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Financing Capital Formation

Up to this point in our narrative we have dealt with cash, working
capital, and total assets, asking in each case what transactions added to
or diminished each quantity as an entity. These entities are the familiar
objects of financial management. In this chapter we shall depart from the
commonplace and design our flow analysis more to the liking of the
economist, perhaps, than to that of the company treasurer. We shall take
note of the combined inventory and plant, and then trace the inflow and
outflow of goods and services in order to account for the change in that
quantity. Concurrently our special attention will be devoted to the sources
of funds for the expansion of inventory and plant and to the disposition
of funds which grow out of its shrinkage.*

Although industrial companies survive by the intake and output of
goods, and most of management’s financial negotiations revolve about
goods, nevertheless, treasurers, according to available writings, simply do
not phrase their financial problems in these terms, but rather in terms of
solvency (projected cash flows), debt limits, and the cost and availability
of new money. Therefore, in the present chapter, which is patently ex-
perimental, the statement of the sources of funds (other than the money
market) will appear strained by comparison with conventional quantities.
In the next few paragraphs we shall define our terms more explicitly and
outline our measuring procedure.

THE Stock OF GOOps AND THE STATUS OF CLAIMS

In Table 8, using the accounts of a single company which are by now
somewhat familiar, we have rearranged the balance sheet, separating the

1 Again, it may be emphasized that the measurements in this chapter refer to dollar
amounts only. However, if price deflators and machine-productivity indexes are to be
used in the analysis of corporate data for the study of welfare economics, it would seem
that this is the most promising place for their introduction.
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Financing Capital Formation

goods from the claims. On the claims side we have again subdivided,

separating the money-market titles from the others. In consonance with -
accounting notation, the net balance of money-market claims against the

company plus the net balance of other claims against the company equal

the stock of goods on hand and may be considered the sources of the

goods. In order to differentiate the money-market claims from the others,

we have designated the latter as the purchase fund.? In brief, then, we

have the following statement (in thousands of dollars):

Goods Sources

Inventory and plant, net 154,189  Net balance of purchase fund 39,546
Net obligation to money market 114,643

154,189

THE STOoCK AND FrLow oOF GOODS AND THE STATUS AND
Frow or CLAIMS

In Table g we have tabulated the outflow of goods and the intake of
goods and services. These transactions constitute the steps by which the
goods on hand at the beginning of the year become the closing balance of
goods.? We have also indicated what specific claims (cash or promises)
were given or received in each class of transactions.* Again, in consonance
with accounting notation, the net balance of claims against the company
was changed only by the goods transactions. It will also be noted that the
balance-sheet account titles affected by these transactions were cash, ac-
counts receivable, accounts payable, taxes payable, and earned surplus;
and these are the principal constituents of what we have labeled purchase
fund. Had there been no access to the money market during the year, the
$19,607,000 of capital formation would have been financed, i.e. made
possible, by letting the net balance of unpaid bills for goods and services
move upward. But, as a matter of fact, the money market was called upon
for help at the rate of $19,000,000, so the net balance of bills ran up to
only $607,000. A parallel way of saying the same thing is that capital

2 This term is meant to indicate the power to purchase goods without recourse to the
money market. Any other name would do as long as it was unique in its reference to
the group of specific accounts. “Trading fund” sounds right but is rejected because of
its reference to net quick assets.

8 Logically, the table should have read “Service of Equity Capital (pretax), 26,242,”
as it would have read had this enterprise been a partnership.

4 On a national scale, checking accounts would be considered a claim upon the bank-

ing sector for legal tender, rather than an ultimate asset, like coin or currency, in the
hands of the industrial sector.
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Financing Capital Formation

TABLE 10

TRANSACTIONS AFFECTING THE PURCHASE Funp FOR GOODs AND SERVICES AND FOR
THE FINANCING OF CaApiTaL FORMATION, ALLIS-CHALMERS
ManuracTurING CoMPANY, 1948 anp 1949
(thousands of dollars)

1948 1949
Dr. Cr. Dr. Cr.
Transfer of goods and services
Delivery of goods (sales) 329,260 352,282
Receipt of goods and services
Employees, materials 315,435 271,572
Government services 10,800 14,450
Services of equity capital (excl. tax) 15,442 18,755
Gross plant expenditures 7,190 4,115
Subtotals 348,867 329,260 308,892 352,282
‘Subtotal difference 19,607 43,390
Money-market transactions
U.S. and other marketable securities 6,000 20,000
Notes payable, short-term 15,000 (15,000) 453
Notes payable, long-term 10,000 (15,000)
Bonds 0 0
Preferred stock 0 0
Common stock 0 0
Subtotals 6,000 25,000 20,000 453
Subtotal difference 19,000 19,547
Total payments and total receipts 354,867 354,260 328,892 352,735
Effect on purchase fund 607 23,843

