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ENTERPRISE AFTER THE TRANSITION PERIOD

The continuance of a high level of employment after
the war is the publicly expressed desire of many business-
men. What are the financial problems which must be met
if that desire is to become a reality? Dasa from which
such a question can be answered by individual businessmen
for their own companies are presented in “Forces Influenc-
ing Investment in Business Enterprise after the Transition
Period.” This is the fourth in a series of reports on current
and postwar finances written by Charles Cortez Abbott,
Associate Professor of Business Economics at the Harvard
Business School. (April, 1944)

The following statement is a brief digest of the report.

The author estimates that, if a satisfactory level of employ-
ment is to be achieved, something like 17% more jobs need to be
furnished than in 1940. Such a level of employment probably
requires a gross national product of §150 billion, compared with
$93 billion in 1929 and about $88 billion in 1937 and 1939.

Will the condition of the fixed assets and the quantity of the
current assets at the end of the war be adequate to produce this
volume of output? The great bulk of the tremendous expansion
in manufacturing facilities has taken place in a relatively few
industries, and only a small portion of this new plant and equip-
ment will be convertible to peacetime use. The majority of manu-
facturing concerns will emerge from the war period with their
fixed assets inadequate for this purpose. There will be need of
rehabilitation, expansion, and relocation.

Not only will funds for investment in fixed assets be required
by business, but also additional working capital. In 1943 the
government directly or indirectly supplied nearly half the assets
used by industry for working capital purposes.



Two significant implications of this need for funds are: (1) A
considerable portion of the financing should be in the form of
equity financing or ownership. (2) Ownership therefore must
be made more attractive than it has been recently,

Will the funds needed by business be available? Some of the
forces influencing investment after the transition period will
have sprung from prewar developments. Even before the war
equity capital was not readily available, particularly for the mod-
erate-size manufacturers in need of a relatively small amount of
equity funds. Furthermore, the number of persons to whom
business management could look to perform the function of
ownership was declining, not only proportionately but perhaps
also absolutely. These trends may continue into the postwar
period.

The greatest single change in the supply of capital during the
prewar period was the rise of “institutional savings” as shown by
the increase in the assets of life insurance companies, investment
trusts, savings banks, and pensions and retirement funds. Business-
men who must raise capital will look with interest on the tre-
mendous amounts of funds annually becoming available for in-
vestment by these institutions.

The increasingly great emphasis placed on depreciation in
business practice was another outstanding development in the 20
years ending in 1943. The new importance attached to deprecia-
tion, entailing as it does new psychological attitudes and new con-
siderations in the making of business decisions, will continue to
have far-reaching social and economic consequences. Two fur-
ther changes of far-reaching significance for businessmen are the
tremendous decline both in the volume of commercial loans since
World War I and in the loans on securities of commercial banks
since 1930.

Some of the forces influencing investment will come also from
developments in the general field of government: (1) the Federal
regulation of securities, (2) the continuation of government lend-



ing agencies, (3) the need of the Treasury, in view of the tre-
mendous postwar debt, to maintain low and stable interest rates,
(4) the “fscal policy,” ie., the suggestion that the Federal Gov-
ernment fit into a coordinated and consistent policy the whole
range of its activities that influence investment and expenditures
by consumers.

Furthermore, there will be many legacies from the war. Just
what all of them will be is hard to forecast. But certainly taxa-
tion belongs at the top of the list. Although after the war the
country will have to pay heavier taxes, measured in terms of
dollars, Professor Abbott holds out the possibility that the burden
can be less onerous than the present or perhaps even the prewar
load. But in order to bring this about, businessmen must make
every cffort to see that the postwar national income remains close
to present levels, and framers of public policy must devise a post-
war tax structure that will stimulate enterprise and must admin-
ister it in such a way as to impose on the taxpayer a minimum of
hardship in compliance.

The accumulation of liquid funds in the hands of individuals
may prove to be the single most important legacy of the war in
the field of finance. From the point of view of society, it would
appear most desirable that these new accumulations of capital
should be invested in business enterprise, particularly in the form
of equity. :

Professor Abbott stresses the importance of motives, especially
the distaste of individuals for the risks and responsibilities of
ownership and the tremendous desire on the part of business
managers to be free of debt. The effect of these two conflicting
attitudes is a bar to investment expansion and hence militates
against the provision of jobs.

The report closes with a statement of the necessity that owner-
ship be made more attractive:

Th‘is matter, it seems clear, is one which is of vital and of
equal importance to business management, to financiers, to labor,



and to framers of public policy. Owanership is the heart of the

- investment problem. It is the center of the employment prob-
lem. It is the basis on which credit is extended. It is the
foundation on which the whole scheme of things in the Amer-
ican economy rests. If ownership is ubattractive to potential
investors, if owners are weak and irresponsible, if ownership as
a function falls into disrepute, if directors and executives of
business concerns fail to fulfill their responsibilities to owners,
credit inevitably contracts, investment expenditure automatically
declines, and unemployment necessarily develops.

(Division of Research, Harvard Business School, Soldiers Field, Bos-
ton 63, Massachusetts, 50 cents)
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PREFACE

This study, “Forces Influencing Investment in Business Enterprise
after the Transition Period,” is the fourth of a series of special reports
dealing with the financial problems of business dunng the war and
immediate postwar periods. The purpose of this series is to show the
character of the financial problems which business concerns may face
during the transition from war to peace, to develop the background
against which these problems will appear, and to deal with a number of
specific topics such as V and VT Loans.

The first report published in the series was “The Financial Situa- .
tion of Industry after Two Years of War,” by Charles Cortez Abbott
(December, 1943); the second was “The V and VT Loan Arrangement
and Termination Financing,” by Charles Cortez Abbott and Walter G.
O'Neil {January, 1944); and the third was “Business Finances during
the Critical Transition from War to Peace,” by Charles Cortez Abbott
(February, 1944).

The author wishes to acknowledge the many helpful suggestions
made by his colleagues, particularly those made by Professor Melvin T.
Copeland, Director of Research of the Harvard Business School. The
author is also grateful for the aid of Mr. Walter G. O’Neil who acted as
his research assistant while this study was being prepared. The opin-
jons in this report are the author’s own, and errors and deﬁcmncnes are
his responsibility, :

Criaries CorTEZ ABBOTT

Associate Professor of Business Economics

Soldiers Field
Boston, Massachusetts

April; 1944
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FORCES INFLUENCING INVESTMENT IN
BUSINESS ENTERPRISE AFTER
THE TRANSITION PERIOD

One of the significant developments during the war has been the
interest shown by businessmen in the continuance of a high level of
employment after hostilities end, and the evident willingness of many
businessmen not only to work actively and constructively toward that
goal but also to assume some responsibility in this connection. If a
satisfactory level of employment—which may be defined as the pro-
vision by business of about 179}, more jobs than were furnished in 1940t
—is to be reached and maintained after the war, American business will
need to produce and distribute an amount of goods and services far in
excess of any quantity attained in the best peacetime year. A gross
national product of $150 billion in terms of 1942 prices, as compared
with a national product of $93 billion in 1929 and about $88 billion
in both 1937 and 1939, is a rough indication of the task involved.

When the ability of business to achieve and maintain the needed
volume of output and of employment is considered, two questions with
far-reaching financial implications, both of which can be considered
independently of the demand for goods and services, at once present
themselves. First, will the plant, equipment, and physical facilities of
American business—as these fixed assets will be at the end of the war—
and the quantity of the net current assets of American business—as
these assets will be at the end of the war—be adequate and sufficient to
produce and distribute this volume of output necessary to a high level
of employment? Secondly, a continuing substantial volume of expendi-
ture by business enterprise for investment purposes and a continuing
substantial volume of investment in business enterprise by individuals
and financial institutions are necessary conditions if a high level of
employment is to be achieved, as is generally agreed upon both by prac-
tical men of affairs and by theoretical economists. Thus, what are the
forces, so far as they can now be foreseen, which will be of controlling
importance in the thinking of persons in the business world responsible

1See Charles Cortez Abbott, The Financial Situation of Industry afier Tuw Yewrs of War
(Harvard Business School, Division of Research, December 1943). A very similar estimate
of the needed postwar employment has been made, quite independently, by Karl T. Schios
terbeck, Pustiar Reemployment (W ashington, Brookings Institution, 1943).



for decisions regarding investment expenditures by business firms, and

' within what framework of pertinent and related material and statistics
do these forces need to be considered, in order that they be seen in their
proper perspective?

The importance of these two questions to individual companies
and to the economy as a whole requires that certain of the terms em-
ployed in these questions be defined with some care.

“Expenditure by business firms for investment purposes,” a term
which will be frequently used throughout this report, signifies the
conversion of cash or cash items into fixed assets of an expected life of
three years or more, andjor the absorption of cash by financing the
volume of inventories or the volume of receivables a firm finds necessary
in view of its current or prospective level of business. That is, the
definition recognizes that a substantial portion of a firm’s inventories
and receivables are as much a “fixed asset” as are its land and buildings.

As is indicated further on, funds used for investment expenditure
by a firm may be derived from a variety of sources, They may be
funds set aside for certain cash operating costs, such as repairs and
replacements, they may be funds reserved to cover depreciation charges,
they may be retained earnings, they may be borrowed funds, or they
may be sums raised by the sale of additional capital stock.

Where the term “investment in business enterprise” is employed,
either one or both of two processes is meant: the purchase by investors
of the stock or long-term obligations of a company, or the retention by
a firm of net earnings.

The acquisition of assets that result in an increase of the book
value of the assets of a firm (barring write-ups of asset values) can come
in an “ultimate” sense only through new “investment in business
enterprise,” as defined above. By use of short-term debt, firms can and
do acquire assets that enhance the book value of the firm’s assets, but
the short-term debt can be repaid only through the use of earnings
retained for that purpose, through the use of funds acquired by the sale
of stock or long-term obligations, or through the proceeds received from
the liquidation of some other asset.

The use of funds charged as repairs or maintenance or as other
tangible operating costs, or of funds arising from depreciation charges,
results in the acquisition of “new” assets but not “additional” assets.
Often the *“new” assets are of greater productive capacity than the old,
but that fact does not of itself increase the book value of the assets of
the firm,

In order to give some perspective to these two concepts, namely,
expenditure by business firms for investment purposes and investment in
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business enterprise, it is to be noted that the volume of investment
expenditure necessary to produce a high level of employment depends
upon the current volume and pattern of expenditure by consumers for
consumption purposes. Much theorizing regarding the volume of
investment necessary to produce a high level of employment is predi-
cated on the belief that the volume and pattern of such expenditure
fluctuate less than does the national income as a whole. So that, it is
argued, this residuum of income not expended for consumption pur-
poses, which should be invested, or “offset” by expenditure of business
firms—or by government agencies—for investment purposes, fluctuates
more widely than does the national income as a whole. This relative
constancy of the volume of consumption expenditure may or may not
continue in the postwar period. Here it may be noted, first, that the
phenomenon commonly designated as a “flight from the currency” is
by definition a rapid distortion of the usual volume and pattern of
expenditure for consumption purposes; secondly, that the volume of
government expenditure during the war for consumption purposes, as
distinct from investment purposes, has been sufficiently great to produce
a high level of employment even in the period—latter 1943 and early
1944—in which expenditure for investment purposes by the government
and by business firms dropped off.

Although this digression on definitions may appear academic and
remote from day-to-day operations of business firms, these matters have
in fact a very direct bearing on the problems facing financial officers of
companies.

Comptrollers and treasurers of business concerns, as well as presi-
dents and directors, looking forward not only to the transition period!
but more especially to the succeeding period, and contemplating the
possibility or the necessity that the operations of their firms be expanded,
are faced with three questions: What amount of funds will their com-
panies need in order to finance postwar business? From what sources
may these funds be secured? On what terms may the financing be
obtained?

For example, where and on what terms will chemical companies,
paper manufacturers, and railroads acquire the funds needed to reha-
bilitate their plants in the event they are unable during the war to
accumulate sufficient cash resources to accomplish this purpose? Con-
verscly, commercial and investment bankers, officers of finance com-

_TThe wansition period has elsewhere been defined, for an individual company, “‘as
begmnmgm;hhﬁmmh&qndalmrmimdondwoonmmdueodingwbcn:nth—
factory cash inflow from ordinary civilian production is once more reestablished.”” Charles
Cortez Abbott, Business Finances during the Critical Transition from Wear to Poacs (Harvard
Business School, Division of Research, February, 1944)-
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panies, executives in charge of the security portfolios of insurance
companies, and other persons in strategic positions as regards the flow
of capital and credit into business enterprise need to consider in what
ways wartinie developments may force or induce changes in their
methods of financing business undertakings. For instance, to what
degree and in what ways will their operations be affected by the devel-
opment of the government-guaranteed loan technique, the probable
large increase in the number of small retailers in the immediate postwar
period, and the likelihood that many individuals will wish to sell some
of their government bonds after hostilities end?

ASSETS OF BUSINESS AFTER THE WAR

To return to the first of the two questions raised above: Will bus-
iness assets at the end of the war be adequate to produce the great
volume of output necessary for a high level of employment? First,
consider the fixed assets. The evidence suggests that the plant and
equipment available to business on the termination of hostilities will
not be adequate—without considerable rehabilitation, renovation,
expansion, and relocation—to give a high level of employment to the
then existing labor force, particularly if production largely reverts to a
one-shift basis as compared with the double and triple shifts common
during the emergency.!

But from the point of view of creating a high level of employment
in the immediate postwar period the probable deficiencies in the fixed
assets of business, notwithstanding the tremendous wartime expansion
in manufacturing facilities, are an encouraging factor. For if the
investment expenditures needed for expansion and rehabilitation are
made, these expenditures will go a long way toward creating the desired
volume of employment. Although a tremendous increase has been
made by the government and by private industry during the war in
manufacturing facilities, the great bulk of this expansion has taken place
in a relatively few manufacturing lines. Apparently only a relatively
small portion of this new plant and equipment will be convertible to
peacetime uses.2 And the great majority of manufacturing concerns will
emerge from the conflict with their fixed assets in worse repair than
when hostilities began. To put the point in an extreme form, it is
evident that the fact that great expansion has taken place in the produc-

J For further discussion of this point see The Financial Situation of Industry after Two Years
Wo.

