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DIRECTOR’S PREFACE

L

This comprehensive investigation of the factors responsible
for the prevailing stagnation in the American capital markets
was begun two years ago. One section of the analysis, the rela-
tion of taxation to investment, was published in pamphlet form
in the spring of 1939. The study as a whole is intended to clarify
the issues involved in a problem of fundamental importance to
the well-being of the American people and to offer suggestions
which, it is believed, would serve to remove impediments to the
flow of funds into investment channels and to stimulate capital
expansion.

In the preparation of the volume the authors have had the
opportunity to discuss the various issues involved both with offi-
cials of government regulatory agencies and with representa-
tives of industrial and financial groups. They have also had
the benefit of criticisms and suggestions of various members of
the Institution’s staff, including Charles O. Hardy, Henry P.
Seidemann, Daniel T. Selko, and Meyer Jacobstein. To all these
the authors desire to express their indebtedness.

Karl T. Schlotterbeck has rendered invaluable assistance in
connection with all phases of the investigation, and particularly
Chapters VI to IX inclusive, where his contributions were akin
to joint authorship. Hugo Bezdek, Jr., rendered important aid
in connection with Chapters I and I1. Professor M. Slade Ken-
drick of Cornell University collaborated in the preparation of
the chapter on taxation in relation to investment.

Epwin G. Nourse
Director
Institute of Economics
May 1940



CONTENTS

PAGE
DIRECTOR’ PREFACE .. ...t i e v
List oF CHARTS AND TABLES ... ....ovvvvieiiiinnnann. xi
INTRODUCTION . vttt eintte vt e e iaceens xii

PART 1. INVESTMENT TRENDS AND CAPITAL REQUIREMENTS

INTRODUCTORY STATEMENT ............... e 3
CHAPTER I

InvestMENT QUTLETS AND SoURCES OF FUNDs PRIOR TO 1930 4

L. Outlets for Investment Funds ...................... 5

A, In Our Earlier History . ....................... 5

B. From 190701929 ..........coiiiiioiiiitn. 7

IL. Sources of Investment Funds . ...................... 18

A. ForeignSources . ... 19

B. Individual Savings ................... ... .l 20

C. Undistributed Business Earnings ................. 22

D. Bank Credit .............oii i, 24

II1. Capital Formation v. Security Flotations ... ... e 26
CHAPTER II

Tre Lowc-TerM CaprTAL MARKET, 1970-39 ........... 31

1. Outlets for Investment Funds ...................... 31

II. Shifting Character of Investment Outlets . ... .. .. veeen 35

111, Supply of Investment Funds ....................... 37
CHAPTER III

THE SHORT-TERM MONEY MARKET, 1930-39 ............ 44

1. Trends in Commercial Bank Assets and Liabilities . .. . . .. 44

II. The Phenomenon of Excess Reserves ............... 48
e CHAPTER IV

Caprrar. MARKETS AND INTEREST RATES ................. 55

I. Short-Term Rates .............................. 55

II. Market Yieldson Bonds .......................... 63 .
II1. Effective Rates on New Long-Term Issues ............ 70
IV. Market Yieldson Stocks ...................... cee. 78



viii CONTENTS

CHAPTER V PAGE

THE PLIGHTOF INVESTORS . ........ovv. i 84

1. Financial Institutions ............................ 84

A Banks ................... S 84

B. Building and Loan Associations .................. 89

C. Life Insurance Companies ...................... 92

II. Endowed Institutions ............................ 96

A. Colleges and Universities . . ..................... 97

B. The Foundations . ............................ 102

III. Individual Investors ............................. 105

IV. Broader Implications .. ........................... 108
' CHAPTER VI

THE FINaNCIAL STATUS OF CORPORATIONS . ... ... ... e 110

I. Corporate Financial Trends, 1926-37 ................ 110

A, Corporate Assets ... .........oovvriiiiniiiinn, 110

B. Corporate Liabilities . .......................... 12

IL. The Dissipation of Assets . .................ccooooin 113

III. The Decrease in Working Capital .................. 119

IV. Income Available for Interest and Dividend Payments . ... 120

V. Dissipation of Capital of Financial Corporations .. ... ... 124
CHAPTER VII

CarrraL ProBLEMs OF CORPORATIONS OF VARYING S1zes .. 128

1. Number and Importance of Companies of Varying Sizes .. 128

IL. Capital Position of Corporations, by Size .............. 130

III. Capital Requirements of Large Companies ............ 134

: ' CHAPTER VIO
CaprraL ProBrLEMs oF MEepiuM- anNp SMaLL-sizep CoM-

PANIES © 0o vv e ee e ettt aree e 142
I. The Situation with Respect to Short-Term Credits . ... .. 143
II. The Long-Term Capital Problem .................. 144
A. Direct Investments of Individuals ................ 145
B. Flotations through Investment Banking Houses ... ... 146
C. Capital Loans from Commercial Banks .. ........... 152
D. Federal Reserve Loans to Industry ................ 155

