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VOLUME AND STABILITY OF PRIVATE INVESTMENT

TUESDAY, SEPTEMBER 27, 1949

UNITED STATES SENATE,
SUBCOMMITTEE ON INVESTMENT OF THE JOINT |
CoyMrTTEE ON THE EcoNnomic REPORT,
Washington,D.C.

The subcommittee met, pursuant to call, at 10:10 a. m., in the
caucus room, Senate Office Building, Senator Joseph C. O’Mahoney
(chairman) presiding.

Present: g)enator ‘Mahoney, and Representative Herter.

Also present: Representative Robert F. Rich; John W. Lehman,
clerk to the committee; Dr. Theodore Kreps, staff director; Dr. Wil-
liam H. Moore, economist; and David Scoll, special counsel to the
Subcommittee on Investment.

The CaammaN. The committee will come to order.

This session this morning is being held under the authority of a
resolution adopted by the Congress, Senate Concurrent Resolution
No. 26, the text of which will be inserted in the record. :

(The document referred to is as follows :)

[S. Con. Res. 26, 81st Cong., 1st sess.)
CONCURRENT RESOLUTION

Resolved by the Senate (the House of Representatives concurring), That the
Joint Committee on the Economic Report, or any duly authorized subcommittee
thereof, is authorized and directed to conduct a full and complete study and
investigation into the following problems of the economy:

(1) The problem of investment, including, but not limited to, (A) the role of
investment institutions in the investment markets, in industry, and in the econ-
omy generally; (B) changes in sources of investment funds and the reason
therefor; (C) availability and character of investment funds for national, local,
and independent enterprise and the effect of such investment or lack of invest-
ment upon different classes or size groups in industry; (D) and needs, by industry,
for various types of capital.

(2) The problem of the effectiveness and coordination of monetary, credit, and
fiscal policies in dealing with general economie policy.

(8) The problem of low-income families in relation to economic instability.

(4) The problem of unemployment trends and their significance in current
economic analysis.

SEC. 2. The joint committee shall report to the Senate and the House of Rep-
resentatives not later than December 31, 1949, the results of its study and
investigation, together with such recommendations as it may deem advisable.

SEc. 3. For the purposes of this resolution, the joint committee, or any duly
authorized subcommittee thereof, is authorized (1) to appoint and fix the com-
pensation of such experts, consultants, and clerical and stenographic assistants
as it deems necessary and advisable, but the compensation so fixed shall not
exceed the compensation prescribed under the Classification Act of 1923, as
amended, for comparable duties; and (2) to hold such hearings; to sit and act
at such times and places during the sessions, recesses, and adjourned periods of
the Eighty-first Congress prior to January 1, 1950; to require by subpena or
otherwise the attendance of such witnesses and the production of such books,
papers, and documents; to administer oaths; to take such testimony, to have
such printing and binding done; and to make such expenditures as it deems
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2 VOLUME AND STABILITY OF PRIVATE INVESTMENT

advisable. The cost of stenographic services in reporting hearings shall not be
in excess of 25 cents per one hundred words. Subpenas shall be issued under the
signature of the chairman or vice chairman of the joint committee and shall be
served by any person designated by them.

SEC. 4. The expenses of the joint committee under this resolution, which shall
not exceed $30,000, shall be paid one-half from the contingent fund of the Senate
and one-half from the contingent fund of the House of Representatives upon
vouchers.signed by the chairman. Disbursements to pay such expenses shall be
made by the Secretary of the Senate out of the contingent fund of the Senate,
such contingent fund to be reimbursed from the contingent fund of the House
of Representatives in the amount of one-half of disbursements so made.

The Caamman. Our purpose as a subcommittee, delegated under
this resolution to make a study of investment, is to find out what the
Government can or should do to promote the investment of capital.
Personally, I think the question goes a lot deeper than that. A private
enterprise system depends upon the investment of private capital.

When the owners of such capital find investment opportunities and
are willing to risk their money, we generally have good times. When
they believe that the opportunities are not good, and when they are
fearful of risking their money, and investment is not made, then we
generally have bad times.

The result is that people turn to government, and government
capitalism is promoted.

In the world today we have several forms of investment. We have
what might be called monopoly capitalism, and competitive capitalism,
and state capitalism. All sorts of questions revolving around these
ideas are being raised all over the world.

This committee has requested several gentlemen to appear before

it, and to do their best to tell us what, in their opinion, government
should do to promote the investment of private capital. We want to
make this an objective study.
., T think the members of the committee enter into these hearings with
free minds, except that I think it is the unanimous desire of all mem-
bers of the committee to preserve and defend what we call the free-
enterprise system.

The first witness this morning will be Mr. Eugene Holman, president
of the Standard Qil Co. (New Jersey), who has been good enough to
accept our invitation to discuss these problems from the very advan-
tageous position which he occupies as the head of this great organiza-
tion, which is known throughout the world.

Mr. Holman, would you be good enough to take the stand?

I might say that, in opening these hearings, I am reminded of an
experience which several Members of Congress had several years ago.
It was during the war. We were invited to Kansas City for a session
with respect to livestock.

The chamber of commerce gave us a dinner. We were seated at the
speakers’ table. All of us, I am sure, were expecting to be called upon
to make speeches and to tell this chamber of commerce audience what
we had on our minds.

I noticed, however, that there was a little pulpit out in front of the
speakers’ table. T was not at all aware of the utility of this pulpit
until after the dinner had been concluded, and then a member of the
chamber of commerce arose, went to the pulpit, and he talked to the
Members of Congress, instead of listening to our talk.

So, Mr. Holman, we are here this morning to listen to you, and you
may lecture us, you may scold us, you may advise us, just as you
please.
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STATEMENT OF EUGENE HOLMAN, PRESIDENT, STANDARD OIL
C0. (NEW JERSEY); ACCOMPANIED BY DAVID A. SHEPARD,
EXECUTIVE ASSISTANT TO THE PRESIDENT, STANDARD OIL CO.
(NEW JERSEY)

Mr. Houmawn. Thank you, Mr. Chairman.

