
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



94 MONTHLY REVIEW, JULY 1962

Short-term Capital Movements and the 
United States Balance of Payments*

Since the principal European currencies became ex
ternally convertible at the end of 1958, short-term capital 
flows have come to exert a major impact on the United 
States balance of payments. In 1960 and 1961, the 
recorded outflows of short-term United States funds soared 
to unprecedentedly high totals and contributed, respec
tively, from one third to over one half of our large 
balance-of-payments deficits of those two years. In addi
tion, unrecorded short-term capital outflows are believed 
to have been exceptionally large in both years.

Short-term capital transactions are among the least 
understood items in our balance-of-payments accounts. 
A common misconception, for example, is to think of 
short-term capital as merely a stock of foot-loose money, 
hopping from country to country only because relative 
interest rates vary or in search of gains from exchange 
rate speculation. Some short-term capital transactions 
clearly conform to that description, but most of the United 
States short-term capital outflow in our balance of pay
ments is related to the financing of international trade and 
to the need of foreign banks, businesses, and even for
eign governments for funds to meet their immediate pay
ments requirements. And while interest rates and, at 
times, uncertainty over exchange rates are important in 
influencing the volume and direction of such short-term 
capital flows, many other factors also play a role.

As recorded in United States balance-of-payments 
statements, short-term capital movements are shown as 
net flows of United States capital to or from foreign coun
tries and net flows of foreign-owned capital to or from 
this country. Movements of United States-owned capital 
are measured by changes in short-term claims of United 
States residents on foreigners, while movements of foreign- 
owned short-term capital are measured by changes in 
foreign-owned deposits and short-term securities held in 
United States banks and by changes in other types of 
United States short-term liabilities to foreigners. Net out
flows of United States capital tend to add to the aggregate 
liquid dollar holdings of nonresidents in United States 
banks. Changes in these holdings are considered “settle

* George H. Bossy and Haskell P. Wald had primary respon
sibility for the preparation of this article.

ment” items in the United States balance of payments and, 
hence, any rise in these holdings contributes to an increase 
in our payments deficit. (The deficit or surplus as a whole 
is commonly measured by changes in foreign holdings of 
liquid balances in the United States, together with changes 
in the gold and convertible currency holdings of our mone
tary authorities.) The additional claims on foreigners that 
arise as United States short-term capital flows out, on the 
other hand, are not treated as an offset to this country’s 
balance-of-payments deficit but are regarded as one of its 
causes.

This article describes in broad terms the various types 
of private short-term capital flows between the United 
States and other countries, investigates the factors influ
encing these flows, and reviews their recent behavior. 
Although the article’s main emphasis is on the movement 
of United States capital, much of the discussion is also 
relevant to shifts of private foreign-owned funds to and 
from this country. It is worth noting, however, that such 
shifts do not affect our balance-of-payments deficit di
rectly, inasmuch as ordinarily they are offset by oppo
site changes in holdings of foreign monetary authori
ties. The factors influencing these official holdings are 
not discussed here. Since these holdings are part of the 
monetary reserves of other countries, they are in a differ
ent category from privately owned short-term capital and 
therefore respond to different forces. Official institutions 
may, for example, use their dollar holdings to purchase 
gold from the United States, a choice that is not available 
to other dollar holders.

R E P O R T IN G  O F  S H O R T -T E R M  C A P IT A L  M O V E M E N T S

Because of the need for a practical criterion of measure
ment, short-term capital is defined in the balance-of- 
payments statistics as that capital which is held in the 
form of assets (including bank deposits) with an original 
maturity of not more than one year. Neither the owner’s 
intention nor the actual duration of the holdings affect 
this definition. Consequently, a number of capital trans
actions that are classified as short-term may actually be 
akin to long-term transactions because they are regularly 
renewed at maturity. It is not infrequent, for instance,
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for maturing short-term bank loans to be extended or 
replaced by new loans. On the other hand, marketable 
securities maturing in more than a year may serve as a 
medium for short-term investments. Similarly, a portion 
of the capital flows between parent companies and their 
foreign subsidiaries may in fact be no more than short
term financing, but in the existing statistics such flows are 
all counted as direct investment, a form of long-term 
capital movements. For these and other reasons, the ac
cepted definition of short-term capital is not ideal from a 
conceptual point of view. Its adoption was determined 
by the need for a criterion that is statistically manageable. 
Even so, the task of gathering the necessary data is diffi
cult, and the burdens on the reporting banks and busi
nesses are large.

The statistics on private short-term capital movements 
are derived from monthly and quarterly reports filed by 
United States banking institutions and other businesses 
with the Federal Reserve Banks of their Districts under 
regulations established by the Treasury Department. The 
reporting firms provide a breakdown of their outstanding 
claims on, and liabilities to, foreigners by major categories 
and by more than fifty foreign countries and geographical 
areas. The reports for banking institutions also include 
the foreign claims and liabilities held by them on behalf 
of their domestic customers. The data that are collected 
are published in consolidated form in the Federal Reserve 
Bulletin and the Treasury Bulletin. The quarter-to- 
quarter changes in the reported claims on, and liabilities 
to, foreigners— adjusted for certain other transactions— 
constitute the short-term capital movements incorporated 
by the Department of Commerce in its balance-of- 
payments statistics. The table on page 96 presents a 
summary of the changes in the outstanding amounts of 
United States short-term claims on foreigners in recent 
years.

