
FINANCIAL FORECASTS: 1973

For 1973, most economists are predicting another 
year of rapid economic growth and financial stability 
similar in most respects to 1972. Gross national 
product is again expected to increase by about 10 
percent, with personal consumption expenditures and 
other G N P  components growing accordingly. Unlike 
the latter 1960’s when rapid economic growth was 
accompanied by sharp increases in prices and interest 
rates, 1972 was characterized by ready availability of 
credit and, by comparison with other recent years, 
relatively stable prices and interest rates. Although 
short-term interest rates advanced noticeably during 
the fourth quarter of 1972, they remained well below 
the levels recorded during the tight money periods of 
the latter 1960’s. Thus, 1973 commences with inter
est rates at relatively moderate levels compared to 
recent years. Furthermore, most observers see little 
evidence to suggest that the U. S. economy will be 
incapable of generating sufficient funds to finance the 
growth projected for 1973.

Certain developments in 1972 are responsible for 
this sanguine view of the economic and financial 
scenes. A s the pace of economic activity improved 
sharply during 1972, it became evident that the econ
omy was experiencing an expansion of considerable 
breadth, orderliness, and sustainability. Nearly all 
sectors of the economy were sharing in the growth, 
and no serious bottlenecks seemed to be developing. 
A lso, toward the end of the year, investor (and con
sumer) confidence was largely restored after many 
months of anxiety and indecision. The decisiveness 
of the presidential election, the apparent breakthrough 
in the Vietnam peace talks in October, and contin
ually improving economic statistics contributed to 
investor confidence. For some time, investors in 
long-term markets have been particularly sensitive to 
the rate of inflation, which has an important impact 
on securities prices. Increases in the general price 
level have been quickly translated into interest rate 
increases in recent years, causing large price declines 
and capital losses on long-term security issues. Thus, 
a reduction in inflation and inflationary expectations, 
which occurred in 1972, makes for an improved cli
mate of expectations, especially in bond markets.

The financial forecasts for 1973 presented in this 
article represent the efforts o f several well known 
economists. Their forecasts have been aggregated 
into a consensus view as shown in Tables I and II.

The views and opinions set forth in this article 
are those of the various forecasters. N o agree
ment or endorsement by this Bank or by the 
author is implied.

Short-Term Financial Markets A s the econom y 
continues to expand, the demand for short-term 
funds is expected to grow rapidly. In the absence of a 
comparable growth in the supply of short-term funds, 
upward pressure on short-term interest rates similar 
to that experienced in the fourth quarter of 1972 will 
continue.

The supply of short-term funds hinges heavily on 
the reserve positions of commercial banks and the 
cash positions of nonbank businesses and state and 
local governments. During 1972, banks and non
bank corporations registered substantial improvement 
in their liquidity. A t the same time the financial 
positions of state and local governments took a dra
matic turn for the better. A ll this helped to keep 
interest rates relatively low  during the first three 
quarters of the year.

In 1973 there will be three important short-term 
borrowers whose demands for funds are likely to 
increase over 1972— businesses, consumers, and the 
U. S. Treasury. The demand for funds by businesses 
is expected to show the sharpest increase. For most 
of 1972 several forces were at work to hold down the 
amount of short-term borrowing undertaken by the 
business community. In general, most firms were 
able to accommodate the increased demand for output 
without greatly enlarging their inventories o f raw 
materials and finished goods. Inventory-to-sales 
ratios were much lower than most analysts expected. 
For several reasons many corporations, especially the 
large ones, enjoyed highly favorable liquidity posi
tions and internal cash flows. Corporate treasurers 
had undertaken a massive program to rebuild liquid
ity during 1971 by replacing maturing short-term 
debt with freshly-issued long-term debt. Cash flow 
was unusually good during 1972 as aggregate cor
porate profits increased by 15 percent and the effects 
of the investment tax credit and accelerated depreci
ation allowances were felt. A lso, the limitation on 
dividend payouts established under the wage and 
price controls helped corporations conserve cash.

Many of the factors limiting the need for bor
rowed funds in 1972 are likely to be altered during
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1973. Continued growth in the demand for output 
will almost certainly force greater spending on in
ventories and other form s of short-term assets. 
Typically, such assets are financed with short-term 
debt. Profits are not expected to grow  as rapidly 
in 1973, and some uncertainty has developed re
garding the continuance of the investment tax 
credit and other tax benefits. Some analysts are 
even predicting a corporate tax increase sometime in
1973. A ll of this adds up to a growing need for 
short-term funds by businesses, as shown in Table I.

This demand will most likely be manifested in in
creased use of bank loans, sales of commercial paper, 
and business finance company borrowing. A s banks 
experience greater loan demand, they will bid more 
aggressively for certificates of deposit and may sell 
off some temporary investments such as Treasury 
securities and short-term municipal securities. Many 
corporations will also be selling short-term securities 
acquired earlier when their liquidity positions were 
more favorable. Each of these actions tends to put 
upward pressure on short-term interest rates. Most 
analysts, however, as is evident from their predictions 
of short-term rates for 1973 shown in Table II, do 
not expect increased borrowing by businesses to re
sult in an unusually sharp upward shift in short-term 
rates.

