
review by the F e d e ra l R e s e rv e  B a n k  o f  C h icago

Business
Conditions

1966  September

Contents

On inflation, economic growth
and balance of payments 3

Pension fund investments 6

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



Business Conditions is published m onthly by the  
Federal Reserve Bank of Chicago. G eorge W . 
Cloos w as p rim arily  responsible fo r the artic le  
"Pension fund  investments."

Subscriptions to Business Conditions are  a v a ila b le  
to the public w ith o ut charge. For in form ation  
concerning bulk m ailings, address inquiries to 
the Federal Reserve Bank of Chicago, Chicago, 
Illinois 60 6 9 0 .

Articles m ay be reprinted provided source is 
credited.

M odern  M o ney Mechanics: A  w orkbook on d e
posits, currency and  bank reserves—Text and  "T 
account" description of the m oney-creation pro
cess and  the factors a ffecting  m em ber bank  
reserves (1961 , 32 pp.) is ag a in  a v a ila b le  w ithout 
charge from  the Federal Reserve Bank of Chicago.

The Tw o Faces of Debt: A  booklet describing the 
role of debt in our economy and the distribution  
of debt am ong m ajor groups of debtors and  
creditors (1963 , 20 pp.) is also a v a ila b le  w ithout 
charge from  the Federal Reserve Bank of Chicago.

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



Business Conditions, September 1966

On inflation, economic growth
and balance of payments

J. Dewey Daane, Member 
Board of Governors of the Federal Reserve System

JExam ples of how inflation can undermine 
steady economic growth are studded all over 
the landscape of recent economic history, in 
every part of the globe. One of the most strik
ing examples can be found here in the United 
States in the record of the period from 1954 
through 1964. This example is a particularly 
impressive one, I think, because it illustrates 
not only the proposition that inflation in the 
United States can only serve to interfere with 
growth throughout the world, but also its con
verse, which is this: in the absence of infla
tion, economic growth can be uninterrupted 
and great strides can be made in raising a 
country’s income and wealth. *

*Excerpt from a speech given before the Third 
International Investment Symposium at the Har
vard Business School on July 14, 1966. The speech, 
as delivered, was entitled “The Role of a Central 
Banker” and included, in addition to the portion 
reproduced here, extensive comments on efforts to 
improve the international payments mechanism.

The period from 1954 to 1960 in the 
United States and the period from 1961 to 
1964 show some very striking contrasts de
spite the fact that both periods began with 
recession and high rates of unemployment. In 
the first span of six years— 1955-60—there 
were two years of extremely rapid rise in 
United States industrial production, more 
rapid than in any single year of the later 
period. Yet the net advance in industrial pro
duction from the start of the upswing in the 
summer of 1954 to the end of the 1960 re
cession was only 21 percent, an average of 
less than 4 percent a year. This left a legacy 
of underutilized capacity and manpower 
which had to be absorbed in the national 
interest.

In contrast, from February 1961 to De
cember 1964 the rate of industrial output in
creased 33 percent, an average of 8.5 percent 
a year, and it was still rising at the end of 
1964. The vital difference between the two 
parts of this decade was that two recessions 3
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took place within the first six years, but no 
such setback occurred during the next four 
years. (I might have said during the next five 
or six years, but I want to draw a rather sharp 
distinction between the years just before and 
after 1964—for reasons that will become 
clear in a moment.)

Booms and recessions

Everyone knows that booms and recessions 
are very complicated phenomena. I do not 
want to oversimplify. But I do believe that 
our failure to achieve steady economic growth 
in 1955 to 1960 was in no small measure a 
consequence of the inflationary environment 
and atmosphere that prevailed in most of that 
period, despite the efforts of fiscal and mon
etary policy to lean against the inflationary 
wind. The wholesale price index for indus
trial products rose 12 percent, and the con
sumer price index, 11 percent. Conversely, 
the general stability of prices and the absence 
of inflationary expectations from 1961 on into 
1964 go a long way toward explaining the 
remarkable growth achievement of that 
period. Elimination of the inflationary atmo
sphere and expectations was crucial to subse
quent uninterrupted growth, growth which 
was clearly facilitated by fiscal and monetary 
policies. The consumer price index did rise 5 
percent, largely because of the increasing cost 
of services, but the industrial wholesale price 
average was only a shade higher at the end 
of 1964 than it had been in February 1961.

In the noninflationary atmosphere of those 
years beginning in 1961, economic expansion 
was remarkably well balanced—in great con
trast to what happened in the mid-Fifties. 
From 1961 on into 1964, the rates of growth 
of output and sales of consumer durables, of 
residential construction and of business out
lays for plant and equipment were at no time 

4 really out of line with the general rate of

growth of overall products. Partly for that 
reason, none of these key branches of eco
nomic activity suffered any severe setbacks. 
Inventory investment was cautious and mod
erate. Productivity gains were substantial in 
industry, and these large gains in productivity 
continued long beyond the initial recovery 
period. Competition was active—within in
dustries, between industries and against im
ports. The stock market advanced, with some 
interruption, but its net gains over the period 
as a whole were based pretty solidly on ris
ing corporate profits. Unemployment, while 
still too high to be tolerable, by the end of 
1964 had shrunk to the 5 percent level. The 
speculative fevers of an inflationary environ
ment were largely missing during this period. 
And so we had favorably stimulative fiscal 
and monetary policies and steady growth, 
with no recession.

One cannot speak this confidently about 
the economic conditions that have developed 
in the United States since the end of 1964. 
Early signs have appeared of an incipient 
spiral of inflationary anticipations, inflation
ary demands and inflationary cost pressures. 
Inventory investment is no longer quite so 
cautious and moderate. Ordering and spend
ing for industrial plant and equipment have 
been mounting at a rate of acceleration that 
obviously is not sustainable. Demand-pull has 
been affecting prices, and there is cause to be 
concerned that cost-push may become in
creasingly active.

In short, the private economy and the pub
lic economy, taken together, have been try
ing to do too much too quickly, and the strain 
is showing up in a gradual rise of prices— 
though up to now this rise is still not so rapid 
as the price rises in most other industrial 
countries. If we are to get the various seg
ments of the economy back onto a track of 
balanced growth at sustainable rates, we must
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halt the incipient inflation of prices.

