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Recent Developments in the Capital Markets 

Pressures have mounted again in the nation's capital 
markets after having eased in late 1966. Corporations and 
state and local governments have borrowed record amounts 
in the capital markets so far this year, and in recent weeks 
yields on long-term obligations have approached—and in 
some cases exceeded—last summer's peaks. The prospect 
of very substantial Treasury financing in the second half 
of the year and a growing belief that the rate of economic 
advance will accelerate sharply have weighed more and 

more heavily on the markets and have led to some anticipa- 
tory borrowing. 

These developments emphasize the need for prompt 
action to reduce the Federal budget deficit significantly. A 
substantial tax increase would go far to relieve the tensions 
that have been building up in the capital markets. At the 
same time, a tax increase would help assure that the re- 
newed growth of the economy is held to a sustainable pace. 

BUSINESS FINANCE 

Despite the general slowdown in the economy, business 
firms have had to raise a substantial volume of funds dur- 
ing the first half of 1967. While the need for funds for 
inventory investment and for new plant and equipment 
declincd since the beginning of the year, internally gener- 
ated funds (retained earnings plus capital consumption 
allowances) also fell, with the result that corporations have 
had to continue to rely heavily on outside sources of financ- 

ing (see Chart 1). In addition, corporate needs for funds 
were augmented during the first half of the year by accelera- 
tion of tax remittances to the Treasury. The speedup in 
collections of social security contributions, withheld income 
taxes, and excise taxes in the first quarter drew off an esti- 
mated $650 million of business working capital, and the 
continued acceleration of the corporate income tax pay- 
ment schedule added an estimated $4.3 billion to business 
tax remittances in April and June. 

So far in 1967, businesses have exhibited a preference 
for obtaining funds through the capital markets rather than 
from the banking system. Through the first half of 1967, 
bank loans to business have grown at a slower rate than 
the 14.3 per cent gain recorded in 1966. The reduced rate 

of business loan growth this year in part reflects corporate 
restructuring of debt in the wake of very heavy borrowing 
from banks in 1966. According to data from registration 
statements filed with the Securities and Exchange Commis- 
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sion, market borrowing for repayment of bank debt rose 
to 28.6 per cent of new bond financing in the first quarter 
of 1967 from 21.6 per cent for the same period of 1966, 
and preliminary data indicate a further increase in the pro- 
portion during the second quarter of 1967. The shift to 
capital market financing was facilitated in the early part 
of the year by the decline in market rates that followed 
the move to monetary ease late in 1966. The decline in 
market rates made borrowing through the issue of capital 
market instruments relatively attractive, since bank lend- 
ing rates dropped less during this period. 

Gross new public and private issues of corporate bonds 
during the first six months of 1967 arc estimated at $10.6 
billion (compared with $8.4 billion in the same period last 
year), a record amount for any half-yearly period. During 
the first half of 1967, as in the second half of 1966, the 
amount of new bonds publicly offered has substantially 
exceeded the amount of new bonds privately placed with 
insurance companies and other institutional investors. The 
last half-year period in which the volume of publicly offered 
bonds excccdcd that of privatc placements was the first six 
months of 1962 (see Chart I). Individuals and mutual sav- 
ings banks lent important support to the long-term cor- 
porate bond market by purchasing a sharply increased 
amount of corporate bonds in the first three months of 
this year. 

With the sharp rise in the volume of new issues, and 
expectations of even heavier demands on the markets in 
the second half of 1967, long-term corporate yields have 
reversed the decline which began in the fourth quarter of 
1966 and have approached—and in some cases have ex- 
ceeded—the postwar highs recorded late last summer. The 
market has at times been quite congested with new issues 
and, partly as a result, the spread between underwriters' 
offering rates on new corporate bonds and the market rates 
on outstanding corporate issues has been widening. Never- 
theless, the spread remains below the levels attained in the 
third quarter 1966 period of peak interest rate pressures. 