My name is Eugene Holman. I am president of the Standard Oil
Co. (New Jersey), with headquarters at 30 Rockefeller Plaza, New
York City. _

Mr. Chairman, we appreciate the opportunity to appear before you
and give any views that our company has on this important subject
-of investments.

T have a prepared statement that will take me about 20 minutes to
.read, which I would like to do, sir, with your permission.

The Caammaxn. We will be very glad to have you do it.

Would you prefer to go through the statement first, before answer-
ing any questions? -

Mr. Houmaw. I would, if that is convenient, sir..

The CHaRMAN. Very good. That will be quite satisfactory.

Mr. HoLman. Jersey Standard is an American company which has
engaged actively in business in the United States and in many parts
-of the world for many years. Since the end of the war, Jersey Stand-
ard and its affiliates have spent for capital purposes amounts equiva-
Tlent to approximately 114 billion dollars here and in foreign countries.
-On the basis of wide experiencé we recognize certain principles and
influences affecting investments. Some of these factors are peculiar
to oil. Qur product, for example, is one requiring heavy capital out-
lay just to find. And its discovery is only the beginning of the need for
capital investment.” Many of the factors I shall mention, however,
apply to-all American enterprises conducting business at home or
abroad. ‘ ; '
 Of course, the fundamental basis of investment is the making of
profits. Profits both create and attract capital funds which are the
source of investments. T )

It seems plain that economic well-being is directly dependent on the
flow of capifal funds. These funds malke jobs for those who build
productive equipment. They make jobs for those who operate the
equipment and who distribute the products to consumers: And they
give consumers more and better goods. ~ Investment creates both goods
and, no less important, the purchasing power to buy goods. '

Investmerit, even in established businesses, must be relatively con-
tinuous. What are the reasons behind the need for a continuing flow
of investment funds irito our economy? There are many, among which
I would name these as important:

1. The rise of consumer demand: As populations grow and as liv-
ing standards rise, consumer demand is increased. To keep pace with
consumer demand calls for more capital investment with which addi-
tional productive capacity can be built.

This continuing need to meet rising consumer demand has been
one of the main factors influencing my company’s decisions to make
unusually heavy investments for productive facilities in the recent
past. Consumers in the United States, for example, want 86 per-
cent more petroleum products now than they did in 1938. In areas
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where affiliates of our company operate abroad, they want 61 percent
more. :

. 2. The replacement of worn-out and obsolete equipment: Even
apart from the growth of consumer demand, there is a need for invest-
ment just to replace worn-out plants. It is a case of having to run
just to stand still.

8. The insurance of adequate raw-material supplies: You are aware
of the time, money, and effort required to find oil and get it into the
hands of consumers. As oil from a given field is used up, new fields
must be found. We know there is enough oil in the world for genera-
tions to come, but we would not consider ourselves as meeting our
obligations unless we made every effort to continue to locate this oil.

4. The necessity to meet competition: The American oil industry
has been characterized by great technical vigor. Much as we would
like to, we do not have all the good ideas in the business. When one
of our competitors puts a new idea into practice, we often must make
heavy investments to meet the new competition. Conversely, when
we develop something new, our competitors must also invest to meet
our advantage. This characteristic of American industry is not found
‘o so high a degree anywhere else in the world. We believe it accounts
largely for our Nation’s industrial leadership. The highly competi-
tive nature of the oil industry is one of the great stimulants to its large
capital outlays.

5. The need to provide new products or services developed by re-
search: Petroleum is a complex raw material. Our company is al-
ways looking for—and sometimes finds—useful new products which
ccan be made economically from it. Large new sums must be invested
to manufacture and distribute such a new product.

The oil industry in the postwar period has been engaged in the
greatest capital expenditures program in its history. The magni-
tude of its undertakings is measured by the fact that from 1945 through
1949 the industry will have spent for additions to property, plant, and
equipment in the United States a total of over $11,000,000,000, equal
to about two-thirds of the industry’s entire gross investment in this
country at the end of 1944.

I gather that this committee is interested in the specific as well as
the broad principles influencing investment policies, and I think it
will be of interest to you gentlemen to have a description of some
.of the points considered by our board when contemplating a possible
investment. Many of these considerations apply to domestic invest-
ments. But, because I understand this subcommittee is presently in-
terested in the opinions of those companies active in foreign areas,
I shall speak mainly of investment problems abroad.

Foreign investment by Jersey Standard and its affiliates, in some
cases, involves placing dollar funds in a foreign affiliate. Such dollars,
of course, eventually find their way back to the United States to pay
for exports of American goods. In other cases, equipment may be
purchased in this country and sent to the affiliate abroad. In still other
instances, the affiliate may plow back its own earnings, or funds may
be raised abroad either through loans or by selling stock to local
-investors. Often a combination of methods is used.

In the oil business, we must, of necessity, make large investments
abroad. One reason is the nature of our supplies. Oil deposits have
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been placed by nature in many sections of the globe, often far from
the main centers of use. We have to invest money to find and produce.
from these scattered areas. _ :

Not only in the producing end of the business but in refining also,
the place of investment is affected by the location of crude supplies
in relation to the markets for products. For example, as a result of
rising European demand and the development of Middle East sources
of -crude, our affiliates are building increased refining capacity in
Europe. Expanding United States refineries to supply these markets
would be inefficient. It would mean bringing crude from Eastern
Hemisphere sources, refining it, and shipping the products back to
customers in Europe, Africa, or Asia. | '

A good example of this kind of activity is the present refinery de-
velopment at Fawley, England, by Anglo-American Oil Co., an af-
filiate of Jersey Standard. The Fawley refinery is presently under-
going expansion from its previous capacity of 18,000 barrels of crude
per day to 110,000 barrels. Jersey Standard and Anglo-American are
jointly making a $150,000,000 investment in this refinery expansion.

The most obvious consideration for our board in studying a pros-
pective investment, of course, is whether it will make a profit. . '

This involves a large number of factors including the level of sales
which seems likely for our products and getting paid for those sales.
Of Jersey’s total sales about half are made overseas. To a large extent,
the oil sold overseas is produced and refined outside the United States.
Consequently the prob{)em of getting paid for oil sold abroad is vital
to us. Today one of our main worries is caused by the difficulties
actual and prospective—in getting paid for our goods in currencies
which we can use or which we can convert into useful funds.

