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INTRODUCTION

The main objective of this paper i1s to determine the
pattern of financing of non=financial corporations for the
period 1959~1968. Locating the changes in the pattern of
financing of non=financial corporations for a 10 year period
and then comparing these changes in the light of the changes
of the historical period==1901=1958-=will enable us to draw
conclusionas. That is to say, do the changes in the ten year
period reflect the pattern of changes of historical period
or is the pattern of changes of ten years, 1959=1968, quite
different from the pattern of changes of historical period?
To campare the changes in the ten year period the data of
historical period going back 1901 are either calculated from
the astatistics made available by different government agen-
cles or have been taken from the work of different authors.

The paper mainly comprises three aspecta. First and
foremost, light will be thrown on the meaning and signifi-~
cance of corporate financing in order that the term "corpor-
ate financing” may well be explained. The next aspect will
be the major sources of funds., Finally, statistical analysis
will be presented} this is the muain portion of the paper and

the basis of the conclusions made.



I. CORPORATION FINANCEs ITS
MEANING AND IMPORTANCE

Finance, in its over—-all sense, embruces many areas
other than corporation finance~-money, banking, and credit
of various types and classes. Considered as a whole, finance
may be said to be the circulatory system of the economic
body, making possible the needed co-operation between the
pany units of activity., In an organiem composed of a myriad
of separate enterprises, esch working for ite own end but
eimultanecusly making a contribution to the syetem as a
whole, some force is necessary to bring about direction and
co=-ordination. Something must direct the flow of economic
activity and facilitate its amootb operation. Finance is
the agent that produces thie result, It is largely intan=-
gible in ite manifestation and is 80 interminglee with other
economic forgee that there is difficulty in appreciating
the part it playa. Yet in reality, financial operationa are
a constant force of liaison among and within the units of
em;ex-px-i.ee.l

The subject of corporation finance is a relatively new

1w1111u He Husband and James C. Dockeray, M%_

ion (Homewood: Richard D. Irwin
Pe ®



one, developed since the ownership of business ceased to
be concentrated in the hands of a few wealthy individuals,
This change did not come in this country until the indus-
trial revolution was well under way.

The few gorporations in existence at the time of the
American Revolution were largely financial institutions and
their ownership was closely held. Only as the impereonal
corporation has become dominant and its ownership dispersed
among considerable numbera of pereons has the subject of
corporation finance gained prominence.

Corporations are not just formed by those profit-geeck-—
ing enterprises or firwms, which are our main concern of study,
but they have becn established in many areas of political,
social, religious, and educational activity. Municipalities
incorporate to facilitate the conduct of their functions
and raising of funds through taxation, special assessments,
and borrowing. Federal and State projects are administered
by separate corporations, varying in their power and acti-
vities. Tennessee Valley Authority provides a good example,
with 1ts mltipurpoce activitiee.

Social clubs fraternal organizations do incorporate
not for an economic purpose, but for gaining certain advan-
tages of incorporation, such as continuity and limited lia-
bility. Likewise, hospitals and educational institutions
usually become corporations to facilitate the making of con-
tracts and the ownership of property.



IN

The term “corporation finance," with which we are con-
cerned, does not include these public and private corpora=-~
tions.

Do frosnetag of mtsizelities vpt overmmen

issuance of government bonds or some other form
of indebtedness. Such organizations are classi=
fied as a part of govermment or public finance.”

Corporation finance is narrow in field, concerned muinly
with those private profit-seeking corporations which are
classified as industrial and public utilities. These are
the firms whose securities dominate the activities of the
securdties exchanges ag well as over-the—-counter trading.
They are private corporations publicly owned by a wide range
of stockholdera.>

In order to produce and distribute a product or service,
a company must have acguired the assets with which to carry
on that production and distribution. Corporation finance 1is
& study of those procedures and technijues of business Judge-
ment sultable for the aciuisition and administration of capi-
tal.

Procedures for the promotion of a corporation are a

part of corporation finanece as well as those for financing

existing corporations. Growth in sise rejuires additional

znicha:ﬁ.c. Osborn, C ration F c (New Yorks
Harper and Brothers, 1959), Ps Ye

3Ibido. pe 10.



capltaly and corporation finance covers this process of cx~
pansion from whatever sources and the growth of the corpora-
tion thro gh different forms of combination.h

In & more precise way, we can say corporation finance
gerves two bzsic dmportant functions.,

First, it is a means of assembling the funds
neceseary to initiste a new business. Second,
and much more important, it provides for addi-
tional cupitual, covering the cost of operution,
and generally aynchrgniaing the diverse faotors
of ¢ going businsss,.

41v1d., p. 10,
snusband and Dockery, ope.cit., p. 8.



II, MAJOR SOURCES OF FINANCING

The meaning and concept of corporation finance gives
an idea that its task is to assemble the funds necessary
to initiate a new business, and much more importantly, to
provide the basis for continued operation—providing for
additional capital, covering the cost of operation, and gen-
erally synchronizing the diverse factors of a growing busi-~
nesa.6

Take, for example, the company which has a brilliant
new idea, The campany may have & plan for converting that
idea into a marketable product. It may have access to both
the manpower and the materials needed to make the product.
And it may have the necessary management ability to insure
effiecient production. But if the company cannot raise the
money needed to put all these things in motion, nothing of
very mich conseguence is going to happen.

To some people, of course, the idea of financing a new
comuercial venture still conjures up thoughts of an enter-
prising fellow bustling about in search of prosperocus backers
who ¢an be persuaded to put up the necesgary funds, But
while we still might find examples of this today, most new

business ventures are now carried out by established compa-

6Ib1do. Pe 8.



nies interested either in expanding their operations or in
branching out into new flelds. The need for capital today
is certainly no less intense than it was for the first Henry
Ford, but the technicues and eources which hauve evolved are
far more sophisticated than they were in his day.

The question with which we ere confronted is that of
major sourees of corporate funcse Apart from outright bor-
roving from banks and other lending institutions, the modern
corporation cun tup a varlety of sources elther for new cuapi-
tal or for internally generated replacement funds.

lNew capital can come from selling stock, from selling
bonds, or frox retiined earnings. Two of these sources—
new issues of stock and bonds—invite public participation
in the financing of the corporation. The third, retaincad
earnings, 1s a source of funds for investment springing from
the corporaction's own activities. By investing retained
earnings, a compuny can place back into the business all or
part of its net profits.7

Beyond such infusion of new capital, a corporation can
generate funds internally by means of depreciation, and of
depletion allowences—in sum, that portion of a corporation's
agsgets which mey be written off for obsolescence or for wear

and tear of plant and couipment, or for the exhaustion of

70. Keith Punston, "Where Does The Money Caome Fram?

Changing Pattern In Corporate Financing," Vital Speeches
of the Day, Vol. 5 (May 15, 1965), p. &68-
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natural resources. These allowances do Bot represent new
capital, rather, they represent roecovery of previous capi-
tal expenditures. The process by which funds are generated
through depreciation allowances are dealt in detail under
the specific heading of "Depreciation® in the caming pages.

We have already reviewed in gsnerel the sourc¢es avall-
able for corporate funds. Now an ind{vidual consideration
of internal and externdl sdurces and their sub=divieions
will be made.

This categorizing of egurves will help in analyzing
their trends in corporate finaneing,

L 3 es

In modern oconocmics, addition to and replacement of
capital goods are, to an overwhelming extent, purchased by
the would=be capital users. Therefore, the guestion of fi-
nancing ariseg. VWhere does the capital acquiring unit obtain
the means for purchasing? Here the important distinction
between internal sources and extermnal sources arises.

Internal sources refer to the sources of funds obtained
through the retention of sarmings, funds made available
through the capital consumption allowaneces, and ad justments

to the inventory waluastions. These categories foram the head~

ing of intermal sources of funds,
Undistributed Profits.