Business firms appear to have recently placed somewhat 
more relianc on the equity markets as a source for long- 
term funds, although this source of financing continues to 
be marginal. Estimated new issues of common and pie- 
ferred stock (net of repurchases and retirements of out- 
standing issues) increased in the first quarter of 1967 from 
the final quarter of 1966. With bond yields rising (see Chart 
LI), corporations have turned increasingly to the issuance 
of convertible bonds, which, because they can be converted 
to equities, bear lower interest rates than comparable bonds 
which lack this feature. Moreover, convertible bonds may 
appeal to a wider spectrum of investors than regular debt 
issues. 

In addition to having raised a record volume of funds 
in the long-term capital markets in the first half of this 

year, corporations have turned increasingly to the com- 
mercial paper market as a source of funds. Issues of 
commercial paper by nonfinancial corporations had risen 
sharply during the second half of 1966, as business firms 
strove to find a source of funds alternative to the use of 
commercial banks. Through the first five months of 1967, 
nonfinancial corporations appear to have expanded their 
outstanding volume of commercial paper at a somewhat 
faster rate. This partly reflects the lower cost of raising 
funds in the commercial paper market as compared with 
the cost of borrowing at commercial banks. 

CONSUMER FINANCE 

Consumer spending continued to grow through the first 
quarter of 1967, but at a slower rate than disposable per- 
sonal income. As a result, personal savings rose to 6.5 per 
cent of disposable income, o percentage point above the 
average savings ratio in the 1953-66 period. Total con- 
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sumer spending on durable goods absorbed a lower propor- 
tion of income in the first quarter of the year than in 1966, 
and the growth of consumer credit—which usually 
finances a major part of such expenditures—slowed during 
this period (see Chart Ill). During the second quarter, it 
appears that there was only very modest further growth 
of consumer borrowing as the demand For durables re- 
mained relatively weak. However, if the recent pickup in 
automobile sales is maintained, the growth of consumer 
credit should accelerate once more. 

The thrift institutions—savings and loan associations 
and mutual savings banks—which are the major suppliers 
of home mortgage loans have experienced sharply in- 
creased savings inflows so far in 1967. These large in- 
flows reflect the rise in consumer savings and the reduced 
rates on competitive savings instruments, such as short- 
term marketable securities. During the first five months 
of 1967, savings and loan associations recorded a $4.1 
billion net inflow of funds, in sharp contrast to the $932 
million inflow recorded during the comparable period of 
1966. Similarly, mutual savings banks have also experi- 
enced greatly increased inflows of funds thus far in 1967. 

A substantial portion of the enlarged savings flows to 

the thrift institutions has not moved into the mortgage 
market, reflecting in part a less rapidly expanding supply of 
immediately available mortgages. Savings and loan associa- 
tions repaid $2.5 billion of their borrowings from the Fed- 
eral Home Loan Banks in the January-May 1967 period, in 
contrast to a net increase in borrowing of $71 I million dur- 
ing the same period last year. In addition, all thrift institu- 
tions have been rebuilding their liquidity through the 
purchase of short-term securities, and mutual savings banks 
have purchased a large amount of long-term corporate se- 
curities. Nevertheless, during the first five months of 1967, 
these institutions have expanded their mortgage holdings on 
a seasonally adjusted basis at a rate more than twice that 
recorded during the last half of 1966. Rates on FHA- 
insured thirty-year mortgages declined during the first four 
months of 1967, but edged upward again in May (see 
Chart H), reflecting rising rates throughout the long- 
term capital markets. 

GOVERNMENT FINANCE 

Despite a continuing rise in revenues, state and local 

governments have made record demands on the capital 
markets thus far in 1967. These borrowers marketed $4.1 
billion (gross) of new bond issues in the first quarter— 
the largest quarterly volume on record—and are estimated 
to have marketed an additional $3.5 billion in the second 
quarter. Commercial banks, after having sharply reduced 
their net purchases of state and municipal bonds in 1966, 
have lent important buying support to this market thus far 
in 1967. Market yields on tax-exempt bonds declined dur- 
ing the early weeks of the year but have subsequently 
moved up sharply. 

