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FOREWORD 

RELATION TO A LARGER STUDY 

This is the third of four volumes devoted to an anal
ysis of the relation of the distribution of national wealth 
and income to economic progress. The purpose of the 
investigation as a whole is to determine whether the 
existing distribution of income in the United States 
among various groups in society tends to impede the 
efficient functioning of the economic system. 

The study is concerned with something deeper than 
the causes of business depressions. The economic sys
tem, for some reason, never succeeds in operating at 
full capacity. It has been observed that even in periods 
of prosperity we have some unutilized plant and equip
ment and a considerable volume of unemployment. This 
situation not unnaturally suggests that there must be 
some basic maladjustment which seriously impedes the 
operation of the economic machine by means of which 
the material wants of society are supplied. 

The fact that business enterprises seldom produce at 
full capacity, and that the greatest problem of business 
managers appears to be to find adequate markets for 
their products, has raised in the minds of many business 
men and economists the question, Is not the primary dif. 
ficulty a lack of purcliasing power among the masses? 
This leads at once to the correlative question, What is) 
the bearing of the distribution of income upon the de
mand for the products of industry? Concretely, if a 1 
larger percentage of our annual income were somehow 1 
made available to the purchasers of consumption goods,i 
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would not bu~iness managers find it profitable to utilize 
existing capital equipment more fully, thereby giving to 
the masses of people higher standards of living, and at 
the same time promoting a steadier and more rapid rate 
of economic progress? 

In endeavoring to throw light upon the great problem 
with which we are here concerned, we divided this in
vestigation into four major parts. In the first volume, 
entitled America's Capacity to Produce, we attempted 
to get an objective and comprehensive picture of our 
economic society as a producing mechanism. To what
extent had we piled up excess productive capacity in 
the United States during the boom period of the late 
192o's? Was the amount of unused capacity increasing 
over the three decades from 1900 to 1930? We chose 
this period for study in order to focus attention upon 
the situation at its best-in a period of great technologi
cal advancement. 

The conclusions reached may be briefly summarized 
as follows: Idle productive- (:ii.pacity is not a phenom
enon that appeared for th1 first time in the years just 
preceding the collapse of J.S)29.· On the contrary, a con
siderable amount of unutilized capacity existed through
out the period under review. However, with the excep
tion of transportation and a few other special lines, we 
found in general no persistent increase in the percentage 
\of unutilized capacity. At the height of the boom period 

1 
the amount of idle capacity, expressed in terms of a 

' !generalized figure, was something like 20 per cent. In 
)periods of depression this percentage is, of course, very 

" ! greatly increased-rising perhaps as high as 50 per cent 
I in the current depression. 

In the second volume, America's Capacity lo Con
sume, we directed our inquiry to the division of the 
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money income which arises out of the nation's produc
tive operations. This investigation and analysis was 
divided into three major parts. In Part I we showed, as 
accurately as available data would permit: (I) The 
amount of the national income and the extent of its in
crease during the first three decades of the twentieth 
century; ( 2) the division among the various claimants, 
such as wage earners and investors, and among the 
various income groups; and ( 3) its distribution on a 
geographic basis. 

In Part II we indicated how those who receive the 
national income dispose of it. ·we showed ( 1) the allo
cation of expenditures among the major types of con
sumers' goods; ( 2) how the amount that is spent for 
consumptive purposes by the several income groups 
compares with the amount which is saved, and the bear
ing of this apportionment upon the division of aggre
gate income as between spending and saving; and (3) 
whether there was any tendency during the period from 
1900 to 1930 for the proportion of the aggregate in-. 
come set aside as savings to increase as compared with 
the amount devoted to· consumptive purposes. 

In Part III, entitled "The Relation of Consumption 
and Production," our findings were related in a broad 
general way to the conclusions reached in the preceding 
volume. 'We indicated the extent to which the demand 
for consumption goods would be modified by compara
tively slight increases in the purchasing power of the 
lower income groups and compared these consumptive 
potentialities with the existing productive capacity of 
the nation. Finally, the analysis was related to certain 
important current issues, such as the fear of persistent 
over-production and consequent demand for restriction 
of output, the amount of leisure that is compatible with 
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high standards of living, and the necessary length of 
the working day. 

The conclusions which pertain specifically to the pri
mary issue with which the larger investigation is con
cerned were as follows: First, the masses of the people 
had very low standards of living and were able to make 
savings of negligible importance. Second, the productive · 
capacity of the United States was not adequate to turn 
out sufficient goods and services to satisfy the unfulfilled 
consumptive desires of the American people as a whole. 
Third, owing to the uneven distribution of the national 
income the bulk of the national savings is made by a 
small fraction of the population. Fourth, the increasing 
number ofpeople in the higher income brackets as the 
years have passed, and particularly in the decade of the 
twenties, has led to the diversion into savings as dis
tinguished frorri' consumptive channels of an increas
ing percentage of the total national income. 

These two volumes carried. us a considerable distance 
toward an understand[rig of the modern economic sys
tem. They revealed, on the one hand, a persistent fail
ure to make full use of pur productive resources, and, 
on the other, a chronic state of under-consumption. on 
the part of the great masses of the people. It is clearly 
apparent that consumptive requirements and productive 
possibilities are not satisfactorily articulated. The un
even distribution of income evidently ~as an important 
bearing on the problem. 

Before reaching any final conclusions as to the source 
of our economic difficulties it is necessary to give con
sideration to the process of capital formation. Having 
found that an increasing proportion of the national in
come tends to be saved rathe.r than spent for consump
tive purposes, we must inquire whether the result is to 
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accelerate or retard the growth of capital. This is the 
task of the present volume. Then in the fourth volume 
-Income and Economic Progress-we shall bring to
gether the various segments of our investigation for 
purposes of integration and interpretation with a view 
to indicating ways and means of bringing about a more 
effectively functioning economic system. 

In this analysis of capital formation it is not our ob
jective to make a quantitative study either of the ac
cumulation of investments by the American people or 
the growth of the national supply of productive capital. 
The purpose is rather to analyze the process of capital 
creation and the factors which govern the rate of 
growth of plant and equipment. National income is re
ceived by individuals chiefly in the form of money, and 
the savings of individuals are made, in the first instance, 
in the form of bank deposits, insurance payments, or 
investments in securities. Before actual productive capi
tal can eventuate, these money savings of individuals 
have to be used by business enterprisers in employing 
labor and materials in the building of new plant and 
equipment. · 

In the present volume we attempt accordingly to re
veal what is involved in converting monetary savings 
into actual additions to capital equipment. \Ve consider 
especially the connection between consumptive demand 
and the creation of new capital and the part which finan
cial institutions, particularly commercial banks, have 
come to play in the process of capital formation. The 
conclusions reached as to the forces which control the 
growth of capital will be found fundamentally at ~ 
variance with traditional views on the subject. 

The present study was foreshadowed by the author 
in a series of articles published in the J ounwl of Political 
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Economy in 1918. The tentative analysis there pre
sented has here been developed and elaborated. Thanks 
to the accumulation in the intervening years of more 
adequate statistical data, it. has now been possible to 
subject some of the major issues involved to the test 
of factual verification. 



CHAPTER I 

THE NATURE AND SIGNIFICANCE 

OF CAPITAL 

The resources of nature are rendered available for 
the satisfaction of human wants in the main only 
through the expenditure of human effort. While a few 
things, such as air and water, sunshine, mountain scen
ery, and wild fruits, are commonly classed as "free 
goods," even these, under most conditions, are not sup .. 
plied automatically at the place, at the time, and in the 
quantity needed. While such goods may be free under 
certain conditions, they are not free under others-as 
in the case, for example, of a city's water supply. One 
may therefore say that under practically all circum
stances the necessities and comforts of life must be ex
tracted from nature by the application of human energy. 

In the long struggle of mankind to conquer nature 
and make it yield its resources more abundantly, the 
factor that has been of overwhelming importance has 
been the growth of capital. So long as man was depend
ent upon his bare hands alone, life remained mere sub
sistence, virtually at the level of brute creation. It was 
the construction of implements and tools which started 
mankind on the upward path in the struggle against 
nature and in the achievement of larger and more varied 
satisfactions. Ultimately it was the development of 
complex machines, factories, transportation facilities, 
and productive equipment generally that made possible 
the material civilization of the modern age. 

7 
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Under conditions such as we have today, when the 
supply of plant and equipment and other capital goods 
may appear, for the moment, to be superabundant, it is 
easy to forget, or to_ overlook, the vital importance of a 
continuing expansion of the supply of capital. Any nation 
which fails, for whatever reason, to replace or increase 
its capital supply will in the long run cease to raise the 
plane of living of the people and will suffer economic 
retrogression. The growth of capital, it bears repeat
ing, has served to multiply man's power over nature a 
thousand-fold; it has made possible our material civili
zation; without it we should still be living pretty much 
on the plane of Homo heidelbergensis. 

THE MEANING OF CAPITAL 

The term "capital" as we have been using it in the 
preceding paragraphs relates -to implements, tools, 
machines, industrial buildings, railroad tracks, power 
houses, and the other concrete material instruments 
which aid man in the processes of production." This is 
the meaning which we shall give the term throughout 
this study. An individual business man may regard the 
money or funds which he has at his command as his 
"capital," but from the broad social point of view such 
funds merely furnish the means for acquiring owner-

\ ship of or control over the capital goods which alone 
- \ are of fundamental significance. Similarly, an individual 

may call his house or furniture or clothing, capital; but 
from the social point of view such commodities are 
rather durable consumers' goods.1 An apartment build-

1 It is true that some commodities often serve both a productive and a 
consumptive purpose, such as an automobile, a house used also as an 
office, or a hotel used alike for, pleasure and business purposes. But 
this fact does not alter the general principle with which we are con
cerned_; it merely complicates the problem of classification. 
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ing may also be regarded as capital from the point of 
view of the owner; but again from a functional point 
of view it furnishes consumptive satisfactions and does 
not directly enhance productive capacity. Capital, as 
we shall use the term, consists of commodities result
ing from past production which are being directly uti
lized in the processes of further production-either of 
consumers' goods or new tools of production. 

In current discussions the term capital goods or 
"capital goods industries" is commonly used in ambigu
ous and quite confusing ways. It is sometimes used to 
include all new construction-whether of factories, en
gineering structures, or houses; and also the manufactur
ing or producing industries which furnish materials for 
such construction. Thus it is sometimes made to include 
the so-called heavy industries generally--even though 
such industries may manufacture many types of con
sumption commodities besides houses.2 

The term is sometimes extended to cover all durable 
commodities-including not only houses but furnishings 
as well, and even automobiles, yachts, and airplanes 
used for pleasure purposes. This broad, and function
ally confusing, classification arises in part from an at
tempt to differentiate between goods such as current 
necessities of life, the demand for which holds up com
paratively well even during depression, and commodi
ties for which the demand declines very greatly, such as 
new factories and new houses and luxuries which can 
readily be foregone when times are hard. Durable con
sumers' goods and factories have the common charac
teristic that their production is greatly curtailed in time 
of depression; but this does not alter the fact that the 

• See pp. 51-53. 
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one class ministers directly to the satisfaction of human 
wants while the other does not. 

Another reason sometimes assigned for· classifying 
durable goods as capital is that such goods yield their 
consumptive satisfactions but gradually, and hence only 
that portion which is used up in a given time period, 
such as a year, constitutes consumption goods. A new 
house, or furnishings, for example, may thus be looked 
upon as in the nature of a capital investment which 
yields interest, in the form of consumer satisfactions, 
over a period of years. This consideration, however, 
does not change the nature of the use to which such 
goods are devoted; it remains true that they are not 
directly used in the further production of wealth. 

The fact that houses and apartments are very fre
quently constructed on a commercial basis also identifies 
them with capitalistic enterprise. The savings of indi
viduals may be invested in the bonds or mortgages of 
apartment buildings and houses as well as in securities 
of industrial or public utility corporations; and inter
est is thus received on capital invested in such durable 
goods. An individual also commonly looks upon a house 
of his own as a capital investment. These facts, how
ever, again do not change the character of the function 
which houses or apartments perform, and convert them 
into instruments of production. 

We do not wish to stress unduly the definition of 
1 capital as pro_2ucti~~J,~qyip!Jlent-for it is recognized 

that the term may be defined somewhat differently for 
varying purposes. For the purposes of this study, how
ever, the conception of capital which we have outlined 
is essential. We are interested in the processes by which 
society expands its power to make nature yield its re-
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sources more abundantly; and from this point of view 
we are concerned with procreative property. 

. --------
CAPITAL FORMATION UNDER PRIMITIVE CONDITIONS 

As indicated in the introduction, in this volume we 
are interested in the process by which capital is created 
in a highly developed capitalistic society. As a point of 
departure and for purposes of contrast it may be useful 
first to indicate what is involved in capital formation 
und~r simpler forms of social organization. 

The creation of capital in a primitive society was a 
very direct process. A fisherman in off hours contrived 
a rude net of grass or reeds, thereby increasing his 
future capacity to catch fish. Or a farmer used a sharp 
stone to convert a branch of a tree into a rude spade or 
a plough with which to loosen the soil. Capital forma
tion, under such circumstances, was a purely individual 
matter, dependent solely upon devoting a portion of 
one's energies to producing capital goods. For the mo
ment there may have been a decrease in the amount 
of consumption goods that might have been produced 
during the hours devoted to the creation of capital; 
but as a result of the temporary sacrifice an expansion 
of consumptive satisfactions was realized in the future. 

The illustrations which we have been giving relate to 
the remote origins of capital. The process is, however, 
similar in any relatively primitive agricultural com
munity. Under the conditions of pioneer life in America, 
for example, capital goods were largely created by 
direct apportionment of the farmer's energy to that 
purpose. The farmer, as a matter of routine, devoted 
those portions of the year during which it was impos
sible for him to plant, cultivate, or harvest his crops, 
to the clearing and improving of land, the digging of 
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ditches, and the construction of fences and farm build
ings. He could not produce goods for the satisfaction 
of his consumption wants at certain periods of the year 
even if he desired to do so ;3 consequently, he devoted 
time that would otherwise have been idle to the im
provement of his property. 

Since the farming classes until the middle of the 
nineteenth century made up the bulk of our population, 
the larger portion of the capital equipment .of America 
until comparatively recent times was the result of an 
individual process of utilizing off seasons of the year 
which could not in the nature of things be turned to 
account in the creation of consumers' goods. This 
method of capital formation continues in greater or 
less degree in various sections of the country today. 

Throughout the greater part of our history, also, 
public highways, which represent community capital, 
were constructed by a direct process. Property owners 
were required, in lieu of taxes, to contribute "days' 
work" in proportion to the amount of their property 
holdings. The highways were thus built and improved 
by the direct labor of farmers in off seasons. This prac
tice continues to some extent even today in the building 
of local roads; but highway construction has become 
increasingly a function of state and county governments 
and has come to be carried out as a large-scale enter
prise, financed by tax revenues or the sale of securities. 

CAPITAL CREATION IN A COMMUNISTIC SOCIETY 

Under a communistic form of economic organization 
the aJlocation of the productive power of society to the 
creation of capital depends upon the decision of a cen
tral authority. Instead of allowing the amount of capi-

".Allowance should be made for hunting or fishing. 
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tal to be determined by the decision of individuals con
cerning the use of their time, the government decides 
how much capital ought to be created, say, in the next 
five- or ten-year period. A labor force is then set to 
work on the designated capital enterprises, the remain
der of the working population being allocated to the 
production of consumers' goods. 

Under communism capital formation is in the main 
a specialized function. Instead of each individual's 
working a portion of his time in the creation of con
sumers' goods and the remainder of his ·time in the 
creation of capital goods, as in a primitive individual
istic society, one portion of the population devotes its 
entire time to capital construction while another is con
tinuously employed in the production of consumers' 
goods. Each of these specialized groups is paid by the 
government for the services performed. Payment is 
made directly in food, clothing, shelter, etc., or through 
the intermediation of some form of money or warrant. 

CAPITAL FORMATION IN A CAPITALISTIC SOCIETY 

Under a highly complex economic system organized 
on a pecuniary and profit-making basis, the process of 
creating capital is fundamentally different from what 
it is either in a primitive society or under a communistic 
system. It is not, as in the case of primitive communities, 
an off-season occupation of people who spend the bulk 
of their time in producing consumers' goods. In a so
ciety where production is highly specialized the greater 
part of the population is necessarily employed all the 
year round in the creation of particular types of com
modities or in specialized services. One is a factory 
hand or miner, a preacher or a teacher, a stenographer 



14 THE FORMATION OF CA. PIT AL 

or a bookkeeper, a clerk or a telephone operator, a 
plasterer or a plumber, a barber or a beautician, or, for 
that matter, a lawyer, an engineer, a corporation offi
eial, or a banker. For people employed, there is prac
tically no opportunity in slack time or off hours to en
gage directly in the production of capital goods for 
themselves.4 

Under these circumstances, the only way in which one 
can accumulate capital for himself is by saving a portion 
of his money income for investment. If actual capital 
goods are to result from these money savings, other 
people must take these funds and employ labor and 
materials in the construction of plant and equipment or 
other forms of material capital. The creation of capi
tal under such a system involves, as in the case of a 
communistic method, an allocation of the energy of a 
certain portion of society more or less continuously to 
the specialized task of constructing capital. But here 
the analogy ends. 

As we have seen, in a communistic society the amount 
of capital to be created depends upon a more or less 
arbitrary decision by the government as to the proper 
apportionment of the labor power of its people. In a 
capitalistic society, the allocation of energy between 
the creation of capital and consumers' goods depends 
upon two primary factors. The first is the extent to 
which individuals set aside funds for investment out 
of their earnings; and the second is the possibility of 
profit foreseen by business enterprisers who may use 
these funds in hiring labor and purchasing materials for 
the construction of plant and equipment. 

' One may, of course, mak.e improvements around the place if one 
is fortunate enough to own a home; but, as already indicated, from 
the social point of view a house or yard is not productive capital. 
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In short, the formation of capital under a capitalistic 
system involves a complex and roundabout process: 
Individuals and business corporations set aside money 
income for investment; business enterprises float bonds 
and stocks in exchange for these funds and then labor 
and materials are employed in the construction of new 
capital equipment which, it is hoped, may yield profits 
in the future. In addition, as we shall see, commercial 
credit plays an important role in furnishing funds for 
purposes of capital creation. 

This brief statement gives but a very inadequate 
idea of the great change that has taken place in the 
process by which capital is created. It is enough to 
note here in a preliminary way that the shift from the 
direct to the indirect method of capital formation has 
profoundly affected the working of the whole economic 
system. The problems to which the changed process 
gives rise will be discussed in ensuing chapters. 



CHAPTER II 

THE FLOW OF MONEY INCOME 

In a preceding volume of this series 1 we showed 
how the productive activities of the nation generate 
the money income received by the people. We were 
there concerned with measuring the amount of the in
come received in the course of a year, and with the way 
in which its distribution among the various income 
groups in society affects the division of the aggregate 
income as between spending and saving. We were thus 
interested in only a part of the process; we did not 
undertake to trace the flow of funds from the hands of 
the people onward through trade and production chan
nels. In order to reveal the role that money income 
plays in the functioning of the economic system, it will 
be necessary to recall briefly what was said in the pre
ceding volume and then to carry the analysis much 
further. 

Our farms, mines, factories, railroads, public utili
ties, and other enterprises produce the goods and serv
ices required by society. Those who participate in the 
production of these goods and services receive payment 
in the form of money-as wages, salaries, rents, inter
est, or profits. The wages and salaries are paid to the 
individuals who are employed by the producing organi
zations; the rent and interest go to those who have 
loaned property or funds for business purposes; and 

1 /l merica's 7:apacity to Consume by Maurice Leven, Harold G. 
Moulton, and Clark Warbq.rton. 

16 
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the profits accrue to the owners of business enterprises 
as compensation for the investment which they have 
made and the risks which they have assumed. The sell
ing price of the commodities produced must, of course, 
cover the sums disbursed in connection with their pro
duction--otherwise the payments could not be made. 
This means that the sum of money incomes received by 
the people is equal to the value of the goods and services 
which are sold in the market.2 

It must also be understood that the goods and serv
ices produced by the people must in the aggregate be 
purchased by the people who have produced them. That 
is to say, we use the money which we have received for 
our services as producers in currently purchasing the 
commodities which we, the people as a whole, have pro
duced.3 In a simple barter society commodities would 
be directly exchanged. In a highly specialized society, 
they are exchanged by means of the money we receive 
as income for our respective contributions to the pro
ductive process. 

THE DISPOSITION OF INCOME 

The flow of funds from productive operations into 
the hands of individuals and in turn from these indi
viduals into continuing productive operations is illus
trated in the diagram which follows. The size of the 
several streams of income is roughly in accord with the 
actual division of income among the various claimants 
in the years covered, and its distribution as it flows 

1 As we have shown in Amuica's Capacity to Consum~, however, 
individuals often receive money income which is not strictly the result 
of current production, such as inflation profits. 

• Allowance must, of course, be made for the possibility that a portion 
of the product may be sold in a foreign country either in exchange for 
imports, or on credit. 
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onward is in line with the actual distribution that 
occurred.• 

In order to indicate the magnitude of the income Bow 
for a given time period it has been necessary in the 
chart to impound this income for the moment in a 
series of reservoirs, each of which represents the entire 
income for a year's time. It goes without saying, how
ever, that what we have is a continuous flow rather than 
a periodical impounding and release of income. As in
dividuals receive wages or salaries from week to week 
or month to month they make payments for current 
purchases or deposit the funds for investment purposes. 
Interest, rents, and dividends are received at longer 
intervals, but these funds are also commonly utilized 
as received rather than at the end of a calendar year. 
Indeed, by virtue of the system of purchasing on credit, 
money income is to no small extent expended before it 
is actually received. 

Although the receipt and disposition of income is 
thus a more or less continuous flow it is nevertheless 
necessary for the purpose of measurement and of sim
ple exposition to view the process as though it were a 
periodic matter. It can be measured only by reference 
to some time period-a year, month, week, day, hour, 
or minute. Because of the way in which income is dis
bursed and data are compiled, the year has been found 
to be the most satisfactory period for its measurement. 

It should be noted in connection with this concept, 
that income earned in December 1927, but received in 
January I 92 8, gets counted as a part of the total income 
of the year 1928. It is only disbursements near the end 

• There are numerous technical problems involved in tbe determina
tion of national income and its utilization wbicb make precise estimate 
impossible. These are fully discussed in America's Capacity to Consume. 
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of the year, which accrue as income in the ensuing year, 
that would not get into the 1928 accounting; but this 
amount would. of course be roughly matched by the 
carry-over from the end of the preceding year. 

The amount of income in 1928 shown in the reservoir 
near the top of the diagram was about So billion dollars. 
This monetary income was disbursed in three dit;,ections, 
or for three major purposes. First, the largest propor
tion of the total was expended for consumption goods 
and services. A second portion was saved and rendered 
available for the creation of additional capital goods. 
A third portion was taken from individuals by govern
ments in the form of taxes. 

It may be noted in passing that the amount which 
goes respectively for consumptive expenditures and for 
savings is determined chiefly by the decisions of indi
viduals. Some savings are, however, also made by cor
porations before dividends are disbursed, a portion of 
the earnings being set aside as surplus. The amount of 
funds diverted to government treasuries is determined 
not by the voluntary actions of individuals but by society 
collectively through its taxation laws. 

It is these outgoing streams of income that make the 
wheels of business and of government revolve. The 
money which flows through trade channels as purchas
ing power for consumption goods and services calls 
forth from week to week and month to month new pro
duction of consumption goods and services-which, in 
turn, generates money income which flows again into 
the hands of the people at successive intervals of time. 
The money income which is saved by individuals is made 
available for business enterprisers who may wish to 
purchase materials and employ labor in the construc
tion of additional capital goods. As these funds are used 
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by business enterprisers for the construction of capital 
goods, the disbursements made, like those made by the 
producers of consumption goods, flow once more as 
money income to individuals, to be distributed again 
in ensuing periods of time. 

The funds which are taken by governments as taxes 
may be used either for the purpose of financing current 
services rendered by governments, such as providing 
military and police protection and educational facilities, 
or for the creation of public forms of capital, such as 
highways and armaments. In either case the funds as 
paid out by public treasuries become a part of the newly 
forming streams of individual income. 

In the diagram we have made the size of the reser
voirs representing the aggregate income in successive 
years from 1928 through 1930 vary in proportion to the 
actual changes in the amount of the income realized in 
those years. As a result of the depression which began 
near the end of 1929 the amount of the income of course 
shrank tremendously in the years which followed. The 
flow of funds through both trade and savings channels 
was accordingly greatly reduced, as was also the amount 
of revenue which the government was able to obtain 
from taxation. 

THE FINANCIAL AND BUSINESS STRUCTURE 

In the preceding diagram we have indicated the flow 
of funds without specific reference to the variety of 
institutions or organizations involved in the complex 
processes of the modern economic system. \V e now 
give, in the diagram on page 22, a bird's-eye view of 
the financial, business, and governmental system by 
means of which this flow is directed and controlled. 
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The rectangle at the left of the chart is the reservoir 
of national monetary income received by individuals 
in the course of a year in the form of wages and sala
ries, interest, rents, and dividends. This national in
come flows out (in continuous process) in three direc
tions, as already indicated. A first portion goes to fed
eral, state, and local government treasuries,· where it 
is disbursed, in part as remuneration for current gov
ernment services and in part as compensation for the 
construction of public fo~s of capital. 

A second, and much the largest portion, is disbursed 
at retail stores, hotels and restaurants, automobile fill
ing stations, railway and steamship agencies, educa
tional institutions, theatres and places of recreation and 
amusement, barber shops and beauty parlors, and other 
places where services are purchased. In the case of com
modities, as distinguished from services, one or more 
intermediary institutions are commonly found between 
the ultimate consumer and the producer. That is to say, 
in addition to the retail agency, wholesalers or commis
sion houses may act as intermediaries between the 
manufacturer and the consumer. However this may be, 
the purchasing power expended at retail and service 
agencies constitutes the demand for consumers' goods 
which calls forth production from existing service or
ganizations, agricultural and manufacturing enter
prises, and the raw material industries dependent 
thereon. 

The funds saved flow from the hands of individuals 
through a variety of savings and investment institu
tions. Included in this category are mutual and stock 
savings banks; postal savings institutions; insurance 
companies; trust companies; commercial banks, to some 
extent; building and loan associations; and investment 

' 
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banking institutions engaged in the marketing of agri
cultural and urban real estate mortgages, the bonds and 
stocks of railroad, public utility, financial, commercial, 
and industrial corporations, and the bonds of govern
ments. It is impossible to indicate all of these various 
institutions in proper perspective in the diagram; hence 
we have grouped them under the broad general heading 
of savings and investment institutions. Discussion of 
the significant position of the commercial banking sys
tem in connection with the furnishing of funds for both 
fixed and working capital is reserved for subsequent 
chapters. 

The savings assembled by these financial interme
diaries are transmitted to borrowers who desire to use 
such funds for the expansion of productive capacity. 5 

It should be borne in mind, however, that even under 
modern conditions there are substantial investments 
made directly by individuals without the aid of financial 
intermediaries. Thus corporations may use their own 
surplus funds for the purpose of expanding plant and 
equipment; individual enterprisers, such as farmers and 
merchants, may use a portion of their earnings for capi
tal expansion; or a group of individuals may organize 
a corporation and themselves furnish the money without 
resort to the sale of securities to the general public. 
In the main, however, and increasingly as the economic 
system becomes more highly pecuniary in character, 
funds for the expansion of capital are obtained from 
the financial markets. 

At first glance, the process which has been described 
in the foregoing discussion and diagrams may appear 

• It should be recalled here, however, as was pointed out in Chap. I, 
that a considerable amount of such monetary savings goes to finance 
the creation of consumers' goods, chiefly in the form of houses and 
apartments. 
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to be practically automatic. It would not seem to 
make any difference whether more or less of the income 
received by individuals in any given period of time were 
expended for consumption goods or diverted to invest
ment channels. In either case it would appear to put men 
to work and generate new income. If a larger propor
tion of income were spent, more consumption goods 
would be called forth; if a larger proportion were 
saved and invested, the result would be a greater sup
ply of capital goods, thereby expanding our powers of 
production in the future. 

Economists and business men alike have traditionally 
rested the analysis at this point. \Ve shall hope to show 
in the ensuing discussion that the problem of capital 
formation and of economic organization merely begins 
rather than ends at this place. 



CHAPTER III 

IS THERE AN ECONOMIC DILEMMA? 

The development of a complex pecuniary organiza
tion involving specialized production and exchange has, 
as suggested in the opening chapter, profoundly in
fluenced the problem of capital formation. Instead of 
the direct process of creating capital through the appli
cation of a portion of each individual's time to the 
construction of capital goods, the formation of capital 
has in the main become what may be called a social 
process. That is to say, individuals set aside a portion 
of their money incomes for investment purposes, and 
these funds become available, through the machinery 
afforded by financial intermediaries, to capitalists in
terested in the construction of plant and equipment. 
Individual monetary savings enter what may be re
garded as an investment pool, to which business enter
prisers, seeking funds with which to purchase materials 
and employ labor for the production of capital goods, 
resort. 

The creation of capital involves the transformation 
of monetary savings into tangible goods. The funds 
saved by individuals constitute merely the means by 
which genuine capital may be produced. While the 

t individual may regard money set aside for investment 
as personal savings or personal capital, such savings 
do not become capital from the national point of view 
until the funds saved have been. utilized by others in the 
actual construction of plant and equipment or other 

26 
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forms of capital goods. The making of individual sav· 
ings is thus but the beginning of the process of capital 
formation. 

It has been generally assumed that the amount of 
new capital goods created will always be roughly equal 
to the aggregate volume of money set aside as savings 
by individuals and corporations. In other words, it has 
been thought that pecuniary savings are automatically 
transformed in due course into capital equipment
that, for example, if 10 billion dollars in money be 
saved new capital will shortly be created having a value 
of I o billion dollars-less allowance for commissions 
or other charges made by financial intermediaries and 
for the fraudulent diversion of funds from their in· 
tended purpose.1 'Ve shall, however, show in the course 
of our analysis that such a general conclusion is quite 
unwarranted, that money savings may at times be 
greatly in excess of the new capital actually being 
created, and that, on the other hand, new capital may 
at times be created in excess of the volume of pecuniary 
savings which are being set aside by individuals and 
corporations. 

The change from the direct to the roundabout process 
of capital formation has in fact given rise to a funda· 
mental economic difficulty. In order to set the problem 
forth in the clearest and most challenging way we shall 
present it, in this chapter, as an economic dilemma. 
Then in subsequent chapters we shall endeavor to ascer
tain whether this dilemma has been or can be circum· 

1 It is recognized, also, that savings, tentatively made, may subse
quently be drawn upon for consumptive purposes. And as we have 
pointed out in the preceding chapter individual savings also go for 
the financing of certain types of consumptive expenditures, such as 
houses and apartments. 



28 THE FORMJTION OF CJPITJL 

vented. Our first task then is to reveal the character of 
the suggested dilemma. 

THE NATURE OF THE DILEMMA 

The dilemma may be summarily stated as follows: 
In order to accumulate money savings, we must decrease 
our expenditures for consumption; but in order to ex- -
pand capital goods profitably, we must increase our ex
penditures for consumption. The proposition may be 
made clearer by once more contrasting the roundabout 
process with the direct process of relatively primi
tive agricultural communities. When a pioneer farmer 
created capital by the direct process he did not need 
to curtail consumption in order to obtain funds with 
which to increase his capital; he merely devoted his 

, energy, in off seasons, to the improvement of land or 
to the construction of fences or buildings. But under 
the modern system of specialized production and ex
change the pecuniary savings of individuals are in the 
main necessarily at the expense of consumption. If an 
individual with an income of $2,ooo elects to save $500 
he reduces his potential consumption by one-fourth. 
Moreover, the aggregate of individuals who make up 
society must in a given time period restrict aggregate 
consumption if funds are to be provided, out of sav
ings, for additional capital construction. 

It should be noted, also, that when creating addi
tional capital in the form of improved land, buildings, 
or tools, the primitive farmer was not, immediately 
speaking, confronted with the question of money prof
its. The improvements made appeared to add directly 
to the value of his property holdings; and the increased 
output which might resul.t from the improvements could 
presumably be used by the farmer himself or sold in 
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the market. In any event, he was not concerned with the 
payment of dividends or interest on borrowed funds. 
He was dependent solely upon himself, and the addi
tions to capital equipment represented the direct fruits 
of his own labor. 

In contrast, when the managers of modern business 
corporations contemplate the expansion of capital 
goods they are forced to consider whether such capital 
will be profitable. They must begin to pay interest upon 
borrowed funds immediately and they must hold out 
the hope of relatively early dividends on stock invest
ments. To be sure, there are certain types of speculative 
enterprise in which capital will be risked for consider
able periods of time in the hope of large ultimate 
profits; but, in the main, returns have to be in pros
pect relatively soon. 

Now the ability to earn interest or profits on new 
capital depends directly upon the ability to sell the 
goods which that new capital will produce, and this 
depends, in the main, upon an expansion in the aggre
gate demand of the people for consumption goods. A 
particular corporation may, to be sure, construct new 
plant and equipment in the face of a declining aggre
gate demand from consumers, hoping by lower costs 
and price concessions to take business away from com
petitors, whose capital will thereby be rendered obso
lete; but if the aggregate capital supply of a nation is \ 
to be steadily increased it is necessary that the demand f " 
for consumption goods expand in rough proportion to . 
the increase in the supply of capital. (The truth of this 

1 

general statement will be tested in later chapters.) 

THE PROCESS ILLUSTRATED 

The fundamental question with which we are here 
concerned may perhaps be illuminated by a series of 
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simple diagrams. We shall ignore in these diagrams 
the flow of funds through government channels, and 
assume for the moment that the national income is 
divided simply between consumptive expenditures and 
savings. We shall assume that, at the beginning of the 
period, only So per cent of the existing capital supply 
was being utilized, and that there was a corresponding -

· amount of idle labor. We shall assume also that 7 5 per 
cent of the existing income was spent for consumption 
goods and 25 per cent was saved. This division of in
come is indicated in the large square at the left of th~ 
diagram on page 3 r. Production is indicated at the 
right of the diagram, where the supplementary area, 
labelled "Additions to Capital," indicates the amount 
of new capital created. 

Now let us see first what would happen to the demand 
for capital goods in the following year if the flow of 
funds into consumption channels were increased at the 

; expense of savings. We shall assume that 90 per cent 
of the income received by individuals is devoted to con
sumption purposes, and that only 10 per cent is saved. 
As a result of the expansion of the flow of funds through 
trade channels, organizations producing consumers' 
goods would immediately find it profitable to employ 
idle labor and to utilize their existing plant and equip· 
ment at nearly full capacity. The change is indicated 
in the second diagram by the expansion of the area in 
the square_ at the right marked "Capacity in Opera

. tion" and the contraction of the portion marked "Un
used Capacity." 

The decrease in savings from 25 to 10 per cent of 
the national income would reduce the flow from indi
viduals into savings and inves~ment institutions; but it 
would evidently not reduce the demand for capital 
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goods. The assumed increase in the demand for the 
output of existing establishments--with unused capacity 
virtually eliminated-would obviously create a situa
tion favorable to the construction of additional capital 
goods-this because of the increasing demand for the 
products which such capital would be expected to pro
duce. We have therefore enlarged the "Additions to 
Capital" area; but we have raised the question-Where 
could funds be procured with which to create this addi
tional capital? 

To illustrate the problem further: Let us next as
sume that, instead of an increase in the percentage of 
national income that is spent, there is an increase in the 
percentage that is saved. Let us assume that only 6o 
per cent is spent, while 40 per cent is set aside for the 
purpose of investment. As is indicated in the third dia
gram, the resulting decrease in the demand for con
sumption goods would lead to the discharge of workers 
engaged in the production of such goods and increase 
the amount of idle plant and equipment. Under these 
circumstances the opportunity for profit in expanding 
plant and equipment would be diminished and the effec
tive demand for new capital construction would accord
ingly decline. Hence we have reduced the "Additions 
to Capital" area and raised the question-What be
comes of the excess money savings? 

It will be observed from these illustrations that when 
the flow of funds through consumption channels is in
creased there arises a demand, from consumers, for 
the construction of additional capital goods; but that, 
at the same time, funds with which to create the addi
tional capital become less available. Contrariwise, it 
will be seen that when the flow of funds through con
sumption channels is reduced an increased supply of 
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money for capital expansion is rendered available; but 
that the business incentive to use it for such purpose 
is diminished. 