Source: Annual reports of the company. Payments are entered in debit colunm;
receipts, in credit column.
formation required the net expenditure of §19,607,000 in funds and that
the money market was called upon to replenish the depleted fund. This
is the usual phraseology of a company president when, in speaking of the
working-capital fund, he cites his reasons for the sale of new securities to
replenish the supply of funds that have already been expended for plant
expansion. The only difference is that here we are speaking of a negative-
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Financing Capital Formation

TABLE 11

CHANGE 1IN THE AcCOUNT TrITLES OF THE PURCHASE FUND, ALLIS-CHALMERS
MaNUFACTURING CoMPANY, 1948 anp 1949, YEAR EnpinG DeceEMBER 31
(thousands of dollars)

CHANGE
1948 1949
Dr. Cr. Dr. Cr.
Cash 7,537 7,478
Trade receivables 17,461 10,865
Other current assets 641 797
Investments and advances 0 0
Deferred charges 220 256
Other assets 23 22
Accounts payable 8,759 22,091
Res., income tax 7,435 3,516
Res., inventory, contingencies 0 0
Res., employers liability insurance 0 0
Earned surplus 10,249 12,556
Totals 25,859 26,466 40,712 16,869
Net change ' 607 23,843

Source: Table A-1.

balance fund, and inventory and plant together are the consumers of
funds. In fund language, the following schedule, condensed from Table
10 for 1948, gives the briefest possible statement of the flow of goods, the
formation of capital, and its financing (in thousands of dollars):

Payments Receipts
Dr. Cr.
Receipt of funds for goods delivered 329,260
Payment of funds for goods received 348,867
Net difference on goods account 19,607
Money market, net 19,000
Effect on purchase fund 607
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Financing Capital Formation

Table 10 covers the same transactions in detail and is offered as a state-
ment of the minimum amount of required information.

In contrast to 1948, 1949 was a year of capital consumption for the
company. Plant and inventory decreased by $44,890,000, the consequence
of giving out $352,282,000 in goods and taking in only $308,892,000 in
services and goods. The resulting net intake of funds allowed the company
to return $19,547,000 to the money market and to enjoy an improvement
in its net balance of unsettled bills of $23,843,000; or, in fund language,
to diminish the net balance of its fund outstanding. The change in the
account titles of the purchase fund during 1948 and 1949 are shown in
Table 11.

With this brief description of terminology in mind, we may next con-
sider the cyclical behavior of the flow of goods and the formation of
capital by reference first to an individual company and then to a group
of companies. At the same time, we shall consider the role of the money
market as both a provider of funds in expansion and a recipient of funds
generated by the liquidation of physical goods in a contraction.

ONE CoMPANY's EXPERIENCE, 191Q-57

Table 12 reports Allis-Chalmers’ payments and receipts of purchase
funds in the exchange of all goods, the replenishment of the fund by the
money market, and the net effect of these transactions on the fund itself,
for 1919-57. Discussion will be directed first to the transfer of goods and
services and to net capital formation or consumption. A second review will
take the net capital difference as its starting point and discuss the manner
in which it was financed, since the financing problem comes into its critical
aspect at this net difference level.

Transfer of Goods and the Net Change of Capital

Chart g shows goods and services received, goods delivered, and their
difference, capital change. One is struck instantly by the wide gyrations
of the gross curves in contrast with the relative stability of the net capital-
change curve. The curves for the transfer of goods and services reveal a
long-term growth underlying the cyclical deviations. Of course, the curves
are in terms of current prices and might assume different characteristics
were they deflated by a price index. So, too, with the net capital curve.
As it stands, the latter shows a net capital formation in most of the years.
Capital consumption appears in those years when the transfer curves con-
tract initially after an expansion. At such times there is a cutback in goods
delivered but a still sharper cutback in goods acquired. About the same
congruence with the business cycle is apparent for net capital change as

63



.

