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Financing the Investment Boom
T  nvestment by nonfinancial corporations 

has reached record levels in this sixth 
straight year of economic expansion. The ris
ing demand for goods and services has stimu
lated private business to enlarge productive 
capacity, and this in turn has increased total 
demand even more. Gross domestic invest
ment in physical assets, at $118 billion (an
nual rate) in mid-1966, was up 65 percent 
since 1961, compared to a 41-percent gain 
for GNP.

Part of this gain undoubtedly reflected a 
recovery from the below-normal rate of in
vestment in the pre-1961 period, but most 
has been due to the recent record performance 
of the American economy. Corporate financ
ing, moreover, has been even more dynamic. 
Nonfinancial corporations have almost dou
bled their capital spending on physical assets 
— machinery, structure, and inventories — 
from $35 billion in 1961 to a $ 70-billion 
rate in the second quarter of 1966. In the last 
two years especially, corporate investment ex
penditures have been a major source of new 
demand for goods and services.

To finance this capital investment program, 
corporations have had access to a steadily 
growing flow of funds from retained earnings 
and capital-eonsumption allowances (mainly 
depreciation). In addition, corporations have 
turned increasingly to external sources in the 
banking and financial system. These external 
sources have remained quantitatively less im
portant than the internal flows, but the pro
portion of external funds to total funds raised 
has risen from about 20 percent in 1961 to 
over 30 percent in 1966. And, within the fi
nancial markets, this shift in financing has 
been a major source of new credit demands 
since the end of 1964.

Gain in capital spending
Corporate investment expenditures have in

creased every year since 1961, and the spend
ing pace has accelerated since the last quar
ter of 1964. In 1965, corporate investment 
jumped by $9.6 billion—roughly two-thirds 
as much as the entire 1961-64 increase— and 
it has continued at a similar fast pace this 
year. The upsurge has been dramatic in both 
inventory spending and plant - equipment 
spending.

Inventory accumulation has often been a 
destabilizing cyclical element, first by stimu
lating increased orders as inventories are rap
idly built up during cyclical expansions and 
then by forcing reductions in demand as orders 
are cut to permit liquidation of stocks. In the 
current expansion, inventory spending has 
risen to new highs in 1965 and 1966, yet over
stocking has not been discernible until quite 
recently. The several peaks in spending, as 
in fourth-quarter 1965 and second-quarter 
1966, were mainly due to such temporary fac
tors as an over-rapid build-up of retailers’ 
auto inventories. And, reassuringly, inventory- 
sales ratios have been falling almost continu
ously throughout this entire expansion as a
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reflection of improved inventory-control tech
niques. Thus, for all manufacturing firms, the 
inventory-sales ratio dropped from 1.74 in
1961 to 1.61 in 1965— and it remained near 
that level in mid-1966 despite a record dollar 
value of inventory accumulation.

The greatest spending increase has been for 
fixed plant and equipment. A gradual rise in 
such expenditures occurred until the last quar
ter of 1964, but spending then accelerated in 
response to business tax incentives and, par
ticularly, to pressures on demand. Total de
mand as measured by GNP increased by 7 
percent in 1964, and manufacturing capacity 
utilization reached 89 percent in the first quar
ter of 1965. Businesses consequently began 
to accelerate their investment spending in or
der to expand their productive capacity suffi
ciently to deal with the increased demand. 
Corporate plant-equipment expenditures thus 
increased from $44 billion in 1964 to $51 
billion in 1965, and increased further to a $58- 
billion rate in the first half of 1966. In per
centage terms, this amounts to annual in
creases of 16 percent in 1965 and 12 percent 
in first-half 1966, as compared with GNP in
creases of less than 8 percent in both periods.

Investment cuts two ways
Investment, it should be remembered, cuts 

two ways: ultimately it builds greater capac
ity, thereby reducing inflationary pressures, 
but currently it increases demands upon exist
ing capacity, thereby reinforcing inflationary 
pressures if the economy is already operating 
at fullspeed. During the past year this greater 
rate of investment coincided with an already 
high level of demand elsewhere to bring to 
an end a five-year-long period of price stabil
ity. Of course, price movements are deter
mined by the total level of demand, and not 
by that of one sector alone. Nevertheless, in 
an economy whose productive capacity was 
already under some strain to meet existing 
demand, the jump in corporate investment 

222 was a crucial element in pushing total de

mand to levels inconsistent with continued 
price stability.

Not surprisingly, then, when the Federal 
Government moved in September to restrain 
the boom, corporate investment was chosen 
to bear the major burden, through the suspen
sion of investment-tax incentives and acceler- 
ated-depreciation procedures. In principle, 
greater reductions in Government spending or 
increased taxes on consumers would have 
been alternatives. But the greater cyclical var
iability of investment makes it a prime subject 
for short-run stabilization policy, even though 
a time lag occurs between the initial impact 
of tax changes on new orders and the even
tual impact on expenditures. In any event, 
Congress exercised control over the invest
ment sector on this occasion by varying the 
flow of funds available to corporations. This 
technique is a common feature of European 
stabilization programs, and it may become a 
more familiar feature on the American scene 
as well.

