
A review by the Federal Reserve Bank of Chicago

Private pension plans
continue rapid growth 6

Interest rates in a free market 11

The Trend of Business 2-5

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



Federal Reserve Bank o f Chicago

T H E OF B U S I N E S S

expansion of economic activity moder
ated somewhat during the summer, after the 
very rapid increase which occurred in the 
spring. Nevertheless, in July, five months 
after the February low, production, employ
ment and income had increased more rapidly 
than in the comparable period of 1958 and 
much faster than in 1949 or 1954.

Between the first and second quarters of 
1961 all major categories of outlays by con
sumers, business firms and governments 
increased. However, 6.8 billion dollars, or 
more than 40 per cent of the rise in the rate 
of total spending on goods and services be
tween these periods, was accounted for by 
the switch from inventory liquidation to 
accumulation. Further boosts from this sec
tor are likely to be much less important.

Despite the fact that many business firms 
are now building inventories, a number of 
surveys indicate that forward buying is not 
being pushed vigorously. Evidence of upward 
price pressures or a significant slowing in 
delivery schedules could accelerate these 
programs. Meanwhile, consumers continue a 
relatively conservative level of spending 
in relation to their rising incomes. Retail 
sales eased slightly in July, but most mer
chants are reported to be expecting a favor
able fall season and are ordering from 
suppliers accordingly.

Absence of a “ boom atm osphere,” 
although not uncommon at this stage of an 
economic expansion, has raised doubts con
cerning the durability of the upswing. As in

the case of other recovery periods, the ques
tion is “which forces will boost the economy 
to full prosperity?” In part, this question was 
answered by the Administration’s decision to 
extend and accelerate the rise in spending 
for defense which has been under way since 
mid-1960. But, unless military outlays are 
increased very considerably above current 
plans, there would be considerable “room” 
for expansion in production and consump
tion of consumer goods and services, assum
ing new demands are for the kinds of things 
manufacturers are equipped to produce.

Defense build-up

The recently authorized increase of about
3.5 billion dollars in defense spending will 
be used to expand manpower in each of the 
services, increase combat readiness of active 
and reserve units, purchase additional arma
ments and invigorate the civil defense pro
gram. About 1.8 billion dollars of the new 
funds will be used for procurement with a 
substantial proportion going for wheeled 
vehicles, ordnance, communications equip
ment and other items once made in large 
quantities by Midwest firms.

In each of the fiscal years ending June 30, 
1959 and 1960, outlays by the Department 
of Defense on military functions totaled 41.2 
billion dollars. Expenditures in fiscal 1961 
were 43.2 billion. New plans may boost 
spending during the current fiscal year to 
46.6 billion dollars or more.

Military spending in recent years has been
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about 8.5 per cent of all spending—public 
and private—on goods and services. De
fense procurement, however, has accounted 
for over 15 per cent of all production classi
fied as “durable goods.” The increase in 
defense spending in the fiscal year just past 
included only a small increase in procure
ment. In the months ahead, purchases of 
arms and equipment are scheduled to rise 
more rapidly than total military spending.

At least 85 per cent of all defense pro
curement has consisted of aircraft, missiles 
and ships in recent years. Midwest firms play 
a relatively minor role in the production of 
these items. More emphasis is now being 
given to motorized equipment and ordnance 
for the army including trucks, personnel 
carriers and tanks. It is apparent that this 
trend will accelerate, but announced plans 
would not raise production of army hard
ware to levels which even remotely approach 
those of the Korean War.

Business inventories rising

Typically business inventories decline for 
several months after the start of an economic 
expansion because sales to users rise faster 
than production. In 1958, for example, total 
business inventories declined for six months 
after the “trough” of the cycle was reached. 
In the current year, stocks of goods began 
to edge up in April only two months after 
the low point in activity. The moderate rise 
continued in May and June.

During the second quarter, the book value 
of total business inventories rose 400 million 
dollars—only about 2 per cent on an annual 
rate basis. In the same interval, total sales 
increased at an annual rate of 12 per cent. 
As a result the stock-sales ratio (the number 
of months’ sales on hand) dropped from 1.51 
to 1.47—the lowest level since the end of 
the 1959 steel strike.

Nonfarm  employment regained 
pre-recession peak in July 
after sharp rise

million persons

In view of the rapid climb in business 
sales during the spring, it is remarkable that 
inventories did not decline for a longer 
period before turning upward. The reason 
was the extremely sharp rise in production, 
10 per cent between February and July, 
which was concentrated in the durable goods 
lines where demand picked up the most.