Capital Formation

.

inancing

F

999 950°¢ 89L €LS puny aseyoand uo 309y
YILIT  8¥0°IC vee'sc  8LI‘Te Te8'8c  009°6¢ S6L0¢  89¢lE s1g19224 10101 puv spuswukod o310,
8781 296°¢ 6789 ¥H6°c 30UBIIPIP [BI0IGNG
0 878‘1 0 296°¢ 6289 0 0 P6°c sfelolqng
3[350)s uowrtuoy)
3001s paLIdjaId
spuog
w1-3uoy ‘spqeded sajoN
waarjaoys ‘spqeded sajoN
878°l 296‘c 6289 Pr6'e §911IMO38 J[qEILW IO pue ‘§'N)
SU0IDSUDLY tutuEJ@g&A\
Y6¥C 810°L L6SL 1Lee 30UIIPIP [eI0IGNG
viLte  oceiel peeise 918l €002 009°6E G6L0E  vevLT s[eogng
SIg rAt3 vLLT 6091 saxmpuadxa juerd ssoip)
802'C S12'e +$96°¢c 009‘¢ (xe) [oxa) [erded Kymba jo sao1a19g
00¢ 091 001°1 89¢°C SI0TAIIS JUSUILUIBA0K)
L6E9T 62S‘ST A A L¥861 "9 ‘sperdrewr ‘saakordury
s301AJ9s pue spoof jo 1deoay
viL'ie $ET'ST £00°CE §6L°0¢€ (soTes) spood jo Araarpa(
$2910435 pup spood fo safsuvi |
0 aq - g 0 g 0 uq
Te61 1261 0261 6161

(sreriop Jo spuesnoyy)

1S-6161 «NZ«J&&OU ONNALIVIAONVIA SEAWIVH)-STTTY .ZOF«JZMO,H TVIIdV]) 40 ONIONVNIJ
dHL ANV SHOIAYAS ANV SAO0S) 40 ¥IAISNVY], THL NI SANN] ASVHOUNJ A0 SIAIADAY ANV SINAWAVJ

<l TIgVL

64




won

Capital Formati

inancing

F

H

003
=]

zee1 €861 121 LyE puny aseyond uo 12g7
0¥'1e  $29°Te 019'6T  €61°I€ L8Y'8T  809°0¢ SLO6C  8TL8T $1q12924 10301 pup spusulod popo |,
(44} LI8T S6E°l LT 30URIBYIP [e101qng
0 (441 0 L18T 0 S6E°T WL 0 s[eIoIqng
MuOum GOEEOU
30038 pal1djalg
spuog
urra)-3uof ‘opqeded sajoN
uw)-110ys ‘ojqeded sajopN
(44 L18°] G6¢°1 LT S3NLINDAS J[EISsIBUL IS0 PUE ‘G )
Su0IDSUDL] 12y 40U-KTU0 P
0011 1474 9¢L S6€°C UIIPIP [e10qng
To¥'1E  20s°‘ze 01962 9/¢£°62 L8¥'8C  €1Ti6T €eeor  8TL8¢ s[noqng
9 661 9991 609 saanyipuadxs jueld ssoin)
L65°¢ LI¥'E 12¢°c €0L‘T (xe1 'Px3) [enden Aymbs jo sao1atag
029 68 GG 1€6 S9DTAIIS JUSUWILIIAOL)
€T8°LT 90262 118°cT G88°4C 019 ‘syelrayewr ‘saakopdwy
. §301A198 pue spoos jo 1d1enay
z0v°1¢ 01962 L8Y'8T €ee‘oT (so7es) spooS jo Axarp(
Sa10435 puv spoos Jo 43 fsuvs |
4D " 4D g 4D “q 4D
9261 SZ61 ¥261 €T61




Capital Formation

inancing

F;

ﬂ

899 09Tl YLLT 086 puny asegoand wo 13PY
182°6Y  €19%¥ 1L9°1S  Sg¥°0S 1L6'9¢  SbL8C LIL'SS  LELYS 19921 g0 puv spuaulod p1o
€80y S98‘y 98T 015°€ 2UAIIPIP [E101qNG
061°.  Lol'¢ 01L's 698 0 98¢ 6591 6¥I°BI srer01qNg
¥es‘s 01.°¢ F0018 UOWTOY)
6+1°81 0018 paLIdpRI
LOT°T 0S¢ 00¥¥1 spuog
w2)-Suof ‘o[qeded saroN
000°C 000°C wmier-lIoys ‘opqeded saoN]
959°1 S0S 982 612°L SOMLINDIS [qeIdIeUW J9O PUE *S'()
Su0IDSUDI] 12y ivw-Lauopy
589 619°¢ 88¥'1 0£5°C OUIIPIP [EI0IqNG 8
160°Cy  90S°‘I¥ 196‘St  085°6Y 1L6°9C  6S¥'8¢E 850°v¢  885°9¢ sfroqng
¥65°1 612°C €51 SE0Y soxmrpuadxs yuepd ssoin)
9TH'y 6¥1°s 0S¢ $99°¢ (xe1 *[9x9) rended £1nba jo s901a15G
¢ ¢ 11§ SIDTAIIS JUSUIUIIACL)
98b'S¢ (AYAYAZ ALY T 1682 21 ‘speuayew ‘saokodury
$901A198 pue spooS jo 3d1309y
1602y 196°SY 1L6°9¢€ 850v€ (sores) spood jo Axaatp(q
Sou95 pup spoos fo iafsuvs]
.&U .sQ .uU R0} .ub .uq .u.U ..RN
0€61 6261 8261 LT61