Consumers are also expected to increase their bor
rowings in 1973. A s personal income continues to 
expand, consumers will enjoy a larger cash flow, 
which can be used to pay off increased installment 
borrowing. For some time in the recent business 
slowdown, consumers saved at historically high rates, 
presumably as a reaction to fears of unemployment 
and to continued inflation. Now that consumer con
fidence has improved, the saving rate has retreated 
somewhat, and consumers are spending more freely. 
For example, it appears that beginning with 1972 a 
good year for automobile sales will be at the 11 mil-

Table I

CONSENSUS FUNDS FORECASTS*
($ Billions)

1972f 1973

Business Credit 19 22
Consumer Credit 15 17
U. S. Treasury Securities 15 20
Corporate Bonds 18 17
State and Local Debt 16 15
Residential Mortgages 53 53
Corporate Stock 12 11

* These numbers represent an estimation of the consensus forecasts 
of many well known economists.

f  Estimated.

lion unit level rather than at the 9-10 million level. In
1973 consumers are expected to purchase larger cars 
with more optional equipment, which should result in 
more installment borrowing. A lso, the record num
bers of new houses being built need to be furnished 
with assorted consumer durables. For these reasons 
consumers are expected to continue purchasing and 
borrowing at a very substantial rate in 1973. Their 
demands, while not exactly of a short-term nature, 
have an important impact on money market borrow 
ings of finance companies and on efforts of com m er
cial banks to raise funds through sales of C D ’s.

Treasury Borrowing M ost observers feel that 
the T reasury w ill have to borrow  a larger quan
tity o f funds in 1973 than it did in 1972. Som e of 
the most important factors affecting Treasury bor
rowing, however, remain clouded with uncertainty. 
In 1972 the Treasury’s cash position was larger than 
expected on several occasions because of purchases of 
securities by foreign central banks, overwithholding 
of income taxes by individuals, and delays in expendi
tures.

Traditionally, the Treasury has conducted most of 
its financing activities in the second half of the year, 
with the first half characterized by debt repayment. 
This year, however, it is reasonably certain that the 
Treasury will be borrowing, perhaps substantial 
amounts, in the first half. A ny large amount of 
contraseasonal borrowing by the Treasury this spring 
would tend to push up interest rates.

Although the Administration has vowed to limit 
Federal expenditures in the coming year, the high 
level of expenditures built into the Federal budget 
will produce a sizable deficit. Thus, new borrowing 
from the public will probably increase, as shown in 
Table I. N ow  that long-term interest rates are lower 
than they were in 1968-1970, the Treasury has been 
trying to lengthen the maturity of its outstanding debt 
by selling more long-term securities. Notwithstand
ing this effort, most of the financing is still carried 
out in the short-term markets because of the greater 
breadth and depth of these markets. Although it 
is difficult to be at all precise in forecasting the 
Treasury’s need for funds in 1973, most factors point 
to an increase that will tend to put some upward 
pressure on short-term interest rates.

Long-Term Financial Markets M ost observers 
see the balance between supply and demand in long
term markets as more favorable than in short-term 
markets. A s a result they expect very little upward 
pressure on long-term interest rates. Several ana
lysts, in fact, dare to hazard a prediction that long 
rates may decline slightly. These forecasters base
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Table II

CO N SEN SU S INTEREST RATE FORECASTS*

Year end Midyear Year end
1972 1973 1973

Certificates of Depositf 5.50% 6 .00% 6.60%
Treasury Billsf 5.10% 5.60% 6 .20%
Commercial Paperf 5.50% 6.00% 6.60%
Prime Rate 6 .00% 6.25% 6.50%
Aaa Corporate Bonds 7.10% 7.25% 7.35%
Bond Buyer Municipal Index 5.10% 5.20% 5.30%
Long-Term Treasuries 5.70% 6 .00% 6.25%

* These numbers represent an estimation of the consensus fore
casts of many well known economists.

f  Three-month maturity.

their predictions not only on the flows of funds that 
develop in the economy, but also on the willingness of 
investors to commit funds to the long-term markets. 
N ow  that investor confidence has improved, long
term investors who earlier were driven by inflation 
fears into short-term markets are expected to move 
in greater numbers back into longer commitments.

The m ajor purchasers of long-term debt, led by life 
insurance companies and pension funds, are expected 
to have substantial cash flows in 1973. Life insur
ance companies, in particular, have improved their 
liquidity positions since 1969-1970.

Also contributing to the behavior of long-term 
markets will be the smaller demands of most long
term borrowers in 1973. Although the short-term 
borrowing needs of business are expected to in
crease in 1973, their need for long-term funds may 
register a slight decline, as shown in Table I. 
In historical terms, however, corporations will be 
issuing new long-term debt at rather high rates. 
Only in the very early 1970’s during the period of 
massive liquidity rebuilding, did corporations sell 
more debt securities than they probably will in 1973. 
Thus, corporations will be expanding plant and 
equipment during 1973 at a healthy rate, but they 
will not be financing an unusually large proportion 
of these expenditures externally.