This problem is not new, but it has grown much worse during the
past 10 years or so, mainly because sterling is no longer convertible
into dollars. Foreigners would like to buy from the United States
generally far more than Americans are interested in buying from
them. Because of the unbalance which results, foreign nations have
set up a complex network of regulations. In most countries it is
impossible for an.American company to sell its goods freely, to
arrange for payment freely, or to invest freely. Dividends from a.
foreign affiliate may often not be convertible to dollars or only in
limited amount. _ '
* These exchange-control regulations are strangling international
trade. Their tendency is exactly the opposite of the sound ECA pur-
gose to restore world economic health by stimulating and freeing the

ow of goods. Not only is the well-being of a particular country
lowered by today’s operation of exchange controls, but the effects
spread out to the rest of the world.. Western European customers,
for example, cannot import today as much petroleum as they would
like because they cannot pay for it. Their countries have set up
import restrictions and exchange controls. Obviously this hindrance
to sales reduces the willingness to make investments.
" Exchange controls are not used in all cases simply as an aid to the,
rationing of petroleum or the conservation of dollars. In certain
cases the operation of exchange control places American companies
at a disadvantage compared with foreign companies. For example,
American companies are unable to sell oil for sterling today. Some
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countries, though unable or unwilling to pay dollars for petroleum,
would be able and willing to pay American companies in sterling.
We on our side would be willing to accept sterling payment provided
we were able to put these funds to use. We do not believe that per-
mitting us to operate in sterling would occasion any important, dollar
drain on the United Kingdom. We hope that the current intergov-
ernmental discussions of financial aspects of oil will establish a basis
on which American Oil companies can work out with the British
Government a solution to these problems.

Another question our board will consider in studying investments

concerns political risk—whether continuity of government may be so
- completely broken that contracts entered into under one government
may be abrogated under a succeeding one, or whether there may be
danger of actual expropriation.

To give an illustration, an affiliate of Jersey Standard had been
active in Hungary since 1934. It discovered and produced the only
petroleum ever found in commercial quantities in that country. It
paid substantial royalties to the Hungarian Government. During
the war the property was severely damaged. Last year our affiliate
was expropriated by the Communist government of Hungary, which
tried to justify its action by false accusations. At the time of the
seizure of our properties this affiliate had invested amounts with a
book value of $20,000,000—not including the crude discovered but
not produced—and had taken only $206,000 in dividends from its
investments. ,

Another question will be whether a particular nation, even though
it does not break the contracts nor seize property, may impose so many
burdens and restrictions upon an enterprise as to make investment
unattractive. Such measures might be the fixing by law of unrealis-
tic price or wage levels, thus making it impossible to operate at a
Froﬁt; import or export barriers; high taxes. With respect to the
atter, we all know that a government attempting to increase its reve-
nue by higher and higher taxes may actually decrease its revenue by
weakening the enterprises upon which taxes are levied.

The burdens I refer to may arise from ideological causes, or they
may be expedients adopted as apparent—and I emphasize “appar-
ent”’—solutions to economic difficulties which a nation is going through.
In either case, however, they will obviously discourage investment.
Also, such burdens may not be actually in existence but merely threat-
ened. -In this case, although the possibility of burdensome controls
and taxes may not wholly prevent investment, it certainly will act as
a retarding factor. ‘

Then there is the problem of government monopoly. Some of the
nations of Latin America furnish illustrations. For example, the
government may forbid private business concerns to explore for, or
produce, petroleum in the country. The country’s economic problems
probably cannot be solved without the liquid energy provided by oil.
Yet the absence of an atmosphere healthy to free investment pre-
vents development of its oil resources.

In contrast with such a situation, you gentlemen are all aware of the
current development of Canadian o1l resources by private enterprise.
Imperial Oil, Ltd., our affiliate in that country, spent over $20,000,000
before finding oil. But oil was found and Imperial now contemplates
an additional investment of several times that amount to develop its
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find. Already substantial reserves have been located. This develop-
ment will be a great contribution to the Canadian economy. L

In summary, the two most important deterrents to Jersey’s invest-
ment abroad nowadays are: First, increasing difficulty in trading
among nations which arises from restrictions on convertibility of
cuirencies, and, second, the nationalistic tendency of some govern-
ments not to allow Americans or other foreigners to take part in the
oil business.

Countries in the process of raising their living standards offer
choices as to where investments will be made. Our board, like the
board of any other United States enterprise, is inclined to make invest-
ment where it is most welcome. Often this may mean passing up the
chance to invest in a country where exchange problems are too com-
plex, where taxes are too high, or where nationalism is rampant. In-
stead, we will pick a nation where the economic climate is more favor-
able to capital investment.

Even when an investment opportunity, whether domestic or foreign,
looks good, there is still the question, Where shall we get the money ¢

Asyou know, there are several avenues open to a corporation secking
funds. It can use equity financing or issue notes or bonds. It can sell

-some of its assets. It can use retained earnings. We have no rigid
idea about how our company should be financed, but choose the method
most desirable at the time when the money 'is needed. Since the war
we have used all these methods. In recent years, when the oil industry
has had to meet tremendous demands all over the world, an important
factor in providing the enormous amounts of capital required has been
afavorablelevel of earnings. These earnings have helped productivity -
and employment. In addition to reinvesting earnings, however, we
have issued notes and bonds, and increased our outstfmdm(r stock, and
sold assets.

As members of an industry that provided four-fifths of the private
investment made by American interests abroad last year—totaling
114 billion dollars—we are disturbed by the worsening of the invest-
ment climate in many countries. It seems to us that such factors as
the inconvertibility of currencies—particularly the pound sterling—
and the growth of restrictive controls on privaite enterprise are steadily
working against private investment.

Speaking as oilmen, we are specifically concerned by the world-wide
problems of “dollar” oil and “sterling” oil. We know that part of
the solution is up to us, but the final solution can only come with the
cooperation of the governments involved. If this final solution does
not provide full pr: otection to American companies but, results in sub-
stantial losses in their foreign business, it will strike a hard blow
against American private investment abroad and, as you gentlemen
realize, one of the most important means of balancing the position
between the dollar and nondollar areas is through the outward flow
of American investment capital.

