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T HE OF B U S I N E S S

A new surge in steel

IProduction of steel reached an annual rate 
of 132 million tons in mid-February, the 
highest since last August and equal to the 
record yearly total for 1965. Order trends 
indicate a further rise in March and April, 
and some industry sources anticipate a very 
tight market for steel by the middle of the 
second quarter.

These prospects contrast markedly with 
views of most informed observers only a few 
months ago. As late as the turn of the year, 
it was generally assumed that appreciable 
margins of unused capacity would exist for 
most steel products throughout 1966. Steel 
was expected to be one manufacturing sector 
where production would fall below the 1965 
level because of inventory reductions, even 
if consumption increased somewhat. Why did 
the steel picture change so abruptly?

Consumption up sharply

Steel orders declined for less than a month, 
following the labor-management agreement 
in early September. Orders in December were

at the highest level since April and backlogs 
rose as orders exceeded shipments. In Janu
ary and February, order lead times length
ened. Many steel workers laid off earlier were 
recalled.

The main reason for the higher-than-ex- 
pected level of steel demand appears to be 
the extremely rapid increase in the “chew 
up”—the high rate of steel utilization by 
manufacturers and other users.

Last year shipments of steel to U. S. con
sumers, from United States and foreign pro
ducers combined, totaled 101 million tons, 
exceeding the previous record for 1964 by 
about 14 per cent. But activity in the princi
pal steel-using manufacturing groups—metal 
fabricating, machinery and motor vehicles— 
was up 13 per cent.

Activity in steel-using manufactures, mea
sured by movements in the relevant compo
nents of the industrial production index, does 
not always closely reflect changes in total 
steel shipments, partly because of variations 
in product mix and changes in inventories.
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In recent years, however, this relationship has 
been fairly close.

Manufacturers’ receipts of steel from all 
domestic and foreign sources amounted to 69 
million tons in 1965, according to a Depart
ment of Commerce estimate. (About 30 per 
cent of all steel products shipped from mills 
and warehouses goes to outlets other than 
manufacturers.) Consumption by manufac
turers—defined as steel put into production 
—was estimated at 67 million tons last year. 
During 1965, therefore, manufacturers’ in
ventories of purchased steel apparently in
creased only about 2 million tons, an addi
tional 10 to 12 days’ supply at the fourth- 
quarter rate of consumption.

During the first eight months of 1965 
manufacturers’ inventories of steel rose by 6 
million tons. But in the final four months of 
the year, two-thirds of this accumulation was 
worked off.

At the beginning of 1966, manufacturers’ 
holdings of steel amounted to a 2.3 months’ 
supply compared with 3.4 months at the end 
of August and 2.1 months a year earlier. By 
the end of February this ratio may have de
clined to 2 months, near the average of re
cent years.

Prices and defense needs

At present, steel buying reflects factors 
other than current usage. Overall, steel prices 
have been firm and posted prices of certain 
types, notably structural, have been in
creased moderately. But the main concern of 
purchasing agents is availability, not the pos
sibility of price increases. By and large, steel 
purchasers are not protected against future 
price increases by advance orders because 
prices charged are those in effect at the time 
of shipment.

Supplies of most types of steel from 
domestic and foreign sources appear to be

Steel orders have been rising 
since September, 
output since November

sufficient for prospective needs, in the ab
sence of panic buying and hoarding. But in
formal allocations, “set-asides,” have been 
increasingly important in the case of copper 
and aluminum. The trade and financial press 
has carried numerous reports that similar 
measures may be on the horizon for steel. 
While such a prospect appears remote for the 
bulk of steel products, alloy steels may be a 
special case. For some months, short supplies 
of molybdenum have restricted output of cer
tain high-speed tool steels. Supplies of manga
nese, tungsten and some other alloying metals 
also have caused concern.

Direct military use of steel currently ac
counts for only 2 or 3 per cent of the total 
supply. Memories are still fresh of the Korean 
war period, however, when substantial quan
tities of steel were channeled to the produc
tion of ships, military vehicles and ordnance. 
Steel buying therefore is being influenced in
creasingly by widespread concern over uncer-
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tainties on the course of events in Southeast 
Asia and the possibilities of price inflation. 
These factors have caused many manage
ments to moderate and, in some cases, to 
reverse inventory reduction plans.

