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LETTER OF TRANSMITTAL

Nartionar Bureau or Ecoxomic Researcr, Ixc.
New Yorg, N.Y., December 30, 1970

Hon. Hamer Bupgk,

Chairman, 1].8. Securities and Exchange Commission,
Washington, D.C.

DEar Jupce Bupce: Iam herewith submitting the National Bureau’s
report on Institutional Investors and Corporate Stock in accordance
with our contract of June, 1969. A preliminary version of this report
was sent to you in June of this year; the present report differs from
that preliminary report mainly in details, not in substance. The
enclosed report has been reviewed by a committee of our board and
has been accepted as an official National Bureau report.

Nevertheless, this report should still be regarded as preliminary
in some senses. The work undertaken by the National Bureau in the
preparation of the report had limited objectives. We have assembled
and updated statistical materials which provide background and
underlying information which could be utilized by the Commission
in its comprehensive study of the impact of the activities of institu-
tional investors upon the national economy. We have revised and
extended earlier National Bureau work on the national balance sheet
for the United States and also made some additions to the Federal
Reserve Board’s flow-of-funds statistics.

We understand that the Commission wishes to publish the report
prepared by the National Bureau without significant modification
and we are pleased to have this done with the recognition that the
report is designed to serve the limited objectives of providing the
underlying data requested by the Commission.

As a result of the conflict between the immovable deadline for the
submission of your Commission’s report to the Congress and the
unexpected difficulties and delays which almost unavoidably arise
in extensive statistical projects of the type represented by this report,
T regret that we have not been able as of this date to edit the text of
the report as thoroughly or to check the data as carefully as we would
have liked to do and as we do in projects where we can continue to
work until we are entirely satisfied with the results. We have, however,
checked and rechecked the figures to the extent that time has per-
mitted and have completed at least a preliminary editing of the
contents.

We have not had, moreover, the time required to complete all of
the analyses that the data, or the complex problems of the financial
industry, would suggest. I am sure that in this regard we share a
common experience with your staff that has been in charge of the
institutional investors study. I would add that as part of the Bureau’s
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long-term and ongoing commitment to financial research we hope to
involve ourselves in some of these analyses in the future as time and
resources permit.

Meanwhile, we believe that no errors remain in the present version
that would substantially affect the facts and figures or the conclusions
that can be drawn from them.

Very sincerely yours,
Joun R. MEYER,
President.
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CHAPTER 1
BASIC CONSIDERATIONS

1. Purpose, Scope and Limitations of Report

The purpose of this report is to provide a comprehensive, quanti-
tative basis for appraising the position of the holdings of, and transac-
tions in corporate stock by, institutional investors.! Such an appraisal
was needed by the Securities and Exchange Commission as a back-
ground for its Institutional Investors’ Study. That study concentrates
on the activities of financial institutions in the stock market during the
latter part of the 1960’s and deals with the subject in much greater
detail than was required of the background study. It is based on exten-
sive new primary statistical data which were not available for this
report.

The holdings of corporate stock by financial institutions are viewed
in this report in terms of their roles: (a) as part of the assets of finan-
cial institutions and (b) as an element in the liabilities and equity of
corporations. These aspects can be examined most satisfactorily with-
in the framework of a sectorized national balance sheet. Transactions
are regarded as a component of the flows—new issues of and trading
in—corporate shares; in that guise, they are best seen within the
structure of a flow-of-funds account.? The choice of analytic frame-
work for holdings and transactions is explained briefly in Section 4.

The first task of the study, therefore, is to establish within this
framework, in as much detail and as accurately as this can be done
on the basis of the available statistical data and for as long a period as
is possible and relevant, the facts concerning holdings of and the
trading in corporate stock by the main types of financial institutions.
More specifically, it is necessary to determine two sets of ratios: (1)
the share of corporate stock in the total assets of, and in the acquisi-
tion of financial assets by, the different types of financial linstitutions;
and (2) the relation of the stock holdings and stock transactions of
financial institutions to the total value of corporate stock outstanding
or traded.

It would be desirable to determine these ratios separately for the
main types of corporate stock, for instance, for common and pre-
ferred stock, and for the stock of the main groups of financial and
nonfinancial corporations. Generally, however, we must be content
with ratios for all corporate stock together. It is desirable to make
these calculations on at least an annual basis, but this is possible only
for the period beginning with the 1950’s.

1 For a list of the types of ingtitutions included, see Sectlon 5a.
2 A brief description will be found {n Section 4.

1)
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On the basis of these figures and ratios we must try to determine
whether definite trends have existed in the institutional holdings of,
and in the transactions in, corporate stock in relation to the assets
of financial institutions and to the volume of corporate stock out-
standing or traded; and we must study how these movements have
changed since corporations and financial institutions became impor-
tant features in the American economic and financial scene during the
third quarter of the 19th century. Finally, we must try to explain such
significant movements as may be found, at least to the extent of
ascertaining the immediate economic and institutional determinants.
It will not be possible in this report to go beyond this first stage
of causal analysis since this would require an analysis of the entire
process of American economic and financial development during the
last century.

This report, therefore, is primarily fact-finding and descriptive in
nature and proceeds on a fairly high level of aggregation. It does not
deal with the desirability, from the point of view of whatever stand-
ards the analyst may want to apply, of the developments observed.
Nor does it consider, except in Section 2, policies that might have led
to different trends from those actually observed or that might affect
their continuation or modification. Because of lack of data, time, and
resources, no attention is paid to the experience of individual financial
institutions or of subgroups within the fairly broad categories distin-
guished by available statistics, or to developments during periods
shorter than a single year.

Technically the core of this report is a set of sectoral annual balance
sheets and sources-and-uses-of-funds statements for the years 1953
through 1968, and the equivalent but much rougher statistics for spans
of seven to twenty years during earlier periods that are presented in
Chapter 2. These statistics generally distinguish four nonfinancial sec-
tors (household including or separating agriculture and other un-
incorporated business enterprises; nonfinancial corporations; state and
local governments; and the federal government) while the financial
sector is divided into about a dozen institutional subsectors. The main
contributions of the report from the statistical point of view for the
postwar period are:

1. Estimates of national wealth—structures, equipment, inventories,
and land—Dby sectors for the period 1959-68 and the revision of previ-
ous estimates for the years 1952-58.

2. The separation of personal trust funds administered by commer-
cial banks (to be included with financial institutions) and of two
groups of nonprofit institutions (viz., foundations and universities and
colleges) from the household sector which thus becomes considerably
more homogeneous.

3. A rough breakdown of the now more narrowly defined household
(siector; into half a dozen of subsectors classified by wealth (Appen-

ix 5).

4. The inclusion of several relatively small groups of financial in-
stitutions which formerly were omitted from the flow of funds statis-
tics, viz., fraternal insurance organizations, mortgage companies (for-
merly included with finance companies), closed-end investment com-
panies, and common trust funds.



3

_ The main statistical limitations of this material are briefly discussed
in Section 5.

2. The Role of Corporate Stock and of Financial Institutions in the
American Economy

There can be no doubt about the importance of either corporate
stock or financial institutions for the size and character of the financial
superstructure of the American economy. A fter all, in 1968 corporate
stock having a total value of fully $1,000 billion (excluding intercor-
porate holdings) represented about one-fourth of the value of all
financial assets outstanding in the United States while the assets of
financial institutions, including personal trust departments, came to
approximately $1,600 billion, equal to another two-fifths of the total.
Eliminating the duplication involved in the corporate holdings of
stock by financial institutions of about $250 billion, financial institu-
tions and corporate stock together thus are seen to have represented
more than one half of the financial superstructure of the United States.
'The question, however, is to what extent and how the operations of
financial institutions on the one hand and the issuance of and trans-
actions in corporate stock on the other have contributed to the growth
of the American economy in the past 100 to 120 years since both of
them acquired substantial importance. The same question of course
can, and will, be asked particularly for the postwar period. In what
direction have these phenomena influenced the present organization
and efficiency of the Kmerican economy as well as the distribution of
its ownership and control ? ,

Answers to the questions are not as evident as it may appear, For
it is not sufficient to argue that the modern American economy, as the
cconomy of any other developed noncommunist country, could not
operate without the process of indirect saving and investment through
financial institutions or without the widespread ownership of large
business enterprises that is made possible through marketable corpo-
rate stock. Following the method of counterfactual hypotheses dear to
some contemporary economic historians, one may visualize a modern
economy organized predominantly in privately owned large enter-
prises without having financial institutions other than a monetary
system and without use of corporate stock, or at least without a stock
market in which case participations in the ownership of corporations
would be nonmarketable and similar to contemporary equity contents
in partnerships. In such an economy, enterprises would be financed by
a combination of retained earnings and the issuance of different types
of claims sold directly to savers. It is even easier to visualize a modern
economy without nonmonetary financial institutions (and thus still
having a banking system issuing paper currency and check deposits,
though not accepting time and saving deposits) 1 which both corpor-
ate stock and aﬁ types of claims against nonfinancial borrowers are
held directly by savers and are traged among them on organized ex-
changes or elsewhere. If the American economy had thus been limited
to internal and to external direct financing, through the sale of secu-
rities to nonfinancial sector excluding external indirect financing by
financial institutions except in the form of money, could it have grown
as it actually has and could it have reached the present level of pro-
duction and consumption ¢
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The main difference between this hypothetical economy without
nonmonetary financial institutions and marketable corporate stock and
the actual one which exists today in the United States lies in the
structure of the portfolio of households. At the present time, fully
one-tenth of household portfolios consist of direct claims against non-
financial sectors; and fully two-fifths, of equities in corporate and
unincorporated business enterprises, and another two-fifths are claims
against and stock of financial nonmonetary intermediaries (the re-
maining one-tenth represents money held by individuals). In the hypo-
thetical economy, household portfolios would be divided exclusively—
apart from money—among the first two types of financial instru-
ments. (It may be well to recall how much closer the actual situation
was to this hypothesis as late as 1900. At that time individuals’ port-
folios consisted of approximately one-fourth of nonmonetary claims
against and of stock in financial institutions while claims against and
stock in nonfinancial sectors accounted for over two-thirds total house-
hold financial assets, money making up the remaining five per cent.)?

What are the preconditions regarding investors’ habits, the opera-
tions of the investment banking machinery, and the level and structure
of yields of financial instruments that would make it possible to operate
the present day American economy without nonmonetary financial
institutions and without marketable corporate stock? Or phrased dif-
ferently, in what respects would an American economy having basic-
ally the present structure of production differ in the absence of non-
monetary financial institutions and of marketable corporate stock,
assuming the existence of a monetary system in the form of a central
bank that issued both currency and check money and had as assets
monetary metals, foreign exchange, and claims against nonfinancial
sectors, the Treasury as well as business and state and local govern-
ments?

1. Almost certainly the value of household saving and investment
would be lower than 1t actually is and was, although we cannot saﬁ' by
how much. This can be deduced from the fact that households have
actually preferred indirect nonmonetary to direct saving for a large
part of their total accumulated financial assets and that the elasticity
of substitution between direct and indirect nonmonetary financial sav-
ing of households is very unlikely to be perfeect. Hence, we could
not expect a reduction in indirect nonmonetary household saving to
have been fully compensated for by an identical increase in their direct
financial saving. As a result, reproducible tangible wealth would al-
most certainly be lower than it actually is today. The question is, which
forms of capital formation or real assets would be more important
and which less important than they actually are?

2. The absence of nonmonetary financial institutions would mean the
absence of deposit claims against banks and thrift institutions and of
contractual claims against insurance companies and pension and social
security funds (i.e., policyholders’ and beneficiaries’ equity), and of
shares in investment companies and other financial institutions. The

3 See R. W. Goldsmith, R. W. Lipsey, and M. Mendelson. Studies in the National Balance
Sheet of the United States, Vol. 2, New York, PUP for NBER, 1963, pp. 72-73. Personal
trust funds are treated as nonmonetary claims against financial institutions while equity
in unincorporated business is regarded as part of direct financial assets.
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consequences are not quite as radical as it might appear. Insurance and
Fension organizations could operate on a pay-as-you-go principle—
ife insurance companies selling only short-term insurance—thus avoid-
ing the accumulation of assets except for a small working fund in the
form of money. There is little doubt, however, that the taxes or equiv-
alent levies necessary to operate this regime of provision for retire-
ment income would have reduced individual consumption less than
the voluntary, contractual, and compulsory saving under the present
system. Instead of holding claims against thrift institutions, house-
holds would have acquired short-, megium-, and long-term obligations
directly from the nonfinancial sectors that certainly would have been
issued 1n much larger amounts, and probably also 1n smaller denomi-
nations, than under the present system, if only because governments
and business enterprises would have had to find substitutes for the
funds now supplied by financial institutions. It is unlikely, though not
impossible, that the additional sales would be as large as the foregone
saving in the form of thrift deposits and insurance contracts.

3. If liquidity preference (including preference for not only money
but also other nearly riskless claims encashable in practice on demand)
had been the same as it has been it is very likely that households or
business enterprises would hold more money than they do now. This
means that part of the external financing of the nonfinancial sectors
now provided by nonmonetary financial 1nstitutions would have been
furnished by the monetary system. This would not necessarily have
led to a sharper rise in prices as the income velocity of circulation
would have been lower.

4. Concentration among business enterprises probably would be
considerably more pronounced, one of the important probable conse-
quences of the absence of nonmonetary financial institutions and of
marketable corporate stock. The reason is that under such a regime the
need to raise a much larger proportion of external financing by sale
of obligations directly to households (and to a limited extent to other
business enterprises with sur}quS funds) would have given an ad-
vantage to enterprises widely known to the general public and able to
sell large homogeneous debt 1ssues in small denominations.

5. For the same reasons long-, medium-, and short-term obliga-
tions of business enterprises and governments would be much more
extensively distributed than they are now, or have been in the past.
Similarly the secondary market, on exchanges or over the counter, for
these obligations would be much broader and more active. In other
words, there would have occurred a large-scale replacement of “debtor
substitution,” which is the essence of financial intermediation by
“brokerage.” Brokers’ offices—dealing in obligations rather than in
stocks—would functionally and physically have taken the place of the
edifices of commercial banks, saving and loan associations, and credit
unions, and the treasurers of large nonfinancial enterprises and gov-
ernment units would deal with investment banks and brokers instead
of with commerocial banks and thrift and insurance organizations.

6. In the absence of bank and finance companies all consumer credit
would be extended by the business enterprises producing or selling the
commodity or service. These enterprises would have to raise the nec-
essary funds by either income retention or by sale of their own obliga-
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tions to the general public. This would most likely lead to a much more
pronounced concentration in retail trade.

7. Trade credit (accounts receivable and payable) would almost
certainly be more important because of the absence of commercial
banks as suppliers of short-term funds. This would have given an-
other advantage to large units able to sell their own obligation on a
nationwide or at least a regional market. It also is possible that the
difficulty of securing short-term funds would have Iled. to carlier or
more intensive economizing on inventories with the consequence of a
more restricted assortment (less choice for consumers) and longer
delays in filling orders.

8. Security credit would be insignificant if it is assumed that brok-
ers and dealers in securities would be prevented from becoming finan-
cial institutions by accepting deposits from customers, even in the
form of temporary credit balances.

9. Among the main sectors of real capital formation the one prob-
ably most seriously affected by the absence of financial institutions
would be owner-occupied homes. It obviously would be much more
difficult for the prospective owners of such structures to find mortgage
lenders among other individuals, or possibly among builders using
their accumulated savings, than it is now where these loans are made
routinely in large numbers by financial institutions. Assuming the
same total demand for shelter, multifamily structures owned by %ﬂrge
real estate corporations able to sell their %onds to the general public
would probably have taken the place of a substantial fraction of
present one-family owner-occupied homes and of small apartment
houses owned by individuals. Thus the absence of financial institutions
would have resulted in a quite different distribution of housing between
owner-occupied and rented quarters.

10. For similar reasons farmers would probably have found it more
difficult to secure long-term and even short-term funds. Hence, it is
likely that large agricultural enterprises, well enough known to sell
their obligations to the general public through the investment bankin
and brokerage machinery, though probably on a local and regiona
rather than on a national basis, would have grown more rapidly than
they have. On the other hand, concentration among owner-operated
farms probably would have made less progress, the farmers being
hampered by fewer sources of funds to acquire additional acreage, with
the consequence of less inequality among farmers. )

11. The absence of marketable corporate stock and financial institu-
tions, of course, would have very great influence on the financial
structure of nonfinancial business enterprises. In particular the need to
rely exclusively on debt financing might have led to substantially less
venturesome attitudes by entrepreneurs. That rapid economic growth
is possible with a much higher debt-to-equity ratio than prevails in
the United States is, however, indicated by the cases of Japan and
Ttaly in the post war period; and it is not impossible that nonfinancial
enterprises would have adapted themselves fully to the need of relying
much more on debt financing. The absence of substantial net worth
would have made investment in the debt securities of nonfinancial
enterprises more risky and thus would have acted as another incentive
to greater concentration since it may be assumed that giant enterprises
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would have been better able to reduce the danger of inability to meet
their obligations by spreading of risk and, ultimately, by reliance on
the central government.

12. Regional differences in interest rates, saving, and investment
probably would be larger than observed if the American economy
had operated without nonmonetary financial institutions and without
a market for corporate stock. While it is possible that a substantial
degree of equalization in the availability and terms of direct external
finance wou]d have been brought about by the operation of a more
highly developed net of investment banking facilities and a much
broader secondary market in the obligations of governments and
business enterprises, it is very unlikely that this could have been done
as efficiently as is possible through the activities of financial institu-
tions operating on a nationwide scale directly or indirectly, e.g.,
through a system of correspondents.

13. The probable effects of the absence of financial institutions and
of a stock market on the level of interest rates, on the differentials
among rates, and on the fluctuations in rates are very difficult to as-
sess. It seems likely, however, that under such conditions the level of
interest rates on obligations of nonfinancial issuers would have been
somewhat higher than it actually has been, because savers who, as
history shows, have preferred to hold claims against nonmonetary
financial institutions would have to be offered higher rates to hold
claims against nonfinancial issuers. It is not certain that this differen-
tial would have been substantially larger than the interest margin
inherent in the operation of nonmonetary financial institutions. Of
the -main rates, that for home mortgages probably would have been
raised most. The yield on Treasury securities probably would have
been lowered relative to other rates because they would have become,
even more than in actuality, the haven of risk-averting savers. In the
absence of the generally smoothing influence of financial institutions,
variations in rates, both over full business cycles and for shorter pe-
riods, as well as seasonally, most likely would have been more pro-
nounced. So would interregional differences in interest rates.

14. One important argument remains to be met. Would not the
absence of commercial banks as we know them have slowed down the
growth of the American economy gravely given the crucial impor-
tance assigned to expansionary bank credit in many theories of eco-
nomic development starting with that of Joseph Schumpeter,! an
importance backed by the concrete examples of Germany before
World T and of Japan after World War I1? It is hard to deny the
likelihood of some influence in this direction, but it should be realized
that in the counterfactual hypothetical situation envisaged here the
expansion of check money by the central bank would have taken the
place of the expansion of the credit of commercial banks reflecting the
creation of check deposits which has been observed in the actual de-
velopment of the American economy.

The question then comes down to whether the assets likely to have
been acquired by the central bank in issuing check money would have
differed sufficiently from those actually acquired by commercial banks

4 Theoric der Wirtschaftlichen Entwicklung (1912), translated as the Theory of Eco-
nomic Development (1934).
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to retard economic growth substantially. The answer depends on the
assumption made about the methods of operation of the central bank.
If it had limited itself to international assets and to Treasury securi-
ties the growth-reducing influence of its operation which took the
place of those of commercial banks probably would have been sub-
stantial. If, on the other hand, the central bank had acquired short-
and long-term obligations of business enterprises as part cover for its
currency and check money issues, as is entirely compatible with the
cssence of the counterfactual hypothesis, the retarding effect might
have been very small. One important difference between the two re-
gimes, however, would have remained : In the absence of the numerous
individual commercial banks, mostly of local character, that have con-
stituted the American banking system, concentration of the creation
of money in the hands of one central bank would have provided the
possibility of a much more conscious allocation of expansionary credit
among industries, regions, borrowers of different size, businesses of
different degree of risk, and other characteristics. This allocation
might well have differed considerably from that which actually took
place in a system combining competition and oligopoly and essen-
tially guided by considerations of risk and profitability. Thus, a con-
siderable difference in the allocation of expansionary bank credit
between the two regimes is a possibility, but is not a necessity, par-
ticularly if the operations of the central bank had been decentralized
to regional and possibly local levels.

We may conclude from this imaginary picture of a mid-20th century
America without financial institutions and without marketable corpo-
rate stock (and hence without a stock market) that the rate of house-
hold and total national saving and investment would have been
somewhat lower, the rate of growth of output somewhat smaller, and
the stock of reproducible tangible assets somewhat smaller than they
actually turned out to be. Whether the difference would have been
large enough substantially to affect the standard of living of the
American people is uncertain. However, it would have considerabl
affected the distribution of wealth—though not necessarily the distri-
bution of earned income—by sharply reducing realized and unrealized
capital gains on corporate stocks which are the main source of modern
large fortunes. This might have had great influence on the social struc-
ture of the United States in the direction of lessening inequality. Thus
the absence of marketable corporate stock probably would have been
more important in making the economy different from what it now
is than the absence of nonmonetary financial institutions.

These speculations at the same time indicate the effect of the intro-
duction and spread of a market in corporate stock and of nonmonetary
financial institutions on the country’s economic growth. In brief these
two developments are likely to have slightly increased the volume of
national saving and investment and hence the rate of growth of the
economy and its stock of tangible assets; to have reduced the level,
variability, and regional differences of interest rates; to have retarded
the trend towards concentration among business enterprises but to
have accelerated the accumulation of large fortunes. Among the main
nonfinancial sectors of the economy the operation of nonmonetary
financial institutions has probably been most helpful to the market for
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home and farm mortgages and thus to the spread of home ownership
in the face of rapid urbanization of the country and to the maintenance
of the family farm system and even more the concentration of farm
operations in a declining number of family farms.

We may now turn to a much weaker counterfactual hypothesis, but
one that may be more directly relevant to this study. This is the as-
sumption that in the face of the existence of nonmonetary financial
institutions and of a stock market, financial institutions would have
been prevented, by statute, tradition, or otherwise, from owning or
administering corporate stock portfolios.

This assumption is counterfactual essentially only for the period
since World War I, and in a significant sense only for the last two
decades. For the half-century before World War I, the actual situation
was so close to this weaker counterfactual hypothesis that its investi-
gation is without much interest. The main exception to the hypothe-
sis—the administration of substantial blocks of stock by personal trust
departments of banks and trust companies—certainly is not a suffi-
cient basis for a claim that anything of importance in the American
economy would have been different if these blocks had been adminis-
tered directly by the beneficiaries or by nonfinancial trustees.

For the period dince World War I, or at least for the last twenty
years, however, the absence of financial institutions as buyers of corpo-
rate stock might have had substantial influence on the character of the
market for corporate stock, for stock prices, for individual portfolios,
and possibly even for some more basic factors like the levels of interest
rates, saving, and investment. Until well into the 1950’s, actual pur-
chases of corporate stock by financial institutions were so small that
the effects could only have been minor. It is only during the last dozen
years, and particularly since 1965, that the absorption of corporate
stock by financial institutions has been large enough for its absence
to have possibly led to substantial differences in the market for
corporate stock and with less likelihood in the basic economic situation
of the country.

It is doubtful that the funds available to thrift and insurance orga-
nizations would have been smaller if they had not bought any corpo-
rate stock. The only difference would have been the acquisition of about
$50 billion of government, corporate, or foreign bonds and of mort-
gages in lieu of an equal amount of corporate stock. Investment
companies, of course, would have been of much smaller size if they
had been limited to fixed interest bearing securities, reducing the de-
mand for stock by less than $15 billion. This however would not have
been a net reduction in the demand for stocks of all types, but only
a substitution of the demand for stocks of industrial, etc., corporations
for that of investment companies.

As we do not know enough about the nature of the stocks bought
by financial institutions, it is difficult to say how the retention of these
stocks in individual portfolios—not necessarily those owning them
at the beginning of the period—would have affected any basic eco-
nomic factor such as interest rates, saving, investment, and corporate
financing. In view of the very low volume of net issues of corporate
stock (discussed in Chapter 4) it is, however, unlikely that the absence
of financial institutions as buyers would have made much difference



10

in the total volume of stock issued by nonfinancial corporations, except
in the cases of a few corporations favored much more by financial
institutions than by individual holders.

There are only two aspects of the market for corporate stock in
which we may be certain that the absence of financial institutions as
buyers would have had a substantial effect : the price of common stock
and the volume of stock trading. It is very likely that the observed
rise in stock prices would have been smaller, particularly during the
1960’s, if financial institutions had not bid away fully $60 billion of
stock, or something like one-eighth of their total portfolios, from
their previous individual holders. It is even more certain that the
volume of trading on exchanges and in the over-the-counter market
would have been smaller since individual shareholders arc unlikely to
have indulged as much in in-and-out trading in the late 1960’ as the
adherents of the performance cult among financial institutions. Be-
cause of our limited information on the distribution of stock purchases
by institutional investors among individual issues and groups of them
it is again very difficult to say how their absence would have affected
relative stock prices. Obviously, the relative prices of the favorites of
financial institutions would have risen less in comparison to other
stocks, but unless we know much more about the character of these
favorites such a statement is not very meaningful. Since stock f)rices
reached their peak near the end of 1968 and have been declining
sharply in 1969 and the first half of 1970 it becomes even more doubt-
ful what net effect, if any, the substitutions of about $60 billion of
purchases of common stock by institutions (excluding their personal
trust departments) has had in the long run on the level of stock prices
in general and on relative stock prices, let alone on basic factors of
the economy.

‘The tentative conclusion regarding the weaker counterfactual
hypothesis thus is that it would not have made very much of a differ-
ence for the basic factors of the American economy—though it would
have substantially affected employment and profits in the securities
business—if financial institutions had been prevented from acquiring
corporate stock.

8. The Determinants of the Share of Financial Institutions in. Corpo-
rate Stock
a. The Factors Involved

An understanding of the level and the movements of the share of
financial institutions in the total amount of corporate stock issued dur-
ing a given period or outstanding at one point in time requires an
analysis of the factors which determine the level and movements of
the numerator and the denominator of the appropriate ratio, i.e., (a)
the value of the net purchases and the holdings of corporate stock by
financial institutions; and (b) the volume of total net issues and the
market value of outstandings of corporate stock.

Beginning with the numerator of these ratios, net acquisition of cor-
porate stock by financial institutions during a given period may be
decomposed into two parts.

1. The increase or decrease in total assets of financial institutions
during the period, excluding valuation changes which reflect changes
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in the price of corporate stock and secondarily in the price of other
assets. This increase or decrease in turn is dependent on several im-
portant economic factors which cannot be followed and explained here,
such as the degree of monetization of the economy, the share of in-
direct saving (l.e., saving through financial institutions) in total sav-
ing, and the degree of layering among financial institutions (i.e., the
extent to which some financial institutions hold claims against or
shares of other financial institutions).

2. The proportion of the net acquisition of assets by financial in-
stitutions which are allocated to corporate stock; or the statistically
more easily ascertainable proportion of the change in assets other than
claims against other financial institutions, which takes the form of
corporate stock.

The volume of net new issues of corporate stock, the denominator
of the ratio, in turn depends on two factors :

3. The volume of stock issued by domestic corporations, which may
be regarded as closely connected with the volume of capital expendi-
tures which is financed externally. i.e., through borrowing or the
issuance of equity securities.

4. The proportion of total net issues by corporations that takes the
form of stock. This ratio is affected by numerous factors, such as differ-
ences among yield rates for debt and equity securities, the costs of
issuing different types of securities, asset price changes, variability of
issuer’s income, the issuer’s capital structure, tax considerations, and
many other factors studied by the theory of finance.

Chart 1-1 illustrates schematically the relations between these four
factors, indicates the ratios which link them, and shows a few impor-
tant related relationships. According to the approach taken here the
share of financial institutions in the 1ssues of corporate stock (8)—the
figure in ‘which this report is primarily interested—is thus seen to be
the result of seven ratios:

a. The new issue ratio of financial institutions, i.e., the ratio of
total net new issues by financial institutions to gross national
product (¢) ;

b. The layering ratio (1), which measures the extent to which
net issues by financial institutions consist of issues to other finan-
cial institutions and which in accounting terms can be defined as
the ratio of the combined to the consolidated issues of all financial
institutions;

¢. The share of corporate stock in total net acquisition of assets
by financial institutions other than claims against (and stock of)
other financial institutions («) ;

d. The national capital formation ratio, i.e., the ratio of total
gross capital expenditures to gross national product () ;

e. The share of nonfinancial corporations in total gross capital
expenditures (y);

53-940 O - T1 - pt.6 - 2
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Chart 1-1

The Derivation of the Ratio of Net Purchases of the Stock of

Nonfinancial Corporations by Financial Institutions

Lol

s

=

Gross national

product (y)

v
a K

<G|

+

T
Gross national capital
expenditures (k)

r ¢t
4

Capital expenditures
by other sectors

Capital expenditures by
nonfinancial corporations

Net issues of
financial institutions

(k) k) (6
¥ + +
L N dte | B 5 -
koY PR £ 12
4+ 4 4

Non-corporate nonfin-
ancial issues

All nonfinancial
corporate issues

Net acquisition of non-
financial igsues

(n) (d+e) (g)
+ +
e a
e~ g~ °
4 4+

Nonfinancial corporate

Net acquisition of non-|
financial corporate

stock issues % w B stock by financial
(e) institutions
(a)
+
$ (1-Ma

Kyne



13

f. The external financing ratio of nonfinancial corporations (z),
i.e.,the ratio of total capital expenditures of nonfinancial corpora-
tions to the net issuance of debt and equity securities by them;
and

g. The share of stock in total net new issues by nonfinancial
corporations ().

The seven ratios then combine in the expression,

_¢(1—Na
T kyme

8

the three ratios of the numerator referring to financial institutions,
the four ratios of the denominator to nonfinancial corporations.®
The absolute value of gross national product, of course, does not influ-
ence the value of this ratio, a desirable feature since it makes the ratios
for c{)iﬁ'erent periods of time or for different countries directly com-
parable.

These relations may be illustrated by an example which is not too
different from the figures observed for the United States during the
postwar period. With a net new issue ratio of financial institutions of
$=0.10; a layering raito A of 0.10, so that 1 —1=0.90; a share of corpo-
rate stock in total net acquisition of assets by financial institutions of
«=0.05; a national capital formation ratio (including consumer and
government durables) of x=0.25; a share of corporations in total
national capital expenditures of y=0.30; an external financing ratio of
nonfinancial corporations of »=0.35; and a proportion of stock in
external financing of ¢=0.05, the value of the ratio of financial insti-
tutions to total net new issues of stocks by nonfinancial corporations
emerges as equal to about 814.° Thus the net acquisition of stock of

6 It will be seen that the expression’s numerator

increase in combined assets of financial institutions

#(1=Ne gross national product

xlncrease in consolidated assets of financial institutions
increase in combined assets

{ustitutional net purchases of corporate stock

X total uses of funds of finaneial institutions

simplifies (approximately) to express net institutional acquisitions of stock in non-
financial corporations as a fractlon of gross national product, and that its denominator

_ total gross capital expenditures

*\ne gross natjonal product

capital expenditures by nonfinancial corporations
X
total gross capital expenditures

external financing by nonfinancial corporations
capital expenditures by nonfinanecial corporations

xnet, new issues of corporate stock by nonfinancial corporations
external financing by nonfinancial corporations

simplifies (exactly) to express total net new issues of stock by nonfinancial corporations
as a fraction of gross national product. The quotient, of course, provides the desired
fraction of nonfinancial corporate stock acquired during a particular period of time by all
financial institutions tozether,

(.10) (.90) (.05)

* In fiRures oo oSy (.35 (08 —

3.43
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nonfinancial corporations by financial institutions would on these as-
sumptions be about three and one-half times as large as the total issu-
ance of such stock (the excess, of course, being offset by net sales by
nonfinancial sectors), a figure which is corroborated by flow-of-funds
statistics.

Relationships equivalent to these flow magnitudes and ratios, of
course, exist between the values of the holdings of corporate stock by
financial institutions and the value of corporate stock outstanding at
a given point of time since these magnitudes may be regarded as the
result of (1) the accumulation of net issues of corporate stock and of
net asset acquisitions by financial institutions in the past, and (2) rea-
lized and unrealized valuation changes on corporate stock and other
price-sensitive assets since the time of issnance or acquisition by finan-
cial institutions. As these relationships are more complex algebrically
than those existing among the flows illustrated in Chart 1-1, which dis-
regard valuation changes during the relatively short periods to which
they refer, their derivation is not given here.”

b. Total Resources of Financial Institutions

Before assessing the share of corporate stockholdings in the assets
of financial institutions, it is necessary to identify the determinants of
the growth of total assets of these institutions. From the economic
point of view the resources of financial institutions—in accounting,
equal to sources of funds, i.e., liabilities and net worth—may be re-
garded as representing essentially five components, each of which has
its own determinants and often follows its own path.

The first component is money in the form of (a) bank notes, issued
in the United States primarily by commercial banks (state banks be-
fore 1864, national banks from 1864 to 1935) and by the Federal Re-
ls)ervl? Banks (since 1914) ; and (b) demand deposits with commercial

anks.®

The common feature of the second component, which consists of (a)
thrift deposits of households with commercial and savings banks, sav-
ing and loan associations, and credit unions and (b) household claims
against insurance organizations, including life insurance companies
and private government pension funds, is that they constitute an im-
portant part of an individual’s financial and total saving. For this
reason this component also includes, where statistically feasible, indi-
vidual holdings of investment company shares.

The third component is of a mixed nature, comprising time and
savings deposits and insurance claims of nonfinancial sectors other
than households, i.e., mainly those of business, government, nonprofit
institutions, and foreigners.

The fourth-component consists of the equity of financial institutions
in corporate form. The equity in mutual financial institutions such as
most life insurance companies and saving and loan associations and
mutual savings banks may be regarded as a form of claim of the

7 For such a derivation, see R. W, Goldsmith, Financial Structure and Development, New
Haven, Yale University Press, (1969), pp. 80 ff.

8 Ag 18 well known, some economlists prefer a broader definition of money which includes
the time and savings deposits with commercial banks and sometimes even deposits with a
few other financial institutions, If such a definition is accepted the second and third com-
ponents are reduced correspondingly.
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depositors or policyholders which is held predominantly by
households.

The fifth and last component is made up of claims and debts among
financial institutions and of equity securities of one financial institu-
tion held by another, and thus constitutes a duplication in a consoli-
dated balance sheet of the financial sector.

The changes in these items are, of course, matched by equivalent
changes in assets on the other side of the balance sheet if capital gains
and other valuation changes are excluded on both sides.

Since economic interest is not primarily directed to the absolute dol-
lar values involved but to their relation to economic magnitudes
characteristic of the size of an economy, it is preferable to express the
figures as percentages of gross national product in the case of issues
of financial instruments and of national wealth in the case of financial
assets and liabilities. We may then express the net issues by financial
institutions in a simple equation. On the left-hand side of this equation
we find the magnitude we want to explain, namely, the ratio of all
issues ° of financial institutions to gross national product, a ratio which
has been designated by ¢. On the right side we encounter five compo-
nents of ¢, four of which are expressed as ratios to national product.
The first is the ratio of net issues of money (m), i.e., the net change
in the money stock, to gross national product. This ratio depends on
numerous factors which have been analyzed for decades by monetary
theory. Among them are the factors which determine the income and
transactions velocity of money, such as the degree of division of labor
in the economy ; payment habits, particularly the extent to which pay-
ments are synchronized ; and the propensity to use money for purposes
other than as the medium of exchange, e.g., the propensity to hoard it
or to hold it as a temporary investment.

The second component depends on total personal saving and on the
share of claims against thrift institutions and insurance organizations
(and possibly of purchases of stock of open-end investment companies)
in total personal saving. Total personal saving again may be re-
garded as the product of, first, the personal saving ratio (s), i.e., the

ratio of total saving to personal disposable income: and, second, the
share of personal disposable income in GNP (p). The definition and
the determinants of total personal saving have been subject to long
debates among economists and statisticians, debates which are far from
being settled. In the United States the personal saving ratio, if de-
fined to include saving through consumer durables, as well as the
ratio of personal disposable income to gross national product, have
shown substantial cyclical variations and have suffered a few marked
disturbances over short periods, for instance during the two World
Wars and during the Great Depression. During this century and
probably even since the middle of the 19th century, however, the ratios
do not seem to have shown a continuous pronounced trend. For this
investigation the personal saving ratio is defined as the share of per-
sonal saving that is in the form of household claims against thrift
institutions and insurance organizations (a ratio which must be

°The term ‘‘issues” it may be recalled, refers not only to stocks and bonds, but also to
the net increase in all other forms of short- and long-term lNabilities and equity (such as
Increases in earned net worth). (“Issues” may, of course, be negative.)
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compared with its competitors for individuals’ saving such as the pur-
chases of government and corporate securities and of mortgages and
saving through tangible assets, primarily homes and consumer dura-
bles, as is done in Chapter 5, and may be treated as exogenous). The
latter ratio may in turn be regarded as the product of two other rela-
tions: the share of gross financial saving (i.e., the accumulation of
financial assets excluding valuation changes) in total personal savin
(¢), and the share of household claims against thrift institutions an
insurance organizations in total financial saving (#).

The third component () is a residual. Time and saving deposits of
nonfinancial sectors other than households and business claims against
property insurance companies are its largest single elements. It may be
regarded here as exogenous.

While a small part of the equity of financial institutions in corporate
form is held by nonfinancial business and by government it may be
justified to make the simplifying assumption that all equity securities
of financial corporations are held by households except those in the
hands of other financial institutions. Hence we may use the share of
equity (net issues of corporate stock plus retained earnings) in total
issues of financial institutions as the determining factor and may
designate it by e.

Claims and holdings of equity securities among financial institutions
are best measured by the layering ratio (1), i.e., the share of the issues
of financial institutions absorbed by other financial institutions.

We then have

¢=[m+(s:pct)+z+(e¢)](1—N)

_Im+(spet)+2](1—N)
1—e(1—N)
For purposes of illustration we may assume the following period
averages for the components of ¢:

m=2 per cent of GNP ;

$=10 per cent of personal disposable income ;

p=280 per cent of GNP;

¢="5 per cent of total personal saving ;

¢£=60 per cent of total personal financial saving ;
2=1 per cent of GNP;

e=>5 per cent of total issues by financial institutions;
A=10 per cent.

This yield, if ¢ is expressed in percent of gross national product,

_[24(10X.80X.75X .60) +1](1.00—.10)
- 1.00—.05(1.00—.10)

On these assumptions, therefore, the issues of financial institutions—
and hence, in the absence of valuation changes, the change in the
assets of financial institutions—equal 6.2 per cent of GNP.

If this ratio had, on the average, prevailed over a very long period
and if GNP had increased, agamn on the average for the same long
period, by ¢ per cent a year then the ratio of the assets of financial
institutions to national product (F), which in the absence of valuation

¢ =6.20
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changes is equal to their cumulated past net issues to the final pe-
riod’s gross national product (y), would be approximately F=¢. If,

Yy 9
for instance, gross national product had been increasing at an average

of five per cent per year and if ¢ had had the value of 6.2 per cent
assumed in the illustration above, then # would be equal to 6.20=124
.05

per cent of current gross national product. Further assuming a ratio
between net national wealth and gross national product (sometimes
called the capital-output ratio) of 4, F would be equal to 124=31 per
cent of national wealth.1 4

The formula thus shows how the components distinguished here
influence the relative size of financial institutions in an economy’s
capital flows and wealth holdings. It shows, for instance, that (in the
absence of valuation changes) the assets of financial institutions (')
are positively related to m, s, p, ¢, ¢, z, and e, but negatively related
to ¢ and %. A discussion of the factors which in turn affect the level
and movements of these components is beyond the scope of this re-
port, though an idea will be given, as far as the data are available, of
how the observed values of each have moved over the last century in
the United States.

¢. The Share of Corporate Stock in the Assets of Financial
Institutions

There are at least half a dozen factors that must be considered in
looking behind the share of corporate stock in the assets of financial
institutions and the makeup of their stock portfolios. One of these, of
course, is the set of the regulations, by statute or less formal means,
which limit or even prohibit the holding of stock for most types of
financial institutions, and which in addition make provisions regard-
ing the character of the stocks that may be held, thus affecting the size
and composition of the institutions’ portfolios. Such regulations are
most rigid for banks, but they also are fairly strict for life insurance
companies and public pension funds. They are more lenient, i.e., al-
lowing a larger proportion of stocks to be held and imposing fewer
conditions on the types of stock held, in the case of property in-
surance companies. They are almost absent for investment companies,
private pension funds, common trust funds and, apart from the pro-
visions in individual trust instruments, for personal trust funds. On
the other hand, the holding of certain stocks is required for a few
types of financial institutions, such as the holdings of stock in the
Federal Reserve Banks by member commercial banks and the holdings
of stock in the Federal Home Loan Banks by member saving and
loan associations.

Traditions, partly stemming from possible adverse publicity, are
an additional factor that often have kept actual stock holdings below
legally permitted levels. The effect of such traditions has been particu-
larly evident in the case of state and local pension funds and in the

19 The derivatlon of these relations is somewhat more difficult if the period for which
data are available is shorter, if the component ratios have during parts of the period devi-
ated considerably from their average for the entire period, and if part of the assets of
financial institutions (primarily their holdings of corporate stock) have undergone valua-
tion changes. (See R. W. Goldsmith, Financial Structure and Development, Chapter 2).
The essential relationships are, however, not affected by such complications.
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case of life insurance companies from the time of the Armstrong-
Hughes investigation early in this century * to fairly recent years.

Given regulations and traditions, relative yields, taking account not
only of stipulated or expected regular income but also of the chance
of capital losses or gains and of the extent of price fluctuations, prob-
ably have been a determining factor in deciding on the total size of
an institution’s stock portfolio and even more on determining its
makeup. Until World War I, and probably even until World War II,
expected current yields were probably the most important single fac-
tor. In the postwar period, however, chances of capital gains (and risk
of capital loss) have come to play a more important role, together
with tax considerations and protection against inflation, in deter-
mining the size and the structure of institutional stock portfolios.

Liquidity, i.e., the chance of being able to sell blocks of stock rapidly
and without substantially influencing their price, has been an impor-
tant factor for those types of financial institutions that keep a sub-
stantial part of their total assets in corporate stock, particularly in com-
mon stock, and may have to face substantial withdrawals or other
needs for funds. Thus, liquidity is likely to have played the relatively
greatest role in determining the size and makeup of the stock port-
folio in the case of investment companies and of non-life insurance
companies. '

A minor factor accounting for a small proportion of total stock
held by financial institutions is convenience. This is responsible for
the relatively moderate holdings of stocks in real estate corporations
that own the building in which the institution conducts its business
and of service corporations like safe-deposit corporations owned by
commercial banks.

Another minor factor is the involuntary acquisition of stock, particu-
larly the exchange of stock for bonds or loans issued by debtors forced
to reorganize their capital structure.

A final factor which at times has been of importance is control of
either financial institutions of the same type as the holder or of other
financial or nonfinancial corporations. Because such holdings usually
have been prohibited by regulations, particularly during the last half
century, they have constituted only a relatively small proportion of
the total stock holdings of financial institutions. There are two ex-
ceptions, however, the holdings of stocks of operating non-life insur-
ance companies by other companies of this type, and the holdings of
commercial bank stocks by life insurance companies in the two decades
or so before the Armstrong-Hughes investigation.

These different types of stockholdings are rarely, if ever, specifically
distinguished in the balance sheets or other accounting records of fi-
nancial institutions. The character of a specific stockholding generally
can only be inferred from the nature of the holding itself.

In view of the multiplicity, variety, and, in some cases, honquantita-
tive nature of the factors apparently influencing the share of corporate
stock in the asset holdings and acquisitions of financial institutions it
is not surprising that efforts at an econometric determination of the
shares has so far been unsuccessful.*

1 Report of the Joint Committce of the Senate and Assemdly of the Statc of New York
Appointed to Investigate the Affairs of Life Insurance Companies, 1906,
12 See Chapter 5, Section 2,
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d. The Supply of Corporate Stock

The supply of corporate stock from which the holdings of financial
institutions are drawn may be divided into three categories whose
levels and movements often differ considerably.

The first, and in practice by far the most important, component
consists of the stock of domestic nonfinancial corporations. Issues of
such stock (net of retirements) during any given period (e;) may be
regarded as the product of (1) total issues of securities by domestic
nonfinancial corporations including all forms of debt (é.) and (2) the
share of stocks in total issues (a.). The first component, in turn, can
be resolved into total gross capital expenditures by nonfinancial cor-
porations (%.) and their external financing ratio (g.=%./k.), a for-
mulation based on the assumption that a substantial part of the stock
issues of nonfinancial corporations are connected with their capital
expenditures, defined more or less broadly. Total capital expenditures
of nonfinancial corporations finally may be expressed as the product of
total national capital formation (%) and the share of nonfinancial
corporations in national capital formation (b.,=%./k). Again express-
ing the supply of corporate stock in terms of gross national product
rather than as an absolute figure, we obtain the following expression
for the supply of stock by nonfinancial domestic corporations:

e. k
== bc e X7
v y>< XgeX
where %/ is the national capital formation ratio. The left-hand ratio
e./y may be regarded and interpreted as a weighted average of cor-
responding ratios for the main groups of nonfinancial corporations
which differ considerably in the relevant values of b, ¢, and .

To illustrate, using values not too far from those observed in the
United States during the postwar period (and including consumer and
government durables in capital formation), we obtain

%=0.25><0.50><0.30><0.10=0.00375.

Thus, the indicated volume of net new issues of stock by domestic
nonfinancial corporations is slightly less than 0.4 percent of gross
national product.

The value of an expression of this type, which must be regarded
as reflecting definitional and functional interrelationships rather than
one-directional causal connections, is that it shows the relative con-
tribution of four relevant economic magnitudes (the national capital
formation ratio, the share of nonfinancial corporations in national
capital formation, the share of external in total financing of non-
financial corporations and the share of stock in these corporations’
external financing) to the stock issue ratio of nonfinancial corporations,
and that it permits us to see whether and how the ratio and its com-
ponents have changed over time. This is not the place to attempt an
explanation of the factors which are responsible for the level and
movements of these four magnitudes.

The value of the stock of nonfinancial corporations outstanding at
any one date (Z') is, of course, equal to (1) the sum of past issues
of such stock (3e.) and (2) the differences between the original issue
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price and the market price at balance sheet data of all previously
1ssued stock (£.—3e.;), a figure which, of course, depends on the
movements of stock prices, so that £.=3e.+ (£;—3e.). In practice
it is usually possible to estimate £, and Se. directly with a fair degree
of accuracy. Aggregate capital gains (£.+3e;) must be obtained as
their difference rather than directly as 3 (£.—e.).

