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FOREWORD 

In this report on the Effect of Federal Taxes on Growing Enter
prises, Professor Butters and :Mr. Lintner present the final 
results of a pioneer research project. . This volume supersedes 
the interim reports on the Lockheed Aircraft, Polaroid, and 
Lithomat Corporations previously published. The concept of 
this study originated during an informal discussion of some of 
the tax problems of the aircraft industry, and the- costs of the 
project have been defrayed from funds contributed to the . 
Harvard Business School by members of the aircraft industry 
for research on problems of significance to that industry. 

Although of especial significance to a young and rapidly 
developing industry such as the aircraft industry, this volume 
has a far wider amplification than any single industry. The 
problems discussed include some of the most basic questions 
of economics, business, and public policy which now need 
to be faced in this country. , 

Professor Butters and :Mr. Lintner present detailed analyses
of several growing enterprises in various industries to illus
trate different aspects of the problem. These illustrative com
panies were selected from the large number of such companies 
inteniewed during the preparation of the study. The authors 
also present evidence drawn from numerous published sources. 
Thus their conclusions have a broad base. 

Although the study is primarily concerned with the effect of 
federal taxation on growing enterprises, it also contributes to a 
better understanding of the problems of a particularly signifi
cant type of small business by illustrating through its case 
records some of the conditions which are encountered in starting 
and developing a new business. 

As the authors state, furthermore, their conclusions, if sound, 
"emphasize the significance of the methods by which the savings 
of society are channeled to the places where these savings are 
needed to finance business expansion and other new private 
investment." The implications of this study are broad. 
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This book could not have been prepared without the coopera
tion of many businessmen and government. officials who have 
generously contributed their -time and in many instances have 
supplied confidential data. In particular, we wish to ac'" 
knowledge our gratitude to the managements of the companies 
whose experience is reported in detail in this study. 

Many helpful suggestions have been made by our colleagues 
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CHAPTER I 

Introduction and Conclusions 

IMPORTANCE OF PROBLEM 

A mGH level of employment and national income can be 
achieved by private enterprise only 'if there is widespread 
formation of new firms and a rapid growth of existing firms. 
Some firms and industries are always dying. Expansion in 
other sections of the economy must absorb the labor and capital 
released by declining industries and, in addition, must make 
possible the productive use of new savings and labor constantly 
coming on the market. If this expansion does not take place 
in the private economy, the only alternatives are an enlarge
ment of the activities of government or mass unemployment. 

Traditionally, in this country large firms and industries 
have grown rapidly from very small beginnings. In recent 
decades, however, dramatic expansions from small beginnings 
have become increasingly rare. Instead, the great corpo'rate 
research laboratory with its highly specialized scientists has 
become the symbol of industrial innovations. 

Various explanations are offered for the decline in the role 
of small, independent enterprises in business expansion. Among 
them are the disappearance of the geographic frontier, the 
increased amounts of capital required to start successful enter
prises in many industries, the restrictive policies of some large, 
established corporations, and high taxes. 

Some of these trends may be so fundamental that they cannot 
be significantly altered by legislative policy. Yet the continued 
formation and growth of small, independent enterprises is 
generally recognized to be essential to the maintenance of a 
healthy industrial competitive structure- some would even 
say to the continued preservation of political stability and per
sonal freedom. The very fact that the activities of government 
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and of very large corporations dominate a substantial segment 
of the modem ecooomy makes it all the more important that 
every reasonable step be taken to remove unnecessary im
pediments to the growth of new enterprises in the postwar 
economy. , 

It is therefore of great importance to determine the effect 
of the prospective postwar Federal tax structure on the growth 
of small, independent companies. Will this tax structure 
constitute a serious.impediment to growing enterprises? If so, 
how and to what extent? What types of taxes bear most 
heavily on small companies with outstanding growth possibil
ities? Within the limits set by postwar revenue requirements, 
what can be done to alleviate theJepressive effect of high taxes 

·on growing enterprises? This book attempts to answer, at 
least in part, these critically important questions. 

PRINCIPAL CoNCLUSIONs 

In highly condensed form the principal findings of the study 
may be summarized as follows: 

1. In the development-of-the-idea stage of a new enterprise 
taxes are seldom of dominant importance. 

2. As a business develops beyond the "idea" stage to the 
point at which production appears feasible, tax considerations 
become progressively more important. 

3· At this stage, and beyond, high corporate taxes are 
typically much more repressive in their effects than are high 
personal taxes- at least so long as capital gains continue to 
receive very favorable treatment. 

4· High corporate taxes restrict the growth of small com
panies: 

(a). By greatly reducing the attractiveness of risky 
expansions to the managements of small companies; 

(b). By curtailing the amount of capital available from 
retained earnings to finance such expansions; and 

(c). By making the acquisition of outside capital on sat
isfactory terms much more difficult. 
5· In each of these respects the restrictive effect of high 

personal taxes appears to be much less severe: 
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(a). The effect of personal taxes on management in
centives is much less direct; 

(b). Except for unincorporated enterprises personal 
taxes do not reduce retained earnings; and 

(c). On balance, high personal taxes may not even 
divert outside capital away from highly venturesome 
enterprises. . 
6. Retained earnings are an especially critical source . of 

funds for the expansion of small enterprises: 
(a). The owners of small companies frequently place 

great importance on the maintenance of a strong control 
position and of their personal freedom of action. To the 
extent that they do so, they will be reluctant to undertake 
expansions which must be financed by outside capital. 

(b). Many small. companies- even companies with 
promising growth prospects - find it extremely difficult 
or impossible to r:iise outside capital on reasonably favor-
able terms. · 

(c). Hence, for both of these reasons, many expansions 
by small companies will, in fact, be undertaken only if 
funds are available from retained earnings to finance 
them. 

. 7· In almost every respect high taxes are less .repressive on 
large, established corporations than on small, growing firms..-

(a). High taxes reduce the profit expectancy of new 
expansions by large companies much less severely than 
they restrict similar expansions undertaken by small, in- · 
dependent companies. 

(b). Large, established companies have substantial 
amounts of funds coming available from their noncash 
expenses in addition to whatever earnings they may be able 
to retain after taxes. These funds may be used to finance 
the introduction of new products and technical innova
tions. 

(c). Finally, large, established companies generally 
can acquire new capital on much more favorable terms 
than can small companies. In addition to their ability to 
float common stock with relative ease, they can usually issue 
preferred stocks or bonds - alternatives available to 
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small companies only on a limited scale, on more expensive 
terms, . and usually at great risk to the common stock
holders. 
8. Thus, unless special adjustments are made to relieve the 

burden of a flat-rate corporate tax on small companies, such 
. a tax would tend to promote an increased degree of industrial 
concentration in addition to restricting the growth of small, 
independent companies, 
'.g. It would be possible substantially to relieve the tax burden 

-on most small, growing companies without greatly diminishing 
Federal revenues. This study clearly emphasizes the need 
for such relief. But it makes no attempt to examine the many 
problems which would arise in formulating the precise char
acter of this relief. 

10. The- financial problems confronting small firms are 
particularly acute in times of depression and market pessimism 
- at such times it is practically impossible for most small com
panies to acquire new equity capital on acceptable terms. 
Indeed, perhaps the surest way to improve the position of 
small firms would be to follow an economic policy that would 
promote a. high level of economic activity. The indirect 
effects of general prosperity would be far more powerful than 
any specific measures which could be taken to break down the 
barriers between small companies and the capital market. 

11. As a fin~ point, existing imperfections in the capital 
market and the general unwillingness of individual savers to 
assume the risks of ownership emphasize the possibility that 
venture capital may be scarce at a time when there is general 
oversavings in the economy. Failure to recognize that over
savings and shortages of venture capital are not mutually 
incompatible has led to many statements of doubtful validity 
by both proponents and opponents of the oversavings thesis. 

METHOD OF PROCEDURE. 

One of the weaknesses of many studies by economists of the 
effect of taxes on business expansion is that little attention is 
given to the problems of business expansion as they confront 
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the businessman. In particular, the human aspects of the 
problem - the attitudes and motivations of key individuals ~ 
are seldom given the weight which they deserve. 

This book attempts to avoid the danger of treating business
men and investors as automatons acting in a highly simplified 
world and motivated solely by considerations of monetary-. 
gain. It does so by discussing the problem of the Effect of, 
Federal Taxes on Growing Enterprises largely in terms of 
specific examples chosen from the experience of actual com
panies. Indeed, Part II presents in detail the experience of 
five companies with outstanding growth records; namely, 
Clarkson Manufacturing Company, Continental Machines, 
Inc., Lithomat Corporation, Lockheed Aircraft Corporation, 
and Polaroid Corporation. The analysis of the rest of the book 
draws largely on the factual data of Part II. It is hoped that 
by constantly subjecting the analytical portions of the book to 
the test of actual experience the pitfall of irrelevancy- the 
curse of much economic analysis - can be avoided. 

But this technique, while it helps avoid the dangers of over
simplification and irrelevancy, opens up other equally serious 
dangers. Have the five specific companies presented in Part 
II been picked at random or have they' been selected to prove 
a point? Even if these five companies do represent_ an unbiased 
sample, what significance can be attached to the experience 
of five companies in a universe of many thousa,p.ds? To put it 
bluntly, what -if anything- do these cases actually prove?
These questions are penetrating and highly relevant; they can
not be lightly brushed aside. 

In reply, the basis of selection of these companies and the 
significance which is attached to their experience should be · 
made absolutely clear. No pretense is made that these cases 
represent a random sample. On the <;ontrary, they have been 
deliberately selected because they possess certain character
istics. First, and most important, they are small, independent 
enterprises that have achieved outstanding records of growth 
by successfully introducing new products or technical innova
tions. Secondly, they illustrate a wide variety of tax effects___; 
and have been deliberately chosen with this aim in view. Fin
ally, the choice of these particular companies has been in-' 
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fluenced by the mundane fact that their managements have 
been willing to release the necessary data for publication. 

A sample so selected contains obvious biases. Taken by 
· itself, it undoubtedly gives an exaggerated impression of the 

ease ·with which business can expand in spite of high taxes. 
It contains no examples of firms that have failed, perhaps as a 
result of taxes. It may, however, place undue emphasis on tax 
considerations because of the conscious effort to select com
panies whose experience is interesting from a tax point of view. 
This list of biases could undoubtedly be lengthened; the pre
ceding points are mentioned merely to drive home the point 
that the sample is not intended to be representative in a sta
tistical sense. 

What then is the experience of these companies intended to 
prove? Briefly and simply, nothing. The function of the specific 
company discussions is to illustrate points and not to prove them. 
By carefully analyzing the points illustrated by these companies 
in an effort to determine the extent to which they are generally 
·valid, however, the authors believe that significant conclusions 
may be drawn. In many instances in the subsequent discussion 
these conclusions rest on much more extensive observations 

-than those reported in detail; officers of at least 100 companies 
have discussed various phases of their tax problems with the 
authors duiing the past two years. In other instances, the 
conclusions of the study are based on positive proofs of two 
kinds: first, demonstrations of propositions such as that on pages 
34-35; and, secondly, statistical demonstrations of conclusions 
where adequate data are available. Every effort is made to 
distinguish statements for which definite proof is available 
from those which· represent opinions and judgments on the 
part o~ the authors. 

ScoPE OF STUDY 

In order to avoid possible misunderstandings the scope of the 
study should be clearly delimited. 

First,, the study is not designed to appraise the effects of 
wartime taxation on business expansion. This problem is not 
discussed except incidentally in places clearly designated. In 
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particular, and this point cannot be too strongly emphasized, 
no judgment one wery or the other is passed on the fairness of the impact 
of wartime taxes on the specific companies discussed. Rather, the 
objective of the study is to ascertain the effect of prospective 
postwar tax rates on the postwar formation and growth of 
business enterprises. 

Secondly, the analysis is largely restricted to the Effect of 
Federal Taxes on Grou:ing Enterprises. Indeed, even this title is 
somewhat too broad. The discussioq is primarily limited to 
the economic effect of income taxes; by and large, considerations 
of tax equity and administrative feasibility receive little em
phasis. Similarly, the effect of other taxes- estate taxes, 
for instance - is not considered. · 

Moreover, no consideration is given the economic effects of 
any change in government expenditures which may result from · 
additional tax revenues and no comparison is made of the 
effects of high income taxes and of alternative sources of 
revenue. 

All this adds up to the statement that the book by itself does 
not provide an adequate basis for recommendations for sweep
ing revisions of the Federal tax structure. Rather, it is a 
research report on a limited, but critically important, aspect 
of the economic effects of high Federal taxes. As such, it is 
hoped that the book will be useful to those charged with the 
responsibility for formulating national tax policies. 

INCIDENCE OF THE CoRPORATE INCOME TAX 

At numerous vital points the following analysis hinges on a 
specific assumption as to the incidence of the corporate income 
tax. Hence, it seems wise to stress this assumption at the outset. 
Throughout the book the full amount of the corporate income tax is 
assumed to he horne by the corporation and its stockholders. 

This assumption may exaggerate the restrictive effects of a 
corporate tax on the growth of individual business enterprises. 
Business managements may, in fact, be able to pass part of a 
ta.~ on corporate incomes on to consumers or back to wage 
earners by appropriate adjustments in price and wage policies. 
Or they may be able to avoid part of the tax entirely by in-
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creasing deductible expenses such as salaries, advertising, and 
research outlays. It is apparent that some of these actions 
are being taken today with corporate taxes at wartime levels. 

In a broad sense, however, the assumption that the corporate 
tax is actually borne by the «::ompany and its stockholders states 
the case for this tax most favorably. To the extent that a tax 
on business profits is passed on to consumers in the form of 
higher prices or back to wage earners in the form of lower 
wages, it becomes in effect a sales or payroll tax and shares the 
injustices and harmful economic effects of these taxes. Indeed, 
the highly uneven and capricious manner in which a corporate 
tax would be shifted probably would make it considerably 
more harmful and unjust than a well-constructed retail sales 

-tax. The burden of a corporate tax, if shifted, would be 
pyr~mided much as would a crude turnover tax applied indis
criminately to transactions at all levels. 

Most of the arguments for a high corporate tax in peacetime 
assume that the burden of the tax is borne by stockholders. 
For instance, the tax is often defended as a "progressive" tax, 
although admittedly one that is very crude in its application. 
I~ is also defended as a tax that will reduce consumer purchas
ing power relatively less than other taxes. Both of these ar
guments lose whatever cogency they may possess to the extent 
that the tax is actually passed on to consumers or back to wage 
earners. 

If the corporate tax is partly shifted, the following analysis 
overstates the direct effects of the tax on growing enterprises. 
But the analysis is still valid for that part of the tax which is not 
shifted. Moreover, in so far as the relative effects of a corporate 
tax on small and large companies is concerned, the conclusions 
would be invalidated or weakened only if small companies in 
general can shift the tax to a greater degree than large com
panies- a contingency which seems highly unlikely. 

DEFINITioN oF SMALL BuSINESS 

Throughout the book comparisons are made as to the relative 
effect of taxes on small companies and large companies. It has, 
however, been impossible to formulate .a precise definition of 
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these terms which could be- followed throughout the study. 
The terms small and large of necessity have different meanings 
in different contexts. A $25 million company may be small in 
competition with a billion dollar company; a company with a. 
capital of Ssoo,ooo may be large in comparison with smaller 
competitors. A small steel mill may- be larger than a large 
textile manufacturer. In most instances, however, the im
portant consideration is not the precise boundary that divides 
small companies from large companies, but rather the com
parative positions of smaller and larger companies. Moreover, 
in the following analysis the sense in which the concept. of 
smallness is used will be clear from its context. · As a practical 
matter, in most lines of production and distribution any defini
tion of small includes the great majority of firms. 



PART I 

INTRODUCTORY STATEMENT 

In brief, taxes may affect the formation and growth of 
business enterprises in two ways. First, they may dull the 
incentive needed to induce promoters and entrepreneurs to 
undertake new developments. Secondly, they may curtail 
the supply of capital required to finance the formation of a new 
enterprise or the expansion of an existing enterprise. Both 
adequate incentives and an adequate supply of capital ru:e 
essential to a successful business development. . 

Part I of this book discusses the effect of income and excess 
profits taxes on business incentives and on the supply of capital 
available to finance business growth. Chapters II through IV 
discuss the problem primarily from the point of view of the 
individual enterprise. Chapters V through IX attempt to 
round out the analysis by surveying broad, over-all aspects 
of the problem. 

[11] 



CHAPTER II 

Effect of Taxes on Formation of New Enterprises 

SuMMARY oF CoNCLUSIONS 

1. Tax considerations seldom dominate decisions to organize 
small, independent enterprises. 

2. In particular, taxes typically are given little conscious 
consideration by the individuals actually responsible for the 
organization of new enterprises. 

3· Moreover, taxes generally appear to have relatively little 
effect on the decisions of outsiders to invest in new companies 
during the very earry stages of their development. There is some 
evidence to indicate that outsiders usually are not interested 
in a new undertaking until a substantial amount of develop
ment work has been successfully completed. 

4· At a later stage of development, however, the high in.:. 
dividual surtax rates in combination with the very favorable 
treatment accorded to capital gains by the present tax law 
frequently act as a positive stimulant to investments in new 
enterprises which offer prospects of large capital gains. 

5· In one respect, personal income taxes frequently have 
an important, though indirect, bearing on the formation and 
early progress of new enterprises. Income taxes restrict the 
amount of personal funds available to the prospective organ
izers of new businesses; they may thereby delay or prevent the 
organization of new enterprises. 

EFFECT OF TAXES ON DECISIONS TO START NEW ENTERPRISES 

The founders of small, independent enterprises seldom ·give 
detailed consideration to taxes in deciding whether to undertake 
their ventures. This conclusion holds almost without exception 
for the large number of such businessmen interviewed during 
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the course of this investigation. Typically, the promoters of 
new enterprises do not coolly and dispassionately survey the 
courses of action available to them and, after careful study, 
choose the one that will yield the largest monetary return or 

. provide the greatest economic security. 
On the contrary, the critical decisions of the founders of new 

enterprises are likely to reflect emotional drives quite different 
from the narrow assumptions of "rational conduct" on which 
most economic analysis is based. By disposition, these men are 
usually aggressive, imaginative, venturesome, and confident 
of their ability to succeed. They usually have an "idea" in 
which they are intensely - sometimes almost religiously -
interested and a fixed determination to develop that idea. 
They want to be their own bosses, and will start their own 
businesses even though the opportunities for profit, objectively 
considered, are not good. Given these attitudes, it is no wonder 
that they seldom give careful thought to taxes. 

The above remarks do not imply that profits are unimportant 
in the minds of the promoters of new businesses. Quite the 
contrary, these businesses would seldom be started at all if 
their founders did not expect them to be profitable; with rare 
exceptions their very survival will depend on their ability to 
earn a profit. But the precise amount of this expected profit 
does not usually have an important bearing on the decision to 

. undertake the business. Indeed, at the time a new business 
with a_ large potential growth is organized only the crudest 
estimates of its profit potentialities can be made. Thus, both 
the nature of the decision to start a new business and the 
character of the people who make this decision militate against 
a careful evaluation of the effect of taxes on new developments 
-unless of course tax rates approach confiscatory levels and 
are expected to remain at these levels. 

These points may be illustrated by the experience of the 
specific companies discussed in Part II. Throughout the book 
these companies will be drawn on in this manner for illustrative 
material. 

For instance, the principal interest of Edwin H. Land, 
founder of the Polaroid Corporation,! is in scientific research. 

ISee Chapter XIV. 
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Mr. Land organized a business enterprise in preference to 
withdrawing to the shelter of a university research laboratory 
because of his conviction that his research could be carried on 
more effectively through a profitable business" organization. 
The expectation of profits was essential to the formation of the 
enterprise. But the precise amount of these profits was of 
secondary importance to Mr. Land. Any discussion of the 
Polaroid Corporation which fails to take the5e facts into account 
would be highly misleading. 

Similarly, high taxes have had little effect on the energy 
and effort which Leighton Wilkie has devoted to the manage
ment of Continental Machines and his other companies.l 
Mr. Wilkie has an intense emotional interest in his business 
activities much more deeply seated than the level of his dollar 
profits or his personal financial security. His primary interest 
is in the satisfaction of creating something new and in the power 
that goes with a successful business development. Indeed, 
Mr. Wilkie flatly states that he would continue to devote the 
same degree of care and effort to his business regardless of the 
level of tax rates. 

To cite one more example, J. E. Gilligan paid little or no 
attention to taxes when he undertook the Lithomat develop
ment.2 He saw a chance for a large profit in a field which 
vitally interested him and decided to gamble on it. Once the 
development was under way he was, to quote his own words, 
"determined to go through with it come hell or high water." 
Fortunately for scientific and economic progress, the kind of 
people who start new enterprises frequently take this attitude! 

EFFECT OF TAXES oN FUNDs AvAILABLE TO FoUNDERS oF NEw 

ENTERPRISES 

While taxes do not appear to have an important effect on 
the desire of individuals to start new enterprises, they may have 
a pronounced effect on their ability to do so. In their very early 
stages new businesses frequently have to depend primarily on 
the personal resources of the individuals directly interested in 

1See Chaptcl' XI. 1See Chaptcl' XII. 
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the enterprise. High personal income taxes, by curtailing the 
funds available to these mdividuals, may effectively prevent 
the organiza~on of some important new businesses and delay 
the progress of others. 

Until a new venture has developed to a point where it gives 
real indications of being potentially profitable, outside capital 
is likely to have little interest in it. Moreover, the promoter 
of a new venture frequently is uninterested in sharing his 
undertaking with outside capital in its very early stages. If 
he believes that he· has an invention of great potential value, 
he will hesitate a long time before surrendering a large per
centage ownership in it for a few hundred or a few thousand 
dollars. But, until the initial developmental stages have been 
successfully completed, he will seldom be able to raise more 
than this. If he does not have the personal resources to develop 
his idea, he may delay his venture until he accumulates the 
needed funds. He may even abandon his plans altogether and 
accept a position with someone else. Or he may attempt to 
carry out the development with inadequate resources and lose 
control of it through financial failure. 
· Two cases will be cited to illustrate these points. The first 
summarizes the difficulties encountered by two young physicists 
in raising the small amount of capital which they needed to 
start a new business. The second discusses the problems en
countered by the founders of the Lithomat Corporation in 
securing the capital required for the development of its products. 
The Lithomat experience also illustrates the attitude of outside · 
investors toward a new development in its early stages. 

Baird Associates 

Baird Associates was organized in 1936 in Cambridge, 
Massachusetts, by Walter S. Baird and John Sterner .I Messrs. 
Baird and Sterner were impressed by the need of government 
and university laboratories and commercial enterprises for 
various types of specialized scientific equipment, such as spec
tographs. They had had considerable experience in designing 
and constructing such equipment as part of their university 

•The experience of Baird Associates is not reported in Part II since other details 
in the company's history are not of especial importance for this study. 
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research and in previous positions. Some of their equipment 
had come to the attention of a leading chemical company. 
This company offered to place an order for an X-ray unit if 
Messrs. Baird and Sterner would undertake its manwacture. 
This offer posed the question clearly: Should they go into 
business for themselves? They decided to accept the order of 
the chemical manufacturer and to try to. start a business, al
though they had no funds to finance this endeavor. 

As a first step toward financing the new business Mr. Sterner 
obtained a temporary position in a laboratory which paid him 
$r,65o a year. During the next r8 months or so both Mr. 
Sterner and Mr. Baird lived on this salary. They could manage 
in this manner because they were unmarried! Mr. Baird 
worked full time developing equipment and Mr. Sterner 
assisted. him at night. 

But they still needed capital to cover their business expenses. 
They were able to complete their first order with the aid of a 
$200 loan from ·a friend and, at the same time, to build a 
demonstration model for their own use. Subsequently, they 
managed to increase their borrowings from friends to $8go.i 
They also managed to have several hundred dollars' work done 
for them on account. But they needed more funds. 

For over a year various friends tried without success to locate 
additional capital for the enterprise. Repeated unsuccessful 
efforts were made to secure a bank loan. As a last resort, Mr. 
Baird turned to personal loan companies and succeeded in 
borrowing the additional funds which he needed at an interest 
rate of 3% a month, an annual rate of about 40%. A series 
of such loans was arranged from time to time, the longest of 
which was for six months. The average amount owed to ~e 
finance company was about $250. ' 

During the first eighteen months various small orders were 
completed and some technical consulting services were per
formed. Developmental work was done on a spectograph and 
on other scientific equipment such as X-ray cameras, evapora
tion equipment, filters, and densitometers. Finally, in July, 

•One friend originally took a partnership interest in the enterprise for $450, 
b~t _he subsequently withdrew from the partnership and accepted a 6% note for 
his Investment. 



Effect of Federal Taxes on Growing Enterprises 

1937, over a year after work was commenced, the United States 
Bureau of Mines placed an order for a spectograph priced at 
$2,610. Before this order was secured, however, $8oo of out
of-pocket expenses had been spent on this machine in addition 
to the time of Mr. Baird and Mr. Sterner. 

The company was not able to obtain a bank loan until 
several months after this order was received. In October, 1937, 
however, a loan for about $1,500 ~or a period of six months 
was successfully negotiated, under a private agreement to 
assign the proceeds of the contract. Since that date the com
pany has had a continuing record of successful expansion. 

Query: What are the tax implications of this experience? . 
Answer: It is highly doubtful that Mr. Baird and Mr. 

Sterner could have started their firm if present personal income 
tax rates had been in effect in 1936 and 1937. 

In these years Mr. Sterner actually had to pay only a neg
ligible income tax on his $1,650 salary, certainly not more 
than $25. Under the present law, however, the tax on an 
unmarried person with no dependents and an income of $1,650 
would be around $230. Moreover, it would be withheld 
currently from his paycheck. At prospective postwar rates, 
perhaps $100 to $150 will be levied on an income of this size. 

If these additional amounts had been paid to the government 
in taxes, would Mr. Baird and .Mr. Sterner have even tried to 
go ahead with their business? Could (or would) they have 
been able to curtail their personal Jiving expenses even more 
drastically? Would they still have been able to borrow as 
much from their friends? (These friends would also have had 
to pay higher taxes. Moreover, the loan would have been 
more risky.) Would Mr. Baird and Mr. Sterner have been 
willing to borrow in larger amounts from personal loan com
panies at an interest rate of 3% a month? Indeed, could they 
have done so? 

These questions need not and cannot be answered definitely. 
The point is clear. Messrs. Baird and Sterner were dependent 
almost exclusively on their personal resources and those of their 
friends for the capital with which they started their business. 
If personal income taxes had been higher, these resources 
would have been smaller. The task Qf inaugurating their 
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business would have been made much more difficult and, at 
that time at least, perhaps impossible. 

Lithomat Corporation 
The early experience of the Lithomat Corporation, which 

has introduced a new process in the field of lithographic print- ~ 
ing, provides additional insight into the problems encountered 
in raising outside capital in the very early stages of a new 
undertaking. The financial aspects of the early development 
of the company will first be summarized and then the effect 
of taxes on its progress will be examined. 

The growth of the project, up to the period when it became 
profitable, may be divided into three stages ( 1) the origination -
and early development of the idea (1934-1939), (2) the later 
development to the point where commercial production ap
peared feasible (1939-1941), and (3) the initial period of un
profitable operations (1941-1943). 

During the first stage the developmental work was done 
primarily by J. E. Gilligan, the originator of the idea. Indeed, 
Mr. Gilligan spent the better part of about five years working 
without compensation on the_ project. Financial assistance was . 
acquired from a large manufacturer of office equipment during 
this period, but this manufacturer discontinued its support 
after contributing about $12,000 to the venture. Some tech
nical assistance was also given by two other individuals, but 
they too dropped out at an early stage. 

In 1939 semi-outside capital, for the first time, acquired an 
ownership interest in the development. This capital was 
raised from and through F. H. Nesmith, who had served the 
project as attorney for several years before 1939· Mr. Nesmith 
made a small contribution in 1939 and intended to limit his 
investment to this amount. But he, along with the other 
members of his group, found it necessary to invest additional 
funds at several times during the period 1939-1941 in order to 
keep the project alive. In all, the Nesmith group contributed · 
about S3o,ooo during this period. 

By July, 1941, the company was able to commence com
mercial production. The first genuinely outside capital had 
been acquired only a month before. During the two years 
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e~ding June, 1941, a total of $6o,ooo was contributed by 
various individuals, the most important of whom were F. M. 
Roberts, acting as an individual and for the Venture Research 
Company, W. W. · Garth, now President and Treasurer of 
Lithomat, and a prominent Boston attorney. 

No profits were earned until mid-1943· Finally, however, 
after nearly 10 years of developmental work and a capital in-· 
vestment of over $1oo,ooo, highly profitable operations were 
achieved by mid--1943· 

So much for a very brief sketch of the company's early devel
opment. What can be said concerning the effect of Federal 
taxes on the progress of the undertaking during these early 
years? 

The areas in which taxes had little or no effect can be quickly 
disposed of. As previously indicated, taxes did not cause Mr. 
Gilligan to work less energetically on the development; likewise, 
there is no evidence to indicate that they dulled the incentive 
of others who participated actively in the project. Moreover, 
since the early years were unprofitable, no corporate income 
taxes -were paid. 

Taxes could have directly retarded the development in one 
other way- by restricting the amount of capital available to 
the enterprise. There is no evidence that corporate taxes had any 
appreciable effect on the attitude of investors toward the 
enterprise in its early stages. The individuals who invested 
in the development prior to 1943 made no effort to calculate 
carefully the effect of corporate taxes on the profit expecta.Iicy 
of their investments in the· project. These individuals were 
primarily interested in large capital accumulations which 
would be exempt from the high surtaxes on ordinary income. 
Lithomat offered obvious possibilities of very large capital 
gains. In the early stages of the development, however, the 
element of uncertainty was so great that careful calculations of 
the size of the potential profits or the probability of earning 
them were out of the question. Hence, little consideration was 
given to the effect of corporate taxes on these unknown profit 
expectancies. Indeed, as a general proposition, corporate 
taxes do not seem likely to have an important bearing on de
cisions to participate in developments sue~ as Lithomat in their 
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early stages -unless, of course, corporate' taxes are expected 
to continue at so high a level as to preclude the possibility of 
large gains. 

This statement, however, by no means implies that corporate 
taxes will never have an important bearing on the willingness 
of individuals to make venturesome investments. On the 
contrary, the influence of corporate taxes will become increas
ingly greater as the area of uncertainty surrounding the invest
ment is narrowed. But to pursue this thought further here 
would infringe on the subject matter of the following chapter. 

In order to ascertain the effect of personal income taxes on 
the availability of outside capital to Lithomat, the investment 
policies of the key individuals and groups ·associated with the 
project must be known. In discussing the actions of these 
individuals it is important to note both the tax incentives to 
make or refrain from making venturesome investments, and.the 
extent to which these incentives actually influenced the conduct 
of the key figures in the Lithomat development. 

Mr. Nesmith. Mr. Nesmith served the development in its 
early stages as legal adviser. While the development was short 
of funds, he did not demand an immediate cash payment for 
his services. In addition to these services, Mr .. Nesmith con
tributed substantial amounts in cash to the project and per
suaded several of his friends to invest in it. 

As previously noted, Mr. Nesmith originally mtended to 
limit his cash investment to a small amount. But, he, along 
with other members of his group, found it necessary to invest 
additional funds in order to keep the project alive during the 
period 1939-1941. 

In general, Mr. Nesmith was willing to risk savings from his 
current income in speculative investments, if favorable oppor
tunities were available, and to some extent to commit his 
capital to such investments. The funds for his investment in 
Lithomat came largely from profits on other investments. 

There is no evidence that changes in personal income tax 
rates would have reduced Mr. Nesmith's willingness to invest 
in the Lithomat development. Increased income taxes, how
ever, would have curtailed the amount offunds available to Mr. 
Nesmith for investment in Lithomat. 
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The Boston Attornry. The Boston attorney, who purchased 
stock in 1941 and again in 1943, does not typically invest in 
speculative ventures; indeed, Lithomat is the only such invest
ment he has ever made. In this instance he decided to risk a 
moderate proportion of his assets in what seemed to be a prom
ising development in the hope of securing a large capital 
gain. 

High individual surtaxes have not had a pronounced effect 
on the attorney's investment policies·. He has, however, tended 
to shift his investment portfolio somewhat away from gilt-edged 
securities in an effort to maintain his income in spite of declining 
interest rates. He believes that this reaction has been typical 
of great numbers of investors. 

Mr. Garth. Mr. Garth's investment policy is designed to 
obtain large capital gains. Since he had only a moderate 
amount of capital to start with, such gains would be possible 
only if he adopted a radical investment program. He believes 
that through careful investigation risks usually considered 
highly speculative can be minimized. 

Mr. Garth has consistently followed such a program. For 
instance, a substantial percentage of his assets were invested 
in- speculative ventures when he first purchased Lithomat 
stock. His practice has been to investigate small companies 
not widely known, to meet the management, and to invest in 
them if they appear very promising. 

He is, however, only interested in promising companies in 
which the operating stage has been reached and not in good 
ideas as such. His view is that irrespective of how good an 
idea may be, the original investors in it seldom have more than 
one chance in ten of making a profit. The odds against the 

· investor, he believes, are ordinarily prohibitive until the idea 
has been developed to the stage where actual production and 
marketing has begun. When Mr. Garth first invested in 
Lithomat he estimated that he had about a so% chance of 
making a profit. If the company was successful, however, he 
expected his profit to be far larger than his potential loss in the 
event of failure. 

Mr. Garth initially invested a moderate percentage of his 
assets in Lithomat. Later investments _raised this percentage 
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considerably. When he invested in Lithomat he had no expec
tation of having capital gains of sufficient magnitude from other 
investments against which losses on Lithomat could be offset. · 

Mr. Roberts. Mr. Roberts invested heavily in Lithomat in 
1942 and was influential in guiding the policy of the Venture 
Research Company which also acquired capital for Lithomat. 
His views have therefore had an important effect on Lithomat's 
development. . · 

Mr. Roberts does not systematically investigate the effect of 
taxes on each specific investment decision he makes. Neverthe
less, the tax structure has had a pronounced effect on his invest
ment policies. In general, the wide differential between the 
extremely high income tax rates on large incomes and ·the · 
relatively low capital gains rates has caused Mr. Roberts t<;> 
shift more and more into investmentS likely to yield capital gains 
rather than ordinary income. Mr. Roberts believes that the 
combined effect of high surtax rates and the declining yields 
on relatively riskless investments ·make such investments 
scarcely worth while for individuals with large incomes. His 
own investment portfolio is more heavily weighted with venture 
investments, he believes, than it would be if surtax rates were 
lower. . 

Mr. Roberts, like Mr. Garth, prefers to invest in little-known, 
unlisted enterprises in the belief that the chances for really 
large capital gains are much greater in such investments than 
in securities listed on exchanges. He also finds such investments 
emotionally satisfying. 

Mr. Roberts, and for that matter the other important in
vestors in Lithomat, regards his investment as a long-term 
commitment, since he recognizes that a period of several years 
is ordinarily required to develop a new enterprise to a stage of 
commercial profitability. In this connection it is interesting 
to note that most of the stock of Lithomat is still held by its 
original purchasers, although there has of course been some 
selling. 

While Mr. Roberts frequently invests in new enterprises, he 
attempts to keep his investments well diversified. Conse
quently, he probably could have realized sufficient capital 
gains to cover losses on his investment in Lithomat, had he 
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incurred such losses. The realization of such capital gains, 
however, might have been inconvenient. · 

The investment policy of both Mr. Roberts and Venture 
Research coincides with that of Mr. Garth in one very im
portant respect. In general, Venture Research is not interested 
in new enterprises in their early stages. Venture Research is 
ordinarily willing, to sponsor a- new company only after the basic 
idea has been developed, the patents, if any, have been ac
quired, and actual manufacturing operations are about ready 
to begin. In other. words, Venture Research will finance the 
plant and working capital requirements of a promising new 
firm, but generally will not finance the original development 
of the idea. The probability of failure and of a continued 
demand for more and more funds is so great on projects in the 
early developmental stage that Venture Research ordinarily 
is not interested in such projects. 

Significance of the investment Policies OJ Indiviaual Investors Interested 
in Lithomat 

For Lithomat, at least, the following general statements 
may be made concerning the effect of personal income taxes on 
the availability of outside capital to the project. 

1. In discussing the attitude of outside investors toward 
Lithomat, a clear distinction must be drawn between two 
stages in the company's growth: (a) the early development of 
the idea prior to the time when commercial production became 
feasible, and (b) the later period when production was under 
way but had not yet become profitable. 

2. During the first stage the project had to depend primarily 
on the capital and services of individuals actively participating 
in it and on the friends of these individuals. Personal income 
taxes reduced somewhat the amount of savings which interested 
individuals had available for investment in the project but did 
not significantly affect their willingness to invest in it. 

3· Outside capital became interested at about the time when 
commercial production began. The interest of outside capital 
at this particular point was no chance event; on the contrary, 
it reflected the deliberate investment policy of the individuals 
who supplied the greater part of Lithom.at's outside capital at 
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this stage. These individuals, although predisposed to take 
heavy investment risks, customarily refused to invest in a new 
project at the development-of-the-idea stage. However attrac
tive the idea might sound, they regarded the probability of 
failure or of the necessity of pouring in more and more funds to 
protect their original investment as too great to justify invest.: 

EXHIBIT I. MARGINAL TAX RATES APPLYING TO 

ORDINARY INcoME AND CAPITAL GAINs IN DIFFERENT 

INcoME BRACKETS* 
Brtldcet T tU RJJle 

011 

S11t1u Net r- Ordinary .r-
~s 2,000 23% 

S2,00<rS 4,000 25 
S.l.O<KrS 6,ooo 29 
S6,00<r$ 8,ooo 33 
S8,0<Kr$ 10,000 37 

SIO,O<Kr$ 12,000 41 
SI2,0<KrS 14,000 46 
S14,00<rS 16,ooo 50 
S16,0<Kr$ 18,ooo 53 
SI8,0<KrS 20,000 56 
S2o,00<r$ 22,ooo 59 
S22,00<r$ 26,ooo 62 
S26,0<Kr$ 32,000 65 
S32,ooo-S 38,ooo 68 
S38,00<rS 44,000 72 
S44,00<rS 5o,ooo 75 
S 5o,O<KrS 6o,ooo 78 
S6o,O<Kr$ 70,000 81 
S7o,O<KrS Bo,ooo 84 
SBo,O<Kr$ go,ooo 87 
Sgo,O<KrSIOo,ooo go 

l•oo,ooo-S15o,ooo 92 
SI50,0<KrS200,000 93 
Over S2oo,ooo 94 

•Ratts «Revenue Art« 1944-
fOn J~.SSets held over six months. 

Brodrel T IU RaU 
IJit 

Capital Gainsf 
11.5% 
12-5 
•4·5 
r6.5 
r8.5 
20.5 
23 
25 
25 
25 
25 
25 
25 
25 
25 
25 
25 
25' 
25 
25 
25-
25 
25 
25 

ments in developments short of the point at which commercial 
operations were possible. 

4· At the second stage the personal income tax structure 
actually incrta.std the availability of outside capital to Lithomat. 
The wide disparity between high individual income tax rates, 
especially on large incomes, and the relatively low rates on 
capital gains strongly stimulated the interest of venturesome 
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inveStors in the Lithomat development. Exhibit 1, which 
compares the marginal tax rate applying to ordinary income 
and to capital gains in different income brackets, shows the 
strength of this incentive. This incentive entirely outweighed 
in importance the fact that capital gains on the Lithomat 
project, if successful, would have been fully taxable, whereas 
capital losses might not have been fully deductible if the project 
had failed. · -

5· In many respects the experience of Lithomat, as sum
marized in the preceding four points, is typical of many new 
developments offering possibilities of large capital gains. For 
instance, the interest of individuals actively participating in 
such developments is usually so intense that personal income 
taxes are not likely to affect seriously their willingness to invest 
in the project. Similarly, in so far as the participation of outside 

. capital is concerned, the tax incentive provided by the favorable 
treatment of capital gains is so pronounced that it must have 
far-reaching effects on the attitude of investors generally. It 
is less clear, however, that the sharp distinction between the 
first and second stages of the Lithomat development, so clearly 
present in the policies of Mr. Garth, Mr. Roberts, and Venture 
Research, is typical. A further investigation of this point would 
yield important information on the probleins of financing new 
developments. 



CHAPTER III 

Effect of Ta~es on Expansion of Small Companies: 
Management Incentives 

SUMMARY oF CoNCLUSIONS 

1. Managements of small companies, in deciding whether 
to attempt new developments, frequently have to choose 
between two alternatives: · 

(a) an expansion which offers potentialities of high prof-. 
its, prestige, and future growth, but presents grave risks; 
and 

(b) continued operation as a small, moderately suc
cessful company. 
2. It is of great social importance that small companies 

undertake such developments. The technological mu~tions 
which spring from them have a profound bearing on the rate 
of economic evolution, the vitality of the industrial competitive 
structure, and the level of employment and national income~ 
A dollar spent on developing new products may be responsible 
for a hundred dollars spent in producing these and related 
products in subsequent years. 

3· In general, a high corporate tax greaily reduces the profit 
expectancy of a major expansion undertaken by a small com
pany both by reducing the probability of success and by lower-~ 
ing the percentage return to the business if the development is 
successful. By and large, with a high corporate tax the govern
ment shares in the profits resulting from such an expansion, 
but the company bears the entire loss. 

4· It is proper to consider only the effects of the corporate 
tax if the management is primarily interested in the effects of 
its decisions on the business as such. On the other hand, if the 
management is primarily concerned with the personal·status of 
its stockholders, the combined effects of both the corporate and 
personal taxes must be considered. 
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5· Under some conditions·. the combined effects of both 
taxes will be more repressive than that of corporate tax con• 
side~ed alone; under others it will be less so. 
- 6. Nevertheless, these repressive effects, powerful as they 

appear on paper, may frequently be ignored in practice. The' 
desire of the managements of many small businesses to expand 
is so intense that expansions probably would be attempted on 

- a wide scale in spite of high taxes. 
7· Moreover, these repressive effects could be mitigated to a 

degree by modifications !n the tax structure other than rate 
reductions - as, for instance, a more rapid write-off of fixed 
assets and development expenses, elimination of the double 
taxation of corporate dividends, greater deductibility of capital 
losses, and the adoption of an averaging technique in computing 
personal income taxes. 

8. The repressive effect of high corporate taxes is much less 
severe for large, established companies than for small com
panies. In general, a flat-rate corporate tax would reduce the 
profit expectancy of a new development to a large company 
only in proportion to the tax rate whereas the profit expectancy 
of a similar development undertaken by a small firm would be 

· reduced much more than in proportion to the tax rate. 

ILLUSTRATIVE CAsE: LocKHEED Am.cR.AFI' CoRPORATION 

The findings summarized above may be discussed more 
meaningfully in terms of an illustrative case than by a purely 
abstract analysis. The first commercial transport plane de
veloped by the Lockheed Aircraft Corporation provides an 
interesting illustration.l This plane, called the Electra, repre
sents a project offering potentialities of large profits but pre
senting grave risks to a small company with limited capital 
resources and with no income available from other activities. 
The authors believe that the essential aspects of the Electra 
case occur very frequently when fundamental innovations are 
undertaken by small firms. The following discussion of tax 
effects applies generally to all such cases. The Lockheed 

•See Chapter XIII for a more detailed discussion. _ 
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experience is referred to solely for illustrative purposes; it is-
not offered as proof. · -

Earl.J History 
In mid-1933 the Lockheed Aircraft Corporation was a 

small, independently owned firm with total assets of less than 
S2oo,ooo and a net working capital of slightly over S75,ooo. 
New management had taken over the previous year, purchasing 
the assets of the predecessor firm from a Federal receiver for. 
S{o,ooo. The predecessor had developed several planes far 
ahead of their time in structural and performance character
istics, and the Lockheed trade name was well known in the 
industry. 

Alternatives Confronting Management 
The new management was confronted almost immediately 

by the necessity of making a crucial decision upon which the 
future of the enterprise depended. The alternatives were (1). 
the safer but unprogressive policy of continuing to produce 
single-engine cabin planes, or (2) the more venturesome and 
risky policy of entering an entirely new field, namely, twin- · 
engine transport planes. 

The first alternative offered reasonably good prospects for 
continued operation over a number of years, perhaps indefin
itely, as a profitable small firm. Eventually the company 
might have had to liquidate but probably not until it had paid 
its way. If this decision had been made, the company would 
have continued to produce and to improve its existing style of 
single-engine plane. But it would not have embarked in the 
new field, at least not until it had greatly strengthened its 
financial position. · 

The second alternative was to enter the new field of multi
motor transport planes. For a company with Lockheed's 
resources, the risks of this alternative were very great. The 
major productive resources of the· company would have to be 
committed to the development of the new model over a period 
of perhaps 18 months. At any stage after a substantial com
mitment had been made in the new model, failure or serious 
delay probably would have bankrupted the company. 
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Indeed, even if the development proceeded smoothly, large 
amounts of new capital would be required.- New capital would 
be extremely costly to the existing owners. Sale of new stock 
would drastically dilute the percentage ownership of the old 

_ stockholders in the company. Moreover, the amounts needed 
were so large that the control of the existing management might 
be seriously challenged -by purchasers of new stock. But the 
management would have to have a secure control position in 
order to be assured of its ability to embark on an unimpeded 
long-range program designed to place the company in a leading 
position in the industry. 

Offsetting these disadvantages, however, were large potential 
, rewards to the successful pioneer. The market appeared to be 

wide open for a small transport model, available at moderate 
initiar costs and economical to operate. Prospects for large, 
profitable sales were excellent for the manufacturer who devel
oped the leading plane in this area. Moreover, for Lockheed, 
entrartce into the feeqer-line and local transport field would be 
the entering wedge for a continuing expansion in the produc
tion of large, multi-motor planes. 

In addition to the possibility of very large profits, the lure of 
. a program that might eventually establish the company as one 
of the leading firms in the industry was a powerful enticement; 
by contrast, the safe course of continuing to improve estab
lished models would inevitably relegate the company to a posi
tion of secondary importance in the industry.! 

The A-fanagement Decision 
Confronted with these alternatives, the decision was made to 

take the risk. Specifically, the decision was to develop and pro
duce a transport . plane of high performance characteristics. 

lAs the above remarks imply, the management of a firm frequently will not be 
primarily interested in earning the largest possible profits. For instance, the man
ager or engineer responsible for a new devdopment may benefit substantially 
even tlwugh the development is not financially profitable. He will gain experience 
and know-how that may enhance his future earning power. In the early develop
ment of a new industry where technical skill is scarce and important, this factor 
may be especially significant. Moreover, the desire for business and social prestige 
frequently enters into decisions to expand. For these and other similar reasons, 
the urge to expand m!ly often be so strong that expansions will be undertaken in 
cases where the profit prospects, considered by themselves, would not justify the 
investment. cr. page g6. 
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This plane, to be known as the Lockheed Electra, was designed 
to fill the demand for a feeder-type model, ideal for the entire 
business of small airlines and for the local business of the larg~ -
lines. 

Effect of Development of Electra on Financial Condition of_Lockheed_ -
Although the development of the Electra proceeded 

smoothly, Lockheed's financial position was badly strained 'by 
the time it was completed. At the end of 1934, for instance, 
the ratio of its current assets to its current liabilities was only 
1.2. Moreover, over 75% of its current assets consisted of 
inventories. Cash and accounts receivable of $72,000 were held 
against current liabilities of $269,000. 

This deterioration occurred in spite of capital stock issues 
in 1933 and 1934 which brought in a total of about $365,000 
of new capital, part of which was supplied by the original. 
control group. The 1933 issue amounted to about $2oo,ooo, 
$16o,ooo of which was supplied by outsiders. As a result of 
this issue the ownership interest of the Lockheed control group 1 

dropped from 99% to about 45%· 
It should be noted that the deterioration in the financial 

position of the enterprise during 1933 and 1934 cannot be 
ascribed in any degree to personal improvidence_ on the part 
of the management or stockholders. Nci dividends were paid 
in 1933 or 1934. Moreover, officers' salaries were very mod
erate. During 1933 and 1934, the president received $4,8oo; 
the treasurer, $3,6oo; and the secretary, $2·,400. The full 
resources of the company were committed to its policy of 
expansion. 

These data clearly demonstrate that Lockheed's financial position was 
seriously extended bp the end of I93i The company had staked its · 
continued existence as a solvent enterprise on the successful development · 
and marketing of the Electra model. 

Effect of Taxes on Management Incentives to Undertake Major Ex: 
pansions 

Three possible cases are analyzed under this heading: 
(I) The management may be principally concerned with-

the future of the business unit, as distinct from the personal 
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interests of its stockholders. In this event the management will 
consider only the effects of the corporate taX in arriving at its 
decision. 

(2) The management may give close attention to the effect 
of its decisions on the personal position of individual stock
holders. It will then take account of the combined bearing of 
personal and corporate taxes in arriving at important decisions. 

{3) If the business is organized as a partnership or proprie
torship, obviously only the personal income tax will be con
sidered. 

Case (I): Corporate Tax Alone Considered 

To provide a bench mark for the following analysis, the effect 
of a fiat rate 40% corporate income tax will be compared with 
conditions which would exist if no corporate tax were in effect.• 

How would a 40% corporate income tax affect the attrac
tiveness to small companies of projects such as the Electra 

. · development?2 The issue, to repeat, is whether the potential. 
rewards of a successful outcome of a highly perilous project 
would be sufficiently great to outweigh the grave danger of 
complete loss. · 
_ The most obvious effect of a 40% tax rate on the factors 

governing such a management decision would be to reduce 
·drastically the profit potentialities of the investment. With a 
40% rate the government would share 40% of whatever 
profits were earned if the gamble were successful. On the other 
hand, if the gamble failed, the entire loss would he borne by the 
company.a No taxable income would be available from other 

lThis technique of comparing the effects of the presence or absence of a high 
corporate tax needs careful qualification to avoid misunderstanding. See pages 
4-8 and 87-88 for a discussion of this problem. 

