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Raising the Roof?

O ver the past four years, the Treasury 
has been unable to borrow any long

term funds in the open market, and over the 
past year, it has watched a declining sales 
trend in its savings-bond program. The prob
lem? Mainly, it is the 4 14 -percent statutory 
ceiling on the rate of interest the Treasury is 
permitted to pay on its marketable bonds and 
nonmarketable savings bonds.

This ceiling prohibits the Treasury from 
issuing any new securities of more than seven 
years’ maturity which bear an interest coupon 
greater than 4 14 percent. The rate limitation 
does not apply to new shorter-term issues; on 
these issues, the Treasury is able to set rates 
in line with changing market conditions.

Today’s financial markets have made the 
414 -percent ceiling unrealistic— an effective 
barrier to Treasury borrowing, in the eyes of 
many experts both inside and outside of 
Washington. In the closing days of the 1968 
Congressional session, the Senate approved a 
bill to eliminate the legal interest-rate ceiling; 
the bill died, however, when the House failed 
to act. In June of this year, 67 of the na
tion’s foremost economists issued a major 
policy statement strongly urging elimination 
of the ceiling. And in mid-July, the Nixon 
Administration asked Congress to raise the 
interest rate on savings bonds to 5 percent 
and to remove entirely the 414-percent cou
pon limitation on long-term U.S. Treasury 
bonds. Thus, action may yet be taken on the 
rate legislation now pending before Con
gressional committees.

Several indicators point up the increasing 
disparity which has developed between the 
Treasury-bond rate ceiling and actual bond-

market rates over the past two decades. Be
tween 1949 and mid-1969, the market yield 
on prime corporate bonds jumped from 2.66 
to 6.98 percent, and the market yield on 
existing Treasury bonds rose from 2.31 to 
6.05 percent—while the ceiling rate on new 
Treasury issues remained at 4.25 percent 
throughout. Over the same time-span, the 
average rate paid to depositors in savings- 
and-loan associations jumped from 2.40 to 
4.67 percent—while the rate paid to holders 
of savings bonds rose only from 2.90 to 4.25 
percent, so that redemptions have exceeded 
sales at a $750-million annual rate to date in
1969.

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



F E D E R A L  R E S E R V E  B A N K  O F  S A N  F R A N C I S C O

Legal legacy
The 414-percent ceiling is a legal legacy 

dating back to World War I. Prior to 1917, 
the Secretary of the Treasury had little dis
cretion in managing the public debt, and 
every new offering of Treasury securities re
quired specific congressional authorization 
spelling out the particular terms and condi
tions of each individual issue. But then, in 
view of the Government’s heavy wartime 
borrowing requirements, Congress granted 
the Treasury broader power in determining 
the terms of Treasury issues, although it still 
insisted on retaining authority to set the in
terest rate. In three successive Liberty Loan 
Acts during 1917 and 1918, Congress set 
the maximum interest rate payable on all 
U.S. securities at 3 Vi percent, 4 percent, and 
414 percent, respectively.

Treasury Secretary Carter Glass, antici
pating further financing needs and feeling 
constrained by the interest-rate limitation 
during a period of rising market interest 
rates, asked Congress in 1919 to grant the 
Treasury more freedom and flexibility in 
public-debt management. Congress acceded 
to his request—but only in part. It removed 
from the statutory interest-rate limitation 
those U.S. marketable securities with matur
ities of five years or less, but still kept the 
4 14 -percent coupon ceiling on longer-term 
securities. And there it has remained ever 
since, although Congress recently (1967) ex
tended the permissible maturity on Treasury 
securities not subject to the ceiling from five 
to seven years.

The Treasury first issued savings bonds in 
1935, under an amendment attached to the 
earlier legislation governing marketable is
sues. The new provision enabled the Treas
ury to offer nonmarketable securities at a 
yield not to exceed 3 percent when held to 
maturity. The ceiling has since been raised 
three times, until the present 414-percent 
limit was reached.

In May 1967, the Treasury issued a new 
nonmarketable Government security — the 
U.S. savings note (Freedom Share). Since 
Freedom Shares mature in four-and-a-half 
years, technically they are classified as notes 
and are not subject to the 414-percent bond 
ceiling. Freedom Shares, however, must be 
purchased with a like amount of Series E 
savings bonds. When first issued, the com
bined E bond-Freedom Share package yield
ed 4.39 percent if held to maturity. But the 
yield on Freedom Shares was later raised 
(June 1968) so that the effective combined 
return now equals 4.54 percent.

No problem— until 1959
Throughout most of its history, the statu

tory ceiling on long-term Treasury bonds did 
not pose any particular problem. Until the 
late 1950’s, in fact, prevailing market interest 
rates were generally well below the 414- 
percent limit, and when they were not, the 
Treasury did not have any pressing need to 
issue long-term bonds.

During the 1920’s, large budget surpluses 
permitted the Government to reduce sub
stantially the huge wartime debt, and thereby 
precluded a need for additional bond issues. 
In the 1930’s, interest rates were depressed 
because of a sizable reduction in the level of 
borrowing and a policy which provided a 
plentiful supply of money. During World 
War II and the early postwar period, interest 
rates were maintained at artificially low levels 
by the Treasury-Federal Reserve agreement 
to peg long-term rates.

During the wartime period, moreover, se
vere restrictions on the civilian economy 
helped to create a massive backlog of demand 
for consumer goods and services. When this 
pent-up demand was released with the post
war relaxation of controls, expenditures grew 
faster than the available supply and inflation
ary pressures rapidly mounted. So beginning 
in 1951, the Federal Reserve, in an effort to176
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M<arlc@f yields rise s tead ily  over past two decades, 
but ceiling rate on new Treasury issues remains at 4l/4 percent

inject an element of restraint into the econ
omy, began cutting back on the reserves pro
vided to the commercial-banking system. 
Consequently, interest rates became more 
sensitive to market forces, and moved almost 
steadily upward for the remainder of the 
decade, except during the recession periods 
of 1953-54 and 1957-58.

By early 1959, interest rates started to 
bump against and even to penetrate the 4Va- 
percent ceiling, and so the Treasury found it
self, as it finds itself today, confronted with 
the inability to offer any new long-term 
bonds. By the latter part of 1959, the battle 
over the relative merits and disadvantages of 
the statutory ceiling—whether to keep the 
legal ceiling, raise it, or remove it entirely— 
was in full swing. The verbal battle contin
ued for a year or so, temporarily subsided in 
the early 1960’s when interest rates edged off 
somewhat, but was then resumed in late 1966 
when inflation threatened, monetary policy 
tightened, and interest rates climbed dra
matically again.

An anachronism?
The critics regard the 4 Va -percent ceiling 

as an anachronism. When current yields on 
corporate Aaa bonds hover around 7 percent,

and when outstanding Government bonds 
yield over 6 percent, a 4 Va -percent coupon 
rate is obsolete. The 4 Va -percent coupon 
compares so unfavorably with other market 
interest rates that the Treasury has not of
fered a new marketable issue since May 1965, 
and instead it has been forced to rely exclu
sively on short- and intermediate-term bor
rowings to which the ceiling does not apply. 
As a result, the average m atu rity  of the 
interest-bearing marketable public debt has 
dropped almost 30 percent since mid-’65.