The second and third components of the holdings of corporate stock
that are relevant for financial institutions—the stock of domestic
financial corporations and the stock of foreign corporations—are of
sufficiently small importance for this study to be regarded as
eX0genous.

owever, domestic financial stock issues could be explained by
linking them to the total issues of financial institutions or, more
appropriately, to the ratio of total issues to gross national product (¢).
Designating the share of the issues of those financial institutions that
operate in corporate (rather than mutnal) form by A and the pro-
portion of stock in total issues of corporate financial institutions by
a; we obtain the following expression for the ratio of net new issues
of stock by financial institutions to gross national product,

% —oha
y

an cxpression in which @¢; may be regarded as the weighted average
of the a ratio for the various groups of financial institutions that
issue stock, i.e., primarily commercial banks, property insurance com-
panies, finance companies, and investment companies.

4. The Use of National Balance Sheets and Flow-of-Funds Accounts
wn the Analysis of Institutional Stockholdings

It would be possible to analyze the level and movements of corporate
stockholdings by financial institutions on a piecemeal basis using only
such statistics as happen to be at hand and as are needed in the calcu-
lation of the two crucial ratios of the holdings of corporate stock to
total assets of the different types of financial institutions and of the
stockholdings by financial institutions to the total amount of stock
of different types outstanding. To do so, while considerably reducing
the volume of data needed, however, would not permit us to show the
interrelationships between the holdings of stock and of other uses and
sources of funds for the different types of financial institutions; be-
tween stock held by financial institutions and those held by other sec-
tors; and between the issuance of stock and other sources and uses
of funds of corporations. In other words, such a limited scope of in-
vestigation would not provide sufficient material for a satisfactory
analysis of the demand for the supply of corporate stock by important
sectors of the economy.

Since the Securities and Exchange Commission felt that it needed
a comprehensive and consistent picture of stocks and flows of cor-
porate shares within the American economy for the postwar period for
its detailed study of financial institutions and the stock market in re-
cent, years, use was made of an organized body of statistical data for
that period developed as a part of a comprehensive system of national
accounts. This material is known as the Flow-of-Funds System al-
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though it actually has a broader scope including integrated informa-
tion on both stocks of assets and liabilities in existence at a point of
time (balance sheet dates) and on flows during a period between bal-
ance sheet dates (the flow-of-funds in a narrow sense).

The system of national accounts includes balance sheets and flow-
of-funds statements for as many separate sectors of the economy as are
important for the analysis and as can be derived on the basis of the
statistical material in existence. Such a system automatically not only
provides the two desired sets of ratios of stock holdings to total assets
of financial institutions and of such holdings to total stock outstand-
ing, but also permits for each sector (1) an analysis of the structure of
assets held and hence of portfolio policies, and (2) of methods of
financing and thus of the role of corporate stock as a source of funds.
It also makes it possible—provided some additional statistical material
is available—to set up a stock and a flow matrix for corporate stock
showing, respectively, interrelations between issuing and holding sec-
tors of corporate stock at a given point of time, or the purchases and
sales of stock among sectors during a period of time.

As a starting point in building up sectoral balance sheets and flow-
of-funds accounts for the period 1952-68 on which the investigation
centered, there were available the flow-of-funds accounts of the Federal
Reserve Board limited to financial assets and liabilities,® and complete
annual sectoral balance sheets for the years 1952-58 in Studies in the
National Balance Sheet of the United States.t*

In view of the considerable amount of basic statistical data that
have become available during the 1960’s it became necessary to recal-
culate the estimates of stocks and flow of tangible assets for the entire
period 1952-68 with only limited recourse to the earlier estimates for
the first few years of the period. While the Federal Reserve Board
estimates of stocks and flows of financial assets could be accepted with
only minor changes, it was found essential for the present study to
supplement these figures in several directions, mainly by breaking
down the household sector into about half a dozen subsectors, the
separate estimation of the assets and transactions of personal trust
departments of commercial banks and their transfer to the financial
institution sector, and by including several minor types of financial
institutions. The statistical problems arising in these estimates are
described in Appendices ITT to VI and are briefly summarized in the
following section.

5. Statistical Problems

Information on the sources of data and the methods of estimation of
the stock and flow data used in the study are provided in Appendix L.
At this point it will suflice to discuss three statistical problems of gen-
eral importance: first, the grouping of the more than 70 million eco-
nomic units now operating in the United States (households, business
enterprises, and governments) into sectors for which separate balance
sheets and sources and uses of funds statements are constructed ; sec-
ond, the classification of the very large number of types of assets and

13 The results obtained are published in Flow of Funds Accounts 1945—-1968, May 1970.
The study, however, used somewhat more detailed and occasionally revised worksheets.

WR., W. Goldsmith, R. BE. Lipsey, and M. Mendelson, New York, National Bureau of
Economic Research, 1963.



22

liabilities into a few reasonable, homogeneous categonies; and third, the
methods used in valuing assets, liabilities, and equity in balance sheets
and in deriving estimates of fund flows from balance sheet data.

a. Sectorization

Sectorization should theoretically be guided by the principle that
the units included in a sector are as homogeneous as possible 1n their
economic behavior, in the case of this study in their portfolio and stock
trading policies. Actual sectoring is a compromise between this prin-
ciple and available statistical data, particularly because of the need to
adapt to the existing flow-of-funds statistics and national balance
sheet estimates.

For purposes of this study the essential separation is between finan-
cial institutions and nonfinancial sectors. Financial institutions have
been defined as organizations that keep most of their assets in the form
of claims against or equity securities of numerous issuers which they
do not control through stock ownership and obtain most of their funds
from the public rather than from a very narrow group of stockholders
or creditors. The grouping of the many organizations meeting this
definition follows the traditional pattern, the only one for which ex-
tensive statistics are available.’® The sectoral balance sheets and flow-
of-funds statements for the period 1952-68 thus distinguish the fol-
lowing groups of domestic financial institutions:

1. Federal Reserve Banks
2. Commercial banks
3. Mutual savings banks
4. Savings and loan associations
5. Credit unions
6. Federal lending agencies
7. Mortgage companies
8. Finance companies
9. Life insurance companies
10. Fraternal insurance organizations
11. Non-life insurance companies
12. Private (noninsured) pension funds
13. State and local pension funds
14. Open-end investment companies
15. Closed-end investment companies
16. Personal trust departments of commercial banks
17. Common trust funds of commercial banks
18. Security brokers and dealers.

For the period before 1952 a few of the smaller groups are omitted
because of lack of data. Some other groups (e.g., 6 and 12-15 and 17)
enter the statistics only when they become of substantial size, usually
in the 1920’s or 1930%s.

18 Ag in practically all such classifications not every unit belonging to each of the groups
defined as financlal institutions completely meets the tests laid down above. Thus, captive
finance companies may receive all thelr funds from their parent as undoubtedly do some
units in some of the other groups. On the other hand, Federal pension funds, as well as
the soclal security system, do not have a diversified portfolio of securities but are limited
to obligations of the U.S. Treasury. In such borderline cases the inclusion in or exclusion
from the group of financial institutions is to some extent arbitrary. In most such cases the
breakdown of a group of institutions into those which belong to the class of financial {nsti-
tgttt‘)ntsi u;nlder strict interpretation of the definitlon and those that do not i{s not feasible
statistically.
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Among the nonfinancial sectors three do not present substantial con-
ceptual or statistical difficulties: nonfinancial corporation, state and
local government, and the rest of the world. All three sectors constitute
reasonably well defined groups for which comprehensive statistics are
available—for nonfinancial corporations from the Internal Revenue
Service, for state and local government from the Bureau of the Census,
and for the rest of the world from balance of payments statistics—
altlcllough not in as much detail as would be desirable for the present
study.

Iny the case of nonfinancial corporations a problem arises from the
absence of subsectoring in previous estimates of national balance
sheets in flow-of-funds statistics, notwithstanding very considerable
differences in the economic character and in the financial behavior of
such subgroups. An attempt was therefore made to break down the
total figures for nonfinancial corporations into four subsectors, (man-
ufacturing and mining; transportation; communication; and the
necessarily heterogeneous remainder), but the difficulties encountered
in this attempt were such that no usable estimates could be produced
within the confines of this study.

The state and local government sector excludes pension funds of
state and local government employees which are treated as one sub-
group of financial institutions. The general funds of state and local
governments, however, remain in the sector. So do the relatively small
public utility and similar business-type activities of state and local
governments.

The estimates for the Federal Government sector do not include ei-
ther government lending agencies (the most important of which are
in the field of housing, farm credit, and foreign trade), which are
regarded as a subgroup (6) of the financial institutions sector. On the
other hand, the funds accumulated for federal employees’ pension
funds as well as for the social security system, which could well be
regarded as another subgroup, has in accordance with past practice
been left in the basic tables in the Federal Government sector. Occa-
sionally, however, it is indicated how a shift of these organizations to
the financial institutions sector would affect the figures.

It has been common practice, due to statistical necessity to obtain
most_estimates for the “household” sector as a residual, i.e., by sub-
tracting from the national total aggregate, figures for all other do-
mestic sectors and for the rest of the world. As a result, the so-called
“household” sector has included g besides statistical errors inherent in
this procedure), in addition to “households” properly speaking and
unattached individuals, nonprofit institutions and the assets owned by
households but administered by trustees, mostly financial organiza-
tions. This sector, therefore, has lacked homogeneity, particularly from
the point of view of the management of its financial assets.

In this study two steps have been taken to make the household sector
data more homogeneous, particularly for financial analysis. Unfortu-
nately both steps, although important, cannot in the present state of
the statistical material go as far as could be desired.

The first step is the separation of funds held by the personal trust
department of commercial banks, which have been made an inde-
pendent subsector (16) of the financial institutions sector. Logically
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trust funds administered by nonbank trustecs as well as funds effec-
tively administered, although not legally held under trustee arrange-
ments, by investment advisers should be treated similarly. This is not
yet possible. For investment advisers, however, at least the present
order of magnitude of the funds managed is known.

A second step is the separation of foundations and private educa-
tional institutions, the two largest components of nonprofit institu-
tions from the point of view of their financial assets. It also has been
possible to estimate the financial assets of labor unions (see Appendix
IV), but they have not been eliminated from the “houschold” sector
because of their moderate size and unavailability of sufficient asset
breakdown for part of the period. It has not been feasible to treat
other nonprofit institutions, particularly churches and hospitals, in
the same way, but the fragmentary currently available information
indicates that their financial assets, and particularly their stockhold-
ings, are relatively small compared to those of foundations and private
educational institutions.

The household sector so purified still is of a quite heterogeneous
character. An attempt has been made therefore to allocate the estimated
total of financial assets of the sector among half a dozen subsecctors
of households having different amounts of total wealth. These estimates
are necessarily of a very rough character and could be made only for
a few recent years. Their derivation and limitations are described
in Appendix V.

b. Classification of Assets and Liabilities

Given the very large number of types of tangible assets and of
financial instruments and the often vague distinction among them, an
integrated system of sectoral balance sheets and flow-of-funds state-
ments requires a standardized classification of assets and liabilities
into a manageable number of reasonably homogeneous types, a classi-
fication that can be implemented for all sectors that are distinguished.
Such a system obviously cannot provide for separate presentation of
all types of assets or of all types of liabilities that may be important
for one or for a few sectors or subsectors. It must be Iimited to those
types that are significant for most sectors; that differ substantially
in their economic character; and that can be estimated without an
excessive margin of error.

The standard classification adopted for this study, set forth in Table
1-1, is like most such classifications a result of compromise. It provides
a minimum of seven types of tangible assets and five tiypes of financial
instruments (money, short-term claims, long-term claims, corporate
shares, and equity in unincorporated business enterprises) while net
worth is obtained as the difference between total assets and total liabili-
ties.’s Flowever, the classification also permits a finer breakdown of
financial instruments—the three-digit categories in Table 1-1 and the
more detailed four-digit categories which may be added—for sectors
where the data are available and where these classifications are suffi-
ciently important in the sectors’ portfolio structure. Actually it has
been possible to implement the three-digit classification for most
financial subsectors and for some nonfinancial sectors.

10 Detalls about the definitlon of these categories and their statistical implementation
will be found in Appendix I.
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Table 1-1

Stock and Flow Categories

100 Tangible assets 400 Liabilities

110 Land® : 410
120 Reproducible tang. assects 420

121 Residential structures

122 Nonres. structures

123 Producer dur. equipt.

124 Consumer durables 430
125 Inventories

Domestic money
Other short term liabilities

421 BRank debt
422 Trade debt
423 Other

Long-term liabilities

126 Monetary metals 431 Bonds ~
432 Yortgages
200 Fipancial assets 433 Other
210 Domestic moneyD 500 Net worth (300 - 400)
220 Other short-term claims
\ 221 Against fin. insts.©
! 222 Treasury securities
223 Other .
230 Long-term claimsd
231 TDonds
232 Mortgages
233 Other
240 Corporate shares
250 Equity in unincorp. bus.
300 Total assets 600 Total IT.iabilities and net worth

%poes not include subsolil assets

|
)Currency and check deposits

SFurther breakdowns in statements of individual sectors and subsectors would bhe
desipnated as 2211 etc. Categories 221-223, 231-233, 421-423, and 431-433

may have to be omitted in some sectors.

d . X
Does not include claims against financial institutions; intermediate-term

claims included where possible.
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Because of the limitation of the basic statistical data the separation
of long-term and short-term claims (categories 220 and 330, 420, and
430) requires for a few sectors rather rough methods of allocation.
This is unlikely to introduce errors that are significant in the over-all
picture. More serious is the fact that the content of long- and particu-
larly of short-term claims is not identical in the documents on which
estimates for individual sectors are based. This applies particularly to
the treatment of accrued claims and liabilities and of reserves for
losses. Such discrepancies are one of the reasons why the national total
of claims and liabilities are not equal—differences in valuation of the
same instrument by the holder and issuer and in timing of identical
transactions in the accounts of the buyer and seller are others.

It should be noted that a few types of tangible assets (consumer’s in-
ventories of semidurable and perishable commodities; military equip-
ment ; subsoil assets; monuments; collectors’ items) that are some-
times included in national wealth have been omitted, mainly because
of the impossibility or extreme difficulty of obtaining estimates that
are more than guesses or (in the case of military equipment and monu-
ments) because of doubts about their economic significance.’” Sim-
ilarly some financial assets (such as goodwill and patents) are included
only to the very incomplete and unsystematic extent to which they hap-
pen to appear in the balance sheets of nonfinancial corporations. In

this case elimination of these items would be the conceptually indicated
procedure.

¢. Valuation

In principle all items in a balance sheet should be valued at the mar-
ket price, or at the nearest approximation to it, in order to obtain
ficures comparable among sectors and among assets and liabilitics,
while all entries in flow-of-funds statements should be made at actual
transactions values. Limitations in the basic statistical data, as well as
some conceptual difficulties, do not permit a consistent application of
these principles in actual statistical work to all sectors and to all types
of assets and liabilities.

Among tangible assets no market values exist for most categories
of nonresidential structures, such as large industrial installations and
government, structures, and for most types of producer equipment.
Here estimated replacement cost, appropriately depreciated E)r the
age of the structure or equipment, must be used as a substitute. Figures
of this type can be obtained by applying to the estimated original cost
price indexes that are not always adequate and that generally do not
take into account quality improvement, particularly in the cise of
equipment, and hence probably overstate the increase in prices. These
difficulties are discussed in Appendix I. Estimates of the value of land
present some conceptual and statistical problems of their own that are
described in A ppendix IT.

Among financial assets the most important deviation from the gen-
eral principle of valuation at “market” is the valuation of long-term

17 For estimatens of subsoil assets, see R, W. Goldsmith in Studies in Income and Wealth,
New York. NBER. 1951, pp. 48 f; and for those of military equipment in 1952-58, see
R. W. Goldsmith. The National Wealth of the United States in the Postwar Period, Prince-
ton, PUP for NBER, 1962, p. 118.
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debt at face or book value both where the instruments are traded and
where there is no actual market. This defect is not inherent in the
method used in compiling sectorial balance sheets, but is due to the
limitations of time and resources under which the study was conducted.
In a period of generally rising interest rates such as 1952-68, particu-
larly during the later part of the period, the use of book or face values
instead of market overstates the actual or hypothetical market value
of long-term debt. Insofar as the figures are intended to reflect the
values that determine the behavior of holders and issuers, however, it is
doubtful that an unequivocal application of market values, or their
hypothetical equivalent, would be appropriate. Possibly some figures
between face or book value and market value may be preferable, al-
though actual calculation is hardly practicable.’®

In the case of corporate stock a specific valuation is needed only for
holders, and here market value, or a value which in the case of unlisted
securities approximates it, is the indicated standard. While the margin
of error in such an estimate is undoubtedly substantial for unlisted
stocks, they fortunately constitute only a small portion of total out-
standing corporate stock so that even a substantial error would not de-
cisively affect estimates for all corporate stock outstanding. In the case
of sectors issuing corporate stock, 1.e., nonfinancial corporations and
most of the subsectors of the finance sector, no use is made of the mar-
ket value of the stock because net worth is estimated as the difference
between the market value of total assets and the value (essentially the
face value) of liabilities.

Difficulties in the case of the flow-of-funds statements arise from the
fact that virtually all estimates for claims are derived as the first dif-
ference between the values of the stock of claims at the beginning and
at the end of a period. Since these are essentially face or book values
the difference between them includes realized capital gains and losses
as well as other revaluations. To correct the first differences for these
items detailed income statements are needed, but are not available for
most of the nonfinancial sectors and for part of the subsectors of the
financial sector. Even where some data of this type are available re-
sources were lacking to carefully investigate the material and to blow
up the fragmentary data to cover an entire sector or subsector. The
only exceptions are realized capital gains and losses by commercial
banks in their transactions in U. S. government securities, which
already are allowed for in flow-of-funds figures published by the Fed-
cral Reserve Board. In the period covered by the study, which has been
characterized by rising intercst rates and falling bond prices, omission
of this adjustment leads to an overstatement of net purchases, or an
understatement of net sales of bonds by the trading sectors. It is un-
likely, however, that the adjustment would be large enough to affect
any of the major trends disclosed by the figures except for a few years,
a few types of long-term claims, and a few subsectors of the finance
sector.

18 Since there was no possibility to adjust the face or book value of long-term debt to
market or equivalent values we did not have to face the dificult and disputed question
whether the adjustment should be applied, if at all, only to holders’ balance sheets while
such debt should be carried in issuers’ balance sheets at redemption value irrespective of its
market value. The entries in the flow-of-funds statements are not affected by the adjustment
since it reflects an unrealized capital gain or loss which, of course, is not taken into account
in the flow-of-funds estimates.

53-940 0—71—Pt. 6——3



CHAPTER 2

THE HISTORICAL BACKGROUND ! FINANCIAL INSTITUTIONS AS INVESTORS
IN CORPORATE STOCK BEFORE 1952

1. Sources and Limitations of Data

The statistical material for the analysis of the holdings of corporate
stock by financial institutions before 1952 within a framework of na-
tional accounts is naturally much thinner and less reliable than that
available for the postwar period on which the report concentrates and
with which Chapter 3 to 5 deal. No flow-of-funds statements exist, for
the period before the mid-1930’s, and for the first decade for which
they are available they arc not fully comparable to the present system.
No national or sectoral balance sheets have been prepared for any date
during the nineteenth century, and for the first half of the current cen-
tury they are available only for a few benchmark years. Similarly the
elements from which flow-of-funds statements and the financial part
of the national and sectoral balance sheets are now built up—essenti-
ally the balance sheets of groups of financial and nonfinancial sectors
published by or reported to government agencies—are less copious, less
reliable, and less detailed as we go back in time, particularly to the
period before World War I. The statistical evidence used in this chap-
ter therefore is more piecemeal than that utilized for the postwar
period. The main source, in addition, to the national balance sheets for
the benchmark years 1900, 1912, 1922, 1929, 1939, and 1945, are the
balance sheets of the main groups of financial institutions.? Since no
material of this type is available for some important groups for the
period before 1900 it was necessary to develop estimates based on a
small number of companies for property insurance companies and
figures derived from reports of supervisory agencies in the most im-
portant states for mutual savings banks for 1870, 1880, and 1890. Even
rougher estimates had to be used for some other figures needed for
benchmark dates before 1900.

The nonstatistical historical statements made throughout this chap-
ter are not specifically documented, as they are taken from standard
sources and do not claim to represent the results of original research.

The arrangement of this chapter follows the approach outlined in
Chapter 1 and uses magnitures and ratios explained and to some extent
justified there.

1R, W. Goldsmith, R. E. Lipsey, and M. Mendelson, Studies in the National Balance Sheet
gfvthlc Uit;%sld States, Princeton University Press for National Bureau of Economic Research,
ols,, .
aXor figures back to 1900 see R.W. Goldsmith, Financial Intermediaries in the American
Economy gince 1900, Princeton for NBER, 1958,

(28)
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2. The Supply of Corporate Stock, 1850-1952

a. The Growth of Nonfinancial Corporations

Until the railway age, i.e., the beginning of the second third of the
nineteenth century, corporations played only a negligible role in the
nonfinancial sectors of the American economy with the exception of
canal transportation, In 1850 the share of nonfinancial corporations in
national wealth, which is probably as good an indicator of their im-
portance in the economy as can be obtained, is estimated to have been
in the neighborhood of only about 7 percent (Table 2-1). Primarily as
a result of the rapid expansion of the railroad system both the absolute
value of tangible assets of nonfinancial corporations and their share
in national wealth increased sharply. By 1880 nonfinancial corpora-
tions owned and operated slightly more than one-fourth of the total
tangible assets in the United States. No definite trend can be detected
in this ratio during the following eighty years. Thus, the tangible assets
of nonfinancial corporations seem to have expanded at approximately
the same pace as total national wealth from 1880 to the 1950’s, disre-
garding relatively short and narrow fluctuations.
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Table 271

Share of MNonfinancial Corvorations
in National Wealth and Asscts, 1850-1952

National Assets Tangible Assets Financial Assects
Nonfi"?_a?-;m ot {gans Nonfigan-|

B cla , 1 .
Total | COp3Ea" | share| Total|CoFfBEa-  Sharc| Total | Cofg8za- {snare

$ billion P.c $ billion P.c $ billion P.c
(&9) (2) (3) (L) (5) (6) (1) (8) (9)

1850 9.8 (| o 7.2 (S| (7 2.6 (.2) | (8)
1880 66.3 . . ho,0 | (11.0) | (28) | 26.3 . p
1900 | 156.8 35.0 | 22 89,8 | 2L.1 23 67.0 | 13.9 2
1912 | 306.2 661 22 | 167.2{ 1.0 25 | 139.0 25.3 18
1922 | 6LL.8 | 152.3 | 24 | 326,1 | 92.1 28 | 318.7 | 60.2 19

2929 | 973.4 | 228,21 ) 23 | L27.1 | 12L.h 28 | 5u6.3 | 106,7 20
1939 | 863.3 | 153.5 | 18 | 396.5 | 10L.7 26 | W66.9 | 518 | 1
1945 |1532,9 | 251.0 | 16 | 578,5 | 1L2.9 25 | 954.5 | 108.1 11
1952 |2570,5 | 508.2 | 20 {1199,3 | 338.4 | 28 [137.2 | 169.7 | 12

i 1 1

Sources: 1900-1952, R, W, Goldsmith, R, W, Lipsey and M. Mendeclson, Studies
in the National Balance Sheet of the U,S, Vol, II

pp. L2 ff. .
Col. L. R, W, Goldsmith in Incoms and Wealth, Series II, pp. 306,
1850,1880 310, 317.
Col, 7 E. S. Shaw and J. G. Gurley in Review of Economics and

1850,1880 Statistics, 1957, p 256.

Figures in brackets are very rough estimates.

2
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There occurred, of course, during this period, considerable shifts in
the industrial distribution of capital expenditures and of tangible
assets, but they were not of a nature to lead to substantial changes in
the relation of external financing and of stock issues to capital forma-
tion for the corporate structure. During the second half of the nine-
teenth century the share of railroads and public utilities in total tangi-
ble assets of nonfinancial corporations apparently remained close to
onc-half, and the share declined but slowly, to about two-fifths between
the 1920’s and the late 1940’s. Within the regulated industries the
steam railroads’ share, however, declined sharply, from about seven-
eights in 1870, and a probably equally high percentage in the preced-
Ing twenty years—to about 70 percent at the turn of the century, and
to not much over 50 percent in 1929 and 1945.® Most of the remaining
tangible assets of nonfinancial corporations, i.e., from nearly one-half
in the mid-nineteenth century to about three-fifths from the 1920’s on,
were in the hands of manufacturing and mining corporations.

The stability of the share of non%nancial corporations in national
wealth is the result of several offsetting tendencies. The increasing
share of corporations in the total business sector tended to increase
the proportion, but the expansion of the tangible assets of government
and of consumer durables well in excess of the growth of total national
wealth worked in the opposite direction.

The supply of corporate stock and the value of stock outstanding,
however, are not dependent only on the growth of tangible assets (i.e.,
structures, equipment, inventories, and land) owned by nonfinancial
corporations. At least three other factors influence the absolute volume
of the supply of stock of nonfinancial corporations and its relation to
aggregate magnitudes such as national wealth or national product:

1. The extent to which additions to the tangible assets of non-
financial corporations excluding valuation changes, i.e., their cap-
ital expenditures, are financed by the issuance of corporate securi-
ties in the widest sense (stocks, bonds, mortgages, bank loans,
trade credit, and other borrowings) rather than defrayed out of
retained earnings, whether earned depreciation allowances or net
corporate saving;

1. The share of common and preferred stock in the total exter-
nal financing of nonfinancial corporations;

iii. The discrepancies in the price movements of tangible assets
held by nonfinancial corporations and of corporate stock, discrep-
ancies which lead to changes in the ratio of the replacement value
of tangible assets of nonfinancial corporations to the market value
of their outstanding issues.

b. Total Issues of Nonfinancial Corporations

In the United States, as in all other countries that now possess a
developed financial structure, the only important financial instruments
in existence were, until well into the nineteenth century, money (in
the form of coins and bank notes), short-term trade credit, long-term
farm and urban mortgages, and government securities; the only im-
portant financial institutions were banks of issue and commercial

$M, J. Ulmer, Capital in Transportation, Communications and Public Utilities: Its
Formation and FPinancing, Princeton for NBER, 1960. pp. 235 ff.
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banks. A few other financial instruments and institutions existed, but
they are of interest more as harbingers of things to come than because
of their contemporary importance 1n the economic process.

By 1840, which may be regarded as close to the starting point of
the modern financial development of the United States, all financial
assets were equal to less than one-half of national wealth and to nearly
one and one-half times GNP, while the share of financial institutions
in total financial assets outstanding was in the neighborhood of one-
fifth (Table 2-2). At that time nonfinancial corporate issues probabl
accounted for less than one-fifth of all financial instruments outst:md}:
ing. These low ratios—low compared with similar measures for later
dates—reflect the as yet predominant identity between savers and in-
vestors, particularly in the private sector of the economy; and the
consequent relatively small importance of external financing outside
of the governmental sphere. The low ratios for private external financ-
ing indicate the predominance of interfamily and neighborhood trans-
actions over financing by institutions or through the open capital
market.



The Supply of Stock of Nenfinancial Corporations, 1840-1952_

Table 2-2

Issues Outstandingl Net Issues? Issues ODutstdr. Net Issues
Total Stocks Bonds Other Total Stocks Bonds Other Total Stocks Total Stocks
Dabt Debt
——vee.._ _ _billions of Dollars i _ W - Percent of GNP |
(1) (2) (3) () (5) 6) (7) (8) {(9) (10) (11) (12)
18L0 0.3 0.1 0.1 0.1 18 6
1860 1.5 0.7 0.5 0.3 1.1 0.5 oL 0.2 39 18 2.0 0.9
188c 9.0 L.0 3.0 2.0(. 1.2 3.0 2.5 2.8 8 38 5.0 2,0
19¢CC 26.2 11,2 7.1 7.9 . 15.0 5.0 LY 5e9 132 % 5.6 1.9
1912 65,2 32.0 18.1 15.1 | 23.0 L.8 11,0 Te2 182 89 7.0 1.5
1922 129.5 65.1 2.5 39.9| 37.6 6. 6l 2.8 || 175 88 | 6.0 1.0
19291 2610 164.7 3643 60,0 L2.5 10.6 11.8 20.1 253 160 6.l 1.6
1939f 155.2 1 82| e |6 3.8 | 9 | <254 1m 00 | 3.5 | 0.5
L5 | 218.4 | 130.2 | 23.6 64.6 | 19.6 1.8 |-7.8 30.0 103 61 | 2.0 0.2
1952 193.1 bl 124.6 | 90.7 10.2 20.5 60.0 105 56 | L7 0.5

“Market value for stock; face value for debt.

2

Period ending

with year indicated.

ge



Notes to Table 2-2

Source:

Cols. 2-4

Col. 6

Col. 7,8

1840 and 1860
1880
1900-1952
1860-1900
1900-1945

1946-1952

-1840-1952

Based on data on Hunt's Merchants
‘Magazine, 1963, p. 354. (for cols.
2 and 3)

Rough Estimate.

Goldsmith, Lipsey and Mendelson.
Studies in the National Balance
Sheet, II, p. 42 £f; after deduction
of value of Stock of financial in-
stitution (Table 5).

Rough estimates.

R.W. Goldsmith. A Study of Saving,
Vol. III, Princeton University Press,
pP. 496-96

Flow of Funds Accounts, 1945-1967,
p. 35. (Board of Governors of the
Federal Reserve Systems), 1969,

First differences of outstandings.
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The great changes in the position of corporate securities in the
American economy came in two spurts. The first occurred in the 1840’
and 1850’s when the railroads for the first time generated a large
supply of corporate bonds and stocks because of their reliance on
external financing through security issues, which in turn was con-
nected with their substantial requirements for long-term funds. The
second spurt took place in the period from 1880 to World War L
Incorporation now became predominant in the rapidly expanding
manufacturing and mining and the new electric power and communi-
cation sectors, again sharply increasing the supply of corporate bonds
and stock. As a result, the value of ‘%l nonfinancial corporate issues
(stocks, bonds, and other debt) increased from an almost insignificant
amount in 1860 (apparently of the order of $200 to $300 million)
to over $8 billion in 1880, over $25 billion in 1900, and about $65 bil-
lion in 1912. Nonfinancial corporate issues outstanding thus in 1912
accounted for approximately two thirds of all financial instruments
issued by nonfinancial sectors. They had become, since the third
quarter of the nineteenth century, the largest single group of non-
financial issues, ahead of the government, financial institutions, and
households.

Corporate stock issues (both of nonfinancial and of financial cor-
porations - and including intercorporate holdings), which are of
particular interest here, increased equally rapidly, from less than
$1 billion in 1860 to approximately $4 billion in 1880, $14 billion in
1900, and $38 billion in 1912. Stocks listed on the New York Stock Ex-
change meanwhile increased from less than $1.5 billion in 1880 * to
nearly $5 billion in 1900, and $13.5 billion in 1912.° These figures
indicate a share of listed to total stock of fully one-third without
substantial changes over the period.® : A

The sharp upward trend in the supply of nonfinancial corporate
issues continues until 1929. Total value doubled between 1912 and
1922 and again doubled in the seven years 1923 to 1929. About two-
fifths of the increase in the first period (as in 1901-12), but two-thirds
in the second period, represented stock price increases rather than net
issues. During the 1930’s the value of corporate issues outstanding
actually decreased sharply by nearly 50 percent. In the case of stock,
the result reflects chiefly the fall in prices, but for debt issues, it
represents mainly net retirements, which amounted to about one-third
of the outstandings of 1929. The increase in the value of corporate
securities outstanding resumed in the 1940’s and accelerated in the
1950°s as the result of sharp increases in stock prices in the face of a
very low volume of net issues and of very heavy net new issues of
debt.

+ gead off from chart in A. Cowles 3rd and associates, Common Stock Indezes 1871-1937,

p. 64.

6 Goldsmith, Financial Intermediaries, Apﬂ)endlx Table F—4, (mimeographed).

6 At the end of 1929 the value of stock listed on the New York Stock Exchange, $65
billion (R. Meeker, The Work of the Stock Exchange, New York, 1930, p. 546), was equal
to 35 percent of all corporate stock Including and 45 percent excluding intercorporate
holdings from the total.
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These movements are more usefully followed in terms of national
product than in absolute numbers. It is then found that the ratio of
the value of issues of all types by nonfinancial corporations to national
product increased very rapidly between 1840 and 1880, more than dou-
bling every twenty years, and exceeded 85 percent of GNP in 1880.
The upward trend continued, though at a slower pace, for the next
40 years, bringing the ratio to 180 percent of GNP in 1912, equally
divided between equity and debt issues. (By comparison, the share of
stocks had moved from one-third to two-fifths between 1840 and 1900.)
A sharp increase followed in the late 1920’s and an even sharper decline
in the 1930’s and during World War II, both, until the end of the
1930’s, reflecting mainly stock price movements. As a result nonfinan-
cial corporations’ securities in 1945 were equal to only one year’s GNP,
a level thef' had crossed as far back as 1890. For stocks alone the ratio
was slightly above 60 percent, the level of the early 1900’s, while the
bond ratio, at less than 40 percent, was back to the 1880 level. (The
relations were still approximately the same in 1952.) Thus far had the
process of nonfinancial corporate debt shrinkage gone as the result of
both the debt reductions of the 1930’s and the economic expansion and
repressed inflation of World War I1I.

More relevant to an evaluation of the importance of the supply of
corporate issues is the ratio over a period of net issues to national prod-
uct because it takes account of the growing size of the American econ-
omy. This ratio rose sharply during the second half of the nineteenth
century—from only 2 percent in 1841-60 to an average of 7 percent
during the first three decades of this century, of which slightly less
than 114 percent represented stock of nonfinancial corporations. The
latter level has never been equalled since.

These are the facts; what is the explanation? The explanation must
be sought, along the lines of the formula of section 8b of Chapter 1, in
three factors: (1) the movement of the national capital formation
ratio; (2) the share of nonfinancial corporations in national capital
expenditures; and (3) the share of external in total financing by cor-
porations, the last two factors being linked by (4) the ratio of total
(external and internal) financing to capital expenditures.

Very little is known reliably about tEese relations for the nineteenth
century, and the estimates available for later periods are far from
satisfactory until the 1930’s or even the 1940’s. There is little doubt,
however, that between 1840 and 1900 both the national capital forma-
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tion ratio, and particularly the share of corporations in it, rose sub-
stantially. These two movements explain part, and possibly a large
part, of the rise in the observed ratio of the issues of nonfinancial cor-
poration to national product from a level of about 2 percent in the
middle of the nineteenth century to over 6 percent at its end. Appar-
ently neither of these two ratios had a substantial upward trend during
the current century, or even since the 1880’s, nor has the ratio of non-
financial corporate issues to gross national product (valuation changes
excluded). Indeed, the ratio has been lower since 1930 than in the pre-
ceding thirty or even seventy years. We must, therefore, turn for fur-
ther explanation to the ratio of external financing, and of equity financ-
ing in particular, to capital expenditures of nonfinancial corporations.

It is not possible without some degree of arbitrariness to match
capital expenditures with specific forms of issuance of debt and equity
securities or even with total external financing in the statistics of
sources and uses of funds, particularly if the accounts are as highly
aggregated as to cover all nonfinancial corporation. Therefore, the
measure of the importance of external financing and of stock financ-
ing in particular must be the share of total external financing and its
components 1n total sources of funds. The essential figures for the
period from 1900 to 1952 are shown in Table 2-3. It is there seen that
gross capital formation for the period as a whole absorbed fully two-
thirds of total funds of all nonfinancial corporations taken together,
the ratio deviating substantially from this level only during the 1930’s.
The remaining funds were utilized to acquire financial assets, pri-
marily cash, trade receivables, and securities held for liquidity, yield,
or control.

Of the total funds raised by nonfinancial corporations during this
half-century fully three-fifths came from internal sources, primarily
carned depreciation allowances and secondarily retained earnings.
1t is the remaining third—a total of more than $180 billion from 1901
through 1952—representing external financing, that may be regarded
as the matrix of the volume of issues of stock by nonfinancial corpora-
tions. The ratio of external to total financing was close to two-fifths
in the three periods distinguished between 1901 and 1929 although, of
course, there were substantial short-term fluctuations. The ratio which
had been very low between 1930 and 1945, returned to the earlier level
after World War I1.



Table 2-3

Sources of Funds of Nonfinancial Corporations, 1901-1952

1901 1913 1923 1930 19L0 1946 1901
to to to to to to tg
1912 1922 1929 1939 1945 1952 1952
(1) (2) 4 (3) .1 ) 4 (5) (6) (7)

I, Total souvrces of
funds ($ bill.)

. - 201.8 507.7
1, Period total 10,0 76.1 86.1 28.3 75.4 .
2: Annual average 3.3 7.6 12.3 2.8 12.6 28.8 9.8
wdividual S
I %;§1Vldu°1 ourees 100 100 100 100 100 100 100
1. Internal sources 55 60 S5 11k 80 58 6Y
2. Ret, profitis 22 27 17 71 32 31 22
b, Capital Consumptfion ‘
allowance 3L 3b 37 184 Lo '27 L2
2. External sources 15 i) LS -1 20 L2 36
a. Borrowing (excl. b){ 20 20 12 =32 20 37 18
b. Bonds and notes 21 9 L -1 -5 10 9
c. Stock 1k n 19 19 5 5 10
" III. Gross capital cxpenditures
Billions of dollars 126,21 | L9 5l.1 31,2 k0.9 | 1h9.,1 [ 3h:7.8
Percent of I. ) | 65 65 59 110 sh 7h 69
1901-1945 R. ¥. Goldsmith, Financial Intermediaries in the American

Fconoriy Since 1909, Drinceton for lIBLR,

(195¢2), p. 222.

1946-1952 Flouv of Funds Accounts, 1945-1967, p. 35

D

8¢
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There are unfortunately no comprehensive data available on the
financing of nonfinancial corporations before 1900. For the then
most important single industry, the railroads,” the share of external
financing apparently was considerably higher, at least from 1880 on,
than it was after the turn of the century for all nonfinancial corpora-
tions. Thus, from 1880 to 1907 the retained earnings of railroads ac-
counted for only 5 percent of their total sources of funds, and no con-
tribution was made by capital consumption allowances.®

Data are lacking to calculate the ratios separately for the main
industries even for most of this century. The ratios for large corpora-
tions in manufacturing and mining ® seem to have been close to the
overall ratio for all nonfinancial corporations. Among the other in-
dustries it is fairly certain that the external financing ratios were
higher than the average for public utility and real estate corporations
and lower than the average for corporations in trade and service. For
the end of the period, the years 1945-1952, when some relevant data
are available, the external financing ratio was about 55 percent for
large corporations in the public utility and railroad industries com-
pared to 30 percent for large manufacturing corporations.

7Both in 1870 and in 1890 railroads accounted for approximately one-fifth of the
dividends paid by all nonfinancial corporations, which may give a reasonable idea of third
relative importance, although it is very likely that the railroad’s share of external financing
was_considerably higher than this ratio. (See A. J. Schwartz, “Gross Dividend and Inter-
est Payments by Corporations at Selected Dates in the 19th Century,” in Studies in Income
and Wealth, Vol. 24, 1960, pp. 417-18.)

8 See Ulmer, op. cit.,op. 502,

® See S. Kuznets, Capital in the American Economy: Its Formation and Finencing,
Princeton for NBER, 1961, p. 251.

10 See Goldsmith, Financial Intermediaries, pp. 229 f.



Table 24

Industrial Distribution of Cormorats Stock Outstanding 1835-19L9

1.
2,
3.
L.
5.
6.
7.

(per cent )
Co )
1835 | 1859%| 1871 | 18%0 | 1900 | 1912 | 1922 | 1929 | 1939 | 1sue
(1) (2) (3) (L) (5) (6) (7 (8) (9) (10)

Railroads 2 15 19 20 39 % 10 6 | 3
Other transportation 7 8 S 3 2 72 g2 12 122 102
Gas & eleciricity .0 1 L 8"
Banks & insurance 6l 39 | 2% 21 20 15 16 1 9 8
8 39 :
Manufacturing & mining 18 2l ' 3 . " 5 6 72 s 7
Other 9 9 8 9 ) .
Total ’ 100 100 100 100 100 100 100 100 100 100

1For 1860 alternate and for some groups substantially different estimates of the
value of corporate stock (rather than dividends) may be derived from Hunt's Merchants
Magazine, 1863, p. 23. According to these estimates railroads accounted for 45 per
cent of the total, public utilities for 13 per cent, and banks and insurance companies
for 44 per cent, no entries being shown for corporations in manufacturing, mining,

trade, and service.
2All public utilities except railroads.
Source:

Cols. 1-4 Based on distribution of dividends as estimated by A. J. Schwartz in
"Gross Dividend and Interest Payments by Corporations. . ." in Studies
in Income and Wealth, vol. 24, New York, NBER, 1960,

Cols. 5-10 Based on estimated market value in (Goldsmith, Financial Intermediaries,
Appendix F (NBER, mimeographed, 1958, p. 18)

0¥
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¢. The Share of Stock Issues in External Financing of Non-
financial Corporations

The crucial fact here is how far total external financing needs,
which were determined by expansion of activities and possibilities of
internal financing—and, of course, were also influenced by the ease
or difficulty of external financing—were met by the sale of corporate
stock rather than by short- or long-term borrowing. In this case there
is a definite break between the experience of the first four decades of
this century, during which the sale of corporate stock contributed on
the average one-sixth of total external financing (Table 2-3) with a
range from one-ninth to almost one-fifth for the four periods; and
that of the 1940-1952 period, when the contribution was as low as 5
percent. No overall figures are available for the nineteenth century,
but it is likely that the share of corporate stock in external financing
by nonfinancial corporations during the second half of the century was
at least as high as the 1900-1940 Ievel and may have been consider-
ably higher. In the case of the railroads, stock outstanding constituted
about 55 percent of total external financing in 1855, 50 percent in 1880,
and 40 percent in 1900. '

While comprehensive information is lacking about the total volume
of external financing and of the issuance of stock by the different
industries, it is possible to obtain a rough idea of the distribution of
the stock outstanding among the main industries at several benchmark
dates between 1835 and 1952. These ratios, of course, are not identical
with the distribution of funds raised through the -sale of stocks
because they are influenced by differentials in stock price movements
among industries. Furthermore, for the last decades of the nineteenth
century the distribution of dividends paid by different industries must
be used rather than the market value of their stock outstanding, and
the two distributions again are not identical because the price-dividend
ratio differs for the stock of different industries. The main trends ap-

aring in Tables 2-4 and 2-5 should nevertheless roughly reflect the

istribution of stock financing among the main industries, even though
the three sources used for different parts of the pertod are far from
being fully comparable. ‘

The main structural change in the distribution of corporate stock
among industries, and hence in the volume of stock of nonfinancial cor-
goratlons available for acquisition by financial institutions, is the

eclining share of banks and property insurance companies in the
total of all corporate stock issued and outstanding (see the discussion
in the following section). This movement reflects not a decline or
even a stagnation in the volume of stock of financial corporations
issued or outstanding, but rather, an increase in the use of the cor-
porate form in almost all other sectors of business and the more rapid
rate of growth of the equity of some important nonfinancial sectors,
particularly manufacturing and public utilities.

1 See Historical Statistics of the United States, Colonial Times to 1957, Bureau of the
Census, 1960, pp. 428, 433.



Table 2-5

The Supply of Stock of Financial Institutions, 18L0-1952

2

Book value,

Market value.

3 Assets or net worth of companies.

¢ billion)
: i Total peCe
Federal . - g of stock
Federal | Commer— [ Property| Home Investment Cosd of non-
Reserve | cial Insurance| Loan Open financial
Total | Banks! | banks2 c0s.2 | Banks!| end Other | corporations?
6] (2) (3) (L) (s) 6) (1) (8)
1840 .33 = .29 Ol - - - 330
1360 L9 - b2 07 - - - 70
1880 1.00 - «90 .10 - - - 25 - .
1900 |. 2,70 - 2,40 30 - - - 2
1912 | 6.00 - 5.00 . - - - 19
" 1922 {11.00 "33 | 9.20 . - - - 17
1929 | 22.00 U5 | 15.80 3.10 - .13 2.52 13
1939 | 10.90 .35 | 6.10 " 2.80 a7 S3 | s 12
1945 | 16447 «59 930 3.80 «20 1.30 1.28 13
19L9 | 17,69 .83 | 8.20 k.20 .23 | 3.10 1.13 13
1952 [26.36 | .97 |13.00 6,00 32 3.9 | 2.7 14
1

44



Notes to Table 2-5

Source:

Col. 1.

Col. 2.

Col. 3.

Col. 4.

Col. S.

Col. 6.

Col. 7.

43

Sum of cols. 2 to 7 supplemented by rough
estimates for groups for which no figures
were available for some dates.

Federal Reserve Bulletin.

1840-1860

1880
1900-1949

1900, 1929,
1949

1939, 1945

1949

1939-1952

1929, 1939
1945-1952

1929-1952

53-940 O - 71 - pt. 6 - 4

Hunt's Merchants Magazine, 1863,
p. 23. (also for col. 4).

Rough estimates
Financial Intermediaries, Appendix
Table F=-29,

Financial Intermediaries, Appendix
Tables F-5 to F-7.

Rough estimates, based on mainly
movements in Standard and Poor's
index of fire insurance stocks.
(The 1952 estimate in columns 3
and 4 is substantially above an
alternative, and probably more
reliahle, figure in an annual
series used in Chapter III for the
period 1952~1968, the derivation
of which is described in Appendix

. VI. This alternative estimate has

not been used here in order not to
destroy the continuity and
comparability of the estimates for
the earlier period.)

Saviﬂg and Loan Fact Book

Study of Saving, Vol . I, p.-'559
Flow of Funds Accounts, 1945-1968
118707, p. 64.