Steel use still expanding

Even without an appreciable step-up in 
direct military needs for steel, it appears that 
consumption in principal steel-using indus
tries will be at least as large in 1966 as last 
year. Construction takes almost 30 per cent 
of all steel, directly or indirectly; about 25 
per cent is used in the production of ma
chinery and equipment; and a similar propor
tion in motor vehicles. About 10 per cent of 
steel usage is accounted for by containers and 
the remainder is divided among a variety of 
miscellaneous categories.

Construction of large public, commercial 
and industrial build
ings, and public works 
in 1966 will exceed

Business e q u ip m e n t output—including 
farm and construction machinery—exceeded 
the previous year by almost 20 per cent in 
1965. Order backlogs continued to rise 
throughout the year and at the beginning of 
1966 were 19 per cent above a year earlier. 
For the foreseeable future, increases in out
put of business equipment apparently will be 
limited only by the capacity of producers of 
these items, especially by the men and ma
terials available to them.

The motor vehicle industry produced 9.3 
million passenger cars and 1.8 million trucks 
in 1965—far more than ever before. Industry 
sources expect an approximately equal num
ber of cars and trucks to be assembled in the 
current year. First-quarter schedules call for 
output at about the level of the same period 
of 1965, thought at the time to be abnormally 
high because losses of production caused by

last year by 5 to 10 per 
cent, according to 
widely cited projec
tions. The main uncer
tainty in the construc
tion outlook has cen
tered on housing which 
uses relatively less 
steel per dollar of out
lay than nonresidential 
construction. Backlogs 
of orders for fabri
cated structural steel, 
as reported  by the 
American Institute of 
Steel Construction, 
were 16 per cent above 
a year earlier at the 
beginning of the cur
rent year.

Steel output and shipments— 
the eleven year record

Ingot
production

Shipments 
of steel 

products' Exports Imports
(millions of tons)

Total
domestic
supply2

Imports as 
per cent of 

domestic supply

1955 117.0 84.7 4.1 1.0 81.6 1.2
1956 115.2 83.3 4.3 1.3 80.3 1.7

1957 112.7 79.9 5.3 1.2 75.8 1.5
1958 85.2 59.9 2.8 1.7 58.8 2.9
1959 93.4 69.4 1.7 4.4 72.1 6.1
1960 99.3 71.1 3.0 3.4 71.5 4.7

1961 98.0 66.1 2.0 3.2 67.3 4.7

1962 98.3 70.6 2.0 4.1 72.7 5.6
1963 109.3 75.6 2.2 5.5 78.9 6.9
1964 127.1 84.9 3.3 6.4 88.0 7.3

1965 131.2 92.7 2.4 10.4 100.7 10.3

’Shipments av e rag e  abou t 70 per cent of ingot production, the difference being a c 
counted for by scrap, rejects and changes in mill inventories.

’Shipments o f steel ingots by United States producers minus exports plus imports.
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strikes were being made good. Assuming last 
year’s numbers of motor vehicles are dupli
cated in 1966, steel requirements probably 
will be somewhat higher because of a trend 
toward larger cars.

Steel consumption by producers of con
tainers and other miscellaneous customers 
can be expected to expand in proportion to 
overall activity.

In view of a generally rising output trend, 
particularly in steel-using industries, it is not 
surprising that some industry analysts are 
forecasting another new high for steel output 
in 1966.

M ore capacity— higher quality

Outlays on new plant and equipment for 
expansion and modernization by domestic 
steel firms are estimated to have totaled over 
1.9 billion dollars in 1965, 13 per cent above 
the previous year. A further increase in capi
tal spending by the industry to over 2 billion 
dollars is expected in 1966. Last year’s out
lays would have been even larger, but for de
lays in deliveries of machinery and equipment 
and in the fabrication of structural steel.

The last American Iron and Steel Institute 
estimate of steel-making capacity published 
in 1960 placed the industry potential at 149 
million tons of ingots annually. Unofficial 
private estimates would raise this total cur
rently to about 175 million tons—far more 
than the highest projections of needs for 
1966. There is a serious question, however, 
whether estimates of maximum ingot capacity 
are meaningful under present conditions of 
demand.

