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FACTORS AFFECTING VOLUME AND STABILITY OF
PRIVATE INVESTMENT

INTRODUCTION

In its report of March 1, 1949, to the Congress the Joint Committee
on the Economic Report recommended that "a thorough-going study
of the investment problems of our modern economy be undertaken,
including new developments in the role played by our great invest-
ment institutions not only in the investment markets but in industry
and in the economy generally. Above all, regular, systematic, and
prompt information should be made available concerning the invest-
ment plans and requirements of agriculture, commerce, railroads,
public utilities, and industry generally."

In implementing this recommendation the Eighty-first Congress on
May 6 of this year passed Senate Concurrent Resolution 26 author-
izing, among other things, a study of-

(1) The problem of investment, including, but not limited to, (A)
*the role of investment institutions in the investment markets, in
industry, and in the economy generally; (B) changes in sources of
investment funds and the reason therefor; (C) availability and
character of investment funds for national, local and independent
enterprise and the effect of such investment or lack of investment
upon different classes or size groups in industry; (D) and needs, byr
industry, for various types of capital.

(2) The problem of the effectiveness and coordination of monetary,
credit, and fiscal policies in dealing with general economic policy.

(3) The problem of low-income families in relation to economic
instability.

(4) The problem of unemployment trends and their significance in
current economic analysis.

The joint committee was allotted $30,000 to complete these in-
quiries and ordered to make a full report by December 31 of this year.
Initial and exploratory hearings on investment problems were held
September 27 and 28. In later hearings careful and intensive ex-
amination is planned of all of the items named by the Congress in its
mandate.

The purpose of this committee print is to put together in one
volume for the use of the committee, of the witnesses, and of the
public such modicum of facts and evidence as is now available spe-
cifically bearing on those aspects of the investment problem assigned
by the Congress to this committee for inquiry. The materials do not
necessarily represent the views of the subcommittee, or all of its
members or staff, individually.

VARIABILITY OF PRIVATE INVESTMENT

In 1929 gross private domestic investment, which includes outlays
for new construction, for producers' durable equipment, and for addi-
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2 FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT

tions to inventories, amounted to 15.8 billion dollars or 15.2 percent
of gross national product.' From that level it sank to only 886
million dollars in 1932, rose to 11.4 billion dollars in 1937, fell to
6.3 billion dollars in 1938, reached a figure of 18.3 billion dollars in
1941, fell to 5.7 billion dollars in 1943 (due to the war) and reached
the phenomenal peak of 45.0 billion dollars in 1948.2

This enormous variation can be explained in part by changes in the
value of the dollar, and in part it is an accompaniment of fluctuations in
national income. But that is true only in part. Even when full
allowance is made for these items, the relative variability of private
investment is extraordinary.

Table I below expresses the major categories of private domestic
investment and the construction component of public investment as
percentages of total gross national product.

TABLE I.-Gross private domestic investment and new public construction as per-
centages of gross national product, selected periods

1929 1932 1939 1948

1. Gross private domestic investment, total - 15.2 1. 10.8 17.2

(a) New private construction activity -7.5 2.9 5.4 6.8
(b) Producers' durable equipment, domestic sales --- 6. 2 3.1 5.0 7. 9
(c) Change in business inventories after inventory

revaluation adjustment-1.5 -4.4 .4 2.5..

2. New public construction activity -2.3 3.1 2.8 1. 6.

Note that inventories constitute by far the most variable item,
fluctuating from a positive to a negative item. While gross private
domestic investment fell 90 percent between 1929 and 1932, the
sum total of construction and producers' durables fell just a bit more
than half.

Should business investment in the fifties continue to vary to the
same relative extent as in the past, the annual rate of total plant and
equipment outlays (including farm) might well fluctuate within the
limits, say, of $4,000,000,000 to $30,000,000,000. Such would un-
avoidably be attended by great instability in levels of national income
and employment.

WILL THIS INVESTMENT BOOM LAST?

Since VJ-day the economy has experienced the exhilaration of an
unparalleled investment boom. How long will it last? Will the
total volume of business investment again collapse as it did in the
past? Or will it stabilize at levels adequate to maintain high level.
employment and sustained prosperity? If so, Why? How?

Such general questions obviously break down into more detailed
and incisive questions such as:

Why is there such a great variability in private investment
expenditures both for replacement and for expansion?

What facts or forecasts are used by businessmen in making
their investment decisions?

I Gross national product amounted to 103.8 billion dollars, including in addition to Investment, personal
consumption expenditures amounting to 78.8 billion dollars or 75.9 percent of the total, net foreign invest-
ment equal to 800 million dollars or 0.8 percent, and Government purchases of goods and services of 8.5
billion dollars or 8.2 percent.

X For detailed figures see pp. 48-49.



FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT 3

When are investment plans and decisions made in relation to
peaks of product demand: Before, after, or at the top of the
boom in sales, production, and profits?

How long a time usually elapses between the time a decision
to invest is made and the time when production from the facilities
is available for meeting market demands?

What can be done by business and by government to minimize
not only this variability in gross investment but the accom-
panying disturbance of economic stability generally?

If government is to act at all, at what point in the business
cycle would its efforts most likely succeed in aiding private
capital expenditures to stabilize at steady and adequate levels?

What are the dangers that such governmental efforts will be
partly or wholly offset by discouragement of private investment
plans and by the relaxation of incentive on the part of -business
managers to solve their-own problems?

What portion of total investment is made by those entering
into business for the first time? What encourages and what
deters individuals to go into business? What is the minimum
access to raw materials, skilled labor, markets, or funds required
to make a start? In what industries? At what times? In how
far does lack of freedom of entry in fact (as opposed to theory)
constitute a factor limiting new enterprise? In what in-
dustries? Is access to know-how restricted? By whom? How?

What is the role of intermediary institutions in the making of
direct investments or in generating added investment? In how
far is the form of the investment contract a vital factor? Of
what importance as a factor is the state of the market for old
securities or that for new securities issued primarily for the
purpose of shifting ownership in existing plant and equipment?

What are the methods and procedures whereby existing busi-
nesses decide to increase their own investment? Are they the
same at all phases of the cycle? Where do plans for additional
or new plant, equipment, and processes originate? Who screens
them? How? Who makes the ultimate decision? How?
What is the relative role played (a) by a persistent flow of orders
in excess of ability to deliver, (b) by inventions, patents, and
improvements in technique, (c) by increases or shifts in the popu-
lation, (d) by discovery of new sources of supply, (e) by need or
desire to get ahead of, or keep abreast of, competitors, (J) by
changes in governmental tax, tariff, fiscal, or regulatory policies,
(g) by debt-equity ratios or liquidity or ready availability of
funds, (h) by interest rates and costs of financing, (i) by cost
levels of labor, building materials, and equipment, (j) by prices
and market prospects for the industry, (k) by stock-market
activity and the general business outlook, and other factors? 3

NO SIMPLE ANSWER

The problem of keeping private investment at high and steady levels
is one of extraordinary complexity. Many influences are at work.
Many economic and political factors, general and specific, tend to

S For a selected list of questions on which information might well be sought, see appendix A, item 1.
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affect investment decisions. Theories abound: classical, Keynesian,
anti-Keynesian, etc.

Basically there is an inadequacy of complete statistical evidence for
most of them. Uniformly they fail to consider the component parts
of such aggregates as capital formation, savings, and income. How
varied the movements of some of these component parts during the
decade from 1929 to 1939 were in the United States is well expressed
by Prof. Arthur F. Burns, director of the extensive research on business
cycles in the National Bureau of Economic Research. (See table II.)
He finds that the following measurable changes took place in that
decade:

A growth of population but a drop in the rate of growth; some decline in the
number of active corporations and a severe slump in the formation of new ones;
consumer outlay in constant prices up 11 percent, gross 29 percent, on durable
goods down 20 percent; public construction unchanged, residential construction
down 24 percent, business construction down 67 percent; the flow of income pay-
ments reduced but the inequality of personal incomes apparently lessened; tech-
nological progress making rapid strides over a wide range of industries; the cost
of living down 19 percent, the average hourly earnings of factory workers up 12
percent, their hours worked per week down 18 percent, and the number of them
employed down 6 percent; a still greater improvement in the real hourly earnings
of coal miners but not in their employment; a sharp deterioration of farm wages;
a vast growth of trade-unionism and industrial strife; wholesale commodity prices
in general down 19 percent, but prices of "finished" products down only 15 per-
cent, of building materials 5 percent, and of business capital goods 1 percent;
corporate profits much reduced and new security issues down to a trickle; the
stock market in a bad slump, particularly the prices of railroad and public-utility
stocks; interest rates on the highest grade loans sharply down but the spread
among different types of interest rates very much widened; bank deposits up 6
percent but their rate of turn-over much reduced; currency in the hands of indi-
viduals and firms up 68 percent; foreign trade a shadow of its former self; the
Federal income tax pressing much harder, especially on the upper brackets, yet
the Federal debt sharply up; the output of agriculture up 11 percent, of coal down
27 percent, of manufacturing up 3 percent, of railroads down 25 percent, of electric
light and power up 52 percent. 4

TABLE II.-Conspectus of economic changes, United States, 1925-39
[AIl figures are expressed as relatives on a 1929 base]

Se-
ries Series
No.

POPULATION
1 Total
2 Annual increment

GROSS NATIONAL PRODUCT I
3 Total

Consumer outlay:
4 Total - ---------------
5 Perishable goods ---
6 Semidurable goods ----
7 Durable goods .--------------.
8 Services - . -.-.-.-.---

Gross capital formation:
9 Total

10 Producer durable goods
11 Residential construction
12 Private nonresidential construction
13 Public construction .

IAdjusted for changes in prices.

1923 1920 1937 1939

92 100 106 107
118 100 69 83

81 100 97 103

81 100 103 111
84 100 122 129
83 100 84 95
75 100 83 80
79 100 99 111

82 100 71 73
77 100 88 81

103 100 51 76
69 100 40 33
58 100 88 100

4 Burns, Arthur F., Economic Research and the Ceyneslan Thinking of Our Times, Thirty-sixth Annual
Report of the National Bureau of Economic Research, pp.8,16-17.
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TABLE II.-Conspectus of economic changes, United States, 192-39---COntinued

Se-
ries Series 1923 1929 1937 1939
No. ~

LABOR FORCE 2
14 Total - 90 100 110 112

Number employed:
15 Total -- --------------------------------- 90 100 98 97
16 Civil nonagricultural -86 100 97 95
17 Number unemployed ------- 175 100 485 690

OUTPUT AND EMPLOYMENT IN MAJOR INDUSTRIES

Agriculture:
18 Output -------------------------------- - 92 100 106 111
19 Number employed - - - 105 100 91 89
20 Output per worker - 87 100 116 124

Coal mining:
21 Output - - - -- ill 0 80 73
22 Number employed - - - 132 100 90 82
23 Hours per worker - - - 88 100 76 70
24 Output per man-hour - - - 96 100 116 126

Manufacturing:
25 Output ------------------------------- - 77 100 103 103
26 Number employed ------------------- 98 100 102 94
27 Hours per worker 104 100 84 82
28 Output per man-hour - - - 76 100 121 133

Steam railroads:
29 Output -O-S------------------------------ - 98 100 81 75
30 Number employed 112 100 68 60
31 Hours per worker - - - 103 100 94 94
32 Output per man-hour 85 100 127 132

Electric light and power:
33 Output -- 50 100 136 152
34 Number employed : 67 100 96 93
35 Hours per worker 98 100 86 85
36 Output per man-hour 72 100 164 192

INCOME OF INDIVIDUALS

Income payments:
37 Total - - -82 100 86 85
38 Wages and salaries --- 83 100 91 90
39 Entrepreneurial withdrawals - 84 100 84 85
40 Dividends, interest, and rent 79 100 73 69

Relative share going to highest:
41 1 percent of income recipients 85 100 90 82
42 5 percent of income recipients 88 100 92 O0

Net income after Federal income tax, for in-
comes of-

43 $1,000- - - 99 100 99 99
44 $10,000 - - -7 100 97 97
45 $25,000 --------------- ----------- 96 100 94 94
46 $100,000 - - - 91 100 80 80
47 $500,000 - - -78 100 50 50
48 $1,000,000 - - -76 100 42 42

LABOR MARKET

Average hourly earnings:
49 Manufacturing-92 100 110 112
50 Coal mining - 116 100 120 125
51 Steam railroads 92 100 106 112
52 Average daily wage: Farm laborers 100 100 72 69
53 Trade-union membership -106 100 195 239
54 Number of workers on strike ------- 262 100 644 405

COMMODITY PRICES
Wholesale:

55 All commodities -106 100 91 81
56 Raw materials -101 100 87 72
57 Semimanufactured goods -126 100 91 82
58 Finished goods --- 105 100 92 85
59 Building materials -114 100 100 95
60 Business capital goods -104 100 99 99
61 Cost of living -100 100 84 81

2 Relatives for 1923 are not strictly comparable with those for 1937 and 1939.]
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TABLE IT.-Conspectus of economic changes, United States, 1923-39-Continued

Se-
ries Series 1923 1929 1937 1939
No.

STATUS OF CORPORATIONS

62 Number active - 78 100 99 97
63 New incorporations - -100 63 57

Profits:
64 Total -62 100 48 62
65 Dividends paid - 61 100 82 67
66 Income retained- 65 100 -93 43
67 Depreciation and depletion 61 100 85 86

SECURITIES MARKET

Prices of common stocks:
68 All -36 100 58 47
69 Industrial- 35 100 69 55
70 Public utility -------------- 31 100 40 36
71 Railroad -49 100 33 19
72 Shares traded -21 100 36 23
73 Corporate security issues -32 100 24 22

INTEREST RATES

74 Commercial paper rate -86 100 16 12
Customers' rate:

75 New York City - --------- 88 100 41 3 39
76 Southern and western cities -97 100 68 ' 67
77 Spread: (76)-(75) - -- 288 100 669 3 685

Corporate bond yields:
78 Moody's Aaa bonds -108 100 69 64
79 Moody's Baa bonds-123 100 85 84
80 Spread: (79)-(78) - 181 100 151 167

SUPPLY AND TURN-OVER OP MONEY

81 Currency in public circulation 103 100 155 168
82 Deposits 75 100 99 106
83 Turn-over of deposits -70 100 54 45

Bank debits:
84 Total 5- -4 100 51 46
85 New York City -39 100 33 28
80 Outside New York City -72 100 74 69

FOREIGN TRADE
87 Imports - -86 100 70 53
88 Exports - -80 100 64 61

FEDERAL FINANCE

89 Receipts 2- - ___------__----___-___-__-______- 97 100 141 120
90 Expenditures 2 -97 100 242 277
91 Total debt -132 100 211 238

' Relatives for 1923 are not strictly comparable with those for 1937 and 1939.
2 Computed from data for 1938.

Source: Burns, Arthur F., Economic Research and the Keynesian Thinking of our Times, Twenty-sixth
Annual Report of the National Bureau of Economic Research, pp. 14-16.

The importance of breaking down aggregates to help explain invest-
ment trends is commented on by Burns as follows:

Suppose, for example. that "investment" gores up. This may be a sign that
business will soon improve materially, as when extensive new construction gets
under way; or it may be a sign that business will soon get worse, as when goods pile
up beyond dealers' intentions. The ambiguity can be cleared up a little by
examining investment in inventories apart from investment in structure and
equipment. But the cyclical behavior of inventories, or of net changes in inven-
tories, is itself a resultant of highly diverse patterns. For example, the stocks
held by manufacturers tend to lag about 9 months on the average at the cyclical
turns in production; this lag covers up the tendency of goods in process to move
synchronously with production, of raw material stocks to lag about 2 months
more than a year. * * * Why is the adjustment of. stocks of finished
staples retarded so long? This question naturally impels an investigator to
examine the behavior of production, shipments, and prices.5

i Ibid., pp. 24-25.
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THE DOCTORS DIFFER

To select among so many the one or two strategic variables is not
only difficult, but inevitably produces honest differences of opinion
among observers equally unbiased, thoroughly competent, and well
informed.

Says Prof. Sumner Slichter, of Harvard University:
Considerable evidence exists that turning points are started, not by decisions

of consumers, investors, or governments, but by the decisions of businessmen to
expand or contract their commitments.6

Says Dr. Harold G. Moulton, president of the Brookings Institu-
tion:

The outlook for profits is favorable only when the flow of funds into consump-j
tive channels is large and increasing. Expanding consumption is the controlling
factor.7

Prof. Paul Douglas of the University of Chicago (now Senator
Douglas and a member of this committee) in answering "Where the
Trouble Seems to Lie", identifies as "fundamental generating causes":

(1) The failure of industry, because of "friction" monopoly and quasi-monop-
oly, to reduce prices commensurately with the reduction in costs so that undue
profits were piled up and undue profits made. (2) The failure of industry and
society to increase wages, salaries, and farm incomes commensurately with the
increase of output in the mass production industries.8

The pegging of prices by management was largely responsible for both the
initiation and the continuation of the depressions.

SPECIAL PROBLEM: RISK CAPITAL FOR SMALL BUSINESS

There is no aspect of the investment problem that has received
more public attention in recent years than the need of small business
for risk capital. Existing financial machinery to provide short-term
loans is fairly adequate. But small and medium-sized businesses
have for years had difficulty in securing equity capital, either locally
or nationally, except at high cost or serious risk of dilution of man-
agement control.

In 1929 the New England Banker's Committee published a study,
which summarizes the situation in the twenties in language no less
appropriate today. It said:

The small company which has made good on a small scale and which wants
to grow probably always has been and always will be a difficult problem. It
often has no security except its own future possibilities to offer; it may rent its
manufacturing surplus tied up in materials or receivables. It needs additional
capital for expansion of plant or operations and feels that it is entitled to capital.
Nevertheless, the furnishing of such help is considered in many quarters as outside
the bank's function, making it necessary for the company to go without the needed
capital or to sell stock, or to find additional private capital. If it chooses to sell
stock, it often pays a prohibitive price for its capital; if it succeeds in interesting
private capital, this ordinarily necessitates surrendering control of the business-
in many cases into hands less expert in its actual managements

6 Slichter, S., The Period 1919-36 in the Unfted States: Its Significance for Business-Cycle Theory,
Review of Economic Statistics, February 1937, vol. 19, p. 5.
. 'Moulton, arold a. Controlling Factors in Economic Development, the Brookings Institution, Wash-
ington, D. C., 1949. p. 101.

8 Douglas, Paul, Controlling Depressions, W. W. Norton & Co., Inc., New York, 1935, p. 77.
I'Ibid. p. 64.
10 Current Banking Services, a report prepared-by Freeland and Warren, Inc., at the instigation of the

New England Banker's Committee cooperating with the New England Council in 1928 and 1929. Charles
F. Mills, vice president of the First National Bank of Boston, was chairman of the committee.
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LOCAL ENCOURAGEMENT TO SMALL BUSINESS

A series of developments have caused small business needs for risk
capital to grow beyond the means of local venture capital. The
amount of funds required for adequate expansion to meet Nation-wide
demand is in some instances more than a hundred times that needed
at the turn of the century. Savings institutions, life insurance com-
panies and the like, increasingly have drawn funds from the localities
where most needed. The rise of national systems of distribution
has made Nation-wide the area of risk.

Hence localities have increasingly sought means of making local
business grow. In the twenties a number of community industrial
financing agencies were developed. The Chamber of Commerce of
the United States, reporting information received up to 1932,1 de-
scribes in some detail those operating in such cities as Akron, Ohio;
Baltimore, Md.; Danbury, Conn.; Danville, Ill.; Fort Wayne, Ind.;
Johnstown, Pa.; Lansing, Mich.; Louisville, Ky.; Lowell, Mass.;
Minneapolis, Minn.; Omaha, Nebr.; Portland, Oreg.; Rochester,
N. Y.; and Tulsa, Okla.

These plans fall into three general types, i. e., the credit fund plan,
the cash fund plan, and the financing service plan.

Under the credit fund plan, a group of individuals lend their credit
to an organization needing money, which is then able to secure the
necessary funds from the bank. The Easton Guarantee Fund of
Easton, Pa., is given as an example of this type of community in-
dustrial financing organization.

Under the cash fund plan, capital is subscribed to a revolving fund
from which loans are made to industrial establishments. An example
frequently cited is the Louisville Industrial Foundation, of Louisville,
Ky.

Under the financing service plan, capital is provided through the
purchase of common stock in an industrial company which is then used
for loans to approved industries. An example of this type of plan is
the Industrial Corp., of Baltimore, Md.

The United States Chamber of Commerce reported that there were
47 active community plans in existence, some of them very small,
some at the time of the report having made no loans, and some with a
limited number of loans in existence. In some cases, the plans are
used to attract industries to the community; in others, funds are used
to assist the expansion of industries already located in a community.

FREEDOM OF ENTRY

The difficulty of getting long-term equity capital is, of course, par-
ticularly great for new business.

Failure to start a new business on a scale that permits economical operation
often means that the business will perish. * * * Too many entrepreneurs
probably fail to question the assumption that they can start small and grow large.

The ease with which new firms obtain financial assistance varies in large meas-
ure directly with their size. * * * There are no banking institutions that are
established to finance "sure thing" small business. The costliness of collecting
information regarding the probable future experience of an enterprise makes the
investigation of new firms unprofitable unless the funds to be raised are large.
Proving a small business to be a "sure thing" might involve so much time and

1l Chamber of Commerce of the United States, Community Industrial Financing Plans, Washington,
D. C., 1936.
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money that a banker would have to charge a prohibitive rate of interest to cover
the cost of investigation alone.'2

Barriers to entry include patents held by actual or potential com-
petitors, contracts governing the sale of finished products, labor con-
tracts, product differentiation, oligopoly, scarcity of factors of pro-
duction, financial coventry by capital suppliers, and legal restrictions
upon entry, including licensing provisions, taxation, and legal price
fixing.

With diagnoses of the risk capital problem of new and small business
so much at variance, it is but to be expected that remedial proposals
are equally numerous."3 Far too numerous to summarize, they range
all the way from Federal establishment of permanent industrial loan
corporations, or Federal capital credit banks, to establishment of a
Federal Investment Bank Board with 12 to 20 federally incorporated
investment. banks specializing in advancing developmental funds to
new enterprises and purchasing the stocks for expansion of worthy
established enterprises not able elsewhere to get funds on reasonable
terms.

SPECIAL PROBLEM AREA: FOREIGN INVESTMENT

In the economic sense, the free world already is one world. Not
only do standard articles of American consumption contain products
and services that come from every accessible corner of the earth, but
all recent booms and depressions have been world-wide. Prosperity,
like peace, is indivisible. Unemployment and capital investment are
not merely national but organically international problems.

Contrary to popular impression, the total of American-owned assets
in foreign countries has grown steadily and by the end of 1947 reached
a new high of approximately $29,000,000,000. Between July 1, 1945,
and June 30, 1948, the net outflow of United States investment funds
to foreign countries, exclusive of public and private grants (gifts),
totaled approximately $9,400,000,000. The table below gives the
major facts:

TABLE III.-Estimates of American-owned assets in foreign countries, 1939, 1945,
1947 1

[In millions of dollars]

1939 1945 1947

Private investments:
Long-term:

Direct investments-$7, 280 $8,120 $9, 400
Other - 4,105 5,555 35,700

Total, long-term -11, 385 13, 675 15,100

Short-term -1,060 915 1,600

Total, private investments - -------- 12, 445 14, 590 16, 700

U. S. Government assets:
Long-term ------------------------- ---- ------------------- 35 1, 585 11. 700
Short-term 585 400

Total, U. S. Government assets- 35 2,170 12,100

Total, American-owned assets -12,480 16,760 28, 800

I Source: Based on data released by the U. S. Department of Commerce.

12 Oxenfeldt, Alfred R., New Firms and Free Enterprise: Prewar and Postwar Aspects (Washington)
American Council on Public Affairs, 194V, p. 13.

13 The Department of Commerce in 1943 published a digest of no less than 390 bills proposed in Congress
in behalf of small business. See appendix A, item 2.

73003-50-2
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Complete and comparable figures for 1948 are not yet publicly avail-
able. Total private investments, however, increased to about
$17,000,000,000, of which $11,300,000,000 represented direct invest-
ments, i. e., funds devoted to establishing or improving branch plants
abroad by large American corporations. The flotation of foreign
securities in the United States market has all but. ceased.

Approximately 36 percent of American privately held direct invest-
ments abroad are located in Latin America and the remainder pri-
marily in Canada and Europe.

TABLE IV.-Total United States direct investments abroad by area, 1929, 1940, 1948
[In billions of dollars, end of year]

1929 1940 1948

Area:
Latin America -3.6 2. 6 4.1
Canada -2.0 2.1 3.3
Europe - -------------------------- 1.4 1. 9 2.3
All other --------- .7 .7 1. 6

Total - -- ------------------------------------- 7. 7 7.3 11.3

A good deal of postwar direct investment abroad has resulted from
activities of the petroleum industry. A comparison with 1943, for
example, shows that the value of American-controlled enterprises
abroad amounted to approximately $7,800,000,000. Of this, $2,-
300,000,000 was in manufacturing enterprises, $1,400,000,000 in
petroleum, $1,100,000,000 in mining establishments, and $1,-
400,000,000 in public utilities.

Since 1943 the largest increase has been in petroleum investment
in Latin America and the Near East, amounting in the 3 years 1945,
1946, and 1947 to over $700,000,000. In fact, it accounts for nearly
three-fourths of the increase in direct private investment in that
period ($906,000,000).

Direct investment in mining and smelting declined in 1945 and 1946
(by $16,000,000) but increased by $18,000,000 in 1947.

GOVERNMENT "INVESTMENT"

It is obvious that Government loans (and grants-in-aid) like private
investments all represent the transfer of private United States wealth
abroad. The Government has no funds of its own to invest. Every
dollar made available to a foreign country, whether by choice of
individual investors or by the proceeds of taxation, comes out of the
pockets of individuals in the United States. During the postwar
period, funds flowing abroad in response to ordinary commercial
motives have been substantially supplemented by funds channeled
from taxpayers via Government.

Postwar aid to foreign countries amounted, in the period July 1,
1945 to June 30, 1948, to the staggering total of almost $20,-
000,000,000.14

14 This does not include the disbursements of the International Bank for Reconstruction and Develop-
ment and the International Monetary Fund which amounted to $1,085,000,000. A large proportion of this,
of course, represents the United States contribution to the funds of these organizations.
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Net outflow of United States funds July 1, 1945-June 50, 1948

[In millions
Grants (gifts) ------- [nmlin]$10, 140Grants (gifts) --- -------- 7-----------------------$1,4

U. S. Government -$8,423
Private -1,717

1U. S. Government loans -- 8,310
Private investment (net) -- 1,107

Direct investments 1,142.
Portfolio investments (decrease of 35).

Total -- -------------- 19, 557

The magnitude of this financial outlay can be brought into focus
by comparing it with the total of American-owned assets in foreign
countries in 1939, which amounted to some $12,500,000,000. Whereas
practically all of these investments were then privately held, by 1947
over 40 percent of a much larger total, $28,800,000,000, were held in
the name of the United States Government.

Whether such loans should even be called "investments" is
debatable. They are certainly quite different from private loans
in motivation, terms of repayment, and in some of their effects upon
the world economy. When made at rates of interest so low as to make
it impossible for private capital to compete with them, as has been
the case with most recent intergovernmental lending, governmental
"loans" discourage lending on private account. For private capital
will not move across international boundaries unless the return gives
promise of compensating for the risks involved. And foreign
countries can hardly be expected to pay the price necessary to induce
the importation of private capital if they find it possible to secure
loans from United States Government agencies under much more
favorable returns.

Traditionally, the problems relating to private foreign investment
have involved such issues as colonialism, imperialism, domination of
weaker countries by stronger ones, or by powerful corporate groups.

Today, however, the problems are quite different. A vigorous
nationalism, a fear of taking sides in the "cold war," cultural pride
and other factors have created a, political climate quite hostile to
investment on private account. Thus outright expropriation of
foreign-held rights in natural resources has not been unknown.
Numerous regulations designed to limit the earnings and currency-
transfer rights of foreigners exist almost everywhere.

Whether the restrictions will be relaxed, through international
agreement or otherwise, is an important and basic question. Upon
its answer depends whether the development of nations will follow
the paths of individual self-interest fundamental to the private
enterprise system or whether economic development will continue
to be directed for other reasons by the actions of governments.

IS INVESTMENT CONTROLLED BY A FEW?

Extensive documentation has been produced by the Temporary
National Economic Committee and other notable investigations by
Congress and the executive departments have established the fact
that the level of investment in crucial areas of the economy is in the
hands of a relatively small group of men. Historically, as Dr. Moulton
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has documented in his book on Controlling Factors in Economic
Development:
Instead of producing all the goods possible and pressing them into consumption
businessmen were in the main holding production in leash, adjusting output to the
volume of current orders.

In fact, he goes on to say-
in a highly developed, concentrated industrial economy business trends depend
almost entirely upon the outlook as gaged by the managements of [these] large
enterprises; marginal establishments are of negligible proportions in this connec-
tion.

In the same vein he observes somewhat later:
If a few hundred major corporations, whose combined output is of overwhelming
importance, should pursue systematically a policy of reducing prices whenever
technological progress permits a stabilizing influence would be exerted.

The question is: Will they? Or, instead, will they continue shrewd-
ly to set the volume of new capacitv and investment at the level where
profits can be made a maximum? If so,. private capital investment
may soon begin to fall short of the target levels needed by the eco-
nomic system as a whole to assure ample opportunity for high level
employment without inflation.' If the technique of "adjusting pro-
duction to consumption" is continued, the economy may be deprived
of economic safety valves or margins of capacity such as arise under
competition, by virtue of which producers are continuously under
pressure to explore the vast new markets attainable by continuously
reducing profit margins and prices. Total productive capacity, and
total effective demand, except in case of war or inflation, may be kept
below that necessary for high-level employment opportunity.'

The late Gen. Leonard C. Ayres, of the Cleveland Trust Co., has
made famous an analysis of the economics of war, according to which
following the period of postwar inflation there always has occurred a
short, primary readjustment. Capital shortages and backlogs of
consumer durables disappear. Business activity is stabilized, often
for years, on a plateau relatively high compared with prewar. This
in turn is followed by a secondary, postwar depression of considerable
magnitude:

The pattern since VJ-day has not differed markedly from that of
General Ayres' analysis. The period of stabilization on a high plateau
of prices may now have begun. Whether this time by unusual applica-
tion of scientific intelligence and cooperative action steady progress
will be made toward achievement of continuous high-level employment
is perhaps the most fundamental immediate problem facing the Joint
Committee on the Economic Report.



CHAPTER I

THE ROLE OF PRIVATE INVESTMENT IN THE BIG
DEPRESSION

Among the big unanswered riddles of economic history none, so far
as the problem of investment is concerned, is so puzzling as the big
depression of 1929-32. What caused it? Many items currently
stressed as deterrents to investment did not then exist. Relative to
the present, labor unions were weak; taxes were low; all governmental
budgets were in balance; there was no problem area beyond the iron
curtain nor menacing socialism elsewhere, nor programs of reform at
home; security markets were unregulated, the stock market at new
highs; corporate profits zooming, and political administrations here
and abroad entirely favorable to business. Why then the collapse?
This riddle has evoked a more extensive literature than any other
economic phenomena of comparable duration in American history.'
Since 1937 many notable and extensive projects to provide more
exact data have been undertaken, especially by the National Bureau
of Economic Research, the Cowles Commission for Research in
Economics, and the Bureau of Business and Economic Research of
the University of California.

PRESENT LACK OF DETAILS OF 1929 ECONOMIC DEVELOPMENTS

Despite the effort expended many vital questions remain unan-
swered. In the words of Professor Gordon:

We still know distressingly little about the causes ofeconornic fluctuations in
the United States in the period between the two Great Wars.2

Some of the questions to which, in his view, satisfactorily detailed
answers are still lacking are:

1. What were the most important secular forces operating upon
the American economy during the interwar period, and how were
these secular forces related to both the boom of the twenties and
the depression of the thirties?

2. For each major industry, what was the nature of the market
situation and the prospect for further investment in 1928-29, and
how did the changes which occurred during the twenties affect
developments from 1929 on?

3. What were the facts regarding the relations between income
and consumption, in the aggregate and for significant segments
of the economy, both for the twenties as a whole and for the 1929
downturn?

4. What, specifically, was the role of the various causes which
have been cited as contributing to the length and severity of the
great depression?

I As early as 1937, the serious literature devoted to the events of 1929-31 was so large that Prof. Robert
A. Gordon's, A Selected Bibliography of the Literature on Economic Fluctuations, 1930-36, published in
the Review of Economic Statistics for February 1937 was 32 pages long.

2 Gordon, Robert A., Business Cycles in the Interwar Period: The Quantitative Historical Approach,
American Economic Review, May 1949, pp. 47-63.

13
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5. What happened after 1929 to each of the main sources of
investment in the twenties? In what industries was investment
particularly deficient, and what can we say about the causes of
these deficiencies?

Prof. Joseph Schumpeter also makes the important point that
although national totals or averages for the 1920's indicate general
prosperity, such prosperity was essentially spotty. In theory, he
noted, if in a given year, one industry makes $100,000,000 and another
loses $100,000,000, these figures do not add up to zero, or, more
precisely, the course of subsequent events generated by this situation
is quite different from that which would follow if both had made zero
profits. This is one reason why theories that work with aggregates
only are so misleading.3

The importance of breaking down aggregates, such as consumption
and investment, has also been stressed by Thomas Wilson, of Oxford
University,4 and by Prof. Arthur F. Burns, of Columbia University. 5

Thus, even though more complete data are probably available for the
United States for the period following World War I than are available
for almost any other country, we still lack detailed break-downs of
basic aggregates of production, investment, consumption, savings,
unemployment, etc.

Such figures as exist, however, that are pertinent to the problem
in hand, are given in the tables below.

Almost all of the economic time series maintained during the years
before and after 1929 will reflect some aspect of the business reversal
which occurred at that time. Those in table I are representative.
Among the more striking developments reflected in this table may be
mentioned the boom in construction, particularly residential con-
struction, in the middle and late 1920's and the drop to less than 15
percent of the 1923-25 average value of construction from 1932 through
1934; the enormous spurt of trading on the New York Stock Exchange
in 1928 and 1929; the parallel changes in the interest rate on renewals
of call loans; and the sizable number of bank failures throughout most
of the 1920's but increasing sharply after 1930, continuing through
early 1933.

The drop in investment construction, in plant and equipment, and
in other capital additions is clearly shown in table II. From 1922
through 1929 gross capital formation was always close to 20 percent
of gross national product. In 1930 this drop to 16.6 percent, went
as low as 6.6 percent in 1932 and wasn't up to 19 percent again until
1936. Table III gives the component parts of gross capital formation
for the 20-year period 1919-38. The sharp drop in residential con-
struction and in business inventories after 1929 is particularly
conspicuous.

What the expenditures for durable goods, both by producers and by
consumers, were for this same 20-year period is reflected in table IV.
To a large extent these figures naturally parallel those of gross capital
formation.

The extent to which business investments were financed internally
and to what extent securities were issued is shown in table V. Net
savings of business were most sharply affected by the 1929 business
reversal.

$ Schumpeter, Joseph A., The American Economy in the Interwar Period; The Decade of the Twenties,
American Economic Review, May 1946. p. 5.
' Fluctuations in Income and Employment, third edition, London, 1948.
i Economic Research and the Keynesian Thinking of Our Times, New York, National Bureau of

Economic Research, 1946.



TABLE I.-Selected indicators of business trends, 1919-48

Index of Construction Index of wholesale price Bank debits (monthly Volume Commercial Bamsk failures
tialus edon dxct ofrd -E po-(96100) cs average in billions of trading Afailures 2valuledne (1232 men in cor of dollars) on New A verageproduc- vav 1932 mantn- average --- ___ __--___. York interest- ___-________-
tioxi average=-100) fatu, wekyStock rate on Liabili-Year (13-9rn eeklying Non- Nw Outside Exchang callasNumber tics Deoitaverag-3 Ttl Rs- (annual Farm omfam otl or New (milli' on renewals Aby (hu-Ndmber (thous- 0average- average) bineds) om prod parod- al Yrkilin (percent) (monhl thusands of H_

100) Total ucts . city ciork of s hares average) ands of dollars)
dential.nt nets itICty of stack) dollars)

1920 - - 7~~~~1) 63 (30 (4) (5) 164 4 507) 1548 40 39 210. 1 23. 1228 7.3 74 10 24,594 167 17

1919---- ---- 72 83 44 (3) 23.29 188.6 167.6 133.6 37.9 20.3 17.6 318 6.32 138 9,441 62 2
1921------- 68 66 44 (3) (3) 97.6 88.4 100.1 33.3 17.3 16.0 173 6.97 1,638 12,284 605 172,188 H9
1922------- 73 79 68 (3) (3) 96. 7 93.8 97.3 36.6G 20.0 16. 6 261 4.29 1,973 61, 991 366 91,182 t
1923 ---- ---- 88 84 81 (3) 21.13 100.6 98.6 100.9 38.6 19.9 18.8 236 4.81 1,169 44, 949 646 149:601 2
1924 ---- ---- 82 94 95 (3) 26.24 96.1 100.0 97.1 41.6 22.0 19.0 284 3.68 1,718 46,269 776 210:151
1926 ---- ---- 90 122 124 (3) 26.71 103.5 109.8 101.4 47.5 20.1 21.4 460 4,18 1,768 36,079 618 167,61655
1926 ---- - 9-- 6 129 121 () 26.00 100.0 106.0 100.0 60.7 28.3 22.4 412 4.50 1, 814 34,103 976 260,378 H
1927 ------ - 96 129 117 () 26.10 96.4 99.4 94.6 6 6.2 32.6 23.6 662 4.66 1,929 43,342 609 199,329 9
1928 ---- ---- 99 135 1260 3 26.34 96.7 105.9 91. 8 67.2 41. 7 21.5 931 6.04 1,987 40, 797 498 142,086 tz
1929-------- 110 117 87 31,041 26.40 95.3 164.9 91. 6 77.9 50.3 27.7 1,125 7.61 1,900 40,271 669 230, 613
1930 --- ---- 91 92 60 29,143 24.63 86.4 88.3 81.2 16.2 32.1 23.1 811 2.91 2,196 11,699 1,350 837,096 -
1931 ------ - 76 63 37 26,383 22.02 73.0 64.8 75.0 40.1 22.0 18.1 577 1.74 2, 367 01,369 2,293 1,690,232 H3
1932 ---- ---- 18 28 13 23.377 17.86 64.8 48.2 70.2 26.9 14.0 12. 9 425 2.06 2,662 77,369 1,453 706, 188 ~
1933 ------- 69 26 11 23,466 17.36 69.9 61.4 71.2 26.7 11.6 12.2 665 1.16 1,666 38,127 4,000 3,696,698 o
1934------ - 76 32 12 26,699 18.93 74.9 66.3 78.4 27.6 13. 8 13. 8 321 1.00 1,008 27,830 67 36,937
1931 ---- ---- 87 37 21 20,792 20.13 85.0 78.8 77.9 31.2 15.3 16. 8 382 .56 1,020 26,882 34 10,011
1936-------- 103 66 37 28,802 21.78 89.8 85.9 79.6 36.7 17.4 18. 3 490 .91 831 10,931 41 11,306 t
1937-------- 113 69 41 30,718 24.06 86.3 86.4 81.3 36.1 16.65 19. 6 400 1.00 791 11,271 69 19,723
1938 ------- 89 64 46 28,932 22.30 78.6 68.65 81.7 31. i 14.1 17.1 297 1.00 1,070 20,5642 6.1 10,632
1939-------- 109 72 60 30, 287 23.86 77.1 65.3 81.3 32.6 14.3 18.2 262 1.00 1,231 16, 210 42 34, 998
1910-------- 126 81 72 32,031 26.20 78.0 67.7 83.0 34.0 14.3 10.7 208 1.00 1,136 13,890 22 1,943 H
1941------- 162 122 89 36,161 29.68 87.3 82.4 89.0 41.0 16.65 24.5 171 1.00 987 11,342 8 3,726 99
1912-------- 199 166 82 39,697 36.66 98.8 106. 9 95.65 47.9 18.9 29.0 126 1.00 784 8,397 9 1,702
1943 -- 239 68 40 42,042 43.14 103.1 122.6 96.9 69. 6 24.7 36.0 279 1.00 268 3,778 4 6,223
194 4_--:::: 235 41 10 41, 480 46.08 104.0 123.3 98.6 67.3 28.8 38.6 263 1.00 102 2,638 1 405

1916-...---- 203 68 26 40,069 44.39 106. 8 128.2 99.7 73.7 33.7 40.0 378 1.00 68 2,633 0 0
1940 --- ---- 170 163 143 41,494 43.74 121.1 148.9 109.5 78.7 34.8 43.9 366, 1.16 94 6,862 0 0 en
1907 ----- - 187 167 142 43,970 49.26 162.1 181.2 135.2 4 83. 8 4'33. 8 410. 0 254 1.38 290 1,842 1 167 H9
1948 ------- 192 190~ 102 46,131 63.115 166.1~ 188.3~ 161.0~ 493. 1 4 37.4 4 66. 7 3 02~ 1.695 438~ 2,6838 0

1 1919-28 not strictly comparable to subsequent data. Board of Governors of the Federal Reserve System, in Survey of Current Business, 1942 Z
' Years beginning with 1933 not strictly comparable with figures of earlier years. end 1917 supplements, and March 1918 and March 191 issues. Column 12: New York H
3 Not available. Stack Exchange. 1949 Year Bask. Column 13: IBoard of Govermors of the Federal
' Not strictly comparable with earlier years. Reseve System, in Survey of Current Business, 1942 and 1947 supplements, and Fed-
Source: Columns 1-3: Board of Governors of the Federal Reserve System, in Survey eral Resrve Bulletin. Columns 14-11: 1)un & Bradastreet. Inc., in Survey of Current _

of Current Business,' 1942 and 19417 supplements. and Federal Reserve Bulletin. Col- Business, 1942 and 1947 supplements, and Dun's Statistical Review, July 1949. Columns CT
umns 4-8:: U. S. Bureau of Labar Statistics, in Survey of Current Business 1942 Sup- 16-17: Board of Governors of the Federal Reserve System. Banking and Monetary
plemnent endMidyear Economic Report of the President, July 1019. Columns 9-11: Statistics (1943), and Federal Reserve Bulletin.



TABLE: II.-Gross national product and capital formation, 1919-38

Gross national Gross capital formation Gross national Gross capital formation

(in billions Amount Percent of Yesr product Amount Percent of
of dollars) (in billions gross national of dollars) (in billions gross national

of dollars) product of dollars) product

1919 -. 68.8 19.3 28.1 1929 -- - 93. 6 20.3 21. 7
1920 -82.8 22.1 28. 7 1930 - - 82.7 13.7 16. 6
1921 -. - 66.1 11.5 17.4 1931 - -64.8 8.5 13. 1
1922 2-8-- 67.2 13.3 19.8 1932 . -- - 47.1 3.1 6. 6
1923 -. 78.2 18. 2 23 3 1933 . -- -4. 0 3. 7 8. 0
3924------------------- 79.8 3.5.2 19. 0 1934 ------------------- -835.2 5.85 10. 0
1925 -83.4 19. 2 23.0 1935 - - 6 9. 4 15.3
1926 - 88.8 19.0 21.4 1936-, . . 72.7 13. 8 19. 0
1927- 86.8 18.2 21. 0 1937 - - -80.0 17. 8 21.9
1928- -. 90.1 17.8 19.8 1938 - -70.3 12.7 18.1

Sources: Kuznets Simon, National Income and Capital Formation 1919-35 (1937), p. 8, 40; Kuznets, Simon, Commodity Flow and Capital Formation in the Recent Recovery
and Decline, 1932-38 C1939).
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TABLE III.-Kuznet's estimates of gross capital formation, 1919-38
[In millions of dollars]

Gross capital formation

Total con- 3
Year Business Total con- structlon o

________ ______ _______ _______ ~~~~~~~~~~~ ~~~~~~Net change struction and durablo
Total -- -_______ - -_______ -_______ - ~~Residential Public con- Changes in infringos 6Total _ _ Construc- Durable Change in construction struction metal stocks balforeign ceod d b

Total tion goods inventories

1919 -19,341 13,128 2, 762 6, 234 +4.132 1, 732 1,422 -256 +3,315 5, 916 12,150
1920 - 22,100 16; 681 3,129 6,177 +7. 375 1,493 1,714 -42 +2,254 6, 336 12,.513
1921-1 .11,488. 6,166 2,186 3,926 +54 2,241 1, 678 +775 +628 6, 105 10,031
1922 -13, 282 7, 165 2, 783 3,848 +534 3, 524 2, 076 +302 +215 8, 383 12, 231
1923 -18,199 11,583 3, 300 5,267 +3,016 4, 422 1,921 +351 -78 9,643 14,910 6
1924- 15, 245 7, 558 3,513 4,962 -917 4, 713 2, 264 +264 +446 10,490 15, 452 )
1925 -19, 211 11, 137 4, 062 5, 287 +1,788 5, 202 2, 546 -102 +428 11,810 17, 097 q
1926 -19, 037 11, 608 4, 366 5,716 +1, 586 4, 757 2, 470 +9S +44 11, 593 17, 309 D,
1927 - 18,208 10,402 4,477 5.461 +464 4, 524 2, 786 -110 +606 11,797 17,248 w
1928 --------- 17, 824 9, 915 4, 380 5,852 -321 4,255 2,932 -238 +957 11, 572 17,424
192- - 20.298 13, 903 4,581 6,908 +2,414 3, 010 2, 928 +145 +312 10,519 17, 427
1930 - 13, 662 8,152 3,800 5,480 -1,128 1,805 3, 023 +311 +371 8,628 14,1108 -3
1931 -8, 44 4, 393 2,232 3, 536 -1, 375 1, 262 2, 615 -132 +326 6,100 09,645
1932- 3, 01 655 1, 097 2,019 -2, 461 444 1,869 +53 +40 3, 410 5,429
1933 -3, 749 1, 858 936 2,051 -1, 129 392 1, 3S3 -182 +298 2, 711 4, 762 0
1934 - 5,526 2, 771 1.180 3,138 -1, 547 458 2,100 +1, OG5 -868 . 3, 738 6:876 j
1935- 9,355 6,156 1, 463 3.957 +736 923 1,995 +2.173 -1,892 4, 381 8, 338 'O
1936 -13,817 9, 022 1, 834 5, 429 +1, 739 1, 580 3, 265 +1, 285 -1, 335 6,699 12,128 IW
1937 -17, 497 12, 463 2, 555 6, 82S +3, 080 1.956 2, 889 +1, 643 -1,454 7,400 1 4, 228
1938 --------- 12, 744 6, 510 1, 952 5, 164 -600 1, 746 3, 415 +1, 932 -899 7,153 12, 317

Sources: Kuznets, Simon, National Income and Capital Formation, 1919-35 (1937); Kuzncts, Simon, Commodity Flow and Capital Formation In the Recent Recovery and
Decline, 1932-38 (1939).
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TABLE IV.-Estimnated expenditures for new durable goods

[In millions of dollars]

Public and private Private

Year Producers and consumers Producers Consumers Public

Total Plant Equip- __ __p_ e ___ __ ___ _ __ planto ~~~~ment
Total Plant Equipment Total * Plant Equipment Total Plant Equipment

1919- 15, 455 6,048 9,407 14, 543 5 136 9, 407 7, 095 3,166 1 3, 929 7, 448 1, 970 5, 478 2 912
1920 -17, 933 6.898 11,035 16, 721 5, 686 11,038 8,327 3, 738 1 4,589 8,394 1,948 6, 446 2 1,212
1921 -14, 131 6, 313 7,818 12, 606 4, 788 7, 818 8, 233 2, 475 12,758 7, 373 2, 313 5, 060 2 1,525
1922 -16, 908 8,102 8, 806 15, 251 6, 445 8, 806 5, 784 2, 644 3, 140 9, 467 3, 801 5, 666 1, 657
1923 -21, 582 9, 699 11, 883 . 19, 984 8,101 11, 883 7, 902 3, 280 4, 622 12, 082 4, 821 7, 261 1, 598
1924 -21, 908 10,398 11, 510 20,046 8,536 11, 510 7, 650 3, 307 4, 343 12, 396 5, 229 7,167 1, 802
1925 -23, 834 11, 499 12, 385 21, 726 9,341 12, 385 8,189 3, 591 4, 598 13, 537 5, 750 7, 787 2,108
1926 - ---- - 25, 284 11, 833 13, 451 23,171 9, 720 13, 451 9,126 4, 185 4, 941 14,045 5, 535 8,510 2,113
1927----------- 24, 602 11,858 12, 744 22, 234 9, 490 12, 744 8,777 4, 133 4, 644 13, 457 5, 357 8,100 2,368
1928 -24, 920 11, 584 13, 336 22, 458 9,122 13, 336 8, 846 4,103 4, 743 13, 612 5,019 8, 593 2, 462
1929- 25, 832 10, 734 14, 798 23, 121 8,323 14, 798 10, 157 4, 562 5, 595 12, 964 3, 761 9, 203 2, 411
1930 - 20, 443 8, 836 11, 607 17, 666 6, 059 11, 607 8, 340 3, 768 4, 572 9, 326 2, 291 7, 035 2, 777
1931 -14, 771 6, 494 8, 277 12, 194 3, 917 8, 277 8, 123 2,182 2, 941 7, 071 1, 73 5, 336 2, 577
1932 -8, 650 3, 695 4, 955 6, 856 1, 901 4, 955 2, 799 1, 192 1, 607 4, 057 709 3, 348 1, 794
1933 -7, 607 2, 655 4, 952 6, 277 1, 325 4, 952 2, 371 867 1, 504 3, 906 458 3, 448 1, 330
1934 -10, 386 3, 687 6,699 8, 349 1, 650 6, 699 3, 436 1, 129 2,307 4, 913 521 4, 392 2, 037
1935 8- 12, 639 4,008 8,634 10, 805 2, 171 8, 634 4, 349 1, 258 3, 091 4, 456 913 8, 543 3 1, 834
1936 -17, 654 6, 470 11, 184 14, 370 3, 186 11, 184 5, 783 1, 650 4, 133 8, 587 1, 536 7, 051 2 3, 284
1937----------- 19, 993 6, 991 13,002 17, 204 4, 202 13, 002 7, 570 2, 294 5, 276 9, 634 1, 908 7, 726 2, 789
1938 -16,378 6, 952 9, 426 13, 019 3, 593 9, 426 5,389 1, 776 3, 613 7, 630 1, 817 5, 813 a 3,359

I Excludes ships built for the Emergency Fleet Corp.
I Excludes special wartime military construction.

3 Includes work-relief construction.

Source: Federal Reserve Bulletin, September 1939 and February 1940.
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TABLE V.-Financing business investments in plant and equipment, 1923-39

Gross saving
Productive Outlays for

Y Depreciation security plant and
Net saving t and deple- Total issues e

tion 2

1923- 2, 432 3, 190 5, '322 1,624 7,902
1924 - .------------------- 1, 463 3, 282 4,745 1,941 7, 650
1925 ------------------------ 2,851 3,976 6,827 1,824 8, 189
192--2,2Z3 4, 551 6,774 1,801 9, 126
1927 -996 4, 487 5,483 1, 781 8, 777
1928- 2, 830 4, 799 7, 629 1,495 8,846
1929 -2,390 5, 145 7,535 1,787 10. 157
1930 -- 4,954 5.118 IG4 1,939 8,340
1931 -- 7,781 4, S97 -2,884 796 5,123
1932- -8,446 4, 550 -3.896 203 2, 799
1933 -- 2,488 4.3.54 1,866 106 2,371
1934 -- 828 4,265 3, 437 63 3,436
1935 377 4, 291 4,668 94 4,349
1936 -1, 152 4, 414 5,566 379 5,783
1937 946 4, 609 5,5 55 635 7, 570
1938 -- 1,285 4, 350 3. 065 417 5,389
1939 - : 829 5 4, 550 5,379 191 6, 135

X Refers only to nonfinancial business enterprises. Net saving as reported by the Department of Com-
merce, Survey of Current Business, Junn 1940. Data for financial enterprises and data for 1923-28 are
unpublished.

2 All business enterprises. From Solomon Fabricant, Capital Consumption and Adjustment, New
York, National Bureau of Economic Research, 1938, pp. 32-33, 38. Estimates for 1936 and 1937 are prelimi-
nary, and are used with permission of Dr. Fabricant and the National Bureau.

3 Compiled by Moody's Investors Service. Productive issues are those adding to capital goods, by
raising funds for new construction, additions, improvements, and purchase of new equipment.

4 Estimates by George Terborgh. See Federal Reserve Bulletin, September 1539 and February 1940.
a Estimated.

Source: Adapted from hearings before the Temporary National Economic Committee, part 9. p. 4041.

The expansion from 1921 to 1929 was concentrated into two periods:
The first 2 years of sharp recovery and the last year's final spurt.
During the five intervening years, from 1923 to 1928, it took the form
of a continued rise in consumption but with little expansion in invest-
ment.

STATISTICAL TRENDS

Consumption and investment-the two component parts of money
income-usually rise and fall together, though in 1929 the downturn
in investment preceded the downturn in consumption, and in the
recovery of the thirties investment started up first. The various
components of total investment show varying fluctuations. Inven-
tories, for example, shift from a positive to a negative figure while
outlays on plant and equipment went down in 1933 to one-fourth
their 1929 figure. New housing construction began starting as early
as 1925, reaching a high point of 5.2 billion dollars in that year. By
1928 they amounted to about 4 billion dollars. In 1929 there occurred
a further decline of 1.2 billion dollars.8

NO SINGLE EXPLANATION VALID

A multitude of reasons have been given for the collapse of 1929,
far too numerous even to be mentioned here. No single explanation
has yet been agreed upon nor proved generally acceptable. Some
stress the cumulative effect of a great variety of forces to explain the
depth and extent of this great depression. Observers differ primarily
in emphasis, some giving primary weight to monetary and fiscal policy,

5 See Hansen, Alvin, Fiscal Policy and Business Cycles, p. 57.
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others to business investment, consumer spending, or even less tangible
psychological factors.

Like other historical phenomena, the 1929 depression is explained
both by ultimate and immediate events. Among the ultimate forces
technological developments and wars, particularly, of course, World
War I, have received the most attention. According to the tech-
nological and innovational theory, the electrification and motoriza-
tion of the American economy dominated the period from the late
1890's to 1929. The rate of growth of automobile production, high-
way construction, and the electrical and chemical industries gradually
slowed down. As Alvin Hansen expressed it:
Just as the railroad expansion came to an end (during the 1890's), so also the
buoyant era of 1900-1929. Street railway development was largely completed
in the first decade, te'ephone and automobile expansion in the third. Electric
power alone remains with large prospects for further growth. The great era of
expansion was over by 1930. * * * Technological developments making for
expansion had temporarily spent their force.7

It should be remembered that it takes a reduction merely in the
rate of expansion to bring about an absolute decline in the volume of
new investment required in the plant and equipment of subsidiary
industries.

WORLD WAR I AS A CAUSE OF THE DEPRESSION

The severity of the 1929 decline is generally ascribed to World
War I and attendant dislocations. War brought about an inflated
price level which influenced all postwar banking and credit de-

'velopment.
. As Professor Lionel Robbins has pointed out:

As an influence on economic activity, the war, and the political changes which
followed the war, must be regarded as a vast series of shifts in the fundamental
conditions of demand and supply, to which economic activity must be adapted.
The needs of war called a huge apparatus of mechanical equipment into being.
The resumption of peace rendered it in large part superfluous. The fact of war
involved a disruption of the world market. The settlement which came after,
created conditions which aggravated this disruptions

Long before World War I ended, Prof. A. C. Pigou, in 1916, made
the following acute observation on the probable effect of that war
on the business cycle:

After the first few months of transition (after the end of the war) * * *
it is practically certain that, to make good the havoc and the waste of war, there
will be a strong industrial boom. This boom, if history is any guide, will gen-
erate in many minds an unreasoning sense of optimism leading to much wild
investment. The result, some years afterwards, will be failures, crisis, and
depression. If this danger is to be obviated or mitigated, it is imperative that
the Government and the banks should so act as to restrain and keep within limits
the initial peace boom.9

In actual fact the banking and fiscal policies of the Government
accentuated and prolonged the postwar boom. The expansion of
bank credit was not opposed until shortly before the peak of the
boom had been reached.

World War I inevitably brought about sharply mounting costs of
government in most countries, which prevented the attainment of
I Hansen, Alvin, Fiscal Policy and Business Cycles, p. 41.
X Robbins, Lionel, The Great Depression (1934), p. 3.
O Pigou, A. C., The Economy and Finance of the War (1916), pp. 87-8.
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fiscal stability, notwithstanding increases in taxes. Unbalanced
budgets made difficult the problem of maintaining monetary and
foreign exchange stability. Both public and private financing were
resorted to by European countries to hasten recovery and recon-
struction.

A major part of this borrowing came, of course, from the United
States. The flow of sustaining credit from the United States to
Europe reached its maximum in 1928, declining sharply in 1929.
American foreign loans and investments during the period 1920 to
1929 enabled American exports to exceed imports by $10,600,000,000
in that period. But there were no corresponding improvements in
the ability of continental debtors to meet obligations out of their
own resources. According to Irving Fisher, American loans abroad
were promoting or aggravating "the same unhealthy boom which
was putting both our neighbors and ourselves in position for a slump.
The reconstruction to which we contributed included much ex-
travagance." '°

The overindebtedness became more serious when American tariff
policy (the Smoot-Hawley tariff) made it increasingly difficult for
foreign countries to obtain dollars to make payments on their indebted-
ness, and quickly led to reprisals, further cutting American exports.

LENGTH OF BUSINESS CYCLES AS A FACTOR IN 1929 ECONOMIC TRENDS

Besides fluctuations in technological progress and wars, the theory
of the coincidence or conjuncture of longer and shorter business cycles
as a cause of the severity of the depression following 1929 should be
mentioned. Various rhythms in economic phenomena have been
observed and measured from time to time. In the United States these
include a minor cycle of about 3% years duration (discovered through
the work of Warren M. Persons and Wesley C. Mitchell), a major
cycle averaging about 80 months (first indicated by Clement Juglar
in 1860); cycles in construction, livestock, and other industries of
about every 16 to 17 years, and finally a long-wave cycle extending
over a period of from 45 to 60 years (pointed out by N. D. Kondratieff).
In 1932 Alvin Hansen noted:

Now the year 1930, as Prof. Joseph Schumpeter has pointed out, fell not only
in the downswing of the long cycle (Kondratieff), but also formed a part of the
down grade of the major cycle,(Juglar), and at the same time a part of it (probably
the second half) fell in-the trough of the minor 40-month cycle (Persons-Mitchell).
The convergence of all three cycles upon the years 1930-31 accounts in part for
the severity of this depression."

Of the more immediate causes which have been considered as con-
tributing to the 1929 boom and the subsequent depression, most can
be classified into those emphasizing monetary, banking, or fiscal
causes and those stressing maladjustments in production and con-
sumption. They will be considered in this order. These two group-
ings are, of course, not mutually exclusive. Most of those who stress
one cause as predominating would not deny the contributory im-
portance of others.

10 Fisher, Irving, Booms and Depressions, Some First Principles (1932), p. 76.
11 Hansen, Alvin H., Economic Stabilization in an Unbalanced World (1932), p. 95.
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BANKING AND FEDERAL RESERVE POLICY

The banking system in general and Federal Reserve policy in par-
.ticular have received heavy criticism. Professor Schumpeter places
the responsibility as follows:

It was the-avoidable-three bank epidemics that occurred during the years of

the crisis (July-December 1930; September 1931-January 1932; and November
1932-March 1933) which broke the morale of the public, spread paralysis through

all sectors of the business organism, turned retreat into rout and thus were the

most important reasons, speaking quantitatively, for the prevailing distress and

unemployment which would not have been half as bad without them, and for the

prevalence of a feeling that the world had come to an end. 12

The study by Profs. C. A. Phillips, T. F. McManus, and R. W.
Nelson, Banking and the Business Cycle; a Study of the Great De-
pression in the United States (1937), blames the depression primarily
on the operations of the Federal Reserve System. Their position is
made clear by the following passage:

The pattern of the depression was shaped by Federal Reserve credit policy in

the postwar years and by the secondary inflation of bank credit engendered by

that policy. Federal Reserve policy, however, was undoubtedly conditioned by

the disordered state of finance, production, and prices which the war left behind

it * * *. During the years beginning with 1922 the Federal Reserve banking

authorities embarked on a misguided attempt to prop up that (inflated) price level

(produced by the war inflation) artificially by a further inflation of bank credit, in

consequence of which the war inflation was carried over to the depression which

began in 1929. Hence the proximate cause of the depression was Federal Reserve

banking policy following 1921 and the inflation of bank credit induced by that

policy; the ultimate controlling influence was the war and the wartime inflation. 13

To a certain extent the same approach was taken by Lionel Rob-
bins when he wrote:

In the last analysis, it was deliberate cooperation between Central bankers,
deliberate "reflation" on the part of the Federal Reserve authorities, which pro-

duced the worst phase of this stupendous fluctuation."

While Professor Schumpeter maintained that the bank failures
following the break in the stock market in 1929 were major factors
in accounting for the seriousness of the depression, he discounts the
role of Federal Reserve policy in fostering the boom of the 1920's:

Federal Reserve policy is not entitled to such praise as we may feel disposed to

bestow on maintaining the "C olidge prosperity"; on the other hand, it seems
to me plainly absurd to blame it for "not having prevented the depression."
The Board was in no position to do either and its policy turns out, on analysis, to

have been but little affected by the theories forged in glorification or criticism of
its policy.

12

STOCK-MARKET DEVELOPMENTS

Even more than the banking system, the stock market has been
blamed for the 1929 downturn. As an immediate cause, stock-market
operations, and the psychology surrounding them, seemed plausibly
to be at fault. To quote Professor Schumpeter again:'

In itself stock and land speculation is a "natural" and even "necessary" con-
comitant of every business propsperity. But those wild excesses (of the specula-

12 Schumpeter, Joseph A., The American Economy in the Interwar Period: The Decade of the Twenties,
American Economic Review, May 1946, p. 9.

13 Phillips, C. A., McManus, R. F., and Nelson, R. W., Banking and the Business Cycle; A Study of the
Great Depression in the United States, New York, 1937, pp. 35-36.

-" Robbins, L., The Great Depression (1934), p. 54.
" Schumpeter, Joseph A., The American Economy in the Interwar Period: The Decade of the Twenties,

American Economic Review, May 1946, p. 5.
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tive mania of 1927-29) and the attendant financial practices were clearly abnormal;
they can be explained only by a specifically American mass phychology and could
not have been foretold from anything within the range of statistical fact or reason.
They were bound to issue in catastrophe and, once this catastrophe had occurred,
in distortion of the course of subsequent events particularly owing to the annihila-
tion of that part of consumers' demand that had been financed from capital gains
-and, in many cases, unrealized ones.16

Professor Slichter has stated that the situation in the stock market
may be considered "the most plausible explanation for the beginning
of the downturn in 1929." The stock market situation was widely
recognized as dangerous by April 1929. As Professor Slichter pointed
out:

On February 7, 1929, the Federal Reserve Board issued its famous warning
against excessive extension of speculative credit by the banks. A break occurred
in stock prices late in March, and the call rate rose to 20 percent. Many busi-
nessmen began to fear that there might be a more or less serious collapse in the
market and that this might produce some recession in business. Consequently,
they began to adopt more cautious policies and made moderate reductions in
their commitments. This seems to have started the downturn."

There can be no doubt that the stock market was exceedingly
vulnerable at that time. Any substantial decline in the market was
in danger of becoming a rout. A reaction could be produced when-
ever any considerable number of large investors or speculators decided
that the time had come to sell, even to sell short.

MORTGAGE SITUATION

Somewhat parallel with stock market speculation was the specu-
lation in real estate, both urban and rural, leading to a mortgage
situation potentially dangerous. The most serious features of the
mortgage situation, both urban and rural, were:
* * * entirely due to reckless borrowing and lending; that is to say, to avoidable
deviations from normal business practices. * * * Direct effects upon business
and banks were serious enough; but still more serious were the psychological
effects upon the community, for nothing is so apt to get on a man's nerves as will a
threat to the roof over his head. * * * It was only the mortgage situation
that made the plight of the farmers so serious. On the unencumbered farm,
people will, of course, live less comfortably when prices break than when prices
rise, but they are able to weather any economic storm without permanent injury.18

CREDIT EXPANSION

In general, as has already been shown in the discussion of banking
policy, the stock market, and the mortgage situation, there was a
vast expansion of credit. In addition to these forms of credit expan-
sion, the growth of consumer credit should be noted. To an extent
never contemplated before World War I, consumer credit was devel-
oped during the 1920's. It enabled people to become titular owners
of houses, automobiles, and other durable goods at an earlier date
than otherwise, even though consumers do not increase their incomes
merely by borrowing. Total consumer credit outstanding rose from
an estimated $2,600.000,000 in 1920 to $8,200,000,000 in 1929 and,

Ad Schumpeter, Joseph A., The American Economy in the Interwar Period: The Decade of the Twenties,
American Economic Review, May 1946, p. 9.

17 Slichter, Sumner, The Period 1919-1936- in the United States: Its Significance for Business-cycle
Theory, Review of Economic Statistics, February 1937, p. 13.

Is Schumpter, Joseph A., The American Economy in the Interwar Period: The Decade of the Twenties,
American Economic Review, May 1945, pp. 9-10.
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until World War II, never dropped again below $4,800,000,000 (in
1933) .19

This overexpansion of credit, in all its manifestations, both public
and private, created "a highly vulnerable situation, once a business
recession, for whatever reason, got underway." 20

UNDERLYING FACTORS OF STOCK MARKET ACTIVITY

The relationship of speculative activity on the stock exchange and
the underlying economic trends during the 1930's has been aptly
summarized by R. G. Hawtrey, as follows:

The real explanation of the great stock market speculation in the United States,
which culminated in 1929, was the belated discovery that the prices of stocks and
shares had not been adequately adjusted to the enormous change in the value
of money. The national income (and therefore general demand) had more than
doubled since 1914, and, if the price level had not doubled, that was only because
technological progress had steadily reduced real costs; the economic activity which
received a national income more than doubled in terms of monetary units produced
40 or 50 percent more goods than in 1914 * * *. It is noteworthy that even
now (February 1937) when the recovery from the depression is hardly half accom-
plished, and the national income is still probably one-fourth less than in 1929, the
index (of industrial shares) has risen to 152 (1926= 100), and exceeds the average
for the first half of 1928, when the speculation was almost at its maddest.

What brought the speculation to an end in October 1929 was not the high rates
of interest charged on call money or any other deterrent on speculative borrowing.
The speculators were sublimelv indifferent to such obstacles. It was the industrial
activity which showed signs of slackening in the summer of 1929. That meant
that general demand was declining. If bank rate policy has any meaning, the
purpose of the measures of credit restriction systematically applied from July
1928, to November 1929, can only have been to cause a decline in general demand.
Only after this slackening of activity-had been in progress for several months did
the stock market speculation collapse.'

Already in an earlier volume, Trade Depression and the Way Out,
(1933), Hawtrey contended that the primary explanation of the un-
paralleled severity of the depression could be found in the fact that
the credit restriction of 1928-29 was imposed at a time when there
was no inflation to be corrected. Prices, as he pointed out, had not
been rising, and had indeed fallen since 1925:

By restricting those lending operations by which incomes are generated, the
banks induced a reduction in demand for goods and services of all kinds. The
reduction of demand led to a reduction of activity and of incomes and so to a fur-
ther reduction of demand. 22

CUT-BACKS BY PRODUCERS

From the foregoing, the conclusion has often been expressed, by
Prof. Sumner Slichter and others, that it was the producers who began
the downturn early in 1929 by reducing their commitments, in the
face of an increasing consumer demand and rising profits. The
reasons for these decisions at just that point, are, of course, much
harder to get at. The problem is formulated by Professor Slichter as
follows:

Considerable evidence exists that turning points are started, not by decisions
of consumers, investors, or governments, but by the decisions of business men to
expand or contract their commitments. These decisions may involve, not primar-

"' Altman, Oscar L, Saving, Investment, and National Income (Temporary National Economic Com-
mittee Monograph No. 37), p. 83.

20 Moulton, Harold J., Controlling Factors in Economic Development (1949), p. 65.
21 Hawtrey, R. G., Capital and Employment (1937), p. 129.
" Hawtrey, R. G., Trade Depression and the Way Out (1933), pp. 25-26.
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*ily changes in the relationship of business enterprises to the general money market,
but rather changes in the size and turnover of working balances. The theory of
turning points needs to rest upon an intensive analysis of the determinants of the
budget policies of business concerns. In 1929, for example, enterprises apparently
began reducing their commitments about March or April. They did it when con-
sumer demand was still increasing and profits were still rising. The profits of
industrial and mercantile enterprises reached a peak in the second quarter of the
year and the profits of all corporations in the third quarter. What considerations
led enterprises to begin cutting commitments in the spring of 1929? An under-
standing of their budget policies during this period seems essential to an under-
standing of how and why the downturn started.23

During the late 1920's the rate of production of capital goods had
become so great that, sooner or later, it became generally apparent to
all producers that the immediate demand for these goods would be
substantially filled, and capital maintenance rather than capital ex-
pansion would be smarter business policy. As Alvin Hansen observes:

The boom is a period in which we exploit to the full all the available new de-
velopments which the progress of science and technology, together with the growth
of population, have up to that point made economically possible. Once all fac-
tories have installed the new machines, once a city has been equipped with the
municipal utilities which technology has so far made available, once the construc-
tion of houses, apartments, office buildings, hotels, school buildings, and the like
has caught up with the growth of the population, there remains little that can
profitably be done except to maintain the capital plant already constructed.
When this point is reached, the boom dies a natural death.

This is essentially what happened in 1929. Nearly all over the world, England
excepted, there had been going on for some years a gigantic construction boom.
This was true not only of the United States, but of Germany, France, Canada,
Latin America, and even the Orient. The vigor of this boom was due, in part,
to the backlog of housing requirements which had accumulated by reason of the
cessation of building during the war; in part, it was due to the impetus to the
industrialization of backward countries which the war itself had caused; and, in
part, it was due to the growth of new industries.

The boom of the twenties was a gigantic spurt in capital formation, in capital
outlays * * *. New developments are exploited to the full, and then the boom
dies. It peters out because a saturation point has temporarily been reached.
The spurt cannot last at the pace set.2'4

Professor Hansen refers in particular to the boom in construction:
It is reasonable to suppose that the most important single explanation for the

speed of the recovery from the 1921 depression was the phenomenal upturn in
building construction which began in 1921 and which rose to an unprecedented
crest in 1925 and remained at an extraordinarily high level until 1928, when a
drastic curtailment of constructional activity set in. No explanation of the boom
of the twenties or the severity and duration of the depression of the thirties is
adequate which leaves out of account the quite extraordinary record in building
activity. Probably at no time in our history had we reached as complete a tempo-
rary saturation in building construction, including apartment houses, residences,
office buildings, and other commercial structures, as was the case in the late
twenties. Under these circumstances it was to be expected that it would take a
long time to work through this period of oversaturation.25

This saturation of the demand for capital goods dovetails neatly
with the theory that there were excess funds available for investment,
notably developed by Harold Moulton. In fact, Dr. Moulton attrib-
utes the financial collapse of 1929 primarily to a superabundance of
investment money and concomitantly to an inadequate flow of funds
into consumption. In his words:

The rapid growth of savings as compared with consumption in the decade of
the twenties resulted in a supply of investment money quite out of proportion to

23 Slichter, S., The Period 1919-1936 in the United States: Its Significance for Business-Cycle Theory,
Review of Economic Statistics, February 1937, vol. 19, p. 5.

2" Hansen, Alvin, FiscaJ Policy and Business Cycles, pp. 344-345.
I' Hansen, Alvin, Fiscal Policy and Business Cycles, p. 25.
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the volume of securities being floated for purposes of expanding plant and equip-ment, while at the same time the flow of funds through consumptive channels was
inadequate to absorb-at the prices at which goods were offered for sale-thepotential output of our existing productive capacity. The excess savings which
entered the investment market served to inflate the prices of securities and toproduce financial instability. A larger relative flow of funds through consumptive
channels would have led not only to a larger utilization of existing productive
capacity, but also to a more rapid growth of plant and equipments

This conclusion, which he published in 1935, is reemphasized in
his 1949 book, Controlling Factors in Economic Development, in
the following words:

While an abundance of funds was available with which to construct new plant
and equipment, it was evidently clear to business enterprisers that prospective
consumptive demands were not sufficiently large to warrant as much expansion
as the available funds made possible. The evidence shows conclusively that thevolume of money savings seeking investment was very much greater than could
be absorbed by security flotations for purposes of plant construction. 27

Dr. Moulton then proceeds to relate both the overabundance of
investment funds and the inadequate consumers' demand to the fact
that an increasing percentage of the national income during the 1920's
was going into savings, which was due in turn to an increasing concen-
tration of national wealth. The dollar income of farm population was
declining and the income of wage earners failed to keep pace with the
increase in national income. The greatest increase occurred in high-
income groups, including salaried officials and receivers of profits
from business enterprise. Dr. Moulton summarized in 1935, and
reiterated in 1949, the results of a detailed investigation on the
distribution of wealth, conducted from 1932 to 1935, by the Brookings
Institution, as follows: 28

As to income distribution and its results, we found * * * the proceeds
of the Nation's productive efforts going in disproportionate and increasing
measure to a small percentage of the population-in 1929 as much as 23 percent
of the national income to 1 percent of the people. We found the unsatisfied
wants-needs according to any good social standard-of the 92 percent of all
families who are now below the level of $5,000 annual income sufficient to absorb
the product of all our unused capacity under present conditions of productivity
and still demand much more from such unexplored potentialities as might there-
after be opened up. We found the incomes of the rich going in large proportion
to savings and these savings strongly augmented by others impounded at the
source by corporations through the practice of accumulating corporate surplus.
These savings, after providing for such increase of capital goods as could be
profitably employed, we found spilling over into less fruitful or positively harmful
uses, ranging from foreign loans (bad as well as good) to the artificial bidding up
of prices of domestic properties, notably corporate securities. 26

LACK OF PURCHASING POWER

A somewhat different explanation of the inadequacy of mass buying
power is given by Professor (now Senator) Paul Douglas in his Con-
trolling Depressions. He states:

An examination of the actual facts of industry during the period 1922 to 1929
tends to show that it was not excessively high wages but rather rigid prices in
the face of falling costs, which were probably the chief initiating causes of the
present depressions

26 Moulton, Harold G., The Formation of Capital (i935), p. 159.
'7 Moulton, Harold G., Controlling Factors in Economic Development, p. 70.
26 Results of the study, The Distribution of Wealth and Income in Relation to Economic Progress, were

published in four volumes, America's Capacity to Produce, America's Capacity to Consume, The Forma
tion of Capital, and Income and Economic Progress.

"1 Moulton, Harold G., Income and Economic Progress (i935), pp. 156-187.
" Douglas, Paul, Controlling Depressions (1935), p. 55.
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Hourly earnings did not keep pace with output per man hour.
Thus labor costs per unit were appreciably reduced. But there was
no corresponding fall in prices. Price rigidity was helped by wide-
spread development of trade-marked and branded goods. A relatively
rigid price level accompanied by lower labor costs per unit logically
brought about a sizable increase in profits. According to Frederick
Mills, profits increased by 84 percent from 1922 to 1929, although
production was only increased by 37 percent. 3 '

Taking all these factors into account, Professor Douglas concludes:
The cause for these price rigidities and the consequent inflation of profits was

not merely the "frictions" of the competitive market which impede automatic
adjustments. It was to a much greater degree due to the growing power of
monopolies, industrial combinations, and trade associations, which through
various devices such as outright price-fixing and open price agreements were able
to peg prices at a much higher level than that to which they would otherwise have
sunk.

Three very serious consequences of this policy should be noted: (1) The profit
inflation which it created led to the reinvestment of most of these profits, and
hence to the piling up of a large capital plant. At the same time, the large profits
caused the banks to create credit for investment purposes. Both of these forces
enormously stimulated the great stock-market boom of 1925-29. (2) These high
profits not only stimulated investment based' upon rational considerations but
also a speculative pouring in of capital into producers' goods so that a top-heavy
development was built up in these lines. (3) In order to peg prices, it was neces-
sary to exercise some control over production and to restrict it somewhat. For, if
this had not been done, the greater quantities would have compelled a reduction
in prices. But this restriction of production was at the same time a restriction of
employment. With output per worker rising more rapidly than total production
expanded, the inevitable result was a slight diminution in the total numbers
employed in manufacturing, mining, and transportation. And, what was even
more important, there was a failure on the part of the basic industries to absorb
the increased numbers of those who entered the labor market during the decade.
These workers had to spill over into other occupations, and it is probable that
observers were right who, prior to 1929, noted some increase in the numbers of the
unemployed * * * (If such was the case) then by far the major responsibility
for it must be laid at the doors of those American industrial combinations which
by keeping prices up and dampening down production created an inflation of profits
which both helped on wild speculation and threw considerable numbers out of
work. High wages to labor certainly cannot be blamed for throwing men out of
work during this period, since the plain facts are that the increase in wages lagged
very far behind the increase in per capita output * * **32

CONCLUSION

The boom of the twenties which culminated in 1929 and the sub-
sequent depression of the thirties, when considered together, cannot be
explained by any single factor. In the foregoing, there has been
brought together what leading economists have considered to be major
explanations, but the very lack of agreement makes objective evalua-
tion virtually impossible.

Among the ultimate forces emphasized, two stand out: the changing,
and perhaps cyclical, rate of technological progress and the profound
effects of World War I, not only on this country but on the entire
globe.

Most immediate and most easily discernible were, no doubt, the
spectacular booms in the stock market, in real estate, and in construc-
tion. These called forth and were backed by an overextension of
credit on both public and private levels. Under such circumstances,

3s Mills, Frederick, Economic Tendencies in the United States, p. 290.
32 Douglas, Paul, Controlling Depressions, pp. 58-59.
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when recession began, whatever the reason, serious collapse was
virtually inevitable.
. The downturn in 1929 may have originated with the decision of
various producers to curtail their commitments. This occurred while-
profits and consumer demand were still on the upswing. The reasons
for these business decisions cannot be identified with certainty, but
probably the feeling of an adequate supply of capital goods and a
belief that further expansion was no longer necessary to meet current
demand were important motivating factors. At the same time, the
supply of funds available for investment was increasing, funds for
which there were then no outlet. The increase in availability of in-
vestment money was due in part to the increasing concentration of
national wealth. Farm income was declining, and labor wages were
not keeping pace with increases in productivity. Prices tended to be
more rigid, and profits increased substantially. As a result, there was
inadequate purchasing power for the Nation's product. A major
factor in the increasing rigidity of prices was the growing power of
monopolistic industrial combinations.

The fact that observers have looked at the 1929 business reversal in
so many different ways and have offered such diverse diagnoses and
prescriptions is no doubt to be accounted for by the many different
aspects of the particular business cycle which reached its peak in 1929.
Differences mnay be due in part to the particular field of specialization
br interest of the observer, to the data available to him, and to the
significance he attaches to such data. The different methodologies
used-business judgment, empirical, mathematical, historical, psy-
chological, for example-will also make for substantially different
analyses.

No two business cycles are identical. There are always different
factors and combinations of factors that contribute to the length and
severity of a particular business downturn. The search for such
causes must be carried on from many different points of view if results
are to be obtained that are dependable and that can be used as a basis
for remedial action within the framework of that system of values
which we wish to preserve.



CHAPTER II

BUSINESS INVESTMENT AND HIGH-LEVEL EMPLOYMENT

Any survey of the more important schools of thought on the
relation of business investment to high-level employment must from
the very abundance and diversity of literature on the subject neces-
sarily and somewhat arbitrarily select only those that seem out-
standing. In trying to present highly complicated analyses in brief
compass, one inevitably oversimplifies, omits vital portions from,
and does injustice to the viewpoints mentioned.

Attention was called in the previous chapter to the large number of
interacting and divergent forces that play a role in the ups and downs
of business. Most of these elements are mutually interdependent.
Time, area, intra- and inter-industry status, and phase of the cycle
are both cause and effect intermittently and simultaneously. The
problem of unraveling so tangled a skein of interrelationships it
consequently beset with difficulties.

To assert that the investment decisions of business play a more
initiatory and independent role than other major classes of business
decisions, and to maintain that investment constitutes a particularly
strategic part of the economic process of maintaining stability, is not
to minimize the importance of all the other variables. Nor does the
assignment of first priority to investment spending imply any pecu-
liarly powerful leverage on other spending via the "investment
multiplier." There is little reason to believe that the total effect of
an additional dollar of investment spending is any greater than the
total effect of an additional dollar of consumer expenditure.

Selection of investment as a "strategic factor" is based on the well-
documented empirical principle that the disposition to invest varies
somewhat independently of the current level of spending or income.
The reasons in brief are (1) private investment decisions rest upon
long-range forecasts of expenditures, prices, and costs, and are,
therefore, only loosely related to the current behavior of such other
economic variables; (2) public investment decisions are even more
loosely related to current expenditures, prices and costs; (3) net
investment is quantitatively geared to increases in over-all activity
rather than to the level of such activity (the acceleration principle),
so that the inducement to invest often varies abruptly; and (4) as a
result of the characteristics already mentioned, and the elastic life of
capital goods, investment expenditure for replacement is highly
deferrable in slack times.

Thus, investment fluctuates much more widely, percentagewise,
than consumption expenditure and in any short-run view usually is
antecedent rather than subsequent to the levels of consumption and
realized saving. In general, there are three important schools of
thought on the relationships between consumption and investment.
Consequently, there will be briefly presented in this chapter the views

29
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of those that give priority (1) to variations in consumer buying
power; (2) to variations in business investment, and (3) to lack of
balance in price-wage-profits relationships.

WHAT IS THE ROLE OF CONSUMPTION?

