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FINANCIAL INTERMEDIARIES IN THE CAPITAL MARKETS

NEW FUNDS SUPPLIED DIRECTLY TO THE CAPITAL MARKETS B8Y NON BANK FiNANCIAL
INTERMEDIARIES .

('~ s1LLIoNS OF $, NEW MONEY SUPPLIED IN EACH
D YEAR PERIOD NET OF INVESTMENT MATURITIES
AND SALES.)

1947-51 1992-96  1957-61  i962-66

LiIFE INSURANCE

CompaNIES 18.9 25.9 28.1 8.7
NoN=INSURED PENSION

Funos 4.9 10.4 17.3 23.5
SAVINGS AND LoAN

ASSOCIATIONS 9.0 23.6 39.3 52.3
INVESTMENT BANKERS 0.3 1.5 2.3 o.4
CommerciaL Finance

ComPaniES 4.7 8.3 1.5 18.8
MutuaL FunDs 1.l 2.8 6.0 8.2

THE FLOW OF FUNDS INTO THE CAPITAL MARKETS OF THE UNITED STATES HAS aLways
BEEN THE RESULT OF SAVING AND INVESTMENT. HOWEVER THE INSTITUTIONAL
INTERMEDIARIES THROUGH WHICH THE FUNDS ARE CHMANNELED HAVE CHANGED DURING
RECENT YEARS IN S12C, STAUCTURE, AND OUTLOOK. [NDUSTRY, TOO, HAS CHANGED
TECHNOLOGICALLY, BUT ITS GROWTH IN TERMS OF REAL GROSS NAT 1ONAL Proouct
DEMANDS AN EVER=INCRCASING NEED FOR PERMANENT CAPITAL. |T 1S WITHIN THIS
FRAMEWORK OF GROWTH, THEN, THAT THE CAPITAL REQUIREMENTS OF INDUSTRY CAN
BE VIEWED IN THE RCCENT PAST, THE PRESENT, AND THE IMMEDIATE FUTURE.
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THE PRIMARY RCASONS FOR WMICH INDUSTRY BORROWS ON A LONG=TERM BAS (S, ARE
TO FINANCE THE PURCHASE OF FIXED ASSETS, WORKING CAPITAL DF THE FIRMS,
ACQUISITIONS, AND GENERAL CORPORATE PURPDSES. IN ADDITION TO THE CREOITORS
OF INDUSTRY TNERE ARC ALSO THC OWNERS , DR PURCHASERS OF CORPQRATE SToCKS,
WHO SUPPLY LONG TERM EQUITY FUNDS FOR GROWTH. To OBTAIN A PERSPECT IVE
REGARDING DEBT AND EQUITY FLOW, IT IS PERNAPS BEST TO EXAMINE THE MOST
POWERFUL INTERMEOIARIES IN THE AMERICAN ECONOMY,
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AS OF 1966, THE LARGEST SINGLE CONTRIBUTOR TO THE CAPITAL MARKETS, £xXCLUDING
COMMERCIAL BANKS, ARE THE NATION'S LIFE INSURANCE COMPANIES. AS OF YEAR-END
1966, THME COMPANIES' GROSS MONEY FLOW INTO THE CAPITAL MARKETS wAS
APPROXIMATELY 33.1 BILLION DOLLARS, THIS FIGURE, COMPARED WITH NEW INVESTMENT
acauisiTions of 35.4 siLiion 1N 1965 anb 29.2 siLLion IN 1964, INDicATES

A MODERATE BUT STCADY GROWTH IN THE LIFE INSURANCE INDUSTRY'S LONG TERM
POSITION IN CAPITAL INVESTMENT,

A FURTHER STUDY OF THE ACQUISITIONS OF NEW INVESTMENTS 8y LIFE INSURANCE
CoMPaNIES FROM 1964 To THE ESTIMATES OF 1966 INDICATES A MARKED PREFERENCE
FOR INDUSTRIAL AND MISCELLANEOUS BONDS. TMESE 13SUES ARE CREDIT-RATED 8Y
INDEPENDENT AGENCIES AND SOLD AT PRICES DETERMINED PRIMARILY BY THE TRADING
BOND MARKET. DEPENDING UPON THE CREDIT STATUS OF THE |SSUING COMPANY,

