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FINANCIAL  INTERMEDIARIES  IN THE CAPITAL MARKETS 

NCW   FUNDS   SUPPLIED   DIRECTLY   TO   THE   CAPITAL   MARKETS   8Y  NON   BANK   FfNANCIAL 
INTERMEDIARIES . 

(IN   8ILLI0NS   OF   $,   NEW   MONEY   SUPPLIEO   IN   tACH 

5   YEAR   PERIOD   NET   OF    INVESTMENT   MATURITIES 
AND  SALES.) 

»9*17-51        1952-56       1957-61       1962-66 

LIFE  INSURANCE 

COMPANIES 18.9 25.9 26.1 38.7 

NON-INSURED PENSION 

FUNOS 4.9 10.14 17.3 23.5 

SAVI NOS AND LOAN 

ASSOCIATIONS 

INVESTMENT BANKERS 

COMMERCIAL FINANCE 
COMPANIES 

MUTUAL FUNDS 

THE FLOW or FUNDS INTO THE CAPITAL MARKETS OF THE UNITEO STATES HAS ALWAYS 
BEEN  THE   RESULT   OF  SAVINO AND   INVESTMENT.     HOWEVER   THE   INSTITUTIONAL 

INTERMEDIARIES   THROUGH  WHICH   THE   FUNDS   ARE   CHANNELED  HAVE   CHANGED   DURING 

RECENT   YEARS   IN   SHE,   STRUCTURE,   AND  OUTLOOK.      INDUSTRY,   TOO,   HAS   CHANGED 

TECHNOLOGICALLY,   BUT   ITS   GROWTH   IN   TERMS  OF  REAL  GROSS NATIONAL   PRODUCT 

DEMANOS   AN   EVER-INCRCASING NEED   FOR   PERMANENT   CAPITAL.     |T    IS  WITHIN  THIS 

FRAMEWORK  OF   GROWTH,   THEN,   THAT   THE   CAPITAL   REQUIREMENTS  OF   INDUSTRY   CAN 

BE   VIEWED   IN  THC   RECENT   PAST,   THE   PRESENT,   AND  THE    IMMEOIATE   FUTURE. 

THE   PRIMARY   REASONS   FOR  WHICH   INDUSTRY  BORROWS   ON   A   LONG-TERM  BASIS     ARE 

TO   r INANCE   THE   PURCHASE   Or  MXEO  ASSETS,  WORKING  CAPITAL  or  THE   FIRMS 

ACQUISITIONS,   ANO   GENERAL  CORPORATE   PURPOSES.      IN   ADDITION   TO  THC   CREOITORS 

or INDUSTRY THERE ARE ALSO THE OWNERS, OR PURCHASERS OF CORPORATE STOCKS 
WHO  SUPPLY   LONG   TERM  EQUITY   FUNDS   FOR   GROWTH.     To   OBTAIN  A   PERSPECTIVE      ' 

RE6AR0ING  DEBT   ANO   EQUITY  FLOW,    IT    IS   PERHAPS   BEST   TO  EXAMINE   THE   MOST 
POWERFUL   INTERMEDIARIES   IN  THE   AMERICAN  ECONOMY. 

9.0 23.6 39.3 52.3 
0.3 1.5 2.3 0.4 

*.7 8.3 7.5 I8.8 

I.I 2.8 6.0 8.2 
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AS   or    I966,   THE   LARGEST   SINÛLE   CONTRIBUTOR   TO   THE   CAPITAL   MARKETS,   ryCLUOING 
COMMERCIAL   BANKS,   ARC   TMC   NATION'S   LI FC    INSURANCE  COMPANIES.     As  OF   YEAR-END 
1966,   THE   COMPANIES'    GROSS   MONEY   FLOW   INTO   THE   CAPITAL   MARKETS  WAS 
APPROXIMATELY   33.I    BILLION   DOLLARS.      THIS   FIGURE,   COMPARCO  WITH   NEW    INVESTMENT 
ACQUISITIONS   OF   35.4   BILLION   IN   1965   ANO   29.2   BILLION    IN    1964,    INDICATES 
A   MOOCR«TE   BUT   STEADY   GROWTH   IN   THE   LIFE    INSURANCE    INDUSTRY'S   LONG   TERM 
POSITION    IN   CAPITAL    INVESTMENT. 

