that it shall provide funds either
at regular intervals or as needed during the twelve months im-
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mediately ahead. Not only do longer-term issues fail to pro-
vide funds automatically but if it becomes necessary to dispose
of them under unfavorable conditions there is even possibility
of real loss.

Even government bonds are by no means immune from
substantial price fluctuations. For the purpose of computing
a liquidity ratio it is the common practice to include all United
States Government obligations. It will be shown later,® how-
ever, that this liquidity ratio is a makeshift device necessitated
by lack of information concerning secondary reserves in banks’
statements of condition. It is true that in the absence of any
general desire or neccessity to sell them at the same time all
government obligations have the highest degree of shiftability.
They may also be used as collateral at the Reserve banks, but
the borrowing bank still remains liable for the full sum bor-
rowed. Price fluctuations concomitant with changing interest
rates cannot be avoided; hence there is no assurance that they
can he disposed of at any particular time without recourse or
without loss. Memory is still too vivid of the depths to which
Liberty bonds fell in the carly postwar years.

General Considerations Pertaining to Secondary Reserves.
—The discussion in the preceding sections was concerned with
the constituent elements properly to be included in the secondary
reserves. It is a much more difficult task to try to determine
the proper size of these reserves. Indeed it is impossible to
arrive at a definite proportionate figure which should always
be attained. Conditions differ widely from bank to bank and
the variables are so numerous that it is not the part of wisdom
to lay down any hard and fast rules. What are these variables
and what are some of the conditions which differ so widely in
different banks?

One variable is the size of the primary reserves which banks
find it necessary or expedient to carry, for this is far from uni-
form from bank to bank. The size of the minimum legal reserve
is beyond the control of the individual bank and is uniform

6 Chapter 10.
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for the members of each reserve classification—central reserve
city, reserve city, and country banks. Although banks have
no control over the volume of items in the process of collection,
the actual amounts for individual banks differ in accordance
with the variations in the character of the business of cus-
tomers. For the same reason some banks find it necessary to
carry a much larger percentage of currency than others, and
the free balances maintained with correspondent banks differ
widely from institution to institution. It is obvious that the
larger the primary reserves (exclusive of legal reserves) the
smaller the secondary reserves might properly be.

A second factor which must be considered in determining
the proper size of the secondary reserve for an individual bank
is the composition of its deposit liability. The larger the per-
centage relationship of time deposits to total deposits, the
smaller the secondary reserve needs to be. It is true that savings
deposits, the principal component of time deposits, are, in prac-
tice, payable on demand, just as are demand deposits. Despite
some statements to the contrary in recent years savings deposit
totals for any group of typical continuing banks fluctuate
through a much narrower range than do demand dcposits, and
hence a bank does not need to have the same degree of indi-
vidual liquidity in the assets purchased with savings funds as is
necessary in order to service demand deposits properly. In all
jurisdictions recognition of this fact is supplied in the smaller
legal reserve requirements against time deposits.

So far as legal reserve requirements are concerned, however,
all laws assume a homogeneity among demand deposits which
does not, in fact, exist. Three distinct classes of demand de-
posits are discernible: individual demand deposits; bankers’
balances; and public funds. Such surveys of their deposit be-
havior as have been made for individual banks reveal little
similarity in steadiness between individual demand deposits and
the other two classes.” Both bankers’ balances and public de-
posits tend to fluctuate much more violently than do individual
demand deposits and this lack of stability makes it highly de-

7 See, for example, R. G. Rodkey, Legal Reserves in American Banking,
pp. 442-449.
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sirable that the funds representing such deposits be kept in
highly liquid form. If this contention is sound it follows that
banks whose holdings of such balances are large in relation to
total demand deposits need correspondingly larger secondary
reserves. On June 30, 1941, for all national banks, public
funds and bankers’ balances combined constituted almost 34
per cent of total demand deposits. This situation serves to em-
phasize the vital importance of conservative investment of
demand deposits.

Deposit experience also differs widely from bank to bank
with respect to balances of corporations and individuals. A
careful survey of this experience for the individual bank is a
necessary preliminary to determination of the percentage of
such deposits which it is wise to carry in the secondary re-
serves. The less dependable the total, the greater the need for
secondary reserves.

As the names indicate the assets comprising the primary
and secondary reserves constitute a bank’s first and second
lines of defense against demands of depositors as well as
against future developments of such general character that it
is impossible to foresee them. Primary reserves of course earn
nothing and items in the sccondary reserve must be selected
with quality and maturity as the prime motivating force, and
with earnings thercon as a distinctly minor consideration. The
larger the secondary reserves the more closely may primary
reserves be held to a minimum. With no sccondary reserves,
or a definitely inadequate volume thereof, a much larger per-
centage of the bank’s assets must be held in the entirely unpro-
ductive form of primary deposits.

The scarcity of bankers’ acceptances and open-market com-
mercial paper has already been commented upon. In the years
immediately preceding Pearl Harbor all government obliga-
tions maturing within one year provided a truly microscopic
return. This situation was relieved to some extent in 1942 by
the reintroduction of certificates of indebtedness offering
yields as high as seven-eighths of 1 per cent. Nevertheless,
under conditions existing most of the time since the banking
holiday a bank had to depend for some considerable portion of
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its secondary reserve upon items which had been purchased
originally for the permanent bond portfolio or its investment
reserve and which had come to within one year of maturity. In
other words, long-term planning with particular reference to
quality and marketability of items purchased originally for
the permanent bond portfolio and investment rescrve is essen-
tial if a truly productive secondary reserve of adequate size is
to be maintained. What constitutes ‘“‘adequate size” for the
secondary reserve can be determined only in connection with
specific facts in an actual case. The process involved will be
described in detail in Chapter 4.

The Investment Reserve

In the preceding scction the contention was advanced that
there should be excluded from the secondary reserves all earn-
ing assets which are not self-liquidating within a twelve-month
period or which cannot be disposed of instantly without re-
course and without possibility of appreciable loss. Neverthe-
less, highest quality readily marketable securities maturing at
regular intervals in what might be called a period of inter-
mediate length deserve special classification. The term
Investment Reserve is suggested as an appropriate title for this
group of securities. The use of this term for the type of securi-
ties suggested would serve to clarify managerial thinking about
investment problems particularly with reference to the funda-
mental matters of liquidity, shiftability, and exposure to risk
from changing interest rates and deterioration of credit
standing of obligors. It would also make possible greater
precision in the discussion of different phases of the invest-
ment problem and at the same time be a useful tool in the
general allocation of funds among different types of carning
assets, as will be demonstrated a little later. Should the use of
the term Investment Reserve receive general acceptance the
temptation would be lessened to include in the secondary re-
serves items which do not belong there. This is likely because
the investment reserve is designed as an intermediate category
lying between the secondary reserve and the permanent bond
portfolio. As used herein the investment reserve will desig-
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nate United States government and other issues of AAA
quality :

(a) With maturities of one year or longer but not in excess
of six years and spaced at as even intervals as possible.
(b) Readily marketable at all times at intrinsic values.

Every bank has, of course, a substantial volume of securities
which meet these requirecments for investment reserve eligi-
bility. What is suggested here, therefore, is merely the de-
sirability of grouping such assets under a heading which
differentiates them from both the secondary reserve and the
longer-term issues in the bond account proper. It is equally
important to have clearly in mind the fundamental function of
this reserve and to develop a formula by means of which the
banker is enabled to determine the minimum volume of such
sccuritics that he should have on hand at all times. These are
aspects of the problem which are discussed at some length in
Chapter 4. At this point certain considerations of a more
general character are appropriate.

Spacing maturitics as evenly as possible over the five-year
period covered by the investment reserve has already been indi-
cated as being one of its most desirable features. As individual
items in the investment reserve come to within one year of
maturity they pass automatically into the secondary reserve
classification, since it is only because of their longer maturities
that these items are not eligible for the secondary reserve in the
first place. Furthermore, as these assets finally mature, funds
received therefrom will, in the absence of other needs, be avail-
able for reinvestment in investment reserve items of six-year
maturity. After these two revolving funds in the secondary
and investment reserves have been definitely in operation over
a period of time, the bank is thus enabled to reinvest funds
from maturing items at the yields available on securities with
six-year maturities, which yields have, in recent years, been
substantially higher than those obtainable on shorter-term
issues.

It remains to be observed that the investment reserve itself
to some extent will be automatically replenished from time to
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time as items in the longer-term bond account proper which
otherwise qualify for the investment reserve come to within
six years of maturity. To the extent of such replenishments,
funds received from maturing items are available for reinvest-
ment in longer-term permanent bond portfolio items on a still
more favorable yield basis. It is evident, therefore, that for
best earning results careful long-range investment planning is
essential.

The real function of the investment reserve is to provide a
third line of defense—a defense against extraordinary de-
velopments that no banker can be expected to foresee. Any
reasonably well-managed bank is always prepared to take care
of ordinary seasonal fluctuations in loans and deposits. It is
equally important that neither embarrassment nor serious loss
shall ensue from major longer-term movements—upward in
the case of loans, downward in the case of deposits. In the
past bankers acquired the reputation for being poor bond
buyers. While far too many bankers have sacrificed quality
for yield this poor reputation derives primarily from a differ-
ent factor—bad timing. They seemed to be forced to buy at the
wrong time and to sell at the wrong time. In the upward swing
of the business cycle both loans and interest rates tend to
rise. Rising interest rates tend to depress the prices of quality
bonds, but in order to take care of the increasing demand for
good loans the typical procedure has been to sell bonds. This
concentrated selling from many banks forces prices still lower.
The process is reversed as we pass from prosperity to depres-
sion. Interest rates fall, bond prices rise, loans are paid off,
and banks, in order to keep their money working, must buy
bonds at high prices. This latter phase did not come into opera-
tion in the downward sweep from the high prosperity level of
1929 to the depression depth of 1932 because it was accom-
panied by a major loss of deposits and unprecedented inability
of borrowers to repay their loans.

Banks otherwise soundly managed and which had in 1929
adequate secondary and investment reserves, could face with
equanimity the developments of the succeeding three or four
years. Their earning power was likely to become impaired,



ASSET RESERVES 33

but ability to meet all their obligations would never have been
questioned by those familiar with the real situation. Further-
more, they would not have found it necessary to sell bonds
from their permanent bond portfolio in the bad market pre-
vailing during those years. If the spaced maturities of their
investment reserve bonds failed to mature rapidly enough to
meet the loss of deposits and to meet the demand for all good
loans, then additional items from the investment reserve ma-
turing two or three years hence could have been disposed of.
Proximity to maturity would make it impossible for such
issues to deviate far from par. These observations are based on
two assumptions: (1) that the investment reserve contains
money bonds exclusively; and (2) that the reserve as a whole
is adequate in size. Where such assumptions are warranted
the secondary and investment reserves combined would pro-
vide the means for meeting a sudden and drastic loss of de-
posits or the long continued major loss of deposits incident to
the decline from great prosperity to the depths of a great de-
pression. Considerations incident to the determination of ade-
quate sizes of the secondary and investment reserves will be
discussed in the next chapter.



CHAPTER 4

DETERMINATION OF MINIMUM SIZES
OF ASSET RESERVES

It is an elementary proposition that a bank’s total reserve
position must be predicated upon the extent of possible or
probable demands of its depositors. An examination of its
own records will reveal the magnitude of such demands in the
past. Reliance upon records of the past is a device far from
satisfactory. The future may turn out to be so different from
the past that such records will prove to have heen a faulty
guide. But since nobody can possibly know what the future
may hold, recourse—however unsatisfactory—must be to our
experience over the years behind. Future criscs may turn out
to be even more severe than those encountercd in the past.
About as much as can reasonably be expected, however, is to
follow policies which will assuredly provide protection against a
recurrence of such adverse contingencies as have arisen in the
past with perhaps some margin to spare for even worse emer-
gencies,

The great depression of the early thirties provided the most
serious peacetime emergency with which our banks have had
to deal in the twentieth century. On June 30, 1929, there was
no widespread suspicion that just ahead lay drastic deflation
and the most severe depression of modern times. On that date
loans and discounts for all banks, amounting to 41.4 hillions,
represented almost 72 per cent of gross deposits of 57.9 bil-
lions.! As optimism vanished and pessimism emerged a large
percentage of these loans became frozen. As pessimism deep-
ened it was accompanied by a crumbling of values on which
these loans had been based in the first place. With the crum-

1 Figures in this discussion derived from Report of Comptroller of Currency,
1933, p. 641.
34
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bling of this underlying security billions of dollars of loans
became not merely frozen but definitely uncollectible. This
development necessitated their removal from book assets. Be-
tween June 30, 1929, and June 30, 1932, loans and discounts
decreased over 1314 billions while deposits decreased 1214
billions. Solvent borrowers paid off their loans with checks on
their deposit accounts, and such deposits as insolvent borrowers
had were likewise utilized.

During this three-year period book value of government and
other securities held by all the banks actually increased by
$875,000,000.

Systemic Aspects of the Problem.—Closer examination of
this liquidation process may be worth while. From the stand-
point of the banking system as a whole the decline in total
deposits of 12.5 billions may represent liquidation of loans of
the same volume. If so the reserve position of banks as a whole
would be proportionately improved. If we assume—as of
that period—that required reserves equal 10 per cent of gross
deposits, the decline in deposits of 12.5 billions would mean
a decline of 14 billions in their required reserves. If the
decline in deposits came about solely through the liquidation
of loans their actual reserves would be unaffected. This means
they could have paid out to their depositors for hoarding or
other permanent purposes 174 billions and would have had
left reserves at least equal to the legal minimum.