The demand for capital goods is a derived demand-derived, that is, from the
demand for consumption goods. While the expansion of capital goods may, here
and there, run ahead of current demand for the products which the new capital
could turn out, aggregate capital formation is on the whole closely adjusted to
the demand for consumption goods. In fact, the construction of machinery and
equipment is, under modern conditions, usually undertaken largely on the basis
of orders from the consumer goods' industries. The base of the economic pyra-.
mid is consumption.'

*In these words Dr. Harold G. Moulton epitomizes in his most re-
cent book three decades of careful study of the relation of investment
to consumption in four propositions or theses:

1. "Money savings, market investment, and actual capital formation are in-
dependent variables." 2

He thus rejects the concept that capital formation and money sav-
ings are identical. A mere increase in the amount of funds may or
may not result in increased capital formation. There is no necessary
relationship. The process of creating new capital involves at least
three types of decisions, usually made by different persons. Money
savings are made by income recipients and result from decisions to
protect loved ones, or accumulate from sheer surplus over needs in the
upper-income brackets, or are put by for a rainy day by manage-
ment in those years when the fortunes of war or of cyclical fluctua-
tions bring in their harvest of profits. Market investment is the pur-
chase of securities with the money saved which represents ownership
transfer of capital goods already in existence. Such ownership trans-
fer takes place continuously according to the mercurial hopes and
fears of those who own or deal in securities. Capital formation
means building new plant and equipment. Dr. Moulton contends
that the motivating factors in these three states are largely independ-
'ent: there is no reason for assuming that the volume of money sav-
ings, or of stock-market activity, or of capital formation bear any
functional relationship to each other.

2. "Capital formation expands rapidly when consumption is also expanding, not
when it is contracting."

In earlier historical studies he states, "It was shown that the only
periods of rapid capital expansion in our history had been periods of
so-called extravagant consumption." 3

3. "The growth of productive capital is adjusted not to the volume of money
savings available for investment but to the growth of consumption demand."

By careful statistical analysis he shows that even in the twenties
not more than a third of money savings went into new capital con-
struction financed through corporate issues and mortgages. Very
large amounts were used in new issues which were used to buy con-
trol of existing enterprises.

4. "The rapid growth of money savings as compared with consumer expendi-
tures in the twenties retarded rather than accelerated the growth of productive

I Moulton, Harold G., Controlling Factors in Economic Development, the Brookings Institution, Wash-
ington, D. C., 1949, p. 115.

'Ibid. p. 117.
* Ibid., p. 114.
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capital. The 'excess' savings which entered the investment market served to
inflate prices of existing capital goods and to produce financial instability. A
larger relative flow of funds through consumptive channels would have led to a
larger utilization of existing productive capacity and also to a more rapid growth
of plant and equipment."

The stress on increasing consumption at a time when there appears
to be a lack of investment outlets for savings has the double merit of
increasing the demand for capital goods in order to produce the added
units for consumption and also, as an immediate even if not long-run
effect, to curb the volume of savings.

The growing disparity between consumption and saving, he empha-
sized, cannot be corrected by a Government spending program.

An expansion of income resulting from Government activity would have pre-
cisely the same effect as an increase of income flowing from private activity
* * *. Moreover, there is no reason to assume that a substitution of Govern-
ment-capital expansion for private-capital expansion would overcome the in-
evitable tendency toward declining productivity. The additional units of public
capital might well be even less productive than new units of private capital.'

Finally, Dr. Moulton emphasizes that the cutting edge of economic
progress has been improvements in the quality of capital instruments.
This constitutes, he states, the essence of technological progress. The
new machine is not only more efficient but costs less than the one
it replaces. Mass-production methods, better technical lay-out,
scientific management, improved industrial relations-all contribute
to the final goal of greater output per unit of physical capital employed.

One of the most striking statements emphasizing the role of con-
sumption was that made by the editors of Fortune in April 1940.

The tools and extension of industrialization do not exist for their own sake.
They exist for * * * the consumer. The central economic problem is not
* * * a revival in "investment" in the old sense of the word. The central
economic problem is simply the conversion of a high potential power to consume
into an actual power to consume: a wider distribution of progress.

Emphasis has, been put on the need for confidence in making new investment
* * * but this emphasis is both unrealistic and academic. The realistic re-
quirement is, rather, that the businessman should have confidence in the con-
sumer; he must have confidence that if he decreases his prices and his profit
margins he will get a corresponding rise in volume.

In the consumer lies the frontier. By industrialization we built a new civiliza-
tion. And during the last 15 or 20 years, by further industrialization, we have
created the possibility of a new era for mankind. It is now time to get to work
and make that era a reality.

IS INVESTMENT THE STRATEGIC VARIABLE?

"No high level of employment and income has ever, in a noninter-
ventionist society, been achieved without a large outlay on inventories,
equipment, plant, and new residential and commercial construction." 6
This statement, regarded as applicable to a society adjusted to a high
level of capital expenditures, is typical of the views of those commonly
known as Keynesians, who give business decisions concerning invest-
ment top responsibility for the level and stability of national income
and employment. By investment, they usually mean capital ex-
penditures-namely, expenditures on plant and equipment, residential
and commercial construction, and inventories.6

* Ibid., pp. 135-136.
aHansen, Alvin H., Fiscal Policy and Business Cycles (1941), p. 343.

C Consumers' durable goods, such as automobiles, refrigerators, stoves, and electrical appliances, occupy
a middle ground between capital goods used for Production and the semidurable goods (such as clothing)
and other consumer goods. They are not considered capital goods for purposes of this report, primarily
because, in general, investment funds are not required for their purchase. The increased per capita con-
sumption of such goods, however, has an important bearing on the savings habits of the Nation and thus
on the extent of funds available for investment.
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It is a truism, as Adam Smith pointed out more than a century
ago, that the ultimate purpose of all production is consumption.' To
use his phraseology: Consumption is the sole end of production, and
the interest of the producer ought to be attended to only insofar as it
may be necessary for advancing the interest of the consumer.

To be sure, the demand for capital goods is derived from the level
of consumer demand for the things those capital goods can produce.
Thus cap;tal-goods expenditures are subject to much wider fluctuations
than are consumption expenditures, at least in modern industrial
societies which have been free from substantial government inter-
vention. The reason is simple. Capital goods are manufactured
both for replacement and for expansion.
- In the movement of business cycles, investment and consumption
generally fluctuate together. When industry is operating at capacity,
you must have the machines before you can have the goods which
machines make. This is seen most clearlv, statistically, in Simon
Kuwnets' study, National Income and Capital Formation, 1919-35.
It is illustrated in table I:

TABLE I.-Gross national product, capital formation, and consumers outlay, 1919-35

[In billions of dollars]

Gross Gross Consum- Gross Gross Consam
Year national capital ers' Year national capital ers'

product forma- outlay product forma- outlay
tion tion ota

1919 - - 68.8 19.3 49. 5 1928 -90.1 17.8 72.3
1920 - - 82. 8 22. 1 60. 7 1929 -93. 6 20.3 73.3
1921 - - 66.1 11.5 54.6 1930 -82.7 13. 7 69. 0
1922 67.2 13.3 53.9 1931 -64 8 8.5 86.3
1923 - - 78. 2 18.2 60.0 1932 -47.1 3.1 44.0
1924 - - 79.8 15.2 63.6 1933 - 46.0 3.7 42.3
1925 - - 83.4 19. 2 64.2 1934 -55. 2 S.5 49.7
1926 - - 88.8 19.0 69.8 1935 -61.6 9.4 52. 2
1927 86.8 18.2 68.6

Source: Kuznets, Simon, National Income and Capital Formation, 1919-35.

In the table note that the recovery of 1921 began with an increase in
investment expenditures. Gross investment rose by 1.8 billion dollars
from 1921 to 1922 while consumption continued to fall (though at a
diminished rate) by 0.7 billion dollars. In the following year both
moved strongly upward together. Again, in the recovery of the 1930's,
investment started up first, rising by 0.7 billion dollars from 1932 to
1933, while consumption was still falling by 1.8 billion dollars. In the
downturn of 1929 both investment and consumption declined simul-
taneously. It should be noted, however, that investment fell sharply
from 1929 to 1930, while consumption receded by a relatively small
amount.

J To a certain extent, it may be true that in a modern industrial nation considerable production takes
place not to meet consumer demand but simply to increase production and wealth. In the opinion of
Frank H. Knight: "The increase in wealth is to a large extent an end in itself as well as a means to the in-
crease of income, and this is also again to a rapidly increasing degree as the standards of life are advanced.
Men work 'to get rich' in a large proportion of cases, not merely in addition to, but in place of, consuming
larger amounts of goods. It is a grave error to assume that in a modern industrial nation production takes
place only in order to further consumption. It is true to a great andnever-increasing degree that consumption
is sacrificed to increase production. Whatever our philosophy of human motives, we must face the fact
that men do 'raise more corn to feed more hogs to buy more land to raise more corn to feed more hogs to buy
more land,' and, in business generally, produce wealth to be used in producing more wealth with no view
to any use beyond the increase of wealth itself." (Knight, Frank H., Risk, Uncertainty, and Profit (1935).
p. 319.)
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The volatile character of investment expenditures and the fact that
changes in- expenditures by smart businessmen generally precede
expenditures by consumers has led many economists to the conclusion
that investment, while dependent on consumption, is not an invariable
function thereof but is tied to it with a long tether.

To gain insight, however, into the dynamics of investment requires
brief examination of the relationship between income, consumption
expenditures, savings, and investment expenditures. In simplest
terms, total income in society, is either spent for consumption goods
or is saved and spent for investment goods. Under a flexible price
and banking system savings equal investment. Two important
contingencies should, however, be remembered: (1) That money can
be hoarded and dishoarded, and (2) that money savings can be ab-
sorbed or augmented by decreases and increases in the money supply.
This is in line with Dr. Moulton's analysis that money savings, market
investment, and actual capital formation are independent variables."

In a static economy, one in which there is no growth of population
nor improvement in the average level of living (this was generally
assumed in classical economic analysis), the production and consump-
tion process may be described as one of "circular flow." In a "circular
flow" economy costs incurred in producing total output, that is,
the outlays for wages, interest, rent, and so on, including profits,
are equal to the total sales proceeds and provide the buying power
sufficient to take total output off the market. Thus the economy can
continue to operate at full employment. The pricing process ensures
.the reproduction of both the capital and the labor supply required for
production without either growth or contraction. In such an economy
consumption equals net output, or total demand equals total supply.
Savings take the form of a share of the gross product needed for
capital replacement. In such a society the whole of the net real
income'-is consumed and aggregate saving is directed exclusively to
capital replacement. The level of consumers' demand determines the
volume of investments

As Alvin Hansen pointed out, this classical theory recognized that
the price system per se could not generate economic progress, since
no matter how flexible or how perfectly competitive, it could not of
itself provide any net investment outlet. Thus "already in early
classical doctrine net investment and net savings were regarded as a
function not of the operation of the price system, but rather as a
function of progress in the arts.'1 Through the development of
technology, the exploitation of new resources, and territorial and
population growth, the price system moves away from this "circular
"flow" economy in which consumption equals production to one of
increasing capital. As viewed. by the Keynesian economists, in a
dynamic economy investment becomes the determining element of
economic activity, with consumption, in large measure, rising and

'falling with the fluctuations in the.rate of investment. It is the dy-

8 Keynesian analysis reverts to the classical definition of savings being equal to investment by a rigorous
Income and expenditure approach. The hoarding (or dishoarding) of savings and the decrease (or increase)
in the money supply will immediately affect the total community income to the extent of the hoarding (or
dishoarding) and the decrease (or increase) in the money supply. We find thus.that gross national income
at any time is at the level that equalizes savings and investment. Any attempt by the Nation to save more
out of a given level of income than is being spent as investment must lower the gross national income to the
point at which the Nation's savings will not be in excess of current investment. (See Chandler, Lester V.
The Economics of Mondy and Banking (1948), p. 642.)

' See Hansen, Alvin H., Fiscal Policy and Business Cycles, p. 301.
l0 Ibid., p. 302.
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namic factors of economic progress and growth-inventions, tech-
nological developments, population growth, territorial expansion-
which bring forth net investment and net saving.

In brief, "in the 'circular flow' economy the level of consumption!
determines the level of replacement investment. But in the dynamic:
economy it is net investment, generated by innovational developments,.
that raises and determines the new level of consumption." 11

A similar difference between the classical monetary theorists and
the newer doctrines adopted by Keynes and some of his followers, in-
cluding Hansen, is found in the relationship between interest, savings,
and investment.

According to the former, the interest rate plays an important part.
in bringing about adjustments between savings and investment. If
there is an inadequate supply of savings for investment purposes,
according to this theory an increase in the interest rate will cause more
people to save their money instead of spending it on consumer goods;
whereas if there is an overabundance of savings, a decrease in the inter-
est rate will discourage savings and encourage consumer spending.

This theory has been subject to increasing criticism for nearly half a.
century. Oscar Altman summarizes this criticism as follows:

The prospective rate of return on savings * * * probably has only a very
slight effect upon the volume of savings * * *. The volume of savings is
affected much more by a change in the national income than by a change in interest.
rates. There is always more saving with a high level of national income and low
interest rates than with a low national income and high interest rates. The last
few years (before 1941) have indicated that even substantial declines in interest
rates at levels of national income characterized by considerable amounts of
unemployment have been unable to effect any decline in the rate of saving.

Even with any given national income, concentration of income, and tax struc-
ture, it must not be assumed that savings increase as rates of interest increase.
It may be true that some individuals will save more at a given level of income
when interest rates rise, but others who have agreed to save through life insurance
and other contractual plans may unnoticeably be finding themselves saving less-
On the other hand, as interest rates fall, dividends on life insurance contracts
decrease, and policyholders are expected to increase their-premium payments.'2

Dr. Hansen, therefore, comes to the conclusion opposite to that of
Dr. Moulton, that since, by and large, consumption rises and falls as.
income rises and falls, it is necessary to rely on private investment as
the means to secure full employment if intervention by the Govern-
ment is to be avoided. In order for consumption to play a more active
role to supplement the role of private investment, it appears necessary
to invoke the aid of government. "Community consumption ex-
penditures, or publicly financed private consumption expenditures
(such as relief for the unemployed), need not be conditioned by the
level of currently received private income. Thus, through govern-
ment action, consumption can be made to play an active, dynamic
role in income creation." 13

With or without the intervention of government, private investment
.has thus far been the prime factor determining movements of the busi-
ness cycle. Until the New Deal it was customary for public expend-
itures, whether for public investment or for consumption, to follow the
lead of private investment. Public projects were embarked upon
when private investment was on the upswing, and curtailed when the

"Hansen, Alvin H., Fiscal Policy and Business Cycles p 305.
"s Altman, Oscar, Saving, Investment, and National income (Temporary National Economic Com-

mittee Monograph No. 37), p. 26.
"s See Hansen, Alvin H., Fiscal Policy and Business Cycles, p. 341.
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economy was depressed. It was widely believed that public works
could only be afforded when prosperity prevailed, and that they would
necessarily have to be curtailed in a depression. Even though this
philosophy has been largely abandoned in favor of compensatory
spending by the Government in case of a depression, private invest-
ment still determines, more than any other single force, the level at
which the economy is to operate.

As already pointed out, a society which requires extensive capital
plant and capital equipment to satisfy its wants, will, on the basis of
past developments, experience severe fluctuations in the level of its
economic activity. What has always tended to happen is that the
production of capital goods has proceeded at such a pace during the
upswing of the business cycle that the immediate need for capital
goods -becomes filled and a sharp drop in highly profitable investment
opportunities ensues. This will be more readily understood when the
course of a typical business cycle is followed.

In every boom period the flow of savings is expended on capital
outlays for new plant, equipment or inventory goods of some kind.
The optimism prevalent in such a period (due in large measure, of
course, to the favorable profit outlook) makes the demand for these
capital goods especially large. To the regular flow of savings is
frequently added further funds created by an expansion of bank credit.
At some point, the capital plant, equipment, and inventories required
to meet consumer demand reach a level where business anticipates
that further increases may become less profitable. Then capital
expenditures are reduced and the downturn begins, sometimes quite
abruptly. Keynes considers tbis the point where there is "a sudden
,collapse in the marginal efficien y of capital." 14

Moreover, Keynes continues:
The dismay an.d uncertainty as to the future which accompanies.a collapse in the

-marginal efficiency of capital naturally precipitates a sharp increase in liquidity
preference-and hence a rise in the rate of interest. Thus the fact that a collapse
in the marginal efficiency of capital tends to be associated with a rise in the rate of
interest may seriously aggravate the decline in investment. But the essence of the
situation is to be found, nevertheless, in the collapse in the marginal efficiency of
capital, particularly in the case of those types of capital which have been con-
tributing most to the previous phase of heavy new investment. Liquidity
preference, except those manifestations of it which are associated with increasing
trade and speculation, does not increase until after the collapse in the marginal
efficiency of capitals

During the downturn, savings fail to find profitable investment out-
. lets; there are too few borrowers who will use such savings to purchase
plant, equipment, and other capital goods. The income stream
dwindles and unemployment increases in the capital-goods industries.
This fall in employment tends to lower the stream of consumption
expenditures still further. In the ensuing depression, even if it is
severe, total capital outlays, including plant replacement and renewal
of equipment, will not sink to zero, but it is possible that total capital
expenditures may amount to less than depreciation allowances, which
would mean that in such a period plant expansion would not require
new savings.

The unemployment caused by a reduction in capital expenditures
contributes to the drop in consumption expenditures and thus lowers

'K Keynes, J. M., General Theory of Employmnnt, Interest, and Money, p. 315.
1$ Ibid, p. 316.
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the income stream further. In other words, the income stream is
reduced not only by an amount equal to the decline in investment, but
also by the induced decline in consumption. Every dollar of capital
expenditures has a multiplier or leverage effect on income; thus every
dollar of savings or depreciation allowance which is not spent on capital
outlays drives down income with amplified effect.

The upturn will occur when businessmen again anticipate that new
capital outlays will be profitable; that such outlays will be needed to
make the goods necessary to meet consumer demand in the near
future.

Thus we come to the following conclusion, as stated by Alvin
Hansen:
* * * a society geared to a high peak load of capital-goods production is
likely~ to experience violent fluctuations in income and employment. A high
savings economy will remain a highly dynamic economy as long as it is able to
experience periodically great bursts of capitri outlays on plant and equipment. It
is-then a dynamic, rapidly expanding, and progressive economy, despite its
instability. But if such an economy fails to find adequate investment outlets for
its new savings and for its depreciation allowances, it will lose its dynamic quality
and become a depressed economy, with a large volume of chronic unemployment,
unless, indeed, the Government assumes a more positive role. The high savings
economy, barring Government intervention, can escape a fall in income and
employment only through the continuous development of new outlets for capital
expenditures. As far as private-investment outlets are concerned, this requires
continuous technological progress, the rise of new industries, the discovery of new
resources, the growth of population, or a combination of several or all of these
developments'.1

The conclusion reached by Hansen, in the last sentence quoted, has
been severely criticized, among others, by Howard Ellis. He has
maintained that it is unrealistic to believe that technological pr6gress,
new industries, new resources, expansion into new territory or popula-
tion growth are the places to look for new investment outlets. Tech-
nological progress has been phenomenal but has been frequently ac-
companied by technological unemployment. The variety and quality
of goods produced now is almost beyond comprehension. He sees the
solution primarily in successfully coping with institutional obstacles.' 7

R. H. Hawtrey's explanation of the greater volatility of capital ex-
penditures over consumption expenditures is based on a somewhat
different argument. He accounts for the fact that capital goods
industries experience greater cyclical fluctuations than consumer
industries by stating-
* * * that activity brings a more than proportional increase in profits; and as
profits (whether reinvested by corporations or distributed to shareholders) are
the principal source of savings, the funds available from savings for capital outlay
are similarly increased. The disproportionate fluctuations in the instrumental
industries are therefore a consequence of changes in consumers' income and out-
lay, and are not due (as many writers believe) to any repercussions which credit
expansion may have-directly or indirectly through changes in long-term-interest
rates-on investment in fixed capital. That credit expansion has a certain effect
on investment in fixed capital is not altogether denied by Mr. Hawtrey; but he
holds it to be unimportant as compared with the direct influence on the merchant
and on working capital.'8

A few aspects of J. M. Keynes' influential work, the General Theory
of Employment, Interest, and Money, not referred to above in the

0 "Hansen, Alvin H., Fiscal Policy and Business Cycles, pp. 346-347.
'7 Ellis, Howard, Monetary Policy and Investment, American Economic Review, March 1940, vol. 30,

p. 37: reprinted in Readings in Business Cycle Theory (1940), pp. 418-419.
Is Cited by Haberler, Qottfied von, Prosperity and Depression (1939), p. 26.
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discussion of Hansen and other "Keynesians" should be briefly
mentioned.
* Keynes contended that the rate of new investment is determined by

the following three factors in conjunction: (1) the physical conditions
of supply in the capital-goods industries; (2) the state of confidence
concerning the prospective yield; and (3) the psychological attitude
to liquidity and the quantity of money (preferably calculated in terms
of wage units)."9 This follows closely along the lines already dis-
cussed. If the supply of capital goods-plant, equipment, and in-*
ventories-is adequate to meet prospective demands, in the judgment
of producers, and where additional expansion would 'not be' expected
to yield an adequate return, expansion would be curtailed. The judg-
ment of producers would, of course, be determined in large measure by
how confident they were of future sales in relation to future costs.
From the lenders' point of view, the degree of confidence they pos-
sessed in the profitability of future business operations plus the extent
of their real income would determine the extent of their willingness to
make investment.

Keynes argued, contrary to classical economics, that a high pro-
pensity to consume does not deter increases in capital formation, but
actually encourages such increases, unless a situation of full employ-
ment obtains. In his words:

Up to the point where full employment prevails, the growth of capital depends
not at all on a low propensity to consume but is, on the contrary, held back by it;
and only in conditions of full employment is a low propensity to consume con-
ducive to the growth of capital. Moreover, experience suggests that in existing
conditions savings by institutions and through sinking funds is more than ade-
quate, and that measures for the redistribution of incomes in a way likely to raise
the propensity to consume may prove positively favorable to the growth of
capital. 20

* The reasoning that Keynes used in support of this proposition that
a high rate of consumption will encourage capital formation, up to the
point that full employment is reached, is the following:
* * * an increase (or decrease) in the rate of investment will have to carry
with it an increase (or decrease) in the rate of consumption; because the behavior
of the public is, in general, of such a character that they are only willing to widen
(or narrow) the gap between tbelr income and their consumption if their income
is being increased (or diminished). That is to say, changes in the rate of consump-
tion are, in general, in the same direction (though smaller in amount) as changes
in the rate of income. The relation between the increment of consumption which
has to accompany a given increment of saving is given by the marginal propensity
to consume.2'

Keynes was inclined to doubt that fluctuations in interest rates
would be sufficient, with markets organized and influenced as they
are now, to offset the wide fluctuations in the market estimation of
the marginal efficiency of capital. He concludes therefore that:

In conditions of laissez-faire the avoidance of wide fluctuations in employment
may, therefore, prove impossible without a far-reaching change in the psychology
of investment markets such as there is no reason to expect. I conclude that the
duty of ordering the current volume of investment cannot safely be left in private
hands.22

"9 Keynes. S. M., General Theory, p. 248.
2o Keynes, S. M., General Theory of Employment, Interest, and Money, pp. 372-373.
21 Ibid, p. 248.
2" Ibid., p. 320.



38 FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT

* More specifically along this line, Keynes made the following recom-
mendations:

Whilst aiming at a socially controlled rate of investment with a view to a pro-
gressive decline in the marginal efficiency of capital, I should support at the same
time all sorts of policies for increasing the propensity to consume. For it is
unlikely that full employment can be maintained, whatever we may do about
investment, with the existing propensity to consume. There is room, therefore,
for both policies to operate together-to promote investment and, at the same
time, to promote consumption, not merely to the level which with the existing
propensity to consume would correspond to the increased investment, but to a
higher level still.23

Keynes' theories, as expressed in his General Theory of Employ-
ment, Interest and Money, have been the subject of extensive com-
ment, amendment, and analysis, critical and uncritical, in the 13 years
since they first were published. His justification for positive govern-
mental action to regulate and when desirable, to stimulate, private
investment has been the point around whch most of the critical in-
terest has centered As Prof. Arthur F. Burns puts it:

The "Keynesians" believe that investment is the key dynamic variable, and
they draw a gloomy picture of the course of events if that timid variable is not
fortified by governmental loan expenditure."

UNBALANCED PRICE-WAGE-PROFIT RELATIONSHIPS

We have thus traced the fundamental generating causes of the present depres-
sion to two sources; namely, (1) the failure of industry, because of "friction"
monopoly and quasimonopoly, to reduce prices commensurately with the reduc-
tion in costs so that undue profits are piled up and undue investments made;
(2) the failure of industry and society to increase wages, salaries, and farm incomes
commensurately with the increase in output in the mass-production industries.
This gave rise to large profits and to the investment of large amounts of capital
which in turn increased actual and potential production. The purchasing power
in the pockets of the buyers of mass-production goods and services was insufficient
to purchase these goods at the existing price level.25

In these words, Senator Paul Douglas, after examining masses of
evidence, neatly summarized the price-wage dilemma. It goes with-
out saying that by far the most important, if not the sole, guide to
investment decisions that the business community can safely follow
is the price and profits mechanism. For it is a truism that the
system of free private competitive enterprise cannot function unless
prices cover costs plus a margin of profit sufficient for survival, secu-
rity, and growth. On the other hand, it likewise requires a vigorous,
sustained total demand sufficient to take total output off the market
at prices covering such costs and profits. Such a vigorous demand
must come primarily from mass consumption. Since normally
two-thirds or more of mass income consists of wages and salaries, mass
buying power is provided for the most part by business pay rolls.

In an economy of booms and busts, as Wesley Mitchell so often
demonstrated in his famous studies, prices rise first and foremost,
interest and wage cost lag behind, and there is an increasing differ-
ential of profits. In recession the reverse takes place. Thus pros-
perity profits are needed to weather depression losses. Yet they under-
mine the very type of high-volume, high-wage, low-profit-margin
economy needed to sustain high level employment. For in a high-

23 Keynes J. M.. General Theory of Employment, Interest, and Money, p. 325.
24 Burns, Arthur F. Economic Research and the Keynesian Thinking of our Times, pp. 16-17.
"5 Douglas, Paul, Controlling Depressions, W. W. Norton & Co., New York, 1935, p. 77.
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revel or full-employment economy the ratio of consumption to national
income is higher than it is at the peak of prosperity in a boom-and-bust
economy. Competition in a sustained full-employment economy is
bound to reduce prices and raise factor costs so that boom levels of
profits are lowered.

The proposition is sometimes defended that all that is needed to
guarantee high-level production is profits and that depressions are
due to lack of profits. Yet depressions always start in years of high-
est profits. In fact, if large profits were the sole prerequisite and
efficient guaranty of the continuance of prosperity, no boom in the past
would ever have ended.

Thus business always feels that years of high profits are too good
to last. Hence the emphasis on "not rocking the boat." Most
businessmen are acutely aware of the fact that mass buying power is
not keeping step with current output at current prices. Possibly, if
each could feel perfectly sure that business activity would be main-
tained at a high level, he might dare to risk lowering his profit margin,
dare raising his break-even point to a higher percentage of capacity,
and venture lowering prices to consumers. But he hestitates to incur
the odium of being called a chisler in initiating such a price cut lest
the lower price he quotes do nothing else than cause consumers to
wait for the bottom. The market will have been upset with advan-
tage to no one.

The prudent course in years of boom is, therefore, to pursue those
policies which enable enterprise best to weather a depression-that
is, to "make hay while the sun shines," to charge as prices "what the
traffic will bear," to resist wage increases except where pressured
through by militant unionism, to lobby for tax reduction even if it
means a deficit in government finance, and to amass reserves-all of
which means constricting the mass market, the failure of which, both
historically and conceptually, inevitably has brought on the catas-
trophe feared. Such is the dilemma of the price-wage relationship in
the modern economy.

This is the dilemma that the Council of Economic Advisers had in
mind when (after noting that the lack of balance in 1948-49 has not
yet resulted in mass unemployment precisely because of war backlogs,
etc.) it warns:

* * * the proportion of resources currently being devoted to productive
facilities as a whole is somewhat higher than the level that vill be required on a
sustained basis over the next few years to meet maximum production objectives
in a self-sustaining and steadily growing economy. Additions to capital equip-
ment in the past were accomplished in spurts, and periods in which they exceeded
long-run requirements were followed by periods in which they fell far short.
These violent fluctuations in private capital outlays have been a major factor in
generating booms and depressions.

In an economy of steady growth moving from postwar to peacetime conditions,
the output of consumer goods and services should increase not only in absolute
amounts but also in ratio to total production. In 1948, consumers were receiving
about 70 percent of gross output, compared with 76 percent in 1929 and 75 per-
cent in 1939. Even allowing for the contingency that Government expenditures
and net exports may hereafter account for a larger portion of the Nation's eco-
nomic budget than in previous periods of high employment, it is felt that final
consumers should absorb at least 75 percent of all goods and services within a
few years. Coupling this with the growth of the economy as a whole, the result
would increase total consumption per year by about 4 percent and per capita
consumption by about 3 percent above present levels.
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This higher consumption pattern must be brought about by a substantially
equivalent increase in total consumer income. It will require improvements in
the distribution of that income not only to avoid areas of want in a land of plenty,
but also to avoid higher saving than is necessary to permit the expansion of in-
vestment needed for stable growth."6

The problem as envisaged by the Council of Economic Advisers in
the quotation just cited is somewhat broader than that of securing an
adequate proportion of consumption. It is rather that of securing a
flow of total effective demand sufficient for the maintenance of ade-
quate opportunities for high-level employment in a private-enterprise
economy.

Now total demand represents not only the sum of all purchases for
personal consumption but also new business investment in plant,
equipment, construction, and inventory together with net foreign
investment and governmental purchases of goods and services. Total
demand not only determines but depends on the total volume of
employment.

Demand can thus be generated in many ways, not only by spending
that which is not saved of consumer incomes, but by installment pur-
chases, by loan-financed government expenditure, and by private
capital investment. There have even been those who have sought to
underwrite prosperity almost entirely by pushing exports and foreign
loans.

OBTAINING THE "RIGHT" AMOUNT OF INVESTMENT

The maintenance of high-level employment requires, however, not
only an adequate effective total demand but the maintenance of
physical productive capacity sufficient to employ available manpower.
It is this second requirement that determines the appropriate level of
private investment. The role of investment is not primarily to gen-
erate sufficient effective demand for high-level employment today-
i. e., in the period during which investment takes place-but to pro-
vide sufficient plant and facilities to utilize the maximum feasible
portion of the labor force tomorrow, i. e., in the next period.

The amount of such required capital equipment depends not only
on consumption but on other factors. First of all, the increase in
the number of the working population, whether due to natural growth,
social forces, or economic conditions. Second, it depends on the in-
crease in the productivity of existing establishments, especially that
due to capital-saving innovations. This determines the amount of
released labor power per annum together with the amount of capital
used per employee in new plant and equipment.

If private investment fails to provide adequate plant, while con-
sumer buying power remains vigorous, the first effect is a more and
more intensive use of existing facilities. But high-level employment
soon becomes impossible even though total effective demand is inade-
quate. There being insufficient capacity and tools, shortages relative
to demand appear, wholesale prices and then wages will rise, cumu-
latively increasing the danger of acute inflation. What the appro-
priate fiscal, monetary, and if need be price, wage, and rationing
policies may then be is a topic too broad to be taken up here. Suffice
it to point out that historically. the fact that private investment, despite
every inducement of favorable credit policy, continues to fail to meet

Ii The Economic Report of the President, Janunry 1949, p. 61.
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the target for a considerable period compels governments, notably in
underdeveloped countries (and even in developed countries at times
of critical shortages-war and serious inflation) to take measures
directly and indirectly expanding plant and equipment investment in
critical areas in order to alleviate shortages of capacity.

On the other hand, when, as sometimes happens in developed
countries, the rate of private investment runs in excess of the level
necessary to provide the physical facilities required for high-level
employment, then, even if total effective demand is adequate, rates of
plant capacity utilization go down, excess capacity appears, private
investment is discouraged, idle funds accumulate, surpluses pile up,
unemployment mounts. At such times frequently considerable pres-
sure is brought to bear on governments to create adequate "offsets to
savings." The range of policies-fiscal, monetary, and other-then
urged is likewise divergent and controversial.

What clearly emerges is the need for balance. The target for private
capital investment, being determined by the need for providing a
balanced increase in productive capacity, should be neither too high
nor too low. The amount of investment required may or may not be
equal to the level of saving at high-level employment.

The pattern of booms and busts which has dominated the last
century of economic history demonstrates that there is no automatic
thermostat which turns on or diminishes investment precisely to the
extent required to provide the physical facilities for high-level employ-
ment. As Professor Taussig at Harvard used to say (at whose feet
so many modern economists began their study of economics), business
cycles are periods of malinvestment, malproduction, and spurts of
technological change.

In boom years the spurt of capital formation exceeds the normal
rate of growth such that additional plant and equipment cannot be
added to some industries without inflicting bankruptcy on the owners
of existing properties or precipitating a struggle for consumer patronage
so severe as to end in elimination of efficient small business, the sur-
vival of oligopolies with big checkbooks, and monopolistic cartel or
other agreements in restraint of trade. The high-profit economy of
boom years thus is propelled headlong into a period of low investment
activity during which the country catches up with or grows up to the
capacity that had been constructed. In this way American popula-
tion increases and higher standards of living in the latter half of the
nineteenth century grew up to the railroad mileage that had been
"streaks of rust in the wilderness."

The problem of readily getting the "right" volume of investment
-into the "right" industries at the "right" time has thus far not been
solved. The price-and-profits mechanism, the policies and plans of
profit makers, when cumulated, has not provided stability of private
capital investment, nor has the volume of investment been sufficient
to provide high-level employment except in periods of war and sporadic
or general inflation.

MONOPOLY POWER AND INVESTMENT

One of the most highly controversial in all the tangle of problems
involving investment is that raised by Senator Douglas concerning
the impact of monopoly. In testimony before the Joint Committee

73003-50 4
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on the Economic Report in February 1949, Mr. Paul Raver, of the
Bonneville Power Administration, phrased the issue as follows:

A margin of extra capacity provides a powerful impulse to market development
through new products and lower prices. In truly competitive industries, there
necessarily is a margin of extra capacity because no producer can control the
market, and each tries to get as Irage a share as possible. This situation was
more prevalent in the nineteenth century in this country than now. A number
of our basic industries are now largely controlled by a small group of producers
who determine the size of their industrv. In some cases they are aided by the
lack of availability to competitors of new ore bodies and other sources of raw
materials. Their motives were demonstrated in World War II when they were
reluctant to expand for fear of excessive capacity at the end of the war. Gen-
erally, businessmen would prefer to keep capacity below effective demand so
that they can enjoy a sellers' market. As national policy, this country has
relied on the antitrust laws and competition to prevent businessmen from ac-
complishing this purpose. It should be clear that, with the growth of concen-
trated control in certain industries and the following of policies of certain indus-
trial leaders, the country has lost some of the protection of a freer competitive
system. Instead of relying upon competition of many businessmen, we now
rely on the less expansion-minded leadership of less competitive industries.

This situation raises the question whether the national interest is adequately
protected by the decisions of industrial leaders whose main obligation is to their
stockholders and whose instincts work toward achievement of a sellers' market,
avoidance of excessive capacity, and avoidance of price competition. In indus-
tries where these conditions exist, it seems proper for Government to promote
production or expanded capacity through measures such as the President had
proposed.

The alternatives are few. Where competition truly exists, we can rely on it
to provide expanding capacity. Where it does not eixst, business leaders ought
to be willing to have the Government share with them decisions on expansion
in order to protect the public interest by providing, through margins of extra
capacity, the continuous pressure needed to build new markets, new products,
and to reduce prices.

Nowhere is the amount of definite information less and the need
for probing more urgent than in the study of the effect of monopolistic
power on investment. There have been numerous studies of the
extent to which and the devices by which power over prices, produc-
tion, and sales has been concentrated." But the essential facts con-
cerning the production of new capital-i. e., investment-concerning
the actual division of responsibility for initiating and making invest-
ment decisions among inventors, bankers, managers and directors,
and accurate documentation of the locus of power, of the why, how,
when, and how much of total inevstment determination by bankers
and business executives is for the most part not to be had.

There is a widespread consensus that investment policy for a sub-
stantial part of American industry may depend primarily on the in-
formation, attitudes, and decisions of as few as 300 business execu-
tives who with solidarity of selfish interest act more or less as a unit,
move in the same social circles, belong to the same clubs, read the
same newspapers and trade journals, and by and large share the
same economic ideology and political convictions. It is felt that
businessmen themselves by their very emphasis on confidence (their
confidence in the economic or political outlook) implicitly reveal
their key position.

27 See, e. g., the extensive documentation produced by the Temporary National Economlc Committee
the large literature on cartels, the evidence in antitrust cases, and recent studies of the Federal Trade
Commission.
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In an epoch-making book, Dr. Edwin G. Nourse (then director,
Institute of Economics, the Brookings Institution, and now Chairman
of the Council of Economic Advisers) wrote as follows:

When the price-making executive sets a price objective and directs a controlled
productive mechanism toward attainment of that price level [he] takes over from
the Unseen Hand as guide and regulator of the economic process in a considerable
part of our business world. He takes upon himself the responsibility for the
standard of living for an ever larger proportion of our people. Much as he
generally hates the phrase, he becomes in fact the economic planner for our society
rather than merely the adapter of his personal affairs as best he can to a largely
automatic price mechanism. 28

Another economist, in summarizing the evidence available at that
time, observes:

When the individual business, instead of being governed by market conditions
-which reflect the actions of countless anonymous competitors, guides its activities,
-on the one hand, by its expectations of what spbcific rivals may do and, on the
-other, by a schedule of anticipations of probable effects which its own actions
:may have on the market, the profit governor is essentially abolished by private
collectivism. For when prices are maintained profits no longer serve as an
objective economic device for eliminating inefficient concerns. Nor do they
guide investment away from industries earning a low rate of return to those
earning a high rate so as to bring about an optimum distribution of natural
resources, labor, and capital. The direction of the flow of investment and of
-expansion of plant facilities is determined more by business strategy and love of
business aggrandizement and power than by economic considerations and cold
-cash calculations of profit.2 9

REGIONAL INVESTMENT PROBLEMS

The impact of concentration of investment on the development of
-regional areas is probably one of the most controversial of all invest-
ment problems. Within the United States the South and the West
have for decades seethed with criticism of the "money power" of
Wall Street. World-wide agitation, especially in less developed

*areas, against colonialism, imperialism, finance capitalism, and the
like has likewise been extensive. Again, however, there is a singular
,dearth of facts.

Recent notable activity by the National Planning Association has
plowed the first furrow toward developing concrete evidence. In
their study on industrialization of the South they state:

The southern industrialism of the future will die a-borning if it beocnues the
-victim of monopolistic practices * * * whether imposed from within or
without, the net effect of these practices has been the same-to hold back indus-
trialization of the South, to raise the prices paid for products by southern con-
*sumers, to force- down the prices paid to southern farmers and other primary
-producers, to restrict production and employment in southern industries, to
withhold scientific and technological advances from the South, and in general to
retard the economic development of the region.

After citing a number of concrete examples of monopolistic activity
.adverse to investment, the report observes:

The total effect of monopolistic practices in discouraging business enterprise,
both old and new, is of course impossible to measure. It is obviously impossible

-to estimate either the number of businesses which never opened or those which
-quietly folded because of the real or assumed existence of monopolistic practices.3 0

2SNourse, Edwin G., and Drury, Horace E., Industrial Price Policies and Economic Progress, the
Brookings Institution, Washington, D. C., 1938, p. 254.

29 Kreps, Theodore J., Some Price Problems, Economic Problems in a Changing World, pp. 191-365,
edited by Willard L. Thorp, Farrar & Rinehart, Inc., New York, 1939, p. 288.

20 Study of Agricultural and Economic Problems of the Cotton Belt, hearings before the Special Sub-
.committee on Cotton of the Committee on Agriculture, House of Representatives, 80th Cong., Ist sess.,
July 7 and 8, 1947, Government Printing Office, 1947, pp. 593-594.
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THE POTENTIALITIES OF MORAL SUASION

The potentialities which moral suasion possesses, either as a device
to control or lower prices or to affect investment decisions, obviously
depend on the extent to which private investment is subject to large-
scale and long-range administrative business planning. It may be
tacitly assumed that businessmen possessing such power are deeply
concerned about tie economic consequences of their decisions.

Virtually all experience to date in this country has involved direct
suasion to check a drop in investment, without any quantitative formu-
lation of economic goals. After the' stock-market crash in the fall of
1929 the administration used this device in an attempt to forestall a
drastic curtailment of investment spending. As early as November
15, 1929, President Hoover announced a series of meetings with busi-
ness leaders designed to expand construction, maintain employment,
and sustain wages. His reliance was on voluntary, but concerted,
action of industry and finance, in which Government-Federal, State
and local-would aid with building projects.3" Several such meetings
were held 32 at which the President urged maintenance or increase of
investment outlays and the industry representatives generally pledged
their cooperation. The American Telephone & Telegraph Co. pro-
posed in 1930 to spend more on construction than the $600,000,000 of
1929; other utilities would follow suit; the automobile industry was less
confident, but steel companies would replace obsolete plants.33

The evidence seems to indicate that the President's appeals did have
some positive effect in stretching the investment boom for another
year or so in certain fields, primarily utilities. While residential and
industrial construction fell off abruptly from 1929 to 1930, the outlays
of public utilities actually rose and reached a peak in the latter year.
This was true in electric utilities and also telephones. Public con-
struction likewise was maintained at approximately 1929 levels. It
would be going too far to ascribe the whole of the difference to behavior
between utilities and industrial construction to the effects of the
President's conferences, since the nature of demand for utility services
and the sensitiveness of those types of investment to construction costs
(which fell by a few percent from 1929 to 1930) and interest rates were
considerably greater than for manufacturing. In any event the stimu-
lus does not appear to have lasted long. In 1931 there was in all
fields of private construction a substantial decrease, and by 1932 the
collapse was general. The promises of industry for expanded em-
ployment, spelled out in dollars when leaders had canvassed their
colleagues, were not borne out in the event. Instead, contractions
were the rule.34

The effect of moral suasion is probably confined to those areas of
industry where big business and administered prices are the rule,
notably public utilities (including railroads and communications),
most of the primary metals industries, automobiles, and the like. In
the main it can affect investment in plant and equipment, to a lesser

'x Mitchell, Broadus, Depression Decade, p. s2.
aS Railroads Novembcr 19; major industries and labor leaders (separately), November 21; building and

construction, N'1ovember 22; farm organizations, November 25; utilities, November 27. See Myers, W. S.,
and Newton, W. H., the Hoover Administration, pp. 24-31.

'3 Mitchell, Broadus, Depression Decade, p. 84.
u Mitchell, Broadus, Depression Decade, p. 84.
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extent business inventories. These are, of course, the largest and
most important parts of private-capital investment, which by their
leverage and marginal effect may in considerable measure account for
most of the increase or decrease in total effective demand, except
during periods of highly active foreign trade or heavy Government
expenditures such as takes place in times of war.



CHAPTER III

INVESTMENT AND ITS FINANCING

SECTION 1. NATIONAL INCOME DATA ON SAVING AND INVESTMENT

SIGNIFICANCE AND LIMITATIONS OF THE DATA

The most comprehensive information available on saving and
investment in the United States is that compiled by the Department
of Commerce in connection with its measurement of national income
and product. This information is summarized by the Department.
in the form of a consolidated statement, based upon an interrelated
set of accounts for each major sector of the economy, of the sources:
and uses of gross savings.

This statement, for the years 1929 through 1948, is presented in
the attached table I. The data show, on the one hand, the aggregate
of gross private saving in the United States, broken down by major
sources, and, on the other, the Nation's utilization of private savings
for gross private domestic investment in new construction, producers"
durable equipment, and business inventories, for net foreign invest-
ment, and for the financing of Government deficits.

The significance of these summary statistics is twofold. It arises,
in the first place, from the importance of saving and investment
transactions in explaining the level of economic activity; and, secondly,
it grows out of the indication given by such data of changes in wealth.
in the United States.

The key role of statistics of this type in the analysis of employment.
and production trends is generally recognized. Their importance is;
attested by the emphasis placed upon the saving and investment
process in most theories of the business cycle. One critical determi-
nant of levels of employment, production, and business activity, for-
example, is the rate of domestic investment, and great interest attaches.
not only to its aggregate volume, but to the particular types of capital
formation making up the total. Dynamic effects are also very-
widely attributed to Government deficits and to the net foreigni.
balance. At the same time, correlated clues to the functioning of the-
economic mechanism are revealed through analysis of the various
sources of private savings. Both the volume of savijig and its dis-
tribution among various economic groups exert a profound influence
upon economic developments. Summary quantitative expression of
all these factors and their interrelationships is provided by the sta-
tistics under consideration.

The other significant aspect of the data is that they reflect changes
in the Nation's wealth. There is considerable interest in the growth
of wealth as such; its increase, especially when-it takes the form of
new productive equipment, carries important implications with re-
spect to- long-term productivity, income, and standards of living.

46
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Over extended time periojds, saving-.and investmint data may. be of
more-fundam-ental-sigriificance-in this contextthan in the context of
business cycle analysis.

Proper interpretation and use of the information given in table 1,
either as an analytical tool or as a frame of reference for more special-
ized investigations of particular types of investment or saving, require
a clear understanding not only of the significance of the data, but of
their limitations. Many minor limitations will be.apparent only
upon careful perusal of the detailed definitions contained in a sub-
sequent section, but those of a general nature are emphasized in the
following outline.



TABLE I.-Sources and uses of gross savings, 1929-48

[Millions of dollars]
00

1929 1930 1931 1932 1933 1934 1935 1936 1937 1938

Gross private saving -15, 528 11,156 8,357 2, 760 2, 728 5, 591 7, 941 11,104 10, 817 8, 910 o
Gross personal saving 3, 902 3, 077 2, 000 -1, 215 -1,006 -72 1, 934 3, 757 4,114 1,136 d

Personal saving (net) 3, 723 2, 899 1, 824 -1, 389 -1,181 -247 1, 758 3,580 3,934 952 m2

Institutional depreciation -179 178 176 174 175 175 176 177 180 184
Gross business saxving ------------------------- 11, 796 8,784 5,109 .2, 538 2,499 4, 799 6,153 6,485 7,753 7. 865

Net business saving - 3, 069 215 -z2 967 -4,951 -4,571 -2,'244 -840 -1,022 -39 57 ,6
Undistributed corporate profits-2, 597 -3,045 -5,381 -5, 998 -2, 428 -1, 619 -613 -284 -8 -906 M
Corporate inventory valuation adjustment-472 3, 260 2,414 1, 047 -2,143 -625 -227 -738 -31 963 c

Capital consumption allowances -8, 637 8, 569 8,136 7, 489 7, 070 7,043 7,193 7, 507 7, 792 7, 808 H3
Business depreciation charges -7, 374 7, 475 7, 307 6, 776 6, 433 6,351 6, 401 6, 430 6, 658 6, 710

Corporate -3, 874 3, 989 4, 004 3, 695 3, 499 3,367 3,355 3,288 3,343 3,354
Noncorporate-3, 500 3,486 3, 303 3, 081 2,934 2, 084 3,046 3,142 3,315 3,356 C

Farm-------------------------- 1, 273 1, 231 1,047 890 805 530 870 936 1,039 1,048 0
Nonfarm residential dwellings-1,310 1,336 1,317 1,361 1, 371 1, 379 1, 391 1,413 1,440 1,468
Other noneorporate------------------- 917 019 899 826 758 775 785 793 836 - 840

Accidental damage to fixed business capital -413 389 351 329 275 237 236 381 304 387 00
Capital outlay charged to current expense -850 705 478 384 362 455 556 696 830 711 A

Statistical discrepancy -- 80 -705 1,188 1,437 1,235 864 -346 862 -1,050 -91 e

Uses of gross private savings -15, 528 11,156 8,357 2, 760 2, 728 5,591 7, 941 11,104 10, 817 8, 910
Gross investment ---------------------------- 16,595 10, 899 5,559 1,055 1,456 3,236 6,092 8,225 11, 502 7,420 o

Gross private domestic investment - -15,824 10,209 5,362 886 1,306 2,807 6,1406 8,318 11, 440 6,311
New construction I2---------------------- 7,824 5, 566 3,561 1, 668 1,142 1,420 1,800 2,753 3. 687 3,309
Producers' durable equipment - -6,438 4, 926 3, 162 1,781 1, 783 2, 531 3,351 4, 531 5,444 3,978 'd
Change in business inventories - -1,562 -283 -1,361 -2,563 -1, 619 -1,144 905 1,004 2,309 -973

Net foreign investment ----- 771 690 197 169 100 429 -54 -93 62 1,109 Q
Government deficit (+) or surplus (-) on income and product trans-

actions - --------------------------------------------------------- -1,067 257 3, 798 1, 705 1,272 2, 355 1,849 2,879 -685 1,490
Federal-------------------------------- -1, 185 -276 2,093 1, 465 1,310 2,850 2, 538 3,475 176 1,960 td
State and local -- 118 533 705 240 -38 -495 -689 -596 -861 -470

M

02

H3



1939 1940 1941 1942 1943 1944 1945 1946 1947 1948

Gross private saving -12,672 16,005 22,951 41,829 47,381 56,977 48,534 20,287 25,819 38.509 '

Gross personal saving 2, 888 3,881 9,952 25 774 30,394 35 607 28,184 10.544 5,265 12, 220 >
Personal saving (net)- .2,701 3,691 9,760 25,579 30, 197 35, 407 27, 981 10,336 6,054 12,005 9
Institutional depreciation -187 190 192 195 197 200 203 208 211 215

Gross business saving- 8,409 10,500 11,406 13, 718 15,863 17,528 15,446 14, 619 19,555 26, 61 0
Net business saving ------------------------ 495 2,250 2,304 1,932 5,380 5,841 3,239 2,903 6,086 11,072 0

Undistributed corporate profits----------------- 1,209 2,398 4,921 5,136 6,183 6,128 3,803 8,132 12,073 13: 242
Corporate inventory valuation adjustment--714 -148 -2,617 -1,204 -773 -287 -564 -5,229 -5,987 -2,170

Capital consumption allowances- 7,914 8,250 9,102 9,786 10,483 11,687 12,207 11,716 13, 469 15489
Business depreciation charges- 6,895 7,038 7, 686 8,517 9,307 10,384 10,682 9,398 IC,694 12 228 0e

Corporate- 3,444 3,522 3,907 4,473 5,075 5,843 5,926 4, 264 4,871 65558
Noncorporate-3,451 3,516 3,779 4,044 4,232 4,541 4,756 5,134 8,823 6,673

Farm -1,088 1,095 1,235 1,365 1,532 1,847 2,046 2,194 2,703 3,307
Nonfarm residential dwellings- 1,509 1,557 1,620 1,651 1,693 1,726 1,756 1,816 1,923 2,069
Other noncorporate 854 864 924 1,028 1,007 . 968 954 1,124 1,197 1, 297 6

Accidental damage to fixed b u-siniess ca-p-it-al------------ 222 246 273 484 399 360 381 408 578 593
Capital outlay charged to current expense -797 960 1,143 785 777 943 1,144 1,910 2,200 2,668

Statistical discrepaiscy I ------------------------ 1,371 1, 624 1,,593 2,337 1,124 1,842 4,904 4,124 999 -272 >

Uses of gross private savings- - 12, 672 16,005 22, 951 41,829 47, 381 56 977 48, 534 29, 287 25, 810 38, 509
Gross investment - 10,805 15, 458 19,458 10,666 3, 464 1,615 9, 295 34, 127 39, 988 46 909 r

Gross private domestic investment- 9,917 13, 949 18,334 10,873 5,709 7,714 10,733 29, 45 31,090 45, 008
New construction ' . . 4,899 5, 566 6. 784 3, 951 2, 549 2, 817 3,934 10, 258 13,812 17, 892
Producers' durable equipment ----------------- 4,577 6,108 7,676 4,817 4,082 1,706 7,645 12,486 17, 207 20,661
Change in business inventories----------------- 441 2,275 3,874 2,065 -922 -809 -746 6,711 71 6,411 0

Net foreign investment ----------------- - 888 1,509 1,124 -207 - 9 245 -22ogo -1,438 4,672 8,898 1,901 Ili
Government deficit (+) or surplus (-) on income and product trans

actions- 1,867 547 3 493 31, 163 43, 917 51, 362 39, 239 -4.840 -14,169 -8,460 0
Federal - 2,213 1,409 4,889 32, 949 46,389 54, 004 41,819 -2,834 -13,541 -9, 176
State and local -- 346 -862 -1,396 -1,786 -2,472 -2, 642 -2, 580 -2,006 -628 776

I Includes excess of wage accruals over disbursements.
2 Construction data for the years 1929-38 are not fully comparable with those for 1939-48; for the latter period, the series includes estimates of the following items which have not H

yet been incorporated in the earlier data: Major additions and alternations to residential buildings, profit margins of residential builders, residential land development costs, settle- -
ment and allied charges, engineering and architectural fees, and the value of construction of a few minor types of nonresidential structures. (See table 5 for annual magnitudes of "
this group of items.) W
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Perhaps the most important reservation is that the consolidated
saving and investment account is intended to be used in conjunction
with the related current accounts for the various sectors of the econ-
omy which underlie the national income and product estimates;
much significant information is lost if it is viewed in isolation from
them. For example, table I may tell us that personal savings doubled
from 1947 to 1948, but it does not indicate whether the increase
resulted from higher incomes, or from reduced consumption, or from
some combination of changes in both personal income and expendi-
ture. Again, table I may show a sharp drop in undistributed corpo-
rate profits from 1944 to 1945, but it gives no clue as to whether the
drop was due to reduced profits before tax, to higher tax rates, to pay-
ment of larger dividends, or to some combination of these (or other)
factors. Such relationships, both with respect to business-cycle
analysis and in connection with wealth studies, can be seen only
through judicious reference to all of the available complementary
statistics.

Many limitations arise from the fact that table I is a consolidated
statement for the economy as a whole, and thus conceals numerous
types of transactions which cancel in the process of consolidation. In
this category are all changes in intangible claims and liabilities as
between elements of the domestic business system and as between
businesses and individuals. Thus the consolidated statement of
sources and uses of gross savings in itself conveys no indication what-
ever of the influence-which may be of the utmost significance-of
monetary and credit policies.

For example, let us suppose that for some year table I shows busi-
ness investment in durable equipment of $20,000,000,000 and personal
saving of $20,000,000,000 (with all other items zero). To take two
extremes, this might involve either of the following sets of transac-
tions: (a) Individuals invest their entire current saving in common
stocks of corporations which acquire the equipment; or (b) businesses
finance the investment wholly through borrowing from banks, and
the increment in individuals' savings accumulates in the form of
demand deposits.

The two situations convey drastically different implications with
respect to subsequent economic developments, yet which of them (or
what other alternative) prevails is not apparent from the consolidated
saving and investment account. Ideally, the answers would be
found in separate, deconsolidated capital accounts for various types
*of economic units.' Unfortunately, these are not available on a
systematically integrated basis; nevertheless, the analyst has access
to a vast amount of relevant information on monetary and credit
developments, and such data should be used to supplement the sum-
mary record presented in table I.

Another restriction imposed by consolidation is the failure of the
data to reflect transactions involving land and second-hand fixed
assets (except in the case of international transfers). In general,

I An example of the type of separate statement desired is given in the section of this monograph which
deals with sources and uses of corporate savings. Similar statements for financial institutions, unincorpo-
rated businesses, etc., would be required to complete a set of accounts for the entire business sector of the
economy.

Another example of a first step in the same direction may be found in table 2, which presents a summary
statement of personal saving and investment. It would he highly desirable, of course, to further deconsoll-
date the personal sector so as to show separate accounts for farmers, wage earners, proprietors of unincorpo-
rated enterprises, etc. Great statistical dtfficulties obstruct such an undertaking, however, and satisfactory
break-downs of this type are not availahle.



FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT 51

this does not constitute a serious impairment, but circumstances
occasionally arise in which transactions of this type occur on a signifi-
cant scale. Perhaps the outstanding example of such a situation
is that prevailing in the immediate postwar years, when vast amounts
of Government-owned war plants and equipment were being sold to
private business. During this period, gross private domestic invest-
ment as shown in the consolidated account, while correctly stating
new capital formation for the Nation as a whole, substantially under-
states private investment in fixed capital assets, owing to the omis-
sion of purchases of existing plant and equipment from the Federal
Government. Analysis of developments of this sort requires refer-
ence to auxiliary data of the type which would appear in a complete
set of deconsolidated saving and investment statements for each
sector of the economy.

In accordance with national income concepts, capital gains and
losses, both on real property and on securities, are excluded from the
saving estimates presented in table I. The disappearance in consoli-
dation of transactions involving land and second-hand fixed assets
and of interbusiness, interpersonal, and business-personal transfers of
intangible assets results in a corresponding exclusion of capital gains
or losses from the investment side of the account.

Closely related to the problem.of relationships obscured by consoli-
dation are several special difficulties associated with unincorporated
business operations. Since most proprietors of noncorporate enter-
prises and farms do not themselves distinguish at all clearly between
their business and their personal savings, it is impossible to do so on
an aggregate basis, except by analogy with corporate experience (which
would introduce an unsatisfactory predetermination of results).
Personal saving, partly for this reason, is defined to include the entire
net change in proprietors' equities in their unincorporated businesses
and farms. As a result, the distinction in table I between business
saving and personal saving is somewhat artificial. The latter includes
an unidentifiable amount of retained noncorporate earnings closely
akin to undistributed profits of corporations, while the former, apart
from capital-consumption allowances, is confined to corporate business.

This partially legalistic differentiation of business from personal
saving also suggests that care be exercised in interpreting changes in
their relative proportions. According to the present statistics, an
apparent increase of one at the expense of the other may reflect shifts
in the legal form of organization of operating businesses, rather than
any fundamental redistribution of income among economic groups.
Such institutional changes are often highly significant in themselves,
but the point of emphasis here is simply that they must be given due
consideration in any interpretive use of aggregate saving and invest-
ment data.

For purposes of measuring the Nation's saving and investment, some
choice must be made among the numerous possible definitions of these
terms. The concepts underlying the estimates presented in table I
are those upon which the official estimates of national income and
product are based, and represent an attempt to achieve the optimum
combination of analytical utility and statistical feasibility. However,
these particular concepts are not to be regarded as uniquely correct,
and certain general limitations of scope inherent in them should be
understood by users of the data.
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The most important restriction of scope, especially in connection
with wealth analysis, is the exclusion from gross investment (and from
corresponding calculations of saving) of any allowance for consumer or
Government capital formation.

Except in the case of residential dwellings, all purchases by indi-
viduals for personal use are viewed as consumption expenditures,
regardless of the durability of the articles in question. The consoli-
dated statement of sources and uses of gross savings therefore contains
no measure of personal investment in durable assets other than resi-
dences.2 For many purposes, such a measure would be highly desirable;
it would, for example, be indispensable to a comprehensive inquiry
into changes in wealth. It is omitted from table 1, however, because
of both conceptual and statistical difficulties in determining exactly
what types of goods should be included. Moreover, capitalization of
certain personal expenditures here would require introduction into
the related national-income statistics of imputed depreciation on the
assets in question-an imputation which could be accomplished only
through arbitrary procedures tending to impair the objectivity of the
data. A complete analogy with business investment would also pose
the difficult problem of measuring changes in consumer inventories.

Government capital formation is ignored in table 1 for similar rea-
sons. Accounting practices followed by governmental units do not,
in general, provide any ready guide to distinction between current
and capital purchases, nor do they afford a basis-except through
arbitrary imputation-for calculating depreciation, even if gross.
capital expenditures were determinable. The problem of establishing
criteria for classification of government purchases in these terms is-
also complicated by the fact that governments acquire many assets,
including some of considerable durability, for purposes-such as
national defense-without parallel among business investments.
The omission of government capital formation from the consolidated
saving and investment account avoids arbitrariness in the solution
of these difficulties and is probably of little consequence where the
data are used for functional analysis of the economy. It must be-
recognized, however, that the omission is a very serious one from the
standpoint of measuring changes in wealth.

In addition to the absence of consumer and government capital
formation, several other restrictions in coverage may be mentioned.
No account is taken of changes in natural resources, or of intangible
investment in health, education, technological progress, etc., although
these make a potent contribution to future productivity. On the
other hand, private investments in newly produced tangible assets
are recorded without regard to their ultimate worth; for example,
construction and equipment costs of oil-well drilling appear in gross
investment even though eventually proven fruitless. Finally, it
should be noted that the definition of durability with respect to busi-
ness investment in equipment is necessarily somewhat arbitrary.
In general, these estimates include all items of producers' equipment
having a normal useful life of at least 3 years. Slightly different
results would obtain if another criterion of durability-say a 5-year
span-were adopted.

IAnd in a formal sense, even these are not regarded as personal investment, since a business capacity Is
attributed to home owners with respect to acquisition and operation of their dwellings.
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* The emphasis in table I upon gross, rather than net, investment
may call for some explanation. This is partly a matter of statistical
feasibility and partly a deliberate choice of what is, for many pur-
poses, the more significant magnitude.

In the first place, for technical reasons, gross capital formation can
,be estimated much more reliably than net. Adequate estimates of
the former can be derived from available production data with a
minimum of arbitrary judgment, whereas measures of the latter are
contingent upon allowances for capital consumption which can be
derived objectively only from unsuitable financial records.

Estimates of capital used up in current production are obtainable
primarily from data on business depreciation charges, which are gen-
erally expressed in terms of historical cost rather than current replace-
ment cost. It is the latter concept which is relevant in measuring
net additions to the stock of capital goods, but conversion of depre-
*ciation charges to a replacement cost basis poses extremely diffcult
problems, both theoretical and statistical, and has not been undertaken
here. Credits to depreciation reserves as shown on the saving side

'of the consolidated account merely reflect business accounting prac-
tice; they cannot be deducted from gross private domestic investment
to yield a meaningful estimate of net investment. These credits,
together with other sources of saving, provide a reasonably accurate
,estimate of gross private saving in the aggregate, but the distinction
in table I between gross and net saving is a bookkeeping, rather than
:an economic, distinction.

Even if satisfactory data on net investment were available, however,
primary attention might well remain focused upon the gross figures.
This would not be true in the context of wealth measurement, but for
certain types of analysis of the functioning of the economy, gross in-
vestment may be a more meaningful concept.

Another advantage of the gross investment concept appears in
connection with problems of short-run resource allocation. It stems
from the existence of considerable flexibility (actual or potential) in
business policies regarding replacement or retirement of durable assets.
In determining, for instance, what volume of current resources might
be diverted temporarily to some specified program-say, war pro-
duction-gross capital formation is the more relevant concept. In
the short run, current resources could be made available not only by
refraining from additions to the stock of private capital, but by not
making normal replacements; and an analysis based solely upon net
private investment would thus understate one important potential
source of war output.

By and large, then, the emphasis upon gross investment severely
limits the data only in their wealth-measurement aspects. It is no
handicap in most types of functional analysis, and has the merit of
divorcing the estimates from overly arbitrary concepts and statistical
procedures.

DEFINITIONS

The following definitions are intended to clarify the nature and con-
tent of individual items of sources and uses of gross savings as pre-
sented in table I. The definition of each major aggregate should be
considered in conjunction with the definition of its components, as
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details of the latter are not repeated in the former. Also, the defini-
tions should be read in conjunction with the discussion of the signifi-
cance and limitations of saving and investment concepts in an earlier
paragraph which draws attention to some of the broader problems
that arise in the interpretation of the data.

Gross private saving.-The excess of current receipts of private
businesses and persons over their current expenditures (exclusive of
capital consumption allowances). It is the aggregate of gross personal
saving and gross business saving, plus the statistical discrepancy de-
scribed below. The inclusion of the statistical discrepancy on this
side of the account is arbitrary, and does not imply greater probability
of imperfections in estimates of saving than in estimates of its uses.

Gross personal saving.-The sum of personal saving (net) and insti-
tutional depreciation.

Personal saving (net).-The excess of personal income over personal
consumption expenditures, taxes, and other payments to general
government. It consists of the current saving of individuals (in-
cluding owners of unincorporated businesses), nonprofit institutions,
and private pension, welfare, and trust funds. Personal saving may
be embodied in such forms as changes in cash and deposits, security
holdings, indebtedness, reserves of life insurance companies and mu-
tual savings institutions, and net investment in unincorporated enter-
prises and residential dwellings. This definition may be further
clarified by reference to table II, which is a consolidated statement of
personal saving and its disposition.