ITS BONDS MAY REQUIRE SUPPORT BY A SINKING FUND PROVISION., THIS FORCES

THE COMPANY TO SET ASIOL EACH YEAR A CERTAIN PERCENT OF THE BOND PRINCIPAL
TO BE PAID TO THE MOLOER AT MATURITY. THE SECOND PREFERENCE OF LIFE
INSURANCE COMPANIES 1S THE MORTGAGE MARKET. THESE FLOWS OF MONEY ARE
SECURED BY THE REAL PROPERTY WHICH THEY FINANCE. THE RISK IS USUALLY SMALL
TO THE INSURANCE COMPANY, AND THE RETURN 1S FIXED AT A SET RATE DEPENDING
ON THE MORTQAGE MARKET IN GENERAL. CORPORATE STocxs, PusLic UTiLiTy Bonos
AND POLICY LOANS AGAINST CASH SURRENDER VALUC CONSTITUTE THE INDUSTRY'S
LESSER INVESTMENT PREFERENCES. A CHART PUSLISMED BY THE LIFE INSURANCE
ASSOCIATION OF AMERICA MAKES CLEAR THE ENTIRE SPECTRUM,

TABLE 3
ACQUISITIONS OF INVESTMENT, 196k - 1966
ALL UNITED STATES LEGAL RESERVE
LIFE INSURANCE COMPANIES
(Gross-NoT NET or SaLEs ano MaturiTIES)

(i~ MiLLIONS OF DoLiars)

INVESTMENT CLAss 1964 1965
RAILROAD Bonos $ 103 $ 1)
PusLi¢ UTiLiTy Bonos 2“0 ggg
INouSTRIAL & MIsc. Bowos l“,ogz 19,
STocKs i, 1,463
MORTGAGES 10,4 ll,lzg
Reau Estare ]

PoLicy Loans 1,574
TotaL ,




BECAUSE INSURANCE COMPANIES ARC iN EFFECT ACTING IN A FIDUC AR/ CAPACITY,
THEIR INVESTMENTS ARE LEGALLY LIMITED TO THE LOW=PiSK, STEADY=RETURN TYPE.
TERM LOANS 7O PROVEN INDUSTRIES UNDER LEGAL AGRELMENT ARE ALSO MAOE BY THE
LIFE INSURANCE INOUSTRY. IN THESE CASES, THE INSURANCEL COMFAMY CAN AFFOR9D
TO AGREE ON LONGER TERMS BECAUSE OF Tt STABILITY OF (TS PREMINM RECEIPTS,
USUALLY, LGNG-RANGE TERM LENDING TO AN INDUSTRIAL CONCERN OR 4 FIMANCIAL
COMPANY 15 DONE ONLY WHEN GOOD ASSET TURNOVER AND a4 STEADY CA%Ge TLOW ARE
PROVEN CHARACTERISTICS OF THE COMPANY IN QUCSTION. IN GFNERAL, (HEN IT
MAY BE SAID THAT CaPiTAt INVESTMENTS 8% THE LIFE INSURANCE COMPANY HAVE
THREE PROMINENT CHARACTER!STICS,

. THEY ARE LONG-TERM (10-30 vEaRS)
2. THEY ARE LOW RISK
3. THEY RETURN A 1.OW BUT STEADY Y'ELD

THE SECOND LARGEST INTERMEDIARY IN THE CAPITAL MARKETS AS OF YCAR=ZND {965
WERL THE NON=INSURED PENSION FUNDS. PENSION FUNDS HOLD THE CONTRIBUTIONS