As a matter of fact currency in circulation actually increased
approximately one billion dollars during the three-year period
ending June 30, 1932. It is true that a low level of business
activity and a falling price level are two conditions which
ordinarily lead to a decline in the volume of currency in circu-
lation. Thus, between the fall of 1920 and midsummer of 1922,
currency in circulation declined approximately one billion
dollars. In the ordinary course of events, therefore, one would
have expected the circulating medium to decline sharply be-
tween June, 1929, and June, 1932. Since instead of declining
it actually increased by a billion dollars we have evidence that
the total volume of hoarding was by no means limited to the
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amount of increased money in circulation. The total hoarding
might have been as much as two billions; it could not have
exceeded that figure in any substantial degree because total
currency outstanding at that time amounted only to 534
billions.

Individual Bank Aspects.—From the standpoint of hun-
dreds of individual banks the picture is quite different. Not
only was the underlying security back of their loans crumbling
but market values of their bond portfolios were spiralling
downward. From such banks skeptical depositors were de-
manding their money. The absence of adequate secondary and
investment reserves compelled these banks to force payment of
their customers’ commercial and real estate loans and to throw
overboard at panic prices the marketable portion of their per-
manent bond portfolios. In the midst of a great depression
this policy is suicidal.

The volume of currency actually hoarded during the banking
crisis never reached the levels frequently assumed. In March,
1933, the amount outstanding spurted to approximately seven
billions, or about 214 billions more than had been outstanding
during most of the preceding decade. This is small compared
with the total decline of deposits between 1929 and the reopen-
ing of the banks in March, 1933, yet had there been no
hoarding whatever it seems reasonable to suppose that a good
many hundreds of banks which actually failed might have been
able to weather the storm. No banking crisis ever had its
origin in the liquidation of large volumes of sound loans and
the corresponding decline in deposit totals. On the other hand
there can be no assurance of safety arising out of a small volume
of loans as compared with total deposits. In 1943 total loans
and discounts of all insured commercial banks represent less
than 28 per cent of total deposits, whereas in 1929 the cor-
responding relationship was 72 per cent. If widespread hoard-
ing should develop once more our banking system would be in
for trouble again unless proper precautions had been taken.
With federal deposit insurance in force, and with many thou-
sands of really weak banks having been weeded out, it may be
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argued with some plausibility that there can be no recurrence
of almost universal hoarding, and that banks, therefore, are
overly conservative whose policies are shaped to guard against
a return of 1929-1932 conditions.

It must be admitted that incentives for widespread hoarding
are by no means obvious even in the midst of a great war. Yet
even so sight should not be lost of certain factors which might
have a bearing on this practice.

In the first place, it is doubtful that the average workingman
or average housewife can have any clear understanding of the
fundamentals of deposit insurance, while many of them still
have vivid recollections of what happened to their bank balances
between 1930 and 1933. In the event of any widespread loss
of confidence engendered by adverse political or war develop-
ments, it is by no means certain that the average uninformed
person would continue to prefer bank deposits to cash. Among
the somewhat more sophisticated, on the other hand, there
might be some doubt about the soundness of deposit insurance
and the ability of the Federal Deposit Insurance Corporation
to meet its obligations should there be another severe epidemic
of bank failures.

In the sccond place, it must be remembered that deposits are
insured only up to $5,000 for one individual. Individuals with
large cash funds may prefer the security of safe deposit vaults
to the unknown soundness of particular banking institutions.
And unless the loss of confidence extends to all banks the
“smart money’’ of corporations will be transferred to stronger
institutions.

In the third place, currency circulation statistics are by no
means reassuring. Money in circulation during the prosperous
twenties ranged slightly below the five billion dollar mark, and
even during the 1919-1920 inflation it never reached the six
billion dollar level. The hoarding so prevalent during the great
depression is clearly reflected by a rise in circulation to new
highs during 1931, 1932, and 1933, but it never reached the
six billion dollar level until early in 1933 when, as already
pointed out, it advanced briefly to nearly seven billions. After
the reopening of the banks, and particularly after deposit
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insurance became effective, circulating currency declined to
about 514 billions. Since that time there has been a fairly
steady upward trend, and a new all-time high of 1914 bhillions
was reached in 1943. Full employment at high wages accounts
for much of the increase since 1940. A considerable volume
of currency may have left the country and much of it may
belong to nationals of other countries the funds of which have
been frozen. But even though much of this increase may have
arisen from factors having nothing to do with the soundness
of banks the effect on bank deposits and reserves is to decrease
them just as tcllingly as though the cause had been doubt of
soundness of banks in general.

In light of the above considerations it appears unwise for
the individual banker to dismiss summarily the possibility of
a major loss of his deposits. For purposes of illustration it
will be assumed here that loss of deposits for a particular bank
might be as great as the overall loss experienced by banks from
1929 to 1933. It may well be that some bankers will consider
this overly conservative and others not conservative enough.
But whatever his idcas might be in this respect, the illustration
to be described can be applied to any individual bank with such
other assumptions as seems appropriate to the individual
banker.

For a good many years and particularly since the onslaught
of the great depression many attempts have been made to sct
up standards for the allocation of all funds. A large number
of progressive bankers have done this for their own institu-
tions, while various specialists have attempted to set up stand-
ards which individual bankers might adapt for their own use.
In 1932, for instance, the Bank Management Commission of
the American Bankers Association set up arbitrary standards
for the conversion of funds from all sources.* But it is im-
possible to set up hard and fast standards which shall be
appropriate for banks in general. No two banks are exactly
alike, and no two have identical problems to solve. Because of
these differences no two banks have had identical experiences

2 See also “Conversion of Commercial Bank Funds,” by H. E. Zarker, Bankers
Magazine, November, 1941,
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with fluctuations on deposits and loans. Nevertheless, the
manner by which the problems of sound standards of allocation
should be attacked is the same for all banks. For the process
which is to be described it will be necessary, therefore, for each
banker to substitute for the illustrative figures the figures
which his own bank furnishes.

For purposes of the illustration it is assumed that the posi-
tion of no bank is as good as it should be if it cannot meet
without any real embarrassment a return to 1929-1933 condi-
tions and at the same time be able to carry on its bhusiness
otherwise in a normal fashion. As was pointed out in Chapter
2, widespread insistence upon the liquidation of sound loans
and the forced sale of securities from the permanent invest-
ment portfolio merely tend to accentuate the vicious spiral of
deflation.  As depression decpens, of course, there is a natural
tendency for the total volume of loans to decrease because of
the slackening pace of business activity and the consequent
decline in inventories and receivables. But a bank should be
able to meet whatever demand there is for good new loans and
to grant renewals on a normal basis. Furthermore, it should
not be necessary to raise cash through borrowing on or selling
honds in the permanent bond portfolio. If its individual assets
are as sound as they should be and if its reserves are adequate
a bank can meet all demands and at the same time carry on its
main functions in the usual way.

The first step in the process by means of which the minimum
size of an adequate secondary reserve may be determined is an
examination of a bank’s own record over at least a ten-year
period. The actual period used should exclude abnormal war-
times and should always extend back far enough to include a
year or two of the preceding period of major prosperity. In
the nineteen forties that would mean going back to 1928 and
1929. Figures should be prepared showing declines in both
demand and time deposits year by year down to the bottom of
the depression or until such time as the trend in the particular
bank was definitely reversed. As a substitute for such figures
unavailable here it is necessary to resort to the device of a
hypothetical bank. For this purpose we shall assume our hypo-
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thetical institution to be a country member bank of substantial
size. Since it is highly important that the figures used for this
hypothetical bank shall have a thoroughly realistic basis, we
turn to aggregate figures in Member Bank Call Report #92
for December 31, 1942. We use figures in the column hecaded
“Country Member Banks” and round them off to the nearest
thousand to derive a statement of condition for our hypo-
thetical bank. This gives us an institution with resources of
approximately $25,000,000.

The various items shown in this call report were reclassified
on a functional basis. Under the heading Fixed Assets were
placed not only bank premises, furniture and fixtures, and other
real estate, but also stock of Federal Reserve Bank and other
corporate stocks owned. Items entirely unimportant for our
purpose, such as customers’ liability for acceptances and income
earned but not collected, were placed under Miscellancous
Assets. Miscellaneous Liabilities includes acceptances outstand-
ing, income collected but not earned, and interest, taxes, and
other expenses accrued and unpaid. Constructed in this manner
a tentative statement of condition for our hypothetical bank is
presented in Table I.

It should be emphasized, perhaps, that the figures in Table T
show a bank in which all pertinent relationships between dif-
ferent items are average relationships. Whether the derived
statement represents an average bank, however, is immaterial.
We are interested in constructing a statement for a country
national bank of substantial size which is not purely imagina-
tive, and averages used for this purpose insure a statement
which has a realistic basis. The statement in Table I is called
tentative because it is desirable to make several adjustments in
order to eliminate two abnormalities which have developed in
recent years. But first attention is called to certain relation-
ships actually existing in these average figures.

The deposit-capital ratio corresponds roughly with the
standard set up by the Federal Deposit Insurance Corporation,
gross deposits being just slightly in excess of eleven times
invested capital. The total of Fixed Assets is less than 30 per
cent of the capital account and real estate loans amount to only
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TasLE I. HYPOTHETICAL BANK

StaTEMENT OF CoNpiTION (Tentative)

Resources
Primary Reserves
Currencyand Coinl. .ovvvvinnenennnnnen.. $ 542,000
Cash Collection Items. .................. 554,000
Balances with Other Banks............... 3,700,000
Reserve with Reserve Bank......... veeee. 2,842,000

Total Primary Reserve................ e $ 7,638,000

Securities
U. S. Governments, Direct and Guaranteed. $ 9,175,000
State and Municipals. ................... 1,252,000
OtherBonds. .........coovvviienn oo 907,000
Total Securities. ..o oovvvvrvn viiiiniiniinenannnn
RealEstate Loans..............cccvevnnn. e
Other Loans. ......covvvvnenninns ere e
Fixed AsSetS. ..... «.v vr tirrinenennnanen o . .
Miscellaneous Assets ... ......cvvevuenarnnenen oo

Total ASSetS. .. vvvvvevrereererrenaneennnn .
Liabilities and Capital

Demand Deposits
Balances of Other Banks.. ... $ 1,231,000
Public Deposits. .... ........ 2,650,000
Other Demand Deposits...... 11,989,000
Total Demand Deposits. . .voveurven... $15,870,000
Time Deposits
Savings Deposits.........., .. $ 6,397,000
Other Time Deposits....... . 193,000
Total Time Deposits.. .....coovvevevnns 6,590,000
Total Deposits.......... PPN
Maiscellaneous Liabilities. . . . . et eerreeeeatt et
Total Liabilities. ........ reeeeeec ettt e
Capital Account
Capital Stock........... e reeeetecaeeerienaaaas

Undivided Profits........... P
Contingency ReSeIVe. . ..uvvvveerreeereeroseroneennns

Total Capital. . vveverrrriieeenrennnrernnennnnns
Total Liabilities and Capital.......

11,334,000
2,500,000
2,536,000

500,000
49,000

$22,460,000
56,000

$ 926,000
703,000
291,000
121,000

41

$24,557,000

$22,516,000

2,041,000
$24,557,000

25 per cent of savings deposits. As is to be expected other
loans are abnormally low, amounting to only 22 per cent of
demand deposits. Total volume of securities held is approxi-
mately 514 times total capital. In these vital relationships the
tentative statement indicates a bank which is adequately capi-

talized and conservatively managed.
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Reference was made above to certain desirable adjustments.
In common with other banks outside the leading financial cen-
ters our statement shows that the hypothetical bank is maintain-
ing what are apparently excessive balances with other banks.
Reference to Table I discloses the fact that these balances are
cqual to over 16 per cent of gross deposits. In the Report of
the Comptroller of the Currency for 1928 we find that country
national banks found it necessary to carry with correspondent
banks an amount cqual to only 8.6 per cent of gross deposits,
and this in spite of the fact that at that time interest was paid on
such balances. There is no evident reason why balances actually
needed now are larger than those required before the depression,
and for our purpose it is desirable that any item over the size
of which the bank has control shall be of rcasonable magnitude.
To be conservative, however, let us assume that banks really
require balances with other banks equal to 10 per cent of their
gross deposits instead of the 8.6 per cent with which they
succeeded in getting along in 1928 or the 16 per cent shown
for 1942. With this assumption the item Balances with Other
Banks becomes $2,250,000 instead of the $3,700,000 shown in
Table I. The difference between these two figures, $1,450,000,
will remain temporarily unallocated.

In the ycars immediately following the banking holiday
bankers discovered it was impossible to find productive outlets
for all their funds, and as a result large excess balances were
commonly maintained at the reserve banks. Even under the
stress and strain of war finance in the summer of 1943 country
banks were still maintaining substantial idle funds in this form.
They can be put to work and liquidity still preserved by con-
verting such free balances into Treasury bills and certificates
of indebtedness for the secondary reserve. We shall assume,
therefore, that our hypothetical bank should carry at the
reserve bank just the legal minimum which is required. A fter
the above suggested change in the balances carried with other
banks the minimum required reserve for this bank, on the basis
of the present requirements of 14 per cent against nct demand
deposits and 6 per cent against time deposits, is $2,225,000
instead of the $2,842,000 shown in the statement. The amount
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thus released, $617,000, will remain temporarily unallocated.
With the alterations just suggested the Primary Reserve
section of Table I would appear as in the following tabulation:

Primary Reserves

Currency and Coin  .ceeeeseennnessnnneneens $ 542,000
Cash Collection Ttems ....ccceeruee 554,000
Balances with Other Banks 2,250,000
Reserves at Reserve Bank.......cceeevereennenne 2,225,000

$5,571,000

In all later drafts of the hypothetical bank statement except
the final one the figures in the above tabulation will be used
for the Primary Reserve. Table 1I presents the first revised
draft of the statement. It will be noted that it includes an
Unallocated section. This section includes both the $1,450,000
removed from the item Balances with Other Banks and the
$617,000 actual excess at the reserve bank. For a reason indi-
cated later the sccurities section is eliminated and the $11,334,-
000 investment in securities shown in Table I is also included
in the Unallocated section.

