FUTURE F INANCIAL PROBLEMS OF
- .CONV ERSION
IN THE AIRCRAFT INDUSTRX-

- By _
TOM -LILLEY®
- ond ‘
L. LAVERNE HORTON

Business Research Studies
Number 34

HARVARD UNIVERSITY

GRADUATE scnoqL OF BUSINESS ADMINISTRATION

DIVISION OF RESEARCH :
SOLDIERS FIELD BOSTON 63, MASSACHUSETTS :

PRICE, $1.50



'FUTURE FINANCIAL 14OBLEMS
CONVERSION
IN THE AIRCRAFT INDUSTRY

By
TOM LILLEY
' Assistant Professor of Industrial Research
- _ and
L. LAVERNE HORTON

Instructor in Business Administration

Business Research Studies
Number 34 *

HARVARD UNIVERSITY

GRADUATE SCHOOL OF BUSINESS ADMINISTRATION

DIVISION OF RESEARCH
SOLDIERS FIELD, BOSTON 63, MASSACHUSETTS



A;/RVARD UNIVERSITY

- |
GRADUATE SCHOOL OF BUSINESS ADMINISTRATION
4 Gzonmi F. Baker FOUNDATION
" Donaw K. Davip, Dean

MeLviN T. CoPELAND, Director of Research

Copyright, 1944
By THE Pnz.smzm' AND FeELLows oF

Harvarp CoLizer



FOREWORD

A year ago a report on the Financial Position of the Aircraft Industry, pre
-Professor Bollinger and Professor Lilley of our aviation research staff, was pub

the Harvard Business School. Since then several research projects relatin

aircraft industry, including a report to the United States Army Air Forces on 1y~ 0w
of Surplus Aircraft and Major Components Thereof, have been carried on at the School.
The results of one of those projects are presented in this bulletin.

One purpose of the present study is to bring up to date the basic financial data
presented in last year’s report. Because of the very real progress made during 1944 by
the government and by the aircraft industry in planning for conversion to peacetime
operations, the industry’s transition problems now can be evaluated in more specific
terms than were possible a year ago. Hence in the present study an attempt has been
made to appraise quantitatively the financial problems which will influence the in-
dustry’s technical progress, its production, and its employment levels in the immediate
postwar period.

Because of the rapidity with which the aircraft industry has been forced to expand
its operations during the war years, the problems of postwar readjustment for the
industry not only are particularly difficult but they have far-reaching ramifications
into many parts of the American business structure.. No one can know now when the
war will end, or just what conditions will be faced when the end does come, and the
authors of this report, Professor Lilley and Mr. Horton, make no predictions on those
subjects. The authors do analyze the industry’s financial problems of postwar recon-
version in the light of information now available, Periodically, as further changes in
conditions warrant, members of the School’s aviation research staff plan to re-examine
the industry’s current status and prospects.

The cost of this research project was met from funds contributed by the aviation

industry.
MeLvin T. CoPELAND

Director of Research
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SUMMARY

During the past year, industry and government
leaders have given increasing recognition to the vital
importance of an orderly conversion of the aircraft
industry to peacetime operations. The influence
which orderly and prompt contract termination
settlements will have on postwar levels of employ-
ment in the major aircraft production centers of the
country is gemerally recognized. Increasing at-
tention is being paid to the importance of keeping
alive aeronautical development work and a nucleus
of production facilities and skills at the time when
large-scale wartime contracts are being canceled.
Recognition is given to the effect on our national
air power of continued development, not merely in
military aircraft, but in transports which must com-
pete in world markets.

Despite this increasing recognition of the import-
ance of an orderly conversion, many problems re-
main to be solved. Any forecast of the effect which
the transition from war to peacetime production will
have on the financial position of the aircraft manu-
facturers is extremely difficult to make, for much of
the detailed planning necessary for an orderly transi-
tion remains to be done. ' A danger still exists that
the lack of coordinated industry and government
preparations and the sheer mechanics of contract
termination procedures will so delay conversion that
future employment and development will be harmed.

From a narrow point of view, one purpose of this
study is to analyze the ability of the airframe manu-
facturers to meet the financial problems of the con-
version period by estimating the resources they will
possess at that time and by estimating the nature
and magnitude of the problems of conversion. From
a more important point of view, it is hoped that such
an analysis may be useful to both the industry and
the government organizations which must make
the detailed plans essential to a sound conversion
program,

The industry’s financial position will be reflected
by presentation of the financial statements of an
average airframe manufacturer, based on the indi-
vidual statements of ten leading airframe manu-
facturers. The financial position of each of the ten
companies and the problems they face are sufficiently
similar so that the average company’s statements
afford a useful measure of financial condition which,
in essentials, is typical of each of the companies.

For the benefit of readers interested in a brief
statement of the results of this study, over-all con-
clusions are stated and each section of the study is
summarized below.

Over-all Con¢

1. The average airframe 1
able to survive the immediatc ,
period with a reasonably satisfa:
tion if these conditions are met:

(a) if contract terminations are:

a reasonableness which is cOLow

broad policies set forth in the Contf:

tion Act of 1944;

(b) if the company sets up its own ac
organization to handle terminations pro
concentrating prior to the end of the war
fective inventory management; .
(c) if the management curtails expenses realistic ="
ly and rapidly. '

"The progress made during the last year in plannin
for contract terminations and conversion affords
some grounds for optimism that these conditions may
be fulfilled. '

2. The risk is great, however, that uncertainties
and delays during the conversion period will un-
necessarily impede the constructive developmental
work required to promote maximum peacetime pro-
duction. In order to eliminate confusion and un-
necessary curtailment during conversion, the follow-
ing steps are suggested:

(a) Uncertainties regarding contract termination
procedures can be reduced by a concerted effort
on the part of industry and government organiza-
tions to preplan the methods, standards, and
bases for making quick termination settlements
well in advance of large-scale terminations,

(b) Uncertainties regarding the loss carry-back
provision of the tax law can be reduced by adop-
tion of a Treasury proposal to accelerate pay-
ments of loss carry-back refunds.

(c) Uncertainties regarding future aircraft produc-
tion and development can be reduced by making
every effort to determine future national air-power
policies in advance of the end of the war, particu-
larly Army-Navy procurement policies and poli-
cies for lease or sale of government-owned plant
and equipment.

Changes in Financial Position during 1943

Before the important problems of the conversion
period are considered, Section II outlines the major
changes, summarized below, in the average airframe
manufacturer’s financial position during 1943.



of the average company in
‘er 1942, net profits increased
t profits as a percentage of
195 to 1.89%,, and profits as a
'decreased from 349, to 31%,.
retained by the average manu-
the company’s financial re-
8 net working capital 319, by
131%,, and by more than tripling
.nd. The inventory position of the
"%/ improved moderately in 1g43.
-« 1 these improvements, the basic finan-
icteristics of the average company were
imnchanged. The magnitude of most assets
Jbilities increased; their relative size changed
' The government continued to furnish directly
adirectly over 709, of the average company’s
<king capital and over 809, of its plant and equip-
:nt.

rojected Balance Sheets at End of First Postwar
e Year .

In order to indicate the possible effect of conver-
sion on the average company’s future financial posi-
" tion, projected balance sheets as of December 31,
1046, are presented in Section III, based on the
assumption that large-scale war production will
cease in December, 1945.1 The conclusionsindicated
by these projected statements are summarized below.

1. If termination and conversion risks are con-
sidered to be small, the average airframe manu-
facturer could be in a reasonably satisfactory financial
position in December, 1946, one year after the as-
sumed date of major terminations. Based on favor-
able assumptions, it is estimated that net termination
losses would be about $1,100,000, or 1%, of total
inventories, and that unreimbursed expenditures
in 1946 would be $11,200,000, or 29, of war peak
annual expenses. In spite of these cash outlays,
profits retained during 1944 and 1945 and the con-
version of the postwar tax refund into cash could
increase net working capital from the December,
1943, level of $18,100,000 to $23,600,000 in De-
‘cember, 1946. This working capitat should be suf-
ficient to meet reasonable contingencies and, if no
further decreases occur, to finance adequately
postwar sales at a level equal to 109, of war peak
sales. In addition, if the loss carry-back provision of
the tax law remains in effect, tax refund claims would
be zbout $9,600,000. Under the present law,
however, these claims cannot be considered as a
current asset because they are not likely to be con-
verted into cash until several years hence.

tions upon which the projected balance sheets are
b:;:d}l maﬁmge&odsp:;d in deriving these statcments are ex-

plained in Appendix B, pages 38-44.

2. If unreimbursed expenditures during the firs
postwar year reached a level of $29,000,000, equiva-
lent to less than three weeks’ expenses at the early
1944 rate, all the average company’s cash would be
eliminated, even though termination settlement
losses remained at the assumed $1,100,000 opti-
mistic level. Or if unreimbursed expenditures re-
mained at the optimistic level, all cash would be
eliminated by termination losses of $18,900,000, or
17% of total inventories. Under either set of as-
sumptions, net working capital would decrease to
$5,800,000, and the company would face a serious
threat of insolvency. The chances of obtaining bank
credit would probably be remote, in spite of large
loss carry-back and other tax claims.

3. Because of the financial difficulties involved,
company exccutives must exert every effort to keep
losses and unreimbursed expenditures near the
reasonably optimistic levels during the first postwar
year, Because they probably cannot be converted
into cash, tax carry-back claims are likely to be of'
little assistance at the time of most urgent financial
need.

4. Of the ten individual airframe manufacturers
studied, eight show only moderate variations from
the estimated postwar financial position of the
average company. Two of the smaller companies
are likely to be in an appreciably poorer position
than average. Their working capital position must
be considered as barely adequate, even if termination
and conversion financial needs are considered in a
reasonably optimistic light.

5. The basic variables which may either increase
or decrease the ability of all the companies to absorb
conversion losses and expenditures are as follows: |

(a) the level of cash profits retained from wartime
operations;

(b) the extent to which future termination and
operating losses can be offset against current tax
liabilities—this will be influenced by the gradual-
ness with which war contracts are canceled and
by the timing of large-scale cancellations relative
to the fiscal year of the companies;

(c) the rapidity with which postwar tax refunds
may be converted into cash and the extent to
which current tax liabilities can be reduced by
allowable accelerated amortization of fixed assets;
(d) the extent of liquidation of current assets and
liabilities from war peak levels;

(e) the rapidity with which termination settle-
ments are made and the extent of interim financing
of termination claims available to the companies.

These major variables will determine the re-
sources with which the companies will meet the

2



financial needs of the conversion period. The nature
and magnitude of the termination and conversion
problems to be faced are outlined below.

Contract Termination Settlement Problems

Two projected statements have been presented,
one forecasting a reasonably optimistic postwar
financial position and the other forecasting an “out-
of-cash” position. The two forecasts differ only in
their assumptions regarding the magnitude of con-
tract termination losses and the magnitude of the
unreimbursed expenditures the companies must

absorb in the immediate postwar period. Section -

IV outlines the factors which will influence one of
these variables, the losses involved in contract
terminations.

1. The prospects for limiting the losses on termina-
tion settlements are substantially better than they
,were a year ago. The companies have had an oppor-
'tunity to improve their control of inventories and
have begun to set up organizations to deal with
.termination problems. The Contract Settlement
Act of 1944 has been passed, and within the frame-
work of this act a structure of detailed regulations
is being built.

2. Nevertheless, because of the many remaining
uncertainties and the uncompleted administrative
preparations, the risks involved in large-scale termin-
ations are still substantial for the airframe manu-
facturers. Itis conceivable that the average airframe
manufacturer’s termination losses might approach
the $18,900,000 level, which would eliminate all
the company’s cash.

i- 3. Long delay in reaching termination settlements
is still a real danger, unless the government and the
individual companies take every possible step to
avoid it. The sheer mechanics of terminations could
hold up final settlements for many months or even
years, with unfortunate results for both the compan-
ies and the government. _

4. In preparing for large-scale contract termina-
tions, the companies clearly have these responsi-
bilities:

(a) Constant pressure should be exercised to

improve the control of inventories, to clean out

obsolete and surplus items, and to improve the
records kept,

(b) The companies’ administrative organizations

to handle terminations should be placed under the

leadership of a top executive and should be set
in action to handle current terminations and to
plan for the larger terminations of the future.
- (c) In preplanning for terminations, the com-
panies have the obligation, not only to cooperate

fully with the government a.\ d with subcontractors,
but to take the initiative in making plans and pre-
senting them to the proper officials,

5. Likewise, the government has important re-
sponsibilities:
(a) Within the framework of the broad policies of
the Contract Settlement Act, the government
must work out detailed regulations under which
large-scale terminations will be administered.
(b) An administrative organization, competent to
accept responsibility and to understand realistically
the problems involved, must be carefully trained
and placed in the field in time to work out detailed
plans with the individual companies in advance
of large-scale cancellations.
(c) The men in local field organizations must be
given the maximum encouragement to preplan
detailed procedures with individual companies.

Unreimbursed Expenditures in First Postwar Year

Probably the most important single difficulty of
the conversion period will be the curtailment of ex-
penditures from wartime levels to drastically reduced
peacetime levels. Section V considers the magnitude
of unreimbursed expenditures which the companies
will have to absorb in the first postwar year, treating
separately the so-called “momentum” or “slow-
down” expenses, which will unavoidably continue
immediately after large-scale cancellations, and the
“‘constructive’ expenditures, which will be incurred
in developing future peacetime business.

1. The magnitude of unreimbursed “momentum”
expenses which the average airframe company must
absorb during the immediate postwar period will
depend on three major variables:

(2) the ability and willingness of the company’s
management to curtail expenses;

(b) the extent of advance notice of contract termin-
ations given by the government;

(c) the extent to which post-termination expenses
are reimbursed by the government.

2. A real risk exists that unreimbursed momentum
expenses of the average airframe manufacturer may
substantially exceed the optimistic estimate of
$2,200,000. Government policy on advance notice
of termination and on reimbursement of post-termin-
ation overhead expenses is uncertain, and much
detailed planning of related termination procedures
still remains to be done by both the industry and the
government.

3. The average manufacturer can probably assure
his company’s financial survival in the postwar



years by close control #nd, if necessary, virtual elim-
ination of all expenditures other than the inevitable
momentum expenses. Because of the magnitude of
.the wartime organization of the airframe companies,
realistic, closely controlled curtailment of expendi-
tures will be essential.

4. Overcurtailment, however, with unnecessary
elimination of constructive expenditures for de-
velopment of future business, would be undesirable
from the point of view, of the companies and the
national interest. During the first postwar year, un-
reimbursed constructive expenditures in the magni-
tude of $9,000,000 are probably close to the mini-
mum necessary if the average manufacturer is to do a
constructive job of developing future aircraft busi-
ness.

5. At present, the risk appears great that con-
structive developmental expenditures will be over-
curtailed. Three types of uncertainties may influence
management decisions in favor of greater curtailment:

(a) uncertainties regarding the timing of the
termination settlements and the magnitude of the
losses to be incurred;

(b) uncertainties regarding federal tax laws,
particularly with reference to the loss carry-back
provision; .

(c) uncertainties regarding national aviation poli-
cies.

In each case, there appears to be a real opportunity
to narrow the scope of these uncertainties by means
of government and industry planning in advance of
the end of the war. Industry and government re-
sponsibilities in preparing for large-scale contract
terminations were suggested in the preceding section.

6. All conversion problems would probably be
lessened by the adoption of a proposal to accelerate
payments of loss carry-back refunds. One method
of accelerating payments would be to postpone tax
payments incurred in the year prior to the period
when losses are made to the extent of currently ac-
cruing carry-back refunds. Also, technical uncertain-
ties regarding the postwar tax refund could be-
eliminated by prompt action in issuing postwar tax
refund certificates and by a prompt declaration of
the official cessation of hostilities.

7. Entirely apart from termination and tax prob-
lems, the basic question facing each aircraft manu-
facturer is: conversion into what? The answer will be
vitally affected by the postwar aviation policicsq
adopted by the government, including policies for
Army-Navy procurement, plant and equipment
disposal, surplus aircraft disposal, and Civil Aero-
nautics Board certification of new transport routes.
Every effort to narrow the zone of uncertainty re-
garding these policies in advance of the end of the
war will eliminate confusion and unnecessary curtail-
ment in the conversion period.
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INTRODUCTION

The key financial problems of the aircraft manu-
facturing industry are not the problems of the im-
mediate present but the future problems of convert-
ing to peacetime operations. The primary purpose
of this study is to analyze the ability of the aircraft
manufacturers to meet the financial needs of the
conversion period and to indicate the factors which
will determine the magnitude of these needs.

This investigation is limited to the major inde-
pendent manufacturers of airframes. These manu-
facturers assemble completed aircraft, the individual
parts of which are produced by thousands of subcon-
tractors and suppliers. The airframe companies are,

'in effect, the apex of a pyramid which consists of
manufacturers, large and small, from almost every
industry in the nation. The conversion of the air-
frame manufacturers to peacetime operation will
therefore directly affect this large segment of Ameri-
can industry.

Scope

In part, this is a sequel to a study published a year
ago on the Financial Position of the Aircraft Industry?
Financial statements based on composite 1943 state-
ments of leading airframe manufacturers are pre-
sented herein similar to the statements published last
year. Primary emphasis, however, is placed on a

| quantitative analysis of specific problems which may
be encountered in the transition from a wartime to a
peacetime economy. Thus, the 1943 financial state-
ments are used primarily as a starting point for fore-
casting the ability of the airframe manufacturers to
meet the problems of conversion.

Projected, or pro forma, balance sheets are pre-
sented to show the effect of possible contract termina-
tion and conversion needs on the postwar financial
position of the manufacturers. The resources which
the airframe manufacturers will possess at the time
large-scale war production ceases will be affected by
many variables. For example, it is obvious that
the length of the war and the rate at which aircraft
production is tapered off during the war will have a
vital influence on the companies’ financial position.
The best practical way to measure the comparative
importance of the many interrelated unknowns is to
make specific estimates regarding the probable effect

1Lynn L. Bollinger and Tom Lilley, Financial Position of the Aircraft
Industry (Harvard Business School, Division of Research, Business
Research Studies, No. 28, 1943, out of print).

of each important variable and, by combining all the
estimates in a financial forecast, to observe their in-
fluence on the over-all position of the companies.
The projected balance sheets shown herein as of the
end of the year following large-scale contract termin-
ations are based on such interrelated assumptions.

One basic fact about these projected statements
must be very clearly understood. The complex cir-
cumstances which will face the airframe manu-
facturers at the end of the war make completely im-
possible any exact forecasts. The course of the war
itself, strategic needs for various types of aircraft,
and the multiplicity of individual company and gov-
ernment decisions which must be made after termin-
ations can be foreseen by no one. The usefulness of
projected statements is therefore not one of giving
complete, accurate descriptions of what will happen.
Business writing is littered with the wreckage of pre-
cise attempts to forecast the unknowable.

The device of the projected statement is neverthe-
less extremely helpful and, in fact, the best available
statistical method by which one can narrow the
possibilities of what may happen. The projected
statements which follow are designed to meet these
objectives:

(1) toindicate the financial position of the airframe

manufacturers a year after major contract termina-
tions if reasonably optimistic assumptions are made

regarding their cash outlays during that year;

(2) to indicate the maximum cash outlays which

the companies can absorb before eliminating all

their cash in the year after major terminations;

(3) to isolate and more accurately to define the

major variables which will affect the companies’

future financial position; :
(4) to provide a method or framework for studying
conversion problems which may still be useful even
after hindsight has indicated changes in many or
all of the individual assumptions; and

(5) to stimulate interest, disagreement, and further
study of the industry’s conversion problems, both
by the companies and by public agencies.

The attempt has deliberately been made to simpli-
fy the presentation in order that the major variables
and their significance can be clearly presented. De-
tailed month-by-month statements based on indi-
vidual contracts have been made up and are con-



stantly being revised bgr the individual compa.nies'
and government agencies for their own internal use.
A number of such statements have been examined

in the preparation of this study. The purpose of this_

report, however, is to highlight the major problems

of the industry as a whole, without presenting confi- '

dential data or a multiplicity of details,

Attention is concentrated on the year immediately
following the end of large-scale war production.
During this first postwar year the companies are
likely to meet their most crucial problems in making
termination settlements, in converting from inflated
wartime operation, and in beginning developments
for peacetime operation.

Procedure

Comparable financial data based on the individual
statements of 10 major airframe manufacturers are
shown for the fiscal years 1942 and 1943. These 10
companies are helieved to represent over three-
fourths of total warplane assembly in the United
States. The 1942 statements differ from those pre-
sented in last year’s study because of three minor
changes. First, 2 of the 11 companies included in the
1942 study were merged in 1943; hence, reference is
made in this study to 10 companies, although the
data actually represent the same 11 manufacturers
referred to in last year’s study. Second, since the
required financial data for one of the companies in-
cluded in the 1942 study were not available for 1943,
it was necessary to exclude this company from the
data for both 1942 and 1943 and to substitute a
company of comparable size for which data were
available. Third, minor adjustments in the 1942
data were made to reflect slight modifications in the
final renegotiation settlements made by two of the
companies.

The basic sources of the data were audited state-
ments obtained from the accounting departments of
the 10 manufacturers. Adjustments and reclassifica-
tions of certain items shown in the published state-
ments were made in order to achieve greater uni-
formity in the data of different companies. In inter-

preting the basic information presented herein,
advice and assistance were obtained from many well-
informed persons in the Federal Government and in
the aircraft industry and from bankers interested in
the aviation industry.

Financial statements based on individual state-
ments of the 10 companies were constructed. The
methods used in deriving these statements are dis-
cussed in Appendix A, For simplification, all data
in the text of this study are presented as data of the
“average airframe manufacturer.” These average
data simply represent the composite financial figures
reduced to an average by dividing the totals by 10
(the number of companies represented).! Data based
on the statements of individual companies are also
presented anonymously in order that confidential
data of individual companies will not be revealed.

After a brief comparison of the 1942 and 1943
financial statements, projected balance sheets of the
average airframe manufacturer at the end of the
first postwar year are presented. The resources
which the average company will have at the time of
termination and conversion needs are thus estimated.
Likewise, estimates are made of the probable mini-
mum cash outlays of the first postwar year and the
maximum outlays which the average company can
meet without eliminating all its cash, Variations in
the postwar financial position of individual com-
panies from the average are shown, Finally, the
factors which will determine whether the cash out-
lays of the conversion period approach the minimum
or the maximum level are analyzed. Section IV
discusses contract termination settlement problems,
and Section V discusses the factors influencing the
level of unreimbursed expenditures which the com-
panies will absorb in the first postwar year.

'The ten individual companies vary substantially in size. How-
ever, the financial position of each of the companies a’;:d the problems
each faces are luﬂicxcntl{ similar so that the average company’s
statements afford a weful measure of financial condition which, in
cssentials, is typical of each of the companies. Appendix B of The
Financial  Position of the Airergft Industry presented a detailed
analysis of variations of individual company 1942 statements from
the average. The general conclusions stated there regarding 1942

g:rt:m are also applicable to 1943 and 1942 statements presented
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CHANGES IN FINAN CIff‘LL POSITION IN 1943

-1

Compared with the major adjustments which the

“adjustment for renegotiation refunds which were

airframe manufacturers face in the future, the chang-

es which occurred in their financial position in the

year 1943 seem relatively unimportant, Neverthe-
less, the additional financial resources obtained in
1943 may be of vital importance in meeting the
future problems of conversion to peacetime opera-
tions. By briefly examining the 1942 and 1943 finan-
cial statements of the average airframe manufacturer,
one can obtain a measure of the average extent of
improvement in the resources of the manufacturers
and the average extent of increase in their obliga-
tions. Before the vital problems of conversion are
considered, therefore, the 1943 operations of the
average company and resultant changes in its balance
sheet position will be summarized. -

Tables 1 and 2 show, respectively, the income
statements and the balance sheets of the average
airframe company for 1942 and 1943.

Return on 1943 Operations

In 1943 the average airframe manufacturer’s net
profits after renegotiation refunds to the govern-
ment increased 189, while its sales were expanding
869. Hence, net profits as a percentage of sales
decreased from 2.89 in 1942 to 1.8%, in 1943. The
wider use of cost-plus-fixed-fee contracts was one of
the major reasons for the decline in the rate of return
on operations. These cost-plus-fixed-fee contracts
usually provide the manufacturer with a smaller
profit margin than do fixed-price contracts. For
example, among ten individual airframe manu-
facturers, the range in the rate of net profit on sales
varied from a high of 2.5% for a company using
predominantly fixed-price contracts to a low of
1.19 for a company using predominantly cost-plus-
fixed-fee contracts, Net profit as a percentage of
stockholders’ capital (net worth) also decreased,

from 349, in 1942 to 319, in 1943.

Effect of Taxation and Renegotiation -

In both 1942 and 1943, federal income and excess
rofits taxes were a major determinant of the level
of net profits. As indicated in Table g, the approxi-
mate effect of these federal taxes was to reduce profits

72.8% in 1943 and 72.5%, in 1942, These percentages
reflect the effect of federal taxation before any

made under the Price Adjustment Act of 1942 as
amended.

The effect of renegotiation, however, was con-
siderably less during 1943. Renegotiation refunds
to the government accounted for a net reduction
in profits before renegotiation and taxes of only
7.1% in 1943 versus a similar figure for 1942 of 11.19},
A principal reason for these lower refunds was the
previously mentioned increase in the use of cost-
plus-fixed-fee contracts with their smaller profit
margins. Moreover, voluntary price reductions re-
duced profits, and the added experience acquired in
pricing airplanes in large-scale production enabled
companies to negotiate prices on new contracts more
in line with actual production costs. Hence, re-
negotiation refunds were smaller.

Most Profits Retained in Business

The average airframe manufacturer during 1943
continued to forego large dividend payments and to
conserve a large percentage of profit in the company.
In both 1942 and 1943, only 229, of profits were dis-
bursed to the stockholders in the form of dividends,
the remaining 789, being reinvested in operating
assets.

Improvements in Financial Resources

Although the net profit earned in 1943 failed to
keep pace with the expansion in the volume of opera-
tions, the profits retained nevertheless were ample to
strengthen the average company’s financial re-
sources. As indicated in the Source and Application
of Funds Statement in Table 4, retained net profits
were the principal source of new funds.? The largest
part of these funds was applied to increase net work-
ing capital ($4,329,000), the postwar tax refund
( $2,488,000), and company-owned plant and equip-
ment { $2,089,000). Because of these various chang-
es, in the year 1943 net working capital increased
31%, net worth increased 31%, and the postwar
tax refund more than tripled.

