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FOREWORD
RELATION TO A LARGER STUDY

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

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

The fact that business enterprises seldom produce at
full capacity, and that the greatest problem of business
managers appears to be to find adequate markets for
their products, has raised in the minds of many business
men and economists the question, Is not the primary dif-
ficulty a lack of purchasing power among the masses?
This leads at once to the correlative question, What is
the bearing of the distribution of income upon the de-
mand for the products of industry? Concretely, if a
larger percentage of our annual income were somehow
made available to the purchasers of consumption goods,

I



2 THE FORMATION OF CAPITAL

would not business managers find it profitable to utilize
existing capital equipment more fully, thereby giving to
the masses of people higher standards of living, and at
the same time promoting a steadier and more rapid rate
of economic progress?

In endeavoring to throw light upon the great problem
with which we are here concerned, we divided this in-
vestigation into four major parts. In the first volume,
entitled America’s Capacity to Produce, we attempted
to get an objective and comprehensive picture of our
economic society as a producing mechanism. To what
extent had we piled up excess productive capacity in
the United States during the boom period of the late
1920’s? Was the amount of unused capacity increasing
over the three decades from 1900 to 1930? We chose
this period for study in order to focus attention upon
the situation at its best—in a period of great technologi-
cal advancement.

The conclusions reached may be briefly summarized
as follows: Idle productive capacity is not a phenom-
enon that appeared for the first time in the years just
preceding the collapse of 1929. On the contrary, a con-
siderable amount of unutilized capacity existed through-
out the period under review. However, with the excep-
tion of transportation and a few other special lines, we
found in general no persistent increase in the percentage
of unutilized capacity. At the height of the boom period
the amount of idle capacity, expressed in terms of a
generalized figure, was something like 20 per cent. In
periods of depression this percentage is, of course, very
greatly increased—rising perhaps as high as 50 per cent
in the current depression.

In the second volume, America’s Capacity to Con-
sume, we directed our inquiry to the division of the
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money income which arises out of the nation’s produc-
tive operations. This investigation and analysis was
divided into three major parts. In Part I we showed, as
accurately as available data would permit: (1) The
amount of the national income and the extent of its in-
crease during the first three decades of the twentieth
century; (2) the division among the various claimants,
such as wage earners and investors, and among the
various income groups; and (3) its distribution on a
geographic basis.

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

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

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

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

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

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

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

The present study was foreshadowed by the author
in a series of articles published in the Journal of Political



6 THE FORMATION OF CAPITAL

Economy in 1918. The tentative analysis there pre-
sented has here been developed and elaborated. Thanks
to the accumulation in the intervening years of more
adequate statistical data, it has now been possible to
subject some of the major issues involved to the test
of factual verification.



CHAPTER 1

THE NATURE AND SIGNIFICANCE
OF CAPITAL

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

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

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

THE MEANING OF CAPITAL

The term “capital” as we have been using it in the
preceding paragraphs relates to implements, tools,
machines, industrial buildings, railroad tracks, power
houses, and the other concrete material instruments
which aid man in the processes of production. This is
the meaning which we shall give the term throughout
this study. An individual business man may regard the
money or funds which he has at his command as his
“capital,” but from the broad social point of view such
funds merely furnish the means for acquiring owner-
ship of or control over the capital goods which alone
are of fundamental significance. Similarly, an individual
may call his house or furniture or clothing, capital; but
from the social point of view such commodities are
rather durable consumers’ goods.! An apartment build-

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

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

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

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

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

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

We do not wish to stress unduly the definition of
capital as productive equipment—for it is recognized
that the term may be defined somewhat differently for
varying purposes. For the purposes of this study, how-
ever, the conception of capital which we have outlined
is essential. We are interested in the processes by which
society expands its power to make nature yield its re-
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sources more abundantly; and from this point of view
we are concerned with procreative property.

CAPITAL FORMATION UNDER PRIMITIVE CONDITIONS

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

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

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

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

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

CAPITAL CREATION IN A COMMUNISTIC SOCIETY

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

® Allowance should be made for hunting or fishing.



THE NATURE OF CAPITAL 13

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

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

CAPITAL FORMATION IN A CAPITALISTIC SOCIETY

Under a highly complex economic system organized
on a pecuniary and profit-making basis, the process of
creating capital is fundamentally different from what
it is either in a primitive society or under a communistic
system. It is not, as in the case of primitive communities,
an off-season occupation of people who spend the bulk
of their time in producing consumers’ goods. In a so-
ciety where production is highly specialized the greater
part of the population is necessarily employed all the
year round in the creation of particular types of com-
modities or in specialized services. One is a factory
hand or miner, a preacher or a teacher, a stenographer
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or a bookkeeper, a clerk or a telephone operator, a
plasterer or a plumber, a barber or a beautician, or, for
that matter, a lawyer, an engineer, a corporation offi-
cial, or a banker. For people employed, there is prac-
tically no opportunity in slack time or oft hours to en-
gage directly in the production of capital goods for
themselves.*

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

As we have seen, in a communistic society the amount
of capital to be created depends upon a more or less
arbitrary decision by the government as to the proper
apportionment of the labor power of its people. In a
capitalistic society, the allocation of energy between
the creation of capital and consumers’ goods depends
(1) upon the extent to which individuals set aside funds
for investment out of their earnings; and (2) upon the
possibility of profit foreseen by business enterprisers
who may use these funds in hiring labor and purchasing
materials for the construction of plant and equipment.
In addition, as we shall see, commercial credit plays an

¢ One may, of course, make improvements around the place if one

is fortunate enough to own a home; but, as already indicated, from
the social point of view a house or yard is not productive capital.
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important role in furnishing funds for purposes of capi-
tal creation.

In short, the formation of capital under a capitalistic
system involves a complex and roundabout process:
Individuals, business corporations, and banks provide
funds for investment; business enterprises float bonds
and stocks in exchange for these funds and then labor
and materials are employed in the construction of new
capital equipment which, it is hoped, may yield profits
in the future.

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



CHAPTER 11

THE FLOW OF MONEY INCOME

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

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

Y America’s Capacity to Consume by Maurice Leven, Harold G.
Moulton, and Clark Warburton.
16
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the profits accrue to the owners of business enterprises
as compensation for the investment which they have
made and the risks which they have assumed. The sell-
ing price of the commodities produced must, of course,
cover the sums disbursed in connection with their pro-
duction—otherwise the payments could not be made.
This means that the sum of money incomes received by
the people is equal to the value of the goods and services
which are sold in the market.?

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

THE DISPOSITION OF INCOME

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

? As we have shown in America’s Capacity to Consume, however,
individuals often receive money income which is not strictly the result
of current production, such as inflation profits.

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

In order to indicate the magnitude of the income flow
for a given time period it has been necessary in the
chart to impound this income for the moment in a
series of reservoirs, each of which represents the entire
income for a year’s time. It goes without saying, how-
:ver, that what we have is a continuous flow rather than
1 periodical impounding and release of income. As in-
lividuals receive wages or salaries from week to week
>r month to month they make payments for current
>urchases or deposit the funds for investment purposes.
[nterest, rents, and dividends are received at longer
ntervals, but these funds are also commonly utilized
1s received rather than at the end of a calendar year.
‘ndeed, by virtue of the system of purchasing on credit,
noney income is to no small extent expended before it
s actually received.