The total primary reserves of $5,571,000 are applicable, of
course, both to demand and time deposits. The required legal
minimum reserve for time deposits is 6 per cent, and for a bank
of this size and general characteristics an additional 1 per cent
should provide sufficient primary reserves to mect all extra re-
quirements for vault cash, balances with other banks, and col-
lection items which are occasioned by the presence of savings
and other time deposits.> The primary reserve allocated to time
deposits is, therefore, 7 per cent of $6,590,000, or $461,000.
Deducting this $461,000 from the total primary reserves of
$5,571,000 leaves $5,110,000 available as primary reserves
against demand deposits. This figure is approximately 32 per
cent of such deposits.

Minimum Size of the Secondary Reserve.—The statement
was made in Chapter 3 that one variable in the determination

3 In Report No. 18 of the Federal Deposit Insurance Corporation (p. 34) cash,
balances with other banks, and cash items in process of collection for all insured
mutual savings banks amounted, on December 31, 1942, to about 634 per cent of
their total deposits.
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Tasie II. HvypoTHETICAL BANK
StaTEMENT oF CoxnprtioN (First Adjustment)

Resources

Primary Reserves
Currencyand Coin.................. ... $ 542,000
Cash Collection Items................... 554,000
Balances with Other Banks. .............. 2,250,000
Reserve with Reserve Bank............... 2,225,000

Total Primary ReServe......ooeveeeerenrenannenns $5,571,000

Real Estate Loansg..........ccoviiiinniinnnennnnnannn. 2,500,000
Other Loans. . .......coiviiiieirrnreecenonansseasnannns 2,536,000

Fixed AsSetS. . ....vvviieneeneinneennsnnasnesoanensns 500,000
Miscellaneous Assets........ocvovveveens Ceeeer e 49,000

Unallocated
From Balances with Other Banks.......... $ 1,450,000
From Reserve with Reserve Bank......... 617,000
From Securities. .......covvenunvenn.n. . 11,334,000
Total Unallocated .« vevvuvnrennannnnn. Nereeerenne . 13,401,000

Total RESOUICES s v vveerrvverenenenerenns

Liabilities and Capital

Demand Deposits
Balances of Other Banks...... $ 1,231,000
Public Deposits. ... ......... 2,650,000
Other Demand Deposits. . ... . 11,989,000

Total Demand Deposits. ...... . .. . $15,870,000
Time Deposits

Savings Deposits.. ........ . $ 6,397,000
Other Time Deposits. ... .. . 1_0:§ _OO_O

Total Time Deposits . . 6,590,000
Total Deposits. . . e s $22,460,000
Miscellaneous Liabilities. .. ... ... .00, . 56,000
Total Liabilities.. @~ ... e
Capital Account

Capital Stock. . ... L e .. $ 926,000
Surplus......... . e 703,000

Undivided Profits....  ......... 291,000
Contingency Reserve.. . e e 121,000

Total Capital. ... covvvrveree vevereerinennannnons
Total Liabilities and Capital.ceevvvvereeeriiiiiiiiiiniinn...

$24,557,000

$22,516,000

2,041,000
$24,557,000

of the size of the secondary reserve must be the size of the
primary reserves actually being maintained. Having now de-

termined a reasonable size for the primary reserve

for our

hypothetical bank, we are in position to take account of other
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factors which must be considered in arriving at a reasonable
minimum size for the secondary reserve.

Because of their volatility conservative practice requires
that all public deposits and balances of other banks be covered
completely by a combination of primary, secondary, and invest-
ment reserves. For our hypothetical bank 32 per cent of all
demand deposits are covered by primary reserves. So far as
public deposits and bankers’ balances are concerned, therefore,
68 per cent remain to be backed by secondary and investment
reserves. For purposes of illustration let us assume that this
remaining 68 per cent be divided equally between the secondary
and investment reserves, or 34 per cent for each of these re-
serves.

The secondary reserves should also contain an amount equal
to whatever normal downward fluctuations in other demand
deposits, savings deposits, and other time deposits a bank finds
by examination of its own record over a period of years. In
addition there should be an analysis of individual demand
and savings accounts which appear to be larger than normal.
In some banks accounts in excess of normal will be found more
common among savings than among demand deposits. Lack of
attractive investment opportunities since the depression and
uncertainty arising out of war conditions have combined in
recent years to induce individuals to build up their savings
accounts far beyond their normal size. In a sense such amounts
are not real savings at all. They merely represent funds held
temporarily in suspense, awaiting a return of confidence in the
future. It is advisable for the banker to look upon such accounts
with suspicion and to assume that they are far less dependable
than the run-of-mine savings account.

On the supposition that the analyses suggested in the pre-
ceding paragraph have been carried out we shall assume for our
hypothetical bank that secondary reserve protection is needed
to the extent of 3 per cent of other demand deposits, 6 per cent
of savings deposits, and 18 per cent of other time deposits.* The

1 These assumed percentages are derived from averages of figures supplied by
four country banks.
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minimum total size of its secondary reserve would thus be
built up as shown in the following tabulation:

COMPUTATION OF SECONDARY RESERVE

34 per cent of public deposits.......coceverensarerereriunene, $ 901,000
34 per cent of balances of other banks.......en 418,000
3 per cent of other demand deposits.....cocoeuevirerenes 359,000

6 per cent of savings deposits.....ceessines  urens 383,000

18 per cent of other time depoSitS......cerseeresssesesesenss 35,000
$2,096,000

If the actual secondary reserve falls below a figure of approxi-
mately $2,100,000, the amount of the deficiency should be car-
ried in the primary reserve, presumably as increased halances
with other banks. For our hypothetical bank we shall assume
that sound bond investment policies in the past are serving
currently to replenish the secondary reserve with a substantial
volume of high grade and readily marketable honds within one
year of maturity so that it is possible for it to maintain really
productive secondary reserves of the desired magnitude.

So far as our statement of condition is concerned this
$2,100,000 for the secondary reserve is deducted from the total
unallocated sum of $13,401,000 shown in Table IT. The second
revision of the statement, showing the primary rescrve as a
single item, the secondary reserve of $2,100,000, and the re-
maining unallocated amount of $11,301,000, is presented in
condensed form in Table III.

Minimum Size of the Investment Reserve.—The next task
is to determine the minimum size of the investment reserve.
All the securities shown in the original statement of condition
may be eligible for this reserve. In any conservatively managed
bank certainly a substantial portion of them would meet all
requirements. To the extent that securities originally held are
eligible it is necessary merely to allocate them formally to the
investment reserve. But for the purpose of illustrating the
process involved, it appears simpler to begin with a clean slate
so far as securities are concerned. It was for that reason that
the securities section was eliminated in Table II and that the
entire sum so invested was treated as unallocated funds.
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TasLE III. HyYPOTHETICAL BANK

CoNDENSED STATEMENT oF ConDITION (Second Adjustment)

Resources
Primary Reserves...... e et et .. $ 5,571,000
Secondary Reserves. ... .cuuveeiinneeerennneriennesenns 2,100,000
Recal Estate Loans.........ovvveieiinnneennnneneennnns 2,500,000
Other 1.0ans . . . .uvit ittt it ie e ieineanennanans 2,536,000
Fixed ASSets. ..vvvinriineene vr cieeneennieeaanans 500,000
Miscellaneous ASSets .. ... vvvvrrvrvenneerennnnes oo 49,000
Unallocated ($13,401,000—$2,100,000).................. 11,301,000
Total ReSOUICES. v\ vvvvve ve veeeeneaeaanannnns $24,557,000

Liabilities and Capital

Demand Deposits

Balances of Other Banks. ..... $ 1,231,000
Public Deposits. . . . .. 2,650,000
Other Demand Deposits. . .... 11,989,000

Total Demand Deposits. ...... .. . $15,870,000
Time Deposits

Savings Deposits. ... ........ $ 6,397,000
Other Time Deposits......... 193,000
Total Time Deposits.oevevee e enn. .. 6,590,000
Total Deposits. .. .. ouiiiiiiiiiiiianes o e $22,460,000
Miscellancous Liabilities. . oo vvvvevinviennennans Cereeaes 56,000
Total Liabilities. .. ..vvveniiiiieinninenenenenees $22,516,000
Capital Account
Capital StoCK. . vvverttit ittt iienreannnnns $ 926,000
Surplus . i i et e 703,000
Undivided Profits.. .. ooivieneniiiiiiinnereeeneanns 291,000
Contingency ReSeIVe. .. ovvvvinrerrnnrrernieneennnns 121,000
Total Capital.........c. ciiiiiiiiiinienannaans 2,041,000
Total Liabilities and Capital . ........ccovvveennennn. $24,557,000

The investment reserve differs fundamentally from the
primary and secondary reserves. The combined primary and
secondary reserves should protect the bank against all normal
fluctuations in loans and deposits, as well as other fluctuations
that can be anticipated with some degree of certainty. It should
be observed in this statement that there is intended no impli-
cation that they are unavailable should major losses of deposits
cventuate. But the investment reserve is intended primarily
as a protection against unanticipated major losses of deposits,
whether such losses be sudden in character or of the long-
drawn-out variety. In order to determine an adequate size for
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the investment reserve it is necessary for any actual bank to
look into its own record over a period sufficiently long to in-
clude the latest major depression and the period of prosperity
immediately preceding that depression. A recently organized
bank, having no such record of its own to which it can refer,
may be able to use the experience of some other bank similarly
situated.

So far as our hypothetical bank is concerned we have no
record available. It is necessary, therefore, to make certain
assumptions about its experience, particularly with reference
to the major deflationary period 1929-1933. Reserves sufficient
to protect against that phenomenon might not be adequate for
some future catastrophic development. But nothing else might
be sufficient either.

In order that our assumptions might have a basis of reality
a study was made of the experience of forty-four continuing
country banks of approximately the same size as our hypotheti-
cal bank. A procedure of this sort provides a more dependable
basis for realistic assumptions than would recourse to aggre-
gate figures available in the reports of regulating authorities,
since the total number of banks is constantly varying, and this
was especially true during the years 1929 to 1933. For the
forty-four continuing country banks, therefore, it was found
that between October 4, 1929, and the bottom of the depression,
demand deposits declined by approximately 50 per cent and time
deposits by 22 per cent. For the purpose we have in view here
the assumption to be made is that our hypothetical bank’s
experience during that period is identical with the average of
these forty-four continuing country banks. On the basis of this
assumption we are in position to determine the minimum size
of the investment reserve if the hypothetical bank is to be
prepared at all times for the return of such conditions.

If the hypothetical bank is to be prepared to lose 50 per cent
of its demand deposits and 22 per cent of its time deposits, the
total decline against which it must guard is $7,935,000 plus
$1,450,000, or $9,385,000. Furthermore, if it is to be run as
well as it should be, it must be able to meet this situation with-
out insisting on the liquidation of good loans or the utilization
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TasLE IV. HyYPOTHETICAL BANK

ConDENSED STATEMENT oF ConNpITION (Third Adjustment)

Resources
Primary Reserves.. . ..vvvvreerrrneeneeeeneeenennen ... $ 5,571,000
Secondary ReServes ........ceiievineerrnrneenennnnans 2,100,000
Investment Reserve...........c.covviiiinnneriinnenannnns 4,644,000
Real Estate Loans..........cvvutiinneinnneniennnnnnns 2,500,000
Other Loans and Discounts. ......ooovvvuieereennnnnns 2,536,000
Fixed AsSetS. . o. vt viiin it nnrsneonensns e 500,000
Miscellaneous ASSets ... .......oovveeeeeunroeneeneeanns 49,000
Unallocated ($11,301,000—$4,644,000)...........c..uv... 6,657,000

Total RESOUICES . ¢vvvvvvnvrvrerrensenrosessasnanss $24,557,000

Liabilitics and Capital

Demand Deposits

Balances of Other Banks. ..... $ 1,231,000

Public Deposits .. ..... 2,650,000

Other Demand Deposu:s .. 11,989,000

Total Demand Dcposnts ............ .. $15,870,000

Time Deposits

Savings Deposits . . ........ $ 6,397,000

Other Time Deposits... .... 193,000

Total Time Deposits.. .....covvvvnvenn. 6,590,000

Total Deposits e e e e .. . $22,460,000
Miscellaneous Llabxlmes ............................... 56,000

Total Liabilities. ........covveeeeeenenn rreeieees $22,516,000
Capital Account
Capital StocK . . ovvn vttt i ieie it iierraaannans $ 926,000

SUIDIUS. . . . i i i e e ir i r e 703,000
Undivided Profits.. .....oi vt iiiieeniinnneens 291,000
Contingency Reserve.. .......c.ooveuireiiennnennnnns 121,000

Total Capital...... .. (.. iiiiiiiiiiiiiinnnnnnns 2,041,000
Total Liabilities and Capital . ..............cco..... $24,557,000

DETERMINATION OF MINIMUM SizE oF INVESTMENT RESERVE
Assumed Total Protection Required

50 per cent of Demand Deposits........... $ 7,935,000
22 per cent ot Time Deposits............ . 1,450,000 $ 9,385,000

Sources of Protection
Primary Reserves 32 per cent of $7,935,000.. $ 2,540,000
Primary Reserves 7 per cent of $1,450,000. .. 101,000
Total Protection from Primary Reserves. ... $ 2,641,000
Total Protection from Secondary Reserves... 2,100,000
Total Protection from Primary and Secondary
Reserves.....cooovvvins et i oo 4,741,000

Additional Protection Needed from Investment Reserve... $ 4,644,000
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of any bonds in the permanent bond portfolio. In other words,
the bank must be prepared to meet a loss of this magnitude
merely by recourse to its varied reserves.

