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ABSTRACT

This essay surveys developments in the American financial markets
since World War II, with particular attention to changes that have
occurred either between the pre-war and post-war years or within the last
several decades. The primary emphasis is on the interaction between the
financial markets and the nonfinancial economy, in the sense of the demands
that the nonfinancial economy has placed on the financial markets and the
ways in which the financial markets have responded to these demands. In
addition, much of this essay focuses on the evolving role of government
in the financial markets, and on changes that it has brought about.

Three major trends emerge as predominant during the post-war years.
First, a sustained rise of private debt financing, including the borrowing
of both businesses and individuals, has almost exactly matched the decline
of outstanding federal government debt relative to nonfinancial economic
activity. Second, the economy;s reliance on financial intermediaries has
continued to increase; together with a series of innovations, the further
advance of intermediaries has reducéd barriers and frictions interfering with
efficient capital allocation. Third, in-.contrast to the sharp relative
decline of its role as a direct borrower, the federal government has widely
expanded its activities in guaranteeing and intermediating the private sector's

debt, as well as in regulating private financial transactions,
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Financial markets are an integral part of the modern economy. The many
and varied activities of financial markets both mirror and induce events in
the economic systeém at large. Only rarely, however, do they serve as ends in
themselves. Instead, they facilitate earning and spending, saving and investing,
accumulating and retiring, transferring and bequeathing — all activities at
the core of economic life. 1In principle people could do all of these things
without financial markets. 1In practicé well functioning financial markets
enable people to do them more efficiently, and few economic events take
place withbut their financial counterparts. Financial markets in fact
constitute an essential vehicle through which the millions of different
participants in the nonfinancial economy continually interact with one
another.

The needs and resources, and the objectives and concerns, that people
bring to financial transactions are always changing. Greater preferences
for home ownership, reduced concerns for providing for one's own Or one's
children's future, or the desire to take advantage of a new production
technology, will change what people seek from the financial markets and
hence will change what takes place there. New initiatives of public policy,
and the persistent advance in the technology (especially communications

technology) on which the financial markets rely in conducting their own



business, can also be the soﬁrce of financial market change. Moreover,
because every transaction has two sides -— a buyer and a seller, or a
borrower and a lender ——-chénges in what some people bring to the financial
" markets necessarily'imply changes in what others find there. Hence
financial markets act to transmit, not just absorb, the chain of events
that originates in the nonfinancial economy, and in so doing they also
importantly influence these events. Observing the financial markets
therefore provides an additional perspective for understanding nonfinancial
developments, even if the more basic origin of those developments is itself
entirely nonfinancial.

The experience of the American financial markets in the era since
World War II, when compared to the corresponding pre-war experience,
presents both continuities and contrasts. A time traveller from 1940, or
even 1900, would probably feel more nearly at home on first disembarking ir
the financial markets than in most other major arenas of 1980 American
economic activity. He would immediately recognize major classes of
financial market participants and their chief activities, including banks
taking depesits and making loans, insurance companies spreading risk and
investing in securities, corporations borrowing to finance capital spending,
and individuals both saving for their retirement and borrowing to buy
houses. The chief items issued and exchanged in these markets are
still currency and deposits, stocks and bonds, bills and I0OU's. Even
the principal financial events that are news today — a large government
financing, or an episode of tight money, or a stock market rally, or a bulge
in the corporate underwriting calendar — are happenings that attracted

attention forty and in some cases eighty years ago.



Much of this immediate familiarity, however, would pertain to the
surface only. Behind the sameness of the players and their working vocabulary,
in many respects the Americén financial markets are performing (or
misperforming) their various funcﬁions differently today than they did
years ago. Some changes have reflected the changing requirements placed on
the financial markets by the nonfinancial economy, while others have
reflected government actions, and in a few cases the primary impetus to
change has been innovation within the financial markets themselves. The
pace of change has not been uniform either. Some differences between
today's financial markets and those of forty years ago represent a contrast
between the pre-war years and the post-war period as a whole, but others
represent instead the ongoing process of change that has occurred throughout
the post-war era.

The object of this esSay is to gain an overview of developments in the
Bmerican financial markets since World War II, with particular attention to
changes that have occurred either between the pre-war and post~war years or
within the past several decades. 1Inevitably such an effort must be selective.
The primary emphasis here is on the interaction between the financial markets
and the nonfinancial economy, in the sense of the demands that the nonfinancial
economy has placed on the financial markets and the ways in which the financial
markets have responded to these demands. 1In addition, much of this essay
focuses on the evolving role of government in the finarcial markets, and on
the changes that it has brought about. Questions pertaining to the internal
organization of financial markets and f;nancial institutions, and to financial

innovatlons per se, are also important; but they receive less attention here

nonetheless.



‘Section'I briefly sets the background for this analysis by reviewing
some significant #differences in the underlying econcmic climate between the
pre-wér and post-war periodg. Section II examines in detail the changes
that have taken place in the financing of the economy's nonfinancial activity.
Here the dominant trend of the post-war period has been the increasing
tendency toward an economy financed by private rather than public debt.
Section III explores changes in the ways in which financial markets have met
these needs, with particular attention to the role of financial intermediaries
and changes in patterns of intermediation. The dominant trend of post-war
developments in this regard has been a continuing increase in the econcmy's
reliance on financial iniermediation which, together with a series of
innovations, has reduced barriers and frictions interfering with efficient
capital allocation. Section IV focuses on changes in the role of governmznt
in the financial markets. The major expansion of the federal governmant's
financial activities during the post-war years has been in guaranteeing and
intermediating the private sector's debt, as well as in regulating private
financial transactions. In addition, Section IV provides a brief gualitative
account of the ways in which both the conduct of monetary policy and its
perception by financial market participants have evolved during the post-war
period. Finally, Section V summarizes the principal conclusions of this

survey and re-emphasizes the interconnections among them.



I. Changes in the Underlying Economic Climate

Although the focus of this essay is on changes in financial markets,
it is helpful to begin by néting briefly a few of the major changes that
have taken place in the underlying climate of nonfirancial economic
activity.l Three such changes are of particular relevance fér understanding
what has happened in the financiai markets.

First, the American ecoromy in the post-war era has enjoyed much
greater stability and prosperity than in the earlier decades of this century.
Despite widespread early fears that "secular stagnation" would follow the
country's demobilization after World War II, real output and incomes in the
American economy in the post-war era turned out to be both stronger and
steadier than in the corresponding pre-war experience. As the first two
columns of Table 1 show, the post-war years -— especially the
1960s — have displayed not only greater economic growth on average (as
measured by real gross national product) but also a smaller variability of
th;t growth.2 The pattern of the business cycle, indicated in Table 2 by
the peak-to-trough decline in real gross national product for the thirteen
cycles that occurred during the past sixty years, also highlights the
increased stability of the post-war period. On the whole, the economy's
downturns have been both shorter and shallower.3 Furthermore, not only has
the economy during the post-war period experienced less severe recessions
on average, but until 1973 the trend appeared to be toward progressively
less severity. After the recessions of 1953-54 and 1957-58, a decade and a
half elapsed before another downturn amounted to as much as half of their
fairly modest magnitudes.

This enhanced stability of the real economy has both affected and been



Table 1

Measures of U.S. Economic Conditions

Growth of Real GNP Change in Equity Prices Consumeiiiiiiz Index

Mean S.D. Mean S.D. ) Mean S.D. .
1911-1920 1.7 5.2 - 1.1 9.6 8.1 7.4
1921-1930 .3.1 7.9 11.5 17.0 - 1.7 4.0
1931-1940 2.6 8.8 - 2.1 | 27.3 -1l.6 5.0
1941-1950 4.9 8.2 6.3 14.8 5.6 4.8
1951-1960 3.3 3.2 . 12.4 12,6 2.1 2.3
1961-1970 4.0 2.2 4.6 10.1 2.8 1.8
1971-1978 3.4 3.1 2.6 13.6 6.7 2.5

Notes: Data are means and standard deviations, in percent per annum.

Sources: U.S. Department of Commerce, Standard and Poor's and U.S. Bureau of Labor Statistics

o



Table 2

Timing and Severity of U.S. Business Cycle Downturns

Peak Trough Decline in Real GNP
1918: 03 1919: 01 3.6%
1920: Q1 1921: 03 8.7%
1923: Q2 1924: Q3 0.2%
1926: Q3 1927: Q4 ' 0.1%
1929: 03 1933: Q1 29.4%
1937: Q2 1938: Q2 4.1%
1945: Q1 1945: 04 15.9%
1948: Q4 1949: Q2 1.4%
1953: Q2 1954: Q2 3.3%
1957: Q3 1958: Q1 3.2%
1960: Q1 1960: Q4 1.2%
1969: Q3 1970: ¢4 1.1%
1973: Q4 ‘ 1975: Q1 5.7%
Notes: Peak and trough dates ffom National Bureau of Economic Research

reference cycles.

Real GNP decline in first seven recessions shown based on annual
National Income and Product Accounts data (comparison
of 1946 over 1944 for 1945 recession).

Real GNP decline in last six recessions shown based on quarterly
National Income and Product Accounts data.



reflected by financial values. Aas the next two columns of Table 1 show,
equity prices in the post-war period, especially until the 1970s, have
been less variable than in fhe pre-war periocd. There have also been
fewer nonfinancial corporate bankruptcies since World War II. There have
been far fewer bank failures, and ——;until 1974 — essentially no failures
at all of large banks. )

The realization that the post-war Americar economy had entered an era
of stability and prosperity, instead of returning to the years of chaos and
depression, gradually altered both business and consumer thinking irn
important ways. In addition, the emergénce of the United States as the
world's dominant military superpower, with attendent responsibilities and
privileges in the political and economic spheres, only contributed further
to the sense of confidence and expanding horizons. The resulting new
perceptions of growth opportunities and new attitudes toward risk bearing
in turn played a major role in bringing about the changing patterns of
corporate finance and personal saving that are the subject of Section II
below, as well as some aspects of the changing patterns of financial inter-
mediation that are the subject of Section III.

A second najor feature of the post-war American economy that has
importantly affected developments in the financial markéts has been price
inflation. Whether by cause or by‘accident, the economy's newfound real
prosperity and stability did not come without costs, and among these costs
the most readily apparent to almost all of the economy's participants has
been the acceleration and increasing volatility of inflation during the
second half of the post-war period (see the next two columns of Table 1).

The post-war period at first brought an improvement in the stability of



prices as well as real incomes, as the rapid and volatile inflation of thé
immediate post-war years gave way to price movements that were on balance
both slower and steadier, eépecially in the early 1560s. The improvement,
however, proved onlf temporary. Beginning in the mid 1960s prices (and
wages) rose more rapidly, leading in time to two episodes’ of double-digit
inflation in the 1970s. Moreover; the faster average rate of price increase
during the most recent decade has itself been more volatile.

It is not the purpose of this essay to analyze the reasons for the
accelerating post;war American inflation. The focus here is rather on the
effects of this new development on the financial markets. Because the
greatest acceleration of inflation has come only within the past decade,
many key substantive questions about the effects of inflation remain
unresolved. Ewven so, it seems clear already that scme of the important
financial changes discussed in Sections I1 and III beiow have been due at
least in part to individuals' and businesses'-increasing awareness of
'inflation per se, as well as to the rising average interest rate levels
that inflation has brought. In addition,‘several changes in the role
of government discussed in Section IV have also come about largely as a
result of éither or both of inflation and high nominal interest rates.

Finally, a third feature of the post-war American economic climate
that is useful to bear in mind in analyzing this era®s financial market
changes is the shifting character of the international equilibrium (or
disequilibrium). From the beginning of World War I cmward, the Western
world's international economic balance was highly~prec;¥ious, and inter-

national mechanisms were important in propagating ecomomic disturbances as

. . . . ., 4
well as in heightening their severity. In the early years after World War II,
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it looked as if the worid ecbnomy was at last — or, in the opinion of some
who recalled conditions bef;re World War I, again — relatively free from
this source of instabiiity.‘ After World War II the worid had accepted a de
facto dollar standard; and it maintained this convenience even after the
return to convertibility of key European currencies in 1958. In addition,
.until the early 1960s the recover%ng European economies éontinually sought
both more dollars and more American goods, so that the United States enioyed
not only a strong balance of payments but also the confidence that came from
knowing that othar countries would gladly absorb dollars in payment for
their goods if the American payments balance were not in balance.

This situation changed as the post-war period advanced. America's
trading partners increasingly became competitors, and tough competitcrs at
that. Balance-of-payments surpluses changed to deficits. Discussions of
how the United States could satisfy the familiar "dollar shortage"
disappeared, to be replaced by questions of what, if anything, the United
States could do to relieve the "dollar overhang." 1In the 1970s volatility
in the foreign exchange markets again became a major concern, this time with
a weak rather than a strong dollar as the center of attention. Questions:
about the future of the dollar's role in international trade and finance
became widespread, especially after the abandonment of dollar-gold
convertibility in 1971 and the gradual move to a dé facto system of "floating
but managed" exchange rates during the next several years. The effective
cartelization of the world oil supply in 1973 brought a new wave of payments
imbalances and highly skewed accumulations of international reserves, this
time far greater in magnitude than any recent experience. On balance, the
trend toward ever greater stability in the international economic environment

in the first half of the post-war period reversed itself in the second half,



although even in the 1970s the situation is far from what it was in the

" inter~war years, and the continuing presence of institutions like the
International Monetary Fund'provide a measure of safety that was not there
before. This advance and then retreat in the stability of the international
economic system, and simultaneously in the strength of the American position
in it, have also helped to mold a number of the major changes that have
taken place in the American financial markets during this period.

In sum, real economic stability and prosperity, accelerating price
inflation, and a more stable but somewhat deteriorating international
equilibrium have lain behind much of the development of the American
firancial markets in the post-war era. Just within the past hglf decade,
however, public confidence in the continuation of the first of these three
factors has weakened noticeably. In part this reduced confidence has
reflected the growing awareness of inflation and international events,
together with a mounting sentiment that these processes must not continue
unabated. To whatevér extent conditions fostering inflation and a weak
dollar had been a source of rapid economic growth, the public has inferred
that actions taken to curb them will probably trim the economy's average
real pericrmance too. The unanticipated magnitude of the 1973-75 recession,
coming as it did after two decades of damping of the economy's business
cycle, also exerted a major impact bn people's thinking. So too did the
series of o0il price increases imposed by the cartel. To whatever extent the
reliance on inexpensive and plentifully available energy supplies had been
a source of rapid growth, the public has feared that both price and quantity
actions taken by the foreign oil producers will limit and disrupt future

growth. Even simple extrapolations of economic growth on the basis of purely
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domestic developments like labor force and productivity also suggested
slower growth ahead, since by the 19705 the post-war baby boom had matured,

the birth rate had fallen sharply, and the trend rise in productivity had

suffered at least one downward shift.5

Moreover, economic events have probably not been the sole cause of
the decline in confidence in America's economic prospecte that has set in
during the 1970s. Loss of the Vietnam War, apparent erosion of American
influence in world affairs, failure to meet domestic social objectives set
in the 1960s, inc?eased emphasis on pollution and other intangible costs
typically associated with the economic growth process, the pclitical trauma
of Watergate — all conéributed to the feeling, widely repcrted in surveys
of business and consumer opinion, that the future looked less brigit thén
the post-war past had been.

The chief reason why it is useful to emphasize here this most recent
apparent shift in attitudés toward the nation's economic climate and
prospects is that it pfovides a clear warning against projecting, as a
férecast, any simple continuation of the post-war financial develcpments
described in the remainder of this essay. Within only a decade — a
~relatively brief interval in the context of the overview attempted here —
the American public has sharply ch;nged its perception‘of the stable growth
and prosperity that has been perhaps the central feature of their econémy's
post-war experience. Events may yet prove them right or wrong, but financial
behavior respcnds powerfully to attitudes and perceptions aé well as
realities. Especially for changes in financiai markets, analyzing the past

is not equivalent to predicting the future.
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II. Changes in the Finaﬂcing of Economic Activity

Individuals, businesses and governments sometimes engage in financial
transactions directly with one another, although more often one or more
intermediaries stané between them. Nevertheless, because the needs of non-
financial entities to borrow and lend, to issue liabjlities and hold assets,
to render and receive payments, céﬁstitute the essentizl raison d'etre of
financial markets, in assessing changes in financial markets over a long
period of time it is useful to begin by abstracting from the financial

intermediation process and directly examining changes in the liability

issuing and asset holding behavior -of the economy's nonfinancial participants.

A. The Pest-War Rise of the Private Debt Economy

The single development in the American financial markets since World
War II that has been most striking from this perspective has been the rise
of the private debt economy. Individuals and especially businesses have
almdst cbntinually increased their degree of reliance on debt in relation
to their basic nonfinancial activity. Corporations have relied more on both
negotiated loans and market debt issues, in comparison to equity either
issued externally or retained internally, to finance their ownership of
productive assets and working capital. Individuals have relied more on
mortgage credit to finance their hoﬁses, and on consumer credit to finance
their ownership of durables and even their current consumption. As a result,
the indebtedness of the American economy's private sector has risen
substantially.

It is essential to ask at the outset whether this pervasive increase

in private indebtedness that has taken place during the post-war period has
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also represented a change in the nonfinanci;l economy's total propensity to
issue debt liabilities (and hold debt assets). The answer is a straight-
forward negative. The tctai amount of debt issued by nonfinancial borrowers
in the American economny has in fact remainea remarkably stable, in relation
to economic activity, throughout the post-war period.6 Hence the great rise
in private debt has mirrored a suﬂstantial declihe, relativé to economic
activity, in public debt. Although state and local governments have
incréased their debt somewhat, an enormous declipe {again, relative to
economic activity) in the federal government's outstanding debt has
predominated. Hence the post-war rise of the private débt economy has come
largely as the counterpart of a falling off of federal indebtedness.