Heavy reliance on short-term debt has 
inflationary implications for the economy. A 
short-term instrument, by definition, is never 
too far away from its maturity. As securities 
approach maturity (which they inexorably do 
with the passage of time), they become in
creasingly liquid, more and more like cash. 
After all, what is to prevent the holder of a 
maturing issue from redeeming his securities 
for cash, rather than rolling them over, and 
then placing the p roceeds in inflationary 
spending channels?

Exclusive reliance on short-term debt in
hibits the maneuverability of the Treasury in 
managing the public debt. As the outstanding 
debt becomes increasingly concentrated in 
the short-term area, the Treasury is forced 177
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to undertake more frequent refunding opera
tions. By sheer necessity, the Treasury can 
never be out of the financial markets for too 
long a time. The Treasury is thus unable to 
take advantage of favorable market condi
tions to refinance the debt, but instead is 
forced to borrow under whatever financial 
conditions are prevailing at any given time.

Policy distortion?
A continuous stream of Treasury borrow

ing can seriously complicate Federal Reserve 
credit operations, especially during periods of 
rapid business expansion when the Federal 
Reserve may be trying to reduce the growth 
in bank credit. Theoretically, the Treasury at 
such times should reduce its offerings of rela
tively liquid (that is, short-term) securities 
and issue longer-term bonds instead. How
ever, since an expansionary , inflationary 
economy is one inevitably marked by high 
interest rates, the Treasury is trapped when
ever interest rates pierce the 4 14 -percent 
ceiling as they have today.

The Treasury simply cannot expect would- 
be investors to lend it long-term money at a 
414-percent rate when investors can earn de
cidedly higher yields on other instruments of 
comparable risk. Thus the Treasury is thrust 
into the short-term area — the volume of 
liquid assets in the economy increases— and 
the effectiveness of Federal Reserve credit- 
restraint operations is thereby reduced. So 
with the Treasury constantly entering the 
market, little elbow room is left for the effec
tive pursuit of credit policy.

As the Treasury enters the market more 
frequently, the probabilities are increased 
that heavy Treasury financing will coincide 
with private credit demands of a magnitude 
that normally calls for restrictive monetary- 
policy action. On some such occasions, the 
normal response required by monetary pol
icy may conflict with the need to maintain 

178 sufficient reserves in the banking system to

avoid disorderly securities markets or the 
failure of a Government issue. In these cir
cumstances, the flexibility required by the 
Federal Reserve in administering monetary 
policy may be limited.

Undue reliance on short-term securities 
clearly limits the Treasury’s debt-manage
ment alternatives. The Treasury is barred 
from seizing the opportunity to extend the 
average life of what is becoming an increas
ingly imbalanced public debt. Our debt will 
undeniably endure for decades to come, so 
it is impractical to prevent the Treasury from 
borrowing funds for twenty-five or twenty 
years or even ten. The Treasury is precluded 
also from tapping some important sources of 
savings, since managers of life -in su ran ce  
companies and corporate and pension trust 
funds, who are always looking for long-term 
(not short-term) outlets for their funds, are 
effectively blocked from purchasing most new 
Treasury issues. Thus, in the final analysis, 
debt management ceases to be an effective 
policy tool.

Rate distortion?

The critics emphasize that interest rates are 
basically determined by the changing forces 
of supply and demand. The existence of a 
ceiling, in itself, does not hold down actual 
interest rates; when the level of rates exceeds 
the ceiling that can be paid in a particular 
sector, funds stop flowing to that sector and 
flow around it instead, seeking the higher 
earnings obtainable elsewhere. Similarly, the 
removal of a ceiling will not result in higher 
levels of interest.

Interest rates on short-term Government 
securities, which are not subject to a statu
tory-rate limitation, have historically moved 
up and down with the business cycle. If the 
ceiling were indeed influential in keeping a 
lid on interest rates, then yields on outstand
ing Government bonds also should be ex-
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pected to stay below the 4 Va-percent level. 
However, in today’s open market, long-term 
Treasuries with unrealistically low coupon 
rates are discounted in price to return yields 
of around 6 percent. Thus, some substance 
is lent to the contention of Senator Hugh 
Scott: “No one has the wisdom to determine 
the proper interest rate of U.S. issues — 
neither the President, the (Treasury) Secre
tary, the Reserve Board Chairman, nor the 
Congress. Only the buyers and sellers of 
bonds can set the price in the marketplace 
— and it varies from day to day.”

The critics further contend that by forcing 
the Treasury to conduct its financing exclu
sively in the short-term area, the ceiling in 
effect tends to drive up short-term interest 
rates to a level considerably higher than 
would have prevailed had the Treasury been 
able to enter the long-term market as well. 
Because the Treasury is competing for funds 
in such a limited sector of the maturity spec
trum, many short-term borrowers — such as 
small businesses, consumers, and farmers — 
will be faced with higher interest rates when 
they try to borrow money. And for the same 
reason, the interest rate the Treasury is forced 
to pay on its short-term obligations may in 
fact be higher than the rate it would have 
paid had it been able to float issues in the 
less congested long-term sector. These argu
ments, however, would have to be modified 
to the extent that the yield structure is deter
mined by expectational factors rather than 
by the market supply of debt instruments.

If the Treasury’s massive short-term bor
rowing operations cause short-term interest 
rates to rise relative to rates paid by savings 
institutions, the troublesome problem of dis
intermediation may arise. Savers will be 
tempted to withdraw their funds from banks 
and savings-and-loan associations and to in
vest directly in higher-yielding, short-term 
Government securities. If the outflow of sav
ings is large enough, the savings institutions,

September 1969 M O N T H L Y

the major providers of home-mortgage credit, 
will be forced to curtail their commitments to 
acquire new mortgages. The homebuilding 
industry thus stands to suffer considerable 
damage.

Price control?
The 4 Va, -percent ceiling, in the critics’ 

eyes, is nothing more than a Government- 
decreed price control. The arbitrary, statu
tory limitation is to ta lly  co n tra ry  to the 
fundamental principles governing a market 
economy, whereby prices traditionally allo
cate resources. History has taught us that 
interference with the price mechanism can 
only distort and disrupt the effective func
tioning of economic forces. The ceiling fails 
to recognize market realities, since in this 
respect the Treasury is forced to base its 
financing needs on economic and financial 
conditions which p reva iled  a half-century 
ago.

The critics claim, too, that it is absurd for 
Congress to repeatedly approve an increase 
in the public-debt limit and not raise the 
interest-rate ceiling at the same time. The 
Treasury, although given the responsibility to 
finance an enlarged public debt, is not pro
vided with the requisite weapons to do so. 
Again quoting Senator Scott, “It is like the 
mother who gives her daughter an ample 
clothes allowance, but enjoins her from pay
ing more than $7.50 for a dress when the 
cheapest dress she can buy is $10.00.”

Yet with all that, the Treasury has been 
able to pursue some debt-lengthening opera
tions despite the 4 Vi-percent limitation. The 
first such step was the adoption of advanced 
refunding (1960), which permits holders of 
certain outstanding Government obligations 
that will not mature for some time the option 
of exchanging these holdings for new issues 
of longer maturity. Another such step was the 
recent (1967) extension in maturities, from 
five to seven years, of Government securities

R E V I E W
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not subject to the 4% -percent limit. Still, the 
critics argue that these measures, however 
ingenious, do not come face to face with the 
immediate problem, since they do not furnish 
the Treasury with the broad range of alterna
tives that it needs for sound debt manage
ment.

