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g ro w in g  n u m b e r  o f firm s h a s  re p o r te d  
d is a p p o in tm e n t w ith  th e  v o lu m e  o f  new  
o rd e rs  rece iv ed  in  re c e n t m o n th s , a n d  in  a 
few  in d u s trie s  th e re  h av e  b ee n  g e n e ra l c u t­
b ack s  o f p ro d u c tio n  an d  e m p lo y m e n t. T h ese  
d e v e lo p m e n ts  a re  in te rp re te d  by  som e as 
in d ic a tin g  th a t  th e  n a tio n  is e n te r in g  a p e r io d  
o f recessio n .

T h e  in d ic a to rs  o f  g e n e ra l ac tiv ity , h o w ­
ever, have  c o n tin u e d  to  tra c e  a h ig h  level 
p la tea u . E m p lo y m e n t ro se  se a so n a lly  in  th e  
ea rly  su m m e r a n d  in  J u n e  w as a  re c o rd  6 8 .6  
m illion . U n e m p lo y m e n t in c re a se d — to  5.5 
p e r  cen t o f th e  la b o r  fo rc e  fro m  4 .9  p e r  ce n t 
in M ay — reflec ting  in p a r t  th e  la rg e r  in flux  
o f te e n -ag e rs  in to  th e  su m m e r la b o r  m a rk e t. 
W hile  w age a n d  sa la ry  p a y m e n ts  o f m a n u ­
fa c tu rin g  firm s d ec lin e d  in  J u n e  in  re sp o n se  
to  c u tb a c k s  in steel an d  a  s tr ik e  in  a irc ra f t 
p la n ts , to ta l p e rso n a l in co m e  ro se  to  a reco rd . 
R e ta il sa les w ere  a sh a d e  b e lo w  th e  rec o rd  
A p ril level, b u t ex c ee d ed  Ju n e  o f la s t y e a r  
by 2 to  3 p e r  cen t. In d u s tr ia l p ro d u c tio n  
sh o w ed  o n ly  sm all c h a n g es  d u r in g  th e  first 
h a lf  o f 1960 , h o ld in g  c lo se  to  a level a b o u t 5 
p e r  cen t ab o v e  th e  av e rag e  fo r  1959 , an d  th e  
to ta l o u tp u t o f all g o o d s  a n d  se rv ices in th e  
se co n d  q u a r te r  w as m o d e ra te ly  ab o v e  th e  first 
q u a r te r .

N ev e rth e le ss , th e  b u sin e ss  new s h a s  c a r r ie d  
a so m e w h a t p ess im is tic  flavor, in  p a r t ,  b e ­
ca u se  d u rin g  p e r io d s  o f  s ta b ility  p ro fit m a r ­
g ins te n d  to  be  sq u eezed  an d  m an y  g o o d s 
a re  u n d e r  d o w n w a rd  p ric e  p re ssu re s . A l- 

2 th o u g h  re la tiv e ly  few  p rice  lis ts  sh o w  red u c -

OF B U S I N E S S

tio n s  an d  th e  p rice  in d ex es  re m a in  re la tiv e ly  
s tab le , a  ris ing  p ro p o r tio n  o f b u s in e ss  is 
d o n e  a t la rg e r- th a n -u su a l d isc o u n ts  fro m  
list. T h ese  d e v e lo p m e n ts  p ro m o te  pessim ism  
in  som e sec to rs . F u r th e rm o re ,  d u r in g  th e  
su m m er, seaso n a l s lo w d o w n s h e lp  to  o b sc u re  
u n d e rly in g  tren d s . In  ad d itio n , it is e a s ie r  to  
sp o t p ro b a b le  so u rce s  o f w ea k n ess  th a n  
s tren g th . T h u s , th e  ab sen c e  o f a fa ir ly  o b ­
v io u s u p w a rd  o r  d o w n w a rd  tr e n d  resu lts  
in  w id esp re ad  u n c e r ta in ty  a n d  a te n d e n c y  
to w a rd  p ess im is tic  e x p e c ta tio n s  ev en  th o u g h  
ac tiv ity  c u rre n tly  is a t a  h igh  level.

W h e th e r  th e  e c o n o m y  m o v es in to  a p e r io d  
o f m o re  v ig o ro u s  e x p a n s io n  o r  n o t w ill, o f  
co u rse , d e p e n d  la rg e ly  u p o n  d ec is io n s  by 
b u sin e sse s  an d  c o n su m e rs  s in ce  th e se  sec to rs  
a c co u n t fo r  a b o u t 80  p e r  c e n t o f to ta l  sp e n d ­
ing fo r  g o o d s  a n d  se rv ices . S p en d in g  by  
g o v e rn m e n t, a l th o u g h  m u c h  sm a lle r  th a n  th e  
p riv a te  sec to r , m ay  be m o re  p re d ic ta b le , fo r  
e x p e n d itu re s  a re  d e te rm in e d  la rg e ly  b y  b u d ­
gets a n d  leg is la tive  e n a c tm e n ts  fo rm u la te d  
w ell in a d v a n ce  o f  th e  d isb u rse m e n t. O n  
sev era l o cc as io n s  in th e  p o s tw a r  y ea rs , a 
sh ift in F e d e ra l  o u tla y s  h a s  tip p e d  th e  
ec o n o m ic  scales. S p en d in g  by  s ta te  an d  lo ca l 
g o v e rn m e n ts , on  th e  o th e r  h a n d , h a s  show n  
a fa ir ly  s te ad y  rise  th ro u g h o u t th e  p e r io d .