Figure 1 and Table 3 indicate the gencral dimensions of the post-war
movement to private debt.7 Figure 1 plots, for the years 1918-78, the
total outstanding credit market debt issued by the economv's nonfinancial
borrowers, scaled as a percentage of nonfinancial economic activity as
measured by gross national product. The figure also plots the respeétive
components of this total debt ratio according to major categories of non-
financial borrowers in the economy: the federalbgovernment, state and local
governménts, businesses, and households. Table 3 presents for closer
inspection the underlying data for the post-war years, further distinguishing
between corporate and noncorporate busihesses and also including, as a
memorandum item, debt issued in American markets by foreign‘borrowers.8

The key aspect of the American nonfinancial economy's use of financial
markets that stands out sharply in Figure 1 is the relative stability of its
total debt outstanding despite the wide variation of the several components

that together comprise the total. Apart from a one-time adjustment
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Cutstanding Debt of U.S. Nonfinancial Borrowers

State
) & Busi- Other
Fed. Local ness Busi- House- Memorandum:

Total Govt. Govt. Corps. nesses holds Foreign
1946 155.8 103.5 7.0 22.4 7.0 i6.0 3.6
1947 145.7 90.6 6.9 23.3 7.0 18.0 5.0
1948 138.4 81.0 7.2 23.7 7.0 19.6 5.2
1949 149.5 84.9 8.4 25.2 7.6 23.5 5.4
1950 : 133.3 70.8 8.2 23.3 7.4 23.7 4.6
1951 126.9 63.8 £ 23.5 7.4 24.1 4.3
1952 128.1 61.6 g.7 24.2 7.5 26.1 4.2
1953 134.7 63.0 9.7 . 25.1 7.5 29.3 4.5
1954 137.0 61.5 11.0 25.5 7.7 31.3 4.4
1955 134.1 56.1 11.3 25.4 7.8 33.4 4.0
1956 133.8 52.0 11.6 26.6 7.9 35.6 4.0
1957 136.2 50.1 12.3 28.1 8.2 37.5 4.2
1958 137.4 49.6 12.9 28.5 8.3 38.2 4.5
1959 141.3 48.3 13.5 29.0 8.7 40.7 4.3
1960 144.0 46.8 14.3 30.5 9.1 43.3 4.6
1961 142.4 45.0 14.3 30.4 9.2 43.5 4.7
1962 143.7 43.8 14.5 30.9 9.6 45.0 4.9
1963 144.0 41.7 14.6 31.0 10.2 46.5 5.1
1964 145.9 40.4 14.8 31.4 10.9 48.5 5.5
1965 141.8 36.8 14.4 31.3 11.1 48.2 5.3
1966 139.7 34.5 14.2 32.1 11.4 47.6 5.1
1967 141.1 : 34.1 14.3 33.6 11.7 47.5 5.3
1968 139.9 : 32.7 14.2 34.2 11.6 47.1 5.1
1969 141.5 30.3 14.5 35.8 12.0 47.8 5.1
1970 143.6 . 30.2 15.0 37.8 12.4 48.3 5.2
1971 143.8 29.8 15.3 37.5 12.8 48.3 5.1
1972 141.9 27.9 14.9 37.4 13.1 48.5 5.0
1973 141.7 25.8 14.3 38.5 13.5 49.6 5.0
1974 144.0 _ 24.8 14.4 41.3 13.7 49.8 5.6
1975 142.7 27.9 14.0 39.4 13.1 48.3 6.0
1976 143.6 29.4 13.6 38.7 12.8 -~ 49.2 6.5
1977 144.3 29.0 13.1 38.4° 12.8 51.0 6.5
1978 ©143.3 28.0 12.6 37.8 12.7 52.1 7.4

Notes: Data are yearend credit market debt totals as percentages of fourth-
quarter gross national product, seasonally adijusted, at
annual rate,

Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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associated with the fall of prices at the end of World War I, the non-
finéncial economy's reliance on debt, scaled in relation to economic
activity, has shown essenti;lly no trend over the past sixty years. At 143%
as of yearehd 1978, the debt ratio was virtually unchanged from 142% in 12Z1.
Nonfiﬁancial borrowers' outstanding debt rose significantly in relation to
gross national product only duriné the depression years 1930-33, when gross
national product itself not only was well below trend but also was falling
too rapidly for the pay-down of debt to keep pace.9 Otherwise the economy's
total nénfinanciai debt ratio has remained roughly steady throughout this
period. Indeed, as Table 3 documents iﬁ greater detail, the debt ratio has
been especially steady éuring the most recent quarter-century,lexhibiting
only a slight upward trend and a small amount of cyclicality due to
fluctuations of gross national product around its gréwth trend.lO From this
overall perspective, therefore, the years since World War II have largely
represented a continuation of the pre-war era:

It is interesting to speculate about the underlying economic behavior
that has held the economy's total outstanding nonfinancial debt so steady in
relation to its nonfinancial activity. Several different kinds of behavicr,
not mutually exclusive, may have contributed to this phenomenon. First, the
risk of’default typically prevents either individuals or businesses from
borrowing much in excess of their ownership of (explicit or implicit)
collateral, and physical assets constitute the only such collateral that most
nonfinancial borrowers can provide. To the extent that private wealth holders
in the economy seek to maintain their net worth in relation to their incomes
by accumulating more physical assets as they own fewer government-issued

financial assets, therefore, their ability to issue their own debt will rise
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as the predominance of gbvernment—issued debt declines. Alternatively,
some private borrowers may be able to issue as much debt as they want in
relation to their incemes, eut may also recognize that their liability for
future tax payments‘to support the government's debt service cobligations
makes the government's debt in some ways equivalent to their own. BAs their
indirect obligations to help service government-issued debt decline,
therefore, they become willing to incur an increasing amount of direct
obligations for their own debt. Finally, since financial intermediaries
must issue their own liabilities approximately in proportion to whatever
assets they hold, the amount of debt liabilities that the nonfinancial
econony in total issues and the amount of financial assets that the non-
financial economy in total holds must be about equal. If private wealth
helders in the economy have steady demands for financial assets in relation
to their incomes, then the decline of government-issued debt will clear the
way for the market as a whole to absorb more private debt, so that this
apparent stability on the borrowing side of the financial markets in reality
simply mirrors a more fundamental stability on the lending side. Regardless
of the relative importance of these (and possibly other) kinds of ecoﬁcmic
behavior in explaining the stability of the economy's nonfinancial debt
ratio, however, that stability has now remained one of the major regularities
of the economy's performance over a long period of time.ll
-In sharp contrast te the steadiness of the American nonfinancial
economy's overall reliance on debt, the debt issuing behavior on the part of
specific categories of nonfinancial borrowers has shown widely divergent
patterns. Here the ongoing post-war trend toward ever less federal

government debt and ever more private debt in relation to gross national
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product marks a sharp break from the years immédiately before. During the
1920s the governﬁent was gradually repaying the debt burden it had assumed
during World War I,12 and in these years the private sector was increasing
its relative indebtedness. During the 1930s, however, the ratio of the
government's debt to gross national product increased by a factor of two-
and-a-half (from 18% in 1930 to 45% in 1940), and during Worid War II it
increased by yet another two-and-a-half (to 119% in 1945). The financial
system absorbed this rapid relative growth of government indebtedness at
first by a tempofary increase in the total nonfinancial debt ratio, and
then by a sharp reduction in outstanding private debt in relation to
economic activity. Sin;e World War II, however, the federal government has
again been "repaying" its debt — not by actual repayment from budget
surpluses but by the growth (in recent years, mostly the inflation)

of economic activity — so that in 1978 the ratio of its debt to gross
national product was again down to 28%, almost identical to the value in
1918. From the perspective of its total absorption of resources from the
financial markets, therefore, the government's posture during the bulk of
the post World War II period has mostly resembled that of the 1920s. and has
-stood in contrast to that of the 1930s and the war itself.

The pést-war rise of the priyate debt economy, follbwing:as it did
the decline in reliance on private debt during the 1930s and the war years,
has mirrored the change in the federal government's behavior.

Both businesses and individuals have participated in this post-war
resurgence of private debt. The outstanding debt of businesses, which
declined in relation to gross national product from 123% in 1932 to 29% in

1946, has risen in the post-war yearé to 50% in 1978 (in comparison with
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84% in 1921). The debt ratio for households, which first rose from 15% in
1921 to 34% in 1932 and then declined to 11% in 1944, has risen to 52% in
1978. On a short-run basis the data, especially for businesses, exhibit
modest cyclical variaticn in a direcfion which partly offsets the cyclicality
of the government's indebtedness. Nevertheless, over the post-war period as
a whole, the trend toward increasing reliance on debt by the private sector
has been clear.

In sum, the sustained large-scale turn toward private debt has been
one of the principal ways in which the American financial markets in the.
post-war period have changed, at least in comparison tc their more immediate
pre-war experience. An important gquestion, which this essay leaves
unresolved, is whether this resurgence of private debt has primarily
constituted merely a return to "normality" after the aberration of the
depression and the war or, instead, a shift to a greater "normal"
indebtedness than that which prevailed half a century ago. Both factors
have no doubt contributed at least to some extent. That the years 1930-45
constituted an aberration, and that a large part of the post-war trend has
represented a reversal of that aberration, is certainly plausible enough.
Moreover, as the discussion below brings oué, after the war the relative
indebtedness of some categories of nonfinancial borrowers rose steadily for
one or two decades but then reached a plateau for some time, perhaps
indicating completion of the reversal process and re-attainment of the
relevant pre~war (and pre-depression) norms. Nevertheless, the plateauing
of businesses' relative indebtedness in the past few years may have been a
reflection of cyclical factors rather than longer-run forces, and, after a

hiatus of over a decade, households have begun to increase their relative
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indebtedness once égain.' Even apart from the evidence of experience itself,
there are a priori reasons for believing that the progressive development
of intermediation in the Américan financial markets, discussed in Section
III below, nay havevcreated an environment that is indeed consistent with a
higher "normal" private debt ratio than that which characterized the

pre~war economy.

B. Specific Nonfinancial Borrowers' Debt Issuing Behavior

Before.going oh to examine changes in patterns of intermediaticn and
in asset holding behavior, it is useful to gain a better understanding of
the way in which private debt has come to play this greater role in the
financing of economic activity by focusing briefly on the post-war borrowing
experience of the principal specific groups whose needs the American
financial markets serve.

Businesses. Table 4 provides an indication of the changing absolute
and relative magnitudes of American nonfinancial corpcrate businesses'
financial needs by presenting data, in dollars and as a ratio to gross
naticnal product, showing the average volume of corporations' uses of funds
during successive five~year segments of the post-war period to date (and
the three-year average for 1976~78). On the whole, the experience of
unincorporated businesses has been>roughly similar to that of corporations
in this regard. Corporate businesses' total uses of funds have grown nct
only absolutely but also in comparison to the overall scale of the nation's
economic activity, although this increase has entirely come in the 1960s
and 1970s. Corporation's uses of funds for all purposes first declined

from an average 9.9% of gross national product during 1946-50 to 9.2% during



Table 4

Uses of Funds by U.S. Nonfinancial Corporate Businesses

Memorandum:
. ] GDP of
Ne? Acqgisitlon of Non-financial
Total Capital Expenditures Financial Assets Corporate
Uses Total Plant & Equip Total Liquid Assets Business
Billions of Dollars
1946-1950 25,0 | 18.7 15.5 6.4 1.0 128.4
1951-1955 34,2 27.1 23.3 7.1 1.9 192.2
1956-1960 42.3 35.1 31.8 7.2 -0.4 250.6
1961-1965 62.1 47.7 40,2 14.4 2.3 335.2
1966-1970 98.5 78.1 66.6 20.4 1.3 ' 496.8
1971-1975 152.6 108.8 97.3 43.8 11.5 741.7
1976+1978 224.8 168.3 : 144.8 56.5 8.7 1113.7
Percent of GNP
1946-1950 9.9 7.5 6.2 2.4 0.3 51.4
1951-1955 9.4 7.5 6.4 1.9 0.5 53.1
1956-1960 9.2 7.6 1.5 ~0.1 54.3
1961-1965 10.3 7.9 6.6 2.4 0.4 . 55.7
1966-1970 11.4 9.1 7.7 2.3 0.1 57.3
1971-1975 11.9 8.4 7.5 3.4 0.9 57.2
1976-1978 S 11.7 8.8 7.6 2.9 0.5 58.6

Notes: Data are averages of annual flows, in dollars and as percentages of annual gross national product.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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1956-60 and then rose b& more than one~fourth, reaching 11.9% during 1971-75.
As the memoranduﬁ item in the table shows, the nonfinancial activity of the
corporate sector, as measured by its gross domestic product, has risen
almost throughout the post-war period, so that at least a part of this
greater relative use of funds in recent years may have reflected greater
relative nonfinancial activity. ﬁithin the overall total, uses of funds

for purposes of physical investment — including plant, equipment, real
estate, inventories, and other real investments — has consistently dominated
uses of funds fof purposes of acquiring financial assets, and has also
accounted for most of the increase in total uses in relation to gross
national product. Nonfinancial corporations have also consistently used
some funds to acquire (mostly nonliquid) financial assets, thereby acting

in part as financial intermediaries.

Against this background of corporate businesses' needs for funds in
their ongoing ordinary nonfinancial activity, Table 5 presents five-year
average data, in dollars and as percentages of total sources of funds,
showing how corporations have financed these needs.13 After World War II )
the balance of corporate financing first shifted toward internally generatéd
funds including both depreciation allowances and undistributed profits. ‘
Beginning in the early 1960s, however, it shifted back toward external
funds, including both debt and equity issues. Internal funds provided an
average 67% of corporations total funds requirements during 1951~55 and 69%
during 1956-60, but then fell to only 55% during 1971-75. Also over these
years depreciation allowances increased in importance, and retained earnings
(in other words, internal additions of common equity) decreased in importance,

among the sources of internal funds themselves. To the extent that



1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976~-1978

1946-1950

1951-1955

1956-1960
1961-1965
1966-1970
1971-1975

1976-1978

Notes: Data are averages of annual fiows, in dollars and as percentages of total sources.

Sources of Funds to U.S. Nonfinancial Corporate Businesses

Table 5

Gross Internal Funds

Net Increase in Liabilities

Detail may not add to tctals because of rounding.

Souqce:

Board of Governors of the Federal Reserve Systen.

Undis~- Credit

Total tributed Equity Market
Sources Total CCA Profit Total Issues Debt

Billions of Dollars

30.3 18.6 6.7 11.4 11.8 1.1 5.5
35.3 23.5 13.2 9.5 11.8 1.9 6.6
47.0 32.6 21.6 10.0 14.4 2.0 10.0
69.1 46.0 . 31.3 13.1 23.1 0.7 14.0
111.2 64.5 46.7 l16.1 44.7 . 30.7

182.7 99.7 70.9 25.8 83.0 8.8 50.4'
267.6 155.3 102.5 49.0 111.2 .3 73.2

Percent of Total Sources of Funds

100.0 61.2 22.2 37.4 38.8 3. 18.0
100.0 66.5 37.2 26.8 33.5 5.4 18.5
100.0 69.4 46.0 21.1 30.6 4, 21.1
100.0 66.6 45.3 19.0 33.4 0.9 20,2
100.0 59.0 42.8 14.8 41.0 . 28.1
100.0 54.6 38.8 14.1 45.4 4.8 27.6
100.0 58.4 38.3 18.3 41.6 2.0 27.3
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depreciation allowances represent genuine consumption of the capital stock
rather than merely a way of redefining profits so as to render them exempt
from corporate income taxes; therefore, the decline in the contribution of
internally generated funds tc the growth of thes corporate sector has been
even more pronounced than these data suggest.14 During X274-77 the effects
of the severe business recession and recovery temporarily reversed the
trend toward external finance, so much so that corporations' outstanding
indebtedness fell from 41% of gross national product to 38%. Since then,
however, corporations have apparently resumed the finaﬁcing patterns that’
had predominated for a decade and a half before the unuéually deep recession.
A further feature of corporate financial behavior that emerges
clearly from Table 5 is the increase in importance of debt, and corresponding
decline in impcrtance of equity (until the early 1970s), among corpcrations'
external sources of funds. New issues of equity {(net of retirements)
accounted for an average of nearly 15% of corporaticns' external funds
sources .during the 1950s but then less than 5% during the 1960s, and in
three years out of ten during the 1960s equity retirements actually exceeded
new issues. Moreover, the data shown in Table 5 importantly understate
both the magnitude anq the persistence of the shift to debt finance. What
little equity issuance took place during the 1960s typically represented
initial public offerings of speculétive new ventures aimed at a segment of
the investing public that was willing to bear substantial risk. Established
cbrporations largely avoided the equity market. In addition, the bulge of
equity offerings during the early 1970s primarily represented only one
sector of American industry (public utility companies), and it consisted in

large part of preferred shares which are in many respects simply bonds that
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receive special tax treatment for corporate investors.

Businesses' increasing reliance on debt financing has prcbably
reflected several influences on corporate financial decision making. To
begin, most American businesses emerged from World War II carrying debt
that was, in relation to their voiume of production and profits, very small
in comparison with their pre-war éxperience. As Figure 1 shows, non-
financial business indebtedness in relation to gross national product
peaked in 1932 and then fell slowly during the remainder of the 1930s. The
most rapid decliﬁe, however, came during the war years, as the overall
business debt ratio fell from 63% in 1940 to 27% in 1945 (40% to 17% for
corporations). It is at least possible, therefore, that the entire
subsequent increase to 55% at the 1974 peak (37% for corporations) simply
" represented a slow restoration — which may not yet be complete — of a
perceived_normal indebtedness that has remained unchanged since before the
war. indeed, by comparison with the standard@ of the 1920s, the post-war
rise in corporate indebtedness has been modest thus far.

Other, more specific explanations are also available, however. First,
any private borrower's willingness to incur debt liabilities presumakbly
reflects confidence in the ability to meet these obligations under
a wide range of plausible circumsgances, including both those particular
to the Borrower and those general to the economy. As business decision
makers became aware of the American economy's distinctly greater stability
and prosperity in the post-war era, they probably associated a smaller risk
with any given level of indebtedness in relation to either balance sheet or
income reference points. Second, the secular acceleration of inflation and

rise of nominal interest rates has provided a further incentive for taxable
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borrowers to increase their indebtedness. As Figure 2 shows, on average
nominal interest rates have about kept pace with inflation, so that "real"
interest rates have rgmaineé foughly unchanged during the bost-war period.
Given the deductabiiity of interest payments against income for tax
purposes, however, after-tax "real" interest rates faced by corporate
borrowers have been negative almoét throughout this period, and have become
progressively more negative since the early 1960s -—— exactly the period of
greatest increase in the debt share of total sources of funds.16 Finally,
at least throughout the 1960s, corporate financial decision makers appear
to have operated almost continually under the opinion that equities were
somehow "undervalued." Especially during the 1960s the belief that
equities were undervalued on a.widespread basis led not only to the

- paucity of new equity issues by major corporations but.aISO to such
developments as a wave of conglomerate mergers largely financed by debt.

In fact, as Figure 3 shows, equity prices on average had risen sharply
during the 1950s and 1960s, both nominally and on a price-adjusted basis.
Since then there has been little trend movement nominally and a large
decline in real terms, so that any reluctance to issue new equities in the
late 1960s because of undervaluation appears (with the benefit of hindsight)
to have been misplaced.

Whatever its cause, the shift by corporations from internal funds
generation to external financing and from equity to debt within that external
financing total, together with similar trends among nonincorporated
businesses, has been a major feature of the post-war American financial
markets. Table 6 presents data showing the total accumulation and also the

maturity composition of corporate businesses' outstanding debt.17 These
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Table 6

Outstanding Debt of U.S. Nonfinancial Corporate Businesses

Total
Credit Market
Debt Long~-Term Short-Term
Billions of Dollars
1946-1950 60.9 48.6 12.4
1951-1955 91.5 72.7 18.7
1956-1960 133.9 106.8 27.1
1961-1965 191.3 151.9 39.5
1966-1970 309.3 238.3 71.0
1971-1975 523.4 396.7 126.8
1976-1978 760.3 568.8 191.5
Percent of Total Debt
1946-1950 100.0 79.7 20.3
1951-1955 100.0 79.5 20.5
1956-1360 100.0 79.8 20.2
1961-1965 160.0 9.4 20.6
1966-1970 100.0 77.0 23.0
1971-1975 100.0 75.8 24.2
1976-1978 100.0 74.8 25.2
Notes: Data are averages of yearend credit market debt outstanding, in

dollars and as percentages of the annual total.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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data show clearly that the large shift to debt fihancing beginning in the
_mid 1960s also brought a slow increase in the short-term share of the debt,
thereby breaking away from éhe virtually fiﬁed maturity composition that
had prevailed since the end of World War II.18

Individuals. The substantial post-war increase in ‘households'
relative indebtedness, shown in Figure 1 and Table 3, has probably reflected
behavioral influences analogous to those identified above as likely causes
of the rise in businesses' reliance on debt. Initially just the return to
borrowing standards that had prevailed before the war, then a changing
perception of tolerable debt levels as confidence in the economy's stability
and prosperity became widespread, and finally the growing after-tax
incentive for those in higher tax brackets to borrow as price inflation and
nominal interest rétes rose together,19 all contributed to iﬁdividuals'
greater willingness to borrow.