Because shipments of hard goods manu
facturers rose rapidly their inventories did 
not increase in the aggregate during the 
spring and early summer. However, inven
tories of nondurable goods manufacturers 
did rise during this period.

Inventories of most types of durable goods 
producers, although stable in the aggregate, 
declined throughout the second quarter. An 
important exception is steel where producers 
were using a portion of their increased out
put to fill gaps in their own holdings.

Stocks of most retailers have changed little 
since the low point in the cycle after adjust
ment for seasonal trends. Sales to consumers 
have increased but holdings of goods have 3
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been replenished easily by new shipments 
from suppliers. The principal exception has 
been automobile dealers whose inventories 
were rising until the model change-over 
period after allowance for seasonal trends.

Although business inventories have been 
increasing since March, stocks on hand 
appear modest when compared with most 
earlier postwar years. It is noteworthy, there
fore, that there has been little desire on the 
part of most businessmen to increase their 
holdings substantially.

Em ploym ent up sharp ly

Between March and July nonfarm wage 
and salary employment, seasonally ad
justed, rose by 1.2 million to 53.2 million. 
This increase brought employment back to 
the pre-recession peak reached in July 1960.

The improvement in employment has been 
twice as fast as during the recovery periods 
of 1954 and 1958. In those earlier upswings 
it took two years for employment to regain 
the pre-recession highs. This development, 
coupled with the fact that the drop in em
ployment in the 1960-61 decline was much 
less than in 1953-54 and 1957-58, is evi
dence that the recent business fluctuation 
was far milder than the earlier movements.

Manufacturing employment accounted for 
about half of the rise in total nonfarm wage 
and salary employment between March and 
July. Nevertheless, in the latter month the 
number of manufacturing workers was still
300,000 below the year-earlier figure. This 
lag has been offset by increased employment 
in state and local governments and finance 
and service industries.

Despite the improvement in the labor mar
ket unemployment has continued close to 5 
million, almost 7 per cent of the labor force. 
In July it was estimated that 1 million of the 
unemployed had been out of work six months

or more. Certain classes of workers account 
for disproportional shares of the “long-term 
unemployed.” Men 45 years and over, un
skilled and semiskilled workers and non
white workers make up relatively large pro
portions of this group. Workers last employed 
in durable goods manufacturing represent 27 
per cent of the long-term unemployed, 
although this type of employment accounts 
for only 13 per cent of total employment.

Insured unemployment nationally was 
equal to 8.4 per cent of the total number of 
covered workers last February. By July new 
hirings and exhaustions of benefits had re
duced this proportion to 4.9 per cent. In 
Illinois the rate was cut from 6.6 to 3.6 per 
cent during this period, in Indiana from 8.1 
to 3.8, in Iowa from 5.5 to 2.6, in Michigan 
from 13.6 to 5.5 and in Wisconsin from 7.3 
to 2.9 per cent. Michigan is the only state in 
this area in which unemployment has been 
more severe than in the nation.

W o rk  starts on 1962  autos

In late August virtually all auto makers 
had begun to turn out limited numbers of 
new models, a few weeks earlier than in 
most recent years. August assemblies num
bered less than 200,000—the lowest since 
1958. In contrast with 1958, September is 
expected to see a sharp rise. In the fourth 
quarter, industry projections indicate output 
of 1.8 million units, the largest since 1955.

On August 1 fewer than 900,000 domes
tically produced new cars were in stock, 
about 200,000 less than a year earlier. Be
cause of the cutback in production during 
August, the new car inventory was expected 
to be under 700,000 by month end. A few 
years ago this would have appeared to be a 
heavy inventory at this time of the year, but 
industry executives expect that the liquida
tion of 1961’s will proceed smoothly.4
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In the first half of 1961, 2.9 million cars 
including imports were sold. This was 15 
per cent less than in the same period of 1960 
and 6 per cent less than in the first half of
1959. Comparisons with 1960 have improved 
as the year has proceeded, and in July new 
car deliveries were very close to last year’s 
level. Surveys of consumers suggest that 
further relative improvement in car sales will 
occur in the remainder of the year.

Sales of new cars in most Midwest states 
have been less vigorous than in the nation 
as a whole. Illinois, Indiana, Michigan and 
Wisconsin each reported declines of over 20 
per cent during the first six months as com
pared with the first half of 1960. In Iowa, 
registrations of new autos almost matched 
last year, but 1960 sales had been depressed 
in that state.