The queation "What are earnings?” may appear to be
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witless. One has to look at corporate income astatements to
see what earnings are. In such a statemaent, the various
sources of income, salea, commission, interest, dividends,
and 80 on, are listed by name and amount. The warious kinds
of expensen—-cost of goods, wages, ealsries, cost of supplies,
depresciation, and 80 on—dre similarly listeds The net dif-
ference betwesen the eum of incame and expense items 4s set
out as net income dofore income taxes, Or net earniags before
income taxes, Oor net profits before income taxes, and then
income taxes ars dedustted to give a final figure for net
income, or net earnings, or net profita.

Retained earmings are those portions of net profit which
have been left with the corporation after paying the divi-
dends to the stockholdexs.

For a great number of American business corporations,
retained earmings or profits constitute the most important
source of assets. For almost all business eorporations that
are profitable, they represent a signifi¢ant source of assets,
if not the most mportant.s

Corporations of amzll and middle size often have little
or no access to outside sources of long-term funds, and their
stockholders have but small amounts of cash for buying addi-
tional stock to finance expansion. Though these corporations

8
Rﬂ!ﬂbﬂd Pe Km
wood § chard D. I
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miy be able to get fair amounts of short=term credits, they
must depend chiefly on the retention of earmings. The manage=-
ments of many corporetions, amall and large, choose not to
tap outside sources of long=term funds even when readily
available. And the management of most others, though they
may tap many financial markets in their search for funds,
generally decide that these sources mmust be substantially
supplemented with generous amgunts of retained oamings.9
Considerations vhioh favor the use of retained earnings
are, as pointed out by Gordon Donaldson, "within full control
of management, and available without delay, undertainty,
negotiations, interference, publiecity or e:q:lmt.iono"lo

Depreciation,
The physical usefulness of tangible property is invari-

ably subjeet to decline~~buildings decay, maohinery wears
out, and tools have a limited productive life. Thesze instru-
ments are used up 4in carrying on the productive process.

But their consumption may be very gradual and the rate is
significantly dependent twpan esuch influences as climste con-
ditions, the amgunt of use, and the degree of maintanance

and repair,

9Ib1do. Pe 6320

matmlon Donaldson, Corperate Debt Capacity
of Research, Graduate School of Busine stration,
Harvard Univaraity y 1961), p. 70.
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Good managerial practices reguire that managsment pro-
test the ovmer's investment {n working and fixed assets.

To accomplish the latter necessitates that the originzl in-
vestment be recovered by the time the assets are "wora out."
The method used to recover the investment is to ineclude in
the priocses of the fim's goods and services an amoumt egual
to the wear and tear (depreciation) of the assets used in
their production. If depreciation expense is properly cal-
ulated, the originzl ¢oot aimus scrap valus will be recov—-
ered by the time the asset wears out.

The depreciation chatrge, unlike other expenses, does
not represent a cash outlayj consequently, manzgement may
use these funds for any wvalid pm-poae.n

According to Richard C. Osbornsl?

Depreciation is mentioned as a source of cur-
rent capital funds. Depraciation of itself is
simply an acorued expense and furrnishes no funds,
Only the recovery of this asccrued expense in a
cash or receivable form thro the sale of the
product permits the asocumulation of funds. Fixed
assets are graduzally worn out in the productive

rocess and thedr cost is reco ered im a liquid
o, Although these funds will need to reenter
the fixed asset form in the future, they will not
do so immedistely. During a depression they may
be retained without reinvestment for a considexr-
able periods In an inflationary period the funds
recovered by depreciation are less than those re—
quired for replacements of either the same machine
ery or the same capacity.

umt We. Walker, Essentizls of
(Englowood Cliffs, We Je: F

1208b°m. °p031to. De 425,




Extexrnal funds for an econgmic unit mean obtaining funds
fram the outside, either equity in the form of stocks, or
debt financing—long=term or short=term, Such financing
may flow directly fiva the lender to the user, or via finan-
cial intermediaries,

Since, as a matter of ¢ourse, there are dieparities
in time and place detwecen the need for capital and ability
of a corporation to save, external financing is common.
Business units often have opportunities requiring capital
inveatment mmuch greater than the earnings they can retain
from current proi‘:!.t:azu’"3

0Of the many different gub-divieslons of extermal funds,
a brief description adout a few wlll suffice to elaborute
the picture of the over-all picture.

gtockse
Under the heading "Stocks™ come the funda obtained
through the sale of common as well as preferred stockse.
Funds obtained through this eourve are also known as "extere
nal equity.”
The lmportant advantages and disadvantages of funds
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obtained through this source are menticned here.l* To be
more clear, it is necessary to describe them separately for
cammon and preferred stocks,.

1) The equity capital represented by commen stock sexrves
as a cushionj that is, since owners of common stock are the
last group to participate in the assets in the event of dis-
soluti , any losses that may be incurred are absorbed by
this group. loreover, it alsc serves as a cushion because,
since dividends are not mandatory, the firm does not experi-
ence "legal® fallure when it fails to earn & profit. 2) Com-
non stock carries no fixed maturity and therefore does not
require a refinancing process. 3) Common stock in many cases
18 easler to scll than either prefaerred stook or debt. L)
Common stock i8 desired by a large number of investors be-
cause it acts as hedge against inflation.

Although there are severel valid reasons why common
stock is used, there are also several disadvantages which
occur to the firm that employs common stock in the finsncing
process. 1) Since the interest expense of a corporation is
deductible for tax purposes, equity capital coste==in terms
of non~deductibility of dividends for tax purposee--gubstan-
tially more than debt capital. 2) The cost of selling com=~

1LWa1kar op.cit, ! PPe 150~151 and Jules I. Bogen, "The

Importance of houit in the American lcon
Jononel of Pinance. Tols 5. e. 3 (Juner 19900, poe ibea71.
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pon stock is generally higher thun the cost of distributing

~ preferred stock or debt securities because of the great risks
involved and the more extensive selling efforts rsquired for
cammon stock eellings” 3) An additional issue of cammon stock
dilutes the control of exdsting shareholders.

Similarly, a list of advantages and disadvantages re-
lating to preferred stock borrowing can be listed as followss
1) Preferred stock is superior to bands, because it is not
asndatory that dividends be paid to preferred stockholders,
whereas interest charges must be paid to bondholders., Evi-
dently, it is the non-payment of interest charges to bondhold-
ers which greatly endangers the solvency of the company.
while dividend to preferred stockholders can be deferred for
a vhile without any risk to the zolvency of the company.

2) Another advantage is that managenment may use this device
to raisc equity capital without losing control of the com=
pany. 3) The use of preferred stock allows a company to
tap an otherwise closed source of funds. For example, cer-
tain institutional investors are unable to purchase cormon
stock but are allowed to purchase preferred stock.

A fow disadvantages attached with the use of preferred
stock can also be cited. 1) The cost of preferred etock is

graater thap the cost of bonds. This is attributed partly
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to the fact that dividends on preferred stocks are not tax
deductible, but bond interest i1s deductible as an expense.

2) A major disadvantage is that, in most cases, the contract
provisions tend to restrict management's effort. The cumulae-
tive feature may cause arearsges to become 80 large that any
type of future financing would be severely limited. This fea~
ture may also curtall management's ability to retain earnings,
thus restricting the growth of the company. 3) Another dis-~
advantage is the burden that results from the participating
provision} that is, common stock prices do not react favor-
ably when there is a participating feature, thus increasing
the cost of fhnds.lé

Bgnds »
A bond may be defined as a "written promise, under seal,

to pay specified sum of money at a fixed time in the future,
usu2lly more than ten years after the promise is made, 4ith
interest at a fixed rate, payable at specified nterest rate."17
Although there are different kinds of bonds with varying
conditions, the purpose here is to get an idea about the

bonds in general and to discover theilr advantages and dis-
advantages to snable anzlysis of the data related to them.

16Walker, Op.Cito, p. 155.
17Gharles We Gelstenberg, F ial Organization a

Managem iness, Fourt Ee%%sga EHIEEon, !Eﬁ%Iewood
Wm . Jei Prentice-Hall, Inc., 1959), pP. 10L.
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Bondholders do not as a general rule have any voting
privilege and cannot be classified as owners of the business.
Rather, they are classified as creditors and, as such, have
prior claims to the firm's assets in the event of liquidation.