In March and April of last year, steel firms 
were operating under forced draft to accom
modate needs for current consumption and 
demands for additional steel for inventory as 
a hedge against a possible extended strike that 
might have begun as early as May. Neverthe

less, the peak production period saw output 
at an annual rate of about 145 million ingot 
tons for nine successive weeks from February 
27 through May 1, 1965. Operations at this 
level required the activation of obsolete open 
hearth furnaces slated for retirement, and the 
use of various steel-making and finishing 
facilities that would have been shut down for 
repair and renovation under normal condi
tions.

Doubtlessly, the ingot rate could have 
been increased still further last spring by 
placing other idle open hearth furnaces into 
production. But finishing capacity was inade
quate to turn out the additional sheets, plates, 
structural and galvanized products that cus
tomers were eager to obtain. Output of most 
finishing facilities can be increased by speed
ing up runs, but at the risk of breakdowns 
and at the cost of deterioration in product 
quality. Customers, however, were not pre
pared to accept lower quality steel products 
last year as had been the case in earlier peri
ods of peak demand. High-speed processing 
equipment and modern quality control com
monly prevent the use of materials that do not 
pass rigid inspection.

The new  ro le  o f imports

As late as 1955 imports of steel products 
totaled only 1 million tons and exports 
amounted to 4 million tons. Last year imports 
reached 10.5 million tons and accounted for 
over 10 per cent of total shipments to domes
tic users. Exports last year were only 2.4 
million tons.

Foreign producers—principally in Japan, 
Belgium, Germany, France and Great Britain 
—first made serious inroads in domestic 
markets during the long steel strike of 1959. 
Since then foreign steel has become particu
larly important in periods of heavy demand 
when strikes were imminent, and for some
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users, as a continuing source. Trade relation
ships and distribution channels have been 
established and improved. Foreign steel pro
ducers have modified their production and 
shipping practices to conform to the United 
States market.

Early problems of inadequate quality that 
tended to confine imports to rougher grades 
of steel, such as barbed wire and reinforcing 
bars, have been overcome to a large extent 
by careful hand inspection. In recent years, 
growing quantities of excellent sheet, tin 
plate and other higher-priced steel products 
have been imported.

The main deterrent to even larger imports 
is the long lead time on orders, often four to 
five months compared with a few weeks on 
most orders placed with domestic mills.

Steel-using activities have 
outpaced total manufacturing
1960*100

xHigh production following 1959 strike.
^Production rise prior to labor-management agreements.

Some important foreign steel producers 
are operating their facilities below capacity at 
the present time and would like to maintain 
or increase sales to the United States. Often 
these firms are prepared to offer steel at prices 
appreciably below those prevailing here.

Steel firms in the United States are vigor
ously supporting legislation to strengthen the 
Anti-Dumping Act of 1921. They maintain 
that foreign steel firms are aided in interna
tional trade by subsidies and tax rebates that 
encourage them to “dump” excess steel 
abroad at low prices.

A critical period ahead

Views expressed in recent years that the 
vital role of steel in the U. S. economy was 
waning have been muted, at least tempo
rarily, by developments since 1964. Con
sumption of steel products may reach or 
exceed 100 million tons this year. Such a 
volume of finished steel implies ingot produc
tion of about 145 million tons. Without the 
supplement of foreign steel, it would be 
necessary for the domestic steel industry to 
operate for the entire year at the high rates of 
March and April 1965.

Perhaps, with the new facilities coming on 
stream, this could be done. With domestic 
output again augmented by sizable net im
ports, supplies of most types of steel should 
be adequate to prospective needs, without the 
need for rationing by sharp price increases 
or administrative controls.

Adequate availability of any product, at a 
given time, cannot be assured by the total 
quantity available through the course of a 
year. It is necessary that purchases and con
sumption proceed on an orderly basis con
sistent with current requirements. Recent de
velopments do not suggest that the business 
atmosphere is conducive to unreasoned 
speculation.
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The U. S. population boom
Past or continuing; asset or liability?

O n e  of the most widely heralded develop
ments since World War II has been the popu
lation explosion. Reams have been written on 
the dismal outlook for the less developed 
lands where accelerating growth of popula
tion—largely ascribable to advances in com
municable disease control—appears to be 
outstripping the ability to provide food and 
other means of subsistence.

The dreary Malthusian prognosis appears 
to have found confirmation in the critical 
shortage of food already confronting India, 
and its relevance may be imminent for other 
lands as well: mainland China, much of the 
rest of southeastern Asia, the Near East and 
major sections of Africa and Latin America. 
In many parts of the world, population in
crease is to be dreaded because of the low 
level of living and the delicate balance be
tween numbers and the capacity to support 
them.