A   FURTHER   STUDY  OF   TMC   ACQUISITIONS   OF  NCW   INVESTMENTS   BY   II FE   INSURANCE 
COMPANIES FROM 1964 TO THE ESTIMATES or 1966 INDICATES A MARKCD PRESENCE 
roR INDUSTRIAL ANO MISCELLANEOUS BONDS. THESE ISSUES ARE CREDIT-RATED BY 

INDEPENDENT  AGENCIES  ANO SOLD AT PRICES DETERMINED PRIMARILY BY THE TRADING 
BOND MARKET.    DEPENDING UPON THE CREDIT STATUS or THE  ISSUING COMPANY, 
ITS   BONDS  MAY   REQUIRC   SUPPORT   BY   A   SINKING  POND  PROVISION.     THIS   FORCES 
THE   COMPANY   TO   SET   ASIDE   EACH   YEAR   A   CERTAIN   PERCENT   OP   THE   BOND PRINCIPAL 
TO   BE   PAID   TO   THE   HOLDER  AT   MATURITY.     THE   SECOND  PREFERENCE   Or  LirE 
INSURANCE COMPANIES  IS THE MORTGAGE MARKET.   THESE FLOWS or MONEY ARE 

SCCURCO   BY   THE   REAL   PROPERTY WHICH  THEY   r INANCE.     THE   RISK   IS  USUALLY   SMALL 
TO THE  INSURANCE COMPANY, AND THE RETURN IS FIXED AT A BET RATE DEPENDING 
ON THE MORTGAGE MARKET IN GENERAL.   CORPORATE STOCKS, PUBLIC UTILITY BONDS 
AND POLICY LOANS AGAINST CASH SURRENDER VALUE CONSTITUTE THE INDUSTRY'S 
LESSER   INVESTMENT   PREFERENCES.     A   CHART   PUBLISHEO  BY   THE   LIFE   INSURANCE 
ASSOCIATION OF AMERICA MAKES CLEAR THE ENTIRE SPECTRUM. 

TABLE 3 

ACQUISITIONS Or INVESTMENT,  1964 -  1966 

ALL UNITED STATES LEGAL RESERVE 

LIFE INSURANCE COMPANIES 

(GROSS-NOT NET or SALES AND MATURITIES) 

(IN MILLIONS or DOLLARS) 

INVESTMENT CLASS 1964 1965 

RAILROAD BONOS $103 | III 
PUBLIC UTILITY BONOS Q4O 768 
INDUSTRIAL & Misc. BONOS                         'M39 I9,Ô60 
STOCKS 1,066 1,463 
MORTOAOCS 10,433 11,13} 
REAL ESTATE 488 4(0 
POLICY LOANS 1.574 I.704 

TOTAL |S§,2^ 
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BECAUSE INSURANCE COMPANIES ARC ¡N EFFECT ACTING IN A FIDUCIAR,- CAPACITY, 

THEIR INVESTMENTS ARE LEGALLY LIMITED TO THE LOW-PISK. STKADY-RCTUHN TYPE. 

TERM LOANS ro PROVEN INDUSTRIES UNDCR LEGAL AGREEMENT ARE ALSO MADE BY THE 

Lire INSURANCE INDUSTRY. IN THESE CASES, THE INSURANCE COMPANY CAN AFFORD 

TO AGREE ON LONGER TERMS BECAUSE OF T.-IT STABILITY OF ITS PRFMI'IM RECEIPTS. 

USUALLY,   LONG-RANGE  TERM LENDING TO AN   INDUSTRIAL CONCERN OP  A  MMANCIAL 

COMPANY    IS    DONF   ONLY   WHEN   GOOD   ASSET   TuRNOVC*   AND   A   STEADY    CA3rl    '"LOW   ARC 

PROVEN   CHARACTERISTICS   OF   THE   COMPANY    IN   QUESTION.       IN   GENERAL,     THEN    IT 

MAY   BE    SAID   THAT   CAPITAL    INVESTMENTS   8V   THE   LIFE    INSURANCE    COMPANY   HAVE 
THREE    PROMINENT   CHARACTERISTICS. 

