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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
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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.



PART I

INVESTMENT TRENDS AND CAPITAL
REQUIREMENTS



INTRODUCTORY STATEMENT >,

The first division of this study, covering nine chapters, has four.
major purposes.

First, as a background against which to consider the Caplta.l mar-
ket situation at this juncture, it presents the essential facts with
respect to investment outlets and sources of funds in the United
States prior to 1930, and then shows the striking changes which
have occurred during the last ten years.

Second, it discloses the effects of current trends upon both Jong-
and short-term interest rates and investment yields, and the result-
ing impairment of the incomes of individuals and institutional
investors.

Third, it shows the effects of the prolonged depression upon the
financial status of corporations, both large and small, indicating
particularly the extent of the dissipation of assets which has oc-
curred.

Fourth, an attempt is made to give an answer to such vital cur-

rent questions as the following: Are there significant needs and
opportunities for further private capital expansion in the United
States and, if so, in what types of economic enterprise? Are Ameri-
can corporations now in a position to finance the great bulk of
potential capital requirements from internal sources—without resort
to the investment market? What are the possibilities for future
employment in connection with the expansion of capital enterprise
and the raising of standards of living?



CHAPTER T

INVESTMENT OUTLETS AND SOURCES OF
FUNDS PRIOR TO 1930

The dearth of private security flotations in recent years has
naturally raised in many minds the query: Cari we expect from
now on 2 flow of funds into new investment comparable in volume
to that of former times? Where, concretely, are we to find invest-
ment outlets that can match those afforded, for example, by the
railroad, public utility, and industrial expansion of pre-depression
and pre-war days! In short, are we not faced with a permanent
reduction of investment opportunity in fields of private enterprise,
as a result of which investment money must either remain in
stagnant pools or find employment in public enterprise?

From an opposite point of view, observation of recent trends
suggests the possibility that the difficulty may be found rather in a
drying up of the supply of investment money. Does not the reduc-
tion of incomes, both corporate and private, coupled with the
progressive increase of taxation, inevitably mean a serious impair-
ment in the supply of money savings available for new investment?
Have not the low interest rates lessened the incentive to save?

In the light of this prevailing confusion of thought, it seems
essential to review the history of capital investment in the United
States in order to provide a background against which to consider
the present situation and future possibilities in the field of capital
enterprise. What have been the principal outlets for capital funds
at different periods in our history, and from what sources have the
required funds been derived? We shall present first a summary of
the history- of American investment prior to 1930, and then, in
the two chapters which follow, analyze in greater detail the trends
during the period of stagnation since the beginning of the world
depression.

In the present chapter we shall endeavor to disclose the general
character of the so-called capital market during the long period of
development from colonial days until 1930. On the demand side,

4



INVESTMENT OUTLETS PRIOR TO 1930 s

we shall show what fields of enterprise have absorbed the supply
of investment money and the significant changes which have
occurred from time to time in the character of investment outlets.
On the supply side, we shall indicate the principal sources from
which the funds required for capital expansion have been obtained.

" L OUTLETS FOR INVESTMENT FUNDS

The fields of enterprise in which investment money has found
employment in the United States have varied widely at different
periods of our history. This is attributable in part to the constantly
increasing complexity of ‘our economic life and in part to the great
shifts in economic conditions which have occurred at intervals.
Accordingly, it is desirable to divide the analysis of the outlets for
investment funds into several periods as follows: from colonial
days to 1906; from 1907 to 1914; the war years 191§ to 1919;
and the post-war decade of the twenties. The second period is
begun with the year 1907 rather than 1900 simply because of the
more adequate statistical information that became available at that
time, The prevailing characteristics of the various periods will be
disclosed in the course of the analysis. The period since 1929 will
be discussed in the ensuing chapter.

A. In Our Earlier History

Because of the abundance of natural resources capable of de-
velopment, the potential demand for funds in the new world was
almost limitless at the time colonization began. However, the open-
ing of actual outlets for funds, in important amounts, waited upon
new techniques and inventions ‘in transportation, communication,
industry, and finance, and also upon the growth of population. How
these outlets developed with the growth of the country is well
known; but there are few figures showing the precise amounts
employed in different types of enterprises, even in the late nine-
teenth century. The major developments at different periods may be
briefly summarized.

In the colonial period, shipping and foreign trade were the most
important outlets for funds. The building and operation of ships,
privateering, and overseas trading were primary occupations, Do-
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mestic trade was of minor importance. Land development com-
panies called for speculative capital, and some funds were required
for road building, though labor contributions usually took the place
of funds. Manufacturing was for the most part in the handicraft
stage, and its products designed for neighborhood consumption.
However, there were the beginnings of capitalistic enterprise, in-
volving the payment of money wages in the process of production
and the sale of goods, on a credit basis, in wider markets—which
required the accarmulation of increasing amounts of working capital.
Before the Revolutionary War, the colonial governments were
seldom in the market for funds; instead they issued irredeemable
paper money. From 1775 until several years after the war’s close,
the Revolutionary government floated loans which absorbed no
small volume of investment money.

During most of the nineteenth century, westward expansion and
the building of tramsportation facilities furnished the chief invest-
ment oulets. The construction of turnpikes and toll bridges ab-
sorbed funds in relatively large amounts for about a quarter of a
century after 1790. Canal building began before 1800, and in-
creased rapidly, both in the size and number of projects, after 1817
when the Erie project was launched. The railways first called for
funds in 1827, with the chartering of the Baltimore and Ohio
Railroad. .

These various types of transportation enterprises, together with
the many banks established during these early years, though in
private hands, were to a large extent financed by state and local
governments. Hence financing by the states was of considerable
importance from 1790 until the panic of 1837 brought on a period
of economic and financial stagnation. Much capital was used for
speculation in land. The cotton crop required growing expenditures
for slaves-and for plantation supplies and equipment following
Eli Whitney’s invention of 1793. Similar outlays were required for
sugar production, another southern crop with a ready foreign
market. The manufacturing and mining industries of the country
were for the most part still operating on a small scale at the middle
of the century, and their combined demand for funds was of
relatively minor importance. Trading companies, however, had
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come to require substantial amounts of working capital.

With the revival of the expansion movement in the late 1840,
railroad building was resumed on a large scale, and—except for
government financing during the Civil War—the railways fur-
nished the principal outlets for investment funds down to the
collapse of 1843, State aid to the roads, and also to banks and canal
projects, added considerably to the financial requirements of the
states, particularly in the South. The growth of commerce and
manufactures, the expansion of agriculture, and the building in-
dustry, all called for funds in considerable amounts. There was
some investment in utilities other than the railways, and in mining,
and some minor acquisition of foreign properties of various kinds.

The transition to large-scale enterprise and the growth of urban
population characterized the period from 1880 to 1907. By 1893
the principal transcontinental railroad routes had been completed;
but the rounding out of systems continued to absorb enormous
amounts of investment money. Between 1880 and 1890 there was
a shift from agriculture to manufacturing as the primary source of
wealth and the principal occupation of the people of the United
States. An increase in manufactured exports was also noted in our
foreign trade.

The continued growth of manufactures and the expanding dis-
tributive organization of the country absorbed investment funds in
large amounts during the rest of the nineteenth and early part of
the twentieth centuries. Paralleling the growth of industry there
was a concentration of population in urban areas, calling for large
expenditures for housing, for the construction of street and inter-
urban railways, for water, light, and power companies, and for
communication facilities.

B. From 1907 to 1929

The major outlets for investment funds during the period from
1907 to 1929 were railroads, public utilities, industrial enterprises,
real estate (urban and rural), foreign securities and properties, the
federal government, and state and local governments, For most
of these types of investments it is impossible to present annual
statistical data prior to the World War. It should be borne in
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mind, also, that the available data are not strictly comparable for
the various time periods or as among the several groups them-
selves, Nevertheless, they are sufficiently comprehensive to give us

Prixcrear SECURITY OUTLETS For INVESTMENT FUNDS, 1907-14°
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a reasonably accurate picture of the capital market for the period
1907 to 1929 inclusive. The supporting data for the various charts

will be found in Appendix A.
1. 1907-14. For this period the statistical data are less precise
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and less comprehensive than for the later years. It is possible to
present annual figures for the federal government, railroads, and
industrial corporations only, and these are shown in the chart on
page 8. For the other groups we have to be content with rough
estimates for the 8-year period as a whole.

The largest field for investment during this period was the rail-
road industry.? Issues of railroad securities showed no great varia-
tion from year to year, averaging close to a billion dollars annually.
The proceeds were used both for new mileage and for the improve-
ment of existing properties,

The new capital issues of industrial and public utility corpora-
tions* show much greater annual fluctuations than was the case with
railroads, ranging from 424 millions in 1908 to 1,152 millions in
1912. The average for the period was around 650 millions.

During this period there were few issues of federal government
securities, the outstanding debt increasing by only 73 million dol-
lars during the whole period from 1907 to the end of 1914.
Comprehensive figures for state and local government issues are
not available prior to the fiscal year beginning June 30, 1913. In
the ensuing year the new issues amounted to 421 million dollars.
Census estimates are available indicating the total volume of
outstanding state and local government indebtedness for the years
1902 and 1913.* The amount outstanding in 1902 was 1,869
millions, and in the fiscal year 1912-13, 3,822 millions, an average
annual increase of 19§ millions. Taking account of the 421 millions
increase in the year 1913-14 and the fact that the growth was
undoubtedly less rapid in the earlier years of the decade, it would
seem probable that the annual average from 1907 to 1914 was
somewhere in the neighborhood of 250 million dollars. An estimate
of 2 billions for the 8-year period would probably not be widely
in error.

Another important outlet was found in the field of real estate

' For the years 1907 to 1914 the railroad classification includes traction com-
panies, Prior to 1920 it is impossible to show the issues exclusive of refunding.

* From 1907 to 1914 public utilities, other than traction companies, are incloded
by reporting agencies in the general category “industrials,”

* The figures represent net debt rather than the volume of outstanding securities,
allowance having been made for sinking fund accumulations,
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investment, both rural and urban. While there are no data showing
the amount of mortgages issued annually, periodical census data
make it possible to indicate the general magnitude of this field of
investment. We estimate that farm mortgages issued during the
period from 1907 to 1914 averaged about 300 million dollars a
year. The volume of urban mortgages probably ranged in the
neighborhood of 400 millions annually.*

The purchase of foreign securities constitutes an additional,
though relatively unimportant, outlet for investment funds during
this period. Some foreign securities were publicly offered in the
American investment market, and American investors also pur-
chased bonds and shares which were issued in foreign countries.
The volume of such security purchases during this 8-year period—
in excess of repurchases by foreigners—aggregated something like
260 million dollars, or 35 million dollars a year.®

2. 1915-19. For this period we are able to present annual data
for all groups except real estate. The reader should again bear in
mind, while studying the chart on page 11, that the data for the
various groups are not directly comparable. The order of arrange-
ment in this chart has been altered in accordance with the shifting
importance of the various outlets, the chart again being arranged
in a descending scale.

The outstanding feature of this period was the enormous increase
in federal govermment flotations. The sharp expansion in the
federal debt did not begin until the United States entered the
World War in 1917. In the three years 1917 to 1919 it increased
by more than 24 billion dollars. Of this total almost 1o billions
was loaned to foreign governments. The bulk of the funds dis-
bursed in American markets went for war munitions and supplies;
a comparatively small amount was devoted to the actual construc-
tion of pérmanent capital structures required by the military
establishment.

"*8ee App. A, pp. 342-46.

*See App. A, pp. 346-48. It should be noted here that there were also substantial
direct investments by American corporations and individuals in foreign properties;
we are here, however, concerned only with security purchases in the investment
markets, In this calculation no account is taken of offsetting foreign investments
in the United States, which are considered in the next section dealing with sources
of capital for American enterprise.
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Another large outlet for investment funds during the years 1915
to 1919 was in the field of American industry. Notwithstanding
the establishment -of a Capital Issues Committee, which placed a
partial embargo upon private security flotations, the industrial
requirements of war were such as to necessitate considerable capital
expansion in industrial enterprises.

There was a marked decrease in industrial flotations in 1914
and 1915 and a phenomenal increase in 1919, In this year security
issues exceeded 2 billion dollars as compared with less than half
a billion in 1915,

The field of public utilities showed only a moderate expansion
in security flotations during this 5-year period. The new issues
averaged approximately 450 million dollars annually,

The issues of state, county, and municipal governments during
the war years continued at a practically stationary level. The
increase in 1914 had been 421 million dollars, and the average for
the next five years was 418 million dollars, In view of the very
sharp expansion that occurred in the post-war period, it would
appear that new financing during the war years was confined to
minimum requirements.

Railroad flotations showed a steady decline dumng the war years
proper, and there was only a slight increase in 1919. It will be
recalled that the management of the railroads was taken over by
the government in 1918 and that the railroads were not returned
to private hands until 1920, New capital issues were floated only
for the purpose of facilitating the war program. :

The field of real estate continued to offer a substantial outlet for
investment money during this period. We estimate that farm
mortgages increased at the rate of about 700 millions 2 year and
urban real estate mortgages at the rate of 400 millions.® There
were also some issues of real estate securities during this period,
but the amounts are unknown. The real estate field probably ab-
sorbed at least 1.1 billion dollars annually during this period.

The purchase of foreign securities by American investors in-
creased sharply in the early war years. The securities bought were
chiefly British and French government securities floated in our

*See App. A, pp. 342-46.
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markets prior to our entrance into the war, The accompanying
chart shows for the year 1918 a “minus” figure, which requires
explanation. In that year there were large repayments of short-term
floating indebtedness, principally to American banks, such pay-
ments being made possible by the loans which were then being
extended on a large scale to the allied governments by the United
States Treasury. In addition to the purchase of foreign securities
during this period, American investors also repurchased a large
amount of American securities and properties formerly held by
foreigners. It is estimated that transactions of this sort aggregated
about 2.3 billion dollars during the years 1915 to 1919.7

3. 1920-29. The data covering this period are shown in the
chart on page 14. The figures represent more accurate compila-
tions and more complete coverage than those for preceding years.
It will be seen that during this period of rapid economic expansion
the demand for investment funds for private enterprise expanded
all along the line. There was a very great increase in the flotation
of industrial and public utility corporations and a substantial expan-
sion in the case of railroads. Real estate financing rose to enormous
proportions, and our purchases of foreign securities reached an
unprecedented level, While state and local government issues
showed a great increase during the twenties, the federal govern-
ment not only absorbed no investment funds, but through budget
surpluses returned about 800 million dollars annually to the
investment market.

Public wiility and industrial enterprises became the most im-
portant fields for security investment during the twenties. The
average volume of flotations in these fields was four times that of
the years 1907 to 1914, From 1924 to 1929 public utility issues
averaged nearly 1.5 billion dollars annually, as compared with less
than §00 millions in the war period.* Industrial flotations were at a
high level throughout the twenties, averaging in the period 1924-29
about 1.7 billions, or more than twice the volume of the war
period.

:For data supporting this estimate, sce App. A, pp. 346-48. '
. These figures do not include public utility holding companies, which are placed
in a separate classification along with investment trusts and trading corporations,
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The enormous expansion in the volume of industrial issues is
explained in part by financial considerations. Prior to and during
the World War a very large amount of industrial expansion had
been financed by extensions of bank credit, the obligations appear-
ing on the balance sheets of corporations in the form of bank loans.
This trend was attributable in part to a dearth of savings funds
available for the purchase of industrial issues and in part to the
belief that bank loans represented a flexible form of financing
which could be readily expanded or contracted to meet the varying
requirements of business. However, the great difficulties encoun-
tered in connection with these bank loans in the crisis of 192021
emphasized the desirability of procuring corporate capital through
the sale of securities in the investment market rather than from
bank loans. From 1921 to 1924 there were large bond flotations
for the purpose of paying off bank loans, as well as for financing
expansion needs, while after 1924 stock issues became the favorite
means of financing additional capital requirements.

The late twenties witnessed the growth of investment trusts and
holding and trading corporations which floated huge volumes of
securities, the proceeds of which were mainly used to invest in
outstanding issues of existing corporations. While the funds did
not go for actual capital expansion, such issues have to be included
as outlets for money savings of individuals. They increased from
15 millions in 1925 to over 2 billion dollars in 1929.°

The outlet for funds in railroad enterprise remained at a low
level through 1921, but rose sharply in the years which followed.
The average during the next nine years was 449 million dollars.”
The railroads, as an outlet for investment funds, had declined
both in relative and in absolute importance, as compared with the
pre-war period, when annual flotations were more than double
those of the twenties, The new capital raised in the twenties was
devoted not to the construction of new mileage but to the moderni-
zation of emstmg facilities.

Real estate issues, including mortgages and securities, provided
the largest outlet for investment money in the twenties. The great

For the volume of such issues annually, see App. A, p. 340.
“This period includes the year 1930, when the volume of issues reached a
peak of 6go millions,
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expansion which occurred resulted chiefly from the housing boom
following the period of suspended building operations during the
years 1916 to 1921. Farm mortgage indebtedness increased but
slowly after 1920 and reached a peak in 1922. In addition to
urban mortgages, we now find real estate corporations floating
real estate bonds and stock on a large scale. The volume of listed
issues increased from 91 million dollars in 1920 to an average of
686 millions during the four years 1925 to 1928. There was also
a considerable volume of “over the counter” real estate issues.
The Department of Commerce estimates the total volume out-
standing to have increased in the 11-year period 192030 by 6,450
million dollars or at the rate of 590 million dollars annually.

These estimates indicate that the average annual volume of real
estate financing during the decade of the twenties was approxi-
mately 2.6 billion dollars. Of this total urban mortgages accounted
for about 1,900 millions; real estate security issues about 590
millions; and farm mortgages about 120 millions.

State and local government issues also provided important out-
lets for investment money during this period. The volume of issues
from 1922 to 1929 was more than double that of the years im-
mediately preceding the war. These funds were largely devoted
to the development of enterprises regarded as of economic and
social importance, such as highways, streets and sewers, recreational
and health facilities, and education.

Foreign outlets for American investment money expanded enor-
mously in the twenties in comparison with the years preceding the
war. From 2 level of around 35 million dollars a year between
1907 and 1914, the amount of our net purchases of foreign securi-
ties rose to an average of over 800 million dollars in the years
1921 to 1928.* The bulk of these securities was issued by foreign
governments and corporations for sale directly in the American
market.

4. Summary, 1907-29. We now present a summary picture of
investment trends for the entire period under review. The chart

% This figure represents net new investments, allowance having been made for

repayments, refundings, and sinking fund payments. The earlier figure also makes
allowance for estimated repurchases by foreigners,
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on this page reveals in a rough way the relative magnitude of the
different investment outlets in each of the three periods which we
have been considering, and also shows clearly the striking shifts
that have occurred in the different types of financing over the
23-year period. For purposes of rough comparison we include in
this diagram our estimate for real estate securities and mortgages
in each of the periods covered. The chart does not include invest-
ment trust issues. The bars in the diagram represent annual average

figures.
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In the pre-war years the railroads constituted by far the most
important outlet. The war period is noteworthy both for the great
increase’ in federal government flotations and the expansion. of
farm mortgage indebtedness. In the decade of the twenties, indus-
trial and public utility flotations, together with urban real estate,
came to occupy the dominant position in the capital market.
Liquidation of federal government debt made available large sums
for investment in private enterprise.

II. SOURCES OF INVESTMENT FUNDS

Our attention now shifts from consideration of the demand side
of the capital market to the sources of supply of capital funds. The
ultimate sources of a nation’s investment funds are as follows:
(1) foreign investors; (2) the money savings of its individual
citizens; (3) the undistributed earnings of business enterprises;
and (4) bank credit expansion. It should also be noted in passing
that formerly a great amount of capital, particularly on farms,
has been created without the use of money—simply by devoting
labor, in off seasons, directly to the improvement of land and the
construction of buildings. :

It is impossible to make a statistical analysis of the sources of
. investment funds for the whole period under review. No com-
prehensive series of data with respect to all the sources of invest-
ment funds are available even for recent years; and in some cases
it is impossible to make any estimates. There are data with respect
to the volume of individual savings for certain years only. Since
1909 we have annual data on the surplus of corporations; but we
do not know the extent to which capital expansion has been financed
by means of excessive replacement funds or from ordinary operating
income. For a considerable period of years we have rough esti-
mates of the net inflow, or outflow, of funds from abroad. But
there is no means of gauging the extent to which bank credit
expansion has provided the funds required for capital construction.
Accordingly, the analysis in this section will not be essentially
quantitative in character. The purpose is rather to indicate the
primary sources of investment funds at different periods, and to
reveal the major shifts which have occurred during the course of
our history.



INVESTMENT OUTLETS PRIOR TO 1930 19

A. Foreign Sources

In colonial times there was a chronic dearth of liquid funds for
the purposes of capital expansion, The relatively few “capitalists”
among the colonists as a rule found it necessary to use all their
funds in their own enterprises. The savings of individual artisans
and small concerns were meager. Bank credit facilities were almost
entirely Jacking. In consequence, it was necessary to look to the
mother country for liquid funds as well as for actual tangible forms
of capital equipment. Notwithstanding the constant inflow of foreign
funds in the form of loans and trade credits and the cash brought
in by the stream of immigrants, the supply of liquid capital re-
mained so small in comparison with the demand that interest rates
were extremely high., Accordingly, there was an insistent demand
for the issuance of bills of credit by the colonial governments—to
provide the necessary “capital” for colonial enterprise. The disas-
trous experience with such colonial bills and the efforts on the part
of the British government to restrict their use was of importance
perhaps equal to the taxation issue in bringing about the break with
the mother country.

The Revolutionary War was financed mainly by means of
irredeemable paper money. The government issued so-called bills
of credit for use in meeting its financial obligations—these bills
ultimately depreciating almost to zero. Some funds were, however,
derived from internal loans, and some foreign credits were also
obtained. Meanwhile, the procurement of foreign funds for private
enterprise in this country practically ceased.

The flow of foreign capital to the United States remained at
a low level until after the Napoleonic era. While the establishment
of a new currency and banking system in 1791 paved the way for
a resumption of foreign lending, the ensuing wars in Europe
precluded any large interest in American financial development
for the next 2§ years,

After 1815 the inflow of capital was quickly resumed; and it
continued to expand irregularly throughout the century. It assumed
very large proportions during the so-<alled period of internal

development, under state auspices, in the late twenties and early
thirties.
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Checked by the depression and wholesale defaults of the late
thirties, the inflow of foreign funds was not again resumed on 2
large scale until the fifties. It reached a new high in the boom
period of 1869 to 1873. In the depression of the seventies, when
many southern states and various American railways were default-
ing on their interest payments, foreign investment in American
securities and properties dwindled to small proportions. In fact,
with the exception of temporary revivals in 1879-80 and 1886-90,
it remained at low levels until the late nineties, and in some years
foreign liquidation exceeded new foreign investment.

The period of the early nineties was marked by railway re-
organizations and federal treasury difficulties that were not reassur-
ing to foreign capitalists. However, in 1897, when there was a
marked speeding up of industrial activity and a general restoration
of confidence on the part of the investing public, the tide again
turned toward the United States. With minor interruptions this
continued down to the outbreak of the World War—though it will
be recalled that there was a counter-flow of American funds abroad,
as American capitalists were now beginning to share actively in
foreign ventures all over the world.

During the World War, the flow of funds was predominantly
from the United States. Foreign liquidations of securities and prop-
erties called for large payments abroad to former owners, in addi-
tion to the loans made to foreign governments and corporations
by American investors and by the government of the United States.
By the close of 1919 foreign holdings of all kinds had been reduced
from the pre-war total of 7.2 billion dollars to about 4 billions.

As the post-war period progressed, a considerable amount of
foreign capital was again invested in the United States. It was sent
here in part to avoid the heavy tax burdens and the effects of
political and economic changes which threatened the security of
capital in many countries of Europe. In part it came to share in
American prosperity, particularly in stock market profits.'*

B. Individual Savings
Throughout our earlier history the volume of individual money

B See Cleona Lewis, America’s Stake in International Investments, for detailed
analysis of the international financial relations of the United States.
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savings was very meager. In the colonial period, as already indi-
cated, there was little available money for investment. Foreign
trade, ship building, and profiteering yielded large profits to enter-
prising spirits, and some of these earnings became in due course
available for the development of internal trade and industry.

After 1790, individual savings—in the northeastern states—
gradually increased, and the funds required for the financing of
public works and railroads in the thirties and forties were obtained
in part from local investors. These were principally of the merchant
class “ranging from the small country storekeeper to the wealthy
metropolitan merchant importer. . . . There were others . . . as
well: retired farmers or merchants; widows of substance; children
who had inherited well; landed proprietors who had picked up
public securities; successful speculators in stocks; and a consider-
able body of small savers in town and country.”* Insurance and
savings institutions, which had their beginnings during this period,
helped to mobilize individual savings and render them available
in the “market.” Throughout this period, however, the supply of
investment money was wholly inadequate; hence the constant de-
mand for foreign funds, for government aid to private enterprise
in the form of loans and subsidies, and for the expansion of bank
credit facilities.™

In the period of rapid industrial development after the Civil
War the volume of investment funds available in the “capital
market” expanded steadily, At the same time, the growth of cor-
porations necessitated the assembling of large aggregations of
capital funds. This period naturally saw the development of invest-
ment banking institutions designed to bridge the gap between
individual and institutional investors, on the one side, and borrow-
ing enterprises on the other. By the beginning of the twentieth
century the supply of funds seeking employment through the inter-
mediation of the investment market had become of genuine
importance.

In the first 15 years of the new century there was a rapid increase
in the volume of individual savings. These years were marked by a

" Joseph . Davis, Essays in the Earlier History of American Corporations,

Bk, 11, p. 298,
* See p. 24.
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phenomenal growth of large-scale enterprise and an accompanying
increase in national wealth and income. It has been described, not
altogether inaccurately, as an era of “swollen fortunes” In any
case, the developments of this period served greatly to expand
the flow of funds from individual savings through investment
channels.

The profits of the war period further expanded the volume of
funds available in the investment market. But, as we have noted
in the first section of this chapter, the bulk of these funds was
devoted to the purchase of government securities and the financing
of the war. It was not until after the financial readjustments of
1920-21 that the investment market again returned to what may
be called a normal condition.

Between 1922 and 1929 the money savings of individuals
showed a great increase. Annual figures are not available, but
estimates indicate that the total of money savings increased from
perhaps 8 or 9 billion dollats in 1923-24 to approximately 15
billions in 1929.” This was a period in which the general level of
income was rising and in which there was a very marked increase
in the number of large incomes—both of which factors made it
easier to set aside for investment purposes a larger proportion of
the total income.'

C. Undistributed Business Earnings

A considerable part of the funds required for capital expansion
is derived directly from the earnings of business organizations,
Indeed, it has at times been one of the principal sources of funds
for business expansion. Under the system of individual and partner-
ship enterprise which characterized all our earlier history the
process simply involved using current business receipts for pur-

¥ See Harold G, Moulton, The Formation of Capital, pp. 141-42.

*This trend is often denied by individvals who base their conclusions upon
figures showing actual physical capital construction. They assume that all money
savings are automatically devoted to the construction of new capital goods and
that hence figures showing the amount of capital construction also perforce show
the amount of money savings. As we have elsewhere shown, a substantial part
of the money savings of individuals in the twenties did not eventuate in new
capital construction. The same phenomenon, as we shall see in the ensuing chapter,
has been in evidence in the thirties.
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poses of expansion—the individuals and partners taking out what
was deemed necessary for their personal requirements and leaving
all the rest in the business. Before the days of systematic accounting
and income tax calculations, business concerns seldom had any
very accurate idea as to the extent to which capital expansion was
being financed from internal sources.

For recent decades we have reasonably satisfactory figures cover-
ing the changes in the surplus accounts of corporations.”” The
annual figures from 1909 to 1929, in millions of dollars, are as
follows:*®

Year Surplus Year Surplus Year Surplus
1909.... 1,296 1916.... 4,939 1923.... 2,432
1910.... 1,151 1917.... 4732 1924.... 1,463
1911.... 690 1918.... 1,986 1925.... 2,851
1912.... 1,246 1919.... 4,330 1926.... 2,223
1913.... 1,400 1920.... 1,397 1927.... 996
1914, ... 585 1921.... -2,685 1928.... 2,388
1915.... 2,117 1922.... 1,676 1929.... 2,238

Undistributed earnings in addition 1o those shown by the surplus
account are used in finoncing capital expansion. The common as-
sumption is that the change in the surplus precisely reflects the
amount of income remaining after deducting all costs (including
depreciation) from the sale value of the product and after paying
dividends. But if excessive provision is made for depreciation™ or if
hidden reserves are created, as has often been the case, the surplus
account does not fully reflect the amount of undistributed earnings.
Moreover, capital outlays are often charged directly to operating
expense and are thus included as a part of the cost of producing
the current year’s output. No figures are available showing the
amount of capital construction financed by these methods, and it is
not possible to make even approximate estimates.

" It should be borne in mind that an increase in the surplus account of a cor-
poration does not necessarily represent cash accumulation. It is merely a book-
keeping statement reflecting the change which has occurred in the corporation’s
net position-~resulting from undistributed earnings and from changes in the book
valuve of assets.

¥ See Maurice Leven, Harold G, Moulton, and Clark Warburton, 4mericd’s
Capacity to Consume, p. 109.

™ Since the establishment of the corporate income tax the accounts are carefully
scrutinized, but even so the allowances granted may exceed the actual rate at which
the property has depreciated,
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D. Bank Credit

One of the most important sources of business capital is found
in the expansion of credit currency. In the colonial period, as has
already been indicated, resort was had to the issue of government
bills of credit. Under the Constitution the states were forbidden to
issue bills of credit, and thereafter banking institutions were looked
to as a source of liquid funds.

Prior to the Civil War bank credit provided a substantial part
of the liquid funds required for capital expansion. In addition to
the First and the Second Bank of the United States, state banking
systems and a large number of private unincorporated banks were
organized. In a considerable part of the country these banking
institutions extended credit with abandon and failed to maintain
adequate specie reserves. They manufactured irredeemable credit
currency which was made available for nearly every type of enter-
prise, much of which was of a highly speculative character. Al-
though many of these banks-eventually went bankrupt, causing
disastrous financial losses, in the meanwhile some of those who had
borrowed the funds had been able to organize and develop business
enterprises embodying real capital.

Credit expansion continued to be an important source of business
capital under the national banking system. The gradual evolution
of an intricate commercial banking system and the effective mobili-
zation of reserves made possible a great expansion of bank credit
over the years without abandonment of the principle of converti-
bility into cash—except during occasional periods of crisis. The
process by which the banking system manufactures credit currency
is so well known that it need not be discussed here.”

The commercial banks furnished funds for fixed as well as for
working capital purposes. Credit extensions for fixed capital pur-
poses were made in part through the purchase of securities—the
reports of both national and state banks, for any date one may
care to choose, showing large holdings of bonds. A substantial
percentage of bank loans has also been devoted to fixed capital
purposes—though nominally made on a short-term basis.

®For an extended exposition of the process, see H. G, Moulton, Financial
Organization and the Economic System, Chap. XX,
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In the period before the Civil War such fixed capital loans were
primarily connected with agriculture, but in the latter half of the
nineteenth century they became quite as extensive in the field of
industrial enterprise. A thorough analysis of the situation in 1916
revealed that approximately 50 per cent of all the loans made by
national and state banks and trust companies was devoted to
intermediate or long-term investment purposes. With investments
in securities included, approximately two-thirds of the credit ex-
tended by the commercial banking system went for fixed rather
than for working capital purposes.”

After the World War, however, the supply of investment
money became so large that it was no longer necessary for most
business enterprises to look to the banks for longterm capital
funds. As we have noted in the foregoing section, in the decade of
the twenties funds drawn from the investment market were used
to reduce bank loans on a large scale. The supply of investment
money came to exceed the demands of business for purposes of
capital expansion.

Bank credit expansion has served to accelerate economic growth.
The economic significance of bank credit expansion is to be found
in the fact that it permitted expansion of business enterprise even
though money savings were not at the time available. Instead of
having to wait upon the accumulation of investment money, busi-
ness men, through the use of credit, could proceed at once to the
construction of new capital. The resulting expansion in produc-
tivity served to generate increased income and thus to make
possible the eventual liquidation of the credit. It should be borne
in mind in this connection that, although each particular credit
advance had to be liquidated in due course out of savings, the
continuous creation of new credits served to provide a constantly
expanding total supply of funds for business purposes—funds
which would not otherwise have been immediately available.

While the expansion of bank credit has often been too liberal,
leading to subsequent losses, the rate of our industrial progress
throughout the greater part of our history would have been much

*H. G. Moulton, “Commercial Banking and Capital Formation,” Pt. II, Jour-
nal of Political Economy, Vol. XXVI (1918), pp. 638-63.



26 CAPITAL EXPANSION AND STABILITY

slower, in the absence of bank credit expansion, than was actually
the case.

Many economists have contended that the use of bank credit
for purposes of capital expansion does not obviate the necessity for
concurrent saving—using the term saving in the sense of restricting
consumption, They argue that instead of volunsary saving for the
purpose of accumulating funds for capital expansion, the use of
bank credit for the purpose forces #mvoluntary saving. It is held
that the result of the expansion of bank credit is merely to raise
the general level of prices, and that since money wages and most
other income remain the same, the resl purchasing power of the
masses is restricted. The expansion of capital thus appears still to
have been at the expense of consumption,

This analysis completely overlooks the dynamics of the process.
It fails to note that the rate of capital formation would be less
rapid if business enterprisers had to wait until money savings were
first accumulated. It thus fails to see the effects of accelerating
capital expansion upon productivity and the volume of national

income. Thus it is possible to increase the supply of capital goods
without an antecedent or concurrent restriction of consumption,
The truth is that the accelerated capital expansion and increased
productivity result in an increased output of both capital goods and

- consumer goods. Thus real wages are increased. The history of
capital expansion and wage and price trends in the United States
affords no support for the theory that bank credit expansion merely
means involuntary saving. Nor do the facts support the thesis that
saving in the sense of positively reducing consumption is essential
to the formation of capital.” .

III, CAPITAL FORMATION V. SECURITY FLOTATIONS
It has usually been assumed that all of the funds derived from
the sale of securities are employed in the construction of new capital
and hence that the volume of security issues in any period affords
a measure of the amount of actual new capital formation. The truth
is that there is little correlation between the volume of security
flotations and the amount of real capital construction.

* See Moulton, The Formation of Capital, pp. 17-43.
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There are two reasons for the divergence between security flota-
tions and capital construction. On the one hand, much capital forma-
tion is financed from sources other than the security markets. As
has been noted in the preceding section, no inconsiderable part of
the funds required for business expansion throughout our history
has come from undistributed business earnings and from bank
credit expansion. Such funds have been used both for the provision
of working capital and for the construction of plant and equipment.

A second reason for the divergence is that a substantial propor-
tion of the funds raised by the flotation of securities may be used
for purposes other than the employment of labor and materials
in the building of new plant and equipment or in the construction
of houses, etc. ,

The employment of such funds for purposes other than the
creation of physical capital is explained by a number of factors.
In the case of all security issues, some portion of the proceeds
is absorbed in paying the charges of financial middlemen engaged
in the underwriting and distributing of securities. The proceeds
of federal government loans during war time are used chiefly for -
military purposes, only a small portion of which involves the con-
struction of physical capital; and the bulk of the funds raised by
federal government issues in peace time is usually devoted to
purposes other than capital construction. Similarly, a considerable
part of the funds raised by state and local government issues may
be devoted to meeting budget deficits or to purposes which do not
lead directly to an increase in the nation’s productive capital
equipment,

Funds raised by private corporations are also used for a variety of
purposes other than the construction of new plant and equipment.
These include such operations as the purchase of materials and
supplies, the provision of liquid operating capital, the repayment
of bank loans, and the purchase of the securities or properties of
existing businesses.

The extent to which security issues have actually been devoted
to capital construction has been analyzed by Moody’s Investors
Service for the period since 1921. The segregation of “productive”
from “non-productive” issues is based on the official statements



28 CAPITAL EXPANSION AND STABILITY

of the borrowers themselves as set forth in the prospectuses
accompanying the flotations. The analysis covers the issues of all
domestic corporations (including investment trusts), and of state,
county, and municipal governments. The extent to which the pro-
ceeds of flotations were used for actual capital construction in the
years 1921 to 1938 inclusive is shown in the accompanying table.

Securrry Frorations anp “Propuctive” Caprtat Issues, 1921-33
(In millions of dollars)

Volume of New Volume of “Productive” as a
¥ Security Issues (Net) | *“Productive” Issues Percentage of Total
ear
Corpo- | Munic-| Corpo- | Munic- Corpo- | Munic-|

rate | ipal Total rate | ipal Total :Z’e ipal Total

1921...] 1,701 | 1,199 { 2,900 864 | 1,199 | 2,063 | 50.8 | 100.0} 71.1
1922, 2,211 | 1,077 | 3,287 | 1,335 | 1,077 | 2412 | 60.4 | 1000 | 73.4
1923...1 2,635 | 1,043 | 3,678 | 1,624 | 1,043 | 2,667 | 61.6 | 100.0 | 72.5
1924...( 3,020 | 1,380 ( 4,400 | 1,941 | 1,380 | 3320 | 64.1 | 100.0 | 75.3
1925...1 3,604 | 1,352 | 4,056 | 1,824 | 1,352 | 3,176 | 50.6 | 100.0 | 64.1
1926, 3)754 | 17344 | 57008 | 1)801 | 1,344 | 3,145 | 480 | 200.0 | 61.7
1927...| 4,657 | 1,475 | 6,132 | 1,781 | 1,475 | 3,256 | 38.2 | 100.0 | 53.1
1928, 57346 | 1,379 | 61725 | 1,495 { 1,370 | 2,874 | 28.0 | 100.0 | 42.7
1929...( 8,002 | 1,418 | 9,420 | 1,787 | 1,418 | 3,205 | 22.3 | 100.0 | 34.0
1930...[ 4,483 | 1,434 | 5,017 | 1,939 | 1,434 | 3,373 | 43.3 [ 100.0 | 57.0
1931...] 1,551 | 1,235 | 2,786 796 | 1,235 12,031 | 51.3 | 100.0 | 72.9
1932...| 325 762 | 1,087 203 610 813 | 62.5 | 80.1} 74.8
1933...] 161 483 644 106 156 2621 65.8 | 32.3| 40.7
1934...] 178 &03| 981 63| 381 | 444 34| #.4| H3
1935... 403 855 11,258 94| 430 5241 23.3 | 50.3| 41.7
1936...] 1,19 735 | 1,926 31 392 M) 318 §3.3| 4.0
1037...] 1,222 71211,934 | 635 424 11,059 | 52.0 | 59.6 | 54.8
1938...| 851 | 956|1,807| 417 | 647 |1,064| 49.0 | 67.7 | 58.9

» Compiled by Moody's Investors Service. For methods employed and the monthly
figures for corporations and governmental agencies respectively, see App. A, pp.

349754

It is evident that there was a very wide divergence during the
twenties between the amount of funds raised in the investment
market and the amount of money used for purposes of actual
capital construction. During these years the use of the proceeds of
flotations for purposes other than capital formation was confined to
corporate issues.

The trend during the twenties continued during the thirties.
Whereas in the twenties the diversion was confined to corporate
issues, after 1932 a large diversion was also found in connection
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with municipal issues, chiefly as a result of fiscal deficits occasioned
largely by relief requirements. It will be seen that in the years of
acute depression more than §0 per cent of the proceeds of municipal
issues was diverted to other than directly productive purposes. As
the federal government assumed a larger proportion of the burden
of relief, and otherwise enlarged its aid to the local governments,
this percentage showed material decline. However, even in 1938
only two-thirds of the funds derived from the flotation of municipal
issues was devoted to the construction of new plant and equipment.

The percentage of corporate issues devoted to the expansion of
plant and equipment varied considerably after 1929 but averaged
well below 50 per cent. The funds were used principally for such
purposes as the repayment of bank loans and the acquisition of the
outstanding securities of other corporations.”

It should be added here, and carefully noted, that the total of
productive issues shown in the table above does not measure total
capital formation during the years in question. The table does not
cover privately placed corporate issues,* nor does it include real
estate and mortgages, or other non-corporate financing. Moreover,
as has already been pointed out, the construction of new capital
may be financed without resort to security issues in the capital
market—from undistributed earnings and from bank loans. Since
our primary concern is with the situation in the “securities markets,”
no effort will be made here to measure the extent of actual capital
formation.

RECAPITULATION

The history of the American capital market from early times to
the beginning of the depression of 1929 may be summarily
recapitulated as follows, Throughout the nineteenth century, and

® The data on p. 136 indicate that there was little increase in working capital
from 1926 through 1929,

* For discussion of the private placement of corporate issues, see pp. 206-08,

® The figures of “productive” capital issues here given differ materially from
the physical capital formation data compiled by Simon Kuznets of the National
Bureau of Economic Research, Kuznets’ data are intended to cover all physical
capital formation irrespective of how it is financed; in fact he is not concerned
at all with sources of funds or the financing problem. The Moody data are
intended to indicate only the extent to which funds derived from security flotations
have been used to create physical capital. As we have seen, funds for capital
formation are derived from numerous sources other than the investment market,
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even in the World War period, the volume of individual and
corporate savings in the United States was altogether inadequate
to provide the liquid funds required for capital expansion. The
deficiency was made good from two sources—foreign funds and
bank credit expansion.

After the World War the growth of national income, and par-
ticularly the increase in the number of large incomes, resulted in a
very great increase in the annual savings of the American people.
In consequence, the volume of available investment money became
not only sufficient to provide all of the funds required for pro-
ductive capital expansion in the United States but much more than
sufficient. It is unnecessary to present statistical data in support of
this statement. It is evident from such facts as the rapidity with
which new issues of all kinds and descriptions were sold; the huge -
flotations of investment trust and similar issues (encouraged by
the redundant supply of investment money); the aggressive efforts .
put forth to induce foreign borrowers to place issues in the Ameri-
can market; and the rising prices and decreasing yields of equity
securities,”

The World War period may thus be regarded as marking a
transition era in the financial economy of the United States. The
great increase in the internal supply of investment money not only
eliminated our dependency upon foreign sources of funds but
made us a genuine competitor of London, Paris, and Amsterdam
as a supplier of world credit. The changes resulting from the
great depression will be analyzed in the ensuing chapter.

* 1t is true that yields on high-grade bonds did not fall; but this is readily ex-
plained by the shift from bonds to equities.



CHAPTER 1I
THE LONG-TERM CAPITAL MARKET, 1930-39

The outstanding impression given by the data presented in the
preceding chapter is one of continuous and accelerating expansion.
The range of outlets for investment money was constantly widen-
ing, and there appeared to be little diffculty in finding remunera-
tive employment for a continuously increasing volume of invest-
ment money. To be sure, shifts were occurring in the relative
importance of the various investment outlets. Some fields of invest-
ment showed, at certain periods, an actual decline and others a
retarded rate of growth; but at the same time a phenpmenal
expansion was taking place in other lines, In the decade of the
twenties, for example, a great increase in state and local govern-
ment borrowing offset the liquidation of federal indebtedness;
while railroad issues were at a lower level than in former years,
industrial and public utility flotations, real estate financing, and
loans to foreign countries assumed unprecedented proportions.

The decade of the thirties presents an extraordinary contrast.
Outlets for foreign issues have almost disappeared, and flotations
by domestic business enterprises have been at the lowest level in
decades. As we note elsewhere, the prevailing stagnation has given
rise to great uneasiness with respect to the whole future of the
capitalistic system, and also to various suggestions for remedying
the situation. Our purpose in this chapter is merely to present the
essential facts with respect to the trends in the long-term capital
market during this decade. In the ensuing chapter, we shall indi-
ate the developments which have occurred in the field of short-
term credit, which are closely related to the factors involved in
the longterm capital market. The larger economic implications
of the trends under consideration will be discussed in Chapter XV.

I. OUTLETS FOR INVESTMENT FUNDS

In analyzing the trends in the long-term capital market during
the thirties we shall consider both the changes which have oc-

3t
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curred in the aggregate volume of new security issues and the
shifts in the relative importance of the different classes of economic
activity as outlets for investment money. As we shall show, the
changes which have occurred’ are of an extraordinary character.
Consideration will first be given to the aggregate volume of invest-

ment offerings in the thirties, as compared with the twenties.

The total volume of securities and mortgages issued in the thirties
was on the average less than 60 per cent as large as in the twenties.
The annual average in the years of acute depression, 1931 to 1933 "
inclusive, was only a little over 3 billion dollars, as compared
with an average of nearly 10 billions for the years 1926 to 1929.
The average annual volume of all classes of issues, including real
estate morigages, amounted during the twenties to about 8 billion
dollars, and in the thirties to only anug 3.¢ billions.!*

Thé contrast between the twenties and' the thxrtles appears the
more striking when only private issues are taken into account. In
order to show the change which has occurred, in the private capital
market it is best to compare the three years 1926 to 1928 with the
three best years of the post-depression period, 1936-38. In the .
former period the total volume of private issues, including real
estate mortgages, was 24 billions, and in the latter period only
about 4 billions. .

The chart on page 33 shows the volume ‘of new capital i issues of
various classes floated annually during the years 1930 to 1938
inclusive. Purchases of foreign securities, except for the year 1930,
show up as minus quantities—indicating that repayments were in
excess of new loans. It is of interest to note in passing that the
volume of flotations in 1930 was larger than in 1929 in the fields
of railroads and public utilities.

The striking feature of this period is the overwhelming im-
portance of the fedeml government as an outlet for investment
_ funds. Whereas in the twenties the federal government retired
an average of 860 millions of public debt annually, thereby in-

! The data are based upon the analysis in App A In wlculatmg the aggregate
volume of issues in the twenties and thirties respectively, minus quantities in any
field are not subtracted from the total, This is because repayments should be looked

upon as an addition to the supply of available investment money rather than as a
decrease in the volume of securities offered for sale.
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PrincipaL SEcurrry QUTLETS, For INVESTMENT Funbs, 1930-38"
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creasing the supply of funds available for other purposes, in the
thirties the national government floated new securities greatly
exceeding the aggregate of all other types of security issues. In
1936, the year of maximum increase in federal debt, government
flotations were more than three times the volume of all other
issues combined.

State and local government indebtedness showed little net change
in the period after 1931. New issues were comparatively small in
number, and in some years the retirements exceeded the new issues.
This relatively static position is due to two facts: (1) the curtail-
ment of some of the forms of state and local government enter-
prises which flourished in the twenties; and (2) the transfer of a
substantial part of the relief burdens to the federal treasury.?

Railroad flotations decreased almost to the vanishing point dur-
ing the years of acute depression. In the two good years 1936 and
1937 they remained very much below the average level of the
twenties. Public utility issues reached negligible proportions in the
depth of the depression, and in 1936 and 1937 the volume was
only about 10 per cent that of the late twenties. The volume of
industrial issues in the good years 1936 and 1937 was approxi-
mately 41 per cent of the average volume in the late twenties.

Redl estate operations virtually diswppeared as an outlet for
snvestment money during the thirties. In fact, since 1930 there
has been a reduction in the volume of outstanding mortgages to
the extent of 9 or 10 billion dollars. This does not mean that there
were no new real estate mortgage or security flotations during
these years, but only that the volume of new issues was greatly
exceeded by the liquidation of old obligations, chiefly as a result of
foreclosures. ,

Since 1932 new real estate bond flotations have averaged only
about 5 million dollars annually. Since 1934 there has been a sub-
stantial growth of home morigages guaranteed by government
agencies. The annual volume of mortgages guaranteed by the

* Mention should here be made of the fact that in recent years there has been
a tendency for state and local governments to finance “self-liquidating” improve-
ments through the creation of semi-public bodies, the obligations of which are not

counted as a part of the public debt. In some states these obligations have reached
substantial proportions.
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Federal Housing Administration has ranged from 35 millions in
1935 to 376 millions in 1938 and to 580 millions in 1939. Other
types of government aid for real estate development have been
comparatively unimportant.

1. SHIFTING CHARACTER OF INVESTMENT OUTLETS

In the accompanying chart we indicate the relative magnitude of
the different investment outlets in the period 1930 to 1938, as
compared with the decade of the twenties. The figures given
include real estate mortgage and security issues. The chart reveals
the striking shifts which have occurred in the character of invest-
ment outlets during the course of the two decades.

CuaNGEs IN INvESTMENT OUTLETS, 1920-29 2. 1930-38
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* For detailed figures, see App. A, pp. 340-48.



New CorroraTe Issugs, BY INDusTrRY Groups, 1926-JuxnEe 30, 19392
{In millions of dollars)

Iron Other Invest-
Cal Steel, Motors | Indus- Land, ment
- . . 8 . f .
endar | Rail- | Public | ¢y | jand ) wrial oit | Build | Rubber |Shipping] 05 | Miscel- | ppey
Years Copper, | “sories |Manufac- etgc., Holding: B
ete. turing etc.