Although the receipt and disposition of income is
hus a more or less continuous flow it is nevertheless
1ecessary for the purpose of measurement and of sim-
Jle exposition to view the process as though it were a
»eriodic matter. It can be measured only by reference
o some time period—a year, month, week, day, hour,
r minute. Because of the way in which income is dis-
yursed and data are compiled, the year has been found
o be the most satisfactory period for its measurement.

It should be noted in connection with this concept,
hat income earned in December 1927, but received in
‘anuary 1928, gets counted as a part of the total income
f the year 1928. It is only disbursements near the end
¢ There are numerous technical problems involved in the determina-

lon of national income and its utilization which make precise estimate
npossible. These are fully discussed in America’s Capacity to Consume.
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of the year, which accrue as income in the ensuing year,
that would not get into the 1928 accounting; but this
amount would of course be roughly matched by the
carry-over from the end of the preceding year.

The amount of income in 1928 shown in the reservoir
near the top of the diagram was about 80 billion dollars.
This monetary income was disbursed in three directions,
or for three major purposes. First, the largest propor-
tion of the total was expended for consumption goods
and services. A second portion was saved and rendered
available for the creation of additional capital goods.
A third portion was taken from individuals by govern-
ments in the form of taxes.

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

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

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

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

THE FINANCIAL AND BUSINESS STRUCTURE

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

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

The funds saved flow from the hands of individuals
tnrough a variety of savings and investment institu-
tions. Included in this category are mutual and stock
savings banks; postal savings institutions; insurance
companies; trust companies ; commercial banks, to some
extent; building and loan associations; and investment
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banking institutions engaged in the marketing of agri-
cultural and urban real estate mortgages, the bonds and
stocks of railroad, public utility, financial, commercial,
and industrial corporations, and the bonds of govern-
ments. It is impossible to indicate all of these various
institutions in proper perspective in the diagram; hence
we have grouped them under the broad general heading
of savings and investment institutions. Discussion of
the significant position of the commercial banking sys-
tem in connection with the furnishing of funds for both
fixed and working capital is reserved for subsequent
chapters.

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

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

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

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



CHAPTER III

IS THERE AN ECONOMIC DILEMMA?

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

The creation of capital involves the transformation
of monetary savings into tangible goods. The funds
saved by individuals constitute merely the means by
which genuine capital may be produced. While the
individual may regard money set aside for investment
as personal savings or personal capital, such savings
do not become capital from the national point of view
until the funds saved have been utilized by others in the
actual construction of plant and equipment or other

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

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

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

11t is recognized, also, that savings, tentatively made, may subse-
quently be drawn upon for consumptive purposes. And as we have
pointed out in the preceding chapter individual savings also go for
the financing of certain types of consumptive expenditures, such as
houses and apartments.
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vented. Our first task then is to reveal the character of
the suggested dilemma.

THE NATURE OF THE DILEMMA

The dilemma may be summarily stated as follows:
In order to accumulate money savings, we must decrease
our expenditures for consumption; but in order to ex-
pand capital goods profitably, we must increase our ex-
penditures for consumption. The proposition may be
made clearer by once more contrasting the roundabout
process with the direct process of relatively primi-
tive agricultural communities. When a pioneer farmer
created capital by the direct process he did not need
to curtail consumption in order to obtain funds with
which to increase his capital; he merely devoted his
energy, in off seasons, to the improvement of land or
to the construction of fences or buildings. But under
the modern system of specialized production and ex-
change the pecuniary savings of individuals are in the
main necessarily at the expense of consumption. If an
individual with an income of $2,000 elects to save $500
he reduces his potential consumption by one-fourth.
Moreover, the aggregate of individuals who make up
society must in a given time period restrict aggregate
consumption if funds are to be provided, out of sav-
ings, for additional capital construction.

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

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

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

THE PROCESS ILLUSTRATED

The fundamental question with which we are here
concerned may perhaps be illuminated by a series of
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simple diagrams. We shall ignore in these diagrams
the flow of funds through government channels, and
assume for the moment that the national income is
divided simply between consumptive expenditures and
savings. We shall assume that, at the beginning of the
period, only 80 per cent of the existing capital supply
was being utilized, and that there was a corresponding
amount of idle labor. We shall assume also that 75 per
cent of the existing income was spent for consumption
goods and 25§ per cent was saved. This division of in-
come is indicated in the large square at the left of the
diagram on page 31. Production is indicated at the
right of the diagram, where the supplementary area,
labelled ‘“Additions to Capital,” indicates the amount
of new capital created.

Now let us see first what would happen to the demand
for capital goods in the following year if the flow of
funds into consumption channels were increased at the
expense of savings. We shall assume that 9o per cent
of the income received by individuals is devoted to con-
sumption purposes, and that only 10 per cent is saved.
As a result of the expansion of the flow of funds through
trade channels, organizations producing consumers’
goods would immediately find it profitable to employ
idle labor and to utilize their existing plant and equip-
ment at nearly full capacity. The change is indicated
in the second diagram by the expansion of the area in
the square at the right marked ‘“Capacity in Opera-
tion” and the contraction of the portion marked “Un-
used Capacity.”

The decrease in savings from 2§ to 10 per cent of
the national income would reduce the flow from indi-
viduals into savings and investment institutions; but it
would evidently not reduce the demand for capital
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goods. The assumed increase in the demand for the
output of existing establishments—with unused capacity
virtually eliminated—would obviously create a situa-
tion favorable to the construction of additional capital
goods—this because of the increasing demand for the
products which such capital would be expected to pro-
duce. We have therefore enlarged the ‘“Additions to
Capital” area; but we have raised the question—Where
could funds be procured with which to create this addi-
tional capital?

To illustrate the problem further: Let us next as-
sume that, instead of an increase in the percentage of
national income that is spent, there is an increase in the
percentage that is saved. Let us assume that only 60
per cent is spent, while 40 per cent is set aside for the
purpose of investment. As is indicated in the third dia-
gram, the resulting decrease in the demand for con-
sumption goods would lead to the discharge of workers
engaged in the production of such goods and increase
the amount of idle plant and equipment. Under these
circumstances the opportunity for profit in expanding
plant and equipment would be diminished and the effec-
tive demand for new capital construction would accord-
ingly decline. Hence we have reduced the “Additions
to Capital” area and raised the question—What be-
comes of the excess money savings?

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

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

It may be objected, in connection with this discussion,
that an increased flow of funds into investment channels
would not proportionately reduce the flow through con-
sumption channels. Would not the disbursement of
these funds in connection with the process of creating
additional capital provide individuals with funds for
the more or less simultaneous expansion of consump-
tion? Unless the total volume of money income is ex-
panding, the answer is No—for the reason that we
have assumed, in the illustrations, that over the period
of an entire year a larger percentage of the incomes
flowing to individuals, from whatever source, is being
week by week and month by month diverted to savings
channels. Accordingly it cannot be argued that money
currently paid out in connection with the creation of
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new capital will serve to restore the former ratio be-
tween spending and saving. If the volume of money
income remains unchanged, there cannot be—over a
period of a week, a month, a year, or several years—
an increasing flow of funds through savings channels
unless there is a decreasing flow through consumption
channels. A clear understanding on this point is crucial
to an appreciation of the whole problem at issue.?

