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FINANCIAL HIGHLIGHTS OF 1972

Financial developments in 1972, in contrast to the 
dramatic events and sharp fluctuations that char
acterized the financial sector during the last few years 
of the 1960’s and the first two years of the 1970’s, 
reflected a relatively high degree of stability and 
were devoid of any events of crisis proportions. For 
example, typical long-term interest rate measures 
moved within a 50-60 basis point range in 1972, as 
shown on Chart 1, whereas these same measures 
fluctuated over a 115-125 basis point range in 1971. 
Pressures on the financial markets were not as 
strong in 1972 as they had been in prior years—- 
essentially because the economy was operating well 
below capacity, because the supply o f funds was ade
quate to satisfy the demand for funds, and because 
rates of inflation had slowed noticeably from recent

years. Even unusually high rates of real growth, 
forecasts of a historically large Federal budget deficit, 
relatively high rates of money supply growth, and 
speculative runs on the dollar in foreign exchange 
markets did not send interest rates spiraling or cause 
investors to panic. Nevertheless, each of these factors, 
and others, contributed to the patterns of interest 
rate movements and financial flows in 1972.1

Level of Economic Activity T he overall level o f 
economic activity provides the general framework 
within which interest rate movements and financial 
flows develop. The more rapid the pace of economic 
activity the greater the demand for credit funds to

1 This article actually covers the period January-November 1972, 
because data for December were not available at the time of publi
cation.
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finance increases in working capital, expansions of 
plant and equipment, housing starts, and purchases 
of consumer durables. T o  the extent that the total 
demand for credit grows more rapidly than the avail
able supply, upward pressures on interest rates will 
appear, which was the case on several occasions in 
the latter 1960’s. W hen economic activity approaches 
capacity levels, prices are likely to start rising. A s 
investors become aware of inflationary pressures, 
they try to protect the value of their investments 
from being eroded by future price increases by lend
ing funds at higher interest rates than before. B or
rowers are willing to pay the higher rates because 
they expect to be able to repay in cheaper dollars at 
some time in the future. In terms of this generalized 
sequence of events, the economy was just beginning 
to show signs of sustained growth at the beginning 
of the year, following weak performances in 1970 and
1971. Investors’ attitudes, however, were still highly 
influenced by the cost-push inflation that had been 
built into the economy for several years following the 
demand-pull inflation of the middle 1960’s.

In early 1972 considerable uncertainty prevailed 
in the investment community regarding the future 
course of interest rates. Investors were unsure of 
the underlying strength of the economy as well as 
the ability of monetary and fiscal policies and price 
controls to dampen the fires of inflation. Contrib
uting to these feelings of uncertainty were the 5.5 
percent increase in the implicit G N P  price deflator 
and a 9.3 percent increase in the money supply at 
annual rates during the first quarter. Both of these 
factors suggested sharp upward shifts in interest 
rates over the coming months. In the second quarter, 
however, the rate of growth of inflation, as measured 
by the G N P  deflator, cooled to 2.4 percent while the 
money supply grew at a relatively moderate 5.3 per
cent pace, suggesting a lessening of upward pressures 
on interest rates. Real output in the second quarter 
surged to a 9.4 percent rate and continued to grow 
rapidly at 6.3 percent in the third quarter. Sustained 
real growth of this magnitude was expected to result 
in strong corporate loan demand to finance a build-up 
of inventories; and, in conjunction with a fairly slow 
rate of growth in the money supply, this increased 
demand was expected to push up short-term interest 
rates. Apparently because the economy was still 
operating well below capacity levels for most of 1972 
and because corporate liquidity positions were strong, 
upward pressures on short-term rates, while present 
in September, were not as great as expected.

Throughout 1972, the level and behavior of long
term rates were primarily influenced by current rates 
of inflation and inflationary expectations. Even

though long-term rates reflected smaller inflationary 
premiums as 1972 progressed, most rates still con 
tained a large premium for protection against future 
price increases at the close of the year compared to 
pre-1965 rate levels. The poor behavior of the price 
indexes early in the year discouraged investors from 
committing funds to the long-term markets. Many 
investors also appeared to be apprehensive about the 
rate of growth of M i during the first quarter of 1972 
for at least two reasons. They feared that a rapidly 
expanding money supply plus rapid economic growth 
implied continued price increases in the long run and, 
possibly, renewed demand inflation in 1973. A lso, 
investors anticipated that excessive monetary growth 
suggested a potential tightening of policy by the 
Federal Reserve in the short run, which would raise 
short-term rates and likely put immediate upward 
pressure on long-term rates. During most of 1972, 
even though replete with cash, large institutional in
vestors were concerned with inflation and thus shied 
away from the long-term securities markets. Instead, 
they invested funds temporarily in short-term assets, 
lowering short-term yields relative to long-term 
yields and sharpening the upward slope of the yield 
curve. (See Chart 5.)