Unlike businesses, however, individuals during the post-war period
have inecreased their outstanding debt well beyond the relationship to gross
national product that prevailed during the pre-war years. Households'
outstanding debt gradually rose from 15% of gross national product in 1921
to 24% in 1929, then temporarily rose somewhat further in the early 1930s
(when gross national product was well below trend), but then stabilized
again-at an unvarying 25% throughout 1936-490. When individuals emerged
from World War II with a debt ratio of only 13% in 1945 (the low had been
11% a year earlier), they presumably felt ample room to borrow heavily.
Individuals pushed their indebtedness relative to gross national product
past the 25% pre-war norm as early as 1952, however, and continued to

increase it virtually without interruption until 1964 when it reached 48% —
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a level at which it remained almost constant through 1975. Hence it appeared
that individuals had reached a new post-wér capacity level of tolerable
debt. Just during the late.l97OS, however, individuals have once again
- begun to increase their relative indebtedness. All of these changes in
households' indebtedness in relation to gross national product have alsoc
represented changes in relation to personal disposable income, which has
claimed a steady average of 69% of the gross national product, with no
trend at all, throughout the post-war period.

Tables 7, é and 9 present data for households comparable to that
shown in Tables 4, 5 and 6 for nonfinancial corporate businesses. First,
Table 7 indicates housegolds' changing financial needs by showing their
total uses of funds for all pruposes, divided between current consumpticn
of non-durable goods and services.and,all "investment" type uses —— including
new residential construction, outlays'for durablie goods, and financial
investment. Whether the evolution of individual behavior documented in
Table 7 constitutes a case for change or continuity within the post-war
périod is largely a matter of emphasis. Nondurable consumption has remained
a steady five-eighths of gross national product, without any trend, since the
early 1950s. Households' total non-consumpticn uses of funds remained
roughly steady at one-fifth of the gross national product until 1270, but has
risen sharply since then. Within this total, both durables purchases‘and
residential construction have held a steady relation to cverall economic
activity throughout, but the net acquisition of financialvassets has
approximately doubled over the post-war years, rising from an average 6% of
gross national product during the late 1940s and 1950s to 10-12% in the 1970s.

While it is important not to lose sight of the distribution of assets and



1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976-1978

1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976~1978

Notes:

Table 7

Uses of Funds by U.S. Households

Investment Uses of Funds Memorandum:
Personal
Total Non-durable - Durable Residential Net Acquisition of Disposable
Uses Consumption Total Expenditure Construction Financial Assets Income
Billions of Dollars

209.7 162,0 47.7 23.0 10.4 14.3 181.4
294.1 223.0 71.2 32.4 17.1 21.8 248,2

383.8 294,0 89.8 40.0 20.1 29.8 320.2
496.2 376.7 119.5 51.8 20.9 46.9 411.7
698.4 529.1 169.3 77.5 23.4 68,4 591.9
1093.0 805.4 287.5 117.3 40.8 129.4 903.4
1670.3 1197.9 472.5 178.8 75.3 218.4 1316.C

Percent of GNP

84.2 65.2 19.1 9.1 4.1 5.8 72.9
8l.2 61.6 19.6 .9 4. 6.0 68.6

83.2 63.7 19.5 4.4 6.5 69.5 ,
82.5 62.8 19.8 8. . 7.7 68.5
80.5 61.0 19.6 . 2.7 7.9 68.2
84.3 62.0 22,2 . .2 10.0 69.6
87.4 62.8 24,7 9.4 4.0 11.4 68.9

Data are averages of annual flows, in dollars and as percentage

Detail may not add to totals because of rounding.

Source:

Board of Governors of the Federal Reserve System.

of annual gross national product.



Table 8

Sources of Funds to U.S. Households

Gross Personal Saving Net Increase in Liabilities
Net Capital Installment
Total . Personal Consumption Home & Consumer
Sources - Total Saving Allowances Total Mortgages Credit

Billions of Dollars

1946-1950 45.4 36.9 21.1 15.7 8.5 4.8 3.6
1951-1955 68.2 54.7 27.2 27.5 13.6 8.3 3.9
1956-1960 85.9 69.3 29.2 40.1 16.6 10.8 " 4.0
1961-1965 114.6 88.4 39.6 48.8 26.2 15.4 . 7.6
1966-1970 166.6 . 138.0 71.2 66.8 ~28.5 15.2 8.0
1971-1975 277.3 217.5 110.9 106.6 59.8 37.7 16.0
1976-1978 442.1 303.8 141.2 162.6 138.3 86.1 38.9

Percent of Total Sources

1946-1950 100.0 81.3 45.6 34.7 18.7 10:6 7.

9
1951-1955 100.0 80.1 39.8 40.3 19.9 12.1 5.8
1956-1960 100.0 80.6 34.0 46.6 19.4 12.6. 4.6
1961~1965 100.0 77.2 34.6 42.6 22.8 13.5 6.7
1966-1970 100.0 82.9 42.8 40.1 17.1 9.1 4.8
1971-1975 100.0 78.4 40.0 38.4 21.6 13.6 5.8
1976-1978 100.0 68,7 31.9 36.8 31.3 19.5 8.8

Notes: Data are averages of annual flows, in dollars and as percentages of total sources.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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1951-1955
1956-1960
1961-1965
1966-1970
1971-1975

1976-1978

1946-1950
1951-1955
1856--1960
1961-1965
1966-1970
1971-1975

1976-1978

Table 9

. Outstanding Debt of U.S. Households

Total Installment
Credit Market Home & Consumer
Debt Mortgages Credit Othex
Billions of Dollars
52.7 31.2 17.9 3.6
107.2 64.1 36.0 7.1
183.3 114.8 56.0 12.5
286.6 181.1 84.0 21.5
423.0 259.0 126.6 37.4
657.0 400.3 195.2 61.5
1010.5 637.6 292.7 80.2
Percent of Total Debt
100.0 59.2 33.9 6.9
100.0 59.8 33.6 6.6
100.0 62.6 30.5 €.8
100.0 63.2 29.3 7.5
100.0 61.2 29,9 8.8
100.0 60.9 29.7 9.4
100.0 63.1 29,0 7.9

Notes: Data are averages of yearend credit market debt outstanding,

in ‘dollars and as percentages of the annual total.

Detail may not add to totals because of rounding.

Source: Board of Governors of the Federal Reserve System.
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liabilities — the peoplé who borrow are often not the same ones who
accumulate assets — on an aggregated basis the notion that individuals

have increased their borrowing (relative to economic activity) either to
i

finance investment in houses and durables or to finance current consumption
turns out to be false. Instead, they have borrowed more ‘and simultaneously
held more financial assets. )

A comparison of households' total uses of funds versus personal
wisposable income, shown as a memorandum item in Table 7, indicates that
individuals have had to be net borrowers throughout the post-war period.
After showing little trend for a guarter-century, the shortfall of disposable
income from total uses of funds has increased sharply in the 1970s. The
data in Table 8 show how households have financed their growing needs for
funds.20 Here again the data suggest a long period of stability, followed
by some change in household behavior either at the beginning of the 1970s
or perhaps the 1960s. Until then the balance of saving and borrowing as
sources of funds remained largely unchanged. More recently individuals
have relied more heavily on borrowing, including both mortgages and consumer
credit (primarily installment credit21). Table 9 indicates the accumulation
and also the relatively stable composition of this expanding individual debt
by type of borrowing. Subject to some variation primarily associated with
the pace of homebuilding activity and the movement of house prices, home
mortgages have accounted for a fairly steady five-eighths of total household
indebtedness throughout the post-war period. Consumer credit has gradually
shrunk in relation to the total, while the relatively small amount of
borrowing in all other forms has gradually grown.

State and lLocal Governments. State and local government units
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gradually increased their outstanding debt from 7% of the gross national
product at the end of World War II to just over double that in 1971 before
allowing it to decline somthat in the 197Cs. Once again, a major portion
of this increase in indebtedness constituted a.return to pre-war norms after
the aberration of the wartime years. During the 1920s the state and local
government debt ratio had slowly fisen from 10% to 13%, and after some
fluctuation in the early 1930s it stood at 13% in 1941 also. At least until
1960, therefore, the post-war increase waé merely a restoration of the
previous relative debt level. For the next decade outstanding state

and local government debt grew little further in relation to the economy's
nonfinancial activity, and in the 1970s it has again declined to well within
its pre-war range.

As Table 10 shows, the leveling of the state and local government debt
ratio in the 1960s and its decline in the 1970s stand in some contrast to
the relative size of state and local governments' nonZinancial activity,
which continued to grow vigorouély through both the 1250s and the 1960s, and
has leveled off but still not declined in the 1970s. State and local
government spending has been the single most rapidly growing component of
the nationfs total spending since Werld War II. The great surge in the
provision of local public services during this period, much of which was
associated with the needs created by the post-war baby boom, more than
doubled state and local governments' purchases of goods and services as a
share of the gross national product. Only in the 1970s has this growth in
spending leveled off, as the demographics have shifted markedly and an
increasing number of communities have all but completea their basic social

capital installations including schools, hospitals, roads and sewers.



Table 10

Budget Summary for U.S. State and Local Governments

Expenditures Net .

Purchases of Acquisition of Total .Net Increase

Total Goods & Services Financial Assets Receipts in Liabilities
Billions of Dollars .
1946-1950 17.2 15.1 1.2 17.4 2.1
1951-1955 . 28.0 25.7 1.6 - 27.4 4.4
1956-1960 43.3 40.4 1.4 42.4 ' 5.3
1961-1965 63.8 60.0 3.4 64.1 6.5
1966-1970 107.1 100.7 - 4.3 108.1 . 9.7
1971-1975 185.3 172.¢6 : 10.1 194.1 16.0
1276-1978 275.2 255.5 20.6 299.2 20.6

Percent of GNP
1946-1950 6.8 6.0 0.5 | 6.9 0.8
1951-1955 7.7 7.1 0.5 7.6 ) 1.2
1956-1960 9.4 8.7 0.3 9.2 1.1
1961-1965 10.6 10.0 0.6 10.6 . 1.1
1966-1970 12.3 11.6 0.5 12.4 .

1971-1975 14.2 o 13.3 0.8 15.0 1.3
1976-1978 14.4 13.4 1.1 : 15.7 1.1

Notes: Data are averages of annual flows, in dollars and as percentages of annual gross national product.
Detail may not add to teoials becausc of rounding., :
Source: Board of Governors of the Federal Rescrve System.
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The budget data in Table 10 also show that state and local governments
on average have typically kept their total receipts, consisting primarily
of tax revenues and federal’grants; rising in pace with their increasing
. total expenditures-;— including primariliy purchasaes of goods and services,
plus small amounts of transfer payments and the excess of interest paid
over interest received.22 Indeed; in the 1970s they have consistently run
surpluses.23 Hence stéte and local governments' borrowing, which has
consisted almost entirely of long-term debt, has served in large part to
finanqe these governmeﬂts' own investment in financial instruments,
especially Treasury securities. 1In 1978, however, the federal government
eliminated the right of state and local governments to earn a positive
"spread" by issuing tax exempt (and therefore iower vield) securities in
order to hold (without paying taxes) higher yielding Treasury securities.
Hence the relationship between state and local governments' debt issues and
their budget surplusgs or deficits may well become closer in the future than
it has been in the recent past.

Foreign Borrowers. Foreign borrowers have plaved a relatively small,

though growing, role in the American financial markets throughout the post~
war period.24 During the late 19505 and early 1960s, discussions of the
American balance of payments deficit, which people were just then coming to
perceive as a problem, often focused on the strength of the American
financial markets and on their ability to extend credit to finance the
growth of world trade and development. Even so, as the memorandum colurn of
Table 3 indicates, outstanding debt issued by foreigners in the American

markets first equalled 5% of this country's gross national product only in

1963, and it peaked at an only slightly higher ratio after the imposition of
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capital controls the next Year. Moresover, throughout this period and into
the 1970s, about half of the foreign borrowing here took the form of loans
from the federél government rather than funds advanced by private investors.
Foreign debt in American markets did not again reach~the 1964 level (in
relation to gross national product) until 1974, after the.removal of the
capital controls. The subsequent growth has remained modest through 1978,
although the increasing amount of deveioping country debt owed to American
banks has recently raised widespread questions about these banks' exposure
to risks associated with foreign lending.

It is interesting to speculate about whether foreign borrowing would
have been a more important activity in American markets but for the
restrictive government actions taken in the 1960s to prevent capital outflows
in the interest of maintaining a stronger dollar. From 1964 until 1974 the
Interest Equalization Tax effectively prohibited the sale in the United
States of debt securities issued by foreign borrowers other than Canadian
provinces and international institutions like the World Bank, and from 1265
until 1974 the Federal Reserve's so-called Voluntary Foreign Credit Restraint
program limited lending abroad by American banks.25 These two restrictions —
along with the Commerce Department's Cffice of Foreign Direct Investment
program, which from 1965 to 1974 re%uired American companies to finance abroad
whafever funds they were investing abroad, and the advent of effective interest
ceilings on domestic deposits (discussed in Section IV below) — probably
provided the chief impetus to the rapid development of the Eurodollar and Euro-
bond markets. Without these capital controls foreign borrowers almost certainly
would have done more financing in American markets, and might have done much
more. Since the removal of capital controls the volume of both American banks'

lending abroad and foreign issues in the American bond market has picked up
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sharply, but the Euro markets, now that they are well established, remain
the major immediate source of dollar credits to most foreign borrowers.

In retrospect it is clear that the capital flow restrictions imposed in the
k19605 had the effect c¢f enhancing the competitive position off, for example,

the london financial markets over those in New York.

Federal Government. The feéeral government's reliance on the American
financial markets during the post-war pefiod has largely constituted a
return to the experience of the 1920s after the aberration of the depression
and the war years; Aftexr World War II the government's outstanding debt
fell steadily in relation to gross national product until the mid 1970s —
from 1192% in 1945 to 56% in 1955, 37% in 1965, and a low of 25% in 1974.
Although the federal government's budget has rarely been in surplus, only
during the years 1949, 1953 and 1975-76 did the impact of business recessions
on tax revenues and transfer payments enlarge the deficit to such an extent
that the government did not "pay down" the public debt in relation to (tempo-
rarily shrunken) nonfinancial activity. Nevertheless, the other post-war
récessions — in 1957-58; 1960-61 énd 1969-70 — did produce some slowing,
though not a reversal, oflthe overall post-war decline in the gdvernment‘s
debt ratio. The combined effect of the relatively mild 1969-70 recession
and the especially severe 1973-75 recession has been on balance to halt much
of the decline of the public debt ratio in the 1970s, although the government
'~ budget projections for 1979-81 that are available as of the time of writing
suggest that this decline may now be in progress once again.

Table 11 presents budget summary data relating the federal government's
financial needs to its nonfinancial activity. Apart from a one-time jump at

the beginning of the 1950s and subseéuent fluctuations associated with



Table 11

Budget Summary for U.S. Federal Government

Expenditures Net
Purchases of Transfer Acquisition of Total Net Increase
Total Goods & Services Payments Financial Assets Receipts in Liabilities

Billions of Dollars

1946-1950 N 36.5 17.2 15.1 - -0.8 ©42.9 © -6.3

1951-1955 68.8 48.1 16.1 1.6 67.6 3.3
1956-1960 85.0 51.5 27.7 0.8 85.0 2.2
1961-1965 113.7 63.6 42.7 3.4 111.6 6.5
1966-1970 © 1761 92.2 72.4 3.7 171.2 10.1
19711975 277.3 106.9 152.2 . 6.4 251.9 32.6
1976-1978 422.2 142.2 249.8 20.6 © 379.6 €9.4

Percent of GNP

1946-1950 14.7 7.0 6.1 -0.7 17.3 ~3.0
1951-1955 19.0 13.3 4.4 0.5 18.7 1.0
1956~1960 18.4 11.2 6.0 0.2 18.4 0.5
1961-1965 19.0 10.6 7.1 0.6 18.6 1.1
1966-1970 20.3 10.7 8.3 0.4 19.7 1.2
1971-1975 - 21.3 8.3 11.6 0.5 0 19.4 2.4
1976-1978 22.1 7.5 13.1 1.1 19.8 3.7

Notes: Data are averages of annual flows, in dollars and as percentages of annual gross national product.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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recessions, federal expenditures have grown slowly but steadily in relation
to gross national product throughout the post-war period. Within the
overall total, however, the ﬁix between transfer payments and direct
purchases of goods and services has radically changed. Except for a brief
bulge during the Vietnaﬁ War years, the share of gross national product
claimed by federal goods and services purchases has fallen ever since the
early 1950s. By‘contrast, during this same period feder;l transfers -
including grants to state and lccal govefnments, Social Security benefits
and all other income support payments ——;have risen even more rapidly in
relation to gross national prpduct. As a result, total expenditures (which
also include the excess of interest paid over interest received) have grown
modestly in relative size, and their composition is now nearly two-thirds
transfers and only one-third direct purchases instead of the reverse twenty
years ago.27 |

The federal government typically enlarges its portfolio of directly
held financial assets only slowly, so that its borrowing primarily reflects
the difference between its total expenditures and its total receipts from
tax revenues and Social Sécurity contributions. After a large surplus during
the late 1940s and a small deficit auring the Korean War years, the federal
government's budget was in balance on average during the late 1950s. Since
then the budget deficit has averaged 0.5% of the gross national product
‘during the 1960s, nearly 2% during the early 1970s and more than 2% during
1976-78. Even after allowance for the enlargement of the deficit due to the
severe 1973-75 recession, the federal budget deficit has shown a slow but
steady tendency to grow in relation to the economy's nonfinancial activity.28

The result has been the continual slowing — and in 1975-76 the temporary
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reversal — of‘the'decline in the federal d=bt ratio that has dominated the
post-war period thus far..

The maturity cémposition of the debt issued by the federal government
has also changed substantially during the post-war period, as Table 12 shows.
Federal debt management policy has not cnly stood in contrast to the pattern
of wartime financing but has aiso~undergone several sharp breaks within the
post-war years. Especially since the Federal Reserve System's abandcnment
of bond price stabilization at the begiﬁning of the 1950s, post-war debt
management has'moétly emphasized short-term rather than long-term £financing,
drivingvthe mean maturity of the outstanding federal debt down from 113
months in 1946 to a 1qw-of only 33 months in 1976. In two distinct periods,
however, debt management has gone the other way. During the early 1960s
the government lengthened its outstanding debt, from a mean maturity of 50
months in September, 1960, to 65 months in January, 1965.29 In addition,
beginning in 1976 and continuing through the time of writing, the government
has been lengthening its debt once again. The increase in mean maturity
from 33‘months in January, 1976, to 43 months as of September, 1979,
represents about as rapid a rate of increase as the rate of decreasa that

predominated on average during the previous thirty vears.