Governm ent spending to  rise

C o n g re ss  an d  th e  A d m in is tra tio n  to o k  
s tep s in Ju n e  a n d  Ju ly  w h ich  w ill b o o s t 
G o v e rn m e n t sp e n d in g  a n d  te n d  to  g ive th e  
eco n o m y  a m o d e s t u p w a rd  p u sh  to w a rd  y e a r
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e n d  a n d  in to  19 6 1 . S ta r tin g  Ju ly  1, 1.6 m il­
lio n  F e d e ra l  em p lo y ees  rec e iv e d  a  p a y  ra ise  
o f  IV z  p e r  c e n t, th e re b y  in c re a s in g  sa la ry  an d  
w age p a y m e n ts  a b o u t 7 4 0  m illio n  d o lla rs  p e r  
y ea r.

In  1958 , th e  p a y  o f F e d e ra l  w o rk e rs  w as 
ra ise d  by  10 p e r  cen t. A t th a t  tim e , th e  in ­
c re a se  w as m a d e  re tro a c tiv e  to  th e  s ta r t  o f 
th e  y ea r . T o ta l  p e rso n a l in co m e  w as g iven  
an  im m e d ia te  a n d  s u b s ta n tia l lift. T h is  y e a r ’s 
ra ise  is sm a lle r  a n d  is n o t re tro a c tiv e . N e v e r ­
th e less , th e  p ay  in c re a se  m ay  h av e  a  su b s ta n ­
tia l im p a c t b ec au se  su ch  a  ch a n g e  w ill h av e  
som e effec t o n  th e  w age p o lic ies  o f e m ­
p lo y e rs  w h o  c o m p e te  w ith  th e  G o v e rn m e n t 
fo r  w o rk e rs .

O n  Ju n e  2 7 , th e  S e c re ta ry  o f  C o m m erce  
a n n o u n c e d  th a t  th e  s ta te s  w o u ld  b e  a u th o r ­
ized  to  c o n tra c t  fo r  1.4 b illio n  d o lla rs  o f 
new  h ig h w ay  w o rk  u n d e r  th e  F e d e ra l  A id  
P ro g ra m  d u r in g  th e  Ju ly -S e p te m b e r  q u a r te r .  
T h is  w as m ad e  p o ss ib le  b y  tra n s fe rr in g  to  th e  
th ird  q u a r te r  th e  p la n n e d  a u th o riz a tio n s  fo r  
th e  fo u r th  q u a r te r .  T h e  a c tio n  d o u b le s  th e  
a m o u n t o r ig in a lly  sc h e d u le d  fo r  th a t  p e rio d . 
A s  y e t, n o  in d ic a tio n  th a t  th e  m ove w ill do  
o th e r  th a n  ac c e le ra te  th e  am o u n ts  av a ilab le  
to  th e  s ta te s  fo r  th e  fiscal y e a r  en d in g  Ju n e  
3 0 , 1961 is a p p a re n t.  N e v e rth e le ss , th is  h a s  
th e  effec t o f  ra is in g  e c o n o m ic  sigh ts u p o n  th e  
n e a r - te rm  o u tlo o k . T h e  la rg e r  h ig h w ay  a llo ­
c a tio n  m ay  q u ic k ly  affec t a c tiv ity  b ec au se  
m a n y  p ro je c ts  a re  “ re a d y  to  g o .”

A n o th e r  se c to r  in  w h ich  F e d e ra l  sp en d in g  
a p p e a rs  to  b e  ris in g  is d e fen se  p ro c u re m e n t. 
D efen se  o rd e rs  ro se  d u r in g  th e  seco n d  
q u a r te r .  A n d  o n  Ju ly  7 th e  P re s id e n t s igned  
a  b ill a p p ro p r ia t in g  7 0 0  m illio n  d o lla rs  m o re  
fo r  d e fe n se  th a n  h e  h a d  re q u e s te d , b rin g in g  
th e  to ta l o f new  a p p ro p r ia t io n s  to  4 0  b illio n  
d o lla rs . T h e  S e c re ta ry  o f  D e fen se  s ta te d  in  
e a r ly  Ju ly  th a t  he  p ro b a b ly  w o u ld  w an t to  
use a t le a s t a p o r tio n  o f th e  a d d itio n a l fu n d s

Economic indicators show 
stability or gradual rise

m illio n  p e rs o n s

b i l l io n  d o l la r s

per cen t, 195?* IOO

b i l l io n  d o l la r s

b i l l io n  d o l la rs
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“to expedite some of the weapon systems we 
have on the way.” Any rise in procurement 
is likely to be largely in aircraft and missiles. 
Defense spending, of course, is not immedi­
ately responsive to changes in appropriations 
since most weapons have a fairly long pro­
duction period. Furthermore, a large back­
log of unexpended funds always exists, mak­
ing it possible, within limits, to step up or 
slow down the current rate of procurement 
as prospective needs dictate.