Monetary Policy T h e behavior o f interest rates 
and financial flows is affected by the monetary policy 
actions of the Federal Reserve. Changes in the avail
ability of bank reserves by the Fed indirectly cause 
changes in the rates of growth of money and credit 
and changes in interest rates. During the first part of 
1972, the Federal Reserve made an adjustment in the 
guidelines it follows in the conduct of open market 
operations. Instead of primarily using the Federal 
funds rate as a guide to achieve desired growth in 
the money supply, the Manager of the Open Market 
Account began to focus on a reserve measure. Know n 
as reserves available to support private nonbank de
posits (R P D ’s ), this measure is directly related to 
the demand deposit component of the money supply.2 
After this change was announced, some financial 
market analysts speculated that the Federal Reserve 
would allow interest rates to fluctuate much more 
than in the past. This potentially disturbing situ
ation did not develop in 1972, however, largely be
cause credit market conditions remained relatively 
easy throughout the year.

The broad aim of monetary policy in 1972 was to 
underwrite economic expansion by encouraging real 
growth, thus lowering unemployment without re-

2 RPD’s are defined as (1) required reserves for (a) private demand 
deposits, (b) total time and savings deposits, and (c) non deposit 
sources subject to reserve requirements and (2) excess reserves. 
Excluded from this series are required reserves for net interbank 
and U. S. Government demand deposits.
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fueling inflation. A fter witnessing a 1.1 percent rate 
o f growth in the narrow money supply (M j )  in the 
fourth quarter of 1971, the Fed provided bank re
serves more readily in early 1972; and the rate of 
growth of M i increased in the first quarter of 1972 
to 9.3 percent, as shown on Chart 4. The rate of 
growth diminished in the second quarter, posting a
5.3 percent gain. The third quarter opened with a 
whopping 14.2 percent (annual rate) jump in Mi 
in July; but this was followed by smaller rates of 
growth in August and September, which brought the 
third quarter growth rate down to 8.5 percent. Be
ginning in August, M i growth proceeded at an ex 
tremely steady pace, which gave added stability to 
the financial markets, especially in October and N o
vember.

Early in the year, the market interpreted certain 
policy actions and interest rate movements as an 
indication of a revival of “ Operation Tw ist.”  In 
the early 1960’s, the Federal Reserve had an an
nounced policy of attempting to raise short-term rates

in order to stem the flow of short-term capital to 
foreign countries while lowering, or at least stabil
izing, long-term rates to foster domestic economic 
growth. That is, the Fed wanted to reverse or twist 
the prevailing yield curve relationships. The rise 
in short-term rates in early 1972, while the Fed was 
purchasing coupon issues, suggested to the market 
that a new attempt at such a strategy was under way. 
The eventual release of policy directives for that 
period did not substantiate this interpretation, how 
ever.

By the end of the third quarter, the market appar
ently felt that, although the Fed was supplying suffi
cient funds to encourage economic growth, the money 
supply was not growing fast enough to prevent short
term rates from rising. Market participants appeared 
to sense that monetary policy was based on the as
sumption that there was sufficient slope in the short 
end of the yield curve to permit short-term rates to 
rise without putting upward pressure on long-term 
rates. They also expected the Fed to control mone
tary growth in order to prevent renewed demand in
flation in 1973 without subjecting the economy to a 
credit crunch.

Corporate and Municipal Securities T h e volum e 
of securities offered by corporations in 1972 dipped 
well below 1970 and 1971 levels. Average monthly 
corporate volume in 1971 was $2,058 m illion; where
as, for the first eleven months of 1972, corporate new 
issue volume averaged only $1,550 million per month. 
This smaller figure for 1972 is misleading to the 
extent that private placements this year have been 
much larger than they were in 1971. Although fixed 
capital investment by business increased steadily dur
ing 1972, corporate demands on the securities mar
kets moderated as a result of two factors : (1 )  
increased corporate liquidity stemming from  a re
structuring of corporate balance sheets in 1970-71 
and (2 )  increased internal cash flows resulting from 
improved corporate profits, liberalized depreciation 
rules, and the reinstatement of the investment tax 
credit.

Average monthly volume of $1,923 million in the 
tax-exempt sector was down slightly in the first 
eleven months of 1972 from the 1971 figure of $2,031 
million, reflecting the continued large need for funds 
by state and local governments. M onth-to-month de
mands for funds were rather irregular as shown on 
Chart 3, perhaps contributing to the fluctuations 
evident in tax-exempt bond yields shown on Chart 1.

The smaller supply of new long-term securities in 
1972 generally had two effects. First, long-term cor
porate and municipal yields were much more stable in
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1972 than in 1971. Second, the Treasury was pro
vided with the necessary leeway to lengthen its debt 
structure through the sale of long-term securities.