Net worth of all investment companies
(Financial Intermediaries, p. 396)
less col. 6.
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Among nonfinancial corporations an outstanding movement is the
rapid rise in the share of railroads from about 1840 to the end of the
century.'? The share of all public utilities other than railroads did not
show a long-term trend, although it varied between a low of 5 percent
(1922) and a high of around 12.5 percent (1859, 1939). Within this
category, however, distribution among industries changed radically.
The figures were dominated in the nineteenth century first by the
shares of canal companies and then by those of gas companies. Since
World War T, on the other hand, most of the share has been accounted
for by electric power and telephone companies. The result is that the
“other” category, which in the twentieth century is represented mostly
by shares of manufacturing (including oil) companies, accounted for
a,gout four-fifths of the total in 1949 compared to three-tenths to
three-fifths before World War I.

d. The Suppply of Stock of Financial Corporations

Financial institutions may, of course, also invest in the shares of
other financial institutions, of their own or of a different type. Indeed,
in the latter case, the advantage of control may be an important added
incentive for holding. These securities widen the supply of corporate
stock available to financial institutions, though not to a decisive ex-
tent since World War I. During the nineteenth century, however, the
situation was different. Thus in 1840 the value of the stock of banks
and insurance companies was estimated at three times that on non-
financial conporations, and the ratio seems to have been in the neigh-
borhood of two-thirds in 1860.1* By the turn of the century the ratio
had declined to below 30 .percent, and in 1912 it had fallen to about
20 percent. After a further slow decline during the following quar-
ter century tthe ratio stabilized at around one-eighth of the value of
the stock of nonfinancial corporations; the increasing ratio for open-
end investment company stock approximately offset the continuing
decline in the ratio for gank and insurance company stock. The rele-
vant figures are shown in Table 2-5.

12 The incrense in the share of railroads between 1890 and 1900 shown in Table 2—4 is
overstated because the estimate for the first date.is based on the railroads’ share in total
dividends paid while that for the second date is derived from estimates of the market value
of the shares of different industries. The price-dividend ratlo probably was higher for
railroads than for all other nonfinancial industries taken together.

13 Hunt’s Merchants Magazine, 1863, pp. 313 ff. .
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This secular decline in the proportion of the total supply of corpo-
rate stock that consists of shares of financial institutions is due pri-
marily to the downward trend in the ratio of net worth to liabilities in
virtually all types of financial institutions other than investment com-
panies. In commercial banks, for example, net worth was equal to fully
50 percent of liabilities in 1860, less than 20 percent in 1900, less than
15 pereent in 1929, and only 7 percent in 1952.

e. Foreign Stocks

Shares in financial or nonfinancial foreign companies have played
a negligible role in the portfolios of financial institutions as a whole,
and n that of each type except investment companies. Even for these
companies the proportion probably never exceeded one-tenth of the
total stock portfolio and consisted mostly of stocks in Canadian com-
panies. In 1952 the ratio was down to less than 4 percent for open-end
companies, almost exclusively in Canadian stocks. This has been due
both to statutory limitations against foreign investment except in Can-
ada and to the then prevailing unpopularity of foreign securities. For-
eign stocks may, therefore, be excluded w{en considering the supply
of corporate stock on which financial institutions could draw. In 1952
they probably constituted only about 1 percent of the stock portfolio
of all financial institutions excluding personal trust funds and less
than one-half percent including them.

3. T'he Sources of Funds of Financial Institutions’

Before looking at the movements of the main determinants and their
contribution to the value of the new-issue ratio of financial institutions
(the ¢ ratio of Chapter 1, which is approximated by the change in the
assets of financial institutions divided by the period’s total gross na-
tional product) it is well to recall the path which that ratio has taken
from 1840 to 1952, particularly its fairly regular upward trend, which
has carried it from not much more than 1 percent of GNP in the period
1841 to 1860, to 2.3 percent in the following two decades, 4.2 percent
from 1881 to 1900, and to 5.2 percent in the period 1901-1912. Since
then the ratio has been at a considerably higher level, except during
the 1930’s, when it fell back to 4.3 percent. For the periods 1913-1922
and 1923-1929 the ratio averaged close to 8 percent. The peak was
reached during World War II, with nearly 20 percent. This was fol-
lowed by a sharp decline to 7 percent in 1946-1952 (Table2-6).
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Table 2-6

Determinants of Growth of Assets of All Financial Institutions

in the United States 1861 - 1952
7

(Percent of gross national product)

Not Issues of Change in

Commercial| Thrift & asi?ts gg &1&11 h

bank time insurance N ﬂi?in;ion " -%;}

Moneyl | deposits? | organizations’ Total nstivutions .

(1) . {2) i (3) (k) ] (s) (6)

1861-1880 | 0.7 © 0. 0.9 1.7 2.3 oTh
1881-1900 | 1.4 0.4 1.3 31 L2 .74
1901-1912 1.4 1.1 19 ko2 5.2 .81
1913-1922 7.9 1.k 1.7 : 5.0 7.5 .67
1923-1929 0.5 1.0 3.2 b7 8.0 .59
1930-1939 13 ~0,5 2.5 3.2 b3 W7l

13.3

1940-1945 6.7 1.5 5.1 : 19.4 .69
1946-1952 1.3 0.3 k.7 6.5 79 .93

1Bank notes held by public plus adjusted demand deposits (from 1880

M. Friedman and A. J. Schwartz, A Monetary History of the United States,
1867-1960, New York, NBER, 1963, pp. 704 ff.); rough estimates for 1860.

2'rime deposits in cormercial banks

3Increase in total assets of mutual savings banks, postal savings
system, saving and loan associations, credit unions, and all insurance
and pension organizations, (Linancial Intermediaries, pp. 73-74 and rough
estimates for 1861-1900.)

4Loc. cit.; excludes personal trust departments and investment
holding companics.
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a. The Issuance of Money

The first main component of ¢ (the ratio, m, of the change in money
in circulation—i.e., currency and check deposits—to the period’s gross
national product) increased from less than 0.5 percent of GNP in
the 1840’s and 1850’ to 0.7 percent in the following two decades. This
advance continued, the average for 1881-1900 rising to 1.2 percent
and further advancing to a peak level of 2 percent for 1913-1922.
These forty years are the period of the most rapid development of the
commercial banking system and of check payments, influenced near
the end by the inflation of World War I. There followed a sharp
decline to one-half of 1 percent in the period 1923-29, i.e., below the
level of 1861-1880, probably representing in part absorption of excess
liquidity created during World War I The value of m again rose
sharply during the 1930’s to an average of 1.2 percent, reflecting the
only partly successful efforts of the government at reflation and the
public’s hoarding that accompanied the very low level of interest
rates during the mid- and late 1930’s. World War IT led to an extraor-
dinary increase in m—to an average of more than 614 percent for
194045, a result in part of the repressed inflation of that period which
was backed by price and wage controls. As after World War I m
declined sharply to 1.3 percent for the period 1946-1952, reflecting the
accumulation of excess liquid assets in preceding years.

The share of the issuance of money in total issues of financial insti-
tutions, i.e., the ratio m/¢, followed the same general pattern, but
with fewer fluctuations during the nineteenth century. For all the
four periods between 1860 and 1922 m constituted approximately
three-tenths of ¢ and thus was one of the two most important single
components of the ratio. During this period, which extends from the
beginning of the railroad age through World War I, the provision of
the medium of exchange was still one of the most important, if not
the most important, single function of the country’s financial system,
as it still is in many less developed countries. The share of m in ¢
was considerably lower from 1923 to 1929. The repressed inflation of
World War IT raised the share of m in ¢ to an all time peak of fully
one-third. The share then declined sharply to about one-fifth in
1946-1952,

b. Household Thrift Claims

The most important single component of the ¢ ratio in all periods
except during World War II were thrift deposits (including time
and saving deposits with commercial banks) and insurance and pen-
sion claims of households. Starting with a ratio in the neighborhood
of 1 percent of national product in 1860-1880, & (the ratio of the
Increase in thrift deposits and insurance claims to gross national
product) rose steadily to fully 4 percent during 1923-1929. After a
temporary setback to 2 percent during the 1930’s, & held close to a
level of about 6 percent from 1940 to 1952. The share of % in ¢ rose
from about two-fifths from 1860 to 1900 to about one-half in the first
thirty years of the twentieth century. Reflecting the extraordinarily
high share of m during World War II, the share of 4 in ¢ during that
period was low—about one-third. Possibly the most significant devel-
opment, however, is the sharp increase in the A/¢ ratio after World
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War IT to three-fourths in 1946-1952, in part probably in reaction to
the abnormally low ratio during the preceding five years, significant
because it foreshadows the continued high level of the ratio that
prevailed for the following fifteen years.

The statistics now available are not sufficient to allocate the observed
values to the A ratio exactly among the four components distinguished
in Chapter 1, section 3b. Enough is known, however, for an appraisal
of the order of magnitudes involved.

Since two of these components—the ratio of personal disposable
income to gross national product (p) and the personal saving ratio
(8)—did not show a pronounced trend over the last 100 to 120 years,
or at least not since the turn of the century (p has declined slowly
from 0.85 to 0.70 and s has remained close to one-eighth except during
the two world wars and the 1930’s), the crucial factor in the con-
tribution which A made to ¢ were the movements of the share of the
accumulation of financial assets in personal saving (¢) and the share
of t}(u')ift deposits and insurance claims in personal financial sav-
mg (¢).

Of these two, factor changes in ¢ have been the more important and
regular element: The ratio has risen from about one-fourth of per-
sonal financial saving in the first two decades of this century to two-
fifths in 1923-1929, and to fully two-thirds since the 1930°s, with the
exception of World War II. It may therefore be said that most of
the increase of ¢ from a level of about 1 percent in the last fort
years of the nineteenth century to about 5 percent in the 1946-1952
period is due to the increase in ¢, a relation that will be found also to
apply to the following fifteen years.

¢. Other sources

The movements of the heterogeneous ratio () of the issue of non-
monetary liabilities other than household thrift deposits and insur-
ance claims by financial institutions to GNP (calculated as the dif-
ference between columns 4 and 5 in Table 2-6) as well as its contribu-
tion to ¢ were erratic, partly because of the heterogenous nature
of this item. This component of ¢ was relatively most important in
the periods 1923-1929 and 1940-1945. It amounted to 2.5 percent of
GNP in both periods, but to less than one-third and one-eighth
respectively of ¢. The relatively high level of z during the 1920’s re-
flected in part the rapid growth of the then new investment and finance
companies. Their shares might well be combined with household
thrift claims, since most of the former were bought by individual
investors. o .

The issuance of equity securities by financial institutions, which
is included in « except for the shares of insurance companies, has
been a minor component of ¢ since 1900 (comprehensive figures are
not available for the earlier periods). On the average, issues of equity
securities by financial institutions have amounted to only three-quar-
ters on 1 percent of GNP, reaching the maximum of 114 percent in
1923-1929 when fairly large amounts of investment company stock
were sold to the public. Thee share of equity securities in ¢ has been
declining. During the second half of the nineteenth century it prob-
ably was about one-fourth. In 1901-1912 and 1922-1939 1t amounted
to about one-sixth, falling to about one-tenth in 1946-1952.
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From the fragmentary knowledge which we have about the extent
of layering within financial institutions it does not appear that the
layering ratio has shown substantial or continuous trends during
the past century. In any case, the level of the ratio, approximately
OItle-tenth, is too small for modest changes in it to influence the level
of ¢.

4. The Stock Portfolio of Financial Institutions
a. Commercial Banks

Although commercial banks ave the largest single group of finan-
cial institutions if measured by size of assets they have hardly ever
been important holders of corporate stock.** This fact is mostly due
to regulation. National banks are virtually precluded from owning
corporate stock except that of the Federal Reserve banks. While the
regulations are not as strict in many states they still severely limit
the freedom of state-chartered banks to invest in corporate stock
even 1f they desire to. The holdings of the stock of Federal Reserve
banks are, of course, in a category of their own, since they are com-

»ulsory for member banks, and in character are closer to a perpetual

ond than to a corporate equity because of their guaranteed but limited
dividend and the restricted right of member banks in the equity of the
Federal Reserve banks.

14 Excluding, of course, their trust department, for which see section 4h.
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Table 2-7

Holdings of Cornor:te Stock by Commercial Banks, 1860-1952

Stock otﬁer than
- FRB stock
Federal POCa of PQCO Of
A1l Reserve total all stock
Stock . Banksl Other bank | out—
. $ million assets standing
(1) (2) 3) 1 W (5)
1860 10 - 10 (1.20) 1.3C
1880 30. - 30 - (1.105 460,
1900 103 - 103 1,03 o7l
1912 | 28L - 28 1.30 W78
1922 508 - 107 hoi' o8l 53
1929 | 1,180 171 1,009 1.52 ' 5L
1939 609 136 h73 .7 A7
19L5 397 177 220 .l 015
—_ ITIAY

1Par value Book value at par, 1922-1952, in balance shcetﬁ
of Federal Meserve banks (Millions of dollars): .326; _448: _349;
1922,/1929,/1939/1945,/1952,/ 5875 972,
Source:

Col, 2 Federal Reserve Bulletin

Col. 3 1860,1880 Rough estimates.
’ 1900-1939 Financial Intermediaries, pp. 339,
353.
1945-1952 Studies in the National Balance
Sheet, II, 162.




a1

In the century before 1939 common stock holdings, excluding those
of Federal Reserve banks, constituted between 1 and 114 percent of the
total assets of commercial banks, reaching the highest absolute and
relative level in 1929 (Table 2-7). Unfortunately the make-up of these
stock portfolios is not known before the Great Depression, an indica-
tion oft(;)heir insignificance. A substantial proportion probably consisted
of stock of real estate, safe deposit, and similar operating affiliates,
although some holdings of stocks of other banks were undoubtedly
acquired for possible control.’® In 1934, when the book value of
the holdings of stock other than that of Federal Reserve banks had
been reduced to one-half of its level of 1929, approximately one-fifth
of the total consisted of stocks of banks and bank affiliates; and one-
seventh, of stock in real estate corporations. The remaining two-thirds
were not further broken down. In 1941, the only other date for which
this information is available, the proportion of stocks of banks and
bank affiliates had increased to over two-fifths because of a sharp re-
duction in other holdings of corporate stock by commercial banks, but
their absolute value was only about one-third higher than in 1934.1¢
The stockholdings of commercial banks were even less important in
comparison to the total volume of stock outstanding, accounting for
only one-half of 1 percent of the total in 1929 and for only slightly
higher fractions before World War I.

18 'ederal Deposit Insurance Comporation information.
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ﬁmuxze Lo .

Stockholdings of Matual Savings Banké, 16801952

All. | Bank: M1 | Bank All Bank AL

Stock | Stock | .Stock Stock | Stock Stock stoci-
. > - net
$ mill P.c. of bank assets | P.c. of outstandingg purchasesl

(1) (2) { 3) L 1 (5 (6) (7)
1880 40 7 | s 4,22 58 .
1900n { 83 ‘4o 3.57 | 169 .60 1.67
19008 h3 . 1'77 . 03-1 1 _792 .
1912 . N o 1.02 . Al . .82% -2
1922 18 e 73 .06 .52” 7
1929 77 . .78 o o0l 192 29
1939 | 136 VR S 5 L PO P 1 2,932 59
1945 166 116 98 468 11 1.25 30
1952 33h 280 | 1.33 1.1 , 15 2.15 100

lperioa ending at date indicated.

2Assuming virtually all stock to be bank stock.

Source:

Cols. 1, 2 1880-1900A Estimated on basis of figures for six
main states (MNew York, Massachusetts,
Connecticut, Maine, lew Jersey, and
Rhode Island) taken from reports of
their bank supervisory authorities.

1900B,1939 Frinancial Intermediaries, pp. 356-57.

1945,1952 National Fact Book-!lutual Savings
Banking, May 1969, p. 23, (book value

Tess valuation reserve)
Col. 7 1901-1945 A Study of Saving, I, 545-46
1945,1952 Flow of Funds Accounts, 1945-1967.
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During World War II the book value of the holdings of corporate
stock other than that of Federal Reserve banks was cut in half, and
no details are known about this development. Since the total value of
commercial bank assets increased sharply, the share of corporate stock
(excluding Federal Reserve Bank stock) in total assets fell precipi-
tously from slightly more than 1 percent in 1939 to only one-seventh of
1 percent in 1945 and to less than one-tenth of 1 percent during the
1950’s. Similarly, the importance of stockholdings of commercial
banks, other than those of Federal Reserve banks, in total corporate
stock outstanding has now been reduced to insignificance, falling to
about 0.15 percent in 1945—compared to over 0.50 percent in 1929—
'imd further declining to not much over 0.05 percent beginning with the
ate 1950’s.

b. Mutual Savings Banks

During the late nineteenth century mutual savings banks held be-
tween 3 and 5 percent of their assets in corporate stocks, consisting
mainly of a diversified portfolio of bank stocks (Table 2-8). At that
time the bank stocks they held represented between 3 and 4 percent
of all outstanding bank stocks in the United States, but a considerably
higher proportion of the stock of banks in the states in which mutual
savings banks operated, mainly the New England states, New York,
and Pennsylvania. The motive for these holdings probably was the
relatively high yield combined with fair security.

From the turn of the century to 1922, however, the value of stocks
held by mutual savings banks hardly changed, although their assets
almost tripled. There is no obvious explanation for this change in
their investment policy, except possibly the upward trend in interest
rates which made the yield of bank stocks relatively less attractive. As
a result, the share of bank stocks in the total assets of mutual savings
banks fell to about three-fourths of 1 percent, while their holdin
were reduced to about one-half of 1 percent of all bank stock outstang?
ing in the United States.

Policy apparently was again reversed after 1929, and the portfolio
of bank stocks was increased considerably during the 1930%, but only
slowly during World War IT. As a result the share of bank stocks in
total assets of mutual savings banks in 1945 stood at approximately
1 percent, compared to 0.8 percent in 1929, although their share in
all bank stocks outstanding has risen substantially, from one-half of
1 percent to about 114 percent.

A fter 1945 mutual savings banks began to increase their stock port-
folio, now for the first time acquiring considerable amounts of stocks
of corporations other than banks. In 1952 this process was still in
1ts imitial stages, but the total value of all stocks was already twice
as high as in 1945; the share of stocks in total assets was up from
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1.0 to 1.3 percent; and the share of bank stocks held by mutual sav-
ings banks in all bank stock outstanding had increased from 1.3 to
2.2 percent.

¢. Life Insurance Companies

The influence of statutory requirements on stockholdings is particu-
larly evident in the case of life insurance companies, especially during
the current century. Originally the limitations of investment in stocks
by life insurance were not very strict, but because of the fixed value of
the liabilities the companies held only moderate amounts, accounting
for only approximately 2 percent of assets in the period 1860-1880
(Table 2-9). Of these holdings fully one-fourth consisted of railroad
stocks; among the others bank stocks appear to have played an impor-
tant role, although exact figures are not available. '

From about 1880 to 1905 stockholdings of life insurance companies
increased substantially. Railroad and, later, public utility stocks pre-
sumably were acquired primarily for yield, but bank stocks were
purchased by the large eastern life insurance companies also because
of the influence and other advantages which they could give. The
abuses in this direction which were disclosed by the Armstrong-
Hughes investigation of 1905 led to legislation that sharply limited
the stockholdings permitted to companies operating in New York state
and was a decisive factor in the investment policies of all American
companies. For almost two decades after, the absolute volume of stocks
held stagnated, and their share declined sharply in the face of a rapid
advance in the total assets of life insurance companies. Whereas life
insurance companies at the peak of 1906 had held more than 6 percent
of their total assets in stocks the proportion had declined to only
1 percent, by 1922. The proportion of all corporate stock outstanding
held by life insurance companies always was small. Even at the peak
life insurance companies’ holdings amounted to less than one-half of
1 percent of all stocks outstanding and were important only in a few
New York City banks. By 1922 the overall ratio was down to a mere
one-tenth of 1 percent.



Table 2=9

Stockholdings and .
Transactions of Life Insurance Companies, 1860-1952

A ’ Yoldings
Total I Prefer. Coxmon Total Alggrefer.glicommon Total ' Prefer. ’ Common Total Prefer. [ Coxmon
: on |t { Coxr
$..mill P.c. of total essets P.c. of stock outstanding ¢ midnl.
W 1 (2 (3) (1) 5) 6 I @ ) (9 Jlao | e 1 G2
1860 | 1 . . “2.30 . . (.03) . .
1680 ! 6 . . 1.50 . . (.10) . . L. . :
1900 | 62 8 Sk 3.56 L6 3.10 NI .28 9 15" 2 3
1912 8k 12 72 1.91 27 1.63 .22 16 |7 a2l 22 b 18
1922 75 16 59 « 87 .18 .68 .10 12 09 -9 L -
Y i L4 . —13
1929 352 255 97 2.0L 1.6 «55 .19 1.33 #06 2Lo 206 3u
1932 568 L35 133 1.94 1.h9 L6 57 3.18 .15 226 183 L3
19k45 ! 1000 820 180 2.23 ‘1.83 <0 +68 6.10 il 165 131 3L
1952 | zh50 1h90 $60 3.30 2,01 1.29 1.12 9.28 47 - 1300 .
| .
 period ending with year indicated
Source:
Cols. 1-6 1860-1880 L. Zartman, Life Insurance Investments, 1906, p. 14

1900-1939 A Study of Saving, vol. I, p. 456
1945-1952 Studies in the National Balance Sheet, I, p. 174-75

Cols. 10-12  1901-1945 A Study of Saving, Vol. I.
1946-1952 Tlouv of rFunds Accounts, 1945-1967.

Gg
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From the 1920°s on life insurance companies again began to build
up their stock portfolios, but for several decades apparently primarily
for yield and hence preferring high-grade stocks paying regular div-
idends. The absolute volume of stockholding by life insurance com-
panies increased with only few setbacks, from less than $100 million
in 1922 to about $2,500 million in 1952. Their share in total assets also
rose substantially, although with a marked setback during the 1930’s,
from 1 percent in 1922 to fully 3 percent in 1952. Similarly the share
of stockholdings of life insurance companies in all corporate stock
outstanding advanced substantially, though even in the early 1950°s
it was only slightly above 1 percent, i.e., twice the previous maximum
of the early 1900’s, but more than ten times the low of 1922.

The structure of the stock portfolio of life insurance companies
reflects the change in emphasis from yield to appreciation (Table
2-10). The share of preferred stocks in the portfolio advanced from
about one-eighth at the beginning of World War I to approximately
three-fourths between the late 1920°s and the mid-1940’s. It then began
to decline; by 1952, it had returned to the 1939 level of two-thirds. The
industrial structure of the portfolio showed change in line with
changes in the total supply of stock. While railroads accounted for
nearly one-half of the total stock portfolio at the turn of the century
their share was down to one-fifth by 1929 and continued to decline to
only 6 percent in 1952. Their share was in part taken by public utility
stocks, which since 1929 have accounted for more than one-fourth of
the total portfolio. Later, the share of industrials and a few other cate-
gories of stock gained considerably in the total portfolio, rising from
about one-third before World War I to three-fifths at the end of
World War II. These shifts were more pronounced in the composition
of the portfolio of common than of that of preferred stocks, but
changes occurred during the 1950°s and 1960’s rather than before 1952.



Table 2-10

Distribution of Corporate Stock Held by Life Insurance Companies

Selected Dates 1860-19 4%

(Per Cent)
1860 1870 1880 1890 1500 1906 1911 1G22 1929 1939 1945
(1) (2} (3) () (5) (6) (1) (8) (9) (10) (03)
N, - - L. Preferred Stock
Rzilroads . . . . . 10 10 18 12 10 9
Fublic Utilities . . . . . 26 28 23
Cther . . . . . 2 3k 32 L7
. Cormon Stock 1l

nrilroads . . . . . 23 35 26 L 3
Public utilities . . . . . 1 19 12 3 5 b
NP ! . . ,
R i i s T 1tk
Pzilroads 22 27 27 58 45 33 45 L 20 14 12
fublic Utilities | 13 20 28 32 27
Otrer J 78 73 73 ha 53 51 35 43 52 5k 61

1Through 1906 mostly bank stock.

Source:

Cols. 1 - 5 L.Zartmann, Life Insurance Investments, p. 1l4.

Cols. 2 - 11 Procecdings of 44th lMceting of Life Insurance Association of America, p. 42.

LS
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d. Property [nsurance Compaines

Until well into this century property insurance companies (i.e.,
until the turn of the century, predominantly fire and marine com-
panies and later also casualty companies) were the only group of
financial institutions which held a substantial proportion of their
total assets in corporate stock and for which corporate stock consti-
tuted one of the most important, and indeed in most years the most
important assets, next to corporate bonds. The relative prominence of
corporate stock in the portfolios of property insurance companies may
be explained on the one hand by the freedom from investment limita-
tions which determined the structure of assets of other insurance com-
panies and many other institutional investors; and on the other hand
by the fact that their liabilities were mostly of an intermediate length
so that liquidity considerations werc not dominant and not only cur-
rent yields but long-term chances of appreciation could be given con-
siderable weight in investment policies.

As far back as 1860 fire and marine insurance companies held nearly
one-fourth of their total assets in corporate stock, primarily in a di-
versified portfolio of bank stocks which accounted for seven-eighths of
their entire stock portfolio (Table 2-11). This concentration probably
was due, as in the case of mutual savings banks, to the high quality of
bank stocks and to the absence of large corporate issuers in other indus-
tries except the railroads. At that time fire and marine insurance com-
panies held approximately 1 percent of all corporate stock outstand-
ing in the United States. However, because of their concentration on
bank stocks the share of property imsurance companies in total bank
stocks outstanding was of the order of 3 or 4 percent and was con-
siderably higher 1n the case of banks in the eastern states. The share
of bank stocks declined rapidly from about one-fifth of total assets in
1860 to 6 percent in 1880 and 5 percent in 1900, but that of railroad
stocks advanced from only 2 percent in 1860 to 4 percent in 1880 and
shot up to nearly 20 percent in 1900. As a result the proportion of cor-
porate stock in the portfolio of fire and marine companies had in-
creased to fully one-fourth by the turn of the century, after a drop
to not much over one-tenth in 1880, but their share in total corporate
stock outstanding had fallen to about three-fourths of 1 percent,
reflecting the rapid rise in stock issues during the last fourth of the
nineteenth century.
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Table 2-11

Stockhnoldings of Property Insurance Corpanies, 1860-1952

1 T T T :
AL i Prof, | Cormaon All } Pref. [ﬁCcnmon A1l i Prof. ‘Com::gmnAll stocik--
Net ',)
T mll. P.,c. of assets P.ce of outstendings '
@ 1 ® 1 3 ® () 1 8 GERNCO RS2
Fire ard Harins Cemmanies
1860 18 . . 22,8 . . 1.50 . .
1880 .25 . . 11.5 . . +50 . .
1900 106 25 81 25.7 6.1 19.6 76 1 86 74
[
Fire, Marine and Casualty Companies N
1900 122 29 93 25,7 S.1- 19.6 © .88 1.00 .85 .
i
1912 231 bs 186 23.5 4.6 18.9 N 58 W52 1069
1922 370 95 275 16.0 L 11.9 L9 73 b 139
1929 1,511 276 1,235 32.7 6.0 26.7 81 Lol 7 €25
193¢ 1,457 330 1,127 30.5 6.9 23.6 1.46 2.41 1,30 270
1945 | 2,15 483 1,932 31.8 6.4 25.5 1.65 3.60 | 155 450
1952 | 4,320 800 3,520 25.9 5.0 21.9 1.97 4.98 | 1.73 600

1Period ending at date indicated.
Source:
1860,1880 Based on rcports of 14 large companies in 1860 and 31 companies in 1880

1900-1945 A Study of Saving, I, 553, 555, 545-46 .
1952 Studics in the Mational Balance Sheet, Vol. TT, pp. 102 ff.

69
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The share of corporate stock in the total assets of property insurance
companies did not show a definite trend throughout the current cen-
tury, although it was, of course, influenced by stock price fluctuations.
At most benchmark dates between 1900 and 1952—with the exception
of 1922—the share was in the neighborhood of 25 to 30 percent. The
most pronounced increase occurred during the 1920’s as a result both
of heavy net purchase and the then pronounced rise in stock prices. It
is remarkable, however, that property insurance companies also added
substantially to their stock portfolios during the 1930’s, when some
other institutional investors reduced theirs. As a result the share of
property insurance companies in total corporate stock outstanding in
the United States increased from a low point of one-half of 1 percent
in 1922 to about 114 percent in the late 1930’s and 2 percent in 1952.

During most of the period preferred stock constituted between one-
fourth and one-fifth of the total stock portfolio of property insurance
companies. Within the common stock portfolio the predominance of
bank stocks gave way beginning around the turn of the century to the
accumulation of a fairly diversified portfolio, although the holdings
of bank and insurance company stocks continued to represent a higher
proportion of the total portfolio than corresponded to their share in
the total volume of corporate stock outstanding in the United States.
Since preferred stocks constituted a considerab%y larger proportion of
the stock portfolio of property insurance companies than of total cor-
porate stock outstanding their share in all preferred stock outstanding
was fairly substantial, reaching 5 percent in 1952.

e. Inwestment Companies

Investment companies in their varied forms (management-closed-
end companies; open-end companies now often called mutual funds;
fixed and semifixed investment trusts; and face amount installment
contract investment companies) were of negligible importance until
the early 1920’s. After hectic growth during a few years and stagna-
tion between the early 1930’s and the end of World War IT investment
companies started on a second and this time sustained period of
growth in the late 1940’s, the emphasis now shifting from closed-end
management investment companies, which had predominated in the
1920’s and from fixed trusts, which had been of some importance dur-
ing the 1930’s, to open-end management companies (see Table 2-12).

All important types of investment companies—with the exception of
face value contract companies—have always invested the bulk of their
assets in corporate stock (see Table 2-13), and during the last two
decades have become an important factor in the market, as they were
temporarily during the late 1920’s. In 1929 the corporate stocks held
by investment companies accounted for slightly more than 1 percent of
all stock outstanding in the United States, and this ratio was main-
tained through the 1930’. Beginning with World War II the share
of the stockholdings of investment companies in total outstandings
increased continuously, although with different speed, and beginning
with the early 1940’s 1t reached 3 percent by 1952.
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Table 2= 12

Stockholdinas of Investment 00mpanieﬁ,l 1922-1952

Value of Share in Net2

Holdings Assets Stocks Purchases

"¢ mill, outstanding, $ mill,

pexcent
(1) (2) 3 4
1. All Stocks

1922 693 69.0 0.0S
1929 2,189? 74,6 1.17 1,99
1939 1,204 85.5 1.20 396 .
19454 1,977% 82.4 1.35 -28
19458 2,906 79.9 1.98 -
1952 6,553 84.8 3,00 1,360

) : 2. Preferred Stock )
1922 12> 1 .09 12
1929 1914 6.5 .99 166
1939 723 5.1 .53 -103
1945A 201" 8.4 1.49 158
194538 250 6.9 1.86 —_
1952 290 3.7 1.81 40

3. Common Stock

1922 57° 57.0 0.09
1929 1,998% 68 1.19 1,825
1939 1,1324 80.4 -3 499
1945A 1,776% 74.1 1.33 -186
19458 2,656 73.0 .99 —_
1952 6,293 81.1 3.09 1,320

lExcluding investment holding company and unclassified
company, Christiana Corporation classified until 1939 as invesinent
holding company, but as regular investment company beginning 1943,

2Period ending with year indicated.

3Closed end investment companies only

4 Excluding face amount installment companies; where
no breakdown available assumed allocation 90% common, 10%
preferred.

Source:

Cols, 1-3 1922-1945A A Study of Saving, I, p. 559 ff.
1945B-1952 Studies in the HNational Balance Sheet
II, p. 168-69 (coverage is wider tnar for
1922-39),
Col. 4 1923-1945 A Study of Saving, I, p. 545-46.
Studies” in the llational Balance Sheet,

I1, 422-23
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Common stocks have always dominated the portfolio of investment
companies. The share of preferred stocks was :Lp]proximately 7 percent
until the Iate thirties, but then declined to less than 4 percent in 1952.
Among common stocks the proportion of railroads declined, in line
with the development of the relative supply and price of this category,
from approximately one-seventh of the total stock portfolio in the
1920’s to 5 percent since World War IL. Public utility shares consti-
tuted, except during the late 1930’s, between one-tenth and one-sixth
of the total stock portfolio and represented a somewhat higher propor-
tion of the investment companies’ holdings of preferred stock alone.
Stocks of financial institutions accounted n 1952 for about one-tenth
of the total stock portfolio—a ratio probably not much different from
that prevailing earlier—leaving approximately three-fifths to indus-
trial stock. Up to the mid-1950’s foreign stocks, then almost all
Canadian companies, were unimportant, except for a short period in
the late 1920%s. Partly as a result of federal regulation beginning in
1939 and partly as a reflection of the policies of most management
investment companies—although, of course, not of management hold-
ing companies, which are not regarded as financial institutions in this
report—the stock portfolio has been fairly widely diversified among
individual issues.”

17 For the situation up to 1936 see U.S. Securities and Exchange Commission, Investment
Trusts and Investment Companics, 1939, Part II, Chapter 8; for the 1950’s and the then
dominating mutual funds see A Study of Mutual Funds prepared by the Wharton School of
Finance and Commerce for the Securities and Exchange Commission, 1962, Chapter IV,
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Table 2-13

Stockholdings by Diffeven:i Types of Investment Companies

1922-1952
Closed Open Fixed & Face
end cnd semi-fixed| amount Total
cos. cOS . trusts inv. cos.
(1) _{2) (3) (k) (5)
A. Value ($ mill.)
1922' 69 - - o} 69
1929 1927 109 153 2 2191
1939 648 k70 g6 12 1216
1945A 816 1022 79 4o 2017
10458 1810 1050 . L6 2906
.. 1952 3110 3k00 . 73 6533
. B. Percent of Total Assets
1022 69.0 - - z.C 62.7
1929 73.0 81.3 93.3 3.8 73.3
1939 82.7 B8.3 23.5 6.8 76,8
1945A 83.4 80.7 96.3 17.9 76.9
19458 | 6.2 82.7 . 17.7 80.1
1952 94,8 85.2 » 15.0 8.9

Sources: Cols. l-h. 1922-45A A Study of Soving, I 559 f£F.

19L5B-52 Studies in the Nationel Balance Sheet,
II, pp. 168.
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f. Private (Uninsured) Pension Funds

Private pension funds, whether administered by a commercial
bank’s trust department, as most, of them are, or by independent trus-
tees, were of very small importance among financial institutions or as
owners of corporate stock until after World War IT (Table 2-14).
Thus, in 1945 the total sharcholdings of private pension funds,
amounting to less than $300 million, constltuted only one-tenth of their
total assets and accounted for only one-fifth of 1 percent of all cor-
porate stock outstanding. In the following two decades, however, the
growth of the assets of pnvmte pension funds has been spectnculm as
Ias the increase in the absolute and relative importance of their stock-
holdings.

Ahewdy in 1952 the stockholdings of private pension funds of nearly
$2 billion, the result primarily of Tieav y net purchases during the pre-
ceding decmde, accounted for about one-fifth of the funds’ total assets
and leplesented nearly 1 percent of all corporate stock outstanding.

The importance of private pension funds is even slightly more
marked if attention is limited to common stock, since the proportion
of preferred stock in their total stock portfolio has been declining
from about one-third at the end of World War II to about one-fifth
in 1952. Even though the share of preferred stocks in the total port-
folio of private pension funds has been falling, the proportion of all
preferred stock outstanding in the United States held by private pen-
sion funds increased from “about 0.7 percent in 1945 to more than 2.5
percent in 1952.
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Table 2-1k

Stockholdings of Private Pension Funds, 1922-1967

—
: Share of Share of
Share of outstanding Net preferred
Value total assets stock purchases stock in (1)
$ mill, p.c. p.C. $ mill, p.c.
(1) (2) (3) (4) (5)
1922 18 20.0 0,02 13 .
1929 100 20.0 0,05 . 58 .
1939 210 20.0 0.21 51 .
1945 289 10.8 0.20 246 32.5
1952 1964 20.6 0.89 1700 21.1

lPeriod ending with date indicated (first pecriod covers 1920
to 1922).

Source:
Cols., 1, 2 1922-1939, Financial Intermediarics, p. 371.

1945,1952 Studics 1In the tlational Balance Sheet,
Vol. II, p. 178

Col. 4 1922-1945 A Study of Saving, I, p. 545.
1946-1952 IFlou of FundGgs f.ccounts, 1945-1967, p. 71

Col. S5 1945, 1952 Studies in the National Balance Shecet, Vol.
IT, pp. 178, 179.
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g. Other Financial [nstitutions

The stockholdings of other financial institutions have been too
small throughout the period to warrant separate discussion, either
because of the small size of the institutions (e.g., savings bank life in-
surance departments) or because of the very small percentage of corp-
orate stock held (e.g.,savings and loan associations; government pen-
sion funds), or because of the special character of the holdings (e.g.,
the holding of stock in Federal Home Loan banks by member savings
and loan associations), or because of the special and temporary charac-
ter of the stock held (e.g., the holdings of certain government lending
organizations during the 1930’s), or because of a combination of these
factors resulting in a very small volume of corporate stock held not-
withstanding a not negligible size of either the institution or of the
share of corporate stock in its assets (e.g., fraternal order life insur-
ance and health insurance organizations). The available figures on
the stockholdings of these miscellaneous financial institutions are
shown in Table 2-15 which also indicates the share of corporate stock-
holdings in the institutions’ total assets.!®

18 Information on holdin%s between 1945 and 1958 for some of these minor institutions
is provided in Studies in the National Balance Sheet, Vol, II: state and local government
pension funds, pp. 160-61; fraternal order life and health insurance organizations, pp.
188-91; savings bank life Insurance, pp. 192-93.



Teble 2-15 .

Stocknoldings of Miscellaneous Finencial Institutions, 1929-19'521

T

L9

Security | Savgs. Fraternzl- [State & |Savings
Agencies brokers | bank Group crders locel and Govt. P.c. of
of foreign angd life lhealth life .jpersion | loan lending total cut-
banks dealers insur.| insur. insur. funds |assnz.2? |instits.[Total standing
(1) (2) (3) (k) (5) (€) (1) &) (9) {10)
I. Al Stecks
1939 . 1 . 1 . b1 . 816 . .
1945 17 -1 204 1 By 50 T2 325 795 | 0.5k
1952 34 378 1 T. 3k 120 309 bk 977 0.45
II. Percent of Assets
1939 . . 3.13 . .92 . .76 8.36 .
1945 2.00 | 5.93 1.65 | 2.22 2.61 | 1.32 .82 1.00 | 1.53
!
1952 3.00 9.54 .76 1.78 3.73 1.61 1.37 .15 | 1.hy
. | .'
lIioldings before 1929 were negligible.,
2Stock of Federal jlomc Loan banks.
Source:
1939 Pinancial Intcrmediaries, pp. 369 ff.

1945, 1952 Studics in the Ilational i3alance Sheet, Vol II. pp. 160 £f,
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h. Personal Trust Departments of Commercial Banks

The personal trust departments of commercial banks and trust com-
panies have always administered larger stockholdings than all other
financial institutions taken together. Thus at the turn of the century
the stockholdings administered by personal trust departments secem to
have been ncarly twice as large as those of all other financial institu-
tions, and this ratio was apparently maintained without very marked
changes until World War TI1.° Tt was only in the late 1950's that the
aggregate stockholdings of all other financial institutions began to
approach the size of the stocks in the personal trust funds administered
by commercial banks, and only in the mid-1960’s did the former deci-
sively pass the latter. In making this comparison it must, of course, be
kept in mind that while the other financial institutions are in full
control of their stock portfolios, this is not the case for the stocks ad-
ministered by the personal trust departments of commercial banks,
since the trust instrument often limits the power of management, al-
though these limitations seem to have been substantially relaxed in
recent decades. Even then the personal trust departments of com-
mercial banks are, of course, bound by the principles which govern
the activities of trustees and hence did not have, at least until the
more liberal interpretation of these obligations in recent years, as
much freedom in the portfolio management of their trusts and estates
as some other financial institutions, particularly property insurance
companies, investment companies, and uninsured pension funds.

Corporate stock apparently always has constituted an important
proportion of the total value of personal trust funds administered by
commercial banks, partly because corporate stocks bulked heavily in
many of the large estates that were entrusted to personal trust de-
partments, Rough estimates indicate that the proportion of corporate
stock in the total value of personal trust funds administered by com-
mercial banks rose from about one-fifth at the turn of the century
to two-fifths between the 1950’s (Table 2-16). Very little is known
about the structure of these portfolios, but it may be assumed that
apart from a relatively small number of very large estates the admin-
istering commercial banks have tended to establish diversified port-
folios of usually high-grade common stock. Preferred stocks accounted
for only approximately 4 percent of the stock portfolio in 1958 2° but
the share was undoubtedly considerably higher before World War IT.

A ————

0 Because of the scarcity and limited reliability of data and the absence of compre-
hensive statlstics on the assets of personal trust departments before the late 1950’s, all
findings for earlier periods must be tentative.

20 Thig is the first year for which a comprehensive survey of personal trust funds was
undertaken by the American Bankers Assoclation (cf. J. H. olfe, Report of National
Survey of Pcrsonal Trust Accounts, mimeo). The figure for 1952 should have been on
the order of 6 to 8 percent.
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Table 2~16

Stockholdings Adainistercd by Persenal Trust Devarvments of
Coumercial Benks and trust Companies, 1900-1952

Sharé in
Value Ascets of Stock. Share of pre-
¢ mild, P, T. F, Outstanding ferred stock
per cent in (1)
(1) (2) (3) (h)
1900 600 20,0 b.3 .
71912 | 2,450 35.0 6.5 .
1922 6,300 35.0 8.3 18.3
"1929 | 12,600 k2.0 6.8 .7
1939 | 12,950 37.0 12.9 o
1945 | 18,000 L0.0 12.3 .
1952 25,000 [ h1.7 11.h .

Source:

Cols. 1,2. 1900-1952 Financial Intermediaries. p. 384

Col, 4 1922,1929 N, G. Riddle, The Investment Policy
of Trust Institutions (1934), p. 14;

figures based on a small sample of
accounts.
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Since the custom of entrusting the administration of estates and
trusts to specialized departments of commercial banks and trust com-
panies originated only late in the nineteenth century there is little
doubt that the proportion of total common stock outstanding in the
United States administered by these departments increased substan-
tially over the first thirty years of this century. The rise may have
been from a level of about 5 percent of all stock outstanding at the turn
of the century to one of the order of one-tenth in the 1930’s and 1940’s.
In recent years the growth of the stock portfolio administered by the
trust departments of commercial banks does not seem to have kept
full pace with the increase in the value of all corporate stock out-
standing since the proportion in the mid-1960’s, when the figures are
much more reliable, was somewhat below one-tenth.

More is known about the small part of the personal trust funds which
is administered by commercial banks as common trust funds, i.c., the
commingled funds of many trustors which are too small individually
to justify separate management. These funds are more similar to other
financial institutions since they constitute separate legal entities—
they most nearly resemble open-end investment companies—though
participations in them are not marketable.
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Table 2=17

Stockholdings of Common Trust Funds, 1929-1952

Share in Share in
Value of total stock
holdinzgs assets outstanding
$ mild per cent
(1) (2) | (3)
Io All Stock
1929 2 5T.1 006
19039 25 50.0 .025
1945 70 46.7 047
- . 1952 579 52. 6 .264
II. Preferred Stock
11929 6 28.6 .031
1939 9 18.0 .066
1945 28 18.7 .208
1952 138 12.6 859
III. Common Stock
1929 6 28.6 .00k
1939 16 "32.0 .019
1945 L2 28.0 032
1952 441 40,1 217
Source:
1929-1952, Financial Intermediaries, p. 386
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Common trust funds, started in the 1920’s, have always been small
compared to the personal trust funds administered by commercial
banks on an individual basis. Even in 1952 after substantial growth in
the postwar period, their assets equaled less than 2 percent of individ-
ually bank-agministered personal trust funds. Common trust funds, in
the portfolio selection of which the administering banks enjoy con-
siderable freedom, have since their introduction kept about one-half
of their assets in a diversified portfolio of corporate stock, the share
rising to over three-fifths in the late 1950’s, a ratio then corresponding
to the average for individually bank-administered personal trusts
(Table 2-17). As with other financial institutions, the proportion of
preferred stocks in the total stock portfolio has declined sharply, from
over one-half in 1929 to less than one-fourth in 1952.

2. Investment Advisers

The stockholdings subject to the investment management or advice
of investment advisers—firms that may engage in this activity alone
or combine it with investment banking, security brokerage, or publi-
cation of financial services—are similar to the stockholdings adminis-
tered by personal trust departments of commercial banks in that for
practical purposes the holdings are managed not by the beneficiary
individual, nonprofit, or corporate owners but by the adviser. They
are different in that legally no trustee relationship exists, the adviser
may have a profit-sharing contract, and the securities generally are not
kept physically with the manager but by a bank or other financial
institution.

There is practically nothing known in quantitative terms about
stocks under investment advisory management, and they are there-
fore excluded from all statistics used here. It may be estimated that in
the mid-1930’s total funds administered by investment advisory orga-
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nizations were in the order of $5 billion, of which stocks probably
constituted the majority. However, fully one-half of the total were
funds of other financial institutions, which must be eliminated to avoid
duplications. Individuals’ funds administered by investment counsel
firms seem to have been of the order of $1.5 billion.?* At that time,
therefore, the stockholdings managed by investment advisers were
very small compared to stocks in personal trust departments or held
there directly by financial institutions. The rapid growth of stock
under the management of investment advisers undoubtedly occurred
only after World War II and in particular during the 1960’s.

6. The Stockholdings of All Financial Institutions

Taking here as given the the total assets of financial institutions,
the determinants of which were discussed in sections 2 and 3, we
need to survey the trend of three ratios: (1) the ratio of financial in-
stitutions’ stockholdings to their total assets; (2) the ratio of stock-
holdings of all financial institutions to the value of all corporate stock
outstanding; and (3) the ratio of net purchases of stock by all financial
institutions to total new issues of corporate stock during the same
period. The first ratio reflects portfolio policies of financial institutions
within the constraints provided by regulation and differential price
movements among financial assets, particularly the difference between
movements of stock prices and of claims of different types. The second
and third ratios provide an indication of the role of financial institu-
tions in the market for corporate stocks.

o These estimates are based on data from 51 investment counsel organizations replying
to a questionnaire and reported funds administered of nearly $4 billion, assuming that they
accounted for the bulk of the 394 forms then operating. (See Securities and Exchange
Commission Investment Counsel. . . . Services, 1939, pp. 8-9.)
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Table 2 - 18

Financial Institutions' lloldings of Corporate Stock, 1860-1952

($ million)

)

Comm, | Mutual] Life P}op. Priv. | Inv. | Comm, | Total Pers. | Total
Banks{ Svngs.| Ins, | Ins. [Pens. | Cos. | Trust {(1)-(7) | Trust
Banks Cos. cos, Funds Funds Funds
1) (2) 3) (4 ) (6) AN (8) ¢)] (10)
I. All Stock
1860 10 18 i 28
1880 30) 40 25 95
1900 | 103| 43° 62 | 122 1,330 600 | 1,930
1912. 284 41 84 231 640 | 2,450 3,090
1922 401 | 48 75 370 18 69 981 | 6,300 | 7,281
1929 | 1,009} 77 352 | 1,511 | 100 [2,189 12 5,250 | 12,600 | 17,850
1935 4731 136 568 | 1,457 | 210 [1,204 25 4,073 | 12,950 { 17,023
1945 220 166 |1,000 | 2,415 | 289 [1,977% 70 6,137 | 18,000 | 24,137
1952 150 336 2,450 | 4,320 11,964 l6,580 ) 579 | 16,379 | 25,000 | 41,379
1860 10
1880 30| 40
1900 103| 43 54 93 293
1912 284 | 41 72 186 583
1922 401 48 59 275 n%| sz 851
1929 | 1,009| 77 97 | 1,235 602 1,998 6 4,482
1935 473 ] 136 133 | 1,127 | 12621132 16 3,143
1945 220 | 166 180 | 1,932 | 195 |1,776" 42 4,511
1952 150 | 335 960 | 3,520 [1,550 {6,200 [ 441 | 13,247
. IIX. Preferred Stock | ] } 77

1860
1880
1900 8 29 37
1912 12 45 ) 57
1922 16 95 7 12 130
1929 255 276 402 191 6 768
1935 435 330 842 72, 9 930
1945 820 483 94 | 2014 28 1,626
1952 1,490 800 414 | 290 138 3,132
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1Excluding stock of Federal Reserve Bank.