Case for the defense
As cogent and sensible as the critics’ argu

ments undeniably are, they are not lacking a 
reply from the defenders of the present ceil
ing. But admittedly, the arguments in de
fense of the 4 V4 -percent ceiling are con
siderably less numerous and perhaps less 
substantive than those of the critics.

The main justification for maintaining the 
4 Va -percent ceiling is the assumption that it 
effectively keeps interest rates down. In es
sence, the defenders contend that removal 
of the statutory limitation would promptly 
cause other long-term interest rates to rise. 
In the words of Congressman Wright Pat
man, “If you raise the rates on U.S. Govern
ment securities, that will raise all other in
terest rates . . . Removing the 1918 ceiling 
is unwise and unwarranted . . .You  cannot 
raise Government rates and not raise other 
rates.”

If the average interest rate paid on Gov
ernment securities were to increase, Congress 
would increase the cost of servicing the na
tional debt and the consequent cost to the 
taxpayer. Removing or raising the ceiling is 
seen as casting an irrevocable vote for higher 
interest. Consumers, farmers, businesses and 
the Government will all be forced to pay 
more for the money they want; only the 
banks and the big-money moguls will stand to 
gain. Moreover, if the rate on Government 
bonds were made sufficiently attractive, in
vestors would be tempted to take their funds 
out of savings accounts and put them into 
Government bonds— and homebuilding ac- 

180 tivity subsequently would be hampered.

Defenders of the status quo feel that the 
Treasury has already done harm merely by 
requesting removal of the ceiling. This re
quest, they declare, will be interpreted by 
the market as a conviction on the part of the 
Treasury that even higher interest rates are 
foreseeable in the near future— and will thus 
be an invitation to the market to react ac
cordingly.

The 4 Va -percent limitation has been on 
the books for a long time, the defenders point 
out, and it has provided a desirable element 
of Congressional control over Treasury fi
nancing. Moreover, what if interest rates 
should decline? By paying a higher rate on 
bond issues at this time, the Treasury would 
be obligated to these high rates for many 
years. The Treasury should wait until rates 
decline somewhat before considering any 
long-term financing. And even if Congress 
were to remove the ceiling, the Treasury 
probably would not, under present market 
conditions, offer any large volume of long
term securities, because of fear of overbur
dening that segment of the market. So, the 
defenders ask, why all the fuss?

It is now up to Congress to assess the con
tending arguments and decide on the ap
propriate ceiling rate—if any— on the Trea
sury’s marketable bonds and savings bonds. 
The legislators could decide to retain the 
present ceiling, because of a laudable desire 
to check the growing cost of financing the 
Treasury’s debt, or because of an impression 
that ceilings on rates do, indeed, keep interest 
rates low. But they could just as well decide 
to lift the limit completely, because of the 
greater logic of the argument that ceilings are 
as likely to raise as to lower the actual interest 
rates paid in the nation’s financial markets. 
Money after all, tends to be like water, in 
that it flows round the obstacles placed in 
its path.

Karen Kidder
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Putting Money into Bonds

A fter a third of a century of glancing at 
billboards, reading magazine ads, and 

listening to TV commercials, Americans have 
become readily familiar with the message, 
“Buy U.S. Savings Bonds.” Their response 
has varied over the years, depending on the 
strength of their patriotic desire to assist war
time financing or their personal desire to 
participate in a systematic savings plan—or, 
as in the present instance, depending on their 
willingness to keep savings in this form when 
they can get a higher return on their money 
elsewhere. But, although most individuals 
have become well aware of the program in 
this sense, relatively few realize the still 
enormous magnitude of the program or its 
still significant role in the nation’s financial 
system.

The greatest interest in savings bonds de
veloped during World War II—in 1944, 
the popular Series E bond posted gross sales 
of $12.4 billion and redemptions of $3.0 
billion. In the postwar period, however, 
gross sales and redemptions have both moved 
within a narrow range of $3 to $5 billion— 
in 1968, the figures were $5.0 billion and 
$4.9 billion, respectively. (The figures in
clude the new Freedom Shares as well as 
the standard Series E and H bonds.) Total 
outstandings are now over $52 billion— 
about 10 percent below the end-1950 peak 
—and savings bonds thus account for almost 
one-fourth of the $229-billion publicly held 
Federal debt.

What they buy
From the individual saver’s viewpoint, 

savings bonds differ significantly from Treas

ury marketable bonds. Their price never 
fluctuates; savings bonds are always redeem
able at a price fixed in advance by the Treas
ury. Their interest rate never declines; in 
fact, when the Government decides to raise 
rates to attract more lenders, it raises rates 
on previously issued bonds as well. More
over, the interest rate increases as a bond 
matures; the typical Series E bond pays 
2.24 percent if redeemed at the end of a 
half-year, but it pays 3.75 percent when held 
for three years and 4.25 percent when held 
to maturity of seven years— and after ma-

Savings-bond program remains 
relatively stable after World W ar II
Billions of Dollars
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turity it continues to earn the last and highest 
interest rate.

From the viewpoint of the borrower, the 
Federal Government, savings bonds also 
differ to some extent from Treasury market
able bonds. With marketable bonds, the 
Government generally borrows large amounts 
from a fairly small number of large institu
tions. When the Government decides how 
much it requires, it sets the terms on each 
issue with an eye towards current market 
conditions, and it does not pay off its bonds 
until they mature or are refunded. (Indi
vidual purchasers of course can resell in the 
open market.) But with savings bonds, the 
Government usually borrows small amounts 
from large numbers of individuals. More 
important, savings-bond transactions are not

subject to close control; when the Govern
ment sets the terms, it cannot be certain how 
much the individual will buy, nor how much 
(or how soon) he will redeem for cash.

Towards the wartime peak
Although the present savings-bond pro

gram dates back to the early days of World 
War II, its roots can be traced farther back 
to the Second Liberty Bond Act of 1935, or 
even to the Postal Savings Act of 1910. 
Around the turn of the century, Americans 
were not blessed as they are today with a 
wealth of reliable banking services, and 
many people consequently were convinced 
that depositing savings in the average finan
cial institution was a form of Russian roulette

Demise of the Immigrants' Bank
The millions of European immigrants and American farmers who poured into 

U.S. cities around the turn of the century were anxious to find a safe place to bank 
their earnings, so in 1911 the U.S. Government established the Postal Savings 
System in order to meet their needs. But the children of that generation in recent 
years have shown a marked preference for banks and other financial institutions, 
and the Government accordingly closed the postal savings window two years ago.

The heyday of the system came during the Depression and World War II, 
when prospective depositors were won over by the combined appeal of safety, con
venience, and a 2-percent return. In 1947, the peak was reached with 4.2 million 
depositors holding deposits of $3.4 billion. But the system thereafter ran downhill; 
when the window banged shut in June 1967, only about 600,000 depositors were 
left, and their accounts totaled only about $60 million. In fact, almost one-third of 
the accounts then on the books had been inactive for 20 years or more.

The postwar decline came about as the original advantages of the system were 
matched or exceeded by those available elsewhere. Safety was no longer a factor, 
in view of the adoption of deposit insurance by commercial banks and savings-and- 
loan associations. Convenience too was no longer a factor, in view of the extension 
of banking hours and the availability of bank-by-mail services. And the 2-percent 
deposit rate lost its attractiveness, especially during the present decade, as sharply 
higher rates were posted on bank deposits, S&L shares, and savings bonds.