The question should be raised at this juncture, how-
ever, whether the apparent dilemma does not rest upon
the preliminary assumption made in the illustrations
given. Had we assumed 100 per cent utilization of our
plant and labor supply, with, say, 80 per cent engaged
in the production of consumption goods and 20 per
cent in the production of capital goods, should we not
have found a satisfactory adjustment which could be
continued indefinitely? One answer that may be made
is that, granted such an adjustment, it would be possible
to maintain it only if we had some means of precisely
controlling the percentage of the income that would
henceforth be saved; and in an individualistic society
no such means exists. The proportion of the income
saved varies with changes in people’s habits; it fluc-
tuates at different stages of the business cycle; and, as
we showed in the preceding volume of this series, the
percentage saved depends strikingly upon the way in
which the total income is divided.

The fact is, moreover, that such a perfect adjust-
ment would be impossible of attainment. With no ex-
pansion in the total supply of circulating medium, the

2The position here taken is strictly in accord with the traditional
view of the savings process, which assumes that an increase of savings
involves not only a shifting of the flow of funds but also a transfer
of productive resources from the production of consumption goods to
the production of capital goods.
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funds with which to devote 20 per cent of our energy
to the creation of capital goods could not have been
procured except by an antecedent restriction of con-
sumption, a restriction which would automatically have
resulted in some unemployment of the labor force and
of the existing capital supply. To get to the bottom of
this problem one would have to go back to the begin-
nings of the roundabout system of capital creation; to
the time in the development of our economic system
when funds—which might otherwise have been used
for consumption purposes—began to be set aside for
investment. There we should find the beginnings of the
maladjustment.

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

A PRIMARY CONCLUSION

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

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

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



CHAPTER IV

THE RELATION OF CONSUMPTION TO
CAPITAL FORMATION

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

THE CLASSICAL ROAD TO PROGRESS

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

37
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system under which our forbears lived. In any event,
these early writers were concerned primarily with indi-
vidual savings rather than with capital formation.

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

Concentration of attention on the individual served
to obscure the issue in another way. If Mr. A practiced
self-denial and economized, saved money and put it in
the bank or bought securities, he got ahead in the world.
His ownership of capital gradually increased his in-
come and also gave him protection for a rainy day and
security for declining years. What was true of 4 ap-
peared to be equally true of B and C, and of everybody
else. This meant, however, everybody else considered
individually. The question was not raised whether if
everybody simultaneously, which means society collec-
tively conceived, reduced consumptive expenditures
with a view to accumulating capital, society collectively
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conceived would find it profitable to expand the power
to produce consumption goods.

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

While an ultimate expansion of consumption was
thus always in view, the first step, and the propelling
force, was conceived to be the restriction of consump-
tion. And it was assumed, moreover, that increasing
expansion of capital goods could proceed for a more or
less indefinite period, without any accompanying in-
crease in consumption. Indeed, the assumption was that
there could be no increase in capital formation unless
the production of consumption goods was decreasing—
because the creation of capital appeared to require the
transfer of labor and materials from the production of
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consumers’ goods to the production of capital goods.
Accordingly, it seemed that if we were to produce more
of the latter we had to produce less of the former. In
the diagram on page 31 this process would assume
that the labor and materials displayed in the area
marked “‘Capacity in Operation” would be transferred
to the area marked ‘‘Additions to Capital.”

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

In line with this reasoning, institutional devices which
promoted inequality in national wealth and income
were held to be not necessarily disadvantageous—from
the long-run point of view. Economists have been wont
to point out that the growth of economic inequality
might even turn out to be a blessing in disguise. For ex-
ample, Alvin Johnson once urged that the protective
tariff has tended to divert income from the masses
(thereby keeping general consumption low) to the
entrepreneur class, which automatically saves large por-
tions of it, depositing it in banks, purchasing securities,
or putting it directly back into productive business. This
has “played a part in equipping modern society with
the vast stock of capital goods which it now possesses.” !
Walton H. Hamilton has argued that the unequal dis-

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

CONSUMPTIVE DEMAND AND DEMAND FOR CAPITAL

In emphasizing the individual as the center of eco-
nomic organization, classical writers ignored the proc-
ess by which money savings are transformed into actual
capital equipment. That is to say, they failed to con-
sider the forces which determine whether it will be
profitable to utilize money savings in the construction
of new capital. They simply assumed that when an in-
dividual decides to save rather than to spend, he merely
exercises 2 demand for capital goods rather than for
consumption goods. If one has an income of $5,000 he
may pay out the entire amount for consumption goods,
or he may devote $4,000 of it to consumption goods
and $1,000 to capital goods. The aggregate demand
for goods is in either case the same, though in the lat-
ter case 20 per cent of the demand is for capital goods.
According to this type of analysis, it would not make
the slightest difference in the total volume of production
whether § or 50 or 75 per cent of the total income were
saved. Always we should have 100 per cent employment
of the existing labor and capital supply; but sometimes
we should be creating more capital and other times less.

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

® Lecture delivered at the University of Chicago, July 1917.
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$1,000 he does not, as a rule,® exercise in the market
place a direct demand for $1,000 of new capital goods,
which he asks to be delivered. He has no concern with
the purchase of plant and equipment; he is merely in-
terested in the income which his deposit account or his
purchase of securities may yield him. All that he does
is to render $1,000 available to business enterprisers
who will utilize it in the construction of additional plant
and equipment if they can see the opportunity for a
profit in so doing.

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

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

® Exception has to be made for farmers and other individual enter-
prisers, who may purchase some capital goods for their own direct uses.
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goods which the new capital will be able to produce?
What reason is there for believing that capital con-
struction cannot expand prior to and independently of
any increase in consumptive demand? This issue will
have to be considered in two steps. The first is to ascer-
tain whether, as a matter of historical fact, the expan-
sion of capital and the expansion of consumption occur
simultaneously, or whether capital increases only when
consumption is being curtailed. The second is to deter-
mine—Which leads?

CONCURRENT INCREASE OF CONSUMPTION AND
CAPITAL FORMATION

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

First, it may be noted that those periods in our indus-
trial history which have been characterized as eras of
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extravagant living have been periods in which the crea-
tion of new capital has been proceeding most rapidly.
For example, the middle 1830’s has frequently been
described as a time of great speculation and extrava-
gance; and it was also a period of great increase in
capital equipment, particularly in the form of trans-
portation facilities. The decade from 1847 to 1857,
except for a moderate reaction in 1853-54, was a period
of great expansion accompanied by rising standards of
living. Official reports of the time repeatedly referred
in glowing terms to the “new commercial era.” It was
a period of rising wages and of large immigration. The
growth of new capital is illustrated by the statistics of
railroad construction, the number of miles increasing
from about §,000 in 1846 to 25,000 in 1857. Industrial
plant and equipment also grew rapidly, the capital in-
vested in manufacturing enterprises, as revealed by
census figures, increasing from about §00 million dol-
lars in 1850 to a billion dollars in 1860.*

The years immediately preceding the crisis of 1873
were also looked upon as a ‘“‘new era,” accompanied
again by extravagant standards of living. This was at
the same time a period of extremely rapid capital for-
mation. From 1868 to 1873 inclusive 28,000 miles of
new railroad track were laid, which was three-fourths
of the total mileage which had been constructed prior to
that time. The growth of manufacturing establishments
was also unprecedentedly rapid during these years.