Bonds which are long=term obligations appear to have
gained much importance since World War II.18 A listing of a
few advantages might elucidate the reasons for their increas-
ing importance, particularly compared to stocks. 1) Lower
costs in acquiring the funds. According to the securities
and Exchange Commission, the average cost of a bond flota-
tion comes to 1.49 percent of the gross proceeds, whereas
the comparable figures for a preferred issue is 4.34 percent
and for common 10,28 percent.19 2) The deductibility of in-
terest in computing income tax liabilities. 3) Avoidance of
sharing of control and 4) avoidance of dilution in the common
stockholder's claim to assets.zo

A major disadvantage of finanecing through bonds is that
any default on the part of management to pay interest, a
liability of the company, constitutes default, and in most
cases accelerates the maturity of the principal. Unless both

are paid, the firm is subject to bankruptcy procaedings.zl

18Kent, op.cit., p. 377.
19COhen, op.cit., p. 583,
201b4d., p. 378.

21Walker, op.cit., p. 159.



ITI. STATISTICAL ANALYSIS OF INTERNAL AND
EXT RNAL SOURCES OF FUNDS

The use of sophisticated technigues and egquipment has
greatly faclilitated the task of collecting, organizing and
interpreting statistical data. The data on current and past
sources of corporate funds have become avallable mostly
through the efforts of National Bureau of Economic Research,
the Department of Commerce, the Federal Reserve, and the
Securities and Exchange Commission.. Fram the data pertain-
ing to the private sector, the most important figures are
for the largest sector of the business commnity--non-farms,
non=financial corporations.

Financial institutions are of importance, b t they are
intermediaries in the process of capital formation. Their
8ignificance lies in their effect on the capital markets.
The importance of unincorporated business in the money and
capital markets is insignificant in comparison with non-
financial corporations.22

Tables 1 and 2 contain data on sources of funds for non-

farm, non-financial corporations for the years 1959-1968,

ZRaymond We Goldsmith, The I-L
he Postwar Ec (New Yorks
&esearcﬁ, xIﬂﬁc:.., %%3). PP. 11.0-11;5.

17
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prepared by the Department of Commerce and subsecquently ex—
tended by the Federal Reserve Board. Table 1 contains abso-
lute magnitudes while the relative importance of sach souice
can be found in Table 2,

The different categories mentioned in the data are
largely, but not entirely, self-explanatory, For example,
capital eoneumption allowanges, include not only deprecia-
tion but also aceidental damage to fixed capital as well as
capital outlay charged to current oxpenses. Bank loans refer
to all loans made by banks,

One of the most important items in the list is inven-
tory valuation adjustment. This is an estimate of the con=
tribution, positive or negative, to total profits that are
the result of gains or losses on the inventory acecunt ree
sulting fram changes in the price level. The estimate has
been taken as it stands and i3 expressed as a percentage of
total sowroes. Nevertheless, dspending on whether it is a
positive or negative figure for the year in question, inven-
tory valuation sdjustment has the effect of raising or low-
ering internal, and hence total, sources.

As we are particularly anslysing the trends in corpor-
ate finaneing, i.6., the sources whence the corporation is
raising the necessary funds, the main emphasis of this paper

18, therafore, on the major sourdes and its sub-divisions.
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Ae TEN YUARS PATTERNG

One purpose of this paper is to probe into the pattern
of corporats finencing during tha ten years® pesriod 1959-1968,
This part of paper is entirely devoted to the findings of the
data related to this period.

To leirn the importznece of different sourdes and their
components in financing of non~financial corporations a year-
ly breakdown of sources of funds has beasn preperede Table
1 indicates the figure in absolute amounts, and Table 2 shows
the percentage distribution, prspared to judge their relative
importance with each others Besides that, the importance of
total equity and debt financing can be judged through Table
3 which shows the f{gures in absolute amounts as well as the
percontage distribution. This will help in establishing the
ratio between the debt and cqulty financinge.

Another purpose of this paper 1s to see what i3 the
relationship between the externil sources of finance and the
general economic conditions of the American econmomy which
can be judged through the use of year-to~year Gross HNational
Product data. By relationship it is meant to see whether the
oxternel sourcos respond to the changes in the economic con-
ditions and, if s0, in what way.

It ic also of interest to know what has happened to
the debt and extarnal equity finamncing sources during this
ten year period.



CORPORATE BUSINESS1

TABLE 1
SOURCES OF FUND3, NOR-FARM HON=FINANCIAL

1959=1968.

(in billions of dollars)

1959 1960 1961 1962 1963 1964 1965 1966 1967 1968
IRTERRAL SOURCES 3500 3heli 356 B£1.8 L43.9 50.5 L46.6 61.2 612 63.1
Undistrituted Profits 12,6 100 1062 124 13.6 18.3 23.1 24.7 21.2 22.0
Corporate Inventory
Yaluation AMems 0.5 0.2 =Dl 0.3 =0.,5 =0.5 =le7 =le8 =lel =3.2
Capital Consmmption
owances 22,9 2‘0.2 250‘0 29.2 30.8 32.8 35.2 38.2 1#102 51003
EXTERNAL SOURCES 22,9 13,7 210 23.1 23¢2 213 36¢5 39.4 33.0 47.3
Stocks 2¢2 1e6 2e5 066 <03 14 0.0 12 2.3 =0.8
Bonds 3.0 3.5 1006 ‘+o6 309 4.0 Sels 1062 14.7 12.9
mgagea 3.0 2.5 3.9 4.5 L.9 3.6 3.9 Le2 L5 56
Bank Loansg 35 1.9 0.7 3.0 3.7 308 10.6 8ol 6ol 9.6
Other Loans ‘0.3 1.2 Oe 0.0 0.2 0.2 006 lob loz 3.6
Trede Debt 5.5 0. Sels  Leb 5.3 3. 9.1 7.3 2e 5.7
Profit Tax Liability 2.2 =22 1.’1» 006 109 005 202 0.2 -1001 3.7
Other Liabilitdes 3. LeO 1e7 5.2 37 3¢5 46 65 5.2 6.9
Saurce: Ecomomic Repart of the President, (¥Washington: United States Government

Printing O0ffice, 1970), p. 26k.

(474
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To begin with, we will see what happened to total in-
ternal and external sources in the broadest sense. What 1s
the ratio between these two sources, has it changed or re-
mained constant?

It 18 clear from Table 1 that during this ten-year
period internal and external sources have increased in ab-
solute amounts. Internal sources, while they provided $35.0
billion to total sources in 1959, in 1968 provided $63.1
billion, an increase of $28.1 billion. The reason why they
have increased s0 much is the fact that the economy had
seen a contimied expansion in the last & years starting
from 1961 up to 1968, the result being more profits to the
corporations, and profits in tum contributing to the incre-—
ment of total internal sources.

Any changee in total internal and external sources is
the sum total of changes of its sub—divisions. Analyzing
similtaneously the total intermal and external sources and
their components we can find out the causes behind their
yearly increases to ascertain their increasing or decreas-
ing importance to non=financial corporations.

In the year 1959, the retained profit was $12.6 billion
out of $35.0 billion of total intermal sources; in 1960 the
retained profits dipped to $10.0 billion, while the total
internal sources also came down to $34.4 billion. These

declines can be attributed to the 1960°'s recession in the



22

economy, which came after 35 months of recovery from 1957
1958 receasion.23 Early in 1961 vigorous antirecession mea-
sures helped get recovery off to a fast start and gave needed
assistance to those hardest hit by the recession. In 1962,
two important reforms affecting the taxation of business in-
come were put into effect: they were the new depreciation
guidelines and the investment tax credit. The guidelines

were established to bring depreciation standards closer to
acturl business experience, considering the rapid technolog-
ical advances and the earlier obsolence caused by this pro=-
cess.s Also the Treasury Departhent felt that the additional
cash flow would stimulate buasiness activity through both in=-
creasing the rate of return on investment and aaking the fi-
nancing of investment oanior.zk Corporate depreciation allow-
anges in 1962 totaled $29.2 or $4.8 billion more than in the
previous year. About $2.4 billion of this increase was attri-
butable to the use of the new guidelines for the depreciation.25
The recovery in business activity from 1961 to 1962 was ac~
companied by a rise in corporate carmings, mainly due to the
use of new depreciation guidelines, and investment tax credit,
which reduced corporate incoms tax liabilities.