'lt should be noted that for purposes of the following analysis the term: "small 
business" must be defined in a special way. It is not used to designate a company 
of any fixed size. Rather, for present purposes t.1 rompony must be considered large ur 
small ill rompm-ison. with the si-te of the exjKinsitm which is rontemplated. In this sense it is 
conceivable that a S25 million company would be small in comparison with a 
sufficiently large program of expansion or in competition with a S5oo million 

·company. 
This definition does not apply consistently throughout the book. Elsewhere, 

as for instance in Chapter V, the word "small" is used in a more conventional 
· manner. 

'This discrimination is not attributable to the absence of an adequate loss carry
over. If the gamble had failed, bankruptcy would ha~e resulted and a loss carry-
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sources against which losses could be offset. Consequently, the 
profit potentialities would be reduced much more than in pro
portion to the increase in the tax rate.l 

This effect of a tax is critically important. Although the 
expectation of profit is only one of many motives leading a 
management to make an investment, most investments will 
probably not be undertaken without the prospect of some 
minimum rate of profit in compensation for the risk and effort . 
involved. While an outsider cannot set a numerical value to 
this rate in each given case, the important fact is that in most 
cases such a minimum rate exists. Once profits have fallen 
below this level, these ventures will not be undertaken, even 
though they may be attractive from other points of vic;:w. If . 
taxes reduce expected profits below this level in a large number 
of cases, a substantial volume of employment and investment 
may be lost. 

The "heads I share, tails you bear" tax treatment accorded· 
small companies drastically reduces the profit expectancy of' 
risky investments under consideration by such firms. This 
point may perhaps best be driven home by a simple numerical 
illustration. In actual practice, as the preceding discussion · 
has emphasized, fundamental management decisions are-based 
on much broader and more complex issues than the narrow 
dollar-and-cent computations of this illustration. Nevertheless, 
the illustration, because of its simplicity, helps place in sharp 
focus the drastic effect of high taxes o:p the profit potentialities 
of investment opportunities falling in the Electra category. 

Suppose that an arithmetically minded business executive 
estimates the profit and loss potentialities of an investment · 
proposition as follows: a 10% chance of a 2oo% profit on this 
investment; a 50% chance of a xoo% profit; but a 40% chance 
that the investment will be a complete failure and that a xoo% 
capital loss will result. On the assumption that no corporate 
income tax was in effect, the profit expectation of the invest
ment could be computed as in Exhibit 2. 

over would have been of no benefit. Even if bankruptcy had been avoided, losses 
would have been so large in relation to profits which could reasonably have been 
expected in the immediate future that a carry-over would have given only slight 
rdief. 

1See footnote 2 on p. 34-35 for a formal demonstration on this point. 
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ExumiT 2. PROFIT ExPECTATION OF HYPOTHETICAL 

INVESTMENT PROPOSITION WITH No INcoME TAX 

ExjJ«ted rate of profits 

200% 
roo% 

-roo% 

Clumu that this rate 
will be earned 

r/10 
5/10 
4/10 

Weighled profit 
exjl«tatiorr 

20% 
so% 

-40% 

Average profit expectancy = 30% 

In other words, by weighting each expected rate of profit by 
the chance that this rate will be earned, the average profit 
expectation is found to be 30%. Another way oflooking at the 
problem is that there are 6 chances out of 10 that a very satis
factory profit will be earned, but a 40% chance that the invest-

. ment will be a total loss. Both considerations are relevant. 
An average profit expectation of 30% is good, but it may not 
be good enough to induce a business executive to run a 40% 
chance of losing the entire amount invested and perhaps of 

. bankrupting his firm. 
Suppose now that we drop the idyllic assumption that there 

is no corporate income tax and face the fact that such a tax 
does exist and that, in the postwar world, it probably will be a 
stiff tax. Suppose also that the full amount of the tax is borne 
by the company; that is, net income before taxes is not affected 
by the rate of the tax. The reason for this assumption is dis-
-cussed on pages 7-8. - ' 

A 40% tax under these assumptions would reduce the value 
to the company of the 200% profit possibility on the proposi
tiot:i under consideration to 12o%; similarly, the 100% profit 
possibility would be reduced to 6o%. But the IOO% loss possi
bility would remain unchanged.! Under these circumstances, 
as shown in Exhibit 3, a 40% tax would reduce the profit expectancy 
from 30% (with no tax) to a mere 2%.2 Indeed, even the 2% 

IThis example, it must be remembered, applies to a small firm undertaking a 
major development. No taxable income will be available against which losses 
on this development may be offiet. · 

l'l'he reader may question whether the conclusion that the profit expectancy 
will be reduced more than in proportion to the increase in the tax rate holds inde
pendently of the particular numbers chosen. A little experimentation will con
vince him that it does. The mathematically inclined reader will appreciate the 
follo~g general proof. Let p; be the chance of att~ining each rate of profit x;, 
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ExHIBIT 3· PROFIT ExPECTATION OF HYPOTHETICAL 

INVESTMENT PRoPosmoN FOR SMA:LL FIRM WITH 

Expected rate 
of profit 

with 110 tax 

' 200% 
100% 

-100% 

. 40% INCOME TAX 
Reduction in 

expected rate of 
profit resulting 
jrom40% tax 

So% 
40% 

Expected rate 
of profit 

with 40% tax 

120% 
6o% 

-100% 

Chance that 
this rate will 

be earned 

1/io 
5/10 
4/10 

Weighted 
profit_ 

expectatwn 

12% 
so% 

-40% 

Average profit expectancy = 2% 

figure is an overstatement .. For a company in Lockheed's 
position the possible Joss, as a result of the Electra development, 
would not be simply the amount invested in the development of this 
model. Rather, it would be the entire value of the investment 
in the company, since the decision to undertake the develop
ment carried with it a serious risk of incurring bankruptcy. 
Thus, the loss to the owners of the company could exceed the 
amount invested in the new development; in other words, the 
rate of loss computed as a percentage of the amount of the new investment 
could exceed roo%.1 · 

The computations of Exhibit 3 are unduly optimistic in 
another respect. A high tax would ilot only lower the net 
return to the investor if the adventure were successful, but it 
would also cut down the probability of a successful outcome. This 
point may be illustrated by Lockheed's experience. Lock
heed's capital resources were so limited that any serious hitch 
in the Electra development would have spelled failure. Yet 
it is common experience in experimental work that several 

and qi be the chance of realizing each rate of lossy;, where I:p; + I:q; = '1. Let 
R., be the over-all profit expectancy before taxes, Rt the over-all profit after taxes, 
and I the tax rate. Then R., = I:p;x.; - I:q;y; and Rt = (1 - t) I!pix;- I:q;y;. 

. . . Ro-Rt ti:p;x; 
The percentage reducb.on m R., due to the tax t will be ~ =- I! pix.; _ I:q;y; , 
which equals I only if the second term in the denominator is zero, that is, only 
if no chance of loss is recognized. This treatment assumes, of course, that the firm 
does not have sufficient assured income from other sources against which losses 
on the venture in question can be offset. 

10n the other hand, if the company itself had a very thin equity position and 
the expansion was financed mostly by borrowed funds, the actual loss of the owners 
of the company in the event of bankruptcy might be less than the dollar amount 
which they invested in the new development. 
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dead-end streets must be investigated before the proper road is 
discovered . 
. Another company with greater capital resources could have 

afforded the luxury of several mistakes in the development of 
the Electra and still have had the project tum out profitably. 
In other words, one of the principal reasons for the riskiness of 
the Electra development was the small amount of capital on 
which Lockheed .was operating. When Lockheed undertook 
the Electra development, the corporate tax rate was about 
13%· If corporate taxes had been higher than this, Lockheed's . 
capital resources would have been even more limited,• and the 
risk of failure on the Electra project would have been even 
greater. . 

A high corporate tax therefore, by reducing the probability 
of success and by reducing the percentage return to a business 
if a development iS successful, exerts a strong repressive effect 
on the expansion of small firms. The higher the tax, the more 
powerful the repressive effect. -
· Two qualifications to this conclusion, however, should be 
noted. First, under some circumstances these repressive effects 

' appear less severe when the combined effects of the corporate 
and personal tax structUres are examined; for an analysis of 
this point see the following section. Secondly, the desire of an 
aggressive business management to expand may be so intense 
that expansions will be undertaken ,in spite of the repressive 
effect of high taxes. Many such managements may be imbued 
with the spirit of Mr. Gilligan to go through with his plans, 

-come hell or high water. High taxes may cause such men to 
fail; they are unlikely to prevent them from trying. 

Case (2): Combined Effect of Corporate and Personal Taxes 
The preceding section has ignored possible effects of per

sonal income taxes on the decisions of business management. 
For small, closely held companies this procedure is sometimes 
unrealistic. -In many instances manager-owners will be prin
cipally interested in the effect of their business decisions on ~eir 

lThe reduction in the outside capital which Lockheed could have obtained 
would have been much more important than the reduction in its retained earnings. 
See below, p~ 52, and the interim report on the Lockheed Aircraft Corporation 
(Harvard Busmess School, Division of Research, 1944), pp. 19-21. 
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personal status. On the other hand, owners of small businesses 
frequently tend to identify themselves with their business and 
to make decisions with the interests of the bu5iness primarily 
in mind. 

Unfortunately, no simple, generally valid statements can be 
made about the combined effects of corporate and personal taxes 
on management incentives to undertake business expansions. 
A large variety of different situations may arise and the tax 
effects will be different for each of them. 

In general, the personal tax structure tends to exaggerate 
the repressive effects ·of the corporate tax in the following 
respects: 

1. The stockholder will have to pay a personal income tax 
on any dividends paid to him as the result of a successful bus
iness expansion. But if losses are inctirred, so long as the cor
poration remains solvent the losses cannot be "distributed" to 
stockholders and thus be available as deductions in the compu
tation of taxable income.l 

2. The highly progressive character and severity of the sur
tax rate schedule sharply curtails the net return of dividends to 
stockholders with substantial incomes. Dividends received by 
SUCh Stockholders ordinarily will be taxed at higher rates than I 

the income against which possible capital losses realized by 
stockholders can be offset. ~ 

3· Indeed, the stockholder may never be able to offset losses 
on a new development against otherwise taxable income. 
Such losses, if incurred by a corporation, can be deducted by 
stockholders only as capital losses. The tax law places rather 
severe limitations on the deductibility of capital losses. More
over, even if these losses are deductible, they can with minor 
exceptions be offset only against income taxed at a maximum 
rate of 25%.2 

Manager-owners of closely held corporations are particularly 
likely to be unable to offset losses on unsuccessful developments 

11n this respect the treatment of business income received by a partnership 
differs strikingly from that of a corporation. Partnership profits and losses are 
taken into account in full in computing the personal income taxes of the partners. 

•Capital losses are deductible only to the extent of the amount of capital gains 
plus ordinary net income up to a maximum of ll1 ,ooo. But net losses disallowed 
as deductions by this limitation can be carried forward to the five succeeding years 
and deducted from net capital gains in these years and from ordinary income up to 
a maximum of S1,ooo a year. 
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against otherWise taxable income. They frequently will have a 
large percentage of their personal assets invested in their bus
iness, as, for instance, do the ownen of the Clarkson Manufac
turing Companyl and Continental Machines, Inc.2 Under these 
circumstances, if a major attempt at expansion proves unsuc
cessful, it is highly unlikely that the ownen will have sufficient 
income from other sources to absorb any appreciable fraction of 
this loss. Thus, it is quite possible that the personal tax struc
ture, as well as the corporate tax, may confront the ownen of 
closely held companies with a one-sided tax treatment. In 
such instances the-combined effect of the personal and corporate 
income taxes on management incentives will be even more 
repressive than that o( the corporate ta.X considered by itsel£ 

But the preceding points tell only one side of the story. In 
other respects, such as the following, the personal tax structure 
tends to mitigate the repressive effect of the corporate tax. 

L It is highly probable that the profits resulting from a suc
cessful business venture will be realized primarily in the form 
of capital gains rather than dividends. The spirit which leads 
-a management to undertake one Electra-type expansion is very 

· likely to induce it to take others. Lockheed, for instance, has 
continued to develop new and larger planes from 1933 to the 
present day. No dividends were paid by the company until 
I 939; all its profits until this date were reinvested in the com
pany. Stockholders received their profits in the form of capital 
gains. Since capital gains are taxed only when realized, and 
then at low rates, high surtax rates had little effect on the 
profitability of the Electra development to Lockheed stock
holders.3 Indeed, given the pr~nt taxation of capital gains, 
much of the invective hurled at the repressive effect of progres
sive surtax rates on highly venturesome investments is beside 
the point. 

2. Moreover, the taxation of capital gains resulting from a 
successful development xnay be long delayed or, in the extreme 
case, permanently avoided by the death of the stockholder. 
Such gains will not be taxed until they are realized; manager
owners of closely held companies, in particular, are likely to hold 
their stock for an indefinite period of time before selling. 

lSee Chapter X. 'See Chapter XI. 
•It should be noted, however, that during the period 1934-1938 the tax treat

ment of capital gains and losses was considerably kss!aDOTable than it is today. 
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3· Not so with losses. Ir expansions such as the -Electra 
development are unsuccessful, lo'sses resulting from them will 
be promptly felt. Hence, these losses can be offset against_ 
taxable income-provided such income is· available-within 
a relatively short period of time. But the force of this point is 
considerably reduced by present restrictions on the deducti
bility of capital losses. 

What is the net effect of these conflicting considerations? 
Obviously, it will depend on the particulars of a given case. 
But except for wealthy individuals with widely diversified 
investments, it does not seem probable that the personal tax 
structure will ease the burden of the corporate tax to any 
appreciable degree. In cases such as Continental Machines, 
in which the owners have invested a large percentage of their 
personal assets in a single business endeavor, the personal tax 
structure probably accentuates the repressive effect of the 
corporate tax. 

Case (3): Partnership or Proprietorship, Personal Tax Alone Con-
sidered -

If a business is organized as a proprietorship or part:ller
ship, the personal income tax greatly reduces the incentive of 
its owners to undertake major expansions_:_ perhaps more so 
than the corporate tax impedes expansions by small corpora
tions. The highly progressive rates of the personal income tax 
strike with full force at the profits resulting from a partnership 
expansion. But if the expansion is unsuccessful and results 
in business failure, the partners' personal assets as well as their 
business assets and perhaps also their jobs will be in jeopardy. 

Consider, for instance, the alternatives confronting S. J. 
Clarkson at the time he decided to convert from peace to war 
production. Mr. Clarkson had established a new business, 
owned solely by him and his wife, in 1937. The company had 
grown rapidly until in the year ending June 30, 1941, sales 
exceeded Ssoo,obo and net income S8o,ooo. The prospects 
for a continued, long-run growth in the manufacture of formed 
plywood products were good, but this growth would have been 
temporarily arrested by the war. In 1941, however, the com-
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pany was in no position to undertake new commitments; rapid 
exp~ion and large acquisitions of fixed assets had already 
placed it in an exceedingly tight financial position. 

In 1941, therefore, Mr. Clarkson faced a critical decision
that of continuing the manufacture of his peacetime products at 
a relatively low volume during the war or of converting to an 
expanded scale of wartime production. In many respects this 
decision is analogous to the alternatives confronting the Lock
heed management in 1933. 
- Continued production of peacetime products probably would 

have assured the postwar existence of the business, but it offered 
no prospects for large profits in the immediate future. It also 
appeared dull and uninteresting to Mr. Clarkson as compared 

_with the excitement and satisfaction of a direct contribution to 
the war effort. 

Conversion to war production, on the other hand, had the 
attraction of a stimulating venture in an_ important new field. 
It also presented excellent opportunities for a large-scale 
expansion and high profits. But these objectives could be 
achieved only by incurring very great risks. As the discussion 

. in Chapter X indicates, the solvency of the firm and of Mr. 
Clarkson as an individual clearly depended on the successful 
completion of his first war contract. 

How does the personal income tax influence management 
incentives to undertake expansions in important new fields?! 
If the expansion was successful, the government would share a 
large percentage of the profits. Because of the progressive 
nature of the personal income tax, the more successful the venture, 
the larger would be the government's share in the profits. 
Indeed, at present tax rates, if the development was sufficiently 
profitable to raise the taxable income of any partner to S14,ooo, 
that partner would pay so% or more of any additional profits 
to the government as taxes. If the development raised an 

•The fact that Mr. Clarkson's exPansion was actually made in the area of war 
production is incidental to this discussion. The basic principles would apply to 
any expansion large enough to involve risks of heavy losses and, in the extreme 
case, bankruptcy. Actually, expansions such as Mr. Clarkson made could be much 
more easily carried through in wartime than under ordinary circumstances because 
of exceptionally favorable market conditions and, in general, more easily available 
credit facilities. 
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individual partner's annual income to $44,000 or more, at 
least 75% of any additional income would be absorbed: by 
taxes. In •ther words, the highly progressive nature of the 
existing surtax rates makes it exceedingly difficult for a partner
ship to earn a large return, after the deduction of the partners' 
income taxes, unless the ownership of the partnership is divided 
among a large number of individuals. . 

But if Mr. Clarkson's attempt to convert to war production 
had failed, the loss would have been concentrated in a single 
year. He would have had no other income of any consequence 
against which this loss could have been offset. Along with his 
business loss his job would have disappeared and he probably 
would have had to surrender his other personal property. 

In this respect, Mr. Clarkson's case is clearly extreme. In 
other instances, the investment in the partnership might be 
much smaller relative to the personal assets of the partner. 
Hence, other income might be available against which partner
ship losses could be offset. But, even so, the deduction_ of 
losses from this income would result in tax savings in lower 
surtax brackets whereas additional income from the partnership 
would throw the taxpayer into higher surtax brackets. More
over, under these circumstances the individual partner to some 
degree would be risking his entire personal assets for a relatively 
small potential income from the partnership; this income would 
be taxable at high surtax rates. 

All in all, under most Circumstances the partnership for~ of 
organization does not appear very attractive for small enter-_ 
prises with a large potential growth, even in comparison with· 
the present very high taxation of corporate profits. In this 
connection it is pertinent to note that one method of tax relief 
frequently proposed for small businesses is to allow them to 
compute their tax liabilities on a partnership basis, although 
they are organized as corporations. This privilege may be of 
considerable value to the owners of a co111er grocery store or of 
a local service station. But, unless personal tax rates on in
comes of, say, S1o,ooo and over are reduced much more than 
would appear feasible after the war, it would' ordinarily be' of 
little value to small companies with prospects for large-scale 
growth. 
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PossiBLE MoDIFICATIONS IN TAX STRUCTURE OTHER THAN 

RATE REDUCTIONS 

The preceding section clearly indicates that high taxes on 
the income of small companies would severely reduce the in-

. centive for the managements of these companies to undertake 
major expansions. This analysis, however, has implicitly 
assumed that the general structure of the corporate and personal 
taxes will remain unchanged. It is therefore pertinent to ask 
the question: How would various currently discussed modifica
tions in the tax structure affect the management incentives 
of small companies? 

. In so far as the corporate tax alone is concerned, the situation 
would be improved in SOJ¥e i~tances by a more rapid write-

- off of fixed assets and development costs. For a company such 
as Lockheed in 1933, however, this change would be of little 
value; Lockheed had only a small income to absorb additional 
deductions .in 1933 and none at all in 1934· A long loss carry
ov~r would also be helpful, especially if the expansion in ques
tion was not large enough to threaten bankruptcy in the event 
of failure.l 

If the combined effects of both the corporate and personal 
taxes are considered, the profit expectancy of a new expansion 
from the point ofview of the stockholder Inight be considerably 
improved by eliinination of the double taxation of dividends, a 
relaxation of the liinitations in the deductibility of capital 
losses, and an averaging device for the computation of personal 
income taxes. 

Each of these possible revisions in the present tax law raises 
many complicated probleiDS which cannot be discussed in this 
study. These revisions are mentioned not to endorse them, but 
rather to point out that they constitute a possible alternative to 
rate reductions as a means of improving management incen
tives. 

lJt should be noted, however, that Exhibits 2 and 3 implicitly assume that a 
carry-over is in effect; otherwise the effective tax rate on the profits resulting from 
the expansion might exceed the statutory rate even though the development 
eventually proved to be successful. 
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SoCIAL IMPORTANCE oF MAJOR EXPANSIONS BY 

SMALL CoMPANIES 

The successful completion on a wide scale of major expansions 
by small companies is of great social importance because of their _ 
effect both on employment and on industrial concentration. 
These effects may be illustrated by a further reference to the 
Lockheed experience. 

E.ffect on Employment 

In the face of substantially higher taxes Lockheed might 
have made one of the following three decisions in 1933: {1) the 
plan to expand by producing multi-motor planes might have 
been permanently abandoned; (2) the expansion might have 
been attempted in spite of the increased tax burden; in which 
case it would probably have resulted in bankruptcy; or (3) the
expansion might have been delayed until larger capital re
sources were available. 

The course of expansion actually followed resulted in a rapid 
increase in industrial production and employment at a time 
when the country was desperately in need of such assistance. 
As shown in Exhibits 4 and 5, Lockheed's net sales rose from 
S356,ooo in 1933 to $2 million in 1936, S5 million in 1937, 
S1o million in 1938, S35 million in 1939, and, of course, to far 
higher figures during the war.l Its employment rose corres
pondingly from 315 at the end of 1934 to about 2,000 at the end 
of 1937, 4,000 at the end of 1938, 7,000 in 1939, and 19,000 
in 1940.-

The general trend of Lockheed's sales and employment 
history, had it remained in the small, single-engine field, may 
perhaps be illustrated by reference to the experience of com
panies which have produced successful models in that field 
over a period of years. Take, for instance, the Waco Aircraft 
Company. Since the 192o's it has produced small single
engine planes. It is now producing light trainers for military 
use. From 1929 throughout the 1930's, its employment. re-

•Through 1937 these sales consisted almost wholly of commercial planes; 
military production was started on a large scale when British and Australian orders 
were accepted in mid-1938, but 1938 sales consisted mostly of commercial planes. 
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PossmLE MoDIFICATioNs IN TAX STRuCTURE Onrr.Jt THAN 

RATE REDUCTIONS 

The preceding section clearly indicates that high taxes on 
the income of small companies would severely reduce the in
centive for the managements of these companies to undertake 
major expansions. This analysis, however, has implicitly 
assumed that the general structure of the corporate and personal 
taxes will remain unchanged. It is therefore pertinent to ask 
the question: How would various currently discussed modifica
tions in the tax structure affect the management incentives 
of small companies? 

In so far as the corporate tax alone is concerned, the situation 
would be improved in some ~tances by a more rapid write
off of fixed assets and development costs. For a company such 
as Lockheed in 1933, however, this change would be of little 
value; Lockheed had only a small income to absorb additional 
deductions in 1933 and none at all in 1934- A long loss carry
ov~r would also be helpful, especially if the expansion in ques
tion was not large enough to threaten bankruptcy in the event 
of failure.I 

If the combined effects of both the corporate and personal 
taxes are considered, the profit expectancy of a new expansion 
from the point of view of the stockholder might be considerably 
improved by elimination of the double taxation of dividends, a 
relaxation of the limitations in the deductibility of capital 
losses, and an averaging device for the computation of personal 
income taxes. 

Each of these possible revisions in the present tax law raises 
many complicated problems which cannot be discussed in this 
study. These revisions are mentioned not to endorse them, but 
rather to point out that they constitute a possible alternative to 
rate reductions as a means of improving management incen
tives. 

lit should be noted, however, that Exhibits 2 and 3 implicitly assume that a 
carry-o\11:1' is in effect; othelwise the effective tax rate on the profits resulting from 
the expansion might exc:eed the statutory rate even though the development 
eventually proved to be successful. 
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SoCIAL IMPoRTANCE oF MAJoR EXPANSIONs BY 

SMALL CoMPANIES 

The successful completion on a wide scale of major expansions 
by small companies is of great social importance because of their , 
effect both on employment and on industrial concentration. 
These effects may be illustrated by a further reference to the 
Lockheed experience. 

Effect on Employment 

In the face of substantially higher taxes Lockheed might 
have made one of the following three decisions in 1933: (1} the 
plan to expand by producing multi-motor planes might have 
been permanently abandoned; (2} the expansion might have 
been attempted in spite of the increased tax burden, in which 
case it would probably have resulted in bankruptcy; or (3) the. 
expansion might have been delayed until larger. capital re
sources were available. 

The course of expansion actually followed resulted in a rapid 
increase in industrial production and employment at a time 
when the country was desperately in need of such assistance. 
As shown in Exhibits 4 and 5, Lockheed's net sales rose from 
S356,ooo in 1933 to S2 million in 1936, Ss million in 1937, 
Sxo million in 1938, S35 million in 1939, and, of course, to far 
higher figures during the war.t Its employment rose corres
pondingly from 315 at the end of 1934 to about 2,000 at the end 
of 1937, 4,000 at the end of 1938, 7,000 in 1939, and 19,000 
in 1940. · 

The general trend of Lockheed's sales and employment 
history, had it remained in the small, single-engine field, may 
perhaps be illustrated by reference to the experience of com
panies which have produced successful models in that field 
over a period of years. Take, for instance, the Waco Aircraft 
Company. Since the 192o's it has produced small single
engine planes. It is now producing light trainers for military 
use. From 1929 throughout the 1930's, its employment. re-

~~h 1937 these sales c:oosisted almost wholly of commercial planes; 
military production was started oo a large ICale when British and Austral.ian orders 
wac accepted i.o mid-1938, but 1938 sales consisted mostly oC commercial planes. 
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ExmBIT 4· CoMPARATIVE SALES AND EKPLOYJaNT 

REcoRDS o:r LocKHEED AmCRAFr CoRPoRATioN 

AND WAco AlRCRAFr CoMPANY 

&lis &lis 
r_. (Ill 1Mwsa4s) ~· (I.e"'--'"> ~· 
1!)28 $2,195 
1929 •.sS5 

. 1930 86o 
1931 578 
1932 923 
1933 I 356 t 975 
•934 563 315 8s5 
1935 2,0S7 400 1,236 
1936 2,007 •·575 1,054 
1937 5,210 2.o35 an: 
1938 10,275 4.300 7411 
1939 35,3o8 7,000 !)26 
1940 44.937 18,724 •·•SO 
1941 144.728 t 2,813 

•End of year, or date nearest ther'eto for which data are availa.ble. 
fData not available. 
:Fiscal year cl nine months. 
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SouacE: Data from Moody's and Poor's lllllastTillls and company reporu. 

main~ relatively constant at or near 200 employees. Likewise, 
its annual sales did not vary far from $1 million during the 

. period 1929-1940. The fact of the matter is that, in this decade 
at least, the production of small single-engine planes simply 
did not offer opportunities for large-scale growth. 

It could be argued that if Lockheed had not developed the 
Electra model, some other company woUld have produced a 
similar plane to fill the same markeL In this event, it might be 
contended, the restrictive effect of taxes on Lockheed would 
have been partially or wholly offset by the production of other 
firms. But if taxes had prevented Lockheed from undertaking 
the Electra, they would have presented other small firms with 
similar obstacles. 

Ejfed(m. In.Oustrilll Concentration 
-A large, established company, on the other hand, might 

not have been seriously deterred from a similar development by 
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EXHIBIT 5· CoMPARATIVE SALEs AND EMPLOYMENT REcoRDs OF LocKHEED 

AIRCRAFT CoRPORATION AND WAco AIRCRAFT CoMPANY, 1928-1940 
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a 40% tax.1 Indeed, as a general proposition, high business 
taxes discriminate witl;l special severity against the growth of 
small, independent firms and in favor of large, established 
companies with assured incomes from other sources. 

First, high corporate taxes do not reduce the-profit expectancy 
of a new development by a large company to the same extent 
as for a small firm. For instance, if the Electra had been a 
failure, Lockheed would have borne the entire loss. If, howeyer, 
a successful large company producing other products and 
selling in other markets had undertaken the same project, any 
losses would have been deductible from income earned by this 
company from other activities. The government would have 
shared the loss of the large company, while the small firm 
would have had to bear its entire loss. Indeed, the higher the 
tax rate, the smaller would be the loss which the large company 
would have to bear. 

The significance of this point may be driven home by re-
. ferring again to the numerical illustration of Exhibits 2 and 3· 
This illustration showed that, for a firm such as Lockheed in 
1933, a 40% tax would have rec:Iuced the profit expectancy of 
the hypothetical investment opportunity from so% to a mere 
2%. 

The issue now is, How would a 40% tax rate have changed 
the profit expectancy of the saTM investment opportunity for a 

" large company with assured earning power from other sources?2 
The return to a large company would be reduced to the same 
extent as that to. a small firm if the investment turned out 
profitably. H the investment failed, however, the loss to the 
large company would never be more than 6o% of the amount 
invested.3 The government would bear 40% of any loss in the 
form of decreased tax receipts. Thus, the profit expectancy of_ 

· •A large, established firm is defined as a firm which has reasonable assurance of 
an annual net income in excess of the maximum loss on the new investment that 
may be incurred in any one year. 

aAside from the tax consideratioos, large firms obviously have many advantages 
avtt small firms, such as an existing administrative organization, dealen' outlets, 

_ trade names, borrowing power, credit standing, and general"know-how." 
•It should be noted, however, that whereas a small company forced into bank

ruptcy by an unsuooessful development would pass part of its losses on to its cred
itors, a large company would have to bear the entire loss itself except for the part 
that the government would absorb in the form of reduced tax receipts. 
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the established firm expressed as a percentage of the original · 
amount im·ested would be reduced by a 40% tax rate from 
30% to 18%, as is sho"Wn in Exhibit 6. 

ExllmiT 6. PR.oFIT ExPECTATION OF HYPOTHETICAL 

h~"l:STILE.."'T FOR. LARGE FIRll WITH 40% L~OOWE TAX 

&ft«W RM:wtit:M &ft«W a-llttd 
r•U of ia rm of rille of this rtJU 

JKcfrt alia JKofit lllilA JKoJit lllilA lDilllle 
• 14% p';O Ia 40% ,_ r~ 

1/10 
5/10 
4/10 

Ayoenge profit expectation = 18% 

In other words, a flat-rate tax would reduce the profit ex
pectancy of the large company in proportion to the increase in 
the tax rate (from 30% to 18%), whereas the profit expectancy 
of the small firm would be reduced much more than in pro
portion to the increase in the tax rate (from 30% to 2% in the 
hypothetical illustration).• The leverage of the tax is thus 
much greater on the profit expectancy of the small firm than 
on that of the large company. 1 

The differential is even more startling if the comparison is 
made in terms of the amount of capital at risk. The small firm 
would risk not merely the amount jnvested in the new endeavor 
but rather its entire capital. On the other hand, the esta~ 
fuhed company, because of the tax reduction in the event of 
loss, artJull/.7 u·mdd risk onl.J pari of its inMstmmJ.2 

Thus, a high corporate tax strikes a small firm with special 

•This proposition with rcfennce to a large firm with asswal income &om olher -
IOUras may be demonstrated by an algebnic analysis similar to that in footnote 
~ oo ~ ~ The perantage reductioo in Ro due to the tu 1 b thD firm will be 

R.,-R1 _ Ro- (1 -t) Ro .. L 

Ro Ro 
The analysis throughout assumes that a rorporate tu is not pased on to coo

sumcn in the form oi h.igber priors. t:nder an assumprion that the tu is partly 
shJ.litd the analysia becomes much more CXlOlplicated and cannot be devdoped 
btte in drtail. Such an an.a..I)W. howew:r, would show that it is quite possible that 
a small firm wou.kl be at a.o C'Val greater rdati~ disadvantage on the Jawr M
sumpcion. 

•ln the simplest instana:, the~ rate of' return on the capltal actuaJly at 
rW by the nub!Khcd company wou.kl be unaffected by the taL A 40% tu would 
cut down the doll.M procil and the capUal at ris.k by the same paa:ntage. 
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force both through its greater leverage on the profit expectancy 
of an investment project and by increasing the proportion of 
capital at risk. 

In .addition to these factors, it has already been pointed out 
that the limitation on available capital resources resulting from 
a tax will be more burdensome on a small firm than on a large 
company. High taxes bite deeply into the capital supply of 
small firms. Since o:Q.e of the_ major elements of risk for a small 
firm is the danger of being caught short of capital and thus of 
having to abandon a project on the verge of success, higli taxes 
drastically reduce the prospect of success to a small firm. On 
the other hand, the large company has greater leeway for 
experimentation and mistakes. Even with very high tax rates 
a development of the magnitude of the Electra, or, for that 
matter, one many times as large, would not present a major 
financial problem to many large, established companies. 

_In conclusion, it should be stated that this comparison of the 
effects of taxes on small and large companies illustrates the two 
extreme cases. Both of these cases· are representative of a large 
number of actual new developments. But probably a larger 

· number will fall in an intermediate position in which part of, 
but not all, the losses on a new development could be offset 
against otherwise taxable- income. Attention should perhaps 
be called once again to the special definitions of the words 
small and large in this chapter. 



CHAPTER IV 

Effect of Taxes on Expansion of Small Companies: 
, Availability of Capital 

SuMMARY oF CoNCLUSIONs 

,t. High taxes restrict the growth of small companies, perhaps 
more than in any other way, by the limitations which they 
place on the amount of capital available to such companies. 
Management can and often does ignore the adverse incentives 
resulting from high taxes. But it cannot safely ignore the 
limitations placed on new expansions by the lack of adequate 
capital to finance them. 

2. For a variety of reasons, the restrictive effect of corporate 
taxes on the availability of capital to small companies is particu
larly powerful. 

(a) First, corporate taxes directly reduce the amount 
of net income, and hence the amount of retained earnings, 
available for expansion. · 

(b) Secondly, corporate taxes- by reducing the poten
tial profitability of new developments and by making 
them more risky - will cause the terms on which small 
companies can obtain outside capital to deteriorate. In . 
many cases, less favorable terms will be equivalent to a 
reduction in the amount of capital which can (or will) be 
obtained from outside sources. 
3· Retained earnings are an especially important source of 

funds for business expansion, since many expansions will be under-: 
taken on[y if they can be .financed from retained earnings. For instance, 
management may be unwilling to weaken its control position 
and its freedom of action by acquiring new equity capital; it 
may also be unwilling to incur the risks and restrictions in• 
involved in borrowing funds. Or it may simply be unable to 
acquire outside capital. 

4· It is much less clear that personal income taxes, on bal
ance, divert funds from highly venturesome enterprises. High 
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individual surtaxes do absorb large amounts of savings other· 
wise potentially available for risky investment. But the large 
differential between the high surtax rates on ordinary income 

-and the much lower rates on capital gains acts as a positive 
Incentive for many investors to search for speculative inv~st· 

- ments which may yield large capital appreciation. 
5· In general, therefore, high corporate taxes appear to 

curtail the availability of capital to small companies with 
outstanding growth possibilities much more than do high per· 
sonal taxes -at least so long as the favorable treatment now 
aq:orded capital gains is continued. 

EFFECT oF CoRPORATE TAXEs oN AvAILABIUTY 

OF CAPITAL 

Effect on Retained Earnings 
In the very early stages of a new business, the reduction in 

retained earnings resulting from a high corporate tax is less 
likely to be important than in later phases of the growth of the 
business. · 

Lockheed, for instance, had a net income before taxes of only 
S3o,ooo in 1933. A tax rate of 40% would have increased its 

· tax liabilities by about $8,ooo over those actually incurred in 
1933· Relative to the cost of the Electra development, $8,ooo 
more or less would not have been especially important. 
- Similarly, in the early stages of Lithomat and Polaroid, 
corporate taxes did not' greatly affect the amount of capital 
available from retained earnings. Neither company reached a 

" level of consistently profitable operations until it had passed 
through a period of development that lasted for several years. 

The effect of corporate taxes on funds available for expansion
changes markedly, however, after a consistently profitable level 
of operations has been achieved. Over a period of years a high 
corporate tax will drastically limit the ability of a profitable 
small company to expand from retained earnings; this limita· 
tion is much more severe than is commonly realized. 

This point is developed at length i11- Chapter VI and is 
therefore only sketchily outlined here. Over a period of years 
a 50% corporate income tax, for instance, would reduce the 
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funds available from retained earnings to ~nance the future 
growth of a company such as Polaroid or Lithomat by mrich 
more than so%. It is true that in the first year in which the tax 
was in effect it would reduce net income by only so%. But 
the earnings oflater years would depend in part on the earnings 
retained from the profits of previous years. Year after year 
these earnings would be reduced by the cumulative. effect of a 
high corporate tax. Over a period of years, therefore, the tax 
would restrict the growth which could be financed from re
tained earnings perhaps to a small fraction of the growth that 
could have been financed with no tax or with a substantially 
lighter tax in effect.l / 

EFFECT oN AvAILABILITY OF 0liTSIDE CAPITAL 

It has been shown that a high corporate tax would sharply 
lower the profit expectancy of a risky expansion undertaken 
by a small company, and, in addition, would greatly reduce 
the potential expansion from retained earnings of a growi_ng 
company over a period of years. But the principal attraction 
offered by the stock of small companies undertaking venture
some developments is the prospect of high profits and rapid 
growth. A high corporate tax, by limiting these prospects~' 
would almost inevitably hold down the value of the stock of 
such companies.2 

The practical effect of lower stock prices would be to make 
expansions financed by outside capital much less attractive to 
existing stockholders. These stockholders would be required 
to surrender an increased percentage of their ownership interest 

1This paragraph grossly oversimplifies an extremely complicated problem. Many 
implicit assumptions are introduced, such as that the tax is not shifted, that the 
company could use additional funds profitably, and that the decrease in the profits 
resulting from the tax would decrease retained earnings rather than dividends. 

•Stock prices ;,. general will not necessarily decline in proportion to the decline 
in (expected) net income resulting from an increased tax. Conceivably, the capital 
seeking the higher return available on equity investments may be sufficiently 
large and determined to cause the stock market to find its equilibrium at a higher 
price-earnings ratio with a high corporate tax than with a lower corporate tax. 
Even admitting this possibility, however, it is highly probable that a high cor
porate tax would result in a lower level of stock prices in general than would a lower 
tax. If this probability holds for stock prices in general, it may be reg_arded as a 
virtual certainty for highly speculative stocks in which the risk of comp1ete loss is 
greaL 



Effect of Federa_l Taxes on Growing EnterpriSes 

in their company as a price for a given amount of new capital. 
If the existing management or stockholders insisted on main
taining a specified percentage ownership in order to protect 

. their control position, the deterioration in the terms on which 
outside capital could be obtained would reduce, often sub
stantially, the amount of new capital which could be raised. 
This reduction in the available outside capital would increase 
the chances of failure on the whole investment undertaking.t 

In this respect a high corporate tax would seriously worsen 
the position of a growing firm such as Lithomat in competition 
with its more stable, established competitors. The point may 
be illustrated by considering the relative effects of, say, a 25% 
and a 50% postwar corporate tax rate on Lithomat and on one 
of its wetl-established competitors which, it is assumed, has 

' :r_:eached its full growth and is expected to operate at a relatively 
constant volume and level of profitability for some years to 
come. Since the competitor's net income is not needed to 
finance expansion, it is paid out in dividends to stockholders. 
For purposes of discussion, assume also that the full burden of 

, the tax is borne by stockholders and that the stock ofLithomat's 
co~petitor, Company X, would sell at the same multiple of its 
annual earnings after taxes, irrespective of the level of the tax 
rate. Under these circUmstances a higher tax rate would 
.reduce the price of the stock of Company X in proportion to the 
decline in its income resulting from the higher tax. A 50% 
tax rate, for instance, would result in a 33~% lower price on 
the stock of Company X than would a 25% tax rate.2 

Under the same circumstances, however, a 50% tax, as 
compared with a 25% tax, would cause a much greater relative 
deterioration in the price of Lithomat's stock. The market 
valuation of Ilthomat's stock is presumably determined by 
offsetting the discounted value of the potential earning power 
of the company against the risks faced by the company -
risks which are obviously much greater for Lithomat than for 

1See above, p. 36. 
•Suppose that Company X earns l<j.,OOO,ooo a y~ before taxes, tha~ it h;as 

4,000,000 shares of capital stock outstanding, and that 1ts stock sells at 1 o times 1ts 

annual earnings. With a corporate tax rate of 25%, net income after ta;.ces would 
be l3,ooo,ooo and the price of the stock would be 17.50 a share. \\lth a C?r
porate tax rate of so%, net income after taxes would be S2,ooo,ooo and the pnce 
of the capital stock would be l5 a share, 33'/a% less than with a 25% tax. 
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its established competitors. As already noted, the cumulative 
effect of a higher tax on a growing company such as Lithomat 
would reduce its future earning power much more dra.Stically 
than in proportion to the decline in incotne resulting from -the 
tax in any given year. In addition, the higher tax would increase 
the risks of such a venture. For instance, the very survival of 
a growing company in a competitive industry, let alone its 
expansion, depends in large measure on its ability constantly 
to improve its products and to increase the efficiency of its 
operations. To the extent that taxes cut into the company's 
limited capital supply, the necessary improvements will be 
more difficult to introduce. 

It should be noted in passing that, in addition to cutting 
down the retained earnings of Lithomat and making outside 
capital less accessible, a high corporate tax would indirectly 
decrease the borrowing power of the company. The ability 
of a company to borrow depends largely on the strength of its 
net worth and working capital positions. Increased tax pay
ments would obviously weaken both of these positions. The 
resulting reductions in borrowing power would constitute a 
much more serious limitation on a small, growing company 
than on a large, established company. 

To summarize, in addition to curtailing drastically -the 
potential earning power of Lithomat in future years, a high 
corporate tax would increase the risks confronting the com
pany. Such a tax, on the other hand, might even make the 
future of Company X more secure. It would lessen the inten
sity of the competition which established companies would face 
from small but rapidly growing competitors such as Lithomat. 
The combined effect of all these considerations makes it appear 
almost certain that a high tax rate would depress the price of 
Lithomat's stock and its ability to borrow much more than that 
of its well-established competitors.! 

The importance of this fact is still further accentuated when 

1TIUs comparison, for purposes of simplicity of presentation, has assumed that 
a corporate tax is not shifted to consumers or wage earners and that the price
earnings ratio of the stock of Company X would be unaffected by the level of the 
corporate tax rate. Neither of these rigid assumptions, however, is essential to_ the 
logic of the argument. So long as Lithomat and Company X are equally affected, 
the conclusiona of the text hold. 
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the relative need of Lithomat and its large competitors for out
side capital is compared. Even with a very high tax rate, an 
older, established company often would have large amounts of 
funds coming available from its noncash expenses. Indeed, 
the level of corporate taxes might have very little effect on the 
actual operations of a company that had reached its full 
growth; higher taxes might simply mean lower dividends for 
stockholders. 

Lithomat, on the other hand, does not have any significant 
amount of funds coming available in the form of depreciation 
and other reserves. It must depend primarily on retained 
earnings and outside capital for funds with which to purchase 
new assets and to finance the introduction of new processes and 
techniques. 

The general conclusion indicated by all these considerations 
is that after a new business has reached the stage of profitable operations, 
high corporate taxes exert a strongly repressive e.ffect on expansion 
financed either by retained earnings or by the acquisition of outside 
capital. 

WILUNGNESS AND :ABIUTY OF MANAGEMENT TO ACQ.UIRE 

OUTSIDE CAPITAL 

In comparing the relative importance of retained earnings 
and outside capital as a means of financing new developments, 
it is important to remember that small firms may be unable to 
obtain funds from the capital market ~r be unwilling to do so. 
Economists have frequently overlooked this fact in discussing 
such problems as the desirability of an undistributed profits tax. 

The managements of small companies with outstanding 
growth possibilities are particularly likely to be unwilling to 
seek outside capital. The kind of men who start businesses such 
as Continental Machines or Polaroid frequently place a high 
value on the maintenance of personal control over their business. 

Leighton Wilkie of Continental Machines, for instance, 
carries this point of view to an extreme. As indicated in 
Chapter XI, Mr. Wilkie has followed a deliberate and carefully 
planned management policy designed (1) to give the owner
mana~ers of the company maximum freedom of action in con-
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ducting every phase of their business and (2) to create the 
strongest possible incentive for the exercise of personal initiative 
on the part of all employees. 

As one means of implementing this policy Mr. Wilkie and his 
relatives have run no risk of compromising their freedom by 
losing financial control of their companies.· They have care
fully maintained in the family a IOo% ownership of the equity 
capital of their principal business interests. 

Indeed, they have carried their emphasis on financial freedom 
of action farther than this. The management has also re
frained from incurring indebtedness that might in any way 
restrict its freedom. No long-term debt has ever been held by 
anyone other than the Wilkie family. Even bank loans have 
been resorted to very sparingly. In other words, almost all the 
capital requirements of the company have been financed by 
the personal contributions of the Wilkie family and from re
tained earnings. 

Edwin H. Land, founder of the Polaroid Corporation, also 
places great emphasis on the importance of maintaining _a 
strong control position. Mr. Land has not insisted on maintain
ing xoo% ownership; indeed, S750,ooo of outside equity capital 
was acquired in 1937. But the details of this transaction were 
arranged to safeguard ·Mr. Land's control position. 

All the available evidence indicates that the motivation 
behind 1\lr. Land's position is largely noneconomic. Indeed, 
from a narrow dollar and cents point of view Mr. Land and 
his colleagues might easily benefit financially by selling out to 
a large, established company. Certainly, Mr. Land would 
acquire greater financial security by doing so. If acquisition 
of control were added to the prospective earnings of Polaroid, 
an industrial purchaser might be willing to bid even more than 
the present market price for its stock. 1\lr. Land could probably 
acquire several million dollars for his personal interest in the 
company, enough to assure him a substantial income for life. 
But he is more interested in scientific research and promoting 
his philosophy of business organization than he is in financial 
security. This is not to say that 1\lr. Land is oblivious to 
business profits. On the contrary, a fundamental article of 
faith in the Polaroid creed is that over the long run basic 
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scientific research <;an be profitably carried on by a vigorous 
·and talented business enterprise.• 

Men like Messrs. Wilkie and Land obviously will be much 
more likely to undertake new developments if they can be 
financed from retained earnings than if they can be financed 
only by acquiring outside capital. Indeed, they have shown a 
strong disposition to reinvest every dollar of their profits in new 
expansions. But they have stopped short of raising outside 
capital at the expense of their control position. 

The amount of funds which companies like Continental 
Machines and Polaroid will have available for expansion thus 
will depend in part on the level of the corporate tax rate. The 

- higher this rate, the smaller will be the expenditures which 
these companies will make in an effort to expand their business. 
This conclusion will hold even though abundant savings may be 
available in the economy from other sources. 

Once again, however, it must be recalled that these experi
ences of individual companies are in themselves merely illus
trative. The question still remains: To what extent is the 
attitude of Messrs. Land and Wilkie representative of a large 
range of business experience? Or, to broaden the question 
somewhat: To what degree and under what circumstances are 
other companies than Continental Machines and Polaroid 
restricted primarily to retained earnings as a source of equity 
capital for long-run expansion? 

For a variety ofreasons, the expansion of small firms may be 
dependent on the availability of funds from retained earnings. 
The more important reasons are: 

(I) Companies with outstanding prospects for growth are 
likely to attach vital importance to control and ownership 
considerations. An aggressive, enterprising management will 
tend to place strong emphasis on the freedom of action provided 
by a strong control position. Likewise, an acquisitive manage
ment will hesitate before sharing brilliant prospects with outside 
capital. Where either of these motivations is dominant, a 
slow rate of expansion financed by retained earnings may be 

I For a detailed statement of Mr. Land's business philosophy see Edwin H. Land, 
.. Research by the Business Itself" in The Future qf JruiustriDJ Research {New York, 
Standard Oil Development Co., 1945), pp. 81-86. 
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preferred to a more rapid expansion with the aid of outside 
capital. -

( 2) Many companies may find the task of raising outside 
capital difficult or impossible. Indeed, in this respect com
panies such as Polaroid are less tied down to retained earnings 
as a source of funds for expansion than are many other firms. 
Polaroid has a "glamour" product which has caught the public , 
imagination; hence, at the present time it would be able to 
raise new capital apparently on favorable terms. In view of 
past fluctuations in the value of the stock, however, there is no 
guarantee that Polaroid will still be able to raise capital on a 
favorable basis during the unsettled transition years when its 
need for funds probably will become acute. 

Other firms with less spectacular products might be willing 
to expand by raising new capital but be unable to obtain this 
capital at a reasonable price. In particular, small firms which 
cannot afford the expense of a registered public stock offering 
may have a difficult time acquiring new capital. For an 
extended discussion of the difficulties encountered by small 
companies in raising new capital, see Chapter VII. Unless 
these companies can acquire equity capital, they will be forced 
to borrow excessively or to restrict their expansion to the 
amount which can be financed from retained earnings. Fam
ily-owned enterprises unwilling to surrender control ordinarily 
must rely on retained earnings as a source of funds for expan
sion, since investors are reluctant to furnish capital in exchange 
for a minority interest in such an enterprise.- Partnerships 
frequently will be barred from the capital market unless the 
owners are willing to reorganize their business as a corporation: 
Indeed, there is perhaps more truth than error in the generali
zation that small firms which can raise new capital easily often 
may not be willing to accept it, while small enterprises most 
eager for new capital frequently may be unable to raise it. 