Balance of paym ents

On a second front—the international as 
well as the domestic—the central banker, 
particularly in a key currency country, has 
cause for abhorring the emergence of infla
tionary conditions. He abhors the way infla
tion affects the external balance of payments.

There are of course many reasons why the 
U.S. balance of payments deficit soared, be
ginning in 1958, and why we have had diffi
culties since then in our efforts to redress the 
imbalance. But among the many reasons, 
surely one major one is the price inflation 
that we suffered in the mid-Fifties, which 
worsened our international competitive posi
tion both in the export and import fields. The 
possibility of something like that recurring 
and worsening our competitive position still 
further is a major reason for our present 
concern about inflationary pressures in the 
United States.

Inflationary pressures, however, can hurt 
the balance of payments even before any last
ing harm has been done to the competitive 
position. Even before they bring overt infla
tion, excess demands bring imports into the 
country at an abnormal rate. This has been 
happening in the United States during the 
past year and a half. Our trade balance ought 
to have been showing further improvement, 
in order to close the gap in our overall bal
ance of payments. Instead it has been worsen
ing because imports have risen more than 
exports. As a result, the restoration of equi
librium has once again been postponed.

To minimize inflation and maximize eco
nomic growth requires a harmonious blend
ing of many sorts of policies—monetary 
policy and fiscal policy and the private poli
cies of businesses and of labor unions. Ideally, 
the economy should be expanding along a

steady path, always with enough spare 
capacity to avoid bottlenecks, but never with 
so much spare capacity as to cause a general 
slump in the current flow of outlays to enlarge 
or improve productive capacity. Individual 
prices should be flexible to facilitate smooth 
adjustments of supply to changing demand; 
but broad averages of industrial wholesale 
prices should remain stable to discourage 
speculative and unproductive uses of the 
country’s resources. The efficiency and the 
productivity of the economy ought to be im
proving constantly.

Challenge of m o n etary  policy

To get the economy onto that kind of track, 
and then to keep it there, is indeed a challeng
ing aspiration. But this grand design is not 
one that monetary policy can fulfill single- 
handedly. Good fiscal policy makes good 
monetary policy work better, and vice versa. 
Under present day conditions in the United 
States, as in many other countries, monetary 
policy is being called upon to carry too much 
of the burden of restraining demand and of 
avoiding inflation. Despite the potential for 
coordination of monetary and fiscal policies 
to provide the proper kind and amount of 
demand stimulus or restraint, such ideal co
ordination is not easy to achieve. Judgments 
of reasonable men can, and frequently do, 
vary on the stage of the business cycle in 
which we find ourselves and, more specifi
cally, on just how understimulated or “over
heated” the economy may be. Moreover, a 
whole array of policy judgments and social 
values must also be brought into play. The 
end result is that the intra-government co
ordination of policies affecting aggregate de
mand can be almost as difficult as attempts 
to bring about some coordination of aggregate 
demand policies internationally through in
ternational cooperation. 5
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Pension fund investments
Further substantial growth of pension funds is indicated although the growth rate 

has been slowing in recent years. The impact of pension funds on the securities markets is 
expected to increase because of both the rise in total fund assets and a trend to more ag
gressive investment policies. The funds have turned increasingly to common stocks, with 
managers of corporate pension funds placing nearly two-thirds of new money in this type 
of asset in 1965. Recently, insurance companies have gained new flexibility in their pension 
services and probably will assume a more important role. The net effects of the rapid growth 
of pension funds on savings and investment, while important, remain somewhat obscure.

past 20 years. About 28 million workers in 
private employment, more than half of the 
total, are now covered by pension plans com
pared with 6 million in 1945. An additional 
5 million government employes are covered 
by plans sponsored by state and local gov
ernments, more than twice as many as at the 
end of World War II.

Each year these private and state and local 
pension funds increase in size as income from 
contributions and investments exceeds pay
ments of benefits and expenses. Last year net 
receipts of these funds amounted to more 
than 12 billion dollars. The great bulk of 
these funds was invested in corporate stocks 
and bonds. During the Sixties, the pension 
funds have been the most important buyers 
of both types of securities.

The total market value of private and state 
and local pension funds now exceeds 134 bil
lion dollars—more than the total assets of

XT ension funds have been playing an ex
panding role on the financial scene during the

Pension funds now larger 
than savings and loan associations 
or life insurance companies
billion dollars
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savings and loan asso
ciations or life insur
ance companies (ex
clusive of reserves of 
i n s u r e d  p e n s i o n  
plans). As a propor
tion of the assets of all 
savings-type, nonbank 
financial institutions 
and private and state 
and local pension 
funds have risen stead
ily from 9 percent in 
1945 to 27 percent in 
1965.1

Total market value of pension funds 
reaches 134 billion dollars

Tota l pension funds Private insured Private noninsured State and local
Year-
end

Billion
dolla rs Percent

Billion
dolla rs Percent

Billion
dolla rs Percent

Billion
dolla rs Percent

1945 7.0 100 2.7 38 1.8 26 2.5 36

1950 17.1 100 5.6 33 6.3 37 5.2 30

1955 39.6 100 11.3 29 17.7 44 10.6 27

1960 7 5 .7 100 18.9 25 37.1 49 19.7 26

1963 105.0 100 23.3 22 54.6 52 27.1 26
1964 119.3 100 25.3 21 63.4 53 30.6 26
1965 133.5 100 27.3 21 7 1 .4 53 34.8 26

SOURCE: Federal Reserve Board and Securities and Exchange Commission.

Pension plans are
provided for additional millions of workers 
under social security, railroad retirement and 
civil service funds. These funds, however, are 
invested exc lu sive ly  in U. S. T reasury obliga
tions. To the extent that receipts exceed dis
bursements for these funds, the Treasury’s 
needs for financing in the money and capital 
markets are reduced. Social security, Federal 
employe and railroad retirement funds do not 
directly influence the market for private 
stocks and bonds; the private and state and 
local funds do have an impact to an im
portant degree.