23Econamic Report of the President, (¥Washingtonj U.S.
Government Printing Office, 1963), P. Ii

L]

2’*0.8. Department of Commerce, ey of Current Busincss
July, 1963, (Washington} Government srinifng UT%ice, I§G§i, Pe 3e

251paa 3
a3 Pe ®



The pace of expineion in 1962 slowed, following the rapid
recovery of 1961, By mid-1962 it had become apparent that
in the given level ond strueture of Federal tax rstes the
strength of private demend vould be insuffiecient to earry
the ceonomy up to full cmployment of its resources.

In August 1963, Predident Xemnedy amncunced theot he vould
propose a major tsx bill reducing the rste of personcl incone
and corporate profit taxes from & level which had been deter—
mined in large part by the need to fight the post-war and
Korean iaflation.26

In the first stage, beginning on July 1, 1963, the rate
reduction wvas to cut individual tax liabilities by a total of
$6.0 billion at anmmal rate and the corporate profit tax rate
was to be reduced in stages from the prevailing 52% to 47%,
representing a reduction in corporate tax lisbilities of about
32% billion at the prewvailing level of profits.27 The year
1963 saw prolonged debate over this mesasure and endorsement
came only in February 1961...28 When the Revemue Act of 1964
became effective, the economy was alrsady moving ahead strong-
ly as a result of the confidence that the prosperity would be
maintained with the ald of tax cutj the tax measures of 1962

26Econanic Report of the President, (Washingtonj U.S.
Government Printing Office, 1965), p. 37,

27Economic Report of the President, 1963, p. Lhe
28Econnnie Report of the President, 1965, p. 37.
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and the expansionary monetary policy also helped in keeping
the eaonomy moving. As a result, there was an increase in
retained profits and depreciation allowances of corporations
in the yesar 1963.

In early 196, the tax-reduction bill was enacted. Per-
sonal income tax liabilities were cut by $6.7 billion and
coryporate profit tax liabilities by £1.7 billion, with further
reduction in rates taking effect in 1965: the cut in liabil-
ities will be $11.0 billion for individual and $3.0 billion
for corporations.29 The year 1964 saw increased amounts of
retained profits due to rising eales, surging profits, and
the tax reductions.

The year 1965 saw a surge especially in total external
sources fram the previous year. The reason was an increase
in outlays for business fixed investmentst there was a 153%
Jump as compared with an average ammal rate of increase of
74% in the years 1962 and 1963.°° Business' fixed investment
averaged 9.8% of GNP during the entire post=Eorean periaed.
The share rose from the beginning of 1964 to the ond of 1966,
ultimately reaching a peak of 10.9%.°1 The repidly expanding
economy and its effects were visible in the increased retained

29““. 9 Pe 37.

3°Econonic Report of the President, (wWashingtonj U,S.
Covermment Printing Office, 1966), p. 3&.

31Eeonomic Report of the President, (Washingtonj U.S.
Govermment Printing Office, 1967), p. hg.
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profits of $23.1 billion in 1965, a big surge in total exter-
nal sources to $36.5 billion in 1965 from $21.3 billion in
1964, Bank loans in 1965 increased to $10.6 billion, a very
significant increase compared to the $3.8 billion of 1964.
The surge in bank loans was due to the growing needs of the
prospering economy and the role of monetary policy, which
throughout this expansion maintained a ready availability

of credit. The money supply grew by 4.0% in 1964 campared
to 3.8% in 196332 and helped business to tap resources to
meet their growing demand for outlaye. The strong rise in
extarnal sources was partly attributable to the growing vol=-
ume of funds cammitted by the corporations to uses other
than capital outlays. In the past 2 years, corporations

had markedly increased their net extensions of trade and
consumer credit.>’ The figures of trade debt showed a sig-
nificant increase from $3.6 billion in 1964 to $9.1 billion
in 1965. A number of special factors in 1965 also contri-
buted to the sharp inerease in business borrowing. Inven=
tories vere rising repidly end foreign investment by corpor-
ations was umisuslly high early 4in the year.34 In the clos~
ing months of 1965, conditions changed drastically, and rapid

32conomic Report of the President, 1966, p. 46,
33gconomic Report of the President, 1965, p. 69.
Bl*IbM. 9 Po 66.
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rise of business investment far exceeded the growth of cor-
porate cash flow, which we see in the surge of total exter-
nal sources. In December 1965 the Federal Reserve signaled
the forthcoming tightening of monetary policy by increasing
the discount rate from 4% to L4i%. At the same time the max-
imm allowable interest on time deposit of commercial banks
was reised from 43% to 5%%.35 Banks tried to satisfy the
mounting demands for business loans by obtaining additional
loanable funds by increasing their borrowing from the Federal
Reserve, reducing their investment in securities and bring-
ing back fumds from their foreign branches. The effect of
the policies are raeflected in the decrsased amounte of Bank
loans, from $10.6 billion in 1965 to $8.4 billion in 1966.
The strong demand for investment funds led firms to issue
large amounts of new securitiee,36 the capital raised through
bonds jumped to $10.2 billion in 1966 compared with $5.4 bil-
lion of 1965. Similarly, stockes contributed $1.2 billion,
while in 1965 no capital had been raised through this source.
We also find increasing retained profits and depreciation
allowances, which are the outcome of a constantly growing
sconomy and the earlier tax cuts, and liberal depreciation
policies of the government.

The moderation of the rate of economic advance at the

3SEconomic Report of the Presidant, 1967, p. 5.4
F1b1d., p. 55.



27

end of 1966 produced a setting for moneotary and credit de-~
velopments in 1967 which was in several respects the opposite
of that vhich had prevailed a year earlier. Plant and equip=-
ment expenditures had leveled off following a period of ox-—
ceptionally repid advance.>! Asa result, we find a decrease
in retained profits, bank loans, and trade debts. The in=
crease in depreciation allowances to $4le.2 billion in 1967
from $38,2 billion does indicate the larger dollar base value
of depreciadble amsets. The increase in bonds share registered
a substantial increase in volume, from $10.2 billion in 1966
to 8147 billion in 1967. The explanation for the exceedingly
large volumo of corporzte borrowing in 1967 lies in the events
of 19663 in part it reflscted expectation of what might happen
in 1968,38 Some corporete issues were postponed during the
market squeese of 19663 another important legacy from 1966,
however, was the lessen that corporations learmed about of
cost of excessive dependence on commexcisl banks. The lesson
that bank gredit could become very difficult to obtain, even
by highly credit—worthy borrowers, led mamy of them to con=
celude thit a large part of their debt capital should be ob-
tained at long-term. The impetus this gave to bond issue

wag stroengthened as the expectation began to spread that

37 .
Economic Report of the President, (Washingtonjy U.S.
Government Printing Office, 1968), p. 75.

3811314.' Pe 80,
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long-~term rates would increase as soon as economic activity
rebounded.39

The American economy achieved large gains in output
and employment in 1968. The GNP after adjusting for price
incresses increased by about 5%.“0 Corporate retained profits
were $22.0 billion as against $10.2 billion of 1961, depreci-
ation allowances etanding at $44.3 billion 4in 1968 as against
$25.4 billion of 1961. Capital raised through bonds and
stocks dec¢lined by combined total of $4.9 billion. The rea=-
son was the rise in interest rates in the open market. By
late May 1968 high grade corporate bonds cammanded more than
7.4

After analyzing the yearly changes in the light of the
general economic conditions, it would be reasonable to sum
them up to form a broad plscture about the different categories
like total intermal and external sources, total short and
long~term debts, undistributed profits, and capital consump-
tion alloviances.

In general, it can be sald that total internal sources
on an average have provided 63.9% of total sources during

the period under study. And external sources contributed

391bid., pp. £0-81.