1The changes in depreciation and amortization reserves provided
an additional $1,656,000. The increased reserves for amortization
of em cy facilities constructed under certificates of necessity
furnished about 75% of this amount. The fact that most fixed axets
were owned Jle government kept the effect. of changes in reserves

. from being cven
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Table 1. Income Statt?ament for the F. iscal\hm;s

{ 1942 and 1943, and Average Monthly Expense Items
for the First Quarters, 1943 and 194, ﬂ'or the Average Airframe Manufacturer?

INCOME STATEMENT

1943 1942
Percen
items ount Percentage " Amount - Percentage Increase i:?gu
(In thousands) Net“Sales (In thousands) et sales over 1943
Ner idAm: Con
Fixed-Price L1 7T . VR $197,798 36.74% 8160,543 55.42% 25.21
Cost-Plus-Fixed-Fee Contracts................ 34.0:579 63.26 12911 59 44.58 ? 163.69%
Total Net Sales.....ooveersnnncisacssncnnns $538,377 100.00%, $289,702 100.00%, 85.84
Opzn:d'rmc Exrenszs: - )
Fixed-Price Contracts........cveiivneaansas .| $167,110 31.04% $136,1983 47-01% 22.70
Cost-Plus-Fixed-Fee Contracts. .......cccvasee 935,367 62.29 123,271 42.55 o l72.36
Total Operating EXpenses...cvverieassnanssns $502,477 93-33% $250,460 89.56% 93.66
Operating Profit..eeeeiireeeiioanssvonsncnas $ 35,900 6.67% $ 30,233 10.44% 18.74
OtHER INCOME (NET)...cviiiiuvnnnnnnnnannas go* 0.02* 234 0.08
Ner IncoMe BEFORE FEDERAL INCOME AND ExCESS
PrOFITS TAXES...oovirenecrarncrnonannnas $ 35,810 6.65% $ 30,467 10.52% 17.54
Provision For FEDERAL INcomME anp Excess|
Prorms Taxes (Ner or Postwar Rerunp).... 28,152 4.86 22,303 7.70 17.26
NET PROFIT...ccveuecrcnicnenarcassnorcassas $ 9,658 1.79% $ 8,64 2.82% 18.30
DisposrrioN ofF Eamnmncs: Pel&?tn ggﬁf{ P’:S‘éi“ﬁ?:ﬁt‘"
Dividends Paid........ccoiiimvveearrnncaaan $ 2,56 22,92
Provision for Postwar and General Contingencies 4:257 44.(3)8% s ;:ggg :2;3%
Balance to Surplus....... Nretitacassrannnins 3,245 33.60 3,050 37.16
Total Net Profit. ...oiveevniisisnsananrnns $ 09,658 100.00%, $ 8,164 100.00%,
AVERAGE MONTHLY EXPENSES FOR WAGES, SALARIES, AND MATERIALS
Amount (in thousands)
First Quarter, 1944 First Quarter, 1043
Wage and Salary Expense..........oooovveiiiiiiiiii, 816,170 $12,303
P I T T T I 26,860 1 4:365
B 7 1 843,030 327,258

*Qther deductions (net}).
1These statements were derived by compilin:

for the “average airframe manufacturer.,” The figures were

— ———— —

composite figures for ten companies and th.
adsustedto show The elect of renegorlatin andes ta Lol L, ATIOUBt by ten to obtain the remults

Section 701 of the Revenue Act of 1943. Net profits are shown before the deduction of provisions for postwar and general &&;’ujg "‘“I ent Act of 1942 as amended by

Improvement in Inventory Position _

An improvement in the average company’s over-
all inventory position is indicated by the improved
relationship of inventories to monthly operating
expenses, as shown in Table 5. This relationship
indicates that approximately 3.4 months of inventory
were on hand at the end of 1943, compared with
3.9 months at the end of 1942. It should be remem-
bered, though, that such a ratio conceals the .possible
unbalanced condition of inventories; that is, some

individual material items are overstocked and others
understocked, The managements of most of the
companies have been devoting considerable time
and -cffort to the solution of these inventory problems,
particularly the disposal of surplus and obsolete
Inventories. As a result, the condition of inventories
1s undoubtedly becoming more nearly balanced as
time passes. '

In some respects the relative decrease in company-
owned inventories indicated below -also might be



Table 2. Comparative Balance Sheets of the Average Airframe Manufactur« *s End of Fiscal Years,

1942 and 1943 o
(In thousands) '
ASSETS 1943 1942 LIABILITIES ? 1043 1042
CURRENT ASSETS: CurreNT LiaBILITIES:
Cash, Unrestricted.......covvvnennnns. $ 26,782 | § 27,096 Due Creditors other than U. S. Govern-
Cash, Restricted. .. covvvninrrivniannnns 13,350 15,759 ment:
U. S. Government and Other Marketable o Accounts Payable and Miscellaneous
Securities. .. uooieerriiiiniiiiaiien, 19,416 5613 Current Liabilities. .....o0usnuen... $ 37,861 | $ 21,509
Accounts Receivable: . . Wages and Salaries Payable. .. .- 6,255 3,883
U.S. Government Fixed-Price Contracts | 8 19,729 | $ 18,992 Notes Payable to Banks.............. 16,720 4,291
U.S. Government Cost-Flus-Fixed-F eeT ) Provision for Taxes other than Federal
Contracts (unreimbursed expendi- Income Taxes....coonevenvnvennens 4,613 2,288
tures, accrucd fees, and advances to . Advances other than U. 5. Government 258 2,957
subcontractors under cost-plus-fixed- g
fee cOntracts) v sereervonrsusnennas 0,221 6,717 Totalecveesnieernnrerrenrerrennees $ 65,70 $ 34,928
Miscellanecus U. S. Government and1 ’ 7 3707 392
Other Accounts Receivable.......... 7249 2,594 Duc U. S. Government:
. Provision for Federal Income and Ex-
Total Accounts Receivable............ $107,199 | 8 69,303 cess Profits TaXes....ovveecennnnss $ 35,490 | § 23,603
Refunds Due U. S. Government.,.... 22,048 31,656
‘Iﬁdvancs toVendors.....ovcveeenainnns 551 1,218 U. S. Government Advances and Prog-
nventories; i ) ress Paymants. . ..oovvevinnirannas 0,2 61
Raw Materials and Supplies............ $ 26,476 | § 19,101 v 70279 S
Work-in-Process. c.ooeeseveerenranenns 18,461 27,933 ) [ $128,817 | $117,203
Total Inventories. .....ovvarvnniarene. $ 45.357 | $ 47,034 | Total Current Liabilities............... $104,524 | $152,221
Total Current Assets.....coeeereruveneas $212,655 | $166,023
PranT, PROPERTY, AND EqQuipMENT: NONCURRENT LiamiLrTIES:
Regular Facilities (other than emergency Bank Loans under Emergency Plant Fa-
facilities). . . .. esevesraerstaeanrias $ 5361 8 5199 cilities COntractS. .o..uveneees. aeanas $ 470 8§ 3,699
Emergency Facilities Constructed under Other Noncurrent Liabilities........... . 68
Certificates of Necessity...oconereerres 7414 5,487 Reserves for Specific Liabilities......... g1t 221
Gross Plant, Property, and Equipment...... $ 12,775 | $ 10,685 Total Noncurrent Liabilities............ $ 781] 8 3,088
Less: Reserve for Depreciation and Amor- :
BZAtOM. . e o vverronmrcorsnnssssonens 4,698 3,042
Net Plant, Property, and Equipment. ...... $ 8077 | 8 72,644
EXPENDITURES UNDER EMERGENCY PLANT| Ner WonTH: |
FaciLrres CONTRACTS, NET OF AMORTIZA- Reserves for Postwar and General Con-
AT ON e o e v s tnacssosanatosanmnsnnsntonsssnn 810 3,523 HNEENCIES. ..ot viensrrronsnnnnnanns $ 86go| § 4,690
PostwAR TAX REFUND.....vvvrenennnaens 3:473 g85 Capital Stock and Capital Surplus...... 8,360 8,513
Earned Surplus...........co0vivviieen 14,472 10,843
Dererrep CHARGES AND MISCELLANEOUS|
ASSETS.0civrans tisesadesrrersrrsianrnn 1,821 1,680 Total Net Worth.........ocvvviennnnn. $ 31,531 | § 24,046
ToraL AsETS (COMPANY-OWNED)......... $226,836 | $180,255 || Torar Liasiurrmes (DrecT)............. $226,836 | $180,255
GOVERNMENT-OWNED ASSETS:
Government-Owned Invenlories (under cost-plus-
Jixed-fee contracis). oorivieans Ceeears ..] 112,268 67,101
Government-Quned Plant, Property, and Equip- .
MEMEe e ynsannnnss Ceeennreatbteenas 74,258 38,766 ]
) 1This balance sheet was derived by compiling composite figures for ten
TOTALGOVERNMENT-OWNED ASSETS | $186,526 | 105,057 ||  companics and then dividing each agaregate dollar amount by ten to obtain

considered as an improvement in the average Informed opinions differ regarding the relative
company’s financial position: . risks of termination losses on government and com-
1 pany-owned inventories.! The decrease in the latter

1943 942
(ﬁﬂ:ﬂ;;‘_ Pm;}fagﬂ (a;lnm'oh'::: sz}lfﬂgﬁ probably does to some degree indicate a lessening of
) sands)  Total  sands)  Total risk. As measured by the_ relationship of net working
Company-owned in- capital and inventories in Table 6, the company’s

R 8.8 . e . . s
Gom;:n.owmd invm.“s 357 28.8%  Saz0%¢  41.2% ability to absorb termination losses on total inven-

tories (under cost-plus.
fixed-fee contracts) 112,268  7r1.2 67,191 58.8 ) L
1An analysis of the types of risks involved in terminations of fixed-
Total inventories $157,625 100.0% $114,225 100.0% price and cost-plus-fixed-fee contracts is stated in Section IV.




Table 3. Approximatl\Eﬂ'ect of Renegotiation on the Average Airframe Manufacturer: Fiscal Years,

1942 and 1943
Percentage of Profit before
Amount (In thousands) | Renegotiation and Federal
Y Items Taxes
1943 1042 1943 1042
Profit before Renegotiation and Federal Taxes.......ovuusvass recsreasriaseraannan ...| 848,115 | 849,813 100.0% | 100.0%
Lezss: Estimated ! Federal Income and Excess Profits Taxes on Profit before Renegotiation 35,029 36,125 72.8 72.5
Net Profit If No Renegotiation Refund Had Been Paid...... Srsrsessssrrsnnssraeenn .-.| $13,086 | $11,688 27.2% 27.5%
Less: Estimated! Decrease in Net Profit to Allow for Gross Renegotiation Refunds of
$12,305,000 in 1943 and $19,346,0001N 1942. . v vaenriaaranas smsesntananienenaran 3,428 5,524 7.X 1.1
Net Profit after Renegotiation. ....v.ucisutisassrissnsnsrssesssssssnsssssssassnsnns $ 0658 | $ 8,164 20.1% 16.4%

sExact figures were not available for several companies,

Note: This statement indicates the approximate net effect of renegotiation on net profits. Thus, net profita are first shown approximately as t
and the $19,346,000 in 1943 of gross renegotiation refunds decreased net profits only by an
would have been paid as taxes if earnings had been

been had no renegotiation refunds been made. The $12,305,000 in 1043
additional $3,428,000 and $5, 524,000, respectively, becauee the remainder

would have

not reduced by renegotiation.

Table 4. Analysis of Source and Application of Funds for the Average Airframe Manufacturer: Fiscal

Year, 1943 '
(In thousands)
Funds Provided Funda Applied
By Increase in Net Worth: To Increase Net Working Capital..... ces
cht Profit, &fforc deducting Provision for Postwar and orking Cap ] Trnrmreer 54,329
General Contingencies., ...coovsvaavinsssssssveins $7,502 To Increase Postwar Tax Refund.,........
Less: Miscellaneous Adjustrnents. . .....oovevunvurnnnn- ’5:7 x Beln TrTrmmmErToeet 2,488
] To Increase Fixed Assets........... Cesbaensranares 2,089
Total Increases in Net Worth...ovvverieineiinannneen $7,485 ’
To Increase Deferred Charges,...uvvuuuuens.
By Increase in Depreciation and Amortization Reserves,.,. 1,656 “r u Trenmrrenrresr s
. To Other Miscellan L P
Total Funds Provided......civvveninreninencnananannns 89,141 cous Uses (Net) Trrrerers e _ﬁ
Total Funds Applied..... vesraesaa ceannas crnees crenas $9,141

tures under such contracts, and a $22,000 increase in other noncurrent liabilities.

Table 5. Relationship of Inventories to Mdnthly
Expenses for the Average Airframe Manufacturer:
End of Fiscal Years, 1942 and 1943

Items 1943 1942

Total Inventorics, including Gov-
ernment-Owned Inventories
(under cost-plus-fixed-fee con-

......................

$158,000,000 | $114,000,000

Estimated Monthly Rate of Oper-
ating Expenses at End of Fiscal
Year.errorouaressssaunes venrs

Ratio of Total Inventories to Esti-
mated Monthly Rate of Operat-
ing EXpenses...ccoeeersonsnns

46,000,000 29,000,000

34 39

s tation based on cost of eales for the full fiscal years,
19?30::& !:‘g.i:n::sc:r:tp;ade because it would be misieading. Sales and costs
in the first balf of 1942 and 1942 were low in relation to the rate of sales and
costs at the year end and could not propetly be compared with year-end In-
T ot noted imated operating expenses include some expenses not

a
cb;::&? ﬂfobienvenw:-lh:.t gh::s‘gh the amount is small. In addition, operating ex-
penses include expenditures under cost-plus-fixed-fee contracta, while only costs
applicable to deliveries are inciuded in operating expenses under fixed-price

contractd.

3This adjustment results from a $116,000 decrei:se in bank loans under Emergency Plant Facilities contracts, net of the

reduction in the unreimbursed expendi-

Table 6. Relationship of Net Working Capital

and Stockholders’ Capital (Net Worth) to In-

ventories for the Average Airframe Manufacturer:
End of Fiscal Years, 1942 and 1943

Ttems 1943 19432
Net \{Vnorking Ca.pét:l 23 a Percentage of:
ventories, mpany-Own .
Invcntorics: Tor 4 ?? gg% ?g . ‘a’g%
Stockholders’ Capital (Net
Pe}-ccntage & p (Net Worth) as a
nventories, Company-Owned .
. Invmtoriu: TotaF 4 gglgﬁ 2: ‘l?;

_ .



tories changed little between 1942 and 1943, but the .

ability to absorb losses on company-owned inven-
tories substantially improved.

Balance Sheet Interrelationships Virtually
Unchanged ‘

In spite of these improvements, the basic financial
characteristics of the average airframe company
changed little in 1g43; in effect, it simply became a
larger company. The absolute magnitude of most
assets and liabilities increased, but their relative size
remained approximately the same.

Changes in Financial Ratios

The more common financial ratios shown in Table
7 changed only moderately between 1942 and 1943.t
Net worth and net working capital as a percentage
of sales declined appreciably because of the large

1Takle 7, in addition to giving these ratios for the average airframe
company, also shows the highest and the lowest ratios for the 10
companies studied. The vanations from 1942 to 1943 in the range
of thesc ratios were not generally significant. ‘

i

increase in sales. The dec: ‘ne is smaller, however, if
the postwar tax refund is : dded to current assets, as
it may be at the time of large-scale contract termin-
ations.2 On the other hand, the current ratio (cur-
rent assets divided by current liabilities) was un~
changed at 1.09. Similarly, in both 1942 and 1943,
cash and marketable securities comprised approxi-
mately- 289, of total current assets and were suf-
ficient to meet about one-third of total current lia-
bilities.3

Large Government-Furnished Fixed Assets and Working
Capital : '

The average airframe manufacturer continued to
occupy a position almost unique in American in-
dustrial history by having an overwhelming pro-
portion of its plant, equipment, and working capital
supplied by the Federal Government. The gross

1The technical factors determining the time when the postwar tax
refund will be available for company use are outlined on p. 32.

3Cash and marketable securities include restricted cash which can
be used only to meet expenditures for specific contracts.

Table 7. Financial Ratios of Airframe Manufacturers: End of Fiscal Years, 1942 and 1943

o Average Company Range for Ten Companics
Items 1043 1933
143 1942 High Low High Low
Current Ratio {(Current Assets to Current Liabilities) . ..uvvvvvisisrene..]| 1.08 1.09 1.1%7 1.03 1.17 1.01
Stockholders’ Capital (Net Worth) asa Percentage of Net Sales. ........ .| 5.86% | 8.30% | 7.41% | 2-76% | 10.22% | 6.29%
Net Working Capital as a Percentage of Net Sales. ..ooovnuvinienaennnaan 3.37% | 4.96% | 5.11% | 1.52% | 6.89% | o0.78%
N:tsv:%.uh;‘;g;glnl ::! gl:gng Postwa.r T“ R cfund as .a: Current Asset) 4:01% | 5.10% | 5.67% | 2.28% | 7.06% | 0.87%

Table8. Analysis of Plant, Property, and Equipment Operated by the Average Airframe Manufacturer:
' End of Fiscal Years, 1942 and 1943

1943 ’ 1942
Plercemage
Items Percentage Amount Percentage ncrease
(nthousands) | “ppotl | Gn'thousauds) | - ofTotal over aa32
Company-Owned Plant, Property, and Equipment:
chularFacilitiB,Gr(;SSValue.:........................ $ 5,361 6.09% $ 5,199 9.71% 3.12%
Emergency Facilities, Gross Value..,....ciceveenen,. vees 7414 8.42 5,484 10.25 g45-12
Total Company-Owned Plant, Property, and Equipment...| 812,775 14.51% $10,686 19.96% 19.55
Government-Owned Plant, Property, and Equipment, Gross
Value and Gross Expenditures under Emergency Plant Fa-
cilities Contracts!. ... 0veveeenenens. rereenane cetieraas 75,281 85.49 42,844 80.04 75,71
Total Plant, Property, and Equipment.....ccverensinnes. $88,056 100.00%, 853,530 100.00%, 64.50

1The facilities represented by the expenditures under Emergency Plant Facilities contracts are included with government-owned plant facilities even though
title nominally remains with the company until the full cost is reimbureed by the government.



Table 9. Current Liabijities and Net Working Capital Compared with Total Current Assets for the
: Average Airframe Manufacturer: End of Fiscal Years, 1942 and 1943

Amount Percentage of Total
Items (in thousands) Current Asseta
1943 1042 1943 1942
Due U. S. Government:
Provision for Income Taxes and Refunds Due U. S, Government. . ... c.ccovunvnnennnn $ 58538 | $ 55349 | 27.53% | 33-34%
Advances and .Progr Payments Due U. 5. Government., . . o cvvvvrvinrirsnnannencss 70,279 61,044 | 33.05 37.31
Total Due U. 8. Government. ... ... et s et i it b reeeae e att et e aar e eeneaanan $128,817 | Sr1y,293 | 60.58% | 70.65%
Due Cther Creditors:
Loans Payable to Banks. . .......covciiiiiiviiiinininnns it $ 16,720 | § 4,201 7.86%, 2.53%
Advances Other than from U, S, Government...............ccoiiiiiiiin e, 258 2,957 0.12 1.7
All Other Current Liabilities. . oo veeeeinsrirnerrineierancirareesnesnacarrnrannres 48,729 27,680 | a22.91 16.67
Total Due Other Creditors. . . ... oueeennensrinnreserianesenneressansesreannneess $ 65,707 1 8 34,928 | 30.80% | =21.04%
Total Current Liabilities. . o o oot ivnnnen it eieiititiniiisrvenrnninesstersannsnen $104,524 | Si152,221 | 91.47% | 91.69%
Net Working Capital (company’s equity in current assets)..........oouiiiiiiiiiiiaia. 18,131 13,802 8.53 8.q1
Total CUrTent Astets. . oottt veeaanncturaresrassscasaasasssnrsnssensssnnnseenaness 8212,655 | $166,023 | 100.00% | 100.00%

o e o — e . —— ]

value of plant, property, and equipment operated
by the average company increased approximately
659, during 1943, as shown in Table 8. With the
largest part of the increase occurring in the govern-
ment-owned category, the percentage of total plant,
property, and equipment furnished by the govern-
ment increased during the year from 809 to 85%,.

The share of total working capital supplied directly
by the Federal Government decreased appreciably
in 1943, but the decrease was minor if government-
guaranteed bank loans are considered as indirectly
supplied government capital. Table g shows that
the percentage of current assets provided directly
by the government declined from 719, in 1942 to
619, in 1943. Since most bank loans outstanding
are guaranteed by the government, they may be
considered in effect as an alternative to additional
government advances. If these bank loans are con-
sidered as government-furnished funds for both 1942
and 1943, the amount of working capital supplied
by the government declined only moderately, from
73% to 68%, of current assets.

Actually, the government is supplying an addi-
tional amount of working capital through the use of
cost-plus-fixed-fee contracts. Company receivables
include the expenditures under cost-plus-fixed-fee

contracts for which the company has not been reim-
bursed. They do not, however, include the inven-
tories under such contracts, for which the average
company has already been reimbursed by the gov-
ernment. If at the end of 1943 this reimbursed por-
tion of inventories is taken into account, approxi-
mately 729, of the current asscts were furnished by
the government. The comparable figure for the end
of 1942 was 769,

Future Changes in Financial Characteristics

Tl{c future will undoubtedly bring more sub-
stantial changes in the basic financial position of the
average airframe manufacturer. For example, as
expansion tapers off in 1944, the increased working
capital obtained from retained profits will probably
not be matched by large increases in all categories of
assets and liabilities. The company’s resources may
gain without corresponding increases in its obliga-
tions. Later, when the need for large-scale war pro-
duction ceases, the shrinkage in the airframe in-

* dustry will inevitably create a basic change from

the wartir_ncf financial characteristics of the industry.
The remaining sections of this report will consider the
nature and magnitude of these future changes.

12
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PROJECTED BALANCE SHEETS AT THE END OF THE FIRST POSTWAR YEAR

The crucial question about the financial position
of the airframe manufacturers is not what their
balance sheet is today but what it may be after most
war production contracts are canceled. To present
possible answers to this question, assumptions have
been made regarding future events, and projected
pro forma statements for future dates based on these
assumptions are presented below.,

In the preceding section, the 1943 balance sheet
of the average company and ratios based on this
balance sheet were shown. Such static balance sheet
ratios can be of only limited usefulness, however, in
pointing out the problems of the future. For ex-
ample, by the time any such statement is published,
it is out of date; any quantitative measure of the
financial problems of reconversion must take into
account profits made since 1943. Then, during the
period of contract terminations the various assets and
liabilities will be liquidated at varying times. Even
more important will be the flow of cash expenditures
which will continue after major contract termina-
tions. To reflect these intérrelated elements, it is
necessary to project operations into the future, using
the varying assumptions which appear most reason-
able in the light of current knowledge. :

For purposes of financial forecasting, it has been
assumed that large-scale aircraft production will be
moderately curtailed during 1945 and will cease by
December, 1945. Obviously, industry and govern-
ment leaders responsible for meeting the problems
of conversion to peacetime operations must be pre-
pared for an earlier end of wartime production. On
the other hand, the progress of the war, particularly
in the Asiatic theater, could require large-scale
aircraft production well after 1945. The forecast of
an end of large-scale production in December, 1945,
however, appears to be a useful assumption for
present purposes.

Attention is concentrated on the year following
major terminations, the year 1946, because this ap-
pears to be the crucial period. By the end of that
year, major cash outlays for conversion will have
been made, and yet stabilized peacetime operations
are not likely to have been established. And unless
the tax law is amended, refunds under the loss carry-
back provisions will not have been converted into
cash.

First, projected balance sheets of the average air-
frame manufacturer as of December 31, 1946, are

13

presented and their significance is discussed. Second,
the projected 1946 financial position of the ten indi-
vidual manufacturers is analyzed through a presenta-
tion of the variations of each company’s statements
from the average. Last, the ways in which conditions
may differ from those assumed are outlined and the
factors listed which may improve or weaken the
manufacturers’ projected financial position.

Final Balance Sheet, Year after End of War
Production

In summary form, Table 10 shows the average
airframe manufacturer’s balance sheet on three
bases, one being the actual balance sheet at the end
of 1943, the other two being projected balance sheets
one year after large-scale contract cancellations.
The two projected statements differ only because of
differing assumptions regarding two key variables:
(1) the extent of losses incurred in making contract
termination settlements; and (2) the extent of the
unreimbursed cash expenditures made during the
year following the end of Jarge-scale war production.!
In all other respects, the two projected balance
sheets are based on identical assumptions; i.e., they
both reflect the same estimates of cash profits re-
tained from continued wartime operations, of tax
benefits received, and of liquidation of wartime
current assets and liabilities. The basic assumptions
underlying both statements are summarized in the
note following Table 10, and the detailed adjust-
ments made in deriving the statements are shown in
Appendix B, pages 38-44.

The reasonably optimistic balance sheet (column’
2 in Table 10) shows the average company’s financial
position a year after major contract terminations, if

tIn the two projected balance sheets, these two factors are varied
while reasonable uniform assumptions are made for zll other possible
variables. It would be possible, of course, to make maximum and
minimum estimates for all the many variables involved and derive a
“best possible” and a *‘worst possible’” balance shect. Such a com-
bination of all the best possible or worst possible cenditions, however,
is not likely to occur. Moreover, the primary purpose of this report
is to outline the nature and importance of contract termination and
conversion problems. .

In contrast to such unknowns as the duration of the war, termina-
tion losses and post-termination expenditures are to a considerable
degree within the control of the manufacturers and the government,
Later, in Sections IV and V, the nature of the factors influencing
termination and conversion losses is outlined. The purpose of the two
projected balance sheets is to show quantitatively the importance of
termination and conversion losses and the results of extreme assump-
tions regarding their magnitude, .



Table 10. Actual Balagce Sheet on December 31, 1943, and Projected Balance Sheets on December 31,
: 1946, of the Average Airframe Manufacturer!