1926. ... 285 1,355 82 139 426 255 703 42 4 52 326 3,669
1927.... 431 1,867 64 119 452 256 622 13 11 151 516 4,502
1928. ... 313 1,489 196 73 679 184 708 56 3 772 737 5,210
1929. ... 379 1,661 229 84 1,105 267 - 510 90 26 2,060 1,465 7,876
1930.... 690 2,082 166 43 511 219 243 34 5 233 229 4,455
1931.... 226 906 107 13 81 15 128 —_ 2 4 63 1,545
1932.... 13 274 4 — 11 —_ 8 2 — 1 12 325
1933. ... 12 34 2 1 106 2 1 —_ —_ 1 b 159
1934. ... 72 49 1 — 24 1 b 1 — 19 11 178
1935.... 73 84 113 14 76 10 2 _— _— 2 30 404
1936. ... 267 124 149 25 213 53 12 10 1 13 326 1,193
1937. ... 200 149 129 22 313 184 10 3 _ b 146 1,156
1938. ... i6 271 157 —_ 139 212 6 37 b 4 12 854
1939, to

June 30 34 21 9 b 78 44 1 b — 1 21 209

* As compiled by the Commercial and Financial Chronicle. These data do not include the issues of foreign corporations sold in the Amer-
ican market. They include publicly announced private placements,
b Less than $500,000.
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As a further means of indicating the great changes which have
occurred in recent years in the outlets for investment funds, we
present on page 36 a table showing the major sub-lasses of private
capital issues from 1926 to June 30, 1939. It will be seen that in
every class the volume in the years 1935 to 1938 was much below
the level of the late twenties.

III. SUPPLY OF INVESTMENT FUNDS

The low level of security flotations in recent years might con-
ceivably be attributable to a dearth of investment funds. Accord-
ingly, consideration must now be given to the trends with respect
to the supply of investment money, including individual and cor-
porate money savings, the inflow of funds from abroad, and the
expansion of bank credit for investment purposes. While it is im-
possible to present other than rough estimates with respect to the
supply of investment money, enough information is available to
afford 2 general indication of the situation.

First, it is evident that the supply of investment funds has been
materially increased by importations from abroad. Whereas in the
twenties American investors were buying large quantities of for-
eign securities and properties, since 1933 the flow has been re-
versed. Foreigners have been repaying obligations to the United
States; repurchasing issues previously placed here; investing money
in American securities; and also increasing their deposits in Ameri-
can banks, Much of this flow of funds to the United States is pre-
sumably of an impermanent character, having been induced by un-
settled conditions abroad. The annual figures for recent years, in
millions of dollars, are as follows:®

1938 L 868
1935 i 1,892
1936 oo 1,335
1937 oo 1,482
19387 i e e 838

Second, bank credit has continued to be a source of funds, espe-
cially in connection with government issues. The total amount of

* Compiled from U. S. Department of Commerce, The Balance of International
Payments of the United States, 1937, pp. 11213, 1938, p. 2. The figures include
the item called “other transactions and residual,” which in large part undoubtedly
represents capital movements (the same, p. 18).
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bank credit outstanding showed a very sharp decline in the early
years of the depression. Since 1933, however, the volume of out-
standing loans and investments has increased. A large part of this
increase is attributable to the purchase of investment securities,
particularly governments. The increase in commercial bank hold-
ings of investment securities since 1933 is shown in the accom-
panying table.

" Howpings or InvESTMENT SECURITIES OF NATIONAL AND STATE (CoMMERCIAL) BANKS®

(In millions of dollars)

Fiscal Year Direct Guaranteed Other

Ending Government | Government Securities Total

June 30 Issues Issues
1933........... 7,245 — 6,573 13,818
1934........... 9,823 598 6,364 16,785
1935........... 10,555 1,806 6,868 19,319
193611000 12,650 2,082 | T.643 22,575
1937........... 12,058 2,352 7,201 21,611
193800004 11,400 2,290 7,008 20,698
19390 12,189 “ 3127 7,174 22,490

* Data are from Annual Reports of the Comptroller of the Currency for the years
indicated.

It will be seen that the holdings of both classes of government
issues increased greatly—the two groups together doubling be-
tween 1933 and 1939. '

Third, there has been a considerable volume of corporate sav-
ings, available either for internal expansion or for investment in
securities. In showing the amount of corporate savings for the
present purpose it is necessary to exclude the deficits of corpora-
tions having no net income—since such deficits have no bearing on
the amount of savings of the profitable corporations. The annual
savings of all profitable corporations were 793 millions in 1935
and 619 millions in 1936.*

Fourth, individual savings continued on a substantial plane
throughout the thirties, No statistical series with respect to the
volume of individual savings has ever been compiled. However,
an estimate for the year 1936, based on some 42,000 family budg-

“These figures are derived from the income data in Statistics of Income for
1935 and for r936. Figures for later years have not as yet been published, These
figures take account only of undistributed earnings, and exclude capital gains or
losses as reported for tax purposes. See pp. 116-17.
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ets, has recently been made under government auspices. This
study indicates that the aggregate savings of individuals in 1936
were approximately 6 billion dollars. This figure, however, may
somewhat overstate the volume of funds available for investment.’

A part of these individual savings was invested through the
medium of savings institutions; some was used in the direct purchase
of securities; some was held in the form of idle cash; and some
was employed directly in the development of private properties such
as houses. The volume of investment made through insurance com-
panies and banks for the years since 1933 may be roughly indicated
by the premiums of life insurance companies, the increase in mutual
savings bank deposits, and the growth of the time deposits of com-
mercial banks. Because of the holocaust of bank failures the banking
figures for earlier years are useless for our present purpose.® The
figures in the following table are in millions of dollars.”

- 1934 1935 1936 1937 1938

Insurance savings ............. 1,124 1,479 1,662 1,647 1,613
Deposits in mutual savings banks . 120 135 180 114 108
Savings and time deposits of com-

mercial banks ............... 585 792 711 876 145
Total ...l 1,829 2,406 2,553 2,637 1,866

Life insurance savings in recent years have been larger in the
aggregate than they were in the late twenties—the figure for 1929
being only 1,455 millions. In the years 1932 and 1933 they fell
to 655 and 705 millions, Savings and time deposits were also much

* National Resources Committee, Consumer Expenditures in the United States
(1919). The method employed was to subtract total expenditures from total income
in the various income groups covered. It should be noted that “savings” include
payments on houses; but that no deduction is made for depreciation on owner-
occupied homes. While the figures, therefore, do not measure the net increase in
the assets of individuals, it remains true that funds which are not spent for con-
sumer goods are available for investment purposes,

* Inasmuch as commercial bank deposits increase as a result of loan expansion,
they cannot be used-as a measure of savings. To some extent the increase in time
and even in savings deposits is a reflection of financial factors rather than of an
increase in real money savings, However, if we include all savings and time
deposits and exclude all commercial accounts, we have 2 rough indication of the
volume of savings invested through banking institations.

! The insurance figures represent premium and other incomes, less operating ex-
penses and policy payments, Insurance data are from annual volumes of the Spec-
tator Yearbook. Banking data are from Annual Reports of the Comptroller of the
Currency, for the years indicated.
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larger than in the pre-depression years. In the last few years sub-
stantial investments have also been made through building and
loan associations; but the data available are not sufficiently satis-
factory to be used. A considerable volume of individual savings has
also been invested in United States Savings Bonds. There is no
adequate means of showing the amount of money savings which
has been directly invested in private property or in securities. It
is known, however, that large direct investments of this kind have
been made, particularly by those in the higher income groups.

Taking into account the estimated volume of individual funds
and corporate funds available for investment, and the inflow of
liquid capital from abroad, the volume of funds available for in-
vestment in the last few years has evidently been in the magni-
tude of at least 7 to 8 billion dollars, If the inflow of funds from
abroad be eliminated—as a temporary phenomenon—the volume
of investment money may be estimated at something like 6 to 7
billions of dollars. In addition, a huge volume of bank credit is
available for the purchase of securities; moreover, an indetermi-
nate amount of such credit has been employed in recent years in
purchasing securities, particularly government issues.

The volume of investment funds has been greatly in excess of
the volume of new security flotations. In the depressed years, 1931
to 1935 inclusive, the aggregate volume of new capital issues, pub-
lic and private, ranged from 1.7 to 4. billion dollars. In the big-
gest year, 1936, the aggregate volume amounted to only 6.6
billions, of which 5.1 billions were federal government issues.

Corporate flotations ranged during the years 1932-35 from 159
millions to 404 millions. In the best years, 193637, the volume
was less than 1.2 billions a year. Even in the difficult year 1931
the volumie of issues had aggregated 1.5 billion dollars. The an-
nual figures, classified by types of security, are shown in the table
on page 41 '

The savings effected through life insurance companies alone
greatly exceeded the aggregate volume of corporate flotations, in-
cluding stocks, in every year after 1931. In 1932 and 1933, when
insurance savings were at the lowest ebb, they were many times
as large as the volume of bond and note issues, which alone are
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eligible for investment by insurance companies. In the year 1933
the largest insurance company had savings available for invest-
ment of an aggregate amount more than three times the volume
of new corporate bond and note issues. Two other companies had
nearly double the amount. The aggregate volume of bond and
note issues in 1934 was appreciably less than the volume of sav-

New Domesric Corrorate SEcurITIES ISSUED ANNUALLY®

Excluding Refunding Issues
(In millions of dollars)

Calendar Bonds and Preferred and Total
Year Notes Common Stocks

3L, 1,234 3n 1,545
1932000000 305 ! 20 325
1933, ...l 40 119 159
1934............... 143 35 : 178
1935....00iiiiennn 335 69 404
1936.........00cens 849 344 1,193
19370000000 754 402 1,156
1938, ... 789 65 854
1939, to June 30..... 149 60 209

* Compiled from the Commercial and Financial Chronicle.

ings of each of the two largest companies. Even in the best years,
1936-38, the total volume of bond and note issues was not greatly
in excess of the savings of the three largest companies, and it was.
less than half the savings of all insurance companies.® In the first
six months of 1939, again, corporate bond issues were back to the
level of 1935. Stock issues showed a corresponding decline.

The combined savings made by insurance companies and sav-
ings institutions (see table on p. 39) in 1936-37 were more than
three times the volume of corporate bond and note issues.

Confirmatory evidence of the superabundance of investment
money in recent years, as compared with investment opportunities,
is found in the trends of interest rates on bonds and in the yields
on high-grade preferred and common stocks® The redundance
of investment money is also apparent from the quick over-subscrip-
tions of high-grade investment issues and from the practice of

* Insurance company data from annval volumes of the Spectator Yearbook,
* See pp. 63-51.
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so-called direct placements, without the formalities of public offer-
ing. It is evident in the practices of insurance companies of dis-
couraging annuity contracts, of lessening commissions to agents,
and of raising the rates to purchasers. It is manifest in the restric-
tions which savings institutions have recently been placing upon
the acceptance of deposits, ranging from the outright refusal to
open new accounts to limitations on the amounts which will be re-
ceived in any quarterly perlod

That this phenomenon is not confined to the larger financial
centers is strikingly revealed by the following statement appearing
in 2 Booneville, Iowa, paper:

There is practically “no sale for money” here, The Booneville Sav-
ings Bank is going out of business September 1, 1939. . . . It has
$267,000 of its depositors’ money and has been asking them to come
and get it since May 1939, .. . “The principal reason we are quitting
is that we do not know what to do with your money,” depositors were
told in letters when the decision to liquidate voluntarily was made. The
bank has been open every business day in thirty-three years except
during the 1933 bank holiday.

The situation which we have described is a reflection not of an
exceptional volume of investment money, but rather of the very
restrictive amount of new security and mortgage issues. The ques-
tion must therefore still be raised: In the event of a great revival
in the flotation of securities for purposes of economic expansion,
would an adequate supply of funds be available?

In aggregate terms, the prospective supply of imvestment money
appears to be adequate for prospective requirements. That is to say,
it does not appear likely that in a period of expansion the volume
of available funds would fall short of total investment demands.
While the present volume of investment money might not be ade-
quate it must be borne in mind that an extensive expansion of pro-
duction in the capital goods industries would automatically carry
with it an increase in aggregate national income. If we may judge
by the experience of the past an increase in national income would
be accompanied by a more than proportional increase in money
savings. The explanation is to be found in the fact that, as national
income increases, it becomes easier to save a given percentage, par-
ticularly in the higher income levels. If the national income were
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to increase from the present level of 65 to 70 billions to as much
as 80 or 9o billions, the volume of individual and corporate sav-
ings might be expected to rise from the present level of around 6 to
7 billions to something like 10 to 12 billions.

In the light of this analysis, it seems altogether probable that
the aggregate volume of money savings will be large enough to
provide for a capital expansion program of any magnitude which
other factors would make possible. A special factor in the present
situation, however, has an important bearing on the availability of
current money savings for the financing of industrial expansion as
distinguished from investment in high-grade outstanding securities.

While the aggregate supply of investment money appears ade-
quate, special factors may result in restricting the flow of such funds
into equity financing. The process of capital expansion requires the
raising of funds from stock flotations as well as from bond issues.
In fact, because of the greater risks involved, stock flotations must
be looked to for the greater part of the capital required in the
development of new enterprises. As we show in Chapters VII and
VI1I, the need for equity financing is particularly great at the pres-
ent time, because of the dearth of working capital among the
medium-sized and smaller corporations, as well as because of pros-
pective requirements for expansion.

Under normal conditions the use of investment funds for the
purchase of equities issued with a view to financing business expan-
sion has been governed chiefly by appraisal of the risks involved
in relation to the expected return. At the present time, however,
the taxation system has come to play a very important role in di-
recting the flow of investment funds. On the one hand, it invites
investment money into low-yield, high-grade bonds, especially tax-
exempt issues unconnected with private corporate enterprise. On
the other hand, the tax system heavily penalizes investments in
equities yielding potentially higher rates of return. An analysis

of this phase of the capital market problem will be found in Chap-
ter XIII.



CHAPTER III

THE SHORT-TERM MONEY MARKET, 1930-39

Our attention has thus far been focused upon the supply and
demand situation in what is known as the long-term capital market.
The trends in the short-term money market have been of equal
significance, The short-term market is directly affected by factors
responsible for changes in the long-term market, and at the same
time it is subject to influences of an independent character, Accord-
ingly, if we are to have a complete picture of the capital market
situation at the present time, it is necessary to review the signifi-
cant trends which have occurred since 1930 in the market for short-
term funds,

The short-term money market is made up, on the demand side,
of business, individual, and public borrowers who wish funds for
short-time industrial, commercial, financial, and governmental
operations. On the supply side it is made up chiefly of short-term
credit agencies, though at times individuals, investment trusts, and

"business corporations play a considerable role. Institutionally, the
market comprises commercial banks, finance companies, and com-
mercial paper houses. With the decline in the amount of commercial
paper available in recent years we may say that the market for all
practical purposes now includes only the commercial banks.

L TRENDS IN COMMERCIAL BANK ASSETS AND LIABILITIES

During the last decade the commercial banking system has un-
dergone changes of a wholly unprecedented character, This is best
shown by the fluctuations in total earning assets, by the shifts from
loans and discounts to investments, and by the changes in the vol-
ume and character of deposits.

The aggregate carning assets of commercial banks are now ap-
preciably below the level of 1929. The earning assets of all com-
mercial banks in the United States at the end of each fiscal year
from June 30, 1929 to June 30, 1939 are shown in the accompany-
ing table. It will be seen that there was a decline in assets of about
38 per cent between 1929 and 1933. By 1939 they had recovered

4“4
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to about 80 per cent of the 1929 volume—a movement which is
more or less in line with the fluctuations in general business con-
ditions.

There has been a striking increase in investments as compared
with loans and discounts. As will be seen from the table, the vol-
ume of loans and discounts declined not only during the depres-
sion years but continued the downward trend until 1935, More-
over, the expansion period of 1936-37 brought only a moderate
increase. The present total is less than half that of 1930.

Suurring Cuaracrer or CommerciaL Bavk Earning AsseTs, 1929-30

(In millions of dollars)
Total Investments
. Loans and
June 30 E:sr:lgg Discounts Total Government | Other
< Obligations® | Securities®
1929........ 49,148 35,575 13,573 3,845 9,718
1930........ 48,638 34,565 14,073 3,695 10,378
1931........ 44,699 29,114 15,585 5,560 | 10,025
1932........ 35,962 21,934 14,028 5,925 8,103
1933........ 30,263 16,436 13,827 7,245 6,582
1934........ 32,804 15,711 17,033 10,603 6,430
1935........ 34,774 15,068 19,706 12,716 6,990
1936........ 38,721 15,718 23,006 15,276 7,730
1937........ 39,710 17,675 22,095 14,576 7,519
1938........ 37,543 16,374 21,169 14,089 7,080
1939........ 39,039 16,549 22,490 15,316 7,174

* Compiled from Annual Reports of the Comptroller of the Currency, Includes all
national and state banking institutions other than mutual savings banks.

b Including both direct and fullJ guaranteed obligations,

* Including obligations of federal government agencies not fully guaranteed, obliga-
tions of state and local governments, and all other securities.

The persistently slack demand for commercial bank loans is in
part a reflection of the restricted rate of business operations and
the relatively low level of commodity prices—that is, as compared
with 1929-30. It is also partly due to the continuation of a trend
which began in the twenties, whereby businesses have relied less
upon short-term borrowings and more upon equity financing—in
some cases upon undistributed earnings. This combination of fac-
tors has in any case resulted in what appears a perpetual slack in
the commercial demand for banking accommodations.
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Bank investments in securities, on the other hand, have shown
a great expansion. Such holdings declined but little during the de-
pression and then expanded very rapidly in the ensuing years. In
consequence, the total in 1939 was some 60 per cent higher than
in 1930.

The largest increase in investments has been in United States
government obligations. The following table shows for the mem-
ber banks of the Federal Reserve System the growth of the vari-
ous types of United States government holdings in relation to total

“MemBeR BaNk” InvesTMENTS IN FEDERAL GovERNMENT IssuEs, 193339
(In millions of dollars)

Investments in “Govern-

Federal Government Issues Total | ments” as

End of Year G Invest- Pme;zmge

. uar- ments 9

Bills | Notes | Bonds anteed Total Toral
1933.......... 1,113 | 2,049 | 3,725 — | 6,887 111,928 57.7
1934.......... 1,030 | 4,217 | 4,659 989 | 10,895 | 16,122 67.6
1935.......... 1,192 | 5,403 | 3,905 | 1,768 | 12,269 | 17,810 68.8
1936.......... 1,053 { 4,527 | 6,060 | 1,906 | 13,545 { 19,640 68.9
1937.......... 662 | 4,277 1 5,635 | 1,797 | 12,371 | 17,794 69.5
1938.......... 286 | 3,380 | 7,208 | 2,340 | 13,222 | 18,863 70.0

1939, (June 30).] 441 | 2,720 ) 7,786 | 2,831 | 13,777 | 19,462 70.8

s Federal Reserve Bulletin, April 1939 and September 1939,

investments during the years 1933 to 1939.! We have included
contingent obligations in the form of guaranteed securities as well
as the direct obligations in the form of bills, notes, and bonds. It
will be seen that the ratio of all government holdings to total in-
vestments has increased from §8 per cent in 1933 to 71 per cent
in 1939 ' .

The relative increase in investments as compared with loans is
@ reflection of the comparative stagnation of commercial enterprise.
The inability of the banks to make commercial loans and discounts
in the customary amounts has led them to seek increasingly other
forms of earning assets. They have, accordingly, increased their
holdings since 1933 in both private and public long-term issues,
especially in the latter. The record shows that in the last six years

! Data for all banks are not available, Members of the Federal Reserve System
account for roughly 85 per cent of the assets of all commercial banks,
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the member banks of the Federal Reserve System increased their
holdings of long-term government obligations by nearly 7 billion
dollars. Bank funds have thus gone into the long-term investment
market to an extraordinary degree.

The most arresting phenomenon in banking trends has been the
progressive increase in deposits. Whereas earning assets declined
heavily from 1929 to 1939 bank deposits showed a substantial in-
crease, Although there was a decline in total deposits from 1929 to
1934—owing chiefly to the wholesale bank failures and the hoard-
ing of cash—the rapid increase in deposits in the succeeding years
brought the 1939 total in member banks of the Federal Reserve

Derosits or FeperaL Reserve Memser Banks, 1929-39%
(In millions of dollars)

End of Year Total Deposits | Demand Deposits [ Time Deposits
29,793 17,526 - 12,267
23,971 14,951 9,020
21,715 18,035 9,680
31,399 20,970 10,429
30,553 19,747 10,806
31,965 21,119 10,846
33,511 22,448 11,063

® Data from issues of the Federal Reserve Bulletin. The deposit figures exclude bank
and government deposits.

System 13 per cent above the level of 1929. The volume of de-
posits in 1939 was roughly 40 per cent above the level of 1934.
Deposits are now the largest in our entire history. The accompany-
ing table shows the trend of demand, time, and total deposits since
1929 for member banks of the Federal Reserve System.

The progressive increase in both demand and time deposits since
1934 appears the more remarkable in the light of the fact that it
has occurred during 2 period of restricted business activity, and has
followed the elimination of interest on demand deposits and a pro-
gressive reduction in the rate of interest on time deposits. Indeed,
most banks no longer seek savings and time deposits; and as a rule
they restrict the amounts they will accept.

The increase in deposits in recent years is the result of a com-
bination of factors. The cessation of hoarding of course played a
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part in the years following 1933, as did also the recovery of busi-
ness and the consequent expansion of loans, which resulted in de-
posits. Similarly, the purchase of government securities by the
banks resulted in the creation of deposit accounts. These develop-
ments do not, however, explain why aggregate deposits in 1939
were well above the level of 1930; for, other things being equal,
one would expect that the substantially higher national income in
1930 would have meant a larger volume of deposits.

The explanation of this phenomenon is to be found in two new
factors in the situation. The first 1s the unprecedented inflow of
funds from abroad (See pp. 50-51). The second is the dearth of
normally secure and profitable outlets for funds. It is difficult for
business corporations and for individuals alike to find satisfactory
investments for shortterm funds; and at the same time the un-
certain future makes it seem wise to maintain a strong cash posi-
tion. The taxation system contributes to the same result.?

II. THE PHENOMENON OF EXCESS RESERVES

An extraordinary accompaniment of the banking and financial
trends of recent years has been the accumulation of an enormous
volume of unused lending power. The “excess reserves”—i.e. the
excess of cash holdings above the legal requirements—have been 2
source of widespread interest, confusion, and concern. They have
been pointed to as evidence that the banks are for some reason
unwilling to extend the credits essential for recovery; they have
been cited as a source of great potential inflation; and they have
been variously attributed to government policy with respect to
deficit financing and the depreciation of the dollar, to the gold
purchase policy of the United States, and to international dis-
organization and the accompanying flow of “hot money” to the
United States. The explanation of the phenomenon is in fact a
complex one involving numerous factors and requiring careful
study. .

As a preliminary, the trend in recent years with respect to ex-
cess reserves should be noted. From 1929 to 1931 the excess re-
serves ranged from 30 millions to 130 millions. The monthly

*§ee Chap. XIII.
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figures for the period since 1932 are shown in the accompanying
table.

It will be seen that there was a gradual increase in excess re-
serves in 1932-33, and a more rapid advance from the beginning
of 1934 to July 1936. In the ensuing 13 months there was a very
great decline, followed again by a great advance extending until
the end of 1939. These changes are a reflection of three factors:
increases or decreases in the volume of deposits; fluctuations in the
amount of legal reserve funds, which are largely due to changes in

Excess Reserves or MemBer Banks, MoNTHLY AVERAGES, 1932-39
(In millions of dollars)

Month 1932 | 1933 | 1934 | 1935 | 1936 | 1937 | 1938 | 1939
January... 35 | 584 [ 8661 2,035 3,033 2,093 | 1,353 | 3,484
February 44 | 417 | 912,237 | 3,038 | 2,152 | 1,406 | 3,373
March.........| 59 | 268 |1,375|2,065| 2,653 | 1,371 | 1,524 | 3,432
April, .. ouein 153 | 379 | 1,541 (2,026 | 2,510 | 1,552 | 2,071 | 3,926
May........... 217 | 319 [1,604 2,208 | 20800 1 ‘927 [ 2525 | 4,212
Juneooovonnnnn 234 | 363 | 1,685 | 2,438 | 2,503 | 876 | 2,762 | 4,246
Tuly.ooooiiin, 204 | 436 {1,789 | 2,385 | 2,007 | 876 | 3,026 | 4,402
August......... 270 | 566 | 1,884 | 2,636 | 2,458 | 750 { 2,955 | 4,607
September. ... 36 | 675 [ 1,754 | 2,627 [ 1,852 | 900 {2,920 | 5,198
October. ....... 436 | 758 | 1,731 | 2,820 | 2,043 | 1,043 | 3,143 | 5,490
November...... 482 | 794 11,835 3061|2219 | 1,104 | 3,276 | 5,250
December. ... 526 | 766 | 1,748 | 2,985 | 2,047 | 1,071 | 3,226 | 5,011

& From issues of the Federal Reserve Bulletin. .

the gold supply; and changes in legal reserve requirements. The
wide fluctuations during this period are attributable to the second
and third factors.

The most important and persistent factor in creating excess re-
serves has been the increasing supply of gold. The process by which
new supplies of gold increase the legal reserves of the banks is as
follows: New gold is first deposited either directly with a bank or
at Treasury offices, Since member banks are not permitted to hold
gold, they transfer gold received to the Federal Reserve banks in
exchange for deposit credits which count as reserves. When the
gold is deposited at Treasury offices, the process is more complex,
though the result is the same. The owner of the gold receives a
check drawn by the Treasury against a Federal Reserve bank,
which he deposits with his bank. This bank deposits this check at
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its Federal Reserve bank, thereby creating a reserve account.

The increase in the supply of gold in the United States is
the result of three factors—an expansion of domestic gold produc-
tion, a huge inflow of gold from abroad, and a decrease in the
weight of the dollar. The relative importance of these factors is
indicated in the accompanying table which shows, for recent years,
the annual production of gold in the United States, the use of gold
in the arts, and the net imports or exports of gold.

Cuances in Moxnerary Gorp Suerry, 1930-39
(In thousands of dollars)

. |Usedin Arts |  Total
Domestic :
Year 3o jor Recovered)  Domestic Imports® | Exporss®
Production from Arts® |  Increase P i
1930....... 47,248 15,178 32,070 280,087 o
1931....... 49,521 5,931 43,596 145,325 -
1032, 50,626 | 6,400¢ 57.116 - 446,213
1933....... 52,842 5,793 58,635 — 173,455
1934....... 108,191 61,694 169,885 | 1,133,912 —
1935....... 126,324 32,461 158,785 | 1,739,019 —
1936....... 152,509 2,908° 155,417 | 1,116,583 o
1937....... 169,159 3,214 165,945 | 1,585,503 -
1938....... 148, 6004 e ves 1,973, 6004 —
1939....... 159,800¢ i e 3,574,200¢ -

® Report of the Director of the Mint, 1938, pp. 33, 35.
b Statistical Abstract of the United States, 1938, p. 440,

© Excess of recoveries.

4 Federal Reserve Bulletin, February 1940, p. 130.

The effect of the devaluation of the dollar is shown in the sharp
rise in dollars’ worth of gold production in 1934. Since all gold
was revalued it is also reflected in the total gold stock. Roughly
three-fifths of the increase in production in 1934 is explained by
the reduction in the number of grains of gold constituting a dol-
lar. The balance represents a real increase in gold mining, which
was stimulated by the increase in the price of gold from $20.67 to
$35.00 an ounce. It is interesting to note that the change in the
value of the dollar also induced a shift of gold from industrial to
monetary uses. .

The enormous increase in gold imports since 1933 is attributable
to a combination of factors. First, our exports of goods and serv-
ices have regularly exceeded our imports of goods and services.
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At times general financial and credit considerations have been 2
very important factor. Because of unsettled political and economic
conditions abroad, however, few foreign loans have been made by
this country, while at the same time some American capital invested
abroad has been brought home. At the same time also foreigners
have increased their investments in the United States and have
sent large amounts of liquid funds to American banks for safe
keeping, This flight of capital occurs irrespective of considerations
with reference to exchange rates, interest return, or yields on in-
vestments—conservation of assets being the prime consideration.

Still another factor in the situation is the gold policy of the
United States. In former times all the leading countries main-
tained what is called a fixed price for gold, at which any amount
of gold offered by producers, dealers, or others would be pur-
chased. The breakdown of the international monetarysystem and
the introduction of exchange and currency controls during the de-
pression led other countries to abandon this policy of unlimited
purchases; they now buy only such quantities as seem desirable in
view of the combination of factors and problems with which they
are confronted. The United States, on the other hand, has con-
tinued the policy of buying gold in any amounts offered whether
by Americans or by foreigners. Not only is the American price for
gold in effect the world price, but any newly mined gold not pur-
chased by foreign countries is naturally sent to the United States.
The foreigners who deposit this gold in banks or at the Treasury
receive dollars, which they may either deposit in American bank-
Ing institutions or use in purchasing commodities or securities.

We are not here concerned in appraising existing policies or in
suggesting modifications. Our interest is merely in explaining the
phenomenon of excess reserves.

Our silver purchase policy has also contributed to the increase of
bank reserves. A series of acts designed to aid the silver industry
were passed in 1934 and 1935, Under this legislation it became the
policy of the United States to purchase all domestically produced
silver and much foreign silver at artificially high prices for the
ostensible purpose of placing our currency system upon 2 basis of
one-quarter silver to three-quarters gold. Some of this metal has
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been added to the monetary stock by coining dollars or issuing
silver certificates against the silver bullion. The silver money in-
creased from $539,960,000 on June 30, 1930 to $1,778,000,000
on June 30, 1939.°

Certain developments have tended toward o reduction of bank
reserves. The most important of these has been an increase in the
volume of “money in circulation” and in “Treasury balances.” The
first of these terms relates to the volume of currency not held in
banks or in the Treasury. It includes pocket and till money and
also hoarded cash. Treasury balances mean idle cash in the Treas-
ury and Treasury balances held at the Federal Reserve banks, The
volume of money in circulation and in Treasury balances has shown
a marked increase in recent years, thereby lessening the supply of
money available for bank reserves.

Another factor tending to reduce bank reserves has been an in-
crease of deposits in Federal Reserve banks by non-member in-
stitutions. These deposits were made to facilitate collections under
the par collection system.

The combined effects of the factors in the reserve situation thus
far discussed may be summarized as follows:*

Additions to reserves, 1933-38;
Due to devaluation, gold production, and

gold fmports ... 7,422 millions
Issue of silver certificates .............. 1,221 millions
Total additions .............. 8,643 millions

Deductions from reserves:
Due to increase in money in circulation and
growth in Treasury and non-member
bank deposits at Federal Rescrve

banks, €€, ....euniiiiiineniiins 2,648 millions
Due to additional reserves required by in-
creased deposits of member banks ... 1,307 millions
Total deductions ............ 3,955 millions
Net increase in reserves ........ . 4,638 millions

.

Y Statistical Abstract of the United States, 1938, p. 2315 Annual Repors of the

Secretary of the Treasury, 1939, P. 507,
*Data from Awnual R;port o’f the Board of Governors of the Federal Reserve

System, 1938, p. 20,
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In 1936-37 the excess reserves were reduced by government ac-
tion, The increasing volume of reserves and attendant fears of in-
flation led in due course to the passage of legislation which enabled
the Reserve and Treasury officials to reduce the excess, by increas-
ing reserve requirements. The first step was taken by the Reserve
Board in August 1936 in the form of an increase in the legal re-
serve requirements. By stages, culminating in May 1937, the
reserve requirements were actually doubled. After the beginning
of the 1937 depression, however, they were reduced about 12 per
cent.

The second step in the process, taken by the Treasury in Decem-
ber 1936, consisted of “sterilizing” gold imports. This meant that
such gold was henceforth held by the government and not allowed
to become part of the monetary stock. After sterilizing over 1.3
billions, the policy was given up in April 1938. Accordingly, it has
no effect on the totals for the period 1933 to the end of 1938.

In summary, the efforts to decrease excess reserves resulted, in
the years in question, in eliminating 2,342 millions. Subtracting
this figure from the increase in reserves shown above, namely,
4,688 millions, gives a net increase in excess reserves over the pe-
riod as a whole of 2,346 millions, This figure has been materially
increased since 1938.

The excess bank reserves are of great potential significance from
the standpoint of the capital market. They are responsible, along
with the lack of current demand, for the extremely low short-term
interest rates now prevailing. Moreover, their effect is not con-
fined to short-term money rates, By virtue of the fact that the com-
mercial banks are large purchasers of private mortgages and bonds
and of government securities, both direct and guaranteed, the ex-
istence of excess reserves exerts a powerful pressure upon long-
time interest rates: Interest rate trends are discussed in the ensu-
ing chapter.

Fears have often been expressed that the existence of these huge
reserves may lead to dangerous inflation. It will be recalled that
this was the primary reason for the government’s policy of steriliz-
ing gold and of reducing the amount of the excess reserves by in-
creasing the reserve requirements. The fear of commercial infla-
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tion is based upon the assumption that very low interest rates in-
evitably induce business men to expand their loans. The history
of the last decade, however, suggests that other factors are more
important in determining the extent to which business men will
borrow funds.

It is evident in any case that in the existing reserve situation we
have the financial basis for a great expansion of business at very
moderate rates of interest. That is to say, assuming other factors
become sufficiently favorable to induce a period of great business
expansion, we should find no impediments in the form of a dearth
of short-term credit or restrictive rates of interest. The danger
would rather be that, once boom conditions had developed, the
abundance of loanable funds at moderate rates might lead to specu-
lative excesses.

Another point of view with respect to idle bank funds is that
they should be forced into the channels of circulation by artificial
devices such as negative rates of interest and the taxation of de-
posits, thereby restoring purchasing power and prosperity. Even if
such mechanistic schemes are sound and practicable, it is evident
that they would not directly increase the volume of new securities
offered in the long-term investment market—which is the primary
requirement for economic reconstruction and expansion.



CHAPTER IV
CAPITAL MARKETS AND INTEREST RATES.

As earlier chapters have shown, the decade since 1929 has been
characterized in the United States by stagnation in the principal
outlets for investment funds. Commercial and industrial concerns
have curtailed their demands for the accumulating savings of in-
vestors and for extensions of credit from the banks, Meantime, a
growing volume of funds has sought employment in the capital
markets of the country. The present chapter is concerned with the
accompanying changes that took place in the “price of money.” This
includes consideration of short-term money rates, yields on existing
long-term bonds at current market prices, effective rates on new
long-term issues, and yields on preferred and common stock at cur-
rent market prices. Omissions of many other important classes of
rates—for example, rates on real estate loans, on installment sales,
and on small loans for consumption purposes—are explained by the
absence of satisfactory and continuous data series.

I. SHORT-TERM RATES

A shrinkage in the demand for short-term money began shortly
after the stock market collapse of October 1929. Outstanding brok-
ers’ loans and other collateral loans decreased in amount as the fall
in stock prices forced the liquidation of margin accounts and sales
by discouraged investors and speculators. The accompanying decline
in business activity resulted in a gradual paring down in the amount
of short-term borrowings by trade and industry, The decline in
demand continued through 1935. As has been indicated in Chapter
I11, the recovery movement of 1936-37 was not accompanied by the
usual expansion in the demand for short-term business accommoda-
tions. Meanwhile, particularly after 1934, the supply of funds seek-
ing investment in the short-term money market expanded rapidly.

Short-term interest rates after 1929 began a decline that corried
them from one new low to another. The year 1932 ran counter to

this trend, for in that year hoarding and a flight of capital from the
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The go-day bankers’ acceptance rates given here are identical with those shown

for the United States on p. 61. The apparent discrepancy in the

character of the

two lines is explained by the difference in the scales used, The ratio scale used here
gives a graphic measure of relative changes in a given rate from year to year;

while the arithmetic scale, used in later charts throughout the
changes measured in absolute terms.
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chapter, shows
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United States raised the general level of money rates above that
for the preceding year. In 1937 also, a reversal of trend was in evi-
dence for some types of loans.

The chart on page 56 pictures the movement of several im-
portant series of rates. Two of the series show the rates at which
the banks made loans to their customers. The rest are open-market
rates—that is, rates ruling on loan transactions entirely impersonal
in character, and in no way affected by customer relationships. All
are carried back to 1924 so that comparisons may be made with a
period more nearly normal than the decade since 1929, The figures
are given in terms of annual averages, Monthly or weekly data
would, of course, show the same trends but with wider fluctuations
from trend. The curves are drawn to a ratio scale and therefore pic-
ture rate changes and differentials in relative terms rather than in
absolute amounts.

It will be seen from the chart that the greatest relative decline
was experienced by United States Treasury bills and bankers’ ac-
ceptances. These two open-market rates ranged fairly close together
in every year prior to 1938 and, as usual, were lower than any of the
others included in the chart. In all but two years the loans paying
highest rates were “over-the-counter” bank loans to customers in
southern and western cities. The exceptions were 1928 and 1929
when—with sales and prices in the securities markets at record
highs, and with loans on securities ineligible for discount at the
Federal Reserve banks—rates on call loans rose considerably above
the preferential rates charged on “eligible paper.”

Rates on bankers’ and Treasury bills were generally below 4
of 1 per cent from the middle of 1934 through 1936. In fact,
bankers’ acceptances stood at 34 of 1 per cent during the greater
part of this period. Compared with these lows, the averages for
1937 and 1938 showed considerable recovery, but they still
amounted to less than 15 of  per cent. The lowest point reached by
bankers’ acceptances before 1930 had been 2 per cent (in 1924).
The yield on short-term Treasury bills dropped to 1/20 of 1 per
cent in July 1935, recovered in 1936 and 1937, and in 1938 again
declined until in December it disappeared completely and the
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extraordinary phenomenon of a negative rate of interest made its
appearance.’

The rate on call loans with stock exchange collateral—until re-
cent years the most important of the open-market rates—declined to
Y4 of 1 per cent in 1935, and since May 1936 has been arbitrarily
held at 1 per cent. In the period from 1890 to 1930 there had been
only six scattered years when this rate averaged below 2 per cent,
and in only one month had it averaged less than 1 per cent.

Open-market commercial paper, which for more than half a
century has been a popular medium for investment of short-term
funds by country banks, paid only 34 of 1 per cent from early in
1935 until early in 1937, and in the latter part of 1938 fell as low
as 3% of 1 per cent. The lowest quoted commercial paper rate prior
to 1930 was 3 per cent, in 1924.

Finally, the rediscount rate of 1 per cent put in effect by the
Federal Reserve Bank of New York on August 27, 1937 estab-
lished a new world-record low in central bank history.?

The explanation of low interest rates is to be found in ¢ simul-
tancous contraction of demand and increase of supply. The contrac-
tion in the demand for loanable funds was in part a continuation of
a tendency, already manifest in the twenties on the part of corpora-
tions, to finance themselves in the security markets rather than
through bank loans. More largely, however, it is a reflection of the
comparative stagnation of business, which affected both the short-
term and the long-term capital market. As shown in Chapter 111
the increase in supply of loanable funds was attributable largely to
the great increase in the quantity of gold resulting from the com-
bined influence of increased production, dollar devaluation, and
imports from abroad.

. There is a widespread impression that the explanation of low

*Investors paid a premium for part of a December issue of bills (and bought
others at par), principally to gain exemptions from state and local property taxes.
This was the first case of a negative rate of interest on a new issue of Treasury
securities. In recent years, however, market purchases of Treasury notes have fre-
quently been made on a negative rate basis as the notes neared maturity. In such
cases, aside from the question of tax exemptions, prices have been bid up by pur-
chasers who hoped to get favorable exchange terms from the Treasury when the
notes shortly matured,

* Annual Report of the Board of Governurs of the Federal Reserve System, 1935,

P- 295 1936, Pp. 29-305 1937, P. 9
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money rates both in the short-term and the long-term market is to
be found chiefly in the government’s fiscal policy. The argument
runs that when the government covers its deficits by borrowing
from the banks, the banks create a new supply of funds which, when
disbursed, are deposited in the banks, thereby ersificially expanding
the supply of loanable money.

It is true that this process of credit expansion affects the total
volume of deposits, but there is nothing artificial or unique about it.
The process is not essentially different from what is involved when
bank loans are expanded to meet the needs of commercial borrowers.
Such loans result in deposit accounts against which checks are drawn,
which are in due course redeposited in one bank or another. Simi-
larly, when a bank purchases government bonds or notes the Treas-
ury draws checks against funds made available in the Federal Re-
serve banks for purposes of meeting its obligations. The individuals
or corporations who receive these government checks normally de-
posit them in banks precisely as do those who receive checks result-
ing from an expansion of private business loans. The only differ-
ence in the two cases is that the expansion of loans for private busi-
ness purposes is entirely voluntary, while the expansion of bank
credit in the purchase of government issues is perhaps not altogether
voluntary.

As already indicated, the real explanation of the low rates on
short-term obligations is to be found in the supply of available funds
as compared with the current demands therefor. The superabundant
supply, as we have indicated, has resulted largely from the influ-
ences affecting the supply of gold.*

Short-term rates in important foreign money markets, since 1929,
have shown downward trends interrupted at times by temporary
factors, An initial effect of the depression was to lower rates every-
where, bringing 1930 averages considerably below those for 1929.
With some exeeptions, this downward trend continued until the
low point of the depression was reached in 1932. Since then, mani-
fest differences in the economic and political situations of various
countries have resulted in considerable fluctuations and in wide
differentials from one market to another.

*See pp. 49-51.
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The variations in rates that occurred from year to year and coun-
try to country are indicated by the chart on page 61. This shows the
return on acceptances in New York for the years 1924-38 in com-
parison with five important European markets. The figures are in
terms of annual averages and thus show broad changes in relation-
ships while obscuring the violent shortterm swings common to
certain markets,

In reading the chart it should be recalled that the acceptance rate
is one of the lowest of the open-market rates, and tends to stay
reasonably close to short-term government paper. It should also be
observed that neither these averages nor any other one series can
furnish an adequate picture of the whole structure of rates in a
given market. With these limitations given due weight, the chart
provides a basis for rough comparisons of short-term rate fluctua-
tions and trends at home and abroad.

The chart shows two striking interruptions in the general down-
ward trend of acceptance rates abroad: in Germany and England in
1931; and in France, the Netherlands, and Switzerland, after 1932.
In each case, an abrupt rise is shown that mirrors the response of the
market concerned to important international events originating in
other countries. The extent of the rise was, of course, also partially
determined by political and economic conditions at home.

English and German short-term rates in 1931 moved contrary
to the downward trend elsewhere in evidence, because these two
countries were bearing the brunt of sudden and large repatriations
of French and American funds. Suspension of gold payments by
the Bank of England in September, and the inauguration of a man-
aged currency in Germany in August, eased the strain on the money
markets of these countries. A sharp decline in acceptance rates in
both markets followed during 1932 and 1933, 2 movement that
lost momentum in 1934, and tapered off in succeeding years.

As compared with New York, rates in Germany were high dur-
ing the whole period covered by the chart, the spread widening to
extraordinary proportions after 1930. Measured in points, the dif-
ferential between New York and London was not great in any year
except 1931, but in relative terms it was quite wide during the three
years 1934-36. By 1938 this spread had narrowed considerably, the
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year’s average for London standing less than a quarter of a point
above that for New York,

In the three “gold-bloc” countries, France, Switzerland, and the
Netherlands, rates moved sharply upward after 1932. Uneasiness
was developing over the political outlook in Europe, and also over
growing budgetary deficits and government borrowing, particularly
in France and Switzerland. Succeeding years, therefore, were
marked by considerable withdrawals of foreign funds from these
markets, where they previously had been attracted by the fact that
the currencies of these countries remained on gold and were backed
by large monetary reserves. Domestic hoarding and the export of
capital by the people of the three countries took additional funds
off the market. By 1935 the strain had grown extraordinarily heavy.
Acceptance rates were at high levels, and early currency devaluation
was generally predicted.

Finally in September 1936, the French devalued their franc, and
immediately afterwards similar action was taken by the Swiss and
Dutch. In Switzerland and the Netherlands, the flow of capital was
almost immediately reversed, and short-term rates dropped sharply.
In fact, by 1938 the rate on acceptances in Amsterdam was appre-
ciably below that in New York. In France, however, the outflow
of funds continued, and it was not until the establishment of 2 strong
government and the adoption of constructive economic policies,
coupled with effective appeals for sacrifices in the face of impending
war, that there was  sufficient repatriation and dishoarding of funds,
to ease the short-term money market. In 1938 the acceptance rate
in Paris was easier, but it remained considerably higher than in the
" United States or in other important European markets. In Zurich
the 1938 average stood roughly 3 point higher than New York.

In general, then, shortterm rates in the New York market after
1931 were lower than in the leading markets of Europe, with the
 occasional exception of Amsterdam. In spite of existing differentials,
however, foreign funds in considerable volume migrated to the
United States, for the advantages of higher yields abroad were
offset by greater risks. The. loan of these fugitive funds could be
had for a song, if the employment offered were thoroughly safe,
but they were not available for hazardous employment. In this they
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were like much of the free capital already in the country. Thus a
superabundant volume of domestic and foreign funds was offered
in the market in most years, but this did not set new industries in
motion or speed up the tempo of the old. On the contrary, it merely
served to bid down the rates paid on all types of safe loans until,
as indicated above, some short-term bills were actually sold by the
Treasury at a negative rate of interest in the latter part of 1938
and early 1939.

IL. MARKET YIELDS ON BONDS

Long-term money rates, as measured by bond yields, did not
show the immediate and drastic declines exhibited by short-term
rates after 1929. In fact, in 1932—the turning point of the depres-
sion—yields on all classes of outstanding bonds were higher than
when the depression began. This rise in yields (and decline in bond
prices) came at a time when confidence was at so low an ebb that
bonds were liquidated in great volume by frightened holders seek-

. ing safety for their funds in private hoards or by sending them
abroad.

When the return flow of funds began in 1933, there was some
rise in the prices of high-grade bonds, with a corresponding reduc-
tion in market yields. This movement gained headway from year
to year as new savings were added to the volume of funds secking
investment outlets, Meantime the available supply of high-grade
bonds was decreasing, for the maturing issues of some strong private
corporations were being paid off as they fell due, while few new
issues were currently offered. Taking advantage of this situation,
and of the call provisions in their outstanding bonds, other bor-
rowers paid off their old loans or refunded them with money bor-
rowed at considerably lower rates.

Compared with the precipitate drop in short-term open-market
rates after 1929, the decline in bond yields was of moderate propor-
tions. By 1938, however, it amounted to a drop of some 2§ to 40
per cent on high-grade issues.

Market yields on corporate bonds of unlike quality have shown
extraordinary differences in level and trend. As analyzed by the
leading rating agencies, the records of the security markets show
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’

the yield (to maturity or earliest call date) on existing securities at
current market prices. Such averages are computed by broad indus-
try groups and also by rating, or quality, classes of issues. Thus they
show the rates earned on funds invested currently in the seasoned
securities of various industry groups, with the bonds subgrouped
according to their probable safety and the degree of risk affecting
them,

MarkeT YieLps on Hicu- anp Low-Grape Bonps, 1925-38*
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The accompanying sketches the movement of market yields
on long-term railway, public utility, and industrial bonds in two
rating classes.* The “A1+4” class includes bonds that the rating
agency judges to be of maximum safety—the highest rating of all.
The “B” class is made up of the so-called “business man’s bonds”
whose investment character is considered to be uncertain, and is the

* As compiled by the Standard Statistics Corporation,
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lowest of the six classes for which market-yield data are compiled.
Below the corporate B bonds in quality and price are other bonds
ranging from those in a “favorable speculative position” to those
having very little, if anything, to recommend their purchase o re-
tention. In the symbols used by Standard Statistics, this range is
from C1+- to F. The return, if any, on these bonds is highly specu-
lative in character—varying from occasional substantial rates on
some of the C1 4 bonds to zero in the case of practically 2ll D, E,
and F bonds. _

It will be seen that investors took different attitudes toward the
 two classes of bonds considered in this chart. The sharp decline in
low-grade bond prices that was noticeable during 1929 gained
momentum after the stock market crash, with no sustained price
rise shown for this section of the bond market until 1935. So long
as the price decline continued and interest payments were met (as
they must be if a bond is to keep a B rating), these bonds yielded
increasingly higher rates of return in terms of current prices. But
against the high yields thus available, investors measured the losses
in principal, as well as in income, that would be involved if interest
payments were defaulted. And in making their selections, they at-
tached more than ordinary importance to this factor of risk.

Prices and yields for high-grade bonds followed opposite trends
from those for semi-speculative issues during the first two years of
the depression. In the panic year 1932, however, even high-grade
bonds were thrown on the market by frightened investors wanting
gold for hoarding or export. In this one year, therefore, prices of
At bonds were pared down, and yields increased. In other years,
the effects of a diminishing supply of high-grade bonds and an
increasing supply of investment funds are reflected in higher prices
and lower yields for such bonds.

The net result of divergences in the trends followed by high- and
low-grade bonds-was to widen the very considerable yield differen-
tials normally existing between them. In 1928, for example, when
the general business outlook appeared to be promising, prices of
B bonds were at levels where they yielded a return roughly 134
times that on bonds in the highest rating group. By 1932, when
panic conditions and a general low level of bond prices prevailed,
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the yield on these low-grade issues was from 124 to almost 2 times
the return on A1+ bonds. In 1936, when all bond prices were ris-
ing, the yield on B bonds was still roughly 2 times that on bonds
of the highest quality. And in 1938, as shown by the utility indexes,
B bonds were yielding 234 times the return on A1+~ bonds.