For further discussion, see ibid., and Dispesal of G 1-Owned Production Faciliti
(Machinery & Allied Products Institute, Research Memorandum No. 4, January 14, 144)s
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tive capacity of shipyards, aircraft plants, and ordnance factories does
not mean that makers of building materials, food processors, and glass
manufacturers will have the facilities they will need in order to play
their part if and when the peacetime national product is in the neigh-
borhood of $150 billion.

Furthermore, business will need working capital. Very nearly
half of the assets used by industry for working capital purposes during
1943 seem to have been supplied, directly or indirectly, by the govern-
ment, and this situation suggests that business currently does not
possess sufficient net working capital to finance the contemplated high
level of production.t Although the net current assets of many business
concerns will doubtless increase before the coming of peace, this devel-
opment will not necessarily signify that business will be able to finance
the volume of output requisite for a high level of employment. For
distribution through normal trade channels of an amount of goods and
services comparable with the amount now being produced, an amount
which has engendered something very close to full employment or
perhaps something more, will require that inventories be considerably
augmented, that trade receivables be financed, that advertising and
selling expense be accommodated, and that the many peacetime uses
of working capital which have disappeared under war conditions
be met.

To summarize this discussion, it seems probable that business, with
the assets which it will have at the end of the war, will not be able
without additional financing to produce and distribute the volume of
goods and services necessary to provide full employment. The needed
increased expenditure by business concerns for investment purposes,
which implies an enhanced volume of investment in business, is itself
one of the principal circumstances requisite for the attainment of a high
level of employment. Should this needed investment take place, it will
go far toward producing the desired level of employment.

Ouwnership

Two points are pertinent here. First, some portion, perhaps a
considerable portion of this financing needed by business, for reasons
which will not be explored at the moment, should be in the form of
equity investment. Certainly it is difficult to contemplate that all the
required financing could or ought to be supplied through the creation of
debt. Secondly, equity financing implies ownership, and ownership of
American enterprise seems to have been for some years, and currently

VT Financial Situation of Industry after Twe Years of Wor.
5



to be, distinctly unattractive to those individuals and financial institu-
tions that control large portions of the funds available for investment in
the American economy.

Much present investment philosophy and practice, both of indi-
viduals and of financial institutions, seek the security thought, often
fallaciously, to be afforded by a preferred or creditor position. Such
policies and practices are based on the assumption that someone—
someone who is often imperfectly defined so long as he is someone else—
will own American enterprise and assume the risks and responsibilities
of ownership. But clearly such philosophies, and the actions based on
them, ultimately frustrate themselves and fall of their own weight if
ownership is unattractive and owners are not forthcoming in society.!

If a high level of employment is to be achieved and maintained in
the postwar period, one of the major objectives of both business policy
and public policy must be to make ownership more attractive than it has
been recently.? On this point must unite, if they adhere to the logics of
their respective positions, both those persons in the business world who
of late years have been critical of many governmental policies on the
grounds that such policies allegedly threatened property and property
ownership, and those persons in the government service and the aca-
demic world who have been critical of the functioning of the financial
and investment process and the activities of property owners on the
grounds that insufficient investment was taking place to provide a
satisfactory volume of employment.

Purpose AND FraME OF REFERENCE
Purpose
The balance of this report will be devoted to surveying and bring-
ing into focus major considerations relevant to the second question

15ee, for instance, E. E. Chase, *‘Problems of the Ownership, Management and Finance
of New England Business Enterprises,” New England War Bullstin, Supplement, October,
1943, New England Council.

*There is 00 question that ownership is made attractive by increasing the income which
owners receive from their property. But there can be little doubt that the perquisites and
responsibilities of ownership can be made attractive in other ways as well. Space limitations
preclude exploration of the various steps which public authority and business management
might take in this connection.

Currently, much attention is being given to the possibility of improving the position of the
owner through the reduction or elimination of double taxation of corporate income, through
revision and strengthening of the proxy machinery, and through the issuance of attractive,
informative, and interesung reports to stockholders. The importance of developments in
these directions is very considerable. But surely developments in these areas do not exhaust
all the possibilities available to public authority and business executives for stimulating
responsible, active, and interested ownership, of a character that will add strength to indi-
vidual companies and increase the effectivencss of business management. :
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raised at the beginning of this discussion: “What are the forces, so far
as they can now be foreseen, which will be of controlling importance in
the thinking of persons in the business world responsible for decisions
regarding investment expenditures by business firms in the period
following the transition from war to peace,! and within what framework
of pertinent and related material and statistics do these forces need to be
considered, in order that they may be seen in their proper perspective?”’

Limitations of space prevent the inclusion, let alone the exhaustive
treatment, of every topic that might be brought within the orbit of this
subject. Comprised within the study are only those considerations
which seem likely to be of critical significance to businessmen, together
with the material which seems essential for comprehension and appraisal
of investment in business enterprise. If this report furnishes the in-
dividual business manager with some perspective on the position and
problems of his company in relation to the economy as a whole, and
provides him with some rough indication of the character of future
problems, it will have served its purpose.

Prewar and Wartime Developments

It is clear that numerous happenings during the 1920’s and 1930’s
will continue after the war to affect the thinking and actions both of
investors and of businessmen when making decisions regarding expendi-
tures for investment purposes. Such of those occurrences as seem likely
to be of special significance will be considered below. It is also clear
that many developments during the war will exert a continuing in-
fluence after peace returns upon the financial practices and policies of
business firms, financing institutions, and investors, and attention will
be given to these wartime developments further on.

Accounting Techniques: Statistical Measurements: Savings and Investment

Superficially, the conversion of cash into an item of plant or
equipment seems a relatively simple operation, as does the related
process, the absorption of cash by the volume of inventories and receiv-
ables requisite for carrying on business. Offhand, it might appear that
businessmen and economists could be assumed to comprehend thor-
oughly both the various kinds of accounting entries involved in these
processes and the significance of the operations for the economy as a
whole. That is, on first impression, it might seem that misunderstand-

"The period to which this discussion i applicable is thought of as beginning sometime
before the transition period, as previously defined, is concluded, and as coatinuing for
number of years, say for one full business cycle. gﬁd. *
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ing would not arise regarding the investment process. The disputes
and controversies which have raged over and around this subject,
however, show that this assumption is not valid.

Much of the misunderstanding seems traceable to the fact that
charges to any one of a considerable number of a firm’s accounts may
reflect expenditure for investment purposes, notwithstanding the widely
varying effects produced on a company’s balance sheet and income
statement as one account or another is debited. For example, it makes
no immediate difference to the machine tool builder whether his cus-
tomer charges the purchase of a new tool to repairs and replacements,
uses retained earnings to buy it, or raises new capital for the purchase.
But the buying company is very differently affected, depending on
whether the funds expended are allocations of gross income or applica-
tions of net income, are acquired through the liquidation of assets or the
increase of current liabilities, or are the proceeds of security issues.

Actually, investment expenditures in the sense here intended may
and do take place through outlays for repairs, maintenance, better-
ments, or replacements, through the use of funds arising from deprecia-
tion charges and other intangible costs, through the expenditure of
retained earnings, through the employment of money borrowed on
cither short or long term, and through the employment of funds raised
by the sale of capital stock. In short, the funds spent by business con-
cerns for investment purposes are acquired in a variety of ways and are
accounted for differently on the books of the firm.

The argument regarding savings and investment seems to have
been further confused by the deficiencies in the statistics and other
material available in society for the measurement of these processes,
and by the fact that the imperfect statistics which are available are
subject to differing interpretations. Consequently, disagreements
among competent observers, perhaps inevitably, have been common.
Nevertheless, since the matter of savings and investment is of such
moment not only to the economy as a whole but also to the financial
management of the individual enterprise, the material available for the
measurement of these processes, however imperfect, is relevant in an
attempt to place the investment process in its proper perspective.

Expenditures by business firms for investment purposes may be
and are charged to a variety of a particular firm’s accounts, operating
as well as capital. Only two capital accounts, however, long-term debt
and equity, reflect investment in business enterprise and the absorption
of the savings made in society, both those made by individuals and those
made by business firms. Nevertheless, businessmen and economists
seem to have had great difficulty in understanding or at least in reaching

8



agreement regarding the relationship of the investment process to the
savings process, even though it is common knowledge that both process-
es are closely related.

Thus, the precise nature of this relationship has been and is the
subject of considerable controversy among economists and, to lesser
degree, among businessmen and makers of public policy. Although
such theoretical disputes may seem far removed from the realm of
practical business operations, the outcome of these arguments affects
business management in a number of ways. To take but four instances,
these discussions exert considerable influence on tax legislation, on the
regulation of banking operations, on the rules and rulings of the Bureau
of Internal Revenue, and on the form, character, and intent of govern-
ment investment in productive facilities—such as the investment in the
Tennessee Valley Authority.

Motives

The motives which lead both to the accumulation of savings—by
business concerns as well as by individuals—and to investment expendi-
ture by business firms, and the changes which take place in such motives
over a period of time, do not seem to have been thoroughly understood
cither by economists or by businessmen and financiers. This apparent
fact has had two effects. On the one hand, it has still further compli-
cated the savings-investment controversy. On the other hand, it has
perhaps served to divert the attention of businessmen and financiers
making investment decisions away from some of the critical factors
present in concrete situations.

It s, for example, evident that the reasons which induce an expend-
iture for repairs, or for an increase in inventory, generally are quite
different from the motives that lead to the sale of a new stock issue and
to the spending of the proceeds to acquire new assets. It is equally
apparent, to take an extreme illustration, that the motives which a firm
would have found compelling in deciding to renovate its equipment in
1933 or 1934 would have been substantially different—in all probability
—from the considerations dominant in 1941 or 1942.

In short, in some quarters the motives that lead to investment in
business enterprise and to expenditure have been greatly oversimplified,
and the processes have been too readily assumed to be quasi-automatic
and to take place almost spontaneously whenever and wherever a
“profit opportunity” was discovered or was thought to be discovered.
On the other hand, men of affairs and business managers, familiar with
the obstacles, fears, uncertainties, inertia, and legal technicalities that
may prevent investment, have in general not made the significance of

9



such matters clear and explicit even in their own thinking. Conse-
quently, it is not surprising that these factors, sometimes—erroneously—
called “‘extraneous” to the investment process, have received less atten-
tion in economic thought and in public policy than they deserve.

Summary

In summary, this report will attempt to bring together and fit into
a pattern, first, those war and prewar developments which will exert an
influence on the financing of business enterprise in the postwar period;
secondly, the various types of cash outlays—different in an accounting
sense—which must be grouped as investment expenditures by business
concerns, and the bearing of this and related material regarding saving
and investment on the financial management of particular business
enterprises; and, thirdly, a summary of the motives which appear to
be important in a discussion of investment in business enterprise and
of expenditure by business concerns for investment purposes.

LEGACIES OF THE 1920’s AND 1930’s

What legacies from the 20 years before Pearl Harbor will continue
to affect in a significant way the financing of business enterprise after
the war? Admittedly individual judgments will differ here. In this
study, the answer will be divided into four sections: the supply of
capital and credit; financial attitudes and practices; commercial banks;
and government activities.

Supply of Capital and Credit

In the interval between the two world wars, perhaps the greatest
single change in the supply of capital and credit was the rise of so-called
“Institutional savings,” as shown by the increase in the assets of life
insurance companies, investment trusts, savings banks, and pension
and retirement funds, including the various government trust funds.!
This change is significant both qualitatively and quantitatively in
appraising the supply of capital and credit. To businessmen looking
forward to raising capital, the tremendous amounts of funds annually

1G. Griffeth Johnson, Jr., lists nine principal government trust funds concerned with
pensions or other types of benefit, namely: Old-Age Reserve Account; Unemployment Trust
Fund; Railroad Reurement Account; Civil Service Retirement and Disability Fund; Foreign
Service, Canal Zone and Alaska Railroad and Retirement and Disability Funds; District of
Columbia Teachers’ Retirement Fund; Longshoremen’s and Harbor Workers’ Compensation
Fund; District of Columbia Workers’ Compensation Fund; and Government Life Insurance
Fund. “The Significance of the Government Trust Funds for Monetary Policy,” in Public

Policy (1940) (Cambridge, Harvard University Press, 1940).
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becoming available for investment in the hands of these institutions, and
the investment policies of these bodies, are matters of real moment.

To be sure, the increase in the assets of these agencies did not take

place continously or at a constant rate. But the over-all growth during
the last 20 years, both in the aggregate assets of these institutions and in
the volume of new funds in their hands which annually seek investment,
has been tremendous. A few sclected statistics will show the magnitude
of the change. In 1921 and 1922 the annual increases in the admitted
assets of all life insurance companies were of the magnitude of §600 to
$700 million; by 1943 the figure had risen to $2,744 million? De-
posits of mutual savings banks in 1920 were about §j billion; by 1930
they had approximately doubled; during the 1930’s the deposits de-
clined slightly, if allowance is made for annual dividend payments; but
in 1943 they advanced sharply by more than §1 billion.2 In the early
1920's postal savings deposits were declining, but during 1943 the
monthly average was better than $300 million above the comparable
figure for 1942, and more than 1o times the 1920 figure.3 In 1920,
investment trusts had only a fraction of their present assets; of
recent years it has been estimated that the new funds becoming avail-
able to them annually for investment have been of the magnitude of
$200 million.t No reliable data are available on the growth of pension
and retirement funds, but it is common knowledge that savings in this
form have greatly increased during the last 20 years, and government
trust funds, which hardly existed in 1920, are estimated to have had
accretions in 1938 ofabout $1,150 million,8 and this figure has probably
grown subsequently.

The depressed security markets of the 1930’s reduced the flotations
of new security issues to very low levels.¢ In particular, small concerns,
without a national market for their securities and needing money in
small chunks—in the range of $50,000 to $500,000—experienced
difficulty. The revival of the markets in the late 1930’s did not in the
case of the small company significantly alleviate the situation, notwith-
standing such moderate assistance as was afforded by the development
of ““private placement”—the sale of securities direct by a company to an

VFranklin D. D°Olier, *'Looking Forward with Life Insurance,” address before the g7th
Annual Meeting of the Association of Life Insurance Presidents, December 2, 1943.

SFederal Reserve Bulletin, December, 1043, and New York Times, February 1, 1944.

