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Recent Capital Market Developmentsin the United States
Although 1963 appears to be shaping up as another
year of heavy over-all demand for funds in the financial
markets, supplies have again been ample so that, with the
exception of yields on short-term open market instruments,
interest rate movements have been mixed and quite narrow. Thus, despite growing business activity and a somewhat less easy monetaiy policy, yields on long-term
obligations of corporations and governments have edged
up only slightly this year and are still below early-1962
levels. Moreover, home mortgage rates have actually declined, while rates charged by commercial banks on
short-term loans to businesses have remained stable (see
Chart I). The commercial banking system has continued
to play an important part in financing heavy demands for
credit without sharp advances in interest rates. Growth
in total bank credit has again been rapid, with little convincing evidence of any significant slowdown from the
high rate of increase experienced in 1962. As in that year,
the most rapidgains have been in bank acquisitionsof state
and local government securities and in real estate loans,
while growth in business loans has continued slow.

contrast to the general pattern of earlicr years, these corporate flows of funds actually exceeded corporate fixed
investment during most of the period from late 1958
through 1962. The estimated excess of internally generated
funds over fixed investment expenditures for nonfinancial
corporations was nearly $4 billion during the first half of
1963, at a seasonally adjusted annual rate (see Chart 11).
While fixed investment by these corporations during the
period was running only 3 per cent above the rate in the
first half of 1957, internally generated funds available for
financing these expenditures were more than 40 per cent
larger than inthe earlier year.
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The ability of corporations to generate funds internally
was given a significant boost by the 1962 tax changes,
permitting businesses to charge off the cost of machinery
and equipment over a shorter number of years and to
deduct from currentprofit tax liability up to 7 per cent of
the cost of certain types of capital equipment. The Department of Commerce estimates that these changes,
which were effective from the beginning of 1962, reduced
corporate tax liabilities by about $2.3 billion in that year.
At the current rate of capital expenditures and with perhaps more widespread use of the shortened depreciation
schedules, the 1963 tax saving may well be running somewhat larger.
The reduced need for external financing by nonfinancial
corporations is particularly reflected in their flotations of
new corporate stock issues. Such flotations actually fell
short of company rcpurchases of outstanding stock in the
first half of 1963 after allowing for seasonal influences.
larger internal flows of funds appear to have sub-
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stituted much more extensively for external equity financing than for debt financing. This decline in stock issues
relative to bond issues, however, is probably also due in
part to the lack of market interest in the speculative new
issues of small companies—-a market attitude that has
been iii evidence ever since the sharp break in stock
prices in the spring of 1962. Prior to that declinc, such
new issues accounted for an important part of total stock
offerings. They have not yet regained that position, even
though stock price averages recovered about two thirdsof
the 1962 decline by the end of the yearand have reached
newhighs in 1963.
Although net offeringsof newcorporate bonds in the first
six months of this year remained below the peak levels of
1957-58, they were substantially above the low amounts
recorded in the last half of 1962, after allowing for seasonal factors. Despite this recent increase in supply, offering yields on these securities have shown only a minor increase this year, paralleling a similar small rise in yields
on long-term Treasury bonds. The yield spread between
new corporate and lower risk long-term Treasury obligations continues to be quite narrow, compared with earlier
years, indicating that institutional demand for new corporate bond issues remains an important force in this market.
Demands for short- and intermediate-term credit by
nonfinancial firms have also been light this year relative
to the level and growth of economic activity. To some
extent, this development may also be related to the trend
toward a lessened need for long-term funds from outside
sources. For many companies, increased flows of internally generated funds may have resulted in a buildup of
liquid resources beyond desired levels, owing to the temporary lack of offsetting increases either in capital expenditures or in dividends. Such firms are able to apply these
liquid resources to uses that would otherwise call for
short-term borrowing, particularly from banks. Further,
because interest rates on short-term bank loans have recently exceeded long-term market rates by a wide margin,
even the use of new funds obtained through additional
long-term borrowing may represent an alternative to bank
financing of inventory increases—particularly when the
higher inventory level is expected to be permanent. But,
although a substitution of long- for short-term financing
may be an element in the slow demand for bank loans, the
relatively small total need for funds to finance the currently moderate rate of inventory growth is a more important factor. The relationship between changes in
inventories and changes in bank loans has been rather
close in the past (see Chart 11), because inventory buildups are conventionally financed in the first instance by
short-term bank loans.
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GOVERNMENT FINANCE
State and local governments made heavy demands on

