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Commercial Banks as Suppliers of Capital Funds to sa 

Commercial banks arc an important source of the funds 
business requires for financing expansion or modernization 
of plant and equipment and for other long-term needs. 
To be sure, commercial banks have not been permitted 
since 1934 to engage in underwriting new corporate Se- 
cunries issues. This function is performed by investment 
banking houses. Many smaller businesses, however, do 
not have access to the securities market; and larger busi- 
nesses sometimes prefer to borrow capital funds for 
shorter periods than are typical of the bond, stock, or 
mortgage markets. These financing needs can be, and 
often are, met by banks through the offer of medium-term 
credits of up to eight years' maturity. Thus, commercial 
banks and the securities market are in many cases viewed 
as alternative sources of capital funds by the business bor- 
rower, who can draw on one or the other according to 
convenience and cost. After describing how banks par- 
ticipate in the provision of capital funds to business, this 
article examines secular and cyclical trends in the relative 
use of these alternatives. 

NATURE AND MAONITUDE 
OY COMMERCIAL BANK PARTICIPATION 

Commercial banks participate in supplying capital funds 
to busincss through term loans in two different, although 
interrelated, ways. First, they extend intermediate-term 
loans that arc repaid from the borrower's earnings or from 
other internal sources; second, they extend interim credits 
of one- to two-year maturity, which are repaid from the 
proceeds of new bond or stock issues in the securities 
market. 

For the first type of credit, commercial banks are very 
attractive sources to many businesses. Many small firms 
that do not have ready access to the long-term securities 
market find bank credit the only practicable source of new 
capital funds. And for large businesses, borrowing from 
banks is often a quickcr, cheaper, and more convenient 
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method of raising long-term funds—particularly for loans 
with maturities of five to eight years—than the public 
offering of bonds or the flotation of equities in the securi- 
ties market. Also, bank loans can be tailored to individual 
borrower needs through direct negotiations with the lend- 
ing bank, thus giving the borrower more leeway in de- 
termining repayment schedules and frequently permitting 
more efficient use of loan proceeds.1 

Since these bank loans are generally used by borrow- 
ers to finance capital expenditures and are repaid from 
internal cash flows—current earnings or depreciation al- 
lowances—they are akin to long-term credits extended by 
life insurance companies, pension funds, and other finan- 
cial institutions and by individual investors in the bond, 
stock, and mortgage markets. However, the original ma- 
turity of new corporate bonds publicly offered during 
1950-61 averaged about twenty-five years, whereas that 
of term loans outstanding at member banks is estimated 
to have averaged about five years recently. Consequently, 
commercial banks are provided each year with a relatively 
larger flow of repayments for relending to other customers 
than nonbank holders of corporate bonds, equities, and 

mortgages. To be sure, the funds repaid to, and relent by, 
banks reflect only shifts of existing credits from one busi- 
ness firm to another. But these shifts represent a redirec- 
tion of resources—from firms that are no longer in need 
of them to firms seeking to increase their resources through 
external financing. In thus shifting existing credits among 
various businesses in the economy, commercial banks con- 
tribute a great deal of flexibility to the financing of capi- 
tal formation. 

Banks offer a second type of capital financing assistance 
to business by providing interim credits for financing the 
initial stages of new plant construction. This type of bank 
activity tends to come about in the following way. The 
need for funds in heavy capital investment projects arises 
only gradually as work proceeds. Some business firms, 
therefore, may be reluctant to borrow the full amount in 

'The nature of term loans and their trends at large New York 
City banks during 1955-60 were discussed in "Term Lending by 
New York City Banks", this Review. February 1961, pp. 27-31. 
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the securities market at the outset, preferring to borrow 
temporarily from banks—in the form of either a formal- 
ized revolving credit agreement or a short-term line of 
credit—with such credits remaining on the books for one 
to two years.2 These arrangements enable firms to borrow 
only the amount needed at each stage of construction, 
which economizes on borrowing costs. At or near the 
time of completion of the project—when exact long-term 
credit needs are finally known—the borrower normally 
repays the interim bank debt from the proceeds of a new 
bank loan carrying a longer maturity or, more typically, 
from the proceeds of sales of new securities in the capital 
market. 