Throughout its history, most postal-savings depositors were city dwellers 
rather than rural or small-town inhabitants. First-class post offices handled almost 
85 percent of total deposits two decades ago— and almost 95 percent of total 
deposits in the final years of the program. The smaller post offices in outlying areas 
handled only a small portion of the total business during this period.182
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—but without the usual peaceful prospect 
of eternal bliss.

Widespread agitation arose to protect the 
little man from the vagaries of financial for
tune, expressed for example in the platform 
of the little man’s party—the Populist Party 
— as early as 1892. Eventually Congress 
acquiesced in these demands by making it 
possible for individuals to save through the 
U.S. post office, and it thereby permitted indi
vidual savings to act as investment funds 
rather than mattress stuffing.

One form of postal savings, the postal 
savings bond, was discontinued in 1935 and 
replaced by the U.S. savings bond. This new 
savings instrument was made available for 
sale at post offices, was immediately redeem
able, and carried the full credit of the U.S. 
Government. This new instrument thus dra
matized safety, since it provided a safe place 
for individual holdings when faith in other 
financial instruments had all but collapsed.

The savings bond also dramatized prefer
ential treatment for the small saver. He could 
count on a 2.9-percent rate if he held the 
bond to maturity— a significantly higher rate 
than was available on other instruments at 
that time. To emphasize the program’s small- 
saver orientation, the Treasury offered higher 
yields on the series aimed at small savers 
than on other series of bonds, and it also set 
a ceiling on the amount that could be sold 
annually to any investor.

Because of the depressed conditions of the 
1930’s, initial sales of the U.S. savings bond 
were less than startling. With the war-time 
prosperity of the 1940s, however, the sav- 
ings-bond program reached its full maturity.

Seeing the anti-inflationary possibilities of 
a program that could channel substantial 
amounts of war-inflated incomes out of the 
spending stream, the Treasury moved ag
gressively to sell savings bonds, not only 
through the post office but also through banks 
and payroll-savings plans. The bond drives

Investors reduce  bond holdings as 
attractive yields appear elsewhere
Percent

of this period were fantastically successful; 
outstandings jumped from $6 billion in 1941 
to $48 billion in 1945, and eventually 
reached a peak of $58 billion in 1950.

Down from the peak
Savings bonds have never since reached 

such a high level of popularity. Although 
outstandings have actually increased during 
the present decade after drifting downward 
during the previous one, they now account 
for only about 8 percent of publicly-held 
liquid assets as against 23 percent in 1946. 
To a large extent, this reflects the fact that 
the individual now has considerably more 
attractive (and legal) outlets for his funds 
than he had during World War II.

This development also reflects the fact that 
other savings instruments are now consider
ably safer than they used to be, and offer a 
higher return as well. Although savings- 
bonds rates have risen, rates on other instru
ments have increased even faster, so sales of 183
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savings bonds have gone down while redemp
tions have gone up. Over the postwar period, 
the average rate of return on savings bonds 
held to maturity has risen from 2.90 to 4.25 
percent, but the rate on one competitive 
instrument, savings-and-loan shares, has 
jumped from 2.20 to 4.67 percent.

Savings-bond sales, especially in the early 
postwar period, also declined because of a 
strong consumer preference for goods rather 
than savings. During World War II, the 
sales attractiveness of savings bonds was 
aided by the overall shortage of consumer 
goods as well as by patriotic motives. As 
these factors weakened in the postwar period, 
households helped to fuel the postwar infla

tion, not only by reducing their savings rate 
but also by cashing in their bonds for con
sumption purchases. The ease of bond 
redemption, which had been considered es
sential for the purpose of attracting small 
savings, was thus something of a hindrance 
during the inflationary episodes of 1946 and 
1950—and 1969.

Combating the decline
The Treasury has taken several steps in 

the last several years to obtain the small in
vestor’s cooperation in its specific task of 
financing Government operations and in its 
more general task of fighting inflation. First 
of all (May 1967), the Treasury introduced

184

W e s t e r n  Bond Program
The West has posted a weaker-than-national bond sales performance in recent 

years, perhaps reflecting the wider gap between savings-bond rates and rates on 
competitive instruments in this region. Western banks and savings-and-loan associ
ations have consistently offered higher returns on savings instruments than their 
counterparts elsewhere, while savings-bond salesmen of course have offered the 
same rate nation-wide. So while individual Western savers deposited substantial 
amounts of savings in Western financial institutions last year, they purchased only 
$586 million in savings bonds, or less than 12 percent of the U.S. total. In contrast, 
Westerners accounted for over 16 percent of total personal income during 1968.
Millions of Dollars District Shars (Pereont)

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



September 1969 M O N T H L Y  R E V I E W

a new and higher-yielding instrument into 
the savings-bond program.

The U.S. savings note (Freedom Share), 
of which $494 million worth were sold in the 
first two years of operation, is actually a 
short-term savings bond, although it differs in 
some respects from the popular Series E 
bond. It pays 5 percent after four and one 
half years instead of 4.25 percent after seven 
years. Moreover, it is only purchasable with 
an E bond of equal denomination— so that 
the effective rate of the two together is low
ered to 4.54 percent at maturity. Also, to 
emphasize the Freedom Share’s intended role 
as an anti-inflationary weapon, each note 
must be held for one year before becoming 
eligible for redemption.

Then, as already noted, the Treasury 
asked Congress this July for legislation to 
permit the payment of a 5-percent rate on 
regular savings bonds which are purchased 
after June 1 and are held to maturity. (Bonds 
cashed in prior to maturity would also earn 
higher rates than they do now.) In the pro
posed legislation, the original maturity of 
the Series E bond would be shortened to five 
years ten months from the present seven 
years, while the Freedom Shares would con
tinue on sale for a six-month transition pe
riod. This Treasury proposal would make 
savings bonds competitive once again, in 
terms of rates, with other savings instruments, 
but for that very reason it has aroused oppo
sition from savings-and-loan associations and 
other segments of the financial community.

Marketing effort
The marketing of savings bonds and sav

ings notes involves the cooperation of a num
ber of public and private agencies. The 
advertising industry, for instance, contributed 
$62 million in services in 1968 to disseminate 
the savings message through publications, 
radio-TV, and mass-transit ads. Many na
tional and regional corporations conduct 
their own bond-sales campaigns, and some

16,000 banks and other financial institutions 
maintain special windows to sell and redeem 
bonds. For its part, the Treasury spends on 
bond-sales administration the bulk of the 
total amount required to administer the en
tire public debt, aside from interest payments 
themselves.

Business firms participate in this program 
for a number of reasons. Patriotic and pub
lic-service motives, of course, are important. 
In particular, TV and radio stations are ex
pected to carry some public-service ads, in 
light of their function to operate in “the pub
lic service, convenience, and interest.”

Business firms also promote savings bonds 
for personnel reasons. Corporations utilize 
bond sales in conjunction with employee sav- 
ings-and-pension plans, and frequently they 
promote bond sales as a thrift measure be
cause they consider that savings-conscious 
employees are better employees.

Commercial-bank role
Commercial banks are also active promot

ers of the savings-bond program. They sell 
and redeem bonds at tellers’ windows. They 
offer both payroll savings to employees and 
savings plans to customers (through deduc
tions from savings accounts), and they often 
handle the accounting and inscription work 
on bonds sold through business payroll plans. 
Substantial bank participation of this type 
provides services both to business firms and 
to the Federal Government.