The nature of the problem in which we are interested 
may be more precisely indicated if we assume that the 
total flow of money and credit remains unchanged over 
the period covered by the preceding illustration. It is 
evident that any increase in the supply of funds rendered 
available for capital construction would mean a corre
sponding decrease in the demand for consumption goods, 
and hence in the demand for the new capital goods 
which the available funds might be expected to bring 
into existence. On the other hand, any increase in the 
flow of funds through consumption channels would 
mean a corresponding decrease in the flow through sav
ings channels; thus the demand for new capital flowing 
back from the demand for consumption goods would be 
expanding, but the funds with which to create new capi
tal goods would be declining. 

It may be objected, in connection with this discussion, 
that an increased flow of funds into investment channels 
would not proportionately reduce the flow through con
sumption channels. 'Vould not the disbursement of 
these funds in connection with the process of creating 
additional capital provide individuals with funds for 
the more or less simultaneous expansion of consump
tion? Unless the total volume of money income is ex
panding, the answer is No--for the reason that we 
have assumed, in the illustrations, that over the period 
of an entire year a larger percentage of the incomes 
flowing to individuals, from whatever source, is being 
week by week and month by month diverted to savings 
channels. Accordingly it cannot be argued that money 
currently paid out in connection with the creation of 



34 .THE FORM.J.TION OF C.J.PIT.J.L 

new capital will serve to re_store the former ratio be
tween spenoing and saving. If the volume of money 
income remains unchanged, there cannot be-over a 
period of a week, a month, a year, or several years
an increasing flow of funds through savings channels 
unless there is a decreasing flow through consumption 
channels; A clear understanding on this point is crucial 

- to an appreciation of the whole problem at issue.2 

The question should be raised at this juncture, how
ever, whether the apparent dilemma does not rest upon 
the preliminary assumption made in the illustrations 
given. Had we assumed 1 oo per cent utilization of our 
plant and labor supply, with, say, So per cent_engaged 

', in the pr.odl!.ct.ioru>iSQU§IJ.mption.'g-o~ds-~~d 20 per 
cent in t~e production o_f ~apital goods, should we. not 
have fouriC.ra.· satisfactory adjustment which could be 
continued indefinitely? One answer that may be made 
is that, granted such an adjustment, it would be possible 
to maintain it only if we had some means of precisely 
controlling the percentage of the income that would 
henceforth be saved; and in an individualistic society 
no such means exists. The proportion of the income 
saved varies with changes in people's habits; it fluc
tuates at different stages of the business cycle; and, as 
we showed in the preceding volume of this series, the 
percentage saved depends strikingly upon the way in 
which the total income is divided. 

The fact is, moreover, that such a' perfect adjust
ment would he impossil.>le of attainment. With no ex
pansion in the total supply of circulating medium, the 

• The position here taken is strietly in accord with the traditional 
view of the savings process, which assumes that an increase of savings 
involves .not only a shifting of the flow of funds hut also a transfer 
of productive resources from the production of consumption goods to 
the production of capital goods. • 
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funds with which to devote 20 per cent of our energy 
to the creation of capital goods could not have been 
procured except· by an antecedent restriction of con· 
sumption, a restriction which would automatically have 
resulted in some unemployment of the labor force and 
of the existing capital supply. To get to the bottom of 
this problem one would have to go back to the begin
nings of the roundabout system of capital creation; to 
the time in the development of our economic system 
when funds-which might otherwise have been used 
for consumption purposes-began to be set aside for 
investment. There we should find the beginnings of the 
maladjustment. 

In summary, it would appear that difficulties are en
countered whichever way we turn. If a larger percent
age of the national income is saved, we have abundance 
of funds with which to create new capital; but such 
capital is not profitable. If, on the other hand, a larger 
percentage is diverted to consumption channels it is 
profitable to construct new plant and equipment; but 
there are inadequate funds for the purpose. 

A PRIMARY CONCLUSION 

The first conclusion to which the foregoing analysis 
leads is as follows: If the formation of capital is to take 
place, at least on an expanding scale, there must be an 
increasing flow of funds through both consumption and 
investment channels. There must be an expanding flow 
of funds through consumption channels in order to make 
it profitable to operate existing establishments at full 
capacity and to induce additional capital formation; at 
the same time there must be an increase in the flow of 
funds through investment channels if the new capital 
is to be created. If, when looking at the preceding dia-
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grams, one could picture an· expansion each y~ar in the 
flow of funds through consumption channels, while at 
the same time there was an expansion in the flow through 
savings and investment insti,tutions, he would expect to 
see business activity increased both in the production of 
consumption goods and in the creation of new capital. 

I{ we are really to answer the question, "Is there
an economic dilemma?" we must therefore consider 
whether it is possible to have a simultaneous increase 
l in the flow of funds through both consumption and 
1 savings channels. This will be the task of Chapters VI 
to VIII inclusive. 

It will be observed that the foregoing discussion also 
implies that the construction of new plant and equip
ment actually takes place only when the output of 
consumption goods is expanding. Instead of devoting 
less energy to the creation of consumption goods when 
we expand our supply of capital goods, it would ap
pear that we are simultaneously devoting more energy, 
also, to the production o~ consumption goods. The truth 
of this apparent phenomenon will be tested in the two 
chapters immediately ensuing. 



CHAPTER IV 

THE RELATION OF CONSUMPTION TO 
CAPITAL FORMATION 

The general analysis of the preceding chapter, as 
already indicated, carries the implication that an ex
panding consumptive demand is essential to an expan
sion of new capital. \Ve must turn now from this 
theoretical approach to a study of the actual relation
ships between consumption and capital formation as 
revealed in the world of business. As a preliminary to 
our factual study it is, however, desirable to indicate 
how this problem has been traditionally analyzed, par
ticularly by the so-called "classical" writers who formu
lated the basic principles which were supposed to 
govern the economic world. 

THE CLASSICAL ROAD TO PROGRESS 

The truth is that the classical writers on economics 
did not squarely face the fundamental issues which we 
have been considering. This failure is primarily attrib
utable to the fact that the approach of these late eight
eenth and early nineteenth century writers to economic 
problems was essentially individualistic rather than in
stitutional. To state the matter more simply, most of 
them were concerned with the incentives or forces which 
influence the activities of individuals, and they gave little 
consideration to the interrelated parts of a complex 
economic machine. This emphasis is perhaps not sur
prising in view of the comparatively simple economic 
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system under which our forbears lived. In any event, 
these early writers were concerned primarily with indi
vidual savings rather than with capital formation. 

They argued that an individual would save more or 
less, depending upon the rate of interest which he might 
obtain on his savings; but they gave little consideration 
to the processes involved in the transmutation of 
pecuniary savings into capital equipment. Indeed, the 
classical economists were concerned chiefly with the 
phenomenon of interest rather than with capital for
mation-which they assumed occurred automatically, 
once pecuniary savings had been effected. They asked, 
Why is interest paid on capital? Artd they usually 
argued that it was a reward to the individual for absti
nence from consumption, or in any event a necessary 
inducement to the foregoing of present satisfactions. If 
one is to deny himself consumptive pleasures at the 
moment, he must be reasonably assured of larger sat
isfactions in the future-satisfactions made possible by 
the productivity of the capital goods resulting from 
savings. 

Concentration of attention on the individual served 
to obscure the issue in another way. If Mr. A practiced 
self-denial and economized, saved money and put it in 
the bank or bought securities, he got ahead in the world. 
His ownership of" capital gradually increased his in
come and also gave him protection for a rainy day and 
security for declining years. What was true· of A ap
peared to be equally true of B and C, and of everybody 
else. This meant, however, everybody else considered 
individually. The question was not 'raised whether if 
everybody simultaneously, which means society collec
tively conceived, reduced ~onsumptive exiienditures 
with a view to accumulating capital, society collectively 
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conceived would find it profitable to expand the power 
to produce consumption goods. 

In view of the scarcity of productive capital at the be
ginning of the modern era it was naturally assumed that 
the fundamental requirement for economic progress 
was increasing savings. Not only were capital goods 
in the form of plant and equipment lacking, but there 
was also a shortage of available funds with which entre
preneurs might engage in new constructive enterprises. 
Accordingly, more and yet more savings appeared es
sential not only to individual welfare but also to the 
growth and development of the nation as a whole. This 
appeared to be especially the case in an era of industrial 
evolution, when we were developing the so-called round
about processes of production-making machines which 
would make other machines, which in turn would pro
duce still other machines. The high road to national 
economic progress appeared to involve the following 
steps: ( 1) The restriction of consumption; ( 2) the 
diversion of energy hitherto engaged in producing con
sumers' goods to the creation of capital goods; and 
(3) the subsequent expansion in the output of con
sumers' goods-with resulting benefit to everyone. 

While an ultimate expansion of consumption was 
thus always in view, the first step, and the propelling 
force, was conceived to be- the restriction of consump
tion. And it was assumed, moreover, that increasing 
expansion of capital goods could proceed for a more or 
less indefinite period, without any accompanying in
crease in consumption. Indeed, the assumption was that 
there could be no increase in capital formation unless 
the production of consumption goods was decreasing
because the creation of capital appeared to require the 
transfer of labor and materials from the production of 
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consumers' goods to the production of capital goods .. 
Accordingly, it seemed that if we were to produce more 
of the latter we had to produce less of the formei:. In 
the diagram on page 3 I this process would assume 
that the labor ~nd materials displayed in the area 
marked "'Capacity in Operation" would be transferred 
to the area marked "Additions to Capital." 

In view of this basic assumption that the fundamen
tal requirement for progress was the restriction of 
consumption as a prerequisite to the formation of cap
ital, it is not surprising that the doctrine of economic 
salvation through individual thrift should have been so 
strongly emphasized. The restriction of consumption 
and the setting aside of funds for investment purposes 
were regarded not only as the means by which the in
dividual obtained security and got ahead in the world, 
but also as the road to social progress. 

In line with this reasoning, institutional devices which 
promoted inequality in national wealth and income 
were held to be not necessarily disadvantageous-from 

)

the long-run point of view. Economists have been wont 
to point out that th~ growth of economic inequality 
might even turn out to be a blessing in disguise. For ex
ample, Alvin Johnson once urged that the protective 
tariff has tended to divert income from the masses 
(thereby keeping general consumption low) to the 
entrepreneur class, which automatically saves large por
tions of it, depositing it in banks, purchasing securities, 
or putting it directly back into productive business. This 
has "played a part in equipping modern society with 
the vast stock of capital goods which it now possesses." 1 

Walton H. Hamilton has argued that the unequal dis-

1 Alvin S. Johnson, "Protection and ihe Formation of Capital," Political 
Science Quarterly, Vol. 23, p. 230. 
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tribution of wealth which characterized the nineteenth 
century was a potent factor in the rapid growth of 
capital equipment, for it restricted the expansion of 
consumption and promoted a rapid increase in saving.2 

CONSUMPTIVE DEMAND AND DEMAND FOR CAPITAL 

In emphasizing the individual as the center of eco
nomic organization, classical writers ignored the proc- ~ 
ess by which money savings are transformed into actual 
capital equipment. That is to say, they failed to con
sider the forces which determine whether it will be 
profitable to utilize money savings in the construction 
of new capital. They simply assumed that when an in
dividual decides to save rather than to spend, he merely 
exercises a demand for capital goods rather than for 
consumption goods. If one has an income of $5 ,ooo he 
may pay out the entire amount for consumption goods, 
or he may devote $4,000 of it to consumption goods 
and $1,ooo to capital goods. The aggregate demand 
for goods is in either case the same, though in the lat
ter case 20 per cent of the demand is for capital goods. 
According to this type of analysis, it would not make 
the slightest difference in the total volume of production 
whether 5 or so or 7 5 per cent of the total income were 
saved. Always we should have 100 per cent employment 
of the existing labor and capital supply; but sometimes 
we should be creating more capital and other times less. 

This analysis, it will be seen, involves the assumption 
that the demand for capital goods flows directly from 
the individuals who save. Such an assumption is, how
ever, clearly not in accordance with the actual situation. 
When an individual buys consumption goods, he orders 
the goods delivered to his door; but when he saves 

1 Lecture delivered at the University of Chicago, July 1917. 



42 THE FORMATION OF CAPITAL 

$I,6oo qe does not, as a rule,3 exercise in the market 
place a direct demand for $I ,ooo of new capital goods, 
which he asks to be delivered. He has no concern with 
the purchase of plant and equipment; he is merely in
terested in the income which his deposit account or his 
purchase of securities may yield him. All that he does 
is to render $1,ooo available to business enterprisers· 
who will.utilize it in the construction of additional plant 
and equipment if they can see the opportunity for a 
profit in so doing. . 

The demand for capital goods is a derived demand 
-derived, that is, from the demand for consumption 
goods. Reference again to the diagram on page 31 will 
help the reader to appreciate that demand for the con· 
struction of new capital equipment does not flow from 
savers, but from consumers. Savers of money income , 
merely supply funds with which capital goods may be 
created. It is the flow of orders for consumption goods 
through trade channels that not only constitutes the 
demand for the goods which existing productive capac
ity can turn out, .but renders profitable the construction 
of additional capital. When existing capacity is well util· 
ized. and orders are expanding, it appears profitable, 
as we have seen, to expand plant and equipment. At 
such times the savings of individuals will be utilized in 
employing labor and buying materials with which to 
create additional capital goods. 

A basic question will, however, be raised at this 
point. Granted that the object of new capital is to make 
possible an expansion of consumption goods, does it 
follow that such new capital construction cannot pre
cede the expansion of demand for the new consumption 

• Exception has to be made for farmers and other individual enter
prisers, who may purchase some capital goods for their own direct uses. 
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goods which the new capital will be able to produce? 
\Vhat reason is there for believing that capital con
struction cannot expand prior to and independently of 
any increase in consumptive demand? This issue will 
have to be considered in two steps. The first is to ascer-l 
tain whether, as a matter of historical fact, the expan- i 

sion of capital and the expansion of consumption occur 
simultaneously, or whether capital increases· only when " 
consumption is being curtailed. The second is to deter
mine-\Vhich leads? 

CONCURRENT INCREASE OF CONSUMPTION AND 
CAPITAL FORMATION 

According to the traditional viewpoint, an expansion 
in the rate of capital accumulation can be accomplished 
only by a reduction in the rate of output of consumption 
goods-because labor and materials have to be trans
ferred from one type of activity to the other. Evidence 
shows conclusively, however, that consumption and cap
ital formation do expand and contract together. That 
is to say, when consumption is declining, new capital 
does not get created at a more rapid rate; on the con
trary, the rate of capital increase declines. Similarly, 
when consumption expands the rate of capital forma
tion does not decline but rather increases. \Ve are not, 
for the moment, interested in determining which leads 
the way, but only in establishing the more or less simul
taneous movement of both types of activity in the same 
direction. It is necessary to say more or less simulta
neously, because at the beginning of recovery or depres
sion the two movements do not always start at precisely 
the same time. 

First, it may be noted that those periods in our indus
trial history which have been characterized as eras of 
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extravagant living have been periods in which the crea
tion of new capital has been proceeding most rapidly. 
For example, the middle I 83o's has frequently been 
described as a time of great speculation and extrava
gance; and it was also a period of great increase in 
capital equipment, particularly in the form of trans
portation facilities. The decade from I 84 7 to I 8 57, · 
except for a moderate reaction in I853-54, was a period 
of great expansion accompanied by rising standards of 
living. Official reports of the time repeatedly referred 
in glowing terms to the "new commercial era." It was 
a period of rising wages and of large immigration. The 
growth of new capital is illustrated by the statistics of 
railroad construction, the number of miles increasing 
from about 5 ,ooo in I 846 to 2 5 ,ooo in I 8 57. Industrial 
plant and equipment also grew rapidly, the capital in
vested in manufacturing enterprises, as revealed by 
census figures, increasing from about 500 million dol
lars in 18 5o to a billion dollars in I 8 6o. 4 

The years immediately preceding the crisis of 1873 
were also looked upon as a "new era," accompanied 
again by extravagant standards of living. This was at 
the same time a period of extremely rapid capital for
mation. From r 868 to I 873 inclusive 28,ooo miles of 
new railroad track were laid, which was three-fourths 
of the total mileage which had been constructed prior to 
that time. The growth of manufacturing establishments 
was also unprecedentedly rapid during these years. 

In more recent history, it may be recalled that the 
period preceding I 907 was one of rising standards of 
living and was commonly characterized as an age in 
which the principles of thrift were being forgotten. It 

'VictorS. Clark, History of ManufaCtures in the United States, I607· 
r86o, p. 369. 
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was nevertheless a time of extraordinarily rapid growth 
in capital equipment in manufacturing and public util
ities, as well as iri the field of transportation. As every
one will remember, the boom era of the late twenties 
was one of extravagant consumptive expenditures, ac
centuated by the growth of installment credit. It was 
also a period in which the expansion of fixed capital in 
nearly every field of enterprise was exceptionally rapid. 

The more or less simultaneous expansion and con
traction of the flow of goods through consumption and 
capital channels may be more precisely and conclusively 
shown by certain available production indexes. The first 
of the following tables shows the value of "goods des
tined for human consumption" and "goods des
tined for capital equipment" produced in the years 
1901·13 inclusive. These indexes cover both raw rna-

PRODUCTION OF CONSUMPTION Gooos ANO CAPITAL Gooos, 190I·IJ0 

(Based on current prices, with 1900 100) 

Consumption Goods Capital Goods 

Year 
Index Rise or Fall Index Rise or Fall 

1901 .............. 100 100 -
1902 .............. n6 +t6 IIS +ts 
190J .............. us - I ll4 - I 

1904 .............. 120 + 5 106 - 8 
1905 .............. 126 +6 140 +34 
1906 .............. 132 +6 158 +18 
1907· ............. 128 - 4 !62 +4 
1908 .............. 128 - II7 -45 
1909 .............. 134 +6 145 +28 
1910 .............. 137 +3 167 +zz 
I9II ....... , ...... 136 - I 155 -12 

1912 .............. ISO +14 189 +34 
191J .............. 146 - 4 197 + 8 

• Frederick C. Mills, Economic Tendencies in IM United States, p. 21. 
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terials and manufactured products, but they do not in
clude buildings or other fixed properties as such. It will 
.be seen that the indexes usually move in the same direc
tion, though in some years there is an apparent lag. 

For the years 1919-32 inclusive more comprehensive 
data are available. The indexes shown in the table on 
this page include residential construction under con
sumers' goods and non-residential construction under 

PRODUCTION OF CONSUMPTION GoODS AND CAPITAL GooDS, 191!)-32• 
(Based on current prices, with 1929 = 100) 

Consumption Goods Capital Goodsd 

Excluding Including 
Year Residential Residential 

Constructionb Construction• Index Rise or 
Fall 

Index Rise or Index Rise or 
Fall Fall 

1919 ..... 88 ·4 .... 86.2 ····· 75-7 . ... 
1920,., .. 96.8 + 8.4 93·3 + 7.1 87.8 +12.1 
1921 ..... 71.9 -24·9 70.6 -22.7 65.1 -22.7 
1922 ..... 73·8 + 1.9 73·9 + 3·3 69·9 + 4·8 
1923 ..... 83-9 +ro.I 84.2 +rq.3 88.6 +t8.7 
1924 ..... 84·4 + 0.5 85.6 + l.4 84.2 - 4·4 
1925 ..... 9!.8 + 7·4 94·3 + 8.7 84·7 + o.s 
1926 ..... 94·7 + 2.9 96·9 + 2.6 89.2 + 4·5 
1927 ..... 93·6 - l.I 95.6 - I.J 91.3 + 2.1 
1928 ..... 95·0 + 1.4 97-7 + 2.1 96·9 + 5.6 
1929 ..... 100,0 +5-0 100,0 + 2.3 IOO.O + J.I 
1930.,,,. 85.9 -14.1 84. I -:15-9 85-4 -14.6 
193i ..... 67.2 -18.7 65.6 -18.5 6o.8 -24.6 
1932 ..... 52-4 :-14.8 so.z -15.4 39-0 -:u.s 

• Based on the more comprehensive and longer series of Simon Kuznets, 
"Gross Capital Formation, United States, 1919'""1933," National Bureau of 
Economir Research Bulletin No. 52, Nov. rs, 1934. See also Kuznets' 
index of physiral ooiume of production based on 1929 prices (Appendix D, 
Table I, p. 193), which tells substantially the same story. 

, b Includes durable, semi-durable, and perishable goods. 
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capital goods. For purposes of added information the 
data for consumers' goods, with residential construction 
excluded, are also given. The index is based on current 
prices, with the year 1929 taken as 100. 

In only two years out of the fourteen was there a 
movement in opposite directions, namely, 1924 and 
192 7, and even in these cases there was but slight varia
tion. In general, and whether residential construction is 
included or not, there is a striking parallelism in the 
output of consumption goods and capital goods respec
tively. This is true whether we consider the value of 
commodities produced or the physical volume of such 
production. 

CONCLUSIONS 

The data which have been assembled in this chapter 
show conclusively that the formation of capital is ac
companied by a virtually concurrent expansion in the 
production of consumption goods. The traditional 
theory that an expansion of capital construction and 
consumptive output occur alternately-that the process 
of capital formation necessarily involves the curtail
ment of consumption and the transfer of labor and 
materials from the production of consumption goods 
to the creation of capital goods-finds no support what
ever in the facts of our industrial history. The process 
involves rather a larger utilization of our productive 
energy at certain periods when an expansion occurs in 

• The estimates of residential construction are very rough. Dr. Kuznets' 
figures for 19ZS-JZ have been raised to allow for "unallocable" construc
tion. Prior to 1925 the estimates are based on the Federal Reserve Board 
index of residential construction. 

d Includes non-residential construction and public works. The figures 
represent gross capital formation since they include depreciation and 
replacements. 



48 THE FORMATION OF CAPITAL 

the output of both capital and consumption goods and 
then a smaller utilization of our productive energy when 
the construction of both capital and consumption goods 
is declining. 

We find no support whatever for the view that capi
tal expansion and the extension of the rounda;bout proc
ess of production may be carried on for years at a time 
when consumption is declining. The growth of capital 
and the expansion of consumption are virtually con
current phenomena. 



CHAPTER V 

WHICH LEADS: CONSUMPTION OR 

CAPITAL FORMATION? 

Granted that the more or less simultaneous expan
sion of consumptive demand and capital formation has 
been established as an historical fact, it remains to 
inquire, Which leads the way? Do changes in business 
activity occur first in connection with the output of 
capital goods, or in connection with the output of con
sumption goods? So far as any evidence thus far pre
sented goes, the increase in consumption might as well 
follow as precede an increase in capital formation. Is 
there any evidence to show whether changes in con
sumption lead or whether they follow changes in the 
rate at which new capital goods are being created? 

It is obvious that once a period of general expansion 
is under way an increase in the rate of capital forma
tion will bring in its turn an expansion of consumption, 
made possible by the fuller employment of labor and 
capital and the consequent increase of wages and profits; 
and it is equally clear that such an expansion of con
sumption will give a further stimulus to the creation 
of additional capital goods. Once begun, the process of 
expansion is interacting and cumulative in its effects. 
Similarly, once depression is under way, a reduc
tion in wages and profits, in connection with either the 
creation of new plant and equipment or the produc
tion of consumption goods, will have cumulative ef-

49 



) ' . . 
so THE FORMATION OF.CAPITAL 

fects throughout the economic system. But the fact that 
the process is interacting and cumulative in character 
does noHndicate the order of precedence in a chain 
of economic con''sequences. It will be our purpose in this 
chapter to th.row such light as is possible on this ques
tion by assembling relevant da.ta ~rawn from the rec-
ords of business activity. -

CONFLICI'ING THEORIES. OF RECOVERY 

The issue with which we are here concerned has been 
much discussed in connection witq the. current depres
sion, and two sharply diverging schools of thought are 
in evidence. One group of writers holds that the decline 
of consumptive· demand has rendered the construction 
of new capital goods quite unnecessary, and that we 
cannot expect the production of new plant and equip
ment to be _resumed· on any significant scale until an 
expansion of consumptive demand has absorbed in con
siderable measure the sla.ck in the utilization of exist
ing capital equipment. It is this general point of view 
which underlies the efforts that have been .made by the 

. government to generate recovery through an expan
sion of purchasing power. 

The other point of view is that recovery begins, or 
depression oc£urs, as a result of changes in the produc
tion o{ capital goods. In connection with the present 
depression, iUs pointed out that .the output of .con .. 
sumption goods, generally speaking, has been reduced 
by about 25 per cent only, while the output of capital 
goods has been redu.ced by something like 7 5 per cent. 
Capital goods are thus regarded as a sort of pivot. 
around . which the whole economic system revolves; 
and it is urged, accordingly, ··that recovery must be 
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initiated where the depression is greatest and unem-
ployment most pronounced. · 

II\ considering this question it is necessary to point 
out that the basic issue has been greatly confused by 
the way in which the term "capital goods" is some
times employed. In current discussions the term is fre
quently defined to inclu'de not only commodities used, 
or destined to be used, in the construction of plant and 
equipment and other fixed properties, but also com
modities destined for individual consumption, if they 
are durable in character. Some writers employ the term 
"durable goods" instead of "capital goods." They in
clude under this term, "homes, automobiles, and the 
unending list of goods of a more or less durable nature 
which add to the comfort and satisfaction of living"; 
and they consider as "consumption goods" only. "such 
items as food, clothing, tobacco, gasoline, and fuel for 
domestic purposes." 1 

Thus the term "consumers' goods" is limited to com
modities which are relatively short-lived. In accord
ance with this classification all iron and steel products, 
for example, whether used for structural engineering 
purposes, in the making of pleasure automobiles, in the • 
manufacture of household equipment, or for baseball 
cleats, are classified as capital goods. However, not 
all consumption goods which are durable in character 
are placed in the durable category. For example, dried 
fruits and nuts, bottled wares, and seal-skin coats
which have a durability equal to or even greater than 
that of automobiles, household furnishings, and base
ball cleats-would be classified under consumption com
modities. 

1 Durable Goods Industries Committee, Report to the Presidu1t of 
the Unittd States on National Reco'llery and Employment, May 14, 19.34. 
pp. ro-n. 
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Such a classification confuses the issue because it fails, 
in the main, to differentiate between goods which are 
created in direct response to the disbursement of pur
chasing power by individuals and goods which are 
created with the savings set aside for investment pur
poses. For example, automobiles, household furnish
ings, and other commodities which "add to the com-_ 
fort and satisfaction of living" (tobacco and gasoline 
might well be included in this list) are purchased as a 
result of the allocation of a part of the income received 
by individuals for the procurement of these commodi
ties. Recovery in such industries is quite as dependent 
upon an expansion of consumptive demand as it is in 
the food, tob;tcco, and clothing industries. 

It is only in the case of houses and apartments, con
strucfed on a commercial basis with funds derived from 
savings channels or credit operations, that durable 
goods are analogous to construction of plant and equip
ment. As a rule, such consumption goods are not built 
in response to orders from purchasers but rather in 
anticipation of possible sale after completion. Such resi
dences may be constructed in large volume even though 
individuals are not at the moment increasing th.eir 
outlays for housing accommodations. 

The extent to which production schedules in various 
lines of activity are curtailed in a period of depression 
depen9s upon the dispensability of the product, rather 
than upon its durability. When economies become neces
sary consumers forego first those things which are 
least essential, whether. durable or ephemeral in char
acter. Witness the falling off in attendance at places 
of amusement and athletic contests, the decrease in the 
consumption of ice cream and candy, and the decline in 
travel, as well as the reduction in purchases of new 
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houses and furnishings, automobifes, and jewelry. The 
extent of the curtailment of demand for the various 
types of consumption goods reflects the degree to 
which they can, respectively, be foregone. In view of 
the restricted demand for the products which existing 
capital goods can turn out, it is natural that additional 
plant and equipment, railways and transportation fa
cilities, and other forms of fixed capital should fall in 
the class of commodities that is for the time dispen
sable. 

Though much confusion has been created by the 
exclusion of many forms of consumers' goods from the 
consumption goods category, and the more or less 
synonymous use of the terms "durable goods" and 
"capital goods," it remains true that the most qrastic 
curtailments of production, typically speaking, have 
occurred in connection with the production of fixed 
forms of capital and in the commercial construction of 
houses. The argument that the process of recovery 
must begin with the expansion of activity in the crea
tion of fixed forms of capital must therefore still be 
considered on its merits.2 

Inasmuch as periods of expansion and contraction, 
in the output of both consumption goods and capital 
goods, are associated with the ups and downs of the 
business cycle, it will be necessary to consider our pres
ent problem in relation to cycle phenomena. The focus 

1 The relative importance of the so-called capital goods industries, 
as compared with the consumption goods industries, is of course pro
foundly changed if "durable consumer goods" be placed in the latter 
category. It is frequently stated that about 6o per cent of the workers 
are engaged in the production of consumption goods and 40 per cent 
in the production of capital goods. If "durable consumer" goods be 
classified as consumption goods, these percentages become something 
like 8o or 85 per cent for consumption goods, with the balance for 
capital goods proper. 
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of our 'inquiry will be the point or time at which a 
change in general business activity occurs, both at the 
beginnings of depression and at the beginnings of re· 
covery. 

One may make a plausible argument, on theoretical 
grounds, in support of either order of precedence. 
Some writers have argued, for example, that the 
gradual reduction of wages, interest, and prices of ma
terials, during the course of a depression, creates a sit
uation which will automatically lead to the construction 
of new pla~t and equipment. It is pointed out that by 

"' virtue of the low cost and improved quality, new fac
tories and equipment would be able to undersell those 
which. had been previously constructed on a higher 
cost basis. This production of new capital goods would 
create employment and enlarge purchasing power for 
consumption goods and would thus bring about general 
expansion. Such an argument certainly is not lacking 
in plausibility. 

Some writers have argued, on the other hand, that 
depressions pass away when the accumulated stock of 
consumers' goods in the hands of manufacturers, whole
salers, and retailers becomes sufficiently reduced. It is 

· pointed out that during a depression consumption re
mains at, say, a 7 5 per cent level, whereas current pro
duction of consumption goods may be reduced to 25 

. or 50 per cent of the normal level-with the result 
that inventories are gradually used up. A point is 
reached sooner or later where it is necessary to expand 
the output of consumption goods for the purpose of 
meeting current demands. When this expansion in pro
duction schedules begins, addition~! employment will 
be given in the consumer industries, the amount of 
purchasing power distributed will be enlarged, and the 
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process of general recovery will begin. This theory is 
also not without plausibility.3 

If we are to clarify the problem it will be neces
sary, however, to turn from theoretical considerations 
to a study of actual cases. \Ve shall not attempt to 
make any exhaustive survey of the history of business 
cycles; nor is there any thought of setting forth a "true 
theory" of the more or less periodic fluctuations in 
business conditions. It is our view that the search for 
some single cause of business fluctuations has on the 
whole been as confusing as it has been fruitless. A 
highly complex and delicately adjusted economic ma
chine may well be thrown out of gear by different 
types of maladjustment; and, similarly, recovery may 
come about as a result of varying combinations of cir
cumstances. It will be our plan, accordingly, to study 
those periods for which available data indicate the im
mediate steps in the process of change from prosperity 
to depression, or from depression to recovery. 

DOES DEPRESSION BEGIN WITH CURTAILMENT OF 
CAPITAL CONSTRUCTION? 

\Ve may consider first the depression which began 
in 1929. "What does the evidence show as to the place 
of initial maladjustment? Did the depression start with 
a reduction in the construction of plant and equipment 
or other forms of productive capital? Or was a decline 
in the output of consumption goods the source of the 
difficulty? 

1 The theory that high interest rates cause business recession and 
that low interest rates stimulate recovery implies, in the form in which 
it is most commonly stated, that changes in production begin as a 
result of changes in the flow of short-term credits, which would affect 
the output of both consumption goods and goods destined for capital 
construction. This theory is, however, sometimes related solely to long
term interest rates. 
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The evidence shows no monthly decline in the value 
of contracts awarded for the construction of factory 
and commercial buildings, prior to October. In fact, 
the value of contracts awarded for such buildings in 
the year 1929 as a whole was in excess of the amount 
in 1928.4 The expenditures on additional railroad 
structures and equipment were also higher in 1929 than 
in 1928, increasing from 677 million dollars to 8 54 
millions. Contracts awarded for "public works and 
utilities" were greater in the first nine months of 1929 
than in the same period of 1928. This index, it may be . 
recalled, included non-residential construction and pub
lic works along with capital equipment. The only divi
sion of the construction industry in which there was 
evidence of a decline was in residential buildings. The 
value of contracts awarded in 1928 was 232 million 
dollars, as against I 6o millions in I 929, and each month 
in 1929 was somewhat below the corresponding month 
in 1928. (See also the chart on page 68.) There are 
no data as to the actual construction .month by month, 
but it is not improbable that there was some slight taper
ing off in the rate of actual construction. 

Aggregate production destined for capital equipment, 
as is shown by the index given on page 46, was substan
tially higher in 1929 than in 1928. While monthly fig
ures are not available, it is reasonably clear from the 
fact that the average for the whole year 1929, including 
the months after the depression began, was so much 
above that of the whole year 1928, that the volume of 
production ofcapital equipment must have been substan
tially higher in the first nine months of 1929 than dur
ing the corresponding months of 1928. 

• Annual supplement to Sur'Uty of Current Business, U. S. Department 
of Commerce, 1931, pp. 193-95· 

•. 



CONSUMPTION AND CAPITAL CREATION 57 

The depression of 1929 cannot, on the other hand, 
definitely be said to have been precipitated by changes 
beginning on the side of consumption. The output of 
consumption goods as a whole, exclusive of residential 
construction, increased for the year 1929 by more than 
5 per cent; with residential construction included the 
percentage was 2.3. Here and there weaknesses were 
in evidence; an example was the recession in automo
bile construction from the extraordinary level attained 
during the period when the Ford Company was mak
ing up for its period of suspension incident to the 
change of models. But, in aggregate terms, no actual 
decline in the flow of goods through consumption 
channels occurred, nor was there any general break in 
the prices of consumers' goods.5 

The break in October 1929 occurred in the security 
markets rather than in either capital goods or con
sumers' goods markets. The effects manifested them
selves first, however, in the demand for consumption 
goods. Many i~dividuals who were losing money in 
the stock market immediately began to curtail orders 
for dispensable luxury goods. The resulting decline in 
demand led quickly to a curtailment in production 
schedules in some of the consumption goods industries, 
with an accompanying shrinkage of purchasing power. 
For example, the production of automobiles, with al
lowance for seasonal factors, declined nearly one-half 
from October to December. Even textiles, and leather 
and shoes, showed a material decline during the first two 
months of the depression. 

'Ve are not here interested in discussing the under-

• Composite indexes of production show some decline from a high peak 
attained in May-June 1929; but this decline was no greater than 
similar decreases in nearly every year back to 1922. 
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lying factors responsible for the break in the stock mar
ket 6 or for the intense character of the world depression 
which ensued. The truth is that the economic situation 
i~ r 9 29 was vulnerable at more than one spot; but we 
are at the moment concerned only in locating the phce 
at which the break actually occurred. 

The sharp but relatively short-lived depression of 
1920-21 clearly began with maladjustments on the con
sumption side of the economic structure. The boom 
from the spring of 1919 to the spring of 1920 had been 
accompanied by very rapidly rising prices, and by the 
accumulation of large inventories in the hands of man
ufacturers and middlemen. There was some decline in 
the output of consumption goods between January and 
May 1920, but the real break came with what was 
known as the buyers' strike of the latter month, and 
resulting sharp reduction in prices. This led to a whole
sale cancellation of orders for consumers' goods and for 
the materials which were entering into the production 
of such commodities; and with the· curtailment of 
orders came a reduction in employment and in pur
chasing power. The production of consumers' goods 
destined for human consumption showed a decline from 
an average of 67.2 in 1919 to an average of 62.7 in 
1920, whereas the production of goods destined for use 
in capital equipment rose from70.8 to 73·5·7 

Some of our depressions have been precipitated by 
"tight money" and bank failures, followed by panic con
ditions. Regardless of the cause of a banking panic, 
there is, under such circumstances, a quick slowing down 
of activity in the production of both consumption goods 

• For discussion of ~actors responsible for the preceding enhance
ment of security prices, see Chap. X. ' 

1 See Kuznets' physical volume index, Appendix D, Table I, p. I93· 
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and new capital goods. The fear and the financial diffi
culties engendered by the panic cause a halt in business 
commitments in every direction, with resulting unem· 
ployment and rapid shrinkage of purchasing power. 

The case which comes nearest to showing a depres
sion resulting from curtailment in the construction of 
capital goods is that of I 873. During the early part of 
the preceding boom period, the construction of rail
roads was expanding with great rapidity, rising from 
2,979 miles of new track in I 868 to 7,379 miles in I 87 I. 
In 1872, however, there was a shrinkage to 5,878 miles, 
and the decline continued in I 873. However, trade re
ports indicated that business in general continued to be 
good until the time of the panic in September. 