1. THEY ARF. LONG-TERM (IO-30 YEARS) 
2. THEY »RF COW RISK 
3-    THEY RETURN A LOW BUT STEADY Y'ELD 

THE SECOND LARGEST INTERMEDIARY IN THE CAPITAL MARKUS AS OF YCAP-CNO i 966 
WERE THE NON-INSURED PENSION FUNDS.  PENSION FUNDS HOLD THE CONTRIBUTIONS 
OF LABOR AND MANAGEMENT FOR EMPLOYEE RETIREMENT 9ENETITS.  TMCSC Ft'NDS HAVE 
INVESTED MORE HEAVILY IN HIGHER RISK, HIGHER RETURN CAPITAL STOCKS A3 A 
PERCENTAGE OF THEIR TOTAL PORTFOLIO THAN ANY OF THE OTHER INTC3MED ! A*IES. 
THE AMOUNT OF NEW MONEY INVESTED IN THE YEAR |96Ó OY PENSION FUNDS WAS MORE 
THAN DOUBLE THE AMOUNT INVESTED IN ¡95O.  STUDIES OF PERSONAL DISPOSABLE INCOME 
HAS INOICATEÛ THAT THE MONEY POURED INTO PENSION FUNDS BY THE PUBLIC HAS 
NOT IMPORTANTLY SUBTRACTED FROM OTHER FORMS OF SAVING,  ALMJST AIL THE MONEY 
ACCUMULATED 3Y THE PENSION TUNDS HAS BEEN CHANNELED INTO TWO DEPARTMENTS 
OF THE CAPITAL MARKETS! CORPORATE BONDS AND CORPORATE STOCKS. 

SAVINGS BANKS WHICH USED TO BE SIGNIFICANT  FACTORS  IN THE CORPORATE BOND 

MARKET HAVE WITHDRAWN COMPLETELY IN FAVOR CF MORTGAGES; THE MUTUAL FUNDS 
HAVE WITHDRAWN SOMLWMAT FROM THE STOCK MARKET IN FAVOR OF OTHER INVfJTMENT 
POSSIBILITIES SUCH AS CORPORATE ANO MUNICIPAL BONDS.  THESE TACTS POINT OUT 
DRAMATICALLY THE IMPORTANCE OF THE PENSION FUNDS IN TAKING UP (0   SLACK 
WHICH COULD HAVE MAD A SEVERE DAMPENING EFFECT ON BUSINESS CONFIDENCE DURING 
THE PAST TWENTY YEARS. 

PENSION FUNNS CLEARLY DOMINATE THE LONG-TERM TKCND OF THE *TOCK MARKET IN 
THE SENSE THAT THEY BUY 3 TO k   TIMES AS MANY EQUITIES YEAR BY YE*R AS ANY 
OTHER FINANCIAL INTERMEDIARY.  THE BUYING IS SO STEADY, HCWEVCR, THAT UNLIKE 
MUTUAL FUNDS IT HAS CITTLE IMMCT ON SHORT-TERM MARKET PRICES.  A CHART 
OF INVESTMENT PREFERENCES OF AcL THE PENSION FUNDS OF THE UNITED STATES 
AS OF DECEMBER 31, 1965 CLARIFIES THEIR CHOICES IN T».E CAPITAL MARKETS 
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S.E.C. SURVEY OF CORPORATE PENSION FUNDS 

BOOK VALUE AT YEAR END (000,000) 

CASH & DEPOSITS 

U.S. GOVERNMENT SECURITIES 
CORPORATE BONOS 

OWN COMPANY 

OTHER COMPANIES 
PREFERRED STOCKS 
COMMON STOCKS 

OWN COMPANY 

OTHER COMPANIES 
MORTGAGES 
OTHER ASSETS 

TOTAL ASSETS 

1965 
AMOUNT 

t      710 
2,410 

20.7^1 

(•9,mi 
656 

23,153 
(I,712 

(21,Ml 

VM 
I557B9Ö 

IN   LOOKING   FORWARD   TO  THE  NEXT   FIVE   YEARS,   IT   CAN  •£   SArELY   SAIO THAT 

PENSION FUNDS WILL BC IMPORTANT BUYERS IN THE BONO MARKET ANO MUCH MORE 
IMPORTANT    IN  THE   STOCK   MARKET.      8uT   THE   INERTIA   OF  THE.« VAST  HONEY   FLOW 
IS   SUCH  THAT   TMEV   ARE  NOT   APT   TO   CREATE  PRICE   SWINOS    IN  EITMCR MARKET. 