() (In thousands)
- . Projected Balance Sheets December 31,
1946 (year after assumed end of war
production)
- Items Actual Balance Sheet
December 31, 1943 *Reasonably “Out-of-Cash"”
Optimistic’ t-of-Cash
Balance Sheet Baiance Shect
EstivaTep TERMINATION LossEs AND UNREDMBURSED EXPENDITURES IN YEAR 1046
~ uPON WHicH BALANCE SHEETS ARE BaseD:
Termination Losses.... oo ivucaniiinnnn B N . ' $ 1,103 $ 1,103*
. Unreimbursed Expenditures..............c00veals.. Seereessmraerrres N I 1,200 29,004*
Bavance SHEET "ACCOUNTS: ' '
Assets
CURRENT AsSETS: -
Cash and Marketable Securities. . ... .oviliviiisnrrierenrennanns cenrias $ 59,548 817,804
Accounts Receivable. ...ovvniiiiiiiiiiniiiiriineaniaaenns Cevaeeeeas 107,750 3,08: $ 8,08:
Invcntoncs .............................. 45,357 4,536 4,536
Total Current Assets. ... ..ceeniinniiieiieriieeriiiarrernitraeeannanns $212,655 830,421 $12,617
FEDERAL TAX REFUND CLADSS.....viiiiiirinnnanieeannrinnnnnnnnnnannenssl v, e 6 0,30
PosTwAR Tax REFUND............... tessnteeanseras eveenas treseitininrreas 3,473 9’45 23!
PranT, I’t:orm'rv, AND EQUIPMENT, LESS R2SERVE FOR DEPRECIATION AND AMORTIZA- :

TIONY . e tereteueracee teanee 4esernesseiarratanneny 8,88 X .
CapPrraLizep DeverLopMENT Exvenprm eartasererarseeasenestnrnrase ceeesna ’ .'7 g.;gg ;,;g?
DEFERRED CHARGES AND MISCPLLANEOUS ASSET e e e vasenenrnronnns Mreeraenrias 1,821 455 455
TOTAL ASTETS. . 41isuenrenrnenensnaeennsessssnsannnn. rereersereserasesannnn $226,896 $46,620 $44,813
- Liabilities
CuURRENT Lmn.ll;rms: 4

Accounts Payable and Miscellaneous Current Liabilities. .. ........o..o... ...,
Provision for Federal Taxes and Refunds Due U. S. Government. . ...\ . 0 233,3 $ 2ast $ 25
Advances, Progress Payments, and Bank Loans. . ........o...onennseesnnono, 87,257 4,363 4,363
Total Current Liabilities.............................. frer sttt iiiranaa, $194,524 $ 6,799 $ 6,799
NONCURRENT LIABILITIES...........
............................................ 781 78 8
NeT WORTH................ Cerrrenrre. fe et teit i it tetar e ety i, 31,531 39,743 37,936
TorAaL LIABILITIES. ....0ovvurenss.. T $226,836 $46,620 844,813
Ner WorkiNG Caprrar, (CURRENT AssETs Less CURRENT LIABILITIES). . ......... ... $ 18,131 823,622 $ 5,818
=—______—__—_—_______—__———_.___ e ———— e
—_—— e

*1f unreimbursed expenditures are t at the $11,200,000 “reasonab * level and teemn osees “ cas

pogit}g.‘l‘l’r will result. gee Appﬁe:ggzh% e'e" '.l’;ké’:{oé  detailed balmree aheeT%‘ buelg c::p &m“i:t awuumptllnns. ination | increase to $18,907,000, & similar “out-of-cagh®*
convenience, El tes are used herein.

most‘ Ibut not alfl of w close their fiscal yea.: ot December 31, Hm;?mﬁmmﬂymm’gmmwbw:ﬂf irom bﬂlhe]ﬁpﬂuﬂblhhed statements of ten eomtepa nle:.

nacludes expenditures made under Emergency Plant Facllities contracts, net of amortization. 943 sheet as a December 31 statement.

Note to Table 10

The detailed methods used in deriving the pro-  December 1 i -
jected I?alance sheets shown al?ovc are set forth in  tions will rgdixcleg‘tsg;:us:l:t;z‘;hbfllgwp?}l;sallgznf:\{fi.
Appendix B, pages 38-44: Herein are summarized the  Retained profits (net profits less‘i-lividcnda) in 1944 will
more important assumptions on wlych the projected  be thesameasin 1943, while cutbacks and partial cancel-
statements are based. 'I:lac_ assumptions applicable to  lations will reduce 15;45 retained profits tI:'J 50%, of the
both the “reasonably optimistic” and the “out-of-cash*’ 1944 level. Final termination sctll::ements on ccomtracl:
?tatcments are stated first. 'I:hen the assuxnptiqns regard- partially cancelled in 1944 and 1945 will be made before
ing the .1946 level Of_unl"ﬂmb“rmi_l expenditures and  December 31, 1945, but further large-scale cancellations
termination losses which are applicable only to the will not occur untjj that date 8
“reasonably optimistic”’ balance sheet are stated, fol- Specific data, average a,irf:rame manufacturer:

lowed by the assumptions applicable only to the “out-of- Y '
cash” balance sheet. Under each statement of assump- ear Profits Rctafn.cd J
tion, relevant specific data of the average airframe manu- 1943 (net proﬁt;TI?zﬂd;\g:cn s)
facturer are shown. - 1944 | 37:500:000

I Assumptions Applicable to Both the “ Reasonably Optimistic” 1945 - $3,750,000

nd the “Out-of-Cash” Balance Sheels .
a of 2. During 1944 and 1945, an amount equivalent to

Continued Wartime Operations ) . ) . 40% of total depreciation and amortization charges for
1. Large scale wartime operations will continue until  the period will be expended for new plantand equigmcnt.
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Specific data, average airframe manufacturer:
" Total depreciation and amortization

charges, 1944 and 1945 $4,000,000
" Expenditures for new plant and
equipment $1,600,000

Immediate Postwar Tax Benefits

1. Before December 31, 1946, the airframe manu-
facturers will convert their postwar tax refunds into cash
at a 59, discount. These refund certificates become
negotiable after the declared cessation of hostilities; be-
cause they pay no interest and will mature at varying
periods several years hence, they would have to be sold at
a discount. Approximately the same effect on cash
would result if the company borrowed 957 on the face
value of its refund certificates.

Specific data, average airframe manufacturer:
Postwar tax refund carried on balance
sheet, December 31, 1945 $7,568,000
Amount converted into cash $7,190,000
2. The amortization of emergency facilities construc-
ted under certificates of necessity will be recomputed
after the cessation of hostilities in such a manner as to
amortize fully the cost of these facilities. As a result,
the federal taxes on 1945 profits paid in 1946 will be re-
duced and refunds claimed for prior years’ taxes, It is
further assumed that government payments under emer-
gency plant facilities contracts will be accelerated.
Specific data, average airframe manufacturer:
Increase in net working capital result-
ing from accelerated amortization
and accelerated payments under
emergency plant facilities contracts $1,049,000
Increase in tax refund claims (consid- _
ered a noncurrent asset) $1,116,000

Liquidation of Current Assets and Liabilities

1. By December 31, 1946, all federal tax liabilities and
renegotiation refunds will be paid. All other current
assets and liabilities will be reduced to levels considered
normal for a volume of sales equal to 5%, of the 1944
level.

2. By December 31, 1946, final termination ‘settle-
ments will be made en all cancelled contracts. Prior
to final settlements, government advances or bank loans
up to go%, of total termination claims will be available
to the companies.

I Assumplions Applicable Only to “Reasonably Optimistic”
Balance Sheet.

Termination Losses

The net loss on termination settlements will be limited
to 19, of total inventories on December 31, 1945, in-
cluding government-owned inventories connected with
cost-plus-fixed-fee contracts. Inventories on December
31, 1945, are estimated to be 309, lower than actual in-
ventories on December g1, 1943. The loss on termina-
tions excludes any loss arising from disallowance of post-
termination expenses.
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» average airframe manufacturer:

with thd total company-owned and

Id be igfnment-owned inventories, De-
ies; fer 31, 1945 \ $110,340

wre ngfermination Josses (i % of total
entories) . $ 1,103

%297 of the war peak level of annual expenses. Un-
ursed expenditures include all expenditures for
whigh the companies are not reimbursed during the year
eithel by the government or by commercial customers.
For ﬂxample, thcy include unreimbursed “momentum™
or “slow-down” expenses incurred after major termina-
tions, unréimbursed expenses incurred in the promotion
of future business, and unreimbursed expenditures for
developmental work and for plant equipment.

Part of these expenditures will be charged to current
operations, reducing net worth, and part will be capi-
talized, increasing fixed assets and capitalized develop-
mental expenditures. It is arbitrarily assumed that
70%, of total unreimbursed expenditurm will be charged
to current operations, 25% will increase capitalized
developmental expenditures, and 5%, will increase fixed
assets.

Specific data, average airframe manufacturer:

War peak annual expenses (estimated
total expenses in year 1944) $560,000,000

Total unreimbursed expenditures (29,
of war peak annual expenses) $ 11,200,000

Tax Refund Claims
In 1946 claims will be accrued for federal tax refunds
under the loss carry-back and excess profits credit carry-
back provisions of the law. On December 31, 1946, these
tax refund claims will be carried on the books as a non-
current asset,
Specific data, average airframe manufacturer:
Federal tax refund claims due to loss
and excess profits credit carry-
backs in 1946

III. Assumptions Applicable Only to “‘Out-of- ~Cask’ Balance
Sheet
In deriving the “out-of-cash’ balance sheet, adjust-
ments are made identical in nature to those made in
determining the “reasonably optimistic” balance sheet.
The magnitude of unreimbursed expenditures, howcvcr,
is increased to a level sufficient to reduce the compames
cash balance to zero. The magnitude of termmatxon
losses remains unchanged at the “reasonably opt:umnshc
level. In this manner is indicated the maximum level
of unreimbursed expenditures which the companies’ cash
balance could sustain.
Specific data, average airframe manufacturer:
Total unreimbursed expenditures  $29,004,000
Net termination losses (same as
reasonably optimistic estimate)
Federal tax refund claims due to
loss and excess profits credit
carry-backs in 1946

$8,257,000

$ 1,103,000

$18,913,000



. ‘
it is assumed that tcrm;nation losses\)ecembereim-

bursed expenditures dufing that yeal Averag, .4

levels which appear opﬁnﬁsﬁcaﬂy low '.\_\——__—_'light

of current knowledge. The “out—of-cash\ ance
sheet (column 3 in Table 10} represents ither
extreme. The purpose of this statement is to\  icate

the maximum cash outlays for terminatio
and unreimbursed -expenditures which the a
company could absorb in the year after
terminations, under the assumption that other factors
remain unchanged. Using both the “out-of-cash”
and the “optimistic” projected statements, one can
establish a range between the probable maximum
cash outlays that could be absorbed by available
company funds and the probable minimum gutlays.

Under the conditions assumed, the optimistic
balance sheet would result if the average airframe
manufacturer’s termination losses were limited to
approximately $1,100,000 (19, of total inventories)
and if unreimbursed expenditures during the first
postwar year amounted to $11,200,000 (297 of war
peak annual expenses). These estimates of losses
and expenditures are based on a study of estimates
made by individual companies, on investigation of
plans of individual companies, and on discussion of
the many variables involved with industry and gov-
ernment executives.

Termination losses, as defined herein, include all
losses on final termination settlements except those
connected with disallowances of claims for post-
termination expenses. Because of the substantial
progress made in government and industry planning
for terminations in the past year, the prospects ap-
pear good for keeping such losses at a level as low as
19, of total inventories.!

Unreimbursed expenditures include all expendi-
tures made in the year following major terminations
which are not reimbursed during that period by the
government or commercial customers, They include
so-called “momentum” or “slow-down” expenses not
reimbursed by the government and unreimbursed
expenditures made for the development of peacetime
business, including expenditures for new aircraft
development and for plant and equipment.2

Even after absorbing $1,100,000 of termination
losses and $11,200,000 of unreimbursed expenditures,
the average company’s net working capital a year
after the end of war production would still be above
its 1943 level. As shown in Table y0, net working
capital would increase from $18,131,000 at the end
of 1943 to $23,622,000 in the reasonably optimistic
statement of December, 1946. The reasons for this

r t's included in ““termination losses’’ and *‘unreim-
bug&c ;lpmdlmmr:;" and the underlying reasons for the estimates
made are di in detail in Sections I'V and V.

1[bid.

increase, described in detail in Appendix B, pages
38-44, may be summarized as follows:—

The actual balance of net working capital on
December 31, 1943, is: 818,131,000
Cash profits retained from continued war-
time production in 1944-1945 will increase
net working capital. If the unexpended por-
tion of 1944-1945 depreciation and amortiza-
tion charges is included, the increase is esti-

mated to be: Add

9,555,000
Net working capital will also increase be-
cause the postwar tax refund may be con-
verted into cash, the cost of ﬂncr%cncy fa-
cilities reimbursed, and 1945 tax liabilities
decreased by allowable accelerated amortiza-
tion of fixed assets. The estimated increase
would be:

The peak net working capital, before al-
}owing l(';)r decreases due to termination
osses and unreimbursed 1946 expenditures,
would then be: 54

Add 8,299,000

$35,925,000

Termination losses and unreimbursed ex-
penditures, estimated on the reasonably opti-
mistic basis, would decrcase net working
capital by:

Deduct 12,303,000

The estimated balance of net working
capital on December 31, 1946, a year after
war production ceases, wou% be:

$23,622,000

The same increases in working capital would occur
on the “out-of-cash” basis. However, termination
losses and unreimbursed expenditures totaling ap-
proximately $30,000,000 instead of $12,300,000
would eliminate all of the company’s cash and reduce
net working capital to less than $6,000,000 (see
Table 10).3 This maximum cash outlay could result
fr'om any combination of termination losses or expen-
ditures totaling $30,000,000. As indicated hereto-
fore, termination losses are not likely to decrease
bclova $1,100,000. If they remain at this low level,
unreimbursed expenditures in the first postwar year
could be as high as $29,000,000 before all cash is
drained from the company. Or, if unreimbursed
expenditures remain at the optimistic level of $11,-
200,000, total termination losses could be $19,000,-
000 before all cash would vanish. ]

While these estimated maximum or “out-of-cash”
outlays bulk large in total dollar magnitude, they are
relatively small compared with the volume of war-
time operations. As shown in Table 1 1, the indicated
maximum annual unreimbursed expenditures in the
year 1946 would be less than one month’s expenses
at the war peak rate. Estimated average monthly
€Xpenses In 1944 are used as the measure of war peak

'_Lust as in the case of net w

3 orking capital, the average company’s
b t‘;ﬂ L increase because of profits retained from wartime opcrations
duced by terenon of the postwar refund into cash and will be re-
Cue alslc,)yb?ﬂ;ipmon losses and unreimbursed expenditures. Cash
current i Jcally changed, however, by the liquidation of most

asscts and habilities which will incvitably occur when war

cduction ceases s . CVIRAD . HE
Rl;:p;:;i:n]s, e The effect of this liquidation is shown in detail in
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Table 11. Relationship of Estimai:ed Unreim-
bursed Expenditures in 1946 to War Peak Average
Monthly Expenses of the Average Airframe

Manufacturer
(Amounts in t}lousa.nds)
Items Amount or
Percentage
Unreimbursed Expenditures in Year 1946 (year after
end of war production):
Reasonably Optimistic Estimate................. $11,200
Estimated Maximum Expenditures Company
Could Absorb before Being *‘Qut-of-Cash™1. .. .. 29,004
War Peak Average Monthly Total Expenses (est-
mated average expensesin year 1944).......... ... 46,700
Unreimbursed Expenditures in 1946 as a Percentage
of War Peak Average Monthly Total Expenses:
Reasonably Optimistic Estimate................. 24%
Estimated Maximum Expenditures Company
Could Absorb before Being ““Out-of-Cash”. .. ... 62%

1This estimate is based on the assumption that termination losses in 1046
will remain at the optimistic estimate of $1,103,000. If termination losses are
higher, the average company will be out-of-cash before unreimbursed expendi-
tures reach this maximum level.

expenses. The maximum unreimbursed expendi-
tures are equivalent to 629 of war peak monthly
expenses, or 2.7 weeks’ expenses at the war peak
rate.l

If termination losses are measured as a percentage
of total inventories, including government-owned
'inventories, the maximum losses before an out-of-
cash position was reached would amount to 179,
of total inventories (see Table 12).2 This relation-
ship of losses to total inventories should be con-
sidered only as a crude measure of the magnitude of
losses. As discussed in Section IV, potential termina-
tion losses on cost-plus-fixed-fee contracts depend on
a number of variables and are not directly related to
government-owned inventories.

The Significance of the Optimistic Postwar
Position

When the financial results are considered, the con-
clusion is inescapable that the management of the
average aircraft company will and indeed must make
every effort to keep expenditures and termination
losses near the “optimistic” level during the first
postwar year and must in any event avoid approach-
ing the out-of-cash position. The reasons can be
“made clear by a brief inspection of the two balance
sheet positions resulting from the optimistic and pessi-
mistic extremes, '

1The estimate of maximum unreimbursed expenditures is based on
the assumption that 1946 losses on termination claims will remain at
the optimistic level of $1,100,000,

1The estimate of maximum termination losses is based on the as-
sumption that 1946 unrcimbursed expenditures will remain at the
optimistic level of §11,200,000.
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If the company. emergey he first postwar
year with the reasonably " SYnistic” results, it
should be in a position to m™ Thost probable con-
tingencies; and if no further P%hs on working capi-
tal are necessary, it will hav,Sufficient capital to
finance comfortably a sales vidume of about Ig,
of the war peak level. Just how good this financial -
position would be depends primarily upon how soon -
postwar operations of the company reach a self-
sustaining basis. If the company can operate on a
break-even basis or better throughout the second
year, and makes no large expenditures, its net working
capital will continue to be over $23,600,000 and, if
all tax claims are later paid in full, will increase to
$33,300,000. '

The first column of Table 13 shows the estimated
current assets and liabilities of an airframe manu-
facturer with $60,000,000 of annual sales, which
is 109 of the average company’s war peak’
sales. With net working capital of $24,000,000, or
40%, of sales, the company would, it is estimated,
still need to obtain some advances or loans, but its
over-all financial position appears satisfactory. On
a similar basis, if the reasonably optimistic estimates
are correct, the average company, with $23,622,000
of net working capital, could adequately finance
postwar sales amounting to 9.89, of the war peak
level. According to most appraisals of the market
for aircraft in the first few postwar years, this is a
relatively high level of sales. Such estimates typically
vary between 59, and 109} of war peak dollar
volume.

Table 12, Relationship of Estimated Contract
Termination Losses in 1946 to Estimated Total
Inventories for the Average Airframe
Manufacturer: December 31, 1945

(Amounts in thousands}
Items %:“'3’:&::
Termination Losses in Year 1946 (year after end of|
war production):
Reasonably Optimistic Estimate. ,.........c00hus $ 1,103
Estimated Maximum Losses Company Could Ab-
sorb before Being *‘Out-of-Cash™1. ............. 18,907
Estimated Total Inventories, December 31, 1945:*
Company-Owned Inventories..........cocnve0en $ 31,750
. Government-Owned Inventories..........c.nn.. 78,590
Total Inventories......oocvviieirienenananeses $110,340
Termination Losses as a Percentage of Total Inven-
* tories:
Reasonably Optimistic Estimate. ................ 1.0%,
Estimated Maximum Losses Company Could
Absorb before Being *“Out-of-Cash™.....c0vtus 17.1%

1This estimate is based on the assumption that unreimbursed expenditures in
1946 will remain at the optimistic estimate of $11,200,000. If unreimbursed
expenditures are higher, the average company will be out-of-cash before termin-
ation losses reach this maximum lavel.

3t is estimated that Inventories on December 31, 1945, will be 30% lower
than actual inventories on December 31, 1943




Table 13. Esti\,mated k’orking Capital Needs of the Average Airframe Manufacturer in the First
Three Postwar Years

*Negative amount.

= Y= B = —— ==
_ i Estimated Mint
\ E'%ﬁ?ﬁ%ﬂ‘ﬁ:” Nmus;:‘yf‘?ostwqr \ng?;:ing
i Item Capital Position Capital Position
1 -1
Percen Amount Percentage
" (in ‘Tt as)| T of Saies” |(in thousande)|  of Sales
Estimated ﬁet Sales. ...\ \el, ‘ .................................................... $60,000 100.0% | $30,000 100.0%
. (10% of (5% of
' estimated estimated
1944 sales) 1944 sales)
. Current Assets:
Cash and Marketable Securities. ...........ccc0cuun Cesseeerasaneectatinnnanasn 818,600 31.0% $ 5,700 19.0%
Accounts Receivabled, . cuoiiiiiiiiiiieircaiesacssnnreaseeneeccacssnoraonaanns - 5,000 8.3 2,500 8.3
Inventories!..... P 20,000 33-4 10,000 33.4
Total CUrrent ASSetS, . veuecererancasunrrocannrssssssseasssaatssnsnssannasnsss $43,600 72.7% $:8,200 60.7%
Current Liabilities: .
Accounts Payable and Miscellaneous Current Liabilities. ,..cveevunasirenioiiaannes $ 6,000 10.0% $ 3,000 10.0%
Provision for Federal Taxes,...v.ccvvvuranann Ceeiieieistaeriirenaaas Cevaeeees 3,500 6.0 1,200 g.o
Advances, Progress Payments, and Bank Loans, ......ccovirimineniiiaroacasasraens 10,000 16.7 5,000 16.7
Total Current Liabilities. . ... vvuverrieniiemintnrannsacraanrsesrnennss bevaeas $19,600 22.7% $ g,200 30.9%
Net Working Capital {Current Assets less Current Liabilities)........coeeeenenii. $24,000 40.0% $ 9,000 | 30.0%
Net Cash (Cash and Marketable Securities less Current Liabilities)................... $ r000* $ 3,500%

1The estimates of accounts receivable and Inventories are based on the assumption that the use of cost-plus-fixed-fee contracts will have been discontinued. No

experience in the use of such contracts during peacetime is available for study. It will be noted that the projected balance aheets in Table 10 show relatively
receivables and lower inventories because it is assumed that the use of cost-plus-fixed-fee contracts will be continued in the first postwar year.

NoTE: These estimates of individual accounts are based on a study of the relationship of sales to current assets and Liabilities of & number of airframe manufac-

turers in the prewar years 1936-19390.

On the other hand, if operating losses continue
into the second and third years after the war, if new
plants or equipment are purchased, or if large ex-
penditures are made to develop either aircraft or
nonaviation business, the $23,622,000 of working
capital might prove inadequate. The very fact thata
company kept its cash outlays within the optimistic
level during the first postwar year, however, would be
evidence that the company’s management was suf-
ficiently able to keep later losses within reasonable
bounds. If the company wished to make substantial
expenditures for aircraft developmental work, for
plant purchases, or for development of nonaviation
business, it might, if profit prospects were good,
obtain new capital or possibly obtain additional
loans or advances until its loss carry-back and other
tax claims were paid. So long as the company main-
tains a current position close to the optimistic level, it
is in a position to make moderate expenditures itself
and it has a reasonable possibility of obtaining new
capital,

The Significance of the Out-of-Cash Position

In sharp contrast, if a company Com}_)letcs the first
postwar year near the out-of-cash position, shown in
Table 10, it cannot adequately finance sales of even
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5% of the wartime level, it can make no additional
outlays, and, in spite of its large tax refund claims,
its prospects for raising new capital are poor. In
effect, its chances of survival depend primarily on.
obtaining government advances to finance its busi-
ness. Any company even approaching this position
must be considered in grave danger of insolvency.

As shown in Table 13, the minimum net working
capital adequate to finance sales of $30,000,000 (5%
of Fhe war peak level) is estimated at $9,000,000.
This net working capital is 309, of sales, the approxi-
mate relationship of working capital to sales during
the prewar years, when liberal use of custorner ad-
vances was necessary. With less than $6,000,000 of
net working capital, the company which is in the
“out-of-cash” position can rely only on large-scale
advances from the government to tide it over. Even
with such advances, expenditures would have to be
pared immediately to a self-sustaining level. Long
before cash was finally drained, any prudent man-
agement would almost certainly attempt to curtail
all possible expenditures.

The company’s net worth would decrease only
moderately because most of the losses incurred would
be offset by the claims for tax refunds. Under the
carry-back provisions of the tax law, the company
could file claims for refunds of 1944 and 1945 tax



payments if losses were incurred in 1946.! The
claims would not be likely to aid the company’s
need for funds in 1946, however, because actual
payment of the refunds will probably not be made for
several years. Under present law, the company
would not even file its claim for a refund until March,
1947.

In such a position, the chances of obtaining new
capital or even short-term bank loans appear re-
mote, Neither the current position, the past record,
nor—barring new products with remarkable profit
potentialities—the immediate prospects of the com-
pany would be likely to justify investor or banker con-
fidence. The suggestion has been made that the
company might borrow funds using the tax loss carry-

back claims as collateral. Informed opinion indicates’

that this would probably not be practical unless the
current position and the profit prospects of the com-
pany were improved. The risks facing the lender are:
(1) that the loss and unused excess profits credit
carry-back laws may be repealed, even retroactively;
(2) that the amount to be refunded is uncertain until
the company’s books are audited by the Bureau of
Internal Revenue; and (3) that the time of payment
of the refund is unknown. In general, the banks are
likely to regard tax refunds as an extra safeguard for
loans they would make in the normal course of busi-
ness, but not as the principal security for a new loan,

Yariations of Individual Companies from Average

To reflect the typical financial position of the
airframe manufacturing industry, data of the average
manufacturer have been presented. In this manner,
the balance sheet position of the members of the
industry can be indicated in a simplified form, with-
out giving detailed consideration to special indi-
vidual company problems and without revealing
confidential company information. It is desirable,
however, to determine the extent to which the posi-
tion of each individual company differs from the
average, While certain basic financial problems are
common to all the companies, their ability to meet
these problems naturally will vary. In order to indi-
cate these variations of specific companies from the
average, projected statements based on the same
assumptions as those used for the average company
have been constructed for each of the ten major
airframe manufacturers.2 The results of these pro-

1In addition to the loss carry-back provision, the Federal tax law
also provides for an unused excess profits credit carry-back. To the
extent that 1946 nct profits are below the company’s excess profits
credit, as defined by the regulations, a claim for a refund of prior
years' taxes may be filed. Because of the small excess profits eredits
of most airframe manufacturers, such a refund would not be of sig-
nificant size.

3These are the ten companies whose financial statements were
averaged to form the statements of the average airframe manufac-
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jected statements have Plen summarized without
mention of individual conf“'any names.