Squeeze on internal funds
The pressure of investment expenditures 

has been reflected in the decreased ability of 
corporations to finance their spending out of 
internal funds. Whenever these internal funds 
(retained earnings plus capital-consumption 
allowances) are insufficient, corporations 
must turn to external sources and thereby add 
to the competition for funds in the banking 
and financial system—precisely as they did 
from late 1964 on. This situation did not arise 
because of any levelling-off in internal funds, 
for these showed a substantial increase; the 
cause rather was the jump in investment ex
penditures.

Over the course of this business expansion, 
internal sources of finance have grown at an 
average annual rate of 10 percent, from $35.6 
billion in 1961 to $55.3 billion in 1965— and 
then to a $57.8 billion rate in second-quarter 
1966. Capital consumption (depreciation) al
lowances have increased by over $10 billion
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in this period, in part because of liberalizing 
tax regulations for depreciation. But capital 
consumption allowances have fallen from 
7 IV2 percent of total internal funds in 1961 to 
63 Vi percent in 1965, as a consequence of the 
sharp upsurge in retained earnings, Nonfinan- 
cial corporations’ retained earnings doubled 
between 1961 and 1965, from $10.1 to $20.2 
billion, and then rose further to a $20.5 bil
lion rate by mid-1966.

This favorable trend has been due to the 
continued prosperity of the economy, which 
has boosted total sales and, just as important, 
sales margins. For manufacturing corpora
tions, profits before taxes have risen from be
low 11 percent of sales in 1961 to nearly 13 
percent in 1965. Moreover, net profits have 
gone up even faster, because corporate taxes 
were reduced and depreciation allowances lib
eralized during this period as part of an ex
pansionary fiscal policy; taxes thus dropped 
from 49 to 44 percent of gross profits in the 
1961-65 period. Then again, corporate divi
dend policies have further increased the flow 
of internal funds, since corporations reduced 
the payout to their shareholders from 51 per
cent of net earnings in 1961 to below 43 per
cent in 1965.

The tax changes during this period includ
ed an investment tax credit on new plant and 
equipment and accelerated depreciation al
lowances, both introduced in 1962, and a cor- 
porate-income tax reduction in 1964. The
1962 incentives were recently suspended until 
January 1968, but while they were in effect 
they added an estimated $7 billion to corpo
rate funds.

Shift fo external sources
With their internal resources lagging in

creasingly behind their investment programs, 
nonfinancial corporations have had to rely 
more and more upon external sources of 
funds. Corporations, of course, have continu
ously turned to external financing for various

Corporations get more financing
from banks and credit markets
Percent of Total Funds Raised

business needs, with the credit markets nor
mally supplying about one-fifth of total funds, 
but since late 1964 their demands have sharply 
increased.

The fourth quarter of 1964 marks a turn- 
ing-point, as corporations increased their 
bank borrowing in that quarter by $3 billion 
(annual rate). In 1965, external financing 
from all sources increased by almost $7 bil
lion, and almost the entire amount was ob
tained through increased bank borrowing, so 
that banks provided 11.8 percent of all funds 
raised by nonfinancial corporations in that 
year. (Previously, the largest bank share of 
corporate financing was 5.6 percent.) More
over, heavy reliance on banks has continued 
in 1966.

When this corporate borrowing is added to 
that of the other sectors of the economy, it is 
not surprising that the banking system was 
under such great pressure in the last two years. 
For all commercial banks, total loans and in
vestments expanded by $28.6 billion in 1965, 
as compared with $23.2 billion in 1964. The 
largest increase occurred in commercial and 
industrial loans, the category where corporate 
borrowing is most important. Business loans 
altogether rose by $11.2 billion in 1965, after 
rising by $7.3 billion in the preceding year. 223
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But corporate borrowing, after increasing 
hardly at all in 1964, went up by $6.5 bil
lion in 1965— which suggests that corpora
tions garnered the lion’s share of the business- 
loan increase and thereby tended to squeeze 
other borrowers out of the market for bank 
loans.

To supplement bank loans, nonfinancial 
corporations have increased their direct fi
nancing in the capital markets. Net proceeds 
of security (mostly bond) issues rose only 
slightly in 1965, to $5.4 billion. Proceeds 
then jumped to an $ 11.9-billion rate in the first 
quarter of 1966, on the basis of a strong up
surge in bond financing, and were $15.2 bil
lion in the second quarter as stock issues 
reached a new peak. However, these net fig
ures for nonfinancial corporations measure 
only imperfectly the total demands upon the 
financial system, since business borrowing 
through bank loans or mortgages may be in
directly financed by new security flotations of 
financial corporations. Consequently, total 
corporate financing has to be examined.