In more recent history, it may be recalled that the
period preceding 1907 was one of rising standards of
living and was commonly characterized as an age in
which the principles of thrift were being forgotten. It

*Victor S. Clark, History of Manufactures in the United States, 1607-
1860, p. 369.
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was nevertheless a time of extraordinarily rapid growth
in capital equipment in manufacturing and public util-
ities, as well as in the field of transportation. As every-
one will remember, the boom era of the late twenties
was one of extravagant consumptive expenditures, ac-
centuated by the growth of installment credit. It was
also a period in which the expansion of fixed capital in
nearly every field of enterprise was exceptionally rapid.

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

PropuctioN oF CoNsUMPTION Goops AND CapiTAL Goobs, 1901-13*
(Based on current prices, with 1900 = 100)

Consumption Goods Capital Goods
Year

Index Rise or Fall Index Rise or Iall
I1QOT. .. ... 100 — 100 —
1902. . ... ..., 116 +16 s +15
1903 .. vv... .. 11§ -1 114 -1
1G04 vt v eenenn. 120 + 5 106 — 8
1QO5 v v 126 + 6 140 +34
1906. ... i 132 + 6 158 +18
1907 . cvieieenn. 128 — 4 162 + 4
1go8. .. ... ... 128 —_ 117 —45
1909 . v vvve e, 134 + 6 145 +28
| £} (o TN 137 + 3 167 +22
| £°) & CRNN 136 -1 15§ —12
| £ & 150 +14 189 +34
£ % AN 146 - 4 197 + 8

® Frederick C. Mills, Economic Tendencies in the United States, p. 21
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terials and manufactured products, but they do not in-
clude buildings or other fixed properties as such. It will
be seen that the indexes usually move in the same direc-
tion, though in some years there is an apparent lag.
For the years 1919-32 inclusive more comprehensive
data are available. The indexes shown in the table on
this page include residential construction under con-
sumers’ goods and non-residential construction under

PropucTioN OF CONSUMPTION Goobs AND CapiTAL Goops, 1919—32"
(Based on current prices, with 1929 = 100)

Consumption Goods Capital Goods?
Excluding Including
Year Residential Residential
Construction® Construction® I Rise or
ndex
Fall
Rise or Rise or
Index Fall Index Fall

1919..... 88 4 86.2 75 7
1920..... 96.8 + 8.4 93 3 + 71 87.8 +12.1
1921..... 71.9 —24 9 70 6 —22.7 65.1 —22.7
1922 ....[ 73.8 +19 | 739 +33 | 699 + 4.8
1923..... 83 9 +10 1 84.2 +10 3 88.6 +18.7
1924..... 84 4 + o3 85 6 + 14 84.2 — 4.4
1925..... gr.8 + 7.4 94 3 + 87 84.7 + 0.5
1926..... 94.7 + 2.9 96 9 + 2.6 89 2 + 4.5
1927..... 93.6 - 11 95 6 - 1.3 91.3 + 2.1
1928..... 95 o + 1.4 97.7 + 21 96 9 + 5.6
1929..... 100 © + 5.0 100.0 + 23 100.0 + 3.1
1930. ... 85 9 —14.1 84 1 —159 85.4 —14.6
1931..... 67.2 —18.7 65 6 —18.5 60 8 —24.6
1932..... 52.4 —14.8 §0.2 —15 4 39.0 —21.8

® Based on the more comprehensive and longer series of Simon Kuznets,
“Gross Capital Formation, United States, 1919-1933,” National Bureau of
Economic Research Bulletin No. §2, Nov. 15, 1934. See also Kuznets’
index of physical volume of production based on 1929 prices (Appendix D,
Table I, p. 193), which tells substantially the same story.

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

In only two years out of the fourteen was there a
movement in opposite directions, namely, 1924 and
1927, and even in these cases there was but slight varia-
tion. In general, and whether residential construction is
included or not, there is a striking parallelism in the
output of consumption goods and capital goods respec-
tively. This is true whether we consider the value of
commodities produced or the physical volume of such
production.

CONCLUSIONS

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

° The estimates of residential construction are very rough. Dr. Kuznets’
figures for 1925-32 have been raised to allow for “unallocable” construc-
tion. Prior to 192§ the estimates are based on the Federal Reserve Board
index of residential construction.

9 Includes non-residential construction and public works., The figures
represent gross capital formation since they include depreciation and
replacements.
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the output of both capital and consumption goods and
then a smaller utilization of our productive energy when
the construction of both capital and consumption goods
is declining.

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



CHAPTER V

WHICH LEADS: CONSUMPTION OR
CAPITAL FORMATION?

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

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

49



50 THE FORMATION OF CAPITAL

fects throughout the economic system. But the fact that
the process is interacting and cumulative in character
does not indicate the order of precedence in a chain
of economic consequences. It will be our purpose in this
chapter to throw such light as is possible on this ques-
tion by assembling relevant data drawn from the rec-
ords of business activity.

CONFLICTING THEORIES OF RECOVERY

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

The other point of view is that recovery begins, or
depression occurs, as a result of changes in the produc-
tion of capital goods. In connection with the present
depression, it is pointed out that the output of con-
sumption goods, generally speaking, has been reduced
by about 2§ per cent only, while the output of capital
goods has been reduced by something like 75 per cent.
Capital goods are thus regarded as a sort of pivot
around which the whole economic system revolves;
and it is urged, accordingly, that recovery must be
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initiated where the depression is greatest and unem-
ployment most pronounced.

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

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

! Durable Goods Industries Committee, Report to the President of
the United States on National Recovery and Employment, May 14, 1034,
pp. 10-I1.
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Such a classification confuses the issue because it fails,
in the main, to differentiate between goods which are
created in direct response to the disbursement of pur-
chasing power by individuals and goods which are
created with the savings set aside for investment pur-
poses. For example, automobiles, household furnish-
ings, and other commodities which ‘“‘add to the com-
fort and satisfaction of living” (tobacco and gasoline
might well be included in this list) are purchased as a
result of the allocation of a part of the income received
by individuals for the procurement of these commodi-
ties. Recovery in such industries is quite as dependent
upon an expansion of consumptive demand as it is in
the food, tobacco, and clothing industries.

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

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

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

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

?The relative importance of the so-called capital goods industries,
as compared with the consumption goods industries, is of course pro-
foundly changed if “durable consumer goods” be placed in the latter
category. It is frequently stated that about 60 per cent of the workers
are engaged in the production of consumption goods and 40 per cent
in the production of capital goods. If “durable consumer” goods be
classified as consumption goods, these percentages become something
like 80 or 85 per cent for consumption goods, with the balance for
capital goods proper.
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of our inquiry will be the point or time at which a
change in general business activity occurs, both at the
beginnings of depression and at the beginnings of re-
covery.

One may make a plausible argument, on theoretical
grounds, in support of either order of precedence.
Some writers have argued, for example, that the
gradual reduction of wages, interest, and prices of ma-
terials, during the course of a.depression, creates a sit-
uation which will automatically lead to the construction
of new plant and equipment. It is pointed out that by
virtue of the low cost and improved quality, new fac-
tories and equipment would be able to undersell those
which had been previously constructed on a higher
cost basis. This production of new capital goods would
create employment and enlarge purchasing power for
consumption goods and would thus bring about general
expansion. Such an argument certainly is not lacking
in plausibility.