Residential building picks up

During July construction activity reached 
a record annual rate of 58.7 billion dollars 
—up 2.9 billion or 5 per cent over the March 
level. Private residential construction ac
counted for 90 per cent of this increase.

Construction of public works and public 
utilities has been relatively stable this year 
while industrial and commercial construction 
has declined. New construction contracts 
indicate that this trend will be reversed soon 
in the commercial category.

Although residential building has been 
improving, it is below the peak rates of 1959 
and early 1960. Recent evidence indicates 
that activity in this sector will increase 
further. During July, requests to the Federal 
Housing Administration for insurance were 
at the highest level in 11 months after in
creasing for three consecutive months. Total 
housing starts in June and July were at an 
annual rate of over 1.3 million, far above the 
depressed rate that prevailed at the beginning

Sales of new cars in the first half 
of 1961 lagged last year
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of the year and the best since early 1960.
Housing in the major Midwest cities as a 

group has followed the national trend fairly 
closely although there is great variation 
among individual centers. In the first five 
months of 1961 permits were 6 per cent 
below last year for this area, as compared 
with a 4 per cent decline for the United 
States. New permits granted in June were 
13 per cent above the year-ago level nation
ally. Most Midwest centers including Chi
cago, Detroit, Indianapolis and Milwaukee 
had gains of approximately this magnitude. 5
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Private pension plans
continue rapid growth

JLhe means by which individuals provide 
for economic security in old age have been 
changing rapidly in recent years with indi
vidual accumulations of savings being sup
plemented increasingly by group pension 
plans, both private and public. Over 20 mil
lion workers, more than one-fourth of the 
work force, are included in some 25,000 
private pension plans. In 1940 the number 
covered was only about 4 million.1

Total assets of these plans rose from 2.4 
billion dollars in 1940 to 50 billion at the 
end of 1960. The increase during the past 
year exceeded 5 billion. Most of these funds 
are invested in corporate bonds and stocks. 
According to the Securities and Exchange 
Commission, private pension funds purchase 
more stock than any other investor group. 
In 1960 their purchases were equal to 52 
per cent of net new equity issues; purchases 
of corporate bonds were equal to 23 per cent 
of net new issues. Pension plans, therefore, 
have become an important vehicle for the 
accumulation and investment of savings.

The growth of private pension plans was
’In addition to the private pension plans dis

cussed in this article, there are many publicly 
administered programs of which the Federal Social 
Security Program (Old Age, Survivors and Disa
bility Insurance), established in 1935, is the largest 
by far. It now includes about 90 per cent of all 
employed workers and benefits and taxes to finance 
the program have been increased on several occa
sions. Some of those not covered by the social 
security program are covered by other publicly 
administered pension plans. Most workers are now 
included in group programs and many are covered 
by both private and public plans.

accelerated during World War II when short
ages of manpower caused keen competition 
for workers and stabilization policies re
strained wage rate increases. This shifted 
emphasis to the provision of “fringe benefits” 
as a means of attracting and retaining 
workers.

A second period of rapid expansion began 
in 1949 when private pension plans were 
being adopted in the mass-production indus
tries. Prior to that time labor unions had 
shown only limited interest in pensions. Re
tirement programs had generally been con
sidered to be outside the province of collec-

Assets of noninsured private 
pension plans are largely 
in corporate stocks and bonds
billion dollars,market value

6 1955 1956 1957 1958 1959 I960
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tive bargaining and 
many union leaders 
looked upon them as 
“tools of management”
—at odds with the 
primary interests of 
unions and their mem
bers. By 1949 this 
attitude had changed.
The inflationary pres
sures of the immediate 
postwar period had 
subsided, the cost of 
living had stabilized 
temporarily, and this argument in support of 
further boosts of take home pay had become 
much less persuasive. Union leaders looked 
with increasing favor upon fringe benefits 
and began to view private pension plans as 
desirable supplements to the Federal Social 
Security Program.

Early in 1949 the National Labor Rela
tions Board, in the Inland Steel decision, 
ruled that pension plans were a proper sub
ject for collective bargaining. Later that year 
during the steel strike, the President’s Steel 
Industry Board recommended that the com
panies develop pension plans for wage earn
ers in the industry. Shortly thereafter pension 
agreements were signed covering workers in 
the steel mills and automobile plants and 
then spread rapidly to other industries. 
Plans negotiated in collective bargaining in
clude about 60 per cent of all employees 
covered by private pension plans.