Since the primary reserves contain an amount equal to 32
per cent of demand deposits and 7 per cent of time deposits,
the primary reserves provide one source of funds to meet the
extraordinary drain. In other words, 32 per cent of the loss
of demand deposits, or $2,540,000, and 7 per cent of the loss
of time deposits, or $101,000, a total of approximately $2,641,-
000, can come from the primary reserves without impairing in
any way the primary reserves against remaining deposits. We
have assumed a secondary reserve of $2,100,000, all of which
may be utilized. From the primary and secondary reserves com-
bined, therefore, we obtain a total sum of $4,741,000 which is
available to meet the extraordinary loss. The difference be-
tween the total assumed loss of $9,385,000 and this $4,741,000,
or $4,644,000, must come from the investment reserve. We
are forced to the conclusion, therefore, that the minimum size
of the investment reserve must be $4,644,000. Table IV shows
the adjusted statement of condition for the hypothetical bank
with this investment reserve substituted for the original securi-
ties section and showing a sum remaining unallocated of $6,-
657,000. All of this $6,657,000 is available for the permanent
bond portfolio. It remains for later analysis, however, to de-
termine to what extent it is wise and conservative for this fund
to be thus invested.



PART III
SOLVENCY

While adequate liquidity is an essential condition for solv-
ency, liquidity alone cannot insure solvency. A business enter-
prise may be liquid enough to meet all its liabilities currently
due and for which payment is demanded and yet be insolvent.
To be solvent the value of all its assets must be, at a mini-
mum, as great as the sum of all its liabilities to outsiders.
Many banks which were able to withstand the tremendous
loss of deposits which they experienced between 1929 and the
banking holiday in the spring of 1933 were judged insolvent
and not permitted to reopen.

In this Part the problem of insuring continued solvency is
studied. The mechanistic device of the hypothetical bank is
continued in order to promote still further careful, long-range
planning,






CHAPTER 5

MAXIMUM SIZE OF THE PERMANENT BOND
PORTFOLIO

A. Under Conditions of Peace

In preceding chapters frequent references have been made to
what is called here, for lack of a better name, the permanent
bond portfolio. By this term are meant issues which do not
qualify for the secondary and investment reserves, because of
longer maturities, quality perhaps below the very highest, or
lack of ready marketability so cssential for reserve status. With
adequate primary, secondary, and investment reserves the pre-
sumption is that no forced sale of items in the permanent bond
portfolio would ever be necessary for the purpose of raising
cash. The intention is rather to hold such issues to maturlty
with income the prime objective.

Because of large loan portfolios or other sources of substan-
tial income, some bankers find it unnecessary to seek the larger
income rcturn available on honds with maturities beyond the
six years which was assumed as the maximum for our invest-
ment reserve. Indications are that bankers enjoying this favor-
able position comprise a relatively small minority. But what-
ever their number they need not be concerned about problems
connected with the permanent bond portfolio. For income
reasons, however, the great majority of bankers find themselves
obliged in some measure to resort to longer-term issues. It
is of the utmost importance for them to determine as definitely
as possible how far they can safely go in this direction. At this
point we are concerned with the problem under conditions of
peace. Necessary wartime modification will be discussed in
Section B of this chapter.

Because of the low yields on items eligible for the second-
ary and investment reserves our problem in Chapter 4 was to

53
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determine adequate minimum size of these reserves. Since
protection is the fundamental purpose of such reserves income
derived therefrom must be a minor consideration. But we have
seen that the prime function of the permanent bond portfolio
is the production of income. When other sources of income
are inadequate there is always the temptation to expand the
bond account proper beyond the limits of safety. Our task in
this chapter, therefore, is to determine the maximum safe size
of the permanent bond portfolio. Table IV shows $6,657,000
still unallocated. Specifically would it be sound to place this
entire sum in the permanent bond portfolio with the maturity
schedule otherwise decided upon?

Significance of Changing Market Quotations.—The solu-
tion to the problem of the maximum size of the permanent
bond portfolio is of the utmost simplicity if it properly can be
assumed that no significance attaches to changing market quo-
tations of quality bonds when the intention is to hold such
issues to maturity. Under that assumption there would appear
to be no limit whatever to the size of the permanent bond port-
folio. Whatever funds are available might be invested safely
in long-term money bonds embracing no internal uncertainty.
Changing market prices of bonds of this high quality merely
reflect changing interest rates, and at maturity they will surely
be paid off. )

Perhaps few students of the subject, and certainly no prac-
tical bankers, would make the assumption in the unqualified
form presented above. If market quotations decline drastically
it is much better to have cash instcad of bonds so that new
commitments may be made at the new lower levels. Under these
conditions the bank which is able to take advantage of the
changed situation will thereafter be able to earn a larger income
on its bonds than will the bank which finds itself fully invested.
But this difference is one having to do only with varying de-
grees of prosperity in the future. While this is, of course, a
matter in which every good banker is vitally interested it con-
tributes nothing to the question of safety with which we are
here concerned.
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It is sometimes argued that changing market quotations
of money bonds held for permanent investment can be ignored
with safety.! Current rulings of the regulating authorities not
only support this position but go even farther. These rulings
provide that variations in market values of all bonds eligible
for new commitments nced not be reflected on the books nor
in the statements of condition. Bonds in the fourth rating
classification are eligible but nobody would argue that they are
money bonds. The presumption seems fully warranted, how-
ever, that modern American bankers are too sophisticated to
fail to realize the limitations of such rulings. Certainly nobody
would argue that a bank should write up the book value of its
bonds merely because of market appreciation. It would be
equally preposterous to insist on writing them down with every
market decline. Yet a major advance in interest rates eventually
would force down market quotations of the typical bond port-
folio of long-term money bonds to an extent which could not
fail to be a matter of real concern. As of December 31, 1942,
combined bond accounts of all country member banks averaged
something over 514 times the total volume of capital funds.
A decline of only 1214 per cent, therefore, is equivalent to
five-eighths of the capital funds. In the spring of 1932 United
States Treasury 3s were selling at 88. And older bankers at
least will recall that some government issues declined as much
as 17 per cent in 1920. Even though he may continue to re-
tain the old values on his books the difference between such
values and going market prices must be compared with the
capital accounts available to cushion such declines. If realistic
solvency is to be preserved, therefore, it is of the utmost im-
portance that total volume be so limited that severe depreci-
ation cannot threaten the ability of the institution to continue
as a going concern.

One final word with respect to this aspect of the problem.
Figures derived from market quotations can represent only a
nominal value for any permanent bond portfolio. The problem
becomes acute only in times of declining prices and at such

1N. L. Silverstein, “Some Considerations in the Management of Commercial
Bank Investments,” Journal of Business, April, 1940, p. 136.
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times it is obvious that no large volume actually could be liqui-
dated at prevailing quotations. Nevertheless, these prices do
supply a maximum current value to the portfolio as a whole.
Because we are able to derive by this means only a maximum
current value, the limit referred to above must be arrived at by
most conservative assumptions about the extent of possible
advances in interest rates and also the length of time in which
such advances might become effective. Both of these phases
of the subject are discussed in later sections of this chapter.

Make-Up of the Capital Account.—In coming to grips
with our problem numerous angles of the matter have to be
considered. Since all other pertinent factors must be appraised
in light of their relation to the make-up of the capital account,
it appears logical first to focus our attention on the cushion
provided by capital funds.

In the literature of the subject one important distinction is
frequently overlooked. The capital funds in their entirety pro-
vide a margin of safety for depositors. If the assets actually
held by the bank are worth neither more nor less than their
book value, the sum of the capital accounts represents the in-
vestment of the stockholders and this investment must be en-
tirely wiped out before depositors are subject to loss. Perhaps
no remark could seem more trite or more platitudinous than to
observe that no bank is carrying out its function adequately
unless its depositors’ funds are safe. Yet that statement is
significant because successful banking must insure not only the
safety and availability of its depositors’ funds but its own
solvency as well. Naturally, if a bank must fail, its manage-
ment would prefer that the general public lose nothing. To be
able to look one’s former customers in the eyes should be worth
something. But it is poor consolation for the officers and direc-
tors whose investment has been wiped out and whose business
reputation has suffered, especially in the home community
where their neighbors and friends live.

Application of these considerations to the problem in hand
lies in the fact that only so long as a bank’s capital stock ac-
count remains unimpaired can it be considered a sound and
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solvent institution which will be permitted to continue as a
going concern. This being the case, the cushion protecting
solvency is not the sum of the various capital accounts nor the
sum of these capital accounts less fixed investment, but the sum
of the accounts other than the capital stock account itself. To
be able to meet demands of depositors is a test of liquidity. We
have already seen that while liquidity and solvency are closely
rclated they are by no means identical. A bank unable to meet
the demands of its depositors must close its doors even though
solvent. Liquidity is a function of the assets and in measuring
total liquidity the investment in fixed assets must be excluded.
For most business concerns solvency merely requires that the
value of all assets, including fixed assets, shall be at least as
large as the sum of all outstanding liabilities. For a bank to
continue as a going enterprise the value of the assets must be
as large as the sum of all outstanding liabilities plus the par
value of the capital stock. Liquidity for our hypothetical bank
is assured by means of adequate asset reserves. But its solvency
must not be endangered by excessive exposure to risk in any
direction.

If the contentions advanced above are sound, the solvency
cushion for the hypothetical bank is the sum of the surplus,
undivided profits, and contingency reserve, or $1,115,000.
Assets owned might depreciate up to that amount and the bank
would still be solvent and its capital would remain unimpaired.
It should be noted that this is a much more severe test than the
one commonly made without reference to the distinction be-
tween solvency and liquidity. The usual test is to take the sum
of all capital accounts, including capital stock, and to deduct
therefrom the investment in fixed assets. In all well-managed
and soundly financed banks the investment in fixed assets is
never as large as the capital stock account. For all insured
commercial banks as of December 31, 1942, the total of fixed
and miscellaneous assets was $1,614,600,000, while capital
stock amounted to $2,848,600,000. For our hypothetical bank
the capital stock figure is $926,000 and the sum of fixed and
miscellaneous assets is only $500,000. If we deduct from the
gross capital funds of $2,041,000 the $500,000 for fixed and
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miscellaneous assets the resulting figure is $1,541,000, as com-
pared with the above more conservative cushion of $1,115,000.

In order to determine the maximum safe size of our per-
manent bond portfolio we must relate to the above solvency
factor all other assets subject to depreciation, and to assign to
each asset its proper share in the cushion. Whatever remains
may be considered a cushion for bonds.

Assets at Risk Other Than Bonds.—It is common practice
to assume that loans and bonds constitute the only assets at
risk. Because we are attempting to formulate sound policies for
an operating bank that is determined to remain a going and
solvent institution, we include the $500,000 representing fixed
and miscellaneous assets. So far as continued solvency is con-
cerned a decrease in the value of one asset has the same effect
as a decrecase in the value of any other asset. We are forced to
the conclusion, therefore, that of total resources amounting to
$24,557,000 the only assets not at risk are the primary and
secondary reserves, the combined total of which is $7,671,000,
leaving total assets at risk of $16,886,000. The assets at risk
other than bonds comprise real estate loans, other loans and
discounts, and fixed and miscellaneous assets, the combined
book value of which on the statement of our hypothetical bank is
$5,585,000, or approximately one-third of all assets at risk.”
If the risk of depreciation of these assets is approximately the
same as the risk involved in bonds, then one-third of the avail-
able cushion of $1,115,000, or $372,000, must be assigned to
these assets. The remaining $743,000 would then be available
as a cushion for the investment reserve and permanent bond
portfolio.

In order to decide this question of relative risks each bank
should examine its own record of gross charge-offs on both
loans and on bonds. For our purpose we assume the record to
be identical with that of all national banks for the ten-year
period 1930 to 1939, inclusive. For all national banks the aver-
age annual gross charge-offs on loans amounted to 1.62 per
cent of the book value of loans, while for bonds the correspond-
ing figure is 1.42 per cent. After 1936, however, recoveries on
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loans constituted a somewhat larger percentage of charge-offs
than they did for bonds. It does not seem unreasonable, there-
{fore, to assume that there is not much overall difference be-
tween the risk on loans as a whole and bonds as a whole. On
the basis of this reasoning the $743,000 arrived at above will
be considered the available cushion for depreciation of bonds.

Capital Cushion for the Investment Reserve.—The avail-
able capital cushion for bonds the size of which has just been
derived must cover not only the permanent bond portfolio but
also the bonds in the investment reserve. There is no credit
risk in the investment reserve but market valuations of these
items advance and decline in accordance with changing interest
rates. Of course the magnitude of such fluctuations is strictly
limited by shortness of maturities. In 1943 items qualifying for
the investment reserve could not be purchased with an average
yicld in excess of three-fourths of 1 per cent. Reference to
Table IV shows our hypothetical bank with an investment re-
serve of $4,644,000. Should interest rates advance so that
such securities could be purchased on a 2 per cent basis, bond
tables reveal the fact that the indicated depreciation would be
4.21 per cent, or approximately $200,000. It is for this rea-
son that even highest grade items of these intermediate ma-
turities do not belong in the secondary reserve. Only in the
event that demands of depositors become so heavy that liquida-
tion of this reserve on a 2 per cent basis is necessary would
such depreciation have to be actually realized by the hypotheti-
cal bank. Even though no liquidation of the investment reserve
should become necessary, however, this potential depreciation
cannot be considered inconsequential, for when this $200,000
is deducted from the total cushion available for bond protection
there remains only $543,000 as a cushion for the permanent
bond portfolio.