Some writers have argued, on the other hand, that
depressions pass away when the accumulated stock of
consumers’ goods in the hands of manufacturers, whole-
salers, and retailers becomes sufficiently reduced. It is
pointed out that during a depression consumption re-
mains at, say, a 7§ per cent level, whereas current pro-
duction of consumption goods may be reduced to 25
or 50 per cent of the normal level—with the result
that inventories are gradually used up. A point is
reached sooner or later where it is necessary to expand
the output of consumption goods for the purpose of
meeting current demands. When this expansion in pro-
duction schedules begins, additional employment will
be given in the consumer industries, the amount of
purchasing power distributed will be enlarged, and the
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process of general recovery will begin. This theory is
also not without plausibility.?

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

DOES DEPRESSION BEGIN WITH CURTAILMENT OF
CAPITAL CONSTRUCTION?

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

®The theory that high interest rates cause business recession and
that low interest rates stimulate recovery implies, in the form in which
it is most commonly stated, that changes in production begin as a
result of changes in the flow of short-term credits, which would affect
the output of both consumption goods and goods destined for capital

construction. This theory is, however, sometimes related solely to long-
term interest 1ates.
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The evidence shows no monthly decline in the value
of contracts awarded for the construction of factory
and commercial buildings, prior to October. In fact,
the value of contracts awarded for such buildings in
the year 1929 as a whole was in excess of the amount
in 1928.* The expenditures on additional railroad
structures and equipment were also higher in 1929 than
in 1928, increasing from 677 million dollars to 854
millions. Contracts awarded for “public works and
utilities”” were greater in the first nine months of 1929
than in the same period of 1928. This index, it may be
recalled, included non-residential construction and pub-
lic works along with capital equipment. The only divi-
sion of the construction industry in which there was
evidence of a decline was in residential buildings. The
value of contracts awarded in 1928 was 232 million
dollars, as against 160 millions in 1929, and each month
in 1929 was somewhat below the corresponding month
in 1928. (See also the chart on page 68.) There are
no data as to the actual construction month by month,
but it is not improbable that there was some slight taper-
ing off in the rate of actual construction.

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

¢ Annual supplement to Survey of Current Business, U. S. Department
of Commerce, 1931, pp. 193-95.
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The depression of 1929 cannot, on the other hand,
definitely be said to have been precipitated by changes
beginning on the side of consumption. The output of
consumption goods as a whole, exclusive of residential
construction, increased for the year 1929 by more than
5 per cent; with residential construction included the
percgntage was 2.3. Here and there weaknesses were
in evidence; an example was the recession in automo-
bile construction from the extraordinary level attained
during the period when the Ford Company was mak-
ing up for its period of suspension incident to the
change of models. But, in aggregate terms, no actual
decline in the flow of goods through consumption
channels occurred, nor was there any general break in
the prices of consumers’ goods.®

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

We are not here interested in discussing the under-

® Composite indexes of production show some decline from a high peak

attained in May-June 1929; but this decline was no greater than
similar decreases in nearly every year back to 1922,
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lying factors responsible for the break in the stock mar-
ket ¢ or for the intense character of the world depression
which ensued. The truth is that the economic situation
in 1929 was vulnerable at more than one spot; but we
are at the moment concerned only in locating the place
at which the break actually occurred.

The sharp but relatively short-lived depression of
1920-21 clearly began with maladjustments on the con-
sumption side of the economic structure. The boom
from the spring of 1919 to the spring of 1920 had been
accompanied by very rapidly rising prices, and by the
accumulation of large inventories in the hands of man-
ufacturers and middlemen. There was some decline in
the output of consumption goods between January and
May 1920, but the real break came with what was
known as the buyers’ strike of the latter month, and
resulting sharp reduction in prices. This led to a whole-
sale cancellation of orders for consumers’ goods and for
the materials which were entering into the production
of such commodities; and with the curtailment of
orders came a reduction in employment and in pur-
chasing power. The production of consumers’ goods
destined for human consumption showed a decline from
an average of 67.2 in 1919 to an average of 62.7 in
1920, whereas the production of goods destined for use
in capital equipment rose from 70.8 to 73.5.7

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

®For discussion of factors responsible for the preceding enhance-

ment of security prices, see Chap. X.
"See Kuznets’ physical volume index, Appendix D, Table I, p. 193.
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and new capital goods. The fear and the financial diffi-
culties engendered by the panic cause a halt in business
commitments in every direction, with resulting unem-
ployment and rapid shrinkage of purchasing power.

The case which comes nearest to showing a depres-
sion resulting from curtailment in the construction of
capital goods is that of 1873. During the early part of
the preceding boom period, the construction of rail-
roads was expanding with great rapidity, rising from
2,979 miles of new track in 1868 to 7,379 miles in 1871.
In 1872, however, there was a shrinkage to 5,878 miles,
and the decline continued in 1873. However, trade re-
ports indicated that business in general continued to be
good until the time of the panic in September.

While the declining rate of construction in the most
important capital goods industry of that time may well
have been a significant factor, the situation was com-
plicated by financial difficulties both in this country and
abroad. In the spring of 1873 panics occurred in
Vienna, Berlin, and other cities of Continental Europe.
In Great Britain, high money rates were held to be a
cause of the contraction which occurred in the second
half of the year. These European difficulties were not
without their effects upon the New York financial mar-
kets. Our conclusion would be, therefore, that the re-
cession in railroad building was a contributing, though
not perhaps a controlling, factor in the situation.

DOES RECOVERY BEGIN WITH THE EXPANSION OF
CAPITAL CONSTRUCTION?

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

The depression of the seventies began with the bank-
ing crisis of 1873, and continued to be extremely acute
for a period of nearly six years. The beginning of re-
covery is usually given as the summer of 1879, though,
as we shall see, there was some slight evidence of im-
provement before that time. The steps in the recovery
process appear to have been as follows: The wheat crop
in 1877, thanks to an exceptional yield per acre, was
substantially larger than it had been in any preceding
year, amounting to 395 million bushels as compared
with 309 million bushels in 1876.%2 At the same time,
owing to a restricted world crop, the price was some-
what higher than in 1876, being $1.06 on December 1
as compared with 97 cents for the same date the pre-
ceding year. The acreage was sharply expanded in 1878
and the crop increased to 449 million bushels; but
owing to a decline in the price to 78 cents, as of Decem-
ber 1, the income received by the farmers was less than
in the preceding year. In 1879 there was a crop of 459
million bushels which, in consequence of an acute short-
age outside the United States, was marketed at sub-
stantially higher prices, the quotation for December 1
being $1.11. Exports increased from 92 million bushels

® Wheat figures given here are the latest revision, published by the
U. S. Department of Agriculture in September 1934.
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in 1877 to 150 millions in 1878 and to 182 millions in
1879.

Turning to the situation as to railroad construction,
we find that although population had been increasing,
particularly in the Middle West, throughout the de-
pression period, the construction of new railway lines
was at a low ebb. Whereas 7,379 miles of line had been
built in 1871, only 1,711 miles were constructed in
1875 and 2,280 in 1877. At the same time the purchase
of rolling stock was at a very low level. In 1878, how-
ever, orders for locomotives showed some increase
throughout the year, and new construction increased
to 2,697 miles. It was not, however, until 1879, par-
ticularly the second half of that year, that sharp expan-
sion occurred in the railroad industry. For the year as
a whole the construction of new lines increased to as
much as 4,817 miles.