(3) Finally, even among firms which would be willing to 
accept new capital and which could raise it, sheer inertia and 
ignorance of the mechanics of doing so may be responsible for 
the abandonment of many borderline decisions to undertake 
expansions. The process of acquiring new equity capital by a 
public flotation is complicated and costly. Expert legal and 
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financial assistance generally is required. If the offering is 
public, the preparation of the detailed information required by 
investment bankers and the Securities and Exchange Commis
sion constitutes a major research task.t These technicalities 
may not constitute serious impediments to large companies 
with expert staffs, but they are likely to be of major, and pos
sibly determining, importance to small firms with limited 
executive personnel. 

Even large companies which could easily raise new capital 
may display a tendency to limit expansions to those which can 
be financed from available funds. Executives of a number of 
such companies have stated to the authors that they knew of 
plenty of good investment opportunities if they only had the 
capital to finance them. But, they stated, their capital was all 
employed elsewhere or was needed to maintain a reasonably 
secure financial position. In other words, these men seemed 
to· draw a clear distinction between expansions which could be 
financed from internally available funds and those which could 
be financed only by acquiring outside capital. They appar
ently demanded a much higher expected rate of profit for the 
latter category of expansions than for the former. 

These comments with reference to large companies are 
intended to be purely of a suggestive nature. But the evidence 
with reference to small companies is much more conclusive. 
For many small companies retained earnings clearly must be 
(or are) regarded as the only available source of equity capital 
with which to finance new expansions. 

EFFECT oF PERSONAL TAXEs oN AvAILABILITY oF CAPITAL 

How does the personal tax structure affect the flow of venture 
capital to business enterprises? Unfortunately, much of the 
factual evidence needed to answer this question simply is not 
available. Little is known, for instance, of the income brackets 
from which most venture capital is supplied. The problem is 

lNo i~plication that these requirements are unreasonable is intended. Protec
tion of the interests of purchasers of new securities obviously requires full and 
accurate disclosure of all relevant information. Nevertheless, it must be recog
nized that the time and cost involved in meeting these requirements will cause 

. expansions for which outside capital must be obtained to be judged more critically 
than those which can be financed from internal sources. 
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Availability of Capital 

further complicated by the fact that the personal tax structure 
discourages the flow of venture capital to business in some 
respects and encourages it in others. Consequently, the follow
ing comments must be regarded as highly tentative. 

It is generally assumed that wealthy individuals and, to a 
lesser degree, middle-class individuals supply a large proportion 
of the risk capital available to finance business expansions. 
High individual surtaxes obviously reduce the amount of savings 
available to individuals in these income classes. Moreover, it 
seems probable that high surtaxes strike with special intensity 
at that portion of personal savings which would otherwise be 
available for risky investment. Savings used to meet con
tractual commitments such as the purchase of life insurance 
and retirement annuities are probably rather constant in 
amount, at least over considerable periods of time. Increased 
surtaxes therefore probably would absorb "free" savings, 
potentially available for venture investments, to a greater 
degree than contractual savings. 

Furthermore, some of the devices resorted to as a means of 
avoiding high surtaxes and death taxes tend to dry up the 
supply of venture capital. For instance, a large amount of 
wealth is tied up in trusts of various sorts that effectively pro
hibit risky investments. Likewise, tax-exempt securities, 
although perhaps less attractive than they used to be, still 
divert capital away from investment in business enterprises. 

On the other hand, the large differential between the present 
high surtax rates on ordinary income and the much lower rates 
on capital gains obviously creates a strong incentive for wealthy 
individuals to invest their capital in a way that will yield capital 
gains. What incentive is there for a wealthy individual to 
obtain ordinary income, taxable perhaps at go%, when the 
maximum rate that he will have to pay on a capital gain is 
25%? The investment policies of the purchasers of Lithomat 
stock, discussed in Chapter II, must be typical oflarge numbers 
of wealthy investors. It is quite possible that the over-all effect 
of the existing personal tax structure may be to drive funds 
toward such highly venturesome enterprises as Lithomat, 
Lockheed {in 1933), and Polaroid, rather than to make outside 
capital less accessible to these companies. But as these com-
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panies mature to the point where their securities are purchased 
principally for their dividend yield, rather than for capital 
appreciation, the personal tax structure would tend increas
ingly to penalize investments in them. 

To avoid misunderstanding, it should perhaps be repeated 
that the above comments on the favorable investment incentives 
resulting from the present tax treatment of capital gains do not 
constitute an endorsement of this policy. Before making 
recommendations for national tax policy it would be necessary 
to consider the over-all economic effect of tax policies on the 
entire economy rather than merely the effect of these policies 
on growing enterprises alone. 

Furthermore, the economic effect of taxes is not the only 
criterion which must be considered in the formulation of na
tional tax policy. For instance, as the Committee for Economic 
Development has stated, "a strong argument -from the point 
of view of equity- can be made for taxing capital gains like 
other income."! There is, indeed, something anomalous 
about taxing at 25% the capital gain from stock market specu
lation of an individual with a net income of, say, $10o,ooo, 
while at the same time taxing the wages of an unmarried 
worker in excess of about S550 at 23%! . 

One compromise between the favorable economic incentives 
of low capital gains rates and the injustices resulting from such 
rates would be to restrict the favorable tax treatment to gains 
on assets held for more than, say, two or three years in place of ' 
the six months' holding requirement of the present law. Such 
a limitation might even siphon investment funds more directly 

. toward genuine new developments by decreasing the incentive 
toward stock market speculation provided by the present law. 
Even this compromise, however, would grant favorable tax 
treatment to many capital gains not directly contributing to 

· new investment by business enterprise. It should also be noted 
that two devices could be used to mitigate the harmful effects 
of very high surtaxes on the amount of funds potentially avail
able for risky investments. Surtaxes could be lowered. Or 
methods of avoiding heavy surtaxes, s~ch as tax-exempt se
curities, for instance, could be abolished. 

IA Postr.otzr Federal Tax Plan for High Empwymmt, Proposed by The Research 
Committee of the Committee for Economic Development, August, 1944, pp. 31-32. 
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CHAPTER V-

Business Expansion from Retained Earnings 

SuMMARY OF CoNCLUSIONs 

1. Retained earnings have long been a major source of funds 
for financing the growth of American industrial corporations. 

2. Retained earnings are a more important source of funds 
for small, growing companies than for large, established cor
porations. 

3· The retained earnings of profitable small corporations 
constitute on the average a much larger percentage of their net 
worth, and incidentally also of their total assets, than do the 
retained earnings of large corporations. 

ANALYSIS 

One of the principal conclusions of the preceding chapter 
was that retained earnings are a particularly important source 
of funds from the point of view of business management. This 
chapter surveys retained earnings from another point of view
their statistical importance, especially as among different size
classes of corporations.! 

Retained earnings have long been recognized as a major 
source of funds for financing the growth of American industrial 
corporations. This statement scarcely need be supported in 
detail; its validity is generally admitted. For instance, A. H. 
Hansen describes the typical method of business growth in the 
nineteenth century as follows: 

... Typically, an energetic and ambitious young man, 
living in an environment of rapid expansion, vast unexploited 

1The relative importance of retained earnings and retained funds for different 
size-classes of corporations will be analyzed in a separate study by Mr. Lintner. 
Therefore this chapter merely swnrnanzes the points of immediate relevance to 
1he pr~t study. . 
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natural resources, rapid growth of population, rapid extension 
into new territory, and rapid changes in techniques, found an 
opportunity to take advantage of the highly dynamic factors in 
such an economy. Typically, the future captain of industry 
or financier had the capacity for hard work, the capacity to 
accumulate small savings out of a very small salary or income, 
and the imagination to see possibilities for profit in the rapidly 
changing scene about him. Typically, he made a small begin
ning with his own resources and, not infrequently, the profits 
springing from the new enterprise or from the exploitation of 
virgin ,resources furnished the entire capital for a giant new 
industry. Again and again great new industries and the private 
fortunes to which they gave rise have grown almost exclusively 
out of profits plowed back into the enterprise.! 

This experience has been repeated in the Twentieth Cen
tury. Indeed, the automobile industry is perhaps the classic 
example of a rapidly growing industry financed almost entirely 
from retained earnings. The industry grew from meager be
ginnings around I goo to a prominent position in the economy a 
quarter of a century later. In fact, many economists attribute 
the industrial prosperity of this period largely to the rise of the 
automobile industry. To quote Hansen once more: 

Automobile production, from only 4,ooo units in 1900, rose 
to ... s,6oo,ooo in I 929- Garages, repair shops, and service 
stations multiplied throughout the country. Thus, the auto
mobile industry not only fostered gigantic production plants, 
... but also opened opportunity for thousands of small bus
iness units. . . • Major subsidiary industries were created 
or expanded on the tide of the vast purchasing power of the 
automobile industry, including such giants as Petroleum, 
Rubber, Glass Plate, and Steel. Finally, outlays on public 
roads, largely induced by the rise of the automobile, reached 
the figure of 9·9 billions in the decade of 1920-29.2 

Five of the eight dominant producers of automobiles in I 926 
had financed their growth almost exclusively from retained 
earnings. Only three of the major automobile manufacturers 
-Packard, Studebaker, and General Motors- had relied 

lA. H. Hansen, Fiscal Policy and Busimss Cycks (New York, W. W. Norton & 
Company, Inc., 1941), p. 367. 

11bid., p. 41. 
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significantly on the financial markets to raise their equity 
capital. Retained earnings accounted for over 50% .of the 
net worth of even these three companies by the end of 1926.1 

Retained earnings have continued to be a major source of 
funds for business expansion in more recent years. For in
stance, an analysis of the growth of 72 representative, well
known corporations during the 192o's shows that more than 
one-third of these companies financed their .growth entirely from 
retained earnings and approximately three-fourths financed 
more than one-half their expansion from retained earnings.2 
Thus, even in the 192o's when outside financing through se
curity issues was at its peak, most of the growth of these large 
corporations was financed from retained earnings. 

But reliance on retained earnings has not been limited to 
large corporations. On the contrary, the available evidence 
indicates that retained earnings are a more important source 
of funds for small, growing firms than for large, established 
corporations. In the first place, as Exhibits 7 and 8 show, 
profitable small firms on the average earn a higher rafe of 
profit on their net worth than do large firms.a Secondly, 
profitable small firms in general pay out a smaller percentage 
of their income as dividends than do large corporations. This 
relationship, as Exhibits 9 and 10 show, is highly consistent and 
holds in all phases of the business cycle. From these two re
lationships a third, shown in Exhibits 11 and 12, may be 
deduced: the retained earnings of profitable small corporations con
stitute on the average a much larger percentage of their net worth, and 
incidentally also of their total assets, than do the retained earnings of 
large corporations. Thus, consistently profitable small firms 
appear to be able to finance a more rapid rate of growth from 
retained earnings than do profitable large firms. 

Indeed, if small, growing firms are to challenge successfully 
the position of large, established corporations, they must grow 

1L. H. Seltzer, A Financial History of the American Automobile Indurtry (Boston, 
Houghton Mifflin Company, 1928). 

10. J. Curry, Utili~ation of Corporatt Profits in Prosp~rity and Deprusion (Ann 
Arbor, University of Michigan Business Studies, 19•lJ), pp. 34-41. 

•w. L. Crum, Corporau Siu and Earning Power (Cambridge, Harvard University 
Press, 1939). There is some evidence, however, to indicate that for some industrial 
groups this relationship is somewhat less consistent in later years than in the years 
1931-1936 covered by Professor Crwn's study. 



ExHIBIT 7· NET PROFITS AFTER TAXES AS A PERCENTAGE oF NET WoRTH, CoRPORATIONS WITH NET 

~ lN_COME, 1931•1940 .... 
(Asset Size Classes in Thousands of Dollars) -~ 

$so $roo $2SO $sao $r,ooo $s,ooo $ro,ooo $so,ooo ~ 
Under to to to to to to to and All ~ 

Tears $so $roo $2SO $sao $r,ooo $s,ooo $ro,ooo $so,ooo over Classes ... 
Q -lg31 JJ .6 7·9 l.o 6.a 6.6 6.5 7·0 ,.o ,.o ,.o 
~ lg32 a., 6.3 . I 6.0 5·g 5·6 5·g 5·g 5·4 5·6 ,...., 

lg33 a.6 6.9 6.g 7· I 7· I 6., 6.5 6., 4·7 i"' Ol ::: 
""' lg34 10.6 a.6 a.4 a.3 a. I 7·5 7·3 6.g 5·7 ·7 "' ....... lg35 I J. I g.3 g.2 9· I g. I a.a a.o a.5 6.9 ,.g ;s 

lg36 13.2 10.7 JJ .o 10.2 9·g g.3 a., a.3 6.3 ,.a ~ lg37 13·4 10. I g.a g.5 g.2 a.g ,.g a. I 6.2 7·4 
lg3a JJ ·4 a., a.2 7·7 ,.6 6.a 6.2 6.3 5· I 5·7 e; 
lg3g 12.2 g.a g.4 g. I a.a a.4 ,.6 7·7 6. I ,.o ~· 
lg40 12.a 10.4 1o.o 9·7 g.4 g. I a. I a.o 6.g 7·5 

~ 
Average 11.36 a.a7 a.6o a.35 a. I, ,.,6 7·32 7·34 6.03 6.a3 ~ 

SouRCE: Computed from Statistics of Income. Data include all corporations with statutory net income and submittin! balance 
~ ... 
t:· sheets. Net profits include tax-exempt income. Net worth is taken at the end of the year. Surplus reserves are exclude in years ::: 

prior to 11g37• 
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ExHmiT 8. NET PROFITS AFTER TAXEs AS A PERCENTAGE OF 

NET WoRTH, CoRPORATIONs WITH NET INcoME, 

1931•1940 AVERAGE 

Per Cent 

12----~--------------------------

SouRcE: Computed from Statistics of Income. 

more rapidly than their larger competitors. Moreover, if the 
maintenance of a vigorous, competitive economy is accepted 
as desirable, it is important that they be able to do so. 

In still another respect, small, rapidly growing enterprises 
are often more dependent on retained earnings than are large, 
established firms. The latter class of firms generally have large 
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ExHIBIT g. RETAINED EARNINGS AS A PERCENTAGE oF NET PRoFITs AFTER TAXEs, C?RPORATIONS 

WITH NET INCOME, 1931-1940 ~ 
(Asset Size Classes in Thousands of Dollars) 

~ -
$so $roo $2SO $soo $r,o0o $s,ooo $io,ooo $so,ooo 

'~ 

Under to to to to to to to and All ~ 
rears $so $roo $2SO $soo $r,ooo $s,ooo $ro,ooo $so,ooo over Classes ~ 

l93I 57·3 47·8 39· t 32.I 26.4 2I ·5 I3·9 II, I 3·7d 9·6 i 
I932 39·9 31.5 3I .6 28.8 26. I 20.8 I2.6 ,.6 8.9d 4·3 ~ ,..., I933 64.0 66. 5 6I.4 6I.3 s6.s 47· I 39·4 22.2 2. 5d 24.0 

en I934 53·7* 57• I 52.6 45·5 34·9 2S.8 28. 5 3·5 I3·9 I9·7 ~ 
en I93S s6.4 S2·0 48·5 44·5 34·7 28.2 20·5 8.o 19.8 23·0 C> ;:s ........ I936 3S·8 28.4 23.8 22.A 25.8 2S·9 22·3 ~~.6 4·9 IS· I -

I937 30·4 29·4 24.1 22. 23.2 22.2 20., I .o 8.3 IS·I ~ 
I938 so.6 54·8 48·3 39·3 37·8 29·S 23·7 I6.8 7·3 I9.2 C> 

E; 
I939 62.0 63. I ss.6 46.I 44·6 37·8 33·9 24.2 t8.3 28.8 ~· I940 62.2 S9·2 s6.4 51·2 so.r 44·3 39·0 30·I 22.3 33·2 

Average Sl· I3 48.98 44·14 39·43 36.oi 30·3I' 2S·4S IS·51 7·97 I9.20 ~ 
!;:' 

dlndicates an excess of dividends over net profits after taxes. i 
~This item represents nonfinancial corporations only, because of the abnormal dividends paid by financial corporations of this t:· 

size m 1934· ~ 

SouRCE: Computed from Statistics of Ineome. 
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EXHIBIT 10. RETAINED EARNINGS AS A PERCENTAGE OF NET 

PRoFITS AFrER TAXEs, CoRPORATIONs WITH NET INcoME, 

1931-1940 AVERAGE 

Per Cent 

60----------~---------------------------------------------------------

SoURCE: Computed from Statistics of Iru:ome. 

noncash expenses, of which depreciation and depletion charges 
are probably most important. These noncash expenses, if 
earned, would provide a considerable flexibility of operations 
to large corporations even if corporate profits were taxed at a 
very high rate. The receipts against which these expenses are 
charged can be used to introduce new products and processes 
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ExHIBIT II. RETAINED ·EARNINGs AS A PERCENTAGE oF NET WoRTH, CoRPORATIONS WITH NET 

INCOME, ' ~ I93I-I940 

(Asset Size Classes in Thousands of Dollars) a 
$so $roo $2SO $soo $r,ooo $s,ooo $ro,ooo $so,ooo ~ 

Under to to to to to to to and All ~ 
Tears $so . $roo $2SO $soo $r,ooo $s,ooo $ro,ooo $so,ooo .over Classes ~ 

193I 6.6 3·8 2·7 2.2 1.7 1.4 1 .o o.8 o.3tl 0.7 i 
1932 3·5 2.0 I ·9 !.7 1.5 1.2 0.7 0.4 o.5tl 0.2 ~ ,....., 1933 5·5 4·6 4·3 4·4 4·0 3·2 2.6 I.5 o. 1tl 1.4 

O'l 1934 5·8* 4·9 4·4 3·8 2.8 I •9 2. I 0.2 o.8 1.3 ~ 
0:1 1935 6.3 4·9 4·4 4·1 3·2 2.5 r.6 0.7 1.4 1.8 0 
~ 1936 4·7 3·0 2.6 2·3 2.6 2.4 r ·9 I •3 0.3 1.2 

;:s 

1937 4· 1 3·0 2·4 2·2 2. I 2.0 r .6 1.3 0.5 1.1 ~ I938 5.8 4·7 4·0 3·0 2·9 2.0 I ·5 I, I 0.4 J.J E: 
1939 7·6 6.2 5·3 4·2 3·9 3·2 2.6 1.9 1.1 2.0 ~· I940 7·9 6.1 5·6 5·0 4·7 4·0 3·2 2.4 1.5 2.5 

Average 5·78 4·32 3·76 3·29 2·94 2.38 r.88 I. I6 o.5I 1·33 ~ 
~ 

dlndicates negative retained earnings resulting from an excess of dividends over net profits after taxes. -b. 
*This item represents nonfinancial corporations only, because of the radically abnormal dividends paid by financial corpora- ... 

t::· 
tions of this size in I 934· ~ 

SouRCE: Computed from Statistics of Income. 



Business Expansion from Retained Earnings 

ExHIBIT 12. RETAINED EARNINGs AS A PERCENTAGE OF NET 
\VoRTH, CoRPoRATIONs WITH NET INcoME, 

1931-1940 AVERAGE 

Per Cent 

6--------------------------------------------------------------------------------------

4 

2 

SouRCE: Computed from Statistics of l~~~X~me. 

and to purchase modem plant and equipment. Particularly 
in times of declining pri~es and rapid technological advances, 
substantial increases in productive capacity can be financed 
merely by reinvesting the receipts against which depreciation 
charges and other noncash expenses are offset. There is con
vincing evidence indicating that increases in productive capac
ity were so financed on a large scale during the 1930's.1 

Small companies, of course, also have funds coming available 
from noncash expenses. But these funds are not likely to be 
large enough to provide the flexibility of maneuver to small 
companies which they give to large companies. 

1See, for instance, R. P. Mack, TM Flow of Business Funds 111111 Consumer Purchtuing 
Power (New York, Columbia University Press, 1941). 
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CHAPTER VI 

Effect of Corporate Taxes on Business Expansion from 
Retained Earnings 

SUMMARY OF CoNcLu~oNs 

I. A high corporate income tax, as compared with a low tax, 
places severe restrictions on the rate of expansion that a grow
ing enterprise can finance from its retained earnings. 

2. This restrictive effect is cumulative in character and will 
be greater (a) the longer the tax is in effect, (b) the higher the 

_rate of the tax, (c) the higher the rate of profit earned by the 
company, and (d) the more conservative the company's divi
dend policy under the lower rate of tax. 

3· A high corporate income tax rate, as compared with a 
lower rate, will reduce the internally financed expansion pos
sible for a growing enterprise more than in proportion to the 
percentage difference in the two tax rates, provided that divi
dends form the same, or a larger, percentage of net income after 
taxes. 

4· Companies paying out a large percentage of their net 
income as dividends may be able to maintain a given rate of 
expansion in spite of a tax increase by drastically reducing the 
net income paid out as dividend payments. 

5· Highly profitable companies retaining most of their earn
ings to finance expansion, however, will have their internally 
financed growth severely restricted by a high corporate income 
tax even if they discontinue all dividend payments. 

6. In conjunction with Chapter V, a sixth finding may be 
added. Since profitable small firms on the average earn a 
higher rate of profit and retain a larger percentage of their 
earnings than do profitable large firms, a high flat-rate cor
porate income tax would restrict the internally financed growth 
of small firms more severely than that of large firms. 
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INTRODUCTION 

The preceding chapter has shown that retained earnings 
constitute a major source of funds for business expansion, _ 
especially for small enterprises. In view of the probability of a 
high postwar corporate income tax, the question naturally 
arises: To what extent would such a tax retard the expansion 
of rapidly growing firms financed from ·retained earnings? 
This chapter attempts to answer this question by contrasting 
(I) the growth which rapidly expanding firms could finance 
from retained earnings over a period of years in the absence of 
a high corporate income tax and (2) the growth which could be 
achieved with such a tax in effect. 

The problem is discussed in terms of the experience of several 
rapidly growing companies, chosen principally from the 
automobile industry. To what extent would the expansion 
of these companies have been retarded if, say, a 40% income 
tax had been in effect during the years of their rapid expansion? 
The answer to this question obviously cannot be given simply 
and precisely. Nevertheless, the question is sufficiently im
portant to warrant investigation in spite of the complexities 
which it raises. 

ILLUSTRATIVE EXAMPLE 

Before considering the experience of actual companies the 
basic elements of the problem can be illustrated in simple terms 
by examining a hypothetical example.! Suppose that a rapidly 
growing firm manufactures products for which the market is so 
large that its growth will not be restricted over, say, a 10-year 
period through an inability to sell its products. Assume that 
the firm starts with a net worth of $1oo,ooo and is able to earn 
a net income equal to so% of its net worth in each year. None 
of its net income is paid out in dividends because of the excellent 
opportunities for profitable expansion. Finally, the company 
liinits its expansion to the amount which can be financed from 
retained earnings. Under these conditions, what would be the 

1The numerical illustrations of this chapter may be generalized by a mathe
matical analysis similar to that presented by Irving Fisher, "Paradoxes in Taxing 
Savings," Econometrica, April, 1942, pp. 147 ff. 



ExHIBIT 13. CuMULATIVE EFFECT OF A 40% INCOME TAX ON GROWTH OF CoMPANY A ~ 
~ -No TtU 40% lncom6 T tU ~ 

Net/ncom6 ~ 
Net Income after TtU ~ 

Net Worth, Net Worth, Net Worih, Netlncom6 Net Worth, ~ 
Beginning Retained End of Beginning hifore Retained End of -

.rear of .rear Earnings' .rear of .rear TIU TIU Earnings .rear ~ ,...., 
S 1oo,ooo s 50,000 s 150,000 S 1oo,ooo s s 20,000 s s 130,000 ...., I 50,000 30,000 ~ 

t;) 2 150,000 75,000 225,000 130,000 65,ooo 26,ooo 39,000 r69,ooo g ...... 3 225,000 112,500 337.500 169,000 84.500 33.800 50,700 219,700 
4 337.500 168,750 506,250 219,700 1o9,85o 43.940 65,910 285,610 ~ 5 506,250 253,125 759.375 285,610 142,305 57,122 85,683 371,293 
6 759.375 379.688 1,139,063 371,293 r85,647 73·259 I 11,388 482,681 e; 

~ 1,139,063 569.532 1,7o8,595 482,681 241,341 9 ,536 144,80~ 627,486 ~· 
r,7o8,595 854,298 2,t2,893 627,486 313,743 125,497 188,24 815,732 

~ 9 ' 2,562,893 1,281,447 3. 44·340 815,732 407,866 163,146 244,720 1,o60,452 
10 3·844,340 1,922,170 5.766,510 r,o6o,452 530,226 212,090 318,136 1,378,s88 ~ 

-b. 
Total S1,278,588 

... 
S5,666,51o S2,r3o,978 S852,390 !:;• 

~ 
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EXHmiT 14. CuMULATIVE EFFECT OF A 40% INCOME TAX 
oN THE NET WoRTH OF CoMPANY A 

MillioM of 
Ool/ar.J 

6 

4-----------------------------+----

3-------------------------r------

£ntl of Yettr 
SouRcE: Data from Exhibit 13. 

growth of the company over a 10-year period (a) if no cor
porate tax were in effect, and (b) if a 40% tax were in effect 
throughout the period and if the full amount of the tax were 
borne by the company? 

As shown in Exhibits 13 and 14, the results are striking. 
Mter 10 years of growth with no corporate tax in effect the 
company -let us call it Company A- would have accumu-
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EXHIBIT 15. CUMULATIVE EFFECT oF A 40% INcoME· TAX 
oN THE NET INcoME OF CoMPANY._A • 

Millions ol 
bollt:~rs 

2.0---------------------------------

I.S --------------1~-

/.0-------------------1--------

Net 

I 2 4 .5 6 7 8 .9 10 
Yet:~r 

SouRCE: Data from Exhibit 13. 

lated a net worth of more than S5,75o,ooo. With a 40% tax 
in effect throughout the period Company A would have at
tained a net worth of only $I,375,ooo. In other words, the 
cumulative effect of a 40% tax on Company A, operating over 
a 1o-year period, would have reduced its expansion to less than 
one-fourth of the size which would have been attained in the 
absence of the tax. 

The explanation for this result is, of course, obvious. In each 
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year the tax will reduce the net income available for reinvest
ment in the company. The net income of each succeeding year, 
in turn, will be reduced since less capital will be available on 
which to earn profits. In each succeeding year taxes will take 
another bite out of earnings, diminishing still further the sub
sequent expansion of the company from retained earnings. 
This process will be repeated, year after year, with the restric
tive effect of the tax becoming cumulatively more severe. 

As shown in Exhibit 15, with a 40% taX in effect the net 
income before taxes of Company A would be reduced, after 
10 years of growth, to approximately one-fourth of the net 
income which would have been earned with no tax_ in effect. 
Its net income after taxes, on the same assumptions, would have 

- amounted to less than one-sixth of what it would have been · 
with no tax. 

The specific numerical results of this illustration depend on 
the level of the assumed tax rate, the length of time the tax is in 
effect, and the percentage rate of income earned on net worth. 
In general, the restrictive effect of the tax will be relatively 
more severe (a) the higher the tax rate, (b) the longer the tax is 
in effect, and (c) the larger the rate of profit earned on net 
worth. 

Thus far, Company A has been assumed not to pay any 
dividends. The results would not be greatly altered, however, 
if Company A had paid out a small part ·or its net income as 
dividends. Suppose, for instance, that it paid in each year a 
di\idend equal to one-fourth of its net income after taxes. As 
Exhibit 16 shows, after 10 years of growth with a 40% tax in 
effect, the net worth of Company A would have been less than 
one-third of that which would have been accumulated with no 
tax in effect. Similarly, the net income before taxes of Com
pany A would have been about one-third as large with a 40% 
tax as with no tax in effect; its retained earnings would have 
been only about one-fifth as large in the tenth year. Clearly, 
the payment of a moderate rate of dividends, at least, would 
not greatly affect the relative rate of growth of the firm with or . 
without the tax in effect. 

The payment of dividends would, however, retard the ab
solute growth of the company from retained earnings much as 
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EXHIBIT 16. CuMULATIVE EFFECT oF A 40% INcoME TAX 
ON GROWTH oF CoMPANY A, WITH DIVIDENDs 

EQ.UAL TO 25% OF NET INCOME 

NoTaJt 

Netlru:ome 

Net Worth, 
before Tax 

Net Worth, 
Beginning Net Iru:om~ Retained End of 

.rear of .rear after 14¥ Dividends Earnings .rear 
I $100,000 s 50,000 s 12,500 s 37.500 5137.500 
2 137.500 68,750 17,188 51,562 189,o62 
3 189,062 94.531 23,633 70,898 259,960 
4 259,960 129,980 32,495 97.485 357>445 
5 357.445 178,723 44,681 134,042 491,487 
6 491,487 245.744 61,434 184,310 675·797 
7 675.797 337,899 84,475 253.424 929,221 
8 929,221 464,610 u6,153 348>457 1,277,678 
9 1,277,678 638,839 159.710 479,129 1,756,8o7 

10 1,756,8o7 878,404 219,601 658,ao3 2,415,610 

S3,o87.48o S771,87o S2,315,610 

40% lTIJ:Oml T aJt 
Net Worth, Net Worth, 

Beginning Net lTIJ:Oml Iru:ome Net Iru:ome Retained End of 
.rear of .rear before TaJt TaJt after T aJt Dividends Earnings .rear 

I S1oo,ooo s so,ooo s 20,000 S 3o,ooo s 7>500 s 22,500 5122,500 
2 122,500 61,250 24,500 36,750 9,188 27,562 150,062 
3 150,062 75,031 30,012 45,019 11,255 33·764 183,826 
4 183,826 91,913 36,765 55,148 13,787 41,361 225,187 
5 225,187 112,594- 45,138 ' 67>456 16,864 50,592 275·779 
6 275>779 137,890 55,156 82,734 20,684 62,050 337,829 
7 - 337,829 168,915 67,566 101,349 25,337 76,012 413,841 
8 413,841 206,920 82,768 124,152 31,038 93,114 506,955 
9 506,955 253>478 101,391 152,087 38,022 I 14,o65 621,020 

10 621,020 310,510 124,204 186,306 46,577 139.729 760,749 

S1,468,so1 -S587,5oo S881,001 3220,252 S66o,749 

would the payment of taxes. By comparing Exhibits 13 and 
16, for instance, it may be seen that the payment of dividends 
equal to one-fourth of net income in each year, over a 10-year 
period, would restrict the net worth of Company A to less than 
:me-half of the net worth that would have been accumulated 
if Company 1\. had retained its entire net income in each year . 

. EXAMINATION OF AcTUAL CAsEs 

How would the cumulative restrictive effect of a high tax on 
:orporate profits have affected the exp~ion from retained 
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EXHIBIT I7. SUMMARY oF THE GRoWTH REcoRDs oF THREE 

AUTOMOBILE CoMPANIES _AND ONE AIRCRAFT CoMPANY 

FOR SELECTED PERIODS 
A'Otrage 
/WI of 

Net Worth Profit A._ag, 
(In thoustmds) Eanald A._ag~ Rat~ of A'Otragl 

NtJ1111 of P,-iod &gin- End- Before Rat~ of Dividnuls Rate of 
- Compan.J Studied ning ing TllJIIS* TtUPaidt Paidt Growth 

Douglas 
Aircraft 
Company 

Hudson 
1923~8 s 63 s 1,310 75·8% 12.7% 2-0% 65.8% 

Motor Car 
Company 19H~---15 99 4,036 103·4% r.o% r8.5% 85·5% 

Packard 
Motor Car 
Company 

Nash Motors 
1905-14 188 13,863 65.2% o.6% 20.1% 53·7% 

Company 191~9 5.876 53.658 48·3% 11-5%§ 65.2%11 r8.6% 

*Modified geometric mean of percentage rates of profit earned on net worth. 
tOne minus geometric mean of ratios of profits after taxes to profits before taxes. 
:one minus geometric mean of ratios of retained earnings to profits after taxes. 
§Computed after adjustments explained in footnote 1 below. 
!!Redemptions of stock dividends within a three-year period were considered to 

be cash dividends. 
SoURCE: Computed from data in annual reports, supplemented for earlier years 

by data given in L. H. Seltzer, A Financial History of the Amn-i&an Automobile Industry 
(Boston, Houghton Mifflin Company, 1928). 

earnings of companies with outstanding growth records over a 
period of years? In an effort to answer this question four com
panies- the Hudson Motor Car Company, the Packard 
Motor Car Company, the Nash Motors Company, and the 
Douglas Aircraft Company, Inc. -were selected for intensive 
study. These companies were chosen because (I) they il
lustrate different aspects of the problem; (2) they all grew at a 
rapid rate largely from retained earnings; and (3) during the 
periods studied they were relatively free from large surplus 
adjustments which would have complicated the statistical 
analysis of their experience. 

The actual growth record of these companies over selected 
periods of their history is shown in Exhibit I7. During the . 
years studied the average tax rates paid by the four companies 
ranged from less than I% to about I2.5%.1 -

10ne adjustment in the actual records was made for Nash. The period studied 
for Nash included the First World War, when net income before taxes and wartime 

(Footnote tontinued 011 rwrt page) 

[ 77] 



Effect of Federal Taxes on Growing Enterprises 

.ExmBrr 18A. CuMuLATIVE EFFECT oF A 40% INcoME TAX 
oN GROWTH: DouGLAS AIRcRAFT CoMPANY 

MilfionJ of 
DolltJr.s 

1 . .5-------------------

1924 192S 1926 1921 
[nd of Yeflr 

Estimates have been: made of the growth that these companies 
could have financed from retained earnings on the following 
conditions: 

taxes were both abnormally high. In order to eliminate the effect of these ab
normal yean, arbitrary figures were used for Nash's net income before taxes for the 
yean 1917 through 1920. The figures used were net income after the deduction 
of the excess profits taxes but before the deduction of the normal income taxes paid 
in these yean. This procedure appean to give a reasonable estimate of the peace
time profits that could have been earned had there been no war. The adjust
ment, however, does not affect the net income after tax or the growth of the com
pany's net wonh as recorded on its books and used in these computations. 
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ExHIBIT I8B. DATA ILLUSTRATING CuMULATIVE EFFECT 

OF A 40% INCOME TAX ON GROWTH: 

DouGLAS .AmcRAFT CoMPANY 

I923 I9f14 I925 r¢ I927 rg2h 

( 1 ~ Actual net worth* SI47 S155 S2o3 S579 S895 SI,3IO 
(2 Est. net worth with 

S152 S346 1476 S626 40% tax• $120 S125 
(3) Ratio of (2) to (1) 

8I.7% 8o.6% 74·9% 59·8% 53·2% 47·8% in percentages 
(4) Difference between 

S27 S3o S51 S233 S419 S684 (2) and (r)• 
(5) Cumulated tax at 

S59 Sr88 S285 S385 40% rate• S39 S...r 
(6) Rate of profit 

earned on net 
worth 152·4% 6.r% 35·5% 212·3% 70·3% 52.8% 

(7) Dividends as per-
centage of profit 

11.2% after tax 0 0 0 0 0 

•In thousands of dollars. 

SouRCE: Columns r, 6, and 7· Annual Reports of company. 
Columns 2 and 5· A comparative statement of net worth (including data on 

net worth at the beginning of the year, profits before taxes, federal taxes paid, 
profits after taxes, cash dividends paid, retained earnings, direct charges to surplus, 
cash sales on retirements of capital stock, and net worth at end of year) was recon
structed on the basis of the six conditions stated in the text to yield these estimates. 

I. That a corporate tax at a flat rate of 40% would be paid 
in each year in place of the statutory rates actually paid by 
the four companies. 

2. That the full amount of the corporate tax would be borne 
by the company and by its shareholders; that is, none of it 
would be passed on to consumers or back to wage earners. 

3· That the demand for the companies' products would not 
be affected by the level of the corporate tax. 

4· That the percentage rate of net income before taxes earned 
on net worth would be the same as that actually shown on the 
companies' books in each year. _ 

5· That cash dividends would bear the same ratio to net in
come after taxes as shown on the companies' books. 

6. That new issues and retirements of stock and direct charges 
to surplus would be made in the same dollar amounts. 

The reasonableness of these conditions is discussed in the 
addendum to this chapter (pp. 87-88). Obviously, it is im
possible to make precise estimates of the effect which a 40% 
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Exnmrr I!)A. Cmruu.TIVE EmCT oF A 40% hcoYE TAX 
O!'i GRoWTH: HL'DSO!'i MoTOR CAR. CoMPA..."n' 

Million~ of 
Dollt1r..1 

~--------------------------------

4------------------------------~---

0 . 
/!J/0 1911 19/Z 19/J 1914 191.5 

End of y,.,.rr 

tax would have had on business expansion that actually took 
place when much lower taxes were in existence. Nevertheless, 
the following calculations do illustrate basic principles con
cerning the effect of a high corporate tax. 

The estimated expansion which each of these companies 
could have achieved with a 40% tax in effect is shown in 
Exhibits 18 through 21. The severe restriction imposed by the 
tax is clearly evident. · For instance, Hudson in a six-year 
period and Packard in ten years would have had their gwwth 
limited to approximately 25% of that actually attained in 
years when corporate taxes were negligible. The expansion of 
Douglas in a six-year period and of Nash in thirteen years 
would have been held to about 40% of _that actually achieved. 
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ExmBIT IgB. DATA ILLUSTRATING CuMULATIVE EFFECT OF 

A 40% INCOME TAX ON GROWTH: 

HunsoN MoTOR CAR CoMPANY 

1910 1911 19l!l 1913 1914 1915 

(1) Actual net worth* S663 S1,090 S1,69o S2,247 S3,193 S4,o36 
(2) Est. net worth with 

S452 S614 S8o8 ~923 S955 $1,101 40%tax* 
(3) Ratio of (2) to (1) 

68.2% 56.3% 47·8% 41.1% 29·9% 27-3% in percentages 
(4) Difference between 

S211 S476 S882 S1,324 S2,238 S2,935 (2) and <:J* 
(5) Cumulat tax at 

S237 S362 S549 S7u S920 S1,093 40% rate* 
(6) Rate of profit 

earned on net 
worth 599.o% 68.9% 76.2% 50.1% 56.6% 45·2% 

(7) Dividends as per-
centage of profit 

8.5% 24·9% 26.2% 3-0% 40·4% after tax 0 

• In thousands of dollars. 

SoURcE: Columns 1, 6, and 7· Annual Reports of the company and Seltzer, 
op. cit., PP• 255-258. 

Columns 2 and 5· See explanation, Exhibit 18a, p. 79· 

The question naturally rises: Why _}Vould the growth of some 
of these companies have been restricted much more severely 
by a 40% tax than would that of others? The answer depends 
on the interaction of at least four factors: 

(a) The extent to which the tax rate is increased. Douglas and 
Nash actually paid average tax rates of about 12% during the 
years in which their growth was studied. Consequently, for 
these two companies the assumed 40% tax rate would represent 
a tax increase of only about 28 percentage points. For Packard 
and Hudson, on the other hand, the assumed 40% rate repre
sents a tax increase of about 39 percentage points over the 
average tax rate of about r% in effect during the years in 
which these companies were studied. 

(b) The rate of profits earned. The cumulative effect of high 
corporate tax wou1d reduce net income, in relation to net 
worth, more severely for a firm with a high rate of profit than 
for a firm with a low profit rate. Consequently, the restrictive 
effect of a high tax will be greater for a company with a high 
rate of profit than for one with a low profit rate. In this 
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ExmBrr 20A. Cmroi.ATIVE EFFECT OF A 40% 1Nc01m TAX 
ON GROWTH: PACKARD MOTOR CAR. CoKPANY 

Alillion.r of 
Doll11r.1 
IS.O--------------------

10.0 --------------7'------

~~-----------------~~--------------

o-=~~~-------------------------190.5 "06 "07 "08 "09 1910 11 "12 "JJ 1914 
Cnd of Y111r 

. 
respect, a 40% tax rate would have been most restrictive on 
Hudson, since Hudson earned a markedly higher rate of profit 
than did the other three companies. 

{c) Th lengtb oftirMfor which the tax is in ifect. The preceding 
hypothetical example indicated that the restriction on growth 
resulting from the tax would be cumulative in its effect. This 
fact is confirmed by the study of actual cases. As Exhibits 18 
through 21 indicatt; for each of the four companies the reduc
tion in net worth, measured either in dollar amounts or in 
percentage terms, becomes increasingly ~vere the longer the 
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' 
ExHmiT 20B. DATA ILLUSTRATING CUMULATIVE EFFECT 

OF A 40% INCOME TAX ON GROWTH: 

PAcKARD 1{oTOR CAR CoMPANY 

(1) Actual net worth* 
(2) Est. net worth 

with 40% tax* 
(3) Ratio of (2) to {I) 

in percentages 
(4) Difference between 

(2) and (r)* 
(5) Cumulated tax at 

40% rate* 
(6) Rate of profit earned 

on net worth 
(7) Dividends as per

centage of profit 
after tax 

( 1) Actual net worth* 
(2) Est. net worth 

with 40% tax* 
(3) Ratio of (2) to (1) 

in percentages 
(4) Difference between 

(2) and (I)* 
(5) Cumulated tax at 

40% rate* 
(6) Rate of profit earned 

on net worth 
(7) Dividends as per

centage of profit 
after tax 

• In thousands of dollars. 

1!}05 

S339 

S279 

82.3% 

S6o 

S87 

1!)06 1907 

S931 S2,122 

S571 S1,o09 

61.3% 41.5% 

S36o S1,11g 

S324 S664 

30.I% I8.o% I4.I% 

1910 

S8,o6o 

S2,679 

33·2% 

S5,38I 

SI,789 

4-S.o% 

1911 

S9,II6 

S2,885 

31.6% 

S6,23I 

SI,972 

17.1% 

191!1 

Su,199 

S3,227 

28.8% 

S7,972 

S2,243 

23-5% 

r6.o% 

1go/J 

S3,252 

$1,332 

47-0% 

SI,920 

S933 

66.6% 

2o.o% 

1913 

Sr3,oo6 

53.543 

27-2% 

S9,463 

S2o495 

19-5% 

1!}09 

S5,843 

$1,975 

33·8% 

S3,868 

S1o41o 

89-4% 

Io.o% 

1914 

SI3,863 

S3,739 

26.9% 

Sro,124 

8.9% 

30.6%-

SouRCE: Columns 1, 6, and 7. Annual Reports of the company and Seltzer, op. 
cit., pp. 247-252· 

Columns 2 and 5· See explanation, Exhibit I8B, page 79· 

tax is in effect. In fact, after a (ew years of growth the per
centage reduction in the net worth of each company is much 
greater than the 40% tax rate. In other words, over a brief 
period of years a 40% tax rate will reduce internally financed 
growth by much more than 40%. · 

(d) The percentage of net income after taxes paid out as dividends. 
The smaller the percentage of net income paid out as dividends, 
the more restrictive will be the effect of a higher tax. To put 
the matter differently, if a large percentage of net income is 
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.ExmBrr 2IA. Cmroi.ATIVE EFFECT oF A 40% INcoME TAX 
ON GRowrH: NASH MoToRS CoMPANY 

Million.s of 
/Jol/or.s 

60----------------------------------

40--------------------------~--------

o--------------------------------------1917 '/{J '19 1920 '21 "22 "2.1 "24 192J 'l6 i?l "28 1929 
End of Yeor · 

paid out as dividends, the principal effect of an increased tax 
rate will be to curtail dividend payments rather than to restrict 
the rate of business growth. Compare, for instance, the experi-

-ence of Nash and Douglas. Nash paid out a much larger 
percentage of its net income in dividends than did Douglas. 
Nash also earned a _much smaller percentage rate of profit. 
Consequently, the cumulative effect of a 40% tax on the 
earnings of Nash for a thirteen-year period would have re
stricted its growth only to the same extent ~at the expansion of 
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ExHmiT 2IB. DATA ILLUSTRATING CUMULATIVE EFFECT OF 

A 40% INCOME TAX ON GROWTH: 

NASH MoToRS CoMPANY 

1917 1918 1919 1920 1921 1922 1923 

( 1 ~ Actual net worth • s 7·5 s 7·6 Su.8 S17.5 S18.2 S24.1 S26.2 
(2 Est. net worth 

s 6.g s 7·0 s g.6 S12.8 $12.7 S15.4 S14.2 with 40% tax• 
(3) Ratio of (2) to ( 1) 

in percentages 92·3% 92.o% 82.0% 72.8% 70.1% 63.8% 54·2% 
(4) Difference between 

S o.6 S o.6 s 2.1 s 4·8 s 5·4 . s 8.7 SI2.0 (2) and (1)* 
(5) Cumulated tax at 

S 0.9 s 1.5 s 3·6. s 6.1 s 6.g s 9·4 $12.1 40% rate* 
(6) Rate of profit 

earned on net 
worth 36·7% 22·4% 74·8% 66.2% 15.6% 48·7% 44·4% 

(7) Dividends as per-
centage of profit 

21.6% 95·0% 23·0% 16.9% 47·3% 14·9% 37·3% after tax 

1924 1925 192fi 1927 1928 1929 
( 1 ~ Actual net worth* S3o.8 S34·7 SJ8.6 S47·6 S52.o S53·7 
(2 Est. net worth 

S15.9 S17.3 S18.6 $21.6 S23.o S23.5 with 40% tax• 
(3) Ratio of (2) to ( 1) 

51.6% 49·8% 48·3% 45·4% 44·2% 43·7% in percentages 
(4) Difference between 

S14.9 S17.4 S19.9 S26.o S29.o S3o.2 (2) and (1)* 
(5) Cumulated tax at 

S18. 3 S23.7 $28.7 S33·o S36.6 40% rate* S14.4 
(6) Rate of profit 

earned on net 
worth 40·3% 61.1% 77·8% 67.2% 49·6% 38.8% 

(7) Dividends as per-
centage of profit 
after tax 49·4% 76.2% 83·5% 6o.2% 78·7% go.g% 

*In millions of dollars. 
SouRcE: Columns 1, 6, and 7· Annual Reports of the company and Seltzer, op. cit., 

pp. 252-255· Redemptions of stock dividends within a three-year period were considered 
to be cash dividends, and profits before taxes during the war were adjusted as explained 
in footnote I, PP• 77-78. · 

Columns 2 and 5· See explanation, Exhibit I8B, p. 79· 

Douglas would have been restricted m slX years -less than 
half the time.l 

•Since Nash paid out a large part of its net income after taxes as dividends, the 
cumulatively restrictive effect of the tax as related to Nash is shown largely by the 
reduction in dividend payments which the increased tax would have required. 
Under the above conditions Nash would have paid total taxes over the 13-year 
period at the 40% rate of about S37 million, but as a result of the tax increase 
from 12% to 40% its dividend payments would have been reduced by about S6o 

(Footnot. continued 011 next page) 
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Thus far, the assumption has been made that the same 
percentage of net income after taxes would be paid out as divi
dends irrespective of the level of the tax rate. Under this 
assumption, as has been shown, a 40% tax would have severely 
and cumulatively reduced the internally financed growth 
which could be achieved by business firms with outstanding 
growth possibilities. 

But some firms might attach such importance to the main
tenance of a rapid rate of growth that they would completely 
eliminate their dividend payments in the face of an increased 
tax. As a matter of fact, Douglas, Packard, and Hudson could 
not have maintained their actual rate of growth even if they 
had paid no dividends at all. Nash, on the other hand, could 
have financed an even more rapid rate of growth in spite of the 
higher tax if it had eliminated dividend payments. Even Nash 
would have had to reduce its dividend payments substantially 
in order to maintain its actual rate of growth in the face of a 
tax increase of approximately 28 percentage points. It follows 
( 1) that only companies which distribute a large percentage of 
their net income as dividends could maintain a rapid rate of 
internally financed growth in the face of sharply increased 
taxes and (2) that even these companies could do so only at the 
price of a substantial restriction in their dividend payments. 

In conclusion, emplulsis must again he placed on the restrictive 
assumptions on which the numerical computations of this chapter have 
heen made. The reasonableness of these assumptions is discussed 
in the immediately following addendum. The authors have 
no illusions that precise numerical estimates can be made by 
the type of analysis employed in this chapter. This fact does 
not, however, invalidate the general principles developed in 
this chapter; these principles would hold even though the 
assumptions of the numerical computations were subject to a 
considerable margin of error. 

million. For companies paying out a small part of their net income as dividends, 
similar restrictions are shown in the growth of net worth. As a general proposition, 
the reduction in total net worth plus the total reduction in dividends will always 
be greater than the total additional taxes paid. The difference will become greater 
with each additional year an increased tax is in effect. 
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ADDENDUM TO CHAPTER VI 

The specific assumptions' of this chapter were selected for_ the 
following reasons: 

Assumption I: That a corporate tax rate cif 40% would be paid in eacli 
year. / -

The figure of 40% was chosen (a) because it is the basic rate now 
applicable to corporate incomes; (b) because it is frequently sug
gested as a possible postwar rate; and (c) because it represents a 
substantial increase over the average tax rates paid by tile above 
companies in the periods studied. · 

Assumption 2: That the full amount cif the corporate tax would be borne 
by the company and by its sharelwlders. . 

The reasons for this assumption are discussed on pages 7-8. 

Assumption 3: That the demand for the companies' products would not 
be affected by the level cif the corporate tax. 

An increase in corporate taxes would reduce the demand for a · 
company's products by curtailing the purchasing power of other 
business firms and indirectly of individual consumers. These effects 
are ignored in the calculations, and, con_sequently, the restrictive 
effects of the tax tend to be understated. 