Spurs to  developm ent

Employe pensions have a long history in 
military service, governmental employment 
and in some industries, such as public utilities 
and financial institutions, where the work 
force is relatively stable. The absence of pro
visions for pension programs in most private 
industries until World War II was given as 
an important reason for support of social

’Nonbank financial institutions include pension 
funds, life insurance companies, savings and loan 
associations, mutual savings banks, open-end invest
ment companies (mutual funds) and credit unions.

security legislation in the mid-Thirties.
The social security program (old age, sur

vivors’ and disability insurance—OASDI) 
con tin u es to  operate as the prim e elem ent in 
promoting the Government’s policy of “assur
ing reasonably adequate retirement income to 
workers, their widows and dependents.” In
creasingly, however, OASDI has been sup
plemented by private plans, in part, because 
these have been encouraged by Federal legis
lation and court decisions.

The principal support given to private pen
sions by Government is in favorable tax treat
ment of both contributions to the funds and 
income earned on fund investments.

First, employer contributions to private 
pension funds conforming to statutory stand
ards (mainly relating to equity for all classes 
of employes and standards of management) 
are deductible for purposes of determining 
taxable net income. This applies to lump-sum 
payments required to fund past-service lia
bilities to employes arising from service prior 
to the establishment of plans as well as to 
contributions covering liabilities currently 
accrued. Second, employes are not required 
to report employer contributions to pension 7
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funds in their behalf as current income. 
Third, investment income of funds, whether 
from interest and dividends or capital gains, 
is not taxable when earned.

In effect, the tax rules for pension funds 
permit employes to defer taxes on income 
earned currently until benefits are received  in 
retirement years. Any postponement of taxes 
amounts to an indirect reduction of tax rates 
because of interest that is or could be earned 
in the interval. In addition, effective tax rates 
for individuals during retirement years almost 
invariably are lower than during working 
years because of reduced income and double 
personal exemptions allowed to those over 
age 65.

Initiation of pension plans was stimulated 
during World War II and the Korean War by 
higher than normal tax rates on both corpora
tions and individuals and by the corporate 
excess profits tax. Once in effect, pension 
plans tend to be taken for granted as a condi
tion of employment and a*e unlikely to be 
terminated except in the case of firms suffer
ing severe financial setbacks.

Most of the private pension plans instituted 
prior to the late Forties were unilateral in the 
sense that they were established by manage
ments motivated principally by a desire to 
reduce labor turnover. After World War II 
some of the largest industrial unions began to 
press for establishment of pensions for their 
members in labor-management negotiations.

The Supreme Court in 1949 confirmed a 
National Labor Relations Board ruling that 
pensions were a legitimate subject for collec
tive bargaining. In subsequent years employe 
pension plans were started by firms in major 
unionized industries, such as auto, steel and 
rubber. Since then, plans have been expanded 
and liberalized periodically.

In industries (such as apparel, construc
tion and trucking) which include many small

firms with relatively high employe turnover, 
workers are covered by so-called multi
employer pension plans with contributions 
paid into a common fund controlled by both 
management and labor.

Tax advantages similar to those available 
to private pension plans were extended to the 
self-employed in 1962 after the passage of the 
Self-Employed Individual Tax Retirement 
Act. Little is known concerning the amounts 
of funds set aside under this legislation, but 
doubtless these are growing rapidly.

Public policy also has been directed toward 
maintaining confidence in the administration 
of pension funds, mainly by requiring public 
disclosure of pertinent financial data. To this 
end, the Welfare and Pension Plans Dis
closure Act was passed in 1958 and strength
ened through amendments in 1962.

Most unilateral pension plans initiated by 
employers are contributory—employes pay a 
portion of their income into the fund thereby 
supplementing employer contributions. Bene
fits of these plans usually vary with employe 
income. Most union-negotiated or bargained 
plans are noncontributory with all payments 
made by employers. Benefits of negotiated 
plans usually are uniform, varying with length 
of service but not with earnings.

Funding th e  p riva te  plans

Private pension plans are of two main 
types: insured and noninsured. The first 
group is administered by insurance compa
nies which, until recently, mingled contribu
tions for pensions with their total cash inflow 
when making investments. The noninsured 
funds administered by trustees can be sub
divided into corporate funds and those of 
nonprofit organizations and multi-employer 
plans. (Some of the latter are administered 
by insurance companies.)

The market value of all private pension
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plans at the end of 1965 was nearly 100 bil
lion dollars.

Assets
Billion
dollars Percent

Insured pension reserves 27.3 28
N oninsured corporate funds 65.6 66
Other noninsured funds 5.9 6

Total private funds 98.8 100

The great bulk of the corporate funds are 
administered by the trust departments of 
about 20 banks headquartered in New York, 
Chicago and other large centers. Financial

Employers' contributions comprise 
largest portion of pension fund receipts

reports of funds covering 26 workers or more 
must be filed annually with the Department of 
Labor and are available for inspection. Also, 
the Securities and Exchange Commission 
(SEC) publishes estimates of the total assets 
of all private funds and all corporate funds 
with a breakdown of investments by major 
class and also purchases and sales of stock. 
(Since 1933 pension funds that invested in 
securities of the parent firm or its subsidiaries 
have been required to file reports with the 
SEC. Purchases of parent company stock 

have been confined largely to de
ferred profit sharing funds.)

Individual corporations that 
negotiate pension agreements with 
unions have almost complete dis
cretion in the procedures followed 
in making contributions to funds 
and in the investment policies of 
these funds. In effect, the typical 
corporation undertakes to pay 
certain benefits to workers. These 
disbursements can be made di
rectly out of current cash flow, 
but in most cases a reserve is 
established. The reserve may or 
may not be fully funded, that is, 
with assets sufficient to cover ac
crued liabilities to employes in 
the event the fund were to be 
liquidated.

No pension plan can be fully 
funded in a precise sense. Esti
mates of future disbursements 
are based upon actuarial assump
tions regarding the average dura
tion of employment of workers 
presently employed and their 
longevity (and in some cases that 
of their survivors) after retire
ment. These assumptions hardly 
ever will match future develop- 9

billion dollars 
+8

total receipts

profits on sales of investments 

interest and dividends

em ployee contributions 

em ployer contributions

-3 L  I i i i i i i i i i i i i i i i 
1951 1953 1955 1957 1959 1961 1963 1965

N ote : Profits on sales o f investments includes small amounts o f o ther 
income. The revision in the series a fte r 1958 is responsible fo r  one-fourth  
o f the rise in receipts shown fo r 1959. Data are fo r co rpo ra te  funds only.