This role of bank term credit as an interim substitute for 
securities market credit is most pronounced in the financ- 
ing of capital expenditures by electric, gas, and water pub- 
lie utilities. On the basis of data provided by the Securities 
and Exchange Commission, it is estimated that during 
1959-62 commercial banks initially financed nearly half 
of the total capital expenditures of public utilities that 
were ultimately financed in the securities market. In 
manufacturing industries, the interim financing by banks 
covered about one quarter of the capital expenditures 
eventually financed in the securities market. 

The gross flow of capital funds from banks to business 
is sizable. During 1959-62, for instance, cxtcnsions of 
intermediate-terni loans by banks to nonfinancial, non- 
farm corporate and noncorporate businesses are estimated 
to have averaged nearly $7 billion annually,3 while exten- 
sions of interim credits—granted under both revolving 
credit agreements and line-of-credit arrangements—are es- 

timated at $2 billion or more per year. (Routine renewals 
of loans are excluded from these figures.) It happens 
that, over the same period, the volume of new bond issues 
sold by nonfinancial corporations to investors also aver- 
aged nearly $7 billion, and the volume of new stock issues 
about $2 billion. Although these data are on a gross basis, 
the comparison provides some notion of the place of com- 
mercial banks in satisfying the demands of American 
business for external capital financing. 

TRENDS IN THE USE OF COMMERCIAL BANK 
AND BOND MARKET CREDITS 

Over the business cycle as well as over longer periods, 
the role of banks in supplying capital funds to business is 
significantly affected by the over-all demand and supply 
conditions for such funds. In the last five years, the most 

important factor affecting business demand for capital 
funds has been a sharp rise in corporatit.ins' internal cash 
flows (comprising retained earnings and depreciation al- 
lowances) relative to their capital expenditures. Accord- 
ing to the flow-of-funds tabulations prepared by the Board 
of Governors of the Federal Reserve System, internal cash 
flows of nonfinancial corporations were $2.6 billion a year 
lower in 1952-57 than corporate expenditures for fixed S investment, but exceeded fixed capital expenditures by 
$1.9 billion per year during 195 8-62. 

The effects of this relative increase in the internal 
cash flows of corporations were a reduction in the cor- 
porate demand for bond market credit, little change in 
the demand for equity funds, and increased demand for 
intermediate-term bank credit. Chart I presents the figures 
given above on these major types of credit for a longer 
period and in a slightly different form. As this chart shows, 
the dollar volume of gross new bond issues by nonfinancial 
corporations declined sharply after 1957 to an average 
of about $7 billion per year during 1960-62, only slightly 
more than the 1952-54 average. Gross new stock issues in- 
creased slightly, from $1.7 billion to $2.0 billion per year. 
In contrast, gross extensions of intermediate-term loans 
and interim credits by banks during 1960-62, at about 
$8 billion per year, were around 2½ times their $3 bil- 
lion annual average for the years 1952-54. The relative im- 

S 

The revolving credit agreement permits the borrower to draw 
short-term notes on the hank from lime to time up to the maxi- 
mum amount of the commitment, with the privilege of repaying 
and reborrowing (luring the life of the agreement. The bank's 
promise to extend credit is a firm commitment. The line-of- 
credit arrangement is similar, differing mainly in the lack of a 
forund agreement and of a legally binding obligation to extend 
credit. 

The figures on extensions of term loans by banks were pieced 
together from a number of sources, including the Commercial 
Loan Surveys of 1946, 1955, and 1957, conducted by the Federal 
Reserve System: the Quarterly Financial Report for Manufactur- 
ing Corporations, compiled jointly by the Federal Trade Coin- 
mission and the Securities and Exchange Commission; weekly re- 
ports on term loans by large New York City banks; statistics on 
bank loan refundings in the securities markets, provided by the 
Securities and Exchange Commission; and statistical material on 
New York Cty banks, developed from bank examination sources. 
The estimates thus derived refer to banks' commercial and in- 
dustrial loans, mortgage-secured loans to business, and single- 
payment loans to individuals for business purposes, all with an 
original maturity of more than one year. Though the estimates are 
rough, they arc considered workable approximations for an analy- 
sis of cyclical and secular trends. 