This reporting system, although comprehensive in con
ception, does not catch all short-term capital movements. 
It is widely believed, for example, that the substantial 
shift of “errors and omissions” in the balance-of-payments 
accounts from net receipts in the period prior to 1960 to 
net payments in 1960 and 1961 reflects an increase in 
unrecorded short-term capital outflows. This would not 
be surprising, in view of the freer convertibility recently 
achieved by the principal foreign currencies. Various 
factors may be responsible for the incompleteness of the 
reporting. One conspicuous source of omission is that no 
reports are collected from individuals. Moreover, firms 
with foreign claims or liabilities below prescribed levels 
are exempted from filing.1 It is also possible that some 
institutions fail to file because of ignorance of the require

ments, although the extensive publicity given to the re
ports in recent years has broadened the coverage of the 
reporting system substantially.

In contrast to the United States long-term and over-all 
international investment position, in which this country is 
a substantial net creditor, its recorded short-term capital 
position is that of a net debtor; this country’s short-term 
liabilities to foreigners exceeded its short-term claims on 
them by $17 billion at the end of 1961. This short-term 
debtor position results from the combination of the wide 
use of the dollar as an international currency and the 
United States payments deficits of recent years. Foreign 
central banks and governments hold substantial portions 
of their official reserves in the form of dollar assets which, 
because of the need for liquidity, are almost entirely com
posed of deposits, United States Government securities, 
and bankers5 acceptances. In addition, foreign commercial 
banks and corporations hold sizable working balances in 
the United States, since they settle in dollars not only 
their transactions with this country but frequently also 
transactions with third countries.

T Y P E S  OF  S H O R T -T E R M  C A P IT A L  M O V E M E N T S

The short-term capital movements reflected in the 
United States balance of payments are the net result of 
many individual transactions made for different purposes 
and responding in varying degrees to economic forces. 
When analyzing such a complex aggregate, it is useful to 
attempt to classify the transactions according to the major 
purposes and motives for which they are undertaken.

In very broad terms, two classes of private short-term 
capital movements can be distinguished. First, there are 
those initiated primarily by the recipients of the funds and 
related to their specific current needs—such as, for in
stance, the financing of their import needs. The major 
portion of the outstanding short-term claims of the United 
States on foreigners arose out of such needs, particularly 
out of needs for financing international trade. To the ex
tent that new credit extensions exceed or fall short of 
repayments, the differences are recorded as capital flows 
in our balance-of-payments statistics. Secondly, there are 
those short-term capital movements that are mainly initi
ated by investors, in order to obtain a higher interest rate

1 Banking institutions are exempted from filing a report for a 
particular month if their month-end claims on (or liabilities to) 
foreigners average less than $500,000 in the six-month period 
ending with the reporting date. Nonfinancial institutions are 
exempted from filing for a particular quarter if their claims on 
(or liabilities to) foreigners at the end of that quarter and of the 
preceding one average less than $100,000.
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or tax savings or perhaps to gain from an anticipated 
change in exchange rates.

Some financing of international trade by United States 
banks and businesses covers trade among third countries, 
but most of it covers United States exports and is related 
to borrowers’ needs. Trade financing is mainly undertaken 
through bankers’ acceptances, bank loans to foreigners, 
sight and time drafts, and open-book credits. Such financ
ing is reflected in various items in the accompanying table: 
in bank-reported loans to foreigners, collections outstand
ing (i.e., bills on foreigners held by banks for collection), 
and “other” bank-reported dollar claims (largely acceptance 
financing). The short-term claims reported by nonfinancial 
concerns also reflect export credit as well as short-term 
balances held abroad for business or other reasons.

The available statistics do not distinguish between 
foreign borrowing in this country that is directly tied to 
trade financing and foreign borrowing for more general 
purposes. The latter category, however, is probably large 
and would include many conventional bank loans as well 
as dollar exchange acceptances—i.e., acceptances that are 
drawn for the express purpose of creating dollar exchange 
and which do not arise from any specific trade trans
action. Such borrowing will often be for temporary for
eign exchange needs in countries that are subject to wide

MOVEMENTS OF UNITED STATES SHORT-TERM  
CAPITAL, 1957 TO FIRST QUARTER 1962

In millions of dollars; (—) denotes outflow, (+ )  denotes inflow

Type of movement 1957 1958 1959 I960 1961
1962:
first

quarter
Reported by banks-total.... __ 253 — 343 — 81 — 991 — 1,086 -  172

Dollar claims-total ............ _ 256 293 _ 61 — 729 — 980 — 289
Loans to banks and 
official institutions ....... — 45 _ 213 — 8 + 33 199 -  194
Loans to others ............ + 27 — 125 — 32 _ 22 — 136 -  32
Collections outstanding. + 17 + 2 — 95 — 89 — 89 -  38
O th er*............................... _ _ 255 + 43 74 — 651 — 556 -  25