E. Industrial Loans by the Reconstruction Finance Corpora-
1310 O PP 157

CHAPTER IX

Is FurTHER Privare CaprraL Expansion PossiBLE! ... ... 161

I. The Conception of Economic Maturity ................ 161



CONTENTS Loix

PAGE

II. Potentialities for New Capital ...................... 169

A. Restoring Productivity to the 1929 Level .......... 170

B. Provision for Projected Population Growth to 1980 .. 176

C. Capital Requirements for Higher Living Standards .... 177

III. Capital Requirements in Relation to the Money Market .. 186

IV. Capital Expansion in Relation to Unemployment ........ 191

PART II. GOVERNMENT POLICIES AND PRIVATE
CAPITAL EXPANSION

INTRODUCTORY STATEMENT . .........ooivviininnn.n. 197
CHAPTER X

INvESTMENT BANKING AND THE Economic SysTem ........ 198

I. A General View of the Investment Banking Mechanism .. 202

IL. Origination of an Issue ........................... 203

IIT. Underwriting and Purchasing ...................... 208

IV. Distribution ............. .o 213

V. Private Offerings .. ...t 217

VI. The Small Investment House ...................... 224

VII. Adequacy of Investment Banking Resources ............ 225
CHAPTER XI

REGULATION OF THE INVESTMENT BANKING SYSTEM ... .. ... 228

L State Regulation ........... ... ... ... ... ..., 229

A. Methods of Regulation ......................... 229

B. Fraudulent, Unsound, or Inequitable Securities ... ... 230

C. Summary of State Security Legislation .......... ... 233

11. Federal Regulation under the Securities Act .. .......... 234

A. Conditions and Practices prior to the Securities Act .. 236

B. Purposes and Control Devices of the Securities Act . ... 241

C. Effects of Securities Act on Flotations . ............. 244
CHAPTER XII

OrtHER ForMs oF CaprTAL MARKET REGULATION . ... .... 255

I. Regulatian of Special Types of Corporations ............ 255

A. State Regulation of Public Utllity Issues ............ 255

B. Federal Control Over Public Utllity Holding Companies 264

C. Federal Regulation of Railway Issues .............. 265

IL. The Regulation of Investments of Intermediary Financial

Institutions

.................................. 268



.x CONTENTS

CHAPTER XIII PAGE

TaxarioN aND CAPITAL INVESTMENT .................. 270

1. Taxes in Relation to National Income ................ 271

II. Corporation Taxes in Relation to Corporate Income . . .. .. 273

A. Taxes in Relation to Gross Income ................ 273

B. Taxes in Relation to Distributable Income .......... 275

IIL Specific Taxes Affecting Corporations ................ 278

A, The Corporation Income Tax .................. 280

B. Social Security Taxes .......................... 284

C. The Undistributed Profits Tax . .................. 28¢

D. Capital Stock and Excess Profits Taxes ............ 290

IV. Personal Taxation ...............ccoviiiyiin.. 292

A, Summary of Principal Provisions of the Law ........ 292

B. Effects of Personal Taxes on Investment . ........... 295

C. The System of Tax Exemption .................. 298

D. Summary on Personal Taxation .................. 304

V. Broader Implications of the Tax Problem .............. 305

CHAPTER XIV

Tue SioN1FICANCE OF PUBLIC CREDIT OPERATIONS .. .. .. .. 308

L. Growth of the Public Debt..................... ... 308

II. Development of Government Credit Agencies . ......... 317

ITI. Fiscal Obscurities and Uncertainties . ................. 320

IV. Public Finance and Private Investment ................ 325
CHAPTER XV

SUMMARY AND CONCLUSIONS . ... ..ouvuivanrvnannnn.. 328

I. The Capital Market Situation ......... U 328

II. Explanations of Capital Market Stagnation ............ 333
APPENDIXES
APPENDIX A

InvestmeNT QuTLETS AND RELATED Dara ... ... .. 339
APPENDIX B

MoONEY-RATE INDEXES . ... ..ooveiiiiiii e 355
APPENDIX C

CORPORATION FINANCE .....c.ovineiininiinnnnnanns 362
APPENDIX D

CorPORATE TAXES AND INCOME DISTRIBUTION .. .......... 402



LIST OF CHARTS AND TABLES
CHARTS

Principal Security Qutlets for Investment Funds, 1907-14 ...