OF LABOR AND MANAGEMENT FOR EMPLOYEE RET IREMENT SENEFIT5., THESE FUNDS HAVE
INVESTCD MORE HEAVILY IN HIGHER RISK, MIGHER RETURN CAP ITAL 5TCCKS A3 A
PERCENTAGE OF THEIR TOTAL PORTFOLIC THAN ANY OF THE GTHER INTCRMED!ARIES.
THE AMOUNT OF NEW MONEY INVESTED IN THE YEAR 1960 BY PENSION FUNDS WAS MORE
THAN DOUBLE THE AMOUNT INVESTED IN i195%0. STUDIES OF PCRSONAL DiSPOSABLE INCOME
HAS INDICATED THAT THME MONEY POURED INTO FENSION FUNDS BY THE PUBL IC HAS

NOT IMPORTANTLY SUBTRACTED FROM OTHLR FORMS OF SAVING., ALMOST ALL THE MONEY
ACCUMULATED BY THE PENSION FUNDS HAS REEN CHANNELED INTC WO DEPARTMENTS

OF THE CAPITAL MARKETS: CORPORATE BONDS AND CORPORATE STGCKS.

SAVINGS BANKS WHICH USED TO BE SIGNIFICANT FACTORS IN THE CORPORATE BOND
MARKET HAVE WITHDRAWN COMPLETELY IN FAVOR CF MORYGAGES; THE MUTUAL FUNDS
HAVE WITHDRAWN SOMLWHAT FROM THE STOCK MARKET IN FAVOR OF OTHER INVEITMENT
FOSSIBILITIES SUCH AS CORPORATE AND MUNICIPAL BONDS. THESE FracTs POINT ouY
DRAMAT ICALLY THE IMPORTANCL OF THE PENSION FUNDS IN TAKING uP 10 SLACK

WHICH COULD HAVE HAD A SEVERE DAMPENING EFFECT ON BUS INESS CONFICENCE DURING
THE PAST TWENTY YEARS,

PENSION FUNDS CLEARLY DOMINATE THE LONG-TERM THEND OF THE 5TOCK MARKET IN
THE SENSE THAT THEY BUY 3 To Y% TIMES AS MANY EQUITIES YEAR BY YEAR AS ANY
OTHER FINANCIAL INTERMEDIARY. THE BUYING 1S SO STCADY, HCWEVCR, THAT UNL IKE
MUTUAL FUNDS 1T HAS LiTTLE IMPACT ON SHORT=TERM MARKET PRICES. A CHART

OF INVESTMENT PREFERENCES OF A.L THE PENSION FUNDS OF THE UNITED STATES

As of Decemmer 31, 1965 CLARIFIES THEIR CHOICES IN THE CAPITAL MARKETS.
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S.E.C. SURVEY OF CORPORATE PENS|ON FUNDS
BOOK VALUE AT YEAR END (000,000)

1965
AmounT
Casw & Deposits $ 10
U.S. GOVERNMENT SECURITIES 2,410
CORPORATE BoNnpS 20,74
Own CoMPANY (961;
OTHER COMPANIES (l9,l7
PREFERRED STOCKS 56
ComuoN Stocks 23,153
Own CoMmPaNY (I,IIZ;
OTHER CoMPANIES (21,44
MORTGAGES

OTHER AsSSETS

2,572
ToTaL Assers ‘Bg':ézﬂlg

IN LOOKING FORWARD TO THE NEXT FIVE YEARS, IT CAN BE SAFELY SAID THAT
PENSION FUNDS WILL BE 1MPORTANT BuYERS IN THE BONO MARKET AND MUCH MORE
IMPORTANT IN THE STOCK MARKET, BuUT THe INERT 1A OF THEIR VAST MONEY FLOW
IS SUCH THAT THEY ARE NOT APT TO CREATE PRICE BWINGS IN EITHER MARKET,