Standard of Quality for the Permanent Bond Portfolio.
—TFor determination of a maximum size of the permanent bond
portfolio the derivation of the amount of capital cushion avail-
able is not the only essential. Another factor is the standard of
quality decided upon. Regulations do not permit new commit-
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ments falling below the first four rating classifications. But
this leaves far more latitude for individual decision than more
conservative bankers require. For the week ending May 22,
1943, for instance, the average of yields on all outstanding
partially tax-exempt U. S. government issues due or callable
after twelve years was 1.90 per cent. On the same date the
average yield on high-grade municipals was 2.12 per cent and
on high-grade corporate obligations 2.65 per cent.®

Tt is obvious that a permanent bond portfolio comprising only
governments can safely be larger than one made up exclusively
of Baa corporates. Between these two extremes all sorts of
variations actually exist. Because of circumstances in a single
institution it might be justifiable to insist that commitments
should be confined to government bonds. But for banks in gen-
eral it would be foolish to argue that any one standard of qual-
ity—even the highest—is the only proper one. Problems of
quality are discussed in the next chapter, but for the sole pur-
pose of illustrating the process of determining a maximum size
for the permanent bond portfolio of our hypothetical bank we
shall assume commitments limited to high-grade issues not fall-
ing below Aa in quality. With a portfolio of this high average
quality, losses due to deteriorating credit of issuers would either
be non-existent or so small that they would be no excessive bur-
den as charges against current income.

The Maturity Schedule.—The range of maturities for their
bond accounts is a problem about which opinions of bankers
differ widely. There seems to be quite general agreement that
spaced or staggered maturities are desirable. But what about
maximum maturities? In the past, periods of low interest rates
were always followed by other periods of much higher rates.
Because of this fact many bankers have felt it wise to limit their
maximum maturities to five or six years. Believing that ex-
tremely low interest rates are a relatively permanent phe-
nomenon other bankers are willing to buy issues maturing
thirty or more years hence. It is not the present intention to

2 Federal Reserve Bulletin, June, 1943, p. 545.
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venture any judgment as to what constitutes a proper maxi-
mum. As one more step, however, in the process of determin-
ing the maximum size of the permanent bond portfolio for our
hypothetical bank we shall assume, again purely for illustrative
purposes, a maximum maturity of fifteen years, spaced as evenly
as possible through the nine-year period from fifteen years
downward. The indicated range would thus be from six years
up to fifteen years and the average maturity would be ten and
one-half years. Since some shorter-term maturities might be
included because of their failure to qualify for the investment
reserve when within six years of maturity, it seems reasonable
to assume an average maturity of ten years.

Further Factors Affecting Size of Permanent Bond Port-
folio.—For illustrative purposes we have now dccided upon the
quality and the maturity schedule for our permanent bond port-
folio. We know that a capital cushion against market depreci-
ation of $543,000 is available. We are thus brought back to the
question with which we started : Can we safely invest in perma-
nent bond portfolio items the entire $6,657,000 remaining un-
allocated ?

As a basis for answering this question, policy decisions must
be made with respect to two additional underlying determinants.
The first is the extent of adverse changes in interest rates that
the individual banker fecls he should be ready for. In a world
at war some hardening of interest rates is almost universally
expected. But whether this is expected or not no policy could
be considered conservative which is based on the assumption
that rates of interest so clearly subnormal will continue indefi-
nitely. In the summer of 1943 a permanent bond portfolio of
the quality decided upon for the hypothetical bank, and with
an average maturity of ten years, might be expected to yield
about 214 per cent on the bases of going market prices. Yields
on governments and best grade municipals would be slightly
below 214 per cent but corporate yields would be somewhat
higher. Some bankers might consider it adequate to be pro-
tected against an advance to 3 per cent. Others might insist on
protection up to 374 per cent, or 374 per cent or 4 per cent.
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The decision made in this respect will have an important bearing
on the maximum size of the portfolio.

The second determinant has to do with the period of time
within which interest rates are assumed to advance. The
shorter the period the greater the depreciation, as shown in
Table V. The rates of depreciation shown in this table are
based on bonds of ten-year maturity carrying 2 per cent cou-
pons, which give results accurate enough for our purpose.
High-grade bonds began to decline early in 1928 and continued
downward to early 1933. During that five-year period the de-
cline was only 12.5 per cent. At the beginning of that decline,
however, bond prices were by no means high in terms of yields.
Today the banker has to guard against declines from the high-
est price levels (lowest yields) of modern times. He must make
his decisions also in the midst of a world-wide war, with the
nation engaged in a life-and-death struggle against powerful
and aggressive enemies. Under such conditions declines may
be much greater and they may come far more swiftly.

TaBLE V. RATEs oF DEPRECIATION ON 10-YEAR 29, BoNDs
SHouLD INTEREST RATES ADVANCE FrOM 2% TO
Various OTHER RATES

In 5 Years | In 4 Years | In 3 Years | In 2 Years

Tod%....cccvven.... 4,619, 5.459% 6.27%, 7.07%
3YUT e 5.73 6.76 7.73 8.74
3% e 6.83 8.05 9.24 10.39
K} 74/ VO, 7.91 9.32 10.69 12.00
4% . i, 8.98 10.58 12.11 13.58

The various rates of depreciation indicated in Table V are

applied, in Table VI, to the $6,657,000 available for the perma-
nent bond portfolio of our hypothetical bank and the resulting
depreciation in dollars is compared with the capital cushion of
$543,000 available.

An inspection of Table VI reveals the fact that ten of the
twenty figures exceed the capital cushion available. Bankers
who are satisfied with protection against an advance in interest
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TasLe VI. Inpricatep DEepreciATION oN $6,657,000 INVESTED IN
10-YEAR 2% Bonps 1F INTEREST RATES ADVANCE
FROM 2% 10 Various OTHER RATEs

In 5 Years | In 4 Years | In 3 Years | In 2 Years Capital. Cushion
Available

To 3%. .... $307,000 | $362,800 | $418,400 | $470,600
334%...| 381,500 | 451,000 | 524,600 | 581,800
3149...| 455,600 | 535,900 | 613,400 | 691,600 $543,000
334%...| 427,300 | 617,400 | 711,700 | 798,800
49, ... 597,500 | 704,300 | 805,600 | 904,000

rates from 2 per cent to not exceeding 3 per cent in two years,
314 per cent in three years, 3% per cent in four years, or 334
per cent in five years, will feel it safe, on this score, to invest
the entire $6,657,000 in permanent bond portfolio items. In
view of all the well-known arguments favoring a continuation
of interest rates at abnormally low levels there appears to be
considerable justification for this policy. Nevertheless, the all-
out war conditions under which banking must be conducted can-
not fail to increase risks in all directions, so that even a greater
degree of conservatism has much to commend it. Once again,
however, it is unnecessary here to render a definitive judgment
about an issue with so many ramifications and about which
opinions differ so radically. But merely for the purpose of com-
pleting our illustration it will be assumed that the management
of the hypothetical bank insists on protection against an ad-
vance in interest rates to 3% per cent in two years. In order to
do this it is necessary to limit the size of the permanent bond
portfolio to approximately $6,000,000. The remaining $657,-
000 of unallocated funds must be turned back to the riskless
primary reserve or almost riskless secondary reserve. At least
so long as Treasury bills are readily available it is a simple
matter to keep the secondary reserve as large as is desirable. It
will be assumed, therefore, that this $657,000 is added to the
figure of $2,100,000 already derived for the secondary reserve,
giving a total figure for that item of $2,757,000. Table VII
shows the statement of condition as finally adjusted.
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TasLe VII. HypoTHETICAL BANK
ConDENSED STATEMENT OF ConprTioN (Final Adjustment)

Resources
Primary Reserve. ... ....ccovvveuiieerneerenneeennnnnns $ 5,571,000
Secondary ReSeIrvVe.. ......ooveruneneneennereeonaneonns 2,757,000
Investment Reserve.. .......... 4,644,000
Permanent Bond Portfolio 6,000,000
Real Estate Loans.. .. 2,500,000
Other Loans and Discounts. ........oc.cuv.. Ceeeeeaenas 2,536,000
Fixed AsSets. . ...vvivnininiierneneneenensronnsnsanens 500,000
Miscellaneous ASSetS.........covevevennernons RN 49,000
Total ReSEIVES . covvveeee e it ieneeeeineenaananns $24,557,000
Liabilities and Capital
Demand Deposits
Balances of Other Banks. .. ... $ 1,231,000
Public Deposits. ..  ...... 2,650,000
Other Demand Deposits...... 11,989,000
Total Demand Deposits. ............... $15,870,000
Time Deposits
Savings Deposits ........... $ 6,397,000
Other Time Deposits......... 193,000
Total Time Deposits................... 6,590,000
Total Deposits. .. .. tvoriieriiieiineeen e $22,460,000
Miscellaneous Liabilities. . .........cooeeieninnnn.. 56,000
Total Liabilities . ..........ccvveieenieneereeeeennn. $22,516,000
Capital Account
Capital StOCK .« oottt iiie ittt et $ 926,000
SUPIUS. . ... . i e e e i 703,000
Undivided Profits.... .... e e 291,000
Contingency Reserve....... .. .. .. . ...coeeinn.. 121,000 .
Total Capital . ... .... . ... .. i, 2,041,000

Total Liabilities and Capital .. .. . ............ $24,557,000

Summary of the Process.—It may be worth while at this
point to review the various steps by means of which the finally
adjusted statement of condition was developed.

Attention was directed in the first place to items comprising
the primary reserves. Currency and coin and cash items in
process of collection were unaltered. No bank is likely to keep
an excessive volume of currency and coin, while over the vol-
ume of cash items in process of collection the individual bank
has little or no control. Free balances with other banks, being
considered excessive in the light of predepression levels, were
reduced by $1,450,000. Reserves carried with the Reserve bank
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were found to be in excess of legal requirements to the extent
of $617,000. On the theory that during war times banks should
be fully invested this excess reserve was completely eliminated.
To the sum of these two items was added the amount shown in
the original securities section, $11,334,000, making a grand
total of $13,401,000 to be allocated later.

The second step was to make certain assumptions as to past
performances of deposit totals and as to character of deposits
currently. On the basis of these assumptions it was possible
to fix the minimum size of the secondary reserve at $2,100,000,
all of which was provided by eliminations from the entirely
unproductive primary reserve in the original statement.

The third step was to set up an investment reserve, com-
prising short- and medium-term securities meeting the strictest
requirements as to quality and marketability, sufficiently large
to protect the bank against an assumed future condition as bad
as the 1929-1933 period. To the extent that securities already
held qualified for this reserve the process was merely one of
proper allocation. Any deficiency below the derived minimum
figure of $4,644,000 would have to be made up by shifting out
of other bonds and the purchase of additional securities which
meet all the requirements for this reserve.

The final step, just concluded in this chapter, was to de-
termine the maximum safe size of the permanent bond portfolio,
and to reallocate to the secondary reserves any remaining funds.

A better perspective of the effect of these changes can be
secured by inspection of Table VIII. In this table there are
presented in comparative form both the original statement of
condition and the statement as finally adjusted. It will be noted
that the changes are limited to the decrease in primary reserves,
the inclusion of the secondary reserve, and the substitution of
the investment reserve and permanent bond portfolio for the
original securities section. Earning assets in the adjusted state-
ment total $18,437,000 as compared with $16,370,000 in the
original statement. This is an increase of $2,067,000, the ex-
act amount which was eliminated from the primary reserves
in the original statement. It is true that almost all of this in-
crease in earning assets has gone into the low-earning secondary



SOUND POLICIES FOR BANK MANAGEMENT

TasLE VIII. HyPoTHETICAL BANK
CoMPARISON OF ORIGINAL STATEMENT OF CONDITION WITH STATEMENT
As FINALLY ADJUSTED

66

Resources
Original Adjusted
Statement Statement
Primary Reserves
Currency and Coin .. . . § 542,000 § 542,000
Cash Collection Items 554,000 554,000
Balances with Other Banks 3,700,000 2,250,000
Reserve with Reserve Bank 2,842,000 2,225,000
Total Primary Reserves . $ 7,638.000 $ 5,571,000
Secondary Reserve 2,757,000
Securities
U. S. Governments, Direct and Guaranteed. .. $ 9,175,000
Municipals 1,252,000
Other Bonds 907,000
Total Securities $11,334,000
Investment Reserve
Governments and AAAA Securities, reacdily marketable,
maturities from 1 to 6 years, average maturity 313
years 4,644,000
Permanent Bond Portfolio
Governments and other securities not helow AA quality,
average maturity 10 years, maximum maturity 15
years 6,000,000
Real Estate l.oans 2,500,000 2,500,000
Other Loans and Discounts 2,536,000 2,536,000
Fixed Assets . 500,000 500,000
Miscellancous Assets 49,000 49,000
Total Resources . $24,557,000 $24,557,000
Liabilities and Capital .
Demand Deposits
Balances of Other Banks $ 1,231,000
Public Deposits 2,650,000
Other Demand Deposits 11,989,000
Total Demand Deposits. . . $15,870,000
Time Deposits
Savings Deposits . . ... $ 6,397,000
Other Time Deposits . ...... 193,000
Total Time Deposits............. ..... 6,590,000
Total Deposits. ... .coiiiiiiiiiis e $22,460,000
Miscellaneous Liabilities. .............c.c.oovvueiinnn.. 56,000
Total Liabilities. ..................ovuin.... . £22,516,000
Capital Account
Capital Stock. . .....ooiiiiiiiiit s $ 926,000
Surplus....  ...... e e e 703,000
Undivided Profits..........coivireiineinennnerneenns 291,000
Contingency Reserve..........c..oovvvennn. e 121,000
Total Capital . ............ccvvvnnn.n. [ 2,041,000
Total Liabilities and Capital............ccc00eenn..