Table 12

Maturity of Privately Held U.S. Treasury Securities

Year : ~Mean Maturity
1945 o 116
.1950 | ' 100
1555 71
1960 58
1965 63
1970 41
1975 29
1976 33
1977 35
1978 40
1979 43

Notes: Data are mean values for December (September for 1979)

Source: U.S. Department of the Treasury
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ITII. Changes in the Working of the Financial Markets

How have the American financial markets in the post-war period met
the changing needs that the economy has placed on them? In any well
developed financial system it is useful tc distinguish the liability issuing
and asset holding activity which takes place directly between nonfinancial
participants in the economy, whosé respective principal business interests
lie elsewhere, from that which takes place through an intermediary whose
principal business is financial transactions themselves. In general, changes
in how financial markets work to meet the requirements of the nonfinancial
economy may represent some combination of changes in the economy's overall
degree of intermediation and change; in how the intermediaries go about

their business. In fact both aspects together have accounted for changes

in the American financial system during the post-war era.

A. The Advance of Financial Intermediation

Throughout their history, but more so during the twentieth century and
especially in the years since World War II, the American financial markets
have undergone a shift away from direct transactions between nonfinancial
borrowers and lenders toward the intervention of financial intermediaries.3O
The development of the commercial banking system and of the life insurance
industry in earlier years, and more recently the great expansion of nonbank
deposit institutions and both private and public sector pension funds, have
been important features of the development of the American financial system.

In the post-war period the continuation and even acceleration of the

trend toward intermediated financial markets has hardly been independent of

the simultaneous rise in the economy's reliance on privately issued debt.
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Instead, the two developments have been nathral counterparts.31 In
comparison with default-free government obligations, risky private
securities impose both information and transactions costs that encourage
the economy's development of financial intermediaries. Holders {ox
potential holders) of private securities must first discover the specific
risks that individual claims agaigst private issuers entail, and then
monitor these risks on an ongoing 5asis. These information costs are
especially large in the case of negotiaﬁed loans like home mortgages,
consumer credit, énd bank loans to businesses. Not only economies of scale
but also the advantages of specialization favor delegating this information
gathering and processing function to third parties. An equally important
function performed by financial intermediaries holding private securities
is the pooling of specific risks. In transforming thz direct claims that
they hold into the indirect claims that they issue, intermediaries economize
on transactions costs so as to facilitate diversificaticn by enabling
investors to own interests (indirectly) in a large number of imperfectly
divisible assets. In addition, by pooling many individuals' and businssses’
needs for liguidity, deposit intermediaries often change the risk
charactéristics of the aggregate of assets to be held by issuing claims
(often explicit or implicit demand claims) that have a shorter maturity than
the claims that they in turn hold. Similarly, pension and insurance inter-
mediaries change the aggregate risk structure that insured parties face by
pooling actuarial risks.

Individuals are the principal nonfinancial holders of assets that
represent direct claims on other nonfinancial participants in the economy.

Individuals' continued willingness to hold such assets therefore constitutes
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a retardant to the adVanée of financial intermediation, while their
reluctance to perform this function creates the basic need for intermediation.
Figure 4 shows how American households have shifted the composition of their
financial asset portfolios during the post-war period.32 Households'
aggregate holdings of deposit-type liabilities of financial intermediaries
have grown continually from the e;rly 1950s to the late 19705, not only
absolutely but in relation to overall nonfinancial economic activity (and
personal income). Households' claims on insurance and pension reserves have
also grown on balance during the post-war years, although here the growth has
been legs steady because of the effect of equity price changes on the valuation
of these reserves (see again Figﬁre 3). By contrast, households' direct
holdings of nonintermediated debt have declined in relative terms almost
continually since World War II, and their direct holdings of equity claims
on business corporations have varied mostly with equity price fluctuations,
exhibiting little overall relative trend.33 Since the total size of
households' financial asset portfolios in relation to gross national product
has also shown no overall trend — first declining during the immediate
post-war years, then rising sharply in the 1950s, remaining steady through
the 19605, and declining in the 1970s — these patterns of growth and decline
in comparison to gross national produét also correspond, for the post-war
period as a whole, to growth or decline in shares of households' total
portfolio.

Households' increasing preference for claims on intermediaries has
appeared even more pronounced from the perspective of their accumulation of
financial»assets. Table 13 shows households' net acquisition of various

categories of financial assets; both in dollars and as a share of the total.
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Table 13

Net Acguisitions of Financial Assets by U.S. Households

Equities Credit Life Ins.
Total Currency Investment Direct Market & Pension

Assets & Deposits Total Co. Shares Holdings Debt Reserves Other

Billions of Dollars

1946-1950 - 14.3 3.4 1.0 0.2 0.7 1.2 5.7 ‘ 3.1
1951-1955 - 21.8 9.7 1.2 0.5 . 0.7 . 3.3 7.6 -0.2
1956-1960 29.8 13.0 1.0 1.4 -0.4 6.5 10.6 -1.3
1961-1965 46.9 27.8 -1.3 2.1 o =3.4 5.2 14.3 ' 0.8
1966-1970 68.4 33.5 -3.3 4.1 -7.3 15.2 20.6 2.4
1971~1975 129.4 79.3 -4.6 -0.2 -4.4 23.2' 34.0 -2.4
1976-1978 218.4 126.5 -5.2 -1.0 -4.2 39.1 65.3 -7.3

Percent of Total Net Acquisitions

1946-1950 ' 100.0 23.9 . 6.4 1.6 4.8 8.1 39.9 21.7
1951-1955 100.0 44.5 5.7 2.3 3.4 15.3 35.1 -0.7
1956-1960 100.0 43.7 3.5 4.7 -1.2 21.8 . 35.5 -4:5
1961-1965 100.0 59.4 -2.7 4.6 -7.3 11.0 30.6 1.8
1966-1970 100.0 48.9 -4.8 6.0 -10.7 22,2 30.1 3.5
1971-1975 100.0 61.3 -3.6 -0.2 -3.4 17.9 26.2 . -1.9
1976-1978 100.0 57.9 -2.4 -0.4 -1.9 17.9 29.9 -3.4

Notes: Data are averages of annual “lows, in dollars and as percentages of annual total net acguisitions.
Detail may not add to totalils because of rounding.
Source: Board of Governors of the Federal Reserve System.
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The two features of households’ invostment behavior that stand out most

sharply here are the dominance of deposits throughout the post-war period

and the change that took ploce at the end of the 1950s in households' net

investment in corpofate equities. Households purchased more‘equity shares

in corporations than they sold in every year during 1946-57, so that the

tripling in value of their direct equity holdings over this period

represented the combined result of capital gains and positive net purchases.

By contrast, households have sold more direct equity shares than they have

purchased in every yeaf since 1958, so that capital gains have accounted for

more than all of the subsequent increase in total value of their direct

equity holdings. Moreover, allowing for the shift from direct ownership of

equities to indirect ownership via mutual funds does not alter the

fundamental picture of individuals' investment behavior. Households in the

aggregate were net purchésers of mutual fund shares during the rise of that

industry in the 1960s, but not in sufficient quantity to offset the

liguidation of their direct equity holdings. More recently, they have been

net sellers of both direct equity holdings and mutual fund shares in every

year since 1972. The conclusion remains that equity price movements have

accounted for more than all of any increase in the value of individuals'

equity holdings. Because equity prices have fluctuatedeidely but shown

little net gain in nominal terms since the mid 1960s (see again Figure 3),

individuals' aggregate equity portfolio has therefore shown no trend movement in

nominal value and has declined in relative value during the last decade and more.
The shift of individuals® investment flows away from equities during

the second half of the post-war period probably reflects several considerations

in addition to the economies of scale and risk pooling noted above as general
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advantages of intermediation. Changing birth rates, age distributions, and

income levels have all played some role. The increasing government provision

of health, education and inéoﬁe security benefits has also altered the

objectives associated with saving for many people. The growing importance

of workers' claims on future pension benefits, including job-specific

pensions in both the private and public sectors and also Social Security,

has in particular changed many people's need to accumulate assets directly

to finance their retirement.34 Finally,>perceptions of the relative returns

and risks — including especially inflation risk — associated with different

assets have also changed markedly during the post-war period. After the

unpegging of bond prices in 1951, fixed-income securities became subject to

market risk in addition to inflation risk, and in the 1970s the inflation

risk has increased dramatically. As for equities, during most of the 1950s

and 1960s, renewed confidence in economic stability and prosperity lessened

fears of any collapse of values comparable to that of 1929-33, and in

addition many people regarded them as a "hedge" against price inflation.35

Following the rapid acceleration of inflation and the poor performance of

both equity prices and the American economy in the 1970s, however, prevailing

opinion has hecome progressively more skeptical both cf the economy's long-run

growth prospects and of the usefulness of equities as an inflation hedge.36

As the correlations presented in Table 14 show, even during the 1950s and

1960s nominal returns on equities never compensated fully for variations in

price inflaticn.37 Even so, the table also shows that there has been a

noticeable shift in the structure of asset returns and risks in the 1970s.
Although individuals are the dominant nonfinancial holders of direqt

claims on other nonfinancial participants in the economy, businesses also



Table 14

Asset Peturns and Price Inflation

After-Inflation Total Returns

l-month Bills 20-year Bonds Equities Inflation
1953-1978
Mean 0.41 - 0.52 7.09 3.69
Standard Deviation 1.41 6.89 20.13 3.12
Correlation with Inflation - 0.88 - 0.40 - 0.61 1.00
1953-72 Subperiod '
Mean 1.02 0.18 10.48 2.36
Standard Deviation 0.69 6.59 18.19 1.73
Correlation with Inflation - 0.44 - 0.30 - 0.56 1.00
1972~78 Subperiod
Mean - 1.62 - 2.83 - 4.19 ‘ 8.10
Standard Deviation 1.29 8.00 23.87 2.53
Correlation with Inflation - 0.97 - 0.72 : - 0.77 1.00

Note: Data in percent per annum.
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advance a substantial amount of direct credit, both to individuals in the
form of installment and other consumer credit, and to each other in the
form of trade credit and coﬁmercial paper. FEven with the ready availability
of business credit cards and charge accounts, however, commercial barks and
finance companies have increasingly dominated the consumer credit field.

The share of outstanding consumer~credit owed to nonfinancial businesses
(including corporations and others) has fallen from just over one-third in
the early 1950s to just under one-sixth in the 1970s. 1In addition, business
lending via purchéses of nonfinancial commercial paper has remained
relatively small, so that trade credit — typically equal to 15-18% of the
gross national product,.and mostly borrowed and lent within the corporate
sector — remains the primary vehicle for businesses' holdings of direct
claims on nonfinancial obligors.

Foreign investors have held a small but growing share of direct claims
on nonfinaﬁcial participants in the American economy throughout the pcst-war
period.38 The growth of foreign holdings has been especially rapid during
the 1970s, as the persistent American balance of payments deficit
has transferred assets abroad, especialiy to member countries of
the international oil cartel. The rapid racent growth has proceded from a
small base, however, so that foreign holdings still represented less than
5% of all direct claims against American nonfinancial obligors as of yearend
1978. Nevertheless, the concentration of foreign (especially foreign
official) investments in specific instruments has made foreign holdings of
particular importance in some American markets. The yearend 1978 share of

federal government securities held abroad, for example, was nearly one-sixth.
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Figure 5 indicates the extent to which the increasing preference for
claims on intermediaries by individuals (and, to a lesser extent, other
nonfinancial investors) has'shifted to intermediaries the task of meetin§
" the needs that nonfinancial participants in the economy have brought to the
American financial markets. As of 1978 individuals in the aggregate
remained the largest single class of holders of direct claims on nonfinancial
borrowers and share issuers — but only by virtue of their continuing
domination of the ownership of corporaté equities. Because the direct
claims that individuals hold consist overwhelmingly of equities (see again
Figure 4), the household share of ownership of the total of direct claims
outstanding has varied with fluctuations in equity prices. Overall, however,
thé household share has declined, as has the share held by all other
nonfinancial investors. As the share of direct claims on nonfinancial
entities held by ail nonfinancial invéstors has declined, the share held by
financial intermediaries has correspondingly risen. Intermediaries' holdings
first accounted for the majo;ity of all direct claims outstanding in the
American financial markets in 1969, and they have remained the majority ever
since.

Table 15 presents flow data indicating the even stronger post-war
dominance of intermediaries in meeting the funds required each year
by nonfinancial participants in the economy. Here fhe main difference from
thg pattern indicated in Figure 5 is that these data exclude equity capital
gains, which constituted most of the increase in households' equity holdings
until the late 1960s and more than all of the increase since then. Apait
from accumulating capital gains on equities, individuals and other private

domestic nonfinancial investors have played only a small and shrinking
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1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976-1978

1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976-1978

Table 15

U.S. Credit Market Funds Advanced to Nonfinancial Sectors

Pvt. Domn. Financial Intermediaries
Nonfinancial Federal Commercial Savings
Total Investors Govt. Foreign Total Banks Insts. Other
Billions of Dollars
14.2 2.3 1.3 0.1 10.5 1.3 2.7 6.5
31.4 5.8 1.7 0.7 23.1 6.6 5.8 10.8
40.4 6.8 2.0 1.3 30.4 7.7 8.8 14.0
63.1 1.5 5.1 1.0 55.7 20.7 15.0 20.0
94.4 9.7 8.6 2.2 73.8 29.4 14.3 30.1
189.0 18.3 14.0 10.4 146.3 60.3 40.2 45.7
338.1 26.7 23.5 30.8 257.1 92,0 76.4 88.7
Percent of Total Funds Advanced
100.0 16.2 9.2 0.6 74.0 9.1 19.2 45.6
100.0 18.5 5. 2.3 73.7 20.9 18.4 34.4
100.0 16.9 4.7 3.2 75.2 19.0 21.7 34.4
100.0 2.3 8.0 1.4 88.2 32.8 23.7 31.7
100.0 10.3 9.1 2.4 78.2 31.2 15.1 31.9
100.0 9.7 7.4 5.5 77.4 31.9 21.3 24.2
100.0 7.9 7.0 9.1 76.0 27.2 22.6 26.2

Notes: Data are averages of annual flows, in dollars and as percentages of annual total funds advanced.
Detail may not add to totals because of rounding.

Source:

Board of Governors of the Federal Reserve System.
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role in meeting directly the needs that nonfinancial entities have brought to the
financial markets.39 In large part because of the growing fraction of thpse
needs that have come in the form of debt issued by private borrowers, non-

" financial investors have instead accumulated claims on intermediaries and

have left to them the task of directly allocating the economy's financial

resources.

B. The Role of Specific Intermediaries

The advénce of intermediation in the post-war period has hardly been
uniform. The specialization of American financial intermediaries has
inevitably led to some playing more important roles than others, and some
experiencing more rapid growth than others, as the needs and objectives of
both borrowers and lenders have changed and as government interventions have
{intentionally or otherwise) favored first one kind of'institution and then
another.

Commercial Banks. The commercial banking system has long stood at the

center of economists' interest in financial markets. Even today, despite
nearly two decades of increasing emphasis on nonbank intermediaries in
financial economics research,40 discussions ranging from textbook descriptions
of the economy to professional evaluations of monetary policy often proceed

as if commercial banks were the only intermediaries in the financial markets.
Thi; emphasis on the commercial banking system is understandable in part, in
view of the special role that banks pla& in the monetary policy process by
virtue of their relationship to the Federal Reserve System. In addition, in
the past commercial banks were more dominant in financial market activity

than they are today. Before World War II banks' assets and liabilities
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dwarfed those ofvother'intormediaries, and before passage of the Glass-
Steagall Act ir 1933 commercial banks also dominated thé American securities
business.4l Until as recenfly as the early 1970s, commercial banka enjoyed
a monopoly on the right to issue checkable deposits.

Since World War II the“American commercial banking system has
approximately held its own in relation to the scale of nonfinancial economic
activity, but it has not participated in the economy's overall post-war

expansion of intermediation. The approximate stability of the banking

‘system's relative size is apparent in Figure 5, and also in the data on

commercial banks' assets and liabilities presented in Table 16.

The total size of the banking system in relation to groaa national product
has shown essentially no trond during the post-war perioa.. Put the other
way around, as Figure 6 shows, there has been little post-war trend

in the "income velocity" of the broad M2 money stock, which consists of moét
commercial’bank deposit lisbilities (plus the public's currency holdings),
or in'tho corresponding income velocity of bank credit, which consists of
most commercial bankvearniog assers.42 This relative stability (actually a
slow decline) in the post-war period stands in marked contrast to the pre-war
years when, over nearly a century, the size of the oanking system continually
grew in relation to gross national product.

Within the stability of the overall totals, however, the post-war yeara
have also seen substantial shifts in composition on both sides of the
banking system's balance sheet. Among bank assets,'the most significant
development of the post-war period has been the recovery of bank loan

portfolios and hence the general resumption of banks' traditional role as



1946-1950
1951-1955
1956-1960
1961-1965
1966-1970
1971-1975
1976-1978

1946-1950
1951-1955
1956~-1960
1961-1965
1966-1970
1971-1975
1976-1978

Notes:

Detail may not add to totals because of rounding.
Board of Governors of the Federal Reserve System.

Source:

Table 16

Assets and Liabilities of U.S. Commercial Banks

Financial Assets

Financial Liabilities

Treasury Gov Agency St & Loc Demand Non-CD Time
Total Debt Debt Debt Loans Total Deposits Deposits CD
Percent of GNP
54.8 26.7 2.3 16.0 51.1 35.4 14.0 0.0
47.1 17.5 . 3.0 18.6 43.8 29.6 12.0 0.0
45.1 13.2 0.5 3.4 22,2 41.6 25.8 13.3 0.0
47.0 10.6 0.7 4.8 26.1 43.5 22.6 16.6 1.5
49.1 6.9 1. 6.3 30.1 46.0 19.4° 19.7 2.2
52.7 5.0 . 7.1 34.0 49.7 17.1 22.3 4.6
50.5 5.1 2.0 5.8 33.6 47.5 14.0 23.3 4.0
Percent of Total Financial Assets
100.0 48.3 1.1 4.3 29.5 93.2 64.6 25.4
100.0 37.1 . 6.5 39.6 93.0 62.8 25.6 .
100.0 29.1 . 7.5 49.4 92.3 57.1 29.7 .
100.0 22,2 .6 10.3 55.8 92.7 47.8 35.5 3.3
100.0 14.0 . 12.8 61.4 93.6 39.4 40.1 .
100.0 9.4 3.9 13.3 64.6 94.3 32.1 42.3 9.
100.0 10.0 3.9 11.5 66.8 94.1 27.7 46.0 .

percentages of annual total assets,

Data are averages of yearend amounts, as percentages of annual gross national product and as
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"inside; ipﬁermediaries. In 1929 loans constituted 73% of bank credit.
During the'éepression znd then the war years, however, the fall-off in
privaté debt issuing meant £hat, for all practical purposes, there was little
or no loan business to be had. By contrast, the federal government was then
issuing debt in record volume, and banks participated in fihancing it. By
1935 banks' securities investmenté exceeded their loan portfolios, and in
1945 investments constituted 79% of bank credit. Commercial banks simply
were no longer very commercial. The years since 1946 have largely consisted
of a reversal of the 1930-45 pattern, with bank loans exceeding securities
investments in 1957 for the first time in more than two decades and reaching
73% of total bank credit as of yearend 1978.