Principal Security Qutlets for Investment Funds, 1915-19 .. ..
Principal Security Outlets for Investment Funds, 1920-29 .. ..
Summary Picture of Investment Qutlets, 1907-29 . ...........
Principal Security Outlets for Investment Funds, 1930-38 . ...
Changes in Investment Outlets, 1920-29 v. 1930-38 . .... ...

Short-term Money Rates in the United States, 1924-38 ... ... ‘

American and Foreign Acceptance Rates, 1924-38 ..........
Market Yields on High- and Low-grade Bonds, 1925-38 ... ...
Yields on Municipal and Federal Government Bonds, 1924-38 ..
Yields on American and Foreign Government Bonds, 1924-38
New-Issue Yields to Public and Costs to Railroads, 1925-38 ..
Market Yields of Stocks .. ........oooiiiiiiiiiiiins
Dissipation of Assets, by Industrial Groups, 1930-37 ..........
Percentage Composition of Corporate Liabilities, for Specified

Groups, 1936 ... .oove
Institutions Utilized in Financing Corporate Enterprise ... ...
Functional Diagram of Investment Banking Operations ... ...
Taxes and Income Distribution of Selected Successful Corpora-

10N, 192337« vvorineiieiiie e e
Growth of All Public Indebtedness, 1915-39 ..............
Growth of Federal Debt, 1915-40 ... ....................
Interest Charges on the Federal Debt, 191540 .............
Interest Bearing Federal Debt, Classified, 193039 ..........

TABLES

Security Flotations and “Productive” Capital Issues, 1921-38 ..
New Corporate Issues, by Industry Groups, 1926-June 30, 1939
Holdings of Investment Securities of National and State (Com-

mercial) Banks .......... ...
New Domestic Corporate Securities Issued Annually .. ........
Shifting Character of Commercial Bank Earning Assets, 1929-39
“Member Bank” Investments in Federal -Government Issues,

1033530« ettt e
Deposits of Federal Reserve Member Banks, 192¢-39 ........
Excess Reserves of Member Banks, Monthly Averages, 1932-39
Changes in Monetary Gold Supply, 1930-39 ..............
Comparison of Market Yields on Stocks and Bonds ..........
Changing Yield and Character of Member Bank Earning Assets,

1929-38 L

PAGE

]
11
14
17
33
35
56
61
64
67
69
74
79

118

132
199
202

276
309
309
315
315

28
36

38
41
45

46
47
49
50
81

86



xii LIST OF CHARTS AND TABLES

PAGE
Member Bank Income From All Earning Assets, 1929-38 . . . . . 87
Earning Assets of Mutual Savings Banks, 1929-38 .......... 88
Changes in Portfolios of 49 Life Insurance Companies, 1929-38 93
Endowment Income of Institutions of Higher Education . ... .. 98
Yield on Collegiate Endowments, by Size of Funds, 1926-37 .. 99
Shifts in Endowment Portfolios, 1929, 1933, 1936 .......... 100
Portfolé'o Changes for Six Large Foundations, 1929, 1933, 1935,
1938 L 10
Interest and Dividend Receipts Reported by Individual Investors, ’
1020537 ottt 106
Assets of Corporations by Major Industrial Groups, 1926, 1929,
1037 et 114
Disposition of Gross Income of All Corporations Except Financial,
1926437 it 116
Asset Dissipations of All Companies, except Financial, Reporting
No Net Income, 1930-36 ... ................iiit.. 117
Working Capital Position of Non-Financial Corporations, for Se-
lected Years . ...................... e 120
Corporate Income Compared with Interest Outgo, and Earnings
with Share Capital, 1931-37 . .0 . ... ..o 122
Business Establishments Classified by Size ................ 129
Working Capital Position, by Size of Corporation, 1936 ... ... 134
Working Capital of 186 Large Industrial Corporations ... ... 136
Working Capital Position in Various Industries, 1926 and 1937 138
_ Cost of Security Flotations by Type and Size of Issue ........ 148
Industrial Loans by the Reconstruction Finance Corporation, as
of April 30,1938 . ... ... 158
New Securities Privately Placed, 1935-39 . ................. 219
Tax Collections and National Income, 1913, 1923-39 ... . .. .. 272
Taxes as Percentage of Gross Income . .................... 274
Rates of the Estate and Gift Taxes ....................... 204
Comparison of Taxable and Tax-Exempt Investments for Those
with Incomes of Varfous Sizes ................oiuiuis 300
Percentage of Tax-Exempt Securities in Estates ............ 301
Reconstruction Finance Corporation Activities, 1932-39 ... ... 312