SOURCE: Securities and Exchange Commission.
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Assets of all private noninsured pension funds*
I960 1965 1960-65,

Billion Percent Billion Percent percent 
dolla rs o f to ta l do lla rs  o f to ta l change

Book value— year-end

Cash and deposits 0.6 2 0.9 2 +  71
U. S. Government securities 2.7 8 3.1 5 +  16
Corporate bonds 15.6 48 22.7 39 +  45
Preferred stock 0.8 2 0.8 1 -  4
Common stock 10.7 32 24.5 42 +  128
Mortgages 1.3 4 3.3 6 +  155
Other assets 1.4 4 2.8 5 +  101

Total 33.1 100 58.1 100 +  75
Market value— year-end

Cash and deposits 0.6 1 0.9 1 +  71
U. S. Government securities 2.7 7 3.0 4 +  13
Corporate bonds 14.6 40 21.6 30 +  47
Preferred stock 0.7 2 0.8 1 +  7
Common stock 15.8 43 38.9 55 +  146
Mortgages 1.3 3 3.3 5 +  156
Other assets 1.4 4 2.9 4 +  107

Total 37.1 100 71.4 100 +  93
Market value 1960 1965

to book value (percent) (percent)

Corporate bonds 93 95
Common stock 148 159
Total assets 112 123

*lncludes funds o f nonpro fit organizations and multi- em ployer plans.
SOURCE: Securities and Exchange Commission.

H

ments exactly. Employe turnover 
rates may change and affect the 
proportion acquiring vested inter
ests in the employer’s contribu
tions. Moreover, when plans are 
liberalized, an additional past- 
service liability usually is created 
that may not be offset immediately 
by a lump sum payment by the 
employer. The basis of valuing 
fund assets on any given date for 
the purpose of comparisons with 
estimated future payments is a 
further question. Finally, it is un
realistic in the case of most funds 
to think seriously of liquidation.
Short of bankruptcy of the con
tributing firm, most pension funds 
reasonably can be expected to in
crease in size for many years, if 
not indefinitely, because contribu
tions and earnings are likely to 
continue to exceed disbursements.
This prospect diminishes the sig
nificance of accurate and complete 
funding.

When the major industrial pen
sion funds were established in the 
late Forties and early Fifties, there 
was widespread discussion of the 
desirability of funding the past-service lia
bilities created at a moment in time by the 
signing of a contract. From the standpoint of 
equity, it was reasonable that a fund should 
be set up separate from the corporation’s own 
books in order to offer some assurance that 
accumulated liabilities to employes would be 
paid regardless of the fortunes of the firm 
agreeing to the plan. On the other hand, con
cern was voiced that accumulation of large 
sums— 100 billion dollars was visualized as 
early as 1949—would threaten economic 

10 stability if sufficient productive investment

opportunities did not develop concurrently.
Under Federal law, up to 10 percent of the 

estimated past-service liability incurred upon 
the commencement of a pension plan added 
to a fund annually can be deducted from 
taxable income. Managements of most large 
corporations seek to fund their plans fully 
and as soon as possible. They have, however, 
tended to vary annual contributions in re
sponse to variations in before-tax profits. 
(Total employer contributions to corporate 
pension funds declined in 1954 and 1958 and 
increased only slightly in 1961, all recession
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years.) Most corporate managements have 
decided, sooner or later, to attempt to speed 
the process of funding by purchases of com
mon stocks expected, in time, to increase in 
market value.

Trusteed funds p re fe r stocks

Three-fourths of the assets of corporate 
pension funds in 1951 consisted of corporate 
bonds (45 percent) and Government securi
ties (32 percent). Only 12 percent of total 
assets was in common stocks. Since benefits 
are fixed by contract, most administrators of 
pension funds believed that prudent invest
ment practice required that pension funds 
be placed predominantly in bonds or mort
gages—fixed-income obligations with definite 
maturity dates. This view is still held by a 
small and dwindling number of managers of 
large funds.

In the early F ifties , pen sion  fund m anagers 
increasingly became interested in common 
stocks. Government security purchases were 
curtailed by most funds and some began to 
liquidate these assets, but corporate bonds 
continued to be the most important outlet for 
new money.

The proportion of new money placed in 
common stock by corporate pension funds 
rose from 25 percent of new investments in 
1953 to more than 50 percent in 1959. Until 
the latter year, net bond purchases had ex
ceeded net common stock purchases. The 
gap widened in subsequent years. Stocks ac
counted for 62 percent of new investments in 
1965 compared with 23 percent for corpo
rate bonds and 9 percent for mortgages— 
another type of investment that has gained 
favor in recent years.

At book value, common stocks first ex
ceeded holdings of corporate bonds in corpo-

2Book  value is the purchase price fo r stocks and 
am ortized purchased price fo r bonds.

Pension funds
large purchasers of corporate bonds

billion dollars 
14 ‘

increase in outstanding co rporate  bonds 

other holders

state and local pension funds H  

private pension funds* _______

8

6

4

2

0

20%

34%
I9 6 0

3545

j;25

30 29

40

32

44

29

57

23
1961 1962 1963 1964 1965

^Includes a lloca tion  o f life  insurance company holdings 
based on p ropo rtion  o f pension reserves to  to ta l reserves.

SOURCE: Federal Reserve Board and L i f e  I n s u r a n c e  F a c t  

B o o k .

rate pension funds in 1964.2 At the end of 
1965, 44 percent of the book value of these 
funds was in common stocks compared to 39 
percent in bonds.

The growing importance of common stock 
investments by pension funds is more striking 
when market values are considered. Market 
values of common stocks in pension portfolios 
at the end of 1965, because of the general rise 
in stock prices, was 59 percent more than 
book value. Reflecting the effects of rising 
interest rates in recent years, the market value 
of corporate bonds in pension portfolios at 
that time was 5 percent less than book value.
As a result, common stock amounted to 56 
percent of the market value of corporate pen
sion fund portfolios compared with only 30 
percent for corporate bonds. Entirely because 
of the rise in stock prices, the total market 11
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value of corporate pension funds exceeded 
total book value by 24 percent.