'While the declining rate of construction in the most 
important capital goods industry of that time may well 
have been a significant factor, the situation was com
plicated by financial difficulties both in this country and 
abroad. In the spring of I 873 panics occurred in 
Vienna, Berlin, and other cities of Continental Europe. 
In Great Britain, high money rates were held to be a 
cause of the contraction which occurred in the second 
half of the year. These European difficulties were not 
without their effects upon the New York financial mar
kets. Our conclusion would be, therefore, that the re
cession in railroad building was a contributing, though 
not perhaps a controlling, factor in the situation. 

DOES RECOVERY BEGIN WITH THE EXPANSION OF 
CAPITAL CONSTRUCTION? 

In analyzing this aspect of our problem, we shall con
fine our attention to those depressions where the steps 
in the process appear to be most clearly revealed. No 
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statistical data are available with reference to the re
coveries following the crises of 1837 and 1857; but it 
is possible to show with a considerable degree of relia
bility how the recovery from .the great depression of 
the late seventies started. While no general indexes 
are available with reference to the construction of new 
capital, there are figures relating to the construction of 
railways. 

The depression of the seventies began with the bank
ing crisis of r 873, and continued to be extremely acute 
for a period of nearly six years. The beginning of re
covery is usually given as the summer of 1879, though, 
as we shall see, there was some slight evidence of im· 
provement before that time. The steps in the recovery 
process appear to have been as follows: The wheat crop 
in I877, thanks to an exceptional yield per acre, was 
substantially larger than it had been in any preceding 
year, amounting to 395 million bushels as compared 
with 309 million bushels in I876.8 At the same time, 
owing to a restricted world crop, the price was some
what higher than in 1876, being $r.o6 on December I 

as compared with 97 cents for the same date the pre
ceding year. The acreage was sharply expanded in I 87 8 · 
and the crop increased to 449 million bushels; but 
owing to a decline in the price to 78 cents, as of Decem
ber I, the income received by the farmers was less than 
in the preceding year. In I 879 there was l!- crop of 459 
million bushels which, in_ consequence of an acute short
age outside the United States, was marketed at sub
stantially higher prices, the quotation for December I 

being $I. I I. Exports increased from 92 million bushels 

• Wheat figures given here are the latest revision, published by the 
U. S. Department of Agriculture in September 1934· 
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in I 8 77 to I 5o millions in 1 8 7 8 and to 1 8 2 millions in 
I 879. 

Turning to the situation as to railroad construction, 
we find that although population had been increasing, 
particularly in the Middle \Vest, throughout the de
pression period, the construction of new railway lines 
was at a low ebb. Whereas 7,379 miles of line had been 
built in I 8 7 I, only I, 7 11 miles were constructed in 
1875 and 2,280 in 1877. At the same time the purchase 
of rolling stock was at a very low level. In I 878, how
ever, orders for locomotives showed some increase 
throughout the year, and new construction increased 
to 2,697 miles. It was not, however, until I 879, par
ticularly the second half of that year, that sharp expan~ 
sion occurred in the railroad industry. For the year as 
a whole the construction of new lines increased to as 
much as 4,8 I 7 miles. 

It is evident from the foregoing data that the favor
able agricultural situation in I877, together with an 
expansion of tonnage which continued through 1878, 
gave a slight impetus to railroad construction. Then 
the bumper crop of I 879, accompanied by high prices, 
gave to the very important wheat-farming section of 
the United States a substantial expansion of purchasing 
power which stimulated, first, railroad expansion and, 
in due course, all phases of business activity. The addi
tional income of the farmers was paid out in part for 
the purchase of consumption goods and in part for the 
purchase of capital equipment required on the farm. 

Recovery from the great depression of the seventies 
did not begin with increased construction of capital 
goods. It resulted rather from a {C!rtuitous develop
ment affecting the value of a great staple consumption 
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commodity-large wheat crops in the United States, 
both .in I 877 and I 879, being marketed at relatively 
high prices, the result of a short crop in other countries; 
The recovery movement in I 879 was also aided by the 
failure of the cotton crop in India. The American crop 
in 1879 was 5,7ss,ooo bales, as compared with 5,244,
ooo bales the year before, but the price in 1879 aver
aged 12.02 cents a pound as compared with 10.83 cents 
in r 87 8. 9 The forward movement thus begun in agri
culture spread in cumulative fashion throughout the 
entire industrial system.10 

Another factor in the situation in the seventies should 
be mentionedhere. The greenback currency, or United 
States notes, originating during the Civil War, was not 
redeemable in gold, and for r6 years the United States 
was on a paper money standard. A law passed in I 87 S 
required the Secretary of the Treasury to accumulate 
gold for the purpose of making the greenbacks redeem
able after January r, 1879. The Secretary gradually 
accumulated a meagre balance for this purpose, and the 
paper money rose to par in December 1878. This re
turn to "sound money" doubtless increased business 
confidence; but there was no immediate response. Trade 
reports of the first half of the year were extremely 

• Alexander D. Noyes also lists the completion of the first pipe lines 
to the Atlantic seaboard as a helpful factor in the export trade. See 
Forty Years of American Finance, p. 57· 

10 The gain to the American farmer was not for any very long period 
• at the expense of the industrial producers in Eastern states or in 

foreign countries. The resulting increase in purchases made by farm
ers, and in turn by the railroads, led to increased activity in manufac
turing centers both in the United States and abroad. The high-priced 
grain which was purchased by Great Britain, for example, in quantities 
larger than. usual; was in reality paid for after the lapse of a few 
months by expanded sales of British steel tails and other manufactured 
products in the United States. 
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gloomy; and it was not until the impetus was given by 
agricultural improvement that long-term capital com
mitments began to be made in any significant volume. 
The return to the gold standard was thus helpful, but 
it was evidently not the initiating factor in recovery. 

The recovery of I 897 also was rooted chiefly in agri
cultural improvement resulting from accidentaLevents. 
Acute depression had continued without interruption 
through 1893 and I894· The first half of 1895 showed 
a slight revival, but the depression was renewed in the 
autumn of the year and continued throughout I 896 and 
the first half of I 8 97. The slight recovery in the spring 
of I 89 5 appears to have been associated with the sharp 
advance in the price of wheat-which was lost by the 
following September-and with increasing purchases 
of railway equipment which can be ascribed only par
tially to the improvement in the agricultural situation. 
There were increasing purchases of railway cars 
throughout the year I895, and the explanation ad
vanced at the time by some railroad officials was that 
such purchases were necessary to replace worn-out cars, 
though to some extent an anticipated increase in rail
road traffic was assigned as the reason for the increase 
in orders.U This brief recovery movement thus appears 
to have been based in part on replacement of capital 
goods and in part on a temporary improvement in the 
agricultural situation. 

Turning now to the events of 1897, we find that the 
wheat crop was 6o6 million bushels, as compared with 
an average of 527 millions for the four years preceding. 
As the result of a restricted yield in other wheat-produc-

n See John E. Partington, Railroad Purchasing and the Busineu Cycle, 
p. ¢. 
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ing countries the price on December I was 8I cents a 
bushel, as compared with 72 cents in I 896 and around 
so cents in 1893, I894, and 1895. In 1897, as in I879, 
there was also some increase in the value of the cotton 
crop. The. marked improvement in the agricultural 
situation, which became evident by the middle of I 897, 
was quickly followed by a general expansion of business 
activity. 

In the closely associated field of railway equipment, 
purchases of freight cars and passenger cars were few 
in the first half of I 897 but increased thereafter. Pur
chases of locomotives and rails, however, increased all 
through the year I 897, the increase in the latter being 
ascribed in part to a collapse of a steel rail pool which 
had restricted purchases of rails in the years imme
diately preceding. In this case it might perhaps be ar
gued that a genuine recovery movement would have 
emanated from the increased purchases of railroad 
equipment independently of any expansion in the gen
eral purchasing power of the farm community. While it 
is impossible to prove that such would not have been 
the case, it is clearly evident that the agricultural im
provement was a powerful aid; and it is not impossible 
that, had the agricultural situation been unfavorable 
in the autumn of I 897, the slight improvement noted 
would have flattened out as it did in I 895.12 

"'In studying this period it is interesting to note that Russian recovery 
began in 1893, two years before any improvement began in Western 
Europe or the United States. Russia had exceptionally large wheat 
crops and large exports in 1893, 1894, 1895, and 1896, whereas the 
American crop was relatively small in each year. In 1897 the situa
tion was reversed-a small Russian crop and a bumper American crop. 

It may also be noted in passing that the American revival of ISl)I-92, 
unmatched in European countries, was evidently the result of the ex
traordinary wheat crop of lSl)l, amounting to 678 million bushels, which 
was over 100 million bushels larger than the previous record crop. 
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It should not be understood from the foregoing illus
trations that the writer holds that recovery is always 
due to favorable agricultural conditions resulting from 
accidental factors in the world crop situation. These 
cases have been cited simply because they are actual in
stances in which recovery was stimulated by a rise in 
the value of a staple consumption commodity. To guard 
against the danger into which nearly all students of 
the business cycle have fallen, namely, of ascribing busi
ness fluctuations to some single cause or force, we now , 
direct attention to other recovery movements of an \ 
essentially different character. 

The recovery of 1915 was generated by the demand 
for war supplies emanating from European govern
ments. The funds for such expansion were derived in 
part from taxation and in part from the sale of securities 
to individuals and banking institutions. In either case 
the funds obtained by governments were used to buy 
increasing quantities of war supplies of every kind and 
description. A large part of this purchasing power was 
laid out for consumers' goods, such as food and cloth
ing, thus stimulating the consumption goods industries 
and leading to an expansion of productive equipment 
in those industries. Munitions might also properly be 

Owing to a relatively small world crop the price was fairly good and 
substantially higher than in the ensuing years. Exports increased from 
109 million bushels in r8go to 229 millions in 1891. 

Again in 1924, recovery from the sharp industrial reaction of the 
spring and summer appears to have been greatly stimulated by a 
very large wheat crop which was sold at high prices. The American 
wheat crop of 1924 was 840 million bushels, as against 759 millions 
in 1923; but the price on December I was $1.30 a bushel as compared 
with 92 cents the preceding year. As a result of a short world crop 
exports from the United States increased from 132 million bushels 
to 255 million bushels. 
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classed as consumption goods in that they are imme
diately used up and destroyed in the process of waging 
war. Such war-time goods as ships and other transpor
tation facilities, as well as government· munitions 
establishments, would, however, clearly be classed as 
capital goods. But quite regardless of the character of 
the goods purchased, the process of recovery was gen
erated by an outpouring of purchasing power by way 
of government treasuries. It did not ~egin with either 
an expansion of ordinary consumptive demand or an 
increase in the production of private capital goods. 

The cases thus far reviewed have related to major 
swings in business activity. It will be useful to turn now 
to a period in which the swings were less pronounced 
in character, such as that from 1901 to 1913. The facts 
as to the fluctuations are: From 1901 to the middle 
of 1903 there was great prosperity. The latter half of 
1903 and the first half of 1904 was a period of mild 
depression. This was followed by very active business 
until October 1907, the ensuing depression extending 
through the year 1908. The year 1909 and the first part 
of 1910 constituted a prosperous period, and then came 
another mild depression extending to the end of the. 
following year. The year 1912 and the early months 
of 1913 showed recovery, but this was followed by a 
new recession continuing into the first half of I 915. 

··;~ The evidence shows that changes usually occurred I ffirst on the consumption side. The table on page 4 5 
· shows the annual indexes of production of "goods des

tined for human consumption" and "goods destined for 
capital equipment." Without monthly or quarterly in
dexes it is impossible, in some cases, to determine the 
order of precedence. For example, one cannot tell 
whether the recession of I 903 began on the consump-
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tion side or the capital side, for the annual indexes 
show merely a corresponding decline in both. It is evi
dent, however, that recovery began on the consumption 
side, for in I 904 the consumption goods index rose, 
while the capital equipment index showed a further 
decline. Again in I 907 the consumption goods index 
fell, whereas the capital goods index continued to rise.13 

No priority is indicated in connection with the recession 
of I 91 1 or the pick-up of I 9 I 2; but the depression of 
I 913 began with a decline in consumption, the capital 
goods index showing a rise for the year. The lag, where 
revealed by these indexes, is thus in every case on the 
side of capital goods. 

RESIDENTIAL CONSTRUCTION AND 
BUSINESS FLUCTUATIONS 

The contention has frequently been made that busi
ness fluctuations are initiated by changes in the volume 
of construction, particularly of residences. Before con
cluding this analysis we must, therefore, survey the evi
dence bearing on this question. Unfortunately, no ade
quate monthly or quarterly data are available prior to 
1919 with which to compare changes in the volume of 
construction with changes in the volume of business. 
However, certain annual data with reference to build
ing permits, as distinguished from actual contracts, are 
available for a selected group of cities as far back as 
187 5, though these data do not show residential con
struction separately from non-residential. The avail
able data do not indicate any close relationship between 

18 It is of interest to note, however, that prices of producers' goods, 
according to Mitchell's classification, showed a slight decline before a 
fall occurred in the prices of consumption goods. See Wesley C. 
Mitchell, Business C1cles, 1913, p. 99· 
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fluctuations in the volume of construction and changes 
in business conditions prior to the war.14 

BUILDING CoNTRACTS AwARDED, 1919-30 • 

• Estimated value o£ building contracts awarded in 37 Eastern states. The 
figures are three-month moving averages centered at the middle month of each 
group of three and are adjusted for seasonal variations. See Fedef'al Reserve 
Bulleti,., July 1931, p. 359· 

In the post-war period changes in the volume of resi
dential construction have evidently played an important 
part in business fluctuations. The sharp recovery of 
19 I 9 was largely attributable to the replacement of 
depleted stocks of ordinary consumption goods, both in 
this country and abroad. While there was some pick-up 
in residential construction, building activities were held 
back by the high costs of construction. Recovery from 
the depression of 1920-21 was undoubtedly stimulated 
by the increase of construction, as gauged by contracts 
awarded, which began in February and continued to 
expand throughout the year. Since there had been little 
residential construction from the beginning of the war, 

"'See John R. Riggleman, "Building Cycles in the United States, 
1875-1932," Journal of the American Statistical Association, June 1933. 
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housing facilities were quite inadequate for the demands 
of an enlarged population. The resulting expansion of 
residential construction not only contributed in bring
ing a quick revival from the early post-war depression, 
but it helped to give us a period of great prosperity.15 

The monthly figures of construction, both residential 
and other, from 19 I 9 to 1930 inclusive, are shown in 
the accompanying graph. 

It will be observed that residential construction be
gan to increase before there was an upswing in other 
construction, and that the upward movement continued, 
with some fluctuations, until the early part of 1928. 
As was noted on page 56, the volume of contracts 
awarded in each month of 1929 was below the corre
sponding month in 1928. Other construction held up 
throughout the year. It is clear from these facts that, 
in so far as construction has been a potent factor in 
post-war business fluctuations, the changes have mani
fested themselves first in buildings used by consumers. 

NEW INDUSTRIES IN RELATION TO RECOVERY 

Consideration must also be given to a widespread 
opinion that recovery usually occurs as a result of 
the development of some great new industry. The 
statement is frequently made that one of the most 
discouraging features in the present outlook is the 
impossibility of discerning any incipient industry which 
might play a role in recovery similar to that performed 
by railroads, public utilities, automobiles, etc., in con
nection with former depressions. 

It is apparent from the foregoing analysis that recov
eries from great American depressions in the past were 
not typically initiated by a growth of new industries dur

"' The shifting of population to suburban areas, prompted by auto
mobile transportation, of course played an important part. 
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ing the depression. The firsi: period of railroad devel
opment in this country; for example, did not begin 
in a depression but was a feature of the expansion 
er,a of the I 83o's. The rapid growth of electric and 
other public utilities did not begin !n the midst of the 
depression of the nineties, but rather in the boom period 
which followed. Nor did the automobile industry, then 
in its infancy, bring us out of the depression of 1907. 

The truth is that new industries are most likely to be 
developed after a period of expansion is well under 
way. Witness, for example, the expansion of the radio, 
the airplane, the chemical, the motion picture, and the 
natural gas industries in the boom period of the late 
twenties.16 New in:ventions are made and new develop
ments are planned in times of depression, but new in
dustries are apparently not launched on a sufficiently 
extensive scale to bring about a general business revival. 

Those who have argued that periods of business ex
pansion and contraction always begin with changes on 
the side of capital goods have simply failed to distin
guish sharply between the forces which produce a change 
in business conditions and the situation which develops 
after a change has occurred. They have merely noted 
that during a_ period of expansion the rate of increase 
in .the output of capital goods is greater than the rate of 
Increase in the output of consumption goods, and vice 
versa during a depression. This is quite a different mat
ter, however, from showing that changes on the capital 
goods side usually initiate fluctuations in business con-
ditions. -

CONCLUSIONS 

In the foregoing brief survey of business oscillations 
in the United States we have not been concerned with 

"' For data see Chap. X. 
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discovering the fundamental or underlying cause, or 
causes, of business cycles. We have entered into a dis
cussion of cycle phenomena merely for the purpose of 
throwing light upon a single question, that is, whether 
evidence shows that fluctuations occur first in the con
struction of capital goods or consumers' goods. 

We have found that in most cases changes in business 
conditions appear to have originated in forces affect
ing the output of goods destined for consumption. 
These changes, it should be emphasized, may be the 
result of factors affecting the purchasing power of 
large groups of con_llulJlerS,-~~ they may come as- a 
;esult of increas~s or decreases in production schedules 
intended to bring about a better adjustment between 
the output of goods and the current demand therefor. 
With reference to capital goods the most that can be 
said is that in some cases a recession or a pick-up in 
the construction of such goods has been a supplemen
tary factor in bringing about business fluctuations. In 
the post-war period, however, fluctuations in the amount 
of !_~_sidential construction have been an important fac
tor in-lrudadng changes in general business conditions. 

The general conclusion reached in this and the preced
ing chapter, that a growth of capital does not take place 
unless expansion of consumption is also occurring, does 
not appear upon close analysis to be surprising. The 
motivating force in all economic activity, under a sys
tem of private initiative, is the wants and demands 
of people. The base of the economic pyramid is the 
production of consumption goods-first, primary neces
sities, and then comforts and luxuries. In the ascend
ing scale of goods that are relatively indispensable we 
find new plant and equipment at the top. This is 
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simply because the demand for plant and equipment 
is derived from the demand for the consumption goods 
which such plant and equipment can produce. 

The mere fact that the curtailment of business activ
ity during the course of a depression is very much 
greater in connection with the construction of plant 
and equipment than in the output of consumption goods 
in no way indicates that the capital goods industries are 
the pivot around which the economic system revolves. 
The moment the demand for consumption goods de
clines-for whatever reason-the demand for new capi
tal goods declines also, and in vastly greater propor
tion. A slight shrinkage at the base of the pyramid 
very nearly eliminates the top. As the amount of unuti
lized plant and equipment increases as a result of the 
curtailment of demand, the production of new plant 

. almost entirely ceases; and in the course ·of a depression 
capital construction is confined in the main to necessary 
replacements and to such installations of new equipment 
as will effect immediate reductions in operating costs. 
The percentage change in the output of capital goods 
is thus naturally very much greater than the percentage 
change in the output of consumers' goods. 

The fundamental significance of the demand emanat
ing from consumers in relation to all phases of business 
activity may be seen most clearly under conditions 
where standards of living are very low and the margin 
available for the purchase of other than primary neces
sities is meagre. In England, during the "hungry for
ties," it appears that whenever the prices of foodstuffs 
rose in consequence of a bad harvest, V'irtually all the 
income of the English laboring classes went for food, 
much of which was imported, w.ith the result that manu
facturing industry languished and unemployment be-
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came widespread. 'When food prices fell as a result·. 
of larger harvests, a demand again arose for manufac
tured goods, and employment became once more rela
tively plentiful.17 The economic life of China, as has 
often been observed, ebbs and flows with fluctuations 
in the food situation. In years of scarcity there is no in
come available for the support of any of the industries 
which minister to the comforts and conveniences of 
life.18 Under such conditions the formation of new 
capital would naturally be in suspense, even though 
funds were available for its co~struction. 

The conclusion that economic recovery usually begins 
with changes affecting the consumption side is based, it 
must be borne in mind, upon the history of a period in 
which there was practically complete reliance upon the 
system of individual initiative. It remains possible that, 
through collective action-either under private aus
pices or through the instrumentality of government
recovery might be generated by developments in con
nection with the capital goods industries. The problem 
of recovery is to get a forward movement of substantial 
proportions started somewhere. If a large-scale expan
sion movement, through some form of concerted action, 
were begun in connection with the purchase of railway 
equipment or the rehabilitation of industrial establish
ments, employment would obviously be increased, con
sumptive demand would expand, and the consumption 
goods industries would themselves be stimulated. Sim
ilarly, a great housing development or an extensive pro
gram of public works might possibly initiate a recovery 
movement. 

It is thus in no sense necessary to assume that recov-

uSee Brougham Villiers, Britain after the Peace, p. 116. 
18 See, for example, Alice Tisdale Hobart, Oil for the Lamps of China. 
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ery must come solely from one side or the other. Indeed, 
it would seem from the analysis which we have been 
makingin this and the preceding chapter that the best 
hope of success in stimulating a strong recovery move
ment through concerted action would be to operate 
on both the consumption side and the capital side simul
taneously, for each might be expected to reinforce the 

' other. 



CHAPTER VI 

COMMERCIAL BANKS AND THE SUPPLY 

OF FUNDS 

In order to set the stage for the analysis in this and 
following chapters, it is necessary briefly to summarize 
our findings up to this point. We raised at the begin
ning a basic problem of economic organization, asking 
whether the apparent necessity of reducing the flow 
of funds through consumption channels in order to pro
vide funds for capital formation did not result in an 
economic dilemma. At the end of Chapter III we ar
rived at the conclusion that if capital formation is to 
take place on an extensive scale, there must be a simul
taneous expansion in the flow of funds through con
sumption and investment channels. In Chapter IV a 
second conclusion was reached, namely, that expansion 
and contraction in the output of capital goods and con
sumption goods, in fact, occur not alternately but 
concurrently. In Chapter V we found that fluctuations 
in business activity in the United States have usually 
manifested themselves first in changes in the output of 
consumption goods rather than of capital goods. 

The analysis of consumption in relation to capital 
formation which we have made in the last two chapters 
has run in terms of the actual production of goods and 
services. We must now return to a consideration of 
the flow of funds by means of which economic enter
prise is carried out. It is evident that if the creation 
of new capital, as we have indicated, occurred chiefly 
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when consumption was also expanding, there must 
somehow have been a simultaneous increase in the flow 
of funds through consumption and investment channels. 
How has this been made possible? · 

In Chapter II we presented a general picture of the 
financial institutions which are involved in the transfer 
of funds saved by individuals to business enterprisers 
interested in expanding productive plant and equip
ment. Among these institutions the commercial bank 
was mentioned as playing some part in the accumulation 
of savings deposits which were rendered available for 
long-term investment. Besides acting as an. intermedi
ary institution in the transfer of funds from savers to 
capitalistic enterprisers, the commercial banks, taken 
as a system, create or manufacture great quantities of 
funds which are rendered available, like any other 
money, for the manifold requirements of business enter
prise. As we shall hope to show, these institutions have 
played a role of fundamental significance in connection 
with the formation of productive capital. It is the 
commercial banking system, in fact, which has enabled 
a pecuniarily organized society to escape, in consider
able measure, from the dilemma which has been out
lined in Chapter III. 

We are here interested not in the role which com
mercial banks play in transferring funds but in their 
capacity to create credit instruments which are ordi
narily the equivalent of money. In this respect they are 
a generating force, a sort of economic pulmotor. 

In analyzing the significance of commercial banks in 
connection with capital formation it will be expedient 
to break the discussion into three parts. The present 
chapter will be devoted to an exP.lanation of the process 
by which the commercial banking system manufactures 
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credit in general; Chapter VII will show the purposes 
for which bank credit is extended; and Chapter VIII 
will indicate the way in which the commercial banking 
system has facilitated the production of new capital 
goods. 

HOW THE COMMERCIAL BANKING SYSTEM 
MANUFACTURES CREDIT 

It is the operation of the commercial banking sys
tem, taken as a whole, that results in the creation of 
credit currency and thereby adds to the total volume 
of circulating media. In order to make the process of 
credit creation clear, however, it will be necessary first 
to analyze the operations of an individual commer
cial bank. For this purpose we shall assume a self
contained community, that is, one having no financial 
relations outside its own borders and having as yet 
no commercial banking institutions. Such an assump
tion is not unrealistic, for it was under such conditions 
that the actual development of banking began. We 
shall then broaden the analysis, in successive steps, 
to include the several banks which may exist within a 
given community, and, finally, all of the banks within 
a nation as a whole. 

Let us assume, then, that a group of individuals 
_within an isolated community decides to form a com
mercial bank with a capital of a million dollars. Ten 
thousand shares of stock are issued at $roo per share. 
This stock is set down as a liability of the bank, inas
much as it represents the obligation of the banking 
corporation to the shareholders. After an outlay of 
$I oo,ooo for a bank building and the necessary furni
ture and fixtures, the preliminary financial statement of 
such a bank would stand as follows: 
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.Assets Liabilities 

Cash ............ $9oo,ooo Capital stock .... $I,ooo,ooo 
Banking house and 

equipment . . . . . Ioo,ooo 

Two types of operations may be expected to begin 
almost immediately. First, certain individuals-stock
holders, and others-will deposit with the bank cash 
which has hitherto been held in their own strong boxes. 
If, in the course of a few months, deposits in the amount 
of $roo,ooo are made and there are no withdrawals, 
the balance sheet will show, in addition to the foregoing 
items, new assets in the form of cash of $Ioo,ooo, and. 
new liabilities in the form of deposits (owing to deposi
tors) of $roo,ooo. Such deposits would be identical in 
character with those which individuals would make at 
a savings bank. 

It is the second type of operation, however, which 
constitutes the essential characteristic of the commer
cial bank. The bank, when it opens its doors, states not 
only that it solicits deposits of cash but that it is in a 
position to make loans to merchants, manufacturers, 
and others. These loans, as we shall see, result in new 
deposits against which checks may be drawn in the 
same way as they are drawn against deposits of actual 
cash. 

Let us assume that business men, in response to this 
invitation, come to the bank for loans with which to 
conduct their business operations. Mr. A is given a 
loan of $roo,ooo for four months, the interest at 6 
per cent being deducted in advance. He has the option 
of withdrawing $98,ooo in actual cash from the bank 
or of having it credited as a deposit account· against 
which he may draw checks. Since drawing checks is a 
safer and more convenient mearis of making payments, 
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A elects to take a deposit account covering the entire 
$98,ooo. Inasmuch as we wish to focus attention upon 
this particular transaction, we shall omit from the bal
ance sheet the $IOo,ooo of new deposits which we 
assumed had been made in the form of cash. The 
balance sheet would then stand as follows: 

Assets 

Loans and discounts $10o,ooo 
Banking house and 

equipment :· ... . 
Cash .......... . 

100,000 

900,000 

$I,IOO,OOO 

Liabilities 

Capital stock ..... $I,ooo,ooo 
Deposits • . . . . . . . 98,ooo 
Undivided profits. 2,000 

$r,roo,ooo 

Suppose now that Mr. A writes a check for $98,ooo 
in favor of Mr. B. Suppose also that B desires to be a 
customer of this bank, and upon receipt of the check 
presents it at the bank and asks that an account be 
opened in his name and that the $98,ooo check be 
deposited to this account. It is evident that the result 
of this operation, so far as deposits are concerned, is 
merely to deduct $98,ooo from A's account and add 
$9 8,ooo to B' s account. The total deposits owed by the 
bank remain unchanged. While B' s deposit account 
comes over the counter in the form of a check presented 
to the bank, it is obvious that it is still indirectly the 
result of the loan that was made to A. 

Since it is more convenient for B to meet his obliga
tions by means of checks rather than in the form of 
actual cash, we may assume that he will write checks to 
those to whom he is indebted. Let us assume that he 
writes four checks of $24,500 each; and that Messrs. 
C, D, E, and F, desiring to do business with this bank, 
in turn present these checks for deposit. The net result 
still is to leave the total of deposits unchanged; though 
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instead of being credited to A orB the deposits are now 
credited to the accounts of other individuals. In their 
turn C, D, E, and F may write checks against their 
deposit accounts for vary.ing amounts and to the order 
of sundry persons. If all the people receiving such 
checks in turn present them to this bank for deposit 
to their respective· accounts, it is obvious that, while 
there would be an ever shifting personnel among de
positors, the total deposits would remain at $98,ooo. 

In fact, however, some individuals would wish to 
withdraw a portion of their deposit accounts in the 
form of actual cash, because some of their needs could 
be more conveniently met with actual cash than by 
means of checks. Hence, it is essential that the bank 
be prepared to meet such demands for cash as may 
arise. The primary problem is to determine what per
centage of outstanding deposits at any one time is likely 
to be called for in the form of actual cash. 

Let us assume that experience shows that not more 
than 2 5 per cent is ever demanded in cash. Under these 
circumstances it would be possible for the bank to make 
loans and create new deposit accounts not only up to 
the full amount of the capital of one million dollars, 
but much beyond that amount. In fact, under the condi
tions assumed, the bank could gradually expand its 
loans to the extent of $J,SJO,ooo. The balance sheet 
would then read: 

Assets 

Loans and dis- · 
counts ........ $3,600,000 

Banking house and 
equipment . . . . . IOO,ooo 

Cash . . . . . . . . . . . 900,000 

$4,600,000 

Liabilities 

Capital stock ..... $I,ooo,ooo 
Deposits . . . . . . . . 3.530,000 
Undivided profits . 70,000 

$4,600,000 
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It is apparent that, to the extent that checks are pre
sented for cash, the cash reserve of $900,000 will be 
drawn down. Brit this reserve of cash will also be 
periodically replenished by the repayment of loans fall
ing due-or by the actual deposits of cash made by new 
customers. There will be a more or less continuous out
flow of cash from the bank and also a more or less con
tinuous inflow. The primary task of the managers of 
such a bank is to schedule the maturities of the loans 
in such a way as to bring a steady backflow of funds to 
the bank. In this connection, allowance will, of course, 
have to be made for known seasonal variations in the 
demand for cash. 

Let us now complicate the problem by assuming that 
there are two banks in this community. ·when bank No. 
I makes a loan of $Ioo,ooo to A, who writes a check in 
favor of B, the latter now deposits the check not in the 
same bank but in bank No. 2. This second bank will 
present the check to the first bank for payment. Now in 
the event that the first bank had not, on the same day, 
received for deposit checks which had been drawn 
against bank No. 2, it would be necessary for this bank 
to turn over $1 oo,ooo in cash to the second bank. But 
under the conditions which would gradually develop 
in any community, both banks would be making loans 
simultaneously, and each would be receiving checks 
drawn against the other bank. Accordingly, there are 
always substantial offsets; and it is only the balance 
owed by one bank to the other which has to be settled 
in actual cash. 

The situation may be complicated still further by 
assuming that eventually a considerable number of 
banks are organized in this community and that each 
is daily making loans and creating deposit accounts 
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against which checks are drawn and deposited in one 
bank or another. This approaches the actual situation 
that exists 'in large financial· centers. Under these cir
cumstances each individual bank finds that claims are 
presented against it by all the other banks and that it, 
in turn, has counter-claims against all the other banks 
in the community. By means of a clearing-house asso
ciation a single .balance may be struck for each bank 
with all the other banks-which balance, only, need 
be paid in cash. 

, The situation may now be complicated yet another 
degree by articulating the activities of this community, 
which we have thus far assumed to be self-contained, 
with the business and financial activities of other com
munities in which commercial banks have also been de
veloped. Some of the checks drawn against deposit ac~ 
counts in the community in question will be sent ·to 
individuals in other communities and these checks will 
be deposited in banks outside the community in which 
they originate. Will it not now be necessary, when these 
checks are presented for payment, for the second com
munity to draw funds away from the first? The answer 
once more is that cash will move only to settle net bal
ances which cannot be offset by counter-claims. 

There tends to develop a network of interrelations 
between the banks of different communiti~s and, as a 
result, cash moves only as a last resort-to settle bal
ances that cannot be otherwise offset. Since the estab
lishment of the Federal Reserve system the movement 
of cash between ~ommunities has been almost entirely 
eliminated, the obligations ·being adjusted by debits or 
credits against balances, held by the member banks with 
Federal Reserve banks. 

It should also be pointed out at this place that the 



BANKS AND CREDIT CREATION 83 

commercial banking and credit system which we are 
describing operates more or less on a world plane. 
Checks-or rather, in this instance, bills of exchange
drawn against American banks are deposited in the 
banks of other countries; and in turn bills of exchange 
on the banks of other countries are presented for pay
ment at banks in this country. Thanks to the mechanism 
of the foreign exchange market these counter-claims are 
in the main offset, not only as between the United States 
and a single country such as Great Britain, but between 
the United States and all other countries; and also, for 
that matter, between Great Britain or any other country 
and the rest of the world as a whole. That is to say, 
each country settles its financial operations with the 
outside world in the main without any substantial move
ments of cash. 

In all the foregoing discussion we have been refer
ring to a normal situation in which the commercial 
banking credit system and the exchanges are function
ing smoothly. At times a particular bank may be sub
jected to a very heavy pressure for funds; and, if its 
cash is insufficient to meet the demands and if it cannot 
sell some of its assets or borrow from other banks, it 
will have to close its doors. Similarly, the banks of a 
whole community or of the whole nation may, as a 
result of a loss of confidence on the part of depositors, 
be subjected to demands for funds beyond their capacity 
to meet. In case of a panic of this kind all the banks 
naturally have to suspend payments in specie, and the 
commercial credit structure and the international ex
change system break down. We are not, however, con
cerned at this place with the causes of panics, or with 
the control devices which might possibly be established 
for the prevention of credit debacles. 
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t/ In summary, the evolution of the commercial banking 
system has served to create a vast quantity of circulat
ing media equivalent, under ordinary circumstances, to 
money. This credit currency was gradually created 
through the process of making loans, which gave rise 
to deposits in the banking system as a whole. In the 
absence of this phenomenon, deposits would have been 
limited to the metallic and government paper money 
actually placed with the banks; and such deposits would 
have been but a fraction of those arising out of our 
credit mechanism. Some idea of the extent to which this 
credit system has expanded the supply of funds available 
for business uses is indicated in the following section. 

EVOLUTION OF THE CREDIT STRUCTURE 
IN THE UNITED STATES 

While commercial banking in the United States had 
its beginnings in colonial times, it was not until after the 
Civil War that the credit structure of which we have 
been speaking may be said to have developed on any
thing like a national plane. Prior to that time banking 
was conducted, in the main, on a local scale with opera
tions confined· to a single community or state.l The 
regulations pertaining to banking operations were also 
widely divergent and in many cases non-existent. In 
view of the chaotic situation that prevailed for most 
of the period and the almost complete disruption of 
our banking machinery following the great crisis of 
1837, it is impossible to show any consistent evolution 
of the commercial credit structure before the Civil War 
period. 

1 The outstanding exception was the Suffolk banking system which 
flourished· in the early part of the eighteenth century, the operations 
of which extended pretty much throughout New England. 
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During the Civil War the national banking system 
was established, and in the ensuing decades there was 
also a great increase in the number of banks organized 
under state laws. 'While the number of the latter has 
been greatly in excess of the former-there were 19,603 
state commercial banking institutions in 1920, for ex
ample, as compared with 8,030 national banks 2-the 
latter are typically much larger in size. Though organ
ized under different laws and subject to varying methods 
of regulation, both national and state banks have never
theless been to a considerable extent integrated in a 
common credit system. For example, national and state 
banks alike have been members of clearing-house asso
ciations through which checks against each other are 
exchanged; and state banks in outlying parts of the 
country have maintained correspondent relations with 
national banks in the larger centers. In consequence of 
these connections-however inadequately maintained
both state and national banking institutions have been 
in a way united in the process of erecting the general 
credit structure which we have been considering. 

In illustrating the extent to which the commercial 
banks have created credit currency we shall, however, 
here consider only national bank data. The omission 
of state banks is dictated by two considerations: First, 
comparable data are not available for the entire period; 
and second, the state institutions include many savings 
banks as well as commercial banks. We will thus have 
a clearer picture, though less inclusive, if we confine our 
analysis to the national banking system.'1 In any event, 

2 There were also 799 private banks and 1,707 savings banks. 
• The data for the national banks necessarily include time deposits as 

well as demand accounts, for it is impossible to separate the two types 
of deposits for the period as a whole. Their inclusion may perhaps 
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we are concerned here with the general process of credit 
currency creation rather than with precise measurement 
of its amount. 

The growth of the credit structure relative to cash 
reserves from 1864 to 1933 is shown in the accompany
ing chart. We have included under "Credit Currency" 
national bank·notes as well as deposits-this because 
national bank notes, like deposits, arise ·out of loan 
transactions.4 In order to indicate the interrelations of 
loans and investments on the asset side and deposits 
and notes on the liability side, we are also superimpos
ing on the chart the growth of loans and investments. 
These items indicate the volu~e of credit that was being 
extended by the national banks in one form or another 
for business requirements in each successive year. 