$24,557,000
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reserve. Yet if the average rate of return on the secondary
reserve of $2,757,000 is only three-fourths of 1 per cent it
would produce $20,800 annually, or 2.16 per cent on the capital
stock.

The actual solution reached for the hypothetical bank is
dependent, of course, upon the assumptions which have been
made. In any actual bank, for instance, the 1929-1933 loss of
deposits may have been larger or smaller than the figures de-
rived from the forty-four continuing banks examined. This
means that adequate secondary and investment reserves would
need to be either larger or smaller than the figures derived in
Chapter 4. Likewise, in any actual bank the investment policy
followed for the permanent bond portfolio may result in aver-
age maturities either shorter or longer than the ten-year aver-
age assumed for the hypothetical bank. If shorter, the maxi-
mum size of the bond account can be larger; if longer, its
maximum size must be still further reduced. The answer will
be different also if the individual banker feels it more reason-
able to make different assumptions with respect to the possi-
bilities of advancing interest rates. In view of the fact that
market quotations indicate only the maximum amount realiz-
able the assumptions made appear reasonable to the writer.
Other assumptions, however, may be equally valid. The aim
has been merely to set forth in considerable detail a procedure
by means of which, if put into operation by the individual
banker, it is possible for him to know at all times where he
stands with respect to protection against vagaries of depositors
and the possibilities of advancing interest rates. So far as the
hypothetical bank is concerned its managers know they are
prepared at all times to meet demands of depositors as great as
those experienced between 1929 and 1933 without in any
way curtailing their normal lending practices. They know ex-
actly the extent to which interest rates may advance so that the
concurrent decline in bond prices will not be sufficient to impair
the capital stock account. In view of the general chaos pre-
vailing in the world such preparedness does not appear to be
excessive.
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Earning Power of the Hypothetical Bank.—No plan for
the conversion of funds can be considered appropriate if it
fails to provide income of at least moderate proportions. An
adequate income stream is essential if a banking institution is
to remain a strong, going concern. What about the income
possibilities for our hypothetical bank? Is the conversion
schedule so conservative that reasonably satisfactory net in-
come is precluded?

Several factors must be considered in attempting to answer
these questions. In the first place attention is directed to the
fact that no changes of any kind were suggested concerning
either commercial loans or loans secured by real estate. What-
ever income the hypothetical bank had heen securing from these
sources, therefore, is unaltered. Earnings realizable on the
secondary reserve must be considered additional income since
funds for this reserve came largely from the entirely unproduc-
tive primary reserve. Revenues from service charges might also
increase were the hypothetical bank to adopt the complete an-
alysis method discussed in Chapter 11. It seecms evident, there-
fore, that so far as these combined sources of income are con-
cerned no downward alteration is indicated by the suggested
conversion process, and there might even be a change for the
better.

‘When we turn our attention to the other earning assets, how-
ever, the picture is different. The securities account in the
original statement of condition of the hypothetical bank had
a book value of $11,334,000, of which amount $9,175,000 was
in governments. This entire section was supplanted in the course
of our various adjustments by the investment reserve and the
permanent bond portfolio with a combined value of $10,644,-
000. High standards as to maturities and quality were set up
to determine eligibility for both of these accounts. Whatever
decrease in earning power might follow the adoption of these
high standards is traceable directly to standards followed by
the hypothetical bank for its securities portfolio lower than
those suggested herein.

The large concentration in governments shown in the origi-
nal statement supplies some evidence that the hypothetical bank
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had been following conservative policies in the past. The total
of $9,175,000 probably does not differ materially from the
volume of governments one might expect in the combined
investment reserve and permanent bond portfolio. We know
nothing, of course, about the maturity schedule of its govern-
ment bonds. If it provided for a fairly even distribution of
maturities up to fifteen years the income to be derived there-
from could not differ materially from that to be expected from
the government bond sections of the investment reserve and
permanent bond portfolio. Even with maturities considerably
longer it would be difficult to get an average rate of return more
than 0.5 per cent in excess of that available in the proposed
schedule. If the difference in return is assumed to be as much
as this the indicated decrease in earnings from this source would
be $46,000.

The hypothetical bank had $617,000 more invested in other
securities than was considered available for that purpose in the
adjusted statement. The Other Securities section shows $1,-
252,000 in state and municipal issues and $907,000 in cor-
porates. If we assume for the investment reserve and bond
account proper an equal investment in corporates there re-
mains $635,000 available for state and municipals as compared
with $1,252,000 shown for the hypothetical bank, a difference
of $617,000. Whatever income the hypothetical bank was earn-
ing on this $617,000 would be missing from the income figures
in the adjusted statement. A liberal estimate would be 214
per cent, or approximately $15,500. Combining this figure
with the estimated decrease of $46,000 on governments we
derive, as a maximum, estimated decrease in earnings from
securities of $61,500.

In the above analysis no account has been taken of earn-
ings from the secondary reserve, estimated earlier at $20,800.
Of total funds for this reserve $2,100,000 came from the non-
earning primary reserve and $657,000 from the securities sec-
tion in the original statement. Deducting this $20,800 from
the above $61,500 leaves a net estimated decline in earnings
of $40,700. This is approximately 2 per cent on capital funds
and 4 per cent on capital stock.
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In 1942 all member banks in the Seventh Federal Reserve
District® earned 7.4 per cent on total capital accounts. If the
hypothetical bank had been average in this respect adoption of
the more conservative program outlined herein would mean
reduction on its rate of profit on capital funds to 5.4 per cent.
Cash dividends declared by all member banks in the Seventh
Federal Reserve District in 1942 amounted to 2.4 per cent on all
capital funds. Thus, the hypothetical bank could pay dividends
of this magnitude and still retain over GO per cent of its earn-
ings as an addition to capital accounts.

In return for this cut in income the bank’s soundness is im-
proved in more than one direction. Shortening maturities in its
government bond account operates to reduce its vulnerability
to adverse market price fluctuations. Elimination of the weak-
est portion of its municipal account diminishes risks of adverse
changes in credit standing of municipal borrowers represented.
And this should mean in the future that necessary charge-offs
on securities would be substantially lower than in the past.

The answer to our original question thus is plain. Adoption
of the conservative investment program recommended would
lead to some loss of carning power but would not force income
below a level which permits continuation of current dividend
rates and would still leave substantial amounts available for
annual additions to capital accounts.

B. Under War Conditions

In the preceding section the problem was to determine a
reasonable maximum size of the permanent bond portfolio un-
der normal peacetime conditions. Under war conditions there
can be no such maximum standard limit to total bond holdings.
In the midst of a great war the chief objective of every indi-
vidual and every institution is to render all possible aid in the
prosecution of the war to a successful conclusion. Victory on
the actual battle fronts depends in no minor degree upon the
sound financing of the whole war effort. Since funds for the
huge expenditures involved cannot be raised solely by taxation,

8 Earnings figures for banks in Seventh Federal Reserve District from April,
1943, issue of Business Conditions, Chicago Federal Reserve Bank.
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borrowing must be resorted to on a gigantic scale. It is desir-
able that to as great an extent as possible borrowing shall be
from noncommercial bank sources. When individuals buy war
bonds out of current income they merely transfer to the gov-
ernment the right to use these funds which otherwise they
might spend for the comforts that go to make up our normal
high standard of living. In other words purchasing power is
transferred from individuals to the government and such funds
are directed to the production and utilization of war material.
Our productive energies are thus partially diverted from the
manufacture and distribution of civilian goods to the manufac-
ture of planes, ships, tanks, guns, etc. Assume for instance a
total national income of 150 billions of dollars and total neces-
sary war expenditures of 100 billions annually. If this 100
billion could be raised by means of taxes and sales of war bonds
to noncommercial bank buyers out of current income there
would be little need for price controls in order to hold prices
down. Production of consumers’ goods would be down to 50
billions—a figure still far above 1932 levels—and there would
be 50 billions of current income with which to purchase these
goods and services. The more closcly this ideal situation can
be approximated the more soundly the costs of war can be
financed.

It is obvious, however, that the nation must fall far short of
attaining any such ideal balance. There must be resort to other
less desirable measures. Accumulated savings which otherwise
might be idle may be drawn upon. Or accumulated savings
which are not idle but which are being used currently for non-
war purposes may be sought out. Even with the most energetic
attempts to attract such capital the commercial banks must be
called upon to absorb many billions of war bonds. While this
situation is deplorable it need be only a relatively minor disad-
vantage as compared with the calamitous alternative of losing
the war.

When commercial banks buy huge volumes of government
obligations the impetus toward inflation arises out of the fact
that total adjusted demand deposits plus currency in circulation
increase correspondingly. For every additional billion of these
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bonds purchased by commercial banks the account of the gov-
ernment is credited with 1 billion dollars. This is plain when
the volume purchased by individual banks is no larger than
their maximum war loan accounts, for the process here is to all
intents and purposes similar to the granting of a loan to a cus-
tomer who wishes the proceeds placed to the credit of his ac-
count. As the government draws against such increased bal-
ances these checks are deposited by recipients in their respective
banks or presented for payment in cash. Since increased de-
posits and increased currency in circulation both constitutc
purchasing power we see there is now in the hands of the public
1 billion dollars more purchasing power than there was before
these bonds were sold to the commercial banks. That is, there
is 1 billion dollars more potential demand for consumer goods.
With every additional billion thus purchased the pressurc
against price ceilings increases. It is as if a kettle of boiling
water were placed over a flaming gas jet. With one hand the
good housewife attempts to hold down the lid while with the
other she keeps turning the gas jet still higher. Patently there
is danger of an explosion. In order to prevent an explosion in
our national economy it had become necessary early in 1943
to authorize many increases in price ceilings. Increases in cost
of living incited labor to demand still higher wages which, in
turn, would necessitate still higher prices. Thus the spiral of
inflation which had been feared for many years appeared
imminent.

It remains to be pointed out that the fundamentals of the
situation described above are in no wise altered when the pur-
chases of government bonds are made by banks with no war
loan accounts or whose war loan accounts are much smaller
than the amount of bonds purchased by them. Such banks pay
for the bonds for which they subscribe by drawing upon any
excess reserves they may have with the Reserve banks or by
drafts on balances held by them with correspondent banks.
Since interbank balances are eliminated in determining adjusted
demand deposits, it is clear that deposits in the hands of the
public increase through the purchase of additional government
bonds exactly as they would if every bank maintained war
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loan accounts equal to the amounts being currently subscribed
for.

That a thorough knowledge of these elementary considera-
tions is a part of the routine equipment of all good bankers is
indicated by their energetic and enthusiastic efforts in the pro-
motion of the sale of war bonds to their customers. Good
bankers also realize that however unfortunate the process de-
scribed may be from a national standpoint, they must, neverthe-
less, stand ready to ahsorb whatever residue of war bonds can-
not be placed elsewhere. Bankers are also well aware of the fact
that however important it may be to determine standards for
setting the maximum conservative size of bond portfolios in
peacetime, standards as to size cannot possibly be applicable
to wartime conditions.

All available evidence points clearly to the fact that bankers
as a whole are cager to co-operate fully in the war financing
program even to the extent of holding securities far in excess of
what is considered appropriate for peacetime conditions. Yet
one vital element necessary to a successful prosecution of the
war is the continued soundness of our commercial banks. It is
the basic patriotic duty of cach banker to see to it that his own
bank shall remain thoroughly sound. Acumen and sagacity of
a high order are more essential than ever as we travel an un-
charted course through all-out war.

From the practical standpoint the problem of full co-opera-
tion in the war financing program for each individual bank may
be narrowed down to two questions :

1. How can the individual banker determine the total volume
of government bonds he should hold if his bank is to
carry its full proportionate share of the total burden?

2. What can he do to increase the capacity of his bank to
carry an excessive volume of governments?

In connection with the first problem it may be helpful to
glance at certain overall figures. At the very beginning of the
defense program, in June, 1940, all member banks held direct
and guaranteed governments amounting to 14.7 billions. Their
holdings increased during the next twelve months to 18.1 bil-
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lions. By June 30, 1943, their holdings had still further
increased to 47 billions. As the total of all capital accounts
of all member banks approximates 614 billions it is seen that at
the 1943 mid-year member banks were holding governments
equal to over 7% times their entire capital funds. If this rate
of increase continues by the end of 1943 their total holdings
will approximate 55 billions, or almost nine times their total
capital funds. Further additions presumably at least as large
will have to be made each year that the war continues.

Against such figures the individual banker should compare
his own institution’s holdings. If this volume was less than 7}%
times the bank’s total capital on June 30, 1943, or nine times
by the end of 1943, it becomes the patriotic duty of the banker
to determine whether there are peculiar circumstances sur-
rounding his institution which make it clearly impossible for
it to carry its pro-rata share of the total burden. Among the
valid reasons which the individual banker may cite might be
mentioned the following:

(a) No substantial increase in deposits since June, 1940.
Between June 29, 1940, and June 30, 1943, demand de-
posits of all member banks increased from 39.6 billions to 70.2
billions, or over 80 per cent. Since this overall increase has its
source in the tremendously expanded holdings of governments
by commercial banks it is the increase in deposits in the indi-'
vidual bank from which funds should be obtained with which
to buy additional governments. As increases in deposits do not
necessarily go to banks in proportion to their own purchases
of these issues, it seems clear that not all banks are equally able
to absorb additional bonds. In other words, an individual bank
might be thought of as doing its full duty in this respect if it
added to its holdings of governments in proportion to its own
increase in demand deposits. That is, whatever increases in
demand deposits are experienced by an individual bank from
year to year, less the increase in necessary reserves occasioned
thereby, should be considered as available for absorption of
additional government obligations.