These differentials in market yields were common to all three
industry groups shown by the chart. Thus bonds offering about the
same degree of safety to the investor were sold on roughly equiva-
lent terms, whether the debtor corporation was a railway, a public
utility, or an industrial concern. Conversely, the market yields rul-
ing for a given industry ranged from very low and safe to exorbi-
tantly high and speculative.

Federal government bonds showed a considerable decline in
yield after 1932, and municipals after 1933. In normal times the
obligations of governmental bodies are in a preferred class as com-
pared with the securities of private corporations. The taxing power
of the issuer makes for safety; while the tax-exempt status enjoyed
by government bonds makes them a desirable form of holding for
investors in the higher income groups. In general, therefore, they
sell on a comparatively low-yield basis.

The chart given below shows market yields on the bonds of (1)
the United States government, (2) 11 cities rated “first-class”
risks, and (3) a group of cities rated “poor” risks. For comparison,
the yield on A1 + public utilities is also given.® In general the three
indexes for high-grade issues follow similar patterns, All three rise
sharply in 1932, and all three are considerably lower in 1938 than
in 1929—though for United States Treasury bonds, the price-rise
and yielddecline were less abrupt than for the other two series.
For low-grade municipals, average yields fluctuated much more
widely, standing in 1933 more than 40 per cent above the 1929
level, and in 1936 about 32 per cent below.

The course of the index for low-grade municipals is explained
largely by the same factors that brought about the concurrent rise
in market yields on low-grade corporate issues. It also reflects the

$No great importance should be attached to single-year comparisons of the
four indexes, since the differentials shown by the chart for any given year un-

doubtedly reflect differences in methodology as well as in actual yields on the
several classes of bonds considered, For a tabular presentation of the data see p. 360.
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market’s response to a storm of municipal defaults that began late
in 1932 and reached a climax three years later. The number of de-
faulting American municipalities rose from 752 at the end of April
1933 to 1,620 on March 1, 1934, and to 2,334 on November 1,
1935, after which it began to diminish.® Even the issues of cities
rated first-class credit risks were affected by these defaults, the yield
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for this group i 1933 being almost as high as in the panic year 1932,
and the decline from 1932 to 1934 being less abrupt than for federal
government and utility bonds.

As pointed out above, the differential between federal govern-
ment bonds and other high-grade securities became narrower as the

* A. M. Hillhouse, Musicipal Bonds (1936), . 19.
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general decline in market yields progressed. In fact, as shown by
the chart, the average yield on high-grade municipals in 1936 and
1937 was slightly lower than on federal government bonds. As
shown by the chart, the average yield on federal government bonds
was consistently lower than on high-grade corporates, no allowance
being made for tax exemptions. However, comparisons based on
issues having the same coupon rate and same maturity show that
from the middle of 1934 forward, yields on federal government
bonds have frequently been above those on similar corporate issues
—again with no allowance made for tax exemptions.” This probably
is attributable in the main to the large supply of government issues
placed on the market as compared with the very limited number of
new high-grade corporate issues. In general, however, all classes
of gilt-edged securities were approaching a common yield basis—
reflecting the efforts investors were making to maintain the quality
of their holdings while at the same time avoiding further reduction
in their income, '

The price paid for long-term money has varied considerably from
country to country during the past decade. The chart below pre-
sents international comparisons of long-term money rates as shown
by market yields on government obligations. Here only three mar-
kets are considered: the British, as represented by 2% per cent con-
sols; the French, by 3 per cent perpetual rentes; and the American,
by the average for all outstanding Treasury bonds having 2 term
of 12 years or more to maturity. In reading the chart it should be
noted that the yield on consols is subject to heavy taxation, while
the French rente and United States government bonds enjoy im-
portant tax exemptions.® Strict comparability is lacking for the addi-
tional reason that the American rate given is an average for bonds
having a maturity of 12 years or more, while the consol and per-

! For example, see Homer & Co., Inc., Quarterly Review, April 1936, pp. 8-9
‘April 1937, p. zo, for a comparison of U, 8. Treasury 4's of 1944-54 w1th_ an
average for Philadelphia, Baltimore, and Washington 4’s of 1943 and United
N. J. Railroad and Canal 4s of 1944. See also the same, January 1939, p. 8, for
a comparison of U. §. Treasury 134’s of 1949-52 with New York Gas, Electric

Light, Heat and Power 4% of 1949. e
' The 3 per cent perpetual rente is exempt from the normal (cédulaire) income
tax, but not from the income surtax (Vimpds géméral). Robert Murray Haig,
Public Finances of Post-War France, p. 198.
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petual rente are securities having no maturity or repayment date.

Until Britain went off gold in 1931, there was a considerable
spread between the British and American rates as given in the
chart. In 1932, re-established confidence in Great Britain coincided
with panic conditions in the United States. These opposite trends
brought the two series very close together, and with the American
banking situation righted, both of them moved lower during the
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next three years. When the Germans went into the Rhineland in
March 1936, however, the price of consols declined and their yield
increased. Early in 1937 a British program of borrowing for re-
armament was announced, followed by a further increase in the
market yield for consols, and a widening of the yield differential
between British and American government loans.

It should be noted that the comparisons shown by the chart, and
considered here, are in terms of the gross yield on consols, If the
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chart showed net yield on consols—that is, if allowance were made
for the British income tax at the standard rate—the corrected curve
would be about 34 of 1 per cent below the one given. On a net
basis, therefore, the yield on consols was not much higher than on
United States government bonds in most of the years represented,
and from 1932 through 1936 it was less.

On the 3 per cent perpetual rente, market yields were high in
both absolute and relative terms during most of the years covered
by the chart. This favored security of the small French investor con-
sistently was sold on a higher yield basis than United States govern-
ment bonds, the differential being of considerable proportions in
all but three years. The exceptions were 1930 and 1931 when the
French repatriated a large volume of the short-term money they
had placed abroad, and 1932 when the United States was experienc-
ing a temporary flight from the dollar. In most of the years charted,
the rente also sold to yield considerably more than the consol.
Allowance being made for thie tax burden on the latter, only two
years—1930 and 1931—show a reversal of this relationship.

Available data indicate that the differentials between corporate
issues in the three markets considered were roughly comparable
with those for government securities. In all three, of course, yields
on high-grade corporate bonds tended to follow patterns similar to
those for government issues, but usually at higher levels, Light on
this point is furnished by the comparisons given for the American
market on page 67 above.’

In general, then, high bond yields were the rule in France, re-
flecting the strain on the market of continuous borrowing by the
government and recurring exports of frightened capital, At the same
time yields were low in England and the United States. In spite
of existing yield differentials, however, large amounts of foreign
funds were moving to England and the United States, rather than
to France, the purpose of the migration being safety rather than
gain.

IIL. EFFECTIVE RATES ON NEW LONG-TERM ISSUES

The short-term money rates discussed in the first section of this

chapter show effective rates on new loans, while the long-term rates

* The movement of bond prices in the three markets is currently summarized in
the Federal Reserve Bulletin,
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presented in the second section show market yields on existing
loans. This difference in the indexes, as they are ordinarily compiled,
follows from differences in the duration of the two types of con-
tracts. Since short-term rates typically refer to contracts maturing
in six months or less, new contracts bulk large in the total of such
loans in existence at any given time. Long-term loan contracts, on
the other hand, always extend for several years—some of them
running 100 or even 500 years—so that the aggregation of existing
loans brought over from an earlier period far outweighs the volume
of new issues offered in any given month or year. However, from
the point of view of prospective borrowers in the long-term market,
primary importance attaches to current rates on new issues—the
subject to be discussed in the present section of the chapter.

In general, effective rates on new issues closely approximate mar-
ket yields on owsstanding bonds of similar quality. This was shown
by a recent study of the public utility bonds issued during the years
1919-33.1° These findings suggest that the average yields given on
page 64 above for bonds in different rating groups furnished a
measure of the widely disparate terms on which new loans have
been available to various groups of potential borrowers during the
decade since 1929." From those averages we may conclude that
many “would-be” borrowers found the new-issues market prac-
tically closed to them. For example, from 1931 through 1935, a
proposed new corporate issue of about B rating quality would prob-
ably have had to offer a yield of roughly g per cent in order to find
purchasers; and its cost to the borrower would have been well above
9 per cent. For more necessitous borrowers, funds probably would
not have been forthcoming even at this level. The averages also
indicate that well-entrenched and thoroughly solvent corporations,
say with a credit rating of A1+, might have borrowed at from
3J4 to § per cent during these years. Finding few opportunities for
employing additional funds at a profit, however, these concerns
seldom came into the market for funds.

¥ Roy Lester Reierson, “Measurement of the Price of Public Utility Capital,
1919-33" (unpublished dissertation on file in Northwestern University library),
particularly p. 251,

" Reierson’s study indicates that in periods of uncertainty divergences may appear
between rates on new issues and on outstanding bonds. This probably is to be
explained by the thinness of the market and the small number of new offerings,
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In the case of new railroad issues, every effort is made to fix prices
end yields at prevailing market levels. All new loans offered to the
public by this industry are under the control of the Interstate Com-
merce Commission, and are scrutinized to ascertain whether pros-
pective earnings are sufficent for meeting payments on proposed
new borrowings.'* That is to say, no issues are authorized unless
they are judged to be reasonably safe, and therefore better than
existing bonds in the “B rating” group. The proposed terms on
which new issues are to be floated are also carefully weighed—and
frequently are revised by the Commission, in the light of prevailing
market prices and yields."®

For the railways, very complete information is available concern-
ing new issue costs as well as yields. This makes possible a com-
parison of the terms on which different borrowers have obtained
funds in the new-issue market in recent years."* In interpreting the
data, however, it is necessary. to remember that the railways un-
doubtedly show much greater uniformity in the quality of new is-
sues than any other large section of industry.

The chart on pages 74-75 shows costs to the railways and yields
to the public for new railroad issues during the years 1925-38. Asa
background for the comparisons presented, market yields are given
for three rating classes of existing railway bonds. Sections r-ur
deal with bonds alone, excluding equipment trust certificates. The
first section presents annual average costs and yields for all new
railway bonds publicly offered. The second shows the highest rate
of return offered to the public each year on any new bond issue,
and the cost per cent to the borrowing carrier of the same issue.
Similar data are also given for issues offering lowest yields to the
public. The third section covers all new bonds authorized by the
Commission, whether publicly offered, privately sold, or exchanged

for matured or defaulted bonds, or for the issues of other com-

* Only shart-term notes maturing within not more than two years and amount-
ing in the aggregate to not more than § per cent of the carrier’s outstanding
securities may be issued without approval of the Commission, I, L. Sharfman, T/e
Interstate Commerce Commission, Vol. UI-A (1933), p. 503, note 3§7.

* The same, pp. §63-67, §72, and note 495 on p. 569.

“Data presented in this section have been compiled from the dockets for indi-
vidual issues in the Interstate Commerce Commission Finance Reports.
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panies. Here the issue with the highest cost to the borrowing carrier
is compared each year with the lowest<ost issue. The last section
deals with new equipment trust certificates, showing the highest
and lowest yield to the public on individual new issues each year,
and the corresponding costs to borrower for the same issues.'s

According to the first section of the chart, fluctuations in the new-
issues market have closely paralleled those for high-grade seasoned
bonds, Average yields, and also average costs, for new issues during
the period covered have consistently been somewhat higher than
market yields for A1 bonds, but below the A rating group.™
Other sections of the chart show that even for the railways, wide
differentials exist in the terms on which new individual issues are
placed on the market.

According to section 11, the new public issue with the lowest
yield offered a rate of return somewhat below the average for the
A1+ group of seasoned securities in every year except 1929 and
1935; while the highest-yield issue offered a return somewhat above
the A rating average in every year except 1928 and 1931."" Even
wider differentials are shown between the percentage costs to
carriers for these same issues.

In section m, these cost differentials are considerably increased
if all bond issues are included in the comparison—privately sold and
exchanged bonds, as well as publicly issued. In fact, in some years
cost differentials on all new bonds exceeded the differentials be-
tween average yields on A1 and B grade seasoned bonds.

Equipment trust certificates, considered in section Iv, constitute
a special class of railroad obligations. These certificates as a rule
have a life of not more than 1§ years, during which they are paid
off serially, Installment payments on principal thus provided for in
the loan contracts are commonly treated as an expense by the car-
riers, and charged against depreciation reserves. In practice, there-
fore, the certificates are given priority over general fixed charges
that are met from income after the payment of operating expenses.

* For 1935 and 1937, issues of equipment trust certificates were priced according
to their maturities, so that an average yield for these years has not been calculated.

* The rating classes, in order, from the highest to the lowest for which Standard

Sm:istics compiles market yields are as follows: A1+, A1, A, Bi+, By, B.
¥ Since there was only one issue in 1933, it is barred from these comparisons,
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Moreover, they represent a direct lien on rolling stock, a type of
equipment easily attached and resold in the rare case of default by
the original purchaser.

In view of the very small degree of risk attaching to equipment
trusts, it is not surprising to find that new issues of such certificates
have been taken by the public on terms very favorable to the bor-
rowing roads. Even in the panic year 1932, the highest percentage
cost involved for any new public issue was only slightly above the
average market yield on A1-}- bonds.*

Study of the individual issues covered by the foregoing com-
parisons indicates that differentials in yields and costs are explained
partly by the size, partly by the quality of the issues concerned.”
In addition, of course, rates are affected by differences in maturity
dates and in the special provisions and terms affecting different is-
sues. Analysis of the 11 new bond offerings with highest yields to

“the public in their respective issue years—from 192§ through
1938*—shows that 4 were for amounts of less than 1 million dol-
lars. For the other 7, the record to the latter part of 1939 shows
that 3 were selling above $90, and 4 were in default, with their
1939 prices ranging from a $274 low in the case of one issue to a

*®In every year charted, the issue offering the highest yield to the public was
also the one involving the highest cost to the borrower. The one issue of equip-
ment trust certificates sold during 1943 and all the 22 issues of 1934 were privately
taken, In 1934 and 1935 the principal purchaser was the Federal Emergency
Administration of Public Works, although some were privately taken by an in-
surance company. In 1936-38 a considerable number of these issues were privately
purchased by insurance companies and other ‘trustee investors,” and only a very
few by government lending agencies.

“1n general, the control exercised by the Interstate Commerce Commission pre-
vents the issuance of new low-grade railroad bonds. However, it appears that the
Commission sometimes gives prospective borrowers the benefit of the doubt, grant-
ing them permission to issue bonds that soon prove to be of uncertain quality. For
example, in 1925 and 1926 the new issues giving the highest yields to the public
were two offerings (18 million dollars) of Seaboard Airline 6 per cent bonds
issued at $9434 and $95%4, which sold in 1928 ag low as $7234. The high-yield
issue for 1927 was a Seaboard-All Florida 6 per cent bond whose issue price was
$973, and whose low the following year was $64. All of these bonds have been
in default since the spring of 1931. For 1931 the high-yield issue was a Missouri
Pacific 5 per cent bond issued at $95, which sold as low as $64 the following
year, and defaulted in 1933.

* There were no public issues authorized by the Commission in 1932 and 1938,
and only one in 1933.
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$21% high for another. Of the 11 lowest-yield issues, on the other
hand, none was for an amount as small as 1 million dollars. Only
one was in default by the latter part of 1939; 3 had been paid off or
refunded; while the other 7 had market ratings ranging from B
to A1, and a 1939 price range of $54 to $106%%. Under the test of
time, the new issues considered above have shown quality differen-
tials much greater than those indicated by their issue terms.™

This sketchy review of railroad bonds throws light on the bor-
rowing positions of some roads at the present time. Some companies
have maintained their credit at a high level, and these could now
borrow on much easier terms than were available in the twenties.
This is indicated by the second section of the chart, page 74. On
the other hand, some companies that were floating loans in the
twenties would now be refused permission to negotiate any new
public issues, This is evidenced by the fact that many loans offered
in the twenties are now in default. Other companies—although they
have met all payments on their bonds—have experienced a con-
siderable deterioration in the “quality” of their outstanding issues.
This would be translated into higher costs if the companies were
able and willing to go into the market for new funds. For example,
on a new railway issue with a rating as low as B, if such an issue
were authorized, the annual cost would probably be above 8 per
cent, or considerably higher than the percentage cost of any new
issue authorized during the period covered by the chart on page
75. And reference to the records shows that many issues formerly
rated A or better have moved down to the B group, or lower.

It can be seen that for many roads the prevailing low level of
money rates is a myth that cannot be translated into reality under
present conditions. For many companies the annual carrying
charges for new bonds would be very much greater today than in
the twenties, in spite of the decline in rates on high-grade issues.
Whatever the capital needs of the concerns in this group may be,
an improvement in their financial position is a prerequisite to new
borrowing through ordinary investment channels.

¥ On the average, however, the performance of bonds with lowest initial yields
has been better than for the highest-yield issues.
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IV. MARKET YIELDS ON STOCKS

For many investors, stocks and bonds represent alternative in-
vestment opportunities, In view of this fact, the survey of money
rates presented in preceding pages would be incomplete without
mention of the movement of dividends during recent years. While
interest takes priority over dividends, experience shows that this
does not always constitute a guaranty against default. And while
the annual amount to be paid on a bond is “fixed” by the loan con-
tract, it is subject to reduction in most cases through the call and
refunding of the loan.”* These considerations have induced many
conservative investors to diversify their portfolios by the purchase
of stocks, both preferred and common, Preferred stocks, which are
like bonds in many ways, usually offer higher yields than bonds of
similar quality. Common stocks, on the other band, provide a hedge
against the “fixed” rates promised by bonds, for dividends may be
expected to swing up in good years or in periods of inflation, as well
as down in off years.

The decline in market yields on high-grade preferred stock has
not been as great as on bonds during the past decade. This is shown
* by the comparison below for high-grade industrials. At the low
prices of 1932, high-grade preferred stocks were yielding much
higher returns than in preceding years, and also much higher than
in any subsequent year covered by the chart. The same statement
also applies to A1} bonds. However, the yield differential shown
for preferred stocks, as compared with bonds, increased consider-
ably in 1932. During the following five years, this differential nar-
rowed slightly, but in 1938 it was even greater than in 1932.

Comparisons besween yields on common stock and on other types
of securities are vitiated by differences in methodology in available
indexes. The only yield indexes published for common stocks are
compiled for unchanging lists of stocks, whether the companies con-
cerned continue to pay dividends at the old rate, increase or decrease
the rate, or omit payment altogether. This undoubtedly goes far
toward explaining the very erratic character of these indexes. On
the other hand, the indexes for corporate bond yields, and also for

* The borrower may also exercise the call privilege, of course, when interest

rates are rising, the purpose then being to forestall refunding at even higher rates
on a loan nearing maturity.
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preferred stocks, are all compiled for securities in given quality :
classes. Any indication of a weakening in the financial position of
one of the bonds included, say, in the A1+ quality index, automati-
cally results in the elimination of that bond from the list and, if
possible, the substitution of another with an unclouded future, In
this way some sharp peaks and hollows in the bond yield indexes
undoubtedly are ironed out.

In the chart above, average market yields on common stock dur-
ing the decade 1929-38 are given for 175 identical corporations in
three industry groups. These indexes show aggregate common divi-
dends paid, expressed as a percentage of the aggregate market valu-
ation of all outstanding common shares, for this unchanging group

‘of corporations (with the calculations based on end-of-month prices).
Thus they show the yield available each year from the purchase of
this group of common stocks at average market prices for the year.

It will be seen that the high and low levels shown by the chart
result from various combinations of high or low dividend payments
and stock prices. For example, the high yields shown for 1931 and
1932 have different explanations. In 1931 dividends held up well
while stock prices declined, and in' 1932 the very considerable de-
cline in dividend payments was not as great as the decline in stock
prices.

Market yields on rails and industrials were low in 1933, dividend
payments reaching bottom at a time when stock prices were begin-
ning to recover from their 1932 low. The rise shown for rails in
1935 and the drop for all three indexes in 1936 are deceptive—for
in 1935 rail dividends continued at a low level, but prices showed
a marked decline, while in 1936 2 very real increase in dividend
payments coincided with a sharp rise in stock prices. Both prices and
dividends rose in 1937 and fell in 1938, their relative change being
reflected in average market yields for those years.

Public utility companies in general have maintained good divi-
dend records. Fear of government competition with this industry,
however, has helped drive stock prices down, so that market yields
on these stocks have averaged well above § per cent in every year
but one since 1930,

Averages for the whole 10-year period 192938 furnish a rough
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indication of the returns available from investments in stocks as
compared with several types of high-grade bonds—allowance being
made for the changing character of the lists of securities underlying
the indexes for A1} bonds and preferred stocks. A comparison of
yields in 1937 and 1938 with these averages for the past decade also
throws light on the more recent performance of stocks.

These data, like the charts given earlier in the chapter, bear wit-
ness to the downward trend of rates still in evidence for most classes
of high-grade bonds, They also show the increasing differential be-
tween preferred stocks and bonds already pointed out by the chart

Comparison oF MargeT YieLps oN Stocks AnD Bowps®

10-Year PI#.?:;:: .
Index Average | 1937 | 1938 4e;60.YtEr
(1929-38)  tutrase

Common stock (175 identical cos.). ...... 4.67 4.83 | 4.46 96
High-grade industrial preferred (20 cos.)..| 5.76 514 | 5.7 90
Ald-bonds.............ol 4.12 3.3 | 3.19 77
High-grademunicipals (11 first-gradecities)|  3.55 2.67 | 2.58 73
United States Treasury bonds. ......... 3.10 2.68 | 2.56 83

* Annual data are given in App. B, p. 360.

on page 79. Read in conjunction with the lower section of the
chart on page 79, they show that after wide fluctuations, market
yields on common stocks in 1937 and 1938 were near the 10-year
average. The fact that these yields fluctuate around a fairly satis-
factory average, as compared with the persistent downward trend
of bonds, accounts for the inclusion of some common stocks in the
portfolios of conservative investors at the present time.

RECAPITULATION

The foregoing pages show that the difficult decade since 1929
has been characterized by a general downward trend in the “price
of money,” and by extraordinarily wide divergences in the rates on
different classes of loans. Stripped of details, the movements of
iiiﬁerent classes of money rates may be summarized briefly as fol-
ows:

Short-term rates. All classes of short-term rates have shown very
extensive and more or less continuous declines,
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The greatest declines are found in the classes of highly liquid,
impersonal, open-market loans, which include Treasury bills, bank
acceptances, commercial paper, and call loans. Present rates in these
credit categories appear negligible as compared with the rates pre-
vailing in the twenties.

Loans to bank customers show much smaller declines, the extent
of the reduction varying directly with the importance of the financial
center, In New York City the reduction in this rate has amounted
to 55 per cent, when measured from the more normal year 1928;
in other northern and eastern cities, 37 per cent; and in southern
and western cities, 26 per cent.

In important foreign markets, rates on bankers’ acceptances have
been influenced by temporary migrations of capital as well as by the
curtailment of demand for shortterm funds. By 1938, however,
rates in all of the markets considered were below the level of the
twenties, and considerably lower than in 1929,

Long-term rates. After holding at or near pre-depression levels
until 1932, the yield on high-grade bonds turned downward, and
thereafter has steadily declined.

Investors have bid up the price and “bid down” the yields on all
kinds of high-grade corporate bonds. At the same time lower"prices
and higher yields have obtained for low-grade bonds.

Rates on long-term issues of the United States Treasury have
fallen less markedly than on high-grade corporate bonds, so that
yield differentials between government and private loans in 1938
were considerably narrower than in the twenties.

Effective rates on new bond issues tend to approximate market
yields on outstanding issues of the same general character.

Yields on stocks. Market yields on high-grade preferred and
common stocks have not shown as great reductions as rates on bonds
or on short-term loans.

Dividends on common stocks averaged a higher percentage of
current market prices in 1938 than in 1929. Moreover, market
yields in 1938 were almost equal to the average for the ten years
1929-38. .

By 1938, the yield on preferred stock, as shown by the index for
industrials, was not far below the 1929 level. As compared with
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high-grade bonds, yields on preferred stocks have held up extraor-
dinarily well, and the differential between these two classes of
securities has steadily widened since 1929,

No consideration has been given here to the effects of falling
money rates on the holders of securities. The plight of investors
whose income is derived principally from interest and dividends is
the subject of the following chapter.



CHAPTER V
. THE PLIGHT OF INVESTORS

The decline in interest rates since 1929 has proved a very seri-
ous problem for those charged with responsibility for the place-
ment of investment funds. In the main, banks, insurance companies,
colleges and universities, foundations, and other institutions with
endowment or trust funds to invest, as well as individuals, have
found it impossible to maintain their investment income at any-
thing approaching pre-depression levels. In this chapter we shall
reveal the extent to which the income of these investing groups
has been affected by reductions in the rate of return on investments.

I. FINANCIAL INSTITUTIONS

Financial institutions, unlike most business enterprises, are al-
most entirely dependent upon income from loans and investments.
Hence the adverse effects of the decline in interest rates during the
past decade are directly reflected in the earning statements of this
large group of investors—including banks, insurance companies,
building and loan associations, and other financial agencies.

A, Banks

The effects of declining interest rates on the income of banks
have been magnified by certain changes that have taken place in
the composition of bank portfolios. Even before the depression
began, American business corporations were financing an increas-
ing proportion of their industrial and commercial operations by
means of new security issues and mortgages, rather than by means
of commercial loans. As the volume of available commercial paper
decreased, the banks necessarily began shifting a portion of their
funds into various classes of “investments” as distinguished from
“loans and discounts.” This movement has continued since 1929.
In addition there has been a sharp decrease in the amounts of new
corporate securities placed on the market.! Against this shrinkage in

*See pp. 31-43.
8
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private demands for funds there has been a tremendous increase in -
the low-yield debt of the federal government.

This combination of factors has been responsible for a very sub--
stantial shift by the banks from higher- to lower-yield earning as-
sets. The loans and discounts of all active banks decreased from
41.4 billion dollars in 1929 to 21.3 billions in 1938, a decline of
49 per cent in the class of bank assets bearing the highest rate of
return, Investments increased meantime from 17.3 billions to 26.3
billions, or an increase of §2 per cent in the low-yield assets of the
banks. The 9.0 billion dollar increase in investments was accounted
for by a 12.7 billion dollar increase in holdings of federal govern-
ment securities, offset by a 3.7 billion dollar decrease in holdings
of all other securities.”

Shifts in assets, together with the decline in interest rates, have
greatly reduced the income of commercial banks. Data are not
available for a precise calculation of the interest income earned
annually by all commercial banks, However, the trend can be
shown for member banks of the Federal Reserve System, and these
account for roughly 85 per cent of all commercial bank assets,

Changes that have taken place in the character of member bank
portfolios and in the yield on these assets are shown by the table
on page 86. By giving separately the average rate of return
on loans and discounts as compared with investments, the table
also indicates how the shift in assets has adversely affectéd bank in-
come.

During the 10 years covered by the table there was a reduction
of 12.3 billion dollars in the loans and discounts of this large group
of commercial banks. Investments, on the other hand, rose by 8.1
billion dollars. Meantime the rate of return on loans and dis-
counts was reduced about 33 per cent, as compared with a 50 per
cent drop in the case of investments. Thus the banks were increas-
ing their holdings of the class of assets showing the greatest de-
cline in yield as well as the lowest rate of return. In 1929 the
yield on investments was four-fifths of that on loans and discounts,
and in 1938 only threefifths.

*These figures include all national, state, and private banks (seé table, p. 45)
and mutual savings banks (see table, p. 83).
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Cuavaing YiELD AND Craracter oF Memser Bang Earning Assers, 1929-38
(Dollar figures are in millions)

Loans and
Discounts Investments
Federal Govern- | State
Year Rate Rate ment Obligations | and
of | Aggre- of | Apgre. Local | Other
Return | gate | Return | gate Full Govern-| Secu-
(Per |Amount| (Per |Amount Di WY | ment | ritiest
cent) cent) rect G“a’:“' Obliga-
tee tions
1929...[ 6.10 (825,615 | 4.68 [$10,112 | $4,161 — | $1,175 | $4,776
1930...1 5.39 {25,018 | 4,55 (10,377 | 4,046 — | 1,299 ] 5,032
1931...] 4.98 | 21,732 | 4.11 | 11,700 | 5,071 — | 1,510 5,119
1932...| 5.08 [ 16,744 | 3.89 | 11,779 { 5,963 — {1,516 ( 4,300
1933...] 4.68 | 12,917 3.53 | 12,070 ] 6,981 — | 1,651} 3,438
1934...0 4.33 (12,477 3.28 [ 14,454 8,830 § 431 | 1,848 3,345
1935...] 4.16 | 11,985 2.76 | 16,913 | 10,036 | 1,456 | 2,082 | 3,339
1936...| 4.09 | 12,544 | 2.59 | 18,839 |.11,106 | 1,876 | 2,221 | 3,636
1937...1 4.00 113,825 2.57 | 18,678 | 10,985 | 1,846 2,184 | 3,663
1938...] 4.08 | 13,317 | 2.46 | 18,221 | 10,602 | 2,078 | 2,230 3,311

8 Averages for all call dates for the respective years (including in each case December
of the preceding year), from Federal Reserve Bulletin, 1931, . 424; 1934, P- 252; 1935,
P- 541; 1937, P. §33; 1938, P, 443; and 1939, p. 374; from Annual Report of the Board
of Governors of the Federal Reserse System, 1935, p. 142; 1937, P. 116; and from
Member Bank Call Reports, Nos. 76, 78, 79. Petcentage yields have been calculated
from the dollar figures given for interest and earning assets.

b Including obligations of federal agencies not fully guaranteed by the government.

The last four columns of the table throw light on the character
of new investments acquired by the member banks, Against the 8.1
billion dollar increase in their total investments, the banks showed
an increase of 8.5 billions in their holdings of federal government
obligations, a 1.1 billion dollar increase in holdings of state and
local government obligations, and a decrease of 1.5 billions in all
other securities. The big increase, therefore, was in federal govern-
ment obligations. Now the highest-yield issues of the government
(bonds with 12 or more years to call or maturity date) were pay-
ing at an average rate of 2.56 per cent in 1938 as compared with
3.60 per cent in 1929; while Treasury bills yielded only 1/20 of 1
per cent as compared with 4.38 per cent in 1929.2

The net effects on bank income of these various portfolio and

*The table on p. 46 shows that in 1938 these low-yield Treasury bills repre-
sented almost one-fifth of the aggregate investments of the member banks.
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interest rate changes are clearly shown in the accompanying table.
In terms of absolute amounts, the aggregate income that the banks
received from all loans and investments reached its low in 1935,
In 1938, however, it was only slightly above that for 1935; and
was less than half that for 1929—although the comparable shrink-
age in earning assets was only 12 per cent. The raze of return, on
the contrary, has shown no improvement in any year since 1929,
the ratio for each year being lower than that for the year before.

Meuser BaNk Income rrom Art Earnine Assers, 1929-38
(Dollar figures are in millions)

Aggre%z:m{gter et | Loans and Discounts Investments
Year

In Rate |Interestand| .. . | Interest and Princival
Dollars | (Per cent) | Discounts | Fincipal | Dividends | Principa
1929..... $2,036 5.70 $1,563 $25,615 $473 $10,112
1930..... 1,822 5.14 1,349 25,018 472 10,377
193L..... 1,553 4.65 1,073 21,732 480 11,700
1932..... 1,309 4.58 851 16,744 458 11,779
1933, 1031 | 4.13 604 | 12917 | 426 | 12,070
1934..... 1,014 3.0 540 12,477 474 14,454
1935..... 966 3.34 498 11,985 467 16,913
1936..... 1,001 3.19 513 12,544 487 18,839
1937..... 1,033 3.18 553 13,825 481 18,678
1938..... 992 3.15 544 13,317 448 18,221

® Sources of data are given in the table on p, 86,

The effects of this tremendous decline in earnings have not been
confined to a reduction of dividends paid to the holders of bank
stock. Depositors have had to accept lower rates of return on funds
placed with the banks. Labor has also been adversely affected, for
drastic cuts in the number of bank employees have constituted one
of the economy measures by which the banks have tried to bring
expenditures within the limits of their reduced income.

The reduction in mutual szvings banks earnings is comparable
with that for commercial banks. This decline, like that shown for
other banks, is explained in part by lower interest rates, and in part
by the scarcity of eligible loans and investments other than the low-
yield securities of the United States government.

Like the member banks of the Federal Reserve System, the
mutual savings banks have increased their investments consider-
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ably, particularly their holdings of United States government
securities, upon which the rate of return is very low. Unlike the
member banks, however, they have slightly increased their total
of all earning assets since 1929, and have suffered a compara-
tively small (15 per cent) decrease in loans. The latter are chiefly
real estate mortgages, on which the rate of return has been greatly
reduced as a result of government activities in the mortgage field.
These various changes are shown in detail in the accompanying

table.
Earnine Assets or MuTuas Savincs Banks, 1929-38s
(Figures are in millions of dollars)

Investments
Federal Government
June 30 Loans Securities
Total Other
. Fully Securities
. Direct Guaranteed
1929........ 5,801 3,776 178 — 3,508
1930........ 5,806 3,872 152 - 3,720
1931........ 6,051 4,475 157 - 4,318
1932........ 6,141 4,195 531 —_ 3,604
1933........ 5,941 4,103 550 - 3,553
1934........ 5,647 4,256 992 69 3,195
1935........ 5,342 4,511 1,379 189 2,943
1936........ 5,114 4,853 1,851 23 2,71
1937........ 5,011 5,178 2,146 246 2,786
1938........ 4,926 5,176 2,395 290 2,41

* Compiled from Annual Reports of the Comptroller of the Currency.

For federal government securities, direct and fully guaranteed,
the total has increased from 178 million dollars in 1929 to 2.7
billion dollars, or more than 25 per cent of all earning assets, in
1938. For other securities, however, there has been a decrease of
1.1 billions, and for loans a decrease of 875 millions.

Data are not available with which to show the decline in the
average rate of return on the earning assets of mutual savings
banks. However, the general tendency can be indicated by the
decline in the rates which these mutual institutions pay to their
depositors. These institutions do not possess any capital stock, but
derive their funds solely from deposits. Accordingly, their net
earnings—after allowance for necessary reserves—are divided
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among their depositors, who are also their mutual owners. On July
1, 1929 (as shown by the data below), the payments thus made by
all mutual savings banks in the country were at an average rate of
4.52 per cent, compared with 2.36 per cent on January 1, 1939.*

AVERAGE RATES PAID BY MUTUAL SAVINGS BaNES, 1929-39*

1929: 1935:
Janvary 1 ...l 446 January 1 ... 3.06
July 1 o 4.52 )3 2 2.84
1930 1936:
January 1 ...l 4,56 Janvary 1 .....oinnnn 2.65
gt 4.60 July 1 oo 2.57
1931: 1937:
Janvary t ...l 4.59 Janvary 1 ... 2.53
July v o 449 Juy 1 oo 2.50
1932: 1938:
Jamvary 1 ...l 4.32 Janvary I ..ol 2.43
Julyt ... 4,09 July 1o 2.38
1933: 1939:
Janvary 1 ...l 3.94 Janvary I ... 2,36
Juy 1., 3.50
1934
January 1 ..ol 3.31
Julyy oo, 3.24

For the 15 million depositors who have put their savings in these
banks, this reduction in the rate paid by the banks will mean a
reduction in aggregate income in 1939 of more than 200 million
dollars (2.16 per cent on 10.2 billion dollars of deposits).

B. Building and Loan Associations

These co-operative credit institutions were pioneers in the field
of home financing, serving not only the older and wealthier urban
areas but also new and struggling communities where risks were
great. Their charges were high, particularly in the South and West.

* These rates, camputed by the National Association of Mutual Savings Banks,
are on a “per bank™ basis; that is, they are averages of the rates paid by all mutual
savings banks, with small and large banks given the same weight in the average,
Weighted according to the amount of deposits on which the several rates are paid,
the averages per dollar of deposit are somewhat lower. Averages on the two
bases, compiled by the Association for three dates, compare as follows:

“Per bank”  “Per dollar deposited”
1938: Jan, bt ...l 2.43 224
Joly 1o, 238 2.22
1939: Jan, b .ooiniiiiiiiinn, 2.36 2.19
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However, their smallmonthly-payment plan (by which the pay-
ment of interest and the amortization of principal were conveniently
stretched over a period of some 12 to 1§ years or more) was well
suited to the needs of borrowers in the lower and middle income
groups. Moreover, other lending institutions formerly offered little
competition for the types of loans they were making,

Since 1929 building and loan associstions have made large reduc-
tions in their rates on mortgage loans. In the latter part of 1931
the effective rates of interest charged by the associations ranged
from an average of 6.2 per cent in Connecticut to 15.3 per cent in
Tennessee, with an average of about 8 per cent for a reporting
group of 42 states® These figures for 1931 probably would also
give a reasonably good description of conditions in 1929. By 1936
the average for federal savings and loan associations in 44 states
and Hawaii was 6.3 per cent, or about onefifth lower than in
1931.° The range was from 5.0 per cent in New Hampshire (not
reporting in 1931) and 5.6 per cent in Massachusetts, to 7.3 per
cent in Oklahoma.

‘This reduction in rates is attributable not only to the general
trend of money rates, but also to the development of new competi-
tion in the home-mortgage field. In recent years the life insurance
companies and commercial banks have begun offering amortized
loans on real estate at lower rates than those charged by the associa-
tions. Government activity in this field, through the agency of the
Home Owners Loan Corporation and the Federal Housing Ad-
ministration, has also exerted pressure for the reduction of mort-
gage rates charged by the associations.

Specific data are lacking for years since 1936, but a continuation
of the downward trend was clearly evidenced by the recent action
of two federal government corporations. The Federal Housing
- Administration on August 1, 1939, lowered the rates on loans it
would guarantee in the future. This action, which was taken to

* Federal Home Loan Bank Review, December 1937, pp. 76-80. The figures are
based on voluntary replies from over 1,200 savings and loan associations to ques-
tionnaires sent out in September 1931, The rates represent actual annual cost to
borrowers during the life of the loan.

¢ While these institutions are federally incorporated and operate under the con-
trol of the Federal Home Loan Bank System, they probably are fairly representa-
tive for all associations in 1936,
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meet the lower rates charged by private lending institutions in New
York, brought the new rates (including the insurance premium of
15 per cent) to § per cent on small home loans, and to 434 per cent
on large-scale rental housing. Four days later the Home Owners
Loan Corporation reduced the rate on its mortgage loans to 472
per cent from § per cent. The reduction applies to the unpaid
balance of mortgage loans in good standing, rather than to new
loans, since the HOLC has made no new loans for some time."

To the extent that the associations insure their loans with the
Federal Housing Administration, a new upper limit has been im-
posed on the rates they can charge on their mortgage loans. Other-
wise these changes do not directly affect the associations, whether
they are incorporated under federal or under state law. The only
regulation applying to charges made by the federal associations at
the present time is that they must conform with state law, but in
no case may exceed 8 per cent. Moreover, in some localities, com-
petition from other lenders had already driven the general level
of rates down to, or below, those recently fixed by the FHA.

Reduced rates on morsgage loans have meant lower dividends
for millions of small savers who are members of the association. -
In 1929 the average dividend for all associations was probably
around 7 per cent. In 1937 it was a little less than half as much, A
report prepared by the office of the Governor of the Federal Home
Loan Bank System, and summarized in its monthly Review, gives
the weighted average of annual dividend rates paid by federal sav-
ings and loan associations as follows: 3.69 per cent in 1935; 3.44
in 1936; and 3.48 in 1937

Whether the small rise shown for 1937 represented a temporary
interruption in the downward trend or merely a change resulting
from the inclusion of some banks not reporting in 1936 is not clear,
as the Review points out. However, a lower average for the year
1938 is indicated by the fact that a number of associations paying

:Its loans were all made on existing houses, as an emergency depression measure,
Federal Home Loan Bank Review, December 1938, p. 63. In 1929 the mem-
bership of the associations was 12.1 millions; in 1937, 6.2 millions.

In 1929 mortgage loans represented go per cent of the assets of all building
and loan associations, and in 1937 about 67 per cent. Real estate holdings in 1937
accounted for 18 per cent of total assets. From Annual Reports of the Secretary
of the United States Building and Loan League.
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a 4 per cent rate on June 30, 1938, notified their shareholders on
July 1 that the December 31 dividend payment would not exceed
3 per cent per annum.

C. Life Insurance Companies

These large financial institutions, whose investments are made
for the benefit of some 64 million policy holders, have total
assets amounting to roughly 27.7 billion dollars. In the main
they have selected long-term securities for their portfolios, and
thus they still hold a large volume of investments purchased in a
high-yield period. Farnings on this remnant are much higher
than the rates currently available on the new investments made by
the companies.

The average yield on all the investments held by the companies
has slowly declined from year to year. As their holdings of older
securities are paid off or refunded, their portfolios are more and
more heavily weighted with low-income investments. From an aver-
age of 5.33 per cent in 1929 the yield on the invested funds of 100
life insurance companies fell to 4.33 per cent in 1938, This is the
lowest rate shown by a record covering the o-year period begin-
ning in 1868. The previous low was 4.58 per cent, in 1902." In
money terms, the 1 per cent decline in earnings means an annual
loss of income of more than one-quarter of a billion dollars. Per-
centage yields for the 10 years 1929-38 are given below.

1929....00000 5.33 1934.......... 4.68
1930.......... 5.31 1935.......... 447
1931.......... 5.23 1936.......... 4.49
1932.......... 5.08 1937........0 447
193300000 475 1938.......... 4.33

Important changes in types of insurance company investments
have contributed largely to the decline in income. There has been a
very great reduction in holdings of real estate mortgages, formerly
the most remunerative type of insurance company investments; and
an increase in holdings of government bonds, on which yields are

* The Spectator, July 6, 1939, p. 15.

® The Spectator Insurance Yearbooks, Life, or The Spectator, July 6, 1939,

In the computation of these rates account was taken of idle cash and interest lost
by defaults,
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low. There has also been an increase in direct ownership of real
estate. The aggregate amount of corporate bonds and stock held by
the companies has increased with the increase in all classes of earn-
ing assets, but in 1938 this class of assets represented about the same

Cuances 1v PortroLios or 49 Lire Insurance Companies, 1929-38
1. ADMITTED ASSETS, IN MILLIONS OF DOLLARS

U.S. | Other | COPo- All Other| Total
Dec. | Mort- | Real |Govern-|Govern- Bra;(ei Policy | Ad- Ad-
31 | gages | Estate | ment | ment : ds Loans | mitted | mitted
Bonds | Bondst Stgck Assets | Assets

1929...| 6,747 345 316 951 | 4,714 | 2,140 848 | 16,061
1930...| 7,014 a1 303 1 1,021 | 5,169 | 2,516 867 | 17,304
1931...] 7,089 521 356 | 1,168 [ 5,408 | 3,016 909 | 18,467
1932...] 6,796 753 421 | 1,213 | 5,342 | 3,415 | 1,080 | 19,020
1933...] 6,242 | 1,102 805 | 1,265 | 5,298 | 3,419 | 1,116 | 19,247

1934... 5,496 | 1,485 | 1,737 | 1,470 | 5,500 | 3,300 | 1,112 | 20,100
1935...1°4,949 | 1,749 | 2,721 | 1,653 | 5,834 | 3,187 | 1,282 | 21,375 .
1936.. | 4,703 | 1,889 | 3,601 | 1,788 | 6,416 | 3,057 | 1,344 | 22,888
1937..°1 4,758 | 1,931 [ 4,363 } 1,893 | 7,072 | 3,044 | 1,081 | 24,142
1938..°1 4,942 | 1,982 | 4,551 | 1,989 | 7,789 | 3,089 | 1,108 | 25,450

II. PERCENTAGE DISTRIBUTION OF ASSETS

1929...| 42.0 2.2 2.0 59 29.3 | 13.3 5.3 | 100.0
1930...| 40.5 2.4 1.8 59 208 | 14.6 5.0 | 100.0
1931...1 38.4 2.8 1.9 64 | 292 | 164 4.9 1 100.0
1932...| 35.7 | 4.0 2.2 64 | 28.1 | 17.9 5.7 ] 100.0
1933... 32.4 5.7 42 6.6 | 21.5 | 17.8 5.8 | 100.0
1934...| 27.3 1.4 8.6 73 | 274 ] 164 5.6 | 100.0
1935...1 23.2 8.2 12.7 1.8 27.2 | 149 6.0 | 100.0
1936...] 20.5 8.3 16.1 7.9 | 280 | 13.4 5.8 | 100.0
1937...] 19.7 8.0 18.1 7.8 | 293 | 12,6 4,5 | 100.0
1938...] 19.4 1.8 7.9 7.8 | 30.6 | 121 44 | 100.0

. Com]ziled from Proceedings of the Association of Life Insurance Presidents, 1938,
PP. 95-96.
b ?ncluding Canadian and other foreign.

percentage of the total as in 1929. However, the yield on this class
of securities has declined from time to time as high-yield issues have
been refunded at lower rates of interest or have been paid off
and the funds reinvested in various available issues.

The table given above presents a summary of the portfolios
of 49 companies that together hold roughly 92 per cent of the
admitted assets of all United States legal reserve companies. This
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shows the several large classes of assets held by the companies,
and the changing amounts and proportions represented by each class.

According to the table, real estate and real estate mortgages in
1929 accounted for 44.2 per cent of the aggregate assets of the
companies represented, and in 1938 only 27.2 per cent—a decline
of 17 points. During the same period the companies’ holdings of
United States government securities increased from 2.0 per cent
of the total to 17.9 per cent. With state and local government bonds
also included—and foreign bonds excluded—the comparable in-
crease was from 5.4 per cent to 23.7 per cent.

The decrease in real estate mortgages held by the companies is
accounted for in part by mortgage foreclosures, More important,
however, has been the shrinkage in aggregate mortgage indebted-
ness in the country, plus the factor of government activity in
both urban and agricultural mortgage fields. It has been. estimated
that the proportion of the country’s total farm indebtedness held
by life insurance companies dropped from 23 per cent in 1929 to
12 per cent in 1936. Meantime agencies of the federal government
acquired 40 per cent or more of the total.™

Normally, direct real estate holdings have constituted only a
small proportion of life insurance assets since the insurance laws of
the various states, with a few exceptions, restrict investments of this
nature to home and branch office properties and those acquired in
satisfaction of indebtedness. With the increase in mortgage fore-
closures since 1931, however, such holdings have increased con-
siderably. Moreover, a few dwelling accommodations have been
constructed by the companies under special and temporary legisla-
tion enacted in two states for the purpose of aiding people with low
and moderate incomes.

Policy holders old and new have felt the effects of the decline
in interest yields. Since the greater part of the insurance written by

the life insurance companies in the United States is mutual in char-

" Proceedings of the Association of Life Insurance Presidents, rg36, p. 89. The
Securities and Exchange Commission has estimated that insurance companies re-
ceived approximately goo million dollars of Home Owners Loan Corporation
bords and Federal Farm Mortgage Corporation bonds guaranteed by the U. .
Treasury, in exchange for urban and rural mortgage bonds. Release dated May 15,
1939, “Selected Statistics on Securities and on Exchange Markets,” Pt. I, p. 21.
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acter—that is, it is issued by companies that are owned by their
policy holders—a shrinkage in the income earned means a decrease
in the funds available for dividends payable to policy holders.

For new and prospective policy holders, the decline in interest
yields has resulted in still other disadvantages. Every insurance
policy and annuity contract issued by the companies contains a
promise to accumulate reserves against the contract at a specified
rate of interest. Now the rate written into these contracts must, of
course, be one which the issuing company is reasonably sure of
earning year after year over a long period of time, for once the
contract is written, it is not subject to change. Therefore, as the
general level of interest rates has declined, the companies in con-
nection with new policies have been forced to specify lower interest
rates for the accumulation of reserves. And, with a lower rate ap-
plied, they must charge larger annual payments, or premiums, to
cover a given amount of insurance. This applies both to life policies
and to annuities of all kinds. Lacking ready and profitable outlets
for their funds, many of the companies have also discontinued some
types of policies. For example, single payment annuities and agree-
ments which provide for paying the proceeds of life policies over a
very long period—say, the duration of two or more lives—are no
longer written by many of the companies.

In an effort 1o sustain income, insurance companies have been
turning to new types of investment. In the last two years many in-
surance companies have purchased large volumes of government
guaranteed securities, particularly Federal Housing Administration
mortgages, which yield a rate of return about 1 per cent greater
than that on high-grade bonds. Reliance for safety is placed in the
government insurance feature rather than in the individual real
estate development back of the mortgage. The higher rate suggests
that the risk is regarded as being greater than that on either cor-
porate bonds or direct government issues; hence there would appear
to be a dilution in the quality of the portfolio.

Moreover, insurance companies have been giving much con-
sideration to the possibility of increasing income by direct participa-
tion in housing developments. Having gained much experience in
the management of real estate properties as a result of extensive



96 CAPITAL EXPANSION AND STABILITY '

foreclosures, it was only natural that the idea should develop that
they might well undertake the construction and operation of housing -
projects. As already indicated, however, legal authorization for
such activities has been given in only two states.