Borrowers and investors were affected by a variety 
of psychological factors during 1972 that tended to 
alter supply and demand conditions over the short 
run. The mining of the harbors in Vietnam in May 
had only a limited effect on the securities m arkets; 
however, the peace negotiations and apparent peace 
settlement that emerged in late October were inter
preted very positively at that time. Market partici
pants, principally the long-term investors, viewed the 
apparent end of the Vietnam conflict optimistically, 
seeing it as contributing to future economic stability. 
That 1972 was an election year does not appear to 
have had any m ajor impact on the markets, perhaps 
because most investors tend to disregard much of the 
rhetoric that characterizes a presidential election 
campaign. Although the outcome of the presidential 
election was well anticipated by most investors, a 
rally in the securities markets developed in early 
November, in conjunction with the Vietnam situation, 
which lowered long-term yields from 10-20 basis

points over a two-week period. International finan
cial developments, such as the floating of the British 
pound in June, generally tended to inspire caution 
and apprehension in both short- and long-term mar
kets, thus contributing to the uncertain atmosphere 
that pervaded the long-term securities markets 
throughout 1972.

U. S. Government Securities In addition  to  the 
impact of corporate and municipal borrowers on 
credit markets, the U. S. Treasury also had a sub
stantial influence on credit market behavior during 
1972. The financial needs of the Treasury in any 
given period are dictated by the excess of current 
Federal expenditures over current Federal revenues. 
A lso, the Treasury must refund or retire those prev
iously issued securities that reach maturity during the 
period. Early in 1972, the deficit for the fiscal year 
ending in July was forecasted to be about $38 billion, 
considerably higher than many analysts had expected. 
Such a large predicted deficit had an adverse effect 
on market psychology because of the inflationary 
potential associated with deficit spending and because

Chart 5

GOVERNMENT YIELD CURVES
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Source: Salomon Brothers.
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of the large amount of new cash financing that the 
Treasury would have to undertake. Surely these 
two factors contributed to the back-up in long-term 
rates in January and February, as shown on Chart 1.

By March, however, revised estimates placed the 
deficit in the $30-$32 billion range, which caused 
investors to reevaluate their fears of imminent rate 
increases. The downward adjustment in the deficit 
stemmed from increased revenues derived from  ex 
cess tax withholding from  individuals and from de
creased expenditures caused by delays in Congres
sional appropriations. Further, the large cash bal
ances of the Treasury, which were partially acquired 
from foreign central banks (as described below ), 
reduced the Treasury’s borrowing needs, at least for 
fiscal 1972. A s the weeks progressed, those factors 
contributing to a smaller deficit grew stronger and 
stronger. Ultimately, the budget deficit for fiscal 
1972 was about $23 billion, well below the $38 billion 
estimate made in January.

A s in the latter part of 1971, several foreign cen
tral banks accumulated large dollar balances in their 
foreign exchange support operations. Instead of 
allowing these dollar balances to remain idle, they 
either swapped them directly with the Treasury for 
nonmarketable interest-bearing securities or pur
chased Treasury bills from the secondary market. 
In the first case, the Treasury’s cash balances were 
augmented; in the second case, although some of these 
dollars held by foreign central banks might have been 
invested in Treasury bills anyway if they had not left 
this country, the supply of 90- and 180-day Treasury 
bills available in domestic markets was sufficiently 
diminished to help push bill rates well below other 
short-term interest rates. The unusually large 
spread between bill rates and commercial paper rates 
during the middle of the year is shown on Chart 2. 
It was at this time that foreign purchases of bills 
were at their peak.

Although in the early part of 1972 some apprehen
sion was present among investors over the possible 
reversal of the above process by foreign central banks, 
the floating of the British pound in June put further 
pressure on the dollar. A s a result, additional dollar 
balances were accumulated by foreign central banks, 
which caused the process to begin again. By Sep
tember, with dollar trading in the international cur
rency markets much more stable, an orderly selling 
of these securities by foreign central banks had begun, 
contributing to the upward movement of short-term 
rates at that time.

Actual Treasury financing activities during the 
first half of 1972 were well organized and not unusu

ally large. H ighly successful refundings and pre
refundings were conducted in February and May, 
with the latter including a net cash redemption of 
$700 million of publicly held notes. The Treasury 
was able to lengthen the average maturity of its out
standing debt during the period, while at the same 
time achieving greater regularity in its schedule of 
offerings. A  pattern of monthly auctions of 52-week 
bills was initiated, and the auction technique was 
successfully used in selling instruments with matur
ities of nearly 10 years.