Foreign currency claims- 
total ........................................ _±_ 3 50 20 262 106 - f  117

Deposits ........................... — 1 — 49 — 22 _ 39 — 143 -f  83
Other ................................. - f - 4 — 1 ! + 1 — 2.23 + 38 4 -  34

Reported by nonfinancial 
concems-total ......... ................... 31 + 57 + 15 425$ 476

I
1 f

Dollar claims ................................. __ 23 + 69 37 - 253 — 443 t
Foreign currency claims — 8 — 12 -f 52 — 172$ — 32 t

Total United States short
term capital! ......................... - 284 - 286 - 66 - 1,416$ - 1,562 t

Note: Because of rounding, figures do not necessarily add to totals.
* Represents principally bankers’ acceptances, 
t Not available.
t Excludes $370 million held pending direct investment.
§ Does not include Department of Commerce adjustments to a balance-of- 

payments basis.
Source: United States Department of the Treasury.

swings in export earnings.
Finally, there are the various other types of capital 

movements which fall in the second broad category identi
fied above—that of transactions largely initiated by the 
investors. These arise mainly, but not exclusively, out of 
transactions induced by international interest rate differ
entials or exchange rate speculation. The opportunities 
for such transactions were greatly expanded with the re
establishment of external convertibility of the major Euro
pean currencies at the end of 1958. Since then, interest 
arbitrage transactions—between the United States and 
foreign countries as well as among foreign countries— 
have occasionally reached substantial amounts. These 
consist of the investment abroad of liquid balances to take 
advantage of higher interest rates than those prevailing 
in the home market. The interest arbitrager, unless he is 
confident of being able to avoid an exchange loss when he 
decides to repatriate his capital, ordinarily will cover the 
exchange risk associated with his transaction by buying 
back his own currency in the forward exchange market. 
The forward “hedge” in this so-called covered interest 
arbitrage normally involves a cost that reduces, and could 
eliminate, the uncovered interest arbitrage incentive. On 
the other hand, the forward hedge might actually offer 
an additional incentive to engage in arbitrage operations. 
Indeed, if the forward exchange rate premium on the cur
rency of a low-interest-rate country is large enough, this 
could even induce a flow of covered capital from a high- 
interest-rate to the low-interest-rate country, because the 
interest loss would then be more than offset by the ex
change rate profit.

The specific interest rate relationships that induce in
vestors to move short-term funds abroad are not readily 
identifiable, but they obviously are not restricted to the 
interest rates on Treasury bills alone. A few countries 
now have money markets of significant size, where numer
ous short-term instruments—Treasury bills, time deposit 
facilities, various types of commercial paper, and in some 
cases local government obligations—are available for in
vestment. In addition, the Euro-dollar market, in which 
European as well as Canadian banks take an active part, is 
widely used for interest arbitrage operations.2 There is 
thus a broad international constellation of interest rates 
and forward exchange discounts and premiums which in
fluence the potential arbitrager.

Interest arbitrage operations of United States corpora
tions have become more common in recent years, though

2 See Alan R. Holmes and Fred H. Klopstock, “The Market 
for Dollar Deposits in Europe”, Monthly Review, November 1960, 
pp. 197-202.
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the number of companies engaged in these transactions 
has remained relatively small. Partly because the avail
ability and liquidity of foreign short-term securities are gen
erally less than in this country, most United States corpora
tions have been reluctant to engage in interest arbitrage.

Speculative capital flows occur when a change in the 
exchange rate of one or another currency is anticipated. 
These flows may include outright purchases of the cur
rency that is expected to appreciate or sales of the cur
rency that is expected to depreciate, but they also take 
the form of so-called “leads and lags”, which involve the 
acceleration or deferment of payments or receipts. When 
a currency is under speculative attack, commercial inter
ests will try to postpone payments in that currency be
cause, in the event of a devaluation, the cost in terms of 
their own currency would be reduced. Furthermore, the 
residents of the country with the weak currency will at
tempt to pay more rapidly or even to prepay debts in 
foreign currencies, while trying to prolong the maturity 
of their claims in foreign currencies by renewing loans or 
letting credits accumulate. The net result will be a reduc
tion in the country’s receipts from abroad and an increase 
in the net outflow of short-term capital. If, on the other 
hand, the speculation is motivated by the expectation of 
an exchange rate appreciation, the “leads and lags” will 
of course shift in favor of the strong currency.

I N F L U E N C E  O F  D E M A N D ,  S U P P L Y ,  A N D  
C O S T  F A C T O R S

The determinants of short-term capital movements may 
be analyzed from the standpoint of the borrowers or the 
lenders, in terms of demand or supply factors. In some 
cases, demand factors are predominant and the borrowers 
are much more the active agents, in the sense that they 
actually initiate the transactions. In other cases the initia
tive may largely rest with the suppliers of funds, and the 
lenders may actively seek to lend or invest abroad, with 
or without active participation by the borrowers or the 
sellers of credit instruments. Similarly, interest rates, which 
are a cost to the borrower and income to the lender, may 
exert a determining influence on some transactions and 
hardly any influence on others.

