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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
interviewed 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 pla.c&s where these savmgs are
needed to finance business expansion and other new private
investment.” The implications of this study are broad.

Merviy T. CoPELAND
Diarector of Research
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PREFACE

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
during the preparation of this book. Dr. Melvin T. Copeland,
Director of Research, has followed the study closely at all
stages. Professors C. C. Abbott, R. L. Masson, D. T. Smith,
and S. F. Teele have read the final manuscript and offered
suggestions for its improvement. A special debt is owed. to
Professors Lynn L. Bollinger and Tom Lilley for many hours of
consultation and of friendly criticism. We also wish to express
our appreciation to Miss Ruth Norton for careful editing of
the manuscript and to Miss Virginia Jenness for able research
assistance.

In view of other uses to which the material in Chapters V to
VIII may be put, it seems desirable to state that the basic re-
search and the underlying memoranda from which these chap-
ters were written were prcparcd independently by Mr. Lintner.

It goes without saying that we bear full responsibility for
the study and its conclusions and that we have had complete
freedom in the formulation of these conclusions. :

J. Kerra BurtERS
JoHN LINTNER

Soldiers Field
Boston 63, Massachusetts

June, 1945
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CHAPTER I
Introduction and Con»clusions

IMPORTANCE OF PROBLEM

A HIGH 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 éxpansions from small beginnings
have become increasingly rare. Instead, the great corporate
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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Effect of Federal Taxes on Growing Enterprises

and of very large corporations dominate a substantial segment
of the modern economy 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. o '

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 the repressive effect of high taxes

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

Princrral 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: :
(2). 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:

[2]



Introduction and Conclusions

(a) The effect of personal taxes on management in-
centives is much less direct;

(b). Except for umncorporated enterpnses 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 earmngs are an mpecmlly cntlcal 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 raise outsxde 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 reprcsswe on
la.rgc, 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). Fmally, 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 ad_]ustments 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,

*. 9. 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 final 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 busmess-
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. v

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
IT been picked at random or have they been selected to prove
a point? Even if these five companies do represent an unbiased
sample, what s1gmﬁcance can be attached to the experience
of five companies in a universe of many thousands? 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 contrary, 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-

(5]



* Effect of Federal Taxes on Growing Enterprises

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 during 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 of the authors.

Scope oF StupDY

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 way 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 Growing Enterprises. Indeed, even this title is -
somewhat too broad. The discussion is primarily limited to
the economic effect of income taxes; by and large, considerations
of tax equity and administrative feasibility receive little em-
phasxs Sxmdarly, 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 lngh Federal taxes. As such, it is
hoped that the book will be useful to those charged with the
responsibility for formulating national tax policies.

IncibEnce oF THE CorproraTE INcOoME 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 be borne 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
tax on corporate incomes on to consumers or back to wage
earners by appropriate adjustments in price and wage pohcus
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 assumptmn that the corporate
- tax is actually borne by the company 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
pyramided 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.
It 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 fo]lowmg analysis
overstates the direct effects of the tax on growing enterpns&s
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.

DEeFINITION 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 $500,000 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.

[9]



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 are
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 11

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 relatlvely little
effect on the decisions of outsiders to invest in new companics
during the very early 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.

ErrecT or TAaxes oN DEecisions 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.

1See 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 these 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.t
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
wvitally 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!

ErFecT oF TAxEs oN Funps AvAILABLE To FounpErs 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

1Sec Chapter XI.  3See Chapter XII.
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the enterprise. High personal income taxes, by curtailing the
funds available to these individuals, may effectively prevent
the organization 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.! 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

1The 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 manufacture.
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
$1,650 a year. During the next 18 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. o

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.1
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 39, a month, an annual rate of about 409,. A series
of such loans was arranged from time to time, the longest of
which was for six months. The average amount owed to the
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,

but he subsequently withdrew from the partnership and accepted a 6% note for
his investment.
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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, $800 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 for 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 living 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 of 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- -
mg, prowdes additional ms1ght 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 bad 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 $30,000 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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endmg June, 1941, a total of $60,000 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 $100,000, 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 dlrcctly 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 expectarcy
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 such 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 intended 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 of funds available to Mr.
Nesmith for investment in Lithomat.
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The Boston Attorney. 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 509, 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 1nvest1gate 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 to
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 httle-known
unlisted enterprises in the belief that the chances for rea].ly
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 dcvelopmental stage that Venture Research ordmanly
is not interested in such projects.

Significance of the Investment Policies of 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 Lithomat’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-

Exmmrr 1. MarcmnAL Tax RATES APPLYING TO
OrpINARY INcOME AND CAprTAL GAINs IN DIFFERENT
INcoME BRACKETS*

Bracket Tax Rate Bracket Tax Rate
on on
Surtax Net Income Ordinary Income Capital Gainst
o-$ 2,000 23% 11.5%
$2,000-3 4,000 25 ’ 12.5
$4,000-3 6,000 29 14.5
$6,000-$ 8,000 33 16.5
$8,000-3 10,000 37 18.5
$10,000-$ 12,000 41 20.5
$12,000-$ 14,000 46 - 23
$14,000-8 16,000 50 25
$16,000-8 18,000 53 25
$18,000-$ 20,000 56 25
$20,000-$ 22,000 59 25
$22,000-$ 26,000 62 25
$26,000-$ 32,000 65 25
$32,000-$ 38,000 68 . 25
$38,000-$ 44,000 72 T 25
$44,000-3 50,000 75 .25
$50,000-8 60,000 78 . 25
$60,000-§ 70,000 81 25
$70,000-$ 80,000 84 13
$80,000-$ go,000 87 a5
$90,000-%$100,000 90 25~
$100,000-$150,000 92 25
$150,000-$200,000 93 25
$200,000 04 . 25
*Rates of Revenue Act of 1944.
$On assets held over six months.

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

4. At the second stage the personal income tax structure
actually increased 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 problems of financing new
developments.
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~ CHAPTER I1I

Effect of Taxes on Expansion of Small Campanzes'
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 operanon as a small, moderately suc-
cessful company. .
2. It is of great social importance that small companies

undertake such developments. The technological mutations
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 hlgh corporate tax greatly reduc&s 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 r&sultmg 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:
sidered 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 in 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 CaAsE: LoCKHEED AIRCRAFT 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.! 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

1See 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.

Early History

In mid-1g33 the Lockheed Aircraft Corporanon was a
small, independently owned firm with total assets of less than
8200,000 and a net working capital of slightly over $75,000.
New management had taken over the previous year, purchasing
the assets of the predecessor firm from a Federal receiver for
$40,000. 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

- initial 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,
entrance into the feeder-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 Management 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.

1As 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 development may benefit substantially
even though 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 may often be so strong that expansions will be undertaken in
cases where the profit prospects, considered by themselves, would not justify the
investment, Cf. page 36.
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This plane, to be known as the Lockheed Electra, was de51gned
to fill the demand for a feeder-type model, ideal for the entire
business of small airlines and for the local busmess of the large -
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 759, of its current assets consisted of
inventories. Cash and accounts receivable of $72,000 were Izeld
against current liabilities of $269,ooo

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 $200,000,
$160,000 of which was supplied by outsiders. As a result of
this issue the ownership interest of the Lockheed control group
dropped from 9q99, 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. No dividends were paid
in 1933 or 1934. Morcover, officers’ salaries were very mod-
erate. During 1933 and 1934, the president received $4,800;
the treasurer, $3,600; and the secretary, 32,400 The full
resources of the company were committed to its pohcy of
expansion.

These data clearly demonstrate that Lockkeed’s Jfinancial position was
seriously extended by the end of 1934. 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:
(1) 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 (1): Corporate Tax Alone Considered

To provide a bench mark for the following analysis, the effect
of a flat rate 409}, corporate income tax will be compared with
conditions which would exist if no corporate tax were in effect.!

How would a 409, corporate income tax affect the attrac-
tiveness to small companies of projects such as the Electra
_ development?? The issue, to repeat, is whether the potential

rewards of a successful outcome of a highly perilous project
would be sufficiently grea.t to outweigh the grave danger of
complete loss.

. The most obvious effect of a 409, tax rate on the factors
governing such a management decision would be to reduce
"drastically the profit potentialities of the investment. With a
409, rate the government would share 409, of whatever
profits were earned if the gamble were successful. On the other
hand, if the gamble failed, the entire loss would be borne by the
company.3 No taxable income would be available from other

1This 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.

31¢ 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 desxgnatc a company
of any fixed size. Rather, for present purposes a company must be dered large or

:mallmmmpamonwuhthenthfthe P which is contemplated. In this sense it is

conceivable that a $25 million company would be small in comparison with a
sufficiently large program of expansion or in competition with a $500 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 abscnce of an adequate loss carry-
- over. If the gamble had failed, bankruptcy would have 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 i

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 view. 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 on 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 109, chance of a 2009, profit on this
investment; a 50%, chance of a 1009}, profit; but a 409, chance
that the investment will be a complete failure and that a 1009,
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 50 large in relation to profits which could reasonably have been

cxl;i):fctcd in the immediate future that a carry-over would have given only slight
relief.

1See footnote 2 on p. 34-35 for a formal demonstration on this point.
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Exuierr 2. Prorir ExPEcTATION OF HYPOTHETICAL
INvESTMENT PrOPOsITION wiTH No INcome Tax

- Chance that this rate Weighted profit
Expected rate of profits will be earned expectation
200%, 1/10 - 20%,
1009, 5/10 50%
—100%, 4/10 —~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 309,. Another way of looking at the
problem is that there are 6 chances out of 10 that a very satis-
factory profit will be earned, but a 409, chance that the invest-

" ment will be a total loss. Both considerations are relevant.
An average profit expectation of 309, is good, but it may not
be good enough to induce a business executive to run a 409,
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 409, tax under these assumptions would reduce the value

- to the company of the 2009, profit possibility on the proposi-
tion under consideration to 1209); similarly, the 1009, profit
possibility would be reduced to 609),. But the 1009, loss possi-
bility would remain unchanged.! Under these circumstances,
as shown in Exhibit 8, a 409, tax would reduce the profit expectancy
Jrom 309, (with no tax) to a mere 20,2 Indeed, even the 29,

1This 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 offset. :

?The 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
following general proof. Let p; be the chance of attaining each rate of profit xi,
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ExmBir 3. Prorir ExpeEctaTiON OF HYPOTHETICAL
INVESTMENT PRrOPOSITION FOR SMALL FIrRM wrrH
-409%, IncoME Tax

Reduction in -
Expected rate  expected vate of  Expected rate Chance that Weighted
of profit profit resulting of profit this rate will ofit

with no tax Jrom 0%, tax  with 409, tax be earned expectation
. 2009, 80%, 120% - /10 12%
100% 40% 60% s/10 30%
—100%, —100%, 4/10 -—40%

Average profit expectancy = 2%

figure is an overstatement.. For a company in Lockheed’s
position the possible loss, 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 1009 " ' ‘
The computations of Exhibit g are unduly optimistic in
another respect. A high tax would not 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 ¢i be the chance of realizing each rate of loss y;, where Zpi 4 Zqi =1. Let
R, be the over-all profit expectancy before taxes, R; the over-all profit after taxes,
and ¢ the tax rate, Then R, = Zpixi — Xqiyi and R¢ = (1 —t) Zpixi — Zqiyi.

The percentage reduction in R, due to the tax ¢ will be Ro—Re o zpi,:izfl;qi),i s
which equals ¢ 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.

!On 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 turn 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 probabxhty
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 their

IThe reduction in the outside capital which Lockheed could have obtamed
would have been much more important than the reduction in its retained earnings.

See below, page 52, and the interim report on the Lockheed Aircraft Corporation
(Harvard Business 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 business 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: o

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 incurred, 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 .
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

In 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,

2Capital losses are deductible only to the extent of the amount of capital gains
plus ordinary net income up to a maximum of $1,000. 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 $1,000 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 owners of the Clarkson Manufac-
turing Company! and Continental Machines, Inc.2 Under these
circumstances, if a major attempt at expansion proves unsuc-
cessful, it is highly unlikely that the owners 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 owners 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 of the corporate tax considered by itself.

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.

. 1. 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
1939; 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 present 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 may 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.

1See Chapter X.  3See Chapter XI. .
3t should be noted, however, that during the period 1934-1938 the tax treat-
ment of capital gains and losses was considerably less favorable than it is today.
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3. Not so with losses. If expansions such as the Electra
development are unsuccessful, losses 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
apprcaable 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 partner-
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 $500,000 and net income $80,000. 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
expansion 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 $14,000,
that partner would pay 509, or more of any additiona.! profits
to the government as taxes. If the development raised an

IThe 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 759, of any additional income would be absorbed’ by
taxes. In ether 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 partnershlp is divided
among a large number of individuals.

But if Mr. Clarkson’s attempt to convert to war productlon
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 partnersl'up form 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 corner grocery store or of
a local service station. But, unless personal tax rates on in-
comes of, say, $10,000 and over are reduced much more than
would appear feasible after the war, it would ordinarily be of
little value to small companies w1t.h prospects for large-scale
growth,
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PossiBLE MobrricATioNs IN Tax StrRucTURE OTHER THAN
RATE REDUCTIONS '

- L4
- 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?
. Inso far as the corporate tax alone is concerned, the situation
would be improved in some instances 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-
over 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 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.

1t 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 complctmn 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 rapld
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
$356,000 in 1933 to $2 million in 1936, $5 million in 1937,
$10 million in 1938, $35 million in 1939, and, of course, to far
higher figures during the war.! 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 rg4o. - _

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 1920’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 producuon was started on a large scale when British and Australian orders
were accepted in mid-1938, but 1938 sales consisted mostly of commercial pla.nel
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POSSIBLE’I\IODIFICATIONS 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 some instances 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-
over 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 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.

1]t 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.

L4
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SociaL IMPORTANCE oF Major EXPANSIONS BY
Smarr 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 rapld
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
$356,000 in 1933 to $2 million in 1936, $5 million in 1937,
$10 million in 1938, $35 million in 1939, and, of course, to far
higher figures during the war.! 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 gencra.l 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 1920’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-

iThrough 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 commmercial planes.
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ExmBrr 4. COMPARATIVE SALES AND EMPLOYMENT
REcorDs oF LOCKHEED AIRCRAFT CORPORATION
AND Waco Amcrarr CoMPANY

Lockheed Wace
Sales Sales
Year (In thousands)  Employment®  (In thousands)  Employment®
1928 $2,195 t
1929 5,585 250
. 1930 86o 200
1931 i 578 145
1932 923 165
1933 $ 356 t 975 275
1934 563 815 892 1
1935 2,097 460 1,23 270
1936 2,007 1,575 1,054 200
1937 5,210 2,035 8773 236
1938 - 10,275 4,300 748 170
1939 35,308 7,000 926 201
1940 44,937 18,724 1,150 360
1941 144,728 t 2,813 1t

' ‘Eﬁdofyw,ordatcmxstthactoforwhichdatamavaihble.
{Data not available.
1Fiscal year of nine months.

Source: Data from Moody’s and Poor’s Industrials and company reports.

mained 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 market. 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.

Effect on Industrial Concentration

- A large, established company, on the other hand, might
not have been seriously deterred from a similar development by
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ExmiBiT 5. COMPARATIVE SALES AND EMPLOYMENT RECORDS OF LOCKHEED
AIRCRAFT CORPORATION AND WAco AIrRCRAFT CoOMPANY, 1928-1940
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a 409, tax.! Indeed, as a general proposition, high business
taxes discriminate with special severity against the growth of
small, independent firms and in favor of large, cstabhshcd
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, however,
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 lirge 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 409, tax would have reduced the profit expectancy of
the hypothetical investment opportunity from 309, to a mere
. 29%,.
The issue now is, How would a 409, tax rate have changed
- the profit expectancy of the same investment opportunity for a
large company with assured earning power from other sources??
The return to a large company would be reduced to the same
extent as that to a small firm {f the investment turned out
profitably. If the investment failed, however, the loss to the
large company would never be more than 609, of the amount
invested.3 The government would bear 409, of any loss in the
form of decreased tax receipts. Thus, the profit expectancy of
i lAlarge,estabhshedﬁrmudcﬁnedasaﬁrmwhmhhasrmsonableassumnceof
an annual net income in excess of the maximum loss on the new investment that
may be incurred in any one year.
2Aside from the tax considerations, large firms obviously have many advantages
over small firms, such as an existing administrative organization, dealers’ outlets,
_ trade names, borrowing power, credit standing, and general ‘‘know-how.”’
3]t should be noted, however, that whereas a small company forced into bank-
ruptcy by an unsuccessful 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 invested would be reduced by a 409, tax rate from
305 to 189, as is shown in Exhibit 6.

Exumrr 6. Prorrr ExpEctaTiON OF HyYPOTHETICAL
INVESTMENT FOR LARGE FRM wiTH 409}, IncoME TAX

Expected Redwuction Expecied Chance that
rate of n rate of rate of this rate Weighted
profit stk Profit with fnyﬁl with will be profit
ne lax 250 tax 2050 tax realized expectation
200, B0 120, 1/10 12%
1007 40 60% 5/10 30%
~ 1005 —40%% —60% 4/10 —24%

Average profit expectation = 189,

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 309 to 189%), whereas the profit expectancy
of the small firm “ould be reduced much more than in pro-
portion to the increase in the tax rate (from 307, to 29, 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.

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 estab-
lished company, because of the tax reduction in the event of
loss, actually would risk only part of its investment.2 ;

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

IThis proposition with reference to a large firm with assured income from other .~

sources may be demonstrated by an algebraic analysis similar to that in footmote
2 on page 34. The percentage reduction in Ro due to the tax ¢ for this firm will be
Ro—Re _ Re—(1—YRe _, _

Ro Ro

The analysis throughout assumes that a corporate tax is not passed on to con-
sumers in the form of higher prices.  Under an assumption that the tax is partly
shifted the analysis becomes much more complicated and cannot be developed
here in detail.  Such an analysis, however, would show that it is quite possible that
a small firm would be at an even greater relative disadvantage on the latter as-

sumpuan.