TABLE IT.-Disposition of-personal saving, 1938-48 1
* ~~~~~~~~~~~~~[Billions of dollars]

1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948

Personal saving ------------------------ 1.18 -. 2 | 1.76l 3. 58 3. 93 .95 2. 70 3.69| 9.76| 25. SE 30. 20 35. 41 27. 98 10. 34 | .05 12 0Personal saving other than change in equity in non-
business real property and unincorporated enter- 0
prises .-- ---------- ------------------------------- -1. 08 2. 89l 1. 34 3.61 2. 66 2. 04 3. 59 3.78l 9. 2f 27.36l 34. 79 36. 52l 32. 73 12. 00 8. 20 S. 50xIncrease in cash and securities ------------ 1. 75 1. 96 .61 3. 21 1. 45 -14 2. 65 3. 09 8.12 21. 61 30. 64 33. St 30. 09 11. 87 7. 85 4.46 mCurrency and bank deposits ---------- 1. 28 1.8 1 2.461 3. 64I 43 .40 3. 00 2. 98 4. 8( 10.961 16.18 17. 541 19. 061 10. 58 2. 92 -1. 22

Savings and loan associations --.------- 54 -. 26 I .1 - 11_ 11 .00 .06 .21I .38I .28 .59 .82I 1. 06 I I I 1. 20 l. 25 iU. S. Government securities 2 --------- .63 1.12l -. 41 .87l 1.17 -15 .06 .51 3. 47l 10. 37l 14.15 15.74l 10. 49 _ I l 2. 36 1. 33
State and local government securities --.--- 67 -. 79l_ -.1 - 47l -. 05 - 22 -. 23 -. 46l -. 28l -. 22l -. 12 -. 0 l -. 18 -. 36l .40 1. 20 it
Corporate and other securities ---------- 11 .09 -1.14 -. 72 .01 -. 17 -. 24 -. 0 l -. 25. 22 -.16 -. 52l -. 34 . 62 . 097 1. 90Increase in private insurance and pension reserves- .57 1. 33I 1. 5 I 1. 67 I1. 76 1. 54 1. 72 1. 85 2.141 2. 49 2. 85 3. 21 3. 46 3. 431 3. 68 3. 5l

Decrease in debt, n. c. O------------- .10 -. 40l -. 82l -1.27 --55' .64 -. 78 -1.16 -97l 3.26l 1. 30 _ 19l -.82 -3 30l -3.33 -2.47Increase in ofuity in nonbusiness real property ---- -. 67 -1.63l -. 73l .03 l 28 .36 .97 95l 1. 32 l 32 l 1 --60 - 79 -- 71 5 8 2.51Not purchrases of nonfarm residences 4 ....... 17 .29 .58 1. 31 1. 68 1. 91 2.93 3. 26| 3. 82| 211 1.33 1.13 1. 23 4.10 6. 24 8. 02 CNow construction by nonprofit institutions ----- .08 .08 .10 .15 . 20 .24 .24 .22l .25 .12 .03 .08 .14 .45 .53 .86 m2Decrease in mortgage debt on nonfarm dwellings- - 61 -. 45I .16 .1I .02 -. 14 -. 50 -. 78 _ 0 I -. 06 .36 .12 -. 20 -3. 24 -4. 06 -4. 09 37Less: Depreciation ---------------- .55 1. 5 I 1. 57 1. 59I 1. 62 1. 65 1. 70 1. 75 1. 81 1. 85 1. 89 1. 93 1. 96 2. 02 2.13 2. 28
Increase in equity In unincorporated enterprises other

than farms ---------------------- .62 1. 93 1. 58 1. 67 .67 -2. 05 .16 , .74l -. 54l 2. 07 .32 .83l -. 68 1.63 - 47 3 40Increase in inventories ----------------. 48 .00 .21 .53 .24 -. 19 .09 .40 .25 .29 -. 04 .81 .43 .94 - 66 .98
Now construction and producers' durable equip-

ment 5 ------------------------------------ .56 .78l 1.04l 1. 36 1.62 1. 08 1. 36 1. 61 1.89| .80 .54 .62 1. 73 4.22 4. 79 4. 47
Decrease in bank and mortgage debt -------- .98 .55 .55 .13 .07 -. 31 -. 10 -. 0 l -. 74l .2 l .41 .07l -. 77 -2.13 -2. 22 -. 75 LoDecrease in net payables to other corporations and -

financial intermediaries -------------- .32 1. 38 .56 .44 -. 42 -1. 79 -. 34 -. 3 | -1.02| 1. 72| .42 .30| -1.12 -. 28 -1.18 .00Less: Depreciation ---------------- 76 .78 .78 .79 .84 .84 .85 .86 .92 1. 03 1. 01 .97l .95 1.12 1. 20 1.30 OdIncrease in equity in farm enterprises --.------- 45 -2. 01 .1I7 - 84 .75 -. 23 .31 .20 .93l 1. 94 .19 -19 .2G .01 -1. 99 2. 25Increase in inventories ----------------- -. 27 -1. 32 .48 -1.11 .54 .14 .10 .24 .46| 1. 31 -. 42 - 54 -. 15 -. 23| -2.16 1. 32New construction and producers' durable equip- . ;
menth ------------------.---------------- .38 .60 .92 1.12 1. 35 1.13 1. 23 1.32 1.73| 1. 57 1.33 1.74| 1. 75 2.61 3. 68 4.87 s3Decrease in mortgage debt to corporations and M1
financial Intermediaries -------------- 26 -. 47 -. 06 .07 .08 .09 .13 .03 .06 .30 .48 .3 | .25 .01 -. 03 -- 15 FDecrease in other debt to corporations and financial
intermediaries ------- -- ------------- .17 .15 .22 .10 -. 21 - 55 -. 06 -. 39 -. 26| -. 05 .14 - 01 .38 -. 24| -. 8 | -. 48 |Decrease in farm holdings by corporations and
financial intermediaries ---------------- - 19 -. 14 -. 08 -. 08 .03 .01 .00 .10 .18 .17 .19 .11 .08 .05 . 02| .00 MLess: Depreciation ----------------- .80 .83 .87 .94 1. 04 1. 05 1. 09 1.10 1. 24 1. 36l 1. 53 1.8 l 2. 05 2.19 2. 70l 3. 31Errors and omissions 7 ............. .41 _1. 42 -. 61 -. 89 -. 46 .86 _2. 31 _1. 98 _1. 25 _6. 10 -4. 92 _1.16| -3. 54 -2. 60| -l. 25 _ 1. t6

l Except for rearrangement and regrouping these data are substantially the same as other segments of individuals' debt have been allocated to the assets to which they per- Sthose published in table 6 of National Income issues of the Survey of Current Business. tain: viz, savings in savings and loan associations, insurance, and securities.
Statistical revisions of some of the series for years prior to 1939, however, have also been 4 Includes net purchases of nonfarm residences by prop~rictorships and patnerships.incorporated. 3f Includes purchases of used plant and equipment frons the U. S. Government.

2 Excludes armed forces leave bonds. 6 Includes farm dwellings.
3 Largely attributable to purchases of automobiles and other durable consumers' goods, 7 Exess of personal saving over sum of uses slpecifded above. CaT

although imcludimg debt arising from purchases of nondurable consumers' goods. The Source: Securities and Exchange Commission and U. S. Departmellt of Commere. An



56 FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT

Institutional depreciation.-Credits to depreciation reserves of
private nonprofit institutions, corresponding to depreciation charges
included among their current operating expenses (which are treated
in the national income statistics as personal consumption expendi-
tures).

Inasmuch as a business capacity is attributed to individuals in
connection with their acquisition and operation of residential dwellings,
all depreciation charges on individually owned fixed assets are
regarded as current business expenses, and the corresponding credits
to depreciation reserves appear in gross business saving, rather than
in gross personal saving.

Gross business saving.-The aggregate of net business saving and
capital consumption allowances by private business-i. e., the excess
of current receipts of private business over current expenses, before
provision for capital consumption.

Net business saving.-The sum of undistributed corporate profits
and the corporate inventory valuation adjustment. It should be
noted that net business saving, as presented here, is restricted to
corporations. In the case of unincorporated businesses, it is impossible
to establish satisfactorily any measure of retained earnings; the result
is that all net income of unincorporated enterprises is included in
personal income and, to the extent not consumed, in personal saving.

Undistributed corporate profits.-The excess of corporate earnings,
after provision for tax liabilities, over dividend payments. Only
earnings of corporations organized for profit axe covered. Earnings
are confined to those accruing to residents of the United States,
taking into account. the net international flow of dividends and branch
profits. Earnings are measured net of intercorporate dividends,
without deduction of depletion charges, and exclusive of capital gains
and losses. In other respects, the definition of earnings is in accord-
ance with Federal income tax regulations.

It should be noted, however, that the estimates on this basis also
differ from data reported by the Bureau of Internal Revenue in
Statistics of Income because the latter compilation for any given year
does not incorporate the results of audit of corporate tax returns, nor
does it reflect various other retroactive adjustments made subsequent
to its publication, such as renegotiation of war contracts, recomputa-
tion of emergency amortization, and tax adjustments resulting from
certain carry-back provisions of the income tax laws.

(See table III for a break-down of undistributed corporate profits
by major industrial groups.)

Corporate inventory valuation adjustments.-The excess of the
change, valued at average prices during the period, in the volume of
corporate inventories over the change in the book value of corporate
inventories. This is equivalent to the difference between a book-
value basis and a replacement-cost basis for charging of inventories
to cost of sales in the calculation of corporate profits. The item must
be credited to business saving because undistributed corporate profits
are recorded on the former basis, whereas the latter is appropriate in
an economic sense and corresponds to the value of the real change
in business inventories included on the investment side of the account.

(See table IV for a break-down of the corporate inventory valuation
adjustment by major industrial groups.)



TABLE III.- Undistributed corporate income, by industry, 1929-48 1

[Millions of dollars)

-J
1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 9144 1945 1946 1947 1948

All industries, total- 2,597 -3, 045 -5, 381 -1,998 -2, 428 -1, 619 -613 -284 -8 -906 1, 209 2, 398 4,921 5,136 6,153 6,128 3,803 8,132 12,073 13, 242

f Agriculture, forestry, and
fisheries -- 1 -47 -84 -77 -31 -50 -11 -18 -24 -23 -13 -6 16 19 23 26 35 70 79 97

Mining -78 -129 -250 -169 -88 -20 20 87 147 16 97 126 199 168 182 204 153 222 356 428
Contract construction - 42 8 -48 -111 -74 -47 -30 -22 -16 -6 -4 22 70 88 50 15 10 98 144 182
Manufacturing - 1,756 -1, 212 -2, 342 -2,525 -409 -130 225 552 578 -64 1, 217 1,912 3, 443 3, 071 3,481 3,590 1,858 4, 247 7, 653 8,147
Wholesale and retail trade 114 -566 -849 -977 -165 -37 -12 59 8 -85 216 353 734 713 838 886 977 2, 729 2,908 3, 283
Finance, insurance, and

real estate -72 -585 -904 -1, 046 -882 -653 -112 -486 -271 -174 -117 25 77 23 233 360 323 299 541 630
Transportation- 348 -222 -510 -534 -393 -445 -458 -266 -307 -412 -158 -80 299 862 1,029 746 245 -88 6 86
Communications and pub-

lic utilities -178 -250 -276 -320 -237 -161 -175 -113 -57 -93 13 63 58 110 170 1i4 95 271 163 208
Services ----- - 34 -19 -99 -227 -139 -66 -44 -53 -42 -43 -19 -5 35 91 154 164 165 301 255 211
Rest of the world 2 -24 -23 -19 -12 -10 -10 -16 -24 -24 -22 -23 -12 -10 -9 -7 -7 -58 -17 -32 -30

I Subsidiary industrial detail may be found In table 21 of national income issues of the Survey of Current Business.
Represents zero minus the gross outflow of branch profits to foreigners. Profits received by domestic corporations from foreign branches are excluded from this line and included

*n the industry of the recipient corporation. Data are not available on the industrial distribution of either the inflow or the outflow of branch profits.

TABLE IV.-Corporate inventory valuation adjustment, by industry, 1929-48 1
[Millions of dollars]

1929 1930 1931 1932 1933 1934, 1935 1936 1937 1938 1939 1940 1941 | 1942 1943 1944 1945 1940 1947 1948

All industries, total -472 3,260 2,414 1,047 -2,143. -625 -227 -738 -31 963 -714 -148 -2,617 -1,204 -773 -287 -561 -5,229 -5,987 -2,170

Agriculture, forestry, and
fisheries -. : -- ------- I l I ------

Mining- 6 122 64 23 -67 -4 -9 -16 0 11 -12 1 -17 -3 -3 -3 4 75 -69 69
Contract construction - 3 30 23 11 -22 0 -1 -3 -7 4 -4 -6 -14 -3 -4 -5 -3 -39 -109 -43
Manufacturing -301 2,215 1,585 655 -1,340 -457 -161 -478 -11 619 -471 -83 -1,654 -726 -552 -206 -413 -3,007 -3,796 -1,660
Wholesale and retail trade 152 804 663 318 -627 -143 -48 -226 34 309 -219 -37 -882 -455 -190 -55 1-l1 -1,881 -1,663 -193
Finance, insurance, and real

Transportation-7 63 46 24 -12 -12 -5 -9 -28 11 -5 -14 -30 -10 I -14 -12 -22 -144 -214 | 118
Communications and pub-

lic utilities-4 36 33 16 -35 -9 -3 -6 -19 9 -3 -9 -20 --7 -10 -6 -11 -83 -136 -87

Rest of the world ---- = ------- ------ ------- --------------- -------- ------- ------ ------- -------- -------- -------

I Subsidiary industrial detail may be found in table 22A of nationalincome issues of the Survey of Current Business.
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Capital consumption allowances.-The sum of business depreciation
charges, accidental damage to fixed business capital, and. capital
outlay charged to current expense. Although the term "charge,"
is carried over from corresponding entries in the relevant current
income and expense statements, it should be understood that as
components of gross saving these items are in the nature of credits to
reserves for consumption of fixed capital assets.

Business depreciation charges.-Charges recorded by private busi-
ness for the current consumption of durable capital goods. Deprecia-
tion on owner-occupied houses is included, since home ownership is
regarded in the national income statistics as a business. Depreciation
reported by business is not adjusted for changes in the replacement
value of capital goods, except for farm proprietors.

Accidental damage to fixed business capital.-The value of physical
losses by fire, natural events, and other accidents to fixed capital of
private business, not covered by depreciation charges.

Capital outlay charged to current expense.-Purchases of new durable
capital goods included in gross private domestic investment, but
charged to current expense by business rather than entered on capital
account.

Statistical discrepancy.-The excess, due to statistical imperfec-
tions, of gross investment plus the government deficit over the sum
of gross personal saving and gross business saving. With one qualifi-
cation, this difference is equivalent to the excess of the value of gross
national product estimated as a sum of. purchases of final products
over its independently estimated value computed by adding necessary
conceptual adjustments to the national income. The qualification
is that the discrepancy shown in table I also includes the excess of
wage accruals over disbursements, reflecting an inconsistency between
business saving and personal saving as to timing of retroactive wage
payments (which affect business saving as accrued and personal
saving as paid).

Uses of gross private savings.-The sum of gross investment and the
consolidated Government deficit (+) or surplus (-) on income and
product transactions.

Gross investment.-The sum of gross private domestic investment
and net foreign investment.

Gross private domestic investment.-The acquisition of newly
produced capital goods by private business and nonprofit institutions
and the value of the change in the volume of inventories held by
them. It covers all private new dwellings, including those acquired
by owner occupants.

New construction.-The value of private construction work put in
place within the continental United States. Work put in place in any
period may be defined as equivalent to the cost of materials installed
plus expenditures for labor and overhead and an allowance for con-
tractors' profits during the period. The estimates cover the erection
of structures of all kinds, including major additions and alterations,
together with nonstructural installations such as railroad lines, power
and telephone lines, and petroleum pipe lines. The value of equip-
ment which is an integral part of a structure, such as heating, plumb-
ing, and lighting equipment and elevators, is included, but other
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equipment, such as production nmachinery or furnishings, is not, and
maintenance and repair expenditures are also excluded.

It should be noted that the construction estimates shown in table
1 are more comprehensive than the estimates of new private con-
struction activity published in the Construction and Construction
Materials Industry Reports of the Department of Commerce. The
differences between the two series are fully specified in the footnotes
to table V, which provides a break-down of new construction by type.



TABLE V.-New private construction, by type, 1929-48 1

[Millions of dollars]

1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948

New private construction (National income
definition)

2 -
---- 7,824 5, 566 3, 561 1,668 1,142 1,420 1,890 2,783 3,687 3,309 4,899 5, 568 6,784 3,951 2, 549 2, 817 3,934 10, 258 13, 812 17, 892

New private construction activity-Of--
flce of Domestic Commerce ------- 7, 122 5,106 3,418 1,482 1,001 1, 221 1,648 2,486 3,274 2,941 3,808 4,190 1, 428 3,007 1, 744 1,823 2, 716 8, 213 11, 179 14,5168

Residential (nonfarm) -------- 2. 797 1.446 1.228 462 278 381 661 1. 131 1.172 1,111 2, 114 2,351 2, 761 1,313 610 131 684 3, 183 1, 260 7, 223
Nonresidential building, except farm

and public utility -- 2, 822 2,099 1,104 499 404 455 472 712 1,088 764 785 1,028 1, 486 635 232 350 1,014 3, 346 3,131 3, 578
Industrial ---- 949 532 221 74 176 191 1518 266 492 232 254 442 801 346 156 . 208 642 1, 689 1, 702 1,397
Commercial 3_------------------- 1,296 1,020 483 231 135 177 217 298 400 298 304 365 427 164 34 59 210 1,162 878 1, 267
Institutional '- 3501 343 243 121 43 41 52 85 112 119 112 134 158 79 22 46 88 268 389 591
Other 5 -------------- 227 204 117 69 10 46 41 63 84 111 111 87 100 46 20 37 74 227 162 323

Public utility -1,624 1,168 987 482 214 312 331 414 589 470 683 771 872 786 5170 723 827 1, 374 2,338 3, 262
Farm construction---------- 279 193 97 39 69 93 176 189 225 196 226 236 303 271 292 213 191 310 410 100

Residential ------------ 147 107 19 26 43 14 96 104 118 104 120 127 174 144 185 136 116 212 210 271
Nonresidential -132 86 38 13 26 39 80 85 107 92 106 109 129 127 107 77 75 138 200 .225

Construction expenditures for crudeI I I
petroleum and natural gas drilling- _1 302 260 145 186 137 199 242 297 413 368 366 401 423 304 341 124 198 651 17731 1,049

Additional construction activity e- (7) (7) 7) (7) (7) (7) (7) (7) (7) (7) 721 7 71 931 640 460 470 62 5 1,531 1,860 2, 280

I The data presented here correspond to estimates of new construction activity prepared ° Consists of the following items omitted from Office of Domestic Commerce estimates
by the Construction Division of the Office of Domestic Commerce, Department of Com- of construction activity for definitional or statistical reasons, but properly belonging in
merce, except for the addition of construction expenditures for crude petroleum and new construction as a component of gross national product: Major additions and alter-
natural gas drilling and certain other items as specified in note 6; and except-also for ations to residential buildings, profit margins of residential builders, residential land
the fact that certain revisions of the Office of Domestic Commerce estimates for years development costs, settlement and allied charges, engineering and architectural fees,
prior to 1939 have not yet been incorporated in the National Income series. and the value of construction of a few minor types of nonresidential structures.

2 Data for 1929-38 are not strictly comparable with those for 1939-48; see note 6. No estimates of these additional items are as yet available for years prior to 1939, and
I Consists of warehouses, office and loft buildings; stores, restaurants, and garages; and the figures shown for 1939-48 are interim estimates'subject to further revision and re-

hotels. finement.
4 Consists of religious, educational, and hospital and other institutional. An exact break-down of the additional items by type of construction is not yet avail-
5 Consists of social and recreational, and miscellaneous. able, but the great bulk relates to residential construction.

7 Not available.
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Producers' durable equipment.-The value of newly produced capital
equipment acquired by business, other than items representing integral
parts of structures. In general, all equipment having an estimated
useful life of 3 years or more is here regarded as durable. (Table VI
gives a break-down of producers' durable equipment by type.)

Change in business inventories.-The change, valued at average
prices during the period, in the volume of raw materials, goods in
process, and finished goods held for sale in the possession of private
businesses. A sharp distinction must be drawn between the value of
the physical change in inventories, as here defined, and the change in
the book value of inventories as customarily reported in business
balance sheets. (Table VII provides a break-down of changes in
business inventories by major industrial categories, both in terms of
book value and in terms of real changes, valued at current prices.)

Net foreign investment.-The net change in international assets and
liabilities, including the monetary gold stock, arising out of the
current international flow of goods and services, factor incomes, and
cash gifts and contributions. Net -changes in foreign claims and
liabilities of 'the Government, as well as of private business and
individuals, are included. (See table VIII for a summary of. net
foreign investment by major types of capital movements.)



TABLE VI.-Producers' durable equipment, 1929-45 CD
[Millions of dollars]

1929 1930 1931 1932 1933 1944 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945

Total producers' durable equipment - 6, 438 4,926 3,162 1, 781 1, 783 2, 531 3, 351 4,531 5,444 3,975 4,577 6,108 7, 676 4,857 4,082 5,706 7, 545 0

Special industry machinery- 550 399 300 182 198 256 329 435 503 378 405 511 619 601 576 716 853 m2
Mining Machinery -- -------------------- 107 60 26 20 24 38 59 100 114 72 77 114 242 146 113 168 204 .
Construction machinery -135 106 61 17 14 28 46 80 105 85 82 129 177 159 164 180 254
Metal-working machinery -279 160 87 38 46 81 131 197 192 159 228 449 530 408 331 170 325 )
Pumps and pumping equipment -147 118 80 46 40 38 61 96 124 101 108 150 213 196 178 239 314 M
General and miscellaneous machinery and equip- 0

ment ----------------------- 581 414 312 179 171 237 316 431 508 36 406 467 546 409 401 478 676 ~-3
Engines aid turbines - 65 55 32 15 12 20 28 40 51 32 36 48 68 57 72 73 91
Farm machinery and equipment ------------------- 393 366 189 126 129 142 221 274 344 327 292 375 495 517 383 606 744
Tractors -175 161 99 46 23 58 121 192 254 184 175 236 316 234 170 380 424
Electrical apparatus and equipment --- 480 376 260 119 87 143 207 264 422 281 352 556 652 451 395 635 724 m2
Office machinery -154 107 75 53 52 64 83 103 129 109 115 145 200 170 119 174 234 3
Nonresidential furniture and equipment -514 411 278 164 141 192 208 246 307 261 285 341 425 329 277 282 348 :P
Professional and scientific equipment -91 8 454 35 29 33 44 65 80 62 80 83 104 84 118 134 145 0
Tools -6---------------------- 8 68 45 30 34 44 51 61 74 57 65 89 128 82 122 178 160
Durable containers ----------------- 167 141 99 76 87 ill 113 132 166 122 136 143 161 152 197 182 220 t-,
Miscellaneous subsidiary durable equipment ---- 349 303 226 157 150 183 214 267 292 247 282 323 395 208 117 139 235 '3
Business motor vehicles --- 1, 656 1,093 753 407 493 709 977 1, 264 1,312 836 1,142 1,418 1, 746 309 394 501 988 <
Railroad and transit equipment --- 391 387 94 52 33 118 125 230 383 162 200 353 463 461 287 385 378 O
Ships and boats- 75 109 83 18 12 21 9 57 65 122 88 145 194 233 312 267 289
Aircraft - --------------------------- 41 17 9 1 8 15 8 7 19 15 23 39 35 6 0 0 12
Less: Government purchases, not allocable 1 ----- ------- 6 33 355 644 181 73 '

03
I Consists of certain Defense Plant Corporation purchases included mainly in special industry machinery, general and miscellaneous machinery and equipment, engines and turbines, O.

pumps and pumping equipment, electrical apparatus and equipment, professional and scientific equipment, and tools. X

C



TABLE VI.-Net change in business inventories, 1929-48
[Millions of dollars]

1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948
________ _ _ _ ___ 0

Net change in business inventories, o
total- - i 1, 562 -283 -1,361 -2,163 -1, 619 -1,144 901 1,004 2,309 -973 441 2, 275 3,874 2,065 -922 -809 -746 6, 711 71 6,455 w

Farm---22 -249 308 36 -271 -1,317 478 -1,111_ 54 140 97 240 418 1,309 -420 -141 -148 -228 -2,162 1,324 12
Nonfar-n-1,8-- --- 14 -34 -1,069 -2 599 -1,348 173 427 2,111 1,0 74 -1,113 344 2,035 3,416 76 -102 -264 -5198 6,939 2, 233 1,131

Net change in nonfarm inventories- 1,814 -34 -1,669 -2, 599 -1,348 173 427 2,115 1, 764 -1, 113 344 2,031 3,416 716 -102 -264 -198 6,939 2, 233 1,131
Corporate --- 191 -1, 140 -1,|816 -871 182 217 1,19 1,20 -920 211 1,6 3 3,161 470 -457 -1,070 -1,2027 6,001 2,807 4,117
Noncorporate------------ 216 -221 -120 -783 -477 -9 210 126 244 -103 93 402 211 286 -41 806 420 938 -664 984 M

Chance in book value ------ 1, 200 -4,049 -4. 694 -3,0941 1,320 812 704 2,973 1,824 -2. 297 1, 224 2. 235 6. 677 2.332 421 93 79 14, 054 9,836 7,698 0
Corporate -. 1086 -3,069 -3, |13 -2, 8 3 1, 272 807 444 2,327 1,11 -1,883 961 1, 781 -, 782 1, 074 316 73 -463 114 230 8, 854 6,317 2
Noncorporate -------- 114 -950 -1,131 -1, 078 48 41 260 6i46 273 -414 219 414 8951 618 109 876 042 2, 824 912 1,3381

Inventory valuation adjust-
ment ------------- 614 4,011 3, 021 1, 342 -2, 668 -679 -277 -818 -60 1,184 -850 -200 -3, 261 -1,1576 -927 -317 -677 -7,111 -7. 603 -2,1567 0

Cororrate -- a s 472 3,210 2.414 1,047 -2,143 -621 -227 -738 -31 93 -714 -148 -2,617 -1,204 -773 -287 -164 -1,229 -5,917 -2,170 m
Noncorporate-------------- 142 711 1 291 -121 -14 -10 -120 -29 221 -166 -12 -644 -372 -114 -70 -113 -1,886 -1,616 -397 H

Net chance in nonfarm inventories by
indiustrial groups------------1,814 -34 -1,669 -2,199 -1,345 173 427 2,111 1, 764 -1, 113 344 2, 031 3,416 716 -102 -264 1908 6,639 2, 233 1,131 90

Manufacturing -911-------- i 747 -194 -1, 111 -178 136 213 1,091 1,344 -831 214 1, 274 2,321 1,1152 247 -814 -1,117 3, 242 998 2,1156
Change in book value -1..... 98 -1,113 -2,239 -1, 886 82 9 8 ,16130-,28 73133 403 233 826 -193 -1, 122 6, 102 1,046 4, 24 -~
Inventory valuation adjust- H

ment ------------- 313 2,300 1,641 691 -1,406 -462 -168 -491 4 637 -499 -89 -1, 732 -771 -179 -221 -431 -3, 260 -4. 048 -1.1687
Wholesale trade ----------- 31 14 -413 -171 -89 66 1 286 210 -198 77 162 168 -188 -289 264 142 906 812 893

Change in book value ------- 74 -127 -832 -318 268 226 9 487 70 -403 236 117 794 -316 -128 293 649 2,110 1, 970 817 0IT
Inventory valuation adjust- .

ment------------- - 101 181 419 183 -317 -160 -8 -291 140 201 -119 1 -626 -272 -161 -29 -104 -1, 244 -1, 118 76 Po
Retail trade --- -------- - 260 -833 -377 -753 -481 -47 313 703 64 -187 118 575 101 -272 -336 191 2S8 2,191 200 1,1156 90

Change In book value------- 87 -1,390 -1,148 -1,136 223 -16 394 831 209 -490 .312 616 1,309 234 -181 269 382 4,407 1,941 2,1315
Inventory valuation adjust- -0 11 -8 -4-,1 171 -7

ment------------- - 173 817 771 383 -708 -31 -81 -126 -141 303 -194 -81 -8089 -0 11 -8 -4-,26-,75 -7
All other -------------- - 612 -302 -2851 -116 -396 18 -100 31 146 -97 -65 24 426 64 -124 91 129 - 600 223 126

Change, in book value------ 1589 -179 -471 -601 1 44 -80 69 201 -136 -37 59 121 91 -88 124 173 991 871 103
Inventory valuation adjust--9 -4 -9 62 -7

ment ------------- 23 277 190 81 -197 -26 -20 -38 -59 39 -25 -31 -95 -27 -36 -9 -4 -9 62 -7

0c
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TABLE VIII.-Net foreign investment, 1929-48 1

[Millions of dollars]

1929 1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948

Net foreign investment - 771 690 197 169 160 429 -54 -93 62 1,109 888 1, 009 1,124 -207 -2,245 -2,099 -1, 438 4,672 8,898 1,901

Net long-term capital
movemente t 2 -'------ 240 221 -215 -257 -77 -200 -436 -777 -521 -97 -27 73 642 159 147 -21. 1,399 3,603 7,741 2,217

Net short-term capital
movement - . 4 479 637 446 419 -222 -1,072 -431 -356 -344 -1,470 -1, 630 389 -67 -1,225 -356 -1, 915 851 -2 -604

Change in gold stock - 143 310 -133 53 -131 1,266 1,822 1, 272 1,364 1,799 3,174 4,243 719 -23 -757 -1,350 -548 623 2,163 1, 530
Errors and omissions - 384 -320 -92 -73 -61 -415 -368 -157 -425 -249 -789 -1,277 -626 -276 -410 -372 -374 -405 -1,004 -1,242

o The data presented here constitute only a bare symnary of net foreign investment in terms of major types of capital movements. For greater detail, the following publications
of the Department of Commerce should be consulted: 1929 through 1939-The United States in the World Economy; 1940 through 1944-International Transactions of the United
States During the War, 1940-1945; 1945 through 1948-The forthcoming Balance of International Payments of the United States, 1946-48.

2 Positive figures indicate net increases in United States claims on foreigners or net decreases of United States liabilities to foreigners; negative figures indicate net decreases in
United States claims on foreigners or net increases of United States liabilities to foreigners.

3 Represents the difference between the sum of the components listed above and the net International flow of goods and services, factor incomes, and cash gifts and contributions,
as reflected in the current account of the United States balance of international payments. The latter is regarded as the more nearly correct measure, and the difference is assumed
to represent unidentified capital movements.

It should be noted that the item "Errors and omissions" as shown here differs during the period 1941 through 1946 from that indicated in the official balance-of-payments statistics.
This arises from the fact that the latter are compiled in terms of an area embracing United States Territories and possessions, whereas the national-income statistics are confined to the
continental United States. In most years, this inconsistency has been ignored, but from 1941 through 1946 explicit adjustment has been made in the current account and in net foreign
investment for large Federal Government expenditures in United States Territories and possessions. Data on the corresponding capital movements are not available, however, and
the adjustmentis here included among errors and omissions.
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Government deficit (+) or surplus (-) on income and product
transactions.-The excess of Government purchases of goods and
services (other than land and second-hand fixed assets), transfer
payments, net interest paid by Government, and subsidies less current
surplus of Government enterprises over personal tax and nontax
receipts, corporate profits tax accruals, indirect business tax and
nontax accruals, and contributions for social insurance. This is
equivalent to the sum of net changes in private (including foreign)
claims upon the Government less the sum of net changes in private.
(including foreign) liabilities to the Government, and less also the
change in the monetary gold stock, excluding from all such changes
those arising from transactions in land and second-hand capital
assets.

The Government deficit as here defined does not correspond closely
either with changes in public debt or with budgetary deficits as usually
reported. The following comments as to the nature of the differences
are confined to the Federal deficit, but are suggestive also of differ-
ences at the State and local level.

The Federal deficit on income and product transactions may be
compared with three familiar measures broadly similar to it in general
character-the change in the gross public debt, the budgetary deficit,
and the Treasury's cash operating statement. It differs substantially
from all three in the timing of certain transactions, most notably of
business tax receipts, which it reflects on an accrual rather than a
cash-collections basis.

Apart from this, it differs from changes in the public debt primarily
in taking account of Government liquid assets and loans receivable,
as well as of gross debt; in covering not only United States securities
but other types of Federal liabilities, such as accounts payable of
Government corporations; and in eliminating interagency holdings,
such as public-debt issues held by social-security trust funds.

Apart from timing, it differs from the budgetary deficit primarily
in excluding lending operations and other capital transactions from
current receipts and expenditures, and also in that it reflects on a
consolidated basis transactions not only of the general and special
accounts of the Treasury but also of numerous trust funds and special
deposit accounts treated as separate entities in the official budget
document.

Apart from timing, it differs from the cash operating statement,
which, unlike the budget, is a consolidated statement of transactions
clearing through the Treasury, chiefly in its exclusion of loans and
other capital transactions from current receipts and expenditures.

Like all three of the above measures, the deficit on income and
product transactions is predicated upon a classification of the Federal
Reserve banks as entities distinct from the Federal Government
proper. In the national income statistics, these institutions are
treated as part of the private banking system.

SYNOPSIS OF TRENDS IN SAVING AND INVESTMENT

A thorough analysis of the data presented in table I is far beyond the
scope of this memorandum, which has the more modest objective of
indicating the nature of the data, their general significance, and their
limitations. A brief summary of salient trends in saving and invest-
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ment during the past two decades, however, may be useful in suggest-
ing the direction which more elaborate inquiries might take.

The outstanding feature of the data is the extreme volatility of the
various series over the course of the business cycle and under the
impact of war. Gross private saving ranged from less than $3,-
000,000,000 in 1932 and 1933 to nearly $57,000,000,000 in 1944. As a
percentage of gross national product, it varied from 5 percent at the
depth of the depression to 27 percent in 1944. Equally striking
fluctuations are apparent among the various components of private
saving, as well as in the principal uses to which it has been put. The
highly dynamic relationship of these factors to the functioning of the
economy, in short, is revealed by even the most cursory comparison of
table I with estimates of national income and product over the same
period.

Total gross private saving in 1929, the first year for which data are
available, amounted to 15% billion dollars, or about 15 percent of gross
national product. It declined precipitately, both absolutely and in
relation to the Nation's output, during the next several years of
mounting depression, reaching the low levels cited above in 1932 and
1933. Conversely, as business recovered, total private saving in-
creased much more rapidly than national product, except from 1936
to 1937. A reason for the interruption in the growth of total private
saving in that year may have been the impact of large new Federal
social-security programs, which had the effect of diverting substantial
sums from private saving into Government trust funds. Although
savings of these social-insurance funds are held on behalf of specified
classes of individuals, they are reflected in table I as part of the
Government surplus, rather than in personal saving.

Again in the 1938 recession and subsequent recovery, gross private
saving exhibited disproportionate movements as compared with
general business indicators. By 1940, it was at approximately the
1929 level, both absolutely and as a percentage of gross national
product.

Throughout the next 5 years, the Federal Government's war
financing exerted an overwhelming influence upon the level and
character of private saving, which mounted to an unprecedented
dollar volume. From 1942 through 1945, gross- private saving av-
eraged 25 percent of gross national product. Most of it, however,
was embodied in private holdings of public-debt obligations, and
national (including public) saving was extremely low during this period
when maximum resources were devoted to prosecution of the war.

This can be seen most readily through a slight rearrangement of
the information in table I. As it stands, the table shows private
saving on the one hand and private investment, including changes in
net claims upon the Government, on the other. For some purposes,
however, it would be more meaningful to transfer the Government
deficit-to the opposite side of the account (changing its algebraic sign)
so as to show gross national (including public) saving in comparison
with consolidated gross investment. The latter figure is already
shown in table I, and would also represent the aggregate of gross
national saving (including the statistical discrepancy) if private and
Government saving were consolidated as suggested above. Such a
rearrangement would place greater emphasis on the low rate of total
national, as distinguished from private, saving during the war. This
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emphasis would be diminished, of course, by introduction of an
allowance for Government capital formation, but a strong contrast
with the movement of private saving alone would remain.

Gross private saving in 1946 and 1947 was dominated by aftermath-
of-war developments. Perhaps the most noteworthy of these was
the extraordinarily high rate of consumption, as consumers who, as a
whole, were in an extremely favorable liquid position, attempted to
make up for consumption which they had had to forego during the war.
Private saving, as a result, was somewhat low, especially in 1947, in
comparison with other periods of correspondingly high investment and
production. The deficiency of private saving relative to gross invest-
ment was made possible through release of funds-by the Government,
which used its surplus primarily to retire privately held debt and to
finance foreign purchases in the United States. By 1948, the rate of
consumption had receded to a more normal level, and gross private
saving represented about the same proportion of gross national product
as in such other relatively prosperous years as 1929 and 1940.

Both personal saving (net) and net business saving have exhibited
more volatility in the business cycle than the gross aggregate, owing
to the weight in the latter measure of relatively stable capital con-
sumption allowances. The two net saving components have followed
substantially similar trends over the business cycle, although fluctua-
tions in net business saving have been somewhat more pronounced.
Their respective reactions to the impact of war, however, diverged
widely, largely because of Government policies.

Personal saving has amounted to 4 percent or more of the national
income in relatively prosperous peacetime years (except 1947, when,
as an aftermath of the war, consumption was abnormally high), and
has ranged downward to very small amounts in periods of depressed
business activity. In fact, fairly substantial personal dissaving
occurred in 1932 and 1933.

At the other extreme were the war years, when exceptional circum-
stances brought personal saving to unprecedented levels (averaging
18 percent of national income from 1942 through 1945). On the one
hand, scarcities of consumer goods and services created by diversion
of resources to the war effort, together with Government price controls
and rationing, greatly restricted outlets for consumption; and on the
other, individuals were strenuously exhorted to invest in Government
bonds for patriotic reasons. Very large amounts were in fact so
invested, as may be seen from table II, which also shows that accumu-
lation of currency and bank deposits absorbed most of 'the remaining
personal saving during the war. years. Since the latter development
reflected Government payments to the public of funds created through
borrowing from banks, the entire excess of personal saving over normal
rates during this period was linked to deficit financing of the war
program.

After the postwar dip in 1947, saving recovered in 1948 to a propor-
tion of national income closer to the ratios which had obtained in other
periods of peacetime prosperity.

Net business saving (here confined to undistributed corporate profits
after adjustment to reflect charges of inventories to cost of sales on a
replacement-cost, rather than a book-value, basis) has averaged in the
neighborhood of 3 percent of the national income in prosperous nonwar
years. Under less favorable conditions, it has been much lower, and
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was harder hit during the depression than personal saving. Total
corporate profits after tax were negative only in 1931, 1932, and 1933,
but aggregate dividends exceeded profits after tax throughout mostof the 1930's, with the result that net business saving was negative
from 1931 through 1937. The dissaving was especially pronounced
in 1932 and 1933, but occurred on a material scale also in 1931 and
1934.

By 1940, net business saving again approached 3 percent of the
national income. Unlike personal saving, it did not increase propor-
tionately during the war, due chiefly to. restrictive action by the
Federal Government in the form of price controls, high excess-profits
taxes, and renegotiation of war contracts. In spite of the removal or
mitigation of major government restrictions following the end of the
war, net business saving declined, as reconversion problems and wide-
spread industrial disputes exerted considerable restraint upon corpo-
rate profits and net savings. In 1947 and 1948, however, net business
saving increased markedly, and in the latter year exceeded its 1929
proportion of the national income.

That portion of gross private saving represented by capital consunip-
tion allowances remained relatively stable throughout both cyclical
and wartime fluctuations. It should be noted, however, that this
picture would be considerably altered if satisfactory estimates of de-
preciation on a current replacement-cost basis were available. In
general, the substitution would tend to widen the amplitude of cyclical
fluctuations of depreciation allowances, with opposite effects upon net
saving, both business and personal. Even so, depreciation wouldremain substantially less volatile than other components of gross
savings, since it is a function of the entire outstanding stock of depre-
ciable assets-a magnitude not susceptible to proportionately large
annual changes.

Volatility in the business cycle and in war remains the most im-pressive characteristic of the data, of course, if we turn our attention
to the investment side of the account. Gross investment absorbed
some 16 percent of the Nation's output in 1929. It fell much more
sharply than the latter with the onslaught of depression, so that the
ratio had declined to 2 percent by 1932; and throughout the early
stages of business recovery, the 1938 recession, and subsequent ex-
pansion preceding the war, changes in gross investment were propor-
tionately greater than in gross national product, of which it represented
about the same share in 1940 and 1941 as in 1929.

This share was drastically reduced after 1941 by diversion of re-
sources to Government use for prosecution of the war effort. It should
not be forgotten, however, that exclusion of Government capital for-
mation results in a serious understatement of additions to the Nation's
productive facilities during the war years. Gross investment as here
defined rebounded very quickly with cessation of hostilities, as busi-
ness hastened to restore the wartime impairment of capital equipment
and to expand facilities for civilian production. In the first three
postwar years, it was sustained in record dollar volume, both abso-
lutely and as a percentage of gross national product.

Inasmuch as net foreign investment has averaged only about 6
percent of the Nation's total investment over the past two decades,
the foregoing r6sum6 of gross investment is substantially descriptive
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also of gross private domestic investment. Since historical trends in
the latter for the corporate sector of the economy are the subject of
a separate section of this monograph, they will be passed over here
without further comment, except to call attention to the sensitive role
of business inventories. Changes in inventories have almost invari-
ably tended to exaggerate the cyclical, wartime, and aftermath-of-war
fluctuations in other components of gross private domestic investment.

Net foreign investment has comprised an important, but rarely a
preeminent, segment of aggregate gross investment. Only in 1947,
when it included exceptionally large foreign loans by the Federal
Government, did it exceed one-fifth of the total. The fact that net
foreign investment has been positive in nearly all peacetime years
attests the persistence of an export surplus. In the decade before the
war, it was financed in large measure by shipment of gold to this
country, while in recent years government loans have predominated.
By and large, private foreign investment in the form of long-term
loans has been a minor factor throughout most of the period since 1929.

The Federal deficit during these two decades reflects the well-
known history of deficit financing, first during the great depression,
then, on a grand scale, of the war program. Surpluses since the war
have been employed primarily for retirement of privately held public
debt obligations and for loans, which are excluded from expenditures
in the calculation of the deficit and are reflected in the consolidated
statement in various components of gross investment-notably in
net foreign investment. It should be emphasized again, as more
fully explained in the preceding section of definitions, that the deficit
(or surplus) as shown here represents a comprehensive summation of
net changes in government liabilities, claims, and holdings of monetary
metal arising from income and product transactions, and does not
correspond closely to either the budgetary deficit or changes in the
public debt.

Trends of State and local government deficits have been quite
dissimilar to those at the Federal level. The political subdivisions
in the aggregate have incurred deficits on income and product account
during the years under review only from 1929 through 1932 and in 1948.

State and local governments as a whole were prevented from
incurring deficits from 1933 through 1940 only by large-scale Federal
assistance in the form of grants-in-aid, beginning in 1933. Surpluses
were accumulated largely in the form of cash and deposits and trust
and sinking fund investments, with only minor amounts used, on
balance, for debt retirement.

The State and local surpluses were quite large from the beginning
of the war through 1946, reflecting the expansive influence of a war
economy upon many types of revenue at a time when shortages of
materials and manpower forcibly restricted expenditures. Some of
the surplus was used for debt retirement, but much more was invested-
in Federal securities or accumulated in deposits to establish reserves
for financing of postwar capital outlays.

Consummation of these plans, together with the effects of inflation
upon operating costs, brought about a sharp shift in the fiscal position
of State and local governments after the war. By 1948, their oper-
ations showed a deficit (as defined for national income purposes).
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SECTION 2. SOURCES AND USES OF CORPORATE FUNDS

The above discussion is centered on gross savings and investment
for the whole economy. Because of the aggregative nature of the
statistics, it was not possible to show the investment demands of
particular sectors of the economy and the way in which the various
sectors financed their capital requirements; In order to do so it
would be necessary to prepare more detailed data on sources and uses
of funds for the major economic groups such as consumers, mmn-
corporated business, corporations, government, and foreigners and
for the more important subgroups. Such detail is not now available
on a satisfactory basis over an extended period of time, but it is
possible to depict the volume and nature of capital requirements and
the methods of financing these requirements for one of the most
important of these groups-corporate business-in the postwar period.

Estimates of postwar sources and uses of corporate funds are pre-
sented in tables IX and X. These data refer to nonfinancial business
corporations only-that is, they exclude banking and insurance
companies which are primarily suppliers of capital funds for business
or intermediaries in the flow of savings from consumers to business.
Tables XI and XII present other data relevant to the financing of cor-
porate capital requirements.

TABLE IX.-Sources and uses of corporate funds, 1946-49 1
[Billions of dollars]

Annual First half

1946 1947 1948 194S 21949

Uses:
Plant and equipment - -11.6 15.0 17.3 8.0 8.4
Inventories (book values) - - - 11.2 8.9 6. 3 3.5 -1.6
Receivables - -- 4.8 5.7 2.3 5 -2.4

From business - -5.1 4. 2 .8 .1 -1.8
From consumers ------------------------ 1.7 1.7 1.4 .3 -. 7
From government - -- 2.0 -. 2 .2 .1 +.1

Other current assets- -. 7 -.-1 (3) (-) (2)

Total -26.9 29.5 25.9 12.0 4.4

Sources:
Retained profits 4_______________----------------- 7. 7 11.4 12. 5 6. 7 4. 5
Depreciation - -4.2 4.9 5.5 2.7 2.9
Cash and deposits - -- 1. 1 -1. 3 .1 .2 .1
U. S. Government securities 5.8 1.5 -. 1 .8 -. 4
Payables -- ---------------- 4.0 2.6 .9 -1.4 -2.4
Federal income-tax liability -1.6 2. 7 .9 .4 -1. 0
Other current liabilities - -1.8 .6 () -. 4 -. 2
Bank loans (excluding mortgage loans) -- 3. 3 2. 6 1.2 -. 1 -2. 1

Short-term - -1.9 1.5 .5 -. 3 -1.7
Long-term - -1.4 1.2 .6 +.2 -. 4

Mortgage loans - -6 .8 .7 .4 .3
Net new issues - -2.3 4.4 6.0 3.2 3. 3

Stocks - -1.3 . 1.3 1.2 .8 .7
Bonds - -1.0 3.1 4.8 2.4 2.6

Total -27.0 30.2 27. 7 12.5 5.0

Discrepancy - ------- .--- -.1 -. 7 -1.8 -. 5 -. 6

X Excluding banks and insurance companies.
2 All data for the first half of 1949 are partly estimated.
I Less than $50,000,000.
4 Including depletion. No data are available on retained earnings in the second quarter of 1949. Above

estimate assumes a moderate reduction from the first quarter.
Source: U. S. Department of Commerce estimates based on Securities and Exchange Commission and

other financial data.
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TABLE X.-Changes in corporate securities outstanding and in their ownership,.
1946-49

[Billions of dollars]

Annual
First half

1946 1947 1948 1949

Net issues ' by industry group:
Industrial and miscellaneous -2.5 2.4 2.9 1.5
Public utility (and telephone)- .3 2. 2 3.0 1. 8
Railroad ---- ------------------------ -. 5 -.1 .2 .1

Net purchases 2 by various groups:
Commercial banks -. 3 0 -. 5 .I
Mutual savings banks -. 2 .3 .5 .3
Life-insurance companies -2.0 3. 2 4. 3 1.6
Foreigners --------------------------------- -. 2 -. 2 -. 2 0
Domestic individuals, etc-0 1.3 2.0 1. 4

' New issues less retirements.
2 Purchases less sales.

Source: U. S. Department of Commerce estimates based on Securities and Exchange Commission and
other financial data.

In analyzing the information given in table IX, several points should
be borne in mind. In the first place, total sources of funds should
equal total uses or disposition of funds for any given sector of the
economy as well as for the economy as a whole. As was pointed out
above in connection with the estimates of gross national savings and
investment, however, errors in estimation ordinarily give rise to some
discrepancy between sources and uses.3

Secondly, it should be noted some items may be sources or uses in
different periods, depending on the direction of change in the par-
ticular component. For example, a reduction of United States, se-
curity holdings, 'as in 1946, is a source of funds making cash available,
whereas an increase in such holdings constitutes a use of funds by
corporations. On the other hand, an increase in trade debt ("pay-
ables") of corporations is a source of funds, while a decrease requires
financing and hence is a use of funds. A minus sign in the table
indicates that an item which for convenience has been classified as a
source of funds is in that year a use of funds, and conversely.

Finally, it should be pointed out that some of the uses shown in
table DC merely mirror a corresponding source and hence do not. indi-
cate a net increase or decrease in financing requirements of corpora-
tions. For example, if a corporation sells goods to another corpora-
tion on open book account, both corporate receivables and payables
rise by the same amount. Thus, for corporations as a whole, only
the net increase in receivables constitutes a capital requirement for
which means of financing must be found. Such a net increase or
decrease is, of course, possible because corporations deal not only
with other corporations but with Government, foreigners, unin-
corporated business, and consumers.

Bearing these considerations in mind, it is possible from the data
presented in the accompanying tables to analyze the sources of and de-
mand for corporate funds in the postwar period. Where possible,
trends in the investment of capital and financing of capital require-
ments will be placed in historical perspective and discussed in rela-
tion to their effect on the financial position of corporations.

Apart from these errors, there are additional factors leading to such a discrepancy. See discussion in
Business Financing in the Postwar Period, Survey of Current Business, March 1948. It will be noted that
the estimated uses of corporate funds to finance plant and equipment expansion are not strictly comparable
with the over-all plant and equipment figures presented elsewhere in this report. The differences are pri-
marily conceptual though partly the result of different estimating techniques.
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POSTWAR TRENDS

American corporations emerged from the war with a huge demand
for new capital to finance expansion of facilities for peacetime pro-
duction, additions to inventories, and other working capital.
Postwar capital requirements of $90,000,000,000

Over the 3% year period from the end of 1945 to mid-1949, an
unprecedented volume of $90,000,000,000 was raised for these pur-
poses. Corporations spent $52,000,000,000 to finance facilities ex-
pansion. An additional $25,000,000,000 was used in adding to
inventories, while higher book credit to trade customers and con-
sumers accounted for $10,500,000,000.

As has been generally true in the past, capital requirements were
financed chiefly from internal sources. Retained profits from oper-
ations accounted for $36,000,000,000 and reserves for depreciation
were increased by about $17,500,000,000.

In view of their highly liquid position at the termination of the
war, corporations were able to finance part of capital requirements
through a reduction of $4,500,000,000 in their liquid assets. In the
process of expanding their volume of business, corporations increased
their trade debt by $5,000,000,000 over the 3%2-year period. As was
mentioned above, this source of funds reflected in large part the
extension of credit to other corporations. It may be noted, therefore,
that the net increase in receivables over this period amounted to
$5,500,000,000, representing the extension of corporate credit to other
sectors of the economy, primarily unincorporated business and
consumers.
$23,000,000,000 raised through loans and security sales

In addition to funds available through the current operations of
business, corporations raised approximately $23,000,000,000, or one-
fourth of total requirements, by borrowing from banks and other
institutional lenders and by selling securities in the capital markets.

The net increase in bank indebtedness from the end of 1945 to June
1949 amounted to about $5,000,000,000, as long-term loans rose by
about $3,000,000,000 and short-term loans payable within a year
increased by about $2,000,000,000. In addition, long-term mortgage
indebtedness of corporations was expanded by $2,000,000,000.

On the securities markets, corporations realized about $16,000,000,-
000 from the excess of bond and stock sales over the retirement of such
issues. Net new stock issues amounted to $4,500,000,000, while bond
sales accounted for the remainder, or $11,500,000,000.

On an over-all basis, it appears that corporations experienced
comparatively little difficulty in financing these huge capital needs
of the postwar period except possibly for equity money. While
interest cost on borrowed funds was generally slightly higher than the
wartime low, rates were maintained at levels which were quite low in
historical perspective and were substantially less than the prosperous
years of the twenties. It is true that the ratio of corporate earnings
to common-stock prices-one index of the cost of raising equity
capital-rose sharply in the postwar period, but by mid-1949 the ratio
was not much different from the level prevailing during the mid-
twenties. While the earnings-price-ratio for industrial stock issues
is somewhat higher than in that period, the situation is reversed in
the case of railroads and public utilities.
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Capital requirements reduced in 1949
A sharp reduction in the demand for capital funds by corporations

occurred in 1949, reflecting the basic adjustments which were experi-
enced in the general business picture. The contrast between the
,first 3 postwar years and the first half of 1949 is clearly reflected in
table IX. In each of the first 3 years, total capital requirements were
at or near record levels, ranging from $26,000,000,000 to $30,000,000,-
000 annually, as large-scale facilities expansion and increases in re-
ceivables and inventories required additional financing.

Plant and equipment outlays continued heavy through the first
half of 1949, but the upward trend in inventories and receivables,
which had tapered off in 1948, was reversed in 1949. Whereas in the
first half of 1948 the increases in these latter items called for $4,000,-
000,000 of new financing, in the first half of 1949 reductions of inven-
tories and receivables amounted to about $4,000,000,000, accounting
for a total drop of $8,000,000,000 in uses of corporate funds. The
decline in inventories followed upon the adoption of cautious buying
policies by business as sales leveled off in the latter part of 1948 and
then declined after the turn of the year. Part of the reduction in
book value of inventories reflected the lower prices at which replace-
ment of stock occurred.

Corporate short-term debt reduced
The lower volume of capital requirements in 1949 was accompanied

by reduction of corporate short-term debt to other businesses.and to
banks. Trade payables were down $2,400,000,000 from the end of
1948 to mid-1949, and outstanding short-term bank loans to corpora-
tions fell by $2,000,000,000. These reductions, mainly a reflection of
reduced short-term capital requirements flowing from the readjust-
ments in the economy as a whole, stand in sharp contrast to the steady
rise over the first three postwar years, when payables rose by $7,500,000,-
000 and short-term bank loans were expanded by $4,000,000,000. It
may be noted also that net long-term bank borrowing was reduced in
1949, and some let-up appeared in the upward trend of mortage debt
of corporations.-
Changes in liquid assets minor since 1946

In contrast to the early postwar use of liquid assets to finance some
capital requirements, there has been relatively minor change in cash
and Federal security holdings of corporations since 1946. Cash and
deposits owned by corporations increased substantially in both 1946
and 1947, but sales or redemptions of United States Government
securities were much greater in 1946 and approximately equal to the
cash increase in 1947. Over the last 18 months-from December 1947
to June 1949-the changes in cash and Government securities have
been small and also largely offsetting.

As pointed out below, although corporations have reduced their
liquid-asset holdings while business operations have expanded in the
postwar period, their liquidity position compares favorably with that
which prevailed before the war.

Record securities market financing
The volume of funds raised by corporations through the sale of

securities (net of retirements) increased steadily over the postwar
period, including the first half of 1949, but there has been a consid-
erable change in the composition of the increase, as between equity

73003-50-6
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and debt issues. In 1946, over half of the net new issues, totaling
$2,300,000,000, represented sales of preferred and common stock.
While total net new issues rose steadily to $4,400,000,000 in 1947 and
$6,000,000,000 in 1948, almost all of the increase was accounted for
by bond sales, with the result that the proportion of equity issues fell
to 25 and 20 percent, respectively, in these two years. Total net new
issues in the first half of 1949 continued at the record rate established
in 1948, and there has been little further change in composition.

In noting the postwar composition changes, two points should be
borne in mind. In 1946, public-utility and railroad issues were very
small, the bulk of the financing having been by industrial companies.
Equity financing is relatively more common among these latter con-
cerns, whereas utilities and rail groups traditionally depend more
heavily on debt issues. Utilities financing increased sharply from
1946 on, and the increasing relative importance of this group accounts
for a substantial part of the reduction in the proportion of equity
financing in the following years. Secondly, some large security flota-
tions of the telephone industry (in the utility group) were composed
of convertible bond issues; that is, issues which could be and to a con-
siderable extent were later converted to common stock.

COMPARISON OF PREWAR AND POSTWAR FINANCING

In surveying the general structure of the postwar financing of the
huge capital requirements of corporations, some interesting compari-
sons with the prewar situation may be noted. At present, only pre-
liminary data on prewar sources and uses of corporate funds are avail-
able. However, certain broad generalizations seem justified on the
basis of these data.

In the decade immediately preceding the war, capital requirements
were financed largely from internal sources-that is, funds arising out
of current operations. During the 1920's, on the other hand, recourse
was made to external sources to a somewhat greater extent. The
difference between these decades is to be explained in large part by
the differing economic conditions. Capital requirements in the
twenties were much higher than in the thirties, as a result of the gen-
erally higher level of activity prevailing in the earlier period.

The amount of money raised through the capital markets in the
twenties, however, was much more modest than is commonly thought.
In the late twenties, including 1929, it is estimated that net new issues
-i. e., new domestic private security issues less retirements-were not
much in excess of $2,500,000,000 annually, exclusive of investment
companies. This figure, of course, is far below the level of new issues
in that period, and reflects the large volume of refinancing issues and
outright retirements. For most of the years during the thirties and
up until the end of the war, retirements of securities exceeded new
issues. Even in 1936-the highest year for net new issues from the
depression low to the postwar period-less than $1,000,000,000 was
raised on balance from the security markets.
Current equityfinancing relatively low

In historical perspective, it appears that the equity proportion of
total funds raised in the securities market in the last 18 months was
somewhat lower than in past years of prosperity. As pointed out
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above, net equity issues comprised about 20 percent of the total in
this period. Comparable data on net new issues by type of issue for
previous peacetime periods of prosperity are not available. The
Commercial and Financial Chronicle does, however, compile and pub-
lish a series on new capital issues which, while not comparable with
the net new issues series currently available, is useful in noting the
long-term changes in the relative importance of stocks and bond
issues. (See chart 1 and table XI.)4

CHART 1.-STOCK ISSUES AS A -PERCENTAGE OF TOTAL AMOUNT OF NEW CAPITAL

ISSUES, ALL CORPORATIONS AND BY INDUSTRY GROUPS'
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issues.
I Data include issues for the purchase of existing assets.
I Exclude investment and holding companies subsequent to 1924.
a Include communications.
4 Ratios are based upon data for 6 months.
Source of data: Commercial and Financial Chronicle.

' The major differences between the net new issues series used here and the Chronicle series are: (1) net
new issues take account of retirements of bonds and stocks, whereas the new capital series of the Chronicle
does not; (2) the Chronicle series, after adjusting for investment-company issues, still includes a substantial
number of financial issues whose purpose, like those classified in the investment-company group, is the acqui-
sition of existing assets or the purchase of outstanding securities.
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TABLE XI.-Relation of stock issues to total amount of new capital-issues, by industry
groups, 1919-49 1

[Totals in millions of dollars]

All corporations I Industrial and Public utilities I Railroads

Total Stocks as Total Stocks as Total Stocks as Total Storks as
new percent new percent new percent new percent

issues of total issues of total issues of total issues of total-

1919 ---- ------ 2,303 63.2 1,907 74.5 278 12.5 117 0
1920 - - 2,710 38.2 2OO5 48.8 382 14.4 322 0
1 91 - - 1,822 14.7 978 15.4 492 23.8 353 0
192 - - 2,336 24.6 1,086 24.9 726 38.0 524 .2
1923 ---- ------ 2,702 24.4 1, 350 28.2 888 28. 2 463 3.8
1924--------------- 3,2322 25.0 1,217 22.8 1,326. 37.1 780 7.2
1923 ---- ------ 4,086 29.4 2,224 30.3 1,481 34.3 380 4.3
1926 ---- ------ 4,286 26.3 2,342 26.4 1,108 29.1 346 itS8
1927--------- - 35,216 27. 2 2,645 21. 0 2,065 37.4 506 18.0
1928------- - 3------ 5,293 45.0 3,117 50.5 1,811 41.8 364 14.6
1929 - - 6,417 62.1 3,939 66.5 1,932 63.6 547 24.3
1930 ---- ------- 4,712 30.4 1,349 39.0 2,363 32.2 797 8.3
1931 ---------- 1 73942 1 35°9 17.1 463 itS 6 949 26. 7 346 0
1932----------- 324 3.8 37 32.4 274 2. 2 13 0
1933 - -160 74.4 113 99.1 34 20.6 12 0
1934-----------159 21.4 37 91.9 49 0 73 0
1935 - -402 17.2 245 27.3 83 2.4 73 0
1936 ---- ------ 1,202 29.6 811 43.3 124 3. 7 267 0
1937 - - 1,225 33. 3 840 47. 7 153 3. 9 232 0
1938----------- 869 7.6 380 10.35 273 1.8 16 0
1939----------- 381 23.35 235 38.7 61 8. 2 83 0
1940 - - 735 18.4 322 33. 2 268 10.4 144 0
1941 - - 1,062 16.3 411 35.8 399 6. 4 252 0
1942 ----------------- 622 18.6 432 19. 2 137 21. 7 33 0
1943 - -378 24.3 298 29.9 18 11.1 61 0
1944 - -663 32.3 527 36.2 48 47.9 88 0
1945 - - 1,264 52. 6 1,029 61. 5 112 23. 2 123 4. 1
1946 ---- ------ 3,846 4t.4 2,632 31. 0 818 17.4 126 0
1947 ---- ------ 4,828 25.3 2,3353 37.1 2,035 14.0 240 0
1948-------- - 3S,973 13.1 2,31 23.4 2, 836 13.3 578 0
1949: First half. ----- 3,2635 16. 1 1, 217 17.3 1, 730 17.0 288 0

I New capital issues include issues for the purchase of existing assets.
2 Excluding investment and holding companies subsequent to 1921.
3 Including communications.
Source: Commercial and Financial Chronicle.

Though in 1946 and 1947 the proportion of stock to total net new
issues compared quite favorably with the midtwenties, in 1948 and
1949 the proportion was lower than in all years of the twenties with
the exception of 1921, a year of declining business activity. From
1922 to 1927 the ratios ranged from 24 to 29 percent, thereafter rising
sharply to over 60 percent in 1929, when equity issues were used
extensively to refinance debt issues.
Postwar bank borrowing high

Although corporate indebtedness to banks was reduced in the first
half of 1949, the increase in the three preceding years was of record or
near-record proportion. The rise in 1946 and 1947 was as large as
that which occurred in the years 1919-20, when economic conditions
were quite similar to those prevailing in 1946 and 1947. Both periods
were characterized by rapidly rising sales, inventories and prices,
with a resulting rise in the need for new working capital. Unlike the
earlier period, however, long-term bank loans, which first became
important in the late thirties, played an important role in the money
borrowed from banks. Not only did these loans constitute about half
of the total increase in bank loans to corporations in the 3 years 1946,
1947, and 1948, but in 1949 there was less than a half billion dollars'
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reduction in the volume of long-term loans outstanding, while short-
term bank indebtedness of corporations was reduced by $2,000,000,000.
Increase in internal financing

While hugh sums of money were obtained from banks and the securi-
ties markets in the postwar period, available data indicate that the
ratio of such external financing to funds available internally from
retained earnings and depreciation charges was definitely lower in the
postwar period than in the late twenties. In this respect, however.
it may be noted that the 1946-48 retained-earnings figures reflect in
part the unusually large inventory revaluation in those years.

In comparing postwar and prewar financing, two other points
should be mentioned. First, the amount of investment company
issues in recent years has been quite small as compared with the 1920's.
Though the very substantial amount of money raised in this manner
in the late twenties did not finance real investment, it did indicate the
plethora of funds seeking equity investment in that period. To the
extent that investment companies channeled saving into existing
securities which otherwise would have remained in liquid form, they
also served to raise stock prices and thus to lower the costs of equity
financing to business generally.

Second, the ratio of dividends to net earnings, which affects the
level of retained profits, was lower in the postwar period than in the
1920's. This might conceivably indicate a greater reluctance by
corporations to undertake new financing as a result of increased diffi-
culties or expense, or it may reflect an additional incentive to retain
earnings in view of the much higher individual income-tax rates at
present. Trends in the cost of financing will be discussed below. It
may be noted here, however, that for the stocks of large companies
which are widely held, the ratio of dividends to net earnings is not
much different currently from the average for the twenties.
Large spread between bond and stock yields

In comparing the trends of financing through the securities markets,
it is interesting to note the long-term variation in the relative cost of
raising equity capital as compared with interest rates on borrowed
funds. Chart 2 and table XII present long-term series of corporate
bond yields, and earnings-price ratios and dividend yields on common
stocks.

Both the dividend yields and the earnings-price ratios are estimates
for common stocks listed on the New York Stock Exchange and,
though fairly comparable with the bond yields, are considerably dif-
ferent from the series which would be obtained if it were possible to
derive similar figures for all stocks. The earnings figures used in
these ratios are those reported by the corporations and are not ad-
justed in any way.

As may be seen from the chart, corporate bond yields have been
steady at about 3 percent since 1946, when the average for the year
reached a low 2.7 percent. The much more volatile earnings-price
ratio for common stocks, on the other hand, rose almost steadily from
1945 to 1948, as postwar profits increased sharply while stock prices
showed little net change over the period. Since the end of 1948, the
trend has been reversed and by the second quarter of 1949, the ratio
was again back to the 1947 level as earnings were reduced and stock
prices rose moderately. Currently, the earnings-price ratio is in line
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with the ratios prevailing in the mid-twenties, but is still higher than
that which prevailed in the later boom years of that decade.

While the earnings-price ratio has fallen somewhat in the most
recent period, the ratio of dividends paid to stock prices has risen
steadily over the postwar period. Indeed, by mid-1949, the dividend
yield on common stocks was at the highest level in the last three
decades, more than 1 percentage point above the average for the mid-

CHART 2.-CORPORATE BOND AND COMMON STOCK YIELDS, AND EARNINGS/PRICE
RATIOS
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I Based upon data for common stocks listed on the New York Stock Exchange; total
reported earnings for the year expressed as a percentage of the total market value (number of
shares times average prices) of these stocks.

2 Data are averages of daily figures.
3 Based upon data for common stocks listed on the New York Stock Exchange; total divi-

dends for the year expressed as a percentage of the total market value (number of shares
times average prices) of these stocks.

Sources of data: Bond yield, Moody's Investors Service; earnings/price ratio and dividend
yield through 1938, Common Stock Indexes, Cowles Commission Monograph No. 3, and for
subsequent years, preliminary estimates of the U. S. Department of Commerce, Office of
Business Economics.

twenties. However, on an over-all basis, corporate dividend policy
has remained conservative, with a relatively high proportion of earn-
ings retained to help finance the huge postwar capital requirements.

When the movements of the earnings-price ratio and dividend yields
are compared with the steady downward drift of interest rates on
long-term funds, the spread between bond and stock yields stands out
clear focus. In the current period, for example, the earnings-price
ratio for stocks is almost four times the bond yield. In the mid-
twenties, the ratios were about double bond yields.
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TABLE XII.-Relation of bond and stock yields by industry groups, 1919-49
(Percent per annum]

Total Industrials Utilities 4 Rails

Pre- Common stock Com- Com- Com-Year ferred mon mon mon
Beolnddl stbeoclgdkhs d~einvd- i~na~grsn-~ yBjeolnddl seltagtock Bond stock Bond stock
yield I yields Divi- ing yield I ins yed in9am. yed ingsm(high dend .s mgrimce gsgrade) yield 2 price pic price priceratio S ratio 3 ratio 3 ratio 3

1919 --------- 6. 2 6.3 &.8 10.6 6.2 11.3 6.2 8.6 6.4 9. 9
1920 -7.1 6.8 6.1 10.1 6.9 12.1 7.2 10.7 7.1 15.1921 -7.0 6.8 6.5 4.2 7.0 (5) 7.2 12.2 6.9 10.11922 ---------- 6.0 6.1 6.8 8.1 6.0 7.3 5.9 12.3 5.9 8.7
1923 ------------ 6.0 6.1 5.9 11.4 6.0 10.7 5.8 11.4 6.2 12.8
1924- 5.8 6.1 5.9 10.3 51 9 9.4 5.6 10.8 5.9 11.9192 - 6.5 6.9 5.2 11.2 5.6 112 5.3 9. 6 6.5 12.0
1926 - 5.2 5.8 5.3 i3.0 5.4 9.6 5.1 i.o 6.1 12.21927 -6------- .0 5.5 4.8 7.6 5.1 7. 2 6.0 8. 2 4.8 8.7
1928 - .9 6.1 4.0 7.3 5.1 7.0 4.9 7.2 4.9 9.01929 - 5. 2 5.1 3 6.2 1.3 6 6.3 5.1 4.1 5.2 8.81930 -. 1 6.0 4.3 4.7 5.3 4.5 3.1 4. 5. 0 6.21931 -68 60- 3 6 5.6 3. 0 6.1 2.62 6.3 5.1 6.1 L5 91932 --------- 6. 9 6.1 6.7 .7 6. 7 .(5) 6.3 7. 2 7. 6 (5)
19432--.9 a 4.1 3.14 6.3 3.2 6.3 6. 4 6.1 15)
1934 -a--------------7 o 8 6.3 3.9 3.9 4.5 4.62 .4 5.4 5.0 (5)
1935 -4. 4.6 3.9 5.2 4.0 5.6 4.4 5.s 5.0 (5)1936---------- 39 4.3 4.4 a9 as5 6. 2 3. 9 2.2 4. 2 328
1937 -3.9 4.6 4.9 6.2 3a6 6.6 3.9 6.1 4.3 L31938 --------- 4. 2 4.3 4.3 3.9 as5 4.1 3.9 6.3 6.2 (5)1939---------- 3.8 4.2 4. 6 5a7 33- 5ao 3.65 6.7 4.6 2.61940 --------- 3. 6 4.1 a& 7. 2 3a1 7. 6 3.3 7. 2 4. 3 a.91941 --------- 3.3 4.1 6.4 9.6 ao3 9.6 3.1 7.9 4. 0 iai11942 --------- 3.3 4. 3 6.1 10.7 3ao 8.6 3.1 8.9 4.0 31.6-1943 --------- 3. 2 4.1 4.6 8.0 2.9 6.6 3.0 7.3 3. 6 20.71944 ---------- i 4. 0 4. 6 7. 6 2.8 7.0 3.0 6.7 3. 4 13.41946 --------- 29 3. 7 3.8 6.9 2. 7 6.8 2.9 6.9 3.1 6. 61946 --------- 2.7 3.5 4. 6 6.2 2.6 6.6 2. 7 6. 2 2.9 3.15
1947- 2.9 3.8 6.0 9.7 2.7 10.8 2.8 6.1 3.1 8.21948 --------- 3.1 4. 2 6. 7 12.6 2.9 13as 3. 0 7. 6 3. 3 10.9
1949, first half 93. 4.0 7.8 11.1 2.8 13.i 3.0 7.6 3.3 a.4

I Moody's corporate bond yields, averages of daily figures.
Total yearly dividends on New York Stock Exchange common stocks as percent of total market value ofthese stocks, based on average price during year.

3 Total reported earnings on common stocks as percent of total market value.
4 Includes communications.
' Deficits.
Sources: Bond yields are from Moody's Investors Service. Dividend yields and earnings-price ratiosthrough 1938 are from Common Stock Indexes, Cowles Commission Monograph No. 3; subsequent figuresare prelimirary estimates made by the Department of Commerce. Preferred stock yields from Standard

& Poor's Corp.

The comparison of common stock dividend yields with bond yields
over the years is also striking. In contrast to the current situation
in which dividend yields are more than double the prevailing 3-percent
bond yield, in the twenties the rate of dividend payments to stock
prices was not infrequently below the yield on bonds.
Interest rates low

The vast increase in liquid assets plus direct Government action
in maintaining the market for United States bonds have undoubtedly
contributed greatly to the present low level of interest rates. Another
important reason for this development is the growing institutionaliza-
tion of savings, with a resultant pressure on banks and insurance
companies to find investment outlets. Since, with minor exceptions,
these institutions do not buy common stock, there has been a steady
growth in the demand for fixed-interest-bearing obligations.

The substantial demand for corporate bonds by life-insurance
companies is particularly notable. The current flow of funds into
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new private insurance at a rate of over $3,500,000,000 a year is more
than three times the average of the late 1920's. These companies
alone bought on balance during the past 33 years a volume of cor-
porate bonds roughly equal to the increase in corporate bonds out-
standing. Their enormous holdings of United States Government
securities plus the large, steady flow of funds into new insurance would
seem to insure a continuance of a strong demand for corporate bonds
for some time, at rates not too much in excess of present rates.

These factors help to explain not only the low level of bond yields
and interest rates but, to some extent at least, the widening spread
between the cost of financing in equity securities versus fixed-interest-
bearing obligations. Other reasons for the relative weakness of the
stock market as compared with the bond market may be found in the
complex of factors affecting investors' confidence in the short-run, in
possible long-run changes in attitude toward the assumption of risk
as a result of developments in our economy, and probably also in the
higher rates and increased progressiveness in the tax structure as
compared with the 1920's. Since a large proportion of investors in
the stock market are more concerned with short-term prospects for
earnings and dividends, this area is particularly sensitive to supposed
shifts in the business outlook. However, regardless of shifts in
investor psychology, so long as businesses can obtain borrowed funds
at the present low rates (and incidentally deduct interest charges
unlike dividends for tax purposes), it seems probable that, for some
time at least, a high proportion of capital requirements will continue
to be satisfied through fixed-interest-bearing obligations.

CURRENT FINANCIAL POSITION OF CORPORATIONS

Reviewing the recent developments in the demand for and avail-
bility of corporate funds, it is possible to present a few broad general-
izations with respect to some of the more important aspects of the
current financial position of corporations.

Corporate debt not unduly large
While total interest-bearing debt of corporations-both short and

long-term-has risen substantially since the end of the war, the
present level of corporate indebtedness is not unduly high in relation
to other variables. In the first place, corporations were in a. position
to reduce their indebtedness during the war period, and in both the
war and postwar periods achieved considerable savings in interest
charges on debt still outstanding through refunding operations at
the low prevailing rates. Thus, despite the postwar increase in
debt, interest payments by corporations are well below payments in
1929. The picture is even more favorable in the light of current prof-
its levels. Interest payments represented about 6 percent of profits
before interest and taxes in 1948 as compared with about 30 percent
in 1929. Though profits were down in 1949 from the previous year,
interest charges still constituted a substantially lower proportion of
profits than in the late twenties.

Liquidity of corporations
In surveying the financial position of corporations at mid-1949, it

is important to note their liquidity status. After drawing sub-
stantially on their holdings of cash and United States Government
securities in 1946, corporations made little net change in their hold-
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ings of these assets over the succeeding period. These liquid assets
represented 10 percent of sales in the first half of 1949 as compared
with 11.3 percent in 1940 and 10 percent in 1941.

Other measures of liquidity are shown in table XIII. The higher
the ratios shown in the table, the more liquid-is the financial position
of corporations. As may be seen, only in one case does the 1949 posi-
tion compare unfavorably with prewar. When Federal income tax
liabilities are subtracted from cash and United States securities, and
the residual is related to corporate sales, the ratio in 1949 approxi-
mated 7 percent compared with 9.3 percent in 1940. The ratio in
1949 compared favorably, however, with that of 1941, when it fell to
5.8 percent as a result of the sharp rise in Federal income tax liabili-
ties. Moreover, it would seem plausible, in view of the very large
increase in business activity since prewar that corporations would
not need to increase their liquid assets in proportion to the rise in
activity.

TABLE XIII.-.Corporatejliquidity ratios,.selected years.1940-49 I

Ratio to sales Ratio to currentliabilities

Year Liquid as.
Liquid setera Liquid Total cur-
assets income tax assets rent assets

liabilities

Percent Percent
1940 -11.3 9.3 0.46 1.84
1941 -10.0 5.8 .44 1.79
1945 -17.9 13.5 .93 2.13
1946 -. 14.1 10.9 .73 2.08
1947 -11. 2 7.9 .66 2.02
1948 9.8 6.6 .61 2.05
1949 (l-t half) 10.0 7.0 .64 2.10

I Excluding banks and insurance companies. Sales data are total for given period. Other data used to
derive ratios are for end of period shown.

Source: U. S. Department of Commerce, based on data from Securities and Exchange Commission and
Bureau-of Internal Revenue. e

In general, on the basis of the ratios examined it would appear that
the liquid position of corporate business at the present time is one
which would appear adequate for the current volume of business and
there seems to be little need on the part of corporations to raise addi-
tional funds to improve their liquidity.
Availability of funds and prospective financing

From the postwar experience of corporations in financing their
capital requirements, it appears that on an over-all basis relatively
little difficulty was experienced in raising the huge volume of capital
funds required. The financing was accomplished with little pressure
on the cost of senior funds. While interest rates rose slightly through
1948, in the most recent period the trend appears to have been re-
versed. On the other hand, the cost of raising equity capital in-
creased sharply through 1948. The reduction in 1949, however,
brought the earnings-stock price ratio back to a level comparable
with the mid-twenties.

The amount of capital financing in the period immediately ahead
will depend primarily on the level of demand rather than on supply
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considerations. Should the downward trend of inventories and re-
ceivables be halted, total demand would be somewhat larger than in
the first half of 1949, the degree of increase depending on the facilities
expansion by corporations. However, it may be noted in this con-
nection that plant and equipment outlays in the second half of 1949
are expected by business to be down somewhat from the first half,
according to the regular quarterly survey of the Securities and Ex-
change Commission and the Department of Commerce. In any
event, it is unlikely that requirements will, in the near future, ap-
proach the level of the first three postwar years and assuming no
further decline in profits, it would appear that the usual sources of
corporate-both external and internal-will prove generally adequate
to meet the added financing required.

To the extent that corporations need to resort to the capital markets,
some difficulties may be encountered in raising equity capital, par-
ticularly if corporations are reluctant to .pay the comparatively high
price of raising funds through stock issues. On the other hand, the
interest cost on borrowed long-term funds may be expected to con-
tinue relatively low in the immediate future. Notwithstanding this
latter probability, it is quite possible that corporations may be reluc-
tant to add to their fixed charges, as backlog demands are worked off
and the future market situation becomes somewhat less certain.
Moreover, though small and new businesses fared quite well in the
inflationary conditions characterizing the postwar period through
1948, they will undoubtedly encounter increasing difficulties in further
financing.

The availability of short-term bank credit for capital needs does
not appear to be in question, except possibly for new and small busi-
nesses. The recent decline in bank loans was a result of reduced
requirements by corporations rather than of unwillingness of banks
to make loans at current low-interest charges.

SECTION 3. LONG-TERM TRENDS IN EQUIPMENT EXPENDITURES

In view of the backlog of demands, which existed at the end of the
war, it can be assumed that current outlays for producers' equipment
include some catching up with deferred replacements and deferred
modernization and expansion. It is important to have at least a
rough indication of the extent to which these outlays exceed the
normal current replacement and growth requirements and the extent
to which the deferred requirements have been met.

The following appraisal is necessarily limited to equipment because
in important instances the necessary data do not exist for a com-
parable analysis of plant. Equipment accounts for more than two-
thirds of the combined total of producers' durable equipment plus all
private nonresidential construction.
l he secular level of outlays

Chart 3 provides some indication of the extent to which current
outlays are based upon continuing demands for replacement and
growth rather than a catching up with the postwar backlog. It shows
estimated outlays for producers' durable equipment since 1869. The
data are converted roughly into 1929 dollars so as to avoid, insofar as
possible, the effect of price changes.
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As the country's stock of equipment grew, the annual replacements
necessary to maintain that stock increased. The additions to main-
tain the same rate of growth in output per worker became larger.
The additions necessary to take care-of the annual increment in the
number of workers also increased, although the percentage increase
due to this factor declined with the decline in the rate of growth in
the working population.

This secular growth in equipment requirements for replacement
and expansion is shown by the trend line fitted to the data from 1869
through 1930. Because of the declining rate of growth in working
population the rate of growth in equipment requirements was also
declining slightly, as is indicated by the curved line on the ratio scale.

As projected beyond 1929 this secular trend is now about 3 percent
per year. As might be expected, it is more than the secular growth
in the total national output. While an annual increase of 3 percent
may not seem large, its effect is to indicate that the requirements for
normal replacements and growth over the next decade will be almost
232 times those in the 1920's.

Over most of the 62- years prior to 1931 the cyclical fluctuations in
equipment outlays were within the range of plus or minus 25 percent
of the secular trend. This range is shown by the light dash lines on
the chart. The deviations since then have been more extreme.
They do not, however, warrant the conclusion that the trend has
been altered.'

The relatively low outlays in the 1930's reflect the most extensive
depression this country has experienced. Even as late as 1940 the
economy was still operating well below a full employment level and
demand for equipment was correspondingly reduced. The trough
during the recent war reflects the large Government purchases of
equipment, which are not included, and the restrictions on private
outlays. Because of the low outlays before and during the war, and
the resulting backlog of deferred expansion and deferred replacement,
it is not surprising that the actual -outlays in 1947 and 1948 appear
to exceed the secular trend by. a larger percent than in any preceding
year.

This calculated trend, while a useful guide, does not provide a
precise measure of the secular level of outlays. Aside from the prac-
tical difficulties of compiling such an historical series and adjusting
it for price changes-and the resulting questions as to the accuracy
of the data-there is the fact that comparatively small variations in
fitting the trend line to the data prior to 1931 can mean a substantial
difference in the projection of the trend to the present time. The
conclusion seems warranted, however, that 1949 outlays are some-
where between 15 and 30 percent above those necessary to provide
for normal replacements and growth.

The protracted period of outlays well below the secular trend also
indicates that the backlog of deferred replacements and deferred
growth must be large-much more than could have been made up
by 4 years of above-trend outlays. While it does not provide a satis-
factory measure of this backlog it suggests that outlays may average
above the secular trend over the next several years.
' & While the trend in chart 3 was remarkably consistent over a span of more than 60 years its projection
Into the future is valid only on the assumption of no major change in the economic environment tending
to encourage or discourage investment in equipment. Tt does not preclude the possibility of effective
moves to step up the secular level of investment if or when this appears desirable.
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The segments of the market
This conclusion can be checked by analysis of certain segments of

the equipment market. In dealing with these segments it is import-
ant to start with some knowledge of their size relative to each other
and- to the whole. Of the private outlays for producers' durable
equipment in 1948, amounting to $21,000,000,000, approximately 13
percent was spent for passenger cars for business use and another 11
percent for trucks. About 12 percent was for farm machinery
including tractors. The remainder of the equipment bought last
year can be more conveniently broken down in terms of the purchas-
ing industry than by type of equipment. The table below is neces-'
sarily a rough approximation. Nevertheless it serves to indicate
relative magnitudes.

Percent
Passenger cars for business use .--13
Trucks and truck trailers _-_-_-____-_-_-_-_-----_-__------ -- 11
Farm tractors -5
Other farm machinery- 7

12
Other equipment purchased by:

Manufacturers and miners - 31
Railroads, electric utilities, telephone utilities -14
Other utilities, other transportation, trade, services, construction,

and miscellaneous industries - 19
64

Total --------------------------- 100

PASSENGERS CARS FOR BUSINESS USE

In any appraisal of the demand for passenger cars it is not practicable
to distinguish between those purchased for business use and those
bought for nonbusiness purposes. Much of this business use is by
professional persons, small entrepreneurs, and farmers for whom the
same vehicle frequently is in part a business car and in part a family
car.

The 1949 production of passenger cars for domestic use will be in
the neighborhood of 5,000,000 cars. This compares with an esti-
mated demand for normal replacement and normal growth of from
2% to 3 million cars per year. The remainder reflects the catching up
with the backlog of deferred demands.

As near as can be calculated from prewar relationships, there is
comparatively little remaining deferred growth in the number of
cars in use. The bulk of the remaining backlog appears to be in
deferred replacements. Most of those cars which were already
overage by prewar standards at the end of the war are still in service.
With postwar production going to satisfy the more urgent demands
for additional cars, replacements have continued at a very low level.
Even if we assume that the average life expectancy is now about 12
years as against the prewar 10 years, there were at the end of 1948
about 6,000,000 cars in use which would have been scrapped if replace-
ments had been readily available.

The combined backlog of deferred growth and deferred replacements
appears large enough to assure purchases well above normal replace-
ment and growth over the next several years.
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MOTORTRUCKS
Growth in truck usage

The growth trend in truck usage is shown in chart 4. In the early
years of the industry this growth was comparatively rapid. That it
was declining even prior to 1930 is clearly evident in the curved trend
line on a ratio scale.

This growth trend is fitted to the years 1917 through 1929 and pro-
jected to 1949. As depicted, it shows a secular growth slowing to
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less than 3 percent at the present time. This is about in line withsthe
secular growth in the total national output and, therefore, the physical
volume of goods to be moved. It may prove to be an understatement
since the over-the-road trucks are still taking some traffic away from
the railroads.

Even at less than 3 percent the indicated growth in absolute terms
now amounts to roughly 180,000 trucks per year.

Up until 1930 this growth trend was so strong that the number of
trucks in use was not seriously affected by cyclical fluctuations in
business activity. This was not true in the following decade. The
number actually declined in 1931 and 1932. Even 1941 was still
well below the projected trend.
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Truck production for civilian use was restricted in the early years
of the war, resulting in a further deferment of the normal growth.
Subsequently there has been a sharp increase in the number of trucks
in use as additional units to meet the demands of a full employment
economy became available.

The increase in truck registrations since the end of the war has
been much more than any conceivable secular growth. The bulk of
the catching up with the secular trend has already occurred.
Replacement demand

Trucks had a prewar life expectsjncy of between 10 and 11 years.
This was an average, with some being scrapped soon after purchase
and others lasting a long time.6 The number of trucks which according
to the calculated mortality table should still have been in use in each
of the years 1933 through 1941 is within 3 percent of the actual number
registered in each of these years. This suggests that there. was no
prewar trend toward increased longevity.

According to this mortality table there were 1.7 million trucks regis-
tered in 1948 which would have been taken out of service if replace-
ments had been freely available. It appears that, in a seller's market,
potential buyers found it easier to p6stpone replacements than to
postpone the purchase of additional trucks needed in their business.

Applying the prewar mortality curve-and excluding those trucks
which by that standard were already overage in 1948-the current
normal replacements would be around 450,000 per year.

The combination of normal replacements plus normal secular
growth adds up to over 600,000 trucks per year, which is about in
line with the peak prewar private purchases for domestic use reached
in 1936, 1937, and 1941. It is, however, far below the probable 1949
purchases of over 900,000 trucks.

Matematically, the backlog of deferred replacements, if spread
over 4 years, would be sufficient to maintain demand at over 900,000.
Such a calculation is significant only as an indication of the magnitude
of the backlog. Long before the backlog is exhausted it seems likely
that the lessening urgency of demand will result in a lower rate of
purchases. The large backlog should, however, serve to maintain the
average level over the next several years well above the peak prewar
rate and above the rate which could be sustained indefinitely.

FARM EQUIPMENT

The following analysis is limited to tractors, which are by far the
most important single item of farm equipment but a little less than
half of the total purchases last year.' It is not practicable to make
similar calculations for the other items. There is ample evidence,
however, of a strong aggregate growth trend. It is also clear that the
same influences which have created a large backlog of demand for
tractors have affected the other major items of equipment.
Growth in tractors on farms

The growth in the number of tractors on farms since 1920 is shown
in chart 5. The possibilities for continuing this growth are excellent.

6 There is not, even for prewar years, an analysis of truck mortality similar to the mortality tables pre-pared for passenger cars. The Commercial Car Journal published in its April 1940 issue statistical approxi-mation of such a curve which was calculated from passenger-car data.
I This analysis excludes the so-called garden-type tractors of 1, 2, and 3 horsepower
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The last census of agriculture reported that on January 1, 1945, the 2.4
million tractors then in use were on 2 million of the 5.8 million farms.
While many of the remaining farms were small there were 1.6 million
with two or more horses or mules and no tractor. The improvement of
tractors and related equipment and the development of smaller sizes
are continually opening up new possibilities for using more than one
tractor per farm and for using them on farms not already mechanized.

The trend line in chart 5 was fitted to the data from 1920 through
1930.- It is such that with each succeeding year the percentage in-