For most types of capital transfers that are in the na
ture of “accommodating” finance, the impetus for the 
transactions is more likely to come from the borrowers 
than from the lenders. Each borrower must weigh his 
financial needs against the cost of the loan, while each 
lender must decide whether making the loan would be 
more advantageous than alternative uses of his funds. If 
the borrower’s needs are compelling and if he does not

have access to other sources of funds, he will be inclined 
to pay whatever interest rates the market requires. The 
lender will meet the loan demand if he is in a relatively 
liquid position and rates the borrower as a good credit 
risk. But, if the lender is short of funds, he will tighten his 
lending terms and perhaps scale down the amount he will 
be willing to provide. In all these respects, international 
lending is essentially the same as domestic lending.

Nevertheless, there are also some important differences 
between international and domestic short-term lending, 
apart from the obvious intrusion of foreign exchange con
siderations in the former. In the first place, the needs of 
foreign borrowers for capital are determined by develop
ments in their respective countries and are largely unrelated 
to internal developments in the supplying country. This 
means that the total loan demand from abroad is unlikely to 
follow definite cyclical patterns of the sort that characterize 
domestic financing. Some countries will experience 
balance-of-payments strains, while others are in a comfort
able payments position; internal growth rates or the 
behavior of prices will often vary markedly from country 
to country. For these reasons, foreign borrowers’ demands 
tend to be sporadic and difficult to anticipate in advance.

Secondly, foreigners’ decisions as to where and how 
much to borrow are influenced by international differences 
in interest rates as well as by the relative availability of 
loanable funds in different centers. These differences are 
determined by the prevailing monetary policies in the 
respective countries. Generally speaking, a country where 
monetary conditions are easy will attract foreign bor
rowers away from countries where monetary conditions 
are tight. It is true, however, that many foreign borrowers 
have close and long-established business relationships with 
lenders in only one country and, therefore, prefer not to 
shop around to find the country where interest rates are 
lowest. Furthermore, the position of the United States as 
an international financial center is in many ways unique. 
Not only do United States financial markets permit bor
rowing on a scale not possible elsewhere, but foreigners 
also have complete freedom of access, which is not al
ways the case in financial centers abroad.

Thirdly, some forms of international capital movements 
are independent of the borrowers’ needs. Covered interest 
arbitrage transactions, described above, are one example; 
the initiative for such investments rests almost entirely 
with the supplier of capital. Their volume will depend, 
not only on the interest rate spreads and the price of for
eign exchange cover, but also on the availability of liquid 
funds in the lending country. Speculative capital trans
actions are an example of capital movements which may 
be initiated by lenders as well as by borrowers.
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The strength of the various causal influences bearing 
on short-term capital movements fluctuates widely over 
time. The 1955-57 spurt of our exports, for example, was 
paralleled by marked increases in acceptance financing 
and in bank lending, as well as by some growth in collec
tion items and commercial credits to foreigners. The ex
tension of new export financing in that period exceeded 
the repayment of maturing claims. The subsequent decline 
of exports was accompanied by reductions in several types 
of claims, but not in bank lending which experienced 
another large rise in 1958 because of easy monetary con
ditions here and strong credit demands from abroad.

The resumption of export gains after mid-1959 carried 
all types of short-term lending to foreigners to new high 
levels. However, the 1960-62 increases in claims, par
ticularly in bankers’ acceptances, were more than in pro
portion to the export rise, partly because of the huge 
borrowing by Japan as a consequence of that country’s 
balance-of-payments difficulties and its decision to liberal
ize the restrictions on external borrowing by its residents. 
Furthermore, sizable interest arbitrage outflows occurred 
in the second half of 1960, when the business downturn 
in the United States led to relatively low interest rates 
compared with rates in other industrial countries that were 
still experiencing boom conditions. As these outflows 
contributed to a substantial worsening of our payments 
position, the continued stability of the dollar itself came 
to be questioned in some quarters; the weakened confi
dence in the dollar in late 1960 led to speculative out
flows in addition to the transfers that were motivated 
by higher rates of return abroad. Early in 1961, on the 
other hand, speculation against the dollar ceased, as the 
speculators became aware of the determination and ability 
of the United States monetary authorities to defend the 
dollar. Meanwhile, however, foreign requirements for 
short-term financing—especially by Japan and several 
Latin American countries—rose sharply. While the out
flow of short-term United States capital was slightly larger 
in 1961 than in 1960, the rate of outflow thus far this 
year seems to be running somewhat lower than in the 
comparable year-earlier period.

B A L A N C E -O F -P A Y M E N T S  E F F E C T S

Viewed as isolated transactions, movements of United 
States short-term capital worsen the country’s balance-of- 
payments position when the funds flow out and improve 
it when they return. But when short-term capital move
ments are considered in their relationship to other trans
actions in the balance of payments, the problem of their 
net effects becomes more complicated. The availability

of credit is as much a factor in the competitiveness of our 
exports as prices or design. Credits extended to foreign 
purchasers of United States exports yield a net gain to 
our balance of payments, not only when they produce 
interest income, but also when they finance exports that 
would not have otherwise been made. The balance-of- 
payments gains, however, are not realized until the credits 
are repaid, whereas if the exports had been sold for cash 
the gains would have been immediate. Furthermore, the 
benefits to this country’s balance of payments may be off
set by a rapid growth of new credit extensions.