The full effects of present rases have not as yet been manifest, Not
only is there a very large volume of new insurance money seeking in-
vestment every year, but, as we have seen, there are large refund-
ings and maturities which necessitate reinvestment at lower rates.
While the average rate of return, as indicated, was still well above
4 per cent at the end of 1938, new investments of approved types
yielded scarcely 3 per cent. Without any further reductions in the
level of interest rates, the average yield on insurance portfolios in
the course of the next ten years might well decline to less than 3.5
per cent.

As we have already indicated, the companies are trying to be pre-
pared for all contingencies by reducing their contract rates and dis-
continuing certain types of policies. By such means they may be able
to maintain stability for themselves, even if interest rates continue
to remain low or even decline further. But in any case the amount of
insurance required by individuals to provide a given income would
have to be greatly increased.

All classes of the population are affected by the decrease in in-
surance company earnings. While the 64 million holders of life
insurance policies include persons of great wealth, by far the greater
number are men, women, and children whose small policies repre-
sent their principal, if not their only, form of saving. For them a
small increase in the annual premium required to provide a given
death benefit, or a given amount of protection against sickness or
old age, is a very serious matter,

II. ENDOWED INSTITUTIONS

The general decline in interest rates since 1929 has placed en-

~ dowed institutions in a highly precarious position. The trustees of
these institutions are responsible for maintaining and increasing the
principal of endowment funds and, at the same time, for securing
as high a yield on investments as is compatible with safety and sta-
bility of income. They are betraying their trust if they risk their
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- funds on speculative issues in order to maintain income. But 2 re-
duction in investment income almost necessarily involves a curtail-
ment of programs to which their institutions are committed—or the
equally cheerless alternative of reducing salaries and attempting to
bring the costs of institutional activities within the limits imposed
by reduced budgets.

In addition to falling interest rates, endowed institutions have
faced other changes that have adversely affected both their capital
and their income, As in the case of other investors, they have met
with defaults on some of the bonds and mortgages in their port-
folios, and have found few new outlets for funds received from new
gifts and bequests, or from matured or called bonds. They have
also been faced with new tax legislation that undoubtedly has re-
tarded the growth of their endowment funds. Of particular im-
portance in this connection is the limit placed by the national govern-
ment on tax-free gifts that may be made out of income. For present
purposes, however, we are concerned with changes in the income
from these endowments rather than the capital amount of such
funds.

A. Colleges and Universities

Endowment income provides a very substantial part of the funds
used in meeting the costs of education in privately controlled in-
stitutions of higher learning. Public statements recently issued by
numerous endowed universities and colleges have emphasized the
fact that the decline in interest rates has already seriously reduced
this source of income, necessitating either a great increase in endow-
ment principal, a raising of student fees, or extensive annual con-
tributions for operating expenses.

The rate of return on collegiate endowments has declined well
below pre-depression levels. Both the percentage yield and the
actual amount received from endowments decreased sharply from
1929-30 to 1933-34. Some slight improvement was shown in 1933-
36. This was followed by a decided upturn in the exceptionally good
year 1937-38, which included the very large extra dividends paid
by corporations at the end of 1937 to avoid the operation of the
undistributed profits tax.® These comparisons are based on in-

" . . . . . .
It was also exceptional because of the considerable increase in national income.
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formation compiled by the United States Office of Education, and
summarized in the table below.

The first three columns of the table cover all institutions report-
ing to the Office of Education, or practically all institutions of higher
education in the country. The last column covers a smaller group
of 269 identical institutions. Both compilations show that 1937-38
was a very good year. According to the figures for all reporting
institutions, in fact, this was the first year in which the aggregate

Expowment Income or Instrrumions or Hicuer Epucartion
(Dollar figutes are in millions)

) All Reporting Institutions® Endowment
Fiscal Income of 269
Year Endowment | Endowment | Percentage Identical
Income Fund Yield Institutionsb

1927-28....... $58.1 $1,150.0 5.05 $...
1929-30..,..... 67.4 1,341.7 5.00 19.8
1931-32....... 60.9 "1,312.3 4.44 19.0
1933-34....... 55.5 1,472.9 3 16.1
1935-36....... 60.1 1,553.6 3.87 17.8
1936-37....... 18.1
1937-38....... 70.7 1,641.1 4,31 18.9
1938-39....... 18.2

* From Biennial Reports of the United States Office of Education as follows: 1926-28,
pp- 716-18; 1928-30, Vol. II, pp. 366, 372; 1932~34, Vol. II, Chap. IV, pp. 38, 42;
193436, Vol. 11, Chap. IV (preprint), pp. 18, 40, 43; 1937~38, preliminary estimate.
The figures cover all endowed institutions, whether publicly or privately controlled.

b United States Office of Education, College Income and Expenditures, 1938-30
(preliminary sampling report, p. 12). This report does not state the total of the endow-
ment funds on which this income was earned,

dollar income from endowments equalled or exceeded the peak
established in 1929-30. Meantime, however, the endowment funds
of these institutions had shown a slow but steady growth, so that
even in this good year the average of earnings was still well below
~ that for the good years of the late twenties. In contrast with the
data for all reporting institutions, the sample group of 269 identical
institutions report a lower dollar income in 1937-38 than in the
peak year 1929-30, thus raising some question regarding the data
reported by the larger group. A partial explanation for the great
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increase in income reported by the larger group in 1937-38 may be
that some endowment income earned in earlier years—and set aside
for rainy days—was used this year and reported along with current
income receipts. The sample also indicates that the recovery of
1937-38 was temporary, and was followed by lower earnings in
1938-39.

Fluctuations in earnings have been greater for small funds than
for large, This has been shown by a number of investigations in

Yiewo on CorirciaTe Enpowments, BY Size or Funps, 1926-37
(Percentage return)

Yea Under $2,000,000 to Over
ear $2,000,000 $15,000,000 $15,000,000

1926.,.c0eiinnnen, 5.29 5.03 5.02
192700, 5.19 5.20 5.16
1928...00ciiinnnnn, 5.39 5.15 5,39
1929, ...cciennnnen, 5.27 5.10 5.32
1930....000ennninn, 5.32 4.99 5.24
1930, .enenne.s. 5.21 4.81 5.22
1932, 4.65 4.55 4.83
1933,...0iivnnn, 3.76 4.19 4.30
3.40 3.98 424

3.63 3.95 4.24

3.75 3.80 4.22

4.00 3.88 4.32

* Data for the small-sized endowments cover 18 institutions: for the intermediate,
11 institutions in 1926, 12in 1927, and 13 in all other years; for the large-sized, 6 institu-
tions in 1926, 7 in 1927, and 8 in all other years. The representative character of these
samples was tested by comparisons with reports for 105 additional institutions for
which data were available for a shorter series of years. American Council on Educa.
tion, Endowment Income and Investments, 1926-35, pp. 10-11; the same, ro26-37,
PP. 8-9. For 1936-37, the data were read from the published charts.

Similar results are shown by the following studies: Trevor Arnett, Observations on the
Financial Condition of Colleges and Universities in the United States (1937); W. C. Eells,
“Income from Endowments,” The Fournal of Higher Education, December 1936;
Charles R. Sattgast, “The Administration of College and University Endowments”
(unpublished thesis, Columbia University, 1939).

which average rates have been computed for funds of various sizes.
The data given above furnish the longest available series of such
annual comparisons.

As shown by these figures, the percentage return on small endow-
ments dropped from an average of §.27 in 1929 to 3.40 at the lowest
point reached, or a shrinkage of 35 per cent. For middle-sized en-
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dowments the corresponding decline amounted to 2§ per cent, and
for large endowments, 21 per cent. If the comparison is measured
from 1928 instead of 1929, the unfavorable shift in the earning
position of the small endowments is further emphasized.** By 1937
these small funds had shown a relatively sharp recovery from their
depression low, but even so their yield was only about three-fourths
what it had been in 1929, ;

Endowed colleges and universities have sought to protect their
sncome by increasing their holdings of preferred and common stock.
The accompanying table shows these shifts as they have affected the
principal types of investments.

Smrrrs 1v EnvowMenT Poxrrovtos, 1929, 1933, 1936
Percentages of Respective Annual Totals for 33 Collegiate Institutions

Investments 1929 1933 1936 *
Bonds:
Government, ................. 4.38 5.18 4.49
Corporate. ... S0 44.36 43.53 40.59
Preferred stock, . . 5.71 8.10 9.72
Common stock.................. 13.97 18.63 22.91
Real estate (excluding institutional
properties) e 12.75 9.54 8.72
Mortgages on real estate. ........ 15.83 10.3¢ . 8.40
Uninvested cash................. 0.27 0.87 1.43
Allother,.......oovviiviiinnnnn 2.67 3.8 3.74
All classes,......covveiviiinnns 100.00 100.00 100.00

* & Charles Sattgast, “The Administration of College and University Endowments,”
p. §7. The breakdown given for bonds is based on Sattgast’s data for 22 institutions
(the same, p. 68). The percentage distribution of the composite fund of 30 colleges and
universities studied by Wood, Struthers and Co, (Trusteeship of American Endow-
ments, p. 27) was as follows in November 1931: government bonds, 6.7; corporate
bonds, 43.1; preferred stocks, 7.8; common stocks, 10.0; real estate mortgages, 13.5;
real property, 13.1; miscellaneous, 5.8,

The percentage of total investments represented by corporate
bonds, real estate, and real estate mortgages declined considerably
from 1929 to 1936; while an increase of almost the same propor-
tions is shown for common and preferred stock. Other types of
investment, including government bonds, maintained a fairly stable

®In the figures given above no allowance has been made for differences in the
accounting methods employed by the various schools concerned. However, similar
results are reached in the study made by Sattgast (“The Administration of College

and University Endowments”) in which data for 45 institutions are adjusted to 2
fully comparable basis for the 3 years 1929, 1933, and 1936,
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position in the “average” portfolio. These changes are very differ-
ent from those shown by the portfolios of banks and insurance com-
panies, for college and university trustees have a wider range of
choice in the placement of their funds.

Further declines in income seem likely in spite of the improve-
ment in 1937-38 which was referred to above.** Universities and
colleges, like other institutions, are still benefiting from the fact
that they hold a substantial volume of old securities bearing rela-
tively high yields. As these mature or are called for repayment,
they are replaced by new low-rate issues. Thus the effects of current
trends are cumulative, and the average return on all holdings
gradually approaches the level of rates available in the market.

From the standpoint of university financial administration the
significance of the problem may be illustrated concretely as follows:
If the rate of return on a $100,000,000 endowment declines from
§ to 314 per cent, the income shrinks $1,500,000. To replace this
income, with current yields at 3 per cent, would require the raising
of an additional endowment of $50,000,000—a very large sum even
in prosperous years.

The importance of the trend of endowment incomes for the edu-
cational institutions of the country is suggested by the fact that in
1935-36 such income constituted 22.9 per cent of the total educa-
tional and general receipts in the privately controlled colleges, uni-
versities, and normal schools of the country, and 2.4 per cent in
those publicly controlled.

But the importance attributed to the problem by university edu-
cators is even greater than the statistics indicate. Two illustrations
will serve to indicate their views.

Looking toward the dismal future, the president of a well-
endowed New England college recently declared that if the en-
dowment income of American colleges and universities privately
controlled continues to shrink as it has during the past few years,

" The following statement made by President Hutchins late in 1939 furnishes
a case in point: “Although the University of Chicago has received gifts totaling
$6,768,872 in the last ten years toward the endowment of its General Budget,

the income for that budget will, according to the estimates, be lower in 1939-40

than in any year since the depression began. The rate has fallen from 6.45 per
cent to 3.96 per cent.”
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possibly 9o per cent of these institutions face the “threat of govern-
ment subsidies.”

Late in 1939 President Hutchins of the University of Chicago
referred to the continued decline in the rate of return on invested
capital as “the most important educational event of the past year.™®
He argued that unless the privately endowed universities find very
effective and far-reaching methods of adjusting their expenditures
to their income, they cannot hope to survive, He concluded that, in
the present state of American politics, “the decline and death of
endowed universities would mean that we should eventually have
no universities at all, for the state universities could not hold out
unaided against the prejudices of the public and practices of the
politicians” on whom they are dependent for funds.

Whether or not we agree with this view, we must conclude
that unless a reversal in the trend of interest rates is shortly in
evidence, the endowed colleges and universities of the country face
an extremely difficult future,

B. The Foundations

A study made in 1938 lists 247 foundations, large and small,
engaged in educational and philanthropic activities at home and
abroad. Together they cover a wide range of interests in the physi-
cal and social sciences, art, medicine, literature, and other fields of
learning and public service. Financial data are available concerning
only half of the number listed, but for the 123 reporting, aggregate
assets totaled roughly 955 million dollars. All of them are primarily
dependent on their endowment income for the funds needed to
execute their present and future programs of work.'

The income of philanthropic foundations has declined sharply
during the past decade. Data from the published reports of seven
foundations (with aggregate assets of around §50 million dollars)
- indicate in general the changes that have taken place. In 1929 the
lowest rate earned by any of them was 4.97 per cent, and for one
the rate was 6.57 per cent. In 1938 the Aighest rate earned was 4.59
per cent and one fell below 3 per cent. Aggregate interest and

* Saturday Evening Post, Nov. 11, 1939, P. 45. o
 Raymond Rich Associates, American Foundations and Their Fields IV (19 39).
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dividend earnings of all seven are given below as percentages of
the book value of their combined portfolios.

1926 ...oovieiienns 5.31 1932 ...l 4.85
1927 oo 5.54 1933 ...l 4.37
1928 ..ooiiviiienn 5.62 1934 ...l 4.31

1935 ...l 4.24
1929 ooiiiviinnn 5.82 1936 ..ol 4.51
1930 ...l 5.55 1937 ..ol 4.82
1930 Lol 5.05 1938 ...l 3.67

Foundations covered by our data have increased their holdings
of United States government bonds. Meantime there has been 2
decrease in their holdings of corporation bonds, and a sharp decrease
in cash items, The table below shows in detail the shifts made be-

Porrrouto Cuavces ror Six Larce Founbarroxs, 1929, 1933, 1935, 1938
(Percentage distribution of total earning assets)

Investments 1929 | 1933 | 1935 | 1938
Government bonds:
United States. ...oovvvvviiiienneinann. 24 4.5 9.7 | 213
Stateand local......oovhevieni i 0.4 0.5 0.4 0.9
Foreigh. . oo.oovviieiii i 4.4 3.4 21 2.2
Cotporate bonds. .. .oovvvvviiin v innnne 47.2 | 55.5 | 48.5 | 37
Stock:
Preferred......covvirii i 6.5 9.8 7.4 4.7
Common. ........coovvivinniiannnaaenns 25.8 | 23.5 | 26.8 | 31.6
Real estate mortgages. . .ovvvveiinnninnnn, 0.1 0.2 0.2 0.2
Cash, including bank deposits and demand
loans.oouvnieriveinniiiiiiin 13.2 2.6 4.9 6.4
Total....oooviiiiiiiiiiiin s, 100.0 | 100.0 | 100.0 | 100.0

tween 1929 and 1938, The figures cover only six of the seven
foundations included in calculating the average interest yield, since
we were unable to obtain the required portfolio breakdown for one
of the seven.

A glance behind the averages to the figures for the six separate
foundations shows that there has not been any uniformity in the
policies adopted by the directors of all of them. Two of the six con-
sistently refrained from purchasing the bonds of the federal gov-
ernment. One greatly increased its holdings of such bonds—from
§%4 per cent of total earning assets in 1929 to §3 per cent in 1938,
Only three of the six held any common stock in 1929, or even as
late as 1935, but all six had some funds placed in this type of
security by 1938.
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The significant fact is that none of the foundations studied was
able to maintain earnings at the 1929 level. On the contrary, for
six of the seven considered on page 103, the rate earned in 1938 was
the lowest for any of the 13 years (1926-38) covered by this sur-
vey. For the group as a whole the reduction in the rate of return
on investments from 1929 to 1938 was 37 per cent. This represents
a reduction in annual income of more than $10,000,000.

The connection between this reduction in income and the serv-
ices that these institutions are able to perform for various groups
of the world’s population is readily apparent. In particular, the
change must involve reductions in the grants made by the founda-
tions for work in the fields of medicine, public health, education, and
the like. For example, Raymond B. Fosdick, president of the Rocke-
feller Foundation, has recently observed,

«+ « it Is 2 question how much longer, under present economic condi-
tions, private research institutions can continue to secure adequate sup-
port from private sources, . . . The actual decrease of research funds in
private institutions presents a problem of crucial importance which is
involved with larger questions relating to the whole future of uni-
versities, institutes, and laboratories dependent on private sources for
support. As far as medical research is concerned—Ilimiting the discussion
to this one field—it would be a tragic outcome if through lack of
adequate funds the initiative and intellectual leadership which these
private institutions have given to medicine were gradually crippled or
curtailed,”

Obviously, the results of lower investment yields are far-reaching,
affecting all groups in the population, including the very poor.

The figures given above are based on the records of a small num-
ber of large and well-managed philanthropic foundations. Their ex-
perience undoubtedly is fairly typical of what has happened to other -
foundations of a philanthropic or educational character, and also
to the many small funds set up by local charitable agencies, hospitals,
* churches, fraternal associations, labor organizations, etc. The re-
striction of investment income for these agencies necessitates either
a curtailment of their services or a supplementation of income from
their regular supporters or from general community funds.

" Annual Report, 1938, p. 28.
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II1. INDIVIDUAL INVESTORS

The savings of individuals are made available for productive
purposes partly through the medium of savings institutions of the
types discussed in the preceding sections, and partly by direct in-
vestments in securities or other properties. The reductions in in-
come shown for savings institutions have, of course, adversely af-
fected the income of individuals who have provided the invested
funds—in the form of bank deposits, insurance premiums, etc, There
remains for consideration the way in which the decline in interest
rates has affected the direct investments of individuals.

Available data concerning this group of investors are much less
complete and satisfactory than for institutions, In the nature of the
case there are no regularly compiled series of reports showing the
amount and kind of securities they hold, or the yields they have
earned on their savings. However, a rough indication of the way
they have fared is provided by the income tax data compiled from
the returns of individuals (including partnerships).

Individuals, like institutions, have experienced a considerable
shrinkage in their investment income since 1929. The table below
shows the interest and dividends reported for income tax purposes
by individuals (including partnerships) for the years 1929 through
1937—the latest year for which data are available. The principal
sums from which these earnings were derived changed from year
to year: they were increased by the additional investments made out
of new savings, and diminished by the various losses that occurred,
Thus the income figures given in the table reflect changes in the
aggregate amount of investments held by those reporting, as well
as changes in money rates. Since information is lacking concerning
the principal sums involved from year to year,'® the income figures
given here cannot be converted to show the changing rate of return
earned by individual investors,

*In so far as bond holdings are concerned, an increase from 1929 to 1936 is
indicated by a Twenticth Century Fund study, Debss and Recovery rg2p to 1937,
pp. 319 and 360, The Securities and Exchange Commission, in a release dated
May 15, 1939, entitled “Selected Statistics on Securities and on Exchange Mar-
kets,” Pt. II, pp. 19-20, states that long-term securities held by individuals de-
creased from 1933 to 1937, A decrease in individual holdings of real estate
mortgages from 1929 to 1935 is indicated by Leonard Kuvin (National Industrial

Conference Board Study No. 230), Privats Long-Term Debt and Interest in the
United States (1936), pp. 18, 36.
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Interest income on the private obligations held by individuals,
according to the first column of the table, has declined without in-
terruption throughout the whole period represented. By 1937 the
amount reported for this item had shrunk to only 45 per cent of
that for 1929, Such a trend is, of course, in general agreement with
the course of interest rates as shown in Chapter IV.

Interest received from individual holdings of government obli-
gations—federal, state, and local—on the contrary, fluctuated
around the 1929 level, and in 1939 was 11 per cent above that
“norm.” Meantime, rates on such obligations were falling, and by
1937 were considerably Jower than at the beginning of the period.
Thus the evidence shows that in several years, at least, individual
investors were adding government securities to their holdings. The
figures also indicate that these additions were of small proportions
in comparison with the aggregate investments of individuals.®

InterEsT AxD Divipenp Receiprs Reportep By Inpiviovar InvesTors, 1929-37%

(In millions of dollars)

Interest on Interest on
Year Private Government Dividends Total

Obligations Obligations®
1929......... 1,908 270 4,783 6,961
1930......... 1,608 262 4,197 6,067
1931......... 1,338 232 3,114 4,684
1932......... 1,142 238 1,972 3,352
1933......... 962 ' 2 1,559 2,798
1934......... 909 294 1,966 3,169
1935......... 901 282 2,235 3,418
1936......... 888 269 3,174 4,331
1937......... 862 301 3,514 4,677

s Compiled from U. S. Bureau of Internal Revenue, Statistics of Income, Pt. 1, for
years specified, .

b This includes interest received or accrued on wholly or partially tax-exempt
obligations of the federal, state, and local governments, as reported in individual re-
turns showing net income of $5,000 and over.

Dividend receipts, as shown By the third column of the table,
dropped sharply after 1929, when the decline in business activity
was accompanied by the suspension or reduction of dividends by

®In its February 1939 Bulletin, p. 22, the Treasury Department shows that

on June 30, 1938, individuals (including fiduciaries, estates, etc.) held 8.3 billion
dollars of the federal government’s direct obligations and o.g billions of guaranteed
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many corporations. In fact, a large part of such reductions was
borne by individual investors, for this group holds a large propor-
tion of the preferred and common stock of American business cor-
porations.® A low was reached in dividend receipts in 1933, fol-
lowed thereafter by a gradual but steady rise, with the amount re-
ported in 1937 equal to about 73 per cent of that for 1929.

The final column of the table shows that total interest and divi-
dend income declined from 7 billion dollars in 1929 to 2.8 billions
in 1933. Subsequent years show steady improvement. However, the
total reported for 1937 amounted to only 4.7 billion dollars, or 60
per cent of that for 1929. These movements roughly parallel the
decline and recovery in dividend receipts referred to above, for
dividend receipts accounted for almost 70 per cent of the taxable
investment income reported by individuals in 1929, and for 75
per cent in 1937.

In general, the investment income of individuals at the end of
the period was considerably below that reported for 1929 in spite
of the larger (taxable) interest income received from government
obligations. As indicated above, this resulted in part from the de-
cline in money rates—allowance being made for the net change,
during the period, in the principal sum on which the income was
earned. An additional factor of considerable importance was the shift
investors were making in the general character of their holdings.
Data are not available for showing the magnitude of such changes.
It is known, however, that many individuals, disturbed by uncer-
tainties in the business situation, have converted an appreciable pro-
portion of their savings into cash or short-term obligations readily
exchangeable for cash. Earnings on such holdings are at very low
rates, but safety rather than yield is the purpose of such shifts.

obligations, or & total of ¢.2 billion dollars, this amount representing 22 per cent
of the total direct and guaranteed obligations of the government, Similar data,
which are available for only one earlier period, show that on June 30, 1937, total
individual holdings of government direct and guaranteed obligations amounted
to 10.7 billion dollars, and of state and local securities, 8.3 billions. 76 Cong.
t sess,, Hearings on 8. Res. 303 before Senate Special Committee on Taxation of
Governmental Securities and Salaries (1939), Consolidated Report, p. 14.

" Dividend receipts reported by this group usually account for roughly half of
the dividends reported paid by all domestic corporations,
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IV. BROADER IMPLICATIONS

The effects of declining interest rates upon investment income,
which we have been considering in this chapter, are of the utmost
economic and social significance. Unless present trends are reversed
in the not distant future, drastic readjustments in educational and
social service programs and in ways of living will be necessary.

The effects upon the activities and services of privately financed
educational and philanthropic foundations are obvious enough:
they involve curtailment of such vitally important services as edu-
cation, public health, and religious and character-building activities.
The effects upon the amount of savings that must be made in order

to achieve economic security, and the bearing of this on standards
of living, while not so readily apparent, are of no less fundamental
importance.

In a highly developed pecuniary society, the making of provision
for the proverbial rainy day and for security in old age commonly
involves the purchase of money market securities. This is true
whether such savings take the form of investments made directly
by individuals, or of sums placed with savings and insurance insti-
tutions. In either case, with interest rates reduced, a proportionately
large amount of savings is required to provide for a given level
of comfort in old age.

While it has never been possible for investors to gauge their
savings programs in the light of definite knowledge as to the precise
level of interest rates that will prevail in the future, until recently
it appeared that one could reasonably count on a range of something
like 4 to 6 per cent. At present a return of 2 per cent, or even less,
does not appear impossible for the future. Investors, therefore,
must decide whether they will begin now to save a great deal more
annually in order to provide for the future, or will take a chance
on 2 possible rise in rates in the future.

Intermediary savings institutions are also confronted with serious
difficulties. They have been endeavoring to protect their income
through drastic reductions in costs, through increasing the charges
on certain kinds of services, and through various shifts in the char-
acter of their assets, Meanwhile the flow of new savings has con-
tinued to be so large, relatively to available outlets, that they have
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found it necessary to discourage investment—through the reduc-
tion or elimination of interest on deposits, and through increases in
charges on certain kinds of insurance policies and the discontinuation
of others. Moreover, the full effects of declining interest rates have
not been manifested, because many of the older high-yield issues
have not as yet been refunded or replaced by those bearing lower
rates.

The traditional way of viewing changes in interest rates is that
such changes are, in the nature of the case, but temporary. It is
argued that a decline in interest rates—or for that matter, a rise—
will automatically bring economic readjustments which will shortly
affect the rate of interest itself.

From the standpoint of the individual saver, it is argued that if
the rate of return should decline very much, he would be less
willing to make the sacrifice involved in the act of saving. This
analysis is no doubt applicable in many cases, but with individuals
who are concerned with making adequate provision for old age, the
pressure is certainly in the opposite direction. In any case, it appears
that savings habits have thus far not been materially altered as a
result of the change in interest rates.”

From the standpoint of business enterprises interested in borrow-
ing money through the issuance of securities, it is urged that the
lower the interest rate, the greater is the inducement to borrow. We
cannot here enter into a discussion of this problem, but it is apparent
that we have now had low interest rates for several years and that
they have not stimulated any noticeable expansion of either long-
or short-term borrowing operations. This suggests that other factors
than interest rates are of controlling importance in the decisions of
business men.

* TThe estimates of the volume of individual savings in 1936, to which reference
has been made on pp. 38-39, indicate no great change in the pattern of savings as
compared with pre-depression years,



CHAPTER VI
THE FINANCIAL STATUS OF CORPORATIONS

The great economic changes which have taken place since 1929
have naturally had important effects upon the financial status of
corporations. The purpose of this chapter, and also of the two
which follow, is to analyze the resulting changes in corporate
finance with a view to throwing light upon present and prospective
needs for additional capital. In the present chapter we shall survey
the corporate financial trends in aggregate terms covering all cor-
porations in the major fields of industry. In Chapter VII attention
will be directed to the financial problems of corporations of varying
sizes with especial emphasis upon large corporations. Then, in
Chapter VIII, the problems peculiar to medium-sized and small
corporations will be considered.

1. CORPORATE FINANCIAL TRENDS, 1926-37

The analysis will be based in the main upon the financial state-
ments of corporations covering the 12-year period 1926 to 1937
inclusive. The most complete information about the actual financial
set-up of corporations in the aggregate comes from the financial
statements® submitted in connection with their income tax returns.
The latest year for which these data have been published-is 1937.

In studying this information, we shall first consider the general
trends with respect to assets and liabilities in each of the major
groups of corporations, This will be followed by an analysis of the
causes and the extent of the dissipation of assets among all non-
financial corporations. Third, special consideration will be given to
the reduction of working capital which has occurred. Finally, the
extent of the decrease in the capital of commercial banking institu-
tions will be indicated.

A. Corporate Assets

The analysis of general trends in the assets and liabilities of non-
financial corporations will be confined to the following classes of

* Presented in U, S, Bureau of Internal Revenue, Statistics of Income,

110
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industries: railroad; public utility; construction; mining; trade;
service; chemical; food, tobacco, and beverage; metal; and textile.
The assets of these ten major groups of industries represent ap-
proximately 85 per cent of the total assets of all corporations other
than financial. The corporations omitted constitute a heterogeneous
group representing mixed and relatively unimportant classes. The
conclusions stated below are based on two appendix tables which
classify the assets and liabilities of each of these groups of corpora-
tions.”

Corporate assets may be grouped into two broad classes—current
and fixed, Current assets include cash and those assets which in the
normal course of business may shortly be converted into cash.
Fixed or capital assets are properties of a more permanent nature,
chiefly plant and equipment, and corporate securities held for pur-
poses of control or 2 voice in the management.

Fixed assets in most groups are larger than current assets. This
is particularly true for the railroad, public utility, mining, and serv-
ice industries. On the other hand, current assets are more important
in the trade and textile groups, owing to the typically large inven-
tories and accounts receivable. Most types of industry keep but a
small portion of their total assets in the form of cash and tax-
exempt investments. The relative decline of current and fixed
assets from 1930 to 1936 will be discussed in 2 later section (see
p- 117). .

In most of the groups the aggregate amount of essets declined
over the period as a whole. Although there was a considerable in-
crease in total assets from 1926 to 1929,* this increase was in most
cases more than wiped out in the thirties. The service group, how-
ever, shows a continued increase subsequent to 1929, due in part
to the incorporation of new companies and of enterprises formerly
unincorporated. Although comparable data are not available for
1926, data from other sources indicate that total assets for railroads
in 1937 are about the same as in 1926, and that total assets of public
utilities although below 1929 are greater than in 1926, However,
in the groups in which assets have decreased over the 11-year period,

* For tables and discussion of data, see App. C, pp. 363-66.
* Mining shows a decrease in this period,
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these decreases, as we shall presently show, are attributable in part
to a writing down of the book value of assets, and in part to dis-
bursements in excess of available income.

Inventories in every field were low relatively to total assets
throughout the period wnder consideration. The heavy losses
sustained on inventories during the depression period of 1920-21
led to a policy of conservatism in the matter of inventories. In con-
sequence, there was a tendency to restrict buying to immediate
requirements. The increase in inventories from 1926 to 1929 was,
in every field, less than the increase in other assets. Inventories
naturally declined during the course of the depression, and they
naturally increased somewhat between 1932 and 1936. There was
a rapid increase in late 1936 and early 1937. At the end of 1937 the
amount of inventories was 12 per cent greater than in December
1936—a rise which was proportionally much greater than the in-
crease in total assets.

B. Corporate Liabilities

Aggregate liabilities—which are of course equal in amount to
total assets—are composed of two broad classes of claims on the
assets of corporations. The first class—loan capital—includes trade
cpedit (bills and accounts payable), bank credit (notes payable),
and long-term debt (bonds and mortgages). The second class—
share capital—represents the interest of shareholders in the busi-
ness. Loan capital is composed of short- and long-term claims—
current liabilities and funded debt, respectively. Share capital is
represented by preferred and common stock and surplus. The lia-
bilities of the major groups of corporations are given in the appendix
table on pages 365-66.

The proportion of share capiral has seldom been less than half
the total lisbilities. In the railroad, public utility, construction, trade,
and service industries, share capital represents approximately 50
per cent of the total liabilities—including both funded debt and
current liabilities. In the mining, chemical, metal, and textile in-
dustries share capital accounts for from 70 to 80 per cent of the
total liabilities. Preferred stock constitutes a relatively small pro-
portion of total share capital. It is particularly low in the mining
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and construction fields but higher in the utility, metal, and textile
industries. Similarly current liabilities are usually small in relation
to total loan capital. However, in construction, trade, ‘metals, and
textiles, current liabilities represent the more important type of -
loan capxtal ‘

The ratio of share capital to total liabilities declined after 1929
This decline was due in some fields to the write-down in the value
of the stock. The shrinkage in stockholders’ investment was, how-
ever, largely the result of the contraction of the surplus account,
This contraction was especially severe in the case of the service,
construction, and metal industries. This surplus decrease reflected
the decrease of asset values over these years.

In most fields the funded debt showed little or no increase over
the period 1926-37. In the case of the railroads and utilities, where
the funded debt has been a major element, it declined slightly. In
the manufacturing fields, food products, metals, and textiles, there
was some increase in the funded debt, but it continued to be small
in relation to the total liabilities. Only in the service industry did
the funded debt increase so sharply as to become an important part
of the capital structure.

The unfunded corporate debt of most types of mdustry increased
in 1933—the beginning of the recovery—both in amount and in rela-
tion to total liabilities.* It was particularly marked in the case of
the railroads, trade, metal, and chemical industries. This increase

was due to the rise of business activity which was financed by bank
and trade credit.

II. THE DISSIPATION OF ASSETS

In this section we shall concentrate attention upon the magnitude
and causes of the decrease in aggregate assets of non-financial
corporations as 2 whole during the period 1930-37.

A reduction in the aggregate assets of corporations may result
from four causes: (1) the dissolution of corporations; (2) the pay-
ing of debts; (3) the writing down of the book value of assets as
a result of property losses and reduced earning power; and (4)

*The sharp decrease in the unfunded debt and increase in the funded debt from

1936 to 1937 are largely due to a reclassification by the Burean of Internal Revenue
of short-term notes payable,
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disbursements in excess of available income. The aggregate results
are reflected in the asset totals for all corporations shown on the
balance sheet. However, to ascertain the extent to which the de-
crease is attributable to disbursements in excess of earnings, it is
necessary to analyze the income accounts.

T'he reduction in assets from 1929 1o the end of 1937 aggregated
about 32 billion dollars. The assets of all non-financial corporations,
and of each of the major groups, for the three years 1926, 1929,
and 1937 are shown in the accompanying table.

Assers oF CorporaTions BY Major InpusTrIAL Groups, 1926, 1929, 1937
(In millions of dollars)

Type of Industry 1926 1929 1937

Agticulture and related industries. ...... 2,050 2,140 1,987
Mining and quarrying................. 12,172 11,832 9,146
Food and kindred products............. 8,884 . 9,800 8,288
Textile products...........ccovvvvienns 6,260 6,623 4,455
Leather and its manufactures........... 1,227 1,198 751
Rubber products. .........oooveeinenn, 1,376 1,422 1,006
Forest products. .......ovoviveiennnn.. 4,023 3,672 2,179
Paper, pulp, and products............. 2,007 2,573 2,283
Printing, publishing. .................. 2,384 2,838 2,603
Chemicals and allied products. ......... 12,258 14,031 11,75§
Stone, clay, glass. .. ......oceieeennnn.. 2,237 2,303 1,983
Metal and 1ts products................. 21,223 23,079 18,796
Other manufacturing. . ................ 2,759 2,654 1,625
Construction. .. ..o..oovvirvnneennnn. 2,358 3,095 1,702
Transportation and other public utilities. .| 57,245 77,192 64,648
Trade.....oviiniiiiiiiiiccenne 19,140 21,842 18,853
SRTVICE. « v vuvnnvenriiie s 4,873 7,820 10,835
Miscellaneous. .......cvuvivurnneinen. 160 252 61

Total.........ovevveenn . 162,726 195,056 162,956

* From U. 8. Bureau of Internal Revenue, Statistics of Income for 1926; the same,
929 and 1937, Data for intervening years are included in the appendix table, p. 367.

It will be observed that total assets decreased from a maximum
of 195 billion dollars in 1929 to 163 billions in 1937. The aggre-
gate figure for 1937 is almost identical with that of 1926. That is
to say, the 32 billion dollar increase in the aggregate assets of all
non-financial corporations between 1926 and 1929 was matched by
a like decrease in the ensuing eight years. It should be noted here
that the low point in total assets was reached in 1935 at 158.4 bil-
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lions.* The increase in assets in 1936 and 1937 was in large part
due to an expansion of inventories, '

The decline in assets over the period as a whole occurred in every
group except the so<alled service industries—a broad classification
including the professions, hotels and restaurants, amusements, and
a miscellany of small-scale activities. The greatest decrease is found
in the broad group which includes transportation and other public
utilities, amounting between 1929 and 1937 to 13 billion dollars.
The next greatest decline was in metal and its products, amounting
to 4.3 billions. In percentage terms the most important declines are
shown in the construction, leather, textile, and rubber groups.

In contemplating these aggregate asset figures the reader should
bear in mind two facts. First, since they include all corporations,
the changes reflect the organization of new corporations and the
dissolution of old ones, as well as changes in the average size of
corporations. Second, they reflect bookkeeping adjustments of
values either upward or downward as the case may be. As we shall
now proceed to show, the larger part of the decrease in assets since
1929 is not attributable to write-downs but to disbursements in
excess of the amount of available income.

About 20 billions of the decrease in assets is due to dishursements
in excess of available income. In order to explain this dissipation of
assets it is necessary to discuss briefly the sources of gross corporate
income and the varied purposes for which disbursements are made.
The gross income of corporations represents the proceeds of sales
of goods or services, plus such non-operating income as may be
received. From this gross income the company must first meet oper-
ating expenditures in connection with the purchase of materials and
supplies and for salaries and wages to its employees. Next it must
pay interest and rentals on borrowed funds or property, and taxes
to the government. Many of these cash disbursements are in pay-
ment of contractual obligations, and all of them constitute “prior”
claims against gross income.

The allocation of the balance of the gross income, if any, is de-
termined by corporate policy. It is ordinarily used for the following
principal purposes: (1) to pay dividends on share capital; (2) to

*See App. C, p. 367.
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provide for the replacement of plant and equipment used up in the
productive process—which is represented in the financial statements
by the depreciation allowance; and (3) to increase either plant and
equipment or working capital assets.
The dissipation of assets from 1930 through 1937 resulted from
the fact that allowances for depreciation, depletion, and bad debts,
“plus cash dividends, exceeded the available income. The following
table shows the annual disposition of corporate gross income for all

Dispostrion or Gross Income or ALt Corporarions, Excepr Finvawciar, 1926-378
(In millions of dollars)

Income before Allow-
og:::: Cash Dividends Cash 2‘222' ances for] Rss"lt'
Year | Oross ing | 2nd Allowances| - S f 8 | Depredi- Ch ne
Income E I . | for Bad Debts v1- of | ation anges
end- v dends | Bad in
i’:&_ o Depreciation, Debts and De- Assets
and Depletion OB | pletion ¢

1926....] 129,979 | 119,036 10,943 4,967 | 533 | 3,580 | 41,854
1927....| 131,342 | 121,351 9,991 5,354 [ 533 [ 3,607+ 497
1928, ... 137,769 | 126,077 11,692 5,760 | 857 | 3,827 | +1,548
1029....] 144,685 | 132,042 12,643 6,757 | 602 | 4,117 | 41,167

Total.| 543,775 | 498,506 45,269 22,838 | 2,225 | 15,140 | 45,066

1930....1 124,879 | 116,959 | 7,920 6,555 | 650 | 4,108 | —3,393
1931....1 94,520} 90,055 4,465 4,870 | 679 ( 3,858 | ~4,942
1932....| 71,477 69,492 1,985 3,100 | 739 | 3,577 | —5,432
1933....] 64,623 | 60,201 4,422 12,5311 705 3,387 | -2,201
1934....| 90,983 85,323 5,660 3,561 | 5871 3,283 [ —1,771
1935....| 103,320 { 96,528 6,792 4,36t | 498 3,307 -1,374
1936....) 117,451 | 108,995 8,456 5424 | 484 3,290 | — 742
1937....[ 129,874 | 121,091 8,783 5,544 | 442 3,503 | — 706

Total.| 797,127 | 748,644 | 48,483 | 35,947 | 4,784 ( 28,313 |—20,561

* Far sources and discussion of data, see App. C, pp. 368-69.

classes of corporations other than financial for the years 1926 to
1937 inclusive, and the resulting changes in assets.

It will be seen that in every year in the late twenties, the income
available, before deductions for cash dividends and the various
allowances, exceeded the amount of the dividends and the require-
ments for bad debts, depreciation, and depletion. The result was an
increase in either fized or working capital assets. The increase in
assets aggregated §.1 billion dollars in the four years 1926-29.

In the following eight years, however, the allowance for bad
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debts, depreciation, etc., plus cash dividends, regularly exceeded
the available income—as shown in column 3 of the table. Since
the available income was not sufficient to meet these various dis-
bursements and allocations, there was a decrease in fixed or working
capital assets—in amounts reflected in the last column. The total
reduction amounted to 20.6 billion tollars.

That is to say, after paying dividends and providing for bad*
debts, depreciation, and depletion, the income in the late twenties
was sufficient to permit substantial additions to assets. But in the
thirties the shrinkage of income necessitated one of three things:
a curtailment of cash dividends; a sharp reduction of the various
allowances; or the using up of assets.

Asser Dissipations or At Companies, exceer Financial, Reportivg No Ner
Income, 1930-36*

(In millions of dollars)

Year Current Assets Fixed Assets Total Assets

2,236 1,430 3,666

2,878 2,190 5,008

3,027 2,361 5,388

1,009 1,825 2,834

873 1,504 2,317

823 1,34 2,167

508 853 1,361

Total dissipation. . 11,354 11,507 22,861

* For discussion of data, see App. C, pp. 368-69. Segregated data for companies
reporting net and no-net income are not as yet available for the year 1937,

Under the conditions prevailing the corporations evidently con-
sidered it sound policy to continue dividend payments on"a sub-
stantial basis and to make the customary charges for depreciation—
since physical depreciation continues even though the scale of opera-
tions is reduced. The inevitable result of the policy pursued was the
dissipation of assets, which of course necessitated corresponding
adjustments in the surplus and capital accounts,

The dissipation of assets was of course found chiefly in companies
reporting no net income.® The figures thus far given relate to all
corporations and include those reporting net income after all neces-

* Companies reporting a net income would in some instances show a dissipation
of assets on our basis of calculation,
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sary allowances had been made, as well as those which had a deficit.
Attention will now be focused upon the extent and nature of the
dissipation of assets among the companies which showed no net
income during the period under consideration. The table on page

DrssiPATION OF AssETs BY INpusTRIAL GROUPS, 1930-37"

MILLIONS OF DOLLARS MILLIONS OF DOLLARS
3,500 3,500

2,000+ 15.000
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* For data, see App. C, p. 369.

117 shows the asset dissipations of these unprofitable corporations
during the years 1930-36. The total of 22.9 billions compares with
19.9 for all corporations in these years, indicating that the profitable
corporations in the aggregate were able, out of earnings, to im-
prove their asset position by 3 billion dollars. It will be noted that
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the dissipation of assets among unprofitable corporations was about
equally divided as between fixed and working capital.

The extent to which assets have been dissipated varied widely in
the several groups of industries. The changes from 1930 to 1937 for
the major industrial divisions are shown in the chart on page 118.

The chart shows large dissipations of assets in mining, metal
products, railroads, public utilities, and trade, in each case amount-
ing to 2 billion dollars or more. The small dissipations in nine
groups aggregate less than those in either metal products or trade.
The seven groups showing dissipations of more than 1 billion dol-
lars account for nearly 85 per cent of the aggregate for the 18 indus-
tries shown.

IIT, THE DECREASE IN WORKING CAPITAL

A fundamental problem of financial administration is the main-
tenance of an adequate supply of working capital. Working capital
is used here in the sense of “net working capital” or the excess of
current assets over current liabilities, Working capital thus repre-
sents a margin of available liquid assets which can be used for any
corporate purpose. It provides the essential element of flexibility
in the financial position of the corporation. A corporation builds up
its working capital position either by allocating a portion of the
proceeds of security sales to working capital, by retaining a por-
tion of its net income, or by accumulating the net funds appro-
priated for depreciation and depletion. Such allocations, retentions,
and accumulations may take the form of cash, securities, receivables,
or inventories. '

The amount of working capital of non-financial corporations as a
whole showed & material decline from 1930 to 1936. The trend
in the working capital position of the major groups of industrial
corporations for selected years from 1926 to 1936 is shown in the
table below." As will be seen from the table, the decrease since 1929
is particularly noticeable in mining, textiles, forest products, chemi-
cals, metals, railroads, and service industries. It will be noted that
in the case of the railroads and service industries, working capital
has become a minus quantity.

'Rai!roads and public utilities are included in this table since it was possible
to obtain working capital data for each group separately.
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Workng Carrras Posrrion or Nox.Fivanciar CorroraTIONS, FOR SELECTED YEARSS

Net Working Capital Current Ratio
Type of Industry (In millions of dollars)

1926 11929 11932 { 1935 | 1936 | 1926 1929 {1932 | 1935 | 1936
Agriculture.......... 341 126! 200 65 79 0.92 1.34] 1.05] 1.17) 1.21
Mining. ............ 1,203)1,243 515 201| 393 2.33 2.27| 1.67} 1.17; 1.38
Food, tobacco, etc.. . .(2,236/2,398(2,185/2,31112,581| 3.05| 3.88) 3.73 3.18) 3.38
Textile.............. 2,2722,372/1,32011, 543|1,273| 3,11 3.06] 3.48) 3.21} 3.29
Leather............. 549) 569) 366 386 396 3.61) 3.82| 4.89| 4.09] 3.57
Rubber products, . ... 482 440 257| 330 3371 4.03 3.40[ 2.2¢] 4.11) 3.65
Forest products. ..., 906! 906| 420{ 4231 480 2.31) 2.52( 2.15} 2,32 2,49
Paper, pulp, etc.. .. .. 490 583] 343 460 491) 3.58 3.96] 2.99| 3.14| 3.44
Printing, publishing...| 441] $43| 350| 5$39| 543 2.29] 2.45| 1.62] 2.70| 2.66
Chemical.........,.. 2,803(2,897\2,39812,139:1,002) 4.19] 3.96( 3.33] 2.47] 3.05
Stone, clay, glass. ..., S57| 564| 364 433 464 3.81] 3.80] 3.35| 3.46] 3.51
Metal.............. 7,257|8,081/5,042(5,005/4, 315 4.60( 5.36 3.67| 3.44] 3.09
Other manufacturing.| 988 885 514 Si4) 622( 3.75| 3.29| 3.37} 3.33; 4.24
Construcgpn. ........ 558] 638| 414| 365! 444| 1.87 1.75} 1.93} 1.98| 2.02
Railroad. ........... 515 239|—247|~742)~833] 1.40( 1.16; 0.81{ 0.59 0.61
Public utility........ 3531 284{ 236 307 275| 2.13; 1.66 1.64( 1.88( 1.74
Trade............... 7,7257,98315,324/5,91416,469| 2,55 2.39| 2.55} 2.18 2.20
Service. ....ovuinnns 80| 555 86{—220{—222) 1.11] 1.58 1.09] 0.82( 0.84

® Data for railroads are for Class I roads, from Statistics of Railways in the United
States; for utilities, Standard Statistics, Trade and Information Bulletin, for other typese
of industry, U. S, Bureau of Internal Revenue, Statistics of Income. :

Figures are not given for the year 1937, because the Treasury Department has
changed its classification of “notes and accounts payable” by excluding therefrom
“short-term” notes and bonds due within one year. The result of this reduction in cur-
rent liabilities is to improve the apparent working capital position and current ratio.
The 1937 figures are therefore not comparable with those of preceding years.

The current ratio—that is, the amount of the current assets
as compared with the amount of the current liabilities—is also
shown in the accompanying table. In general, though not in all cases,
the ratio has declined. More detailed consideration will be given
to the current ratio in connection with the discussion of large and

small corporations respectively in the following chapter.®

IV. INCOME AVAILABLE FOR INTEREST AND
. DIVIDEND PAYMENTS
- This discussion of corporate finance will be concluded with a
brief analysis of the effects of recent economic developments upon
earnings. We shall first compare net income after all taxes and
depreciation charges have been met with interest requirements on

® See pp. 131-39,
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both funded and unfunded debt. Second, we shall indicate the in-
come available for dividend payments. In order to place the data
for all companies on a comparable basis, the income available for
dividends is shown as a yield in dollars on each $100 of invested
shareholders’ capital, including surplus. The detailed data on which
the following statements are based will be found in the table on
page 122. The data are available only for the years 1931-37.

Railroad income has been continuously low in relation to interest
requirements. In a number of years it was actually less than interest
requirements. In the comparatively good years 1936 and 1937 the
coverage was only 1.37 and 1.20 times. This situation is attributable
to two factors—the heavy funded debt of the railroad industry, and
the exceptional difficulties with which this industry has been con-
fronted in recent times, Earnings on share capital show wide fluctua-
tions. In most years there was a deficit for the railroad industry as a
whole.

The public utility industry has shown a remarkable stability,
both in the amount of coverage for interest requirements and in
earnings on share capital. The range of the interest coverage has
been from 1.87 to 2.42 times; while the earnings per $100 of share
capital have varied from 4.83 to 7.66 per cent.

The mining industry shows a substantial deficiency of income to
meet interest charges from 1931 to 1933, but a fair recovery in the
ensuing years, Earnings on share capital show 2 similar trend, ris-
ing to about 3.3 per cent in 1937.

The food, beverage, and tobacco group, owing to the small
amount of bonded indebtedness, shows an excellent coverage of
interest requirements, Earnings on share capital also were reasonably
steady and satisfactory, ranging from a low of 3 per cent in 1932 to
9.7 per cent in 1936,

Textile earnings show wide fluctuations. This group earned much
less than interest charges in 1931 and 1932, but there was a sharp
recovery in 1933. Earnings on share capital since 1933 have fluctu-
ated from 0.4 per cent to §.2 per cent.