crease becomes a little less but the absolute increment becomes a

CHART 5.-GROWTH OF TRACTORS ON FARMS
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little larger. As depicted by this trend, the current annual growth in
tractors on farms is between 5 and 6 percent or about 180,000 tractors.

Farm income and wage rates important
The actual number of tractors on farms followed this growth very

closely from 1920 through 1930. There was almost no increase in the
next 3 years, however, and the actual number had not caught up
with the growth trend prior to the war.

This deviation from the growth trend can be explained in part by
the decline in farm income and in part by fluctuations in alternative
costs, particularly the cost of tractors and related equipment as com-
pared with the cost of farm labor.

During the war and postwar years these cyclical influences were
sharply reversed. In addition to high farm income and high farm
wage rates a third influence has been present in the large accumula-
tion of liquid assets as the Tesult of wartime savings by farmers.
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This has encouraged and made possible the purchase of some addi-
tional tractors which might not otherwise have been bought.

As the result of these influences the number of tractors on farms
rose sharply after 1940 and would have increased even more rapidly
if the additional machines had been available. By the end of 1948
it was still a little below the calculated trend line. Other evidence
suggests that this part of the postwar backlog of demand, while still
significant, is approaching exhaustion.

Replacement demand
From an analysis prepared by the Bureau of Agricultural Eco-

nomics of the age distribution of tractors on farms as of. January 1,
1942, it is possible to derive a rough approximation of the survival
rate of tractors at that time. This averages out to a life expectancy
of about 14 years with about 60 percent being scrapped in their twelfth
to sixteenth years.

Application of this survival rate to earlier years results in a calcu-
lated number of tractors which overstates the actual number reported
on farms. While this may be due, at least in part, to the inadequacy
of the data, it suggests that there was a trend toward greater longev-
ity. More specifically it suggests that, while the life expectancy of
the tractors produced in the late 1920's was about 14 years, those
produced a decade earlier had an average life of only about 10 years..
This might be explained on the grounds that the machines had been
improved and that farmers had learned how to care for them. Sub-
sequent improvements, notably the introduction of rubber tires, may
have resulted in a continuation of this trend which was not yet fully
reflected in the 1942 survival rate.

Using the mortality table with an average life of 14 years, about
400,000 tractors would have been scrapped that were still on farms as
of January 1, 1949. If the average life is increased to 17 years these
deferred replacements would be only about 100,000. The actual back-
log probably lies somewhere between these two figures.

Regardless of such calculations it seems evident that the backlog
of deferred replacements must be substantial. Until recently the
shortage of tractors, the inability to obtain prompt delivery except at
gray market prices and the abnormally high prices for used equipment
have been strong incentives to keep the machines in use well beyond
their normal life.

Using the 1942 survival curve, and excluding those tractors which
by that standard would already have been scrapped by January 1,
1949, the current replacement demand would be around 125,000 per
year. Using a 17-year average life these normal current replacements
would be about 100,000.

This current replacement demand is as small as it is because as
recently as January 1, 1935, the number of tractors on farms was less
than one-third of what it is today. It is growing rapidly, however,
as a reflection of the much higher rate of purchases in the last half of
the prewar decade than in the first half and the rapid increase in the
number of tractors on farms. Using the 1942 survival curve this
normal current replacement demand would have been around 100,000
in 1948 and would be about 150,000 in 1950, and 180,000 in 1952.
- To recapitulate, the current demand for tractors to take care of the

normal growth in ownership and the normal replacement is roughly
73003-50-7
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300,000 per year. This recurring demand is growing so that by 1952
it will be nearer 400,000. It compares with roughly 400,000 tractors
expected to be purchased by farmers in 1949.

The backlog of demand for additional tractors on farms and for de-
ferred replacements, particularly the latter, is more than enough to
account for the difference between the normal replacements plus
growth and the 1948 purchases for several years. This does not pre-
clude some decline in purchases as the more urgent needs are satisfied-
and particularly if any substantial decline should occur in the extraor-
dinarily favorable influences of farm income and wage rates which
have affected tractor demand in recent years. It does provide a very
important underlying element of strength to the demand for tractors,

RAILWAY EQUIPMENT

The following analysis covers freight cars and locomotives which
are the two most important elements of railroad equipment. Of the
$917,000,000 spent by class I railways for equipment in 1948, $417,-
000,000 was for freight-train cars-not including purchases by other
than class I railways and by nonrailway companies which together
own about 15 percent of the total cars in service. Locomotives ac-
counted for $351,000,000, passenger cars $121,000,000, and other
equipment $28,000,000.8
Negative growth

The growth in demand for freight cars is a negative quantity. The
required number of cars has actually been declining.

From 1925 through 1948 the total volume of intercity commodity
transport increased by a little over 100 percent. The proportion of
that transportation which moved by rail, however, declined sub-
stantially. Thus the railway transportation in 1948, instead of being
double 1925, was only half again as large. This divergence is shown
in chart 6.

At the same time freight train speeds had been increased by more
than one-third and trains were being kept moving more hours of the
day. The average capacity of freight cars had been increased about
15 percent and the average load was approximately in line with that
increased capacity. The net result was that the 1948 traffic was
handled with amost 20 percent fewer cars than were required in 1925.

This declining trend not only eliminated any demand arising from
the need for additional freight cars; it also minimized the replacement
demand. In the 20-year period 1927 through 1946 retirements, for
sale or demolitions, amounted to almost 1.4 million cars or at the rate
of over 75,000 per year. It was necessary to replace only a little over
800,000 of these or an average of just over. 45,000 per year.

The possibilities for diversion of traffic to other carriers and for
continued improvement in the efficiency of freight car operation, are
not yet exhausted. These trends, however, may not be at the same
rate in the future as in the past. To the extent that they do continue
they will tend to offset the normal growth of the economy and possibly
minimize the replacement market.

The same negative growth is evident in locomotives. The 1948
traffic was handled with ledss than two-thirds of the number of loco-

8 Review of Railway Operations in 1048, Association of American Railroads. Bureau of Railway Economies.
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motive units required in 1925. This decrease has occurred in part
because the newer units are more powerful but even when measured
in pounds of tractive effect rather than number there was a substantial
reduction between 1925 and 1948.

Over the intervening 23 years 23,000 locomotives were scrapped
which did not have to be replaced. This amounted to a major inroad
into the replacement market.

CHART 6.-INTERCrrY COMMODITY AND RAILROAD FREIGHT TRANSPORTATION AND
ACTIVE FREIGIHT-TAEIN CARS
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Source of data: U. S. Department of Commerce, Office of Business Economics.

There is good reason to expect that the number of units will continue
to decline. An important element in the continuation of this trend is
the shift to Diesel electric units which are susceptible of more, continu-
ous operation.
Freight car replacement demand

According to an analysis prepared by the Interstate Commerce
Commission and published in 1946, the mortality curve of freight-
carrying cars amounted to an average life expectancy of about 25
years. About 15 percent of the cars were scrapped before they were
20 years old, 70 percent lasted 20 to 30 years, and 15 percent lasted
over 30 years.

This mortality curve was based on a reported sample of cars retired
over a period of years up through 1942 rather than on the actual
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survivals in 1942. A subsequent study covering a larger sample and
including retirements in more recent years indicates an average life
of between 27 and 28 years.

The fact that the analysis which included the more recent years
arrived at a somewhat longer life expectancy suggests the possibility
of a trend toward longer life. The data are not readily available to
check either of t v two mortality curves against the actual survivals in
an immediate prewar as against an earlier year-as was done, for
example, with motortrucks-and thus to indicate whether or not there
was such a trend.

There is some reason to believe, however, that the normal life
expectancy has been increased. The prewar survival of cars which
had been built prior to the First World War reflected the-high rate of
replacements when the all-wood cars were being retired as well as the
shift from the steel underframe to the all-steel car. By the end of
1947, 70 percent of the cars were all-steel and the all-wood cars had
practically disappeared. Aside from the possibility that the all-steel
cars may last longer, it is evident that the obsolescence of the all-wood
cars is no longer an important factor in the mortality of freight cars.

Applying the 25-year average life to the 13N million cars owned or
leased by class I railways would give a normal retirement of 70,000 cars
per year. If we assume that there has been a trend toward longevity,
and that the average life expectancy of cars built subsequent to the
First World War should be about 30 years instead of 25 years, the rate
would be 60,000 instead of 70,000. Either calculation would be valid,
however, only on the assumption of a uniform past rate of acquisition.
The installations of new cars 20 to 30 years ago were nearer 100,000
per year. According to the Interstate Commerce Commission's
mortality curve, it is these cars which should be currently ending their
useful life.

The above figures do not include the other than railroad-owned cars
which would add perhaps 10,000 per year to the retirement rate. On
the other hand, the normal replacements, as distinguished from the
normal retirements, will be reduced by any continuation of the trend
toward fewer freight cars in service. As indicated above, this reduc-
tion in the past has been of major importance.

These various factors do not lead to any precise estimates of the
replacement demand. It is apparent, however, that the close to 100,-
000 cars to be delivered to domestic users in 1949 involve some catching
up with deferred replacements. The remaining backlog of demand is
neither very urgent nor very firm.
Locomotive replacement demand

According to the mortality curve developed by the Interstate
Commerce Commission, based on a reported sample of actual retire-
ments over a period of years through 1942, the average life of a steam
locomotive was about 30 years. Less than 5 percent were scrapped
before they were 20 years old. Over 50 percent lasted from 20 to 30
years and another third from 30 to 40 years. The remaining 12
percent were kept in service for more than 40 years.

Since almost all of the Diesel electric units are well under retire-
ment age, the actual scrappage in the next few years will be limited
almost entirely to the steam locomotives. In view of the demonstrated
superiority of the Diesel electric units, the actual scrappage of the
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steam locomotives is likely to exceed any rate which might be cal-
culated by applying the above mortality curve to the actual number
in service or to the rate at which they were being purchased about
30 years ago.

At the end of 1948 less than one-quarter of the tractive power had
been converted to Diesel. More than three-quarters was still steam.
There were small amounts of electric and other power. Over half
of the steam locomotives were more than 30 years of age and only
one out of eight was less than 20 years old. At the rate at which
these steam locomotives were being retired in 1948, it would take
7 to 8 years to eliminate those which were already more than 30
years old.

In 1948 the number of steam locomotives scrapped was just about
equal to the number of new Diesel electric units acquired. Over the
longer run the number of Diesel electric units required for replacement
would be less than the number of steam locomotives scrapped. It is
evident, however, that the backlog of deferred replacements is rather
large and that it could support replacements at or near the 1948 rate
for some time.

ELECTRIC UTILITY EQUIPMENT

Four to five million kilowatts of additional capacity will be required
each year to take care of the normal secular growth in the use of
electricity over the next several years. Replacement demand is
small because in a rapidly growing industry much of the capacity is of
comparatively recent installation.

The growth in the demand for power has not outstripped the
industry's capacity to the point where any significant part of the
demand remains unsatisfied. In order to meet this demand, how-
ever, the existing capacity has been operated well above the optimum
rate. While the additional capacity required to eliminate overloading
of facilities and provide an adequate reserve for contingencies is a
matter of business judgment, it is clear that the backlog in this sense
is large.

The reported planned installations of about 6,000,000 kilowatts in
each of the next 3 years-almost 50 percent above 1948-are more
than enough to take care of the normal secular growth in the demand
for electricity but not enough to eliminate the backlog.

While there is no precise relationship between installations of
additional generating equipment and the required transmission and
distribution facilities, these requirements are also large.

TELEPHONE EQUIPMENT

Growth in telephone usage
The growth in the number of telephones in use is shown in chart 7.

The possibilities for continuing this growth appear excellent. For
example, there are telephones in less than half of the occupied dwelling
units at the present time.

The growth trend in chart 7 is fitted to the data from 1910 through
1929. It follows the familiar pattern of a declining percentage rate
of growth but increasing absolute annual increments. In the 1920's
the secular growth was between 4 and 5 percent, or three-quarters
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of a million telephones per year. As projected in chart 7, it is cur-
rently only a little over 3 percent but 1.3 million per' year.

From 1910 to 1930 the cyclical deviations from this growth trend
were comparatively unimportant. This was not true in the following
decade. Due to the depression the number of occupied dwelling
units lagged well behind its normal secular growth. Real income
per family declined substantially. The price of telephone service
declined less after 1929 than many other items competing for the
consumer's dollar. Similarly, the business use of telephones was
affected by the reduced rate of starting new firms and the increase
in¶rfailures and discontinuances from other causes and by the general
decline in the volume of business to be transacted and its profitability.

CH.A T 7.-GBOWTII OF TELEPHONES IN USE
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In the immediate postwar years these influences were sharply
reversed. There was a high rate of family formation and a large excess
of business births over business deaths. Business and consumer
buying power increased sharply above the prewar levels and telephone
rates lagged behind the general increase in prices.

To the extent that these influences were already present before the
end of the war, their effect was limited by wartime restrictions on
telephone equipment. The last 3 years, however, have witnessed a
rapid catching up with the growth trend. In 1948 the increase in the
number of telephones in use was 22 times the calculated normal annual
growth.

Because of the high rate of installations over the last 3 years, it seems
reasonable to conclude that the larger part of the deferred growth in
the number of telephone customers which existed at the end of the
war has already been met. This is illustrated by the convergence of
the calculated and the actual lines in chart 7.
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In addition to the remaining backlog of demand for additional
-telephones, some 2.5 million party-line customers were still waiting
for individual lines or higher classes of service at the end of 1948;
furthermore, the satisfaction of as many demands as possible has
meant the maximum utilization of existing telephone plant.' It
seems likely that this overloading, plus the unsatisfied demands for
higher classes of service, is more important than the unsatisfied
demands for additional telephones.
Replacement demand

Normal replacement demand accounted for only a small part of the
total outlays for equipment in 1948. The reported outlays by the Bell
system for plant and equipment, exclusive of reused goods, amounted
ot $1,460,000,000 in 1948. In contrast, the depreciation charges were
only $278,000,000.10 The level of outlays is and will be determined
primarily by the need to provide additional telephone service.

Any remaining backlog of deferred replacements is difficult of cal-
culation but, given the demands of the past several years, there would
be a tendency to keep existing equipment in operation as long as possi-
ble.

In summary, 1948 outlays for telephone equipment were very high,
in the neighborhood of double those which would be required to take
care of normal replacement plus normal growth. The remaining
backlog of demand is still large, particularly in terms of providing more
adequate facilities for existing customers, but not enough to account
for the difference between 1948 outlays and normal growth and re-
placement for more than another year or two.

MANUFACTURING AND ALL OTHER

Any attempt to apply the type of analysis used in the above sections
to each of the various manufacturing industries, which in the aggre-
gate accounted for almost one-third of total equipment purchases
last year, is beyond the scope of this report. Furthermore, the neces-
sary data do not exist in many instances. It is equally impracticable
to analyze in this fashion the diverse elements of other utilities, other
transportation, trade, services, construction, and miscellaneous indus-
tries which together account for another fifth of the total. The basis
does exist, however, for certain rough generalizations.

While it is not practicable to calculate the normal replacement and
normal growth demand for equipment for manufacturing as a whole,
or for the composite of all other industries not discussed, there is little
reason to doubt that, as in most of the areas covered, 1948 outlays for
equipment in the aggregate involved a substantial catching up with
deferred demand.

In the aggregate, postwar expansion of productive capacity has
reached a point where it is adequate to satisfy most of the demands
made upon it. There will be a continuing demand for equipment to
take care of normal growth, but the backlog of deferred demands in
this respect which existed at the end of the war has been largely
exhausted.

91948 annual report of the American Telephone & Telegraph Co.
10 Ibid. Normal replacement demand would be even smaller because the latter figure covers the total of

depreciable assets, which in a growing industry is much larger than the totalin existence some years ago
which would now be reaching the retirement age. On the other hand, many of the depreciable assets are
carried at book values well below present replacement cost.
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This is much less true of the backlog of deferred replacements. The
most urgent postwar requirement was for additional capacity to turn
out much more than the prewar volume of end products. Replace-
ment and modernization of facilities was necessarily given secondary
consideration. Relatively inefficient facilities have been continued
in operation because they were needed to satisfy the demand for the
end products and because, given the pressure of that demand, the
prices charged could be high enough to cover the cost of operating the
inefficient facilities. With a return to more normal competitive con-
ditions there is again a strong incentive to reduce costs by replacing
inefficient equipment.

This pattern of demand-with current outlavs well above normal
replacements and normal growth but with a large backlog made up
primarily of deferred replacements-parallels that in a number of
areas discussed above where the data exist to demonstrate the
relationships more conclusively.

SUMMARY AND CONCLUSIONS

Because of the growth of the economy, and the increased mechani-
zation of production, the secular level of equipment outlays necessary
to maintain facilities and provide for normal continued growth in
productive capacity over the next decade is two to three times that
in the 1920's, even after adjustment for price changes.

Aggregate 1949 outlays are well above this secular level. A rough
summation of the items specifically analyzed indicates an excess
which is consistent with the general conclusion in this respect devel-
oped from chart 3. The excess over the past 4 years, however, has
not been enough to exhaust the backlog of demand which existed at
the end of the war, stemming from deferred growth and deferred
replacements.

SECTION 4. THE DEMAND FOR PLANT AND EQUIPMENT

Business investment in plant and equipment in 1948 and the first
half of 1949 was the highest on record-in both absolute and relative
terms. Information available at this time for the whole year 1949
indicates only slight declines in the level and rate of capital expend-
itures.'"

Despite this record volume of investment in the postwar period,
there has been a good deal of discussion as to its adequacy to make
up for the retardation in the rate of growth of the Nation's stock of
capital resulting from the depression years of the thirties and the
wartime restrictions of the forties. Possibly even more attention has
been paid to the likelihood of investment continuing at a level sufficient
to maintain a high rate of economic activity. The major purpose of
this paper is to evaluate the current level of outlays for plant and
producers' durable equipment in terms of its historical relationships
with other economic variables.
Factors determining the demandfor capital goods

A proper appraisal of current capital outlays in comparison with
those in the prewar period necessitates adequate historical measures

'l This study is confined to private nonagricultural investment in business plant and equipment. Thedata taken from the private gross domestic investment sector of the national product accounts excludechanges in inventories, residential and nonprofit institutional construction, and farmers' outlays for con-struction, machinery, and motor vehicles.
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of related economic variables-especially those determining business-
men's profit expectations, including the expected rate of return on
the investment and its cost of financing. These expectations involve
a fairly long-term appraisal of the economic outlook in view of the
relatively long period needed to recover and derive some return from
an investment in plant and equipment. A businessman's decision to
invest in a capital asset is further dependent on the certainty or
uncertainty with which he regards the economic outlook during the
useful life of the asset.

Some of the more important variables affecting the demand for
capital goods are over-all economic activity, stock of capital, capacity
and utilization of capacity, liquidity, debt-equity position, the
availability of funds, prices, costs of financing, stock-market activity,
technological developments, changes in the business population, and
such institutional factors as Government tax and fiscal policies and
security regulations and the functioning of financial institutions.

The current level of investment
* By utilizing one or more of the above variables for which data are

available in various statistical relationships, it is possible to explain
most of the prewar variations in plant and equipment outlays, though
some of these relationships give rather divergent results when pro-
jected into the current period. It should be noted, however, that
outlays for equipment are invariably above the prewar average
relationships, as suggested in the previous analysis of long-term
trends in equipment expenditures, while the reverse is true for plant
construction.

Ratio analysis indicates that the current level of investment relative
to the gross national product is moderately higher than in 1929 (see
table XIV) but considerably higher than both the average for the
twenties and 1941. The latter is also true when the data are roughly
corrected for changes in their respective price levels, although the cur-
rent ratio is moderately lower than in 1929 on this basis. Here too,
the differential rates of investment in equipment as against plant are
noticeable, with the rate of investment in the latter considerably lower
than in the twenties.

Investment and economic activity
The income-creating effect of expenditures for new plant and equip-

ment is a major determinant of the level of business activity. How-
ever, with a difference in timing, business activity has a reverse effect
on the volume of capital-goods investment. This is especially true
in the case of replacement outlays.

Although the causation may run in either direction, it is illuminating
to compare the variations in plant and equipment outlays with those
in total economic activity.

As can be seen in chart 8, fluctuations in private nonagricultural
investment in new capital goods, while relatively of greater magnitude,
have corresponded very closely in both timing and direction with the
private gross national product in the nonwar years since 1919. On
the average in the 1919-41 period a change of 13.5 percent in business
outlays for plant and equipment has been associated with a change
in the same direction of 10 percent in the private gross national
product.1 2

Is The full regression formula for the 1919-41 period is: Private nonagricultural plant and equipment
expenditures =-4.54+0.134 private gross national product (in billions of dollars)-0.073 (given year minus
1930).
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Also illustrated in chart 8 (lower panel) is the downward time trend
evident in the relationship. An examination of this trend, however,
indicates that this downward drift is not apparent in the twenties.
Thus, the data suggest that the years from 1919 to 1930 may be onone line of relationship while those in the following decade are on
another. At a given level of economic activity, investment in capital
goods in the later period is somewhat lower than in the twenties.
CHART 8.-RELATIONSHIP BETWEEN BUSINESS EXPENDITURES FOR PLANT AND

EQUIPMENT, PRIVATE GROSS NATIONAL PRODUCT, AND TIME
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TABLE XIV.-Private nonagricultural plant and equipment expenditures as a percent
of private gross national product

Total Total
plant pl~~~ ~ ~~~~~~~~~~~~ant Equip-

Year and Plant Equip- Year . equi Pla nt meot
equip- mn qp
ment ment

1919 -8.1 2.4 5.7 1935 -5.7 1.4 4.3
1920 -8.4 3.2 5.2 1936- . 6.9 1.7 5.2
1921 - 7.2 3.0 4.2 1937 -7.9 2.S 5.6
1922 -7.3 3.3 4.0 1938 ----------- 6.1 1 8 4.3
19238. 5 3.6 4.9 1939 --------- 6.8 2.0 4.8
1924- 8.3 3.7 4.6 1940-7.9 2 2 5.7
1925 -8.5 3.8 4.7 1941 -7.9 2.2 5.7
1926 -9.2 4.2 5.0 1942 -4.0 1.2 2.8
1927 -8.9 4.3 4.6 1943- 2.7 .7 2.0
19-8 8.9 4.0 4.9 1944 -3.5 .9 2.6
1929- 9.8 4.2 5.6 1945 4.9 1.4 3.5
1930 -8.8 3.9 4.9 1946- 8.4 2. 7 , 5.7
1931 ------------- 6.5 2.6 3.9 1947 - l 9.4 2.7 6.7
1932 --------- 4.6 1.7 2.99 1948 --------- 10.1 3.0 7.1
1933 -4.5 1.4 3.1 1949: First half I.--- 10.2 3.0 7.2
1934 - 5.2 1.5 3.7

X Based on seasonally adjusted data.

Source: Office of Business Economics, Department of Commerce.

The reason for both this lower investment rate and the downward
time trend is, to a large extent, found in the cyclical trend of construc-
tion outlays. When plant and equipment outlays.are segregated, no
significant time trend is found in the relation between private non-
agricultural equipment outlays and the private gross national
product.

The annual rate of investment in plant and equipment in the first
half of 1949 was nearly $2,000,000,000 lower than would be expected
from this relationship with private national product. This apparent
deficiency of investment reflected an excess of equipmhent outlays more
than offset by a deficiency in plant expenditures.

Plant versus equipment expenditures
Private investment in plant, after a period of unusually large ex-

pansion in the twenties, fell considerably more than business activity
from 1929 to 1933, and then in the subsequent prewar upturn rose.
only slightly relative to general economic activity. In the immediate
prewar years the ratio of private plant investment to the private gross
national product was only about 60 percent of the average rate in the
twenties. Thus, the lag in construction expenditures and its charac-
teristically long-term cycle resulted in a significant lowering of both
investment and business activity during the thirties and early forties.
Even in the postwar period of capital investment boom, the rate of
construction outlays has been only 80 percent. of the level in the
twenties.

Thus, equipment outlays have been the major sustaining force in
the demand for fixed capital by business in both the post 1929 prewar
and postwar periods. Equipment expenditures averaged slightly
over 55 percent of total plant and equipment outlays in the twenties,
somewhat over 65 percent in the thirties, and slightly more than 70
percent in the prewar and postwar forties.

There are several factors, in addition to the important effects of the
construction cycle, which explain some of the upward movement in
the ratio of equipment outlays to total capital outlays. These factors
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include the secular trend toward the increasing mechanization of indus-
try and, in the postwar period, the use of new equipment and ma-
chinery in defense plants purchased from the Government (which are
not, of course, included in the totals for new capital outlays) and the
substitution of machinery for manpower to offset increasing labor
costs.

CHART 9.-RELATIONsHIp BETWEEN BUSINESS EXPENDITURES FOR PLANT AND
EQUIPMENT, PRIVATE GROSS NATIONAL PRODUCT, AND TIME, IN 1939 DOLLARS
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Physical volume of plant and equipment investment.
When the relationship between private nonagricultural plant and

equipment expenditures is adjusted for the differential movements of
capital-goods prices and the general price level, many of the aspects
noted in the current dollar relationship come into sharper focus. In
real terms, the volume of investment is significantly more dynamic,
increasing more than 17 percent with each 10-percent rise in real
output." As can be seen in chart 9, the investment data again fall

Is In billions of 1939 dollars, private nonagricultural plant and equipment expenditures equal minus
6.322 plus 0.172 private gross national product minus 0 223 (given year minus 1930).
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on two rather clear lines in relation to the volume of activity, with no
time trend apparent in the years from 1919 to 1930 but a considerably
more pronounced downward drift in investment during the 1931-41
period.

In this case, however, about one-third of the downward movement
is attributable to equipment. It appears therefore that, in the cur-
rent dollar relationship, movements in the ratio of machinery prices
to the general price level during the thirties and early forties partly
offset the downward time trend in the constant dollar relationship.

The level of plant and equipment expenditures in the first half of
1949 was about 2.5 billion dollars (seasonally adjusted at annual rates)
higher than would be expected from its prewar relationship to real
national product. The current level would be almost exactly on the
line of relationship if the downward time trend were not continued
after 1941.

It is of further interest to note that if lines of relationship with
real product are determined separately (without time trends) for the
two periods 1919-30 and 1931-41, the current level would be about
$4,000,000,000 lower than expected from the earlier period and an
equal amount higher than would be anticipated from the data for the
second period.
Investment versus lagged earnings

As noted above, the expected rate of profits is a major consideration
in any decision to engage in an expansion of productive capacity.
There is, of course, no quantitative measure of these expectations for
the business community as a whole. Probably the best approximation
available is corporate profits after taxes-on the hypothesis that the
current rate of return plays a central role in the forward economic
thinking of the average businessman.

It is, therefore, of interest to examine the relationship of investment
in plant and equipment and corporate profits after taxes. Capital
outlays have been lagged 6 months behind earnings to allow for the
time elapsing between the decision to invest and its effectuation.
Other time lags were also tested but did not give as good results. The
relationship based on the period 1919 through 1941 is shown in
chart 10.14

The variations in plant and equipment outlays over the prewar
period are fairly well described by the movements in earnings. On
this basis the annual rate of capital investment is about $6,000,000,000
higher currently than the expected value. The excess indicated by
this relationship, contrasted to the results utilizing the private gross
national product, reflects the relatively higher taxes in the postwar
period.15

To a considerable extent, the unusually high current rate of private
investment relative to profits after taxes is due to the backlog of de-
ferred demand which still existed at the beginning of this year-and,
to a lesser extent, to the favorable liquid position of most businesses.
However, there are other factors-particularly the low interest rates-
which may tend permanently in the postwar period to raise invest-

14 The regression equation is as follows: Nonagricultural plant and equipment expenditures =3.446+0.692
profits after taxes in billions of dollars and lagged 6 months. In the absence of reliable semiannual data
during the pre-1929 period. the earning series was lagged prior to 1929 by a 2-year moving average centered
on the earlier year.

'I The current rate of investment is 1.5 billion dollars higher than would be expected from a similar rela-
tionship with lagged earnings before taxes.
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CHART 10.-BUSINESS EXPENDITURES FOR PLANT AND EQUIPMENT RELATED TO
CORPORATE PROFITS AFTER TAXES
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ment for a given level of net income. The level of wage rates relative
to equipment costs and interest rates, and the accelerated development
of new products and technologies may operate in the same direction.



CHAPTER IV

DEBT VERSUS EQUITY IN BIUSINESS INVESTMENT

In testimony on investment problems before congressional com-
mittees, and in current business literature, the terms "risk", "venture",
and "equity" are often used indiscriminately. In addition, complicat-
ing factors such as the "rate of savings" and the "adequacy of invest-
ment" as a whole are brought in. Yet the terms and problems are
far from identical. To take the last term first, what is meant by
"adequacy of investment" or investment "needs"? In the sense of
maintenance and expansion of productive facilities, additional or
better tools, housing, etc., investment needs must be judged primarily
by the amount of current production which the economy feels should
be added to the flow of total output in the future. There is no uniquely
"right" answer either with respect to amount, time, or period. One
may well agree that "savings," if made, must be matched by actual
investment and conversely that investment inevitably must be
matched by savings. But such in no way implies that for a given
period savings and investment are "adequate" or "inadequate" or
ought to be of this or that magnitude in relation to something else.

To be sure, a tolerable degree of progress and employment opportuni-
ties for an expanding population is dependent upon increasing plant
and equipment. But there may be several proportions in which
current production is divided between consumption and investment,
all of which under varying conditions may serve the ends of full
employment, stability and progress. While it is easier to go along
with and accept the historical pattern by which investment has hereto-
fore increased in the United States, the future may be too unlike the
past to rely without question on such a percentage as a target level
for economic health and growth. It may be that new factors require
savings and investment not at the historical ratio but at a higher or
lower rate. The proper rate for the future depends upon many factors,
including changes in population, changes in standards of value, the
allurements of technological innovation, and the rapidity with which
the economy wishes to take advantage of these improvements by
way of new consumption products and services together with the
willingness and purchasing power to absorb the unsaved portion
through consumption.

INVESTMENT LEVELS OF THE RECENT PAST

Thus, although "just how much investment is enough" or "what
rate of growth is desirable," may be debatable, a look at the record of
the past always provides illuminating orientation. The accompany-
ing tables I and II show the major items which make up gross private
domestic investment and their relation to total national product.

As used in Department of Commerce data, the concept "gross
private domestic investment" includes all acquisition by private busi-

103
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ness of newly produced capital goods for replacement, as well as for
additions, changes in the volume of business inventories, together
with all new private dwellings, including those of owner-occupants.
Net investment (for technical reasons not available quantitatively in
the Department of Commerce series) differs conceptually by excluding
replacements. Growth of the economy requires that there be net addi-
tions to plant facilities, but the job-giving aspects of "investment"
depend upon gross rather than upon net investment. The business
man's decision to purchase a new machine creates new employ-
ment opportunities whether the new machine be for replacement or
expansion.

TABLE I.-Gross national product and gross private domestic investment, 1929-48
[Billions of dollars]

Gross private domestic investment
Gross na-

Year tional
product Total New con Producers' Total pl hanges in

struction' durable foaclipatie busins
equipment in~ventories

1929 -103.8 15.8 7.8 6.4 14.2 1.6
1930. ------------ -- 90.9 10. 2 6. 6 4. 9 10.5 -. 3
1931 - - - 75. 9 6.4 3.6 3. 2 6.8 -1.4
1932 - - - 58.3 .9 1.7 1.8 3.5 -2.6
1933 55.8 1.3 1.1 1.8 2.9 -1.6
1934 64.9 2.8 1.4 2.5 3.9 -1. 1
1935 72. 2 6.1 1.9 3.4 5.3 .9
1936 ---------------------- 82.5 8.3 2.8 4.5 7.3 1.0
1937 90.2 11.4 3. 7 5 4 9.1 2.3
1938 -6-------------------- 84. 7 6.3 3.3 4.0 7.3 -1.0
1939 ------------ -- 91.3 9. 9 4.9 4.6 9.5 .4
1940 101.4 13.9 5.6 6.1 11. 7 2.3
1941 - - - 126.4 18.3 6.8 7. 7 14.5 3. 9
1942 161.6 10.9 4.0 4.8 8.8 2.1
1943 - - - 194.3 5.7 2.5 4.1 6.6 -1.0
1944 - - - -213.7 7.7 2.8 5.7 8.5 -.8
1945 - - - 215.2 10.7 3.9 7.5 11.4 -.7
1946 - - - 212.6 29.5 10.2 12.5 22. 7 6.7
1947 235 7 31.1 13.8 17.2 31.0 .1
1948 -------------------- 262.4 45.0 17.8 20.7 38.5 6.6

Source: Survey of Current Business, Department of Commerce.

The striking fact about gross private, investment over the years of
record has been its variability. From 15.8 billion dollars in 1929
private investment fell to less than 0.9 billion dollars in 1932. It
recovered progressively to 11.4 billion dollars in 1937 only to drop
back to little more than half that level the following year.

During the war years the private portion of the economy was
restricted both in freedom of decision in investment matters and in
access to the materials that go into plant and equipment. Investment
comparisons insofar as they relate to the private-enterprise economy
must, accordingly, either partly or wholly disregard the data for the
years 1942 to 1945, inclusive. The forced postponement of nonwar
construction during these 4 years explains in large part the new in-
vestment records established each year since.

In 1948 gross private investment reached a total of nearly $45,-
000,000,000, in current dollars, or nearly three times as high as in 1929.
Gross national product, estimated at $262,000,000,000 in 1948, had
increased roughly 3Y times. If the ratio of investment to gross
national product were unhealthy in 1929 (as most analysts agree to
have been the case), it may have been so likewise in 1948.
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TABLE II.-Gross private domestic investment, total and major components as
percentages of gross national product, 1919-48

[Gross national product =100]

Gross private domestic investment

Year Producers' Total Changes

Total New con- durable plant in business
struction equipment facilities inventories

1919---------------------- 15.3 4.8 6.4 11.2 4.1

1920-1 18.2 5.6 6.1 11.7 6.5

1921 - 10.6 6.0 4.6 10.6
1922 ---------------------- 12.9 7.8 4.4 12.2 .7

1923 -- ---- - ----------------- 16.9 8.4 5.4 13.8 3.1

1924 ----------------------- 13.1 9.3 5.1 14.4 -1.3

1925 ------------------------ 16.5 9. 6 5. 2 14.8 1. 7

1926 ------------------------- 16.7 9.7 5. 5 15. 2 1.5
1927 -15.0 9.6 5.1 14. 7 .3
1928 - - ---------------------- 13.7 8. 7 5.4 14.1 -. 4

1929 - -- ----------------------- 15.1 7.5 6.1 13.6 1. 5

1930 - ---- -------------------- 11.2 6.1 5. 4 11.5 -. 3

1931 - 7.0 4.7 4.2 8.9 -1.9
1932 -1.5 2.9 3.1 6.0 -4.5

1933 - 2.3 2.0 3.2 5.2 -2.9
1934 -4.3 2. 2 3. 8 6.0 -1.7

1935 - 8.6 2. 6 4.7 7.3 1.3
1936 -1--------------- I 0.1 3.4 5.5 8.9 1.2
1937 -12.6 4.1 6.0 10.1 2.5
1938 -7.4 3.9 4. 7 8.6 -1.2
1939 - 10.8 5.4 5.0 10.4
1940 - -------------------------- 13.9 5.5 6.0 11.5 2.4
1941 ---------------------- 14.6 5.4 6.1 11.5 3.1

1942 - 6.8 2.5 3.0 5.5 1.3
1943 - 2.9 1.3 2.1 3.4 -. 5

1944 - 3. 6 1.3 2. 7 4.0 -. 4
1945 - 5.0 1.8 3.5 5.3 -.3
1946 -13.9 4.8 5.9 10.7 3.2
1947 -13. 2 5. 9 7. 2 13.1 .1
1948 -------------------------- 17.1 6.8 7.9 14.7 2.4

Source: Department of Commerce, Office of Business Economics; 1939-48, computed from data Survey
of Current Business, July 1949.

Gross private investment includes not only plant and equipment,
construction, and net foreign investment but also changes in business
inventories. Changes in the latter from year to year are highly
unstable since they can range from positive quantities to relatively
large negative items. For example, business added 1.6 billion dollars
to inventories in 1929, only to wipe out this increase in the succeeding
2 years and further reduce them by 2.6 billion dollars in 1932. Ac-
quisition of plant and durable facilities, which incidentally is not the
whole of business "investment" as use of the word sometimes suggests,
showed a less proportionate decline, dropping between the same years
from 14.2 to 3.5 billion dollars. The distinction is important because
decisions involving plant investment are necessarily of a different
longer-run character than those which influence inventory building or
liquidation.

Fluctuations in private investment expressed as a percentage of
gross national product are, of course, less violent, since gross national
product, though by different amounts, generally moves in the same
direction. Thus the all-time high level of private investment in 1948
viewed as a fraction of national product approximated the level of the
twenties (table II).

Needless to say neither the amounts shown in table I nor the
percentages in table II are presented as norms or target goals for the
future.

73003-50-S
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EQUITY VERSUS DEBT

The risk-capital problem involves in the first instance a choice, not
of over-all amounts, but of the contract form under which savings are
invested. Even in respect to this narrower problem, the terms
"risk," "venture," and "equity" should not be used interchangeably.

Risk is a relative term. All capital is in some degree venture
capital. Even Government bondholders must gamble on the level of
prices and the value of the dollar. Capital is always subject to the
possibility of loss not only in general, but even in a particular enter-
prise. There the measure of risk often depends on the opportunities
available to the particular capital item for alternative employment
elsewhere. At one extreme "sunk capital," with little opportunity for
retreat or withdrawal, must take what it can get by way of return.
At the other extreme, capital in liquid forms, free to choose from
several alternatives, may turn in other directions whenever risk of
loss threatens. Thus capital invested in an oil hole, a right-of-way,
or a rolling mill, with conversion to other uses effectively cut off,
is subject to greater hazards of economic loss than a parking lot, in-
vestment in an automobile truck, or a custom lathe. This is true
though each investment entails venture and risk. Differences in the
economic risk associated with capital invested in one productive
facility or another is thus entirely a matter of degree.

As between individual owners of capital, contractual forms have
however, grown up which permit the shifting of portions of individual
business risks from one owner of capital to another. These contracts
do not alter the amount of risk involved in investment itself. They
do permit the concentration of that risk on those who, for a price,
are most willing to undertake it. Conversely, the amount of risk
remaining to be borne by those seeking to minimize their own risk is,
at least in legal theory,' proportionately lessened by the arrangement.

With this shifting of risk between individuals in order to concen-
trate it, the term " equity" capital enters, as distinguished from capital
supplied under "debt" contracts. Equity capital is a contractual,
legalistic concept rather than an economic one and is accordingly
the more precise term when one is concerned with the terms upon
which capital is available for investment in productive facilities.

Significance of these distinctions to any examination of the flow of
investment capital has been well summarized before the Joint Com-
mittee on the Economic Report as follows:

From the point of view of the managers of business every dollar invested in
business is a venture and involves risk. The only difference between one dollar
and another is in the priority of loss, should the venture prove unsuccessful.
Thus, the dollar put in through common stock is less safe, at least theoretically,
than the dollar represented by preferred stock, and so forth, through the whole
gamut of possible corporate securities. In other words, the problem of analyzing
the need for capital formation in terms of the adequacy of venture savings is
purely a question of determining whether the needed capital formation can be
converted into instruments which appeal to the holders of savings as suitable for
nonventure savings or as suitable only for venture savings. The problem of
matching the need for capital formation against the adequacy of venture and non-

' The annals of corporate finance abound with instances where bondholders and preferred-stock holdersin actual fact assumed fully as much or even more risk than did common-stock holders. As investmentmedia such senior securities have shown investment results in terms of amount and regularity of income andpreservation of principal by no means superior to those obtained from a well-diversified list of commonstocks.
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venture, savings, therefore, is not a question of the use to which funds are put; it

is a question of the means by which savings find their way into capital formations

The problem of contractual form is thus the problem of debt versus
equity, of flexible capital contracts versus those containing default
provisions. It is not the problem of more or less savings, or even of
equalizing savings and investment. Thus the advocacy of easier
credit (i. e., debt) for small or other business, as a device for securing
capital may encourage precisely the type of capital relationship least'
desirable under the circumstances. Excessive reliance on debt forms
means that equity forms are relatively unattractive.

EQUITY FORMS AID IN AVOIDING ECONOMIC COLLAPSE

While risk and venture are important in sustaining full employment,
the form of contract may make considerable difference. In time of
lepression there is the danger of cumulative bankruptcies. When

times are good, low-cost debt may increase the leverage factor in in-
come available for common-stock holders. When depression comes,
businesses may borrow money because they have to. If during boom
times they have resisted the temptation to use their credit, they will
be in better shape to weather a business collapse. In either event
(debt is a problem only when incurred in amounts or at times likely to
result in default. As long as interest is earned and paid the strong
language of debt contracts is of little importance.

Debt can and does, however, become a serious danger for the econ-
.omy whenever large groups of debtors for some reason such as an
unanticipated decline in income are no longer able to perform on their
contractual obligation. The very fact that debtors suddenly find it
difficult to perform makes creditors only more determined in their
-insistence upon prompt payment and liquidity. At such times
business puts almost irresistible pressure on government for govern-
ment lending, moratoria, debtor relief, and "reconstruction" or bail-
*out institutions with free access to the public treasury.

The role which business debts play in economic instability has been
sketched in a recent study as follows:

Many different, and not altogether consistent, arguments have been advanced

to show that the debts of corporations are a factor in bringing on and accentuating

depressions. A few of the most interesting of these are as follows: (1) Debt

weakens certain companies, and their collapse causes a business decline. (2) When

.a decline is under way, the pressure of debt forces debtors to sell goods at a sacrifice

and curtail purchases, producing sharp falls in certain parts of the price structure.

(3) When a decline is under way, rigid debt charges help make costs rigid and

-prevent certain prices from falling. (4) When a decline is under way, business-
'men whose debts fall due in the visible future are obliged to do their best to remain

liquid, which holds down business volume. (5) During a business decline, a

shrinkage of the debt of business firms takes place almost automatically, and this

reduces the volume of bank deposits, reinforcing the decline. (6) This same

shrinkage of business debt destroys a major channel of investment for new savings

and thus renders savings not only sterile but positively destructive.
3

Given such a chain of forces there is justifiable concern over the
forms of private capital contracts quite apart from the problem of
investment itself.

I Testimony of Earl Bunting, president of the National Association of Manufacturers, in Current Price
fDevelopments and Economic Stabilization, Hearings, Joint Committee on the Economic Report, 80th
Cong., Ist sess., July 15, 1947, p. 427.

3 Debts and Recovery, 1929-37, The Twentieth Century Fund, p. 179.
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For the economy as a whole, as for an individual debtor, the burden
of debt may be measured either by its ratio to total assets and col--
lateral, or by the proportion of current and reliably certain prospective
income required to meet interest payments. Here the caution re-
specting the use of national aggregates which hide individual differ--
ences is particularly appropriate. Individual companies, especially-
new ones, may have considerable difficulties in arranging their finances.

-so that fixed obligations for interest are amply cushioned, even though
debtors, in the aggregate, are generally well off.

The figures on what has happened in the economy as a whole bring-
out an important fact about the current equity-capital problem that is-
frequently overlooked. Measured in terms of the ratio of interest
payments to national income, the burden of private debt, due to the
low interest rates and the unprecedentedly high levels of national in--
come, has been but a fraction of that in prewar years.

Two measures of the trend of debt burden in recent years are given
in table III. One of these shows the extent of debt rigidities in the-
economy by comparing national income and the distributive share-
represented by net interest. For 1948 the dollar amount of net
interest was somewhat less than during the thirties and substantially-
less than in 1929 -or 1930. Percentagewise interest was only about
one-fourth as important relative to income as it was in 1929 or 1930
and about one-seventh as important as during the depression years.
1932'and 1933.

It may be urged with propriety that interest charges should be re--
lated only to the income out of which they must be paid rather than
to all national income since the latter includes wages and other non--
property forms of income. The right-hand portion of table III pre--
sents data on this more precise concept of "burden."

TABLE III.-Private debt burden as measured by the relation of interest to income,.
National Aggregates, 1929-48

[Billions of dollars]

Business Monetary Monetary
Year National Net farm and Interest intere 3 aaYear ~ ncm ttret Percent retl paid a fraction

income busins o income

Percent1929 -87.4 6.5 7.4 29.6 9.8 33.11930 -75.0 6.2 8. 2 19.0 9.1 48.01931 -8.9 5.9 10.0 11.0 8.4 76.41932 -41.7 5.4 12.9 4.4 7.6 172.71933 -39.6 6.0 12.6 7.4 6.7 90.61934 -48.6 4.7 9.7 10.4 6.3 60.6-19.35--------------- 56.8 4.85 7. 9 15.4 8. 9 318.31936 -64. 7 4.5 7.0 18. 4 5.6 30.41937 -73.6 4.4 B.9 21.5 8.5 25.61938 ----------- 67.4 4.3 6.4 17.3 5.3 30.6.1939 -72.5 4.2 1.8 21.3 5.2 24.41940 -81.3 4.1 5.0 25.5 5.0 19.61941 -103.8 4.1 4.0 38.0 8.0 13. 2-1942 -137.1 3.9 2.9 49.5 4.8 9.71943--------------- 169.7 '3.4 2.0 57.9 4.6 7.9.1944 -183.8 3. 1 1. 7 59.8 4.5 7.61945 -182.7 3.0 1.7 57.2 4.6 8.01946 -- ------- 179.6 3.0 1.7 64.8 4.7 7.31947 -201.7 3.4 1.7 76.7 S.3 6.9-1948 -226.2 3.8 1.7 84.3 5.9 6.9

' The annual interest obligation of private business, represented by business debt, is best measured bythe amount of monetary interest paid. Imputed interest, as included in national income, is not likely torepresent a default hazard nor is it necessary to consider net interests since interest income is fully as useful'as income from other sources in meeting recipients' obligations. In periods of substantial defaults, interest .actually paid may, of course, be materially less than interest obligations coming due.
Source: National Income Supplement to Survey of Current Business, July, 1947, 1948, 1949. '
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Note that during recent years the interest charges of corporations,
unincorporated enterprises, farmers, and landlords, have been low
enough in relation to income to have been earned more than 14 times
over. This compares with only three times in 1929, twice in 1930,
and barely once in the succeeding 3 years combined. Stated another
way, though with some departure from realism, the national income
could fall to one-third its current levels without the obligation for
fixed interest under existing contracts becoming as burdensome
relatively as it was in 1929 or in the immediate prewar years. The
danger of burdening fluctuating income with rigid annual charges
for interest is strikingly shown by the figures for 1932 when business,
under contract to pay 7.6 billion dollars in interest, received little
more than half that amount, 4.4 billion dollars, in current income.

A comparison frequently made which relates debt principal to
current income has been purposely avoided. Neither for the Nation
nor for business is the burden of debt in any individual incomB period
measured by its principal. Only a portion of debt outstanding ma-
tures in any single year; payment of that portion which does mature
is, moreover, not necessarily limited to amounts available in the form
of current income. Private debts need not and, indeed, seldom are,
retired except by refunding. With adequate coverage of interest
charges this is ordinarily possible. When lenders are of a mind to
insist upon collection of maturing debts irrespective of security, the
pattern of collapse described in the previous paragraph is set in
motion.

CHANGING ROLE OF EQUITY IN CORPORATE FINANCE

While the aggregate annual burden of carrying private debt has
been declining, available data point to an increasing reliance by
manufacturing corporations on debt as a source of business capital.
A similar, though less marked, trend appears also in respect to trading
corporations. Equity finance has played a somewhat declining role
over the years 1926-46.

Summarized below for selected years are the aggregate balance
sheets of those manufacturing and trading corporations that report
balance sheets to the Internal Revenue Bureau. They disclose (com-
pare table IV) the following shifts in capitalization:

1926 1936 1946

Manufacturing corporations: Percent Percent Percent
Liabilities and liability reserves of all types-28. 4 29.3 29.8

Common and preferred stock -48.5 47.1 31.2
Surplus and surplus reserves (net) -23.1 23.6 39.0

Stockholders'equity -71.6 70.7 70.2

Total -- ---- ---------------------- 100.0 100.0 100.0

Trading corporations:
Liabilities and liability reserves of all types -37. 2 42.3 41.3

Common and preferred stock -44.5 42.3 25.9
Surplus and surplus reserves (net) --- 18.3 15.4 32.8

Stockholders' equity ---- 62.8 57.7 58. 7

Total -100.0 100.0 100.0
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TABLE IV.-Stockholder equity and its components related to total assets
[Manufacturing, trading, and all corporations submitting balance sheets with tax returns-selected years

1926-46]

Ratio of-

Common Surplus Stock-
Year ~~~~~and and holder Total Stock- Capital Surplus

Year preferred surplus equity assets holder stock to to total
stock reserve (net) equity total stock-

(net) to total assets holder
assets (percent) equity

Billions Billions Billions Bileions
Total manufacturing: of dollars of dollars of dollars of dollars

1926 -31.4 14.9 46.3 64.7 71.6 48.5 32. 2
1929- 33.2 19.5 52.7 70.3 75.0 47.2 37.0
1933 -30.4 12.9 43.3 57.8 74.9 52.6 29.8
1936 ---------- 2------6---- 25.6 12.8 38.4 54.3 70.7 47.1 33.3
1939- 25.7 16.8 42.5 56.7 75.0 45.3 39.5
1943 -27. 4 33.3 60.7 94.8 64.0 28.9 54.9
1946 - 30.0 37.6 67.6 96.3 70.2 31.2 55,6

Total trade:
1926 -8.5 3.5 12.0 19.1 62.8 44.5 29.2
1929 -9.4 4.2 13.6 21.8 62.4 43.1 30.9
1933 -7.7 2.1 9.8 15.6 62.8 49.4 21.4
1936 -7.7 2.8 10.5 18.2 57.7 42.3 26.7
1939 -7.8 3.8 11.6 19.0 61.1 41.1 32.8
1943 -7.0 6.6 13.6 21.5 63.2 32.6 48.5
1946 --------------------- 8.3 10.5 18.8 32.0 58.7 25.9 55.9

All industrial groups:
1926 ------------------ 84.7 34.6 119.3 262.3 45.5 32.3 29.0
1929 -- 103 11.1 160.4 335.8 47.8 31.3 34.4
1933 -92.5 35.1 127.6 268.2 47.6 34.5 27.5
1936 ------ ------------ 96.7 36.8 133.5 303.2 44.0 31.9 27. 6
1939 -90.7 46.2 136.9 306.8 44.6 29.6 33.7
1943 -79.5 66.1 145.6 389.5 37.4 20.4 45.4
1946 - 83.2 81.5 164.7 454.7 36.2 18.3 49.5

Source: Statistics of Income for years concerned. Treasury Department Press Service No. S-1051,
Apr. 21, 1949, table 3.

While changes during the first decade covered by the summary
were negligible, shifts in capitalization of manufacturing corporations
in the 10 years after 1936 have been noticeable. The extent to which
capital has been raised from the proceeds of sales and retained earnings
is illuminated by the fact that capital stock account, which in 1936
represented 47 percent of the aggregate capital employed by the report-
ing corporations, fell by 1946 to less than one-third of the book value of
the total assets. In the case of trading corporations, the capital stock
account represented barely one-fourth of the assets employed in 1946.
Aggregate figures on capital accounts are, of course, subject not only
to the uisual accounting limitation but to such additional factors as the
increased taking in good times of maintenance and other write-offs
postponed during the stringent years prior to 1936, accelerated amorti-
zation during the war, etc. Moreover, prices were rising and profits
increasing by phenomenal amounts. At such times those holding
equities find it hard to resist pyramiding earnings on their holdings
rather than diluting both their claims to the profits bonanza and their
control. Thus the debt ratio of manufacturing corporations increased.

When surplus and surplus reserves are added to the balance sheet
figures at which capital stock is recorded, the downward trend in
stockholders' equity is, of course, less. Stockholders' equity in manu-
facturing corporations fell from levels of $71 per $100 of total assets in
the years 1926 and 1936 to $64 in 1943, but rose again in 1946 to about
former levels. The converse is that $30 out of every $100 of postwar
assets belonging to these corporations is currently offset by debt obliga-
tions compared with $25 thus financed out of every $100 in 1939.
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At the same time that stockholders' equity has been declining rela-
tive to total assets, the portion of their equity represented by surplus
accounts has been increasing markedly. The proportion of surplus
of total stockholders' equity in manufacturing increased from about
30 percent to more than 50 percent between prewar years and 1946;
that in trading corporations doubled. The extraordinarily strong
financial position of corporations in recent years is indicated by the
fact that their surplus, which formerly amounted to about one-half of
the amounts at which common and preferred stocks were carried, was
by 1946 equal to that which banks are required to have, and, in fact,
even exceeded capital accounts. For obvious reasons the trend must
have continued at an accelerated rate through 1947 and 1948. In
those 2 years the Department of Commerce reports that all corpora-
tions retained nearly $24,000,000,000 of earnings while net issues of
new capital stock amounted to barely one-tenth of that amount
(table V).

TABLE V.-Sources and uses of corporate funds, 1946, 1947, 1948 1
[Billions of dollars]

1946 1947 1948

Uses: 26.9 29.5 25.9
Plant and equipment - - - -- 11.6 15.0 17.3
Increase in inventores (book value) - - -11. 2 8.9 6.3
Increase in trade receivables. -- -- 4.8 5. 7 2.3
Other current assets - --. 7 _- 1 (2)Sources: 27.0 30.2 27.7
Reduction in holdings of United States Government securities ----- 5. 8 1.5 -2 1
Cash and deposits and miscellaneous current assets- -------- - -1.1 -1.3 .1
Increase in various liabilities:

Trade payables ----------------------------------------------- 4.0 2. 6 .9
Bank loans:

Short term- - - 1.9 1.5 5
Long term ----------- - --- 1.4 1.2 .6

Mortgage loans ------------------.--- 6 .8 .7
Federal income tax liability -- ---------- -1. 6 2. 7 .9
Other current liabilities 1. 8 .6 (2)

Depreciation charges 4. 2 4. 9 5.5
Retained earnings 3 -- ---------------------------- -______----------- 7. 7 11. 4 12.5
New security issues-net:

Bonds - 1.0 3.1 4.8
Stocks --- 1.3 1. 3 1. 2

Discrepancy (uses less sources)- - - -1 -. 7 -1.8

I Excluding banks and insurance companies.
2 Less than $50,000,000.
a Includes depletion.

Source: U. S. Department of Commerce.

SIZE DIFFERENCES IN THE PROPORTION OF CAPITAL IN EQUITY FORMS

Several incidental facts about the prevailing relationship between
equity and debt are given in tables VI and VII. Irrespective of
size classes, United States manufacturing corporations had, as of
December 31, 1948, provided about 65 percent of total capital em-
ployed by them in form of capital stock and surplus, the remaining
35 percent being represented by liabilities. This represents a change
from the early 1930's when, according to a study by the Twentieth
Century Fund, the percentage of borrowed capital to total capital
tended to decrease with increasing size.
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When the factor of debt maturities is considered, however; larger
corporations seem to have their finances in slightly better order than
do the smaller. Current debt, relatively heavier among the smaller
companies, is in general more risky than funded debt. Recurring
maturities present renewal problems which are often embarrassing
in times of stress.

TABLE VI.-All manufacturing corporations liability and capital accounts per $100
of assets, as of Dec. 31, 1948, by size groups

Size groups in millions of dollars per $100 of assets

Liabilities
Under Y4 to 1 1 to 5 5 to 100 oand sizes

Bank loans payable within I year -$4.15 $4. 38 $4. 08 $3. 33 $1. 69 $2.73
Other notes and accounts payable 15.93 10. 70 8.16 6.66 6.93 7.42
Federal income taxes accrued -4.11 6.58 7.16 7. 70 6.80 7.06
Other current liabilities -4.15 3. 67 3. 69 4. 38 3.83 3.99

Total current liabilities -28. 34 25.33 23. 09 22.07 19.25 21.20

Bank loans 1 year or longer -1.46 1.37 1.82 2.94 3.40 2.90
Other long terms -5.38 4.13 4. 02 5.13 8.25 6.42

Total long-term debt -6.84 5.50 5. 84 8.07 11. 65 9. 32
Other liabilities -1.87 .69 1. 83 .60 .73 .84
Reserves- ------------------ .52 .75 1. 30 2. 43 3. 28 2.15

Capital stock, capital surplus -36. 41 28.86 27.12 31.02 33. 59 31. 78
Earned surplus and surplus reserves 26.02 38. 87 40.82 35. 81 31. 50 34.31

Total stockholder equity -62.43 67. 73 67.94 66.83 65.09 66.09

Total assets (liabilities) -100.00 100.00 100. 00 100.00 100.00 100.00

Source: Computed from data, Federal Trade Commission and Securities and Exchange Commission,
Quarterly Industrial Financial Report Series; First Quarter, 1949.

TABLE VII.-Ratio equity.capital to total assets, all manufacturing corporations,
by size groups, 1944

Classification by size of total assets in thousands of dollars All income Winet
income

0 to 50 53.1 61. 6 28.3
50 to 100 - 62. 2 66.2 42.3
100 to 250 ------------------------------------------ 65.5 67.3 61.3
2s0 to 500 -------S-O----------- 66. 2 67.1 54.3
ZOO to 1,000 - 65.6 66.1 56.5
1,000 to 5,000 ------------------- 65.4 65.7 57.4
5,000 to 10,000 - .-- --- 66.7 . 66.4 73.0
10,000 to 50,000 65.1 65.1 62.9
50,000 to 100,000 - .----- 62.7 62.5 71. 2
100,000 and over .---------.-------- 66.7 66.7 65.3

Total . ' ----- 65.7 65. 9 57.0

Source: Computed from U. S. Treasury Department Statistics of Income for 1944, pt. 2, table 6, pp.
220-221.

Table VII demonstrates the interesting, though perhaps not sur-
prising, fact that corporations reporting net income characteristically
report a higher ratio of equity to total assets than do those corpora-.
tions which have been unable to report net income for tax purposes.
While data from income-tax returns are not available for 1948, the
table confirms the fact that differences in debt equity ratio between
manufacturing companies classified by size is not considerable. An
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important exception relates to the very small corporations having
under $50,000 of assets. Among the successful corporations in this
class, the debt equity ratio conforms more or less to the pattern of
other size classes; the class is, however, heavily weighted with corpora-
tions unable to report income and for these the debt ratio is very high.

NEW MONEY FINANCING AND RELIANCE ON RETAINED EARNINGS

Further evidence of the trend toward financing out of retained
earnings is given in table VIII. The portion of new funds added in
recent years in nondebt forms has not been so much out of line with
traditional standards of finance as has the method by which the new
equity has been obtained. In 1929 United States corporations
financed their new money requirements about one-fourth from in-
creased debt, 40 percent by common stock sales, slightly less than
one-fourth from retained earnings, and some 13 percent through new
preferred stock issues.

TABLE VIII.-New money financing, all United States corporations, 1929-48

[Millions of dollars]

Retained New money New money Increase in Total new
Period corporate common preferred corporate money

earnings ' stock 2 stock 2 debt3 money

1929 - -------------------------------- 2,597 4,407 1,517 2,800 11,321
1930 -- 3,045 1,091 412 400 -1,142
1931 -- 5,381 195 116 -5,800 -10,870
1932 -- 5,998 10 10 -3,500 -9, 478
1933 -- 2, 428 105 15 -3,100 -, 408
1934--------------------- -1,019 31 3 -1,400 -2,095
1935- -613 15 54 -700 -1,244
1936 ------------------ --------------- -284 262 90 1,300 1, 36S
1937 ----- -8 203 205 -300 100
1938 -- 906 19 48 -2, 500 -3,339
1939 -1, 209 71 26 300 1, 606
1940 -2, 398 74 61 2,000 4, 533
1941--------------------- 4, 921 79 94 7, 900 12,994
1942 -5,136 16 103 8, 200 13, 455
1943 -6, 153 37 55 3,900 10, 145
1944- 6,128 91 133 -500 5,852
1945 -3, 803 226 430 -9, 800 -5,341
1946 -8, 132 728 740 3, 600 13,200
1947 -12, 073 620 589 11,500 24, 782
1948 -13, 242 500 400 8,000 22,142
1930-39 inclusive ----------------------- -19,073 2,002 979 -15, 300 -31,392
1940-48 inclusive- 61,986 2,371 2, 605 34, 800 101,762
1929-48 inclusive -45, 510 8, 780 5,101 22, 300 81,691

I Department of Commerce, Survey of Current Business, National Income Number, July 1949.
2 Commercial and Financial Chronicle.
3 E. T. Bonnell, Public and Private Debt in 1946, Survey of Current Business, September 1947, October

1948; 1948 estimated from Sources and Uses of Corporate Funds, Survey of Current Business, February 1949.

Since that time methods of new money financing have changed.
During the 1930's a series of losses, combined with dividends paid
from previous surplus and substantial net reductions in corporation
debt, resulted in a net drain upon corporate funds of $31,000,000,000.
During this period new money financing by stock issues fell to ex-
tremely low levels. To a certain extent before the war and almost
wholly during the war, new plant construction and capital require-
ments were met by the Government.

Thus, as is shown in table VIII, during the 9 years ending in 1948,
for every $102 new money, cnly $35 was raised by increasing corpo-
rate debt. For the 20 years 1929-48 inclusive, only $22 out of each
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$82 new money has been in debt forms. Including, as one must,
retained earnings along with the minor amounts raised by new stock
issues, the portion of new equity funds in relation to total new money
has been relatively high in each year of the past two decades with
the exception of 1936, 1941, and 1942. Nine out of the 20 years
witnessed actual decreases in corporate debt. In the 9 years ending
with 1948, retained earnings have aggregated more than 12 times new
common and preferred stock sales. Even with the reduction in sur-
plus during many of the earlier years, net additions to retained earn-
ings have provided considerably more than three times as much new
money in the two decades as have stock sales.

During and since the war, United States corporations have been
retaining upward of one-half of corporate profits after taxes. In
1947-48 the percentage retained was in excess of 60 percent in con-
trast to 31 percent in 1929. A good deal of such retained earnings
were needed to replenish inventories depleted during the war, to aid
reconversion, and to bid for producers' goods in short supply at
increasing prices. For example, in 1947 corporations retained
$12,000,000,000 of undistributed profits. During that year the De-
partment of Commerce estimates that $6,000,000,000 needed to be
held in the business in order to replace the physical volume of inven-
tory used up. While corporations in the aggregate paid out only
:36.6 percent of profits after taxes, one-half of the undistributed profits
had to be earmarked for maintenance of inventory unchanged. Only
one-half of the retained profits or about 31 percent of profits after
taxes were available for working capital, expansion, or debt retirement.

TABLE IX.-Corporate profits after taxes, retained earnings and portions available
for expansion, all private corporations

[Amounts in billions of dollars]

Corporate profits after taxes Retained to finance Percent-
_ Percent- age of

age of retained
Period Undis Physical Working profits profits

Total Dividend tributed ivn- capital undi- available
payments profits tory un- and ox- tributed for ex-

poischanged pansion pansion

1929 - -8.4 5.8 2.6 -0.5 3.1 31.0 119.2
1930 - -2. 0 5:5 -3.0 -3.3 .3
1931 - -- 1.3 4.1 -5.4 -2.4 -3.0 --0 - ----
1932 - - -3.4 2. 6 -60 -1.0 -5.0 -
1933 - --. 4 2.1 -2.4 2.1 -4.5 -
1934 - -1.0 2. 6 -1.6 .6 -2.2
1935 - -2.3 2.9 -. 6 .2 -. 8
1936 -------------- - 4.3 4.6 -. 3 .7 -1.0 -----------
1937 -4.7 4.-7 - . 3 7 0
1938 - -2. 3 3. 2 -. 9 -1.0 .1
1939 - - 5.0 3.8 1.2 .7 .5 24.0 41.7
1940 - -6.4 4.0 2.4 .1 2.3 37.5 95.8
1941 - -9.4 4.5 4.9 2.6 2.3 52.1 4r,.9
1942 - -9.4 4.3 5.1 1.3 3.8 54.3 74.5
1943 - -10.6 4.5 6.1 .8 5.3 57.5 86.9
1944 --------------- 10.8 4. 7 6.1 .3 0.8 06.0 90.1
1945 ---------------- - 8.5 4. 7 3. 8 .6 3. 2 44.7 84.2
1946 - ----------------- 13.9 5.8 8.1 5.2 2.9 58.3 35.8
1947 19.1 7.0 12.1 6.0 6.1 63.4 00.4
1948 - ----------------- 21.2 7.9 13.2 2.2 11.0 62.3 83.3

Source: Survey of Current Business, national income number, July 1949.
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The fact that corporate directors have progressively favored whole-
sale retention of earnings means that investment decisions formerly
made by the owners of substantial funds or by individual capitalists
in their own right now become the decisions of corporate directors.
In many cases this may involve little change in the group making
the decisions. Those who directed the flow of venture capital as
owners may now control investment flow as corporate directors. In
other instances, however, where control and ownership are divorced,
the process of making investment decisions may be entirely out of
the hands of the owners. The private property atom has been split.
Such gives rise to the possibility that corporate directors may be
influenced by noneconomic considerations such as the simple desire
to see their corporations grow bigger. Moreover, directors familiar
with the profit possibilities of expansion in their own companies may
be less well informed or appreciative of the opportunities for invest-
ment in competing or alternative lines.

SUMMARY

1. The investment needs of the country depend on the number,
intelligence, and capacities of its labor force, on changes in its standards
of values and other factors determining the rapidity with which the
economy wishes to take advantage of technological improvement.
Since this rate is subject to a wide range of choice, the record of the
past or some other standard of adequacy affords no absolute norm.

2. Among changes in types of private capital investment, that
which takes place from year to year in business inventories is probably
the most unstabilizing. Fluctuations in private investment expressed
as a percentage of gross national product show less variance than do
the absolute figures.

3. The risk capital problem differs from the general investment
problem, being primarily a problem of contractual forms of flexible
capital contracts contrasted with those containing default provisions.
While "risk" and "venture" are important in sustaining full employ-
ment, the form of contract by its rigidity may involve the possibility
of cumulative bankruptcies in the event of deep depression.

4. Low interest rates in the war and postwar period have held down
the burden of debt, as measured by the proportion of current income
required to meet interest payments, to a point where fixed charges
are relatively far lower than during the prewar period.

5. While the annual burden of carrying private debt has been
declining, the proportion of capital derived from debt sources has
been increasing.

6. In respect to stockholders' equity, the capital stock account has
become decreasingly important proportionately while the portion of
equity represented by surplus accounts has been increasing markedly.
Surplus of manufacturing corporations, which formerly amounted to
about one-half of the amount at which common and preferred stocks
were carried, had, by 1946, reached the point where it was equal to
or exceeding capital account.
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7. Corporations of various sizes show no significant differences in
the relative proportions of the capitalization financed by debt. Irre.-
spective of size classes, manufacturing corporations had, as of Decem-
ber 31, 1948, provided about 65 percent of total capital employed by
them in the form of capital stock and surplus.

8. Corporations reporting net income characteristically report a
higher ratio of equity to total assets than do those corporations
which have been unable to report net income.

9. The portion of new funds added in recent years in nondebt forms
has not been so much out of line with traditional standards of finance
as have the methods by which the new equity has been obtained.
Including retained earnings, out of every $102 of new money raised
during the 9 years ending with 1948, only $35 was represented by an
increase in corporate debt.

10. In the 9 years ending with 1948 retained earnings have aggre-
gated more than 12 times the proceeds of new stock sales. This shift
in the manner in which equity funds are obtained with the consequent
change in the manner in which investment decisions are made is
probably the most striking change that has taken place in the field
of corporate equities in recent years.

11. Corporations in the aggregate are apparently not being starved
for funds in nonequity forms but the channels through which they
are obtained have undergone striking change.



CHAPTER V

THE CURRENT POSITION AND FINANCIAL PROBLEMS OF
SMALL BUSINESS

CURRENT POSITION OF SMALL BUSINESS IN THE ECONOMY

Before anything meaningful can be said about any of the problems
of small business, it is important to specify what is meant by small
business and to ask what portion of all business comes within the
limits of that definition.

While recognizing the impossibility of drawing a mathematical line
that will satisfactorily distinguish small from big business for every
purpose, the Department of Commerce at one time defined small busi-
ness as comprising: Manufacturing plants with 100 employees or
less; wholesale establishments with less than $200,000 annual net
sales; and retailing, service establishments, and construction enter-
prises with net sales or receipts of less than $50,000.

On the basis of the above definition, 92.5 percent of all business
establishments operating in 1939 were classifiable as small. These
establishments accounted for nearly 45 percent of all persons engaged
in business of other than a professional or agricultural character and
were responsible for over 34 percent of the dollar output of all business.
Because of price level changes, it is now thought that wholesale firms
should be divided at $500,000 annual sales and retail and other types
of service establishments at $100,000. On this basis, about the same
percentage of all firms would be classed as small as was true in 1939.
What is needed is a thorough study of industry by type to develop
statistical standards of smallness for each industry or group of like
characteristics.

The relative importance of small business in each of the major
sectors of business in 1939, in terms of establishments, personnel,
and value of output, is indicated in table I.

TABLE I.-Percentage of small business in United States, totals

Establish- ~~Value ofIndustry or trade Establish Personnel output, sales,
ments ~~~~or receipts

Manufacturing I- 91.6 29.9 30.6Wholesaling -- 77. 2 39.0 21.1Retailing--------------------- 95. 2 56.2 42.4
Service establishments~ ~ ~~ ~~~~ ~~~~~~ ~ ~------------ 98 7 738 65. 5Hotels ----------------------------- 90.1 30.7 26.5Construction ----------- ----------------------------------- 93. 1 47.0 34.2Places of amusement -89.8 56.6 33. 3

All industry -- 92.5 44.8 34.1

I Proprietors and employees are included except for manufacturing, under which the 1939 census tabulatedonly manufacturing employees. The total of output, sales, and receipts for the small businesses representedin the table was $43,600,000,000, of which retailing and manufacturing each accounted for about 40 percent.
Source: Censuses of Business and Manufactures, 1939.
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This table brings out the significant fact that small business pre-
dominates in some sectors of the economy, but occupies a decidedly-
subordinate role in others. Of the three measures, i. e., establishments,
personnel, and value of output, that relating to personnel is the most
meaningful for present purposes. By this measure small businesses.
occupy a predominant role among service establishments, are more
important than larger businesses in both retailing and places of
amusement, and are nearly as important as larger businesses in
construction and wholesaling. However, in the hotel business and
especially in manufacturing, small businesses occupy a decidedly-
subordinate role.

Although small businesses occupy a subordinate role in manufactur-
ing when taken as a whole, there are some lines of manufacturing where
small businesses are relatively important. This is brought out in
tables II and III. In 1939, there were four industries, printing and
publishing, food and kindred products, apparel and finished products,
and lumber and timber establishments in which half or more of the
total wage earners were employed by firms with 100 employees or-
less. For 1947, the industry classifications were changed slightly, and
the order is somewhat different, but when industries are ranked.
according to the importance of small business, these four industries
continue to head the list. However, only two, lumber and products,
and apparel and related products, still continue to employ half or more-
of the total wage earners. There has been an appreciable drop in the-
other two, printing and publishing, and food and related products.
The change in the relative positions of these groups may have been-
due to the further development of integrated manufacturing and
distribution, to the effect of popular preferences for "national brands,'
or to more advanced mechanization in production processes.

TABLE II.-Distribution of wage earners by size of establishment-Manufacturing
industry groups, 1939

Percentage of wage earners

Industry group
0 to 100 101 to 250 251 to 500 Over 500

Printing, publishing, etc -- --- 58.5 16.9 12.5 12.1
Food and kindred products - - -52.2 19.9 10.9 17.0'
Apparel and finished fabrics ---- 50.0 24. 9 15.7 9. 4
Lumber and timber establishments - - - 50.0 20. 3 16.8 12.9
Furniture and finished lumber products --- 47.5 29.8 14.3 8.4
Miscellaneous industries - - -42.6 23. 3 20.8 13. 3
Chemicals and allied products - - -37. 7 16. 7 10.9 34. 7
Stone, clay, and glass products -- - - - 36. 3 26.3 16. 8 20.6-
Nonferrous metals and their products - - - 29.9 14.1 16.0 40.0
Paper and allied products .. 29.8 30.9 23.0 16.3
Machinery (except electrical) - - -26.3 17.1 16.8 39. 8
Leather and leather products - - -18.4 24.5 29. 6 27. 5
Iron and steel and their products 17.3 17.1 16.2 49. 4.
Products of petroleum and coal------------ ------- 14.4 18.8 20.2 46.6.
Electrical machinery ----------------------- - ------ 12.5 12.8 15.8 58.96
Textile-mill products - - -11.5 20.1 24.2 44. 2
Transportation equipment except automobiles - - 10.6 9.9 10.2 69. 3.
Tobacco manufacturers - - -10.1 13.8 12.0 64. 1
Rubber products ---- - -8.7 9.5 12.7 69.1
Automobiles and automobile parts - - -3.9 3 5 l 5.0 77.6

All industry groups --- 29.9 18.7 16.1 35. 3

Source: Computed from Census of Manufactures, 1939
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TABLE III.-Distribution of wage earners by size of establishment-Manufacturing
industry groups, 1947

Percentage of wage earners 1947

Industry group

1 to 99 100 to 249 250 to 499 500andover

Lumber and products (excluding furniture) -57.5 22.3 10.6 9.6
Apparel and related products- 52.1 23.4 13. 3 11. 2
Printing and publishing industries -42. 5 16.1 11. 5 29.0
Food and kindred products -41.5 21.1 12.6 24.6
Miscellaneous manufactures -40.1 18.6 14. 2 27.1
Furniture and fixtures -38.2 24. 3 15.8 21. 7
Stone, clay, and glass products -28.9 19. 1 16. 8 35. 2
Fabricated metal products -26.5 17.9 15.8 39.8.
Chemicals and allied products- 25.7 14. 9 12. 6 46.8
Leather and leather products-23. 7 22. 5 28.1 25. 7
Paper and allied products -20.2 25.9 24.1 29.8.
Machinery (except electrical) -16.6 11. 7 12.3 59.4
Instruments and related products -15.4 11.9 11. 2 61. 5
Textile-mill products -12.1 16.0 19. 4 52. 5
Tobacco manufactures -11.4 14.3 17.6 56. 7
Petroleum and coal products -10. 9 11.3 17.1 60. 7
Electrical machinery-8.2 8.4 12. 3 71. 1
Primary metal industries -8.1 9. 6 11.6 70. 7
Rubber products -5.4 6. 2 7.1 81.3
Transportation equipment 4. 5 4. 3 4.3 86.9

All industry groups -25.0 15. 6 13. 5 45.9.

Source: Census of Manufactures 1947, Preliminary Report Series No. C-100-6.

Comparative data are not available with which to present a com-
plete picture of how the position of small business has changed over
time, either before or since 1939. However, from the extensive data
on the number of business establishments developed by the Depart-
ment of Commerce, supplemented by some preliminary reports from
the 1947 census of manufactures, some information on this point
can be obtained. These data will be presented in the following.
section.
Trends in business population

Of the three measures employed in the preceding paragraphs for
portraying the prewar position of small business in the economy, the
only one for which figures are available over a long period of time is.
the number of firms. Concerning the number of firms, a considerable
body of data has been developed covering the past 20 years and
particularly since the outbreak of World War II. Since the great.
bulk of all business firms are small firms, data on changes in the busi-
ness population are frequently used to indicate changes in the posi-
tion of small business.

The long-term trend figures show that the number of firms and thus
presumably, the number of small firms, has increased more rapidly
than the human population since 1900. Thus, in 1900, there were
only 21 firms per thousand persons, but in 1947, the number of firms
per thousand persons had increased to 26. Differences in the trends.
for different major industry groups since 1929, when the Department.
of Commerce series begins, are shown in table IV. The percentages
appearing in the last column of this table may be compared with the
change in human population of 18.3 percent between 1929 and 1947.
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TABLE IV.-Change in annual average number of business firms, by major industry
groups, 1929-47

Number of firms Change since 1929

Industry
1929 1947 Amount Percent

T7hou- TSou-
sands sandsAll industries --------------------------- 3,097. 1 3,879.0 781.9 25.2

Contract construction 233.0 289. 3 56.3 24.2
Manufacturing 257.6 330. 5 72. 9 28.3

Food and kindred products- 40.5 36.8 -3. 7 -9. 1
Textiles and textile products 34.5 41. 6 7.1 20. 8
Leather and leather products 5.3 6. 6 1.3 24. 5
Lumber and lumber products - --- 58. 7 71. 2 12. 5 21.3
Paper and allied products 3. 3 4.0 .7 21. 2
Printing and publishing 42.6 42.4 -. 2 -. 5
Chemicals and allied products 11. 6 12.0 .4 3.4
Stone, clay, and glass products - - -8.6 11.2 2.6 30.2
Metals and metal products 32.4 51.3 18. 9 58.3

Wholesale trade -------------------- 114.9 196.6 81.7 71.1
Retail trade -- - --- 1,341.1 1, 672.8 331.7 24.7
Finance, insurance, and real estate - - - 324. 8 344. 7 19. 9 6. 1
Service industries - - -670.5 830.5 160.0 23.9

Source: Based on data in Survey of Current Business, June 1949, p. 20.

All major industry groups except finance, insurance, and real estate
showed an increase in the business population in excess of the human
population. In wholesale trade the increase was nearly four times as
great, but other major industry groups showed a percentage increase
only slightly in excess of the percentage increase in the human popu-
lation.

However, caution is necessary in drawing conclusions from such data
as are presented in table IV respecting the position of small business
in the economy. Thus, despite the fact that the number of business
establishments in manufacturing increased percentagewise between
1929 and 1947 by more than any other major industry group except
wholesaling, a comparison of tables II and III shows a definite decline
from 1939 to 1947 in the percentage of all manufacturing wage earners
employed in establishments having 100 employees or less.

Year-to-year variations in the number of business firms operating
are related closely to variations in the level of business activity. This
is apparent from chart 1, which shows the annual average number of
firms in operation since 1929 and, theoretically, the normal number
of firms for the same years. The calculated number of firms was
based upon the national gross product excluding government, agri-
culture, professional, and other services, plus a growth factor allowing
for the observable expansion in economic activity over the years.
The calculated line coincides remarkably close with the actual
,data from 1929 to 1940 and is again in the theoretically normal
relationship by the end of 1947. The intervening years were war
-years when thousands of small firms were closed because there was a
lack of goods to sell, raw materials to manufacture, or there were
more favorable job opportunities elsewhere. In addition to these
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factors, the requirements of military service led to the closing of many
businesses operating in nonnecessitous lines. The chart also in-
dicates that, except for the period of wartime restrictions and con-
scription of manpower, the number of firms in operation has tended
to increase when business has been on the upgrade and decrease when
business has been on the downward trend. A systematic analysis of
this relationship for the years 1929 to 1940 shows a consistent tendency
for the number of firms in operation to rise or fall by roughly 100,000
for every rise or fall of $10,000,000,000 in "real" gross national
product, excluding Government and agriculture.'

CHART 1.-FIRmS IN OPERATION: ACTUAL AND CALCULATED

MILLIONS OF FIRMS
4.0

l3.05a

AcTUAL

3.0

192 31 33 35 37 39 41 43 45 46 47 48
ANNUAL AVERAGE aEO Of QUARTER

1 a D9 P 1whENTV C.xmf' ERC,- OFFICE or &USINESS rCO#OAICS. 49-Iae

I Calculated from a linear less ereslon equation for the yess 1929-0, Y-2 349+12.07X+
7.17t, where - nummber of firms (thousands): X-gross national product, ex;Juding govern.
rent, agriaitura, and professional and other services excluded from the business population
Thdons of 1939 dollars); and -time in 6-month intervals centered at December 31, 1934.

Source of data: U. S. Department of Commerce, Office of Business Economics.

However, some industries were much more sensitive than others to
changes in the level of general business activity. Table V shows for
each industry group the average percentage change in the number of
firms in that group that was associated with a 10-percent change in
the business population as a whole in the period 1929-40. This
table brings out the significant fact that while the response to changes
in the general level of business activity was below the average in the
case of retail business, finance, insurance, and real estate and particu-
larly the service industries, the response in manufacturing was three
times and, in contract construction, twice as great as the average.2

I The Postwar Business Population, Survey of Current Business, January 1947.
2 For a discussion of the techniques employed in this study see the article, Industrial Patterns of the

Business Population, Survey of Current Business, May 1948.

73003-50--9
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TABLE V.-Indices of sensitivity and number of firms in operation

Indices of Nnmrber of firms in operation (thousands)sensitivity I

Percent December 1947
change in

Industry group asso-
ciated with Septem- December
10-percent fuuchangreint her 1941 1943

total Or Actual ' Calculated I
business

population

Major industry groups:
Manufacturing-31 236 228 319 319

.Contract construction -19 244 147 284 249
Wholesale trade -- --------- 10 146 114 182 180
Retail trade -8 1, 621 1,318 1, 766 1,859
Finance, insurance, and real estate- -- 8 285 268 304 293
Service industries -4 644 548 733 682

Manufacturing industries:
Lumber and lumber products 57 36 41 65 68
Stone, clay, and glass products 45 6 8 15 10
Metals and metal products - - - 28 28 30 50 38
Printing and publishing - - - 26 38 39 42 51
Food and kindred products - - - 25 56 52 57 76
Textiles and textile products 24 24 23 40 31
Leather and leather products --- - 24 3 3 5 4
Chemicals and allied products 3 21 9 8 10 10
Paper and allied products -- - 13 2 2 3 3

I Based on the linear least squares regression of the logarithms of the number of firms in operation in
each group and the total business population and time for the years 1929-41. In the case of wholesale trade,
service industries, food and kindred products, textiles and textile products, and chemicals and allied prod-
ucts, the year 1941 was omitted from the relationship.

2 Preliminary.
3 Includes products of petroleum and coal.

Source: Survey of Current Business, May 1948, p. 3.

BUSINESS FAILURES AND THEIR CAUSES

Changes in the total business population from one year to another
come about, obviously, as a result of differences between the number
newly established and the number discontinued in a given year.
Revised data on the number of new and discontinued businesses
developed by the Department of Commerce are available since 1944
on a semiannual basis. Table VI is based on these data. It shows
the rates at which firms were established and discontinued at annual
rates per thousand firms in operation in 1944.

TABLE VI.-Entry and discontinuance rates, all industries
[New and discontinued businesses at yearly rate per thousand in operation, 1944 i]

N 3'.~ Annual Discon- Ana
New firmsX2 AnnalDiscton- discsn-

Period . filirms (tho- entry timUaCe-s ancesX2 ion
sands) rate acs(then, rinateo

s) ~~~~~sands) rt

Percent Percent
1944-January to June - -182.2 364.4 11.7 107.6 215.2 6. 9

July to December- 172.6 345.2 11.l 90.9 181.8 0.9
1945-January to June 213.4 426.8 13.8 100.0 200.0 6.4

July to December . 216.4 432.8 13.9 102. 7 205. 4 6.6
1946-January to June------------ 368. 0 736.0 23. 7 108.6 217. 2 7.0.~

July to December ---- - 251 21 502. 4 10.2 117.8 235.6 7.6
1947-January to June 277.8 555.6 17.9 145.8 291.6 9.4

July to December .- - 195.0 390.0 12.6 146.0 292.0 9.4
1948-January to June - -226.8 4.53. 2 14.6 176.2 352.4 11.4

July to December - -167.9 335.8 10.8 194. 6 389.2 12.2.

'Total in operation in 1944, 3,102,100. _ .

Source: Based on data in Survey of Current Business, June 1949, p. 22.
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Table VI indicates that the rate at which new businesses were
established tended to increase from the beginning of 1945 until mid-
1946 and to decrease thereafter. This was caused by the graduail
shift to peacetime industries plus the marked increase in manpower
occasioned by demobilization. The discontinuances rate, on the
other hand, has increased continually since the beginning of 1945
until it overtook the entry rate in the last half of 1948. This was to
be expected since, normally, the discontinuances are only slightly less
than the number of new starts which produces the slight growth of
the number of firms in existence. Whenever a period of unusual
rapid growth is experienced, it is to be expected that this will be
followed by a period having a higher rate of discontinuances. This is
true, since in a period like that immediately following the end of the
war, thousands of new firms are established, many of them too

CHART 2.-ESTIMATED LIFE SPAN OF BuSINESS FIRMS
PERCENT PERCENT
100 too

BY TYPE OF MORTALITY B3Y INDUSTRY Y REGION

75 I75

AL EICAPT

50 50

25 - 25

4 5 6 6 9 0 0 1 2 3 4 5 4 7 8 9 '0 0 I 2 3 4 5 6 7 8 9 10
AGE OF FIRMS (YEARS)-

(Based Upon Distribution of 1,650 Firms Sold or Liquidated in Second Quarter of 1946)

Source of data: U. S. Department of Commerce.

rapidly, with insufficient investigation, and often facing unrecognized
and possibly insurmountable problems. The situation now appears
to be in fairly even balance, and it is to be expected that the number
of starts will again exceed the number of discontinuances by only a
small margin in good business years.

For present purposes the general magnitude of these rates is of
greater significance than these trends. Table VI brings out two