The participation of the United States in 
the population explosion was somewhat sur
prising to many observers in the early post
war years. But, in sharp contrast to the areas 
where growth seemed to spell impending 
disaster, in this country the population up
surge was interpreted commonly (if not 
necessarily correctly) as a big plus in the 
economic outlook, a force that would help 
sustain expansion of national income.

Birth ra te  th e  key

Recognition that a strong uptrend in popu
lation was under way in the postwar United 
States came slowly and only after a succes

sion of projections had fallen well short of 
actual experience. Any population change, of 
course, is simply the difference between 
births and deaths, with allowance for migra
tion; the United States’ death rate is rela
tively stable and predictable and immigration 
has long since become a minor factor. Thus, 
the decisive factor in change—crucial in any 
projection—is the number of births. Future 
births, unlike deaths, cannot be readily esti
mated by reference to actuarial tables.

For some years after World War II, it ap
peared that preferences relating to family size 
had changed, young couples now preferring 
three, four or even more children while in the 
Forties and earlier they were content with 
two or three. Whether such a shift in atti
tudes actually took place remains in some 
doubt since it seems evident that the sharp 
rise in births during the late Forties and the 
Fifties was to an important extent merely a 
recovery from the abnormally low birth rates 
of the depression and wartime years. The rise 
also was related closely to the sizable increase 
in marriages that occurred after postpone
ments during the War.

In retrospect, it appears as if the domestic 
population explosion had already lost much 
of its steam by the time its presence was 
widely recognized. It was with the advent of 
the Sixties that the outlook began to change, 
and projections were scaled down. Although 
the nation’s birth rate had begun to decline a 
few years before, the number of births peaked 
out only in 1961.

The total population of the United States 7
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U. S. popu la tion -
sights lowered in recent projection 
after earlier upward adjustments
million persons

1965 projection 1970 projection 1975 projection

*High, low and two medium estimates relate to four sets of birth 
projections.

continues to climb, but yearly in
creases have been shrinking since 
1961. Last year’s increase of 
something less than 2.4 million 
compares with a gain of more 
than 3.0 million 4 years before.
Births reached 4.3 million in 1957 
but since then have tapered off, 
totaling 3.8 million last year, the 
smallest since 1951.

New family planning methods 
available in the past 5 or 6 years, 
and reported to have gained wide
spread acceptance, may have been 
a significant influence on the re
cent course of births. How signifi
cant cannot yet be gauged, but 
this is a factor that could assume 
heightened importance in the fu
ture. Indeed, some observers an
ticipate a considerably smaller 
upturn in births, following the 
anticipated rise in marriages later 
in this decade—the initial “echo” of the post
war baby boom—than might have been ex
pected in the absence of the new family 
planning methods.

2 0 0  million n e x t y e a r

Since 1946, the nation’s population has 
risen 37 per cent or 53 million, a number 
larger than the total population in 1880. 
Growth in numbers has been virtually as great 
in the past half century as it had been in the 
century and a half before.

At the beginning of 1966, the United 
States population totaled about 196 million 
and is expected to push past the 2 0 0 -million 
mark sometime toward the end of 1967. The 
path of growth over the longer term, how
ever, remains uncertain. Official projections 
typically are based on several assumptions 
relating to fertility and birth rates. Inevitably,

the further ahead a projection reaches, the 
wider the gap between the high- and low- 
fertility estimates. Some indication of the 
difficulties involved in population estimation 
during a period of changing birth rates is 
given by a comparison of several postwar 
projections prepared by the Census Bureau 
(see above chart). Especially conspicuous are 
the downward revisions in the most recent of 
these, which take into account the decline in 
fertility of the past several years. The earlier 
projections reflected successive upward ad
justments made as the upsurge in births after 
World War II persisted on into the decade 
of the Fifties.