The chemical group of industries, which includes (in the Szasis-
tics of Income classification) pharmaceutical products, fertilizers,
and oil, as well as chemicals proper, shows adequate coverage of
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Corporate Income CompareD wits INTEREST OuTgo, AND

Earnincs wite Suare Cariray, 1931-372
(In dollars)
3. INCOME {AFTER TAXES AND DEPRECIATION) PER DOLLAR OF INTEREST PAID

Type of Industry 1931 | 1932 | 1933 | 1934 | 1935 | 1936 | 1937
Agriculture. ... ~2.35 {— 2.09(—0.47 {—0.50 | 1.58} 2.42| 1.85
Mining.....ooovoennn. —1.37 |~ 1.261-1.01 | 1.38| 1.44| 2.77| 4.38
Food, beverage, and t

baceo. ... ...l 432 3.57] 548 7.69| 8.48|11.91| 7.65
Textile. .. ..|—3.76 |- 6.63] 4.67 1.45] 2.97| 6.38| 3.2
Leather..........c0o0u —-3.71]— 5.33] 6.20| 4.00| 7.00} 7.00] 4.00
Rubber products. ...... 0.10 [— 0.58 1.29  1.42] 2.00| 6.50 | 4.87
Forest products. ....... —-4,09 |- 5.68/—1.67 |—1.18 | 0.21} 3.22( 3.91
Paper, pulp, and products| 0.85 [— 0.57| 1.52 | 2.96| 2.25| 4.95| 5.69
Printing and publishing.| 2.97 | 0.34) 2.11| 2.16| 6.32| 8.11| 7.73
Chemical............. 1.90 | 1.47 2.67( 6.04| 9.60 | 12.65 | 13.04
Stone, clay, and glass...|—0.61 |— 4.31] * 3.771 6.00 | 10.91 | 12,09

(32 O —0.61 |- 5.70] 0.09| 3.73| 8.92112.93| 11.69
Other manufacturing....]—-1,24 [— 4.10/-0.92 | 4.50 | 10.00 | 17.50 | 13.42
Construction, ,........ 1.26 [— 1.421-1.09 [-1.23 | 0.58 | 3.00[ 3.69
Railroad. ............. 1.26 | 0.75| 0.99 097 1.02| 1.37| 1.20
Public utility.......... 242 2.02( 1.881 1.87 1.98} 2.13| 2.18

rade. . ooiniiiinin ~0.92 |— 3.23 1.20 3.19| 4.19| 6.35( 5.54
Service.......oiivnnnn 0.72 |— 0.49/-0.48 | 0.12} 0.39| 0.86| 0.97

I EARNINGS PER $100 OF SHARE CAPITAL
Agriculture............ —~5.27 |— 5.83]—2.90 [-3.33} 0.91} 2.21| 1.18
Mining. ..ovniveinnns —2.68 |— 2.52|-2.23 | 0.41] 0.47] 1.75| 3.29
Food, beverage, and to-|

bacco........ooiinn. 4.8 3.37 536 7.37] 8.56| 9.68( 6.82
Textle.........ovvvnes —5.69 |— 7.31 3.48) 0.44 191 5.24| 2.29
Leather............... —-4.91 |- 6.60] 3.68] 2.69| 2.62| 5.25| 3.11
Rubber products. ...... —-2.431—- 4,18 0.54] 0.5 1.21} 6.76} 1.39
Forest products........ —8.33 |~10.28—3.84 |-2.98 |~1.17 | 2.82| 3.26
Paper, pulp, and products|—0.51 |— 3.38| 0.84 | 3.08 | 2.06 5.33| 6.17
Printing and publishing.] 2.45 |~ 1.36| 1.08 | 3.68 | 6.40| 7.97 | 6.51
Chemical.............. 1.16 | -0.63 1.72| 3.69| 5.78| 6.87 | 6.81
Stone, clay, and glass...|—-1.97 |- 6.06)—1.38 | "1.61 | 4.08 7.581 7.46
Metal..... P —~1.50 |— 5.99—0.71} 2.28 ] 6.24| 9.33 | 10.01
Other manufacturing....|—4.26 |— 8.241-2.67| 2.72| 6.85| 9.07| 7.79
Construction........... 0.7t [~ 6.68—4.62 |—3.21 |~0.61 ] 2.77| 3.46
Railroad.............. 1.51 {—~ 1.39) 0.01|-0.10( 0.16] 1.88} 0.27
Public waility.......... 7.661 6.04 5.28| 4.831 5.37| 6.17| 6.2
Trade....coovnnnnn. -3.55|—6.77] 0.30) 3.05] 432 7.07| 59
Service......oouierenn. —1.07 {— 7.73|—8.10 |—5.40 |~4.34 {-0.98 (-0.22

s Data for railroads are from Interstate Commerce Commission, Statistics of Rail.
ways in the United States; for utilities, Standard Statistics, Trade and Information Bule
letin; for other types of industry, U. S. Bureau of Internal Revenue, Statistics of Income.
All income and earnings data from Statistics of Incame are adjusted to exclude capital
gains and capital losses. The minus sign indicates deficits in income and earnings.

b Net income is zero,
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interest requirements even in the years of deep depression, and
marked improvement in the years which follow. Earnings on share
capital fell to 0.6 per cent in 1932 but rose steadily thereafter to
nearly 7 per cent in 1936 and 1937.

Metals show the widest fluctuations of any group. There were
huge deficits, even on interest account, in 1931-32, but a highly
satisfactory situation in 1935-37. There was a substantial deficit in
the earnings on share capital between 1930 and 1933, but earnings
of 9 to 10 per cent are recorded for the years 1936 and 1937.

The construction industry shows a prolonged deficiency of in-
come. It was not until 1936 that interest charges were covered.

The earnings of the trade group, except in 1931-33, Were rela-
tively good. The earnings on share capital reached 6 to 7 per cent
in 1936-37.

The service group of industries shows a continuous deficiency of
income. In no year were interest charges covered.

The agricultural group failed to earn the interest requirements
until 1935, and the coverage thereafter has been meager. The for-
est products group shows a similar trend. The stone, clay, and glass
industries show wide fluctuations, with an eminently satisfactory
earnings position since 1934.

The paper and pulp industry shows only two years during which
income was less than interest requirements. Comparatively satisfac-
tory interest coverage and earnings on share capital characterize
this group. The situation in the printing and publishing industry
was also satisfactory, and the earnings were at a higher level than in
the paper and pulp industry.

Both the rubber and leather groups of industries experienced
fluctuations in earnings. In both cases there were large deficits in
the acute depression, and a reasonably good recovery in the ensuing
years,

The earnings position of American industry as & whole is evi-
dently such as to furnish a sound basis for the raising of capital.
While the comprehensive data furnished by the income tax returns
are not available for years later than 1937, the trend since then is
a matter of common knowledge. There was a sharp decline in the
second half of 1937 which continued more or less throughout 1938,
followed by a substantial recovery in 1939. Since the figures given
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are the averages for all groups, they do not of course afford an
adequate picture of the strength of the successful corporations or
the weakness of the unsuccessful companies.

It is altogether clear, however, that with the exception of the
railroad and the service groups of industry the interest coverage
in 1936 and 1937 was in general terms sufficient to warrant borrow-
ing operations. Earnings on share capital in the utility, food
products, chemicals, metals, trade, and paper and printing industries
were approaching a level high enough to be attractive to equity
investors.

The fact that a comparatively small amount of new capital in
these fields was raised either through bond sales or stock flotations
is evidently to be attributed to factors other than inadequate earn-
ing power.

V. DISSIPATION OF CAPITAL OF FINANCIAL CORPORATIONS

In order to round out this survey of the financial status of Ameri-
can corporations, it is essential to consider briefly the trends in con-
nection with financial corporations. For want of adequate data, the
analysis will be confined chiefly to trends in the field of commercial
banking.

As a result of the liquidation of a large number of banking insti-
tutions during recent years the total assets of the commercial banks
of the country have shown some decline. The aggregate assets (and
liabilities) of all commercial banking institutions® in the United
States stood at 62 billion dollars on June 30, 1929 and at 61 billions
on June 30, 1939, a reduction of 1 billion dollars. Meanwhile, how-
ever, the supply of capital (measured by capital stock, surplus, un-
divided profits, and special reserves) declined from 8.7 billions in
1929 to 6.9 billions in 1939. Mutual savings banks showed an
increase in total assets of 1.8 billions and in the capital items of
360 millions. '

The reduction in the aggregate capital of commercial banking
institutions is in large part attributable to bank failures. There was,
however, a substantial dissipation of assets during the depression

*Includes all national and state banks and trust companies.
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years as a result of disbursements in excess of available income. In
the five fiscal years 1930 to 1935, the net reduction from this cause
for national banks alone amounted to 1.2 billion dollars, Income
data are not available for state and private banks; but on the basis
of comparative assets it would appear that the dissipation among
state and private institutions must have amounted to something like
2 or 3 billions,

" The commercial banking system is today greatly undercapitalized.
The fact that the cash position of commercial banks has improved
greatly in recent years may, at first thought, suggest that the banks
are in a very strong position. It is true that they have large unused
lending capacity. But it is not true that the deposits are as adequately
protected by capital as was formerly the case. In 1929 the aggre-
gate, deposits of all commercial banking institutions amounted to
48.8 billion dollars, whereas in 1939 they had risen to §3.5 billion
dollars. As a result the ratio of gross capital to deposits had fallen
from 17.8 per cent in 1929 to 12.8 per cent in 1939, To restore the
former ratio of gross capital to deposits would require approximate-
ly 3 billion dollars of new capital.

The question must be raised, however, whether a ratio of gross
capital to deposits as high as that existing in 1929 is necessary. The
answer is that events of succeeding years proved that the 1929
ratio was not high enough in view of the prevailing character of
bank assets at that period, The better the quality of the assets the
less the ratio of capital to deposits need be. In view of the large
holdings of cash and short-time governments at the present time a
ratio of 12.8 is perhaps reasonably adequate. But if we should have
a large expansion of commercial bank credit, for industrial, agri-
cultural, and finandial purposes, as would be required in the event
of a thorough-going recovery and expansion movement, the ratio
of capital to deposits would need to be much larger than is now
permissible. Inview of our banking experience, it would seem that
a ratio at least as high as that of 1929 is necessary in the interests of
banking stability. The fact that bank deposits are guaranteed by the
Federal Deposit Insurance Corporation in no wise lessens the
importance of adequate banking capital. The success of the deposit
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insurance system depends in last analysis upon the adequacy of
 banking capital.

The reduction in investment banking capital since 1929 has
been large, amounting to somethmg like 700 to 800 mil-
lion dollars. Other financial institutions, particularly building and
loan associations and joint stock land banks and mortgage com-
panies, have also suffered large reductions in capital. These losses
have, however, to a considerable degree been replaced by govern-
ment agencies operating with public capital derived from deficit
financing.

In the financial field as 2 whole it seems clear that the amount
of capital required to restore the 1929 position would amount to
from 4 to § billion dollars.

RECAPITULATION OF CORPORATE FINANCIAL REQUIREMENTS

The data presented in the foregoing analysis have indicated the
various ways in which the corporate financial structure of the United
States has been affected by the economic changes of recent years.
The results may be recapitulated as follows:

1. The aggregate assets of non-financial corporations declined
between 1930 and 1937 by approximately 32 billion dollars. Of this
total about 20 billions represented a dissipation of assets occasioned
by disbursements in excess of available income. The balance was
the result of book value readjustments and corporate dissolutions.

2. The commercial banking system is undercapitalized to the
extent of approximately 3 billion dollars. The deterioration in the
capital structure of financial corporations as 2 whole doubtless
amounts to 4 or § billion dollars,

3. The decrease in assets of industrial corporations occurred in
all of the major groups of industry. It was largest in the follow-
ing fields: transportation and other public utilities, trade, metals and
metal products, and mining and quarrying.

4. The net working capital position (current assets minus cur-
rent liabilities) was appreciably weakened. This generalization ap-
plies to industrial corporations as a whole; that it is particularly
apphcable to medium- and small-size companies will be revealed
in the ensuing chapters.

5. The debt situation, except in the railroad and service fields,
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is satisfactory, presenting no real barrier to the raising of new
aapital,

6. The earnings situation, except in the railroad and service
fields, appears reasonably adequate as a basis on which to raise
new capital, This statement again is based on the aggregate figures
for the various industrial groups, and does not of course prove
that many corporations within each group may not be in an un-
sound credit position.

It is not possible, on the basis of this analysis, to make any
precise quantitative statement with respect to the magnitude of
corporate financial requirements at the present time. This is be-
cause the dissipation of assets of industrial corporations has oc-
curred during a period when the productivity of capital has been
increasing. It is clear, however, from the data which have been
assembled in this chapter that, in the financial field, several bil-
lions of additional capital would be required to finance 2 strong
industrial recovery and expansion movement, and that the working
capital needs of industrial corporations generally would be greatly
increased. The fixed capital requirements in connection with the
replacement of plant and equipment and the expansion of produc-
tive capacity sufficient to care for the needs of an increased popu-
lation, and to permit higher standards of living for the population
as a whole, will be given consideration in Chapter IX.



CHAPTER VII

CAPITAL PROBLEMS OF CORPORATIONS OF
VARYING SIZES

The preceding chapter was devoted to presenting a broad general
survey of corporate financial trends and problems. Since the dis-
cussion was focused upon 4/l corporations, problems pertaining to
corporations of varying sizes were neglected. It is therefore neces-
sary to carry the analysis further and to study the special prob-
lems relating respectively to corporations of large and of medium
and small size.

The view has been expressed in the hearings before the Tempo-
rary National Economic Committee that large corporations can
obtain capital but do not need it, while small ones need capital but
cannot get it. The inference drawn from this belief is that we can-
not count upon an expanding flow of funds into private investment
to restore prosperity and employment—that the government must
of necessity enter the field both as lender to small-scale enterprises
and as the direct financier of a wide variety of public and quasi-
public enterprises. The issue here is obviously one of fundamental
significance, requiring the closest possible analysis.

In the present chapter, accordingly, we shall first analyze the
existing corporate set-up in the United States during the latest year
for which comprehensive data are available. We shall show the
number and importance of companies of varying sizes and the
character of their capital structure. The chapter will be concluded
with a special analysis of the capital requirements of large com-
panies. The following chapter will then analyze the situation with
respect to medium-sized and small companies.

I. NUMBER AND IMPORTANCE OF COMPANIES OF
VARYING SIZES

The significance of business establishments of varying sizes may
be indicated both in terms of assets and in terms of the employ-
ment which they provide. In the following analysis we shall show
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the non-financial corporations separately because it is these corpo-
rations which are the chief potential borrowers in the financial *
market and also the principal furnishers of employment. The only

Business EstaBLisuments CLassIrieD By Size
‘1. CORPORATIONS, IN TERMS OF ASSETS, 1936%

Asset Classes All Non-Financial
(In thousands of
dollars) Number Assets Number Assets
Under 50........ 54.7 1.4 59.5 2.1
Under  100........ 9.0 2.8 73.6 4.1
Under  250........ 83.1 5.8 86.5 8.8
Under  500........ £9.9 9.1 9.3 12.3
Under 1,000........ 94.2 13.2 95.8 17.1
Under 5,000........ 98.6 25.8 99.0 30.4
Under 10,000........ 99.3 32.0 9.5 36.8
Under 50,000........ 99.8 47. 9.9 53.1
Under 100,000......... 9.9 55.7 9.9 61.9
All corporations. . ..... 100.0 100.0 100.0 100.0
IL ALL ESTABLISHMENTS, IN TERMS OF EMPLOYMENT,? JULY-DECEMBER, 1937
Employees Number of Number of
(Per establishment) Employers Employees®
Lessthan  10............. 76.2 11.0
Lessthan  50............. 94.4 28.5
Less than  100..,.......... 97.2 31.5
Less than  300............. 99.14 52.5
Less than  500............. 99.52 59.5
Less than 1,000............. 99.79 68.0
Less than 5,000............. 99.975 83.5
Less than 10,000............. 98.989 87.5
All concerns, ,............... 100.000 100.0

% Calendar year data, based on table in Statistics of Income for 1936, Pt. 11, pp.

91—23, 117-18,
Social Security Bulletin, September 1938, p. 22.

® These figures cover what are called employee wage items. Since they include dis-
bursements to all wage earners, however short the period of employment, they involve
& certain amount of duplication because of a shift of employees from one establishment
to another. Data as yet unpublished indicate that on a straight employee basis the
smaller establishments show a somewhat larger percentage of total employment than
the figures above indicate.

inclusive figures are those compiled by the Treasury in Statistics of
Income, and the latest year for which these data are available is
1936, The data are assembled in the accompanying table. The
figures given are cumulative percentages of the respective totals.
Small corporations are very important numerically, but relatively
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unimportant in terms of assets. If we classify corporations having
less than a million dollars as belonging to the small-sized group,
we find that such corporations have only 17 per cent of the total
assets of non-financial corporations. However, in numerical terms
they make up 96 per cent of the total. Corporations having assets
of 10 million dollars or more make up less than 1 per cent of the
total numerically but have 63 per cent of all corporate assets. The
medium-sized corporations—ranging from 1 to 10 millions—ac-
count for about 20 per cent of the total assets.

Without giving figures, it may be noted that the classifications by
industrial groups show that corporations of small and medium size
are relatively important in textiles and trade and that large corpo-
rations are dominant in tobacco, public utilities, mining and quarry-
ing, and finance.*

As viewed from the standpoint of employment, small- and
medium-sized companies are of substantial importance. The second
part of the table on page 129 shows the number of workers em-
ployed in establishments of varying sizes, ranging from those em-
ploying less than 10 to those employing 10,000 and more. It will be
seen that §2.§ per cent of all employees are found in establishments
employing less than 300 individuals. Twelve and one-half per cent
of all employees are found in companies which employ more than
10,000 persons.

1I. CAPITAL POSITION OF CORPORATIONS, BY SIZE
The character of the capital-raising problems of corporations of
varying size may best be revealed by an analysis of their relative
financial position. Again we use the data furnished by the income
tax returns. It is necessary to use 1936 data for the sub-classes since
" the detailed figures for 1937 are not yet available. The charts on
pages 132-33 show the total liabilities and the amounts of the fol-

'A complicating factor in the use of these statistics is the percentage of the
output which is produced by corporations in the various fields, This varies from
field to field. One estimate based on the records of the Bureau of Foreign and
Domestic Commerce is that in mining all but 4 per cent is corporate; in manu-
facturing all but 8 per cent; in service only jo per cent is corporate; and of all
activity 6o or 65 per cent is corporate depending on whether governmental ac-
tivity is included, See Edwin B. George, “How Big Is Big Business!” Dun’s Re-
view, March 1939, p. 22.
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lowing items: notes and accounts payable; bonded debt and mort-
gages; other liabilities;* preferred stock; common stock; and sur-
plus, or deficit. The corporations are divided into classes ranging
from under $50,000 to over $50,000,000 of total liabilities.* The
charts show separately all non-financial corporations; manufacturing
companies; transportation and other public utilities; mining and
quarrying companies; trade; and service corporations.

An examination of the charts leads to the following conclusions
with respect to the various classes of corporations:

1. The smaller the corporation, the greater the dependence
upon bank and trade credit.

2. The smaller the corporation, the less is the proportion of the
capital represented by bonds, mortgages, and preferred stock; and,
correspondingly, the greater is the proportion of equity capital.

3. Defucits are characteristic of the very small companies.

The soundness of capital position varies directly with the size of
corporations. Scrutiny of the charts reveals a progressive change
along the lines summarized above, as the size of corporations in-
creases. This generalization applies both to corporations as a whole
and to each of the subsidiary classes. It is interesting to note that
none of these groups of corporations shows what might be regarded
as an excessive longterm debt. The debt troubles of the smaller
companies arise from the large proportion of trade and bank in-
debtedness. Their bond and mortgage capital is exceptionally low
as compared with common stock. '

The working capital situation shows a progressive improvement
as the size of corporations increases. This is suggested in a rough
way in the following diagrams and particularly by the deficits
shown in the accounts of the smaller companies. The situation with
respect to working capital is, however, more definitely and com-

*This term includes the following: “deferred and suspense items; funds held
in trust; borrowed securities; outstanding coupons and certificates; overdrafts; and
all reserves except reserves for bad debts, depreciation, and depletion. Other liabili-
ties of life insurance companies include the net value of outstanding policies and
securities, and borrowed money. Other liabilities of banks include deposits (time,
;atvilnlg, demand, etc.) and bank notes in circulation,” Statistics of Income for 1936,

L p. 29,

*In some cases, in order not to disclose the figures for individual companies,
certain classes have been grouped.
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pletely shown by the accompanying table, which reveals the ratio
of current assets to current liabilities for corporations of various
sizes. The table is based on the balance sheets of all corporations,
other than financial, which report for income tax purposes. The
financial corporations are excluded because they are lending rather
than borrowing agencies.

Working Caprray Posirion, sy Size or Corporation, 1936
(In millions of dollars)

Asset Classes Current .

(In thousands of dollars) | CurrentAssets |y | Current Ratio
L 1,919 1,353 1.4
so- 100, 1,653 948 17
00- 250, ... 3,049 1,613 1.9
250~ S00....... 2,781 1,362 2.0
500 1,000........ 3,020 1,458 2.1
1,000~ 5,000 ... 7,382 3178 2.3
51000~ 10,000, ... 3,208 1004 2.5
10,000~ 50,000, ... .. 6,987 2,668 2.6
50, 000-100,000. . ... 2,017 1165 2.5
100,000 and over........ 9,053 3726 24
Total. ..o 41,980 19,765 2.1

U, 8. Bureau of Internal Revenue, Statistics of Income for 1936, Pt. 1L

There is a general—but by no means hard and fast—credit rule
to the effect that current assets should be at least double current
liabilities. If we apply this rough test to the data before us we find
that the smaller corporations taken as groups do not meet the test
of a sound credit position, and that even the medium-size and larger
corporations show no great excess over the two-to-one ratio. It
should be borne in mind that the ratios are averages for all corpo-
rations in the various groups, and that a low ratio for a group as a
whole does not mean that some corporations within the group may
not be in-a favorable position. Similarly, some individual corpora-
tions in groups showing a very favorable ratio would presumably
have an unfavorable ratio. Further discussion of the current ratio
situation with respect to industrial corporations will be found on

page 137.
III. CAPITAL REQUIREMENTS OF LARGE COMPANIES

As has already been noted, the argument has recently been
advanced that large corporations which are in a position to obtain
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money in the capital market are in no need of additional funds.
The analysis which we have just concluded, which shows the rela-
tively favorable financial position of the larger as compared with
the smaller corporations, may seem at first glance to support this
view, However, those data are not conclusive, for two reasons:
they cover 4l non-financial corporations, and thus do not reveal
possible variation in the position of companies of differing types;
and they include embarrassed concerns as well as those which are in
a strong position. If we are to gauge the situation adequately, we
must analyze the financial condition of a substantial number of pros-
perous companies.

The problem with which we are concerned is whether large cor-
porations, generally speaking, have sufficient funds on hand to
permit them to expand their operations materially without resort
either to the short-term or the long-term money market. We must
assume an expansion in the scale of their operations because ex-
pansion of output is an indispensable accompaniment of the process
of restoring and increasing living standards. In recent years corpo-
rations generally have not operated at anywhere near capacity.

The process of expanding production must, therefore, be viewed
in two stages. The first represents a more complete utilization of
existing capacity—taking up the slack accompanying depressed con-
ditions. This involves an increased utilization of working capital.
Such capital may concervably already be available in the form of
idle balances; it may be secured from bank loans; or it may be pro-
cured from the flotation of securities. The second stage of expan-
sion, involving the construction of new plant and equipment, may
also conceivably be financed out of idle funds, on bank credit, or
on funds obtained from security flotations. Only on the basis of a
study of the balance sheets of corporations can we find the answer
to the general problem thus posed.

Net working capital rather than sccumulated surplus is the key
to credit requirements. It is often assumed that the accumulated
surplus is available for purposes of expansion. The fact is, however,
that the surplus item merely shows the excess of a corporation’s
assets over its liabilities, including capital stock. It is reflected in
general assets—that is, it may be in the form of plant and equip-
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ment or of inventories, as well as in the fofm of cash or securities.
Only such portion as is in the form of cash or readily marketable

Workine Carrray, or 186 Larce Inpustriar CorporaTronst
J (In millions of dollars)

Items 1926 1929 1930 1931 1932
Cashernooeenenieeeennnn, 1,442.3 | 1,830.7 | 1,957.3 | 1,744.0 | 1,853.2
Marketable securities. ....... 1,077.3 1 1,317.3 { 1,187.7 1,383.4 ( 1,156.4
Receivables (net)............ 2,072.2 | 2,340.2 | 2,036.9 | 1,687.1 | 1,427.7
Inventory (net)............. 4,319.6 | 5,041.8 | 4,650.6 | 3,979.1 | 3,420.6
Miscellaneous............... 116.4 87,2 | 118.8} 105.5 50.5

Total current assets......... 9,027.8 [10,617.2 1 9,951.3 | 8,809.1 | 7,908.4
Accounts payable............ 1,099.9 | 1,154,2 934.5 708.0 | 632.5
Notes payable.............. 219.7 ! 3101 220.1| 216.0( 2431
Miscellaneous............... 619.5{ 775.6 | 609.3| 434.6] 341.2

Total current liabilities. ... . 1,939.1 | 2,239.9 { 1,763.9 | 1,358.6 | 1,216.8
Net working capital. ........ 7,088.7 | 8,377.3 | 8,187.4 | 7,540.5 | 6,691.6

Currentratio............ 4.7 4.7 5.6 6.6 6.5

Ttems 1933 | 1934 | 1935 | 1936 | 1037
Cash.oooovevniiiiieenns 1,626.6 1 1,729.7 | 2,015.5 | 1,993.9 | 1,861.0
Marketable securities. ....... 1,235.2 1 1,070.3 | 889.6 | 805.3[ 720.9
Receivables (net)............ 1,405.2 | 1,354.1 | 1,595.1 | 1,852.1 | 1,900.7
Inventory (net)............. 3,781.5 1 4,071.4 | 4,261.0 | 4,696.3 | §,449.1
Miscellaneous............... 31.9 53.6 58.4 46.0 45.5

Total current assets........ 8,080.4 | 8,279.1 [ 8,819.6 { 9,393.6 | 9,977.2
Accounts payable............ 721.2 | 669.2 774.3 ] 939.5 | 929.3

“Notes payable........ e 199.3 | 231.7| 243.6 245.4| 395.5
Miscellaneous............... 441.8 643.3 7.5 987.4 1 1,126.3

Total current liabilities. ... 1,362.3 | 1,544.2 | 1,780.4 1 2,172.3 | 2,451.1

Net working capital. .. ...... 6,718.1 [ 6,734.9 | 7,030.2 | 7,221.3 | 7,526.1
Curyentratio............ 5.9 5.4 4.9 4.3 4.1

» This analysis has been prepared by Mr. Elmer O. Jolley of Northwestern Univer.
sity, and represents, with some modifications, an extension through 1937 of a study by
Dr. Harry G. Guthmann of Northwestern University, published as “Industrial Work-
ing Capital during Business Recession,” Harvard Business Review, Vol, XI1 (1934),
pp. 47277, For a detailed statement showing the companies covered, see App. C,

pp. 378-87.

securities constitutes a free fund available for further expansion.*
Indeed not all of this is available, for the normal operation of a

* Securities held for purposes of control are of course not available,
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business requires substantial holdings of cash or other very liquid
assets. '

The net workmg aapital of a corporation is the excess of its cur-
rent assets over its current liabilities, If there is a large excess and
if the cash position is especially strong, the company may be in a
position both to expand its current operations and to build new
plant and equipment without resort either to the shortterm or
long-term credit market. If, on the other hand, the net working
capital is small in amount or if the cash position is weak, borrowing
is necessary even for purposes of expanding current output. It is
for this reason that it is necessary to analyze the working capital
situation if we are to ascertain whether and under what conditions
it will be necessary for corporations to resort to the capital markets.

The working capital position of 186 large and successful indus-
trial corporations for the years 1926 and 1929-37 is summarized in
the table on page 136. The number of companies representing the
various industries are as follows: railway equipment, 12; auto-
mobile parts, 11; automobile tires, 4; automobiles and trucks, 8;
building materials and real estate, 9; chemicals, 12; coal, 3; con-
tainers, 3; electrical equipment, 2; food products, 26; household
products, §; leather and shoes, 4; machinery, 7; metals, 11; busi-
ness office equipment, §; oils, 21; retail trade, 14; iron and steel,
I1; sugar, §; theaters, 3; tobacco, 6; textiles, 4.

The working capital position in 1936-37 was slightly less favor-
able than it was in 1926 and 1929. This is revealed by the curren
ratio of quick assets to quick liabilities, which declined from 4.7
per cent in 1926 and 1929 to 4.3 in 1936 and 4.1 in 1937. This fact
obviously gives no support to the view that the working capital
position at the present time is exceptionally favorable All that can
be said is that it is reasonably satisfactory.

Further light on the working capital position of large corpora-
tions is obtained when they are analyzed by groups. The table
on page 138 shows the variations in the current ratio in different
industries, The data are from the same source and cover the same
group of corporations included in the summary table on page 136.

For purposes of comparison, we simply give the figures for the two
years 1926 and 1937.
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The first step in a period of expansion, as already indicated, is to
increase the volume of current output. While such an expansion
may be financed to some extent by the corporation itself if it has
an abundance of cash, as a rule the point is soon reached where ad-
ditional working capital funds are required, Normally these are

Working Caprrar Posrrion 1v Various Inpustries, 1926 anp 19378
(In millions of dollars)

1926 1937
Industries Net Work- | Current | Net Work- [ Current

ing Capital | Ratio | ing Capital | Ratio
Automobile parts................ 95.7 6.3 91.9 4.4
Automobile tires. . ............0e 313.9 5.6 270.8 3.9
Automobiles and trucks.......... 377.3 2.9 491.2 3.4
Building materials and real estate. 153.5 5.4 155.4 5.0
Chemicals. ......ooovivieeiinnns 358.5 6.5 461.2 5.0
Combe v v ciiien 39.6 3.4 17.1 2.1
Containers..............ooeene 73.4 5.6 119.9 3.4
Electrical equipment............. + 331.0 5.2 229.0 3.6
Food products (meats, etc.)....... 4421 4.2 400.3 3.5
Food products (packaged)........ 252.2 4.6 361.0 4.8
Household products.............. 102.6 6.4 143.2 6.0
Leather and shoes............... 90.6 5.2 96.9 7.1
Machinery (agricultural)......... 222.9 6.3 337.8 4.8
Machinery (industtial)........... 57.9 6.4 97.6 4.3
Metals (copper).......coovevenns 164.4 4.6 206.4 5.4
Metals (miscellaneous)........... 189.1 5.7 176.4 3.4
Office and business equipment..... 102.1 5.7 93.1 5.3
Ofls. ..o ioen i eieeee 1,748.8 4.0 1,516.6 3.2
Railway equipment.............. 284.6 5.0 194.5 5.2
Retailtrade.................... 209.4 4.8 426.7 5.3
Retail trade (groceries)........... 99.8 3.9 229.4 5.3
Steel and iron................0.e 767.1 4.9 705.2 4.2
Sugar.....ooiiiiiii 95.3 4.5 88.6 5.1
Textiles.....oooverrieeriinnans 87.7 5.5 55.2 8.6
Theaters. o vvvveenrinerierinens 3.3 3.1 67.1 2.6
Tobacto. . civvvveeriainiinennns 397.9 2.0 493.6 7.1

* Detailed data showing the various items for the years 1926 and 1929-37 inclusive
are given in App. C, pp. 378, 387.

obtained either by means of bank loans or in the form of trade
credit, Reference to the table on page 136 indicates that in the
expansion of 1935-37 cash and marketable securities declined and
receivables and inventories expanded on the assets side; while on
the liabilities side both accounts payable and notes payable in-
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creased. The combined result of these changes, as already noted,
was to reduce the current ratio. Thus it will be seen that even so
moderate an expansion as that between 1935 and 1937 involved for
these large industrial corporations a considerable resort to short-
term borrowing, either from banks or the trade.

The second step in the expansion process involves the construc-
tion of additional plant and equipment. To some extent such ex-
pansion may be financed out of current earnings; and as was pointed
out on pages 24-26 it has often been financed by bank loans. Char-
acteristically, however, this type of expansion is carried out by
means of funds derived from the flotation of securities.

A concrete illustration will serve to show how the current ratio
would be affected by a substantial increase in the volume of busi-
ness. Let us assume that the quick assets of a company at the end
of 1938 stood at 4 million dollars and the current liabilities at 1
million—a ratio of 4 to 1. If the company were to borrow from the
banks in the course of the next year or so 1 million dollars for
purposes of working capital expansion, the total current assets
would be increased from 4 to § millions and the current Liabilities
from 1 to 2 millions, which would reduce the current ratio from
4 to 1, to 2.5 to 1. If in the ensuing years another million were bor-
rowed from the banks for purposes of fixed capital expansion, the
current liabilities would be increased to § millions, while the cur-
rent assets would remain at §, This would reduce the current ratio
to only 1.7 to 1.

The arithmetic of such operations is not appreciated by those
who think indefinite expansion without resort to the capital mar-
kets is possible merely because the current cash position and the
working capital position are favorable. The simple fact is that the
apparently adequate financial resources appear adequate only be-
cause the volume of business is relatively small. A favorable ratio
of quick assets to current liabilities is, in a period of expansion,
quickly converted into 2 meager ratio.

Even so restricted a recovery movement as that of recent years
was accompanied by a considerable increase in flotations for pur-
poses of fixed capital expansion. This fact tends to be forgotten
simply because the volume of such flotations was not comparable
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with that of the decade of the twenties. But neither was the re-
covery and expansion movement comparable to that of the twen-
ties. As was shown in Chapter II, new corporate issues (exclusive
of refunding) averaged during the three years 193638 about
1,100 million dollars annually. These flotations were in the main
the issues of relatively large companies. The following are ex-

amples of such issues: ‘

The Douglas Aircraft Company-——over 4 million dollars in July
1936, “for working capital purposes”

Monsanto Chemical Company—s3 mx].hon dollars in ]uly 1937,
“for working capital and plant expansion” :
~The Pacific Gas and Electric Company—15 million dollars in Febru-
ary 1938, “for working capital and extensions” ’

United States Steel Corporation——loo million dollars in June 1938,
“for a modernization program”

The Standard Oil Company of New ]ersey—so million dollars in
July 1938, for “capital expenditures, financing inventories and receiva-
bles, and other corporate purposes”

Celanese Corporation of America—r10 million dollars in August
19 38 “for development of changes designed to obtain economy in opera~
" tion”

The serial term loans placed with banks in recent years have
also been mainly those of large corporations; and the funds have
been used for both working and fixed capital purposes as well as to
liquidate trade credits and bank loans® It may also be noted
that the improvement in business in the autumn of 1939 was
quickly followed by the development of tentative plans for ex-
tensive long-term financial operations by railroads, public utilities,
and industrial corporations alike. Further discussion of the extent
to which corporations may be dependent upon the capital markets
for funds must be reserved for Chapter IX, where the capital re-
quirements involved in achieving higher standards of living are
discussed. '

The conclusions which may be drawn from the foregoing analy-
sis may be summarily stated as follows:

1. The financial strength of corporations in general increases
directly with the size. This statement applies to the aggregate

* For a discussion of term loans, see pp, 152-33.
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figures for all corporations and also to each of the major groups of
industry shown.

2. The larger corporations of the country have been in a favor-
able position with respect to available working capital; but they
could not finance a great expansion without resort to the financial
markets. This conclusion applies both to working capital for pur-
poses of increasing the volume of output, and to fixed capital for
the expansion of plant and equipment.

The analysis thus affords no support for the view which has
been so often expressed in recent years that the large corporations
have such superabundant financial resources that there will hence-
forth be no necessity for them to resort to the financial markets,
and that in consequence the outlets for money savings in private
capital enterprise in the future will be negligible. Even so mod-
erate a business recovery as that of 1936 and 1937 brought forth
a considerable volume of flotations by very large industrial enter-
prises.

The extent to which the larger industries of the country will
engage in new capital flotations will of course depend upon the
extent of business recovery and expansion in the years ahead. Light
as to the magnitude of the potential requirements will be shed on
this problem by the analysis in the ensuing chapter.



CHAPTER VIII

CAPITAL PROBLEMS OF MEDIUM- AND SMALL-
SIZED COMPANIES

The analysis of the preceding chapter has shown that medium-
sized and small corporations still comprise an important part of
the business structure of the United States, especially when looked
at from the point of view of employment. The data presented in
section 11 of Chapter VII showed that the financial position of
such companies was as a whole much less satisfactory than that of
the larger companies. As we move down in the scale from 1
million dollars of total assets we find a strong tendency for deficits
to appear in the surplus account and for the working capital posi-
tion to be weak, with an accompanying dependence upon bank and
trade credit.

These generalizations are derived from aggregate figures for
groups of corporations, and should not be interpreted as applying
to all individual companies. The fact is, however, that among the
rank and file of the smaller companies there is always a sub-
stantial proportion which, to use a colloquial expression, are just
hanging on. At the same time of course, there is a considerable
group which is in a thriving condition and which as a result of
growth will in due course move up to larger size classes. ‘

The raising of capital by the smaller business enterprises has
always presented special problems. As a result of the depression and
trends during recent years, public attention has, however, come to
be focused upon this problem as never before, and various methods
of alleviating the situation have been under consideration, This
chapter will consider the capital problems of medium- and small-
sized companies at the present time,

The analysis will be divided into two main parts We shall first
consider briefly the situation with respect to shortterm credit
accommodations. Second, we shall study the various methods by
which long-term capital may be obtained and the special problems
existing at the present time.

142
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1. THE SITUATION WITH RESPECT TO SHORT-TERM CREDITS

The data presented in the preceding chapter indicate that the
medium-sized and smaller corporations are dependent in no small
degree upon trade and bank credit—the former representing pur-
chases on a time basis, and the latter short-term bank loans with
which to take advantage of cash discounts. In the comprehensive
data furnished by the Statistics of Income there is, unfortunately,
no breakdown of the general item “bank and trade credit” and
hence it is impossible to show, statistically, the extent to which
high-cost trade credit is a factor in the present credit situation.
However, case studies which we have examined, together with
collateral information, indicate that as a rule the smaller the
company the greater the reliance upon trade credit. One need,
therefore, is to replace, so far as possible, high-cost trade credit
with short-term bank loans.

The question is whether commercial banking policy is so con-
servative at this time as to make progress in this direction difficult
or impossible. This is a problem which has been under considera-
tion more or less continuously since 1933. In 1935 an investiga-
tion was made under the auspices of the Treasury Department on
the availability of bank credit in the Chicago Federal Reserve
district." This study indicated that while there was evidence of a
considerable unsatisfied demand for credit, such demands were in
the main for longterm working capital (intermediate credit)
rather than for one-turnover commercial loans. It was pointed
out, moreover, that this situation was in large part due to the very
strict supervision of bank examiners who were constantly exerting
pressure for the elimination of “slow” working capital loans, even
though such loans might be sound in the long run. In other words,
the difficulties of the time were increased by the emphasis that was
being placed upon quick liquidity.?

! Charles O. Hardy and Jacob Viner, Report on the Aveilability of Bank Credit
in the Seventh Federal Reserve District,

A study made in 1939 is less intensive, but covers the whole of the United
States. The study is based on a questionnaire sent to business firms to which 1,755
replies were received. The number refused accommodation was 89, or 5.1 per cent
of the cases. The conclusions are, in general, similar to those of the earlier study.
The refused loans were mostly (87 per cent) for working capital. However, in
over onc-seventh of the cases the reason given for refusal was that the funds were
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Commercial bank loans are now extended on as liberal @ basis
as is justified. There is now less emphasis upon quick liquidity, and
the restrictions on loans, particularly with respect to the slow but
sound class, have been alleviated. As we shall sec in a later section,
approval has also been given to the making of 3- and ro-year
term loans by commercial banks.

In recent years the superabundance of bank reserves and the re-
stricted demands for banking accommodations from the larger
corporations have exerted a great pressure upon the commercial
banks to find in every possible way additional earning assets. The
picture of the inhuman banker behind his desk surveying timid
customers with his undetectable glass eye is being replaced by a
smilingly courteous individual ringing industrial doorbells and,
with hat in hand, obsequiously, but none too hopefully, inquiring
about the possibility of establishing a credit.

It should be borne in mind, however, that in the interests of
the protection of depositors, bankers cannot abandon sound criteria
of credit judgment. There can be little doubt that present loan
policies are as liberal as it is possible for them to be under pre-
vailing conditions. The low ratio of quick assets to current liabili-
ties among the smaller companies, as revealed by the table on page
134, clearly indicate why such companies cannot hope to obtain
from the banks all the credit they might desire.

The obvious need of the medium- and small-sized companies is
for more capital of their own. The primary problem, therefore, is
their ability to raise long-term capital through the issue of se-

curities.
II. THE LONG-TERM CAPITAL PROBLEM

The long-term capital used by corporations is raised by the fol-
lowing methods: direct investments of individuals; the flotation of
securities through investment banking institutions; loans from
commercial banks; and loans from Federal Reserve banks and
other federal agencies. We shall consider each of these in turn.

required for a longer period than the banks were willing to consider. The author
concludes that the need was for intermediate credit and equity capital. Of those
which were refused 81.r per cent had a capital of $500,000 or less, Lewis H.
Kimmel, The Availability of Bank Credit, r933-1938, National Industrial Con-
ference Board.
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A. Direct Investments of Individuals

The data presented in the charts on pages 132-33 indicate that
all corporations, and particularly the smaller ones, depend heavily
upon investments in the form of stock subscriptions. A sub-
stantial part of such capital is ordinarily raised from interested
individuals who constitute what is in effect a “close” corporation.
Such companies have commonly arisen out of partnerships. Some
of them are essentially family enterprises, and in most cases they
rely primarily upon a local group of subscribers. This is obviously
an ideal method of raising capital since it eliminates the costs
involved in public flotations in the general investment market.

There has been a strong tendency since the war period to give
preference to investments in securities which are traded in on the
organized exchanges. The attraction is two-fold. If investments
are made in seasoned securities, the risk is distinctly smaller than
is the case with direct investments in new ventures. The more
speculative issues may seem to offer excellent chances for profit and
at the same time be readily marketable. Similarly, the desire to
ride with the general market has also played a part in stimulating
investment on the organized exchanges rather than directly in local
companies,

The savings of small investors are typically not available for
investment in common stocks. This is because such investments are
usually made through savings banks and insurance companies, the
investments of which are confined by law primarily to bonds and
mortgages—in the interest of what is believed to be greater
security,

In recent years an additional factor has served to restrict equity
financing, namely, the taxation system. The combination of very
high surtax rates and the provisions with respect to the taxation
of gains without corresponding credit for losses, together with the
existence of a large volume of tax-exempt bonds, has tended to
dry up what formerly constituted a large reservoir of funds for
equity financing.* The unstable economic and political situation,
both domestic and international, has been a further deterrent factor.

*This aspect of the problem is fully discussed in Chap. XIII, See especially
PP- 294-304.
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B. Flotations through Investment Banking Houses

The needs of corporations of small and medium size are served
by a large number of small investment houses and brokerage con-
cerns, Investment banks of the great metropolitan centers usually
do not handle small flotations. Such houses have large and exten-
sive organizations, especially designed to handle large issues, and
accordingly they have little interest in the problems of small
companies.

These smaller investment houses are widely distributed geo-
graphically, Many of them are located in New York City, but the
majority are in other cities, large and small, located in all parts of
the country. A special study which has been made of issues under
$500,000 covering the years 1925 to 1936 shows that less than
20 per cent originated in New York City.* The study was limited
to business corporations and did not include investment trust issues.
A table presented in Appendix C on page 388 shows that the
1,625 issues under $500,000 which were floated in the years under
consideration originated in 39 different states and 118 different
cities, '

Chicago was almost as important as New York City as gauged
from the standpoint of the number of issues under $500,000. De-
troit, Los Angeles, San Francisco, Boston, and Minneapolis consti-
tute a second group of relatively important financial centers, Balti-
more, Philadelphia, Cleveland, Pittsburgh, Portland (Oregon),
Indianapolis, and Kansas City also played a significant role in the
flotation of small security issues. It is of interest to note that a
considerable number of cities show only one or two flotations over
the entire 12-year perid. However, the fact that they have on oc-
casion floated such issues indicates the possibility, under favorable
conditions, of raising funds in relatively small local communities.

The depression period witnessed extensive changes among in-
vestment banking houses. Some of the larger houses shifted to
commercial banking operations to meet the requirements of new

‘The predominant position of New York City in the investment market lies
not so much in the number of issues floated as in the capital value of all issues—
large and small. For a table showing the importance of New York City in the
security flotation business as a whole 1925-36, see App. C, p. 389.
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financial legislation. Many smaller houses suspended operations
because of financial difficulties. Since 1935, however, many new
investment concerns have been organized. Some of them are in
effect reorganizations, on a smaller basis, of old houses; but the
bulk of them are new concerns organized by individuals who were
connected with institutions which had suspended operations. Most
of the latter have meager financial resources.

It would appear from this analysis that the number and geo-
graphic distribution of investment houses is reasonably satisfactory.
While the amount of investment and underwriting capital is un-
known, there is reason to believe that it would readily increase
in proportion as the demand for such capital expands.® The vital
question, however, is not the number of houses which engage in
the flotation of the issues of small and medium-sized companies or
the amount of capital available, but the costs of such flotations to
the borrowing corporations.

The percentage cost of floating securities increases rapidly as the
size of the issue decreases. This is true of all classes of securities
—common stocks, preferred stocks, and bonds, notes, and deben- -
tures. The expense of floating securities increases sharply when the
amounts are less than a million dollars, The table on page 148
shows the costs, expressed as a percentage of the issue price, for
different sizes of security issues, including common stocks, pre-
ferred stocks, and bonds, notes, and debentures. The table covers
all issues registered with the Securities and Exchange Commission,
for which comparable data were available, between January 1, 1936
and June 30, 1938. The explanation of the decreasing percentage
cost as the size of the issue increases is to be found in the fact that
most of the expenses have to be incurred irrespective of the size
of the offering,

The costs of floating securities are much higher for common
stocks than for other issues. It will be seen from the table that in
the case of common stocks, for issues under $250,000, the costs,
including commissions, discounts, and other expenses, runs to nearly
23 per cent of the amount of the issue. This means that for every
$100 of capital stock issued the corporation receives about $77.

* See discussion, pp. 225-26,
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For even the largest class of stock issues during these years—from
1 to § million dollars—the costs were over 15 per cent. The cost
of issuing preferred stocks runs appreciably lower for the various
classes than is the case with common stocks. It is significant to note
the very great reduction in the percentage cost as the amount of the

CosT or Securrry Frorarions BY Tyee anD Size oF Issuss

Type and Size of Issue Number Percentage
(In thousands of dollars) of Issues Cost of Issues
Cornmon stock
Under230......ovivrvenneernnnns 73 2.8
250499, ... iiniie e 58 21.2
S00-749. ...t 40 19.5
750-999. . viii i 27 19.1
1,0004,999. ....ooeii it 43 15.4
Allissues.........oovvvninnns 241 17.9
Preferred stock .
nder250. ... ... 17 16.1
250499, ... iiiiiiean 29 17.3
S00-749. . .ovviiiiniiar s 12 14.3
750-999. i icines 8 16.1
1,004,999, . ...l 31 8.6
5,000:9,999.........000ien 7 4.9
10,000-24,999................ 5 3.4
25,000 0rmore. . ..oviiiiinnn. 2 3.0
Allfssues.......ccocvnaiinnnns 1 5.7
Bonds, notes, and debentures
Under250.......ccoveivvinniinns 16 8.7
250499, .. iiiiiiieie 11 8.5
S00-749. . ..cvvviieinaann. 8 8.7
750999, ... iiiiiiiiiiaans 8 5.7
1,000-4,999. . ....c0veennnnns 55 4.7
5,0009,999......0cieennnns 14 3.4
10,000-24,999. ............. 39 3.1
25,0000rmore. . c.vveiiriinnns 41 2.5
Allfssues........cooviinnianann 192 2.8

* Based on a table supplied by the Securities and Exchange Commission. The ex-
penses are expressed as percentages of the gross amount of securities proposed to be
offered for cash sale for the account of registrants.

issue rises to a million dollars and upwards. For issues in excess
of 10 million dollars the costs appear very moderate. Bond, note,
and debenture issues as a group show considerably lower flotation
expenses than do preferred stocks.