Construction

Construction activity rose less than season­
ally in June, to about 5 per cent below the 
year-earlier rate. The lag has been largely 
in the residential and public sectors. Housing 
starts in the first half of 1960 were about 
one-fifth below the very high rate in the first 
half of 1959, but about equal to the previous 
record in 1955. Public construction may re­
ceive some support from the acceleration of 
the Federal highway program, and there are 
preliminary indications that residential con­
struction may perk up in the second half. In 
June, applications to Government agencies 
for mortgage insurance and guarantees in­
creased. The market on existing residential 
mortgages has strengthened somewhat in 
recent months, and interest rates and com­
missions charged by some large lenders on 
residential property have recently been re­
duced in Chicago. The inflow of savings to 
institutions which invest heavily in mortgages 
continues at a high level, and this, together 
with the reduced demand for mortgage loans, 
is bringing about the decline of interest rates 
and commissions.

The volume of contracts awarded for con­
struction, compiled by F. W. Dodge, has 
shown a somewhat more favorable trend 
recently than has construction activity. Total 
awards were 5 per cent below the year-ago

figure in June. However, after allowance for 
seasonal movement, the total in the second 
quarter, and particularly in June, was well 
above the level of the first quarter.

Recently contract awards have been larger 
than last year in nonresidential building and 
in public works. Residential building has 
continued to show large declines. In the Mid­
west, especially in the case of public works 
and other types of so-called “heavy engineer­
ing,” contracts have been relatively stronger 
than in the nation as a whole. Total awards 
for the first half of 1960 in this area were 2 
per cent below last year, as compared with 
7 per cent below for the U. S.

A comparison of recent awards in the 
public sector with current levels of activity 
indicates a future pickup in work put in place. 
In June, contracts for public works other 
than buildings were 15 per cent above the 
same month in 1959, whereas activity was 
11 per cent below.

Farm income rising

Net farm income increased substantially in 
the second quarter and was well above the 
low levels prevailing since the third quarter of 
last year. Higher prices for hogs, poultry and 
eggs and prospects for a continued large 
volume of marketings of both crops and live­
stock are expected to at least maintain the 
current level of farm income during the 
second half of the year.

Total crop production will likely equal the 
record levels of the past two years. In the 
Midwest, prospects for crop production are 
less promising than in other areas of the na­
tion, as a cold, wet spring delayed plantings 
and slowed plant growth. As a result, the 
corn and soybean crops were ten days to 
two weeks behind “normal” in July. The 
areas most seriously affected have been 
northern Illinois, Iowa and Wisconsin. Only4
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in Indiana are excellent corn yields expected. 
However, in most areas the corn and soy­
beans “look good”, and favorable weather

could bring these crops to maturity before 
frost, thus raising yields and production 
above those indicated currently.

Instalment debt
continues rapid climb

(Consumers have continued to add to their 
short- and medium-term instalment debt at 
a rapid pace. At the end of June, their 
obligations of this type totaled 41.4 billion 
dollars, up 5.2 billion in twelve months’ time. 
The advance during 1959 came close to 
matching the record rise of 1955.

In the first six months of 1960, retail sales 
were ahead of a year earlier, but by less 
than the rise in personal income. Through 
June, instalment debt climbed somewhat less 
this year than last: 401 million dollars per 
month against 426 million.

Automobile sales were running well above 
the year-earlier rate and a rise in auto sales 
usually boosts the growth of instalment debt. 
The 1959-60 expansion, however, has been 
diffused among the major types of instalment 
credit, with automobile loans, loans on other 
consumer goods, home improvement loans 
and personal loans all increasing in about the 
same proportion. This has been in sharp con­
trast with 1955. In that year, automobile debt 
climbed far more than the other classes, not 
only in dollar amount but relatively as well 
(see chart on page 6).

Te rm s hold the line

The big increase in automobile instalment

debt during 1955 was accompanied by signi­
ficant easing in lending terms. This pro­
cess, which appeared to begin the year be­
fore, continued into 1956 and, in some 
markets, well beyond. In the Chicago area, 
for instance, it was not until 1958 that 36- 
month financing on new autos had become 
widespread. But this was exceptional. In 
most areas, the stretch-out of loan maturities 
from 24 and 30 months to a full 3 years 
had taken place earlier.

Along with lengthening in contract ma­
turities went a reduction in down payments. 
Financing of the full “wholesale” cost and, 
in many cases, even larger proportions of 
selling prices, supplanted the more stringent 
“one-third down” rule which had been widely 
adhered to by lenders in earlier years.

To judge from available data on individual 
loans made by a sample of commercial 
banks, the past year and a half has seen no 
material change in the pattern of new car 
financing in the major markets of the Seventh 
District. In 1958, however, contract matur­
ities in both the Chicago region and in 
southeastern Michigan appear to have length­
ened appreciably. Thirty-six-month loans 
were comparatively rare in the opening 
months of the year but almost commonplace 5

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



Federal Reserve Bank of Chicago

by summer. During 1959 and in the first 
half of this year, one contract in four in 
the Chicago area and about half of those 
reported from southeastern Michigan ran to 
terms beyond 30 months—generally to 36 
months. Maturities longer than 36 months 
have remained quite uncommon. This ma­
turity stretch-out, however, was past by the 
time the 1959 expansion in automobile bor­
rowing took place. In effect, it simply brought 
practice in the big Chicago and Detroit 
markets more nearly into line with the other 
major areas in the District (see chart on page 
8). The available evidence, of course, is 
limited to banks and does not directly reflect 
the characteristics of credits advanced by 
sales finance companies and other important 
nonbank lenders.

A m aturity  ceiling?