Relatively trendless in the 1961-1964 pe-

Business suffers decline in liquidity 
as cash and Governments run off
Percent

1961 1962 1963 1964 1965 1966 1967
First Half

riod, total security financing by all corpora
tions jumped about 15 percent in 1965, to 
$15.8 billion. And the demand for funds has 
continued to grow in 1966, with $10.0 bil
lion of new issues being sold in the first half 
of the year alone. Furthermore, these funds 
were directed mainly into the capital-goods 
boom; $6.1 billion of the $10.0 billion raised 
in first-half 1966 was intended for purchases 
of plant and equipment. The biggest increases 
occurred in the manufacturing sector and the 
financial and real estate sector, and much of 
the increase in the latter category represent
ed indirect financing for manufacturing cor
porations.

Squeeze on liquidity
Corporations meanwhile have turned to an 

alternative source for financing their increased 
investment in physical assets, by conserving 
their holdings of financial assets. Nonfinan
cial corporations have experienced a steady 
decline in their liquidity ratio— liquid finan
cial assets over current liabilities— from 23.4 
percent in 1961 to 20.0 percent in 1965, and 
thence to 19.0 percent in the first-half 1966. 
Part of this decline is no doubt attributable 
to improved administrative techniques which 
have allowed the economizing of cash, but the 
increased scarcity and cost of funds, by limit
ing the availability of external funds, have 
recently necessitated further attention to the 
management of financial assets. In 1965, for 
example, corporations faced an expanded 
need for funds in the face of an already low 
liquidity ratio; despite a $32.7-billion rise in 
liabilities, liquid assets rose by only $0.6 bil
lion in that year.

Even more pronounced shifts occurred 
among the various classes of assets as corpo
rations re-arranged their asset portfolios to 
meet changing credit conditions. Most notice
able was a reduction in the absolute as well 
as relative holdings of U. S. Government se
curities, from 31 percent of corporate liquid
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assets in 1961 to 20 percent in 1966. Similar
ly, corporate holdings of currency and demand 
deposits declined from 56 percent to 38 per
cent of the total. This year, U. S. Govern
ments have totalled about $15 billion, and 
currency and demand deposits, $28 billion.

Time deposits, on the other hand, have 
grown in favor even as pressures to econo
mize on financial assets have intensified. Time 
deposits totalled in 1961 only $4.6 billion, 
8 percent of total liquid assets, but by mid-
1966 they had risen to $22.1 billion, or 30 
percent of the total. This change was due to 
the appearance of negotiable time certificates 
of deposit (CD’s)— which were almost as 
liquid as cash, which could be obtained in 
maturities suited to each individual corpora
tion’s needs, and which bore relatively higher 
yields than alternative types of assets. These 
features encouraged many corporations to re
place U. S. Government securities with CD’s, 
and at the same time permitted them to econ
omize on cash and demand deposits. Mean
while, open-market paper also showed an in
crease in popularity during this period, as a 
consequence of market developments which 
increased their yield. Thus, open-market pa
per increased from 5 to 12 percent of total 
liquid assets between 1961 and 1965.

Shift in corporate patterns
In sum, the rapid expansion of investment 

expenditures by nonfinancial corporations 
has strongly affected their pattern of finance. 
One obvious feature is their greater reliance 
upon external funds, especially bank funds, 
with all the consequent pressures on the finan
cial system that that shift has entailed. An
other feature is the reduction in corporate 
liquidity to release assets for other uses, which 
involve long-term as well as cyclical shifts 
in financial practices. Internal funds, mean
while, despite their insufficiency for the greatly

enlarged investment plans of 1965 and 1966, 
have continued to grow rapidly and to provide 
the bulk of corporate funds. In particular, re
tained earnings have shown substantial 
growth, due both to the nation’s overall pros
perity and to certain changes in corporate 
taxes and corporate dividend policies.

Finally, Federal fiscal policy has had a 
greater effect on corporate finance. Its main 
object continues to be the control of total de
mand for goods and services in the economy. 
As before, changes brought about in total de
mand through fiscal policy indirectly influ
ence corporate investment expenditures. 
Nonetheless, since 1962, there has been great
er reliance upon fiscal actions which directly 
affect the flow and mix of corporate funds in 
order to achieve desired movements in total 
demand. The tax changes of 1962 with re
spect to depreciation allowances and invest
ment credits represent an attempt to stimu
late the general economy via the corporate 
sector, a sector which had recorded below- 
normal levels of expenditures in the recent 
past. The present suspension of these incen
tives is almost the exact opposite of the 
steps taken in 1962, with the object now be
ing to restrain overall demand via a sector 
which had exhibited above-average levels of 
expenditures in the recent past.

This, then, is the pattern: what is stimulat
ed in order to increase total demand is cut in 
order to decrease total demand. Consequent
ly, corporate finance in the future may be one 
of the regular channels through which fiscal 
policy operates. Should greater stabilization 
of the economy be achieved, then the cost 
of greater year-by-year variability in the flow 
of funds will be offset by the gain of a continu
ously higher level of demand and, in turn, a 
higher long-term level of investment. How 
successful this stabilization policy will be, 
remains to be seen. — Robert Johnston
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