THE THIRD LARGEST FINANCIAL INTERMEDIARY IN THE CAPITAL MARKET IS THE
SAVINGS AND LOAN ASSOCIATION. THESC ASSOCIAT IONS ACCEPT THE MONCY or
SAVERS AND PAY A DIVIDEND WHICH 18 USUALLY NIGHER THAN THAT PAIO BY T™E
COMMERCIAL BANKS., IN TURN, DEPOSITS ARE INVESTED ALMOST EXCLUSIVELY

IN REAL ESTATE MORTGAGES., From |963 T0 1966, THE CAPITAL INVESTED IN
LONG=TERM MARKETS BY THIS GROUP MAS BEEN STEADILY DIMINISNING DUE CHIEFLY
TO A RUNOFF IN SAVINGS DEPOSITS. A CMART OEPICTING FUNOS SUPPLIED RECENTLY

BY SAVINGS ANO LOAN ASSOC IATIONS TO THE TOTAL CAPITAL MARKET OEMONSTRATES
THE DECLINE.

(1N Bi1LLIONS oF DOLLARS)

1963 1964 1263 1966

13.2 1.0 9.3 4,2

WITH MORTGAGES AS THEIR CHIEF INVESTMENT PREFERENCE, THE ASSOCIATIONS'
DECLINE HAS HAD A DEFINITC IMPACT ON THE PRIVATE CONSTRUCTION INOUSTRY,
ALTHOUGH THE FIVE YEAR OUTLOOK FOR BUILDING FUNDS IS NOT PROJECTED ToO (14
AS LARGE AS BLFORE THE VIETNAM CONFLICT, THERE I8 STILL A NEED FOR $83.5
BILLION FROM 1967 7O 1971, MANY CAPITAL MARKET ANALYSTS HAVE PREDICTED

A LIBERALIZED LEGISLATION IN REGARO TO THE INVESTMENTS OF THE SAVINGS AND
LOAN ASSOCIATIONS LINKED WITH A MIGHER INTEREST RATE CEILING TO 8E PAID
TO DEPOSITORS. NOMETHELESS, EVEN |F THE ASSOCIAT |ONS SHOULD BC LEGAL!LY
ALL.OWEO TO MAKE COMMERCIAL LOANS, THEIR DIRCCT IMPACT ON INDUSTRIAL GROWTH
IS NOT FORECASTEO AS ANYTHING MORE THAN MINIMAL .



MOVING INTO THE RISK AREAS OF THE CAPITAL MARLF (3. WE ZNCCUNTER WO UM 1 QUE
AND VITAL INTERMEDIARIES] THE INVESTMENT BANKEFRS AND THy CoMMERCIAL FIMANCE
COMPANIES. INVESTMENT BANKERS DO NOT VIiEW THEIR FUNCTION a§ GLTivATE
HOLDERS OF CORPORATE STOCK3 AND BONOS. RATHER, THEY ARE ASTUTE UNDERWRITERS
OF DEBT AND EQUITY ISSUES WHO RECE IVE A CAMMI3SION AnD RESELL THE 19SUES
TO THE PUBLIC AND OTHER INTERMEDIARILG . THE UNDEIWHKIT ING OF a HUGE
CORPORATE BOND ISSUE 1S AN ARDUOUS TASK &ND RLQUIRES PEPFECT « IMING ON

THE PART OF THE INVESTMENT BANKER . AFTER THE CORPOPATION AGHESS WITH

THE INSTITUT 1ON ON A MARKETABLE COUPON RATE, THE INVESTMINT BANKEF IOSWARDS
THE PRINCIPAL AMOUNT T0 THE COMPANY, TAKEZ 175 COMM.SSIcN BY AN IMMEDIATE
DISCOUNT ., AND BEGINS MARKETING THE BONDS 10 THE JLTIMATE HOLDI NS, In 1TSS
EQUITY ACTIVITIES, INVESTMENT BAMKERS ARE 201TE NFTEN THE UNDERWR;TERS uf
LARGE COMMON AND PREFERRED 1SSULS . HERE. THE BAUKERYL MIKE THEIR PROFIT

ON PRICE APPRECIATION AND RESALE IN THE OFZd MARKIT. LASICALLY, THE
INVESTMENT BANKLRS ARE THE | INK BETWEEN TH: |MDUSTAIAL 15.U2°% ANG THE

LT IMATE HOLOERS OF CORPORATE STOGCKS ank BonNOs .