(pomunuoD) Z1 ATAVL




Capital Formation

tnancing

F

o~
o

| FAAS 1S¥°C LT 069°T puny sseyond uo 1035F
81+7C  6€9vC 801°LL  SS9¥I eS161  18€°91 €086z €II°8T S1aoax [vjog puv spusuidod io ],
0€S vee 921 . $60C J0URIIFIP [I0IGNG
0¢es 0 6LS §S¢C ocy 0¢ SIS 019°C sfepiogng
£8¢ 6LS 1154 cly 2038 uowrtIor)
Y0018 PasIgfI]
S0T1 12 48 €01 spuog
009 w)-8uo ‘ojqeded salo N
ULI)-1I0Ys nvﬁmxm& §ION
(44 102 0ce or SONLIMO3S J[qEIIEW JIYI0 pue "§°f)
SU0YIVSUDL] 123 40U-KU0 I
16L°C L21°T 819°C 68.L°¢ 30UAIAKIP [RIOIqNG
888°12  6£9%4¢C L2S91  00b¥T $69°81  LLO'9T 8826 €05°5T s[eoqng
4% 91 182 LLTT soamipuadxa juerd ssoin)
6€0°T $68°C §56°C 967°1 (xe1 "pPxa) fendes £1mba jo saotaxag
‘ ¢ $I01AJ9S JUSTHULISAOY)
Y1€%T YTyl 06L°G1 0L0°¢T Tz ‘Sreriovew ‘sokorduy
$901A13s pue spoo3 jo 1d1eoayy
€€9°c1 ovLST 88Z°62 (sores) spoos jo Axaarfa(g
S$a310455 puv spoos fo sfsuviy
‘0 uq 4D uq 4 aq
€e6r 261 1€61




5998 L89C SEET vLE pury sseyound uo 1ayy
€EP'8L  89L°69 PLO'CTT LST'ITL  $L0'6L  6O¥°I8 29y 886°0F Siqrazas or07 puv spusukvd pioJ
11 0Lg'ee (A4 6+6°1 90URIAYIP [RICIqNG
141 0 0L¥'ST  001°C L8T°61  S00'ST 6v6°'T 0 s[eroiqng
g 11 Syl AL 648 0018 HOWIO,)
o~ 30031s PalIsfaId
3 sTe'ee S00°1 959 . spuog
£ uL1a1-8uoy ‘ojqeded sajoN
S 001°C 001°C wa-10ys ‘dqeded saoN
Ry SLLT viL S9NTINIIS Ifqerayiewr 13Y10 pue ‘SN
< Su0IDSUDY §2yivU-L3U0 Ty
sy ——— = — ]
S 598 £89°0C L199 SL5°1 OUIPIP [L103qNg
S
ap CCV'8L  89L°69 v05°88 L8160  L8L'6S  +0V'99 €Iv'6c  886°0Y sreloiqng
<
3 620y Shb'S 9¢6°1 60L sarnypuadxo juerd sso1
S yS5' 158°L y10°% $86'1 (xe1 ") [eardeo Aunbo jo 5201108
£ 086 900°¢ G98°1 z6h $901AI38 JUSWUIIA0D)
o $02°29 $68°C6 685°8S 208°LE 039 ‘sperew ‘saakordwry
§301a138 pue spood jo 1d1adoy
e 8L #0588 L8L°6S CI¥6¢ (sates) spoo8s jo L1sarag
: $312435 pup Spoos fo safsuvs ]
o) “q 4D “q ) *q ) 4(q
8¢61 LE61 9¢61 SE61

(prmuzuon) z1 ATIVL

w0
=]




Capital Formation

inancng

F

2081

18281

(=]
=]