Substantial variations exist between the 
portfolios of different pension funds. In some 
cases, notably the Sears Roebuck Savings and 
Profit Sharing Pension Fund, virtually all of 
the fund is in common stock. At the other 
extreme are the funds of the Bell Telephone 
System which at the end of 1964 held less 
than 15 percent of their assets in common 
stocks. Many corporate funds follow a policy 
of investing about 50 percent of the net addi
tions to assets in common stocks, obviously a 
rough rule of thumb. The number of firms 
with a policy of investing 60 or 70 percent of 
new money in stock has been rising.

Deferred profit sharing plans, like Sears, 
are included with the regular corporate pen
sion funds in the total for the corporate sec
tor. In most of these, retirement benefits to 
covered workers, perhaps in lump sums, are 
affected by gains or losses in market values 
of assets of the funds. In the other funds, 
this is not the case because benefits are set by 
contract. Favorable investment experience 
may result in reductions of payments into the 
fund, or it may cause corporate manage
ments to agree more readily to liberalizations 
of benefits. Private studies indicate that a 1 
percent increase in annual investment per
formance of a pension fund (interest, divi
dends and capital gains) permits corporations 
to either reduce pension costs or increase 
benefits by about 20 percent, depending upon 
certain assumptions.

Since assets of most pension funds are ex
pected to continue to rise indefinitely and 
because payouts tend not to fluctuate but to 
rise gradually, fund managers do not need to 
give great attention to liquidity when select
ing investments. Funds are unlikely to have to 
sell stocks when market conditions are un- 

12 favorable. For such investors, since common

Pension funds
major purchasers of common stock 
as individuals reduced holdings

SOURCE: Securities and Exchange Commission.

stocks are noncallable, highly marketable and 
have no maturity, stocks appear suitable vehi
cles for long-term investment. Purchases of 
stock, moreover, are made on the tacit or 
explicit assumption that prices of these secur
ities and the dividends paid on them will tend 
to move upward more or less in line with 
rising standards of living and typical pension 
benefits. Over the long run this has been true 
in the past, but periodic declines in the mar
ket and unfortunate selections of particular 
stocks can invalidate the theory in some cases.

Investment policies of the various corpo
rate pension funds are determined by execu
tives of the parent firms in discussions with 
trust officers and other investment counselors. 
The discretion allowed to trustees by corpo
rate managements varies from case to case. 
Union officials have taken little direct part in 
investment decisions on the general make-up
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of fund portfolios and the particular securi
ties to be purchased. Unions have urged, on 
occasion, that a portion of these funds be 
invested in low-income housing, slum clear
ance and other projects that might benefit 
workers. But the emphasis of those responsi
ble for the funds has been on maximizing 
investment performance, both in income and 
in capital gains.

Multi-employer pension plans and those 
of nonprofit organizations in general follow 
investment practices similar to those of the 
corporate plans. Some large multi-employer 
plans, however, have made relatively large in
vestments in mortgages and real estate.

Im pact on th e  stock m arke t

The total market value of all stock of 
United States corporations was estimated at 
almost 780 billion dollars at the end of 1965. 
Individuals—including personal trust funds 
—owned the great bulk (86 percent) of this 
total. Next to individuals, the largest group of 
stockholders were the pension funds with 
almost 40 billion dollars or 5 percent of the 
total. Open-end investment companies 
(mutual funds) held 31 billion in stock, 4 
percent of the total. Stock holdings of pension 
funds first exceeded those of open-end invest
ment companies in 1959. The gap has 
widened each subsequent year.

Pension fund purchases of stock are much 
more important than indicated by the pro
portion of total stock they own. For one 
thing, the funds confine their purchases al
most entirely to blue chip stocks of large, 
well-managed firms that typically are listed 
on the New York Stock Exchange (NYSE). 
These funds own about 7 percent of all the 
stock on the Big Board and much larger pro
portions of particular issues.

Several of the funds have assets of a billion 
dollars or more. Placing even a tiny propor-

Both pension and mutual funds 
have been trading stocks 
more actively in recent years

tion of their assets in the stock of a moderate
sized firm could influence the price of these 
shares substantially. Moreover, sizable hold
ings of stock of smaller firms could result in a 
pension fund gaining working control, a de
velopment frowned upon by Government and 
most fund managers alike.

Sales of stock on the NYSE totaled 73 
billion dollars in 1965, less than 14 percent of 
the market value of all listed issues at year- 
end. Pension funds accounted for about 10 
percent of the volume of the exchange either 
as buyers or sellers, compared with 16 per
cent for the open-end investment companies. 
Pension fund purchases of stock exceeded 
sales by 3 billion dollars, however, more than 
twice as much as the net purchases of open- 
end investment companies.

One of the remarkable financial develop
ments of the Sixties is the small volume of 
new common stock issues. During the period 13
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1960-65, net new issues of preferred and 
common stock (new issues less retirements) 
totaled only 6.5 billion dollars or 1.1 billion 
a year. (One-third of the six-year total was 
accounted for by two large issues by Ameri
can Telephone & Telegraph Co.) During the 
last three years, the average was less than 0.5 
billion dollars a year.

In short, the supply of common stock has 
been virtually stable. Under these circum
stances, appreciable net acquisitions of stock 
by pension funds and other financial institu
tions have been possible only because of net 
liquidations by individuals. The total value of 
stocks held by individuals, of course, has con
tinued to increase as market prices rose, but, 
nevertheless, individuals have been selling 
more stock than they purchased.3

Each year from 1955 (and probably 
earlier) through 1965, the private pension 
funds have been the largest net purchasers of 
common stock. Individuals, on the other 
hand, have sold more stock than they pur
chased each year since 1957. Since 1961, 
moreover, individuals’ net purchases of open- 
end investment company shares have fallen 
far short of their net sales of corporate stock.