Short-term capital movements, however, should not be 
judged by their balance-of-payments effects alone. While 
they have at times been a vehicle for speculation, they nor
mally serve constructive purposes. The credit facilities 
provided by United States banks and exporters to coun
tries short of capital have helped to sustain the flow of in
ternational trade and therefore have been of great benefit 
to the growth of the world economy. Consequently, the 
United States, as the world’s leading financial center, must 
make every effort to maintain an appropriate position as 
a supplier of short-term funds. The measures taken to re
duce our balance-of-payments deficit promise to assist in 
achieving this objective.

The re-establishment of external convertibility by major 
European countries, by facilitating the international flow 
of funds, has contributed to the increased efficiency of the 
international financial mechanism. At the same time, how
ever, convertibility has given rise to sudden and occasion
ally disruptive shifts of international reserves and thus 
has added to the tasks of international monetary manage
ment. In the face of these new problems, major steps 
have been taken over the past two years to strengthen 
the international monetary system through the expanded 
resources made available to the International Monetary 
Fund, through closer cooperation among central banks and 
governments, through expanded operations to stabilize the 
exchange markets, and through the new Organization for 
Economic Cooperation and Development. At the individ
ual country level, efforts are being made to design policy 
measures which will more effectively serve both internal 
and external requirements. Among the latter require
ments is the clear need to encourage active participation 
in the provision of international capital, including short
term funds, by more countries with ample monetary re
serves and fundamentally strong currencies. The hall
mark of an efficiently functioning international financial 
system is its ability to channel short-term and long-term 
capital to those countries where it will contribute most 
effectively to promoting international monetary stability 
and accelerating economic growth.
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The Business Situation

The pace of economic advance apparently slowed some
what during May and June. Part of the slowdown can, 
however, be attributed to the continued decline in steel 
production reflecting the readjustment of steel inventories. 
This had a marked effect on industrial production, par
ticularly in May, and probably also held down the gains 
in both manufacturing employment and personal income 
in that month. On the other hand, residential construction 
continued strong in both May and June, as did automo
bile production until an interruption by a strike in mid- 
June at a Ford parts plant.

The continued, though slower, rise in business activity 
contrasted sharply with the declines in the stock market 
which persisted in the first three weeks of June. Whether or 
not the stock market’s behavior will lead to cutbacks in 
spending plans by consumers and businesses is a major 
element of uncertainty in the current business situation. 
Surveys of spending plans taken before the stock market 
break on May 28 generally indicated further advances in 
the months immediately ahead. The scaling-down of equity 
values by the amount recently experienced could, of course, 
lead to some downward revision in such plans, unless it 
is offset by other developments that might encourage 
spending — such as revision of depreciation schedules. 
However, a survey taken by McGraw-Hill after the stock 
market break indicates that business plans for capital out
lays on balance remained unchanged. Some reports do 
suggest that consumer buying, particularly of certain lux
ury and big-ticket items, may have been disappointing in 
June, but evidence is still incomplete.

S L O W D O W N  IN  T H E  P A C E  OF  A D V A N C E

Industrial production rose again in May, reaching 
about 118 per cent of the 1957 average. The 0.6 point 
increase was somewhat smaller than the gains during the 
preceding three months. Excluding the effects of the 
decline in steel production, however, the rise in output 
compared favorably with the average increase between 
January and April. Moderate advances in production were 
registered by most capital and consumer goods manu
facturers. Automobile output continued to rise sharply, 
although the 5 per cent seasonally adjusted increase was 
smaller than in the previous month. Assemblies in June 
were scheduled initially at a somewhat higher rate than in

May (after seasonal adjustment), but a 2 Vi-week strike 
at a Ford parts plant held total industry output below the 
May level.

Iron and steel output declined by 12 per cent in May 
(seasonally adjusted), as production continued to feel the 
effects of the large inventories that had been stockpiled 
in anticipation of a strike. The decline, however, brought 
steel output to a level well below estimated steel consump
tion, implying a substantial reduction in inventories. A 
further, but smaller, decrease in production appears to 
have occurred in June and industry reports suggest that 
some firms are planning longer-than-usual vacation shut
downs in July. About midsummer, steel inventories may 
well reach roughly normal levels, so that steel production 
may possibly be geared more closely to current consump
tion by the time of the usual fall upswing in manufactur
ing activity.

The rise in manufacturing employment during May (as 
measured by the payroll survey) was also considerably 
smaller than in April. Modest employment gains (sea
sonally adjusted) occurred in most nonmanufacturing 
sectors, but these were largely offset by a decline in con
struction employment stemming primarily from a strike 
which affected many areas in northern California. In 
June, the Census Bureau’s household survey recorded a 
small decline of 28,000 persons in nonagricultural employ
ment (seasonally adjusted), compared with the increase 
of 539,000 persons in May (which was considerably 
larger than that indicated by the payroll survey). Declines 
in the labor force and in total employment in June left 
the volume of unemployment little changed. The unem
ployment rate edged up to 5.5 per cent of the civilian labor 
force.