Extending the maturity of instalment con-

instalment debt growth
broadly based in 1959 — concentrated 
in auto loans in the big 1955 rise

tracts tends, of course, to lower the monthly 
payments. Many users of consumer credit 
apparently regard the amount of the monthly 
payments as more important than the number 
of them. But the relative reduction in pay­
ments tapers off as term is extended. Adding 
6 months to the maturity of a 1-year loan 
with interest at 6 per cent per annum on the 
initial amount reduces monthly payments 
30 per cent. But extending a 3-year loan to 
42 months reduces the instalments by only 
12 per cent. The incentive to lengthen con­
tract maturity, therefore, weakens the longer 
the initial term of the credit. This factor 
probably explains in part the failure of ma­
turities to push out beyond 36 months on 
any appreciable scale.

Collateral values

Another reason that terms in automobile 
lending have held relatively firm during 
recent months has been the ascendancy of 
the compacts in the new car market. The 
availability of these new autos appears to 
have contributed to the weakening of prices 
in the present used car market. It has also 
created uncertainty over the future resale 
values of today’s new cars—both the stand­
ard models and the compacts themselves. A 
lender’s risk exposure is greater the longer 
the term of the credit he extends. In the 
face of doubt or uncertainty over resale 
values, therefore, lenders understandably 
tend to resist any moves toward further 
lengthening of maturities or reduction of 
down payments.

The rise of the compacts appears also to 
have restrained growth in total automobile 
credit. Although retail deliveries of new cars 
in the first six months of 1960 were up 11 
per cent from the year before, automobile 
credit extended—to buyers of both new and 
used vehicles—rose only half as much. The
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Consumer loan repayments have held 
close to 13 per cent of disposable income 
since 1955 record auto /ear

billion d o lla rs

proportion of the total number of 
new car purchases sold on credit, 
however, was virtually the same 
in the two periods, at about 57 
per cent. The comparatively low 
prices of the smaller cars, the im­
pact they have had on the values 
of used cars and a pickup in the 
popularity of six-cylinder engines 
and manual shifts at the expense 
of eight’s and automatic trans­
missions in the standard-sized new 
models appear to have spelled 
lower prices on an average, ena­
bling the car-buying public to get 
better mileage out of instalment 
credit.

Repayments and income

A sharp rise in the amount of 
instalment debt usually touches 
off a Hurry of concern over the 
ability of consumers to service 
their obligations. Clearly, an in­
dividual’s ability to make the pay­
ments on his borrowings stands 
in some direct relationship to his 
income.

During the first quarter of 1960, 
repayments of outstanding instalment obliga­
tions were at a yearly rate of nearly 46 billion 
dollars. This was equal to 13 per cent of 
total personal income after taxes. This ratio 
was first reached early in 1957, in the wake 
of the big credit expansion of 1955-56. 
From the end of the war until 1957, the 
ratio had risen almost without interruption. 
The past three and one-half years, however, 
have seen the repayment-to-income ratio 
virtually stable. This has led some observers 
to conclude that an amount of instalment 
debt calling for repayment at a rate of 13 
per cent of disposable income is a sort of

new “norm” or, perhaps, ceiling on the 
volume of debt that consumers can, or will, 
accommodate.

The instalment debt outstanding at any 
time, however, is an aggregate obligation of 
only certain of the nation’s families. The 
Survey of Consumer Finances for early 1959, 
conducted by the University of Michigan 
Research Center, found, for example, that 
40 per cent of all “spending units” in the 
U.S. had no nonmortgage instalment debt. 
Another 10 per cent had such debt, but in 
amounts of less than $100 per unit. Some 
of these spending units doubtless were at the
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Maturity patterns vary in new car loans by Midwest banks . . .

per cent of all loans

longer terms least common in the area's largest market

per cent of all loans per cent of oil loans

lower end of the income scale and, therefore, 
poor prospects for the assumption of debt 
in any form, but many others were debt-free 
because they had no need or desire to assume 
it. The 13 per cent over-all repayment-to- 
income ratio is an average of individual 
situations in which repayments range all the 
way from zero to appreciably more than 13 
per cent of disposable income. Thus, there 
is no magic about the 13 per cent ratio. The

national average could easily climb well be­
yond that level if more “qualified” borrowers 
decided to take on such debt, and it could 
fall below the current level if more consumers 
should decide to defer purchases until they 
had the necessary cash available. Other ratios 
have seemed, on earlier occasions, to consti­
tute ceilings, only to fail to hold in the face 
of changing circumstances. A decade ago, 
for example, 10 per cent appeared to some8
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observers as the likely limit. This was the 
peak ratio in prewar experience. But it 
was readily breached in the upsurge of 
instalment borrowing during the Fifties as

credit terms were relaxed, additional lenders 
were attracted to the field and credit came 
to be offered for a wide variety of new 
purposes.

Charge-offs on
business loans, 1957-59

J — to businesses remain the backbone 
of the lending activity of commercial banks 
even though there has been a large increase 
in loans to consumers. Since 1957, business 
loans at Seventh District member banks have 
ranged between 43A and 5 billion dollars 
and have accounted for 40 to 50 per cent of 
the total amount of loans of these banks 
(excluding insured and guaranteed loans on 
residential real estate), more than any other 
type of loan. For some of the District's 
largest banks, business loans account for 60 
per cent or more of their total loans.