A question arises of what the trend of stock 
prices would have been in the past decade if 
the pension funds had not been buying stocks 
or had been buying them less heavily. At the 
end of 1965, Standard and Poor’s 500 stock 
composite index was more than twice as high

‘Doubtless, net sales o f stock by ind ividuals as a 
class reflects large sales by a re la tive ly  sm all group 
o f w ealthy ind ividuals w ho acquired these shares 
when prices o f the stock w ere m uch low er. The two 
largest secondary issues o f this type in  recent years 
were the 570 m illion  do lla r sale o f T W A  stock by 
H ow ard Hughes in the spring o f 1966 and the 660 
m illion  do lla r offering o f Fo rd  M o to r Co. shares in 
1956. It  is lik e ly  that a considerable m ajo rity of 
ind ividual stockholders have been net purchasers of 

14 stock in  recent years.

as 10 years earlier and 60 percent above its 
level at the end of 1960.

Unfortunately, stock prices sometimes 
move down. In late August, the Standard and 
Poor’s composite stock price index was 11 
percent lower than at the end of December. 
This implies a decline in the market value of 
the stock held by private pension funds of 
about 4.3 billion dollars, an amount substan
tially greater than their net receipts for the 
period. The Standard and Poor’s index of 
prices of high-grade stocks, perhaps more 
representative of issues purchased by pension 
funds, was 14 percent lower in August than 
at the end of December.

Much has been written in recent years 
about the stabilizing influence of pension 
fund purchases on stock prices. For the most 
part the funds buy stocks to hold “for the long 
pull.” Normally they do not move in and out 
of particular issues seeking speculative profits.

Sales of common stock by the pension 
funds in 1965 amounted to 46 percent of their 
purchases compared with 79 percent for 
open-end investment companies. But sales of 
stock by the funds have tended to rise rela
tive to purchases since the mid-Fifties when 
purchases exceeded sales by more than five 
to one.

Stock trading activity of pension funds in 
the future may increase further. Fund man
agers, like other investors, presumably should 
wish to sell shares that seem to be overpriced 
and to reduce stock purchases when it appears 
the general market may be trending down
ward.

The incentive to adjust portfolios on the 
basis of market judgments is increasing be
cause of the growing interest in investment 
performance—interest and dividends plus 
changes in market values as a percent of mar
ket value at the start of the year (allowing 
for net contributions to the fund). Corpora-
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Assets of life insurance companies 
in the United States

I960 1965 1960-65,

Book value— year-end

Billion
dollars

Percent 
o f to ta l

Billion
dolla rs

Percent 
o f to ta l

percent
change

U.S. Government securities 6.4 5 5.1 3 -2 0
Municipal and foreign bonds 5.0 4 6.3 4 +27
Corporate bonds 47.1 40 58.7 37 +  25
Corporate stock 5.0 4 9.1 6 +83
Mortgages 41.8 35 60.1 38 +44
Other assets 14.3 12 19.6 12 +  37

Total 119.6 100 158.9 100 +  33

SOURCE: L i f e  I n s u r a n c e  F a d  B o o k , 1966.

tions can shift from one trust 
company or investment adviser to 
another or threaten to do so if the 
performance of their fund seems 
inadequate. Revitalized competi
tion from life insurance companies 
seeking pension fund accounts 
may also promote more active 
management of investments.

Rebirth of insured funds

Life insurance companies from 
their earliest period have sold an
nuities to persons wishing to pro
vide retirement income for them
selves and to business firms doing 
so for their employes. The number 
of individual annuities in force at the end of 
1965 was 1.1 million, somewhat less than in 
the early Fifties. Group annuities issued 
under insured p ension  plans, however, have 
grown steadily to cover a total of over 6.2 
million workers at the end of 1965.

Pension reserves of life insurance compa
nies amounted to 27.3 billion dollars in 1965 
and accounted for 22  percent of all reserves 
of these institutions. Twenty years ago these 
pension reserves were only one-tenth their 
present size and only 7 percent of total life 
insurance company reserves.

Despite rapid growth, insured pension 
reserves have fallen far behind privately ad
ministered funds. Insured plans had 1.5 times 
the assets of noninsured private plans in 
1945; this proportion had dropped to 64 per
cent by 1955 and to 39 percent by 1965. 
Insurance company executives have indicated 
that they now have the necessary authority to 
reverse this relative decline.

Insurance companies in recent years have 
overcome a number of legal obstacles that 
had hampered them in competing with bank 
trust departments in managing pension funds.

A revenue code change in 1959 permitted 
insurance companies to separate earnings on 
pension fund investments from other income 
for tax purposes. An SEC ruling in 1963 
exempted insurers from the need to file pro
spectuses on pension investment programs.
Most important, the state of New York 
amended its law in 1962 to permit insurance 
companies headquartered in the state or 
doing business there to keep “separate 
accounts” for pension reserves and to invest 
these funds with the wide discretion per
mitted trust companies. Several other states 
had passed similar legislation in earlier years, 
but the action in New York was necessary to 
permit most major insurance companies to 
make substantial investments in common 
stock and to emulate the capital gains re
ported by noninsured plans.

Pension reserves prior to 1962 were 
mingled with other life insurance company 
funds. The New York law limited common 
stock to 5 percent of total assets, and most 
life insurance companies operating on a na
tional scale held such investments to an even 
lower proportion. At the end of 1965, 37 per- 15

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



Federal Reserve Bank of Chicago

cent of all life insurance company assets were 
in mortgages and an equal proportion was in 
corporate bonds. Stocks accounted for only 6 
percent of total assets.

Life insurance companies had been rela
tively successful in retaining the pension busi
ness of smaller firms. Now portions of such 
funds can be invested in common stock if 
desired by the contributing firms. A number 
of smaller funds can be pooled to form a 
single account large enough to permit diversi
fication of the investment portfolio. Large 
plans normally are handled individually.

The annuities purchased out of pension 
fund separate accounts when employes retire 
are conventional. Future benefits for each 
individual are determined at the time of re
tirement and are supported by all of the assets 
of the life insurance company administering 
the plan.