The bank service to business naturally 
brings in deposits. The handling of large 
payroll-savings accounts can be costly, but 
the earnings made by banks on such deposits 
are frequently sufficient to cover handling 
costs. Besides, the services offered in han
dling payroll savings can be useful in attract
ing new business deposits.

The bank service to customers does not 
necessarily bring it more business, since U.S. 
savings bonds compete with credit instru
ments offered by the banks themselves, such
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as savings certificates and passbook-savings 
deposits. However, to the extent that savings 
bonds do not compete— that is, to the extent 
that savers intend to save a certain amount 
in bonds anyway—bank handling of bonds is 
useful for attracting new business. For that 
matter, some of these handling costs are 
borne by the Treasury, which reimburses 
banks 10 to 15 cents for every bond redemp
tion. (Total reimbursements in fiscal 1968 
were over $13 million.)

The cost to banks of performing services 
for the Treasury is partly offset by the gain 
from TT&L accounts — Treasury tax-and- 
loan accounts. These deposits, which are 
the repository of the large balances accumu
lated from public tax payments and loan sub
scriptions, can be quite profitable to banks.

Who buys bonds?
There remains the individual bond-buyer, 

the customer around whom the entire pro
gram revolves. To what extent is he influ
enced in his purchase and redemption deci
sions —  aside from patriotic motives and 
general consumption-savings considerations 
— by considerations of safety, liquidity, 
taxes, and interest return?

Savings bonds, of course, offer complete 
safety of principal as well as easy redeem- 
ability. Over the years their stable value and 
guaranteed return — and a return which has 
been raised on several occasions — have 
proved attractive to certain classes of savers, 
and this attractiveness has been sufficient to 
overcome the tax and yield advantages of
fered by other instruments. The conservative 
saver who wants to be sure of his investment 
will always find a useful haven in savings 
bonds.

Savers in high tax brackets, who are inter
ested more in tax savings and after-tax yield 
than in seceurity or liquidity, often prefer 
municipal bonds to savings bonds. The latter 
offer certain tax advantages — exemption 

186 from state taxes and deferral of Federal taxes

until redemption. But in view of the rela
tively low level of state tax rates and the 
Federal tax exemption on municipal bonds, 
tax considerations do not make savings bonds 
especially attractive to high-bracket indi
viduals.

Savers primarily influenced by yield con
siderations have tended, in the recent past, to 
ignore savings bonds in favor of such alterna
tive' instruments as S&L shares and bank 
savings deposits. After all, the latter instru
ments are also safe, since savings institutions 
are insured and regulated, and they are liquid 
as well, since prior-withdrawal notices are not 
enforced. Even in the short run, they offer 
a higher yield than savings bonds— a higher 
yield, say, than the combined E bond-Free- 
dom Share rate of 3.57 percent after one 
year. It is this consideration, of course, which 
has led the Treasury to propose lifting the 
rate ceiling on savings bonds.

The small saver nevertheless remains the 
best target for savings-bonds promotion. In 
fact, over half of the total volume of sales 
is made through payroll-savings plans geared 
to the small saver. (Participation rates in in
dividual firms vary from 1 to 100 percent, 
with an average participation rate of roughly 
25 percent.) The only major drawback to 
this type of marketing is in the high rate 
of redemption, since, in some recent years, 
roughly half of the small-denomination bonds 
have been redeemed in the first year after 
purchase.

Despite the present disadvantage in rates, 
savings bonds continue attractive to many 
savers—witness the $52 billion in bonds now 
outstanding. For reasons of safety, liquidity, 
and, not least, patriotism, millions of small 
savers will continue to participate in this 
major savings program. And, assuming ap
proval of the Treasury’s proposal for an 
increase in rates, the worrisome trend in bond 
redemptions should be reversed.

Arthur Darling
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Western Digest
Alaska Opens Oil Bidding

Alaska sold $900 million in oil leases — the largest such sale in history —  
for 451,000 acres of petroleum-rich Arctic land on September 10. Contracts will 
run for ten years on the leases, which cover about one-third of the state’s total 
holdings in the North Slope area. Alaska, moreover, will obtain 12V^-percent 
royalty payments on the leases. . . . About $180 million in deposit checks on the 
bids were flown immediately from Anchorage to New York and other financial 
centers, to permit immediate cashing and investment of the proceeds. Under state 
law, proceeds from the leases can be invested only in U.S. Government securities.

Farm Output to Decline?
Farm experts expect a slight decline in Western field-crop output this year, 

mostly because of a sharp 11-percent drop in wheat production. Cotton production 
may fall slightly, reflecting a lower level of yields rather than any cutback in acre
age. . . . Output of processing vegetables may drop more than 20 percent, because 
of a sharp cutback in tomato production, while output of fresh summer vegetables 
may also decline, but by a far smaller amount. Production estimates for deciduous 
fruits, however, indicate an 11-percent increase over last year’s harvest. Substantial 
increases are expected for apples, cherries, apricots, peaches, pears, and grapes.

Pacific Air Fares to Decline
American, Japanese, and British airlines agreed on an 8-percent reduction in 

Pacific passenger fares (subject to Government approval), beginning this October. 
. . . A round-trip tourist ticket between New York and Tokyo will now cost $879, 
down from the present $960, for the summer peak period. However, the airlines 
will also offer lower fares for offpeak periods, including a new round-trip group fare 
of $600, effective next January.

Lumber Prices Stabilize
An improved inflow of orders and a stable level of production permitted the 

Northwest lumber industry to halt its severe four-month-long price decline in mid
summer. But despite the August upturn, ranging as high as $7 per thousand board- 
feet for Douglas fir lumber and as high as $9 per thousand square-feet for sanded 
plywood, prices in both categories remained well below levels prevailing a year ago. 
. . . The industry’s price outlook is still clouded by the relatively bleak short-term 
prospects of the residential-construction industry. On the supply side, moreover, 
the processing of perhaps 5 billion board-feet of timber blown down by Hurricane 
Camille should also depress prices somewhat.
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Financing the Business Boom

The financial system in recent years has 
been faced with the task of supplying a 

record volume of funds to finance record 
levels of corporate investment. Business in
vestment needs have resulted in a series of 
new peaks in financing activity. But in at
tempting to meet its goals, the corporate sec
tor has had to bid away funds from others, 
and this has been accomplished only with 
increasing difficulty and cost. Thus, strains 
have appeared in the financial system —  evi
denced by a record rise in interest rates and 
by a slowdown in the investment growth rate.

Private investment expenditures have 
played a key role in the massive expansion 
of the economy since 1961. New investment 
in plant and equipment —  and in residential 
housing and inventories—has both sustained 
and reacted to the growth of the national 
economy. Larger investm ent has helped 
stimulate economic activity, and greater eco
nomic activity in turn has stimulated more 
investment. The success of previous invest
ments has reinforced optimistic expectations, 
and the pressure on existing capacity has 
justified further investment. Altogether, be
tween 1961 and the first half of 1969, a 78- 
percent increase in GNP was accompanied 
by a 92-percent increase in private invest
ment, from $72 billion to $137 billion per 
year.

Prior to 1965 —  the dividing point of the 
decade in more ways than one —  the econ
omy was recovering from the minor reces
sion that ended in 1961. Some slack still 
existed in the economy, and new investment 
was being financed with little trouble. But 
by late 1965, demand was beginning to press 

188 upon productive capacity. Continued heavy

investment demand was now competing not 
only with private consumption but with in
creased spending by government, primar
ily defense spending, but also state-and-local 
government spending. The following article 
concentrates on investment by non-financial 
corporations, whose capital expenditures 
make up approximately four-fifths of gross 
domestic investment.