In our opinion, other actions by the United States Government can
aid in improving the foreign investment climate. Many good ones
have been suggested under the point 4 program. One of the best is
for arrangements between this Government and others to insure fair
treatment for American private investment abroad. This would help
to strengthen friendly nations and to lessen their social and political
problems.
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We know that such actions would greatly increase our interest in
putting money to work in other countries, to the benefit not only
of those nations but our own. We feel that some salutary action by
the United States Government is urgently needed if companies like
ours are going to be able to continue foreign investment—if other
companies are going to be attracted to a policy of foreign investment
which 1s so badly needed and which now presents a very discouraging
prospect indeed. We strongly support a United States Government
policy which will encourage private investment abroad of American

unds and techniques.

Upon the assessment by Jersey Standard’s board of the many factors
I have mentioned depends our decision concerning investment of stock-
holders’ funds. Usually each question cannot be answered by a
straight “Yes” or “No.” If it could be, investment would not be the
complex subject that it is.

Naturally, we try to make every investment a good one, but being
human, we sometimes make mistakes. Further, there are conditions
affecting investments over which the investor has no control—actions
by other companies, wars, changes in tax rates, imposition of controls
which, while perhaps well-intentioned, may have the result of actually
depressing business. We believe that in our, company we have able.
men who make as good forecasts as any that can be made. But the
conditions existing at the time an investment decision is taken may
change in a way that is entirely unforeseeable. In such circum-
stances, an investment may result in loss.

In this connection, I should like to emphasize that the profit ex-
- pected from an investment cannot be precisely known in advance. In
some instances, an investment may turn out to be more profitable than
was anticipated. In others, the return may be less than expected, or
longer in arriving. In still others, the investment may prove to be a
losing proposition. A successful investment policy is one under which
a company can sustain losses but make a profit on the whole.

. Plainly, we should like nothing better than to be able to read the
future so clearly that every investment decision would be to the greatest
possible benefit of our stockholders, our customers, our employees, and
society as a whole. But in this world, risk is inevitable. It is, per-
haps, what makes human life human. By careful study, we do our
best. to minimize risk, but to think we could eliminate it entirely would
be unrealistic.

. The matter of careful study relates not only to the “where” of in-
vestment but also to the “when.” We should like nothing better than
to make our investment at periods when our money would buy the
most—in other words, at times of low price levels. Under the profit
system, managements have every incentive to minimize capital out-
lays when the costs of what they have to buy are high and maximize
them when such costs are low. :

But here again, many factors which a company cannot foresee, or
over which it has no control, come into play. For example, during the
war Jersey Standard and its affiliates were not able to undertake nor-
mal investments for replacement and for expansion to take care of
the normal growth in civilian demand. Thus, at the end of the war,
there was a great backlog of work to be done. A similar situation
faced other o1l companies. Materials were hard to get then, and prices
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were high. Yet the industry felt obliged to embark on major capital
projects to meet consumers’ wants. To have deferred investment in
the hope of lower prices would have imposed hardship on consumers.

Finally, let me repeat what I have said earlier—a continuing flow
of investment funds is basic to the health of our economy. It is vital
to employment, production, and the creation of purchasing power. It
is my earnest conviction that in America we have proved that the sys-
tem of private competitive economy, providing many different centers
of imagination, initiative, and judgment, and offering the incentive of
reward for success, is by far the best way to assure investment flow.

So far as Jersey Standard is concerned, I can say that we believe
that people’s use of oil will continue on an upward trend far into the
future. Under this circumstance, and while we continue to operate
in a free private economy, Jersey Standard and its affiliates expect
to continue investing on a very substantial scale in productive facili-
ties here and overseas. We believe that such investment will be of real
benefit to society. :

Thank you very much, Mr. Chairman.

- The CrarMAN. Thank you, Mr. Holman.

Congressman Herter, would you care to ask any questions?

Mr. Hegrter. Yes, I would, if I may.

Mr. Holman, you have put quite properly, in connection with your
company’s business, a very large emphasis on the foreign end of in-
vestment, and I notice that you have stressed particularly the desir-
ability of our Government’s taking affirmative steps to secure, if pos-
sible, a favorable climate to investment in foreign countries.

I think that in connection with the discussion on point 4 that
matter has now almost reduced itself to a question of bilateral agree-
ments with foreign countries in an effort to secure as great a degree of
assurance for fair treatment for American investment capital as it is
possible to secure in a very hazardous world.

Specific legislation is now before the Congress on that very sub-
ject. Would you care to comment at all on specific legislation on the
subject or, perhaps, would you feel that this is a matter of purely ad-
ministrative discretion rather than something that the Congress itself
should embark on?

Mr. HoLman. Well, Congressman Herter, as I said in my testimony,
we think that it is absolutely essential for a better climate to exist in
the foreign countries so far as American capital is concerned, and
obviously, we are in favor of any legislation leading to that conclu-
sion.

As to the best way of bringing that about, I am sure that Congress
would know more about that than I would. -

I have not studied in detail some of the bills, but I am under the im-
pression that they are certainly headed in the right direction. I have
nothing to suggest at this time.

If this committee would like us to give comments specifically on the
bills, of course, we would be very glad to do it, but I would say, in gen-
eral, they are headed in the direction in which we would like very
much to see them go. '

Mr. HeRTER. Tﬁose bills, of course, are not before this committee,
but by a curious coincidence they are scattered around. Some of them
are before the Banking and Currency Committee; some of them are
before the Foreign Affairs Committee.
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Mr. Horaan. So I understand.

Mr. Herrer. There seems to be no central point to which they add
up at all in dealing with that subject.

But there is one phase of it that you might want to talk about, and
that is the dual question of taxation on income.

Mr. Horaax. Well, we hear a lot from our stockholders on that.
I think it is pretty universal among our stockholders—and there are
about, 200,000 of them—1I hear it at our annual meetings frequently.
Naturally they do not like double taxation.