The estimated financic] position of the average
company on December 31, 1946, a year after the
assumed end of war production, may be considered
reasonably typical of each of the individual manu-
facturers, with the possible exception of two smaller
companies, Table 14 shows the estimated volume
of postwar sales that each company can adequately
finance if the reasonably optimistic assumptions hold
true. As previously indicated, it is optimistically
estimated that the average company’s net working
capital on December 31, 1946, will be $23,622,000,
which is sufficient to finance a postwar sales volume
amounting to 9.8, of war peak sales.

Under similar conditions, six of the individual
companies could finance a larger volume of sales.
The improvement is only moderate, however, since

Table 14. Estimated Volume of Postwar Sales
Which Ten Airframe Manufacturers Can Finance
Adequately with Net Working Capital Available

on December 31, 19461 - '

P :
Company of War Peak Sales
Average Airframe Manufacturer 9.8%*
Individual Airframe Manufacturers:
Company A 3.
B 12,
C 12.2
D 11.8
E 11.4
F 11.0
G 7-3
H 6.9
I 5-5
J 47

*Computation: Estimated net working capital of $23,622,000 will be adequate
to finance eales of $50,055.000 {(40% of $59.055,000 equals $23,622,000). This
sales volume is .89 of the est.imateg $600,000,000 war peak level.

lBa:ied on reasonably optimistic estimate of 1946 losses and unreimbursed
expenditures,

*The measure of war peak sales used Is actual 1943 net sales or estimated 19044
gales, whichever {s higher.

Nore: Projected reasonably optimistic balance sheets have been constructed
for each of the ten airframe manufacturers studied, based on the assumptions
summ on page 18. In this manner, the level of each company's net work-
ing capital on December 31, 1046, has been estimated. The companies should
be able to finance postwar sales adequately if net working capital in 40% of

those sales (see Table 13), Above in stated the estimated postwar sales volume
each of the ten companies can finance adequately, based on these assumptions,

turer. In the construction of projected balance sheets for the ten
companies, the basic assumptions stated on page 15 were used. Al
these assumptions are stated in the form of percentages (such as
termination losses as a percentage of total inventories, and 1944 and
1945 profits as a percentage of 1943 g:-oﬁu). These assumed per-
centages will undoubtedly vary for mdividual companies. For ex-
ample, somc companies will have better access immediately than
others to postwar commercial markets, the timing of major termina-
tions will be more favorable to some companies than to others, and
the managements of some companies will be better qualified to meet
conversion problems, . .

Hence, projected statements summanzedherem cannot be
considered as exact forecasts of the financial position of individual
companies; rather, they are estimates of the refative financial ability
of egot:lh company to meet similar conditions in the immediate postwar
period.



Table 15. Estimated Maximum Unreimbursed
Expenditures Which Ten Airframe Manufacturers
Can Absorb in 1946 without Being “Qut-of-Cash,”
Shown as a Percentage of Their War Peak Average

Monthly Expenses
o I
: Company Average Mo:rt.hly Expenses
Average Airframe Manufacturer 62%,
Individual Airframe Manufacturers?:
Company C 82
A 8o
B 73
E 69
D 66
F 56
G 55
H 49
I 43
J 41

1The measure of war peak expenses used is 1943 actual expenses or estimated
1944 expenses, whichever is higher.

3Each company is designated by the letter used in Table 14.

NotE: Projected “out-of-cash™ balance sheets have been constructed for
each of the ten airframe manufacturers studied, based on the assumptions sum-
marized on page 15, In this manner, an estimate has been obtained of the maxi-
mum unreimbursed tg&b expenditures each company can absorb before ail its
cash is eliminated. This estimate is based on the assumption that termination
loases will remain at the reasonably optimistic level (1% of total inventories),

the company in the best position, Company A, could
finance only 13.4%, of war peak sales. Hence the
extreme upward variation is an increase from 9.89,
to only 13.49%,. Of the four companies whose position
is poorer than average, two show a moderate varia-
tion below average of about the same magnitude.
Two of the smaller companies, however, Com-
panies I and J, will have sufficient working capital to
finance only 5.5% and 4.79, respectively, of war
peak sales. Various estimates indicate that the in-
dustry has a good chance of obtaining a postwar
dollar sales volume of about 59, of the war peak
level. Hence, the working capital position of these
two companies must be considered as barely ade-
quate, even if termination and conversion financial
needs are considered in a reasonably optimistic light.
The out-of-cash projected balance sheets of the
ten manufacturers indicate similar variations in the

ability of the companies to absorb postwar losses.

Table 11 shows that the maximum unreimbursed
expenditures the average company can absorb in

1946 before eliminating all cash will be approxi- .

mately $29,000,000, or 629, of one month’s ex-
penses at the war peak level. Similar statements
for individual companies show that five of the com-
panies can absorb moderately higher expenditures
(see Table 15)s The company in the best position,
Company C, can absorb expenditures equivalent to
829, of war peak monthly expenses, or about 313
weeks’ expenses at the wartime rate.

This basis of comparison also indicates that the
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two smaller companies, Companies I and J, will be
in an appreciably poorer position than average.
The maximum unreimbursed expenditures these
companies can absorb will be equivalent to only
43% and 419, of war peak monthly expenses, or
less than 2 weeks’ expenses at the wartime level.

Thus, both the projected reasonably optimistic
statements and the out-of-cash statements of the
individual airframe companies indicate that the
postwar working capital position of eight of the ten
companies will vary only to a moderate degree from
the average. Among these eight manufacturers,
there is little correlation between their size and the
adequacy of their estimated financial resources.
In a ranking of the companies in the order of their
indicated postwar financial strength, some of the
largest companies appear well down in the list, while
others appear close to the top. Two of the smaller
companies, however, will be in an appreciably poorer
position to absorb losses in the immediate postwar
period, and even under favorable conditions their
working capital position will be barely adequate to
finance a moderate level of sales.

Affecting Ability to Meet Future
Cash Outlays

Each of the optimistic and the out-of-cash balance
sheets projected above is based on a fixed set of as-
sumptions regarding all factors other than the magni-
tude of termination losses and unreimbursed ex-
penditures of the first postwar year. These assump-
tions are believed to be reasonable in the light of pres-
ently kl}own facts. Anyone familiar with the many
uncertainties regarding future aircraft production
and related financial problems must recognize, how-
ever, .that actual future events will undoubtedly
differ 1n greater or lesser degree from any fixed set of
assumptions made now, ‘

Appendix C presents an analysis of each major
type of possible variation from the assumptions upon
which the projected statements were based. In
this section, the results of that appendix will be
bneifly summarized. Persons interested in a more
detailed analysis of the major variables involved and
estimates of the possible effect of each variable on
the.a_vcragc airframe manufacturer’s working capital
position may turn to Appendix C (pages 45-49).

The ﬁ.nancial position of the airframe manufac-
turers will be better than that indicated in the pro-
Jected balance sheets, and their ability to absorb
termination losses and unreimbursed postwar ex-

Major Variables

1The estimate of maximum unreimburs i i
N ed expenditures is based on
the a}ss;xm;iuon that 1946 termination losses wﬁl remain at the opti-
mistic level, amounting to 19, of total inventories.



penditures will be greater, if any of these variations
from the basic assumptions occur:1

(1) if cash profits retained from continued wartime
operations are higher than estimated either be-
cause large-scale production ends later than De-
cember, 1945, or because the rate of profits is
higher than that estimated for 1944 and 1945
(retained profits for these two years are assumed to

be 1009, and 509, of the 1943 rate, respectively);

(2) if wartime expenditures for plant and equip-
ment are less than 40, of total 1944 and 1945
depreciation and amortization charges;

(3) if contracts are terminated more gradually
than estimated, thereby enabling the companies to
offset resulting losses against profits from continu-
ing wartime contracts;

(4) iflarge-scale contract cancellations occur in the
middle of a fiscal year and any resulting losses are
established in that year, thereby enabling losses to
be offset against profits earned earlier in the year;
(5) if cash balances are larger than estimated be-
cause a smaller amount of working capital is tied
up in receivables and inventories at the end of 1946.

Conversely, under a number of circumstances the
financial position of the airframe manufacturers
would be worse than that indicated in the projected
balance sheets. The companies’ ability to meet
termination losses and unreimbursed postwar ex-
penditures will be decreased if any of the following
variations from the basic assumptions occur:2

‘;Sgedpp. 14-15 for a summary of the basic assumptions made.
3]bid.

v

1
(1) if cash profits retained from continued war-
time operations are lower than estimated either.
because large-scale production ends before De-
cember, 1945, or becapse the rate of profits is
lower than estimated in 1944 and 1945;
(2) if wartime expenditures for plant and equip-
ment are more than 407, of total 1944 and 1945
depreciation and amortization charges; \
(3) if contract cancellations are more sudden than
estimated, with less than the assumed 309} cut-
backs and partial cancellations occurring during
the war; ,
(4) if losses resulting from partial cancellations are
not established before the end of war production,
thereby preventing the companies from offsetting
such losses against profits on continuing contracts;
(5) if the postwar tax refund cannot be converted
into cash in the first postwar year or if allowable
accelerated amortization of fixed assets cannot be
partially offset against current tax liabilities;
(6) if cash is reduced more than estimated because
a larger amount of working capital is tied up in
receivables and inventories in 1946;
(7) if termination settlements are not made within
the first year after large-scale terminations or if
advances or loans up to go9%, of termination claims
cannot be obtained.

These major variables will determine the re-
sources with which the companies will meet the fi-
nancial needs of the conversion period. In the follow-
ing sections will be considered the factors influencing
the nature and magnitude of the termination and
conversion problems to be faced.

CONTRACT TERMINATION SETTLEMENT PROBLEMS

The difference between the forecast “optimistic”
postwar financial position for the airframe manu-
facturers and a position approaching out-of-cash
depends, as the foregoing statements indicate, primar-
ily on the magnitude of contract termination losses
and unreimbursed expenditures in the immediate
postwar period. The purpose of this section is to
outline the factors which will influence one of these
variables, the losses involved in contract termination
settlements,

Termination losses, as considered herein, are
limited to the net losses incurred in liquidating in-
ventories and receivables or any failures to receive
compensation for expenditures made before actual
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contract terminations.! Practically, termination set-
tlements will also involve reimbursement of post-
termination expenses; but because the problems con-
nected with reimbursement of expenses incurred
after actual termination differ somewhat from the
problems of repayment for prior expenditures, they
will be considered separately in Section V.

Primary emphasis will be placed on the termina-
tion problems to be encountered at the time of large-

1As defined herein, termination losses represent the reduction in
net working capital which will occur in making termination settle-
ments. Hence, they are net losses rather than total disallowances of
the companies’ termination claims; that is, they represent gross disal.
lowances of claims less profits allowed on the terminated contracts less
reserves for such losses alrcady on the companies’ books.
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scale cancellations after the cessation of ali hostilities
occurs (or is anticipated). Similar problems will of
course be faced as contracts are canceled prior to
that time; and the following discussion is also rele-
vant to these during-the-war cancellations. The
emphasis, however, is placed on the later cancella-
tions for two reasons. First, final large-scale can-
cellations are likely to involve the more pressing
financial difficulties both because of their magnitude
and because losses cannot then be offset against prof-
its on continuing large military contracts. Second,
although the contrary is optimistically assumed,
settlements on during-the-war cancellations may
well be postponed and finally made only at the time
of other later settlements, further accentuating the
uncertainties of the immediate postwar period.

Grounds for Optimism

The prospects for limiting the liquidation losses of
termination to small amounts are substantially
brighter than they were a year ago. Both within the
airframe companies and within government agencies,
the problems of contract termination have been
recognized and immediate actions and future plans
have been initiated to meet these problems. Several
examples will indicate the progress made.

First, the airframe manufacturers have spent sub-
stantial time and effort improving their control of
inventories, endeavoring particularly to eliminate
surplus and obsolete material.l Likewise, they have
spent considerable effort in bringing their records up
* ‘to date and improving their accuracy. They have
been aided in these. efforts by the fact that material
shortages have become less acute and therefore more
normal purchasing procedures can be adopted.
During 1045 even greater improvement should be
made, enabling the companies to approach termina-
tions with substantially smaller and better-balanced
inventories than could possibly have been achieved
during the first few years of wartime production,

Second, the passage of the Contract Settlement
Act of 1944 was an important milestone marking
progress in the preparation for contract términations.
A year ago there were no clear-cut statements of
government termination policy. The publication of
the Baruch-Hancock report and the passage of the
Contract Settlement Act provided a broad frame-
work of policy within which the military services and
the companies could operate. For example, the Act
made specific provision for adequate interim fi-
nancing and set forth principles to encourage rea-

1 have been made by at least one company to sell
mmumhgmﬁznusable materials to an agency of the government,
the Mectals Reserve Company, for the nominal sum of one dollar.
Under a ruling from the Treasury Department, the resulting losses
will be allowed as inventory losses for tax purposes.

sonably prompt and equitable negotiated settle-
ments of termination claims.

Third, within the last year both the government
and manufacturers have had an opportunity to set
up special organizations to deal with the problems of
termination. In general, the men responsible for
determining termination policies within both the
government and industry have exhibited an attitude
of reasonableness. The government is in the process
of building a structure of detailed regulations in ac-
cordance with the Contract Settlement Act. An
outline of procedures for preplanning terminations
has been established, and if implemented, it prom-
ises to resolve many of the more controversial issues
and to determine necessary methods in advance of
actual large-scale terminations.

Last, from a strict accounting point of view, a
number of the airframe companies have set up sub-
stantial reserves to meet the losses involved in liqui-
dating inventories and receivables. The adequacy
of these reserves varies among companies, but the
net figures shown in the statements used herein are
after deduction of these reserves. Hence, the com-
panies could liquidate receivables and inventories at
somewhat less than gross value without decreasing
the net book value of their assets.2 -

For all these reasons it has been estimated on the
“optimistic” basis that the average airframe manu-
facturer will suffer contract termination losses of
only $1,100,000, or 1%, of total company- and gov-
ernment-owned inventories. As the projected state-
ments of the preceding section clearly show, the com-
panies could absorb such a loss without undue harm
to their financial position. The companies should be
able to limit their termination losses in this manner,
if the promising progress outlined above is continued
and if the day of major terminations is sufficiently
far away to permit adequate plans to be made.

The Risks Remaining

The conclusion cannot be drawn, however, that
no contract termination risks remain. A promising
beginning has been made on all fronts, but both
government and industry leaders admit that they
are far from ready for large-scale terminations.

2An analysis of the adequacy of these reserves has not been at-
tempted because the varying inventory and receivables accounting
practices of the different companies would have to be studied in
detail before intelligent conclusions could be reached. Some com-
ﬁ:mes_ have currently written off certain costs, while other companies

ve included these costs in inventories, simultaneously setting up
reserves against which inventory losses can be written off in the future.
Likewise, 1n receivables accounting, some companies have continued
to carry doubtful recexvaplcs on their books but have set up rescrves
against future losses, while other companies have excluded similar
doubtful receivables from their books entirely. Hence, an analysis

of the size of reserves would not necessarily indi : .
y indicate their adequacy;

one would also have to make a detailed i i d

receivables 2 ing practi .e analysis of all inventory an
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For example, while the inventory control methods
of the airframe manufacturers are improving, they
still cannot be appraised by normal peacetime stand-
ards and indeed are not likely to achieve those
standards completely even several years hence.l
So long as large-scale war production exists, rapid
changes in plane designs, schedules, and hence
material requirements will continue. These changes,
made necessary by battle conditions, make impossi-
ble the low-volume, smooth-flowing inventories
associated with standardized mass production. Like-
wise, the limitations on quality of manpower avail-
able for record keeping and material handling will
continue to limit the quality of the job done, unless
wartime production continues long after the man-
power situation is substantially eased. Even with
several more years of wartime production, the air-
frame manufacturers would not be likely to duplicate
the performance of experienced, long-established
manufacturers in other industries.

Within the government, administrative regula-
tions cannot be said to be fully developed to handle
all the many problems likely to be incurred at the
time of large-scale terminations. One has only to
explore a few of these specific problems in order to
realize the wide differences of opinion which exist
regarding termination procedures. Much will de-
pend on the times when the European and Asiatic
wars come to an end. If the companies and the
. government have time to work out their difficulties

on small-scale terminations, they may be able to
meet the period of large-scale terminations with a
well-defined pattern of action. Probably one of the
biggest single risks, however, is that they will not
have the opportunity to plan their procedures ade-
quately in advance. Even with a completely reason-
able attitude on the part of the companies and the
government, the sheer lack of preplanned procedures
is likely to create great confusion at the time of large-
scale terminations.

Another major difficulty will be the maintenance
of a close liaison between centralized government
offices in Washington and Dayton and the local
government field offices, and between top manage-
ment personnel of the companies and the employees
responsible for the actual administration of termina-
tion settlements. Even if complete agreement on the
part of the top management personnel of the com-
panies and the top government officials should exist,
termination settlements could still be long delayed
and confused. The actual administration of termina-
tions will have to be done by local officers of the con-

For a more detailed discussion of the problems of inventory and
matetial control in the airframe industry, see Howard T. Lewis and
Charles A. Livesey, Materials Management: A Problem of the Airframe
Industry (Harvard Business School, Division of Research, Business

Research Studies, No. 31, 1944).

tracting agencies and by many individuals well below
the top management level within the companies.
It is inevitable that these men down the line will be
reluctant to make many of the important decisions
necessary to achieve quick final settlements. This
reluctance emphasizes the necessity for having clear-
cut, well-defined policies and procedures planned in
advance and organizations set up so that problems
can be passed up the lines of authority and prompt
decisions returned.

A most promising solution to some of these prob-
lems is preplanning of methods, standards, and bases
for making future settlements well in advance of
Jarge-scale terminations.? Individual companies
and the local officers assigned to those companies
could define the major areas of controversy and,
when necessary, allow these problems to flow to the
top personnel in government and industry for solu-
tion prior to the time when large-scale terminations
are made. An outline of procedures for obtaining
such pre-termination decisions has been established.
At present, however, the procedures have not been
implemented in detail. The companies have the
opportunity to take the initiative in suggesting solu-
tions to specific termination problems, but there are
indications that they are not yet taking full advantage
of this opportunity. If preliminary decisions on
termination problems cannot be obtained now, the
likelihood of obtaining decisions quickly after
terminations is open to very serious question,

Specific Types of Termination Risks

A few specific types of termination risks can be
cited to illustrate the manner in which government
and company plans will affect the actual settlements
made. The problems of termination differ somewhat
for fixed-price contracts and cost-plus-fixed-fee con-
tracts. In termination settlements of fixed-price
contracts the companies may fail to realize the book
value of their inventories. Costs of raw material
inventories may be disallowed if the companies can-
not prove that certain materials are applicable to
canceled contracts. Certain items could be consid-
ered as not applicable, either because they were not
listed in the bill of materials or because they were
deemed to have been purchased in excessive quanti-
ties. In addition, less than book value of inventories
would be realized if the book records overstated the

1In the textile and certain other industries it may be possible to
make predetermined agreements regarding the actual amount of
lump-sum payments to be made on specific contracts if they are
terminated at various stages of completion. In the aircraflt industry,
such *‘lump-sum’’ agrecments are not believed to be practical be.
cause of the many uncertainties ding future schedules, design
changes, material requirements, and costs. Nevertheless, the oppor-
tunity does exist to obtain advance decisions regarding the methods,

. standards and bascs for making future settlements.

23



value or quantity of matg:rial actually in the store- .

rooms. - .
In so far as work-in-process inventories are con-
cerned, the government will presumably. reimburse

the companies for most of the material, labor, and ’

other expenses incurred in creating those inventories.
The major risk invelved is that substantial items of
overhead expense charged to work-in-process in-
ventories will be disallowed, just as they are disal-
lowed currently under cost-plus-fixed-fee contracts;
in that event, the amounts paid to the companies will
be less than the book value of their claims as reflected
in inventories. Difficulties may likewise be encoun-
tered in determining the amount of reimbursement for
materials owned by the airframe manufacturer but
-physically located at the plants of subcontractors.

In addition, the disposal of inventories after
terminations raises numerous problems. The major
‘uncertainty is the amount of time which will be spent
in counting and listing inventories, in obtaining
decisions regarding whether material should be re-
tained by the companies, scrapped, sold, or stored,
and in physically carrying out these decisions. Un-
less procedures are established and preliminary de-
cisions made before major terminations, final settle-
ments are likely to be long delayed.

The types of difficulties involved in termination
settlements may be illustrated by one specific prob-
lem which industry representatives have frequently
discussed. The airframe companies purchase many
materials which are not directly allocated to particu-
lar contracts at the time of purchase. Such materials
include indirect factory supplies not used in produc-
tion (e.g., paint, lumber), tool steel and other tooling
materials, perishable small tools, standard production
parts (e.g., bolts, rivets), and office supplies. While
accounting practices vary, most companies ¢
inventories of some of these materials on their books.
These companies will undoubtedly be allowed reim-
bursement for a reasonable quantity of these ma-
terials at the time of major terminations. The local
termination officers will have difficulty, however, in
trying to find a just basis for determining what is a
reasonable quantity., This is only one of many de-
cisions for which no ready guides exist.

The problem is accentuated by the fact that separ-
ate settlements are made for each individual contract.
In the event of 1009, termination of all the con-
tracts at any one plant at any one time, these indirect
materials could be allocated arbitrarily among all the
contracts. When only one or two contracts out of a
Jarger number are terminated, however, the problem
of allocation to the terminated and the active con-
tracts is more difficult. On the small terminations
made to date the companies have tended to waive
any claim for such items. This procedure cannot be

carried very far without the risk of a large oversupply

“of such indirect materials at the time of cancellation

of the last few wartime contracts. Such an over-

* supply would clearly not be a reasonable quantity -
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allocable to these last contracts. No attempt will be
made to assess the relative merits of the several
methods by which this difficulty can be solved. The
point is that the companies and the local officers
must face the problem and select some one of the
proper administrative devices. If the methods for
handling this type of claim are set up in advance and
understood by both company and government
officials, the final settlement probably can be made
without great delay and prior action can be taken to
minimize the risks involved. If procedures are not
preplanned, losses and unnecessary delays are likely
to result at the time of major contract terminations.

The problems involved in the settlement of cost-
plus-fixed-fee contracts, which are at present very
widely used, differ somewhat from those for fixed-
price contracts. Under cost-plus-fixed-fee contracts,
the companies at the time of termination will have
already received reimbursement for part of their
inventories and will have receivables on their books
covering the remaining portion. The reimbursables
under the cost-plus-fixed-fee contracts of most com-
panies include a number of expense items which
have been disallowed by the Army or Navy or by the
General Accounting Office but which are still claimed
by the companies. While practices differ for indi-
vidual companies, these claims frequently include
such items as federal capital-stock taxes, executive
salaries, advertising, and legal fees. Most companies
have set up reserves against possible losses on these
claims, but the amounts of eventual reimbursement
are uncertain and the adequacy of the reserves varies
among companies.

.Anothcr problem on cost-plus-fixed-fee contracts
arises because of uncertainties existing in some
Quarters regarding the jurisdiction of the armed
force:s and the General Accounting Office. In making
termination settlements on fixed-price contracts, the
Army and Navy now have authority under the Con-
tract Settlement Act to make final agreements re-
garding the costs to be reimbursed to the company,
barring fraudulent action. In the case of cost-plus-
fixed-fee contracts, however, the services apparently
have no such clear-cut authority.

In adchtiop, under these contracts the companies
ha.ve some risk in connection with their custodian-
ship of government property and their activities in
purchasing materials for the government. Presum-
ably the companies might be held accountable for
shortages of materials even though reimbursement
fm: the cost of these materials had already been re-
cetved. Also, the companies might be held liable for



DIGEST

FUTURE FINANCIAL PROBLEMS OF
CONVERSION IN THE AIRCRAFT INDUSTRY

No group of manufacturers is more in the spotlight
during discussions of contract terminations and postwar
conversion than is the aircraft manufacturing industry.
The economic and mzlztm_fy importance of an orderly
conversion of the indusiry is being increasingly recog-
nized. Moreover, the financial problems of the air-
craft manufacturers are, in effect, the problems of -all
war contractors magnified to an extreme.

This study is, in part, a sequel to a stuq’y published
by the Harvard Business School a year ago on the “Fi-
nancial Position of the Aircraft Industry,” bringing
up lo date the financial data presented therein. The
primary emphasis, however, has been placed by the
authors, Professor Tom Lilley and Mr. L. LaVerne
Horton, on specific estimates of the financial adjustments
necessary during the transition from wartime to peace-
time production.

A brief digest of the study follows.

The industry’s financial position is reflected by the pres-
entation of the financial statements of an average airframe
. manufacturer, based on the individual statements of ten

"leading airframe manufacturers.

The device of projected, or pro forma, statements is used
to show the effect of contract terminations and conversion
on the postwar financial position of the airframe manu-
facturers, These statements are designed to serve the follow-

ing purposes:



(1) to indicate the financial position of the airframe
anufacturers one year after major contract terminations
if reasonably optirnistic assumptions are made regarding
the companies’ cash outlays during that year;

(2) to indicate the maximum cash outlays which the
companies can absorb before eliminating all their cash in
the year after major terminations; -

(3) to isolate and more accurately define the major
variables which will affect the companies’ future financial -
position;

(4) to provide a method or a framework for studying
conversion problems which may still be useful even after
hindsight has indicated changes in many or all of the indi-
vidual assumptions;

(5) tostimulate interest, disagreement, and further study
of the industry’s conversion problems, both by the com-
panies and by public agencies. '

Two projected balance sheets as of December 31, 1946,
are shown by the authors, based on the assumptions that
major contract cancellations will occur in December, 1945.
Without attempting to forecast the many unknowns in-
volved, statements are constructed to show the relative
importance of all major variables. The first statement,
based on optimistic assumptions, indicates that the average
airframe manufacturer can emerge from the war period
in a good financial position, capable of financing postwar
sales of 109, of war peak level. At the other extreme, the
second statement indicates that the average company
could be in grave danger of insolvency if unreimbursed
expenditures of the first postwar year approach a level
equivalent to three weeks’ expenses at the war peak level.

Beca:use of the financial difficulties involved, company
executives must exert every effort to keep losses and unre-



imbursed expenditures near the optimistically low levels
during the first postwar years. The progress made during
the last year in planning for contract terminations and
conversion affords some grounds for optimism. The risk
is great, however, that uncertainties and delays during the
conversion period will unnecessarily impede the con-
structive developmental work required to promote maxi-
mum peacetime production. In order to eliminate con-
fusion and unnecessary curtailment during conversion, the
following steps are suggested: -

(a). Uncertainties regarding contract termination pro-
cedures can be reduced by a concerted effort on the part
of industry and government organizations to preplan the
methods, standards, and bases for making quick termina-
tion settlements well in advance of large-scale terminations.