(b) Savings deposits large in relation to demand deposits.
In the overall figures for member banks, demand deposits are
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over five times as large as savings deposits. Yet on June
30, 1943, for all operating insured banks not members of the
Federal Reserve System demand deposits were only 3 times
as large as savings deposits. And there are many individual
banks whose savings deposits are as large as or larger than
their demand deposits. Since it is the custom to tie up a large
percentage of savings deposits in real estate loans, it is clear
that the higher the percentage of savings deposits the less able
is an individual bank to carry a pro-rata share of governments.
Even here, however, its holdings of governments might prop-
erly be expected to increase in proportion to whatever increase
in demand deposits it may experience.

While many other valid reasons undoubtedly exist for un-
der-par government holdings, they are usually bound up with
peculiar circumstances in individual situations. No two banks
are exactly alike and without all the evidence it would be mani-
festly unjust to accuse any particular banker of being derelict
in his duty to support fully the war finance program.

The fact that many valid reasons exist for failure to carry
a pro-rata share of governments should not be permitted to
obscure the fact that certain invalid excuses are frequently
given. In this connection attention is first directed to the prob-
lem of “other securities.” And this leads to one answer to our
second question, namely : What can a bank do to increase its
ability to hold governments?

On June 30, 1943, all member banks held nongovern-
ment securities with a book value of 5.3 billions as compared
with their government holdings of 47.0 billions. These other
securities are carried in preference to governments solely be-
cause of their higher net yield. And many bankers, especially
those operating smaller institutions, insist that such higher in-
comes are required for their continued success. Nobody can
properly deny that substantial earning power which will permit
increases in capital funds is a necessary element in continuing
soundness, but ability to pay large dividends is not an essential
to soundness. It is suggested, from a patriotic standpoint, that
banks with sub-par holdings of governments and substantial
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holdings of other securities might well consider letting some
portion of these other securities run off, invest the proceeds in
governments, and make whatever cut in dividend rates this
policy would necessitate.

This discussion of other securities would not be complete
without some attention given to holdings of sub-quality obliga-
tions. Unwise investment policies of the past have left their
imprint in current bond portfolios of a large number of banks.
These banks are continuing to hold, in most cases merely for
better prices, many bonds which are not currently eligible for
new commitments. No figures are available showing the abso-
lute volume of such holdings, but anyone at all familiar with
bank investment policies of the past knows that the total can
be represented only by a figure of considerable size. Such issues
frequently have very high yields on current market prices so
that sound procedure in this matter will have additional ad-
verse effects on current income because it calls for the elimi-
nation of all these issues without undue delay. Since they can-
not be purchased by other commercial banks their sale will mop
up purchasing power which otherwise presumably would be
used for purposes other than assisting the war financing pro-
gram. For every million dollars of such bonds which is elimi-
nated from banks’ portfolios a million dollars of new govern-
ments can be added without increasing the total volume of
purchasing power. And it is obvious that the position of indi-
vidual banks participating in this clean-up will be correspond-
ingly strengthened in every way except that of current income.

Ability to absorb larger quantities of governments may be
increased in many individual banks not only through the elimi-
nation of certain “other securities,” but in two entirely different
ways. The first may be of minor importance but it still seems
worthy of mention. Reference is to balances carried with cor-
respondent banks. It is entirely praiseworthy for smaller insti-
tutions to try to compensate their city correspondents for
services rendered by carrying with them substantial balances.
It was pointed out in an earlier connection, however, that since
the banking holiday banks on the average have been carrying
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larger balances with other banks than was customary prior to
the depression. This practice is all the more noteworthy since
no interest can now be paid on such balances and the need to
borrow from correspondents has practically disappeared. Such
statistical evidence as is available supports the conclusion that
in a great many instances such balances can be materially
reduced without eliminating their proportionate character. To
the extent that a particular bank can cut down such balances
funds are available for the absorption of Treasury bills, notes,
and certificates.

It may be argued that adoption on a wide scale of this recom-
mendation would cut down the ability of city banks to carry
governments by an amount equal to the increased purchases of
the depositor institutions. This contention, however, fails to
take into consideration the fact that the city bank must carry
reserves of not less than 20 per cent against these balances of
other banks. That is, for every $100,000 a country bank with-
draws from a city correspondent it can absorb an additional
$100,000 of short-term governments while the city bank’s
ability to carry governments is reduced by only $80,000.

Finding means of payment, however, is not the only factor
conditioning the ability to absorb more governments. All gov-
ernment obligations available to banks are readily marketable
and are, therefore, subject to the risks of fluctuations in market
prices. It will be recalled that this problem was faced when we
were trying to determine the maximum volume of securities
for the permanent bond portfolio under peaceful conditions.
Under war conditions if banks are required to carry securities
equal to from nine to twenty times their total capital funds
it is obvious that they must concentrate on short- and inter-
mediate-term issues in order to limit the range of possible price
fluctuations. After considerable prodding the Treasury finally
adopted in 1942 a policy of directing to the commercial banks
only those issues maturing within a ten-year period. In that
year it increased materially the outstanding volumes of bills
and notes and made available a tremendous quantity of cer-
tificates of indebtedness. On August 31, 1943, the total of
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almost 148 billions of outstanding obligations included these
short-term instruments in the following amounts:*

Treasury notes 11.9 billions
Certificates of indebtedness ....c..essssseonee 17.5
Treasury bills 12.8

Total 42.2 billions

Of these types of issues both bills and certificates are eligible
for the secondary reserve, and the notes meet every require-
ment for the investment reserve. So far as the capital ac-
counts are concerned a bank can carry practically unlimited
quantities of such instruments. Even with the very low yields
available large volumes of these obligations should contribute
in at least a minor degree to the earning power. But entirely
aside from the earnings angle it is important to recognize that
absorption of these issues contributes just as much to the whole
financing program as does the carrying of longer-term instru-
ments.

Summarizing this discussion, we find that it is impossible
to determine any standard maximum limit to government bond
holdings under conditions of all-out war. It is the duty of each
banker to carry his share of the total burden. Banks that have
not participated in the general increase in demand deposits
since the inauguration of the defense program may be corre-
spondingly limited in their ability to absorb their pro-rata share:
This may be true also of banks whose time deposits are large in
relation to demand deposits. But each bank should adopt any
available policy which will increase its ability to “do its bit.”
Certainly large percentages of “other securities” and excessive
balances with correspondent banks should not be permitted to
impair its capacity for carrying governments. However, the
wartime necessity for carrying such large volumes must be
counterbalanced by emphasis on shorter maturities. If in the
face of total securities far beyond what has been considered
conservative in the past our commercial banks can maintain
their invulnerability to changing conditions the Treasury should
be able to carry its financial problems through to a successful
conclusion.

4 Bulletin of the Treasury Department, October, 1943.



CHAPTER 6

MANAGEMENT OF THE PERMANENT BOND
PORTFOLIO

UNDER NORMAIL CONDITIONS

Some Considerations in the Formulation of General Poli-
cies.—There never was any justification for a haphazard ap-
proach to a bank’s investment problems. If this was true even
hefore bonds became such an important element in the bank’s
carning assets, today it is all the more imperative that the bond
account be managed in the light of well-considered, long-range
investment policies which are formulated in view of the func-
tion this asset is expected to perform.

Responsibility for the determination of general investment
policies must rest with the board of directors. These general
policies must cover questions of standards of quality, and will
indicate the official attitude of the bank with respect to market-
ability, diversification, and maturities. There may be included
also instructions regarding bond trading, amortization of pre-
miums, and the purchase or continued holding of issues selling
substantially above call prices.

General policies having been laid down by ultimate author-
ity the problem of actually managing the bond account should
be formally delegated to some one officer who is definitely
charged with the responsibility of acting within the prescribed
limits. We are here concerned only with the problems inci-
dental to the formulation of sound general policies and not
with the technique of analysis nor the selection of individual
issues which fit into the prescribed program.

Characteristics of the deposit liability in a particular bank
as reflected in the fluctuations thereof during the most recent
complete business cycle were the fundamental elements taken
into consideration in determining the size of the investment

79
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reserve. It will be recalled that this reserve consists exclusively
of government obligations and Aaa securities possessing ready
marketability and with staggered maturities ranging from one
year to six years. The combined total of primary, secondary,
and investment reserves must be sufficient to provide even for
such major loss of deposits as was experienced by the individ-
ual bank between 1929 and 1933. For this reason it is not
expected that forced recourse to the bond account proper will
cver be necessary in order to meet demands of depositors.

In the construction and management of the permanent bond
portfolio, therefore, no further attention neced be devoted to
the varying characteristics of different classes of deposits. In
other words, it is unnecessary, except perhaps for legal rea-
sons, to try to correlate individual bond issues with savings
deposits as distinct from demand deposits. In our hypothetical
bank, for instance, it was decided that the maximum size of
this portfolio could not safely exceed $6,000,000, with fifteen
years fixed as the maximum maturity. In determining the
upper limit the only risk factor taken into consideration was
the possibility of market depreciation occasioned by adverse
changes in interest rates. This procedure was justified for the
purpose of determining the maximum size of this account. Tt
was not the intention, however, to imply that losses in the in;
vestment portfolio might not be experienced because of im-
paired credit standing of certain obligors represented therein.
Since investment is an art and not a science it is to be expected
that in spite of the most careful and farsighted management
occasional losses will be incurred because of mistakes made in
the selection of individual risks. Sound investment procedure
will hold such losses to a minimum, and those which are actual-
ly incurred—if the banker so desires—can be charged to the
bond reserve account described in Chapter 8.

Function of the Permanent Bond Portfolio.—No bond ac-
count can be managed successfully in the absence of a clear
understanding of the ends to be achieved. Its primary function
is to furnish an important contribution to the bank’s income
stream. Even before the outbreak of war every banker knew
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that a much greater reliance had to be placed on this source of
income than was the case a quarter of a century ago. The de-
cline in commercial loans previously referred to continued right
down to the bottom of the depression in 1932 and 1933, and
thereafter the extent of the recovery of this demand was dis-
appointingly small. Nobody knows what the future holds in
this respect, but even under war conditions prevailing in 1943,
and without regard to patriotic motives, banks are forced to
depend to a much greater extent than is desirable on their in-
vestment account as a source of essential income.

Quality.—Although income is the objective it does not fol-
low that banks are justified, in the selection of individual risks,
in sacrificing safety of principal in an attempt to get large in-
come. While all bonds for the investment account need not
meet the highest standards of quality laid down for the items
comprising the investment reserve, there can be no excuse for
making commitments unless there is convincing evidence of
the ability of the obligors to continue to meet all liabilities as-
sumed, for speculative bonds have no proper place in a bank’s
investment portfolio. It seems clear, however, that commit-
ments outside the Aaa bracket should be avoided by banks
with inadequate facilities for thoroughgoing analysis.

Marketability.—In spite of the obvious fact that soundness
is the basic quality to be sought, ready marketability is also a
highly desirable characteristic of any permanent bond port-
folio. It is true that adequate asset reserves should provide the
bank with an abundance of liquidity to meet whatever demands
upon it may materialize. It is likewise true that bonds should
be purchased with the intention of holding them to maturity.
But while this might have been the original intention circum-
stances may arise which indicate the desirability of a switch
from one issue to some other. It is not impossible that overall
conditions may change in some way that makes it appear ad-
vantageous to alter the general characteristics of the account
in a rather substantial way. Complete freedom of action can-
not be assured with issues lacking a ready market; in the event
of unfavorable developments the bank may find itself frozen
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into a situation, with a substantial loss to face if it attempts
to get out. While a small percentage of non-shiftable items may
not be particularly objectionable it seems clear that any well-
managed portfolio will comprise chiefly issues having ready
marketability.

Even from the standpoint of earnings it is important that
the permanent bond account have considerable shiftability.
Reference is to the fact that the investment reserve should be
replenished from year to year with items from the permanent
bond portfolio which have approached to within six years of
maturity. And the secondary reserve should be supplemented by
such issues when within one year of maturity. Only to the
extent that this is possible can these asset reserves provide earn-
ings comparable to other earning assets. But since ready mar-
ketability is an essential eligibility requirement for these re-
serves it is apparent that for the best earnings result a high
degree of marketability in the permanent bond portfolio is a
fundamental necessity.

Diversification.—Since human judgment is fallible each
commitment of the bank’s funds to a specific block of bonds
subjects the bank to the risk that unforeseen developments
may make it impossible for the obligor to carry out his prom-
ises. When it becomes evident that this situation has been
reached or is in prospect the market price of the issue will
have declined so that the bank is no longer able to regain pos-
session of the full amount originally paid. Excessively large
commitments in any one issue are, thercfore, clearly ill ad-
vised. Both federal and state laws recognize this factor by
specifying maximum percentages of the bank’s capital and sur-
plus which may be invested in the obligations of any one
creditor. In managing the permanent bond portfolio, therefore,
it is important to spread the risk by including issues of a suf-
ficiently large number of obligors so that an occasional error
of judgment will not be large enough to cause real embarrass-
ment.

Even in times of peace the heart of any well-managed bond
account presumably will be a backlog of direct and guaran-
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teed obligations of the federal government. Since the depth of
the depression these issues tend to dominate the average bond
account to an extent unknown in earlier times. For income
reasons, however, few banks found it expedient to confine
their commitments to this premier security.! Emphasis here
should be placed on the phrase “for income reasons.” Since gov-
ernment bonds represent a first lien on assets and incomes of
all corporations, it is clear that commitments in corporate is-
sues are never justified in the absence of a substantial yield
differential after taxes. If no differential existed there would
be no reason for the holding of any corporate issues whatso-
ever. But differential yiclds are commonly available, and when
no patriotic motive is involved it is natural for banks to seek
the greater income return made possible by the purchasing
of both municipal and corporate issues. By limiting their com-
mitment in each specific issue they acquire whatever additional
protection accrues from the spreading of the risk.