2Drcakdown of preferred and common stock: 40% of total =
preferred; 60% of total = common.

3An alternative fiqure (83) has been estimatecd based on figures

for six main states {(New York, Massachusetts, Connecticut, Maine,
New Hampshire; and Rhode Island) taken from reports of their bank
supervisory authorities. :

4Alternative figures (250 for preferred stock and 2,650 for
common stock) can be found in Studies in the National Balance
Sheet, pp. 168-69

53-940 O - 71 - pt,6 - 6
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Table 2 - 19

Assets of Financial Institutions,

1860-1952
Comny| Nutual | Life | Prop, | Prive | Inve | Comm.,} Total | Pers. | Total
Lanks’| Svncs. | Ins, | Ins. | Pens.|{ Cos. | Trust| (1)=(7) | Trust
Banks | Cos.| Cos. | Punds| . Funds
(1) @ D] W) 1€)) €6 @) (8) 9 (10)
I. All Stock
1840 1,20 1 2.30] 22.8¢
1000 | 110 | 4.52 | 1.50( 11.50
1570 1.03 | 1.77 | 3.56| 25.68| 2.25 | 20,00 S5.27
1912 1.30 | 1.02 { 1,91/ 23,50 g . 2.05 | 35,00] 8.08
1922 .84 .73 | ,87] 16.02] 20.00] 69,00 1.50 | 35.00| s.88
1929 1.52 478 | 2.01] 32.65| 20,00 74.56 | 57.14| 5.16 | 42.00| 13.69
1939 J71 | 1,15 | 1,94] 30.45] 20.00( 85.51 | 50,00 3.55 | 37.00] 11.46
1045 J1% | . w98 | 2,23f 31.83) 10,77} 82.46 | 46.67{ 2.61 | 40.00] 8.68
1952 +08 | 1.33 | 3,30/ ,26.87 20,62} 84.7y | 52.64| 5.06 | 41.67] 10.83
' IXI._Cormen Stock
1900 | 1.03 | 1.77 | 3.10| 19.58 1.66
1912 1.30 | 1.02 | 1.63 18.92] . 1.53
1922 .84 .73 | .68{ 11,01 12,22| 57.00 1.02
1929 1.52 .78 | .55] 26.69] 12.00| 68.05 | 28.57]|. 3.40
1939 | .71 1,15 [ .45 23.55} 12.00{ 80.40 | 32.00| 2.10
1945 a4 | .98 | 40 25.46] 7.27| 74.06 | 28.00 1.61
1952 .08 | 1.33 | 1.29| 21.89] 16.28| 81.06 | 40.09] 3.45
. 1900 46 611 .21
1912 (027] 4.58 .15
1922 v.8] 41| 7.78) .12 .16
1929, 1.46] 5.96| 8.00| 6.51 | 28.57 .58
1939 1.49] 6,90 8.00| 5.11 | 18.00 .62
1945 1.83| 6.37| 3.51| 8.38 | 18.67 .59
1952 2,01] 4.93] 4.35] 3.74 | 12.55 .82

1I:xcluding stock of Federal

Reserve Bank.
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a. The Share of Corporate Stock in the Assets of Financial
Institutions

Table 2-18 shows that the share of stock in the assets of the various
types of financial institutions has fluctuated considerably over the past
century and without close synchronization among the different groups.
This diversity reflects developments specific to individual groups of
financial institutions. An example of this diversity is provided by the
decline in the share of stockholdings in the assets of life insurance com-
panies early this century and in the reduction of the proportion of
stocks in the assets of commercial banks and personal trust funds dur-
ing World War I. One important trend, however, is common to vir-
tually all groups of financial institutions, namely, the considerable rise
in the share of corporate stock in total assets during the 1920’s and
after World War I1. Both movements reflect net purchases of common
stock as well as increases in their price. Thus the share of corporate
stock in total assets rose between 1945 and 1952 from 2.3 to 3.3 percent
for life insurance companies; from 11 to 21 percent for private pension
funds; from 40 to 42 percent for common trust funds; and from 0.8 to
1.3 percent for mutual savings banks (sce Table 2-19). These are the
harbingers of much sharper increases in the following fifteen years
that will be discussed in Chapter 3. In 1952, however, the share of cor-
porate stock in total assets was still below the level at the turn of the
century for commercial banks, mutual savings banks, and life insur-
ance companies and hardly above that level for property insurance
companies. In these important branches of financial nstitutions, the
previous peak ratio was not passed until the mid- or the late 1950’s; in
the case of commercial banks this had not yet happened even in the late
1960’s.

If the balance sheets of all financial institutions are combined (but
personal assct departments are excluded), the share of corporate stock
in total assets declined from 21/ percent in 1900 to 114 percent in 1922,
and by 1952 had only partly recovered to 3 percent, disregarding the
temporary peak of 414 percent in 1929. It is only during the last
fifteen years that levels never before observed have been reached.

b. The Share of Stockholdings of Financial Institutions in
Total Corporate Stock Outstanding

The movements in this ratio in Table 2-20 are similar to those in the
ratio of corporate stock to the total assets of financial institutions.
Excluding personal trust funds the share declined from about 314
percent in 1860 to 214 percent at the turn of century, mostly because
of the relatively slow increase in the holdings of commercial banks
and property insurance companies. The ratio fell further, to slightly
more that 114 percent, in 1912, partly reflecting the reduction of stock-
holdings by life insurance companies and only modest increases by the
other groups in the face of a sharp rise in the volume of corporate
stock issues. It was only the sharp increase in the net purchases of cor-
porate stock during the 1920’s, induced by the stock market boom then
prevailing, which brought the share of financial institutions in total
corporate stock outstanding back to 3 percent in 1929. Continuous pur-
chases during the 1930’s and World War II in the face of low stock
prices and a very modest volume of new stock issues raised the share
to nearly 5 percent in 1945.
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Table 2 - 20
The Share of Financial Institutions in Total Stock Qutstanding, 1860-1952
(percent)

Comm. , | Mutual Life | Prop.| Priv.| 1Inv.| Comm, | Total Perg. | Total
Banks™ | Svngs. | 1Ins, In:a.2 Pens. | Cos.{ Trust [(1)-(7)| Trust
Banks Cos. Cos. Funds Funds Funds
(oY} (2) 3) (4) (5) (6) (0] (8) 9 (10)
I, All Stock
1860 (1.30) : 1.50
1880 (. 60) .98 .50
1900 74 31 .45 | .88 2,38 | 4.32 6.70
1912 .75 .1 220 .61 1.69 | 6.45 8.14
1922] .53 | .06 g0 | a9 02| .09 1.29 | 8.28 | 9.57
1929 .54 .04 191 .81 | .05 | 1.7 .01 2.81 | 6.75 9.56
1939 47 14 .57 | 1.46 | .21 |1.20 | .03 6.08 | 12,93 | 17.01
1945 .15 .11 .68 | 1.65 | .20 | 1.35 .05 4,19 | 12,27 | 16.46
1952 .07 .15 1.12 | 1,97 | .90 | 3.00 .26 7.647 | 11,39 | 18.86
II. Common Stock
1900 9% .39 49 | .85 2,67
1912 .94 14 24 1 .61 1.93
1922 .64 .08 091 .44 02| .09 1.36
1929 .60 .05 06 | .74 .04 | 119 .01 2.69
1939 .55 .16 A5 | 30 b .15 | 1.3 .02 3.64
1945 .17 12 214 1 1,45 .15 |1 1.33 .03 3.39
1952 .07 17 a1 [ 13| .76 | 3.09 22 | 6.5l
III. Preferred Stock '

1900 - - .28 | 1.00 1.28
92| - - 16 | .58 74
1922 ' - - .12 .73 .05 .09 -l .19
wef - | - 1.33 | 166 | 21| 99 | .03 f 4,00
1939 - - 3.18 | 2,41 ] .61 | .53 .07 6.80
1965 - - 6.0 | 3.60 | .70 | Lav | .21 12,10
952 - - 9.28 | 4.98 [ 2.58 | 1.81 .86 | 19,51

Note: Figures in parentheses are rough estimates.
Excluding stock of Fedcral Reserve Bank. -

‘Until 1880 only fire and marine companies.

,
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The real take-off in the ratio, however, started in the late 1940°s and
lifted it to more than 7 percent in 1952, a movement which was to
double the ratio in the following fifteen years. This sharp increase
reflected first the rapid growth in the total assets of financial institu-
tions that concentrate their portfolios in corporate stocks, chiefly
private pension funds and investment companies, and secondly the in-
crease in the share of stock in the assets of other large financial insti-
tutions, particularly life and property insurance companies.?

If the rough estimates now available can be trusted, the ratio of
stocks held in personal trust funds to total stock outstanding followed
a movement which was most of the times in a direction opposite to that
for the other institutions, rising from the late nineteenth century to
1922 but falling after World War I1. As a result the share of all finan-
cial institutions, including personal trust funds, in total corporate
stock outstanding fluctuates less than either of the two components.
The share appears to have increased from 314 percent in 1860 to about
10 percent in 1922; to have remained at that level during the 1920’s;
and to have increased sharply again 11 to 17 percent, at the end of the
1930’s and also at the end of World War I1. Even with the necessary
reservations about the estimates for the stockholdings of personal trust
funds it is evident that the sharpest increase in the share of all finan-
cial institutions’ holdings in total stock outstanding occurred from
about 1880 to 1920 and during the Great Depression and World War

The character of the stockholdings of financial institutions and their
ratio to total stock outstanding, however, changed during this century.
Up to World War I the stockholdings of financial institutions were
concentrated in bank and railroad stocks and represented a substantial
proportion of the total amount of such stock outstanding in the United
States. In the postwar period the stockholdings of financial institu-
tions have been more diversified. Another difference, and one of very
significant economic importance, is that up to the Great Depression
these stockholdings were largely attributable to upper wealth and
income groups, primarily holdings through personal trust funds. In
contrast in the postwar period the stockholdings of financial institu-
tions may be regarded to an increasing extent—but probably to not
more than one-half if stock administered by personal trust depart-
ments and investment advisers are included—as indirect holdings of
individuals in the lower and particularly the middle income and
wealth groups through insurance companies, pension funds, and in-
vestment companies.

Preferred stocks have always represented only a relatively small
part of the total stockholdings of financial institutions and their
movements in relation to the total volume of preferred stock out-

2 All estimntes of the share of finapcial institutions in the market value of corporate
stock outstanding should be regarded as minlma since some of the original figures, particu-
larly those for some of the institutions with relatively small stock holdings, reflect book
rather than market ‘'values. The resulting understatement, however, is not sufficient to
affect substantially elther the level or the movement of the estimates of the share for the
aggregate of all financial Institutions.

It also should be noted that the shares would be higher—during most of the period by
about one-fourth—if the stockholdings of financial institntions were compared to total
corporate stock outstanding excluding intercorporate holdings, a procedure that could
be Justified by the fact that most intercorpornte holdings are not available for acquisition
by financial institutions. The ratios would, of course, be further raised—and substantially
so—Iif following the same argument the stock of closely held corporations would also be
excluded from the denominator.
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standing in the United States have been generally similar to those
observed for all stocks. Thus the share declined from 1900 to 1922,
but sharply increased during the remainder of the 1920’s and during
the 1930’s. Differing from the case of common stock, however, the
share of financial institutions’ holdings in total preferred stock out-
standing continued to increase during World War II. The share, now
again paralleling the case of common stock, although in a less spec-
tacular fashion, further increased in the 1950’s and 1960’s. As a
result, the share of financial institutions in total preferred stock out-
standing increased very sharply from only 1 percent in 1922 to 19
percent in 1952. Thus the level of the share of financial institutions
In the total value of stock outstanding has been considerably higher
for preferred than for common stock since 1912. One of the reasons
is the relatively moderate volume of new issues of preferred stock
and the absence of a sharp price rise such as occurred in common
stock, both factors which have resulted in a much slower increase
in the value of preferred stock outstanding than in the total assets of
financial institutions.

These conclusions based on data excluding personal trust funds
have to be modified if an attempt is made to take account of the pre-
ferred stockholdings of these funds. If we assume, on the basis of
scattered indications, that at the turn of the century about one-third
of all stocks held in personal trust funds. were preferred issues and
that the ratio declined to about one-fifth in 1929 and dropped sharply
to about one-twentieth in 1958—the last figure being fairly well docu-
mented—the share of preferred stock held by all financial insti-
tutions including personal trust funds would have risen from a
negligible fraction in 1860 to about 8 percent in 1900, doubling to
about 16 percent in 1929, and again doubling to about 32 percent, in
1958. These figures, rough as they are, indicate a sharp increase in the
share of preferred stock held by financial institutions, an increase
occurring almost continuously throughout the last century and pro-
ceeding at a level considerably above the share of their holdings of
common stock. For example, the share of financial institutions in
the total volume of stock outstanding in 1958 was close to one-third
for preferred stock, but in the neighborhood of only one-fifth for
common stock. In 1929 the share for preferred stock with about one-
sixth was even approximately twice as high as that for common stock;
the difference in 1900 although smaller was still substantial.

Institutional holdings of corporate stock are concentrated in secu-
rities listed on the New York Stock Exchange. In 1949, for example,
approximately seven-eighths of stockholdings of the main financial
institutions, excluding personal trust departments of commercial
banks, consisted of issues listed on the NYSE, while the share of stocks
so listed in all corporate stock issues outstanding in the United States
was only slightly 1n excess of one-half (Table 2-21). As a result, about
814 percent of the stock listed on the NYSE was held by financial
institutions, compared to 614 percent for all corporate stock out-
standing. If seven-eighths of the stock portfolios administed by per-
sonal 4rust departments consisted of issues listed on the NYSE then
all financial institutions at the end of 1949 would have held nearl
one-third of all stock listed on the NYSE against a share in total st,ocK
outstanding of slightly less than one-fifth.



81

Table 2-21

Institutional Holdings of All Stocks and of Stocks Listed on

the Mew York Stock LExchange, As of End of 1949

Anounts Share in Stock Ouistunding
Stocks Stock
Al listed All listed
1 _stocks on NIYSE siocks on IYSE
$ vit per  eend

(1) (2) (3) (%)

Coustercial banks 0.151 . O.IOJ .
Mutual savings banks 0.16 0.2 0.11 0.3
Life insurance cos. 1.72 1.1 1.7 1.4
Other insurance cos. 2.15 1.7 1.46 2.2
Corvorate 0.75 0.5 0.51 0.7
Other private ension . 0.0 . 0.0
State & loc. gov. . 0.0 . 0.0
Federal governnent unds - —— —— ———
Open-end ) investment (1.60) 1.h } 2,44 1.8
Closied endjcompenics (2.00) 1.6 2.1
Common trust funds 0.25 0.0 0.16 0.0

Personal trusti dopis. 20.00 . 13.60 .

Total, including} Persop.28. 7¢ . 19.55 .
Total, excluding | Trust] 8.78 6.5 5.5 8.5

' - F‘md .

Note: Fipures in parentheses are rough estimates.
lﬁxcludinn stock in Federal Reserve Ranks.
2Probab1y neplicible.

Source:

Col. 1 Financial Tntermediaries, Annendix A (mimeosranhed).

Col. 2 eu York Stock Exchange Research Report, January 1970

Col. 3 Col. 1 divided by $137.3 billion (Studies in the Mational Dalance
Sheet p. 51).
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No similar figures are available for earlier dates, but it may be
assumed that the concentration of the stockholdings of financial insti-
tutions in issues listed on the NYSE since World War I was not
much different from the 1949 relationship. In the nineteenth century
and the beginning of this century the ratio probably was lower because
of the large share of bank stocks in institutional stock portfolios.
(At that time, however, a considerable number of bank stocks were
still listed on the NYSE.) Since the share of stocks listed on the NYSE
increased from less than two-fifths in 1900 to about one-half in 1952
(if intercorporate holdings are excluded the rise was from about 45 to
over 60 percent)?® the difference between the share of institutional
stockholdings in all corporate stock outstanding and in listed stock
was more pronounced in those earlier periods than it is now.

¢. The Share of Net Purchases of Stock by Financial Institu-
tions in Total Net New Issues of Corporate Stock

The most spectacular movement in the share of financial institutions,
however, is observed if it is measured by the ratio of institutions’ net
(cash) purchases to total net issues of corporate stock, i.c., the net
addition to the supply of corporate stock resulting from cash offerings.

From the turn og the century, when the first estimates can be made,
through World War II the share of net purchases by financial insti-
tutions in total new issues of corporate stock was never above 15
percent for any of the six periods distinguished. There were, how-
ever, considerable differences among these periods. The share of net
purchases by financial institutions was relatively high, viz., on the
order of one-seventh of the total, for the periods 1897-1900, 1923-1929,
and 1940-1945. The explanation is obvious for the 1920’s: the appear-
ance of investment companies as a new, important institutional buyer
of corporate stocks and the sharp increase in the level of purchases,
in this case mostly of preferred stock, by life insurance companies.
During World War II total new issues of stock were so small that
even very modest absolute net purchases by financial institutions,
actually limited to preferred stock, produced a share of financial insti-
tutions in total net 1ssues that was fairly high in historical perspective.

For the entire period from 1897 to 1945 net purchases by financial
institutions were equal to a little less than one-tenth of total new issues
of corporate stock.

A dramatic change occurred immediately after the war. Already
in the 1946-1952 period net purchases of stock by financial institutions
eiualed nearly two-fifths of total net new issues, again only a harbinger
of the jump to 100 percent during the following fifteen years. This,
of course, is the outstanding structural change in the role of financial
institutions in the market for corporate stock in the postwar
period, and as such will be discussed in more detail in the following
chapters.

® See Goldsmith, Financial Intermediaries, Appendix ¥ (mimeographed).
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Studies in the National Balance Shcet, II, 422-23,

Teb 222
Not Purchases of Corporate Stock by Finoncial Institutions 1897-1952
Net purcheses by
Total Kutual | Iife Property Invest-! A1 Fin. Insis,
Year net Comm. savings !insur:mca insur. Pension ment $ mile % net
issues banks banics I cOS. coS, funds cos. issues
(1) (2) 3 W (5) (6) (?7) (8) (9
I. A1} Stock
1897-1900 8L 55 =5 15 > - - a5 12,1
1501-1912 7198 171 -2 22 109 - - 300 b2
1913-1922 10727 115 7 ~9 139 13 13 278 2.6
1923-1929 23501 623 29 240 625 58 1954 3569 15.2
1939-1939 656+ | -535 59 228 270 51 396 L69 7.1
15°10-1945 4349 1 -326 30 165 k50 256 -28 537 12,3
15%44-1952 12700 . 100 1300 600 1700 3360 5060 39.8
IX. Proferred Stock
189751900 69 - - 2 13 - - 1 2
1501-1912 1014 - - L 16 - - 2£5> g.o
1%13-1922 2965 - - 4 50 5 12 71 2.4
19?3-1929 7911 - - 206 180 24 166 576 7.3
1950-1939 1806 - - 183 75 23 <103 178 10.0
15%0-1945 2013 - - - 131 150 120 158 559 27.8
Ll Common Stocle
1897-1900 512 55 =5 13 41 - - 104
1901-1912 6s | 17 2 13 9 - - 280 2
‘16131922 wé | 11s 7 -13 89 8 1 207 2.7
1923-1929 15590 623 29 3 ihs 3L 1828 2993 19.2
?.930-19}9 k758 ~535 59 b5 195 28 499 291 6.1
19:0-1945 336 | -326 30 % 300 126 -186 -22 -0.9
Source:
1897-1949 A Study of Saving, I, 493-96, 545-46
1946-1952 Federal Rescrve Board - Flow of Funds - 1945-1967, p. 60 ff.
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The difference between the period before and after World War 11
would be somewhat less dramatic if it were possible to include the
net purchases of corporate stock, or more correctly the addition to
the holdings of corporate stock excluding valuation changes, by per-
sonal trust funds, although often and possibly in most instances not
by cash purchases but by transfer of previously personally held blocks
of stock on the occasion of the death of the owner or the establish-
ment of a trust fund while he was still alive. These purchases (or
transfers) would considerably raise the ratio of institutional acquisi-
tions to total net issues of corporate stock during the first four decades
of this century, but would increase them relatively little during the
1950°s and 1960’s. As a result the increase in the ratio of acquisitions
of corporate stock by financial institutions on this broader basis
would gg less pronounced than if the ratio is limited, as in Table 2-22,
to the net cash purchases by financial institutions.

For the entire period from 1897 through 1949 (separate figures for
the two types of stock are not available for later years) the share of
net purchases by financial institutions was about the same for preferred
as for common stock—about one-eighth. There are, however, substan-
tial differences in some ‘periods (particularly 1897-1900, 1923-1929,
and 1940-1945) which can be followed in Table 2-21.

The distribution of the ratios of stock to total assets among the
different types of financial institutions is bimodal. At the one extreme
are a few types of financial institutions for which stocks, and particu-
larly common stocks, constitute the most important single type of asset
and account for the majority, and often for two-thirds or more, of total
assets. This category has always included investment companies and
common trust funds and now also embraces private pension funds. In
the case of property insurance companies, stocks accounted for less
than half of total assets—the average for the period 1880 to 1930 was
about one-third—but were the largest single asset. The situation of
personal trust funds has been similar.

At the other extreme some financial institutions, and just the
largest ones in terms of total assets, show only a very small proportion
of total assets in corporate stock—say, less than 5 percent—so that the
performance of the stock portfolio cannot decisively affect the finan-
cial position of the institutions. Commercial banks, mutual savings
banks, savings and loan associations, credit unions, finance companies,
life insurance companies, and (until the 1950’s) state and local pension
funds belong in this category. In some of them the share of corporate
stock in total assets has fluctuated considerably over the last fifty
years and has tended to increase during the postwar period. There
is no group of financial institutions in which stocks ordinarily
constitute a secondary but important asset.

6. The Economic Stgnificance of Institutional Stockholdings

The economic significance of the holdings of common stock by
financial institutions has two main aspects. The first is the supply of
e(}uit;y funds to nonfinancial corporations embodied in the purchase
of their stock by financial institutions. Supply may be direct when the
financial institution acquires newly issued stock of nonfinancial cor-
porations. It may be indirect and partial when financial institutions
buy outstanding corporate stock and thus either set free part of the
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proceeds for reinvestment in new corporate stock, the proportion de-
pending on the reactions of the sellers, or induce a rearrangement of
the portfolios of the sellers in the direction of a reduction of corporate
stock and an increase in other investments. The second economically
relevant aspect of the holdings of nonfinancial corporate stock by
financial institutions is their function as an outlet of funds of these
institutions, and the effects of this use of funds on the institutions’
current earnings and capital gains and, at one degree removed, the
effects on the rates the institutions are able to pay to attract savings
and on their policy with regard to other uses of their funds.

a. As Suppliers of Equity Capital

Although direct evidence is almost entirely lacking nevertheless the
straightforward influence of financial institutions through acquisition
of stock of nonfinancial corporations appears to have been small with
only a few exceptions. One of these is the purchase of bank stocks by
life insurance companies, property insurance companies, and mutual
savings banks during the second half of the nineteenth century. That
such an influence is possible, though it cannot have been decisive, is
indicated by the fact that in 1880 fully 5 percent and in 1900 about
8 percent of all bank stock outstanding were held by financial institu-
tions, excluding the personal trust departments of banks. Another,
and more important, exception is the.case of preferred stock, where
probably a considerable part of new issues was absorbed by financial
mstitutions beginning with the 1920, as the net purchases of institu-
tions were equal to a considerable fraction of new issues. A less im-
portant exception is the purchase of industrial stocks by investment
companies during the 1920’s, which may have included a significant
amount of recent issues.

To evaluate the role of financial institutions in the market for out-
standing corporate stock we may use the proportion of shares out-
standing and shares traded, as both figures probably are little affected
by transactions in new issues. It is then rather unlikely that until the
1950’s financial institutions can have had a major role, since their
holdings never exceeded 5 percent of total corporate stock outstanding
until the end of World War IT, mostly in the hands of life insurance
companies, property insurance companies, and investment companies,
all of which invested in a diversified portfolio of large, heavily capital-
ized companies. Because of concentration on the stocks on certain “blue
chips,” the proportion of financial institutions’ holdings may, however,
have been sufficiently large in a few cases to constitute an important
factor in the market.

Detailed information of this type is limited to investment com-
panies. In 1935 investment companies (excluding investment holding
companies) owned slightly more than 5 percent of the common stocks
of the 86 largest corporations traded on securities exchanges.?* Their
share, however, was as high as 15 percent for Missouri-Kansas-Texas
Railroad, 13 percent for B-M-T and United Light and Power B,

M SEC. Investment Trusts and Investment Companies, Part II, pp. 725 ff. At that time
fnvestment companies’ holdings of common stock were equal to about 40 percent of all
institutional holdings excluding and 7 percent including common stocks in portfolios
administered by personal trust denartments, excluding in both cases stock in Federal
Reserve banks held by commercial banks.
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11 percent for American Gas and Electric, and 9 percent for Pacific
Gas and Electric and Pacific Lighting. But in most of the largest com-
panies (such as American Telephone & Telegraph, Dupont, General
Motors, Pennsylvania and New York Central RaBroads, Standard Oil
of New Jersey, and U.S. Steel), the proportion was considerably lower,
averaging about 2 percent.

In 1952 open-end investment companies held 214 percent of all
stocks listed on the New York Stock Exchange, but only 114 percent
of a sample of 30 very large companies, although they accounted for
over 4 percent of trading in these stocks on the exchange.?® If the other
institutional investors with diversified portfolios—closed-end invest-
ment companies, property insurance companies, private pension funds,
and common trust funds—distributed their stock portfolio in the same
way as open-end investment companies, the aggregate holdings of all
these financial institutions would have been equal to about 3 percent
of the amount outstanding. The proportion, however, was consider-
ably higher in a few open-end-company favorites, e.g., 10 percent in
Goodrich, 9 percent in Central and South West, and 6 percent in
Goodyear. On the other hand, the proportion was below 1 percent for
Standard Oil of New Jersey, General Motors, Dupont, and American
Telephone and Telegraph.2®

Another piece of evidence on the influence of transactions by financial
institutions is the share of a group of large institutions (together ac-
counting for about one-sixth of all institutional common stockholdings
but nearly one-half of institutions other than personal trust depart-
ments) in the trading in 25 leading stocks on the New York Stock
Exchange in 1953-1955.2” For the 25 stocks together the reporting
institutions (other than the few reporting personal trust funds) ac-
counted for a little over 5 percent of exchange trading in the 34 months
ending October 1955. Their share, however, was as high as 23 percent
for Sears Roebuck, 22 percent for Southern California Edison, 15 per-
cent for General Public Utilities, 13 percent for Pacific Gas, 12 per-
cent for American Can, CIT Financial, and United Gas, 11 percent
for Goodyear, and 10 percent for Atchison. While it is obvious that
for these and similar stocks the activities of financial institutions may
have substantially influenced prices it does not follow that they had
a more marginal bearing on the equity financing of these companies
as most of them offered little if any new stock.

The situation is different for the stocks administered by the personal
trust departments of commercial banks. From the fourth quarter of
the nineteenth century to World War IT, stocks held in these funds
have risen continually and substantially, finally accounting for over
one-eighth of all corporate stock outstanding. These holdings, how-
ever, gave financial institutions much less direct and indirect influence
on portfolio companies, on the market for corporate stock, and on the

: ?gg, Algltludy 0o} Mutual Fundes, pp. 168-69.
p. .
1 7.8, Joint Beonomic Committee, Institutional Investors and the Stock Market. (84th
Congress, 2nd Session, 1956.) pp. 86f.
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economy in general than direct holdings of similar size would have,
because most of the blocks of stocks held in personal trust funds were
the result of transfers at or before the death of the owner rather than
of purchases in the open market, and because the turnover of the stock
portfolios in personal trust funds after original transfer seems to have
been moderate. Nevertheless, it is probably true that until World War
IT the influence of financial institutions on the market for corporate
stock through ownership or management of such stocks (and thus ab-
stracting from the effect of loans on securities by commercial banks)
probably lay more in the administration of large stockholdings by the
trust departments of commercial banks than in the stock portfolios di-
rectly owned by other financial institutions. i

Although the share of financial institutions (excluding personal
trust departments) in corporate stock outstanding remained moderate
unti] the postwar years, two significant long-term movements may be
discerned within this period of nearly one century. The first is a de-
cline in the share of financial institutions’ holdings in total corporate
stock outstanding from the late nineteenth century to the early 1920’s;
the second, the rapid increase in the two following decades. In fact, the
increase from not much over 1 percent of total corporate stock out-
standing in 1922 to nearly 5 percent in 1945 is relatively much larger,
although considerably smaller in absolute terms and in percentage
points, than the further increase in the twenty years after World
War II.

b. As Outlets for Financial Institutions’ Funds

Turning to the effects of the stockholdings of financial institutions
as an outlet for their funds a distinction must be made between two
groups of institutions. For the first, corporate stock provides a sub-
stantial or even the major part of assets and hence of earnings and
net worth (at market prices) and indirectly strongly affects the attrac-
tion of the institutions to investors. These institutions therefore are all
strongly influenced by or even dependent on the performance of the
stock portfolio. This 1s the case primarily for investment companies,
the funds administered by personal trust departments of commercial
banks, and private pension funds. It is true also, although less de-
cisively, for property insurance companies. In all these cases, except
for investment companies, the importance of the stock portfolio has
been increasing since the 1930’s and particularly since World War II.
For the other types of financial institutions stockholdings have been
so small, in proportion to total assets, at least until 1952, that the
performance of the stock portfolio could exercise only a minor influ-
ence on the institutions’ earnings, net worth, and attractiveness. This
is the case particularly for commercial banks, mutual savings banks,
savings and loan associations, credit unions, and finance companies,
but it is true also of life insurance companies and state and local
government pension funds.



CHAPTER 3

THE POSITION OF INSTITUTIONAL INVESTORS AND OF CORPORATE STOCK
IN THE NATIONAL BALANCE SHEETS AND THE FLOW-OF-FUNDS AC-
COUNTS OF THE UNITED STATES OF AMERICA, 1952—68

1. Scope and Limitations of Data and T'heir Analysis

The purpose of this chapter is to provide an overview of the struc-
ture and development of the balance sheets and flow-of-funds accounts
of the main financial and nonfinancial sectors of the American economy
during the years 1952-1968. This overview centers on corporate stock
among assets and on financial institutions among sectors, and is in-
tendeg to furnish a background for the more detailed studies of insti-
tutional investors’ activities in the stock market during recent years
which are being made by the Securities and Exchange Commission’s
Institutional Investors Study.

Because of the limited amount of time available for this study and
because the basic framework of statistical data—the balance sheets
and flow-of-funds statements for 1952-1968—could be completed only
shortly before the date on which the report had to be submitted to the
SEC, it has not been possible to subject the data to a substantial
amount of analysis. A few attempts in this direction are made in parts
of Chapters 4 and 5, but these are based essentially on data available
before the material used in this chapter was assembled. The limitation
to annual data, of course, precluded any detailed analysis of the effects
of business cycles. The emphasis, therefore, was put on trends and
structural changes.

Because of the limitations of time and resources noted above, and
because of the unavailability of the extensive additional data which
were collected by the Institutional Investors Study while this study
was in progress, the latter necessarily had to be based essentially on
existing statistical data insofar as financial assets were concerned, al-
though a large part of the estimates of the level and changes in the
stock of tangibl% assets—better known in their total for all sectors
as national wealth—was developed specifically for this study.

The estimates of the market value of reproducible tangible assets
and of their value in constant (1958) prices follow the perpetual in-
ventory method, which has become accepted in this field in the postwar
period, and were linked to existing estimates for 1952.! These esti-
mates are explained in Appendix I. For most types of nonreproducible
tangible assets (i.e., land) a new set of estimates were developed which
is described in Appendix II. These figures are subject to substantial

but indeterminate errors of estimation, as are all estimates in this
field.

1918?' W. Goldsmith, The National Wealth of the United States in the Postwar Period,

(88)
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Financial assets outstanding and annual flows were essentially de-
rived from the latest version of the Federal Reserve Board’s flow-of-
funds statistics.2 However, new estimates were developed for two non-
financial sectors that are not shown separately in past flow-of-funds
statistics and for a few types of financial institutions which also are
omitted from previous statistics.?

The elimination of the holdings and transactions of these groups
makes the new “household” sector considerably more homogeneous
than the old one. Unfortunately it was not possible, due to lack of
available data and of time and resources needed to develop new data,
to eliminate holdings of and transactions in financial assets of a few
nonprofit institutions, particularly churches and hospitals. It is felt,
however, that the holdings and transactions of these groups are rela-
tively small, particularly in the case of corporate stock. More serious
for the analysis of the market for corporate stock is the inability to
separate funds administered by nonbank trustees and by investment
advisers, funds which are supposed to be of substantial size particular-
ly in the latter case.

The new more narrowly defined “household” sector still includes
more than 60 million households and unattached individuals with a
wide range of income and wealth and with very different structures
of balance sheets and of stock portfolios. An attempt, therefore, has
been made, which is described in Appendix V, to allocate the total as-
sets and liabilities of the household sector among about half-a-dozen
groups classified by total wealth, using estate tax returns and occa-
sional sample surveys of financial assets and liabilities of households
as the basis of the allocation. These estimates are necessarily very
rough, but they are important for an understanding of the capital
market, and they deserve further development.

Of the groups for which balance sheets and flow-of-funds accounts
were developed for this study, using partly existing and partly new
data, five (personal trust departments, common trust funds, mortgage
companies, closed end, etc., investment companies, and fraternal in-
surance organizations) were added as new subsectors to the existing
subsectors of the financial institutions sector. Together these five
groups in 1968 accounted for about 15 per cent of the assets and nearly
one half of the stockholdings of all financial institutions, represented
mostly by the assets of personal trust departments. With the addition
of these five groups all financial institutions with substantial stock-
holdings during the postwar period are included in the statistics save
Investment advisers, who in 1969 administered for individual clients
about 2 per cent of all corporate stock outstanding or about one-tenth
of stock owned or administered by financial institutions covered by
the statistics.

The figures for the stocks and flows of financial assets are also sub-
ject to errors of estimation the size of which cannot be precisely

2 This version is very similar to the figures published in Flow-of-Funds Accounts 1945—
1967 (Feb. 1968), Pederal Reserve Bulletin, Nov. 1969, p. A 7T0ff; and Flow of Funds . . .
§th Quarter 1969 (Feb. 1970), but embodies a number of minor revisions.

- ; Fox;l dfsuﬂs see Chapter I. The derivation of these estimates 1s described in Appendices
an .
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evaluated. These errors are particularly important in the case of the
household sector because of its derivation as a residual. In order to im-
prove the estimates of households’ holdings of corporate stock, new
estimates which are described in Appendix VII were prepared of the
total market value of all corporate stock outstanding in the United
States. A new estimate, described in Appendix I, was also made of cor-
porate bonds outstanding, but it is stilll) a very tentative one. The need
for such a revised estimate is indicated by the fact that the residual
between the previous estimate of the value of corporate and foreign
bonds and the reported market value of the holdings of these securi-
ties by all sectors other than households—a residual measuring the
holdings of corporate and foreign bonds by households (it is not as
yet possible to separate the two components reliably) —was negative
in some years, indicating cither an underestimate of the amount out-
standing or an overestimate of the holdings of other sectors.

Estimates of the flows (net purchases or sales) of long-term claims,
particularly of marketable bonds, are subject—as already has been
pointed out in Chapter I—to the shortcoming that they are derived as
the difference between the book value of holdings at the beginning
and end of the year, which usually is equal to original cost or close to
it. In this method of calculation, realized capital gains and losses, as
well as the less common write-ups or write-downs, are included in net
purchases or sales. Fortunately the amounts of capital gains or loss-
es realized when claims were sold, or of write-ups and downs, which
have the same distorting effect on calculated flows, probably were
relatively small during the postwar period, at least until 1965 when
the sharp increase in interest rates and the corresponding fall in the
prices of long-term claims started.

2. Main Characteristics of National ond Sectoral Balance Sheets and
Flow-of-Funds Accounts in the Postwar Period *

a. Growth of National Wealth

When putting the essential features of the national balance sheet
of the United States during the period 1952-1968 into historical per-
spective, a few conclusions emerge, starting with the real infrastruc-
ture of tangible assets, which is sammarized in Table 3-1.

(1) The average rate of growth of reproducible wealth per head in
constant prices %excluding land, to which the concept of deflated
values is difficult to apply) for the 17 years 1952-1968 of 2.2 per cent
is substantially higher than the rate of 1.7 per cent observed for the
period 1901 through 1929, but is slightly below the rate of 2.5 per cent
for the second half of the nineteenth century. By this test therefore,
the rate of growth of the real infrastructure of the United States in
the postwar period was in line with the trend over the preceding hun-
dred years.

4When Chapter 3 was written the final version of the figures shown in Appendix I
was not available and preliminary estimates had to be used in some cases. Therefore,
occasfonal discrepancies, mostly minor ones, exist between the figures of Chapter 3 and
the corresponding figures of Appendix I.
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Table 3-1

Dictribution of Growth of Renroducible Tanaible Civilian Wealth

Amonz Increases in Population, Price Level and Real Wealth per Head, 1850-1968

Rate of Growth of Reproducible Share in Growth of Total
Tangible Health Reproducible Tangible Wealth
11952 1930 1901 1851 1952 1930 1901 1851
to to to to to to to to

1968 | 1951 | 1929 | 1900 | 1968 | 1951 | 1929 | 1900
) ) ) (€Y (%) (6 ) (8

1. Nonmilitary wealth
current values 6.00 5,05 5.91 5.20 100.0 100.0 100.0 100.0
2. Population 1.55 1.10 1.62 2.40 | "25.9 21.8 27.4 46.5
3. Wealth per head 4,45 3.95 4.29 2.80 74.1 78.2 72.6 53.8
4, Price level 2.30 3.50 2,62 0.30 38.3 69.3 44.3 58
5. Real wealth
per head 2.15 0.45 | 1.67 2.50 35.9 8.9 28.3 48.1
6. Real wealth 3.70 1.55 3.29 4,90 61.7 30.7 55.7 94.2
Sources: Lines 1, 6 1952-1968 Appendix I,
1929-1952 R. W. Goldsmith, The National Wealth of the
United States in the Postwar Period (1962), p.114
1850-1929 Op. cit. p. 37
Lines 2 Statistical Abstract of the U.S.
Lines 3 Col. 1 less col. 2
Lines & 1850-1929 As for Cols, 1 & 6
1929-1968 Difference between lines 3 and 5
Lines 5 Col. 6 less col, 2
Lines 6 © col. S plus col. 2

53-940 O ~ 71 - pt.6 - 7
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(2) Shifts within the real infrastructure during the postwar period
were relatively small if measured in constant prices as in Tables 3-2
and 3-3.° The main changes are the increase in the share of consumer
durables from 9 to nearly 12 per cent, and a small decline in the share
of residential structures and inventories. These tendencies were similar
in direction to shifts occurring during the first half of the century.
There was no continuation, however, of the sharp decline in the share
of nonresidential structures and the substantial increase in the share
of producer durables observed in the earlier period. Similarly there
was no major shift between the private and public sectors of the
economy, although the share of the public sector increased slightly.

(3) In terms of current values and of aggregate rather than per
head values, terms which for financial analysis are probably more
important than the figures based on deflated values that have been
used in the preceding paragraphs, there was a significant shift in favor
of land, reflecting the more rapid rise in land prices than in the prices
of other durable assets (Tables 3-4 and 3-5). This is contrary to past
experience in which the share of land in total national wealth declined
rapidly, mainly because of the reduced importance of agriculture in
the economy.

(4) The average price level of reproducible tangible assets rose by
approximatelfr 2.3 per cent per year, or only slightly less than the 2.6
per cent of the period 1900-1929 and considerably less than the 3.5
per cent of the period of the 1930’s and 1940’s. All these rates were
far above the only very small increase experienced over the second
half of the nineteen century as a whole.

8 The figures for the years 1968, 1960, and 1952B are not strictly comparable to those
for 1952A, 1929, and 1900 because of the difference in the price bases and because of differ-
ences in the methods of estimation (particularly the assumed length of life) and in the
exact coverage of the various components of reproducible wealth. Such differences are
particularly marked in the estimates for consumer durables. Comparisons for the
entire period should therefore be made by linking changes within the two subperiods.
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Table 3-2

The Reproducible National Wealth of the U.S. and its Main Components
1900-1968

Constant prices; $ bill.

1968 1960 1952B§ 1952A 1929 1900

1958 Prices 1947/49 Prices

MW @ |3 (4) (5) | (&)

L. Structures 1179| 894 | 642 | 480 | 384 | 146
1. Private, residential 5311 426 308 251 200 76

2. Private, non-residential 290 213 156 135 139 60

3. Public, non-military 3581 255 178 94 45 10

II. FEquipment 554 |, 359 257 225 118 43
1. Private, prod. durables 285 192 147 106 60 21

2, Private, cons. durables 227 140 95 116 57 22

3. Public, mon-military 42 27 15 3 1 0

III, Inventories1 2041 143 125 98 64 32
IV. Reproducible wealth 1937|1396 (1024 803 566 | 221

1Including livestock.

Sources: Cols. 1 to 3 Appendix I.
Cols. 4 to 6 Goldsmith, The National Wecalth of the U.S. in the
Postwvar Period, 1962, p. 119/20.
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Table 3-3

¢

Distribution of the Reproducible National Wealth of

the U.S., 1900-1968

Constant prices; per cent

I
11968 [ 1960 {1952B | 1952A ] 1929 | 1900
1958 Prices 1947/49 Prices
1 | @ |3 (4) (5) | (6)
I. Structures 60.9}64.0| 62.7| 59.8| 67.9| 66.0
1, Private, residential 27.4130.5130.2} 31.3| 35.3] 34.3
2. Private, non-residential] 15.0)15.3 | 15.2| 16.8]| 24.6| 27.2
3. Public, non-military 18.5(18.3 | 17.4| 11.7 8.0 4.5
II. Equipment ' 28.6]25.7 | 25.1| 28.0| 20.8| 19.5
1. Private, prod. durables’: 14.7{13.81 14.4| 13.2| 10.6/ 9.5
2. Private, cons. durables : 11.7[10.0] 9.3| 14.4| 10.1! 10.0
3. Public, non-military 2.2] 1.9 1.5 0.4 0.2{ 0.0
III. Inventories 10.5]10.2  12.2] 12.2 11.3] 14.5
IV. Reproducible wealth 100.0 100.0 {100.0 | 100.0{ 100,0|100.0

1Including livestock.

Sources: Cols 1 to 3 Appendix I.
Cols 4 to 6 Goldsmith, The National Wealth of the U.S. in the
Postwar Period, 1962, pp. 127-28.
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Table 3-4

The National Wealth of the U.S. and its Main Components, 1900-1968

Current values; $ bill.

1068 | 1960 | 1952 | 1929 | 1900
1) 2 3) %) (5)

I, Land 716 413 200 113.5 31.0

1. Private, agricultural 153 93 67 38.0 16.1

2, TIrivate, non-agricultural 419 241 98 60.2 10.9

3. Puvlic 144 79 315 15.3 4.0

II. Structures 1536 925 577 189.9 34.9

1. Private, residential 696 446 282 95.9 17.4

2. Private, ron-residential 362 217 142 70.6 15.5

3. Public, non-nilitacy 479 261 153 23.4 2.0

III. Equipment 611 368 228 80.6 12.6

1. Private, producer durables 330 200 ;126 37.8 6.4

2. Private, consumer durables 234 141 90 42.2 6.1

3. Public, non-military 47 27 12 0.6 0.1.

W. Inventoried 216 147 111 38.0 9.9

V. Honetary mectals 11 18 23 4.8 1.6

VI. Net foreign assets 50 25 14 12.4 -2.3

VII. National wealth 3141 1895 ! 1153 439.2 87.7

VIIL. Reproducible wealrh 2425 14821 953 { 395,21  s6.7

1Including livestock

Sources: Cols. 1 to 3 Line I Appendix II

Lines II-VI Appendix 1

Cols, 4 and 5 Goldsmith, The National Wealth of the U.S. in the

Postwar Period, 1962, pp. 117/118.
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Table 3-5

The National Wealth of the U.S. and its Main Components, 1900-1968

Current values; per cent

1068 | 1960 | 1952 | 1929 | 1900

1) (2) (3) %) (5)
I. Land 22.8 21.8) 17.3 25.8( 35.3
1. Private, agricultural 4.9 4.9 5.8 8.7 18.4
2, Private, non-agricultural 13.3 12.7 8.5 13.7] 12.4
3. Public 4.6 4.2 3.0 3.5 4.6
II. Structures 48.9 48.8] 50.0 43.2] 39.8
1. Private, residential | 22.2 23.5) 24.5 21.81 19.8
2. Private, non-residential 11.5 11.5] 12. 16.1§{ 17.7
3. Public, non-military 15.3 13.8] 13.3 5.3 2.3
I11. Equipment 19.5 19.3; 19.8 18.4| 14.4
1. Private, producer durables 10.5 10.5{ 10.9 8.6 7.3
2. Private, consumer durables 7.5 7.4 7.8 9.6 7.0
. 3. Publiec, non-military 1.5 1.4 1.0 0.1 0.1
V. Inventsrieg' | 1 6.9 7.8 9.6 8.7, 11.3
V. DMonetary metals 0.4 0.9 2.0 1.1 1.8
VI. Net foreign assets 1.6 1.3 1.2 2.8 ~-2.6
VII. National wealth 100.0 100.0! 100.0 100.0: 100.0
VIII. Reproducible wealth . 77.2 78.2. 82.7 74.21 64.7

1Including livestock

Sources: Cols. 1 to 3 Table 3-2
Cols, & and 5 Goldsmith, The National Wealth of the U.S. in
the Postwar Period, 1962, pp. 125/26.
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(5) As a result the increase in the current value of total repro-
ducible tangible wealth of 6 per cent per year was practically the same
as that experienced in the period from 1900-1929, and it was only
slightly higher than the rates prevailing from 1929 through 1952 and
during the second half of the nineteen century.