4The figures on bank lending, as ptotted in Chart I, combine 
intermediate-term loans and interim credits, because their separa- 
tion for years prior to 1959 was not possible. But extensions of in- 
terim credits under line-of-credit arrangements were not included 
in the combined figures because of the difficulty of statistically 
measuring their trends. This omission understates actual bank 
lending to business by perhaps as much as $1 bullion per year on 
the average. 
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parLance of bank financing has also increased in tenns of 
amounts outstanding; bank loans of the types indicated 
have grown faster than outstanding corporate bonds5-the 
primary alternative to such bank credits. 

There is good reason to believe that the rise in the in- 
ternal cash flows of corporations may actually have con- 
tributed in some degree to the augmented demand for hank 
funds. Expecting an increased flow of cash from internal 
sources, some companies have become able to repay bor- 
rowings in a shorter period than twenty-odd years, the 

According to estimates prepared for this study, the volume of 
commercial banks' outstanding terni loans to nonfinancial business 
rose hctwcen l92-54 and 1960-62 by about 130 per cent (From 
an avcrage of $12 billion to $28 billion), while in the same 
period the volume of outstanding bonds of nonfinancial business, 
according to statistics compiled by the Board of Governors of the 

E Federal Reserve System, rose by only 70 per cent (from an aver- 
age of $47 billion to $79 billion). 

typical maturity for publicly offered bonds, and bank term 
loans therefore have emerged as a feasible alternative. 

Shifts hetweeti banks and the bond market by bor- 
rowers are also a feature of business cycles. As can 
be seen in Chart I, hank lending and bond financing have 
moved inversely over the last three cycles. Bank extensions 
of intermediate-term loans rose sharply in the early part 
of business expansions, reached a peak around the mid- 

points, and thereafter declined through mid-recessions; 
bond financing generally reached its peak around reces- 
sions, and its trough during business expansions. How- 
ever, these inverse cyclical movements of the two sources 
of credit are not necessarily attributable entirely to direct 
shifts of borrower demand from one to the other. In fact, 
there are numerous institutional and cyclical factors that 
induce business firms IC) borrow less in one credit market 
and to borrow more in another (luring a given stage of a 
business cycle. Some of these factors may be described 
briefly. 

In the first half of a business expansion, when bank funds 
are in ample supply, business borrowers show a strong 
preference for hank rather than bond market credit. One 
explanation is probably the relative ease of obtaining hank 
credit, for at that time it is simpler to borrow from banks 
than to go through the relatively time-consuming proce- 
dures required by the bond market. In addition, many 
businesses are then embarking on new capital expendi- 
tures, and there is thus an increased desire for interim bank 
credits, to be repaid at the completion of construction from 
the proceeds of new bond issues. 

During recessions, the long-term borrowing undertaken 
by business occurs mainly in the bond market. Many busi- 
nesses have by that time completed their new construc- 
tion projects and turn to the long-terni bond market to rc- 
fund their interim hank indebtedness. Furthermore, bor- 
rowers find that during recessions the cost of borrowing 
in the bond market is declining, and some of them decide 
to refund part of their outstanding high-coupon bond 
debt with low-rate new issues, as happened on a relatively 
large scale during the 1954 recession.' Still other borrow- 
ers may tend to substitute bond credit for stock market 
financing during recessions, because stock prices are or- 
dinarily depressed (luring such l)eriods. 

The role played by the alternating uses of bank credit 
and bond financing during a business cycle can be 
examined in more detail only for the most recent years. 

'lhc etlect of such refunding is not evident in Chart I. since 
its flgurcs on bond crcdft cover all new issues. regardless of 
purpose. 
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Pertinent bank loan refunding figures are available since 
mid-1958. These figures, which are shown in Chart II, 
cover repayments of bank credits from the proceeds of 
new corporate bond and stock issues sold in the securities 
market by nonfinancial corporations, as recorded in the 
registration flies of the Securities and Exchange Commis- 
sion. In bank loan rcfundings, as in the case of new bor- 

rowing to meet capital financing needs, bond rather than 
stock issues have been the main alternative in recent years. 