U nderly ing factors

Rapid growth of these plans reflects, in 
part, basic social and economic changes tak
ing place in the United States — changes 
which have affected both the needs and the 
ability of individuals to provide for economic 
security in old age. The trend toward an

Coverage and assets of private pension plans

Coverage Assets (book value)
Total Insured Noninsured Tota l Insured Noninsured

(thousand employees) (billion dollars)

1950 9,800 2,600 7,200 11.7 5.6 6.1

1955 15,400 3,800 11,600 26.5 11.2 15.3

1959 20,200 4,800 15,400 44.8 17.5 27.3

1960 — — — 50.0 19.0 31.0

urbanized industrial economy with the at
tendant increase in the number of wage and 
salary workers has been a factor. Probably 
more important has been the persistent rise 
of national income which makes it easier for 
funds to be set aside for retirement plans. 
Moreover, it has become necessary for indi
viduals to plan for longer periods in retire
ment. The average life span has lengthened 
steadily while retirement age has been low
ered. Also, reflecting the general rise in 
income and levels of living, the standard of 
an “acceptable” income during retirement 
has risen.

Group retirement plans tend to be more 
efficient than individual programs because 
payment can be based on average life expec
tancy. An individual saver is faced with the 
fact that the term of his life is uncertain and 
provision for an adequate retirement income 
must therefore be estimated on the high side. 
He can, of course, “work on the basis of 
averages” by purchasing annuities as an indi
vidual. However, such policies are relatively 
expensive because of higher selling and ad
ministrative costs.

Probably the most important factor in the 
rapid growth of private pension plans is the 
differential impact of the Federal income tax
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as it applies to group and individual pro
grams. The group plans are financed largely 
by tax deductible contributions from employ
ers. About three-fourths of the plans are 
financed entirely by contributions of employ
ers and nearly 90 per cent of all contribu
tions are from this source. Except where the 
funds are administered by insurance compa
nies, the earnings on pension fund invest
ments are exempt from taxes until they are 
distributed as pension benefits.2 On the other 
hand, personal income—the source of indi
vidual savings—is subject to Federal tax and 
the earnings on individual savings are taxed 
currently rather than after retirement. Con
gress on several occasions has considered pro
posals that would exempt payments into per
sonal retirement plans by self-employed per
sons from Federal income tax but has not 
authorized such action.

Labor m obility

From the standpoint of many employers, 
pension plans are advantageous because they 
tend to reduce labor turnover, thereby help
ing to retain skilled workers and reducing 
recruiting and training costs. In some cases 
this reduction in labor mobility may prevent 
workers from making job changes, desirable 
on other grounds. The effect, like that of 
seniority, is to reduce the ability of the labor 
force to adjust rapidly to different rates of 
growth of individual firms and industries. 
The impact is greatest, of course, in the case 
of older and longer-term workers.

Pension plans also make it more difficult 
for older workers to obtain employment. A

2Insured plans are administered through insurance 
companies; noninsured plans, through a trustee,
usually a bank or trust company. A few companies 
have set up their own trustees. A minority of plans 
are of the noninsured type but they account for 
upwards of 3A of covered employees and about % 
of all private pension fund reserves.

survey conducted by the Department of 
Labor in 1956 indicated that many employ
ers consider pension costs a significant rea
son for not hiring workers over 45. This is 
because pension benefits tend not to be di
rectly proportional to years of employment 
with pension costs being relatively higher for 
the older newly hired workers.

The effect upon job flexibility would be 
less if all pension plans were fully funded 
and provided for early vesting so that accu
mulated “rights” to future benefits were not 
forfeited when workers changed jobs. How
ever, such provisions are usually not in the 
employer’s interest.