€TIL L2y puny sseyoind uo 10ahy
VEQ'ETT 9986 TES'SEl GI8EST  100°88  HTI‘SG SIg'sL  Troos Stazas [p1op puv spaulod (o1o J,
LSTT el 0 0 2dUAIAYIP [RIOIqNS
0SL°ST  L00°8¢C 0SZ71  806°01 0 0 0 0 saoiqng
3J038 GOEEOO
J003s pa1Idjalg
806°01 spuog
05L°ST 052'6 uw1a3-Suo] ‘opqeded saropN
000°¢ 000°¢ uLa)-1ioys ‘s[qeded saroN
£00°sT SONILINDJS S[qelayiens IO pue ‘§'N
SU0NIDSUDL] JaYDU-CTUOJY
R4 KA! 62961 A AN LTL'y UBIIYIP [E101qNg
¥80861 629°01C  78T'€TI 1IG'THI 100°88  +21°S6 SI¢’sL  2¥0°08 sjea01qng
yLI'C 8¢HT 2021 996 sarmpuadxs yueid ssoin)
S61°L 680°L 0919 0Z8‘% (xe1 ") reades Aymba jo saotazog
00%°12 0098 815C 601°1 $3D1AI38 JUDUIUIDAOY)
098°8L1 ¥8L¥C1 b2 S8 LY1gL *012 ‘sjeurayew saakordwry
$901A13s pue spoof jo 1diaday
$80°861 A TAYA 100°88 SIe'sL (so1es) spoos jo Areana
$2010435 pup SP0os fo s3fsuvs
(.U .xQ .;_U .sQ .sU .sQ .\.U .AQ
6l 161 o¥61 6€61




Capital Formation

inancing

F

1192

yeL'9T

SLIPL bLLST

puny aseyoind uo 1037

69S°€61 8S6°0LI  0£T'66T 96¥°T8T  88I0IY €9E'¥Tv  €6TEIE  L90GTE s1qwoa4 ooy puv spusudod oo,
19¢'Ly 09L‘9 LLLOD Sev'c 20ULISHIP [BI0IqNS
€€6'TL  TLS'ST 189°L 'yl €66°8C  OLL'SE 000°ST  S6+81 sfeoqng
8L9°LT J00)S UOWITIOY)
6TELY 4 4 £66°8T 003 PaLISJRIg
29651 L2951 . spuog
TLs'se 8Tyl 000°01 000°s1 w10)-3uo] ‘apqeded saroN
wsy-310ys ‘orqeded sajopN
¥96°2T 189°L £r1°01 S6+°81 SINLINIAS S[qEIIYILW IIYIO PUE “S'[)
SuonIvsuvLy jayiou-A3U0 i
0SLvT PobeT 86¢°L 6L2°21 30UDISIIP [RI0IqNG
9€90Z1 98¢'SPT  6¥S 16T SS0°89C  S6I‘IBE €65'88E  €6T°86T TLSOIE sfeioiqng
61¥'TI S16'% 856°¢ 685°C saampuadxa juerd sso1n
Yo (Ao 891°C1 900°L (xe1 'px9) reirdes L1nbo jo saorareg
00t'sT LSL9T L99Ty 052°8¢ SODIAIOS JUITAWIIAOE)
L96°TET 1#66£T 78L°62€ LTL'L9T *012 ‘sperajew ‘s9akordury
§901A198 pue spoo3 jo 1dreooy
2€8'%6 65162 S61°18¢ £62°86C (soes) spoo3 jo A1aara
sannuas puv spoos fo safsuvsf
5D uq 4D q o) uq 4D 4T
961 979! 279! £h61

(pomuzuoD) z1 TTAV.L

Q
o~



Capital Formation

inancing

F

£p8°ee

8L 8¢ L09 : 18L°cC puny sseyoand uo 309gY
[Ev'Sve  6S1°v8¢ GELTSE T68'8CC  09T'PSE  L98VSE  816°9CC 669°0ST $51d19024 307 pu spuauing o g,
0c'Le LS'61 00061 00041 S0UISPIP [e101qNG
€€ £5HiLe 1997 000°0C 0006 0009 0004T 0 s[eaoiqng
e J203s UOWIIOY)
300318 Pa1IdfaIg
spuog
000°L (000‘sT) 000°01 wel-Suoy ‘oqeded sa10N
€Sy (294 (000°sT)  000°sT was)-1a0ys ‘sjqeded sajon
000°0¢ 00002 0009 000°v1 S3NLIND3S I[qeIdxTew I9Y10 pue ‘g’
SuorIvsupiy 12y ipu-Kauo gy
80€°T1 06E‘cy L0961 18L°L¢E 90URISYIP [RI01qNG
86E'SPE 90L'9SE  T8T'TSE T68°80€  092°6T¢ L98°8¥E  816°CTIT  669°0ST s[er01qng
LLY'L ST 061°L L9€°8 seangtpuadxe juepd ssoin)
0cI‘ce G5L°81 st s (xe1 'Pxa) rendeo L1mbs jo saviazeg
006'c2 0SH'¥1 008°‘01 059°¢ S30IAISS JUSUIILIIAOL)
60C20¢ eLS'Le SEF'SIE 09Z°c€e 010 ‘sfenerew ‘soakopdwry
$3014138 pue spoos jo 1dredsy
86£°SHE 782°Ts¢ 092°62€ 816°CIT (saqes) spoos Jo A1aArp(
$2210435 pup spoos fo safsus |
) uq s} 4q i2’s) 4T 9] s