The commissions and discounts account for the bulk of the costs.
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For example, in the case of common stock issues of between 1 and
5 million dollars, commissions and discounts amounted to 14.3
per cent and other expenses to 1.1 per cent. In the case of issues
under $250,000, commission and discount costs amounted to 20.§
per cent and other expenses to 2.3 per cent. The breakdown of
other expenses for common stocks, preferred stocks, and bonds, re-
spectively (in percentages), is as follows:®

Common Preferred
Stocks Stocks Bonds
Listing fees .....oovvvnniniinvenns 053 028 011
Registration fees ..............c.... 011 11 011
Revenue stamps ...............c.0.00 049 095 10
State qualification fees .............. 051 026 022
Trustee fees ................000ts 037 028 .093
Printing and engraving ............ 168 134 114
Legal fees and expenses ............ 591 232 149
Accounting fees and expenses ........ 275 A1t 063
Engineering fees and expenses ....... 032 004 015 .
Other and miscellaneous expenses .... .232 A17 076
Total ......covviviininiiens 1.499 786 664

[P ——

The explanation of the higher flotation charges in the case of
common and preferred stocks is to be found in the greater risks
involved. It is very much easier to sell bonds, which for legal
and other reasons are purchased in large volume by investment
institutions and trust funds. Stocks must usually be sold to 2 large
number of individual investors who characteristically purchase in
comparatively small amounts. This adds to the direct costs of
selling and at the same time increases the risk that the entire issue
may not be disposed of within the time period agreed upon. Hence
the commissions to the bankers have to be larger than in the case
of bonds. Moreover, in view of the greater risks assumed by the
investor in equity securities, such securities are usually brought out
at a substantially larger discount than are bonds.

The expenses of floating securities vary considerably from one
industry to another. In the extractive industries, for example, the
cost of ﬂoatmg common stock Was 25.9 per cent; in transportation
and communication compames, 19.1 per cent; in manufactunng
industries, 16.4 per cent; in merchandising, 14.2 per cent; in finan-

* From table supplied by the Securities and Exchange Commission,



150 CAPITAL EXPANSION AND STABILITY

cial companies (excluding investment trusts), 12.9 per cent; and
in public utilities, only 5.4 per cent. A similar range is shown in
connection with preferred stocks and bonds.” The explanation of
these differences is to be found in part in the greater risks involved
in certain types of industries and in part in the comparative size
of the various issues,

The kigh costs of floating small common stock issues are mot
necessarily prohibitive. This is clearly indicated by the fact that out
of 241 common stock issues registered with the Securities and Ex-
change Commission, as shown in the table on page 148, as many
as 198 were issues of less than $1,000,000, while 73 were less than
$250,000. An analysis of all flotations in the Pacific Coast area
from January 1930 to September 1938 shows that out of 180
issues there were 64 of less than 1 million dollars and 45 of less
than $500,000. Of the issues less than $500,000 in amount, 1§
were bonds, notes, or debentures, 7 preferred stocks, and 23 com-
mon stocks.® :

The reason why such charges are not prohibitive is that they
do not represent direct costs which must be met out of a given
year’s income. When 2 corporation issues a $100 share of stock and
receives $80, it merely agrees to pay dividends on the $100 at such
time as the earnings are regarded as adequate. If no dividends are
paid for the first three years, the costs are automatically postponed
for a 3-year period. In consequence, the annual cost would not
exceed that on a bond originally marketed at much less cost but
requiring interest payments from the beginning. To be sure, stock
subscribers wish to receive dividends at the earliest possible date,
and hence pressure is exerted on the corporation to pay dividends
as soon as earnings permit.

The real handicap to the small corporation lies in the very high
charges which it pays in comparison with larger companies. With
issues running beyond 10 million dollars, the cost of the larger
corporations is but a fraction of that of the smaller companies.
The higher capital charges of the small companies of course places

" The same. , )
*For the complete list showing amounts, purposes for which these flotations
were made, and other details, see App. C, pp. 390-95.
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them at a distinct disadvantage as compared with larger com-
petitors. ‘

Local investment bankers seem to offer the best possibility for
bringing out small issues at minimum coss. Much of the credit in-
formation needed may be common knowledge or readily obtain-
able locally since the company and its officers are well known in
their own community, It may also be possible to market the issues
among local investors who are acquainted with the reputation of
the company in question. If the local market is inadequate, an at-
tractive issue is often distributed in part through investment bank-
ers in other cities with whom working relations are maintained.
It is for such reasons as these that the maintenance of small in-
vestment banking houses throughout the country is essential.
Neither the large nor the smaller investment houses of the great
metropolitan centers can be counted upon to analyze such local
enterprises and provide the needed capital.

In England a method has been developed in recent years which
has wery greatly reduced the cost of small capital share issues.
There are two aspects to the plan. The first is to promote a com-
bination of two or more small companies in order to make possible
a flotation of somewhat larger size than would otherwise be the
case. The second is the elimination of the costs involved in public
offerings by placing such issues directly with savings banks, and
insurance companies or individuals of large means. As a result of
very thorough investigation of the potentialities of the enterprise,
the investment house is usually able to obtain purchasers before
the commitment is actually made. Thus the risks—and hence the
necessary spread—is very greatly reduced. In fact, the cost for
flotations in the range of $500,000 to $1,000,000 has been brought
down to around § or 6 per cent—or to 2 level comparable with that
of large issues which are publicly floated.®

This method, however, would not lend itself readily to Ameri-
can conditions, In the first place, it requires long-established banking
relationships which are not so common here as in England. In
the second place, insurance companies and savings banks are not

*This statement is based upon personal scrutiny of the records of one of the
most important houses,
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permitted to make investments in common stocks. Its chief possi-
bility would lie in connection with large individual investors and
perhaps to some extent with certain types of institutional investors.

C. Capital Loans from Commercial Banks

As was pointed out in Chapter I, the commercial banking sys-
tem has always been an important source of intermediate and long-
term, as well as short-term, business credit. Although the com-
mercial banks nominally made loans in the form of shortterm
loans, by means of extensions and renewals, as well as by demand
loans of indefinite duration, they furnished a substantial part of
the capital requirements of small and developing enterprises. Loans
thus received were expected to be gradually liquidated as the earn-
ings of the business made it possible. The stricter supervision of
loans by the banking authorities following the depression of 1933,
alluded to above, served, however, to restrict such credit exten-
sions. But in the last few years a new method has been evolved
for getting substantially the same result, namely, the term loan.

The term loan differs from the short-term loan indefinitely ex-
tended in that the former runs for a definite period of years and
calls for gradual liquidation through serial repayments. The usual
duration is five years, although some have been made for as long
as ten years. It is obvious that this systematic plan has definite
advantages over the former loose and irregular procedure

The credit mvestlgatxon involved for such loans is similar to
that employed in connection with shortterm commercial loans.
With the longer loan, however, earning power is considered as well
as the company’s position with respect to quick assets and current
liabilities. The loan contract lays down various restrictions de-
signed to safeguard the position of the lender.”

The term loan procured from commercial banks is analogous to
serial notes and debenture issues. It is unlike a stock certificate in
that it is an interest-bearing obligation. It is often like a debenture
in that it is based on the general credit of the corporation rather
than a pledge of property, and it is like the serial note in that it

* An illustration of an actual term-loan contract setting forth these protective
provisions will be found in App. C, pp. 396-97.
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calls for a schedule of periodic payments. In a good many cases,
however, mortgage security is required.

The term loan is used in connection with both small- and large-
scale borrowing operations. The Board of Governors of the Fed-
eral Reserve System made an investigation of such loans as of
April 19, 1939."* Information was obtained from about 400 banks
whose combined loans of all types represented approximately 70
per cent of the loans of all banks. The classification of the term
loans was as follows:

Size Number of Loans - Aggregate Amount
Under $100,000 ................ns 22,900 $170,000,000
$100,000-$1,000,000 . ............ 1,700 460,000,000
Over $1,000,000 ................. 300 790,000,000

Total «.0oiviiiiiiiins 24,900 $1,420,000,000

It will be seen that the small loans were numerically very im-
portant, If the second group be regarded as falling primarily within
the mediumssized category, only about §7 per cent of the total
amount is to be classified as involving large-scale borrowing opera-
tions, It is interesting to note in this connection that exactly 50
per cent of the loans included in this total were made by New York
City banks.

From an investigation which we have made in three cities—
Detroit, Cleveland, and Cincinnati—the following illustrations may
be cited as examples of medium and small-scale loans. A printing
company borrowed $72,000 for three years at § per cent—payable
in monthly installments of $2,000. A metal-working concern pro-
cured 2 loan of $750,000 for five years payable in semi-annual in-
stallments of $75,000. A lithographing company obtained a term
loan of $200,000 for five years at 4 per cent, payable in semi-
annual installments. A drygoods company borrowed $180,000 for
three years—at varying rates for the different maturities.

Term loans"are made for a wide variety of purposes. They in-
clude the provision of additional general working capital; the
purchase of raw materials; the financing of inventory expansion;
the purchase of machinery and equipment; and the liquidation of
trade credits and bank loans,

* Federal Reseroe Bulletin, July 1939, pp. 560-62.
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The term loan is both cheaper and more flexible than ordinary
security issues, It is cheaper simply because it requires no public
registration or marketing through investment banking channels.
In fact, the cost represents little more than straight interest—
with some allowance for the extra risks involved by virtue of the
duration of the loan. Two methods are employed with respect to the
rates. Under one method the early maturities bear the current
short-term commercial rate, with an ascending scale for later
maturities. Under the alternative plan the rate is the same for all
maturities, and naturally higher than current short-term rates.

Such loans have advantages over bond issues in two ways. In
the first place, complete liquidation may be made on any payment
date. Second, the gradual liquidation that is required lessens the
danger of inability to meet large principal obligations which
happen to be due at an unfavorable time. On the other side of
the picture, however, it is obvious that the bank is in a position to
exercise a more continuing supervision over the business than in the
case with bond holders. While continuous advice from the banker
may at times be irksome, it is likely to be helpful from the stand-
point of maintaining sound credit conditions.

“The extension of commercial bank credit for intermediate and
fixed capital purposes has a legitimate place in banking operations.
This development has, however, naturally given risen to some
controversy. Those who adhere to the old conception of com-
mercial banking as being properly related only to the financing of
the production and distribution of goods look upon it as a dan-
gerous innovation which threatens to undermine the safety of the
commercial banking system. On the other hand, those who recog-
nize that the commercial banks have always made what are in
effect long-term loans and have long been heavy holders of securi-
ties, and who believe that liquidity is maintained chiefly through the
shifting of assets and the procuring of credit in case of need from
the Federal Reserve banks, look upon this development without
misgivings. Indeed, they regard such loans as distinctly helpful in
diversifying their portfolios and they regard the serial maturities,
which are paid from earnings, as a more reliable flow of income
than short-term loans, which are nominally paid in full on a given
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date but which frequently must be renewed, Certainly the risks
involved are less than was the case under the more informal meth-
ods of long-term credit extension previously employed by the banks.

The banking authorities have come to recognize that such loans
have a legitimate place in commercial bank credit extension. In
1938, as a result of agreements reached among the Comptroller of
the Currency, the Federal Deposit Igsurance Corporation, and the
Board of Governors of the Federal Reserve System, regulations
were issued pertaining to eligible investments of member banks,
permitting the purchase of such loans having a maturity as long
as ten years with no repayment of principal during the first year
and only 75 per cent during the 10-year period.

There are some observers who believe that term loans are merely
a temporary result of the abundance of bank funds and low interest
rates, and that they will largely disappear if these conditions
change. However, in view of the fact that this method is a con-
venient form in which to extend intermediate term credit to in-
dustry for which no provision was made in the past, it is our view
that such loans are likely to occupy a significant permanent place
in the banking system, especially outside the large financial centers.

D. Federal Reserve Loans to Industry

An act of June 19, 1934™ provided that the Federal Reserve
banks might make direct loans to industrial or commercial busi-
nesses for periods up to five years, This grant of power to make
direct intermediate term Joans to industry marks a departure from
the traditions of the Reserve System in two ways: first, the System
was supposed to make only shortterm commercial loans; and,
second, the lending activities of the System were supposed to be
arried on only by the member banks—Federal Reserve banks
merely being sources of bank credit,

The conditions laid down for Federal Reserve bank loans are
as follows:

The circumstances must be exceptional,
The business must be an established one and be unable to get the
accommodation on a reasonable basis from the usual sources.

793 Cong. 2 sess,, 48 Stat. L. 1105,
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The loan must be for the provision of working capital.
The maturity must not be over five years.

The act also provides that a Federal Reserve bank may discount
or purchase from any financing institution in its district loans for
working capital with maturities not over five years, or make loans
to any financial institution on such paper, or make commitments
to discount, purchase, or grant loans. The financing institution must
bear 20 per cent of the loss on the loan.

An Industrial Advisory Committee of three to five members in
each district is appointed by the Federal Reserve bank subject to
the approval of the Board of Governors of the Federal Reserve
System. This committee makes recommendations about each ap-
plication.

These loans have been made for a wide variery of purposes. The
purposes for which one Federal Reserve bank has made such loans
are indicated in the following table.” The total volume of loans
by all Federal Reserve banks-since 1934 is shown in the table on

page 159.

Purpose Amount  Per Cent
For labor and materials and to carry receivables, inven-

BOTIES, €80, e v ve et e $27,013,638.52 737
Payment of bank debt ..................coiil 6,780,686.80 18.5
Payment of trade debt ................... PO 1,784,353.68 4.9
Payment of taxes ..............coiiiiiiiiiiins. 379,500.00 1.0
For plant improvements including purchase of machinery

and equipment ........ciiiiiii i 342,094.00 0.9
For payment of mortgages and debentures ........... 186,850.00 0.5
For payment of miscellaneous debts ................ 175,300.00 0.5

All Joans ....ovvvviinviiiiiiiiiiie $36,662,423.00 100.0

It will be seen that such loans have been made for purposes other
than for working capital, which accounts for 73.7 per cent of the
total. The payment of bank and trade debts may properly be inter-
preted as the equivalent of an improvement in working capital

, position. /

The reasons why industrial enterprises have sought loans direct
from this Reserve bank are, of course, not revealed by the fore-
going data, which merely show for what purposes the loans were

" Data furnished directly by the bank,
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used. However, an analysis of the applications presented to the
Industrial Advisory Committee of that bank shows that these bor-
rowers were typically short of working capital. An illustration of
the process of granting a loan, which shows the character of the
data and reveals the condition of the borrower, is given in Ap-
pendix C, pages 398-401.

The Federal Reserve loans have also been made to a wide
range of industries. A summary of loan operations for all Federal
Reserve banks indicates that practically every type of industry is
represented among the borrowers, including manufacturing enter-
prises, wholesale and retail companies, and an extensive miscel-
laneous group covering such varied businesses as mines and quar-
ries; oil and gas production; printing, publishing, and allied trades;
shipbuilding and repairing; transportation; construction; hotels,
apartments, and restaurants; and laundries, cleaners, and dyers.

The need for credit was in part attributable to the depression and
in part 10 bad management. One concern had big losses as the result
of installment selling of equipment to irresponsible concerns. In
certain cases working capital was used to purchase new equipment,
to make repairs, or to pay off a mortgage; and then later the busi-
ness suffered for lack of working capital. Notes and accounts re-
ceivable were often pledged with finance companies at high rates.
In one case there was a loss of sales because of failure to maintain
the quality of the product. Technical developments and changes
in marketing methods were also contributing factors, One concern
showed a big inventory of horseshoes. Another was suffering from
Japanese competition. A paper company suffering from Canadian
competition in newsprint was turning to other lines of paper manu-
facture. A common source of difficulty was the attempt to intro-
duce a new product without adequate capital.

E. Industrial Loans by the Reconstruction Finance Corporation
The act of June 19, 1934 authorized the Reconstruction Finance ,

Corporation to make loans to industrial or commercial businesses

cstab_lished ]Jefore January 1, 1934, for the “purpose of maintaining

and increasing the employment of labor.” It will be noted that the
* 73 Cong, 2 sess., 48 Stat, L. 1108.
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authorization to the RFC was much broader than to the Federal
Reserve banks, the loans of which were supposed to be restricted
largely to working capital purposes.

To be eligible for RFC loans, the borrowers must be unable to
obtain credit at regular rates from the ordinary sources. The loans
must be adequately secured and must mature in less than five
years. This limitation was later extended to ten years.”®

The loans of the RFC are distinctly what may be called “inter-
mediate” credit, most of them running for from three to five years.
In most cases they are payable in installments. The security is often
a mortgage on the real property and a chattel mortgage on the
inventory of the business. Monthly repayments are presumed to
be made out of earnings. To the extent that this proves to be pos-
sible, it is apparent that the industries are not obtaining permanent
capital from this source; they are merely afforded a chance to build
up capital from earnings.

.
InpustrIAL LoaNs BY THE REcoNsTRUCTION Finance CorrorATION,
As or ArriL 30, 1938

Amount as
Amount
Parpose of Loan Authorized Pm;z;:ge of

“Working capital”...............oooein $ 32,755,000.84 18.6
Labor..... L. 4,483,107.87 2.5
Materfals. . ...coovvviiniiiiniiiania 3,488,003.59 2.0
Labor and materials (where not separated)......| 52,415,652.91 29.7
Improvements and repairs.................... 5,931,122.18 3.4
CONSLIUCHION . + v v v v e vveevrerrnennnireanranns 8,162,018.15 4.6
Machinery and equipment................... 9,322,170.38 5.3
Inventory and supplies....................00. 2,484,615.93 14
T T N 9,992,094.59 5.7
Tradedebts...oooovveivnierieeiiiiiiannenen 12,490,963.59 7.1
Bankloans.......coooiviiiviiiiiiiinnninnn 10,025,228.60 5.7
Mortgages. ....vvvieiiiiiiiii i 9,961,960.26 5.6
Bonds. ..o i 6,103,236.67 34
Miscellaneous . . ..o vvvvvenerieriiirennein. 8,873,953.43 5.0

Grandtotal. .............. i $176,489,128.99 100.0

8 Data furnished directly by the RFC,

The purposes for which the RFC has extended credits to in-
dustry are shown in the accompanying table.

* 74 Cong. 1 sess., 49 Stat. L. 4-5.
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If we group with the “working capital” category labor and ma-
terials and inventories and supplies—items which are ordinarily
regarded as working capital—we find that about 54 per cent of the
total has been extended for working capital purposes. Improve-
ments and repairs, construction, and machinery and equipment ac-
count for 13.3 per cent, whereas taxes and debts of various kinds
comprise 27.§ per cent of the total.

The RFC loans have been more extensive than the Reserve bank
loans. The amount outstanding for each agency at the end of each
year from 1934 through 1939 is shown below. It will be seen that

End of Industrial Advances of RFC Loans to Industrial and
Year Federal Reserve Banks® Commercial Business”

1934 (... ... $13,589,000 $ 6,626,000

1935 oo 32,493,000 40,055,000

1936 ... 25,526,000 63,592,000

1937 20,216,000 74,794,000

1938 .ot 17,345,000 107,747,000
1939 e 13,683,000 130,625,000

the Federal Reserve bank advances have decreased since 1935,
while the Reconstruction Finance Corporation loans have shown a
steady expansion.

The loans made by the Reconstructive Finance Corporation and
the Federal Reserve banks constitute a negligible percentage of
total credit extensions. On December 31, 1938, total bank loans

“outstanding in the United States amounted to 21,354 million dol-
lars. The combined loans of the Federal Reserve banks.and the
Reconstruction Finance Corporation amounted to only 0.58 per
cent of the loans made by the banks of the country.

On the basis of the foregoing analysis, we reach the following
conclusions: :

1. Medium- and small-scale business enterprises constitute a very
important segment of American economic life, particularly from the
point of view of employment.

2. The principal source of financial weakness of smallscale
business enterprises is a shortage of working capital. It is evident
that, typically speaking, they have not been able to build up capital

™ Federal Reserve Bulletin, February 1940, PP. 127, 143.
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out of undistributed earnings. The primary need, therefore, is for
an expansion of equity capital through the sale of stock.

3. The methods of equity financing are only two in number. The
first is the direct sale of shares to interested individuals; and the
second is the public offering of stock through investment banking
institutions. The obtaining of direct subscriptions is becoming in-
creasingly difficult because of the handicaps imposed by our system
of taxation and because of the preoccupation of the public with
speculation in stocks listed on the exchanges. Nevertheless, with
appropriate reforms of the taxation system (see “Recommenda-
tions” in Chap. XIII), and with a return to more stable political
conditions, we may reasonably expect a material increase in the
volume of so-called “venture” capital.

The public flotation of small issues must be undertaken chiefly by
local investment banking concerns. Many issues of medium and
small size are in fact handled by such houses, which is evidence that
the cost, when spread over a.period of years, is not actually pro-
hibitive. The high costs nevertheless impose a competitive disad-
vantage upon the smaller companies. In numerous cases, moreover,
they doubtless discourage flotations.

4. Loans to smallscale business enterprises by banks or govern-
ment agencies do not reach to the heart of the problem. Such in-
terest-bearing credit advances may in some cases tide a company
over a difficult period; but in other cases they may merely increase
the difficulties and hasten insolvency. Loans, therefore, have a
somewhat limited role to play in connection with medium- and
small-sized business enterprises, and much wisdom is required in
the extension of such credit.

5. The existing machinery for making industrial loans is reason-
ably adequate. Such credit is now extended in the form of term
loans by the commercial banks, by the Federal Reserve banks, and
by the Reconstruction Finance Corporation. Owing to the exten-
sive development of commercial bank zerm loans it would seem
that direct industrial advances by the Federal Reserve might
well be discontinued. The Reconstruction Finance Corporation,
which has_broader lending powers, is adequate to take care of
emergency cases beyond the purview of the commercial banks,



CHAPTER IX

IS FURTHER PRIVATE CAPITAL EXPANSION
POSSIBLE?

The profound and long<continued economic maladjustments of
recent years have been accompanied by the emergence of the idea
that the United States has now reached the stage of “economic
maturity,” and that our current difficulties are rooted in this funda-
mental fact. It is contended, accordingly, that further opportunities
for industrial expansion under the system of private enterprise are
severely restricted, and that in consequence we must look to the
government for the enterprise with which to provide for the needs
of the people. '

A numbser of factors and considerations appear to be responsible
for this view, among which the following may be mentioned: the
disappearance of the agricultural frontier; the extensive appropria-
tion of other natural resources; the declining rate of population
growth, forecasting a stationary population in the not distant fu-
ture; the apparent completion of the building of great industries;
and the extraordinary achievements in science, invention, and tech-
nology, which have greatly increased productivity—and, in the view
of some, already ushered in the age of plenty.

This point of view is perhaps a natural outgrowth of the prevail-
ing character of American economic development over the course
of the last century. We possessed vast unsettled areas and unex-
ploited resources; we had a rapidly expanding population, result-
ing both from the birth rate and immigration; and we built a con-
tinuous series of new industries—railroads, public utilities, and
manufacturing enterprises in ever new fields. In the light of this
history, and of the recent period of stagnation, it is easy to under-
stand how it might appear on first thought that our future, so to
speak, lies behind us.

I. THE CONCEPTION OF ECONOMIC MATURITY

The meaning of the term “economic maturity” has not been very
precisely stated. A few quotations from recent literature will, how-
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ever, serve to indicate the nature of the problem and the significance
attached to the conception. In opening the hearings before the Tem-
porary National Economic Committee, Professor Alvin H. Han-
sen of Harvard University made the following statement, which
was regarded as a keynote in the inquiry. It will be observed that
Hansen regards the phenomenon as characteristic of the entire
western world.

«+ . We are caught in the midst of powerful forces in the evolution of our
economy which we but dimly understand. Something has gone wrong
with the forces making for expansion. . . . The economic order of the
western world is undergoing in this generation . . . a structural change
no less basic and profound in character than the industrial revolution be-
ginning 150 years ago and extending deep into the nineteenth century.
‘That revolution transformed the western world from a primitive, rural
economy into a highly industrialized machine economy. In this genera-
tion we are passing over a divide which separates the great era of the
growth and expansion of the nineteenth century from an era which we
cannot as yet characterize with,clarity and precision. One overwhelm-
ingly important fact, however, characterized the century which preceded
the World War. It was a unique epoch. It was a century of rapid expan-
sion into new territory and it was a century of prodigious growth of
population. Population poured into America, into the great West into
Brazil, the Argentine, Canada, Australia, and flowed back from the agri-
cultural communities into giant urban centers, which grew and fed on
this expansion, This one central fact of growth and expansion dominated
the whole of economic life. . . .

.« . It is my growing conviction that the combined effect of the declin-
ing population growth, together with the failure of any really important
Innovations of a magnitude sufficient to absorb large capital outlays,
weigh very heavily as an explanation of the failure of the recent recov-
ery to reach full employment.*

Professors Glenn E. McLaughlin and Ralph J. Watkins of the
University of Pittsburgh set forth the implications of economic
maturity in the following language:

Despite the phenomenal industrial gains in the American economy,
there are increasing signs of retardation of both population and industrial

growth, signs which suggest that the United States is approaching a stage
of industrial maturity. The special committee on population problems

26 Cong. 1 sess., Investigation of Comcentration of Economic Power, Hearings
before the Temporary National Economic Committee, Pt. g, pp. 3503-04, 3514.



IS FURTHER PRIVATE CAPITAL EXPANSION POSSIBLE? 163

of the National Resources Committee has estimated that maximum
population will be attained within one or two generations, the most
optimistic peak being set at 187 million people in 1980 and the most
probable at 154 million people in 1980.”

+ . . Industrial maturity is likely to bring with it more serious and
more frequent periods of under-utilization of the factors of production.
Shortage of capital for social improvements develops just at the time
when social consciousness emerges to demand such improvements. . . .
In short, it is probably fair to say that an enterprise system functions best
in an expanding economy; and that the appearance of industrial matur-
ity raises profound questions concerning the ability of an enterprise sys-
tem to produce a progressive evolution of the economy under conditions
of maturity, We believe that it is essentially these questions which lie
behind the transformation of economies throughout the world in recent
years—transformations involving increasing public participation. The
problem of the American economy is to adjust itself to these influences
and at the same time to preserve the maximum benefits of an enterprise
system.®

The arresting of the rate of population growth is evidently re-
garded as a primary factor in the situation. This point is emphasized
in the foregoing quotations, and numerous other writers take 2
similar position.*

A primary implication of the conception of economic maturity is
that government must increasingly supplant private emterprise. A
great expansion of government activity is deemed essential both as
a means of providing outlets for investment money and work for

! American Economic Review Supplement, March 1939, p- 3

*The same, p. 14.

‘In the minds of some the conception of maturity in an economic system is
analogous to the conception of maturity in a living organism, which grows
rapidly for a certain number of years and then tapers off until a stationary level
is reached. As one writer puts it:

“Our mechanical civilization has grown up. Its growing up—the leveling off
of the rise in our production—is not a phenomenon of any so-called business
depression of mysterious or political origin, . . . It is the culmination of our
growth and the ending of a long chapter in our history, and just as inevitably
the beginning of another. It is the result of the maturing of our mechanical
culture, which cannot be induced to continue its former rate of growth, any more
than 2 man of twenty-two can be made to grow like a youth of fourteen by any
medicine or system of exercise.” Roy Helton, “One Hundred Billion a Year,”
Harper's Magazine, August 1938,

It is reassuring to note that this analogy is not carried through to the ultimate
implications of decay and death,
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individuals who could not otherwise find employment. In testify-
ing before the Temporary National Economic Committee, Profes-
sor Hansen concluded that “private investment will have to be
supplemented by public investment on a considerable scale.” In the
same hearings Adolf A. Berle, Jr., assistant secretary of state,
reached the following conclusion:

« »» The government can create, and does create, wealth in the form
of roads, parks, public buildings, public hospitals, and the traditional
public services of the federal, state, and local units. Plainly, these as
they now stand are not sufficient to serve as the market for more than a
fraction of the capital goods production in the United States. If, there-
fore, wealth is to be created by creation of government debt, the scope
of government enterprise must be largely increased. Briefly, the govern-
ment will have to enter into the direct financing of activities now sup-
posed to be private; and a continuance of that direct financing must
mean inevitably that the government ultimately will control and own
those activities. . . . Over a period of years, the government will grad-
ually come to own most of the productive plants of the United States.

This is certainly so fundamental a change in the course of American
life that the decision to make it should be taken for reasons other than
relief of a series of temporary difficulties. If the country desires to make
wealth creation 2 function of government (I personally believe it must
do so in larger measure than it has heretofore ), the choice should be the
considered choice of the country and not the result of a policy of drift.’

Mr. Berle suggests a financial plan for promoting this develop-
ment. He would establish a system of “capital credit banks” which
would render current savings (and also potential credit resources)
available to government bodies for capital developments of any
type that would provide employment and promote the public wel-
fare. While these new banks would also be permitted to make loans
to private enterprise, such loans would presumably be at normal
rates of interest. Those to government bodies, however, would be
merely nominal—perhaps in dull times as low as one-eighth of 1
per cent. In these government undertakings profit considerations
~ would not be considered—even though they were directly com-
petitive with private enterprise. In so far as this plan increased gov-
ernment expenses, private enterprise would presumably be expected

*From mimeographed release of testimony before Temporary National Eco-
pomic Committee, May 16, 1939.
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to provide the necessary funds through increased taxation. A feature
of Mr. Berle’s plan, however, is that the scheme would not cost
much because of the possibilities of credit expansion.®

Evidence of the phenomenon of industrial maturity is said to be
found in statistics of production. While Hansen merely refers in
general terms to the restricted volume of production in recent years
as compared with the twenties, McLaughlin and Watkins under-
take to give more specific evidence as follows:

.« » Among nearly all major industries, there has been 2 notable slowing
down in the rate of growth since the World War. In some industries,
production trends are horizontal or negatively inclined, Coal production
has tended to drop since the World War, and there has been a sig-
nificant downward trend in railroad passenger traffic since 1920, the
present traffic volume being only about one-half what it was at that
time. Although production trends continue moderately upward in steel,
some branches of the industry, notably rails and wire rods, are charac-
terized by falling trends. Passenger automobile production was roughly
15 per cent lower in 1937 than in 1929, although the trends of the
industry may still be upward. Railway freight traffic has also failed to
pass its 1929 peak. Moreover, it is problematical whether the construc-
tion industry will soon pass its 1928 peak.’

Production data do not support the thesis that the United States
has reached a stage of economic maturiry. It will be observed that
most of the comparisons presented in the foregoing quotation are
between the late twenties and the late thirties. The fact that the
output in 1937 was lower than in 1929 does not establish any de-
clining trend; it merely indicates that the recovery and expansion
movement in the thirties did not reach as high a level as in the
twenties. Whether this was due to underlying forces of a perma-
nent character or to temporary factors in the economic and political
situation is of course the paramount question at issue.

¥ Mr. Berle gives generous credit to the undersigned for the discovery of the
great significance of bank credit expansion in the economic development of the
country, and concludes that my analysis pointed to “a definite reorganization in
the banking structure.” The articles in question (Journal of Political Economy,
1918) did not draw any such inference; on the contrary they pointed to the con-
clusion that the banking system had been functioning exceptionally well in provid-
ing funds for agricultural and industrial development. The reader is here referred
to pp. 24-26 of the present volume for a brief statement of the significance of
bank credit expansion, H.G.M.

' American Economic Review Supplement, March 1939, pp. 3-4.
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The fact that coal production and railroad passenger traffic have
declined ever since the Great War does not indicate that fuel pro-
duction and passenger transportation as a whole have declined, That
there has been a substantial shifting from coal to other forms of
fuel and from railroad passenger cars to other forms of conveyance
is well known, McLaughlin and Watkins recognize that to estab-
lish the fact of maturity it would be necessary to show that the rate
of growth of total production is slowing down; but the evidence
which they cite throws no light on the total quantity of production.®

Comprehensive indexes relating to the aggregate volume of pro-
duction show no tapering off prior to the depression following 1929.
For example, Carl Snyder’s indexes of trade and production show
a virtually constant percentage rise over a long period of years.
There is thus no adequate support for the contention that a perma-
nent slowing down in the rate of industrial growth has already oc-
curred, All that can be said is that—for whatever reasons—the vol-
ume of production in the late thirties has been below the level of
the late twenties.'

The factor regarded as of controlling importance in bringing
about economic maturity—as the quotations given above indicate—is
the declining rate of population growth. If the growth of popula-
tion has been the dominating factor in American economic expan-
sion in the past one would expect to find a close correlation over the

*They state that Arthur F, Burns has shown that “there is considerable evi-
dence that most individual industries in agriculture, mining, and manufacturing
have experienced abatement in their rates of growth since 1870 and that very
likely this abatement is true as well of the individual branches of forestry, fish-
eries, construction, transportation, and trade.” Burns does not, however, give any
figures of aggregate production.

® For “trade and production” index (for s-year intervals) from 1800 to 1925,
see Capitalism, the Creator, p, 69; for “production” index, 1870-1925, see Busi-
ness Cycles and Business Measurements, p. 239 for “composite production and
trade” index, xgro-29, sce Capitalism, the Creator, p. 106,

* Some of the confusion with respect to the significance of long-term trends has
arisen from the examination of curves which show percentage rather than absolute
increases. If the increase of production is constant in amount and the successive
annual totals are charted, the line will rise steadily and appear as a straight-line
upward trend, If, however, each year's production is charted as a percentage
change the curve will appear to be gradually flattening out. Since both curves are
based on the same production data their differing slopes can in no way alter the
underlying fact. Yet the former curve suggests that all is well with economic
progress, while the latter carries an ominous portent of impending doom,
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years in the rate of population growth and the rate of increase in
production.

A decreasing rate of population growth in the past did not check
economic expansion. The increase in population in the United States
by decades since 1800 has been as follows:

Percentage Percentage
Number Increase in Number Increase in
Year (Inmillions)  Decade  Year (Inmillions)  Decade

1800 ...... 5,308 351 1870 ...... 38,558 22.6
1810 ...... 7,240 36.4 1880 ...... 50,156 30.1
1820 ...... 9,638 331 1890 ...... 62,948 25.5
1830 ...... 12,866 33.5 1900 ...... 75,995 20.7
1840 ...... 17,069 327 1910 ...... 91,972 21.0
1850 ...... 23,192 359 1920 ...... 105,711 149
1860 ...... 31,443 356 ° 1930 ...... 122,775 16.1
1940 ...... 132,150 (est.) 7.6

It will be seen that the rate of population increase declined almost
continuously from 1850 to 1900—the low figure for 1870 reflecting
the influence of the Civil War., There were slight variations in en-
suing decades, but with the trend continuing downward. If the rate
of population increase had been of controlling importance we should
have had a sharply declining rate of increase in production as early
as 1870, with a continuing downward trend to the present time.
But indexes of aggregate production, as already noted, do not show
any declining trend during this period. A factor which does not
show results until after it has been operating for 60 years can
hardly be regarded as of “dominating importance.” Other factors
must have been of greater significance. '

If further evidence is needed to show that production can in-
crease even though population be practically stationary, it is avail-
able in the history of France. In the 20-year period preceding 1913
the population of France increased only 4 per cent. In those two
decades, however, the volume of production increased as much as
20 per cent.™

The conception of population growth as a controlling factor in

1t may be recalled here that the classical economists of the nineteenth century
tended to look upon increasing population as a menace rather than a stimulus to
economic progress, They cited China and India in support of the view that a
steadily increasing population presses against natural resources, keeps standards
of living at the minimum of subsistence, and tends to prevent the introduction of
labor-saving devices which might increase productivity. In short, natural resources
were regarded as setting the limits to expansion and rising standards of living.
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economic expansion involves an elementary fallacy. It is based on
the assumption that the only impetus to economic growth is that-
which comes from increased numbers of people. The fact is that
economic activity—the use of our labor power and our capital equip-
ment—has always been directed to a double purpose: (1) the pro-
duction of goods to care for the primary needs of increasing num-
bers of people; and (2) the production of increasing quantities of
goods for the already existing, as well as for the increasing, popula-
tion, Stating the matter in individual terms, we seek not only to
- produce enough to provide our children with necessijies, but we
hope to enable them, as well as ourselves, to achieve higher stand-
ards of living than were enjoyed by our forefathers.

These general statements may be translated into specific terms
by reference to what actually occurred in the great area of expan-
sion from 1900 to 1929. We did, it is true, devote our energies to
the production of primary goods and services for a steadily expand-
ing total population, but at the same time we were constantly pro-
ducing more for the already existing population. In the course of
this 30-year period as a whole, the production per capita rose almost
40 per cent. Similarly, the expansion of the nineteenth century,
both in America and Europe, was accompanied by increasing out-
put per capita, as technical and organizational improvements con-
stantly increased the efficiency of production.'®

Why should a cessation of population growth make it necessary
for us to refrain henceforth from producing more and still more
for the existing population? Are not the unfilled wants and unsatis-
fied desires of the present 132 millions of people just as real a
source of potential demand as the elemental needs of those who
may be born in the years ahead?

The character of our productive output must of course be modi-
fied as population ceases to grow. Instead of additional bread and

2 Hansen makes a passing reference to this fact, but without apparently incor-
porating it into his thinking. After stressing population growth as the one central
fact which dominated the whole of economic life, he goes on to say: “The enor-
mous capital outlays of the nineteenth century were, of course, in the first instance
conditioned by new technological developments. . . . It seems not unreasonable to
suppose . . . that approximately one-half of the capital outlays of the past century
were due to the growth of population and its expansion into new territory.” Italics
supplied. Hearings before the T.N.E.C,, Pt. 9, 3504.
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potatoes for more hungry mouths, we should provide a greater
variety of food for a population receiving better nourishment. In-
stead of additional hovels, shacks, and tenements, we should build
houses and apartments of improved design. Instead of bare floors
and walls and the most meager household equipment, we might
have attractively furnished homes equipped with adequate labor-
saving devices. So long as human wants remain unsatisfied there
will be opportunity for the further expansion of production.

The view that a decrease in the rate of population growth zec-
essarily means 2 check on economic expansion cannot be supported
either on the basis of economic analysis or historical experience. All
that can be said is that with a stationary population it becomes more
difficult to forecast the types of goods that may be demanded in
the future. The significance of new industries in relation to economic

expansion will be given consideration in a later section of this
~ chapter.”®

The foregoing discussion should not be interpreted as implying
that an economic system does not pass through various stages of
development and undergo constant evolution. American economic
. conditions today are obviously different from what they were in
our earlier history. As industrial society becomes more highly com-
plex the problem of making the system operate smoothly and effec-
tively becomes increasingly difficult—both from the point of view
of private enterprise and government regulation and control. In 2
highly developed and wealthy society the distribution of income in
relation to investment and consumption presents issues not found
under more primitive conditions; but it does not follow from these
facts that we are necessarily faced with stagnation so far as private
enterprise is concerned, and that the only hope for the future lies
in an expansion of public enterprise.

II. POTENTIALITIES FOR NEW CAPITAL
Having considered the validity of the conception of economic
maturity, we may now turn to a more specific analysis of the poten-
tialities of capital expansion in the future, We shall analyze the pos-
sibilities in three steps. The first relates to what is involved in

* See pp. 181-83.
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achieving a level of production, per capita, equivalent to that of
1929; the second to the requirements of the increasing population
forecast for the next 40 years; and the third to the raising of stand-
ards of living to certain assumed levels. In the nature of the case,
1o claims to precision can be made for any of the figures which will
be presented; all that they pretend to do is to indicate in 2 very
rough way the capital requirements necessary to attain certain po-
tential ends.

To guard against misunderstanding, it should be stated, also, that
the analysis is in no way intended as a prophecy as to what volume
of new capital is likely to be constructed in coming years. The ac-
tual trend will depend upon a complex of economic and political
factors which are unpredictable. We are here concerned only with
requirements,

A. Restoring Productivity to the 1929 Level

An appraisal of the trend with respect to physical capital during
the thirties necessitates consideration of the replacement of the ex-
isting capital supply, as well as of the restriction of new capital de-
velopments. It should be borne in mind that capital is being used
up even though plant and equipment are not actually dismantled
and scrapped, A machine that has become ten years older may still
be in use, but its remaining life is none the less ten years shorter;
and if productive efficiency is to be maintained it must be replaced
that much sooner.'* We are here concerned chiefly with deprecia-
tion—the factor of obsolescence being reserved for subsequent con-
sideration,

The extent to which the existing physical capital supply was
maintained in the thirties varies widely in different divisions of eco-
nomic activity. It appears that in some lines the supply was well
maintained and even increased; but in others there was not only no
expansion but an actual contraction as a result of the using up of
existing plant and equipment without replacement. We shall not
here attempt any new quantitative measurement of the extent to
which the supply of physical capital in the various industries has

¥ Plant that is not in use is likely to deteriorate as fast as when in operation;
and idle equipment often depreciates at about the normal rate.
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been affected by the economic changes of the last decade. A few
illustrations will, however, serve to indicate the nature of the prob-
lem of capital replacement.

1. Industrial machinery. The effective life of most types of in-
dustrial machinery is commonly regarded as approximately ten
years. Moreover, depreciation is commonly charged at the rate of
10 per cent annually—a rate which is allowed by the income tax
authorities as a basis for computing taxable income. As a practical
matter, machinery if kept in repair will usually last considerably
longer than ten years; and the 10 per cent depreciation rate is in-
tended to make some allowance for obsolescence. But in any case
the average age of installed machinery at different time periods
throws light on the need for replacements.

A survey made by the American Machinist as of the middle of
1937 indicated that 61 per cent of the machines in place were over
ten years of age, a figure which may be compared with 48 per cent
in 1930 and 44 per cent in 1925.** In a more recent survey the
Warner and Swasey Company of Cleveland polled 251 corporate
users of machine tools as to the age of their equipment and the ex-
tent to which replacements were made in the three years 1936 to
1938 inclusive, This census showed that of 120,864 machine tools
in place, 67.3 per cent had been bought prior to 1928, and only 9.6
per cent in the three years 1936 to 1938. The striking fact brought
out by these figures is that even in the comparatively good years
1936 to 1938, the average rate of replacement had been only 3.2
per cent. It is evident from these figures that in the important metal
working industry very extensive replacements will have to be made
within the next few years if the former productive capacity is to be
maintained.

On the basis of reports of the Bureau of the Census, supple-
mented by information obtained directly from machinery manufac-
turers, the Association of Cotton Textile Merchants of New York
has recently made a survey covering the number and age of textile
machines.® The survey shows that the number of spindles had
decreased from 35,267,086 on January 1, 1929 to 25,986,620 on

™ Estimated by John Haydock, “Plant Rehabilitation Only Started,” American

Machinist) Oct, 20, 1937,
¥ See Ten Years of Cotton Textiles.
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January 1, 1939—though because of great improvements in the
quality of new machines the capacity has not proportionally de-
clined. From the figures given for new installations it appears that
on January 1, 1939 nearly 87 per cent of the spindles were more
than ten years old.

The age of box looms has been surveyed by the Crompton and
Knowles Loom Works of Worcester, Massachusetts,'” It was found
that of a total of 193,399 box Jooms in place as of January 1, 1937,
80 per cent were ten years of age or more. In the silk and rayon
division the percentage ten years of age or over was 74; in the
woolen industry, 81; and in the cotton industry, 88.

In such fields as automobiles and automobile parts, chemicals,
and electrical equipment, the average age of installed machinery has
probably not increased appreciably. In some fields, moreover, there
has been a real increase in capacity. Even in the iron and steel indus-
try the capacity appears to have increased somewhat. But included
in the total capacity is plant and equipment dating back to the
World War period and beyond.

2. Railroad rolling stock. In the case of locomotives the general
view is that 30 years represents the maximum of efficient life, this
time span being used by the Interstate Commerce Commission in
its depreciation charges. This does not mean that a locomotive with
repeated repairs may not be used for a much longer time than 30
years; but it does mean that the company could save money by
replacing the locomotive even if the new engine were not of a supe-
rior model; that is, the cost of keeping the old engine in repair ex-
ceeds the depreciation and maintenance charges on a new one.

From December 31, 1929, to the end of 1938 the number of
serviceable steam locomotives decreased 25 per cent, and the trac-
tive power- by approximately 17 per cent. Meanwhlle locomotives
20 and more years old increased from 36 to 69 per cent of the total.
At the end of 1938 less than § per cent were “strictly modern,” that
is, under ten years of age, as compared with 20 per cent at the end
of 1929. As of December 31, 1938, 28.06 per cent of the serviceable
locomotives were 29 or more years old; and another 23.83 per cent

*See Crompton and Knowles Box Loom Census,
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were from 24 to 28 years old.*®

The number of railway freight cars decreased between 1929 and
1938 by 596,841, and the total capacity declined by 22 per cent.
Notwithstanding the fact that the cars which had been scrapped
were naturally the oldest ones, at the end of 1938 as many as 2§
per cent were over 25 years of age, another 20.5 per cent from 21
to 25 years of age, and 16.5 per cent from 16 to 20 years of age.
Only 9 per cent were under five years of age. Since the proper life
for railway cars is regarded as 1§ to 20 years, it is evident that more
than half of the existing supply of freight cars are at the age of
replacement.

It should be carefully noted here that there has been a great
increase in the efficiency of utilization of both locomotives and cars,
and that in consequence a decrease in the number cannot be re-
garded as an accurate measure of the number of replacements that
must be made.”® However, the fact that even so moderate an im-
provement in the volume of traffic as occurred in the autumn of
1939 resulted in a shortage of rolling stock is evidence of the need
for extensive replacements. In fact, large orders were then being
placed for new rolling stock.

Railroad machine shop equipment has likewise aged. The virtual
cessation of demand for rolling stock during the thirties left the
equipment shops without incentive either to expand or to replace
depreciating equipment. It is estimated that in 1937 over 70 per
cent of the machines in the average railroad shop were over 20
years of age.” There was little if any improvement during the en-
suing two years.

3. Electric power industry. The useful life of 2 steam electric-
generator—apart from obsolescence—is regarded as being 20 years
at the most. Steam plants comprise about 70 per cent of the total
electric power capacity. In 1934 a little more than 10 per cent of

" 1929 data from Wall Street Journal, Nov. 25, 1930, p. 15 1938 data from
Interstate Commerce Commission Statistics of Railaways, pp. 5-15, 16.

1t should also be borne in mind that the railroads now carry a smaller per-
centage of the total traffic than was the case in 1929. This development means that
the railroads will not have to make as extensive replacements as would otherwise
be necessary,

* Railway Age, Jan. 1, 1938, p. 17.
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the total steam capAcity was 20 or more years old, and 56 per cent
was 10 or more years old.”

In the last five years, although some of the old plant and equip-
ment has been retired, new plants have increased the total steam
capacity about 10 per cent. However, by the end of 1939 at least
35 per cent of the capacity was from 15 to 25 years of age and an-
other 28 per cent from 10 to 15 years old. That is to say, more than
6o per cent of the present steam electric plant should be replaced
or rebuilt within the next few years.

4. Plant and structures. The foregoing discussion—except for the
electric power industry—has related solely to eguipment. On the
whole, réplacement of plant has apparently been much less exten-
sive than the replacement of equipment.** This is partly because
increases in equipment constitute the more pressing requirements
and in part because they yield larger immediate returns in the way
of increased efficiency. While in some lines there has been consider-
able overhauling of plant, as well as equipment, a substantial per-
centage of the country’s fixed industrial properties have remained
basically unchanged since 1929.

In the railroad industry the rehabilitation of way and structures
has been at a very much lower rate than normally. The situation
varies widely in manufacturing, but in many lines the factories, as
distinguished from equipment, have undergone little reconstruc-
tion. There has been even less replacement of commercial buildings
such as stores, warehouses, offices, and hotels.

Data with respect to capital expenditures indicate that replace-
ment since 1929 has been subnormal. Unfortunately, there are no
figures which segregate outlays for the rehabilitation, moderniza-
tion, or replacement of existing plant and equipment from pur-
chases of materials with which to build new plant and equipment.
Various compilations have, however, been made showing the mag-
nitude of the total expenditures for capital goods (gross capital

" Federal Power Commission, National Power Survey, Power Series No. 1, pp.

22, 24.
Data compiled under the auspices of the Federal Reserve indicate that
outlays for plant even during the active period of 1936-37 increased very much
less than outlays for equipment. Unpublished reports compiled by George Ter-

borgh.
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formation).?* These data indicate that the volume of goods “des-
tined for capital construction” was at a very low level from 1931
to 1935 inclusive, and that only in the years 1936 and 1937 did they
approach the level of the late twenties. They thus lend support to
the conclusion derived from an analysis of the average age of plant
and equipment.

It should be noted at this place that the “index of industrial pro-
duction” in the last quarter of 1939 was at a level comparable to
that of 1929, It does not follow from this fact, however, that physi-
cal capital—even in the field of industry—had not shown positive
deterioration. Only a small proportion of the plant and equipment
in existence in 1929 had actually been scrapped by 1939, and hence
it was still available for productive operations. The fact cannot, how-
ever, be escaped that the average age has greatly increased and that
extensive replacements will in due course be indispensable if pro-
ductive capacity is to be maintained. It will be recalled that even
the wonderful one hoss shay collapsed eventually.