Mr. HerTer. I was not thinking so much of double taxation on cor-
porate earnings. I was thinking of taxation in a foreign country,
and then the taxation of that same income when it is returned to the
United States.

Mr. Hormaw. Well, let me see, from a corporation standpoint, I am
under the impression—I am not a tax expert, I would have to con-
firm this—if one of our affiliates abroad pays taxes there, I think we

- get credit in this country on our income-tax return. I am not sure of .
that, but I think that is the case.

Mr. Herrer. Yes; I think you get a limited credit, but T know the
‘Treasury Department made a statement the other day, in line with
some of the legislation that is now pending, that it was going to favor
for the first time a larger allowance for taxes paid in the source from
which the wealth to produce is obtained, as against this country, in the
event of earnings and income being brought back to this country; and
I am wondering to what extent that would assist, from the point of
view of making foreign investments interesting ? :

Mr. Horman. Well, if I recall correctly, Congressman, I think that
there is some tax provision applying to the Western Hemisphere,
which gives some additional credit. I am just not familiar enough
to express it completely, but I would think that as a general answer to
your question, of course, any relief from taxation we can get—after
all, taxation is a part of costs, as we look at it—we would welcome..

Mr. Herter. One other question in connection with foreign in-
vestment: With the World Bank and the Export-Import Bank in
a position to make certain types of loans to foreign governments or to
businesses operating in foreign countries, do you feel that the com-
petition, you might say, of governmental funds—which the World
Bank funds are, or the Export-Import Bank funds are—with private
investment, with the almost inevitable necessity of having priority
on a limited exchange resource in these countries for repayment of
these loans, is a deterrent to rather than an impetus to private
investment ? .

Mr. Horaran. Well, as I pointed out in my statement, Congressman,
T think a good general climate is a desirable thing. T think.business
should be willing to take ordinary business risks. o )

Certainly, I feel basically that as long as private capital is avail-
able, it is rather senseless to use Government money for making these
investments. . L

As far as guaranties are concerned, maybe the situation is different
in some companies. We have never felt very strongly about guar-
anties on these things, assuming the right climate prevailed; if we
‘had the right climate, we would be willing to take the normal business
risks.
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Some businesses may be different, and I think that the idea of
guaranties should be studied carefully by you gentlemen, and it may
be helpful for you to hear different people’s expressions on that, but
I would say, as a general thing, what we prefer most is a favorable
climate. We are willing to take the ordinary business risk.

At the present time, the thing that worries us most is the inconverti-
bility of currencies, and the likelihood of discrimination against for-
eign” companies in a particular area, American as well as other
companies.

But I would not want to say that we would never take advantage
of guaranties. I think we would have to examine every situation that
came up. I do not think that such gaaranties are the whole solution.
I think that I would consider that asa kind of palliative, rather than a
basic solution.

Mr. Herrer, Well, insofar as the inconvertibility of currencies is
concerned, that is something that cannot be done by a purely paper
transaction.

Mr. Horaan. No. )

Mr. Hexrer., Nations have got to be able to earn enough to make
convertibility possible, and where there is a shortage, 1 would say they
have got to set up priorities.

Mr. Horyax. Yes; and I think in that case, Congressman, that peo-
ple doing business abroad should do everything they can to help.

There are quite a few things we can do. Of course, this inconverti-
bility of currencies is no new problem with us. It was with us before
the war; and we realize, of course, that you have to have an exact bal-
ance of trade before it can be converted freely, but certainly through
triangular trading, and so on, I think you can get a good deal of help
on that.

In our own case, for example, we have always followed the general
policy in a foreign conntry of utilizing as much material as we could
buy Jocally there, and we have always followed the general policy of
utilizing the personnel available in that country, to the fullest extent
possible; and, of course, materials and labor costs are two of the
biggest costs.

To the extent that you do that, then, you are helping your conversion
problem. So we think that the companies themselves, doing business
abroad, can be of assistance on a good many of these things.

In the immediate period following the war, we have not been able to
do that as much as we would like to, because, of course. foreign manu-
facturing facilities were pretty well shot and reassembling an organ-
ization at different places was very diflicult. It was much easier to get
capable Americans than to get capable Europeans or capable other
people. I think that to the extent possible the company should do
everything it can along the lines I have been discussing, and I think
that with a reasonable amount of convertibility, American business
can get along pretty well abroad.

Mr. Herter. You have spoken in your testimony here of the im-
possibility of converting sterling that you would be willing to accept
for a part of your sales.

Does that mean that the British Treasury has refused to allow any
sterling that might be offered to you by foreign nations in France
or Italy or elsewhere to be used elsewhere in the sterling area?
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Mr. Horman. That is correct, sir.

Mr. HerTER. You cannot use it, for instance, in connection with the
plant that you speak of, the refining plant in England?

Mr. Horman. Let me divide this currency thing into about three
different situations, Congressman: You have the normal sterling
.bloc countries. Those are countries such as the United Kingdom,
Australia, New Zealand, South Africa, India, which are pure sterling
bloc countries, as we look on them, and they are generally so regarded.

Then, of course, we have the pure dollar areas in which there is
no problem of convertibility—the United States, Canada, Venezuela,
and Cuba would be examples in that case.

. 1In the dollar area, naturally, there is no problem for us in converti-

ility.

. In the sterling bloc area that I defined, we have been able to work
.out with the British Treasury, the British Exchange Control Board,
and so on, satisfactory arrangements. In a place like the United
Kingdom, for example, we are going ahead on plans for the Fawley
refinery that are quite satisfactory to us. There are similar situations
in other British “sterling bloc” areas.

The Crmamman. Mr. Holman, may I interrupt at that point, to ask
you, in order to clarify the record, to define the dollar area, as you
have found it, and the sterling bloc area as you have found it? You
may do that at your convenience.

Mr. Homan. All right. We will do that, for the record.:

The problem giving us difficulty now is in what we usually look on
as the “twilight” countries, or “fringe zone” countries, let us say. I
would define those as, in general, the western European countries,
the Scandinavian countries, some of the South American countries,
such as Argentina, which is a good example.