L¥61

71




Capital Formation

inancing

F

8¥2°9

SL0CE

<

€849 S$09 punj sseyoand wo 12354
BBI'9ES 0¥6'6ZS  6L9°9SS 961°0SS  6€€°€9S +9TUES  SOS‘TIS  0SS'LIS sigia024 poi0y puv spaukod (1oL
¥80'y pSE9E TTT9¢ S€TTs 30USI3PIp [EI0ING
8/8°0v  296'vY vO1'OF  0SL'E TeeiLy  000°T1 SeT'es 0 s[eloIqng
€&ve 01 (444 144 30018 UOTITIOY)
S88°p¢ 30018 PaLIaI
spuog
0SL’S 0002y uL13)-Juof ‘opqeded sajoN
00081 0SL‘c 000°S 00092 ur133-310ys ‘S[qeded s310N
29692 000°‘0¥ 000°TT 000°02 SOULINDGS J[BISYIBUL J9YIO PUE "§ ()
Su0IDSUDA] 19y 4DUL-KIUO TN
zeeot 1.8'6C LYl 08Z°8S 0UAIIPIP [BI0IGNG
01€'S6Y  8L6'v8Y  SLS'9IS 9¥bO¥S  LIT'9IS +92°0TS  0LZ'6Sy 0SS‘LIS s[eloiqng
£68'6 €5¢1T €rssl #0001 sa1mipuadxo jued ssoio
0€1°9Z Pp61T 85¥'¥C LW (xey "poxa) readen A1nbs Jo sed1a19g
788°cT $0S°1C STSIY 00S°‘L¥ S35IAJI8 JUSUIUIIAOE)
€L0°52¥ SH9‘18% 8¢L8EY 629°LEY 013 ‘spersrew ‘svakordury
§3014138 pue spoo8 jo 1d1329yg
01£‘S6¥ SLS‘91S L1196 0LZ6SY (sres) spood Jo Axaatpaq
$a9042s puv spoos fo izfsuvi]
4D “a 4D 4 4D u“q 4D “a
¥S61 €561 zs61 1561

(pipmpuoD) T1 ATAV.L

72



‘uwn[od 31p31d uf ‘s3d1ada1 {UWN[OD JIGIP UI PIIRlUd e sjuswrfeg *Auedwod oy3 jo surodas enuuy i io2: (s Tl

9Cy 11 9242 09%°0¢ puny sseyoand uo 10357y

89¥°LES ¥06‘8¥S 69°L€9 S8e‘c19 LTE'8¢S L8LVLS stdasas or0 puv spswdod (o1
€L6°LT 908's8 887°L 30UBISPIP [RICIqNG
o Lz 0S2'8 95098 052 82 0.5°L s[eio1qng
Q
S LLe L9¥ 78¢ o015 HOWIIO))
m Y0018 PALIDJAIT
& . spuog
nm 0S¢ 0S¢ (1174 uzy-Juoy ‘Opqeded sajoN
- 00082 00008 wL-110ys ‘sqeded saoN
S 0 685°S¢ 0zEeL $NLINDSS I[EISHIBU I9O PUL ‘S
m.. suonIvsuvy jpyivu-Lauo pyy hd
O sesor YS9 AN 2ULIIYIP [eI01qNg
(Vs
m 161°LES ¥59°02S €65°1S SIS S0°8¢S L1T'L9S s[ejoqng
n < <
M 6291 1ev'vl 960‘C1 sarnpuadxs juerd ssorn)
e 618°L1 i a174 S08+Z (xe1 [oxo) reardes L3mbo jo sadtateg
STELT 0S¥ 00€°‘sz §2D1A138 JUSUIUIIACKY)
18269 66855 960°50S 032 ‘sfenrarewt ‘soakorduryg
. §901AI95 pue spood jo 1drooy
161°L€S £€65°15S S¥0'8€S (sres) spoos yo Axaatppq

$2210435 puv spood fo safsuvsy

49 aq 9 uq ) uq

Gs6l




Capital Formation

.

inancing

F,

'suorsuedxa ‘seale 2IIYM ‘SUOIDEIIUOY 3K ssaursng YAYN Iuasaidar seare papeys

‘31 J[QE ], :IADUNOS

616}

LS, SS,
T o}
poJanljap wh
spoob oo
/ oot
\\ 8
2 W= NESEY IR ITWEN
puo spool 622
oe12
629

uo1}dwnsuod

&R

oS
%

250

o

T
N

X

5

N
%
0. 0.0,

(0.0
5K
‘4@.0.