Despite recent reevaluation of the popula
tion outlook, all indications are that substan
tial gains still lie ahead, not only for the cur
rent decade but for a considerable period 
beyond. Moreover, the numbers in several
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critical age brackets are bound to continue 
growing at a brisk rate. Because the persons 
involved are already born, it is a foregone 
conclusion that totals in the school-age 
ranges—particularly beyond the grade-school 
ages—will continue to climb rapidly. Both 
the 14-17 year high school age group and the 
18-21 year college age group are due to ex
pand markedly for a term extending well be
yond the present decade. Similarly, the num
ber of young people each year reaching the 
age of entrance into college or the labor force 
inevitably will remain high or on the rise 
during the remainder of the Sixties and climb 
appreciably further in the coming decade

New highs in store 
for populations reaching 
school and working ages
million persons

(see chart). It is notable, however, that the 
number of persons crossing the 45-year mark 
is expected to hold steady for the next few 
years and then decline somewhat, a factor 
suggesting that the median age of the nation’s 
labor force will drift downward for some 
years to come.

The “ d ependents”

In sharp contrast to its postwar perform
ance up until the present, population in the 
active working-age range, 20-64 years, is 
likely to grow more nearly at the same rate as 
total population, if future births are in line 
with the assumptions underlying the current 
middle-range projections. Before now, high- 
level births and the movement of substantially 
increased numbers into retirement age com
bined to intensify demands upon the nation’s 
working age population, especially its labor 
force. Between 1945 and 1965, the number 
of persons under 20 years old and over 64 
grew from 41 per cent to 49 per cent of the 
total population. In prospect is a period in 
which the ranks of those below and above the 
20-64 year range will hold quite stable as a 
proportion of the total population. The cost 
of supporting young people of school age and 
younger and elderly persons beyond working 
age, which earlier had imposed a mounting 
“burden” upon both household and govern
ment budgets, thus should advance in the 
future at a rate more or less in line with the 
expansion in national income.

Rapid labor force g row th  in prospect

The rising numbers of persons expected to 
reach working age each year during the re
mainder of the Sixties and the next decade 
will pose both a challenge and an opportunity 
for the American economy. The challenge 
will be to generate employment opportunities 
for the many comparatively inexperienced
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young persons who will be entering the job 
market. At the same time, the availability of 
larger numbers of persons of working age— 
particularly young people who possess good 
basic training (while lacking work experi
ence)—should make it possible to achieve 
substantial gains in aggregate output and 
national income.

Some observers contend that the new fam
ily planning techniques will open up a new 
role for female members of the nation’s ex
panding labor force. The ability to space out 
the arrival of children or defer child bearing 
effectively may enable young women to hold 
their jobs for longer terms than in the past. 
They could thus move upward to more re
sponsible and more productive positions than 
when labor force participation was of short 
duration and subject to unpredictable inter
ruption or termination. A corollary is that 
families may enjoy the earnings of two bread
winners for lengthier initial periods, when the 
need to accumulate household and financial 
assets is greatest, and thereby achieve levels 
of economic well-being that had been harder 
to reach when the wife’s work experience, if 
any, was brief. Such possibilities would con
tribute materially to the size and productive
ness of the total labor force and therefore to 
the total income and output of the economy.

Population g ro w th — boon or bane?

In the world’s poor and underdeveloped 
lands, the main restraint on population 
growth is the limited capacity to provide sub
sistence, and the tendency for population to 
press relentlessly against productive capabili
ties has been a critical obstacle to economic 
advance. It seems quite evident that wide
spread improvement in material well-being in 
such areas will come only when some success 
is realized in stemming the tide of births.

10 While those nations fortunate enough to have

achieved significant improvement in output 
per capita may have been able to afford 
population increase, the question remains 
whether they have needed it or would have 
been still better off without it.

Growth in numbers appears at times to 
have fostered progress much in the manner 
of such influences as technological innovation 
and territorial development. In the United 
States, especially rapid economic advance 
during the latter half of the 19th century has 
been widely attributed to the combined in
fluence of such factors as the opening and 
settlement of the West, the construction of a 
vast rail network and the building activity 
needed simply to keep abreast of large in
creases in population. Subsequently, in the 
depressed Thirties, fears were widespread 
that chronic stagnation had arrived, since no 
new investment outlet comparable to the rail
roads appeared in sight, no new section of 
the country remained to be developed and, 
significantly, population growth had slowed 
and was believed soon to cease altogether. 
Nevertheless, unmatched expansion has 
occurred since that time—and with it a re
newal of population increase.

Undoubtedly, the growth in numbers dur
ing the postwar years at times has been a sus
taining influence on important sectors of the 
economy and has left its mark on an impres
sive overall performance. The huge volume 
of residential construction and high level out
put of home appliances, home furnishings 
and automobiles that have been attained in 
recent years partially reflect the influence of 
population development, as does the sharp 
rise in state and local government expendi
tures, much of it devoted to construction of 
schools, highways, sewerage and water- 
supply facilities.