With total payroll employment increasing only mod
erately in May, the wage and salary component of per
sonal income showed a similar small rise. As a result, total 
personal income increased by only $1 billion (seasonally 
adjusted annual rate), a relatively small increase com
pared with the gains in the preceding three months. This 
slower growth in incomes was accompanied by a small 
decline in the volume of retail sales (seasonally adjusted), 
which was more than accounted for by a decline in dur
ables. Despite the encouraging increase in the number of 
new automobiles sold, the rise in dollar volume of total 
auto sales apparently fell short of the normal seasonal
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Chart I

CONSUMER SPENDING AND SAVING SINCE 
THE 1960 BUSINESS-CYCLE PEAK

S ea so n ally  adjusted Per cent

1960 1961 1962

^ Q u a rte rly  ave rage s of monthly data; only two months ava ila b le  for 
latest quarter.

Source: United States Departm ent of Commerce.

increase. In June, seasonally adjusted unit sales of new 
cars declined from the May level; in part, at least, this 
may have reflected the influence of the Ford strike. 
Department store sales also receded from the May peak.

A one- or even two-month decline in retail sales is, of 
course, not unusual and does not necessarily imply any 
general weakening in consumer spending. Surveys of con
sumer spending intentions taken in April and May had 
pointed to continuing strength in outlays. Moreover, the 
average level of retail sales during April and May was 
more than 2 Vi per cent above the monthly average during 
the first quarter (see Chart I). By contrast, personal in
come during the same period was only 1V2 per cent above 
the first-quarter average. This suggests that the downtrend 
in the savings ratio during the fourth quarter of 1961 and 
the first quarter of 1962 may have continued during the 
second quarter. Future gains in spending could, of course, 
be dampened by losses resulting from the stock market de
cline. Consumers’ holdings of highly liquid assets have 
been growing rapidly, however, and the flow of current 
income is likely to remain the dominant factor in their 
spending decisions.

I N V E S T M E N T  A N D  G O V E R N M E N T  S P E N D I N G

A particularly expansive sector of the private economy 
in recent months has been residential construction. The 
number of private nonfarm housing units started rose in 
May for the third consecutive month and stood nearly 
two-fifths above the February low. Residential construc
tion outlays rose by $1.4 billion (seasonally adjusted an
nual rate) in June, carrying total outlays in the second 
quarter 10 per cent above the depressed first-quarter rate 
(see Chart II) .

Business spending in recent months has been somewhat 
less buoyant than might be expected at this phase of the 
business cycle. Manufacturers invested in inventories at 
a declining rate during the first two months of the second 
quarter, partly as the result of the switch from accumula
tion to depletion of steel stocks which began to depress 
the already moderate over-all demand for inventories. 
Business spending for fixed investment, however, which 
edged up less than 1 per cent in the first quarter, appar
ently gained considerable strength in April and May. The 
total of outlays for commercial and industrial construc-

Chart II

INVESTMENT OUTLAYS SINCE THE 1960 
BUSINESS-CYCLE PEAK

Sea so n ally  adjusted annual rates 

Billions of dollars B illions of dollars

1960 1961 1962

*  Figures for 1962-11 and 1962-111 are expected outlays as shown 
in M ay surveys.

Sources: United States Departm ent of Commerce; Securities and  
Exchange Com mission.
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tion and sales by machinery and equipment industries 
averaged almost 3 per cent above the rate in the first three 
months of the year.

Surveys of business plans and Federal budget estimates 
imply further gradual increases in spending during the rest 
of this year. Federal Government spending and transfer 
payments are expected to show moderate increases in 
the months ahead, according to the January budget esti
mates. The May survey of manufacturers’ inventory ex
pectations pointed to a pickup in inventory investment 
in the third quarter (see Chart II) , about in line with the 
anticipated higher level of sales. Expenditures for plant 
and equipment (see Chart II) , according to the May 
survey by the Commerce Department and the Securities 
and Exchange Commission, were expected to increase by

about 3 V2 per cent in the second quarter, and at a some
what slower rate throughout the rest of the year.

While some upward revision in spending plans would 
not be unusual at this phase of the business cycle, the 
recent break in the stock market could influence spending 
adversely by introducing difficulties in financing invest
ment through new stock issues or by creating uneasiness 
generally. On the other hand, the Treasury will soon 
announce the promised revisions in its depreciation sched
ules. These revisions are intended to stimulate investment 
by providing businesses with higher after-tax profits. It 
has been suggested that some commitments for capital 
spending were being delayed until the announcement of 
the revisions; thus the new schedules could have an imme
diate impact on such spending.

The Money Market in June

The money market was easy in the first half of June 
as the distribution of reserves tended to favor banks in the 
money centers, but firmed after the midmonth tax date 
as funds returned to country banks. Funds were moved 
to the money centers early in the month by corporations 
preparing to meet mid-June tax and dividend payments, 
and by country banks nearing the end of their reserve- 
averaging period. Around the middle of the month, the 
reserve positions of money market banks came under pres
sure. Corporations borrowed to pay taxes, and Govern
ment securities dealers required additional financing as 
repurchase agreements with corporations ran off and cor
porations and banks sold securities. In addition, net reserve 
availability was somewhat reduced in the latter weeks of 
the month.