The use of this technique helped moderate interest rate increases in the capital markets by avoiding the
more direct impact of cash sales of long-term issues that
issues.2

the capital markets during thc first half of 1963, with net would otherwise have been needed to achieve a compaborrowings apparently amounting to a near record. Favor- rable effect on the maturity structure of the debt. Partially
able borrowing conditions and the continuation of the as a result of these various policy moves, the spread bepostwar trend toward expanded government services at tween average yields on long-term Government bonds and
the state and local levels contributed to this large volume three-monthTreasury bills narrowed further, from 95 basis
of new debt offerings. Reflecting the substantial new sup- points at the end of 1962 to 67 basis points at the end of
plies of state and local obligations, market yields have September 1963.
moved up somewhat more rapidly than interest rates on

corporate and long-term Treasury issues. This greater rise
in yields, however, may also have bccn related to the prospect of a reduction in Federal income taxes, a development that would reduce the relative advantage to the investor of the tax-exempt status of stateandlocal securities.
The rise in yields on tax-exempt issues would almost
certainly have been greater had there not been a heavy
demand for these Securities by commercial banks. Bank
acquisitions of state and local bonds normally decline
during periods of economic expansion. This year, however, the slow demand for business loans and the continuing need to obtain high-yielding assets in the face of
increased interest costs on time and savings deposits have
pushed these acquisitions to record levels. In the first half
of this year, commercial bank purchases of state and local
bonds apparently exceeded 80 per cent of the net new
supply of these securities.
In contrast to state and local governments, the financial
requirements of the Federal Government have applied
little upward pressure on capital market yields so far
in 1963. The Treasury's total outstanding marketable debt
was about unchanged over the first scvcn months of the
year. Furthermore, the average maturity of the debt was
about the same in August as at the end of last year.1 The
Treasury has, however, maintained a high level of outstanding conventional money market instruments (i.e.,
bills and certificates). This factor and a further moventent toward less ease in monetary policy—marked by
the July rise from 3 to 3½ per cent in the discount rate
of the Federal Reserve Banks—resulted in a substantial
increase in rates on Treasury bills and other moneymarket
instruments. At the same time, the Treasury made extensive use of the advance refunding technique: the swapping of new long-term issues for shorter term outstanding

DEMAND FOR CREDIT BY INDIVIDUALS

their holdings of financial assets
at a very high rate in the first six months of 1963, but
they also added to their debts at a record pace. In fact,
increases in financial assets and in debt obligations have
both outpaced the growth of personal disposable income
over the past two years or so. The increase in financial
assets has been strongly concentrated in one particular
area—interest-bearing deposits—while the growth in individuals' total borrowing has been reflected throughout
all of the various media of personal credit, including consumer instalment credit, securities credit, and home niortIndividuals expanded

gage loans.
Although repayments on instalment loans climbed to
a record 13.6 per cent of disposable income in the first
half of the year, consumers have continued to add to
their instalment debts at a substantial ratc—coinciding
with a strong demand for durable consumer goods, particularly automobiles. At the same time, large flows of
savings into certain types of financial institutions granting
consumer loans, notably commercial banks, have kept
up the supply of this type of credit and the trend toward
easier consumer instalment lending terms appears to have
continued.
One particularly striking aspect of recent consumer
financial behavior has been the sharp increase in borrowing on homes. Unlike the pattern of earlier years, mortgage
debt has recently been expanding relative to outlays on
new houses (see Chart Ill). Part of this relatively greater
rise in mortgage debt is explained by the postwar inflation
in real estate values, which causes a rise in mortgage debt
as old homes change hands. Hut the available evidence
also suggests that part of the explanaticin lies in the in-

2 For a fuller discussion of thc i'rcqiry's advance refunding
I The average maturity of the Federal debt was lengthened
and Joseph Sclierer, "Advance Rein September through a refunding operation that is described in operations,Asee Ernest Bloch
Technique of Debt Management" this Review,
another article in this Review (see 'Thc Money Market in Septem- funding:
ber", pp. 160-63).

December 1962, pp. 169.75.
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creasing use of mortgage borrowing to finance nonhousing
number of instances, large current
expenditures. In
financial needs—such as those for college educations and
major medical expenscs—can be met most easily through
mortgage borrowing, which makespossiblelonger repay-

a

ment terms and lower interest rates for the borrower.
Moreover, the unusually high current level of consumer
instalment debt may be resulting in a need for sources of
less burdensome credit, while the pressure of large supplies of funds seeking an outlet in the mortgage markets
is encouraging aggressive "selling" of this form of credit
by financial institutions.
Despite this additional demand for home mortgage
credit, supplies of funds have continued to be more than
with the result that rates charged on home

adcquate,
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mortgages declined in 1963 while other interest rates generaiiy firmed. The explanation for the large supplies, in
turn, is to be found in the pattern of individuals' investment in financial assets. Individuals, who supply the bulk
of the funds made available in the financial markets, have
persistentlyshown a strong preference for interest-bearing
deposits at banks and other savings institutions. These
deposits absorbed more than 50 per cent of consumer
financial savings in the first half of 1963. The institutions
receiving these deposits thus continue to have substantial
resources to channel into their traditionally favored investments, including mortgages.
The high rate of accumulation of savings deposits is
especially noteworthy, because consumers ordinarily shift
more toward direct holdings of credit and equity market
instruments as cyclical expansions develop. In the first
half of this year, however, additions to consumer holdings of these instruments absorbed less than 5 per cent of
new financial savings. In the 1958-60 upswing, by contrast, acquisitions of credit and equity market instruments
ranged us high as 38 per cent of such savings.
THE ROLE OP THE 3ANKINO SYSTEM