On the other hand, expansion in the size 
of the community’s total supply of houses,
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automobiles, roads, refrigerators and schools 
has been bought in a measure at the price of 
growth in the per capita supply of these 
things and a host of assets of other kinds as 
well, and the benefits that might have accrued 
in even higher levels of individual income and 
economic well-being than have been reached. 
In fact, of course, technological progress, the 
sharpening of labor’s skills, the spread of 
education and the accumulation of capital 
have considerably outpaced population 
growth, so that striking gains nevertheless 
have been realized in per capita income.

A cautious verdict

What the course of this nation’s develop
ment might have been in recent times if popu
lation had climbed less rapidly, or not at all, 
cannot be known. But it is plain that growth 
in numbers, taken by itself, dilutes growth in 
output and income on a per capita basis.

To the degree that fiscal and monetary

measures and judicious long-range invest
ment planning by businesses and govern
mental bodies can be relied upon to aid in 
keeping overall productive activity on a path 
of stable expansion, population increase 
loses much of its usefulness as a sustaining 
force. In such circumstances, growth in popu
lation may be envisaged not as energizing the 
economy but instead as a factor working 
counter to the achievement of rapid eco
nomic advance. In a sense, then, population 
growth militates against economic progress 
in a developed society—much as it does in 
an undeveloped society. But, there still is a 
big difference. To the poor society, popula
tion increase is a positive barrier to advance. 
To a developed and thriving society—in ex
perience so far, at least—increasing numbers 
at worst have served only to retard the growth 
of per capita income, while at best they have 
on occasion provided a useful catalyst to eco
nomic achievement.

11
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State and local governments
stress earning assets

T h e  practices of state and local govern
ments in managing their liquid assets have 
changed markedly in recent years. Smaller 
portions of tax funds and proceeds of bor
rowing not immediately needed are kept in 
the form of currency and demand deposits 
while more is held in the form of interest- 
bearing assets, such as Treasury bills, time 
deposits at banks and shares of savings and 
loan associations. Moreover, the division be
tween time deposits and savings and loan 
shares and other earning assets has under
gone considerable modification. These 
changes in the mix of liquid asset holdings 
have been occurring within a steadily rising 
total of such assets.

Financial assets of state and local govern
ments increased 9 billion dollars during 
1965, a larger gain than in other recent years, 
according to the Federal Reserve Board’s 
flow-of-funds accounts. By year-end, the 
total reached 82 billion dollars, more than 
twice the level of a decade earlier and not 
far below the Federal Government’s holdings 
of 90 billion dollars. Reflecting not only 
growth in the size of asset holdings but also 
the advance in market yields during the 
period, interest earnings of the state and local 
units have advanced sharply. Receipts from 
this source, totaled 919 million dollars in 
fiscal 1963-64 and were three and one-half 
times as great as 10 years earlier.

“ Reserves” held fo r income

Cash and securities held by the state and 
12 local governments fall into two broad cate

gories related to the purposes that they serve. 
On the one hand, there are the reserves 
associated with a variety of insurance trust 
activities carried on by the governments. The 
largest of these reserves is derived from the 
joint Federal-state unemployment compensa
tion system. As this program operates, pay
roll tax receipts and benefit disbursements 
seldom mesh closely, nor are they expected 
to. Indeed, it is because of this that unem
ployment insurance is classed as one of the 
economy’s income supporting “built-in sta
bilizers.” In prosperous times, tax collections 
are high and benefit payments low, while in 
recessions the opposite is true. Consequently, 
a key role is played by the reserve fund, which 
tends to grow when receipts exceed outflow 
and shrink when payments are greater than 
tax income.

The unemployment compensation re
serves, which are held in the U. S. Treasury 
and hence recorded in the Federal Govern
ment’s accounts rather than the states’, are 
invested in interest-bearing Government obli
gations. The yield on these securities is an 
important supplement to tax collections as a 
source of program income. Over a long 
period of time, total income including interest 
earnings can be expected roughly to match 
expenditures, but in shorter periods, of 
course, there may be sizable differences be
tween the two flows.