{n the simplest instance, the expected rate of return on the capital actually at
risk by the established company would be unaffected by the tax. A 40T, tax would
cuxdownlhzdouarpmmnndmbeapnalunskbythcnmcpaemmge.
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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 pomtcd out
that the limitation on avaﬂable 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 one 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, high taxes
drastically reduce the prospect of success to a small firm. On
the -other hand, the large company has greater leeway for
expenmentatmn 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.
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CHAPTER IV

Eﬁct of Taxes on Expansion of Small Companies:
Availability of Capital

Summary oF CoNCLUSIONS

_1. 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 ferms on which small
companies can obtain outside capital to deteriorate. In .
many cases, less favorable ferms will be equivalent to a
reduction in the amount of capital which can (or w1ll) 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 only 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 posmve

incentive for many investors to search for speculatxve invest-
- 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
accorded capital gains is continued.

. EFFECT OF CORPORATE TAXES ON AVAILABILITY
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
$30,000 in 1933. A tax rate of 409, would have increased its
" tax liabilities by about $8,000 over those actually incurred in
1933. Relative to the cost of the Electra development, $8,000
more or less would not have been especially important.
- Similarly, in the early stages of Lithomat and Polaroid,
corporate taxes did notgreatly 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 ma.rkcdly, however, after a consistently profitable level
of operations has been achieved. Over a period of years a high
corporate tax will drastically limit the ab111ty 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 in Chapter VI and is
therefore only sketchily outlined here. Over a period of years
a 509, corporate income tax, for instance, would reduce the
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funds available from retained earnings to finance the future
growth of a company such as Polaroid or Lithomat by much
more than 509,. Itis true that in the first year in which the tax
was in effect it would reduce net income by only 509,. But
the earnings of later 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 AvArLAsiLITY oF OutsiDE 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 growing
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
. 'This 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 in general will not necessarily decline in proportion to the decline
in (expected) net income resulting from an increased tax. Conceivably, the capital
secking 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
Enoc-earnings ratio with a high corporate tax than with a lower corporate tax.

ven admitung 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 regarded as a
virtual certainty for highly speculative stocks in which the risk of complete loss is

great.
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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 ferms 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.!
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 259,
and a 509, postwar corporate tax rate on Lithomat and on one
_of its well-established competitors which, it is assumed, has
“reached 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 of Lithomat’s
competitor, 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 507,
tax rate, for instance, would result in a 33149, lower price on
the stock of Company X than would a 259, tax rate.2
Under the same circumstances, however, a 509, tax, as
compared with a 259, tax, would cause a muck greater relative
deterioration in the price of Lithomat’s stock. The market
valuation of Lithomat’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 $4,000,000 a year before taxes, that it has
4,000,000 shares of capital stock outstanding, and that its stock sells at 10 times its
annual earnings. With a corporate tax rate of 25%, net income after taxes would
be $3,000,000 and the price of the stock would be $7.50 a share. With a cor-
porate tax rate of 50%, net income after taxes would be $2,000,000 and the price
of the capital stock would be $5 a share, 33'/3% 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 drastically
than in proportion to the decline in income 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

1This comparison, for purposes of simplicity of presentation, has assumed that
a corporate tax is not shifted to consumers or wage carners and that the price-
earnings ratio of the stock of Company X would be unaffected by the level of the
corporate tax ratc. 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 conclusions 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 ava.llable 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 strong{y repressive effect on expansion
Jfinanced either by retained eammgs or by the acquisition of outside
capital.

- WILLINGNESs AND ABILITY OF MANAGEMENT TO ACQUIRE
OvutsipE CArrTAL

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 or 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-
managers 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 1009}, 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 1009}, ownership; indeed, $750,000 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 Mr. 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. Mr. 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 Mr. 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 can 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 of reasons, the expansion of small firms may be
dependent on the availability of funds from retained earnings.
The more important reasons are:

(1) 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

1For a detailed statement of Mr. Land’s business philosophy see Edwin H. Land,
“‘Research by the Business Itself*’ in The Fulure of Industrial Research (New York,
Standard Qil Development Co., 1945), pp. 81-86.
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preferred to a more rapid expansion with the aid of outside
capital. i

(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 aré¢ 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.! 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.

Errect oF PersoNAL Taxes oN Avarasirry ofF 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

No iniplication 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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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 énterprises.

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 IT, must be typical of large 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 259, the capital gain from stock market specu-
lation of an individual with a net income of, say, $100,000,
while at the same time taxing the wages of an unmarried
worker in excess of about $550 at 239!
~ One comprormse 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, such as tax-exempt se-
curities, for instance, could be abolished.

1A Postwar Federal Tax Plan for High Employment, 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 ea.rmngs are a more important source of funds
for small, growing compames than for large, established cor-
porations.

3. The retained earnings of profitable small corporatlons
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 corporahons 1

Retained earnings have long been recogmzed 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

"The 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 mcrcly summarizes the points of immediate relevance to
the present 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 1goo 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 4,000 units in 1900, rose
to...5,600,000 in 1929. 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 1926
had financed their growth almost exclusively from retained
earnings. Only three of the major automobile manufacturers
— Packard, Studebaker, and General Motors — had relied

1A. H. Hansen, Fiscal Policy and Business Cycles (New York, W. W. Norton &

Company, Inc., 1941), p. 367.
Ibd., p. 41.
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Business Expansion _from Retained Earnings

significantly on the financial markets to raise their equity
capital. Retained earnings accounted for over 509, of the
net worth of even these three companies by the end of 1926.

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 1920’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 1920’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 rate of
profit on their net worth than do large firms.3 Secondly,
profitable small firms in general pay out a smaller percentage
of their income as dividends than do large corporations. This
relationship, as Exhibits g 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

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

30. J. Curry, Utilization of Corporate Profits in Prosperity and Depression (Ann
Arbor, University of Michigan Business Studies, 1941), pp- 34-41.

3W. L. Crum, Corporate Size 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 Crum’s study.
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Exuisit 7. NEeT ProFiTs AFTER TAXES As A PERCENTAGE OF NET WORTH, CORPORATIONS WITH NET

Years

1931
1932
1933
1934
1935
1936
1937
1938
1939
1940

Average

$50

Under to
$50 $100
11.6 7.9
8.7 6.3
8.6 6.9
10.6 8.6
1.1 9.3
13.2 10.%7
13.4 10.1
11.4 8.7
12.2 9.8
12.8 10.4
11.36 8.87

$100

$250

o
O OO ~O OO

BN DO NBRD O

v
°
o

8.60

Source: Computed from Statistics of

IncomME, 1931-1940

(Asset Size Classes in Thousands of Dollars)

$250 8500 $1,000 $5,000 $r0,000 $50,000

o to 0 to to and All
$500 $1,000 $5,000 $r0,000 $50,000 over Classes
6.8 6.6 6.5 7.0 7.0 7.0 7.0
6.0 5.9 5.6 5.9 5.9 5.4 5.6
7.1 7.1 6.7 6.5 6.7 4.7 2.7
8.3 8.1 7.5 7.3 6.9 5.7 .7
9.1 9.1 8.8 8.0 8.5 6.9 7.9
10.2 9.9 9.3 8.7 8.3 6.3 7.8
9.5 9.2 8.9 7.9 8.1 6.2 7.4
7.7 2.6 6.8 6.2 6.3 5.1 5.7
9.1 8.8 8.4 7.6 7.7 6.1 7.0
9.7 9.4 9.1 8.1 8.0 6.9 7.5
8.35 8.17 7.76 7.32 7-34 6.03 6.83

Income. Data include all corporations with statutory net income and submitting balance

sheets. Net profits include tax-exempt income. Net worth is taken at the end of the year. Surplus reserves are excluded in years

prior to 1937,
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Business Expansion from Retained Earnings

ExmiBrT 8. NET PROFITS AFTER TAXES AS A PERCENTAGE OF
Netr WortH, CorrPorATIONs WiTH NET INCOME,
1931-1040 AVERAGE

Per Cent
/2

10—

\ ’ ’
\G ’ o o
NEIRR @,{30 AN
Size Classes of Total Assets
Thousands of Dollars

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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ExHBIT 9. RETAINED EARNINGS As A PERCENTAGE OF NET PROFITS AFTER TAXES, CORPORATIONS
witH NET INCOME, 1931-1040

(Asset Size Classes in Thousands of Dollars)

$50 $1r00 $250 3500 $1,000 35,000 $ 10,000 $50,000

Under to to tf tjo to 5!0 to and All
Years $50 $100 $250 $500 © $r1,000 $5,000 $ro,000 350,000 over Classes
1931 57.3 47.8 39.1 g2.1 26.4 21.5 13.9 1.1 g.9d 9.6
1932 39.9 31.5 31.6 28.8 26.1 20.8 12.6 7.6 8.9d 4.3

— 1933 64.0 66.5 61.4 61.3 56.5 47.1 39.4 22.2 2.5d 24.0°

=2} 1934 53.7%  57.1 52.6 45.5 34.9 25.8 28.5 3.5 13.9 19.7

o 1935 56.4 52.0 48.5 44.5 - 34.7 28.2 20.5 8.0 19.8 23.0

= 1936 35.8 28.4 23.8 22. 25.8 25.9 22.3 12.6 4.9 15.1 -
1937 30.4 29.4 24.1 22. 23.2 22.2 20.7 16.0 8.3 15.1
1938 50.6 54.8 48.3 39.3 37.8 29.5 23.7 16.8 7.3 19.2
1939 62.0 63.1 55.6 46.1 44.6 37.8 33.9 24.2 18.3 28.8
1940 62.2 59.2 56.4 51.2 50.1 44.3 39.0 30.1 22.3 33.2

Average 51.13 48.98 44.14 39.43 36.01 30.31. 25.45 15.51 7-97 19.20

dIndicates an excess of dividends over net profits after taxes. . . .
. *This item represents nonfinancial corporations only, because of the abnormal dividends paid by financial corporations of this
size in 1934.

Source: Computed from Statistics of Income.
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Business Expansion from Retained Earnings

Exuierr 10. RETAINED EARNINGS AS A PERCENTAGE oF NET
Prorrrs AFTER TAxEs, CorPORATIONs WITH NET INCOME,
1931-1940 AVERAGE
Per Cent
60

J0—

40—

Jo—

O I8 &0 &S &L £ O SF
WP WP PP IR S oF o'
.Jize Classes of Total Assets

Thousonds of Dollars

Source: Computed from Statistics of Income.

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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ExmiBir 11, RETAINED EARNINGS As A PERCENTAGE OF NET WoRTH, CORPORATIONS WITH NET
L

INcoME, 1931-10940 '
(Asset Size Classes in Thousands of Dollars)
$50 - $roo $250 $500 $1,000 $5.000 $ro,000 -~ $50,000
Under to to to to to to to and All
Years $50 . $100 $250. 3500 $1,000 $s5,000 . $r10,000 $50,000 over Classes
1931 6.6 3.8 2.7 2.2 1.7 1.4 1.0 0.8 0.3d 0.7
1932 3.5 2.0 1.9 1.y 1.5 1.2 0.7 0.4 o.5d 0.2
— 1933 5.5 4.6 4.3 4.4 4.0 3.2 - 2.6 1.5 o.1d 1.4
o 1934 5.8% 4.9 4.4 3.8 2.8 1.9 2.1 0.2 0.8 1.3
2 1035 6.3 4.9 4.4 4.1 3.2 2.5 1.6 0.7 1.4 1.8
1936 4.7 3.0 2.6 2.3 2.6 2.4 1.9 1.3 0.3 1.2
1937 4.1 3.0 2.4 2.2 2.1 2.0 1.6 1.3 0.5 1.1
1938 5.8 4.7 4.0 3.0 2.9 2.0 1.5 1.1 0.4 1.1
1939 7.6 6.2 5.3 4.2 3.9 3.2 2.6 1.9 1.1 2.0
1940 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 1.88 1.16 0.51 1.33

dIndicates negative retained earnings resulting from an excess of dividends over net profits after taxes. .
*This item represents nonfinancial corporations only, because of the radically abnormal dividends paid by financial corpora-
tions of this size in 1934. i

Source: Computed from Statistics of Income.
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Business Expansion _from Retained Earnings

ExuiBrr 12. RETAINED EARNINGS As A PERCENTAGE OF NET
WortH, CorPOrRATIONs WITH NET INCOME,
1931-1940 AVERAGE

Per Cent

‘ ’ ‘e 4.0 89 Q°
0l &P IO o8 ¢
Q Q Q
VOO 0@ 2 S0 0x 5 gy 0
Jize Classes of Total Assets

Tl)ou.fands of Dollars

Source: Computed from Statistics of Income.

and to purchase modern plant and equipment. - Particularly
in times of declining prices 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, The Flow of Business Funds and Consumer Purchasing
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 CONCLUSIONS

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

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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Effect of Taxes on Expansion

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
(1) 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 409, 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 ExamMpLE

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 $100,000 and is able to earn.
a net income equal to 509, 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
limits its expansion to the amount which can be financed from
retained earnings. Under these conditions, what would be the

'The 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 fI.
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 ExmsIT 13.

g
g

-
OW O~ YN LI R ~

Total

CumuraTIVE EFFECT OF A 409, INcoME TAax oN GrowTH oF Company A

No Tax
Net Income
Net Worth, = Net Worth,
Beginning Retained End of
of Year Earnings * Year
$ 100,000 $ 50,000 $ 150,000
150,000 75,000 225,000
225,000 112,500 337,500
337,500 168,750 506,250
506,250 253,125 759:375
759:375 379,688 1,139,063
1,139,063 569,532 1,708,595
1,708,595 854,298 2,562,893
. 2,562,893 1,281,447 3,844,340
3,844,340 1,922,170 5,760,510
85,666,510

40% Income Tax
Net Income
after Tax
Net Worth, Net Income = Net Worth,
Beginning before Retained End of
of Year Tax Tax Earnings Year
$ 100,000 8 50,000 $ 20,000 $ 30,000 $ 130,000
130,000 65,000 26,000 39,000 169,000
169,000 84,500 33,800 50,700 219,700
219,700 109,850 43,940 65,910 285,610
285,610 142,305 57,122 85,683 371,293
371,293 185,647 74,259 111,388 482,681
482,681 241,341 96,536 144,80 627,486
627,486 313,743 125,497 188,24 815,732
815,732 407,866 163,146 244,720 1,060,452
1,060,452 530,226 212,090 818,136 1,378,588
$2,130,978  $852,390 $1,278,588
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Effect of Taxes on Expansi'on

Exumir 14. CumuraTive Efrect oF A 409, IncoMme T.
oN THE NET WorTH oF CoMPANY A | :

Millions of
Dollars
6

Ne? Worth
with No Tax™y

/ _~

' CNet Worth with
e 40% Income Tax

0

o /t 2 3 4 &S 6 7 & 9 /0
End of Year
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 409 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,
After 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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Effect of Federal Taxes on Growing Enterprises

Exmsrr 15. CuMuLATIVE EFFECT OF A 407 Income Tax
oN THE NET INcoME or Company A

Millions of

Dollars
2.0
1.5
Neft Income
with No JTox
ly,
1.0
Net?
Income before
Tox with o 40%
5 Tox in £ffect,
. []

A_Net /ncome
aofter Jox with o 40% Tax

/] 2 3 4 S 6 7 8 9 /0
Year

0

Source: Data from Exhibit 13.

lated a net worth of more than $5,750,000. With a 409, tax
in effect throughout the period Company A would have at-
tained a net worth of only $1,375,000. In other words, the
cumulative effect of a 409, tax on Company A, operating over
a 10-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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Effect of Taxes on Expansion

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 409, 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 of its net income as
dividends. Suppose, for instance, that it paid in each year a
dividend equal to one-fourth of its net income after taxes. As
Exhibit 16 shows, after 10 years of growth with a 409, 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 409,
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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Effect of Federal Taxes on Growing Enterprises

Exmmsrr 16.  CumuLATIVE EFfFECT OF A 409, INcoME Tax
oN GrowTH oF CompANY A, wiTH DIviDENDS
EquaL To 259, or NET INcoME

No Tax
Net Income
before Tax
Net Worth, = Net Worth,
Beginning Net Income Retained End of
Year of Year after Kax Dividends Earnings Year
1 $100,000 $ 50,000 § 12,500 $ 37,500 $137,500
2 137,500 68,750 17,188 51,562 189,062
3 189,062 94,531 23,633 70,898 259,960
4 259,960 129,980 32,495 97,485 357,445
5 857,445 178,723 44,681 134,042 491,487
6 491,487 245,744 61,434 184,310 675,797
7 675,797 337,899 84,475 253,424 920,221
8 929,221 464,610 116,153 348457 1,277,678
9 1,277,678 638,839 159,710 479,129 1,756,807
10 1,756,807 878,404 219,601 658,803 2,415,610
83,087,480  $771,870 $2,315,610
40% Income Tax
Net Worth, Net Worth,
Beginning  Net Income  Income Net Income Retained  End of
Year of Year  before Tax Tax  after Tax Dividends Earnings Year
1 $100,000 § 50,000 $ 20,000 $§ 30,000 § 7,500 § 22,500 $122,500
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 91,013 36,765 55,148 13,787 41,361 225,87
5 225,187 112,594 45138 ° 67,456 16,864 50,502 275,779
6 275779 137,800 55,156 82,734 20,684 62,050 337,829
7 - 337,829 168,915 67,566 101,349 25337 76,012 413841
8 413,841 206,920 82,768 124,152 31,038 03,114 506,955
9 506,955 253,478 101,391 152,087 38,022 114,065 621,020
10 621,020 310,510 124,204 186,306 46,577 139,720 760,749

$1,468,501 - §587,500

$881,001 $220,252 $660,749

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
one-half of the net worth that would have been accumulated
f Company A had retained its entire net income in each year.

. ExaAMINATION OF AcTUAL CASES

How would the cumulative restrictive effect of a high tax on
sorporate profits have affected the expansion from retained
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Effect of Taxes on Expansion

ExHIBIT 17. SUMMARY OF THE GROwTH RECORDS OF THREE
AutomoBILE CoMpPANIES AND ONE AIRCRAFT COMPANY
FOR SELECTED PERIODS

Average
. Rateo_f N
Net Worth Profit Average :
(In thousands)  Earmed  Average  Rate of Average
Name of Period  Begin- End- Before  Rateof  Dividends Rate of
- Company Studied  ning ing  Taxes* Tax Padt Paidy  Growth
Douglas .
Aircraft
Company 192328 8 63 8 1,310 75.8% 12.9% 2.0% 65.8%
Hudson
Motor Car
Company 1910-15 99 4,036 103.4% 1.0% 18.5% 85.5%
Packard
Motor Car >
Company 190514 188 13,863 65.2% 0.6% 20.1% 53-7%
Nash Motors
Company 1917-29 5876 53,658 48.3% 11.5%8§ 65.2%If 18.6%

*Modified geometric mean of percentage rates of profit earned on net worth.