In such countries we would be quite willing ‘o sell oil for sterling,
assuming that we could take that sterling and use it for (or partly
for) projects like the Fawley refinery or other investments in ster-
ling areas, but under the situation that exists today we are not
permitted to do that by the British Currency Control Board. You
can use Argentina as an example: The Argentine Government made a
trade with the British Government, trading oil for meat.

We have been in business in Argentina for many, many years; we
have had a very substantial business there. We supply requirements
there from Western Hemisphere sources, mainly from Venezuela.

We found overnight that we could not continue to do that; that even
if we were willing to sell them oil for sterling, we were not permitted
‘to take that sterling and convert it for uses in places where we could
use sterling. Now, we think that is pretty tough.

The CaarrMAN. What do you do with it ?

Mr. Houman. We do not take it.

The CrammaN. Yes, but what do you do with the payment you do
recelve?

Mr. HoLman. Well, we just are not selling in Argentina. Right at
the moment we are still selling 10 percent of the business that we did,
maybe, because they have not been able to get a sufficient amount of
sterling oil, but eventually it just means that we are completely out of
business in Argentina.

1 Bee attachment A, pp. 43, 44.



VOLUME AND -STABILITY OF PRIVATE INVESTMENT 13

The Craikman. Where does Argentina get its oil?
- Mr. HoLmaN. From this British source.

The CramrdaN. What is the British source?

Mr. Houman. They have gone to British companies and told the
British companies to furnish this oil to Argentina.

The Cramman. Is Anglo-American a British company ?

Mr. Horman. Anglo-American is; that is our company.

The CHAIRMAN. Yes.

Mr. Hormax. But it has no crude oil to sell. It is a marketing
company in the United Kingdom.

- The Cuamrsan. Well, are you not affiliated with British companies
in the Middle East?

" Mr. Houmax. No. We have some interests in which they own
‘an interest and we own an interest, but we have no available sterling
‘o1l there. The only available 0il we have from the Near East is the
Aramco oil that comes from Arabia, and that is all dollar oil.

The CHARMAN. What is the source of the oil of the British com-
‘panies which is sold in Argentina?

Mr. Houman, Well, it comes from the Near East, I think, largely;
some from the Near East and some from Venezuela. It comes from
Shell in Venezuela, and the Anglo-Iranian from Persia or Iran.

The CrarMAN. Is the Anglo-Iranian Co. affiliated in any way with
Anglo-American ? .

Mr. HormaN. No; none whatever.

The Cuamrman. I am sorry, Congressman, for interrupting.

Mr. Herrer. In effect, in the Argentine, they are paying for oil
in meat?

Mr. Houman, That is right.

Mr. Herrer. And you are not in a position to accept meat and mar-
ket that meat around the world?

Mr. Horman. That is right.

Mr. HerTeR. Presumably, the British Government is acting as in-
termediary between the Shell Oil, or whatever it may be, the Anglo-
Iranian, or some other company, and they in turn pay sterling to that
company, and take the meat and market it in Great Britain?

r. Houmawn, That is right.

Mr. HerTer. Does that not come down again to the question as to
what can be taken in exchange? Currency, merely representing goods,
you have got to move, and then that has got to be converted into ex-
change that you can use.

Mr. HoLman. We would be quite willing to take sterling, as I said
before, for some of this oil, if we were permitted to use 1it, invest it
where we had need for sterling, which we do. We have substantial
need for sterling and a good many investments in sterling countries.
For pay rolls and materials, and so on, we could use quite a bit of that.

Mr. Herter. I take it from what you say that that matter is being
negotiated at the present time? .

Mr. HoLman. Yes. Our State Department is very familiar with
it, and we have had very good cooperation from the State Depart-
ment in understanding our problem, and some of those talks are going
onnow. I donotknow what the outcome of them will be.

The CrarrMaN. Then you have made representations to the State
Department ?

97792—49—pt. 1—2
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Mr. Hormax. Oh, yes.

The Crarraan. In harmony with what you have testified to here?

Mr. Horman, That is right.

The Cuamryan. What has been the attitude of the British Govern-
ment to date?

Mr. Homan. Well, the British Government has said, “We will talk
to you next month.” We have not had very much success in really
having a serious talk about this particular thing.

Of course, it is true they have been going through some pretty
troublesome times. We hope to work out something with the British
Government, but we have to sit down and talk to them, and explain
our situation very fully, in order to do that.

Mr. Herrer. When you made arrangements for your refinery, for
instance, which you are putting $150.000,000 into in England, did you
make arrangements at that time for a certain amount of convertibil-
ity from the earnings in the refinery ?

Mr. HoLaanN. Yes.

Mr. HertER. So there is a commitment of a certain amount of dol-
lars coming back to you as a result of that investment?

Mr. Houman. We have no particular kick about that. It was nego-
tiated out, and we think the British Government was quite consid-
eralte of our problem and their problem and we have no complaint to
make.

As a matter of fact, I would say that in general at the present time,
in all the so-called sterling-bloc countries, we have no complaint; for
example, in such places as South Africa, Australia, or New Zealand.
Of course, we do not know what will happen in the future, but cer-
tainly the situation for the present, and for the past several yeary, is
and has been quite satisfactory.

I do not know the situation of other American companies in oil,
but I suppose they have been able to make similar arrangements.

But the point 1s, Congressman, if this nonconvertibility of funds
acts to run an American company out of business, we do not like that.
I think our Government feels very sympathetic—certainly, the admin-
istrative branches of our Government are very sympathetic—with
%ur viewpoint, and they are presenting the case quite strongly to the

ritish.

Mr. HerTrr. I do not know whether you would care to comment on
a phase of foreign investment that I notice there has been a good
deal of newspaper discussion about, and that is whether or not our
Government through the Export-Import Bank should finance or help
to finance the development of oil in Mexico.

Mr. Horaax. As a basie thing, 1 feel the same about Mexico as 1
would about any other country. 1 feel that as long as capital is avail-
able from private sources to do that, there would be no ocecasion for
our Government to do it, and I think that would be the case in Mexico.

The Cyatraran. You think, then, that private capital is available?

Mr. Horarax. Tam sureitis.