Attention should first be directed to the striking 
parallelism in the growth of loans and investments on 
the one hand and deposits and note circulation on the 
other. Sometimes loans and investments exceed deposits 
and not~s, and sometimes the opposite is true; but 
always the lines cling closely together. Note next the 
widening gap between the line for. cash reserves and 

be regarded as offsetting in substantial measure the omission of the 
demand deposits of state banking institutions. 

Since 1914, when the Federal Reserve banking system began to 
operate, we have included in the cash reserves of national banks their 
lawful reserve with the Federal Reserve banks, plus cash on hand. 
The reserves of the Federal Reserve banks themselves were, most of 
the time, capable of supporting a much larger volume of credit than 
was in fact outstanding. 

• Under the national banking law, however, the bank notes, unlike 
deposits, had to be backed by a special reserve of 5 per cent in cash 
and I 00 per cent in government bonds. The amount of notes out· 
standing, since the early days, has always been negligible as compared 
with deposits. For instance, in 1915 the national hank notes amounted 
to 723 million dollars, as compared ;with 8,8:11 millions of deposit 
accounts. 
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that for deposits and note circulation. At the beginning 
of the period the ratio was about one to four; in the 
eighties it ran about one to six or seven; from I 900 to 
1914 it was about one to eight or nine; after 1920 it 
ranged around one to twelve or thirteen. Were state 
banks included the spread would appear even greater. 

GROWTH OF THE CREDIT STRUCTURE OF NATIONAL 

BANKS, 1864-1933. 
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• For data, see Appendix D, Table II, pp. 194·95· 

This gradual widening of the spread between cash re
serves and deposits and notes in circulation requires 
special explanation. For the period prior to 1914 it was 
not attributable to any reduction in reserve require
ments. That is to say, we did not keep modifying our 
laws so as to permit demand obligations to be backed 
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with progressively smaller reserves of cash. The decreas
ing ratio was rather the result of a more complete 
developmen't of the credit system on a national scale. 

In the earlier years it was necessary for each bank 
to. hold much larger reserves in its own vaults ·than was 
the case after the system became more highly inte
grated. In due course the organization of clearing 
houses, where counter-claims could be balanced off, 
served to lessen the payments that had to be made in 
cash, and thus enabled each bank to get on with smaller 
reserves than before. Similarly, the development of cor
respondence relations between the banks of the financial 
centers and outlying institutions made it possible, ordi
narily, for the banks of the smaller cities to borrow 
funds, in case of need, from the larger banks. The de
velopment of security exchanges where stock collateral 
and bond investments could be quickly converted into 
cash also served gradually to lessen the amount of cash 
that each bank had to hold in its own vaults. 

The system of re-depositing reserves, whereby the 
same money counted as reserves in _two places at once, 
was also gradually developed during this period. The 
law provided for varying reserve requirements for the 
banks in the largest cities, in cities of intermediate size, 
and in the smaller cities and towns. These banks were· 
classified respectively as central reserve city banks, 
reserve city banks, and country banks. The reserve 
requirements were 25 per cent, 25 per cent, and 15 per 
cent respectively; but the reserve city banks were per
mitted to keep haif of their reserves on deposit in cen
tral reserve banks, while the country banks might keep 
three-fifths of theirs on deposit in reserve city or central 
reserve city banks. Hence they needed to keep only 
12.5 per cent and 6 per cent respectively in their own 
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vaults. These reserves, which were deposited with the 
central reserve and reserve city banks, also counted as a 
part of their own legal reserves. With the growth of 
extensive correspondent relations this practice gradu
ally became virtually universal. Thus, though the re
serve requirements were 25 per cent in the larger cities 
and I 5 per cent in the smaller towns, the net reserves, 
with duplications eliminated, came to be very much 
smaller than these ratios would indicate.5 

r 

After the organization of the Federal Reserve sys
tem in 1914, a further expansion of the credit structure 
became possible. By virtue of a concentration of re
serves in Federal Reserve banks to which each member 
bank would have access in time of need, it became 
possible to reduce the amount of reserves which each 
class of member banks should hold. They were legally 
reduced to 13 per cent for the banks of the central re
serve cities, ro per cent for those of the reserve cities, 
and only 7 per cent for the country banks. The Federal 
Reserve banks were, however, required to maintain a 
reserve in gold of 40 per cent against Federal Reserve 
notes outstanding and 35 per cent against deposits. It 
should be noted here that the full possibilities of credit 
expansion under the Federal Reserve system have been 
reached only once, namely, in the spring of 1920. In 
recent years there have been large unused credit 
potentialities. 

The gradual development of a closely interrelated 
national banking system thus made it possible for a 
given volume of cash reserves in the system as a whole 
to support an ever larger superstructure of credit. 

• The system of re-depositing reserves worked satisfactorily enough 
in ordinary times; but in times of crisis the demands of outlying banks 
for a return of their reserves produced serious difficulties for the 
metropolitan banks. 
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While this· credit structure broke down periodically it 
cannot be ~aid that it collapsed more frequently in 
the later than in the earlier years of the period. In any 
event it gave us progressively larger supplies of liquid 
funds with which to meet the requirements of business. 

We have been interested in· this chapter merely in 
making clear the process by which the commercial bank
ing system creates credit currency and thus adds to the 
supply of circulating media. The significance of this 
phenomenon for the purposes of our general analysis 
remains to be considered. 



CHAPTER VII 

THE PURPOSES FOR \VHICH COMMERCIAL 
BANKS EXTEND CREDIT 

In the preceding chapter our attention was focussed 
upon the role which the commercial banking system 
plays in creating circulating media which serve the 
purpose of money. \Vhile there incidental reference was 
made to the making of bank loans and investments as a 
part of the process of creating deposit currency, no at- • 
tention was there given to the various purposes for 
which credit is extended or to the relationship of the 
commercial banks to the financial and economic system 
as a whole. This will be the purpose of the present 
chapter. 

THE ORIGINAL CHARACTER OF THE 
"COMMERCIAL" BANK 

In their earliest development, particularly in Great 
Britain, commercial banks were associated with the 
financing of commercial as distinguished from indus
trial activities; hence the term "commercial" bank. 
Loans were made chiefly to middlemen concerned with 
the distribution of commodities from producers to con
sumers. It should be borne in mind in this connection 
that large-scale business enterprise, requiring the use 
of great amounts of money, developed much earlier 
in the field of commerce than of production. Such com
mercial enterprise was mainly of a seasonal character, 
requiring a large amount of currency at certain periods 
of the year and relatively little at other times. Accord
ingly, it was economical for the business enterpriser 

91 
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to borrow the funds needed to meet peak seasonal 
requirements. The commercial bank thus came to bet/ 
regarded as an institution which was primarily con
cerned with the furnishing of seasonal funds, and it 
was assumed that each borrower would be entirely out 
of debt to the b-ank for a considerable part of each 
year. If the seasonal peaks of the various borrowers 
occurred at different times the bank would, however, 
be able to ke'ep the bulk of "its funds out more or less 
continuoqsly, lending now to A and again to B. 

With the development of large-scale corporate en- J 
terprise in the field of production as well as of distribu
tion, and with the growth of security markets and a 

· complex economic and financial system in general, the 
range of credit operations engaged in by the commer
cial banks has been enormously enlarged. These banks 
not only make loans for the marketing of consumption 
goods, but also help finance the productive process both 
in agriculture and in industry; and, what is more sig
nificant. for purposes of our present inquiry, they en
gage also in the purchase of securities, both corporate 
and government, and in the financing of new capital 
enterprise. 

We cannot here enter into a detailed discussion of 
the numerous types of commercial bank credit exten
sions, for this would carry us afield from our main pu;. 
pose. It is necessary, however, to show the general 
extent to which commercial banks grant credit for long
term investment or fixed capital operations, as well as 
for short-term commercial or working capital purposes. 

INVESTMENT OPERATIONS OF COMMERCIAL BANKS 

The fixed capital of a business enterprise is that 
which is embodied in plant and equipment or other 
permanent structures. The wor~ing capital represents 
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that used for operating purposes and consists of mate
rials and supplies used in the producing process, as well 
as funds with which to meet payroll and miscellaneous 
requirements. The traditional theory has been. that a 
corporation should obtain the funds required for fixed 
capital purposes through the sale of stock. Then bonds 
may be issued, on the security of the plant and equip
ment, for the purpose of raising the permanent work
ing capital. The extra working capital that might be 
required to meet seasonal peaks could thereafter prop
erly be obtained from the commercial banks. In prac
tice, however, we find that many business corporations · 
have not infrequently secured some of their permanent If 
working capital, and even fixed capital, from the com- 1 

mercia! banks.1 

The character and range of commercial bank loans 
and investments can be made clear only by the presen
tation of actual data drawn from bank balance sheets. 
In the table on page 94 are given the classified loans 
and investments for the national banking system as a 
whole for the year I 9 29, this year being chosen because 
it antedates the period of heavy purchases of govern
ment securities which began with the depression. 

The investments in this year constituted a little over 
30 per cent of all credit extensions. The investments 
proper do not, however, adequately measure the extent 
to which bank credit has been used for fixed capital 
purposes. The loans on real estate and a large part of 
the loans made on securities as collateral are also 
devoted to the financing of capital operations; and it 
is even true that many loans which are short term or 

1 For evidence and discussion with reference to the furnishing of 
permanent working capital by the banks, see the author's "Commercial 
Banking and Capital Formation," Journal of Political Economy, June -'1 
1918, pp. 7I4·2J, 
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LoANS AND INvEsTMENTS OF NATIONAL BANKS IN 1929 • 
(In thousands of dollars) 

I. L-oans 

Real estate loans, mortgages, etc. 
On farm land ........................ , 
On other real estate ................... . 

Loans on securities ...........•. , ..... , .... , 
All other loans • .•......................... 

Total 

II. Investments 

United States government securities .......... . 
State, county, and municipal bonds ........... . 
Railroad and other public service corporation bonds 
Foreign government bonds and other foreign 

securities ... ·· ........ ,· ...........•...... 
Other bonds, notes, warrants, etc .•........•... 

Total ........................... . 
• 

308,785 
1,104,220 
5,113,792 
7·909.324 

2,803,86o 
757·207 

x,286,6rs 

494.076 
1,!21,306 

"Report of the Comptroller of the Currency, 1929, call date, June 
29. This table does not include two small items, "loans to banks," and 
"stock investments in Federal Reserve banks and other corporations." 

• Includes commercial paper bought in the open market and "bills, 
acceptances, etc. payable," amounting to $,326,o01,000. 

commercial in form are renewed more or less indefi-1, 
nitely, with the borrower using the funds in connection i' 
with fixed capital enterprises. 2 This has been particu~' 
larly the case with loans to farmers. 3 Accordingly it is 
not possible to show with precision what percentage of 

• See Charles 0. Hardy and Jacob Viner, Report on the A<(lailability 
of Bank Credit in the Se<(lenth Federal Reser<ue Distrid, submitted to 
th-e Secretary of the Treasury, 1935. 

8 Prior to the organization of the Federal Reserve system it was not 
lawful for national banks to make loans on real estate security; but 
loans on the short-time promissory notes of farmers were almos_t regu
larly renewed at maturity, and such funds were used to finance fixed 
capital operations on the farm quite as much as were those procured 
through the sale of mortgages. There are many such loans even today. 
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total loans and investments goes to finance fixed capital 
operations. However, if it may be assumed that all 
the loans on real estate and two-thirds of the loans on 
securities are related to fixed capital operations, but 
that all the unsecured short-term loans are commercial 
in character, it would appear that over so per cent of 
all loans and investments made by national banks are 
utilized for fixed capital purposes. If state banks and 
trust companies be included the percentage is mate
rially increased! 

Investment operations by commercial banks are in 
no sense a recent development. In the period before the 
Civil War, state banking institutions commonly made 
loans for fixed capital purposes, particularly in connec
tion with real estate and transportation enterprises. It 
may be recalled that the great financial collapse of the 
late 183o's has been commonly ascribed to the invest
ment and speculative activities of the so-called wildcatf · 
banks. These state banking institutions also invested 
to some extent in government and corporate securi
ties-though their holdings of corporation bonds were 
necessarily small because of the restricted range of cor
porate activities at that stage of our economic evolution. 

From the very beginning the national banks have had 
substantial investments in United States government 
and other securities. At the same time many loans which 
were short-term in form were investment in character. 
It is not possible to present continuous data for the 
whole period because of numerous changes in classifica-

'The author once made a careful analysis of bank loans and invest
ments for the year 1916 and reached the conclusion that in that year 
55 per cent of all advances made by national banks went to promote 
fixed capital operations, while the percentage was 62.1 in the case 
of state banks and 68.2 in the case of trust companies. Journal of 
Political Economy, June 1918, pp. 643-58. 
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. tion .. However, in I 87 5 investments in government 
bonds amounted to 402 million dollars and in other 
bonds to 32 millions. These figures may be compared 
with aggregate loans of 973 millions. By I 890 United 
States bond holdings were down to I 71 millions, but 
other bonds aggregated u6 millions. 5 It should be 
borne in mind that the United States government bonds 
were mainly held as security for bank note issues, and 
that the volume both of note issues and United States 
bonds outstanding was declining during the generation 
following the Civil War. 

For the period since I 892 it is possible to present 
continuous data with loans classified under two head
ings: "Unsecured Loans" and "Loans on Securities"; 
and with investments classified as "United States Securi
ties" and "Other Securities." After I 9 I 5 the reports of 
the Comptroller of the Currency show a more detailed 
breakdown under both loans and investments; but for 
our present purposes we shall confine ourselves to the 
general categories already mentioned. The expansion 
of these loans and investments from 1892 to 1933 is 
shown in the accompanying diagram; 

Attention may be directed first, very briefly, to the 
holdings of United States securities. There was a slow 

. but steady growth throughout the period until the estab: 
lishment of the Federal Reserve system in 1914. This 
expansion was largely attributable to ·an increase in the 
number of banks and their purchase of bonds as security 
for note issues. In 1914, for example, of the 795 mil
lions outstanding, 7I3 millions were held as security. 
The rapid increase beginning in I9I7 was related to 
war finance, and the new expansion since I930 to the 
financial exigencies created by the depression. 

• Report of the Comptroller of the Currency, 1915. 
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GRO""TH OF LoANS AND INVESTMENTS OF NATIONAL 

BANKS, 1892-1933. 

10~--l-----1---+----+---l---A----+--+--~ 

• For data, see Appendix D, Table III, p. 196. 

The unsecured loans increased gradually until 1914 
and then very rapidly during the war and early post-war 
periods. From 1923 to 1929, however, there was a re
markable uniformity in the total amount outstanding
this in spite of the great expansion of business which 
occurred. This phenomenon is due to the fact that many 
business corporations issued stock during this period 
and used the proceeds to reduce their bank loans. The 
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decline after 1929 is of ·course the result of the 
depression. 

Both loans on securities and direct investments in se
curities increased during the period taken as a whole- -
gradually before the war and.rapidly in the post-war 
era. Between June 30, 1922 and June 30, 1929 the total 
volume of loans on securities more than doubled, in
creasing from 3,279 million dollars to 6,678 millions. 
Investments in other than United States government 
securities increased during the same period from 2,278 
millions to 3,853 millions. 

In the chart on page 97 we have included loans on 
real estate under the general heading "Loans on 
Securities.".The volume of such loans in the national 
banks was small until after 1921, aggregating in that 
year only 280 million dollars. In addition to making 
loans on real estate securities the banks made direct 
purchases of real estate bortds issued by real estate 
companies. Such investments were, of course, confined 
principally to urban real estate securities. Between 1922 
and 1929 real estate loans increased steadily to a total 
of 1,413 million dollars. 

The foregoing data, as indicated, relate only to the 
national banks. ·State banking institutions to an even 
greater degree have been furnishing funds for fixed 
capital operations. Since the state banks are not so dis
tinctly commercial in character and have a larger pro
portion of savings and time deposits than do national 
banks, we shall not bring the.loans and investments of 
such institutions into our present analysis. We are in 
any event not primarily interested in showing on any 
precise quantitative basis the amount of commercial 
bank credit extensions for fixed capital purposes. It 
is sufficient for our present purpose .merely to show 
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that such credit extensions have been very substantial 
in amount, that the practice has existed from the very 
beginning of our banking system, and that it has become 
more pronounced since the development of large-scale 
corporate enterprise. 

The reader should bear in mind that the purpose 
of this chapter has been merely to present the facts 
as to the participation of commercial banks in fixed 
capital operations. We are not here interested in deter
mining whether loans on real estate, loans on stock ex-\ 
change securities, and investments in bonds constitute I 
unsound banking practice which endangers the liquid- 1 
ity of our banking system. This question is another 
story, and could not be considered here without divert
ing attention from our main objective. 

To guard against possible misunderstanding at this 
juncture it should also be emphasized that we are not 
implying that loans and investments of commercial 
banks for fixed capital purposes represent real capital 
equipment. That is to say, the mere fact that in 1929 
the security investments of national banks amounted to 
more than 6 billion dollars does not indicate that 6 
billions of real capital goods had been actually created 
merely through credit expansion-that we had ob
tained something for nothing, or that real capital can be 
created without human effort. The significance of com-, 
mercial credit expansion in connection with the process ' 
by which a portion of the energy of society is allocated 
to the production of capital goods remains to be con- . 
sidered in the following chapter. 



CHAPTER VIII 

COMMERCIAL BANKS AND CAPITAL 
FORMATION 

Having revealed the process by which the commercial 
banking system manufactures credit, and having shown 
the character of commercial bank loans and invest
ments, we are now in a position to come to the heart of 
our analysis. We shall endeavor to show in the present 
chapter the way in which the commercial banking 
system has enabled us to escape-in part-from the 
dilemma outlined in Chapter III. 

It will be recalled that, at the end of that chapter, 
we reached the conclusion that if the ,economic system 
is to function effectively there must be an expansion in 
the flow of funds through both consumption and savings 
channels-this because the production of new capital 
goods is dependent upon an expanding demand for con
sumption goods. It will be useful at this point for the 
reader to turn again to page 3 1, where the nature of 
the problem with which we are concerned is shown 
graphically. It was there indicated that if the flow of 
funds through consumptive channels increased, the 
amount of unutilized plant and equipment ~ould de
cline and the demand for new capital construction would 
accordingly expand. But the question was raised-How 
could new capital construction be financed if the flow 
of savings through investment channels were declin
ing? The answer, as we shall see, is to be found in the 
operations of the commercial banking system. 

IOO , 
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THE CENTRAL POSITION OF COMMERCIAL BANKS 

\Ve have already indicated, in a general way, the 
varied types of credit transactions in which commercial 
banks under modern conditions engage. \Ve have not,/ 
however, as yet revealed the ramifying character of 
commercial credit operations or the central position 
occupied by the commercial banking system in the gen· 
eral financial and economic organization. The signifi
cant position of the commercial banks is indicated in a 
general way in the diagram on page 103. 

\Ve have again shown at the left of the diagram the 
reservoir of national monetary income and have indi
cated its disbursement by way of trade channels and 
investment banking institutions respectively. \Ve have 
omitted the flow through government treasuries; for 
this will be considered in the following chapter. In this 
diagram are shown both private commercial banks 
and Federal Reserve banks, which constitute the final 
reservoir of credit. A line is also drawn from commer· 
cial banks to investment institutions, indicating that 
loans are made to such institutions. (The purposes for 
which such loans are made will be considered later.) 
Another line connects the commercial banks with the 
security exchanges, denoting the making of collateral 
loans to stock exchange speculators. (The relation of 
such loans to the problem under consideration will also 
be discussed presently.) 

It will be observed that lines connect the area at 
the lower left-hand corner, entitled, "Net Loans and 
Credits to Foreigners," with distributing agencies 
for goods and services and also with commercial 
banks. This indicates that distributing agencies-and 
for that matter manufacturing establishments as well-
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sell goods abroad on a ~ime or credit basis; and ·also 
that the cqmmercial banks often finance on short-term 
credits the sale of goods to foreigners. There are times, 
however, in which the net flow of credit is to this country 
rather than in the reverse direction. · 

It will be observed finally that, as in preceding dia
grams, dotted lines have been drawn, indicating that 
funds disbursed in conducting the various types of busi
ness operations in the form of wages, interest, divi
dends, etc., flow onward as streams of income which, 
as they pass through the hands of individuals, will in 
due cou~se again be allocated in part for consumption 
and in part for investment purposes. 

THE PROCESS OF SIMULTANEOUS EXPANSION 

'-.J We have now reached a stage in our analysis where 
we can show how it is possible to have an expanding 
flow of funds through consumption channels and at the 
same time an expanding supply of liquid funds available 
for the construction of new capital goods. We must 
consider first the situation that exists in the early stages 
of a period of recovery from depression, when-for 
whatever reasons-business in general has begun to 
expand. The flow of money income from consumers 
through distribution channels to productive enterprises 
is increasing, and,. in consequence, the backflow of 
goods from productive enterprises through distribution 
channels to consumers is also expanding. This expansion 
process gradually reduees the amount of unutilized 
plant and equipment and creates a situation, as we in
dicated in the diagram on page 31, which makes the 
construction of plant and equipment more likely to be 
profitable. The question is, If consumptive expendi-
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tures are increasing, how are funds obtainable for capi
tal formation? 

In order to make the problem of financing this capital 
expansion appear as difficult as possible, let us assume, 
for the moment, that the increasing flow of funds 
through consumption channels has been accompanied 
by a decreasing flow through savings channels. (We 
shall presently show, however, that this would not long 
continue.) Under these conditions would not the forma
tion of new capital be rendered impossible? The answer 
is that even though the flow of funds from individual 
savings for investment purposes may, for the moment, 
be inadequate, it is still possible to procure liquid funds 
with which to buy essential materials and employ the 
necessary labor. 

I 
Funds with which to finance new capital formation 

may be procured from the expansion of commercial 
bank loans and investments. In fact, new flotations of 
securities are not uncommonly financed-for consider-
able periods of time, pending their absorption by ulti
mate investors--'by means of an expansion of commer
cial bank credit. The process involved requires a few 
words of clarification. 

When securities are floated through regular invest
ment channels, the underwriting houses agree to fur
nish the borrowing corporation on a given date the 
funds required whether or not the securities have been 
marketed by that time. This furnishing of funds in 
advance is made possible by loans from the commercial 
banks, which are "collaterally secured" by the very 
stocks or bonds which are being marketed. This process ' 
involves a flow of funds (see the chart) from commer
cial banks by way of investment institutions to business \ 
men engaged in capital operations. When in due course · 
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these securities are sold by the underwriters, the com
mercial bank loans will be paid off out of the proceeds. 

\ But for a time, it will be seen, the new capital opera
'. tions of business corporations have been financed from 

1,an expansion of commercial bank credit. 
It should also be understood that new issues of se

curities, particularly those of a speculative character, 
may have to be carried for several years by professional 
speculators. Institutional and individual investors do 
not ordinarily purchase securities until they are "sea
soned," that is, until enough time has elapsed to demon
strate earning power. During the seasoning period such 
securities are held by speculators who, like the under
writers, borrow a large portion of the funds required 
for their operations from the commercial banks-com
monly using the securities which they purchase as col
lateral for their loans. There are periods when the vol
ume of "undigested securities," on deposit with invest-

. ment houses and speculators as collateral for bank loans, 
' runs into large totals-probably several billions of 
dollars. 

It should be borne in mind in this connection that new 
securities are not in the main issued through the stock 
exchange. The usual route is by way of investment insti
tutions, and it is not until after they have been sold by 
underwriters to speculators or to ultimate investors that 
securities are traded in on the exchanges. This is why 
we have designated the securities exchanges, on the 
chart, as a market place for "outstanding" issues. Some
times, however, the stock exchange is used in raising 
new capital through issuing to "old" stockholders sal
able "rights" to subscribe for additional stock. 

The commercial banks, as we have seen in the pre
ceding chapter, also make large direct investments in 
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the bonds of !failroad, public utilicy; industrial, and other 
corporations. In the case of very high-grade bond issues, 
such investrri.ents rriay be made at the time the bonds are 
floated; though perhaps in the majority of .cases the 
bond investments of commercial banks represent the 
purchases of securities already outstanding. This does 
not alter the situation, however, since the purchase of 
existing secudties by the banks releases funds of those 
from whom they are purchased and renders such funds 
available for the purchase of newly issued securities. 
In a period such as that between 1922 and 1929, as is 
evident from the preceding chapter, the national banks 
alone increased their holdings of securities to the extent 
of approximately 2 billion dollars. 

I It must also be pointed out that it is possible for con
! sumptive demand to be augmented-for a time-by 
I purchasing power derived from the commercial banks. 

In order to make possible an expansion of sales of con
sumption goods, merchants and manufacturers may sell 
to consumers on credit. The simplest form is what is 
known as ordinary open account store credit. Such 
credit has always been large in amount, particularly in 
agricultural communities where income is received sea
sonally instead of on a weekly or monthly basis. More 
recently the practice of selling many types of commod
ities on the installment plan has developed. In either 
case it is usually necessary for the merchant or manu
facturer to borrow, from commercial banks, funds with 
which to carry the goods until they are paid for. At 
certain times the flow of goods through consumption 
channels is materially expanded by this process; but 
subsequently the payment for goods previously bought 
is likely to involve a restriction in the volume of new 
purchases of consumption commodities. 
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To the question raised in the diagram on page JI
Where could funds be procured for capital purposes if / 
consumption were expanding and savings declining?- · 
the answer is, From commercial bank credit expan- : 
sion.1 Such expansion relieves the possibility of short·. 
age in the "money market" and enables business enter
prisers to assemble the labor and materials necessary 
·for the construction of additional plant and equipment. 

This is, however, by no means the end of the story. 
Attention must next be directed to the effects of the ex
pansion of commercial credit-for the production of 
both consumption and capital goods-upon the aggre
gate income of the people and upon spending and saving 
in subsequent intervals of time. It will be necessary 
again to start the analysis at the beginning of a recovery 
movement. 

An expansion in business activity involves increases 
in wage payments, in outlays for raw materials and 
supplies, and in due course, as earnings expand, in dis
bursements to the owners of capital in the form of in
terest and dividends. The funds with which to finance 
these enlarged outlays are derived chiefly 2 from the 
expansion of commercial bank credit. Producers of raw 
materials obtain from commercial banks the funds with 
which to meet enlarged payrolls and other operating 
costs; manufacturers borrow the money with which to 
finance payrolls and the purchase of raw materials; and 
distributing agencies likewise obtain from commercial 
bank loans the means with which to stock their shelves 
with larger inventories and to finance installment pur-

1 This commonly involves drawing upon unused resources of central 
banking institutions at home or abroad. 

• To some extent, of course, corporations have idle funds on deposit 
with commercial banks, which are available for purposes of expan
sion. A more rapid turnover in the use of money and credit also occurs. 
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chases. New construction of plant and equipment also 
involves enlarged payments both to workers and to 
producers of raw materials. Thus in every direction / 
the disbursement of funds is increased. 

The funds paid out by business enterprisers constitute 
the income of those into whose hands they flow. Thus; 
as a result of the expansion of credit, whether for the 
production of capital goods or consumption goods, the 
stream of money income, flowing along the dotted 
lines on the chart, is enlarged. The aggregate money 
income of the nation in the ensuing period of time is 
in consequence augmented. Accordingly, the volume of 
funds available for disbursement by individuals and 

I 
families is increased. They are able to expand consump
tive expenditures and at the same time to expand 
savings. 

It should be carefully noted in this connection that 
the accompanying increase in time deposits both in sav-
ings banks and commercial institutions-which may 
appear as a growth in "real" savings-is made possible I 
largely by the antecedent expansion of commercial bank \ 
loans. Similarly, an increase in personal investment in \ 
securities is made possible as a result of the expansion 
of money income. There has thus been an increasing 
flow of funds, originating in commercial bank credit 
expansion, through the hands of business men to indi
viduds and thence to savings institutions and other 
investment channels. 

LIMITATIONS UPON EXPANSION 

Granted that there may be an expansion in the flow 
of funds for a time through both consumption and in
vestment channels, and that there is a simultaneous 
increase in the production of consumption goods and 
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capital goods, does not the process quickly run its 
course? Have we not merely been indicating the situa
tion in the early stages of recovery from depression, 
and will not the process, if continued, either soon ex
haust itself or prove disastrous? \Ve shall have to give 
consideration to a number of possible limiting factors. 

I. Capital equipment. We shall discuss first the ade
quacy of our productive resources in the form of plant 
and equipment. It will be advisable to begin with con
sideration of the situation in the great expansion period 
of the twenties. 

As the indexes of production clearly show, the period 
from 1922 to 1929, with minor fluctuations, was one of 
marked expansion in productive capacity; and, as Table 
I in Appendix D indicates, it was a period in which 
the output of consumption goods was increasing. For 
seven or eight years, therefore, the process of simul
taneous expansion continued. And even at the end of 
the period we were not fully utilizing our productive 
resources, as measured by plant and equipment, trans
portation facilities, etc. 

On the contrary, as our study of the utilization of 
our productive resources has shown,3 we continued to 
have a substantial margin of unutilized capital re
sources. Our raw material industries were geared to 
turn out a much larger flow of materials than was 
being currently demanded by manufacturing and pro
cessing establishments. Our basic fuel furnishing indus
tries, such as coal and oil, were suffering from excess 
productive capacity; our manufacturing industries, gen
erally speaking, were not operating beyond So per cent 
of capacity, while the extent to which our transporta
tion facilities were utilized was even less. 

8 America's Capacity to Produce, by Edwin G. Nourse and Associates. 
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The truth of the matter is that at the peak of the 
boom period in 1929 the amount of unutilized capacity 
in raw material and manufacturing industries was 
slightly greater and in· the transportation field very 
much greater than it had been five years earlier. The 
creation of new capital served to perpetuate the excess 
of productive capacity. Not only were new units of 
capital constructed, but efficiency expanded as the new 
units replaced old and obsolescent plant and equipment. 

The situation was substantially the same .in the great 
period of expansion which began in 1 897 and continued 
with minor interruptions to 1907. The growth of new 
and increasingly efficient forms of equipment gave us 
a continuous expansion of productive capital; and there 
was unutilized capacity in most lines even in the boom 
days of 1906 and 1907. 

It must be pointed out, however, that in some earlier 
periods of expansion, American productive resources 
were supplemented in a large way by importations of 
capital goods. For example, in the period from 1869 
to i873, and again in the great expansion period of the 
early eighties, we imported large quantities of indus
trial machinery and railway equipment.· Such purchases 
were made possible by the flotation of American loans 
in foreign markets. Thus, during -th~ era before our 
own industrial producing capacity was highly devel
oped, possible limitations on produc!ive capacity were 
prevented by loans from abroad. 

2. Labor supply. In considering the possible limita
tions imposed by the supply of labor, we begin once 
more with the situation in the twenties. After recovery 
began in 1922 did we shortly exhaust the supply of un
employed labor? The answer is that even at the height 
of the boom period there remained a considerable 
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amount of idle labor. This idle labor was of two kinds. 
First, there were those who were completely unem· 
ployed or but partially employed as a result of the 
failure to make full use of our productive resources. 
Second, there were those who had been displaced as a 
result of the development of more efficient forms of 
capital-the so-called technologically unemployed. 

In addition, as we have shown in America's Capacity 
to Produce, there was a considerable potential labor 
supply which, if needed, could have been drawn from 
low pressure agricultural areas and from among those 
engaged in the distribution of goods and services. 
While for certain types of labor there was probably 
no excess, the labor supply of the country as a whole 
materially exceeded the demand therefor.* 

In earlier periods of expansion the labor supply of 
the United States was greatly augmented by the impor
tation of foreign workers. Immigration began long 
before an outright shortage of labor had appeared
being attracted by the lure of high wages, and being 
directly contracted for in many cases by industrial man
agers who found in European labor a cheaper source of 
supply. In any event, in no period of expansion-except 
during war times-have we been confronted with a 
general shortage of labor.5 

3· Credit resources. With a double stream of money 
income flowing through trade and investment chan
nels, do we not soon reach the limits imposed by 
bank reserve requirements? The answer in this case is 

• On the basis of a very careful study of the labor supply in 1929 we 
reached the conclusion in Amttrica's Capacity to Produu that an expan
sion of productive output amounting to as much as 25 per cent would 
not have been rendered impossible for want of an adequate labor force. 
(See Chap. XIX and Appendix E of that study.) 

• A possible exception was in 1920 when the supply of certain types 
of labor was apparently short. 
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sometimes Yes and sometimes No, depending upon 
varying situations with respect to the reservoir of 
credit resources. In the period from 1922 to 1929 we 
did not exhaust our credit resources, the reserve limits 
at the Federal Reserve banks not being even ap
proached. Rather than a shortage of credit resources 
the United States has a superabundance of reserves. 

In numerous earlier periods, however, the situation 
in this respect was essentially different. Early in the 
year I 920, chiefly as a result of the war and post
war rise in prices, we reached the legal limits of re
serves set by the Federal Reserve Act. Between 1900 

and 1914, before the establishment of the Federal Re
serve system, we were often near the reserve limits,6 

and the same situation frequently prevailed between 
I 8 6 5 and I 900. Even though reserve limits were thus 
sometimes reached, it remains true that the periods 
of expansion, in which the flow of funds through both 
consumption and investment channels was increasing, 
usually continued for many years at a stretch. 

THE LONG.RUN GROWTH OF CAPITAL 

The analysis in the preceding pages has been related 
to what may be regarded as short-run periods. Granted 
that on the upswing of a business cycle the relevant 
data support our contention that the creation of new 
capital and the expansion of consumptive demand are 
concurrent phenomena and that this "twofold growth 
is made possible by means of the expansion of com
mercial bank credit, it still must be asked, Does capital 
formation in the long run not depend solely upon the 
restriction of consumption and the diversion of funds 
to investment markets? 

'For diagram and detailed data with reference to the excess or 
deficiencyof bank reserves, see America's Capacity to Produce, p. 402. 
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The simplest and perhaps most conclusive answer to 
this query is that the growth of capital in the long run 
is dependent upon the factors which govern its growth 
in the short run-a long run being but the sum of the 
series of short runs comprised within it. In periods of 
depression the growth of capital is held in abeyance. 
Some new capital is, to be sure, being created even in 
the depth of depression, but this tends to be offset 
largely, if not wholly, by the wearing out of other 
capital goods without current replacement, and it is 
open to question whether there is any net increase in 
the supply of capital goods in the course of a severe 
depression. In any event, the real growth in capital 
always occurs in connection with the prosperity periods 
associated with the so-called upswing of the business 
cycle. Add together the net amounts created in these 
periods and we obtain, substantially speaking, the total 
growth of capital. 

Attention must now be focussed on the fact that dur
ing such a period as that from r865 to 1929 the United 
States underwent an enormous general growth, as 
measured from decade to decade or from the peak of 
one prosperity period to another. Population increased 
rapidly and at the same time the amount of wealth 
production per capita expanded greatly. Now it was 
during this period, as we indicated in Chapter VI, 
that the commercial banking structure evolved. Owing 
to the gradually improving credit organization, a given 
quantity of monetary reserves was enabled with each 
passing decade to sustain a larger volume of outstand-' 
ing credit. 

Thus not only was it possible for us to have an ex
pansion of credit as business recovered from depres
sion and moved to prosperity, but it was possible in 
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each succeeding prosperity period to finance-at a 
given level o'f prices-a larger aggregate volume of out
put of both consumption and capital goods. In this 
connection it may be noted that the cash reserves of 
the national banking system increased between I 866 
and I929 from 232 million dollars to 1.6 billion dol
lars, while during the same period the loans and in
vestments increased from about one billion to 21.5 

billions. If the ratio of cash to loans and investments 
had remained at 22.8 per cent, as it was in 1866, we 
should have had in 1929 only 7.2 billions of loans and, 
investments instead of 2 I. 5 billions. 

CREDIT EXPANSION AND THE LEVEL OF PRICES 

There remains to be considered the relation between 
the expansion of commercial bank credit and the move
ment of commodity prices. Does not the expansion of 
credit result merely in an increase in prices? And is 
not this particularly the case when such credit is ex
tended for the growth of fixed capital? In analyzing this 
problem we shall consider first the expansion of credit 
for financing the production of consumption goods in 
the upswing period of a business cycle. 

It is evident that, at least in the eatly stages of ex
pansion, business men borrow funds from the commer-
cial banks for the purpose of employing labor and 
materials in producing additional quantities of con
sumption goods. While it is true that the volume of 
credit in circulation increases, it' is also true that the 
volume of goods moving from raw material producers 
into the manufacturing processes and through distribu
tion channels to consumers soon increases. Such an ex
pansion, indeed, is in accordance with the generally 
accepted principle that credit currency should be 
"elastic." 
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In a period of recovery the situation is favorable 
for some increase in prices. Funds borrowed from the 
banks are disbursed almost immediately in paying for 
labor and materials, while it may be some time before 
the new output of consumers' goods reaches the market. 
The fact is that a recovery of business is nearly always 
accompanied by a gradual advance in prices. But the 
striking characteristic of a recovery period, typically 
speaking, is not the moderate increase in prices but 
rather the great expansion in the volume of production. 

