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CHAPTER I. 

INTRODUCTION 

Statement of the Problem 

The basic purpose of this inquiry is to observe and comment 

upon current developments in commercial bank investment portfolio 

management. There has been no attempt to draw a statistical sample, nor 

has there been any effort to lay down any precise rules that an indivi­

dual bank should follow. Rather, this is an attempt to identify and 

clarify certain basic issues in the light of today's requirements and 

current banking practice. Such an analysis, it is believed, will aid 

in the formulation of appropriate bank investment policy, regardless of 

the size of the institution. 

The "investment portfolio" of a bank is that portion of a 

bank's assets that are not in 11cash11 or 11loans 11 • Today, the greater 

portion of the total amount of securities publicly issued and traded is 

owned by institutional investors such as commercial banks, savings banks 

and insurance companies. As shown by Table I, approximately 44% of the 

earning assets of all connnercial banks are currently in "investments." 

For purposes of this paper, "investments" will be thought of as "credits 

not always but primarily of longer maturities placed through the open 

markets and ordinarily subject to resale in these markets."* 

*3, P• 12. 
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TABLE I . 

Assets of all Commercial Banks 
(In Millions of Dollars) 

Loans Investments Percentage 
investments 
are of total 
earning assets 

December 30, 1939 17,238 23,430 57 

December 31, 1945 26,083 97,937 79 

December 30, 1950 52,249 74,426 58 

December 31, 1955 82,601 78,280 48 

November 27, 1957 93,010 74,26o 44 

Source: Federal Reserve Bulletin, January 1958, p. 41. 
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On the asset side of a balance sheet of a commercial bank, 

"loans" and "investments" constitute the earning assets of the bank. 

The other major asset is "cashn upon which there is no return to the 

bank. It is the management of these earning assets that largely deter­

mines the earnings performance of the bank in question. As indicated in 

Table I, the investment portfolio of a typical commercial bank has 

constituted almost half of the total earning assets of that bank in 

recent years. Needless to say, the management of this portion of a bank's 

earning assets involves tremendous responsibilities and such management, 

without dire results, cannot be taken lightly. 

Objectives 

The primary objective of this study is to highlight recent 

thinking and developments in the area of commercial bank investment port­

folio management. The major point of view taken will be that of management 

and only indirectly that of the stockholder or depositor. 

One of the problems of an endeavor such as this is the fact 

that all commercial banks are not of the same size. Hence, it is possible 

to speak from a "small" or "large" bank point of view. Therefore, an 

attempt will be made, Whenever possible, to contrast investment procedures 

in both the large and the small commercial bank. Furthermore, this author 

feels that the small bank, in spite of its limitations as to trained 
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personnel, experience and time, should be aware of haw investment 

matters are handled in the larger institutions. If the small bank 

can duplicate certain procedures, all well and good. If not, at least 

the smaller bank can be aware of the various directions in which further 

effort can be profitably expended. However, the small banker should also 

be aware of the limitations under which he operates and should not try to 

follow procedures which he is not equipped to handle. 

A secondary objective is to provide a document which may serve 

as the foundation for a more comprehensive study in this field. As pre­

viously indicated, no attempt has been made to indicate 11the correct 

approach" in every situation. Rather, the author feels that the "outlining" 

of a problem area is almost as important as its solution. In fact, greater 

awareness of problems can go a long way toward better and more profitable 

management of a commercial bank's investment portfolio. 

Events during the period 1954-1957 

For purposes of continuity, this investigation has been limited 

to the recent period of rising interest rates. As shovm by Chart I, this 

period runs from the middle of 1954 to mid-November of 1957 when the 

Federal Reserve discount rate was reduced to 3% from its recent high of 

3.5% (the highest since 1933), a running time of about three years. 

At this point, one should recall that business dips and rebounds 

are reflected in interest rate movements. Generally speruting, as business 
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gets better interest rates firm and rise, and as general business 

conditions decline interest rates tend to ease off. In turn, this 

easing and firming of interest rates have an innnediate effect on bond 

prices. 

Indeed, this three-year rise in interest rates had a noticeable 

impact on bond prices and yields. Bond prices drifted downward almost 

continuously, sometimes slowly, at other times quite rapidly. However, 

in spite of the steady decline in these prices, no selling panic developed 

such as occurred in 1953. 

During 1955 and 1956, commercial bank investment portfolio 

holdings declined $10.4 billion. In addition, during the first half of 

1957, bank investments were reduced $3.1 billion. However, during the 

latter half of the year, commercial banks added $4.6 billion to their invest­

ment portfolios, making the net results for the year an increase of $1.$ 

billion.* 

Beginning in 1955, the Federal Reserve Board adopted a policy of 

restraint on bank credit expansion, its object being to limit,rather than 

halt, the growth of commercial bank credit. This, of course, meant that 

the increased loan demand from 1955 on generally caused bankers to reduce 

their security portfolios in order to meet this more profitable avenue for 

the use of their funds. 