<
',

%
5
%%

>
&

s X R X
T2
2%,

N
&

X

e

4
X3

.0
4

]
%

X

1o
XXX

>
2>

K
9

%
039,
2
&

9,

&
2
4
X

0'0‘
X

55

4
R
XL

2

>
X

%,

%
)
‘.

&

oY%
5%

%

e

».

X

e %

“S—(juo|d pup sajiojuaAul)
abuoyds {pjidod }jaN

(3102s JnBWYILID)
S4DIIOP O SUOIIIW

SunnpiUDY siaw[oY)-sI||Y

£S-6161
‘aBupy) |oudo) jaN pup sadiAIeg pub spooo) jo Asaaljag pup jdisday

(31038 1004 3Jonbs)
S4DJ|0p 4O suoliIW

74



Financing Capital Formation

was noted earlier for net flow of cash on business account, the war period
being an exception in both cases. Obviously, this cursory glance is not
adequate to describe the complex relationship between the three curves of
Chart g. Doubtless there is not a problem more fascinating in all eco-
nomics than the causes which shape the course of the net difference curve,
nor a problem in which so many variables are so effectively at work.

Net Capital Chdnge and Money-Market Transactions

In Chart 10, the net capital-difference curve is taken as a statement of
net receipts or expenditures on goods; the chart shows to what extent
these net differences were financed via the money market. Here again, as
in the case of cash, we observe a pattern of counterflow, a seesaw effect in
which the purchase-fund balance functions as an adjustable fulcrum.
Of course, there is a much wider latitude in the matter of deficit expendi-
tures of the purchase fund than there is with cash. A treasurer may not
overdraw his cash balance in a burst of excess payments, but he may
acquire additional assets by running up bills with suppliers of goods and
services. To be sure, a treasurer cannot impose upon the trade suppliers
beyond conventional limits without trouble; but he can, and does, impose
upon the suppliers of capital services to the extent of retained earnings,
the unpaid balance of which is acknowledged in the surplus. It is not to
be expected, then, that the seesaw effect will appear here as precisely as
it did in the cash flows, since the purchase fund is almost perpetually
expendable.

The experience of Allis-Chalmers is in line with that view. The curves
for capital formation and for money-market transactions (Chart 10) show
a cyclical pattern in their seesaw relationship fairly approximating that
observed for cash flows (Chart 1). There, the money-market curve moved
counter to net payments (receipts) on total business account. Here, it is
seen moving counter to net capital change. Except in the defense and war
periods, the major bursts of capital formation have been accompanied by
calls upon the money market. And in the years of contraction, the pro-
ceeds arising from the liquidation of capital have, in most instances, been
returned to the money market.

Experience of Large Manufacturing Companies as a Group

Chart 11 shows the flow of goods, net capital formation, and its financ-
ing for 84 large manufacturing corporations, 1921-39, and for 198 cor-
porations, 1939-56.% As in the case of the individual company, the curves
showing the gross intake and output of goods describe the progress of the
business cycle. Again, the outstanding characteristic is revealed in the

5 See Note on the Data for the Group of Large Manufacturing Corporations at the end
of this chapter.
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Financing Capital Formation

first year of a business downturn: the delivery of goods is cut back, but
the intake of services and goods is cut back more sharply still. For the
group, although the capital-change curve is responsive to business indexes,
the cutback does not result in net capital consumptlon as often as in the
case of the individual company. The explanation is probably to be found
in the fact that individual companies do not approach turning points
with regimental uniformity either of timing or of acceleration.

On the supply side, funds were provided by the purchase fund (roughly,
the net balance of unsettled claims for services or goods) in exact con-
formity with the business cycle (Table 13). The progress of a company
toward liquidity in a business downturn was noted in the chapter on
cash; and this tendency is observed in the present case, the purchase-fund
balance either rising less rapidly or diminishing absolutely with the busi-
ness downturn and continuing thus into the trough. At the peaks of pros-
perity and of capital formation the fund was invariably employed as a
source, and more extensively so than in the year preceding. But in the
intervening years, years not marked by unusual cyclical characteristics, its
use was not uniformly predictable on the basis of changes in the rate of
capital formation.

The money market was almost equally uniform in its role of supplier
of funds over the business cycle, its fall from statistical grace having oc-
curred in 1927 when the large manufacturing corporations drew funds
heavily from the market (instead of lightly or none at all, as might be
expected in view of the slight business downturn in that year).