Major life insurance companies now are 
promoting separate accounts vigorously. Re
serves for these accounts rose from 85 million 
to 260 million dollars during 1965. Still, only 
about 1 percent of all insured pension funds

were of the new type at the end of last year. 
It is anticipated that the proportion of in
sured pension funds administered through 
separate accounts will grow rapidly in the 
next few years, partly as a result of amend
ments to existing insured plans. If so, net 
purchases of common stock by life insurance 
companies, only 400 million dollars in 1965,4 
will rise appreciably.

State and local funds

Employes of the states and their political 
subdivisions commonly were covered by pen
sion plans long before the private plans bur
geoned in the late Forties. State and local 
pension funds also have grown rapidly in the 
postwar period as payrolls have risen and 
benefits have been liberalized.

For the past 10 years, state and local pen
sion funds have been growing at an average 
rate of 13 percent a year—about as fast as 
the total of private plans (insured and non
insured). Total assets of the state and local 
funds reached 35 billion dollars in 1965, up 
from only 2.5 billion in 1945. About 70 

percent of the assets of these 
funds are administered by the 
states and the remainder by other 
governmental bodies.

State and local pension plans 
often are grouped with Federal 
programs and included in an 
aggregate of “public” plans. But 
state and local pension funds are 
more similar to private plans in 
their investment policies than to 
Federal programs. Like private 
plans, and in contrast to federally 
administered plans, state and local

Assets of state and local pension funds
1960 1965 1960-65,

Billion Percent Billion Percent percent

Book value— midyear
dolla rs o f to ta l do lla rs o f to ta l change

Cash and deposit 
Securities:

0.2 1 0.3 1 +  45

U.S. Government 6.0 32 7.4 23 +  24
State and local 4.2 23 2.8 8 -  37

Corporate bonds 6.1 33 15.0 47 +  148
Corporate stock 0.4 2 1.4 5 +  264
Mortgages 1.2 7 3.4 1 1 +  186
Other assets 0.4 2 1.5 5 +  314

Total 18.5 100 31.8 100 +  72
SOURCE: F in a n c e s  o f  E m p lo y e e  R e t ir e m e n t  S y s te m s  o f  S ta te  a n d  L o c a l 

Governments, Bureau o f the Census.
^Excludes stock acquired through 

conversions of bonds or preferred
stock.16
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pension funds invest most of their excess 
of receipts over disbursements in corporate 
securities.

On the other hand, state and local plans 
differ from private plans in a number of ways. 
Forty percent of the contributions to these 
funds are made by employes as compared 
with only 12 percent for corporate pension 
funds. Other differences include the follow
ing: governmental bodies do not reduce or 
slow the rise in their contributions in recession 
years; state and local funds approximate full
funding of liabilities more closely, and ad
ministrators of most state and local funds are 
strictly circumscribed on their investment 
policies.

Investment rules for state and local gov
ernment pension funds are far from uniform 
and even vary between separate funds in 
particular states. Some lists of eligible invest
ments carry a prescribed order of preference; 
in other states, investments of funds for both 
state and local employes are covered by the 
same rules as life insurance companies. The 
tendency has been to broaden the discretion 
of fund managers to enable them to increase 
earnings. The investments of state adminis
tered pension funds in the states of the 
Seventh Federal Reserve District as of June 
30, 1965 are shown below.

Investments
Illi
nois

Indi
ana Iowa

Mich
igan

Wis
consin

(percent)
G overnm ents 8 52 20 37 1
M unicipals 4 7
Mortgages 29 10 55 12
Corporate bonds 58 26 6 6 52
Corporate stocks 5 8 8
Other 14 1 27

Total 100 T o o 100 100 100

SOURCE: Investment Bankers Association of 
America.

Like corporate funds, differences in the

makeup of state and local pension fund in
vestments relate to local traditions and poli
cies as well as legal restrictions. The time, 
effort and skill devoted to investment pro
grams, of course, tends to vary also with the 
size of plans that range from those of small 
municipalities to the 3.7 billion dollar fund 
of the state of New York.

As late as 1955, 45 percent of all assets of 
state and local funds were invested in gov
ernments and 26 percent in municipals, often 
consisting of the securities of the state and 
local governments that operate the plan.
(More than 60 percent of the state and local 
securities held by these funds in recent years 
were issues of the administering government.)
Even then, 27 percent of the state and local 
funds were in corporate bonds, the largest 
outlet besides Governments.

State and local funds by mid-1965 had 
reduced the relative share of their invest
ments in Governments to 23 percent and 
municipals to less than 9 percent. Since 1961 
municipals have been liquidated on balance. 
Obviously, tax-exempt securities have great
est value to investors who pay taxes. Corpo
rate bond holdings had increased to 48 per
cent of all assets of these funds in 1965 and 
mortgages to 11 percent. Common stock 
investments, although rising, accounted for 
only 5 percent of the total.

The proportion of corporate bonds, com
mon stocks and mortgages in state and local 
pension portfolios is likely to continue to rise.
Some state and local funds continue to pur
chase debt securities almost exclusively, and 
a few have as much as 98 percent of their 
funds in Governments. A few states (mainly 
in the South) have large investments, as much 
as 40 percent, in municipals. (Legal require
ments or preferences usually are responsible 
for such investments.) On the other hand, 
several states have 75 percent or more of 17
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their funds in corporate bonds and a few have 
as much as 25 percent in common stocks.

During the period 1960-65, state and local 
pension funds increased their holdings of 
corporate bonds by 10 billion dollars. Private 
pension funds during the same six years ac
quired 12 billion dollars in bonds (allocating 
life insurance company holdings to pension 
plans on the basis of the proportion of total 
reserves). Together these institutions ac
counted for over 54 percent of the increase 
in outstanding bonds during this period.

Problems and policies

While pension funds are expected to grow 
in size for many years, the rate of growth 
probably will decline gradually. Virtually all 
major employers have been contributing to 
pension funds for the past decade. Many of 
these plans are nearing maturity. As more 
long-service employes reach retirement age, 
disbursements rise. As relatively full funding 
is achieved, contributions are related more 
closely to liabilities incurred currently. Actu
ally, the trend toward slower growth of pen
sion funds has been under way for years as 
shown by the average annual rate of increase 
in market values.