Delinquency and charge-off experience 
with business loans understandably is a 
matter of continuing interest and concern to 
bank managements. On the whole, such 
experience of Seventh District member banks 
in the 1957-59 period was favorable. During 
1959, charge-offs amounted to $91 per 
$100,000 of loans outstanding (just less than 
0.1 of 1 per cent), roughly the same as in 
1957. Although charge-offs over the entire 
3-year period were relatively small, the shifts 
in general business conditions were reflected 
rather clearly in the results for the individual 
years. In the recession year 1958, charge-offs, 
though still small in the aggregate, rose sub­

stantially to $247 per $100,000 of business 
loans outstanding.

Recoveries also showed the impact of 
changes in the economic environment. Dur­
ing 1959, a more prosperous year than the 
preceding one for most businesses, recoveries 
on loans previously charged off increased 
markedly. The net result was that District 
member banks reported net recoveries of $83 
per $100,000 of loans in 1959 and net 
losses of $22 and $166 respectively in 1957 
and 1958.

Individual bank losses

Business loan charge-offs have been too 
infrequent in the 1957-59 period to permit 
any detailed interpretation of individual bank 
charge-off rates. The unequal distribution of 
business loans among banks is also a factor. 
A small number of large banks accounts for 
the bulk of business loans. Among these 
large lenders, one might expect to find a 
significantly higher proportion of banks re­
porting some charge-offs than among the 
smaller lenders, whose exposure to default 
is correspondingly less. On the other hand, 
individual bank charge-off rates among large 
lenders might be expected to be relatively 9
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small; whereas, for the smaller lenders, 
writing off only one or a few loans would 
result in a relatively high ratio of charge- 
offs to total loans.

Actually, such are the results of the sur­
vey data. In each of the three years, many 
banks reported no charge-offs at all, but a 
much higher proportion of small than large 
lenders fell into the “no charge-off” category. 
Among those banks that had charge-offs, the 
rates covered a wide range. For example, in 
the recession year 1958, 84 banks charged 
off more than 1 per cent of their business 
loans outstanding, and for a fifth of these— 
all small banks—the charge-off exceeded 5 
per cent of total business loans. In a very 
few cases, charge-offs were as high as one- 
fourth of outstandings, but such banks ac­
count for only a small fraction of the Dis­
trict’s business loan volume.

Whether or not higher average charge-off 
rates actually offset the lower incidence of 
charge-offs among small lenders was tested 
by combining the loss experience data for 
the three years. One result, the largest 
charge-off ratio— $653 per $100,000 of out­
standings—was sustained by banks with the 
smallest volume of outstanding loans and the 
lowest ratio of business to total loans. This 
contrasts with a charge-off rate of $133 for 
banks with more than $1 million in business 
loans and with such loans accounting for 30 
per cent or more of total loans. Between 
the two extremes, the relationship between 
charge-off rate and degree of specialization 
in business loans was consistently inverse.

This relationship held for the 1957-59 
period as a whole in spite of the fact that 
banks specializing in loans to businesses, 
including numerous loans to manufacturers, 
appear to have experienced a greater impact 
from the 1958 recession than did the smaller 

10 lenders. The loss pattern of the smaller

For the past three years, at least 960 of the 
slightly more than 1,000 District member banks 
have reported detailed information on loan 
charge-offs and recoveries. These reporting 
banks accounted for 99 per cent of total loans 
outstanding at all Seventh District member banks. 
Results of the 1957 and 1958 surveys of charge- 
offs and recoveries were summarized in the 
pamphlet, "Loan Loss Experience at Member 
Banks of the Seventh Federal Reserve District,” 
available on request to the Research Department.

Business loans, referred to in this article, in­
clude loans to manufacturing and mining firms, 
wholesale and retail trade firms, sales finance 
companies, transportation, utilities, construction, 
real estate and service firms. The term, charge- 
offs, is used here to designate gross charge- 
offs on loans, and includes items charged 
directly to current expenses and those charged 
through reserves for bad debts; charge-offs 
exclude transfers to valuation reserves. Net losses 
designate gross charge-offs minus recoveries.

lenders appears to be relatively constant in 
years of recession or rising business activity. 
Thus, while over-all charge-off experience is 
influenced to some extent by external factors 
—notably the general economic climate— 
differences in the incidence of charge-offs at 
individual banks seem likely to reflect also 
the internal factors over which bank man­
agements exercise some measure of control.

Further evidence of the importance of 
total volume of loans as a determinant of 
loan charge-offs is provided by an analysis of 
data for banks which reported total number 
of loans in 1959 (see chart). This informa­
tion was reported by one-third of the banks 
in the survey.
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These data indicate more favorable experi­
ence for the larger and more active lending 
banks. This showing probably reflects also 
the concentration of these banks in large 
loans to “prime” borrowers where losses are 
infrequent.

It should be noted, of course, that charge- 
offs are not necessarily indicative of the 
profitability of business loans in individual 
banks or groups of banks, or for that matter 
to particular types or asset sizes of borrowers. 
Higher interest rates or lower servicing costs 
on loan categories where risks are greater 
may more than compensate for higher loss 
rates. The total absence of loan charge-offs 
probably is not a practical goal for active 
lenders, although many banks do in fact 
have this experience in individual years.