The Caatraan. In Mexico and in Europe, too?

Mr. HoLman. Well, yes. I am limiting my discussion to oil now,
because that is the only thing I am supposed to know anything about.
I would think that American industry has shown that pretty well
over the years. I suppose the oil industry has been very venture-
some in going abroad to develop oil and sell oil and refine oil and
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transport oil, and we notice that we have plenty of competitors in the
business. So I would say that private capital has been available in
the past, and I do not have any reason to believe it would not be avail-
able today. Certainly, as far as our own company is concerned, with-
In our means, we are always willing to go abroad wherever we can
work out satisfactory arrangements with the Government or people
in the country to do business.

Mr. Herrer. Up to now, the Export-Import Bank has taken that
same position with respect to this particular situation, the same way
with making loans to Brazil for the development of pipe lines and
refineries, and so on.

Mr. Horman. I think that is right, sir. Yes. Secretary Acheson
made a very strong declaration a few weeks ago in a speech he gave in
New York. The position he stated was something that we would
support very strongly.

Mr. Herrer. Mr. Chairman, I assume that the domestic phases of
the investment situation are something that you will be questioning
on. I have been limiting my questions to the foreign phase of it.

The Cuatraan. You do not need to limit yourself, Congressman
Herter. '

My, Herter. Perhaps if T could ask one very general question: I
take it that the studies of this Subcommittee on Investment are not
going to be limited to the foreign field but are going to be fairly ex-
haustive from the point of view of the domestic field, sources of
investment, and so on, and I am wondering if you could tell us a little,
where you have your board considerations of large investments, how
you make your determination as to how much you think should come
out of current earnings that are withheld from stockholders; and
capital investment, how much should be done by a borrowing opera-
tion, how much should be done through the sale of stock. What are
the factors that enter into a determination of that kind?

Mr. Homan. Well, as I point out, Congressman, in my statement
we have no fixed ideas—certainly, no set ideas, let me say—as to how
capital should be raised when you need it. We take advantage of the
money market as it exists at that time.

Now, as a basic principle, our company has leaned very much
toward the equity market rather than through loans. We have never
been big borrowers of money. We have traditionally financed our-
selves largely from our earnings, and I think over a period of time
we have paid out, oh, roughly 50 percent in dividends and retained 50
percent for our business.

In the recent past, when we had very abnormal expenditures be-
cause of the postwar situation, we retained a larger percentage of
our earnings, and also in order to finance that tremendous program
we also borrowed money, and we also sold some assets.

As you recall, T pointed that out in my testimony on profits last
ylfar, or the early part of this year. So, we have no set idea about
that. .

I think that fortunately our company has been in a reasonably
strong financial position, and we have been able to get the money that
we needed without a great deal of difficulty.

I think that, as a matter of principle, we lean very strongly toward
the equity market. We think that business should finance—certainly,
in our company that is the way we feel—through the equity market
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to the fullest extent possible. But the equity market has not been
tocMgood in the past few years.

r. Herter. I was just wondering whether you would develop that
’poin]: a little bit, the difficulties that you have had in the equity
market.

The CHamymAaN. Before he does that, may I ask him this question,
Congressman Herter?

You speak of three sources of capital, as I recall it: The sale of
assets, equity financing, and borrowing.

Would you care to say what the relationship of those three has been
in your operations; in other words, how much, relatively, have you
borrowed ; how much, relatively, have you taken from equity financing,
and to what extent have you had to sell assets in order to obtain the
amounts needed for investment ?

Mr. HoLman. Well, in the sale of assets, that would be in the over-
all picture relatively small, although it was rather substantial for the
past couple of years.

Percentagewise, I do not know, but I would be glad to get exact
figures on that.

(The following information was supplied by Mr. Holman:)

The increase from December 31, 1911, to December 31, 1948, in the invested

capital in Jersey and its consolidated affiliates came from the following sources
in the proportions indicated:

Percent
(a) Equity capital additions 12,35
(b) Reinvested earnings 76.92
(¢) Loans 10.73

Sale of assets sold at book value (as many of them were) does not affect the
invested capital. Therefore, the cash provided by the sale of assets is not indi-
cated in the above tabulation. The proceeds from sales and retirements of assets
over the calendar years 1944 through 1948 amounted to a total of about
$146,000,000.

Mr. HoLMan. But at any rate, the sale of assets would be the smallest
of the sources. Retained earnings is where most of it has come from;
and then borrowings would be in between, I would say. Perhaps I
can develop those.

The Cuamman. An equity where? How much was that?

Mr. HoLmaN. Actually, we have not done any equity financing re-
cently, unless you would call retaining a larger percentage of earn-
ings, by paying out stock dividends, equity. We paid out a stock
dividend—we paid three stock dividends within the last 3 years, I
think it was, and you might call that equity financing—in a way I
suppose it is.

The CramrMaN. Well, it is not obtaining new money ; it is just dis-
tributing retained earnings or distributing your earnings.

Mr. Horman. That is right.

The CaammaN. So that would not be equity financing in the sense
that we are talking about.

Mr. HoLman. Noj; in the general sense of the word, I do not think
it would be equity financing. We have done no equity financing in
the sense that you are defining it, Senator.

The CramrMan. Well, then, the sale of assets is the smallest?

Mr. Houman. That is right.

The CuamrMaN. The retained earnings is the largest?

Mr. HoLman. That is right.
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The CramMaN. And the borrowing?

Mr. HoLaan. Would be in between. :

The CmarryaN. In between, and probably smaller rather than
larger ; that is to say, nearer the sale of assets?

Mr. Horman. No.

The CramrmMaN. No?

Mr. Howaan. I would not think so. But I think we can develop
that, can we not ?

Mr. Sueparp. I am sorry. I do not have the figures with me, but
we shall be glad to get them together and send them to the chairman.
(See percentages supplied above by Mr. Holman.)

Mr. Herrer. I have just one question in connection with your bor-
rowing. What form are they likely to take, or do you vary those
also? Are they in the form of bank loans or debentures or bonds?

Mr. Horman. Generally, long-term borrowing——

Mr. Herrer. Long-term bonds?