THE THIRD LARGEST FINANCIAL INTERMEDIARY IN THE CAPITAL MARRCT IS THE 
SAVINGS  ANO   LOAN   ASSOCIATION.     THESE   ASSOCIATIONS   ACCEPT  THE   MONEY  OF 
SAVERS   ANO  PAY  A   DIVIDEND WHICH    IS  USUALLY  HIGHER  THAN   THAT   PAID  BY   THE 
COMMERCIAL   BANKS.       IN  TURN,   DEPOSITS   ARE   INVESTED  ALMOST  EXCLUSIVELY 
• N   REAL   ESTATE  MORTGAGES.     FROM    I963  T0   I966,   THE   CAPITAL   INVESTED   IN 
LONG-TERM  MARKETS   BY  THIS   GROUP   HAS   BEEN  STEADILY  DIMINISHING  DUE   CHIEFLY 
TO   A   RUNOFF    IN   SAVINGS   DEPOSITS.      A   CHART  DEPICTING   FUNDS   SUPPLIED   RECENTLY 
BY   SAVINGS   AND   LOAN   ASSOCIATIONS   TO  THE   TOTAL   CAPITAL   MARKET   DEMONSTRATES 
THE   DECLINE. 

(IN BILLIONS OF DOLLARS) 

13.2 

asa 
11.o 9.3 k.2 

WITH MORTGAGES AS THEIR CHIEF INVESTMENT PREFERENCE, THE ASSOCIATIONS' 
DECLINE  HAS   HAD  A   DEFINITE   IMPACT   ON   THE  PRIVATE   CONSTRUCTION   INDUSTRY. 
ALTHOUGH THE FIVE YEAR OUTLOOK FOR BUILDING FUñOS IS NOT PROJECTED TO BE 

AS   LARGE   AS   BEFORE   THE  VIETNAM  CONFLICT,   THERE    IS   STILL   A  NEE0  FOR   $83.5 
BILLION   FROM   1967   TO   1971 .     MANY   CAPITAL  MARKET   ANALYSTS  HAVE   PREDICTED 
A   LIBERAL IIED   LEGISLATION    IN  REOARO  TO   THE   INVESTMENTS   OF  THE   SAVINGS   AND 
LOAN ASSOCIATIONS LINKED WITH A HIGHER INTEREST RATE CEILING TO BE PAID 

TO DEPOSITORS.   NONETHELESS, EVEN IF THE ASSOCIATIONS SHOULD BC LEGALI Y 

ALLOWED  TO   MAKE   COMMERCIAL   LOANS,   THEIR  DIRECT    IMPACT   ON   INDUSTHIAL   GROWTH 
IS   NOT   FORECASTED   AS   ANYTHINO MORE   THAN  MINIMAL. 
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MOVING  INTO   THE  RISK  AREAS or THE   CAPITAL M**rr :S.  -T  :MCCUNTì;R   -WO UNIQUE 

AND  VITAL     INTERMEDIARIES;   THE    INVESTMENT   BANKERS    >,NO   Tut   COMMER-J I AI   FlNANCC 

COMPANIES.     INVESTMENT BANKERS  OO  NOT  VIEW THEIR  FUNCTION AS ULTIMATE 

HOLDERS   OF   CORPORATE   STOCKS   AND   ÖONOS .      RATHF.R ,    THEV   ARE   A'iTuTf.   UNDERWRITERS 

OP   DEBT   AND    EQUITY    ISSUES   WHO   RECEIVE   A   COMMISSION   A NO   RESELI    THE     ITSUC5 

TO   THE   PUBLIC    AND   OTHER    INTERE O I AR I LS .      Tuf   UNDE Wli I : I NC¡   0!"    «   HUCE 

CORPORATE    BOND    ISSUE    IS   AN   ARDUOUS    TASK    ANO   NLQUIRES   PEPACI     -IMING   uN 

THE   PART   or    THE    INVESTMENT   BANKER.       AFTE»   THE    CORPORATION   AGHcES   WITH 

THE    INSTITUTION   ON   A   MARKETABLE    COUPON   RATE,    THE    INVESTMENT    IJAMKEF.    TOWARDS 

THE   PRINCIPAL    AMOUNT   TO   THE   COMPANY,    TAKEÔ    ITS    COMM.SS'ON   U <•    AN    IMMEDIATE 

DISCOUNT,    AND    BEGINS   MARKETING   THE    BONDS   TO   THE    ULTIMATE    HOLOf.R::.        IN    ITS 

EQUITY   ACTIVITIES,     INVESTMENT   BANKERS    ARE   Ool'E    OFTE*    THE   UNDERWRITERS   oT 

LARGE   COMMON    AND   PREFERRED   ISSUES.       HERE      THE    EiANKEKi,   MAKf    'HEIR   PROFIT 

ON   PRICE   APPRECIATION    AND   RESALE     IN   THE   OH EM   MARKÎT.       BASICALLY,    THE 

INVESTMENT  BANKERS  ARE  THE I INK  BETWCEM TH¿   INDUSTRIAL   i-i'.-ucrv.  ANO  THE 

ULTIMATE   HOLOERS   OF   CORPORATE   STOCKS   AND   flONPS . 