(b) Uncertainties regarding the loss carry-back provision
of the tax law can be reduced by adoption of a Treasury
proposal to accelerate payments of loss carry-back refunds.

(c) Uncertainties regarding future aircraft production
and development can be reduced by making every effort
to determine future national air-power policies in advance
of the end of the war, particularly Army-Navy ‘procure-
ment policies and policies for lease or sale of government-
owned plant and equipment.

Every effort to narrow the zone of these uncertainties in
advance of the end of the war will eliminate confusion and
unnecessary curtailment in the conversion period.

Soldiers Field o \
Boston 63, Massachusetts

November, 1944

(Harvard Business School, Busm;ss Rt)scarch Studies, No. 34, 49 pages,
1.50



large oversupplies of materials which they had pt
chased for the account of the government under cos
plus-fixed-fee contracts, The standards by whic

these custodianship and purchasing functions will |, }

judged are not fully determined at present.

Somewhat similar risks are involved in the com-
panies’ custodianship of plants and equipment main-
tained by the companies but owned by the Defense
Plant Corporation or other government agencies.
The companies may also face some risks with regard
to suits for patent infringements during the war.

Under both cost-plus-fixed-fee and fixed-price
contracts the companies presumably have some obli-
gation in making termination settlements with sub-
contractors and suppliers. So long as the volume of
unfilled orders continues at close to wartime levels,
the task of making these scttlements will be large and
difficult. The reasonably optimistic estimate of
termination losses assumes that the companies will
suffer nto losses in these settlements—i.e., they will be
fully reimbursed by the government for all amounts
paid to subcontractors after terminations. The
magnitude of commitments with subcontractors is
such that the companies cannot afford to make final
settlements unless assured that they have no appreci-
able liability to the government for settlements made.
In the actual administration of these settlements, all
parties—the government, the airframe manufac-
turers, and their subcontractors—may be faced with
uncertainties and long delays unless they make de-
cisions on many issues before major terminations.

In view of these remaining risks, termination
settlement losses may have a serious effect on the
postwar financial position of the aircraft manu-
facturers. As previously indicated, it 1s estimated
that all of the average company’s cash would be
eliminated if termination losses were as high as
$18,900,000. Losses might concetvably approach
this out-of-cash level. If the reasonable attitude dis-
played to date by government and industry leaders
continues, however, and if the actions taken to date
are followed by the necessary detailed planning,
losses of large magnitude are improbable. But the
detailed planning required may fail to materialize,
and after hostilities cease, public opinion and public
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" Jlicy could shift radically. Hence, as of today, the

Afisk exists that substantial losses may be incurred

because of nonreimbursement for fixed-price inven-
tories, disallowance of cost-plus-fixed-fee claims, and
settlements with subcontractors,

Importance of Quick Settlements

Continued reference has been made to the possi-
bility of delay in making final termination settle-
ments. From one paint of view, the timing of final
settlements has been made much less important by
the provision of the Contract Settlement Act for
interim financing up to goS7 of total termination
claims. Thus, the companies will have to carry only
109, of the claims, and the pressure for immediate
settlement will be substantially lessened. Even on
these grounds, however, there may be administrative
difficulties involved regarding the ease and rapidity
with which the companies can obtain advances,
bank loans, or partial payments. And in the case of
the airframe manufacturers, even the necessity for
carrying 109 of the claims can be an appreciable
financial load if large claims remain unsettled.

The effects of prolonged uncertainty, however,
would be the most important disadvantage of long
delay in making final termination settlements. So
long as the possible losses involved in termination
remain unknown, the companies are likely to hold
back their development programs until they know
what funds they will possess. Thus, a long delay in
arriving at a settlement is likely to have a serious
effect both on employment and on the extent of
developmental work done in the aviation field. From
a narrow point of view, such a slackening in de-
velopment probably would have an unfortunate
effect on the future profitability of the companies.
From a broader point of view, unnecessary curtail-
ment in aircraft development with the resultant un-
employment during the critical first few postwar
years would clearly not be to the national interest,
From every point of view, it is desirable that the air-
craft industry and the armed forces expend their
major effort in preparing for the future and not in
long arguments over events of the past,



‘ UNREIMBURSED EXPENDITURﬁS IN FIRST POSTWAR YEAR

Probably the most important single difficulty of the
conversion period will be the curtailment of expendi-
tures from wartime levels to drastically reduced
peacetime levels. Two very different types of risks
will be involved. First, the expenditures not reim-
bursed by the government or recovered by sales in
civilian markets may be so high as to constitute a
serious threat.to the average airframe company’s
working capital position. Second, the unreimbursed
- expenditures made to develop new peacetime prod-
ucts may be so low as to do harm not only to the
future profit prospects of the average company but
to the pace of our national progress in aviation and
our level of postwar employment in aircraft produc-
tion centers.

These two types of risks may be more clearly recog-
nized if total unreimbursed expenditures to be made
in the year following major terminations are sub-
divided into two categories:

(1) so-called “momentum” or ‘“slow-down” ex-
penditures for which the company is not reimbursed
by the government and which are incurred only be-
cause of the impossibility of curtailing all wartime
expenses as of any one moment;!

(2) ““constructive” expenditures, incurred in order
to develop new business for the peacetime future.2

Both classes of expenditure will constitute an im-
mediate drain on the companies’ cash resources. Be-
cause their effect on the balance sheet is similar, both
types of expenditure are grouped under “total un-
reimbursed expenditures” in the projected state-
ments of the first postwar year. :

From no. other point of view, however, are these
two classes of expenditures identical. To both the
government and industry, slow-down expenses are a
necessary evil, a cost of liquidating wartime opera-
tions after the need for those operations is past. It
will be to the interest of both government and in-
dustry to keep these expenditures to a minimum.

1A sizable portion of total ‘‘momentum’’ or “‘slow-down’’ expendi-
tures are likely to be rcimbursed by the government as allowable
post-termination cxpenses. Certain of these ditures however,
will probably not be reimbursed by the government and will therefore
constitute unreim| ‘‘momentum’’ expenditures,

2Aside from momentum expenditures, the companies will be mak-
ditures to fulfill active contracts during the first postwar

ing _ : e |
. expenditures will be reimbursed by the military or com-
z:rrcial customers in the normal course of business. In addition,

i to develop new business for the peacetime future
hufemc‘:f;ip':m?fiiu undoubtedly make so-called “‘constructive’”
expenditures for which they will not be reimbursed during the first

postwar year,
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In sharp contrast, constructive expenditures are
the seed money from which the industry must grow
in peacetime. From the manufacturers’ point of
view, it is essential to their future profitability that
new products be developed in order to build future
operations. Likewise, the national interest will be
served by maximizing developmental work. Tech-
nological development in aircraft is essential to our
future air power, not merely in military aircraft but
in transport craft which will compete in world mar-
kets. And the need for minimizing unemployment
in east and west coast aircraft production centers is
too obvious to require elaboration. Immediately,
new aircraft development may not provide large-
scale factory employment; in the long run the re-
sults of such development can pyramid future em-
ployment opportunities,

Hence, while the incentives to reduce momentum
expenses rapidly will be great, neither government
nor industry has similar incentives to reduce the
scale of constructive expenditures in the immediate
postwar period. Because of these differences, the
factors which will influence the level of momentum
and constructive expenditures will be considered
separately.

As in the discussion of termination problems,
primary emphasis will be placed on expenditures
made gfler the actual or anticipated end of all hos-
tilities has resulted in large-scale contract cancella-
tions. Part of the task of reducing wartime expenses
and initiating constructive developmental work is
likely to take place before then. Certainly such
gradual conversion should be encouraged to the
maximum degree that war needs permit, for it will
cushion the shock for everyone concerned. Never-
theless, a sharp drop in aircraft production immedi-
ately following the cessation of all hostilities appears
almost inevitable, and an analysis of the industry’s
future financial problems indicates that this period
must be considered the crucial one.

Momentum Expenses

The extent to which the average airframe manu-
facturer will have to absorb unreimbursed momen-
tum expenses will depend on three major variables:

(1) the ability and willingness of the company’s
management to curtail expenses realistically and, if
necessary, drastically;
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(2) the extent of advance notice of contract ter- ! aﬁditional shipments on ou{standing purchase orders.

minations given by the government; and

(3) the administrative decisions made in determin-
ing what post-termination expenses will be reim-
bursed by the government and what will be disal-
lowed.

In addition, of course, the degree of cutbacks prior
to the cessation of hostilities in both war theaters will
have an important effect. Obviously, if the scale of
operations is gradually decreased prior to final can-
cellations and cutbacks, the magnitude of slow-
down expenses will be smaller. The assumption
made, however, that operations will decrease from
709, to 5%, of the war peak level at the time of
major cancellations appears reasonable in the light
of present knowledge.

Estimated Minimum Momentum Expenses

None of the airframe manufacturers will be able
to cut off all expenses at the exact moment of large-
scale contract terminations. Table 16, showing a
breakdown of estimated momentum expenses on the
reasonably optimistic basis, will serve as a guide to
the type of expenses likely to continue after termina-
tions. Thus, it is assumed that unavoidable mo-
mentum expenses will include a full month’s expenses
for purchased materials at the rate prevailing just
prior to large-scale terminations. Similarly, it is

assumed that momentum expenses will include about -

two weeks’ payrolls and one month’s miscellaneous
other expenses at the rate prevailing just before
terminations.

One of the first steps usually taken when written
notice of contract termination is received is to notify
in turn all subcontractors and suppliers to make no

VEven if this notice is telegraphed immediately and the

suppliers are allowed no period of grace to make
. further shipments, the companies will have to accept
and pay for the delivery of all material in transit at
* the time termination notice was received. To allow
for the acceptance of material -after termination
notice, one month’s material expense is included in
estimated momentum expenses.

Likewise, one month’s miscellaneous other ex-
penses are included. These other expenses consist
of such items as taxes (other than federal income
and excess profits taxes), insurance, advertising,
utilities, and a wide variety of miscellaneous items
not included under material expense or payroll
expense. Many of these expenses cannot be cut off
as of any one moment, and certain expense items
will continue at a high level for as long as a year.
For example, certain companies will probably have
to pay state and local franchise and property taxes
at the full wartime rate for the year following the
cessation of wartime production. Similarly, certain
types of insurance and rental expense will continue
for a period substantially greater than one month.

The most uncertain item included in momentum
expense is payroll. The reasonably optimistic esti-
mate shown in Table 16 includes only about two
weeks of payroll expense, at the rate prevailing just
prior to terminations. This is probably a minimum
figure. The sheer mechanics of discharging a large
number of employees after notice of termination will
be difficult. Until the companies’ plans are better
known, until final legislative action on unemploy-
ment insurance is taken, and wuntil policies are de-
termined with regard to severance pay, it will be

Table 16. Reasonably Optimistiec Estimate of Momentum Expenses for the Average Airframe
Manufacturer Following Major Terminations
Materials Expense Payroll Expenses Otber Expenses ‘Total Expenses
Items Percentage Percentage Percentage Percentage
. Amount Rie!rga“e . Amount Kfrelrga‘se _ Amount k Xfrcxrgadgse _ Amount .vaell?;gse
{in thousands) Monthgly (in thousands) Monthﬁy {in thousands) Monthly (in thousands) Monthly
Expensea Expenses Expenses Expenses
Estimated Average Monthly Expenses,
Year 1945%...... Cerrererraarirras «+| 816,000 | 100.0% | 814,000 | 100.0% $2,700 | 100.0%, | 832,700 | 100.0%
Estimated Momentum Expenses:
Unreimbursable Expenses Absorbed by
the Company....ccoivenerrnnnnss Y I $ 1,500 10.7% 8 700 25.9% | § 2,200 6.7%
Expenses Reimbursed by U. §. Govern- )
CINIMENt. cvvusvasansressrrannaes ..| $16,000 | 100.0% 6,000 42.9 2,000 74.1 24,000 79.4%
Total Momentum Expenses. .... vesanas $16,000 | 100.0% | § 7,500 53.6% $2,700 | 100.0%, | $265,200 80.19;

hat total expenses in 1045 will be 30% less than total 1p44 expenses, because of cutbacks and partial cancellations. It is further estimated that
pnvr::ll} el;;.é::[n“e‘: tv:ﬁltl:ne a larger percentage of total expens:a than in 1944 and expenses for materials wili be emaller, because the alrframe manufacturers will do less
subcontracting. As more parts ate fabricated by the airframe manufacturers, payroll expenses will increase and materials expense decrease,
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virtually impossible to form any precise opinion ‘a
to the rate at which payrolls will be reduced in the
first few weeks after notice of large-scale termina.
tions. !

The $26,200,000 é&timate of the average manu-
facturer’s total momentum expenses (including ma-
terial, payroll, and other expenses) may be consid-
ered as a probable minimum figure in the light of
current knowledge. It seems unlikely that the aver-
age company will be able to curtail slow-down ex-
penses sharply below this level, which represents
8097, of the average monthly expenses in the quarter
preceding large-scale terminations,

Advance Notice of Terminations

In the projected statements, reimbursement of
momentum expenses is treated entirely as govern-
ment reimbursement of post-termination expenses.
In effect, this assumes that little or no advance notice
of terminations will be received. If the government
should give the companies one or two months’
advance notice of any contract terminations, the
method of reimbursement for slow-down expenses
would differ, but the final effect on the companies
would be similar., Materials in transit at the time
advance notice was given would then be received
and added to inventories prior to actual termina-
tions. Reimbursement for the cost of such materials
could be made in the normal course of business
under cost-plus-fixed-fee contracts or as part of the
inventory termination settlement under fixed-price
contracts. Wages, salaries, and other expenses
could be at least partially decreased before termina-
tions. The mechanics would differ, but the net re-
sult would be roughly the same. The company
would be reimbursed for a portion of the slow-down
expenses incurred in the first few months after the
government had decided to terminate most war
contracts.

The extent of advance notice which will be given
at the time of large-scale terminations is at present
unknown. A long period of advance notice would be
desirable if the government considered solely the
problem of giving war plant workers, prime con-
tractors, and subcontractors time to adjust from a
wartime to a peacetime economy. The government
would have difficulty, however, in justifying large-
scale expenditures for war planes long after the need
for that equipment had ceased. For example, it
would be difficult to justify the large-scale purchase
of fighter planes for any extended period in cases
where aircraft of the same model were being declared
surplus in volume elsewhere. In the final analysis, it
will probably be necessary to compromise and use
three separate devices for meeting the immediate
adjustment problems; these devices include some

" advance notice of terminations, unemployment in-

" surance, and reimbursement of some post-termina-

[

tion expenses.

Reimbursement of Post-Terminalion Expenses

_One of the most important and difficult problems
of the entire termination procedure will be that of
determining the proper reimbursement of post-
termination expenses. Certain expense items clearly
should be reimbursed, others clearly should not; un-
fortunately there are many classes of expense items—
notably overhead expenses—for which the decision
will be extremely difficult. Even if appreciable ad-
vance notice of terminations is given, the problem
will remain in two forms. First, during the period
between notification and actual termination, the
problem of determining just what expenses should or
should not be reimbursed will be difficult. Second,
even with advance notice, some expenses will con-
tinue after the actual termination date, ‘

The government clearly should reimburse the!
companies for post-termination expenses directly
connected with the termination settlement and with
the protection and disposition of property. For
example, the companies could submit documentary
evidence to show that certain accounting, legal, and
clerical personnel had been directly engaged in the
preparation of termination claims, and that factory,
warehouse, and clerical personnel had been directly
engaged in the protection and disposition of property.
The direct labor payroll should likewise not involve
too great a problem. The personnel not working
directly on active contracts or on property protec-
tion or disposition will presumably have to be dis-
charged, although it will be difficult to determine just!
how fast factory personnel could and should be dis-
charged, particularly if no advance notice is given.

The principal problems will arise from difficulties
connected with allocation of overhead. In the case
of plant supervisory personnel—the production
control department, material inspectors, and main-
tenance men—the company will have trouble
in determining the number of men to be retained and
the timing of payroll decreases. Government repre-
sc{xt?tivcs are likely to have equal trouble in deter-
mining whether such expenses are allowable post-
!:emunation charges. The problem is even greater
in the case of general and administrative employees

* and such service groups as the welfare and personnel
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departments. For example, there is a question
whether companies will be reimbursed for expendi-
tures made in carrying out adequate employee dis-
charging procedures. It may be possible to account
accurately for the time of indirect factory employees
such as the maintenance men, but it will be next to
impossible to do so for general service departments.



Extent of Company Control of Momentum Expenses

A reasonably optimistic appraisal of presently
known factors indicates that $24,000,000 out of the
total of $26,200,000 of momentum expenses will be
reimbursed by the government (see Table 16). The
$2,200,000 which the average company will have to
bear is probably a minimum figure. With govern-
ment policy on advance notice and on reimburse-
ment of post-termination overhead expenses uncer-
tain, a real risk exists that unreimbursed expenses
will substantially exceed the estimated $2,200,000.
As shown in Table 16, this amount is only 6.7%, of
the estimated level of total monthly expenses of the
average company prior to major terminations.

As in the case of termination settlement for in-
ventories, the companies as well as the government
have an opportunity—and indeed an obligation—to
exert the maximum effort to narrow the range of
their differences regarding post-termination expenses
as much as possible by preplanning termination
procedures. For example, procedures can be ar-
ranged for keeping detailed records of the time spent
each day by members of certain departments, there-
by allocating their time to active government con-
tracts, to active commercial business, and to allow-
able work connected with termination and property
disposal. For service departments which cannot
keep such records, it may be possible to prorate
expenses on a rational basis agreed upon in advance
by the individual company and the local service
representatives. Even if a purely arbitrary basis of
allocating certain overhead expenses must be used,
some agreement in advance would be extremely
helpful in avoiding unnecessary delay. Little evi-

| dence of such detailed planning exists at present.

Neither the companies nor the government will be
ready to meet this problem unless detailed procedures
are planned in advance, adapted to the individual
peculiarities and accounting methods of each com-
pany, and understood by the organizations of both
the companies and the local government offices.
Even the keeping of a record of time spent by mem-
bers of the accounting and other departments cannot
be done properly unless detailed procedures are
worked out in advance. The incentives for such ad-
vance planning are great for both the companies and
the government. Unless such steps are taken, neither
organization can intelligently prepare for peacetime
activities, and both will face a period of confusion
and delay.

Constructive Expenditures

In contrast to momentum expenses, which will
occur in some degree under any circumstances,
constructive expenditures appear controllable, Man-

i

agements could “play safe” by ruthlessly cutting
these expenditures, thereby probably insuring their
financial survival during the critical period immedi-

" ately following the war. The unknowns which may
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confront managements at this time may virtually
force them to play safe in just this manner. It does
not appear probable, however, that the ruthless
cutting of these constructive expenditures would be
to either the industry’s or the nation’s best interests.

Unreimbursed constructive expenditures of the
first postwar year are those expenditures voluntarily
made by the managements of the airframe com-
panies and not reimbursed by the government or
by sales in civilian markets during that year. Since
these companies naturally will not make expenditures
which are not directed toward some useful purpose,
such unreimbursed expenditures would be con-
structive; i.e., they would be made with the objective
of developing new products and promoting future
business.

Specifically, unreimbursed constructive expendi-
tures may include expenditures for such purposes as:

(1) conversion of plants and of administrative
organization from wartime to peacetime production;

(2) maintenance of a greater executive and super-
visory staff than will be immediately essential in
order to preserve a nucleus of trained men for future
expansion (e.g., general and administrative, engin-
eering, and sales and service personnel);

(3) development and sales promotion of new civil

.aircraft and modifications of existing models of air-

craft;

(4) development of military aircraft not performed
under active experimental contracts with the armed
forces;

(5) purchase of plant equipment and tooling from
the government or elsewhere;

(6) any development, promotion, or purchase of
equipment for use in nonaviation business.

Optimistic Estimate of Constructive Expenditures

As shown in Table 17, the optimistic estimate of
the average manufacturer’s expenditures of this type,
not reimbursed by the government or others in 1946,
is $9,000,000, or 1.69), of annual war peak ex-
penses. Obviously, the many unknowns involved
make such an estimate only an indication of the
general magnitude of expenditures rather than a
precise forecast. This particular estimate is based on
a study of estimates made by some individual com-
panies, and on discussion of the many factors in-
volved with industry and government executives.

The studies made indicate, however, that expendi-
tures in the magnitude of $9,000,000 are probably
near the minimum necessary if the average manu-
facturer is to do a constructive job of developing



Table 17. Reasonably!, Optimistic Estimate of
Expenditures for the Average Airframe Manufac-
turer in the Year Following Major Terminations

Amonnt Pucent%i:k of
Items Gin tho is) War
War Peak Annual Expenses (Estimated
Total Expenses in Year 1944) .00, $560,000 100.0%
Estimated Annual Expenses, Year 1945 392,000 70.0
Assumed Reasonably Optimistic Level of|
Expenditures in Year following Major
Terminations (Year Ending December
31, 1946):
Unreimbursed Expenditures Absorbed
by the Company:
Momentum Expenses............. $ 2,200 0.4%
Constructive Expenditures. ........ 9,000 1.6
Total* Unreimbursed Expenditures
Absorbed by the Company,..... $ 11,200 2.0%
Reimbursed Expenditures:
Expenditures Allocable to Active
ContractS. ...ooevvirsnanssnnas $ 28,000 5.0%
Expenditures Connected with Ter-
minations Which Are Reimbursed
by the U.5. Government:
Momentum CNSCT . ce e vuea 24,000 4.3
Other Continuing Expenditures 4,000 0.7
Total Reimbursed Expenditures $ 56,000 10.0%,
Total Expenditures in Year Following
Major Terminations.............. $ 69,200 12.0%

future aircraft business. In addition, some companies
may wish to develop nonaviation business, The costs
of converting plant facilities to peacetime aircraft
production are likely to be substantial. Moreover,
costs will be incurred in converting the unwieldy
wartime organizations of the airframe industry
engaged almost exclusively in large-scale production
work to a smoothly functioning organization to
produce, sell, and service civil aircraft commercially
on a smaller scale. Under present termination regu-
lations, the expenses of conversion of facilities to any
use other than war production must be borne solely
by the individual company.!

Most of the airframe manufacturers have definite
plans to develop civil as well as military aircraft.
Several of the companies are, during the war,
developing aircraft which can in peacetime be con-
verted to transport-type aircraft. Some of these
companies will make substantial expenditures to pur-
chase work-in-process inventories and tooling from

‘'the government.
changes and modifications will be necessary before
the planes are ready for air-line use, including
ing general structural changes because of the different

1The expenses which the company will bear will of course be sub-
ject to reduction to the extent that any tax savings are realized.

Moreover, substantial design.
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use involved, modifications of interior arrangements,
and changes to eliminate the many “bugs” which are
inherent in any relatively new design. Certain of
the overhead expenses necessary to carry on these
developments and to exploit them commercially in
the future can be charged to operations, but others
will probably have to be capitalized for tax purposes.

It is improbable that many companies will make
outright purchases of entire government-owned
plants during the first year after the end of war pro-
duction. They are more likely to make arrangements
for rental or long-term purchase of these facilities
if they have need for any of them. Aside from pur-
chases of government-owned plants, however, it is
almost inevitable that the companies, even for their
radically reduced scale of peacetime production, will
need to purchase a substantial amount of govern-
ment-owned equipment and tooling located in com-
pany-owned plants. In addition, purchase of some
new equipment will probably be necessary if new
aircraft or nonaviation products are to be developed |
or manufactured.

One variable is of course the extent to which ex-
penditures will be recouped by sales of military or
civil aircraft. As shown in Table 17, it is assumed
that total active contracts during the first postwar
year, military and nonmilitary, will be adequate to
reimburse the average company for $28,000,000 of
expenses, or 5%, of the war peak level, If transport
planes or private planes should be developed so
quickly that civilian sales would substantially boost
this total active business of the first year, the unre-
imbursed portion of development expenditures
would naturally decrease. Or if a particular com-
pany retains larger government contracts for mili-
tary aircraft, a greater portion of overhead expenses
might be allocated to these active contracts.2 In
the light of present knowledge, however, the esti-
mates in Table 17 appear to be a reasonable fore-
cast of active contracts of the first postwar year.

Dangers of Large Constructive Expenditures

It is difficult to overemphasize the importance of
the management decisions of the crucial first few -
months after major terminations when the level of
expenditures for a postwar developmental program
will be determined. The dangers inherent in either
too high or too low 2 level of expenditures makes
the proper balance vital,

The dangers of overly large expenditures are
clearly portrayed by the out-of:cash position which

*An increase in the government reimbursement of continuing ex-
penscs, estimated in Table 17 at $4,000,000, might also absorb some
additional overhead. Since only expenses directly connected with
texmination settlements and property disposal are likely to be 8o re=
imbursed, variations in this item are not likely to affect importantly
the constructive developments of the average company,



the average company would face as unreimbursed
expenditures approached $29,000,000. Cash could
be drained even sooner if the benefits of the postwar
tax refund and accelerated amortization are not
promptly realized or if termination losses exceed the
estimated $1,100,000 level.

In curtmlmg expenchtures from the huge wartime
levels, the managements of the individual companies
will undoubtedly face a temptation to keep more
engineering and administrative personnel than
business prospects warrant because of the natural
reluctance to discharge good men, because of the
psychological difficulties of adjusting from a big to a
much smaller business, and because of the optimistic
hopes for competitive advantage and expansion in the
future, Yet, as shown in Table 17, total expenses
must be reduced on the average to only 129, of the
wartime level if the companies are to stay within
the reasonably optimistic level. Lack of realism or
lack of close control in curtailing overhead expenses
could quickly deplete the compamw available re-
sources.

Dangers of Small Constructive Expenditures

Equally undesirable would be the other extreme
of overcurtailment of constructive expenditures.
Obviously, the original $9,000,000 estimate of the
average airframe manufacturer’s constructive ex-
penditures is not the absolute minimum possible.
By ruthlessly cutting every expenditure to the bone, a
company could virtually eliminate all post-termina-
tion charges except the inevitable momentum ex-
penses. By even approaching this position, however,
the company would risk the permanent loss of the key
men in its organization, the loss of future markets
which can be created only by developmental work,

and the loss of its competitive position. Even if all’

domestic companies curtailed expenditures drastical-
ly, the United States industry as a whole would risk
the loss of its pre-eminent position to foreign manu-
facturers. Clearly, it would not be to the national
interest to approach complete curtailment of con-
structive expenditures, thereby allowing aircraft
development to become stagnant during the critical
immediate postwar period.