In some industries and quite commonly in 
government employment, individual workers 
continue to be covered by the same plan even 
when they change jobs. Possibly one-seventh 
of all workers covered by private pension 
plans are in so-called multi-employer plans. 
But these are usually confined to a localized

Private funds hold nearly half of total 
pension plan assets, book value, i9 6 0

Private Billion dollars

Noninsured 3 1 *
Insured 19

Government

Federal old age and
survivors insurance 20

State and local 19
Civil service 11
Railroad retirement 4
Federal disability insurance 2

Total 106

*About 29 billion dollars is in corporate pension funds, 
about 2 billion in multi-employer nonprofit organizations and 
union administered plans.
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Private pension plans are large
purchasers of corporate securities— 1960

Billion Per cent
Common and preferred stocks dollars of total

Net purchases by:
Private noninsured pension funds 1.8 52
Investment companies 1.0 28
Other institutions and foreigners 
Individuals, including personal trusts

0.6 17

and nonprofit organizations 0.1 3
Total net additions to stocks outstanding 

Bonds and notes

3.4 100

Net purchases by:
Private noninsured pension funds 1.4 23
Life insurance companies 1.6 26
State and local gov’t, trust funds 1.0 16
Other institutions and foreigners 
Individuals, including personal trusts

0.4 6

and nonprofit organizations 1.9 29
Total net additions to issues outstanding 

SOURCE: Securities and Exchange Commission

6.3 100

industry or service, members of a union or 
a professional group.

Pension funds and  persona l sav ing

Additions to pension fund reserves are 
generally considered to be part of personal 
saving. However, unlike savings kept in banks 
or savings and loan associations which can 
be converted to cash at the will of the 
holder, the “owner” does not ordinarily have 
access to the assets in a pension fund. His 
claim is conditional. One study of pension 
funds concluded that probably not more than 
half of the participants in current plans would 
ever qualify for any benefits because of

changes in jobs, pre
mature retirement or 
other reasons.

Plans may be termi
nated because of busi
ness necessity. In the 
case of a merger or the 
liquidation of a firm, 
agreements frequently 
provide that the plan 
is term inated  and 
benefits being paid 
may cease. Most plans 
limit the liability of 
the employer to the 
amount of reserves set 
aside whether or not 
these are adequate to 
meet the schedules of 
pension payments.

Some plans have no 
ad v an ce  fu n d in g . 
These are the “pay-as- 
you-go” plans where 
current pension costs 
are paid out of current 
earnings or “terminal 
funding” plans where 

annuities are purchased when eligible pen
sioners retire. Even the funded plans often 
are not fully funded in the sense that reserves 
equal past and prospective pension obliga
tions. Prospective pension claims, of course, 
are usually uncertain and a strict accounting 
between assets and liabilities, unlike most 
savings institutions, is not possible.

Loss or reduction of pensions because of 
termination or amendment of plans or failure 
of firms has not been common. However, the 
chance of loss of prospective pensions con
stitutes an element of risk to employees in 
many plans which is not present in the case 
of most alternative means of providing in-
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come for post-retirement years.
Since most individuals cannot consider 

contributions to group pension plans to be a 
direct substitute for personal savings held in 
other forms, the growth of pension funds 
probably has increased total net saving. If 
the funds contributed to pension plans had 
been paid out as wages, some portion of the 
additional current income undoubtedly would 
have been spent for current consumption 
rather than saved and invested. But if wages 
had not been raised prices of goods and 
services probably would have been lower and 
business profits possibly would have been 
higher. With larger profits, retained earnings 
of business firms as well as savings of recipi
ents of dividends probably would rise, but 
these savings would be after payment of cor
porate and personal income taxes.

Investm ent of reserves

Private pension funds have influenced the 
flow of savings to users of debt and equity 
funds. Since pension funds invest largely in 
corporate securities, they probably have in
creased the availability of funds to busi
nesses. While their holdings of common 
stocks are still small relative to the total 
market value of stocks listed on the New 
York Stock Exchange—about 4 per cent— 
the net annual addition of stock to their 
portfolios accounts for a large proportion of 
the net increase of all stock outstanding. 
However, pension funds continue to increase 
their holdings of stock and this probably 
exerts an upward pressure on stock prices.

To the extent that pension fund saving 
has replaced individual saving, there has 
been a tendency to reduce the availability of 
funds in mortgage markets. A large portion 
of individual savings is invested in mortgages 
through financial institutions such as savings 
and loan associations, mutual savings banks

and commercial banks. Pension funds have 
not invested importantly in mortgages, al
though their interest in this type of invest
ment has been increasing recently.

Large stock purchases by pension funds 
raises the possibility that trustees could influ
ence the management of the firms which 
these shares represent. It is conceivable also 
that corporate officers could use pension plan 
reserves to gain control of other firms— 
competitors, suppliers or customers—or that 
unions could use the stock holdings of union- 
controlled pension funds to influence man
agement. There is little evidence that any of 
these possibilities are becoming serious 
problems. Bank trustees, which administer a 
large proportion of private pension fund 
reserves, have sought diversification in 
“quality” stocks rather than control. And 
instances in which corporations or unions 
have attempted to use pension fund resources 
to gain advantages have been rare.