It is evident from the foregoing data that the favor-
able agricultural situation in 1877, together with an
expansion of tonnage which continued through 1878,
gave a slight impetus to railroad construction. Then
the bumper crop of 1879, accompanied by high prices,
gave to the very important wheat-farming section of
the United States a substantial expansion of purchasing
power which stimulated, first, railroad expansion and,
in due course, all phases of business activity. The addi-
tional income of the farmers was paid out in part for
the purchase of consumption goods and in part for the
purchase of capital equipment required on the farm.

Recovery from the great depression of the seventies
did not begin with increased construction of capital
goods. It resulted rather from a fortuitous develop-
ment affecting the value of a great staple consumption



62 THE FORMATION OF CAPITAL

commodity—large wheat crops in the United States,
both in 1877 and 1879, being marketed at relatively
high prices, the result of a short crop in other countries.
The recovery movement in 1879 was also aided by the
failure of the cotton crop in India. The American crop
in 1879 was §,755,000 bales, as compared with 5,244,-
000 bales the year before, but the price in 1879 aver-
aged 12.02 cents a pound as compared with 10.83 cents
in 1878.° The forward movement thus begun in agri-
culture spread in cumulative fashion throughout the
entire industrial system.'®

Another factor in the situation in the seventies should
be mentioned here. The greenback currency, or United
States notes, originating during the Civil War, was not
redeemable in gold, and for 16 years the United States
was on a paper money standard. A law passed in 1875
required the Secretary of the Treasury to accumulate
gold for the purpose of making the greenbacks redeem-
able after January 1, 1879. The Secretary gradually
accumulated a meagre balance for this purpose, and the
paper money rose to par in December 1878. This re-
turn to ‘“‘sound money” doubtless increased business
confidence; but there was no immediate response. Trade
reports of the first half of the year were extremely

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

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

The recovery of 1897 also was rooted chiefly in agri-
cultural improvement resulting from accidental events.
Acute depression had continued without interruption
through 1893 and 1894. The first half of 1895 showed
a slight revival, but the depression was renewed in the
autumn of the year and continued throughout 1896 and
the first half of 1897. The slight recovery in the spring
of 1895 appears to have been associated with the sharp
advance in the price of wheat—which was lost by the
following September—and with increasing purchases
of railway equipment which can be ascribed only par-
tially to the improvement in the agricultural situation.
There were increasing purchases of railway cars
throughout the year 1895, and the explanation ad-
vanced at the time by some railroad officials was that
such purchases were necessary to replace worn-out cars,
though to some extent an anticipated increase in rail-
road traffic was assigned as the reason for the increase
in orders.! This brief recovery movement thus appears
to have been based in part on replacement of capital
goods and in part on a temporary improvement in the
agricultural situation. ‘

Turning now to the events of 1897, we find that the
wheat crop was 606 million bushels, as compared with
an average of 527 millions for the four years preceding.
As the result of a restricted yield in other wheat-produc-

1 Gee John E. Partington, Railroad Purchasing and the Business Cycle,
p. 96.
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ing countries the price on December 1 was 81 cents a
bushel, as compared with 72 cents in 1896 and around
50 cents in 1893, 1894, and 1895. In 1897, as in 1879,
there was also some increase in the value of the cotton
crop. The marked improvement in the agricultural
situation, which became evident by the middle of 1897,
was quickly followed by a general expansion of business
activity.

In the closely associated field of railway equipment,
purchases of freight cars and passenger cars were few
in the first half of 1897 but increased thereafter. Pur-
chases of locomotives and rails, however, increased all
through the year 1897, the increase in the latter being
ascribed in part to a collapse of a steel rail pool which
had restricted purchases of rails in the years imme-
diately preceding. In this case it might perhaps be ar-
gued that a genuine recovery movement would have
emanated from the increased purchases of railroad
equipment independently of any expansion in the gen-
eral purchasing power of the farm community. While it
is impossible to prove that such would not have been
the case, it is clearly evident that the agricultural im-
provement was a powerful aid; and it is not impossible
that, had the agricultural situation been unfavorable
in the autumn of 1897, the slight improvement noted
would have flattened out as it did in 1895.1%

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

It may also be noted in passing that the American revival of 1891-92,
unmatched in European countries, was evidently the result of the ex-

traordinary wheat crop of 1891, amounting to 678 million bushels, which
was over 100 million bushels larger than the previous record crop.
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It should not be understood from the foregoing illus-
trations that the writer holds that recovery is always
due to favorable agricultural conditions resulting from
accidental factors in the world crop situation. These
cases have been cited simply because they are actual in-
stances in which recovery was stimulated by a rise in
the value of a staple consumption commodity. To guard
against the danger into which nearly all students of
the business cycle have fallen, namely, of ascribing busi-
ness fluctuations to some single cause or force, we now
direct attention to other recovery movements of an
essentially different character.

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

Owing to a relatively small world crop the price was fairly good and
substantially higher than in the ensuing years. Exports increased from
109 million bushels in 1890 to 229 millions in 1891.

Again in 1924, recovery from the sharp industrial reaction of the
spring and summer appears to have been greatly stimulated by a
very large wheat crop which was sold at high prices. The American
wheat crop of 1924 was 840 million bushels, as against 759 millions
in 1923; but the price on December I was $1.30 a bushel as compared
with 92 cents the preceding year. As a result of a short world crop
exports from the United States increased from 132 million bushels
to 255 million bushels.
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classed as consumption goods in that they are imme
diately used up and destroyed in the process of waging
war. Such war-time goods as ships and other transpor-
tation facilities, as well as government munitions
establishments, would, however, clearly be classed as
capital goods. But quite regardless of the character of
the goods purchased, the process of recovery was gen-
erated by an outpouring of purchasing power by way
of government treasuries. It did not begin with either
an expansion of ordinary consumptive demand or an
increase in the production of private capital goods.
The cases thus far reviewed have related to major
swings in business activity. It will be useful to turn now
to a period in which the swings were less pronounced
in character, such as that from 1901 to 1913. The facts
as to the fluctuations are: From 1901 to the middle
of 1903 there was great prosperity. The latter half of
1903 and the first half of 1904 was a period of mild
depression. This was followed by very active business
until October 1907, the ensuing depression extending
through the year 1908. The year 1909 and the first part
of 1910 constituted a prosperous period, and then came
another mild depression extending to the end of the
following year. The year 1912 and the early months
of 1913 showed recovery, but this was followed by a
new recession continuing into the first half of 1913.
The evidence shows that changes usually occurred
first on the consumption side. The table on page 45
shows the annual indexes of production of “goods des-
tined for human consumption” and ‘“‘goods destined for
capital equipment.” Without monthly or quarterly in-
dexes it is impossible, in some cases, to determine the
order of precedence. For example, one cannot tell
whether the recession of 1903 began on the consump-
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tion side or the capital side, for the annual indexes
show merely a corresponding decline in both. It is evi-
dent, however, that recovery began on the consumption
side, for in 1904 the consumption goods index rose,
while the capital equipment index showed a further
decline. Again in 1907 the consumption goods index
fell, whereas the capital goods index continued to rise.’
No priority is indicated in connection with the recession
of 1911 or the pick-up of 1912; but the depression of
1913 began with a decline in consumption, the capital
goods index showing a rise for the year. The lag, where
revealed by these indexes, is thus in every case on the
side of capital goods.