Granted that, in the early stages of recovery, there 
may be an expansion of production more or less pro
portionate to the increase of currency, it may still be 
contended that, if the expansion of currency continues 
after our full productive powers are absorbed, the only 
result of credit expansion from that time on will be an 
increase in prices. It must here be recalled, however, 
that in the prosperity period of the twenties no appre
ciable rise in commodity prices occurred at any time; 
in fact, the level of wholesale prices was slightly higher 
in 1924 than it was in 1929. During this five-year pe
riod, however, the index of production for consumers' 
goods increased from 8 5.6 to I oo. 7 It must again 
be recalled that even at the peak of this prosperity 
period we had not reached the limit of our productive 
capacity. As previously indicated, the prevalent as
sumption that on the upswing of a cycle we soon reach 
a stage where all of our productive resources are fully 
utilized, is quite unfounded. 

The growth of the credit structure over a long pe1 
riod of time has not been accompanied by steadily ris~ 
ing prices. The chart on page 1 1 6 shows the move-' 

1 Excluding residential construction, the increase was from 84.4 to 100. 
See also index of production goods, p. 46. 
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ment of wholesale prices from r8or to 1933· It will 
be observed that while there have been a number of 
high peaks, occurring in war periods, the level in the 
first third of the present century averaged no higher 
than in the first third of the last century. Considering 
mqre particularly the period from the Civil War to the 

WHOLESALE CoMMODITY PRICE MovEMENTS, r8o1-1933 a 
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• Based on index numbers of the U. S. Bureau of Labor Statistics Bulletin 
No. 572, p. x4. Index numbers of prices have undergone a great evolution, in 
the last so years particularly, and accordingly the price data here presented 
are by no means strictly comparable over the period as a whole. There is no 
doubt, however) that the diagram gives a roughly accurate idea of the general 
level of priees at different periods. 

present time, during which the volume of commercial 
bank credit was so greatly expanded, we find wide fluc
tuations, but no appreciable rise for the period as a \1 
whole. 

As the banking chart on page 87 indicates, the 
volume of commercial bank credit outstanding was 
much larger in the nineties than in the late sixties, but 
prices were substantially lower. Beginning in the late 
nineties, prices rose for many ,years, but it also should 
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be noted that by I 932 they were back to the level of 
I 907 and I 8 So. During tht; period as a whole, it is 
clear that the increase in credit must have been roughly 
matched by an increase in the volume of wealth pro
duction.8 

The argument that credit expansion merely raises 
prices has been especially advanced in connection with 
the furnishing of bank funds for fixed capital opera
tions.9 It is contended that only when funds for capital 
operations are obtained through the restriction of con
sumption (actual savings) can an inflation of prices be 
avoided-this because a restriction of consumption is 
deemed necessary to release productive power which 
can then be shifted to the construction of capital goods. 
When funds are shifted, and productive energy is shifted 
in like degree, the total volume of both money and 
goods will, it is argued, remain unchanged; but we shall 
have a larger output of capital goods and a smaller 
output of consumption goods. 

This traditional type of analysis, as we have re
peatedly pointed out, ignores the relation of consump
tive demand to the formation of capital. It is merely 

• Even though prices should not rise while an expansion of credit 
is occurring, it is still argued by some that the expansion of credit 
nevertheless raises prices, 1Uf!ativtly. Thus Alvin H. Hansen, in seek
ing to refute my analysis of the effects of credit expansion as set forth 
in the Journal of Politil'al Econrrmy, November 1918, argues (giving 
credit to D. H. Robertson for the viewpoint) : "Had it not been for 
this expansion of bank credit the price level would have fallen, which 
fall would have increased the value of the public's money incomes. 
The expansion of bank credit prevented this fall in prices, and so 
robbed the public of the increased value of their money. Thus ••• 
capital came out of enforced savings.'' (BUJintss-Cycl' Theory, p. 92.) 

This argument assumes that the volume of production (and of 
capital creation) increases independently of any monetary or credit 
considerations-that finance and production are independent variables, 
instead of interrelated parts of a business process. 

• See discussion of Yon Hayek's theory. Appendix A, p. 164. 
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taken for granted that capital will be expanded regard
less of the existing state of consumptive demand. It is 
also assumed that our productive energies are normally 
utilized at ·IOO per cent capacity. Our analysis has 
shown conclusively that there are ordinarily unem
ployed materials, unutilized capacity in the raw mate
rial producing industries, and unemployed labor power 
-even in periods of great business activity. We have· 
,also demonstrated that the expansion of capital occurs 
only when the output of consumption goods is also ex
panding; and that this is made possible by the expan
sion of credit for production purposes. 

In concluding this discussion of the relation of credit 
to prices, we should not wish to give the impression 
that the process of credit expansion is never carried 
to excess and never accompanied by sharply rising 
prices. There have been times, as in the war and early 
post-war yeats, when rapid credit expansion promoted 
speculative advances in prices, particularly of consump
tion goods; ·and in the late twenties a huge flow of 
commercial bank funds into investment channels con
tributed greatly to the ensuing sharp ris~ in the prices of 
stocks which occurred. This aspect of the problem will 
be discussed in Chapter X .. 



CHAPTER IX 

THE FORMATION OF PUBLIC CAPITAL 

In the preceding analysis numerous references have 
been made to the fact that some capital is created 
through the instrumentality of government. That is to 
say, a portion of the money income received each year 
by the people finds its way into government treasuries 
where it is disbursed either in meeting current operating 
costs or in financing the construction of social forms of 
capital. In this chapter we shall first indicate the na
ture and extent of such capital creation in normal times, 
and then reveal what is involved in financing a great 
expansion of such undertakings in time of depression. 

By way of introduction it should be recalled that, 
over the span of history, governments have played no 
small role in the development of fixed forms of capital. 
The great Roman highways and aqueducts, for example, 
were constructed under government auspices. How
ever, with the coming of capitalistic organization based 
on private initiative, the part played by the state in the 
creation of capital declined greatly in importance. In
deed, in the heyday of the laissez faire system the role 
of government in the development of capital was re
garded as wholly negligible, as confined mainly to struc
tures of military significance. 

Governments everywhere continued nevertheless to 
participate in the financing of certain types of capital 
development. The construction of streets and roads, 
for example, has nearly always been deemed an essential 

II9 
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function of government, though to he sure many "toll 
roads" were at one time built by private enterprise. In 
the United States a very extensive program of highway, 
canal, and even railroad, development was undertaken 
in the 183o's under the auspices of state governments. 
Owing to disastrous financial results following the crisis 
of 1837, public opinion turned against state participa
tion in such enterprises, and for many years thereafter 
the development of transportation was left to private 
initiative. But, since the beginning of the present cen
tury, governments, both federal and state, have again 
participated extensively in this field of capital develop· 
ment. Such activity has been confined in the main to 
the canalization of rivers, the construction of canals, 
and the building of public highways, though the federal 
government has ventured into the field of railway enter
prise in the construction of the Alaskan Railway.1 

THE CHARACTER AND THE GROWTH OF PUBLIC CAPITAL 

During the last two or"three decades in this country 
the function of government in the development of public 
forms of capital has been rapidly increasing in impor· 
tance. This is particularly true of state and municipal 
governments which have financed a wide variety of capi
tal enterprises intended to serve a social purpose. Data 
are not available with which to present a complete pic
ture of the development of public forms of capital in 
the United States, but for the period since I 9 I 5 it is 
possible to show the general magnitude and character 

1 In other countries the participation of government in the develop" 
ment of capital has been even more extensive than in the United States. 
Railway construction, for example, has in most countries usually been 
·carried out in whole or in part under government auspices. The grant
ing of subsidies from public treasuries for the support of private enter· 
prise has also come to be increasingly extensive as the years have 
passed. 
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of federal, state, and municipal capital formation, 
classified by major types of enterprise. 

The increase of expenditures by the federal govern
ment for social forms of capital by five-year intervals 
from I 9 I 5 to I 930 is shown in the following diagram. 
This chart does not include the widely varying military 
expenditures for fixed capital purposes, such as the 
building of forts and naval vessels. It will be seen that 
there was a nearly fourfold increase in this I 5 -year pe· 
riod and that the expansion was accounted for chiefly 
by expenditures on waterways, roads, and bridges. 

PuBLIC CAPITAL FINANCED BY THE NATIONAL GovERN:\IENT, 

I9I S-30 a 

• See C. H. Wooddy, Tht Growth of the Ftderal Government, 1915-32· 
The waterway data include expenditures for rivers, harbors, and flood 
control. 

The expenditures of the federal government for capi
tal enterprises, including the military establishment, in 
the single year 1930 were as follows, in thousands of 
dollars: 
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Military capital. . . • II2,338 Government buildings 44,921 
Public roads. . . . . . . 86,239 Flood control. . . . . . . z6,6<)o 
Rivers and harbors.. 6<),195 ,. Misc'dlaneous . . . • . 42,261 

State and municipal expenditures for public capital 
enterprises over the same 15-year period are shown in 
the chart on page 123. The municipal figures include 
only cities having a population in excess of Jo,ooo"' For 
purposes of comparison we have also shown in this chart
the growth in total state expenditures, including outlays 
for current operation and maintenance of properties. 
It will be seen that the percentage of total state expendi
tures going for capital purposes increased very rapidly 
in the post-war years, rising from about 21.9 in 1921 to 
36.2 in 1930. Municipal expenditures for such pur
poses, however, remained fairly constant, at about one
third of the total. 

The table on page I 24 shows the relative importance 
of the various forms of capital enterprise financed by 

. state and municipal governments in the single year 1930. 
The figures given represent outlays for the construction 
of buildings and other properties, and not for current 
services in such fields as education, health conservation, 
etc.2 In the case of state governments, disbursements 
for highway construction represent nearly 80 per cent 
of the total. The expenditures of municipalities having 
a population in excess of 30,000 materially exceed the 
disbursements of state governments. It will be observed, 
however, that their expenditures on highways and 
streets account for a much smaller percentage of the 
total, outlays for public service enterprises, educa
tional facilities, and sanitation being of substantial 
importance. 

• The ligures, however, include the purchase price of land, the amount 
of which cannot be segregated from the totals. 
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STATE AND MUNICIPAL EXPENDITURES FOR PUDLIC 

CAPITAL DEVEL?PMENT, 1930 
I. State Go;ernments a 

Highways ................•............... 
Charities, hospitals, and corrections .... : .... ; 
Education .................•............. 
General government .........•. , .......... . 
Recreation ..•.•......•.....•............. 
Development and conservation of resources ... . 
Public service enterprises ................... , 
Protection to person and property ..•......... 
Conservation of health, and sanitation ....... . 
Miscellaneous ........................... . 

Total 

II. Municipalities b 

$635,203,045 
63,11],652 
40,Q91,187 
14,566,641 
10,579·488 
9.492,540 
5.757,132 
5,075.891 
3·255·361 
1,635,254 

788,774,191 

Highways ............................... $427,526,121 
Public service enterprises. . . . . . . . . . . . . . . . . . . 227,480,020 
Education . . . . • . . . . . . . . . . . . . . . . . . . . . . . . . . 200,256,175 
Sanitation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 124,596.496 
Recreation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,~07,999 
Protection to person and property. . . . . . . . . . . . 26,972,760 
Charities, hospitals, and corrections........... 24,502,431 
General government. . . . . . . . . . . . . . . . . . . . . . . 23,438,212 
Conservation of health. . . . . . . . . . . . . . . . . . . . . 5;434,924 
Miscellaneous . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,205,186 

Total ............ .' •................ $I,115,220,324 

• Financial Statistics of States, 1930, p. 100. 
b Financial Statistics of Cities, 1930, p. 440. Includes only cities in 

excess .of 30,000 population. 

The fi.nancing of these public capital developments 
has been accomplished partly out of current tax reve· 
nues and partly by means of borrowing operations. The 
federal enterprises, except those undertaken during 
the war, have been financed entirely out of current 
revenues.8 

• The Panama Canal, opened for traffic in 1914, was, however, 
financed in part by the sale of bonds.' 
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The cost of the major state enterprise-highway de
velopment-has been met in part out of current reve
nues derived from general taxation and from special 
"highway user" taxes, in part by federal aid, and in part 
by bond flotations. The proceeds from borrowing in 
1930 constituted about 20 per cent of the total cost. 
Highway construction by local government units has 
been similarly financed, except that the state rather than 
the federal government has been the source of outside 
aid. The amount derived from bond flotations in 1930 
was I I .6 per cent of the total.' Other capital enter
prises undertaken by city governments were financed in 
large part by means of municipal loans. 

FEDERAL GOVERNMENT EXPENDITURES FOR CAPITAL 
PURPOSES, 1930-34 

With the coming of the depression the federal gov
ernment assumed a new importance in supporting and 
developing the economic life of the nation. As the de
pression deepened, it became increasingly necessary for 
theN ational Treasury to come to the support of a wide 
range of institutions and agencies-railroads, banks, 
insurance companies, state and local governments-to 
provide work on a vast scale for unemployed persons, 
and to furnish relief funds for distressed individuals. 
The first step, taken as early as I 930, was to increase 
expenditures for public works. The second stage was 
the organization, in 1932, of the Reconstruction Finance 
Corporation, designed primarily to give support to a 
tottering financial fabric. The third effort, undertaken 
in 1933, involved an enormous increase in federal out-

'For detailed data on methods of highway financing, see Harold G. 
Moulton and Associates, Tk~t Am~trican Transportation Probltm, Chap. 
XXV. 
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lays for employment relief, as well as for recovery pur
poses carried out under the Public Works Administra
tion and other agencies. 

The chart below shows the growth of federal ex
penditures for new capital construction in the fiscal years 
from I 930 to r 934· The figures on which the chart is 
based include the outlays provided for in the regular 
budget, plus those assigned to the emergency budget in 
the fiscal year 1934. 

CAPITAL CoNsTRUCTION FINANCED BY THE FEDERAL 

GovERNMENT, 1930-34" 

• For data see Appendix D, Table IV, p. 197. Waterways include 
harbors and flood control. Military capital includes veterans' hospitals. 
Under loans of the Reconstruction Finance Corporation and the Public 
Works Administration are included only those for the construction of 
physical properties. 

It will be seen that outlays for the construction of 
new capital more than doubled during the five-year pe
riod. The largest increases were in connection with 
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public roads and public works. The reader should bear 
in mind in considering these figures that we have in
cluded here only expenditures and loans which were 
for the purpose of constructing physical capital as dis
tinguished from loans to support existing capital struc
ture of private business enterprises. The chart does 
not include appropriations for the Commodity Credit 
Corporation and other emergency organizations, the 
loans of which have gone for purposes other than to 
finance the production of new capital. In other words, 
this chart reveals as nearly as it is possible to do so 
expenditures made for the purpose of actually further
ing capital development. The second table on page 129, 
however, shows aggregate expenditures classified into 
two groups-for general purposes, and for recovery 
and relief.G 

Capital expenditures, classified by major groups, 
which were financed by the Public Works Administra
tion in 1934, are shown in the table on page 128. In 
this table are also given the expenditures of the Public 
Works Administration for relief and miscellaneous pur
poses. All of the expenditures and loans listed under 
the heading "Capital Expenditures" were for the pur
pose of constructing fixed properties and equipment. It 
may be recalled that the aggregate appropriation for 
public works in the Deficiency Appropriation bill of 
1934 was $3,3Do,ooo,ooo. Of this amount only 

B The expenditures of the Agricultural Adjustment Administration 
during this period were fully covered by the processing taxes. The 
Home Owners' Loan Corporation and the Federal Farm Mortgage 
Corporation are engaged in refinancing rather than in the construction 
of new capital. Their operating expenses are included in the recovery 
and relief expenditures shown on p. 129. 
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$I,46o,ros,ooo had been expended by the end of that 
fiscal year. 

EXPENDITURES OF PUBLIC WORKS ADMINISTRATION, 1934 

(In thousands of dollars) 

CAPITAL EXPENDITURES: a 

Federal Public Works Projects
Public highways......... 267,882 
Boulder Canyon......... 19,445 
Rivers and harbors. . . . . . . 72.450 
Tennessee Valley Authority II,037 
Departmental allocations b. 133,328 504,142 

Non-Federal Financing Projects-
Loans to railroads. . . . . . . 70,739 
Lo11ns to states and munici-

palities, etc.. . . . . . . . . . 78,596 149,335 653,477 

OTHER EXPENDITURES : c 

Relief Organizations-
Civil Works Administra

tion................. 400,005 
Emergency conservation 

work . . . . . . . . . . . . . . . 331,941 731,946 

Miscellaneous ......... . 

TOTAL ••••••••••••••••••• , ••••••••••••• • •••• I,46o,105 

• The Budget of the United States Govemm·ent, 1936, p. A-IO. 
• Includes Army, $38,02J,OOO; Navy, $22,64x,ooo; total $6o,664,ooo

representing Public Works expenditures for national defense. 
• Computed from the daily statements of the U. S. Treasury. 

The expenditures of the Reconstruction Finance Cor
poration in the fiscal year r 934 are shown in the follow
ing table. The loans under "Finan<;ial Relief" went to 
strengthen the financial structure of existing business 
enterprises rather than to create new tangible capital. 
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DIRECT OUTLAYS OF RECONSTRUCTION FINANCE 

CORPORATION, 1934 a 

(In thousands of dollars) 

CAPITAL EXPENDITURES: 

Loans for self-liquidating projects ......... . 
Loans for repair of flood damage, etc ........ . 

FINANCIAL RELIEF: 

129 

Loans to banks and financial institutions. . . . . . 8..t6,837 
Investments in preferred stock, capital notes, etc. 777,210 

1,624,047 

• The Budget of tht United States Government, 1936, p. 701. These 
"direct operations" do not include allocations to government depart
ments and agencies for relief and other purposes; but the amount of 
such outlays going for "public capital" is of negligible importance. 

Having considered the expenditures for capital pur
poses as well as the general expenditures of the two 
principal emergency credit agencies, it will now be of 
interest to note the extent to which these and other ex
penditures of the government have been covered by cur
rent revenues. The table given below shows the reve
nues of the federal government in the fiscal year 1934, 
together with the expenditures, classified by major 
purposes. 

FEDERAL GOVERNMENT RECEIPTS AND EXPENDITURES, 1934 a 

(In thousands of dollars) 
REVENUES ••.••••••••••••••••••.••• , •••.•.•• J,I 15,554 
EXPENDITURES: 

General ......................... 2,821,735 
For recovery and relief. . . . . . . . . . . . 4,283,315 

Total expenditures ....................•... 7,105,050 

Deficit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,989,496 

• The Budget of the United States Government, 1936, p. A-3. 



130 THE FORMiTION OF CAPITAL 

HOW PUBLIC CAPITAL DEVELOPMENT IS FINANCED 

It has already been pointed out that the financing 
of public forms of capital is made possible .in part by 
means of tax revenues and in part by borrowing opera
tions. The financial institutions and processes involved 
in obtaining the necessary funds, particularly during 
the depression, remain, however, to be considered. In 
the diagram on page 13 r we have indicated in a gen
eral way the character of the process and also outlined 
its relation to the economic and financial structure as 
a whole. 

Under normal conditions the funds required by the 
federal government are derived from taxes. State and 
municipal governm.ents, however, have commonly pro
cured a considerable portion of the money required for 
capital development from the sale of bonds. These 
obligations, as the diagram indicates, are purchased by 
individual investors and by savings and investment in
stitutions. To some extent, also, funds are procured 
from the commercial banks, even in normal times. 
They buy both federal and local government securi
ties and they also play an important role in advancing 
funds on short-term Treasury certificates pending the 
receipt of tax revenues. 

In time of war and in periods of depression, deficits 
incurred by the federal government are financed in part 
by the savings of individuals and in part by means of 
commercial bank credit expansion. Discussion will here 
be focussed on the period of the current depression. 

It will be observed from the diagram on page 13 I 
that there has been a flow of funds from the com
mercial banks to government treasuries and also from 
the Federal Reserve banks to the commercial banks. 
Owing to the contraction in the;: demand for commercial 
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bank loans with which to finance ordinary private pro
ductive operations, the commercial banks have had 
available large resources with which to purchase gov
ernment securities. They have not only used idle re
serves for this purpose, but they have also obtained 
large additional amounts through the sale (in the open 
market) of government securities to the Federal Re
serve banks. 

GRoWTH OF PuBLIC DEBT AND SouRCES oF FuNos, 1929-34 • 

• As shown by U. S. Government securities outstanding in June of 
each year. For data, see Appendix D, Table V, p. 197· 

The chart on this page shows the amount of the 
public debt annually from I 929 to 1934 and the vol
ume of government securities held by member banks, 
by Federal Reserve banks, and by other institutional 
and individual investors. The public debt increased by 
10.6 billion dollars between 1930 and 1934· The in
crease in the holdings of government securities by mem
ber banks during this period was over 5 billion dollars, 
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while the holdings of the Federal Reserve banks in
creased by nearly I .8 billion dollars. Inasmuch as the 
reserves of the Federal Reserve banks are very large, 
there is still the possibility of absorbing great quanti· 
ties of additional government securities. 

A large portion of the savings of individuals and 
business corporations has gone to finance government 
deficits. In addition to the funds which commercial 
banks have invested in government securities, about 
3·5 billions of other savings have gone into govern
ment issues either by means of direct purchases or 
through the intermediation of savings and other in
vestment institutions. From the preceding tables it 
is evident that the greater part of such savings has 
gone to finance deficits incurred in connection with 
financial and human relief activities rather than for 
the construction of new physical capital. 

It will be noted that in the diagram on page 13 I 
no line has been drawn directly between Federal Re
serve- banks and government treasuries. Thus far, 
the tapping of the resources of Federal Reserve in
stitutions has been roundabout, that is, by way of the 
commercial banks. Under the Thomas amendment of 
1933, however, the Treasury is empowered to sell 
its obligations direct to the Federal Reserve banks. 
Hence, should the government be unable to obtain in 
the regular financial markets (that is, from individuals, 
institutions, and commercial banks) all of the funds 
required, it would still be able to procure the needed 
funds from the ultimate reservoirs of commercial 
credit-that is, the Federal Reserve banks. The 
process would involve the issuing of short-term in
terest-bearing government obligations in exchange 
either for non-interest-bearing Federal Reserve notes, 
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payable on demand, or for qeposit accounts 'against 
which checks may be drawn. It was this method of 
financing which was resorted to with ··unfortunate re
sults by Germany and various other countries during 
th.e World War and the difficult years which followed. 

Mention should also be made of an alternative means 
of obtaining funds for government uses, namely, the 
direct issue of non-interest-bearing notes. That is, in~ 
stead of going to the trouble of exchanging its interest· 
bearing notes at the Federal Reserve banks for notes 
or deposits, the Treasury might meet its obligations 
by the manufacture of legal tender United States 
notes, popularly known as greenbacks. This method 
of financing government deficits also has been tried by 
numerous governments at various times. The disas
trous consequences are known to all students 'of finance. 

It will be observed from the diagram that disburse
ments are made directly by the Treasury both for cur
rent services and for the construction of new public 
capital. But during the emergency, as has been in
dicated in the tables on pages 128-29, vast sums have 
also been paid out by way of the Reconstruction 
Finance Corporation and other. credit agencies, par-. 
ticularly the Public Works Administration. 

The varied purposes for which- these· emergency 
funds have been used are indicated by the .lines with 
~rrows which radiate from the Reconstruction Finance 
Corporation and other credit agencies. Money has 
been furnished for the creation of new public capit!ll; 
loans have been made for the construction of new pri
vate capital; credits for operating purposes ·have been 
extended to existing productive enterprises; and finan
cial assistance has been given to distressed savings and 
investment· institutions, and. even to the commercial 
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banks themselves. In addition, a large part of the 
burden of human relief has been financed by the 
National Treasury. 

A substantial portion of the relief loans to private 
enterprise is expected to be repaid. In fact, of the 
loans extended to the end of the fiscal year 1934 by the 
Reconstruction Finance Corporation 51 per cent, or 
nearly 2.5 billion dollars, have been repaid. The degree 
to which such loans will ultimately be liquidated will of 
course depend largely upon the extent to which we have 
general business recovery. Some of the new public 
works are of a self-liquidating character, but many of 
them are not, the justification for them being found in 
the provision of relief and in the stimulus which it is 
hoped such outlays may give to recovery. 

If government credit is to be preserved, it will 
obviously be necessary in the future to impose added 
taxes with which to meet interest and sinking-fund 
charges. Again it is hoped that a restored prosperity 
will make it possible for the national economy to carry 
the increased charges involved. 

We are not here interested in making an appraisal 
of the policies being pursued by the government in its 
efforts to relieve distress and promote recovery, or in 
gauging the ultimate effects upon public credit. Our 
purpose is merely to reveal the growth of public enter
prise during recent decades and especially since I 930; 
and to indicate the processes by which the vast de
pression program of the government has been financed. 



CHAPTER X 

THE MALADJUSTMENT BETWEEN 
SAVINGS AND CONSUMPTION 

The complex character of the process of capital for
mation under a highly developed capitalistic system 
has been described and the forces which govern the 
rate of capital growth have been analyzed. It remains 
to articulate the analysis which we have been making 
with the larger investigation of which this study is a 
part, namely, the relation of the distribution of income 
to economic progress. In the present chapter we · 
shall relate our analysis to three major tendencies or 
developments. First, the tendency of money savings 
to increase faster than consumptive expenditures; sec
ond, the failure of new plant and equipment to grow as 
fast as money savings; and, third, the dissipation of ex
cess money savings. 

THE DISPROPORTIONATE INCREASE OF 
INVESTMENT FUNDS 

The preceding volume of this series, America's 
Capacity to Consume, analyzed the effects of the dis
tribution of income upon the percentage of the total 
income which is saved. It was found that in 1929 the 
savings of the- great masses of the population consti
tuted a negligible proportion of the total savings. For 
example, 59 per cent of the population, or 16.2 million 
families, saved in the aggregate only 250 million dol
lars; while 91 per cent of t,he families, comprising all 

136 
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those with incomes below $s,ooo, saved only about 4 \ 
billion dollars, or a little over 2 5 per cent of the total. 1 

On the other hand, 2.3 per cent of the families, those , 
with incomes in excess of $xo,ooo, contributed over 
two-thirds of the entire savings. 

In a period of rapid economic growth, like the twen
ties, the volume of funds rendered available for in
vestment increases much more rapidly than the volume 
moving through consumptive channels. This is due to 
two factors: First, as the money incomes of individuals 
increase a larger proportion is set aside as savings, par
ticularly by those in the higher earning groups whose 
incomes are greatly expanded as a result of increasing 
profits. Second, commercial banks make extensive 
loans and investments for fixed capital purposes. At 
the same time, there is an increase in the direct savings 
of corporations in the form of surplus. Thus, while 
the flow of funds into consumptive channels increases, 
the expansion of funds in capital markets is much more 
rapid.1 

The primary purpose of the ensuing analysis is to 
trace the economic consequences of this growing dis
parity between the amount of funds expended for con
sumption and the amount rendered available for in
vestment. In Chapter III we were concerned with 
analyzing what would happen on the side of capital 
formation if consumption were positively declining. 
Now we are to consider a situation in which the flow 
of funds into consumptive channels is actually increas
ing but at a less rapid rate than the flow into savings 
channels. · 

1 Data are not, however, available with which to show the year-to
year growth in the percentage of the total income which is saved. 
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According to the classical analysis there could not be 
any disparity between the growth of money savings 
and the growth of real capital. An increase in savings 
was supposed to result automatically in a corresponding 
expansion of the volume of new plant and equipment. 
It has sometimes been argued, however, that if savings 
are expanding faster than consumptive expenditures, 
there will eventually be a maladjustment in consumer 
markets. It is contended that the excessive growth of 
new plant and equipment will in due course increase the 
flow of goods into distribution channels, pile up inven
tories, break the prices of consumers' goods, and so 
bring on depression. 2 

THE RESTRICTED RATE OF CAPITAL FORMATION 

The maladjustment did not, however, work itself out 
in this way, in the period of the twenties.3 A growing 
disparity between the amount of funds available for 
consumption and the amount available for new capital 
formation was in evidence throughout the expansion 
era. But this did not lead to any serious congestion 
of goods in consumer markets. It will be remembered 
that during this period economic analysts were con
tinuously stressing the fact that no undue accumula
tion of unsold goods was in evidence. There was, to 
be sure, some growth in the amount of inventories, but 
in the main only such as was incident to an expanding 

• See the theory of John A. Hobson, Appendix A, p. 173. 
8 This theory finds more support in the period 1919-20. The depletion 

of stocks of goods. at the end of the war led to a replacement boom, 
with rapidly mounting prices and a piling up of manufacturing and 
trade inventories: and the break of 1920, as shown in Chap. V, first 
manifested itself in consumer markets. There had not, however, been 
any inordinate previous growth in plant and equipment-that is, out
side of the distinctly war industries., 
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total volume of business.4 Nor, as we have seen, did 
the depression of 1929 begin with a break in the prices 
of consumers' goods. 

There are· two reasons why a huge piling up of in
ventories did not occur. In the first place, the output 
of consumption goods in most manufacturing lines 
tended to be adjusted more or less closely to the existing 
rate of consumptive demand-including purchases on 
installment-even though this meant failure to utilize 
fully the existing plant and equipment. It must be 
recalled again that the data compiled in America's 
Capacity to Produce reveal a substantial amount of 
unutilized capacity all through the boom period. In
stead of producing all of the goods possible and press
ing them into consumptive channels, business enter
prisers held production in leash with a view to the 
maintenance of prices and of "stable conditions." 0 

Second, and of more fundamental significance, the 
actual rate of growth of new plant and equipment dur
ing these years was held in hand. Instead of being ex
panded to the fullest degree possible, the growth of 
new capital was adjusted to the growth of consumptive 
demand. Our studies reveal in general no marked in
crease in the amount of unutilized capacity, the per
centage of unused plant and equipment in 19291 for ex
ample, being only slightly above the average for the 
five-year period 192 5-29. Funds were available, labor 

• The increase in the inventories of corporations, other than financial, 
during 1929 was officially reported at 913 million dollars, not all of 
which was in consumers' goods. (Statistics of Income, U. S. Bureau of 
Internal Revenue, 1928 and 1929.) 

• The question whether it would not have been a better policy to re
duce prices with a view to expanding the real purchasing power of 
the masses need not be considered at this place; we are here concerned 
only with the situation which existed. 
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was available,6 and materials were available with which 
to expand productive capital much more rapidly than 
it was in fact expanded. The extent of the disparity 
between the volume of money savings and the, growth 
of plant and equipment during this period will be indi
cated in the following section. 

WHAT BECOMES OF "EXCESS" SAVINGS? 

Attention must now be given to an issue which has· 
thus far been held in abeyance, although it is basic to 
our whole analysis. Superficially viewed, our conclu
sions may seem to involve a contradiction. We have 
been arguing in the preceding paragraphs that the sup
ply of funds available in the capital market in a period 
of business expansion increases faster than the flow of 
money through consumptive channels; and yet at. the 

\ same time we have been contending that the amount of 
'· new plant and equipment does not increase appreciably 
:faster than the demand for the goods which such capi-

\

, tal can produce. The question therefore arises, Where 
' do the funds rendered available in the capital market 

go if not into the building of excess productive capacity? 
This question, it may be recalled, was also sharply 
raised in the diagram on page 3 I. 

In fact, this basic issue was first noted at the end of 
the preceding volume of this series of studies-Amer
ica's Capacity to Consume. Attention was there called 
to the fact that in the first volume, America's Capacity 
to Produce, we had shown that neither over the first 
three decade~of the twentieth century taken as a whole, 
nor in the boom period of the twenties, was there any 
progressive or cumulative piling up of unutilized pro-

1 There were about 2j'O,OOO idle workers in the construction industry 
in the month of peak employment. 
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ductive capacity. In the second volume, on the other 
hand, the conclusion was reached that the percentage 
of the aggregate income saved tended to increase over 
this period and especially in the post-war years. The 
question was then raised, If there has been no appre
ciable increase in the amount of unutilized plant and 
equipment how can it be true that the proportion of the 
income annually diverted into savings channels has 
been increasing faster than that into consumptive chan
nels? If such is the case, what has become of the excess 
money savings? Since this issue presents itself most 
strikingly in the decade of the twenties, we shall direct 
our major attention to this period of expansion. 

Investment funds compared with security flotations. 
Capitalists procure the money savings of individuals 
through the issuance of securities. In attempting to 
clarify the problem before us, we shall, therefore, first 
compare the volume of funds available in the invest
ment market with the volume of new securities offered 
for sale. The aggregate savings of American individ
uals and families in 1929, according to estimates made 
in America's Capacity to Consume, were over 17.7 bil
lion dollars, while corporate savings amounted to an 
additional 2.2 billions. Some of the "savings,. of indi
viduals and families represented direct investments on 
farms or in other personal enterprises and thus did not 
result in any flow of money into the investment market. 
Moreover, a substantial part of the corporate savings 
was used directly for capital extensions, only a portion 
entering the market as investment funds. It is thus im
possible to state the amount of investment money with 
precision, but our data indicate 15 billions as a mini
mum figure. 

For the years just prior to 1929 we do not have as 
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reliable data as to the aggregate 'savings. On the basis 
of figures showing the general growth· in the national 
income, as expressed in monetary terms, between 1922 
and 1929, and the known fact that very large profits 
from speculative activities were realized in the later· 
years, we would estimate that the aggregate savings, 
including corporate surpluses, gradually increased from 
something like 12 or 13 billions in 1923 to approxi-~ 
mately 20 billions in 1928 and 1929. Making allow
ance for direct savings in the form of improvements on 
farms or in other personal enterprises, the amount of 
investment money available in 1923 and 1924 must 
have been around 8 or 9 billion. dollars, as compared 
with something like 15 billions in 1928 and 1929. 

It must also be borne in mind that throughout this 
period a substantial amount ·of investment money was 
annually being released in consequence of the paying 
off ofthe debt of the United States government. The 
aggregate reduction of the public debt for the seven
year period preceding June 30, 1929 was over 6 billion 
dollars, averaging 867 millions annually. This money 
was also available for the purchase of new securities. 

We may now consider the volume of securities issued 
by corporations for the purpose of constructing new 
plant and equipment or. other fixed properties. In 
analyzing the flotations· of securities, it is necessary to 
distinguish carefully between "total'' financing, "net 
new" financing, and "net productive" financing. 

"Net new" financing represents the difference be
tween total issues and the amount of such issues which 
was used fo~ refunding previously existing obligations. 
Since refunding operations do not provide money for 
the creation of new capital, the amount of such issues 
should obviously be deducteq from the total of security 
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flotations. In 1929 security issues aggregated about 
I I .6 billion dollars, of which I ·4 billions were for 
refunding purposes, leaving 10.2 billions as the amount 
of "net new" financing. The net figure for 1928 was 
8.1 billions; in 1927 it was slightly less than 8 billions; 
and in 1926 and 1925 a little over 6 billions.7 

These security flotations do not, however, account 
for all new financing in the United States. They do 
not include direct issues of farm and urban mortgages, 
as distinguished from real estate bonds secured by 
mortgages. There are no directly comparable data 
as to the volume of mortgage financing, but accord
ing to the best estimates available the increase in 
farm and urban mortgages outstanding in the year 
1 92 9 was something like 1. 5 billion dollars. 8 Adding 
this amount to the volume of security flotations gives 
a total of around 11.7 billions of issues absorbed in 
1929, as compared with approximately 16 billions of 
available investment money. Before accounting for 
the discrepancy we must consider the difference between 
"net new" financing and "net productive" financing. 

A substantial portion of the funds raised from se
curity flotations was used for purposes other than 
financing the construction of capital goods. Hence the 
figure of net new financing does not afford an accurate 
gauge of the growth of new productive capital. Se
curities are often floated for the purpose of providing 
working capital, and for acquiring the securities or 
properties of other companies. Such issues must also 

'As computed by the Commercial and Financial Chronicle. For 
the detailed ligures for the five years 1925-29 inclusive, see Appen
dix D, Table VII, pp. 200-ox. 

• Estimate based on a special study of the volume of bonds and 
mortgages outstanding over a period of years, by George Terborgh. 
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be eliminated if one is to ascertain the amount of funds 
going into actual capital construction. 