In rebuilding their loan portfolios and de-emphasizing their invest-
ments, banks have also both altered the mix of their lendirg business and
changed the character of their securities holdings. Although banks remain
a principal source of business credit, and commercial and industrial loans
are still the largest single'ﬁategory of bank lending, they no longer
dominate bank loan portfolios as they once did. Instead, mortgage credit
and gther consumer loans now comprise nearly one-third of the total.
Especially during the second half of the post-war period, the widespread use
of bank-issued credit cards has been a major factor in banks® development of
their consumer lending business. Moreover, among business loans per se, the
larger banks have increasingly become a major factor in:the intermediate-
term credit market through the use of explicitly longer maturity loans (in
some casés up to ten years) and revolving credits of an implicitly ongoing
nature. Total bank investments have grown slowly since World War II, but

because of tax incentives banks have so concentrated their investments on
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state and local gerrnment issues that, for a few years in the early 1970s,
>théyvheld more of theSe securities than of federal government debt.44
‘Among_bank liabilitieé, the two most significant changes that have
occurred dﬁring the post-war period have been the ccntinual decline of demand
balancgsAand increase of time and saving deposits, relative to either total
bank.iiabilities or gross national product, and the "liability management
revéiﬁtion" that has greatly increased the larger banks' reliance on "bought
funds." AskFigure é shows, the income Qelocity of the narrow M1 money stock,
consisting éf'curfency plus demand deposits, has about tripled over the post-
war years as a result of a combination of influences including economies of
scale in the public's h&lding of cash balances, the secular rise in nominal
. interest rates, and the increasingly widespread use of credit cards and
charge accounts.45 This persistent trend increase in Ml velocity stands in
sharp contrast to either the absence of any trend during 1910-30 or the
‘steeply declining trend during 1930-45. Hence only the strong growth of time
and savings deposits, including the new negotiable certificates of deposit
that first came into existence in 1961, has accounted for the much slower
post-war increase in the income velocity of M2. Large banks' growing use of
such liabilities as certificates of deposit, federal funds, Earodollar
borrowings, commercial paper issues, repurchase agreements and so on —
instruments that in some cases represent the development of new financial
markets since World War II — has not only changed banks' balance sheets but
also facilitated a major change in the feasible aggressiveness of bank lending
practices. The enormous post-war expansion of bank loan portfolios, which

banks have achieved in part through the competitive use of such devices as

loan commitments and medium-term credits, would probably have been impossible
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if banks had simply continued to follow the classic practice of t;eating
their deposits (and other liabilities) as determined by outside férces.
Finally, it is useful‘to point out explicitly that because of changes
in commercial bank 6rganization, especially during the 1960s, the represen- .
tation of banks as having merely held their own during‘thé post-war increase
in the American economy's degree of financial intermediation relative to
economic activity risks understating by a wide margin the growing overall
presence of commercial banks in the finAncial system. After falling by more
than one-half between 1920 and 1935, the number of American commercial banks
has remained roughly steady at about 14,000. The number of bank branches,
however, has risen from some 4,000 to over 32,000 during the post-war years,
with most of this growth occurring since 1960. Moreover, especially since
the 1970 Amendments to the Bank Holding Company Act, banks have increasingly
gone into activities other than their traditional loan and deposit business.46
Although their direct participation in financial intermediation has not kept
pace with the rising post-war trend, commercial banks have increasingly
enhanced their importance as more nearly full-service financial institutions.

Nonbank Deposit Institutions. As is clear from Figure 5, one group of

intermediaries that has accounted for much of the post-war increase in
American finangial intermediation has been the nonbank deposit institutions
including savings and loan associations, mutual savings banks, and-éredit
unions. The public's stro;;m;;;and for consumer-type time and savings
deposits has kept these institutions growing rapidly, not just absolutely

but in relation to economic activity, during most of the post-war period. 1In

fact, as Figure 6 shows, their growth has even been great enough to offset

the relative decline of the commercial banking system, so that the income
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velocity of the M3 money stock, consisting of M2 plus nonbank deposits, has
shown a modest downward trend since the beginning of the data series iﬁ 1959.
Moreover, when extrapolated 5ackward this trend appears to have been a
continuation of the downward trend associated with M2 during the pre-war era
when nonbank deposit institutions were not of major impcrtance.

Table 17 presents data for the individual deposit (or share) volume
and éombined asset holdings of the three major groups of nonbank deposit
ins#itutioﬁs, first in relation to qross.national product and then as a
share of the total asseﬁs of the three groups of institutions together. The
' Vast post-war expansion of the savings and lcan industry stands out clearly
here. Between the early post-war years and the 1970s outstanding savings
and loan shaies ﬁore than quadrupled as a percentage of gross national
producfi Ey 1978 the amount of these shares equaled more than twice the
amount of mutual savings bank deposits and credit union shares combined, and
also equaled about five-sixths of the amount of consumer-type time and
savings deposits held at commercial banks. In comparison with_mutual savings
banks, the primary factor underlying the more rapid growth of savings and
loan associations has probably been mere geography; mutual savings banks are
6verwhe1mingly éoncentrated in a few states, especially New York and
Massachusetts, which have experienced slower than avérage economic growth
during the post-war period. 1In comparison with commercial banks, the primary
factor has probably been the effect of government regulation, in that savings
and loan associations did not face deposit interest rate ceilings ﬁntil 1965
apd have enjoved a one-fourth percent differential over commercial banks
since then. The growth of credit unions has been even faster‘than that of

savings and loan associations, but credit unions constitute another example



Table 17

Assets and Liabilities of U.S. Nonbank Deposit Institutions

Liabilities by Sector
Combined Financial Assets

Savings Mutual Credit
Consumer & Loan Savings Banks Union
Total Mortgages Credit Shares Deposits Shares

Percent of GNP

1946-1950 13.4 6.3 ' 0.3 4.7 7.2 0.2
1951-1955 15.3 9.7 0.5 6.9 6.6 0.5
1956-1960 21.0 15.0 1.0 11.1 7.1 0.8
1961-1965 26.9 20.5 1.3 16.0 7.3 1.2
1966-1970 27.0 20.9 1.6 16.2 7.2, 1.4
1971-1975 30.2 22.3 2. 18.8 7.2 1.8
1976-1978 33.1 23.6 2.6 : 21.7 6.7 2.3
Percent of Total Combined Financial Assets
1946-1950 100.0 47.4 2.2 32.3 53.5 1.8
1951-1955 100.0 63.4 3.3 41.2 43.0 3.0
1956-1960 100.0 71.4 4.4 50.0 33.9 4.0
1961-1965 100.0 76.4 5.0 54.7 27.1 4.4
1966-1970 100.0 77.3 6.0 54.5 26.6 ' 5.2
1971-1975 100.0 73.9 7.0 56.0 23.5 6.2
1976-1978 100.0 71.4 8.0 58.4 20.2 7.0

Notes: Data are averages of yearend amounts, as percentages of annual gross national product and as
pPercentages of annual total assets.
Detail may not add to totals because of rounding.
Source: Board of Governcrs of the Federal Reserve System,
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of rapid groﬁth from a small base, and theylremain by far the smallest of
the three groups of institutions. Mutual savings banks ére alone among the
three groups in having failéd to do more thén grow in pace with economic

" activity. Although mutual savings bahks were twice as iarge as savings and
loan associations at the end of World war II, savings and-loans were equal
in size in 1954 and more than three times as large by 1978.

Because all of these nonbank deposit institutions opérate under legal
and regulatory constraints governing thé disposition of their asset
portfolios, their aggregate contribution to meeting the financial needs of
nonfinancial participants in the economy has followed a fairly pfédictable
- pattern. Savings and loan associations and mutual savings banks tyéically
invest some 80% and 70% of their assets in mortgages, respectively, so that
these two groups together have become the nation's leading provider of
. mortgage lending. As of yearend 1978 savings and loans and mutual savings
' banks together held 45% of all outstanding mortgages (in comparison to 18%
. for commercial banks, the next largest class of holders). These institutions

are espeéially predominant in the market for single-~family home mortgages,
accounfing for 55% of yearend 1978 loans outstanding. Credit unions, by
contrast, have traditionally invested most of their assets in consumer
installment loans, and by 1978 they accounted for 14% of the ouﬁstanding
consumer credit.

As the discussion in Section IV below emphasizes, the history of
American nonbank deposit institutions in the post-war period has been in
large part a story of evolwing financial regulation, including restrictions

~on these intermediaries' liability issuing as well as their asset holding.

In this context, what may well turn out to be two of the most important
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changes affecting nonbank financial institutions within the post-war era

are only‘ﬁdst in brogress at the time of writing. The first is the sudden
accelefdtion‘df the erosion df the deposit interest rate ceilings these
ins;itutions have faced since the mid 1960s, following the introduction in

mid 1978 of "money market certificates" bearing yields set in relation to

»thosé on Treasury bilis. Just by iate 1279 — that is, after less than
‘eighteen months — these new deposit certificates accounted for more than
one-fourth of all deposits at savings and loan institutions and almost one-
fourth at mutual éavings banks. The second change is the expansion of authority
to issue interest-bearing checkable deposits, which nonhank‘deposit institutions
and commercial banks in.the New England states received in several stepé

during 1972-76, and the extension of which to the rest of the country is to be
decided by Congress by 1980. Both checking account authority and the freedom

~ from deposit interest rate ceilings are likely to increase greatly the demand
for claims on nonbank deposit intermediaries, although the impact of  the

latter on these institutions' cash flows (and even solvency in some cases)

makes it a mixed blessing in the short run.

Nondeposit Intermediaries. Finally, as is also apparent from Figure 5,

a significant part of the post-war increase in the American economy's degree
of financial intermediation has stemmed from neither commercial banks nor
nonbank deposit institutions but, instead, from intermediaries that -

issue only nondeposit claims. There are many forms of such intermediaries
operating in'thé American markets, but the most familiar and important among
them include_life and casualty insurance companies, private and public sector
pension fupds, independent consumer finance companies and the "captive®

finance companies of nonfinancial businesses, equity and money market mutual
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funds, real estate investment trusts, and security brokers and dealers.

Table 18 presents data, analogous to that shown above for the nonbank
deposit institutions, for tﬂree specific categories of nondeposit inter-
mediaries:47 life iﬂsurance companies, private pension funds, and state and
local government pension funds. The reason for focusing in particular on
these three groups is not only thé£ they are the largest of the nondeposit
intermediaries but also that their fespective post-war experience reflects
some interesting contrasts. Because the low interest rates implicitly paid
on the savings component of ordinary life insurance has increasingly favored
the use of group and other term insurance policies, life insurance companies'
total assets held and liabilities outstanding grew little relative to gross
national product during the first half of the post-war period, and since then
they have been declining in relative terms. Moreover, the relative decline
in these companies' life insurance business has been even more pronounced,
in that their growth in recent years has consisted disproportionately of
pension monies which they manage for other businesses. As of yearend 1978
pension reserves constituted nearly one-third of life insurance companies'
total liabilities, up from less than one-tenth in the early post-war years.

By contrast, both private and public sector pensions have experienced
extraordinarily rapid growth throughout these yeérs. Tax incentives at both
the individual and corporate levels, business personnel policies aimed at
reducing worker turn-over, features of the collective bargaining process, and
other corporate financial objectives have all combined to favor the
mushrooming of private pension liabilities since World War II. During most
of this period, however, businesses had (and many used) broad latitude to

incur pension liabilities without funding them. The 1974 Employee Retirement
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;iﬁcome Security Act has subsequently specified minimum standards for.fhe
_ vesting of workers' rights to accumulated pension benefits anq fd: employersf _?
vfunding of vested pension liabilities.48 'Eveh so, businessesbstill haye
flexibility in choosing the actuarial assumptionsvunderlying the éalcuiation:f
~Mw9§5£uturevbepefits, the minimum required amortization'of hnfundedhvested
benefitsvis very slow, and nonveséed benefits requirefﬁbffundihg.at all.
Consequeﬁtly, many businesses continue’tp carry substaﬁtial amounts of
unfunded iiabilities, so that private pension funds';totai'asseté as shown
in Table‘18‘substantially understate their liabilities.é9 This undérstafe@ent
has ‘been especially great during the 1970s when many private pension funééiv
asset portfolios, of which in the aggregate about twb—thirds‘is invested iﬁﬂ
;iequities, have suffered an erosion in market value..

State and local government pensions, including both teache:s' and
other employees' funds, have experienced similar post-warfgrowth; ?ublic
sector workers have the same tax incentive to use the penéion mechanism to
spread income beyond retirement as do private'sectbr w0rker§.;.Although
public sector employers do not have the same tax ihééntives as dq privatg
businesses, in many cases the political process nas probably favdged the;use
of pension compensaticn over current compensation, especially wheﬁfﬁhere is
no pressure to raise tax or other revenues immediately to fund the“acéumu-j~
lating pension 1iabi1ities. In fact public sector pension funds have;been and
remain substantially underfunded, sokthat the asset data shown in Téble,lé
greatly understate their liabilities also.50 The continued growth éf public
sector pensions' assets during the 19705, in contrast to private pensions,
reflects merely the smaller share of assets invested in equities (about one-

third in the aggregate) rather than any difference in funding practices.
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The asset mix of these insurance and bension intermedi;ries — and
hence their role in financiné economié activity — has also unqérgone
impoftént chénges since World War II.V Regulatory changes in the 1960s
' allowed many life insurance companies to inc;ease the eqﬁity porﬁion of
their portfolios, and since the mid 1960s life insurers have larggly
. withdrawn from direct home mortgaéé Iendinéiv State and ;ocal goyernment

'penéion funds and especially private penéion funds have even mofé-
wo-dramatically iqcreased the equity share-of ﬁheir invesggents.v ansequgntly,
these nopdeposit intermediaries have increasingly becd@éia'maﬁor source of>
both.debt and equity funds for corporate businesses. Aé'atresqlt
of theSg‘portfolio changes, together with the rapid grOwgﬁlbf péﬁsiOns:and.
the{(relaiive) étagnation of the commercial banking sys;ém,_insﬁrance‘
combanies’énd pénsion funds combined have increasing;y_dominated banks:aé_;v

~ holders of claims on the American corporatevbusineséiéeCtOr — despite
‘.;:banks' post-war emphasis on loans over investments in;quefﬁment securities.
ﬂin the early post-war years these intermediaries hélé onlyléliéhtlyvmore
ciéims on the corporate sector than did commercial banks;?but by the 1970s -
they held more than twice as much. |

Iﬁ is also important to distinguish the claims on busiﬁess held by
banks, which are overwhelmingly in the forﬁ cf shqft— to mediﬁm—term loans,
from the correqunding claims held by insurance companies and peﬂ;iqn funds,
' which_consist mostly of long-term debt and equity securities. Thé%é  non-
depoéit intermediaries have traditionally held some three~fourths oﬁ?all'f
outstanding corporate bonds, and in recent years they have aléo‘céﬁé éozﬁold
:ﬁearly one=-sixth of.all corporate equity. The flow data shown in TébleleS

'iand'20:give a further idea of these investors' importance in providing:long-



- Table 18

Assets of,U.S;‘ﬁife_Insurance Companies and Pension Funds:

Combined Financial Assets g s ° “Financial Assets by Sector
Ccrporate.&’ = . Life: Private . State & Local
Total Equities Bonds = Mortgages . Insur. Co. Pension "Gov. Pension

" Percent of GNP

11946-1950 - 24.6 0.8 o820 a3 21.2 19 14
1951-1955  26.3 1.6 10.8 6.5 20.8 3.3 2,
1956-1960 31.8 3.4 13.2 8.3 22.3 6.2 3.3
1961-1965 36.0 6.1 4.3 9.1 ©22.3 Ce.2 7 as
1966-1970 36.8 8.3 14.0 9.0 20.6 10.8 -
1971-1975 35,1 10.2 12.9 6.7 18.4  10.4 6.4
1976-1978 33.3 8.7 12.9 5.5 17.3 . 9.2 f 6.8

Percent of Total Combined Finhancial Assets T

3.3 33.4. . 17.4 °  ..86.4 7.7 5.9

1946-1950

1951-1955 6.0 '*’};él;i “r 24,9 79.1 12.6 8.3
1956-1960 10.6 . ;'5.41.455g:ﬁ:. 26.1 70,0 19.4 10.5
1961-1965 17000 3907 025.3 62,0 25.6 ' . 12.4
19661970 226 381 243 . 559 20.3 - 14.8"
1971-1975 290 36.7 0 “19.6 . 52.4 ©29.5 7 "‘ : 18m;
:19'f:1978: “ | 26.2 38.7 . 16.5 s1e 277 204

Notes: Data are: averagcs of ycalend amounts, as percentages of annual gross natlonal product and as
R percentages Oof annual total: assets. o
" Detail may not add. to totals because of rounding.-
Source: ‘Board of Governors of the Federal Reserve System.




Table 19

Net Issues and Pufchases of U.S. Corporate Bonds

Net Issues " Net Purchases
Domestic Life Private State & lLocal
Nonfinancial Insurance Pension Government
Total Bucinesses Total Companies Funds Pension Funds

Billions of Dollars

1945~1950 2.9 2.5 4.0 2.7 0.4 0.1
1951-1955 4.1 3.5 3.9 ‘ 2.4 1.0

1956-1960 5.9 4.4 4.7 2.2 1.6 0.9
1961-1965 6.4 5.0 ' 6.0 2.6 1.4 2.0
1966-1970 15.9 13.9 7.5 2.6 1.3 3.6
1971-1975 23.1 17.4 12.9 6.3 1.3 5.3
1976-1978 35.0 21.3 _ | 27.8 17.6 ' 3.7 6.5

Percent of Total Net Issues

1945-1950 100.0 87.8 139.9 93.8 15.1 3.1
1951-1955 ©100.0 86.6 95.6 60.7 24.6 10.3
1956-1960 100.0 - 75.1 79.4 37.6 26.8 . 15.1
1961-1965 100.0 70.8 94.5 40.6 22.0 3l.8
1966-1970 100.0 87.7 47.5 16.5 8.5 22.5
1971-1975 100.0 75.2 55.7 27.1 5.4 23.1
1976-1978 100.0 60.9 79.5 50.4 10.5 18.6

Notes: Data are averages of annual flows, in billions of dollars and as percentages of total net issues.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.



Table 20

Net Issues and Purchases of U.S. Corporate Equities

Net Issues Net Purchases
Domestic Life Private State & Local
Nonfinancial Insurance Pension Government
Total Businesses Subtotal Companies Funds Pension Funds

Billions of Dollars

1946-1950 1.2 1.1 0.4 0.2 0.2 " 0.0
1951-1955 2.2 1.9 0.6 0.1 0.5 0.0
1956-1960 2.4 2.0 1.6 , 0.1 1.4 0.1
1961-1965 : 1.1 0.7 3.1 0.5 2.4 .