Federal funds traded at effective rates of 1% to 2% 
per cent early in the month, and later on at 2% per cent 
to 3 per cent. Rates posted by the major New York 
banks on loans to Government securities dealers ranged 
between 2 V2 and 3V2 per cent. Treasury bill rates fluc
tuated narrowly through the first half of June, and then 
rose in the latter part of the month as the Treasury con
tinued to raise additional funds through its weekly bill 
auctions and as the money market turned firmer.

Prices of Treasury notes and bonds advanced mod
erately in the early part of the period, but weakened in

the latter half. Demand for these issues failed to draw 
further strength from the stock market which continued to 
weaken until the final days of the month. Moreover, ex
pectations in all sectors of the bond market were adversely 
affected by general uncertainty over the business picture 
and renewed concern over balance-of-payments problems, 
including the possible implications of such problems for 
monetary policy. The decline in prices of tax-exempt se
curities which began in May continued through most of 
June, as dealer efforts to reduce inventories were intensi
fied. Corporate bond prices, however, rose over the first 
half of the period before declining over most of the rest 
of the period.

M E M B E R  B A N K  R E S E R V E S

Operating transactions provided a substantial volume of 
reserves in June. A sharp midmonth expansion in float, 
together with week-to-week changes in “other deposits”, 
more than offset the effect of a heavy early-month outflow 
of currency into circulation. This net supply of reserves 
was more than counterbalanced, however, by an increase 
in required reserves stemming from the expansion in bank 
credit around the June 15 quarterly tax date, and by 
System open market operations that absorbed reserves 
on balance. From the last statement week in May to the
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CHANGES IN  FACTORS TENDING TO INCREASE OR DECREASE  
MEMBER BANK RESERVES, JUNE 1962

In millions of dollars; (+ )  denotes increase, 
(—) decrease in excess reserves

Daily averages—week <ended
Net

changesFactor
June

6
June

13
June

20
June

27

Operating transactions
Treasury operations* ................................ - f  55 — 10 — 2 _  41 +  2
Federal Reserve float .............................. 4- 20 - f  93 4- 475 _  111 +  477
Currency in circulation .......................... — 200 — 132 +  9 - f  70 — 253
Gold and foreign account ...................... —  1 —  1 — 64 — 70 _  136

- f  30 +  49 +  62 - f  181 - f  322

Total .......................................... — 95 — 3 +  482 +  29 -1- 413

Direct Federal Reserve credit transactions
Government securities:

Direct market purchases or sa le s.. . . -f  277 — 165 — 316 —  123 — 327
Held imder repurchase agreements... — — - f  77 +  10 +  87

Loans, discounts, and advances: 
Member bank borrowings.................... — 31 — 8 - f  77 4- 44 +  82

— 3 _  2 — 4 —  8 —  17
Bankers' acceptances:

Bought outright .................................... —  1 __ __ —  2 _  3
Under repurchase agreements ............ — — — +  2 +  2

Total .......................................... +  243 — 176 — 167 —  76 — 176

Member bank reserves
With Federal Reserve Banks ................ +  148 — 179 +  315 —  47 4- 237
Cash allowed as reservesf ...................... — 156 +  16 4- 86 +  62 +  8

Total reservesf .............................................. — 8 — 163 - f  401 +  15 -j-245
Effect of change in required reservesf .. —  87 +  44 —  323 — 4 —  370

Excess reservesf .............................................. —  95 — 119 +  78 +  11 — 125

Daily average level of member bank: 
Borrowings from Reserve Banks ...... 55 47 124 168 99$

512 393 471 482 465*
Free reservesf .............................................. 457 346 347 314 366}

Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash, 
t  These figures are estimated. t Average for four weeks ended June 27, 1962.

final week in June, System Account average outright 
holdings of Government securities declined by $327 mil
lion, while average holdings under repurchase agreements 
rose by $87 million. From Wednesday, May 30, through 
Wednesday, June 27, System Account holdings of Gov
ernment securities maturing within one year declined by 
$293 million, while holdings maturing in more than one 
year increased by $106 million.

Over the four statement weeks ended June 27, free 
reserves averaged $366 million, compared with $447 mil
lion in the five statement weeks ended May 30. Average 
excess reserves declined by $44 million to $465 mil
lion, while average borrowings from the Federal Reserve 
Banks rose by $38 million to $99 million.

T H E  G O V E R N M E N T  S E C U R IT IE S  M A R K E T

A steady rise in prices of Treasury notes and bonds 
in the early part of the period was largely the result of a 
moderate professional and investment demand, particu

larly for longer term obligations, pressing against a small 
volume of offerings. The market also was influenced by 
the growing feeling that the persistent weakness in the 
stock market, together with some uncertainty in the out
look for new capital spending, might presage a loss of 
vigor in the economy.