(6) Distribution of the total rate of increase of the current value of
reproducible tangible assets from 1952-68 was very similar to that ob-
served in the 1900-29 period, population increase accounting for fully
one-fourth, the price ﬁ)evel for approximately two-fifths and the re-
maining 30 to 35 per cent representing an increase in real wealth per
head. The distribution was, however, quite different in the second half
of the nineteen century when price rises contributed very little while
population increase accounted for almost one-half of the growth in
the current value of reproducible tangible wealth ; or in the 1930’s and
1940’s when sharp price increases contributed over two-thirds, and less
than one-tenth of the rise in total current value was contributed by an
increase in real reproducible tangible wealth per head.

b. The Growth of Financial Assets

(1) The situation is rather different in the case of financial assets,
the relevant figures for which are shown in Table 3-6. In this case
there are considerable changes both in the average rate of growth be-
tween the four periods distinguished and in the relative share of the
three components in the aggregate rate of growth of the current value
of financial assets. As in the case of the real infrastructure, a substan-
tial similarity exists between the two periods 1952-68 and 190129, and
both these periods differ considerably from the periods 1930-51 and
1850-1900.



Growth of Financial Assets in U.S.A., 1900-1968

Table 3-6

All — Clainms Corporate Stock
Financial All Against Against financial All i i
Assets¥ Non-financial Secctors S Institutions IFinancial . Others
: All Federal Other All1% Bankin Other” Institut-
Covernment System ions
(1) (2) (3 4) 3) (6) @) (8) 9 (10) (11)
1968 3,917.4 2,791.2 11,509.0 333.2 1,175.8 §1,282.2{ 487.3 | 794.9 | 1,126.2 290.9 835.3
1960 2;000.4 1,555.5 889.4 263.4 626.0 666.1' 260.1 | 406.0 { 445.9 92.9 353.0
2 T
19528 1,161.5 971.8 567.0 243.7 - 323.3 | 404.8| 208.1 | 196.7 189.7 34.6 155.1
1952A 1,293.7 1,076.2? 615.3 278.6 336.7 458.97 270.3 | 188.6 219.5 25.0 194.5
1929 504.0 317.3" 204.5, 18.2 186.3 112.8 61.6 51.2 186.7 22.0 164.7
1900 58.7 44,8 30.6‘- 1.3 29.3 14.2 8.1 6.1 13.9 2.7 i1.2

1, . . - . . N
“xcluding proprietors’ equities in unincorporated business enterprises.

]

“y

Inciuding all investrent cerpanies, fraternal insurance organizations, and from 19528 on personal trust funds

ac=inistereé by cermmercial banks. (Rough estimates of personal trust funds for 1900, $3 billion; for 1929, $30

billion and $60 hillion for 1952A according to R. W.

since 1900, p. 384.)

vionntary authorities and commercial banks.

Goldsmith , Financial Intermediaries in the American LCconomv

4 s s :
Takern as equal to liabilities of all domestic sectors.

Scurces:

1900, 1929, 1952a,
19525, 1960, 1968,

Studies in the National Balance Sheet, 56/7, 72/3, 78/9, 100/101/

Appendix I.

86
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(2) In the postwar period 1952 through 1968, as in the first three
decades of the current century, the market value of financial assets
increased at an annual rate of nearly 8 per cent (Table 3-7). The rate
of growth of the value of corporate common stock was substantiall
above that of the rate of growth of claims in both periods, but the dit-
ference was more pronounced in the postwar period. The rate of ex-
pansion of claims, as a matter of fact, was about the same in both
periods with approximately 7 per cent per year. This rate also pre-
vailed during the second half of the nineteen century, but it was con-
siderably lower at 5 per cent in the 1930’s and 1940’s. On the other
hand, the average rate of growth of the value of corporate common
stock was slightly smaller in the second half of the nineteenth century
(not too much importance should be attached to this difference as the
amount of corporate stock outstanding was very small during the first
few decades of this period), but of course, it was radically lower in the
period 1930-51.

(3) It is only when account is taken of differences in the rate of
population growth and, in particular, in the rate of change in the
general price level that differences appear between the 1952-58 and
1901-29 periods, while those with the other two periods become even
more accentuated (Table 3-8). In particular the rate of increase in the
value of common stocks was considerably higher, with an annual av-
erage of 8 per cent in the period 1952-68, than in either of the other
})emods. The rate of %rowth of all financial assets (deflated per head)
however, with slightly over 4 per cent, was fractionally below that
observed during the second half of the nineteen century t{mough it was
considerably higher than that of the first three decades of this century
agd, of course, was far ahead of the rate prevailing between 1929 and
1951.



Table 3-7

Average Annual Rate of Growth of Financial Assets, 1901-1968

percent
.2 3
Claims Corporate Stock
Against Against Financial
All Non- financial Sectors Institutions All Financial] Others
Financigl{ All| All | Federal Other] All }Banking] Other Institu-
Assets Government System tions
(1) (2) | (3) (4) (3) 1 &) 1 (D) 8) |} (9) (10) (11)
1961-1968 8.8 7.6| 6.8 3.0 8.2 8.5 8.2 8.8 |12.4 15.4 11.4
1952B-1960 7.0 6.1 5.8 1.0 8.6 | 6.4 2.8 9.5 |11.2 13.2 10.8
1952B-1968 7.9 6.8} 6.3 2.0 8.4 7.5 5.5 9.1 |11.8 14.2 11.1
1930-1952A 4.2 5.4 4.9 12.6 2.6 6.3 6.6 5.9 0.7 0.5 0.7
1901-1929 7.7 7.0 6.8 9.5 6.6 7.4 7.2 7.6 ] 9.4 7.5 9.7
1901-1952A 6.7 6.31 6.0 10.8 4.8 6.9 7.0 6.8 5.5 4.4 5.6

1poes not include proprietors' e uities in unincorporated businesses.
prop q

2Face value.

3Market value.

Source:

Table 3-6.

<

3
4

001
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Table 3-8

Distribution of Growth of Financial Assets Amons Increase in Population,

Price Level and Deflated Assets per Head, 1850-1967

Rate of Growth of Assets Share in Growth of
(p.c. per ycar) Total Assets
1952 1930 1901 1850 1952 1930 1901 1850
1968 1951 1929 1900 1968 1951 1929 1900
(1) 2) 3) (&) (5) (&) (O] (8)
I. All Financial Assets
1. Market value 7.90 4,40 7.70 6.70 100 100 100 100
2. Population 1.55 1.10 1.62 2.40 20 25 21 36
3. Asscts per head 6.35 3.30 6.08 4,30 80 75 79 64
4, Price level 2.20 2.50 2.50 0 28 57 32 ]
5. Deflated gssets 4,15 0,80 3.50 4.30 53 18 45 64
per head 4
Deflated assets 5.70 1.90 5.20 6.70 72 43 68 100
‘1L Clatms
1. Market value 6.80 5.70 7.00 6.60 100 100 100 100
2., Population 1 1.55 1.10 1.62 2.40 23 19 23 36
3. Assets per Eead 5.25 4,60 5.38 4,20 77 81 77 64
4. Price level 2.20 2.50 2.50 0 32 44 36 0
5. Deflated gssetn 3.05 2.10 2.88 4.20 45 37 41 64
per head 4
6., Deflated assets 4.60 3.20 4.50 6.60 68 56 64 100
IXI. Corporate Common Stock
1, Market value 11.70 0.70 9.30 7.00 . 100 100 100 100
2, Population 1.55 1.10 1.62 2,40 13 157 17 34
3. Assets per head 10.15 ~0.40 7.68 4,60 87 «57 83 66
4, Price level 2.20 2.50 2.50 0 19 357 27 0
" Deflated gssets 7.95 ~2.90 5.16 4.60 68 -415 56 66
per head
6. Deflated assets 9.50 ~1.80 6.80 7.00 81 257 73 100

1For cols, (1) to (4) Line 1 less line 2
2Grosa national product deflator

3Linc 3 less line &4
ALine 1 less line 4

Sources: Cols. 1 and 5  Appendix I
Cols. 2,3,6,and 7 Table 3-6



Table 3-9

Structure of Financial Assets, 1900-1963

percent
2 3
All U 2 X- 7 .. S Corporate Stock
Financial All Against Asainst financial All i ) :
Assetsl | _.l_Yon-financial Seetors | ___ Institutions 4 ! Financtal | Others
ALl ] Federal Other All Banking , Other . Institue—
. Governnment System ; ions
1) c__(2) (€)Y “4) ) 6) a 3) D . (16) (€9))]
i
! |
1968 100.0 71,3 38.5 8.5 30.0 32.7 12.4 290.3 28.7 i 7.4 21.3
i (]
1960 100.0 77.7 44,4 13.2 31.3 i 33.31 13.0 20.3 22.3 g 4.6 17.6
19528 100.0 83.7 48.8 21.0 27.8 34.9 17.9 16.9 16.3 ! 3.0 13.4
19524 100.0 ; 83.0 47.6 21.5 26.0 35.5; 20.9 14.6 17.0 é 1.9 15.0
1929 100.0 63.0 40.6 3.6 37.0 22.4 12.2 10.2 37.0 ] 4.4 . 22.6
1900 100.0 76.3 52.1 2,2 49.9 24,2 13.8 10.4 23.7 4.6 19.1

¢0t

1 Cos N . ind < .

PDoes not include proprietors' equities in unincorpnrated businesses.
2 .

Face value

3
Market value

Source: Tahble 3-6
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(4) The process of a considerable secular and practically uninter-
rupted increase in financial assets has been accompanied by substantial
changes in the structure of financial assets (Table 3-9). The chief
characteristic is the increasing share of corporate stock from one-sixth
at the end of 1952 to nearly three-tenths in 1968 (and probably still
- one-fourth at the end of 1969). Among claims the share of the habili-
ties of financial institutions has remained practically unchanged at
approximately one-third of all financial assets. The decline in the
share of all claims is therefore concentrated on the liabilities of the
nonfinancial sectors whose share in total financial assets fell from
slightly less than one-half in 1952 to somewhat below two-fifths in
1968. Here the decline occurred mostly in the debt of the federal
government whose share in total financial assets declined sharply from
over one-fifth to only one-twelfth during this period. It should be
remembered, however, that at the end of 1952 relationships were still
affected by the extraordinary expansion of the federal debt during
World War II. Compared to 1929 or 1900 the decline in the share of
claims in total financial assets is concentrated in the liabilities of non-
financial sectors other than the federal government. This share stood
at 30 percent at the end of 1968 compared to 37 percent in 1929 and
to as much as 50 percent in 1900.

¢. Total National Assets

National assets, defined as the sum of tangible and financial assets,
increased, as Table 8-10 shows, between the end of 1952 and 1968 from
$2,300 billion to fully $7,000 billion (market value or reproduction
cost), or at an average annual rate of 71 percent. This was sub-
stantially above the average of 514 percent for the first half of the
century, and the 4 percent for the period 1930-52. It was higher,
though only slightly, even compared to the 614 percent for the first
three decades of the century.
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Table 3-10

The Growth of National Assets of the U.S., 1900-1968

Aggregate (§ bill.)

Per Head ($ 000)

End of National | Financial | National | National | Financial ; National
wealth assets assets wealth assets asscts
1) (2) (3) (4) (5 (6)
1900 88 59 147 1.1 .8 1.9
1929 439 502 941 3.6 4.1 7.7
1952A 1186 1294 - 2480 7.6 8.3 15.9
19528 1153 1162 2315 7.4 7.5 14.9
1960 1895 2001 3896 10.5 11.0 21.5
1968 3141 3917 7058 15;6 19.4 34.9

Source:

Tables 3-4 and 3-6
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If the increase in the current value of national assets is adjusted
for the increase in population and the decline in the purchasing
power of the dollar as measured by the national product deflator
(Table 3-11) it appears that the rate of increase in the postwar
period was considerably higher than in the first half of the century
as a whole and that it was slightly above even the rate prevailing
from 1901 through 1929. The more appropriate but much more diffi-
cult and problemqtlcal deflation by price index specific to the different
components of national assets—a deflation intended to transform the
current value figures into measurements of quantities—also seems to
indicate that the rate of expansion of national assets in the postwar
period was more rapid than it had been in either the first three or
five decades of this century.

d. The Financial Interrelation Ratio
More directly relevant to the connection of the financial super-
structure to the real infrastructure is the “financial interrelations
ratio,” the ratio of the total market value of financial assets to na-
tional wealth. The figures are shown in Table 3-12 for six benchmark
dates since the turn of the century (1900, 1929, 1945, 1952, 1960, and
1968) for all financial assets as well as for their main components
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Table 3-11

Rates of Growth of National Assets and Components

1952-68 vs. 1901-51

1
percent per year

1901-51 | 1952-68 | Difference

| 1 (2) (3)

I. National Assets in current prices ‘ 5.60 7.20 - 1.60

1. Tangible assets2 s 5.20 6.50 1.30

a. Reproducible tangible assets i 5.70 6.10 0.40

b. Land 3.80 8.30 4.50

2. Financial assets 6.10 7.90 1.80

a. Claims 6.20 6.80 0.60

b. Equities 5.30 11.80 6.50

3. Debt 6.30 6.80 0.50

4. Net worth "1 5,10 7.10 |  2.00

II. General price level 2.50 2,10 ‘ -0.40

III. Population 1.40 1.65 © 0.25
IV. National assets in constant (1929) !
priceson basis of general price !

level 3.10 5.10 | 2.00
V. National assets per head at constant }

price ) 1.70 3.45 l 1.75

VI. Financial interrelations ratio (I3:I1) 0.95 1.30 . 0.35
i

lCalculates on basis of value at beginning and end of period.
2Includes gold and nct foreign assets.
Sources: 1900-51 Studies in the National Balance Sheet of the U.S. Vol, I

p. 54, ff Vol, II p. 117 {f.
1952-68 Tables 3-4 and 3-7.
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All

Table 3-12

The Financial Interrelations Ratio, 1900-1968

percent of national wealth

o e _Clagms? ____Corporate Stocld

Financfal All Against Against financial All (1) i
Assets | Mon-finamcial Sectors ____. _ _ Institutions Financial , Others

All Federal Other All Banking | Other Institut-
Government System ions
(@) (2) 3 (4) (5) (6) [€D) 8) 9 (10) (11)
1968 124.7 88.9 48.0 10.6 37.4 40.8 15.5 25.3 35.9 9.3 26.6
1960 *105.6 82.1 | 46.9 13.9 33.0 35.1 13.7 | 21.4 23.5 4.9 18.6
19528 100.8 84.3 49,2 21.1 28.0 35.1 18.0 17.1 16.5 3.0 13.5
19524 109.1 90.6 51.9 23.5 28.4 38.7 22.8 15.9 18.5 % 2.1 16.4
d i

1929 114.8 72.3 46.6 4.1 42.4 25.7 14.0 11.7 42.5 5.0 37.5
1900 66.7 50.9 34.8 1.5 33.3 16.1 9.2 6.9 15.8 3.1 12.7

lnoes not include proprietors'

2Face Value

3Market Value

Sources:

1900-1951A

1951B-1968

equities in unincorporated businesses

Studies in the National Balance Sheet, pp. 54/5, 72/3, 78/9, 100/101

Financial Intermediaries, pp. 340 (for Col. 7) and Appendix F (for Col. 10)

Flow-of-Funds Accounts 1945-1968, pp. 52/61; (Appendix

I for Cols. 9-11)

201
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The postwar period 1952-68 witnessed a substantial increase in the
overall financial interrelations ratio from 1.01 to about 1.25.% 7 Most
of the increase occurred during the second half of the period. Between
the end of 1951 and 1960 the ratio went up by 5 percentage points
while between 1960 and 1968 it increased by 20 points, or nearly one-
fifth. The 1968 value of the financial interrelations ratio was still
considerably below the value reached at the end of World War II
when price and wage controls and the sharp expansion of government
debt and bank credit combined in lifting the ratio to an unprecedented
level. The ratio was considerably higher, however, than the peaks
reached before World War IT in 1929 and again in 1939.%

Considerable differences are observed in the movements of the
components of the financial interrelations ratio, differences which
are closely connected with basic developments in the postwar finan-
cial economy. The ratios for both main components of financial assets
increased between the end of 1952 and 1968. While the ratio of claims
to national wealth rose only from 0.84 to 0.89, the parallel ratio for
corporate stock more than doubled from 0.17 to 0.36, mainly due to
an increase in stock prices by about 350 per cent or an average rate of
fully 9 per cent per year (reduced by mid-1970 to about 220 per cent
or 614 per cent per year). As a result the ratio of the market value
of corporate stock to national wealth in 1968 was close to its all-time
peak of the late 1920’s.

Here again considerable differences exist between the first and the
second half of the postwar period. The ratio of the value of stocks
to national wealth increased by 7 points each in the period 1952-1960
but by over 12 points in 1961-68, i.e., by fully two-fifths and one-half
respectively of its starting value. On the other hand, the ratio of
claims to national wealth, after declining slightly in the first period,
advanced by 7 points, or nearly one-tenth during the 1960’s.

For better understanding it 1s necessary to distinguish claims owed
by nonfinancial sectors from those incurred by financial institutions.
The first of these ratios decreased fractionally over the whole period.
On the other hand, the ratio of claims against financial institutions
to national wealth advanced over the period by five points or by one-
seventh. As a result, the ratio of claims against financial institutions
to those against the nonfinancial sectors had risen to 0.80 in 1968
compared to 0.72 at the beginning of the period.

Significant changes also occurred within the two main categories
of claims. In the case of claims against nonfinancial sectors the share

¢ The level of these fizures Is somewhat below some other estimates (e.g.. R. W. Gold-
smith and R. E, Lipsey, Studies in the National Balance Sheet of the United States, Vol. 1,
p. 80) partly because the latter define some items in the national balance sheet on a
grosser basis and include proprietors’ equity in unincorporated business enterprises as a
segﬂmte asset.

The sharp decline in stock prices since late 1968 has somewhat reduced the current
value of the rntlo. As of mid-1970 it may be estimated to have fallen to below 1.20.

8 ¥f gross national product is used as the denominator of the ratio instead of national
wealth the direction of the movement is the same, but the changes are more pronounced.
Thus. the ratio of the value of financial assets to national product rose from 3.7 in 1951
to 5.0 in 1968. The differences between the movements of the two ratios are, of course,
due to changes in the wealth-income ratfo.
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of the federal government declined sharply, from nearly 45 per cent
at the end of 1952 (already down substantially from the nearly two-
thirds in 1945) to not much over one-fifth at the end of 1968, as the
absolute amount of Treasury securities outstanding increased by only
40 per cent in the face of an almost fourfold increase in the debt of
business, households and state and local governments. Similarly
among claims against financial institutions the liabilities of the bank-
ing system declined from one-half in 1952 (and fully two-thirds in
1945) to only approximately two-fifths in 1968. Thus, the structure
of claims changed in the direction of an expansion of the share of
corporate, household, and state and local government debt and the
liabilities of nonbank financial institutions at the expense of the lia-
bilities of the federal government and the banking system.

Developments during 1969 and the first half of 1970, which are not
covered in the statistical framework underlying this study, particu-
larly the decline in common stock prices by about one-fourth, have
undone & substantial part of the changes that occurred during the
postwar period and particularly during the 1960’s. Thus, the share
of the market value of stock to national wealth may be estimated to
have fallen back in mid-1970 to well below 0.30 against the ratio of
0.36 which it had reached at the end of 1968, but to remain well above
the value it had at the end of 1960. Similarly, the stocks-claims ratio
in the national balance sheet was down to approximately 30 per cent
by mid-1970 against 40 per cent at the end of 1968, thus returning
to the levels prevailing at the beginning of the century, but still
remaining considerably above the minimum of about one-fifth reached
between the end of World War IT and 1952.

The movements of the financial interrelations ratio during this
century are easier to follow in Table 3-13, which shows the average
annual rate of change between five benchmark dates. Compared to
an average annual rise of 1.1 per cent for the entire period 1900-
1968—a trend which would double the ratio every 65 years—the
average rate of increase of the ratio in the postwar period 1952-68
was 1.3 per cent. This was the result mainly of a very rapid rise at
the rate of 2.1 per cent per year in the second half of the period in
which a sharp increase in the value of financial assets, both stocks
and claims, was combined with a relatively slow (]g% per cent) rate
of growth of national wealth at current prices. Even this rate re-
mained considerably below the extraordinarily rapid increase in the
rate in the 1920’s which was close to 4 per cent per year for the
period 1923-29, the result primarily of a very rapid rise in the value
of stock outstanding at an annual rate of 1314 per cent—ell above
that the postwar period or its two halves—in the face of a much
slower rate of increase in the volume of claims (514 per cent) and a
relatively modest expansion in national wealth at current prices
(4 per cent).



Table 3-13

Average Annual Rate of Growth in Financial Interrelations Ratio, 1901-1948

All Claims2 i Corporate Stock3 s
Financial All Against Against Financial All Financial } Others
Assets Non-Financial Sectqrs Institutions : Institu- Issuers
All | Federal Other| All Banking | Other tions
Government System
(1) (2) 3) ) (5 (6) 7 (8) 9) (10$) (11)
1961-1968 2.1 1.0 0.9 -3.4 3.60 1.9 1.6 2.1 5.5 8.3 4.6
1952-1960 0.6 -0.3 -0.6 -5.3 2.1 0 - =3.5 2.8 4.5 6.3 4.1
1952-1968 1.3 0.3 -0.1 4.4 1.8 0.9 -0.9 2.5 5.0 7.3 4.3
1930-1951 -0.2 1.0 0.6 8.2 -1.8 1.9 2.2 1.4 -3.9 -4.0 -5.3
1901-1929 1.9 1.2 1.0 3.6 0.8 1.6 1.5 1.8 f 3.5 1.7 i .8
1901-1951 1.0 1.1 0.8 5.5 -0.3 1.7 1.8 1.6 0.3 -0.8 0.5
i |

1Does not include proprietors' equities in unincorporated businesses.

2Face Value

3Market Value

Source: Table 3-12

01t
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Table 3-14, which uses gross national product as denominator
instead of national wealth, shows generally the same movements and
relations. This is to be expected, as these ratios are linked to the fi-
nancial interrelations ratio by the capital-output ratio (national
wealth divided by national product) which has not moved sharply be-
tween the five benchmark years. The ratios of financial assets to na-
tional product are given, although they are conceptually inferior to
the financial interrelations ratio (the denominator being the flow rather
than the stock dimension) because figures on national product are
available for many more dates and countriesthan arethose for national
wealth. Some differences in the movements of the two sets of ratios
are, however, noticeable if the two halves of the postwar period are
compared. Because the capital-output ratio increased considerably be-
tween 1952 and 1960 and declined slightly from 1960 to 1968, the in-
crease in the ratio of financial assets to national product is about
the same in the two halves of the period while the ratio of financial
assets to national wealth (the financial interrelations ratio) increases
much more rapidly in the second than in the first half of the postwar
period.

e. Distribution of National Assets and Their Main Components
Among Sectors

In view of the rapid expansion of the economy and the sharp changes
that have occurred during the postwar period in the prices of land,
structures, and conporate stock, it is remarkable that the distribution
of national assets and its two main components, tangible and financial
asse.,ts(i as shown in Table 3-15, changed little during the postwar
period.



Relation of Financial Assets to GNP

Table 3-14

percent
All 2 R R Cla:_lp;s2 Corporate Stoclg3
Financial All Agalnst Against financial All (1)
Assets __l. Non-financial Sectors et Institutions Financial | Others
! All Federal Other All Banking Other Institut-
] Government System ions
(1) _(2) (3) (4) () (6) @ (8) (€)] 10) (11)
i .
1968 452.4 322.3 | 174.2 38.5 135.7 148.1 | 56.3 91.8 130.1 33.6 96.5
: ' |
1960 397.2 308.6 | 176.4 52.3 ¢ 124.1 132.2 51.6 80.6 88.5 | 18.4 70.1
19528 336.0 281.1 | 163.9 70.5 93.4 [ 117.2 60.2 56.9 54.9 10.0 44,9
1952A 374.4 310.9 { 178.1 80.6 97.5 132.8 78.2 54.6 63.5 § 7.2 56.3
1929 488.8 307.8 | 198.4 17.7 180.7 109.4 59.7 49.7 181.1 21.3 159.7
1900 404.8 309.0 ° 211.0 9.0 202.1 97.9 55.9 42.1 95.9 18.6 77.2

lDoes not include proprietors' equities in unincorporated businesses

2Face Value

3Market Value

Source:

Table 3-6

¢ll
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The shares of the three largest sectors, in terms of their total assets,
changed only fractionally. Households increased their share very
slightly ; the share of business declined moderately from 26 to 22 per-
cent, mainly because of a substantial relative decline in the share of
farm business from nearly 6 to 314 percent; and the share of finance
rose fractionally from 18 to 20 percent. The two government sectors to-
gether accounted for 11 percent of national assets in 1952, 1960, and
1968. However, the share of the federal government declined consid-
erably over the period while that of state and local governments
increased.

The distribution of tangible assets also showed only moderate
changes, the most important of which was the increase in the share of
state and local governments from 12 to 17 percent and a small decline
in the share o% business from 44 to 40 percent, again attributable
mainly to agriculture. The shifts are more pronounced if attention is
focused on the two main components, land and reproducible tangible
assets. Changes in the distribution of the value of land are dominated
by the sharp decline in the share of agriculture from 34 to 21 percent,
reflecting the less rapid—though in absolute terms still very substan-
tial—increase in the price of farm land. This was offset by substan-
tial increases in the shares of households, corporate business, and state
and local governments, all reflecting the rapid appreciation of urban
land. More interesting are changes in the distribution of reproducible
assets, because they result largely from differences in the rate of in-
crease of capital formation rather than predominantly from price
changes as is the case for land. Such changes, however, were moderate—
a substantial increase in the share of state and local governments from
12 to 17 percent, small declines in the shares of household and corpo-
rate business, and a substantial reduction in the share of agriculture.

Financial assets in'the aggregate showed only small changes in dis-
tribution, a modest increase in the share of households and a decline
in that of business. The share of financial institutions remained practi-
cally stable at slightly below one-third of the total.



Tahle 3-15
Distribution of ational Assets and Chief Commonmnts Anong fain Sectors; 1952, 1040 aad

1068

A1l done: soefore = 100

1 Stat.
souprofit iricornorated Tederal and
Jiouse- ingti- Corpor- orie loca Tinence
hwolds tutions Total ations culture Other Gevernreat
Q) (2) o) (4) ) ) ) () @)
T.
43.9 1.3 25.4 16.2 5.8 3.6 4.0 6.2 17.%
45.1 1.6 2%, 15.8 [ 3.2 4.2 7.2 13.7
45,4 1.7 21,7 15,1 3.7 3.1 3.5 7.8 1.7
II. Tanrible Assets
1957 34,06 2.1 44,3 25,2 12.4 6.0 6.5 12,1 n,s
raon 35,2 2.4 37,8 24,1 a,7 6.7 6.4 14.4 n.7
1903 34,2 2.3 30,5 24,6 8.6 h,6 S.4 16.9 0.6
1. Lazd
1952 20,4 3.2 49,8  10.6 33.8 5.4 5.4 11.9 n.3
1760 36.1 3.6 404 13.6 22,6 4.4 4,5 14,7 0.6
17G3 35.1 4,0 392.8 14,4 21.3 4.1 4.7 15.5 1.n
2, Reproducible Asscts
1952 35.8 1.8 43.90 23,4 7.7 6,9 6.7 2,2 N.5
1060 36.3 2,7 30.46 27.1 6.0 6.5 7.0 14,3 n.3
19686 33.9 2.5 30,0 27.7 4,8 7.4 5.6 17.2 .0
I1I. Tinancicl Assets
1952 51.3 0.7 .2 9.0 0.6 1. 3.6 1.5 31,6
1260 52.2 0.9 10,3 0,0 n.3 0.2 2.4 1.3 37.3
1968 53,2 0.9 9.0 .2 0.2 0.2 2.1 1.4 32.9
1. Siwrt ternm clains
1452 23.7 G.n 24,1 1¢.8 1.4 2,0 n.2 2.3 34,7
1960 32.0 0.0 25,0 21.8 n.8 2.4 6.2 2.5 2.4
1068 35.3 0.0 22,2 20,2 0.4 1.6 5.7 3.0 32.1
2, Lonn term clains
1352 45,5 0.7 2,1 2.1 - - n.h 2.7 403
1260 46,5 0.7 0." 0.9 - - 0.7 1.6 £9,7
1965 44,2 0.5 0.0 0.6 - - 0,7 1.5 52.3
3. Corrorate Stoch
1452 76,3 3.3 - - - - - - 10,0
1900 73.5 3.0 - - - - - - 23,5
10083 74.5 2.3 - - - - - - 22.0

(continned)

141!



Table 3-15 (continued)
Distribution of Iational Assets and Chief Cormonents Amones 'lain Sectors; 1952, 1960 and 1968
All donestie sectors = UMW

vonfinancial Bus

c ineas State

lonprafit orrorated TFederal ard
Housc- insti- Corpor— Acvi- . local Finance

holds tutions Total ations culture Orher GCovernment

(1) ) (3 (4) D) (6) (7) (8) (D)

IV, Liabilitics

1952 9.8 0,4 19.8 17.0 1.4 1.3 25.1 3.4 41,7

1000 13.¢9 0.6 20,0 17.7 1.5 1.7 16.9 4,8 42.83

1963 14.7 0.7 22.0 17.9 1.3 2.2 11.9 £,.0 45,9
1. Short tern debt

1952 8.3 0.0 20,3 17.9 1.5 0.9 15.1 0.5 55.3

1960 11.2 0.1 20,9 17.4 1.6 1.9 13.6 0,5 53.7

19638 15.2 0.3 . 25,5 20,9 2.2 2.3 11.7 n.n 46,4
2. Lonj; term debt

1052 12.1 0.7 16.3 13.0 1.6 1.7 37.1 6.5 27.2

1960 17.8 1.2 17.5 14,1 1.7 1.8 23,9 2.2 32,4

1768 15.3 1.3 20,1 15.3 2.7 2.1 15.2 0.2 33,9

V. let vorth

1952 65.4 1.9 29.3 15.7 8.6 5.1 =7.9 8.0 2.7

1560 63.8 2.1 25.0  14.6 6.3 4.1 -3.4 8.6 3.4

1965 63,7 2.2 21.7 13.3 4.8 3.6 ~1.6 Q.7 3.7

Source: Appendix I.
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There were more movements in the distribution of the main types
of financial assets, particularly short-term claims. Here the share
of households increased considerably from 29 to 35 per cent while
that of business declined from 24 to 22 per cent, probably reflecting
both a carryover at the beginning of the period of excess liquidity
from the war and the more effective management of liquid assets
in the following two decades. The share of financial institutions
showed a small net decline between 1952 and 1968. The distribution
of long-term claims changed little, as & small decline in the share of
households and a relative%y substantial reduction in that of business
were offset by an increase in the share of financial institutions from
49 to 52 per cent, which testifies to the continuing high degree of in-
stitutionalization of long-term debt financing. %‘he distribution of
corporate stock, particularly interesting for this investigation,
changed little. The share of financial institutions rose from 20 to
23 per cent.

Much more pronounced changes appear in the distribution of debt
among the sectors and reflect primarily the small expansion of the
federal debt in absolute terms and its sharp reduction in proportion
to all debt from 25 to 12 per cent. As a consequence the sEare of all
other sectors increased, although in varying proportions. The in-
crease was sharpest for households, whose share rose from 10 to 15
per cent of the total, and was substantial in relative terms for state
and lJocal governments with a rise from 314 to 4 per cent. The in-
crease in the share of business was moderate. On the other hand, the
share of financial institutions increased from 42 to 46 per cent, an-
other indication of the continuing institutionalization of the financial
process. Changes were similar in direction and extent for short- and
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for long-term debt, the declining share of the federal government
being somewhat more pronounced in the case of long-term debt, where
its share was cut by three-fifths, than for short-term obligations.

In view of the relative stability of the distribution of tangible and
financial assets and liabilities among sectors, it is not astonishing
that changes-in the share of net worth were also moderate. The most
important of these was the reduction, and indeed the near disappear-
ance, of the negative net worth (excess of debt over assets) of the
federal government.® Next in importance was the decline in the share
of unincorporated business, both farm and nonfarm business, which
is responsible for most of the reduction of the share of total business
from 20 to 22 per cent of national net worth.

The changes in the distribution of national assets and their com-
ponents just discussed are, of course, the results of differences in
the growth rate of the aggregates and main components, of the assets,
of the different sectors that are shown in Table 3-16.

For the period as a whole, for which total assets increased at an
average rate of 7.0 per cent per year, the most rapidly expandin
sectors were nonbank financial institutions, with an average annua
growth rate of 9.1 per cent, while the slowest-growing sectors were
unincorporated agricultural businesses with a rate of only 4.0 per cent
a year. Ranking of the sectors was similar in the two subperiods,
although the-lead of the nonbank finance sector was much smaller in
the second than in the first half of the period and the most slowly
growing sector in the second subperiod was the federal government
rather than agriculture, which held that position in the first subperiod.

° If military assets, excluded from Table 3-15 and throughout this discussion, were
tln%l]llld;ad. the federal government’s net worth would be positive throughout, but probably
eclining.
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Table 2-1%

Grouth of Total Asset: of 1vin fecrors, 1272-1963

1022 = 10
Annual Growth Rate
1952 = 100 (prr_cent)
1960 | 1963 1953 1951 | 1953
to to to
! 1960 1968 | 1968
[V IRIN ) ) ) (5)
T. tluuscholds 169 i 305 6.8 7.6 7.2
II. Non-profit institutions 197 376 8.3 8.4 8.6
1II. Unincorporated business 135 213 3.8 5.9 4.8
1. Asricultural 127 188 3.0 5.0 4,0
2. Other 148 254 5.0 7.0 6.0
IV. Nonfinancial corporations 160 274 6.0 6.9 6.5
V. Federal government 144 212 4.7 4.9 4.8
VI. State and local govern-ent 191 372 8.4 8.7 8.6
ViI. Finance 169 I 327 0.0 8.6 1. 7.7
1. Banking system® 127 | 235 3.0 8.0 | 5.5
2, Other 2101 416 9.7 8.9 9.3
VIII. All scctors 165 296 6.5 7.6 7.0
IX. General price level 118 142 2.1 2.3 2.2
(GNP deflator)

chderal Reserve system and commercial banks.

Source: Appendix I
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These rates of growth are the combined result of the sector’s saving,
its net external financing and the increase in prices which affected its
assets. For all sectors together, external financing and the residual
primarily reflecting valuation changes (price increases), each ac-
counted for approximately two-fifths of the increase in the value of
assets between 1952 and 1958 as well as in both subperiods leaving
one-fifth to net saving. The share of valuation changes, however, was
considerably higher than this for households and very much lower for
financial institutions because the share of corporate stock in their total
assets was low. External financing entirely dominated the increase in
assets of the finance sector and, next to it, of the federal government,
and was least important for households. Equity financing, however,
was almost negligible in the two sectors in which it existed—nonfinan-
cial corporations and finance—in both cases it accounted for only about
3 per cent of the expansion of assets including, and 5 per cent
excluding, valuation changes.

An understanding of the changes in the distribution of national
assets and its components among sectors and of the rate of growth of
total assets of the different sectors requires an analysis of the balance
sheets and flow-of-funds accounts of these sectors. While both state-
ments have been constructed on an annual basis for the period from
1952 to 1968 there was not sufficient time available after their comple-
tion for an adequate analysis. This, it is hoped, will be presented before
long in a separate document. For the purposes of this report we shall
have to be satisfied with a summary of the structure of the sectoral bal-
ance sheets for the three benchmark dates of 1952, 1960, and 1968 pre-
sented in Tables 3-17 and 3-18 and with a listing of a number of
changes regarded as being significant. This limitation is to some extent
justified because some aspects of the structure of and changes in finan-
cial assets of households are discussed in Chapter 5, Section 2 ; because a
breakdown of the assets of the household sector by size of wealth for at
least one recent date-is presented in Appendix V; and because the posi-
tion of corporate stock in the balance sheets and flow-of-funds of
financial institutions forms the subject of Section 5 of this chapter.



tadle 3-17

Structure of Sectoral Balance Sheets, 1952, 1960 and 1968
Per ceat of Total Assets'

] - T
Householdy - Ivonprofit Insticuttonsi|unincorporated Sustnesd Nonfinancial Corporat: Governzend State & Local Covts? Fizance
152 | 1960 | 1968 | 1952 | 1960 | 1968 | 1952 | 1960 | 1968 | 1952 | 1960 [ 1968 | 1952 | 19560 | 1968 | 1952 T 1960 , 1968 . 1952 1960 1952
Q) (2) £5)) ) (8) [0)] 8 9 1 a0y lan fa | an {as }as a7 Q8 (19 (D (1)
1. Tasgible Assets 3s.2 | 383 | 333 68.7 | 70.3 | 87.7 91,06 93.0] 69.4 | e8.9 ] e8.6 | 57.6) 66.2| 633 86.6 89.6 ' 89.3 0.4 0. 0.8
1. tend 5.2 7.7 74 22.9{ 22.9 | 3.0 | 353} 35.6 5.3 8.4 9.0 s.2] mi2] 134 152 204 , 391 ' o1 0.3 0.3
2. Rerraducidle assets 3.0 30.6 26.2 43.8 47.4 | 56,7 55.7 57.4 64,1 60.5 59.6 46.4 56.9 49.9 71.6 ¢ 69.2 70.2 0.3 0.3 2.3
a. Siructures 25.0 23.4 19.6 41.8 44,7 | 22.2 25.4 30.3 8.9 27.0 23.2 40.8 43.8 41.5 67.1 64.1 64.7 0.2 - 0.2 0.2
5. Prcducer durables - - - 4.0 2.6 | 18,7 19.9 ) 16,5 19.2] z0.7 | 2.2 4.9 7.1 631 42 ' s.2 sa ' o0 0.1 0.1
<. —er dutedies B.o| 72| 6.6 - - - - - -- - - - - - P T Z z p
e. tes - - - - - - | 15.8 10.4 | 104 | 160 13.2} 131 2.8 5.0 2.0 =y o=y - - z
1T, Flranctal Assets 61.8 | 61.3 | es.7 1 30.5 | 31.3 [ 29.7 ] 20.300 9.0t 7.0 0.6 | 31| 3w | sz 3380 367 134 206 | 207 ¢ 996 9.6 932
1
1. Short term clalas 12.7.1 2. 13.6. .2 .3 .69 R 8.5 s.3 | 18.1,) 2, 2. 9. 27. 31. a3l 63! 717 3. 22. 3.
H cem clatss 18.77| 18.47| 16.87 9.7 8.4 si7) % - - 2.8} 1.§’ o.g“ 2.0 1:d LX) Zi t ii 3.% %?Z sfg 9.1
b 1229 | 1608 | 266 | 87| 201 | 2.5 - - - -1z -iz -2 - - - - - - 7.7 323 159
17,58 16,67 11.8°] 1.8 2.5 3.0 1.2 .15 1.7 4.1 5.8 6.4 1.0 2.5 1.6 - b - - 1k 20 2l
. 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 200.0 j100.0 | 100.0 | 100.0 | 160.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 ,100.0 !'100.9 100.0 200.T 12%.9
. 8.4 1.1 11.6 10.3 15.1 16.6 | 11.1 16.0 22.1 40.1 41.4 44,0 | 206.5 | 159.6 | 133.6 | 21,0 ! 25.0 ; 22.9 92.0 * 0.2 £2.8
3.5 [ B 4.7 6.0 0.9 2.3 | 4.6 7.6 1 9.5] 1.6 163 17.9) s88| s69| 5191 1.6 HETY , 1.6 | 61513 cre.a.r 140330
5.0 7.0 6.9} 103} 141 ] 14.3] 6.5 8.6 ¢ 12.6 | 25.5{ 25.1 | 26.1 { 145.6 ) 100,91 817 | 19.4° | 23.8 ! 21.3 ¢ 23.5 | 338 338
(X 91,6 | 88.9| 83.4 | 89.7 ) 8.9 83.4] 889 84,0} 772.9 ] s9.9| ses.6| ss.0 2.4 0.7 0.01 79,0 | 724.9 ; 771 l 8.0 | 9.6 | 1.2
+ H 1
1}
$I. Tetsl Assets, $ billiea 1132 1948 | 3540 » 3] 125 | 238 ns 510 413 664 | 1137 118 165 249 156 297 580 1 440 38 '
i . !
1. cent ‘
Joosers ealr foundations and elucazicnal imstitutiona Teonstitueats of long-tern claims of household sector (per cent)
‘A al asd mca-agricultursl dusinesses
,'x::ueu ailizary assets

<citdes statz gad lecal peasion funds vhich are included fn cols. 19-21
¢es miszellaneous 1ladilittes

ages caly in cols. 1-9

in unincorporated business enterprises at value of their mnet

¥ currercy and d=aand deposits

snelal asscis primarily assoclated with business activities; hence
vrance clairs of propsictors.

seTa

+ 3tockheldings excluded

avourreny znd demand deposits (19527 30.8%: 1960: 20.2%; 1968:

worth (Line V., cols. 7-9)

oxcludes securities

14.555).

a. Bonds
b. Mortgages
¢. Life Insurance

d. Pension funds®

e. Personal trust funds ¥ 3.8

5.3
1.6
5.5
3.0

Source: Appendix I.
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Table 3-18

Structure of Balance Shcet of Unincorporated Farm and Non-farm Business

Enterprises, 1952, 1960 and 1968

percent

Farm Enterprises Non-farm Enterprises
1952 1960 1968 1952 1960 1968
1 (2) 3) %) (5) (6)
I. Tangible Assets 94.3 95.7 96.6 82.0 84.4 88.4
1. Land 46,0 49.7 55.3 12.0 13.7 12.6
2. Reproducible assets 48.3 46.0 41.3 70.0 70.73 75.83
a. Structures 20.0 20.8 18.2 25.7 28.5 43.7
b. Producer durables 12.? 12. 12.i 28.7 29.1 21.8
c. Consumer durables - - - - - -
d. Inventories 15.9 12.3 10.7 15.6 13.2 10.2
II. Financial Assets 5.7 k 4.1 3.4 17.8 15.5 11.6
1. Short term claims 4.9 3.1 2.2 15.9 13.2 9.3
2, Long term claims - - - - - -
3. Corporate stock - - - - - -
4. Miscellaneous assets 0.8 1.0 1.2 1.9 2.3 2.3
III. Total Assets 100.0 100.0 100.0 100.0 100.0 100.0
IV, Liabilities 9.5 12,6 18.6 13.6 20.1 26.8
1. Short term 4.62 5.82 8.62 4.7 9.92 10.82
2. Llong term 4.9 6.8 10.0 8.9 10.2 16.0
V. Net Worth 90.5 87.4 81.4 | 86.4 79.9 73.2
VI. Total Assets, $ billion 146 187 276 90 133 229

1Including livestock

2Mortgages

3

Of which residential structures 16.4; 16.3; 26.6.

Source:

Appendix I.
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1. The main change in the structure of the balance sheet of the
household sector is the increase in the share of corporate stock from 13
per cent at the end of 1952 to 25 per cent in 1968, a change completely
due to the rise in stock prices during the period as households showed
a net sales balance of stock for the period as a whole.

2. Apart from the effects of the increase in stock prices on the dis-
tribution of assets of households some interest attaches to the increase
in the share of short-term claims, mainly claims against financial in-
stitutions; the decline in the share of residential structures in contrast
to the increase in the share of land which again reflects a price move-
ment; the possibly unexpected decline in the share of .consumer
durables which is attributable to the relatively slower rise in their
prices; and to the modest increase in the debt-asset ratio, both for con-
sumer credit and for home mortgages.

3. In agriculture the main change on the asset side is the slmrg
increase in the share of land from 46 to 55 per cent, reflecting a rapi
increase in prices; and the proportienally even sharper decline in
the share of livestock and other inventories. At the same time the debt-
asset ratio, which had fallen to historically very low levels during
World War II, doubled between 1952 and 1968, both for short- and
for long-term liabilities.

4. Changes in the structure of assets of unincorporated nonfarm
business enterprises were dominated by the sharp increase in the share
of structures in the 1960’s mainly reflecting the rapid acceleration of
multifamily residential construction. This development is also re-
sponsible for most of the rapid increase in mortgage debt in the 1961-
68 period. The proportionaﬁ)ly very pronounced decline in the share
of producer durables, inventories, and liquid assets reflects the rela-
tively low rate of growth of unincorporated nonfarm enterprises out-
side the real estate field.

5. Changes in the structure of the balance sheets of nonfinancial
corporations were relatively small. The sharp increase in the share of
land, of course, again reflects price movements. The declining share of
structures continues a long-term trend.

6. The outstanding feature in the changes in the structure of the
federal government is the reduction of the debt-asset ratio by one-third
and the even sharper reduction in the long-term debt ratio, tl?l,e result of
a relatively small expansion of the absolute volume of debt in the
face of a substantial increase in both the volume and price of assets.

7. Changes are again relatively small in the structure of the balance
sheets of state and local government over the period as a whole, a
substantial increase in the debt-asset ratio during the first period
being partly undone in the second subperiod.

8. In the financial sector the main changes, at the high level of
aggregation of Table 3-17, are a sharp increase in the share of cor-
porate stock in assets from 8 to 17 per cent ; the reduction in the share of
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short-term claims in total assets from nearly 40 to 30 per cent, mainly
during the first subperiod; and the halving of the share of monetary
liabilities in total liabilities and net worth, also primarily occurring
during the first subperiod. These two changes reflect the much lower
rate of growth of the assets of the banking system compared to non-
bank financial institutions during the first subperiod, a development
which did not continue during the second subperiod.

3. The Determinants of New Issues and Total Assets of Financial
Institutions

It remains to inquire briefly into the relation of some basic economic
factors to the volume of new issues by financial institutions and the
size of their total assets in the postwar period. These factors have been
selected because statistics are available for them and the algebraic re-
lations are simple, but they are only the immediate statistical deter-
minants of the two magnitudes studied—new issues and assets of finan-
cial institutions. Each of them is, in turn, dependent on many other
factors. An exploration of these ultimate factors would be necessary
to an understanding of the level and movements of financial institu-
tions, issues and assets, but it would go far beyond the boundaries of
this summary survey.