A sector-by-sector analysis of the capital markets suggests that commercial banks have played an important
role in meeting stepped-up demands for funds in the Iinancial markets with little or no advance in interest rates
other than those on short-term open market instruments.
The recent heavy bank participation in supplying funds
to state and local governments by investing in their securities has already been noted. Commercial banks have
been of similar importance in the mortgage market. Bank
holdings of real estate loans rOse at a seasonally adjusted
annual rate of 12.9 per cent through August of this year,
equal to the record gain of 1962 and more than double
the 1961 increase. Shorter term bank lending to consumers, moreover, has advanced so far this year at an
11.5 per cent annual rate, the most rapid growth since
1959. The 5.0 per cent annual rate of increase in business
loans, on the other hand, compares unfavorably with last
year's 8.6 per cent growth—whichwas in fact only moderate for a period of economic expansion. This slow
growth, however, appears to reflect mainly the special
business demand factors noted earlier ratherthan a change
in bank lendingresources or preferences.
A key factor in shaping bank lending and investment
practices has been the continuing rapid growth of time
and savings deposits. The growth of these deposits,
although somewhat slower this year than in the. first half of
1962, has been at a rapid 14.2 per cent annual rate,
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about equal to the rate of increase in the last half of 1962.
Further impetus to the growth of time deposits and negotiable time certificates of deposit was given by the July
increase to 4 per cent in the maximum rate banksare pernutted to pay on such deposits and certificates under the
Board of Governors' Regulation 0. The new maximum of
4 per cent for 90-day to one-year maturitiescompares with
the previous limits of 2½ per cent for 90 days to six
months and 3½ per cent for six months to one year.
These increases in the limits on shorter term time dcposit rates permitted commercial banks to continue to
compete strongly for short-term funds and thus played
a part in the recent upward trend of money market yields.

Moreover, because banks must relend these funds at interest rates exceeding the rate paid the depositor, they
have tended to invest them in longer term credit instruments. This transferof funds from the short- to the longer
term financial markets has contributed to the rcduced
spread between short- and long-term interest rates. indeed,
in view of the substantial expansion of bank credit this
year and its increased concentration in capital market instruments, it may well be that such advances as have taken
place in long-term rates over the past nine months have
been more a reflection of expectational factors than of any
real change in the availability of long-term credit relative to
demand.

The Business Situation
After several months of sustained advance, the economy's upward movement appears to have slowed in late
summer, although fragmentary September data suggest the
possibilityof a renewed pickup. Industrial production and
manufacturers' new orders for durable goods declined a
bit in August, while nonfarm employmentand retail sales
showed little change and personal income posted the
smallest gain in six months. In almost every case, these
signs of hesitation could be tracedin significantpart to the
operation of special factors in the auto and steel industries. These factors were also operating in July, and there
was thus an elementof surprise in the buoyancyofthe economy in that month. As it turned out, production declines
in the steel and auto industries were more pronounced in
August than in the earlier month. And, with car makers
retoolingfor the 1964models in August, shortages of some
lines were apparently responsible for a slackening in the
paceof sales andneworders.
As the new car models began to come off the assembly
lines in September, auto output received a more-thanseasonal boost. Steel production, moreover, turned slightly
upward, following the three-month decline that had occurred in the aftermath of the industry's labor settlement.
Auto sales continued to be adversely affected by shortages
of some new models, however, and department store sales
declined somewhat from the record August rate.
The broader questions with regard to the performance
of the economy over the balance of the year of course

remain—including the reception to be accorded the new
auto models and the outcome of proposed tax legislation.
Two positivefactors are the anticipated rise in government
spending—reflectingthe recently enacted military-pay hike
and a resumption of the upirend in state and local government outlays—and the planned step-up in business
plant and equipment spending. In any case, there continues to be little prospect of a significant near-term reduction of the current unemploymentrate. In September,
the rate edged up to 5.6 per cent of the civilian labor
force (seasonally adjusted) and was just as high as the
year-earlier figure.
PRODUCTION, EMPLOYMENT. AND SALES

After advancingby more than 7 percentage points in
the previous six months, the Federal Reserve's seasonally
adjusted index of industrial production fell by nearly a
point in August to 125.6 per cent of the 1957-59 average
(see Chart I). Most of the decline was attributable to a
12 per cent reduction in iron and steeloutput,the sharpest
of the year, but production of motor vehicles and parts
also dipped significantly from the unusually high July rate.
Outside these two industries, rises and declines were
generally small and just about offsetting, whereas in previous months therehadbeen sizable gains on balance. Early
data for September point to a moderate advance in automobile output (seasonally adjusted), with

preliminary,