3Surrey of Curvent Business, 1942 Supplement; March, 1943; December, 1943,

‘Asol 1937, Investment Trusts and Investment Companies. Report of the S.E.C. Purmuant 1o
Sec. 30 of the Public Ulity Holding Company Act of 1935, Part I, *“The Nature, Classifica
tion and Origins of Investment Trusts and [avestment Companies’ (Washington, 1939).

%G. Grifieth Johnson, Jr., op. cit. This estimate is subject to careful interpretation and
cannot be viewed as representing in its entirety cash savings made and contributed by indi-
viduals and business concerns.

®Sce Exhubit 1, pages $4-35.




insurance company, or a group of insurance companies and banks,
without the formality of a public offering.

There is abundant evidence to show that capital, particularly
equity capital, in relatively small amounts has not been readily avail-
able. The evidence ranges from published studies! to the seemingly
tortuous methods followed by some concerns in raising money. Ref-
erence is here made to such practices as: distributing a security issue
purely on an intrastate basis; splitting a single piece of financing into an
intrastate placement and an interstate offering of less than $100,000, in
order to avoid registration with the Securities and Exchange Commis-
sion; the use of debt financing—because debts could be sold—when the
exigencies of the situation called for stock financing; and the use of term
loans secured from banks—rather than the sale of bonds to the same
banks—because it was believed that the examining authorities would
“pass” a loan to the firm concerned when they would not “pass” its
bonds.

Various explanations have been advanced as causes of the problems
which have induced practices such as those just indicated. Commonly
mentioned are the difficulties, and particularly the costs, involved in
registration under the Securities Acts; the lack of interest on'the part of
the public in securities of small companies, because such securities tend
not to have a ready market; lack of capital, and of courage, among invest-
ment banking houses; the disinclination on the part of executives of small
companies located in small cities and towns, where the type of account-
ing and legal assistance needed to “clear” a registration statement with
the Securities and Exchange Commission was not available, to establish
the needed new legal and accounting connections; and the rise of the
government lending agency. No one explanation by itself seems entirely
adequate.

But whatever the reasons for these problems of small companies
and small security flotations, the moderate-size machinery manufac-
turer looking forward to the necessity of raising $100,000 after the war
for the replacement of equipment, the textile firm needing $50,000 to
$75,000 for repair and extension of facilities in the postwar period, the
retailer or wholesaler anticipating that increased postwar volume may

r———

1See, for instance, Small Business Problems, ““‘Small Business Access to Capital,” Senate
Committee Print No. 15, and Problems of American Small Business, Part 15, “‘Long-Term and
Equity Capital,” Special Committee to Study Problems of American Small Business, 78th
Cong., 13t Sess.; also Charles Cortez Abbott, ““The Availability of Equity Capital,” dmerican
Ecomomic Review, Supplement, March, 1942; John H. Cover and Associates, Problems of Smail
Business, T.N.E.C. Monograph No. 17. See also related material regarding flotation costs in
Cast of Flotation for Small Issues, 1925-1929 end 1935-1939, Securities and Exchange Commission
May, 1940; and Cost of Flotation for Registeved Securities, 1938-1939, Securities and Exchange
Commission, March, 1941.
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require an additional investment of $250,000, may all need to consider
whether capital after hostilities end will be more readily obtainable
than it would have been in the years immediately preceding the war.

Stock Ownership. The businessman and the security dealer, looking
ahead to the flotation of securities, will also need to give attention to the
question: “Who will buy the stocks or bonds?”  Particularly is this the
case if equity financing is being considered, or if placement with indi-
viduals rather than with institutions is desired. The fact that ownership
of business enterprise has recently not attracted investors has already
been noted; and this general subject will be touched on again below in
connection with the changes induced by the war in the ownership of
liquid, investable funds. At this point attention will be given only to
the distribution of stock ownership.

During the entire period 1900-1929, the aggregate number of stock
holdings! appears to have increased at a rough annual rate of 107, to
13%.2 As the depression deepened between 1929 and 1932, seemingly
the dispersion of stock ownership as measured by stock holdings spurted
sharply. Actually, this change is probably to be attributed almost
entirely to the closing out of margin accounts and the transfer of securi-
ties from “straw” names to those of the beneficial owners.

In striking contrast to these earlier periods, the dispersion of stock
holdings seems to have ceased to grow in the decade 1932-1942. The
measures used in this analysis indicate an average annual increase
during these 11 years of only 0.4,

This virtual cessation of growth is contrary to much prevalent
opinion. The available statistical material is very imperfect. Never-
theless, the general conclusion that stock ownership stopped expanding
in 1932 seems to be substantially correct. So radical a change signifies
not only stagnation but actual retrogression, for certainly some increase
in stockholdings would be a normal expectancy in a country with a
growing population. Inheritances and gifts alone are forces continu-
ously working toward a greater dispersion of stock ownership, quite
aside from the effects of purchases made through new savings. More-
over, there was during this period a significant reduction in the holdings

. 't seems necessary to measure the distribution of stock ownership in terms of holdings,
i.e., the number of individual stockholders shown on the books of particular companies,
rather than in terms of owners in the aggregate, because of the fact that many owners own
sharcs in more than one company, and elimination of duplication of this kind is not possible
in over-all estimates,

. "This discussion is based on H. T. Warshow, *“The Distribution of Corporate Ownerthip
in !‘hc United States,"" Quarterly Journal of Ecomomics, November, 1924; Helene Granby, Swrvey
g{had»ldug: & 1,710 Corporations with Securities Listed on & National Securities Exchange, T.N.
by(:hMmtph No. 30; on material in Exchange, March, 1943; and on unpublished rescarch
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by individuals of corporate bonds, since many of the issues which were
refunded were replaced by issues sold largely to institutions; and some
portion of the funds received by individuals in this connection pre-
sumably was invested in stocks.

In short, during the 1930’s the number of persons who sold out their
stocks in order to use the proceeds for other purposes, seems to have
been greater than the number of new investors who came into the
market for stocks, when proper allowance is made for the effects of
death and gifts. The number of persons in society to whom business
management could look to perform the function of ownership seems to
have been declining, not only proportionately but perhaps absolutely.

Reduction in Debt. In 1920 total net! private indebtedness of cor-
porate and noncorporate business firms and of persons was about
$93.2 billion; in 1930 it reached its peak of $142 billion; by 1942 it had
fallen to §113.5 billion.2 The constituent elements in total net private
indebtedness at these three dates are shown in billions of dollars in the
table below. It is to be noted that between 1930 and 1942 short-term
debt declined, percentagewise, more than did any other type except
farm mortgages. The various kinds of short-term debt, such as com-
mercial and industrial loans of banks and consumer credit, are intimate-
ly related to the production and distribution of goods, that is, to the
business process.

Long-term Farm Utban Real Estate  Short-term
Total ate Mortgages Mortgages Debt
ebt
1920 $ 93.2 $31.2 $10.2 $12.2 $39.6
1930 142.0 45.3 9.6 31.6 55.5
1942 3.5 40.7 6.5 28.0 38.3

Broad interpretation of these over-all statistics must be made in
view of changes in the price level during this 23-year period,? and

. ¥'Net" indebtedness eliminates intercorporate indebtedness and similar types of duplica.

ton.

¥The discussion in this and the paragraphs immediately following is based chiefly on
R. B. Banks, “Public and Private Debt in the United States,’ Survey of Current Business, May,
1943. The statistics used are taken from this source.

iMonthly Averages of Wholesale Commodity Price Indices, 19201943, as compiled by
U. 8. Dept. of Labor, Bureau of Labor Statistics
(1926==100)

1920 .7 19g6... .

1921... .3 1937... .o 86.2
... .4 1038, . ;t;

1923.. 0 1939. .97
lg&f .8 1940, .« 78.6
1025. .. 103, .65.9 1941 .. 87, g
' . . . 74.9

1942 .. o8.
1927 1935. . ..80.0 (lomos) ....... 103.2
Sources: Swrvey -f Cwmnl Business, 194.2 Supplemcnt, and deml Reserve Bulletin, i’)o-
cember, 1943.
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attention must be given to the relative changes of different kinds of debt
during this interval, a matter which is concealed by these over-all sta-
tistics, and to the amount of debt in default at particular periods.! For
instance, these figures do not show the striking declines in commercial
loans made by banks to business firms and in loans made against the
security of stocks and bonds, considered more fully further on.2 Nor do
they show the $4 billion to $5 billion decline in consumer credit since
the outbreak of war, a drop of almost 50%. These figures do not sug-
gest what appears to be the fact, that the volume of defaulted privatedebt
was almost as great in 1940 as in 1933.

Finally, in the interest of realistic appraisal, against this reduction
of liabilities in the form of debt must be set the greatly increased tax
liabilities of business concerns and of individuals. For instance, in the
aggregate, long-term corporate debt and short-term debt—most of
which is business debt of one kind or another—declined some $22
billion between 1929 and 1942; but the Federal income and excess
profits tax liability of business rose about $14 billion in the same period,
and the estimated proceeds of personal income taxes in fiscal 1944 were
$19,422 million3 as against collections from this source of $1,028 mil-
lion in 1939.¢

The precise meaning which an individual businessman should
attach to the alterations which have taken place in the pattern of debt
cither since 1920 or since Pearl Harbor is not entirely clear—in large
part because the significance of this development for particular firms
will differ widely, depending on their individual circumstances. But
the changes appear to have a very real bearing, not only on the financial
condition of the individual businessman and that of the firms with
which he trades, but also on the ability of the ultimate consumer to
borrow. Certainly the load of private debt is an element which cannot
be omitted in studying the financial future.

Financial Attitudes and Practices

In the 20 years ending with 1943 greater emphasis was placed on
depreciation in American business practice and in the thinking of
American businessmen than had been the case before at any place or

'Estimated Totals of Private Corporate Debt in Default, 1929, 1933, 1940

L1 $ 459,000,000
L T 237,000,000
1940 0ovuiniecnnaaas 4,059,000,000

N m;wmawamm.u.s.nepmmdmmmks«b
.21,
ey ud Message of ]
t's Budget Message of January 13, 1944.
‘MRWJWS«M#:&TWHWQ‘.’
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at any time.! There were many reasons for this development. Cer-
tainly the institution of the Federal income tax on corporations in 1gog
was one cause. Presumably the coming of age of the accounting pro-
fession was another, as was the increasing importance of mechanical
equipment in business operations. The development of state and
Federal regulation of business had a substantial influence. Perhaps the
effects of technological change came to be better understood than had
been the case hitherto. It may be that the fact that real estate values
ceased to grow in many communities, and thus advancing real estate
values ceased to be an “offset” to depreciation, was an important
factor. And no doubt other causes contributed to this change. The
points emphasized here, however, are these: First, the new importance
attached to depreciation entailed new psychological attitudes and new
considerations in the making of business decisions which had and will
have very far-reaching social and economic consequences. Secondly,
there is no reason to suppose that the influences centering around the
subject “depreciation” will be less important after the war than they
have been during the last 20 years.

Another change, which apparently began in the early 1930’s and
which has had an immense influence on business decisions, particularly
financial decisions, is the altered attitude of businessmen, bankers, and
investors toward the “liquidity” of loans and investments. Here again
many causes have contributed to the greater emphasis placed on liquid-
ity, to the view of that investor who stated: “I would not own a security
which I could not sell promptly.” Many persons were greatly shocked
by the tremendous declines in security values in 1929, 1930, and 1931,
and such shocks have been a major contributing factor to the high
value placed on liquidity. Another major factor has been the growth
of inheritance taxes, and the consequent necessity that many estates be
planned in such a way as to permit the prompt disposal of a substantial
portion. New types of bank examination since 1933 have played their
part. The necessity that open-end investment trusts buy, almost
exclusively, securities with a ready market has been a not inconsiderable
element in the change. It is conceivable that the importance currently
attached to liquidity in almost every field of financial endeavor will
diminish in the postwar period. But in any event, security dealers and
financial officers of business concerns cannot overlook this immensely
important psychological factor in their plans for postwar financing.

Another matter to which men of affairs must give attention, which
is closely related to this subject of liquidity, is the greater utilization in

Mt is intended that the significance and far-reaching consequences of this development
will be explored more extensively in a subsequent report.
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recent years of schematic plans for the systematic reduction of debt.
The most striking examples are to be found in the field of real-estate
mortgage financing, where the Federal lending agencies have developed
and popularized various amortization arrangements. But similar atten-
tion to so~called “regular” debt reduction can be found in other fields,
in the term loans of commercial banks which became common in the
late 1930’s, in the greater use of sinking funds and bond issues with
serial maturities of late years, in the various arrangements offered to the
individual in the newly developed personal loan field, and in plans
approved in recent corporate bankruptcy reorganizations.

Commercial Banks

So far as business executives are concerned, two changes in the
commercial banking field overshadow all others, namely, the tremen-
* dous decline since World War I in the volume of commercial loans of
banks, and the tremendous decline since 1930 in the loans on securities
of commercial banks.! The magnitude of this change is indicated in

millions of dollars in the following table.?

i ) 1920 1929 1943
Commercial loans of all national banks, as of June g0 $10,026 $7,583 84,172
Loans on stocks and bonds of all national banks, as of June g0~ 3,128 5,134 681

Itis to be noted that the volume of commercial loans in each of the years
shown was below that of the preceding year, and that the volume of
loans on stocks and bonds in 1943 was about one-fifth of the figure for
1920 and little more than one-tenth of the 1929 figure.

It is commonly alleged that the decline in commercial bank lend-
ing in recent years is largely attributable to the increased number and
stringency of the bank examinations made by regulatory authorities.
Doubtless there is merit in this contention, but seemingly no single
factor can account for the revolutionary change of the last 24 years.
For a full explanation other avenues must be explored, such as the
willingness of businessmen to borrow, the willingness of banks to lend,
the terms—other than the interest rate—on which funds are available,
and the increased financial resources of many business concerns.
Contrary to much opinion, the rise of the government lending agency
during the last 10 years has not been a matter of real importance in th
field of business lending.3 '

Ut is assumed here that the great increase in recent in the volume of government
Md:\qim@nacud&lumhnmddhmmnmmm. !

Matenal in the table taken from the Awnual Reports of the Comptroller of the Curvency,
Commercial loans and loans on stocks and bonds of all national banks are approximately
55"cofthcxo;dd§uchlmmmdcbynﬂmmmadnlbanb.