Differences among bo rro w ers
This Bank’s 1957 Business Loan Survey 

provides detailed data on loans outstanding 
by size and type of business of borrower. 
These data together with the charge-offs and 
loss information from the 1957 Loan Loss

Banks with fewer than 500 loans 
accounted for a greater percentage 
of charge-offs than loans

b o n k s  h av in g : 

le s s  th a n  1 0 0  lo o n s

1 0 0  -  4 9 9  lo a n s

5 0 0 - 9 9 9  lo a n s

1 0 0 0  o r m o re  lo a n s

Survey—also on a size and kind of business 
basis—make it possible to associate charge- 
offs and loss rates with size and type of 
business for that year. Both charge-offs and 
loss rates on loans to retail trade firms were 
much higher than for any other industry 
classification in 1957. In contrast, loans to 
wholesale trade firms and sales finance com­
panies were relatively low.

As to size, there appeared to be an inverse 
relationship between size of borrower, 
measured in terms of total assets, and loss 
rates. This was most striking in the case of 
loans to retailers. Gross loss rates to whole­
sale trade firms showed a similar inverse 
relationship. But the experience was far from 
consistent. Greater charge-off rates were 
shown for loans to large manufacturing and 
mining firms, for example, than for loans to 
medium-sized firms.

Identical data cannot be compiled for 1958 
and 1959 because total loans by kind or size 
of business are not available for those years. 
If the relative importance of the kinds and 
sizes of businesses remained roughly the 
same, however, the 1958 loan loss experience 
was such that the “pattern” shown in 1957 
was altered substantially. For example, in 
1957, 45 per cent of business loans at Seventh 
Federal Reserve banks were made to manu­
facturing and mining firms, and they ac­
counted for 45 per cent of the charge-offs. 
The proportion of charge-offs rose to 73 per 
cent in 1958 and dropped back to 50 per 
cent in 1959. It is not likely that a similar 
movement in loans outstanding occurred. 
Moreover, charge-offs on loans to the large- 
and medium-sized borrowers in this category, 
i.e., those with assets in excess of 1 million 
dollars, increased sharply. Loans to retail 
trade and construction firms, which carried 
relatively high loss rates in 1957, accounted 
for a smaller proportion of charge-offs in 11
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1958, more in line with their share of total 
loans in the earlier year.

Only tentative conclusions can be reached 
from data currently available as to the influ­
ence on charge-offs and loss experience of 
kind of business or size of borrower. Survey 
results suggest, however, that the incidence 
of charge-offs of loans to retail establishments 
and construction firms is likely to be greater

than to some other kinds of firms in both 
good times and bad. Loans to small bor­
rowers appear also to be more susceptible to 
charge-offs than loans to large borrowers. 
However, in the course of a setback in busi­
ness activity, as in 1958 when the impact 
was especially severe in certain industries, 
the over-all loss picture can be altered sub­
stantially.

Federal agency securities
JTederal agency securities” have in­

creased in importance in the capital markets 
in the past decade. Although issued to the 
public by agencies sponsored by the Govern­
ment, these securities are not guaranteed as 
to payment of principal or interest. Nearly 
7.8 billion dollars of Federal agency securi­
ties were outstanding on March 31, 1960, 
about six times the amount a decade earlier. 
These securities evidently are accepted by 
investors as low-risk assets, since they bear 
only a small premium above the interest 
rates on Treasury issues of comparable 
maturities.

Five groups of agencies issue nonguaran- 
teed debt. All of them were organized for the 
purpose of making credit more readily avail­
able to certain classes of borrowers. The 
Federal Home Loan Banks make advances to 
savings and loan associations and other in­
stitutions which write home mortgages. The 
Federal National Mortgage Association also 
provides credit for residential property. In 
its Secondary Market Operation, FNMA 
buys and sells home mortgages, thereby help- 

12 ing to provide a secondary market in mort­

gages, while in its Management and Liquida­
tion Function the association is disposing of 
the mortgages accumulated under commit­
ments made before its reorganization in 
1954. (Securities issued for the Management 
and Liquidation Function, unlike the other 
obligations discussed in this article, are 
further supported by declaration of the 
Treasury that FNMA may borrow from the 
Treasury, if necessary, in order to pay the 
principal and interest on Management and 
Liquidation obligations.)

Of the three groups of agencies which 
facilitate borrowing by farmers, the Federal 
Land Banks extend long-term credit, secured 
by mortgages on farm real estate, while the 
Federal Intermediate Credit Banks and the 
Banks for Cooperatives extend both short- 
and intermediate-term credit. Both the Land 
Banks and the Intermediate Credit Banks 
extend credit through local cooperative as­
sociations of farmers. The Intermediate 
Credit Banks are also authorized to discount 
agricultural loans for commercial banks, 
agricultural credit corporations and other 
institutions. The Banks for Cooperatives
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make loans to farmers' cooperatives organ­
ized to provide purchasing, marketing or 
other farm business services.

G row th o f nonguaranteed debt

Credit demands rose rapidly during the 
1950's throughout the economy. The Federal 
agencies, which had been organized to sup­
plement the credit available to farmers and 
homeowners from private sources, experi­
enced an especially strong demand. In part 
this was because of the rapid rise in prices 
of both farm and urban real estate and in 
part because interest rates charged by the 
Government agencies lagged behind the rise 
in market rates.

The effects are evident in the experience of 
the Federal Land Banks, for example. While 
the total volume of new- farm mortgage loans 
rose from 1,655 million dollars in 1950 to 
2,814 million in 1959, the proportion of the 
loans made by the Federal Land Banks rose 
from 12 per cent to 22 per cent. As interest 
rates increased, the gap between Federal 
Land Bank rates and the rates charged by 
commercial banks and insurance companies 
widened (see table on following page).