By midmonth, the price rise was reversed, despite the con
tinued slide in stock prices, as investors apparently exer
cised a preference for holding funds in highly liquid forms 
while dealers sought to lighten inventories. Prices also 
came under downward pressure from renewed discussion 
of the possible impact of the balance-of-payments problem 
on fiscal and monetary policies, and from signs of increas
ing firmness in the money market. After a temporary abate
ment of selling around June 20-22, prices declined 
substantially further on June 25 and 26 in reaction to news 
of the steps taken by Canada to improve the international 
position of its currency, including the raising of the dis
count rate from 5.17 to 6 per cent coupled with arrange
ments for loans and credits. In addition, discussion by 
market observers suggesting that credit policy may become 
somewhat less easy apparently contributed further to the 
heavier atmosphere. Over the balance of the month, prices 
moved lower in continuing response to these developments. 
Over the month as a whole, prices of Treasury notes and 
bonds declined generally from %2 to l 12/32. By the end of 
the month, several long-term issues carried yields of slightly 
over 4 per cent.

Treasury bill rates rose over the month as a whole, re
flecting in part the Treasury’s addition of $100 million 
each to the regular weekly auctions of three- and six- 
month bills. In the regular auction on June 4, average 
issuing rates were set at 2.691 per cent and 2.787 per cent 
on three- and six-month bills, respectively, up 4 basis 
points in each case. For a time thereafter, Treasury bill 
rates moved downward in the easy money market that 
prevailed. Commercial banks as well as Government se
curities dealers were particularly active buyers of short- 
dated issues. Moreover, some demand from nonfinancial 
corporations was also in evidence, despite the approaching 
dividend and tax payment dates. In the auction of June 
11, average issuing rates were down from the previous 
week by 2 and 3 basis points on three- and six-month bills, 
respectively.

On the following day, bill rates began to edge higher 
in response to commercial bank selling, which was aug
mented by limited offerings from corporations. This up
ward trend in rates continued over the balance of the 
month, as the money market remained relatively firm while 
dealers were reluctant buyers and willing sellers of securi
ties that were becoming somewhat expensive to finance in
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their own positions. In the regular auction on June 18, 
average issuing rates were established at 2.721 per cent and 
2.800 per cent on three- and six-month issues, respectively, 
up 5 and 4 basis points from a week earlier. In the final 
auction of the month on June 25—immediately after the 
news about Canada’s new program to aid its currency— 
average issuing rates rose about 7 basis points further on 
both three- and six-month bills to 2.792 per cent and 2.872 
per cent, respectively. Treasury bill rates edged slightly 
higher over the balance of the month in response to the 
Canadian financial developments, predictions of somewhat 
higher interest rates, and continued firmness in the money 
market. Over June, three- and six-month bill rates rose 
by approximately 22 and 15 basis points, respectively.

The major finance companies raised their rates on di
rectly placed commercial paper in several steps during 
the month, bringing the rate on 30- to 89-day paper to
3 per cent (offered). On June 26, dealers in bankers’ 
acceptances raised their rates by Vs per cent, making the 
new rate on 90-day unendorsed acceptances 3 Vs per cent 
(bid).

O T H E R  SECURflTBES M A R K E T S

Prices of seasoned corporate bonds, after moving lower 
on the opening days of the month, began a gradual ad
vance, extending to about midmonth. The termination of 
several underwriting syndicates, and the successful mar
keting of an Aaa-rated utility issue, reduced the overhang 
of unsold new issues. Demand was stimulated also by the 
declines in the stock market and strength in the market 
for Treasury bonds. By midmonth many issues were at

their highest level of the year. Prices subsequently de
clined, however, as investment demand fell off in response 
to the same factors that were causing price declines in long
term Treasury issues. Prices of seasoned tax-exempt bonds 
retreated during most of the month under the weight of 
heavy inventories of unsold new issues. Intermittently dur
ing the period, however, commercial banks and other in
vestors showed renewed interest in these securities at the 
lower price levels, and the Blue List of advertised dealer 
offerings fell to $538 million at the end of June from $606 
million a month earlier. Over the month as a whole, 
Moody’s average yield on seasoned Aaa-rated corporate 
bonds rose by 1 basis point to 4.29 per cent, while the 
average yield on similarly rated tax-exempt issues rose by
4 basis points to 3.08 per cent.

New issues were marketed in moderate volume in both 
markets and were received selectively by investors. New 
state and local securities reaching the market during June 
amounted to approximately $730 million, compared with 
$870 million in May and $980 million in June 1961. The 
largest new tax-exempt offering of the month was a $100 
million Aa-rated state issue. Reoffered to yield from 1.80 
per cent in 1964 to 3.40 per cent in 1987—which provided 
attractive yields compared with other recent tax-exempt 
issues—these bonds were well received. The total volume 
of new corporate bonds floated during the month came to 
$470 million as against $240 million in May 1962 and 
$940 million in June 1961. The largest new corporate 
offering was a $100 million Aa-rated 4¥s per cent utility 
issue maturing in 1992, nonrefundable for five years. Un
derwriters bid aggressively for this issue but investors 
responded sluggishly to the 4.26 per cent yield.
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