Average increase in market value

Year Total
State and 

local
Total

private

1946-50 20
(percent)

16 22
1951-55 18 15 20
1956-60 14 13 14
1961-65 12 12 12

These percentage gains are made, of 
course, on an increasing base. Increases, in 
dollar terms, of 14 billion dollars in each of 
the last two years in total market value of 
reserves of private and state and local pen
sion funds combined, have been much larger 
than in any earlier period.

Pension funds will continue to increase as

Long uptrend in stock prices 
accompanied by sharp increase 
in pension fund purchases

percent, 1941-43* 100

SOURCE: Standard and Poor's and Securities and Exchange 
Commission.

the number of covered workers rises and as 
wages and salaries increase. Payments into 
funds are growing, not only because basic 
pensions at normal retirement age have been 
increased but also because of a trend toward 
earlier eligibility of new workers for coverage 
under the plan, disability payments, early 
voluntary retirements and survivors’ benefits. 
These factors also will increase payouts but 
not so fast as receipts.

The President’s Committee on Retirement 
and Welfare Programs, reporting in January 
1965, recommended that all plans be ade
quately funded to protect workers in case of
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the parent firm’s insolvency and that workers 
should be granted “some reasonable measure 
of vesting,” that is, a firm claim to the em
ployer’s contribution.

Many plans already meet these standards. 
Legislation relative to eligibility for tax pur
poses could induce additional plans to move 
toward these goals. The object of the Com
mittee’s recommendations is to increase 
worker security and to improve the mobility 
of older workers who might refuse to leave 
for better jobs because of a reluctance to lose 
pension rights. One important effect of both 
funding and vesting is to increase the size of 
pension funds.

The Committee’s staff estimated that the 
book value of private pension plans would 
increase at a rate of about 8 percent a year 
for the 1965-75 period. If so, funds would 
more than double in the next 10 years.

Recent studies have concluded that pen
sion funds do not cause most covered workers 
to reduce current savings in other forms, in
dicating that most, if not all, of the additions 
to pension reserves represent net additions to 
personal savings. One study concluded, on the 
basis of surveys, that workers with pension 
rights also save more in other ways than 
those who do not have such coverage. It also 
has been suggested that pension reserves 
represent a net increase in the supply of 
capital funds available for private investment.

Several imponderables hamper evaluations 
of the effect of pension plans on saving, 
spending and investment. Would regular in
comes have increased more in the absence of 
the new pension plans? If pension accumula
tions had not been subsidized through tax 
incentives, would other taxes have been 
reduced?

Pension reserves are not available to indi
viduals for spending on goods and services as 
are savings in other financial media. But this

does not necessarily mean that many people, 
believing their retirement income assured, are 
not more willing to spend freely out of cur
rent cash income.

Even more perplexing is the relation of 
pensions to the old savings-investment con
troversies of the Thirties. If individuals 
attempt to save beyond the need for invest
ments, the theory goes, income of others is 
reduced. If the process becomes cumulative, 
the economy as a whole is affected adversely.

In the late Fifties and early Sixties, it is 
generally agreed, the United States economy 
was operating below its potential. The sector 
lagging most noticeably, following the capital 
spending boom of 1955-57, was business 
investment. Nevertheless, additional spending 
by consumers based on higher current cash 
income or reduced saving might have stimu
lated additional expenditures for new plant 
and equipment.

The President’s Committee found no clear 
reason to recommend investment guidelines 
for private pension funds. It merely suggested 
that purchases of the securities and other 
obligations of the firm contributing to the 
fund be limited to 10 percent of new invest
ments, a restriction that would affect very 
few plans. To help police investment prac
tices, the Committee urged fuller disclosure 
of investments and operations and greater use 
of consulting actuaries and public auditors.

A number of questions arise concerning 
the growing common stock investments of 
private pension funds and the tendency of 
insured and state and local plans to follow a 
similar path. First is the question of control 
or lack of control over management of firms 
in which stock is purchased. There is little 
evidence that pension fund managers have 
attempted to use their voting power to con
trol operating managements. In fact, many 
trustees specifically avoid any participation 19
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in annual meetings or proxy fights. But here 
is a dilemma. These trustees are among the 
most knowledgeable of stockholders and pre
sumably have a duty as well as a right to 
scrutinize and criticize the activities of firms 
in which they hold shares.

A broader question arises about the eco
nomic effects of pension fund stock pur
chases. Newly issued bonds or mortgages 
provide the funds for new investment. But 
common stock is purchased, almost invari
ably, in a “secondhand” market. Money is 
transferred from the funds to existing holders 
of stock certificates. No data is available on 
the use of funds by individuals who liquidate 
stocks.

Experience of pension funds with stock 
investments has been “favorable” in that 
capital gains have been achieved. But these 
are paper values that can be wiped out in a 
falling market while benefit obligations re
main unchanged. Meanwhile, benefits are be
ing paid out of a portion of the receipts from 
contributions, interest, dividends and realized 
capital gains. More important, the apparent 
success of the decision to invest in stocks has 
been validated, in large degree, by the pur
chases of those making the decision. Pension 
fund managers buy stocks expecting prices to 
rise, and it may be that prices have risen in 
large degree because pension funds have 
directed such a large portion of their net 
inflow to stock purchases.

Pension fund prospects

Because of the growth of private and state 
and local government pension funds since 
World War II, an increasing number of 
American families have dual assurance of 
retirement income—both from Federal old 
age insurance and employer-employe plans. 
Doubtless, the plans will be further liberalized 

20  in the future from the standpoint of benefits,

Bond yields exceed stock yields 
by widening margin

SOURCE: Standard and Poor's.

minimum retirement age and ability of indi
viduals, through vesting, to transfer claims 
resulting from past service to different jobs.

Pension fund accumulations have added a 
new dimension to the nation’s financial struc
ture. Resources of these funds now exceed in 
value personal holdings of any other single 
class of financial assets, other than common 
stocks. Pension funds are by far the most im
portant net purchasers of common stocks. In 
addition, these funds in most recent years 
have purchased more than half of the net new 
issues of corporate bonds and are becoming a 
growing, although still minor, factor in the 
mortgage field. Channeling pension funds to 
uses best adapted both to requirements of the 
plans and to the needs of the economy places 
a heavy responsibility on those responsible 
for investment policies.
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