In Table 3-15 the decomposition of the change in assets of financial
institutions discussed in Chapter 1 is applied to flow-of-funds data
for the period 1952 through 1969. This means that the ratio of the
change in the issues of financial institutions (monetary authorities,
commercial banks, nonbank financial institutions, and federally spon-
sored lending agencies as defined in the flow-of-funds statistics) to
gross national product is regarded as the sum of two ratios, (1) the
ratio of the change in money outstanding to gross national product
and (2) the ratio to national product of the change in household thrift
deposits and claims against insurance organizations plus their pur-
chases of open-end investment company stock. These two numerators
leave (3) a rather heterogeneous remainder that includes, among other
things, the issues of financial institutions other than the banking
system, insurance organizations and investment companies, the issues
of financial institutions to nonhouseholds (including, e.g., the recently
important large certificates of deposit and Eurodollars), and changes
in the net worth of all corporate financial institutions. The second
ratio, in turn, is the product of four ratios: the ratio of personal dis-
posable income to gross national product (p) ; the ratio of gross saving
(as defined in the national accounts) to personal disposable income
(o) ; the ratio of the acquisition of financial assets by households to
their personal saving (x:); and the ratio of the change in thrift
deposits, claims against 1nsurance organizations, and acquisitions of
open-end investment companies stock to the net acquisition of financial
assets (xz2).

53-940 0—71—Pt. 6——9
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Table 3-19

Dceterminants of New Issue Ratio of Financial Institutions

1952-1969
Aggre~ Honey Household claims against financial
gate issue institutions . Residual
issue ratio? 317 4 5 6 7
ratiol Total b o Xy X2 (1)-(2+3)
() (2) 3) ) (5) 6) N (8)
1952 7.93 1.90 4,60 .69 | 22.0 42 W74 1.43
1953 6.42 0.00 4,58 .69 | 22.4 .39 .75 1.84
1954 7.62 1.23 4.82 71 4 21.2 .37 .87 1.57
1955 7.59 0.58 4.55 .69 | 22.4 41 .71 2.46
1956 6.30 0.43 4.82 .70 ] 22.8 ] .41 .73 1.05
1957 6.17 0.16 5.15° .70 | 22.3 .37 .88 .86
1958 8.41 1.30 5.68 W71 214 .43 .85 1.43
1959 6.76 0.30 5.06 .70 1 21,5 .43 .78 1.40
1960 7.25 0.02 5.06 .69 | 20.6 .34 1.03 2,17
1961 9.65 1.08 6.06 .70 | 20.8 W41 1.00 2.51
1962 | 10.42 0.80 6.79 .69 | 21.3 45 1.04 2.83
1963 | 10.50 0.98 6.43 .69 | 21.1 .50 .90 3.09
1964 | 10.64 1.17 6.49 69 }22.4 48 .87 2,98
1965 | 11.05 1.11 6.80 .69 ]23.0 49 .88 3.14
1966 8.58 0.35 5.45 .68 {23.7 42 .83 2.78
1967 | 11.20 1.80 6.95 .69 |23.8 47 .91 2.45
1968 | 11.35 1.24 6.00 .68 124.0 .41 .88 4114
1969 8.50 0.71 4.00 .68 123.3 .34 .74 3.79

1
Increase in liabilities of financial institutions plus sales of investment
company .stock divided by gross national product (per cent).

Change in demand deposits and currency divideé’by GNP (per cent)

3Change in houschold claims against financial institutions plus sales of
investment company stock devided by GNP (per cent).

Ratio of personal disposable income to gross national product.

Gross personal saving divided by personal disposable income (per cent).

~ O Wn &~

Ratio of acquisition of financial assets by households to personal saving.

Ratio of change in houschold claims against financial institutions to personal
saving.

Source of basic data: Flow-of-Funds Accounts
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For the seventeen-year period 1962-68 the aggregate-issue ratio aver-
aged about 9 percent, ranging from 6.2 to 11.3 percent (see Table 3-19).
The money-issue ratio fluctuated without a definite trend from —0.2
to +1.9 per cent with an average of about 0.85 per cent for the entire
period. The ratio of changes in thrift deposits, claims against insurance
organizations, and acquisition of stock of open-end investment com-
panies to gross national product averaged about 5% per cent with a
low of 4.6 and a high of 6.9 per cent and a slow upward trend over the
period. As a result, the remainder term averaged about 214 per cent,
ranging between 1.1 and 4.0 per cent and also showing an upward trend.
The sharp rise in the second half of the 1960’s is partly due to the
greatly increased importance of large certificates of deposit, commer-
cial paper by banks holding companies, and Eurodollar deposits. The
irregular movements of the residual are, in part, a reflection of its
heterogeneous character and the fact that it absorbs all errors in the
other three terms.

Of the four components of ratio (2), above, the first, p, averaged
slightly under 70 per cent with only small fluctuations from year to
year and without a trend. Fluctuations were also fairly small in the
gross personal saving ratio (o), which ranged from 20.6 to 23.8 per
cent with an average of about 22 per cent and only a very mild and
not very definite upward trend. Annual fluctuations were considerably
larger in the two other components: y, averaged about 42 per cent,
fluctuating between 34 and 49 per cent. Similarly, x., which had an
average for the period as a whole of 90 per cent, fluctuated between a
low of 74 and a high of 103 per cent. As the result, ratio (2) showed
an upward trend from about 414 per cent in the early 1950’s to about
612 per cent in the 1960’s.

The crucial feature of the increasing trend in the new issue ratio
of financial institutions in the postwar period, then, are the movements
in the share of saving through financial institutions (disregarding
check deposits with commercial banks)-—sharply upward from the
early 1950°s to the peak of 1960-62, when saving through nonmone-
tary financial institutions came to account for the totality of personal
financial saving; then slowly downward with troughs in 1966 and
1969, two years of marked “disintermediation” accompanying extraor-
dinarily high levels of interest rates on marketable fixed-interest
bearing securities.

There is some indication that some, if not most, of the changes in
the ratios are associated with business cycle movements. The relation-
ship, however, is not very definite, which is not astonishing, since only
annual data are used and the postwar recessions were relatively short
and did not coincide with calendar years. All that can possibly be
said is that the total aggregate issue ratio as well as most of its com-
ponents are positively associated with the business cycles showing
in_general the highest values during the up-swing. However, these
values are reached in some cases in the earlier and in others in the
later phases of the upswing. One component, however, saving through
thrift deposits, claims against insurance organizations and open-end
Investment company shares, is inversely related to the business cycle,
reaching its highest values usually in or close to recession years. An
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attempt to relate some of these series to each other and to broad
economic factors such as interest rates using econometric methods is
made in Chapter 5, Section 2.

Since most of the assets of financial institutions consist of claims
that do not vary in market value or are subject only to relatively small
fluctuations (fluctuations, moreover, that are not reflected in the cus-
tomary statistics), the value of reported assets is essentially equal
to the sum of past net acquisitions of assets, a magnitude which in
turn is equal to the cumulation of net issues broadly defined to in-
clude retained earnings. An explanation of the level and movements
of net issues by financial institutions thus provides at the same time
most of the explanation of the trend in assets of financial institutions.

This assertion must be qualified because financial institutions have
in the postwar period held an increasing proportion of their assets in
the form of corporate stock, which is subject to considerable price
fluctuations. The share of corporate stocks in total assets rose from
7 per cent at the end of 1951 to 17 per cent in 1966 if personal trust
funds are included, while the advance was from 3 to 11 per cent if they
are excluded, as in the flow-of-funds statistics used here. As a result,
part of the change in the reported value of the assets of financial
institutions reflects changes in stock prices rather than net purchases.
This part may be estimated at one-eighth of the total reported in-
crease in assets for the whole period 1952-1968 if personal trust funds
are included and at one-twelfth if they are excluded. Since stock prices
have fluctuated considerably over this period as has the intensity of
net purchases of stocks by financial institutions, and since the ratio
of stocks to total assets varies for the different types of financial in-
stitutions, the relative importance of the change in stock prices has
fluctuated sharply over time and as between institutions.

4. The Supply of Corporate Stock

The outstanding characteristic of the supply of stock of nonfinan-
cial corporations during the postwar period is its very low absolute
and relative level. For the entire seventeen-year period from 1952
through 1968, gross issues of corporate stock averaged approximately
$3.5 billion. Because retirements amounted to nearly $2 billion per
year, the annual increase in the net supply of stock was only about
$114 billion. Gross cash issues alone averaged about $214 billion per
year, while annual net cash issues were below $1 billion. The propor-
tion of stock issued by financial corporations (other than investment
companies, which are excluded from all these statistics) is so small
that the figures can be regarded as applicable as well to nonfinancial
corporations alone. More details and annual data for these issues will
be found in Chapter 4, Section 1.

How small these figures are becomes evident when they are com-
pared on the one hand with the total value of outstanding stock and
on the other with the relevant figures from the balance sheets and
flow-of-funds statements of nonfinancial corporations, or when they
are compared with the historical record for the period before World
War II (see Table 3-20).
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Table 3-20

Crowth of Supply of Mai: Types f Financial Instruments, 1952-1968

Per rent per vear1

1952-60 1961-68 1952-68
(1) (2) (3)
I. Corporate Stock '
1. Vvalue of stock] incldg [invcstment 9,70 12.04 10.80
2. Outstanding excldg | companies 9.54 11,74 10.65
3, Value of C“m“‘] incldg [investment 1.71 1.37 1.55
4, lated issues? | excldg | companics 1.34 0.42 0.90
II. Claims
1. Seven main typres 6.15 7.34 6.71
2. U.S. government securities 1.14 3,12 2.06
3. State & local government sccurities| 10,84 8.03 9.51
4, Corporate bonds v 7.61 7.C6 7.64
5. Home mortpapges 1).82 7.46 9.74
6. Other mortpapee 9,22 12.71 10.85
7. Consumer credit 10,55 9.15 9.89
8. Bank loans n.e.c. 8.41 10,45 9.37

lGeometric rate of increase between beginning and end of period.

Value of stock outstanding at beginning of neriod nlus net issues during period

Source:

Flow of Funds Accounts 1945~19€8;

Federal Reserve Bulletin, Nov, 1969,
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The net additions to the supply of corporate stock during the post-
war period averaged approximately one-half of 1 per cent of the value
of outstanding corporate stock *° compared to rates of between 8 and
11 per cent for other important financial instruments except U.S. Gov-
ernment securities (Table 3-16). These ratios are very low compared
to either the period between the turn of the century and World War
I or the 1920%s, during both of which the average volume of net stock
issues was in the order of 2 per cent of the average market value of all
corporate stock outstanding.*

In Table 3-21 annual net new issues of stock in the postwar period
are compared with bond issues and other external financing by non-
financial corporations, on the basis both of absolute figures and of
ratios to gross national product in order to eliminate the influence of
the strong upward trend in national product. The table also shows the
value (market value for stocks; face value for other issues) of issues
outstanding throughout this period.

It is immediately evident that the sharp increase in the value of
corporate stock outstanding is due predominantly to the rise in stock
prices rather than to net new issues for most individual years as well
as for the period as a whole: Net new issues, at $25 billion is dwarfed
by the increase in the value of stock outstan(iing of about $700 billion.

10 The figure of 1.6 per cent of Table 3-20, line I 3, is considerably higher because it
does not allow for the sharp rise in stock prices over this period.

1 Based on net issues and estimates of value of corporate stock outstanding in Gold-
smith, Lipsey, and Mendelson, Studies in the National Balance Sheet of the U.8., Vol. 2,
Princeton of NBER, 1963, pp. 72ff.



Table 3-21

The Supply of Stock of Non-financial Corporations 1952-1969

Issues Net
Issues Oul:standing1 Net New Issues Qutstanding New lssues
Year | Total | Stocks2| Bonds | Other |Total |Stocks | Bonds |Other Total [Stock |Total | Stock
debt debt
(1) 2) (3 (6) (5) (6) (€)] (8) (9) ((10) (1Y [1(12)
$ bill Percent of GNP

1952 318.3 152.8 44.1( 121.4 11.2 2.3 4.9 4.0 92.1 | 44.2 3.26 { 0.67
1953 | 325.1 151.2 48.11125.8 9.7 1.8 3.9 4.0 89.2 | 41,5 | 2.66 | 0.49
1954 392.1 213.7 51.3127.1 5.8 1.6 3.3 0.9 107.5 58.6 1.59 | 0.44
1955 459.4 257.9 54.11147.4 } 25.0 |. 1.9 2.8 | 20.3]115.4 64.8 | 6,28 | 0.48
1956 | 477.2 259.2 57.8]160.2 18.6 2.3 3.7 12.6| 113.8 | 61.8 [ 4.44 | 0.55
1957 | 450.7| 222.0 64.3 | 164.4 13.0 2.4 6.5 4.1) 102.2 50.3 { 2.95 | 0.54
1958 | 560.2 318.5 70.1 [ 171.6 | 14.8 2.1 5.8 6.9 125.2 71.2 3.30  0.47
1959 613.9 351.3 73.0]189.6 | 22.8 2.2 2.8 17.8| 127.9 72.6 | 4.71 | 0.45
1960 | 623.4 348.4 76.31198.7 13.8 1.6 3.3 8.91123.8 | 69.2 2.74 | 0.32
1961 722.7 | 444.5 80.9 j197.3 | 20.8 2.5 4.6 13.7)139.0 | 85.5 | 4.00 | 0.48
1962 691.1 390.4 85.3 ) 215.4 22.9 0.6 4.6 17.9}1123.3 | 69.7 | 4.01 { 0.11
1963 | 822.2| 496.9 89.6(235.7 | 23.7 -0.3 4.4 19.6 139.2 84.1 4.01 |-0.05
1964 | 914.3 567.9 94.7 | 251.7 22.4 1.4 5.1 15.91 144.6 | 89.8 | 3.% | 0.22
1965 999.3 616.6 99.3 | 283.2 35.9 0 4.8 | 31.11 145.9 | 90.0 524 0

1966 | 988.4 566.8 11).2 ] 311.4 39.9 1.2 10.7 } 28.0131.8 | 75.6 | 5.32 | 0.16
1967 | 1191.2 738.2 125 0| 328.0 [ 33.2 2.3 14.9 16.0| 150.1 § 93.0 | 4.18 | 0.29
1968 | 1328.8( 828.9 136.8 ] 363.1 | 46.2 -0.8 11.8 | 35.2]153.5 | 95.7 5.34 {-0.09

lHarket value at end of year (Appendix I)

Zh(cluding intercorporate holding:. .
Sources: Flow of Finds Accounts 19/5-1968, (Cols. 6-8) Flow of Funds Accounts, 4th Quarter 1969.

6¢1
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Similarly, the amounts raised by nonfinancial corporations through
the sale of stock are very small compared to aggregate or total external
financing. Thus, for the entire period 1952-68, gross issues of stock
accounted for only 6 per cent of total sources of funds of nonfinancial
corporations and for about 16 per cent of their total external financing.
Since retirements were equal to about three-fifths of gross issues the
share of net issues of corporate stock in total sources of funds of non-
financial corporations was below 3 per cent and even their contribution
to external financing was as low as about 7 per cent. Moreover, there
was a sharp decline in both ratios between the 1950’s (1952-59) and
the 1960’s (1960-68). During the 1950°s gross issues of corporate
stock accounted for about 714 per cent of total financing and 17 per cent
of external financing of nonfinancial corporations, while the contri-
bution of net issues to total financing was about 5 per cent and that to
external financing 13 per cent, retirements accounting for somewhat
less than one-third of gross new issues. In the 1960’s, on the other hand,
gross issues contributed less than 5 per cent to total financing and less
than 15 per cent to external financing, and the net contribution of cor-
porate stock to financing amounted to not much over 1 per cent of total
sources of funds and to only about 8 per cent of external financing,
since retirements were equal to about four-fifths of gross new issues.
These data are presented in greater detail in Chapter 4.

There is no satisfactory explanation for the extraordinarily low
level of the issuance and the net increase in the supply of corporate
stock in the period 1952-68, although numerous partial explanations
have been advanced. Prominent among these are the tax advantages
of debt financing, interest being deductible from corporate income but
dividend not; the relatively high level of internal financing, partici-
larly through rapidly increasing depreciation allowances following the
liberalization in tax legislation in the early 1960’s; the aversion of
many managers to the dilution of stockholders’ equity by issuing new
stock at prices that are regarded as being below their intrinsic value
(e.g., the reproduction cost of assets less liabilities), a situation par-
ticularly common during the earlier part of the period when stock
prices were low; a disinclination to share control with new or outside
stockholders, a factor applicable primarily to closely held and smaller .
corporations; and the high cost of issuing stock, particularly in small
amounts.’”* An attempt to explore a new approach to the explanation
of this remarkable phenomenon is made in Sections 2, 3, and 5 of
Chapter 4. One of the results of this attempt is negative, the other two
are positive.

On the negative side it proved impossible to establish econometric-
ally definite and reliable relationships between, on the one hand, gross

13 Securities and Exchange Commission, Cost of Flotation of Registered Equity Issues,
1963-1965, May 1970.
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issues, retirements, and net issues of stock by nonfinancial corpora-
tions, and on the other economic factors such as changes in national
product, in corporate capital expenditures or profits, in prices, and
1n yields on bonds or stocks. This failure may be due to an insufficient
amount of experimentation, given the limited resources available for
this aspect of the investigation, with alternative sets of data or alter-
native methods of econometric analysis; or to insufficient disaggrega-
tion, i.e., the limitation to totals for very large groups of corporations
and the impossibility of separating straight preferred stock, conver-
tible preferred stock, and common stock issues; or to the use of only
annual data; or to peculiarities of the period 1952-68. It is entirely
possible, however, that econometric explanation of corporate stock
1ssues in this period will remain unsatisfactory until, and even after,
we are in a position to compare individual corporations that have
issued stock with those, otherwise similar, that have not found it
necessary or advisable to resort to equity or to any external financing.
An attempt in this direction, necessarily on a small scale, has been
made in Chapter 4, Section 5.

Of positive value is, first, the hypothesis suggested by the economet-
ric analysis, & hypothesis which will need further and more extensive
testing, that the sale of corporate stock for cash (in contradistinction
to exchange issues) has in the postwar period been regarded by cor-
porate management in most industries as the least desirable form of
financing, resorted to only when debt financing, short or long, public
or private, was impossible. This hypothesis, of course, is entirely com-
patible with the sudden sharp increase in cash offerings of stock by
nonfinancial corporations in 1969 and 1970 when corporate profits de-
clined and debt financing became extraordinarily difficult and
expensive,

The second positive result of the econometric analysis concerns the
cash retirements of stock. These were found to be positively correlated
with both the total volume of internal financing and with stock prices
if all three variables are measured in terms of the deviation of the
annual values from their trend values for the period 1952-1967. Stocks
retired through exchange for debt securities of other corporations were
found to be positively though weakly correlated to an index of merger
activity in the American economy.

It is worth noting that the volume of issues of corporate stock has
turned up sharply since the end of the period studied. Thus, the cash
offerings of corporate stock in 1969 shot up to over $9 billion, 50 per
cent above the volume of 1968 and more than 214 times that of the
1963-67 average and almost three times as high as the issues of any
year during the postwar period before 1968. The new higher level of
1ssues of corporate stock apparently is continuing in 1970, the volume
of issues being estimated to reach that of 1969.:* Even more dramatic

13 Bankers Trust Company, The Investment Outlook for 1970, New York, 1969, Table 11.
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is the increase in net new issues (all issues less retirements) from less
than $1 billion a year in 1963-67—and a negative figure of about $1
billion in 1968—to $4.3 billion in 1969 and an expected fully $5 bil-
lion in 1970.1* These figures nevertheless are equal to only about three-
quarters of 1 per cent a year of the market value of all corporate stock
outstanding, a ratio which is still well below the 2 per cent level pre-
vailing in the first decade of the century and during the 1920’s.

It remains to be seen whether this sudden upward surge in the is-
suance of corporate stock in 1969 and 1970 is a temporary phenomenon,
associated with the credit stringency and the extremely high cost of
debt financing, or whether it presages a sharp change in the methods
of financing nonfinancial corporations and in the share of corporate
stock in the total issuance of financial instruments.

While it is thus not yet possible to provide a satisfactory explana-
tion of the basic factors responsible for the low level of the volume of
new issues of corporate stock during the postwar period and to allo-
cate the responsibility among them, it may be worthwhile to put the
new issues of corporate stock of nonfinancial corporations into a
broader framework, following the suggestion made in Chapter 1. This
approach treats the ratio of net issues of stock of nonfinancial cor-
porations to gross national product, a ratio which may be regarded
as possibly the least objectionable simple measure of tl)m,e importance
of these issues in the economy, as being a result of four relationships:
the share of the issues of corporate stock in total external financing
of nonfinancial corporations: the relationship of total external financ-
ing to the capital expenditures of nonfinancial corporations, a rela-
tionship which assumes that capital expenditures are one of the
important factors determining the volume of external financing; the
share of nonfinancial corporations in national gross capital formation;
and finally the well-known national capital formation ratio, i.e., the
proportion of total gross capital formation to gross national prociuct.
Such a breakdown, of course, is useful only if some of the ratios are
relatively stable or if they follow a reasonably simple pattern so that
movements of the ratio on which interest centers—here the propor-
tion of stock issues of nonfinancial corporations to national product—
depend chiefly on the movements of one or two other factors. Annual
data on these ratios are given in the upper part of Table 3-22; the

14 Actual issues during the first half of 1970 were running at an annual rate of $5%
billion. (Flow of Funds , . . Second Quarter 1970.)
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lower part shows the average values for business cycles that can be
distinguished in the 1952-68 period.’®

We then find that during the period from 1952 through 1968 the
national gross capital formation ratio averaged 28.1 per cent; the
share of nonfinancial corporations in national, capital formation
averaged 28.0 per cent so that the average ratio of gross capital forma-
tion of nonfinancial corporations to gross national product was 7.9
per cent. Since the share of external financing in gross capital forma-
tion of nonfinancial corporations averaged 50.7 per cent, and the share
of net issues of corporate stock in total external financing of nonfinan-
cial corporations amounted, on the average, to 10.2 per cent, the ratio
of net 1ssues of stock of nonfinancial corporations to gross national
product averaged 0.4 per cent,

Two of the four ratios that determine the proportion of stock
issucs by nonfinancial corporations to gross national product, namely,
the national capital formation ratio and the relationship between ex-
ternal financing of nonfinancial corporations and their capital ex-
penditures (columns 1 and 4 in Table 3-22), show no trend over the
period, as can be seen from the similarity of the cycle averages. On
the other hand, a slight upward trend appears in the share of non.
financial corporations in national capital formation, the proportion
rising from 26 per cent for the first cycle to 33 per cent in 1965-68,
though it is doubtful whether this trend will continue. Such a trend
implies an increase in the proportion of stock issues of nonfinancial
corporations to national product if the other three ratios are stable.
The sharp decline observed in the ratio of nonfinancial corporations
stock issues to national product (Table 3-22, column 7) from 0.50
per cent in the first cycle to 0.09 per cent in 1965-68 or 0.15 per cent
in 1960-68—is due exclusively to the fall in the share of corporate
stock in the external financing of nonfinancial corporations (Table
3-22, column 6) from 17 per cent in the first cycle to only 2 per cent
in 1965-68. The decline in the ratio of nonfinancial corporations’
stock issues to national product thus is due to the change, permanent
or not, in the method of external financing of corporations, not to
changes in the national capital formation ratio, the share of non-
financial corporations in national capital formation, or the relation-
ship between external financing and capital expenditures of non-
financial corporations.

15 The dating of business cycles follows the annual chronology of the National Bureau
of Economic Research., The long cycle starting in 1960 and probably ending in 1969 has
been split in two at the end of 1064 because of the very different character of the capital
market in general and the market for corporate stock in particular in the two periods.
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Table 3-22

The Determinants of the Ratio of Corporate Share Issues
to Gross National Product, 1952-1968

k k k e e a a
0 £ —C _— —_— —_— —

y ko, y k y e y
1 () €)) (4) () (6) N
I. Annual Data
1952 .272°| .260 071 «425 1 L030] ,221 | L0067
1953 »267 «253 .067 337 | L0221 .217 | 0049
1954 .268 .221 .059 .268 | JUlal .276 f L0044
1955 .303 +262 .079 «794 | 063 .076 | .0048
1956 ‘| .300 .286 .086 515 | L0454 124 | L0055
1957 .291 £270 .079 2368 | .22 188 | L0054
1958 .261 +234 061 538 | JILLE 143 | L0047
1959 .281 272 .076 .623 47 .096 .0046
1960 .278 .279 .078 .351 | .027( .117 | .0032
1961 .267 .264 .070 572 | 040 .119 | ,0048
1962 .278 .283 .079 .525 | 041 .026 { .OO11
1963 .282 .274 .077 .507 | .039| -~.013 [~.0005
1964 .286 .287 .082 .408 | ,033] .066 | .0022
1965 .297 .309 .092 .580 | .053} .000 | .0000
1966 .295 .348 .103 .510 | L0331 ,030 | .0016
1967 £277 .330 .091 455 1 L0431 .070 | 0029
1968 .277 .321 .089 «615 | .055| -.017 {-.0009

II. Cycle Averages

1953-57 .287 .258 .074 .505 | .C38( .170 | .0050
1957-60 .276 +260 .072 .505 |} .G26| .130 | .0046
1960-064 «278 $277 077 482 | LU27( L0577 | .0021
1965-68 .287 .327 .094 .539 | .029] .021 | .0009
1952-68 .281 .280 079 .507 | .040| .102 | .0041

Lecend
y = gross national product e = total issues of nonfinancial
l'h= national aross capital a = stock issues corporations
kc“ corporatc} formation

Source of basic data: TFlow-of-Funds Accounts, 1945-1968
T




135

On an annual basis the national capital formation ratio, the share of
nonfinancial corporations in nationa{) capital formation, and the rela-
tionship between nonfinancial corporations’ capital expenditures and
their external financing were all high late in the upswing (1955-56;
1959; 1965-66). As a result the ratio of total external financing by non-
financial corporations to national product (Table 3-22, column 5) was
then at a high level : 5.4 per cent in 1955-56, 5.3 per cent in 1965-66, and
4.7 per cent in 1959 in the weak upswing of 1957-60. The share of cor-
porate stock in the total external financing of nonfinancial corpora-
tions was highest in 1954, 1957, 1961 and 1967, i.e., in the recession or
early in the upswing. As a result, the movements of the ratio of non-
financial corporations’ stock issues to national product showed little
relationship to the cycle either during the 1950’s or the 1960’s, although
during the second period they were at a much lower average (4.9 per
cent for the period 1952-61 against 0.9 per cent for 1962-68).

5. The Position of Financial Institutions in Holdings of and Trans-
actions in Corporate Stock

Since the stock portfolios of the main types of financial institutions
will be discussed in Chapter 5, Section 8, and annual statistics of the
aggregate holdings and net purchases and sales of corporate stock by
about twenty groups of financial institutions will be presented in Ap-
pendix I, it may suffice here to summarize the most important figures,
both in the stock and the flow dimensions.

The basic figures for flows—the annual net purchases of all cor-
porate stock by the main types of financial institutions for which pri-
mary data are available—are shown in Table 83-23. The distribution of
the annnal totals among main types of institutions is shown in Table
3-24. Table 3-25, which presents the ratio of annual net purchases or
sales by each type of institution to the value of its stockholdings at the
beginning of the year, indicates how rapidly the portfolios have been
expanded. The annual net purchases of corporate stock are then related
to all purchases of financial assets by these institutions to yield a ratio
which indicates the proportion of the year’s acquisition of financial
assets that had been allocated to corporate stock (Table 3-26) ; to all
new net issues of corporate stock (Table 3-27) ; and finally to the total
value of all corporate stock outstanding, excluding intercorporate
holdings and open-end investment company stock (Table 3-28). These
ratios should give an idea of the influence of net purchases and sales by
financial institutions in the market for corporate stock.

18 All tables omit the groups of financial institutlons without or with only small (in
absolute amounts) holdings of corporate stock, viz., commercial banks, savings and loan
associations, credit unions, federal lending institutions, closed-end investment companies,
brokers and dealers, mortgage companies, finance companies, and fraternal insurance
organizations. Thelr omission does not affect the discussion, as their total stockholdings
amount to only a small fraction of the group included in the tables (about 5 percent in
1968 although over 10 percent in 1954). The tables omit personal trust funds because no
rellable information is avallable on them. Rough estimates of the net purchases by per-
sonal trust funds, closed-end Investment companies, and brokers and dealers are, however,
occasionally used in the text. The tables on holdings of stocks (Tables 3-29 to 3-31)
include the first two of these three groups.
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Table 3-23

Net Purchases or Sales (-) of Corporate Stock bv Financial Tnstitutions

1952-1969
$ bill.
Savings }Life Pension Funds Other Open-cnd
Banks lInsurance lPrivate State & | Insurance iInvcst—
Total ; Companies Local Companies | ment
Companics
6] (2) 3 (4) (5) e | @
Annual Data
1952 1.42 0.11 0°16 ;) 0.48 0.02 0.18 | 0.47
1953 | 1.51 | o0.10 ‘ 0.09 0.55 | 0.02 0.19 | o0.56
1954 1.60 | 0.14 |  0.27 0.71 0.02 0.16 1 0.30
1955 1.59 | 0.08 0.07 0.74 0.03 0.16 | 0.51
1956 1.7 0.05 ‘ -0.00 0.94 0.03 0.14 | 0.56
1957 2.24 0.06 0.04 1.14  0.05 0.13 * 0.82
1958 2.74 0.10 i 0.08 1.38 | 0.06 0.13 | 0.99
1959 3.53 | -0.05 |  0.19 1.74 - 0.08 0.27 | 1.30
1960 3.69 ! 0.02 !  0.35 1.95 i 0.09 0.26 ; 1.02
1961 | 4.36 | 0.07 | 0.47 2.26 | 0.15 0.26 1.13
1962 4.14 0.15 :  0.43 2.20 0.20 0.25 , 0.91
1963 3.67 0.12 {  0.25 2.17 0.21 0.16 | 0.76
1964 | 4.36 | 0.10 | 0.55 2.21 | 0.27 0.10 | 1.13
1965 5.68 | 0.17 | 0.71 3.12 ©  0.35 0.09 | 1.24
1966 6.21 0.04 | 0.27 3.68 | 0.49 0.39 | 1.3
1967 9.59 | 0.22 | 1.06 4.99 | 0.67 0.59 | 2.06
1968 | 10.39 | 0.25 1.43 4.71 | 1.28 1.07 | 1.65
1969 | 12.60 | 0.30 | 1.60 4,90 i 1.80 1.50 | 2.50
Cycle Averages

1952-57 165 | 0.09 | 0.11 0.75 | 0.0 0.16 | 0.5
1957-60| 3.08 | 0.03 0.16 1.56 | 0.07 0.20 | 1.07
1960-69 6.28 | 0.14 | 0.68 3.20 | 0.51 0.42 | 1.33
1960-64 4,05 | 0.10 l 0.40 | 2.18 | 0.19 0.21 | 0.97
1965-69! 8.86 | 0.19 1.00 4.35 { 0.88 0.71 1.73
1952-69| 4.54 | 0.11 | 0.45 l 2.22 1 0.32 0.34 l 1.10

Source of basic data for Tables 3-23 to 3-31:

Appendix I,
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Table

3-24

Distribution of

Net Purchascs or Sales (-) of Corporate Stock by Financial Institutions

.

.

1952-1969

percent

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969

1952-57
1957-60
1960-69
1960-64
1965-69
1952-69

|
|

Total] Savings| Life ’ Pension Funds Other Open-end
Bank Insurance {Private ]State & | Insurance | Invest~
Companies - Local Companies | ment
Companies
(69) (2) -(3) 4) (5) (6) )]
Annual Data
100.0f 7.7 11.3 33.8 1.4 12.7 33.1
100.0; 6.6 6.0 36.4 1.3 12.6 7.1
100.0{ 8.8 16.9 44,4 1.3 10.0 18.8
100.0] 5.0 4.4 46.5 1.9 10.1 32.1
100.0¢( 2.9 0.0 54.6 1.7 8.1 32.6
100.0| 2.7 1.8 50.9 2.2 5.8 36.6
100.0¢, 3.6 2.9 50.4 2.2 4.7 36.1
100.0! -1.4 5.4 49.3 2.2 7.6 36.8
100.0;, 0.5 9.5 52.8 2.4 7.0 27.6
100.0f 1.6 10.8 52.1 3.5 6.0 26.0
100.0( 3:6 10.4 53.1 4.8 6.0 22.0
100.0} 3.3 6.8 59.1 5.7 4.4 20.7
100.0] 2.3 12.6 50.7 6.2 2.3 25.9
100.0;} 3.0 12.5 54.9 6.2 1.6 21.8
100.0{ 0.6 4.3 59.3 7.9 6.3 21.6
100.0; 2.3 11.1 52.0 7.0 6.2 21.5
100.0| 2.4 13.8 45.3 12.3 10.3 15.9
100.0f 2.4 12.7 38.9 14.3 11.9 | 19.8
Cycle Averages

100.0| 5.5 6.7 45.5 1.8 9.7 30.9
100.0{ 1.0 5.2 50.6 2,3 6.5 34.7
100.0f 2.2 10.8 51.0 8.1 6.7 21.2
100.01 2.5 9.9 53.8 4.7 5.2° 24,0
100.0] 2.1 11.3 49,1 9.9 8.0 19.5
100.0{ 2.4 9.9 48.9 7.0 7.5 24,2
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Table 3-25

Growth of Stock Portfolio of Financial Institutions, 1952-1969

percent
7

Total| Savings| Life Pension Funds Other Open-end

Banks Insurance| Private {State & |Insurance| Invest-
Companies Local Companies| ment

Companies
n (1) (2) (3) (4) (5) (6) (7)
Annual Data
1952 13.4 55.0 7.3 34.3 - 4.6 16.2
1953 12.4 33.3 3.8 30.6 20.0 4.4 17.0
1954 11.9 35.0 10.4 29.6 20.0 3.6 8.6
1955 8.6 13.3 2.1 23.1 30.0 2.7 9.4
1956 7.1 7.1 - 15.4 30.0 2.0 8.1
1957 8.4 8.6 1.1 16.0 25.0 1.8 10.4
1958 10.5 12.5 2.4 18.4 30.0 1.9 13.4
1959 9.5 -5.6 4.6 15.0 26.7 3.2 11.1
1960 8.5 2.5 7.6 13.4 30.0 2.9 7.3
1961 9.3 8.8 9.4 13.7 37.5 2.8 7.6
1962 6.6 16.7 6.8 9.6 33.3 2.2 4.5
1963 6.2 12.0 4.0 9.9 26.3 1.4 4.2
1964 6.0 8.3 7.7 8.0 27.0 | 0.8 5.1
1965 6.9 13.1 9.0 9.3 26.9 0.6 5.2
1966 6.3 2.9 3.0 9.3 30.6 2.5 4.3
1967 10.3 14,7 12.0 13.0 31.9 4.3 7.1
1968 8.5 14.7 12.1 9.5 45.7 6.0 4.2
1969 8.8 15.8 12.1 8.2 43.9 8.3 5.4
Cycle Averages

1953-57 | 9.5 | 20.1 | 3.9 22.8  {25.6 2.9 10.0
1957-60 9.6 ' 4.3 I 3.8 16.0 128.1 2.5 12.0
1960-69 7.6 | 1.2 | 8.2 10.3 132.9 2.9 5.4
1960-64 ! 7.3 7 10.8 | 6.9 11.0 31.4 2.1 5.6

1965-69 { 8.3 | 11.7 | 9.4 10.1  35.9 1 4.3 5.2 -
1952-69 | 8.7 | 13.5 | 6.2 15.6 i29.0 I 2.9 8.1
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Table 3-26

Ratio of Net Acquisition of Corporate Stock by Financial Institutions

to their Total Acquisition of Financial AssetgiilQSZ—Gg

percent
Insurance Organizations

Life Pension Funds Other Open-end Mutual
Insurance - State & Insurance | Investment ; Savings

Companies ' Private | local , Companies | Companies Banks

(1) (2) (3 . (&) (5) (6)

Annual Data

1952 4.3 27.8 -0.0 15.4 80.0 5.6
1953 2.0 25.0 -0.0 14.3 100.0 5.3
1954 5.9 33.3 -0.0 18.2 75.0 4.5
1955 1.8 30.4 ~0.0 20.0 71.4 5.0
1956 -0.0 33.3 ,=0.0 16.7 75.0 5.0
1957 -0.0 35.5 6.3 10.0 88.9 5.6
1958 1.9 43.8 6.7 8.3 83.3 3.8
1959 3.6 45.9 | 5.0 17.6 71.4 -0.0
1960 . 7.0 47.5 4.3 25.0 72.7 -0.0
1961 8.2 57.5 8.0 23.1 71.4 4.3
1962 5.9 52.4 8.0 10.5 78.6 3.0
1963 2.9 { 48.9 8.3 18.2 75.0 : 2.8
1964 6.4 } 44.9 10.7 10.0 63.6 2.2
1965 8.0 ; 55.4 | 12.1 8.3 60.0 5.0
1966 3.6 . 60.7 | 12.5 19.0 40.0 -0.0
1967 11.7 . 74.6 ' 15.2 26.1 136.4 3.7
1968 15.1 ; 73.4 ’ 30.2 32.4 60.0 6.5

Cycle Average

1953-57 2.2 [ 31.8 ! 0.8 16.7 79.0 5.0
1957-60 3.0 t 43.7 5.7 14.5 78.5 2.2
1960-68 9.6 57.8 12.6 18.8 73.1 3.2
1960-64 6.0 1 50.5 8.3 16.5 72.2 2.8
1965-68 9.6 66.0 17.5 21.4 74.1 3.8
1952-68 | 5.2 | 46.5 7.5 17.2 76.6 3.7

53-940 O - 71 - pt. 6 - 10
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Table 3-27

Ratio of Net Acquisitions of Corporate Stock by Financial Institutions

to All Net Issues of Corporate Stock, 1952-1968

percent

Mutual | Life Pension Funds | Other Open-

Total savings| insur- |[Private [State & insur- | end

banks ance local ance invest-

cos. cos. ment

. cos.

1) (2) 3) ) (5) (6) 0)]

Annual Data
1952 45.1 3.5 5.1 15.2 0.6 5.7 14.9
1953 '62.9 4,2 3.8 22.9 0.8 7.9 23.3
1954 60.4 5.3 10.2 26.8 0.8 6.0 11.3
1955 53.0 2.7 2.3 24.7 1.0 5.3 17.0
1956 44.2 1.3 0 24,2 0.8 3.6 14.4
1957 56.1 1.5 1.0 28.6 1.3 3.3 20.6
1958 63.9 2.3 1.9 32.2 1.4 3.0 23.1
1959 83.4 -1.2 4.4 40.6 1.9 6.3 30.3
1960 101.6 0.6 9.6 53.7 2.5 7.2 28.1
1961 70.1 1.1 7.6 36.5 2.4 4.2 18.3
1962 130.6 4.7 13.6 69.4 6.3 7.9 28.7
1963 269.9 8.8 18.4 159.6 15.4 11.8 55.9
1964 116.6 2,7 14.7 59.1 7.2 2,7 30.2
1965 171.6 5.1 21.5 94.3 10.6 2.7 37.5
1966 111.5 0.7 4.8 66.1 8.8 7.0 24,1
1967 137.4 3.2 15.2 71.5 9.6 8.5 29.5
1968 197.2 4,7 27.1 89.4 24,3 20.3 31.3
Cycle Averages

1953-57 54.3 3.1 3.7 25.4 0.9 5.1 16.2
1957-60 75.4 0.9 3.9 38.0 1.8 4,9 26.1
1960-68 144.6 3.6 14.3 78.5 9.2 7.3 31.7
1960-64 144.9 4.1 13.0 38.1 7.3 7.3 33.0
1965-68 144.2 2.9 14.7 76.6 12.0 9.0 29.3
1952-68 103.4 3.1 9.1 53.9 5.2 6.3 26.0
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Tahle 3-28

Ratio of Net Acquisitions of Corporate Stock by Financial Institutions

to Net Issues cexcluding Intercorporate and Investment Company Issues,

1952-1968
percent
Pension Funds Other
Mutual Life State insur- Open-cnd
savings insurance & ance investnent
Total banks companies Private Local cos. companies

@ (2) (3) 0 () ) ()
1052 | 57 4 6 19 1 7 17
1953 80 5 5 29 1 10 30
1954 78 7 13 35 1 8 15
1955 77 4 3 36 2 8 25
1956 65 2 0 35 1 5 21
1957 82 2 2 42 2 5 30
1958 111 4 3 56 2 5 40
1959 137 -2 7 68 3 11 51
1960 207 1 20 110 5 15 57
1961 146 2 16 76 5 9 38
1962 524 .19 54 279 25 32 115
1963 | ~1184 =39 -81 ~700 -68 =52 ~245
1964 357 8 45 181 22 8 = - 93
1965 | ~-1721 =52 =215 -946 -106 . =27 =376
1966 437 3 19 259 35 28 94
1967 415 10 4§ 216 29 26 89
1968 | -1423 -34 T -196 =645 -175 1147 =226




Holdings of Corporate Stock by Financial Institutions, 1951-1968

Table 3-29

$ bill
Insurance Organizations
Pension Funds
Life State Other Open end Other Mutual Personal
insurance local gov- insurance investment investment savings trust
Total companies Private ernment companies companies companies banks funds
(1) (2) 3 4) ) 6) ) (8) €

1951 33.2 2.2 1.4 0.0 3.9 3.5 3.0 0.2 12.0
1952 36.3 2.4 1.8 0.1 4.3 3.4 3.2 0.3 20.8
1953 37.2 2.6 2.4 0.1 4.5 3.6 3.3 0.4 20.3
1954 51.1 3.3 3.2 0.1 5.9 5.5 4.7 0.6 27.8
1955 63.4 3.6 6.1 0.1 6.9 7.1 5.7 0.7 33.2
1956 67.8 3.5 7.1 0.2 7.2 8.0 5.2 0.7 35.9
1957 63.3 3.4 7.5 0.2 6.7 7.5 4.8 0.8 32.4
1958 85.7 4.1 11.6 0.3 8.4 11.8 5.6 0.9 43.0
1959 97.1 4.6 14.5 0.3 9.1 14.4 5.9 0.8 47.5
1960 102.0 5.0 16.5 0.4 9.4 15.5 5.9 0.8 48.5
1961 131.8 6.3 22.9 0.6 11.8 21.3 6.6 0.9 6l.4
1962 124.8 6.3 21.9 G.8 11.1 19.6 6.5 1.0 57.6
1963 150.2 7.1 27.7 1.0 13.0 23,7 7.6 1.2 68.9
1964 164.8 7.9 33.5 1.3 14,7 25.8 7.8 1.3 72.5
1965 186.8 9.1 39.7 1.6 15.3 33.3 6.9 1.4 79.5
1966 178.3 8.8 38.5 2.1 13.8 31.1 6.5 1.5 76.0
1967 221.9 11.8 49.5 2.8 17.7 43.1 8.7 1.7 86.6
1968 252.7 13.2 59.6 4.1 18.1 50.5 9.4 1.9 95.9

Source: Flow of Funds Accounts and Appendix I (for cols. 7 and 9)

(44



Table 3-30

Distribution of

Holdings of Corporate Stock by Financial Institutions, 1951-1968

Percent

Insurance Organizations
Open-

Life Pension Funds Other end Other Mutual Personal

insur- Private State & insur- invest- invest~ savings trust

ance local gov- ance ment ment banks funds

Total cos. ment cos. cos. cos,
(1) (2) (&)} (%) (5) (6) 7) ®) (€

1951 100.0 6.6 4,2 0.0 11.7 10.5 9.0 0.6 57.2
1952 100.0 6.6 5.0 0.3 11.8 9.4 8.8 0.8 57.3
1953 100.0 7.0 6.5 0.3 12.1 9.7 8.9 1.1 54.6
1954 100.0 6.5 6.3 0.2 11.5 10.8 9.2 1.2 54.4
1955 100.0 5.7 9.6 0.2 10.9 11.2 9.0 1.1 52.4
1956 100.0 5.2 10.5 0.3 10.6 11.8 7.7 1.0 52.9
1957 100.0 5.4 11.8 0.3 10.6 11.8 7.6 1.3 51.2
1958 100.0 4.8 13.5 0.4 9.8 13.8 6.5 1.1 50.2
1959 100.0 4.7 14.9 0.3 9.4 14.9 6.1 0.8 48.9
1960 100.0 4.9 16.2 0.4 9.2 15.2 5.8 0.8 47.5
1961 100.0 4.8 17.4 0.5 9.0 16.2 5.0 0.7 46.6
1962 100.0 5.0 17.5 0.6 8.9 15.7 5.2 0.8 46.2
1963 100.0 4.7 18.4 0.7 8.7 15.8 5.1 0.8 45.9
1964 100.0 4.8 20.3 0.8 8.9 15.7 4.7 0.8 44,0
1965 100.0 4.9 21,3 0.9 8.2 17.8 3.7 0.7 42.6
1966 100.0 4.9 21.6 1.2 7.7 17.4 3.6 0.8 42.6
1967 100.0 5.3 22.3 1.3 8.0 19.4 3.9 0.8 39.0
1968 100.0 5.2 23.6 1.6 7.2 20,0 3.7 0.8 38.0

Source: Table 3-29

34!
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1II - 66

Table

3-31

1
Ratio to Moldinps of Corporate Stocl. Liv Financlal Tnstitllcinns

to Total Corperate Stock Outstanding, 1951~1968

percent

Insurance Organizations
e Other 0pen endj Other
]iiit_' Tenston Funds insur- | invest-| invest-
i State & ance ment ment Mutual | Personal
. urance | Private )
local com- com= com- savings trust
Total cos. .
government [panies panies panies hanks funds
@ (2) (3) (4) 3 6) (©))] (8) [§))]
Annual Mata
1951 18.9 1.3 3.8 -0.0 2.3 1.7 1.3 0.1 11.4
1952 19.9 1.3 1.0 0.0 2.4 1.9 1.7 0.2 11.4
1953 20.6 1.4 1.3 0.0 2.5 2.0 1.8 0.2 11.4
1954 20.6 1.3 1.3 0.0 2.4 2,2 1.9 0.2 1n.3
1955 21.6 1.2 2.1 0.0 2.4 2.4 1.9 0.2 11.4
1956 23.0 1.2 2.4 0.0 2.5 2.7 1.8 0.2 12.2
1957 23.8 1.3 2.8 0.1 2.5 2.8 1.8 0.3 12.2
1958 22.7 1.1 3.1 0.1 2.2 3.1 1.5 0.2 n.4
1959 23.1 1.1 3.4 0.1 2.2 3.4 1.4 0.2 1.3
1960 24,2 1.2 3.9 0.1 2.2 3.7 1.4 0.2, 11.5
1961 23.6 1.1 4.1 0.1 2.1 3.8 1.2 0.2 11.0
1962 26.2 1.3 4.6 0.2 2.3 4,1 1.4 0.2 121
1963 24.9 1.2 4.6 0.2 2.1 3.9 1.3 0.2 1.4
1064 24.2 1.2 4.9 0.2 2.2 3.8 1.1 0.2 10.6
1965 24,4 1.2 5.2 0.2 2.0 4.3 0.9 0.2 10.4
1966 25.6 1.3 5.5 0.3 2.0 4.5 0.9 0.2 10.9
1967 25.0 1.3 5.6 0.3 2.0 4.8 1.0 0.2 9.7
1968 24,0 1.3 5.6 0.4 1.7 4.8 0.9 0.2 2.1
Cycle Averages
1751-57 20.0 1.3 1.7 0.0 2.4 2.3 1.7 0.2 11.6
1057-6n 1 21,7 1.2 3.4 0.1 2.3 3.3 1.5 0.2 11.6
1900-68 g 24,9 1.3 4.9 0.2 2.1 4.2 1.1 0.2 10.7
106064 0 24.7 1.? 4.4 0.2 2.2 3.0 1.3 0.2 11.3
1964-68 ' 25,4 1.3 5.4 0.3 2.0 4.4 1.0 0.2 1.1
1051-68 ! 22,7 1.2 3.3 0.1 2.2 3.3 1.4 0.2 11.2
1 .
Fxcluding investment company shares
Sources: Tahles 3-23 and 3-29
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Similar information is provided in the stock’s dimension on the
holdings, at market value, of corporate stock of financial institutions.
Thus, Table 3-29 shows the absolute values of the holdings at each year
end from 1951 through 1968. Table 3-30 expresses these figures as per-
centages of the holdings of all financial institutions, thus showing
changes in the distribution of these holdings within the financial insti-
tutions sector; and Table 3-31 relates the holdings of corporate stock
by the main types of financial institutions to totals outstandings, again
excluding intercorporate holdings and open-end investment company
stock from outstandings.