“OEconamic Report of the President, (Washingtonj U.S.
Covernment Printing Office, 1969), p. 33.

*11pid., p. 39.



TABLE 2
PERCERTAGES OF TOTAL SOURCES ACCOUNTED FPOR BY SPLECIFIC SOURCES OF
FUEDS FOR NOB-FAR® HON~FINANCIAL CORPORATE BUSINESS, 1959-1968.

1959 1960 1961 1962 1963 1964 1965 1966 1967 1968
SOURGCES

INTERBAL SOURCES 60 Ti.5 62s8 6Le2 65,4 T0.3 60.7 61e1 649 57.1

Corporate Inventory
Yaluation Adjustments ‘008 Oo‘b Q.1 "0.‘0 "0.7 -0.7 "'1.8 "108 —-]1e2 "2.9

ital Consumption
Allowances 39.5 50.3 hhe9 L5.1 L45.9 45.6 37.8 38.2 43.6 40.1
EXTERBAL SOURCES 39.5 28.4 37el 35.7 345 29.6 39.2 38.8 35.0 L2.8
Stocks 3.7 3.3 “»05 0.9 =0.4 2.0 0.0 1.1 2e4 =067
Bonds 51 7.2 8.2 762 5.8 5.6 5.9 10.1 1506 11.7
Mortgages 5.1 5.1 6.9 6.9 7.3 5.0 be2 bel be8 52
Bank Loans 6.1 3.9 1.3 L.6 505 562 113 83 6.8 8.7
Other Loans -0.5 3.9 1.1 0.0 062 1.2 °.7 1.3 103 3.2
Trade Debt 905 l.2 9.6 762 7.8 5.0 9.8 72 2e 5.1
Prafit Tax Licbility 2.2 -3.5 2¢5 069 28 0.7 2¢3 062 =4e3 33
Other Liabilities 2 3 3.0 8.0 505 4.9 5.0 605 5¢5 6.3

Source: Caloculations bused on data from: Iconomic Re of the President,

(Washington: United States Govermment Printing Office, 1970), pe 206k,
NOTT:- Beczause of rounding total will not be ejual to 100 percente

62
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the remaining 36.1% on an average basis. Undistributed pro-
£it share in absolute amounts did inerease from $12.,6 billion
in 1959 to $22.0 billion in 1968, their percentage actually
declined in 1968 to 19.9% as against 21.7% of 1959, But
their average share was 21.7 percent during 1959=-1968. Their
maximm contritution in percentage terms came in the year
1965, for the reason already explained in the preceding pagecs.
Capital consumption allowances, on the contrary, did provide
a mich higher percentage share towards total sources. On
the average, 43.1% of the total sourves was raised through
capital consumption allovances.

Fram this analysis a few conclusions are drawn. First,
rotained earnings are comparatively less important than capi-
tal coamumption sllowences in providing funds towards total
sources. Secondly, capital consumption allowunces have not
showvn a significant inorease in their percentage ahare to
total sources in the year 1968 as judged against the year 1959.

Stocks, which are also known as external equity sources,
give a picture of declining lmportance, Jjudged either in
abgolute amgunts or percentage contributions to total sources.
The low percentage share of stocks to total Sources reflects
the change in the attitude of ¢orporations in relying less
and less on ejuity esapital. In a brokerage firm study which
shovs that since 1955 only eight of the 30 companies whose
stocks are listed in the popular Dow-Jomes Industrial Average
have done any cosmmon stock fimancing. And seven of those
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eight, the exception being American Telephone and Telegraph
Company, have done ns cameon stock financing since 1957.’*2

Long=term debt which 4s the ¢total capital raised through
bonds and mortgages shows the faect that it has on an average
provided 13.7% of the total sources. Starting 1966 there
was a surge in the ampounts raised through bonds for the rea—~
sons of increased need for capital in a growing economy and
lack of availability of loans from commercial banks,

Analyszing the debt sources, we observe that the share
of short=term debt to total scurces is higher campared to
the share of long=term debt to total spurces, Chort=term
debt on the average providaed 19.9 percent of the total souroes,
thoir maxtmm boing 29.1% in 1965 reaching a minimum of 11.2%
in 1967, |

Bank loans and trade debt which are the prominent groups
under the short=term debt heading reflect a pattern of sig-
nificant changes. Bank loans! ghare increased and decreased
very significantly dcpanding on the varicus factors of the
economy vwhich echanged thedr course of action, for the reasons
explained in the earlier pages. Bank loans provided $1.3
billfon in 1961 and in 1965 their share to total sources was
$11.3 billion, a remarkadly significant change. Trxade debts,
on the contrary, maintained a pattern of insignificant changes,
exgept for the recession year of 1960, when its ehare declined

wPunaton, opecitey Po 169
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to $1.2 billion as againast $9.5 billion of 1959.

Profit tax liabilities are mainly connected to the tax
structure of the economsy and the profits of the corporationsg
the changes in tax policies and total profits will change
thelr contribdutions to total sources. The different figures
in Tables 1 and 2 do reflect those pointsz mentioned and the
generel policies discussed in detailed earlier,

The importance of major compsnents of intermal and ex~
ternal eources has already been considered. It 1s now desire-
able to make an account of the role of equity and debt capiw
tal to total socurces. The importance of ejuity capital can
be verified by Table 3, vhich indicates the total equity and
debts sources in absclute amounts, as well as their percentage
distribution.

S8tudy of this ten year period reveals the fact that
the debt=gquity ratio has not changed significantly; rather
its behavior is stable in nature, and on the average, debt
ecuity ratio for the period 1959=1968 was 65.6 percent. A
yearly analysis also indicates the same fact, with a few
exceptiona like 1960 and 1968, in which the variance from
the ten year average 1s distinct. In 1960 equity/debt ratio
vwas The8/25.1, and in 1968 it was 57.1/42.8. A second impor-
tant point is that the percentage contribution of equity
sources on the aversge 1s approxdmately 2/3 of total sources,
and debt sources contributed 1/3 of the total scurces.

The wide variance between the debt/eiuity ratio in the



TABLE 3

THE RATIO OF EQUITY AND DEBT SOURCES TO TOTAL SOURCES OF FUNDS

ALL NON=FARM NON=-FINANCIAL CORPORATIONS: 1959-1968.

1959 1960 1961 1962 1963 1964 1965 1967 1968
SOURCES, TOTAL 57.9 48.1 56.6 64.7 67.1 71.8 93.1 100.6 94.2 110.4
Stocks 262 1.6 2.5 006 —003 1.‘& 000 2.3 -'008
Internal Sources 35.0 3hes 35,6 L41.6 43,9 50,5 56.6 61.2 63.1
TOTAL EQUITY SOURCES 37.2 36,0 38.1 42,2 L43.9 51.9 56.6 63.5 63.1
TOTAL DEBT SOURCES 207 12.1 18.5 22.5 23.2 19.9 36.5 30.7 47.3

RATIOS:- (in Percent)
Equity to total sources 64he2 The8 67.3 65.2 65.4 72.2 60.7 67.4 57.1
Debt to total sources 35.7 25.1 32,6 34e7 345 27.7 39.2 32,5 42.8

Sources Caléhlétions ﬁaseﬁ on data from; Fconomic Report of the President,

United States Govermment Printing Office, 1970, p. 26L.

NOTE:- Because of rounding total will not be equal to 100 percent.

(Washihgton:

€€
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year 1960 and 1968 was mainly the outcome of economic con-~
ditions. The recession of 1960 saw a decline in the capital
accumulated through trade debts, mortgages and bank loans.
Consequently tham, there was a decline in the total amount
raised through debt sources and as such their percentsage
share declines. The recessionary conditions of 1960 caused
the decline of the funds raised through debt sources. As a
result, we found an increase in the percentage shars of
equity sources, from O4.2% in 1959 to 74.8% in 1960, This
surge in ejuity share reduced the contribution of debt sour-
ces to total sourcea, from 35.7% to 25.1% in 1960,

In 1964, a surge in retained profits and an increase in
depreciation allowances, which were the outcome of the fis-
cal policies of the govermment—corporate tax reduction and
liberal depreciation policies—led to an increase in the per-
centage share of the equity capital and a decline in the debt
capital to total sources. In 1968, although the total sour-
ces available for corporations were greater than those in
1967 by $16.2 billion, the capital raised through debt sour-
ces, especially through bank loans and the trade debt, led
to an increase in the debt percentage ahare and a decline in
the equity share to total sources.