On the other hand, i_ncreased government expenditures, debt 
retirements, or reductions in other taxes. made possible by an in- _ 
crease in the corporate tax, would have a stimulating effect. But 
the purpose of this chapter is to appraise the direct effects of a high 
corporate tax on business expansion and not to examine the separate , 
problem of indirect economic effects such as those of increased 
government expenditures. In effect, the level of public expenditures 
is assumed to be unchanged. · 

In order to reach an intelligent decision on appropriate methods 
of financing government expenditures, the effects of different sources 
of revenue must be compared in terms of a common base -here 
implicitly assumed tO be a fixed pattern and level of government 
expenditures. T~ chapter points out some of the effects of high 
corporate taxes which would have to be considered in making such a 
comparison. 

Assumption 4: That the percentage rate cif net income before taxes would 
be the same as that actually slwwn on the company's books. -

The slower rate of growth resulting from an increased tax would 
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obviously have an effect on the rate of profits earned by a business 
firm. But the direction or size of this effect is not clear. , 

For instance, increased profits might result from the fact that 
demand for the product would not have been directly reduced by 
the tax and higher prices consequently might have been charged for 
the reduced output. But these possibilities would have been limited 
by the diminished resources available to the firm for expenditures 
for advertising and for the development of sales organizations. 

On the other hand, the rate of profits might have been lowered 
by higher unit· costs resulting from smaller scales of production. 

,Similarly, less funds would have been available to finance develop-
. ment work and improved techniques of production. 1 

As a first approximation it seems reasonable to assume that these 
factors, plus others of a similar nature, would offset each other. 
However, readers desiring to substitute other rates may easily do so. 

-.Unless substantial changes are made, the general order of magnitude 
of the above results will not be greatly affected. 

Assumption 5: That cash dividends would bear the same ratio to net 
income after taxes as shown on the companies' books. 

This assumption was made for lack of a be~ter basis of estimating 
the reaction of management to a lower profit after taxes. As noted 

. in the text, calculations have also been made on the assumption that 
all dividend payments would be eliminated in order to maintain a 
.maximum possible rate of growth from retained earnings in the face 
of the higher tax. 

Assumption 6: That new issues and retirements of stock would be made 
in the same dollar amounts. 

This assumption was made in order to remove in so far as possible 
the effect of adjustments extraneous to the purpose of these esti
mates. Since the companies selected for study had ralatively small 
amounts·ofnew issues and surplus adjustments, this assumption has 
not greatly affected the results. 
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CHAPTER VII 

Outside Sources of Funds for Business Expansion: 
Long-Term Furz4s · 

SIDOlAllY OF CoNCLUSIO!\"'S 

1. Briefly, the two preceding chapters have shown (a) that 
retained earnings have always been a principal source of funds 
for business expansion, and (b) that a high corporate tax would 
greatly restrict the amount of business expansion which can be 
financed from retained earnings. The higher the tax rate the 
more extensively will business have to rely on outside capital to 
finance its expansion. If outside capital is readily obtainable, 
this necessity may not seriously retard business expansion. On 
the other hand, if outside funds are difficult for growing enter
prises to raise, restrictions on retained eimings resulting from a 
high corporate tax could have very serious repercussions on the 
rate of business expansion. · 

2. The question is therefore squarely raised: To u;luzl extenl 
is outside capital Q1}ailah/e to growing enJerprises? Two techniques 
are employed in this chapter in an effort to answer this difficult, 
but highly important, question. Fust, the experience of com
panies publicly seeking outside capital is surveyed. Secondly~ 
the data on the general flow of funds to business during the last 
15 years are analyzed. Neither of these approaches to the 
problem is wholly satisfactory, although both yield interesting 
results. Together, they cast grave doubt on the adequacy of 
the supply of venture capital to small, growing enterprises 
during the prewar years. If these doubts are justifi~ they at 
least constitute a danger signal in considering postwar tax 
policies that would force small companies to rely principally 
on outside capital to finance their growth. 

3· In so far as the experience of companies seeking outside 
capital is concerned, it appears: 
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(a) That a substantial demand for capital on the part 
of small companies has gone unfilled; 

(b) That small companies are at a severe competitive 
disadvantage in comparis~n with large companies in 
raising outside capital; · 

(c) That this disadvantage is in large part the result 
of circumstances that cannot be altered, such as the greater 
risks confronting small companies; 

(d) That the disadvantage confronting small firms is 
-:: much greater in times of business depression and market 

pessimism than when general business activity is at a high 
level and investors are optimistic; and 

(e) That, in contrast to small firms, large corporations 
have been able to raise new capital on relatively favorable 
terms at least since the late 193o's. · 
4· In 110 far as the flow of long-term funds to business is con

cerned, the following conclusions are reached: 
(a) With the exception of retained earnings, which 

have been discussed in preceding chapters, the savings of 
~- individuals are the most important source of funds for 

busineis growth. 
. (b) Large amounts of savings by individuals, poten
tially available to finance business expansion, are con
stantly accumulating in the economy both in good years 
and in bad years. . 

(c) But since 1930 the flow of individual savings 
directly to growing enterprises has been sharply curtailed 
and per~aps even reversed. Apparently large and 
deliberate shifts have taken place in the savings habits of 
individuals over the past 15 years. 

(d) Individual savers have increasingly entrusted their 
funds to safe forms of investment such as government 
bonds, life insurance companies, and other major savings 
institutions. Funds so invested are seldom made available 
to companies in need of venture capital. 
· (e) The vast accumulation of liquid savings during the 
war may basically alter this trend. But available data 
through 1944 do not indicate an increased willingness on 
th~ part of individual savers to hold equity securities. 
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EXPERIENCE oF CoMPANIES SEEKING OUTsiDE CAPITAL 

Sales Record of Unseasoned Securities 

Additional equity capital is the primary capital require
ment of growing enterprises. Without adequate equity capital, 
the flotation of bonds is unwise and usually impossible. More
over, the net worth position of a company is also a primary 
factor in determining its credjt standing with respect to me
dium- and short-term loans. If growing firms have adequate 
equity capital, they can usually manage to obtain the other 
outside funds which they may need on reasonably favorable 
terms. and without too much difficulty. Lacking 'adequate 
equity capital, they are almost certain to be seriously restricted 
in the amount of funds they can borrow and in the terms on 
which such funds can be obtained. · 

The shortage of equity capital available to small companies 
is illustrated by the sales record of unseasoned securities regis
tered with the Securities and Exchange Commission from 1933 
through I 939· Out of a total of 6o8 registered issues of unsea
soned common stock, 224 reported no sales at all, and .scarcely 
more than 20% of the amount registered was ultimately sold. 
Similarly, more than one-third of the 155 registered issues of 
unseasoned preferred stock had no sales, and less than one
fourth of the amount registered was ever sold. Sales of bonds 
by unseasoned companies are, of course, of minor importance. 
Only 54 issues of bonds and notes were reported by the Securi
ties and Exchange Commission; of these issues, over 20% had 
no sales at all and less than 6o% of the amount registered was 
sold.l · 

The significance of these statisticS is difficult to evaluate. 
Possibly many or most of these unseasoned enterprises were 
unworthy of financial support. It wou1d seem, however, thai 
companies which went to the trouble and expense of registering 
a new issue must have hoped to be able to float their securities 
successfully. Probably the companies registering new issues 
were in general among the stronger group of unseasoned com-

1Securities and Exchange Commission, Sales Ru:ord of Unseasoned &gis'iered 
Sta.rilies, 1933-39 (Washington, The Commission,Juue, 1941), p. 10. _ 
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ExHIBIT 22 •. PRICES oF Poi.AROID CoMMON STocK AND Dow-joNEs .INDEX 

OF 30 INDUSTRIAL. STOCKS, 1939-1944* 
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*Since this chart was prepared both the Dow-Jones Index and the price of Polaroid common 
stock have rigen considerably. 

SouRCE: Bank and Quotation Record and Survey qfCurrmt Business. 
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panics. Their sales record probably 1i'-as better than that of 
u.nregb-unxl issues sold locally. -

In this connection the study oC the Securities and Exchange 
Commission comments interestingly: 

In ~ sales 'W'Oiume of 1Jil5C3.SOiled issues tended to 
reflect activity in the new i:s.me market, rising sharply in early 
19J6 and declining ~tly up to the middle of 1938. 
The ratio of sales to registrations of unseasooed issues, ~.-
1111-as affected by the 111oide fluctuations in registrations, with the 
n:sult that high sales ratios prevailed more in periods of low 
regimation 'W'Oiume than in periods of high sales 'W'Oiume. Upa. 
.fortNr a.a!Jsis it tlr'flUn tAal ia pnitJs of liRI1 ~Ill CllJiillll JNZTUt 
«<Ui.';, tlw rtfotratitnt of ll1ISUlSDIIfUl issws rriJA rxry JDtartai• Slllu 
pro! peds fails D.f lriJj partinJar sAarprress.t (Italics added.) 

In other '''~ unseasoned securities can be sold in m& 
stantial \"'lume tml,7 in times oC generally fa,"'rable market 
conditions. The market for unseasoned securities is so thin 
and so subject to the '~aaries oC the capital market that it drops 
much more sharply in times oC uncertainty and pessimism than 
does the market for seasoned securities. Consider. for instance, 
the fluctuations in the \-alue of the common stock of the Pola
roid Corporation, as sho111o-u in Exhibit 22. Relatively small 
fluctuations in the generalln-el oC stock prices were accom
panied by extreme fluctuations in the \-alue of Polaroid stock. 
Polaroid probably could not have issued new common stock 
on fa,'Orable terms in 1941 and 19{2, 1i'-hen general market 
conditions 1i'·ere bad, in spite oC its excellent gro1111-th p~ 
and its rapidly impl'O\ing earnings record. But there is no 
guarantee that the need of small companies for additional 
capital1111ill customarily coincide "ith fa\"'rable market condi-

-tions. On the contrary, small companies are quite lilely to be 
in need c:A funds when general business conditions are nnfa\"01'

able and the capital market is lihly to be inacth-e. 
~o adaJuate data are a\-ailable on unregistered capital 

issues - primarily small, locally d.i:.-m.outed issues. But the 
\irtually unanimous testimony oC competent obsen-ers is that 
the flow oC funds to small companies "-as at a '"Crf low le\-el 

I Ibid., p. a. 
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during the 1930's.1 For instance, less than 20% of the com
panies reporting on their sources of long-term capital in a 
Department of Commerce survey relied on sales of stock or 
bonds; more than 45% of the companies reporting claimed that 
they were in need of long-term capital, but that no source of 
any kind was available to them.2 

Access of Large Corporations to Capital Market in 1930's 
During the last half of the 193o's, at least, large industrial 

companies appear ·to have had relatively easy access to the 
·capital market. The Dow-Jones index of 30 industrial stocks, . 
for instance, varied within approximately the same range 
during most of the period i936-1940 as in the mid-192o's. 
Moreover, new funds from security issues of large manufactur- . 

'jng companies were as high in 1937 and 1938 as. in the best 
years of the 192o's (excluding 1929).3 It is true that total 
issues of new securities for the whole decade of the 193o's were 
much smaller than in the 192o's; But this fact can be explained 
largely by the decreased demand on the part of large, estab
lished companies for outside funds during most of the 1930's. 

F. Eberstadt, in a speech before the National Association of 
Securities Commissioners in December, 1944, has clearly stated 
the contrast between the problems confronting large and small 
companies in raising outside capital: 

In the postwar process of raising funds for re-equipping, 
the big well-established companies will not have serious finan
cial problems. There is plenty of money available for invest
ment in seasoned and safe securities and loans are readily avail
able to them at fantastically low rates. But owners of capital 
and banks, like workers, have become keenly security-con
scious and are timid about taking risks. T\J.e big company 

tjohn H. Cover, Problems of Small Business (TNEC Monograph No. 17, Washing-
ton, 1941), pp. -227, 262-263; Roy Foulke, "Risk Capital for Small and Inter
mediate Business" and "Postwar Problem No. 1 for Small Business: Urgent Need 
for Loans and Risk Capital," in Small Business: Access to Capital, U. S. Senate, 
Special Committee to Study and Survey Problems of Small Business Enterprises, 
Bulletin No. 15. 

2Survey of Reports of Credit and Capital DijficuJtia Submitted by Small Manufacturers 
(Washington, Government Printing Office, 1935), p. 66. All manufacturers re
porting had between 21 and 250 employees. 

•See A. R. Koch, 1M Financing of Large Corporations, rg~r939 (New York, 
. National Bureau of Economic Research, 1943), p. 1~3· 
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has not suffered from this trend. On the contrary, in a sense it 
has benefited, because so-called safe securities and loans have 
commanded constantly increasing premiums. But the opposite 
conclusion has prevailed for small companies and, above all, 

' for new companies.l . 

Cost of Outside Capital 
It is axiomatic that large, well-known comparues have a 

great competitive advantage over small companies in raising 
outside capital. Whereas the stock of a leading manufacturing_ 
company may sell at a price-earnings ratio of from 15:1 to ~5:1, 
the stock of a smaller, less well-known company with an es
tablished earnings record probably will sell at a price-earnings 
ratio offrom 7:1 to 15:1. · . 

The leading companie~ in an industry typically have many 
advantages over their smaller competitors. They are likely to 
be older and better known.· Their securities will tend to be 
more widely held, thus providing a more stable, liquid market. 
Institutional investors can afford -to purchase large blocks of 
their securities without risking a "lock-up." Leading com~ 
panies have usually grown to the point where they can afford · 
to pay out a large percentage of their earnings as dividends; 
hence their securities will sell more on a yield basis. Moreover, 
leading companies can usually issue preferred stocks and bonds 
at a low interest rate, and thereby acquire new capital without
weakening the control position of the management or diluting 
the outstanding common stock. , 

On the other hand, the securities of medium-size listed com
panies with established earnings records typically are Jess well 
known and encounter more buyer resistance than the blue-chip 
equities. The market for the smaller companies will be thinner, 
less stable, and unsuited to the needs of many large institutional 
investors. As institutional investors become a moie and more 
important source of funds, the relative disadvantage of the 
medium-size companies increases. These companies will ~lso 
have a more difficult time selling bonds or preferred stocks; 
when they are able to issue senior securities, they will typically 
have to pa>: a higher return than will the blue-chip companies. 

•Delivered before the 27th Annual Convention of the National Association of 
Securities Commissioners, December 12, 1944, St. Louis, Missouri (mimeographed). 
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Small unlisted companies fall in still a third category. They 
are likely to find the acquisition of new capital costly and 
difficult at almost any time. They generally cannot acquire 
new long-term capital in sizable amounts without surrendering 
a substantial part of the ownership interest in the company. 
In many phases of the bus!ness cycle it is essentially impossible 
for the vast majority of small companies lacking "sex appeal" 
to raise equity capital on anything like satisfactory terms. 
Even glamorous companies - such as Polaroid, television, 
and aviation companies in certain periods - can usually issue 
securities on favorable terms only when market conditions are 
auspicious. 

As a general observation, unseasoned issues sell on much 
better terms, relative to less risky securities, in bull markets 
than in bear markets -in times of prosperity than in times of 
depression. Indeed, in periods of speculative fervor, as in 1929, 
the speculative issue may be in a very advantageous position. 

One· of the greatest contributions toward removing restric
tions on the availability of capital to small, unseasoned ventures 
would be to maintain a high level of economic activity; the 
indirect effects of general prosperity would be far more power
ful than any specific measures short of indiscriminate public 
handouts which could be taken to break down the barriers 
between small companies and the capital market. 

So much for the terms on which different types of companies 
can secure long-term capital. A more frequently discussed 
aspect of the problem, but one that is relatively much less im
portant, is the dollar cost of public security issues. 

Expressed as a percentage of proceeds, these costs are almost 
uniformly more for small companies than for large companies. 
In the years 1938-1941, as Exhibit 23 shows, the total cost of 

· issuing the common stock of companies with assets of less than 
$1 million averaged more than 20% of· the total amount 
issued; for companies with assets of $10 million and more, 
total costs ranged from 2% to u% of the amount of the issue. 
Similar relationships hold, as Exhibits 23-25 indicate, for un
derwritten and nonunderwritten issues and for preferred stocks 
and bonds. For instance, in the years 1939-1941 the cost of 
floating underwritten bonds of companies with assets of over 
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ExHIBIT 23. CosT OF FLOTATION FOR CoMMON STOCK IssuEs EFFECTIVELY REGISTERED FOR SALE TO 

THE PuBLIC UNDER THE SECURITIES ACT OF 1933, BY SIZE OF IssuER, 1938·1941 
19JB 19J9 1940 1941 

Cost tU a Cost tU a Cost tU a Cost tU a 
Si~l qf lssun No. Ptrcentagl qf No. Ptrcentagl qf No. Ptrcentag• qf No. Ptrctntag• qf 
(In millions) /sSIJII Amount lssiJII Amount lssiJII Amount lssUIII Amount 

Urultrwrilltn lsswt 
Under 81 9 117-3% JJ 1111·9% 10 1111.8% !1, 110.4% ~ 

S•-Ss !I 110.0 9 19·!1 19 15·9 II 19·9 cl: Ss-S•o II 19-11 3 1Jo4 3 111·9 3 lllo!l I ,.... 
S1o-Sso 10.4 3 10.11' i 1.0 ..., Sso-S1oo a· I ...... S10o-S:zoo ·3 

Over S:zoo §' Nonuntkrwritlln lssutl 
Under S1 43 111.7% 36 114-1% 31 ~~a·4% 7 19.1% e-

SI-S5 110.3 10 110.3 3 I • !I II ~~~-6 
Ss-S1o II 14· II lo.R II 16.4 I I .8 

S1o-Sso I 4· 
Sso-S1oo 11.11 4·4 

S1oo-S11oo 
Over S:zoo 

Souaoa: Securitiea and Exchange Commi111ion, Cost of Flotation/or Regist"'d S1curitit11 19JB·I9J9 (Washington, The Commiulon, 
March, 1941), pp. 116, Alll•llll, A4!1·46; SEC Statistical Series Release No. !1711 ~une 6, 1941)1 pp. A11~11~; and Release No. 71!1 
Uune 18, 194101), PP•II9·30• All data refer to lssuea proposed for aale by the issuer t rough investment ban · g acilitiea. 



ExHIBIT 24. CosT OF FLoTATION OF PREFERRED STOCK Issl:ms EFFECTIVELY REGISTERED FOR SALE 

TO THE PUBLIC UNDER THE SEcuRITIEs AcT OF ·I 933, BY SIZE OF IssuER, 1938-1941 
19ft 1939 19-JD 1941 ~ 

~ 
Cost as a Cost as a Cost as a Cost as a -

Si~ of Issuer No. Percentage of No. Percentag1 of No. Percentag1 of No. Percentag1 of ~ 
(In millions) Issues .A.mormt Issues .A.mormt Issues .A.mormt Issues .A.mormt ~ 

Underwritten Issues ~ 
~ Under SI 3 23·7% 3 14.8% 7 15·5% 2 12·5% -SI-S5 l 13.8. 7 II •3 · 3 10.2 8 9·6 
~ S5-S1o 0 5 9·6 6 8.3 9 4·6 ,...., 

c.o Sur-S5o 4 3·6 7 4·4 ,13 5·2 l 4·0 ~ 
co s5cr-S1oo I 3·4 I 3·4 4 3·7 5·2 e ...... S1ocr-S2oo 4·7 3 3·4 3 3·2 ;:s 

Over S2oo 2.4 2 3·3 ~ Nonrmderwritten Issues e 
Under S1 20 18.8% 10 23·5% J1 20.9% 3 19.6% s 

SI-S5 3 10.2 3 12.9 4 14·9 3 13.6 ~· 
S5-S1o ' I 11.2 8.5 2 4·7 ~ S1cr-S5o 4 4·9 6. I I 3·6 13-0 

S5cr-S1oo 2 3· I ~ 

SIO<r-$200 5·7 -b. ... 
Over S2oo t:· 

~ 
SouaCE: Securities and Exchange Commission, Cost of Flotation for Registered Securities, 1938-1939 (Washington, The Commission, 

March, 19•P), pp. 25, A19-20, A43-44; SEC Statistical Series Release No. 572 (June 6, 1941), pp. A21-22, and Release No. 715 (June 
18, 1 942), pp. 2 7-28. All data refer to issues proposed f?r sale by the issuer through investment banking facilities. 
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hoo million was about one-fourth the cost of similar issues fot 
companies with assets of less than $1 million. 

The costs of floating an issue may be conveniently divided 
into two parts: first, the compensation paid io' investment 
bankers and other dealers for distributing the issue; and, 
secondly, the expenses of preparing the issue for sale- regis
tration costs, fees for legal and accounting services, taxes, and 
so on. It is i~portant to emphasize that the expenses of pre-' 
paring issues for sale are much less on the average for all classes 
and sizes of issues than are the costs of selling the issue - this 
in spite of the many strictures hurled at the Securities and 
Exchange Commission.• The greater cost of floating small 
issues, as compared With large issues, results predominantly 
from the greater selling costs of small issues. 

In part, the plight of small companies may be asqibab]e to 
the failure of our banking system to provide for them. To 
quote F. Eberstadt again: 

Not a week, nor scarcely a day goes by but what our firm is 
approached by some worthy small enterprise seeking from 
Sso,ooo to $10o,ooo of capital to develop or expand a sound 
small business or to start a promising new venture. But this 
sort of money is not available in New York. Wall Street's 
function in the investment field is the handling of those securi
ties that are suitable for national distribution. The Securities 
of such companies are not in this class. But there is every 
reason why they should be able to find capital and credit in 
their own localities .•. . But in frankness we must admit that under 
present circumstances, it is next to impossible for thnn to obtain capital 
or credit where they ought to----vi.(:., in their own communities.2 (Italics 
added) 

But, even after all allowances for inadequacies in our present 
capital market and banking structure are made, it must be 
recognized that small companies cannot hope to compete for 
capital on equal terms with large, estab1ished companies. 
Small companies present far greater risks than entrenched 
corporations. They can offer much less resistance to cyclical 

•See Securities and Excllange Commission, Cost qf FlotatiiJII qf Registeretl Securities, 
19:JIJ-1939 (Washington, The Commission, 1941). 

• 2Ebc:nt.adt, op. ciL 
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ExHIBIT 25. CosT oF FLOTATION oF UNDERWRITTEN BoND IssuEs EFFECTIVELY REGISTERED FOR 

SALE TO THE PUBUC UNDER THE SECURITIES AcT OF 1933, BY SIZE OF IssUER, 1938-I941 

1938 1939 1940 1941 

Cost as a Cost as a Cost as a Cost tU a 
Si;::.f' of IsSUir No. P1re~ntag1 of No. P~rcmtag1 of No. P~rcmtag1 of No. P1rcmtag1 of 
(In millions) Issues Amount Issues Amount /SSIJIIS Amount Issr1111 Amount 

Under S1 4 8.8% 4 l·3% I 11-5% I 7-a% 
SI-S5 4 5·5 9 ·4 4 5·5 9 4· 
S5-S1o 2 5·2 4 3·1 10 4·3 4 3·3 

S1o-Sso Jl 3·5 15 3·0 ~t 2.9 12 !1.2 
Sso-S1oo II 2.7 15 2.6 2.5 10 !1.0 

Sloo-S200 9 !1.7 7 !1.8 7 2.2 5 !1.5 
Over S2oo 13 !1-3 II !1-3 14 2.1 14 !1.0 

SouRCE: Securities and Exchange Commission, Cost of Flotation/or /Ugist~r~d S1euritiu, 1!)38-1939 (Waahington, The Commission, 
March, 1941), J>P· 23-25, A17·18, A41-43; SEC Statistical Series Releaae No. 572 (June 6, 1941), pp. A1g-2o, and Releaae No. 715 
(June 18, 1942), pp. 25-26. All data refer to issues proposed for sale by the issuer through investment banking facilities. The small 
number of bond issues not underwritten prevents aignificant comparisons of costa by aize of issuer for these issues. 
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fluctuations, and their continued success is often bound up with 
the life and \igor ofindhidual managers. For these and many 
other reasons, even if the market were truly "perfect" in_ the 
classical sense, small companies would still have to pay much 
more for outside capital than would large, established corpora
tions. 

FLow oF LoNG-TERM .FUNDs To· BUSINESS · 

A second method of appraising the ease with which growing 
enterprises can raise large amounts of outside capital is to survey 
the flow of long-term funds to business from the rest of the 
economy. What are the sources of these funds? How large are 
they? How do the investment policies of their owners affect 
their availability to different kinds of business firms? What 
changes can be discerned in the availability of these funds to 
small, growing enterprises? The remainder of this chapter 
attempts to answer these questions. 

SaW!gs of Individuals 

The savings of individuals constitute the principal external 
source of long-term capital available to growing enterprises. 
Some of these sa,ings are invested directly in growing enter
prises by the individual savers themselves. Others are chan
neled to business enterprises through various financial and 
sa,ings institutions- such as life insurance companies, com
mercial banks, and investment trusts. Still others for various 
reasons never become available to business enterprises at all. 

The extent to which individual savings in any year are avail
able to finance business growth consequently depends on three 
factors: -

(I) The volume of individual savings in that year; 
( 2) The manner in which they are held - that is, the 

amounts held as cash or bank deposits, the amounts used to pay 
off old debts or to buy real estate, the amounts put in govern
ment bonds or in insurance and other financial and savings 
institutions, and, finally, the amounts invested directly in 
grov.ing enterprises; and 

(3) The extent to which the savings originally invested in-
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.EXHIBIT 26. NET SAVINGS OF INDIVIDUALS, UNINCOR
PORATED BusiNESSES

1
AND CoRPORATIONS 1919-1938 

rears 
1919-23 
1924-28 
1929-33 
1934-38 

(Five-year totals in billions of dollars) 

(r) , (2) (3) (4) <s> 
NetSawigs 

Net Savings of Unin-
of (X}f'porated 

lndWiduals Businesses 
S2o.1 S 8.8 

18.6 6.6 
21.4 -7·4 
23·2 +1·7 

Sum of(r) 
and (R) 
S28.g 

25·2 
14.0 
24·9 

Net Sal). Total Non
ings of gou'l Net 
Corps. - Savings 
s 5·1 134·0 

5·0 30-2 
-JI.J 2-9 
- 8.2 16.7 

(6) 
(r) as a 
Percmt
ageof 

(5) 
59.1% 
6r.6 

737·9 
138.g 

(7) 
(3) as a 
Percent-' 
age of 
<s> 
Bs.o% 
83·4 

,.S2.8 
149·1 

SoURCE: Simon S. Kuzilets, National lncom4 and Its Composition, 191fri9fi (New 
YorkNationalBureauofEconomicResearch, 1941), Vol. I, p. 276. Net savings of 
corporations represents essentially the undistributed net profit of corporations 
shown on income tax returns adjusted to exclude capital gains and losses on assets 
and to allow for changes in valuations ofinventories and capital assets. See ibid., 
pp. 41o-413· Net savings of individuals similarly exclude capital gains and losses 
as well as depreciation on residential houses, but include the imputed rent on 
owner-occupied dwellings. _ 

financial and savings institutions are reinvested by these insti-
- tutions in growing enterprises. _ · ' 

Volume of Individual Savings~ The volume of individual savings 
is consistently very large.1 Simon Kuznets of the National 
Bureau of Economic Research has estimated that in the five 
years 1924 to 1928 inclusive, individuals accumulated $18.6 
billion of savings, and that during 1934 to 1938 they saved the 
even-larger total of $23.2 billion- an average of more than 
$4.5 billion a year. Stated somewhat differently, as is shown

in. Exhibit 26, the savings of private persons accounted for 
about 6o% of all savings made outside of government during 
the -192o's. In fact, during the first half of the 1930's, when 
both incorporated and unincorporated businesses as a whole 

-were making inroads on their capital, the savings of individuals 
were the only source of positive net savings in the economy. 

Data for recent years do not distinguish between savings of 
private persons and savings of unincorporated business. But 

I Individual savings in any year are defined as the difference between the total 
incomes received by individuals during the year and the expenditures by indi
viduals for consumable goods and services. No existing estimates can be regarded 
as fully accurate. Moreover, various estimates differ because of differences in the 
items which estimators include in their income and consumption totals. Never
theless, in their broad outlines these estimates may be accepted as sufficiently 
reliable for the purposes of this study. 
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as Exhibit 31 (p. 112) shows, the combined savings of private 
persons and· unincorporated businesses . have increased tre
mendously since 1940 and are now running at an annual rate 
more than four times their 1929 volume. Moreover, in addi
tion to their increasing absolute size, individual savingst appear 
to represent about as large a percentage o( total nongovern
mental savings now as in the 1920's. 

The evidence is clear that the American people save sizable 
amounts of their income even in the depths of depression and 
that the amounts saved increase rapidly as business improves. 
Any failure of individual savings to flow into business uses 
consequently cannot be explained by an absence' of saving, 
but, on the other hand, must be explained by the fact that 
these savings were not being invested, directly or indirectly, 
in business concerns. · 

Direct Investment of Individual Savings in Business. There are 
no really satisfactory data to indicate the total amount of new 
investments made by individuals directly in business enterprises
in each year. It is possible, however, to estimate for recent 
years the amounts by which new investments by individuals in 
corporate securities exceeded the amounts withdrawn from 
such investments. These estimates, based on data published 
by the Securities and Exchange Commission, show the net 
change in the aggregate holdings of corporate securities by all 
individuals considered as a group. Since these estimates are 
made in a manner designed to eliminate the effects of price 
changes,2 an increase in the holdings of corporate securities by 
all individuals will indicate that private investors as a group . 
have invested additional funds in these securities. Correspond
ingly, a reduction in the holdings of these securities by in
dividuals will indicate that individuals as a group have with
drawn funds from such investments. 

These changes in the aggregate holdings of corporate securi-
1Subsequently in this section, the term "individual savings" includes the savings 

of unincorporated nonagricultural business, nonprofit organizations, and trust 
funds, as well as those of private persons and families. This usage is dictated by the 
form of the available data, and is in keeping with the definitions used in most tab
ulations by the Securities and Exchange Commission and the Department ofCom
mtTCe. 

ace. footnote 2, page 100 below. 

[ 103] 



Effect of FedeTal T axu ora Growing Enterprisu 

ties by individuals may be used as an index of their willingness 
fo invest in business generally. Even though these data are 
necessaPly subject to rather wide margins of error,t they appear 
to be reasonably good estimates of the orders of magnitude 
involved.2 The story they tell is so clear that the conclusions 
based on them would be unchanged even if the specific figures 
in question were considerably modified. ·Moreover, the trends 
noted in the holdings of corporate securities would probably 
be in the same direction and even more pronounced for unin
corporated business, so that no serious distortion is likely to 
result from estimateS relating only to corporate securities. It is 
of course true that not all additions to the corporate securities 
held by individuals provide funds for business expansion,a but 
an increase in their holdings does indicate a willingness or desire 
to undertake the risks of ownership and long-term creditorship 
of business enterprise - and that is the thing to be measured. 

What then is the story which these figures tell? Briefly they 
show a great decrease since 1930 in the willingness of individual 
savers to hold corporate securities; individuals held a smaller 

•The series is a residual, obtained by subtracting the estimated net changes in 
security holdings of domestic .. nonindividuals" and foreigners from the net change 
in securities outstanding. The series has been compiled by the Research and 
Statistics Division of the Securities and Exchange Commission from their own data 
and reports of the Treasury Department, the Federal Reserve Board, Federal 
Deposit Insurance Corporation, Moody's Investors' Service, and the Omrmerriol & 
Fintmt:ial Chrrmide. Cf. R. W. Goldsmith and Walter Salant, .. Volume and Com
ponents of Savings in the United States, 1933-1937," in Jnamw flllll Weolth, (New 

1 York, National Bureau of Economic Research, 1939), Vol. III, especially pp. 
256-273; Securities and Exchange Commission. Volume ti1Ul Componerau of Saving$ ill 
the United States, 193J-I!J40, Special Studies No. 11; and footnote 2, page 1o6 below. 

IThe estimates are consistent with independent information on the disposition of 
the balance of individuals' savings. It must be noted, however, that these estimates 
of changes in individuals' holdings of securities must be adjusted for the net in
crease or decrease in their borrowings against these holdings to arrive at an estimate 
of the amount of individual saoings invested in corporate securities. 

•Increased individual holdings of corporate securities Jnight simply represent 
the acquisition from institutions (e.g., life insurance companies) of previously 
outstanding securities or of new securities issued to refund issues previously held by 
nonindividuals. In both of the situations the growth of the issuing firm would 
have occurred at a previous time. Similarly, increased holdings of new securities 
issued by operating companies to finance the purchase of outstanding securities and 
existing ~Wets will not directly result in expanded productive capacity. It should 
be noted that sales of securities between individuals at whatever prices do not 
change individuals' aggregate holdings. Nor do individuals' purchases of securi
ties of investment trusts or holding companies, so long as the proceeds are used to 
buy other securities previously held by individuals. If, however, the proceeds are 
used to buy securities held by nonindividuals, the comments at the first of this note 
apply. 
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EXIHBIT 27. IssuEs oF DoMEsTic CoRPORATE SECURITIES 
(In billions of dollars) 

/ssuu for New Capital 
(Commercial & Fituzncial Chronicle) 

T1tal /ssuu Productioe Issuer 
(Commercial & Bonds and Equity (Moody's ltWeStors' 

Tears Fituzncial Total Notes Suurities Servia) 
Chronicle) 

1919 $2.7 S2.2 So.8 $1.4 t 
1920 2.8 2.6 1.6 1.0 t 
1921 2-3 1.7 1-4 0.3 So.9 
1922 2·9 2.2 1.6 o.6 1·3 
1923 3·2 2.6 2.0 o.6 r.6 
1924 3·5 3·0 2.2 o.8 1.9 
1925 4·2 3·6 2-5 1.1 1.8 
1926 4·6 3·8 2.7 1.1 1.8 
1927 6.5 4·7 3·2 1·5 1.8 
1928 6.9 5·3 2.4 2·9 1·5 
1929 9·4 8.o 2.1 5·9 1.8 
1930 5·0 4·5 3·0 1·5 1·9 
1931 2·4 1.5 1.2 0·3 o.8 
1932 o.6 0.3 0.3 + 0.2 + 
1933 0.4 0.2 + o.1 0.1 + 
1934 0.5 0.2 0.1 + o.r + 
1935 2.3 0.4 0.3 o.1 o.1 
1936 4·6 1.2 o.8 0.4 0.4 
1937 2.4 1.2 o.8 0.4 o.6 
1938 2.1 0.9 o.8 o.1 0.4 
1939 2.1 0.4 0.3 o.1 0.2 
1940 2.8 0.7 . o.6 o.1 0.5 
1941 2.6 1.1 0.9 0.2 ~·7 

•Moody's "productive issues" reduces the Chronicle's "new capital" series 
mainly to exclude issues of investment trusts, holding companies, and operating 
companies financing purchases of other securities and existing assets. Since 1931, 
issues for "working capital" are excluded. ' 

tData not available. 
:~..ess than S5o,ooo,ooo. 
SoURcE: Taken from Survry of Current Business, 1942 Supplement, p. 81, and Banking 

111111 Monetar.JStatistics, Federal Reserve Board, November, 1943, p. 4-87· 

volume of these securities (excluding price changes) in 1940 
than in 1933· The large volumes of individual savings ac
cumulated in these years were invested elsewhere, and, in . 
addition, individuals as a group withdrew funds previously 
committed to corporate investment. This fact is so important 
that it must be developed in greater detail. 

During the 1920's large amounts of individual funds were 
invested directly in corporate securities issued to finance new 
production and business expansion. As Exhibit 27 shows, 
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issues of corporate stocks and bonds were very large in these 
years. Even after all refunding issues, and the issues of invest

- ment trusts, holding companies, and other similar issues are 
eliminated, the remaining new productive issues amounted to 
more than $1.5 billion in every year from 1923 through 1930. 

·There can be no doubt that in these years individuals were 
investing substantial amounts of funds in new securities issued 
for the purpose of financing business expansion. 

This situation was strikingly reversed in the 1930's. From 
1934 through ~940, funds withdrawn by individuals from 
investments in corporate securities exceeded the flow of new 

. funds into these securities, apparently by more than $3 billion.l 
This estimat~ is made by a method designed to exclude the 
effect of price changes.2 Some individuals, of course, continued 
to increase their holdings of corporate stocks and bonds during 
the_ 1930's, but these increases seem to have been more than 
offset by reductions in the holdings of other individuals. 

This reduction in the holdings of corporate securities by in
dividuals is even more impressive when it is compared with the 
large volume of individual savings during the same period. 
The _new savings of individuals exceeded S3o billion during the 
years I 934-1940. Yet even though this tremendous sum had 
to be held or invested in some form, individuals were liquidating 
rather than increasing their holdings of corporate securities. 

Interpretation of Decreased Holdings of Corporate_ Securities by 
Individual Savers. Several explanations can be offered for this 

lThe total of all securities held by individuals is estimated by the Securities and 
Exchange Commission to have declined by about S4 billion over this period. 
(SEC, Volume and Comprments of Savings in the United States, 1933-1940, Special Studies 
No. 11) • Table 4• following p. 20. Inasmuch as their holdings of Federal obligations 
increased by nearly as much as their holdings of the securities of foreign, state, and 
local governments declined, S3 billion may be taken as a conservative estimate of 
the reduction of corporate securities held by individuals. This estimate is, of course, 
subject to error. But it does seem clear that on balance individuals were very sub
stantially reducing their holdings of corporate securities in the face of a large cur
rent accumulation of additional savings. 

t'J'he SEC data represent the difference between the cost of purchases and pro
ceeds from the sale of such securities, so that changes in the value of securities 
continuously held by individuals as a group do not enter into the estimate. How-, 
ever, changes in price levels would affect the valuation ofthe balance of securities 
sold by individuals as a group to, say, banks and insurance companies. This 
statement qualifies the view of Goldsmith and Salant (Income and Wealth, Vol. Ill, 
p. 257) that "changes in the value of securities outstanding do not enter into the 
computations." 
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trend. In part, the reduction in the holdings of corporate. 
securities by individuals can be explained by th~ reduced 
supply of such securities. But this explanation can account for_ 
only a small part of the decline; data published by the Securities · 
and Exchange Commission indicate that the net reduction in 
outstanding corporate securities in 1934:.1940 w~ less than 
S I 25 million- a very small percentage Qfthe apparent liquida-
tion of corporate securities by individuals.1 · 

A related explanation is perhaps of more importance. Large 
amounts of corporate bonds were refunded during the 1930's, 
and in some instances private placements of the new issues were 
made with financial institutions such as banks and insurance 
companies.2 In other instances term loans from banks were 
used to retire outstanding issues. The holdings of private 
individuals would be reduced by these operations to the extent 
that the refunded securities were held by private investors. 
But these investors could have replenished their portfolios with 
other securities, had they so desired. 

The decreased holdings of corporate securities by individuals 
has also been explained by the declining yields on investments 
in these securities during the last decade. For corporate bonds
this explanation is plausible. Between 1933 and 1937 alone, 
average yields on corporate bonds fell by nearly two full per
centage points, or by about one-third of their former level. 
1Ioreover, during these years yields on corporate bonds were 
falling much more rapidly than were yields on government 
bonds. During the period 1933-1937 individuals are estimated 
to have reduced their holdings of corporate bonds by about -
S 1.7 billion. a 

1Securities and Exchange Commission, Special Studies No. 11, table 2, following 
p. 20. Foreigners were adding to their holdings during these years, so that the -
reduction in outstanding securities held domestically was somewhat larger than · 
the figure in the text. 

SO'. PP• 113·116. 
'Securities and Exchange Commission, Selected Statistics 011 Securiry tl1ld 011 Ex

change Markets, Part I, New Issue and Retirements of Securities, May _12, 1939, 
p. A-3; Part II, Changes in Ownership of Outstanding Securities, !'.fay 15, 1939, 
p. 19. This figure represents the difference between cost of purchases and pro
tteds from &ale of domestic corporate bonds and notes by domestic "noninstitu
tional investors," which include individuals, unincorporated firms, trust funds 
under the administration of banb and trust companies, nonprofit organizations, 
closed banks, nonfinancial corporations, and building lllld loan associations. 1be 
figure is obviously only an approximation to the changed holdings of individuals _ 

(Foot110u txltllinuul Dll JrUI page) 
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-EXHIBIT 28. CoMPARATIVE YIELDs oN BoNDs AND STocx.s, 

Bonds 
1929-1941 -

Stocks 

U. S. Indus- Corporau t100 ~ us Indus-
2'"11Jr TrtllSI6.1 trials Averag1 AIJIJ BIJIJ Slocks trilili 
1929 3.6o% 5.31% 5.21% 4-73% 5·90% 3·5% 4.o% 
193(), 3·29 5·25 5·09 4·55 5·90 4·6 4-9 
1931 3·34 6.oa 5.81 4.58 7.62 6.2 6. 4 
1932 3·68 6.71 6.87 5-01 9·30 7·4 7·3 
1933 3.31 5·34 5.8g 4·49 7.76 4·4 3·7 
1934 3-12 4·52 4·96 4·00 6.32 4·1 3·4 
1935 2·79 4·02 4·46 3.60 5·75 4·1 3·5 
1936 2.65 3.50 3.87 3.24 4·77 3·5 3·4 
1937 2.68 3·55 3·94 3.26 5·03 4·8 4·8 
19"38 2.56 3.50 4.19 3.19 5.8o 4·4 3·9 
1939 2.36 3·30 3·77 3-01 4·96 4·2 3·9 
1940 2.21 3-10 3·55 2.84 4·75 5·3 5·3 
1941 1.95 2.95 3·34 2.77 4·33 6.2 6.3 
SoURcES: Yields on U. S. Treasury Bonds compiled by the U. S. Treasury 

Department; all other yields compiled by Moody's Investors' Service. Data taken 
from Suruey of Current Business, rgp Supplemml, pp. 84, 87. 

This explanation in terms of declining yields breaks down, 
however, in the case of stock holdings. As indicated in Exhibit 
28, yields on common stocks in 1937 were higher than in any of 
the -preceding four years. Moreover, the small declines in com
puted yields in 19-34 and 1936 were the result of a rapid recovery 
of lltock prices. Dividends increased in each year throughout 
the period. Furthermore, as a result of the rapid recovery in 
corporate profits from 1933-1937, the earnings yield of corpor
ate stocks generally increased even more rapidly than their divi
dend yield. (See Exhibit 29.) In spite of these favorable trends, 
however, and in spite of the large accumulation of individual 
savings, the holdings of corporate stocks by individuals are esti
mated by the Securities and Exchange Commission to have 
fallen by approximately S3oo million, excluding price changes.1 

and unincorporated firms: But the net effect of the other categories appears to be 
small. (Ibid., pp. 16-20.) Changes in market value of domestic corporate securi
ties held, and the disappearance of securities through recapitalization, bankruptcy, 
etc., are excluded. (Ibid., p. 19, footnote 17.) If reorganizations, etc., were in
cluded, the indicated reductions in holdings would be increased by roughly Ssoo 
million. (Part II, p. 19, note 18; Part I, p. 11, note 26.) 

•Ibid., Part I, p. A-1; Part II, p. 20. The figure represents the estimated differ
ence between C05t of purchases and proceeds from sale of domestic corporate 
stocks, adjusted for the net change in holdings of institutional and foreign investors. 
This estimate is represented by the Securities and Exchange Commission to be 
exclusive of all price changes, but the qualifications of note 2, p. 1o6 above must 
be made. 
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ExHIBIT 29. CoRPORATE PRoFITS, CAsH DIVIDENDS, AND STOCK PRICES, 1933-1937 
Corporatl Profits ajt1r TaKIS Ca.sh Divitlendl Stoek Prius 

629 
Total Annual 

AV1rag1 Pric1 
Indus· All All Shares 
trials Nonfinancial Payments al Dividnul Rat1 Listed on New 

(monthly Corporations All Manu- Current Rates P~r Shar. l'"ork Stock EK· Av~rag1 Pric1 
av~rage) All Corpo- P~rcentage of facturing 6oo Com~anies 6oo 4!}!1 ehang1 Dlc.Jr, 30 Industrials 

l'"ear (In millions) rations net worth Corporations (In mil ions) Companiu Industrials rgp- roo 

(1) (2) J3) (4) (5) (6) (7) (B) (g) 

1933 s 88 -0.81% -o.og% o.68% S1,oo8 Sr.og So.78 S45.B SB~.7~ 
1934 154 1.72 1.88 3·01 1,108 1.20 o.g5 52·5 9 .2 
1935 251 3·42 3·29 5.68 1,215 l.i2 1.14 57·9 120.00 
1936 386 4·83 5·24 7·94 1,493 I. 2 1·52 79·8 162.2a 
1937 423 4·60 5·02 7·40 1,943 !1.10 !1.10 77·1 166.3 

Souac£s: Columns 2, 3, 4: W. L. Crum, Corporat1 Sir,1 and Earning Pow1r (Cambridge, Harvard University Press, 1939), pp. 19, 
246. Figures for 1937 estimated by Mr. Crum's methods. Data for all other columns are taken from Survlj of Current Business, rgp 
Supple~t~~nt, PP• 73, 84, 85. 

Column 1 compiled by Board of Governors, Federal Reserve System. 
Columns 5, 6, and 7 compiled by Moody's Investors' Service. 
Column 8 compiled by N.Y. Stock Exchange, · 
Column g compiled by Dow-Jones & Co., Inc. 
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ExHIBIT 30. COMPOSITION OF SAVI~JGS OF INDIVIDUALS IN THE UNITED STATES, 1934-1940 
(In billions of dollars) 

Total· 

Currency and Bank 
1934 1935 1936 1937 19Jl1 1939 1940 1934•1940 

~ 
Depo~its +S:a.4 +S:a.6 +S3·9 +So •• 3 +So.:a +S::z.o +S3.o +Sr4.4 ~ 

Saving and Loan -
Associations -0.3 -o.:a -0.2 +o.J o.o +o.J +o.2 - o.s. ~ 

Private Insurance +r.2 +r.6 +r·9 +r·4 +r.4 +r.8 +•·1 +u.o ~ 
Government Insurance +o.2 +o.2 +o.4 +r·5 +r.r +r.J +1.2 + ~-'7 ~ 

Total Insurance +•·4 +r.8 +2·3 +2·9 +2·5 +2·9 +2·9 +r ·7 i Securities 
Change in Holdings -0.4 -2.3 +o.J +o·4 -o.8 -o.8 -0.4 4·2 ~ ,..., Change in Borrowing .. on Securities -o.5 o.o +o.J -o.s -o.J -0.2 -0.2 •·4 ~ 

0 Change in Individuals' .. 
;,. ...... Equity +o.J -2·3 o.o +o.9 -o.7 -o.6 -0.2 2.8 

Nonfarm Dwellings -0.5 +o.r +•·• +•.r +r.o +•·2 +r·7 + 5·7 ~ 
Liquidation of Debt, n.e.c. -0.11 -O.J -o.] -0·4 +o.J -O.J -1.1 - 11·7 s 

Total Savings +::z·9 +1·7 +6·4 +4·9 +3·3 +.5·3 +6·.5 +31.0 
s· 
~ 

SouRcEs: For 19~3-1939from SEC, Volum1 and Components~ Saving in th8 U.S., 19JJ-40• Special Studies No. Jr,July, 1\1:'• table 1; ~ 
Private Insurance 11 taken from studies in lncom1 and Wealth, olume III, National Bureau of Economic Research, Part I , "Volume { and Components of Savin~ in the U.S., 1933-37" by R. W. Goldsmith and Walter Salant, table 3•J• !152· Private Insurance for 
1938 and 1939 is estimate on the basis of the previous two sources. Data for 1940 is taken from SE Statistical Series Release No. t;· 
741,june 115, 1944· In iu published tabulations the SEC includes items for savings in consumers' durable goods (automobiles, rtc.) ~ 
which are omitted in the above table since these items may, for our purposes at least, be more properly considered consumption exyen-
ditures. The SEC estimates are systematically lower than Kuznets', however, due in large part to an apparent understatement o the 
li~idation of debt. (See Kuznets, op. cit., pp. 301·104, and lncom1 and Wealth, Vol. III, pp. 301-30j• 311·315.) In spite of this, and 
o er deficiencies, the SEC tabulations throw valua le light on the changing form in which indivi ual savings are being held. 
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The explanations thus far considered do not adequately 
account for the decreased holdings of corporate securities by 
individuals at a time when large amounts of new savings were 
being accumulated and corporate profits, dividends, and se
curity prices were, in general, rising. Only a diminishing will
ingness on the part of individual investors to bear the risks of 
business ownership appears adequate to accorint for these-facts. -

A decreased willingness to bear risks is reflected by the ways 
in which individual savers were actually holci4lg their savings 
in the 193o's as well as by their refusal, as a class, to invest in 
corporate securities. As Exhibit 30 shows, during the middle 
and late I 93o's unspent income was put increasingly in sqfe 
forms- currency, insured bank deposits, and life insurance.t
Each of these outlets for savings absorbed a markedly increased 
proportion of all new savings. Together, they were large 
enough to account on balance_ for more than So% of savings 
by individuals during the period 1933-1940. Government 
insurance and home ownership also absorbed substantial 
amounts of savings. Corporate securities, as previously noted, 
are conspicuously lacking from these outlets for savings. -

As Exhibit 31 indicates, the basic. relationships pointed out 
for the years 1934-1940 appear to hold during 1941-1944· 
Savings by individuals amounted to the unprecedented volume 
of $125 billion for the four years 1941-1944· ApproxiJilately 
$55 billion of these savings has gone into war bonds, govern
ment insurance, and other government securities. But the 
remaining S7o billion of individual savings not going to the 
government has also been held in safe forms: increased holdings 
of currency and bank deposits, debt repayments, and payments 
of life insurance premiums account for most of this $70 billion. 
In spite of their tremendous magnitude, by the end of 1944 
individual savings on balance had not flowed at all into cor
porate securities. 