Although the period covered by loan refunding statis- 
tics is relatively short, the figures are suggestive of the be- 

• havior of bank loan refundings during recessions. Refund- 
ings rose sharply during the second quarter of 1961, after 
the trough of the 1960-61 recession. As has been sug- 
gested above, such a rise is to be expected during, rather 
than after, recessions. To be sure, the 1961 increase in 
bank loan refundings lagged into the early post-recession 
period; but this may to some extent have been a reflec- 
tion of the relatively short duration of the preceding ex- 

pansion in capital expenditures. As Chart I shows, the ex- 

pansion in expenditures for new plant and equipment 
lasted only 1¾ years in the 1958-61 cycle, compared 
with 2½ and 3¾ years during the 1954-58 and 1949-54 
cycles. At the end of relatively short expansions many 
construction projects may remain uncompleted. Therefore, 
the upturn in refinancing may be delayed beyond the end 
of the recession. 

The timing of bank loan refundings in the bond market 
is also related to the level of interest rates in the bond 
market, and to the anticipations of businessmen with re- 

spect to future rate changes. If borrowers expect bond 
rates to decline in the near future, they have little incen- 
tive to borrow in the bond market. II they anticipate a 
nsc in interest rates, howcvcr, they may wish to borrow 
in the bond market before the rise takes place. Such con- 
siderations may have contributed to the sharp rise in re- 

fundings during the second quarter of 1961. By then it 
was clear that an upward trend in the economy had 
started. Judging from historical experience, this trend 
could be expected to bring about a rise in interest rates 
on bonds. 

Changes in the relative costs of bank and bond market 
borrowing also help explain the timing of bank loan 
rcfundings. When relative costs move in favor of bond 

financing, firms that have to refinance their interim bank 
debt have an incentive to do so through bond borrowing. 
And, conversely, if the cost of bond market credit be- 
comes relatively high, business borrowers have reason to 

postpone their loan refundings until a more favorable 
situation arises. 

During the 1960-61 recession and the short periods 
preceding and following it, bank loan rcfundings rose 
—with a lag of about a quarter of a year—after increases 
in the spread between bank and bond market rates in favor 
of the latter (see Chart 11). The lag may represent the 
time needed by borrowers to reach their decisions and to 

complete the procedures necessary for a new flotation in 

the securities market. This two-year performance sug- 

gests that bank loan refundings are sensitive to interest 
rate spreads during recessionary or near-recessionary pe- 
riods, when business firms have completed the Construction 

projects financed with interim bank credits and have an 
option about the timing of their refunding. On the other 
hand, during the nonrecessionary periods covered by the 
data—late 1958, early 1959, and 1962—when such an 
option did not exist, no direct relationship could be 
discerned between bank loan refundings and the relative 
cost of bank and bond market credits. The response of 
business borrowers to changing relative costs of bank and 
bond borrowing clearly requires further analysis once fig- 
ures for longer periods are available. 

BANK LOAN REFUNDINGS AND INTEREST RATES 
IN SECURITIES MARKETS 
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CONCLUSIONS 

Commercial banks now piay an important role as a 
source of capital finance. They act as buffers for the capi- 
tal market, absorbing a significant proportion of the initial 
pressures for capital funds by medium-sized and large 
corporations. Thus they contribute to the relative stability 
of the market for business capital finance within a busi- 
ness cycle, and to more efficient financial planning by 
borrowers and Wtünatc lenders of long-term funds. 

Possibly even more important, commercial banks act 
as significant lenders to businesses that seek intermediate- 
term funds. These may be borrowers who do not have 

ready access to the securities market and do not generate 
sufficient amounts of funds from internal sources to finance 
their new plant expansion or their more permanent 

working-capital needs. Or they may be firms whose inter- 
nal cash flows allow them to contract for capital credits 
of shorter maturity than are typical in the bond market. 
Particularly for those borrowers who do not have access 

to the securities market, the possibility of borrowing from 
commercial banks may be the decisive factor in going 
ahead with expansion plans. 

These activities are evidence of a changing function of 
commercial banks. In addition to supplying short-term 
funds to business—the traditional function of commer- 
cial banks—they are now also providing substantial 
amounts of medium-term funds and thus arc emerging as 
an important financial intermediary in the savings- 
investment process. This service helps generate capital 
formation and is another instance of the evolutionary 
adaptation of the country's financial mechanisms to the 
economy's needs. 