important facts: (1) In any year, newly established businesses com-
prise a very large portion of total businesses in operation, and (2) the
number of discontinuances approximates the number of new businesses.

The close relationship between the number of new and discontinued
businesses is directly traceable to the fact that the high turn-over in
the business population takes place primarily among recently estab-
lished firms. Chart 2 shows the life span of a representative sample
of businesses sold or liquidated during the second quarter of 1946.
This chart emphasizes the high rate of infant mortaility in the busi-
ness population. Though this was a year of high prosperity, 26 per-
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cent of all firms sold or liquidated in that period had been in existence
for a year or less and 45 percent had been in existence for 3 years or
less. Moreover, some interesting variations were found by class of
industry and by region. Service industries tended to survive longer
than manufacturing and retailing, while firms in the North Atlantic
area had a higher survival rate than those in the other regions.
Whether this was a reflection of differing degrees of wartime expansion
or differing levels of economic maturity cannot be said.

An earlier study by the Department of Commerce based on data
for retail businesses from the Census of Business 1929-39 indicated
that the chances of a buisness concern to survive grow progressively
better as the business grows older.3 The year-to-year survival ratio
(number of stores surviving at a given time divided by the number in
the base year) was shown to grow progressively higher as the surviv-
ing stores grew older. The estimated yearly rate of decrease in the
number of stores of various ages operating in 1929 was highest in
1930, when 12.2 percent were casualties, and lowest in 1939, when 2.9
percent of the 1929 stores ceased operations. This relationship
becomes especially significant when the extreme depression of the
business years 1932-33 are recalled.

Infant mortality is characteristic of new businesses as a class,
whether the businesses are large or small. If we except the self-
employed, non-employee firms, where the turn-over rate is known to
be exceptionally high, it is doubtful whether new establishments
of small size are either more or less subject to infant mortality than
larger ones. An analysis of discontinuances in the fourth quarter of
1944, presented in table VII, showed that while a slightly higher per-
centage of the very largest businesses had lasted for 1 year, the life
span of concerns with one to three employees was otherwise longer
on the average than that for new businesses of larger size. These
data are too limited, however, to warrant the conclusion that the
smaller new businesses generally live longer than larger concerns.

TABLE VII.-Percent offourth quarter, 1944 discontinuance, by age of firm and size'

Cumulative percentage distributions

Age of discontinued firms (in years) _ or
Total, 1-3 em- 4-7 em- 8-19 cm- 20-49 em- more em-

al1 sizes ployees ployces ployees ployees ployces

I or less --- --------------------------- 30.6 29.7 32.0 35.5 33.5 24. 3
2or less -- ------------------------- 48.3 46.8 49.0 56 3 54.5 49.9
3 or less -57.5 56.3 56.9 65.5 63.4 61.8
4or less- 65. 2 64.4 64. 9 71.7 68.2 66.0
5 or less -- --------------------------- 70.5 69.6 70.5 76.2 73.9 72. 3
6 or less -74.5 73.4 75.0 80.6 77.7 73. 7
Over 6 ---------------------------------- 100. 0 100. 0 100.0 100. 0 100. 0 100.

Number o ]discontinued firms -19, 300 13,700 3, 009 1, 700 600 250

I Does not include firms without employees.

Source: Survey of Current Business, December 1945, p. 4.

In an effort to get behind these over-all figures, particularly to
provide better data for explaining why businesses cease operations,
the Department of Commerce conducted a survey of a representative
sample of businesses sold or liquidated in the second quarter of 1946

3 flow Long Do Retail and Wholesale Establishments Tend To Survive?. Economic (Small Business)
Series No. 54.
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according to the records of the Bureau of Old Age and Survivors
Insurance. From this survey no-employee firms were excluded, since
reports from most of such firms to the BOASI are not included. A
total of 1,650 usable reports were received. Each entrepreneur was
asked to indicate (1) his primary motives in selling or liquidating his
business and (2) the principal difficulties encountered by his business
during the year preceding its disposition.

Answers given to the first question were used as a basis for dis-
tinguishing those that could be- considered failures. Firms were
classed as failures which reported the desire to avoid loss as the
primary motive in the sale or liquidation of the business. This defi-
nition of failure is valid in the economic sense, although it departs
from legal usage where the term is restricted to casej involving
bankruptcy.

Table VIII shows a percentage distribution for all reporting firms
of the primary motives that led to sale or liquidation of the businesses.

TABLE VIII.-Motives for disposal of sold and liquidated firms I
[Percent of firms]

Motive All firms Sold Liqui-dated

All motives --------------------------------------- 100 100 100

Avoid loss -34 26 48
Dispose of at a profit -7 10 2
Alternative opportunity -20 23 15
Lost lease ------ -------------------------------------- 9 3 19
Retirement, illness, and others -30 38 16

X Based on replies of 1,650 businessmen who sold or liquidated concerns in the second quarter of 1946.

Source: Survey of Current Business, April 1947, p. 4.

This indicates that about one-third of all business establishments
during the period were failures in the economic sense de~fined above.
The proportion was higher (nearly half the total) among firms liqui-
dated than among those sold outright (where failures constituted just
over one-quarter of the total).

Significant also is the fact that 30 percent of all the disposals'
resulted from the desire to retire, illness, or similar reasons. This
motive accounted for 38 percent of the businesses sold and 16 percent
of those liquidated. Since the survey covered a period of high pros-
perity when opportunities for disposition at a profit were exceptionally
good, it is probable that this motive was relatively more important
than would have been the case had business been less prosperous.

Tables IX and X contain percentage distributions of what were
reported as the principal difficulties of selected firms during the year
preceding their disposition in the second quarter of 1946. For this
purpose firms classed as failures are treated separately. Each entre-
preneur was asked to indicate whether the difficulties checked con-
stituted an important factor in leading him to dispose of his business.
In the case of firms classed as failures, an affirmative answer was
given in almost all cases. Hence, in these cases, the factors specified
are taken to be those considered by the entrepreneurs as the principal
cause of their failures. Since some respondents indicated more than
one cause of difficulty, the percentages frequently add to more than
100.
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TABLE IX.-Business difficulties of sold and liquidated firms other than failures, by
industry groups

[Percent of firms]

Retail trade Manufacturing
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ C o n -

DifficultyAll N Sr tract Trans-
Difficulty ° inldna- Diar Non- Serv- Du-Non- c~ntTrata teindus- ur- "_ices Dur- o- con- porta- Other

tries Total able dur- Total able dur- struc- tion
goods able goods agoodts u

goodsgo d

Scarcity of merchandise or
materials ---- 43 56 65 54 24 34 36 33 54 9 20

Difficulty in getting competent
employees -31 27 14 29 39 37 42 30 32 38 23

Increase in labor cost -- 9 7 3 7 9 9 10 7 9 22 16
Difficulty in getting equipment

or repairs - -- 7 4 6 4 11 14 18 9 5 16 8
Increase in rent -- 7 7 3 8 12 0 0 0 0 3 3
Difficulty in securing customers 2 2 2 2 5 3 2 5 2 3 0
Lack of capital -- 2 1 0 1 3 4 8 0 5 3 2
Inability to get dealer agencies (') (2) 0 (2) (2) 0 0 0 0 0 2
Decline in value of inventory- (2) 1 2 (2) (2) 0 0 0 0 0 0
Other -7 6 6 6 9 7 8 5 7 16 10

I Based on return from 1,069 businessmen who sold or liquidated concerns in the second quarter of 1946
for reasons other than to avoid loss. Since many firms indicated more than 1 difficulty, percentages add to
more than 100. The 1,069 firms cited a total of 1,162 difficulties.

2 Less than 0.3 percent.

Source: Survey of Current Business, April 1947, p. 6.

TABLE X.-Causes of failure, by industry groups '

[Percent of failures]

Retail trade Manufacturing
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ C on-

All Non- Serv- tract Trans-
Cause indus- "r- dur- ~ices DrNo-con- porta- Other

tries Total abledr- Total able dur- struc- tion
gosable gosable tiongosgos goods goods

Scarcity of merchandise or
materials -- -- - 47 60 73 59 28 48 46 54 74 10 28

Difficulty in getting competent
employees - -28 29 27 29 38 31 31 32 18 30 19

Increase in labor cost -- 16 16 14 17 14 16 17 14 16 20 15
Difficultyinsecuring customers 13 10 14 10 23 15 14 18 2 13 16
Lack of capital -- ------ 12 6 0 7 11 10 12 7 21 30 15
Increase in rent - - 10 14 0 16 14 6 7 4 3 3 6
Difficulty in getting equipment

or repairs 8 3 9 3 10 10 10 11 10 33 7
Inability to get dealer agencies 2 3 9 2 2 0 0 0 0 0 4
Decline in value of inventory..-. 2 1 0 1 1 1 0 4 0 3 6
Other ----------------------- 13 10 9 11 12 15 15 14 10 20 20

I Based on replies of 543 businessmen who sold or liquidated concerns in the second quarter of 1946 in
order to avoid loss. Since many firms indicated more than 1 cause of failure, percentages add to more than
100. The 543 firms cited a total of 846 causes of failure.

Source: Survey of Cm rent Business, April 1947, p. 5.

For present purposes it is notable that of all the firms other than
failures, only 2 percent considered lack of capital or difficulty in
securing customers as a major business problem. Firms classed as
failures more frequently looked upon these two factors as major causes
of their difficulties, these being mentioned by 12 and 13 percent,
respectively, of the total respondents. That such a low percentage,
even of the failures, cited capital difficulties is surprising. Other
difficulties, apart from the two just mentioned, rank in about the
same order for the failures and the nonfailures.

One other finding of the survey which has some bearing on the credit
problem relates to the proportion of veterans of World War II among
the entrepreneurs of businesses sold or liquidated. This is significant
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because of the special Federal legislation for guaranteeing loans to
veterans. Of the entrepreneurs of failing firms 18 percent were veterans
of World War II, whereas such veterans accounted for only 11 percent
of the entrepreneurs of nonfailing firms.

The data given in tables IX and X have the difficulty of being based
on what was essentially a nontypical year. The 12-month period
ending with the second quarter of 1946 included both a period of war
and a period of marked readjustment, particularly in some businesses
and in some locations. It is not usual on the national scene to find
the scarcity of merchandise or materials as a vital difficulty nor is it
common to find trouble in getting competent employees. To be sure,
outstanding people are not plentiful, but most firms in normal times
are able to get a sufficient number of people who are equal to their
assigned responsibilities. This means that nearly three-fourths of
the reasons for failures in this most recently gathered sample must
be regarded as nontypical of the usual times or of the present time.

Of considerable interest in this connection is table XI which sum-
marizes an earlier study made of 500 cases of business bankruptcies
which obtained the causes for failure in the opinion of the owners
and the causes for failure in the opinion of the creditors. Over two-
thirds of the owners blamed the business depression and nearly half of
them thought that insufficient capital was a factor while 28 percent
were willing to blame their own inefficient management. On the other
hand, most creditors thought, from their observation, that inefficient
management was a primary factor in nearly 60 percent of the cases
while insufficient capital was of consequence in about 33 percent of
the cases and business depression was of consequence in 29 percent
of the cases.

TABLE XI.-Causes of failure, owners' versus creditors' opinions
OWNERS' OPINIONS

Percentage Percentage

Cause of failure prises Cause of failure proses
affected affected

Business depression -67.7 Too rapid expansion -10.5
Insufficient capital 48.2 Losses from signing notes with re-
Competition -37.9 course -9. 6
Adverse domestic and personal factors. 35.1 Buying too much on credit -9.5
Decline in value of assets 31.6 Real-estate losses- 6.1
Bad-debt losses -29.8 Lack of adequate books 8-- 5.6
Inefficient management 28.2 Automobile-accident losses -2.5
Excessive overhead expenses 24.0 Failure to carry sufficient insurance - 2. 3
Poor busineso location -14.6 Unusual expenses -1. 8
Losses from speculation 11.6 Inefficient and dishonest employees. .9
Unfavorable changes in trading area. 11.2
Excessive interest charges on borrowed

capital - -------------------- 11.1

CREDITORS' OPINIONS

Inefficient management -58.7 Poor business location- 27
Dishonesty and fraud-33.7 Decline in rental income-2.3
Insufficient capital-12.9 Lack of adequate books -2.1
Business depression -29.1 Excessive interesteharges on borrowed
Adverse domestic and personal factors. 28.1 capital ------------- 2.1
Bad-debt losses -17.6 Unfavorable changes in trading area... 1. 9
Competition- 9.1 Signing notes with recourse -1.4
Excessive overhead -8.9 Real-estate losses -1.4
Too rapid expansion 7.2 Unusal expenses -1 4
Decline in value of assets -5.8 Failure to carry sufficient insurance. .7
Losses from speculation -5.8 Automobile-accident judgments .6
Buying too much on credit -3.9 Inefficient and dishonest employees .6

Source: Shilt, Bernard A., and Wilson, W. Harmon, The Small'Business, South-Western Publishing Co.,
1944, p. 10.
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A review of the various studies made into the causes of business
failures shows that whatever basis is used inefficient management
is probably the most important cause of business collapse. The
inefficient management may have been evidenced by poor bookkeeping
systems, poor locations, and unwise merchandising policies, but it is
still a question of inefficient or inadequate management. To this
should be added the various problems arising out of the inherent nature
of the economic system.

The data given on business mortality in the preceding sections indi-
cate both the large volume of economic waste and an approach for
effecting at least a modification in the seriousness of the problem.
There will always be business failures since no human process is perfect
and mistakes are certain to be made, but business failures are expen-
sive, since they usually represent financial losses at least to the owners
and frequently for the creditors as well. They represent losses in
time and resources which might have been utilized more effectively
under better conditions or in other lines of activity.

Every study of business failures that has been made points out that,
the largest single cause of lack of success has been inefficient or inade-
quate management. This indicates that one logical method of attack
is the promotion of education in business methods. Operating a
business today is a good deal more complex than was the case a few
decades ago. The range. of merchandise that can be manufactured
and sold is much broader, the style factor is more important and,
therefore, obsolescence is a greater risk. Sources of supply are more
numerous and marketing methods more highly developed and more
difficult to utilize properly. Government regulations, intended to
insure higher levels of business ethics for the benefit of both the pro-
ducer and the consumer, are more in evidence. Taxes are more num-
erous, more complicated, and much more burdensome. The mere
mechanics of complying with government reporting requirements are
considerable even in the smallest of businesses. As a consequence,
the business manager must be an expert in a great many things and,
in the case of the small business, this is extremely difficult if not out-
right impossible. One appropriate way effectively to help him is
through the development of educational materials analyzing his
many problems in a clear simple style that may be read quickly and
easily and be understood by anyone having average intelligence.

The spread of scientific agricultural methods, through public schools,
the colleges, and the information furnished the county agent system,
has been important in solving the technical problems of the farmer.
Whatever the methods used, whether it be the public schools, the
colleges and universities, or the field offices of the Department of
Commerce, or all of them, it is important that information and counsel
be made available on the various management techniques as they
relate to production, sales, personnel, financing, accounting, and the
other functions of management.

A second major classification that causes business failure might be
designated as situational factors. This refers to those causes or
influences on a business firm which do not necessarily reflect on
management ability although they may at times be capable of solution
when handled by unusually capable management backed by adequate
financing. Sudden changes in styles, the development of new prod-
ucts which replace existing products, and highway relocations, are
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examples of things which can happen which change the situation of

the particular firm and cause its failure without necessarily reflecting

upon the ability of the individual management.
A third group of the causes of failures might be referred to as struc-

tural factors. By this we refer to those phases of the business situa-

tion which exist in the economic structure, as products of law or

business practice which were created, more or less consciously, and

which can be modified whenever it is found necessary. In this classifi-

cation the most important problems, today, appear to be capital

problems and taxation.
The provision of capital for use in small firms is the product in part

of savings by the individual and in part by obtaining funds or credit

through the banking or business system. Credit funds are available

in part in accordance with the judgment and practices of lenders and

in part dependent upon the laws and regulations imposed upon the

business community.
Taxes always represent the outstanding illustration of an important

factor which is imposed entirely as a matter of law. It is probably

safe to say that all taxes are unpleasant, unpopular, and burdensome.

It is also correct to say that many taxes, which were of no particular

concern at a low or modest rate such as was common prior to the war,

may be very serious in their implications to business enterprise when

raised to the levels observable during World War II and the following

adjustment years. These are matters which legislation has created

and legislation can modify.
Mention should also be made of competitive practices. Business-

men will agree that competition is the life of the trade and that it is

the struggle that forces initiative and enterprise into full action.

Businessmen should also admit that no little effort is. spent upon

developing ways and means of avoiding competition either by agree-

ment or through the elimination of competitors through competitive

means which are not always entirely fair.
In our discussions of business mortality and causes of failure, we

have considered primarily the problems of firms which have failed to

make the grade, which have failed to survive the business struggle.

Many of these firms probably could not have been saved in much the

same way as modern medicine will most likely never produce certain

or perpetual life.
Large, and much more important, problems for investigation are

presented by turning from the problems which produced the deaths of

some businesses to the problems experienced by the businesses in

existence. These are the businesses which are still able to make the

grade with varying degrees of success and these are the ones to which

the economic future of the country appears to be tied.

New businesses
The Department of Commerce recently undertook a series of studies

of the financing of firms established since the close of World War II.

One, covering wholesale and retail trade firms, has been completed.

Another on manufacturing firms is in process. This study is based on

about 1,000 reports received from a carefully selected sample of

600,000 retail and 70,000 wholesale firms which according to the

records of the Bureau of Old-Age and Survivors Insurance, started in

business between the beginning of 1945 and the end of the third quar-
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ter of 1947. Firms with no employees do not report to the Bureau of
Old-Age and Survivors Insurance and thus could not be included inthe survey. Reports from firms already discontinued at the time ofthe survey also proved difficult to obtain and, as a result, the coverage
of such firms was insufficient. These two shortcomings necessitated
some adjustments in aggregate figures and have to be taken intoaccount in interpreting tables where the raw figures are used.

The survey indicates that outlays of new firms during this period
on plant and equipment represented over 40 percent of the volume
of such investment by all firms, both new and old. On the basis ofthe reports received it is estimated that all new trade firms startingbusiness during the survey period had initial capital requirements of$7,000,000,000 which they invested as follows: Billions
New plant and equipment -$2. 5Used plant and equipment -1.2
Inventories -1.7
Additional working capital -1. 5

High as it seems, the 40 percent estimate is probably an understate-
ment of the proportion of investment in new plants and equipments
and inventories accounted for by new trade firms in the survey period.If takes no account of plant and equipment rented by these new busi-nesses, which are much more prone than existing firms to rent than tobuy. Likewise, it takes no account of their outlays on capital andequipment after they had started operations.

The most significant findings of the survey for present purposesrelate to the sources of the capital with which the new firms wereestablished. It is estimated that of the $7,000,000,000 total initialinvestment required by all new trade firms during the survey period,63 percent was provided from the personal savings of the entrepre-
neurs. Another 14 percent was obtained through bank loans, while8 percent came from suppliers and 11 percent from other loans, mainlyfrom friends and relatives. The capital markets supplied but a verysmall proportion of the initial capital, mainly in the form of equityfinancing of new wholesale firms which were the largest of the newfirms included in the sample.

From table XII it is evident that the predominant position ofpersonal savings as a source of initial capital is characteristic of all newfirms, regardless of size. However, personal savings appear to berelatively more important in the case of the smallest firms and tobecome less important as the size of the firm increases. Conversely,
capital stock subscriptions and suppliers' credit assume somewhatgreater importance as the size of the firm increases. While capitalstock subscriptions, like debt financing, vary directly with the size offirm, it is significant that total equity investment varies inversely.This is due, of course to the comparative unimportance of capitalstock subscriptions as a source of capital for new small firms due totheir inherent inability to tap the organized capital markets.
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TABLE XII.-Trade firms starting operations in the 1945-47 period: Percentage

distribution of sources and uses of initial investment funds by 1947 sales-size

groups I SOURCES

Line of trade and 1947 sales Total Personal Capital Supplier Bank Mortgage Other

size savings stock credit loans loans

Wholesale --- 100 38 22 18 10 1 12

Under $100,000 -100 63 12 6 10 (2) 9

$100,000 to $499,999 - - - 100 61 12 9 12 (5) 7

$500,00oand over------- 100 29 20 23 9 1 13

Retail -100 16 7 10 14 2 11

Under $10,000 100 68 (2) 7 17 2 6

$10,000 to $49,999 100 66 (2) 8 13 2 11

$50,000 to $99,999 -- 100 62 2 9 11 1 16

$100,000 and over -100 49 13 12 15 2 9

USES

Line of trade and 1947 sales size Total Plant 3 Equipment Inventories Other

Wholesale -100 14 12 41 32

Under $100,000 100 14 26 17 42

$100,000 to $499,999 ----------- 100 12 24 25 40

$500,000 and over 100 12 9 50 29

Retail -100 23 27 29 21

Under $10,000- 100 19 40 23 18

$10,000 to $49,999 - 100 22 32 27 19

$50,000 to $99,999 100 23 26 32 19

$100,000 and over 100 23 25 29 24

I Excludes firms with no employees. Detail will not necessarily equal 100 percent because of rounding.

X Less than 0.1 percent.
a Includes renovation and land.

Source: U. S. Department of Commerce, Office of Business Economics, Survey of Current Business,

December 1948, p. 23.

The importance of the personal savings of entrepreneurs as a source

of capital for new trade firms is again indicated by the fact that more

than 45 percent of the reporting firms obtained their initial capital

entirely through personal savings. Since firms with no employees

were excluded from the survey, it is probable that the true percent-

age financed entirely through personal savings of entrepreneurs was

considerably higher than the figures indicated.
An adequate appraisal of the role of personal savings in the financing

of new trade firms should also take account of the fact that, in the

case of.nearly one-sixth of the firms, the personal savings of entre-

preneurs were supplemented by those of relatives and friends. More-

over, it is probable that part of the funds reported as capital stock

subscriptions really represented the personal savings of the individ-

uals operating the business or the investment of friends and relatives.

Although small in volume compared with personal savings, bank

credit ranked second to personal savings as a source of initial capital

for the new trade firms. One out of every four firms in the reporting

group received some bank credit. These loans accounted for 12 per-

cent of the initial investments of all firms and for 32 percent of the

investment of firms receiving bank credit.
That bank credit tended to be made more freely available to larger

firms than to the smaller ones can be seen from table XII. The one

apparent exception to this generalization (the case of large whole-

salers) is fully accounted for by large direct loans and suppliers credit

advanced by parent companies to some of the reporting firms. The
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extent to which this generalization holds is adequately reflected in
the figures because of the greater importance of veterans loans in the
smaller size classes.

That bank credit is made more freely available to firms with greater
investment in fixed assets (especially plant) than to other firms is
another conclusion that may be drawn from the survey findings.
Firms with plant investment accounted for 39 percent of the number
and 52 percent of all bank loans, while firms with equipment but no
plant accounted for 55 percent of the number and 41 percent of the
value of all bank loans. The interrelationship between bank loans
and investment in plant and equipment is further brought out in
table 13, which gives sources and uses of funds by different lines of
trade. Apparel stores, wholesalers, home furnishings and household
appliance stores show the lowest percentage both of bank loans and
of fixed asset outlays. On the other hand, food stores, eating and
drinking places, and the building materials and hardware groups
show high percentages both of bank loans and fixed asset outlays.

Another significant interrelationship between sources and uses of
funds brought out in table XIII is that between supplier credit and
investment in inventories and equipment. Thus, among the retail
trades, apparel stores reported the highest proportion of supplier
credit and also the highest relative investment in inventories and
equipment. On the other hand, automotive stores and dealers in
building materials and hardware had low investments in inventories
and equipment combined and received a relatively small proportion
of supplier credit.

TABLE XIII.-Trade firms starting operations in the 1945-47 period: Percentage
distribution of sources and uses of initial investment funds by line of trade '

Retail trade

Item WWholoe- Build- Home Eating
trade All -n Aotiv- fur- rood Appareladstrsma-smotisesnirh- drink- OtherStraeores terials stores ings Srs tores lng

group 2 group 3 places

Sources -100 100 100 | 100 1 100 | 00 100 100

Personal savings -- 38 56 54 57 70 51 63 52 56Capital stock -- 22 7 11 13 8 2 9 1 8Supplier credit -- 18 10 4 6 6 11 16 14 13Bank loans - - 10 14 16 12 12 20 5 15 14Mortgage loans-- 1 2 4 3 1 2 (4) 2 1Other.----------- 12 ii 11 9 3 13 7 1O 8

Uses ---- -- 100 100 100 100 100 100 100 100 100

Plant -14 23 24 27 10 24 8 32 16
New -1 14 18 19 6 16 1 14 1iU~sed~ of---rent--- 2 4 6 3 2 5 2 9 1
Renovation of rent-

ed premises - (4) 5 (4) 5 2 3 5 9 4Equipment - - 12 27 18 14 12 45 19 46 24
New -8 21 10 13 8 28 10 41 20used - 4 6 8 1 4 17 8 5 4

Inventories - - 41 29 32 24 52 21 49 10 39Other - -32 21 26 35 25 11 24 11 21

X Excludes firms with no employees. Detail will not necessarily add to totals due to rounding.
Includes hardware and farm implement stores.

a Includes furniture, housefurnishings, and household appliance stores.
4 Less than 0.5 percent.
Source: U. S. Department of Commerce, Office of Business Economics, Survey of Current Business,

December 1948, p. 23.
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This study of the financing of new trade firms makes it clear that
proprietors of such firms are generally obliged to depend largely on
their own savings and that of their friends and relatives for the
capital required to start in business. Organized capital markets are
not available to them. Bank credit and credit from suppliers is
available to but a limited extent; in the case of bank credit, chiefly
when collateral is available. Finally, the availability of these latter
sources of credit varies inversely with the size of the concern.

One of the most frequent questions directed to business counselors
by individuals considering establishing new businesses is the minimum

CHART 3.-WHOLESALE AND RETAIL FIRMS STARTING OPERATIONS DURING 1945-47:
AVERAGE INITIAL INVESTMENT BY LINE OF TRADE'

THOUSANDS OF DOLLARS

LINES OF TRADE 5 lo 15 20 25

WHOLESALE 77 Ads. *:'*z-. .' /.

RETAIL

BUILDING MATERIALS, _____________________
HARDWARE AND
FARM IMPLEMENTS

AUTOMOTIVE

GENERAL
MERCHANDISE

APPAREL

FURNITURE AND
HOUSEFU RN ISH INGS

EATING AND
DRINKING PLACES

FOOD

HOUSE HOLD
APPLIANCES

FILLING STATIONS

OTHER RETAIL

U.S .ne~RI'.'EA Of CO'fRCE, Of.C ce or 8/US/-ess CONOCS-C. 40-.1

Source of data: U. S. Department of Commerce, Office of Business Economics.

amount of capital required for initiating operations. The trade firm
study found that the average initial investiment per firm was about
$9,500 for retailers and $22,500 for wholesalers. Differences in the
averages in the different lines of retail trade are brought out in chart 3.
The average initial investment shown in the 1945-47 study should
not be taken as typical of what might be found in another period of
time. The amount of capital required in entering a new business
may shift materially from year to year because of changes in the
price levels for inventories, equipment, and building facilities. In
addition, constantly rising standards of living are reflected in the
pattern of competitive enterprise. The prewar retail establishment
is rapidly becoming drab in comparison with more recently organized
competitors which have installed new lighting facilities, new display
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equipment, as well as new store fronts. Such innovations have value
in obtaining business, but they cost money, and the amount of money
is constantly changing. It is this factor of change which has led to
the Department's decision not to prepare any absolute figures on
minimum capital requirements. Instead, a work sheet has been
developed to assist in the computation of the amount of money
needed, based upon the scale of operations and the current costs for
equipment, initial organization expenses, labor, and similar items.
Exhibit A is an example of one of these sheets.
Established businesses

The importance of the savings of entrepreneurs in the financing of
new small businesses has been shown. Of equal or even greater
importance to the growth of existing businesses is the reinvestment
of new earnings. Existing successful businesses have been financed
through the retention of earnings to a far greater extent than through
direct investment from outside sources. This makes it highly
important to inquire into the characteristics of the profits position of
going small businesses.

The profits position of small firms may be characterized by at least
three features of considerable importance:

1. Relationship with changing business conditions.
2. A marked variability from year to year.
3. A greater degree of variability in the smaller than in the

larger firms.
The observation is frequently made that what small business really

needs is prosperous business conditions. This statement is based
upon the observable fact that in the upswings of the business cycle,
the small firms gain more ground relatively than do the larger firms.
Likewise, on the downside of the cycle, the smaller firms suffer much
more than do their bigger competitors. This fact may be established
by reference to a study of corporate earnings by size of firm for the
years 1932 to 1941. These were years in which the business cycle
moved progressively from an extremely low point to a condition of
prosperity engendered by a defense arming boom, which developed
into the war boom of 1942-45. Chart 4 shows the reported net
earnings before taxes of all corporate industries by asset size classes.
The earnings are shown as percentages in relation to equity for the
corporate groups concerned.

It will be observed that the largest concerns, as a group, managed
to break even in 1932, while their smallest counterparts were experi-
encing reported deficits averaging as high as 35 percent of invested
capital. Each of the succeeding years was, as a whole, more profit-
able. Then, by 1941, each group collectively showed a net profit, but
by 1941 the largest firms had gone from an approximate break-even
point to an average return of 10 percent, while the smallest firms had
moved from an average loss of 35 percent to a net profit of approx-
imately 3 percent.

The objection may be raised that this earnings comparison is not
entirely realistic, since the majority of the small corporations are owned
by their officers and are thus in a position to draw off part of their
profits through the salary account. Chart 5 shows data for the same
corporations and years adjusted by adding back into reported net
profits the amounts deducted as officers' compensation. This gives a



EXPLANATORY NOTES
I The operating ratios illustrated en page I may be

briefly defined as follows:

NET SALES - Gross sales lose all retorns and al-
lowances, and exclnsive of sales tax rvensue.

COST OF GOODS SOLD -Beginning inventory plus gross
purchabes, less all returns and allowances, plus
freigbt in, loes ending inestnory. IP*rcent of net
salee)

GROSS MARGIN - Net sales 1*s cost of goods sold.
(Percent of net salesl

OPERATING BIPENSES -All expeuses incurred in basi-
ness operations -see breakdown in table on page S.
(Percent of net &aleo)

NPT PROFIT - Gross margin less operating enpenses.
(Percent of nOt *1alsl

STOCK TURNS INumber of times per year) - Cost of
goods sold divided by average iAventory.

The operating ratios shown arefor a book store and
were estimated on the basis of current and prewar
conditions. In general they assume conditions more
favorablethan those of prewaryears and less favor-
able than thosewhicb prevailed throughout 1246-41.
It should be noted that the operations of an indi-
vidual book store may vary widely from the averages
for the trade, these variations depending upon lo-
cation, sise, lines of merchandise carried. and
services offered. However, the estimated ratios
shown may be used as a rough guide in determining
bow much to spend for aninitial inventory and what
provision to make for initial operating expenses in
relation to anticipated sales.

2. Monthly sales and operating expenses as listed on
page 2 should be determined as follows:

III Estimateannual sales volume Isee note B below).

12) Divide by 12 to obtain estimated monthly sales vol.

3I Multiplymonthly salesvolume by each operating
ratio to determine dollar amount for each op-
erating expense for I month.

(41 Monthly expensesfor the items for which sepa-
rate ratios are not shown should be individually
estimated. The total of these expenses should
be approximately the percent of netsales
shown opposite the bracket around all other
expenses' (Column 1, page 21.

3. The first step in making an estimate of operating
eupenses is to estimate your potential sales. How
much your sales actually will be cannot, of course,
be known in advance, because the amount of business
done will depend on how much business there is in
the area, thenumber of competitors alreadysbaring
this business, and the amount you will be able to
obta in.
You should talk to peoplewbo are familiar with the
opportunities for a new business such as yours in
the area in wbichyou plan to open yourstore. Rep-
resentatives of manufacturers and wholesalers who
supply retailers should be of helpbecause, in many
cases, they know local conditions and can advise on
sales possibilities. Your banker, the chamber of
commerce, ttade associations, and other business
men in the area also should be able to render some
assistance.

Do not be over-enthusiastic in estimating your po-
tential sales. Remember that a business generally
grows rather slowly, especially at the start. If
you over-estimate yourpotentialsales youare likely
to invest too much capital in your initial inventory
and commit yourself to payments for rent, insur-
ance, etc., greater than your volume of business
justifies. If you underestimate your potential
sales, you can always expand. With this possibility
in mind, do not move into too small a store space.

. The amount which should be allowed for owner's
salary will depend on the extent to which you must
draw on the business income for personal expenses.
Some proprietors draw a regular monthly salary and
the remainder of net profits irregularly or at the
eud of each year Ohere reinvest a part of net
profits it the business. The method of withdrawal
of net profits, if tbe business is unincorporated,
done not affect your income tax since salary, with-
drawals, cr profits retained in the business are all
taxable add at the same rates.

The amount of salary as a percent of net sales will
generally decline with increases in sales volume.
Howveor, all other salaries and wges as a percent
of net Sales, will generally Increae. The two
items together generally constitutea somewhat con-
etant percentage of sales volume.

6. Occupancy, as used here, applies either to the ex-
penses of renting business property or to ownership
expenes. For rented quarters the ratio covers, be-
sides rent, repairs for which tbe tenant is respon-
sible, janitorial services, light and beat, and in
some cases a monthlywrite-off of improvements paid
for by tbe tenant, such as astore front or remodel-
ing For owned premises the ratio covers such owner-
ship expenses as propertytaxes, mortgage interest,
insurance, depreciation, maintenance costs, janitorial
services, and utilities.

If real estate is acquired for the business, enter
under nonrecurring initial capital requirerents on
page 2 the total price if purchased outright. if
the purchase is to be partiallyfinanced by a mort-
gage, enter the total cash payment. If business
property is to be constructed enter the total cost
of construction. In each case full provision must
be made for all of the initial costs incident to the
purcbase or construction. This requirement should
be discussed thoroughly withthe real estate agent,
contractor, financing agency, or otbers whose serv-
ices are employed in this connection.

6. Allowance should be made for depreciation of all
fixtures and equipment in the determination of prof-
its. The monthly depreciation rate should be en-
tered in column 3 in tbe estimate of monthly opera-
tiug expenses and profits. However, no provision
for depreciation need be included in column 4 in
the estimate of initial capital requirements.

7. Types of insurance for which provision may be made
include fire, lightning and windstorm, use and oc-
cupancy, public liability, compensation, and rob-
bery and burglary. Consult a reputable insurance
company for full details of cost and coverage.

8. To estimate average inventory by using the operat-
ing ratios shown at the top of page 2 take 66 per-
cent of your anticipated annual sales volume. Tis
figure will represent cost of goods sold," or the
annual sales at cost value. Divide this amount by
the number of stock turns per year 13.01 and the
resulting amount will be the estimated inventory
value at cost. IFor estimated sales of $30 000:
$30,000 .66 = S19600h 1.0 = t6,6001.
Note that when average inventory is computed on
the basis of operating ratios, it applies to the
store already in operation, whicb will keep on hand
a somewhat larger stock than a new retailer would
need. This figure therefore represents the maxi-
mum need for the inventory investment at the time
of opening. It may be possible for you to cut down
on the initial inventory figure thus arrived at by
stocking a reasonable supply of all items you know
should sell and then fill in on doubtful items as
demand develops. Suppliers frequently will recom-
meud such a "skeleton' Stock. As various items
began to move off the shelves, you can reorder.
Also in making this estimate of initial inventory,
allowance might be made in some cases for securing
part of it on credit, altbough this is not a recom-
mended policy.

Acknowledgment is made of thie assistance of the American Booksellers Association
and the National Association of College Stores in reviewing this Work Sheet.
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WORK SHEET FOR ESTIMATING INITIAL CAPITAL REQUIREMENTS FOR
ESTABLISHING A BOOK STORE

Prepared for Publication In the DistrJbution Cost Section

Thie work eheet is designed to assist the prospective book store merchant to estimate his total
initial capital requirements. The estimate chould be completed in ull before any cosuitments are made.
It is not advisable to establish any busineee unless available capital exceeds the initial requirements
by a safe margin.

The required investment in furniture, fixtures and equipment constitutes one bf the most variable
and significant items, and should be carefully estimated on the form below. The total for these Item
(least column) should be transferred to the form on page two for inclusion in computing the estimate of
total capital requirements. (Explanatory notes are provided on page three.)

SCHEDULE OF FURNITURE, FIXTURES AND EQUIPMENT

IF INSTALLMENT PURCHASE (NEl OR USED) ESTIMATE OF YOUR

(SUOOESED LIST - OMiT IF CASH PURCHASE ENTER DOWN PAYMENT PLUS AT LEAST ONE INTl CASH
OR ADD ITEMS AS REQUIRED. (NWO SD NTLMN NTELS OUNREQUIREMENTS

USE SEPRATE SHETS To ENTER FULL AMOUNT F OR
USE SEPARATE SNEETS To BELOW AND IN THE FURNITURE. FIXTURES

MAIlS NEADEEAG) LAST COLUMN DOWN AMOUNT OF AND EQUIPMENT
MAIN HEADING) 0055 ~~~~~~~~~~~~~EACH

PAYMENT INSTALLMENT

STORE SHELVING

DISPLAY CASES

DISPLAY TABLES I

WRAPPING COUNTERS

RACKS FOR GIFT CARDS

DESK AND CHAIR

WINDOW DISPLAY FIXTURES

STOREROOM SHELVING

OTHER STOREROOM EQUIPMENT

FLOOR COVERING

LIGHTING

TYPEWRITER

CASH REGISTER

FILE CARD CASES

OUTSIDE SIGN

OTHER STORE EQUIPMENT

TOTAL FURNITURE, FIXTURES AND EQUIPMENT (Entet., ta) on p.ge 2 ..nd.r ..n... cri.# $
initilI .. pit.1roi~eet-"

I For a detailed description of the problems involved in organining and managing a book store see the Departmest of
Corunerce Publication, -Establishing and Operating a Book Store Industrial (Small BusixessI Series No. 42, Super-
intendent of Documents, Government Printing Office, Washington 26b D. C.

1 73003 0 - 50 (Face p. 134) No. 1
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WORK SHEET FOR ESTIMATING INITIAL CAPITAL REQUIREMENTS FOR ESTABLISHING A BOOK STORE

ESTIMATED OPERATING RATIOS EXPRESSED AS A PERCENT OF NET SALES, WITH
EXAMPLES SHOWING THEIR APPLICATION TO VARIOUS ANNUAL SALES VOLUMES

(Soo not. 1, page 3)

PERCENT ANNUAL SALES VOLUME

Net sales ..................................... 100.0 $10,000 $30,000 $40,000
Cost of goods sold ...................- . 65.0 11,700 19,600 31,200
Gross margin .................................. 35.0 6 ,300 10 ,6 00 16,800
Operating expenses- .......................... 32.0 5,760 9,600 15,360
Net profit .................................... 3.0 540 900 1,440
Average inventory (See note 8, page 3) ........ - 3,900 6,500 10,400
Stock turn: 3 times per year

MONTHLY SALES AND OPERATING EXPENSES (Se. not. 2. page 3 INSTRUCTIONS FOR COLUMNS 3 AND 4 l

YOUR ESTIMATE Eneyormnhyoeaigxpss

ESTMTD DOLLARS PER OF MONTHILY Eneyormthy peaigeessRSIATIOS MON BASED SALES, AND in column 3 based on percentages YOUR ESTIMATE

ERCETIOF MONT BASNUA EXPENSES BASED of saeAn colmn1, as illustrated OF INITIAL CASHITEM PERCENT OF OL OF ON ANNUAL in column 2. Enter your initial REQUIREMENTS
ITEM SALES $30,000 VOLU ME OF cash requirements in column 4$3 0, 000 based on amounts shown in column 8.

$ For several items a period of
$ ~~~~~~months is suggested.

COL. 1 COL. 2 COL. 3 COL. V

NET SALES
1/12TH OF ANNUAL ESTIMATE 100.0 S 2,500 S (S.. not. 3, page 3)

OPERATING EXPENSES

SALARIES OF OFFICERS, PROPRIETORS OR PARTNERS 8.0 200 Enter I month or more (Not. 4, page 3) 3

ALL OTHER SALARIES AND WAGES 9.0 225 Enter I month or more

OCCUPANCY (i..iudinj ... lhut. ha.t 8.0 200 Enter 2 months or more (Not. 5. page 3)
..d b.1ldlnj .... i..)

ADVERTISING 2.0 50 Enter one-fourth annual advertising budget

DEPRECIATION (e...pt building.) 1.0 25 No entry in column 4 (Not. 6A p-ge 3)

ALL OTHER EXPENSES Make your own estimate for other expenses

TELEPHONE AND TELEGRAPR Check local rates S

WRAPPING MATERIALS AND MISCELLANEOUS Include stationery for 6 months
SUPPLI ES Inld ttoeyfr6mnh

UNEMPLOYMENT ISRNECConsult your State director of unemploy-U N E u P LO Y N EN T I " S U N AN C E E ~ me nt i ns urance

S ~~~Consult nearest Social Security Adm. Field
OLD AGE AND SURVIVORS INSURANCE O C ltnated i. i1 the lar reties)

OTHER I NSURMo May have to pay 1 year or more (Not. 7.
OTHER INSURANCE p-j. 3)

DONATIONS AND DUES e

LICENSES AND TAXES (uther than 4n.oa.) 4 0 100 _ Consult city and state taxing authorities

MISCELLANEOUS List any item not mentioned above

AVERAGE MONTHLY OPERAT ING EXPENSES 32.0 $ 800 $ No entry in col. 4

NONRECURRING INITIAL CAPITAL REQUIREMENTS

PURCHASE Of REAL ESTATE (s.. note U. *econd parajraph, Naj. 3) S

INITIAL INVENTORY Estimate and enter initial inventory from instructions in note 8, page 3

FIXTURES AND EQUIPMENT enter total of list on page I

INSTALLATION OF FIXTURES AND EQUIPMENT Enter cost of installing all fixtures and equipment

DECORATING AND REMODELING Enter total estimated cost

DEPOSITS WITH PUBLIC UTILITIES Enter full amount to be deposited

For unforeseen requirements, special purchases, etc., and for absorbing any
C ASH initial losses

OTHER List any item not mentioned above

TTL SMA DZ TACPTL QU S(d trd .c )S

TOTAL BSTIMATED INITIAL CAPITAL REgQUIREME^NTS (Add .11 Jot.- .ntered Aon column 4) S

2
73003 0 - 50 (Face p. 134) No. 2
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CHART 4.-PERCENTAGE RATIO OF NET PROFITS BEFORE TAXES TO EQUITY FOR ALL

CORPORATE INDUSThIES, BY ASSETS-SIZE CLASSES

PERCENT
+20

0

-10

-20

-30 7

-40 I l l | I |

UNDER 50 100 250 500 1,000 5,000 10,000 50,000
50 TO TO TO TO TO TO TO AND

99 249 499 999 4,999 9,999 49,999 OVER

ASSET-SIZE CLASS (THOUSANDS OF DOLLARS)
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little greater measure of comparability as between size groups, as
well as between the earnings positions of companies, and different
salary policies.

The effect upon the earnings position of the small corporations is
marked and the tendency of the smaller firms to gain ground under
improving economic conditions is even more obvious. The chart also
emphasizes the greater relative importance of officers' compensation
in the smaller firms. It also furnishes evidence that personal services
are more important in small firms than in large. Indeed, it might
be observed that small firms probably tend to be undercapitalized
and therefore use relatively more personal services, while larger firms,
with their greater access to the capital markets, are more fully mech-
anized, or make greater use of capital goods in relation to personal
services.

While the factors influencing the situation shown in charts 1 and 2
are undoubtedly more numerous than those mentioned here, it is
evident that the small-business capital problem would be corrected at
least in part if the relatively high and uniform level of business activity
can be maintained.

Chart 6 is introduced as evidence of the variability in the earnings
position of small business from year to year and quarter to quarter.
In the nine quarters for which data are given, the smallest firms, those
with assets under a quarter of a million dollars, fluctuate far more
extensively than any of the other size groups. Apparently, the small
firms are more sensitive to adjustments in market situations and lose
ground both sooner and farther. Likewise, they appear to take a
longer time in recovering from the poor position, although the per-
centage by which the recovery is made is much greater than for the
larger concerns.

The degree of variability in the profits of small, as compared to
large firms, is only partially reflected in charts 4 to 6. It is true that
the average profits for prosperous years, as compared with a less
prosperous year, show a greater spread of businesses in the smaller-
size classes. It is also true that for any given year there is a greater
variability within the smaller-size classes than the profits of the in-
dividual firms. In other words, the averages shown for the smallest
firms are less representative than the averages shown for larger firms.

This is brought out by chart 7 based on a Department of Com-
merce survey on the representative firms of those corporations in the
first three asset-size classes which submitted 1941 and 1942 corporation-
tax returns. The reported profits were adjusted so as to achieve
comparability between the returns, and then classified into four groups
(quartiles) according to their adjusted net profits. Average adjusted
net profits were then computed for each quartile. These are the
results shown in chart 7. From this chart it may be seen that in the
year 1941, as an example, the least profitable firms with assets under
$20,000 had average net losses of 40 percent of the equity, while the
most profitable firms in that size class had profits of 79 percent. a
spread of 126 percentage points. The corresponding spreads between
the first and fourth quartiles for the next three size classes were 91,
74, and 58 percentage points, respectively.

The wider dispersion of the small firms than of larger firms with
respect to net profits is due in part to variations in managerial abilities.
Another large part, however, is due to the fact that the activities of



CHART 6

RATES OF PROFIT FOR MANUFACTURING CORPORATIONS
BY SIZE GROUPS

Ratio of Income after taxes to Stockholders' equity on an annual rate basis
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smaller firms tend to be less diversified than those of larger firms and
thus to be more sharply affected by the ups and downs of the economy
and its various sectors. Compared with a small firm having equally
competent management, the larger, more diversified firms ordinarily
stand a better chance at any given time of having some prospering
activities to counterbalance activities that are less prosperous, and

CHART 7.-AVERAGE ADJUSTED NET PROFITS BEFORE TAXES AS A PERCENTAGE OF
EQUITY, 500 SMALL CORPORATIONS, REPRESENTING ALL INDUSTRIES EXCEPT
FINANCE, BY ASSET-SIZE CLASSES AND QUARTILE INTERvAL GROUPS1
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Net profits before taxes as a percentage of equity was 0 In 1941 and 1 In 1942.
Source: U. S. Department of Commerce, based upon data of the U. S. Treasury Department.

vice versa. Given the same quality of management, the net profits
of the larger corporation can be expected to be less erratic, and have
a narrower range of variation from year to year than those of a smaller
corporation.

The variability in the profits position of small firms means that net
earnings are a less satisfactory source for the financing of expense than
is true with the larger firms where there are more stable earnings.
However, the inability to reach the organized capital markets or to
obtain outside equity investment, means that earnings must remain
the principal if not the sole source of expansion. It follows from this

73003-50 10
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observation that high income taxation is likely to be more burdensome
for small firms than for large. It is true that small corporations pay
slightly lower taxes than do large ones. It is also true that under
some circumstances unincorporated businesses may pay slightly lower
income taxes than do small corporations. However, when businesses
are paying taxes ranging from 21 to 38 percent of net income, their
ability to grow through the reinvestment of earnings is substantially
lowered.

The fact that the larger corporations pay a higher rate is not very
important when the small ones have greater fluctuations in earnings
and, therefore, are more likely to pay, on the average, a higher amount
of taxes than would be true if the same aggregate earnings were ob-
tained more uniformly over the same number of years. This situation
develops for the unincorporated firms as a result of the progressive
feature found in the personal-tax laws. Taxes on $10,000 received
in income in 1 year will be greater than taxes on $5,000 received in
each of 2 years.

The law provides a small amount of averaging through the loss
carry-back provisions in the code. For unincorporated firms, it is
difficult to use these provisions, since a "loss" does not develop unless
the firm fails to cover the expenses other than the wages of the pro-
prietor. For all firms, the law limits the averaging through providing
an entirely different basis for computing income under loss conditions
than under profit conditions.

External sources of capital
As is well known, fixed assets of a business are those having a life

greater than 1 year and usually have, in fact, a life of several years.
Such assets should be financed under ordinary circumstances by the
equity capital contributed to the business by the owners, or by long-
term loans having a duration related to the life of the assets financed
by such loans.

The current or working assets of the business should usually be
thought of in terms of normal, minimum, or usual requirements and
peak or seasonal requirements. The minimum working-asset re-
quirements of a business should ideally be financed by the provision
of capital from relatively permanent sources such as the proprietor's
investment or long-term borrowing. However, every business finds
that its working requirements vary materially during the year, re-
flecting the seasonal pattern of the particular business, or the pro-
duction cycle, or changing price levels. Since such financial needs
are temporary, they should be financed on a relatively short-term
basis related to the duration of the need.

The short-term credit needs of small firms are ordinarily met through
recourse to one or more of the following channels:

1. Ordinary mercantile credit received from suppliers, usually
on 30-day terms.

2. Commercial banks.
3. Loans from nonbanking agencies such as commercial-credit

companies, sales-finance companies, and factors.
Practically all small firms make regular use of the mercantile credit

extended by suppliers. In fact, it is quite probable that many small
businesses receive more credit from this source than is entirely con-
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sistent with sound credit policies. This is particularly true in times
of intense competition when suppliers are anxious to make sales. Any
business which will follow reasonably sound practices in meeting its
credit obligations can obtain substantial amounts of financing from
this source.

For working-capital needs which cannot be reached properly
through mercantile credit, the normal and desirable source is to turn
to the commercial banks. Every community of any size has at least
one commercial bank, and the proper function of this institution is to
provide temporary financing for a term ranging from 30 days up to
perhaps as much as 1 year. More recently, banks have been making
loans for terms ranging as high as 10 years.

A good view of the extent to which financing is furnished by com-
mercial banks was obtained as a result of a Federal Reserve Board
study made in November 1946. This study showed that at that time
there were about 671,000 business loans amounting to a sum in excess
of $13,000,000,000 on the books of the member banks of the Federal
Reserve System. Approximately one-third of these loans in number
were unsecured straight loans of the character usually associated with
commercial bank financing of temporary needs. Approximately
two-thirds were secured by various types of security tangible or in-
tangible. The number of loans and the distribution of security are
shown in table XIV.

TABLE XIV.-Business loans of member banks, by type of security, Nov. 20, 19461

[Estimates of outstanding loans]

Amount of loans Number of loans

Major type of scurity Percentage PIn thou- ercentage
In millions distribu- sands distribu-

tion sad ion

Unsecured -$---------------- 37, 322 55.3 239 35.6
Secured ----------------------- 5,799 43.8 410 61.1
No information-116 .9 22 3.3

All loans - ---------------------------- 13,237 100.0 671 100.0

Secured:
Endorsed and comaker-706 12.2 76 18. 5
Inventories ------- --------- 1,195 20.6 35 8. 6
Equipment -706 . 12.2 111 27.1
Plant or other real estate -943 16.3 77 18. 7
Stocks, bonds, and mortgages -1,075 18. 5 46 11.3
Accounts receivable- 190 3. 3 13 3.1
Life insurance -148 2.6 22 5.3
Oil runs -191 3.3 2 .5
Assignment of claims-314 5. 4 20 4.8
Government participation or guaranty -119 2.1 2 .6
Other security -212 3. 7 6 1. 5

All secured loans -5,799 100.0 410 100.0

F Federal Reserve Bulletin, June 1947, p. 665. Figures may not add to total because of rounding.

Table XV shows the business loans of member banks by size and
business borrower. It will be observed that the great majority of
the loans in terms of number were made to relatively small firms.
That is, those with assets less than $250,000, although as might be
expected, a relatively small proportion of the amount of loans was
made to such firms.



140 FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT

TABLE XV.-Business loans of member banks, Nov. 20, 1946, by size and business
of borrower

[Estimates of outstanding loans]

Size of borrower (total assets in thousands of dollars)
All

Business of borrower busi- , U
nesses I Under 50-250 250-750 750- ad er U n-50-250 250- 7 5,00 and

50 3,000 over deso 25 750 3,000 over

Amount of loans in millions of dollars As percentage of industry total

Retail trade -1,458 471 408 146 154 279 32.3 28.0 10.0 10.6 19. I
Wholesale trade -2,400 171 536 401 544 748 7.1 22.3 16.7 22.7 31.2
Manufacturing and min-

ing-5, 631 187 594 547 1,141 3,162 3.3 10.5 9.7 20.3 56.2
Public utilites-1,203 72 80 59 108 884 6.0 6. 7 4.9 9.0 73.5
Services -478 144 138 48 59 89 30.1 28.9 10.0 12.3 18. 6
Construction -444 86 169 77 93 19 19.4 38.1 17.3 20. 9 4.3
Sales finance-774 9 52 59 115 539 1. 2 6. 7 7.6 14.9 69.6
All other -636 86 182 109 184 105 13.5 28.6 17.1 24.2 16. 5

All borrowers I - 13,022 1,226 2,158 1, 445 2,368 5,825 9.4 16.6 1_.1 18.2 44.7

Number of loans, in thousands As percentage of industry total

Retail trade -251 197 46 5 2 1 78.5 18.3 2.0 0.8 0.4
Wholesale trade 86 40 32 9 4 1 46.5 37.2 10. 5 4. 7 1. 2
Manufacturing and min-

ing 115 52 37 12 9 5 45.2 32.2 10.4 7.8 4.3
Public utilities -38 27 7 1 1 2 71.1 18.4 2.6 2.6 5.3
Services -76 61 12 2 5 (2) 80.3 15.8 2.6 1.3 (3)
Construction -43 27 12 3 1 (2) 62.8 27.9 7.0 2.3 (3)
Sales finance -6 1 2 1 1 1 16.7 33.3 16.7 16.7 16.7
All other -45 27 13 3 2 (2) 60.0 28.9 6.7 4.4 (3)

All borrowers 662 433 162 36 20| 11 65.4 24.5 | 5.4 3.0 1.7

I Excludes a small number and amount of loans unclassified by size and business of borrower.
2 Less than 500.
3 Less than 0.05 percent.

NOTE.-Detailed figures may not add to totals because of rounding.

Source: Federal Reserve Bulletin, March 1947, p. 256.

While it is probable that the short-term bank-credit needs of estab-
lished small firms is rather well provided by commercial banks, these
figures cannot be taken as complete proof of the adequacy of bank
credit. No data are available on the number of loan applications
declined, or the reasons for refusing credit. While 671,000 loans
were outstanding on the day of the survey, this number is not repre-
sented by an equivalent number of firms; and, even if it were, it would
represent only about 20 percent of the small firms in existence at that
time. It is possible, but not likely, that only one firm in five needed
bank credit. The reasons why small firms failed to obtain bank
credit are various, but by no means the least important is the inability
of many small-business men to make adequate presentations of their
cases to loan officers.

Government loan agencies observed during the war that not infre-
quently banks would decline loans and then accept such loans when
the applications were redrawn with the assistance of Government
experts. The Government people also found that many small-
business men did not understand the problems of bankers and the
necessity to present full and complete statements of their financial
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position at the time of making an application. In an effort to meet
this particular problem, the Department of Commerce has prepared a
number of publications explaining, in a simple style, how to keep
records and present loan applications to commercial bankers.3

Small firms dealing in durable consumer goods such as refrigerators,
and washing machines make frequent use of sales-financing companies,
rediscounting their installment paper with such companies. Some
firms have obtained loans from commercial receivables companies
secured by a pledge of accounts receivable or of inventories. Others
have resorted to the services of factors. Such agencies accept what
commercial banks regard as substandard credit risks and charge rela-
tively high rates of interest in those cases where the risks are definitely
greater. However, their existence is not widespread, being centered
chieffy in a few large cities, and their use is not fully or widely under-
stood.

An entirely different type of credit need arises when a firm decides
to manufacture or sell a new line, to improve its facilities, or when it
finds it necessary to finance a relatively permanent expansion in its
working assets, occasioned by marked increases in price levels. Such
purposes are not self-liquidating operations, and the required funds
cannot be repaid within short periods of time. Ideally, any financing
on a loan basis should be for a long-term, and it would be still better
to resort to equity financing, if it were available.

The data given in tables XIV and XV include many loans which
are in fact a provision of long-term capital for small firms. It is not
an unusual practice for banks to advance credit for short periods of
time, say 90 days, but with an understanding that the loan will be
renewed upon maturity. In this way the banks maintain an appear-
ance of complete liquidity and a legal right to require repayment at
an early date; but, in fact, provide relatively long-term financing.
Such arrangements are hazardous from the viewpoint of the small-
business concern, since the bank has the right to call the loan at the
end of any loan period. Moreover, they are available only to firms
with the highest credit rating, and many bankers are unwilling to
make short-term loans for the purpose of financing permanent-capital
needs.

In recent years, bankers have developed a new form of loan which
may be properly used to expand operations and finance firms on a
long-term basis. This is usually referred to as a term loan and means
a loan having a maturity greater than a year at the time it is made and
payable on some self-amortizing basis, such as in 30 days, or quarterly
installments. Such loans provide additional financing for credit-
worthy firms on a basis which permits a substitution for equity capital,
and, where successful, are repaid at least in part out of earnings.

Table XVI shows the term loans of member banks outstanding to
business firms on November 20, 1946. These loans amount to nearly
one-third of the dollar amount of loans on the books on that date and
about 25 percent of the number. In number, over half the loans had
a maturity of less than 3 years. In dollar amount, approximately
50 percent had a maturity of 5 years or less.

3 Small-Business Man and His Bank, Small-Business Man and His Financial Statements, Small-Business
Aid, How to Apply for a Business Loan.
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TABLE XVI.-Term loans of member banks to business, by year of final payment
Nov. 20, 1946.1

[Estimates of outstanding loans]

Amount of loans 2 Number of loans

Year loan or final installment matures

In millions Percentage In thousands PercentageImilosdistribution distribution

Loans past due --- $13 0.3 0. 8 0. 6
Loans with final payments due in-

1946 ---------- ---- - 32 0.7 2. 7 1. 9
1947 ----- 437 9. 6 39. 0 27. 0
1048 ------------- - --- 460 10.1 32.6 22.6
1949 ----- 326 7.2 19.1 13.2
190 ----- 454 10.0 10.0 6. 9
1951 --- - 577 12.7 14.4 9.9
1952 261 5.7 4.3 3.0
1953 ----- 327 7. 2 3.1 2.1
1954 ----- 214 4. 7 2. 8 1. 9
1955 ----- 691 15.2 4. 3 2.9
1956----- 675 14.8 9. 7 6. 7
1957 or later - - - - - 90 2.0 1.7 1. 2

All term loans -4, 558 100.0 144.4 100.9

'Federal Reserve Buletin, May 1947, p. 499. Detailed figures may not add to totals because of rounding.
2 Balances outstanding Nov. 20, 1946, on loans whose final payment falls due in the year indicated.

Table XVII shows the term loans of banks classified by business
and size of borrower. It will be observed that approximately 90
percent of the term loans outstanding were made to firms having assets
of less than a quarter of a million dollars. On the other hand, only
about 15 percent of the amount of such loans went to this group of
businesses. At first glance, it would appear that small business was
adequately represented in the total number of loans made by banks.
Perhaps all businesses meeting the credit standards of current banking
practice were taken care of, but it is doubtful if all firms which could
have used additional capital successfully had been able to obtain it
from this source.

TABLE XVII.-Term loans of member banks to business, Nov. 20, 194t6, by business
and size of borrower

[Estimates of outstanding loans]

Size of borrower (total assets, Size of borrower (total assets,
in thousands of dollars) in thousands of dollars)

A ll _ _ _ _ _ _ _ _ _ A ll _ _ _ _ _ _ _ _ _

busi- 0 2buesi-nesses '70 0 ne sses
Business of borrower Under| 1- 210- 710- 1,09d Under| 150 0 750- 1,00010 210 710 5,~000 an502070 1000 an

. _ 0 1250 75015X000 lover 50 250 over

Amount of term loans, in millions Number of term loans, in thousands

Retail trade -$404 $142 $82 $31 $21 $128 53.4 45.7 6.6 0. 7 0. 2 0. 2
Wholesale trade 223 22 48 26 36 91 9.7 5.8 2.8 .6 .3 .1
Manufacturing and min-

ing -- - 2,367 45 . 95 95 308 1,824 20.9 10.7 5.0 1.6 1. 5 2.0
Public utilities (including

transportation com-
panies) -939 37 33 31 70 768 16.6 11.4 2. 2 .6 .5 1. 8

Services -229 63 52 16 30 69 23.6 19. 7 3.3 .5 .1 (2)
All other -325 45 79 38 - 57 107 17.8 11.8 4.3 1. 2 .4 .1

All term borrowers'X 4,487 354 |388 237 522 2,987 142.0 105.1 24.2 1.3 3.1 4. 3

I Excludes'a small amount of loans unclassified by business and size of borrower.
2 Less than 50.

NOTE.-Detailed figures may not add to totals because of rounding.

Source: Federal Reserve Bulletin, May 1947, p. 503.
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Table XVIII shows the average interest rates paid on commercial
bank loans classified by type of security and size of borrower. The
average interest rate declines progressively from the smallest to the
largest size group. This is to be expected, since interest rates are
based primarily upon risk and cost of handling the loan. Experience
indicates that the risk is larger on loans made to small borrowers,
than to large ones, and the cost of setting up a loan on the bank's
books is fairly constant. At least, it does not vary in proportion to
the size of the loan, and as a consequence, the cost per dollar is higher
on small loans. It will be observed that the interest rates on unsecured
loans tend to be lower than on secured loans. This may be explained
by the fact that security is required only on longer term and more
risky loans. However, in no case was the average rate at what,
might be regarded as an unreasonably high, or unduly burdensome
level.

TABLE XVIII.-Average interest rates on member bank business loans, by type of
security and size of borrower, Nov. 20, 1946 1

[Percent per annum]

Size of borrower (total assets, in thousands of
dollars)

Type of security rowers o

Under 50-250 250-750 750- 5,000 and5750 70500over

Unsecured ------ 2.5 5.4 4.3 3.3 2.5 1.8
Secured:

Endorsed or comaker-3.7 5.5 4.2 3.4 2.8 1.6
Inventory -------- 3.1 4.8 4.2 3.6 3.2 2.8
Equipment -4.4 6.3 5.0 4.6 3.6 2.0
Plant and other real estate -4.3 4.8 4.3 4.1 3.7 3.2
Stocks and bonds -2. 7 3.8 3.2 2.6 2.5 2.1
Accounts receivable -4.5 5.5 4.9 4.5 3.8 3.6
Life insurance -3.4 3.9 3.5 3.1 2.6 2.3
Assignment of claimss

3
3.5 5.0 4.5 4.0 3.5 2. 6

Government participation or guar-
anty -------------------------- 4.0 4.6 4.3 4.1 4.0 3.3

Other security -2.6 4.7 3. 7 3.5 2. 4 1.8

All types-2.9 5.2 4.2 3.5 2.8 1.9

l Federal Reserve Bulletin, July 1947, p. 816.
Includes rates on a small amount of loans unclassified by size of borrower.
Includes oil runs.

Another external source from which businesses may obtain long-
term capital is through the sale of stocks or bonds on the organized
security markets. This is an exceptionally low-cost, effective, and
absolutely essential method of raising capital for large enterprises.
However, it is a method which is geared to large enterprises and is
both expensive and unsatisfactory for the smallest concerns.

Table XIX shows the cost of flotation of new issues as a percent of
gross proceeds for the years 1945-47, classified by the asset size of
the issuing company. The costs decline uniformly as the issues and
the size of company increase. Companies with assets of under a
million dollars had to pay a cost of flotation amounting to nearly 17
times that experienced by the largest corporations. The flotation
expense of 17 percent of gross proceeds is almost prohibitive and is
certainly highly disadvantageous from a competitive viewpoint.
Such data indicate the desirability of developing mechanisms for
selling the issues of small firms on a more favorable basis.
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TABLE XIX.-Cost of flotation of new issues as a percent of gross proceeds, by asset
size of company, 1945-47

Asset size of company in millions Number of Average size Cost of flota- Commission Other
of dollars flotations of flotation tion and discount expenses

Millions of
dollars Percent Percent Percent

Under 1 - -71 1.1 16.94 14.95 1. 99
1 to - 160 1.3 12.44 10.31 2.13
* to lO ---------------- - 108 2. 7 7.77 6.46 1.31
10 to 20--------------- 105 3. 9 5.09 4.02 1. 08
20 to 50 ---- --------------- 98 8.5 3.09 2.33 .76
50tolO0 65 19.9 2.17 1.56 .61
100 to 200 --------- ------ 46 27.8 1.89 1.39 .50
200 to 500 30 53.7 1.46 1.04 .41
500 and over - - 21 111.6 1.01 .63 .39
Unknown I - -11 20.7 2.09 1.74 .35
All asset sizes - -715 12.0 2.48 1.88 .60

I This group includes issues of foreign governments, and companies for which balance sheets were not
included in registration statements.

Source: Cost of Flotation, 1945-47, Survey of American Listed Corporations, Securities and Exchange
Commission, Washington, D. C. (February 1949), p. 19.

At one time, well-to-do individuals familiar with the locality, its
businesses, and their managements were important sources of capital
for small firms. This is still true in a moderate degree, as indicated
by. the Department of Commerce study referred to earlier in this
paper. This showed that 11 percent of the initial capital requirements
of trade firms was supplied by friends or relatives of the entrepreneur.

Urbanization and industrialization of our system have served to
break down much of the personal ties which at one time made possible
local venturing by local capitalists. People do not know each other
as well or as intimately, and the sources of information which were
the basis for earlier investments no longer suffice. Developing along
with this change, or caused by it, has been an increasing tendency on
the part of savers to seek risk-free investments in contrast to the
equity securities which represent venturing. This is evidenced by
the growth of savings banks, life-insurance companies, and savings
and loan associations. Such organizations are devices for pooling of
funds for investment in Government securities such as mortgage
bonds, mortgages on residential real estate, and the issues of Federal,
State, and local governments.

SUMMARY

Small business is a highly important segment in the American
economy, comprising approximately 92.5 percent of the establish-
ments, employing about 45 percent of the workers, and handling
34 percent of the volume of business. The number of business firms
in the United States is increasing in relation to population. In 1900
there were 21 firms per thousand of population, and in 1945 there
were 26 firms per thousand. This growth represents the net result
of the thousands of new firms which enter the field each year minus
the discontinuance of almost equally substantial numbers in each
year. The bulk of the withdrawals occur in the first few years of
the business life and are comprised principally of the small firms.
The causes of withdrawal are various, ranging from personal choice
on the part of the proprietor, faced by seemingly insurmountable
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competitive and financial problems, to outright bankruptcy and
forced liquidation.

Capital problems are highly important problems, especially for
existing businesses which are struggling to gain a foothold and to
expand in the competitive markets. The sources of capital for new
firms are principally the savings of the owners, supplemented by bank
loans, loans from friends-and relatives, and trade credit. The organ-
ized capital markets make little or no contribution to the smaller sizes
of business in providing initial financing. Established small firms
are forced to obtain funds for current or expansion purposes through
the retention of earnings supplemented in varying degrees by recourse
to commercial banks and private investors. While retained earnings
are highly important in the case of the largest corporations, it is not
a reliable or satisfactory source for the smallest firms.

The profits of small firms fluctuate much more widely than the
profits of large firms and are, accordingly, a less reliable source of
funds. Since the net earnings fluctuate more than in proportion to
changes in the level of business activity, it becomes highly important
to small business to have a high level of economic activity.

Present rates of taxes substantially reduce the earnings of all firms,
but this becomes especially important to small firms which have no
access to outside sources of financing. Commercial banks make a
substantial contribution to the financing of small business through
the extension of credit, both on a short-term and a relatively long-
term basis. The commercial banks could do an even better job if
there was a more widespread understanding on the part of small-
business men of the nature of banking, the necessity for proper
accounting, and the proper presentation of bank-loan applications.



CHAPTER VI

TAXES AND BUSINESS INVESTMENT

There is no aspect of the problem of investment subject to greater
controversy, more uncertainty, and more unsubstantiated and dog-
matic pronouncements than that of the impact of taxes on capital
investment and the business cycle. There is hardly a group in the
economy, whether small businessmen, large manufacturers, bankers
making domestic or foreign loans, farmers, union members, universities
or philanthropic organizations that does not advocate some type of
change in the tax laws of allegedly considerable benefit to the economy.
The only unifying principle visible to the detached observer is that as
a general rule each group advocates tax reforms which will lighten its
share of the tax burden and shift more onto the other fellow.

Such shifting is usually sought to be accomplished in two general
ways, either directly by substantive changes of clear intent. or in-
directly by complicated technical administrative revisions and
interpretations. Individual proposals for one or other or both types
of change run literally into the hundreds, each with formidable arrays
of arguments pro and con. They represent the continuing grist of
research and action by large standing committees in Congress:
Obviously nothing save a bare mention is here intended or possible of
the more important aspects of tax policy and capital investment.

There are two approaches to stimulating private investment by tax
policy. The first calls for a general modification of business tax laws;
the second, for the adoption of specific types of tax inducements.
Under the first heading only such well-known proposals will be
considered as those for revising or eliminating the corporate tax laws
and schemes for tax averaging; under the second, flexible income-tax
credits and accelerated depreciation.
Modification of corporation income-tax laws

Among the many types of comment and criticism directed at the.
corporation income tax, such as the allegations that it is inequitable
or that it is a disguised sales tax, only one is relevant to the purpose in
hand. That is the much publicized proposition that the corporate
income tax reduces the ability and willingness of firms to invest. The
first question that arises is that of incidence. Does the tax fall mainly
on net profits or is it shifted backward on wages or forward on prices?
In the short run, at least, the tax is probably borne by profits.

If so, three further questions arise concerning the effect of the cor-
porate income tax on investment.

First, even if the tax reduces the reward for risk taking insofar as
the Treasury fully shares in corporate profits, does the Government
only partially share in the losses? If true, such, of course, may not
invalidate the corporate tax per se, but only the manner in which it
is levied, since if provisions existed for full loss offsets the amount

146
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risked would be reduced by the same extent as profits, and the
reward for risk taking would remain unchanged. Proposals for
amending the corporate income tax to provide for fuller loss offsets
are mentioned below.

Second, does the tax decrease the inducement to invest, the risk
factor aside, by lowering the return on investment?

Third, does the tax discriminate against equity financing and in
favor of debt financing by decreasing the willingness of outsiders to
engage in equity investment; by increasing the desirability of debt
financing, since interest is exempt from taxable income whereas divi-
dends are not; and by reducing corporate incomes, the most important
source of equity funds? This last question is of special concern to
small businesses whose access to outside funds is extremely limited
and who depend, therefore, on internal funds for expansion.

These questions concerning the corporation income tax as well as
the "double taxation" problem have induced many observers to sug-
gest that the tax should be repealed or greatly modified. Four
general alternatives have been proposed which have been fully
explained and analyzed in the Treasury tax study on The Postwar
Corporate Tax Structure:

(a) Elimination of corporate income tax and taxation of capital
gains wvhen realized or at the time of stockholder's death: One of
the difficulties of this proposal is that it might enable stockholders
to postpone tax payments- on undivided profits throughout their
lifetime, and as such would heavily discriminate against other forms
of savings.

(b) Treatment of corporations like partnerships for purposes of
taxation: Although this approach might be feasible for small closely
held corporations, it would present insuperable administrative prob-
lems for the large corporation with thousands of stockholders and
complex financial structure.

(c) Treatment of corporation income tax as a withholding levy:
The British income tax laws are based on this approach and a variant
is currently proposed by the Committee on Economic Development
(CED). The CED's proposal would involve a tax on both distributed
and undistributed corporate earnings. The dividend recipient would
be permitted to credit the tax paid on distributed income to his
personal income tax. liability; where necessary the Treasury would
make income tax refunds.

(d) Deduction of dividends from corporate income tax base: A
moderate tax is proposed on undistributed profits, but the corporation
would be allowed to deduct dividends, either partially or fully, from
taxable income.

Both among those who favor a repeal of the corporate income tax
and those who are opposed, there is a substantial body of opinion
which would favor special tax concessions to small-business firms.
Prof. Harold Groves of the University of Wisconsin in his study for
the CED recommended that if his proposed revision of the corporate
income-tax laws be undertaken (point (c) above), special tax con-
sideration be given for reinvested earnings of new small companies,
and that if the present corporate tax is retained, they be given the
option of being treated like partnerships. Another important propo-
sition is that incorporation laws be amended to provide for private
and public corporations-public corporations being permitted as now
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to raise funds through the national security exchanges while private
corporations would be restricted to local sources of finance. The
corporation itself would have the option of determining the type of
charter under which it wished to operate. If a corporation wished a
public charter, with the attendant advantages, then it would be
subject to a corporation income tax; if it desired a private charter,
it would be taxed as a partnership. An important advantage of this
suggestion over other plans for granting tax concessions to small
business is that it avoids the necessity of defining "small business."
Past experience

Before 1936 the method of corporate taxation in vogue in the
United States was somewhat similar to method (c) above, insofar as
cash dividends were subject only to the surtax and exempted from
the normal tax. Data are not available to gage, however, how much
more favorable to investment it was than the present method.
Similarly, the question is often raised whether the more favorable
treatment of the higher-bracket incomes in the twenties while con-
tributing to the unhealthy boom in stock-market prices may not have
been instrumental in encouraging the mildly greater (than present)
volume of investment in stocks at that time. Others point out that
the greater pressure then to distribute earnings made business more
reliant on outside sources of capital.

The British experience with integrated systems of personal and
business taxes permits no general conclusions as to either its stimula-
tive effect on investment, or its effect on the supply of equity funds.
To disentangle the effect of the tax from other factors involves in
effect an a priori judgment on the economic effects of this type of a
system on taxation.
Effect on employment, production, and purchasing power; Fiscal costs

If personal and corporate income taxes were integrated the
practical choice would lie between methods (c) and (d) outlined above.
Neither the complete elimination of the corporation income tax nor
the treatment of all corporations like partnerships for purposes of
taxation seem like reasonable possibilities. As between methods (c)
and (d), an income tax credit to the shareholder, or the deduction of
dividends from corporate taxable income-there seem to be several
considerations in favor of the latter. If, of course, corporations were
managed like partnerships, then there might not be much to choose
by way of method used. However, such seems unlikely. The typical
large corporation is managed as an entity more independent of the
stockholders than partnerships with respect to its partners.

Thus if the corporation were used as a source of collection of indi-
vidual taxes, as is proposed by the CED, the economic effects on
management decisions might well be about the same as under the
present tax, assuming that the rates were the same. It would do
nothing to reduce whatever effects the existing tax may have on
investment by reducing its profitability. It would exert the same
influence on the supply of equity capital coming from retained earn-
ings. There would be no diminution in the premium for financing
expansion by bond issues. Moreover, the criticism of the corporate
income tax, that it may be passed on in lower wages or higher prices,
would still apply.
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The only change this method of taxation would bring about over
the present one-as far as investment is concerned-is that it would
increase high bracket incomes,' and presumably the supply of outside
equity capital. The alleged importance of this effect is, however, easily
exaggerated. As is well known, the issue of common stock even in
the 1920's did not provide an important part of total financial needs-
the lion's share has always come from retained earnings.
. As between method (c) or method (d) above, the latter-namely,
adjusting cash dividends at the corporate level-might seem to avoid
many disadvantages, assuming, of course, that a change of the present
corporate tax laws has been determined upon.

The dividend-credit plan might even be somewhat more favorable
to investment than the present corporate tax. It might increase in-
vestment incentives insofar as the corporation's return after taxes
are greater. Whether or not this method of taxation would increase
the supply of equity capital is a question hard to answer. In the
first place, the partial or full exemption of dividends from the corpo-
rate tax might encourage a more liberal dividend policy, and this in
turn might result in a larger volume of outside equity funds. Sec-
ondly, if dividends were completely or partially exempt from corporate
taxation, the tax advantage to debt financing might be reduced or
even eliminated. On the other hand, insofar as the tax resulted in
a greater pressure for distribution of earnings than the present tax it
might lower retained earnings-at present as in the past the largest
and most certain source of funds for meeting financial needs.

The differential impact of the two tax systems over the course of
the business cycle is likewise conjectural. On the one hand, one can
allege in the first place that the dividends-credit plan might result in
a more flexible tax system thani the present corporate tax. This
because a smaller proportion of total corporate net earnings would be
subject to the flat corporate tax and a larger proportion to the pro-
gressive income tax.

But the real and ultimate effects of tax on investment might depend
on the stage of the cycle. In moderate or very prosperous times more
investment might be stimulated under this type of tax system. In
fact, in inflationary periods such a tax system might be even too
favorable and contribute to the malinvestment so often characterizing
a boom. If the plan were adopted at the present time without im-
pairment of total revenue it would be necessary to tax corporate re-
tained earnings at a rate higher than the present 40 percent rate, and
also probably necessary to increase personal income tax rates in the
higher brackets.

In times of deep depression, on the other hand, when few corpora-
tions are making profits at all, and when capacity is greatly redundant,
lower taxes would hardly have a significant effect on investment de-
cisions. In moderate recessions it is impossible to guess how much
more investment, if any, might result.

As for the effect of the proposed tax on the supply of equity capital,
the evidence, as has already been pointed out, is conflicting. This

I Extensive publicity campaigns have given an invidious connotation to taxing dividend income. The
phrase "double taxation" has gained wide currency. Obviously all taxes are paid fundamentally out of
income. Property taxes, pay-roll taxes, excise taxes, etc., constitute deductions from the same incomes
that pay income taxes. The number of times and the ways in which incomes from private sources are
directly or indirectly tapped to finance public needs is a matter for integrated consideration rather than
special pleading.
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method of taxation might increase the supply of outside equity funds,
but, on the other hand, might decrease retained earnings. Moreover,
even if an integration of personal and corporate taxes did increase the
total supply of equity funds, such a tax system might so stimulate
investment in prosperous times that no larger share of investment
will be financed with equity funds than is the case under the present
tax system.

Fiscal costs
-Total taxes on corporate earnings under the present tax system, a

dividends-credit plan, and a withholding plan are estimated in table I.

TABLE I.-Revenue yield of S corporate tax plans

[Billions of dollars]

l Corporate IndividualTotal corpoate txo
tx dividends'I

Present system (40-percent corporate tax) 10. 5 8. 6 2. 0
Dividends-credit plan (40-percent maximum, 20-percent minimum

corporate tax; 25-percent credit for net dividends paid) 9.1 6. 4 2. 7
Withholding plan (20-percent basic corporate plus 20-percent with-

holding) -- 9.1 8.6 .15

I Viewing dividends as last increment of income; rates enacted by Revenue Act of 1945.

Source: Division of Research and Statistics, Treasury Department.

These estimates were prepared by the Treasury Department at a
time when a national income assumption of about 150 billion dollars
was reasonable. Corresponding estimates for present and prospec-
tive rates of income have not yet been prepared. The estimates
show that, at this level of income, nearly 1.5 billion dollars would
be lost in revenue by adopting either of the proposed re-visions.
Under the dividends-credit plan corporations would be the bene-
factors of the tax reduction; individuals would pay a somewhat
higher tax on dividends than under the present corporate income tax.
Under the withholding plan, the corporations would pay the same
total taxes as under the present tax; individuals would receive the
entire benefit of the reduction.
Relation to basic economic structure and long-range economic objectives;

political and popular acceptability
The principal long-run effect of adopting a tax system which par-

tially or fully exempted dividends from corporate taxes might, be a
change in the composition of the gross national product favoring
investment, but the amount is impossible to assess. This type of
tax plan would probably discriminate against small business con-
cerns who have limited access to the capital markets, unless special
provision were made for them. Whether it would discriminate
against small firms more or less than the present corporate income
tax is conjectural.

BUSINESS TAX AVERAGING

The corporation tax is often said to decrease investment not onlv
by lowering the average returns to, and the supply of funds available
for, investment, but also through discouraging the taking of risks
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Unless there is full provision for loss offsets, the Treasury may share
fully in business gains but only partially or not at all in business
losses, thereby making risk-taking less attractive. More liberal
provisions for loss offsets will, of course, result in lower revenues from
any given tax structure.

Moreover, more liberal loss offsets probably provide a greater
stimulus to investment than an equivalent reduction in tax rates.
The principal reason is that in providing loss offsets, the Government
is in effect partially insuring business concerns against losses, and
such insurance can be provided at a lower total cost by the Govern-
ment than by business concerns individually.

A tax levied on an annual basis may work a hardship on investors
in two types of concerns: those with incomes more volatile than the
average; and those whose methods of production require a large
amount of fixed plant which can pay for itself only after a considerable
lapse of time.

The problem arises: How extend the base period of the tax? There
are two ways: by calculating taxable income as a moving average;
and by provision for carry-back and carry-forward of business losses.
Under the averaging device the income period is equal to the period
of the moving average; if the period of the average is long enough,
nominal and effective tax rates in all industries are equal. For
various economic reasons income averaging provides an ideal tax
base, but it is likely to create considerable administrative difficulties
inasmuch as business books would never be closed. Loss carry-for-
ward and backward provisions of an income tax reckoned on an annual
base represent an approach to income averaging, but with less serious
administrative problems.
Past expelience

From 1919 to 1933 the Federal income tax laws contained a limited
carry-forward privilege. In 1933, when the business situation war-
ranted an extension of the loss carry-forward period, this feature of
the tax law was eliminated, and not reinstated until 1939. In 1942
a 2-year carry-back privilege was added, on the premise that business
concerns should be allowed to charge some of their reconversion losses
to wartime profits. It is not possible to assess the effects of these
provisions in concrete terms.

Present position
Both the Treasury Department and the House-Senate Joint Com-

mittee on Internal Revenue Taxation favor an extension of the present
2-year loss carry-forward provision, and a reduction of the loss carry-
back period so as to aid new businesses which do not have previous
income against which to set losses. The House revenue revision bill
of 1948, which failed to pass both Houses, proposed an extension of
the loss carry-forward provision to 5 years and a reduction of the
carry-back period from 2 years to 1 year.

The present tax probably works a hardship on risky business under-
takings and on concerns with volatile incomes. A number of studies
indicate that for industries experiencing wide fluctuations in income,
the present carry-over period permits the offsetting of onlv a minor
portion of total losses. Thus the effective tax rate in these industries
over a period of years is higher than the general average.
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Because extension of the loss carry-over period would be designed
to increase the general level of investment, careful consideration
needs to be given to the tax rate at the time any change is under-
taken. If private investment is running at a near-record level, fresh
stimulus to investment might increase the evils of inflation. In such
times a liberalization of loss carry-over provisions should probably
be accompanied by an increase in the tax rate.

If an extension of loss carry-over period is decided upon there
remains such questions as the direction in time in which losses should
be carried, and the length of the carry-over period. The carry-
forward of losses possesses several advantages over the carry-back
procedure: It results in a more correct statement of current income;
it does not discriminate against new firms; and it is administratively
more feasible. The carry-back provision, on the other hand, is more
effective as a countercyclical device because the investor can be
more certain of its effects. For stimulating private investment in
depressions, however, it may be preferable to rely on direct tax
inducements, discussed below, rather than to achieve the same
results by a tax system which discriminates in favor of established
concerns.

The time period over which losses may offset income, should theo-
retically be approximately equal to the depression phase of the
business cycle. But there is a great variation in the length of depres-
sions. The cycle has divergent impact on different industries. Thus
the length of the period must be based on practical considerations:
On administrative feasibility and on the actual number of years
required for the bulk of business concerns to fully offset their losses.
These considerations indicate a period in the range of 5 to 7 years.