The deficiency of "productive" security issues. A 
careful compilation designed to show the . amount of 
"net productive" financing as distinguished from "net 
new" financing has been made by Moody's Investors' 
Service. The figure of net productive financing given 
in this compilation excludes all issues where the pro
ceeds have been used for the purchase of securities al
ready outstanding, or for any other purposes not 
associated with the construction of new capital. By ex
amining each issue separately it was possible to deter
mine, with rough accuracy, the extent to which the funds 
raised were utilized for productive purposes. 9 Moody's 
figure of net new financing differs somewhat from that 
of the Commercial and Financial Chronicle given 
above because it does not include the securities of for
eign governments and corporations and those of terri
torial possessions.10 The results of Moody's compu
tation for the years 1922-33 are shown on page 145· 

The addition of foreign financing to th'ese figures 
would not greatly increase the total. Satisfactory 
figures of net foreign financing are not available for all 
years; but the net amount for 1928 has been computed 
by the Department of Commerce at 863 million dollars 
andfor 1929 at 22i millions.U 

Let us concentrate attention for the moment upon 

• For details of the method employed, see Appendix C. 
10 For the period since 1929, when federal government flotations he

came important, the Chronicle includes government issues, whereas 
Moody's excludes them,· as going merely for financing deficits. How
ever, such government guaranteed securities as Federal Farm Loan 
bonds and recent issues of the Home Owners' Loan Corporation are 
ijlcluded on the theory that the proceeds are devoted to productive 
purposes. 

11 U. S. Department of Commerce Trade Information Bulletin No. 
814, p. 35· ' 
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the situation in the years I922·25· The security flota
tions devoted to "productive" financing averaged a 
little over 3.2 billion dollars annually. In addition the 

NET PRODUCTIVE FINANCING, 1922-33 a 

(In millions of dollars) 

Net Net Productive 
Net New Productive Financing as 

Year Financing b Financing• Percentage of Net 
New Financing 

1922 ................. 3 , 56s 2,721 76.3 
1923 ................. J,812 2,954 77.5 
1924 ................. 4,521 3·466 76.Z 
1925 ................. s. 141 3,318 64.5 
1926 ................. s,zo8 3· 168 60.8 
1927 ................. 6,152 3·259 53.0 
1928 ................. 6,682 2,947 44.1 
1929 ................. 9· 155 3· 186 34.7 
1930 .. , .............. 6,o68 3·446 57.Z 
1931 ................. 2,835 2,022 71.3 
1932 ................. I I 148 702 61.1 
1933· ...... ·: ........ 711 262 36.8 

• Compiled by Moody's Investors' Service, but not published in year! y 
figures heretofore. 

b Excluding refunding, United States government, and foreign issues. 
• Excluding all "non-productive" financing. {For method of computing, 

see Appendix C.) 

net flotations of mortgages averaged approximately 2 

billion dollars a year/2 making a total of a little over 
5 billions annually. Thus the amount of securities of a 
productive character being offered in the markets was 
materially less than the volume of money savings avail
able for the purchase of such securities. A substantial 
portion of the extra funds available in these years, as 
indicated by the table, was used for purely financial 

"'Special study by George Terborgh. 
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purposes such as the liquidation of short-term banking 
credits. Some of it went into foreign loans, and some 
no doubt was absorbed in the purchase of fraudulent 
issues. It may be noted also that the prices of out• 
standing securities began to advance rapidly after the 
middle of 1924., 

Attention should next be directed to the rapidly 
growing disparity between the amount of real capital 
formation and the amount of securities absorbed by the 
investment market. Whereas in the recovery years 
1922·24 three-fourths of the new security flotations 
were for productive capital purposes, in the three years 
1927~29 well under 50 per cent went for capital forma- • 
tion. The percentage, moreover, steadily decreased 
from 1924 through 1929. The recurring low _per
centage in 1933 is a direct reflection of the large "gov
ernment flotations for purposes of deficit financing. 

Summarizing this discussion, we had funds available 
for investment ranging from around 8 or 9 billions in 
1923-24 to as much as 15 or 16 billions in. 1928-29. 
On the other hand, the volume of new corporate issues 
for productive purposes, including mortgages, remained 
practically stationary at about 5 billions. The amount 
of the·savings that passed into the hands of business 
enterprisers for use in buying materials and hiring labor 
for the construction of new plant and ~quipment was 
thus about 5 billion dollars annually. The question is 
what became of the balance. 

The inflation of security values. When the amount 
of funds seeking investment is vastly in excess of the 
supply of new securities being offered for sale, prices are 
certain to rise-unless other factors are distinctly unto
ward. But other factors were here conducive to the 
same end. The volume of busin~ss was expanding year 
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by year,18 and the earnings of corporations were increas
ing. Under such conditions the prices of securities may 
be expected to rise precisely as would the prices of com
modities if demand were two or three times the avail
able supply. After the rise has occurred a larger vol
ume of money than before is used in transacting a given 
volume of business. 

We have already noted that security prices began 
to rise rapidly after the middle of 1924. In due 
course the plethora of funds available encouraged and 
made possible the rapid growth of such business in· 
strumentalities as the investment trust and the holding 

, company. The amount of securities floated by invest
ment trust and public utility holding companies in the 
years 1924 to 1930 inclusive was as follows.14 

Year 
1924 ............. . 
1925 .•.• ' ........ . 
1926 ...•.....•.... 
1927 ..•........... 
1928 ••............ 
1929 .••........... 
1930 ••.•.......... 

Investment Public Utility 
Trusts Holding Companies 

$44,700,000 $246,J00,000 
2o8,5oo,ooo 4o1,900,ooo 
g6,6oo,ooo 532,9oo,ooo 

418,7oo,ooo 88J,soo,ooo 
r,oz6,ooo,ooo I,I04,900.ooo 
2,951,000,ooo I ,OJ9,000 1 000 

401,700,ooo 647,6oo,ooo 

Such issues served to confuse the true economic pic
ture. They added to the volume of security offerings; 
but the funds procured were employed almost entirely 
in the purchase of corporate securities already out
standing. Instead of adding to productive capital, 
these financial operations merely served to multiply 
the number of pieces of paper (shares of stock) con
stituting claims to existing properties. Ordinarily such 

u Except for the recession of 1927, occasioned largely by Ford's 
change of model. 

" Data compiled from Standard Statistics Co., Standard Tradt and 
Steurities. All securities sold through public offerings or by subscrip· 
tion rights are included. 
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a diluting process might be expected to depreCiate the 
value of each piece of paper outstanding; but owing to 
the fact that the money was used mainly to buy existing 
securities it served instead to boost their prices. 

Precise information showing the extent of the rise 
in the market value of all securities is not available. 
But for the period since January I, I925 the market 
value of common and preferred stocks listed on the 
New York Stock Exchange has been compiled. These 
securities represent roughly half the market value of 
all securities, and will serve to illustrate well enough 
the effect of the situation we have been discussing upon 
the prices of securities generally. The following table 
shows the market value of bonds and preferred and 
common stocks combined listed on the Exchange from 
January I, 1925 to January I, I934 (in millions of 
dollars) : 

January I, Wl.S ........ .. 
I926 ........ .. 
I927 ......... . 
1928 ........ .. 
I929 ........ .. 

September I, 1929 ......... . 
July I, I9J2.,.,.,,, .. 
January I, 1934 .......... 

Bonds 
13,676 
14,632 
I6,o14 
17,683 
I7,613 
x6,o47 
xo,o6o 
12,406 

Stocks 

27,072 
34·489 
J8,J76 
49·736 
67 •. 478 
89,668 
IS ,6JJ 
JJ,095 

This threefold increase in the five-year period 192,5-
29 reflects, of course, the growth in the volume of issues 
outstanding, as well as the rise in security prices. The 
increase in stock values, especially in the years 1927-29, 
bore virtually no relation to the real growth of national 
wealth and inc;ome. 

11Capital gains" and a vicious circle. The enormous 
rise in security values generated a rapid growth of 
monetary income which was in no way the result of 
productive operations. A share of stock bought by 
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A at a price of $100 and sold to B at $I 20 yields a 
"capital gain" of $20 to A. If B later sells this stock 
to C for $150 he pockets a capital gain of $30; and if 
C in turn sells it to D at $200, he makes a gain of $50. 
So long as security prices continue to rise, these succes
sive speculative profits accrue to all individuals who dis
pose of their stock at an advance; it is not until the 
tide has turned that counterbalancing losses appear. 
The amount of these capital gains in 1929 reached a 
total of more than 6 billion dollars; 15 and it was 
probably not less in 1928. 

Income in the form of capital gains is available, like 
any other income, either for consumptive expenditures 
or for new investment. A considerable amount of such 
windfall profits during the recent boom was used to 
expand purchases of consumption goods and services, 
particularly of the luxury variety. But there was a 
strong temptation to put such gains directly back into 
the market in order to make further fortune while the 
making was easy. It should be borne in mind also that 
the largest gains were those realized by wealthy opera
tors whose consumptive wants were reasonably well 
satisfied and who accordingly were likely to return the 
bulk of such income to investment channels. 

The capital gains were thus largely the result of an 
antecedent and growing disparity between the volume 
of money flowing into investment channels and the vol
ume being currently required by corporations for pro
ductive purposes. Although derived from inflation 
such money income functioned, when disbursed, like any 
other money-as demand for consumers' goods or as 
demand for securities in the market. 'When such money 
was reinvested it served to push up security prices anew 

"'See America's Capacity to Consume, p. 175. 
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and thus to make possibie another harvest of money 
income-to be once again invested in the security mar
ket "gusher." 

Rapid expansion in new industries. While the 
growth of capital in established lines of industry was 
relatively slow, a very rapid expansion occurred in the 

FINANCING OF NEW INDUSTRIES, 1924-30 a 

(In millions of dollars) 

Natural 
Year Aviation Radio Chemical Gas 

1924 ... ; .••... - 17·7 IS.! J.O 
1925 ...... 1.9 9·5 s6.z 15.5 
1926 .......... J.S 35.0 39·3 
1927 .......... 0.2 49·6 :1.6.1 100.5 
1928 .......... 55· I 29.8 s6. 5 107·5 
-19:1.9 .......... 172.8 6I.J 237·7 51.9 
19JO .......... 4·2 4·7 57·8 59·1 

• Compiled from Standard Trade and Securities. 

Motion 
Picture 

12.2 
91.1 

100.8 
141.2 
77·9 
so.J 

172.7 

later years of the boom period in certain new lines 
of business. The table on this page shows the total 
financing annually between" 1924 and 1930 of a group 
of such developing industries. Though the peak of 
new financing varied a bit in different lines, it is evident 
that rapid growth usually occurred in the height of the 
boom period. 

In consequence of the plethora of investment money 
available, and the loss of all sense of values which the 
rising markets engendered, investment in new lines of 
enterprise went to extremes. The most remarkable 
case of rapid growth was perhaps that of the aviation 
industry. Inspired by the Spirit of St. Louis, and en
couraged by generous subsidies, the future of air trans-
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port appeared as boundless as the heavens themselves. 
Between January 1, 1925 and October I, 1928 only 
$24,742,000 of new securities were offered to the public 
to finance aviation enterprises. Then in the ensuing 
15 months $219,5 13,ooo of new aviation issues were 
marketed. There were 73 aviation companies organ
ized between 1925 and 1929, of which only 17 re
mained in operation in 1934. 

The dissipation of 11excess" savings. In the light of 
this analysis, it is now possible to answer the question, 
\Vhat became of the money savings which did not 
eventuate in new plant and equipment? The answer 
is that, aside from that portion which went into foreign 
issues, the excess savings were absorbed, dissipated, in 
bidding up the prices of outstanding securities. Money , 
savings were thus transferred increasingly into specu
lative profits rather than into productive plant and 
equipment. The inflation of security values resulted in a 
vulnerable financial structure, the collapse of which was 
an important contributing factor to the depression.16 

In view of the superabundant supply of investment 
money derived from individual and corporate savings 
during the boom period, it is evident that it was not 
necessary at that juncture to draw also upon the credit 
resources of the commercial banks for investment 
money. The expansion of commercial bank loans for 
investment and speculative purposes served in fact to 
intensify the disorder in the financial markets. The 
situation was here essentially different from that in 

18 Again let us guard against possible misunderstanding; we do not 
hold that the depression of 1929-35 is wholly ascribable to the par
ticular maladjustment we have been discussing. The economic situa
tion was vulnerable in a number of places, and a break somewhere 
was inevitable sooner or later. Moreover, the intensity of the depres
sion is apparently attributable to- tbe combined influence of the several 
types of maladjustment which existed. 
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earlier years when the supply o{ securities being floated 
exceeded the volume of investment funds currently 
originating in the savings of individuals and corpora
tions, as, for example, in the expansion period follow
ing I 900 when there was a very large volume of "un
digested .securities" in the financial markets. 

In this discussion of the maladjustment between sav
ings and consumption our attention. h;~.s been focussed 
upon the expansion period of the twenties. A word 
must now be said about the situation in earlier years 
of the general period under review. What became 
of the large savings accruing to individuals and cor
porations in the war years, for example? Were they 
dissipated in a similar way? 

The answer is that some billions were invested in 
the securities of foreign governments and corporations, 
the larger part of which was not repaid. Other bil
lions were lost in the acute though short-lived depres
sion of the early post-war years. For example, cor
porate surpluses were built up in years like 1916 and 
I 917 at the rate of nearly 5 billion dollars annually, 
while in 1921 there was a net decrease in the accumu
lated surpluses of American corporations to the extent 
of 2.7 billion dollars.17 The outcome was thus simi
lar though the process was somewhat different. 

When the amount of the national money income that 
is saved increases faster than the amount that is dis
bursed through consumption channels, there are various 
possible outlets for the excess savings. Funds not 
demanded for the construction of new plant and 
equipment may be invested abroad, as during the 
World War and again in 1925-29. They may be ab-

"For the figures annually from 1909 to 1929, see tl merica's Capacity 
to Consume, p. 109. 
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sorbed in bidding up the prices of existing securities, 
as in the recent boom years. They may stagnate in 
bank deposits-or go to finance government deficits
as has been the case during the depression. (See 
Chapter IX.) 

Having ascertained how excess money savings may 
be dissipated in non-productive and economically dis
turbing ways we may now return to the discussion of 
the restricted rate of capital formation begun early in 
the chapter. The most striking thing brought out 
by :A-1 oody' s compilation of productive financing is the 
practically uniform increase over the period from 19 2 2 

to 1929 18 notwithstanding the phenomenal increase in 
savings and in total security issues. Indeed, the abso
lute amount of new productive financing appears to have 
been greater in the years 1924-26 than in the period 
1927-29. This evidence proves conclusively that money I 
saved is not necessarily "spent for capital goods." j 

The growth of productive capital in established lines 
of business enterprise is evidently maintained in rea
sonably close adjustment to the growth of consumptive 
demand-regardless of the volume of funds currently 
rendered available for the construction of new capital. 
To be sure, business men will expand productive capac
ity somewhat in excess of current needs-even in such 
developed lines as iron and steel, clothing, and auto
mobiles. Such creation of excess capacity is partly the 
result of the hope of particular business men that they 

11 It should perhaps be noted here that these figures of net new 
financing; do not accurately indicate the total growth of new capital 
equipment. A considerable volume of capital is created without resort 
to the security markets for funds. Farmers, as we have noted, in
crease the productivity of their land and construct buildings by the 
direct utilization of their own labor. Moreover, much industrial 
capital is financed directly out of corporate earnings. 
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can,·by building new plant and reducing costs, capture a 
larger share of the existing market; and it is in part 
attributable to the lack of co-ordination of production 
plans among competing concerns and an exaggerated 
notion in periods of expansion of the probable future 
rate of growth. But while productive capacity may 
for these reasons be built somewhat in excess of needs, 
there are very definite limits to such expansion. The 
growth of capital is held in check by the possibilities 
of profit in the manufacture and. sale of consumption 
goods. 

The unequal distribution of income among the vari
ous classes of society tends to promote a more rapid 
increase of savings than of consumptive expenditures. 
But the expanding rate of flow into investment channels 
does not correspondingly accelerate the growth of pro
ductive capital. On the contrary, it tends to restrict the 
rate of capital formation as compared with what it 
might be were a larger proportion disbursed for con
sumption purposes. Our findings in this volume thus 
reinforce the basic conclusion reached in America's 
Capacity to Consume. 



CHAPTER XI 

CONCLUSIONS 

The foregoing analysis of the process by which cap
ital is created in the modern world has necessarily been 
of a somewhat involved character-tending no doubt 
toward some confusion as to the precise import of the 
conclusions reached. It may be helpful accordingly if 
the fundamental elements of the analysis and the pri
mary conclusions be here restated in as concise and 
simple form as possible. 

At the outset, we called attention to the fact that 
under any form of economic organization the forma
tion of capital involves an allocation of the productive 
energy of society. Under primitive conditions the 
process was a simple matter, involving a direct appor
tionment by each individual of his own labor power as 
between the creation of consumption goods and capital 
goods. Under a communistic form of organization, the 
allocation of the energy of society is determined by 
centralized authority-one portion of the population 
being set to work producing consumers' goods and an
other portion capital goods. In a capitalistic system, 
however, the allocation of energy results from a multi
tude of individual decisions and is dependent upon the 
functioning of a complex financial and business mechan
ism. The creation of capital here involves a round
about process, which, operating in response to the profit 
motive, transforms monetary savings into capital goods. 

155 
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In neither economic nor business literature is there 
to be found any thorough analysis of the economic im
plications of the process of capital formation in a cap
italistic society. According to the traditional analysis, 
the amount of new capital goods that will be created 
depends merely upon the proportion of the national 
money income that is set aside in the form of savings. 
When individuals save money instead of buying con
sumers' goods, they express a demand for capital goods; 
and it is assumed that in response to this demand new 
capital goods will shortly be created. To produce such 
capital goods, however, it is necessary to shift labor and 
materials from the creation of consumption goods, this 
being accomplished by the operation of the so-called 
price and profit mechanism. The curtailment in the 
demand for consumption goods is matched by an in
crease in the demand for capital goods, and the result
ing fall in the price of the former and rise in the price 
of the latter serve to induce a shifting of productive 
energy in response to changing profit opportunities. . 

In accordance with this analysis all the productive 
energies of society are employed regardless of how the 
total money income may be apportioned as between con
sumptive expenditures and savings for investment. 
Since all monetary savings are assumed to be trans
formed automatically into capital equipment, it follmys 
that the greater the proportion of the national income 
that is saved, the greater the growth of capital and the 
more rapid the rate of economic progress. 

Our analysis of the process of capital formation may 
be summarized as follows. To begin with, we chal
lenged the assumption that money savings enter the 
market as direct demand for capital goods. We con
tended that such savings merely constitute a supply of 
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money available to business enterprisers for use in the 
construction of new plant and equipment. \Vhether it 
will be profitable to use such funds in the formation of 
new capital depends upon the possibility of selling the 
commodities which such capital can produce. The de
mand for capital goods is derived from the demand for 
consumption goods. Hence, an increase in savings at 
the expense of consumptive demand will decrease rather 
than increase the output of capital goods. 

In the light of this general analysis we reached a pre
liminary conclusion that if new capital is to be created 
there must be an increasing flow of funds through con
sumption channels as well as through savings channels. 
\Ve then turned to a study of the evidence afforded by 
our industrial history as to the conditions under which 
a growth of capital does in fact take place. The evi
dence led us to the following conclusions. 

I. The facts show incontrovertibly that new capital 
is constructed on ·an extensive scale when consumption is 
expanding rather than when it is contracting. The bulk 
of our capital is created in periods of general economic 
expansion, when productive resources are being more 
fully utilized than at other times. The process does not 
involve an extensive shifting of labor and materials 
from consumption goods industries to the formation of 
capital. Nor do the prices of consumption goods and 
capital goods tend to move in opposite directions. 

2. The evidence indicates that in a period when the 
output of both consumption and capital goods is being 
increased, there is an expanding flow of funds through 
both consumption and investment channels. This simul
taneous increase is made possible by the expansive qual
ity of our commercial banking credit system. 
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3· The available evidence also supports the view that 
the growth of capital is directly related to the demand 
for consumption goods. In the first place, changes in 
the direction of business activity in most cases appear 
to have begun with factors affec;ting the consumption 
side of the economic picture. In the second place, the 
growth of new capital is adjusted to the rate of expan
sion of consumptive demand rather than to the volume 
of savings available for investment. Between 1923 and 
1929, for example, the volume of securities floated for 
purposes of constructing plant and equipment remained 
practically unchanging in amount from year to year, 
despite the fact that the volume of money available for 
investment purposes was increasing rapidly. Regard
less of the amount of money available for the construc
tion of new plant and equipment, the growth of capital 
goods was adjusted to the rate at which consumptive 
demand was increasing. 

Although the traditional analysis recognized that 
new capital is created with a view to a subsequent ex
pansion in the output of consumption goods, it was as
sumed that business enterprisers would proceed for 
years to create new capital, thereby extending the 
"roundabout processes of production," even though 
consumptive demand might for the time be declining, 
or lagging. The facts which we have assembled afford 
no support f~r this assumption. 

The conclusions which we have reached with refer
ence to the dependence of the growth of capital upon 
the concurrent expansion of consumptive demand have 
an important bearing upon the relationship of the dis
tribution of the national income to economic progress. 
If, in consequence of wide variations in the distribution . . 
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of income, the proportion of the national income that 
is saved expands rapidly, there results a maladjustment 
which retards rather than promotes the expansion of 
capital. 

The rapid growth of savings as compared with con
sumption in the decade of the twenties resulted in a 
supply of investment money quite out of proportion 
to the volume of securities being floated for purposes 
of expanding plant and equipment, while at the same 
time the flow of funds through consumptive channels 
was inadequate to absorb-at the prices at which goods 
were offered for sale-the potential output of our exist
ing productive capacity. The excess savings which en
tered the investment market served to inflate the prices 
of securities and to produce financial instability. A 
larger relative flow of funds through consumptive 
channels would have led not only to a larger utilization 
of existing productive capacity, but also to a more rapid 
growth of plant and equipment. 

The phenomenon of an excessive supply of funds in 
the investment markets had never been anticipated. 
Not only had it been assumed that all savings would 
automatically be transformed into capital equipment, 
but it seemed impossible to conceive of a situation in 
which savings might become redundant. Such a point 
of view is natural enough in the light of our historical 
evolution. 

In the early history of this country the volume of 
funds available for the purposes of capitalistic enter
prise was persistently inadequate. Business men often 
found it difficult to obtain the liquid capital, at any price, 
with which to expand the size of their business under
takings or to exploit new fields of enterprise. In colo
nial days, for example, the shortage of funds was a con-
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tinual source of difficulty and a primary cause of irrita
tion with the mother country, which opposed the issu
ance of bills of credit by colonial governments. Until 
well into the nineteenth century the volume of savings 
rendered available through investment channels for the 
needs of business enterprisers was negligible in amount. 
The philosophy which emphasized the fundamental 
importance of increased savings was a realistic one for 
that age. · 

In the period since the Civil War, however, two fac
tors have combined to produce a profound change in 
this situation. The first has been the growth of a well
to-do middle class, with funds available for investment. 
The second has been the development of the commercial 
banking system, making possible an expansion of credit 
to business enterprise for both fixed and working capital 
purposes. It is these developments which account for 
the emergence of the United States as a great financial 
power. Not only do we now have an abundance of 
funds with which to finance American enterprise, but we 
are also able to extend credits to the world at large. 
In this development we have followed the rqad which 
England travelled at an earlier date. 

At the present stage in the economic evolution of the 
United States, the problem of balance between consump
tion and saving is thus essentially different from what 
it was in earlier times. Instead of a scarcity of funds 
for the needs of business enterprise, there tends to be an 
excessive supply of available investment money, which 
is productive not of new capital goods but of financial 
maladjustments. The primary need at this stage in 
our economic history is a larger flow of funds through 
consumptive channels rather than more abundant 
savings. 
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APPENDIX A 

OTHER ANALYSES OF THE SAVINGS 
PROCESS 

In the course of our analysis we have had occasion 
to indicate the existence of conflicting viewpoints and 
to challenge certain widely accepted assumptions, par
ticularly those underlying what we have called the clas
sical theory of capital formation and economic prog
ress. Since we were concerned primarily with setting 
forth our own analysis in as concise a form as possible, 
we deemed it advisable not to confuse the larger picture 
by bringing into our discussion any consideration of the 
writings of others. It may, however, help to clarify some 
of the larger issues involved if at this place we give spe
cific consideration to a selected group of studies relating 
to the problem with which we are concerned. We shall 
not attempt in this analysis to review all of the litera
ture pertaining to this subject, but will confine our dis
cussion to widely known writings or to those which serve 
best to illustrate the issues involved. 

The studies which we shall discuss fall into two 
major classes: first, those which are essentially different 
in approach and arrive at conclusions fundamentally 
divergent from those which we have reached; and, 
second, those which at first thought may possibly be 
regarded as embodying a point of view and analysis 
similar to our own. None of these studies deals with the 
problem of capital formation in a comprehensive way. 
As a rule they relate only to certain specific phases of the 
problem with which we are concerned; and most of them 
are concerned only with the causes of depressions. The 
reader is asked to bear in mind that we are confining 
our discussion to those aspects of the various studies 
under review which relate specifically to the process of 
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capital formation. Our main task is to examine the 
validity of the assumptions on which the several authors 
have reached their conclusions. 

THE THEORY OF F. A. VON HAYEK ~ 

We may first consider the analysis of the Austrian 
economist, Dr. F. A. von Hayek, now at the London 
School of Economics. The following statement is based 
upon his little volume entitled Prices and Production 
and upon subsequent articles elaborating his point of 
view.1 The basic assumptions which underlie Mr. 
Hayek's analysis are indicated in the following sum-
mary statement: · 

"What happens . . . when somebody saves a part of his 
income hitherto devoted to consumption . • . ? Clearly the de
mand which is directed to means of production [capital goods] 
increases, and that directed to consumption goods correspondingly 
decreases." (Economica, May 1931, p. 142.) "At first the new 
savings will serve the purpose of transferring a portion of the 
original means of production previously employed in producing 
consumers' goods to the production of new producers' goods." 
[Italics Hayek's. This transfer is induced by changes in the rela
tive prices of capital goods and consumers' goods.] (The same, 
p. 140.) "The immediate effect of the increase in the demand for 
producers' goods and the decrease in the demand for consumers' 
goods will be that there will be a relative rise in the prices of the 
former and a relative fall in the prices of the latter." (Prices and 
Production, p. 70.) 

It will be observed from these quotations that Hayek 
assumes that the formation of capital involves a trans
fer of labor and materials from the creation of consum
ers' goods to the creation of capital goods-this being 
accomplished by the price mechanism. It is implied, it 
will be seen, that our productive forces are normally 
fully employed and that it is impossible in consequence 

1 "The Paradox of Saving," Economica, May 1931, pp. 125-69; and 
Econometrica, April, 1934, pp. 152-67. Mr. Hayek's analysis may be re· 
garded as typical of that of a continental school of writers whose point 
of view is derived from the theories of Bohm-Bawerk of Austria and 
Wicksell of .Sweden-first synthesized by Professor Ludwig von Mises 
of the University of Vienna. ' 
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to increase the production of ClJ.pital goods and con
sumption goods simultaneously. Hayek submits no evi
dence to show (a) that the expansion of capital 'occurs 
when consumption is declining, or (b) that the prices 
of capital goods rise while the prices of consumers' 
goods fall. These are mere assumptions, and they find 
no support in the data which we have assembled in the 
course of our investigation. 

Hayek notes that in periods of depression there is 
some slack in the industrial system, but he bases his 
primary argument on the assumption that we have full 
productive capacity. He states that "the assumption of 
an 'industrial reserve army' is incompatible with the 
known facts and theoretically inadmissible as a starting 
point for a theory which attempts to show the causes 
of crises on the basis of the modern 'equilibrium theory' 
of price determination." (Economica, May 1931, p. 
140.) As our studies conclusively show, there remains 
a large amount of slack in the industrial system even 
at the peak of boom periods. 

Hayek next considers the effects of expanding bank 
credit upon the formation of capital. When bank money 
is loaned to business men with which to employ labor 
and materials for the construction of capital, he argues, 
"entrepreneurs are in this case enabled to attract fac
tors of production . . . , not by a corresponding trans
fer of funds from consumers' to producers' goods but 
by additional money handed to them. This means that 
they will bid up the prices of these factors without there 
being a corresponding fall in the prices of other factors. 
Total money income will, therefore, increase, and this 
increase will in turn lead to an increase in the amount of 
money expended on consumers' goods." (Econometrica, 
April 1934, p. 15 8.) While the prices of consumers' 
goods will thus rise, they will lag behind the rise in the 
prices of capital goods. Eventually, after the issue of 
new bank credit ceases, the prices of consumption goods 
will rise in relation to the prices of capital goods and de
pression will ensue. Hayek finds the basic source of mal
adjustment to be the extension of credit; and he believes 
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a "neutral money" policy would give us permanent 
stability. . ' 

Again it will be observed that Hayek assumes that 
the creation of new capital necessarily involves a diver

. sion of labor and capital from the production of con
sumption goods to the creation of capital goods. Again 
he cites no evidence either in support of the diversion 
theory or to show that the prices of capital goods and 
consumers' goods move in the ways indicated. 

Hayek's analysis breaks down at its very beginning. 
The assumptions on which he predicates his whole argu
ment are not in accordance with the facts of the busi
ness world. Moreover, the central issue in the problem 
of capital formation, namely, the relationship between 
consumptive demand and the demand for capital goods, 
has not been analyzed. 

BENJAMIN M. ANDERSON'S ANALYSIS 

Dr. Benjamin M. Anderson has given consideration 
to the problem with which we are concerned in two 
bulletins issued by the Chase National Bank of the City 
of New York. The first is entitled Bank Money and the 
Capital Supply, and the second Bank Expansion versus 
Savings.2 Mr. Anderson states the problem of capital 
expansion as follows: 

It is possible to accumulate new productive equipment only if 
the current consumption of the people can be supplied with less 
than the full productive capacity of the people. If labor and 
existing equipment are to be employed in producing machines 
and railroads, then the consumers of the country must be con
tent with less goods for immediate consumption [our italics] 
than they might have if the whole productive power of the coun
try were devoted to consumers' goods. The decision as to how the 
productive power of the country shall be used rests with those 
who have control of the available funds for expenditure. If an 
individual spends for consumption all that he makes in the course 
of the year, .•. he draws labor and equipment away from the 
production of capital and devotes it to the production of con
sumers' goods. ·If this individual • • • saves and invests in rail-

• Nov. 8, 1926, and ]line 25, 1928 respe~:tively. 
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road bonds, he gives the railroad funds which may [our italics] 
be spent for new rolling stock or for the improvement of the road
bed. A correspondingly smaller number of laborers is then de
voted to making consumers' goods and a larger number to the 
production of capital goods .•.• The difference between thrift 
and extravagance is not the difference between hoarding money 
and spending money. What is saved is also spent. The difference 
is simply as to the way in which it is spent.3 

It will be seen from this general statement that 
Anderson assumes that an expansion of capital goods 
occurs only when the output of consumption goods is 
being reduced-the process involving a shifting of labor 
and capital from the production of consumption goods 
to the production of capital goods. The basic assump
tion underlying this point of view, of course, is that 100 

per cent of our labor and capital supply is always em
ployed, and that if we are to employ more in one direc
tion we must necessarily employ less in the other. In this 
general statement there is no recognition of two prob
lems basic to our analysis; namely, ( 1) the relation of 
expanding consumption to expanding capital formation, 
and ( 2) the amount of unutilized capital equipment and 
labor supply which normally exists. 

At a later section of his analysis, however, Anderson 
notes the possibility that both an increase in capital 
formation and an increase in consumption goods might 
occur simultaneously. When funds with which to ex
pand plant and equipment are obtained from the com
mercial banks rather than from savings-

The borrower, armed with the new bank credit, is able to 
divert labor and existing equipment from the production of con
sumers' goods to the production of producers' equipment, with 
the result that in the course of the succeeding months more 
actual physical capital comes into existence than would have 
come into existence if the loan had not been made. This may even 
take place without diminution of the current flow of consumers' 
goods, if at the time the loan is granted the industrial resources 
of the community are not fully utilized, if there is idle labor and 
a slack: condition of industry. If the resources of the community 

• Bank Money and the Capital Supply, pp. 2I-22. 
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are fully utilized, the new capital is created at the expense of the 
current fiQw of consumers' goods. None the less, new capital is 
created.' 

It will be noted that he recognizes that "if there is 
idle labor and a slack condition of industry" the expan
sion of capital creation is not necessarily at the expense 
of the production of consumers' goods. What Anderson 
has not apparently recognized is that there is always a 
lar~e amount of indus~rial and l~bor slack-except. at 
periOds when both capt tal formatiOn and an expandmg ·· 
output of consumption goods are occurring simultane
ously. Indeed, as our analysis in America's Capacity to 
Produce has so clearly shown, there was slack to the 
extent of approximately 20 per cent even at the height 
of the recent boom period. 

From this second quotation, it is again apparent that 
Anderson has not faced the question as to whether 
an expansion of consumption is essential to an expan
sion of capital, for he again assumes that the process in 
the main involves diversion of energy from the produc
tion of consumption goods to the production of capital 
goods. · 

Anderson is, however, essentially right in his appar
ent conclusion that the extensive use of commercial bank 
credit for the purchase of bonds and in the financing of 

·Stock·market speculation in the late twenties did more 
harm than good. As we have indicated in our analysis, 
there was a superabundance of investment money rather 
than a shortage of funds with which to finance industrial 
expansion. If anything, Anderson concedes too much 
in stating that between 1922 and 1929 business was 
"markedly accelerated by the immense flood of new 
money market funds put out and expended." 5 While 
some use of commercial bank credit was essential in con· 
nection with underwriting activities, our analysis indi
cates that the primary result of the use of commercial 
bank funds for investment purposes during these par· 

• The same, p. 25. 
• The same, p. 20. 
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ticular years was to intensify the maladjustment in the 
financial markets. 

THE CRITIQUE OF E. F. M. DURBIN 

The most comprehensive and systematic study of the 
problem of oversaving is found in a little volume re
cently published by a young British economist.6 In con
sidering the relation between consumption, saving, and 
capital formation, Mr. Durbin analyzes the problem 
both in connection with short-run cyclical fluctuations 
and under long-run normal conditions. Interestingly 
enough, he finds serious difficulties for the short-run 
periods but none over the long run. He does not, how
ever, indicate how one can add up a series of bad short 
runs and get a satisfactory long-run result. 

Durbin concurs in the view that an increase in saving 
relative to consumption will produce a business crisis. 
He says: 

An increase of saving will inevitably cause the appearance of 
net losses in the production of consumption goods despite the 
fall in the rate of interest, •.• and the appearance of these 
losses will involve a sympathetic contraction in the demand for 
capital goods. From these two propositions it follows that an 
increase in savings may be accompanied by a contraction in the 
output of both consumption goods and capital goods and that this 
will result in general unemployment. [Page 129.] 

From this quotation it will be seen that Durbin recog
nizes that the demand for new capital is dependent 
upon the demand for the consumers' goods which such 
capital might turn out; and that an increase of savings 
will reduce the demand for and the actual construction 
of capital goods. His view about the satisfactory ad
justment in the long run is evidently based upon the 
observation that, despite the dilemma to which the sav
ing process appears to give rise, we have somehow had 
great economic progress. 

• E. F. M. Durbin, Purchasing Power and Trade Depression, revised 
] anuary 1934· 



170 THE FORMATION OF ·cAPITAL 

If we reflect upon the economic history of the last hundred 
years it is. apparent that saving cannot always be disastrous. 
There has been during this period a great rise in the general 
standard of living and this· increase has been accompanied by, 
and is clearly related to, the equally enormous growth in capital. 
Over the long period saving therefore appears to promote rather 
than to check consumption. To the individual the process of 
saving involves a reduction of consumption, and yet the saving 
of the nineteenth century accounts for the multiplication of the 
output of consumption goods by five, ten, and twenty fold. 
[Pages 57-58.] 

He then adds, "How is this apparent contradiction 
to be reconciled?" and explains the way out as follows: 

The reconciliation lies in the double nature of the process we 
are analyzing. The first activity, the mere abstention from con
sumption, is not the end of saving. All that this does is to release 
part of the purchasing power from the purchaser in the first 
instance and a fraction of the real productive resources in the 
second instance from the manufacture of consumption goods, so 
that they become free to increase the stock of capital instruments. 
This second activity of "capital building" Mr. Keynes has distin
guished by the term "investment." It is the purpose of invest
ment to increase the productive-resources of society and, in so 
far as it is successful, it must lead to an increase in the output 
of consumption goods. Moreover the increase in productive 
efficiency will enable those who carry a process of investment to 
a successful conclusion to pay a rate of interest either to them
selves or to those from whom they borrowed the money in the 
first instance. • . . This process makes a rise in the standard 
of living possible and causes the paradox of continuous saving 
accompanied by increasing consumption to appear. [Pages 
ss-sg.J 

It will be observed that it is here assumed that money 
savings will be used to build new plant and equipment, 
with the result that employment will expand and con
sumptive demand will follow suit. This is, of course, 
the very point at issue-whether savings resulting from 
a restriction of consumption will be used in creating 
new capital goods. Durbin does not ignore this issue, 
but thinks he has found a way,out. Having shown that 
in the short run an increase of savings will check capital 
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formation, he escapes the dilemma, for the long run, 
by assuming a constant rate of saving. 