1One 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 American 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 (1) 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 17. During the .
years studied the average tax rates paid by the four companies
ranged from less than 19, to about 12.5%.1 '

'One 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 continued on next page)
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Effect of Federal Taxes on Growing Enterprises

Exmrr 18a. CumuLATIVE EFfFECT OF A 409, INcoME TaAx
oN GrowTH: DouGLAS AIRCRAFT COMPANY

Millions of
Dollars
1.9

1.0

Actvol Net Worth~

5 e

N Estimatea Net Worth with a 40% Taa

1923 1924 1925 /926 1927 /928
End of Year

" 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 years, arbitrary figures were used for Nash’s net income before taxes for the
years 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 years. This procedure appears 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 worth as recorded on its books and used in these computations.
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Exuisrr 188. Data IipustraATING CUMULATIVE EFFECT
OF A 409, IncoME Tax oN GROWTH:
Doucras ArcrRAFT COMPANY

1923 1924 1925 1926 1927 1928
(x; Actual net worth®*  $147 8155 8203 $579  $895 $1,310

(2) Est. net worth with
40%, tax* $120 8125 8152 8346 $476 8626
(3) Rato of (2) to (1)
in percentages 81.7% 80.6% 74.9% 59-8% 53.2% 47-8%
(4) Difference between

(2) and (1)* $27 830  $51 8233 $419  $684
(5) Cumulated tax at
40% rate® 839 $41 859 8188 $285 $385

(6) Rate of profit ]
earned on net
152.4% 6.1% 35.5% 212.3% 70.3% 52.8%
(62] Dwndcnds as per-
centage of profit -
after tax o o o o 11.2% o
¢In thousands of dollars.

Source: Columns 1, 6, and 7. Annual Reports of company.

Columns 2 and s. ‘A comparatxvc 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.

1. That a corporate tax at a flat rate of 409, 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 409,
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Exmsarr 19A. CuMuLATIVE EFFECT OF A 4077, INcoME Tax
oN GrowrH: Hupson Motor Car COMPANY

Millions of
Dol 3 ars

Actuel Net Worth~,

Bl

/
K Estimatea Net Worth with a 40% Tax

1910 1911 1912 1813 1914 1815
£Endof Year

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 409, tax in effect is shown in
Exhibits 18 through 21. The severe restriction meosed by the
tax is clearly evident. " For instance, Hudson in a six-year
period and Packard in ten years would have had their growth
limited to approximately 2579, 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 409, of that actually achieved.
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ExmBitT 1g8. DATA ILLUsTRATING CUMULATIVE EFFECT OF
A 409 IncoMe Tax oN GROWTH:
Hupson Motor Car CoMPANY

1910 9Ir 1912 1913 1914 ‘1915
(1) Actual net worth* §663 $1,090 $1,6g0  $2,247 $3,193  $4.036
(2) Est. net worth with

40%, tax $452 8614  $808 8923 8955 §r1,101
(3) Ratxo of (2) to (1)

in percentages 68.2% 56.3% 47.8% 41.1% 29.9% 27.3%
(4) Dlﬂ'crence between N

(2) and (1)* $a11 $476 8882 $1,324 82,238 82,035
(5) Cumulated tax at

40%, rate* 8237 8362  $549 $711 $g920  $1,003

(6) Rate of profit
earned on net

worth 599.0% 68.9% 76.2% 50.1% 56.6% 45.2%
(7) Dividends as per- :

centage of profit N
after tax 8.5% o 24.9% 26.2% 3.0% 40.4%

*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 188, p. 79.

The question naturally rises: Why would the growth of some
of these companies have been restricted much more severely
. by a 409, 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 129, during the
years in which their growth was studied. Consequently, for
these two companies the assumed 409, tax rate would represent
a tax increase of only about 28 percentage points. For Packard
and Hudson, on the other hand, the assumed 409, rate repre-
sents a tax increase of about 39 percentage points over the
average tax rate of about 19, in effect during the years in
which these companies were studied.

(b) The rate of profits earned. The cumulative effect of high
corporate tax would 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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Exmsrr 20A. CuMUuLATIVE EFFECT OF A 409, INcoMe Tax
ON GrowTtH: PACKARD MoTOR CAR CoMPANY

Millions of

Dollars
15.0

12.5 - /

Actval Net l'orM/
10.0
7.5 /

J.0

2.5 /

_/fﬁmm Net Worth with o 402% Tex

1905 06 07 08 03 191011 12 Y3 /914
End of Yeor

respect, a 407, 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) The length of time for which the tax is in effect. 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 indicate, for each of the four companies the reduc-
tion in net worth, measured either in dollar amounts or in
percentage terms, becomes increasingly severe the longer the
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Exumir 208. DATA ILLusTRATING CUMULATIVE ErFeCT
oF A 40% Income Tax on GrowTH:
Packarp Motor CArR CoMPANY

1905 1906 1907 1908 1909
(1; Actual net worth* $339 $931 $2,122 83,252 $5.843

(2) Est. net worth . .
with 40%, tax* $279 $571  S$1,009 $1,332  $1,975

(3) Ratio of (2) to (1)

in percentages 82.3% 61.3% 41.5% 47.0% . 33.8%
(1) Difference between .

(2) and (1)* $60 $360  $1,113 81,920 $3,868
(5) Cumulated tax at

409, rate* $87 $324 $664 $933 $1,410
(6) Rate of profit earned

on net worth 114.9% 213.0% 148.9% 66.6% 89.4%
(7) Dividends as per- k
centage of profit ) ) ’
after tax 30.1% 18.0% 14.1% 20.0% 10.0%

1910 _I9rr | 1912 913 I9I4

?; té:mdctndwtgrth‘ $8,060  $9,516 $1r1,199 813,006 $13,863
2 t. net wor: -

with 40%, tax* - 82,679 $2,885 83,227 93,543  $3,739
(3) Ratio of (2) to (1)

in percentages 83.2% 31.6% 28.8%, 27.2% 26.9%
(4) Difference between . . o

(2) and (1)* 95,381 86,231 $7,972 89,463 $10,124
(5) Cumulated tax at -

407, rate* $1,789 81,972 82,243 92,495 $2,621

(6) Rate of profit earned .

on net worth 48.0% 17.1% 23.5% 19.5% 8.9%
(7) Dividends as per-

centage of profit : :

after tax 20.2% 24.9% 16.0% 16.2% 30.6% .

*In thousands of dollars.

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 188, page 79.

tax is in effect. In fact, after a few years of growth the per-
centage reduction in the net worth of each company is much
greater than the 409, tax rate. In other words, over a brief
period of years a 409, tax rate will reduce mternally financed
growth by much more than 409,.

(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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Exumsir 21A. CuMuLATIVE EFFECT OF A 409, INncoME Tax
oN GrowrH: Nasa Motors Company

Millions of
Dollars
60

JOV_-' ' Yt

/_kh/ll Ner Worthy

40

Jo

el

20

10
M{Jﬁmdel Net Worth with o 40% Tox

0

1917 18 19 192021 22 23 24 192526 27 28 1929
Ena of Year -

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 409, tax on the
earnings of Nash for a thirteen-year period would have re-
stricted its growth only to the same extent that the expansion of
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Exumir 218. Data ILrustrRaTING CUMULATIVE EFFEGT OF
A 409, IncoME Tax oN GROWTH:
Nasa Morors ComMPANY

1917 1918 1919 1920 1921 1922 1923

(1) Actual net worth* $ 7.5 $ 7.6 $11.8 $17.5 $18.2 $24.1 $26.2
(2; Est. net worth .

with 40% tax* $6.9 $ 7.0 $9.6 812.8 8$12.7 $i5.4 3S14.2
(3) Ratio of (2) to (1) '

in percentages 92.3% 92.0% 82.0% 72.8% 70.1% 63.8% 54.2%
(4) Difference between S

(2) and (1)* $06 $0.6 $2.1 $4.8 $54 8$8.7 820
(5) Cumulated tax at R

409, rate* $09 $1.5 $3.6 861 $6.9 $9.4 8121
(6) Rate of profit o

carned on net

worth 36.9% 22.4% 74.8% 66.2% 15.6% 48.7% 44-4%
(7) Dividends as per- _

centage of profit : .

after tax 21.6% 95.0% 23.0% 16.9% 47.3% 14.9% 37-3%

1924 1925 = 1926 1927 1928 1929

(xg Actual net worth*  $30.8  8$34.7 838.6  $47.6 $52.0  $53.7
(2) Est. net worth )

with 409, tax*  815.9 $17.3 $18.6 $21.6 $23.0 $23.5
(3) Ratio of (2) to (1) ) :

in percentages 51.6% 49.8% 48.3% 45.4% 44-2% 43-7%
(4) Difference between

(2) and (1)* $14.9 $17.4 $19.9 $26.0 $29.0  $30.2
(5) Cumulated tax at

407, rate* $14.4 $18.3 $23.7 $28.7 $33.0 $36.6
(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% 60.2% 78.7% 9.9%

*In millions of dollars.

Source: Columns 1, 6, and 7. Annual Reports of the company and Seltzer, op. cit.,
PpP- 252-255- Rcdempuons 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 1, pp. 77- 78

Columns 2 and 5. See expla.nauon, Exhibit 188, p. 79.

Douglas would have been restricted in six years — less than
half the time.?

1Since Nash paid out a large part of its net income after taxes as dxvndends 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
})cnod at the 407, rate of about $37 million, but as a result of the tax increase
om 129 to 407 its dividend paymcms would have been reduced by about $60
(Footnote continued on 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 409}, 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, emphasis must again be placed on the restrictive
assumptions on which the numerical computations of this chapter have
been 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 propeosition,
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
followmg reasons: : -

Assumption 1: That a corporate tax rate of 409, would be pazd in each
ear.
? The figure of 409, 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 the above
companies in the periods studied.

Assumption 2: That the full amount of the corporate tax would be borne
by the company and by its shareholders.
The reasons for this assumption are discussed on pages 7-8.

Assumption 3:  That the demand for the companies’ products would not
be aﬂected by the level of 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, consequently, the restrictive
effects of the tax tend to be understated.

On the other hand, increased 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. Ineffect, 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. This chapter points out some of the effects of high
corporate taxes which would have to be considered in making such a
comparison.

Assumptioni 4:  That the percentage rate of net income before taxes would
be the same as that actually shown 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 busmess
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 devclop-
. ment work and 1mproved techmqucs of production.

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 substantlal 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 better 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 possxble
the effect of adjustments extraneous to the purpose of these esti-
mates. Since the companies selected for study had ralatively small
amounts'of new 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 Funds -

Sumuary or CoxcLusiONS

" 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 earnings resulting from a
high corporate tax could have very serious repercussions on the
rate of business cxpansmn. - .

2. The question is therefore squarcly raised: To what extent
is outside capital available to growing enterprises? Two techniques
are employed in this chapter in an effort to answer this difficult,
but highly important, question. First, 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 justified, 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 compamcs are at a severe compctmve
dlsadvantage in comparison with large compames in
raising outside capital;

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

= much greater in times of business depressxon and market
pessumsm 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 1930’s.

‘4. Inso far as the flow of long-term funds to business is con-
cemed the following conclusions are reached:
_ (a) With the excepnon of retained earnings, which
" have been discussed in prccedmg chapters, the savings of
" individuals are the most important source of funds for
business growth.
~ (b) Large amounts of savings by individuals, poten-
tially available to finance business cxpansion, are con-
stantly accumulating in the economy both in good years
and in bad years.

(c) But since 1930 the flow of individual savmgs

- directly to growing enterprises has been sharply curtailed
‘and perhaps 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
the part of individual savers to hold equity securities.
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ExperIENCE oF CompaniEs SEERING OutsipE CAprTAL

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 credit 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 1939. Out of a total of 608 registered issues of unsea-
soned common stock, 224 reported no sales at all, and scarcely
more than 209, 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 reglstered 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 209, had
no sales at all and less than 609, of the amount rcglstered was
sold.!

The significance of these statistics is difficult to evaluate.
Possibly many or most of these unseasoned enterprises were
unworthy of financial support. It would seem, however, that
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-

Securities and Exchange Commission, Sales Record of Unseasoned Rzgulered
Securities, 1933-39 (Washington, The Commission, June, 1941), p. 10.
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panies. Their sales record probably was better than that of
unregistered issues sold locally.

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

~

In general, sales volume of umseasoned issues tended to
reflect activity in the new issue market, rising sharply in early

1936 and declining subsequently up to the middle of 1938.
'D:cramdsakswregmbomofumonedmhomu »

was affected by the wide fluctuations in registrations, with the
result that high sales ratios prevailed more in periods of low
registration volume than in periods of high sales volume. Upox
Siather axalysis it atpears that in periods of low gemeral capital market
actirily the registration of snseasomed issues with very wncertain sales
Prospects falls of wich particular sharpness.d (Italics added.)

In other words, unseasoned securities can be sold in sub-
stantial volume only in times of generally favorable market
conditions. The market for unseasoned securities is so thin
and so subject to the vagaries of the capital market that it drops
much more sharply in times of uncertainty and pessimism than
does the market for seasoned securities. Consider, for instance,
the fluctuations in the value of the common stock of the Pola-
roid Corporation, as shown in Exhibit 22. Relatively small
fluctuations in the general level of stock prices were accom-
panied by extreme fluctuations in the value of Polaraid stock.
Polaroid probably could not have issued new common stock
on favorable terms in 1041 and 1942, when general market
conditions were bad, in spite of its excellent growth prospects
and its rapidly improving earnings record. But there is no
guarantee that the need of small companies for additional
capital will customarily coincide with favorable market condi-
-tions. On the contrary, small companies are quite likely to be
in need of funds when general business conditions are unfavor-
able and the capital market is likely to be inactive.

No adequate data are available on unregistered capital
issues — primarily small, locally distributed issues. But the
virtually unanimous testimony of competent observers is that
the flow of funds to small companies was at a very low level

Mad., p- 2.
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during the 1930’s.1  For instance, less than 209, 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

Durmg the last half of the 1930’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 1936-1940 as in the mid-1920’s.
Moreover, new funds from security issues of large manufactur- .
"ing companies were as high in 1937 and 1938 as in the best
years of the 1920’s (excluding 1929).3 It is true that total
issues of new securities for the whole decade of the 1930’s were
much smaller than in the 1920’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. The big company

1John H. Cever, 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 Difficulties Submitted by Small Manufacturers
(Washington, Government Printing Office, 1935), p- 66. All manufacturers re-
porting had between 21 and 250 employees.

3See A. R. Koch, The Financing of Large Corporations, 1920-1939 (New York,
National Bureau of Economic Research, 1943), p. 103-
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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.1

Cost of Outside Capital

It is axiomatic that large, well-known companies 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 25:1,
the stock of a smaller, less well-known company with an es-
tablished earnings record probably will sell at a pnce-earmngs
ratio of from 7:1 to 15:1. -

The leading companies in an mdustry typlcally 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 estabhshed earnings records typically are less 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 more and more
important source of funds, the relative disadvantage of the
medium-size companies increases. These companies will also
have a more difficult time selling bonds or preferred stocks;
when they are able to issue senior securities, they will typlcally
have to pay a higher return than will the blue-chip companies.

1Delivered before the 27th Annual Convention of the National Association of
Securitics 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 phascs of the business cycle it is essentlally impossible
for the vast majonty 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 ferms 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 209, of the total amount
issued; for companies with assets of $10 million and more,
total costs ranged from 29, to 119, 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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Exuisit 23. Cost or FLoTaTION FOR CoMMON STock Issues EFFECTIVELY REGISTERED FOR SALE TO
THE PUBLIC UNDER THE SECURITIES ACT OF 1933, BY S1zE OF IssUER, 1938-1941

1938 1939 1940 1941

Costas a Costas a Cost as a Cost as a

Size of Issusr No. Percentage of No. Percentage of No. Percentage of No. Percentags of
(In millions) Issuss Amount Issues Amount Issues Amount Issuss Amount
Underwritten Issues .

Under $1 9 27.3% 11 22.9% 10 22.8%, [ 20.4%
$1-85 [ 20.0 9 19.% 19 15.9 i’ 19.9
$5-810 2 19.2 3 11.4 z 12.9 1 g 12.8
$10-850 . . 10.4 3 10.2
850-8100 . . 1 .1 .
$100-8200 ve e 1 8.3 e e
Over $200 o ves . ves . “eee . ves

Nonunderwritten Issues

Under $1 43 21.7% g6 24.1% g1 ng.q.% 7 19.1%
$1-85 20, 10 20.3 [} 16.58 2 n%.s
85-810 2 14. 2 10. 2 16.4 1 16.8
$10-850 o H 4. . .
$50-8100 o o 1 2.2 1 4.4
$100-8200 . T e e .o ves .
Over $200 . ves . s . e e ves

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

March, 1941), pp. 26, Aar-22, A45-46; SEC Statistical Series Release No. 372
(June 18, 1942), pp. 29-30. All data refer to issues proposed for sale by the issuer through investment ban

une 6, 1941), pp. Az

mn?; and Release No. 7135
ing facilities.
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Exmieir 24. Cost oF FLOTATION OF PREFERRED STOCK IssuEs EFFECTIVELY REGISTERED FOR SALE

TO THE PUBLIC UNDER THE SECURITIES ACT OF 1933, BY S1ZE OF ISSUER, 1938-1941

1938 1999 9 . 1941

Cost as a : " Costasa ) Cost as a Costas a
Size of Issuer No. Percentage of Percentage of No. Percentage of © No. Percentage of
(In millions) Issues Amount Amount Issues Amount Issues Amount

Underwritten Issues
Under $1
$1-85
$5-%10
$10-850
$50-8$100
$100-%200 .
Over $200
Nonunderwritten Issues
Under $1 2
$1-85 '
$5-810
$10-850
$50~8$100
$100-$200
Over $200

" Source: Securities and Exchange Commission, Cost of Flotation for Registered Securities, 1936-1939 (Washington, The Commission,
March, 1941), pp. 25, A19-20, A43-44; SEC Statistical Series Release No. 572 (June 6, 1941), pp. A21-22, and Release No. 715 (June
18, 1942), pp- 27-28. All data refer to issues proposed for sale by the issuer through investment banking facilities.
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Long- Term Funds

$200 million was about one-fourth the cost of similar issues for
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 to 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 important 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 ascribable 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
$50,000 to $100,000 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 companijes 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 s next to impossible for them to obtain capital
or credit where they ought to—viz., 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, established companies.
Small companies present far greater risks than entrenched
corporations. They can offer much less resistance to cyclical

1See Securities and Exchange Commission, Cost of Flotation of Registered Securities,
1938-1939 (Washington, The Commission, 1941).
° Eberstadt, op. cit.
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Exnieit 25. Cost oF FLoTATION OF UNDERWRITTEN BOND Issues EFFECTIVELY REGISTERED FOR
SALE To THE PuBLIC UNDER THE SECURITIES ACT OF 1933, BY SIZE OF ISSUER, 1938-1941

' 1938 1939 1940 1941
Cost as a Cost as a Cost as a Costas a
Size of Issuer No. Percentage of No. Percentage of No. Percentage of No. Percentage of
(In millions) Issues Amount Issues Amount Issuss " Amount Issues Amount
Under $1 . 4 8.89%, 4 g.s% I 11.5% X 7.3%
$1-85 4 5:5 9 -4 4 55 9 4.
$5-8%10 2 5.2 4 g.1 10 4.3 4 3.3
810~-850 11 8.5 15 3.0 ng 2.9 12 2.2
$50-8100 1 2.7 15 2.6 1 2.5 10 2.0
$100-8200 9 . 2.7 7 2.8 7 2.2 5 2.5
Over §200 . 13 2.3 11 2. 14 2.1 14 Q.