Returning to the point of analyzing the external sour-
ces and its relationship with general economic conditions,
we have determined through eimple graphical means as well

as simple regression or correlation analysis-—a statistical
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technique for determining and evaluating the relationship
between two variables‘3-that there is direct relatiohship
between the yearly perceantage changes in Gross National Pro-
duct and Z&xternmal sources. Also, the degree of relationship
or the closenass of relationship is significant.

The graphical representation is a preliminary effort to
determine the relationship between the changes in GNP and
external sources. It shows when the GNP is increasing at a
faster rate, the total fund obtained through external sour=
ces also increases. Similarly, a slower rate of increase in
GNP reduces the amount of capital raiscd through oxternal
sources. Thus, it establishes a positive graphical relation-
ship between the two variables.

The results of simple correlation analysis between
yearly percentige changes in Gross National Product and
those of external sources are shown in the Simple Correla=-
tion table,

To measure the relationship between the two wvariables,
in our case yearly changes in Gross National Product and
external sources, we must discover the value of coefficient
of determination (r?), which is used to measure the relative
closeness of the relationship., It seeks to explain or attri-
bute the variations in the dependent variable by variations

k3 gaward N. Dubois, Esse:
tistics, (New York: MeGraw=H
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in the independent variable.hh In our csse the coefficient
of dctermin~tion (r°) is 0.80 and can be interpreted to mean
thst 80 percent of the changes in the dependent variable
(percentage chenge in externsl sources as of previous year)
is determincd by the independent varisble (percentsge change
in GNP =s of previous year). Since the most we could explain
be 100 percent, we obviously have a good correlation here,

The coefficient of correlation (r) is 0.895. It 1is
defined as the degree of relationship or the degree of corre-
lation between yearly percentage change in external sources
and yearly percentage change in GNP. The coefficient of
correlation tend to overstate the degree of relationship
between the dependent and indepsndent variable. The coeffi-
cient of determination (r?) = 0.801 and indicates that about
L/5th of the variation in the dependent variable is attri-
butable to independent and 1/5th of the variation is not
explained. The correlation coefficient r =i 0,B0=0.895 and
indicates a rather high correlation between the two variables.
Thus, the coefficient of determination seems to be a more
desirable measure to use to explain the relationship between
dependent and independent variables.

To determine whether a correlation coefficient is signi-
ficant, we must employ the null hypothesis. The mull hypo-

thesis in this problem ist There 1s no correlation betwesn

bhrpid., p. 143.
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BLE—3A
ATION COEFFICIENT:

=Percentage change in GNP as of
previous year. (4n constant
1958 dollars)

=Percentage change in External
sources as of previous year

=r=0,895

=r2=0.801
=32.152

=0,1118
"5-670

“h0917

=N=10

based on the figure from page 36
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yearly pere¢nt chenges dn GNP and extermal source.
In 2ccepting or rejceting this hypothesis ve exemine
the followings
1, T velue = 5,6703
2. Degree of freedom =sn~-2=8
3. Confidence Coefficicnt = 0,99
L, Criticazl value = 3,35
The null hypothesis 13 rejectcd even 2t the 0,99 per-
cent confidenece level, for the t value of 5.67 f£alle far
beyond the criticsl (table) value of 3.35., The null hypo-
thesis can be rejected with 99 percent confidence. It is
unlikely, therefore, that there is no relationship dbetween
yearly change in GNP and External sources. On the contrary
the t value does indicate that it is uite likely that a
relationship does exist.
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B, CORPORATE FUNDS BY INDUSTRY:

An examination of the data of individual groups which
form the non=financial corporations provides some insight
into their individual pattern of financing. Although a break-
down of data on sources of fundas by individual industries has
not been awvailable since 1964, the one which is available
8till provides some idea about their individual trend.

From table 4 it 1s observed that there is a consider-
able degree of diversity among industries in the relative
importance placed on various categories of funds. Cammini-
cations and public utilities appear to rely much more heavi-
ly on external scurces than do any of the other sub=claassi-
ficationsg yet it is to be seen that for all groups the
importance of intermal sources has increased in 1959=1963,

Retall trade seems to rely much more heavily on short
term debt, rejuiring little long=term financing. For public
utilities the opposite is8 true.

Mamufacturing and mining hive used the externmal scurces
up to 33 percent in 1947=1958, tut it declined to 25.1 per-
cent in 1959=1963. A similar patterm is visible in the non-
railroad tranasportation, but railroads appear not to have
utilfsed external sources in 1959-1963.

It appears only manufacturing and aining, public util-
ities, and commnication have tapped the egquity market for



BY INDUSTRY, 1947-1958 AND 1959=1963.

bl

TABLE &4
PERCZNTAGE DISTRIBUTION OF SOURCES OF CORPORATE FUNDS

Sourcre of Munds Manmufac-

Reil~- Xonrsil-

Publiec Trade
turdng rousds road Trsns- Utilities
anad vportotion 4nd Cormmmu~
Mining nications

Internal Sources

1959-1963 7449 109.1 71.7 53.L -
Retrdned E-rning

1959-1963 25,3 =27.3 ~0.9 7.8 =
Depreciztion

1947-1958 el 54.8 574 29.6 31.5
Externzl Sources

19L7=1958 33.0 12.1 33.1 67.1 8.1
Short-tcrm Debt

1947~1958 36.5 L0 1365 7.8 ?23.2

1959=1963 16.6 12:1 14,2 8.2 -
Long~tcrm Debt

1959-1963 9.3 -21e2 14,2 23.8 -
Stock

1947=1958 p - oy \d 2L 42 *

1959=1.963 ~0.7 * " 14.8 -

BOUNCES: Coloul ted from aret in SUrvey of current Busineces,
September 1957, tsble 2, p. 103 November 1964, table 2, p. 9.

Czleulatsd from dat: dn Survey of Current Business, September
1957, teble 2, p. 103 October 1959, tuble 2, p. 15,

#Aggregntes smounts were lesg than $50 million.

~Dotr are uncvoiloble,

Rotet

Intern2l ond Externnl Sources may not ¢uzl to 100
percent bec2use of rounding.
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new issuance of stock during the post=world war II period.
In relative terms, public utilities have placed heavier re-
liance on equities while mining and manufacturing seem to
have axperienced a net retiremont of eguity issues during
the 1959=1963 period.

Pram the relatively spotty data available on the pre-
World War II period, there seems to be no trend in the re-
liance memifacturing and mining corporations have placed
on internal sources. According to Kusnets, the ratio of
internsl financing to total uses was "0.70 in 1900-=1910,
0.97 in 19201929, and 0.67 in 1946-1953,4?

On the other hand, there has been a marked upward trend
in the reliance on internal funds in the regulated indus—
tries. KXuznets estimates that between 1901 and 1910, inter-
nal sources for all regulated industries would have accounted
for at most 20 peroent of total uses. In 1941-1950 period,
the proportion was about 62 p«mont."6

"5xmn“9’ Opocitog Pe 253,
waido. Pe 256,
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G BISTORICAL RECORDS

In the American economy the importance of non-finanecial
corporations is reflected by their dominance in the private
gector, To arrive at any maaningfal conclusions for the
pattern of corporate financing for the period 1959-1968, it
would be very important to observe the historical patterm of
their financing, Then, a comparison of the period 1959-1968
with the past 50 years, which is the historical record, will
enable us to arrive at a conelusion about the patterm of fi-
nancing of non=-finanoial corporations.

To present a héstorical record data have been collected
from different sources, Ths most comprshemsive work in this
field has been directed by the National Bureau of Economic
Research, the two main authors, whose work has been of im-
mense importanse have been, Simon Kusnsts.‘"'? and Raymond W.
Goldsmith, 48

The data for forming the historical recoxd have been
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either calculated or takon from the work of different authors
and are mentioned under the sources of the tables.