Business needs
Until 1965, the increase in business invest

ment spending had been gradual. Non-finan- 
cial corporations increased their capital ex
penditures from $37 billion in 1961 to $54
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billion in 1964. Then, in the latter part of 
1965, the rate of corporate capital spending 
picked up. The biggest jump was centered 
in the plant-and-equipment component. This 
category alone jumped by $8 billion in that 
year, and repeated with an $ 11-billion in
crease in 1966. With expenditures on resi
dential construction and inventories added 
in, total capital expenditures by non-financial 
corporations reached $64 billion in 1965 and 
$81 billion in 1966.

This pace was not sustainable, and in 1967 
the level fell back to $75 billion. There was 
a recovery in 1968, when corporate capital 
spending returned to $79 billion for the year 
as a whole. For the last quarter of that year, 
expenditures ran at an even higher pace as 
business investment accelerated again, and 
new records were marked up in the first half 
of 1969.

By the second quarter of 1969, capital ex
penditures were at a $90-billion annual rate, 
over $10 billion above the rate in the same 
period of the preceding year. As in the 1965- 
66 upswing, plant-and-equipment expendi
tures led. Spending in this category jumped 
from $66 billion to $77 billion (annual rates) 
between second-quarter 1968 and second- 
quarter 1969.

It is clear that the expansion of capital 
spending by non-financial corporations was 
not consistent over the whole period of ex
pansion. It moved somewhat unevenly, with 
the biggest expansions being concentrated in 
two periods, the first occurring in 1965-66, 
and the second beginning in mid-1968 and 
continuing to the present. It is also clear that 
expenditures on plant and equipment made 
up the dominant element in these expansions.

Of the other categories of corporate capital 
expenditures, spending on residential con
struction was the least important. Beginning 
in 1961, this rose steadily from $2 billion in 
1961 to an annual rate of $4 billion in the 
second quarter of 1969, with the year-by

year changes always being less than $1 bil
lion.

The remaining category, changes in in
ventories, was the key source of demand at 
certain times during this prolonged expan
sion, although the annual totals tend to ob
scure this role. In the fourth quarter of 1966, 
in particular, inventory accumulation reached 
a peak of $18 billion (annual rate) — 21 
percent of the current level of capital expen
ditures —  but by the second quarter of 1967, 
inventory spending was back to an annual 
rate of $3 billion. With the exception of that 
brief period, fluctuations in inventories have 
been relatively small, but within that period, 
they were definitely a major source of in
stability.

Business funds: internal
Record levels of capital expenditures in 

turn imply record levels of financing, and it 
is on the financing side that the strains have 
been clearest. Corporations normally can 
count upon financing the larger part of their 
capital expenditures from internal sources, 
that is, retained earnings plus depreciation 
allowances. Some corporations are able to 
finance all their needs internally but, in the 
aggregate, corporate investment usually ex
ceeds the volume of internal funds, so that 
corporations must rely to some extent upon 
external sources as well.

In the first half of the decade, internal 
sources were sufficient to supply about 94 
percent of non-financial corporations’ capital 
expenditures. With the acceleration of the 
rate of investment, however, the gap between 
cap ita l ex p en d itu res  and internal funds 
widened rapidly. In 1965, the percentage of 
capital spending financed internally was 88 
percent and in 1966, 76 percent, as capital 
spending outran internal funds. Over the next 
two years, as the rate of investment slowed 
its climb, the percentage internally financed 
varied between 80 and 82 percent. Then with 189

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



F E D E R A L  R E S E R V E  B A N K  O F  S A N  F R A N C I S C O

C@rp©r€§fl®msa flow of internal 
funds fails to match investment needs

Billions of Dollars

the resurgence of capital expenditures in late 
1968, the gap again widened, so that internal 
sources were only able to supply 70 percent 
of total capital spending in the second quarter 
of 1969.

This decline in the share of investment 
supported by internal funds was not due to 
any general decline in internal funds. In
1964, corporate retained earnings and depre
ciation allowances totaled $51 billion; by 
1968, they totaled $63 billion, or 24 percent 
higher. But a 24-percent increase in such 
funds was far from sufficient to meet corpo
rate needs. A glance at the two types of 
internal financing may indicate some of the 
difficulties.

Capital consumption (depreciation) allow
ances provide the largest source of internal 
corporate funds. These allowances depend 
upon the previous level of corporate invest
ment, which determines the size of the poten
tial capital stock that can be depreciated, and 
they also depend upon tax laws, which set 
limits on the rates of allowable depreciation. 
Therefore, the steady growth of plant-equip
ment spending increases depreciation allow
ances. (In 1961, they were $25 billion; in
1965, $35 billion; and in 1968, $44 billion.)

190 Generally they have grown at a steady pace,

around 7 percent each year prior to 1965 
and from 8 to 9 percent thereafter. In addi
tion, the Federal government has shifted the 
amounts allowed under the tax laws in an 
attempt to influence depreciation and in turn 
investment. These efforts have p roduced  
some changes, but nevertheless year-by-year 
fluctuations have been quite small except in 
the beginning of the decade.

Depreciation allowances generally have 
varied between 71 percent and 63 percent 
of total internal funds. But this variation is 
attributable primarily to the quite volatile 
fluctuations in the other component of inter
nal funds, net retained profits.

The volume of retained corporate profits 
depends, first of all, upon gross (before-tax) 
profits, and then on the level of corporate 
income taxes. The final element in determin
ing the amount of retained earnings is the 
proportion of after-tax profits paid out in 
dividends to shareholders. Each of these fac
tors must be examined in turn to explain the 
sharp fluctuations in retained profits.

Profits before taxes increased in line with 
the growth of the economy in the early part 
of the decade, and then accelerated with a 
$ 6-billion gain in 1964. They then grew fur
ther in the two following years, with a record 
$8-billion increase in 1965 and a further 
$ 6-billion gain in 1966. The upward trend 
was broken in 1967 when gross profits fell 
$4 billion, but the upward movement was 
resumed in 1968 with a $7-billion gain.

Changes in Federal corporate-tax rates 
have had a definite impact on the flow of 
internal finance. With the passage of legisla
tion reducing Federal income taxes, the per
centage of gross profits taken by taxes fell 
from approximately 47 percent in 1963 to 
below 44 percent in 1964. As a result, some 
$2 billion was freed from tax payments and 
became available for corporate expansion.

The imposition of the surcharge on cor
porate profits and personal incomes reversed
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that gain, so that corporations in 1968 be
came confronted again with pre-1964 style 
tax levels. Thus the percentage of gross earn
ings going to corporate-profit taxes increased 
from 43 percent in 1967 to over 48 percent 
last year. The new taxes absorbed almost $4 
billion in funds in a year when corporate 
investment was going up by $6 billion.

The third element in this picture is cor
porate dividend policy. The usual pattern is 
for dividends to reflect fluctuations in profits 
with some time lag: dividends are increased 
only after a new higher level of profits is 
well-established, but then when profits fall, 
dividends are lowered only with reluctance. 
This lagged response is evident, for example, 
after the 1964 jump in profits and the later 
decline. The percentage of after-tax income 
going to dividends fell from 49 percent in 
1963 to under 43 percent in 1964, and it 
remained near that level until 1967. Then 
the ratio jumped to 46 percent, and it rose 
again in the following year to 50 percent — 
at which point the ratio was back to what it 
was in the recession year of 1961. In 1969, 
the percentage of after-tax profits paid out 
in dividends rose even further, reaching 55 
percent in the second quarter of the year.