•Savings of individuals committed to life insurance are measured by the change 
in policyholders' net equity-i.e., the increase in total assets minus capital ob
tained from nonpolicyholders minus policy loans and notes. (Income tmd Wealth, 
p. 251). New insurance writteD. fell off somewhat during the 1930's, but total 
p~mium roUections generally continued to increase. Premium notes and policy 
loans increased continuously from 1921 through 1932 and then declined mod
eratdy in every year on through 1941. (National Industrial Conference Board, 
Eco-..i& AirMntJcjM 1940, p. t-¥J; Specta~or lnsuranu Yearbook,r_9P, pp. 138-139A.) 
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ExHIBIT 31. CoMPOSITION oF SA vmos OF INDIVIDUALS IN 
THE UNITED_ STATES, 194I·I944 

(In billions of dollars) 
Total 

1941 194fl 1943 1944 1941•1944 
Currency & Bank Deposits +S4·9 +S11.4 +S15.3 +S17.0 +S41J.6 

' Savings & Loan Assns. +o·4 + 0.3 + o.6 + o.g + 2.2 
Private Insurance +2.1 + 2.5 + 3·1 + 3·3 +u.o 
Government Insurance +1.8 + 2.4 + 3·8 + 4·4 +12.4 

Total Insurance +3·9 + 4·9 + 6.9 + 7·7 +23·4' 
Securities* 

a. U.S. Savings Bonds +2.8 + 8.o +u.1 +n.8 +33·7 
b. Other U. S. Gov'ts +o.8 + 1.9 + 2.7 + 3·7 + 9·1 
c. State & Local Gov'ts -0.2 - 0,1 + 0.2 - 0.1 - 0.2 
d. Corporate & Other -o.5 + 0.3 - 0.2 - o.6 - 1.0 
e. Total +2·9 +10.1 . +13.8 +14.8 +41.6 

Nonfarm Dwellings 
a. Purchasesf +3·0 + 1.6 + 1.0 + o.8 + 6.4 
b. Change in Debt +o·9 + 0.1 - 0.3 o.o + 0.7 

. c. s,aving (a. minus J>.) +2.1 + 1.5 + 1.3 + o.8 + 5·7 
. Liquidation of Debt n.e.c.: -o.6 + 2.g + 1.0 - 0.3 + 3·0 

Total§ +S13.6 +S31.1 +S38.9 +S4o.9 +S124.5 

*Does not includ~ net purchases by brokers ~nd dealers or by other individuals 
financed by bank loans. 

fNew construction of one-to four-family nonfarm homes less net acquisition of 
properties by nonindividuals. · 

tLargely attributable to purchases of automobiles and consumers' goods, al
though including some debt arising from purchases of consumption goods. The 

, other segments of individuals' debt have been allocated to the assets to which they 
pertain; viz: saving in savings and loan associations, insurance, securities, and 
homes. 

§All figures are rounded and will no~ necessarily add to totals. 

SoURCE: SEC Statistical Series Release No. 749, March 20, 1945· 

· Since 1933 the volume of currency and bank deposits has 
increased rapidly, primarily because of the credit creation re
sulting from the sale of government ~onds to commercial 
banks. A large part of this increase in currency and bank 
deposits has been held by individuals.! In part, the increased 
holdings of currency by individuals can perhaps be explained 
by reasons other than a desire for greater security; for instance, 
sheer iner~a on the part of individual savers may be an im-

'It should perhaps be repeated that the nature of the available data requires 
that unincorporated businesses be grouped with private individuals. 
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portant factor.l But inertia cannot account for the marked 
increase in the importance of life insurance as an outlet for 
individual sa\ings or for the fai.!ure of indh-iduals to increase
their investments in corporate securities. These developments 
appear to point to a large and deliberate shift in the investment 
policies ofindi,idual savers. This shift, it would seem, can best 
be described as a flight from risk or a growing desire for se
curity.2 It is clear that unless and until willingness on the part 
of indi\iduals generally to assume the risks of ownership is 
re-.ived, business as a whole cannot rely to an important extent 
on sales of securities direct to individual savers to finance its 
expansion. 

lnustmml Policies of Financial and Samngs Instibdions 

The full effects of the increasing flow of individual savings 
to financial and sa\ings institutions, and away from corporate
securities, can be appraised only after the investment policies 
of these institutions are examined. Hthese institutions channel 
the funds under their control to growing enterprises, the 
potentially serious effect of the unwillingness ofindi'\idual savers 
to hold corporate securities will be largely cancelled. It remains 
therefore to consider the extent to which most growing bus
inesses can reasonably count on obtaining savings of individuals 
at second hand by selling securities to the major savings insti
tutions. 

In discussing the investment policies of savings institutions 
primary emphasis will be placed on life insurance companies, 
since they have absorbed such a large amount of individual 
sa\ings. Life insurance companies typically maintain highly 
conservative investment portfolios. Their conservatism arises 
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partly from legal restrictions on their investment policies, 
partly from established traditions, and partly from the terms 
on which they obtain the public's savings. 

Insurance contracts must be paid in dollars, irrespective of 
fluctuations in the value of the dollar; hence, the assets of 
insurance companies must be invested safely. Security to the 
policyholder is a controlling objective in all investment de
cisions. Indeed, the increased volume of funds flowing into 
insurance during the last two decades can probably be ex
plained largely by the confidence which the public has in the 
security of insurance. companies. 
. The conservatism of the investment policies of life insurance 

companies is illustrated by the increased importance of govern
, ment securities in their portfolios and by their shift toward 
investments in corporate bonds rather than corporate stocks. 
For instance, holdings of U. S. government securities by in

.· surance_companies increased from $421 million, or 2.2% of 
··admitted assets, in 1932 to $4,646 million, or 18.2% of admitted 
assets, in 1938. Similarly, uninvested cash funds rose from 
$291 million, or 1.5% of admitted assets, in 1932 to $704 

· million, or 2.8% of admitted assets, in 1938. Put another way, 
, purchases of government bonds accounted for 64.9% and 
additionalholdings of cash for another 6.3% of the total in-
crease in admitted assets between 1932 and 1938.1 Real estate 
holdings also increased in percentage importance during the 
1930's, but foreclosures rather than voluntary purchases prob
ably accounted for this increase. Holdings of corporate securi
ties increased from 28.1% to 30.4% of admitted assets between 
1932 and 1938. 

A breakdown of the holdings of corporate securities by life 
insurance companies, however, reveals a shift toward funded 
issues. Holdings of corporate bonds increased by nearly $3.5 
billion during the years 1934-1940, whereas they had increased 
by only $2.1 billion in 1924-1930. On the other hand, holdings 

•This is in sharp contrast to the actual decline in ~oldings of U. S •. go~ents 
of S316 million between 1925 and 1929 when admttted assets wereJumpmg fr~m 
$10,668 to $16,002 million. All data refer to 49 largest legal reserve companies 
holding more than go% of the admitted assets of all . United States . leJf<ll 
reserve companies. Proceedings of the 34th Annual Convention of the Association 
of Life Insurance Presidents, December u-12, 1941, pp. II5-117. 
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of equity securities rose by only $14 million in 1934-1940 as 
compared with an increase of $375 million in 1924-1930.1 

Thus, the decreased holdings of corporate bonds by indi
'-iduals have been largely offset by the increased holdings of life 
insurance companies. In the late 1930's corporations floating 
bond issues acquired indi,-idual savings by way of life insurance -
companies rather than directly. -But equity money was trans
mitted to the capital market to a much smaller ~t. In
surance companies, like individual savers, haYe shown less 
\\illingness to hold equity shares. 

This shift in the flow of funds away from equity shares is_ 
more pronounced for small, growing firms ,than for large, 
established companies. For practical purposes, funds under 
the control of life insurance companies ordinarily are not avail
able to small, growing companies. Rigid legal restrictions on 
the investments of life insurance companies in themselves 
ordinarily would prevent insurance companies from buying 
the securities of small companies or even of larger speculative 
enterprises. The legal requirements are reenforced by the 
traditionally conser-vative policies of insurance company man
agements and by the desire of these managements to administer
their investments economically. The large insurance com
panies, for instance, are seldom interested in placing fwlds in. 
lots of less than Sroo,ooo. 

In general, the other major savings institutions show the 
same inability or disinclination to supply long-term venture 
capital to business. Commercial banks, for example, reduced
their aggregate holdings .of corporate securities sharply during _ 
the I 930's. The holdings of all member banks, for instance, -
amounted to $4.3 billion at their peak in 1931; ten years later 
they had been reduced to $2.6 billion, consisting almost entirely 
of highest grade issues of large, well-established companies. 
Moreover, commercial banks are largely prohibited by legal 
requirements and by established practice from supplying equity 
capital to business enterprises. Much the same restrictions 
apply to sa,-ings banks. Investment trusts, although more 
likely to hold common stocks, generally hold only securities
with a ready and established market. Pension and retirement 

'Ibid. 
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'funds have shown an enormous expansion over the last decade, 
. but these funds are invested in government bonds and the 
highest grade private issues. · 

Thus, the evidence points overwhelmingly to the conclusion 
that the savings of individuals, to the extent that they are 
entrusted to the major savings institutions, will not in any 
important degree satisfy the demands of growing firms for 
equity capital, especially the demands of small enterprises 
undertaking highly venturesome developments. 

LoNG-TERM FUNDs SuPPLIED BY OTHER INDUSTRIAL CoMPANIES 

Long-term funds are often supplied to small growing firms · 
by other industrial concerns. For instance, the original financ- · 
ing for both the Lithomat Corporation and the Clarkson Man
ufacturing Company was supplied by other firms. Although 
data are not available to measure the over-all importance of 
such financing, it seems to have taken place on a considerable 
scale in recent years. 

_The importance of this source of long-term funds for inde
' pendent concerns, however, can easily be overestimated. In the 
majority of cases any substantial reliance on the capital of other 
companies will compromise the borrowing company's own 

_ independence, and will very often provide the first step toward 
absorption or control by the outside companies supplying the 
funds. Growing enterprises desiring to maintain their own 
independence will consequently find funds supplied by other 
firms a very limited, and potentially very dangerous, source of 
capital to finance their expansion. 

It should also be noted that long-term capital loans between 
independent firms largely substitutes the growth of some firms 
for the growth of others. Consequently, they will wash out 
when the growth of all companies is- considered together. 
Transfers of funds from one corporation to another cannot 
increase the total supply of capital available to the corporate 
economy as a whole. They may help to distribute this capital 
more effectively, but only with the risks to the independence 
of the borrowing firm previously noted. 
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CHAPTER VIII 

Outside Sources of Funds for Business Expansion: 
Short-Term and Afedium-Term Funds 

St!MllAR.Y OF CoNCLUSIO~~ 

1. Whereas short-term and medium-term credit appears to 
have been readily available to most large companies during the 
193o's, many credit-worthy small firms appear to have had 
great difficulty in obtaining short-term and medium-term 
credit during these years. 

2. The principal sources of this credit are loans from com
mercial banks, loans from various intermediate credit agencies, 
advances of trade creditors, and loans from government 
agenoes. 

3· Many small firms were unable to satisfy the requirements 
of commercial banks for short-term loans in the 1930's, even 
though they had satisfactory credit ratings.- Moreover, small 
firms, in general, have not been able to obtain term loans. 

+ These difficulties of borrowing from commercial banks 
ha\·e been partly offset by gro~ing use of specialized techniques 
of credit extension and increasing dependence on intermediate 
credit agencies and trade credit. 

5· Moreover, in the early 1930's Congress authorized the 
Reconstruction Finance Corporation and the Federal Reserve 
Banks to make direct loans to business firms. These loans, 
howe\·er, were not made in large volume prior to the war; 
moreover, they were made principally to medium-size and 
large companies. 

6. Thus, in spite of new loan techniques and government 
aid, short-term credit and, to an even greater degree, medium
term credit appear to have been very difficult for many small 
companies to raise during the 1930's. The new techniques 
that devdoped so rapidly during the 1930's ha\-e at best been 
ameliorative influences. 
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7. In general, therefore, the findings of this chapter strength
en those of the preceding chapter. The expansion of many 
small firms was apparently restricted during the 1930's by 
shortages of short-term and medium-term credit as well as by 
the scarcity of long-term capital. Moreover, small firms, even 
if they can obtain short-term and medium-term credit, usually 
can acquire it only under much less favorable terms than can 
large companies. 

LoANs FROM CoMMERCIAL BANKs 

The Commercial Loan 
_ The great bulk of bank credit available to business firms 

h~ always been supplied, at least nominally, by way of the 
commercial loan. The volume of such loans has always been 
large: national banks alone were carrying around $8 billion 
of such loans during the 192o's while all member banks appear 
to have been supplying over S I I billion of short-term credit to 
.business firms in these years.l 

From the mid-192o's, at least until the outbreak of the war, 
however, the volume of commercial loans was declining, rela
tive both to the level of industrial output and to income pay
ments.· · In general, this decline also holds for different indus
trial groups and different sizes of corporations,2 For instance, 
as Exhibits 32 and 33 show, commercial loans failed to respond 
to the expanding output and incomes of the 192o's, declined 
more sharply and for a longer period of time during the depres
sion, and failed to increase in proportion to income payments 
and output during the recovery movement of the 1930's. 

The reasons for the decline,of commercial loans to large 
corporations appear -to have been very different from those for 

' small firms. In general, large firms appear to have had rela
tively easy access to bank credit during and after the depres

. sion. Most of the decline in the bank borrowing of large ,~anu-

lAdequate data are not available for the commercial loans of all commercial 
banks. 

IF or data on the relative decline of commercial loans for large and small cor
porations and for different industries see Koch, The Financing of Larg1 CorporaJioru, 
r~r939, pp. 5, 65-71, and C. L. Merwin, Financing Small Cmpo,ations in Fivt 
ManujO£turing Industries, r!}26-r9:J(i (New York, National Bureau of Economic 
Research, 1942), pp. 4, 65-71. 
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Ex.Hmrr 32. CoMMERCIAL LoANS, NATIONAL INcoME, AND 

INDUSTRIAL PRoDuCTioN, 1921-1939 

Commercial~ Net NaliDNJ 1-t 
]rule% of btthatrial 

Production: 
Tear (Ill millions) (Ill billions) (1935-1939 = roo) 

1921 S9,025 159·4 &6 
1922 7.g69 6o.7 74 
1923 8,372 71.6 86 
1924 8,338 72-1 81 
1925 8,376 76.0 go 
1926 8,656 81.6 95 
1927 8>455 8o.J 94 
1928 8,745 81.7 99· 
1929 1·909 87.2 110 
1930 7·590 77·3 go 
1931 6,788 6o.3 75 
1932 5·150 42·9 57 
1933 3,826 42·2 68 
1934 3.666 49·5 74 
1935 3·735 54·4 87 
1936 4,073 62.g 104 
1937 4·928 70·5 113 
1938 4>776 65·5 87 
1939 f,og6 70.2§ loS 

•Loans "commercial in form" of an national banks. Data in Annual &ports 'II 
the Comptroller of Currmq were rttlassified by Pearson Hunt in PurtfoliJJ Polieiu of 
Omrmerrial Banlcs ill the Uniletl Stalu, l!J!I0-1939, (Harvard Business School, Division 
of Research, Business Research Studies No. 24. 1940). 

fSimon S. Kumets, NalioMllnD111M tiiUl its Compositimt, 19I9"19JII· (New Yor-k, 
National Bureau of Economic Research, 1941}, Vol. I, Table 1, p. •37· 

:Compiled by the Division of Research and Statistics, Board of Governors of 
the Federal Reserve System, Reported in Sur19 of Curmd Business, rgp Supplemenl, 
P· 7· 

I Estimated. 

facturing concerns occurred in the early 192o's; since the middle · 
of that decade the bank credit of these firms has fluctuated 
closely with changes in business activity. Moreover, the pro
portion of large manufacturing firms borrowing from banks 
has shoWn comparable fluctuations.t 

The decline in the relative importance of bank borrowing 
for large funis apparently cannot be explained primarily by 
bank pressure for the reduction of loans or by refusals of bank 
credit to these firms. Rather, a more plausible explanation 
appears to be the increased reliance of large corporations on 
alternative sources of funds and technological and organiza-

•See Koch, op. ciL, pp. 5, 65-71, and C. L Merwin, Filumt:iol OurtJ&teristiu 'If 
~ Mamifactvrint CorpalitJcs, ThLC Monograph No. 15, pp. 77-83. 
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tional changes which have reduced the need for current credit. 
Among these changes the most important seem to have been a 
more extensive integration of operations reducing seasonal· 
fluctuations in the need for ·credit and a more economical 
handling of inventories.t 

For sinall companies, however, the r~asons for the declining 
importance of bank credit appear to have been quite different. 
Flotations of additional stock and bonds by small companies 
did not take place on a large scale, and the possibility of econ
omizing the use . of current funds through organizational 
changes were manifestly limited. 

On the other hand, increased bank lending directly to con
sumers and the growth of personal finance companies did 
reduce the receivables which some firms had to carry. Sim
ilarly, increased competition among suppliers seems to have 
made trade credit more accessible to small firms.2 

But in addition to these factors bank credit seems to have 
been generally less available to small companies in the 193o's 
than prior to the depression. Three careful studies of the avail-, 
ability of bank credit to business firms during the 1930's made. 
under the sponsorship of the National Industrial Conference 
Board, the Department of Commerce, and the Treasury De-. 
partment, indicate that many. small firms wanting and badly 
needing bank credit during these years were unable to obtain it. 

The Conference Board study, analyzing 1,755 replies to a 
questionnaire sent largely to manufacturing corporations, found 
that most of these companies with a capital of over $1 million 
reported no dependence on bank credit or no difficulty in ob
taining bank credit. Small firms, on the other hand, frequently 
were refused bank credit or had their credit restricted. As. 
Exhibit 34 shows, over 30% of the compa.Dies with assets ofless 
than $5o,ooo reported credit difficulties, while only about 3% 
of the companies with assets in excess of $1 million reported 
credit difficulties.a 

IThe evidence supporting these statements is summarized in J. Brooke Willis; 
The FIIIICtions of IN Commercial Banking System (New York, King's Crown Press, 
1943), PP· 114-121. 

•for a more detailed analysis see Merwin, Financing Small Curporations, pp. 65-79. 
•L. H. Kimmel, The Availahilit.1 of Bank Credit, 1!)33-19:J8 (New York, National 

Industrial Conference Board, 1939), p. 65. 
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ExHIBIT 34· PROPORTION OF CoNCERNs DEPENDENT 

BANKS wmcH REPoRTED CREDIT DIFFICULTY 

IN NICB SuRVEY, 1933-1938 

Amount of Capital 

(1) (2) 
Concern~ 

Reporting 
Credit (2) tU 

ON 

· Employed Dijfo:ulty Peruntage of ( 1) 

Under S5o,ooo 
S5o,oo1- S5oo,ooo 
S5oo,oo1- Sr,ooo,ooo 
Over S 1 ,ooo,ooo 
Unclassifiable 

49 
76 
II 
14 
4 

30.11% 
14·3 
10.3 
3·11 
6.5 

Total 1,307 154 11.8% 

SouRcE: L. H. Kimmel, .Th Availability of Bank Credit, 1933-38 (New York 
National Indwtrial Conference Board, 1939), p. 65. · 

A survey of small firms by the Department of Commerce in 
1935 confirms this relationship. Over 50% of firms with from 
2 I to 50 employees reported difficulties in obtaining bank 
credit; slightly less than 40% of firms with from 101 to 250 

·employees reported similar difficulties,! Similar results were 
reported by C. 0. Hardy and jacob Viner in a study prepared 
for the Treasury Department on the availability of bank credit 
in the Seventh Federal Reserve District,2 
. Hardy and Viner found that the reasons most frequently 
given by bankers for refusing loan applications were inadequate 
working capital and inadequate net worth. Inadequate earn
ings and "loan too slow" were also mentioned as important 
reasons for loan refusals. In view of the devastating effect of 
the depression on many small businesses it is in no way sur
prising that large numbers of small firms were not regarded as 
bankable risks. 

Apparently, however, the credit difficulties of small manufac
turers in the 1930's cannot be explained solely in terms of their· 
poor financial condition. The Department of Commerce 
found in its survey that one-third of the companies which were 
refused bank credit had both current and net worth to debt 

1Suroey of &ports of Credit and Capital Difficulties Submitted by Small Manufacturers 
(Washington, Government Printing Office, 1935), p. 119 

IC. 0. Hardy and Jacob Vmer, &port 011 the Availability of Bank Credit in the 
Seventh Federal RlserrM Distri&t (Washington, Government Printing Office, 1935). 
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ratios of greater than 2:1; for nearly one-fifth of the companies 
both ratios exceeded 3:1. Moreover, the survey showed that 
within this select group of firms with favorable credit ratios, the 
percentage reporting credit difficulties declined as -the size of 
firm increased. 

Of the 620 firms which had difficulty in obtaining credit and 
had net worth-to-debt ratios greater than 2: I, 38% had Dun 
and Bradstreet credit ratings of "high, and another 26% were 
rated "good., On the basis of this evidence the Department 
of Commerce study q:mcluded: "almost two-thirds of these 
firms Inight be considered acceptable credit risks on the basis 
not only of their reported financial condition, but also of their 
credit worthiness as judged by the efficiency of management 
and by willingness to pay obligations at maturity.,1 While this 
evidence cannot be regarded as wholly conclusive, there does 
appear to have been, to use the words of Hardy and Viner, "a 
genuine unsatisfied demand for credit on the part of solvent 
borrowers."2 · · 

Moreover, even when small firms can secure bank credit they 
ordinarily must pay more than large firms. As E:dllbits 35 and 
36 show, small firms usually borrow in small amounts and 
interest charges average much higher on small loans. Perhaps 
even more important than high interest charges are the burden
some restrictions often placed on small firms as a condition for 
securing credit.a · · 

THE TERM LOAN 

The development of the term loan was one of the important 
financial innovations of the 1930's. These loans carried ma
turities of from I to 15 years, with maturities, terms, and 
amortization schedules designed to fit the needs of the borrower. 
The volume of such loans increased rapidly until by the end of 
1940 commercial banks had term loans outstanding in the 

lQp. cit., P· 3· 
1Hardy and Viner, op. cit., p. vi. 
1ln part at least, the higher charges and more restrictive terms on loans to 

smaller firms merely reflect special risks which often are involved in such loans; 
they ~ reflect the fact that the expenses of investigating small firms, in working 
out details of financing arrangements for them, and in servicing loans made to 
them are higher in relation to the size of the loan than in the case of loans to larger 
firms. 
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EXHIBrr 35· AVERAGE SizE OF CoMMERCIAL LoANs AT 

MEMBER BANKS, BY AssET SIZE OF BoRROWER 

Asset Sit• Avrrag1 
of Borrower Si<.e of Loan 

Under l5o,ooo I 3,200 
l5o,ooo to l5oo,ooo 12,6oo 
lsoo,ooo to l5,ooo,ooo 47,200 
Over l5,ooo,ooo 227,300 

SoURCE: "Survey of Commercial Loans of Member Banks," Fetferal IUserVI 
Bulletilt, September, 1942, p. 886. The survey covered 12.2 billion of new and 
renewal loans of 5,362 member banks during the period Apri116-May 15, 1942, 
inclusive. These banks held g8% of the commercial loans of all member banks. 

EXHIBrr 36. · AVERAGE SIZE OF CoMMERCIAL LoANs MAnE AT 

DIFFERENT RATES BY GROUPS OF BANKS, SEPTEMBER, 1938 

lnlertsl 
RDu Charged* 

1-2% 
2-3% 
3-4% 
4-5% 
5~% 
~7% 

Average Site of Loan by Locatirm of Bank 

New 
Tork City 
188,000 

54,000 
21,000 
18,ooo 
s,ooo 
3,000 

Sevm Nortlum and Elevm Souther11 and 
&stem Cities Western Cities 

S18o,ooo l65,ooo 
26,ooo 24,000 
22,000 19,000 
13,000 10,000 
6,ooo 6,ooo 
2,000 3,000 

•Ranges include the lower percentages shown but not the upper. 

SoURCE: Federal Re#rw Bulletin, January, 1939, p. 18. The survey covered l2oo 
million of new commercial loans made in the period September 1-15, 1938, by 
banks having l3 billion of commercial loans outstanding on September 14. This 
is more than three-quarten of such loans held by all weekly reporting member 
banks in 101 leading cities at that time. · 

amount of $2,162 million, an amount equal to nearly one-third 
of the total commercial and industrial bank loans.l 

In spite of the growing popularity of term loans, banks have 
restricted these loans almost en~ely to large and medium-size 
firms. As Exhibit 37 shows, through 1940 companies with 
assets exceeding $1 million have received nearly two-thirds of 
all term loans in number and about 95% in amount. More 
than one-half of this credit went to companies with assets of 
over S5o million. Firms with assets of less than $10o,ooo, on 
the other hand, were hardly touched. 

•N.H.Jacobyand R.J. Saulnier, Tmn Lending to Business (New York, National 
Bureau of Economic Research, 1942.) See, however, "Survey of Commercial 
Loans of Member Banks," FederallUserUI Bulletin, September, 1942. 
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Although companies of all sizes needed medium-term credjt~ 
the evidence is clear that only large enterprises and, to a lesser 
extent, medium-size enterprises could utilize this new and 
desirable form of bank credit to finance their operations. 
Small firms in general were still limited by the banks to the old 
line commercial loan. 

Indeed, many of the credit refusals of the 1930's appear to 
have resulted from the fact that a great many companies, 
primarily small firms, really needed medium-term accommoda
tion but were held to the strict standards of the traditional com
mercial loan which they could not meet. For instance, in a 

ExHIBIT 37· TERM LoANs OF CoMMERCIAL BANKS BY AssET 

SizE oF BoRROWERS, JUNE, 1941 

Total Assets of Percentage Percentage o 
Borrower of Number Aggregate Am 

(In thousaruls) of Loans Made of Loans Made 
Under S1oo 11.8 0.4 
S10o-S1,ooo 23.0 3·7 
S1 ,ooo- S1o,ooo 28.8 17.1 
S1o,ooo- S5o,ooo 15.8 22.3 
S 5o,ooo - I 1oo,ooo 5·5 13.2 
Over S1oo,ooo 12.0 40.0 
Unclassified 3·1 3·3 

Total 100.0 100.0 

SoUR.CE: Analysis of term loans held by a sample of 99 banks on or about June 
30, 1941, reported in Neil Jacoby and R. J. Saulnier, Term Lnulillg to Business 
(New York, National Bureau of Economic Research, 1942), p. 151. 

sample of 1 ,8oo credit applications turned down by commercial 
banks, Hardy and Viner found that 6o% of these applications 
were for working capital advances intended to finance a con
tinuing series of transactions. Less than 25% were for the 
strictly short-term needs covered by the traditional commercial 
loan. The Conference Board study found that more than one
third of the companies which were refused credit needed funds 
for from one to five years, and some companies wanted even 
longer-term credit. 

Thus, at least during the 1930's, the small firms seem to have 
been at a serious competitive disadvantage in acquiring short
term and medium-term credit from banks. 
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INTEIUlE.DIATE CRE.Drr AcE.Ncn:.s 

Intermediate credit agencies have grown rapidly in recent 
years as a source of credit for small firms. In many cases these 
agencies have enabled small firms to carry their inventories by 
borro'\\ing on field warehouse receipts, to purchase equipment 
by obtaining installment loans, and to tum over their receiv
ables more quickly by selling them or borrov.ing against them. 
Furthermore, proprietors of small firms unable to obtain funds 
elsewhere may borrow personally from credit companies to tide 
their businesses over critical periods. Rolf Nugent of the 
Russell Sage Foundation has estimated that business borro'\\ing 
from industrial banking companies and regulated small loan 
companies amounted to $35 million in 1939 and that "a much 
more substantial volume of business credit is extended by in
stallment finance companies, factors and miscellaneous business 
financing institutions other than banks."l 

Even though the credit supplied by specialized lending 
agencies has been very helpful to many small firms, it must be 
remembered that the use of this credit often places the borrow
ing firm at a competitive disadvantage in comparison with 
concerns that have direct access to bank credit. The interest 
rate on funds borrowed from intermediate credit agencies is 
usually much higher than that ordinarily charged by commer
cial banks, occasionally running as high as 35% to 40%.2 

TRADE CRE.Drr 

Trade credit, shown on the balance sheet as "accounts pay
able," was the most important source of current credit in an 
industiial divisions just before the war. Accounts payable 
were more than two and one-half times as large as short-term 

•u. S. Senate. Hearing before a Subcommittee ol the Committee on Banking 
and Currency, ']6th Congress, ut Session, on a bill to provide ins~ of loans 
to business,June 21, 1939. pp. 291-293. . 
~Sec the credit charges quoted in the various volumes published by the Fmancial 

Research Program olthe National Bureau of Economic Research. and john Cover 
ct. al.,ProbU.Sojs-Jl BusiMss, TNEC Mooograph No. 17, pp. 219-222,270-274. 
~r']6. 
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bank loans in manufacturing, wholesaling, and retailing estab
lishments. I , 

Small firms on the average depend much more on trade 
credit than do large firms, probably because of their lower 
average credit ratings. Moreover, small firms as a class have 
placed increasing reliance on trade credit in recent years, while 
the importance of trade credit to large firms has been declirung 
steadily.2 

The increasing reliance of small firms on trade credit could 
be explained (a) by a forced liquidation of bank loans and 
stricter requirements for obtaining bank credit during and 
after the depression, and (b) by more intensive competition for 
business on the part of materials and equipment suppliers. 
Doubt is cast on the second point, however, by the fact that the 
terms on which trade credit was extended were, in general, 
unchanged or even tightened.s 

Some part, at .least, of the increased reliance of small firms 
on trade credit appears to have been caused by the decreased 
availability of alternative sources of credit. This impression is 
reinforced by a consideration- of the serious competitive dis
advantages often entailed by a heavy dependence on trad~ 
credit. When a firm is forced to buy goods "on account," its 
bargaining position is weakened; it must buy where it can get 
the credit and accept the terms and conditions offered. 

LOANS BY PUBLIC AGENCIES 

The need of business for additional credit beyond that avail
able from private sources was recognized by Congress early in 
the 1930's. At that time the Reconstruction Finance Corpora
tion and the Federal Reserve Banks were authorized to make 
term loans to business firms unable to secure bank credit at 
established rates. Prior to the war, however, these agencies did 
not, in fact, make large volumes of loans to small business; 

1Carl Kaysen, Industrial and Commercial Debt-A Balance Sheet Analysis, r939, 
prepared by The Financial Research Program, National Bureau of Economic 
Research, ms., 1942, and Cover, ibid., p. 275· 

1Kaysen, ibid., pp. 32, 33; Merwin, Financing Small Corporations, pp. ~-5; 65-89; 
and Koch, op. cit., pp. 4-5, and 71·73· 

•Merwin, ibid., pp. 72·75· 
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EXHIBIT 38. LoANs OF THE REcoNsTRUCTION FINANCE 
CoRPORATION To BuSINESS ENTERPRISEs, • ExcLUDING 
ADVANCES TO Am IN NATIONAL DEFENSE, I934-I94I 

(In thousands of dollan) 
Amount 

Amounl Amounl Outstotuiing ,.._ Authork.ed Dis bur sui 111 of Demnber 31 

1934 s 48.454t S12,102t Sn,71l.f 
1935 72,746 . 36.577 45.412 
1936 41,907 32,304 66,927 
1937 17,819 23.425 76,687 
1938 127,313 52,452 109,182 
1939 104,598 54,263 131,817 
1940 33.759 28,.(.08 121,268 
1941 36,825 32,316 109,519 

Total 1483.421 - 1271,847 

*Includes loans and pamcipations under Section 5d of the Reconstruction 
Finance Corporation Act, as amended; in addition, data include loans to borrowers 
engaged in the fishing industry and loans to business enterprises through mortgage 
loan companies and banks, both under Section 5 of the same act, as amended. 

fTotal amount authorized and disbursed from February 2, 1932, to December 
31, 1934· 

SoURcE: Quarterly Reports of the Reconstruction Finance Corporation. 

moreover, most of the funds which they did loan went to 
medium-size and large companies.·_ 

Reconstruction Finance Corporation 

As Exhibit 38 shows, in no year in the period I934-1941 
did the Reconstruction Finance Corporation disburse more 
than $55 million to business finns, and the total amount 
of its loans oqtstanding never exceeded $132 million. Indeed, 
the total amount disbursed during this eight-year period was 
less than $275 million; this figure includes both its direct loans 
and its participation in loans made jointly with commercial 
banks. 

Only a small fraction of these loans have been made to small 
business. As Exhibit 39 shows, by the end of 1941 the RFC had 
authorized only 5,261 loans of less than $10,000 involving in 
all only $21.1 million- a strikingly small amount. Moreover, 
only a little more than half the amounts authorized were 
actually disbursed. 
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ExHmrr 39· l..o.A...,.s AUTHORIZED BY THE REcoNSTRUCTION 
FINANCE CoRPORATION TO BUSINESS ENn:RPRISES FROM FEB~ 
RUAllY 2, 1932, TO DECEIIriBER 31, 19·!1· INCLUSIVE, BY SIZE OF 

LoANs, • ExCLUDING LoANs ~lADE FOR NATIONAL 
DEFENSE PuRPOSES 

Pert:mlage .A-' P~of 
of .A.IItbarketl 6.1 TDUII 

Nlllftber of Total RFC .Amrn.l 
SioofUm.s Loans Nlllftber (!11 thtnutmtls) ~ 

l5,ooo and under 3·704 37-6% S 8,616 1.8% 
15,001-lro,ooo 1,557 15.8 12,505 2.6 
lro,oo1- l25,000 1,8g2 19-2 :J4.oo6 7-0 
l25,oo1 - lso,ooo 1,105 11.2 43,291 9-0 
l5o,oo1 - lroo,ooo 797 a .• 62.402 12-9 
I 1 oo,oo1 - l2oo,ooo 422 4·3 63.332 13-1 
l2oo,oo1- lsoo,ooo 28o 2.8 8g,556 •8·5 
l5oo,oo1- l1,ooo,ooo 63 o.6 46.705 9·7 
Over lr,ooo,ooo 44 0-4 123,007 25-4 

Total 9.1164 100.0 1¥13.421 100.0 

•Includes loans and participations and agreements to purchase participations 
under Section 5d of the Reconstruction Finance Corporation Act, as amended; 
loans to borrowers engaged in the fishing industry under Section 5 of the same act, 
as amended; and loans to business enterprises through mortgage loan companies 
and banks under Section 5 of the same Act as amended. The latter two classes of 
authorization account fOI" 117,399,475· Of the 1¥13 million authorized as shown 
above, l271 million was actually disbunc:d. The total amount outstanding as of 
December 31, 1941, was l110 million. 

SouRCE: Report of the Recoostruction Fmance Corporation, Fourth Quarter, 
1941, pp. 7· 6o~-

Many factors are responsible for the limited flow of funds 
from the RFC to small business. An unwieldy administrative 
procedure made the routine of getting loans slow and cumber
some - thus preventing many firms from applying for loans. 
Others \\ithdrew applications in preference to meeting the 
conditions of the loan agreements offered by the RFC. Many 
applicants used an authorization for an RFC loan to convince 
their local bankers that they were satisfactory credit risks. 
And, perhaps most important of all, many applicants simply 
could not meet the credit standards of the RFC. 

Industrial Loans of Federal RtstTTJt Banks 
The Glass-Steagall Banking Act authorized the Federal 

Reserve Banks to lend money directly to business firms unable 
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ExHmrr 40. INDUSTRIAL LoANs OF THE FEDERAL REsERVE 
BANKS, 1934-1941 
(In thousands ofdollan) 

.tfntoulw OlllsttzNliltt 
,dppli&atioru A.pprooed ( _, ef ,7UIT) 

Tear Nlllf!W 
A.ggregak 
AIJIOUIII 

A.-ag• 
A.nto11711 DirecllAaiiS Parti&i/Jfllillu Commitmn.u 

1934 9B4 149.634 S5o.4 S1~1o589 $1,2g6 $8,225 
1935 l,oog 74JI59 74-2 32.493 8,n8 27.~9 
1936 287 15,336 53·4 25,526 7,2o8 20,959 
1937 126 11,158 88.6 20,216 7,238 12,78o 
1938 247 24>026 97·3 17,345 12,722 14.161 
1939 128 13,209 103-2 13,683 10,g81 9,220 
1940 127 24,288 191-2 9,152 6,386 5,226 
1941 294 67.350 229-1 10,337 19,6oo 14,597 

Total 3,202 S279,86o 

5ouR.cE: Fuleral &serlll Bulletin,January, 1945, P• 43· 

to obtain credit for working capital purposes elsewhere on a 
reasonable basis. & Exhibit 40 shows, this program got under 
way more rapidly than that of the RFC; about 2,000 applica
tions for loans amounting to nearly $125 million were approved 
by the end of 1935. At that time S32 million of loans were 
outstanding, but this amount thereafter declined to $10 million 
by the end of 1941. 



CHAPTER IX 

Implications for Postwar Fiscal Policy 

The principal conclusions of this book, if sound, have im
portant implications for much recent fiscal analysis. They 
emphasize the significance of the methods by which the savings 
of society are channeled to the places where these savings are 
needed to finance business expansion and other new private 
investment. If a high level of private investment is to be 
achieved, the funds needed to finance this investment must be 
available: (a) to the specific firms and individuals desiring to 
undertake new investments; (b) at the time and in the amount 
in which the funds are needed; and (c) on the terms, financial 
and otherwise, which make them acceptable to individual 
business managements for use in the particular expansions 
contemplated. -

Even though the over-all supply of investable funds is entirely 
adequate and all other factors are favorable, a high level of 
private investment can be maintained only if all three of the 
above conditions are also simultaneously satisfied. Conversely, 
a failure to satisfy these three conditions may easily result in 
very serious capital shortages for important groups of firms, 
and consequently in severe restrictions on the volume of in
vestment, at a time when there is general oversavings in the 
economy. 

Failure to recognize these facts has resulted in much con
fusion. On the one hand, proponents of the "oversavings" 
thesis have frequently argued that shortages of venture capital 
could not have been an important restrictive influence during 
the 193o's because of the general tendency toward oversavings 
during this period. On the other hand, businessmen, familiar 
with the difficulties of financing new projects, frequently have 
ridiculed the oversavings explanation for low levels of activity 
in the 1930's. 
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Both of these 'i~""S ignore serious imperfections in the capital 
market.. In reality, the fact that substantial amounts of new 
sa'ings were being accumulated by indhiduals during the 
1930's is perfectly consistent ""ith a crippling shortage of capital 
for a great many im-estment undertakings. Sa,i.ngs do not 
flow more or less automatically to the places where they are 
needed to finance business expansion. Indeed, the savings 
habits of indhiduals and the in\-estment policies of many 
financial institutions frequently prevent these sa\i.ngs from 
satisfying the capital requirements of firms in need of funds for 
employment-<reating in\-estments. 

Stated differently, the findings of this study have an im
portant bearing on two critical postwar fiscal problems: ( 1) Can 
the American economy find outlets in prh-ate in'-estment for 
the tremendous ,-oiume of sa'ings ·which it accumulates at high 
len:ls of business acti.'ity and national income? (2) \\-ill new 
de\-dopments and growing enterprises be able to acquire 
\"elltme capital on acceptable terms? Unless both of these 
questions can be answered affirmati,-eJy, the outlook is dark 
for postwar prosperity financed primarily by prh-ate enterprise. 

It would be relati'-dy easy to design a tax system that would 
increase the attractiveness of in'-estments in risky undertalings 
or that ·would hold sa\ings within reasonable bounds. But the 
extraordinarily difficult task confronting posl\llo·ar tax planners 
is the necessity of achie\i.ng both of these objectives simultane
ously- and at the same time of fidfil1ing the other require
ments of a good tax structure. The difficulty of this task will 
be ~anified if indhidual investors continue to display an 
a\'er'Sion to assuming the risks of business ownership. 

Temporarily, these problems may be eased by the tremendous 
. amounts of liquid funds accumulated by indi,iduals and bus
iness firms dwi.ng the war-pro,ided that these funds are not 
dissipated by price rises and reconversion difficulties. Lik~-ise, 
declining rates of interest on relatively riskless investments may 
induce many indi,iduals to assume greater risks in an effort to 
Jnaintain ""ilat they regard as a necessary income from their 
in''e5tments. No one can e\-aluate the power of these influences 
at the present time. 

But one thing does appear clear. They ~ffer little hope for a 

[ 132] 



Implications for Postwar Fiscal Policy 

permanent solution of the basic problems of the small firm. 
There simply is no financial machinery in this country equipped 
to handle efficiently capital issues of less than Sroo,ooo- or 
perhaps even of somewhat larger amounts.1 Various plans 
have been offered for making permanent capital more readily 
available to small firms -most of them involving Federal 
assistance or guarantees of some sort. \Vhen the investment 
bankers publicly proclaim their inability· to provide venture 
capital to small firms, it becomes difficult to deny that the 
government may have to take some steps in this direction! 

But such a policy might be fraught with serious dangers. 
Moreover, it would not go to the root of the problem. Th basic 
financial need of small business is the ahiliry to expand from retained 
earnings. Small companies cannot hope to compete in the cap
ital market on an equal basis with established companies unless 
the Federal government is prepared to undertake outright 
subsidization of the capital needs of small business. Most 
people would agree that such a policy would be clearly un
desirable. 

It therefore seems imperative that the postwar tax structure 
permit small firms to grow from retained earnings until they 
become large enough to have reasonable access to the capital 
market. Fortunately, important steps in this direction could 
be taken without greatly reducing the revenue yield of the tax 
structure. 

For instance, it might reasonably be contended that the 
corporate tax rate should not exceed 20% on incomes of less 
than Sioo,ooo. But the postwar corporate rate may have to be 
as high as 40%, conceivably even higher, to meet postwar 
revenue needs. Suppose that the over-all corporate rate is set 
at 40%, but that the first Sroo,ooo is taxed at only 20%. The 
net loss in revenue_ from such a tax would be less than 15% ·of · 
the yield of a fiat-rate 40% tax.2 In other words, the concen-- . 

1See, for instance, the rttent statement to this rirect by the Small Business Com
mi~ of the Investment Bankers Association of Amuica, entitled (ApilaJ for SmtUJ 
8W'IIWS. 

rrhia estimate assumes that corporate income will have the same relative distri
bution u in prewar yean. Computation& made for the yean 1926-1940 inclicate 
that the ~ue yield of the above plao would be 12% to 17~% lesa than the 
yield ol a fiat-rate 40% tax, with a marked tendency for the relative loss of ~uc 

(Foo~Jtt~U -n.-1 • ,_,page) 
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tration of corporate incomes in the hands of very large corpora
tions is so extreme that substantial reductions could be made in 
the tax rates on companies with small incomes without greatly 
reducing Federal revenues. 

Other tax revisions might also l)e taken to relieve the burden 
of high taxes on small companies, among them accelerated 
depreciation, a clarification of the treatment of research and 
development expenditures, longer loss carry-overs, removal or 
mitigation of the double taxation of dividends, greater de
ductibility of capital losses, and an averaging device for the 
computation of personal income taxes. Some of these revisions, 
such as an extension of the loss carry-over, are clearly desirable; 
others, such as accelerated depreciation, present more difficult 
problems. A careful discussion of the merits of these proposals 
would be the subject for another book - and cannot be under
taken here. None of them, however, would be an effective 
substitute for differential tax reductions on the retained earn
ings of small business - the one positive recommendation of 
this study. 

The word small is deliberately italicized in the preceding 
sentence. This book has not examined the effect of corporate 
taxes on large corporations, except to point out that corporate 
taxes are much less repressiv~ on large companies than on small 
firms. On the basis of this study, therefore, no recommenda
tions are made as to the proper taxation of large corporations. 

to become smaller in years of high business activity. Similarly, a flat 40% tax 
with an exemption of the first S25,000 of income showed revenue losses ranging 
from 13% (in good years) to rg% of the revenue yield of a flat 40% tax with no 
exemption. This estimate does not allow for secondary effects such as the incor
poration of unincorporated firms which would be induced by the exemption. 
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PART II 

INTRODUCTORY STATEMENT 

Part II is essentially a source book from which the illustrative 
cases of Part I have been taken. It has been necessary to pre
sent data from these cases in highly condensed form in Part I in 
order to preserve the continuity of the analytical discussion. 

But for many purposes an integrated treatment of the in
dividual-company experiences, company by company, is 
equally important. For instance, by giving a rounded treat
ment of individual cases detailed support is possible for many 
of the statements presented largely as assertions in Part II. 
Moreover, the following case studies illustrate fundamental 
problems of business motivation and management policy as well 
as tax effects. The cost of this method of organization is a 
degree of repetition, but this choice appeared to be the lesser 
of unavoidable evils. 
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CHAPTER X 

Clarkson Manufacturing Company1 

THE Clarkson Manufacturing Company, a producer of formed 
plywood products, was organized in March, 1937, by S. J. 
Clarkson with an original paid-in capital of $21 ,ooo. Within 
seven years of its organization the company was operating at 
an annual sales volume of $6 million. 

Tax considerations have been the determining factor in 
various important management decisions at critical stages in 
the company's development.· If Mr. Clarkson had not been 
disposed to take extraordinarily heavy financial risks, involving 
both the future of the company and his other personal assets, 
the effect of taxes would have been even more pronounced. 
The tax aspects of the experience of the company can best be 
told, however, as part of the general story of the company's 
development. 

EXPERIENCE OF MR. CLARKSON PRIOR TO FORMATION OF 

CLARKSoN MANuFACTURING CoMPANY 

Mr. Clarkson's first industrial activities were in the field of 
radio engineering, largely as a result of training which he 
received in the Navy in World War I. Around 1934, however, 
he became impressed by the potential market for formed ply
wood products. 

Mr. Clarkson wanted to exploit this market, but he did not 
have the capital to start a company of his own. He overcame 
this difficulty by negotiating an agreement with a Michigan 
company under which he was to sell formed plywood serving 
trays on a commission basis. In addition to his sales services 
Mr. Clarkson supplied the manufacturing know:.how and sev
eral hundred dollars to the Michigan company. This com-

'The names and locations cited in this chapter have been disguised. 
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pany, in tum, undertook the actual manufacture of the trays. 
The first trays produced were sold by Mr. Clarkson directly to 
department stores. 

Mter a few months Mr. Clarkson became convinced that 
the market for the trays was very large, and he decided to 
expand the scope of his operations. But the Michigan com
pany was not interested in manufacturing on the scale on which 
Mr. Clarkson wanted to sell. In 1935, therefore, he contracted 
for a larger output with a different manufacturer, an Illinois 
company. Under this agreement Mr. Clarkson assumed 
responsibility for the engineering work, the production super
vision, and the selling of the trays. In return, he was to receive 
a 5% commission on all sales. During 1935 sales far exceeded 
expectations, amounting to $28o,ooo. For one reason, Mr. 
Clarkson had negotiated a contract with a manufacturer of 
household electrical appliances m1der which this company 
agreed to purchase his entire output during the remainder of 
the year. 

The Illinois company objected to paying the full 5% com
mission on this volume of sales. Because of this disagreement 
.with the Illinois company,. Mr. Clarkson had to bid in com
petition with it for the 1936 business of the appliance manu
facturer. He obtained a contract for its 1936 orders and per
suaded the Michigan company to manufacture the trays for 
him. 

ORGANIZATION oF CLARKSON MANuFACTURING CoMPANY 

Mr. Clarkson realized that he would have to meet a low 
competitive bid from the Illinois company in 1937. He there
fore quoted a very low price to the appliance manufacturer for 
its 1937 orders and submitted, together with his bid, plans for 
the organization of his own company to manufacture the trays .. 
These plans called for about $32,000 of capital beyond the 
$4,ooo which Mr. Clarkson was able to advance. 

The appliance manufacturer accepted Mr. Clarkson's 
proposition and agreed to loan him the funds which he needed. 
In exchange for his personal note Mr. Clarkson was given a 
loan of $17,ooo. The Clarkson Manufacturing Company was 
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ExHmrr 41. CLARKSON 1IANUFA~G CoMPANY: 

CoMPARATIVE STATEMENT OF PROFIT AND Loss 

Net Sales 
Less: Cost of goods sold 

Selling and a4ministrative 
expenses 

Operating profit 
Plus: Other income 
Less: Other expenses 

Net income before Federal income tax 
Less: Provision for Federal in-

Fiscal Tear Luld 
AlarcA3r, rg38 

1255·999 
190,295 

49,587 · 
16,117 

come tax 1,goo 
Net income after Federal income tax 13,914 

SouRCE: Company records and audit statements. 

A.pril r, r938,,. 
Deamber r6, r!J38 

l251,6g5 
18g,138 

.f0,8os 
21,752 

1.393 
411 

22,734 

3,226 
19,5o8 

then organized as a Delaware corporation with a paid-in 
capital of $21,000- consisting of the $17,000 advanced by the 
appliance manufacturer and $4,000 of equipment supplied by 
:Mr. Clarkson. The stock in this company was entirely owned 
by :Mr. Clarkson, but it was pledged as rollateral to the ap
pliance manufacturer. The appliance manufacturer then 
loaned another $15,000 directly to the newly formed corpora
tion to pro\ide its immediate working capital requirements. 

FINANCIAL PoSITioN OF CLARKSON MANUFACTURING CoMPANY, 

1937-1938 . 