A problem in making a historicsl comparison is dividing
the series into meaningful periodse To draw valid conclusions
fram the data it 13 necessary to organize the figures 80 that
the forces affecting the composition of funds are similar,

As Simon Kuznets observes, it is possibdble to do so, first,
by eliminating, "the periods of war and distortion due to
cyclical depressions, and observing the ratios over the perie
ods marked by substantial capital formation under relatively
prospercus c:omu.t.iomss,"‘*9 and secondly,

~—by 4including all periodsa, even the aexceptional

ones of war or other unusual conditions on the

theory that those exceptional perdods wezre the

product of antecendent years--which were conse-

quently also exceptio becauae they gave rise

to exceptional effects—and those exceptional

spans were in turn followed by psriods that

represent reactions and thus were also in sgse

way urmisual, we should inelude all periods.

Thus, we are including all periods==relatively prospar=
ous and periods of cyclical depressions. The édata caloulated
and collected represent short and long-periods, which ex—
clude wars and the Great DIspression but which are otherwise
cyclically comparable are labeled "Short-periods®™, while
thoce including these distortions are labeled "Long-periods."”

A comparative study of the period 1959=1968 and the

kgxuzneta, opecite, p. 242,
50:‘)“0. Pe 242,
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historical record going back to 1901 provides a great deal

of infomation to observe the pattern of non-financial cor-

poration's financing., Accoxrding to Arnold W. Samets, "It

is by now well known that since World War II intermal aquity

finance—the reinvestment of retained earnings and depreci-

ation funds~hag provided a huge proportion of total corpor-

ate funds, and that extermal equity finance—new common

stock issues==has played a relatively amall role, It has

also been popularly assumed that these recent trends are unique,

especially as compared with earlier periods of this century."s 4
John Linter in his find4ngs concludes that "there has

been no long=term trend toward inereasing reliance upon in-

ternal funds."”® Linter's conclueion that intermal sources

have provided a stable proportion of total non=financizl

corporate business were viewed differently by Simon Kuznets,

While using the same data Kuznets found a slight upward

trend in the ratio of intern2l sources. "The ratio was 0,55

1n 1901-1912, 0.55 in 1913~1922, and 0.61 in 1946=1956,"53

Linter's findings are based on the camparison of periods

of different characters. He used 1913-1922, primarily a

5lirnold W. Sametsz, "Trends in the Volume and C
51*5 n of Equit cﬁa"w Vol. 19,
September, 196L), p. 450,
2 ohn Linter, "The Financing of corporationé" in E.S.

Muson (ed.). The Corporation in Modern Society, (Cambridge,
Mass.: Harvard University r sas, J0U) 9 Po

53Kuﬁnats, opecite, pe 249,
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war period, to indicate an early high (0.60)°% intermal
finance period. He then compared this high (0.60) internal
finance period with the later non=war period of 1946-1949
when the ratio was also 0.60. The argument, forwarded by
3ametz, is that, "If Linter preferred to use the 1913=1922
period when the interamal proportion of total finance was
0.60, the proper later comparable period would be 1940=1949,
when the internal proportion was 0.71".%°

The data in this paper are based on the figures of
Goldsmith and those of Commerce-~Federal Reserve estimates.
Searching in the light of the above argument over the fact
that the periods to be compared should be of similar nature,
we have seen in tabls 5 that the percentage share of intermal
sources has increased definitely in the post=World War II
period. In 1901-1912 it was 55,2 percent, in 1959-1968,
63.8 percent, an increasec of 8.6 percentage points. In the
longer periods, when the two World Wars and the Great De~-
pression are included, Goldamith's astimatee show an upward
trend through 1939, then a decline in the importance of
internal gources from 1940 to 1958, The Commerce-Federal
Reserve estimates show the intermal sources for the poste
World War II period to approximate the levels in the Gold-
smith data of the 1913-1939 period.

SbLinter, op.cit., p. 190,
553ametz, ope.cit., pe 453,
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TABLE 5
INTERNAL SOURCES OF FUNDS AS A PZRCENT OF TOTAL SOURCES
FOR NON~FINANCIAL CORPORATION FOR SELECTED YEARS,

1901-1968.,
Internal Sources Intemal Sources
Short: as a percent of Longer as a percent of
Perliods Total Sources Perdods Total Sources
1901-19127 55,7 1901-~1922% 58.7
1923-1929" 5447 1913-1939° 65.8
194,6~1958 55,9 194,0-194,8° 59,4
194,6-1958° 62.9 191,6=1968°¢ 61,0
1959-1968° 63.8
Sourcrs: Caleulated from dets in Reymond W. Gold-
smith, Finﬂnciﬁl Intermediaries in the American Fconomy
Since 1 (Princcton, Ne. Jd.8 Princeton University
Tress, y toble=53, p. 222,

5
i

bbomputed figures taken fvom Ward S. Curran, Pri
o8 of Financial Managomer (mwﬁgrk, McGraw-fIIY
s Pe °

CCcalculation based on data from table 2, p. 28,
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The question why internal sources are relatively less
important in the short periods than in the longer periods
has been answered in the following manner.

"During periods of peacetime prosperit;bcontaining
relatively minor recessions, an expansion 4in de~-
mand for ioada and sorvices is often followed by
an expansion in the demand for capital. The de-
mand curve for funds intersect the supply curve

at a relatively high level 6rnflecting an expan-
sion in external aources.“s

Similarly,
n war periods a nation's capital resourcee
are fully utilized. Restrictions are often placed

on the supply of fumds, with the war affort taking
precedenge. The government dominates the capital
Ob 1nternaily Genersced fundsecdy o oy heavily

Thus, 1t can be conocluded that internal finance sghare
during 1959=-1968 i1s larger and has inoreased in comparison
to the historical record. The data do refleot a long=term
trend toward inereasing reliance upon intermal sources,

It 1s known that internal sourges are comprised mainly
of depreciation allowances and those of reteined earnings.
We observe in table 6 that capitsl consumption allowances
are the major contributor to the total sources throughout
the historical record and in particulsar that their share

has significantly increased in the period under study, 1959-

1968, Their share in 1959-1968 1s 43.1% ae against 33.5

56Curran, opecite.y, Pe 373,

57Tbad., p. 373.
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TABLE 6
RETAINED EARKINGS AND CAPITAL CONSUMPTIOK ALLOWANCES AS
A PERCENT OF TOTAL SOURCES FOR SELECTED IEARS,
1901-1968.

Parcent of Total Soﬁroes

Capital Capital

Consun=- Consum=

ption ption
Short Retained Allowa- Longer Retained Allow-

Periods PEarnings nces, Periods Earnings ances,

1901-1912% 21.7 33.5 1901-1922% 25,1 33.6
1923-1929" 17.4 37.3  1913-193%° 8.1 57.7
1946-1949"  34.0 30,5 1940-1949%  33.1 37.8
1956-1958° 27.1 35,8 1946-1968P*° 25.1  38.9
1959-1968° 20,7 b3al

Sourcesy Cklculated from dato 4n Rvymnnd We Goldsmith,
2 1 Inte ;edi, des in thr &mﬁri.L Teonomy S#u e 1900

table-ng Pe 222.
b

canputad riguraa taken from Ward S. Curra Egéggﬁg;gg
0 ¥ ANANCIAL 1G] NG (HW rﬁl‘k, Heﬂmw-ﬂ

pany, s tat by Po 372

CCalculation based on data from table 2, p. 28.
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percent in the 1901~1912 period. From this it is to be
concluded that intexrnzl sources have provided a significant
proportion of total funde in the historical record, and,
secondly their share has increased considerebly during the
period 1959-1968,

The increasing percentage ehare of capital consumption
allowances can be due to many factors. Keith Funston in
his article has provided some clues relating to the increas-
ing importance of depreciation allowances, especially from
the mid 1950's onward.