'b::.:;umfwdainngn}td Transition from War to Peace, especially Exhibit 1,
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- Government Activities and Fiscal Policy

Four developments of prewar years in the general field of govern.
‘ment will continue, so far as can be foreseen, to be of consequence for
 business financing and financial executives in the postwar period, and
will constitute an important segment of the framework within which the
investment process will be carried on. :

_ Federal regulation of the securities business, by which is meant,
primarily, the provisions of the Securities Act of 1933,! the Securities
Exchange Act of 1934,2 the Trust Indenture Act of 1939, and the
Investment Company Act of 1940,* will continue.to be a part of the
financial environment. The incidence of this legislation doubtless will
change, as it has changed since enactment, through amendment and
through the increasing familiarity of businessmen with the legislation,
But expectation of repeal is surely unrealistic.

Government lending agencies, such as the Reconstruction Finance
Corporation and the Smaller War Plants Corporation, will certainly
continue as a part of the financial structure. It does not seem possible
at this juncture to say whether such agencies will play a large or a small
part on the financial stage. ‘

The Federal Government, in view of the size of its postwar debt,
the magnitude of the interest charge in the Federal budget, and the
refunding problems with which it will be faced in the postwar period,
will not be in a position to let so-called open-market forces determine

- the price of government bonds—even if such a policy were in thé public
interest. Traditionally, the going interest rate on government bonds
has been the basis of the structure of interest rates in the American
money and capital markets, and movements of the rate on government
bonds have exercised a dominant influence on movements of other
kinds of rates. For some years now the rate on government bonds has
been rigidly controlled, and measures of control will evidently be main-
tained® for an indefinite period in the future. Under these circum-
stances, businessmen and bankers may need to consider whether the
rate on government bonds will continue in the postwar period to occupy

148 Stat. 74.

%48 Stat. 881.

353 Stat. 1149,

454 Stat. 847. ) .

5By structure of interest rates is meant: (a) the relationships which prevail at any given
time between short. and long-term rates, and between the rates attached to long-term obliga-
tions of different kinds and different degroes of investment merit, such as municipal bonds,
corporate bonds, ““first grade”’ bonds, “‘second grade’ bonds, etc.; and (b) the fluctuations o -
all kinds of rates over a period of time. »

#This is not the place to attempt to define “‘effective control.”” Nor, even were a definition
agreed upon, can it be determined now whether effective control will be achieved.
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its traditional dominant position in the interest rate structure, more
especially as there have been signs that in some respects the government
rate has already lost a part of its accustomed influence.

In the early 1920’s the operations of the Federal Government
pertinent to business financing were commonly referred to as “measures
of credit control.” Since 1930, perhaps since 1925, the phrase “fiscal
+ policy” has replaced the earlier phrase. By fiscal policy is meant a
much larger group of activities and operations than was connoted by
the term “measures of credit control.” Fiscal policy implies that the
Federal Government fit into a coordinated and consistent policy the
whole range of its activities that influence expenditures by consumers
and investment in business enterprise. That is, integrated into one
policy must be, as a minimum for purposes of definition: taxation, par-
ticularly income taxation; Federal Reserve policy, including discount
rate control, open market operations, and changes in the reserve re-
quirements of member banks; public spending, state and Federal,
whether for public works or for other purposes; tariffs; lending opera~
tions of governmental agencies; the management of the public debt,
including interest rates, the pattern of maturities, and the placement of
the debt in the hands of different types of holders; the control of inter-
national movements of capital; and last but not least, the way in which
the Federal budget is put together, appropriations made, and Federal
expenditures audited and controlled, including the work of the Bureau
of the Budget, the General Accounting Office, and the several Congres-
sional committees.! ' '

One statement regarding fiscal policy by a leading authority on
the subject, although indicating the wide scope of the phrase, is never-
theless much too narrow to do full justice to the concept.

If this analysis is sound, it points to the conclusion that the
public debt, taxes, and changes in the money supply are all
part of a balancing mechanism. How much reliance should be
placed on each as a means of financing government expenditures
depends on a variety of considerations. It involves judgments with
respect to the adequacy of the means of payment, adequate liquidity,
the importance under certain conditions of using relatively expan--
sionist and less restrictive methods of financing, the appropriate (so-
cially desirable) degree of inequality of wealth and income, the
relative desirability of tapping savings streams through borrowing
(increasing the public debt) or through taxation.? :

B

.. . . '
Ut is intended in a later report to deal more extensively with the implications for business
enterprise of the concept of fiscal polic :

lw)’Alvin H. Hansen, Fisal Poligy and Busiess Gyles (New York, W. W, Norton & Co., Inc,
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In any event, in view of the experimentation with fiscal policy during
the last 10 years, and the probable—if not the necessary—continued
experimentation with it in the postwar period, it is clear that business-
men and financiers dealing directly with the financial and investment
processes must accommodate in their thinking this comprehensive but
somewhat imperfectly defined concept.

Summary

In summary, it may be said that it is not evident what the net
influence of these prewar legacies will be on employment after hostilities
end. But clearly, persons concerned with reckoning the possible
number of postwar jobs cannot safely neglect in their calculations the
effects likely to be produced by the rise of institutional savings, the
apparent check in the growth of stock ownership, the reduction in pri-

- vate debt, the premium placed by investors on liquidity, and—above
all—the development of that group of ideas commonly designated by
the term “fiscal policy.”

LeGacies or THE WAR

It is too soon to see in entirety what financial legacies the two
million business firms of the country will inherit from the present con-
flict. But some of the major bequests are already evident.

Taxation

At the top of the list stands taxation. Evidently the country will
bave to carry a larger tax burden, measured in terms of dollars, after
the war than it carried before. Whether this burden will prove more
onerous and restrictive than the prewar or the wartime burden will
depend, first, on the postwar level of national income, secondly, on the
form of the tax structure itself, and thirdly, on the price level. If bus-
inessmen and framers of public policy make every effort to see that the
postwar national income remains close to present levels, and to ensure
that the postwar tax structure and its administration are so devised as
to stimulate enterprise and to impose a minimum of hardship in com-
pliance on the taxpayer, it is wholly possible that the postwar tax bur-
den should be less onerous than the present or perhaps even than the
prewar load.

As regards the form of the tax structure, decisions must be made
which will be of vital importance not only to the giant corporation but
to the corner grocery store.

If it is assumed that the dollar volume of collections must be
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considerably larger than before the war, though probably not so great
as at present, shall the almost indescribable complexity and confusion
that prevail in the existing tax structure also be maintained, along with
the many unforeseen results of present legislation that may succinctly be
described as uneconomic and antisocial? The present situation, in
terms of either sound business policy or desirable social objectives,
would be absurd if it were not so serious.

It is ridiculous that one of the principal inducements to a firm to
buy out another, or for two concerns to merge, is the increase in the
“tax base” acquired by the buying or merging firm, rather than the
reduction in costs, the improvement in the organization, or the increase
in marketing outlets achieved by the deal. It is laughable that com-
panies so unrelated as a manufacturing firm and a racetrack should be
brought under common ownership for “tax reasons.” Conversely, it is
preposterous that a merger of two paper mills, generally desirable on
business grounds in the eyes of both groups of owners, should have failed
of achievement because the merging company would not have received
suflicient “tax benefits” from the transaction. It is palpably bad that
businessmen should be under compulsion to enlarge the indebtedness of
their firms in order to take advantage of the “interest deduction,”
particularly in cases where the increase in debt is contrary to sound
business judgment. And how shall a public policy be defended which
favors the purchase by profitable companies of bankrupt firms to serve
as “‘tax umbrellas”?

Or take the case of the manufacturing firm which in 1942 and 1943
made considerable money in ordnance contracts, and which, in order to
avoid tax payments—in a perfectly legal manner—and in order to secure
an asset which would almost certainly have value in the future, pur-
chased oil leases, financed drilling on the leases, and entered into a
series of partnership agreements with independent oil companies to dnll
on wildcat acreage. Expenses of the operations would very largely
come out of taxes. Any oil discovered would be held as an asset avail-
able in the future when the company needed a cash income. Or con-
sider, as a matter of government administration and as an abuse of the
taxpayer’s time and goodwill, the instances reported by a Virginia
certified public accountant of two clients who were each forced to go
through an adjustment of depreciation rates in order to change depreci-
ation accruals for the year by exactly one cent in each case.!

Assume, to further the argument, that the public interest will
require alterations in the tax structure and its administration which go
beyond the removal of palpable absurdities and the elimination of pro-

'Unpublished memorandum of Robert H. Montgomery.
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visions that lead to business decisions contrary to sound business prac-
tice and contrary to the interest of society. Then other decisions must
be made. Shall business firms continue to be, as they now are, the
principal tax gatherers of the Federal Government? Shall the propor-
tion of total Federal revenues collected from business firms, including
taxes levied on the firms and on their employees, continue to be some
70% of the total tax collections of the government, as is presently the
case??  Shall the much disputed capital gains tax be retained, and
defended primarily—as is now the case—on the grounds that it is not a
barrier to investment since the rate of taxation on gains is less than that
applicable to many income brackets? Shall the main source of revenue
of the Federal Government continue to be, as was the case even before
the ‘war, as well as since Pearl Harbor, the income taxes of business
concerns?? This is not the place to attempt an answer to these ques-
tions,3 but the answers that will be given to them will vitally affect the
financing of business enterprise in the postwar period.

Liquid, Investable Capital

Consideration of availability of capital in the postwar period re-
quires that attention be paid to the sources of capital, to the amounts
that may be available, to the terms on which it may be forthcoming, to
the ability of existing institutions to bring together those who havé
capital to invest and those who wish to put it to use, and to the possibil-
ity that new types of financial institutions will develop in the postwar

riod.’
P The importance of “institutional savings” and of the institutional
investor has been noted. Attention has not been focused here, however,
on the very large amounts of liquid savings that apparently will be in the
hands of individuals at the end of the war, and particularly in the hands
of persons in the lower income brackets.# The accumulation of liquid
investable funds in the hands of individuals, particularly in the hands of
individuals making annually §5,000 to $6,000 or less, is so large that it
seems no exaggeration to say that this development is likely to be the

President’s Budget Message of January 13, 1944.

3n fiscal 143, taxes on corporate income and capital stock accounted for 42% of Fed-
eral revenues. The comparable figure for fiscal 1939 was 209, (Annual Report of the Secretary
of the Treary, 1939, and President’s Budget Message of January 13, 1944.)

For a discussion of these matters see, for instance, Roswell F. Magill, The Impact of Fed-
eral Taxes (New York, Columbia University Press, 1943); Lewis H. Kimmel, Postwar Tax
Policy and Business Exparsin (Washington, The Brookings [nstitution, 1943); Federal, State, and
Local Gooernment Fiseal Relations, S. Doc. 69, 78th Cong., 15t Sess.; and reports being prepared
on postwar taxation for the Committee for Economic Development by Harold M. Groves and
Heary Simops. . .

“This paint has been discussed in Businass Finances during the Critical Transitian from War
fo Poace.
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single most important development in the field of finance during the
war, and since nothing similar to it has ever happened in the history
of the country, that it is potentially of almost revolutionary significance
in the history of American finance.

As has been noted elsewhere, there is good reason to believe that,
in the two years 1942 and 1943, liquid savings—in the form of currency,
demand deposits, and savings bonds—accumulated by persons earning
annually less than $5,000 to $6,000 were in the neighborhood of $30
billion. These accumulations presumably will grow so long as the war
continues. Thousands of war workers in manufacturing plants are
carning $60, §75, $100, or more a week. It is not uncommon for
merchant seamen when paid off at the end of a single voyage into an
active theatre of military operations to receive §1,500, $2,000, or more.
Very large amounts of these current earnings are being saved. And it
seems quite possible that the war will create within the country a sub-
stantial group of new, small capitalists. Such a change could be of
immense significance to businessmen and to society at large.

From the point of view of society it would appear most desirable
that a large part of these new accumulations of capital should be in-
vested in business enterprise, particularly in the form of equity, and that
this new group of petty capitalists should become “owners.” Owner-
ship, as has been indicated, has been in need of new recruits during late
years. The matter has been put succinctly:

As to the $20 billions of currency in circulation, the economy
of the country will be profoundly affected by the way in which the
holders of that money employ it. If they should all try to spend all
of it at once, we would witness an inflation which no power on
earth could control. Fortunately they have not been able to spend
it very rapidly, since houses, automobiles, refrigerators and similar
items of fairly large cost have not been available. Obviously they
can and should spend some of it in the postwar period if the econ-
omy is to function, but it is difficult to give the spending public a
stop and go signal. The hope of the country is that @ very substantial
portion of this smmense volume of purchasing power will be invested in the
long~term needs of enterprise. (Italics supplied.)

Dislocation of the Economy

As is commonly said, war places the productive and distributive
mechanisms of business under great strains, “dislocates the economy.”
Concretely, what does this generalization mean as regards the financing
of business enterprise in the post-transition period?

1Paul F.Cadmn,bdmthckhodelshndlndmuialComchnmdd!NwEmhnd
Council, Brown University, January 24, 1944-
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In ordinary times, however this phrase may be defined, the forces
of competition, the operation of demand and supply, the decisions of
thousands of businessmen, are continually adjusting the amount, form,
character, and location of the fixed assets of business to the currently
existing—or anticipated—needs of the market. A similar process is
continuously taking place as regards the working capital of firms,
particularly inventories. For example, the production of pianos de-
clined when radios became popular, and retail stores do not long
flourish in ghost mining towns.

The war has rudely interrupted this process of continual adaptation
by business to a changing peacetime environment. After the war, the
type of production and distribution demanded from business by the
market will be radically different from the situation during hostilities,
The change will come swiftly. Suddenly there will be too much of
some kinds of equipment, too little of others, and some will be in the
wrong place. Business as a whole will probably be short of working
capital. What there is is likely to be maldistributed as between firms,
so that some few may have more than they need immediatcly, and
others may be very short in view of the altered pattern of expenditure
by consumers, by business itself, and by the government,

The precise meaning which dislocations of this sort have will vary
from one business situation to another. But clearly this is a matter
which financiers and financial executives must include in their thinking
about the post-transition period.