1966-1970 3.4 2.5 7.1 1.3 4.6 1.3
1971-1975 10.7 8.8 11.9 3.0 5.9 3.0
1976-1978 7.5 5.3 10.2 1.4 ' 5.7 3.2

Percent of Total Net Issues

1946-1950 100.0 92.8 31.8 16.6 14.8 0.3
1951-1955 100.0 86.6 31.6 ' 5.9 24.9 0.9
1956-1960 100.0 82.8 66.5 5.5 58.6 2.5
1961-1965 100.0 60.5 310.9 44.4 221.5 21.9
1966-1970 100.0 73.3 206.8 36.8 132.7 37.2
1971-1975 100.0 82.7 111.6 27.9 55.3 28.5
1976-1978 100.0 70.4 136.2 18.0 75.9 42.2

Notes: Data are averages of annual flows, in billions of dollars and as percentages of total net issues.
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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term debt and equity capital to American business corporations. . In addition
to accounting for much or all of the corporate sectorfs net loﬁg—term bond
financing throughout the post-war period, since 1960 they have also acqpunted
fér more than all of its equity financing, absorbing also the eguity h;idings
liquidated by the household sector. In sum, businesses' equity and bond
financing has become increasingly éominated by these investors. Given their
high rates of portfolio turn-over, especially in comparison with individuals,

equity and bond trading has become even more so.

.C. Financial Innovation and the Advance of Market Efficiency

With individuals doing less of the direct lending in the American
financial marketé and specialized intermediaries doing more, it is not
surprising that many aspects of the working of these markets have changed
during the post-war years, and that most of theSe'changes have tended to
reduce or eliminate barriers to the transfer of financial resources and
thereby to render the financial system more efficient than’before. One
example of this evolution has been individuals' increasing ability to
diversify their holdings wvia mutual funds, pensions and mortgage pools.
Another hés been their'increased ability to escape interest rate ceilings
via negotiable certificates of deposit or money market certificates,
and minimum size requirements via money market mutual funds. Still another
has been their ability to invest abroad (or for businesses to borrow abroad)
as legal barriers have fallen. Especially in conjunction with innovations
exploiting new physical technologies, post-war changes in financial inter-
mediation have reduced many of the barriers and frictions that interfere
with the capital allocation process..

At least four kinds of friction reducing changes bear explicit attention.
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First, wholly apart from the effective reduction of tr;£sactions costs
associated with incfeased intermediation, marginal transactions costs in both
the direct and the indirect senses have fallen irregqularly throughout the
post-war period. The fee typically charged for negotiated underwritings of
high grade corporate bonds, for example, declined from $10 or more per $1000
bond in the early post~war years to $8.75 per bond in the late 1950s and has
remained unchénged at that level ever since, although under&riting fees for
competitively bid bond issues have fallen more substantially in recent years.
Bid-asked spreads have fallen from $2.5d or $5.00 to $1.25 or even $0.625

per bond for actively traded government bonds, and the feasible size of trans-
action at the quoted prices has increased substantially for both government
and corporate bonds. Bigd-asked spreads for equity issues traded on the New
York Stock Exchange have also declined to a typical $0.25 or $0.125 per

share for most issues, instead of the $0.375 per share that was mofe
prevalent some years ago. Effective equity brokerage fees have typically
fallen as well, especially for larger trades, althdugh under the fixed minimum
commission system the reductions usually took the form of indirect rebates

and services provided. Since the Securities and Exchange Commission prohibited
fixed minimum commission rates in 1975, average fees on large trades have
fallen from $0.15 per share to only $0.08 per share (0.4% of principal value).
Overall, as a result of natural competitive forces in the financial markets,
striking advances in electronic communications and data processing technology,
and specific regulatory actions, these and other direct‘transactions costs
have fallen sufficiently that the markets for what are traditionally regarded
as "nonliquid“ instruments now in fact érovide substantial 1iquidity.5% In
addition, indirect transactions costs at the margin have fallen during the

post-war period as nonfinancial businesses have increasingly invested in
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sophisticated financial staffs, either "in-house" or on a retainer basis,
and individuals have gained substantially more:financ§al knowledge also.

A second change which.has been relafed to the décline in tr;nsactions
costs, ané‘which'haé ;lso served to make markets both more liquid and more
efficiént iﬁ the éense of reducing barriefs té finéncial allocations and
re-allocations, hés been. the incréasing trend tbward hegotiability of
financial assets. As table 21 shows, nonfinancial corporations and finance
companies have on balance increased the negotiability of — and hence- the
potential market for —;-both their short-term and their long-term debt by
substituting commercial paper issues for bank loans and publicly offered
bonds for directly placed bonds. In addition, a large part of the post-war
trend toward negotiability of financial assets has occurred through the
development of new financial instruments. Commercial banks first introduced
the negotiable certificate of deposit in 1961, and by the mid 1970s these
certificates accounted for some one-tenth of banks' total liabilities. Bank
lending has also become more of a straightforward market transacticn and less
closely tied to bank-customer relations, as iﬁ many cases commitment fees
have augmented or replaced deposit balances as criteria for exten@ing credit,
and the greater flexibility providéd by banks' liability ﬁanaqement practices
has better enabled them to accommodate fluctuating business credit demands
(especially through the use of floating-rate loans). The introduction of
exchange-traded options and financial futures markets has facilitated hedging
and speculating investment postures that previously were either impossible
to achieve or possible only via expensive combinations of long and short
posifions. The development in the 1960s of a secbndary mortgage market, and
the advent of mortgage-backed "pass-through" securities, has also rendered

home mortgages in effect negotiable and has correspondingly increased the



Table 21

Negctiability of U.S. Corporate bDebt

Net Change in Bank loans &

Net Corporate Bond Issues Commercial Paper
Percent Percent Percent, Percent
Privately Publicly Bank Commercial
Placed . Offered Loans Paper
1946-1950 46.7 53.3 95.7 4.3
1951-1955 49.4 50.6 . 92.8 7.2
1956~1960 . 41.3 58.7 : 92.1 7.9
1961-1965 55.6 44.4 88.4 11.6
1966-1970 33.0 67.0 . 8l.1 18.9
1971-1975 27.3 72.7 .81.6 18.4
1976-1978 : 42.1 57.9 78.8 21.2

Notes: Data are percentages of the respective totals.

Sources: Securities and Exchange Commission and
Board of Governors of the Federal Reserve System.
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range of inveétors prepared.to conéider‘them.

The gradual and piecemeal removal of internaticnal barriers to financial
transactions, including the American actions already noﬁed above as‘wéil as
corresponding actions by other countries, has been a third important'factor
in the post-war development of tﬁe American — indeed, the world —- financial
system. Ohe part of this process -has simply been the development cf viable
financial markets ébroad. Most European cduntries did not even havé currency
cohvertibility for current transactions until 1958 (Japan not uhtil 19¢64) .
Convertibility for financial transactions has come in individual pieces
since then, and it is still incomplete althouch there is now so much
convertibiliﬁy that massive short-run movements of short-term capital have
become abmajor problem in the internationai monetary system. Since the
removal of the American capital ¢ontrols,>both American and foreign
borrowers may again choose whether to raise funds in the American markets or
abroad, Ameriéan banks may choose between domgstic and foreign loans, ani other
American investors may choose whether to buy securities issued at home or
abroad. Other countries have also gradually eliﬁinated analogous capital
'contfols — most recently the United Kingdom just in 1979. All of these
developments have improved the markets' ability to allocate financiél rescurces
in comparison with the earlier situation in which banks' participatioﬁ-in the
Eurodollar market was the primary‘véhicle for international capital flows; or
even more the situation of the still earlier post-war vears before the
reopening of foreign financial markets and the use of modern communications
technology tovconnect thém with the American markets.v In additidn, as the
example of aréund—the—élock trading in Eurodollars énd Asian dollars suggests,

the removal of international financial barriers has also even further enhanced

the overall negotiability of many financial assets. The move to floating



exchange rates in the 19703, a subject that lies beyond the scope of this
essay, has also been an important part of this entire set of developmcnts.52
Financial innovation per se — whether due’to’techhological, regulatory,
" or entrepreneurial fogces — has constituted a fourth major source of post-
war change enhancing the efficiency of the American financial system. Given
its low capital intensity and highly mobile (and well educated) labor force,
the financial industry is typically able to adopt innovations both more
cheaply and more rapidly than can, for example, manufacturing or other
production lines of business.53 Many of the innovations that have been so
important.in.changing the structure and working characteristics of the
American financial markets have already appeared in the discussion above.
Other examples include such now standard instruments as leveraged leases,
variable~rate annuities, corporate bonds subject to call protection, and
floating-rate debt issues, as well as instruments that are only just now
coming into use like graduated-payment and variable-rate mortgages.
Additional mafkets like those for federal funds and commodity futures are
not new in the post-war period, but they now play a far greater role in the
financial system than ever before. Adoption of modern electronic technology
has already facilitated such innovations as remcte términal banking, and far
reacning strucfural changes like the development of a semi-automated national
market system for equity trading, of the introduction of an electronic funds
tranéfer system for commercial banking, are now visible on the herizon
though not yet in place. 1In every case, these innovations have acted to
reinforce the continual trend toward erosion of barriers and frictions that
has marked the évolution of the American financial markets since World War II.
Despite this cataloguing of the reduction of costs and barriers that

have followed from the rise of intermediation together with innovation,
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however, it wculd be misleading to suggest that’the American financial
system has yet (or will soon) realize economistg' idealized conception of a
perfectly efficient mechanism for allocating financial resources. Many
imperfectiohs rémain. Perhaps the moét striking example of the American
financial markets' continuing shortcomings in this respect is the failufe,
despite the experience documented in Takle 14, to provide an investment
vehiéle that would (presumablv, for a price) guarantee the purchaéing power

‘ . 54 . . . .
of its holder's capital value. In addition, the home mortgage instrument

remainé a relatively inflexible instrument despite recent innovaicions,55 téx
lock-ins remair important despite the changes in inheritance taxes in 1976
and in capital gains taxes in 1978, éension rights remain entirely illiguidg,
and most individuals face severe liquidity constraints preﬁenting their
borrowing against future income in tne form of either wages or pension
benefits. More generally, the ga» between the interest rates that most
individuals earn on assets and pay on borrowings is very wide. n sum, the

post~war trend has indeed been toward more efficient markets, but at least

as of 1979 there is much room left for further development.
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IV. Changes in the Role of Government

In addition to ité reliance on the financial markets as a borrower
financingvits current deficit, the federal government has playea a number of
other roles in the development of the American financial markets since
World War II. Regulatory actions and tax policies have resulted in
significant impacts on how the fiﬂancial markets have been able to do their
job. The government's activities as a financial intermediary have affected
the allocation (and perhaps the total) of saving in the econcmy. The
monetary policy cérried out by the Federal Reserve System has fundamentally
shaped the post-war course not only of the financial markets but of the
economy as a whole, In.sum, despite the decline of the government's role
as a direct borrower, the broader changes at work during the post-waf era

have probably been in the direction of a growing overall influence of

government on the American financial markets.

A, Deposit Insurance and Government Regulation

The proliferation of the fedefal government's regulatory activities
since World War II has touched almost every part of the American economy,
and has brought important and far reaching c‘nanqes.56 The financial markets
have been no exception in this regard. Some of the most significant
innovations in financial market regulation came during the 1930s, as part of
the society's immediate reaction to the excesses of the 1920s and their
effects during the depression. -Others have come since the war. On both
counts, however, the post-war experience has been significantly different

from what went before.

The single most important development along these lines during this
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century has been the almost universal adoption of deposit insurance following
the inception of both the Federal Depcsit Insurance Corporation (FDIC)
and the Federal Savings and Loan Insurance Corporation in 1934. Before 1934

ssels
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n

the individual depositor had alwavs to regard his deposit holdings az
subject to default risk, and the wave of bank failures'dufing the early 1930s
dramatically demonstrated the potéﬁtial impact of default not only on individuals'
perceptions, and hence their asset holding beshavior, but also on nonfinancial
macroeconomic outcomes. ~After 1934 depositors' losses due to bank failure
" shrank quickly to miniscule proportion. Bank failures and forced mergers,
of which there were hundreds each year during the 1i920s and more than 1,000
in each year during 1930-33 (cver 4,000 in 1933 alone), suddenly shrank‘tb
the double~digit range in 1934 and into single digits per year by the end of
World War II. Moreover, from 1934 until the mid 1970s what few bank failures
did occur were entirely concentrated among banks with less than $100 million
in deposits, and nearly three-fourths of all failures were among banks with
less than $1 million in deposits.57 Even then, more often than not — and
especially when a large bank has failed, as in 1974 — the FDIC has arranged
eithex for a merger or for the assumption of the failed bank's valid assets
(and a corresponding share of its liabilities) by another bark, rather than
simply pursuing liquidation, so that depositors have suffered no loss of
liquidity at all. Even in cases of liquidation, the FDIC has typically
settled depositors' claims'almést immediately. In sum, the advent of deposit
insurance has fundamentally changed the nature of the American financial
markets.

Federal requlation of banking has not been limited to that incidental to

the insurance of deposits. ‘The Federal Reserve System, the FDIC and the Comp-
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troller of the Cﬁrrency have shared with the individual state banking commis-
sions the responsibility for regulation and supervision of commercial banks.
Important aspects of these éctivities include inspecting bank operations (and
in particular the composition of bank pertfolios), ruling on bank merger
applications, and regulating the entrance of banks and bank holding companies
into activities beyond traditionai.banking businesses. Because the fixsd-
percentage pricing system for deposit insurance impiicitly acts as a subsidy to
risk taking, it is possible that the role of bank inspection has been especially
important in limiting the risk'level of bznking, although the available evidence
is ambiguous on this question.58 Bank inspections have in any case become more
relevant for limiting risks as banks have moved heavily into international
transactions like exchange market trading and foreign lending. 1In addition,
control over banks' applications to engage in nonbanking activities has
become more important as baﬁks and their holding companies have increasingly
widened their scope to encompass leasing, credit cards, real estate,
insurance and other related activities.

Growth of federal regulation in the post-war era has also extended
beyond banks and other deposit intermediaries. The securities legislation
of the 19305, ineluding especially the National Banking (Glass-Steagall) and
Securities Acts of 1933 and the Securities and Exchange Act of 1934, not only
created a separéte securities industry distinct from the commercial banking
system but also set downvaﬁ elaborate set of ruies governing securities
issuing and trading and established the Securities and Exchange Commission to
enforce them. This legislation of course antedated World War II, but»many of
its effects have appeared only after the war. Disclosure requirements

increased, and have continued to increase throughout the post-war years.
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Publi5 utility coﬁpanies from 1941 and réilfbéds fromv1944 wefe compelled

to seek competitfbe bids on their new securities -——- a practice which over
time brought major changes in the structure of the investment banking
industry.59 Margin requirements foxr securities trading, set by the Federal
Reserve under authority of the 1933 Act,.have remained at or above 50% since
World War II — an especially shafp contrast to the experience of the 19290s.
Under the Investment Aévisor Act of 1940, the regulation of the post-war
securities industry has extended also to asset management as well as the
trading and issuing fﬁnctions. As of the time of writing, the Securities
and Exchange Commission is actively considering plans to restrgcture
securities trading so a; to develop the'nationwide market system mandated by
Congress in 1975, and it is possible that the implementation of such a
system would eventually even result in a dealer market's rcplacing the
auction market that has characterized most American stock exchanges for
nearly two centuries.

Federal regulation of the financial markets has also affected non-
déposit intermediaries otherkthan securities brokers and dealers. The most
recent development along these lines, which bears potentially important
implications not just for the financial markets but also for the overall
amount and composition of saving ig the American economy, is the regulation
of pfivate pension funds under the Employee Retirement Income Security Act
of 1974. 1In addition to the minimum pension funding standards already
discussed in Section III, this lggislation further specified associated
fiduciary responsibilities for the management of pension funds' assets. Even
within thé first few years it has had a noticeable impact on both the amount

of pension funding and the composition of pension investments. Given the
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already increasing role of private.pensions in post-war financial inter-
mediation, as discussed above, these changes are of great potential

significance for the future.

B. New Distortions in the Allocative Mechanism

It would be surprising if the increase since World War II in the
presence of government, both in the financial markets and more broadly in
the economy as a whole, had not brought with it at least some distortions
in the economy's allocative mechanism. In fact, as the post-war period has
advanced, government actions have directly or indirectly introduced numsrous
distortions in the financial system's allocation of capital. Several of
these distortions, like the restrictions on international capital flows, have
already figured in the disqussion of Sections II and III. Nevertheless, it
is important to note specifically two aspects of the diétortion of capital
allocations thzat have been particularly important siﬁce world War II and
have differentiated this pe?iod from the pre-war experience.

The National Banking Act of 1933 iptroduced deposit interest rate
ceilings, in part as a response to banks' alleged overly aggressive bidding
for interbank demand deposits during the 1920s. The ceilings have also
applied to other demand deposits as well as time and saving deposits, however,
so that they have also served as aﬁ anti-competitive device to subsidize bank
profits and bank borrowers at the expense of bank depositors. Given the
post-war changes in the pattern of deposit holding reviewed in Section III,
the main focus of these ceilings, imposed under the Federal Reserve's
Regulation Q and analogous regulations governing nonbank intermediaries, came

to be consumer-type time and savings deposits. Moreover, given the growing
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role of nonbank intermediaries both in issuing such deposits and in mortgage
lending, the subsidy7has mostly either passed to homeocwners or bolstered the
lending institutions' (usuaily inaccessible) reserves.60

Apart frcm’the long-run average subsidy transferred from depositors to
mortgage borrowers, however, Fhe qﬁief effect.of deposit inferest rate
ceilings has been the introduc;iod of severe volatility into both inter-
mediation and homebuilding through the interaction of thesé ceilings with
the cyclical pattern of short-termvinterest rate moverments. A wholly new
post-war phenomenon, experienced for the first time when interest rates onv
- readily availabhle open market investment instruments rose above the
prevailing savings deposit ceilings in 1966, ﬁas ﬁhe widespfead withdrawal
of deposits from both banks and nonbank deposit intermediaries. This
"disintermediation" then led to reduced moitgage lending, which after some
lag led in turn to a decline in residential construction activity. As
Figure 7 shows, this pattern has subsequentlv recurred in 1969-70 and inv
1973-74, with increasing severity except that in more recent episodes government-
sponsored intermediaries havé increasingly supplemented the funds lost to the
mortgage marxet. Nevertheless, the net*:esult has been the introduction of
sufficient'volatility into the residential construction industry that the
decline in housing éctivity inauced in this manner has typically been a major
element in post-War economic’downturn;;

The second major post;war distortion in the financial markets' capital
allocation mechaniém‘haé'come ffém faﬁeé, and in particular from the inter-
action of taxes with the ﬁofe rapiavérice inflatiqn of the later post-war
years. The fede;al government was constitutionally prohibitea from

imposing income taxes until after passage of the Sixteenth Amendment in 1913,



%

10 7 I T T I
CERTIFICATE
- ACCOUNT CEILING
51— s/ N
PASSBOOK ACCOUNT CEILING -

COMMERCIAL PAPER RATE

|

O 1 1 { 1 1 1 1 1 1 L !
$ Billion Urits
43 ] I | | T T | 12000
HOUSING STARTS NI
(Right Scale) T}l
50— |
- —1500
/
/ \\// — 1000
25— / |
—~ //’\THR;FT INSTITUTION INFLOWS
RN AN Y (Left Scale) —1500
\\// SV
i l | | t 1 i ‘ 1 1 l. 1 ' i J
1963 1265 1970 1975 1978
FIGURE 7

- DISINTERMEDIATION AND RESIDENTIAL CONSTRUCTION



-61- "

and tax rates“remaineé ié&ﬁﬁymﬁéda?;s“SEahdérds until World War II. After
the great increase ipstitutéd”fétfinénéé the war, tax rates have fallen only
slowly duriﬁg the poé;—war'péfiod; in?éddition, the effect of inflation
over time has been to lowar the real income level associated with the’higher‘
marginal tax rates. ’

Mofe importantly, however, 5ecau$e the income tax'applies td nominal
asset returns -— including gains in priCeé that merel§ keep pace with
inflation, and whatever prémium nominal iﬁterest rafés includé to compensate’
lenders for the erosion in the real value of their principal — the fastgr
average rateé of inflafioﬂ in‘iécénﬁ yéafs héve“inc}éésingly magnifiéaﬂéhe
aséociaféd tax distortioné. Given ﬁhe fax aéductibiliﬁy §f nominal inﬁerest
payments, the after—iﬁflation interest rate on long—tefm borrowing by meaiﬁm
risk business corporationsvwéé negatiQé aﬁriﬁg ten of the thirteen years‘ “
1966—78. ‘Analogously, géf an individuai in§estor in the median tax
bracket‘amon; aii‘Amériéén t;#péieré; tﬁe after—inflation after—ta# return
on Treasury bills wasrnegétive duriﬁé hine of these thiréeen years.
Moreo?er,>the presenée ofﬂaeéosit interest ceilings has further compounded
the effect of taxes and.iﬁfiatigﬁ;‘ Nbé since 1967 have érdinary savings
aééountsfét nonbank Aeposif ingéitutiénéareturned a positive after-
inflatioh after-tax'yield tébthe invéstor in fﬁe.median tax bracket.