Uncertainties at the Time of Management
Decisions

At present, the risk appears great that constructive
devélopmental expenditures will be curtailed to a
greater extent than is really necessary. The basic
problem is that the uncertainties and confusion of
the crucial first few months after major terminations
may force the managements to cut their expenditures
in just such a manner. It appears likely that the
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environment during these crucial months would give
the maximum incentive for retrenchment rather
than for optimism in taking constructive business
nisks. There are three principal variables which, if
they remain as uncertain as at present, will influence
management decisions in favor of greater curtailment:

(z) uncertainties regarding the timing of the
termination settlement and the magnitude of the
loss to be incurred;

(2) uncertainties regarding federal tax laws,
particularly with reference to the loss carry-back
provision, and to a smaller degree with reference to
the postwar tax refund;

(3) uncertainties regarding the whole area of our
national air policy, with particular reference to
future Army and Navy procurement policies and
policies for disposal of government-owned plants.

A real opportunity exists to narrow the zone of un-
certainty connected with each of these variables,
Such a narrowing of uncertainty would require sub-
stantial effort on the part of both the individual air-
frame manufacturers and the government. In the
following paragraphs are cited a few key examples
of the type of action which might be taken.

Uncertainties in Contract Termination

Despite the substantial progress made during the
last year by both the companies and the government
in preparing for contract termination, many uncer-
tainties continue to exist regarding both the magni-
tude and the timing of final termination settlements.
If these uncertainties are still as great during the
first few months following large-scale terminations
when management must make its crucial decisions,
constructive expenditures may be reduced danger-
ously. At that time, if the average company does not
know, for example, whether disallowed momentum
expense items will be $2,200,000 or $10,000,000,
and if the procedures for establishing claims are not
planned in advance, its only prudent course will be
to curtail all expenditures and wait until at least
some of the uncertainty is eliminated. Even with
ample bank or government credit, the management
cannot afford to spend money it may not really have.

In this respect the reasonably optimistic balance
sheet previously presented is misleading. This state-
ment shows that, if net termination losses should be
limited to $1,100,000 and unreimbursed momentum
expenses to $2,200,000, and if the postwar tax refund
should be convertible into cash, the average manu-
facturer could readily afford to absorb constructive
expenditures of $9,000,000. The problem is that
at the time decisions will have to be made regarding
constructive expenditures, the limits of the other
variables—the “ifs”’—are likely to be unknown. The
companies may, in the long run, have a plethora of



cash; yet, until some deg.fec of certainty exists, they
will be in no position to invest that cash constructively.

As discussed in Section IV, the opportunity is
present for the aircraft l;ompani&e and the govern-
ment to narrow the zon¢ of termination uncertain-
ties appreciably prior to the time when the final de-
cisions must be made. This does not mean that the
government should guarantee to the airframe
manufacturers the capital to finance their postwar
operations. The actual settlement should be based
on the merits of the individual company’s claims,
with every practical safeguard of the government’s
interests. But agreement in principle on many of the
major areas of uncertainty can be made just as well
before the event as two years later,

Uncertainties Arising from Federal Tax Provisions

In the completely different field of federal taxation,
changes could be made which would have a great
effect on the level of constructive expenditures. One
of the most important single steps which would ease
all the problems involved in conversion would be the
adoption of a Treasury proposal to accelerate pay-
ment of loss carry-back tax refunds. Likewise, the
problems would be eased by removal of uncertainties
regarding the time when the postwar tax refunds can
be converted into cash. The relevance of these
proposals to contructive expenditures can be best
understood by referring again to the projected state-
ments of the average airframe manufacturer.

Under present tax law, companies suffering losses
during the conversion period can offset those losses
against profits of the preceding two years and obtain
a refund of those prior years’ excess profits taxes.! As
summarized in Table 18, the extent of relief offered
by this and other refund provisions can be huge,
amounting to a $20,301,000 refund for the average
company if conversion period losses are at the high,
out-of-cash level. Practically, however, this potential
relief is likely to have little or no effect on manage-
ment decisions regarding constructive expenditures
during the first postwar year because (1) a legitimate
fear exists that the law will be repealed and (2) even
if the law stays in effect, actual payment is likely to
be delayed for at least several years. ‘

The importance of all the conversion uncertainties,

1In addition to the loss carry-back provision, the effect of which is
summarized above, provision is also made for an excess profits credit
carry-back. To the exteat that profits are less than the amount of a
company’s allowable excess profits credit, a claim for a refund of
prior years’ taxes may be made. The cffect of the excess profit credit
carry-back would be minor for most airframe manufacturers because
of the small amount of their excess profits credit. For a more com-
plete discussion of carry-back provisions and suggested changu in
these provisions, see J. Kcith Butters, War Profits Taxaticn and Special
Wartime Reserves (Harvard Business School, Business Research
Studies No. 30, 1944); J. Keith Butters and John Lintner, Effect of
Federal Taxes on Growing Enterprises: Study No. 2, Polaroid Corporation
{Harvard Business School, Division of Rescarch, 1944).

32

however, would be greatly lessened, if, as proposed by
the Treasury, tax payments incurred in the preceding
year were postponed to the extent of currently ac-
cruing carry-back refunds. As stated in Table 18,
most of the refund could then be offset against cur-
rent tax liabilities. Under these circumstances,
uncertainties regarding all conversion losses—in-
cluding termination losses or disallowed claims for
post-termination expenses—could still be great with-
out forcing managements to curtail all expenditures.
Under present law, cash would be reduced by the
gross amount of losses incurred and some years later
a large portion of the loss refunded. Under the Trea-
sury proposal, unless losses were huge, cash would
decrease only by the amount of the gross loss minus
the estimated refund. Hence, in spite of termination
and conversion uncertainties which can never be
fully eliminated, managements could afford to make
reasonable constructive expenditures without risking
the threat of an insolvent, out-of-cash position.

This is not a proposal to obtain greater refunds
from the Treasury, for under present law the obliga-
tion to pay such a refund exists. It is rather a pro-
posal to make the refund available at a time when it
will be most effective in raising the level of business
activity and employment. Proper safeguards should
be erected to assure that artificially high losses will
not be established just because of the carry-back
provision. In the airframe industry, some safe-
guard already exists in that for tax purposes certain
developmental expenditures must be capitalized and
written off at the time of future sales rather than
against current operations; hence, only expenses

Table 18. Estimates! of Net Working Capital and
Tax Refund Claims of the Average Airframe
Manufacturer: End of Years, 1945 and 1946

(In thousands)
. Final Pro lang
8 Projected Sheet vgrméiefe? Major
alance Sheet - “Terminations, Decem-
BN | T
DBCC;'I;:C; 3h Reasonably Qut-of-
Optimistic Cash
Net Working Capital......, $27,686 $23,622 $ 5,8:8
Claims for Tax Refunds
(due primarily to carry-
back of losses)...........| ...... 9,645 20,301
Postwar Tax Refund....... y 2015 B D I .
Total of Net Working Capital
and All Tax Refunds. . .,. $35,254 833,267 826,119

iThe derivation of the eatimates presented herein is explained in Appendix B.

Note: At the end of war production, estimated aa likely to occur on December
31, 1945, the current liabilities of the average com ny xill [ncludg Slr;. 50,000
of current federal income and excesa profits tax lia ilitles. If tax claims for loss
carry-backs could be offset against these current tax labilltles, mont or all of the

$15.350,000 would not have to be paid in 1046 d be
corréspondingly inerogsed. pa 946 and net working capital wouk



chargeable to current operations, excluding these
developmental expenses, could be claimed as losses
for which tax refunds would be paid. The Treasury
could reasonably insist on any necessary additional
safeguards against artificially high expenditures.

This proposed change in the tax law would not be

a ‘“‘cure-all” for all possible problems. If any large
termination losses were not established in the first
year after war production ceased, the current relief
would not be forthcoming, for the tax liabilities
incurred during the war would not be postponed.
Or if war production tapered off gradually over
several years, no large current taxes would exist
against which losses could be offset. Under these
circumstances, however, the need for relief would
probably be lessened. In spite of these limitations,
the possible benefits of the proposed change in the
timing of refund payments are sufficiently great to
warrant its serious consideration.

In addition, aside from the loss carry-back pro-
vision, there are other technical uncertainties re-
garding the time when postwar tax refunds can be
converted into cash.! The average company’s
accrued refund will amount to an estimated $7,568,-
000 by December 31, 1945, or 279, of total net work-
ing capital. In the projected statements, full con-
“version of these refunds into cash at a §%, discount
during the first postwar year has been assumed. If
cash cannot be realized in this manner or by ob-
taining collateral bank loans, a further important
incentive will exist to curtail all constructive ex-
penditures. This uncertainty could be removed by
prompt issuance of actual refund certificates and by
prompt official declaration of final cessation of hos-
tilities, after which the certificates will become ne-
gotiable. This is a further example of a change in
timing which will aid in eliminating uncertainties
during the conversion period without increasing
the amount of government obligations.

Uncertainties Regarding Future National Air Policy

The termination and tax refund uncertainties pre-
viously referred to are all concerned with the interim
conversion period when the aircraft companies will
be adjusting from wartime to peacetime production.
Entirely apart from these conversion problems, the
basic question facing each company is: conversion
into what? A detailed analysis of the nature and
volume of postwar operations is outside the scope
of this financial report. Nevertheless, a few examples
of national air policy problems affecting postwar
operations will be cited, because (1) these problems
will directly influence company action during the

3Sce page 45. These are the refunds of m% of excess profits tax
Ppayments currcatly accruing on the companies’ books.
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conversion penod and (2)\an opportunity exists to
exert a positive influence on aircraft developmcnta.l
programs and employment by narrowing the zone
of uncertainties regarding:national air policy in
advance of the end of the war, -

The most important uncertainties concern future
Army and Navy procurement policies. The end of
the war will not mean the end of a close government-
industry relationship. Every one of many estimates
of postwar aircraft markets examined predicts that
over half of the market will consist of military air-
craft. The average company will clearly have a
much sounder basis for planning its constructive
expenditures if it has some idea of the magnitude and -
nature of military aircraft procurement plans for the
permanent military establishment. Again, it will be
helpful to visualize the position of the management
of the average airframe company during the first few
months after the end of war production. Large-scale
contract cancellations and cutbacks will have dras-
tically reduced production to a level estimated in the
preceding projected statements at 5%, of the wartime
peak level. Because of the difficulty of an immediate
jump to commercial production, this remaining
business is likely to consist primarily of developmental
contracts and some small-scale productlon of mili-
tary aircraft,

In making plans for the first postwar year, the
managements will obviously wish to know whether
they can count on the then-existing military procure-
ment schedule for one or two months or for several
years. In the planning of a developmental program,
a question immediately arises as to the type of de-
velopmental contract which the services will use in
the postwar period. Will the services place direct
orders for new models or will the companies them-
selves design new prototypes on their own initiative
and pay for part or all of their cost? In what pro-
portion will our air force consist of heavy, medium,
and light bombers, fighters, and trainers during the
permanent military establishment? Will strategic
plans necessitate the use of midwestern rather than
coastal plants, and what plants will be kept in stand-
by condition?

A factory manager can make intelligent plans if he
is told that a given plant area will turn out about
5 planes a month, or 50, or 1. He is then in a position
to determine the manpower, tools, and space needed
and to take action accordingly. Without some ap-
proximate knowledge of these factors, he can only
improvise and “muddle through.” If too many un-
knowns exist, the incentive will be great to discharge
all employees except those essential for the immediate
business on hand and to curtail all activities until
some of the unknowns are resolved.

- Another uncertainty affecting conversion plans is

*



government policy regarding the disposition of gov-
ernment-owned plants and equipment. There will
be a natural reluctance to plan peacetime use of war
plants and equipment unless it is known that some
satisfactory arrangement can be made for their
lease or purchase. During the first few postwar
years, a plan for lease or long-term purchase with
comparatively low annual charges will be almost
essential. Because of limited capital, large outright
purchase of plants or equipment will almost certainly
bave to be limited, at least until loss carry-back
refunds are made. Financing to obtain new capital
is not likely to be practical until some of the doubts
of the conversion period are removed. Again, there
will be every incentive to hold back on any expansion
plans until leasing or long-term purchase arrange-
ments can be definitely known.

Even in the field of commercial aircraft a close
relationship exists between government policies and
industry planning. Commercial markets will be
vitally affected by government policies for disposal
of surplus aircraft and by the Civil Aeronautics
Board’s actions on new transport routes. For ex-
ample, the timing of the Board’s action on interna-
tional routes will obviously have an important effect
on the market for four-engine transport Planes,
Even in the private flying field, surplus disposal
policies, Civil Aeronautics Authority safety regula-
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tions, and airport development programs will have
an important influence on the market.

Obviously, the many unknowns influencing the
future cannot be completely eliminated now or later.
The size of our future air force depends on many
strategic considerations, on our whole foreign policy,
and in the last analysis on the will of the people as
expressed through Congress. Similar difficulties
exist in developing transport policies and plant
disposal policies. Nevertheless, the range of uncer-
tainties can be narrowed by advance planning. In
most of the areas of uncertainty, encouraging progress
is being made by the armed forces and by the other
branches of the government concerned with these
problems.

Because all the industry’s problems are closely
interrelated, it probably will be desirable to establish
over-all policies regarding these problems which
affect the future of aviation and not to attack each
problem on a piecemeal basis. Regardless of the
method of approach ultimately used, every possible .
effort to define national air policy in advance of the
end of the war appears desirable. To the extent that
the zone of unknowns can be limited, the necessity
for improvising and muddling through the conver-
sion period will be correspondingly decreased and the
prospects for more extensive aviation development
and employment will be improved.



APPENDIX A

|
NOTES REGARDING INDUSTRY COMPOSITE DATA OF TEN MAJOR
AIRFRAME MANUFACTURERS

Summary Notes Regarding Balance Sheet, Income Statement, and Other Data

The Balance Sheets and Income Statements of the
average airframe manufacturer for 1942 and 1943
are shown in Tables 1 and 2. A composite statement
was compiled based on the individual statements
of ten major airframe manufacturers. The average
company statement simply represents the composite
financial figures reduced to an average by dividing
the totals by ten. Composite statements are not
shown herein; persons wishing to obtain composite
statements may multiply each item on Tables 1 and
'2 by ten. _

- Changes in 1942 Statements

The 1942 statements are essentially similar to those
presented in a study published last year on the “Fi-
nancial Position of the Aircraft Industry.”! How-
ever, three adjustments have been made in the 1942
data as originally published in order to make them
comparable with the available data for 1943.

Ten Companies instead of Eleven

During 1943, two of the eleven companies included
in the 1942 study were merged. Therefore, reference
is made in thjs study to ten airframe manufacturers,
but the data actually represent the same eleven
manufacturers referred to in last year’s study. In
all cases where figures of the average airframe manu-
facturer are shown, they represent the composite
figures divided by ten, because only ten companies
are now in existence. The financial ratios and re-
lationships for this average company are not affected
by this change.

Substitution of One Company

Since the necessary financial data for one of the
companies included in the 1942 study were not
available for 1943, it was necessary to exclude this
company from the data for both 1942 and 1943. A
company of comparable size, for which both rg42
and 1943 data were available, was substituted. This
change did not significantly alter the amounts of the
composite data; for example, the composite net sales
were decreased by less than one-half of one per cent.

tFinancial Position of the Aircraft Industry (Harvard Business School,
Division of Research, Business Research Studies, No. 28, 1943).

Additional Renegotiation

As stated in the 1942 study, renegotiation settle-
ments were not final for two companies. Since that
time, ‘one of these two companies has completed re-
pegotiation on 1942 operations and the other has
reached a tentative agreement with the government.
In both cases the 1942 financial statements have
been revised to take into account the additional
amount of renegotiation refund. The effect of these
adjustments reduced the composite net profit after
taxes less than one per cent.

Sources of Information

The basic sources of information were identical to
those used in the 1942 study, that is, the audited
statements obtained from the accounting depart-
ments of the ten companies. Nine of these ten com-
panies manufactured airframes and spare parts
therefor. For the tenth company the audited state-
ments of the Airplane Division were used. Again
this year it was necessary to allocate to this Airplane
Division an equitable portion of the entire corpora-
tion’s cash, United States securities, postwar tax
refund, provision for federal taxes, and net worth.

The income statements shown in Table 1 are for

- the fiscal years 1942 and 1943, and the balance sheets
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shown in Table 2 are as of the end of the fiscal years
1942 and 1943. Of the ten companies included in
this study, the fiscal year of six ended on December
31, two on November 30, and two on September 30.

Adjustments

Five types of adjustment were made in the 1942
and 1943 audited statements of nine companies and
of the Airplane Division of the tenth company:

(r) Balance sheet and income statement items
were reclassified and further breakdowns made in
order to obtain uniform classifications of accounts.
None of these adjustments involved any change in
earned surplus.

(2) Where necessary, income and expense items
were adjusted and net profit decreased to allow for
the estimated effect of renegotiation of the companies’
contracts with the United States Government. The



effect of these adjustmc.!nts was to reduce net profit
after taxes of the ten companies combined by slightly
less than 2197 in 1943 and 419, in 1942.

One company had already reached an agreement
with the Price Adjustment Board regarding its
renegotiation refund for the year r1g43 at the time
its annual report was published. In the case of six
companies, either preliminary or final agreements
had been reached at the time these data were ob-
tained. In the case of the three remaining com-
panies, the amounts of the renegotiation refunds were
estimated, based on statistics furnished by the com-
panies and data regarding refunds made by other
companies, Final agreements regarding 1942 re-
negotiation refunds have been made by all of the
companies except one, and that company has made
a tentative agreement with the Price Adjustment
Board.

(3) In the case of several companies, adjustments
were made to obtain uniformity in the accounting
treatment of cost-plus-fixed-fee contracts. A majority
of the companies took fees under cost-plus-fixed-fee
contracts into income on the basis of expenditures
made (i.e., amounts billable to the government).
Some companies, however, accrued fees on some
other basis, such as actual deliveries of aircraft. In
these latter cases in 1942, adjustments were made to
accrue fees on the basis of expenditures, After this
adjustment, net sales of all companies included ex-
penditures and accrued fees, and operating expenses
included all expenditures to date under cost-plus-
fixed-fee contracts.

Similar adjustments were made in the 1943 state-
ments; however, only those expenditures made in the
fiscal year 1943 and the accrued fees thereon were
included in the 1943 income statement.

(4) In 1942 adjustments were made to consolidate
into the balance sheet of one company a wholly
owned subsidiary formed to construct a plant under
an Emergency Plant Facilities contract. This sub-
sidiary had not been consolidated in the published
balance sheet. However, the assets of this subsidiary
were purchased by the government shortly after the
close of the 1943 fiscal year. In order to present a

more accurate, up-to-date breakdown between com-

pany- and government-owned plant facilities, ad-
justments have been made in the 1943 balance sheet,
giving effect to the dissolution of this subsidiary and
the purchase of its assets by the government.

(5) In 1942 only, adjustments were made to
eliminate intercompany accounts and items of two
companies. One of these companies had a sub-
stantial investment in the other at the close of the
1942 fiscal year. Because these two companies were
merged in 1943, similar adjustments were not neces-

sary in 1943. '
Other Data

Certain additional composite statistics are pre-
sented along with the statements. These data are:

Wage and salary expenditures in the first quarters
of 1943 and 1944.

Expenditures for materials in the first quarters
of 1943 and of 1944.

Government-owned cost-plus-fixed-fee inventories
at the end of the fiscal years, 1942 and 1943.

Government-owned plant, property, and equip-
ment at the end of the fiscal years, 1942 and 1943.

In certain companies, precise accounting measures
of these data were not available, and company esti-
mates based on statistical data were used.

Notes Regarding Specific Balance Sheet and Income Statement Accounts and Other Data

The following notes briefly describe the nature of
each account and of each statistical item included in
the foregoing statements.}

Asset Accounts

Cash, Unrestricted. Cash the use of which is not re-
stricted by contract with the United States Govern-
ment or banks.

Cash, Restricted. Cash the use of which is restricted
by contract with the United States Government or
banks.

1A more detailed deseription of the types of reclassifications and
adjustments made in both 1942 and 1943 data is given in Financial
Position of the Aircraft Industry (Harvard Business School, Division of
Research, Business Research Studies, No. 28, 1943), pp. 35-41. With

the exceptions noted above, the types of reclassifications and adjust-
ments are the same for both 1942 and 1943.
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United States Government and Other Marketable Securi-
ties. United States Treasury securities and market-
able short-term notes.

Accounts Receivable: United States Government Fixed-
Price Contracts, Receivables from the United States
Government under the terms of fixed-price contracts.

Accounts Receivable: United States Government Cost-
Plus-Fixed-Fee Contracts. Unreimbursed expenditures
and accrued fees under cost-plus-fixed-fee contracts,
and advances made to subcontractors under such
contracts, _

Miscellaneous United States Government and Other
Accounts Receivable. All accounts receivable other
than those due from the United States Government
under fixed-price and cost-plus-fixed-fee contracts.

Advances to Vendors. Advances to or deposits with



vendors against unfilled orders for materials and
parts.

Inventories. Total company-owned inventories,
including shop supplies, perishable tools, and com-
pany-owned material in the hands of vendors.

Plant, Property, and Equipment: Regular Facilities
(other than emergency facilities). All company-owned
fixed assets except emergency facilities covered by
certificates of necessity (to be amortized over 6o
months) and emergency plant facilities (the cost of
which is to be reimbursed by the United States
Government over 60 months}.

Plant, Property, and Equipment: Emergency Facilities
(constructed under certificates of necessity). Emergency
facilities covered by certificates of necessity and
hence amortizable over a period of 60 months,

Reserve for Depreciation and Amortization. All de-
preciation and amortization reserves against the
above two Plant, Property, and Equipment accounts.

Expenditures under Emergency Plant Facilities Con-
tracts, Net of Amortization. Expenditures under
Emergency Plant Facilities contracts, net of amounts
reimbursed by the United States Government.

Postwar Tax Refund. Estimated postwar refund of
federal excess profits tax.

Deferred Charges and Miscellaneous Assels. *Items car-
ried in the audited statements of the companies as
deferred charges, and other assets which could not be
classified as current assets or fixed assets.

Government-Owned Assets

Government-Owned Inventories (under cost-plus-fixed-
Jee contracts). Government-owned inventories related
to cost-plus-fixed-fee contracts as of the end of the
1942 and 1943 fiscal years of the companies.

Government-Owned Plant, Property, and Equipment.
The investment of the United States Government and
its agencies in fixed assets used by the companies, as
of the end of the 1942 and 1943 fiscal years of the
companies.

Liability Accounts

Accounts Payable and Miscellaneous Current Liabilities.
Items carried in the audited statements of the com-
panies as accounts payable and all miscellaneous
current liabilities which could not properly be
classified in the various other current liability ac-
counts shown.

Wages and Salaries Payable. Wages and salaries
payable as shown in the audited statements of the
companies.

Notes Payable to Banks. Notes payable to banks
shown as current liabilities in the audited statements.
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Provision for Taxes other tizim Federal Income Taxe.f
Provision for all taxes other than federal income and
excess profits taxes. [

Advances other than United ‘States Government, Ad-
vances other than those received from the United
States Government.

Provision for Federal Income and Excess Profits Taxes,
Estimated provisions for federal income and excess
profits taxes before deduction of postwar refunds.

Refunds Due United States Government. Refunds due
the United States Government for contract price
adjustments and for renegotiation of government con-
tracts.

United States Government Advances and P}agms Pay-
menls. Advances and progress payments received
from the United States Government in' connection
with fixed-price and cost-plus-fixed-fee contracts.

Bank Loans under Emergency Plant Facilities Contracts.
Loans payable to banks in connection with Emer-
gency Plant Facilities contracts, under which the
government reimburses the cost of such facilities over
a 6o-month period.

Other Noncurrent Liabilities. Includes only deferred
income.

Reserves for Specific Liabilities.
insurance and service guarantees.

Reserves for Postwar and General Contingencies. Re-
serves which are not for specific liabilities but for
postwar or general contingencies.

Capital Stock and Capital Surplus. Capital stock (in-
cluding preferred and common stock) and capital
surplus (including paid-in surplus) as shown in the
audited statements of the companies.

Earned Surplus. Earned surplus as shown in the
audited statements of the companies, adjusted to
allow for the adjustments made in net profits result-
ing from changes related to cost-plus-fixed-fee con-
tracts and renegotiation.

Reserves for self

Income Statement Aceounts

Net Sales: Fixed-Price Contracts. Net sales under
fixed-price contracts, less provisions for refunds to
the United States Government (including refunds
for contract price adjustments and refunds to pro-
vide for renegotiation settlements).

Net Sales: Cost-Plus-Fixed-Fee Contracts. Expendi-
tures and accrued fees under cost-plus-fixed-fee
contracts.

Operating Expenses: Fixed-Price Contracls. All costs
and expenses applicable to products sold under
fixed-price contracts.

Operating Expenses: Cost-Plus-Fixed-Fee Contracts.
Expenditures applicable to cost-plus-fixed-fee con-
tracts.



Other Income (Net). Miscellaneous income, which
it was not considered pfoper to include in Net Sales,
less miscellaneous deducations, which it was not
considered proper to irtlude in Operating Expenses.

Provision for Federal Income and Excess Profits Taxes
(Net of Postwar Tax Refund). Estimated provision for
federal income and excess profits taxes after deduct-

"ing the postwar refund of excess profits taxes.

Net Profit. Net profit after taxes but before de-
ducting Provision for Postwar and General Con-
tingencies.

Disposition of Eamnings: Dividends Paid. Preferred
and common stock dividends paid by the companies.

Disposition of Earnings: Provision for Postwar and

General Contingencies. Provision for postwar contin-
gencies and other general contingencies. :

Disposition of Earnings: Balance to Surplus. Net
Profit less Dividends and Provision for Postwar and
General Contingencies,

Average Monthly Expenses, First Quarters of
1943 and 1944 '

Wages and Salary Expense. Average monthly ex-
penses for all wages and salaries during the first
quarters of 1943 and 1944.

Material Expense. Average monthly expenses for all
materials, purchased parts, and subcontract items
during the first quarters of 1943 and 1944.