New Types of Financial Institutions and Investment Policies

As might have been anticipated on a priori grounds, the war has
greatly stimulated discussions that date back before Pearl Harbor
regarding the adequacy of existing financial institutions and practices
to accommodate the needs of business. And wartime developments
have added new elements to the controversy.

The great accumulations of government bonds in the portfolios of
commercial banks, the attitudes and practices of bank examining
authorities, and the declining ratio of bank capital to deposits have been
taken, individually or collectively, as evidence that commercial banks
will be severely restricted in their ability to lend to business after the
war. On the other hand, the logic of such arguments has been chal-
lenged. '

It has been urged that the legal restrictions on the investments of
life insurance companies, and the consequent habits and attitudes of

*The references on which the discussion of this and the immediately succeeding para-
graphs is based are too numerous to be listed here.
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their investment officers, are such that these bodies are precluded from
extending the type of accommodation which business most needs.
Against a relaxation, or perhaps more accurately a reorientation, of the
investment policies of these bodies has been urged the responsibility
they have to their policyholders.

It has been said that savings banks were in a fair way to become
little more than a repository of government bonds and were performing
no business or economic service which could not be performed more
economically some other way.

Investment banking houses, it has been alleged, command too
little capital to be more than middlemen in distributing securities, and
for this reason, as well as because of the predilections of investment
bankers, do not so effectively stimulate and guide the flow of capital into
the economic system as organizations in their strategic position might
reasonably be expected todo. Inreplyit has been stated that the capital
controlled by banking houses is directly related to the profitableness of
the business, rising and falling as money is made or lost; that bankers,
like other businessmen, must carry on those operations which are cur-
rently profitable; that they are quick to initiate new activities that show
a promise of profit and abandon those which are unsuccessful; and that
even if it were possible for them to conduct operations for any consid-
erable period of time at a loss, no real economic gain would result from
the dissipation of their capital.

The advantages and disadvantages of the government lending
agency in the field of business have been debated, as has the desirability
that its operations be extended.

In some circles the possibility that finance companies and factors
may greatly expand their operations after the war is a matter of very
considerable interest, as is the possibility that investment trusts may
initiate new policies in the distribution of their funds.

Recently a very considerable amount of attention has been focused
on the possibility of creating some new type of finandial institution which
would be specifically designed to furnish equity capital or long-term
credits to firms, especially small or new firms, which have difficulty in
securing accommodation from the existing structure of financial institu-
tions and in view of current financial practices.! It has been suggested

VIn this connection, see, among other references: Small Business Problems, Small Busines:
Acvess to Caputal, and Problems of American Small Business, Pt 13, Long-term end Eqty Capital, op.
on; radio address of Senator James M. Mead, February 8, 1944, over the National Radio
Forum; an unpublished memorandum **Rchahilitauon Plan* by the Hon. James C. Auchin-
clom, M. C.: propasal of Henry J. Kaiser, reported in the New York Times, December 19, 1943;
proposal by Herbert F. Boettler and John W. Savder, reported in the Aas Tork Times, Jan-
UArY 4. 1944: and “*300 Bills, A Drgest of Proposals Coasidered in Congress in Bebalf of Small

1433-1942,"" Economic Series No. 27, U.S. Department of Commerce.
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that such institutions should be financed by private money, by public
money, or by a combination of the twokinds. Plans have been advanced
to organize them on a national scale, on a regional basis, and in other
ways. And the individual proposals differ in other respects.

The relative merits and defects of these various views, suggestions,
and plans cannot be explored here. But it must be noted that war is a
great breeder of innovations, in the financial field as elsewhere. To
illustrate, the creation of the Bank of England, the acceptance of govern-
ment debt as a permanent part of the British economy, the passage in
the United States of the National Bank Act of 1864, and the bond
selling “campaign” so characteristic of the 1920’s were all the direct
results of war. It is quite possible that the present conflict may bring
changes in the existing financial structure of equal significance, and
businessmen and bankers, in looking ahead, cannot afford to overlook

this possibility.

Summary

At the beginning of this report it was stated that an attempt would
be made to survey forces which it seems likely will be of importance in
the thinking of persons making investment decisions after the war. In
this connection have been considered the adequacy of the business
assets as they will be after the war to produce the output required for a
high level of employment, the developments of the 1920’s and 1930’s
which apparently will still influence men’s thinking on investment when
peace returns, and certain wartime happenings which seem likely to be
of continuing significance. It was further stated at the outset that there
would also be considered that framework of pertinent statistical material
which it is necessary to bring within view in order that the investment
process be seen in its proper perspective and in relation to the daily
operations of business life. The discussion will now turn to this frame-
work, since such material is fully as important in appraising future
investment processes and employment possibilities as are those matters
which have been designated legacies of the prewar and wartime periods.

Accountvg TECHNIQUES: STATISTICAL MEASUREMENTS: SAVINGS AND
INvesTMENT

Expenditure by Business Firms for Investment Purposes

Expenditure by business firms for investment purposes has been
defined earlier as “the conversion of cash or cash items into fixed assets
of an expected life of three years or more, and/or the absorption of cash

a2 US.C. 38
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by financing the volume of inventories or the volume of receivables a
firm finds necessary in view of its current or prospective level of bus-
iness.”t From the point of view employed here in discussing investment
expenditures by business firms it is not material whether funds used for
such purposes are derived from gross revenue, from net earnings, from
the accumulation of short-term debt, from the reduction of cash bal-
ances and cash items, or from proceeds of the sale of stocks and bonds.
It makes no difference at this point in the argument whether investment
expenditure is made from funds received from customers, from investors,
or in other ways, In fact, one of the points emphasized in this presenta-
tion is the fact that—as every financial manager of a company knows—
investment expenditures are made from funds made available to busi-
ness management by a variety of business operations that from an ac-
counting point of view are quite distinct.

In the eyes of a financial executive, expenditures of his firm for
investment purposes are in many ways little more than the purchase or
procurement of particular kinds of assets, or of assets destined for par-
ticular uses. Such outlays, however, are distinguishable in 2 number
of ways from other expenses—such as payrolls, taxes, or the mere
replacement as distinct from the expansion of inventories—both from
the point of view of the individual concern and from the point of view of
the economy as a whole. And the economic peculiarities of such ex-
penditures give them a special significance.

First, when a company makes considerable outlays of this type
and substantially increases its plant and equipment, its inventories, or
its receivables, the firm typically anticipates that the assets acquired—
in the case of inventories and receivables the values represented by the
increases—will remain on its balance sheet some considerable time, say
for a number of years. Ordinarily, the mill-owner when buying new
looms does not expect to write off the looms immediately, any more
than does the wholesaler when building up his inventory in response to
an anticipated larger volume expect that this increased value will
immediately disappear from his statement. Secondly, the payments for
the fixed assets or the inventories typically go to other business concerns
and exert a stimulating effect on the activity of these firms and the
employment provided by them, as every maker of industrial equipment
knows. Thirdly, it has been a matter of common observation that
when expenditures for fixed assets, or outlays to increase inventories,
were at a high level, the level of employment in the country tended to be
high. This observation has been made by practically every investigator
of business cycles. Fourthly, when a business concern undertakes a

‘Page .
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considerable volume of such expenditures, and these expenditures result
in a pronounced increase! in the book value of the firm’s assets—that is,
when a firm adds to its land, buildings, and equipment, or because of a
change in its prospects expands substantially the amount of its inven-
tories or receivables?—that firm typically must increase the amount of
its long-term capital investment, namely, the volume of its long-term
debt, its net worth, or both.3

The increases in long-term investment and in the book value of the
assets, however, need not take place simultaneously. In fact, the
increase in the long-term investment may and often does come some
months or years either before or after the actual expenditure of funds for
investment purposes. It has been a common practice, particularly in
the railroad and public utility fields, for companies to make considerable
expenditures on fixed assets, financing such outlays through bank loans,
pending the arrival of conditions propitious for a refunding of this
short-term debt through an issue of securities. The significance of this
time factor has been almost completely neglected in theoretical discus-
sions of the “savings-investment problem.”4

Commonly the funds immediately used for investment expenditure
—a matter dealt with more extensively below—are derived from bank
borrowings, a reduction in cash balances, or certain operating charges.
But, as has been pointed out, these expenditures by business firms for
investment purposes must in an ultimate sense be financed through the
use of savings made by business concerns or by individuals, since short-
term debts used for such purposes must be repaid, and abnormal
reductions in cash balances must be replaced.

Tnvestment in Business Enterprise
Earlier, investment in business enterprise has been defined as either

The distinction is made here between an addition to the plant, equipment, inventories,
or receivables of a firm, which result in an increase in the book value of total assets, and a
replacement of an asset, which does not result in such an addition.

#t is recognized that moderate increases in inventories or receivables can be and are
made without being financed through long-term debt or equity. That is, they can be financed
through increases in short-term liabilities. But there is, normally, a limit beyond which an
increase in current liabilities cannot go without an increase in the long-term capital funds of a
concern.

TThe only exception to this statement, and the reason the word “typically” is included as
a qualification, is the case where a firm liquidates some other type of asset and uses the pro-
ceeds to finance the acquisition. For example, a company sells an unused piece of land and
uses the proceeds to buy new machinery. In this case the decline in the book value of the
assets arising from the sale of the land is an offset to the increase in the assets arising from the
purchase of the inery.

4For instance, this point is virtually not touched upon in Hansen, Fiscal Policies and Bus-
iness Cycles; testimony of A. H. Hansen, Hearings before the Temporary National Economic
Committee, Part g, “‘Savings and Investment”’; and Gerhard Colm and Fritz Lehmann,
Ecomomic Consequences of Recent American Tax Policy, Supplement I, Social Research, 1938.
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“the purchase by investors of the stock or the long-term obligations of a
company, or the retention by a firm of net earnings,”! or a combination
of both processes. That is, it is the process by which companies in-
crease the amount of long-term capital employed in the business. As
every businessman knows, such an increase may be derived from the
savings of the firm itself, directly from the savings of individuals through
the sale to them of the company’s securities, or indirectly through the
sale of the company’s securities to financial institutions, such as banks,
insurance companies, and investment trusts, that have already collected
the savings of individuals.

In order that misunderstanding be precluded, it needs to be
emphasized that the retention by a particular concern of its own savings
does not necessarily mean that an expenditure for investment purposes
will be made immediately,? or even that such an expenditure will be
made at all. The funds may, for instance, be used to pay off a bank loan
or retire a bond issue, or they may be used to buy the assets or the
securities of another firm. Neither the repayment of a bank loan, the
retirement of a bond issue, nor the purchase of the assets or securities of
another company stimulate directly the sales or the employment of
another business concern, as is the case when a firm expends funds for
investment purposes. The use by a railroad of retained earnings to
retire equipment trust certificates is not an expenditure for investment
purposes, for the investment was made when the equipment was first
bought; and the employment by an investment trust of its annual accre-
tions of new funds in the purchase of outstanding securities is not in any
way reflected in an investment expenditure by a business concern.

One further complication in this investment process must be noted.
Even though a firm accumulates funds for investment purposes—either
by retaining earnings or by selling securities or through both processes—
and expends the funds in the acquisition of fixed or quasi-fixed assets,
and thus stimulates the sales and employment of other firms, it does not
follow that the values represented by such investment expenditures stay
on a company’s balance sheet, either on the asset or on the Lability side,
for any very considerable period of time. Losses may be encountered,
with a consequent decline in assets and in net worth. Or it may become
necessary, in addition to the normal provision made for depreciation,
to write assets down, with a corresponding reduction in surplus, or capi-
tal account, or both. When the United States Steel Corporation in 1935
wrote down its plant $270 million, the company, in its annual report,
stated:

Page ¢,
See the discussion above.
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Broadly, these adjustments are attributable to the develop-
ments in the art and mechanics of steel making which have operated
to reduce the normally expected life of such facilities, and to changes
in plant location based upon shifting markets and transportation
facilities.?

In short, the expectations which the company had when it made its
investment expenditure and acquired the assets were, with the passage
of time, disappointed.

Investment Expenditure and Investment in Business Enterprise: Conclusions

Savings made by business concerns, that is, retained net earnings,
result in an increase in net worth, in the long-term investment of a
business concern. In the absence of simultaneous reductions in the val-
uation of assets, such increases are reflected on balance sheets by an
increase in total assets and a corresponding increase in net worth,

Savings made by individuals, when acquired by business concerns
through the sale of stocks or bonds, correspondingly increase the long-
term investment of business concerns. Such increases are reflected on
the balance sheets of companies. In fact, only through an increase in
net worth or long-term debt, that is, only through an increase in the
long-term capital employed by companies are savings, whether made by
individuals or by business concerns, absorbed by business enterprise.

The fact that at any given time some firms are absorbing savings,
however, does not mean that the long-term investment in business
enterprise is continuously growing, and that business concerns in the
aggregate are continuously absorbing savings. Offsetting increases in
the long-term investment in business are operating losses, write-downs
of assets and consequent diminutions of net worth, retirements of bonds
and preferred stocks, and the liquidation of companies, During the
1930’s, because of business losses and for other reasons, the net worth of
business in the aggregate shrank considerably; moreover, funds dis-
tributed by business in the retirement and repayment of preferred
stocks and bonds exceeded the funds absorbed through the issue of new
securities.

What is the relationship of savings absorbed by business enterprise
to expenditures made by business for investment purposes? The fact is
that the savings absorbed by business are not the sole source and do not
measure the sums spent by business for investment purposes. Funds

Anmual Report of the United States Stee! Corparation, 1935. For a discussion of the
effects on income of charges to surplus see W. A. Hosmer, *‘The Effect of Direct Charges to
Surplus on the Mecasurement of Income,”” in Business and Modern Society (Harvard Universi-

ty Press, Cambridge, 1938).
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expended by business concerns for investment are of various types, and
the various types are not “parallel”—in fact they are quite different—
in an accounting sense. The funds expended come from charges for
repairs and maintenance; from charges by some concerns to operations
that other companies or industries would capitalize; from charges to
depreciation, depletion, and other business reserves; from reductions in
cash balances and-cash items-—notably securities; from increases in
bank borrowings; and from retained earnings and the proceeds of
capital issues.! As was pointed out above, the funds expended for in-
vestment purposes may be allocations of gross income or applications
of net income; they may be derived from reductions in cash balances
and cash items, in inventories, or in other current assets such as receiv-
ables; or they may be acquired through increases in short- or long-term
debt, or through the sale of shares of stock.