Another factor, and possibly more im­
portant for some lenders, was the rise in 
interest rates on some other types of invest­
ments. Rates on Governments and high-grade 
corporate securities of less than fifteen years 
maturity, for example, rose faster than rates 
on farm mortgages. Rates on other types of 
loans on which market quotations are not 
readily available may have risen even more 
sharply and provided attractive alternatives 
for banks and life insurance companies which 
invest in a variety of assets.

The rising credit demands experienced by 
the Banks for Cooperatives were undoubtedly 
caused in part by similar forces. Although 
the number of cooperatives in the United

States declined slightly during the decade, 
those which had loans from the Banks for 
Cooperatives on June 30 increased from 
1,754 in 1950 to 2,689 in 1959.

Similarly, the effect of the rise in interest 
rates can be seen in the growth of credit 
extended by the FNMA. Most of the increase 
in the debt of this agency since its reorgani­
zation in 1954 has resulted from the need to 
finance the growing portfolio of the Secon­
dary Market Operation. Since 1956, the first 
year in which sales were made from this 
portfolio, sales have exceeded purchases in 
only one year, 1958. In all other years, mort­
gage sales were less than 1 per cent of pur­
chases. Nearly 85 per cent of the Secondary 
Market Operation purchases made from the 
time of the reorganization to the end of 1958 
were from mortgage companies, which usu­
ally serve as intermediaries; that is, they make 
mortgage loans with the intention of selling 
them to other investors. When the price set 
by FNMA on existing insured mortgages is 
higher than that offered by other buyers, as 
during periods of strong or rising credit de­
mand, mortgage companies as well as others 
utilize that outlet. When credit demand de­
clines, as in 1958, and interest rates fall to a 
low level, FNMA purchases decline and sales 
rise, as lenders who traditionally invest in 
mortgages buy from FNMA.

Most of the increase in the debt of the 
Federal Home Loan Banks has occurred in 
spurts which followed upsurges in home- 
building activity— 1950, 1955 and 1959.
The amount of Federal Home Loan Bank 
loans outstanding increased abruptly in each 
of these years and then remained at the same 
or a slightly higher level until the next sharp 
rise in home building.

The increase in demand for credit was 
responsible for only part of the growth in 
Federal agency debt. The other major cause 13
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was that the Banks for Cooperatives and the 
Federal National Mortgage Association, both 
of which had previously obtained funds from 
the U. S. Treasury or by borrowing from 
private lending institutions, began to issue 
securities to the public. The Banks for Co­
operatives sold their first issue of securities 
in 1950, and the Federal National Mortgage 
Association in 1955. Recently, the debt of 
these two agencies has accounted for nearly 
40 per cent of the total nonguaranteed debt 
outstanding.

O w nersh ip  has broadened

As the amount of Federal agency debt has 
risen, a greater variety of investors has pur­
chased the agencies’ securities. In 1950, over 
80 per cent of the nonguaranteed debt was 
owned by banks. This percentage has de­
creased steadily over the decade, with the 
exception of temporary increases during 
periods of reduced credit demand, such as 
1958. In March 1960, banks held less than 
25 per cent of the total amount outstanding.

Detailed information on the amount of 
nonguaranteed debt held by other investors 
is not available. Data from the 
Federal Reserve flow-of-funds 
accounts suggest that consumers 
and nonprofit organizations in­
creased their holdings from ap­
proximately 10 per cent of the 
total in 1950 to between 25 and 
30 per cent in 1958. Savings insti­
tutions other than banks increased 
their holdings from a nominal 
amount in 1950 to between 10 
and 15 per cent of the total in 
1958. State and local govern­
ments, which also held very small 
amounts in 1950, held between 
5 and 10 per cent of the total in 
1958. Insurance company hold­

ings varied over the decade, but never com­
prised more than 5 per cent of the total.

The relationship between the yield on 
Federal agency securities and the yield on 
Treasury securities has remained roughly the 
same over the decade, perhaps because the 
broadening of the ownership base has offset 
the effects of the growth in total Federal 
agency debt. During much of this period, 
Federal agency securities have carried an 
interest rate of around one-third to two- 
thirds of 1 per cent above the rate on 
Treasury securities.

M aturitie s have varied

The average maturity of the nonguaranteed 
debt has varied widely in the past ten years, 
due both to changes in the maturity of the 
debt issued by each agency and the propor­
tion of the total nonguaranteed debt originat­
ing with each agency. It would be expected 
that the agencies which make short-term 
loans would issue primarily short-term obli­
gations and those which make long-term 
loans would issue primarily long-term obliga­
tions. By approximately matching the ma-

Average rate of interest on 
farm mortgages recorded

1 9 4 9 1 9 5 1 1 9 5 3  1 9 5 5

( p e r  c e n t )

1 9 5 7

Federal Land Banks 4 . 0 4 . 0 4 . 1 4 . 1 4 . 4

Insurance companies 
Commercial and

4 . 4 4 . 3 4 . 8 4 . 6 5 . 2

savings banks 5 . 2 5 . 3 5 . 5 5 . 5 5 . 8

Individuals 4 . 8 4 . 9 5 . 0 5 . 0 5 . 2

Miscellaneous 4 . 9 4 . 7 5 . 2 5 . 2 5 . 3

So u rc e : A g ric u ltu ra l Research Se rv ic e , U S D A .
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turities of their loans and obligations, the 
agencies would minimize difficulties which 
could result if interest rates rose and matur­
ing obligations had to be replaced with higher 
coupon securities while rates on outstanding 
long-term loans were “frozen.” On the other 
hand, if interest rates on long-term obliga­
tions were to decline, borrowers could re­
finance their mortgage loans at lower rates 
and the lenders would still be obligated on 
their long-term, high coupon securities. Thus, 
agencies which make long-term loans issue 
some short-term obligations. Also, in some 
instances, the lower rates on short-term secu­
rities have made it attractive to agencies 
to borrow short even though the loans they 
make are predominantly long-term.