The future of private  funds

Private pension funds have become im
portant financial intermediaries serving as 
depositories for savings and a source of funds 
for business and mortgage borrowers. They 
seem destined to grow further as the labor
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force continues to increase. Also, coverage 
may be extended to additional workers 
and pension funds now in existence are likely 
to increase further as most plans have not

reached “maturity”— the point where re
tirements of covered employees assume a 
normal relation to the number of workers in 
the plans.

Interest rates in a
D uring the last decade, interest rates in 
the United States have risen appreciably 
from the low levels that prevailed in the 
1930’s and 1940’s and have undergone large 
swings during successive business fluctua
tions. The increase in yields has reflected the 
gradual working down of wartime accumu
lated liquidity and a continued heavy demand 
for credit in all sectors of the expanding 
postwar economy. Large amounts of credit 
were used to finance additions to corporate 
working capital and fixed plant, residential 
and commercial construction programs, ex
pansion of governmental facilities and serv
ices and the rapid growth of consumer debt.
At times investor expectations of further in
flation, fed by rising prices and Federal 
deficits, strengthened the demand for credit 
and the upward pressure on interest rates.

Interest rates in major European indus
trial countries also have risen to substan
tially higher levels with the sharp recovery 
of their economies from the depressed levels 
of the early postwar period and their con
tinued vigorous growth in recent years.

Cyclical swings in domestic interest rates 
have reflected changes in the demand and 
supply of credit as well as changes in investor

free market
expectations. During each business reces
sion private demand for credit has declined 
and the Federal Reserve System has acted 
to increase the supply of bank reserves. This, 
along with continued large or even rising 
flows of savings, has increased the supply of 
loanable funds and contributed to a substan-

The pattern of yields 
can have many different forms
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tial easing in the credit 
markets. As employ
ment and output rose 
in subsequent recov
ery periods, the de
mand for credit has 
generally grown ra
pidly, with the result 
that credit conditions 
tightened and interest 
rates rose.

These fluctuations, 
in turn, have produced 
markedly different pat
terns of interest rates 
on securities. To illus
trate, yields on inter
mediate-term Govern
ment securities, on 
numerous occasions in 
recent years, have ex
ceeded yields on short- 
as well as long-term 
issues—a situation de
scribed as a “humped” 
yield curve. On other 
occasions, rates on 
securities with maturi
ties of one year or less 
have exceeded those 
on intermediate- and 
long-term maturities producing an “inverted” 
or downward sloping yield curve. By con
trast, interest rate patterns in the early 
1950’s typically reflected a situation where 
yields gradually increased as maturities 
lengthened.

The 1960-61  experience

Developments in the credit markets dur
ing 1960-61, however, have differed signifi
cantly from earlier recession-recovery peri
ods. Although interest rates declined in 1960

1954 1955 1956 1957 1958 1959 I9 6 0  1961

as credit demands moderated in response to 
a slower pace of economic activity and fol
lowing actions by the Federal Reserve to 
increase the availability of bank credit, the 
downward adjustment was not as pronounced 
relative to its previous peak as in 1953-54 
and 1957-58—other recent periods of cycli
cal declines in interest rates. Moreover, the 
ensuing spread between short- and long-term 
interest rates widened less. Finally, interest 
rates did not rise appreciably in the second 
quarter of 1961 despite the fact that the

Since 1951  interest rates have responded 
sharply to changes in business activity
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economy was undergoing a rapid recovery 
from the recession and long-term borrowing 
by business firms and state and municipal 
agencies had surged ahead sharply.

Through the end of July 1961, yields on 
short-term securities continued to fluctuate 
narrowly around the lows reached more than 
a year earlier, while yields on long-term 
securities registered only modest increases 
from the recession lows reached in the late 
winter of 1961. Interest rates during this 
period reflected a degree of stability not seen 
since the 1940’s when the Federal Reserve 
System was supporting the Government bond 
market.