Any man who has been responsible for the financial management
of a firm that ran at a loss for a period of years is well aware that funds
for the acquisition of new assets do not become available from earnings,
from the sale of securities to the public, or in most instances from bank
loans. For concerns losing money the only sources, typically, are
charges for maintenance, repairs, depreciation, and depletion. If this
seems an academic point, it need only be pointed out that firms report-
ing no net income to the Treasury were 409, of all active corporations
in 1929, 749, of all such firms in 1933, and 54%, of all such firms in
19392

By way of contrast to the numerous sources or types of funds utilized
for expenditure for investment purposes it is to be noted that only two
kinds, namely, retained earnings and the proceeds of capital issues,
represent an absorption of savings. And the use of these two kinds of
funds only are reflected in an increase in the long-term investment—
that is, the net worth and long-term debt—of business firms.

The argument may be summarized this way. Business firms em-
ploy for investment expenditures sums received in a variety of ways—
from customers, from investors, from the liquidation of assets, from the
creation of debt. These various kinds of funds are accounted for
differently on the books of business firms. For example, they are shown
as allocations of gross income, as applications of net income, as changes

*Funds are also obtained through a reduction in trade credit extended and an increase in
the trade credit used. Consideration of this source is omitted from the discussion here, since
when all firms in the **business universe™ are grouped, trade payables and receivables are
mmlgmexccptfaued{tnedwd&omwawndcdtopuﬁa,mchuuldmum
ers, outside the ““business universe.” In order to simplify the exposition, this minor source of
funds for investment purposcs has been omitied from the discussion.

AStatistacs §f Income.
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in capital accounts—that is, in stock or long-term debt accounts—
as reductions in current asset items—such as cash or inventories—or as
increases in short-term Liabilities—such as bank borrowings.

Only two of these various sources represent absorption of the
savings of the community, namely, retained earnings and proceeds of
the sale of stocks and bonds. Theoretically, the absorption of savings
by business enterprise can be measured by changes in the net worth
and long-term debt of business in the aggregate, if allowance is made for
reduction in asset valuations, for repayments and retirements of bonds
and preferred stock, and for the liquidation of individual companies.
But the expenditures of business concerns for investment purposes
cannot, even theoretically, be measured by changes in the net worth or
long-term debt of particular companies or the consolidated balance
sheet of all firms in the aggregate. Investment expenditure by business
concerns, so far as it can be measured, is reflected from year to year in
the changes in the fixed assets and inventories of business concerns in
the aggregate. In order to relate the changes in net worth and long-
term debt, on the one hand, to the changes in inventories and fixed
assets, on the other, account must be taken of variations in other balance
sheet items, and also of certain items that appear only in income ac-
counts. Among the balance sheet changes which are especially im-
portant in this connection are variations in cash and cash items and bank
borrowings. Of particular significance on profit and loss statements
are charges for repairs, maintenance, depletion, and depreciation.

Statistical Measurements

Exhibit 1, “Sources of Business Funds Available for Investment
and Tangible Investments Made by Business Enterprise, 1920-1939,”
attempts to present, in so far as statistics are obtainable, an historical
record by years for the period 1920-1939 of the sources and quantities
of funds that have been available to finance expenditures by business
firms for investment purposes, together with estimates of the magnitude
of such expenditures as indicated by increases in inventories and plant
equipment. (See pages 34-35.)

The purpose of the exhibit is fourfold. First, it is intended to
present in visual form factual or statistical material designed to illustrate
and to summarize in part the argument of the preceding sections
regarding expenditures by business firms for investment purposes and
investment in business enterprise, in order that the discussion there
may be exemplified in as concrete a way as possible. Secondly, the
exhibit is designed to indicate the types of statistics needed to give a
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reasonably true picture of the conversion of cash by business enterprise
into fixed assets, including increased inventories—even though the
available statistics here employed are quite inadequate for the purpose.!
The exhibit begins with the sources of funds (columns 1 through g) and
ends with the type of assets acquired for cash? (columns 10 and 11).
Thirdly, the exhibit is intended to suggest the relative magnitudes of the
different sources of funds and to place in some perspective funds avail-
able to business for investment purposes acquired through retention of
earnings (column 6) and the issue of new securities (column g). The
exhibit has the final purpose of illustrating the gross deficiencies in the
statistics available for measuring the volume of funds annually available
to business for investment purposes, the equally gross defects in the
data available for measuring the magnitude of investments actually
made, and the consequent shortcomings of theoretical generalizations
and rationalizations based on this and similar material.

The first nine columns in the exhibit—which cover charges for
repairs and maintenance, capital items charged to operations, deprecia-
tion, depletion, income credited to other business reserves, retained
carnings, changes in cash and government securities, changes in bank
borrowings, and new capital issues—attempt to summarize the sources
of funds available to business enterprise for investment purposes.3 It
may again be emphasized that these various sources are quite different
in an accounting sense, since some are allocations of gross income,
some are applications of net income, some are reductions in asset items,
and some are increases in liability items.

The last two columns attempt to summarize the magnitude of
the investments actually made, and to divide such investment into
increases in fixed plant and changes in inventories. If the statistics
were adequate, the totals of columns 2-g would roughly check with

Although from the paint of view of the individual firm a persistently higher volure of
receivables is as much a fixed asset as additional machinery, as has been noted earlier, when
all business concerns are viewed in the aggregate, receivables and payables are mainly con-
tra items, as is noted in footnote 1, page 38; and for the reasons indicated there, receivables
are not brought into the discussion here.

. Muis not pretended that the statstics in the exhibit, even though the best available, do
.t:‘cl fact give a reasonably true picture. Some of the deficiencies in the statistics are discussed
ow.

#Note that columns 1 and 2 are not additive, even in the theoretical way that columns §
togare. The purpose of column 1 is to show the magnitude of repairs and maintenarnce in a
limited field; the purpose of column g is to indicate that part of repairs and maintenance
which represents capital outlays,

There are two major defects in the statistics of column 1: (a) not all business is included;
(b} certain items included in the data, such as painting, are not capital outlays.

. Ifall types of business were covered by column 1, comparison of the figures in column 3
with the figures in column 2 would give an approximation of the portion of outlays on account
of repairs and maintenance that are capital expenditures.
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Exhibit 1. Sources of Business Funds Available for Investment

Italics signify minus figures
Sources of Funds Available for
Groes [ncome Received from Customers to Cover Net Income Applied to [tems
Charges Noted Below Indicated Below
1 2 3 4 5 6
Year | g i Depreciati Depleti I
g Copital Items | DePTEZO <o | creaivedto | Retained
Maintenance | Gperations [COrporate and Corporate and] Other Busi- Earninge
Noncorporate | Noncorporate |ness Reserves!
Railroads All Busi Busi Busi Nonfinancial
e [Comorate and thEIET 19353 | e S [ ormorare | oy
" Noncorporate |  o7POf Toarat RCOrDO! Y
1920 2,983 3,585
1921 2,338 . 3,632 vee ves e
1922 2,297 - 3,049 . . .
1923 2,592 . 4,044 . . 2,282
1924 2,372 vee 4154 o 1,208
1925 2,392 e 4,386 522 e 2,244
1926 2,485 vas 4,86¢ 614 v 1,855
1927 | 2,428 e 4,877 539 e 496
1928 2,341 e 5,175 553 - 1,548
1929 | 2,413 8oo 5:498 595 1,000 1,759
1930 2,082 800 5,549 493 1,100 3466
193t | 1,656 600 5481 289 1,300 5546
1932 1,210 400 5,119 abe 1,500 6,096
1933 1,156 400 4879 264 1,400 2799
193¢ | 1,281 500 4745 330 1,300 1855
1935 | 1,364 600 4 470 1,100 1405
1936 .o 800 3,286 437 1,300 710
1937 vee 8oo 3,342 524 1,000 636
1938 500 3,352 437 500 1,355
1939 e 8oo 3443 438 foo 38

Footnotes: 1t is recognized that income credited to other business reacrves may be either 8 charge to gross
of net income,

Note that teductions in Cash and Government Securities and increases in Bank Borrowings

funds for investment purpoees, whereas increases in Cash and Government Securities

and decreases in Bank Bonomngs signify that funds are not being used for investment purposes,

Note that only i les funds spent for investment purposes; decreases
ini ies signify " i nt,"” a freeing of funds for other purposes.
Sources: Columa 1 — Sol Fabri Capital C piiow end Adjustment (New York, Natlonal

Bureau of Economic Research, 1038).
3 ~Milton Gilbert and R. B. Bangs, " Preliminary Estimates of Grose National
Product, 1020-1941,"" Sursey of Curremt Business, May, 1942,
3|~ Data for 192011935 fmm Solomon Fabricant, ap. cit.; for subsequent years from
4 Income letion figures 19201924 not available.
5 —MxlmanenandR. B Bangs, op. cit.
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and Tangible Investments Made by Business Enterprise, 1920-1939

(In millions of dollars)
lovestment Tangible Investments
Balance Sheet Changes Providing Cash for Made by Business
Javestment Expenditure®
7 8 [] 10 H
. Year
Changes in Bank ;

%h;?,'?nén I;‘og:owli‘num Nﬂl'm w Plant and Changes in
Government — ——

i [o te and i S —

Securls Nopcorporate Oﬁle,“ﬁ:l;: of || Corporete and | Corporate and
Nonfinancial Business Corporate || Unincorporated | Unincorporated
Corporetions B“"ﬁ':"::)ﬂ'i“m Busi Busi \ B

Only Banks Only Only
e ren X 8,321 e 1920
vee 1,239 864 5,233 47 1921
oo 1,056 1,335 5794 514 1922
- 403 1,624 7.902 2,964 1923
e 3¢ 1,041 7,650 1,056 1924
vas 98 1,824 8,189 1,52 1925
279 1,801 9,126 1,2 1926
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the totals of columns 10 and 11, If the check on a year-to-year basis
were not very exact, it probably could be made more precise by the use
of three-year moving aggregates.

In short, were the data reliable the algebraic sum of the sources
of funds available to business for expenditure for investment purposes
could be expected to be roughly equivalent to the balance sheet changes
resulting from the expenditure of such funds. But in fact, for many
reasons, some of which are noted below, the data in the exhibit do not
check out.

Many of the deficiencies in the material are evident on inspection.
Figures are not available for each of the columns in all years; only for
the years 1929-1935 can all the columns be completed. To be homo-
geneous, and even moderately comparable, the figures in each column
should cover all types of business, corporate and unincorporated, but
such is not the case. - Repairs and maintenance charges in column 1
were only those of public utilities; the retained earnings data in column
6 and the changes in holdings of cash and security holdings in column 7
include only nonfinancial corporations; the new capital issues figures in
column g are applicable only to public corporate offerings, and omit
capital raised by unincorporated concerns and capital raised privately
by corporations; the depreciation figures through 1935, but not there-
after, include unincorporated as well as corporate business; while the
series of capitalized items charged to operations in column 2 include
unincorporated as well as corporate business. And other reasons for
lack of comparability as between the columns can readily be found by
checking the descriptions of the statistics in the sources from which they
have been taken.

Furthermore, the data are very uneven in quality. The figures for
changes in holdings of cash and government securities in column %, for
changes in bank borrowings in column 8, for new capital issues in col-
umn g, and for depletion in column 4, appear to be reasonably reliable
—at least for the purposes of the original compilers of these data. The
statistics for depreciation in column § and for retained earnings in col-
umn 6 are somewhat less reliable; the other data can best be described
as approximations subject to wide margins of error.

There are, moreover, other difficulties of 2 more subtle character
involved in the use of this table. Only three of these difficulties will be
mentioned here. First, as every businessman knows, there are wide
differences in the practices of individual industries and particular
companies regarding depreciation charges, and the character of items
charged to operations in distinction to those that are capitalized. The
data in the table conceal but do not eliminate such differences in prac-
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tice. Secondly, the annual figures of new capital issues, valid so far as
they go, do not by themselves represent the annual demand for new
savings placed by business enterprise on the capital markets. For there
must be offset against these figures the repayments and retirements
of bonds and preferred stock which release old savings for reinvestment.
Thirdly, still other questions of comparability arise. For instance, the
plant and equipment figures in column 10 allegedly include only
capitalized items, and such items thus exclude, supposedly, materials
and other costs incurred for maintenance and repairs. Consequently
the expenditures for maintenance and repairs in column 1 cannot,
theoretically, be viewed as being one of the sources of cash used to
purchase the items comprised in column 10.

In view of the deficiencies in the data in this table, and the difficul-
ties inherent in using it, the questions may arise: Why compile it?
What use can be made of it? To these questions three answers may be
given.

Statistical Measurements: Conclusions

First, notwithstanding the deficiencies in the data employed, the
table indicates in a relatively simple manner a way of looking at the
relationship of corporate and individual savings to the other sources of
funds available to business enterprise for investment purposes, and the
relationship of the balance sheet changes in fixed asset and inventory
accounts that result from the expenditure of funds available for invest-
ment. This way of looking at these relationships is reasonably in accord
with the facts of business life. Thus the investment process is described
more concretely and placed more nearly in its proper perspective than
can be the case if discussion is confined to verbal exposition.

Secondly, the table sharply focuses attention upon the deficiencies
in the statistics available for measuring this investment process. As a
result, it emphasizes the lack of reliability of abstract theorizing which
relies upon these statistics for validity and verification.

Thirdly, so far as possible, the table permits observable accounting
practice and everyday actions of controllers and treasurers in managing
particular compam'cs to be related to the so-called savmgs-m\cstment
process. The various sources of cash in a firm are placed in juxtaposi-
tion with those dispositions of cash that result in investment. As noted
carlier, both businesmen and academic economists agree that this
sa\mgs-m\ estment process is the basis not only of fluctuations in business

activity in general but of variations in the gross sales and net profit of
individual business concerns.
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Savings and Investment

Thus far the discussion has described the connections which exist
between the funds available to business firms for investment purposes
and the balance sheet changes which result from the expenditure of
such funds. The discussion has also indicated the place which savings
made by business firms and by individual persons—as measured by
retained earnings and new security issues—hold among the various
types of funds available to business for investment purposes.