Similar in purpose are the reserves asso
ciated with a large number of public employe 
retirement systems which are administered 
directly by the state and local governments.
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Invested in income-producing assets (Trea
sury obligations, municipal bonds, mortgages 
and corporate bonds and sometimes equi
ties), these holdings are essential to the 
financing of the programs to which they are 
tied. Their size and that of unemployment 
compensation reserves are a measure of the 
savings that the public insurance programs 
have accumulated.

Holdings to  m eet transaction needs

Quite different from the reserve-type finan

cial holdings are the transaction balances 
associated with current operations, capital 
expenditure projects and debt retirement. In 
recent years, current operating balances have 
accounted for about three-fifths of the total, 
with bank funds and debt service monies each 
constituting one-fifth. Again, it is because 
inflow and outflow are not smoothly synchro
nized that liquid balances are maintained. 
Tax collections, which make up the bulk of 
state and local government income inflow, 
often are concentrated at certain dates dur-

The time profile of ta x  collections

A special survey o f monthly and quarterly 
state and local tax receipts made by the G ov
ernments D ivision o f the U . S. Bureau o f  the 
Census for 1962 underscores the magnitude 
o f short-term swings in tax incom e ( Tax 
Revenue o f  State and Local G overnments in 
Calendar 1962, August 1963). Quite com 
monly, as much as half or more of total 
annual property tax receipts— the leading 
source o f support for the local governments 
— are realized in two months o f the year, 
with negligible collections in other months. 
For selected major counties in the Seventh 
Federal Reserve District, the proportions of 
total 1962 property tax collections (for all

For the same counties, tax collections in the 
year’s peak month exceeded those of an im
mediately adjacent month by margins rang
ing from as little as roughly 3.5 to 1 (Polk  
C ounty) to 33 to 1 (C ook C ounty).

In the Census study, state tax collections 
are shown only on a quarterly basis, a factor 
tending to lessen the apparent degree of sea
sonal variation. N evertheless, the portions of 
1962 tax receipts accounted for in the indi
vidual quarters varied considerably. Differ
ences between the high and low  quarter per
centages were as follow s for leading state 
taxes in the District:

local units within the counties) were the fo l
lowing for the two high months and two low

Tax 111. Ind. Iowa Mich. Wis. 
(percentage point spread)

months ot the year: Sales 2.9 7.0 1.2 2.6 *
Proportions of 

annual collections Motor fuel 4.5 12.1 4.6 6.2 8.9
2 high 2 low Incom e

County months months Personal 54.7 33.3

Cook (C hicago)
(per cent) 

62.1 0.8 Corporate 31.4 55.9

Marion (Indianapolis) 84.4 0.2 V ehicle and
Polk (D es M oines) 48.8 1.4 drivers
W ayne (D etroit) 64.2 1.3 licenses 59.1 67.7 74.4 44.7 1.9
M ilwaukee 75.9 1.7 *Tax effective February 1
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ing the year. The ir
regularity of tax re
ceipts is especially 
pronounced for the 
local governments, 
whose mainstay is the 
property tax, but siza
ble swings in collec
tions also are common 
for the leading sources 
of state income (see 
page 13, “The time 
profile of tax collec
tio n s” ). Likewise, 
some expenditures, 
such as those for con
struction , show a 
strong seasonal pat
te rn.  But  overa l l  
spending is more near
ly cont inuous,  with 
payroll and vendor 
disbursements and 
welfare payments oc
curring in a fairly 
regular and predicta
ble monthly cycle.

Obvious ly ,  the 
sharp fluctuations in 
revenues and expendi
tures that occur during 
the year imply the 
need to keep liquid 
assets—cash or short
term investments—to 
aid in financing oper
ations at times when 
payments exceed cur
rent receipts. This is 
the sole function of 
such holdings, in con
trast to insurance trust 

14 reserves, which are ex

changes in composition 
of state and local government 
financial assets
billions

5 0  -

40  - 

30  -

demand deposits to 
total financial assets

per cent per annum

State an d  local 
go vernm en t 
fin a n c ia l assets 

have  grow n  
w ith  trans

actions needs 

an d  a t ab o u t 
the sam e rate  

since 1 9 5 9 .

Interest- 
b e arin g  assets 

have  increased  

th e ir  share o f 
to ta l fin an c ia l 
holdings, and  

the d em an d  
deposit

p roportion  has 

declined.

Funds have  

been shifted  

from  Treasury  

o b liga tio ns  

an d  other  

securities to 

com m ercial 
ban k  tim e  

deposits as 

yie lds on 

deposits have  

risen.