"For one thing, the stock of depreciable assets
held bg corgorations has been rising. In 1955,
about $2 illion of property was being written-
off by American busincss. Estimates for 1964
indicste that there are now some $540 billion of
gﬁ;gical asgets eligible for similar treatment.

tion has been one factor here. Write-offs
in the mid-1950's were based, in gart, on plant
and equipment acquir d at the tail-end of depres-~
sion, Assets currently eligible for depreciation
allowances were acquired largely after the infla-
tionary post-war period and consequentlg,regre—
sent a much higher base dollar value. er-
more, during the decade, over $300 billion were
invested in new plant ang equipment by non-
financial cqrporations." 8

Some other factors vwhich also contributed toward the increas-
ing flow of depreciation funds are improved technology and

tax policies of the government. Again as observed by Funston

"Technology has been an oven more important factor. As

machinery wears out or becomes obsolete, the replacement

58Funston, op.cit., p. 468,
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typically is more elaborate and costlier, in line with ef-
forts to increase both productivity and quality."s 4 Thus
inoreasing the cost of depreclable assets, in twrn, generates
more depreciation funds,

Similarly, Federal tax policies were revised in 1954
%0 encourage write—off's of depreciable assets, and the ef-
fect has been to ennble companies to write—off a large por-
tion of an asset's cost during the early years of its life
rather than at a constant rate.Go The "Guideline Procedures"
were adopted by the UsS. Treasury in 1962 and the investment
credit provided a major stirlus and simultaneously boosted
depreciation a*s.l.lt:lwsmctm..61 The result is observed in figures
of short periods starting from 1946 and going up to 1968,
We note that the sapital consumption allowances have been
relatively more important sources of funds in the post-iorld
War II period than in the earlier years. In the long perd-
ods, particularly during 1913=1939, capital consumption is
very important. The reason why it was not s0 in earlier
years has been explained by Curran, "The Great Depression
daminated the sarlier series to such an extent that it dis-
torted the long-term trend in both capital consumption allow=
ances and retained earmings. World War I did not produce

59Tvé., p. 469,
001p44., p. 469,
GIIbid 23 Do l&69.
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the same effects &8 either the Great Depression or World

War I1."%% It indicates the disastrous effects of the Great
Depresasion, which oither wiped out many businesses or decreased
their profits to such an extent that we find very reduced
figures of retained earnings for the long=period which 1ao-
cluded depreszion. Depreciation allowances ingreased due

to the governments®' policlies of carlier write=off of capital
goods to stimilate the recovery of the sesconocmy.

Retatinsd earning's picture give a different view. While
its share incressed to 34.0 percent in the period 1946-1949
from 21.7 percent of 1901-1912, it dropped to 20.7 percent
in 1959~1968, Although retained earnings increased in the
historical period, it does not seem as much in relative im-
portance as that of cupital consumption allowances.

A similar cawparative study of external sources based
on the figures of historical period and those of 1959~1968
reveals the picture of declining importance of external
sources. Table 7 provides a picture of total exterma2l sources
and its sub-divisions. These sub=divisions are long-tern
debt which include bonds and mortgagesj short~term debts
include all other sources of debts except bonds and mort-
gagesy stocks represent the total of both preferred and
commnon atocke.

While observing the external sources in general we

62_Gurmn, opecite, Pe 3750
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TABLE 7
EXTERRAL SOURCES AS A PERCENT OF TOTAL SOCURCES FOR
HON~FINANCIAL CORPORATION FOR SELECTED YEARS,
1901=-1968,

Percent or Mal Sourcos

1901=1915" LLe5 2245 8.0 1440

1923~1929"* 4543 2146 be3 19.4
1946~1958° bl ol 17.3 20.0 6.8
1946~1958° 37.1 12,1 20.0 5.0
1959=1968° 36.0 13.7 2046 1.7
Long Periods
1901-1922% 413 15.6 13.6 31,1
1913-1939% 3ke3 13.9 be3 16.1
1940-1958%'°  40.6 121 2240 6.5
19&6-19685'° 36.0 13.2 1944 34

_bconputed figures takzn from Ward S. Curresn,

of Financ | aen New York, MeGraw-H111 Book Com—
pany, 19/0), ta by Pe 372

®Calculation based on data fram table 2, pe 28,
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have seen that thers is clear evidence of its declining
role in the financing of the non~financizl torporations.

The deelining importance is revealed in both short and long
periods. In 1901-1912 their share was 44,5 percent and in
1949-1968 1t had declined to 36.0 percent. In longer peri-
ods the eame trend is observable. In 1913-1939 period a
distinct declining trend is evident, this period includes
not only the Great Depression, but also the World War I,

The period 1946-1968 does not include any such major event,
but still we find declining figures, supporting our firdings
that externzl sources are declining in importance as a source
of new czpital for non=financial corporations,

Coneidering the changez in long-=term debt, short-=term
debt and stocks we have observed that there is distinct
shift of sources from long-term debt towards short—term
debt. HMost important of all is the significant decline
in the importance of funds raised through atocks, In the
short period 1901-1912 the share of long-term and short-
term debt to the total sources waes 22,5 and 8.0 percent
respectivelyj the percontage of short-term debt for 1959-
1968 18 20.6 and of long=term on 13.7. It shows the fact
that corporutions are more able to repay the debt over a
short period of time than the usual fifteen-twenty years
of bonds.®3 The fastest declining component of external

633&metm, ope cite, pe 458,
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sources 1s stock issues rether than the long=term debt,

from 14,0 percent during 1901~1912 to l.7 percent during
1959=-1968, approximstely an 88 percent decline in the amount
raisod through this sourve. It is aleo cloar that the stock
as a source of corporute fumds has doclined substantially
in the post=iar ere campared with that of the 1920'a,



CONCLUSION

An analysis of trends of non=financiszl eorporation for
the period 1959=1968 revazls the fact that the nom=finanaial
corporutions, in generul, have relied heavily on the funds:
obtained through internal sgurces, and that the external
sources are not as impartant as internal ecurgea.

The sub<4ivisions vhich form the broad category of
internal and extcrmal eources reflect their individusl im-
portande. From the sub~divisions of intermal sources, ocapi-
tal cenmmption allowanjges are relatively smueh more impore
tant agurde of funds than retained earning. The sub=divisions
of extermal sourcos show that the stocks are loeing their
importange as a scurce ¢f fund., Debts, in gobarnl, are be-
caming more impertant, particularly ehort=term debts,.

The statistical figures of 1953=1968 period and the
historical data judged on the »hale ahow the eame trend as
those observed in 1959=1968, The importance of external
eources is declining docade after decade, and there has
becn a relative gain in the importance of internnl sources
as a oource of funda., In ehort ac well as long periods
internal seurves have provided more and more funds.

The financing pattern of the ten year period and the
historiocal trend reflect the point that there is z change
in the pattern of financing of nen~-financial corporations

56
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fram external sources towards intexmal sources. This long
and contimuous changiang pattern in the same direction, that
is, towards internil sources, c¢an be used to make a predic-
tlon about future ¢orporate fimancing dbehavier, On this
basis, we can predict with reasonable certainty, that the
future finansing pattera of sap-finaneisl cosporations would
follow the present finzneing patterm.

It 1s the conclusicn of this paper that thers bas boen
a change in the pattorm of firancing of non-financial cor-
porations, vhiieh is consistent with the ehinging pattern
of histerical period. The change 1s from external towards
internal eourses. Tho fastest declining component of total
external finmance is stock isaues, and there is aleo a change
in the composition of debt finmance (from long to short),
but the relagsdsnship dbetweon dedt as a whole and equity
as a Whole remins relutivaly constante .

The topie of this paper can be further divided into
many small individual areas for more extensive research
worke Por uﬁple. the change in debt structure from long=-
term tovurds short-tern cen be studied in terms of its offect
on the sourees of these funds. The increasing role of bank
loans and trade debt car be dealt with individually, and
their impafMence studied to ascertain thoir impuct on cor-
porete finamolal activity, Furthermare, I think cach indi-
viduil component of internel and extermal sources can bLe
anaclyased scparately to discover | its current importance and
future role in the financing of non=financial corporations.
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