Because such a large portion of commercial bank investments are 

in Government securities, Treasury debt management policy has become 

*35, PP• 116-117. 
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another factor of importance. Treasury policy during this period has 

been to avoid any clash with business, in fact, one might safely state 

that the Treasury acted in a manner directly opposite to that of the 

Reserve. From 1955 on, it issued mostly short-term bills, certificates 

and notes.* 

Methods of investigation 

The first step, and the real nucleus of this investigation was 

the drafting of a questionnaire covering specific portfolio practice and 

general portfolio policy. The questionnaire was divided into different 

subdivisions dealing with various aspects of bank investment policy. One 

set of questions related to specific issues and the other set of questions 

referred to general phases of portfolio policy. A final draft of the 

questionnaire may be found in the Appendix. 

Armed with this questionnaire, the author consulted a number of 

bank investment officers in prominent large and small commercial banks in 

the New England area. This investigation also included some government 

bond houses, a few authorities at leading academic institutions, and one 

seminar program under the sponsorship of the Boston Chapter of the American 

Institute of Banking. 

At the same time as the primary research was in progress, 

considerable secondary research was being undertaken. In this area, one 

*22, P• 1. 



19 

discovery was that, since 19.51, very little material in book form has 

been produced that directly relates to this area of bank management. 

The completed thesis, of course, is the combined results of both 

endeavors. 
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CHART II. 

Division of the Balance Sheet of 
a Typical Commercial Bank 

ASSETS LIABILITIES 

21 

Cash 
20% 

Demand Deposits 

Loans 
44% 

Investments 
36% 

I I I I I 
I 

I I I I 
I I I I 

I I I 
I I I I 

I I I I I 
I I I I 

I I I 
I I 

Source: Federal Reserve Bulletin, December 1957, p. 1381; 
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as of June 6, 1957) . 
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The third reason, although not as compelling from a legal view­

point, is just as important from a competitive standpoint. A commercial 

bank is primarily an institution for making loans. If a bank does not 

meet all reasonable customer credit demands, its competitors usually will. 

During a long period of rising loan demand, such as we have just passed 

through, a commercial bank has two ways of meeting the situation: (a) by 

holding cash, and (b) by having investments Which can be quickly converted 

into cash with little loss. Since the holding of large amounts of excess 

cash lowers a bank's earnings, bankers logically look to the investment 

portfolio to supply additional loan fUnds as needed. 

Other requirements 

The quality of investment management usually varies with the 

size of the bank and often limits the ability of the individual bank to 

assume investment risks. The important thing here is for each bank to be 

aware of its limitations in this area and to invest accordingly. Moreover, 

regardless of the portfolio makeup, the bank in question must exercise 

sound and continuous investment management. 

Because inVestments make up such a large percentage of a bank's 

earning assets, banks do require a certain amount of stability of investment 

income. However, if stability of principal is adequately provided for, 

stability of investment income will usually be taken care of. 

Another investment requirement is for highly marketable 

securities. The reason for this is the legal requirement that deposits be 
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paid on demand, or in the case of time deposits, within a relatively 

short time. This constant danger of forced sale is something that no 

commercial banker can safely ignore . 

Tax-exempt securities are also a requirement since commercial 

banks are subject to the Federal corporate income tax. However, the tax 

position of each bank varies with its size making this requirement ver,y 

important for some banks and relatively unimportant for others. 

Legal restrictions 

Recognizing the investment requirements of commercial banks, 

both Federal and state laws limit the investments of commercial banks to 

bonds . With but few exceptions, ownership of stocks is prohibited. Even 

in the area of bond investment, only high-grade issues may be purchased. 

Today, bankers are required to limit their purchases to the top four bond 

rating categories (Aaa down through Baa), confirmed by two rating services . 

Priorities in the use of bank funds 

At this point, a discussion of priorities in the use of bank 

funds should prove extremely useful in understanding the proper place of 

the investment activities of a typical commercial bank. The general 

priorities usually accepted are as follows: * 

1. Primar.y reserves (cash) 
2. Secondary reserves 
3. Customer credit demands (loans) 
4. Open-market investment for income. 

*3, PP• 12-18. 



From this list of priorities, the concept most relevant to 

this discussion is the fact that loans take precedence over investments. 

Once the primary and secondary reserves (safety features) have been taken 

care of, loan demand comes next. This is so because banks are better 

suited for this type of market than they are for the investment market. 