As thg‘discussioﬁ in'Secfioné'Ii and III has‘aiready noted, a variety of
tax-related effecté héve infi;énéed individuals' and busineéses' asset holding
and liability issuiﬁg béha?ior as Qéil aé the structure of finaﬁcial inter-
mediation. Iﬁaividuals'.and 5anké' prefe;ences for tax—exeﬁpt statg and
local government éeéuritiés, the poéﬁ;waf‘empgasis.on debt in‘corporate

finance, and the increasing channeling of saving through pensions and other
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tax-exempt or tax-sheltered vehicles are 2ll attributable, at least in part,
to the interaction of taxes and inflation. Within the later post-war years,
these effects have also led individualg to restructure their portfolios in
yet further ways, shifting from deposit to nonderosit forms of financizal
assets and, even more, from financial assets to houses and other real invest-
62 o ) o
ments. These and similar distortions, liks those due to deposit interest
ceilings, have presumably had important effects not just on financial market

developments but on economic activity more generally.

C. The Growth of Government Intermediation and Credit Guarantees

Another important change that has core about within the post-war period,
in part as a direét reaction to the distertions noted above, has been the:
great increase in the federal government's activities as an intermediary for,
and also a guarantor of, private credit. The "off-budget" sponsored credit
agencies like the Federal Home Loan Bank System and the Federal Intermediate
Credit Bgnk were in operation before World War II, but the scale of their
lending operations was small. As of 1946, all of these agencies combined
held only about $2 billion of assets, the majority of which consisted of
agricultural loans, and they owed only $2 billion of liabilities. The focus
of these agencies' activity turned more towérd support for homebuilding after
the Federal National Mortgage Association began its lending operations in
1955, but as late as 1960, when their combined assets had reached 511 billion,
their total agricultural credit outstanding still exceeded their total housing
credit. Only in the 1960s and 1970s, when the interaction of deposit interest
rate ceilings with rising nominal interest rates 1eé to the introduction of
large-scale support for housing, did government financial intermediation

begin to increase rapidly.
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Table 22 presents data, comparable to that given above for qther
groups of interm;diarigs,;for the assets of the federally sponsored credit
agencies agd also the éven more recent mortgage “"pools" like the quernment
National Mortgage Association ané the Federal Home Loan Corporation.
Government sponsored intermediation has grown rapidly, no£ just absolutely
but in relation to gross national product, and by 1978 these intermediaries
held more thaﬁ one~fifth of all oﬁtstanding home mortg;ges aﬁd nearly two-
fifths of all ouﬁstanding farm deﬁt. Moreover, the total housing credit
advanced by these intermediaries;;which has grown especially rapidly since
- the onset of periodic disintermediation in the mid 1960s, includes not enly
 direct'purchases of mortgages but also Federal Hpme Loan Bank advances to
'savings and loan associations, so #hat the effective aﬁount is'even greater.

Given its pattern over time, in the absence of this support even the
‘cyclicality of homebuilding show{ in Figure 7 would presunmably have been nore 
sevefe. Federally spornsored inte?ﬁediaries accounted for 45%, 48% and 52%
of the total net extensions of 51ﬁgle—famlly home mortgage credit in the
hlgh disintermediation years 1969, 1970 and 1974, respectlvely.63

Federally sponsored intermediaries conduct their businesé much like
private intermediaries, acquiring financial assets on either a loan or
purchase basis, and in turn issuing their own liabilities. There afe at
least two important differénces, howevef. .One'is that government inter-
mediaries do nof operate subje;t to the profit motive alone. While they
éursue‘a profit objective, they do so within the limitations imposed by their
charter to support areas of economic activity de51gnated by Congress as

64
public policy prlorltles. N The other key dlfference is that the liabilities

of the mortgage pools ‘and some.of the spOnsored credit agencies are directly



Table 22

Assets of U.S. Sponsored Credit Agencies and Mortgage Pools

Combined Financial Assets Housing Loans to

Total Agencies Mortgage Pools Credit Agriculture
Percent of GNP
1946-1950 1.0 1.0 . 0.2 0.7
1951-1955 1.1 1.1 . 0.3 0.6
1956-1960 1.8 l.8 0.7 Q.8
1961-1965 2.5 2.4 0.1 1.1 1.1
1966-1970 3.7 3.4 . 2.0 1.4
1971-1975 4.9 1. 4. 1.8
1976~1978 8.8 5.4 . 6.5 2.2
Percent of Total Combihed Financial Assets
1946-1950 100.0 99,7 0.3 18.7 65.9
1951-1955 100.0 98.3 1.6 25.0 58.8
1956-1960 100.0 97.8 2.1 38.1 46.6
1961-1965 100.0 96.6 3.4 44.5 : 43.8
1966-1970 100.0 91.8 8.2 52.5 39.0
1971-1975 100.0 77.3 22.7 68.2 28.6

1976-1978 100.0 61.0 ' 39.1 73.1 24.8

Notes: Data are averages of yearend amounts, as percentages of annual gross national product and as
percentages of annual total assets. '
Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System.
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guaranteed hy the federal government and accordingly bay iﬁéerést'§é5£éé‘£6":
that on‘federal.government securities. Hence government ihtefmediatioﬁﬁéiéédu
provides'sone degree of subsidy in the form of accessbtc less ekpensibe
(because less rlsky, by virtue of the grarantse) credit.

The federal gerrnment's role as a credit guarantor'is‘not llmited to
the financial internediation that it SPONsors. Deposit‘insuranoe; for
example; constitutes the most prevalent form of governneht~s§onsored
guarantee provided for a fee. Other familiar government—sponsored agenoiesdv
providing guarantees for a fee include the Veterans Admlnistration{nthe
Federal Housing Authorlty, the Overseas_Inyestors Erotectlonlcoréoration?
the Secnrity Investors Prctection Corporation, and mostvrecently the Pensionw‘
Benefit Guarantee Corporatlon. The federal government has also sponsored

large‘scale loan guarantee programs for diverse borrowers ranglng from v
college students and small businesses to the Lockheed and Chrysler
Corporatlons and New York City. In all, the government's 1978 outstaﬂd;ng
credit and credlt guarantees — 1nclud1ng direct loans, formallv gnaranteed
loans, and othe1 loans by federally sponsored lenders ——-totaled $44O | |
billion in comparlson to $626 billion of dlrect federal debt obllgatlons
outstandinv; .In:addition, the amounts of deposits insured by the FDlé
and the Federal Sav1ngs and Loan Insurance Corporatlon were $761 bllllonl
and $40l bllllon, resoectlvely, in 1978. | |

The poet-war growth in the American economy' s rellanoe on federal
government‘internediation, deposit insurance, and other oredit guarantees
has probab y been to a great extent a canterpart of the government 's waning
role as a d1rect borrower. Given the substantial decllne.(relativevto non-
financlal:acti#itQ) that has occurred in the.federal gogernmentls ontstandlngﬁ

debt, and the corresponding increase in the outstanding debt of private non-
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financial borrowers, the financial markéts have'increasingly atteméted to
make private obligations more acceptable to the economy's ultimate wealth
holders by converting them into government obligations via governmént
insurance and credit guarantees. Along with the increase in private financial
intermediation, the growth of government credit guarantees broadly defined —
including some that are merely imélicit — have enakled the Amcrican

financial system to absorb the large post-war shift in the public versus

private mix of direct primarxry debt.

D. The Evolution of Monetary Policy

Finally, one of the most important, and importantly changing, aspects
of the federal go?ernment's role in the American financial markets during
the post-war era has been the monetary policy carried out by the Federal
Reserve System. The changes since World War II in the method of conductina
monetary policy, in the effect of monetary policy on the American econor:, -
and in the perceptions of monetary policy held by financial market
participants have all been profound;

Although monetary policy developments have been fundamental to the
interactién between the American financiai markets and nonfinancial economy,
a detailed quantitative analysis of the macroeconomic effects of post-war
monetary policy lies beyond the scépe of this essay.66 Nevertheless, an
essay on post-war changes in the financial markets would be incomplete
without some attention —— albeit at the qualitative level — to how monetary
policy has evolvéd over these years.

The Federal Reserve System, created by Congress in 1914 as America's
first central bank since the 1830s, has responsibility for maintaining the

currency and also for the implementation of monetary policy, which along
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with fiscal policy has cénstifuted one of the two principal engines cf
government macroeconomic influence during much of this century. As an
historical matter, it is interesting to note that the macroeconomic objuctives
'universally aséociated-with monetary policy in the posi-war era -— and
especially the objective of maintaining price stability — received no
mention by Congress in the original 1913 Federal Reserve Act. Instead,
prompted by the recurrent series of financial crises and panics, most
recently in 1901, 1907 and 1913, Congress charged the new Federal Reserve
System with the more direct task of preserving stability in the financial
markets. More specifically,vwith the contractionary economic effect of the
recent financial panics in mind, Congress instructed the Federal Reserve
"to furnish an elastic currency" ;— exactly the opposite of £he anti-
inflation objective widely associated with monetary policy, and viewed by
many people as the chief desideratum of monetary policy, today.

The use of monetary policy to achieve broader macroeconomic objectives
evolved slowly and cautiously during the pre-war vears, as economists and
Federal Reserve officials gradually came to understand the working of open
market operations, now the most important tool of monetary policy but not
even contemplsated as such in the Federal PReserve Act. The establishment in
1923 of what subsequently developed into today's Federal Cpen Market
Committee led temporarily to an increasing emphasis on open market operations
and macroeconomic objectives, but the confusions of the depression and the
associated international monetary problems then arrested the development of
the monetary policy mechanism. During World wWar II the Federal Reserve
facilitated the financing of the huge increase in public debt noted above by
supporting the prices of Treasury securities. After the war the reluctance
to impose losses on investors who had financed the war effort led to a

continuation of the bond price supports, thereby precluding active use of
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monetary policy for a further half-decade.

The first major pést—war change in the posture of American monetary
policyvcame'in 1951, when the Treasurv-Federal Reserve Accord relieved the
central bank of its wartime obligation to pég long-term interest rates.
Monetary policy thenvassumed the macroeconcmic role that it has played ever
since. Even so, interest rates, gspecially short-term rates, remained
relatively low during much of this period (see again Figure 2), and the
Federal Reserve on balance followed the half-restrictive, half-accommodative
policy subsequently known as "leaning against the wind." More specifically,
the Federal Reserve primarily keved its open market operations in the very
short run to the net free reserve position (that ié, excess reserves less
borrowed reserves) of the commercial banking system. The theorv cf open
market operations underlying this operating strategv — which was based on
the relation between sources and uses of'bank reserves, and on the assumstion
of banks' interest inelastic demand for excess reserves and reluctance o
borrow at the discount window — implied that'net‘free reserves measured
bgnks' willingness to extend loans and create deposits, and hence measursd
the effect of monetary policy in stimulating or retarding nonfinancial
economic activity. In addition, net free reserves appeared to.constitute
" the perfect "money market" variable — a close proxy for market interest
rates (given the level of the Federal Reserve's own discount rate), yet not
itself an interest rate and hence not a contradiction of the Accord.

For several reasons financial market participants during the 19SOsvand
even .the early 1960s did not attach to monetary policy the great importance
that they have associated with it in more recent years. The "go-slow"
consensus economip philosophy of the Eisenhower years ~— which Congress never’
actively opposed, even under the Democratic majorities of the second half of

the decade — was broadly consistent with the "sound money" ethos traditionally
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associated_With central. banking aé well as the more specific "leaning against
the wind" policy, which served to dampen cyclical fluctuations of market
interest rates as well as té keep them low on average. In addition, although
most economists had'favored the Accord freeing monetary policy, much of the
popular thinking. of the 1950s emphasized the newfound importance of fiscal

policy.

Several changes occurred thereafter, however, that not ohly heightened
market participants' awareness of monetary policy but also changed how
monetary policy has worked. The emergence of a "guns plus butter" policy,
as the’Great Societyvprogram and the Vietnam War effort peaked simultaneously,
had the suppdrt of Congress but appeared to be running afoul of the Federél
Reserve as interest rates climbed steadily beginning in 1965. Restrictive
monetary policy was a major factor, and visibly so, in the macroeconomic
policy environment from 1966 on, in part because of the increased sensitivity
of the financial markets to interest rate levels as they interacted with the
deposit rate ceilings (see again Figure 7). After 1969 the acceleration of
price inflation raiéed new gquestions aboﬁt the relative priority of full
employment and price stability in macroeconomic pclicy making, and the
- business recessions of 1969-70 and éspecially 1973~-75 placed monetary policy
in the middle between the unprecedented double-digit price inflation and the
highest unemployment rate of the post—waf era. Monetary policy had gradually
moved from off stage to on, and then to the cenfef.

Another source of the increasing’attention focused on monetary policy
during the second half of the post-war period has.been a change of attitudes

toward fiscal policy. When it emerged during the 1960s that an occasionally
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flexible fiscal peclicy was not as sufficient as many people had hoped as 5
"cure" for bﬁsiness filuctuations, the perception of the potential of
monetary policy expanded to.fill the apparent need. Acs is usual in such
situations, once opinion began to changes it probably went too far in the
opposite direction. 1In the context of an already somewhat pclarized ecoromic
policy environment, monetary poliéy therefore became simultaneously the hope
of those who opposed whatever they believed‘to be the current stance of
fiscal policy, as well as the target of those who supported that stance but
were dissatisfied with the apparent results. Moreover, the question of the
fiscal—monetary.balance, and therefore the coordination of fiscal and monetary
policies, also emerged as issues of some import. Matters of timing came to
be perceived as relevant too, as evidence accumulated on the lags associated
with the effects of policy actions. Most economists continued to believe
that the "outside" lags with which monetary policy influences business
activity were longer than the corresponding fiscal policy lags, but the
Federal Reserve's compact decision structure shortened the "inside" lag of
monetary policy in comparison with the cumbersome Congressional committee
process invelved in taking fiscal actions.

At the same time, questions arosé about the operating methods used to
conduct monetary policy per se. Most of the attention centered on the short-
run policy of setting the banking system's free reserve position, and then
after 1961 on the corresponding short-ruﬁ policy of setting a short-term
interest rate. The essence of the debate was whether this operating method
in fact constituted only a short—run guide for open market operations aimed’

at broader objectives or, instead, had developed into a system of false
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beacons for poliéy over the longer run. The main point was that it was not
appropriate simply to regard ﬁonetary poclicy as steady or changing because
market interest rates (or ffee reserves) were fixed or moving. What mattered
was instead the relationship between observed interest rates and scmething
else — something that was at best difficult to determine. Events played a
part here, toc, as the acceleratiéﬁ and increasing volatility of price
inflation rendered the inference of a "real" market rate of interest ever
more difficult. To the extent that allowing for price expectations was basic
to interpreting observed (nominal) interest rates as "indicators" of the
likely effect of monetary policy on nonfinancial economic activity,
calculating such ;orrecéions was becoming ever more difficult.

At the beginning of the 1970s, therefore,; the Federal Reserve shifte2d
the strategy of its monetary policy yet again — this time to an emphasis on
quantitative measures of commercial banking activity in general, and on the
narrowly defined Ml money stock in particular. 1In the late 1969s the
Federal Reserve had experimented with a "proviso" approach, according to
which short-run open ma;ket operations pursued a stated interest rate
objective provided that doing so did not cause some aggregate measure to
deviate from a predetermined range. In 1970 the Federal Reserve finally
adopted an operating strategy based expiicitly.on-monetary targets. The
directives governing the conduct of open market operations continued to
specify a narrowly constrained short-term interest rate (the federal funds
rate), but with.the clear understanding that this practice was in large part
meant to achieve the targeted rate of monetary growth. Although these
directives.typical;y specified target ranges for the growth of several

monetary aggregates, as well as commercial bank credit, in practice the focus
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of policy through the tiﬁe of'writing seems to have been primarily on the
narrow money stock.67

The Federal Resqrve's monetary targets strategy has subsequently
evolved into a fairiy well-defined two-stage procedure. First, at the
"strategy" level, about once per quarter the Federal Reserve translates its
ultimate policy aims (in terms of.the econony's growth, employment, price
stability, and so on) into a set of desired growth rates for the monetary
aggregates over the next year. Because it will choose a new set of desired
one-year growth rates three months later, however, only the first quarter of
this one-year extrapolation is of direct operational relevance. Second, at
the "tactics" level, within the quarter the Federal Reserve determines how
best to manipulate the instruments over which it can exart close control
(such as nonborrowed bank reserves, or a short-term interest rate) so as to
cause the designated monetary aggregates to move in the specified way. In
practice the federal funds rate typically served in this instrument role
until 1979, when the Federal Reserve initiated a new experiment using the
growth of bank reserves as its short-run operating guide. Although thg
Federal Open Market Committee, which has responsibility for these decisions,
meets formally only once a month, it also occasionally uses telephone
conferences to make within-month adjustments in the instrument setting aimed
at achieving the desired monetary growth, subject only to the need to avoid
undue instability in the money market. Apart from occasional variations,
the Federal Reserve has essentially continued to pursue its monetary targets
operating strateqgy along these lines through the time of writing.