Source: Securities and Exchange Commission, Cost of Flotation for Registered Securities, 1936-1939 (Washington, The Commission,

March, 1941), pp. 23-25, A17-18, A41-43; SEC Statistical Series Release No. 572 (June 6, 1941), pp. A1g-20, and Release No. 71
(June 18, 1942£ pp- 25-26. All data refer to issues proposed for sale by the issuer through investment banking facilities. The sma)
number of bond issues not underwritten prevents significant comparisons of costs by size of issuer for these issues.
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Long-Term Funds N

fluctuations, and their continued success is often bound up with
the life and vigor of individual 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-
tons.

Frow oF LonNG-TErM .Funps 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.

Savings of Individuals

The savings of individuals constitute the principal external
source of long-term capital available to growing enterprises.
Some of these savings are invested directly in growing enter-
prises by the individual savers themselves. Others are chan-
neled to business enterprises through various financial and
savings 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:

(1) 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
growing enterprises; and

(3) The extent to which the savings originally invested in’
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ExmiBrr 26. NET SAYINGS oF Inprvipuars, UNINCOR-
PORATED BUsINEssEs AND CORPORATIONS 1919-1938
(Five-year totals in billions of dollars)

(n . @ €)] 9 (8 (6) (7)
. Net Savings (r)asa (3)asa
Net Savings  of Unin- Net Sav- Total Non- Percent-  Percent-’

0 corporated Sum of (1) ingsof gov't Net age o, age g
Years  Individuals Businesses and (2)  Corps. - Savings g(5)f é) /

191923 $20.1 $8.8 8289 $ 5.1 $34.0 59.1% 85.0%

192428 18.6 6.6 25.2 5.0 30.2 61.6 83.4
192033 . 21.4 —7.4 14.0 —11.1 2.9 737.9  482.8
193438  23.2 +1.7 24.9 - 8.2 16.7 138.9 149.1

" 'Source: Simon S. Kuznets, National Income and Its Composition, 1919-1948 (New
York National Bureau of Economic Research, 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 of inventories and capital assets. See ibid.,
PP- 410-413. 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 grawing enterprises.

v

Volume of Individual Savings. The volume of individual savings
is consistently very large.! 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 609, of all savings made outside of government during
the 1920’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

tIndividual 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 g1 (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 savings! appear
to represent about as large a percentage of total nongovern-
mental savings now as in the 1920’s. Coa
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,? 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--
'Subsequently 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 of Com-
merce. :

3Cf. footnote 2, page 106 below.
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ties by individuals may be used as an index of their willingness
to invest in business generally. Even though these data are
necessarily subject to rather wide margins of error,! 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,? 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

1The series is a residual, obtained by subtracting the estimated net changes in
security holdings of domestic ‘‘nonindividuals’’ and foreigners from the net ge
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 Commercial &
Financial Chronicle. Cf. R. W. Goldsmith and Walter Salant, ‘*Volume and Com-
ponents of Savings in the United States, 1933-1937,”” in Income and Wealth, (New

+ York, National Bureau of Economic Research, 1939), Vol. IIl, especially pp.

256-273; Securities and Exchange Commission. Volume and Components of Savings in
the United States, 1933-1940, Special Studies No. 11; and footnote 2, page 106 below.

*The 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 savings invested in corporate securities.

3Increased individual holdings of corporate securities might 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 assets 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 arc 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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Exmsrr 27. Issues oF DoMEstic CORPORATE SECURITIES

(In billions of dollars)
Issues for New Capital ‘
(Commercial & Financial Chronicle)
Total Issues Productive Issues*
(Commercial & Bonds and Equity (Moody’s Investors®
Years Financial Total Notes Securities - Service) .
Chronicle) )
1919 $2.7 $2.2 $0.8 $1.4 t
1920 2.8 2.6 1.6 1.0 1
1921 2.3 1.7 1.4 0.3 ~ $o0.9
1922 2.9 ‘2.2 1.6 0.6 1.3
1923 3.2 2.6 2.0 0.6 1.6
1924 3.5 3.0 2.2 0.8 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 8.0 2.1 5.9 1.8
1930 5.0 4.5 3.0 1.5 1.9 -
1931 2.4 1.5 S 1.2 0.3 0.8
1932 0.6 0.3 0.3 t 0.2
1933 0.4 0.2 b4 o.1 0.1
1934 0.5 0.2 0.1 . < 0.1
1935 2.3 0.4 0.3 0.1 0.1
1936 4.6 1.2 0.8 - 0.4 0.4
1937 2.4 1.2 0.8 0.4 0.6
1938 2.1 0.9 0.8 0.1 0.4
1939 2.1 0.4 0.3 0.1 0.2
1940 2.8 0.7 - 0.6 0.1 0.5
1941 2.6 I.1 0.9 0.2 0.7

*Moody’s *‘productive issues’ reducts the Chronicle’s “ncw capital’’ series
mainly to exclude issues of investment trusts, holding companies, and operating

compama financing purchasu of other securmes and existing assets. Since 1931, -

issues for ‘‘working capital’’ are excluded.
tData not available.
+Less than $50,000,000.

Source: Taken from Survey of Current Business, 1942 Supplement, p. 81, and Banking
and Monetary Statistics, Federal Reserve Board, November, 1943, p. 487.

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 1940, funds withdrawn by individuals from
" investments in corporate securities exceeded the flow of new
-funds into these securities, apparently by more than $3 billion.2
This estimate 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 $30 billion during the
years 1934-1940. 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

1The total of all securities held by individuals is estimated by the Securities and
Exchange Commission to have declined by about $4 billion over this period.
(SEC, Volume and Components 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, $3 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.

*The 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 of the 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. 111,
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 the 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 was less than
$125 million — a very small percentage of the apparent liquida-
tion of corporate securities by individuals.! - :

A related explanation is perhaps of more importance. Large
amounts of corporate bonds were refunded during the 1930,
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. 7

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 alomne, |
average yields on corporate bonds fell by nearly two full per- -
centage points, or by about one-third of their former level.
Moreover, 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
$1.7 billion.3 )

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.

:Cf. pp. 113-116.

3Securities and Exchange Commission, Selected Statistics on Security and on Ex-
change Markets, Part I, New Issue and Retirements of Securities, May 12, 1939, .
p. A-3; Part 11, Changes in Ownership of Outstanding Securities, May 15, 1939,
p- 19. This figure represents the difference between cost of purchases and pro-
ceeds from sale of domestic corporate bonds and notes by domestic ‘‘noninstitu-
tional investors,” which include individuals, unincorporated firms, trust funds
under the administration of banks and trust companies, nonprofit organizations,
closed banks, nonfinancial corporations, and building and loan associations. The
figure is obviously only an approximation to the changed holdings of individuals _

(Footnote continued on mext page)

[107]



Effect of Federal Taxes on Growing Enterprises

- Exmsrr 28. CoMPARATIVE YIELDs ON BonDs AND Stocks,

1929-1941
Bonds Stocks

U. S. Indus-  Corporate 200 Common 125 Indus-
Year Treasury  trials Average Aaa Baa Stocks '?n'al.r
1929 3.60% 5.31% 5.21% 4.73% 5.9% 3.5% 4.9%
1930.  38.29 5.25 5.09 4.55 5.90 3-6 4.9
1931 38.34 6.08 5.81 4.58 7.62 .2 6.4
1932 3.68. 6.71 6.87 5.01 9.30 7.4 7.3
1933 3.31 5-34 5.89 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 35
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
1938 2.56 3.50 4.19 3.19 5.80 4.4 3.9
1939 2.36 3.30 3-77 3.ol.  4.96 4.2 3-9
1940 2.2t 3.10 3-55 2.84 4.75 5-3 5-3
1941 1.95 2.95 3.34 2.7% 4.33 6.2 6.3

Sources: Yields on U. S. Treasury Bonds compiled by the U. S. Tr
Department; all other yields compiled by Moody’s Investors’ Service. Data taken
from Survey of Current Business, 1942 Supplement, 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 1934 and 1936 were the result of a rapid recovery
of stock 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.) Inspite 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 $300 million, excluding price changes.1
and uninc 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 $500
million. (Part II, p. 19, note 18; Part I, p. 11, note 26.)

1Ibid., Part I, p. A-1; Part II, p. 20. The figure represents the estimated differ-
ence between cost 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. 106 above must
be made.
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ExuiBit 29. CoRPORATE Prorrrs, CasH DIviDENDS, AND Stock PRices, 1933-1937

Corporate Profits afier Taxes Cash Dividends Stock Prices
629 Average Price
Indus- All Total Annual All Shares
trials Nonfinancial Payments at Dividend Rate Listed on New
(monthly Corporations  All Manu~  Current Rates Per Share York Stock Ex- Average Price
average)  All Corpo-  Percentage of  facturing  6oo Comy fame: 492 change Dec. g1, g0 Industrials
Year  (Inmillions)  rations nst worth  Corporations  (In millions) Companm Industrials 1942 = ro0
, (1) (2) (3) (4 (5) . (® 4] ®) (9)
1933 $ 88 —-0.81%, -0.09% 0.68%, $1,008 $1.09 $0.48 $45.8 883. 7g
1934 154 1.92 1.88 g.01 1,108 1.20 0.95 52.5 . .
1935 251 3.42 8.29 5.68 1,215 x.gg 1.14 . 57.9 120.00
1936 886 4.83 5.24 7.-94 1,493 I. 1.52 79.8 162.22
1937 423 4.60 5.02 7-40 1,943 2.10 2.10 771 166.3

Sources: Columns 2, 3, 4: W, L. Crum, Corporate Size and Earning Power (Cambridge, Harvard University Press, 1939), pp- 19,
246 . Figures for 19837 eBstlmatcd by Mr. Crum’s methods. Data for all other columns are taken from Survey of Current Business, 1942
upplement, pp. 73, 84, 85.
MColumn 1 compiled by Board of Governors, Federal Reserve System.
Columns s, 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.

spun.J waa J -3uoy



[o11]

ExHiBiT 30. COMPOSITION OF SAVINGS OF INDIVIDUALS IN THE UNITED STATES, 1934-1940
(In billions of dollars) : )

!

Total
193¢ 1935 1936 1937 1938 1939 1940 19341940
Currency and Bank . :

Deposits C+82.4 +8$2.6 +83.9 +%0.3 +80.2 +82.0 +83.0 +814.4
Saving and Loan : *

Associations -0.3 -0.2 -0.2 “+o0.1 0.0 +0.1 +40.2 - 0.§"
Private Insurance +1.2 +1.6 +1.9 +1.4 . +1.4 +1.8 +1.7 411.0
Government Insurance +40.2 +40.2 +40.4 +1.5 +1.1 +1.1 +1.2 + g.q

Total Insurance +1.4 +1.8 +2.3 +2.9 +2.5 +2.9 +2.9 +16.7
Securities ‘ . :
Change in Holdings —0.4 —~2.3 +0.1 ' -+o0.4 " =-0.8 -0.8 —-0.4 - 4.2
Change in Borrowing . '
on Securities -0.5 0.0 +o0.1 -0.5 -0.1 -0.2 —-0.2 - 1.4
Change in Individuals’ ’
Equity +o.1 —-2.3 0.0 +o0.9 -0.7 -0.6 —0.2 — 2.8
Nonfarm Dwellings -0.5 +40.1 +1.1 +1.1 +1.0 | +<1.2 +1.7 + 5.7
Liquidation of Debt, n.e.c. -0.2 —0.3 -0.7 —0.4 +o. —0.3 -1.1 . - 2.7
Total Savings +2.9 +1.7 +6.4 +4.9 +3.3 +5.3 +6.5 +3t1.0

Sources: For 1933-1939 from SEC, Volume and Components of Saving in the U. S., 1933-40. Special Studies No. 11, July, 1941, table 1;
Private Insurance 1s taken from studies in Incoms and Wealth, Volume 111, National Bureau of Economic Resecarch, Part IV, ‘‘Volume
and Components of Saving in the U. S., 1933-37"" by R. W. Goldsmith and Walter Salant, table 3, p. 252. Private Insurance for
1938 and 1939 is estimated on the basis of the previous two sources. Data for 1940 is taken from SEC Statistical Series Release No.
741, June 25, 1944. In its published tabulations the SEC includes items for savings in consumers’ durable goods (automobiles, etc.)
which are omitted in the above table since these items may, for our purposes at least, be more properly considered consumption expen-
ditures. The SEC estimates are systematically lower than Kuznets’, however, due in large part to an apparent understatement of the
liquidation of debt. (See Kuznets, op. cit., pp. 301-304, and Income and Wealth, Vol. 111, pp. 301-304, 311-315.) In spite of this, and
oaxcr deficiencies, the SEC tabulations throw valuable light on the changing form in which individual savings are being held.
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Long-Term Funds

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 account for these facts. °

A decreased willingness to bear risks is reflected by the ways
in which individual savers were actually holding their savings
in the 1930’s as well as by their refusal, as a class, to invest in
corporate securities. As Exhibit 30 shows, during the middle
and late 1930’s unspent income was put increasingly in safe
forms — currency, insured bank deposits, and life insurance.l-
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 809, 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 g1 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. Approximately
$55 billion of these savings has gone into war bonds, govern-
ment insurance, and other government securities. But the
remaining $70 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 $7o 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.

1Savings of individuals committed to life insurance are measured by the change
in policyholders’ net equity—i.c., the increase in total assets minus capital ob-
tained from nonpolicyholders minus policy loans and notes. (Income and Wealth,
p- 251). New insurance written fell off somewhat during the 1930’s, but total
rrcmigm collections generally continued to increase. Premium notes and policy

oans increased continuously from 1921 through 1932 and then declined mod-

eratdy_in every year on through rg41. (National Industrial Conference Board,
Economic Almanac for 1940, p. 148; Spectator Insurance Yearbook, 1942, pp. 138-139 A.)
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Effect of Federal Taxes on Growing Enterprises

Exnmisir 31. CoMPOSITION' OF SAVINGS OF INDIVIDUALS IN
THE UNITED STATES, 1941-1944
(In billions of dollars)
Total
. logr 1942 1943 1944 19411944
Currency & Bank Deposits +84.9 +8:11.4 +815.3 +817.0 +848.6
’

Savings & Loan Assns. +0.4 -+ 0.3 -+ 0.6 + 0.9 + 2.2
Private Insurance 42.1 4 2. + 3.1 4+ 3. +11.0
* Governmeént Insurance . 418 4 2.2 + 3.8 + 32 +12.4
Total Insurance +3.9 4+ 49 + 6.9 + 7.7 +23.4
Secull‘iltiw‘ S
a. U. S. Savings Bon 4+2.8 4 8.0 +4r11.x  +I11.8 +33.
. b. Other U. S. Gov'ts +0.8 4+ 1.9 + 2.7 + 3.7 +33.Z
c. State & Local Gov'ts —0.2 — 0.1 +4 0.2 — o.1 - 0.2
d. Corporate & Other . =-0.5 + 0.3 —o0.2 — 0.6 - 1.0
e. Toml - +2.9 +r10.x . +13.8 +14.8 +41.6
Nonfarm Dwellings ’ -
‘a. Purchasest +3.0 4+ 1.6 4 1.0 + 0.8 + 6.4
b. Change in Debt - 40.9 . 4+ 0.1 — 0.3 0.0 + 0.7
K §amg (a. minus b.) +2.1 4+'1.5 <4+ 1.3 + 0.8 + 5.7
_ Liquidation of Debt n.e.c.} —0.6 4+ 2.9 <4+ 1.0 - 0.3 + 3.0
Total§ - +8$13.6 +831.1 +838.9 +840.9 +8124.5

*Does not include net purchases by brokers and dealers or by other individuals
financed by bank loans,

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

1Largely 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
lp;ertain; viz: saving in savings and loan associations, insurance, securities, and
omes.
§All figures are rounded and will not 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 bonds 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 inertia on the part of individual savers may be an im-

11t should perhaps be repeated that the nature of the available data requires
that unincorporated businesses be grouped with private individuals.
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Long-Term Funds

portant factor.! But inertia cannot account for the marked
increase in the importance of life insurance as an outlet for
individual savings or for the failure of individuals to increase -
their investments in corporate securities. These developments
appear to point to a large and deliberate shift in the investment
policies of individual savers. This shift, it would seem, can best
be described as a flight from risk or a growing desire for se-
curity.2 Itis clear that unless and until willingness on the part
of individuals generally to assume the risks of ownership is
revived, business as a whole cannot rely to an important extent
on sales of securities direct to individual savers to finance its
expansion.