ANOTHER  INTERMEDI ARY WHICH  IS WILL IMO TP   ;AM   A  HIGH CEGRCC  OF  RISK  FOR 

A    HIGH   RETURN     IS    THE   COMMERCIAL    FlNANCC   COMPANY,       ¡H ! 3   '-.ROUP   OF   CVPIfAL 

INVESTORS    LENDS   AT    A   RATE   WHICH    IS    HIGHER   TH*,N    TKA~   or   ^HC    COMMERCIAI    BANKS. 

MARGINAL F;RMS WHICH THE BANKING  SYSTEM CONSIDERS TOO RISKY  rr>R TUPIR 

FUNDS   ARE   THE    CHIEF   CLIENTS  OF   THESE   uENOcRS.       BECAUSE   OF   THE   RISKS   THE 

FINANCE   COMPANIES   TAKE,   THEIR   RATE    CHARGCO   IS   USUALLr    \/'¿$   H¡GFCR   PER   UNIT 

PERCENT   CHARGED   BV   THE   COMMERCIAL    BANKS.      FOR    INSTANCE,    IF   THE   BANK   PRIME 

RATE WERE 6 PERCENT, THE COMMERCIAL 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    INSTITUTIONS. 

THE   LAST   FINANCIAL    INTERMEDIARY   OF   CONSEQUENCE    IS   THE   NEWEST,    THE   MUTUAL 

FUND.   MUTUAL   FUNDS  INVEST THE PERIODIC PAYMENTS OF PRIVATE   INDIVIDUALS 

IN   COMMON   AND   PREFERRED   CORPORATE    STOCKS.      BECAUSE   Of   THE   0'FFERlNG 

OBJECTIVES   OF    INDIVIDUAL   INVESTORS,    THERE   ARE   FUNDS   WITH   öiFFTRfNT   AIMS 

INCOME FUNDS  ARE POPULAR WITH RETIRED PEOPLE WHILE A GROWTH FUND WOULO BE 

MORE   SUITABLE    FOR   A   YOUNGER  PERSON.      BECAUSE   OF   VARYING   NEEDS   ARISING 

OUT OF THE  FUNDS'   INVESTOR PREFERENCE,  THEIR GROWTH HAS BEEN SOMEWHAT 
ERRATIC. 

BECAUSE OF SHIFTS  IN  INVESTEO POSITION, THE FUNDS HAVE BEEN RESPONSIBLE 

FOR   MANY   SHORT-TERM   SWINGS   IN   THE    STOCK   MARKET.      TH 1S   EFFECT    MA-   BE 

CONTRASTED   WITH   PENSION   FUNDS'   LONG   TERM   MARKET   SUPPORT. 

WHILE   ALL   THE    FINANCIAL    INTERMEDIARIES   WILL   3£    CRITICALLY   IMPORTANT    TO 

INDUSTRY   IN    ITS   DEMANDS   FOR   CAPITAL,   MOST   ECONOMISTS   FEEL   THAT   A   TIGHTNESS 

WILL   DEVELOP    DURING   THE    "67-71   PERIOD   IN   THE   SUPPLY   OF   LONG-TERM   MONEY 
THREE  PRINC'PAL   REASONS   FOR  THE   SHORTAGE   ARE: 
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1. A   POPULATION   INCREASE    IN  OLDER  AND   YOUNOER  CROUPS  WHO   TENO 
TO   3PENO  RATHER  THAN  SAVE. 

2. A   RELUCTANCE   §Y   LENDERS   TO   EXTENO  THEMSELVES  UNLESS   COMPENSATED 
FOR   INFLATIONARY   TRENDS. 

3.      A   MORE   RESTRICTIVE   MONETARY   CLIMATE   »CAUSE  OF   A   PERSISTENT 
•ALANCE-OF-PAYMENTS  PROBLEM. 
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