There remains the problem of describing the relationship of savings
absorbed! by business enterprise and spent for investment purposes
to total savings accumulated by persons and business concerns during
some period, say a calendar year. In other words, to place the savings-
investment process in its proper perspective and relate it to the daily
happenings of business life it is necessary, first, to relate—as has been
done—funds expended by business firms for investment purposes to
savings absorbed by business firms, and then to relate the savings
absorbed by business enterprise to the total savings accumulated in the
community. The discussion now turns to this second point.

Make two assumptions. First assume that during some calendar
year the sums becoming available to business enterprise in the aggregate
for investment purposes from maintenance and repair charges, from
charges for depreciation and depletion, and from income credited to
other miscellaneous business reserves were such that these sums were
wholly adequate to satisfy the need of all business firms for investment
expenditure, so that retained earnings were used either to repay bank
loans or were accumulated as idle cash balances. Assume further that
in the same year retirements of bonds and preferred stocks were just
equal to the volume of new capital security issues. Under such circum-
stances it is evident that business would not in that year absorb any of
the savings currently accumulated by individuals.2 Under this hypo-
thetical set of conditions it is also clear that such portion of the savings
of individuals as was not invested in the construction of housing or used
to acquire assets in foreign countries would accumulate as idle balances,
either in the hands of the individual savers or in the hands of the finan-
cial institutions to which they had been entrusted. Furthermore, it
seems extremely likely, if such a condition as has been outlined prevailed
during a calendar year, that as the year progressed business would find
the market for its products reduced. In that event profits would tend

1By *“absorbed” is meant both retained earnings (business savings) and savings of indi-
viduals acquired by business concerns through the issue of securities. .

#This statement is equally true whether the savings arc visualized as being in the hands of
individuals or turned over by them to financial institutions such as savings banks.
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to decline and unemployment to grow. In passing, it may be noted
that statistical proof of the existence of such a set of circumstances, or
that these circumstances existed in any stipulated past year, is virtually
if not absolutely impossible.

“Qversaving” and Business Recession

To many businessmen this hypothetical series of assumptions may
seem to bear little resemblance to the business process as they have
observed it. But those persons who attribute depressions and unem-
ployment to “oversaving” believe not only that something happens very
like the situation outlined in this hypothetical set of circumstances, but
that it tends to happen persistently.

In general, the thesis is supported by three main lines of argument.
First, it is stated that the economy of the United States has reached
maturity, and that in a “mature economy” investment opportunities
are too scarce to absorb all savings, and thus savings are not put to
work, and consequently they become hoards of unused purchasing
power. Secondly, it is argued that the annual depreciation charges of
business—especially of big concerns—are so large, and the earnings
retained by business firms so substantial, that these sums nearly if not
entirely satisfy the requirements of enterprise for funds for investment
purposes. Consequently business, and particularly large concerns,
needs to seek only very moderate amounts of new money in the capital
markets, and thus the outlets for savings are further reduced. Thirdly,
it is argued that the savings of persons, individually and in the aggre-
gate, are made, not in response to investment opportunities and the
needs of business for funds, but because of the predilections of many
persons for saving. In fact, the larger an income a person has, it is said,
the more he tends to save. Thus most of the savings are said to be made
by persons with substantial incomes. And the fact that “oversaving”
and consequent unemployment occurs, is, as it were, the fault of persons
in the upper-middle and high income brackets.

Three quotations summarizing many of these contentions are

apposite.

For upon one thing all modern economists, of whatever school
of thought, are agreed: the amount which the community wishes to save
ot full employment incoms levels must somehow be offset or income will fall
wntil the commurity is so poor and wreiched as to be wrwilling o save more
than can be offset.d  (Author’s italics.)

. 'Paul A. Samuelson, *‘Full Employment After the War™ in Postioar Ecomomic Probless
{New York, McGraw-Hill Book Company, 1943).
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Full employment of labor and other productive resources
depends, in a capitalist economy, on the maintenance of an ade-
quate flow of investment expenditure. What is adequate depends,
in turn, on the way the community divides its income between
saving and spending on consumption goods. To support a particular
level of income, investment must always be sufficient to balance the
saving the community chooses to do at that level of income, If
investment falls below this amount, income necessarily declines to
the point where saving is sufficiently reduced to fit the smaller vol-
ume of spending.}

The concentration of individual saving within the higher
income brackets is so striking that it needs no extended discussion,2

Commentary

The pros and cons of the “mature economy” argument are not a
part of this discussion. Furthermore, consideration of the adequacy,
significance, and uses of depreciation charges would constitute an
unwarranted digression from the point of view of this report.2 Although
it is germane to point out that whatever the situation was regarding
depreciation charges during the 1920’s and 1930’s, the same situation is
hardly likely to be the case at the end of this war, for reasons that have
been earlier discussed.

Space limitations preclude discussion of the grounds for belief
that the bulk of savings, and thus the great bulk of any “oversavings,”
are commonly accumulated by persons in the upper-middle and high
income brackets, or of the qualifications that should be appended to any
proposition of this general character. Nevertheless, two comments are
pertinent here.

First, as has been indicated earlier, much the larger portion of the
tremendous volume of liquid savings during the war has been accumu-
lated, so far as can be determined, by persons in the lower income
brackets, not by persons in the middle or upper income brackets.
Secondly, one of the major pieces of statistical evidence commonly used
to support the contention that the upper income groups furnish the
majority of savings is the study of the National Resources Committee
covering a single year, Consumer Expenditures in the United States—Esti-
males for 1935-1936.

In this study it is estimated that during the twelve months in
1935-1936 covered by the study 110,135 families and individuals with

Alan Sweezy; ‘“Secular Stagnation,” ibid,
¥0scar L. Alt’man, ““Savings, Investment, and National Income,” TNEC Monograph,

No. 97, Washington, 1941. o .
3As indicated earlier, it is intended that the subject of depreciation will be dealt with in

another report.
$Washington, National Resources Committee, 1939.
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annual incomes of $20,000 and over accumulated 39.5%, of the total
savings made by all persons and families in that year, and that 926,648
families and individuals with annual incomes of §5,000 and over
accumulated 79.27, of the total savings made by individuals. However,
this judgment regarding families and individuals with incomes of
$20,000 is based on a sample containing only 15 cases, of which 14 had
incomes in the range of $20,000- $25,000, leaving only a single instance
to represent income recipients with incomes in excess of §25,000. These
15 cases were about four one-hundredths of one per cent of the 42,876
cases used in the entire sample covering the whole income range, and
an infinitesimal portion of the estimated 110,135 families and individuals
within the group. The judgment regarding families with an income of
$5,000 a year or more was made on the basis of a sample containing
only 966 cases, which is slightly over 29}, of the entire sample, and about
one-tenth of one per cent of the estimated 26,648 families and indi-
viduals thought to have had annual incomes of $5,000 or more. In
short, the basis used for estimating, in one case, about 407, of the total
savings of individuals, and in the other case about 809, was so small as
to be microscopic. Moreover, various of the statistical procedures used
in the study were such that—even if the sample had been larger—the
conclusions would nevertheless have been extremely dubious.

More careful and complete investigation might support the con-
tention that the bulk of the saving during some periods of time is done
by persons in the upper income brackets. The evidence afforded by
this inquiry of the National Resources Committee is, however, at most
very doubtful, and many of the uses commonly made of the findings of
the inquiry are wholly unwarranted.

As a matter of further comment on the savings-investment process
it may be noted that the man of affairs, surveying the economic litera-
ture on this subject and attempting to relate it to the world with which
he is familiar, commonly is surprised at what appears to him a neglect
in the analysis of the part played by loans of banks to business concerns
for commercial purposes. Almost equally striking is the small amount
of attention paid in such discussions to the position of bank loans made
for the purpose of purchasing or carrying securities, and the particular
importance such loans have in relation to new security offerings.

Much investment expenditure by business concerns is made with
the proceeds of bank borrowings. Such outlays stimulate business

~ 'For instance . . . the basic data available for determining spending patierns of fam-
ilies with incomes beyond $20,000 was exceedingly Limited, and it was necesary to rely
plimanly on ‘extrapolating’ the curves of expenditures and savings shown by the more
adequate smple data for the lower income levels.” (Ibad., p. 21.)
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activity just as much as do the use of retained earnings, for it makes no
difference to the contractor who is employed to put up a new wing on
the factory whether he is being paid out of funds received by his em-
ployer as profits or whether he is being paid out of the proceeds of a
bank loan. An increase in bank borrowings, used for investment pur-
poses, “offsets” uninvested savings elsewhere in the economic system
just as surely as does government expenditure on public works. Perti-
nent to this point is the tremendous drop, commented on earlier, in bank
loans to business concerns during the last twenty years. This decline
is one of the major financial developments in the period elapsing since
the First World 'War. Should this decline be reversed after present
hostilities end, it seems quite Likely that much less attention would be
paid to the need for “offsetting” idle savings through public expenditure
or in other ways.

During the 1920’s new security flotations at times were large and
ran ahead of the market’s ability to absorb them, That is, capital
issues were offered in the market more rapidly than savings appeared to
take them off the market. Under such circumstances security loans of
banks were used to carry new issues—not to mention old issues—unti}
such time as the new flotations could be “placed.” When buying
power in the form of savings appeared, the security loans were reduced
or repaid. In other words, in the period 1920-1930 security loans had
an important function in adjusting the supply of securities. to the
demand for them, in adjusting the rate of investment to the flow of
savings. Since 1930 the security markets have been depressed, and one
of the most far-reaching changes in the financial world has been the
virtual disappearance of the security loan. If after this present war
investors, investment dealers, and even speculators should take an
optimistic view of the future, and through the medium of security loans
supply business enterprise with funds needed for investment purposes,
such funds might also go a long way toward “offsetting” idle savings in
the hands of less venturesome individuals and institutions,

Morrves

So far this report has concerned itself with the forces that will shape
the problems of financing business enterprise in the post-transition period.
What are the forces which will give form to the solutions that will be
found for these problems? The dominant force shaping these solutions
will be the motives that will actuate investors, borrowers, bankers, and
financial officers of business firms in the period after hostilities end.
And particular significance will attach to those motives which will
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distinguish this interval from others in the country’s history. Although
an attempt to survey in any comprehensive way the motives which
will in fact actuate men some years hence clearly can be only conjecture
of an extreme type, nevertheless it may be possible to set forth some
bench marks or points of reference useful to businessmen when consider-
ing their future actions.

General

At the outset it may be posited that in general it is unrealistic
to assume that human beings in any particular situation will act contrary
to the way they commonly do act in similar situations. The forces of
habit and inertia are very strong. This generalization is pertinent to
the future significance of legacies from the prewar or war periods, such
as the rising importance of institutional savings, the emphasis placed
by businessmen on depreciation, the attention paid in many fields to
plans for systematic reduction of debt, and the evident preference of
many persons at the present time to hold their savings in liquid rather
than in invested form. In short, it is unreasonable to imagine that the
textile machinery company which has not had a bank loan for 20 years
will readily be induced to borrow after the war in order to expand
operations, no matter how large the prospective profit resultant from the
larger volume; or that the individual investor who has never bought
foreign bonds can rapidly be educated about their merits.

As a brief digression, it may be said that mental attitudes and
habits are in general more easily by-passed than overcome by direct
assault. For example, a businessman who has an aversion to bank
borrowing may under some circumstances be willing to borrow from an
insurance company or to use the facilities of a factor. Or an investor who
dislikes foreign bonds may be quite willing to buy the bonds of a domes-
tic corporation whose income is largely derived from foreign business.

But to return to the main argument, this generalization that people
are largely actuated by habit is useful in connection with prophecy
regarding the future effects of the great changes which the last 15 years,
and the war, have brought in the financial world. Beginning with the
stock market crash of 1929 and the failure of the Bank of the United
States, continuing with the institution of the Federal Deposit Insurance
Corporation and the Securities and Exchange Commission, the rise in
the public debt and in rates of taxation, including the abrogation of the
gold clauses, the silver purchase experiments, the devaluation of the
dollar, and many other happenings that readily come to mind, the
circumstances within which financial and investment processes are
carried on have been subject to a long-continued series of rapid and
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fundamental changes. That is, the environment within which financial
decisions have been made has been subject not only to alterations of a
fundamental and far-reaching character but—more important—to a
rate of change so rapid as to be almost revolutionary in character.

What is the effect of a very rapid rate of change in conditions, in
the environment, upon the motives and actions of men? Montague
Norman once pointed out that trade, given time, will accommodate
itself to any tariff, no matter how high the barrier, so long as the tariff
does not change too often. Much the same can be said about business
activity. Business can adapt itself to and can function effectively under
almost any set of conditions—provided these conditions are not changed
too often. For a rate of change too rapid to permit adjustment breeds
confusion, confusion begets distrust, and distrust produces a kind of
creeping paralysis throughout business and economic activity. As in
the field of biology, if the environment changes too rapidly to permit
the organism to adapt itself to the new conditions, the organism dies.
If 10 years are necessary in order that the capital laid out in an invest-
ment be recovered, and if it is suspected that conditions during the
10 years will change so rapidly that the capital invested cannot be
recovered, the investor—or the business executive—evidently will not
make the investment.

Furthermore, many of these changes have been of such a character
as to carry the suggestion of public disapproval of many of the beliefs,
activities, and principles of numerous businessmen. This fact, irrespec-
tive of whether the disapproval was deserved or not, has unquestionably
been disheartening to many executives, and exercised a restrictive
influence on business activity, even though such influence has not been
subject to statistical measurement.

Thus it might be that one of the policies most stimulating to
business, which public officials and business managers could pursue in
the postatransition period, would be a reduction of the rate of change
and a continuance of established conditions and ways of doing business.
For in terms of motives, change too rapid to allow adjustment breeds
stagnation; whereas progress is accomplished by a rate of change that
permits business practice and mental attitudes to adapt themselves to it.