RESIDENTIAL CONSTRUCTION AND
BUSINESS FLUCTUATIONS

The contention has frequently been made that busi-
ness fluctuations are initiated by changes in the volume
of construction, particularly of residences. Before con-
cluding this analysis we must, therefore, survey the evi-
dence bearing on this question. Unfortunately, no ade-
quate monthly or quarterly data are available prior to
1919 with which to compare changes in the volume of
construction with changes in the volume of business.
However, certain annual data with reference to build-
ing permits, as distinguished from actual contracts, are
available for a selected group of cities as far back as
1875, though these data do not show residential con-
struction separately from non-residential. The avail-
able data do not indicate any close relationship between

31t is of interest to note, however, that prices of producers’ goods,
according to Mitchell’s classification, showed a slight decline before a
fall occurred in the prices of consumption goods. See Wesley C.
Mitchell, Business Cycles, 1913, p. 99.
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fluctuations in the volume of construction and changes
in business conditions prior to the war.!*
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In the post-war period changes in the volume of resi-
dential construction have evidently played an important
part in business fluctuations. The sharp recovery of
1919 was largely attributable to the replacement of
depleted stocks of ordinary consumption goods, both in
this country and abroad. While there was some pick-up
in residential construction, building activities were held
back by the high costs of construction. Recovery from
the depression of 1920-21 was undoubtedly stimulated
by the increase of construction, as gauged by contracts
awarded, which began in February and continued to
expand throughout the year. Since there had been little
residential construction from the beginning of the war,

“See John R. Riggleman, “Building Cycles in the United States,
1875-1932,” Journal of the American Statistical Association, June 1933.
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housing facilities were quite inadequate for the demands
of an enlarged population. The resulting expansion of
residential construction not only contributed in bring-
ing a quick revival from the early post-war depression,
but it helped to give us a period of great prosperity.!®
The monthly figures of construction, both residential
and other, from 1919 to 1930 inclusive, are shown in
the accompanying graph.

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

NEW INDUSTRIES IN RELATION TO RECOVERY

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

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

3 The shifting of population to suburban areas, prompted by auto-
mobile transportation, of course played an important part.
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ing the depression. The first period of railroad devel-
opment in this country, for example, did not begin
in a depression but was a feature of the expansion
era of the 1830’s. The rapid growth of electric and
other public utilities did not begin in the midst of the
depression of the nineties, but rather in the boom period
which followed. Nor did the automobile industry, then
in its infancy, bring us out of the depression of 1907.

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

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

CONCLUSIONS

In the foregoing brief survey of business oscillations

in the United States we have not been concerned with

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

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

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

The mere fact that the curtailment of business activ-
ity during the course of a depression is very much
greater in connection with the construction of plant
and equipment than in the output of consumption goods
in no way indicates that the capital goods industries are
the pivot around which the economic system revolves.
The moment the demand for consumption goods de-
clines—for whatever reason—the demand for new capi-
tal goods declines also, and in vastly greater propor-
tion. A slight shrinkage at the base of the pyramid
very nearly eliminates the top. As the amount of unuti-
lized plant and equipment increases as a result of the
curtailment of demand, the production of new plant
almost entirely ceases; and in the course of a depression
capital construction is confined in the main to necessary
replacements and to such installations of new equipment
as will effect immediate reductions in operating costs.
The percentage change in the output of capital goods
is thus naturally very much greater than the percentage
change in the output of consumers’ goods.

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

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

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

¥ See Brougl;am Villiers, Britain after the Peace, p. 116.
* See, for example, Alice Tisdale Hobart, Qil for the Lamps of China.



74 THE FORMATION OF CAPITAL

ery must come solely from one side or the other. Indeed,
it would seem from the analysis which we have been
making in this and the preceding chapter that the best
hope of success in stimulating a strong recovery move-
ment through concerted action would be to operate
on both the consumption side and the capital side simul-
taneously, for each might be expected to reinforce the
other.



CHAPTER VI

COMMERCIAL BANKS AND THE SUPPLY
OF FUNDS

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

The analysis of consumption in relation to capital
formation which we have made in the last two chapters
has run in terms of the actual production of goods and
services. We must now return to a consideration of
the flow of funds by means of which economic enter-
prise is carried out. It is evident that if the creation
of new capital, as we have indicated, occurred chiefly

75
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when consumption was also expanding, there must
somehow have been a simultaneous increase in the flow
of funds through consumption and investment channels.
How has this been made possible ?

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

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

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

HOW THE COMMERCIAL BANKING SYSTEM
MANUFACTURES CREDIT

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

Let us assume, then, that a group of individuals
within an isolated community decides to form a com-
mercial bank with a capital of a million dollars. Ten
thousand shares of stock are issued at $100 per share.
This stock is set down as a liability of the bank, inas-
much as it represents the obligation of the banking
corporation to the shareholders. After an outlay of
$100,000 for a bank building and the necessary furni-
ture and fixtures, the preliminary financial statement of
such a bank would stand as follows:
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Assets Liabilities
Cash............ $900,000 Capital stock.... $1,000,000
Banking house and

equipment ..... 100,000

Two types of operations may be expected to begin
almost immediately. First, certain individuals—stock-
holders, and others—will deposit with the bank cash
which has hitherto been held in their own strong boxes.
If, in the course of a few months, deposits in the amount
of $100,000 are made and there are no withdrawals,
the balance sheet will show, in addition to the foregoing
items, new assets in the form of cash of $100,000, and
new liabilities in the form of deposits (owing to deposi-
tors) of $100,000. Such deposits would be identical in
character with those which individuals would make at
a savings bank.

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

Let us assume that business men, in response to this
invitation, come to the bank for loans with which to
conduct their business operations. Mr. A4 is given a
loan of $100,000 for four months, the interest at 6
per cent being deducted in advance. He has the option
of withdrawing $98,000 in actual cash from the bank
or of having it credited as a deposit account against
which he may draw checks. Since drawing checks is a
safer and more convenient means of making payments,
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A elects to take a deposit account covering the entire
$98,000. Inasmuch as we wish to focus attention upon
this particular transaction, we shall omit from the bal-
ance sheet the $100,000 of new deposits which we
assumed had been made in the form of cash. The
balance sheet would then stand as follows:

Assets Liabilities
Loans and discounts $100,000 Capital stock..... $1,000,000
Banking house and Deposits ........ 08,000
equipment ..... 100,000 Undivided profits. 2,000
Cash ........... 000,000
$1,100,000 $1,100,000

Suppose now that Mr. 4 writes a check for $98,000
in favor of Mr. B. Suppose also that B desires to be a
customer of this bank, and upon receipt of the check
presents it at the bank and asks that an account be
opened in his name and that the $98,000 check be
deposited to this account. It is evident that the result
of this operation, so far as deposits are concerned, is
merely to deduct $98,000 from A’s account and add
$98,000 to B’s account. The total deposits owed by the
bank remain unchanged. While B’s deposit account
comes over the counter in the form of a check presented
to the bank, it is obvious that it is still indirectly the
result of the loan that was made to 4.