Yields on debt securities of all maturities 
began declining in January 1960 while most 
business indicators continued to show 
strength, expectations remained optimistic 
and Federal Reserve policy continued re
strictive. This decline preceded 
by roughly five months any gen
eral confirmation of a decline in 
economic activity. The marked 
shift in position of the U. S.
Treasury appears to have been a 
major factor in this early decline 
of interest rates, signaling easier 
conditions in the credit markets.
The Federal budget message sub
mitted in January 1960 indicated 
the Government would run a siz
able surplus in its operations 
through December 1960 com
pared with a net cash deficit on 
the order of 8 billion dollars in 
both 1958 and 1959.

A swing of this magnitude in 
the Government’s credit require
ments could materially ease the 
demand pressure on the credit 
markets. As projected, a substan
tial increase in Federal budget

receipts combined with lower expenditures 
during January-June 1960 enabled the Gov
ernment to make a net cash repayment of 
5.8 billion dollars on the Federal debt. In 
contrast, net Federal cash borrowings had 
amounted to almost 1 billion dollars in the 
first six months of 1959 and 7.6 billion in 
the second half.

Developm ents ab ro ad  are  im portant

The absence of any further appreciable 
decline in domestic interest rates after mid- 
1960, despite further slackening in business 
activity and easier credit policies, is traceable 
in substantial degree to developments in the 
international sector. During the first half of 
1960 short-term interest rates in this country 
and in leading European industrial nations 
moved in opposite directions, producing a 
large yield spread in favor of European

Long-term  interest rates have risen 
in major industrial countries

per cent
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money markets. The 
higher interest rates 
abroad primarily re
flected a vigorous 
demand for cred it 
associated  with the 
high levels of Euro
pean business activity 
and, to a lesser extent, 
credit restraints im
posed by the monetary 
authorities to restrain 
inflationary pressures 
in the ir respective 
countries.

Between January 
and June 1960 the 
gross spread between 
3-month United States 
and United Kingdom 
Treasury bills widened 
from zero to more 
than 3 percentage 
points. In the circumstances the outflow of 
short-term funds from the United States to 
Europe accelerated appreciably, partly be
cause foreign and domestic investors alike 
converted dollars to foreign currencies to take 
advantage of the higher yields available 
abroad and as borrowers of funds for use in 
other countries were attracted by the com
paratively low cost of credit in the American 
market. In the latter part of 1960 these 
short-term outflows were further accelerated 
by a deterioration in confidence in the ex
change value of the dollar.

“Recorded” net outflows of short-term 
capital rose from an annual rate of 600 mil
lion dollars in the first quarter of 1960 to a 
record rate of 2.2 billion in the fourth quar
ter, and it is estimated that sizable amounts 
of short-term funds, not reflected in the 
official reporting systems, were also shifted

Interest rate spread between long- and 
short-term U.S. Government securities less 
pronounced in 1960-61 than in prior recessions

per cent (inverted scale)

abroad. In the process, the dollar balances 
of foreign central banks rose substantially 
and a portion of these higher balances were 
used to buy gold from the U. S. Treasury. 
During the year the Treasury’s monetary 
gold stock declined 1.7 billion dollars—with 
nearly 1 billion occurring in the final three 
months of the year. This gold drain might 
have placed severe pressures upon the re
serve positions of commercial banks if the 
effects had not been offset by the Federal 
Reserve.

Crosscurrents for m onetary  policy

Higher interest rates, particularly on short
term securities, might have helped to check 
the outflow of funds from the United States, 
but the slack in employment and manufac
turing in the domestic economy clearly called 
for a policy of continued credit ease and
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this, of course, in a period of easing demand 
for credit, entails downward pressure on 
interest rates.

In an effort to avoid contributing to any 
undue decline in short-term rates which 
might accelerate the outflow of short-term 
funds, the Federal Reserve provided the de
sired reserves to commercial banks largely 
by means other than purchasing Treasury 
bills. Beginning in October 1960, the Federal 
Reserve Open Market Committee placed 
greater emphasis on the purchase of Govern
ment securities other than Treasury bills— 
certificates, notes and bonds up to 15- 
months’ maturity. Between August and De
cember the Board of Governors initiated 
changes in member bank reserve require
ments and vault cash requirements which 
added approximately 1.9 billion dollars to 
member bank reserves. And in the latter 
part of February 1961 the Federal Reserve 
Open Market Committee began conducting 
transactions in the entire range of Govern
ment securities.