ANOTHER INTERMEDIARY WHICH 1S WILLING TC AKE A MIGH LEGRCE OF RISK FOR

A HIGH RETURN 15 HE COMMCRCIAL FINANCE COMPANY ., TwH13 GROUP OF £AP|ITAL
INVESTORS LENDS AT A RATE WHAICH 1S SIGHER THAN THAY OF THL COMMERCIAL BANKS.
MARGINAL F!RMS WHICH THE BANKING S¢STEM CONSIDERS 103 RiSKY FOR THE)IR

FUNDS ARE THE CHIEF CLIENTS OF THESE LENDIRS. BECAUSE OF THE RISKS THE
FINANCE COMPANIES TAKE, THEIR RATE CHARGED 1S USUALLY I/E‘% HiGHKER PER UNIT
PERCENT CHARGED BY THE COMMERCIAL BANKS, FOR INSTANCE, IF THE BANK PrimE
Rate were 6 PERCENT , THE COMMERC 1AL FINANCE COMPANIES WOULD LEND AT A

PRIME OF 9%. As aN INTERMEDIARY , THE COMMERCIAL FINANCE COMPANIES ARE NOT
AT ALL LARGE IN RELATION TO OTHER CAPITAL MARKET !NSTITUTIONS.

THE LAST FINANCIAL INTERMEDIARY OF CONSEQUENCE 1S THE NEWEST, THE MUTUAL
FUND, MUTUAL FUNDS INVEST THE PERIODIC PAYMENTS OF PRIVATE INDIVIDUALS
IN COMMON AND PREFERRED CORPORATE STOCKS. BECAUSE OF THE DIFFERING
OBJECTIVES OF INDIVIDUAL INVESTORS, THERE ARE FUNDS WITH 0y FFFRENT AIMS .,
INZoME FUNDS ARE POPULAR WITH RETIRED PEOPLE WHILE A GROWTH FUND WOULD BE
MORL SUITABLE FOR A YOUNGER PLRSON. BECAUSE OF VARYING NEFDS ARISING
OUT oF THE FUNDS' INVESTOR PREFERENCE, THEIR GROWTH HAS BEEN SOMEWHAT
ERRATIC,

BecAuSE OF SHIFTS IN INVESTED POSITION, THE FUNDS HAVE BFEN RESPCNS IBLE
FOR MANY SHORT<TERM SWINGS IN THE STOCK MARKET. THis EFFECT wmaAY 8€
CONTRASTED WITH PUNSICN FUNDS' LONG TERM MARKET SUPFORT,

WHILE ALL THE FINANCIAL INTERMEDIARIES WILL 3E CRITICALLY IMPORTANT T0
INDUSTRY IN 1TS DEMANDS FOR CAPITAL, MOST CCONOMISTS FEEL TMAT A TIGHTNESS
WILL DEVELOP DURING THE '67-]| PERIOD IN THE SUPPLY OF LONG»TERM MONEY.
THREE PRINCTPAL REASONS FOR THE SHORTAGE ARE:
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A POPULATION INCREASE IN OLDER AND YOUNGER GROUPS WHO TEND
TO SPEND RATHER THAN SAVE.

A RECLUCTANCE BY LENDERS TO EXTEND TMEMSCLVES UNLESS COMPENSATCOD
FOR INFLATIONARY TRENDS.

A MORE RCSTRICTIVE MONETARY CLIMATE BECAUSE OF A PERSISTENT
SALANCE=OF=PAYMENTS PROBLEM,