Eftect on employment, production, and purchasing power; Fiscal costs

If a certain amount of revenue is to be raised through business
income taxes over the course of the business cycle, more investment
may be forthcoming if provision is made for loss offsets than if the
tax is reckoned strictly on an annual basis. Like other tax induce-
ments to investment, however, provision for loss offsets will be effec-
tive in stimulating investment only if profit expectations are reason-
ably high. This means that such a system of taxation cannot be
counted, on to have a significant effect on investment in a deep depres-
sion. In other phases of the cycle or in mild business downturns,
the ability to offset a significant portion of a business loss against
future earnings may well prove a factor in investment decisions.

The effect of such a tax system on revenue collections will depend
on general business conditions. In the 1920's a 6-year loss carry-
forward period would have reduced the corporate tax base by about
7 percent; in the depression years it would have reduced the tax
base 17 percent; and at the present time, it would involve about a 5
percent reduction in the corporate tax base. In a mild recession a
6-year carry-forward period might be expected to reduce the corpo-
rate tax base by around 10 percent.

FLEXIBLE INCOME-TAX CREDITS

Basic purpose and significance for stabilization
This device would give a tax deduction or credit to the taxpayer

amounting to a percentage of whatever investment outlays he makes.
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At times of reasonably full employment, no credit would be given.
A Government decision to stimulate investment would be imple-
mented by establishing a percentage, which could then be varied,
perhaps as often as quarterly, according to the outlook. The plan
really amounts to the Government's paying part of the cost of any
new investment, and hence represents a direct Government subsdiy.
No change in present regulations governing depreciation allowances
is necessarily implied.

Variants of the investment-credit plan have proposed a credit for
distributed corporate income too, so that what is fully taxed is only
undistributed and uninvested earnings. The encouragement of div-
idend distribution, however, would seem justified primarily on
grounds of maintaining consumer income or spending in general,
rather than as a direct stimulus to investment.
Past experience

There has been no United States experience in this field. Germany's
experience with flexible income-tax credits in the period 1931-33 in-
dicates that such a tax policy may not appreciably stimulate invest-
ment when earning prospects are very depressed.
Present and proposed program

The proposal would require amendment of existing income-tax
legislation to permit the flexible credit. In drafting such an amend-
ment, careful attention would have to be paid to such policy problems
as the attainment of a desirable balance of burdens and incentives
between corporate and noncorporate investors, and among different
kinds of business and investment. It is possible that a general stim-
ulus to investment would evoke a distorted pattern of investment.
For such a policy would clearly favor those industries having high
capital costs per unit of output. Unless it is decided as a matter of
policy to subsidize the capital-intensive industries, this device would
seem better used in depressions. And if used as an antideflationary
device, it may be desirable to set different percentages of credit for
different categories of investment.

Such an amendment would involve three important new departures
in tax policy:

1. The principle of allowing credits for investment outlay;
2. The principle of administrative flexibility of taxes for pur-

poses of stabilization; and
3. (Possibly) The principle of negative taxes when invest-

ment was made in such quantity that the indicated credit would
exceed the tax.

Effect on employment, production and 'purchasing power; Fiscal costs
The amount of new investment which might be stimulated by a

tax-credit program is impossible to predict, since such investment
depends so heavily on general market prospects. If such prospects
were not. too unfavorable, however, a tax credit might well increase
investment outlay by substantially more than the amount of tax
revenue loss because:

1. Some beneficiaries might be led to invest additional avail-
able internal funds which might otherwise be kept idle or dis-
tributed;
73003-50- 1
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2. Some additional outside equity capital might be attracted
by the improved net disposable earnings prospects resulting from
the tax concession;

3. Beneficiaries might be put in a position to increase their
debt without worsening previous debt/equity and liquidity ratios.
Corporations now owe about $100,000,000,000, half of it long
term. Total stockholders' equity (net worth) is roughly
$190,000,000,000. Maintaining the debt/equity ratio at the
present (relatively low) level, then, would permit $1 of new net
borrowing for every $1.90 invested in equity.

The following table suggests the magnitude of subsidy to new
investment which might be involved at varying percentage rates of
tax credit if such credits were instituted at the point where outlay
on plant and equipment had fallen from its present level to, say,
$12,000,000,000:

AmoUnt
of tax cut
(billions)

10 percent of investment allowed as credit -$1. 2
20 percent of investment allowed as credit -2. 4
30 percent of investment allowed as credit -3. 6

Only an elaborate and arbitrary set of assumptions would support a
prediction as to whether any one of these subsidy figures would just
maintain new investment. No data exist.
The taxation of capital gains arisingfrom sale of assets

Under the present law gains on capital assets held more than 6
months are taxed at rates which do not exceed a maximum of 25 per-
cent. Losses on the sale of such assets are allowed only to the extent
of capital gains, except that individuals may offset or carry over
unabsorbed capital losses against income from other sources up
to $1,000 for each of 6 years.

The capital-gains tax has never been important to the Treasury from
the standpoint of revenue. While late figures are not available, the
estimated yield of the capital-gains tax on individuals is compared
with total individual income-tax receipts in the accompanying table.
II. The taxes on capital-gains totaled on the average somewhat less
than $150,000,000 a year between 1935 and 1945, accounting for less
than 4 percent of total individual income-tax receipts.

The capital-gains tax may slow down the velocity at which private
venture capital is turned over. As Senator Flanders puts it: "It is
an essential feature of 'venturesome capital' that it is withdrawn from
an enterprise after it is solidly established. The established enter-
prise is sold to the general investing public, and the returned capital
again: seeks new employment in another venture. The effect 3f the
capital-gains tax is to make it unprofitable to withdraw and reventure.
The capital remains in the old undertaking, and, therefore, the amount
of funds available for new enterprise is permanently diminished." 2

To the extent that risk funds are supplied by persons in higher
income brackets, that is, by persons whose personal tax rates are in
excess of 25 percent, the capital-gains provision represents an advan-
tageous concession. By putting new money into existing enterprises
3 Unemployment and Relief, special committee. S. Res. 36, 75th Cong. 3d sess., p. 889.
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in exchange for stock, or taking in that form- their reward. for engi-
neering or other services, well-known groups of financiers in every part
*of the country are able, when the enterprise is on its fdet-or operating'
with enhanced profitability to get out by disposing of such stock.
*The maximum tax they pay is 25 percent.

TABLE IL.-Estimated taxes on capital gains and losses of indtvidwals. total zndxtvdual
income-tlaa receipts, with percentage, 1935-45

[Amounts in millions of dollars]

Year

Estimated
taxes on

individual
capital
gains

Total
receipts

individual
income
taxes

Percentage
total indi-
vidual tax

attributable
to capital
gains tax-

ation

Year

Estimated
taxes on

individual
capital
gains

Total
receipts

individual
income
taxes

Percentage
total indi-:
vidual tax

attributable,
to capital . -^
gains tax- -

ation

1935 72.0 527 13. 7 1942 68.0 3, 263 2.1
1936 171.0 674 25.4 1943 -266.0 6,630 4.0
1937 41.0 1,092 3.8 1944 354.0 18, 261 1.9
1938 12.0 1, 286 .9 1945 -721.0 19,034 3.8
1939 4.0 1,029 .4
1940 -7.0 982 -Average 146. 9 4, 927 3.0
1941 -86.0 1, 418 -

Source: Treasury Department, technical staff.

TAX EXEMPTS VERSUS RISK TAKING

The availability of large amounts of State and municipal securities
exempt from Federal taxation is frequently said to offer an attractive
refuge for funds which might otherwise flow into business investment.
Depending on the income-tax bracket in which corporations find,
themselves, fully taxable business investments have to yield a higher
gross in order to leave the same net as do tax-exempt securities. In
tables III and IV such a computation is presented for selected rates of
return on tax-exempt securities under the effective rates provided in
the Revenue Act of 1948.

TABLE III.-Corporate taxpayers, rate of taxable return equivalent to selected rates
of tax-exempt income

[Rates as provided in Revenue Act, 19481

Return on tax-exempt security

Effec-
Class of taxpayer tive 1 per- 1 I per- 2 per- 24 per-

rate of cent cent cent cent
taxI I I

Equivalent taxable returns

Percent Percent Perceat Percent Percent
Life-insurance companies (taxed as corporations under special

net income formula, operation of which in recent years has
resulted in effective exemption) -0 1.0 1.5 2.0 2.5

Corporations having net incomes of more than $50,000- - 38 1. 7 2.5 3.3 4.1
Regulated investment companies (generally investment trusts

of the open-end variety, satisfying requirements of see. 361
and distributing 90 percent of net income as dividends)
effectively exempt from corporate income tax; distributions
taxable to recipients-0 1. 0 1.5 2.0 2.5
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TABLE IV.-Individual taxpayers, rate of taxable return equivalent to selected rates
of tax-exempt income, by income-tax classes

[Rates-s provided in Revenue Act, 1948]

Return on tax-exempt security

Adjust- Effec-
Number of ed gross tive I per- 18 per- 2 per- 2½ per-

Income class in thousands of dollars retums 2 income rate of cent cent cent cent
(bil- tax psr- _ _ _ _ _ _ _ _ _ _ _ _

lions) 2 cent 3
Equivalent taxable returns

percent

Under-
1.5U - 18,149,848 15.1 - -
1.. 8: )- 7, 894, 044 { 6 4 3.82 1.0 1.6 2 1 2 6

1.8-- --- -- -- --- -- -- --- -- -- t .4 5.53 1.1 1.6 2.1 2. 6
2.0 -- --- 7,430,633 16.6 6.64 1.1 1.6 2.1 2.7
2.5 - - - -- 6,021,035 16.5 8.63 1.1 1.6 2. 2 2. 7
3.0 -- - - - 7,036, 187 24.1 9.96 1.1 1.7 2. 2 2.8
4- - - - -- 2,796,585 12.4 11.62 1.1 1.7 2.3 2.8

: 5 1,045,125 5.7 12.62 1.1 1.7 2.3 2.9
6 561,678 3.6 13.65 1.2 1.7 2.3 2.9
7 330,494 2.4 14.46 1.2 1.8 2.3 2.9

* 8------ 226,955 1.9 15.08 1.2 1. 8 2.4 3.0
9---- 167,601 1.6 15.55 1.2 1.8 2.4 3.0
10 134,012 1.4 16.21 1.2 1.8 2.4 3.0
11 - --- 103,205 1.2 16.82 1.2 1.8 2.4 3.0
12 --- 85,497 1.1 17.33 1.2 1.8 2.4 3.0
13 70,329 .9 17.75 1.2 1.8 2.4 3.0
14 ---- 59,228 .9 18.32 1.2 1.8 2.4 3.0
15 --_-- 192,540 3.2 18.86 1.2 1.8 2.5 3.1
20 --- 100,361 2.2 21.24 1.3 1.9 2.5 3.2
25 -- 56,313 1.5 23.51 1.3 2.0 2.6 3.3
30 59,964 2.1 25.96 1.4 2.0 2.7 3.4
40 28,954 1. 3 30.44 1.4 2. 2 2. 9 3.6
50 -- 16,370 .9 34.40 1.5 2.3 3.0 3.8
60 9,505 .6 37.62 1.6 2.4 3.2 4.0
70 6,128 .5 40.22 1. 7 2.5 3.3 4. 2
80 4,228 .4 42.47 1.7 2.6 3.5 4.3
90 2,870 .3 44.52 1.8 2. 7 3.6 4.5
100- 6,373 .8 46.40 1.9 2.8 3.7 4.7
150 1,994 .3 53.58 2.2 3.2 4.3 5.4
200 - 901 .2 58.76 2.4 3.6 4.8 6.1
250 ------------------ -------------- 444 .1 62.67 2. 7 4.0 5.4 6.7
300 : 451 .2 65.44 2. 9 4.3 5.8 7. 2
400 - - - - 201 .1 69.39 3.3 4.9 6.5 8.2
500- 240 .1 71.93 3.6 5.3 7.1 8.9
750 - 83 .1 75.33 4.1 6.1 8.1 10.1

Over 1,000 . 94 .2 77.00 4.3 6.5 8.7 10. 9

Total 5^, 600, 470 134.3 -

I Married person, no dependents entire income earned by one spouse, income class after deductions but
before exemption.

2 Distribution based on individual returns for 1946, last year for which detail is available.
s Effective rates, normal and surtax combined (S. Rept. 1013, 80th Cong., 2d sess., p. 2).

Legal reserve life insurance companies are subject to income tax at
the same rates as other corporations, the provisions by which their net

* taxable income is computed have, in recent years, effectively exempted
them from income taxation. Under the circumstances the tax-exempt
aspects of municipal and State securities is of no practical value to
insurance companies as long as investment conditions and the law
continue as they are now. The advantages from tax-exempt securities
accruing to persons paying taxes at high Federal surtax rates is obvious.
Tax-exempts selling at 1 percent are just as attractive to persons with
a net taxable income of a quarter of a million dollars as is a business
investment yielding 2.7 percent.

Corporations having net income of more than $50,000, and it is
only this class of corporations that is likely to own tax-exempt securi-
ties, are currently taxed at 38 percent of their income. Such a cor-
poration must receive at least 3% percent on a taxable investment to
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net, after taxes, the same return as might be obtained from a 2-per-
cent tax-exempt investment. During the war when the rate of the
regular corporate income tax was higher, the differential in favor of
tax-exempts was, of course, greater. In the case of those (very few to
be sure) that were likewise exempt from excess-profits tax, the differ-
ential was substantial.

However, there may be a countervailing factor insofar as allowable
deductions gain importance. The impact of this during the war was
.commented on by Fortune magazine in the following terms:
corporate behavior under wartime tax burdens suggests that a plausible and per-
haps significant case can be made for high corporate taxes as an incentive. to risk
investment * * * Losses incurred' in unsuccessful drilling can of course betaken out of taxable earnings. "Intangible" development expenses-supervisory
and technical work as well as such other items as labor and fuel-can be charged
to current operations. * * * It offers money-making corporations a chance.
to invest part of their profits before taxes without risking more than a fraction of
the investment. What is more, it enables companies to realize what amounts to atax-free return on the money they actually risk. * * * There has been an
unmistakable loosening of corporate inhibitions and an acceleration of corporate
metabolisms

3 Fortune, Business at War, pp. 208-213, vol. XXX, No. 5, November 1944.



CHAPTER VII

DEPRECIATION TAX POLICY AND ITS IMPACT ON
INVESTMENT

INTRODUCTION

In this chapter will be given a specific example of the kind of de-
tailed technical consideration that has to be given to each of the areas
in which tax policy affects investment. For purposes of illustration
the relationship of depreciation policy to business income taxes has
been selected for treatment. The problem of depreciation as an
allowable deduction in computing taxable income for purposes of
Federal income tax shows in striking fashion the relation between
depreciation and investment. It considers whether present policies
are bad, and if so, how they might be corrected. It casts light on
the further problem of whether a special depreciation policy should
be adopted as a vehicle for stimulating economic activity in a period
of depression or preventing the occurrence of a depression. It also
considers appropriate depreciation policy in periods of inflation. It
is not the purpose of this chapter to present conclusions or recom-
mendations. Rather, the purpose is to present the facts and argu-
ments, so far as they can be ascertained, and to state them in such a
way as to assist others in determining the proper course of action.

In this chapter, four matters will be taken up: Part I, complaints
currently or recently made against Federal depreciation policies and
administration; part II, proposals offered to correct the alleged errors
in such policy and administration; part III, evaluation of complaints
of the proposals; and part IV, concluding observations.

PART I. THE PROBLEM

INTRODUCTION

This part aims to show the relation of depreciation to investment
and to trace the problem which the taxpayer has in obtaining what
he considers to be the proper amount of depreciation. The relation
of small business to the problem is outlined, and certain other prob-
lems are set forth. The part is rounded out with a discussion of the
revenue aspects of increased depreciation, and some of the popular
misunderstandings of the purposes and operations of depreciation.

RELATION OF DEPRECIATION TO INVESTMENT

lVe can assume the importance of investment to the American
economy. ' How then does depreciation tie in with the subject of
investment? What is it that leads one business man to say that-

Among the economic factors which exert a profound influence upon the invest-
ment of venture capital, upon stability of employment, and upon the general

' The following quotation serves to point this up: "The American workman does not enjoy the highest
standard of living in the world because he has more hands and feet or a bigger brain and heart than his
European counterpart. It is simply that he has better equipment to work with and, frequently, better
management to direct him. According to the National Association of Manufacturers, the investment in
new equipment per worker in a modern plant costs $7,500 to $8,000, to which must be added approximately
$2,500 for working capital to finance the processing of goods that go through the workers' machinery. To
start a business with 100 workers, equipped to modem standards, requires an investment of a million dol-
lars." Taxation and Monopoly, Value Line Investment Survey (New York), February 28, 1949, pt.
III, p. 4.
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level of prosperity, hardly any one is more important than the treatment of de-
preciation allowances under the income tax laws.2

When business makes a capital investment, it ordinarily does not
(and cannot for tax purposes) deduct the expenditure in computing
taxable income for the year in which the expenditure is made.3

Rather, the expenditure is apportioned over a period of years, and
the operations of each year are charged with its proportion of the
total expenditure until the full amount thereof has been deducted.'
The original expenditure is in the nature of a prepaid expense. De-
preciation is usually computed on the basis of the cost of the property
to the taxpayer, less salvage or scrap value.'

The income-tax law treats depreciation as an allowable deduction
over the life of the asset on account of exhaustion, wear and tear, and
obsolescence. Business likewise regards depreciation in this light, but
with an added factor which is not emphasized in the same degree by
the tax official. Business always has in mind the recovery of its
investment tax-free.' This additional aspect of the problem is at the
heart of much of the controversy which exists between the Bureau

*of Internal Revenue and business. The investment recovery approach
has recently been given official recognition in Canada 7 and to a limited
degree in Great Britain.'

CONFLICT BETWEEN TAXPAYERS AND TAX OFFICIALS

Evidence of the conflict between taxpayers and tax officials is found
in statements of the belief that the deduction to be allowed for depre-
ciation "occasions more controversy between taxpayers and the Bureau
of Internal Revenue than any other." 9 Financial executives partici-
-pating in a questionnaire voted it as their opinion that controversies

2 Blackall, FrederickS.,Jr.(testnimonybeforetheRouseWaysandMeansCommittee),Hearings *
on Revenue Revisions, 1947-48, p. 1351.

3 In the language of the law: "In computing net income no deduction shall in any case be allowed in
respect to: ' I * (2) any amount paid out for new buildings orfor permanent improvements or better-
ments made to increase the value of the property or estate; (3) any amount expended in restoring or in
making good the exhaustion thereof for which an allowance is or has been made * '" (I. R. C., see.
24 (a) (2) (3)).

For a statement on the not unusual practice of industry before enactment of the income tax to write
off capital exoenditures in the year made, or to write them off only in good years, see The Flow of Business
Funds and Consumer Purchasing Power, by Ruth P. Mack, New York, Columbia University Press,
1941, p. 214.

4 Again to quote the law, taxpayers annually may deduct "a reasonable allowance for the exhaustion,
wear and tear (including a reasonable allowance for obsolescence) (1) of property used in the trade or business,
or (2) of property held for the production of income." (I. R. C., sec. 23 (1)).

5I. R. C., secs. 113, 114 (a). There are exceptions which are important in their own way, but are not
directly related to the problem at hand. The exceptions relate to property acquired before March 1, 1913,
property acquired by transfer at death or by gift, exchange, involuntary conversion, corporate reorganiza-
tion, liquidation, etc.

4 The phrase "recovery of its investment tax-free" and the mechanics of the operation may not be quite
clear. The word "recovery" is especially misleading. The idea is that business income, which would
otherwise be wholly taxable, is reduced by charges for depreciation. Recognition is thereby given to the
fact that this part deducted is not truly income, but is really only a return of capital, and therefore should
be tax-exempt. Thus the taxpayer is said to recover its investment tax-free.

It may he noted further that there is much loose use of the word "depreciation" and a general confusion
and disagreement as to what the word really means, and the purpose for which depreciation is taken. See,
for example, the discussion by Bleecker L. Wheeler, Wyman P. Fiske, Roscoe Seybold, and Edward J.Cheney in Determination of Depreciation and Obsolescence Policy, New York, American Management
Association (Financial Management Series No. 57), 1939.

Finance Minister Abbott in his budget speech of March 22, 1949, said: "In the past allowances have
been granted on the basis of wear and tear of assets used in earning the income subject to tax. Under the
new regulations, which my colleague the Minister of National Revenue is proposing, the governing prin-
ciple will be the amortization of costs of depreciable assets. Incidentally, an effect of this will be to allow
for obsolescence hitherto unrecognized inder our act." See also Canadian Chartered Accountant (Toronto),
April 1949 (Tax Review Supplement, pp. 51-52). The regulations referred to have not yet been issued.

9 Great Britain in its 1949 finance bill substituted "annual allowances" for "wear and tear allowances"
but the new allowances are nevertheless tied to "anticipated normal working life." See Finanme Bill,
1949, Proposals, and The New Wear and Tear Allowance, Taxation (London), June 4, June 25, July 2,
1949, vol. 43, pp. 199-203, 267-268, 285-286.

cSmith; Paul W. (testimony before the House Committee on Ways and Means), Hearings on
Revenue Revisions, 1947-48, pp. 1521, 1816.
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over depreciation provide, with one exception, "the most troublesome
aspect of Federal tax administration." 10 Official confirmation of this
appears in the statement by an investigatory group that "The deter-
mination of a fair allowance covering wear and obsolescence of assets
has been one of the most troublesome problems of tax administra-
tion." 11 The problems which give rise to the conflicts are set out in
the following pages. Fundamentally, the problems stem in consider-
able degree from the Treasury's extra long estimate of the useful life
of business assets, and the inability of business to sustain in advance
the burden of proving a shorter useful life."2

RESULTING OVERSTATEMENT OF PROFITS

Businessmen, presumably responsible businessmen, charge that the
present depreciation policies of the Bureau of Internal Revenue do not
permit investments in business to be recovered tax-free during the
period when they should be recovered, if they are to be recovered at
all. These policies, it is alleged, result in an overstatement of profits,13

and act as a deterrent to desirable investments. They create ob-
stacles, to the modernization of plant and equipment. To the extent
these policies result in an overstatement of profits, they create an
erroneous impression as to the amount a corporation has available
for distribution, and may be the justification for demands of stock-
holders for increased dividends, or by labor for increased wages, or by
the Government for increased taxes.'4

THE "USEFUL LIFE" CONCEPT 15

To be more specific, exactly what is it that forms the basis of. most
of the complaints? Perhaps the most fundamental, and the one most
frequently urged, is that business does not have the opportunity to
recover its investment with sufficient promptness. The Treasury
parcels out the recovery over the "useful life" of the depreciable
aassets.16 As aguide to Treasury agents and taxpayers, the Treasury
has published what it considers to be the average "useful life" of

15 Terborgh, George, Capital Goods Industries and Tax Reform, Chicago, Machinery and Allied Prod-
ucts Institute, 1947, pp. 27-28.

a' Report to the Joint Committee on Internal Revenue Taxation * by the advisory group ap-
pointed pursuant to Public Law 147, 80th Cong., Investigation of the Bureau of Internal Revenue, Wash-
ington, GPO, 1948, pp. 46-47. See also Report of the Special Tax Study Committee to the Ways and Means
Committee, November 4,1947, Washington, GPO, 1948, p. 26.

12 See p. 182.
13 There are two principal reasons at the present time why profits are said to be overstated. The first is

that business allegedly is not allowed to take adequate depreciation in the early years of the life of its invest-
ment; this is discussed below. The second reason is that while a firm's revenues from the sale of its product
are currently stated in terms of 1949 dollars, part of the cost of its product is an allocated share of its former
capital outlays made at a time when the dollar was worth more. This point is made at greater length in
the discussion in Part 11-Replacement Cost Basis, where consideration is given to substituting replacement
costs for historic costs as the base for computing depreciation.

For dollar estimates of the alleged overstatement of profits, see also: The Underdepreciation of Corporate
Assets, National City Bank monthly letter on economic conditions (New York), August 1949, pp. 91-92;
Joint Committee on the Economic Report, Hearings * I* on Corporate Profits, 1948 (see especially
testimony of Sumner H. Slichter, William A. Paton, George D. Bailey, and Enders M. Voorhees); George
Terborgh, Inflation and Postwar Profits (Chicago), Machinery and Allied Products Institute, 1919.

14 For an answer to this argument, Part III-Other Consequences to Business.
15 For answers to arguments here stated.; ee part III, Useful Lives and Burdcn of Proof.
15 Treasury Regulations 3, sec. 29.23 (I)-i, 5. These provide as follows: "The proper allowance for such

depreciation is that amount which should be set aside for the taxable year in accordance with a reasonable,
consistent plan (not necessarily at a uniform rate) whereby the aggregate of the amounts so set aside, plus
the salvage value, will, at the end of the useful life of the depreciable property, equal the cost or other basis
of the property.

"The capital sum to be recovered shall be charged off over the useful life of the property, either in equal
annual installments or in accordance with other recognized trade practices."
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thousands of items."7 The "lives" set, it is generally contended, are far
too long,"' and in spite of Treasury assurances that these are intended
only as a guide to be varied with individual circumstances, they are
quite rigidly followed. Further, it is alleged, there is a failure to give
full recognition to obsolescence as a factor in reducing value."

The argument on behalf of business of course is that if it does not
get back its capital investment tax-free, then part of what the Govern-
ment is taxing as income is not income at all but capital. Business
also emphasizes the need of getting back the investment tax-free prior
to, or at least currently with, the decline in value of the asset-not
sometime later.2 0

POLICY A DETERRENT TO INVESTMENT

Since the burden is on the taxpayer to show the Treasury determina-
tion to be wrong,2' a feat which is very difficult of accomplishment,2 2

the taxpayer has to wait far too long to recover his investment.
This may deter investment insofar as recovery within 1 to 3 to 5
years 23 is deemed necessary.

It is often advantageous for a business to scrap a particular machine,
even though depreciation theretofore taken had not reduced its book
value to zero. Yet so long as the books show that an asset has value
there is a tendency to keep it rather than replace it.2 4 Several of

17 U. S. Treasury Department, Bureau of Internal Revenue, Bulletin F (revised January 1942), Income
Tax Depreciation and Obsolescence Estimated Useful Lives and Depreciation Rates, Washington, GPO,
1942.

is See, for example, George Terborgh's Capital Goods Industries and Tax Reform, Chicago, Machinery
and Allied Products Institute, 1947, p. 27.

I9 Seghers, Paul D., Accelerated Depreciation, Taxes (Chicago), July 1947, vol. 25, pp. 652-653. Also Re-
ports of the Special Tax Study Committee to the Ways and Means Committee, November 4, 1947, Wash-
ington, GPO, 1947, p. 26; and Norton, Paul T., Depreciation and Obsolescence, Manufacturers' Record
(Baltimore), January 1949, vol. 118, No. 1, p. 45.

20 As one writer views the matter: "- * it does sqem more than a little ridiculous that the Treasury
should be so insistent that the annual depreciation allowance should not exceed that amount which is ob-
tained by dividing the undepreciated balance by the estimated future life, even when it is probable that in
the last few years of life the asset will be completely unable to earn any part of its investment because it will
be obsolete or relegated to occasional stand-by service. This illogical insistence on obtaining the very last
dollar of present tax money would be bad enough if it were merely a matter of being unfair to the affected
ndividual taxpayer. What makes the practice much more serious is the fact that it tends to prevent invest-

Iments at the very time when the economy of the country demands that there shall be no interference with
private investment programs." Paul T. Norton, Jr., Depreciation and Obsolescence, Manufacturers'
Record (Baltimore), February 1949, vol. 118, No. 2, p. 52.

Another commentator argues: Is it not obvious that the national interest requires that we of the New
World foster and encourage those policies which will keep our industrial plant in the pink of condition?
Of course it is, but unhappily the depreciation policies followed by our Internal Revenue Department
discourage renewals and replacements. The treatment of depreciation by our Treasury Department is
short-sighted, based on grabbiness, on the principle of getting all you can now without regard to the future.

"At least one new business is born for every one which falters and dies. Therefore, it makes utterly no
difference to the sum total of Federal revenue when or how depreciation is charged off. Not only in the long
run, but on the average in any given year, revenue would be just as great even if capital purchasers were
permitted to depreciate capital equipment 100 percent during the first year of purchase; but it makes a tre-
mendous difference psychologically to the potential buyer of capital equipment, a tremendous difference
in the rate of renewal of plant, and perhaps a tremendous difference in the swings of the business cycle."
Frederick S. Blackall, Is Tax System a Bar to Employment? Credit and Financial Management (Phila-
delphia), vol. 47, June 1945, pp. 7-10 (8,10). See also his Should the Tax Laws Permit Speeding Up Depre-
ciation? Modern Industry (New York), March 15,1947, vol. 13, No. 3, pp. 108-112.

XI Treasury Regulations 3, sec. 29.23 (I)-5.
-2 Fernald, Henry B. (testimony before the House Committee on Ways and Means), Hearings

on Revenue Revisions, 1947-48, p. 1580.
23 See the results of various polls and opinions in Dynamic Equipment Policy, by George Terborgh,

New York, McGraw-Hill, 1949, pp. 187-201, 269-275. See also Lewis H. Kimmel's Depreciation Policy and
Postwar Expansion, Washington, Brookings Institution, 1946, pp. 38-41.

24 "I I I an undepreciated balance of a present asset tends in actual practice to make more difficult
the replacement of such an asset, even though theoretically the presence or absence of an undepreciated
balance should have no effect upon our decision to replace or not replace a present asset, " Paul T. Norton, Jr.
(testimony before the House Committee on Ways and Means), hearings . . . on Revenue Revisions,
1947-48, p. 1359.

See also George Terborgh's Capital Goods Industries and Tax Reform, Chicago, Machinery and Allied
Products Institute, 1947, p. 28, and his Dynamic Equipment Policy, New York, McGraw-Hill, 1949, pp. 4-5.
Mr. Terborgh states: "Although authorities on equipment policy are by no means unanimous on the point,
the prevailing view-with which we agree-is that replacement decisions should not be influenced by the
book value or unrecovered cost, of the asset considered for retirement. Anyone who has sold industrial
equipment is aware, however, that this rule is often honored in the breach I * * Right or wrong, rational
or irrational, this prejudice exists in many places and must be reckoned with." See also The Depreciation
Dilemma, Fortune (Chicago), January 1949, vol. 34; No. 1, p. 68.
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Sir Stafford Cripps' working parties emphasized this point in their
reports on English industry.?5 Insofar as this is true, failure of the
administration to allow adequate depreciation may not only restrict
investment in the first place, but help to delay replacement of capital
assets, sometimes during phases of the business cycle When increased
capital expenditures would be beneficial.

NEED FOR RECOVERY IN EARLY LIFE OF ASSETS

Equal or greater concern is sometimes expressed about inability
to recover a larger part of the investment during the early part of its
useful life. It is then that a machine, for example, has its greatest
efficiency, requires the least repairs, and suffers the greatest pro-
portionate decline in value. Therefore, it is during those years that
a greater part of the investment should be returned. There should not
be a delay to the last years of life when the asset is used very little,
is retained merely for stand-by or occasional services, and in general
yields the smallest income return.2 6 This of course, emphasizes
inadequacies of the straight-line method of depreciation, the one most
frequently used.

According to the straight-line method, the cost, less salvage, is
divided by the estimated life and the result is the amount of deprecia-
tion to be taken each year. By the very mathematics of the case
recovery is then apportioned equally over the life.

Another system, more frequently used abroad than in the United
States, is the declining-balance method. Under it, the amount to be
taken each year is a fixed percentage not of the original cost, but of
the original cost minus depreciation previously taken.2" Other
methods of depreciation currently enter very infrequently into
discussion.2 8

SMALL BUSINESS ASPECTS OF PROBLEM 29

Various persons from time to time have made recommendations for
special depreciation treatment for small business, or pointed out
the importance of a proper depreciation policy so far as it affects
small business. Such recommendations have been made in hearings
before the Ways and Means Committee,i" and the House Small Busi-
ness Committee.3" Recommendations have also come from groups

22 Great Britain, Board of Trade, Working Party reports: Pottery, London, His Majesty's Stationary
Office, 1946, p. 7; Carpets, 1947, p. 5; Heavy Clothing, 1947, p. 55.

In the report of the Pottery Working Party, it was said (p. 7): "We are convinced that depreciation
allowances for income-tax purposes have a direct bearing on the conduct of an industry, and that there is a
close association between the small prewar allowances and the continuing employment of antiquated
buildings and processes."

26 Thus one critic believes that the Treasury has the facts to support its tables of useful life, and business
wastes its time in attacking on that score. Rather it should base its arguments on the need to recover a
larger part of the total in the early years of the life. Norton, Paul T., Jr., Depreciation and Obsolescence,
Manufacturers Record (Baltimore),January 1949, vol.118, No.1, pp.45,50. See also his Accelerated Depre-
ciation, Conference Board Business Record (New York), January 1946, vol. 3, p. 47; and testimony before
the House Ways and Means Committee, Hearings on * Revenue Revisions, 1947-48, pp. 1357-
1367.

Terborgh, George, Capital Goods Industries and Tax Reform, Chicago, Machinery and Allied Products
Institute, 1947, pp. 28-31.

27 See discussion below, Part II-Declining Balance Method.
22 Among the various methods are the unit of production method, annuity or sinking fund method,

retirement accounting, and sum-of-the-digits method.
2r For answers to arguments here stated, see Part III, Relation to Small Business.
20 Arent, Albert E., (testimony before Committee on Ways and Means), hearings on Revenue

Revisions, 1947-48, p. 976. See also Reardon, 0. A., p. 1013-1014; National Tool and Die Manufacturers
Association, p. 1337; Boot, Harry E., p. 1853.

21 Fichtner. Charles C., (testimony before the Select Committee to Conduct a Study ' of Small
Business), "Hearings" (1945), p. 18. See also Winsor, Fred E., p. 319; Eschner, Jules, p. 750, 752; Bach,
Ronald P., p. 822; Harvey, Joel D., p. 932; Neumann, Charles W., pp. 878-884; Smith, S. Abbot, p. 909;
Blackall, Frederick S., pp. 960-963.
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especially close to the problems of small business.3 2 The issues have
also been discussed in a Treasury study.3 3

The argument with respect to small business is very much the same
as for all business with perhaps one added feature, namely, that
small business is more dependent on internal financing for growth, and
any device which helps small business in its internal financing will
promote free enterprise and redound to the benefit of all America.
It may also be added that when small business is able to secure
a bank loan, let us say, the loan must be paid back within a shorter
period than the life of the asset on which it is borrowed. Since the
Treasury insists on a long "useful life" as the period for spreading
depreciation, it at once sets up a barrier to the securing of bank loans.
Witnesses so testify.3 4 There is in addition the fact that small business
is simply financially unable, and personnelwise unequipped, to battle
with the Treasury over differences of opinion as to periods of write-off.

Furthermore if a new invention makes the processes of a small
business obsolete, the fact that it had recovered all its investment in
the early years would place it in a better position than if it had re-
covered little. Big business would have the greater advantage of being
able to deduct this abnormal depreciation from other operations.

It is sometimes argued that small business has comparatively little
to gain from accelerated depreciation, but-

The fact that small and expanding businesses have in general shown more
interest than large and established ones in accelerated depreciation suggests.
however, that the benefits would by no means be restricted to large corporations.3 5

OTHER PROBLEMS

Objection is also given to the operation of the law and its admin-
istration as follows: 35

Proper recognition is not given by the Treasury to substantial
increases or decreases from normal use in any particular year.

If a taxpayer suffers a loss in 1 year, or his income before
depreciation is less than his depreciation, he fails to get any
benefit from the depreciation and he should not be required to
deduct it.

Depreciation should be based on replacement cost rather than
original cost.

The dollar has so lost its value between the time when most
business assets were acquired and the present, that a complete
revaluation of assets is necessary in order to show their .present
realistic economic value.

There may also be some fear that the provision of section'102 of
the Internal Revenue Code (which imposes a surtax on corporations

32 Recommendations of the Small Business Advisory Committee prepared for the Secretary of Commerce,
December 11, 1946, p. 9 (mimeographed).

Smaller War Plants Corporation, Taxation. Washington, the Corporation, September 1945, pp. 36-39.
33 Treasury Department, Division of Tax Research, Taxation of Small Business, October 1947, pp. 23-29

(mimeographed).
34 Smith, Abbot S. (testimony before House Select Committee To Conduct a Study of Small

Business), Hearings (1945), p. 909.
35 Bloueh. Roy, The Case Against Tax Reduction, Taxes (Chicago), August 1945, vol. 23, p. 696.
36 See also Part II. I
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improperly accumulating surplus) may be invoked against firms
building up a surplus for expansion or replacement.3 7

REVENUE ASPECTS 38

Present Bureau policies were adopted at the bottom of the depres-
sion with the immediate end in view of temporarily increasing reve-
nues. But if tax rates remain the same, that which the Treasury
gains in 1 year through reduction in allowable depreciation is made
at the sacrifice of the same amount of revenue or even more revenue
in a succeeding year or years. As one businessman 40 phrased the
matter:

Inasmuch as any portion of the cost of an asset which is not allowed as a deduc-
tion for depreciation in the early years of its life will simply be available for deduc-
tion in the later years of its life, it follows that it is of little or no consequence to
the Federal Government when or how depreciation is taken. In the long run,
the Government will gain later whatever it loses at the outset. Thus it becomes
obvious that depreciation policy should be determined, not on the basis of revenue
at all, but rather on the basis of what will produce in the long run the maximum
encouragement to industry to keep its house in order. But such a policy will,
in fact, also provide the maximum revenue, in the long run, to the Federal Gov-
ernment, for certainly the plant which is up-to-date and efficient will register,
on the average, greater taxable earnings than one which is permitted to run
down and become obsolescent.

Statistics indicate that if business were allowed to reduce the useful
lives of assets by one-third or some other amount, or was given wide
freedom in selecting its own period for writing off depreciation, hun-
dreds of millions or even billions of dollars might be at stake. With
corporate tax rates at 38 percent, initial revenue losses would be
$380,000,000 for every $1,000,000,000 4' that increased depreciation
reduced profits. But such deductions in most cases, it is argued,
would undoubtedly correspond more closely with reality and with
sound business thinking.

MISUNDERSTANDING OF DEPRECIATION

At this point, there is presented a brief discussion of some of the
accounting aspects of depreciation, and misunderstandings in relation
thereto. It is introduced here even though it has little relevance to
that which precedes or follows. It is simply presented as a reminder
of certain frequently overlooked or misunderstood aspects of deprecia-
tion. Many people have the idea that depreciation deductions

1' The following quotation will perhaps be helpful in understanding this problem: "Because the majority
of corporations look to surplus accumulation to meet the increased cost of capital replacements, the possible
impact and restrictions of section 102 of the tax law are being carefully analyzed. It is contended that if
business is unduly restricted in the amount of profits it.can retain, the future of the enterprise is seriously
threatened. One general complaint made against section 102 is the uncertainty it creates. Approximately
one-third of the executives (consulted) state that they have felt hampered by the provisions of section 102.
The remainder felt that this section has no bearing on their situation and are confident that they can justify
the amounts retained in surplus." Hansen, Henry E., and Lusardi, Francis, Depreciation Under Review,
Conference Board Business Record (New York), August 1947, vol. 4, p. 237.

Is The argument made in this section assumes continuance of tax rates at unchanging levels. For argu-
ments counter to these here expressed, see Part III, Revenue Aspects.

3' The Treasury might actually have gained dollars in revenue had it not taken the steps it did in 1934
In stretching out the period over which depreciatfbn should be taken. In subsequent years tax rates were
raised and business took depreciation which would not have existed had fast depreciation been taken in
the 1930's.

40 Blackall, Frederick S., Jr. (testimony before House Ways and Means Committee), Hearings
on Revenue Revisions 1947-48, pp. 1311-12. See also Fernald, Henry B., p. 1580.

41 The Department of Commerce in its national income figures for 1948 estimates business depreciation
charges at more than $12,000,000,000. (Survey of Current Business, July 1949, p. 11.) This $12,000,000,000
includes depreciation of farms, tax-exempt organizations, operating businesses, etc., of income recipients not
iling tax returns, etc. For tax purposes depreciation for corporate and unincorporated business would be

around $10,000,000,000.
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somehow result in a fund or a "reserve" or a supply of cash being
available to replace an asset when it becomes worn out.42 Deprecia-
tion deductions are simply bookkeeping entries which help to .sbow
what part of gross receipts left over after paving the cost of materials,
labor, interest, rent, and so forth, is actually profit, and what part is a
return of the original investment. The deduction in itself does not
increase the cash of the business a-single cent. It makes no difference
in the cash position of the business at the end of a year, whether the
business writes off its assets at 5, 10, 20 or 50 percent. Cash comes
from sales, not from depreciation.4 3 However, cash is affected to the
extent depreciation is anticipated and is reflected in advance in the
price for which goods are sold.4 4 Cash is also affected to the extent
depreciation deductions reduce actual profit, because income taxes
are computed on profit. Further, if profits appear higher than the-y;
really are, they may be the occasion for excess demands by stock-
holders for increased dividends, or by labor for increased wages, each
of which reduces the business's cash.

PART II. PROPOSED ANSWERS TO THE PROBLEMS

INTRODUCTION

Numerous proposals have been made for correcting the inade-
quacies of depreciation policy .and practice as viewed by business
and as set forth in part I. In succeeding paragraphs, some of the
proposed solutions are discussed. Among them is a.section which
sets forth the case for granting more freedom to business in taking
depreciation. It traces the development of the tightening-up process
inaugurated in 1934, the feeling of business that the procedure is
much too strict (in attempting to be scientific where science cannot
provide all the answers), and reviews the liberal Swedish practice.
In sequence, then, are summarized proposals for , modified straight-
line method of computing depreciation, recognition of excess use,
allowance for excess construction costs, the declining-balance method;

*2 This misunderstanding apparently extends to corporation executives as the following quotation indi-
cates. "I I I a principal executive of one of our largest corporations recently called attention to the fact
that the replacement cost of their assets was several times as great as these assets had cost when they were
installed. He then stated that current profits are being calculated after deductions for depreciation based
upon actual past cost and not on replacement cost. RIe finally made the statement that these past deprecia-
tion charges had been 'set aside' to replace the equipment which was being depreciated on the basis of its
original cost I ' '. The published annual reports of his company prove that this company never 'set
aside' the depreciation charged on an asset for use in replacing that asset. Statements of this sort are all too
common, and what is even worse, the average person does not seem to realize the fundamental errors in
thinking which cause most of them." Norton, Paul T., Jr., Depreciation and Obsolescence, Manufac-
turers Record (Baltimore), April 1949. vol. 118. No. 4, p. 46.

It should be noted, however, that some companies do set aside sums (depreciation'accruals) for the pur-
chase of new equipment, but the typical company does not; 81 percent of 191 companies replying to a question
of the Machinery and Allied Products Institute reported that they earmarked no part of the depreciation
accrual for the purchase of new equipment. Machinery and Allied Products Bulletin (Washington),
October 1,1948, No. 2119, pp. 6,10. Increased interest in the practice of setting aside such sums is said to
be evident. Hansen, Henry E., and Lusardi, Francis R., Depreciation Under Review, Conference
Board Business Record (New York), August 1947, vol. 4, p. 237.

43 For an explanation, see the article by J. N. Meyer, The Current Depreciation Mirage, Canadian Char-
tered Accountant (Toronto),June 1949. vol. 54. pp. 279-282. For acontraimpression, see Kimmel, Lewis E.,
Deprecistion Policy and Postwar Expansion, Washington, the Brookino ln3titutian, 1946, pp. 8-10; Financial
Handbook, New York, the Ronald Press, 1948, pp. 725, 766-768. Cf. Winakor, Arthur II:, Maintenance of
Working Capital of Industrial Corporations by Conversion of Fixed Assets (University of Illinois Bulletin,
No. 49), Urbana, University of Illinois. 1934.

44 This presents some nice questions which cannot be answered here. Undoubtedly at times of a seller's
market, costs will have more influence than at others in determining prices. For some brief discussions
see Brown, E. Cary, Tax Allowances for Depreciation Based on Changes in the Price Level, National Tax
Journal (Lancaster, Pa.), December 1948, vol. 1, p. 317; Schiff, Michael, Application of the Price Index
Adjustment Concept to Depreciation Charges, NACA Bulletin (New York), April 15, 1949, vol. 30, pp:
934-935: Turner, Clarence L., Treatment of Depreciation on Replacement Values, Proceedings of the New
York University Seventh Annual Institute on Federal Taxation (November 9-18, 1948), New York, Mat-
thew Bender & Co.. 1949, p. 63.
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special incentive proposals, a 5-year capital-recovery suggestion,
special initial allowances, reserve fund for future investment, substi-
tution of replacement costs for original cost as a basis for computing
depreciation, and complete revaluation of assets as in France and
other countries. Finally there is a review of the arguments for ex-
tending the tax-benefit rule to depreciation deductions. Arguments
*against the proposals set forth herein will be found in part III.

MORE FREEDOM IN TAKING DEPRECIATION

The desire of business to make sure that it gets back its capital
investment tax-free was pointed out above. There is a belief that
under the present law it does not get it back tax-free, or does not get
it back as early in the life of the asset as it should, or as would be best
for the interest of the Nation. The Treasury's useful life concept is
thought to be one of the principal barriers to this. Many say the
useful lives established by the Treasury are far too long, and should
be reduced.

One of the ways to accomplish the desired result would be to allow
business more freedom in determining over what period it should write
off its assets. In any event, it is argued, the burden should be on the
Treasury to prove that the period selected by business is wrong rather
than on business to prove that the period selected by the Treasury is
wrong. But before jumping right into this, a bit of history may be
helpful in setting the background for much of the present difficulty.

PPrior to 1934, taxpayers could generally determine over what
period they should write off their assets. Their deductions were
permitted to stand "unless shown by clear and convincing evidence
to be unreasonable." 45 In other words, if the Bureau felt that the
period selected was too short, the burden was on it to prove the tax-
payer wrong.

In 1933, a subcommittee of the Committee on Ways and Means
recommended 4 that for the years 1934, 1935, and 1936, depreciation
allowances be reduced one-fourth. In, support of this recommendation,
the subcommittee pointed out that depreciation deductions did not
result in any cash outgo from the taxpayer, the life of depreciable
property was very uncertain, taxable net income was being wiped out
by depreciation deductions, and the revenue was suffering. The one-
fourth reduction would increase revenue by $85,000,000.

The Treasury, through a letter from the Secretary, suggested an
alternate approach and recommended that it be permitted to tighten
up its practices in a way which might prove more equitable than the
proposed flat reduction on everybody. This was agreed to, and the
Treasury adopted Treasury Decision 4422, which paved the way for
redetermining the period over which assets should be written off, and
placed the burden of proof as to correctness of deductions squarely
on the taxpayer. The Bureau subsequently issued Bulletin F con-
taining estimates of the useful life for many classes of property. It is
of these things, as applied, that taxpayers complain. One student of
the subject, commenting on the 1934 change, said: 47

The most important consequence of the stricter policy was that it tended to
have an adverse effect on capital expansion, which at that time was regarded as
.'" Tressury Peculations~ 77, art. 205.
4S Prclimcinary Report' of Slcommittee of the Committee on Ways and Means, Prevention of Tax Avoid-

arle (ld owEppno Wsn5
a Kimmel, Lewis B., Depreciation Policy and Postwar Expansion, Washington, Brookings Institntion,
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essential. Liberal depreciation allowances for tax purposes reduce the risk;
conversely, reduced allowances mean increased risk. Moreover, the more
venturesome the undertaking, the more important a reasonably liberal deprecia-
tion policy becomes. To the extent that the change to a stricter policy resulted
in lower rates of depreciation, the investment of risk capital was affected adversely.

There is a general feeling among businessmen that there can be no
scientific method of estimating the useful life of property, and that
business should fix its own depreciation schedule. The usefulness and
life of assets vary greatly, not only as between various categories of
machines but between one machine and another similar machine.
The difficulty of accurate measurement of annual depreciation was
expressed by Justice Brandeis 48 as follows:

There is no regularity in the development of depreciation. It does not proceed
in accordance with any mathematical law. There is nothing in business ex-
perience, or in the training of experts, which enables men to say to what extent
service life will be impaired by the operations of a single year or of a series of years
less than their service life. The main purpose of the charge is that irrespective
of the date of depreciation there shall be produced, through annual contributions,
by the end of the service life of the depreciable plant, an amount equal to the total
net expense of its retirement. To that end it is necessary only that some reason-
able plan of distribution be adopted.

One business group 49 advocating a more liberal depreciation
policy has stated the problem and its solution in this way:

The reasonable allowance for exhaustion, wear and tear of physical properties,
more commonly termed "depreciation," is probably the one allowable deduction
which occasions more controversy between taxpayers and the Bureau of Internal
Revenue than any other. The difficulty seems to rise from the Bureau's attempt
to determine the allowance for depreciation on a mathematically exact basis
and to take advantage of hindsight not available to the taxpayer when the return
is filed.

The useful life of a physical asset and the amount of depreciation required to
be deducted each year in order to recoup the capital invested over the period of
useful life is at best a matter of opinion and judgment. It would seem, therefore,
that the taxpayer is in the best position to exercise such judgment rather than the
Bureau of Internal Revenue. This is not to suggest that no limitations be placed
upon the taxpayer in this respect. However, the rigid rules of the Bureau should
be so relaxed as to allow a freer play of such judgment. Within certain minima
and maxima as to useful lives of assets, which limits the Bureau could easily
determine based upon the wealth of information and experience gained by the
Bureau since the inception of taxes on income, the taxpayer should be allowed to
determine depreciation under any reasonable method or combination of methods
aimed at the recovery of the capital investment over the useful life of the invest-
ment. The method adopted should be consistently applied but should be subject
to change, particularly with respect to estimates of useful lives of assets, when the
need for change can be reasonably demonstrated. When such a change is made,
no retroactive adjustments with respect to depreciation should be permitted either
to the taxpayer or to the Bureau. So long as the taxpayer has kept within the
minimum and maximum limits of useful lives determined by the Bureau for the
particular classes of assets and for the particular industry, the taxpayer's determi-
nation of depreciation allowances in prior years should be presumed to be correct.

The amount of the capital investment to be recovered in depreciable property
is fixed. Differences of opinion occur with respect to the speed of recovery. We
believe that, if taxpayers are allowed more latitude in determining the speed of
recovery, the effect on revenues over a period of time will be negligible. More-
over, much time and effort will be saved by taxpayers and the Bureau through the
elimination of controversy and the attendant protracted negotiations.

is United Railwvays and Electric Co. v. West (280 U. S. 262) (dissenting opinion in a rate-making case).
49 Tax Executives Institute (testimony before House Ways and Means Committee), Hearings * I I

on Revenue Revisions, 1947-48, pp. 1816-1817. See also Eaton, George S., p. 1322; Blackall, Frederick S.
Jr., pp. 1351-1353; Grimes, Edmund L., p. 1426; Fernald, H. B., p. 1861; Terborgh, George, pp. 3303-3306.
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Students and other writers 50 likewise have advocated (or at least
suggested) that greater discretion be left with the taxpayers. One
fairly simple device which has been proposed would permit taxpayers
to use the rates now off ered by the Bureau as normal, or vary them
up to 25 percent,"' or 50 percent 52 either above or below such normal.
Another would provide that the rate and manner of accrual, within
the reasonable limits of generally accepted accounting principles, be
left in all cases to managerial judgment.5 3 Similar to this last proposal
is another"' which suggests that-
* * * in the case of assets with a life of more than 5 years, a deduction
shall be allowed for the depreciation claimed by the taxpayer on his return, in
accordance with the method of computing depreciation and the rate used in his
books of account. The taxpayer, once having determined a rate and method
of depreciation for an asset, will be required to continue its use, unless permis-
sion to change is granted by the Commissioner.

It is also argued that the burden of proof, instead of being on the
taxpayer to prove the Bureau wrong, should be shifted back and placed
on the Bureau to prove the taxpayer wrong. As one commentator
expressed it: 5

Subject to the basic requirement that the taxpayer must follow consistently
whatever method of depreciation he elects to use, his judgment should stand except
where the Bureau is able to prove his method an unreasonable one. The shift
of the onus of proof from the taxpayer to the Bureau should be accomplished by
statute, in unequivocal language.

When liberal methods of handling depreciation are talked about,
reference is sometimes made to the Swedish procedure. This is true in
the United States, but it is more especially true in Great Britain. Under
the Swedish procedure,5 6 which gives very great freedom, the practi-

50 See, for example: Committee for Economic Development, A Postwar Tax Plan for High Employment,
New York, the committee, 1944, p. 36; Groves, Harold M., Production, Jobs, and Taxes, New York, Mc-
Graw-Hill, 1944, pp. 3, 63-65, and his Postwar Taxation and Economic Progress, New York, McGraw-Hill,
1946, pp. 153-161, 164; Kimmel, Lewis H., Depreciation Policy and Postwar Expansion, Washington,
Brookings Institution, 1946, pp. 58-66; Committee on Postwar Tax Policy, A Tax Program for a Solvent
America, New York, Ronald Press, 3945, pp. 91-94; Simons, Henry, Postwar Federal Tax Reform, National
Tax Association Proceediugs, 1943, p. 438.
* 51 This recommendation is attributed to the American Institute of Accountants. See Report to the

Joint Committee on Internal Revenue Taxation * ' by the Advisory Group Appointed Pursuant to
Public Law 147, 80th Ceng., Investigation of the Bureau of Internal Revenue, Washington, GPO 1948, p.47.

52 McDowell, M. E. Carry-back, Carry-forward and Refund Provisions. (National Industrial Con-
ference Board, Studies in Business Policy, No. 4, p. 8).

55 Committee on Postwar Tax Policy, A Tax Program for a Solvent America, New York, Ronald Press,
1945, p. 94.

54 Report of Special Tax Study Committee to the Ways and Means Committee, November 4,1947, Wash-
ington, GPO, 1948, p. 26.

55 Terborgh, George, Capital Goods Industries and Tax Reform, Chicago, Machinery and Allied Products
Institute, 1947, pp. 31-32.

5' See the following:

"DEDsUCTIONS FOR DEPRECIATION OF MACHINES, INDUTSTRIAL FisTFRES AND SIMILAR ASSETS IN THE
SWEDIsH TAx LEOISLATION

"In 1938 certain changes were made in the Swedish tax legislation with regard to the above subject.
"According to previous rules concerning the taxable profit of a business enterprise, yearly maximum de-

ductions for depreciation were determined by rules set out in the law and not by economic calculations as
reflected in the bookkeeping of the enterprise.

"Corporate profit valuation having largely become a controversial subject between business and the local
tax boards, a Government committee was appointed in 1936 to study this problem. The committee pro-
posed new rules aimed at eliminating these controversies and, at the same time, at consolidating industry
by allowing higher deductions being made in profitable years.

'In 1938 legislation was enacted in general accordance with the suggestions of the above committee.
The main principle of the new law is still that the yearly deductions for depreciation have to be made in
conformity with fixed depreciation schedules. These schedules, which are drawn up by the enterprise
in accordance with the rules laid down in the law, shall provide for equal deductions determined so as to
allow for the entire procurement value of the asset to be written off not earlier than at the time when the asset
cannot any longer be economically used. The schedule may successively be modified if certain conditions
prevail, viz (1) if the enterprise shows widely varying business results during different years, (2) if, on ac-
cosst of inadequate profit margin during a certain year, it has not been possible to deduct the amount sched-
uled for that year, (3) if the procurement value is subject to abnormal depreciation-for instance, if the
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cal effect has been, so far as machines, industrial fixtures and similar
assets (but. not real estate) are concerned, to allow business to deduct
for tax purposes whatever it deducts in its regular books of account.

A company can allocate to depreciation in any one year and claim as an allow-
ance against income tax as great a percentage of the original cost as it wishes or
is able. It may even * * * write off the whole cost of new machinery in the
same year as it is purchased. This rule has been made because, in the words of a
Swedish tax expert, "it is considered that businessmen themselves are in the best
position to judge the annual depreciation, and that, therefore, no departure from
their judgment ought to take place". How many businessmen here (in England)
must wish that the tax authorities took as enlightened a view of their abilities.57

The Wool Working Party in Britain also attributed the existence of
so many Swedish machines in English woolen mills to Sweden's
policy with respect to depreciation. The party said: 58

One of the most striking features of the mills visited is the vast amount of new
machinery which is employed. Most of the machines are Swiss, German, or
Swedish, and they are of the very latest design. This has been made possible by the
fact that the Swedish Government, which has been in power for the past 14 years,
allows any firm to write off its machinery within 1 to 3 years according to the desire
of the firm concerned. It is emphasized that only in this way can Sweden produce
economically, because in future she will have to compete with countries in which
the standard of living is much lower than at home. Thus, while the incidence of
taxation may be very heavy-it is estimated at 90 percent on profits over a certain
level-industry is given a very big advantage indeed by the allowance.

It is generally recognized that the straight-line method of deprecia-
tion is about the simplest there is,"5 although even in this opinion is not
unanimous."O It is sometimes said that an easy solution, and a reason-
ably correct one, is simply to reduce the estimate of useful lives. This
would have the effect of allowing taxpayers a greater return of invest-
ment in the early years of the life of the asset. One recommendation
is to substitute two-thirds of Treasury's estimate of useful lives.6" In
effect, this would increase depreciation allowances by 50 percent. The
proposal is somewhat similar to the action taken in Britain in recent
years, under which wear-and-tear allowances were increased by 25
percent. 62

asset is destroyed by fire-or (4) if, for economically justifiablereasons, an unusually high procurement price
had to be paid.

"The most important new feature of the 1938 legislation was the right it gave to industry to make, in
certain cases, deductions without a fixed schedule, or so-called 'free depreciation'. This means that the tax
boards should,.under certain circumstances, accept the depreciation as shown in the bookkeeping of an enter-
prise, as a basis for the yearly deductions. Applications for 'free depreciation' have to be filed with the locaI
tax board and can be granted only to certain categories of industrialists, viz, incorporated companies, eco-
nomic associations, mutual insurance companies, and savings banks. Furthermore, the right applies only
to machines, industrial fixtures and similar assets. Finally, the applicant must meet certain requirements
with regard to the bookkeeping. It must appear clearly from the books to what amount the annual depre-
ciation is estimated, so that potential profits from a future sale of the asset cannot be withdrawn from taxa-
tion. Also the taxpayer must show how much of the original procurement value has actually never been
subject to tax deductions" (Memorandum of Swedish Embassy in Washington).

57 Depreciation Allowances, the Swedish Example, The Accountants Journal (London), November
1948, vol. 40, p. 168.

H Great Britain, Board of Trade, Working Party Reports: Wool, London, His Majesty's Stationery
Office, 1947 p. 169.

59 Accountants' Handbook, New York, Ronald Press, 1943 (3d ed.), D. 752.
60 Norton, Paul T., Depreciation and Obsolescence, Manufacturers Record (Baltimore), May 1949, vol.

118, No. 5, p. 65.
61 Thus it is said "To avoid profitless controversy over the question of reasonableness, Congress should

specifically authorize the depreciation of productive facilities, by the customary straight-line method or its
equivalent, over a period materially shorter. than their full service life. This would permit the restoration
of the practice common before Treasury Decision 4422, which worked, as vwe have seen, a rough but essential
compensation for the tendency of the straight-line write-ofl to lag behind capital consumption. we suggest
the authorization of any period not less than two-thirds of the estimated serviec life, on the assumption,
generally valid, that what is left of the value and usefulness of capital assets after two-thirds of their life has
expired is not worth haggling abotst. This would restore a substantial area of freedom to management with-
out being unfair to the Treasury." George Terborgh, Capital Goods Industries and Tax Reform, Chicago,
Machinery and Allied Products Institute, 1947, p. 32.

62 Income Tax Act, 1915, sec. 16. Increases of 10 percent had been allowed 1932-38,20 percent I935--6, and
25 percent since 1946.

7T3003-50 12
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EXCESS USE

Excess use of equipment over the use during a normal period is
sometimes urged as a basis for additional allowance during such period
of excess use. It is asserted that the Treasury fails to give due
recognition to this,6 3 although considerable recognition was given to
it during the war. It is the Treasury's policy, however, not to allow
an increase in depreciation in respect of increased usage and other
unusual operating factors unless they actually result in a shortening
of the remaining useful life; in this the Treasury is supported by the
Tax Court.6 4

When United States Steel Corp. abandoned its 1947 and early 1948
practice of taking excess depreciation based in part on the expected
replacement cost of its property, 6 5 it adopted another policy of ac-
celerated depreciation based on excess use, which it made retroactive
to January 1, 1947.66 The company's long-time average rate of
operation, the chairman said, was 70 percent capacity. For years
in which operations exceed 70 percent it will take accelerated deprecia-
tion on-

* * * the cost of postwar facilities in the first few years of their lives, when
the economic usefulness is greatest. The amount thereof is related to the excess
of current operating rate over United States Steel's long-term peacetime average
rate of 70 percent capacity. The annual accelerated amount is 10 percent of
the cost of facilities in the year in which the expenditures are made and 10 percent
in the succeeding year, except that this amount is reduced ratably as the operating
rate may drop, no acceleration being made at 70 percent or lower operations.
The accelerated depreciation is in addition to the normal depreciation on such
facilities, but the total depreciation over their expected lives will not exceed the
cost of the facilities.

This practice of United States Steel is for internal-control purposes
only. The accelerated depreciation deduction is currently not allow-
able for income-tax purposes.

EXCESS CONSTRUCTION COSTS 57

In the years immediately following the war, there was great pres-
sure to expand production facilities to meet the pent-up demand for
consumers goods. Prices of materials and labor were very high,
higher than-they could be expected to remain over the years. There-
fore, it seemed prudent to a number of firms to reduce immediately
the value of their newly constructed facilities to what could be con-
sidered the normal postwar construction cost. They did this fully
realizing that the reduction in value-which they sometimes called
depreciation-could not be taken for tax purposes. They did it
because it seemed the fair way to show the true picture. If the in-
creased construction cost was a product of the times, then it it was
to the income of those particular times that the burden of excess

'3 Office Equipment Manufacturers Institute (testimony before the House Ways and Means Committee),
Hearings * * I on Revenue Revisions. 1947-48, p. 1633.

'4 Copifyer Lithograph Corporation v. Commissioner of Internal Revenue, Docket No. 16420, promul-
gated May 10 i919.

5 See pp. 178-179.
I' Irving S. Olds, chairman, in reporting earnings for the fourth quarter, 1948; see Commercial and

Financial Chronicle (New York),January3i, 1949, vol. 169.p. 539. See also Tnited States Steel Corporation
Annual Report for 1948, Commercial and Financial Chronicle (New York), March 21, 1949, vol. 169, p.
i For.

"7For statements in opposition to these arguments, see Part I51-Excess Construction Cost.
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depreciation should be charged. This made good sense, it was
argued, in showing the true financial picture.

This was frankly recognized by the Housing Expediter,68 who,
in order to get rental housing built, urged that builders be permitted
to write off the excess cost of construction (i. e. the amount by which
the current cost exceeded the expected postwar normal cost) over a
period of 5 years.

The case for a special charge against near-time income on account
of abnormally high construction costs for business in general has been
stated as follows:"9

Current capital expenditures are generally considered to involve at least 25
percent excess cost over normal postwar cost. The recovery through deprecia-
tion over their useful life of capital investments currently made should not be
burdened with this excess cost. A taxpayer making present investments would
consider it only prudent that excess costs currently paid should be charged
against near-time income and not be deferred as a burden on normal earnings of
future years. If this is not permitted, the taxpayer naturally will hesitate to
make such expenditures and face the expectation that he will be carrying in his
accounts the depreciable property at an amount in excess of its future replace-
ment costs. Permitting prompt recovery of excess costs will not involve any
ultimate loss of Government revenue because in no case can the amount thus to
be written off, plus the amount to be allowed as depreciation, exceed the actual
cost. It is only a matter of timing as to when the cost should be written off.

We believe this plan will help to stabilize construction and equipment indus-
tries and will encourage replacement of old equipment which should be replaced
and installation of new and improved equipment which should be supplied.

We join with others who are urging.that provision should be made to cover
the amortization of such excess cost. As a simple and equitable method for its
allowance we recommend the adoption of a provision to substantially the following
effect:

Allow a deduction at the election of the taxpayer, for amortization of 25 per-
cent of any expenditures on or after January 1, 1947, for depreciable property,
such deduction to be allowed in the year of expenditure, or spread over a period
of not more than 5 years. So much of any expenditure as is not thus amortized
would be subject to depreciation as provided in section 23 (1).

Among the businesses which felt this way .were Chrysler, du Pont,
General Motors, R. J. Reynolds, International Shoe, and Hercules
Powder.70 Chrysler provided for the-
accelerated depreciation of postwar additions to facilities by the short-term amor-
tization of the estimated cost thereof above the prewar price level.

International Shoe's-
depreciation policies with respect to new plant are set to recover today's excess
cost over a comparatively short period of time-so that in 3, 4, or 5 years, not
even these plants will become a burden in time of recession.
Du Pont in 1 year deducted $20,900,000 for excessive construction
costs. However, because of the opposition of the American Insti-
tute of Accountants and the Securities and Exchange Commission,
at least some of the companies have terminated this policy in favor of
certain other more acceptable policies of accelerated depreciation?'

5' Woods, Tighe E. (testimony before the Joint Committee en Housing), Hearings on Study
and Investigation of Housing (1948), p. 5890.

69 Fernald, Henry B. (testimony before House Ways and Means Committee), Hearings * on
Revenue Revisions, 1947-48, p. 1862.

70 Several of these are set out in Accounting Trends in Corporate Reports (for 12 months ending June 30,
1948), by the American Institute of Accountants, New York, the Institute, 1949, pp. 59-62.

71 For example, effective as from January 1, 1948, with the concurrence of independent accountants, du
Pont is applying an accelerated rate to postwar constructed facilities during the early years of production
when economic usefulness is greatest. The amount for 1948 was $17,915,821. This deduction is not recog-
nized, however, for tax purposes. Moody's Manual of Investments-Industrials, p. 2521.
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DECLINING BALANCE METHOD

In simplest terms, the argument for a higher depreciation allowance
in the early years of the life of an asset runs that then it is used the
hardest, yields the greatest return, and suflers the greatest propor-
tionate decline in value. During the later years, it may be used only
for stand-by purposes, be used infrequently, need the greatest amount
of repairs, and in general yield the smallest income return. Even if
the Treasury's useful-lives concept is accepted as correct, a declining
balance system at the proper rates, it is argued, will result in writing
off more depreciation in the first years.

The declining-balance method is the only method (for practical
purposes) which has been followed throughout parts of the British
Empire. 72

Under this method a fixed percentage is taken each year, though not
a fixed percentage of the original cost. It is a fixed percentage of
what remains of the original cost after deducting the depreciation of
preceding years.7 3 Thus a substantial part of the value of the asset
is taken in the early years.

The Treasury has approved a form of declining-balance method,
subject to certain limitations and restrictions. The principal limita-
tion is that the rate of depreciation may not exceed 150 percent of the
straight-line rates. This, most comment indicates, makes use of the
system unsatisfactory. As one writer said:74

For several years past, the Treasury has permitted taxpayers to use the declin-
ing-balance method, but has limited the maximum rate to 150 percent of the
corresponding straight-line rate, with the straight-line rate based on full service
life. With this rate limitation, the declining balance method is even worse than
the straight-line method with the rates now insisted upon by the Treasury, be-
cause only a little more than half the investment is written off during the first
half of the estimated life, and there is a remaining balance of about 20 percent of
the investment at the end of the estimated life. The only situation in which
the method might be satisfactory is where the life is long and it is expected that
the original owner will dispdse of the asset during the early years of its life.

This same writer then went on to explain that he believed a faster
rate of depreciation was justified and urged the adoption of 250
percent (instead of 150 percent) of the straight-line rates as the

72 See the discussion in Depreciation in the Tax Laws and Practice of the United States, Australia, Canada,
Great Britain, New Zealand, and South Africa, by Raymond E. Manning, National Tax Journal (Lancas-
ter, Pa.), June 1948, vol. 1, pp. 154-174.

73 For example, depreciation on a $100 asset computed at 20 percent would be taken as follows: first year,
20 Percent of $100: second year, 20 percent of $80; third year, 20 percent of $64, etc.

The foregoing gives a rough idea of the method, but more precisely, it goes like this. Assume an asset
cost $150, has a useful life of 5 years, and a salvage value of $50. The rate of depreciation in such case would
be 19.726 Percent. Applying this percentage to $150, the allowed depreciation in the first year would be
$29.59. Tise next year, it would be 19.726 percent of $120.41, or $23.75, and so on. At the end of 5 years,
the value would be reduced to $50, the estimated salvage value.

74 Norton, Paul T., Jr., Depreciation and Obsolescence, Manufacturers Record (Baltimore), May 1949,
vol. 118, No. 5, p. 65. See also his Declining Balance Depreciation Permitted by Internal Revenue Is Not
Realistic, Journal of Accountancy (New York), July 1947, vol. 84, pp. 32-34.

Mayer, Gerhard J., Declining Balance Depreciation, Taxes (Chicago), February 1947, vol. 25, pp. 162-171;
Seghers, Paul D., Accelerated Depreciation and the Treasury's New Declining Balance Method of Com-
putation, Journal of Accoumtancy (New York), February 1947, vol. 83, pp. 113-116; and Accelerated Depre-
ciation, Taxes (Chicago), July 1947; vol. 25, pp. 645-654.
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maximum.7 5 He had previously recommended 200 percent as
a sufficient ratio.7 6

SPECIAL INCENTIVE PROPOSALS 77

In an earlier section the proposal was discussed to allow considerable
freedom to business in determining its rate of write-off for depreciation.
Although preservation of investment was a motive for these and other
proposals, the doing of equity had an important place. In succeeding
paragraphs attention will be given to certain proposals which have a
directly stimulative purpose in mind. They aim at more than eq ity
or just setting off some of the deterring effects of the income tax.
Thev seek rather to provide a definite incentive. The success of
Nazi Germany 78 with such a program is sometimes cited.

In a period of depression or declining economic activity, when
prices are going down, there undoubtedly is a tendency on the part of
investors to hold back. At such time, or when such times are feared,
we may expect attempts to forestall some of the evil consequences or
to start business rolling again by devices which will lure money out of
hiding. Some of these lures are in the form of a quite liberal depreci-
ation policy,

76 premised on the theory that if an investor sees a chance
75 "The writer believes that no depreciation practice can possibly be satisfactory unless it recognizes the

fact that, because of such factors as obsolescence, it frequently happens that if the investment in an asset is to
be recovered at all, the larger part of the investment must-be recovered in the early years of life. For some-
what the same reasons, it is often economical to continue to use an asset for a considerable period after it
has lost all ability to earn any recovery of its original investment. To state the matter in still another
way, the value to the owner of an asset often decreases quite rapidly in the early years of life and often is
practically zero during the latter part of life.

"In order that any liberalized practice slsall be completely satisfactory, it is necessary that the general
public be convinced that the practice is economically sound, and not merely a method by which the owners
of depreciable assets are permitted to reduce their taxes. The writer believes that it should be possible to
convince all persons having any connection with the problem that it is economically sound to write off
investments more rapidly in the early years of life than is true with straight-line depreciation, with rates
based on full service lives.

"Once it is accepted that the investment should be written off more rapidly in the early years of life,
there become available a number of ways of actually doing the job. The writer believes that the simplest
and best method is the declining-balance group method with a maximum rate equal to 250 percent of the
straight-line rate corresponding to the estimated average life. Using this method, with the maximum rate
just mentioned, about half the investment is written off during the first quarter of the estimated life, about
three-quarters of the investment is written off during the first half of the estimated life, about seven-eighths
of the investment is written off during the first three-quarters of the estimated life, and there is a remaining
value equal to about 7 percent of the investment at the end of the estimated life." (op. cit.)

7z Norton, Paul T., Jr., Declining Balance Depreciation Permitted by Internal Revenue Is Not Realistic,
Journal of Accountancy (New York), July 1947, vol. 84, pp. 32-34.

77 For statements in opposition to the argument, see Part 111, Incentive Aspects.
71 For several years in Germany beginning in 1933, reinvestments of business profits in equipment with a

normal depreciation period of 6 years or less could be written off in full in the year of acquisition. Under
another arrangement, firms holding tax credit certificates-i. e.. certificates issued by the Government in
partial payment for deliveries under public contracts-were allowved "supordepreciation" ranging from
20 percent to 35 percent in excess of normal depreciation, depending upon the amount of certificates held
and the length of time held. An additional 10 percent in excess depreciation allowances was permitted to
firms engaged in export activities. Speaking of the first of these, one writer said that it "provided an effec-
tive incentive to reinvest corporate reserves in expanded plant. The concession I I I fully justified
the expectations which motivated its enactment." Lurie, Samuel. Private Investment in a Controlled
Economy, Germany, 1933-39, New York, Columbia University Press, 1947, pp. 138-143.

75 An example of the belief that accelerated depreciation would stimulate investment, make more jobs,
and increase profits is furnished by the declaration of high Government officials in 1944 when a postwar
depression was beginning to be feared. See, for example, the Soldiers Field address of President Roosevelt
Chicago, October 28, 1944 (in Nothing To Fear, edited by B. D. Zevin, New York, Hooughton Mufilin, 1946,
p. 425). See also Wallace, Henry A., New York Times, November 3,1944; Byrnes, James F., A Report to
the President from Director of war Mobilization, September 7,1944 (S. Doe. 237, 78th Cong., 2d sess.), p. 12.
See also Byrnes' Report of the Director of War Mobilization and Reconversion as of January 1, 1945 (H.
Doe. 9, 79th Cong., Ist sess.), pp. 57-58.
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of getting a substantial part of his money back over a short period he
may be willing to take a chance that he otherwise would be loath to
take.8 0 As a committee of the National Tax Association recently
said:8"

* * * the committee is favorably disposed to the idea of accelerated de-
preciation as an investment stimulus during slack periods. The opportunity to
telescope the write-off of equipment would probably speed up replacement and
expansion, because it would reduce the risk and clear the accounts of undepreci-
ated balances. This would also be in accord with the interest in technological
progress. This form of incentive taxation would probably prove less inimical to
business confidence than any other variety.

Among these devices (which may have a role in normal as well as
depressed times) are a large special initial allowance and permission to
write off the entire investment in 5 years or other relatively short
period. These two formulas are discussed immediately below. It
may be noted, too, that all accelerated depreciation partakes of the
stimulus or incentive characteristic, but the formulas discussed
immediately below are especially geared to that objective.

FIVE-YEAR OR OTHER SHORT PERIOD RECOVERY

One of the most liberal of the incentive proposals was labeled by
one of its proponents the Capital Recovery Allowance Act."2 It
would do away with all Treasury regulations with respect to life of
assets, permit taxpayers annually to take up to 20 percent as deprecia-
tion, and limit the amount to be taken in any year to the profits of
the year (exclusive of depreciation). Support for this proposition
was forthcoming from a representative of the National Machine
Tool Builders Association," who would "jettison the useful-life
concept for once and for all." Recovery over 4 to 5 years has also
been recommended by Henry J. Kaiser."4 The Journal of Commerce
has editorially advocated such a plan,"- and it is incorporated in the
proposed Economic Expansion Act of 1949 as introduced by Senator
Murray and others.' 6

In their results, these proposals resemble the 60-month amortiza-
tion provision in effect during World War II."7 The purpose of that
provision was to stimulate investment in facilities for war and national
defense.8" The basic difference, of course, between the proposal
currently being offered and the wartime provision is that many of the
facilities erected during the war period had a life limited to the war
itself. Nothing of that kind is contemplated in the present proposal.

8° Cf. Groves, Harold M., Postwar Taxation and Economic Progress, New York, McGraw-Hill, 1946,
p.156.

SI National Tax Association, Preliminary Report of the Committee on Federal Corporate Net Income
Tax. July 1949. p. 21 (mimeographed).

82 Walker, Alden D., (testimony before the Committee on Ways and Means), Hearings * on
Revenue Revisions, 1947-48, pp. 1338-1344.

P3 Blackall, Frederick S., Jr. (testimony before the House Committee on Ways and Means), Hearings
* on Revenue Revisions, 1947-48, p. 1351. See also his article, Is Tax System a Bar to Employ-

ment? Credit and Financial Management (Philadelphia), June 1945, vol. 47, pp. 9-10.
84 The New York Times, September 15,1947, p. 28.

IS tnadequate Depreciation, Journal of Commerce (New York), August 9, 1949, p. 6.
8 Numerous bills carry the provision, but see, for example, the amendment (in the nature of a substitute)

to S. 281, by Senator Murray (and others), and H. R. 5696, by Representative Patman.
87 I. R. C., sec. 23 (tl. 124. This plan was enacted by the Second Revenue Act of 1940 and variously amend-

ed in later years. The emergency period for amortizing war facilities was terminated as of September 29,
1945.

Bs "The extension of existing facilities is a necessary and vital part of the national defense program. To
obtain the needed facilities will require the investment of hundreds of millions of dollars. Your committee
has been informed by the Advisory Commission to the Council of National Defense that substantial amounts
of private capital will not be invested in the construction of such facilities unless corporations are assured,
in view of the fact that such facilities will be of use chiefly only during the period of national emergency,
that they will be permitted to amortize the cost thereof over a shorter period than would be permitted
under the depreciation provisions of the Internal Revenue Code." Report of the House Committee on
Ways and Means, Second Revenue Bill of 1940 (H. Rept. 2894).
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Neverthelessj it is argued that provisions similar to those in effect
during the war should be restored for all industry. As one editorial
stated it: 89

It should be the positive policy of government to encourage plant modernization
and replacement by every reasonable means, in view of the clear lesson taught by
two world wars. Industrial modernization, it has been proved abundantly, is
the most effective known way to further the national defense. * * *

During the war it was found necessary to grant business the right to depreciate
investment in defense facilities within 5 years or less. This privilege powerfully
stimulated new plant investment. The wartime experience demonstrated the
soundness of accelerated, flexible depreciation as a stimulus to new plant
investment.

In the interest of an efficient peacetime economy, as well as in that of adequate
national defense, a similar privilege should be extended to business generally on
a permanent basis. The Government's figures prove that business is not making
adequate provision for the replacement of fixed assets, if the constant moderni-
zation made possible and desirable by rapid technological progress is to be
achieved.

The Chairman of the Board of Governors of the Federal Reserve
Svstem °° has added his voice to those advocating relatively short-term
amortization of additions and betterments, declaring that such a prac-
tice would result in stimulating business investment and lessen the
short-run contraction of internal sources of funds that characterize
a downward drift in business activity.

Not exactly similar, but at the same time related, to proposals such
as these is the practice in Canada which (subject to administrative
approval) permitted double depreciation rates (until 80 percent of the
investment was written off) on new investments made between 1944
and 1949,91 taken on a selective basis." 2

SPECIAL INITIAL ALLOWANCES

Special large initial allowances represent another of the devices
calculated to stimulate investment. If taken, they reduce taxes in the
first year in which an asset is acquired. They have found favor in
Great Britain, Australia, New Zealand, and South Africa.9 3 Similar
proposals are pending in the Netherlands Parlkament.9 4 The amount
to be deducted in Britain originally was 10 percent for industrial
buildings and 20 percent for machinery, etc.; the 20 percent rate was
doubled in 1949.95 This 1949 increase stemmed at least in part from
the request of the Federation of British Industries to the Chancelor of
the Exchequer. 9 " The Chancelor, in offering his proposal to increase
the initial allowance, said: 9

E9 Journal of Commerce (New York), August 9,1949, p. 6.
co McCabe, Thomas B., The Equity Capital Situation (personal statement prepared for Senate Com-

mittee on Banking and Currency, August 5, 1949). Reprinted under title, The Possibilities of Improved
Equity Markets, Commercial and Financial Chronicle (New York), August 11, 1949, vol. 170, p. 574.

cl Orders in Council, P. C. 8640, November 10, 1944; P. C. 1449, April 16, 1946; P. C. 2804, July 18, 1947
Income War Tax Act, R. S. C., ch. 97, sec. 6, as amended to 10 Geo. VI (1946), ch. 55, sec. 5 (i).

02 For a detailed statement on the operation of this provision, see the Department of Reconstruction and
Supply's report on Encouragement to Industrial Expansion in Canada, Ottawa, Edmond Cloutier (King's
Printer), 1948, 117 pp.

C3 See Manning, Raymond E., Depreciation in the Tax Laws and Practice of the United States, Australia,
Canada, Great Britain, New Zealand, and South Africa, National Tax Journal (Lancaster, Pa.), June 1948,
vol. 1, pp. 160, 170.

94 The Netherlands proposal is interesting in that it allows a writing off of one-third of the cost of postwar
installations and buildings; the one-third deduction may be taken in any year selected by the taxpayer be-
tween 1948 and 1952. Typed memorandum of the European Branch, Office of International Trade, U. S.
Department of Commerce, July 29, 1949.

0s Sir Stafford Cripps, Budget Speech, London Times, April 7, 1949, p. 6,
s Memorandum of the Federation of British Industries to the Chancelor of the Exchequer, Taxation and

Shortage of Industrial Capital, Accountancy (London), February 1949, vol. 60, p. 41. An increase in the
initial allowance had previously been asked in the reports of the Pottery and Wool Working Parties. See
Great Britain, Board of Trade. Working Party Reports: Pottery, London, His Majesty's Stationery Office,
1946, pp. 7-8; Wool, 1947, p. 89.

97 London Times, April 7, 1949, p. 6.
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The whole question of calculating profits in a way which can take care of
marked changes in price formed part of representations made to me by the Fed-
eration of British Industries. The proposals I have just described will, I hope,
go far to meet the immediate needs of industry.

In the light of this statement, it appears that the initial allowance
at present is not greatly different in purpose from excess construction
cost deductions earlier taken (and since abandoned) by Du Pont and
others. The response in Britain to the increase to 40 percent was
that it would-

* * * go a long way to mitigate the hardships under which industry has
been laboring for the-past few years. * * * There can be little doubt that
the demand of industry for an increased allowance was urgent and reasonable,
and some maintain that it could have been granted already 12 months ago. * * *
The new wear-and-tear allowances, however, cannot wholly satisfy the demands
of industry since no provision is made to alleviate past deficiencies!s

A similar recommendation was made as early as 1944 by the Di-
rector of War Mobilization. He urged a special allowance such as
that which Britain granted for the year of purchase,9 9 or spread over
the "earlier years" rather than just the year of purchase.'

Requests for such allowances deductible for tax purposes have been
made by business representatives. One of them,2 in arguing for an
allowance of 25 percent to be deductible in full in the year of expendi-
ture or over a 5-year period, said:

The high cost of equipment and construction at the present time is a serious
deterrent to expenditures therefor, and the resultant diminution of production
necessarily involves a loss of taxable income. Manufacturers needing equipment
presently are faced with the prospect of having on their books after a few years
property which, after normal depreciation, will appear at values greater than
replacement cost. The anxiety of businessmen in this respect is widespread and
serves as a depressant not only on the progress of their own business but on that