Shortly after the organization of his company in March, 1937, 
Mr. Clarkson succeeded in leasing a suitable plant under favor
able terms from the city of Middletown, Illinois. Production 
was commenced in June, and a profitable level of operations 
was established by August, 1937, some five months after the 
company was organized. Within a year Mr. Clarkson had 
paid off his entire personal debt of $17,000, and the company 
had made a substantial payment on the corporate notes held 
by the appliance manufacturer. In April, 1938, this manufac
turer agreed to give :Mr. Clarkson its business for the next year 
·without competitive bidding if!-.Ir. Clarkson would redeem the 
outstanding corporate notes which it held. He was able to 
do so by obtaining a bank loan. Completion of this transaction 
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.Exumrr 42. CLARKSON ~iANuFACTURINo CoMPANY: 

Current Assets 
Cash 

BALANCE SHEET, NoVEMBER 30, 1938 

Accounts receivable 
Inventories 

Total Current Assets 

Fixed Assets 
Deferred Charges 
Special Tools and Dies 
Other 

Total Assets 

Current Liabilities 
Notes payable 
Accounts payable 
Accrued liabilities 
Rcscrvc for income taxes 

Total Current Liabilities 

Mortgage on Plant and Real Estate 
Net Worth 

Capital stock and paid-in capital 
Earned surplus 

Total Liabilities . 
SoURCE: Company records and audit statements. 

s s.oss 
J3,38o 
7.523 

S25,9s8 

66,38g 
3,304 
3·072 

950 

199,673 

s 9·749 
12,586 
3>484 
3·700 

129,519 

14,000 

Sg9,673 

restored 100% control of the Clarkson Manufacturing Com
pany to Mr. Clarkson. 

The financial position of the company in late 1938 is shown 
in Exhibits 41 and 42. Net income after taxes for the 2o-month 
period ending in December, 1938, amounted to about S33,500, 
after the payment of a substantial salary to Mr. Clarkson. Net 
sales were running at an annual rate of about S35o,ooo at the 
end of this period. But, as Exhibit 42 shows, the company was 
still in a very precarious financial position. Its current liabil
ities actually exceeded its current assets near the end of 1938. 

LIQ.UIDATION oF CoRPORATION, FoRMATION oF L!MrrED 

PARTNERSHIP, AND TAX IMPUCATIONS THEREOF 

Important changes in the ownership and organization of the 
company occurred late in 1938. In November Mr. Clarkson 
made a gift of 49% of the stock of the ~ompany to his wife. 
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In December the corporation was dissolved and a limited 
partnership was formed with a stated capital of about S5o,ooo. 
Mr. Clarkson contributed 51% of this capital and his wife 49%· · 

The shift to the partnership form of organization was made 
largely to avoid the double taxation of corporate profits and 
other taxes and expenses connected with operating in the cor- -
porate form. Indeed, the business would have been organized 
as a partnership in 1937 if the appliance manufacturer had not 
insisted on the corporate form of organization as a condition of 
its loans to Mr. Clarkson and the corporation. 

While Mr. Clarkson's gift of stock to his wife was motivated 
principally by personal reasons, it could be anticipated that 
the resulting division of income would minimize the impact of 
the progressive rates of personal income tax. The total tax 
liability of two incomes of S5o,ooo each, for example, is substan
tially less than the tax liability on one income of S10o,ooo. 

Whether the division of this income between Mr. Clarkson 
and his wife will be recognized as legally valid for tax purposes 
is still uncertain. The Bureau of Internal Revenue has ques.:. 
tioned the legality of the procedure in Mr. Clarkson's case, and 
its finding has been upheld by the Tax Court. I 

The ultimate tax effects of these decisions cannot be predicted 
even now, nearly seven years after the decisions were made. 
Whether a long-run tax saving will result dei>ends, among 
many other considerations, on the future course of corporate 
and personal income tax rates, on changes that may be made 
in the estate, gift, and capital gains taxes, on the longevity of 
the partners, and on the postwar performance of the business. 
No attempt will be made to examine these exceedingly complex 
issues in this report. 

Certain aspects of the taxation of partnership incomes, how
ever, must be explained at this point since they bear directly 
on the financial probleins and growth of the enterprise since 
1939· 

No income tax is levied on partnerships as an entity. Rather 
1 In general. the tax status of family partnerships is highly compla and uncertain. 

In teVenl recent decisions the Tu Court has been divided in its opinions. But the 
1ubtleties of this issue need n~ be inve;tigated ~ For a discumon of the prob
lem at:e Randolph Paul. "Partnenhips in Tu Avoidance." Tire G«wge WtJShingtoll 
I.e. Rene... February. 1945. pp. 121-143. and also articks inn:ccnt issues ofTII%U. 
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each individual partner is taxed on his distributive share of the 
partnership earnings whether or not these earnings are with
drawn from the business. That is to say, if a partnership earns 
$2oo,ooo in a given year and the ownership of the partnership 

is divided on a 6o%-4o% basis between two partners, one 
partner will report S 120,000 of income in his personal return 
on account of the partnership earnings and the other will report 
an income from the partnership of S8o,ooo. 

Special problems arise when the taxable year of the partner
ship is diff~rent from that of the indhidual partners. In this 
event the partner reports in his personal income tax return his 
distributive share of the income of the partnership for its taxable 
year ending within the partner's taxable year. In the Clarkson case, 
for instance, the limited partnership had a fiscal year ending 
on June 30. Mr. Clarkson and his wife reported their personal 
income on a calendar year basis. Thus, the income of the 
partnership for, say, the fiscal year ending June 30, 1940, 
would be reported in the personal income tax returns of the 
partners for the taxable year ending December 31, 194-0. 

This provision has two very important effects. The first has 
to do with tax rates. Income earned by the Clarkson partner
ship during the last six months of 1939, for instance, was taxed 
to the partners at 1940 rates. And so on for later years. In 
years of rapidly rising tax rates, such as prevailed from 1939 to 
1943, a substantial increase in total tax liabilities results from 
this treatment.t 

The second major effect of a divergence between the taxable 
year of a partnership and that of its partners has to do with the 
timing of tax payments, Under these circumstances a long delay 
occurs between the receipt of taxable income and the actual 
payment of the tax liabilities on this income. In the Clarkson 
case, for instance, tax payments on the income of the partner-

•'The treatment of partnership income in this respect is directly con tracy to that 
oC corporations filing on a fiscal year basis during the same period. 'The tax Ja:w 
with respect to coqx>rations provided that a corporation is taxable at the rates 111 

effect at the be~ of the fiscal year of the corporation. Thus, to take an extreme 
instance, a coqx>ration with a fiscal year beginning on December 1, 1939, would 
be taxed at 1939 rates even though 11 months oC its fiscal year fell in cal~dar year 
1940· Thus, corporations reporting on a fiscal-year basis during the penod 1939-
1942 had a tremendous advantage over those reporting on a calendar-year basis. 
This discrimination was belatedly corrected as oC july 1, 1942, by the Revenue 
Act oC 1942· 
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EXHIBrr 43· NET SALES AND NET INcoME BEFORE INcoME 
TAXES OF CLARKSON 1.!A.NuFACTURING CoMPANY, 

jANUARY I, I939, TO jANUARY 3I, I945 

rear 
Six monthJ ending june go, 1939 
Year ending june 30, 1940 
Year ending june go, 1941 
Year ending June go, 1942 
Year ending june 30, 1943 
Seven monthJ ending january g1, 

1944 
Year ending january g1, 1945 

*Annual Basis-S3,029,571. 

NetSolu 

s 107,052 
375.694 
!)42,g79 
792,705 

1,219,&3 

•·?67,250* 
5,687,g66t. 

Net JiiDurM 6eftn 
Federal T fiXIU 

s 14,071 
g6,rg6 
&,685 
65,248 

126,6o2 

t After renegotiation refund of S5o,ooo. 
:After voluntary refunds of $1,271,971 and provision for renegotiation of 

$215,000. 
§After provision for renegotiation of$215,000. 

ship for the fiscal year extending fromjuly I, I939, to june 30, 
1940, would be made from March I5, I94I, to December I5, 
I94 I. There would be a lag of about I8 months between the 
time when the income was earned and when the tax liabilities 
on that income were actually paip. This tklay in the payment 
of taxes has been a vitally important factor in the expansion of the com
pany. 

EXPANSION OF PARTNERSHIP: I939-I945 

So much by way of digression on the tax background of the 
Clarkson partnership. As Exhibit 43 shows, the partnership 
has experienced a rapid, continuous growth from its formation 
in january, I939·1 By no means all this expansion is attribut
able to the war. Indeed, a sales volume of nearly $8oo,ooo of 
commercial products was attained in fiscal year Ig.t.2. 

Introduction of New Products 
The company's expansion can be ascribed p~arily to the 

introduction of new products rather than to a gready expanded 
output of products being manufactured when the partnership 

1Injaouary, 1944. as explained below, the limited partnership was dissolftd and 
a general partnership was organized. This change, howews', did not affect the 
business as an opcnting uniL 
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was formed. For instance, laminated staves and headings for 
beer barrels were introduced within a few weeks after the 
partnership was formed. The barrels made from these staves 
and heads are stronger and lighter than those traditionally 
constructed from solid wood stock. Sales of barrel staves and 
heads rose rapidly until by fiscal year 1942 they amounted to 
$57o,ooo, or over 70% of net sales. By the end of the year and 

for several months thereafter sales of this product were main-
tained at a level equal to an annual volume of approximately 
81 million. Shortage of materials forced the curtailment of 
the operation late in 1942, but limited production }yls been 
maintained throughout the war. 
· In 1941 Mr. Clarkson faced a critical decision- that of 
continuing the manufacture of his peacetime products at a 
relatively low volume during the war or of converting to an 
expanded scale of wartime production. 

The first choice probably would have assured the continued 
postwar existence of the business, but it offered no prospects for 
large profits in the immediate future. It also appeared dull and 
uninteresting to Mr. Clarkson as compared with the excitement 
and satisfaction of a direct contribution in the war effort. 

The second choice, on the other hand, had the attraction of 
a stimulating venture in an important new field. It also 
presented excellent opportunities for a large-scale expansion 
and high profits. But these objectives could be achieved only 
by successfully running a gantlet of extremely heavy risks. 

Mr. Clarkson, as might have been predicted, made the ven
turesome decision. In particular, he decided to submit a bid 
for an airplane propeller contract. He made the low bid by a 
slight margin and received the contract even though he had 
had no previous experience in the manufacture of propellers 
and was only able to submit a blueprint of his proposed pro
duction program. He received a firm contract subject to the 
provision that the first propeller submitted must meet a rigid 
performance test. 

The development work on the propeller -impregnated 
. plywood blades formed under heat and pressure and mounted 
in a specially designed steel hub- required over a year. But 
it was successfully completed, and the _propeller was sold in 
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ExHIBIT 44· CuRRENT AssETS, CURRENT LIABILITIES 
(ExcLUSIVE OF FEDERAL INCOME TAXES), Am> RATio 

oF CURRENT AssETS TO CURRENT LlABu.ITIEs OF 

CLARKSoN MANuFACTURING CoMPANY 

DaJe 

January 1, 1939 
June 30, 1939 
June 30, 1940 
June 30, 1941 
June 30, 1942 
June 30, 1943 
January 31, 1944 
January 31, 1945 

Current Assets 
(1) 

s 29,361 
38,674 
56,212 

108,307 
216,607 
574,176 
762,594 

1,589,884 

Ratio of Current 
Assets to Current 

Current Liabilities Liabilities (Exclusive 
(Exclusive of Federal of Federal /T~JXJTM 

!T~JXJTM Taxes) Taxes) 
(2) (3) = (1) + (2) 

s 41,225* 0.71 
4B,383t o.So 
63,6o7 o.88 
90o790 1.19 

267,778 o.81 
524,917 r.og 
595.545 1.28 

I ,328,8g6 I • 20 

•Includes item of S3,700 representing reserve for Federal taxes on predecessor 
corporation. . 

• tincludes item of S2o414 representing reserve for Federal taxes on predecessor 
corporation. 

large volume in 1943 and 1944· In these years the company 
also undertook the production of other war products, concen
trating on radio and radar antennae. By January, 1944, 85% 
of the company's output consisted of war products, and 93% 
by January, 1945. The Army-Navy "E" was twice awarded 
for excellence in production. 

Financial Problems of Expansion 
Throughout this period of expansion Mr. Clarkson's 

financial resources were strained to the limit. As Exhibit 44 
shows, the company had a negative net working capital during 
much of the period from 1939 through 1944· The ratio of 
current assets to current liabilities varied from a low of o. 71 to 
a meager 1.28. Moreover, current liabilities, as reported in the 
company's balance sheets, do not include allowances for income 
tax liabilities accruing to the partners as a result of the partner
ship earnings. Exhibit 44 therefore presents an unduly favor
able picture of the financial position of the partnership and 
partners, considered as a unit. 

This conclusion is strengthened by an examination of the 
capital accounts of the partners. Their withdrawals have been 
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EXHIBIT 45.· CLARKSON MANUFACTURING COMPANY: 

BALANCE SHEET, jUNE 30, 1941 
Current Assets 

Cash 
Accounts receivable 
Inventories (mortgaged) 
Other 

Total Current Assets 

Land, Buildings, and Equipment (mortgaged) 
Other assets 

Total Assets 

Current Liabilities 
Notes payable to banks- secured by chattel mortgage 

on inventories, machinery and equipment 
Notes payable to employees 
Installment obligations on equipment costing S14,ooo, 

under title-retaining contracts 
Accounts payable 
Accrued expenses 

Total Current Liabilities 

First Mortgage 6% note maturing 1948 
Capital 

Capital investment, limited and general partner 
Appreciation from revaluation of fixed assets 
Undrawn profits 

Total.Liabilities 

SouRCE: Company records. 

S51,o2o 
47,831 
79,172 

s 5.994 
25,173 
76,811 

329 

Slo8,307 

171,517 
2,g8g 

S282,813 

s 17,500 
1,050 

3.370 
s6,o34 
12,836 

S 90,790 

consistently less than the current accruals to their personal 
income tax liabilities resulting from the partnership earnings. 
Indeed, the Clarksons have withdrawn only enough from the 
partnership to meet their personal income tax payments as 
they have come due. They have relied on future earnings of 
the partnership to provide the cash with which to pay the 
constantly increasing amount of their current income tax 
accruals. Mr. Clarkson's salary from the partnership covered 
their living expenses. 

The decision to undertake the production of airplane pro
pellers illustrates in a specific context the degree of risk which 
Mr. Clarkson was willing to assume in order to expand his 
business. This decision was made early in the fiscal year begin
ning on July 1, 1941. As may be seen from Exhibit 45, the 
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company was already in a very tight financial position at the 
beginning of this year. Its current assets exceeded its current 
liabilities, exclusive of reserves for Federal income taxes, by 
only $17,soo, and its current ratio was 1.1g. • Cash and ac
counts receivable amounted to less than 35% of current liabil
ities. Inventories and fixed assets were mortgaged. By any 
ordinary standards of financial analysis ·the only reasonable 
course of action would have been for the company to use its 
current profits to bolster its badly strained working capital 
position. 

Mr. Clarkson, however, chose the opposite course of actiou: 
he undertook a large-scale program of war production and 
succeeded in acquiring a bank loan of $1so,ooo to finance it. 
This loan was obtained from a group of local and Chicago 
banks at an interest rate of 6%. It was secured by assignment 
of accounts receivable of ${4,ooo, by a chattel mortgage on 
machinery costing S 1 6,ooo, and by assignment of prospective 
proceeds from the propeller contract. The soundness of the 
loan clearly depended on Mr. Clarkson's ability to meet the 
specifications of the propeller contract. The loan, which was 
not protected by a government guarantee, was manifestly 
based on the bankers' confidence in Mr. Clarkson's ability to 
perform rather than on his financial condition at the time of 
application. 

During fiscal year 1942 :Mr. Clarkson continued to expand 
his normal peacetime operations and, in addition, did the 
necessary developmental work on the propeller contract. 
Although his operations continued to be highly profitable, his 
working capital position became progressively tighter. By 
the end of the year his balance sheet showed current assets of 
$216,6o7 as against current liabilities, exclusive of Federal 
income taxes, of $267,778. The factors contributing to the 
deterioration in his working capital position during the year 
may be summarized as is shown in Exhibit 46. 

Clearly the solvency of the firm and of Mr. Clarkson as an 
indhidual depended on the successful completion of the pro
peller contract. Certain bankruptcy would have been the 
inevitable consequence of failure in this venture into war 
production. 
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EXHIBIT 46. CLARKSoN MANt7FAC'I1JRING CoMPANY: FACTORS 
CoNTRIBUTING TO DETERIORATION OF WoRKING 

CAPITAL PoSITioN 

Working capital provided: 
Net income 
Add: provisions for depreciation and amortization 

which decreased income but did not involve 
working capital outlay 

Total 

Working capital expended: 
• Expenditures for additions and betterments of plant 

facilities 
Expenditures on deferred development costs 
Other expenditures 
Partners' withdrawals (for income taxes) 

Total 
Decrease in working capital during year 

SoUR.CE: Company records. 

182,000 
46,ooo 

3,000 
23,000 

I 6s,ooo 

20,000 

I 8s,ooo 

1154,000 
I 6g,ooo 

But the propeller was successfully developed and was man
ufactured in substantial volume in 1943 and 1944. As a result 
of this successful production, the financial position of the firm 
steadily improved after June 30, 1942. In spite of this improve
_ment, however, the companY's financial position remained 
tight for some time. By January 31, 1944, when the limited 
partnership was reorganized to form a general partnership, 
the current ratio was 1.28. After taking into account the excess 
of the partners' income tax liabilities arising from the partner
ship earnings over the withdrawals of the partners, the com
pany still had little or no net working capital. The balance · 
sheet at the end of the ]ast fiscal year, January 31, 1945, shows 
no marked change with a current ratio of 1.20 and net working 
capital of $261,000.1 

As part of an analysis of the financial problems of expansion, 
a word should be said as to the effect of renegotiation on the 
company. For the year ending June 20, 1943, the company 
was given clearance by the Price Adjustment Board. Its net 

•However, an inventory of materials and tools acquired during the year for 
civilian products is temporarily not carried as a current asset, since manufacture 

·is restricted by government war regulations. Its inclusion in current assets ·would 
increase the current ratio to 1-45· 
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income before taxes, but after Mr. Clarkson's salary of $25,000, 
amounted to slightly more than 10% of net sales. The Price 
Adjustment Board decided that this rate of profits was not 
excessive in view of the quality of production, the low cost of 
operation, and the high personal risks which Mr. Clarkson 
had assumed. 

For the seven months' period ending January 31, 1944, a 
renegotiation settlement involving a refund of $5o,ooo was 
agreed upon. After the reduction in the partners' personal -
income tax liabilities is taken into account, however, the net 
cost of this refund to the Clarksons came to only around 
$5,000. The company's income statement for the year ending 

January 31, 1945, shows a provision for a renegotiation refund 
of $215,000 and voluntary refunds of $I,271,971, on a sales 
volume before these deductions of $7,174,937· 

FoRMATION OF GENERAL PARTNERSmP AS oF FEBRUARY I, 1944 

The limited partnership was dissolved at the close of business 
on January 31, 1944. On the following day a general partner
ship was formecf with a capital of $5oo,ooo. Mr. Clarkson and 
his wife each contributed $175,000 to the new partnership, and 
$15o,ooo was contributed by five other individuals. Inasmuch 
as the net assets of the limited partnership amounted to $433,-
476, the Clarksons were able to withdraw $83,476 in cash from 
the business, the excess of the net assets of the limited partner
ship over the $350,000 which they contributed to the general 
partnership. 

The remaining $15o,ooo was divided as follows: Three key 
employees purchased a 5% ownership interest in the business 
for $25,000 each. They borrowed the major portion of these 
funds on notes guaranteed by Mr. Clarkson. These notes were 
repaid out of profits by January, 1945, but no reserves were 
set aside for the payment of the tax liabilities on these profits. 
Consequently, if the business should cease to be profitable soon 
after January, 1945, these minority partners would be hard 
pressed to meet their tax obligations. 

A 10% interest was acquired for $5o,ooo by the father of the 
owner of patents covering an automatic electric toaster, from 
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whom Mr. Clarkson had acqUired exclusive postwar manufac
turing rights. The owner of the patents had declined to accept 
a personal interest in the partnership. He had a substantial 
income from other sources and did not believe that the net 
return from such an investment, after the payment of his per
sonal income taxes, would compensate him for the risk involved 
in an ownership interest in a general partnership. Mr. Clark
son expected to continue to have business relations with this 
man, however, and thus was glad to have his father admitted 
to the general partnership. 

The remaining 5% interest was purchased for $25,000 by 
Mr. Clarkson's sister. 

Two considerations motivated this reorganization. First, 
Mr. Clarkson placed a high value on the services of the three 
employees who were brought into the firm. By giving them 
an ownership interest he obviously increased the probability 
that they would remain with the company indefinitely. Like
wise, he was eager to maintain a working relationship with the 
owner of the appliance patents. Second, the formation of the 
general partnership relieved somewhat the financial pressure 
on the Clarksons' personal resources. -

Throughout the expansion of the company the Clarksons 
had to rely on future earnings of the partnership to provide the 
cash for their personal tax payments. The difficulty of meeting 
these payments was increased by the Current Tax Payment 
Act of 1943. This Act reduced the lag between the receipt of 
partnership earnings and the payment of taxes on these earnings 
from about 18 months to about 6 months. It also resulted in a 
partial doubling up of tax payments, since 25% of the tax on 
1942 or 1943 earnings, whichever was smaller, was not forgiven. 
In March, 1944, the Clarksons were expected to pay one-fourth 
of their estimated taxes on their 1944 income plus one-eighth of 
their 1942 taxes. The forgiveness feature of the Act, however, 
did substantially reduce the accrued tax liabilities of the Clark
sons. 

By shift:iitg to a general partnership with a fiscal year ending 
on January 31, the Clarksons improved their personal financial 
position in several ways. First, the acquisition of new capital 
enabled them to withdraw about $85,000 in cash from the 
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business without impairing the company's working capital 
position. Indeed, even with this withdrawal, the company 
had a net cash increase 9f about S6s,ooo to bolster its financial 
position. Secondly, tax payments in 1944 were based on a 
fiscal year of seven months Uune 30, 1943-January 31, 1944), 
rather than on a fiscal year of twelve months. Finally, even 
under the Current Tax Payment Act, there is a lag of about 
11 months between the accrual and actual payment of tax 
liabilities on the earnings of a partnership with a fiscal year 
ending January 31. This lag would have been only about 6 
months if the partnership had continued on a fiscal year ending 
June 30. 

PoSTWAR PLANs 

Mr. Clarkson plans to continue the development oflaminated 
products after the war. He believes that this field offers many 
opportunities in addition to trays and barrel staves. 

In order to achieve a greater diversity of products, however, 
Mr. Clarkson intends to enter other fields as well. In particular, 
he believes that the automatic toaster, for which the company 
has acquired the license, will be substantially superior to prewar 
toasters. The company has already acquired some inventory 
stock and tools for this product so that it will be in a position to 
commence production at an early date after wartime restric
tions are lifted. This stock was obtained on exceedingly favor
able terms. Another company which held this inventory at 
the outbreak of war was willing to liquidate it at a low price in 
order to acquire working capital for its war production. It 
could afford to sell at a low price since reductipns in tax liabil
ities offset most of its loss on the sale. 

Mr. Clarkson's intention is to manufacture the toaster under 
the company's own trade name and to sell it to large wholesale 
distributors. He is anxious to achieve a greater diversity of 
sales outlets than he had before the war, at which time almost 
all his sales were made to two companies. Before the war he 
would have been in a desperate position if either of these com
panies had decided to· cancel its contracts or to drive an un
usually severe bargain. 

Mr. Clarkson is not now interested in selling his business. 
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During the war he received several feelers of offers to sell out 
to companies with a large excess profits tax base and with low 
earnings. Since he intended to continue in business after the 
war, he did not investigate these possibilities with any care; 
indeed, he did not even bother to ascertain what tenns could be 
obtained from a wartime sale. 

Mr. Clarkson recognizes the desirability of acquiring new 
outside capital; however, he hopes to be able to maintain the 

· company's present capitalization until it is able to establish 
several additional lines of products to be so]d under the Clark
son trade name. 

Mter the line of products is broadened, he believes that the 
company will be in a position to take in a substantial amount 
of new equity capital on reasonably favorable tenns. To do so 
the ·company would be reorganized as a corporation. If new 

,capital is acquired, Mr. Clarkson may decide to liquidate part 
of his own investment by taking a capital gain. But he is not 
interested in admitting new capital until his business has 
matured to the point where he believes its potentialities are 
recognized by the capital market. 

EFFECT .OF FEDERAL TAXEs ON ·GRoWTH OF CoMPANY 

1. The outstanding fact about the experience of the Clark
son Manufacturing Company is the rapid rate of growth which 
it has been able to achieve in spite of high taxes. The following 
factors have been of critical im:eortance in making this growth 
possible. _ 

a. Mr. Clarkson has always been able to sell the entire 
output of both his commercial and war products at a satisfac
tory profit margin. The limitations on his expansion have been 

. primarily of a financial and production nature rather than of a 
marketing nature. 

b. Mr. Clarkson has consistently taken extremely heavy 
risks in his effort to expand his business. These risks have been 
assumed in spite of the fact that the tax structure creates strong 
incentives in favor of a safer course of action. Every availab]e 
dollar has been used in the expansion of the company's activ
ities. Current profits have repeatedly been sunk in fixed 
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assets and developmental work; future earnings have been 
relied on to meet tax payments {)n these profits as they came 
due. During most of the period from 1939 through 1944, a
single major delay in Mr. Clarkson's production program or a 
temporary inability to market his products would have meant 
almost certain bankruptcy. If Mr. Clarkson had not been 
willing to assume this degree of risk in spite of the tax structure, 
the growth of his company would have been much less rapid. 

c. Since Mr. Clarkson's plans were not inhibited by un
favorable tax incentives, taxes influenced his expansion primarily 
through their t}fect on the amount of capital which he had tl1Jailah/e for 
investmmt in his business. As a matter of fact, taxes did not con
stitute a major cash drain for Clarkson until about 1942. By 
this time several critical stageS in his program of expansioq. had 
already been successfully passed. 

During 1937 and 1938, when the company was organized as 
a corporation, both corporate and personal income taxes were 
moderate - at least in comparison with present and prospective 
postwar rates. Even in these years, however, the double taxa
tion of dividends was burdensome, especially since Mr. Clark
son had to distribute a large percentage of his earnings in order 
to obtain the funds needed to repay bis original loan from the 
appliance manufacturer. · 

After the company was organized as a partnership in late 
1938, its expansion was greatly aided by the lag of 18 months 
between the accrual and actual payment of the taxes on the 
partnership eainings. In terms of tax payments the increased 
wartime tax rates had a delayed impact on Mr. Clarkson. 
In effect, much of Mr. Clarkson's expansion was financed by 
funds "borrowed" from the government in the form of unpaid 
tax accruals. Since l\Ir. Clarkson did not attempt to set'aside 
cash reserves for his tax liabilities as they accrued, the funds so 
"borrowed" eased his immediate financial position and enabled 
him to proceed more rapidly with his expansion. 

2. Indeed, the long lag between the accrual and actual pay
ment of the taxes on the partnership earnings was vital to the 
expansion of the company. 14 for example, the current pay
ment principle had been introduced five years earlier, l.Ir. 
Clarkson's expansion would almost certainly have been greatly_ 
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·retarded - even though this change would have affected only 
the timing of a fixed amount of tax payments. A3 has been 
shown, Mr. Clarkson made his critical decisions to expand at a 
time when his financial position was already precariously 
extended . 

. An earlier. application of the current payment principle
or, for that matter, a more rapid increase in tax rates- prob
ably would have made the successful completion of these ex
pansions impossible. . H plans for any one of the products -
say, the decision .to undertake cooperage production or the 
propeller contract - had been abandoned or delayed, subse
quent profits would have been curtailed and the opportunities 
for future expansion thereby reduced. The cumulative effect 

· of one such decision early in the company's history might have 
retarded its later growth out of all proportion to the increased 
dollar amount of its tax payments. 

3· The company was organized as a partnership late in 
1938, largely in ~n effort to minimize tax liabilities connected 
with operation in corporate form. In fact, however, it is 
doubtful that significant tax savings have been achieved there-

. by; the highly progressive individual surtax rates largely 
neutralize the benefit of avoiding the corporate excess profits 
tax for partnerships with large earnings and only two partners. 
Moreover, from 1939 through 1943 the income of partnerships 
reporting on a fiscal year basis was thrown into a later, higher 
tax year for tax purposes; whereas the incOI!l.e of fiscal-year 
corporations was thrown into an ear]ier,lower rate year. Thus, 

. the principal tax benefit which Mr. C1arkson has derived from 
the partnership form of organization was in the delay in his 
tax payments rather than in a reduction in their amount. 

4· Nevertheless, under many circumstances high taxes on 
corporate incomes do create an incentive for a small, closely 
held business to operate as a partnership rather than as a cor
poration. This shift, if made, may have important effects on 
the expansion of a business. For instance, the owners of a 
partnership will ordinarily be more hesitant to undertake risky 
expansions, since by so doing they place their personal assets 
as well as their interest in the business in jeopardy. A partner
ship will also have more trouble raising outside capital. Whether 
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~Ir. Oark.son will wish to undertake postwar expansions 
with the aid of outside capital will depend partly on the relati\·e 
rates of taxation on corporate and personal incomes. 

5· Y arious inconsistencies and discriminations in the tax 
law are illustrated by ~Ir. Oarkson's experience. Air. Oarkson 
presumably made a legally valid gift in November, 1938, when 
he gave 49% of his stock to his wife. He filed a gift tax return 
in connection with this gift and would hive had to pay a tax 
on it if the amount of the gift had been large enough. But the 
Tax Court has decided that even though a 49% interest in the 
partnership was ov•ned by Mrs. Oarkson, the entire earnings 
of the partnership are taxable to Air. Oarkson. Indeed, unless 
the decision of the Tax Court is reversed, Air. Oarkson's tax 
liabilities on the partnership earnings will exceed his income. 
In this e\·ent, l!r. Oark.son is faced \\ith the problem of how to 
pay his taxes. Suppose his wife pays them for him. Has she 
then made a taxable gift to him by pa)ing his obligations for 
him? Under the existing law it is quite possible that she may 
be considered liable for a gift tax under these circumstances. 
In this connection it is interesting to note that iflir. Oarkson 
li,·ed in a state "ith a community property law, the income 
from the partnership would be automatically di'ided equally 
between }.!r. Oark.son and his wife for tax purposes. Clearly, 
these conflicting practices call for remedial legislation of some 
sort. But the highly complex issues which would be invoked 
in straightening out this tangle lie outside the scope of this 
report. 
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CHAPTER XI 

Continental Machines, Inc. 

, CoNTINENTAL ~CHINES is an example of a family-owned and 
controlled enterprise that has .grown rapidly with almost no 
reliance on outside capital. No stock has ever been owned by 
outsiders. Similarly, borrowed funds, even in the form of 
short-term bank loans, have never amounted to a substantial 

· sum. The retained earnings of Continental Machines, plus 
the salaries paid to its owners, not only have financed the entire 
growth of the company, but in addition they have supplied 
the capital for other companies manufacturing related products. 

The exclusive reliance of Continental Machines on retained 
earnings for its equity capital has been no chance event. 
Rather, it represents one phase of a deliberate and carefully 
designed management policy designed ( 1) to give the owner
managers of the company maximum freedom of action in conducting 
every phase of their business and (2) to create the strongest possible 
incentive for the exercise of personal initiative on the part of all em-
ployees. . 

The techniques with which the management has imple
mented this policy will be described in some detail in order to 
illustrate the extent to which the basic policy of the manage
ment has dominated business decisions in all phases of the com
pany's activities. The effect of taxes on Continental Machines 
can be understood only with reference to this pervasive man
agement policy. 

EAlu.Y DEVELOPMENT OF CoNTINEN'iAL 1\IA.CHINES 

Co~tinental Machines is an o~tgrowth of a small family 
proprietorship, known as the Wilkie Machine Works and 
located at Winona, Minnesota. This proprietorship, organized 
around 1922, was operated by J. C. Wilkie;, assisted by his four 
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sons. The firm was engaged primarily in the manufacture of 
specialty tools used in reconditioning automobiles. - Other to<?ls, 
dies, gigs, and fixtures were also manufactured. 

In 1928 the firm was moved to Minneapolis a.n_d was organ
ized as a corporation under the name of Continental Machine -
Specialties, Inc., later abbreviated to Continental Machines, 
Inc. Shortly thereafter J. C. Wilkie died, and the management 
of the company reverted to his four sons. 

Leighton Wilkie, the eldest of the four brothers, has been 
principally responsible for the company's progress since his 
father's death. Indeed, much of the following discussion is 
biographical; the company's policies are, in effect, an embodi
ment of Leighton Wilkie's imagination and economic philos
ophy. 

Around 1928 Leighton Wilkie invented a method of making' 
at a subStantial saving light dies useful for short-run metal 
stampings. His process was patented. During the period 
1930-1935 licenses to about 500 manufacturers yielded gross 
receipts of about $25o,ooo. Mr. Wilkie's net return, after the 
deduction of his expenses, amounted to around $ wo,ooo. 
The profits on this patent were in part invested in Continental 
Machines and used in the development of an early model of the 
Doall Contour Machine. 

This machine, a metal-cutting band saw, has been the basis 
of the company's expansion since 1935. It is useful for general 
tool room work and is particularly adapted to making inside 
cuts from sheets of metal when the perimeter must be left in a 
solid, uncut piece. 

Before the introduction of the Doall machine the old method 
of inside cutting required that a number of holes be drilled 
along the line to be cut. The spaces between these holes then 
had to be chiseled out and the edge filed down to a smooth line. 

In contrast, an inside cut can be made in much less time with 
a high-speed, metal-cutting band saw. The saw is inserted 
through a 11ole drilled in the metal to be cut and then joined by -
an electric belt-welding process to form a single, continuous 
strip. The saw then cuts rapidly through the work, removing 
the inside section in a single piece and leaving a clean edge -
which requires a minimum of additional machining. 
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ExmBIT 47• SALES oF BASIC MoDELS oF DoALL CoNTouR 
MAcHINES, MAv, 1935, To APRIL, 1944 

Model 
Bas. SeUing Total UniU 

1'UJrs Sold Priu Sold 
ABW 1935-1936 s 495 68 
A 1936-1937 375 Ill 
AB 1936 495 113 

J 1935-1939 790 568 JO •1936-1939 8go 188 
JXD 1936-1938 1,350 44 

M- 1937-1940 1,250 143 
MD 193'7-1~39 1,6so g8 

V-16 1938--1944 865 1,593 
ML 1938--1944 1,250 5·533 
V--36 193g-1944 1,85o 2,938 
V~6 193g-1944 2,010 1,155 
V-6o 1941-1944 4.750 51 

SoUllCE: Company records. 

The first Doall saw was produced in late 1935. It was a 
crude machine conStructed from purchased parts including a 
wood band saw frame adapted to cut metal. As Exhibit 4 7 
shows, only a few of these early models were sold. 

The machine was completely redesigned from 1935 through 
1939· To cite a few of the improvements, the butt-welding 
process was developed during this period. The original cast
iron frame was replaced by an all-steel welded frame. A vari
able speed pulley was developed which delivered every speed 
between two set ranges. The pulley permitted adaptation of 
the cutting speed to the materials being cut, making possible 
faster cutting and a longer use of the cutting tools. As auxiliary 
equipment to the Contour Saw, a continuous· band file was 
developed. The file performs the smoother finishing operations 
after the work is first machined by the saw. Various other 
accessories and attachments were added during this period; 
enlarged and improved models were also produced. 

The sales volume of Continental Machines increased rapidly 
after the introduction of the Doall machine. As shown in 
Exhibit-48, sales rose rapidly from about $115,000 in 1935 to 
$275,000 and S675,ooo, respectively, in 1936 and 1937. Under 
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EXHIBIT 48. FINANCIAL DATA oF CoNTINENTAL MACHINEs, INc., 1931-1944 
F1dtral 

lncom1 Dnd Net 
Netlncow Excess Profits Incow lUtDintd 

Y~Dr Sales 1Jtjor1 T DXes TDXes Djltr TDXes Dividmds EDrnings Net Worth 
Calendar Year 

1931 s go,855 s f587~ 0 s ~587~ 0 s (587) S:11,599§ 
1932 26,11112 761 0 761 0 (761~ "P"I 1933 63,065 11211 0 21111 0 {11112 110,250 

~ 1934 97.390 gog s 43 1166 0 1166 20,028 
193~ 113,094 I 0 I 0 I 110,294 it 
19~ 27 .5711 16,173 1,783 14·390 s 7·500 6,8go 20,293 if 

Fisca Year 
~ ,...., ending August 31 .. 193r 4~2,986 13,366 11,500 10,866 0 1o,86G ' 27,183ij 
~ 1.11 

193 11,327 3,184 8,143 5,000 3·143 122,351 \Q ~8~;3~3 ...... 1939 85,132 17,837 67,29~ 0 67,295 104,749 
1940 1,g5g,o:zo 305·389 72,893 2~2,49 115,000 207,496 159,118 .. f 1941 ~,681,632 792,a13. 422,855 3 9·458 50,0~0 319·458 ll99.996tt 
1942t 743·5711 1,754, B:z 1,186,123 568,759 0 568,759 601,49 

~ 1943: 7·154·905 1,202,552 8Bo,629 321,923 0 321,923. r,170,257 

•Fiscal year endin~ August 31, 1937, covers only 8 months. 
!Data for 1942 an 1f43 do not allow for refunds that may eventually be made as a result ofrenegotiation proceedings. 

Excludes dividend o S7,500 in form of long-term note to stockholders. 
Excludes amounts due to stockholders; these amounts not now available. · 

wncludes S90,745 due to stockholders. 
Includes S,~,5oo due to stockholders. 

••Includes 9,574 due to stockholders. 
ttincludes S17,957 due to stockholdcra. 

Souaa11.: Company records. 
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the pressure of war demand the sales volume continued to 
expand in subsequent years until it reached a maximum of over 
$7 million in the year ending August 3 I, I 943· 

BASIC MANAGEMENT POLICIES 

Financial Control 
As previously indicated, a prime consideratiqn on the part 

of the owner-managers of Continental Machines is maintenance 
of their freedom of action. Leighton Wilkie and his relatives 
have. run no risk of compromising their free~om by losing 
financial control of the company. They have carefully main
tained in the family a wo% ownership of the equity capital of 
the company. 

Indeed, emphasis on financial freedom of action has been 
carried even farther than this. The management has refrained 

-from incurring i!ldebtedness that might in any way restrict its 
freedom. No long-term debt has ever been held by anyone 
other than the company's stockholders. Even bank loans have 
been resorted to very sparingly. During the rapid 'wartime 
expansion, for instance, the .maximum amount of bank loans 
outstanding has been $5o,ooo- an amount which could have 
_been paid off at 'any time without unduly straining the com
pany's working capital position. In other words, almost all the 
capital requirements of the company have been financed by 
the personal contributions of the Wilkie family and from re-
tained earnings. -

The basic principle of incurring no important financial 
obligations has had other important implications for manage
ment policies. Dividends have necessarily been small. In
deed~ the total dividends paid by the company since its organ
ization have amounted to considerably less than IO% of its 

· cumulative retained earnings. 
· -· · The company has also had to invest very sparingly in fixed 

assets. All plant facilities have been rented with one exception 
- a plant built by the company as part of a wartime experi
ment in the production of alloy metals. Typically, old build
ings available at a low rental have been remodeled to suit the 
need of Continental Machines. Similarly, during the early 
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years when the shortage of working capital was most acute, 
almost all the company's machinery was purchased_ second-· 
hand and then rebuilt and renovated in its shops. By these 
economies an adequate production unit was assembled at very 
low cost. 

Corporate Organization _ 
Mr. Wilkie is of the opinion that a business organization 

of 500 or less individuals can be kept fluid and manageable, 
but that expansion beyond this size tends to produce much 
greater institutional rigidity and thereby to limit freedom of, 
action on the part of the management. Consequently, as the 
business of Continental Machines has expanded, the manu
facturing operations originally conducted by Continental 
Machines have been broken down into four separate corpora-
tions. The products of these ·corporations are, however, mar~ 
keted according to a coordinated sales program .. 'Through 
this arrangement the advantages of a decentralized business 
administration and of a centralized sales program are com
bined. 

The manufacture of the band saws, as distinct from the Doall 
machine, was delegated to Contour Saws, Inc., and the manu
facture of file bands to File Bands, Inc. A separate research 
and service organization was also formed under the name of the 
Doall Service Company. These three organizations were 
located in Des Plaines, Illinois, a suburb of Chicago. In 
addition, another company was established in Minnesota for 
the manufacture of precision gage blocks. 

Each of these companies is legally independent of the other; 
that is, that none owns stock in any of the others. Each has its 
own officers and administrative organization. The Wilkies 
have retained xoo% ownership in Continental Machines and 
Contour Saws, but key officials in the other three companies 
have been given a minority ownership interest in their com:
panies. :Mr. Wilkie hopes by delegating management respon
sibilities and some ownership interest to increase the personal 
initiative shown by the key men in each of these organizations 
without sacrificing to an important degree his own freedom of 
action. 
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The arrangement also has other incidental advantages to Mr. 
Wilkie and his brothers. In order to retain the dominant 
ownership in ·these companies they have had to concentrate a 
large pe:t:centage of their personal assets in the stock of these 
companies. By forming several companies, rather than just 
one, they have been able to diversify somewhat the risks in~ 
herent in such an unbalanced investment policy. Moreover, 
so long as the excess profits tax is in effect, some tax reduction 
is also achieved by the formation of several independent cor
porations. Relative to the size of the total tax burden, however, 
this tax saving is not of major importance. 

Labor Policy - . 
_ The same basic management objectives are reflected in the 

-labor progr~m of Mr. Wilkie. One of the principal reasons 
for moving part of the_ manufacturing facilities to Des Plaines 
was to avoid the rigidity of an organized labor force. Mr. 
Wilkie has attempted to create sufficiently favorable working 
conditions for his employees so that he will not be forced to 
deal with organized labor. The Des Plaines plants, for in
stance, are located in an attractive suburban area where the 
workers can live within walking distance of the plant and still 
have pleasant housing accommodations. In addition to a high 
wage scale, vacations with pay, and Christmas bonuses, Mr. 
Wilkie has introduced a number of other employee benefits. 
For instance, during morning and afternoon rest periods free 
milk and orange juice are distributed. In the winter months 
vitamin tablets are also available. Group insurance and during 
the war a savings program are maintained in which worker 
contributions are supplemented by the company. 

The cost of these programs amounts to about 10 cents per 
employee hour. Mr. Wilkie believes that they represent a good 
investment in terms of labor productivity and goodwill. He 
says that his business has enough leeway to be able to afford 
them and that, if the situation changes so that he cannot. afford 
them in this business, he intends to start a different business in 
which he. can afford them. 
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Sales Policy 

The same striving for independence is evident in the com
pany's sales policies. Here, the principal policy of the com
pany is to sell directly to customers and not through interme..; 
diate agencies. Mr. Wilkie reports that he decided on this -
policy when as a youth he observed the success of a local com
pany in Winona, Minnesota. Mr. Wilkie peddled the garage 
tools manufactured by the partnership in the 192o's directly 
to garages using them. Later the machine tool products -
first the dies and then the Doall machines - were sold directly 
to customers. The Doall machine was installed on a trailer, 
wheeled directly into the shops of prospective customerS, 
plugged into their electric outlets, and demonstrated. 

As the company expanded, its formal sales organj.zation was 
set up with the same purpose in mind. Centralized sales and 
promotional activities are undertaken to increase customer 
goodwill and spread the Doall trade name. For instance, 
demonstrations of Doall products are made whenever possible 
to customers and to the public. An elaborate training prograni 
is conducted; as part of this program free training is given to 
the employees of customers. If customers submit materials 
for testing, free advice is also given concerning the most efficient 
cutting speed and setup for the Doall machine. 

Sales are made through 37 sales corporations, each of which 
has exclusive sales rights in its geographical area. Seventy-five 
per cent of the stock of each of these corporations is owned by 
the Wilkie brothers and 25% is owned by the individuals in 
charge of each sales territory. Since the sales corporations 
bandle primarily Doall products, aggressive merchandising 
of t.hese products is assured. Added incentive is given to the. 
local sales representative by his ownership interest in the sales 
corporation. These incentives are, however, provided without 
significantly limiting the management's freedom of action. 

In addition to the domestic sales program Continental 
:Machines has actively promoted foreign sales. As indicated 
in Exhibit 49, these sales rose steadily from 1936 through 1940. 
Since 194-0 foreign sales have been retarded by wartime re
strictions. 
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EXHIBIT 49· FoREIGN SALEs OF CoNTINENTAL MAcHINEs, 

1936-1942 

.Tear 
Number of Furrign CounJriu 

in Which Sales MaJ. 
Dollar Yo/111111 of 

Furrign Sales 
1936 2 I 2,628 
1937 8 97·423 
1938 14 148,843 
1939 . 18 140,263 
1940 22 658,877 
1941 19 s6o,6s8 
1942 l,j 581,740 

SoURCE: Company i-ecords; 

EFFECT oF FEDERAL TAXEs ON EXPANSION oF CoNTINENTAL 

MAcHINEs 

So much for a brief description of the expansion of Continen
tal Machines and the basic policies of its management. With 
this background, what can be said about the effect of Federal 
taxes on the growth of the company? 

I. The outstanding fact about the experience of Continental 
Machines is the very rapid expansion which it has been able 
~o make in spite of very hi'gh tax rates. A number of circum
stances have combined to make this expansion possible. 

a. The Doall machine was introduced at a time when 
business conditions were improving and the demand for II?-a
chine tools, in particular, was large. This factor undoubtedly 
contributed to the rapid expansion of Continental Machines. 
It is far easier for a small finn to obtain a share of an expanding 
market than for it to replace an established competitor in a 
contracting market. 

b. Continental Machines has been able to market the 
Doall inachine at a high profit margin. The company has 
relied on the quality of its product rather than on a low price 
policy to expand its sales. Consequently, its nc;:t income before 
taxes has been large, leaving a substantial net income after 
taxes even when tax rates were high. 

c. The management has consistently followed policies 
designed to keep its investment in fixed assets at a minimum. 
It has therefore been able to finance a much larger sales volume 
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·with a relati,·ely small capital outlay thin would otherwise-
have been possible. -

d. From 1939 until 194-2 the company benefited from a 
chance quirk in the tax law. In 1938, for reasons entirely 
unrelated to taxes, Continental Machines shifted from an ac
counting period ending on December 3 I to one ending on 
August 3I. Until I9!2 tax rates in effect in a given year applied 
to all taxable years beginning in that year. Thus, for the fiscal. 
year beginning on September I, 1939, Continental Mac.hiJtes 
was taxed at 1939 rates- even though eight months of this 
taxable year actually fell in I9!0. The delayed impact of 
wartime tax rates on Continental :Machines, combined with 
the heavy demand for machine tools in the early years of the 
war emergency, greatly facilitated the expansion of Continental 
Machines. · 

2. High taxes have had little effect on the effort and energy 
which Mr. Wilkie has devoted to the management of Conti
nental Machines and his othet:: companies. Mr. Wilkie has an 
intense emotional interest in his business activities much more 
deeply seated than the level of its dollar profits or his personal 
financial security. His primary interest is in the satisfaction 
of creating something new and in the power that goes with a 
successful business development. He also recognizes that in 
creating companies which now employ atound I,OOO people, 
he has assumed responsibilities which he cannot freely disre
gard. Figurati,·ely, he likens himself to the locomotive of a 
train and acknowledges his responsibility to keep the train 
running. Indeed, ~lr. W"illcie flatly states that he would con
tinue to devote the same degree of care and effort to his business 
regardless of the le\·el of tax rates. 

3· In another way, howe\·er, high taxes- especially high 
corporate taxes- greatly retard the expansion of companies 
which follow policies similar to those of the owners of Conti
nental Machines. Mr. Wilkie and his relati,·es have consistently 
plowed most of the profits of Continental Machines back into 
the business. They ha\·e e\·en contributed a considerable part 
of their personal incomes to other business ventures. H past 
aperience is any guide, they will probably continue to do so in 
future years. Continental Machines is, indeed, contemplating 

[ 165] 



Effect of Federal Taxes on Growing Enterprises 

a number of new developmenu- after the war in an effort to 
~maintain its sales volume in the face of the almost inevitable 
drop in the demand for machine tools. But, expansion minded 
as are the Wilkies, they undertake as a matter of basic manage
ment policy only expansions which can be financed with their 
own funds. Hence, to the extent that high taxes absorb these 
funds they rigidly limit the potential expansion of the Wilkie 
enterprises. 
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CHAPTER XII 

Lithomat Corporation · 

THIS chapter presents in more detail the formation and growth 
of the Lithomat Corporation1 than does Part I, which dealt 
mainly with the tax implications of the company's history~ 
Almost everyone will agree that aggressive entrepreneurship is 
essential to the maintenance of a high level of industrial em
ployment after the war. In this respect, the story of Lithomat 
is important, entirely aside from its tax implications, because 
of the insight which it gives into the problems confronted in 
practice by promotions starting from the inception of a good 
idea with no special advantages other than a determination to 
succeed. 