The solution is to be found in the analysis of a continuing 
process [italics ours] of saving, and in the necessary effects upon 
productive efficiency of a constant rate of capital construction. 
If we ask, not what is the effect of the first process of saving upon 
monetary equilibrium, but what is the effect of a continuous 
process of both saving and investment ••• we shall arrive at 
a very different conclusion. [Page 72.] 

His continuing argument is, in brief, that entre
preneurs will use savings for the construction of new 
capital because such capital will reduce costs sufficiently 
to enable them to pay th.e current rate of interest on the 
borrowed funds. Indeed, the productivity of the new 
capital will more than pay the rate of interest and will 
make possible a reduction in commodity prices as well. 

If this resort to a constant rate of saving as a way 
out of the dilemma is to be regarded as significant, it 
must be shown that we have had over the last century 
a constant rate of saving. Durbin does not actually con
tend that such has been the case; and it is, of course, not 
the case. The rate of saving changes more or less con
tinuously with the ups and downs of the business cycle, 
and, as we have shown in America's Capacity to Con.: 
sume, there appears to be a tendency for the rate of 
saving to expand as the general level of incomes rises 
and, particularly, as incomes rise among the higher in
come groups. Durbin's argument at this place must, 
therefore, be regarded as purely hypothetical and with
out relevancy to the fundamental issues involved. 

Durbin himself apparently recognizes this, for he 
says that he has been explicitly assuming that "the con
ditions are artificially constant in all the important de
termining quantities." Accordingly, he goes on to in
quire whether the economic system can adjust itself 
"to an increase in the rate of saving which involves a 
fall in the rate of interest." He says, "There is an 
a priori assumption that it can." (Pages 78-81.) 

The adjustment is accomplished, in his view, by 
changes in prices. An increase of savings reduces first, 
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the prices of consumption goods, and, second, the rate 
of interest. The fall in the rate of interest "must be of 
such a sort (if there is such a thing as a demand curve 
for new savings) that it equates the supply of, and the 
demand for, new savings at the new and higher rate of 
saving." (Page 87.) He notes that the existence of such 
a curve implies the existence of a continuous rate of 
new inventwns (which he evidently does not think is 
assured) . He. notes also, that the reaching of a new 
equilibrium implies that there are sufficient avenues of 
investment which are ca:pable of reducing costs to absorb 
the whole supply of savmgs. If not, the rate of interest 
must fall still lower. "It must ultimately reach a point 
at which equilibrium can be maintained-if any supply 
and demand theory of interest holds true." (Page 88.) 

Durbin, however, does not believe, as do many price 
mechanism theorists, that an equilibrium will occur 
automatically and immediately. "I doubt if the reaching 
of it is a short period phenomenon, and I believe that it 
could only be reached through a period of general dis
equilibrium"-in other words, through the medium of 
a business depression more or less protracted. (Page 
89.) 

Having admitted, then, that when the rate of savings. 
increases, a depression will inevitably occur, and that 
equilibriurp will be re-established only after a period of 
depression, Durbin proceeds to inquire whether a reduc
tion of the interest I!lte ~will eventually bring about 
business recovery. It comes as a .surprise to findhim 
attributing recovery rather to a combination of factors. 
It comes 

because entrepreneurs are convinced after a time that the low 
level of prices . . . is in a large part permanent and they then 
look about them for. other me~hods of increasing their profits. 
They can only do'this by reducing their costs. Now they can 
reduce their costs either by wage reductions or by capital im· 
provements ••.• (With) inventions and improvements avail
able, the rate of interest upon new capital very low, monetary 
conditions very easy, and prices no longer falling catastrophically 
but still showing no tendency to 'rise and deflect the entre· 
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preneurs' interest away from the reduction of costs, investment 
will begin again. [Pages 175-76.] 

Despite the "a priori presumption," Durbin evidently 
does not find that new equilibrium is brought about 
through "equating the supply of, and the demand for, 
new savings at the new and higher rate of savings," 
for he attributes recovery to a combination of factors, 
of which the low interest rate is of relatively minor im
portance. It should be borne in mind, moreover, that 
the low interest rate prevailing at the end of a depres
sion is not the result of a higher rate of savings, for 
savings are very greatly reduced in the course of a de
pression. The low interest rate is merely a reflection of 
the lack of demand for banking accommodations. 

Durbin's analysis is thus defective in two principal 
respects. First, his analysis of lon~-run phenomena, 
which runs in terms of automatic adJustments, is in no 
way articulated with his discussion of short-run or 
cyclical phenomena. He evidently fails to appreciate 
that there is no long run independent and distinct from 
a succession of cyclical fluctuations. 

Second, Durbin has completely overlooked the role 
played by the commercial banking system in the capital 
formation process. He has assumed, in his long-run 
analysis, that funds are procured for capital creation 
by an antecedent restriction of consumption, and it has 
appeared to him, therefore, that-since we do get capi
tal formation-the process must work satisfactorily in 
the long run even though it never works in the short run. 
The truth is, as we have shown in our analysis, that the 
commercial banking system makes possible a simultane
ous increase in the flow of funds through consumption 
and investment channels. The growth of industrial capi
tal over the last century, moreover, has occurred chiefly 
on the upswing of business cycles. 

JOHN A. HOBSON'S THEORY OF UNDER-CONSUMPTION 

One of the earliest and perhaps the most vigorous 
exponents of the theory that business cycles are caused 
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by a maladjustment between consumption and savings 
is the English writer, John A. Hobson. In fact, the 
under-consumption theory of depression is commonly 
regarded as Hobson's theory, though, as we indicated 
in the foreword to America's Capacity to Produce, the 
same general approach is found in numerous earlier 
writers: In view of the thought in the minds of some 
people, perhaps not unnaturally, that our general study 
of the distribution of wealth and income in relation to 
economic progress is intended primarily to test the 
validity of the Hobson thesis, it seems essential at this 
place to indicate precisely what Hobson's position has 
been and to show wherein our own analysis differs there
from. 

Mr. Hobson finds the cause of business depressions 
in the failure of consumptive demand to expand as 
rapidly as the output of goods intended for consump
tion expands. This failure is due to what he calls a 
"chronic attempt to oversave income." He argues that 
"if savings rise above a certain definite proportion to · 
spending ... the first effect of such oversaving (under
consumption) is to employ labor to produce more forms 
of capital than are economically requisite to supply con
sumptive goods at the rate at which they are de
manded." In consequence there is "a congestion of the 
industrial system with goods, productive and consump
tive, which are not bought as fast as they are produced." 
Depression inevitably follows; and recovery comes orily 
after a painful process of readjustment in which large 
quantities of existing capital representing oversaving 
are destroyed and the rate of saving for new invest
ment has been retarded, while on the other hand the 
consumption of a growing population has been gradu
ally increasing.7 Mr. Hobson concludes that if a "right 
proportion between saving and spending of income" 
were preserved~ prosperity would be perpetual. A 
wrong apportionment occurs because of the character 
of the distribution of income, which results in chronic 
oversaving. 

• Mr. Hobson has set forth this point' of view in various publications. 
These quotations are taken from The Industrial System, 1910, pp. 30S·o6. 
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Hobson's analysis differs from our own in several 
important respects. In the first place, he follows the 
classical assumption with reference to the identity of 
money savings with capital formation. He says: "Spend
ing means buying consumptive goods; saving means 
buying production goods. Spending causes more com
modities to be produced; saving causes more forms of 
capital to be produced." (Page so.) It is thus assumed 
that money savings, whatever the volume, automatically 
eventuate in the construction of new capital goods. He 
fails to recognize that the volume of money savings 
may be greatly in excess of the volume of new securities 
being issued in the markets; and no appreciation is here 
shown of the dependence of capital formation upon a 
concurrently expanding consumptive demand. They ap
pear-for considerable periods of time-to be inde
pendent variables. Only ultimately, after the markets 
become congested with the new consumption goods 
which the enlarged plant and equipment will produce, 
does trouble arise. It will be seen that it is assumed not 
only that the money savings will eventuate in new capi
tal equipment, but that the new capital equipment will 
be employed at full capacity in turning out goods until 
such time as the industrial machine becomes clogged 
with excess inventories. 

In contrast, our analysis has indicated that the con
struction of new capital is held in abeyance by the rela
tively slow rate at which consumptive demand is con
currently expanding; and that the output of consump
tion goods tends to be adjusted fairly closely to the 
volume of orders originating in consumptive demand. 
The period from 1925 to 1929 was not marked by a 
much more rapid rate of increase in capital equipment 
than of consumptive demand, nor was there a cumula
tive congestion in the consumer markets which finally 
produced the break in the autumn of 1929. 

In the second place, Hobson's thesis is related solely 
to the phenomenon of economic depressions. He has 
not recognized ·that the rate of expansion in the con
struction of capital goods, even in periods of prosperity, 
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may be held in check by virtue of a restricted consump
tive demand. He has not appreciated the possibility that 
even in periods of active business a considerable propor-

, tion of our productive capacity may be unutilized for 
want of an adequate flow of demand through consump

-tion channels. 
There is nothing in Mr. Hobson's analysis which 

suggests the economic dilemma which arises out of the 
necessity of restricting consumption in order to provide 
funds for capital expansion. As already indicated, he 
believes that if there were only a "right rate" of saving 
everything would work out satisfactorily. The only dif
ficulty that he has noted is over saving; whereas our 
analysis has indicated that difficulties inhere in the very 
process of providing funds for capital formation 
through an antecedent restriction of consumptive de
mand. 

Since Mr. Hobson's a~proach is the classical one, 
which assumes that a restriction of consumptive demand 
is necessaryin order to make possible an expansion in 
the demand for capital goods, and that new capital 
goods will be created in great volume even though 
consumptive demand is declining, it is not surprising 
that he gives no consideration to the role of commercial 
banking in connection with the problem under considera
tion. Only when it is understood that capital formation 
and expanding consumption occur not alternately but 
concurrently, does it become apparent that the flow of 
funds both through consumption· channels and invest
ment channels must be expanding simultaneously. 

Our analysis is akin to Hobson's in that we are con
sidering the significance of the distribution of income 
to the rate of economic progress. But we are not 
primarily concerned with the cause of depressions, nor 
do we ascribe the beginnings of depression always to 
gluts in consumer markets. The focus of our study as 
a whole is the relation of consumptive demand to the 
rate of production and the rate of capital growth in 
general-in periods of expansion as well as in periods 
of depression. · 
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THE VIEWPOINT OF FOSTER AND CATCHINGS 

A comparatively recent study which superficially 
bears some resemblance to our analysis is that by Wil
liam T. Foster and '\Vaddill Catchings.8 A brief sum
mary will serve to show, however, that their line of 
reasoning and their conclusions differ essentially from 
our own. 

They begin with the classical line of analysis that 
savings are automatically invested in new capital goods, 
thereby increasing productive power. The trouble arises 
when these new capital goods expand the production 
of consumption goods; for they say that then "industry 
turns out more consumers' goods than consumers can 
buy with their incomes .•.. The deficiency of income 
comes about because industry does not pay consumers 
as much money as it expects consumers to pay for its 
products-as much money as consumers must pay if 
business is to expand and prosper." This is because the 
price of goods includes an allowance for profits
which, it is assumed, do not constitute income available 
for consumers. "Consequently, as the flow of goods 
into consumers' markets increases, the flow of money 
into consumers' pockets does not long increase propor
tionately. Presently, there are more goods on hand than 
the people can buy and pay for out of income, at the 
going price level." 9 

The continued output of production goods in ex
cess of demand reduces consumer prices and causes 
a business depression. Their way out of the difficulty 
is to expand the flow of money through consumer chan
nels by increasing wages at just the right rate to pro
vide for the purchase of all the consumers' goods that 
come onto the markets. 

It will be seen that the analysis of Foster and Catch
ings resembles that of Hobson, but there is one essen
tial difference. Hobson believes that a better distribu
tion of income might lead to a right rate of savings 

• See Business Without a Buyer, 1927· 
• The same, pp. s8-59. 
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relative to consumption, so that equilibrium could be 
permanently maintained. Foster and Catchings, how
ever, argue that, since the prices of consumers' goods 
must cover profits as well as wages and other costs, 
there is inevitably a deficiency of income with which to 
buy the total actual output of consumers' goods. Their 
argument in this connection must be closely scrutinized, 
for it is the heart of their analysis. · 

It is undoubtedly true that the prices at which con
sumers' goods are sold in the market must cover not 
only outlays in the form of wages, salaries, and mate
rials (the basic element of cost in materials also being 
wages), but also profits to those who furnish the cap
ital. It therefore follows that the income of workers 
engaged in the production of consumers' goods is not 
adequate to take off the market the total volume of con
sumers' goods produced. But other workers are at the 
same time engaged in the production of capital goods 
and they receive wages which are not used to buy the 
capital goods being produced but are available to aug
ment the demand for consumers' goods. It is, of course, 
true also that a portion of the in.come received as profits 
both in the consumers' goods industries and the capital 
goods industries will be used in the purchase of con
sumers' goods. It does not follow, therefore, from the 
mere fact that profits have to be realized that the in
come available for the purchase of consumers' goods 
is. less than the amount of consumers' goods which has 
been produced. 

Foster and Catchings apparently recognize that 
workers engaged in the production of capital goods 
also receive income with which to buy consumers' goods. 
But, incredible as it may seem, they apparently exclude 
the receivers of profits from the consuming class, and 
argue that a deficiency in consumptive demand exists to 
the precise extent that profits exist. Thus they arrive at 
the conclusion that "presently there are more goods on 
hand than the people can buy. and pay for out of in
come." 
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The only way in which Foster and Catchings' posi
tion could be justified would be by showing that the 
paying out of profits is deferred, thus producing a fatal 
lag in market demand. Deferred payments of profits 
are, however, largely offset by advance payments of 
other distributive shares. The authors make no effort 
to prove any net lag in disbursements of income. 

The truth of the matter is, as we indicated in Chap
ter II, that total disbursements of money income in the 
form of wages, salaries, commissions, interest, rents, 
and dividends, exactly cover the total value of all goods 
produced in the course of the year-including both 
consumers' goods and capital goods. Foster and Catch
ings get a deficiency of income simply by excluding 
profits from the income category. Their striking illus
tration, "Making a dollar watch does not yield con
sumers a dollar of income," is made possible only by 
eliminating the profit of the watchmaker from national 
income. 

Foster and Catchings go on to add that the lack of 
purchasing power is still further intensified by the neces
sity of diverting some portion of the income received 
by the people from consumption channels to savings 
channels. This, they argue, restricts consumptive de
mand and leads directly toward depression. If this be 
true, it cannot at the same time be held that increasing 
savings will automatically result in an increase of cap
ital and an ultimate expansion in the flow of consumers' 
goods to market. The process of capital formation 
would be checked by the depression resulting from the 
restriction of consumptive demand. 

THE DIAGNOSIS OF MAJOR C. H. DOUGLAS 

No little publicity has been given to an analysis of 
the sources of economic difficulty by Major C. H. 
Douglas of the British Royal Air Force.10 Major 
Douglas finds the roots of the economic disease in the 
discrepancy between payments for wages, salaries, and 

lAl Credit Power and Democracy, 1920, and The Control and Distribu
tion of Production, 1922. 
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divid~nds, and the prices of products. He argues that 
since the aggregate price of all goods offered for sale 
greatly exceeds the aggregate disbursements to con
sumers, depression is inescapable,unless bank credit is 
issued to individuals in sufficient amounts to make up 
the deficiency in purchasing power. 

Douglas arrives at the conclusion that the money 
income available for the purchase of commodities is 
deficient by a process which eliminates from the picture 
a large part of the national income. He contends that 
the price of a given commodity must cover "(A) all 
payments made to individuals (wages, salaries, and 
dividends); (B) all payments made to other organiza- · 
tions (raw materials, bank charges,· and other external 
costs)." 

Now the rate of flow of purchasing power to individuals is 
represented by A, but since all payments go into prices, the rate 
of flow of prices cannot be less than A +B. The product of any 
factory may be considered as something which the pqblic ought 
to be able to buy, although in many cases it is an intermediate 
product of no use to individuals but only to a subsequent manu
facturer; but since A will not purchase A + B, a proportion of 
the product at least equivalent to B must be distributed by a form 
of purchasing power which is not comprised in the descriptions 
grouped under A.11 

This means that if the payments made by a given 
business under A amounted to one dollar and the pay
ments made under B amounted to another dollar, the 
price of the commodity produced would be two dollars; 
but there would be only the A dollar available with 
which to buy it. 

The fallacy in Major Douglas' analysis is that he 
concentrates attention upon a single business rather 
than upon the national economy as a whole. These 
"external" payments to other organizations do not 

-involve sending the money outside the country, and 
hence their disbursement is a part of the national in· 
come as a whole. That is to say, the payments for raw 
materials, bank charges, etc., are also disbursed to indi-

11 Credit Power and Democracy, pp. 21-22. 
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viduals by raw material producing industries and "other 
organizations" in the form of wages, salaries, and divi
dends. Taking the national economy as a whole the 
aggregate prices of goods and services simply cover 
the aggregate disbursements of wages, salaries, rents, 
commissions, and profits to individuals engaged in the 
processes of production. 

The analysis which we have made in America's 
Capacity to Consume, revealing a demand for con
sumption goods insufficient to call forth the full output 
of our productive establishment, is not to be regarded 
as supporting either the position of Major Douglas 
or of Foster and Catchings. Our analysis did not 
show that the aggregate disbursements of national in
come to individuals were less than the aggregate prices 
of the goods and services turned out; on the contrary, 
we contended that they were virtually identical. \Ve 
were concerned with the allocation of the national in
come as between savings for investment and expendi
tures for consumptive purposes; and we showed merely 
that the proportion of the total income received by 
individuals which found its way into consumptive chan
nels was inadequate to induce full capacity production. 

A RECENT CONTRIBUTION BY PAUL H. DOUGLAS 

In a volume of essays just published, Professor Paul 
H. Douglas contributes an article 12 in which certain 
data are assembled for the purpose of testing the gen
eral theory of under-consumption. One section of the 
analysis is concerned with the general problem of sav
ings and capital formation, while another deals with 
the question whether the depression of 1929 was a result 
of restricted purchasing power among the masses of 
the people. 

Professor Douglas begins his analysis of the relation 
of consumption, savings, and capital formation with a 
general endorsement of the classical position. In an-

,. "Purchasing Power of the Masses and Business Depressions" Eco-
nomic Essays in Honor of Wesley Clair Mitclte/1, 1935. ' 
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swer to the question whether an expansion of savings 
might not increase productive power (capital) more 
rapidly than consumptive demand, and hence create a 
serious maladjustment, he says: ~ 

The immediate answer to this is clear. . . . Whatever is 
saved is in some form or other spent. Inde~d, if, after virtually 
the entire working force is employed, there is then an increase 
in the proportion of the national income which is devoted to 
savings, the immediate effect is to decrease the relative propor
tion of consumers' goods and to increase the proportion of cap
ital goods .... For a period, at least, there is a balance between 
the forces of production and consumption, since the altered dis
tribution of productive energy will have resulted from prior 
changes in the way the ultimate consumers will have distributed 
their income. [Pages 109-10.] 

Since all savings are spent for capital goods, it would 
appear that, no matter how great the volume of mone
tary savings relative to consumptive expenditure, the 
total would all automatically be utilized in constructing 
new capital goods. 

He goes on to point out, however, that this new cap
ital will in due course be used in producing additional 
quantities of consumers' goods; and he argues that if 
the purchasing power of the masses is not expanding as 
rapidly as the production of consumers' goods, the 
prices of such goods will fall, sooner or later. ·when 

. this price decline begins,. there will occur a contraction 
in the output of consumption goods, with a resulting 
increase in unemployment, which cumulatively affects 
the volume of purchasing power. 

At this juncture of his analysis, Douglas argues that 
a decline in the output of consumers' goods, resulting 
from a restricted demand, . . . · 
• • • is followed by a still greater decline in the volume of pro
ducers' goods .••. When the consumers' goods industries ac
tually begin to decline, the producers' goods industries fall at an 
even more accelerated rate. But this necessarily destroys much 
of the monetary purchasing power distributed by these indus
tries. • •• This causes a further decline in the consumers' goods 
industries, which causes an additional contraction in the output 
of producers' goods, and so on. [Page us.] . 
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He here makes formation of capital goods depend 
directly upon the volume of consumptive demand. This 
is the direct reverse of the position taken in the quota
tion given above, in which it is assumed that capital 
formation expands when consumption is declining-at 
least declining relatively-and that the process of cap
ital formation involves the transfer of productive 
energy from the creation of consumption goods to the 
creation of capital goods. 

"\Ve may now turn to the second part of his analysis. 
He assembles statistics purporting to show that be
tween 1922 and 1929 the income of the masses of the 
people, including wage and low salary groups and 
farmers, increased less rapidly than the output of con
sumption goods intended for these classesP The inevi
table result of such a shortage of purchasing power, 
according to Douglas, was ultimately a fall in the prices 
of consumers' goods, though the decline was prevented 
for a time by organized resistance on the part of pro
ducers. "Industry adopted the fundamentally disas~ 
trous policy of pegging prices (more or less) in the face 
of technical advance and yet not increasing wages, 
lower salaries, and the like, sufficiently to permit 
these goods to be taken off the market." He cites the 
increasing disparity between incomes of the masses 
and the volume of output of consumption goods as 
lending "a very considerable degree of support to the 
belief that here was one of the causes of the great 
depression." {Page 127.) 

No evidence is advanced, however, to support the con
clusion that the depression which began in the autumn of 
1929 was occasioned by a cumulative piling up of inven
tories or by a break in the prices of consumers' goods, 
or for that matter of commodities in general. The truth 
of the matter is that commodity prices rose slightly in 
both 1928 and 1929 as compared with 1927. 

,. In passing it should be noted, however, that the figures of income 
and consumption goods produced which are submitted as evidence 
are not correlative. Whereas the income figures are for special classes 
only, the production figures cover goods intended for all classes. 
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The maladjustment between savings and consumptive 
expenditures did not, as our analysis shows, lead to a 
proportional expansion of capital goods and, in due 
course, to an excessive output of consumers' goods, 
which ultimately broke the commodity markets. On 
the contrary, the restricted rate of expansion of. con
sumptive demand held the growth of capital in check; 
while tl;le excess savings wrought havoc in the financial 
markets. 
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NATIONAL WEALTH AND CAPITAL, 1929 

Before attempting to present any data, a distinction 
should be made between the national wealth of the 
country and the supply of productive capital. As we 
have indicated in Chapter I, capital, from the social 
point of view, consists of material instruments result
ing from past production, which are used in the proc
esses of further production. From this standpoint land, 
which is a natural resource and a part of the national 
wealth, would not be classified as capital-even though 
the individual owner thereof might so regard it. Only 
improvements to the land would properly be classified 
as capital. Similarly, residential buildings, though a 
part of the nation's wealth, would not be counted as 
capital from the social point of view, being consump
tion goods rather than instruments directly used in fur
ther production. Personal effects and chattels would 
likewise be classified as consumption goods rather than 
as productive capital. 

Inventories, or stocks of goods in the hands of pro
ducers and traders, are more difficult to classify. Some 
of them are consumers' goods, actually completed, or at 
some stage in the process of evolution toward finished 
goods. Others are capital goods already produced, such 
as machinery or materials intended for ultimate absorp
tion into fixed capital properties. Since there are no 
available data with reference to the precise nature and 
character of such inventories, we cannot make a sepa
ration as between capital and consumers' goods. In the 
table which follows we have arbitrarily regarded manu
facturing inventories as capital goods, and raw mate
rials inventories as not.1 

1 It is, of course, not possible to tell in advance what portion will go 
for the creation of capital goods and what portion for consumption 
goods. 
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Unfortunately no comprehensive study of the capital 
supply of this country has been undertaken by any offi. 
cial agency, nor have any private estimates been made 
which attempt to separate the supply of capital from 
the supply of wealth. We have not attempted, for the 
purposes of this study, to supply this deficiency. We 
are, however, able to present a broad classification of 
the nation's supply of wealth and capital, based on a 
study made by W. R. Ingalls for the year 1929. We 
have grouped the data in such a way as to show produc
tive establishments and equipment separately from 
other forms of wealth. 

In the table on page 187 Mr. Ingalls' estimates of 
the national wealth are shown in the first column, while 
the second column indicates the amounts which we have 
allocated as representing productive establishments, 
equipment, and other capital assets. The reader will 
bear in mind that the wealth estimates themselves are 
admittedly but rough approximations; and that the 
figures for capital assets represent in many cases some
what arbitrary allocations. For example, farm build
ings include houses (consumption goods) as well as 
barns, while on the other hand land improvements 
(capital goods) are not separated from land. Simi
larly, the figure for investment in mines and quarries 
does not show the investment in structures separately 
from that in the mine or quarry itself; and in the petro
leum industry the value of leases on oil lands is not 
separate from that of refineries and other improve
ments. Railway land is shown separately from other 
railway property; but such is not the case with the land 
investment of other transportation agencies, public 
utilities, and factories. Nevertheless, the data pre· 
sented give a fairly reliable indication of the extent and 
character of the capital equipment of the country, as 
well as of the national wealth as a whole. 

A word should be said about the treatment of invest
ments abroad. In the table we have put down an item 
"Net Foreign Investments." A given nation may, of 
course, be either a net debtor or a net creditor of other 
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(In billions of dollars) 

Item 

AGJUCULTUR.E: 
Farm lands ....................•..•.. 
Farm buildinga ..•.•..•............... 

U::t~~~~~~~~-·::: : : : : : : : : : : : : : : : : : 
Irrigation and enterprise& •••.•......... 
Forests .•••.............•.••......... 

MINERAL INDUSTRY: 
Mines and quarries •.............•... , 
Petroleum industry-leases, tanks, pipe 

linea., tank cara, refineries ..•......... 

BusiNEss BuiLDINGs: 
Offices, clubs, warehouses. repair ahops, 

garage&, and miscellaneous ••••••..... 

NoN-FAlt.K RESIDENCES: 
Hotels .......................•..•... 
Hou.sea and lots in small towna ....•.•.. 
Houses and lots in large cit.iee .•.....••. 

CHATTELS: 
Furniture, musical inatruments9 clothing, 

jewelry 9 private libraries, and personal 
effect& generally .•..•.••...•.•.. ~ ••. 

MANUFACTURING: 
Machinery and tools ..•.•.••• ~ •• ~ ..... 
Factories (and land) •.•...••••••...... 
Meat-packing plants .............•..•. 
Inventory and working capital ........ . 

MERCANTILE EsTABLtsauENTI: 
Land and buildinga ..•.....•.•••.•••.. 

INVEHTORI£8: Raw materials in proceac, in 
transit, in warehouses, etc (excluding 
manufacturing inventory) .••.•••••... 

Wealth 

35·0 
13.0 

3·3 
6.0 
0.5 

]0.0 

5·0 

6.o 

s.o 
42.0 

~ 

17.5 
•5·0 
o.s 

10.0 

11.0 

102.0 

48.0 

53·0 

JO.O 

35·0 

Productive Estab
lishments. Equip
ment~ and Other 
Capital Assets 

o.s 
16.8 

6.o 

5-0 

17.5 
Z5.0 
0.5 

10.0 53·0 

10.0 

Item 

TRANSPORTATION! 
Wharve1 and dry docks .•............. 

Ra{~':J.~·. ~t~~~ ~ •.•••.••• ·• • • . • • • 3·8 
Other aaseta .......•..•.•...•.. 27.7 

Railways, electric .•.•............ ;-:-:-:-. 
Railway cara privately owned •.•..•.... 
Automobile.& ..........••.•.•......... 
Highways and bridges ................ . 
Canals •.......................••.... 
Merchant marine ........•.......•••.. 
Yachta and motor boats ......•........ 
Aircraft •.......••......•• ~ •..•...... 

PUBLIC UTILITIES: 
Telephone and telegraph .••.•....•.•.. 
Light and power plants .•...........•.. 
Gas lighting plants.~ ... , ............ . 
Waterworks, privately owned •......... 

TAX-EXEMPT PROPERTIES! 
Govt. (State. county and municipal) 

!:~~e::!, ~ibi;~~e~~ ch:::~~:·. ~~~~~:·~. 
THE NAVY ••••••••••••••••••••••••••••. 

SPECIE: 
Gold and silver ..........•............ 

I-'oREJGN INVESTMENTS (net) .•...••.•.•.. 

Total. •.............••.......... 

• A reclassification of data published by W. R. Ingalls, in the Annalist, Oct. Z3, 1931, pp. 667, 668, 7oz. 

Wealth 

o.6 

31.5 
5-3 
o.6 
5·3 
'·5 
I.O 

'·5 
0.5 
O.I 

s.o 
10-3 
5.0 

~ 

47·9 

10.0 

Productive Estab
lishments. Equip
ment, and Other 

Capital Assetl 

o.6 

27.1 
5·3 

1-5 
1.0 
1.5 

0.1 37·7 

s.o 
10.3 
5·0 

__?.:2 21.2 

22.6 

'·5 
5-2 

10.0 

21 •• 0 

b lngallsJ estimate for this item is 45 billion dollars. He makes an allowance, however, of .zo billion do11ars for duplication in the two classes 
of business buildings and non·farm dwellings and deducts this entire amount from the business building category. 
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countries. In a nation that is highly developed com
mercially and financially there is likely to be a large 
amount of both foreign borrowing and foreign lending. 
That is to say, there may be both debtors and creditors 
simultaneously-some corporations or individuals being 
investors in foreign securities while others are borrow
ers of funds in foreign markets. Indeed, a single indi
vidual or corporation might be simultaneously a bor
rower in country A and a lender in country B. Or cer
tain business corporations may be borrowers in foreign 
countries at the same time that the government is a 
lender abroad. 

Because of the two-way character of international 
financial operations, it is necessary, in ascertaining a 
nation's capital position, to strike a balance between 
foreign debts and foreign investments and arrive at a 
net position. The United States in 1929 was a net 
creditor to a substantial extent. We have included this 
amount as a single figure without endeavoring to break 
it down into sub-classes of investments in government 
securities, public utilities, commercial enterprises, or 
what not. All direct investments abroad and all long
and short-term loans, other than the war debts of for
eign governments, have been included under investments 
abroad; and all American obligatioQ.s to foreigners, 
other than the repudiated debts of the Southern states 
contracted approximately a century ago, have been 
taken into consideration. 

The capital embodied in productive establishments, 
in equipment, and other assets comprised a little less 
than half of the accumulated wealth of the country. 
The most important wealth items, aside from capital 
goods, in order of their magnitude, were: Urban and 
village houses and lots { 97 billion dollars) ; personal 
chattels ( 48 billions) ; and farm lands, inclusive of im
provements (35 billions). The major items in the 
supply of productive capital were: Manufacturing in
dustry (53 billion dollars); transportation (37.1 bil
lions) ; business buildings ( 2 5 billions) ; public and 
other tax-exempt properties ( 2 2.6 billions) ; public util-
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ities ( 21.2 billions) ; and farm buildings and imple
ments ( 16.8 billions). Inventories of raw materials 
aggregated as much as 35 billions. As already indi
cated, these stocks, and also manufacturing inventories 
to some extent, constitute a sort of fluid stock of par
tially produced wealth which may eventually be turned 
into either capital or consumption goods. 



APPENDIX C 

PRODUCTIVE vs. UNPRODUCTIVE 
CAPITAL FINANCING 

In Chapter X (page 145) a table was submitted 
showing 'Moody's compilations of net productive financ
ing during the period 1922-30, as compared with net new 
financing exclusive of refunding operations. !vi oody' s 
method of making these compilations of new produc
tive capital issues may be summarized as follows: 

The source of the data used is the Commercial and 
Financial Chronicle, and in cases where the description 
of the purposes of the issue there given is inadequate 
the prospectuses accompanying new issues are also con
sulted. The stated purpose of each issue is examined, 
and its "productive," "non-productive," or "indeter
minate" character broadly determined on the basis of 
the following classification. The "x" in each case 
shows the classification made. 

NEW PRODUCTIVE CAPITAL ISSUES, 1922-30 

Pro- Non-pro- Indeter-
Purpose ductive ductive min ate 

General corporate purpose (except where 
purpose can be definitely ascertained) .. l( 

Refunding ........................... . X 

Cons~~tion, additions, etc. .......•..... 
Acqwsitlons ........•.................. 

X 

X 

Working capital ... · ................... . X 

Funds for interest purposes .......•...... X 

New capital, new plants, etc ............ . X 

Construction of building, etc •............ X 

Real estate mortgage .................. . X 

Capital for insurance companies, banks, 
etc. ............................ : .. . X 

New equipment .............. , : ...... . X 
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In many cases funds are of course devoted to more 
than one purpose. Where two or more purposes are 
combined, investigation or good judgment is needed. 
Where refunding is combined with any other purpose, 
the amount constituting the refunding can generally be 
ascertained in consultation with Moody's industrial, 
utility, or railroad specialists familiar with the given 
situation. Where no clear idea of the purpose of the 
issue can be thus obtained it is placed in the "indeter
minate" group. 

Sometimes the purpose of the issue is repayment of 
bank loans contracted for the purpose of capital exten
sion or improvement. Such cases are seldom clearly 
explained in the circulars and there is risk of a "pro
ductive" issue being placed in the "non-productive" 
class. Some effort is made to ascertain whether what 
appears to be formally a "non-productive" issue should 
really be classed as "productive"; but this is not done 
with any exactness. If there is a net error it is some
what in the direction of understatement of "produc
tive" issues, but it may be offset by unintentional over
statement in other cases. 

The compilation excludes all federal issues but in
cludes state and municipal issues of $ 1oo,ooo or more, 
which usually comprise about 90 per cent of such issues. 
The remainder is apportioned on the basis of results 
obtained for the larger issues. Considerable difficulty 
in classification has arisen for the period since the de
pression began. Up to about I 930 practically all state 
and municipal issues, except of course refunding issues, 
were considered "productive." Since then a more care
ful examination of the purpose of issue has had to be 
made because most of the state and municipal financing 
has been for financial or relief purposes. 

The classification of all issues into "productive," 
"non-productive," and "indeterminate" shows that the 
latter group is usually relatively small, comprising on 
the average only from about 5 to 6 per cent of the 
total. It has, therefore, been considered relatively safe 
to assume that one-half of the "indeterminate" group 
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has been of a "productive" character. Accordingly, 50 
per cent of the "indeterminate" amount is added to the 
strictly "productive" amount and the total represents 
the final "productive" amount. 

In order to determine the. ratio of "productive" 
to all issues, the former is related to a total of all issues 
which is obtained from the Chronicle and which includes 
all new issues (other than refunding) except United 
States government, territorial, and all foreign govern
ment (including Canadian) and corporate issues. 

In view of the character of the material and the ele
ment of judgment involved it is apparent that the com
pilation of "productive" issues cannot pretend to be 
anything more than a reasonable approximation to the 
truth. 