Some consideration needs to be given by the banker to the
question of the number of different issues it is desirable for
him to hold. In this respect it is easily possible to carry to
excess the process of spreading the risk. If the permanent
bond portfolio is to contain $1,000,000 in corporate and mu-
nicipal issues, the distribution of this sum might well be lim-
ited to fifty different issues as a maximum, and a still smaller
number is highly desirable. The reasons in support of this con-
tention are fairly obvious. The costs of making the necessary
investigation are just the same whether the block desired is
$5,000 or $100,000. And after purchase carrying costs of a
particular issue do not vary with the amount actually held. At
the end of 1940 one trust company of intermediate size had a
bond portfolio slightly in excess of $34,000,000 with only
twenty-four issues represented therein. With the number of

11In its published statement of condition for December 31, 1940, the First
National Bank of Baltimore shows only one item for Bonds: “U. S. Government
Securities $140,000,000.00.” Before our active participation in the war possibly
other large banks also invested exclusively in government obligations, but examina-
tion of a large number of statements failed to reveal other examples among
metropolitan banks. They will, of course, become more common the longer the
war continues.
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different issues so strictly limited and the commitment in each
one so substantial there exists less temptation to slight the
analytical work so essential if the quality of the bond portfolio
as a whole is to be maintained at a high level.

Maturity Diversification.—We have seen that a well-
constructed secondary reserve contains a list of self-liquidating
items which mature gradually over the succceding twelve
months. The investment reserve picks up at this point and
provides a stream of maturities over the next five years. Fol-
lowing that six-year period the permanent bond portfolio
should be so constructed that annual maturities will furnish
the bank with substantial funds which, in the absence of ab-
normal developments, will be available for reinvestment. A
complete program of this kind thus involves three revolving
funds, each designated for a specific purpose, which will in-
sure the bank of at least the average rate of interest over an
extended period of time. Some bankers will regard the fifteen-
year maximum maturity suggested herein as too long, while no
doubt others will consider it too short. But whatever limit is
decided upon by the individual banker, it is highly desirable to
spread maturities as evenly as possible over the period selected.
Obviously it would be unwise to adhere to a policy of this
kind so strictly that unsatisfactory issues are purchased mercly
in order to fill in a given maturity schedule. If no security
which meets both all quality requirements and desired ma-
turity is available, it is better to forego that particular ma-
turity. This policy may result in concentrating maturities in
certain years, but it is far less serious to concentrate maturities
than to select issues which do not measure up in some impor-
tant essential to the desired standard.

Importance of Analysis.—Banks have failed to keep pace
internally with the changed character of their business occa-
sioned by the decreasing importance of loans and the growing
necessity of making a living out of bond yields. Many are
still set up to make loans, not to buy bonds. In the typical
metropolitan bank, for instance, it is common to find a large
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group of vice-presidents, junior officers, and credit men all
devoting their time and energy to the small volume of loans
available. On the other hand, the investment department, which
invests most of the bank’s money, is ordinarily small by com-
parison. This is understandable only so long as their invest-
ments are confined to United States government and highest-
grade municipal issues. Investment of one’s personal funds
without previous adequate investigation is deplorable, but the
investment of funds belonging to others without complete
knowledge and careful consideration of all the pertinent fac-
tors is a policy which cannot be too strongly condemned. Yet
a great many bankers buy corporate and municipal issues with-
out the same careful scrutiny that they feel it is necessary to
give applications for loans. No outside factor, such as regu-
lation, security ratings, or advisory services, can serve as a
substitute for exhaustive investigation by the banker himself
into the intrinsic merits of each bond before it is purchased,
as well as a careful follow-up of all factors affecting its status
so long as it is in the bank’s portfolio.

It must be admitted, of course, that to carry out this in-
dicated procedure requires a great deal of time, and in smaller
institutions with definitely limited personnel any officer quali-
fied for such analysis is likely to have his time fully taken up
with other duties. In banks where this situation exists the
only sound policy is to confine commitments to obligations of
the federal government. To rely on security ratings or the
advice of investment dealers, correspondent banks, or advisory
services, and thus to pass over to outsiders effective control
over a considerable portion of the bank’s assets seems scarcely
consonant with any realistic concept of the sanctity of the
banker’s stewardship. The various services just referred to
may be very valuable if used merely as a check on the banker’s
own conclusions with respect to the intrinsic and relative mer-
its of individual securities or for opinions concerning his bond
portfolio as a whole. But in the final analysis the banker can-
not justify the delegation to outsiders of his fundamental re-
sponsibility for the conversion of his depositors’ funds.



86 SOUND POLICIES FOR BANK MANAGEMENT

The Bond Salesman.—No bond account can be managed
to the best advantage unless the banker is able to resist suc-
cessfully the forcefulness of the bond salesman. It has been
truthfully said that far too many bankers do not buy bonds;
they merely have bonds sold to them. In many cases the banker
feels somewhat obligated to the salesman because he avails
himself of certain services which the house offers. Among
these services Rowland H. George lists the following:

1. He can tell you what issues of the type you are seeking are avail-
able in the market at prices which make them good values in contrast
with other investment opportunities.

2. He can keep your list of holdings up to date.

3. He can advise you of redemptions and other matters pertirent to
your interest.

4. In general, he can act as a security correspondent in much the
same manner that correspondent banks assist you in your banking
problems.2

There can be no doubt that services of this character may be
very valuable at times to the small bank, and yet care must be
exercised to insure against the purchase of securities merely
because such a house has them for sale.

The General Problem of New Issues.—So far as smail
banks are concerned there is much to be said for following a
policy of buying no new issues whatsoever. New issues which
are obviously of high quality usually may be duplicated in
the market by bonds of equal excellence in basic security and
on a closely corresponding yield basis. One added advantage
inheres in the old issues. They are already in the hands of
permanent investors and have a seasoning which no new is-
sue, however good, can possibly provide. It is a simple mat-
ter gradually to pick up such bonds in the open market when
the total block desired is not in excess of $25,000 or even
$50,000. It would be much more difficult, if not impossible,
for a large bank to follow this policy successfully when issues
are desired in units of several hundreds of thousands of dollars
as a minimum.

2 Bulletin of the American Institute of Banking, July 1, 1939, p. 402.
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It is particularly important to avoid all new issues when
interest rates are high. At such times coupon rates on new
flotations are necessarily high, but in all issues brought out at
such times a call provision is inserted which will protect the
obligor when interest rates again decline substantially. Thus
the bank purchasing bonds during the stage of distribution is
likely to enjoy the high initial rate for only a limited period. At
such times the more astute bankers will buy old, seasoned is-
sues which have low coupon rates because they were brought
out during some previous period when interest rates were low.
Because of these low coupon rates such bonds can be pur-
chased at substantial discounts when interest rates are high.
The purchaser is thus assured until maturity of the prevailing
high rate of return on the funds he invests, or else of a sub-
stantial profit if the bonds are called at an earlier date. In
1920, for instance, outstanding corporations like the Pennsyl-
vania Railroad Company and the New York Telephone Com-
pany found it necessary to raise capital. In order to do so
their new issues had to carry coupon rates of 6 per cent or
615 per cent. When interest rates declined substantially these
issues were called and replaced with others bearing low coupon
rates. But in 1920 there were available a number of high-
grade seasoned issues carrying 3 per cent to 3% per cent cou-
pon rates and selling far enough below par so that the yield
basis corresponded with those being currently offered. Many
of these issues were brought out in the low interest period of
the 1890’s, and continued to sell below par until interest rates
again reached those earlier levels in 1936 and 1937. It is evi-
dent that the differential advantage to be gained from buying
old issues in 1920 in preference to new offerings was substan-
tial. It is, of course, impossible to gain this particular advan-
tage when interest rates are low.

The Bond Account in Tabular Form.—If the bond ac-
count is to be managed intelligently and within the limits set
by the board of directors, it is necessary for the officer in
charge to keep constantly in mind the overall picture in terms
of diversification, quality, maturities, book values, and market
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prices. The preparation at frequent intervals of tables sum-
marizing the essential facts should prove helpful. Table IX is
suggested as a form for showing the diversification according
to type of security.

TaBLE IX. DIVERSIFICATION SUMMARY

Par

U. S. Government Direct

and Guaranteed..........[..ccoeeee e oiiia oot
Municipals. ... ccovievin oo i |
Utilities. o oo veeeeeenneenee]ivienioas]ovnnnn e o

It is desirable also 1o prepare a table showing the distribu-
tion according to quality. For this purpose the form shown in
Table X is suggested.

TaBLE X. DISTRIBUTION ACCORDING TO QUALITY

U. S. [Munic-| Utili- .. | Indus- Per,
Govt.| ipals | ties Rails trials Others Totals

U.S.Government|. .....feeeeefereeaeeenifeceeadoeeeneferenfii..

From the standpoint of day-to-day management of the bond
account possibly even more important than either of the above
forms is one which shows the distribution of thé various items
according to maturities. For this purpose the form shown in
Table XI would be appropriate.

Perhaps an explanation is called for concerning the reason
for including 1944-1950 maturities. According to the general
program for conversion of funds advocated herein maturities
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TABLE XI. CALENDAR DISTRIBUTION AS OF JANUARY 1, 1944

1944-1950(1951/1952{1953{1954/1955{1956/1957|1958{1959

U. S. Government. .{.........

for the first six years are supposed to be provided by the sec-
ondary and investment reserves. In the permanent bond port-
folio, however, there are likely to be individual issues which do
not qualify for reserve status, because of deficiency in quality
or marketability or both. Such issues, if retained, must con-
tinue to be considered an integral part of the bond account
proper. It seems scarcely necessary to observe that in the man-
agement of the investment reserve a table showing the calen-
dar distribution of the items comprising the reserve is also
essential.

The Treatment of Bond Premiums.—The great diversity
of methods Ly which banks handle the problem of bond pre-
miums affords an excellent example of the tardiness with which
banks in general adopt sound accounting methods in common
use by almost all other kinds of business enterprise. Outside
of large metropolitan banks one finds all too infrequently the
practice of daily amortization and consequently a record of true
earnings day by day. In this method income decreases and
amortization increases during the life of the bond. Since the
mathematically correct method of amortization is somewhat
complicated some banks use the straight-line method. R. L.
Armstrong described this method as follows:®

In the straight line method both amortization and income remain
constant. This makes for simpler bookkeeping and in the end the result
is the same. The straight line method uses a daily rate of amortization

8 Wall Street Journal, November 27, 1936.
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found by the simple process of dividing the premium by the number of
days the bond has to run. Similarly, the monthly rate is found by multi-
plying the daily rate by 30. If $10,000 par value of 5 per cent bonds
are purchased at a cost of $10,748.59, the bonds will have 1,440 days
to run, making a daily amortization of 51 cents for the unit held, or
$15.30 per month. This will result in a difference of $14.19 over the
life of the bonds due to the rounding out of fractional cents. To correct
this error the practice is to make the adjustment at date of purchase
or at the end of the first amortization period, be it monthly or semi-
annually.
Proof: Daily rate, 51¢ X 1,440 days... $734.40
Add adjustment ....ovveeerennnns 14.19
Premium $748.59
Thus it is clear that once the daily and monthly constants are found

and the necessary adjustments are made at the first amortization date,
it is very simple to ascertain proper amortization at any given date.

For banks not operating on an accrual basis in other re-
spects no valid objection can be offered to the straight-line
method of amortization. But this cannot be said for a practice
followed by many other banks. The practice referred to is to
charge the entire premium off at the time of purchase to the
undivided profits account. Two indictments of this policy may
be advanced, neither of which, however, holds in the switch-
ing operations discussed in Chapter 8.

In the first place subsequent income is overstated so long
as the bond is held. This is the obvious result since the entire
coupon when received is treated as income instead of as a
combination of income and return of capital. It is curious that
many bankers who follow this policy think that they are there-
by being ultra-conservative. It is difficult to understand how it
is possible to see any conservatism in a policy which serves to
overstate current income. A number of industrial corporations
at the bottom of the depression wrote off large portions of
their plant accounts against their capital and thereafter failed
to recognize depreciation on these amounts as a cost of doing
business. This policy is clearly analogous to the one under dis-
cussion for banks. Accumulated profits of the past which have
not been definitely allocated to some particular use are carried
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as “undivided profits.” By charging against this account pre-
mium on bonds being currently purchased and treating the en-
tire amount of ensuing coupons as current income the real
result is to add to current earnings a component out of the
earnings of the past. It seems likely that bankers who regard
this policy as conservative have simply failed to consider all
the implications involved. It is entirely proper to carry assets
on the books at conservative figures so long as this practice
is not permitted to magnify the current income figures.

The second objection to this policy is of an entirely different
character. The practice of closing the premium on bonds ac-
count into the undivided profits account obviously results in a
decrease in the latter. When the undivided profits account is
not overly large a bank following this practice may be deterred
from the purchase of bonds selling at a premium. In order to
avoid a decrease in the equity accounts these bankers may be
tempted to shop around for issues selling at a discount. This
is particularly unfortunate in a period when practically all
quality bonds sell at a premium. With yields on quality bonds
at the low levels prevailing in 1943 there are enough incentives
pointing to subquality issues without adding to them unneces-
sarily.

It would be clearly unreasonable to insist that small coun-
try banks install a costly and complicated accrual system which
is designed primarily for purposes of control in larger banks.
But the straight-line method of amortization of bond premiums
can be used even though the accrual method is used for no
other purpose. The arguments in favor of its use are so con-
clusive that the burden of proof must lie with those bankers
who fail to adopt this plan or some modification thereof.

Importance of Adequate Information.—The position tak-
en herein is that no security should be purchased for the per-
manent bond portfolio which does not appear to be so thorough-
ly well entrenched that there is every indication that the bank
will be justified in carrying it to maturity. In order to satisfy
himself on this fundamental matter it is essential that all per-
tinent infor