As a consequence of these various trends, 
net retained earnings helped stimulate the 
mid-decade upsurge in investment, since cor
porations had a greater flow of internal funds 
available for a time. Between 1964 and 1966, 
retained profits supplied 35 to 37 percent of 
internal finance, compared with under 30 
percent in the early ’60s. Then in 1967, as 
gross profits slipped and as dividend pay
ments continued to rise, this source provided 
only 33 percent of internal funds. In 1968, 
with the imposition of the surcharge, retained 
profits fell even further to 30 percent of in
ternal funds, and by second-quarter ’69 the 
ratio slipped some more to 25 percent.

By previous standards, the increases in the 
dollar amount of internal funds in 1965 and

1966 would have been more than sufficient 
to meet non-financial corporations’ needs, but 
they turned out to be insufficient because of 
the still more rapid increase in capital ex
penditures. The result was heavier depen
dence upon external funds as the gap widened 
between capital expenditures and internal 
sources of funds.

From $2 billion in 1964, the gap widened 
to $8 billion in 1965 with the acceleration in 
investm en t expend itu res  —  and it then 
jumped to $18 billion in 1966. The situation 
improved somewhat in 1967 with the slow
down in investment, but sluggish business 
also meant a fall in profits, so that capital 
expenditures remained some $14 billion 
above the amount provided by internal 
sources. Demands for external funds then 
jumped in 1968-69 as investment picked up 
and as internal sources failed to meet financ
ing needs; in 1968 the difference was $16 
billion, and the situation was even worse in
1969.

Business funds: external
As capital expenditures outran internal 

funds, the obvious result was heavier reliance 
upon external sources. Although external 
funds may pay for other things than capital 
expenditures —  for example, the accumula
tion of financial assets for liquidity or income 
— the link between the capital-expenditures 
deficit and the volume of external financing 
is apparent.

Between 1961 and 1964, when capital ex
penditures were still rising slowly, the deficit 
never accounted for more than 27 percent 
of net external funds raised by nonfinancial 
corporations. In other words, the bulk of 
new outside funds went toward the acquisi
tion of various financial assets. But after 
1965, the situation changed. In the next 
four years, the capital-expenditures deficit 
accounted for an average of 58 percent of 
total external financing, and in 1966, the year 
of the monetary “crunch,” it absorbed 83
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Businesses rely  heavily 
on external sources of funds
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percent. In first-half 1969, another period 
of heavy financial demands and heavy capital 
expenditures, the deficit averaged 76 percent 
of a record level of external financing.

The other side of the coin is a substantial 
jump in the dollar volume of external financ
ing. Between 1961 and 1964, total external 
funds raised in each year varied from a low 
of $9 billion (1961) to a high of $13V2 bil
lion (1964). Thereafter, the dollar volume 
climbed rapidly; in 1965, external funds 
jumped to $19 billion, and in 1967, they 
reached $28 billion. After a decline in 1968 
to $26 billion, the volume averaged $37 bil
lion (annual rate) in the first half of 1969. 
It is thus clear that the rapid growth of capi
tal expenditures since 1965 has been the 
principal factor behind the increased corpo
rate reliance upon external sources of finance.

Not only has the total volume of external 
finance increased sharply over the period 
1965-69, but the pattern of external sources 
has also shifted. Bank borrowing (exclusive 
of mortgages) has become more important 
and has remained a major source of funds 
into 1969. To begin with, bank loans jumped 
from under $4 billion in 1964 to over $9 bil
lion in 1965, and came to represent the larg
est single source of external funds in that

year. Bank borrowing still remained heavy 
in 1966, at $7 billion, despite the tightening 
of monetary policy — and in 1967, at $5 bil
lion, despite greater corporate reliance upon 
direct issues of securities. And of course the 
pace was again heavy later on, with $7 billion 
in bank borrowing in 1968, and an average 
annual rate of $9 billion in the first half of 
1969.

Overall, the principal means of raising 
funds has been the issue of new corporate 
bonds in the capital markets. (Issues of com
mon stock have been of relatively minor 
importance.) In 1965 net bond issues were 
at $5 billion. They then doubled in 1966 to 
$10 billion, despite a restrictive monetary 
policy, and with the easing of interest rates 
in 1967, they rose to $15 billion. Then, after 
a slight decline in 1968, bond sales were run
ning at a heavy $ 12-billion rate in early 1969. 
In brief, since late 1965 corporations have 
met almost 50 percent of their external fi
nancing needs through bond sales.

In terms of gross proceeds from bonds, the 
upward trend is even more striking. In 1965, 
the total amount of new corporate (including 
financial) bond issues totaled $14 billion, 
and in 1967 it reached a peak of $22 billion. 
By 1968, gross proceeds reached $17 billion, 
and in the first half of 1969, they totaled over 
$9 billion.

New gross issues of common and preferred 
stock have also been rising. In 1965, these 
totaled just over $2 billion. In 1968 they 
approached $5 billion, and they amounted to 
$4 billion in the first half of 1969. However, 
many of these new stock offerings were used 
to replace existing stock and, on a net basis, 
their actual importance was much smaller 
than the gross figures indicate. Still, the same 
can be said of bond proceeds. A rising pro
portion of new bond issues were convertible 
into common and preferred stock and there
fore were potential stocks and not purely 
debt instruments. In the past two years,192
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approximately one fifth of bond proceeds 
were in convertible issues.

Net financing through stock issues amount
ed to $1 billion or less in every year of this 
decade except 1967 — and in 1968, in fact, 
there was net retirement despite a record 
gross volume of new stock issues. Thus, as 
a net source of external finance, stocks have 
been relatively unimportant in most years.

In the search for new sources of funds, cor
porations have begun to exploit an old yet 
relatively neglected type of debt instrument: 
commercial paper. C om m ercial paper is 
simply short-term unsecured debt. The un
secured nature of this security has restricted 
its use in practice to prime borrowers — 
borrowers with a minimal risk of default — 
so that commercial paper tends to be issued 
mainly by the larger corporations. For these 
corporations, the issuance of paper through 
dealers has become an attractive alternative 
source of funds, especially as corporations 
find bank finance both increasingly scarce 
and increasingly expensive. (Financial cor
porations usually issue their commercial 
paper directly). Altogether, commercial 
paper has provided an additional $1 to $2 
billion a year since 1965, or more than 
double the amount raised through stock 
issues.

Overall, the expansion of business invest
ment financing has relied heavily upon out
side debt financing, not new equity. The prin
cipal sources have been corporate bonds, 
bank loans, mortgages, and commercial pa
per, in that order. With this heavy depen
dence upon the financial markets in a period 
when the economy is operating near full 
capacity and when governments and consum
ers are also competing strenuously for funds, 
the costs of such financing — that is, interest 
rates — have reached record-high levels.

In the first half of 1969, corporate Aaa- 
rated bonds were bearing yields above 7 per
cent; prime commercial paper went above

8 percent; and the bank prime rate reached 
8V2 percent. To some extent, these rates rep
resent some allowance for inflation by lend
ers, but for the most part they are the result 
of and are a measure of pressures on the 
financial markets.