In contrast to state and local government financing, total 
Federal Government financing has been smaller in the first 
half of 1967 than in the same period a year ago. Total 
Treasury and agency financing in the first half of 1967 has 
resulted in an estimated increase of $0.3 billion in out- 
standing securities, compared with an increase of S4.7 
billion in the first six months of 1966. 

The first half of the calendar year is traditionally a 
period of debt redemption by the Treasury, and estimated 
net redemptions of direct Treasury obligations through 
June are expected to exceed $3.0 billion, compared with 
redemptions of $1.0 billion in the same period of 1966. 
At the same time, net agency debt outstanding is esti- 
mated to have fallen by over $500 million in the January- 
June period, as opposed to the net increase of $3.5 billion 
over the comparable period of 1966. The Federal National 
Mortgage Association increased its outstanding indebted- 
ness at a much slower rate in the first six months of the 
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year, reflecting its declining mortgage purchases. The 

sharply increased growth of deposits at savings and loan 
associations has enabled these institutions to repay a large 
portion of their borrowings from the Federal Home Loan 
Banks. Consequently, the Federal Home Loan Banks re- 
duced their own outstanding debt by $2.3 billion in the 
first six months of the year, compared with a net increase 
in borrowing of $1.1 billion in the same period of 1966. 
Sales to the public of participations in Federal loans have 
risen moderately in the first half of this year, with the 
total amounting to $2.9 billion, up from $2.2 billion in 
the first six months of 1966. An additional $900 million 

of participation certificates was sold directly to United 
States Government trust funds during the first half of 
1967. 

Yields on some outstanding long-term Government 
bonds have recently surpassed the peaks recorded in late 

1966, reaching the highest levels in forty years. With yields 

remaining substantially above the 4¼ per cent ceiling on 
interest rates for Governmcnl securitics with maturities 
excecding five years, Treasury financing operations have 
been confined entirely to short- and intermediate-term is- 
sues. Consequently, the average maturity of the public 
debt has been shortened from four years eleven months 
in June 1966 to an estimated four years seven months as of 
the end of June 1967. 

ROLE OP THE BANKING SYSTEM 

Net funds raised by domestic nonfinancial borrowers 
other than the Federal Government grew at a substantially 
increased rate during the first quarter of 1967, but com- 
mercial banks supplied a greatly reduced percentage of the 
funds obtained by these borrowers. In the first quarter 
of 1967, bank credit supplied only 15 per cent of total 

household, business, and state and local borrowing. This 
ratio has declined steadily from the peak level of 48 per 
cent in the first half of 1965 (see Chart lv). In view of the 
continued sluggishness of borrowing from banks in April 
and May, it is doubtful that commercial banks accounted 
for a significantly increased percentage of total funds sup- 
plied to the private sector during the second quarter. 
Reflecting both the reduced prcasure of demands from the 

private sector for bank financing and their desire to rebuild 

liquidity, commercial banks acquired large amounts of 
Federal Government securities. As a result, in the first 

quarter, the commercial bank share of total credit—which 
includes funds supplied to the Federal Government—moved 

up sharply from the reduced levels of the third and fourth 

quarters of 1966. 
Total bank credit appears to have grown at a seasonally 
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adjusted annual rate of 11 per cent over the first six months 
of the year, almost twice as large as the annual rate of 
increase recorded for the year 1966. Measured on a sea- 

sonally adjusted basis, commercial banks purchascd $3.1 
billion of Government securities during the first five months 
of 1967, in contrast to their liquidation of $2.7 billion of 
these securities during the same period of 1966. In the 
first quarter of 1967, commercial banks purchased an 
estimated 68 per cent of the net increase in state and local 
securities, up markedly from the depressed 30 per cent re- 
corded in 1966. Preliminary data indicate that this pro- 
portion has remained high during the second quarter as 
well. 