Stability  returns to the m arket

The continued relative stability of interest 
rates that prevailed in the credit markets dur
ing the first half of 1961 reflected, as usual, 
the interplay of many factors affecting both 
the demand and supply of loanable funds as 
well as investor expectations regarding the 
future course of interest rates. The supply 
side was augmented by a continued high 
level of consumer saving reflected in increases 
in time deposits, savings and loan shares and 
other personal liquid asset holdings. Net 
business demand for funds from the securi
ties markets rose to a record 6.2 billion dol
lars, compared with about 4.5 billion in the 
first half of both 1959 and 1960. Net borrow
ings by state and municipal agencies also 
continued in large volume and at the end of

June dealers’ inventories of unsold munici
pals stood at a record 533 million dollars.

These demand pressures, however, were 
somewhat offset by a lower level of mortgage 
financing, a slackening in business loan de
mand from banks and reduced demands for 
consumer credit. A 3 billion dollar net cash 
repayment of Federal debt during January- 
June 1961 also helped the markets to absorb 
the substantial volume of business and mu
nicipal financing without any appreciable 
tightening of credit or upward movement of 
interest rates.

But the possible dampening effects on 
short-term rates of this debt repayment may 
have been checked by the Treasury’s greater 
reliance upon the issuance of short- and 
intermediate-term securities in its debt re
funding operations as well as sales of such 
securities by the Federal Reserve for its own 
account and in behalf of various Govern
ment trust funds, with offsetting purchases 
of longer-term securities.

In 1960 European short-term 
interest rates rose substantially 
above those in United States

per cent

Note: Monthly average market yields for 3-month 
bills, except Germany which reflects end-of-month yields.
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In recent months the movement of funds 
abroad, which was a source of considerable 
upward pressure on interest rates in late 
1960, has greatly diminished. Recorded net 
outflows of short-term funds from this coun
try have declined from an annual rate of 2 
billion dollars in the first quarter of 1961 to 
less than 100 million in the second quarter.

Restoration of international confidence in 
the dollar was probably the major factor 
behind these reduced outflows. This renewed 
confidence stemmed from the U. S. Govern
ment’s announced determination to maintain 
the existing gold parity of the dollar as well 
as from the attainment of an export trade 
surplus of close to 6 billion dollars, annual 
rate, in the first half of the year. In addition, 
interest rates in Europe were reduced late 
last year and further this year in an effort to 
discourage large inflows of funds into major 
European financial centers.

Recently there has been some evidence of 
short-term funds flowing back to this coun
try in the face of mounting international ten
sion in Europe and—prior to initiation of a 
British austerity program— uncertainty 
about the value of the pound. Since the end 
of February the Treasury has made modest 
net purchases of gold approximating 80 mil
lion dollars. Thus, what previously has been 
an important drain of funds from the United 
States was now neutralized, at least tempo
rarily.

Recent developm ents

Since mid-1961, the broad and vigorous 
rise in economic activity plus an expansion 
of Government spending programs (without 
any immediate tax increases) have con
tributed to a shift in general expectations in 
the direction of increased credit demands and 
possible renewal of inflationary pressures. 
Gross national product, industrial production

and personal income are now at record lev
els. Reflecting the impact of the President’s 
recent request for an additional 3.5 billion 
dollars for defense programs, the Govern
ment’s latest published official estimate of the 
Federal budgetary deficit for the year ending 
June 30, 1962, has been increased to 5.3 
billion dollars. This compares with a deficit 
of 3.9 billion for the fiscal year just ended 
and a 1.2 billion surplus in fiscal 1960.

These developments have tended to 
strengthen the demand for equities and the 
preferences for shorter, as compared to 
longer-term bonds. During the first half of 
August, common stock prices rose to record 
highs. Meanwhile, bond dealers reported dif
ficulty in finding buyers at existing prices, and 
there were further reports of investors switch
ing from long bonds to shorter maturities in 
anticipation that interest rates would rise. 
During the last half of August yields on 
Government securities were at their highest 
levels in over a year although monetary 
policy continued “easy” and credit was 
readily available to all “qualified” borrowers.

Workbook on money revised

The Federal Reserve Bank of Chicago’s 
booklet on the money-creation process, 
e n t i t l e d  M O D E R N  M O N E Y  M E 
CHANICS  —  a workbook on deposits, 
currency and bank reserves, is now avail
able for distribution to banks, business 
organizations and educational institu
tions. Copies may be obtained by request 
to the Research Department, Federal 
Reserve Bank of Chicago, Box 834, Chi
cago 90, Illinois.
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