As stated at the beginning of this discussion, no new quantitative
estimates of capital shortages in the various fields of capital enter-
prise will here be presented. However, in a previous study™ the
Brookings Institution has attempted to estimate the general
magnitude of capital arrearages as of the end of the year 1936.
Account was taken both of the outright impairment of physical cap-
ital and the additional plant and equipment required to provide for
the needs of the increase in population which had occurred. While

*The two most comprehensive estimates are those compiled by Simon Kuznets
for the National Bureau of Economic Research and by George Terborgh for the
Board of Governors of the Federal Reserve System. In both cases the estimates are
intended to show the amount of goods actually destined for capital construction—
whether for replacement or expansion, As the authors indicate, the figures are at
best rough approximations; and it should be noted that there are substanmtial
differences in the results obtained. For example, in the years 1931 to 1936 in-
clusive, the National Bureau figures show a met reduction in the volume of pro-
ductive business capital (exclusive of inventories) of about § billion dollars (1929
dollars), For the same years Terborgh’s estimates show a reduction of nearly g
billion dollars. An important difference between the Kuznets figures and the
Terborgh estimates is found in the inclusion by the former of machine parts as
capital additions, whereas Terborgh classifies them as repairs; but this is by no
means the only cause of divergence in the estimates,

* The Recovery Problem in the United States (1937).
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10 claim to precision was made for any of the detailed estimates, it
was believed that the aggregate represented a rough approximation
to the truth,

The aggregate increase of capital required to make good the im-
pairment and to provide for the increased population was estimated
at somewhere between 22 and 26 billion dollars. Something like
10 or 11 billions was in the field of industrial and commercial en-
terprise; about 2.3 billions in steam railroads; 1.5 billions in agri-
culture; and about 9 billions in housing which, though a consumer
good, is financed largely through the capital market.

It does not appear that any great change in the situation has oc-
curred since 1936. From the standpoint of capital reconstruction,
there has been one comparatively good year, followed by one bad
and one fair year. Meanwhile, all of the existing plant and equip-
ment has become three years older; and meanwhile, also, the popu-
lation has continued to expand at the rate of over 900,000 a year.

B. Provision for Projected Population Growth to 1980

As indicated in the quotation on page 163, the population of the
United States is expected to continue to increase until 1980. The
fact that the maximum population estimates for that date vary as
widely as from 154 millions to 187 millions indicates their specula-
tive nature. The truth is that no one can forecast the future of
population trends with assurance—for changing economic, social,
and spiritual or ideological factors might materially affect the
trend of the birth rate. It is not impossible that the decline
in the rate of births in the thirties is in part due to the depres-
sion itself and the necessary postponement of marriages and the
assumption of the responsibilities of rearing children. But taking
the preceding estimates at face value, it would appear that we may
expect an increase in population in the next 40 years of from 22 to
55 millions.

How great an increase in capital would be necessary in order to
place this new population on a basis with respect to capital equiva-
lent to that of the existing population of 19297 The answer, in
rough general terms, may be furnished by means of a very simple
computation.
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In 1929 the value of the productive plant and equipment and
business inventories of the country was approximately 138 billion
dollars, or about $1,120 per capita. If the population of 1980, esti-
mated at 154 millions, were supplied with business capital on pre-
cisely the same basis as was the population of 1929, the capital sup-
ply in 1980 would have to be about 34 billion dollars greater than
it was in 1929, This would involve an average annual rate of in-
crease over the next 40 years of about 850 millions. If the popula-
tion increased, in accordance with the higher estimate, to 187
millions, the increase in plant and equipment and inventories re-
quired to maintain the same ratio to population would be about 70
billion dollars, or 1.75 billions annually.

These figures, it should be observed, relate only to business cap-
ital—plant and equipment and inventories. They do not relate to
investments in land, whether agricultural or urban or whether for
residential or building sites. They do not include investments in
public capital—federal, state, or local—such as highways, street
railways, water and sewer systems, and other municipal utilities.
Finally, they do not make allowance for additional housing re-
quirements.®

C. Capital Requirements for Higher Living Standards

The achievement of higher standards of living is made possible
by the application of scientific discoveries and inventions to the proc-
esses of production, thereby increasing the volume of goods and
services that can be produced. New capital instruments of increased
efficiency and improved industrial methods replace obsolete capital
and organization, and these in turn give way to still newer tech-
nological advances. As such new advances in productive techniques
come to be universally applied and as the number or size of estab-
lishments increases, the aggregate productive capacity is greatly ex-
panded—making possible an increased output of goods and services
for the satisfaction of human wants.

In a preceding analysis of capital replacements, we were pri-
marily concerned with what would be involved in replacing aged
and depreciated equipment with new equipment of the same pro- -

* See discussion, p. 185.
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ductive quality. Worn out plant and equipment should, of course,
be replaced by more efficient capital whenever this is possible; and
it is also desirable to replace capital which, though still usable, has
become obsolete and hence economically inefficient. During the last
20 years great advances have been made in the efficiency of capital
instruments; and accordingly no small part of the supply of pro-
ductive capital instruments should, in the interest of higher living
standards, be replaced just as soon as possible. A few illustrations
will serve to indicate the nature of these possibilities.

1. Modernization requirements. During the last 10 or 1§ years
revolutionary improvements have been made in the design and
quality of machine tools. In the railway equlpment field, for ex-
ample, a substantial percentage of machine tools is obsolete. The
older machines are not only highly inefficient from the standpoint
of cost, but they are no longer able to meet the demands for
quality and accuracy of finish. The excessive cost involved in
continuing the use of such obsolete tools may be illustrated as fol-
lows. A study recently made of 9o representative locomotive ma-
chining operations now being performed on machines over 20 years
of age indicates that the time required could be reduced by an
average of 42 per cent if the work were done with the newer types
of equipment. In addition, there would be large savings in main-
tenance costs and from reduced electric power consumption. There
are many cases on record in which individual units of new shop
equipment have paid for themselves in from one to two and a half
years.*

To cite another example, sintered carbide-tipped tools have in-
creased the speed of cutting metals as much as 300 per cent in some
cases, and at the same time the durability of the cutting edge has
been greatly increased.”

For many years prior to the twenties there was little change in
the quality of textile machinery, new installations being made only
as the demand expanded sufficiently to warrant an increase in aggre-
gate capacity. But since about 192§ the emphasis has been placed

® These data are from “New Machine Tools, Greatest Need in Shop Equip-

ment,” Railway Age, Jan, 1, 1938,
*See Fortune Magazine, February 1940, p. 142,
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upon improved machinery. Most of the new weaving machinery
has been installed either for the purpose of reducing costs or for the
manufacture of new fabrics which, because of width or other con-
ditions, could not be woven on existing equipment. Economies are
found in greater speed of operation, fewer stoppages, and improved
quality. In the silk and rayon sections of the industry, new installa-
tions have been made simply because the old looms were unsuitable
for the production of rayon fabrics. It is the view of the industry
that, because of the technological advances which have been made
in the last 15 years, box looms over ten years of age must be re-
garded as definitely obsolese.

In the mining industry, recent technological developments have
opened the way for further mechanization involving large capital
outlays. Over 80 per cent of the present drilling operations are still
done by hand instead of by electric drills.”® The development of
the power shovel, for example, has opened up possibilities for strip
mining, Mechanical loading also presents an important field for
capital expenditure, since less than 15 per cent of the underground
production of bituminous coal and little more than 20 per cent of
the output of anthracite is loaded by mechanical means. Moreover,
only about 12 per cent of the coal output is now cleaned by machine.
Deep mining requires additional investments of capital in loading
and lifting equipment and also in cooling the air by artificial refrig-
eration.”

In the field of steam power generation of electricity- there has
been a great advance in efficiency in recent years. The average num-
ber of pounds of coal used in the production of a kilowatt hour of
current was 10 in 1880; § in 1900; 3 in 1920; 1.6 in 1930; and
1.4 in 1938. This improvement is due to the fact that the newer
turbines have been able to use progressively higher steam pressure.
An illustration of this increased efficiency is afforded by the per-
formance of 4 steam plant in Detroit which was rebuilt about 1934.
The heat energy required to produce a given amount of power
was thereby reduced from 19,000 to 13,000 units—a 30 per cent

*F. G. Tryon, National Resources Committee on Technological Trends and
National Policy, p. 152.
* The same, p, 153.
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decrease in fuel consumption At that time nearly 40 per cent of the
steam capacity of the entire country required from 18,000 to 30,000
units of heat energy, and about § per cent required over 30,000
unltS 80

A very substantial part of the railway plant and equipment of
the country is in need of replacement in the interest of decreasing
costs. Great 1mprovcments have been made in the last decade in
the tractive power of engines and in the capacity and serviceability
of other rolling stock. There is, for example, a vast amount of
obsolescence in box cars as a result of changes which have occurred
in the kind of freight service demanded. The present box cars are
not well suited for many commodities, and they do not offer pro-
tection against shocks when operated at the high speeds now re-
quired by shippers. The increase in the weight and speed of engines
and trains results in greater wear and tear on road-beds, necessitat-
ing progressive improvements in way and structures. In addition,
vast capital expenditures are still to be made in connection with the
elimination of grade crossings, the reduction of curves and gradi-
ents, and the readjustment and reorganization of terminal connec-
tions and facilities,

Great improvements in highway facilities are also required both
in the interests of decreasing costs and increasing safety. During the
past three or four decades the primary emphasis in highway pro-
grams has been upon the addition of new surfaced mileage. Most
of the older highways have been constructed to accommodate
smaller and slower cars, buses, and trucks than those which are now
in operation. The Commissioner of Public Roads estimates that of
the 226,000 miles of federal aid highways (representing about 7
per cent of all rural highways) as much as 50 per cent was de-
signed with a view to a speed of 35 to 45 miles an hour.™ At the
present juncture, the primary requirement is the improvement in
the quality of roads through the laying of better foundations, the
straightening of curves, the reduction of grades, the passing of

¥ Federal Power Commission, Natumal Power Survey, Power Series No. 1,

1935, P- 2§
® Address by Thomas H, Mac.'Donald, Commissioner of Public Roads, Oct. 10,

1939.
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roads above or below other highways or railroad crossings, and
additional one-way traffic lanes. _

Still more important is the necessity of improving and moderniz-
ing urban highway facilities. Not only are the streets of many of
our cities in serious need of strengthening in the interests of accom-
modating an increasing weight of traffic, but there is a vital need
for the extensive reorganization of urban highway routes and facil-
ities. This involves not only wider main arteries but also by-pass
or diversion routes and over-pass and under-pass facilities which
will relieve congestion and permit increased speed and safety in the
moving of traffic into or out of congested urban areas. Recent traffic
surveys show that the destination of a substantial part of all vehicu-
lar traffic is to points within large urban centers, The condition in
some of the eastern cities is indicated by the statement that twen-
tieth century traffic is forced to use eighteenth century streets.™

Inextricably connected with the readjustment of urban highway
systems and railway terminal facilities is the rebuilding of urban,
industrial, commercial, and residential areas. Most of our cities
have been built to meet the needs and conditions of a former age. -
Apart from any social or aesthetic considerations the reconstruction
of American cities in the light of changing factors in the transporta-
tion system is a paramount requirement of the future,

2. New industries. The view has often been expressed that fur-
ther economic expansion will depend largely upon the discovery
and development of some great new industry. It is recalled that the
railways, the iron and steel industry, public utilities, and the auto-
motive industry in turn gave a great impetus to industrial growth.
It has seemed to many, therefore, that a new period of vigorous
development must in the nature of the case wait upon the emer-
gence of another major industry, the character of which is as yet un-
discernible. _

In view of the enormous requirements that have been outlined
above in connection with the replacement and further development
of existing industries, it would appear to be evident that a very
great growth could occur in the years that lie ahead, even if there

® Report by the Bureau of Public Roads, 1939, pp. 95-96.
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were no development of significant new industries. So long as there
remain vast unfulfilled demands for existing kinds of goods, new
types of product are not indispensable.

New industries may serve to shift potential demands from exist-
ing lines into new channels, thereby rendering much existing plant
and equipment obsolete and requiring the construction of new types
of capital goods. New products, such as the automobile for example,
may carry so great an appeal as not only to divert potential savings
into consumptive demands but also to stimulate purchases on a credit
basis, thereby accelerating the tempo of business activity. Or, they
may so affect the economic structure as to entail important changes
in the location and the organization of other industries. While the
emergence of new industries is thus of undoubted importance, it
does not appear that the whole process of growth is dependent
thereon or that they are of controlling significance.

In any case, it would seem that new industrial developments of
quite as great importance as any which have occurred in the past are
easily within the bounds of possibility. Evidence with respect to
new industrial possibilities is abundant. A number of very impor-
tant developments are already well under way, some of which may
easily prove to be of as far-reaching significance as any of the great
developments of the past. Among these may be mentioned: syn-
thetic fibers and textiles; plastics; television; photo-electric cells;
air conditioning; airplanes and air transportation; and pre-fabri-
cated houses, Whether these are referred to as new products or
new industries, and whether carried out by new companies or estab-
lished enterprises, is immaterial: the economic potentialities are the
same in any case.

Chemistry, significantly enough, is not ordinarily included in the
list of great industries which have played an important role in
promoting industrial growth. The explanation is that chemistry is
not so much an industry as a process. It is concerned with the trans-
formation of matter and its primary importance lies in its fructify-
ing influence. From the economic point of view its basic significance
is found not only in the wealth of new and important products
which it creates, but also in its effects upon efficiency and costs of
production in the many industries to which it contributes. Recent
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developments in the broad field of chemistry have already laid the
foundations for industrial changes of far-reaching significance.

3. Production requirements. Whether our future industrial ac-
tivity is directed to the production of existing or new types of prod-
ucts, it is clear that the total volume of goods and services must be
increased if the people are to enjoy rising standards of living. Our
next task, therefore, is to indicate the magnitude of the capital ex-
pansion required to achieve certain potential standards of living. It
is desirable to base the discussion on production and income data for
the last year before the depression when the highest standards of
living thus far attained were realized.

In 1929 the aggregate national income (representing the value
of the goods and services produced) was approximately 82 billion
dollars, If this income had been divided equally among the Ameri-
can people, it would have given to each individual approximately
$660—the equivalent of about $2,700 per average family. The in-
come was not, however, evenly distributed: 21 per cent of the fam-
ilies had less than $1,000; 42 per cent less than $1,500; and 60 per
cent less than $2,000.% .

The increase in production that would be necessary in order to
realize certain modest objectives with respect to living standards
(for the 1929 population) may be indicated as follows:

To raise the average income of the entire population 15 per cent
would have necessitated an increase in production of over 12 billions of
dollars,

To raise the minimum family income to $2,500, with no changes
above that level, would have required an increase of about 16 billion
dollars. '

To increase the income of all families below the $10,000 level by
$1,000, without modifying the income of the higher groups, would
have necessitated an increase of production of 27 billions of dollars.

To provide she entire population with an income sufficient to furnish
what the Department of Agriculture calls a Liberal diet—furnishing
adequate nutrition, a substantial margin of safety with respect to vita-
mins and minerals, and a satisfying variety of foods, and at the same
time permitting the purchase of such necessities and comforts as are

¥ Se¢ America’s Capacity to Consume, Chap. V, published by The Brookings
Institution,
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ordmarlly associated with a liberal diet—would have required an in-
crease in production of 60 billion dollars.

Even the last of these estimates does not assume as much as a
doubling of the standard of living. It affords no great margin
for luxuries, or for the savings essential to economic security.

4. Capital requirements. We may now indicate what would be
required in the way of additional productive capital to make pos-
sible such increases in national income. We may make a very rough
calculation on the basis of the ratio of capital investment to na-
tional income in 1929. The productive capital (including plant,
equipment, and business inventories) aggregated approximately 138
billion dollars, or about 1.7 times the amount of the national in-
come. Allowing for the fact that there was considerable unused
capacity a ratio of 1.5 will be used in this computation. On this
basis, the increase of capital required to provide the various levels
of income outlined above would have been roughly as follows: in
the first instance, 18 billions; in the second, 25 billions; in the
third, 40 billions; and in the fourth, 9o billions. These estimates
are on the basis of 1929 prices.

These estimates may be projected forward to the year 1980 on
the basis of the minimum and maximum population estimates for
that year. If a population of 187 millions in 1980 were to be sup-
plied with the modest standard of living suggested in the last as-
sumption on the preceding page, the aggregate production in that
year would have to be 210 billion dollars. For a population of 154
millions, the income requirement would be 175 billions.

If the 1929 ratio of business capital investment to national in-
come were to continue to prevail, the total capital required in 1980
to produce 210 billion dollars of income would be 315 billions, an
increase in the private capital supply of over 180 billions, or about
4.5 billion dollars annually. If the population reached only 154 mil-
lions, the private capital investment, figured on the same basis,
would amount to about 262 billions, an increase of roughly 120
billions, or approximately 3 &illions annually.

These estimates must be regarded as the roughest sort of ap-
proximations. On the one hand, they are based on assumptions as
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to rising standards of living and on population forecasts which, un-
der conditions of stable expansion, might well be in error. On the
other hand, they make no allowance for technological advances and
consequent increases in the efficiency of new capital instruments,
which lessen the amount of capital investment required to yield a
given output.** Nor do they take account of possible changes in the
level of prices and costs, either upward or downward. They never-
theless serve to indicate that if the American people are to realize
the standards of living to which they aspire, the capital require-
ments in the field of private enterprise during the next generation
are of a magnitude comparable to those of any period in the past.
It may be recalled that in the twenties the aggregate outlays for
new plant and equipment averaged less than 3 billion dollars an-
nually,

It should be carefully noted that the estimates given do not cover
the entire range of potential investment outlets for momey savings.
They do not include possible foreign demands for American capital;
they do not cover such great fields of public investment as highways
and streets, sewers, water works, and other municipal utilities; and
they make no allowance for the enormous investment opportunities
in the field of housing.

The general magnitude of the potential outlays in the field of
housing may be suggested by the following calculation. The aver-
age effective life of housing facilities may be taken as roughly 50
years, This means that in the course of the next 40 years the bulk
of the existing housing structures should be replaced. During the
same period it would be necessary to provide housing facilities for
an increase of perhaps 5§ millions of people. Such a program would
involve average annual outlays of about 3.5 billion dollars. If we
assume an improvement in the quality of housing facilities in line
with a 75 per cent advance in the general plane of living, the annual
expenditures for new housing would have to aggregate approxi-
mately 6 billion dollars a year—well over half of which might be
expected to come from the money markets.

These estimates have been projected over a 40-year period in
order to indicate the continuing character of our needs for capital

* See discussion on p. 189,
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growth if living standards are to be continuously raised. For con-
venience the figures have been given as annual averages for the
entire period. In actual development the growth would doubtless
be somewhat spasmodic in the future as it has been in the past—
with the scale of operations gradually rising. '

In concluding this discussion, it should again be emphasized that
the estimates given are in no sense forecasts of probabilities: they
are solely estimates of requirements to achieve certain assumed goals
with respect to production and living standards.

III, CAPITAL REQUIREMENTS IN RELATION TO THE
MONEY MARKET

The preceding analysis has been focused upon physical capital
requirements. Consideration must now be given to the implications
of these requirements from the point of view of the financial mar-
kets. What would the carrying out of such an expansion program
involve in the way of financial. operations? Could it be financed in
large part without resort to the so-<called capital markets, or would
it necessitate a resumption of security flotations on a large scale and
heavy borrowings from commercial banking institutions?

It is readily apparent that extensive improvements of highways
and streets, the creation of additional municipal utilities, and the
construction of new and better housing facilities could not be
financed without large borrowings from the financial markets, It is
also evident that the present financial condition of the railroads is
such as to make their rehabilitation dependent upon extensive se-
curity flotations. But in other major fields of capital expansion, such
as industrial, commercial, and public utility enterprises, it is some-
times contended that further capital expansion can be financed
largely from internal sources, and that in consequence outlets for
investment funds in the future will be severely restricted.

The view that corporations are able 1o supply the bulk of their
financial requirements without floating securities pervades thinking
in high government circles. This point of view was repeatedly
stressed in the hearings before the Temporary National Economic
Committee both in the questions asked of witnesses and in the elab-
orate presentations of the committee’s own statisticians. It was re-
cently expounded by Marriner S. Eccles, chairman of the Board
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of Governors of the Federal Reserve System. Mr. Eccles’ state-
ment is as follows:

From 1921 to 1930 the expenditures (for plant and equip-
ment) averaged about $8,000,000,000 [annually]. Of that amount
$1,639,000,000 was financed through new security issues. In other
words, 20 per cent was financed by going to the markets through new
offerings. . . . From 1931 to 1939 the average annual expenditures
on plant and equipment amounted to $4,773,000,000. The average
annual offering of new securities during this period was $332,000,000,
or 6.7 per cent, This is evidence of the extent to which business is not
depending upon capital markets, It is depending upon its own earnings
and its own depreciation reserves for capital requirements.*

From these data, plus the fact that new municipal issues are at pres-
ent virtually non-existent, Mr. Eccles concluded that a continua-
tion of federal deficits is essential to provide outlets for investment
money—as well as to create purchasing power and employment.
The conclusion drawn from these data is fundamentally mislead-
ing. Confusion of thought arises from the failure to differentiate
between expenditures for the replacement of existing capital and
outlays for capital expansion. Instead of looking to the investment
market for replacement money it is the practice to set aside an-
nually, through the medium of depreciation allowances, funds with
which to replace plant and equipment as it wears out. Mr. Eccles
mentions “depreciation reserves” but does not attempt to segregate
funds available for replacement from earnings available for expan-
sion purposes. Depreciation charges in the twenties averaged more
than § billion dollars annually.* Thus some § billion dollars of the
annual purchases of plant and equipment were presumably for re-
placement purposes. This leaves less than 3 billions for expenditures
on new capital construction, of which, according to the figures cited
by Mr. Eccles, 1,639 millions was financed with funds derived from
security flotations. Not all of the balance was obtained from in-
ternal sources—for, as is well known, funds for capital expansion
were also being provided through bank loans. The 4,773 million

* See “‘Government Securities Outlook’ Conference,® Savings Bank Journal,
March 1940, p. 63.

* Estimates of Simon Kuznets indicate that allowances for depreciation and
depletion in the years 1925-30 average 5.3 billion dollars annually. See Gross
Capita) Formation, National Bureau of Economic Research Bulletin No. 2, p. 12.
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dollars of annual expenditures on plant and equipment during the
thirties represents a sum which is less than normal outlays for re-
placement. The figures cited for the thirties thus indicate that the
existing capital supply was not being fully maintained.*

Because of the vital significance of this issue, another illustra-
tion of the point of view will be given. Thomas C. Blaisdell, Jr.,,
chief of the monopoly study, Securities and Exchange Commission,
says:

The commonly accepted notion that business enterprises expand
plant and equipment by obtaining savings through the securities market
is greatly exaggerated. Business enterprises rely upon the securities mar-
kets, that is, upon the savings of individuals, for only a small part of
new funds which they invest in plant and equipment and their going
businesses. . . . If these corporations do not get their funds for expansion
from the public financial markets, where do they get them? Primarily
from earnings, that is, from undistributed profits, depreciation, and de-
pletion. For example, seven major automobile companies (having assets
of $1.6 billions in 1938) spent $430 millions on plant and equipment
during the years 1930 through 1938. They had $560 millions available
from gross earnings. These companies were completely independent of
the savings of individuals to finance their #nvestment program. Eleven
oil companies during the same period spent $2.1 billions for plant and
equipment. They were able to finance g5 per cent of these expenditures
from earnings.*

A similar point of view was expressed in the hearings before the
Temporary National Economic Committee.*”

Mr. Blaisdell, like Mr. Eccles, fails to see that funds derived
from depreciation and depletion allowances do not constitute “new
funds” or “savings” with which to “invest” in plant and equipment.
If it were possible to show that income tax regulations with respect
to the volume of depreciation allowances were overly liberal or that
Treasury officials had been circumvented, with the result that de-
preciation allowances were greatly excessive, one could argue that
depreciation had provided funds for the expansion of plant and

¥ For further light on the situation during these years, see Chaps. VI-VIIL

® Jtalics supplied. Address before the Institute of Public Affairs, University of
Virginia, July 10, 1939. * *

® Testimony on this subject before the TNEC is summarized by Stuart Chase in

“Capital Not Wanted,” Harper’s Magazine, February 1g40. Mr. Chase gives his
complete endorsement to the point of view.
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equipment as distinguished from replacement. But these writers
assume that &/l depreciation and depletion provides new money
available for investment in capital expansion. The figures cited with
respect to the “investment programs” of automobile and oil com-
panies do not in fact necessarily relate to investment at all.

It is, of course, true that many individual companies have in the
past financed expansion largely from undistributed earnings. The
foregoing assertions, however, relate to corporations as a whole.
The inference is that because of the post-war discovery or develop-
ment of depreciation and depletion allowances and the surplus
account, American corporations have practically freed themselves
from reliance on the investment market. The truth is that there is
nothing new or modern in financing replacements from deprecia-
tion allowances or new expansion from undistributed earnings. So
far as depreciation is concerned, it is an elementary principle of
accounting and business management that the existing plant and
equipment must be continuously replaced in order to prevent the
loss of capital investment. Comparisons between the volume of se-
curity flotations and gross expenditures for plant and equipment
(which include outlays for both replacement and expansion) shed
no light upon the ability of corporations to finance capital expan-
sion without resort to the investment market.

It is true, however, that the replacement process may affect the
amount of capital required to produce a given volume of output.
When machinery of an obsolete type is replaced by more efficient
instruments, we have the equivalent of more capital without any
increase in dolar investment. The effects of technological progress
upon the efficiency of capital instruments thus have a bearing upon
the amount of new capital required to yield higher standards of
living. Technological improvements must be clearly recognized as
a significant factor in the capital market situation.*

But, as in th€ case of depreciation, we are not here concerned
with any new phenomenon. Always, an increase in productivity and
consequent rising standards of living are predicated upon increas-

“For a detailed analysis of productivity in relation to investment, production,
ete,, during the last two decades, sce Spurgeon Bell, Productivity, Wages, and
National Income, The Brookings Institution {1940).
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ing efhciency. With respect to recent trends all that can be said is
that the rate of technological advance has been very rapid.*

The analysis made in the three preceding chapters with reference
to the dissipation of assets during the last decade and the present
financial status of both large and small corporations indicated that
even a moderate expansion program would require a considerable
increase in the volume of security flotations, even on the part of
large corporations. If we were to have the kind of reconstruction
and expansion program outlined in foregoing sections of this chap-
ter, the demands upon the investment market would be of vast pro-
portions. The demands for short-term credits would be similarly
increased—coming both from business corporations in need of in-
creased amounts of working capital and from investment banking
houses engaged in the underwriting and marketing of securities.

The potential outlets for investment funds in the future, more-
over, lie in virtually the same fields as they did in the halcyon
past. Transportation, electric light and power, industry and trade,
and real estate and housing should continue to offer the largest
opportunities for private enterprise and investment. State and local
governments, and the federal government, may also provide im-
portant investment opportunities in enterprises of a productive and
self-liquidating character, .

In concluding this discussion, it should be carefully noted that
the foregoing analysis has not been concerned with the question of
“excess savings.” That is to say, we have not been interested in de-
termining whether potential investment demands are equal to the
potential volume of money savings. We have been concerned only
with the question whether American corporations are now in 4 posi-
tion to provide the funds which would be required for expansion
without resort to the money market. As was shown in T4e Forma-
tion of Capital there was an excess of aggregate money savings in
the late twenties;** and, as shown in Chapter II of this volume the
supply of available investment money in recent years has greatly

1t is, however, easy to forget how rapid technological improvements have been
in the past. See quotation from David A. Wells on pp. 193-94.
¥ 8ee H. G. Moulton, T#e Formation of Capital, Chap. X,
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exceeded the meager volume of new security flotations. Whether
such a disparity continues will depend upon future trends affecting
both sides of the savings and investment equation.

IV. CAPITAL EXPANSION IN RELATION TO UNEMPLOYMENT

The conception that the United States has reached a stage of
economic maturity and that further expansion in the field of private
enterprise cannot be expected is naturally accompanied by the view
that employment opportunities will henceforth be severely re-
stricted. Indeed, because of the continued introduction of labor-
saving machinery, it is argued that the volume of employment may
be expected to contract rather than expand. It is concluded, there-
fore, that a constantly increasing percentage of the population must
be supported either on relief rolls or be given employment in pub-
lic enterprises of one kind or another. What bearing does the fore-
going analysis of the capital requirements for higher standards of
living throw on this great question?

The volume of employment that would be required in connec-
tion with the process of raising standards of living may be roughly
indicated by means of a simple computation. The following esti-
mate is based on an assumed population of 187 millions in 1980,
having a standard of living roughly 75 per cent higher than that
of 1929, involving an aggregate national income of 210 billion dol-
lars.** How many workers would be required to produce 210 bil-
lions of national income?

The number of gainfully employed persons in the United States
in 1929 was approximately 47 millions, or about 38 per cent of the
total population of 123 million people. The value of the goods
and services (national income) produced was approximately 82 bil-
lion dollars. If the ratio of gainfully employed to national income
were the same in 1980 as in 1929, the number of laborers required
to produce 210 billion dollars of income would be roughly 120 mil-
lions, or about 67 per cent of the 1980 population.

Allowance must, however, be made for the increased productivity
of industry resulting from technological improvements. During the
last two decades there has been a remarkable increase in industrial

 This is the so-called “liberal® standard referred to on p. 183,
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productivity, which means that there has been a progressive de-
crease in the pumber of “man-hours” of labor requlred to yield a
given volume of product. Since 1929 the increase in output per
man-hour in major divisions of industry has ranged from 25 per
cent in manufacturing to as much as 80 per cent in electric light
and power.* However, in some sections of the economy, notably in
distribution, in services, and in governmental activities, there has
been little change. Making allowances for the relative importance
of the various industries and sectors of the economy, it appears
that something like a 15 to 20 per cent general increase in pro-
ductivity has occurred in the last ten years.

To achieve in 1980 a standard of living 75 per cent higher than
that of 1929 would of course require a 75 per cent increase in the
per capita output of goods and services, If man-hour productivity
should rise 75 per cent between 1929 and 1980, no greater per-
centage of the total population (assuming no change in working
hours) would have to be employed than was the case in 1929, which
would mean a total volume of employment of about 71 millions.
In other words, the increase in man-hour productmty would make
possible the higher standards of living without any increase in the
proportion of the population that is employed.

Since 1929, however, the average length of the working week
has been reduced from approximately 49 hours to around 40 hours.
Assuming the average length of the working week in 1980 is 40
hours, the number of workers required to yield the standards of
living assumed would be approximately 82 millions, or about 44
per cent of the total population. That is to say, with technological
progress and man-hour output continuing to increase over the next
40 years at a very rapid rate, but with the length of the working
week remaining at the present level, the percentage of the popula-
tion that would have to be employed in order to produce 210 bil-
lions of national income would be materially greater than the per-
centage employed in 1929, The alternatives are a lengthening of
the workmg week, or an increase in the percentage of the popula-
tion that is employed ’

Employment is thus inextricably connected with the process of
obtaining higher standards of living. Increased man-hour productiv-

“For a detailed analysis, see Bell, Productivity, Wages, and National Income.
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ity resulting from technological improvements provides the founda-
tion for advancing standards of living. But if the aggregate number
of hours of work is reduced as productivity increases; we merely
maintain the status quo with respect to the output of goods and
services. Meanwhile, however, workers have more “leisure”—either
in the form of completc unemployment or more idle hours per
weck. As productivity increases, 2 corresponding increase in the
volume of goods and services will be forthcoming only provided
there is no reduction in the aggregate number of man-hours of em- '
ployment. In other words, the employment problem will be solved
as and when the forces and factors—public and private—which serve
to impede the proper functioning of the economic system are dis-
covered and eliminated.

SUMMARY

The conception that this country has reached the stage of “eco-
nomic maturity” and that there is no opportunity for further pri-
vate capital expansion is the primary source of economic confusion
today. It leads to the conclusion that the only possible solution to
either the unemployment or investment problem is to be found in
the expansion of government enterprise—regardless of costs or
financial repercussions—and this in turn leads to deep-seated con-
cern with respect to the future stability of private enterprise. Anal-
ysis of the capital and employment requirements for achieving pro-
gressively higher standards of living for the people of the United
States clearly reveals the fallacy involved in the prevailing assump-
tion that there is no further significant field of opportunity for
private capital enterprise.

The present confusion is reminiscent of that of the middle
eighties, when a period of acute depression led eminent observers
to conclude that we had then reached a stage of industrial maturity,
that the period.of rapid growth lay behind us, that productive
capacity had outstripped consuming capacity, and that industrial
progress in the years ahead would be slow and halting as compared
with what had gone before. This chapter may well be concluded
with two quotations from the literature of that period.

The results of the improvements in production and distribution .
have been made especially effective within the last quarter of a century.
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A given amount of labour, operating through machinery, produces or
distributes at least a third more product on the average, in given time,
than ever before. . . . In this way only is it possible to account for the
circumstance that the supply of the great articles and instrumentalities of
the world’s use and commerce has increased, during the last 10 or 135
years, in a far greater ratio than the contemporaneous increase in the
world’s population, or of its immediate consuming capacity.*®

The rapid development and adaptation of machinery have brought

what s commonly called “over-production”. . . . The nations of the
world have overstocked themselves with machinery and manufacturing
plants far in excess of the wants of production. . . . The day of large
profits is probably past.*®

The conception that the United States has now reached a stage
of “economic maturity” implies—as it did 60 years ago—that little
if any further expansion of productive capacity is necessary to pro-
vide for the wants of the people. Economic analysis affords no sup-
port for such a conclusion. On the contrary, a vast expansion of
productive capacity is essential if we are to achieve the standards of
living which the American people evidently desire.

The view that American corporations are in a position to finance
capital expansion largely from internal sources—without resort to
the capital markets—is based on misinterpretation of accounting and
statistical information and cannot be supported by tangible evidence.
If we should have a great period of reconstruction and expansion
the demands upon the financial markets would be of 2 magnitude
comparable to those of any period in the past.

The belief that employment opportunities in the future are more
likely to contract than to expand, and that hence unemployment will
inevitably continue on at least the present scale, fails to compre-
hend the work requirements involved in increasing the aggregate
national income. Economic analysis indicates that expansion of em-
ployment is an indispensable accompamment of the process of rais-
ing living standards.

®David A. Wells, “The Great Depression of Trade,” Contemporary Review,

September 1387, p. 382.
“ Carroll D, Wright, First Annual Report of Commissioner of Labor (1886).
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GOVERNMENT POLICIES AND PRIVATE
CAPITAL EXPANSION



INTRODUCTORY STATEMENT

The analysis of the preceding chapter gave an-affirmative an-
swer to the question: Is further private capital expansion possible?
Whether the potentialities will actually eventuate is of course an-
other question, The resumption of capital expansion on a large scale
will depend upon the maintenance of conditions favorable to the
spirit of private enterprise, and also upon the administration of the
economic system in such a way as to foster and sustain the continuous
expansion of production. Thus a wide range of policies, both public
and private, is involved. Moreover, economic developments in the
United States will continue to be dependent in considerable meas-
ure upon the re-establishment of international peace and world eco-
nomic and political stability.

This study does not undertake to discuss all phases of the com-
plex problem of re-establishing the flow of funds into new capital
enterprise, International complications will be omitted from con-
sideration as will also business and labor policies. This second divi-
sion of the investigation, as the title indicates, will be focused upon
such government policies as have a fairly direct relationship to the
Investment process. .

The first section, including Chapters X to X11, is concerned with
the regulation of the flotation of securities by federal and state
governments. Inasmuch as the soundness and the efficacy of the
regulatory methods can be appraised only in the light of a thorough
understanding of the several steps involved in the marketing of
securities, the first chapter is devoted to a functional analysis of the
investment banking mechanism,

The second task is to analyze the existing system of taxation in
relation to investment. Does it serve to impede private capital enter-
prise and, if so, what modifications would seem to be desirable?

Finally, it is necessary to consider the effects of national fiscal
policics and the development of government credit agencies upon
private enterprise, particularly upon long-term investment.
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CHAPTER X

INVESTMENT BANKING AND THE
ECONOMIC SYSTEM

The development of large-scale business enterprise required the
mobilization of vast funds for both fixed and working capital
purposes, The financial requirements of large business organiza-
tions, particularly of the corporate form, necessitated the organiza-
tion of various types of financial institutions. These institutions in-
clude commercial banks; commercial paper, acceptance, and dis-
count houses; trust companies; savings banks; insurance companies;
investment trusts; investment banking houses; and the stock ex-
change and its affiliated agencies. Taken together, these institutions
constitute an interrelated financial system.

The operation of the economic system as a whole is dependent
upon the functions performed by these various institutions sepa-
rately and collectively. We present on page 199 a diagram which
indicates the place of these various institutions in the raising of
working and fixed capital for corporate enterprise. It should first
be noted that the financial mechanism as a whole involves the as-
sembling of funds from the individual savers indicated at the
bottom of the diagram and their transfer through financial insti-
tutions to the borrowing corporation shown at the top of the dia-
gram. The arrows pointing downward are intended to indicate that
the various types of financial instruments issued by corporations are
transferred to those who furnish the funds. In some cases these
instruments remain in the possession of financial institutions, while
in other cases they are passed all the way through to ultimate in-
vestors.

The stock exchange has been placed at one side of the diagram
in order to indicate that it is seldom a direct intermediary in the
marketing of securities. Rather it is 2 great central market place,
of which use is made by nearly all of the various types of financial
institutions in connection with their operations, and also by the
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ultimate investors in securities in the repurchase and sale of out-
standing securities.

The investment banking mechanism with which we are here con-
cerned is primarily associated with the raising of fixed capital
through the flotation of securities—though as the diagram indicates
working capital is also raised by means of securities. The placement
of security issues with investors and financial institutions is accom-
plished in part by direct sale, and in part through the aid of invest-
ment banking houses. The direct process has commonly involved
advertising and personal solicitation of a large number of individual
and institutional investors, carried out either by promoters or by
the corporation itself; but it is also accomplished through direct
placement by the corporations of the whole or the greater part
of an issue with large institutional or individual investors. The in-
direct process involves the intermediation of organized investment
banking institutions. Such intermediators are not mere brokers: as
we shall sce, they assume the 'risks involved in the ultimate dis-
tribution of securities.

The stock exchange is to be differentiated from these intermed:-
ary institutions in that it is not directly concerned with the sale
of new issues: its function is to provide a market place for issues
that have previously been floated. Since the analysis in this volume
is concerned with the factors involved in the raising of new capital,
it is unnecessary to give consideration to the operation and regu-
lation of the stock exchange. Our analysis wil be focused upon
the operation and regulation of the investment banking mecha-
nism.

The investment banking mechanism developed in response to
private incentives and initiatives. The huge financial requirements
of governments and corporations offered an opportunity for the
rendering of a service which would be rewarded with profits and
led to the organization of investment houses. The service thus
rendered was indispensable to the economic development of the
United States.

Until recently there was no government supervision of invest-
ment banking. It became apparent in due course, however, that
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some measure of government control was essential to prevent
abuses. In the early decades of the present century there was a
growth of government regulation of security issues on the part of
both federal and state governments; but it was not until after the
financial losses of the great depression that a far-reaching system of
government supervision—comparable with that in the field of com-
mercial banking—was developed. We now have not only improved
state regulation of the investment banking mechanism but also a
federal system of regulation under various statutes, particularly the
Securities Act administered by the Securities and Exchange Com-
mission.

In order to appraise the significance of the present regulatory
system and its relation to the flow of funds into new capital
development, the first essential is to gain a precise knowledge of
the investment banking system as it exists today. Accordingly, our
discussion must be divided into two parts. The present chapter will
be devoted to an analysis of the functioning of the investment
banking mechanism, together with some of its current problems.
The chapter which follows will discuss the nature and the effects
of the present system of government regulation.

*A close analysis of the functions performed by the investment
banking system and the problems which have arisen in connection
with its operation is indispensable to an understanding of the prob-
lem of regulation. The fact is that the general confusion of thought
which prevails both among investment bankers and officials with
reference to the functions of investment banking has been re-
sponsible for serious defects in the development and administra-
tion of the regulatory system.

We shall first describe briefly the investment banking system as
a whole. Then we shall analyze the several distinct functions of
originating, underwriting and purchasing, and distributing securi-
ties. Followirig this functional analysis we shall consider: the
growing tendency to place securities privately, that is, without an
oftering to the general public; the special problems with which the
small investment house is confronted; and the adequacy of invest-
ment banking resources.
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Y. A GENERAL VIEW OF THE INVESTMENT BANKING MECHANISM

The investment banker serves as a middleman between the
issuers of securities, including both corporations and governments,
and the investors in securities, comprising both individuals and in-
stitutions. In carrying out this intermediary service the investment
banker performs three distinct functions: (1) origination; (2)
underwriting and purchasing; and (3) distribution,

FunctionaL Diacram or InvestmMENT Banking OPERATIONS

"CORPORATION
lssues Stocks, Bonds# Shortterm Notes

ORIGINATION

DISTRIBYUTION
Individual Investment [nsurance Savings Commercial
Purchasers Trusts Companics Banks Banks
Fraternal Orders Trade Eleemosynary Trust
Clubs ete. Unions Institutions Fstates

Origination includes the subsidiary operations of discovery, in-
vestigation, and negotiation. Discovery is the finding of a prospec-
tive issue of securities; investigation is the testing of the investment
credit of the prospective security issuer, and the intrinsic soundness
of the issue; negotiation is the determination of the amount, the
price, and the terms of the proposed issue. Underwriting and
purchasing involve financial commitments to the issuing corpora-
tion that it will receive a stipulated amount of proceeds on a given
date regardless of market trends. Underwriting proper is a con-
tingent commitment akin to insurance, while purchase is an out-
right commitment. The circumstances under which underwriting is
employed will be discussed presently. Distribution is the selling of
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an issue to ultimate investors or speculators. It may include the
subsidiary operation of stabilizing the price of the issuc. The dia-
gram on page 202 may help to clarify this functional analysis of the
investment banking mechanism.

To carry on these operations, various classes of investment bank-
ing institutions have been developed. The two or three largest
houses, often called “wholesalers,” perform only the function of
purchasing and underwriting and do not engage in distributing
securities. Practically all houses are both “wholesalers” and “re-
tailers”—that is, they engage both in purchasing and underwrit-
ing and also in distributing securities. In the main, the chief busi-
ness of the smaller houses is distribution. In performing these vari-
ous functions the houses at times operate singly but in most cases
they work in groups known as syndicates. Small houses at times
act alone in the flotation of a local issue.!

II. ORIGINATION OF AN ISSUE

In this section we shall present first a description of the various
operations involved in origination, namely, discovery, investigation,
and megotiation, This description will be followed by a critical
analysis of some of the leading problems which have arisen in recent
years in connection with the carrying out of these operations.

1. Discovery. The initiative in connection with a new issue may
lie with the issuing corporation or with the investment house. Some-
times, also, the initiative may lie with a commercial bank or some
other intermediary, A commercial bank, noting that a corporate
customer has a large volume of short-term liabilities, may suggest
that this debt be funded by means of a long-term bond issue, and
may introduce its customer to an investment banker with whom it is
acquainted. In the financing of a foreign government or foreign
corporation an intermediary, technically known as a “finder,” oc-
casionally brings the proposition to the attention of the investment
banker and receives a fee for this service. In most cases, however,
the approach is made directly by the corporation to an investment
banking house, without the service of any intermediary.

"A study conducted by the Investment Bankers Association of America shows
that 49 per cent of its membership acted as underwriters of corporate securities,

and that 71 per cent participated in national selling groups, Investment Banking,
Mar, 23, 1938, p. 118,
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On the other hand, the investment house may take the initiative
in suggesting flotations. A house which acts as general financial
adviser to 2 corporation may call its attention to the advisability
of a new issue in order to improve its capital structure or to take
advantage of a favorable market for new securities. Some of the
more aggressive investment houses have new business depart-
ments which are always searching for prospective issues. A corpo-
ration which has no continuous relation with a particolar invest-
ment house may consult with a number of houses for the purpose
of ascertaining the conditions of the market for its issues.

2. Imvestigation. The next step in the purchase of an issue is
the investigation or the testing of the credit of the issuer. The
investigation usually involves an analysis of the financial history of
the corporation by accountants, a survey of its physical property
by engineers, a review of the legal aspects of the transaction by a
law firm, and often a survey of the nature of the industry and its
markets, .

The investigation operation is of paramount significance in the
functioning of the economic system. Upon the thoroughness of
the investigation and the soundness of the judgment used in the
analysis depend the ultimate safety of investments and also the
wisdom with which the flow of capital is directed. The investment
bank, in approving or rejecting proposed issues, exercises a direct
control over the allocation of the financial resources of society.
This is a serious social responsibility and should therefore be per-
formed on a high professional plane.

3. Negotiation. If the investigation indicates that the credit of
the corporation is sound and if market conditions are favorable to
the prospective issue, the corporation and the investment bank then
enter upon the negotiation of the price and the terms of the issue.
These provisions are finally incorporated in purchase and under-
writing agreements.

In addition to discovering and investigating an issue and negotiat-
ing the price and the terms on which the issue will be marketed,
the originating house also as a rule organizes and manages the
purchasing or underwriting syndicate and also the distributing
group. In other words, it assumes responsibility for the manage-
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ment of the entire process of security flotation. The managing house
is accordingly entitled to a managerial fee, which is distinct from
that received by the other houses that join in purchasing and under-
writing or in distributing an issue. There have been a few houses
which operate almost exclusively in this originating and managing
field. However, any house may originate an issue. It should be
noted also that in the case of small issues the originating house may
assume all of the functions without sharing the project with other
houses either as to purchasing and underwriting or distribution.

There are two technical aspects connected with negotiation,
namely, the use of the “market-out” clause and, more important,
the method of negotiation. Under the market-out clause, which
is found in most purchase agreements, the investment bank is per-
mitted to terminate the commitment and withdraw from it in the
event of certain contingencies, such as a substantial change in the
internal position of the issuer or in the external political, eco-
nomic, or market conditions.* In recent years agreements have
sometimes included a market-out clause which has broadened the
scope of the contingencies permitting the negotiating bank to
terminate its obligations. Certain market-out clauses permit the
bank to terminate the commitment only up to the time of offer-
ing the issue to the public, while in extreme cases the clause may
be availed of even after public offering and until the date of the
payment of the proceeds of the issue to the corporation.

In general, the purpose of such a hedge clause is to safeguard the
negotiating bank against conditions which are not reasonably
measurable at the time of the contract, are beyond its control,
would impair the market for the issue, would prevent its satis-
factory distribution, and would bring serious loss to the bank
placing the security. Such conditions arose in the fall of 1937 when
the sharp decline in domestic security prices halted the distribution
of new issues. Similarly, the international political complications of
September 1938 seriously impeded the marketing of new issues.
Investment banking houses, conscious less of their legal rights and
more of their moral responsibilities to the issuers, avail themselves

*Paul P. Gourrich, “Investment Banking Methods,” Pt. 1, Low and Contem-
porary Problems, January 1937, p. s6.
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of the market-out clause only in rare cases.

It is obvious that the market-out clause lessens the binding force
of banking commitments. It seems clear that contracts should be
drawn so that the bank has the option of withdrawing only in
the event of war or a closing of the security markets as a matter
of national policy. The clause should not be permitted to apply to
mere changes in market conditions.

The method of negotiation is the really important problem.
There has been much controversy over the question whether the
system of negotiation should be one of open competition or private
negotiation. It should be made clear at this place that a non-
competitive relationship between a corporation and an investment
house may exist in connection with a single issue, and yet not
imply a permanent relationship for all issues.

There is a place for both the private and the competitive system
of negotiation. The private or nom-competitive method of negotia-
tion presents certain advantages to the issuing corporation. Since
the investment house over the years becomes thoroughly acquainted
with the financial and economic position of the corporation, the
house is able to help formulate a long-range financial plan as
well as to offer constructive advice with respect to immediate issues
—whether to raise funds by stocks or by bonds, by long or by short
maturities, ot by secured or unsecured obligations. Moreover, since
the investment house is not under competitive pressure, it is in a
better position to time the bringing out of an issue so that it would
have the most favorable reception by the investing public. If the
service of an investment house proves unsatisfactory, the issuing
corporation would of course shift to another investment house. The
relationship would be analogous to that existing between the corpo-
ration and.-its legal or its accounting firm. The corporation would
make a careful selection of the investment house and continue the
relationship so long as the service was satisfactory.

The non-competitive system may, however, sometimes work to
the disadvantage of the issuer. Funds may be obtained on less
favorable conditions with respect to both price and terms than may
be had under competition. A continuous financial relationship with
the same banking house may, in the course of time, give the house
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an extensive influence over the financial policies of the issuer. The
investment banker may acquire stock interest in the corporation and
representation on the board of directors, and such representation
may be used as a means of business promotion to insure the acquisi-
tion of future issues. However, such stock ownership and repre-
sentation is today the exception and not the rule, and most privately
negotiated issues are the result of voluntary action by the issuers.
In the past, issuers occasionally bound themselves by financial con-
tracts requiring the private negotiation of their securities with a
particular house. Such contracts are now seldom found; today
corporations, with occasional exceptions, are not bound either by
stock ownership or by contract to the private negotiation of their
issues by a particular investment house.