While bank holdings of securities have increased sub- 

stantially so far this year, loan growth has been slower than 
in 1966. Business loans in the first six months of the year 
are estimated to have risen at a rate below last year's. The 
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net extension of real cst.atc loans has remaincd markedly 
below last year's rate of growth. Consumer loans have also 
grown more slowly thus far in 1967, reflecting the weak- 
ness in demand for consumer durable goods. 

Commercial bank time and savings deposits are esti- 
mated to have grown at a seasonally adjusted annual rate of 
17 per cent during the first half of the year, more than 

double the rate of increase recorded in 1966. Corporations, 
which had reduced their holdings of time deposits by $2.1 
billion (seasonally adjusted) during the last half of 1966, 
added an estimated $2.5 billion to their time deposits dur- 
ing the first three months of 1967. These deposits were 
attractive to investors, given the relatively low yields then 
available on short-term Government securities. 

The Business Situation 

Business activity appeared to be gaining momentum as 
the economy moved through the second quarter. While 
the effects of the inventory readjustment continue to be 
felt in some sectors of the economy, the most recent data 
indicate a widespread strcngthcning of demand forces. 

May saw a strong and broadly based rise in new orders for 
durable goods, a further gain in residential construction, 
and—according to the advance report—the third consecu- 
tive increase in retail sales. At the same time, the latest 
survey of capital spending plans pointed to renewed growth 
in such outlays in the second half of the year. Prices rose 
on a broad front in May. The consumer price index climbed 
0.3 per cent in both April and May after several months 
of relative stability. Food prices moved up for the first lime 
in nine months, while prices for other nondurable com- 
modities, durable goods, and services all showed substan- 
tial increases. Rising prices of farm and food products 
pushed the wholesale index up by 0.5 per cent in May, 
and preliminary data point to an increase of about the same 

magnitude in June. 

PRODUCTION, INCOME, AND 
CONSUMER DEMAND 

Industrial output cased slightly further in May. The 
Federal Reserve Board's seasonally adjusted production 
index declined by percentage point to 155.5 per cent of 
the 1957-59 average (see Chart 1). Output of industrial 
materials continued to slacken and business equipment 
production also fell somewhat further, while overall pro- 
duction of consumer goods changed little. Automobile 

manufacturers assembled new cars at a seasonally adjusted 
annual rate of about 7½ million units, matching the April 
pace. However, partly because of a strike in the rubber 
industry, the overall production index for autos and related 
products dropped back a bit after having risen sharply 
in the two preceding months. The aggregate output of 
other goods for consumer markets was virtually unchanged 
in May. Television set production rose during the month, 
a gain which contrasted with the steep decline during 
the earlier months of 1967. May witnessed a further 
substantial advance in the output of defense equipment. 
In the course of the first five months of 1967, the index 
of defense equipment production rose at an annual rate of 
about 24 per cent, which represented a slight acceleration 
from the already rapid growth recorded in 1966. 

The process of adjusting business inventories to bring 
them into better alignment with sales has played a major 
role in dampening the pace of industrial production this 
year. Trade firms have made some actual reductions in the 
level of their stocks, while manufacturers have added to 
their inventories at a slower rate. In May, the increase in 
manufacturers' inventories was the smallest in more than 
two years and was only about half as large as the average 
accumulation of the two preceding months. Though some 
further adjustments may occur in the trade sector, the prob- 
lem of excessive inventories now appears to be centered in 

manufacturing. At the close of the first quarter, accord- 
ing to a Commerce Department survey taken in May, 
almost one third of total inventories in manufacturing 
was in the hands of firms that felt their stocks were too 
high relative to sales and orders. The survey also found, 