Loans are the area where a banker should take most of his risks and make 

most of his profit. Investment income should enter the picture only after 

the first three priorities are taken care of. In the survey of current 

practices, one question# referred specifically to this area. Bankers were 

asked to establish a priority for the employment of commercial bank funds. 

Without exception, the above list of priorities was established. 

The questionnaire also tackled the problem of priorities among 

the obligations of an investment portfolio. Here again there was general 

agreement. The priorities generally agreed upon were: 

1. Safety of funds (quality). 
2. Availability of funds (liquidity). 
3. Earnings (profitability). 

In establishing this group of priorities, one runs into the 

financial problem of liquidity versus profitability. The more liquid a 

financial institution is, the less profitable it is; and the more pro-

fitable an institution is, the less liquid it becomes. In the case of 

commercial banks, liquidity comes out on top because of their investment 

requirements. However, the crux of the situation is not the fact that 

#Questionnaire, Section H on p. 2 of Part II. 
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liquidity bests profitability as an objective; instead, it is the 

maintenance of the proper balance between liquidity and profitability 

in each individual bank. This is something that can be properly decided 

only by the management of the bank concerned. 
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CHAPTER III. 

FORMULATION OF BANK INVESTMENT POLICY 

The subject of this chapter is the formulation of bank 

investment policy. Many financial writers are of the opinion that this 

aspect of investment portfolio management has been seriously neglected by 

many of our banking institutions . Furthermore, general investzoont policy 

is easier to develop than loan policy because ever.y bank has access to 

the entire bond market, while local loan policies have to be developed in 

relation to the opportunities which unfold in the area served by the bank. 

Generally speaking, an "investment policy" is a program for the 

use of a bank's funds which are not loaned to its customers. Although 

this discussion is confined mainly to investments in securities, other 

types of bank investments (e . g. , mortgages) should not be slighted. 

Situation of the individual bank 

The purpose of shaping an investment policy is to reduce the 

guesswork in handling an investment portfolio. Moreover, if the program 

of an individual bank is to serve the needs of that bank, it must be based 

on the situation of that bank. Therefore, there are certain basic studies 

that a portfolio manager should make (on a continuing basis, if need be) 

before committing his investment funds to the market. Some of the more 

important subjects which require analysis are: 
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(1) A study of the general type and character of 

the business of the bank. The desired end result 

here is a picture of the kind of bank one is working 

with (e.g., a savings bank that has evolved into a 

coJ!Dllercial bank). 

(2) Information concerning the deposits of the bank. 

Which funds are temporary and what percentage of a 

bank's deposits may be considered normal? What is the 

make-up of the time deposits? What is the seasonal 

variation of the deposits, and how do cyclical 

conditions affect the various t,ypes of deposits? 

(3) The volume and character of the bank's loans. 

(4) The tax position of the bank. Before any move 

of importance is made in the portfolio, the tax 

resultsshould be considered. 

(5) The margin of safety provided by the capital 

accounts. 

( 6) The current business situation and a forecast of 

what business conditions are likely to be s:ix months 

to a year from now. This, of course, is an external 

study, but it is an area the knowledge about 'Vhich 

can make the difference between average and excellent , 

portfolio performance. 
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of the speakers discussed a "Statement of Principles and Standards of 

Investment for Commercial Banks" issued by the Bank Management Commission 

of the American Bankers Association in 1937.* These principles appear 

to be ever.r bit as important today as they were then. Following a 

sununary of these principles, there will be a comparison of these standards 

with what is happening today. The principles are as follows: 

(1) Every bank should adopt a definite written 

investment policy to meet its particular situation. 

This policy should be approved by the Board of 

Directors. 

(2) Each bank should fix the responsibility for 

carrying out its policy on one officer . 

(3) A bank's liquidit.y should be provided for by 

means of a secondary reserve account of high-grade, 

short-term maturities . 

(4) A separate investment account of prime longer­

termed spaced maturities should be established to 

provide additional income. 

As far as the first principle is concerned, it is the exception 

rather than the rule for a bank today to have its investment policy in 

written form. Even those banks that have made some attempt in this 

direction often have only part of their investment policy written out. 

Lack of a written policy may not adversely affect the large bank where 

*10, PP• 27-39. 
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there is available the teamwork of perhaps a dozen officers. In fact, 

the larger the bank, the more flexible its investment policy can be. 