of their potential vendors of equipment and construction material. A grant to
taxpayers of the privilege of recovering out of taxable income a portion of the
cost of an asset over an accelerated period would unquestionably encourage and
increase currently needed expenditures therefor, promote higher production, and
nerease the revenue. An amendment of the Internal Revenue Code along the
foregoing lines is accordingly urged.

Another recommendation 3 urged a 50-percent initial deduction in
the first year of the life of motor-vehicle equipment, the remaining 50
percent to be distributed over the remaining years of normal life.

PLANS FOR FACILITATING REPLACEMENTS

Financial strength in business to replace its equipment when worn
out or obsolete is important. When replacement costs far exceed the
original investment, grave problems may exist. Profits needed for
replacement at increased cost may be lessened by taxation.4 Borrow-
ing may be undesirable. Flotation of stock, if possible, may lead to
a dilution of control. What, then, is the solution? Among the pos-
sible answers are (1) allow a deduction for sums set aside for invest-
ment, (2) base depreciation allowances on replacement cost rather

99 Notes and Comments, Acceuntants Journal (London), May 1949, vol. 41, p. 90.
99 A Report to the President from Director of War Mobilization, September 7, 1944 (S. Doc. 237), p 12.
I Report of the Director of War Mobilization and Reconversion as of January 1, i945 (H. Doe. 9). pp. 57-58.
2Chamber of Commerce of the United States (testimony before the House Committee on Ways and

Means), Hearings I* on Revenue Revisions. 1947-48, pp. 1581, 15S5.
3 Boot, Harry E. (testimony before the Rouse Committee on Ways and Means), Hearings on

Revenue Revisions, 1947-48, p. 1853
4 National Tax Association, Preliminary Report of the Committee on Federal Corporate Net income

Tax, July 1949, p. 20 (mimeographed).
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than historical cost, and (3) revalue all assets and base depreciation
on the new values. Each of these proposals is discussed below.

FUND FOR FUTURE INVESTMENT

Deduction for sums set aside for future investment has been recom-
mended in several forms. In the.language of one recommendation
made in 1946,8 tax-free replacement reserves (limited in their creation
from 3 to 5 years after the war) should be authorized. The annual
deduction might be limited to not more than one-half the regular
depreciation allowance on assets acquired before the war. Provision
might also be added which would require that reserves be used in not
less than 87or 10 years, and when the re-placemnents are made'there-
placement reserve might be charged by not more than one-third of
their cost. A variant of this would permit deduction of depreciation
surcharges up to 3 percent in addition to regular depreciation deduc-
tions, the surcharge deductions to be invested in interest-bearing non-
negotiable bonds.6

A third proposal, designed especially for small business, would
permit deductions up to 25 percent of net income (but not exceeding
$25,000) for sums set aside for capital expenditures to be made within
2 years.7 Amounts sot deducted 'wou/i.d'-1 '-iiminated 'from the tax-
payers' cost basis so as to eliminate any possibility of a double deduc-
tion through depreciation. It is in effect depreciation in advance.
General approval of the idea of tax-free reserves without specification
as to detail has also been expressed.8

Attention may be called to the French experience with tax-free
reserves which has since been abandoned. Beginning in 1939,
French businesses were authorized to set up reserves for the replace-
ment of plant and machinery. For assets which had been theretofore
acquired, the reserves could not be deducted currently, but could be
deducted when, and to the extent that, costs upon replacement
exceeded original costs. For assets acquired after 1938, immediate
annual deductions were allowed for reserves set aside for the replace-
ment of such assets. To the extent the reserves are not used by the
end of 1951, they will be includible in the taxable profits of 1951.
Although benefits under the foregoing provisions are not surrendered,
a new law provides for a revaluation of assets, thus providing an
entirely new basis for computing depreciation.'

Note may also be taken of the Swedish authorization of 1947 under
which a deduction from taxable income is allowed for sums set aside
in an investment fund for future use, but only as the Labor Market
Commission may authorize such future use. Sums set aside may not
exceed 20 percent (35 percent in some cases) of the profits of the
particular year. The purpose of the provision is to induce business
during boom times to set aside funds for the erection of buildings and
new machinery in periods of lesser economic activity.1 0 A recent

5 Kimmel, Lewis H., Depreciation Policy and Postwar Expansion, Washington, Brookings Institution,
1946, pp. 50-53.

' Landman, J. H., Replacement Accounting, Dun's Review (New York), February 1949, pp. 65-68.
7 Arent, Albert E. (testimony before the House Committee on Ways and Means), Hearings

on Revenue Revisions, 1947-48, p. 876.
S The Postwar Problems of Capital Replacement, Guaranty Survey (New York), September 24, 1947,

vol. 27, No. 6. pp. 1-4.
i See Nortcliffe, E. B., Revisions of Balance Sheets in France, Accountant (London), June 25, 1919.

vol. 120, pp. 532-537. See also the discussion below, Revaluation of Assets.
'° This outline is based on a summary prepaied by Sveriges Industriforbund. Apparently the provision

has been availed of but little due to the fact that if the labor market is such that the fund is not required
to be used within a 10-year period, not only the sums set aside but 2-percent interest thereon may be sub-
jected to tax.
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Austrian law also authorizes business to set up tax-free reserves from
their 1949 and 1950 profits to be used by the end of 1952 for acquir-
ing capital equipment or restoring buildings.

REPLACEMENT COST BASIS

A. much-discussed aspect of the current depreciation controversy is
this: Should replacement cost 12 be substituted for original cost as the
basis for computing depreciation. According to generally accepted
accounting principles the answer is "No," but there is a considerable
minority in the accounting profession, including some of its leaders,"3

who feel that accounting is not currently doing the job it is supposed to
do. The need is pointed up by estimates that underdepreciation of
our industrial plants in 1948 amounted to 4.4 billion dollars, and for
the last 3 years to 12 billion dollars.'4

There can be no question but that the cost during periods of inflation
of replacing our industrial establishment is far in excess of its original
cost.' 5 While it is true that the purpose of depreciation deductions is
not to provide funds for replacement," it is likewise a fact that-

The only substantial support for the view that depreciation charges in the
income statement should reflect current prices, rather than dollars of an earlier
vintage, is found in the conception of cost as a measure of actual economic sacrifice
incurred and the general thesis that true net income cannot emerge until all
actual costs in this sense have been deducted. In other words, the case for re-
placement-cost depreciation grows out of recognition of an inherent weakness of
conventional accounting. In accounting procedures changes in prices are generally
ignored, except as they become embodied in new transactions. * * * As a
rule we think and act in terms of current dollars, and when a mixture of current
dollars and past dollars is presented without classification we inevitably tend to
regard them as homogeneous.

The United States Steel Corp. (and other companies),"' beginning in
1947 and ending with the third quarter of 1948, showed in their

i} For statements in opposition to arguments here made, see Part III, Replacement Cost Basis for Com-
puting Depreciation.

Is The phrase "replacement cost" will be used even though the real idea is usually something less than
that, and is the result of a process of adjustment for changes in price level usually through the use of index
numbers. See, for example, Dohr, James L. Depreciation and the Price Level, Accounting Review,
(Chicago), April 1948, vol. 23, p. 118.

'5 See, for example, May, George 0. Should the LI F O Principle Be Considered in Depreciation Accounting
When Prices Vary Widely? Journal of Accountancy, (New York) December 1947, vol. 84, p. 453; Paton,
W.A., Depreciationandthe PriceLevel, the Accounting Review (Chicago), April 1948, vol.23, pp.118-123;
Replacement Accounting, Accountant (London), January 15, 1949, vol. 120 pp. 33-31

14 The Underdepreciation of Corporate Assets, National City Bank Monthly Letter on Economic Condi-
tions (New York), August 1949, pp. 90-92.

It has also been said: "The gross inadequacy of present depreciation allowances for a dynamic economy is
illustrated by comparisons between total business depreciation charges for 1939 and for 1948. In 1939,
according to the Department of Commerce, such charges aggregated 6.9 billion dollars. For 1948, despite
the great rise in prices and the unprecedented expansion of America's industrial plant in the interim, depre-
ciation charges totaled 12.2 billion dollars, or 176 percent of the 1939 figure.

"Adequate allowance for replacement of the greatly increased industrial plant of this country, at the very
much higher cost level now prevailing, would be substantially larger than 176 percent of the 1939 deprecia-
tion charge, it goes without saying." Inadequate Depreciation, Journal of Commerce, (New York),
August 9, 1949, p. 6.

1 Some estimates of the increase follow:
1946 estimate:-"- . * the dollar requirements of business will inevitably be much larger than for com-

parable prewar purchases of machinery, equipment, and other capital assets. This increase, as variously
estimated, ranges from a minimum of about 30 percent for some lines to roughly 60 percent for others."
Kimmcl, Lewis 13., Depreciation Policy and Postwar Expansion, Washington, Brookings Institution, 1946,
P.1.

1947 estimate:-"The price index for all capital goods (equipment and construction), compiled by the
Natiosal Bureala of Economic Research through 1941, would probably stand somewhere around 60 percent
above 1939; estimate based on partial data." Terborgh, George, Depreciation Policy and the Postwar
Price Level, Chicago, Machinery and Allied Products Institute, 1947, p. 5.

1988 estimate:-.- ' expenditures by manufacturing industries for new construction and producers
durable equipment from 1929 to 1947 are estimated at $125,000,000,000 with a current replacement cost of
over $200,000,000,000." Broad, Samuel J., Effects of Price Level Changeson Financial Statements, NACA,
Bulletin (New York), July 1, 1948, vol. 29, p. 1331.

1949 estimate:-At the pi esent time (May 1949) the replacement cost of corporate net fixed assets is above
historical cost by around $r0,000,000,000. Terborgh, George, Inflation and Postwar Profits, Chicago
Machinery and Allied Products Institute, 1949, p. 26.

18 See Part I, Misunderstanding of Depreciation.
I7 American Institute of Accountants, Accounting Trends in Corporate Reports, New York, the Insti-

tute, 1949, pp. 59-62.



FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT 179

accounts many millions of dollars in total wear and exhaustion in
addition to normal depreciation based on the original cost of facilities.
The additional sums taken by United States Stee were based partly on
experienced cost increases and partly on a study of construction cost
index numbers. It was an effort toward stating total wear and ex-
haustion in an amount which would recover in current dollars of
diminished buying power the same purchasing power as the original
expenditure." This action was taken counter to the feeling general
among accountants. The American Institute of Accountants opposed
this action in principle and so did the Securities and Exchange Com-
mission,'9 and in deference to these opinions United States Steel
abandoned its policy though still believing that the principle which it
adopted in 1947 and continued in 1948 is a proper recording of the
wear and exhaustion of its facilities in terms of current dollars as
distinguished from the dollars which it originally expended for those
facilities.

Arguments for allowing replacement costs as the basis for deprecia-
tion find justification both in economics and equity. They may be
illustrated by an example. Assume the original cost of a particular
machine in 1937 was $1,000. It has an estimated life of 20 years.
Assume further that the same machine has to be bought and that
no newer, less costly, and more efficient machine will be developed
in the 20-year period. Furthermore, assume that prices will not
fall by 1957 back to 1937 levels, but will stay at 1949 levels. Then
the replacement cost of the same machine is $2,000. During 1949,
the owner of the machine suffers an economic loss of $100 (i. e.,
$2,000-.-20). He is allowed by law to deduct only $50 (i. e., $1,000-+.
20) for income-tax purposes-$50 of the 1937 variety invested in
the machine are quite different from $50 of the 1949 variety. The
true 1949 capital cost to the owner of the machine, it is argued,'O is
the amount required to replace the asset by reason of its use in 1949.
That, in the illustration, is one hundred American dollars of the 1949
variety. It may, of course, if prices fall greatly, be only $25 of the
1957 variety.

If true capital costs are not recognized, capital instead of income
is being subjected to income tax. The result might be, if prices
continued upward, an erosion of the Nation's tools of production.
Current profits are a source both of additions to real capital and re-
placement of existing assets at a higher than original cost.. If the
so-called profits continue to be eaten up by taxes as though they were
true profits they will not be available for expansion or even replace-
ment. Such taxes might be heavy enough actually to infringe on
capital.21

The manner of determining replacement costs, assuming such a
base were to be used, is one which presents many problems. The

Is The foregoing is a paraphrase of the United States Steel Corp. Annual Report for 1948, Commercial
and Financial Chronicle (flew York), March 21, 1949, vol. 169; p. 1219.

gi See Part III, Replacement Cost Basis for Computing Depreciation.
", This illustration is adopted from the testimony of Enders M. Voorhees at the hearings before the Joint

Committee on the Economic Report (1948), p. 593.
2' This thought is the subject of a resolution of an international organization: "Resolved, That one of the

most important questions with regard to the taxation of business profits is whether or not the tax law is
based on a concept of profit which is, from an economic point of view, sound. Legislation employing the full
or partial taxation of 'imaginary profits' resulting from a rise of the general price level, insofar as such taxa-
tion affects the productive capacity of the enterprise, is unsound. In view of the postwar situation, both
in and outside Europe, the difficulties presented by such an unsound concept of profits assume grave pro-
portions and form one of the most important obstacles on the road tothe reestablishment of normal economic
relations." Resolution of the Third International Fiscal Congress of the International Fiscal Association,
Rome, October 3-6,1948. Included (loose) with Bulletin for International Fiscal Documentation (Amster-
dam), vol. 2, Nos. 8-9,1949.
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general principle involved is derived from an application to fixed
assets of the last-in first-out (Lifo) method (or a variant of it) ap-
plicable to inventories. Index numbers are often used for determin-
ing the new base.. Under some proposals, total deductions for de-
preciation would not exceed the original cost; under others they
would. 2

REVALUATION OF ASSETS

A step beyond depreciation based on replacement costs is an actual
revaluation of all assets in terms of replacement costs with deprecia-
tion being based on the new values.23 Recommendations of this kind
have appeared from time to time in Britain;:where some writers-have~
looked favorably on the "highly creditable piece of pioneering" 24
which France inaugurated in 1945. The revision of 1945 has been
followed subsequently by two further upward revisions in 1948 and
1949.25 Italy has adopted a system similar to that in France;26 Belgium
in 1947 authorized a revaluation at 2% times the 1939 replacement cost
less depreciation through 1945;27 and a proposal is now pending before
the Netherlands Parliament under which prewar machinery may be
valued with double the amount of the book value declared for tax
purpqses-in 1947-48.28 The-,pressriasalso. carried-iincomplete details
on the proposed revaluation in Japan.29

Annual revaluations of plants and facilities by the application of
price indexes is recommended by some accountants.3 0 In the language
of one explaining (but not advocating) it, these accountants-

* * * contend that a more realistic picture would be created by the substi-
tution of economic values for costs on the balance sheet and that depreciation
charges computed thereon more adequately would express "true" costs in terms
of current purchasing power. It is argued that such methods are not departures
from the cost basis but merely the measurement of dollars expended translated
into terms of current dollars at present price levels. 3

1

22 May, George O., Should the LIFO Principle be Considered in Depreciation When Prices Vary Widely,
Journal of Accountancy (New York), December 1947, vol. 84, pp. 453-456; Blackie, William, What Is Ac-
counting For-Now, NACA Bulletin (New York), July 1, 1948, vol. 29, pp. 1349-1378; Freeman, E.
Stewart, Capital Price Adjustment Method for Deflating Inflated Profits, NACA Bulletin (New York),
February 1, 1948, vol. 29, pp. 635-660; Egerton, R. P., Replacement Accounting, Canadian Chartered Ac-
countant (Toronto), June 1949, vol. 54, pp. 275-277; Kovacs, Leo, Inflation and Depreciation-A Case for
Reform, the AccountantsJournal (London), October i948, vol. 40, pp. 158-159; Schiff, Michael, Applicationof
the Price Index Adjustment Concept to Depreciation Charges, NACA Bulletin (New York),. April 15,
1949, vol. 30, pp. 927-936; Dohr, James L., Depreciation and the Price Level, the Accounting Review (Chi-
cago), April 1948, vol. 23, pp. 115-118.

2a Some European countries engaged in this practice after World War I. Some United States companies
also undertook a reappraisal. There is very limited feeling at this time for wholesale revaluation.

24 Northeliffe, E. B., Revision of Balance Sheets in France, Accountant (London), June 25, 1949, vol.
120, pp. 532. See also Berry, Bernard M., Appreciation of Fixed Assets, Accountant (London), February
21, 1948, vol. 118, pp. 138-139.

25 The French system goes like this: Businesses generally have been empowered, but not required, to
revalue their fixed assets. Even assets which have been written out of the balance sheet through deprecia-
tion may be revalued if still capable of use. There is no fixed plan of revaluation, but the law lays down
maximums beyond which revaluation may not go. There is amoral obligation not to revalue beyond actual
values. The maximums are expressed in terms of coefficients. There is a different coefficient for each year
since 1914. The maximums are computed by multiplying the original cost by the coefficient (e. g., 108 for
1914 or before, 17.6 for 1929, 1612 for 1939, 3.6 for 1945, etc.), and subtracting the aggregate of annual tax-free
depreciation provisions multiplied by the coefficients of the years in which the depreciation was provided.
The surplus created by these operations is carried to a special revaluation reserve, where it is exempt from
profits tax so long as it is used for purposes not inconsistent with the objects of the revaluation. Permanent
exemption for such surpluses may be secured by incorporation of the reserve in capital by the issuance of
free shares. If this course is followed, a tax of 6 percent is imposed on the capitalized amount for registration
fees. This summary is based on the Northeliffe article (noted in footnote 24), pp. 532-537.

28 Berry, Bernard M., Depreciation of Fixed Assets, the Accountant (London), February 21, 1948, vol.
118, p. 138.

27 Controllership Foundation, Depreciation Policy When Price Levels Change (New York), the Founda-
ton, 1948, p. 80.

28 Typed memorandum of European Branch, Office of International Trade, U. S. Department of Com-
merce, July 29,1949.

2o New York Times, August 26,1949.
30 Sweeney, Henry W., Stabilized Accounting, New York, Harper & Bros., 1936, 219 pp.
32 Turner, Clarence L., Treatment of Depreciation of Replacement Values, Proceedings of New York

University Seventh Annual Institute on Federal Taxation, New York, Matthew Bender & Co., 1949, p.
69.
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TAX-BENEFIT RULE

Finally, the problem of actually getting a tax benefit from deprecia-
tion requires brief attention. At present no tax benefit is obtained if
depreciation is taken in a year in which a business suffers a loss. Yet-

* * * the basic purpose of such (depreciation allowances, states one observer)
is to permit a taxpayer to recover the cost of an asset tax-free. Obviously, a
taxpayer cannot recover any part of his cost in a year in which the result of his
operations before depreciation or depletion is a loss. Losses create no fund out of
which cost can be recovered. To the extent to which a taxpayer's cost of an asset
is reduced by the depreciation or depletion allowance for a year or years in which
he has suffered losses, he is being denied the recovery of his capital expenditure.
It would seem both logical and just that the appropriate adjustment to cost or
other basis of a physical asset should be determined by reference to the extent
to which a business concern has actually recovered the cost of the asset out of
income. From a tax point of view, the recovery is related to the extent to which
tax saving has resulted from the deductions for depreciation or depletion. - The
vice in section 113 (b) (1) (B) lies in its failure so to provide. The statute, in its
present form, requires reduction of tax basis by depreciation.or depletion allowed
or allowable in prior years, without reference to the extent to which taxpayer has
had taxable income out of which cost could in fact be recovered. It is accordingly
submitted that the statute should be amended to permit a taxpayer to recover cost
out of taxable income. No depreciation or depletion should be considered as
having been allowed or allowable unless it could be effectively applied to decrease
income tax in prior years. This is known as the tax-benefit rule.3 2

In further support of such a policy, it is pointed out that the law 3
already has such a provision which applies the principle to the re-
covery of bad debts, prior taxes and delinquency amounts. Thus,
for example, if a taxpayer makes a deduction for a bad debt in a given
year in which he has no net income, he does not have to report as
income a later payment on the debt because he got no benefit from
the deduction in the earlier year. The Regulations 3 have extended
the principle to many other classes of cases, but not to depreciation.

Additional support is drawn for the proposition in the practice of
Great Britain,3" and France,3 " which allow unused depreciation to be
carried forward indefinitely. Australia has a provision which permits
the mining industry to carry forward any depreciation which does not
result in a tax deduction,3 7 and in New Zealand a taxpayer is not
required to report more depreciation for tax purposes than he sets up
on his books."' In Canada, only one-half the regular depreciation
need'be reported in a year of loss. 3"

In lieu of the tax benefit rule, or an unlimited carry-forward of
unused depreciation allowances, any amendment of the present carry-
over period 4 which would lengthen the time during which a tax

3A Alvord, Ellsworth C. (Supplemental Memorandum to House Committee on Ways and Means),
Hearings * I on Revenue Revisions, 1947-48, p. 1585. See also Grimes, Edmund L., p. 1425;
Mann, Joseph F. pp. 1497, 1508; Fernald, Henry B., pp. 1861-1862.

33 1. R. c., see i2 (b) (12).
34 Regulations 111, sec. 29.22 (b) (12).
35 Income Tax Act, 1945, sec. 6, 55, 56.
35 Northcliffe, E. B., Revision of Balance Sheets in France, Accountant (London), June 25, 1949, vol.

120, p. 136.
37 Income Tax Assessment Act, 1947, clause 19.
-Cunningham, H. A., and Dowland, S. E., Taxation Law of New Zealand, Wellington, Butterworth,

1942, P. 477.
3A Plaxton, Herbert A. W., Income Tax and Excess Profits Tax of the Dominion of Canada, Toronto,

Carswell Co., 1947 (2d ed.), p. 167. See also Rowl and Swift's Depreciation Allowance Under the Income
War Tax Act, Canadian Chartered Accountant (Toronto), May 1938, vol. 32, p. 381.

40 The law, I. R. C., sec. 23 (s), 122 now permits losses in general to be carried back for 2 years and for-
ward for 2 years. The President has recently recommended that this provision be liberalized. See Mid-
year Economic Report of the President, July 11, 1949, pp. 8, 13.
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benefit would result, would, of course, be considered helpful. Such a
provision might be important in the event of prolonged economic
depression. At such a time there is often a debate whether to aid
business or tap immediate sources of revenue. The need for revenue
won out at a time when carry-backs and carry-overs would have been
of greatest help-namely during the depression of the 1930's. Con-
gress repealed them 41 and did not restore them until 1941 and 1942.

PART III. OPPOSITION ARGUMENTS

INTRODUCTION

This. part is, devoted to arguments against the charges and pro-
posals made in parts I and II. It examines the considerations in
favor of the useful-lives concept followed by the Treasury and its
placing of the burden of proof on the taxpayer to prove Treasury
errors. It presents the evidence indicating the way in which some
of the proposals 'would distort income. The question is also raised
whether more liberal depreciation policies would result in investment
at a time when we needed it, and whether the tax law should be made
the vehicle for stimulating investments which would not otherwise be
made. Some of the undesirable consequences to business of acceler-
ated depreciation are also noted together with the relation of small
business to the problem. The arguments against two specific pro-
posals-allowance of excess construction cost, and basing deprecia-
tion on replacement costs-are stated. Final sections take up the
question of revenue losses, the tax-benefit rule, and the inflation
angle. Part IV will consist of a brief rebuttal of some of the argu-
ments contained in part Ill.

USEFUL LIVES AND BURDEN OF PROOF

One thing must be abundantly clear and understood. The one
aspect of a tax on income here considered is that of accurately deter-
mining depreciation for the purpose of ascertaining true income subject
to tax. In appraising diverse schemes, the critical question is whether
they lead toward or away from the goal of a more accurate determina-
tion of income.

A large segment of business recognizes the validity of this principle
just as much as does the Treasury. In fact it urges the principle as
the basis for change, alleging that Treasury practices distort income.
The principal error charged-or at least the one charged most fre-
quently-is that the Treasury overstates the useful lives of property.
The result is to require the taxpayer to take depreciation over a.
longer period of time than the asset is economically useful.

However, Treasury determinations have only infrequently been
questioned in the courts and are rarely overturned. They are the
result of long years of study of average lives. The Treasury is per-
fectly willing to assign a longer or shorter useful life where the tax-
payer can show that the particular circumstances justify a longer or
shorter period. As Bulletin F says:

The estimated useful lives and rates of depreciation indicated in this bulletin.
are based on averages and are not prescribed for use in any particular case. They
are set forth solely as a guide or starting point from which correct rates may be

41 National Industrial Recovery Act of 1933.
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determined in the light of the experience of the property under consideration and
all other pertinent evidence.

True, the burden is on the taxpayer to prove that the estimate
fixed by the Treasury is not correct, but who could be in a stronger
position to establish this than the taxpayer? The accuracy of Treas-
ury determinations is recognized by one of the most thorough students
of the whole problem; he has repeatedly pointed out that4 2

There can be little doubt that the Treasury has the facts to back up the lives
shown in its tables.

Contenders for more freedom in taking depreciation,43 and shifting
the burden of proof, forget that the system in effect prior to 1934 was
the source of much dissatisfaction in Congress and the Treasury.
Taxpayers were writing off their assets over a period shorter than
their useful life. They were thus able to postpone taxes, and shift
their burden, temporarily at least, to others. If it is a tax reduction
or tax postponement that business or a segment of business wants,
then, if warranted, it should be given directly rather than in the guise
of increased depreciation allowances. It may also be observed that
the pre-1934 liberal depreciation policies failed to prevent the great
depression of the late 1920's and early 1930's. If certain proposals
were adopted it is doubtful that thereafter businesses in general would
follow sound accounting systems." The result would be serious
administrative problems and inequities even greater than those
current before 1934, because tax rates have increased substantially
since that time. In other words, equity cannot be sacrificed to too
great a degree in the name of remov-ing administrative problems.'
Further, it is not too much to suppose that, with changing economic
conditions, business might find that it had guessed wrong and that
-it would at some later time be more advantageous to follow another
system. Then the Treasury, in addition to an increased administra-
tive load as business sought to make revisions, would be condemned
again as it tried to find logic to support business pleas for amended
systems conceived for financial advantage rather than sound account-
ing and fair determination of income.

DISTORTION OF INCOME

'Characteristic of a number of the plans for changing depreciation
allowances is that they are arbitrary. They would add 25 percent
or 50 percent to present allowances, they would let taxpayers take
depreciation as they wished, they would permit recovery in 4 years
or 5 years, they would give special initial deductions of 25 percent
or 50 percent in the first year (or in the first few years), they would
authorize taxpayers to guess today what the cost of a building or
machine will be 10 or 20 years from now, or what is the excess cost

42 Norton, Paul T., Jr., Depreciation and Obsolescence., Manufacturers Record (Baltimore), January
1949, vol. 118, No. 1, pp. 45, 50.

43 See Part II, More Freedom in Taking Depreciation.
44 "To let the taxpayer determine the asset's life within the bounidF of 'sound accounting principles'implies

a strength of character and reserve that is not present in every ease. Some accountants would not permit
ridiculous rates of depreciation to be set up on the books. But other accountants would not be able to
enforce this position. The result would he that either we would have a depreciation of sound accounting
practice with great variations in depreciation rates, or else the accountants would have to police them-
selves and set up machinery for the enforcement of sound accounting practice. As I understand it, the
accountants are not ready to do that, if they ever wvill be. Under these circumstances, if depreciation is
to be apportioned in harmony with the cost of Itsing the asset, it is necessary for the Bureau of Internal
Revenue to set some limitation-some restrictions-on a free exercise of choice on the part of the business
community." Blough, Royj Accelerated Depreciation, Conference Board Business Record (New Yorky,
January 1946, vol. 3, p. 49.



184 FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT

over the normal postwar cost and deduct it from this year's income.
Proposals such as these cannot but distort income.

Do those who propound arbitrary or irregular schemes 4 5 for altering
the method of determining income, sanction or actively sponsor actual
income distortion? As one commentator said: 46

Perhaps the strongest objection * * * is that our economy is bound to
suffer from artificial distortions of income for tax purposes, which complicate
the tax system, result in unforeseen inequities, and, worst of all, influence busi-
nessmen to undertake transactions with an eye to tax savings rather than a
wholesome economic policy.

If a plan presents a grossly inaccurate method of writing off values,
the benefits of the plan would be uneven, and would vary as between
industries, and even within industries. Businesses having a large
part of their capital in heavy industry with a long useful life would
secure an advantage not given to other industry with a smaller part
of their investment in capital goods. These latter might then be
forced to absorb part of the burden from which others had been
relieved. The benefits would depend upon the amount of undepre-
ciated assets held by each firm and the willingness of the firm to
present a distorted income picture in order to secure immediate tax
reduction. Such action would further reduce the already limited
usefulness of corporate financial reports. By taking excessive depre-
ciation some business could also gain another unfair advantage,
namely, the conversion of ordinary income into a capital gain through
the sale of fully depreciated property which actually still had a
substantial market value.

INVESTMENT ASPECTS .

Most of us would be willing to tolerate the consequences just
outlined both to business, the public, and the administration, if the
result were a stimulus to an economy that needed stimulating, and
provided there were no other serious economic consequences. It is
not without significance that the cry for increased depreciation allow-
ances came largely at a time of rapidly increasing prices. It also
came at a time when investment needed little if any stimulating. In
fact, it has been pointed out that overinvestment in producers' goods
may be a powerful force in furthering an inflation already under way.
Labor and materials that might have gone into consumers' goods are
diverted to increasing our industrial plant.4 7 It may be argued that
we need producers' goods in order to have consumers' goods, but an
element of timing is involved.

If business had been authorized to write off additional depreciation
during the last few years, and the result was increased investment in
producers' goods, would not the result have been bad? If we were
suffering a period of depression now, or should have one in the future,
would -accelerated depreciation stimulate investment? 48 It might
not. In boom periods when profits are high, accelerated depreciation

4' See throughout part 1I.
4 Austin Maurice, Should the Tax Laws Permit Speeding Up Depreciation? Modern Industry (New

York), March 15, 1947, vol. 13; No. 3, p. 116.
17 See, for example, the testimony of Secretary of commerce Harriman before the Senate Committee on

Finance, Hearings . . . on Reduction of Individual Income Taxes (1948), pp. 420-421.
48 One commentator sees the problem this way: "One danger of some accelerated depreciation plans is

that they would accentuate investment in the good years and call forth even less investment in depression
years. I should add that I don't think accelerated depreciation must necessarily have this result; plans can
probably be devised which get away from it, but I haven't seen them as yet." Blough, Roy, Accelerated
Depreciation, Conference Board Business Record (New York), January 1946, vol. 3, p. 50.
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may encourage investment. In depressed periods, when there are
no profits, there is no advantage in writing off depreciation quickly.
In fact, there may be a positive advantage to delay in writing it off.

INCENTIVE ASPECTS

Assume accelerated depreciation would produce a positive stimulus
to investment at times when needed. The question then becomes
"Is incentive taxation wanted?" Should the tax system be the vehicle
for causing business to embark on an undertaking which, not given
favored tax treatment might never be undertaken? To give special
advantages to new investment might result in added burdens to others
who must continue to carry the load. Businessmen are said to be
suspicious of proposals for incentive taxation. Skepticism in this
regard is found not only in the administrative and academic field,49

but in business."
On the other hand, special amortization provisions during World

War II worked well. . Reference should also be made to Germany's
remarkable development in the 1930's, and to the recent post-war
experience of Canada in granting special depreciation allowances or
new investment.

There may be other factors to be considered. First, the World War
II situation was anomalous. The producer was assured an immediate
market for his goods. He was assured of an immediate return of his
investment. He had little to lose. Other conditions likewise varied
far from those in times of peace. Concerning German experience,
opinion is by no means unanimous. It may have been the big war
orders of the German Government that spelled success for industry.5
Similarly the story in Canada might have been much the same with
or without accelerated depreciation. The report of the Canadian
Government which reviewed activities under accelerated depreciation
made very limited claims concerning its efficacy.5 2 The United States
without accelerated depreciation has had quite as extensive a boom
since the war as did Canada.

OTHER CONSEQUENCES TO BUSINESS

The attitude of business in desiring to write off depreciation at rates
in advance of those actually incurred, may often work against business.
To be sure, taxes will be reduced in the early years, but they will be
increased in the later years. If tax rates remain constant, the total
tax paid over the life of the asset will remain unchanged. Yet taxes

40 "' I I without going over to the extreme position that you should never have tax incentives, it does
seem to me that tax incentives involve definite dangers. As has been pointed out, theincentivesomehowor
other has a tendency to backfire. Instead of resulting in the social and economic benefit which was intended,
it has a tendency to degenerate into something else. One group of people might benefit from an accelerated
depreciation provision. Although it might for that group be soundly conceived, and carefully worked out,
somebody else would come in and demand equivalent benefits. Within a few years the whole purpose ofit
might be destroyed by its application to situations for which it was not originally intended." Blough, Roy,
Accelerated Depreciation, Conference Board Business Record (New York), January 1946, vol. 3, p. 50.

50 Norton, Paul T., Jr. (testimony before the House Committee on Ways and Means), Hearings * *
on Revenue Revisions, 1947-.48, p. 1366.

'I "I have talked to anumberof people who have lookedinto the German situation. Some say accelerated
depreciation certainly was a very important influence in the development of the German economy between
1933 and the war. Others say it was really a very minor factor: that the major factor was the big orders
placed in the hands of business by the Hitler government. In 1934, it started to tell the businessmen what
to do and when to do it and how to do it. The policy of heavy spending on armaments, plus a directed
economy through government orders would lead to the same result, with or without accelerated deprecia-
tion." Blough. Roy, Accelerated Depreciation, Conference Board Business Record (New York), January1946, vol. 3, p. 50.

C2 Canada, Department of Reconstruction and Supply, Encouragement to Industrial Expansion in
Canada, Ottawa, Edmond Cloutier (King's Printer), 1948.

T3003-50-13 -
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will be reduced during the early and most fruitful years of the life of
the asset., and increased in the later years. If rates actually go up
in the later years, the business is penalized because it distorted its
income in the early years. If tax rates go down, the business enjoys
a Government subsidy. And, further-

If depreciation is a large element of cost, understatement of costs in the later
years might result in unjustified and unsound sales-price policies, an illusion of
competitive advantage, leading to price wars and a mistaken idea of the actual
profitableness of the business.n

Furthermore, there are various other ways in addition to accelerat-
ing depreciation whereby accountants disclose the extent to which
industry requires larger portions of current revenue to replace pro-
duction facilities. This information can be readily supplied to labor,
stockholders, and the public. 4 Moreover, so far as stockholders and
boards of directors are concerned, accounting is a method of informing
financial management; it is not a substitute for it."1 No board of
directors can be forced to declare dividends, nor accede to union de-
mands if the directors feel that it would amount to a distribution of
capital or that a surplus is needed to insure replacement of capital
assets.

RELATION TO SMALL BUSINESS

Accelerated depreciation, while said 55 to be helpful to small busi-
ness, might be of more benefit to big business than to small business.
It is during the early years of the life of a small firm that it has its
toughest sledding. Profits are small or nil. In such cases there
would be no advantage or small advantage in taking additional de-
preciation. No benefit would be derived. Big established business
on the other hand might be able to write off the accelerated deprecia-
tion from a new and perhaps not yet profitable plant from the profits
made from the remainder of the established profitable business .6

EXCESS CONSTRUCTION COST

It is not without significance that some of the claims business makes
with respect to depreciation are not acceptable to the accountants.
This is true as to a write-down of excess construction cost. The ac-
countants have actively opposed the practices of particular firms, and
the auditors have felt it necessary to qualify their certificates attached
to the reports of some such firms.58 The committee on accounting
procedure of the American Institute of Accountants had this to say:

The committee disapproves immediate write-downs of plant costs by charges
against current income in amounts believed to represent excessive or abnormal
cost occasioned by price levels.

Because of the opposition of the American Institute of Accountants
and the Securities and Exchange Commission, at least some of the

6u Austin, Maurice, Should the Tax Laws Permit Speeding Up Depreciation? Modern Industry (New
York), March 15,1947, vol. 13, No. 3, p. 116.

64 Schiff, Michael, Application of the Price Index Adjustment Concept of TDepreciation Charges, NA CA
Bulletin (New York), April 15,1949, vol. 30, p. 935.

a5 Fitzgerald, A. A., Depreciation and Fixed Asset Replacement, Australian Accountant (Sydney),
February 15, 1948, vol. 58, p. 33.

Cf. Blough, Carman C., Depreciation and Reserves, In Forecasting Financial Requirements, American
Management Association (Financial Management Series No. 87), p. 39.

*6 See Part I, Small Business Aspects of Problem.
67 Paul, Randolph, Taxation for Prosperity, New York, Bobbs-Merrill, 1947, p. 380.
as See, for example, the American Institute of Accountants' Accounting Trends in Corporate Report-,

New York, the Institute, 1949, pp. 58-62.
59 Depreciation and High Costs (Accounting Research Bulletin, No. 33), December 1947.
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companies have terminated this practice. Moreover, while some
businesses claimed a deduction on the theory that prices were so high
that they would have to fall, others (to be discussed in the next sec-
tion) were arguing that prices would go higher and were contending
that they should be allowed additional depreciation against assets now
held. One company got results by straddling the fence and looking
in both directions. It said: 60

If this high level of construction costs should continue into the future, ournormal depreciation allowances for replacement of existing prewar plant would be
inadequate. On the other hand, if future costs should prove to be substantially
lower, our new construction costs would be out of line with normal values. There-
fore, against the earnings of the second quarter, a charge of $1,000,000 has beenmade with an offsetting credit to a reserve for revaluation on the assumption that
one or the other of these two possibilities must be faced in the future.

Under such conditions, corporate financial reports might become
somewhat less informative. Due to such excursions and departures
from established standards in measuring income, any system of taxa-
tion based on income might be substantially impaired.

REPLACEMENT COST BASIS FOR COMPUTING DEPRECIATION

Accountants, both in this country,"' and in other countries 62 are in
general opposed to basing depreciation charges on replacement costs.
They favor retention of historical costs as the base. As a committee
of the American Institute of Accountants said: 6 3

It has been suggested in some quarters that the problem be met by increasing
depreciation charges against current income. The committee does not believe
that this is a satisfactory solution at this time. It believes that accounting and
financial reporting for general use will best serve their purposes by adhering to the
generally accepted concept of depreciation on cost, at least until the dollar is
stabilized at some level. An attempt to recognize current prices in providing
depreciation, to be consistent, would require the serious step of formally recording
appraised current values for all properties, and continuous and consistent depre-
ciation charges based on the new values. Without such formal steps, there
would be no objective standard by which to judge the propriety of the amounts
of depreciation charges against current income, and the significance of recorded
amounts of profit might be seriously impaired.

Those who are critical of the historical cost basis of computing
depreciation are really critical of the fluctuating dollar, or rather the
deflated dollar, because there will be little argument for substituting
replacement cost for historical cost in a period of declining prices.
They are critical of the fluctuating dollar in only this one respect.
They are not offering to pay their bondholders the face value of the
bond plus an amount equal to the change in the cost of living. The
business with a machine that will sell for more is complaining because
it will cost more to replace, whereas the bondholder can get no more
than the face value. If it is going to cost twice as much to build a
new plant as it did to build an existing one, the value of the latter
has gone up and the stockholder gets the benefit in increased prices
for goods sold. Why should he also currently get a tax deduction for

c 0 Libbey-Owens-Ford Glass Co. Footnote to report for second quarter, 1947.E1 American Institute of Accountants, Committee on Accounting Procedure, Depreciation and HighCosts (Accounting Research Bulletin No. 33, December 1937). See also Security and Exchange Commis-sion, Survey of American Listed Corporations, Data on Profitsand Operations Including Surplus, 1946-47,pt. III, p. XI; also its Fourteenth Annual Report, 1948, p. 111."2 Council of the Institute of Chartered Accountants in England and Wales, Rising Price Levels in Rela-tion to Accounts (Accounting Principle No. X11), the Accountant (London), Jan..15, 1949. vol. 120, pp.
u' American Institute of Accountants, Committee on Accounting Procedure, Depreciation and HighCosts (Accounting Research Bulletin, No. 33, December 1947.)
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money to be spent in replacing it, as well as depreciation later after it
is replaced, and in addition be permitted to pay back in depreciated
dollars the bondholder who may have helped finance the investment?
In other words, benefits would accrue to holders of property already
the primary beneficiaries of an inflation that has squeezed salaried
workers and other fixed-income groups. To the injury already done
by inflation will be added the burden of an increased share of the tax
load.

The producer with a low-cost plant has a very great advantage over
the producer with a high-cost plant.64 In addition, depreciation
allowances are being asked for a plant not yet built. And, after the
plant has been built, full depreciation will be wanted on the new
plant. Depreciation will be obtained both before and after. Whereas
a new plant just starting out will have to rely on the capital supplied
by the proprietors, the existing plant will be getting its new capital
from increased prices charged consumers and the reduced taxes granted
by the Government. Depreciation charges based on replacement
cost would confer a very great advantage on established business and
would handicap newly established firms competing in the same
industry.6 5

An analogy is frequently drawn between the replacement base cost
for computing depreciation and LIFO treatment of inventories. One
commentator agrees with economic analogy but not with the account-
ing analogy. He says: 66

In the case of LIFO the cost of goods sold which are charged against the income
statements are actual costs incurred in actual purchases of goods, which in most
cases will have actually been consumed in production and sold. Inventories
likewise are stated at actual incurred costs, though perhaps not recent ones. In
the case of plant, replacement costs have not yet been incurred, are indeed
unknown, and therefore invite the criticism of conjecture referred to above. No
conjecture is necessary as to what the costs of LIFO inventories are; the only
problem is that of selecting, among a number of incurred and recorded costs,
those which shall be charged off against current income and those which are to be
carried forward in the balance sheet inventories.

Even if the analogy held, the LIFO argument would not be entirely convincing.
Suppose, as some fear, we were to have a continuously progressive inflation, with
continuously higher prices of inventory quantities. Then the question would
arise whether it was advisable, both from a business standpoint and from a tax
standpoint, to retain in the balance sheet base inventory prices from which
current prices were constantly departing by a wider margin and to which they
probably would never return. The more usual theory of LIFO inventory prices
assumes, among other things, that they represent low levels to which actual prices
will from time to time approximately return. If there is never to be a return to
the inventory prices, the tax recognition of LIFO would be likely to fall into
jeopardy and doubt would arise about its business expediency. As a matter
of fact, though the course of recent events makes the prospect of continuously
rising prices less likely, they show no promise of dropping back to prewar levels.

Among the many difficulties incident to adopting the replacement
cost as the basis for computing depreciation,

The most striking is the impossibility of predicting the eventual cost of replacing
a productive asset. How many are prepared to state what the price level will be,
2 years from today, to say nothing of trying to guess what it will be 5 or 10 years
hence when many of these assets are to be replaced? To complicate the problem

f4 If he does not think so, as one writer suggests, let him junk his low-cost plant and buy a new one at the
latest inflated cost. Snyder, Ralph W., Journal of Accountancy (New York), October 1948, vol. 86, p. A-8.

85 Keown, K. C., Charging of Depreciation on the Basis of Replacement Cost, Australian Accountant
(Sydney), May 1948, vol. 18, p. 142.

65 SandersThomas H., Depreciation and 1949 Price Levels, Harvard Business Review (Boston), May
1949, vol. 27, pp. 303-304. See also The Depreciation Dilemma, Fortune (Chicago), January 1949, vol. 34,
No 1, p. 67.
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further, productive assets are not generally all replaced at the same time. Most
plants are made up of assets having varying life expectancies, and the price levels
are not at all likelv to be the same in the several years in which those replacements
are made. Accordingly, it would be necessary, not only to guess the price level
in a particular future year, but to guess what proportion of the facilities are likely
to be replaced in that year.

Price levels may rise and fall, and rise and fall again, before many of these
assets will have to be replaced. Are the depreciation charges to remain constant
on the basis of expected cost of replacement in the year it is thought these facilities
will be replaced, or are they are to rise and fall as current replacement costs rise
and fall as though they were going to be replaced at current prices? Either
way, any attempt to depreciate in such a way as to provide for replacement cost
would only by the wildest luck result in an accumulation of charges that would
come anywhere close to the actual replacement cost of identical facilities.67

Beyond this, it would be very difficult to distinguish between
higher replacement costs due to price changes and those due to other
causes, and in addition-

* * * any attempt to establish replacement as a function of depreciation
only serves to obscure the importance of the cost-recovery function.68

REVALUATION OF ASSETS

The principal argument against a revaluation of all assets in terms
of replacement costs, and permitting depreciation for tax purposes to
be taken on the new value is much the same as the argument against
the replacement cost basis. The argument in the latter case has-been
stated as follows: 69

If we want our accounting statements to present income and expense items
only in terms of their current purchasing power, let us adopt some arbitrary unit
of measurement having constant value to which all transactions in dollars may
be adjusted and do our reporting on that basis. What point is there in trying
to make adjustments for the purchasing power of the dollar in some phases
of the accounts while other large segments are unadjusted? Suppose a company
has for years carried a million dollars' worth of Government bonds to assure
itself of ready working capital; does it take into consideration the fact that the
million dollars it can get for those bonds may not buy more than half the goods
and services that it would have bought when it was put into the bond 10 years ago?
Or if the company has $20,000,000 of bonds outstanding which it borrowed
10 years ago, is it going to recognize that it can pay off that $20,000,000 of
obligation by using dollars which have only one-half of the purchasing power
they had on the date the money was borrowed? The same question may be
asked regarding all the other items reflected in the financial statement in terms
of dollars.

Frequent reference is made to the unpleasant experience in the
United States in the 1920's when many businesses wrote up their
assets only to write them down again in the 1930's. As one writer
said: '°

Time cannot have dimmed management's memory of this act. The accounting
profession countenanced the write-up of assets and depreciation in the inflationary
period of the 1920's and their write-down with equal agility and discredit in the
depression years in the 1930's.

It brought as many new problems as it solved, and its imperfections
have led most of us who went through those eras to say, Never

67 Blough, Carman G., Depreciation and Reserves, in Forecasting Financial Requirements, American
Management Association (Financial Management Series), p. 38.

e5 Dohr, James L., Depreciation and the Price Level, the Accounting Review (Chicago), April 1948,vol. 23, p. 118.
45 Blough. Carman G., Depreciation and Reserves, in Forecasting Financial Requirements, American

Management Association (Financial Management Series, No. 87) p. 37. See also E. B. No'tcliffe, Revision
of the Balance Sheets in France, Accountant (London), June 25, 1949, vol. 120, p. 533.

70 Landman. J. H., Replacement Depreciation, Dun's Review (New York), February 1949, pp. 57-58.
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again! 71 Clearly then, unless inflation proceeds to a much further
degree than currently appears likely, this seems to be much too
difficult a problem for the accountants.

REVENUE ASPECTS

The Government may lose billions of dollars if any of several of the
proposals frequently advocated for accelerated depreciation are
adopted. If, for example, underdepreciation of corporate assets for
the last 3 years has totaled $12,000,000,000 72 and such amount
had been actually deducted from income, revenues would have been
reduced by $4,560,000,000 (38 percent of $12,000,000,000). One of
the most conservative proponents of sound depreciation practice
admits that a return to the pre-1934 practice would result in a revenue
loss that would be too great during the first several years.7 3 Another
concedes that even a moderately liberal plan of accelerated deprecia-
tion might cost as much as $1,000,000,000 a year for several years.7 4

In the face of the budget deficit for 1949 and the contemplated deficit
for 1950, it hardly seems feasible at this time to introduce radical
changes in depreciation policy as proposed in some of the plans which
are admittedly arbitrary and not based on sound economics or
accounting principles.

It is also clear that the assertion that in the long run there would be
no revenue loss from accelerated rates is without foundation. For
example, suppose a firm whose machinery has a 10-year life has the
policy of installing one new machine each year which costs $1,000.
With 10 machines in operation it would take depreciation of $1,000
annually. If depreciation rates were doubled for existing assets as
well as new assets, the firm would take $1,900 depreciation deduction
the first year after the doubling, $1,700 the second, $1,500 the third,
$1,300 the.fourth, $1,100 the fifth,7" and $1,000 each year thereafter.

7' Broad, Samuel J., Effects of Price Level Changes on Financial Statements, NACA Bulletin (New
York), July 1, 1948, vol. 29, p. 1341. See also Turner, Clarence L., Treatment of Depreciation of Replace-
ment Values, Proceedings of New York University Seventh Annual Institute on Federal Taxation, New
York, Mathew Bender & Co., 1949, pp. 69-70.

72 The Underdepreciation of Corporate Assets, National City Bank Monthly Letter on Economic Con-
ditions (New York), August 1949, pp. 90-92.

73 Norton, Paul T., Jr., Depreciation and Obsolescence, Manufacturers Record (Baltimore), May 1949,
vol. 118, No. 5, P. 65.

7' Bowen, Howard R. The Future of the Corporation Income Tax, New York, Irving Trust Co., 1946,
p. 25.

75 The mathematics are as follows. In the first year of the doubled rates, there will be 1 machine with a

depreciated value of $100, and there will be 9 with a depreciated value of $200 or more to which the doubled
rates (20 percent or $200 per machine) may be taken. The depreciation would thus be $100 plus 9 times
$200 equals $1,900. For the secondyear, there would be 1 machine with a depreciated value of $100 and 8
with a depreciated value of $200 or more. The depreciation in the second year would thus be $1,700. Similar
computations for the third, fourth, and fifth years would yield results of $1,500, $1,300, and $1,100.
X Another example will further illustrate the permanent revenue loss aspects. Suppose the case of a business

adding one new machine each year at a cost of $1,000. Assume it would ordinarily be written off in 1 years,
but under accelerated depreciation all is written off in the first year. The write-offs under the two schemes
would be as follows:

c Equal write-offs over 5 years Write-off all in 1 year

Year of
asset 1949 1950 1951 1952 1953 1954 1949 | 1950 1951 1952 1953 1954

1949 ---- $1,000 $200 $200 $200 $200 $200 - $1,000
1950 ---- 1,000 - 200 200 200 200 $200 ----- $1,000
1951:--- 1:000 -200 200 200 200 -$1,000
1952--- 1,000- 200 200 200- $1, 000 --

1953 ---- 1,000- 200 200- $1,000
1954 -- 2 4 °° 600 800------ ------ 100- ------- 11$, 1

_ 200 40 0 0 , 000 l, 000 l, 000 l, 000 l, 000 l, 000 l, 000 1, 000
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Therefore, during the first 5 years a total of $2,500 additional depre-
ciation would be taken and the taxes thereon would be permanently
lost so long as the firm remains in business and replaces machinery
at the rate that it writes it off, because it would still continue to take
$1,000 depreciation annually the same as it took before the deprecia-
tion rate was doubled. So long then as the firm-or the economy in
general with new firms coming into the picture-continues to expand
*or replace machinery as fast as it writes it off, there will continue to
be a permanent loss in revenue.

Even if we assume that in the long run the Government has nothing
to lose so far as revenue is concerned (which assumption is contrary
to fact) accelerated depreciation which distorts income and reduces
taxes during the early years of the life of an asset actually results in
an interest-free loan by the Government. This comes about in this
way. Assume a 10-year useful life for an asset and a normal annual
depreciation on a million dollar investment of $100,000. Let us
further assume that the investment is to be written off in 5 years
instead of 10 so that for 5 years the annual deduction will be $200,000.
Thus the taxpayer's income is reduced by $100,000 and its taxes by
$38,000, assuming continuance of the present 38 percent rate. There-
fore, taxpayer has $38,000 more in cash than it otherwise would have
had. At the end of 2 years, it would have $76,000, at the end of 3
years, $114,000, at the end of 4 years, $152,000, and at the end of 5
years $190,000. To be sure over the next 5 years, additional taxes
may recover the "loan" but in the meantime the business will have
had the use of these sums interest-free, at the expense of the public
at large.

TAX BENEFIT RULE AND CARRY-OVERS

While it is true that business in years of income loss gets no
tax benefit 7 6 from the depreciation deduction, it likewise may get little if
any tax benefit from the deductions for salaries and wages paid, for
interest paid, for rent paid, and other expenditures. Depreciation
is an expense just as truly as are these other items. It represents the
wear and tear and obsolescence of the machine during the 12-month
period. The tax law recognizes that deductions of this kind may
create hardships especially for business with alternately lean and fat
years and seeks to correct the hardship through the instrument of
carry-backs and carry-forwards."7 A net operating loss (including
one contributed to through depreciation deductions) may be carried
back to reduce the profits of the two preceding years or carried for-
ward to reduce the profits of the two succeeding years. Thus a firm
has a 5-year period in which to average out its losses. The President
has recently recommended that this period be lengthened." By and
large this provision may adequately take care of the vast majority
of cases.

THE INFLATION ANGLE

With the peak of inflation having passed, there may be.little point
in discussing accelerated depreciation other than as an aid in a period
of depression. But often in a period of declining business activity,
business may desire to take less depreciation, maintenance, and
TO See pt. II, Tax Benefit Rule.

I. R. C., sec. 23 (s), 122.
*3 Economic Report of the President, transmitted to the Congress July 1949, pp. 8, 13.
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so forth, rather than more. Thereby its earnings statement may
look better to the bank or to merchandise and other suppliers whose
support it feels it may need.

PART IV. REBUTTAL OF OPPOSITION ARGUMENTS

INTRODUCTION

This part IV offers a brief rebuttal of some of the major arguments
presented against the complaints and proposals by and on behalf of
business. It is true that throughout parts I and II some of the
opposition arguments were anticipated. But briefly here there are
summarized certain aspects of the argument that might have con-
fused the flow of the statement had they been made earlier. The
most important of the considerations are rebuttal of the distortion-
of-income argument, estimates of loss of revenue, and the role of
Government as the protector of business against its own weaknesses.

THE DISTORTION OF INCOME ARGUMENT

The argument that various depreciation plans distort income ignores
the fact that it is the present law, regulations and administration
which are distorting income. Court decisions are numerous, show-
ing income subject to tax as different from income as recognized by
accepted. accounting principles. Writers set forth lists of the differ-
ences,79 including "horrible examples" of violations of good accounting
practice.8 0 There is also strong evidence of the ability of accounting
organizations to keep industries in line when they depart from ac-
cepted accounting principles; the action of United States Steel and
du Pont are cases in point.

The contention that the Bureau of Internal Revenue, upon produc-
tion of proof, readily grants departures from the useful life averages
as published in Bulletin F and that court cases challenging its
determinations are infrequent and reversals~ rare takes no account of
the great difficulty of proving in advance that a "useful life" estab-
lished by the Bureau is not going to be the real useful life. Thus the
practical course is to pay up in spite of the injustice rather than to
resort to the expensive gamble of taking a case to court. But even
beyond this, the argument that the Bureau is supported by the courts
proves little. In the first place, the courts may be interpreting a bad
law economically incorrectly drawn and administered. Further
assuming the law is correctly drawn, this would not be the first time
legal interpretations have violated economic concepts.

REVENUE LOSSES

Revenue losses must of course be considered seriously in any change
in the tax laws. But if current depreciation policy results in taxing
capital rather than income, it is both uneconomic and unjust. To
lose such revenues is to increase economic health, equity, and justice.

The conditions cited under which a permanent revenue loss will be
79 Edelman, Chester M., Is Income Tax Accounting "Good" Accounting Practice? Taxes (Chicago),

February 1946, vol. 24, 112-134; Lasser, J. K. and Peloubet, Maurice E., Tax Accounting versus Commercial
Accounting, Journal of Accountancy (New York), April 1949, vol. 87, pp. 279-287.

go Seghers, Paul D., Tax Accounting Compared With Recognized Accounting Principles, National Tax
Journal (Lancaster Pa.), December 1948. vol. 1, pp. 341-352.
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experienced through accelerated depreciation include the rapid writing
off of existing equipment and the continued replacement of that
equipment as soon as 100 percent depreciation has been taken.
There are at least two countervailing considerations. Such an
argument assumes a period of considerable economic prosperity
which in itself would bring additional revenue. Moreover, business
is not likely to engage in wasteful practices and scrap perfectly good
and efficient machinery. Even though full depreciation has been
theretofore taken, the machinery will be continued in operation and
taxes paid on income (without benefit of depreciation allowances in
the later years) until it is economically beneficial to replace the equip-
ment.

As for fears of revenue losses based on the thought of business
abandoning established accounting practices and taking depreciation
without reference to any good sense or judgment, they may be dis-
missed as groundless. Business will realize that if it is imprudent
today in deducting excess depreciation, it will pay for it in future years
when it has no depreciation to deduct. But even if business did fail
to exercise good judgment, the fact is that by and large the dollar gain
to business in the early years of the life of an asset would be made up
later after the assets are fully depreciated. Then business would have
to pay on income without benefit of further deductions for deprecia-
tion.

OTHER ASPECTS

The point is sometimes made that business would adopt policies
that would prove detrimental to itself if it were given the opportunity
to take depreciation without limitation or restriction. However,
only a small minority of business asks unrestricted depreciation.
The accounting profession and the Securities and Exchange Com-
mission will go far toward preventing radical departures from accepted
accounting practices. Even more it raises the question whether the
tax administration must be the protector of business against the harms
it might inflict on itself, a question not susceptible at present of an
a priori answer inasmuch as even in tax matters no business can do
serious injury to itself without to some extent injuring its workers,
stockholders, customers, and the general public.

Another aspect of the opposition argument is to point out how there
may be undesirable consequences to accelerated depreciation in times
of inflation and that there may be a minimum of benefits in times of
depression. These arguments overlook the long run consequences of
depreciation policy. They seemingly proceed from the premise that
we will always be either in a period of boom or depression and give
no recognition to a normal period of economic activity or at the begin-
ning of a decline. It is at such time that it is important to preserve
stability and promote investment. A sound liberal depreciation
policy for reasons previously stated will help to do that.

One final point may be made. There is at times a reluctance to
correct one inequity because another and equally important inequity
is not, or cannot be, corrected at the same time. For example it may
be and is argued that advocates of the replacement-cost basis for
computing depreciation are in fact complaining of one of the con-
sequences of inflation. The answer, of course, is that because a cor-
rection of depreciation policy does not correct all the other ills con-
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sequent upon inflation is no reason why the depreciation aspects
should not be corrected.

SUMMARY

The principal points and pro and con arguments of the entire paper
are presented below in very summary form. It must be recognized
that the summary is only a summary and many of the seemingly
"precise" statements therein are somewhat modified in the body of
the paper.

THE PROBLEM

Depreciation exerts a profound influence upon the investment of venture
capital. It is important to business that it be able to recover its investment
tax-free.

The law and regulations as currently
phrased and administered, make de-
preciation a great source of controversy
between taxpayers and the tax adminis-
tration.

Because of the restrictive policies of
the Bureau of Internal Revenue, depre-
ciation is understated and profits are
overstated. Business is not able to
recover its investment tax-free. Capi-
tal as well as income is being taxed.
This is a deterrent to desirable invest-
ment.

A large part of the problem stems
from the unreasonably long period over
which the Bureau requires taxpayers to
write off their assets.

The law and regulations are directed
toward a fair determination of income.
The claims of business, if granted, would
often result in a distortion of income.
It is the duty of the Bureau to work for
a fairly administered tax law, applied
with equal justice to all. The com-
plaints of business against the ad-
ministration of the law are infrequently
carried to the courts, and are rarely
sustained when carried there. This
lends support to the belief of fair and
accurate determinations.

MORE FREEDOM TO BusINEss

Greater freedom to business to select its own method and rate of depreciation
is frequently urged. The proposals sometimes take the form of giving business
free rein to do just about what it wishes in the way of depreciation (so long as it
sticks to a recognized system). The proposals also shift to the Bureau the burden
of proving the error of business action.

The Bureau has made estimates of
useful life of assets to which it rigidly
adheres. It is well-known that the
useful life of an asset is largely a matter
of. opinion and is beyond scientific
ascertainment. There can be no ad-
vance accurate measurement. Business
believes the Bureau has selected too
long a period over which depreciation
is to be taken and this has become a
source of very great controversy. It is
a fruitless controversy which could be
eliminated by letting business select its
own method and period for writing off
the assets. Business is certainly in a
better position to estimate the lives of
its assets than is the Treasury, and the
Treasury has really little in the long run
to lose no matter how fast or slow busi-
ness writes off its assets. But it is
extremely important to the individual
business.

A rough sort of justice could be
attained by letting taxpayers vary
Bureau depreciation by one-quarter or
one-half. A declining balance method

Much is made of the overestimates of
useful lives as determined by the
Treasury. Yet, it is a fact that tax-
payers infrequently think enough of
their cases to take them to court, and
when they do they are less frequently
successful. Students of the problem
recognize that the Bureau has the facts
to base its determination of useful lives.

The Bureau is interested in an ac-
curate determination of income, because
it is that with which we are concerned.
Many of the proposals made ignore this,
and head away from the goal of really
trying to determine what is true income.
This may create inequity, complicate
the tax system, and have unwholesome
economic consequences.

Much of what is currently being asked
was in operation for the years before
1934, but it proved so unsatisfactory
to the Congress and the Bureau that a
change was made.. The result of a
change back to this earlier system would
present serious administrative problems.
It may also be observed that pre-1934
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of 250 percent of present straight-line
rates would also aid in giving an
especially large return of capital in the
early years of an asset's life.

In any event, the burden of proof
should be on the Treasury to prove the
taxpayer has been unreasonable, rather
than vice versa.

Much can be learned from the ex-
perience of Sweden in its liberal law.

The fact that few cases are taken to
court and fewer are successful proves
little. It assumes that the law as now
drafted and interpreted by the courts
correctly defines and regulates depre-
ciation. Further, the time and expense
may just not be worth it, and the tax-
payer may hope that his income will
hold up so that eventually he may get
his capital back.

policies lacked any effective stimulus to
investment in the early 1930's.

As for shifting the burden of proof
from the taxpayer to the Treasury, that
does not seem logical. The Bureau has
determined over the years the average
life of most types of assets, and if the
taxpayer believes his assets will de-
preciate faster or slower than the
average, he should be able to prove it.
It may also be observed that pre-1934
policies lacked any effective stimulus to
investment in the early 1930's.

Much of the agitation for a change in
depreciation policy has come in recent
years of great expansion without bene-
fit of liberalized depreciation and it is a
real question whether greater industrial
expansion fostered by more liberal de-
preciation might not have resulted in a
greater inflation than we have already
suffered.

SPECIAL INCENTIVE PROPOSALS

Rapid write-off of assets is sometimes proposed as a method of stimulating
investment especially during periods of depressed economic conditions. Two
devices suggested are a large initial allowance in the first year, or permission to
write off the entire investment over a period of 5 years.

Either proposal would go far toward
taking the risk out of investment. If
business felt sure that it could get back
much of its capital in the first year, or
all of it back in a few years, this would
remove much of the hesitance present
at any time. Our experience during
World War II with 5-year amortiza-
tion of defense facilities showed the
powerful stimulus provided by such a
device. Note may also be taken of
Germany's accelerated depreciation pro-
gram in the 1930's and Canada's post-
war experience.

The result of such a program might be
to stimulate industry in good times when
it needed no stimulation, and fail to pro-
vide a stimulus in bad times because
there would be no income against which
to write off the extra depreciation. But
even assuming we had a plan which
would provide the needed stimulus
there may be other problems. Most
incentive tax schemes are suspect, even
by industry itself. We may well ques-
tion whether any scheme would not
produce more problems than it solved.
Little can really be drawn from our
World War II experience of Germany
or the postwar experience of Canada

EFFECTS ON SMALL BUSINESS

There is some disagreement as to whether accelerated depreciation would be
helpful to small business.

Small business must depend largely
on internal financing. Temporary re-
duction in taxes through increased al-
lowances for depreciation might well
provide the necessary capital to allow
the business to expand and prosper.
The contention that small business in its
early years would have little income
against which to write off increased
depreciation can be answered by al-
lowing the increase to be taken in any
of the first 5 years, for example. But
perhaps the best answer of all is that
small business is an earnest advocate
for the increased allowance.

Accelerated depreciation may well
work to the benefit of big business.
Small business in its early stages may
have little or no profits against which to
write off additional depreciation. Big
business on the other hand though
losing money on a new operation may
write off the loss and increased deprecia-
tion against the profits of other opera-
tions.
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DEPRECIATION BASED ON REPLACEMENT COSTS

In periods of inflation when construction costs are rapidly rising or have leveled
off far above earlier normals, and business is unable to finance replacements out
of the depreciation account, it is proposed that business be permitted a deduction
for sums set aside for investment, that depreciation be based on replacement
cost, or that all assets be revalued and depreciation be based on the new values.

To avoid technological stagnation,
business must replace worn-out and
obsolete equipment. However, when
depreciation is based on original cost,
business cannot deduct sums adequate
to finance replacement. Underdepre-
ciation for the last 3 years has been
estimated at $12,000,000,000. This sum
then has been taxed as profits, which
were really illusory profits because
needed to replace assets which wore
out at this rate so far as replacement
cost was concerned but which the tax
law did not recognize.

The Securities and Exchange Com-
mission, along with the accountants'
associations throughout the world, con-
demn the practice of basing deprecia-
tion on replacement costs. In the
first place, there is no objective standard
for measuring replacement cost. Critics
of historic cost are really critical of
inflation. To compute depreciation on
replacement cost would give very great
advantage to the business already es-
tablished which has a plant built during
a time of low cost to the disadvantage
of the business with a new high-cost
plant. Further, business will quickly
lose its enthusiasm for a replacement
cost basis once prices have declined sub-
stantially.

REVENUE ASPECTS

The effect on the revenues of any proposition is very important in these days as
we seem to be headed toward another series of Federal deficits. Any allowance
of increased depreciation would cause a short-term reduction in revenues. There
is a conflict in the thinking as to the long-range effects of increased depreciation.

Admittedly there will be some im-
mediate loss in revenue from increased
depreciation allowances. But what the
Treasury loses in substantial part in the
early years, it will get back in later
years, because the taxpayer is limited in
his deductions to his total investment,
whether he takes the deduction early or
late in the life of the asset. Further,
the stimulus to business will in the long
run bring in more revenue. Further,
this should- not be looked upon as
"giving" something away; rather (at
least in many cases) it is a refraining
from continuance on the part of the
Government from taking revenues which
it should not have been taking.

For each $1,000,000,000 of increased
depreciation allowed, the Treasury will
suffer a loss of $380,000,000. (Business
estimates of underdepreciation for the
last 3 years are $12,000,000,000.) It
is clear that there will be a long-run
loss, which might be quite substantial
under many plans of accelerated depre-
ciation. It is important too to remem-
ber that even a short-term loss (which
is in effect a loan by the public) must be
financed by someone. This may mean
added taxes, which will be imposed on
persons who will not benefit by in-
creased depreciation allowances.

TAX BENEFITS FROM DEDUCTIONS FOR DEPRECIATION

If a taxpayer suffers a loss in a particular year, he must continue to take his
deduction for depreciation even though such deduction simply increases the
loss, and the taxpayer thereby gets no benefit from the deduction. The difficulty
is tempered somewhat by the carry-over provisions which permit taxpayers to
carry-back losses and charge them against income of the preceding 2 years, or
carry them forward as a charge against income of the following 2 years.

To require a taxpayer to deduct for
depreciation in a year in which he
suffers a loss is to deny him the oppor-
tunity to recover his investment tax-
free. Losses create no fund for the
recovery of capital. Taxpayers should
not be required to deduct depreciation

Depreciation is an expense of opera-
tion just as truly as wages, interest, or
rent. These expenditures must be de-
ducted, profit or no profit. The tax
law does recognize the problem and
makes allowances through carry-for-
ward provisions under which each
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in a year in which they have a loss; or
as an alternative they should be per-
mitted to carry forward the loss
indefinitely as is permitted in certain
countries.

In reply to the argument in the
opposite column, there is a difference
between deductions for depreciation
and deductions for wages, etc. Some
control can be exercised over the latter
or they can be cut off entirely. But
depreciation is the return of capital on
an expenditure made years before. To
insure investments, its return must
seem reasonably clear before an invest-
ment will be made.

business has a 5-year period against
which to set off its losses. This will
certainly take care of most cases, but
even this could be lengthened if con-
sidered helpful.



CHAPTER VIII

MISCELLANEOUS PROPOSALS FOR STIMULATING
PRIVATE CAPITAL INVESTMENT

Proposals advocated as necessary to sustain or increase the flow
of private funds into capital formation are obviously as varied as
the views taken of the nature and urgency of the investment problem.
Prescriptions vary with diagnoses.

There are, first of all, those who ask, Why do anything at all?
If the government only keeps its hands off, natural forces will take
care of maladjustments. According to Dr. Willford I. King:

* * * whenever * * * new equipment for producing direct goods is
much needed, interest and profit rates rise, and, as a result, we invest more and
spend less. Thus adjustments in the direction of equilibrium are always being
made. The process is automatic, hence economists have no occasion to worry
either about lack of opportunities for investment or about a surplus of funds await-
ing investment.'

A point of view almost diametrically the opposite is found in the
words of Dr. Alvin H. Hansen, of Harvard University, and shared in
general by followers of Lord Keynes.

The high savings economy, barring government intervention, can escape a fall
in income and employment only through the continuous development of new
outlets for capital expenditures. As far as private investment outlets are con-
cerned, this requires continuous technological progress, the rise of new industries,
the discovery of new resources, and growth of population, or a combination of
several or all of these developments. 2

In between these two schools of thought, one can find almost
every gradation of recommendation. In order not to labor the point,
one citation will suffice. Prof. Howard Ellis, of the University of
California, and president in 1949 of the American Economic Associa-
tion, maintains that an economic policy which combines the positive
contributions and rej ects the extravagances in both the oversaving and
classical positions would not be directed-

* * * toward the reduction of saving nor the conjuring up of created invest-
ment outlets; it (would be) directed against those factors which both wings of
theoretical opinion envisage as impeding the flow of saving to investment-price
rigidities, monopoly, inequality, political obstacles to free private enterprise and
initiative. The philosophy is liberal in that it seeks to rehabilitate and perpetuate
private enterprise and competition; but it is also radical. In the first place, it
accepts extensive government expansion into the field of investment as a means
of breaking industrial and labor-union monopolies and price rigidities; and as a
means of launching production to correspond with the social wants of a relatively
high-income country-into slum clearance, hospitals, recreational opportunities,
free public education, and the like. In doing so, the state must seek to compete
with private, competitive industry directly as little as possible, and it must avoid
a ruinous indirect competition through failure to charge to its projects their full
opportunity costs in labor, land, and capital. The creation of a separate capital

I King, Willford I., Are We Suffering From Economic Maturity? Journal of Political Economy, October
1039, vol. 48, p. 616. This quotation and a similar one by Dr. Alvin H. Hansen are quoted by Howard S.
Ellis in his essay, Monetary Policy and Investment, American Economic Review, March 1940, vol. 30,
p. 27.

2 Hansen, Alvin H., Fiscal Policy and Business Cycles, pp. 346-347.
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budget for public investments would eliminate the anomaly of charging capital
expenditures to current income; on the other hand, since the breaking into
monopoly profits might show some handsome returns upon the public ventures,
it might be wise to record that fact also. In the second place, inequality of wealth
and income must be vastly decreased. Investment opportunities for capital and
careers open to the talents must be widely distributed if a system is to be com-
petitive. If business interests adopt an attitude of irreconcilableness, they pro-
long and intensify unemployment and sow the seed of crackpot schemes for
"30-Thursday," "share the wealth," or social revolutions

For purposes of convenience this chapter will be divided into three
parts: The first summarizing certain monetary and credit pro-
posals for stimulating private investment, the second paying attention
to various proposals for direct government action in individual
industries with special emphasis on housing, the third giving brief
mention to a hodge-podge of miscellaneous prescriptions.

MEASURES AFFECTING AVAILABILITY OF CREDIT

In its broadest aspect, monetary policy is virtually indispensable to
any positive investment stabilization program, since it is only the
creation of funds through the central bank that enables the govern-
ment to plan its expenditure programs with some degree of inde-
pendence from its tax programs. Here, however, attention will be
focused only on those aspects of monetary policy which influence the
availability and cost of credit to private business and individuals.

Two are made: First, that monetary measures can in themselves
provide a powerful inducement to investment, and hence forestall any
serious recession or initiate a business recovery; secondly, that they
offer a highly effective means of mitigating the severity of a business
decline. The first claim concentrates on interest rates as a strategic
determinant of investment; the second regards the pursuit of liquidity
as an important factor intensifying the severity of a downswing.

The basis of the first claim is that by appropriate open-market and
rediscount-rate policy the rate of interest can be lowered to a point
where business will find it desirable to expand investment. The
process thus begun will be cumulative: once the system is pushed off
dead center, a rising national income and a low stable rate of interest
will induce an ever-expanding volumne of investment.

The second claim starts from the fact that an initial downswing,
whatever the originating causes, is certain to be followed, unless
counteracting measures are taken, by a period of liquidation which
may add to the cumulative forces of decline even more than the
initially disturbing factors. The effort on the part of members of the
business community to achieve liquidity at each other's expense by
calling loans, withdrawal of funds, et cetera, is inevitably self-de-
feating, and results in a further contraction of business activity and
an increasing number of business failures. It is argued that this
move for liquidity can be forestalled by appropriate monetary action,
and the severity of the recession therefore greatly reduced.
Somhe lessons out of the past

There have been three periods within recent decades during which
the Federal Reserve pursued an easy money policy: during the rela-
tively mild recessions of 1924 and 1927, after both of which a rapid

3 Ellis, Howard, Monetary Policy and Investment, American Economic Review, March.1940, vol. 30,p. 37; reprinted in Readings in Business Cycle Theory (1944), pp. 419-420.
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revival of business activity took place; and 1930 to the present. None
of these periods yields conclusive evidence as to the effectiveness of
such a policy as an independent stimulus to investment.

The experience of the 1930's seems to indicate that monetary policy
cannot serve as a strong and independent stimulus to investment once
depression has reached a point where a large fraction of industrial
capacity lies idle, and business expectations have become blackly
pessimistic. Although the Federal Reserve System did not pursue a
consistent and vigorous easy money poliev from 1929 to mid-1932, after
that time bank reserves were made plentiful and interest rates greatly
reduced. From July 1932 until early in 1937 there was a steady in-
crease in member bank reserve balances, from 2.0 to 6.8 billion dollars,
and excess reserves mounted from 200 million to over 2 billion dbllars.
Concurrently there was a very substantial fall in interest rates;
customers' rates in New York City declined from 4% percent in mid-
1932 to 1Y percent in mid-1935, and fluctuated around that level
thereafter. Bank rates in other sections of the country and bond
yields showed about the same movement. Despite this substantial
increase in the availability of credit and reduction in its cost, there
was no expansion of lending operations and no substantial recovery of
private investment.

Beginning in 1930, years before the advent to power of the New
Deal, when Government only tried those monetary policies wholly
approved by business, such as open market operations and the redis-
count rate-and then only to the extent business wanted-a vast
wave of liquidation took place. During the 3 years 1930, 1931,
and 1932 bank failures averaged 1,700 a year; 86,462 businesses with
combined liabilities of more than 2.3 billion dollars went into bank-
ruptcy; and 486,000 farm mortgages were foreclosed or the property
transferred to avoid foreclosure. The extent of the panicky with-
drawal of bank deposits by individuals is indicated by the fact that
money in circulation increased from 4.2 billion dollars in mid-1930
to 6.7 billion dollars in March 1933, despite the fact that real busi-
ness and personal needs for cash balances were steadily declining.

Open market operations and manipulations of the rediscount rate
proved totally inadequate to provide relief. Banks faced unprece-
dented withdrawals and shrinking of asset values. Eligibility require-
ments for rediscounting limited their access to Federal Reserve credit,
and the Reserve banks themselves were limited by the requirement
that collateral against Federal Reserve notes had to consist of gold
and eligible paper.

Fresh measures and changes in the rules were not undertaken until
the beginning of 1932, after the wave of liquidation had already pro-
gressed far. The Glass-Steagall Act of February permitted the
Reserve banks to lend to member banks on any sound asset, and per-
mitted the use of United States obligations as collateral for Federal
Reserve notes. One of the major reasons for establishing the RFC
in this. period was to permit banks and other financial institutions to
obtain adequate funds for withdrawals and to aid in the liquidation
or reorganization of closed banks. Even here, however, the law
required that all RFC loans had to be fully and adequately secured,
a provision which prevented those institutions most in need of funds
from obtaining them. The Banking Act of 1933 sought to remove
the strain of runs on the banking system by providing deposit insur-
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ance. Not until 1938, however, were any positive steps taken to
ease the conservation valuation methods of bank supervisors, which
tended to intensify the move for liquidity by enforcing drastic write-
downs of assets; the steps taken then were limited, applying only to
bond valuations.

Government monetary action outside the banking field, designed
to meet credit needs where access to private sources was difficult,
was rather limited in magnitude, and was initiated only tardily. In
the industrial field, the RFC and the Federal Reserve banks were
the chief lending agencies, and their activities were modest. From
February 1932 to March 1938, total RFC authorizations to nonfi-
nancial institutions amounted to only 825 million dollars, or an average
of only about 120 million dollars a year; the bulk of this, 80 percent,
went to railroads. From 1934 to 1938 direct advances of the Reserve
banks totalled only 105 million dollars, and in addition they guar-
anteed 85.5 million dollars of loans made by member banks. Only a
small percentage of both the RFC and Reserve bank loans went to
small businesses, whose needs for capital were frequently most acute.'

Measures designed to reduce market rates of interest and increase
the availability of credit are likely, thus, to be ineffective in stimulat-
ing investment. Over the short periods of 3 to 5 years within which
most businessmen insist that a new investment be paid out, interest
costs are a relatively small percentage of total expected returns, and
hence exert little influence on the decision whether to make the invest-
ment. As a possible exception should be noted such fields as public
utilities, where the physical life of plant is very long and where demand
can be forecast for long periods with fair certainty, interest costs may
there have more proportionate weight in the scale of market prospects.
Present governmental monetary powers

The Government now has three major types of monetary powers
to help avert or combat a collapse of private capital formation. The
first relates to the action which may be taken by the Federal Reserve
Board in regard to bank reserves and interest rates; the second to
the provisions for using bank deposits; and the third to the provisions
for Government loans to business.

Used with customary judgment and liberality, the powers of the
Reserve Board to engage in open market operations, to vary reserve
requirements and rediscount rates, and to advance funds to member
banks on any sound asset, seem adequate to satisfy the demands of
the banking system for liquidity under any probable circumstances.
If a liberal construction is maintained on what constitutes sound
assets, banks will be able to secure funds to meet their withdrawals,
and thus remove a powerful motive for adoption of restrictive credit
practices. Deposit insurance under FDIC also reduces banks' desires
for liquidity, since it minimizes the threat of large-scale panicky
withdrawals.

Two agencies-the Reconstruction Finance Corporation and the
Reserve banks-have the power to make direct loans to business in
cases where private credit facilities are inadequate. The authority

4 Recent data are not available. The TNEC found that of all business loans disbursed by RFc up to
February 29, 1940, only 1.7 percent of the funds (and 40.5 percent of the loans) were in the $5,000, or under,
class. Loans of $25,000, or less, represented 72.9 percent of the number and 10.9 percent of the funds. On
the other hand, those borrowing $200,000, or over, constituted 4.3 percent of the number and received 53.6
percent of the total funds disbursed in business loans. See TNEC Monograph No. 17, The Problems of
Small Business, GPO, 1941, p. 300.
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of the Reserve banks in this respect is strictly limited: The law permits
them to make direct business loans only when recourse to private
means of financing is exceptionally difficult; directs that loans only