In part as a result of the new strategy of open market operations

implemented during the 1970s, the short-run volatility of market interest
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rates shtarply increased (see again Figure 2). These wider interest rate fluctu-
ations in turn have been tha source of manv of the developments discussed earlier
in this essay. Together with the ever higher average level of interest rates
during the second half of the post-war period, thay have heightened the awareriess
of monetary policy among nearly all participants in the financial marketg.
In addition, along with dissatisf&cticn with macroeconomic outcomes in the
1970s, they have spurréd Congress to institute regular “oversight" procedures
requiring the Federal Reserve periodically to report its current monetary
growth targets through the relevant Congressional committees. The practical
ability of Congress to supervise the Federal Reserve's monetary policv in
any effective sense, however, appears to be dubious at best.68

Finally, a feature of American monetary policy that has also changed
several times since World War II has been the degree of influence associated
with international considerations. Before the war international financial
matters were often at the heart of Federal Reserve policy making. By contrast,
during the "dollar shortage" of the early post-war years American monetary
policy was largely free to pursue domestic objectives without much regard for
international considerations, and the relatively conservative posture of
monetary policy (and fiscal policy) during much of the 1950s posed no threat
to the country's already strong currency anyway.69 After the balance of
payments had become a major problem in the early 1960s, however, the Federal
Reserve began at times to take monetéry policy decisions with an eye to their
international ramifications. Since then the international constraint on
monetary pclicy making has strengthened and then waned several times.
Somewhat surprisingly, although the American role in the international monetary

system became a major focus of attention in the early 1970s, with the exchange
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rate realignment and suspeﬁsion of dollar-gold convertibility in 1971 and

the move to floating exchange rates after 1973, American monetary policy
primarily emphasized domestic objectives during these years. Bv contrast,

in the late 1970s (and through the time of writing}, despite inconvertibility
and floating rates international considerations appear to have exerted more

. . L . . ‘ o
influence over monetary policy than at any time since the early 19603.7
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V. Summary and Concludihg Comments

.This essay has documented three major developments that have dominated
the American financial markéts since World War II.

First, the noﬁfinancial economy has increasingly relied on private
debt financing. At the war's end there was much government debt but little
private debt outstanding. Since éhen both‘ndnfinancial businesses and
individuals have greatly increased their ihdebtedness, while the federal
government has sharply reduced its indebtedness, in comparison to the
economy's nonfinancial activity. The sustained rise in private indebtedness
has represented in part a return to pre-war practices after the aberration
of the depression and war vears, and in part the establishment of new norrs
for indebtedness in relation to incomes. Perceptions of enhanced economic
prosperity and stability, greater tax incentives to debt finance under
conditions of accelerating price inflation and rising nominal interest rates,
increased holdings of physical assets, and the relative deciine in government-
issued debt per se have probably played some part in accounting for the large
relative increase in the nonfinancial economy's private debt.

Second, the economy has increasingly relied on financial intermediaries
to hold the claims issued by nonfinancial borrowers. Individuals as well as
other nonfinancial investors have allocated a growing share of their portfolios
to claims on financial intermediaries, ;ather than direct claims on
nonfinancial borrowers. Even in the holding of corporate equities, the one
area traditionally‘dominated by individual ownership, intermediaries have
begun to play a more substantial role. anbank deposit intermediaries,
including especially savings and loan associations, and private and public

sector pension funds have figured prominently in the continuing overall
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post-war rise in financial intermediation. This increasing degree of
financial intermediation has facilitated the increased debt financing of
private nonfinancial horrowers and, together with a series of financial

rictions interfering

Q—l
Hy
e

innovations, has also helped to break down barriers an
with efficient allocation of the economy's financial resources.

Third, in contrast to its déclining role as a direct borrower, the
federal government has in other ways becomz mcre of am influence in the
financial markets. The government has increasingly served as an insurer and
guarantor of, and an intermediary for, private claims. Federal deposit
insurance, instituted shortly before the war, importantly changed the
character of private intermediation, and other forms of government credit
guarantees have proliferated subseguently. Federally sponsored credit
agencies, and more recently mortgage pools, have supplemented private iﬁter-
med;ation. Government regulation of the financial markets has also increaséd
in both scope and effect, and market participants have come to attach ever
more importance to monetary policy actions as well.

Finally, it is important to re-emphasize that these three post4war

developments -— the rise of the private debt economv, the increasing degree of

financial intermediation, and the growing rgle of the federal government —

are not independent phenomena. These three ohgoing processes consfitute
different but closely related facets ¢f the same overall pattern of American
financial evolution. Because of the differing risk and liquidity characteristics
of public versus private securities, the post-war shift from public to private
debt has increased the economy's need for financiél intermediation, dnd'thé .

growth and development of that intermediation have in turn facilitated the

successful issuance and absorption of eVe; greater amounts of private debt
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relative to nonfinancial activity. Similarly, in place of direct government-
issued debt, the federal government has indirectly transformed private debt
into its own on an increasiﬁg scale through a combination of guarantees and
federally sponsored intermediation. ©On balance, over thirty-five vears the
most important post-war changes in the American financial markets have

largely been parts of the same consistent story.
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Footnotes

This essay is a part of the National Bureau of Economic Research project
on Post-War Changes in the American Economy. I am grateful to Christopher
Piros and Michael Burda for research assistance; to James Duesenberry,
John Lintner, Sanford Rose, Williaﬁ Silber, Stephen Taylor and James Tobin
for helpful discussions and comments on an earlier draft; and to the

National Bureau and the Alfred P. Sloan Foundation for research support.

l. See Gordon's essay in this volume for a comprehensive treatment.
2. Table 1 is in part adapted from Baily (1978).

3. Moreover, the usé of annual data for the first seven downturns shown in
Table 2 importantly understates the peak—-to-trough decline of real gross
national product in comparison to that shown using quarterly data for

the six post-war downturns.

4. Kindleberger (1978) provided a lively review of the international

propagation of economic disturbances.

5. Perry (1977), Jorgenson {(1978) and Perloff and Wachter (1979) documented

this shift and offered alternative explanations.

6. Debt issued by nonfinancial borrowers is similar to the concert of

"primary securities” introduced by Gurley and Shaw (1969).

7. The data shown here include only those liabilities classified as "credit
market debt” in the Federal Reserve Board's flow-of-funds accounts. The
debt of the federal government therefore excludes currency and bank

reserves but includes the Federal Reserve SYstem's holdings of U.S.



10.

11.

governmert securities ($147.8 billion and $118.6 billion, respectively,
as of yearend_l978). For state and local governments, households, and
unincorporated nonfinancial businesses, credit market debt in each case
constituted 95% or more of all liabilities outstanding as of yearend
1978; for nonfinancial business corporations, yearend 1978 total
liabilities consisted of 71% éredit marxket liabilities, 24% trade debt

(almost all owed to each other), and 5% other liabilities.

It is not appropriate to include foreigrn debt in an analysis of these
data from the perspective of the U.S. economy's liability issuing
behavior. By contrast, if there were some assurance that debt issued
by foreign borrowers in U.S. markets remained in the portfolios of U.S.
investors, then it would be appropriate to include that debt in an
analysis from the perspective of the U.S. economy's asset holding
behavior. (The caveat, of course, would apply as well to debt issued

in the U.S. markets by U.S. borrowers.)

The peak debt/GNP ratio during 1218-78 occurred in 1933, the trough
year of the depression. 1In additien, much of the household and business
debt nominally outstanding during the depression was of guestionable

actual value.

During 1953-1978 the U.S. debt/GNP ratio has been more stable than the
money/GNP ratio. This statement is true regardless of whether one uses
annual or quarterly data, either unadjusted or detrended, with money

measured as either M1l or M2; see Friedman (1979a).

See Friedman (1979a) for a discussion of each of these three behavioral

hypotheses and a look at some pertinent post-war evidence.
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13.

14.

15.
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17.

The U.S. government's debt increased from oniy $1.2 billion in 1915,
the year in which the United States entered the war, to $25.6 billion

in 1919, the year in which the war ended.

Apart from a discrepancy due to inadeguacies of statistical reporting,
the total sources of funds shown in Table 5 is equal to the total uses

of funds shown in Table 4.

According to U.S. Department of Commerce estimates, reported
depreciation allowances understated corporations' true capital
consumption by some $2-4 billion annually during 1946~€l, then cver-
stated it by about the same amount during 19262-73, and since 1974 has
Egég{;tated it again by an increasing amount ($13 billion ip”l978).
See Feldstein and Summers (1979) for an analysis of the relation
between alloWable depreciation and true capital consumption under

conditions of price inflation.

During 1971-76, the years of tbe equity bulge, public utility companizss
accounted for 46% of total g£9§§_offerings, and preferred shares
accounted for 29% of total gross offerings. (These data, from the
Securities and Exchange Commission, are not available on the net basis

used in Table 5.)

For an analysis of this issue see Feldstein (1976) and Feldstein et. al.
(1978). The more basic point that the corporate tax structure favors
debt over equity financing has long been familiar; see, for example,

Modigliani and Miller (1963).

Long-term debt, with a maturity of over one year, is measured

approximately as bonds, multi-fémily and commercial mortgages, and 40%
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19.

20.

21.

of bank loans. Short-term debt is all other credit market borrowings,
including mostly finance company loans, commercial paper, and the

remainder -of bank loans.

The rise in short-term indebtedness (which reached 25.7 . of credit
market debt as of yearend 1978) still seems small in.comparison with
the attention it has received. Moreover, even the small inqrease that
has occurred may be only an illusion if, as seems likely, an increasing
share of bank lending is actually intermediate-term. The muéh
discussed notion of declining corporate liguidity is captured much
better by the relationships amoﬁg both liabilities and assets. (Seé
again the data in Table 4 on funds used to acguire financial assets.)
The yearend ratio of the corporate sector's liguid assets to its short-
term liébilities has fallen from .86 in 1246 to .63 in 1950, .48 in
1960, .26 in 1970 and a low point of .25 in 1973; after recovering to
.34 in 1976, as a consequence of the sevére 1973~75 recession, thek

ratio has fallen again to .27 in 1978.

Hendershott and Hu (1979} have documented the growing after-tax

incentive for individuals' mortgage borrowing to finance home ownership

in recent years, even for those in marginal tax brackets as low as 30%.

A similar conclusion holds for consumer credit, although here low tax

bracket individuals account for more of the borrowing.

Apart from a discrepancy due to inadequacies of statistical reporting,
the total sources of funds shown in Table 8 is equal to the total

"investment" uses of funds shown in Table 7.

Although installment credit constituted only about one-half of total
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23.

24.

25.

26.

consumer credit outstanding in the early post-war years, it has so
dominated ccnsumer borrowing that, as of yearend 1978, households owed
3276 billion of installment credit and only $64 billion of other

consumer credit.

Since the early 19€0s the most rapidly growing expenée item of sﬁate

and local governments has been contributions to their employees' pension
funds; see Munnell and Connolly (1976) for a review of this experience.
The growth of these pension funds has itself been an important.

development, on which Section III below focuses.

To avoid confusion it is worth noting explicitly that the general funds
of state and local governments have been in surplus in the 1970s.

Since theif pension funds also run a large current surplus, the state~
local government sector has been heavily in surplus on a consolidated

basis throughout the post-war period.

Because of the enormous size of the U.S. markets, hocwever, especially
in comparison with specific foreign markets, what represents only a
small part of lending here may often play a sizeable role in meeting

the needs of particular foreign borrowers.

See Solomon (1977) for a descripticn of the capital controls program
and a discussion placing it in the context of the U.S. economy's post-

war foreign economic policy.

Remaining barriers to foreign securities issues in the U.S. market
include the withholding tax on interest and dividends paid to foreigners

and disclosure requirements of the Securities and Exchange Commission.
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29.

30.

31.

32.

Because of the cyclicality of transfer payments and the overall weakness
of the U.S. économy in the 19705, the data shown in Table 11 slightiy

overstate the trend increase in both transfers and total federal expend-
itures in relation t¢ gross national product. See BreaXx's essay in this

volume for a comprehensive review of post-war trends in federal spending.

In 1978, the fourth y=zar of the economic expansion, the (calendar year)

fedrral deficit was $28 billion, orl.3% of gross national product.

During this same period the Federal Reserve System was trying, via its
"Operation Twist,"” to shorten the mean maturity of the federal debt
held by public investors. As Table 12 shows, the debt management
policy predominated. A number of researchers subseguently attempted to
analyze the effects of Operation Twist as if it were not offset by debt
management policy; see, for example, Modigliani and Sutch (1966,1967).
In light of the prevailing debt management policy, it is not surprising

that such efforts were unsuccessful.

See Goldsmith (1958, 1969) and Gurley and Shaw (1960C) for an analysis

of the pre-war experience.

The interesting question of cause and effect between these two

deyelopments lies beyond the scope of this essay.

The data plotted in Figure 4 and used alsovin Table 13 below refer only
to financial assets and hence exclude nonfinancial aséets like houses

and consumer durables. As of yearend 1978 households' nonfinancial
assets, valued at replacement cost, totaled $2.8 trillion (of which

$1.5 trillion was residential real estate) in comparison to $4.8 trillion

of financial assets. The available current-value data on nonfinancial
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35.

36.

38.

asset holdings are understandably weak.

Moreover, these data overstate households' direct equity holdings in
that they do not separate holdings via mutual funds, which grew from

an averace 2% of total equity holdings in 1946-50 to 7% in 1971-75.

Feldstein (1974), for example, derived a large estimate of Social
Security "wealth" (defined as the present discouﬁted value of expecﬁed
future benefits) and found evidence of a significant impact of Social
Security on private saving behavior. Although this work and the
literature that has followed it have emphasized effects on total saving
behavior, there is no reason to expect the composition of asset holding

to remain invariant.

Some of the best known examples of this thinking were Greenough (1S51)

and Advisory Committee (1969).

Lintner (1975), Modigliani and Cohn (1979) and Feldstein (1979), among
others, have provided analyses of the failure of equity returns to keep

pace with inflation.

‘able 14 is adapted from Bodie (1979} and is based on updated annual data
compiled by Ibbotson and Singquefield (1977); see also Bodie (1976). See
Cagan (1974) for a more detailed examination of data over a longer time

period and for cross-country comparisons.

See Hartman (1978) for a review of the participation of foreign
investors in the U.S. financial markets. A distinction documented by
Hartman is that, within the category of long-term portfolio (as opposed

to direct) investments, foreign investors have mostly bought U.S.

equities while U.S. investors have mostly bought foreign debt securities.
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41.

42.

43,

44.

Funds generated internally and retained bv corporate businesses also
represent a form of investment by the holders of equity shares in those
corporations. Given thé large household ownership of equities,
inc¢luding retained earnings in the data shown in Table 12 would greatly
increase the share of funds "advanced" by nonfinancial investors but
would still leave intermediaries as the direct source of well over half

of the total.
Much of this literature has followed the lead of Gurley and Shaw (1960).

Following Glass-Steagall, commercial banks no longer engage in investment
banking or broker-dealer activities for publicly offered corporate
securities, although they do so for public sector securities, and in
recent years they have been increasingly involved ir arranging direct
placements of corporate securities. In addition, the trust departments
of commercial banks continue to be the largest single factor in private

asset management.

See Fellner and Larkins (1576) for a discussion of the stability of M2

velocity, and Friedman (1979b) for a corresponding discussion for bank

credit.

The work of Friedman (1959) and Friedman and Schwartz (1963) explained

the downward pre-war trend in M2 velocity by emphasizing the role of

money as a luxury good.

Banks' holdings of Treasury securities were essentially flat from 1946
until the swelling of the federal deficit occurred in 1975, so that
banks' portfolios of municipals have exceeded their portfolios of

Treasuries ever since 1969. Except for 1974-~76, all of the growth in
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47.

48.

49,

5C.

51.

52,

53.

banks' holdings of federal government debt has consisted of federal

agency securities.

See Goldfeld (1973,1976) for a review of the post-war evidence on money

demand behavior.

See Rhoades (1976) for a summary of changes in banking structure

fbllowing the 1970 amendments.

In Table 18, however, the respective size of the three groups is
indicated by their total assets because of the lack of historical data

on pension funds' liabilities.
See Weiss (1976) for a review of the ERISA legislation and its impact.

Tepper and Affleck (1974) and 0ldfield (1976), among others,'havev
investigated the nature of this underfunding. Although corporations
are ﬁpw required to report (as a footnote to the balance sheet) the
difference between pension assets and liabilities for vested benefits,

there is no easy way to discover the liability for nonvested benefits.

See again Munnell and Connolly (1976).

Silber (1977), for example, has analyzed liquidity provided by markets

as an alternative to liquidity provided by intermediaries.
See Branson's essay in this volume for a comprehensive treatment.

Silber (1975) has developed a theory of financial innovation. For
discussions of the impact of specific recent financial innovations,
see, for example, Lieberman (1977), Porter et al. (1979) and Lombra

and Kaufman (1978).
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55.

56.

57.

58.

59.

60.

6l.

62,

Tobin (1963), for exémple, called on the government to issue such an
instrument long before the major acceleration of inflation. More
recently, researchers have sought to discover why the p;ivate markets

have not provided it; see, for example, Fischer {1975,1979}.
See, for example, Modigliani and Lessard (1975).

See Caves' essay in this volume for a comprehensive treatment.

Data on bank failures are available from Friedman and Schwartz (1963)

and successive issues of the FDIC Annual Report.

For analyses of this issue see, for example, Maisel (1979).

The federal government's most ambitious post-war 2ffort to restructure
the investment banking industry failed, however, when the government
lost the antitrust suit it brought against seventeen leading investment

N

banking firms (U.S. v. Morgan et al.) in 1951.

An anomaly of these ceilings‘is that mutual institutions which are in
principle owned by their depositors — including savings and loan
associations, mutuai savings banks and credit unions — are prohibited
from fully distributing earnings.to their owners. Earnings above the
ceiling rate merely accumulate unless the institution converts fo a
stock organiz&tion (as is legél.for sa§ings and loans), in which case

they become a windfall to the new owners.

Congress has repeatedly adjusted the brackets, but on balande these
adjustments have had sufficient redistributive elements to reduce the

real income level to which the higher marginal rates apply.

Kane (1980), for example, has documented the substantial shifts in

individuals' asset holding.since the early 1960s.
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65.

66.

67.

It is possible, however, that the mortgage market receives less as a net
addltlon to available funds than all of the credlt prov1ded by the

sponsored credit agencies and mortgage pools if they in turn sell their

securities to investors who would otherwise have held deposits in thrift

institutions. See, for example, the analysis of this guestion in Jaffee

and Rosen (1979).

It is important not to draw this distinction too firmly, however. For
example, savings and loan associations are constrained to‘hgld at least
82% of their asset portfolios in residential rortgages (or other
qualified.assets). Also, as the discussion abqve notes, in the presence
of deposit interest ceilings limiting the pay-out of earnings to holders
of deposit shares, it is not clear what role the profit motive plays

in savings and loans' portfolio decisions.

See Penner and Silber (1973) for an analysis of the subsidy implicit »

in federal credit programs.

See Gordon's essay in this volume. For more detailed accounts of post-

war monetary policy, see Friedman and Schwartz (1963), Brunner and
Meltzer (1964), Guttentag (1966), Bach {1971), Brimmer (1972) and Pocle

(1975). Parts of what follows draw on Friedman (1977,1978).

Although éome obsexrvers have alleged that the Federal Reserve's
commitment to the monetary growth targets has been largely rhetorical,
a steady accumulation of evidence shows that the observed movement of
the money stock in relation to its targeted growth path has become a
major determinant — on some evidence, the dominant one — of short-run
monetary policy operations. De Rosa and Stern (1975), Feige and McGhee

(1979) and Lombra and Moran (1979) have all found evidence to this effect.
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" 69.

70.

Pierce (1978) and Roberts (1978) have both assessed this effort and

drawn essentially negative conclusions.

Concerns about the dollar's external position first arose in conjunction
with the government's $12 billion deficit in 1958 — a peacetims record
at the time, and equal to nearly 3% of the gross national product (a

relative size not again reached until the 1973-75 recession).

Sec’again Solomon (1977) for a detailed account of the role of inter-

national factors in U.S. monetary policy making.
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