’̂ Excludes insurance trust expenditures and fund assets.
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pected to make an important contribution to 
program revenues.

The saving that takes place as funds ac
cumulate in connection with operating trans
actions is purely short-term, serving only to 
meet needs over a period of weeks or at most 
a few months ahead. In fact, any tendency for 
such balances to grow systematically at a 
faster clip than expenditures usually is cause 
for abatement of the tax levy or reduction of 
the tax rate. Such increases as may occur are 
essentially unplanned and in contrast with 
funds regularly set aside for debt retirement.

Proceeds of bond sales account for a fur
ther share of liquid holdings. Typically, the 
financing needed in connection with capital 
expenditures projects is completed in advance 
of the time that disbursements begin. Funds 
on hand frequently are invested in such earn
ing assets as Treasury obligations or time ac
counts. When yields on these are higher than 
the rates that must be paid on municipal obli
gations—as has been true generally during 
the past two years or so—it may become 
profitable for the governments thus, in effect, 
“to borrow long and lend short.” Statutory 
restrictions of a wide variety, however, place 
limits on the ability of the state and local 
units to function in this manner as financial 
intermediaries.

Requisites of a liquid balance

The basic purpose of the balance that a 
government (or any other economic unit) 
maintains in connection with its routine 
operations is to serve as a readily available 
source of financing. Obviously, currency and 
demand deposits serve effectively as a form 
in which to hold such funds. Both offer the 
ultimate in liquidity.

Whatever the total amount that it is 
thought advisable to hold against any given 
level of transactions, it will seldom be neces

sary to maintain the whole sum in perfectly 
liquid form. That portion not required to be 
held as cash can be placed in earning assets, 
provided it remains easily convertible into 
cash with negligible chance of capital loss.

Only certain classes of investments are 
appropriate for these funds. It has been cus
tomary for the state and local units to restrict 
the investment of such funds to marketable 
Treasury obligations and the liabilities of 
commercial banks and savings and loan asso
ciations. Short-term Treasury issues are 
highly favored, although longer-term Gov
ernments also have appeal, owing to the ease 
with which they can be converted into cash.
Risks of capital loss may be lessened, more
over, by allocating a portion of total asset 
holdings to the shortest term obligations so 
that unexpected needs can be met out of the 
cash available at a closely adjacent maturity 
date.

Switch from  cash to  earn ing  assets

In the early postwar period, interest yields 
on fixed-value investments were generally 
low. As a result, holding funds in completely 
liquid form—that is, in commercial bank de
mand deposits and currency—entailed the 
loss of insignificant earnings. Consequently, 
in those years the state and local governments 
had comparatively small earning asset port
folios. As the level of market yields rose in the 
later Fifties, the incentive to switch from non
yielding to yielding assets was considerably 
strengthened.

Since the mid-Fifties, the ratio of time 
deposits and investments to total financial 
asset holdings of the state and local govern
ments has climbed almost steadily. The sharp 
decline in market yields during the recession 
year of 1958 was associated with a buildup 
in demand deposits, but the swing to earning 
assets was resumed immediately afterward as 15
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market yields once again began to advance.

From m arketab les  to  tim e accounts

The period since 1959 has been marked by 
a noticeable shift in the makeup of earning 
asset holdings by the state and local units. 
Largely reflecting the rising yields available 
on time deposits at commercial banks, the 
portion of total earning assets represented by 
time deposits alone has steadily advanced, 
climbing from 18 per cent in 1959 to more 
than 30 per cent in 1964 for all state-local 
funds other than those of an insurance nature.

The state and local governments have be
come substantial holders of time certificates 
of deposit. A 1962 Federal Reserve survey 
of negotiable time certificates at a sample of 
410 large member banks showed that the

state and local governments were the second 
largest category of holders. Their share of the 
total was 16 per cent, but this was far less 
than the 69 per cent ascribed to business 
firms. At smaller banks, the share probably 
was higher.

While the earning asset holdings of the 
state and local governments have grown to 
substantial proportions in recent years, their 
demand deposit and currency holdings re
main at a high level. In light of the relative 
ease with which expenditure requirements 
often may be anticipated or predicted over 
the short term, it seems quite likely that the 
switch toward earning assets at the expense 
of demand deposits will continue—at least 
as long as interest yields remain at attractively 
high levels.
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