Since net purchase and sales balances of the different groups of fi-
nancial institutions are substantially larger than their gross purchases
and sales 1t 1s also necessary to appraise the intensity of stock trading
of the different groups, i.e., the turnover ratio of their stock portfolios
(Table 3-32), and to look at their share in the trading on the single
and most important market for stocks in the United States, the New
York Stock Exchange (Table 3-33).

From this material the following main conclusions emerge regard-
ing the role of financial institutions, in the aggregate and for their
main types, in the market for corporate stock.



146

TABLE 332

per cent

Cormon Stock Activity Rates, 1955-1969

Noninsured Fire and

Privgte Open-End Life Casualty New York

Pension Investent Insurance Stock
Ycar + __Funds Conpanies ESE%E%E%S Connanics “»chinge

1955 11.8 15.9 . 1£.8 . N.A. 17

1956 11,8 18,6 11,5 N.a. 14

1957 1.9 18,8 12,0 N.A. B &

1958 12,0 2.7 . 13,0 N.A, 14

1959 11.7 19.8 i 10.9 N.A. 15
1960 11.) 17.6 -10.1 N.A. ' 12.4
11961 12,1 20.0 13,5 N.A. 15,2
1962 9.7 17.3 9.8 7.1 12,0
1963 11.0 . 18.6 11,2 7.8 .13.1
1964 10.8 18,7 . 1.9 - 8.0 : 13,2
1965 11.3 21.2 13,6 . 8,2 14.5
1966 12,7 33.5 15.8 8.3 19.7
1967 18,2 42.3 18.5 9.9 25.8
1968 18,9 46,6 26,2 . 18,7 29,0
1969 22,3 49.8 28,1 26,1 . 32.7

Source; U.S. Securities and Exchange Commission,
Statistical Bulletin, April, 1970,, p. 25,
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Table 3-33

Distribution of Stock Trading on New York Stock Exchange
Total Number of Shares = 100

Institutions & Intermediaries

: Public N.Y.S.E. Corm')l { Brokers and |{Invest.
Date Individuals |members Totel | Banks? dealers? cos. Other
(1) (2) (3) (b)) (5)_ ‘ 3 AT
Sept. 1952 57.0 18.4 24.6j Ta 4.6 3.9 9.0
March 1953 61.L 19.3 .19.3 6.2 N7 2.4 9.0
March 1954 56.4 20.1 23.5 7.5 k.3 2,7 9.0
Dec. 195b 62.3 20.2 7.5 5.3 3.9 1.4 6.9
June 1955 59.2 21.3 19.5 6.5 3.9 1.7 Tk
March 1956 58.9 21.0 20.1 6.8 3.7 2.2 T4
Oct. 1957 5.3 22.4 23.3 8.8 3.4 2.0 9.2
M C Nmy—

Sept. 1958 55.8 21.3 22.9 5.7 3.4 13.8
June 1959 53.5 23.7 22.8{ 9.2 3.2 10.4
Sept. 1960 52.6 23.1 2.3 9.k 2.6 4.0 7.3
Sept. 1961 51.4 26.2] . .
May 1962 $6.9 24 1847 . .
Oct. 1963 53.4 22,7 23.9 9.0 2.6 . .
Merch 1965 48.5 20.1 ,31.h} . R :8 73
Oct. 1966 b3.2 2h.3 az.si 12.6 2.0 . 8.4 9.6
Jan/Dec. 1969 33.4 [7 24.2 42.4] 15.9 3.1 12.3% ] 10.95

1

Including trust departments

2Excluding members of N.Y.S.E.
3

Open cnd companies only until 1960.

4
5

Sources: Cols,

Cols, 4-7:

for

Includes hedge funds (1.7).

Includes insurance companies (2.1),
noninsured pepsion funds

1-3:

for 1966, 1969,

for

for 1963, NYSE,

for

1966-69, NYSE,

nonbank trusts or estates (1.5),
(2.1) and other (5.2).

1952-62, NYSE, Public Participation in the Stock Market, May 1962

NYSE, Public Transactions Studv, 1969.

1952-60, NYSE, The Institutional Investox and _the Stock

Market, 1960.

Institutional Activity, Wee

% of October 24, 1966, 1966.

Public Transactions Study, 1969.
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Table 3-34

Share of Valuation Changes in Growth of Assets of Financial Institutionsl

1952-1968
$ bill.
Increase in Valuation Change
Assets Stock Net
holdings Stock Absolute Share in (1)
of financial institutions | Purchases value per cent
) (2) (3) 4) 5)
1952-55 115 14 6 8
1956-60 168 22 12 10 6
1961-64 339 51, 16 35 10
1965-68 263 45 31 . 14 5
1952-68 885 132 65 67

1Not including closed end in?estment companies, brokers and dealers and
personal trust funds.

Source: Flow-of-Funds Accounts 1945-1968, except for personal trust funds
from Appendix I.
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1. The value of the corporate stock held by all financial institutions
increased from about $35 billion at the end of 1951 to $250 billion in
1968 or at an average rate of slightly more than 12 per cent a year.”
The average rate of growth was more rapid in the 1950’s (about 15
per cent a year) thanin the 1960’s (about 11 per cent).

2. Most of the increase in the value of stockholdings—about two-
thirds to judge by the figures of the groups of institutions for which
information on net purchases is available—reflected the rising level
of stock prices over the period. Variations of stock prices, e.g., have
hardly any noticeable effect on the changes in assets of banks and
thrift institutions, but account in some years for a considerable pro-
portion of the total variation in assets of institutions such as pension
funds, non-life-insurance companies, investment. companies, and per-
sonal trust funds.

3. The decisive increases occurred in two sectors, private pension
funds, whose holdings rose dramatically from $114 billion to $60
billion; and open-end investment companies whose holdings shot up
from $3 billion to $46 billion. In absolute amount the increase in the
value of the holdings administered by personal trust funds was also
very large—they are estimated to have risen from slightly less than
$20 billion to nearly $100 billion—but proportionately the rise was
much smaller than for the other two leading groups and most of it,
possibly more than four-fifths, was due to an increase in stock prices.

4. As a result radical changes occurred in the distribution of stock-
holdings of financial institutions among the main groups of them.
The share of private pension funds rose from 5 to 25 per cent while
that of open-end investment companies advanced from 10 to nearly
20 per cent. The sharpest decline occurred in the holdings administered
by personal trust funds, whose share fell from almost two-thirds of
the total in 1951 to only two-fifths in 1968. The share of non-life-
insurance companies also declined substantially from 13 to 8 per
cent, and a smaller reduction occurred in the share of life insurance
companies. (This would disappear if the comparison were limited to
common stock.)

5. From the point of view of the capital market the share of finan-
cial institutions in the total value of corporate stock outstanding
(excluding intercorporate holdings and open-end investment com-
panics and disregarding the small holdings of foreign stocks by fi-
nancial institutions) is more important than the dollar value of
holdings. This share rose from 18 to 24 per cent, the advance being
about equally divided among the 1950’s and the 1960’s. While this is
a substantial rise it does not imply a radical change in the distribution
of ownership of American corporations. However, since the share of
corporate stock administered by personal trust funds declined slightly,
sharp increases occurred in the share of the holdings of the other types
of financial institutions. For all of them together the share increased
from 6 per cent in 1951 to 14 per cent in 1968. Here again, the increase
was about equally large in percentage points in the 1950’s and the
1960’s, but proportionately it was more pronounced during the first
half of the period. Particularly impressive increases in the share in

1" By mid-1970 the figures were approximately $200 billlon and 10 per cent a year.
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total corporate stock outstanding were registered by private pension
funds with an advance from less than 1 per cent to 6 per cent and by
open-end investment companies whose share advanced from less than
2 to almost 5 per cent,

6. The influence of financial institutions in the market for corporate
stock, however, is more adequately reflected in the flow dimension.
The net acquisition of common stock by the six groups of financial
institutions for which information on net purchases or sales is avail-
able amounted to over $80 billion in the period 1952-1969 (Table
3-23). Over two-thirds of them furthermore were made during the
second half of the period (1961-1969) with peaks of more than $10
billion each in 1968 and 1969. Net purchases by these financial insti-
tutions did not fall below $3 billion in any year since 1959.

7. By far the largest purchases were made by private pension
funds ($4 billion) and by open-end investment companies ($16 bil-
lion). By comparison the net purchases of non-life-insurance com-
panies, life insurance companies, and personal trust funds adminis-
tered by banks and trust companies were considerably smaller. What,
may be equally important, they were much more irregular, although
in absolute amounts they were by no means negligible.

8. Since no direct information is available on the net purchases and
sales of these other important groups of institutional holders of cor-
porate stock—bank trust departments, closed-end investment com-
panies, and brokers and dealers—the results of their transactions
must be inferred from the movements of the known or estimated
values of their stock portfolios and of those of a stock price index as-
sumed to reflect the structure of their portfolios. This somewhat haz-
ardous procedure suggests that for the entire period 1953-1968 per-
sonal trust departments bought on balance approximately $15 billion
of corporate stock, such net purchases being concentrated in the last
three years of the period. This would add only about one-fifth to the
known net purchases of the six groups for the period as a. whole, but
would increase net purchases in 1966-68 by more than one-third.

The inferred net purchases of the otKer two groups—closed-end
investment companies and brokers and leaders—were too small signifi-
cantly to affect the figures of Table 3-23, either for the period as a
whole or for subperiods of substantial length.

9. Because of the low volume of new issues of corporate stock dur-
ing this period the net purchases of financial institutions have been
in excess of the total increase in the supply of corporate stock in
every year since 1958. For the entire period, the known net purchases
by financial institutions of $90 billion were three times as large as total
new issues. The discrepancy, moreover, showed a clearly increasing
trend over the period. While from 1952 through 1960 the know net
purchases of corporate stock by financial institutions were only about
equal to total net issues of all corporate stock (excluding investment
company stock), from 1961 through 1969 net issues of about $10 bil-
lion were dwarfed by the known net purchases of financial institutions,
which amounted to more than $65 bihion (see Table 3-34). As a result
(since foreign investors also had a small net purchase balance) large
amounts of corporate stock were transferred from domestic individual
ownership to that of financial institutions. These transfers may be
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estimated during the 1960’s at about one-tenth of the entire portfolio
of corporate stock (excluding investment companies) held by house-
holds at the beginning of the period and amounted to an only slightly
smaller fraction during the first half of the period (1952-1959).

10. On the average, the net purchases by financial institutions
amounted to 1 per cent of corporate stock outstanding (excluding
intercorporate holdings and investment company stock). It is remark-
able that the ratio was fairly stable, keeping between 0.8 and 1.2 per
cent of total stock outstanding in ten of the seventeen years of the
period and being only slightlyi’xigher (averaging 1.5 per cent) in an-
other four years (1961 and 1966-68). They were substantially lower
in only two years in the period (1955 and 1964).

11. The importance of financial institutions as traders in corporate
stock is evident in two statistics, in the velocity of turnover of their
portfolios and in their share of stock trading on the New York Stock
Exchange. From both bodies of data it is evident that the participa-
tion of financial institutions in stock trading during the postwar pe-
riod increased at least as much as their share in total corporate stock
outstanding.

12. While financial institutions, as determined by the perodic sur-
veys of the NYSE, accounted for about one-fifth of all trading on the
exchange in the mid-1950’s and for one-fourth of public trading (i.e.,
excluding trading by brokers and dealers), their share rose consider-
ably and almost continuously during the 1960’s to reach about two-
fifths of total trading and over one-half of public trading during the
first half of 1969.

13. The turnover ratios of the stock portfolios of financial institu-
tions, indicative of the intensity of their trading activities, rose for all
types of institutions from 1955 (when the statistics begin) through
1969. The increcase was most pronounced for open-end investment
companies in which the velocity rose from one-sixth of the portfolio
in 1955 and one-fifth in 1965 to one-half in 1968 and 1969. This ac-
celeration was due to the spread of the performance orientation, in-
volving numerous but relatively short-term engagements and increas-
ing emphasis on in-and-out trading. The samc sharp acceleration
in turnover ratios in the late 1960’s can be observed in the other main
groups of financial institutions. Although it occurred here later than
in the case of open-end investment companies—in 1967 or 1968 rather
than in 1966—it was no less pronounced. Thus the turnover ratio of
life insurance companies nearly doubled between 1966 and 1969 as
did that of private pension funds, while the turnover ratio of fire and
casualty companies more than tripled. The ratios for all of these
groups, however, still remained well below those for open-end invest-
ment companies. The acceleration of trading by financial institutions
was about in line with the movements of the overall turnover ratio
on the New York Stock Exchange, which increased from 15 per cent
in 1965 and 20 per cent in 1966 to 33 per cent in 1969.

14. The sharp increase in the net purchases of corporate stock by
financial institutions in the 1950°s and 1960’s was the result of two
factors, the increase in the total funds available for investment and
the change in investment policy that allocated a larger share of avail-
able funds to the acquisition of corporate stock. While the first factor
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was the result of basic forces in the economy which were only in part
under the intluence of the institutions themselves, the changes in port-
folio policy were largely autonomous, although they were in some
cases influenced by changes in the statutes governing the investments
of the respective institutions.

The share of corporate stock in the net acquisition of financial assets
sharply increased over this period for all types of financial institu-
tions, excluding investment companies, which always had invested
the bulk of their funds in corporate stock. Comparing three-year
averages to avoid erratic movements the share of corporate stock in
total net acquisitions of financial assets increased from 1952-54 to 1967—
69 for uninsured private pension funds from less than 30 to over 80
per cent; for state and local pension funds, from 114 per cent to 25
per cent; for non-life-insurance companies, from 15 to nearly 40 per
cent; and for mutual savings banks, from 4 to over 6 per cent. It is
this dramatic change in investment policy, discussed in somewhat
more detail in Chapter 5, Section 2, that must be regarded as the
most important aspect of the activities of financial institutions in the
market for common stock in the postwar period.

6. Participation of Foreign Investors in the American Stock Market

The transactions of foreign investors in American corporate stock
are of particular interest for three reasons: (1) They arc sometimes
an important factor in the demand for or the supply of stock. In that
respect foreigners are in the same position as institutional and nonin-
stitutional groups of domestic investors as buyers or sellers of stock
or as financial corporations as issuers. (2) To the extent of net foreign
purchases or sales of American corporate stock there may be a net
sales or purchase balance by all domestic investors. (3) These trans-
actions are important to the balance of payments and thus, indirectly,
to monetary policy. Continuous substantial net purchases of American
corporate stock by foreign investors obviously permit larger net im-
ports of commodities and services, larger net exportation of capital,
or larger accumulation of monetary metals than would otherwise be
possible, while protracted net sales have the opposite effect.

From 1952 through 1968 the net purchases of American corporate
stock by foreign investors totaled $3.7 billion as shown in Table 3-35.1
This amount 1s small compared to the net purchases by some domestic
investor groups, particularly investment companies ($15 billion) and
uninsured pension funds ($33 billion), during the same period and
equals only 5 per cent of net purchases by all domestic financial in-
stitutions, but it is substantial in relation to the total increase in the
supply of stock. Net foreign stock purchases were about onc-seventh
of total net stock issues in the period 1953-68 and accounted for about
one-fourth of total net cash issues. From 1952 through 1968, American
open-end investment companies sold $1.5 billion or about 4 per cent of
their shares to foreigners. If the redemption rates had been the same
for foreign as for domestic stockholders (about 50 percent) open-end-
company shares would have accounted for about one-fifth of the net
purchases of American corporate stock by foreigners.!®

18 For the methods of calculating the figures and their limitations, see Appendix VII.
19 Baged on figures in Mutual Fund Fact Book 1970, pp. 14, 68 ff.



Transactiong by Foreign Investors in U. S. Corporate Stock

Table 3-35

1958~1968
1 Average Turnover :Zzgi2§1g: Share of Net Trading s;:z:
Trading holdings ratio exchanges? foreigners purchases Net purchases changes
S bill. S bill per cent $ bill per cent
(1) (2) 3) (4) (5) (6) (€D) (8)
1958 2.85 7.20 .40 77 3.7 -.05 - 57.0 34.0
1959 4.08 8.85 .46 104 . 3.9 .36 11.3 7.3
1960 3.75 9.35 .40 90 4.2 .21 17.8 - .5
1961 5.81 10.55 .55 128 4.5 .33 17.6 20.5
1962 4.41 11.05 .40 110 4.0 .11 40.1 5.1
1963 5.25 11.40 .46 129 4.1 .19 21.6 2.0
1964 6.51 13.15 .50 145 4.5 -.35 ~18.6 12.9
1965 7.77 14.20 .55 189 4,1 -.51 - 15.2 8.8
1966 9.82 13.60 .72 247 4,0 -.34 -29.8 -10.4
1967 15.31 14.05 1.09 324 4.7 .75 20.4 14.8
1968 23,97 17.50 1.43 394 6.1 2.27 10.6 9.5
i?urchases plus sales

v

Average of value of holdings at beginning and end of year

Twice volume of trading (35th Annual Report of U.S. Securities and Exchange Commission,)p. 193

Moody's 500 stock average; year-end to year-end.

Slightly too high because trading by foreigners off exchanges is disregarded.

€91
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Thus the net purchases or sales by foreign investors are likely to
have exercised a considerable effect on the supply-demand situation
in corporate stock during the period, and certainly during those parts
of it when either net sales or net purchases were substantial in relation
to the increase in the total supply of corporate stock. In 1956, e.g.,
net foreign purchases were equal to 7 percent of all net new stock
issues and to 10 percent of issues excluding investment companies,
which may be the more relevant comparison since probably only a
small fraction of foreign purchases was directed toward investment
company issues. The corresponding ratios were as high as 15 and 33
percent respectively, and in 1968 large net foreign purchases occurred
in the face of a small net reduction in the supply of domestic corporate
stock.

These purchases, however, resulted in the transfer of only approxi-
mately 0.5 percent of the total amount of American corporate stock
into foreign hands. The percentage was considerably higher in indi-
vidual issues popular with foreign investors.

There is little evidence of a trend over the entire postwar period in
the net purchase or sales balance of American corporate stock by
foreign investors (Table 3-36). Small purchase balances prevailed
from 1952 through 1963, except for a very small sales balance in 1958,
a year of recession, and a somewhat larger than average purchase
balance in 1956, 1959, and 1961, all years in which stock prices rose
substantially. Movements were more pronounced during the last half-
dozen years. Foreigners’ sales exceeded their purchases by $1.2 billion
from 1964 through 1966, a period in which American stock prices
advanced substantially. This was due mainly to sales of American
stock held by the British government, a transaction presumably re-
flecting that country’s contemporary balance of payments difficulties.
On the other hand, heavy purchase balances developed during 1967 and
particularly during 1968, when they exceeded $2.2 billion in the period
In which American stock prices reached their peak. The volume of
x(ietlpurchases was much reduced in 1969, when stock prices began to

ecline.



155

Table 3-36

Relation of Net Purchases of American Corporate Stock by Foreigners

to Total Issues and Outstandings, 1952-1968

Relation (per cent) to
Net purchases
Net Net issues Domestic corp- by domestic
purchases of domestic orate stock financial

($ bill.) corporate stock outstanding institutions
Q) (2) 3) (4)
1952 .00 0 0 0
1953 .06 2.5 0.027 4,0
1954 .14 6.1 0.054 8.8
1955 .13 4.8 0.040 8.2
1956 .26 7.0 0.074 15.1
1957 W14 3.6 0.042 6.2
1958 ~.05 -1.4 -0.013 -1.8
1959 .36 8.8 0.076 10.2
1960 .21 6.6 0.042 5.7
1961 .33 6.3 0.057 7.6
1962 .11 4.2 0.018 2.7
1963 .19 19.0 0.030 5.2
1964 -.35 -10.6 ~0.047 -8.0
1965 -.51 -17.0 -0.061 -9.0
1966 -.34 - 6.9 -0.040 ~-5.3
1967 .75 15.6 0.081 7.8
1968 2.27 59.7 0.201 21.8

1952-1968 i
Average .22 5.9 : 0.032 5.1
]

53-940 O - T1 - pt. 6 - 11
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It is apparent from an examination of the net purchases column
of Table 3-35 that until recent years, foreign purchases of U.S.
stocks were insignificant. The single most influential cause of the recent
apparent shift in investor attitudes in favor of U.S. equities has been
expansion of investor interest and mutual fund sales activities abroad.
Both newly formed and older, more established open-end investment
companies have aggresively sought out new markets outside the United
States for their own shares on the strength of their performance dur-
ing the mid-sixties. Overseas expansion and concomitant changes in
attitudes were conditioned to some extent by a U.S. government pro-
gram of encouraging and removing barriers to investment in U.S.
securities by foreigners.

The 1965 and 1968 direct investment restraint programs, aimed at
alleviating pressure on the U.S. balance of payments, forced American
firms to increase their reliance on the Eurobond market to maintain
foreign direct investment levels. The unprecendented increase in new
issues of U.S. securities on this market provided new opportunities for
the European investor to purchase American equity, often in the form
of convertible bonds.

European investment behavior during the period under discussion
was further influenced by exogenous economic and political factors that
probably induced capital migrations to the United States. Among them
were currency instability, the 1967 Middle East crisis, the 1968 events
in France, and the Soviet invasion of Czechoslovakia. :

Since foreign holders of American shares participated in the gener-
ally upward trend in stock prices during the period the aggregate value
of their holdings of American corporate securities increased sharply
from about $3 billion at the end of 1951 to nearly $20 billion 17 years
later. Of the increase in value, about five-sixths were due to the rise in
stock prices and less than one-sixth to net purchases. The share of
foreign investors in the total market value of corporate stock out-
standing (excluding intercorporate holdings) stayed at around 2 per
cent throughout the period. Since it may be assumed that foreign
holdings of American corporate stock are heavily concentrated in
issues listed on the New York Stock Exchange their share there may
be about 3 percent.

As in the case of domestic investor groups the purchase and sales
balances of foreign investors are the result of much larger transactions.
From 1958 through 1968, the only period for which these figures are
available, purchases and sales combined came to $90 billion, about
thirty times as large as the net purchase balance of $3.0 billion. As-
suming that most of the trading took place on exchanges, foreign in-
vestors would have accounted for about 4 per cent of total stock
trading against a share of only 2 per cent in holdings of American
corporate stock. This indicates that the velocity of turnover of forei%n
investors’ portfolios of American corporate stock was higher than the
average for all domestic investors. The average ratio of slightly over
60 per cent for the period 1958-68 compares with one of a little over
20 per cent for all stocks listed on exchanges (excluding intercorporate
holdings). The ratio is even higher than that for American individual
holders of corporate stock and is closer to that of the more actively
trading institutional holders of corporate stock, viz., open-end invest-
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ment companies.2’ This is not unexpected as a probably considerable
part of foreign holdings of American corporate stock are in the hands
of or administered by financial institutions. As is the case for Ameri-
can investors, particularly institutional holders of corporate stock,
the turnover ratio, which ﬁad been fairly stable at around 50 per cent
from 1958 through 1965, rose rapidly in the last three years of the
period, exceeding 135 per cent in 1968. Thus foreign investors in Amer-
1can corporate stock conformed in this respect also to the behavior of
American investors and apparently were no more immune than they
to the speculative fever of the late 1960’s.

European investors (or more correctly, investors handling their
transactions in American securities through European banks, brokers,
or dealers) accounted for about two-thirds of the total trading in
American corporate,stock by foreigners. About one-half of this
amount was accounted for by transactions from Switzerland, and it is
certain that residents of that country were responsible for only part of
the volume originating there. British investors or organizations origi-
nated about one-fifth of all European transactions and about one-
seventh of all transactions by foreign investors. Canadian investors
accounted for almost one-fifth of all foreign trading in American
corporate stock, Latin American investors, for about one-tenth; and
the rest of the world, not much more than 5 per cent. Net purchases of
American securities, however, were distributed in a quite different way
among the different regions. Thus Canadian investors, although origi-
nating less than one-fifth of all foreign purchases and sales, were on
balance purchasers and accounted for more than two-fifths of the net

urchase balance of all foreign investors. In contrast, British investors

ad net sales balances in most years, and for the period as a whole
they showed a sales balance of more than $1.1 billion, probably in part
a result of British foreign exchange control. Details about the geo-
graphic distribution of transactions, sales balances, and holdings by
foreign investors may be followed in Tables 3-37 to 3-39.

20 For the velocity of their stock portfolios, see Table 3-32.



Table 3-37

Net Purchases or Sales (~) of U.S, Corporate Stock
by Foreign Investors in Main Regions, 1952-1968

$ bill.
All United Switzer- Other . Latin Other
Countries Canada Kingdom land European America Countries

(1) (2) (3) (4) (3) (6) (D)
1952 .00
1953 .06
1954 .14
1955 .13
1956 .26
1957 14
1958 -.05 -.05 0 .01 -.04 .01 -.02
1959 .36 -.02 .02 .21 .09 .03 .03
1960 .21 -.01 -.04 .12 .10 .01 .03
1961 .33 -,03 -.01 .16 .10 .04 .07
1962 .11 .04 -.04 .13 .02 -.02 -.02
1963 .19 .00 .20 -.03 0 .01 .01
1964 -.35 .04 -.18 -.22 -.02 .03 0
1965 -.51 .05 -.40 -.12 -.04 ~-.01 -.01
1966 ~.34 .23 ~-.52 -.06 -.06 .04 -.03
1967 .75 .27 -.12° .25 .21 .08 .06
1968 2.27 .38 -.03 .82 .78 .15 .17
Source: Treasury Bulletin, various issues

861



Table 3-38

Activities of Foreign Investors inm U.S. Corporate Stocks by Main Regions, 1958-1968

$ bill.
Trading Net Increase Average 1 (2) | Turnover
purchase in holdingzs (2) - (3) ratio
value of )
holdings (%)
1 ) 3) G (5) (6) )
Canada 16.44 .90 2.39 1.68 18.2 .38 9.8
Europe 59.05 1.31 8.57 8.57 45.0 .15 6.9
Switzerland © 30.67 1.27 24.2
U.K. 12.54 -1.12 11.2
Other Europe 15.84 1.16 13.7
Latin America 8.90 40 .92 .24 22.3 43 .
Other countries 5.14 - .41 1.56 .63 12.5
All foreign countries 89.53 2.27 13.44 11.82. 40.0 .17 .

691
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Table 3-39

Foreign Holdinzs of U.S. Corporate Stock, 1953 ~ 1968

$ bill.

Total Canada Western Latin Other
End Europe America Countries
of | (2) (3) () ()
1953 | 3.65 .68 2.53 .29 .15
1954 5.25 .94 3.66 .42 .23
1955 6.58 1.09 4.64 .52 .33
1956 6.96 1.09 4.97 .56 .34
1957 6.09 .88 4.42 .49 .30
1958 8.31 1.17 6.03 .66 45
1959 9.36 1.25 6.86 .74 .51
1960 9.30 1.21 6.84 .73 .52
1961 | 11.81 1.46 8.71 .93 .71
1962 | 10.34 1.24 7.70 .79 .61
1963 | 12.49 1.49 9.31 .94 .75
1964 | 13.84 1.73 10.16 1.08 .87
1965 | 14.60 1.93 10.53 1.17 .97
1966 | 12.64 1.93 8.74 1.08 .89
1967 | 15.51 2.54 10.51 1.27 1.19
1968 | 19.53 3.27 12.99 1.41 1.86

Sources: Survey of Cu}rent Business, various 1issues




CHAPTER 4

Tae SurpLY OF EquiTy SECURITIES, 1952-68

This chapter describes trends in the supply of equity financing
during the years 1952 to 1968 and trends in corporate financing over
the period. An attempt is also made to identify the determinants
of the volume of equity financing for nonfinancial corporations and
for several subsectors within that group; namely, manufacturing,
utilities, and communications. In addition, an attempt is made to
explain equity financing behavior by studying a sample of large
manufacturing corporations each of which made at least one issue
of common stocks during the period. Finally, an attempt is made to
identify the determinants of the volume of equity securities retired.

1. Trendsin the Supply of Equity Securities, 195968

During the period under study domestic corporations issued $58.3
billion of new equity securities and at the same time retired $31.8
billion of outstanding equity securities. As a result net new issues
over the period added $26.5 billion to the stock of outstanding equity
securities. Yearly data on new issues and retirements are presented
in Table 4-1.

(161)



Tabie §4-1
: Domestic Corporate Securities Issued and Retired,l 1952-68
(millions of dollars)
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liq:x:‘.d.:tior::-, ac well a2s adiugtments for intercorporate transactions were not covered. an asterisk means less than half a
million depllars. .

SOURCE: Securities and Exchange Commission, Branch of Capital Markets. - - -
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While the total market value of outstanding stocks of domestic
corporations increased by $983.4 billion between 1952 and 1968, net
new issues accounted for only 2.7 percent of this increase, with the
balance arising from appreciation of outstanding issues. Moreover,
there has been a significant decline over the period in the contribution
of net new issues to the growth in market value of equity securities.
Between 1953 and 1959, 6.6 percent of the increase in market value
was attributable to new issues whereas they accounted for only 1.2
percent of the increase between 1960 and 1968.

The data in Table 42 show that, over the period as a whole, man-
ufacturing corporations accounted for almost 32 percent of gross
new issues, while public untility corporations, communications cor-
porations, and others (including mining, transportation, fire, insur-
ance, real estate, and commercial corporations) each accounted for be-
tween 23 and 24 percent of gross new issues. However, there have been
some shifts in the roles of the individual sectors as sources of new
equity securities between the 1950’s and 1960’s. Corporations in both
manufacturing and in the miscellaneous group have increased their
share in gross new issues between these two periods, while the shares
of both public utility and communications corporations have de-
clined. Additional detail on new issues and retirements by sector
is given in Table 4-3.
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Table 4-2

Distribution of Gross Neu lssues of Equity Sccuritie

by Industry, 1952-65
(percent)

Yecax Manufacturing Utilitics éommunications Other
1968 40.9 15.2 2.3 41.6
67 50.7 15.7 10.6 23.0

66 43.1 13.3 4.4 29.2
1965 37.6 18.7 17.4 26.3
64 15.8 17.2 48.4 18.2

63 27.4 22.2 25.8 24.6

62 26,1 26.4 16.6 30.9

61 25.8 16.9 33.3 24.0
1960 35.9 25.3 i3.3 25.5
59 29.7 31.6 13.5 25,2

58 16.2 34.4 35.2 14.2

57 51.1 25.3 6.5 17.1

56 29.1 20.5 31.6 18.2
1955 30.3 24.5 24.5 20,7
54 15.4 3L.3 33.0 20.3

53 8.7 . 50,7 28.6 12.0

52 24.3 32.9 31.6 11.2

Annual Averages

1952-53 3L.5 23.1 21,7 23.7
1960-65 33.7 19.0 20.2 27.1
1952-59 25.6 3.4 25.6 17.4




Table 4-3: Net New Iasues of Corporate Stock By Industry, 1952-1968

(Mi1llions of dollars)

1952 1953 1934 1955 1956 1957 19.8__ 193y 1960 1961 __ 1952 1663 196h. 1%45 1966 1567 15¢3
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Electric Gas & Water
v;’-‘,iSfu'-‘S 850 1,124 940 838 803 837 1,057 1,067 689 753 596 433 643 660 336 734 922
etirenments 4 54 146 40 7 22 30 39 54 49 116 188 167 504 22 83 30
Wet change 845. 1,069 79 ° 849 7% 815 1,027 1,026 635 704 479 25 476 96 33 62 892
Patlroad
New {ssuecs
2 fssu 1 -- s 7 1 w -- -- -- 1 1 1 -33 9 66 23
Falirenencs 16 12 4 262 52 32 109 18 26 43 9 9 4 i 22 . u
Net change <15 =12 =35 -236 .51 “32 -109 .18 -26  -42 -8 -9 -3 .5 "l0 55 ° -8
Other traasoortation
e dasues ‘42 6 5 46 62 48 33 68 18 42 21 7% 57 109 766 206 170
Yer chanee * 13 19 70 42 16 17 49 34 7 37 84 84 105 38 98 252
: 42 -8 -15 -24 20 32 16 20 -16 35 -17 -10 -27 4 728 108 -122
Co~runication
N
Rf‘t’ijzi‘c‘:is 817 634 989 888 1,238 215 1,080 457 363 1,483 EYIA 502 1,816 $59 600 . 494 167
Yot chana “ 12 7 8 %] 26 10 12 8 26 17 55 115 41 27 28 46
P1E * 817 622 982 879 1,196 189 1,070 445 356 1,457 *57 by 1,099 518 573 466 -120
New {ssuecs
Retire—cnts 1:9 177 ie6 483 473 374 250 427 439 664 419 276 429 439 166 189 611
Net chanre ? 2 145 308 177 102 92 129 107 136 o 182 e 449 256 318 1,355
122 165 220 175 297 272 158 298 31 528 219 9 285 -10 =90 =121 =744
Cormercial & other
lNew issues
Rotirecnts 119 30 107 86 64 72 73 309 193 307 207 o6 172 185 193 472 1,337
et change 1. 37 130 139 ° 95 86 134 182 210 192 175 205 225 229 336 303 782
15 -8 -23 -53 31 -14 -61 127 -17 115 33 -119 -104 -5  —143 169 55

Note: An asterisk means less than nalf a million dollars.
Source: Sccurities and Exchange Commission

n.a., = pot available
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Throughout the period, the bulk of new issues has apparently been
rather small. Table 44 shows that individual issues of $15 million
or more have accounted, on average, for only 30 percent of gross new
issues, although the individual sectors exhibit considerable variation
in this respect. Large issues have accounted for slightly more than
50 percent of total issues by public utility corporations, and this is
by far the largest share. Large issues by communications corporations
have accounted for an average of 30 percent of total issues by cor-
porations in that sector, while the large issues have accounted for
approximately 24 percent of the total in manufacturing and approxi-
mately 18 percent in the miscellaneous sector.
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Table 4-4

Large Equity Issues as a Percent of Total, by Sccto§?1953~67

Manufacturing
and

Extractive Utilities. Cowmunicaﬁions Other | Total
1953 14.7 45,2 3.7 34,6 | 28.9
54 20.6 27.0 ——— 43,0 | 19.4
55 39.5 46,1 6.1 20.8 | 28.6
56 18.2 34.9 48,7 39.9 | 35.5
57 57.2 ,51.8 24,5 23.9 | 48.7
58 14.0 3.7 4.2 12.9 | 22.7
59 - 11.6 2.2 28.3 16,1 | 27.5
1960 8.4 . | 42,9 6.2 36 | 15.6
61 5.0 61.6 - 69.2 14,6 | 38.1
62 4.9 62.5 —— 3.0 | 18.8
63 13.3 49.2 9.5 5.5 | 18.6
64 ———— 50,6 '79.3 17.0 | 49.9
65 27.2 32.8 12.8 4.2 | 22.6
66 | 44.3 73.5 16.9 7.0 | 34.0
67 15.1 80.0 1.6 28.2 | 27.2
Annual average 23.5 50.6 3044 17.5 | 30.3
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Perhaps the most striking trend in the supply of equity securities
over the period has been the dramatic increase in the volume of re-
tirements. The data in Table 4-5 indicate that, with the exception of
the carliest years of the period, a relatively small proportion of the
retirements represents preferred stock called for payment. In par-
ticular, such retirements accounted for less than 5 percent of the total
in the years 1966-68 when approximately 35 percent of the total
amount of retirements during the period occurred. Most retirements
fall into the category of repurchases by the issuing corporations and
retirements associated with mergers and liquidations. Within this
category there is some evidence that the bulk is accounted for by re-
purchases on the part of the initial issuer.

Table 4-6 shows estimates, derived by Leo Guthart, of the market
value of shares repurchased by corporations listed on the New York
Stock Exchange from 1954 to 1963. In six of the ten years these esti-
mated repurchases accounted for over 50 percent of the retirements
falling into the category of repurchases and retirements associated
with mergers and liquidations. The balances listed as exchanges (i.e.,
exchanges of debt for equity securities) are probably closely asso-
ciated with merger activity.

As can be seen by referring back to Table 4-3 it is manufacturing
corporations which are responsible for most of the retirement of
stocks. In most years such corporations account for somewhat more
than half of all retirements, and in only one year (1961) were they
responsible for less than 45 percent of total retirements. Most of the
balance in retirements is accounted for by firms in the extractive
industries, in fire insurance and real estate, and in the commercial
and other group. Retirements by firms in the utility, transportation,
and communications groups generally account for a very small propor-
tion of total retirements.
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Table 4-5

Distribution of Total Retirements, by Type, 1952-68

(percent)
Called for Repurchages and
Payment Other Retirements Exchanpes
1968 1.1 65.8 30.1
67 4.3 86.8 8.9
66. 3.8 72.8 23.4
65 18.1 75.9 6.0
o 16.8 744 8.7
63 18.3 72,9 8.9
62 ' 18.4 76.1 5.4
61 8.7 85.5 5.9
1960 8.7 ' 79.9 11.3
59 8.3 N 84,1 7.5
58 ' 12.8 63.1 24,2
57 ) 6.8 81.9 .1l
56 13.3 79.3 7.3
55 - 33.3 . 56.9 , 9.9
¢ 7 33.2 59.5 7.4

53 40,5 59.5 o —eu

52 68.1 39.9 ' m-=-
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Table 4-6
Market Value of Shares Repurchased by New York Stock Exchange

Companies, 1954-413

Estimatcd Repurchases ' Percent of
by NYSE Companies* ‘Total Repurchases
(millions of dollars) and Other Retirements
1963 . 1,302.9 ’ 77.2
62 1,056.7 85.8
61 793.6 47.8
1660 598.4 ’ 68.9
s 6475 75.2
58 465.7 76,6
l57 382.3 75.4
56 414,3 37.3
55 387.8 38.5

54 273.9 38.5

°

*pata ‘from Leo A. Guthart, "More Companics arc Buying Back Their Stock,"
Harvard Business Review, March-April, 1965, Exhibit 1, p. 44.
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2. Trends in Corporate Financing

The net supply of equity securities reflects, of course, corporate de-
cisions as to uses and sources of funds. By far the largest corporate
use of funds is for capital expenditures. Table 4-7 shows that through-
out the period under consideration over 60 percent of total funds used
were allocated to capital expenditures. As is to be expected, the pro-
portion spent varies closely with the general level of business activity.
Variations in the proportion of funds used for capital expenditures are
offset primarily by compensating variations in the acquisition of fi-
nancial assets. In most years capital expenditures and the acquisition
of financial assets together account for slightly more than 90 percent
of total uses, and there is no apparent trend in this figure. Capital ex-
penditures and acquisition of financial assets averaged 90.7 percent
of yearly total uses during 1952-59 and 91.0 percent during 1960-68.

The remaining 10 percent of funds has been used for the retirement
of outstanding debt and equity securities. Within this component of
.total uses there has been a noteworthy, if not dramatic, increase in the
importance of retirements of equity issues. While such retirements
accounted for 2.0 percent of uses on average during the years 1952-59,
retirement of stock consumed 3.2 percent of funds annually during the
period 1960-68. At the same time the annual average proportion of
funds used for the retirement of debt securities declined from 7.3 per-
cent in the fifties to 5.8 percent during the sixties.

§3-940 0—71—Pt. 6——12
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Table 4-7
Sources and Uses of Funds, All Nonfinancial Corporations, 1952-59

(percent of total uses)

1952 1 1953 | 1954 ] 1955| 1956 | 1957 | 1958 | 195¢

Total (billions of §) 33.2129.3]32.6] 55.2( 46,8 43.9145,1] 57.1
Uses of Funds (pevcent)
Capital expenditurzs | 73.5| 84,01 66.3] 57,1 76.7] 79.0{ 60.5| 64.6
Net average of '

financlal assets 19.0| 8.5]17.8} 33.7| 13.5} 13,7 29.0] 28.4
Retircmonts 7.5 7.5116.0] ¢.,21 9.8] 7.3}]10.4] 7.0
Stock .31 1.0} 3,7} 3.1 3.0] L.4) 2,0 1.8
Bonds 7.2 6.5 12,3| 6.1| 6.8] 5.9 8.4 5.2
Sougees of Funds

{percent) R
Gross internal 63.9172.0( 71,5 52.9{61.8]69.7| 65,4 61.3
External 36.1) 28,0 28,5 47,1 | 38,2 30.3| 34.6{ 38,7
Stocks 7.8 7.5( 9.2 6.5 8.3} 7.5! 6.9 6.0
Bonds 22,0 22,9 23.9| 13.8] 16.7} 21,9 21.5§ 12.4
Other 6.3] ~2.4| -4,6}26,8) 13.2 .9 6.2 20.3

1960 | 1961 | 1962} 1963 | 1964 | 1965 | 1966 | 1967 | 1968

Total(billions of §) 47,81 58.0] 65,31 70.5] 71.31 93,7 [100.1] 93.7|115.8

Uses of Funds (porcent)
Capital expenditures 81.6| 63,31 67.4( 64,7 73,1} 67.01 77.0| 77.4] 66.3

Net average of

finanecial ascets 9.8)26.7) 24,5} 25.1) 18.0} 24.7| 15.5| 14.4| 23.0
Retirements k 8.6 10,0; 8.1} 10,2 8,9| 8.3] 7.5| 8.2} 10,7
Stock : 2,1} 3.1 2.5| 3.1 3.2| 3.4| 3.0} 2.3} 6.0
‘Bonds 6.5 6,9 5.6f 7.1| 5.7| 4.9 4.5 5.9 4.7
Total Sources (percent)

Gross internal 72.0] 61.41 64,04 62,3} 70.8] 60.4] 61,2 65.3} 54.4
External 28,0| 38,6 36.0] 37,7} 29,2 39.6] 38.9| 34.7| 45.6
Stoclhn 5.6 7.8 3.5 2.7 5.2 3.4 4,2 5.0 5.3
Boudis 16,91 15.9} 13.2} 15,01 15.0| 13.6{ 15.6} 22.7 | 16.8

Other 5.4115.0}19.3} 20.0] 9.0} 22.6{ 19.1{ 7.0} 23.5
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The major proportion of funds used by corporations is internally
generated primarily from depreciation reserves and retained earnings.
While internally generated funds exhibited short-run variation, they
showed no apparent trend at this level. In most years such funds ac-
counted for more than 60 percent of total sources. Over the years
1952-59 internally generated funds accounted for 64.8 percent of the
funds used each year; they accounted for 63.5 percent during the years
1960-68. As a consequence the role of external financing, except for
short-run variations, has remained relatively unchanged throughout
the period.

The sources of external finance, however, show significant shifts over
the period. In particular the role of both debt and equity securities as
sources has been markedly lower in the 1960’s than in the 1950’s. While
issues of debt securities provided, on average, 19.4 percent of total
funds annually from 1952-59 this proportion fell to 16.1 percent dur-
ing 1960-68. More dramatic is the reduced importance of new equity
issues as a source. Such issues accounted for 7.5 percent of total funds
on average from 1952-59 but for only 4.8 percent of total funds from
1960-68. These reductions in the role of securities have been offset by
a marked increase in the proportion of funds supplied by other sources,
primarily commercial banks. Bank debt and other sources, which pro-
vided, on average, 8.3 percent of total funds during the 1950’s, supplied
almost twice that, or 15.6 percent, in the 1960’s.

Thus there are two trends in corporate financial behavior which have
acted to limit the supply of equity securities during the period under
study. On the one hand, corporations as a group have increased the
extent to which funds have been used to retire their ontstanding equity
issues. On the other hand, there has been a notable shift away from the
issuance of new equity securitics as a source of funds. Explanations for
these two trends would, to a large extent, provide explanations for the
behavior of the supply of equity securities during the 1950’ and 1960’.

Before proceeding to examine some explanations for these trends,
however, it would be desirable to examine corporate financial behavior
on a less aggregative basis. This can be done for three broad sectors—
manufacturing, electric and gas utilities, and communications. Infor-
mation on uses and sources of funds, other than that relating to re-
tirements and issues of debt and equity securities, is available from
reports of various regulatory agencies, Thus data for manufacturing
were calculated from the FTC-SEC Quarterly Surveys of Manufac-
turing; data for electric and gas utilities, from reports on class A and
B privately owned electric utilities and natural gas pipelines and utili-
ties filed with the Federal Power Commission; and data for class A
telephone companies, from reports filed with the Federal Communica-
tions Commission. Such data do not cover all firms in these categories;
and, particularly in the case of the FTC-SEC Survey of Manufactur-
mg, changes in number and identity of reporting firms introduce addi-
tional errors. Nevertheless, included firms account for very high per-
centages of total activity in each sector. Furthermore, these data should
provide reasonably reliable indicators of trends in the relative impor-
tance of various sources and uses of funds within each sector. Informa-
tion on the financing behavior of a miscellaneous group of firms
including those in transportation, mining, commercial, and fire, insur-
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ance, and real estate was obtained by subtracting the data for manu-
facturing, utilities, and communications from the flow-of-funds data
for all nonfinancial corporations.