Investment Policies of Financial and Savings Institutions

The full effects of the increasing flow of individual savings
to financial and savings institutions, and away from corporate-
securities, can be appraised only after the investment policies
of these institutions are examined. If these institutions channel
the funds under their control to growing enterprises, the
potentially serious effect of the unwillingness of individual 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
savings. Life insurance companies typically maintain highly
conservative investment portfolios. Their conservatism arises

"Traditioaal explanations of ““kquidity preference”” in terms of holding funds for
later transactions and calculated decisions 10 avoid risk generally overlook the fact
that funds saved will initially be held as currency or bank deposits and that in many
cases a further decision will be required to invest the funds in other assets. Sizable
volumes of deposits may accumulate because the further decisions are never

*Because of the different meanings sometimes attached to the phrase,
'kk,h:hmﬂpahapbemxulthatuhactmdthhp;:um&nﬁfg;ﬁ:
shift from owning assets in which the risk of loss is relatively high to the ownership

B -
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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 2.29} of
" admitted assets, in 1932 to $4,646 million, or 18.29 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 2.89, of admitted assets, in 1938. Put another way,
» purchases of government bonds accounted for 64.99, and
additional holdings of cash for another 6.39, 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 28.19, to 30.49, 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

1This is in sharp contrast to the actual decline in holdings of U. S. governments
of $316 million between 1925 and 1929 when admitted assets were jumping from
$10,668 to $16,002 million. All data refer to 49 largest legal reserve companies
holding more than 909, of the admitted assets of all United States legal

reserve companies. Proceedings of the 34th Annual Convention of the Association
of Life Insurance Presidents, December 11-12, 1941, pp. 115-117.
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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- -

viduals ha\ e been largely offset by the increased holdings of life
insurance companies. In the late 1930 s corporahons floating
bond issues acquired individual savings by way of life insurance
companies rather than directly. - But equity money was trans-
mitted to the cap1ta1 market to a much smaller extent. In-
surance companies, like individual savers, have shown less
willingness 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 conservative 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 funds in.
lots of less than $100,000

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 .

r

the 1930’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 eqmty
capital to business enterprises. Much the same restrictions

apply to savings 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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1 .
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 Funps SuppLIED BY OTHER INDUSTRIAL COMPANIES

Long-term funds are often supphed 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
ma_]onty 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 Medium-Term Funds

Summary oF CONCLUSIONS

1. Whereas short-term and medium-term credit appears to
have been readily available to most large companies during the
1930’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-
merdal banks, loans from various intermediate credit agencies,
advances of trade creditors, and loans from government
agencies.

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.

4. These difficulties of borrowing from commercial banks
have been panly offset by growing use of specialized techniques
of credit extension and increasing dependence on mtermedlate
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,
however, 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 developed so rapidly during the 1930’s have 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 rroM CoMMERcIAL Banks

The Commercial Loan

_ The great bulk of bank credit avallable to business firms
has 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 1920’s while all member banks appear
* to have been supplying over $11 billion of short-term credit to
business firms in these years.!

From the mid-1920’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 g2 and g3 show, commercial loans failed to respond
- to the expanding output and incomes of the 1920’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 manu-

1Adéquate data are not available for the commercial loans of all commercial

’Fm.' data on the relative decline of commercial loans for large and small cor-
porations and for different industries see Koch, The Financing of Large Corporations,
1920-1939, PP- 5, 65-71, and C. L. Merwin, I'mam:mg Small Corporations in Five
Manufacturing Industries, 1926-1936 (New York, National Bureau of Economic
Research, 1942), pp. 4, 65-71- ’
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Exumrr 32. ComMErRcIAL Loaws, NATIONAL INCOME, AND
InpusTRIAL PrODUCTION, 1921-1939

’ Index of Industrial

Commercial Loans® Net National Incomet Production}.
Year (In mdlwm) (In billions) (2935-1929 = 100)
1921 $9,025 $59.4 56
1922 7,969 60.7 74
1923 8,372 71.6 86
1924 8,338 72.1 81
1925 8,376 76.0 . 9o
1926 8,656 - 81.6 95
1927 8,455 80.1 94
1928 8,745 81.7 .99 .
1929 7,909 87.2 110
1930 7,590 77-3 90
1931 ) 6,788 60.3 75;
1932 5,150 42.9 5
1933 3,826 42.2 68
1934 3,666 49-5 74
1935 3,735 54-4 87
1936 4,073 b2.9 104
1937 4,928 70-5 113
1938 4,776 65.5 87
1939 4,096 70.2 108

*Loans *‘commercial in form’” of all national banks. Data in Annual Reports of
the Comptroller of Currency were reclassified by Pearson Hunt in Portfolio Policies of
Commercial Barks in the United States, 1920-1939, (Harvard Business School, Division
of Research, Business Research Studies No. 24, 1940).

tSimon S. Kuznets, National Income and its Composition, 1919-1938. (New York,
National Bureau of Economic Research, 1941), Vol. I, Table 1, p. 137.

$Compiled by the Division of Rcsarch and Stzmuu, Board of Governors of
the F ederal Reserve System, chorwd in Survey of Current Bu.rmm', 1942 Supplement,

§F.mmated.

facturing concerns occurred in the early 1920’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.!

The decline in the relative importance of bank borrowing
for large firms 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-

1See Koch, op. at., pp S» 65-71, and C. L. Merwin, Financial Characteristics of
American Manufacturing Corporations, TNEC Monograph No. 1 5, Pp- 77-83-
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Short-Term and Medium-Term Funds

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.!

For small companies, however, the reasons 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 1930’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 g4 shows, over 309, of the companies with assets of less
than $50,000 reported credit difficulties, while only about 39,
of the companies with assets in excess of $1 million reported
credit difficulties.?

1The evidence supporting these statements is summarized in J. Brooke Willis,
The {'wtiom of the Commercial Banking System (New York, King’s Crown Press,
1943), pp. 114-121.

1For a more detailed analysis sec Merwin, Financing Small Corporations, pp. 65-79.

L. H. Kimmel, The Availability of Bank Credit, 1933-1938 (New York, National
Industrial Conference Board, 1939), p. 65.
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Exumsrr 34. PrororTION OF CONCERNS DEPENDENT ON
Banks waicH ReporTED Creprr DrFricurty
v NICB Survey, 1933-1938

6 (2)
‘ . Concerns @)
L Concerns Reporting
~ Amount of Capital Dependent Credit . (2) as
Employed on Banks Difficulty  Percentage of (1)
Under $50,000 162 49 30.2%,
$50,001 ~ $500,000 532 46 14.3
$500,001 — $1,000,000 107 1t 10.3
Over $1,000,000 444 14 3.2
Unclassifiable . b2 4 6.5
Total 1,307 154 11.8%,

Source: L. H. Kimmel, The Availability of Bank Credit, 1933-38 (New York
Natxonal Industrial Gonference Board, 1939), p. 65.

A survey of small firms by the Department of Commerce in
1935 confirms this relationship. Over 509, of firms with from
21 to 50 employees reported difficulties in obtaining bank
credit; slightly less than 409, of firms with from 101 to 250

“employees reported similar difficulties.! Similar results were
reported by C. O. 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

3Survey of Reports of Credit and Capital Difficulties Submitted by Small Manufacturers
(Washington, Government Printing Office, 1935), p- 29

:C. O. Hardy and Jacob Viner, Report on the Avazlab:lt{y of Bank Credit in the
Seventh Federal Reserve District (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 2:1, 389, had Dun
and Bradstreet credit ratings of “high” and another 269, were
rated “good.” On the basis of this evidence the Department
of Commerce study concluded: “almost two-thirds of these
firms might 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.”* 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 Exhibits 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.3 ' ' :

Tue 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 1 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

Op. cit., p. 3.

*Hardy and Viner, op. cit., p. vi.

3n 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 also reflect the fact that the expenses of investigating small firms, in working

out demils.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
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Exmsir 35. AVERAGE SizE OF COMMERCIAL LOANS AT
MEeMBER BANKS, BY AsSET Size oF BoRROWER

Asset Size . Average

of Borrower Size of Loan
Under $50,000 $ 3,200
$50,000 to $500,000 . 12,600
$500,000 to $5,000,000 . 47,200
Over $5,000,000 227,300

. Source: *‘Survey of Commercial Loans of Member Banks,’’ Federal Reserve
Bulletin, September, 1942, p. 886. The survey covered $2.2 billion of new and
renewal loans of 5,362 member banks during the period April 16-May 15, 1942,
inclusive. These banks hcld 98% of the commercial loans of all member banks.

Exmsrr 36.© AVERAGE S1zE oF COMMERCIAL LoANs MADE AT
DrrrereNT RATES BY GROUPS OF BANKS, SEPTEMBER, 1938

Average Size of Loan by Location of Bank

Interest New Seven Northern and Eleven Southern and
Rate Charged* York City Eastern Cities Western Cities
1—2%, $88,000 $180,000 $65,000
2—3% 54,000 26,000 ) 24,000
3—4% 21,000 22,000 19,000
4—5% 18,000 13,000 10,000
§—69%, 5,000 6,000 6,000
—7% 3,000 2,000 3,000

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

SoURCE: Federal Reserve Bulletin, January, 1939, p. 18. The survey covered $200
million of new commercial loans made in the period September 1-15, 1938, by
banks having $3 billion of commercial loans outstanding on September 14. This
is more than three-quarters of such loans held by all weckly 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.?

In spite of the growing popularity of term loans, banks have
restricted these loans almost entirely to large and medium-size
firms. As Exhibit g7 shows, through 1940 companies with
assets exceeding $1 million have received nearly two-thirds of
all term loans in number and about 959, in amount. More
than one-half of this credit went to companies with assets of
over $50 million, Firms with assets of less than $100,000, on
the other hand, were hardly touched.

IN. H. Jacoby and R. J. Saulnier, Term Lending to Business (New York, National

Bureau of Economic Raearch 1942.) See, however, “Survey of Commercial
Loans of Member Banks,’ > Federal Reserve Bulletin, September, 1942.
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Although compames of all sizes needed medium-term cred1t
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

‘!

Exumsrr 37. TerM Loans oF CoMMERCIAL BANKS BY ASsET
S1ze or BORROWERS, JUNE, 1941

Total Assets of Percentage Percentage o -
Borrower of Number Aggregate Am
(In thousands) of Loans Made of Loans Mads
Under 8100 - : 11.8 0.4
$100 - 81,000 23.0 3.7
$1,000 — $10,000 . 28.8 17.1
$10,000 ~ $50,000 ’ . 15.8 22.3
$50,000 — $100,000 5.5 13.2
Over $100,000 12.0 40.0
Unclassified 3.1 3.3
Total 100.0 _100.0

Souncn 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 Lending to Business
(New York, National Bureau of Economic Research, 1942), p. 151.

sample of 1,800 credit applications turned down by commercial
banks, Hardy and Viner found that 609, of these applications
were for working capital advances intended to finance a con- -
tinuing series of transactions. Less than 259, 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 dlsadva.ntage in acquiring short-
term and medium-term credit from banks,
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INTERMEDIATE CREDIT AGENCIES

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
borrowing on field warchouse receipts, to purchase equipment
by obtaining installment loans, and to turn over their receiv-
ables more quickly by selling them or borrowing 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 borrowing
from industrial banking companies and regulated small loan
companies amounted to $35 million ir 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.”?

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 359, to 40%,.2

TrADE CREDIT

Trade credit, shown on the balance sheet as “accounts pay-
able,” was the most important source of current credit in all
industrial divisions just before the war. Accounts payable
were more than two and one-half times as large as short-term

1. S. Senate, Hearing before a Subcommittee of the Committee oa Banking
and Currency, 76th Congress, 1st Session, oa a bill to provide insurance of loans
to business, June 21, 1939, pp- 291-293- .

2See the credif charges quoted in the various volumes published by the Financial
Research Program of the National Bureau of Economic Research, and John Cover
a7.6a1., Problems of Small Business, TNEC Monograph No. 17, pp- 219-222, 270274,
276.
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bank loans in manufacturing, wholesaling, and retailing estab-
lishments.? ‘
. Small firms on the average depend much more on tradé
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 declining
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.3

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 trade
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 PusLic 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;

tCarl Kaysen, Industrial and C cial Debt—A Balance Sheet Analysis, 1939,
prepared by The Financial Research Program, National Bureau of Economic
Research, ms., 1942, and Cover, ibid., p. 275.

*Kaysen, 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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ExumBir 38. Loans oF THE ReconstrucTiION FINANCE
CorroraTION TO BUsiNEss ENTERPRISES,* EXcLUDING
Apvances To A IN NATIONAL DEFENSE, 1934-1941

(In thousands of dollars)
. Amount
Amount Amount Ouistanding
Year Authorized Disbursed as of December 31
1934 $ 48.454% $12,102¢ $11,784
- 1935 72,746 36,577 45412
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 28,408 121,268
1941 36,825 32,316 109,519
Total $483,421 . 8271,847

*Includes loans and participations 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.

$Total 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 1934-1941
did the Reconstruction Finance Corporation disburse more
than $55 million to business firms, and the total amount
of its loans outstanding 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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Exuerr 39. LoOANS AUTHORIZED BY THE RECONSTRUCTION
Frnance CORPORATION TO BusiNEss ENTERPRISES FROM FEB+
RUARY 2, 1932, TO DECEMBER 31, 1941, INCLUSIVE, BY SIZE OF
Loans,* ExcLupIne Loans MapE FOR NATIONAL
DEFENsE PURPOSES

" Percentage Amount Percentage of

9 Authorized by Total
Number of  Total RFC Amount
Size of Loans Loans Number (In thousands) Authorized
$5,000 and under 3,704 37.6% $ 8,616 1.8%
$5,001 - $10,000 1,557 15.8 12,505 2.6
$10,001 — $25,000 1,892 19.2 34,006 7-0
$25,001 — $50,000 1,105 1.2 43,291 9.0
$50,001 ~ $100,000 797 8.1 62,402 12.9
$100,001 — $200,000 422 4.3 63,332 13.1
$200,001 — $500,000 280 2.8 89,556 18.5
$500,001 ~ $1,000,000 63 0.6 46,705 9.7
Over $1,000,000 44 0.4 123,007 25.4
Total . 9,864 100.0 $483,421 100.0

*Includes loans and participations and agreements to purchase participations
under Section 5d of the Reconstruction Finance Corporation Act, as amended;
loamtoborrowcrscngagedmthcﬁshmgmdusu'yundetSecuonsofthesameact,
as amended; and loans to business enterprises through mortgage loan companies
andbanksunderSecuonsofthesachctasamcnded. The latter two classes of
authorization account for $17,399,475. Of the $483 million authorized as shown
above, $271 million was actually disbursed. The total amount outstanding as of

31, 1941, was $110 million.

Source: Report of the Reconstruction Finance Corporation, Fourth Quarter,

1941, pp- 7, 64.

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 withdrew 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 Reserve Banks

The Glass-Steagall Banking Act authorized the Federal
Reserve Banks to lend money directly to business firms unable
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ExmiBIT 40. INDUSTRIAL LOANS OF THE FEDERAL RESERVE
Bangs, 1934-1941

(In thousands of dollars)
L. Amounts O
Applications Approved - (end of year)
Aggregate  Average
Year Number Amount Amount  Direct Loans Participations Commitments
1934 984 $49634 850.4 313,589 81,296 $8,225
1935 1,009 74,859 74-2 32,493 8,778 27,649
1936 287 15,336 53.4 25,526 7,208 20,959
1937 126 11,158 88.6 20,216 7,238 12,780
1938 247 24,026 97-3 17,345 12,722 14,161
1939 128 13,209 103-2 13,683 10,981 9,220
1940 127 24,288 191.2 9,152 6,386 5,226
1941 294 67,350  =229.1 10,337 19,600 14,597

Total 3,202 $279,860
Sourck: Federal Reserve Bulletin, January, 1945, p- 43.

to obtain credit for working capital purposes elsewhere on a
reasonable basis. As 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 $32 million of loans were
outstanding, but this amount thereafter declined to $10 million
by the end of 1941.
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CHAPTER IX

Implications for Postwar Fiscal Policy -

The principal conclusions of this book, if sound, have im-
portant implications for much recent ﬁsca.l analysis. They
cmphasme 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 1930’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 achwty
in the 1930’s.
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Both of these views ignore serious imperfections in the capital
market. In reality, the fact that substantial amounts of new
savmgs were being accumulated by individuals during the
1930’s is perfectly consistent with a crippling shortage of capxtal
for a great many investment undertakings. Savings do not
flow more or less automatically to the places where they are
needed to finance business expansion. Indeed, the savings
habits of individuals and the investment policies of many
financial institutions frequently prevent these savings from
satisfying the capital requirements of firms in need of funds for
employment-creating investments.

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 private investment for
the tremendous volume of savings which it accumulates at high
levels of business activity and national income? (2) Will new
developments and growing enterprises be able to acquire
venture capital on acceptable terms? Unless both of these
questions can be answered affirmatively, the outlook is dark
for postwar prosperity financed primarily by private enterprise.

It would be relatively easy to design a tax system that would
increase the attractiveness of investments in risky undertakings
or that would hold savings within reasonable bounds. But the
extraordinarily difficult task confronting postwar tax planners
is the necessity of achieving both of these objectives simultane-
ously — and at the same time of fulfilling the other require-
ments of a good tax structure. The difficulty of this task will
be magnified if individual investors continue to display an
aversion to assuming the risks of business ownership.

Temporarily, these problems may be eased by the tremendous

_amounts of liquid funds accumulated by individuals and bus-
iness firms during the war — provided that these funds are not
dissipated by price rises and reconversion difficulties. Likewise,
declining rates of interest on relatively riskless investments may
induce many individuals to assume greater risks in an effort to
maintain what they regard as a necessary income from their
investments. No one can evaluate the power of these influences
at the present time.

But one thing does appear clear. They offer little hope for a
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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 $100,000 — or
perhaps even of somewhat larger amounts.! 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. When 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. The basic
Sfinancial need of small business ts the ability 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 untl 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 209, on incomes of less
than $100,000. But the postwar corporate rate may have to be
as high as 409, conceivably even higher, to meet postwar
revenue needs. Suppose that the over-all corporate rate is set
at 409, but that the first $100,000 is taxed at only 20%,. The
net loss in revenue from such a tax would be less than 159 of -
the yield of a flat-rate 409, tax.2 In other words, the concen-

1Seg, for instance, the recent statement to this effect by the Small Business Com-
;it::uof the Investment Bankers Association of America, entitled Capital for Small
bum'agmmma«cﬁ:pmn;mwmhawmmrdaﬁvgm
that the revemse vield of the abave plan would be 127 to 17557 b than the

Yield of a flat-rate 409, tax, with a marked tendency for the relative loss of revenue
(Footnote continued on next 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 be 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 repressive 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 409, tax
with an exemption of the first $25,000 of income showed revenue losses ranging
from 13% (in good years) to 19%, 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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INTRODUCTORY STATEMENT

Part I1 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 Company*

Tue 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 $21,000. 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.