APPENDIX B

DERIVATION OF THE PROJECTED BALANCE SHEETS OF THE AVERAGE
AIRFRAME MANUFACTURER

Balance sheets showing the estimated effects of
conversion from war to peacetime operations upon
the average airframe manufacturer’s financial status
are projected in Tables A, B, and C. These tables
show the three following projected, or pro forma,
balance sheet statements as of December 31, 1946,
one year after the date on which it is assumed most
war contracts will be canceled:

(1) Reasonably Optimistic Balance Sheet, Table A.
The purpose of this statement is to indicate the com-
pany’s financial status if reasonably optimistic as-
sumptions are made regarding termination losses and
unreimbursed expenditures incurred in 1946.

(2) Out-of-Cash Balance Sheet, Table B. 'The purpose
of this statement is to indicate the maximum unre-
imbursed expenditures the company can absorb in
the year following major terminations without
eliminating all cash, It is based on the assumption
that termination losses will remain at the reasonably
optimistic level indicated in Table A.

(3) Out-of-Cash Balance Sheet, Table C. The purpose
of this statement is to indicate the maximum termina-
tion losses the company can absorb without elimi-
nating all cash. It is based on the assumption that
unreimbursed expenditures in 1946 will remain at
the reasonably optimistic level indicated in Table A.

In the derivation of the reasonably optimistic
balance sheet, the actual balance sheet of the average
airframe manufacturer on December 31, 1943, is
used as a starting point and is indicated as Balance
Sheet No. 1 on Table A. Adjustments are first made
to this statement to reflect the effect of two years of
continued large-scale wartime operations; Balance
Sheet No. 2, as of December 31, 1945, gives effect to
these adjustments. Then adjustments are made to
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this No. 2 statement to reflect the liquidation of
assets and liabilities during 1946; Balance Sheet
No. g reflects these changes. The remaining adjust-
ments are then made to reflect the effect of termina-
tion losses and unreimbursed expenditures in 1946
(as optimistically estimated). The reasonably opti-
mistic statement as of December 31, 1946, is then
shown as Balance Sheet No. 4 in the last column of
Table A.

In the derivation of the out-of-cash balance sheets
(Tables B and C), the same assumptions are made
regarding all factors except that the higher levels of
termination losses or unreimbursed expenditures are
assumed. Therefore, all of those adjustments re-
flected in Balance Sheet No. 3 on Table A are the
same for both the optimistic and the out-of-cash
statements. Hence, Balance Sheet No. 3 is used as
the starting point in Tables B and C. On both of
these tables, adjustments are made to indicate the
effect of termination losses and unreimbursed ex-
penditures sufficiently high to eliminate all cash.
In Table B, expenditures are increased while
termination losses remain at the optimistically esti-
mated low level. In Table C, termination losses are
increased and expenditures are kept at the optimistic
level. In this manner, the two out-of-cash balance
sheets for December 31, 1946, are derived.

The specific adjustments made in deriving the
various balance sheets, the basic assumptions upon
which each adjustment is based, and comments
thereon, when necessary, are stated below. For the
person who wishes to follow in detail each adjustment
in Tables A, B, and C, the debits and credits to

individual accounts are shown for each specific
adjustment.
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Table A. Derivation of Reasonably Optimistic Projected Balance Sheet of the Average Airframe Manufacturer: December 31,1946

(In thousands)
e ——— = —_——— . —
SIP;]: f.ﬁ: 1 M’m\{,“a? gp:ot:g::.dnued IShIEmalaNl : 2 Adjustments for Year Following Major Terminations (Year 1940) Sh]::{aﬁ? 4
: for Liquidati Balance Adjustments for Unreim- )
Itema Actual Partial Projected | of Asseia a5d Lisbitics " | Sheet No. 3 Termincion Locer™ | profecsed
Bt | TG | Midaten | pganee Sheee:
Deoe;a;l:gr ar, Profits uabil'intie:n Deeemb;: 3L | Tax Adjust- | Other Adjust- ng;:mi”:‘fy ULoegesband Tax Dece:gbz;- 31,
194 ta ts Bal. Sheet, nreimburscd 4
men! men o 31,::46 Expenditures Claims
ASSETS
CURRENT AssETS: .
Cash and Marketable Securities. . ... ...... $ 59.548 { s;’:;gg‘; 838052d | 8 31,051 | 87,1908 { $i1 3;‘;; $27,386 {s’l" v $17,804
Accounts Receivable, including Advances . ? 4
to Vendors. ....ooeeennnran.s Ceaeens 107,750 32,325d 75+425 67,344h 8,081 8,081

Inventories. ... .vuueu...., reraeeee 454357 13,607d 31,750 27,214h 4,536 4,536

Contract Termination Claims...ocoueuss. 27,214k 27,214 znergk | | L.l

Total Curtent Assets....... seanns srerias $212,655 $138,226 $67,217 $30,421

2492e
FepERAL Tax ReFunp Cranss, ........... .. {l»l ;’Gf 1,388 foi $8,2578 9,645
NEer PLANT, PROPERTY, AND EQUIPMENT. . . ... 8,077 2,400b 5677 ,595f 3142 { 303,'],, 3,299
EXPENDITURES UNDER EMERGENCY PLANT

FaciiTies CONTRAGTS, NET OF AMORTIZA-

TION, .. s Censresssteesssesnsanrne 810 $096 401 401g e see
Postwar TAX REFUND......ccvvcvuvnnna. 3,473 4,095a 7,568 7,560 eenne ‘ aneen
DererrREp CHARGES AND MISGELLANEOUS .

PV v 1,821 1,821 1,821 1,965m 455
CarrraLizep DeveropsentExeevorrores | ... 1 | ... Craes 2,800] 2,800
TOTAL. ASETS s eneerernrnrnseesssnnnnnns $226,836 $153,603 “$73,568 $46,620

LIABILITIES
CurrenT Liasmimies:

Accounts Payable and Miscellaneous Cur-

" rent Liabilities......... cesnnenans vens| $ 48,920 14,6194 | $ 34,110 831,674h | § 2,436 $ 2,436

Provision for Federal Income and Ex

Profits Taxes....vevenavvsnciensrasnns 36,490 21,140d 15,350 709 f 14,641h

Refunds Due U, 8. Government......., . 22,048 22,0484 ceren “ses

Advances, Progress Payments, and Bank .

Loans 87,257 26,177d 61,080 32,224k 28,856 | 24,493k 4,363

Total Current Liabilities....... cevasanes| $104,524 $110,540 $31,292 $ 6,799 —
BANE Loans UNDER EMERGENCY PLanT Fa- i

CILITIES CONTRAGTS, v0svessunnenss 470 409¢ 61 6rg
OtrER NoNCURRENT LiABILITIES........ .e g1 811 311 233m 78
NET WORTH. vvuvirinenrnnnnn crerres eeeed LB 11,2500 42,781 {;‘:g} 41,565 ngg‘;, 8,257n 39,743
TOTAL LIABILITIES, . viveviinceneenn vevess| $226,836 . $153,693 $73,568 1,536m $46,620
Ner Working CaPrTAL (current assets less

current labilities}..........0unn... sore| $ 18,131 $ 27,686 $ 35,925 . $23,622

— _-__——_-_——_-__—_—__

Notg: The assumptions underlying each of the above adjustments are explained {n the accompenying notes. For convenience,

Jettors. Amounts in italics are credit entries, ind

a decrease in asscts or an increase in liabilities, Amounts not in ftalles are debi

each get of adjustmenta is lettered and the notes segregated according to these

t entries, indicating

an increase in assets or a decrease in Liabilities,



De l'vation of Reasonably Optimistic Balance Sheet, Table A

Adjustments to Balance Sheet No. 1 Giving
Effect to an EstimatedTwo Years of Continued
War Operations
~ Adjustment a: adjustment for profits retained in the

company during 1944 and 1g45.

SrECIFIC ADJUSTMENTS: Debit Credit
Increase in Cash and Marketable ’
* Sccurities : $7,155,000
Increase in Postwar Tax Refund 4,005,000
Increase in Net Worth 811,250,000

Basic ASSUMPTION: .

Retained profits (net profits less dividends) in 1944 will be the same
as in 1943, while cutbacks and partial cancellations will reduce 1945
retained profits to 509 of the 1944 level.

CoMMENT:

In the construction of estimated profit and loss statements for 1944
and 1945, the assumption has been made that the present federal
income tax law will remain in effect throughout 1944 and 1945. No
attempt has been made to take into account any changes in the
nature of the company’s business, such as a further shift to cost-plus-
fixed-fee business or to commercial business,

Adjustment b: adjustment to include the unexpend-
ed portion of depreciation and amortization charges
for 1944 and 1945 as a source of funds.

SreCIFIC ADJUSTMENTS: Debiz Credit
Increase in Cash and Marketable Secur-
ities-
Decrease in Net Plant, Property, and
Equipment: ’
Increase in Reserve for
Depreciation and
Amortization

Less; Increase in Plant,
Property, and Equipment

$2,400,000

$4,000,000

1,600,000
_— $2,400,000
Basic AsSUMPTION:

An amount equivalent to 409 of the total depreciation and amor-
tization expense for 1944 and 1945 will be expended to increase
plant, property, and equipment. Cash will increase to reflect the
unexpended depreciation and amortization charges, the increase
being 609, of the charges during 1944 and 1945.

COMMENT:

The estimates of depreciation and amortization charges are based
on individual company reports and on Form 10K reports on file with
the Securities and Exchange Commission,

Adjustment ¢: adjustment for the reimbursements
received during 1944 and 1945 from the United
States Government for reimbursable costs incurred
in the acquisition or construction of fixed assets under

Emergency Plant Facilities contracts.

SPECIFIC ADJUSTMENTS: Debit

Decrease in Bank Loans under Emergency
Plant Facilities Contracts

Decrease in Net Unreimbursed Expendi-
tures under Emergency Plant Facilities
Contracts

Basic AssUMPTION:

Expenditures under Emergency Plant Facilities contracts will be
reimbursed by the United States Government at a rate of 209, per
year. Payments received will be used to reduce the bank loan made
under these contracts,

Credit

$409,000

$400,000

Adjustment d: adjustment for a reduction in current
assets and current liabilities to reflect 309, cutbacks
and partial cancellations during 1945.

SpecrFic ApJusTMENTS: Debit Credit

Decrease in Accounts Payable and Mis-
cellancous Current Liabilities

Decrease in Provision for Federal In-
come and Excess Profits Taxes

Decrease in Refunds Due United States
Government

Decrease in Advances, Progress Pay-
ments, and Bank Loans

Decrease in Cash and Marketable
Securities

Decrease in Accounts Receivable

Decrease in Inventories

Basic AssUmMPTION:

Large-scale wartime production will continue until December 31,
1945, but cutbacks will reduce 1945 sales 50%, below the 1944 level.
The cutback will decrease accounts receivable, inventories, ac-
counts -payable and miscellancous current liabilities, and advances,
progress payments, and bank loans to a level 30%, below the Decem-
ber 31, 1943, level. The federal income and excess profits tax lia-
bility will decrease to reflect the lower profits during 1945. Refunds
due the United States Government at the end of 1949 will be paid
and no further liability for refunds will be incurred. Final termina-
tion settlements on contracts canceled during 1044 and 1945 will be
made before December 31, 1945.

814,619,000
21,140,000 :
22,048,000
26,1 77,000
$38,052,000

32,325,000
13,607,000

Adjustments to Balance Sheet Statement No. 2
Giving Effect to Liquidation of Assets and
Liabilities during 1946

Adjustment ¢: adjustment for the conversion of the
postwar tax refund into cash.

Seecric Ap : Debit Credit
Increase in Cash and Marketable
Securitics $7,190,000
Increase in Federal Tax Refund Claim 272,006
Decrease in Net Worth 106,000
Decrease in Postwar Tax Refund $7,568,000

“

Basic AssuMPTION:

Before December 31, 1946, the postwar tax refund will be con-
verted into cash at a 59, discount.

CoMMENT:

The postwar tax refund certificates become negotiable after the
declared cessation of hostilities, Because they pay no interest and
will mature at varying periods several years hence, they will have to
be sold at a discount. Approximately the same effect on cash would
result if the company borrowed 95% on the face value of its refund
certificates.

It has been assumed that the loss resulting from the 59 discount
be considered as a loss incurred in 1946 and that the company will
file a claim for a refund of prior years’ taxes under the loss carry-back
provision of the federal tax law. Therefore, a federal tax claim has
peen sct up. This tax claim is classed as a noncurrent asset. Even
if the loss carry-back provision of the present tax law remains in
effect, it will probably take considerably longer than one year after
December 31, 1946, to submit a claim, to have it processed by the
Bureau of Internal Revenue, and to receive payment of the claim.,

. Adjustment f: adjustment for accelerated amortiza-
tlon. of emergency plant facilities constructed under
certificates of necessity.



Seecrric Ap, NTS: - - Debit Crediy
Increase in Federal Tax Refund Claim 81,116,000
Decrease in Provision for Federal Income

-and Excess Profits Taxes 709,000
Decrease in Net Worth 710,000

Decrease in Net Plant, Property, and '
Equipment 82,535,000
Basic AssUMPTION:

The amortization of emergency plant facilities constructed under
certificates of necessity will be recomputed during 1946 and claims
for refunds of prior years’ taxes will be filed (except for the year
1945). It is assumed that the company will revise its 1945 federal
income tax return before making full tax payments in 1946 to allow
for accelerated amortization, Hence, the current tax liabilities paid
in 1946 will be lowered accordingly.

CommeNT:

The accelerated amortization carried back against 1945 and prior
years js estimated on the basis of individual company reports and
Form 10K reports on file with the Securitics and Exchange Com-
mission,

Adjustment g: Adjustment for the payment of the
net unreimbursed expenditures incurred in the ac-
quistion or construction of fixed assets under Emer-

| gency Plant Facilities contracts.

SeeciFic Ap, :

Increase in Cash and Marketable Securities

Decrease in Bank Loans under Emergency
Plant Facilities Contracts

Decrease in Net Unreimbursed Expenditures
under Emergency Plant Facilities Con-
tracts

Basic AssUMPTION: )
" Expenditures under Emergency Plant Facilities contracts still

unreimbursed by the United States Government on December 31,
1945, will be reimbursed in 1946, and any remaining bank loans
made under these contracts will be liquidated. Title to these facili-
ties will pass to the United States Government at that time.

Debit Credit

$340,000

61,000

$401,000

Adjustment h: adjustment to reduce current assets
and liabilities to the level necessary for immediate
postwar operations.

SpecIFIc ADJUSTMENTS: Debit Credst
Increase in Contract Termination Claims $27,214,000
Decrease in Accounts Payable and Mis-

cellaneous Current Liabilities 31,674,000
Decrease in Provision for Federal Income

and Excess Profits Taxes 14,641,000
Decrease in Advances, Progress Payments,

and Bank Loans 92,224,000
Decrease in Cash and Marketable Securities $11,195,000
Decrease in Accounts Receivable 67,344,000
Decrease in Inventories 27,214,000

Basic AssuMPTION:

By December 31, 1946, all federal tax Liabilities will be paid.
Cutbacks and cancellations of contracts will reduce other current
assets and current liabilities to levels considered normal for a volume
of sales equal to 59, of the 1944 level. The following normal levels
are expressed as percentages of the December 31, 1943, levelit ac-
counts receivable, 7349%,; inventories, 10%,; accounts payable and
miscellancous current liabilities, 5%; and advances, progress pay-
ments, and bank loans, 5%,. It is further assumed that contract
termination claims equal to the reduction in inventories will be set
up, and that additional advances or bank loans will be obtained
amounting to go% of these contract termination claims,

1The December 81, 1043, level is assumed to be the same as the
December 81, 1944, level. Since no end-of-the-year balance sheet is
given for 1944, the percentages are expressed as of the 1943 level.

\
CoMMENT: ¢

The levels assumed for accounts receivable, inventories, accounts
payable and miscellancous current liabilities, and advances and
progress payments are considered normal for a dollar volume of
sales equal to 59 of the 1944 volume. These estimates are based on
a study of prewar levels of current asskts and liabilities of airframe
manufacturers and on discussions of the variables involved with
industry and government executives.

Itis assumed that the company will submit termination claims in an
amount equal to the reduction in company-owned inventories.
Actually, claims may not be submitted for all such inventories, This
possible decrease may be offset or more than offsct by other claims
submitted, including claims for profits allowed on work-in-process
not yet delivered under fixed-price contracts.

Adjustments to Balance Sheet Statement No. 3
Giving Effect to Reasonably Optimistic Estimates
of Termination Losses and Unreimbursed
Expenditures during 1946

Adjustment j: adjustment for reasonably optimistic
estimate of unreimbursed expenditures during 1946.

SPECIFIC ADJUSTMENTS: Debit Credit
Decrease in Net Worth {excluding
federal income tax adjustments) $7,840,000
Increase in Capitalized Development
Expenditures 2,800,000
Increase in Net Plant,. Property, and
Equipment 560,000
Decrease in Cash and Marketable
Securities 811,200,000

Basic AssUMPTION: - S

Unreimbursed expenditures during the year after major termi-
nations, 1946, will total 29%, of the war peak level of annual expenses.
It is arbitrarily assumed that 70%, of the total unreimbursed expendi-
tures will be charged to current opcrations, 25%, to capitalized de-
velopment expenditures, and 59 to fixed assets,

CoMMENT!:

Unreimbursed expenditures include all expenditures for which the
company is not reimbursed during the year following major termi-
nations either by the government or by commercial customers.
These unreimbursed expenditures could in part be represented by
increased inventories. This assumption has pnot been made, how-
ever, since current assets were adjusted earlier on another basis (see
Adjustment R).

Federal income tax adjustments arising because of the losses in-
curred are not included here, but are shown separately (see Adjust-
meni ﬂ). . e 7 .

. The company will of course be reimbursed for some expenditures
made in 1946. It will reccive payments under the terms of any active
contracts, and it will receive reimbursement from the government
for some post-termination expenses. To simplify the presentation,
adjustments arc not made to reflect the flow of funds due to these
reimbursed expenditures. The crucial factor affecting the company’s
working capital position is the level of unreimbursed expenditures
in 1946, and hence adjustments are made to reflect only these unre-
imbursed cash outlays.

Adjustment k: adjustment for reasonably optimistic
estimate of termination settlement losses.

SPECIFIC ADJUSTMENTS: Debit Credit
Increasc in Cash and Marketable Se-
curities $ 1,618,000
Decrease in Advances, Progress Pay-
ments, and Bank Loans 24,493,000
Decrease in Net Worth {excluding federal
income tax adjustments) 1,103,000
Decrease in Contract Termination Claims 827,214,000



Basic AsSUMPTION:

The net loss on contract tion settlements will be limited to
19, of total inventories on 31, 1945, including company-
owned inventories and goverhment-owned inventories connected
with cost-plus-fixed-fee contracts, This loss excludes any loss arising
from disallowance of post-termination expenses, which are taken into
account in determining the level of unreimbursed expenditures
(Adjustment j).

CoMuMENT:

It is estimated that total inventories on December 31, 1945, will be
30% lower than the actual inventories on December g1, 1943, be-
cause of the cutbacks and partial cancellations occurring in 1945.

Termination losses, as defined herein, represent the reduction in
net working capital which will occur in making termination settle-
ments. Hence, they are net losses rather than total disallowances of
the company’s termination claims; that is, they represent gross dis-
allowances of claims less profits allowed on the terminated contracts
less reserves for such losses already on the company’s books,

For tax purposes, the company may be able to consider some

jnventory losses connected with termination settlements as losses
occurring in 1945, even though the amount of the loss is determined
in 1946. If much losses are established before 1945 federal tax lia-
bilities are paid, the company may be able to file an amended 1545
tax return and pay lower taxes. Because of the uncertainties in-
volved, no allowance is made in the above adjustments for such a
reduction in current tax liabilities.

Adjustment m: adjustment for partial liquidation of

miscellaneous assets and liabilities and for deprecia-
tion during 1946.

SpeCIFIC ADJUSTMENTS:

Decrease in Net Worth (excluding federal
income tax adjustment)

Decrease in Other Noncurrent Liabilities

Decrease in Deferred Charges and Mis-
cellancous Assets

Decrease in Net Plant,” Property and
Equipment

Debit Credit

$1,536,000
233,000

$1,366,000

403,000

Table B. Derivation of Qut-of-Cash Projected Balance Sheet of the Average Airframe Manufacturer,
December 31, 1946, with Reasonably Optimistic Estimate of Termination Losses

{In thousands)
Balance Adjustments for Unreim- Balance
Sheet bursed Expenditures and Sheet
No. 3* Termination Losses No. S
Items Projected Projected
Berer | Losses Tax | B
December 31, Claima December ar.
1946 194
ASSETS
Cash and Marketable Securities. . ............ et i a—aas e ———— $27,386 {3”9"”4*
Accounts Receivable, including Advances to Vendors..... Ceresdersnenrrenaa ceeecans ,081 1,618¢ $ 8,081
Inventorics..vessesrensss aeeeenn P rasmsesusssnsarnnsaney seservaes Greeenaaas 4,536 4,536
Contract Termination Claims. ,............... sesesneseiasaaas frrerasteiaiiaas .ee| 27,214 2r,214q sesaes
Total Current Assets..... Sr et essiaransesasseseataassassnnnnana rttaseeeceseaasy $67,219 ) $12,619
FeperalL Tax Rerunp CLais. .... Cherinaesraus Ceesesrranscssnanan veresrinrneaans 1,388
Ner PLaNT, PROPERTY, AND EQUIPMENT. ... cvonieiniiiriaiiniinerntsesssnncasannss 3:?42 { 1,450p Bi8grss 2::?3;
. 4037
PostTwAr TAxX szmMm ..... m ................... . reeran
PEFERRED CHARGES AND CELLANEQUS ) v: PR 1,821 1,3661
455
CAPITALIZED DEVELOPMENT EXPENDITURES. ..cvuvssicinecans ’ 7',15”, 2,251
TOTAL ASSETS....rcoceveennvess cesnrerrererrus earressacaseanns trbtereessarrana | $73,568 344,813
LIABILITIES
o meul;?u: d Miscell Curren bili
Accounts Payable an iscellancous t Liahilities......... treieveneaa
Provision for Federal Income and Excess Profits Taxes..............oooorns. rveea | A $ 2436
Refunds Due U. S, Government, . vv.evvrverennscrosarssiisnecanaens Geveeasrasaen caeras e,
Advances, Progress Payments, and Bank Loans.............. ‘v trerrraseiees ore 28,856 24,493¢ 4:,:;,(.5;;
Total Current Liabilites $31,202 $ 6,709
OtER NONGURRENT LIABILITIES.....onvtenvnnsns Creasrraraues Sreidenineserearanna ©gn 2337 78
W 20,303
INET WORTH . s srevosaonaosanrrracstnnrersrasttsesssuarnneasennarsnnsss resramaneas 41,965 1,103¢ 18,9135 37,936
1,536r
TorAL LIABILITIES. ceueceronasns G eereesessssastrreranrreneronan beetertrresienanns $73,568 $44,813
NeT WORKING CAPITAL....covvoocens Sreisees crereans Censesvans Gisseieees vrasees| 335,025 $ 5818

—_———— e

#Balance Sheet 3 in Table A,
NBor:.: %he assumptions underlying each of the above ad
tered and the notes segregated according to these letters.

ing an ibcreasc in assctaor d decrease in liabili

justments are explained in the accompanylng notes. For convenlence, each set of adjustments {s let-
‘Amounts shown in itailcs are credit entrlu&ci:dlcatinz a decrease in assets or an Increase In Habilitles, Adjustments not

shown In Itallcs are debit entries, indicat-



Basic AssumpTiON:

Noncash adjustments during 1946 will decrease deferred charges
and miscellaneous current asscts, by 75%, and will decrease miscel-
laneous noncurrent liabilities by 75%,. The reserve for depreciation
of fixed assets will increase because of the normal depreciation
charges during the year. Net worth will decrease to the extent of the
difference hetween these adjustments.

CoMMENT:

As the scale of operations decreases, deferred charges will be
written off against current operations, and some miscellaneous other
assets will be liquidated. Also, the special reserves included in
miscellancous noncurrent liabilities will be decreased as losses are
written: off against them. In addition, the noncash expense of de-
preciation will be incurred by the company. Since the unreimbursed
expenditures included in Adjustment § exclude losses arising from
expenses not involving cash, these separate adjustments are necessary.

Adjustment n: adjustment for. federal tax refund
claims accrued in 1946.

Seeciric ADJusTMENTS: i Debit Credia
Increase in Federal Tax Refund Clain; 38,257,000 .
Increase in Net Worth 88,257,00¢
Basic AssuMPTION: . o

The average company will make claims for federal tax refunds
under the loss carry-back and the unused excess profits credit carry-
back provisions of the law, thus increasing total federal tax refund
claims. Because net worth was previously decreased by the amount
of gross losses before any provision for changes in federal tax claims,
these federal tax adjustments will increase the balance of net worth,

ComMENT: _

The total 1946 losses to be carried back are determined by Adjust-
ments j, &, and m. In addition to the carry<back of these 1946 losses,
the company can also claim a refund of prior years’ taxes due to the
unused excess profits credit carry-back provision of the law. The
resulting federal tax claims are treated as noncurrent assets, as dis-
cussed under Adjustment ¢, Data regarding tax . computations of
individual airframe companies were used in estimating the amount
of the tax claims. '

Derivation of Out-of-Cash Balance Sheet, Table B

The adjustments made in deriving this out-of-
cash balance sheet are identical to those made in
deriving the reasonably optimistic balance sheet in
Table A, with two exceptions. First, the magnitude
of unreimbursed expenditures in 1946 is increased to
indicate the maximum unreimbursed expenditures
the company can absorb without eliminating all
cash. It is assumed that termination losses will re-
main at the reasonably optimistic level. Second,
because of the larger expenditures, the magnitude
of the federal tax refund claims is increased.

Balance Sheet No. g, shown in Table A, is used as
the starting point. Adjustments are made to this
statement similar in nature to those shown in Table
A but differing in magnitude to reflect the above two
changes.

Adjusiment p: adjustment for “out-of-cash” estimate
of unreimbursed expenditures in 1946.

SeECIFIC ADJUSTMENTS: Dabit Credit
Decrease in Net Worth (excluding fed-

eral income tax adjustment) $20,303,000
Increase in Capitalized Development

Expenditures 7,251,000

T Debit Credit
Inerease in Net Plant, Property, and
Equipment $1,450,000
Decrease in Cash and Marketable Securities $29,004,000

Basic AssumpTION:

The magnitude of unreimbursed expenditures will be sufficiently
high to reduce the company’s cash to zero, The magnitude of termi-
nation losses will remain unchanged at the reasonably optimistic level,

Adjustment g: same as Adjusiment k.