APPENDIX D 

STATISTICAL TABLES 

I. PHYSICAL VOLUME OF PRODUCTION OF CONSUMPTION GOODS AND 

CAPITAL GooDs, 1919-32 • 

(Based on 1929 prices) 

Consumption Goods Capital Goodsd 

Excluding Including 
Residential Residential 

Year Constructionb Construction • 
Rise or Index Fall 

Rise or Rise or 
Index Fall Index Fall 

19I9 ....... 68.J ... 67.2 ... 70.8 . .. 
1920 ....... 64.8 -3-5 62.7 -4-S 73-S + '2.7 
1921 ..•.•.. 68.9 +4.1 67.8 +s.r 6J.8 - 9·7 
1922 ....... 74-2 +5-3 74-4 +6.6 74· I +ro.3 
1923.,,,,,, 81.4 +7-2 8I.4 +7-0 84.6 +IO.S 
1924 ....... 84.6 +3-2 85 ·3 +3-9 79-7 - 4·9 
1925 ....... 88.3 +3·7 90.8 +s.s 83, I + 3-4 
1926 ....... 91.9 +3.6 94·0 +3.2 87.6 + 4·5 
1927 ....... 94-0 +2.1 95.8 +I.8 89.8 + 2.2 
1928 ....... 94-0 0.0 96.6 +o.8 96-3 + 6.s 
1929 ....... 100.0 +6.o 100.0 +J-4 100.0 + 3-7 
1930 .. , .... 92-9 -7.1 90.8 -9.2 88.8 -II.2 
1931 .. , ... , 84-5 -8.4 82.3 -8.s 68.6 -20,2 
19J2 ....... 77-2 -n 74-0 -8.3 so.6 -r8.o 

• Based on estimates of Simon Kuznets, "Gross Capital Formation, United 
States, 1919·1933," Nati~nal Bureau of Economic Research Bulletin No. 5~. 
Nov. 15, 1934. 

b Includes durable semi-durable, and perishable goods. 
• The estimates of residential construction are very rough. Dr. Kuznet's figures 

for 1925~32 have been raised to allow for "unallocable" construction. Prior to 
1925 the estimates are based on the Federal Reserve Board index of residential 
construction. 

d Includes non-residential construction and public works. The figures represent 
gross capital formation since they include depreciation and replacements. 
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II. SELECTED RESOURCES AND LIABILITIES OF NATIONAL BANKS, 1864-1933 • 

(In thousands of dollars) 

U.S. Gov-
Ratio of 

Cash 
Loans, ernment Total Note Deposits 

Year 
Reserves 

Discounts, and Other Deposits Circula- and Notes 
Overdrafts tion to Cash 

Securities Reserves 

1864 47,6~8 70,747 92,531 146>796 zs,8~6 J.6 

x86s 199.515 j6Z,44J 393.988 614,242 Iji,452. J.8 
r866 2JI,9ZI 5SO,JS3 467,6ot 694,892. 267,799 4·2 
1867 130,JJ4 588,450 521,967 685,384 ~91,770 7·5 
1868 1J6,Jj8 655,730 507.307 744·6o? 294>908 7·6 
1869 II2,718 686,348 466,~04 716,044 2.92.,753 9·0 

1870 144,201 719,341 452,668 705,518 291,184 6.9 
IB71 16j,JZ5 '789,417 45S,689 791,o66 307.794 6.7 
1872 t65,574 871,531 449,790 8o5,397 327,093 6.8 
1873 179.290 925,558 444,9U 8j6,!1.27 338,789 6.6 
t874 199,02.6 9!1.6,196 451,203 827,928 338,539 5·9 

1875 18o,~6 972,92.6 442,78o 897,387 318,148 6.7 
1876 166,396 933,687 4!1.7,417 841,716 294·445 6.8 
1877 165,oo8 901,731 431,044 8t8,J6o 290,002 6.7 
1878 155.474 835,0']8 46o,!U3 813,894 299,621 7·2 
1879 151,704 835,875 714,717 I,09Q,UO 307.329 9·2 

t88o 198,783 994.713 451,494 1,o85,14o JI8,o88 7·1 
1881 218,912 1,144,989 484,J03 I,J64,J86 312,2.2.3 7·7 
1882. zo8,539 1,zo8,933 471,138 l,j64,96o J08,922 8.o 
t883 zz6,6o7 I,Z85,59Z 464,72.9 1,337,362. jU,963 7-3 
1884 2j0,644 1,z6g,S63 448,726 1,2JZ,76I 295,175 6.6 

t885 305,568 1,2.57,656 432,238 1,419,594 269,148 5-5 
1886 276,467 1,398,552 407,405 1,459.240 244>893 6.2 
t887 270.982 1,56o,J72 328,970 1,6so, 149 166,626 6.7 
1888 297,579 1,628,n5 356,331 1,716,215 155,313 6.3 
1889 313,731 1,779,o55 3~~.983 1,919,579 u8,867 6.s 

1890 302.,887 1,933.509 310,698 1,978,771 126,324 7·0 
1891 332,297 1,963,705 309.399 1,974,086 123,916 6.J 
1892 388,616 2,127,757 347.366 !I.,J17,!1.SI 141,o62 6.4 

1893 310,343 :1,020,484 356,546 1,939,235 155.071 6.8 

1894 459,624 1,944.441 435,204 2,228,310 171,715 s.:~. 

1895 40J,368 z,o16,64o 447,171 2,!1.78,892 178,816 6.1 

1896 362,657 1,971,642. 46J,820 2,140,953 199,214 6.5 

1897 435,107 I,977.SS4 484,26~ 2,J8S,668 196,591 5·9 
1898 492,883 2, 16J,682 554.993 2,798,748 18g,866 6.1 

1899 512,415 2,507.955 651,543 J,5J8,6u 199.358 7·3 



STATISTICAL TABLES 195 
II. SELECTED RESOURCES AND LIABILITIES OF NATIONAL BANKS, 1864-1933 

(Continued) • 

(In thousands of dollars) 

U.S. Gov- Ratio of 

Cash Loans, 
ernment Total Note Deposits 

Year 
Reserves 

Discounts, 
and Other Deposits Circula- and Notes 

Overdrafts cion to Cash Securities 
Reserves 

I goo 529,273 2,6+4.237 774.551 3,621 1 542 265,303 1·3 
I90I 567,371 2,g8I ,053 885,570 4 ,zso,281 319,009 8. I 
I902 597,287 3,246,5I7 944.930 4 ,468,os8 309.337 8.0 
IgOJ 581.446 J,442,J05 1,025,464 4,56I,884 359,26I s.s 
1904 688,997 3,62I,8I4 l,og6,JOI 4,836,024 399.584 7·6 

1905 679,888 3,929.537 I,204,576 5,407,455 445,456 8.6 
Igo6 681,509 4,236,925 1,241,338 s ,69z,8o5 510,861 9·1 
1907 721,895 4,664,014 1 ,362, 28o 6, IgO,j85 547.919 9·3 
I 90S 88g,2I3 4,64o,J80 1,519,647 6,JJo,s:u 6I3,664 7·8 
1909 932,447 5 ,o6I, 199 1,6IZ,978 7.009,225 641 1312 8.2 

1910 s6s ,453 5,455 ,go2 1,576,343 7,257,038 675,633 9·2 
I gil 998,o62 s,634,236 I, 725 1 5!1.9 7.675.740 681,740 8.4 
1912 gg6, I43 5.973.754 I 1 82j,OJJ 8,o64,193 708,691 8.8 
IgiJ 969, I02 6, I62 1 0J4 I,846,47S 8,143.929 722,IZS g.2 
1914 1 ,o22,564 6,445.555 I ,871,401 8,s63,751 722,555 9· I 

1915 I >490,772 6,66s ,145 2,o26,496 8,821,241 722,704 6 .... 
1916 I ,662,993 7.76g,og6 2,320, 871 Io,g6j,OJO 676,u6 7-0 
1917 11798,8IJ 8,991 ,Sog 2,962,286 12,7g8,gl5 66o,431 1·5 
1918 I ,512,258 I0,164,62J 3,837,494 14,047,849 681,631 9·7 
19I9 I,63J,424 11,027,280 4,su,488 15 ·941 ,g26 677,I62 I0.2 

I920 x,695,584 IJ,637,II5 4,o5o,896 17,I66,57o 688,178 xo.s 
1921 1,414,554 12,014,485 3,921,927 15,148,519 704,I47 11.!1. 
1922 1,477.786 11,257.412 ... ,5I7,953 x6,jz8,82o 725,748 u.s 
1923 I,4JJ,844 II,8z8, IOI S,OJI,774 16,go6,549 720,001 12..J 
1924 I,54J,88g 11,988,80J 5,107,2!1.1 18,357,293 72g,686 12..4 

1925 I ,686,469 I2,68J,419 5,70S,ZJO 19,921 '796 648,494 12.2 
1926 I, 741,122 13,427,393 s ,842, 253 zo,6ss ,044 6SI,ISS 12.2 
1927 1,77o,:z.56 I3,965 ,484 6,J9J,218 21,790,572 650,946 12.7 
Ig28 1,768,496 IS, 155, IJJ 7,147.448 :1.2,657,271 649.095 IJ.2 
1929 I ,642,954 14,8II,J23 6,6s6, 535 :n,s98,o88 649.452 IJ.s 

1930 1,764,183 14,897,204 6,888,171 23,268,884 652,339 IJ.6 
1931 x,786,6ss IJ,I8S,Z75 7,674.837 22, lg8,240 639.304 1:1..8 
1932 I ,488 1 979 IO, 286,377 7 ,x96,6sz I7 146o,913 652, x68 12.2 
1933 1, 7oo,6os 8,119,772 71 371,6JI !6,774,115 730,435 IO.J 

• On or about June 30. RepCJTts of the Comptrolle~ ?f the Cu"ency, 1931, pp. 
JQ,2Jr.22; 1933, P• 640. 
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Ill. 'LoANS AND INVESTMENTS OF NATIONAL BANKS, 1892-1933 • 

(In millions of dollars) 

Year 

1892 ............................... 
1893·· ..............•.•............ 
I894··· ............................ 

xs95 ..••.•.•..................•.... 
1896 ............................... 
1897-- ............................. 
1898 ............................... 
1899 ................... 

I()OO ............................... 
19QI ....•.•... ,., .................. 
1902 ............................... 
1903 ............................... 
X9Q4 ............................... 

1905--- ........................... 
lg¢6 ............................... 
1907--- ............................ 
lgo8 ............................... 
I9Q9 ............................... 

I9IO ............................... 
1911 ......•••••.•....... ......•••.. 

1912 ............................... 
I913 ............................... 
I914······· .................. ······ 

I9I5 ............................... 
1916 ............................... 
m<> 
,(,,j, 

1919--· ............................ 

1920 .•.•.•.•....•....••••...•.•..•. 
1921 ...... ... ' ..................... 
1922 ..............•................ 
I92J ................ , ............ ,, 
1924 ............................... 

1925 ............................... 
I926 •.......•.•.................... 
19>7-- ............................. 
1928 ............................... 
1929 ............................... 

1930 ............................... 
19JI ............................... 
I9J2 ...•......... ,, .. , ............. 
I933-- .•.•.•..........•.•.•........ 

Unsecured 
Loansb 

I ,513 •4 
I ,256.1 
I ,317.1 

I ,376.6 
r,zso.o 
I ,317.5 
I ,356.s 
I ,433 .I 

I ,583 .4 
I ,766.9 
I ,930.9 
2;Io8.7 
2,207-5 

:1,391-4 
2,652.8 
2,976.s 
• ,830-5 
3,nr.s 

3,435 ·I 

3.539-6 
3.743-3 
3,897.8 
4,020.3 

4.758-7 
5,329-9 
6,446-3 
7,372.5 
7,387.8 

10,263-7 
9,025.1 
7.969-4 
8,372-5 
8.338-3 

8 .376.; 
8,655-5 
8.454-5 
8,745-4 
8,U2.8 

7,788.8 
6,929.1 
5,285-4 
3,916.9 

!Aans 
on 

Securitieso 

64o.I 
574-6 
674-8 

665.3 
6z6.9 
733-6 
799-5 

I ,o63.7 

I ,103.4 
x,zsr.s 
I ,349.1 
I ,372.7 
x ,518.6 

1,6o7.1 
I ,646.1 
I ,702.1 
I ,9z0.2 
2,017-4 

Z,OJZ.I 
2,071.3 
2,210.6 
2,245-2 
>,409-B 

I ,901.2 
2-,349·2 
z,sn.s 
• ,763-3 
3,622.4 

3.347-7 
2,979-4 
3 .•78.8 
3 .445 .• 
3 ,64o.s 

4,297-7 
4.?62.1 
S,Sol.:! 
6,399-6 
6,678.3 

7 ,Q99.0 
6,248-3 
4.996-3 
4,200.1 

United 
Stat .. 

Securities 

183.4 
12.4-.0 

zzs.s 

234·8 
262.4 
26o.o 
339-2 
329-9 

4o8-7 
444-4 
456-9 
522-7 
540.2 

551.5 
6z8.8 
66o.3 
716.3 
73I.O 

740.6 
744.8 
776.0 
788.6 
795·3 

783.5 
731.2 

I ,076.3 
z ,116.8 
3,171 ·9 

2,269.6 
2,019.5 
2,285 ·4 
2.693.8 
2,481.8 

2,536.8 
2,469-3 
2,596-• 
• ,891.2 
z,803.9 

• • 753-9 
3 ,z56.3 
3 .35•-7 
4,031.6 

Other 
Securities 

IH-S 
I48.6 
193-3 

I9S-O 
I89.0 
208.8 
>5s-• 
320.4 

367.3 
448.6 
493-I 
540-7 
6oo.9 

673-s 
687.6 
768.6 
840.1 
916.4 

865. I 
I,007.6 
I ,on.s 
I ,()()4.2 
I ,058.8 

I,284-9 
1,6zo.8 
I ,936.8 
I ,84o.5 
1,875.6 

1,916.9 
2,oos.6 
2..277-9 
2,375-9 
z,66o.5 

3,193-7 
3 .373-• 
3.797-0 
4 ,256.• 
3 ,85•-7 

4,1:34-2 
4,418.6 
3,844.0 
3.340.1 

• On or about June 30. Reporls of the Com;troller of the C11rrem:y, 1915, 
1925·33· 

b Includes, besides unsecured loans, loans on personal securities, 1915-33, and 
loans on all forms of acceptances. 

• Includes loans on personal securities, t892-1914; loans on all forms of real 
estate, I9II·33l and loans on stocks and bonds for whole period. 
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IV. FEDERAL GoVERNMENT EXPENDITURES FOR CAP!l'AL CONSTRUCTION, 

REGULAR AND EMERGENcY a 

(In thousands of dollars) 

Item 1930 1931 1932 1933 19H 

Government building1 ............. 44 ,9Zl 67,941 9S ,989 117,112 78 ,7o6 
Military capital b .................. liZ ,338 130,349 us ,Q6o 119 ,o6s U4tl09 
Public roads ...................... 86,239 17l.S34 207 ,86o 177,13! 267,882 
Waterways and harbors ............ 69,195 77,424 78,421 7o.:no 79,115 
Flood control.. ........... 26,69o 38,136 29.740 40,459 40,984 
Public Worka Administration loans 

(capital construction) ............ 149.335 
Reconstruction Finance Corporation 

loans (capital construction) ....... JO,I76 67,434 
Miscellaneous other• . ............. 42 ,z61 6; ,844 108,649 62,341 140,235 

---------------
Total. ....•.................. 381 ,644 552 ,~28 646.619 616 ,soS 9~7 ,800 

•Computed from the Buigrl of th' Unitd Statu G:111unnu11t, 193D-33. 1934 data assembled 
from the Budg•t and other official sources. 

•Includes expenditures for homes and hospitals for war veterano as follows (in thouoaodo 
of dollars): 1930, 9,948; 1931, 10,613; 1932, 1>,048; 1933· 14,302; 1934, 3,319. 

•Includes Srupping Board construction loans as follows (in thousands of dollare): 1930, 
20,384; 1931- 28,705; 193z, so,8I8i 1933. 24tSSO; 19].4-1 483: and miscellaneous other uoclaaai
fied "public worka.'' 

V. GROWTH OF PUBLIC DEBT AND SOURCES OF FUNDS, 1929-34 ° 

(In millions of dolJars) 

u.s. u.s. 
Total Government 

Interest- Governme!lt Securities All 
Year Bearing Securities Held by Other 

Public Held by all Federal 
Debtb Member Reserve 

Banks' Banko• 

1929 ..............•............•. 16,639 4 ,ISS 179 12,305 
1930 .............................. IS ,922 4,o61 571 II ,2.90 
1931 ......... ......... ... r6,szo 5.343 6!0 1o,s67 
1932 .............................. 19,161 S ,628 I ,697 II ,836 
1933· .. ....... 22 ,ISS 6,887 1,933 13 ,Jl8 
1934 .............................. 26,480 9,137 2,424 14,919 

•AU figures for June. 
b Ann~ a! Rtport of tu Sttmary of tu Tre111ury, 1934. 
•Annul Rrport of tht Ftdrral R11rru Board, 1933, and Fttkral Rnmu BuJ/<tin, October 

'934· 
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VI. SUMMARY OF CORPORATE, . FOREIGN GoVERNMENT, 

(In millions 

~ .. 1925 1926 

Ty·pe of Financing Net Net 

Total 
Refund- New 

Total 
Refund- New 

ing Finane:- ing Finane-
ing ing 

Corporate-

Domestic: 

Bonds and notes . .......... 2,667·3 436.o 2,231.3 3 ,059. I 64t.4 2,417-7 
Short-term obligations •.•... 3o8.o 87.3 ~20.7 294·5 45.3 249-2 
Preferred $tocks . .......... 636.8 42.5 594·3 543.6 34-3 509-3 
Common stocks ........... 6to.I st.8 558.3 676.6 98.8 577·8 

Canadian: 

Bonds and notes ......... "' 79-3 10.0 69-3 197-1 6•-s tH.6 
Short~term obligations ...... u.s 2.5 2.0.0 1.3 0.1 1.2 
Preferred stocks ........... 7-9 2.6 5·3 4·0 f.O 
C:Ommon stocks . • , ........ 2.6 2.6 1.0 

Other foreign: 

Bonds and notes . .......... 293.6 2,0 291.6 394.8 50.8 344-0 
Short-term obligations .... .. s6.s s6.5 35-0 6.0 29.0 
Preferred stocks . .......... 38.o 38.0 47·7 47-7 
Common stocks ........... 15.6 15.6 44·9 3·4 41-5 

~---------~-------
Total corporate .......... 4.7J8.2 637·3 4,100.9 5,299.6 942-6 4.357 .o 

Foreign government............ 645.4 104.6 540.8 514.• 32.9 481.3 
Farm loanissues............... xSS.:a. 19.5 168.7 131.3 40.2 91.1 
War Finance Corporation ....... ......... , .................................... . 
States, cities, etc .............. 1,399·6 47-5 1,352..1 1,365.0 21.5 I,343·S 
Canadian government......... 146.0 g6.8 49·• 109.8 49.0 6o.8 
U.S. possessions.............. 8.7 . .. .. . .• 8.7 10.4 .. ... ... 10.4 

Grand total.. ....... .' ... 7,126.1 905.7 6,220.4 7,430.3 1,o86.• 6,344.1 

a Twelve months ended December 31. Commercial at1d Financial Chronicle, 



STA.TISTICd.L Td.BLES 

FARM LOAN, AND MUNICIPAL FINANCING, 1925·29 • 

of dollars} 

1927 1928 

Net Net 

Total Refund- New Total Refund- New Total 
ing Finane- ing Finane-

ing ing 

---------------------

4.466.2 1,504.2 2,962.0 3 ,174. I 999·3 2,174.8 2 ,369·4 
302.5 81.8 220.7 264.9 54·4 210.5 250.6 

1,054·7 18o.s 874.2 1,397.1 248.0 1,149·1 I ,694. 7 
683.6 83.7 599.9 2;094-1 282.5 1,811.6 5 ,071. 8 

•«·7 49.8 194·9 221. I 7•.8 148.3 285.6 
2.0 z.o 0.2 0.2 ········· 

16.8 16.8 52.' 26.0 •6.1 10.4 
z.o 2.0 8.6 8.6 18.2 

479·5 23.8 455·7 521.3 55' 3 466.0 187·4 
51.0 4·5 46.s 10.0 10.0 12.0 

14.0 14.0 103.8 
16.4 16.4 6o.2 6o.2 32·4 

?.319·4 I ,928.3 5 .391.1 7,817.7 I ,738. 3 6,079·4 10,036·3 

777.1 39·5 737.6 651.1 100.5 sso.6 68.2 
179.6 92.8 86.8 63.8 63.8 ········· 

1929 

Refund-
ing 

---

495.9 
45·9 

178.0 
654.7 

......... 

......... 

......... 

2.0 

10.4 

1,386.9 

......... 
········ ........ ········ . ...... . ......... 

1,509.6 34.6 I ,475.0 1,414.7 35·6 I ,379. I 1,432.7 12.8 
135 ·3 46.0 89.3 38. I 3·0 35.1 61.8 9.6 
12.9 I.S 11.4 6.2 ........ 6.z 5. I . ........ 

------------------------
9.933·9 2 ,14Z.7 7 .791 .• 9,991.6 I ,877.4 8,114.2 tl ,604. I I ,409.3 

Vol. 130, p. 366. 
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Net 
New 

Finane-
ing 

---

1,sn.s 
204.7 

1,516.? 
4,41?.1 

285.6 

········ 
10.4 
18.2 

185·4 
1.6 

103.8 
32.4 

8 ,649·4 

68.2 

1,419·9 
sa.a 
S ·I 

---
10,194.8 
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VII. CHARACTER AND GROUPING OF NEW CORPORATE 

(In millions 

I92S 1916 

Year Ended Net Net 
December 31 Total Refund- New Total Refund- New 

ing Finane-- ing Finane-
ing ing 

LONG-TEJUI: BONDS AND NOTES: 
Railroada..................... 473.6 134.0 339.6 351.7 54.6 297. I 
Publicutilities ................ r,o14.1 169.3 854.8 1,373.8 333.1 1,040.7 
Iron, steel, coal, etc............ 113-7 18.3 95-4 219.6 78-5 141.1 
Equipment manufacturers...... 11.3 11.3 zs.z 13.0 u.z 

~h~ln~~~~~-=cf:£,;:;;;::: .~~:~ 4~:6 .;~:~ 3~~:g '"77:8" .~~:~ 
Oil........................... 1o8.4 zr.s 86.9 z6o.o 140.6 119.4 
Land, buildinga,etc ...•••••••.. 695.8 37·' 658.7 647-3 zs.S 6zt.s 

fnbi}JE~~~;~;:.~~:::::::::: ~H 4
.
3 ~H ~:~ .... ~:~ ... ;H 

Miscellaneous................. zo6.3 zo.z r86.r 305.5 25.6 279.9 ----------------
Total .••.••...•.•........ 3,040.4 448.1 z,5gz.3 3,64S.o 754.0 •,894.o 

SBORT-TE.R.K BONDS AND NOTES: 
Railroado..................... 24.9 0.4 14-5 30.0 Z%.0 S.o 
Public utilities................ 148.8 31.3 117.5 1o6.o 13.7 92.3 
Iron~ steel, coal, ete............ 24.0 :a.s ZI.S 6.2 6.z 

ft~~:::~~::~~~:S~~:::::: ~:~ ~:~ ... i6:3· .... o:z· ... i6:i 
Otherindustrialandmfg....... z8.4 .... o:s· 27.6 55-7 6.6 49.1 
Oil........................... 76.'> 5•·• 14.0 23.4 7-4 r6.o 
Land, buildin!l'l, etc............ z6.6 26.6 27.7 0.9 z6.8 
Rubber....................... 15.0 ... .. .. . 15.0 32.2 32.2 

f:~!:;~t:w;;.;·~,~:::::::::: ·--~~:~. :::::::: ---~~:~. ~:~ ····;,x 3H 
Miscellaneous................. 28.4 2.7 25.7 31.7 ------------------

Total.................... 387.0 89.9 297.1 333-7 St.4 282.3 

STOCKS: 
Railroad.o •••.••.••...•........ 16 .• ... ~s:~· !6.2 40.8 40.8 
Public utilities .•.•.•...•.•••.. 537-1 soS.7 488.2 ·u 464-9 
Iron, steel, coal, etc ............ r6.3 r6.3 sn 45-9 
~uipment manufacturers . ..... l.4 .... :iX l.4 5.6 
Moton and accessories . ........ IJO.? 107-l 47-5 2~~:1 Other industrial and mfg •••••.. 259-3 19-2 2,4.0.1 215-9 13.1 
Oil. .•.•..............••...••• 97-9 40.) 57-4 216.3 Sg.o ~>7-3 
Land, buildin!l'l, etc ...•......•• J0-3 0.1 J0.2 61.1 61.1 
Rubber ..••••••••••..•.•...... 16.o 0.8 IS-• 4-• 4·• 
Shipping ..•••..•••••••••••.... 7-4 7-4 ·:HI ........ . ""55:6 Investment tnlsts, etc. . ........ 12.1 IZ.I 

3-0 Miscellaneous . ................ 2o6.3 7-0 199-3 114.9 

Total ...•.••...•.•........ I ,311.0 99·6 1,2U . .f. I ,317.6 137-0 1,18o.6 

BUlOIUY: 
76.6 Railroads ................. , ... 514-7 134-4 380.3 4Z>-5 345-9 

Public utilities ..•.......••••.. 1,710.0 2.~9-0 1,48t.o 1,g68.o 370.1 l ,597-9 
Iron, ateel, coal, etc . ........... 154.0 20.8 133·• •So.s 87.1 193-• 
Equipment manufacturers . ..... 13-9 ~-9 30.8 13.0 17.8 
Moton and accC'.:S$0ries . .. , ..... rgo.t 4-0 I .1 131.6 0.2 l3l.4 
Other industrial and mfg •..••... 564.4 63.0 501.4 614-4 97-5 526.9 
Oil .•.••...•........ ·····••••· .a..s 114.2. 168.3 499·7 237.0 •6•.7 
Land, buildings, etc .•.•••.•.••• 75•-7 37-2 715.5 736.1 06.7 709-4 
Rubber ..•.•••••••••..•..••••• 65.6 o.S . 64.8 43-• 43·· 
Shipping ...................... 34-4 4-3 so.t •6.5 s.o u.s 
In vestment truata, etc . ........ 1$.1 l).l 71.1 7I.I 
Misc:ellaneoua .....••....... ... 441.0 29-9 4ll-1 46).1 29·• 435-9 

Total ••.•.•••••.••••••.••. 4.738-4 637.6 4,100.8 5 ,29').3 942-4 4.3;6.9 

• Twelve months ended December 31, C11111merci1Jl amf Fi111111citJl C/trOfticle, 
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IssUES IN THE UNITED STATES, 1925-29 a 

of dollars) 

1927 1928 

Net Net 

Total Refund- New Total Refund- New 
ing Finane- ing Flnanc-

ing ing 

767.6 372-S 395-1 SOS-7 zo6.7 299.0 
I ,996.0 786.s 1,209.5 t ,;o8.6 ;68.7 939-9 

I72.2 8o.6 91.6 186.; 70-7 liS .8 
u.6 ········ u.6 7·• ····~:a· 

7-2 
52-3 0.1 52.2 5.8 s .o 

547.0 92-9 454.1 381.2 112.2 269.o 
354-4 94-0 z6o.4 75-0 31.7 43 ·3 
573 ·3 )6.; SJ6.8 68;.7 90-3 593-4 
70.0 6o.o 10.0 1.3 ········ 1.3 
25.6 0.4 25 .• o.S ........ 0.8 
8r.o ........ Sr.o 99·4 1.0 98.4 

sz8.s S4-3 474-• 461-4 45·• 4I6.2 
------------

S ,I90.5 1,577.8 j,6U.7 3,916.6 I ,tz7.3 2,?89-3 

20.1 0.6 19.5 29.5 17-0 u.s 
I39-6 57.2 82.4 I35-7 u.6 114-1 

2.j ........ 2.3 o.s ........ 0.5 
1.2 ········ 1.2 ........ ········ ......... 
4-9 ········ Iu 

5 .s 1.2 4·3 
21.8 s.o 7-8 2. 5 s -3 
so.z 12.4 37.8 18.2 to.? 7-S 
40-3 1.7 38.6 38-9 1-4 37-5 

"""8:6· ........ ........ ........ ········ ......... 7-5 I. I '""'i:6· ........ ..... i:6· 
4-S ········ ........ 

61.9 2.0 59-9 36-4 ........ 36-4 

355-4 86.4 26g.o 274-1 54·4 219-7 

175.1 84.0 91.1 192.6 140.0 sz.6 
841.7 68 3 77u 918.0 16o.s 757-5 

I2 6 6.0 u6.6 34·7 91.9 

········ ........ ........ 1.9 . "38:9· 1.9 
37-5 '"66:(; 37· s 95·9 57-0 

301.1 234-5 693.0 114.8 578.2 
21.0 2,0 19.0 147-4 4·5 142.9 
ss .1 0.1 ss.o 86.7 l.J ~u •·7 ········ 2.7 63.1 8.s 

'"89:4· ........ '"89:4· Z0-4 ........ 20.4 
689-7 3·0 686.7 

237-0 37-1 199.9 591.9 50-3 541.6 ------ ---
1,773 .:z 264.1 I ,509· I 3 ,6z7.:z s56.s 3,070.7 

g6z.8 457-1 sos.7 727.8 363.7 364.1 
2.977 ·3 9U.O 2,o65.3 z ,s6z. 3 750.8 I ,Srr -S 

I87. t 86.6 100.5 313.6 105-4 208.2 
23.8 ········ 23.8 9-1 ........ 9-1 
94-7 0.1 94.6 107.2 40-9 66.3 

869.9 164.5 705-4 1 ,o8z.o 239-S ss2.s 
425.6 Io8.4 31].2 240.6 46-9 I93-7 
668.7 38.3 630.4 809.3 93-0 716.3 
72-7 6o.o IZ.] 64-4 s.s 55-9 
34-• 7-9 26.3 .... ········ 21.2. 

1]4.9 ........ 174-9 790-7 •. 0 786.7 
8•7-4 93·4 734.0 l,o89.7 95-5 994. 

7,319.1 I ,gz8.J s .390.8 7 ,8I].9 I ,738.2 6,079-7 

Vol. 13o, p. 366. 

Total 

;St .I 
918.1 
128.2 

1.8 
0.2 

265.8 
186.9 
333.8 

1.0 
14.1 

116.2 
295-0 ---

2,S.f2.2 

26 9 
90-2 
6.s 

········· 
0.5 

2:&.0 
2.4 

74-3 ......... 
········· J.O 

38-9 

262.7 

209.2 
I ,434.4 

499·7 
0.6 

8].0 

~~:~ 
119.0 
114-3 
23 .• 

z,to6.s 
I,I84-5 

6.931-5 

817.2 
2,44:1·7 

6)4.4 
2.4 

87.7 
I ,280.3 

349-9 
527.1 
115.3 
37-3 

2,ZZJ.7 
I ,518.4 

10,036.4 

201 

1929 

Net 
Refund- New 

ing Finane ... 
ing 

189.4 391.7 
26J.8 6$4.3 

3.2 u;.o 

········· 1.8 ......... 0.2 
2.1 263-7 

15-4 171.5 
s .I p8.7 

..... 6:.;· 1.0 
8.1 ..... u6.z 

U.9 282. I 
------

497-9 2,3#-3 

5 ·4 21.5 
41.7 48.5 
5.8 0.7 

········· ......... ......... o.s 
......... 22.0 

2.4 
1.2 73.1 ......... ......... ......... 

.... ·~:3· 1.0 
36.6 

s6.4 zo6.3 

75-9 I33. 3 
205-3 1,229.1 
JSI.O 148.7 

········· o.6 
s ·5 81.5 

90-9 901.6 
63.5 97-1 
0-4 118.6 

25 ·3 89.0 

········· 2J .1 
1.5 2 ,IOS.O 

13 ·3 I ,171 .2 ---
832.6 6,098.9 

2]0.7 546.s 
SI0.8 1,931.9 
J6o.o 274-4 

. ........ 2.4 
5 .s Sz. z 

93.0 I ,187. 3 
]8.9 271.0 
6.7 540.4 

25-3 go.O 
6.o JI.3 
1.5 .a,z:u.z 

zS. 5 I ,489.9 

I ,386.9 8 ,649· s 
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Agriculture, in relation to re· 
covery, 60-64 

America's Capacity to Consume, 
16, 17, 19, 136, 140, 141, 151, 
153 

Amtrica's Capacity to Produce, 
109, II I, II2, 139, 140 

Anderson, B. M., 166-69 
Automobiles, 57, 70 
Banks. See Commercial banks 

and investment banking in
stitutions 

Buyer's strike, 58 
Capital, 

confusing definitions of, 51-53 
definition of, 8, 9 
long-run growth of, 112-14 
nature and significance of, 

Chap. I. 
See also Public capital 

Capital equipment, 109, IIO 
Capital financing, 190-92 
Capital formation, 

and commercial banks, Chap. 
VIII 

classical analysis of, 27, 37·41, 
156 

conflicting theories of, 50-54 
consumptive demand and, 41-43, 

152, 153. 157 
factual analysis of, 

in depression, 56-59 
in recovery, 59-70 

indexes of consumption and, 45, 
46, 56, 57. 66, 67, 109, us, 193 

in primitive societies, 11-12 
relation of consumption to, 

Chap. IV 
restricted rate of, 138·40, 152, 

153 
simultaneous increase of con

sumption and, 43-47 
which leads--consumption or, 

Chap. V 
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Capital formation (continued), 
under capitalism, 13-15 
under communism, 12-13 

Capital goods, 
demand for derived from con

sumption, 42 
in relation to depression, 56-59 
in relation to recovery, 59-70 

Catchings, Waddill, 177-79 
Clark, Victor S., 44 
Commercial banks, 

and the economic system, 103 
and the manufacture of credit, 

77-84 
and the supply of funds, Chap. 

VI 
central position of in the eco

nomic system, 101-03 
deposits and notes of national, 

86, 87, 194. 195. 196 
evolution of credit structure of, 

84-90 
investment operations of, 93 
loans and investments of na

tional, 86, 87, 93·99 
original character of, 91, 92 
reserves of national, 87-89 

Commercial and Financial Chron-
icle, 143, 144, 198-201 

Construction, 
building permits, 67 
contracts awarded, s6, 68 
other, 69 
residential and business fluctu

ations, 67-69 
Corporate issues, 

character and grouping of, 200, 

20I 
Credit, 

expansion and the level of 
prices, II4·I8 

purposes for which commercial 
banks extend, Chap. VII 
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Credit resources, adequacy of, 
III, II2 

Depression, 
and residential construction, 69 
of 1929, 57 

Depressions, analysis of, 56-59 
Dilemma, 

description of, 30·35 
in graphic form, 31 
is there an economic, Chap. III 
nature of, 28, 29 

Douglas, C. H., 179-81 
Douglas, Paul H., r8r-84 
Durable goods, 9, 10 
Durable Goods Industries Com· 

mittee, 51 
Durbin, E. F. M., 169-73 
Financial markets, 24 
Ford Company, 57, 147 
Foster, W. T., 177·79 
Funds, 

current flow of, r8 
limits on expansion of, roS-12 
simultaneous expansion of, I03· 

o8 
Greenbacks, 62, 134 
Hamilton, Walton H., 40 
Hansen, Alvin H., II7 
Hardy, Charles 0., 94 
Hobart, Alice Tisdale, 73 
Hobson, John A., 173-76 
Housing. See Construction 
Income, · 

control of flow of, 21 ·25 
dis11osition of, 17-21. See also 

Funds, current flow of 
flow of money, Chap. II 
nature of the flow, r6, 17 

Industries, 
growth of, 149, ISO 
new, in relation to recovery, 69, 

70 
Institutions, financial and busi

ness, 22 
Investment banking· institutions, 

23, 24, 36 
Investment funds, 

compared with security flota
tions, 141-52, 191\-201. Su 
also New financing 

Investment funds (continued), 
disproportionate increase of, 

136 
excess of, 159, r6o 

Investments, 
national bank holdings of other 

securities, 93, 99 
national bank holdings of U. S. 

se'Curities, 93-99 
Johnson, Alvin S., 40 
Kuznets, Simon, 46, 58, 193 
Labor supply, adequacy of, no, 

III 
Leather and shoes, 57 
Loans, · 

national bank, 
secured, 93-99 
unsecured, 93·99 

real estate, 93-99 
Mills, Frederick C., 45 
Mitchell, Wesley C., 67 
Moody's ln<Vestors' Service, 144, 

145, 152 
National wealth and capital, 185-

89 
New financing, 191\-99 

character and growth of, 200, 
201. See also Investment 
funds 

Noyes, Alexander D., 6:a 
Panics, 58, 6o 

in foreign countries, 59 
Partington, John E., 63 
Prices, 

credit expansion and the level 
of, II4·I8 

movement of wholesale com
modity, n6 

Public capital, 
financed by 

local government, 123-::15, 197 
national government, 121, 122, 

125·31, 197 
state government, 123-25, 197 

Public debt, growth of and sources 
,of funds, 1929-34, 132-35, 
197 

Public utility holding companies, 
growth of, 148 
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Public Works Administration, ex
penditures of, 126, 128 

Publications of Brookings Insti
tution, 203-13 

Railroad, 
in relation to business cycles, 

59, 61, 63, 64 
purchasing and the business 

cycle, 63 
Reconstruction Finance Corpora

tion, 
expenditures of, 126, 129 
repayments to, 135 

Recovery, 
and new industries, 69, 70 
and residential construction, 67-

69 
conflicting theories of, so-54 

Residential construction. See Con
struction 

Riggleman, John R., 68 
Roundabout process of production, 

IS, 27 

Savings, 
corporate, 22, 141 
dissipation of "excess," 150-54 
excess of, 159-60 
flow of, 23, 24 
individual, 22, 141 
maladjustment with consump· 

tion, Chap. X 
transformation of, into capital 

equipment, 26, 31 
Security values, inflation of, 147, 

149 
Standard Trade and Securities 

Service, 150 
Terborgh, George, 143 
Textiles, 57 
United States notes. See Green-

backs 
Villiers, Brougham, 73 
Viner, Jacob, 94 
Von Hayek, F. A., 164-66 
War supplies, 65 
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