ExpErRIENCE OF MR. CLARKSON PrIOR TO FORMATION OF
CrArksON ManuracTuriNG 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 turn, undertook the actual manufacture of the trays.
The first trays produced were sold by Mr. Clarkson directly to
department stores.

After 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 $280,000. For one reason, Mr.
Clarkson had negotiated a contract with a manufacturer of
household electrical appliances under which this company
agreed to purchase his entire output during the remainder of
the year.

The Illinois company objected to paying the full 59, 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
$4,000 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 $17,000. The Clarkson Manufacturing Company was
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Exmbprr 41. CrarksoN ManvracTurg CompANy:
CoMPARATIVE STATEMENT OF ProFIT AND Loss

Fiscal Year Ended April 1, 1938, to
March 31, 1938 December 16, 1938

Net Sales $255,999 $251,695

Less: Cost of goods sold 190,295 189,138
Selling and administrative

expenses 49,587 - 40,805

Operating profit 16,117 21,752

Plus: Other income 1,393

Less: Other expenses 303 41X

Net income before Federal income tax 15,814 22,734
Less: Provision for Federal in-

come tax 1,900 3,226

Net income after Federal income tax 13,914 19,508

Souvrce: Company records and audit statements.

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 collateral to the ap-
pliance manufacturer. The appliance manufacturer then
loaned another $15,000 directly to the newly formed corpora-
tion to provide its immediate working capital requirements.

FinancaL PosrrioN or 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 Mr. 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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Exmrr 42, CLARRSON MANUFACTURING CoMPANY:
Barance SHEeT, NOVEMBER 30, 1938

Current Assets

Cash $ 50

Accounts receivable 1 3,332

Inventories : 7,523

Total Current Assets . $25,958
Fixed Assets 66,389
Deferred Charges 3,304
Special Tools and Dies 3,072
Other ) 950

Total Assets $99,673

Current Liabilities

Notes payable $ 9,749

Accounts payable 12,586

Accrued habilities 3,484

Reserve for income taxes . 3,700

Total Current Liabilities $29,519
Mortgage on Plant and Real Estate 14,000
Net Wort?al ock

Capital stock and paid-in capital 21,245

Earned surplus 34:909 56,154

Total Liabilities $99,673

Source: Company records and audit statements.

restored 1009, 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 20-month
period ending in December, 1938, amounted to about $33,500,
after the payment of a substantial salary to Mr. Clarkson. Net
sales were running at an annual rate of about $350,000 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.

* LigumATioN OF CoRPORATION, ForRMATION OF LMITED
PARTNERsHIP, AND TAx IMPLICATIONS THEREOF

- Important changes in the ownership and organization of the
company occurred late in 1938. In November Mr. Clarkson
made a gift of 499, of the stock of the company 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 $50,000.
Mr. Clarkson contributed 519 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 $50,000 each, for example, is substan-
tially less than the tax liability on one income of $100,000.

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.?

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 depends, 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 sincé they bear directly
on the financial problems and growth of the enterprise since
1939- :
No income tax is levied on partnerships as an entity. Rather
I scveral recnt deckions the Tas Comiry o bi d1vEiod i e opitams ek o
subtleties of this issuc need not be investigated here. For a discussion of the prob-

lem see Randolph Paul, *‘Partnerships in Tax Avoidance,’”” The George Washington
Lawe Review, February, 1945, pp. 121-143, and also articles in recent issues of Taxes.
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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
$200,000 in a given year and the ownership of the partnership
is divided on a 609},-409, basis between two partners, one
partner will report $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 $80,000.
- Special problems arise when the taxable year of the partner-
ship is different from that of the individual 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, 1940.

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.!

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-
of comporsins B on 2 B yess becs during toc st period. The tax law
with respect to corporations provided that a corporation is taxable at the rates in
effect at the beginning of the fiscal year of the corporation. Thus, to take an extreme
instance, a corporation with a fiscal year beginning on December 1, 1939, would
be taxed at 1939 rates even though 11 months of its fiscal year fell in calendar year
1940. Thus, corporations reporting on a fiscal-year basis during the period 1939~
1042 had a tremendous advantage over those reporting on a calendar-year bass.

This discrimination was belatedly corrected as of July 1, 1942, by the Revenue
Act of 1942. -
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Exuisrr 43. NeT SaLes AND NET INCOME BEFORE INCOME
Taxes oF CLARKSON ManuracTturING CoMPANY,
Janvary 1, 1939, TO JANUARY 31, 1945

Net Income before
Year Net Sales Federal Taxes

Six months ending June 30, 1939 $ 107,052 $ 14,071
Year ending June 30, 1940 375,694 ‘ 36,196
Year ending June 30, 1941 542,379 80,685
Year ending June 30, 1942 792,705 65,248
Year ending June 30, 1943 1,219,803 126,602
Seven months ending January g1,

1944 1,767,250* 163,462t
Year ending January 31, 1945 5,687»966:, 480,883§

®Annual Basis — $3,029,571.

t After renegotiation refund of $50,000. ’

tAfter voluntary refunds of 31,271,971 and provision for renegotiation of
321 5,000.

§After provision for renegotiation of $215,000.

ship for the fiscal year extending from July 1, 1939, to June 30,
1940, would be made from March 15, 1941, to December 15,
1941. There would be a lag of about 18 months between the

time when the income was earned and when the tax liabilities .

on that income were actually paid. This delay in the payment
of taxes has been a vitally important factor in the expaumn of the com-

bany.
ExpPANsION OF PARTNERSHIP: 1939-1945

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, 1939.! By no means all this expansion is attribut-
able to the war. Indeed, a sales volume of nearly $800,000 of
commercial products was attained in fiscal year 1942.

Introduction of New Products .

The company’s expansion can be ascribed primarily to the
introduction of new products rather than to a greatly expanded
output of products being manufactured when the partnership

!In January, 1944, as explained below, the limited partnership was dissolved and
a general partnership was organized. This change, however, did not affect the
business as an operating unit.
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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
$570,000, or over 709, 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 has 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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ExuiBrr 44. CURRENT Assers, CURRENT LiABILITIES
(ExcrLustive or FEpErar INcoME TaAxEs), AND Ratio
oF CURRENT AssETs TO CURRENT LIABILITIES OF
CLARKSON MANUFACTURING COMPANY
Ratio of Current
Assets to Current
Current Liabilities Liabilities (Exclusive
(Exclusive of Federal of Federal Income

Date Current Assets Income Taxes) Taxes)

J s (l)6 s :2) 25* 3) = (:’); (2
anuary 1, 1939 29,361 1,2 .

June 30, 1939 : 38,674 48,3831 o.80
June 30, 1940 56,212 63,607 0.88
June 30, 1941 108,307 90,790 1.19
June 30, 1942 216,607 267,778 0.8
June 30, 1943 574,176 524,917 1 Og
January 31, 1944 762,594 595,545 1.2
January 31, 1945 1,589,884 1,328,896 1.20

*Includes item of $3,700 representing reserve for Federal taxes on predecessor
corporation.

- tIncludes item of $2,414 reprmcnung 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. Cla.rkson 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 0.71 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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Exuisir 45. CLARKSON MANUFACTURING COMPANY:
BALANCE SHEET, JUNE 30, 1941

Current Assets
Cash
Accounts receivable . $ ggj?%
" Inventories (mortgaged) 76,811
Other 329
Total Current Assets $108,307
Land, Buildings, and Equipment (mortgaged) 171,517
Other assets L 2,989
Total Assets $282,813
Current Liabilities
Notes payable to banks — secured by chattel mortgage :
on inventories, machinery and equipment $ 17,500
Notes payable to employees 1,050
Installment obligations on equipment costing $14,000,
under title-retaining contracts 3,370
Accounts payable - 56,034
Accrued expenses 12,836
Total Current Liabilities $ 90,790
First Mortgage 6%, note maturing 1948 14,000
Capital .
Capital investment, limited and general partner $51,020
Appreciation from revaluation of fixed assets 47,831
Undrawn profits 79,172 178,023
Total Liabilities $282,813

Source: Company records.

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 $17,500, and its current ratio was 1.19.* Cash and ac-
counts receivable amounted to less than 359, 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 action:
he undertook a large-scale program of war production and
succeeded in acquiring a bank loan of $150,000 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 $44,000, by a chattel mortgage on
machinery costing $16,000, 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
$216,607 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
individual depended on the successful completion of the pro-
peller contract. Certain ba.nkruptcy would have been the
inevitable consequence of failure in this venture into war
production.
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Exnmsrr 46. CrArRksoN MaNuracTturing Company: FAcrors
CoNTRIBUTING TO DETERIORATION OF WOREKING
CarrraL PosrTion

- Working capital provided:
Net income $ 65,000
Add: provisions for depreciation and amortization

which decreased income but did not involve

working capital outlay 20,000
Total ) $ 85,000
Working capital expended:

Expendxturel for additions and betterments of plant -
$82,000
Expendnturcs on deferred development costs 46,000
Other expenditures 3,000
Partners’ withdrawals (for income taxes) 23,000

Total $154,000

Decrease in working capital during year $ 69,000

Source: Company records.

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 last 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

tHowever, an inventory of materials and tools acquired during the year for
uvﬂxan products is temporarily not carried as a current asset, since manufacture
is restricted by government war regulanons. 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 109, 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 g1, 1944, a
renegotiation settlement involving a refund of $50,000 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 §$1,271,971, on a sales

volume before these deductions of $7,174,937.

ForRMATION OF GENERAL PARTNERSHIP AS OF FEBRUARY 1, 1944

The limited partnership was dissolved at the close of business
on January 31, 1944. On the following day a general partner-
ship was formed with a capital of $500,000. Mr. Clarkson and
his wife each contributed $175,000 to the new partnership, and

$150,000 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 $150,000 was divided as follows: Three key
employees purchased a 59, 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 107 interest was acquired for $50,000 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 59%, 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 shifting 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 of about $65,000 to bolster its financial
position. Secondly, tax payments in 1944 were based on a
fiscal year of seven months (June 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 g1. This lag would have been only about 6
months if the partnership had continued on a fiscal year ending
June 30.

Postwar PrLans

Mr. Clarkson plans to continue the development of laminated
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 capltal for its war producuon It
could afford to sell at a low price since reductions in tax habll-
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 compama Before the war he
would have been in a dcsperatc 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 terms 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 sold under the Clark-
son trade name.

After 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 terms. 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.

Errect oF FEDERAL Taxes oN GrowrH 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 importance in making this growth

possible. :
a. Mr. Clarkson has always been able to sell the éntire
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 productlon 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 available
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 on 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 havé 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, faxes influenced his expansion primarily
through their effect on the amount of capital which he had available for
tnoestment 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 expansion 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

stwar 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 .tus 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 earnings. 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 Mr. 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. If, for example, the current pay-
ment principle had been introduced five years earlier, Mr.
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. As 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. . If 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 an 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 income of fiscal-year
corporations was thrown into an earlier, lower rate year. Thus,
.the principal tax benefit which Mr. Clarkson 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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Mr. Clarkson wﬂl wish to undertake postwar apansmns
with the aid of outside capital will depend partly on the relative
rates of taxation on corporate and personal incomes.

5. Various inconsistencies and discriminations in the tax
law are illustrated by Mr. Clarkson’s experience. Mr. Clarkson
presumably made a legally valid gift in November, 1938, when
hcga\c4g of his stock to his wife. He filed a gift tax return
in connection with this gift and would have 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 497, interest in the
partnership was owned by Mrs. Clarkson, the entire earnings
of the partnership are taxable to Mr. Clarkson. Indeed, unless
the decision of the Tax Court is reversed, Mr. Clarkson’s tax
liabilities on the partnership earnings will exceed his income.
In this event, Mr. Clarkson is faced with 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 paying 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 if Mr. Clarkson
lived in a state with a community property law, the income
from the partnership would be automatically divided equally
between Mr. Clarkson 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 involved
in straightening out this tangle lie outside the scope of this
report.



CHAPIER X1
Contz'nental Mackhines, Inc.

- CONTINENTAL MACHINES is an example of a farmly-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 pohcy designed (1) o gwe 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.

EarLy DEVELOPMENT oF CONTINENTAL MACHINES

Continental Machines is an outgrowth 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
spec1a1ty tools used in reconditioning automobiles. Other tools,
dies, gigs, and fixtures were also manufactured.

In 1928 the firm was moved to Minneapolis and was organ-
ized as a corporation under the name of Continental Machine -
Specialties, Inc., later abbreviated to Continental Machines,
Inc. Shortly thereafterj 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 Lelghton Wilkie invented a method of makmg '
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 $250,000. Mr. Wilkie’s net return, after the
deduction of his expenses, amounted to around $100,000.
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. 7

This machme, a metal-cuttmg band saw, has been the ba513
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 hole 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 rapxdly 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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Exssrr 47. SALEs oF Basic MopeLs oF Doarr CoNTour
MacHives, May, 1935, To APRIL, 1944

. Base Selli; Total Units
Model - Years Sold Price e Sold
ABW 1935-1936 $ 495 68
A 1936-1937 375 12
AB 1936 495 23
J 1935-1939 790 568
JD , -1936-1939 890 188
JXD 1936-1938 1,350 44
M - 1937-1940 1,250 ’ 143
MD . 1937-1939 . 1,650 98

V=16 1938-1944 © 865 1,593
ML 19381944 1,250 5:533

V-36 1939-1044 1,850 2,938
V26 - 1939-1944 2,010 1,155
V-60 1941~1944 4,750 ) 51

Sourcr: 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 47
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 $675,000, respectively, in 1936 and 1937. Under
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ExuiBir 48. FiNanciAL DATA or CoNTINENTAL MAcHINES, INC., 1931-1944

Federal
Income and Net .
Net Income  Excess Profits Income ' Retained
Year . Sales before Taxes Taxes after Taxes  Dividends Earnings Net Worth
Calendar Year
1931 $ 30855 $ (587 o 8§ (587 o $ (587) $21,599§
1932 26,222 761 o 761 [} (761 21,011
1933 63,065 ' (222 o 222 (] (222 20,250
1934 ) 97,390 309 43 66 o 266 20,028
1932 114,094 1 o 1 o 1 20,204
) xgig 278,572 16,173 1,783 14,390 $ 7,500 6,890 20,293
Fiscal Year Coy
ending August g1 :

1937* 432,986 13,366 2,500 10,866 o 10,866 ' 27,183
193 g 8’49 11,327 3,184 8,143 5,000 3,143 122,351
1939 88,84 85,132 17,837« 67.29 o . 67,295 104,749
1940 1,959,020 305,389 72,893 232'49 25,000 207,496 159,118%*
1941 ,681,632 792,313 . 422,855 869,458 50,000 319.458 . . 999,99511‘
1942¢ 743572 1,754,882 1,186,123 568,759 o 568,759 601,49
1943% 7:154,905 1,202,552 880,629 321,923 o 321,923 1,170,257

*Fiscal year ending August 31, 1937, covers only 8 months,
Data for 1942 and 1943 do not allow for refunds that may eventually be made as a result of renegotiation proceedings.
Excludes dividend of $7,500 in form of long-term note to stockholders.
Excludes amounts due to stockholders; these amounts not now available.
Hlncludcu 890,745 due to stockholders,
Includes Sgg,500 due to stockholders.

#¢]ncludes $69,574 due to stockholders.

. ¥tIncludes 819,957 due to stockholders,

Source: Company records.
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the pressﬁre 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 31, 1943. h

. Basic MANAGEMENT Poricies
Financial Control ‘

. As previously indicated, a prime consideration 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 freedom by losing
financial control of the company. They have carefully main-
tained in the family a 1009, 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 indebtedness 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 bleen $50,000 — 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. i

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 109, 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 ariginally 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 1009, 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 percentage 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 program 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
investnent 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 1920’ 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 organjzation 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 tra.lmng program
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 259 is owned by the individuals in
charge of each sales territory. Since the sales corporations
bhandle primanly Doall products, aggressive merchandising
of these products is assured. Added incentive is glven to the
local sales rcpresentanve 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 1g40.

Since 1940 foreign sales have been retarded by wartime re-
strictions.
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" Exmsrr 49. ForeioN SALES oF CONTINENTAL MACHINES,

1936-1942
Number of Foreign Countries Dollar Volume of
Year in Which Sales Made Foreign Sales
1936 2 $ 2,628
1937 8 97,423
1938 14 148,843
1939 : 18 140,263
* 1940 . 22 658,877
1941 19 560,658
1942 . 15 - 581,740

‘Source: Company records.

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?

1. The outstanding fact about the experience of Continental
Machines is the very rapid expansion which it has been able
to make in spite of very high 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 ma-
chine tools, in particular, was large. This factor undoubtedly
contributed to the rapid expansion of Continental Machines.
It is far easier for a small firm 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 machine 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 net 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 relatively small capital outlay than would otherwise-
have been possible.

d. From 1939 until 1942 the company benefited ﬂom 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 31 to one ending on
August 31.  Until 1942 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 1, 1939, Continental Machines
was taxed at 1939 rates — even though eight months of this
taxable year actually fell in 1940. 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 famhtated 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 other 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 around 1,000 people,
he has assumed responsibilities which he cannot freely disre-
gard. Figuratvely, he likens himself to the locomotive of a
train and acknowledges his responsibility to keep the train
running. Indeed, Mr. Wilkie flatly states that he would con-
tinue to devote the same degree of care and effort to his business
regardless of the level of tax rates.

3. In another way, however, high taxes — especially lngh
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 relatives have consistently
plowed most of the profits of Continental Machines back into
the business. They have even contributed a considerable part
of their personal incomes to other business ventures. If past
experience is any guide, they will probably continue to do so in
future years. Continental Machines is, indeed, contemplating
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_a number of new developments-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 ean 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

Tais chapter presents in more detail the formation and growth
of the Lithomat Corporation! than does Part I, which dealt
mainly with the tax implications of the company’s history.
Almost everyone will agree that aggressive entreprenéurship 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.

Propucts AND ProOcEssEs oF LirHoMAT 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

'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
September, 1940, and, in a legal sense, is not a continuation of any pre-existing

business 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 1934 J. 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
1The plates are sold under the trade names of Photomat, Lithomat, 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 directly 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 duphcahon work. The conventional 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 devclopment of such a plate :
After some experimentation, he realized the need for additional -
technical assistance and interested J. 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 cap1tal 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 the 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 paruapate
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 expenmentauon on
this basis until the spring of 1939. By this time the acquisition

[169]



Effect of Federal Taxes on Growing Enterprises

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 apphcatlons that had been ac-
qmrcd But the developmental work seemed suﬂicxently
_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 _ N\ $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
Pproject as attorney for several years prior to 1939. Indeed, the
Nesmith group was the sole source of financial support for the
project during the two-year period ending May 31, 1941.
Another landmark of this period was the consolidation of the
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entire development into"a single business corporation with the
formation of the Lithomat Corporation in September, 1940.