Although many of the writers on the savings and investment
process pay lip service to the motives that actuate businessmen, investors,
and bankers,! by and large these intangible but often decisive factors

For example, *“. . . economic prosperity is excessively dependent on a political and
social atmosphere which is congenial to the average businessman. If the fear of a Labour
Government or a New Deal depresses enterprise this need not be the result either of a reason-
able calculation or of a plot with political intent;—it is the mere consequence of upsetting the
delicate balance of spontaneous optimism.”  (Footnote continued on next page.)
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do not scem to form a real part of their thinking. One eminent com-
mentator in the field states:

The high savings economy (i.e., such as the United States),
barring government intervention, can escape a fall in income and
employment only through the continuous development of new
outlets for capital expenditures, As far as private investment out-
lets are concerned, this requires continuous technological progress,
the rise of new industries, the discovery of new resources, the growth
of population, or a combination of several or all of these develop-
ments.!

The failure to include in the list of requisites for the continuous develop-
ment of new outlets for capital expenditures the necessity that ““govern-
ment intervention” be of such a character as to permit potential bor-
rowers and investors to adapt themselves to the new conditions—or
even of such a character as to reassure them and to stimulate them to
perform their essential economic functions—seems to show that the
motives which influence the individual persons actually making invest-
ment decisions were not thought to be of significance. The omission
of any real consideration of the effect upon savers, investors, bankers,
and business managers of “government intervention” per se, without
stipulation as to the kind, suggests a most unrealistic view of the invest-
ment process.

Ouwnership

Various of the legacies of the prewar period, and of the war, when
considered in terms of motives, achieve a special and noteworthy
significance. For instance, when placed in conjunction with each
other, the use of institutional savings, the difficulty of selling small
issues of stock, the check in the growth of stock-ownership, the decline
in loans made to carry securities {particularly equities), and the wartime
accumulation of savings in liquid rather than in invested form—these
suggest a large and continuing distaste by individuals for the risks and
responsibilities of ownership. This point has been made before, but it is

(Footnote continued from preceding page.)

“‘For a large increase in the quantity of money may cause so much uncertainty about the
future that liquidity-preferences due to the security motve may be stre: i

{John Maynard Keynes, Gensval Thoory of Employment, Incerest end Money.)

*la & state of grave mistrust people will live from hand to mouth; if they do, changes in
the rate of interest (the moderate changes we are talking about) can have lirtle influence on
their conduct. _In astate of confidence, on the other hand, risk allowances are much smaller;
:Ang : space v:lll probably be ld(“:)lemaen the extremes where interest is ineffective, within

ch i can have a significant influence.”  ]. R. Hicks, Valw end Capital (New York and
London, Oxford University Press, 1939). ] Capad

*Hansen, Fisral Policies and Bustness Cycles.
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of sufficient importance both to businessmen and to makers of public
policy to warrant repetition, particularly when financial plans for the
post-transition period are under consideration: Who will own American
business in the postwar world? For whom will the executives work? |
Who will pay the income taxes levied on business earnings—the major
source of Federal revenue? Who will provide the jobs which are
furnished, in the last analysis, by the owners of business enterprise?

No doubt there are many causes for this apparent distaste for
ownership, of which the present form of taxation is not the least. This
is not the place to trace the deterrent effects on investment of such
provisions in the tax structure as progressive rates of taxation, double
taxation of corporate income, and tax-exempt securities. But in passing
it may be noted that the expectation of a continually changing tax
structure—a prospect to which taxpayers were being rapidly condi-
tioned even before the war made higher taxation imperative—has
deterring and restrictive effects upon investment which are quite as
important as the particular provisions of any specified tax code.

Financial Self-Sufficiency

What is the significance of the strong emphasis placed in current
business practice on depreciation, of the increasing number of vehicles
for systematic debt reduction, of the large proportion of earnings
typically retained by the majority of business firms, of the general
reduction in all types of private indebtedness during the last 14 years,
and, in particular, of the tremendous decline in commercial loans of
banks since the First World War? When these various matters are
placed in conjunction with one another they convey a strong impression
of a tremendous desire on the part of business managers to be free of
debt and to be financially self-sufficient through the use of retained
earnings and of funds accruing from depreciation charges.

Whatever the motivating forces behind this apparently deeply
ingrained business policy, it seems probable that this policy will continue
to be operative in the future. And one seemingly major basis for this
effort to be free of debt, and financially self-sufficient, which bankers
must take into account when considering their operations in the post-
transition period, is the deep-seated dislike of many businessmen to
assume the obligations and responsibilities incurred in a bank loan.

There are numerous businessmen, particularly among those who
have had what they consider “unfortunate” experiences with banks,
who would rather do a smaller volume of business and make less money
than expand their operations and increase their earnings through the
aid of bank credit. The fact that the six leading concerns in a2 manufac-
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turing city of moderate size have never had a bank loan within the
memory of the bank carrying their primary accounts would seem to be
the result of conscious action rather than of fortuitous circumstance.

In this connection it may be noted that low short-term money
rates, a condition which seems likely to prevail for some time to come,
can easily be greatly overexaggerated as an inducement to borrow.
Risk factors, when the future is obscure and the outlook uncertain, far
outweigh considerations of 0.5%, in the interest rate, or even variations
of 19, or 29}, Moreover, when corporate tax rates are at such a level
that they absorb 40%, to 809, of net earnings, it is surely unrealistic for
businessmen or bankers to haggle over a fraction of a per cent in the
rate on a bank loan, at least in the case of firms “in the black,” when
somewhere between 409, and 807 of the interest paid by the borrower
will in fact be borne by the government as an income tax deduction.
Finally, it may be pointed out—though there is perhaps hardly a need
to do so—that interest rates, at least for prime credits, were very low
during the 1930’s, but commercial borrowing nevertheless steadily
declined. -

This distaste for owning and this dislike for owing suggest a wide—
and a serious—divergence between the points of view of persons and
institutions with capital to invest and businessmen seeking capital for
investment purposes. The combined effect of these two attitudes
clearly serves as a bar to investment and business expansion, and
militates against the provision of jobs.

Short-Term Interest Rates

When short-term interest rates are low and tax rates high, the
commercial borrower is ordinarily influenced far more in his borrowing
operations by the repayment schedule stipulated by the borrower, by
the positive and negative covenants in the loan agreement, and by the
bookkeeping work involved in the arrangements, than he is by the
interest rate exacted. Under the conditions which seem likely to exist
over the next few years the difference between 39, and 47, in a rate
attached to a loan will not—or in a realistic view should not—be a
decisive factor in negotiating a loan. Of more weight in a borrower’s
mind will be clauses restricting managerial discretion, covenants
designating the amounts and kinds of working capital to be maintained,
pledges stipulating the way in which books are to be kept, restrictions
imposed on the payment of salaries and dividends, the schedule or
formula worked out for the repayment of the loan, and the powers
granted to the creditor in regard to the debtor’s executive personnel.

Bankers, when looking at the course of commercial loans over the
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last 20 years, and when pondering what the next 20 years may bring
and who their customers will be at that future time, may well give
attention to the motives and considerations—other than interest rates—
which will be of moment to their customers and potentia.l customers.
For low interest rates mean not only that credit is plentiful, but also
that business concerns are not w1lhng to borrow.

Long-Term Interest Rates

The fact that long-term interest rates in recent years have been
low, both the yields obtaining on outstanding issues and the rates
attached to new flotations, and the likelihood that a continuing low
rate on Federal securities may in the future keep observable market
rates low, must be interpreted with great care when these rates are re-
lated to the motives that lead businessmen to seek new funds in the
capital markets for investment expenditure purposes. Low rates,
even low rates on new securities, do not mean that all kinds of capital
are either cheap or easy to obtain.

In the first place, the promised return, whether a coupon on a
bond or a dividend rate on a preferred stock, does not measure the cost
to the issuing company of raising capital. Other costs of securing
capital, particularly in the case of small issues, may be high, even
prohibitively high. In 1935 and 1936, when the coupon rates on bond
issues were low and the cost of raising capital apparently moderate, the
costs of flotation, not measured or measurable by interest rates, were
between 4%, and 5%, of the proceeds of bond issues of less than $5
million, slightly over 10%, for preferred stock issues of the same size,
and in the case of small issues of common stocks as much as 209, or
309 of the proceeds.!

Moreover, the costs of flotation varied tremendously, depending
upon the method of distribution employed and whether a particular
issue was underwritten, not underwritten, sold to the company’s

securityholders, or sold to the public. In 1939,

Cost of flotation absorbed $2.60 out of each $100 to be realized
from the sale of underwritten bonds, or about 2.6 per cent. Cost of
flotation averaged 6.3 for underwritten preferred stock, 16.0 per
cent for nonunderwritten preferred stock, 16.9 per cent for under-
written common stock and 19.0 per cent for nonunderwritten
common stock.?

1Cost of Flotation for Small Issues 19251929 and 1935-1938 (Washington, Securities and Ex-
dunge Commission, 1940).
3Cast of Flotahm fav Registered Secruities 1938-1939 (Washington, Securities and Exchange
Commission, 1941).
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Typically, a business concern does not have a free choice of the various
methods of distribution; it must employ those which are feasible; and
the costs involved in the one or two feasible methods of distribution are
commonly of at least as much importance in its decision to scek new
investment as is the coupon or dividend rate attached to the securities
offered.

Of still more importance is the fact that the rates of return attached
to new issues and their costs of flotation measure only the costs of the
issues actually sold—they do not measure the costs of the issues not
brought out. And the character and quality of new flotations change
from year to year, so that interest or dividend rates of new issues and
flotation costs over a period of time are not a homogeneous statistical
series. They do not measure the same things in all years. The fact
that the average cost of flotation for underwritten bond issues in 1938
and 1939 was only 2.67, does not signify that the costs of raising capital
were low for all types of bonds, for practically all the issues floated at
this time were high-grade, refunding issues. When all the facts concern-
ing the issue of securities in these years are put together, they suggest
that the costs involved in raising certain types of capital, such as new
money raised through a second-grade bond, were so great that business-
men needing such kinds of financing were not willing to incur the
necessary expense.

Concluston

Finally, when the various sources of funds available ta business for
investment expenditure are considered—repairs and maintenance
expenditures, sums spent on capital items charged to operations,
depreciation, depletion, funds arising from income credited to other
reserves, retained earnings, changes in holdings in cash and government
securities, bank borrowings, and the proceeds of new capital issues—
it is quite evident that the motives dominant in the expenditure of one
type of funds will be quite different from the motives dominating the
expenditure of sums derived from other sources. Forces of competition;
the desire of a firm to maintain its place in the industry; the effects of
taxation; the necessity that improved methods and equipment be
introduced; the wish to be independent of bank loans; the necessity
that the carning power of fixed assets be maintained—these and many
other forces, ponderable and imponderable, will affect decisions regard-
ing expenditure for investment purposes. The general range of subject
matter can only be indicated here, not explored. But individual
businessmen and bankers, contemplating their own concrete situations
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and the feasible courses of action in the future, cannot omit from their
considerations the possible amounts of funds which will or might become
available from one source or another and the motives which will control
the uses made of such sums,

SummMary

This report first questioned the adequacy of the fixed assets and
working capital of American business, as these assets will be at the end
of the war and in the absence of substantial additions, to produce and
distribute the volume of output necessary for a high level of employ-
ment. The report then attempted to summarize the various forces
which after the war may affect significantly the thinking of persons
investing in business enterprise and the decisions of business executives
responsible for their firms’ capital expenditures. In this endeavor
were surveyed the developments of the prewar period which, it seems
likely, will still have vitality after the transition is over, as well as those
wartime occurrences which, it seems probable, will continue to have an
influence on the course of events. Side by side with these factors were
placed certain materials regarding the expenditure of funds by business
firms for investment purposes, together with a summary of some of the
motives that may affect importantly the financial decisions of investors
and businessmen after the transition period.

Various of the financial legacies from the 1920’s and 1930’s, such
as the rise of institutional savings, the difficulties of selling small equity
offerings, the check in the growth of stock ownership, the emphasis
placed on liquidity in investment practice, and the great accumulation
by individuals of liquid, investable savings during the war, suggested
a strong disinclination on the part of many persons to assume the risks
and responsibilities of that necessary business and economic function—
ownership. Other of the legacies, such as the tremendous decline in the
loans of banks, the reduction of other types of debt, and the growth in
many financial fields of mechanisms for the systematic repayment of
borrowings suggested an almost equally strong distaste on the part of
many individuals and business executives to incur the limitations and
responsibilities of a debtor position.

This apparent distaste for owning and seeming dislike of owing,
although no doubt enhanced by the prospect of the high tax burden and
the dislocation of the economy that will result from the war, seem to
have originated prior to the outbreak of hostilities. These habits of
mind, when placed in conjunction with the types and magnitudes of
funds available to business enterprise for investment purposes—a matter
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dealt with at some length in the report—seem to achieve a special
importance, even though their full significance is not clear. Probably
these attitudes in part explain the interest currently exhibited in many
quarters regarding new financial techniques and new types of financial
institutions. Certainly they rank high among those motives of investors
and businessmen which seem Likely to be of moment in the post-transi-
tion period.

This survey has not attempted to forecast the amount of funds that
will in fact be available to business enterprise after the transition period,
nor to place a dollar figure on the sums that will be needed by business.
But the evidence brought together strongly suggests that if a high level
of employment is to prevail after the transition period, a substantial
volume of investment in business enterprise must be made by private
investors. The potential supply of private funds available for invest-
ment seems ample for the needs of business. Thus, the question arises
whether these funds will in fact be attracted by enterprise. The answer
to this question will largely depend on the inducements offered—both
by business managers and by public policy—to potential investors.
There seems little doubt that one of the great needs of the economy is
the creation of a large class of investors in business, particularly small
investors. Certain of the conditions necessary for the creation of such a
group will, it seems evident, be present. « Whether these investors will in
fact appear after the war will largely he determined by the inducements
offcred them at that time.

A great part of the material surveyed in this study has emphasized,
first in one way and then in another, the importance, even the necessity
that the ownership of American business be made more attractive.
This matter, it seems clear, is one which is of vital and of equal im-
portance to business management, to financiers, to labor, and to framers
of public policy. Ownership is the heart of the investment problem.
It is the center of the employment problem. It is the basis on which
credit is extended. It is the foundation on which the whole scheme of
things in the American economy rests. If ownership is unattractive to
potential investors, if owners are weak and irresponsible, if ownership
as a function falls into disrepute, if directors and executives of business
concerns fail to fulfill their responsibilities to owners, credit inevitably
contracts, investment expenditure automatically declines, and unem-
plovment necessarily develops,
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