Annual average percentage data on the uses and sources of funds are
presented for each sector for the periods 1952-59 and 1960-68 in Table
4-8; yearly data for each sector are in Tables 4-9 through 4-12. The
relative constancy of the proportion of funds used for reductions in
liabilities which was observed at the aggregate level extends only to
the manufacturing sector. Utilities and the miscellaneous group both
exhibit a tendency toward increasing use of funds for the retirement
of securities, though the tendency is much more pronounced for the
latter group. In communications, however, there is a contrary trend
toward a reduction in the use of funds for retirements. Likewise, the
trend toward a decrease in the proportion of funds used for the retire-
ment of debt securities at the aggregate level does not extend uniformly
to the individual sectors. While retirement of debt securities absorbed
a decreasing proportion of funds in manufacturing and communica-
tions, utilities showed a slight increase, and the miscellaneous group
exhibited no change. The one aggregate tendency which extends to
each sector without exception is an increase in the proportion of funds
used to retire outstanding equity securities. While the proportion of
funds so used is still relatively minor in each sector, the proportion has
approximately doubled in the 1960’s as compared to the 1950’s in both
the communications and the miscellaneous sectors, and quadrupled in
the utility sector. Thus, one of the important trends influencing the
supply of equity securities has apparently been a general phenomenon
throughout the corporate sector.



Table 4-8

Comparative Sources and Uses of Funds, Annual Averages, 1952-59 end 1960-68

(percent of total uses)

Increase In Assets

Tetirenent of debt sec-
- Sr?ties

atirement of equit c-
Retize of equity feg

et Reduction in other
_" bilities

Internal fiunds
Exteznal f unds
Equity

Debt 3 ccurities

Net inercase in cher
liavilities

All Nonfinancial g
Corpeorations Manufacturing Utilities Communications Miscellareous i
1952-59! 1960-68 | 1952-59 | 1960-68 | 1952-52 | 1960-68 1?52-59{ 1960-68 | 1952-38§ 1260C-5 }
- 7 i
90.7 91.0 92.1 92.9 89.2 85.8 79.6 92.5 26.6 ; 77.5 3
7.3 5.8 5.4 4,0 9.9 11.0 19.8 6.2 6.6 ; 6.6
2.0 3.2 2.5 3.1 .3 3.2 .7 1.3 116 E 3.2
|
---= —--- ——-- amn- --=- ---- ---- ~—-- 5.2 | 1z.7
100 100 100 100 100 100 100 100 100 ! 1ce
64.8 63.5 70.9 57.9 27.7 38.4 22.5 34.9 75.8 ! 2.3
35.2 36.5 29.1 42,1 72.3 61.6 77.5 65.1 24,2 2.7
7.5 4,8 4.3 2.8 17.5 8.7 35.6 23,7 2.9 3.0
19.4 16.1 14.9 2.7 41,0 34,5 40.3 32.8 14.5 6.2
8.3 15.6 9.1 J 30.3 13.8 18.5 ° 1.9 8.5 6.8 3.5

GLT
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Table 4-9

sources and Used of Funds, Manufacturing Corporations, 1952-68

(percent of total uses)

Increase Debt Stocls fotal Intexnal|Lxternal Debt
in Asscts|Retircment |Petirement | Uses | Funds Funds Equity|Sec.|Other
1968 91.4 3.0 5.6 100.0] 45.9 | s 3,21 8.8 42.1
67| 93.4 3.9 2.6 100.0| 54.7 45.3 4,1 {16.5] 24.7
66| 94,3 3.0 7 2.7 |100,0{ 52.0 48.0 2.8 | 9.6{ 39.6
1965 93.4 3.4 3.2 100.0f 53.2 46.8 2.2} 8.1 36.6
64] 93.1 4.0 2.9 100.0] 63.0 | 37.0 | 1.6 ] 7.4 30.6
63| 91.4 4.8 3.8 100.0 65.3 34,7 1.7 {10.5] 22,5
62| 93.0 4.3 2.7 100.0] 63.9 36.1 1.9 | 8.7] 25.5
61 93.1 4.4 2.5 100,0] 57.0 43.0 3.9 |11.3] 27.8
1960 92.9 4.9 2.2 |100.0| 6s5.8 | 34.2 | 4.1 6.6] 23.5
59) 94,2 4.0 1.8 100.0]" 5.4 44,6 3.3 | 5.1} 36.2
58]  89.9 6.7 3.4 100.0] 84.8 15.2 3.2 |20.6] -8.6
57| 94.2 4.5 1L3 100.0{ 72.1 27.9 8.0 12,9/ 7.0
s6| 87.8 7.8 4.4 100.0{ 72.5 27.5 7.3 {18.1] 2.1
1955 93.2 4.2 2.6 100.0} 53.8 46.2 3.5 | 6.6 36.2
54] 88.1 6.9 5.0 100.0} 84,8 15.2 3,8 |18,6]-12.9
53{  94.6 4.4 1.0 100.0{ 78.9 21,1 1.6 [13.9] 5.6
52| 95.0 4.3 .7 |100.0f 65.0 | 35.0°| 4.523.1] 7.4
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Table 4-10
Sources and Uses of Funds, Public Utility Corporations, 1952-67

(pexrcent of total use)

Tncrcﬁse Debt Stocks TotaliInternal|External Debt
in Assets|Retirement |Retircement } Uses | TFunds Funds |Equity!Sec.|Other
1968
671 85,6 6.6 7.8 100,0f 25.4 74.6 6.9 139.0; 28.7
66 91.0 6.5 2.5 100,0} 44.4 55.6 6.2 136.1] 13.3
1965, 83.1 10.2 6.7 100,0; 38.9 61.1 8.0 [28,2] 24.9
64; 86.4 11.0 2.6 100.0} 47.8 52.2 2.9 |32.7, 9.6
63 76.8 20.3 2.9 100.0} 41.6 58.4 6.9 |34.2{ 17.3
62; 83.8 4.4 1.8 *{100.0! 38.9 61.1 9.0 133.7| 18.4
61 89.9 9.3 .8 100.0; 34,7 65.3 11.8 135.3] 18.3
1960; 89.7 9.5 .8 100.0} 35.3 64.7 11.1 {36.5] 17.1
1591 91.5 7.9 T .6 100,0] 34,5 65.5 16,0 [34.0] 15.4
581 87.5 11.3 .5 100.0 . 31.0 69.0 17.3 146,11 5.6
571 93.8 5.9 .3 100,01 24.8 75.2 11.6 j41.7] 21.9
56| 91.8 8.0 .2 100.0] 30.6 69.4 15.3 }33.7) 20.5
1955; §&8.6 10.5 .9 100.0; 27.4 72.6 18.8 |34,6{+19,2
541 76.2° 21.0 2.8 100.0} 22.9 77.1 17.9 {54.7F 4.5
53] 92.3 - 6.6 1.1 100.0] 26.4 73.6 24.6 [42.6] 6.4
52f  92.1 7.9 ) - 100.0] 24,1 75.9 18.6 {40.4] 16,9




178

Table 4-11

Sources and Uses of Funds, Communications Corporations, 1952-67

(percent of total use)

Total

Increase Debt Stocks InternalfLiternal Debt
in Assets|Retirement |Retirement | Uses | Funds Funds |Equity|Sec.|Other
1568
671 97.8 1.5 o7 100.0f 37.8 62.2 10.9 }39.8; 11.6
66; 97.6 1.7 .7 100.0; 35.7 64.3 14.3 [41.2] 6.8
19650 96.6 2.3 1.1 100.0{ 39.6 | 60.2 | 15.9 [20.7| 23.6]
64] 92.2 4.5 3.3 100.0] 33.5 66.5 50.6 {16.8] -1.4
63; 8l.8 16,0 2.2 100,0{ 40.9 59.1 18.6 |32.0/ 8.6
62| 97.0 2.2 .8 100.01 29.7 70.3 13.8 }45.9] 10.4
61] 80,5 18.5 1.0 100,0{ 26.8 73.2 49,7 123.5 =---
1960{ 96.5 3.1 A 100.0] 35.1 64.9 15.8 (42,5 6.6
591 91.9 7.6 o5 100.0y 37.8 62.2 24,9 33,0 5.9
58| ' 74.9 24.8 .3 100.0 22.8 77.2 35.2 |41,0] 1.0
S7| 94.7 3.7 1.6 100,0{ 26.3 73.7 11.1 {68.4] -5.8
56 83.7 14,6 1.7 100,0; 16,7 83.3 51.9 130.5 .8
19551 78.7 21.0 3 100.0; 18.7 81.3 33.3 {37.0{ 10.9
sl 63.7 - 35.8 .5 |100.0] 245 75.5 | 48.5 [29.9] -2.9
53| 78.7 20.8 .5 100.0] 17.2 82.8 35.4 44,4 3.4
521 70.3 29.7 --- 100.0{ 16.2 83.8 44.3 137.8] 1.6




Table 4-12

Sources and Uses of Funds, Miscellaneous Corporations, 1952-67

{percent of total use)

Retirement
Increase| of Debt |Retirement|Net RetirementiTotali{InternmaliExternal| Equity Debt Net Increase
Yea:lin Assets|Securities| of Equity | of Other Debt | Uses Funds Funds |Securities|Securitiesjof Jther Debtl
'
1966
67 57.8 7.5 2.5 32,2 160.0{ 78.7 21.3 2.8 - IS.A -
651 65.7 6.6 4.2 23.5 109.0{ 81.3 18.7 3.8 14.9 ----
1963 84,6 6.8 3.1 5.5 100.0f 78.5 21.5 2.7 18.8 ———- H
64! 73.9 6.1 3.2 16.8 100.0f 79.6 20.4 2.1 i8.2 m———
63! 21.6 5.7 2.7 ——— 10C.0! 65.3 34.7 1.3 8.5 14.8
52| 92.5 5.1 2.4 - 1¢0.0; 74.7 25.3 2.4 9.5 13.4
61f 0&.4 8.0 5.0 2.5 1¢0.0%F  79.9 20.0 5.0 15.0 ————
1960 69.7 6.7 2.6 21.0 100.0{ 80.0 20.0 3.6 16.4 -——-
591 89.2 6.5 2.2 2.2 100.0f 81.2 18.3 4.3 14,5 ==--
581 °1.1 ‘6.9 2.0 ———- 1C0,0} 66.5 33.5 2.0 11.8 19.7
57; 76.1 6.9 1.9 15.0 100,0] 81.8 18.9 3.1 15.7 ———
56 2.7 4,7 2.6 ———- 100.0| 66.5 33.5 2.6 10.3 20.6
1955 88.4 6.1 5.5 m——— 100.0f 64.0 36,0 3.7 17.7 4.6
541 22.6 9.4 2.9 5.1 100.0; 81.9 18.1 3.6 14.5 -
53 80.0 5.6 .8 13.6 100.0} 80.0 20.0 1.6 18.4 ———-
521 93.0 7.0 -— ~—-- 100.0! 83.6 16.4 2.3 12,5 1.6

6.1
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The absence of any substantial trend in the role of external financing
at the aggregate level obscures more varied behavior at the level of the
individual sectors. There has, in fact, been a dramatic increase in the
role of external financing for manufacturing corporations, with 42.1
percent of funds coming from external sources on average over the
years 1960-68 as compared with only 29.1 percent during 1952-59. At
the same time there have heen substantial reductions in the role of ex-
ternal funds in the utility and communications sectors and a more
minor reduction in their role in the miscellaneous group.

The trend toward decreasing reliance on equity issues as a source of
funds was, nevertheless, common to all sectors other than the mis-
cellaneous group, where there was an inconsequential increase in the
share of funds derived from new equity issues. Of the other three sec-
tors the decline in the role of equity financing was pronounced in com-
munications, where the average annual share of new equity in fotal
financing fell from 35.6 percent in the fifties to 23.7 percent in the six-
ties, and in the utility sector, where the fall was from 17.5 percent to
8.7 percent between the two periods. As in the case at the aggregate
level, the three sectors in which the share of equity financing was de-
clining—manufacturing, utilities, and communications—also ex-
hibited reductions in the role of debt securities as a source of funds, and
in all three sectors their reliance on other forms of debt financing in-
creased. The expanded role of other forms of debt financing was most
dramatic in manufacturing, where the share of such debt rose from an
annual average of 9.1 percent to 30.3 percent between the 1950’ and
the 1960’s, and in communications, where it rose from 1.9 percent to
8.5 percent. In contrast to these sectors, the miscellaneous sector ex-
hibited a slight increase in the role of debt securities and a substantial
reduction in the role of other debt financing as sources of funds.

There were, then, significant intersectoral variations in financing be-
havior during the period. But both trends when observed at the aggre-
gate level, the most important for explaining the supply of equity
sccurities, seem broadly to have characterized the pattern of behavior
within sectors. In all sectors retirement of equity absorbed an increas-
ing share of funds, while in all but the miscellaneous group the role
of equity and debt security issues as sources of funds has been declining

with an accompanying shift toward greater reliance on other forms of
debt financing.

3. Determinants of the Composition of External Financing

Broadly speaking the sources of funds for firms may be divided, as
we have done in the preceeding tables, into four categories: (1) in-
ternal funds, (2) debt securities, (3) equity securities, and (4) other
sources including bank loans, trade debt, profit tax accruals, and
mortgages. Whatever level of funds firms wish to raise, they can be ex-
pected to distribute these requirements over the various sources in such
a way as to minimize the total cost of funds for a given level of fi-
nancing. As a consequence the composition of financing should shift in

response to changes in the relative costs of obtaining funds from the
several sources.
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Let us assume that in any period a firm has some desired level of
total financing, 7’F*, which 1s equal to its desired increase in physical
capital plus replacement investment, plus its desired increase in finan-
cial assets.! The financing problem of the firm is then that of deter-
mining the level of funds to be raised from each source in such a way
as to minimize cost subject to the constraint that the sum of the funds
raised be equal to the desired level of financing. ]

Among the four sources of funds recognized here, internal funds
have the special attraction that the firm incurs no transactions costs
in their use. Thus, while it may be difficult in practice to determine
the opportunity cost of the marginal dollar of internal funds rein-
vested in the business, it would seem safe to assume that the cost of
any given amount of funds will be minimized if it can be obtained
from internal funds. Consequently, funds will be raised from the other
three sources only if desired financing exceeds the amount of inter-
nally gencrated funds available. The excess of desired financing over
internal funds gives the firm’s required level of external financing,
REF. With this simplification, the financing problem becomes one of
obtaining the required level of external financing at minimum cost.

The cost of funds from any source is made up of the interest charges
the firm must pay plus certain transactions costs such as arranging
for bank loans or flotation costs in the case of bond or equity financing.
While these transactions costs tend to be relatively insensitive to the
amount of funds raised the interest rates which must be paid are likely
to increase with the amount raised from any source. This means that
the marginal cost of funds from each source increases with the amount
raised.

In addition, the levels of the cost curves probably differ among the
sources of funds. Thus, because of the spectal tax advantages of debt
financing, the cost curves for both bond and “other” financing lies
below that for equity financing over some range. Furthermore, if, as
seems likely, the transactions costs of obtaining “other” funds are
lower than the flotation costs of securities, the cost curve will be below
hoth those for bond and equity financing over some range.

These properties of the cost curves mean that an optimal, 1.e., cost
minimizing, financial policy need not involve the use of all sources
of external funds. Rather there will be some level of required external
financing below which it would be optimal to rely solely on “other
financing”. Let us denote this level as ZEF’. There will be another
level of required external financing REF’’ below which cost minimiza-
tion requires that no funds be obtained from equity issues. Thus firms
whose required etxernal funds fall below BEF’ and REF’ will use-
both “other” and bond financing -while only those firms with re-
quirements in excess of ZEF’" would use all three sources. This de-
pendence of optimal financing policy for individual firms upon their
level of required external financing relative to two critical levels REF”
:11)2](1 REF" makes it difficult to analyze the determinants of financing

avior.

! This might be formalized, through the use of, an accelerator-adjustment model of

desired total financing but that would serve nd useful purpose at this juncture.
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Since we must rely on aggregate data on the amounts of different
types of financing and on total external financing we can only attempt
to explain financing behavior by equations such as;

F=a0+alET+a27'f+as7'o+a47'c
B=y+B,EF+Bar;+Bsms+Bar.
E= M= 171E71+7727‘/+ NaTs N4t

where F==aggregate “other” financing
B=aggregate bond financing
E=aggregate equity financing
EF=aggregate external financing
ry=interest rate on ‘“other’” funds
ry=interest rate on bonds
r.=required rate of return on equity

But because the optimal financing policy for individual firms de-
pends upon required external funds relative to the critical levels REF”
and REF’’, the “other” financing equation should have as separate
variables: (1) external financing by firms which have requirements
less than REF’; (2) external financing by firms which have require-
ments between REF’ and REF’ ; and (3) external financing by firms
with requirements greater than REF’’. Similarly, the bond equation
should have as separate variables: (1) external financing by firms
with requirements less than REF”’, and (2) external financing by firms
with requirements between ZEF’ and REF’’. Finally, the equity fi-
nancing equation should have as a variable only the external financing
by firms with requirements in excess of REF’’. The use of aggregate
external financing as a single variable in each of the equations thus
introduces errors which limit the usefulness of analysis of aggregate
data for making inferences about financing behavior at the firm level.

One consequence of such errors will be a reduction of the estimated
explanatory power of the model as measured by the coefficient of
multiple determination, R? This in itself might not be too serious
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provided the problem is recognized. Nevertheless, since the errors lead
to a magnification of unexplained variance the standard errors of the
estimated coeflicients will be magnified. Thus, even if the properties of
the errors are such as to still lead to unbiased estimates of these coef-
ficients casual application of standard significance tests is to be
avoided.

But even more serious problems may beset the analysis if the mag-
nitudes of the errors are correlated with other explanatory variables
in the model. And there is some reason to expect this to be the case
since the critical levels of required external financing, REF’ and
REF’, are not independent of the interest rates on funds from the
various sources. It is therefore quite likely that the errors arising from
the use of aggregate external financing as an explanatory variable are
correlated with other variables in the model. As a consequence esti-
mates of the coefficients in the model are likely to be biased in unknown
directions and magnitudes.

All of this suggests extreme caution is necessary in making infer-
ences on the basis of aggregate financial data. Yet something may be
gained from it. The nearer together are the total cost curves of the
various sources of funds the more firms there are whose external fi-
nancing requirements are greater than ZEF’’, and hence the smaller
is the error introduced by estimating the financing equations by using
aggregate external financing as an explanatory variable. Thus, if the
assumption of nearly identical cost functions were true, the estimated
equations would have closely similar R?’s. If on the other hand, firms
view the cost of “other” financing as significantly lower than the cost
of bond financing over a large range and the cost of bond financing as
lower than that of equity financing over a substantial range, then the
errors introduced by using aggregate external financing as an ex-
planatory variable should be least for the “other” financing equation
and the greatest for the equity financing equation. Consequently, if the
assumptions on the cost curves were true we should expect R to be
highest for the “other” financing equation, lowest for the equity-
financing equation, and intermediate for the bond-financing equation.
Since it 1s commonly believed that such a hierarchy of the sources of
funds exists it would be interesting to see to what extent actual
financing behavior supports the belief.
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Table 4-13

Estimated Financing Equations, All Nonfinancial Corporations, 1852-67

Dependent _ , 2
variable Constant EF T, r, r, R d
F 15,910 .859%  <4,770%  =1,017 | emeene .892% 1,933
(.102)  (1.659) ( .633)
B -18.099 .116 4.586%  1.045%  cmmea- 742% 2,100
(.085)  (1.388) ( .529)
E 2.189 .025 . 184 -.028  ==emee ,226  1.891
(.031) (.510) (.194)
¥ 7.821  1.000%  <4,400%  —-=me- -.296%  ,890% 1,561
(.126)  (1.434) (.161)
B -8.524  -,002°  3.89%F  cemec- L254%  ,733% 1,516
(.110)  (1.215) (.136) ’ ’
E 1,041 . 004 412 e JO41 ,269 2,115
€.039)  (.427) (.048)

Note: Figures in parcntheses are standard errors. (%) indicates significance
at the 5 percent level-or better on a one-tailed test.
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Regressions of #, B, and & on EF and measures of 7, 7, and 7, are
presented in Table 4-18. The rate on short-term commercial bank
loans was taken as a measure of 7;, while the rate on AAA corporate
bonds was taken as a measure of 7. Two measures of 7, were used. The
first was the inverse of the current price-earnings ratio for the Stand-
ard and Poor’s composite group. The second was constructed by taking
the earnings price-ratio for the Standard and Poor’s composite group
and adding to it the trend rate of growth of earnings per share of
stocks in the same group. The trend used was calculated for each
observation year by computing a semilogarithmic regression of earn-
ings per share for the observation year and the preceding four years.
The measures are denoted 7, and 77, respectively. Initial results
showed the measures of 7; and 7, to be almost perfectly correlated; so
7 was eliminated ; the regressions reported here used only 7, and 7.

The resulting pattern of R? conforms with the expectations based on
the proposition that “other” financing is viewed as much less costly
than the other forms of financing and that equity financing is viewed
as the most costly. The magnitudes of all coefficient estimates are sensi-
tive to the specification of 7., but neither the explanatory power of the
equations nor the signs of the coefficients are. While the interest rate
coefficients are mostly insignificant or barely so, what is more disturb-
ing is their sign pattern. The coefficient of », has the right sign in the
“other” financing and in the equity financing equation, while 7, has the
right sign in both the bond and equity financing equations. Of the
incorrect signs the most disturbing is the positive sign on 7, in the
bond equation, since the estimated coefficient is highly significant. One
explanation for this result would be that in periods of tight money
when both 7; and #, rise, the availability of funds from the “other”
sources contracts, and firms are forced into the debt securities market
even though at the market rates they would prefer not to enter. In
terms of the underlying specification of the financing model the per-
verse sign on 7, in the bond equation is an indication that the param-
eters of the “other” funds cost function, g, and a,, are not constant
over time but increase as interest rates rise.
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Table 4-14 .

Fstimated Fineneing Equations, Manufacturing Corporations, 1952-67
<

Dependent —
Vvariable Cons.tant E¥ r r r' 2 d
b e e
F 10,785 W937% T =2,666% -,579 ce-eo- .966%  1.813
: (.082)  (1.374)  (.415)
B -9.751 042 2.285% .534 —eee .619% 2,120
(.670)  (1.175)  (.355) :
E -1.172 .020 .392 057 mmeea- .508 1.099
(.023) (.381)  (.115)
F 5,567  ,976%  =2,023%  ~eeu-- -, 146 L966% 1,374
(.C57)  (1.,036) (.105)
B -4,176  ,025 1,529  eemens L3106 .590% 1,496
(.086) (. 944) (.094)
E -1.230  ,003 451 eeenee .037 L560% 1,189
(.025) (.279) (.028)

Note: Figures in parentheses are standard errors. (%) indicates significance
at the 5 percent level or better on a one~tajled test.
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Table 4-15

Estimated Financing Equations, Utility Corporations, 1952-67

Dependent - 2
variable Constant EF 2 r r' R d
. e e
¥ .320 ATTE <025 =,195  meeee- 7% 2,226

B -.787 A478% 127 I 1S —— L619% 2,704

F -1.843 . 398% 183 e---e- L042 L 761% 2,398
(.117)  (.173) (. 047)

B - .280 L517% L005  emema- -.009 L798% 2,778
(.102)  (.151) (.041)

E 1.564 .085  -,186  =em=-- -.034  ,498% 1,716
(.049)  (.073) (.020)

Note: Figures in parentheses are standard errors. (%) indicates significance
at the 5 percent level or better on a one-teailed test.

53-940 O - 71 - pL. 6 - 13
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Table 4-16

Estimated Finéncing LEquations, Comnunications Corporations, 1952-67

Dependent — 2
variable Constant EF r r r' R d
. b e e
T -.374 116 L107  =,020 memee- .298 2,606
(L141)  (.119)  (.093) :
B -.328 .319 447+ .303%  meeeen L691% 2,106
(.145)  (.122)  (.096)
E 3.654 J565% - 554% =, 283%  memeee .533% 2,889
(.207)  (.174)  (.136)
¥ ~.645 .085 L1210 eemeee 014  .305  2.574
(.160)  (.089) (.033)
B -.533 229 \183  memeee .028 J452% 1,809
(.221)  (.122) (. 045)
g 1.178 N R — -.062  .395  2.261
: (.268)  (.149) (.055)

Note: Figures in parentheses are standard errors. (%) indicates significance
at 5 percent level or better on a one-tailed test.
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Similar equations were estimated for the manufacturing, utilities,
and communications sectors. The results are presented in Tables 4-14
to 4-16. For manufacturing the rate on AAA industrial bonds was
used as a measure of 7, while 7, and 7, were calculated using the pro-
cedures outlined above and employing earnings-price ratios and earn-
ings per share data for Standard and Poor’s industrial stocks. For
both utilities and communications 7, was based on data for AAA util-
ity bonds; and 7., on Standard and Poor’s utility stocks. .

The results show little variation from those for all nonfinancial
corporations when 7. is measured by the current earnings-price ratio.
The explanatory power is highest for the “other” financing equation
for both manufacturing and utilities, but is lower than those for bond
and equity financing for communications. In all three sectors the sign
on 7, in the “other” financing equation is negative rather than positive;
however, in no instance is the estimated coefficient significantly differ-
ent from zero. Both in manufacturing and in utilities the sign on 7, is
negative rather than positive, although the coefficient is significant
oni{y for the manufacturing equation. Once again this suggests that,
while the market rates for “other” funds and bonds move closely to-
gether, a rise in rates is accompanied by a contraction in the availabil-
1ty of “other” funds, forcing firms to seek alternative sources.

This is further borne out by the positive sign on 7, in the bond equa-
tion for each sector and by its significance in both manufacturing and
communications. The coefficient on 7, in the bond financing equations
is also positive in all cases, as it should be, although it is significant
only in communications.

The equity financing equation performs rather poorly in all cases.
While the equation explains slightly more than 50 percent of the vari-
ance in equity financing for both manufacturing and communications,
it does less well for utilities. While all coefficients are significant in the
equity financing equation for communications, none is individually
significant in the equations for manufacturing and utilities. Further-
more, the sign on 7, is negative rather than positive in both manufac-
turing and communications, while the sign on 7t is positive rather than
negative in both manufacturing and utilities.

As was the case for nonfinancial corporations as a group, using the
more sophisticated measure of the cost of equity capital has little qual-
itative Impact on the results, although there are often substantial
changes in the magnitudes of the coefficient estimates. In general, the
equations employing = have slightly different R?’s, and the standard
errors of the coefficients on 7, and #’, are smaller, while the standard
errors of the coefficients of £ are slightly larger. These changes are
probably due to the fact that +’, is less strongly correlated with 7, and
more highly correlated with £F than is the simpler measure of the
cost of equity capital, .. In any event the changes have no material
effects on the observations made above.

_ As a whole these rather disappointing results nevertheless seem to
indicate that for nonfinancial corporations as a whole and for the sub-
sectors we have examined, equity financing is a source of last resort
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except for communications firms. Put another way, for almost all
corporations equity capital is viewed as a markedly inferior substitute
for funds from other sources. As a result changes in relative costs of
equity as measured by the approximate required rate of return to
holders of equity have Vegy little impact on most firms’ financing de-
cisions. In addition most firms seem to prefer to raise funds by means
other than the issuance of securities. They resort to securities not in re-
sponse to changes in the relative costs of funds as measured by market
interest rates but in response to contractions in the availability of other
types of funds, a condition which is imperfectly reflected by changes
in Interest rates.

4. Equity Financing by Large Manufacturing Corporations

As a further test of the financing decision model presented in the
previous section a study was undertaken of the determinants of the
volume of equity financing by large manufacturing corporations
which had issued common stock during some year of the period under
study. Fifty industrial corporations had at least one equity issue in
excess of $15 million in the period 1953-67. A sample of 50 corpora-
tions was randomly drawn from Fortune’s 500 for 1968, making a
total sample of 100 corporations. An attempt was then made to %le-
termine all equity issues of these 100 corporations and their predeces-
sors during the years 1953-67.

Only 53 of the 100 corporations were found to have made equity
issues during the period. These corporations had 63 issues of common
stocks totaling $2,848.2 million and 29 issues of preferred stocks total-
ing $524.7 mﬁlion. Since it was decided to concentrate on issues of
common stock and since data on certain characteristics of the issuin
firms were lacking in some cases, a number of issues had to be delete
from the sample. In the end, our sample was composed of 35 firms
that had made a total of 43 issues of common stocks during the period.

In line with the model presented in the previous section, it was pos-
tulated that the volume of equity financing by the éth firm in year ¢
could be expressed by

Ei=%+NEFu+virs, +VsBiet Ve 4

where E,,=dollar value of common stock issued
EF,=total external financing
7s,,=the yield on corporate bonds
d;1=the firm’s debt-equity ratio
7., = the required rate of return on equity
u4==ga random error term

The debt-equity ratio was added to the equation, since a firm’s
capital structure is widely believed to influence the cost of funds to
it. More specifically, traditional views of corporate financing would
indicate that the cost of additional debt financing is higher, the
higher the existing debt-equity ratio. On the other hand, those views
suggest that, at least up to some point, firms with higher debt-equity
ratios should be able to raise agditional equity on more favorable
terms. For both these reasons one would expect the debt-equity ratio
to be an important determinant of equity financing and for the co-
efficient on the ratio to be positive.
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Unfortunately, estimation of such an equation from the available
sample raises several problems. Since no firm in the sample had more
than two issues during the period, time series estimation of the equity
financing equation for individual firms was not possible. Likewise,
in no single year were there enough firms which issued common
stocks to constitute a sample of acceptable size for cross-sectional
estimation. As a result it was necesary to pool observations, treating
each issue and the characteristics of the issuing corporation as an
observation.

Pooling of the observations in this way raises several problems.
First, the parameters of the financing equation may not have re-
mained constant over the period. To allow for this possibility the
equation was estimated in three ways: (1) pooling all 43 observa-
tions; (2) using only the observations on issues between 1953 and
1959; and (3) using only the observations on issues between 1960
and 1967.

Second, if there is little variability among firms in the sample with
respect to debt-equity ratios and at the same time the sample firms
tend on average to have quite different debt-equity ratios from firms
which did not issue equities, then we might find this variable to have
no influence on equity financing behavior even though it was an im-
portant determinant of equity financing. This, however, does not
seem to be a problem. The average debt equity ratio for firms in the
sample is 0.45 with a standard deviation of 0.44. Data from the #7'C-
S&C Quarterly Survey of Manufacturing Corporations indicates
that over the period studied the average debt equity ratio for firms
with assets in excess of $25 million has varied between 0.4 and 0.6.

Third, the importance of the required rate of return on equity might
be similarly disguised if there were little variability in required rates
of return among firms in the sample and these firms at the same time
had required rates of return quite different from firms which did
not issue equity securities. Again this does not seem to be the case.
The average earnings-price ratio for firms in the sample was 5.64
percent with a standard deviation of 2.89. Over the period studied
the average earnings-price ratio for Standard & Poors Industrials
was 6.8. Thus, sample firms did apparently tend to have below average
earnings-price ratios but there was at the same time considerable
variation among them in this respect.

Fourth, the data could mask the importance of interest rates as a
determinant of equity financing if most issues occurred in years with
high interest rates. Such bunching of observations would tend to re-
duce the amount of a variation in the interest rate variable particu-
larly since that variable has the same value for all firms in any one
year. This does appear to be a real problem since over half of the
1ssues in the sample occurred in the four years 1956 (5 issues), 1957
(10 issues), 1966 (5 issues) ,and 1967 (6 issues).

These considerations indicate that the results to be presented should
be viewed as highly tentative and, at best, suggestive. Much larger
samples need to be analyzed with more sophisticated models and
techniques in order to gain a solid understanding of the determinants
of equity financing.



Table 4-17

Deflated Equity-financing Equations Based

Earnings-Price Ratio

on Current

Number

Time of Dependent EF: Iy d rc 1 2

Ferlod 1ssues Variable Constant At-l At-l At-l At-l At-l R

1¢53-67 43 Efl— .08¢9 . 063 -.732 -7.196 -1.409* 16.461 . 750%
t-1 (.039) {3.038) (5.865) (.530) (13.430)

1953-5¢ 23 AIB .C69 T . .382% -2.519 ~12.845% -1.767 27.019 .632
t-1 (.103) (6.624) (7.164) (1.090) (28.837)

1040-07 20 A}3 .073 " .038 3.118 4,997 -2,1&2% . 147 860
t-1 (.042) (6.179) (10.058) (1.09C)  (25.250)

licte: TFigures in parentheses are standard errors.
better on a one-taiiecd test..

(*) 1indicates significance at the 5 percent level or

¢61



Table 4-18
Deflated Equity-financing Equations Based on Current Earnings-

Price Ratio Plus Trend Rate of Growth of Earnings per Share

Number '

Time of Dependent EF b d re 1 2
Period Issues Variable Constant At—l At-l At-l At-l .At—l R
1953-67 43 AE .086 . 041 4,257 ~17.868% .039 -6.349 ' . 704
t-1 (.038) (2.619) (5.809) (.058) (11.055)

1953-59 23 A}Z 064 . 360% 4,743 ~13.900* -, 068 -7.747 *a5827
t-1 (.118) (5.264) (7.788) (.124) (19.576)

1950-67 20 E .66 . 044 -2.058 -, 166 .001 19.235 . 8137

Ay (.047)  (6.338)  (12.738) (.074)  (26.546)

licte: Figures in parentheses are standard errors. (%) indicates significance 2t the 5 percent level ox
better on a one-tailed test.

861
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Data on the value of common issues were obtained from records
maintained by the Federal Reserve Board. Total external financing
and debt-equity ratios were computed from balance sheet and income
statements of 1ssuing corporations published in 2 oody’s Industrials
Manual. The corporate bond yield variable was taken as the yield
on AAA corporate industrial bonds. The same two measures of the
required return on equity capital used in the previous section were
also employed here. These measures were calculated from data in
Moody’s Industrials and Moody’s Handbook of Common Stocks.
Common issues and external financing were measured in millions
of dollars. Bond yields and required return on equity were expressed
as percentages, but the debt-equity ratio was expressed simply as
a ratio.

The initial regressions that were run had uniformly very low R"s
and seemed to indicate the presence of heteroskedasticity. To coun-
teract this problem all variables were deflated by the total assets of
the issuing corporation in the year prior to theissue (4:.,),and 1/4,.,
was entered as an independent variable. The results of this estimation
when the required rate of return on equity is measured by the current
earnings-price ratio are shown in Table 4-17. Table 4-18 shows the
results when the required return on equity is measured by the current
earnings-price ratio plus the trend rate of growth of earnings per
share over the previous five years.

These regressions were estimated with a constant term; however,
in strict accordance with the model specified above, the constant term
in the regressions should be zero. For that reason, the regressions
were rerun with the constant term forced to zero. The resulting equa-
tions had very substantially lower and statistically less significant
R%s than the equations reported in Tables 4-17 andy 4-18, indicating
that the size of the firms as measured by total assets exerted a signif-
ican independent effect on the amount of equity financing.? Conse-
quently additional regressions using undeflated values of the variables
and including A4.., as an independent variable were run. These re-
sults are reported, for each of the measures of the required return
on equity, in Tables 4-19 and 4-20. On the whole the undeflated form
of the equation which included 4., as an independent variable seems
to provide the more reliable estimates, not only because the R¥s are
higher for that formulation but also because deflation of the varia-
bles by A,.: introduced rather high (.8 or higher) levels of inter-
correlation among the independent variables.

3 It should be noted that external financing and size, as measured by the previous period’s

total assets, are not highly correlated. The simple correlations are .140 for the sample as a
whole, .025 for the 1953-59 subsample ; and .497 for the 1960-67 subsample.



Table 4-19

Undeflated Equity-financing Equations Based on Current

Earnings-Price Patios

Number

Time of Dependent . 2

Period Issues Variable Constant EF rb d ré At-l R

1253-67 43 i E 74,149 . 269% ~10.639 -17.157 ~2.955 . 047 .333%
(.050) (9.918) (13.899) (2.372)  (.004)

1963-59 23 E 117.224 .788% -25.245 -22.045 -2.212 L0L 2 .8079
(.166) (23,898) (22.621) (3.272) (.C04%)

106C-67 20 E -17.778 ;120* 8.878 -11.505 -5.204% G783 . 956
(.037) (0.162) (8.864) (2.119) (.0C%)

Note: Figures in parentheses are standard errors. (%) indicates significance at the 5 percent level or
better on a one-tailed test.

G61



Undeflated Equity-financing Equations Based on Current

Table 4-20

Earnings-Price Ratio plus Trand Rate of Growth of Earnings

per Share

Number ’
Tirme of Dependent , 2
Period Issues Variable Constant EF 2 d Ty At-l hd
26 7% 5 - - s B3 26
1253-67 43 E 386,398 267 -5.258 17.458 . 147 . 0456 .82
’ 7 (.061) (9.160) (14.157) (.265) (.00%)
1¢53-5¢9 23 E 77.133 - ,799% -18.190 -20.717 -.124 .04l 890
(.169) (21.594) (22.861) (.452) (.004)
1960-67 20 E -16.923 .107% 4,613 -13.959 .026 . 075 .939%
(. 045) (10.762) (10.500) (.200) (.C07)
Note: Figures in parentheses are standard errors. (*) ind’cates significance at the 5 percent level or

better on

one-tailed test.,

961
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But regardless of the formulation of the equation there is little
evidence to suggest that equity financing decisions are sensitive to the
bond yield, the measures of the required return on equity capital, or
the debt-equity ratio. The coefficient on 7, is not significant in any
equation and has the wrong sign in seven of the twelve regressions.
W%hile the coefficient of the debt-equity ratio is significant in three
equations, it has the wrong sign in each of those cases and in six addi-
tional ones. The current earnings-price ratio has the right sign in all
six regressions in which it is entered but is significant in only half of
them and is never significant for the 1953-59 subsample. When the
required return on equity is measured by the current earnings-price
plus the trend rate of growth of earnings per share its coefficient is
never significant and is negative only in the regressions for the 1953-59
subsample. These observations suggest that the current earnings-price
ratio is a more satisfactory approximation to the required rate of
return on equity in explaining equity financing behavior.

Nevertheless, total external financing and the size of the issuing cor-
poration appear to be the overriding determinants of equity financing.
The total external financing as an important determinant of the mag-
nitude of equity financing 1s, of course, not surprising. The positive
and significant coefficient on the size of the corporation seems to
indicate that larger firms can raise equity capital on more favorable
terms, other things equal.

Both of the formulations which employ the current earnings-price
ratio indicate a fall in the coeflicients on both total external financing
and on the required return on equity in the 1960’s. On the other hand,
both formulations indicate an increase in the coefficients on the bond
yield, the debt-equity ratio, and the size of firm. It is interesting to note
that all of these shifts are in accord with what would be expected if
funds were more easily available from sources other than the securities
market during the 1960’s than they were in the 1950’s. In terms of the
model presented in the previous section, such an increase in availability
would ﬁe reflected in decreases in the values of the parameters of the
total cost curve for other financing. These decreases would in them-
selves give rise to the observed pattern of changes in the coefficients of
the equity financing equations. This suggests that an explanation for
the reduced reliance on both equity and bond financing in the sixties
as opposed to the fifties may lie in an increase in the availability of
funds from sources other than the securities markets.

These findings require further qualification, however, because the
dependent variable, equity financing, is included in total external fi-
nancing. The two are thus quite highly correlated and it is this
correlation which accounts for a substantial portion of the explanatory
power of the equations presented above,

To avoid this problem the ratio of equity financing to total external
financing was regressed on bond rates, cnrrent earnings price ratios,
and debt-equity ratios. To allow for shifts in this equity financing
function over time, dummy variables were introduced to permit a
different intercept for each year. Tn this formulation none of the co-
efficients, including those for the dummy variables, was significant. In
addition the signs on both the earnings-price ratio and the debt-equity
ratio were contrary to expectations.
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These results reinforce the finding that the volume of equity financ-
ing is not sensitive to the cost of equity capital relative to the cost of
funds from other sources—at least in the ranges encountered over
the period studied here. Additional tests indicate that the decision to
engage in equity financing, irrespective of the amounts so raised, is
also 1nsensitive to indicators of the relative cost of capital.

It might be expected that, even though the volume of equity financin
was not closely related to earnings-price ratios, firms which engage
in some equity financing would tend to have below average earnings-
price ratios. However, only 54 percent of the issues in our sample took
place at times when the issuing corporation had earnings-price ratios
below the average for all manufacturing corporations. This percentage
is not statistically significantly different from what would be expected
if issuing corporations were equally likely to have above or below
average earnings-price ratios.

Similarly, only 49 percent of the issues were made by corporations
which had debt-equity ratios in excess of the average for all manufac-
turing corporations at the time of issue. Comparison of the debt-equity
ratios of issuers with the average debt-equity ratio for corporations
in the same (SIC 2-digit) industry group showed that issuers had
above average debt-equity ratios in the case of 59 percent of the issues.
Once again this percentage is not statistically different from what
would be expected if issuers were equally likely to have debt-equity
ratios above or below the average for firms in the same industry.

5. Determinants of Retirements

To the extent that retirements of equity securities are not associated
with merger activity or liquidations or the retirement of preferred
stocks they reflect a decision by management that cash distributions to
stockholders are a more attractive use of funds than the internal in-
vestment opportunities available to the firm. Various other reasons
have been offered for retirements, such as the desire to increase the
debt-equity ratio. However, if a firm has sufficient profitable invest-
ment opportunities, the preferred method of increasing its debt-equity
ratio would be engage in debt financing. Consequently, retirement of
equity should only occur when internal fund flows exceed the amount
that can profitably be absorbed by the investment opportunities avail-
able to the firm. Of course, dividend payments otfer an alternative
means of distributing excess cash to the stockholders. But if the excess
cash were distributed in the form of dividends, stockholders would be-
come liable for tax on the full amount of the distribution and at ordi-
nary income tax rates. On the other hand, when cash distributions are
accomplished through stock repurchases shareholders need only pay
tax, at capital gains rates, on the excess of the repurchase price over the
initial purchase price of the shares retired.

For corporations as a group, internal fund flows have not in any
year excceded the amounts by which they have been willing to add to
their physical and financial assets, and they have absorbed funds from
other sectors in every year, Nor is there, as we have seen, any observable
tendency for the ratio of internal funds to other capital expenditures
or total asset expansion to increase over the period for corporations
as a group.
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These observations do not, however, rule out the possibility that
individual corporations have at times during the period experienced
internal cash flows in excess of the amounts they could profitably re-
invest in the business. Furthermore, one might expect to observe a
high positive correlation between internal fund flows and stock re-
purchases. At the same time, one might expect firms to be more prone
to distribute excess cash through repurchases of their stocks when
stock prices are low. Consequently, a negative correlation between stock
prices and repurchases is to be expected.

A regression of cash retirements (Z') on Standard and Poor’s in-
dex of stock prices (SP) and -on the level of internal funds over the
period gave the following result:

p — =771+ 018 SP, + .025 IF,
T (.012) (.020)

R = 910

However, these results are unreliable because all the variables exhibit
strong time trends over the period. Thus the correlation coefficient of
stock prices on time is .986; that between internal funds and time is
.965; and that between repurchases and time is .917. As a result stock
prices and internal funds are highly correlated (» = .970), and the
above equation provides only a slightly better prediction of repur-
chases than a simple time trend.

As an alternative, the deviations of 7'; from its trend value were
regressed on the deviations of stock prices and internal funds from
their trend values with the following results:

7 _ 0.0 + .043 8P, + .032 IF,
L= (.017) (:018)
R = 542

While both stock prices and internal funds are significant in this
equation, repurchases are apparently more closely related to stock
prices than to internal funds, and the relationship is positive rather
than negative. This strange result is probably a statistical quirk arising
from the use of highly aggregated data. Consequently, while it seems
reasonable to attribute the rising trend in repurchases to rising liquid-
ity in some corporations, no satisfactory test of that explanation can
be performed with the data on hand. .

The other quantitatively important category of retirements in-
cludes cases where stock has been retired with debt securities issued in
exchange. These types of retirements have also shown an upward
trend over the period, and, as noted earlier, the most obvious explana-
tion for this lies in the rising trend of merger activity over the period.
A regression of the value of exchanges (£X) on the estimated market
value of acquired firms (4/) gave the following results:®

_ —43.728 4 .053 M,
EX, = (.020)

R? = .395

3 The market value of mergers was estimated by ngplylng the average of market to book
value for Standard and Poor’s stocks to estimates of the assets value of large mining and
manufacturing firms acquired as reported by the Federal Trade Commission.
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Thus, while the expected relationship exists, merger activity alone
provides a relatively weak explanation of the value of exchanges. This
1s not surprising, since it is unlikely that the percentage of the total
value of mergers consummated through exchanges has been constant
from year to year throughout the perioﬁ.

6. Summary

While the value of outstanding equity securities has grown sub-
stantially over the period studied, a minor proportion of this growth
is accounted for by net new issues and the proportion has been declin-
ing. This is a reflection of two phenomena which have characterized
corporate financing in all nonfinancial sectors; namely a trend away
from equity securities relative to other types of financing and an in-
creasing trend in the retirement of equity securities as a proportion of
total uses of funds.

The first of these trends is particularly surprising in the face of a
general trend toward lower earnings-price ratios on common stocks
relative to bond yields. Indeed, statistical studies of equity financing
behavior based on time series data for the aggregate of all nonfinan-
cial corporations and for the manufacturing, utilities, and commu-
nications subsectors indicate that equity financing decisions are quite
insensitive to changes in the costs of equity capital, as measured by
the required rate o% return on equity, and the cost of debt capital as
measured by market interest rates. This same insensitivity of equity
financing behavior to market measures of the costs of funds from var-
ious sources is also found in studying the determinants of the volume
of equity financing by individual manufacturing corporations.

Both of these tgnd‘i,ngs suggest that equity financing is a “source
of last resort.” Nonfinancial corporations seem to turn to equity financ-
ing only when all other sources of capital have been exhausted.
This further suggests that the decline in the share of funds raised
through issues of equity securities in the 1960’s relative to the 1950’s
may be due to an increase in the availability of external funds from
other sources, particularly bank credit.

The rising trend in the share of funds used to retire equity seems
most reasonably eX{)lained by the growth of internally generated funds
relative to internal investment opportunities for some corporations.
Tests of this hypothesis are, however, hampered by lack of appropriate
data. At the aggregate level, cash retirements are not highly correlated
with internal funds flow once the strong time trends are removed from
both variables. Nor is there any evidence that retirements behavior is
strongly influenced by the behavior of stock prices. The rising trend of
non-cash retirements, that is, exchanges of debt for equity, might
plausibly be explained by trends in merger activity. However, since
the share of mergers consummated through exchanges of debt for
equity is likely to vary widely from year to year, there is not a strong
correlation between the volume of exchanges and the estimated market
value of mergers.