The portfolio manager of a large bank often attempts to change his 

program in accordance w.i.th changing market conditions. However, the 

country banker usually cannot afford to do this because of lack of 

training and money market experience. Such a bank should have a short 

written policy. Once such a program is mapped out, the small bank should 

follow it and fight "What sociologists call the "herding instinct" - the 

tendency to do what others are doing at the moment. For example, the 

small bank that had established a spaced maturity program in its separate 

investment account and had resisted the pressure for "shorts" during the 

latter part of the recent period of rising loan demand, would have made 

out very well, capital appreciation-wise,follorr.ing the 1957-58 downturn 

in interest rates. Although it is easy to look back and suggest how 

things "should have been done", it is almost always the small banker who 

cannot afford to do this. The small bank portfolio will usually show a 

better performance over the long run, if the portfolio manager adheres to 

an established policy through the ups and downs of the business cycle. 

Principle number two suggests that the overall responsibility 

for carrying out portfolio policy should be vested in one officer. 

Questionnaire answers show that this is usually the case. Investment 

decisions are almost alvmys the responsibility of one individual, but 
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CHAPTER IV. 

THE INVESTMENT PORTFOLIO AND COMMERCIAL BANK LIQUIDITY 

Liquidity, the ability to convert assets into cash at a 

moment's notice without loss,# is one of the foremost considerations in 

the development of investment policy. For more than twenty years, 

commercial baru{s have experienced an exorbitant amount of liquidit,y. 

During the past few years, however, this situation has changed. Loan­

deposit ratios have been in a steep climb. In effect, loans have increased 

at the expense of the secondary reserves. When asked what issue their bank 

considered most critical during the period of this investigation, almost 

every bank official questioned replied that liquidity was the issue that 

had concerned them most. The purpose of the chapter will be to show why 

commercial banks need liquidity and the function of the secondary reserve 

assets as a source of liquidity. 

Why commercial banks need liquiditz 

There are two basic reasons why liquidit,y is essential to 

commercial banks. One is to provide f or deposit decline. The other is 

to meet loan demands. An additional reason is to be able to take advan­

tage of favorable investment opportunities that may arise. 

Because commercial banks are legally required to meet most of 

their obligations on demand (e . g. , demand deposits), liquidity policy 

#or, the ability to shift from one asset to another without loss . 
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should be constructed in such a manner that a bank will be able to cope 

with foreseeable deposit losses without: (a) extraordinary capital 

losses, (b) curtailment of loans, or (c) excessive borrowing from outside 

sources (e . g. , the Federal Reserve) . At times these deposit variations 

can be anticipated (e . g. , seasonal deposit shifts), but this is not always 

the case. Because some t,ypes of deposits (e . g. , deposits of public funds) 

are more likely to be withdrawn suddenly than others, each bank investment 

officer must have a thorough knowledge of his bank's deposit structure . 

The second reason for protective liquidit,y policy is to avoid 

disturbing a bank's loaning operations when cash drains develop. If a 

bank does not have an adequate secondary reserve, loans may have to be 

cut back in times of stress . This is a situation that every banker trys 

to avoid . Only when a bank is able to meet all reasonable loan demands 

is it fulfilling the basic reason for its existence . For example, had 

larger liquidity reserves been available during the early thirties, many 

loan losses could have been avoided, since banks that were pressed for 

cash would not have had to press for loan liquidation. 

In addition to these reasons, a bank which happened to have a 

strong liquid position would be able to participate in any favorable 

investment opportunities that might come along. This, of course, is not 

a compelling reason for maintaining liquidity, but since liquidit,y is 

needed, every bank should attempt to make the best of the framework within 

which it is forced to operate . 
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But, since no two banks are alike, it is impossible to arrive at aqy 

uniform standard by which to determine the minimum amount of secondary 

reserves needed. However, the factors that each individual bank must 

consider in evaluating its liquidity needs include: (a) the bank's 

deposit structure, (b) the quality and maturities of its loans and 

non-secondary-reserve investments, (c) the capital position of the bank, 

and (d) the economic trends affecting its community. 

Liquidity versus profitability 

Too little liquidity may subject a bank to undue hazards. On 

the other hand, an excessive amount of liquidity can easily result in 

needless sacrifice of bank earnings as well as neglect of the legitimate 

credit requirements of the community concerned. What is needed is a 

"middle road" that provides a satisfactory compromise of both objectives. 