Because of the originally projected deficit of $35 
billion for fiscal 1973, Treasury financing needs ap
peared to be relatively large for the second half of 
1972. By fall, this figure was scaled down to $25 
billion, largely because of a program of serious fiscal 
restraint by the administration. The Treasury’s cash 
balances remained high as revenues continued to 
exceed earlier forecasts and expenditures, especially 
those associated with revenue sharing legislation, 
continued to be delayed. A lso, the central bank of 
Japan was still purchasing Treasury securities during 
this period. The impact on the markets of a large 
quantity of Treasury borrowing was further softened 
by the relatively light supply of new corporate se
curities expected to be issued in the last few months 
of 1972. Consequently, in August and November 
the Treasury was able to conduct large financing and 
refunding operations, which were enormously suc
cessful, without putting upward pressure on other 
long-term rates. The first of a regular series of 
quarterly, two-year note auctions was begun in O c
tober ; and in m id-November $2 billion of A pril tax- 
anticipation bills were sold.

Deposit Institutions Financial institutions, such 
as commercial banks and savings and loan associ
ations, experienced large cash inflows during 1972 
and thus were well prepared to satisfy the demand 
for credit in the economy. Business loan demand 
generally exhibited solid growth during the year. 
In the first half, new loan activity was dominated by 
banks outside New Y ork  meeting the needs o f the 
public utility and construction industries. Business 
loan demand at New Y ork  banks, which traditionally 
has lagged loan activity elsewhere, began improving 
in July and continued to do so throughout the re
mainder of the year. Demand for other types o f bank 
funds, mainly real estate and consumer loans, grew 
at historically high rates during 1972. This large 
lending capacity of commercial banks in 1972 is 
clearly reflected by the levels of bank liquidity ratios, 
which were higher than at any time since 1967.
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Bank holdings of municipal and other securities 
grew substantially in 1972. Although banks have 
always been attracted to municipal securities— be
cause they are effectively constrained from buying 
many other types of debt securities and because mu
nicipals are exempted from Federal income taxation 
— bank activity in this market in 1972 was much 
greater than normal. Large increases in municipal 
holdings by banks were registered in the first quarter 
and during August and September. Purchases of 
U. S. Treasury securities by banks fluctuated sharply 
in 1972, largely reflecting the changing cash needs 
of the Treasury during the year.

M ost analysts expected business loan demand to 
grow more rapidly than was actually the case over 
most of the year. Thus, many banks bought unusu
ally large quantities of municipal securities as an 
alternative earning asset, and by the end of the third 
quarter some large banks were aggressively issuing 
C D ’s in anticipation of increased loan demand. Quite 
likely, the aggressiveness of these banks contributed

to the upward pressure on short-term rates in August 
and September.

Continuation of the personal saving rate at fairly 
high levels and the continuation of market interest 
rates in line with Regulation Q  ceilings during 1972 
resulted in a record net inflow of funds at savings 
and loan associations and other depository savings 
institutions. Bolstered by large supplies of funds, 
these traditional mortgage lenders were able to satisfy 
a substantial demand for mortgage loans, permitting a 
rapid rate of housing starts without putting much 
upward pressure on lending rates.

Summary Interest rates, especia lly  long-term  
rates, and financial flow s w ere m uch m ore stable 
in 1972 than in recent years. T he com bination  
o f im proved  grow th  o f real output in an econ om y 
operating w ell b e low  capacity  and the strong 
liquidity  positions o f individuals, business c o r 
porations, and financial institutions largely  co n 
tributed to this result.

Philip H . Davidson and B. Gayle Burgess

YIELD CURVE RELATIONSHIPS

During most of 1972, investors and analysts were struck by the unusually wide spread 

between the levels of short- and long-term interest rates. The graphical tool that illustrates 
the relationships am ong interest rates on securities of equal credit risk but varying matur
ities is known as a yield curve. Chart 5 presents four different yield curve relationships 
that prevailed on four occasions during 1972. The sharper the slope of the curve the greater 

the disparity between levels of short- and long-term interest rates.

Over the past year the behavior of the yield curve has reflected a combination of fac
tors. First, expectations of future inflation, and thus higher interest rates, have caused 
long-term rates to remain higher than would normally be the case given the behavior of 
other economic variables. Second, short-term rates have remained relatively low because 
of the greatly improved liquidity positions of both borrowers and lenders. Further, sup
plies of short-term Treasury securities have been affected by international financial activi
ties. Thus, the shape of the yield curve depends on supply and demand conditions in the 
various maturity sectors as well as on expectations of future interest rate behavior.

As 1972 progressed, the yield curve for Government securities shifted upward and  

flattened somewhat in the short-term area, thus returning to a more normal pattern in 

historical terms. Even though the short-term rate increases that took place in March and  

August shifted the short end of the curve upward, they did not cause long-term rates to 

rise. In fact, the long-term end of the curve actually experienced a slight decline over 

this period. A  distinctive characteristic of the August and November yield curves is the 

so-called "h um p" appearing in the intermediate maturity sector, which indicates the rela
tively large supply of securities outstanding with maturities in the 5-10 year range.
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