Since it is more convenient for B to meet his obliga-
tions by means of checks rather than in the form of
actual cash, we may assume that he will write checks to
those to whom he is indebted. Let us assume that he
writes four checks of $24,500 each; and that Messrs.
C, D, E, and F, desiring to do business with this bank,
in turn present these checks for deposit. The net result
still is to leave the total of deposits unchanged; though
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instead of being credited to A or B the deposits are now
credited to the accounts of other individuals. In their
turn C, D, E, and F may write checks against their
deposit accounts for varying amounts and to the order
of sundry persons. If all the people receiving such
checks in turn present them to this bank for deposit
to their respective accounts, it is obvious that, while
there would be an ever shifting personnel among de-
positors, the total deposits would remain at $98,000.

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

Let us assume that experience shows that not more
than 25 per cent is ever demanded in cash. Under these
circumstances it would be possible for the bank to make
loans and create new deposit accounts not only up to
the full amount of the capital of one million dollars,
but much beyond that amount. In fact, under the condi-
tions assumed, the bank could gradually expand its
loans to the extent of $3,530,000. The balance sheet
would then read:

Assets Liabilities
Loans and dis- Capital stock..... $1,000,000
counts ........ $3,600,000 Deposits ........ 3,530,000
Banking house and Undivided profits . 70,000
equipment ..... 100,000
Cash ........... 900,000
$4,600,000 $4,600,000
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It is apparent that, to the extent that checks are pre-
sented for cash, the cash reserve of $900,000 will be
drawn down. But this reserve of cash will also be
periodically replenished by the repayment of loans fall-
ing due—or by the actual deposits of cash made by new
customers. There will be a more or less continuous out-
flow of cash from the bank and also a more or less con-
tinuous inflow. The primary task of the managers of
such a bank is to schedule the maturities of the loans
in such a way as to bring a steady backflow of funds to
the bank. In this connection, allowance will, of course,
have to be made for known seasonal variations in the
demand for cash.

Let us now complicate the problem by assuming that
there are two banks in this community. When bank No.
1 makes a loan of $100,000 to 4, who writes a check in
favor of B, the latter now deposits the check not in the
same bank but in bank No. 2. This second bank will
present the check to the first bank for payment. Now in
the event that the first bank had not, on the same day,
received for deposit checks which had been drawn
against bank No. 2, it would be necessary for this bank
to turn over $100,000 in cash to the second bank. But
under the conditions which would gradually develop
in any community, both banks would be making loans
simultaneously, and each would be receiving checks
drawn against the other bank. Accordingly, there are
always substantial offsets; and it is cnly the balance
owed by one bank to the other which has to be settled
in actual cash.

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

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

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

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

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

EVOLUTION OF THE CREDIT STRUCTURE
IN THE UNITED STATES

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

1 The outstanding exception was the Suffolk banking system which

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

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

?There were also 799 private banks and 1,707 savings banks.

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

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

Attention should first be directed to the striking
parallelism in the growth of loans and investments on
the one hand and deposits and note circulation on the
other. Sometimes loans and investments exceed deposits
and notes, and sometimes the opposite is true; but
always the lines cling closely together. Note next the
widening gap between the line for cash reserves and

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

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

¢ Under the national banking law, however, the bank notes, unlike
deposits, had to be backed by a special reserve of 5 per cent in cash
and 100 per cent in government bonds. The amount of notes out-
standing, since the early days, has always been negligible as compared
with deposits. For instance, in 1915 the national bank notes amounted
to 723 million dollars, as compared with 8821 millions of deposit
accounts.
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that for deposits and note circulation. At the beginning
of the period the ratio was about one to four; in the
eighties it ran about one to six or seven; from 1900 to
1914 it was about one to eight or nine; after 1920 it
ranged around one to twelve or thirteen. Were state
banks included the spread would appear even greater.

GrowTH OF THE CREDIT STRUCTURE OF NATIONAL
Banks, 1864-1933*
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This gradual widening of the spread between cash re-
serves and deposits and notes in circulation requires
special explanation. For the period prior to 1914 it was
not attributable to any reduction in reserve require-
ments. That is to say, we did not keep modifying our
laws so as to permit demand obligations to be backed
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with progressively smaller reserves of cash. The decreas-
ing ratio was rather the result of a more complete
development of the credit system on a national scale.

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

The system of re-depositing reserves, whereby the
same money counted as reserves in two places at once,
was also gradually developed during this period. The
law provided for varying reserve requirements for the
banks in the largest cities, in cities of intermediate size,
and in the smaller cities and towns. These banks were
classified respectively as central reserve city banks,
reserve city banks, and country banks. The reserve
requirements were 2§ per cent, 2§ per cent, and 1§ per
cent respectively; but the reserve city banks were per-
mitted to keep half of their reserves on deposit in cen-
tral reserve banks, while the country banks might keep
three-fifths of theirs on deposit in reserve city or central
reserve city banks. Hence they needed to keep only
12.5 per cent and 6 per cent respectively in their own
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vaults. These reserves, which were deposited with the
central reserve and reserve city banks, also counted as a
part of their own legal reserves. With the growth of
extensive correspondent relations this practice gradu-
ally became virtually universal. Thus, though the re-
serve requirements were 2§ per cent in the larger cities
and 15 per cent in the smaller towns, the net reserves,
with duplications eliminated, came to be very much
smaller than these ratios would indicate.’

After the organization of the Federal Reserve sys-
tem in 1914, a further expansion of the credit structure
became possible. By virtue of a concentration of re-
serves in Federal Reserve banks to which each member
bank would have access in time of need, it became
possible to reduce the amount of reserves which each
class of member banks should hold. They were legally
reduced to 13 per cent for the banks of the central re-
serve cities, 10 per cent for those of the reserve cities,
and only 7 per cent for the country banks. The Federal
Reserve banks were, however, required to maintain a
reserve in gold of 40 per cent against Federal Reserve
notes outstanding and 35 per cent against deposits. It
should be noted here that the full possibilities of credit
expansion under the Federal Reserve system have been
reached only once, namely, in the spring of 1920. In
recent years there have been large unused credit
potentialities.

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

5 The system of re-depositing reserves worked satisfactorily enough
in ordinary times; but in times of crisis the demands of outlying banks

for a return of their reserves produced serious difficulties for the
metropolitan banks.
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While this credit structure broke down periodically it
cannot be said that it collapsed more frequently in
the later than in the earlier years of the period. In any
event it gave us progressively larger supplies of liquid
funds with which to meet the requirements of business.

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



CHAPTER VII

THE PURPOSES FOR WHICH COMMERCIAL
BANKS EXTEND CREDIT

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

THE ORIGINAL CHARACTER OF THE
“COMMERCIAL” BANK

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

91
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to borrow the funds needed to meet peak seasonal
requirements. The commercial bank thus came to be
regarded as an institution which was primarily con-
cerned with the furnishing of seasonal funds, and it
was assumed that each borrower would be entirely out
of debt to the bank for a considerable part of each
year. If the seasonal peaks of the various borrowers
occurred at different times the bank would, however,
be able to keep the bulk of its funds out more or less
continuously, lending now to 4 and again to B.

With the development of large-scale corporate en-
terprise in the field of production as well as of distribu-
tion, and with the growth of security markets and a
complex economic and financial system in general, the
range of credit operations engaged in by the commer-
cial banks has been enormously enlarged. These banks
not only make loans for the marketing of consumption
goods, but also help finance the productive process both
in agriculture and in industry; and, what is more sig-
nificant, for purposes of our present inquiry, they en-
gage also in the purchase of securities, both corporate
and government, and in the financing of new capital
enterprise.

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

INVESTMENT OPERATIONS OF COMMERCIAL BANKS

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

The 