Loans and Repayments of United States Government Corpora-
tions and Credit Agencies from Date of Organization to June

30, 1030 « ettt 318



INTRODUCTION

More than ten years have elapsed since the advent of the great
depression, and seven years have passed since the beginning of the
recovery movement of 1933. Except during 2 short-lived inventory
boom of 1936-37 the level of national income in the United
States has not even approached that of the late twenties. Depres-
sion, with its accompaniment of idle money, idle capital, and idle
men appears to have become a chronic condition.

Out of the welter of discussion and controversy of recent years
the view has gradually emerged that a primary source of difficulty
is to be found in the restricted flow of funds—particularly long-
term investment money—into new capital enterprise. Statistical
evidence and common observation alike indicate that the recovery
of recent years has not been accompanied by any extensive expan-
sion of new capital enterprises and that in many lines the replace-
ment and rehabilitation of existing plant and equipment has been
subnormal, The persistently depressed condition of the so-called
capital goods industries appears to be generally regarded as the
feature which most strikingly distinguishes the present period from
the economic recoveries of former times. This fact is conceded to go
far toward explaining the low level of economic activity, the un-
precedented volume of unemployment, and the reservoirs of idle
funds.

There is, however, the widest difference of opinion with refer-
ence to the causes responsible for the stagnant condition of the so-
called capital markets. Some attribute the situation chiefly to the
regulations imposed upon the securities business. Others regard it *
as due to a basic lack of confidence in government attitudes and” -
policies generally and to fears with respect to the whole future of
private enterprise. There are also those who charge that it repre-
sents simply a Strike of capital, engineered with a view to scut-&
tling the government’s entire social program.

From the broader economic and business point of view, doubts’
are entertained by many economists and business men with respect
to the magnitude of investment opportunities in the near future—
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for they cannot clearly discern any new industries comparable in
significance to those of former days. Other observers, associated
principally with the government, are convinced that the United
States is now at the end of an economic epoch and that accordingly
+ little opportunity remains for further expansion under private

enterprise. They regard the last 100 years or so as an era peculiarly
favorable to the flowering of private capitalism. The opening of
vast new productive areas and a phenomenal expansion of popula-
tion, together with scientific discoveries and inventions and the de-
velopment of the corporate form of business organization, combined
to give private enterprise a unique but unrepeatable opportunity
for the exploitation of its peculiar capacities. We have now, it is
argued, reached a stage of economic maturity in which the field of
private enterprise is necessarily so restricted that we must look to
government enterprise and vision to open the highways to further
progress. v

The issues thus raised are obviously of fundamental significance.
The future economic stability of this country will Jargely depend
upon how they are settled. Whether or not the' United States has
reached the end of an economic epoch, it is clear that we are now
at a crucial stage so far as economic thought and public policy are
concerned. The purpose of this volume is to throw such light on
these issues as scientific investigation may make possible.
~ The factors involved in the problem under consideration are
complex in character; there is no single, simple cause or remedy. It
should perhaps be noted in this connection that the phenomenon
with which we are concerned is not confined to the United States.
Until armament and war programs came to dominate the economies
of European countries, most of them were also confronted, in vary-
ing degrees, with stagnant capital markets, idle factories, and per-
sistent unemployment. The situation was particularly acute in such
normally capital exporting countries as Great Britain, Holland, and
France which, because of international economic and financial dis-
organization, found themselves dependent almost entirely upon
internal outlets for investment money.

The scope and focus of this volume is suggested by the titles
given to the two major sections into which the analysis is divided.
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The first is “Investment Trends and Capital Requirements,” and
the second “Government Policies and Private Capital Expansion.”

The study is of limited objective in that it does not undertake to
analyze 4ll of the varied factors—private as well as public—which
affect the economic situation. It does not cover agriculture, or labor
problems, or price and wage policies in relation to economic progress.
Nor does it discuss the bearing of international factors upon the
future of American industry. It is concentrated on the factors which
directly affect the flow of funds into investment enterprise.
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