be made to provide working capital; and limits the maturity to 5
years. The Reserve banks also have the power to guarantee advances
made by member banks, but under the same limitations.

The authority and responsibility of the RFC in making business
loans is much broader. Authority is given to the Reconstruction
Finance Corporation "to aid in financing agriculture, commerce, and
industry, to encourage small business, to help in maintaining the
economic stability of the country, and to assist in promoting maximum
employment and production." The principal limitations are that
loans cannot be granted unless assistance is not otherwise available
on reasonable terms, that the term of the loan cannot exceed 10
years, and that the total amount of loans made subsequent to June
30, 1947, cannot exceed 2 billion dollars.5 As of July 30, 1948,
1.5 billion dollars of this was uncommitted.

-In the event of a downturn, therefore, there is no doubt that the
RFC has the power and means to do a great deal toward forestalling
a mass liquidation movement. The real question is whether the
RFC will come to the aid of those firms most in need of financial aid,
or insist in confining financial assistance to businesses which offer the
greatest certainty of repayment. In particular, will the- RFC be
generous in its loans to small business, whose access to outside funds
is extremely limited in depressed times?
Proposals

Eligibility standards.-It has been suggested that Reserve banks
adopt the policy, and that member banks be fully informed of this
policy, that any member bank which the supervisory authorities
allow to remain open be permitted to borrow freely in order to meet
withdrawals. Moreover, it is argued that the banking world needs
to be educated to the belief that financial prudence-in the broadest
sense of the word-does not require that in a depression banks get
into a liquid position with the utmost speed, and that they refrain
from getting into debt with the Reserve banks.

Deposit insurance.-Another proposal for minimizing the pressure
for liquidity in a business downturn is a substantial raising of the limits

of deposit insurance coverage, or possibly the provision of 100-percent
insurance. At the present time, the depositor with an account over
$5,000 is reasonably assured of no loss in the event of a bank failure,
because the FPIC has the power to see that the depositors obtain the
full amount of their balance. Some have suggested raising the insur-
ance limits to $15,000 or $20,000, or completely eliminate this threat
by 100-percent deposit insurance.

Valuation of assets held by banks and other financial institutions.-
Criteria for valuing assets have an important bearing on investment
policies. If assets are valued strictly according to market, financial
institutions make money and are unduly bullish about investments
during upswings and bearish during downswings. Bank examiners
in times of depression may insist that particular assets are worth only

a The percent made to small business in amounts under $100,000 cannot be exactly determined from
existing information but must be relatively smell inasmuch as the complete list of loans of $100,000 and
under for the period July 1948 through April 1949 totals roughly $171,000,000 or about 8.55 percent of the
S2,000,000,000 figure. See RFC loan policy, hearings before a subcommittee of the Committee on Banking

and Currency, United States Senate, 81st cong., 1st sess., SF0, 1949, p. 22 et al.
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what they will bring in. the market which may be somewhat less than
the amount at which they are being carried on the books. This
writing down of assets provides additional impetus to restriction of
credit.

Some suggest that valuation of assets be based on long-run earning
prospects rather than the market situation of the particular moment.
In other words, bank examiners should not act on the premise that a
continuance of the depression is a normal state of affairs. The value
of a particular asset, however, reflects not only general market condi-
tions, but also factors peculiar to it. In the case of bank-held bonds,
a reasonably satisfactory solution to the problem was reached by
valuing those considered to be of investment quality by private rating
agencies at cost, those of a lower quality, but not in default, between
cost and market price, and defaulted bonds at market price. It is a
much more difficult problem, however, to set up such a system of
valuation for stocks, loans, and other assets. If a definite system of
valuation.rules cannot be set up, at least bank supervisory agencies
might agree that the principle of valuation need not be market price.

Federal loan agencies.-The problems involved in direct or guaran-
teed Government loans to business are quite similar to those of bank
supervision. In either case the Government's prime responsibility is
to contribute as fully as its means permit to the stability of the economy.
Yet, in these activities political and popular approval of its operations
depends on a much narrower interpretation of the Government's
responsibility. Bank supervisors may not win popular recognition
for attempting to persuade a banker that his credit policies are unduly
restrictive and injurious to the well-being of the community, but they
certainly will be condemned if they fail to criticize a bank for unsound
financial policies that may lead to failure. For this reason the super-
visory authorities commonly err on the conservative side. While this
may not be open to serious criticism in times of prosperity, in depres-
sion it does not permit the fulfilling of what should be the wider
responsibilities of the supervisory authorities.

About the same is true of Federal organizations engaged in making
loans to private business. Though the prime purpose of their crea-
tion was to aid in economic stabilization, their sensitiveness to public
-criticism politically transmitted impedes them from carrying out this
responsibility effectively. The authorities are apt to feel that their
organizations should be managed with some degree of financial pru-
.dence, as a private bank; that their primary responsibility is to operate
with a minimum of. losses. This in turn restricts the effectiveness of
these organizations in terms of the broader purposes for which they
*were created.

It is not suggested here that public loan assistance be confined to
the weakest businesses in the economy-those on the verge of bank-
ruptcy. But neither should assistance be limited to those firms which
are currently in the strongest position to repay the loan. In times of
.depression the aim of Federal lending organizations is to provide
-credit as liberally as possible to those concerns with limited access to
private sources of finance. The firm's ability to repay the loan need
not be judged in terms of its financial position at the moment, but
what its position might be under more normal business conditions.

Such a policy might well result in greater financial loss-es than if
public lending agencies were managed like private banks. These
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losses, however, must be compared with revenues lost through tax
reductions or deficits incurred through public works programs. Given
the facts that the inability of many concerns to obtain working capital
is an important factor in the wave of bankruptcies usually witnessed
during a depression, and that these contribute heavily to the down-
swing-a program of generous loans to business may be just as effec-
tive a way of combatting a depression as tax reductions or public
works. Indeed, if the size of the deficits in relation to the total loan
program is very small, this can be taken as prima facie evidence that
the program is not making an important antideflationary contribu-
tion, that only those firms in the strongest financial position are
obtaining assistance.

One of the greatest dangers of public lending organizations is that
in insisting that loan assistance be confined to firms where the chance
of loss is very small, they will compete with private banks and other
financial intermediaries. First thought must be given to strengthen-
ing the ability of the banks to meet the demands for credit. Public
assistance should be granted only when private funds are unavailable
on reasonable terms.

There is no single solution for the finance problem of small firms.
Suggestions run in terms of preferential tax treatment, the develop-
ment of investment companies specializing in small business financing,
and public credit assistance. It seems very doubtful if either of the
first two would be of much help in a depression when profits in any
event are very low and when the prospect of issuing securities, for
any type of business, is not very bright. However, if a program of
public loan assistance in cases where banks are unwilling to take the
risk is to be successful, the RFC and the Federal Reserve banks may
have to loan and guarantee loans to small businesses on a much
larger scale than they have in the past.

In summarizing the first part of this chapter, namely stimulating-
investment by means of monetary and credit policy, note that in the
past 50 years numerous factors have been at work increasing the
availability of funds for investment purposes. 6

(1) The establishment of the Federal Reserve System. Before
the Federal Reserve System was set up, the supply of money and
savings was inefficiently mobilized and insufficiently flexible to-
meet the seasonal and cyclical needs of business. Under the
Federal Reserve System, the supply of money and credit can be
geared to business and governmental needs.

(2) The influx of gold into this country, especially during the-
1930's.

(3) High profits during and immediately following World
War I, which went largely to high-income groups. Current tax
rates have not been high enough to prevent a recurrence of this
development in and after World War II. World War II seems
to have produced proportionately as many millionaire individuals
and businesses as did World War I.

(4) The increased concentration of wealth and income in the
United States. In large measure the greatest increases in the
concentration of wealth occurred before 1920.

(5) The increased use of trusts and endowment funds.
6 The following lists are suggested by and in considerable measure derived from: Dauten, Carl A., Invest-

ment and Business Activity (1944), pp. 29-33.
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(6) The rapid expansion of life insurance. During expansion
periods, reserves of life insurance companies increase rapidly and
provide new investment funds. At the same time, since money
which has been used for insurance could have been used for con-
sumer goods, the resultant decrease in demand for consumer
goods also reduces the need for the new capital equipment
which would be used in producing those goods.

(7) The growth of social-security funds, with effects similar to
that of life insurance.

(8) The growing practice of setting aside adequate funds for
depreciation by corporations since enactment of corporation in-
come taxes. Note in table V, chapter IV, that depreciation
charges plus retained earnings generally were equal in amount to
total funds used for plant and equipment. This has increased the
amount of money available to many businesses for replacement
expenditures and may have kept dividend payments down, some
of which might have been used for consumer goods.

(9) Monopoly prices which result in increased short-run
profits. This has the twofold result of increasing the funds,
which profits recipients would have available for investment, and
of decreasing the real purchasing power of consumers and thus
reducing the effective demand for consumer goods.

(10) Federal housing programs. This has an effect compara-
ble to life insurance and social security. Repayment of housing
loans is continually making additional investment funds available
while at the same time leaving less money for the home owner to
pay for other consumer goods.

(11) The shift of the United States from a debtor to a creditor
nation. Repayment of loans by foreign countries as well as a
decrease in the amount of American indebtedness to foreign
countries both increase the funds available for investment.

Among the factors which may be said to have accounted in some
measure for a decline in the demand for investment funds, the follow-
ing have been mentioned by various economists from time to time:

(1) The disappearance of the West as a land to be developed.
Of course, large opportunities for investment still exist, but they
may not be as urgent or quite as promising as those connected with
the development of new territory.

(2) A decrease, until recent years, in the rate of population
growth has meant a somewhat slower rate of increase in the de-
mand for new capital to take care of the needs of additional
people.

(3) In many major industrial fields the rate of expansion which
occurred in the 1920's may not recur, although there is no doubt
that the pace of total industrial expansion continues virtually
unabated.

(4) Many of the large corporations have had little if any need
for external investment funds from the capital market, relying
primarily on retained earnings for their capital needs. The ex-
tent is indicated in table VIII, chapter IV.

(5) During the 1930's there were new developments which
caused business to shy back from using more investment funds,
especially currency depreciation abroad, social unrest, and the
many war scares.
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DIRECT GOVERNMENT INVESTMENT

During both World War I and World War II, the Government
financed or built by force or under contract a good deal of war plants
making armament and munitions. Except for atomic-energy facilities,
most of it has been disposed of. The possibility of Government com-
petition was greatly reduced, if not eliminated.

Even in peacetime there have been many proposals for Govern-
ment to build extra capacity in one or another industry-steel, power,
agricultural fertilizers, and the like. Obviously, unless attention is
focused on some one industry, there can be no informative summary
made showing the conditions and methods under which Government
entry does and those under which it does not manage to get industry
off dead center and suceeds or fails in stimulating a maximum of
additional private investment. Consequently a good illustration must
suffice. Such is excellently afforded by residential construction.
Government activity in the field of housing has been undertaken to
serve three major social objectives. The first, to further home owner-
ship and to protect home owners from loss of their property in times
of depression; the second, to stimulate the production of housing
generally in periods of housing shortage; and the third, to provide
decent low-cost housing for low-income groups and eliminate the slums
in which they are now forced to live.

Residential construction is not only an important component of
total national output but it has in the past fluctuated even more than
most other types of construction. Reported expenditures dropped
in terms of constant 1937 dollars from approximately 4.6 billion dollars
a year during 1925-26, or nearly 5 percent of gross national product,
to less than 360 millions in 1933, or well under 1 percent. While
physical decline may have been appreciably less than that shown by
the reported figures, it seems to have been as high as 85 percent. At
no time during the 1930's did the reported volume return to one-half
the 1925-26 level.

Housing, like other investment goods, has a long life so that con-
struction activity provides in the main for increments in demand,
rather than for replacement or current consumption demand. The
highly erratic character of changes in net family formation, which has
constituted the major source of demand for new housing, and the re-
latively high costs of housing in relation to consumer incomes means
that demand fluctuates widely. Moreover, the amount of housing
produced in any one year is a relatively small proportion of the total
supply available. Consequently, relatively minor fluctuations in
ability or willingness to pay for housing can have major effects on
the total volume of new housing demanded. Factors which can cause
a shift of 1Y2 percent in the proportion of all families who are doubled
up can cause a greater shift in the demand for new units than is ex-
pected to be caused by the average annual net increase in families for
the next decade.

The annual net volume of nonfarm family formation dropped from
a peak of about 700,000 reached during the 1920's to a level of about
80,000 in the worst year of the depression. Increased doubling up
may have sent the net increase in households to close to zero at the
worst of the depression. Inasmuch as vacancies considerably ex-
ceeded 2,000,000 at the low point, an increase of even 80,000 in the
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number of nonfarm families was too small to stimulate any sizable
amount of new construction.

Direct efforts to stabilize the residential-construction industry in
times of depression fall in two fields: (a) Reductions in the price of
housing in relation to consumer incomes; and (b) direct public subsidy
or construction. Efforts to reduce construction costs must be of a
long-term character. They are, however, likely to be more effective
during periods of recession. Contracyclical devices aimed at reduc-
ing the price of housing in relation to incomes over a short period must
emphasize purchase terms: the size of the down payments; the rate of
interest; the amortization period; financing charges; or they must
fall back upon subsidy. Efforts to reduce the volume during boom
times could take the direction of increasing the size of the down pay-
ment required, increasing the interest rate or financing charges, re-
ducing the amortization period, or reducing or eliminating any subsidy
which may be in effect.
Purchase terms

In the effort to increase housing demand during the depression, at-
tention was directed first to reducing financing costs. Studies of
home-financing methods used during the 1920's indicated that families
who had recently bought houses with the aid of mortgages as dis-
tinguished from established home owners were paying interest rates
which may have averaged 7 to 8 percent. Interest on the first
mortgage was often 6 percent or more, sometimes with commissions
in addition, and costs of second mortgages were much higher. By in-
suring mortgage loans and providing access to ample funds, the Fed-
eral Government was able to bring the effective interest rate down to
approximately 5 to 5.5 percent. In addition, requirements for down
payments were eased and the amortization period was extended;
furthermore, real estate taxes have not increased as much as construc-
tion costs. The result has been to increase the size of the mortgage
which can be carried by a given annual payment or a given annual
income, with other expenses proportionately constant, by approxi-
mately 25 percent. In some communities, the amount may have been
increased by 50 percent. Thus an individual who under the old
terms could have carried a $4,000 mortgage can now carry a $5,000
to $6,000 mortgage. In conjunction with decreases in the down pay-
ment, this represented a substantial expansion in the potential market
for housing, and undoubtedly helped to make possible the rebound
in housing construction which occurred during the latter part of the
1930's.

From 1937-40 FHA insured about 35 percent and in 1948 about
32 percent of all new nonfarm residential units reported started in
new structures. Its influence, of course, affected the entire mortgage
market.

It is of some interest in this connection that residential construction
costs in relation to average disposable income per nonfarm family
appear to have risen about a third since 1929. The cut in interest
rates of about 25 percent, together with the cuts in other capital
charges which have occurred since 1929, have been enough only to
counterbalance this increase in capital costs. It is apparent, there-
fore, that reductions in interest rates without pressures to hold down
construction costs or sales prices may not result in any long range
benefit to the purchasers of houses.
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Direct governmental construction or subsidy
The limited opportunity for further easing of purchase terms sug-

gests that in a future recession any large-scale anticyclical action in
the housing field may require emphasis on expansion of direct public
construction and subsidy.

The longer high levels of consumer incomes and high volumes of
housing construction continue, the more limited may be the future
field for direct public housing for low-income groups which will not
limit the opportunities for the private construction industry. Con-
tinuation of the current high volume of construction will result in
sizeable vacancies in older properties which will force down prices
and rents, thereby easing the housing situation for the lower income
groups. Increased attention to urban redevelopment may, therefore,
be called for in future anticyclical housing programs.

The reported volume of private new residential construction during
1948 totaled over $7,000,000,000, and a full-employment basis
might require about the same amount in 1955 (in terms of 1948
prices). A shift of 15 percent from this level in house-building volume
might mean a shift of roughly 150,000 men employed directly at con-
struction sites by the construction industry, and of 200,000 men em-
ployed off the site producing goods and services for the industry.

A program of 135,000 units per year of publicly constructed hous-
ing may mean an average annual construction volume of over
$1,000,000,000 in 1948 prices. This would be about 8 percent of the
present level of private construction, 20 percent of the present level
of public construction, and six times the level of public residential
construction expected during 1949. From a purely technical stand-
point, and given an adequate backlog of advance planning and site
assembly, the limits to a reasonably rapid and efficient expension of
direct public residential construction in times of recession would
depend upon the extent of the decline in the private construction
industry. The limits set by administrative and political consider-
ations, and by the desirability of limiting Government encroachment
on potential private markets, are narrower.

While, to be sure, the budgetary costs of direct public construction
will depend over the long-run on the distribution of financing between
loans and grants, and on the rentals set in relation to construction
costs, it is expected that the direct costs to the Federal Government
under the Housing Act just passed will not exceed $300,000,000 per
year for 40 years, after the program reaches its peak. The indirect
bosts through losses in income taxes would raise this figure. Acceler-
ation or deceleration of the rate of activity for anticyclical purposes
should not add appreciably to this cost.

Thus, any attempt to utilize residential construction as a field for
stabilizing private investment will run into major problems of site
assembly and lease or sale under urban redevelopment programs.
Many of the limitations are political in character. Acceleration or
deceleration for anticyclical reasons would involve a considerable
time lag and be in good part ineffective.

MISCELLANEOUS RECOMMENDATIONS

There remains for bare enumeration a series of divergent measures,
all urged as necessary to stimulate or stabilize private capital invest-
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ment and free competitive enterprise, each devotedly advocated by
one or other business groups, none affording a direct and concrete
hold on the problem, yet all to varying extent helpful.

(1) Set up a Department of Economic Statistics to collect
and interpret comprehensive and up-to-date information on
various types of savings and capital formation. This assumes
that wise and flexible use would be made.

(2) Vary consumer credit through regulation of minimum down
payments and maximum payment periods so that consumers
will borrow not at times of business boom, but during periods of
low prices and slack demand. Yet how can one expect consumers
to borrow and businesses to sell on credit except when the cus-
tomers have jobs?

(3) Guarantee to the lower third of the population a national
minimum of food supply, of training for suitable occupations, of
low-cost housing, of educational opportunities. A higher standard
of living would require an expansion of capital plant and provide
further outlets for the Nation's savings. But how guarantee
unless productivity is increased? Otherwise funds will have to
be taxed from the very sources-namely profits and higher
bracket incomes-which make investments.

(4) Extend social security, in particular, unemployment insur-
ance benefits to provide a floor to consumer demand.

(5) Cut government expenditures. But if transfer payments in
aid of mass incomes and mass markets are cut, business antici-
pations of such may lead to lower, rather than more investment.
In short, the timing may be important.

(6) Stimulate foreign investment, such foreign investment to
be carried on with a long-range point of view so that provisions
could be made for interest payments and service charges without
upsetting the balance of world trade and commerce.

(7) Plan public works on a cyclical basis so that during pros-
perous periods none but an irreducible residue of necessary works
will be carried on. During depression, finance cyclical public-
works projects by deficits. In boom times pay off governmental
debt.

(8) Stimulate research and development of new processes and
materials.

(9) Bring about greater participation of insurance companies
and other financial intermediaries in making equity funds avail-
able to business.

(10) Increase public investment in works of the type which
multiply the opportunities for profitable private investment in
new geographic or technical areas (research, transportation,
atomic products).

(11) Maintain a free and competitive market, insofar as fea-
sible. Set up the necessary governmental machinery to encour-
age a flow of capital into small and intermediate-size businesses,
promote the development of such enterprises and give them equal
access to capital, raw materials, patents, and know-how needed
under the same conditions as their giant competitors. Establish
equality between independent businessmen and their big integra-
ted competitors. This means equality in transportation rates,
wholesale deliveries, and fair competition between independent
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retailers and factory-owned or subsidized retail outlets. Enact
and vigorously enforce necessary legislation to prohibit predatory
trade practices and price discrimination. Prevent the merger of
giant businesses into ever greater size and dominance. Pass
legislation to provide stiffer penalties to discourage deliberate
violation of the antitrust laws. Provide adequate funds to the
Department of Justice and the Federal Trade Commission to
police and enforce existing laws.

CONCLUSION

The list of proposals enumerated in this chapter could be readily
extended. Many of the proposals are so vague as scarcely to go be-
yond the exhalation of a pious wish. Several might, if properly
enforced, serve to increase the amount of private capital investment,
at least at such times as private investors were in general disposed to
make investments anyhow but needed a little additional inducement
or the modification of some real or fancied obstruction.

None of them, however, provide a mechanism, more or less fool-
proof, whereby the flow of private capital investment can be kept at
a steady or high level. Yet politically that is what government has
to have. For it is not in the nature of democratic government pushed
in various directions by foreign necessities and domestic pressure
groups to be a unified and integrated organization making steady
progress toward a determined-upon policy or goal. Its policies,
continuously subjected to checks and balances, are more likely to be
tentative, to be repeatedly improvised, to be compromises of past and
present practices and interests that are carried through to a varying
extent with vacillating zeal and divided responsibility. Furthermore,
the problem in hand, that of bringing about target levels of private
capital investment or attempting to modify booms and busts, is one
of the most complicated and difficult of all economic enigmas. As in
the case of nervous breakdowns in medicine, a plethora of explanations
is offered but reliable knowledge concerning causes and methods of
control, if any, of general business break-downs is distressingly meager.
One can hardly feel optimistic about the chances of continuously
securing answers that solve from the admixture of politics, pressures,
bureaucracy, and sprawling giantism that chara cterizes modern
governments.



APPENDIX A'

ITEM 1

TOPICS AND QUESTIONS UPON WHICH INFORMATION MIGHT WELL BE:
SOUGHT

A. Businessmen and business executives
I. What kind of pay-off periods do you require on new equipment

investment?
(a) Do the rates of depreciation, which you and your account-

ants feel proper, differ from those allowed for tax purposes?
(b) In other words, do you take the same rates. of depreciation

for book and for income tax purposes?
(c) Do you make it a practice to review and revise deprecia-

tion rates during life of the equipment to give recognition to
altered market or replacement conditions?

II. How are replacement expenditures planned?
(a) Who initiates the plans and upon what facts or forecast?
(b) How far in advance are replacement plans initiated?
(c) What data on repairs, lost time, etc., of the old machine

and what knowledge of the efficiency of the replacement model
are available?

(d) What accounting distribution is made of any remaining
book value of the existing equipment?

(e) Has the Bureau of Internal Revenue ever taken exceptions
to the deductibility of remaining book value?

(J) What factors affect the timing of decisions to replace, for
example, age of the old machine, labor-saving, or efficiency
aspects of new machines?

III. How are new opportunities for profitable investment discovered
and ripened into investment commitments?

(a) Do you have a research and development division? Are
they responsible for thinking up new ideas for profitable invest-
ment? Do they screen them? All of them?

(b) Do you rely on market studies for knowledge of consumers'
demand and changes in it?

(c) To what extent is reliance placed on professional outside
analysts, sampling studies?

(d) What are the respective roles of the sales department, the
cost-accounting department, in the conferences where expansion
programs are considered?

(e) Who ultimately makes the decision to invest? Do you
ever expand plant capacity at times when existing capacity is
less than fully utilized?

IV. To what extent must the possibility that others are simul-
taneously contemplating investment be considered in arriving at your
decisions?

(a) Does your firm find it necessary to keep ahead of the in-
vestment plans of others?
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(b) If you are sure that competitors are expanding plant capac-
ity, do you in order to hold your market try to reach the market
with the output of expanded facilities at substantially the same
time or earlier if possible?

(c) Are investment opportunities, once recognized, ever passed
over? Why?

V. How long a time elapses between the time a decision to invest is
made and the time when products from the facilities are available for
meeting market demands?

(a) How much time is used up between the date the decision
to invest is made and the date the commitment is made or con-
tracts signed?

(b) How serious are the possiblities of change in demand dur-
ing the period while the facilities are being brought into produc-
tion?

(c) Do you require firm contracts for the output of facilities
before undertaking their construction?

VI. In what way does the availability or unavailability of funds
enter into programing once an investment opportunity has been
recognized?

(a) In how many years do you figure you ought to get your
money back before you put up new plant or equipment? Is
that number the same at all times?

(b) If you have a profitable opportunity to invest, how im-
portant is the interest rate? The length of time for which you
can get the money?

(c) How does the rate of return being made on existing invest-
ments affect the required return on new investment?

(d) Are contracts for new plant and equipment ever let before
funds are available or underwritten?

VII. When are decisions made and investment plans undertaken in
relation to the peaks of production demand?

(a) In the past have you ever made investment and expansion
plans and expenditures at the top of a boom?

(b) Are there any automatic checks upon business judgment
which will deter expansion in the face of currently peak sales and
profits?

VIII. What is the minimum investment required to start a new
enterprise in your industry?

(a) In your opinion, what would be the principal obstacles such
an enterprise would have to face?

(b) Do you ever help finance the purchase of your product or
your raw materials? In your industry is there any significant
amount of either upstream or downstream financing of nonaflil-
iated companies?

(c) Have terms or requirements of commercial credit changed
significantly since, say, the 1920's? Are they varied from time
to time depending upon volume of orders on hand?

IX. Does your company have any plans in respect to either foreign
sales or foreign in-vestment?

(a) Do you know or believe there are opportunities for profit-
able investment in your industry in foreign countries? If not,
why not?



FACTORS AFFECTING STABILITY OF PRIVATE INVESTMENT 213

(b) Do you know or believe that there are attractive foreign
markets for American products of your industry? If not, why
not?

X. What can be done by organized efforts of business or by Gov-
ernment to minimize the variability of gross investment expenditures?

(a) Having in mind for the moment the problem of variability
rather than the amount of investment, are there any govern-
mental programs which you feel contribute specifically to such
variability? Are there any programs which might be adopted
to minimize the instability of private investment?

(b) Do you feel that it is necessary and proper that Govern-
ment expenditures be employed to complement business invest-
ment expenditures when the latter show declines?

(c) At what point in the planning of investment expenditures
does the question of relative return after taxes enter the discus-
sion?

(d) Are there governmental policies which deter you from
making much larger investments than you do now? What are
they? If removed concretely what kind of new plant and how
much would you then build?

B. Executives and representatives of insurance companies
I. Portfolio management in general-

(a) If existing restriction on qualified investments were elim-
inated entirely, how would you alter the proportions or holdings
of your present portfolio?

(b) In appraising the possibilities of a new investment item, do
you have a minimum amount below which you feel it is imprac-
tical or too costly to go? How was this amount arrived at, that
is, what considerations determine the figure?

(c) In appraising the possibilities of a new investment item, do
you have a maximum above which you feel it is inexpedient or
too lacking in diversification for acquisition? How was this
amount arrived at, that is, what considerations determine the
figure?

II. Fixed interest debt obligations are a traditional media for in-
surance company investment-

(a) As a regular investor in evidences of debt, what evidences
do you see suggesting a shortage of equity capital?

(b) For various types of debt securities what ratio of underlying
equity do you feel is necessary?

(c) Has there been any change in recent years in the attitude
of either business or financial institutions in an acceptable
debt/equity ratio?

(d) It is sometimes said that there has been a relative scarcity
of corporate bond issues in recent years. (1) Would you agree?
(2) How does this fit in with an asserted shortage of equity
capital? (3) Is the scarcity the result of a shift in the situation
of corporate borrowers and hence in the absolute amounts avail-
able or is it the result of larger funds seeking this type of fixed
investments?

III. Private placements-
(a) Are so-called private placements initiated typically by

(1) the borrower, (2) an intermediary, (3) the prospective creditor?
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What provisions are made for watching, supervising, or controlling
the debtor's use of funds and the subsequent management of the
business in the interest of debt service and-ultimate repayment?

(b) Are bonds acquired through direct placement subject to
different valuation procedures than those acquired in the market?

IV. Investment in common stocks:
(a) Does your company now hold the maximum amount of

common stock permitted under statutory limitations? If not,
why not?

(b) How are common stock holdings valued in making up the
balance sheet and computing reserve?

(c) Was the decision to enter the common stock field dictated
primarily by: (1) A search for suitable use of funds? (2) Their
relative attractiveness on an earning basis? (3) The desire or
need for diversification?

(d) What is the company's policy in respect to the voting of
common stock held for investment purposes? How are such
investments otherwise supervised?

V. Direct investments-particularly in residential or commercial
real estate:

(a) Does your company now hold the maximum amount of
direct real-estate investment permitted under statutory limita-
tions?

(b) How are direct investments in real estate valued in making
up the balance sheet and computing reserve?

(c) Was the decision to enter the direct-investment field
dictated by (1) a search for suitable use of funds; (2) relative
attractiveness on an earning basis; (3) desire or need for diversi-
fication?

VI. Sale and lease-back investment:
(a) Why was this relatively new form of investment developed?
(b) Describe the form of lease employed, especially in respect

to default provisions.
(c) How do these differ in degree or effect from default pro-

visions such as are ordinarily inserted in debenture agreements?
(d) Do you regard these sale and lease-back investments as

business equities or debt?
VII. Governmental policies:

(a) What can be done by organized efforts of business, financial
institutions, or Government to obtain the optimum rate of invest-
ment and to minimize the variability of gross private investment
expenditures?

(b) Does your company have any program for timing direct
investments or the purchase of other securities, or is the time
controlled solely by the flow of funds?

(c) Having in mind for the moment the problem of variability
rather than the amount of investment, are there any Government
programs which you feel contribute specifically to such variabil-
ity? Are there any programs which might be adopted to minimize
the instability of private investment?

(d) Do you feel that it is necessary and proper that Government
expenditures be employed, to complement business investment
expenditures in order to maintain an optimum rate of investment.
when business investment shows a tendency to decline?
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C. Investment bankers
1. Traditionally the functions performed by investment bankers.

included (1) "origination," (2) underwriting, (3) distribution of
securities, (4) continuing financial counsel to capital users:

(a) What, if any, changes have there been in the past decade
in the nature or emphasis given to each class of such services?

(b) Has the growth of institutional investors employing tech-
nique of private placement, sale and lease-back, etc., altered
the role of investment bankers?

II. In connection with "origination" or the buying of securities-
(a) What do you consider to be a minimum issue for public

distribution? For private distribution?
(b) What implication does this have for the financing of small

business?
(c) How does the need or opportunity for a financial trans-

action or security flotation come to your attention?
(d) What procedures or programs are there for discovering

new business in the sense of locating and promoting the issuance
and sale of permanent securities?

III. In connection with underwriting-
(a) Does the procedure of private placement eliminate all

necessity for underwriting in the accepted sense of the word?
(b) Why has not the relative stability which has characterized

security markets in recent years been ideal in eliminating many
of the risks of underwriting?

IV. In respect to distribution of securities-
(a) Would the market for common stocks be aided, in your

opinion, by the distribution in dividends of a larger proportion
of corporate earnings?

(b) To what extent does the availability and marketing of
tax-free state, municipal, or guaranteed issues affect the marketing.
of corporate securities?

V. In respect to continuing financial counsel-
(a) What considerations determine the minimum price at.

which common stock will be offered?
(b) Is it to your knowledge customary in private placement

for the purchaser to require representation on the board of
directors of the borrowing or capital using corporation?

(c) In the absence of such representation, what methods for
supervision are employed, or must the financing be denied
completely?

VI. In respect to foreign trade-
(a) Do you know or believe there are opportunities for profit-

able investment in foreign countries? If not, why not?
(b) Do you know or believe that there are attractive untapped

foreign markets for American products? If not, why not?
(c) What suggestions do you have to stimnulate the imports

essential and incident to the maintenance of the United States,
role as a creditor nation?

VII. What can be done by organized efforts of business, financial
institutions, or Government to obtain the optimum rate of invest-
ment expenditures?

(a) Accepting for purposes of discussion the position that
Government must continue to raise substantially the present,
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amount in the form of taxes, what form of taxes do you regard
as least disturbing to incentives and stability?

(b) Are there any Government programs which you feel con-
tribute to variability of private investment?

(c) Do you feel that it is necessary and proper that Govern-
ment expenditures be employed to complement business invest-
ment expenditures in order to maintain an optimum rate of
investment when business investment shows a tendency to
decline?

(d) Suppose all deterrents to investment, for which you regard
governmental policy responsible, were removed would your
company change. its investment program radically? If so, how?
Do you know of other investment programs that would be altered
or encouraged thereby? If so, what?

ITEM 2

A NEW INDUSTRIAL PHOSPHATES PLANT?

(Excerpts from a confidential investment report submitted to the
Joint Committee on the Economic Report)

To determine the possibility of establishing a phosphates plant in
this area (the west coast), one must analyze what markets there are on
the west coast, the size of the markets, what phosphates to produce,
whether it is possible to break into the market, and if so, whether it is
possible to produce on a competitive basis. It is necessary to deter-
mine whether to enter the fertilizer or industrial field. Industrial
phosphates are derived from elemental phosphorus, while most ferti-
lizers are derived from the process of sulfuric acid on phosphate rock.

In this area, the greatest demand for phosphates comes from the
soap and cleaning compound industry, the growing detergent industry,
food canning and baking industry, and the petroleum industry. Hence
the making of industrial phosphates seems more likely to provide a
more live investment opportunity than the production of phosphate
fertilizer.

The process of producing phosphates is in essence relatively simple.
A minimum of skilled labor is required. The process is accomplished
by means of automatic flow. There has been little refinement or
development of production methods. Little, if any, trouble will be
encountered with respect to patents or licensing problems.

The present estimated reserves of phosphate rock in the United
States are in excess of 13,000,000,000 tons. This phosphate rock is
located in two widely separated sections of the United States, one on
the east coast and one in the Western States.

The phosphate deposits on the east coast are located in Florida and
Tennessee. The rock differs from that found in the Western States
in that it occurs on the surface of the earth and is mined by means of
steam shovels, drag lines, and bulldozers. It is in this area that all
of the present producers of elemental phosphorus are found. This
latter situation may be explained by the presence of adequate sources
of power for refining purposes as well as relatively cheap raw material
supplies. The majority of the plants in operation obtain their power
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from TVA and have their plants located close to the source of phos-
phate rock itself.

The phosphate rock deposits of the Western States are found in the
States of Wyoming, Utah, Idaho, and Montana. These deposits are
found underground and must be mined by the usual mining methods.
For this reason the cost of the rock is somewhat higher. However,
the rock itself is of a somewhat higher quality than that found on the
east coast. This region contains over 60 percent of the available
United States reserves and is becoming more important as the eastern
source shows signs of becoming worked out within a period of 30 or
40 years.

The present price of phosphate rock runs around $5 a ton and the
freight rate is slightly in excess of this amount. It takes in excess of
8 tons of rock to produce 1 ton of elemental phosphorus.

The Western States at present have no producer of elemental phos-
phorus, though one may be in operation soon. This situation is due
primarily to the fact that the area in which the deposits occur lacks
adequate power facilities and is hindered by a high freight rate struc-
ture. At the present time it is cheaper to ship elemental phosphorus
from the east coast than it would be to ship it from such a region as
Idaho. For the present it will be necessary to secure elemental phos-
phorus from the east coast, even by western producers.

Little difficulty is expected in obtaining the other necessary in-
gredients. For the most part they are chemicals which are in ade-.
quate supply and may be obtained through the usual chemical-supply
houses. Such items as soda ash, sodium carbonate, and sulfuric acid
can be purchased in bulk quantities on a price basis which will permit
economical production.

Procurement costs of major items involved in trisodium phosphates
Elemental phosphorus -cents per pound-,: 1 $0. 14
Sodium carbonate - 100 pounds- 1. 50
Sodium hydroxide -- do- 3. 45

Processing costs of trisodium phosphate
45 percent phosphoric acid -$28. 78
Sodium carbonate ---- 9. 00
Sodium hydroxide - 8. 27
Direct labor (semiskilled) -10. 80
Electricity (1 cent per kilowatt-hour)- - . 80
Water ---------------------------------- 1. 00

Total processing cost ------------------ 58. 65
20 percent burden and overhead cost - -11. 73

Total cost - _ 70. 38
X Plus 2.6 cents per pound freight.

The above cost figures result in a price of $3.51 per 100 pounds of
trisodium phosphate. The current selling price is $6.90 leaving a
margin of $3.39 per 100 pounds. These cost figures are subject to
fluctuations in price of the components involved. It can be expected,
however, that the selling price of the end product will fluctuate
correspondingly.

The processing of phosphates does not require a great deal of water,
and since industrial water is readily available in the entire area with

73003-.60-15
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only insignificant differences in rates, this factor is of little impor-
tance. Electric power is available throughout the area at the stand-
ard cost of approximately 1 cent per kilowatt-hour for the demand
requirements of the plant. Labor rates are fairly uniform throughout
the area, and are also of only minor consequence since only a small
amount of semiskilled labor is required for this continuous process.

At present, one company enjoys 36 percent of the phosphates
market for the West. The rest of the market is divided among the
other major producers. Prices have varied little for any of the major
phosphate compounds in the last few years. If an independent tries
to cut prices or upset the market the Big Six who produce elemental
phosphorus are in a good position to freeze out those who have no
source of elemental phosphorus. The only hope for independents is
the phosphorus of the TVA plants. Remembering that an efficient
plant should be able to handle 5,000,000 pounds of phosphorus per
year and that that would produce enough phosphates to absorb 20
percent of the western market, it would seem that the only way a
third producer could enter the field would be on a basis of rugged
competition. This would probably mean that a new business might
so upset the industry that it would have to have its own phosphorus
supply to stay in business. In short, competition with other pro-
ducers will be stiff, not because markets are scarce, but because raw
materials are scarce and the industry sees no need to permit more
competition.

Most of the basic phosphate compounds have little competition to
fear from other materials. The phosphate compounds have been
made and marketed successfully for many years, even though efficient
production methods were unknown. Now that elemental phosphorus
can be cheaply produced, the position of phosphates has been further
strengthened. In fact, phosphoric acid is fast becoming as common
in industrial use as sulfuric acid. The trend is more toward phos-
phates replacing other less valuable materials. Possibly the only
field where some competition from other materials is met is in the
manufacture of detergents. Phosphates are not absolutely essential,
acting as an activator and filler. For domestic use phosphates are
unrivaled, but the high shipping costs make foreign marketing some-
what dubious.

ALLOCATION OF MAJOR PHOSPHATE COMPOUNDS AMONG MAJOR USES ESTIMATE
OF PRESENT WESTERN PHOSPHATE MARKET

Sodium phosphate compounds: Water softening, industrial cleaning, detergents, oil
well drilling muds, petroleum refining

I Percentage of these industries allocable to Western States: 13 percent (conservative average)]

1948 produc- Percentage Western mar-
Compound 11)tion cable to ket estimate

Short tons Short tons
Trib ic ------------------ ----------------- ---------- 81,000 13 11,000
Dibasic --------------------------- 87, 000 11 10, 000
Tetrahasic -- ----------------------------------------- 66,000 12 8,000
Metahsic --------------------------- 37,000 12 4.500
Monobasic ------------------------- 11,400 13 1, 500
Tripoly --------------------------- 15,000 16 2,500

Total ---------------------------- 297, 400 -35,500
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Calcium phosphate compounds: Baking powders, pharmaceuticals, dentifrices,
acidulants in food canning

IPercentage of these industries allocable to Western States: 10 percent (conservative average)]

Compound 1948 produc- Percentage Western martCompound ~ ~ ~ ~ ~~~jo allocable to ket estimate
n West

Short tons Short tons
Monobasic - ----------------------------------------- 36,000 10 3, 60
Dibasic ----------- ----------------------- 39)000 10 3,900

Total -76, 00 7. 500

Miscellaneous phosphate compounds: Fireproofing lumber, plasticizers, yeast foods,
free-flowing agents for salt, metal processing, deodorants, sulfa drugs and penicillin,
crop sprays

[Percentage of these industries allocable to Western States: Probably 10 percent or less, general average
diffeult to estimate, but high price of most of these compounds makes it feasible to ship to all national
markets]

Total 1948 Percentage Western
production for West market

Short tons Short tons
All miscellaneous compounds- 75, 000 10 7, 500

National Western

Amount Worth Amount Worth

Shorttos Short tons
Total phosphate market, 1948 -447, 000 $50, 000,000 50,500 $5,6300, O0

Phosphoric acid: Wide variety of uses with consumption varying closely with general
level of industrialization; uses vary all the way from soft drink manufacture to
treatment of iron and steel products

[Percentage allocable to Western States: 12-13 percent of food grade phosphoric acid]

Total 1948 production Western market

Amount Worth Amount Worth

Short tons Short tons
Elemental phosphorus (50 percent Ps6) - 600,000 $54, 000,000 75, 000 $6,750, 000

NOTE.-Phosphoric acid figures include phosphoric acid used in producing phosphates compounds as
well as acid available for market.
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INVESTMENT

The initial capital requirements for the establishment of a plant
large enough to produce $2,000,000 worth of phosphates will be
$3,500,000. Broken down by components, the total investment
requirements are as follows:
Plant and equipment -$2, 000, 000
Land -25, 000
Working capital requirements:

Inventory - $1, 000, 000
Accounts receivable (30 days) -175, 000
Plant costs (30 days) -100, 000
Selling costs (30 days) -50, 000
Research - 150, 000

1, 475, 000

Total -3, 500, 000

SUMMARY,

The proposed phosphates plant could hope to serve the western
United States efficiently with high shipping costs of finished phosphates
stopping the company from competing in eastern markets. Such a
plant should be designed, and marketing plans laid, for distributing
enough phosphoric acid and phosphates to use 5,000,000 pounds of
phosphorus per year. This amount of phosphorus would produce
8,200 tons of phosphates having a market value of $1,150,000 per
year and 9,100 tons of phosphoric acid to be marketed having a value
of $820,000. Thus, a total estimated annual sales volume of
$2,000,000 minimum seems necessary to operate in the industry.
This will necessitate taking over approximately 20 percent of the
present western market. Facing the fact that some 35 percent of
this market is already held by one producer and that a second more
powerful producer is about to enter the field, the outlook is not bright.
The biggest single factor against entering the field is that supplies of
elemental phosphorus are scarce and closely held by the major pro-
ducers. There is reason to doubt that they would sell enough phos-
phorus to a new firm to allow it to take over 20 percent of the western
market or 2 percent of the national total.- The biggest hopes are kl):
that the TVA producers might supply the phosphorus, being Govern-
ment controlled and operated, and (2) that enough capital might be
raised -(an additional $10,000,000) to operate the company's own
phosphorus plant in Idaho;

The industry's future is bright, with lack of power the chief factor
holding back even greater advancement than has been enjoyed in the
past few years. But it will probably take a major chemical company
to crack the tight circle now in control.

Recommendation: No.



APPENDIX B
SECURITIES AND EXCHANGE COMMISSION REGULATIONS GOVERNING THE

RAISING OF SMALL AMOUNTS OF CAPITAL

With certain exceptions, new security issues offered for sale in inter-state commerce or by use of the mails are required by the SecuritiesAct of 1933 to be registered with the Securities and Exchange Com-mission. The act gives the Commission authority to exempt from theregistration requirements any class of securities issued in an amountnot exceeding $300,000, subject to such conditions as the Commissionmay prescribe.
* In accordance with this section, the Commission has issued rules andregulations which enable an issuer to sell securities without registra-tion in an amount not exceeding $300,000. These rules merely requirethe filing of a brief letter of notification with the Commission at least5 days prior to the offering, together with copies of any selling litera-ture to be used in connection with the offering. The form of theletter of notification (Form S-3b-1) is reproduced herewith as exhibitA. Regulations, as amended to August 31, 1949, issued by the Com-mission known as Regulation A governing exemptions are given asexhibit B herewith.'

This exemption was intended by the Congress to enable small busi-nesses to raise new capital and to permit large businesses to raise smallamounts of capital from time to time without undergoing full registra-tion. As originally enacted, the statute placed a limitation of $100,000on the exemption, but by amendment in 1945 the limit was raised to$300,000.
The following table supplied by the Securities and Exchange Com-mission summarizes the number of filings and the dollar amountduring each fiscal year since adoption of the present regulation.

Period Number of Dollarfilings Amount

From Dec. 9, 1940 to June 30, 1941 -92 $26, 203,252.00,Fiscal year ended-
June 30, 1942 -16------------------------------ 8 26,399,630.00June 30, 9433 

17, 986,987. 00June 30, 1944 427 21,933, 994.00
June 30, 19465 -1, 580 38,949,393.00June 30, 1947 ----- ---------------------- 1,453 181,754, 131.00June30 947------ --- ---- --- --- --- --- --- ---- --- --- --- --- --- 1,116 210,941,113.64June 30, 1948- 1 617 209,727,139.74June 30, 1949 ---- ------------------------------------------------ 1,396 187,157,661.08

A further break-down of the Regulation A filings for the fiscal yearended June 30, 1949, showing on whose behalf the sale is to be madeand whether an underwriter was proposed, is given in table I.The foregoing figures, of course, do not show the amounts of thecapital actually raised through these filings, but only the amountsproposed to be offered to the public.
"'In addition to, Regulation A which provides the general exemption for small issues, other regulationscover special exemptions for certain types of securities. Regulation A-R provides a $25,000 exemption ofnotes and bonds secured by first liens on family dwellings. Regulation A-M is an exemption for assessable'shares of stock of mining corporations. Regulation B is an exemption for fractional undivided interests inoil or gas rights. Regulation B-T is an exemption for interests in an oil royalty trust or similar type of trustor unincorporated association."

73003-50---16 221
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TABLE I.-Securities and Exchange Commission: Small issues exempt from regis.
tration under Regulation A, Year Ended June 30, 1949

Offering in behalf of- Underwriting arrange-ments

Both Corn- Non- Total
isuer mler- mo-N n

Issuer Stock- mid er dte-
Isurholder and cial cial drier-

stock- under- under- wie
holder writer writer

1
I

Filings covering offers of $100,000 or less 581 142 3 213 108 405 726
Filings covering offers of more than $100,000

but not more than $200,000 - - 274 2 62 3S 176 276

Filings covering offers of more than $200,000
but not more than $300,000 383 -------- 4 121 49 217 387

Total 1, 238 142 9 396 195 798 1,389

'The term noncommercial underwriter is used for officers and directors of the issuer or other persons

acting as underwriters who are not regularly engaged in the business.

EXHIBIT A

(As amended)

SECURITIES AND EXCHANGE COMMISSION

Washington 25, D. C.

FORM S-3b-1

FOa LETTERS OF NOTIFICATION UNDER REGULATION A I

The following information is given with respect to an offering of securities to
be made pursuant to regulation A of the General Rules and Regulations under the
Securities Act of 1933:

1. Give the full name and complete mailing address of each of the following-
(a) The issuer of the securities to be offered.

…~~~~~~~~~~~~~~~~
(b) The directors and officers of the issuer.

(c) The person or persons by, on behalf of, or for the benefit of whom the
offering is to be made.

(d) The principal underwriters of the securities to be offered.2

2. Give separately the title and amount of securities proposed to be offered
(a) by, on behalf of, or for the benefit of the issuer and (b) by, on behalf of, or for
the benefit of other persons.3

3. As to securities to be offered for cash, give the information required by the
following table, furnishing it as an estimate if necessary: 4 Total Per unit

(a) Price to public
(b) Underwriting discounts and commissions-
4. If any of the securities are to be offered otherwise than for cash, state the

nature, amount, and value of the consideration to be received for the securities

I The use of this form is optional; the information required by rule 222 of regulation A to be included in the
letter of notification may be submitted in any other form suitable to the person filing the letter of notifica-
tion. The original and two copies of the letter of notification shall be filed.

2 The term "principal underwriter" means an underwriter who is a party to the underwriting agreement
with the issuer or with the person or persons by, on behalf of, or for the benefit of whom the securities are
to be offered, if other than the issuer. Persons engaged in the distribution of the securities may be under-
writers even though not regarded as such under local usage of the term. Whenever there is doubt as to
whether or not a person is a principal underwriter, the circumstances should be fully described.

3 If the securities are evidences of indebtedness, state the principal amount; if other securities, state the
number of shares or other units.

' If the securities are to be offered "at the market," the information required by this item shall be given
on the basis of the market price as established by bona fide sales made within a reasonable time prior to the
date of filing the letter of notification.
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and the basis upon which the offering is to be made per unit of securities offered.State the nature and amount of any commissions or solicitation expenses to bepaid in connection with the offering. 5 '

5. State the aggregate amount at which all securities of the issuer have beenoffered to the public within one year by the person or persons filing the letter ofnotification.
…-- -- -- -- --- -- -- --- -- -- -- --- -- -- -- --- -- -- --- -- -- --- -- -- --- -- --- -- - ---6. Give the approximate date of the proposed public offering.

7. List the jurisdictions (States, Territories, the District of Columbia or foreign
countries) in which it is proposed to sell the securities.6 .

8. If the securities are to be offered by, on behalf of, or for the benefit of theissuer, state the purposes for which the net proceeds from the securities are to beused.
…

9. State whether or not any written communication, advertisement, or radio
broadcast of the type required by rule 223 to be filed with the Commission is tobe used in connection with the proposed offering.

--:-----------------------------------

Signatures.'-This letter of notification has been signed in the city of -State of -, on the -day of ,-19 .

(Issuer)
By

(Name and title)

EXHIBIT B

REGULATION A*

GENERAL EXEMPTION

Rule 220. Securities Ezempted
(a) Except as provided in Rule 221 and in paragraph (d) of this rule, all secu-rities offered in accordance with the terms and conditions of Regulation A, by,*n behalf of, or for the benefit of an issuer shall be exempt from registrationprovided the aggregate offering price of the following shall not exceed $300,000:(1) The securities of the issuer proposed to be presently offered by, onbehalf of, or for the benefit of the issuer pursuant to Regulation A,

(2) All securities of the issuer currently being offered by, on behalf of, orfor the benefit of the issuer under Regulation A, .
(3) All securities of the issuer previously sold by, on behalf of, or for thebenefit of the issuer pursuant to an offering under Regulation A commencedwithin one year prior to the commencement of the proposed offering, and(4) All securities of the issuer neither registered nor exempt from registra-tion nor issued in an exempt transaction which were sold by, on behalf of,or for the benefit of the issuer within one year prior to the commencement ofthe proposed offering.

(b) Except as provided in Rule 221 and in paragraph (d) of this rule, all securi-ties offered in accordance with the terms and conditions of Regulation A, by, onbehalf of, or for the benefit of any person or persons controlling, controlled by,or under common control with an issuer shall be exempt from registration if theaggregate offering price of the following shall not exceed $100,000:
(1) The securities of the issuer proposed to be presently offered by, onbehalf of, or for the benefit of such person or persons pursuant to Regulation A,(2) All securities of the issuer currently being offered by, on behalf of,or for the benefit of such person or persons under Regulation A,
(3) All securities of the issuer previously sold by, on behalf of, or for thebenefit of such person or persons pursuant to an offering under Regulation

* Include a brief statement of the method used or to be used in determining the value of the considerationto be received for the securities.
O If all or any part of the offering is to be made by use of the facilities of a securities exchange, a statementto that effect, giving the name of the exchange, will suffice as to the securities to be so offered.I If none of the securities are to be offered by, on behalf of, or for the benefit of the issuer, the letter ofnotification may be signed by the person or persons by, on behalf of, or for the benefit of whom the securitiesare to be offered.
'As of August 31, 1949.
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A commenced within one year prior to the commencement of the proposed
offering, and

(4) All securities of the issuer neither registered nor exempt from regis-
tration nor issued in an exempt transaction which were sold by, on behalf
of, or for the benefit of such person or persons within one year prior to the
commencement of the proposed offering.

Provided, however, that the aggregate offering price of securities offered by, on
behalf of, or for the benefit of the estate of a deceased person may exceed $100,000,
but shall not exceed $300,000, if such securities are to be offered for the purpose
of paying taxes or other expenses of the estate and if registration of such securities
would not have been required if the offering had been made by such person prior

*to his death.
(c) Notwithstanding the provisions of paragraphs (a) and (b), (1) securities

offered to a single holder of the majority of the outstanding voting stock of the
issuer in connection with a pro rata offering to stockholders, need not be included
in determining the amount of securities which may be offered pursuant to this
regulation; and (2) securities exchanged for outstanding securities, claims or
property in connection with a bona fide recapitalization or reorganization need
not be included in computing the amount of securities which may be offered!
pursuant to this regulation otherwise than in such an exchange.

(d) Notwithstanding the provisions of paragraphs (a) and (b), the aggregate
offering price of the securities enumerated in both such paragraphs shall not,
exceed $300,000 in any period of 12 months.

(e) An offering may be made pursuant to Regulation A even though it is con-
t6mplated that after the termination of the offering an offering of additional
securities will be made.

(f) The aggregate offering price of assessable securities shall include the aggre-
gate amount of all assessments legally leviable thereon at the time of the offering.
thereof or at any time thereafter.

(g) Where securities are offered "at the market," the aggregate offering price
thereof shall be computed upon the basis of the market price as established by
bona fide sales made on the first day of the offering.

(h) Where securities are offered in exchange for outstanding securities, claims,.
or property, the aggregate offering price thereof shall be computed upon the
basis of the market value of the securities, claims, or property to be received in
exchange as established by bona fide sales made within a reasonable time; if
there have been no such sales the aggregate offering price shall be computed upon
the basis of the fair value, as determined by some accepted standard, of the.
securities, claims, or property to be received in exchange.

Rule 221. Securities Excluded From Exemption

No exemption under this regulation shall be available for-
(a) Securitles of investment trusts or investment companies which are subject

to the.Investment Compainy Act of 1940;
(b) Voting trust certificates;
(c) Fractional undivided interests in oil or gas rights as defined in Rule 300, or

similar interests in other mineral rights;
- (d) Certificates of interest as defined in Rule 360;

(e) Any securities issued by an individual who is a resident of a foreign country,.
a corporation incorporated in a foreign country, or any other person organized
under the laws of, or having its principal place of business in, a foreign country;
provided, that this regulation shall apply to the guarantee by a foreign govern-

ment of securities of a political subdivision of such foreign government offered in
exchange for other securities of such political subdivision;

(f) Any securities of an issuer so long as a registration statement of the issuer
or of any person controlling, controlled by, or under common control with, the
issuer is the subject of pending proceedings under Section 8 (b) or. 8 (d) of the
Act or of an order entered under either of these sections;

(g) Any securities of an issuer if the issuer, any promoter of the issuer presently
connected with the issuer in any capacity, or any person controlling, controlled
by, or under common control with the issuer (1) has been convicted within five
years preceding the filing of the letter of notification of any felony or misdemeanor
involving the sale of any security or (2) is subject to an order, judgment, or
decree of any court of competent jurisdiction, entered within three years preceding
the date of filing the letter of notification, enjoining it or him from engaging in
or continuing any conduct or practice in connection with the sale ofany security;

*((h) is deleted by amendment.)
(i) Securities as to which a registration statement has been in effect in connec-

tion with the offering made under this regulation, before (1) the expiration of one
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year from the date of the last sale made pursuant to the registration statement by
the issuer or other person on behalf of or for the benefit of whom the securities
were registered or by any underwriter and (2) the effective date of an amendment
to the registration statement removing from a registered status all the securities
-remaining unsold by the issuer or other person on behalf of or for the benefit of
whom they were registered or by any underwriter.
Rule 222. Letter of Notification

(a) No securities shall be offered under this regulation until five (5) days
(Sundays and holidays excluded) after a letter of notification with respect thereto
has been filed, as provided in paragraphs (b) and (c), by the issuer or by the
person or persons by, on behalf of, or for the benefit of whom the offering is to
be made, if other than the issuer. Every letter of notification shall contain the
following information:

(1) The full names and complete mailing addresses of (A) the issuer; (B)
all directors and officers of the issuer; (C) the person or persons by, on behalf
of, or for the benefit of whom the offering is to be made; and (D) each princi-
pal underwriter.

(2) (A) The title of the securities proposed to be offered; (B) the principal
amount of evidence of indebtedness or the number of shares or other units
proposed to be offered; (C) the price per unit at which they are to be offered
to the public; (D) the aggregate amount at which they are to be offered to the
public; and (E) the aggregate amount at which all securities of the issuer
have been offered to the public within one year by the person or persons filing
the letter of notification. Where securities are to be offered "at the market"
the information required by (C) and (D) shall be given upon the basis of
the market price as established by bona fide sales made within a reasonable
time prior to the date of filing the letter of notification.

(3) The approximate date of the proposed public offering.
(4) A list of the jurisdictions (States, Territories, the District of Columbia,

or foreign countries) in which it is proposed to sell the securities. No
securities shall be offered in any jurisdiction not mentioned in the original
letter of notification until a supplementary letter stating the name of that
jurisdiction has been filed. However, a statement that all or part of the
offering is to be made by use of the facilities of a securities exchange (naming
the exchange) shall suffice as to the securities to be so offered.

(5) If the securities are to be offered by, on behalf of, or for the benefit
of the issuer, the purposes for which the net proceeds from the securities
are to be used.

(b) An original and two copies of each letter of notification shall be filed, at
least five (5) days (Sundays and holidays excluded) prior to any public offering
of securities under the regulation, with the regional office of the Commission for
the region in which the issuer's principal place of business is located. Form
S-3b-- may be used in supplying the information required to be set forth in the
letter of notification.

(c) Any change in the matters stated in the letter of notification shall be set
forth in a supplementary letter of notification, except that no supplementary letter
of notification need be filed with respect to a change in the offering price of
securities which are being offered at the market.
Rule 228. Written Communications, Advertisements, and Radio Broadcasts

(a) Three copies of every written communication, advertisement, or radio
broadcast prepared or authorized by the issuer, any person controlling, controlled
by, or under common control with, the issuer, or any principlal underwriter of the
securities to be offered, which is proposed to be used at the commencement of
the public offering under this regulation or intended to be sent or delivered there-
after to more than ten persons shall be filed, at least five (5) days (Sundays and
holidays excluded) prior to any use thereof, with the office of the Commission
with which the letter of notification is filed: Provided, That there need not be filed
copies of any communication which does no more than identify the securities,
state the price thereof, and state by whom orders will be executed.

(NOTE.-The material filed pursuant to this rule is required to be filed solely
for the information of the Commission to aid it in the enforcement of Section 17
of the Act, and not for the purpose of enabling the Commission to cite any deficiency
in the information contained therein. The failure of the Commission at any
t me to take action upon any information filed pursuant to this rule does not
indicate that the Commission considers the information accurate, complete
or not misleading.)
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(b) Every written communication, advertisement, or radio broadcast, a copy
of which is required to be filed with the Commission pursuant to this rule, shall
contain a statement in substantially the following form:

"Because these securities are believed to be exempt from registration,
they have not been registered with the securities and exchange com-
mission; but such exemption, if available, does not indicate that the
securities have been either approved or disapproved by the commission
or that the commission has considered the accuracy or completeness of the
statements in this communication."

In written communications and advertisements the statement shall be set forth
on the first page in type as large as that used generally in the body thereof.

(c) No written communication, advertisement, or radio broadcast, a copy of
which is required to be filed with the Commission pursuant to this rule, shall be
used unless it contains the following information:

(1) The name of the person or persons by, on behalf of, or for the benefit
of whom the securities are being offered.

(2) The number of shares or other units being offered and the amount of
underwriting discounts or commissions per unit or, if none, the per unit
amount of expenses incurred or to be incurred in connection with the distri-
bution of the securities (estimate if necessary).

(3) The aggregate amount of underwriting discounts and commissions
or, if none, the aggregate amount of expenses incurred or to be incurred in
connection with the distribution of the securities (estimate if necessary).

(4) If the securities are being offered by, on behalf of, or for the benefit of
the issuer, the purposes for which the net proceeds from the securities
are to be used.

Rule 224. Prohibition of Certain Representations
No written or oral communication used in connection with any offering under

this regulation shall contain any language stating or implying that the Com-
mission has in any way passed upon the merits of, or given approval to, the securi-
ties or the terms of the offering, or has determined that the securities are exempt
from registration, or has made any finding that the statements in any such com-
munication are accurate or complete.



APPENDIX C

MISCELLANEOUS STATISTICS RELATED TO INVESTMENT

TABLE I.-Net United States direct-investment capital movements, by area and
industry, 1945-47

[In millions of dollars; increase (+) or decrease (-) in investments abroad]

Ameri- ERP ER? Other Other
Total Canada can Re- countries denes Europe countries

________________________ ______ publics dencend

Total, all industries:
1945 ------------- +100. 0 +39.0 +140.4 -6.8 -16. 2 -87.0 +30.6
1946 -+139. +14 6 +55. 7 +14.7 +4.4 +1.0 +49.4
1947 -+666.4 +28.8 +407.7 +43.1 +26.9 +1.7 +158.2

Manufacturing:
1945 -+67.5 +42. 2 +21.2 +3.8 -+.7 -. 4
1946 -+16.5 -11.1 +16.3 +4.8 +.6 +.7 +5.2
1947 --------------------- +72.9 -. 5 +50.8 +9.6 +.3 +1. 9 +10.8Distribution:
1945 -- 12.7 -- +3.8 -12.5 +. 1 +.2 -4i3
1946 - ---------------- +24.2 -. 2 +8.1 +4.2 +.6 +.1 +11.5
1947 -+43.0 -4.8 +31.4 +6.4 +1.7 - - +8.3

Agriculture and fishing:
1945 -+43.1 +.3 +46. 7 +1.2 (9) . -5.1
1946 -+6.8 +.6 +6.3 -- -. 9 +.8
1947 ------------- -9.4 +.3 -11.2 ------ +.8 ----- .

Mining and smelting:
1945 -- 3.0 +2.5 -6.7 -- +1. 0-- +.2
1946 -- 12.9 (9) -12.2 -- -. 5 -- -. 1
1947 -+18.4 -. 7 +18.2 +.2 -2.0 -1.5 +4.2

Petroleum:
1945 -+87.8 -3.9 +71.1 -2.7 -17.3 +.I +40.5
1946 -+158.2 +12.1 +104.3 +6.6 +4.5 -. 1 +30.7
1947 ------------------------- +454. 6 +26.9 +260. 8 +18. 7 +25.1 +1.3 +122.0

Public utilities:
1945 -- 96.1 -5.9 +1.7 +. I -- -88.1 -3.9
1946 -- 84.1 -5.5 -79.7 )-- ( +. I +.9
1947 -- 9.7 -26.1 +17.9 +. 1 --- -1.6

Miscellaneous:
1945 -+13.4 +3.8 +2.6 +3.3 (') +. 1 +3.6
1946 ---------- +31.1 +18.7 +12.6 -. 9 +. 1 +.2 +.4
1947 -- +96.6 +33: 7 +39.8 +8.1 +1. 0-- +13.8

I Less than $50,000. Source: U. S. Department of Commerce.
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TABLE II.-Expenditures on new plant and equipment by United States business,' 1941-49 2
[Millions of dollars]

1948 1949

1941 1942 1943 14 1945 1946 1947 1948 br- u April L
April Sep Octo y- JuSy-

March June tep- r De- ar JTune
3 Sep-e

em cemberMrctebr

Manufacturing -- 3,400 2,760 2,250 2,390 3,210 5, 910 7,460 8,340 1,800 2,140 2,090 2, 320 1,850 1,960 1,840
Mining -0------------------ 80 410 360 100 440 560 690 800 180 200 200 220 190 200 190
Railroad ------------------- 160 140 460 180 110 170 910 1,320 270 310 320 410 360 410 310
Other transportation-340 260 190 280 320 600 800 700 180 190 170 170 130 140 170
Electric and gas utilities-710 680 140 490 630 1,040 1, 900 2,680 100 640 690 850 680 810 830
Commercial and mniscellaneous4 -------- 2,450 1, 470 730 070 1,480 3,300 4,410 5,890 1, 240 1,340 1,360 1,440 1, 20G 1,300 1,280

Total ------- i------- -- 8,190 6,110 4,030 5,210 6,630 12,040 16,180 19,2310 4,170 14,820 4,830 15,410 14,460 4,820 14,630

I Excludes agriculture; figures represent estimates of actual expenditures except where 8 Estimates based on anticipated capital expenditures of business.
indicated to be anticipated expenditures. 4 Includes trade, service, finance, and communication.

2 Figures for 1941-44 are Federal Reserve Board estimates based on Securities and Ex-
change Commission and other data. These figures do not agree precisely with the totals NOTE,-Figures are rounded and will not necesarily add to totals.
included in the gross national product estimates of the Department of Commerce. The Source: Securities and Exchange Commission.
main difference lies in the inclusion in Commerce figures of certain outlays charged to
current account:

0
'-3
0
I90

0

'-4z
'-3

'-3

90

t:11

'-3

90
W.
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TABLE III.-Selected types of long-term savings of individuals

[In millions of dollars]

Savings Life Mutual m United Net in-Dec. 31 and loan insurance svns Cr. Postal States Total creasesvns mercial . 6 nsdrnassoci- compa- anks$ bank 4 savings' savinsdrgations I nies.2 bonds8
year

1920-- --------- $1,741 $5,488 $4,806 $10 546 $166 $761 $23,5086
1921---------- 1,965 1,893 5,541 11,079 148 652 25,278 $1, 770
1922 -2,210 6,360 5,985 12,289 135 730 27,709 2,431
1923- 2,626 6,981 6,484 13,656 135 373 30,255 2,546
1924- 3,153 7, 706 6,912 15,044 137 411 33,363 3,108
1925 ----------------- 3,811 8,592 7,349 16,314 138 376 36,580 3,217
126 -4,378 9,594 7,799 17,237 143 356 39,507 2,927
1927- 5,027 10,648 8,352 18,674 153 245 43,099 3,592
1928---------- 5,762 11, 782 8,731 19,291 158 95 46,823 2,724
1929- 6,237 12,801 8,797 19, 165 169 - -95 47, 169 1,346
1930 ---------- 6,296 13,690 9,384 18,647 250------- 48,267 1,098
1931---------- 5,916 14,293 9,939 15,955 613------- 46,716 -1,551
1932- 5,326 14,319 9,890 12,105 915 - - 42,551 -4,16
1933 ----------------- 4,750 14,613 9,506 10,979 1,229 - - 41,077 -1,474
1934- 4,458 15,687 9,670 11,992 1,232 43,039 1,962
1935- 4,254 17,203 9,829 12,899 1,229 153 45,567 2,528
1936- 4,131 18,736 10,013 13,709 1,291 475 48,355 2 788
1937---------- 4,015 20, 181 10,126 14,410 1,3803 964 50,999 2,844
1938---------- 4,105 21,512 10,235 14,427 1,286 1,442 52,907 1,908
1939---------- 4,010 23,024 10,481 14,865 1,315 1,900 55,845 2,738
1940- 4,272 24,663 10,618 15,403 1,342 2,700 58,998 3,353
1941 ----------------- 4,652 26, 592 10,490 15,523 1,392 5,200 63,849 4,851
1942- 4,910 28,734 10,621 16,056 1,459 13,300 75,080 11,231
1943- 5,494 31,365 11,707 19,001 1,837 24,600 94,004 18,924
1944---------- 6,305 34, 212 13, 332 23,871 2,406 36, 100 116, ?26 22,222
1945 -7,365 37,109 15,332 29,929 3,013 42,800 135,948 19,722
1946 --------- 58,848 40, 713 16,813 33,447 3,379 43, 100 146,700 10,752
147 -9,753 43,820 17,744 34,694 3,523 45,700 155,234 8,534
1948?7---------------- 11,000 47, 500 18,390 35,300 3,430 47,500 1G3,120 7,886

I Estimated private investments in savings and loan associations, including deposits and investment
securities. Does not include shares pledged against mortgage loans. Source: Home Loan Bank Board.

2 Estimated accumulations in United States life insurancecompanies include reserves plus dividends
left to accumulate, minus premium notes and policy loans. Source: Institute of Life Insurance.

Deposits. Prior to 1938 data based on savings deposits in mutual savings banks asreported by the Comp-
troller of the Currency. All figures include a small percentage of Christmas savings and other special
accounts in addition to regular deposits. Source: National Association of Mutual SavingBakan
Federal Deposit Insurance Corporation.

4 Time deposits of individuals, partnerships and corporations. From 1920 to 1935, based on Comp-
troller of the Currency figures as of June 30 for all national, State commercial and stock savings banks and
trust companies. Interpolations as of December 31 prepared by Operating Analysis Division. From
1936 to 1946 December 31 figures as reported by the Comptroller of the Currency and Federal Deposit
Insurance Corporation. Source: Comptroller of the Currency, Federal Deposit Insurance Corporation
and Home Loan Bank Board.

6 Due depositors: Outstanding prinsipal and accrued interest on certificates of deposit,outstanding sav-
ings stamps and unclaimed deposits. Source: Post Office Department.

6 Current redemption value of savings held by individuals at year-end-from 1920 to 1928, War savings
securities; 1935 to date includes United States savings bonds, series A-G. Source: U. S. Treasury Depart-
ment.

P preliminary estimates.

Source: Federal Savings and Loan Insurance Corporation.
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TABLE IV.-New non-Federal security issues, by major issuers and purposes,
1919-48

[In billions of dollars]

Domestic, new capital Domestic, refunding

Year State Corporate State Corporate Foreign, issues
Total munici- Total munii- total

pal Bonds Stocks pal Bonds Stocks

1919 --- 2.9 0.7 0.8 1.4 0.4 (') 0.3 0.1 0.8 4.1
1920 3.2 .7 1.5 1.0 .2 (1) .2 (') .6 4.0
1921 --- 2.9 1.2 1.4 .3 .6 (1) .6 (1) .7 4.2
1922 3.3 1.1 1.6 .6 .8 (1) 7 (1) *9 6.0
1923 3.7 1.0 2.0 .7 .6 (1) 5 .1 .5 4.8
1924 4.4 1.4 2.2 .8 .5 (1) .5 (1) 12 6.1
1925 5.1 1.4 2.5 1.2 .6 (1) .5 .1 1.3 7.0
1926 5.1 1.3 2.7 1.1 .8 (') .7 .1 1.3 7.2
1927 6.2 1.5 3.2 1.5 1.9 (1) 1.6 .3 1.5 9.6
1928 6.7 1.4 2.4 2.9 1.6 (') 1.1 .5 1.5 9.8
1929 9.4 1.4 2.1 5.9 1.3 (') 5 .8 .7 11.4
1930 5.9 1.4 3.0 1.3 .5 C') 5 C') 1.1 7.5
1931 2. 7 1.2 1. 2 .3 .9 (1) .8 C') .3 3.9
1932 1.1 .8 .3 (') .4 .1 .3 (') .1 1.6
1933 .6 .5 (') .1 .3 (') .2 Cl) .1 1.0
1934 .9 .8 .1 (1) .4 .1 .3 (l) C') 1.3
1935 1.3 .9 .3 .1 2.2 .4 1.8 .1 .1 3.6
1936 1.9 .7 .8 .4 3.8 .4 3.2 .2 .1 5.8
1937 1.9 .7 .8 .4 1.4 .2 .9 .3 .2 3.5
1938 1.9 1.0 .8 .1 1.3 .1 '1.2 (') .1 3.3
1939 1.3 .9 .3 .1 1.9 .2 1.6 1 ') 3.3
1940 1.5 .8 .6 .1 2.5 .5 1.8 .2 (') 4.0
1941 1.6 .5 .9 .2 1.9 .4 1.4 .1 (') a.5
1942 .9 .3 .5 .1 .6 .2 .4 ') C') 1.5
1943 .6 .2 .3 .1 .9 .3 .6 .1 .1 1.6
1944 --- .8 .2 .4 .2 2. 9 .4 2.2 .3 C') 3.7
1945 L1 8 .6 .6 .7 5.3 .3 4.3 .7 .1 7.1
1946 4.6 1.0 2.1 1.5 3.0 .2 2.4 .6 .1 7.7
1947 7.0 2.2 3.6 1.2 1.5 (1) 1.2 .3 .2 38.7
1948 --- 8.5 2.6 35.0 .9 .4 .1 .3 (') C') 8.9

' Less than $50,000,900.
' Includes $244,000,000 of issues of the International Bank for Reconstruction and Development which

are not shown separately.
3 Includes the Shell Caribbean Petroleum Co. issue of $250,000,000, classified as "foreign" by the Chronicle.

Sources: Board of Governors, Federal Reserve System, 1919-39, Banking and Monetary Statistics, table
No. 137, p. 487; 1940-48, Federal Reserve Bulletin, May 1949, p. 550.



TABLE V.-Estimated ownership of U. S. Government securities by bank and nonbank investors

[Par value ' in billions of dollars]

Held by banks Held by nonbank investors
Total _

Federal U .Gv
securities Commer- Federal Inii-Mutual Other cor State and ernS.mGov
outstand- Total cial banks Reserve Total ndivid- Insurance savings porationm ent

ing and trust uals ~~~~~~~companies ad associ loao-investment
companies uanalaans atins2 ernments: accounts

1939-December -47.6 18.4 15.9 2.5 29.3 10.4 6.3 3.1 2.6 0.4 6. 5
1940-June -48.5 18.6 16.1 2.5 29.9 10.3 6.5 3.1 2.5 .4 7.1

December - ----- 50.9 19.5 17.3 2.2 31.5 10.9 6.9 3.2 2.4 .5 7.6
1941-June----------------- 55.3 21.8 19.7 2.2 33.5 11.5 7.1 3.4 2.4 .6 8.5

December -64.3 23.7 21.4 2.3 40.6 14.1 8.2 3. 7 4.4 .7 9.5
1942-June -77.0 28.7 26.0 2.6 48.3 18.4 9.2 3.9 5.4 .9 10.6

December ------ 112.5 47.3 41.1 6.2 65.2 24.5 11.3 4.5 11.6 1.0 12.2
1943-June -140.8 59.4 52.2 7.2 81.4 31.7 13.1 5.3 15.5 1.5 14.3

December-170.1 71.5 59.9 11.5 98.7 38.4 15.1 6.1 20.0 2.1 16.9
1944-June -202.6 83.3 68.4 14.9 119.3 46.5 17.3 7.3 25.9 3. 2 19.1

December -------- 232.1 96.5 77.7 18.8 135.6 53.5 19.6 8.3 28.1 4.3 21.7
1945-June -259.1 106.0 84.2 21. 8 153.1 59. 8 22. 7 9. 6 30.9 5.3 24.9

December ---- 278.7 115.0 90.8 24.3 163.6 64.8 24.4 10.7 30.2 6.5 27.0
1946-February (peak) -279.8 116.7 93.8 22.9 163.1 64. 6 24.8 11.1 27.9 6.7 28.0

June-269.9 108.2 84.4 23.8 161.7 64.1 25.3 11. 5 1 25.3 6.5 29.1
December-259.5 97.9 74.5 23.3 161.6 64.9 25.3 11.8 22.4 6.3 30.9

1947-June -258.4 91.9 70.0 21.9 166.5 67.1 25.0 12.1 22.3 7.1 32.8
December -257.0 91.3 68.7 22.6 165.7 66.6 24.3 12.0 21.2 7.3 34.4

1948-June -252.4 85.9 64.6 21. 4 166.4 67.0 23.2 12.0 20.7 7. 8 35.7
December -252.9 85.8 62.5 23.3 167.1 67.6 21.5 11.5 21.4 7.9 37.3

1949-May (preliminary) -251.9 82.5 62.8 19.7 169. 4 68.7 21.0 11.6 22.4 8.1 37.5

I United States savings bonds series A-D, E, and F are included at current redemption rates.
lIncludes savings and loan associations, dealers and brokers, and investments of foreign balances and international accounts in this country.

Source: U. S. Treasury Department Bulletin.
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TABLE VI.-Distribution of assets, United States life-insurance companies: Dec. 81, 1900-48
[In billions of dollars]

Securities of business and industry
U. S. yov-- State, local,Yearemi t Tbderitret Mortgages Real estate Policyloans andforeign Miscella- Totalsecurities Tptal Railroad Public util- Industrial ~~government neous assets assetssecurities 'ptal Railoads Pbicy btnds and other Stocks bondsbonds iy bonds bonds

1900 --------------------------- 1------)----------- - - - - 0.5 0. 2 0.09---------- - ---- 1.71910 ------------------- (5) ---------------- 0.1 1.2 .2 .5 ------ -- - ----- 3.91920 - 0. 8----- .07 2.4 .2 °9- - -73
1921-.8 1.9 1.7 0.2 0.04 .07 2. 8 .2 * 1.1 0.7 0.4 7.91922 -. 9 2.1 1.8 .2 .06 .06 3.1 .2 1.1 .7 .5 8.71923- .8 2.3 1.9 .3 .07 .06 3.7 .2 1.2 .7 .5 9.51924---------- -. 7 2.7 2- .51 .09 .06 4.2 .2 1.3 .6 .6 10.41921 ------ .7 3.1 2. 2 .7 .1 .08 4.58 .3 1.4 .7 .6 11.51926- .1 3. 5 2.4 .9 .1 .09 .6 .3 1. 6 .7 .8 12.91927 -. 4.0 2.58 1.2 .2 .1 6. 2 .4 1. 8 .7 .9 14. 41928-.4 4. 8 2. 7 1. 4 .2 .2 6.8 .4 2.0 .8 1.0 16.01929 -- .3 4.9 2. 8 1.4 .3 .4 7. 3 . 2.4 1.0 1.31 17.1930- -. 3 5.3 2.9 1.36 .4 .7 7.76 .8 2.8 1.1 1.1 18.91931-------------- .4 5.6 2.9 1.7 .4 .1 7.7 .7 3.4 1.3 1. 2 20.21932------------- .1 0.5 2.9 1. 7 .4 .5 7.3 .9 3.8 1.3 1. 4 20.81913-------------- .9 5.3 2. 8 1.7 .4 .4 6. 7 1. 3 3.8 1.4 1. 6 20.91934-------------- 1. 9 6. 4 2.7 1. 8 .4 .4 5.9 1.7 3.7 1. 6 1. 7 21.81935 -2.9 1.8 2.6 2.1 .6 .5 5.3 2.0 3.5 1.8 1.9 23.21936-3.9 6.5 2.7 2.5 .7 .6 5.1 2.1 3.4 1. 9 1.9 24.919374-4 7- -----------.------ 4. 8 2.08 1.0 .5 1.2 2.92 3.4 2.0 1.7 26.21938 ------------- 6. 0 7. 8 2. 7 3. 3 1.3 .5 5.4 2. 2 3.4 2.1 1. 8 27.81939 ------------- 65.4 8.5 2. 8 3. 8 1.4 .1 1.7 2.1 3. 2 2.3 2.0 20. 21940 -------------- .9 9. 2 2. 8 4.3 1.15 .6 6.0 2.1 3.1 2.1 2. 2 30.81941-------------- 6. 7 10. 2 2.9 4.9 1.8 .6 6. 4 1.9 2.9 2.6 2.0 32.71942-------------- 9. 2 10.3 2. 8 5. 2 1.8 .6 6.7 1. 7 2.7 2.5 1.9 34.91943-------------- 12.4 10.5 2.8 1.2 1. 9 .6 6.7 1. 4 2. 4 2.4 2.0 37.81944-------------- 16. 4 10.7 2.8 1.3 1. 9 .7 6.7 1.1 2.1 2. 2 1.9 41.11945-------------- 20.6 11. 1 3.0 1.2 1. 9 1. 0 6.6 .9 2. 0 1. 9 1.7 44.81946-------------- 21. 7 13.1 3.0 6.6 3.3 1. 2 7. 2 .7- 1.9 1.9 1.8 48.21947-------------- 20.0 16.2 2.9 6.9 1. 0 1.4 8.7 .9 1.9 1.9 2.1 61.71948-------------- 16. 8 20.3 3.0 8.7 7. 2 1.4 10.9 1.1 2.1 2.3 2.1 65.6

I Less than $10,000,000.
sIn 1905 holdings of railroad bonds of just over $1,000,000,000 represented one-third of the total assets.
Source: Life Insurance Fact Book, division of statistics and research, Institute of Life Insurance, New York, N. Y.
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TABLE VII.-United States life insurance companies: Percentage distribution of
assets, as of Dec. 51, 1921-48

[Percent]

Foreign
govern- SecuritiesMsc-

U. S. Gov- ment, Realel
Year ernunent Stat, Securitie Rotags etal Polincsy laneous TotalYear itie provincial, of andi Mortgages estate loans as Total

and local industry ast
bonds

1921 .
1922 .
1923
1924
1925
1926
1927-
1928
1929 .
1930 .
1931 .
1932
19233- - - - -
1934 .
1935
1936
1937
1938 .
1939
1940
1941 .
1942 .
1943
1944
1945
1946
1947
1948

10.6
10. 5
8.8
6.9
6.6
3.9
3.3
2.6
2.0
1.8
1.9
2.2
4.2
8.6

12.6
15.8
17. 7
17.9
18.4
19.0
20.5
26.4
32.9
39.9
45.9
44.9
38. 7
30. 2

8. 5
7.7
7.1
6.1
5.8
6. 2
6. 1
5 5.3
6.9
6.0
6.4
6. 5
6.6
7.3
7.6
7. 6
7. 7
7. 7
8.0
8. 1
8. 1
7.0
6.3
5.2
4.3
3.9
3.8
4. 2

24. 5
24. 7
24. 7
26.4
26.9
27.1
27. 6
28.5
28.0
28.3
27.6
26.4
25.4
24.8
25.0
26.2
26.8
28. 2
28.9
29.8
31.0
29. 5
27.8
26.1
24.8
27.2
31. 2
36.6

35.2
36.1
38. 7
40.2
41.6
43.0
43.0
42.4
41.7
40.1
38.0
35.3
32.0
26.8
23.0
20.6
19. 9
19. 6
19. 4
19.3
19. 6
19. 2
17. 7

* 16.3
14. 8
14.8
16.8

* 19.5

2.3
2.3
2.6
2.3
2.3
2.3
2.4
2.5
2.7
2.9
3.4
4. 5
6.1
7. 7
8.6
8. 6
8.3
7.8
7. 3
6.7
5.7
4. 7
3. 6
2.6
1.9
1.5
1.7
1. 9

13.3
13. 2
12.7
12. 7
12.5
12.4
12.4
12. 5
13.6
14.9
16. 7
18.3
18. 0
16. 7
15.2
13. 7
13.0
12. 2
11. 1
10.0
8.9
7. 7
6.3
5.2
4.4
3.9
3.7
3.7

5.6
5.5
5.4
5.4
5.3
6.1
6.2
6. 2
6.1
6.0
6.0
6.8
7.7
8.1
8.0
7.5
6.6
6.6
6.9
7.1
6.2
5.5
5.4
4.7
3.9
3.8
4. 1
3.9

Sources: Spectator Year Book and Institute of Life Insurance.

100.0
100.0

- 100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
t00. 0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
100.0
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TABLE VIII.-United States life insurance companies: Insurance in force, assets
and policy reserves with percentage relationships, as of Dec. 31, 1900-1948

-Portion of assets held Portion of insurance in
as offset to- force covered by-

Yer Insurance Assets Policy
in force reserves Owners'

Policy equity and Policy Total
reserves other reserves assets

liabilities

Billions Billions Billioes Percent Percent Percent Percent
1900 -------- $8.6 $L.7 $1t4 82.4 17.6 16.3 19.8
1910 -16.4 3.9 3.2 82.1 17.9 19.5 23.8
1920 -42.3 7.3 6.3 86.3 13.7 14.9 17.3
1921 -46.0 7.9 6.9 87.3 12.7 15.0 17. 2
1922- 50.3 8.6 7.4 86.0 14.0 14.7 17.1
1923-------- 16. 8 9.5 8.1 85.3 14.7 14.3 16.7
1924- 63.8 10.4 8.9 85.6 14.4 13.9 16.3
1925 -71.7 11.5 9.9 86.1 13.9 13.8 16.0
1926 -79.6 12.9 11.1 86.0 14.0 13.9 16.2
1927 -87.0 14.4 12.3 85.4 14.6 14.1 16.6
1928- 95.2 16.0 13.6 85.0 15.0 14.3 16.8
1929 -103.1 17.5 14.9 85.1 14.9 14.5 17.0
1930 -107.9 18.9 16. 2 85.7 14.3 15.0 17.5
1931 -108.9 20.2 17.4 86.1 13.9 16.0 18.5
1932. -103.1 20.8 17.8 85.6 14.4 17.3 20.2
1933 -98.0 20.9 18.1 86.6 13.4 18.5 . 21.3
1934 -98.5 21.8 19.0 87.2 12.8 19.3 22.1
1935 -100.7 23.2 20.4 87.9 12.1 20.3 23.0
1936 -104.7 24.9 21.8 87.6 12.4 20.8 23.8
1937 -109.6 26.2 23.2 88.5 11. 5 21. 2 23.9
1938 -111.0 27.8 24.5 88.1 11.9 22.1 25.0
1939 -114.0 29.2 25.8 88.4 11.6 22.6 25.6
1940 -117.8 30.8 27.2 88.3 11.7 23.1 26.1
1941- 124.7 32.7 28.9 88.4 11.6 23.2 26. 2
1942 -130.3 34.9 30.8 88.3 11.7 23.6 26.8
1943 140.3 37.8 33.0 87.3 12.7 23.5 26.9
1944 -149.1 41.0 35.6 86.8 13.2 23.9 27.5
1945 -155.7 44.8 38.7 86.4 13.6 24.9 28.8
1946 ----- _ _. 174. 6 48.-2 -41.7 86.5 12.5 23.9 27.6
1947 -191.3 51.7 44.9 87.0 13.0 23.5 27.1
1948 -207.1 55.6 48.2 86.7 13.3 23.3 26.8

Source: Life Insurance Fact Book, Institute of Life Insurance.
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TABLE TX.-United States life insurance .companies: Premium income and invest-

ment income with percentage relationship, years ended Dec. 31, 1911-48

Income ~~~Ratio investment in-
Income ~~~come to-

Year -_ _ _ _ _

Investment Ttl Premium Total in-
Premium and other Ttl income income

Billions Billions Billions Percent Percent
1911 -- ------------------ $0.6 $0.2 $0.8 33.3 25.0
1920---------------------- 14 .4 Us 28.0 22.2
1921-------------------- - 1. .5 3.0 33.3 25.0
1922:---------------------- 17 .4 2.1 23.5 19. 0
1923-------------------- - 19 .1 2.4 26.3 20.8
1924---------------------- 2.1 .6 2.7 28.6 22.2
1925---------------------- 2.4 * 6 3.0 25.0 20.0
1926---------------------- 2.6 .7 3.3 26.9 21L2
1927---------------------- 2.9 .8 3.7 27.6 21.6
19286--------------------- 3.1 1.0 4.1 32.2 24.4
1929 --------------------- 3.3 1.0 4.3 30.3 23.3
1930-------------------- - 3.5 Li 4.6 31.4 23.9
1931---------------------- 3.7 Li1 4.6 29.7 22.9
1932---------------------- 3.5 Li1 4.6 31.4 23.9
1933---------------------- 3.3 1.3 4.6 39.4 28.3
1934---------------------- 3.5. L3 4.8 37.1 27.1
1935-------------------- - 3.7 1L4 5.1 37.9 27.5
1938 --------------------- 3.7 5.5 5.2 40.5 28.8
1937---------------------- 3.8 LI5 5.3 39.5 28.3
1938---------------------- 3.8 1LO 5.4 42.1 29.0
1939-------------------- - 3.8 16 5.4 42.1 29.6
1940---------------------- 3.9 US8 5. 7 46.2 31U6
1941---------------------- 4.1 US8 6.9 43.9 30.5
1942 -------------------- 4. 2 US8 6.0 42.9 30.0
1943---------------------- 4.4 2.0 6.4 45.4 31.3
1944---------------------- 4.9 2.1 7.0 42.6 30.0
1945---------------------- 5.2 2.5 7.7 48.1 32.5
1946---------------------- 6.7 2.4 6.1 42.1 29.8
1947-------------------- - 6.7 2.3 9.0 34.3 25.8
1948---------------------- 7.2 2.4 9.8 33.31 25.0

Source: Life Insurance Fact Book: Institute of Life Insurance.

TABLE X.-United States life-insurance companies: Life-insurance-income dollar,

years ended Dec. 31, 19492-48

1942 1943 1944 1945 1946 1947 1948

Iheome: Cents Cessls Cents Cents Cents Cents Cents
Premiums ----------------- 75.68 75.7 76.6 76.9 77.8 79.3 80.0
Investment earnings------------ 22.3 21.9 20.8 20. 5 19.5 16.3 16.8
Other income --------------- 2.1 2.4 2.6 2.6 2.7 2.4 1L2

100.0 100.0 100.0 100.0 100.0 100.0 100.0

Mow used:
Additions to policy reserves and other

f unds:
Benefit payments ----------- 44.6 41.8 40.4 40. 5 19.4 39.9 41.6
Net additions to policy reserves.----- 31.8 37. 2 39.6 41.2 38.6 35. 2 34.8
Additions to special reserves and sur-

plus funds -------------- 7.5 4.7 4.0 2.2 3.8 5.6 4.6

94.1 83.7 64.0 83.9 62.0 80.9 81.0

Operating expenses:
Agency ---------------- 8.5 8.5 8. 7 6.9 10.0 10.4 10.2
Home-office salaries ---------- 2.6 2.5 2.4 2.3 2.7 3.0 3.0
Other ----------------- 2.6 2.6 28 2.6 3.0 3.6 3.7

13.9 13.6 13.6 13.7 15.7 16.9 16.9
Taxes-------------------- 17 2.0 2.0 2.0 US U 1.81.
Dividends to stockholders---3---7---4--.4 75 .4 .5

100.0 100.0 100.0 100.0 100.0 100.0 100.0

Sources: Institute of Life Insurance and Spectator Yearbook. Before 1947, accIdent and health business
,of life companies was not included.
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