Adjustment r: same as Adjustment m.

Adjustment s: adjustment for the federal tax refund
claims accrued in 1946.

SPECIFIC ADJUSTMENTS: Debit Credit
Increasc in Federal Tax Refund Claim ~ $18,913,000
Increase in Net Werth 818,913,000

Basic AsSUMPTION:

The average company will make claims for federal tax refunds
under the loss carry-back and the unused excess profits credit carry-
back provisions of the law, thus increasing total federal tax refund
claims. Because net worth was previously decreased by the amount
of gross losses before any provision for changes in federal tax claims,
these federal tax adjustments will increase the balance of net worth.

CouMenT:
The losses to be carried back are determined by Adjusiments p, g,
and r.

Derivation of OQut-of-Cash Balance Sheét, Table C

The adjustments made in Table C differ in only
two respects from those made in deriving the reason-
ably optimistic statement (Table A). First, the mag-
nitude of termination losses in 1946 is increased to
indicate the maximum termination losses the com-
pany can absorb without eliminating all cash. It
is assumed that unreimbursed expenditures will re-
main at the reasonably optimistic level (as shown

43

in Table A). Second, the magnitude of the federal
tax refund claims is increased, because of the larger
losses.

As in Table B, Balance Sheet No. 3 is used as the
starting point. Adjustments are made to this state-
ment similar in nature to those shown in Table A but
differing in magnitude to reflect the above two
changes.



|
Adjustment t: same as Af;(justﬂwnt 7
A% Adjustment u: adjustment for “out-of-cash” esti-
;anate of termination losses.

3

Credit

€
- SPECIFIC ADJUSTMENTS: Debit
Decrease in Advances, Progress Payments,
and Bank Loans
Decrease in Net Worth (excluding federal
income tax adjustments)
Decrease in Cash and Marketable
Securities
Decrease in Contract Termination Claims

$24,493,000
18,907,000

$16,186,000
27,214,000

Basic AssumpTION:

The magnitude of termination losses will be sufficiently high to
reduce the company’s cash to zero. The magnitude of unreimbursed
expenditures will remain unchanged at the reasonably optimistic
level. '

Adjustment v: same as Adjustment m.
Adjustment w: adjustment for the federal tax refund
claim accrued in 1946. ‘

SPECIFIC ADJUSTMENTS: Debit Credit
Increase in Federal Tax Refund Claim $22,678,000
Increase in Net Worth $22,678,000

Basic AssuMPTION:

The average company will make claims for federal tax refunds
under the loss carry-back and the unused excess profits credit carry-
back provisions of the law, thus increasing total federal tax refund
claims. Because net worth was previously decreased by the amount
of gross losses before any provision for changes in federal tax claims,
these federal tax adjustments will increase the balance of net worth.

CoMmENT:
The losses to be carried back are determined by Adjustments ¢, u,
and o.

Table C. Derivation of OQut-of-Cash Projected Balance Sheet of the Average Airframe Manufacturer,
December 31, 1946, with Reasonably Optimistic Estimate of Unreimbursed Expenditures

(In thousands)
Balance Adjustments for Unreim- Balance
Sheet bursed Expenditures and Sheet
No. 3* Termination Losses No. 6
Ttems Pﬁoilgﬂed " Pﬁo;‘:ctcd
alan
Gheet, Losses Claime Sheet,
December 31 December 31
1946 1946
ASSETS

CURRENT AsSETS: ) . 8112001
Cash and Marketable Securities. ....oiiiiiiiimeiiiiiiiesiniiieiieisnrnaeanannnnns $27,386 { 16:1 gul ] e .
Accounts Receivable, including Advances to Vendors. ....voviiiiiiiiiiveiininannanns 8,081 $ B,08:
Inventorics. ... ovvanasen T L LT 4,536 4,536
Contract Termination Claims. .. .vuvuereeresreesenesrsesseerssrtasieennevaasans 27,214 20w ] .a....

Total CUrrent AsSetS. ... ...vvietriesrrenrennnrennrsnsntesetosrserrennaenenns $67,217 $12,617

FEDERAL TAX REFUND CLAIMS. ..ivvrrnnccniiocancnanennnnan P s atiseenareas 1,388 $22,698 66

, Gor | $22.678w( 24,0

NET PLANT, PROPERTY, AND EQUIPMENT......iciiiiiiiiiiiraaiinnnnniannirrrannnas 3,142 { 203” 3,209 .

PosTWAR TAX REFUND. ..o iiiiiiittncisiannnatniasinssnsnnn e T,

DErFERRED CHARGES AND MISCELLANEOUS ASSETS. ..o yererrumncnrosenesnseensessonsns 1,821 1,366 -455

CAPITALIZED DEVELOPMENT EXPENSE. .. .cvuruveenneeasnsenncearnorsasrsnccroneeoneel wnnunn 2,800¢ 2,800
TOTAL ASSETS . ¢ v vonesveasnacannnercassennserssssnsersossssonenssnssssoseraneens 873,568 843,237

LIABILITIES

CURRENT LIABILITIES:

- Accounts Payable and Miscellaneous Current Liabilities. .................0ovuvuuu... $ 2,436 $2,436
Provision for Federal Income and Excess Profits Taxes......coeeeeerrerrnsrsrcerceeel seesnn . , eae
Refunds Due U.S. Government............. BT T e e
Advances, Progress Payments, and Bank Loans...........cooieiiiiiiniieiinennnnn, 28,856 24,4934 4,353

Total Current Liabilities......cooavinvniiiiiiiinnnnn. feeeae i, $31,292 $ 6,799

OtHzr NONCURRENT LIABILITIES. .. .vivviiiinnniennninnnarvnns Weareeseernacarane . 311 2330 78

7,840t

INET WORTH. oo v cvocsornasonnsonnnesnsssnseesossnnnasnsensssessesnnsesesrcnsssss 41,965 { 18,9074 22,678w 36,360

1,536
TOTAL LIABILITIES . v v v v v e oranraannnnansnrerronieensssanssensrossorrenneennnns $73,568 843,227
NET WORKING CAPITAL, ottt tinttnaeeeentasnneresannsarsnsssnsnnssenrnanneas $35,925 $ 5,818
#@alance Sheet 3 In Table A.

Note: The assumptiona underlying each of the above adjustments are explained in the accompanying notes. For convenience, each set of adjustments is let-

tered and the notes sexregated according to these letters.

Amounts shown in italica are credit entries, indicating a decrease in assets or an in,

fng an increase In assets or a decrease in liabilities,

crease in Liabilities. Adjustments not shown in [talica are debit entries, indicat-



APPENDIX C

POSSIBLE VARIATIONS IN ASSUMPTIONS UNDERLYING PROJECTED
BALANCE SHEETS

All of the projected financial statements derived
in Appendix B are based on a fixed set of assumptions
regarding all factors other than the magnitude of
termination losses and unreimbursed expenditures
in the first postwar year. Obviously, actual future
events will differ in greater or lesser degree from
any set of assumptions made now. The purpose of
“this appendix is to analyze each type of possible
variation from the fixed assumptions used and to
assess the relative importance of these variations.

Four different types of variables will be con-
sidered, in the following order:

(1) variations in the amount of cash profits re-
tained from continued wartime production;

(2) variations in the timing of contract cancella-
tions and settlements which would allow any result-
ing losses to be offset against current tax liabilities
to a greater or lesser degree;

(3) variations in the rapidity- with which postwar
tax refunds can be converted into cash and the extent
to which current tax liabilities can be reduced by
allowable accelerated amortization of fixed assets;

' (4) variations in the extent of liquidation of cur-
rent assets and liabilities from war peak levels.

Continued Wartime Operations

The length of the war and the future profits re-
tained from wartime operations will clearly have a
major influence on the ability of the aircraft industry
to meet the financial stresses of conversion. So long
as the average manufacturer’s profits kept in the
business continue near the 1943 level, working capi-
tal and cash will rise rapidly. After deduction of
dividends, most profits will be added to working
capital because expenditures for new plant facilities
are almost certain to be small from now on,

In the projected balance sheets it is assumed that
large-scale wartime production will continue on a
moderately reduced scale until the end of 1945, with
1944 retained profits equal to those of 1943 and with
1945 retained profits amounting to 509, of the 1944
level. Obviously, these events cannot be precisely
forecast. The company and government officials
responsible for meeting the problems of transition
from war to peace must recognize the possibility of a
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sudden end of all hostilities and prepare for it. Sim-
ilarly, gradual cutbacks and cancellations could
extend over a longer period of time, with final cessa-
tion of hostilities in 1946 or later.

To indicate the importance of these alternatives,
two varying sets of assumptions, one more favorable
and one less favorable to the company, are stated
below, and their effect on net working capital is
presented:

1. Alternative to Basic Assumptions More Favorable to
Company

Assume that wartime production will continue
until December 1947. Retained profits in 1944 will
equal the 1943 level and in 1945-1947 will be 70%,
of the 1943 level. An amount equivalent to only
109, of depreciation and amortization charges will
be expended for additional fixed assets.

Effect on net working capital, average airframe

manufacturer, in thousands:
Under Basic  Under Above
Assumptions, More Favorabls
Appendix B Assumptions

Actual Net Working Capital, December

T 31,1943 $:18,1%1 $18,131
Add: Net Profits Retained from Con-
tinued Wartime Production 7155 14,790
Add: Unexpended Depreciation and
Amortization Charges during Con-
tinued Wartime Qperation 2,400 5770
Estimated Net Working Capital, End of
‘Wartime Production $27,686 $38,691
Increcase in Net Working Capital un-
der More Favorable Assumptions $11,005

Note: In addition, the average company’s accrued postwar tax
refunds would be $11,933,000 under the more favorable assumptions
instead of the $7,568,000 estimated in Appendix B.

2. Alternative to Basic Assumptions Less Favorable to
Company

Assume that wartime production will cease by
March 1g45. Retained profits in 1944 will be 809,
of the 1943 level and 509, of the 1943 rate in the
first quarter of 1945. An amount equivalent to 75%
of depreciation and amortization charges will be
expended for new fixed assets during 1944 and the
first quarter of 1945.



Effect on net working capital, average . 7
Bamanufacturer, in thousands:

7

Assumptions, Less Favorable
: Appendix B Assumptions
Actual Net Working Capital, December

31,1943 $18,131 $18,131
Add: Net Profits Retained from Con-

tinued Wartime Production 7,155 4,410%
Add: Unexpended Depreciation and

Amortization Charges during Con-

tinued Wartime Production 2,400 640
Estimated Net Working Capital, End

of Wartime Production $27,686 $23,181
Decrease in Net Working Capital under

Less Favorable Assumptions $4,505

Note: In addition, the average company’s accrued postwar tax re-
funds would be $5,998,000 under the less favorable assumptions
instead of the 87,568,000 estimated in Appendix B.

Variations in Timing of Cancellations and
Settlements

In view of its large excess profits tax obligations,
the average airframe manufacturer will clearly bene-
fit if contract termination and conversion losses can
be offset against current tax liabilities.2 This can
occur if cancellations and resulting losses are in-
curred while profits are still being retained on other
active large-scale contracts. Then up to 807, of the
losses would simply reduce tax liabilities and not
constitute a net drain on cash.

In the projected balance sheets, the assumption
was made that settlements on 309}, partial cutbacks
and cancellations would be completed in 1945 and
that, after deduction of any resultant losses, retained
profits would be 509, of the 1944 level. The com-
pletion of final settlements within the year 1945 and
the small resultant losses from terminations and
volume reduction are probably overoptimistic as-
sumptions,

In another respect, however, the basic assumptions
were overly pessimistic, because they stated that

¥The accrued federal taxes on profits during the first quarter of
1945 would probably be offsct by losses incurred later in 1945 and
hence would never have to be paid. This tax saving is not taken into
account in the above computations, which are designed to isolate
the effect of variations in profits retained from wartime operations.
The effect of such tax savings is considered in the following section.

tUnder the loss carry-back federal tax provision, the company can
claim a refund of the prior two years’ taxes to the extent that losses
are incurred. This refund is not likely to be paid for several years
and hence will not aid the company's cash position in the immediate
postwar iod under consideration. One of the recommendations
of Section V is that estimated loss carry-back claims should be con-
sidered as allowable offsets against current tax liabilities. If this were
made lawful, cash from such claims would bc_av?.ilab_lc for usc at the
time of most urgent need, and accidental variations in the timing of
Josees would be much less important.

&, 4the 1945 fiscal year. It _
Under Basic  Under Above: oar ent if these cancellations did occur just at a fiscal
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“" rge-scale cancellations would occur just at the end
would be an unlikely acci-

year end. If they occurred in, say, June 1946 and if
most resulting losses could be- established before
December of that year, the losses of the latter half
could be offset against the profits of the first half of
the year.3

The estimated effect of varying the basic as-
sumptions to allow for these variations in timing
are indicated below:

1. Alternative to Basic Assumptions More Favorable to
Company

Consider that all termination losses and unreim-
bursed expenditures (except those not chargeable to
current operations) can be offset against current
tax liabilities. This could occur, because of gradual
during-the-war cancellations and/or because losses
resulting from large-scale cancellations were so timed
that they could be offset against profits made earlier
in the fiscal year. Assume, further, that losses are
limited to the reasonably optimistic level.

Effect on net working capital, average airframe
manufacturer, in thousands:

Under Basic Under Above
Assumptions, More Favorable
Appendix B Assumptions
Estimated Peak Net Working
Capital before Decreases
Due to Termination and
Conversion* 835,925 $35.925
Deduct: Gross Decrease Due to
Termination Losses and Un-
reimbursed Expenditures 12,303 12,303
Subtotal $23,622 $23,622
Add: Estimated Reduction in
Current Tax Liability Be-
cause of Losses ..., . 7,545
Estimated Net Working Capi-
ital, Year after End of War
Production $23,622 831,167
Increase in Net Working Capi-
ital under More Favorable
Assumptions 87,545

. 3One further way in which losses may be offset against current tax
liabilities was not considered in the basic assumptions made, The
company may be able to claim that inventory losses resulting from
termination settlements were actually incurred in the prior year,
although the amount was not determined until later, If the average
company made final settlements before December, 1946, it might file
an amended 1945 tax return claiming the losses were incurred in
1945, thus reducing the December tax payments. On the reasonably
optimistic basis, termination losses are only $1,100,000, and hence
the resultant tax savings would be of minor importance. There is also
considerable doubt as to the ability of the company to reach final
settlements in less than a year,

4See Table A, Appendix B, for the derivation of this estimate.



2. Alternative to Basic Assumptions Less Favorable to
Company '

Assume that all contracts will be canceled at the
end of the 1945 fiscal year, with no cutbacks or
partial cancellations prior to that time. Because can-
cellations involve a 1009}, reduction from 1944 vol-
ume, instead of the 709, reduction previously as-
sumed, raise the optimistic estimate of termination
losses and unreimbursed expenditures proportion-
ately. :

Effect on net working capital, average airframe
manufacturer, in thousands:

Under Basic Under Above
Assumptions,; Less Favorable
Appendix B Assumptions
Estimated Peak Net Working
Capital before Decreases
Due to Termination and
Conversiont $35,925 $35.925
Deduct: Gross Decrease Due to
Termination Losses and Un-
X reimbursed Expenditures 12,303 17,576
Estimated Net Working Capi-
tal, Year after End of \‘ya.r
Production 823,622 818,349
Decrease in Net Working Capi-
tal under Less Favorable
Assumptions $ 5273

Variations in Immediate Tax Benefits

After the final cessation of hostilities, the average
airframe manufacturer may not be able to realize
fully the immediate tax benefits which the projected
statements assume will be received. These benefits
include conversion of postwar tax refunds into cash
and a current tax saving due to allowable accelerated
amortization of fixed assets.

It is estimated that the average company’s post-
war tax refund will amount to $7,568,000 by the
end of 1945 or 279 of total net working capital.2
The company’s liquid resources will obviously be
greatly improved if, as was assumed in the projected
statements, all of these refunds are converted into
cash at a 59, discount.3 Two circumstances may,
however, make it impossible for the company to

1See Table A, Appendix B, for the derivation of this estimate.

1Since 1941, corporations have been allowed a postwar tax refund
amounting to 107, of total federal excess profits tax payments, except
in instances where the corporation made certain debt reductions in
lieu of receiving refund certificates. See Appendix B for details re-
garding the estimates of the average airframe manufacturer’s refund
and net working capital at the end of 1945.

3Under the present tax law, postwar tax refund certificates become
negotiable upon the official government declaration of cessation of
hostilities but do not mature until several years later, Because they
are non-interest-bearing, they would have to be sold at a discount.
Practically, the company may ¢lect to hold its refund certificates until
they mature, several years hence. If it should so clect, the company
should be able to obtain bank loans, using its refund certificates as
collateral, and thus in effect increase its available cash.

7

{

convert its refund certificates into cash in the first:

year after large-scale war 'production ends. First,
the official declaration of cessation of hostilities may -

- be delayed until well after large-scale production

ends, and since the certificates do not become
negotiable until this declaration is made, they
could not be sold and they might not be regarded as
satisfactory collateral for a bank loan. Second, it is
rather .certain that not all of the actual refund
certificates will be issued to the company in the first
year after war production ends, for under the present
tax law their issuance is not required until later.t
Hence, the company may not be able to use part or
all of its postwar refunds in the year after major
terminations. :

In the projected. balance sheets, it was further
assumed that the company could reduce its current
tax liabilities because of accelerated amortization
of fixed assets constructed under certificates of neces-
sity. Omitting the details of this transaction, the
net effect of accelerated amortization will be to
allow the company to claim a refund of federal taxes
paid in previous years and, presumably, to reduce
the actual tax payments accrued on the preceding
year’s income. Thus, the tax on 1945 income paid
in 1946 is assumed to be reduced. Such a saving
in current tax payments, however, may not be real-
ized, either because of postponement of the date
when acceleration is permitted or because of ina-
bility to file an amended tax return in 1946.

The effect of such variations on the immediate
tax benefits received by the average company would
be as follows:

1. Alternative to Basic Assumptions More Favorable to
Company

Under the basic assumptions used in Appendix
B, immediate tax benefits would be realized to the
maximum probable degree. Hence, no “more
favorable” assumptions will be shown.

2. Alternative to Basic Assumptions Less Favorable to
Company

Assume that postwar tax refunds cannot be con-
verted into cash in 1946 and that a current tax saving

“For any given year the actual certificates for postwar tax refunds
arc not required to be issued to the taxpaying company until three
months after all taxes for the year are paid. Since the final payment
of taxes on 1645 income will not occur until December 15, 1946, the
certificates may not be issued to the company until March 15, 1947.
Hence, certificates for that portion of the refund applicable to 1945
income may not be available until March, 1947.. In the canstruction

- of the projected balance sheets, it was asumed that the certificates
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would be issued before December 31, 1946, and sold at a discount
prior to that time.



cannot be realized becalgse of accelerated amortiza-
tion. ' .

Effect on net working capital, average airframe
manufacturer, in thoysands:

Under Basic Under Above
Assumptions, Less Favorable
Appendizx B Assimptions
Estimated Net Working Capi-
tal, December 31, 1945! 827,686 $27,686
Add: Inerease Due to Amortiza- ’

tion of Expenditures under
Emergency Plant Facilities
Contracts 340 340

Add: Increase Due to Con-
version of Postwar Tax Re-
fund into Cash

Add; Increase Due to Current
Tax Saving from Accelerated
Amortization of Fixed Assets 709

Estimated Peak Net Working
Capital before Decreases
Due to Termination and
Conversion Losses

7190

.......

$35.925 $28,026

Decrease in Net Working Capi-
tal’ under Less Favorable

Assumptions $ 7.899

#

Variations in Liquidation of Current Assets and
Liabilities

In adjusting from inflated war production to the
much lower levels of peacetime production, the
average airframe company will undoubtedly liqui-
date most of its current assets and pay off most of its
current liabilities. Thus, in the projected balance
sheets shown in Appendix B, the following drastic
reductions in the average company’s current assets
and liabilities were estimated:

Amounts (in thousands) from Balance Sheets for

Years Ended December 31:
1943 1945 1946
(Actual) (Projected)? (Projected—
Reasonably
Optimistic)’
Current Assets:
Cash $ 59,548 $ 31,051 $ 17,804
Receivables 107,750 5,425 8,081
Inventories 451357 31,750 4,536
Total Current Assets  $212,655 $138,226 $30,421
Less: Total Current
Liabilitics 194,524 110,540 6,799
Net Working Capital 8 18,131 $ 27,686 $23,622

These estimates, based on a 1946 level of sales
equal to 5% of 1944 volume and based on a study of
prewar working capital needs of the manufacturers,
are believed to be realistic. They are, however, sub-

1See Table A, Appendix B, for the derivation of this estimate.
2End of war production. .
SYear after end of war production,

ject to a wide degree of error. For example, if post-
war sales increased to 1097, of the 1944 level or de-
creased to 2149, the level of current assets and lia-
bilities in December, 1946, would almost certainly
be very different from the above estimates.

In addition, all of the projected statements are
based on the assumptions, probably optimistic, that
termination settlements will have been made by
December, 1946. If final settlements were delayed,
the compapy’s December 31, 1946, balance sheet
would show some funds invested in unsettled termin-
ation claims. Even if advances and loans up to go9),
of total claims were used, the remaining 109}, would
have to be financed by the company.

Aside from losses involved in asset liquidation,
which are considered separately, the amount of net
working capital would not be affected by changes in
the magnitude of individual current asset and lia-
bility items. The level of cash could, however, be
substantially changed, as indicated by the following
sets of assumptions: '

1. Alternative to Basic Assumptions More Favorable to
Company

Assume that postwar sales will decrease to 2149,

. of war peak sales and that the magnitude of current

assets and liabilities will decrease proportionately,
While such a low volume of operations will un-
doubtedly affect the company’s profits adversely,
more cash will be freed because of the greater
liquidation of current assets.

Effect on cash balance, average airframe manu-
facturer, in thousands: '

Under Basic Under Above
g.rmng_ubg, More Favorable
Py ’
Estimated Cash Balance, phendts 3 Semplions
December 31, 19454 $ 31,051 $ 31,051
Add: Increase Due te Receivables
and Inventories Liquidated in
1946 94,558 100,867
Subtotal $125,600 $131,018
Deduct: Decrease Due to Current
Liabilities Paid Offin 1946 103,032 106,432
Deduct: Net Decrease in Cash Due
to Termination Losses, Unre-
imbursed Expenditures, and
Other Adjustments® 4773 40773
Total Deductions $107,805 $111,205
Estimated Cash Bzlance,
December 31, 1946 $ 17,804 $ 20,713
Increase in Cash Balance under
More Favarable Assumptions $ 2,909

Including restricted and : .
ties. Sce Table A, A unrestricted cash and marketable securi

Tab ppendix B, for the derivation of this eatimate.
*Termination losses and unreimbursed expenditures are based on
the reasonably optimistic estimates of these losses,



2. Alternative to Basic Assumptions Less Favorab!u

Company ‘ /
Assume that postwar sales will decrease only/
109, of war peak sales and that the magmtudrZ
current assets and liabilities will decrease propor-
tionately. Under the basic assumption it was con-
sidered that all payments connected with terminated
contracts would be made by December 31, 1946, and
it was further considered that advances and loans up
to go9%, of total claims would be made available to
the company. As a less favorable alternate assume
that government payments for company-owned in-
ventories connected with terminated contracts will
not have been made by December 31, 1946, and
that termination claims for these inventories will re-
main on the books as a current asset. In addition,
assume that advances and loans can be obtained for
809, of these claims.

Effect on cash balance, average mrframe manu-
facturer, in thousands:
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,-Undcha.nic

' Under Above
g:mpn'om, Less Favorable
- Appendix B Assumptions
Es%mat.ed bgash Balance, 3 ’
ecember g1, 1g45! % g1,051 $ 31,051
Add: Increase Due to Receivables 31,05 305
and Inventories Liquidated in
1946 94,558 59,263
Subtotal $125,609 $ 90,314
Deduct: Decrease Due to Current
Liabilities Paid Off in 1946 103,032 78,050
Net Changes in Cash Due to
Termination Losses, Unreim-
bursed Expenditures, and
Other Adjustments* 4773 4,773
Total Deductions $107,805 $ B2,863
Estimated Cash Balance,
December 31, 1946 $ 17,804 S 1
Decrease in Cash Balancc under ’ e
Less Favorable Assumptions $ 10,353

iIncluding restricted and unrestricted cash and marketable securi-
ties. See Table A, Appendix B, for the derivation of this estimate.

*Termination losses and unreimbursed expenditures are Lased on
the reasonably optimistic estimates of these losses.
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GROCERY—MANUFACTURERS

Marketing Expenses of Grocery Manufacturers: 1927 and 1928, No. 795 1927, No. 77.........c0vivivnnnnn 50 cents each

Marketing Expense Classification for Grocery Manufacturers (1928), No. 69............ccoiveiiiiiana.n 30 cents each

JEWELRY—RETAIL

Operating Results of Retail Jewelry Stores: 1927, No. 76; 1926, No. 65; 1923, No. 58; 1923, No. 47; 1922, No. 38; 1921,
No. 32; 1919, No. 23 50 cents each

PAINT AND VARNISH—WHOLESALE
Operating Expenses in the Wholesale Paiut and Varnish Business in 1926 (No. 68).....cco0vrruviiniienrarennn 50 cents

PLUMBING AND HEATING SUPPLY—WHOLESALE

Departmentizing Merchandise and Expense Figures for Plumbing and Heating Supply Wheolesalers (1928) No.72 50 cents
Operating Expenses of Plumbing and Heating Supply Wholesalers in the Central States in 1927, No.71.......... 50 cents

STATIONERY AND OFFICE OUTFITTING—RETAIL

Operating Results of Retail Stationers and Office Outfittersin 1928, No. 80.. ... ... ... ..o 50 cents
MISCELLANEOQUS

Distribution of Hard Fibre Cordage (1927) by Howard T. Lewis, No. 82.. . ... .. ... .. . .. . ... . i iiiiiiranss 50 cents

50 cents

Operating Expenses of Wall Paper Wholesalers in 1927, No. T3, . .. ... . . e
interstate Transmission of ["ower by Electric Light and Power Companies in 1926, No. 68. ... ............ ... ...

* To firms [urnishing figures for the department store studies nnd to moembers of the National Retail Dry Goods Association, the list price of Bul-
lotin Noa. 115, 117, and 119 is 51.00.