The nonguaranteed debt of all Federal 
agencies has increased rapidly since 1954

Loans extended by the Banks for Coopera­
tives and the Federal Intermediate Credit 
Banks average less than a year to maturity. 
Federal Home Loan Bank loans average 
somewhat over a year to maturity. All three 
of these institutions generally issue obliga­
tions maturing in less than a year.

The Federal Land Banks’ mortgage loans 
have average maturities of more than twenty 
years. However, prepayments have reduced 
the average period loans are outstanding to 
between five and ten years. In the early years 
of the decade, loan funds were obtained by 
issuing short- and intermediate-term obliga­
tions. Between 1950 and 1956, no issue of 
Federal Land Bank securities exceeded 
seven years’ maturity, and most issues carried 

maturities of five years or less. 
However, since 1956, obligations 
of over ten years’ maturity, as 
well as shorter-term obligations, 
have been issued.

The Federal National Mortgage 
Association, in contrast to the 
other four agencies, has little basis 
on which to predict the length of 
time for which most of its funds 
will be committed. The maturities 
of the mortgages held in the port­
folio of the Secondary Market 
Operation average between 20 
and 30 years, but the length of 
time FNMA will hold these mort­
gages is not predictable, in the 
absence of a specific schedule to 
disposition. Under present policy, 
when the demand for mortgage 
credit is strong, mortgages remain 
in the Secondary Market Opera­
tion portfolio, since very few sales 
of mortgages can be made without 
substantial discounts. However, 
when credit demand eases, sales of

billion dollars 
8

federal national m ortgage association

federal home loan banks

federal land banks

banks for cooperatives

federal intermediate credit banks
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mortgages could rise sharply, as happened in 
1958. FNMA has adjusted to this uncertainty 
by issuing both long- and short-term obliga­
tions, thereby hedging against a rise in in­
terest rates (by borrowing in part long-term) 
and protecting itself against a rapid decline 
in its portfolio (by borrowing in part short­
term).

FNMA has now begun to issue variable 
maturity obligations. These obligations may 
vary from one to nine months in maturity. 
The association sets the interest rates-for 
various maturities within this period and the 
investor selects the maturity he desires at the 
time of purchase. To the extent that buyers 
are. willing to accept lower yields for the 
privilege of deciding the maturity of the 
obligations they buy, FNMA may obtain its 
short-term funds more cheaply.

The obligations which FNMA issues for 
its Management and Liquidation Function 
provide funds for an operation which will be 
self-liquidating over time as its mortgages are 
disposed of. The two major issues have been 
intermediate-term securities, the first matur­
ing in three years, and the issue which re­
funded it, maturing in two years and seven 
months. The latter issue, as well as an eight- 
month obligation issued in 1957, was made 
in order to repay funds borrowed from the 
Treasury and help keep the Treasury’s bor-

Business Conditions is  p u b l is h e d  m o n th ly  b y  

th e  federal reserve bank of Chicago. S u b ­

s c r ip t io n s  a re  a v a ila b le  to  th e  p u b l ic  w i th o u t  

c h a rg e . F o r  in fo r m a tio n  c o n c e r n in g  b u lk  m a il­

in g s  to  b a n k s , b u s in e s s  o rg a n iz a t io n s  a n d  e d u ­

c a tio n a l  in s ti tu tio n s , w r i te :  R e se a rc h  D e p a r t ­

m e n t, F e d e r a l  R e s e r v e  B a n k  o f  C h ic a g o , B o x  

8 3 4 , C h ic a g o  9 0 , I ll in o is . A r t i c le s  m a y  b e  re -  

1 6 p r in te d  p r o v id e d  s o u r c e  is c r e d ite d .

Banks hold declining proportion 
of nonguaranteed securities 
issued by Federal agencies

billion dollars

march 31

rowings below the statutory ceiling on the 
public debt. It will be refunded at maturity 
in August, 1960 with regular Treasury obli­
gations.

The average maturity of the nonguaran­
teed debt has varied greatly. The percentage 
maturing in less than a year as of the end 
of each January and July from 1950 through 
1960 has ranged between 46 and 82 per cent, 
but there has been no consistent trend up 
or down. In January 1950, 76 per cent of 
the nonguaranteed debt had a maturity of 
less than one year; in January 1960, 68 per 
cent. Obligations with a maturity of five 
years or more constituted 16 per cent of the 
total in January, 1950; this percentage had 
fallen to zero by the beginning of 1951, and 
thereafter obligations with maturities longer 
than five years were seldom issued until 1956. 
Since then, the amount of long-term obliga­
tions has increased steadily and in March 
1960 constituted 17 per cent of the total.
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