The long-term corporate bond rate is per
haps the most satisfactory indicator of the 
link between financial pressures and invest
ment expenditures, since it is less influenced 
than others by short-term money-market dis
turbances. This rate had remained relatively 
unchanged in the early part of the decade, 
and only began to creep upward in the last 
half of 1965. The initial upswing of rates 
peaked in late 1966, as restrictive monetary 
policy took hold and as the pace of domestic 
spending slowed. The corporate Aaa-bond 
rate on new issues touched 6 percent in Sep
tember 1966, declined somewhat in early 
1967 as the business situation eased, but then 
began to climb again —  and, except for an
other pause in late 1968, climbed sharply 
until passing the IV2 -percent mark in the 
first half of 1969.

Still, there was no immediate slackening 
of borrowing, as corporations accepted these 
high interest rates as the necessary price of 
carrying out their investment plans. The need 
to expand capacity, the expectation of in
creasing profitability, and the fear of inflation 
apparently made these rates an acceptable 
price for obtaining external funds.

Managing corporate funds
To finance their capital expenditure pro

grams, corporations have been forced to 
develop new sources of finance, but they have 
also turned to economizing on the funds im
mediately at their disposal. One alternative 
has been to reduce the proportion of capital 
going to inventories; the other has been to 
reduce the amount of funds allocated to fi
nancing day-to-day operations, that is, the 
liquid assets of the corporation.
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As for the first, businesses have moved 
toward reducing inventories relative to their 
sales. The inventory-sales ratio for all busi
nesses had shown a falling trend at least to 
1965, when it reached a low point of 1.43, 
and then a rev ersa l u n til 1967, when it 
reached a figure of 1.56. But by mid-1969, 
the inventory-sales ratio was at 1.52 — the 
same level recorded in 1962. Since there were 
no long-term reductions in the relative size 
of inventories, corporations have not been 
able to economize on funds allocated to in
ventories.

On the other hand, corporations have suc
ceeded in reducing their inventories of finan
cial assets. They have reduced the propor
tion of their resources held in liquid assets, 
and they have also begun to manage their 
assets more effectively to maximize the yield 
on them.

For some time, corporations have been 
cutting back on the amount of assets tied 
up in liquid assets. This trend reflects im
proved management techniques and attitudes, 
but it also reflects the pressure of money 
costs, which has intensified their efforts to 
reduce liquid assets towards the minimum 
essential for day-to-day operation. Corpora
tions have increased their total financial as
sets, of course, but they have increased their 
liabilities even more, and the result has been 
a steady fall in corporations’ liquidity posi
tions. This trend had become apparent be
fore the boom of the mid-decade. Between 
1961 and 1965, the ratio of liquid financial 
assets to total liabilities dropped from 24 to 
20 percent. Moreover, this liquidity ratio 
has continued falling, until it reached 16 per
cent in mid-1969. With their difficulty in 
raising funds, corporations have obviously 
concentrated on using efficiently whatever 
financial resources have been at their dis
posal.

These efforts to manage liquidity positions 
194 more efficiently have shown up also in a

changing mix of assets, reflecting the response 
of corporate treasurers to changing yields. 
The most obvious change has been not just 
a reduction in the dollar volume of liquid 
assets, but also a decline in the proportion 
of such assets held in currency and demand 
deposits. In 1961, cash and demand deposits 
stood at $34 billion and were 55 percent of 
all liquid assets; by the end of 1965, they 
totaled $28 billion and were 40 percent of 
liquid assets. But the incentives to conserve 
on cash assets have since intensified even 
further, apart from the temporary period of 
cash accumulation which followed the 1966 
monetary “crunch.” By June 1969, currency 
and demand deposits were down below $27 
billion and were no more than 35 percent of 
total liquid assets.

Corporations have been able to conserve 
on cash partly because of the growth of suit
able alternative assets. Foremost among these 
has been the large-denomination certificate 
of deposit, the bank CD. With this alternative 
available, corporate treasurers have shifted 
funds which were previously in demand de
posits into the time-deposit category, thus 
obtaining both a high rate of interest and an 
individual tailoring of maturities.

Corporate time deposits thus have grown 
steadily, both in dollar amounts and in rela
tive terms. As recently as 1961, corporate 
time deposits were below $5 billion, but by 
1965 they were $19 billion—exceeding cor
porate holdings of Treasury securities for the 
first time— and by the end of 1968, they 
reached a peak of $25 billion, or 31 percent 
of corporate liquid assets. By mid-1969, how
ever, the corresponding figures dropped to 
$20 billion and 27 percent, respectively, re
flecting a combination of financial pressures 
and interest-rate ceilings on CD’s below those 
available on alternative investments.

Another alternative has been developed 
through the rediscovery of the commercial- 
paper market. In the last several years in
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particular, more corporations have turned 
to the issue of commercial paper to finance 
their needs, and more corporations have been 
buying commercial paper instead of CD’s. 
Throughout most of this period, the yield on 
commercial paper has been regularly above 
the CD rate, and also above the rate on 
equivalent Treasury securities. Before 1965, 
there had been a small rise in corporate hold
ings of open-market paper. (For non-finan- 
cial corporations, this category is largely 
commercial paper.) The subsequent expan
sion of this market has been financed largely 
by the acquisitions of corporations, not by 
those of financial institutions.

In 1965, non-financial corporations had 
almost $7 billion in open-market paper, or 
less than 10 percent of their liquid assets. 
Following three years of expansion, corpora
tions were holding $14 billion of this paper, 
or 17 percent of their liquid assets. Finally, 
at mid-1969, corporate holdings of open- 
market paper jumped to $17 billion, at a 
time when their time deposits were falling by 
$5 billion. This sharply illustrates the sensi
tivity of modern corporate treasurers to alter
native yields, since in this period the com
mercial-paper rate passed 8V2 percent, or 
2!4 percentage points above the ceiling on 
longest-term CD’s.

The Treasury securities market has also 
felt the impact of greater corporate sensitivity 
to the alternative costs of holding liquid as
sets. In 1961, corporations held $19 billion 
in U.S. Government securities; at the end of 
1968, their holdings were down to under $14

billion. Then in the first half of 1969, non- 
financial corporations unloaded some $8 bil
lion, at which point their ratio of Treasury 
securities to total liquid assets was down to 
8 percent, as against 32 percent in 1961.

In sum, the corporate sector has played a 
key role in the current economic expansion 
by pushing through a massive program of 
capital expenditures. Investment in capital 
goods, while it has lain the foundation for 
future growth by building up the economy’s 
productive capabilities, has also been a 
source of demand upon existing capacity. 
Prior to 1965, this dual aspect of investment 
created no conflicts, since the economy con
tained unutilized resources which rising in
vestment could employ. But with the return 
to more-or-less full employment and a con
tinued buildup in demand by all sectors of 
the economy, some stresses began to appear.

Corporations in recent years have faced 
the task of raising funds in the face of a slow
down in the growth of internal funds and an 
increase of monetary restrictions in the na
tion’s financial markets. They have responded 
by managing their liquidity positions more 
closely and by tapping new sources of fi
nance. The price of all this, however, has 
been a higher level of interest rates. Yet the 
achievement of a rapidly growing volume of 
investment reflects both the flexibility of the 
nation’s financial markets and the increased 
financial skills of the nation’s corporate 
treasurers.

Robert Johnston
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