The non-competitive system has certain advantages for the in-
vestors as well as for the issuing corporation. When an investment
house sells the securities of a particular corporation continually, the
house becomes closely identified with the corporation and thus as-
sumes something of 2 moral responsibility for the soundness of the
securities issued. In order to maintain its reputation with the in-
vesting public, the investment house finds it desirable to include in
the terms of the issue provisions intended to safeguard the interests
of the investor. '

The competitive system likewise presents certain advantages to
the issuer.® By offering its securities not to one house but to 2
number of competing houses, the issuing corporation may obtain
its financing on more favorable conditions as to price and terms,
Again, the competitive relationship may free the management from

*The competitive system is used in the sale of municipal securities, of railroad
equipment trusts, and of public utility securities in certain states. (See pp. 26z,
267n.) The federal government has not followed a consistent policy regarding com-
petitive bidding. On the one hand, officials have severely criticized private negotia-
tion. Thus Joseph Kennedy, former chairman of the Securities and Exchange
Commission, has stated that such a close relationship has resulted in “excessive
financing, excessive underwriting charges, excessive bonuses, improper loans and a
host of other evils.” (Quoted by William 0. Douglas in speech reported in Raskway
Age, Vol. 102, Apr, 10, 1937, p. 641.) Former Commissioner Douglas also stated
that “the economic utility of continuity of banking relationships is of unestablished
value to anyone except the banker” (The same, p. 642.) On the other hand,

agencies of the federal government have sold securities by private negotiation as
well as by competitive bidding.
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dependence on one house, and thereby eliminate the possibility of
banker control.

On the other hand, the competitive system presents possible dis-
advantages to the issuer, Where the securities of the issuing corpora-
tion are sold now to one banking house and then to another, the
banker is less able to obtain an understanding of the financial status
of the corporation than the house which continuously handles the
financing of the company. Moreover, under the competitive ar-
rangement the issuer is usually not free to select its investment
banker, and must in most cases accept the service of the highest
bidder. As in all professional services, there is 2 wide difference in
character and quality, and the banker offering the highest bid may
not possess the character and quality which the issuing corporation
may desire. Moreover, in the intensity of competitive bidding, the
issue may be overpriced. It is true that the issuing corporation may
derive a temporary advantage in receiving its funds at a somewhat
lower cost, but in the long run the overpricing of the issue and the
resulting creation of ill will with the investing public may jeopard-
ize the reception of its future issues.

The choice between a competitive and non-competitive relation-
ship depends upon such factors as the credit position of the issuer,
the amount and the terms of the issue, and the state of the capital
market, In general, where the credit position of the issuer is not
easily determined, where the issue is large in amount, and where
the terms are not standardized but complicated, a continuous re-
lationship is preferable.

The relative advantages of the two systems to the issuer depend
largely on the condition of the capital market, In a strong market,
with rising security prices and new issues easily absorbed, the com-
petitive bankers would be inclined to cut their charges. However,
in a weak capital market, with falling security prices and issues
poorly received, competing investment bankers would be inclined to
increase their charges in order to cover the greater risks involved or
would withdraw their bids entirely.

III. UNDERWRITING AND PURCHASING
Underwriting and purchasing operations require very close
analysis, The term underwriting carries a variety of connotations
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which have given rise to some of the most controversial issues in
public regulation.* It is sometimes loosely employed to cover in-
vestment banking as a whole—investment houses being referred
to as “underwriters.” Similarly, one frequently hears the expres-
sion “underwriting” employed to cover all of the three operations
of purchasing, underwriting, and distributing. Again, underwriting
is used as though it were identical with the purchasing operation;
while on other occasions, it is used synonymously with distribution.

As an illustration of the loose terminology employed by the
investment banking fraternity itself, a citation may be made from
the Code of Fair Competition for Investment Bankers, which reads
as follows:

The term “investment banking business” shall mean the business of
underwriting or distributing issues of securities, or of purchasing securi-
ties and offering the same for sale as a dealer therein, or of purchasing
" and selling securities upon the order and for the account of others.

It will be seen, first, that underwriting and distributing are used
synonymously; and, second, that underwriting is regarded as an
alternative expression to purchasing.

The prevailing confusion arises from the fact that the distinct
functions of originating, underwriting, and distributing are so fre-
quently conducted in the United States by a single institution, That
Is to say, a given house may originate an issue, assume the under-
writing and purchase, in whole or in part, and also participate in
the distribution of the issue. Again, a house may perform two of
the functions only: it may originate and underwrite without selling
the securities; or it may participate in the underwriting and in the
distribution without having been involved in the origination. Thus
the functional lines have been greatly blurred in actual investment
banking practice.

The essence of underwriting is the assumption of risk by making
a contingemt commitment. That is to say, underwriters agree that in
ase the sale of securities does not prove successful they will take
over the unsold portion, thereby insuring the issuing corporation
that it will receive the fult amount agreed upon at the specified time.

* The confusion existing in the law relating to underwriting will be considered
later, See p. 148.
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Those who participated in such pure underwriting may or may
not be participants in the actual distribution of the securities. In-
deed, the underwriting group may include financial institutions
which are not engaged in investment banking—such as investment
trusts, and (formerly) commercial banks. In England individuals
also frequently participate in the underwriting. The investment
banks which share in the underwriting are usually also interested
in the actual distribution of securities; but the amount of their
underwriting participation may be greater than the extent of their
participation in distribution.

The historical explanation of the appearance of pure under-
writing is to be found in the very large tisks which formerly at-
tached to the flotation of securities. After the Civil War the volume
of new flotations was frequently so large relatively to the supply
of available investment funds that there was real possibility that
issues could not be promptly absorbed by the investing public—
even though they were of high quality. Hence, in order to make
good on the guarantee to the issuing corporation that the funds
would be provided in full on a given date, it was essential for the
originating house to invite additional investment banking houses
and also other institutions to help share the risk. The assumption
of risk thus emerged as an operation distinct from origination and
from distribution; and there was thus no reason why it should not
be participated in by others than the investment bankers them-
selves.

The function of pure underwriting may be illustrated by a com-
mon practice in the United States in the twenties. After a project
had been developed and the terms of the flotation agreed upon,
there was organized what was called a “banking syndicate”—which
was an intermediate group between the purchasing and the selling
group. This syndicate agreed to absorb any portion of the issue left
unsold at the end of the stipulated time period.

The condition of the money market in recent years has lessened
the importance of the pure underwriting function. Beginning in the
decade of the twenties, the volume of investment funds tended to
outrun the supply of high-grade issues; hence the risks in market-
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ing properly priced issues of good quality became negligible. Under
these conditions underwriting in the United States disappeared in
substantial degree as a separate operation, being merged in the
outright purchase by a single house, or group of houses joined to-
gether in a syndicate. Since the marketing risks were usually slight,
an originating house, or group of houses, could assume the entire
risk outright, without calling upon a contingent underwriting group.
In the parlance of “the street,” and in legal usage, however, this
outright purchase has been commonly referred to as underwriting.

Pure underwriting has, however, continued to be employed in
some instances. It is often used when a wellestablished corporation
with securities already outstanding seeks to raise additional capital
by the sale of stock to its own shareholders, who generally have
a privileged right to subscriptions. There is always the possibility,
however, that such subscriptions may not be sufficient to absorb all
of the issue. To provide for such a contingency, a syndicate of in-
vestment houses is asked by the corporation to underwrite the issue,
that is, to take up at the expiration of the subscription period what-
ever portion of the issue has not been absorbed by the company’s
sharcholders. Two different bases are used in determining the com-
pensation. The company may pay a blanket commission on the
whole issue, irrespective of the outcome of the sale to stockholders.
Or the commission may be divided into two parts: one part being
a small commission on the entire issue, usually termed an over-
writing fee; and the second part, termed the wnderwriting fee,
being a larger rate on that portion of the issue which the bankers
must actually take over. :

A second illustration of pure underwriting today is found in the
participation of investment trusts as sub-underwriters in the market,
After an originating house and a group of associated principal
underwriters have purchased an issue, they sometimes enter into an
agreement with a group of subunderwriters, which may include in-
vestment trusts as well as other investment banking houses. The
compensation to the sub-underwriter for the risk which he assumes
may be either in the form of a commission or of a discount on the
price of the issue. If the issue is successful, they obtain an under-
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writing commission to cover the risks which they have assumed;
if the issue is unsuccessful, they take over their allotment—at the
discount agreed upon.

In case of owsright purchase the risks of the market are entirely
absorbed by the purchasing house or houses. It is believed that the
risks are too great to be carried by the issuing corporation. Such
outright purchase is found both in connection with small issues
handled by a single house and with large issues handled by syndi-
cates.

The risks assumed by a purchaser or purchasing syndicate differ
from pure underwriting by outside institutions in that the latter are
underwriting the selling risks of a wholly distinct and separate
group. That is to say, whereas the intent of the specialized under-
writer is merely to insure market risks, the intent of the purchasing
group is to see that the securities are sold either through their own
selling organization or through dealers who are called in to par-
ticipate in the marketing process.

The agreement made between the originating house for itself
and also on behalf of the associated underwriters usually contains
a statement showing the amount of the issue allotted to each under-
writer, commission allowances, provision for the formation of a
selling group, for stabilization operations, and for the termination
of the agreement. While tentative terms are usually discussed by
the originating house with the issuing corporation over a consider-
able period of time, the definitive signing of the purchase contracts
usually does not take place until the issue is about to be floated.

The contractual obligations may be summarized as follows.
Both the originating house and the associated underwriters are re-
sponsible to the issuing corporation, each to the extent of its own
commitment. When subunderwriters are utilized they are pre-
sumably obligated only to the principal underwriters with whom
their contracts have been made.

Liability to the ultimate purchasers of securities is a wholly dif-
ferent matter. The question here is not the nature of the obligation
to the issuing corporation but the nature of the obligation to
potential investors. This involves consideration of the adequacy and
reliability of the information furnished in the prospectus and regis-
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tration statement. In principle, it seems clear that the party which
should be responsible to the public is that party which is in a
position to assume and exercise such responsibility. Discussion of
the law and administrative rulings pertaining to this issue is re-
served for the next chapter dealing with public regulation.

1V. DISTRIBUTION

The first step in the distribution of a large issue is the formation
of a selling group. This task is undertaken by the originating house,
which has complete discretion in the selection of the members of
the selling group. It naturally includes such members of the pur-
chasing groups as desire to participate in the selling, but it also in-
cludes a large number of retail dealers located throughout the coun-
try. The purpose of this large selling group is to effect a quick sale
and a wide distribution among ultimate investors.

The members of the selling group today assume no underwriting
risk. They merely endeavor to sell the block of securities which is
offered to them on a firm basis. The manager first sends the mem-
bers of the selling group a selling agreement stating the terms and
conditions on which a new issue is to be sold. The distributors are
advised by telegram of the amount of the securities reserved for
purchase by them. These securities are reserved for a short period
of time, at the end of which the distributors must state whether or
not they agree to purchase part or all of the securities reserved for
them. The distributor may apply for securities in excess of the
amount reserved, and these requests are then received by the man-
ager, subject to allotment. It is clear that up to this time the
distributor may take or reject a block of the securities at his option.*

But after he has agreed to take a block at a firm price, he is
bound to take the allotment. It is true that a distributor may not
be able to sell all of the securities allotted him, and in this event
he must carry them with his own funds. The risk thus assumed is,
however, ordinarily not great because the distributor has an oppor-

* A distributor who follows the practice of continuously rejecting issves offered
to him may, as a result, find himself eliminated from future selling groups. In the
twenties, distributors were frequently under pressure to take doubtful issues along
with good ones. But such pressure has been applied to a much less degree in recent
years,
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tunity, before making his firm commitment, to sound out his cus-
tomers and to know with reasonable certainty what volume of se-
curities he can dispose of. At the last moment, as we have seen, he
is permitted to take less than the amount that has been reserved for
him. In this event, the manager of the selling group may trans-
fer the balance to other distributors who have asked for increased
allotments. In the event that the total volume of securities taken
is less than the amount of the offering, the original purchasers of
course must do the carrying.

While it is clear from this statement of the practice that the
distributor assumes some risk, it does not follow that it is an under-
writing risk. He merely assumes the ordinary merchandising risk:
he has bought goods which he feels reasonably sure he can sell
promptly; if his judgment is wrong, he may have to carry them
for some time and in the end may possibly have to sell them at
a reduced price. This process differs from either underwriting or
sub-underwriting in that he has bought the securities outright with
the intent of selling them to his own customers, and he has not
assumed the comsingent obligation which is the essence of under-
writing. |

A stabilization procedure has been developed to limit price fuctu-
ations during the distribution period. Since the process of distribut-
ing securities to investors may take considerable time, there is
always the possibility that market conditions may change before
the issue has been absorbed. In order to exercise some control over
this situation the managing house is authorized by the underwriting
group to stabilize the market through buying or selling operations.

The determination of the price at which an issue is to be oftered
involves a number of imponderable elements. The investment
banker makes every effort to fix the authorized or public offering
price so that at the termination of the public offering the market
price will be close to the offering price and preferably somewhat
above it. Although the managing house makes every effort to fix
the authorized price of an issue as close as possible to the prospective
market price, these two prices may not coincide.

The cause of the margin between the two prices may be either
financial or technical in nature., The underlying financial cause is
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the mls]udgment of the prospective market value of the issue, The
overpricing or the underpricing of an issue may be caused by gen-
eral fluctuations in the security markets, by changes in the situation
of the mdustry of which the issuing corporation is a part, or by
changes in the status of the corporation itself. The technical cause
of a margin between offering price and market price is manipulation
of the market either by members of the purchasmg or selling syndi-
cates or by outside traders.

Stabilization of the market is attempted by means of what are
known as trading accounts. A treding account is generally provided
for in the agreement between the purchasing houses and the syndi-
cate manager. Under its terms the latter is given the right, at his
discretion, either to buy or sell, go long or short, over-allot or
under-allot securities. As a rule, the amount of such transactions
is limited to 10 per cent of the issue, but in recent years the account
has seldom approached this limit. An analysis of 2 number of actual -
cases indicates an average position of only about 2.25 per cent and
in some cases as low as 1.77 per cent of the issue.®

The use of the trading account constitutes one of the most con-
troversial problems in the operation of investment banking, While
it is difficult to draw a clean-cut line for purposes of regulation, it
is nevertheless possible to differentiate in principle between unsound
and sound stabilization. If, as 2 result of the misjudgment of the
true investment value of an 1ssue, the syndicate has failed to antici-
pate the influence of the various factors governing the market
price of the issue, the offering price does not therefore represent the
true investment value. Stabilization, then, results in nothing more
than the creation of an artificial, rigged, manipulative price which
seeks to cover the unloading of an overpriced issue upon the invest-
ing public. Unquestionably such operations are unsound and should
not be permitted. In the decade of the twenties stabilization oper-
ations, particularly in foreign securities, were frequently unsound,
for they often arose simply because of the highly competitive con-
ditions which led to the overpricing of new issues.

On the other hand, if the offering price represents approximately

*These figures were derived from replies to a questionnaire snt to invest-
ment houses,
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the true investment value, stabilization operations for the purpose
of overcoming temporary market influences may be justified. Se-
curities offered for sale by weak or speculative holders may be
purchased at a fived price at or close to the offering price. Simi-
larly, the syndicate manager may attempt to prevent too great
a speculative rise by selling at a price close to the issue price. Such
operations are needed in order to maintain an orderly secondary
market until the issue is placed with permanent holders.”

The Securities Act of 1933 gives the Commission authority to
regulate the practice of stabilization. Under this power the Com.
mission has ruled that certain stabilizing operations may be legal,
but that “activities designed substantially to raise or lower stock ex-
change prices are clearly manipulative,” and therefore illegal.®

In recent years consideration has been given to the possibility of
segregating investment banking functions. The proposal is based on
the general financial principle that banking operations of all kinds
should be specialized. Specifically, it has been urged that the under-
writer should act solely as a pure risk taker, or shock absorber,
in the flotation of new issues, and that in consequence his commis-
sion should be merely compensation for the risk of carrying unsold
securities. The emphasis here is upon the divorcement of the
underwriter from the originating house and the purchasing group.

It has been argued that neither the original purchasers nor those
who participate in specialized underwriting should engage in the
distribution of securities. The objection is that the effort to make
profits from the several operations leads to a conflict of objectives.
The desire to keep a sales force busy may lead an investment house
to purchase an issue which it would otherwise be unwilling to bring
out. Similarly, it has been maintained that if a retail dealer partici-
pates in a purchasing or underwriting syndicate and also engages
in selling, he loses the detached position which he should occupy if
he is to give impartial counsel to his customers.

In view of the way in which the investment banking system of

' An analogous operation is the readjustment of holdings within the syndicate
by buying back securities from members who are overstocked and selling them
to those who can dispose of more than their original allotments, Such a practice
may prevent a break in price as a result of distress sclling by syndicate members,

¥ Release No. 748, Apr. 17, 1936, under Securities Act of 1933.
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this country has developed, it seems clearly impractical to introduce
a segregated system. In Great Britain, as has already been noted,
there is a high degree of specialization. Not only is the underwriting
handled largely by houses that are not engaged in the origination of
securities, but the distribution function is conducted chiefly by local
brokers throughout the country who serve as investment counselors,
s0 to speak, to small groups of investing clients. To make such a
system applicable to the United States would require a reversal of
established investment habits and practices and trends in the de-
velopment of the machinery of distribution.

In the first place, the development of the system of outright
purchase by investment houses has tended, as we have seen, toward
the elimination of underwriting as a specialized function. The in-
vestment house which participates in the purchase of an issue, it
will be recalled, is making an outright, rather than a contingent,
commitment. In popular thinking the purchasing operation may
still be regarded as underwriting; but in any case the commission
received is looked upon as a return for a single service rather than
for the performance of two separate operations.

It is believed by many observers that segregation would so seri-
ously affect earnings that it would eliminate many of the small
interior houses which operate on a narrow margin of profit. More-
over, outside the larger financial centers the placement of small,
local, inactive issues must, as a practical matter, be both purchased
and sold by the same banking house. This combination of oper-
ations is made necessary in view of the fact that in many localities
investment banking capital comes only from the local distributor
which acts as an occasional purchaser of new issues. Moreover, local
securities can only be distributed by a selling organization which
has previously originated and purchased an issue and which there-
fore knows the merits of the security. There is no doubt that the
segregation of the functions would seriously interfere with the dis-
tribution of the securities of small issuers.

V. PRIVATE OFFERINGS

The foregoing analysis of the investment banking mechanism has
related to public flotation of securities in the open market. It is
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necessary now to point out that much capital is raised without the
use of the investment bank, securities being sold directly to in-
vestors. Such direct offering, or placement, as it is colloquially
called, is resorted to both by unseasoned companies and by nationally
known, well-established corporations. The problem must be con-
sidered here because of its bearing upon the whole system of public
flotation.

Funds may be obtained in a local market by unseasoned com-
panies through the sale of securities to a promotional group com-
posed of a few business men who have faith in the probable success
- of the new enterprise, and who intend to hold the securities. New
enterprises are usually forced to finance in this fashion because
there is no other channel open to them. Investment houses of rep-
utable standing usually avoid the issuance of securities of new
corporations because of the speculative risk to which their customers
would be subjected. As a result distribution of such securities often
presents a difficult problem.

In 1937 a study was made by the Securities and Exchange Com-
mission of registered securities not floated through investment
houses but disposed of either directly or through contracts with the
selling agents. It showed that only about 20 per cent of the esti-
mated gross proceeds were realized in connection with such offer-
ings. About one-third of such registrants reported no sales of the
securities whatever; while the remaining two-thirds reported sales
of approximately one-fourth of the amount registered.”

Private offerings have become a striking feature of the capital
matket in recent years. There has been a growing practice for
nationally known, well-established corporations to sell bonds and
note issues without the intervention of the investment banker and
without 2 public offering. Such private placements have been highly
specialized in nature; they have been made largely by public utility
and some industrial corporations and placed mainly with the insur-
~ ance companies. Such private placements first made their appear-
ance on a substantial scale in 1934. The volume of private place-
ments in relation to total corporate issues since 1934 is shown in
the table on page 219.

* Third Annual Report of the Securities and Exchange Commission, 1937, Ps 12,
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The percentage column understates the significance of private
placements because the column showing tosal offerings includes
stock issues which are not eligible investments for most of the large
institutional purchasers. An unpublished study by an investment
banking institution, which based its findings on public sources, esti-
mates total private placements of bond and note issues from January
1, 1935 to December 31, 1939 at $2,527,000,000. The percent-
age of aggregate corporate domestic bond and note issues (includ-
ing refundings) represented by private placements increased
from an average of 11.§ per cent in 1935 and 1936 to 43.7 per cent
in 19391

New Securimes PrivaTeLy PLacen, 1935-39*

Total Offerings Private . :

Year Ending for Cash ¢ a Offclr]'ings ¢ mef;g‘gz;:g o

une 30 (In millions o n millions o .

J dollars) dollars) of Totdl Offerings
1935, ...0ieinenln 3,768 KLY 9.13
L L], T 11,265 458 4.07
1937, 00eiiennnnes 7,639 477 6.24
1938, ...t 3,484 410 11.76
1939, nivvnnie 6,919 894 12.92

* Fifth Annusl Report of the Securities and Exchange Commission, 1939, pp. 218-19.
These figures include refunding issues.

A number of factors are responsible for the growth of private
placemens. In the first place, this method makes possible certain
economies in direct expenses, such as legal, trustee, and banking
fees, advertising, printing, and engraving costs, taxes, listing fees,
and exemption notices. Such changes might, of course, be offset by
more exacting terms on the part of those with whom the issues are
placed, but it does not appear that such is usually the case. Our at-
tention has, however, been called to instances in which private
placement was more costly than public offering; but the issuing cor-
poration still preferred private placement because of other ad-
vantages, now to be considered.

The second and most important explanation of private placement

* As pointed out in the study this total includes only reported private place-
ments; it excludes all issues for aggregate amounts of less than $1,000,000, and

all railroad, railroad equipment, municipal, and other governmental issues, There
is known to be a substantial volume of unreported issues.
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is the desire to circumvent the regulations imposed under the Securi-
ties Act, It obviates the delay, the liabilities, and the disclosures
required under the act. Under direct placement the issuing corpora-
tion receives the proceeds with greater speed than under the system
of floating securities through an investment house. An issuer observ-

*ing the requirements of the Securities Act must carefully prepare
the registration statement, a task which may require several
months. This protracted period may give rise to many contin-
gencies which may in the end even prevent the actual comple-
tion of the transaction. For example, the New York Telephone
Company, after negotiating with one investment house for several
weeks, in the end placed an issue privately rather than incur the
risk of a public offering in an unsettled market. Similarly, the
Commonwealth Edison Company decided to place an issue through
private sale rather than public distribution because of the possibility
of missing a favorable public market. Under private placement the
directors and officers of the issuing corporation are relieved of the
necessity of assuming the liabilities imposed by the Securities Act.
Furthermore, they are not required to disclose the intimate details
of their operations to the general public. These advantages are, of
course, lost if the issue is later registered.

The flexibility of the indenture under private placement is a
further advantage to the issuer. The terms of the indenture of an
issue held by a large number of individual investors cannot readily
be modified to meet changing conditions, even though they may
call for only a minor technical alteration. Such changes can more
easily be made when the issue is owned by a small group of insti-
tutional holders. In case drastic changes are necessary, they can
more easily be made by a small group of institutional holders
through private settlement than by a large number of individual
investors through court procedure.

Private offerings also appeal to large institutional purchasers.
This is particularly true of insurance companies, which in recent
years have been encountering difficulty in finding satisfactory outlets
for their surplus funds. This situation, as noted elsewhere, is the
result of the current stagnation of the capital market.

The system of private offerings also presents certain dissdvon-
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tages. These concern the issuer, the purchaser, the investment bank-
ing system, and the public. We shall consider the problem from
the point of view of each of these parties.

1. The issuing corporation. In some cases the terms of the pri-
vately placed issues have been more onerous than those which
would have been imposed in a public offering with respect to the
sinking fund, managerial restrictions, and retirement. The sinking
fund requirements may be larger than in the case of public offerings.
The purchase agreements may provide for the maintenance of large
cash balances throughout the life of the bond, for a prohibition on
dividend payments in the event that those cash balances are im-
paired, and for the restriction on future financing without the con-
sent of the purchaser of the issue, In the case of a public offering of
2 low-rate coupon bond sold at a high price in time of easy money,
the corporation may at a later period—with the tightening of the
money market and the consequent drop in the price of such bond—
repurchase the issue at a considerable discount and retire it. Such a
retirement in the case of a privately placed issue is virtually im-
possible, since there is no subsequent trading in the public market.

Private placement may also check the corporation’s financing in
the future. As a result of private placement, in the course of time,
the securities and the credit of the corporation may become less
known to the general public, which may in the future be unwilling
to purchase the obligations of the corporation. Such restraint would
be 2 serious problem, particularly for a public utility, which, because
of its continuous expansion, usually has need of a broad public
market for its securities. Moreover, the corporation fails to derive
the benefit of the searching analysis required as a basis for regis-
tration,

2. The snstitutional purchaser. The first disadvantage from the
standpoint of the purchaser lies in the fact that the security may be
unliquid. Where the private issue is not registered, its market is
legally open to question.™ If at some time in the future the credit
of the issuing corporation becomes impaired, the institutional in-
vestor, because of its superior investment knowledge, may realize
the impending decline in the credit of the issue, but may be legally

" See below, p. 224n.
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unable to anticipate the loss. S1mxlarly, the holder of a privately
placed issue may not be able to sell it in order to raise funds.!?

The second disadvantage lies in the fact that the security is un-
tested. It is true that such privately placed securities are bought only
from corporations of good credit standing and only after a searching
analysis by the investment experts of the institutional buyer; but the
holder does not have the advantage of the continuous testing af-
forded by the composite judgment of the broad open public market
throughout the life of the security.

3. The investment banking system. The procedure of private
placement is clearly injurious to the investment banking system. It
affects adversely not only the dealers engaged in the primary
market, but also the brokers in the secondary market for securities.
From a broader viewpoint, private placement impairs the entire
mechanism of the capital market, since the volume of publicly
placed issues become insufficient to support essential investment
banking facilities.

The effects of private placement upon the investment market
may be illustrated by what happened in the year 1938. According
to the private study mentioned above, 81.58 per cent of the
$802,000,000 of privately placed issues was absorbed by 33 institu-
tional purchasers, chiefly insurance companies, while the balance
was purchased by 39 commercial banks and one governmental bank.
Moreover, 36 of the 73 purchasers acquired 98.6 per cent of the
total. In contrast, 70§ institutions, including 37 colleges and uni-
versities, purchased 42 per cent of the public issues. The weakening
of the investment banking system by eliminating from the scope
of its operations a large portion of the better issues is of economic
importance simply because it tends inevitably to increase the cost of
handling the remaining volume of flotations at the expense of com-
panies which are not so situated that they can utilize the direct
placement method.

4 The public. The system of private placement also works to the
disadvantage of the investing public. Individual and institutional

®1n rebuttal of this argument institutional holders point out that the pnvately
purchased securities constitute only a small part of their total securities, and in the
event of need the publicly purchased securities would first be sold.
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investors and all but the largest financial institutions find avail-
able an ever-dwindling volume of high-grade bonds; and are thus
forced either to purchase lower-grade securities or to add United
States government bonds to already large holdings of the federal
debt. The situation may again be illustrated by what happened in
1938. Of the $802,000,000 of private placements in that year, three
savings banks and one university bought an aggregate of only
$1,550,000. Since many of these private placements were the result
of refunding operations, it will be seen that a large volume of
securities was withdrawn from the general investment market and
rendered henceforth unavailable for purchase by individuals or

*810J89AUL JOY[}0

From the standpoint of gemeral public interest, direct placement
has given an unfair advantage to the large institutional investors.
The system has also weakened the Securities Act, By avoiding regis-
tration, the issuers have not been compelled to disclose their finan-
cial position, This condition would not be true of a corporation
which has also sold an issue publicly, thereby disclosing its financial
position,

A continuation of the financing of high-grade issues by private
placement under present conditions would create two systems of
investment: the private placement of high-grade issues sold directly
to a limited group of institutional investors, and outside of the ad-
ministration of the Securities and Exchange Commission; and the
public distribution of lower-grade issues through investment banks,
under the regulation of the government.

The economies to the issuing corporation, the shortening of the
time involved in raising capital, and the desire to escape the regu-
lations imposed by the Securities and Exchange Commission are
powerful factors working in favor of direct placement. The dis-
advantages to those most directly concerned are less obvious and,
in any case, they are usually less immediate,

The disadvantages of the system of private placement seem
clearly to outweigh the gains. Of primary significance is its effect
upon the capital market as a whole. By restricting the open market
to a smaller volume of securities, it tends to decrease the breadth
and the flexibility of the investment mechanism as a whole—both
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in connection with the flotation and the market for the redistribution
of securities, The need is for a maximum number of marketable
issues of wellknown corporations—not a minimum number of such
issues. .
There'is a difference of view as to the probable future of private
offerings. There are many who believe that it is merely a temporary
phenomenon—an outgrowth of the economic conditions of the
capital market in recent years and the exigencies ar1smg from new
forms of public control. On the other hand, the view has been ex-
pressed that direct placement constitutes 2 development which will
continue as a permanent feature of the capital market.”® It is our
view that, given a return to more normal conditions, the proportion
of direct placement to total flotations will decline.

It is apparently not within the power of the federal government
to regulate direct placement. This is because the institutions which
purchase such issues are organized under state laws and their port-
folios are thus not subject to federal control. The most that any
federal agency could do would be to exert indirect pressure by
means of adverse publicity, In view of the uncertain future of
private placement, it would not scem to us desirable to attempt
to develop state regulation at this juncture.™*

VL. THE SMALL INVESTMENT HOUSE
The position of the small investment house at the present time
requires special consideration. The small house may engage in the
financing of local issues, which it usually originates, purchases and
underwrites, and sells, and also in the selling of nationally distrib-

 Churchill Rodgers, Purchase by Life Insurance Companies of Securities Pri-
vately Offered (paper read before Association of Life Insurance Counsel, Nov. 28,
1938), p. 384, ) . o o
The federal agencies charged with administering the Securities Act have not
followed a consistent attitude toward private placement, At first, the Federal
Trade Commission definitely recognized that issues privately placed with insurance
. companies were exempt from the act. Some time later the Securities and Exchange
Commission, which replaced the Federal Trade Commission as the administrative
agency for carrying out the Securities Act, took an unfavorable attitude toward
. privately placed issues. On another occasion the general counsel of the Commission
also stated that “private financing may, in many instances, be at variance with the
law, and that such a tendency is undesirable.” (Securities Act of 1933, Release
No, 285, Jan. 24, 1935.) The federal agencies have also issued conflicting state-
ments as to the future marketability of privately placed issues,
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uted issues. Market trends and legal developments have affected
these small houses adversely in some respects and favorably in
others, -

In the first place, the conditions of the capital market have worked
against the small house. Financing has been confined largely to
high-grade, low-coupon refunding issues which the smaller houses
participate in only as distributors. There have been comparatively
few issues of medium-grade, high-coupon securities, the purchasing
and selling of which in the past constituted the main business of
the small houses. Market conditions have also favored the selling
of securities to institutions, which conduct most of their transactions
through the large houscs, and have worked against the sale of
securities to individuals, who place their transactions with small
as well as large houses. Second, the legal conditions arising from
the Securitics Act have worked against the small investment banks.
They are unable to maintain the large legal and accounting staff
necessary to observe the highly intricate procedure required under
the Securities Act.

There have been, however, certain developments which have in
part offset these disadvantages. On the one hand, the metropolitan
originating houses, in the interest of the entire investment system,
have in recent years included a large number of small houses in
purchase syndicates as well as in selling groups. Moreover, a num-
ber of the smaller houses, which in the past confined their activities
to corporate financing, have expanded their operations to the financ-
ing of local municipal issues. The small house has also been helped
to a certain degree by the provisions of the Securities Act which
exempt issues sold only within a state.

Notwithstanding these favorable factors, the present position and
the future outlook of the small house are far from satisfactory.

VII. ADEQUACY OF INVESTMENT BANKING RESOURCES

In recent years there has been considerable discussion as to
whether investment banking resources are adequate. Many ap-
parently believe that the existing stagnation of the capital market
is attributable, at least in part, to a dearth of investment banking
capital. In any case, it is feared that a shortage of such capital would
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quickly manifest itself if the issuance of securities was to be re-
sumed on something like a normal scale. A brief analysis of this
problem is therefore necessary to round out our discussion of the
investment banking situation at the present time.

1. The reduction of investment banking capital. Throughout the
early post-war years the amount of capital employed in the invest-
ment banking business increased rapidly. Since 1929, however,
there has been an enormous decrease. In the early years of the de-
pression, the investment houses suffered heavy reverses, owing to
the necessity of taking large write-offs in connection with security
losses. Moreover, a large number of houses either closed down
completely or reduced their capital, diverting it to other fields of
enterprise where the rate of return was higher. While there has
probably been some increase during the last three or four years, the
total amount of capital employed in the industry today is estimated
at only about 300 million dollars.*®

The fact that the amount of capital engaged in investment bank-
ing is now very small does not in any way indicate that it will be
inadequate to meet future requirements. It is small now precisely
because the volume of business is small. The adequacy of investment
banking capital in the future will depend upon the prospect for its
profitable employment in the industry. Capital will be attracted in
proportion as the volume of business expands and the opportunities
for profit increase.

2. The importance of commetcial bank credit. Much of the dis-
cussion about the adequacy of capital in investment banking loses
sight of the function of commercial bank credit. In the past, loans
from commercial banks were often an important supplement to the
supply of capital available for the purchase, underwriting, and dis-
tribution of securities. The commercial banks not only participated
directly in originating issues and in purchasing and underwriting
syndicates, but they also made loans which enabled investment
houses to carry a larger volume of securities than would have been
possible with their own resources.

* This statement is based upon various estimates made by a number of individuals

in the investment banking business. It should be noted that this sum represents the
amount of investment banking capital available for purely underwriting purposes.
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At present, the commercial banks are not permitted to engage
directly in originating, purchasing and underwriting, or selling se-
curities, They are, however, permitted to make collateral loans to
investment houses. The volume of such loans that may be made is
governed by the regulations of the Board of Governors of the
Federal Reserve System with respect to margin requirements, The
Board has generally been liberal in its policy with respect to col-
lateral loans to investment houses.'® If the volume of security offer-
ings were to increase greatly, collateral loans from commercial banks
to investment houses would undoubtedly prove an important sup-
plement to the supply of investment banking capital.

While it may perhaps not be desirable to grant commercial
banks the right to participate again in originating or in purchasing
syndicates, there would seem to be no reason why they should not
participate in pure underwriting—as sub-underwriters. This would
require liberalization of federal and state legislation and relaxation
of present administrative regulations.

It is our view that commercial banks, as the most important po-
tential source of underwriting capital, should be permitted to act as
sub-underwriters, though they should not be permitted to resell
their securities to individual investors—that is, they should not
become dealers in securities. If underwriting powers are granted,
they should be subject to the following safeguarding provisions:
(1) they should be allowed to underwrite only securities which they
are permitted by law to carry in their own account; (2) the amount
of such underwriting of a single issue should be restricted to a
certain proportion of the bank’s capital and surplus; (3) the amount
of each subunderwriting should be limited to a small proportion
of the total issue; and (4) the total amount of sub-underwriting
by any bank should bear a reasonable relationship to its capital funds.

®Board of Governors of the Federal Reserve System, Regulation T.



CHAPTER XI

REGULATION OF THE INVESTMENT
BANKING SYSTEM

The evolution of the investment banking system was accom-
panied by a tardy development of government regulation. While
the enormous expansion of the investment business from 1900 to
1930 naturally resulted in a considerable development of public
supervision, particularly on the part of state governments, it was
not until after the disastrous events of the great depression that a
far-reaching system of government regulation—comparable to that
in the field of commercial banking—was established. We now have
not only improved state regulation but also a federal system of
control under various statutes, particularly the Securities Act ad-
ministered by the Securities and Exchange Commission.

In this chapter we shall discuss—in the light of the analysis of
the preceding chapter—the present system of state and federal
regulation of investment banking operations. The Securities Act
and the general state statutes are directed primarily at the control
of the flotation of industrial securities—though the provisions of
the federal law also apply to public utilities. Federal and municipal
government issues are exempted by both federal and state acts.
Railroads and public utilities are regulated under special laws, which
are considered in the next chapter. The general law applies to the
securities of both foreign governments and foreign corporations.

In analyzing the regulation of the investment banking system,
we shall not be concerned with the details of security leglslatwn and

administration, but will focus attention upon the major issues which
" have arisen as a result of the Jaws and the administrative regulations
which have been developed. Since the regulation of the flotation of
new secunty issues began with state legislation, and since the federal -
system is in some measure based upon state experience, we shall first
consider the system of state regulation.

228
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1L STATE REGULATION
The regulation of the flotation of security issues began with the
passage of the Kansas security law in 1911." After a prolonged legal
controversy, the principle of the blue-sky law was finally upheld by
the United States Supreme Court in 1917. A number of other states
shortly thereafter enacted similar laws, but state legislation did not
become general until the post-war period.”

A. Methods of Regulation

From a legal point of view the state security statutes may be
grouped into two classes—fraud acts and regulatory acts. The
former aim simply to protect investors against fraud by the estab-
lishment of penalties enforceable through the courts. Regulatory
acts are designed to exercise general control over the flotation of
securities, the provisions of the law being usually enforced by regu-
latory agencies.

1. Fraud acts. Fraud acts have been passed in only a few states,
including New York, which embraces the most important single
capital market.®* Under the New York law, which is called the
Martin Act, the Attorney General is empowered to investigate
fraudulent practices. These are to be prevented if possible before
the issuance of a fraudulent security, by means either of a tem-
porary or of a permanent injunction. If, however, the security has
been issued, criminal charges may be pressed against the offenders.*

2. Regulatory acts. Regulatory statutes, popularly known as
“blue-sky laws,” have been enacted in almost all the remaining
states, These may be grouped into three classes: (1) those which
seek to control the general operations of dealers; (2) those which
are directed at the issuance or sale of specific securities; and (3)
those which impose supervision over both the general operators or
dealers and the issuance and sale of specific securities. The necessity

* Session Laws of Kansas, 1911, €. 133.

* Hall v. Geiger-Jones Co., 242 USS. 539.

*Laws of New York, 1921, ¢ 649.

‘ That the act has not been altogether effective is evident from the fact that one
party, although enjoined three times, continued to sell securities. John E. Dalton,

“The California Corporate Securities Act,” California Law Review, Vol. 18,
p. 120,
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for attempting to control the sale of specific securities arises because
of the interstate character of the security business.

The first type, that is, the dealer<controlled system, licenses deal-
ers and, based on the disclosure principle, requires them to file
information concerning new issues which must be registered. If the
state regulatory body considers this information inadequate, it may
undertake an investigation. In the event that the security appears
to be fraudulent, its sale may be forbidden and the license of the
dealer revoked. This type of law has been passed in only a few
states,

The second type of law, which is directed at specific securities,
seeks to effect control through requiring the dealer to take out
a permit. This permit is required both in connection with the issu-
ance of securities of domestic corporations and the sale of securities
issued by corporations in other states. Under this law there is no
surveillance of dealers, and there is no requirement to obtain a
license or to register the security. This type is found in about a
dozen states. The liberality with which such permits are issued
varies widely in different states.® These statutes also differ as to
whether or not they provide for preferences in the exemption of
securities. On the one hand, certain states exempt non-promotional
securities and apply the statutes only to promotional issues. Most
states have no such preferences and apply their law to all securities
with the exception of a limited group of issues which by their charac-
ter are legally exempt.

The third and most widely used type of regulatory statute pro-
vides for both the licensing of dealers and the issuing of permits for
securities. Some of these laws follow closely the Uniform Sales
of Securities Act approved in 1929 by the National Conference of
Commissioners on Uniform State Laws. This type of control has
been most fully developed in California. The law of this state
differs from the other statutes in this group by controlling all securi-
ties, non-promotional as well as promotional.

B. Fraudulent, Unsound, or Inequitable Securities

State control, whether in the form of specific fraud or general
regulatory acts, must be carried out by regulatory agencies, which

“The same, p. 118.



REGULATION OF INVESTMENT BANKING 231

are usually created specifically for the purpose and are called com-
missions. These commissions are sometimes strictly limited in their
powers by the legislative act, while in other cases they are given
wide discretion in interpreting and enforcing the law. In some
cases, although no discretion has been conferred, it has none the less
been exercised by the state commission,

The problem with which we are here concerned is the scope of
the regulation that has been developed irrespective of the terms em-
ployed. Does the system attempt to control only the issuance of
actually fraudulent securities, or does it seek to pass judgment upon
the soundness of an issue and even the fairness or equitableness of
the terms agreed upon? In some cases the statutes themselves confer
upon the commission the power of passing not only upon fraud but
upon soundness and equity. In other cases where the statute has
granted to the regulatory agency simply the power to prevent fraud,
the agency under its discretion has extended the scope of its power.

In numerous states an attempt is made to prevent the issuance
of unsound as well as froudulent securities. In California the basis
for such control is found in the law itself.® In a leading decision the
court held that the commission, under the law, had the power to
grant or to deny a permit for the issuance of a security according to
whether the applicant’s proposed plan and methods “will be fair
or unfair, just or unjust, equitable ot inequitable,and . . . to whether
their issuance and disposition will or will not work a fraud upon
the purchaser.” .

The law is applied to the sale of both bonds and shares. The bonds
of all issuers, regardless of the financial prestige of either the issu-
ing corporation or the investment bank, are subject to close scrutiny.
The bonds are tested from the standpoint of the value of the mort-
gaged property, the adequacy of earning power, and the extent to
which the terms of the indenture give sufficient protection to the
bondholders. Shares are classified according to whether they are
issued by going concerns or by newly organized corporations. Going
concerns, in turn, are grouped according to their earning power
and solvency. If the company has a satisfactory earning history and

:Corporate Securities Act, c. §32, Laws of 1917,
Ttalics supplied. Doble Steam Motors Corporation v. Daugherty, 195 Cal.

158 {
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is in a solvent position, a simple procedure is followed and a permit
is promptly granted. In other cases the permit is withheld, pending
careful investigation.

In New York the law is nominally designed to prevent the issu-
ance of fraudulent securities only. Moreover, the administrative
officers charged with the administration of the act have publicly
proclaimed that they do not “pass upon the merits of particular
issues.” Nevertheless, they have actually attempted to prevent the
issuance of unsound securities—as, for example, in the rules relating
to the soundness of real estate mortgage bonds and of investment
trust securities.”

The New York State Appellate Court has also given a broad in-
terpretation of fraud on several occasions, such as the decision that

where Intent of parties in engaging in fraudulent practices in selling
securities is to sell securities which are in fact worthless, or worth sub-
stantially less than the asking price, intentional misstatements need not
be alleged, material misrepresentations, intended to influence bargain
“being enough, in view of Penal Law 421 as amended by Laws, 1921,
¢ 520.%° .

In several states the courts have similarly interpreted the ex-
pression “fraud” in a very broad sense. In Kentucky the court upheld
. the state securities law on the ground that its basic purpose was
“to protect the unwary public from investing their money in either
fraudulent or unsound securities.” In Minnesota the court held
that “when the incorporators had no valuable experience in business
.. .1t is not necessary that an actual fraudulent purpose be found.”
In Oklahoma the purpose of the statute is not only to prevent frauds
but also to protect credulous and incompetent persons from their

¥ Statement of Attorney General Albert Ottinger to the National Association
of Security Commissioners, Proceedings, Ninth Annual Convention, 1926, p. 7.

*This policy of disavowing discretion and at the same time exercising it faint-
heartedly has had unsatisfactory results, In the twenties real estate bonds were
sold on the basis of prospectuses which bore the caption that the issuers floating
the securities were “under the supervision of the Insurance Department of the
State of New York” or “under the supervision of the New York State Banking
Department.” These bonds were often unsound and brought loss to investors
seeking not speculative profit but only a moderate return and safety,

“Italics supplied. People v. Federated Radio Corporation, 154 N.E. 656.

" Italics supplied. Hampton Realty Co. v. Middleton, 220 Ky, 603, 295 S.W.
go4; see also King v. Commonwealth, 197 Ky. 128.

 State ex rel. Hardsione Brick Co. v. Department of Commerce, Securities
Division, 174 Minn, 200, 219 NW, 81,
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own inclination to speculate in hazardous undertakings.* A Kansas
court has held that the state supervisory board had the power “to
inquire as to the solvency and responsibility of the plaintiff, the
sufficiency of its assets, the trustworthiness of those representing and
managing it, the fairness, honesty and equity of its plan,” and “the
security afforded investors” that its funds would not be dissipated
or misappropriated,’*

In Michigan the court held that if the terms of the security were
unfair and deceptive, they were to be considered “constructively
fraudulent.”® The court added that “in passing on untried financial
enterprises, the Commission was within its right in refusing author-
ity to sell bonds if the promised investment yield depended upon
the judgment of the company’s directors and the stability of interest
rates.” ‘

State laws that are not intended to permit regulation bcyond the
determination of actual fraud are typified in the statute of Penn-
sylvania. The supreme court of that state has held that the act
“does not contemplate the approval, by the Commissioner of Bank-
ing, of the business expediency or the plan of financing a corporation
whose securities are to be offered for sale by the dealer.” In this
state and others having similar legislation the regulation has not
been extended to the determination of the soundness or the equity
of securities.

A4

C. Summary of State Security Legislation

The foregoing analysis of the character of state security legis-
lation may be summarized as follows:

1. The regulatory type of statute, under which general control
is exercised by regulatory commissions, is found in the great ma-
jority of states. Fraud acts, which are designed merely to punish
fraud, are confined to a few states.

2. The most-common form of regulatory statute is that which

"Hamadny v, State, 21 Oklahoma Cr. 354.
" Home Lumber Co. v. State Charter Board, 107 Kan, 153 (1920), 190 Pac.
6ot.
( "In;mtmmt Reseroe Corp. v. Michigan Securities Commission, 238 Mich, 606
1927
" Meteor Crater Exploration tmd Mining Co, v, Cameron, 29 Dauphin County
248,
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seeks to control both the general operations of dealers and the
issuance and sale of specific securities.

3+ In a number of states the statutes differentiate speculative or
promotional issues from investment issues. The former are strictly
scrutinized, while the latter are generally relieved from the burden-
some formalities of inspection.

4. Little reliance is placed upon the disclosure principle, that is,
the filing and dissemination of security information as a means of
protecting the investor.

5. The extent to which these statutes are enforced varies widely
in the different states: in some states there is practically no enforce-
ment, while in others there is reasonably effective control. '

6. In some states the statute confers upon the regulatory body
the power, not only to control fraud, but also to determine the
soundness of the security and the equity of its terms.

7. In general, there has been a strong tendency on the part of
enforcing agencies to pass upon questions of soundness and equity
as well as fraud. In the exercise of such power the agendies are
generally upheld by the courts of their respective states.

It is apparent from this summary that there is a wide divergence
in practice among the several states but that on the whole real
progress has been made in recent years in the development of state
security regulation. The main limitation has been that the state
system could not effectively control interstate traffic in securities.
Even the most rigorous state control system has found difficulty
in checking the inflow of low-grade promotional issues emanating
from other states and sold through the mails or by irresponsible
agents and salesmen.

Genuine improvement in state regulation would result from the
universal adoption of the Uniform Sales of Securities Act recom-
mended in 1929 by the National Conference of Commissioners on
State Laws. However, state regulation in the nature of the case
cannot hope to be made effective in the regulation of interstate
security transactions,. ‘

II. FEDERAL REGULATION UNDER THE SECURITIES ACT
The Securites Act, the most important federal statute for general
regulation of security flotations, was enacted in the belief that
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previous regulations were ineffective, particularly as to the character
of the information furnished with respect to new issues, the pre-
vention of security losses, and the control of the practices of those
engaged in the flotation of securities.

This section will consider: (1) conditions and practices in the
market for new securities before the passage of the Securities Act;
(2) the aims of the framers of the act in correcting these conditions,
and the methods of control provided by the act to attain these ends;
and (3) the effects of the act upon the flotation of securities.

To understand the general nature of the problem of regulation,
it is essential, first, to consider the meaning of the term fraud in
connection with the issuance of securities. It is necessary to dis-
tinguish between downright falsehoods in flotation literature and
statements which, while literally true, convey only a portion of the
truth. Such statements may be indirectly fraudulent, that is, they
may omit significant information or present it in such a way as to
mislead the investor as to the soundness of the enterprise or the
fairness of the terms of the issue.

In cases where the information furnished is truthful, it is neces-
sary to distinguish further between adeguate information and com-
plete information. Adequacy relates to the sufficiency of the informa-
tion to enable the purchaser to judge the investment value of an
issue—so far as such value may be judged by the past history and
present position of the company. Completeness relates to the inclu-
sion of all the information that might be assembled regardless of
its usefulness in forming a judgment with respect to the investment
status of the security. It is obvious that the information given might
be adequate even though it were not altogether complete.

There has been a popular tendency to regard any security which
turns out badly, involving losses to innocent purchasers, as fraudu-
lent in character (see, for example, quotation from congressional
report on page 240. This conception assumes that investment bank-
ers and promoters should not only be truthful but should guarantee
that the securities which they handle will maintain their value
irrespective of general market trends. The failure to differentiate
between fraudulent and unsound securities and to distinguish be- -
tween adequate and complete i