Note on the Data for the Group of Large
Manufacturing Corporations

The data used in this chapter are not the same as in Chapter 1, although
they concern the same corporations. For this chapter I have made up a
separate statement of sources and uses of funds, instead of using the pre-
pared tables. My table is based on the aggregate income accounts and
balance sheets as reported by the corporations and as cumulated by the
NBER and the FRB. I am keenly aware of the gross quantitative errors
involved in this procedure; but, having elected to cast this chapter on a
total goods-flow basis (which requires the integration of the flow table
with the opening and closing balance sheets), I had no choice but to make
a new table based on the annual reports as published.

If we could reconstruct an annual report, placing it on a realized trans-
action basis (e.g. no reserves for bad debts, etc.), meanwhile deconsolidat-
ing companies merged during the period via exchange of stock—in short,
making all of the adjustments that are required to derive a cash flow—
then the source-and-use schedule would reconcile to the annual report.
But the adopted procedure has been to adjust the differences between the
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Financing Capital Formation

TABLE 13

InpExes oF ConrForMITY TO Business CyCLES, FINANCIAL TRANSACTIONS AFFECTING
CapitaL FORMATION, LARGE MANUFACTURING CORPORATIONS, 1921-54

FULL CYCLE

Expansion  Contraction T-Ts= P-pt Both

NBER SawmrLi, 4 CycLEs, 1921-38

Current account, net difference +100 +100 +100 -+100 +100
Plant expenditures +100 +50 +100 +33 +71
Total capital formation 4100 -+100 -+100 +100 +100
Money market, net -+50 -+50 -+50 +33 +43
Purchase fund, net -+100 -+100 -+100 +100 +100
FRB SameLe, 135 CvycLEs, 1948-54
Current account, net difference +100 4100 4100 -+100 +100
Plant expenditures +100 0 +100 +100 +100
Total capital formation 4100 -+100 -+100 +100 —+100
Money market, net +100 +100 +100 +100 +100
Purchase fund, net +100 +100 4100 4100 4100
CoMeINED SaMpLE, 514 CycLEs, 1921-38, 1948-54
Current account, net difference 100 -+100 -+100 +100 -+100
Plant expenditures -+100 +33 -+100 -+50 +78
Total capital formation +100 -+100 -+100 <4100 +100
Money market, net +60 +67 +60 +50 +56
Purchase fund, net +100 -+100 -+100 -+100 +100

Note: All indexes are computed on the basis of changes between calendar peak and
trough years. For a description of the method of measuring the degree of conformity of a
particular series to business cycles, see Wesley C. Mitchell, What Happened during Business
Cycles, New York, NBER, 1951, pp. 15 fT.

@ T-T = trough-to-trough.

b P-P = peak-to-peak.

published beginning and closing account titles for nonrealized and non-
cash entries, thus severing the ties of the source-and-use schedule to the
annual report. It should be emphasized that there is no escape from the
dilemma. One is obliged either to restate the annual report on a realized
and deconsolidated basis or to adjust the differences thereto. Thus, errors
of unknown magnitude will inhere in the flow data based on the unad-
justed reports.

Another difference between the data offered here and those in Chapter
1 involves the amount of expenditures made for plant and equipment.
The source-and-use tables give the total additions to the gross plant ac-
count and are taken mainly from the Form 10K reports of the company
to the SEC. Here, we give the net additions to the gross plant account.
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Financing Capital Formation

The following brief schedule (in millions of dollars) will help to describe
the difference.

Plant and equipment

Gross Depreciation
Asset Reserve: Offset Net
Account to Asset Account Account
(Dr.) (Cr.) (Dr.)
Beginning balance, Dec. 31,1954 () () 32,816
Gross capitalized expenditure 7,051
Disposition of plant » 643 0
Net capitalized expenditure 6,408
Depreciation charged to sales 4,408
Change in net plant investment 2,000
Closing balance, Dec. 31, 1955 () () 34,816

s Sale or disposition of plant at book value in excess of depreciation thereon.

In the transactions reported above, $643 million worth of plant was
sold or disposed of for value. Our net capitalized expenditure takes ac-
count of neither the sale as a source of funds nor the re-application of
the proceeds to plant as a use of funds. Our derivation of net additions
to the gross-plant account adds depreciation to the change in net plant
investment to obtain $6,408 million. If used for national accounts, the
net capitalized expenditure has much to recommend it, since the transfer
of plant from one company to another does not increase the stock of
capital goods.

As a final act of violence I have imputed the omitted and balancing
figures in the income account as shown in italics, e.g. 1955 (in millions
of dollars):

Sales 103,006
Costs and other expenses 84,828
Depreciation 4,408
Net profit before tax 13,770
Provision for tax 5,888
Net income after tax 7,882

It will be recalled from Chapter 1 that the current reserve for income
taxes for 1939-56 is stated net of U.S. securities held.
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