This "middle road rr will vary from time to time as the business 

cycle progresses through its various phases. During the "recession" 

and "depression" phases, commercial banks typically build up an in­

creasing amount of protective liquidity. As the "recovery" and 

"prosperity" phases roll around, this excess liquidity is largely worked 

off. The problem that each individual bank has to solve is that of 

determining not only what liquidity is needed at the moment but, more 

important, the amount of liquidity that will be needed the next six to 

twelve months. 
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Liquidity policy becomes especially important in periods of 

rising loan demand, such as the economy has just passed through. At 

such times a banker can be subjected to these two conflicting pressures: 

(a) pressure to deplete his secondary reserves in order to satisfy 

customer credit demands (profitability); and (b) the need for main­

taining enough secondary reserves to make sure that the bank can meet 

its obligations on demand (liquidity) . This peak period of business 

cycle activity is a very critical one because commercial banking 

experience has shown that a rapid increase in loans and a corresponding 

decrease of liquid reserves exposes a bank to the danger of sudden cash 

drains which often happen on the downside of the business cycle. 
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and expanding as deposits increase or loans decline."* The issue to 

be discussed next is the extent to which practice today follows the 

basic theory in this area. 

As was noted in previous chapters, one of the basic principles 

in the formulation of investment policy is that the secondary reserve 

account should provide for a bank's liquidity. This is normally done by 

investing secondary reserve funds in short-term "governments" and other 

securities maturing within two to three years. Questionnaire results 

indicate that theory and practice in this segment of portfolio management 

are not far apart. Ever.y bank visited had its investment portfolio 

divided into two major divisions similar to those discussed above. 

Separate policies were applied to each division, and the liquidity of 

the secondary reserve was provided for by highly marketable, short-term 

securities. However, the 1954- 157 period of rising loan demand and 

increasing interest rates caused at least one re-evaluation of portfolio 

policy. 

Since the Federal Reserve-Treasury accord in 1951, many bankers 

had not been too certain as to what maturities should be considered as 

falling within the secondary reserve. As indicated, one of the accepted 

maturity limits was up to three years. Then, along came the recent period 

of rising interest rates and falling bond prices, the duration and inten­

sity of Which few bankers correctly predicted. The result was that 

*7, P• 20. 
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each area, at the same time, trying to keep the fund fairly well balanced. 

This policy requires more skillful handling and more time must be 

devoted to analyzing market conditions . 

One question in the survey concerned the average year-end 

maturity of the various investment portfolios for the years 1954 

through 1957 . The results show that the figure for any one bank did 

not vary substantially over this period. The mean for all banks visited 

was roughly three years - six months . The low for a single bank was two 

years, and the high for any one bank was about four years - six months. 

One correlation noted was that the average maturity was shorter in the 

"high-loan" banks .# 

# Banks having a high percentage of their deposits in loans . 
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This chapter will explore the securities suitable for coliDllercial 

bank investment in the order of their importance. Also, an attempt will 

be made to indicate the position each type of security should have in a 

typical investment portfolio. 

During the course of the investment survey, there is one prin-

ciple that almost every bank investment officer stated or implied in the 

replies to the questionnaire. It was the idea that of the three major 

obligations of an investment portfolio - qualit,y, liquidity and 

profitability# - quality is the one priority that should never be compro-

mised. However, continuing emphasis in this area does not mean that 

investment liquidit,y (via marketability and proper maturities) should be 

slighted in any way. Both have their place just as income objectives do 

also, but one can never emphasize too often that the loan portfolio - and 

not the investment portfolio - is the place where a bank should take its 

quali t,y (or credit) risks. 

Direct obligations of the United States Treasury ("governments") 

Only marketable United States Treasury securities (see Table II) 

will be discussed here. Non- marketable government obligations (e . g. , 

# See Section E of Chapter II. 
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Savings Notes and Bonds), found only to a modest extent in bank portfolios, 

will not be considered. With but few exceptions, all marketable 11govern­

mentsll are subject to Federal Income Taxes . 

United States Government securities excel all others in quantity, 

volume or availabilit,r and marketability and, therefore, are held in bank 

portfolios in great quantity. Since these securities will, undoubtedly, 

always be paid promptly and in full, there is no credit risk involved in 

holding them. However, there is a market or interest rate risk to be taken 

into account. For these reasons, the issues that require the most atten­

tion here are: (a) What maturities best fit the needs of the bank in 

question? (b) What is the future outlook for interest rates? 

Treasury Bills may have a maturity of up to one year but are 

generally confined to a maturity of 90 to 92 days . Since bills are sold 

on an auction basis, .holders of maturing series have no privilege of 

exchange . Certificates are limited to a maturit.y of one year, and holders 

of maturing certificates are usually given the privilege of exchanging 

them for such securities as the Treasury may be offering to refund them. 

Treasury Notes, when offered, have original maturities from one to five 

years . Holders are given the same exchange privileges as the holders of 

certificates . Treasury Bonds are issued with maturities greater than 

five years but usually less then twenty-five years. In respect to ex­

change privileges, they are similar to the certificates and notes. 






















































