PRODUCTS AND PROCESSES OF LrrHOMAT CoRPORATION 

The Lithomat Corporation was formed to produce litho- -
graphic plates made of paper and the chemicals and supplies -
used in conjunction with these plates. These plates, or mats, 
are intended for use in business offices for duplicating work and 
in the lithographic printing industry. · 

Lithographic reproductions are made from a plane surface. 
The process involves the use of plates with an equal affinity for 
water or greasy materials. An image is placed on such a plate 
by a lithographic crayon, typewriter, or other standard means. 
Successive reproductions are obtained by attaching a plate on 
which an image has been placed to the cylinder of an offset 
duplicating machine or press. With each revolution, first 
water and then ink are applied to the surface of the plates from 

1 For convenience of expression, the entire project, dating back to about 1934, is 
referred to as the development of the Lithomat Corporation. This reference is not 
strictly accurate, since the present Lithomat Corporation was not organized until 
Sep_tember, 1940, and, in a legal sense, is not a continuation of any pre-existing · 
busmess corporation. In terms of the personalities involved and the technical 
development, however, the project can be viewed as a unit. , _ 
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a dampening system provided for the purpose. The unmarked 
surface absorbs moisture from the water roll and then rejects 
ink; the image, being greasy, repels water but picks up a supply 
of ink from the ink rolls. The inked image is then transferred 
to a rubber blanket with each revolution of the cylinder and 
from the blanket is printed on paper. 

A chemically treated paper plate suitable for lithographic 
printing must meet rigid requirements. The plate must be 
strong and substantially impervious to water. Its surface must 
be hard enough to withstand the pressure of type and printing 
rolls, and yet not hard enough to injure the keys and adjust
ments of an ordinary typewriter. The grain must approximate 
the evenness and texture of fine lithographic stone, but at the 
same time be flexible enough to bend without cracking. Images 
must be clear cut, even, and without imperfection in any, 
printing surfaces, and the mat must reproduce as well at the 
end of a run as it does at the beginning. 

The Lithomat Corporation has developed several such paper 
-plates as well as the chemicals and supplies used in connection 
with these plates. They are made of a strong fiber base im
pregnated with synthetic plastics and resins on which colloidal 
film layers are deposited. These layers give the plates their 
lithographic properties.! 

ORIGINATION OF IDEA AND EARLY DEVELOPMENT: 1934-1939 

. Origination of Idea 
Around 19341· E. Gilligan conceived the idea which sub

sequently culminated in the Lithomat Corporation. Prior to 
1934 Mr. Gilligan had worked for some years in the office 
duplication business and had seen large profits made by com
panies introducing successful innovations into the industry. 

Mr. Gilligan was impressed by the profit potentialities of a 
lithographic plate made with paper which could be used with 

l'J'he plates are sold under the trade names of Plwtoma.t, Litlwmat, Documat, and 
Unimat. The Photomat is used to reproduce photographic images. It will repro
duce about 20,000 impressions. Lithomat, Unimat, and Documat are "direct
image" plates. Direct images are images applied dicectly to the plate by typing, 
drawing, or other mechanical methods. Lithomat will reproduce up to 20,000 
impressions, Unimat up to 2,500 and Documat up to 400. 
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facility for office duplication work. 'fhe conventionat metal 
plates, although superior in quality to customary stencil or 
hectograph methods of duplication, were impractical for ordi
nary office use. 

Mr. Gilligan undertook the development of such a plate. 
After some experimentation, he realized the need for additional · 
technical assistance and interested]. V. R. Shepherd, an engin
eer, in the idea. Mr. Shepherd, in turn, enlisted the assistance 
of H. R. Gillette, who was believed to be in a position to furnish 
paper suitable for making paper plates. Work on the project 
was continued on this basis, but progress was difficult because 
of the small amount of capital available to finance research. 
By 1935, however, a crude plate was developed ·which success-. 
fully reproduced an image. 

Financial Assistance from a Large Office-Equipment Manufacturer . 
Inasmuch as additional capital was needed to finance 

further development work, assistance was sought from a large 
manufacturer of office equipment. After several months of 
negotiation an agreement was reached under which th~ large· 
manufacturer advanced $12,000 to finance further develop
mental work on the plates. In return it was given an option to 
exclusive rights of distribution, provided that it would finance 
the actual manufacture of the plates. In 1936 a demonstration 
was made for this company on the basis of which it decided not 
to proceed further with its financing. 

Continued Research by Mr. Gilligan 
Shortly thereafter Mr. Shepherd ceased to participate 

actively in the project. The $12,000 had been spent, differ
ences had arisen among the interested parties, various liabilities 
had been incurred, and no money was available to pay these 
liabilities or to finance further research. The whole proposition 
was left to Mr. Gilligan. He located a paper company inter
ested in Lithomat as a possible customer which agreed to make 
trial plates, and he succeeded in arranging facilities for testing 
purposes. 

Mr. Gilligan managed to continue his experimentation on 
this basis until the spring of 1939· By this time the acquisition 
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of additional capital had become imperative. . The liabilities 
that had been incurred had to be settled, and time had begun 
to run against various patent applications that had been ac
quired. But the developmental work seemed sufficiently 

. promising to justify an attempt to straighten out the situation 
and to make possible the acquisition of new capital. 
- The development had been organized as a Patent Trust in 
1937. Mr. Gilligan was appointed trustee, and the beneficial 
interest in the Trust was divided equally among Gilligan, 

-Shepherd, and Gillette. The balance sheet of the Trust in the 
, spring of 1939 was as follows: 

~ -

Assets Liabilities 
. Patents $22,500 Creditors' claims $ 7,286 

Payable for development 214 
Moral obligations 3,000 
Beneficial interest (equally 

divided among Gilligan, 
Shepherd, and Gillette) 12,000 

$22,500 ' $22,500 

_ No value is included in this statement for the personal services 
of the beneficiaries. Mr. Gilligan had spent the better part of 
about. five years working without compensation on the project. 
During this period he turned down various offers to sell the 
development to established companies. Clearly, only the 
belief that large profits lay ahead could have persuaded Mr. 
Gilligan to risk so much in the development. 

INTERMEDIATE DEVELOPMENT: 1939-1941 

In 1939 semi-outside capital, for the first time, acquired an 
ownership interest in the development. This capital was 
raised from and through F. H. Nesmith, who had served the 
project as attorney for several years prior to I 939· Indeed, the 
Nesinith group was the sole source of fin~ncial support for the 
project during the two-year period ending May 31, 1941. 
Anotherlandmark of this period was the consolidation of the 
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entire development into -a suigle business corporation with the 
formation of the Lithomat Corporation in September, 1940. 

Financi,;g through F. H. Nesmith 

In 1939 Mr. Nesmith and hiS group purchased certain claims 
against the Patent Trust and also bought out Mr. Shepherd's 
interest in the Trust. In return they received 46% of the 
beneficial interest in the Trust; Mr. Gilligan at that time had a 
31% interest and Mr. Gillette a 23% interest.l - ' 

:Mr. Nesmith first invested a small sum in the project, in addi
tion to legal services, and he intended to limit his investment to 
this amount. In order to keep the project alive, however, more 
and more capital was needed, and by June 1, 1941, Mr. Nes
mith had substantially increased his investment in the develop- -
ment. His policy was to invest savings from his personal incom~ 
in the project and only to a lesser degree to risk his permanent 
capital in it. , 

Mr. Nesmith also raised additional capital from a half-:dozen 
friends who made contributions ranging from S1,ooo to Ss,ooo 
each. Two of these contributors were-quite wealthy; the others 
had moderate incomes. By June 1, 1941, the total contribution 
of the Nesmith group, including Mr. Nesmith's legal services, 
amounted to approximately S3o,5oo. -

Organization of Lithomat Corporation in r940 

In September, 1940, the Lithomat Corporation was formed 
to gather all the various developments together into a single 
business corporation. In addition to the activities previously 
discussed and others which have been omitted to simplify the 
exposition, the formation of the Lithomat Corporation brought . 
W. A. Kingman, a consulting chemist, into the project. Mr. 
Kingman had developed by independent research new plates 
and processes believed to be patentable, to be outside the scope 

1The beneficial interest was divided into four lots of 23% each, of which the 
Nesmith group received one on account of its claims against the Trust and pur
chased another from Mr. Shepherd for S1,510. At the same time the Nesmith 
group waived claims against the Trust amounting to S1,5oo, thus in effect pur
chasing a 23'7o interest for the same price as paid to Mr. Shepherd. Messrs. 
Gilligan and Gillette each had a block af 23%, and Mr. Gilligan was given an 
extra 8% in recognitioo of his seniccs as Trustee. 
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of the original patents, and to be of considerable potential value. 
An agreement was negotiated to acquire the discoveries and 
-inventions of Mr. Kingman for $goo in cash and 6% of the 
common stock of the newly formed Lithomat Corporation. The
new corporation also acquired the interests ofl\!r. Gilligan and 
the Nesmith group. Mr. Gillette retained his interest in the 
Patent Trust but did not participate in the Lithomat Corpora
tion. 

Ownership of Lithomat Corporation as of June 1, 1941 
As of June I, 1941, the company had outstanding 6,500 

shares of preferred stock, issued at Ss a share, and 3,000 shares 
of common stock. In return for their investment, the Nesmith 
group received 5,goo shares of preferred stock, slightly over 
go% of the outstanding shares, and 1,710 shares, or 57% of the 
common stock. Mr. Gilligan owned the remaining 6oo shares 
of preferred stock and 1,110 shares, or 37%, of the common 
stock.l The remaining 180 shares, or 6%, of the common stock 
were oWn.ed by Mr. Kingman. 

Financial Position as of June 30, 1941 
In June, 1941, an additional Ss,ooo was paid in by a well

known Boston attorney, an outsider, for I,ooo shares of preferred 
stock. The attorney, whose office was near l\!r. Nesmith's, by 
chance heard a conversation between 1\!r. Nesmith and 1\!r. 
Gilligan about Lithomat; upon investigation he became suf
ficiently interested in the project to invest in it. 

Nevertheless, despite this additional Ss,ooo the company was 
again in a tight financial position by June 30, Ig.p. Its balance 
sheet as of this date, shown in Exhibit 50, gives a clear picture 
of the company's financial resources just before the commence
ment of commercial sales. The company had net current 

•The preferred stock had the following rights: ( 1} a cumulative dividend of 30 
cents per share; (2} after the payment of regular dividends, a 40% participation for 
preferred stockholders, as tJ class, in all additional dividends; (3) privilege of con
version into common stock on the basis of 5 shares of preferred stock to one share of 
common stock; (4} $5.50 a share plus accumulated dividends in liquidation; and 
(5} concurrent voting- power share for share, (a) if cumulative dividends are 
defaulted for 12 months, or (h) on any action to increase the capital stock, pre
ferred or common, or any sale of assets or reorganization involving such a sale. 
Thus, the preferred stock shared many of the prerogatives ordinarily reserved for 
common· stock. 
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ExmBIT so. BALANCE SHEET OF LrrnoMAT CoRPORATION. 

AS OF jUNE 30, 1941 
Assets 

Current Assets 
Cash 
Accounts receivable 
Inventories 

Total current assets 

Patent rights 
Fixed U~ets 
Note receivable from officer 
Deferred charges 

Total Assets 

I.i.abilities 
Current Liabilities 

Accounts payable 
Acaued taxes 
Acaucd expenses 

Total current liabilities 

Capital stock- preferred 
Capital stock- common 
Capital surplus 

s 5·003 
2,942 

345 

s 8,2go 

40.429 
970 

3·045 
332 

S53,o66 

s 1,044 
666 
222 

s 1,932 

32,500 
. 3·000 
15,634 -

Total Liabilities S53,o66 

SoURCE: Data filed with the Department of Public Utilities of the Commonwealth 
of~~~~ . 

assets of only $6,358. Obviously, with such .meager resources 
additional capital was needed to finance commercial operations 
and to continue developmental work. 

PERIOD OF UNPROFITABLE OPERATIONS 

Opn-ating Difficulties and Resulting Deficits 
The operating phase of the project began inj uly, 1941, when 

the first commercial sales were made in small volume. Since 
Lithomat did not have the capital resources necessary to finance 
its own manufacturing facilities, it established a policy of con
tracting with large paper converters for the manufacture of its -
products. At this time the Lithomat plates, then the company's 
sole product, were still in an imperfect state of development. 

·Nevertheless, within less than a year accounts had been estab
lished with an imposing list of nationally known corporations. 
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-By the end of the year most of the production difficulties had -
been overcome, and, except for minor details, the product was 
standardized to the satisfaction of customers. 

About this time, however, government restrictions and limita
tions were placed on raw materials basic to Lithomat's products. 
Consequently, the company was forced to search for substitute 
materials in order to continue its production. This search 
involved much costly experimentation. The inconsistency in 
the product resulting from this experimentation was extremely 
expensive from both ~ manufacturing and a merchandising 
standpoint. Fortunately, in March, 1941, the company had ac
quired the services of W. G. Mullen, a chemist with long expe
rience in this field. By the end of I 942 he succeeded in stabiliz
ing the product, and sales began to rise markedly during 1943. 

Until July, 1942, the company's research and developmental 
work was carried on in a few small rooms in a Boston loft build
ing. As the project expanded and additional personnel was 

·hired, new accommodations became essential. Consequently, 
in July, 1942, the company moved to its present location in 
Cambridge. The cost of moving and of adapting the new 
quarters to the company's needs added greatly to its financial 
difficulties. Finally, research and developmental outlays and the 
establishment of a national distributing organization were costly. 

As a result of these abnormally high expenses, operations 
-during both 1942 and 1943 were unprofitable. Inadequate 

accounting reports preclude a precise estimate, but the deficit 
for the two years apparently amounted to about S35,ooo. 

Efforts to Acquire New Capital 

Obviously, the drain on working capital occasioned by 
deficits of S35,ooo and continued expenditures on research, 
development, and new fixed assets soon absorbed the $6,ooo 
of net working capital available in July, 1941. During the 
perioq,from July, 1941, to April, 1942, the company was in 
desperate need of additional capital. Several possible sources 
were investigated. 

Application for RFC Loan. An application was made for a loan 
from the Boston office of the Reconstruction Finance Corpora-
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tion. Mter the usual negotiations a proposition involving a loan 
authorization of S5o,ooo was received. One of the require- _ 
ments of this proposition was that the company raise at least 
S 1 5,ooo of additional capital. In the process of raising this 
amount, however, .arrangements were made to ·acquire the 
entire S5o,ooo from another source, thtis making the RF_C 
loan unnecessary. 

Other Outside Contacts. Contacts were made with other groups 
during this period. Several contacts never reached the_ stage 
of definite offers. An offer actually was received from one 
group, but the terms were less favorable than the arrangement 
later worked out with Ventu,re Research COmpany of Boston. 

Venture Research Company. Venture Research COmpany was 
organized for the express purpose of locating and investi_gating -
promising new developments for its clients - primarily indi
viduals with substantial means interested in investing in venture 
enterprises. 

Lithomat and Venture Research discussed the problem of 
additional financing in April, 1942, but Venture Research was 
at the moment too busy with another proposition to supply. 
Lithomat with its immediate capital needs. Venture Research 
did, however, refer Lithomat to interested individuals who 
subscribed a total of $25,000 between April and June, 1942, 
for 5,ooo shares of preferred stock. · 

The first of these individuals was W. W. Garth, Jr., now 
President and Treasurer of Lithomat. In the spring of 1942 a 
representative of Venture Research was trying to persuade Mr. 
Garth to become a client ofVenture Research. The companies 
in which Venture Research was then interested were cited to 
Mr. Garth, but he was not attracted by these investment op
portunities. By chance, the Venture Research representative 
also mentioned Lithomat as a company which he believed 
promising but had decided not to support because of other 
commitments. :Mr. Garth, after investigating Lithomat, pur
chased 1 ,ooo shares of preferred stock at S 5 a share. 

About the same time F. M. Roberts, then active in Venture 
Research, purchased for his personal account 8oo shares of 
preferred stock for $4,000. Both Mr. Garth and Mr. Roberts 
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were appointed directors of Lithomat. in the spring of 1942. 
The remaining $16,ooo was contributed by other individuals. 

The willingness of Mr. Garth and Mr. Roberts to invest in 
Lithomat stimulated the interest of Venture Research in the 
-company. An agreement was drawn up in which Venture 
-Research underwrote the sale to its clients of s,ooo shares of 
preferred stock at $5 a share. In connection with this financing 
Venture Research ~ad· an independent investigation made of 
Lithomat. , The favorable report of this investigation was cir
culated among the clients of Venture Research along with 
subscription privileges to the preferred stock of Lithomat. 

In spite of_ this favorable recommendation to individuals 
expressly interested in financing new developments, Venture 
Research was able to raise only a few thousand dollars from its 
clients. In order to fulfill the agreement of Venture Research, 
Mr. Roberts personally purchased the unsubscribed balance of 
the offering. 

Various explanations have been suggested to the authors for 
the failure of this offering, one of which is that the Venture 
Research clients were unwilling to subscribe because of the 
sharp drop in the stock market during the first half of 1942. 
This explanation is consistent with the findings of Exhibit 22 
(page 92) which shows a precipitous decline in the value of the 
common stock of the Polaroid Corporation in late 1941 and 
early 1942. One of the obvious hazards in investing in a specu
lative enterprise such as Lithomat or Polaroid is that new capital 
may be required when market conditions are so unfavorable 
that it cannot be raised at all or can be raised only on very 
unfavorable terms. 

In all, Lithomat raised about S56,ooo during the period 
April-June, 1942, from the sale of 11,230 shares of preferred 
stock at $5 a share. In addition to the 1o,ooo shares already 
accounted for, 1,230 shares were sold in small lots to other 
individuals. Moreover in November, 1942, the company 
obtained a bank loan of Ss,ooo, the first such loan which it had 
negotiated. 

The funds raised in 1942 provided the company with ade
quate working capital for some months to·come. By February, 
1943, however, the need for new funds was again becoming 
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acute. During February the directors authorized the manage- · 
ment to factor its accounts receivable, if possible, and to borrow 
up to Sso,ooo from the RFC, but no funds were borrowed as a 
result of these authorizations. - · 

During this period several possibilities for additional . new 
developments important to the future of the company, such as 
an offset printing press, were considered by the directors but 
were turned down because funds were not available to finance 
them. 

&organization of May, 1943 
By April, 1943, Lithomat was again desperate for more 

funds. Net operating losses and increased demands for working 
capital had absorbed almost all the company's free funds. The 
company had virtually exhausted its bank credit. In a letter 
to stockholders dated April7, 1943, the president reported that 
$25,000 was needed immediately. He expressed the opinion 
that if this amount could be raised, any additional amounts 
that might be needed could be obtained through bank loans. 

In \iew of the urgency of the need for funds drast;ic measures . 
were undertaken. First, the capital structure of the firm was 
overhauled to create a single class of stock and to increase the 
equity of the preferred stockholders. Secondly, the directors 
agreed to underwrite a substantial portion of a loan of S25,ooo 
to be raised from the company's stockholders. 

In the reorganization a single dass of 36,ooo shares of S1 par 
value common stock was created. The old common stock was 
exchanged on a basis of four shares of this stock for one share of 
the new stock. The old preferred stock was exchanged on a 
share-for-share basis for the new stock.l · 

The reorganization, in effect, turned the company over to 
the preferred stockholders, and practically eliminated :Mr. 
Gilligan's equity in the company. Before the reorganization 
the common stockholders, as a class, were entitled to 6o% of 
all dividends after the annual payment of 30 cents a share on 
the preferred stock. The reorganization reduced the par-

llkfore the reorganization, 17,730 shares of preferred stock and 3,000 shares of 
common stock were outstanding. After the reorganization 18,¥!o shares of com
mon stock were outstanding. Another 10,000 shares were reserved for the note 
ronvtt"Sion described below. 
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ticipation of the old common stock to 4% of all dividends. 
:Mr. Gilligan's ownership of nearly 40% of the common stock 
before the reorganization was reduced to about 1% of the new 
issue.1 It should be pointed out, however, that the reorgan
ization received the unanimous approval of the directors, in-
cluding Air. Gilligan. . 

The second action of the directors at this time was their vote 
to raise $25,000 from the company's stockholders. To ex
pedite the receipt of cash, certain directors arranged to under
write a substantial portion of the loan and to advance funds to 
the company. The stockholders, however, were granted the 
right to subscribe to noninterest-bearing notes, maturing June 
30, 1944. and convertible into common stock at the rate of two 
shares of stock for each $5 advanced. 
- At this time Lithomat had about 30 stockholders. It is 
highly significant to note that subscriptions of only $1,500 were 
received from all stockholders who were not ~ectors, although 
these stockholders owned about 40% of the stock. The re
maining $23,500 was raised from several of the directors and 
their relatives. In other words, when the company was on the 
verge of tremendously profitable operations, its stockholders 
were unwilling to subscribe for stock at $2.50 a share. Previous 
cash contributions had been paid in at about S 5 a share. 

In interpreting the difficulties encountered by Lithomat in 
raising capital, it is interesting to note that during the period 
from June, 1941, on, the record shows that the directors ex
pected to attain a profitable level of operations at an early date. 
In filing their capital stock tax returns they gambled on these 
prospects by declaring large capital stock values. For instance, 
on October 20, 1941, the directors voted to declare a capital 
stock valuation of Ssoo,ooo in order to provide a tax-free 
earnings base of Sso,ooo for purposes of the declared value 
excess profits tax. On November 23, 1942, the declaration was 
$250,000. Yet during this period: (1} Lithomat was initially 
unable to obtain the backing of Venture Research; (2} after 

lAs previously noted, Mr. Gilligan had originally received 6oo shares of preferred 
stock in exchange for S3,000 loaned to him by the Nesmith group. Before the 
reorganization, however, he had turned his preferred stock baclr. to the company in 
exchange for his note, which had previously been acquired by the company, in 
order to f3cil.itate the sale of additional preferred stoclr.. 
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Venture Research had finally agreed to subscribe for stock, it 
could not sell the stock to its clients - in spite of the admitted 
interest of these clients in making venturesome investments; 
and (3) within two months of the period when the company 
commenced a year of immensely profitable operations, addi
tional subscriptions could not be obtained from stockholders at -
a price of approximately $2.50 a share. -

Change in Management 
The change in management which eventually resulted in 

Mr. Garth's assuming the presidency of the company began in 
September, 1942. Mr. Garth originally had purchased stock 
in the company purely as an investor. He was, however, 
appointed a director at the time of his first investment in 
Lithomat. Near the end of September Mr. Garth- was elected 
president, and two months later he also became treasurer. 
After about a year of part-time supervision, he assumed full- · 
time duties with the company. 

In addition to Mr. Garth, the top management of the com
pany now consists of Mr. Gilligan, who is Executive Vice Presi
dent, and Mr. Mullen, the inventor of Photomat, who is Vice 
President in Charge of Research and Production. 

PROnTABLE OPERATIONS: YEAR ENDING jUNE 30, 1944 

A suddeJJ tum in the company's fortunes occurred in fiscal -
year 1944. The war, which previously had retarded Lith~ 
omat's development, vastly accelerated it in this year. By 
1943 Lithomat had successfully stabilized its products with the 
use of materials available during the war. - Several govern- -
mental agencies adopted the company's products in mid-1943· 
Consequently, operations in fiscal year 1944 were exceedingly 
profitable. 

The company describes its expansion as follows in its 1944 
annual report. 

As would be expected, in these times, most of the growth 
arose directly from sales to governmental agencies. It should 
be pointed out that the acceptance of our products by these 
agencies was in direct competition with all other methods of 
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EXHIBIT 51. CuRRENT PosmoN OF LITHOMAT CoRPORATION 
_ON SEPTEMBER so, I94S 

Current Assets 
Cash 
Accounts receivable 
Due from officers and employees 
Inventories 

Current Liabilities 
Notes payable, due June go, 1944 

Officers, directors, and stockholders 
Others 

Bank notes payable 
Accounts payable 
Accrued items 

'/ 

19,250 
5·750 

s 4·036 
294,108 

159 
35·529 

5333.832 

s 25,000 
25,000 
90,682 
16,908 

S157,590* 

•No provision is included for Federal taxes. On the basis of the earnings of the 
first three months, this item would be about S12o,ooo. . 

SouRcE: Data filed with the Department of Public Utilities of the Commonwealth 
of Massachusetts. . 

reproduction and, as such, gives a reasonable indication of the 
position the company should enjoy postwar . . 

During fiscal year 1944, the company's sales amounted to 
$1,6oo,ooo. Net income before Federal income and excess 
profits taxes was $7o8,ooo, and after taxes was $2o6,ooo. Net 
income before taxes came to nearly 45% of sales, :tnd net in
come after taxes amounted to about IS% of sales. 

Even in fiscal year 1944, however, the company continued 
to have acute financial problems. Its cash position was severely 
strained by its rapid expansion. Indeed, on Septeftlber so, 
1943, as is sho\vn in Exhibit 51, the company had only $4,000 
of cash to meet well over $1oo,ooo of urgent current liabilities. 
Large amounts of accounts receivable were on hand, but they 
could not be immediately collected. By November, 1943, the 
company had increased its bank borrowing to $5o,ooo, thereby 
substantially exhausting this source of funds, and it still had 

·outstanding over $1oo,ooo of accounts payable, many ofwhich 
were overdue. Its principal manufacturer refused to continue 
the production of plates unless these accounts were settled. 
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EXHmiT 52. BALANCE SHEET oF LITHoMAT CoRPORATION 

AS OF jUNE SO, 1944 
Assets 

Current Assets 
Cash 
U.S. Government Securities* 
Accrued interest receivable 
Accounts receivable 
Inventories 

Total current assets 

Estimated postwar refund of excess profits tax 
Fixed assets less reserves 
Interest in patent trust, patent rights, etc. 
Other assets 

Total Assets 

Liabilities 
Current Liabilities 

Dividends payable 
Accounts payable 
Commissions payable 
Accrued salanes . 
Provision for estimated commissions 
Provision for estimated taxes* 

Total current liabilities 

Employees' depcmts for income and soc:W security taxes
Capital 

Capital stock -common 
Issued and outstanding shares , 

Capital Surplus 
Earned surplus since July r, 1943 

Total Liabilities 

S4r9,221 
300,500 

875 
83,778 
44,135, 

$847·509 

54·500 
22,453 

r-
- 5,896 

5930,359 

15,040 
27,081 

3·845 
770 

72,000 
578,236 

$696,972 

2,036 

3o,o8o 
25,674 

175·597 

S930,359 

*United States Treasury Tax Notes of Sroo,ooo are here shown as a current 
asset rather than as an offset to the provision for estimated taxes. They are-shown 
as an offset in the company's annual report. 

SoURCE: Annual Report for year ending June 30, 1944· 

The company was able to obtain funds only by notifying one 
of its principal customers that it would have to cease production 
entirely unless it received an advance payment on its accounts 
receivable. Under this duress, about $2oo,ooo was forthcom
ing during the early part of December and the financial crisis 
was weathered. 

During the remainder of the fiscal year, the company's _ 
financial position rapidly improved. As Exhibit 52 shows, on 
June so, 1944, the company had available current assets of 
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EXHIBIT 53· PERCENTAGE OwNERSHIP OF GILLIGAN IN 

LrrHoMAT DEVELOPMENT AT VARious DATES 

Dau 
1937- Original formation of Patent Trust 

-June 1, 1941 -Lithomat Corporation (financing limited to 
Nesmith group) · 

June 30, 1942- Lithomat Corporation after Venture Re-
search financing . 

May, 1943- Lithomat Corporation immediately after re
organization of May, 1943 

May, 1943- Lithomat Corporation after $25,000 financing 
ofMay, 1943 

June 30, 1944- Lithomat Corporation after issue of stock 
. in exchange for plans for offset press 

Pwuntag1 0U1116ship 
of Gilliga11 

33·3% 

1.0 

6.2 

•When both preferred stock and common stock were outstanding, five shares of 
preferred stock have been assumed to be equal to one share of common stock; the 
preferred stock was convertible into common stock at this ratio. This procedure 
gives a reasonable estimate of the ownership interest of the two classes of stock on 
the assumption that the company would be highly successful On any other as
sumption it overestimates the ownership intel'est of the common stock. 

S848,ooo, including S72o,ooo of cash and government securi
ties, with which to meet current liabilities of $697,000. 

SHIFrS IN OWNERSHIP OF Lrn!OMAT DEVELOPMENT 

Ali analysis of the shifts in the ownership of the Lithomat 
development from the inception of the idea to the stage of 
profitable operations furnishes a convenient means of tying the 
preceding discussion together and of drawing significant gen
eralizations from it. 

Relative Ownership of Idea and of Capital 
By the time the project became profitable, about 99% of 

the ownership had passed into the hands of the individuals 
contributing capital; only I% remained as compensation for 
the idea and developmental work contributed by :Mr. Gilligan. 

Mr. Gilligan conceived the fundamental idea on which the 
whole development was based, and he also worked on the devel
opment for about five years without receiving any remunera
tion for his services. Since he lacked capital, he was forced to 
surrender two-thirds of the ownership at the outset. Later, as 
Exhibit 53 shows, his ownership interest dropped steadily to 
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1%, as new capital was acquired and as the development was 
reorganized to take cognizance of losses incurred in the early 
years and to permit the acquisition of new capital. In 1944, 
however, Mr. Gilligan's ownership interest was restored to 
6.2%. He sold plans for an offset printing press which he had 
developed to Lithomat for 1,6oo shares of stock and $400 in 
cash. 

It should be emphasized that the decline in :Mr. Gilligan's 
percentage ownership does not reflect any lack of business 
acumen on his part. The process of development was neces
sarily long and complex and was made more so by wartime 
shortages. On several occasions the only alternatives were to 
acquire additional capital or to drop the development. Mr. 
Gilligan, convinced of the soundness of his idea, chose the 
former course. 

This action inevitably involved a decline in his percentage 
ownership in the enterprise, though not necessarily in the dollar 
value of his stake in the undertaking. Indeed, Mr. Gilligan 
now has a 6% interest and a top management position in a 
company that may achieve an important position in its in
dustry. -In the long run his courage<>us gamble may pay off 
handsomely. 

Relative Ownership of Capital Invested at Different Times 
As so frequently happens, the development took much 

longer and required much more capital than was originally 
estimated. The early investors who did not contribute addi
tional capital when it was needed suffered a heavy dilution or 
complete loss of their interest in the development. 

The Nesmith group entered largely as preferred stockholders 
late enough in the development so that it was never in danger 
of completely losing its ownership interest. Indeed, as Exhibit 
54 shows, the 1939-1941 contribution of the Nesmith group 
amounted to 24% of the total capital paid in to the develop
ment; in return they received the equivalent of 22% of the stock 
outstanding as of june 30, 1943· It is true that injune, 1941~ 
the Nesmith group had held approximately a 70% ownership in 
the undertaking. But at that time it was the sole capital sup
plier with the exception of the office-equipment manufacturer. 
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ExHmiT 54· PERCENTAGE OWNERSIDP IN LITHOMAT CoR-

PORATION AS OF juNE 30, 1943, ACQUIRED IN EXCHANGE 

FOR IDEA AND SERVICES AND CAPITAL CONTRmUTIONS 

Capital ContributionJ Stock Ownership Dollar 
Contribution 

Dollar Percmtag1 No. of Percmtag1 J!1r Shar1 
Amount Contribut1d Slu:~r~s Ownership of Stock 

Idea and services 323 1.1 
Total capital contributions S126,65o 100.0 28,157 g8.9 

1935: Manufacturer of 
office equipment s 12,000 9·5 0 o.o 

1939-1941: Nesmith group s 30,500 24.1 6,327 22.2 S4.82 
1941-1942: Venture Re-

search and others s 59,150 46·7 u,83o 41.6 S5.oo 
1943: Subscription to 

Convertible Notes s 25,000 19·7 1o,ooo 35·1 S2.5o 

NOTE: This exhibit shows the ultimate ownership interest received by the 
capital contributed at various times and not the present ownership of any group 
c;f stockholders. · 

The capital invested in May, 1943, clearly received the most 
favorable treatment of any thus far invested. Over 85% of 
this capital was contributed by preferred stockholders whose 
first investment in the company was made after June 1, 1941. 
As a condition for supplying additional funds in May, 1943, 
these stockholders insisted on a recapitalization to take account 
of past losses that substantiany increased the equity of the pre
ferred stock~ Moreover, as Exhibit 54 shows, the new stock 
issued in May, 1943, was sold at $2.50 a share, whereas an 
previous contributions were made at about $5.00 a share.1 ' 

In addition to the marked improvement in their position result
ing from the recapitalization, the subscribers to the May, 1943, 
issue received 35% of the ownership interest in the company 
in exchange for less than 20% of the total capital contributed 
to the development. 

It should be emphasized that this analysis of the shifts in the 
ownership of the Lithomat development does not contain any 
moral pronouncements on the transactions that have taken 
place. The capital entering at an phases of the development 
has taken heavy risks, and its owners naturally tried to obtain 
the best possible terms for themselves. Furthermore, no impli-

lTechnically, noninterest-bearing notes were issued in May, 1943, but these notes 
were convertible into common stock about a year later. 
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cation is intended that the Lithomat development is in any way · 
abnormal or unique - except perhaps in its successful cul
mination. On the contrary, the immediate reaction of experi .. 
enced investors with whom the authors . have discussed the 
development is: "That's the way it always happens!" 

PosTWAR ADJUSTMENT PROBLEMS 

Transition Period Problems 
Lithomat has already begun its period of postwar adjust

ment. Its government business was sharply cut back at the end 
of fiscal year 1944, partly as a result of advance buying during 
I 944· Sales during the first nine months of the fisc.al year 
beginning July I, 1944, were at an annual rate of about $soo,
ooo, about 30% as large as those of the preceding year. These 
sales, however, were predominately to private users and were 
much larger than such sales in preceding years. The com
pany's management expects a substantial increase in sales both 
from government business and from commercial enterprises 
during the last quarter of fiscal year I 945· ~ 

Sales during the current fiscal year have been insufficient to 
support the increased level of overhead built up during I944· 
Nevertheless, the management has maintained its current level 
of overhead expenditures, even at the danger of impairing its 
working capital position, in the belief that its present personnel 
and facilities will be needed to promote and administer its 
prospective sales volume. Furthermore, under the present tax 
law tax refunds from the carry-back provisions will make good 
the major portion of any drains on working capita). resulting 
from possible deficits during the transition period. 

Postwar Prospects of Lithomat 
The purpose of this section is merely to indicate the possible 

trends in Lithomat's postwar business and the major problems 
that will confront the company. No attempt is made to predict 
the future of the company. 

Lithomat has a potential market far in excess of its maximum 
sales thus far. The stencil and hectograph duplication market 
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as well as that of commercial lithography runs to many millions 
of dollars annually. If Lithomat can obtain even a modest 
percentage of this market, it has a large field for expansion. 

In order to achieve this goal, difficult problems of develop
ment, production, and distribution must be solved. In recent 
years, perhaps stimulated in part by competition from Litho
mat, several companies have undertaken the development of 
plastic plates for use in lithographic printing. Competition in 
this area is certain to be keen. In order to establish a secure 
position in the industry, Lithomat must keep itS developmental 
wor~ abreast or ahead of its competitors. 

Secondly, a smoothly working production setup must be 
established and maintained. To date, Lithomat has of necessity 
contracted for the production of its plates with various large 
paper mills; the company has not had an adequate supply of 
capital to do its own manufacturing. At times, however, 
production difficulties have threatened seriously to impair the 
expansion of the company. Prompt deliveries have frequently 
been difficult to obtain; yet such deliveries are essential to 
maintain customer goodwill. It may become advisable for 
Lithomat to construct its own manufacturing facilities. 

Finally, if Lithom~t is to become a leading firm in the in
dustry, its distribution system must be enlarged and strength
ened. In the office duplication field one of its most serious 
problems is that most of Lithomat's competitors manufacture 
duplicating machines, on which dealers' profits are large, as 
well as duplicating supplies. Hence, a firm manufacturing 
only supplies operates at a competitive disadvantage in securing 
dealer outlets, even though its supplies are equal to or even 
superior to those of its competitors. 

Thus, Lithomat may attempt to acquire or develop duplicat
ing equipment in order to facilitate the sale of its duplicating 
supplies. The company's interest in so doing is evidenced by 
the previously noted acquisition in 1944 of plans for an offset 
printing press. 

All these problems must be solved in competition with estab
lished companies with vastly superior· physical facilities for 
research, financial resources, and more highly developed dis
tributive systems. _ Obviously, in spite of the success which 
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Lithomat has had to date, many problems still remain to be 
solved. 

In one respect Lithomat has a definite advantage. So long 
as the company continues to contract with large paper mills for 
the production of its plates, a sizable volume of sales can be 
financed with a limited working capital. If, however, the com
pany should decide to undertake a large-scale expansion, 
involving the acquisition of its own manufacturing faCilitieS or 
the introduction of costly new products, its present financial 
resources would be severely strained. The net working capital 
of $15o,ooo available at the end of fiscal year 1944 is not large 
in relation to the magnitude of these problems. It may, how
ever, be substantially augmented by tax refunds from Section 
722 and the carry-back provisions of the tax ~aw. 



CHAPTER XIII 

Lockheed _Aircraft Corporation · 

PART I has summarized the relevant factual data from the 
. · experience of the Lockheed Aircraft Corporation and has pre

sented a detailed analysis of the tax implications of these data. 
This chapter discusses a critical phase in the early history of 
Lockheed in more detail, primarily to buttress the very brief 
summary in Part I. 

EARLY HisTORY OF LocKHEED AIRcRAFT CoRPORATION 

In mid-1933 the Lockheed Aircraft Corporation was a 
-small, independently owned firm with total assets of less than 
$2oo,ooo. New management had taken over the previous year, 
purchasing the assets of the predecessor firm from a Federal 
receiver for S4o,ooo. The predecessor had developed several 
planes far ahead of their time in structural and performance 
characteristics. The Lockheed Vega, a high-wing, single-engine, 
cabin plane, was its best known product. Post and Gatty had 
made their famous world-encircling flight in a Vega. Other 
similar models, the Orion and the Sirius, had established en
viable records. Lindbergh flew a Sirius in his tour of the Orient. 

ALTERNATIVES CoNFRONTING 1\iANAGEMENT 

The new management was confronted almost immediately 
with the necessity of making a crucial decision upon which the 
future of the enterprise depended. The alternatives were 
( 1) the safer but unprogressive policy of continuing to produce 
single-engine, cabin planes, or {2) the more venturesome and 
risky policy of entering an entirely new field, namely, twin
engine all-metal transport planes. 

( 188] 



Lockheed Aircraft Corporation 

The first alternative offered reasonably good prospects for 
continued operation over a number of years, perhaps indefin
itdy, as a profitable small firm. Eventually the company 
might have had to liquidate, but probably not until it had paid 
its way. If this decision had been made, the company would 
have continued to produce and to improve its existing style of ' 
single-engine plane, but it would not have embarked in the 
new field of twin-engine transports. Continued concentration 
on the existing style of plane obviously would have required 
smaller and less risky investment outlays than would the devel
opment of transport planes; the return on these outlays would 
also have been more predictable. Moreover, the amount risked 
in any one project would have been so small that the continued 
existence of the enterprise would not have been staked on the 
success of any one investment decision. 

The second alternative was to enter the new fidd of multi
motor, metal transport planes. For a company with Lock
heed's resources, the risks of this alternative were very. great. 
The major productive resources of the company would have to 
be committed to the devdopment of the new modd over a 
period of perhaps 18 months. Large amounts of new capital 
would be required. Indeed, the expenditures directly attribut
able to the new model would nearly equal the total assets of the 
enterprise early in 1933. ' 

New capital would be extremely costly to the existing owners. 
The amounts involved were so large that the control of the 
existing management might be seriously challenged by pur
chasers of new stock. Maintenance of control would be essential 
to assure the management the ability to embark on an unim
peded long range program designed to place the company in a 
leading position in the industry. Even if control was retained, 
the sale of new stock would drastically dilute the interest of the 
old stockholders in the company. 

At any stage after a substantial commitment had been made 
in the new model, failure or serious delay probably would have 
bankrupted the company; most of its resources would have to 
be sunk in this one development. Since the management was, 
so to speak, diving into a pool of unknown depth, it was likely 
to strike its head on the rocks of the technical difficulties of 
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design and production. Frequent crashes of prototypes of 
new planes throughout the industry testify to the extreme degree 
of risk remaining in spite of all possible care and foresight by the 
management. 

. Even if these technical problems were successfully solved, 
other hurdles less subject to the control of the management 
would have to be negotiated. The country was in the depths 
of its greatest depression; great uncertainty pervaded the eco
nomic and political atmosphere. Legislation increasing the 
costs of raising new capital had recently been passed. The 
policy of the government with reference to air-mail contracts 
was confused. A new administration, suspected by some of 
anti-business views, was in power. 'Vhether or not the admin
istration was actually anti-business, the fact that many business
men believed it to be so and acted on this belief affected the 
economic situation. 

After the new ·model was completed, an Approved Type 
Certificate from the Aeronautics Branch of the Department of 
Commerce was needed before the plane could be marketed. 
Since the company was contemplating a pioneer model, num
erous unforeseeable difficulties might arise before this certificate 
could be obtained. The company did not have the financial 

·resources to survive long delays. Fmally, after all other 
obstacles were overcome, the difficulties of marketing a new 
product in the midst of a deep industrial depression would have 
to be surmounted. 

Clearly, the decision to enter the new area would be fraught 
with grave risks; the management by embarking in the transport 
field would place the future solvency of the company in the 
balance. 

Offsetting these risks, however, were large potential rewards 
to the successful pioneer. The market appeared to be wide 
open for a small transport model, available at moderate initial 
costs and economical to operate. Prospects for large, profitable 
sales were excellent for the manufacturer who developed the 
leading plane in this area. Moreover, for Lockheed, entrance 
into the feeder-line and local transport field would be the 

_entering wedge for a continuing expansion in the production of 
large, multi-motor planes. · 
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In addition to the possibility of very large profits, the lure of a_ 
program that might eventually establish the company as one of 
the leading firms in the industry was a powerful enticement; by 
contrast, the safe course of continuing to impro,,.e established 
models would ine'litably relegate the company to a position of 
secondary importance in the industry. -

THE 1\lA.>iAG.EKE...'\"T DECISION 

Confronted \\ith these alternatives, the tkcisitm was matle to 
tah the rj.sk. Specifically, the decision was to de'l·elop and pro
duce an all-metal, hi-motor, low-·wing, ten-passenger transport 
plane of bigli performance characteristics. This plant; to be 
known as the Lockheed E.Uctra, was designed to fill the demand 
for a feeder-type model, ideal for the entire business of small 
airlines and for the local business of the large lines. 

THE lliVELOPMF....'iT OF THE Eu.crRA 

The design and development of the first Electra were re
ported to be under way in a prospectus issued on September 
25, 1933. The (undated) annual report of 1933, probably 
prepared in February, 1934-, had this to say concerning the 
Electra. 

The decision to develop this particular plane and to enter 
the field of all-metal construction was a very important one. 
Apart from the large amount of capital necessarily required for 
such development work. the mere problems of design, construc
tion, and personnel make this a great undertaking._ for any 
company, particularly for one of moderate size. The develop
ment of the ''Electra" to December 31, 1933, is carried on 
the balance sheet as a deferred asset in the amount of S7o,500.14 
which amount must eventually be written off against sales when 
made. Although careful estimates of the costs of this model 
have bttn made, stockholders must realize that it may be some 
little time before this investment can be made to show profits, 
and certainly not before our organization has had a chance to 
build them with soine semblance of production. 
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By 1934 the Electra had become the dominant element in 
Lockheed's business. The model was first test-flown in Feb
ruary, 1934. It was not until the middle of the summer, how
ever, that a full Approved Type Certificate of the Aeronautics 
Branch of the Department of Commerce was granted. N umer
ous changes were necessary. Individually these changes were 
of comparatively minor importance, but collectively they 
involved considerable time and expense. 

Ten Electras were delivered in 1934. For a variety of reasons, 
the costs of these planes exceeded the price of S35,ooo at which 
the first orders were accepted. The 1934 annual report explains 
that this price was set before the effects of the NRA were felt 
and in competition with other prices at the time. Moreover, 
it emphasizes the fact "that normal costs cannot be expected 
to be reached until the completion of at least ten to fifteen 
planes." 

The development cost of the Electra, narrowly defined, 
amounted to $139,404.1 This amount does not include the 
excessive costs on the I 934 deliveries. These costs were charged 
directly to operations. 

Other items complicated Lockheed's I934 operations. An 
aluminum strike in 1934 shut off supplies of raw materials and 
spread to pattern and casting shops as well. A delay in the 
acceptance of the first Electra by the company's European 
representatives, Nederlandsche Vliegtuigenfabriek, precipitated 
costly negotiations. 

The company emerged from I 934 in a precarious financial 
condition, but with a valuable new model successfully devel
oped. Forty new Electras were delivered in 1935, 27 in 1936, 
and 4I in I937· Operations have been profitable in each year 
since 1934, and the sales of the company have rapidly increased. 
The company's direct employment of labor in its own plant, 
and its indirect stimulus to employment by its purchases from 
other firms, has risen correspondingly. Exhibit 55 shows the 
company's sales, employment, and profit data since 1933· 

Lockheed continued its program of experimentation and 
development after 1934. Exhibit 55 also· reflects the results of 

IThe development cost oC the Electra was amortized as follows: S23,877 in 
1934. $112, 714 in 1935, and $2,813 in 1936. 
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ExmBIT 55· SALES, EMPLOYMENT, AND NET INCOME OF 

LocKHEED AIRCRAFT CoRPORATION, 1933-1940 
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this program. Occasionally, the perfection of new models 
placed the company in a tight working capital position; 
indeed, the failure of any important model would have seriously 
impaired its financial status. At no time prior to the war, 
however, did its financial problems appear as critical as in 193-l· 

ExmBIT 56. I...ocKm:.rn AIRCRAFT CoRPOR.Ano!'i: B.UA.."CE 

SHEET, ~lAY 31, 1933 
Current Assets 

Cash and cash items 
Amounts n:a:ivahle les roenes 
In~ 
Other 

Total Current Assets 

Inwstment 
FIXed Assets (primarily macbii'M"f'J' and equipment) 
Defierred Assets (.oew plane: devdopment ol Sz.t..o64) 
Intangibles 

Total Assets 

Current I ialu1iries 
Capital Stock ( 12.4.6oo shares at Sr..oo per value) 
Capital Surplus 
Euned Surplus 

Total I iab.1ities 

1,000 

39.877 
32·192 
2,;,oc>l 

s 10,327 
124-.00o 
49-774 

•.&49 
S186,sso 

EFFECT oF DEVELOPMENT OF ELECTRA ox FI!'iA.'OCIAL Col\J>mO!'i 

OF Locxm:ED 

FUu:zncUd Posilion of Locklut~ l.lt1.J, I933 

Lockheed was in a very liquid financial position at the 
time the development of the Electra was inaugurated. As 
may be computed from Exhibit 56, its ratio of current assets to 
current liabilities was over 8.5 as of :May 31, 1933. Its working 
capital at that time amounted to $78,153· Its financial position 
would have been wholly adequate had it continued to concen
trate on the production of its outstanding models. A working 
capital of slighdy over $75,000, however, was far too small to 
finance the development of the Electra_ 
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Capital Stock Issue in 1933 
Consequently, additional capital was sought. A -com

plicated agreement was reached with G. Brashears and Com
pany, a local Los Angeles house, under which 2oo,ooo shares 
were to be issued to net the Lockheed management approxi
mately S1 a share, after deducting all costs of issue. The price 
of the new stock to the investor was fixed at ~h.4o. Thus, the 
costs of issue amounted to approximately 40 cents on each 
dollar received by Lockheed.l 

Implications of Stock Issue for Management Control 

What price did the existing control group have to pay for 
the new capital? First, was the control of the existing manage
ment threatened? A definite answer to the latter question is -
not available from published sources. However, the control 
group was clearly assured control of nearly so% of the out
standing stock, even if the entire new issue were taken down.2 

Maintenance of control was essential to guarantee an un-. 
hampered prosecution of the plans of the management for the 

•The details of the agreement were as follows: Lockheed would receive $1.12 
fOI' each share 10ld through Brashean. The company agreed to bear attorney's 
fees and all cosu incident to the issuance of the stock; moreover, c::xist:ing Lockheed 
stockholders agreed to transfer to Brashean one share of .Lockheed stock for each 
12 shares of the new issue purchased by Brashears. At the time 124,6oo shares of 
the outstanding 125,700 shares were held by a holding company which, in turn, 
was controllM by the individuals actually controlling .Lockheed. The agreement 
was that this holding company would transfer to Brashean one share of .Lockheed 
stock for each 12 shares purchased by Brashears. The effect of this rather com
plicatM transaction was that Brashean actually paid about $1.03 for each share 
of I..ockheM stock which it purchasM, but the company received S1.12 in cash for 
each new share issuM. The difference of 9 cents represented the value of the stock 
transferrM to Brashean by the old stockholders. In view of the close connection 
between the management and the principal stockholders, however, the statement 
that the new issue nettM I..ockheM approximately $1 a share, after dooucting all 
costs of issue, does not distort the facts. 