Financin-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 469, of the -
beneficial interest in the Trust; Mr. Gilligan at that time had a
319, interest and Mr. Gillette a 239, 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 ta
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 income
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 $1,000 to $5,000 -
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 semces,
amounted to approximately $30,500.

Organization of Lithomat Corporation in 1940

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

'The 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 $1 +510. At the same time the Nesmith
group waived claims against the Trust amounting to $1,500, thus in effect pur-
chasing a 2 3% interest for the same price as paid to Mr. Shepherd. Messrs.

Gilligan and Gillette each had a block af 23%, and Mr. Gnlhganwasgwcnan
extra 8% in recognition of his services as Trustee,

[171]



Effect of Federal Taxes on Growing Enterprises

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 69, of the
-common stock of the newly formed Lithomat Corporation. The’
new corporation also acquired the interests of Mr. Gilligan and
the Nesmith group. Mr. Gillette retained his interest in the
Patent Trust but did not participate in the Lithomat Corpora-
tion.

Ouwnership of Lithomat Corporation as of June 1, 1941

As of June 1, 1941, the company had outstanding 6,500
shares of preferred stock, issued at $5 a share, and 3,000 shares
of common stock. In return for their investment, the Nesmith
group received 5,900 shares of preferred stock, slightly over
909, of the outstanding shares, and 1,710 shares, or 579, of the
common stock. Mr. Gilligan owned the remaining 600 shares
of preferred stock and 1,110 shares, or 379, of the common
stock.! The remaining 180 shares, or 69, of the common stock
were owned by Mr. Kingman.

Financial Position as of June 30, 1941
In June, 1941, an additional $5,000 was paid in by a well-
known Boston attorney, an outsider, for 1,000 shares of preferred
_stock. The attorney, whose office was near Mr. Nesmith’s, by
chance heard a conversation between Mr. Nesmith and Mr.
Gilligan about Lithomat; upon investigation he became suf-
ficiently interested in the project to invest in it.

Nevertheless, despite this additional $5,000 the company was
again in a tight financial position by June 30, 1941. 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

IThe preferred stock had the following rights: (1) a cumulative dividend of 30
cents per share; (2) after the payment of regular dividends, a 409, participation for
preferred stockholders, as a 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 (b) 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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Exmisrr 50. Barance SHEET oF LrrrHoMAT CORPORATION-
As OF JUNE 30, 1941

Current Assets
Cash $ 5003 -
Accounts receivable 2,042
Inventories 345
Total current assets $ 8,290
Patent rights 40,429
Fixed assets g70
Notes receivable from officer 3,045
Deferred charges 332
Total Assets $53,066
Liabilities
Current Liabilities
Accounts payable : $ 1,044
Accrued taxes ’ . 666
Accrued expenses 222
Total current liabilities $ 1,932
Capital stock — preferred 32,506
Capital stock — common . 3,000
Capital surplus 15,634 -
Total Liabilities $53,066

Source: Data filed with the Department of Public Utilities of the Commonwealth
of Massachusetts.

assets of only $6,358. Obviously, with such meager resources
additional capital was needed to finance commercial operations
and to continue developmental work. ’

Periop oF UNPROFITABLE OPERATIONS

Operating Difficulties and Resulting Deficits
The operating phase of the project began in July, 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 devclopment.
- 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 a 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 1942 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 $35,000.

Efforts to Acquire New Capital

Obviously, the drain on working capital occasioned by
deficits of $35,000 and continued expenditures on research,
development, and new fixed assets soon absorbed the $6,000
of net working capital available in July, 1941. During the
‘period .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. After the usual negotiations a proposition involving a loan.
authorization of $50,000 was received. One of the require-
ments of this proposition was that the company raise at least -
$15,000 of additional capital. In the process of raising this .
amount, however, arrangements were made to -acquire the
entire $50,000 from another source, thus making the RFC
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 Venture Research Company of Boston.

Venture Research Company. Venture Research Company was
organized for the express purpose of locating and investigating
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
subscrxbed a total of $25,000 between April and June, 1942,
for 5,000 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 of Venture 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 1,000 shares of prefcrred stock at $5 a share.

About the same time F. M. Roberts, then active in Venture
Research, purchased for his personal account 80o shares of
preferred stock for $4,000. Both Mr. Garth and Mr. Roberts
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were appomted directors of Lithomat in the spring of 1942.
The remaining $16,000 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 5,000 shares of
preferred stock at $5 a share. In connection with this financing
Venture Research had 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 $56,000 during the penod
April June, 1942, from the sale of 11,230 shares of preferred
stock at $5 a share. In addition to the 10,000 shares already
accounted for, 1,230 shares were sold in sma.ll lots to other
individuals. Moreover in November, 1942, the company
obtained a bank loan of § 5,000, 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 becommg
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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 $50,000 from the RFC, but no funds were borrowed asa
result of these authorizations. '

During this period several possibilities for additional new
dev elopments 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.

Reorganization 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 April 7, 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 view of the urgency of the need for funds drastic 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 $25,000
to be raised from the company’s stockholders.

In the reorganization a single class of 36,000 shares of $1 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.!

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 609, of
all dividends after the annual payment of 30 cents a share on
the preferred stock. The reorganization reduced the par-

!Before the reorganization, 17,730 shares of preferred stock and 3,000 shares of
common stock were outstanding. After the reorganization 18,480 shares of com-

mon stock were outstandmg Another 10,000 shares were reserved for the note
conversion described below.
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ticipation of the old common stock to 49 of all dividends.
Mr. Gilligan’s ownershlp of nearly 409, of the common stock
before the reorganization was reduced to about 19 of the new
issue.! It should be pomtcd out, however, that the reorgan-
ization received the unanimous approval of the directors, in-
cluding Mr. 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 nomntertst-bearmg 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 directors, although
these stockholders owned about 409, 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 §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 $500,000 in order to provide a tax-free
earnings base of $50,000 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
rtock b echange fo 35,000 Ined 10 B by e Newmich roup. Before the
reorgaunization, however, hchadmmedh:sprefmndstockbacktothccompanym

exchange for his note, which had previously been acquired by the company, in
order to facilitate the sale of additional preferred stock.
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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 ongmally had purchased stock
in the company purely as an investor. He was, howevcr,
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.

ProrrraBLE OPERATIONS: YEAR ENDING JUNE 30, 1944

A suddeg turn 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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ExuiBrT 51.  CuRRENT PosiTioN OF LitHOMAT CORPORATION
' ON SEPTEMBER 30, 1943

Current Assels
Cash $ 4,036
Accounts receivable 294,108
Due from officers and employees 159
Inventories 35,529
$333,832
Current Liabilities
Notes payable, due June 30, 1944
flicers, directors, and stockholders 19,250
Others . 5,750
$ 25,000
Bank notes payable 25,000
Accounts payable 90,682
Accrued items 16,908
_$157,590*

*No provision is included for Federal taxes. On the basis of the earmngs of the
first three montbhs, this i item would be about $120,000.

Source: Data filed with the Department of Public Utilities of the Commonwealth
of Massachusetts.

reproduction and, as such, gives a reasonable indication of the
posmon the company should enjoy postwar.

During fiscal year 1944, the company’s sales amounted to
$1,600,000. Net income before Federal income and excess
profits taxes was $708,000, and after taxes was $206,000. Net
income before taxes came to nearly 459, of sales, #nd net in-
come after taxes amounted to about 139, 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 September 30,
1943, as is shown in Exhibit 51, the company had only $4,000
of cash to meet well over $100,000 of urgent current liabilities.
Large amounts of accounts receivable were on hand, but they
could not be 1mmed1ately collected. By November, 1943, the
company had increased its bank borrowing to $50,000, thereby
substantially exhausting this source of funds, and it still had
' outstanding over $100,000 of accounts payable, many of which
were overdue. Its principal manufacturer refused to continue
the production of plates unless these accounts were settled.
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ExmmBrT 52. BaLance SHEET oF LitHOMAT CORPORATION
As OF JUNE 30, 1944

N

Asseis
Current Assets
Cash ) $419,221
U.S. Government Securities* 300,500
Accrued interest receivable - 875
Accounts receivable 83,778
Inventories 44,135,
Total current assets - - $847,509 -
Estimated postwar refund of excess profits tax 54,500
Fixed assets less reserves 22,453
Interest in patent trust, patent rights, etc. o 1-
Other assets 5,896
\ D ———
Total Assets $930,359
Liabilities ) : -
Current Liabilities
Dividends payable 15,040
Accounts payable 27,081
Commissions payable 3,845
Accrued salaries 770
Provision for estimated commissions 72,000
Provision for estimated taxes* . 578,236
Total current liabilities $696,972 )
Employees’ deposits for income and social security taxes™ 2,036
P
Capital stock — common : ¢
Issued and outstanding shares . 30,080
Capital Surplus 25,674
Earned surplus since July 1, 1943 175,597
Total Liabilities $930,359

*United States Treasury Tax Notes of $100,000 are here shown as a current
asset rather than as an offset to the provision for estimated taxes, They areshown
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 $200,000 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 30, 1944, the company had available current assets of
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Exmerr 53. PERCENTAGE OWNERsHIP OF GILLIGAN IN

\ LrrioMAT DEVELOPMENT AT VARIOUS DATES

Percentage Ownership

Date - of Gilligan
1937 — Original formation of Patent Trust -33.3%
“June 1, 1941 — Lithomat Corporation (financing limited to
] Nesmith group )LI 28.6*

une 30, 1942 — thomat Corporation after Vtu.re Re-

search financing 17.0*
May, 1943 — — Lithomat Corporahon immediately after re-

organization of May, 1943 1.5
May, 1943 — Lithomat Corporation after $25,000 financing

of May, 1943 1.0
June 30, 1944 — Lithomat Corporation after issue of stock

. in exchange for plans for offset press 6.2

7

*When both ia eferred 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 interest of the common stock.

$848,000, including $720,000 of cash and government securi-
ties, with which to meet current liabilities of $697,000.

Sarrrs v OWNERsHIP OF LiTHOMAT DEVELOPMENT

An 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 999, of
the ownership had passed into the hands of the individuals
.contributing capital; only 19, 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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19, 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 1,600 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 69, interest and a top management position in a
company that may achieve an important position in its in-
dustry. -In the long run his courageous 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 249, of the total capital paid in to the develop-
ment; in return they received the equivalent of 229, of the stock
outstanding as of June 30, 1943. It is true that in June, 1941,
the Nesmith group had held approximately a 709, 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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Exumit 54. PERCENTAGE OwNERstrp IN LrrHoMaT CoR-
PORATION As OF JUNE 30, 1943, ACQUIRED IN EXCHANGE
FOR IDEA AND SERVICES AND CAPITAL CONTRIBUTIONS

Capital Contributions  Stock Qunership_ o Dollar.
Dollar  Percentage  No. of Percentage  per Share
Amount Contributed Shares Ouwnership ~ of Stock

Idea and services : 323 1.1
Total capital contributio: $126,650 100.0 28,157 ¢8.9
1935: Manufacturer of
office equipment $ 12,000 9.5 (] 0.0 ves
1939-1941: Nesmith group $ go,500  24.1 6,327 22.2 $4.82
1941-1942: Venture Re-

search and others $ 59,150 '46.7 11,830 41.6 $5.00
1943: Subscription to
Convertible Notes $ 25,000 19.7 10,000 35.1 $2.50

Note: This exhibit shows the ultimate ownership interest received by the
capital contributed at various times and not the present ownership of any group
of stockholders. .

The capital invested in May, 1943, clearly received the most
favorable treatment of any thus far invested. Over 859, 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 substantially 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 all
previous contributions were made at about $5.00 a share.l’
In addition to the marked improvement in their position result-
ing from the recapitalization, the subscribers to the May, 1943,
issue received 359, of the ownership interest in the company
in exchange for less than 209}, 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 all phases of the development
has taken heavy risks, and its owners naturally tried to obtain
the best possible terms for themselves. Furthermore, no impli-

1Technically, 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!”

PostTwArR 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
1944. Sales during the first nine months of the fiscal year
beginning July 1, 1944, were at an annual rate of about $500,-
000, about 309, 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 1945. )

Sales during the current fiscal year have been insufficient to
support the increased level of overhead built up during 1944.
Nevertheless, the management has maintained its current level
of overhead expendlturcs, 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 capital 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
work 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 Lithomat 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 $150,000 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 law.
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CHAPTER XIII
Lockheed Aircraft Corporation

ParTt 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 1.

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
$200,000. New management had taken over the previous year,
purchasing the assets of the predecessor firm from a Federal
receiver for $40,000. 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 MANAGEMENT

Thé 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-
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 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 field 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 development of the new model 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 adxmmstrahon, suspected by some of
anti-business views, was in power. Whether or not the admin-
istration was actua.lly 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. Finally, 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 powerﬁxl enticement; by
contrast, the safe course of continuing to improve established
models would mentably relegate the company to a position of
secondary importance in the mdustry

TreE MaAXAGEMENT DEcCisioN

Confronted with these alternatives, the decision was made to
take the risk. Specifically, the decision was to develop and pro-
duce an all-metal, bi-motor, low-wing, ten-passenger transport
plane of high performance characteristics. 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 large lines.

TeE DEVELOPMENT OF THE ELECTRA

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 $70,500.14
which amount must eventually be written off against sales when
made. Although careful estimates of the costs of this model
have been 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 some 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. Numer-
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 $35,000 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.! This amount does not include the
excessive costs on the 1934 deliveries. These costs were charged
directly to operations.

Other items complicated Lockheed’s 1934 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 1934 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 41 in 1937. 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

1The development cost of the Electra was amortized as follows: $23,877 in
1934, $112, 714 in 1935, and $2,813 in 1936.
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Exmerr 55. SaLes, EmpLoyMENT, AND NET INCOME OF
LockHEED AIRCRAFT CORPORATION, 1933-1940
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Sources: Annual reports to stockholders of Lockheed Aircraft Corporation and
Moody’s Industrials.
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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 1934.

Exmeir 56. LockHEED AIRCRAFT CORPORATION: BALANCE
SeEET, MAY 31, 1933

Current Asscts
Cash and cash items $ 23,035
Accounts receivable less reserves 15,463
Inventorics 47,979
Other 1,073
Total Current Assets $ 83480
Investment . ' A . 1,000
Fixed Assets {primarily machinery and equipment) 39,877
Deferred Assets (new plane development of $24,064) 32,192
Intangibles 25,001
Total Assets $186,550
Current Liabilities $ 10,327
Capital Stock (124,600 shares at $1.00 per valuc) 124,600
Surplus 49-774
Eamed Surplus 1,849
Total Liabilities . $186.550

Source: Prospectus, September 25, 1933.

ErrecT oF DEVELOPMENT OF ELECTRA ON FnaNciaL CoxprrioN
. oF LOCKHEED
Financial Position of Lockheed, May, 1923

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. Itsfinancial position
would have been wholly adequate had it continued to concen-
trate on the production of its outstanding models. A working
capital of slightly 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 200,000 shares
were to be issued to net the Lockheed management approx1-
mately $1 a share, after deducting all costs of issue. The price
of the new stock to the investor was fixed at $1.40. Thus, the
costs of issue amounted to approximately 40 cents on each
dollar received by Lockheed.?

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 509, 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

1The details of the agreement were as follows: Lockheed would receive $1.12
for each share sold through Brashears. The company agreed to bear attorney’s
fees and all costs incident to the issuance of the stock; moreover, existing Lockheed
stockholders agreed to transfer to Brashears one share of Lockheed stock for each -
12 shares of the new issue purchased by Brashears. At the time 124,600 shares of
the outstanding 125,700 shares were held by a holding company which, in turn,
was controlled by the individuals actually controlling Lockheed. The agreement
was that this holding company would transfer to Brashears one share of Lockheed
stock for each 12 shares purchased by Brashears. The effect of this rather com-
plicated transaction was that Brashears actually paid about $1.03 for each share
of Lockheed stock which it purchased, but the company received $1.12 in cash for
each new share issued. The difference of g cents represented the value of the stock
transferred to Brashears by the old stockholders. In view of the close connection
between the management and the principal stockholders, however, the statement
that the new issue netted Lockheed approximately $1 a share, after deducting all
costs of issue, does not distort the facts.