State and local government financing needs are 
also expected to decline slightly in 1973 from 1972 
rates. Funds acquired from  the Federal Govern
ment under revenue sharing will augment the spend
ing capacity of most municipalities and presumably 
reduce borrowing requirements. Nevertheless, like 
corporations, state and local governments will record 
one of their highest rates of borrowing ever in 1973. 
The supply of funds in the tax-exempt market may be 
cut back somewhat in 1973 as commercial banks 
channel more of their resources into loans than they

did in 1972. On balance, however, no serious up
ward pressures on interest rates are expected to 
emerge in the tax-exempt market.

The demand for residential mortgage funds will 
probably be about the same in 1973 as in 1972. 
Housing starts are expected to decline somewhat in
1973, but because of the lag between the time build
ing begins and permanent financing is obtained, 
mortgage demand is not expected to show a com 
mensurate decline. The m ajor sources of mortgage 
funds are the thrift institutions, which experienced 
record deposit inflows in 1972. This process may 
taper off somewhat in 1973, but the available supply 
of mortgage credit is generally viewed as adequate 
to satisfy demand without much upward pressure on 
interest rates.

Stock  M arke t M ost analysts appear to  be cau 
tiously bullish on the prospects for the stock market 
in 1973. The rapid rate of expansion in the economy 
should produce another year of improvement in cor
porate earnings, with much of the increase being 
attributable to increased productivity and output 
rather than to inflation. In terms of earnings pro
spects, many stocks are conservatively valued. For 
example, the price-earnings ratio for Standard and 
P oor ’s 500 Stocks is now much lower than in other 
recent bull market periods. The stocks of those in
dustries whose performance is closely tied to cyclical 
movements in the economy should also begin to rise 
in value as economic expansion continues.

Market analysts expect institutional investors to 
continue to participate on a broad scale. Some ana
lysts also see evidence that the small investor, who 
has been relatively inactive in the market in recent 
years, is returning to the marketplace in greater force. 
M ost analysts believe that substantial improvement in 
economic conditions and the strong market perform 
ance in recent months should allay the fear of the 
stock market acquired by many individuals during the 
bear markets of 1969-1970. A lso, many foreign in
vestors who entered the market in 1972 are expected 
to continue to invest in stocks in 1973. The volume 
of new equity issues, shown in Table I, is expected 
to be relatively large in 1973. In the 1970’s new 
issue volume has grown sharply compared to the 
1960’s.

Stock prices reflect expectations of future earn
ings performance, and indexes o f their movement are 
widely regarded as leading economic indicators. 
Hence, as analysts suggest, the performance of the 
stock market in 1973 depends in part on expectations 
regarding the econom y’s performance in 1974.
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M one tary  P o licy  T he course o f m onetary policy  
always plays an important role in shaping conditions 
in financial markets. M ost investors now appear to 
believe that the chief problem facing the Federal 
Reserve System is that of preventing an overheating 
of the economy. Thus, many analysts are predicting 
that the Federal Reserve will attempt to moderate 
the recent relatively rapid rate of growth of the 
money supply in the months ahead. A t one time, 
such thinking prompted talk of a credit crunch in
1973. M ost analysts, however, feel that the current

expansion is not excessive, that sufficient funds will 
be generated in the process of economic growth to 
finance the current expansion, and that the Federal 
Reserve will be careful to avoid the extremes of 
overheating or tight money. On balance, the con
sensus of forecasters is that the economy will con
tinue to expand in 1973 and that there will be suffi
cient credit available to avoid any sharp upward 
movement o f interest rates.

Philip H . Davidson

F E D E R A L  R E S E R V E  B O A R D  P U B L IC A T IO N  
INDUSTRIAL PRODUCTION: 1971 EDITION

The publication, I n d u s t r i a l  P r o d u c t i o n  : 1971 E d i t i o n ,  is available for distribution by the Board  
of Governors of the Federal R eserve System. This book provides detailed descriptive material and 
statistical tables on the revision of the industrial production index, the results of which w ere sum
marised in the July 1971 issue of the F e d e r a l  R e s e r v e  B u l l e t i n .  Copies are available at a charge 
of $4.00 for single copies and $3.50 each for copies of ten or more sent in a single shipment. Please 
address all requests to Publications Services, Division of Administrative Services, Board of Govern
ors of the Federal R eserve System, W ashington, D. C. 20551.

F E D E R A L  R E S E R V E  B A N K  O F R IC H M O N D  P U B L IC A T IO N  
BUSINESS FORECASTS FOR 1973

The Federal R eserve Bank of Richmond is pleased to announce the publication of B u s i n e s s  F o r e 
c a s t s  f o r  1973. B u s i n e s s  F o r e c a s t s ,  which is a compilation of representative business forecasts 
■—with names and details of estimates— for the coming year, is available free of charge from  this 
Bank. Please address requests to Bank and Public Relations Department, Federal R eserve Bank 
of Richm ond , P. O. B ox  27622, Richmond, Virginia 23261.
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