•Prior to the 1933 issue, the management controlloo 124,6oo of the 125,700 out
lltanding shares. If all 200,000 shares of this issue were purchased by Brashean, 
ho"'"n'U'• 16,666 of the outstanding I..ockheM shares would have been turnoo over 
to Brashears in accordance with the one-for-twelve arrangement cxplainoo in the 
preceding footnote. The management would then have had control over 107,934 
of the previously outstanding shares. Brashean also contracted to sell to the Lock
heM control. group 40,000 of the new offering of 200,000 shares. Only 39>451 of 
these shares were actually purchased, however. After this purchase the control 
group was thus assurro of control. of over 45% of the 325,700 shares which would 
ha~ been outstanding had all 200,000 shares been taken down. The management 
may have also controlloo other shares, although no evidence of such control. il 
available from publishOO data. -
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ExHmrr 57.- CHANcE Vf l..ocxHuD STOCK Owxi:R.SHIP AS 

REsuLT OF 1933 IssuE St-.""" ,. iuw 
Lockheed control group 
Outsidcn 

Total outstanding sbans 
St-.~,. iuw -

Uri:heed control group 
Shan:s pn:viom1y owned 
Las: Shares~ to Brasbcan 

1~6oo 
16,666 

1,100 
100,000 

16,666 

1~6oo sbans 
1,100 &hans 

125.']00 sbans 

177,766 shans 

Total c;utslanding shares 325.151 shans 

p~ -w, Jriw,. iuw 
Lockheed control group as pcn:cntage oi total outstanding 

&hans 99~ 

~--~~·w.. Pn:riously outstanding shares retained by control group 
(10'7>934-) as pcn:cntage of total outstanding shans after 
issue, cu:lusM: of new issue purchased by control group 
(28:;,']00) 38~ 

TotalownenhipLod<benl control group (•47.385) aspcn:cnt-
age of total outstanding shans after issue (32s.•s• > 45.:-;, 

Somuz: Computed &om data in company pospectuscs. 

future development of the enterprise. Willie a strict majority 
control might not have been necessary for effective management 
control, a small company ~ith outstanding growth prospects, 
such as Lockheed at this stage of its history, could not safely 
have counted too much on the inertia of minority stockholders 
as a means of maintaining controL 

Cost of Outside Capital kJ Old St«klwldns 
In addition to weakening the control position of the Lock

heed managemen~ the new issue was costly to the old stock-
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ExmBrr s8. LocKm:ED AIR.CRAFI' CoRPORATION: BALANCE 

SHEET, DECEMBER 31, 1933 
Current Assets 

Cash and cash items 
Aa:ounb receivable less reserves 
lnvmtories 
Other 

Total Current Assets 

Investment 
Fixed Assets (primarily machinery and equipment) 
Deferred Assets (excluding devdopment cost of Electra) 
Deferred Development Cost of Electra 
Intangibles 

Total as,ets 

Current Liabilities 
Aa:ounu payable 
Federal income tax aa:rucd 
Other 

Total Current Liabilities 

Capital Stock (240,853 shares at $1.00 par value) 
Capital Surplus 
Earned Surplus 

Total liabilities 

Soc"ll.cz: Annual ReportoCthecompanyfOI'theyear 1933· 

s 63.752 
29,362 

100,682 
5·916 

.$199,712 

1,000 
63,446 
24-,510 
70,500 
25,001 

s 65,333 

24-0,853 
62,238 
15,74-5 

holders, since it substantially reduced their proportionate 
equity in the company. In rough terms, for instance, a 10% 
interest in the company was reduced by the issue to less than a 
4% interest. The earning power of the company would have 
to be increased by about 2.5 times by the new issue to maintain 
the per share earnings of the outstanding stock. Exhibit 57 
shows the computations on which these statements are based.I 

A final method of appraising the cost of the new capital is by 
a price-earnings ratio analysis. Earnings in 1933 were at an 
annual rate of approximately 20 cents a share. The $1 a share 

•The cost oC the new capital can perhaps best be determined by ignoring the 
39.-451 shares oC the new issue purchased by the old stockholders. Recourse to the 
public was not necessary to obtain these funds. In effect, therefore, the old stock
holden had to SWT'Cilder- 16,666 of the shares they already held in exchange fOI' the 
new capital represented by the issue of 16o,ooo shares to the public. The equity 
of the old stockholders thus fell from 99% to 38%. By the purchase of an addi
tiooal39, 451 shares of the new issue. the 38% waa raised to 45%· 
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Exm:Brr 59· SoURCE AND APPuCAnoN oF FUNDs ANALYSIS 
OF l..ocKHE.m AlRCRAFr CoRPORATION, 1934 

Source of funds 
(In thousands of dollan) 

Increase in capital stock 
Premium on stock sold in 1934 
Depreciation . 
Amortization of development cxpeme 
Amortization of leasehold improwemenb 
Part payment on foreign license agreement 
Decrease in working capital 
Deficit 

Total 
Application of funds 

Increase in property plant and equipment 
Development of Electra modd 
Leasehold improvements, unamortized balance 
Other m.iscdlaneous items 

Total 

SomlCB: Computed from annual reporb of 1933 and 1934-

1152 
83 
17 
24 
4 
7 

73 
-191 

S 61 
71 
'4 
23 

received for the new stock thus amounted to approximately 
five times 1933 earnings. This caJculation, however, has a very 
restricted meaning in view of the promotional character of 
investments in Lockheed at this stage of its development. 

·Financial Position of Lockheed, End of I933 
The balance sheet of December 31, 1933, shown in Exhibit 

s8, provides the next available cross section of Lockheed's 
financial position. The working capital of the company had 
risen from about $75,000 in 1\Iay to nearly $135,000 at the end 
of the year, in spite of the investment of S7o,ooo in the develop
ment of the Electra. The additional working capital was ob
tained partly from the new capital stock offering and partly 
from retained earnings. No serious weakness was yet apparent 
in Lockheed's current position. 

Deterioration in CUTTen! Position during I93.J 
By the end of 1934 the expense of developing the Electra 

had seriously extended Lockheed's financial position. The 
degree of deterioration may perhaps best be depicted by a 
source and application of funds analysis and by a study of the 
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ExHIBIT 6o. ANALYSIS OF CHANGES IN WoRKING CAPITAL 

PosrrroN oF LocKHEED AIRcRAFT CoRPORATION IN 1934 
(In thousands of dollars) 

Total current assets, 12/31/33 
Total current liabilities, 12/31/33 
Working capital 

Ratio current assets to current liabilities 

Increases in current assets during 1934 
Inventories 

Decreases in current liabilities 
Accrued Federal income tax liabilities 

Decreases in current assets 
Cash on hand and in banks 
Accounts receivable 
Miscellaneous current assets 

Increases in current liabilities 
Collateral notes payable 
Notes payable-trade 
Accounts payable 
Wages payable 
Contracts payable 
Customers' deposits 
Due to foreign representatives 
Accrued liabilities 

Net decrease in working capital 

Total current assets, 12/31/34 
Total current liabilities, 12/31/34 
Working capital, 12/31/34 

Ratio current assets to current liabilities 

s 4 
17 
5 

s 26 

s 35 
7 

39 
5 
2 

47 
70 

2 

SouRCE: Computed from annual reports of 1933 and 1934· 

S2~3 

s 73 
11330 
31269 
s 61 

shift in Lockheed's working capital position. As shown in 
Exhibit 59, Lockheed raised $235,000 by issue of capital stock 
in I 934-.l In spite of this net addition to its capital, it suffered 
a decline in working capital amounting to $73,ooo. This 

11n addition to the unissued shares remaining from the 1933 flotation, rights to 
stockholders N:Sulted in the issuance of 48,959 shares in 1934· Another 25,000 
shares were sold through Brashears at S2 a share. The ability to float stock at this 
price in spite of the precarious financial position of the firm presumably reflected 
the satisfactory progress made on the Electra development. 
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ExHIBIT 6I. STATEMENT OF CuRRENT AssETS AND CuRRENT 

LIABILITIEs OF LocKHEED AIRcRAFT CoRPORATION, 

DECEMBER 3I, 1934 
(In thousands of dollars) 

Current Assets 
Cash on hand and in banb 
Trade accounts receivable less reserves 
Due from officers and employees 
Inventories 

1 Raw material 
Finished parts 
Work in process 

Total current assets 

Current Liabilities 
Collateral notes payable 
Notes payable, trade 
Accounts payable 
Wages payable 
Contracts payable 
Customers' deposits 
Due to foreign representatives 
Accrued liabilities 

Total current liabilities 

Working capital 

SoURCE: Annual Report of the company for the year 1934· 

S6o 
12 

I 

257 

1330 

s 35 

J 
14 

2 

47 
70 
6 

S269 

s 61 

decline may be attributed to an increase in fixed assets of 
$6I,ooo and to the excessive costs of producing the first few 
Electras. A deficit of $Ig1,ooo was reported in 1934 even 
though the development expenses on the Electra were capital
ized in the amount of S71,ooo, of which only $24,000 were 
written off in 1934. The deficit of $191,000 represented 
approximately 6o% of the net worth of the company at the 
beginning of 1934· The financial strain on Lockheed by the 
end of 1934 is even more apparent when changes in its working 
capital position are analyzed. Exhibit 6o presents this analysis. 
At the beginning of 1934, Lockheed had working capital of 
S 135,000 and a fairly comfortable current ratio of 3.08. During 
1934, however, current liabilities increased by S2o4,ooo.l 

'The most important increases were collateral notes payable, S35,ooo; accounts 
payable, S3g,ooo; customers' deposits, S4 7 ,ooo; payments and deposits of foreign 
representatives, l7o,ooo. 
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Offsetting this expansion in current liabilities was an increase 
in inventories of SI56,ooo. Cash, accounts receivable, and other 
current assets actually decreased hy g26,ooo. Not only did the com
pany's working capital decrease by $73,000 and its current 
ratio drop from 3.8 to 1.2, but over 75% of the current assets 
on hand, as shown in Exhibit 61, were inventories. Cash of 
g6o,ooo was held against current liabilities of $26g,ooo. 

It should be noted that the financial position of the enterprise 
at this time cannot be ascribed in any degree to personal im
prO\ idence on the part of the management or stockholders. 
No di\idends were paid on 1933 earnings. Indeed, the com
pany paid no di\idends at all until 1939, notwithstanding its 
favorable earnings record after 1934 and the existence of the 
undistributed profits tax in 1936 and 1937· Moreover, officers' 
salaries were very moderate. During 1933 and 1934. the presi
dent received S4,8oo; the treasurer, S3,6oo; and the secretary, 
$2,400. The full resources of the company were committed 
to its policy of expansion. 

These data clearly demonstrate tlzal Lockhud'sjinancial position was 
seriously txltrukd hy the end of I934- The company was manifestly in a 
position zdzere its conJiruud existence as a solvent tnterprise depended on 
the successful marketing of the Electra model. 
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CHAPTER XIV 

·Polaroid Corporation 

Tms chapter summarizes the story of the Polaroid Corporation 
and then examines the potential effect of Federal taxes on the 
postwar expansion of the company. The tax analysis centers 
on the question: How will the postwar tax structure influence 
Polaroid's expansion in the years after the transition period has 
been completed? 

PoLARoiD PRonuCTS AND PROCESSES 

Polaroid's early business consisted largely of the develop
ment, manufacture, and sale of light-polarizing materials and 
of accessories necessary for their utilization. Polarized light 
has been the subject of scientific research and experimentation 
for_centuries, but its commercial applications prior to Polaroid 
were effectively limited by the absence of any plentiful, low
cost material for polarizing light. Edwin H. Land, founder of 
Polaroid, gave a new impetus to the science of polarized light 
by his invention of a commercially practicable light polarizer. 
Mr. Land made possible the production, at relatively low cost, 
of a continuous cellulosic sheeting, capable of polarizing or ar
ranging light "ibrations as light passes through the sheeting. 
The numerous potential commercial applications of this prin
ciple have been colorfully described by Fortune magazine, from 
which the following excerpts are quoted: 

••• Polaroid, while expensive in comparison with glass, in
volves no big investment. It has now been on the market only 
three years [as of 1938]. But already people are wearing it in 
sunglasses, researching with it in microseopes, telescopes, and 
other optical instruments, reading by it in lamps, using it in 
advertising color displays, taking pictures with it in cameras, 
and looking through it in binoculars. Children play with it in 
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educational toys. It has-experimentally-produced colored 
movies in three dimensions. And every automobile driver in 
America may soon be clamoring for it because it is capable of 
eliminating headlight glare completely and forever ... 

When you look at a few colorless sheets of Cellophane be
tween two sheets of Polaroid you see ... fantastic brilliance ... 
mathematically perfect color complementaries. If you exam
ine a milk bottle through Polaroid, rainbow-colored stripes 
reveal the places where the glass has been improperly annealed 
... Polarized light is one of the few mediums through which 
films a mere molecule in thickness can be seen. It enables 
jewelers almost invariably to tell real from artificial gems. It 
shows defects in silk stockings or sausage casings ..•. You 
have never really seen the back of your own hand until you 
have looked at it under polarized light: Then it is as if-you had 
stripped off a glove; a shiny film of reflected light is peeled away, 
and your hand not only changes color and texture, but the 
flesh shows up mountains and valleys and contours you never 
suspected were there. But for the layman perhaps one of the · 
most interesting applications of Polaroid is its use on the water. 
Because it eliminates surface glare, it enables the eye to see into 
water much more deeply than normally. A camera equipped 
with Polaroid can photograph a submerged submarine. And 
many deep-sea fishermen who find sunglasses necessary prefer 
polarized glasses, because they disclose the fish rising for the 
bait just before the strike.l 

This graphic statement was written in 1938. Since then 
many new products have been developed in Polaroid labora
tories. For instance, the 1940 annual report describes im
portant photographic developments as follows: . 

The Polaroid Vectograph, a fundamental invention in the 
field of photography, was announced to the scientific world in 
June, 1940. Three-dimensional Vectographs are pictures in 
the form of single prints, easy to make and offering a convincing 
reproduction of the depths, space, and reality of the scenes 
which they picture. 

Much like ordinary mounted photographs in physical form, 
Vectograph still pictures may be held in the hand, pasted in an 
album, inserted in books, catalogs, and reports. When they are 
1FortW~~, &ptember, 1938, pp. 74-76. 
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viewed through Polaroid spectacles, however, they present the 
full sense of depth and solidity of the original scene, and the 
thin paper print appears to be as deep as the scene itself. Made 
in lantern-slide form, they may be projected on a screen with 
an ordinary lantern-slide projector, without any attachments 
or changes, for audiences supplied with inexpensive card type 
viewers. 

A simple processing technique for use by professional pho
tographers was developed, and pilot equipment for manufac
turing Vectograph film was built in preparation for commercial 
production of the new product. 

Vectograph still pictures in natural color and Vectograph 
motion picture film suitable for use in existing projector equip
ment have been made experimentally. Research is now being 
directed toward the further development of these forms of the 
new medium. 

During the war Polaroid has produced substantial quantities 
of Vectographic materials and field processing equipment for 
making three-dimensional aerial views of terrain. The 1943 
annual report lists other war products of the company, al
though many of these products are still veiled behind war 
censorship. In addition to the Vectographic materials the 
iteiDS listed include the following: 

Goggles for a variety of services-
Variable-Density Goggles, for aircraft and antiaircraft gun
ners to use in reducing glare from the sky and sun; 
Dark-Adaptor Goggles, for preconditioning the eyes for 
night vision; 
All-Purpose Goggles, for general use by all branches of the 
Service, as protection against glare, wind, and dust; 
Aviation Goggles, for Army and Navy flying personnel; and 
Fog-Free Goggles, for eye protection under conditions which 
cause lens-fog in ordinary goggles. 

Polarizing Filters and Nonpolarizing Colored Filters, for use in 
gunsights, range finders, periscopes, binoculars, and other 
military instruments. 

Precision Plastic Optical Parts, for telescopes, fire control and 
signaling devices; and other instruments. 

Blind Flying Training Equipment, for blacking out aircraft used 
in training pilots to fly at night. 
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Position Angle Finders, for finding the elevation of aircraft above 
the horizon. Antiaircraft Machine Gun Trainers, for teaching 
gunners how to use tracer-bullet observation in the control of 
antiaircraft gunfire. 

Perhaps the most interesting aspect of this list is that it 
includes fundamental contributions outside the area of po]ar
ized light. The recently announced total synthesis of quinine 
is illustrative of Polaroid's policy of sponsoring basic scientific 
and industrial research in many diverse fields. _This develop
ment was undertaken and successfully completed by Polaroid 
on its own initiative, even though the- United States Govern
ment and a large chemical company believed the development 
too lengthy for war purposes. 

EARL v HisTORY OF PoLAROID 

The early history of Polaroid is essentially a biography of Ed
win H. Land. Mr. Land started his scientific experiments while 
still in grammar school. At that time he was interested pri
marily in television, but the importance for that purpose of work 
on polarizers soon became clear. Mr. Land continued his exper
iments throughout his preparatory schooling and at Harvard 
College. His first important patent was applied form 1929, 
when he was about 20 years of age. He left college in his senior 
year to devote his entire time to experimentation with polarized 
light. In 1932, Mr. Land and G. W. Wheelwright, a laboratory 
assistant at Harvard, set up the Land-Wheelwright Labora
tories, Inc., in Wellesley, Massachusetts. Their intention was 
to devote themselves to general engineering practice and to the 
specific task of bringing the new polarizer into commercial 
production. Shortly thereafter, the laboratory was moved to a 
basement on Dartmouth Street, Boston. Here attention was 
centered on the research and developmental problems incident 
to the manufacture of polarizing sheeting on a commercial 
basis. 

During these early stages the enterprise was financed largely 
by moderate advances from the families of Land and Wheel
wright. Great economy was practiced; the young inventors 
worked in dingy surroundings and spent as little as possible. 
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The first applications selected for commercial development 
were those requiring small areas of material. Eastman Kodak 
Company signed a contract calling for the manufacture by 
Polaroid of photographic light filters called Polascreeru on 
November 30, 1934· Revenue from these sales to Eastman was 
instrumental in financing subsequent research. 
·A second important contract, signed on November 5, 1935, 

called for the manufacture of Polaroid Day Glasses by the 
American Optical Company. These glasses, the first Polaroid 
product intended for popular use, were introduced by the 
American Optical Company in December, 1936. Meanwhile, 
Polaroid sheeting was being sold in the form of small discs for 
demonstration purposes in school and college laboratories. 
Public announcement of the invention in January, 1936, at
tracted widespread interest. By July, 1936, larger quarters 
were needed to house the growing organization. 

ACQ.UISITION .OF OUTSIDE CAPITAL 

By 1937 the organization was ready for outside capital. A 
staff of some 50 individuals had been acquired. Numerous 
applications of light polarization had been developed to the 
stage where investment prospects appeared promising. Con
tracts had been signed with two large finns. Beginning in 
early 1937, negotiations for outside financing were carried on, 
first through an intermediary, and later directly with Schroder 
Rockefeller & Co., Inc., and Kuhn, Loeb & Co. of New York. 
Mter early negotiations had failed to·materialize, an agreement 
was finally reached in a contract dated August 10, 1937. 

Under this contract the Land-Wheelwright interests agreed 
to organize the Polaroid Corporation with authorized capital 
stock of 

7,500 shares of 5% cumulative, Class A stock with a par value 
of S 100 a share, 

- 2,500 shares of S5 cumulative, Class B stock with a par value 
of S5 a share, and · 

1 oo,ooo shares of common stock with a par value of S 1 a share.1 

•Class A stock has first preference as to dividends and assets, and Class B stock 
has second preference. In voluntary liquidation, Class A and Class B stocks are 
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The Lands and Mr. Wheelwright also agreed to transfer to 
the new corporation all patents and patent applications owned 
by Mr. Land and all other interests of the Lands and Mr~ 
Wheelwright in the development. This contribution was 
valued at $132,627, the total cost of the development to August, 
1937. Moreover, Mr. Land agreed to enter into an employ~ 
ment contract with the new company for a period of 10 years. 

In exchange, the Lands and Mr. Wheelwright received the 
entire issue of 2,500 shares of Class B stock and, in effect, ap
proximately 6o% of the common stock. This 6o% figure was 
later reduced below so% by the sale ,of Voting Trust Certifi
cates representing common stock. The Voting Trust Agree
ment, however, guaranteed to Mr. Land personal control over· 
71,500 shares of common stock for a 10-year period. I 

Outside capital amounting to $750,ooo was supplied through 
Kuhn, Loeb & Co. and Schroder Rockefeller and Co., Inc. 
Half of this amount was to be paid immediately; the remainder 

entitled to Sroo a share and accrued dividends. Note that Class B stock is entitled 
to Sroo a share in voluntary liquidation even though its par value is only Ss. In 
involuntary liquidation the net assets after the payment of all debts are to be dis- · 
tributed pro rata, share and share alike, among the holders of the three classes or· 
outstanding stock. Subject to certain restrictions, Class A and Class B stocks are 
callable at Sroo a share at any time on 6o days' notice. Consent of a majority of 
the Class A stock is required for certain transactions, such as the creation of mort
gage debt, the issue of stock ranking prior to or equal to Class A stock, and mergers 
or consolidations. The common stock has sole voting power except that the pre
ferred stockholders may elect minority representation on the Board of Directors if 
wtpaid preferred dividends accumulate to Sro a share or more. 

•The details of the Voting Trust, voluntarily agreed to by all parties in the 
financing, are briefly summarized on pp. 217-218. In the financing deal, the Lands 
and Wheelwright originally received the entire authorized issue of 100,000 shares 
of common stock. A separate clause in the agreement, however, required them to 
turn over 22,500 shares to the purchasers of the Class A stock as part compensation 
for the S750,ooo supplied by th~ purchasers. Moreover, an additional16,7333-i 
shares were sold by the Lands and Wheelwright at the nominal price of $1 a share 
to other individuals who had participated in the financing negotiations. Thus, 
39,2333-i shares, or approximately 40% of the common stock, were transferred 
directly to other parties. In addition, options were also granted to participants in 
the financing deal to purchase, over a four-year period, at prices commencing at 
$:25 a share, Voting Trust Certificates representing 7,500 shares of common stock. 

These options were exercised to the extent of 7,000 shares. The exercise of the 
options reduced the ownership .interest of the Lands and Wheelwright in the com
mon stock to less than 54%· Finally, as indicated in the text, the Lands and 
Wheelwright also sold some shares for cash, partly to pay for certain obligations 
assumed by them in connection with the prior devdopment. As of March 15, 
1943, the Lands owned 1,000 shares of common stock and Voting Trust Certifi
cata representing 40,265 shares of common stock. Mr. Whedwright owned Voting 
Trust Certificates representing 4.366~ shares at this date. 
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Exum1T 62. NET SALES, NET INCOME, AND FEDERAL 
INCOME AND ExCESS PRoFITS TAXEs oF PoLAR.om 

CoRPORATION, 1937-1943 

Tear 
1937 
1938 
1939 
1940 
1941 
194JZ 
1943 

d =Deficit 

Net 
Sales• 

s 14JZ 
195 
761 
720 

1,032 
4·119 

10,739 

(In thousands of dollars} 

Netlnctm~e 
before Taxu 

S9 
73d 

~ 
153 
429 
76o 

lnctm~ellllll 
Excess 

Profits T axu 

s 2f 
0 

7 
0 

27 
281 
558 

•Net sales include a small amount of revenue from royalties. 
fEstimated . 

SoUllCE: Annual Reports of company. 

Netlnctm~e 
after Taxu 

s 7f 
73d 
28 
g6d 

126 
148 
202 

was to be paid at any time prior to December 31, 1939, at the 
call of the company, and was so paid. In exchange, the Kuhn, 
Loeb and Schroder, Rockefeller interests received the entire 
issue of 7,500 shares of Class A stock and 22,500 shares, or 
22.5%, ofthe common stock. In effect, a block of one share of 
Class A stock and three shares of common stock was sold for 
$100, the par value of the Class A stock.• 

SUBSEQ.UENT EXPANSION 

With the aid of this outside capital, Polaroid's program of 
expansion was still further accelerated. The sales data shown 
in Exhibit 62 and Exhibit 63 illustrate this expansion. Sales 
rose from less than S2oo,ooo in 1938 to over $1 million in 1941, 
the last year of large peacetime sales. Under the pressure of 
wartime demand the $10 million figure was passed in 1943. 
In 1944, the company operated at an annual rate in excess of 
S 13 million. 

It is important to emphasize the fact that the fivefold expan
sion in sales from 1938 to 1941 does not adequately portray the 
sales potential developed in the Polaroid laboratories in those 

•These two groups were granted, and later exercised, options to purchase Voting 
Trust Certificates representing 5,000 shares of common stock. 
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EXHIBIT 63. NET SALES AND NET INCOME oF PoLARoiD 

CoRPORATION, 1937-1943 

Mlllio11~ of·Dolf•,~ 
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SouRCE: Annual Reports of company. 
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years. For one thing, the potential mass markets for the few 
products sold in 1941 were by no means fully exploited. Sales 
in 1941 consisted mostly of sunglasses, desk lamps, and polar
izing filters. Substantially increased sales of these products may 
well occur after the war. 

But even greater sales potentialities lie in the introduction 
of entirely new products. Much of the $275,000 spent on 
research in 1938, 1939, and 1940 was devoted to the develop
ment of products which were not sold commercially prior to the 
war. For example, the application of Polaroid products to 
automobile lighting has been a major object of research since 
the formation of the company. If this market can be fully 
developed by Polaroid, sales in this field alone would run to 
many millions of dollars. Similarly, the previol}Sly described 
application of. Polaroid processes to the photographic and 
:motion picture industries also presents challenging potential
ities. 
: Undoubtedly Polaroid has developed other products which 
·have not been publicly announced. If even a few of these new 
developments can be successfully marketed, Polaroid's postwar 
sales are certain to exceed its prewar sales by a wide margin. 
Polaroid's performance prior to and during the war augurs well 
for a successful outcome of its efforts to develop and introduce 
.new· products after the war.· 

PROFIT ExPERIENCE 

. As shown in Exhibits 62 and 63, a deficit of about $I 35,000 
was accumulated during the period 1937 through 1940. Losses 
in 1938 and 1940 more than offset the meager profits of 1937 
and 1939. This accumulated deficit was nearly made good in 
1941. In this year a profit of $126,ooo was shown after the 
.deduction of income taxes amounting to $27,000. Tax liabil
ities in 1941 were abnormally small, since Polaroid was able 
to offset its 1940 deficit of $96,ooo against its 1941 profits before 
these profits were taxed. Even so, profits after taxes were 
moderate, amounting to approximately 12% of sales and 14% 
of net worth. 

The low prewar earnings of the company can be ascribed 
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largely to the emphasis placed by the management on its pro
gram oflong-run expansion. As previously noted, much of the 
important de,·elopmental work done in Polaroid research 
laboratories prior to the war had not yielded a monetary 
return. Even though research and development expenditures 
were capitalized prior to 19-P, the diversion of much of Polar
oid's best talent to long-range developments undoubtedly im
paired the firm's current profit position.• 

Before the war, Polaroid was also experiencing in its produc
tion department the growing pains of a young, rapidly expand
ing organization. The deficit during 1938, for instance, was 
attributable largely to the high cost of developing new manu
facturing methods and of building automatic machinery to 
laminate lenses for sunglasses and other products. 

Late in 1939 larger quarters were-leased at the company's 
present location in Cambridge. The new premises required 
considerable remodeling. Improvements in plant and ma
chinery interrupted normal production and sales activity. 
Duplication in labor and equipment was inevitable.. Produc
tion costs were therefore abnormally high during 194:0, par
ticularly during the period of the shift-over. 

These prewar expansions laid the groundwork for Polaroid's 
large \·olume of war production. During 1942 and 194:3 
profits were large prior to the deduction of income and excess 
profits taxes. Federal taxes, however, absorbed the major 
portion of these profi~. Since base period earnings were 
negligible, the company's excess profits credit is limited to 8% 
of its invested capital, or to from approximately S7o,ooo to 
Sgs,ooo, 0\·er the period Ig{G-1943· With amounts set aside 
as contingency reser\·es restored to income, profits after taxes in 
rg.p and 194:3 amounted to about 15% of net worth.2 

1Eff~ve January 1, 1941, the management adopted the policy or charging the 
cost oCthe company's ~department to profit and losa because or the nature 
oCthe r~h activities in 1941 and subsequent war yean, and because the com
pany und~uolt to conduct research under contract resulting in research inrome, 
as such. Prior to 19J9, no amon:iz.ation or defernd aperimental and development 
cosu .. -as undenakrn. During 1939 and 1940, defernd experimental and devdop
Dlt"flt ~ ali~U'd to~ product -wt=re &IDOI1iud as the product was markettd.. 

'This cfucussion was wnttftl bdore the 1944 figures became available. In 1944 
n~ saks n:~ S 13 million, and net profiu afur all taxes -wt=re nearly It 75,000 
before dedUCtions for connng=cy n:scnes., 
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EXHIBIT 64. CoNsoLIDATED BALANCE SHEET oF PoLARoiD 

CORPORATION AS OF DECEMBER 31, 1943 

Current Assets 
Cash 
Accounts Receivable less Rc:serves 
Merchandise Inventories 
Advances to Subcontractors 

.Assets 

Restricted Cash in Bank, Contract Worlr. in Process, Accounts 
and Termination aaims Receivable, and Advances to Sub
contractors, Subject to lien by U.S. Government 

Total Current Assets 

Machinery, Equipment, Furniture and Leasehold Improvements 
less Reserve for Depreciation and Amortization 

Patents, Patent Applications, and Trade Marlr.s, less Reserve for 
Amortization 

Deferred Experimental and Development Costs 
Postwar Refund on Excess Profits Tax 
Deferred Expenses and Other Assets 

Total Assets 

Current Liabilities 
Notes Payable to Banks -
Accounts Payable 
Provision for Taxes Payable 
Accrued Expenses 

liabilities 

Liability for Advances against U. S. Government Contracts 

Total Current Liabilities 

Reserve for Contingencies 
Capital Stoclr. and Surplus 

5% Cumulative Class A 
S5.00 Cumulative Class B 
Common 
Capital Surplus 
Earned Surplus 

Total Liabilities and Capital 

SouRCE: Annual Reports of company. 

s 58],]56 
8]],623 

1,04Q,227 
6,oss 

2,]8],916 

14-.'47.177 

291,850 

128,]16 
88,956 
71,2g6 
67,1'4 

Ss,soo,779 

S4-00,ooo 
1,072.441 

74-4-..442 
1,790 

2,079.991 

100,000 

750,000 
12,500 

107,000 
31,826 

200,78g 

Ss,5oo,779 

EFFECT oF WARTIME EXPANSION oN F~ANCIAL PoSITioN 

As Exhibits 64, 65, 66, and 67 show, wartime expansions 
seriously extended Polaroid's current financial position. Dur
ing the period 194-0 through 194-3, Polaroid had a tenfold 
increase in total current assets and a fifteenfold rise in sales. 
Although management salaries were low and dividend pay-
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EXHIBIT 65. CURRENT AssETs, CURRENT LIABILITIES, AND 

NET WoRKING CAPITAL oF PoLAROID CoRPoRATION, 

1937-1943 

Deumber 31 

1937 
1938 
1939 
1940 
1941 
1942 
1943 

(In thousands of dollars) 

Current 
Assets 

s 352 
71 

478 
245 
48o 

2,223 
4.847 

Current 
Liabilities 

s 12 
19 
89 
66 
89, 

1,727-
4·299 

SoURCE: Computed from Annual Reports of company. 

Net Working 
Capital . 

1340 
52 

389 
179 
391 
496 
548 

ExHmiT 66. CURRENT AssETS, CURRENT LiABILITIES, AND 

NET WoRKING CAPITAL OF PoLARoiD CoRPoRATION, 

1937-1943 
nt.•I••N •' .. ,.,., 
.1000 

•ooo 

JOOO 

1000 

,,., 
c.,,.., 
,;.~~m·.l,.... , 

I 1 

:---
18JI 

c,,._, A6~ ,,, 
.-~- .............. ~ ······ ---- -----

13J8 1841 

SouRCE: Computed from Annual Reports of company. 

I !:,' 
// , 

/,, 
/..,' -···-·A;;.·;;: ,-.,c.,,,., 

ments small, net worth rose by less than so%, or by only 
S35o,ooo, over the same period. Of this amount, $2oo,ooo 
was invested in net additions to fixed assets. Consequently, 
nd working capital• increased by only $I5o,ooo. As a result, 

1Net working capital is defined as the excess of c:urrent assets avtt current Jia.. 
biliti~ ' 
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ExHmiT 67. NET WoRTH, NET SALEs, AND PERCENTAGE oF 
NET WoRTH TO NET SALEs OF PoLARoiD 

CoRPORATioN, 1937-1943. 

Decemher 31 

1937 
1938 
1939 
1940 
1941 . 
1942 
1943 

(In thousands of dollars) 

Net Worth 

s 515 
450 
B53 
757 
875 

1,012 
1,202 

Net Sales• 

s 142 
195 
761 
720 

1,032 
4·119 

10,739 

•Net sales include a small amount of revenue from ~oyalties. 

SoURCE: Annual Reports of company. 

Percentage of 
Net Worth to 

Net Sales 

362.7 
230.8 
112.1 
105. I 
84.8 
24.6 
JJ .2 

the ratio of current assets to current liabilities fell from 5·4 at 
the end of 1939 to I. I at the end of 1943; similarly, the ratio of 
net worth to sales declined from I. I 2 to o. II over the same 
period. -

The low level of dividend payments and management salaries 
is manifest from the following data. No dividends have been 
paid on the common stock or on Class B stock since the forma
tion of the firm. Through 1943, only $23,438 had been paid 
on the Class A stock. On December 3 I, I 943, unpaid cumula
tive dividends on Class A and Class B stock aggregated slightly 
over $25o,ooo.1 

Management salaries have also been low. Mr. Land's salary 
ranged from $6,ooo to $I2,875 over the period 1938-1941. 
During 1943 his salary was $17,500, and in 1944 it was $25,000. 
R.elative to the remuneration of executives in comparable 
positions and to Mr. Land's outstanding ability and research 
contributions, this salary record is very moderate. The salaries 
of the four other principal officers of the firm ranged from 
Sw,ooo to $15,ooo in 1943.2 

- lJn 1944.dividends on the Class A stock were paid in the amount of S64,688, 
clearing up the arrears on this class of stock through December 24, 1 940. 

'Mr. Land's ten-year employment contract entered into at the formation of the 
company stipulated that he was to receive a salary of S 1 5,000 per annum for three 
years and S25,000 for the following three years, except that the increase was not to 
become effective until all accumulated dividends on the outstanding Class A and 
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NEED FOR ADDITIONAL CAPITAL TO FINANCE 

PosTWAR ExPANSION 

So much for the story of Polaroid's development and for a 
summary of its financial position at the end of 1943. The 
question now arises: \V"ill Polaroid have enough capital avail
able to be able to proceed promptly with its program of postwar 
expansion? 

This problem was considered in some de_!ail in the interim 
report.l Estimates prepared at that time indicated that 
Polaroid would probably be forced to restrict or delay seriously 
its program of postwar expansion because of acute capital 
shortages. More recent data indicate that Polaroid's financial 
position at the end of the war will be somewhat stronger than 
then seemed probable, largely because the European war 
lasted longer than was expected when the interim report was 
prepared.2 But the difference is only one of degree3 and the 
essential problem remains: Unless an adequate supply of addi
tional capital can be raised on terms acceptable to the manage
ment, capital shortages are likely to retard the company's 
postwar expansion. 

PossmLE Sou-acES oF OUTSIDE CAPITAL 

The critical reader may very well be inclined to ask: If 
Polaroid needs new capital, why doesn't it raise this capital 
by floating new securities? The answer is that the Polaroid 
management may not want new capital badly enough to incur 

Class B stock had been paid. 1\lr. Land, however, waived part of the salary ac
cruing to him under this contract. The Polaroid Corporation has carried Ssoo,ooo 
of life insurance on the life of Mr. Land since 193 7. 

1EJftct of Fednal TtJUS 011 Growing Entn-prists, Study No.2, Polaroid Corporation 
(Han-ard Business School, Division of Research. 1944), pp. 1.4,-31. 
•R~rd I~ of production in 1944 brought about a substantial improvement 

in Polaroid's financial position. Ket worth increased to $1,593,000 and net work
ing capital nearly doubled. By failing to take into consideration 1944 figures, 
~eref~, the text 0\ustates somewhat the stringency of Polaroid's financial posi
bon. 

11Xtailed estimates of Polaroid's fin=.cial position during the transition period 
an~ not presented in the present volume, since the primary interest of this book is in 
problems of postwar tax structure and capital supply. In any case, the euct size 
~f t?e capital shortage ~hich "'ill probably devdop during the transition is largely 
anadental to the essential argument of this chapter. 

[ 215] 



Effect of Federal Taxes on Growing Enterprises 

the cost of acquiring it. The crucial cost to Polaroid would not 
be primarily the possible financial loss to the existing stock
holders because of the dilution in their equity interest in the 
firm, but rather the weakening of the control position of the 
management. . 

Polaroid conceivably could raise additional capital by any 
of the following methods: (1) a bond issue; (2) a preferred stock 
issue; (3) an issue of nonvoting common stock; (4) the sale of 
one or more lines of the company's products; or (5) an issue of 
common stock with full voting power. Actually, probably only 
alternatives (4) and (5) are effectively available to the company. 

New capital-presumably could be raised by piecemeal addi
tions to the existing complicated capital structure or by a 
complete overhaul of this structure. The prescription of an 
investment banker for a firm in Polaroid's position normally 
would be that a simplification of the capital structure be under
taken - either in one stroke or by a coordinated series of moves. 
The recommended recapitalization presumably would include 
a cleaning up of outstanding arrearages on both the Class A 
and Class B stocks and the consolidation of these issues into one 
preferred issue. A complete elimination of all preferred issues 
might even be recommended. Such a recapitalization would 
place the company in a much stronger position for recourse to 

· the capital market to finance subsequent expansions over a long 
period of years. . 

Any such plan of recapitalization, however, would almost 
inevitably weaken the control position of the management. 
In view of the obvious importance placed by the management 
on its control position, any such drastic action as a complete 
overhaul of the existing capital structure seems highly unlikely.1 

Consequently, the remainder of this section considers piecemeal 
changes in the company's capital structure. 

Issue of Funded Indebtedness or Preferred Stock 
The existing capital structure probably precludes the 

raising of substantial amounts of capital by floating senior 
securities. Long-term debt is restricted to a maximum of 

1 It is of course quite possible that minor steps such as a recapitalization of ar
rearages on preferred dividends might be undertaken. 
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$I5o,ooo unless the owners of a majority of the outstanding 
shares of Class A stock approve a larger indebtedness. Sim
ilarly, consent of these shareholders is required before a new 
preferred stock ranking prior to or equal with the outstanding 
Class A stock can be issued. The present Class A stockholders 
would have little incentive to approve an issue of funded debt 
or of additional preferred stock. 

Moreover, even apart from these legal restrictions, it is highly 
dubious that senior securities could or should be floated. 
Funded indebtedness is generally recognized to be an undesir
able method of financing a risky venture, judged both by the 
hazards and rigidities which it imposes on the borrower and by 
its effects on general economic stability. 

With reference to preferred stock, the Polaroid capital struc
ture is already so top-heavy that the opportunities for ~dditional 
issues are slight. Preferred stock constitutes about so% of the 
company's net worth. Unpaid cumulative dividends on this 
stock exceeded $240,000 at the end of 1944. Vnless a new 
dividend policy is adopted, dividend arrearages may well 
exceed S3oo,ooo by 1947, when the need for new capital will 
probably become serious. The possibility of issuing additional 
preferred stock equal to or senior to the outstanding issues 
therefore appears remote. 

Likewise, an investor would have little incentive to buy a new 
preferred stock junior to the outstanding issues unless this stock 
offered substantial participation and conversion rights. Pre
ferred stock with such rights would present much the same 
threat to the control group as would an issue of additional com
mon stock. Moreover, it is highly doubtful that a reputable 
investment banking firm would handle an additional class of 
preferred stock in view of Polaroid's present capital structure. 

Issue of Nonvoting Common Stock 

A substantial part of the common stock now outstanding is 
temporarily deprived of its voting power by the Voting Trust 
now in force. This Trust was formed when the company was 
organized in order to guarantee control of the firm to Mr. Land. 
The Voting Trust expires in September, 1947, however, at 

[ 217] 



1:-.JJect OJ l'efkral 1 axes on Cirowing Enkrprises 

which time full voting rights will revert to the common stock
holders.! 

The original offering of stock was regarded by Polaroid and 
the cooperating banking firms as a private issue as defined by 
the relevant provisions of the Securities Act of 1933. Conse
quently, the offering was not registered with the Securities and 
Exchange Commission. Later, however, the securities were 
registered at the request of the Commission even though the 
company still believes that registration was not required by law. 

It now seems highly doubtful that a renewal of the Voting 
Trust will be feasible on its expiration in 194-7. Even if the 
Voting Trust should be renewed, it would secure the manage
ment's control position only for a limited period of time. Con
sequently, the prospects for raising new capital without weak
ening the management's control by the use of a voting trust 
arrangement do not appear good. 

An issue of straight nonvoting common stock would be an
other theoretically feasible ·device for raising new capital. 
Nonvoting common stocks, however, are not currently in 
vogue. Such an issue would be particularly unsuitable for 
Polaroid in view of the already complicated capital structure 
of the company. ~:loreover, even if a nonvoting common 
stock could be sold to the public, it is doubtful that a reputable 
investment banking firm would handle it. 

Sale if One or More Lines if Company's Products 
A fourth - and entirely feasible - procedure would be for 

Polaroid to sell out one or more lines of its products to a large 
firm now in a related field. In place of outright sale, a company 
owned jointly by Polaroid and another firm might be formed to 
manufactm:e one line of Polaroid products. Another alterna
tive would be for Polaroid to forego the manufacture of some 
of its products in favor of royalty and license fees. 

ISeventy-one thousand five hundred shares of common,stock were deposited in the 
Voting Trust. The stock so deposited amounts to 66.8% of the now outstanding 
common stock. The Voting Trust Agreement gives Mr. Land unlimited voting 
power over the stock deposited in the Trust and hence over the company so long as 
the Trust remains in effect. Nominally, there are three voting trustees- Land, 
Wheelwright, and Julius Silver, the firms' general counsel. Mr. Land, however, 
has the power to remove either of the other trustees at his discretion, and no action 
may be taken by the Voting Trust without his approval. 
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Potential purchasers or licensees of an important line of 
Polaroid products, however, would consist almost exclusively 
of large, established firms. Consequently~ the effect of a sale or 
licensing agreement would be to promote a greater degree of 
industrial concentration and to eliminate a small, independent 
enterprise from competition with large, established corpora
tions. 

Issue of Common Stock 
Finally, new capital could be raised-apparently on favor

able terms - by issuing common stock. Indeed, judged by the 
past dividend and earnings record of the company, the common 
stock is selling at a fantastically high price. No dividends have 
ever been paid on the common stock and, as previously indi
cated, large arrearages have been accumulated on the preferred 
stock. Until1944 net income available to common stockholde~ 
never reached $1.50 a share.1 Yet in 1944 the stock sold for a 
time at more than $40 a share, a multiple of nearly thirty times 
its maximum per share earnings prior to that year. lt was 
quoted in April, 1945, at $49Y2 a share bid and $51Y2 a share 
asked.2 

A large issue of new stock, however, presumably would have 
to be sold at a substantial discount from the current market 
price for small lot sales. The market for the stock, now traded 
over the counter, is exceedingly thin. As shown in Exhibit 22 

(p. 92), the price of the stock has fluctuated violently. For 
instance, the Dow-Jones index of 30 Industrial Stocks declined 
from approximately I 50 to I IO from the beginning of I939 to 
the end of I 94 I. During the same period the hid price of Pola
roid stock dropped from nearly $6o a share to $9 a share. By 
August, I944, the Dow-Jones index had rallied by about 33% 
to I47· During the same period the bid price of Polaroid rose 
to $38 a share, an increase of more than 300%. Polaroid stock 
dropped from S3I to $20 a share during the last two months 
of I943, possibly because of tax sales. 

With a market as thin and volatile as this, underwriters 
presumably would demand a wide margin of safety. Further-

1Net income available to common stockholders is defined as net income after 
the deduction of currently aocruing dividends on preferred 1tock. -

1Bank tuul Quotlllioft RNord, May 7, 1945· 
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more, a new issue probably ~quid have to be sold at a lower 
price than a similar block of the outstanding stock, since a new 
issue would dilute the percentage participation in future profits 
of each share of common stock. Finally, the net return to the 
company from a new issue would be diminished by the regis
tration costs, bankers' commissions, and other expenses of issue. 

With the market price for small lot transactions around $45 
to Sso a share, a reasonable estimate of the net return to the 
company from a large issue of new stock perhaps would be 
about $30 to S35 a share. Even at this price the terms of the 
issue appear favorable to the company, judged by its past per
formance. It is nevertheless possible that the management, 
with its intimate knowledge of the potentialities of the enter
prise, might refuse to accept new capital on these terms. 

The major stumbling block to the issue of new common 
stock, however, would be its effect on the management's con
trol :g_osition. Inasmuch as Mr. Land presumably would not be 
in a position to purchase a large quantity of newly issued stock, 
~uch an issue would reduce his percentage control of the existing 
common stock. · 

Moreover, the fact that new stock could be issued at $30 to 
$35 a share at the present time does not necessarily mean that 
capital can be obtained at this rate when it will be needed two 
years or so from now. If the stock market should boom or if 
Polaroid's prospects should suddenly improve, stock might be 
issued, say in 1946, at considerably more than $35 a share. 
On the other hand, if business conditions in general should be 
unsettled during the transition period and if the stock market 
should slump, Polaroid might not be able to obtain more than, 
say, $10 to $20 a share by the issue of new common stock. 
Moreover, events that would increase Polaroid's need for cap
ital- such as delays in the settlement of cancelled contracts 
or the untimely repeal of the carry-back provisions -would 
simultaneously decrease the probability that this capital could 
be obtained at a reasonable price from outside sources. 

~AGEMENT CoNTROL 

As previously stated, for the duration of the Voting Trust the 
control of Polaroid Corporation rests finnly in the hands of its 
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founder, Edwin H. Land. Moreover, with the present distribu
tion of stock ownership there is little doubt that Mr. Land will 
remain in control at the expiration of the Trust. As of March 
15, 1943, Mr. Land and his wife owned a block of 41,265 shares 
of common stock, 37.6% of the outstanding shares.l Under 
ordinary circumstances this holding would be more than ade
quate to insure control, since the remainder of the stock is 
rather widely held. 

The circumstances surrounding Polaroid, however, are extra
ordinary. First, the strategic position of the company increases 
the probability that the control of the present management may 
be challenged. Polaroid's patents and research talent would be 
of great value to large firms in several industries. Moreover, 
Polaroid is suffic~ently small so that a dozen or more large firms 
in related industries could easily buy it out- and might very 
well be interested in doing so. 

Secondly, the management obviously places unusually strong 
emphasis on the importance of safeguarding its control. All 
the available evidence indicates that the motivation behind this 
position is largely noneconomic. Indeed, from a narrow dollar 
and cents point of view, Mr. Land and his colleagues might 
easily benefit financially by selling out to a large, established 
firm. Certainly, Mr. Land would acquire greater financial se
curity by -doing so. If acquisition of control were added to the 
prospective earnings of Polaroid, an industrial purchaser might 
be willing to bid even more than the present market price for the 
stock. Mr. Land could probably acquire several million dollars 
for his personal interest in the firm, enough to assure him a 

1The Lands originally received go,ooo of the 1oo,ooo authorized shares of com
mon stock; 10,000 shart"S went to Mr. Wheelwright. Kuhn, Loeb & Co. and 
Schroder Rockefeller & Co., Inc., however, were given 20,250 shares by the Lands 
as part of the original financing deal. Industrial Developments, Inc., which as
sisted in the promotion, received S30,791 from the Lands and Wheelwright for 
services, including certain preorganization expenses. In addition, 2,500 shares of 
common stock were transferred to Industrial Developments in lieu of additional 
cash compensation of $2,500. Industrial Developments also purchased Voting 
Trust Certificates representing 7,500 shares of common stock for S7,500. Nine 
thousand of these 10,000 shares sold or transferred to Industrial Developments 
were supplied by the Lands. The Lands have also sold an additional1g,485 shares 
of common stock and 1 ,125 shares of Class B stock. Part of the proceeds of these 
sales was used to liquidate certain obligations of Polaroid's predecessor companies 
assumed by the Lands and Mr. Wheelwright in the financing agreement of August 
10, 1937· 
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substantial income for life. Moreover, he could undoubtedly 
command a salary from a large industrial company in excess 
of the $25,000 now paid him by Polaroid. 

Why, then, does Mr. Land continue to invest a large percent
age of his personal assets in a speculative endeavor such as Pola
roid? The answer is simply that his primary motivation is not 
monetary. Rather, his driving interest is in scientific research. 
Mr. Land organized a business «jp.terprise in preference to with
drawing to the shelter of a university laboratory because of his 
conviction that his research could be carried on more effectively 
through a profitable business organization. A fundamental 
article of faith in the Polaroid creed is that over the long run 
basic scientific research can be profitably carried on by a 
vigorous and talented business enterprise. Consequently, 
Polaroid has repeatedly invested funds in research - often 
remotely related to its principal business - where the apparent 

• prospects of commercial profit in the foreseeable future were 
slight, but where the research was considered scientifically or 
socially important. The synthesis of quinine is an instance 
in point; even though this research represented a brilliant 
scientific achievement and may have substantial military 
importance, Polaroid is unlikely to benefit dollarwise from 
this particular investment. Over the years, however, Polaroid 
is convinced that its all-out research program will produce a 
sufficiently large number of commercially valuable develop
ments to justify the amounts so spent, even from a narrow 
financial point of view. 

No arbitrary percentage of stock ownership can be set below 
which Mr. Land's control would be in serious jeopardy. In 
view of the strategic position of the company, however, the 
Polaroid management cannot rely too heavily on the inertia 
of minority stockholders as a means of retaining control. Never
theless, substantial amounts of new capital could be raised with
out drastically lowering Mr. Land's percentage ownership. 
For instance, 30,550 shares could be issued without reducing the 
ownership of Mr. Land and his wife to below 30%. At $go a 
share, an issue of this size would yield nearly $1 million. 
Slightly over S 1. 7 million could be acquired by selling 58,o6o 
shares at $30 a share while leaving the Lands a 25% ownership. 
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