3Prior to the 1933 issue, the management controlled 124,600 of the 125,700 out-
standing shares. If all 200,000 shares of this issue were purchased by Brashears,
however, 16,666 of the outstanding Lockheed shares would have been turned over
to Brashears in accordance with the one-for-twelve arrangement explained in the
preceding footnote. The management would then have had control over 107,934
of the previously outstanding shares. Brashears also contracted to sell to the Lock-
heed 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
groupwulhus&ssuredofconu'olofovcf45% of the 325,700 shares which would
have been outstanding had all 200,000 shares been taken down. The management
may have also controlled other shares, although no evidence of such control i is
available from published data.
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Exmzrr 57.-' CHANGE IN LOCKHEED STOCK OWNERSHIP AS
ResuLr of 1933 Issue

lnckh;wd“h
] control group 124,600 shares
Outsiders 2:.:looshan:s
Total outstanding shares shares
Status subsequent to isnm - 125700
Shares previously owned 124,600
Less: Shares surrendered to Brashears 16,666
trol group 107,934
Shares of new issue purchased by control group 39,451
,385 shares
Outsiders 147.3%3
Previous ownershj, 1,100
hcwmnepumhasedby by 160,000
Bruhmnﬁunmntrdgmp 16,666
. 177,766 shares
Total cutstanding shares 325,151 shares
Pmlag!m:luppwbmu )
Lockheed control group as percentage of total outstanding
shares 99%
Percentage somership subsequent to isswe
Previously outstanding shares retained by control group
(xw,m)ammgcdmmgshmua&a
(s;c, cxn):luslve of new issue purchased by control group
285,700) 8%
otala’wnashxplpckheedcmudgmp(lu,ﬁ;,)upcmmt- 3o
age of total outstanding shares after issue (325,151) 45%

Source: Computed from data in company prospectuses.

future development of the enterprise. While a strict majority
control might not have been necessary for effective management
control, a small company with 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 to Old Stockholders

In addition to weakening the control position of the Lock-
heed management, the new issue was costly to the old stock-
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Exuierr 58. LockHEED AIRCRAFT CORPORATION: BALANCE
SueeT, DECEMBER 31, 1933

Current Assets
Cash and cash items - $ 63,752
Accounts receivable less reserves 29,362
Inventories 100,682
Other 5,916
Total Current Assets -$199,712
Investment X 1,000
Fixed Assets (primarily machinery and equipment) 63,446
Deferred Assets (excluding development cost of Electra) 24,510
Deferred Development Cost of Electra 70,500
Intangibles 25,001
Total assets . $384,169
Current Uahilitic:l $ 48,56
Accounts payable »503
Federal income tax accrued - 4,096
Other 12,674
Total Current Liabilities $ 65,333
Capital Stock (240,853 shares at $1.00 par value) 240,853
Capital Surplus 62,238
Earned Surplus o 15,745
Total liabilities $384,169

Source: Annual Report of the company for the year 1933.

holders, since it substantially reduced their proportionate
equity in the company. In rough terms, for instance, a 109,
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.1
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
1The cost of the new capital can perhaps best be determined by ignoring the
39,451 shares of the new issue purchased by the old stockholders. Recourse to the
IC was not necessary to obtain these funds. In effect, therefore, the old stock-
ders had to surrender 16,666 of the shares they already held in exchange for the
new capital represented by the issue of 160,000 shares to the public. The equity
of the old stockholders thus fell from 995 to 38S5. By the purchase of an addi-
tional 39, 451 shares of the new issue, the 38, was raised to 45%.
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ExmBiT 59. SOURCE AND APPLICATION OF FUNDS ANALYSIS
OF LockHEED AIRCRAFT CORPORATION, 1934

(In thousands of dollars)
Source of funds
Increase in capital stock $152
Premium on stock sold in 1934 83
Depreciation 17
Amortization of devclopmcnt expense 24
lA)moﬂ:wnnon of leasehold improvements 4
art payment on foreign license agreement
Decrease in working capital 7;
Deficit - —191
Total $169
Application of funds 4
Increase in property plant and equipment $ 61
Development of Electra model 71
Leasehold improvements, unamortized balance 14
Other miscellaneous items 23
Total $169

Source: Computed from annual reports of 1933 and 1934-

received for the new stock thus amounted to approximately
five times 1933 earnings. This calculation, 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 1933

The balance sheet of December 31, 1933, shown in Exhibit
58, provides the next available cross section of Lockheed’s
financial position. The working capital of the company had
risen from about $75,000 in May to nearly $135,000 at the end
of the year, in spite of the investment of $70,000 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 Current Position during 1934

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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Exmisrr 60. AnaLysis oF CHANGES IN WORKING CAPITAL
PosrrioN oF LocKHEED AIRCRAFT CORPORATION IN 1934

(In thousands of dollars)
Total current assets, 12/31/33 8200
Total current liabilities, 12?31133 $ 65
Working capital 8135
Ratio current assets to current liabilities ' 3.08
Increases in current assets during 1934
Inventories $156
in current liabilities
" Accrued Federal income tax liabilities 4
$160
Decreases in current assets )
Cash on hand and in banks $ 4
Accounts receivable 17
Miscellaneous current assets 5
$ 26
Increases in current liabilities .
Collateral notes payable ) $ 35
Notes payable—trade 7
Accounts payable 39
Wages payable 5
Contracts payable : 2. -
Customers’ deposits 47
Due to foreign representatives 70
Accrued liabilities 2
$207
$233
Net decrease in working capital $ 73
Total current assets, 12/31/34 $330
Total current liabilities, 12/31/34 $269
Working capital, 12/31/34 $ 61
Ratio current assets to current liabilities 1.23

Source: Computed from annual reports of 1933 and 1934.

shift in Lockheed’s working capital position. As shown in
Exhibit 59, Lockheed raised $235,000 by issue of capital stock
in 1934.! In spite of this net addition to its capital, it suffered
a decline in working capital amounting to $73,000. This

In addition to the unissued shares remaining from the 1933 flotation, rights to
stockholders resulted in the issuance of 48,959 shares in 1934. Another 25,000
shares were sold through Brashears at $2 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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Exmierr 61. STATEMENT OF CURRENT ASSETS AND CURRENT
LiABILITIES OF LOCKHEED AIRCRAFT CORPORATION,
DeceMBER 31, 1934

(In thousands of dollars)
Current Assets
Cash on hand and in banks $ 6o
Trade accounts receivable less reserves 12
Due from officers and employees 1
Inventories
/ Raw material $117
Finished parts 52
Work in process 88 257
Total current assets . $330
Current Liabilities
Collateral notes payable $35
Notes payable, trade . 7
Accounts payable 83
Wages payable 14
Contracts payable : 2
Customers’ deposits 47
Due to foreign representatives 70
Accrued liabilities 6
Total current Liabilities $269
Working capital $ 61

Source: Annual Report of the company for the year 1934.

decline may be attributed to an increase in fixed assets of
$61,000 and to the excessive costs of producing the first few
Electras. A deficit of $191,000 was reported in 1934 even
though the development expenses on the Electra were capital-
ized in the amount of $71,000, of which only $24,000 were
written off in 1934. The deficit of $191,000 represented
approximately 609, 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 60 presents this analysis.
At the beginning of 1934, Lockheed had working capital of
$135,000 and a fairly comfortable current ratio of 3.08. During
1934, however, current liabilities increased by $204,000.}

1The most important increases were collateral notes payable, $35,000; accounts

payable, $39,000; customers’ deposits, $47,000; payments and deposits of foreign
representatives, $70,000.
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Offsetting this expansion in current liabilities was an increase
in inventories of $156,000. Cash, accounts receivable, and other
current assets actually decreased by $26,000. 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. Cask of
$60,000 was held against current liabilities of $269,000.

It should be noted that the financial position of the enterprise
at this time cannot be ascribed in any degree to personal im-
providence on the part of the management or stockholders.
No dividends were paid on 1933 earnings. Indeed, the com-
pany paid no dividends 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 $4,800; the treasurer, $3,600; 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 by the end of 1934. The company was manifestly in a
position where its continued existence as a solvent enterprise depended on
the successful marketing of the Electra model.
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CHAPTER XIV

‘Polaroid Corporation

Tws 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?

Porarom Probucts AND PROCESSES

Pola.roxd’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 vibrations 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 microscopes, 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 tn 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.1

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

1Fortune, September, 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 audlcnces 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
items listed include the following:

Goggles for a variety of services—

Va.r1ab1e-Dens1ty Goggles, for aircraft and antlalrcraft 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 Gogglcs, for eye protection under conditions which
cause lens-fog in ordinary goggles.

Polarizing Filters and .Nonpolanzmg 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 polar-
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.

EarLy History oF PorLarom

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 for in 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 Polascreens 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.

AcquisitioN oF Outsibe 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 firms. 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.
After 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 $100 a share, )
" 2,500 shares of $5 cumulative, Class B stock with a par value
of $5 a share, and ’
100,000 shares of common stock with a par value of $1 a share.?

1Class 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 60%, of the common stock. This 609, figure was
later reduced below 509, 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.!

Outside capital amounting to §750,000 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 $100 a share and accrued dividends. Note that Class B stock is entitled
to 3100 a share in voluntary liquidation even though its par value is only $5. 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 of
outstanding stock. Subject to certain restrictions, Class A and Class B stocks are
callable at $100 a share at any time on 60 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
unpaid preferred dividends accumulate to $10 a share or more.

1The 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 Wheclwright 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 $750,000 supplied by these purchasers. Moreover, an additional 16,7334
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,
39,233%4 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 549,. 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 development. As of March 15,
1943, the Lands owned 1,000 shares of common stock and Voting Trust Certifi-
cates representing 40,265 shares of common stock. Mr. Wheelwright owned Voting
Trust Certificates representing 4,36614 shares at this date.
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~ Exumir 62. Ner Sares, Ner INcoMe, anD FEDERAL
IncoME AND Excess Prorrrs Taxes or PoLAROID
CORPORATION, 1937-1943

(In thousands of dollars)
: Income and
Net Net Income Excess Net Income
Year Sales* before Taxes  Profits Taxes  afier Taxes
1937 $ 142 $9 $ 2t $ 7t
1938 195 73d S 73d
1939 761 35 7 28
1940 720 96d o 96d
1941 1,032 153 27 126
1942 4,119 429 281 | 148
1943 10,739 760 558 202
d = Deficit
*Net sales include a small amount of revenue from royalties.
{Estimated

Source: Annual Reports of company.

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%,, of the 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.! :

SusseQUENT 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 $200,000 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
$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 poténtial developed in the Polaroid laboratories in those

1These two groups were granted, and later exercised, options to purchase Voting
Trust Certificates representing 5,000 shares of common stock.
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Exusrr 63. NET SALEs anp NET INcoME OF PorArom
CORPORATION, 1937-1943

Millions of Dollars
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after Toxes
-t
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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 previously described
application of . Polaroid processes to the photographic and
‘motion picture industries also presents challenging potential-
ities.

Undoubtedly Polarcid 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.

Prorir EXPERIENCE

. As shown in Exhibits 62 and 63, a deficit of about $135,000
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 $126,000 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 $96,000 against its 1941 profits before
these profits were taxed. Even so, profits after taxes were
moderate, amounting to approximately 12%, of sales and 149,
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 of long-run expansion. As previously noted, much of the
important developmental 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 1941, the diversion of much of Polar-
oid’s best talent to long-range developments undoubtedly im-
paired the firm’s current profit position.1

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 1940, par-
ticularly during the period of the shift-over.

These prewar expansions laid the groundwork for Polaroid’s
large volume of war production. During 1942 and 1943
profits were large prior to the deduction of income and excess
profits taxes. Federal taxes, however, absorbed the major
portion of these profits. Since base period earnings were
negligible, the company’s excess profits credit is limited to 897
of its invested capital, or to from approximately $70,000 to
$95,000, over the period 1940-1943. With amounts set aside
as contingency reserves restored to income, profits after taxes in
1942 and 1943 amounted to about 159, of net worth.2

!Effective January 1, 1941, the management adopted the policy of charging the
cost of the company’s research department to profit and loss because of the nature
of the research activities in 1941 and subsequent war years, and because the com-
pany undertook to conduct research under contract resulting in research income,
assuch. Prior to 1939, no amortization of deferred experimental and development
costs was undertaken. During 1939 and 1940, deferred experimental and develop-
ment costs allocated to each product were amortized as the product was marketed.

*This discussion was written before the 1944 figures became available. In 1944
net sales exceeded $13 million, and net profits after all taxes were nearly $475,000
before deductions for contingency reserves.
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Exnmsrr 64. CoNsOLIDATED BALANCE SHEET oF PoLarom

CORPORATION As oF DECEMBER 31, 1943

Assets
Current Assets
Cash
Accounts Receivable less Reserves

Merchandise Inventories
Advances to Subcontractors

Restricted Cash in Bank, Contract Work in Process, Accounts
and Termination Claims 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 Marks, less Reserve for

Amortization
Deferred Experimental and Development Costs
Postwar Refund on Excess Profits Tax
Deferred Expenses and Other Assets

Total Assets
: Liabilities
Current Liabilities
Notes Payable to Banks
Accounts Payable
Provision for Taxes Payable
Accrued
Liability for Advances against U. S. Government Contracts

Total Current Liabilities

Reserve for Contingencies
Capital Stock and Surplus
5% Cumulative Class A
$5.00 Cumulative Class B
Common
Capital Surplus
Earned Surplus

Total Liabilities and Capital
Source: Annual Reports of company.

$ 583,356
833,623

1 040,227
6,055

2,383,916

$4.847,177

291,850

128,316
88,956

77,296
67,184

$5,500,779

$400,000
1,072,441
744442
1,790
2,079,991

$4,208,664

100,000

750,000
12,500
107,000
31,826
200,789

$5,500,779

ErFect oF WARTIME ExpansioN oN Frvanaar Posrrion

As Exhibits 64, 65, 66, and 67 show, wartime expansions
seriously extended Polaroid’s current financial position. Dur-
ing the period 1940 through 1943, Polaroid had a tenfold
increase in fofal current assets and a fifteenfold rise in sales.
Although management salaries were low and dividend pay-
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Exmmsrr 65. CURRENT AssETs, CURRENT LIABILITIES, AND
NET WORKING CAPITAL OF PoLAROID CORPORATION,

1937-1943
(In thousands of dollars)
Current Current Net Working
December 31 Assets Liabilities Capital -
1937 $ 352 $ 12 $340
1938 71 19 52
1939 478 89 389
1940 " 245 66 179
1941 480 89 . 391
1942 2,223 . 5,727 496
1943 4,847 ] 4,299 548

Source: Computed from Annual Reports of company.

ExmiBrr 66. CURRENT AssETs, CURRENT LIABILITIES, AND
NeT WorrING CarITAL OF PoLarROID CORPORATION,

1937-1943

Thowsends
of Dollory
Soo0o

€000 —
- 4
’
(4
4
So000 7
’
4
4

A
2000 I‘
/1
U4
7000 I,
Currant Ass .n, ,’
Correnr e et L ST e TPV -
A e DO, s s o
1937 1936 T 1939 1540 1941 19542 1943

Source: Computed from Annual Reports of company.

~

ments small, net worth rose by less than 509, or by only

$350,000, over the same period. Of this amount, $200,000

was invested in net additions to fixed assets. Consequently,

net working capital! increased by only $150,000. As a result,

bu‘il\tc(workingapitalisdcﬁnedndwmofcurrmtascuovercunmtlianl
tes.
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Exmisir 67. Ner WorTH, NET SALES, AND PERCENTAGE OF
NET WorTH TO NET SALES OF PoLARrROID
CORPORATION, 1937-1943 .

(In thousands of dollars)
Percentage of
Net Worth to
December 31 Net Worth Net Sales* Net Sales

1937 $ 515 $ 142 362.7
1938 450 195 230.8
1939 853 761 112.1
1940 757 720 105.1
1941 ) 875 1,032 84.8
1942 1,012 4,119 24.6
1943 1,202 10,739 11.2

*Net sales include a small amount of revenue from royalties.

Source: Annual Reports of company.

the ratio of current assets to current liabilities fell from 5.4 at
the end of 1939 to 1.1 at the end of 1943; similarly, the ratio of
net worth to sales declined from 1.12 to o.11 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 31, 1943, unpaid cumula-
tive dividends on Class A and Class B stock aggregated slightly
over $250,000.1

Management salaries have also been low. Mr. Land’s salary

~ ranged from $6,000 to $12,875 over the period 1938-1941.
During 1943 his salary was $17,500, and in 1944 it was $25,000.
" Relative 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
$10,000 to $15,000 in 1943.2
UIn 1944 dividends on the Class A stock were paid in the amount of $64,688,
clearing up the arrears on this class of stock through December 24, 1940.
*Mr. Land’s ten-year employment contract entered into at the formation of the
company stipulated that he was to receive a salary of $15,000 per annum for three

years and $25,000 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 Carrrar 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: Will Polaroid have enough capital avail-
able to be able to proceed promptly with its program of postwar
expansion?

This problem was considered in some detail in the interim
report.! 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 secemed 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.

PossiBLE Sources oF Oursme 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. Mr. Land, however, waived part of the salary ac-
cruing to him under this contract. The Polaroid Corporation has carried $500,000
of life insurance on the life of Mr. Land since 1937.

V\Effect of Federal Taxes om Growing Enterprises, Study No. 2, Polaroid Corporation

(Harvard Business School, Division of Research, 1944), pp. 14-31.
. *Record levels of production in 1944 brought about a substantial improvement
in Polaroid’s financial posiion. Net worth increased to $1,593,000 and net work-
ing capital ncarly doubled. By failing to take into consideration 1944 figures,
therefore, the text overstates somewhat the stringency of Polaroid’s financial posi-
ton.

*Detailed estimates of Polaroid’s finarcial position during the transition period
are not presented in the present volume, since the primary interest of this book is in
problems of postwar tax siructure and capital supply. In any case, the exact size
of the capital shortage which will probably develop during the transition is largely
incidental to the essential argument of this chapter.
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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.!
- 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

11t 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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$150,000 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 hlghly
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 additional
issues are slight. Preferred stock constitutes about 509, of the
company’s net worth. Unpaid cumulative dividends on this
stock exceeded $240,000 at the end of 1944. Unless a new
dividend policy is adopted, dividend arrearages may well
exceed $300,000 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
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which time full voting rights will revert to the common stock-
holders.1

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 1947. 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 nmew 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. Moreover, 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 of One or More Lines of 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
manufacture 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.

1Seventy-one thousand five hundred shares of commongstock 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. Until 1944 net income available to common stockholders
never reached $1.50 a share.! 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. It was
quoted in April, 1945, at $4914 a share b1d and $5114 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 150 to 110 from the beginning of 1939 to
the end of 1941. During the same period the bid price of Pola-
roid stock dropped from nearly $60 a share to $g a share. By
August, 1944, the Dow-Jones index had rallied by about 33%,
to 147. During the same period the bid price of Polaroid rose
to $38 a share, an increase of more than 3009),. Polaroid stock
dropped from $31 to $20 a share during the last two months
of 1943, possibly because of tax sales.

With a market as thin and volatile as this, underwriters
presumably would demand a wide margin of safety. Further-

Net income available to common stockholders is defined as net income after
the deduction of currently accruing dividends on preferred stock. -
$Bank and Quotation Record, May 7, 1945.
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more, a new issue probably wquld 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 $50 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 $35 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 position. Inasmuch as Mr. Land presumably would not be
in a position to purchase a large quantity of newly issued stock,
such 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.

MANAGEMENT CONTROL

As previously stated, for the duration of the Voting Trust the
control of Polaroid Corporation rests firmly 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.! 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 sufficiently 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

IThe Lands originally received go,000 of the 100,000 authorized shares of com-
mon stock; 10,000 shares 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 $30,791 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 $7,500. Nine
thousand of these 10,000 shares sold or transferred to Industrial Developments
were supplied by the Lands. The Lands bave also sold an additional 19,485 shares
of common stock and 1,125 shares of Class B stock. Part of the proceejs 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 enterprise 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 $30a
share, an issue of this size would yield nearly $1 million.
Slightly over $1.7 million could be acquired by selling 58,060
shares at $30 a share while leaving the Lands a 25%, ownership.
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