Mr. Horaan. Yes. We may make some for a short term, but they
are generally long-term borrowings. I think the last borrowings
were 20 years—I think the last two were 20 years.

The Cramman. Were those bonds bond issues?

Mr. Houman. Bond issues; yes, sir.

The Caarman. How were they disposed of?

Mr. Hormax. They were sold on the market.

The CHAIRMAN. In the open market?

Mr. Horman. In the open market.

The CrarrmaN. That would mean that the borrowing was in the
United States? A

Mr. Houman, That is right. :

Now, in addition to that, I might add, Senator, in some of our for-
eign operations there is local borrowin%]and perhaps bond issues, but
they are relatively small compared to the parent company’s.

As a general principle of the parent company, the Jersey company
attempts to finance these operations through the affiliated companies
themselves. -

The CHaIRMAN. You made a very interesting statement at the outset
to the effect, as I recall, that during the 5 years since the end of the
war, the oil industry has expended $11 billion in the United States
for plant expansion, and then later on in your testimony you stated
tlll)at t(llle oil industry has contributed four-fifths of the expenditures
abroad. -

Do you have any figure of the total expenditures abroad ¢
. Mr. Horman. A billion and a half, I think it is.

The Cramman. Of all industry or just the oil industry ¢

‘Mr. HoLman. The oil industry.

The CHAIRMAN. So that the billion and a half is four-fifths of the
American investment abroad ?

Mr. HoLyman. No. The billion and a half, I believe, is the total.

Mr. Surparp. That is right.

Mr. Horman. It is the total.

Mr. Sureparp. That is right. :

Mr. Houman. Of which, four-fifths of it came from the oil industry.

The Cramuman. That was all American capital expended abroad?

Mr. HoLman. Yes; that is right.
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The Cramuman. What type of restrictions has been imposed abroad
upon the investment of capital by the Government ?

Mr. Horman. Well, the two main things as deterrents I would say
now are the questions I was discussing with Congressman Herter, the
meonvertibility of currency—the fear of inconvertibility—plus na-
tionalism on the part of a good many of the countries. They appear
not to want foreign capital to come in.

The CaatrMaN. Well, those are the two principa] things?

Mr. Horaran. Those are the two basic things.

Tlll{e g:)ZHAIRl\IAN. Nothing else, no other restrictions that you can
speak of?

Mr. Horatan. Well, of course, there are several subdivisions to these
nationalistic trends.

As I pointed out in my statement, there are different acts of a gov-
ernment that will gradually shrivel you up: unfair price controls,
maybe urging higher labor rates, or maybe export or import duties,
things like that; but that is all part of the nationalistic trend, I would
say.

The Crmirmax. Do you have any questions, Congressman Rich?
¢ I}Ir. Rica. Yes. I would like to ask Mr. Holman a few questions
if T may.

We are interested, Mr. Holman, in trying to determine how we can
encourage private enterprise to invest in local business enterprises.

Would you invest in any enterprise in our own country or any other
country, if you thought you were going to lose?

" Mr. Hotman. Noj; I do not think we would.

Mr. Rica. In other words, you want to be sure, pretty sure, that
you are going to make a profit in the conduct of your business if you
are goi}n{g to establish a business in any location. :

Mr. HoLmaN. T am sure that would be the case or we would not be
on the job very long. The stockholders would look after that, I
imagine.

Mr. Ricm. That is right. In other words, private enterprise has to
make a profit in order to exist?

Mr. HoLman. Right. -

Mr. Rica. In this country, you have stated that we have increased
since 1938 our production in o1l, or consumption of oil, 86 percent.

Mr. Horman. Yes.

Mr. Rica. And, in foreign countries where you are interested, the
oil industry has increased about 61 percent.

Mr. HorymaNn. The consumption.

Mr. Ricr. Do you find that the oil industry has any difficulty now
in keeping up with the consumption, either here or abroad?

Mr. Houman. No. I think that the oil industry has done a magnifi-
cent job in meeting consumer demands. As a mafter of fact, the chair-
man of our board made a very appropriate remark at a board meeting
one day. He said it seemed to him that the industry knocked a two-
bagger and over-ran second base.

Mr. RicH. What profit, on the average, should a business make on
its invested capital in order to be successful ¢

‘Mr. HoLman. Well, of course, that is a very difficult question to
answer. I think about the only index you could use on that is probably.
the past history of business. I do not know just what that is, but I
am sure that some of your staff here know.
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Mr. Ricr. Well, you have to make enough profit to pay a dividend ?

Mr. HormaN. Surely.

Mr. Ricr. You have to make enough profit to continue on in the
wear and tear and obsolescence of your machinery ¢

Mr. Hormaxn. Surely.

Mr. Ricr. You have to make a profit.in order to carry a surplus to
take care of any contingencies?

Mr. HowaaN. That is right, sir.

Mr. Ricn. Is it proper for the Federal Government, we will say,
in our country, under section 102 (a) I think it is, requiring you, as
a corporation, to pay out, I think it is 75 percent of your earnings, or
else be taxed 25 percent additional for not doing that? Do you think
that is a good law for us to have on our statute books?

Mr. HoLman. Well, I would say that in the operation of our own
company, to the best of my knowledge, it has never interfered with
our operations particularly, but I think that every situation is a little
bit different. Maybe it has been a hindrance in other cases. I would
not know.

hAE I can say is that in our own business I have not, I do not
thin

Mr. Rica. You made the statement a while ago that you pay out
about 50 percent of your earnings in dividends, and you retain the
other 50 percent for future development, as I understood it. Now,
according to the law, the Government can come in and take the dif-
ference between 25 percent of that, and compel you to pay 25 percent
of it back to the Government because you do not distribute it to your
stockholders; can they not?

Mr. Homan. Well, I am not familiar enough with the operation of
the law to answer that question. Certainly, that problem has not come
up, and I do not think that we would be doing it.

Mr. Rica. It hangs over the business enterprises of this country
like a club in case they want to use it.

Mr. HoLmaN. I think that is right.

Mr. Rica. I think it is a very unjust and unfair club.

Mr. Houman. That is right.

* Mr. Ricu. To hang over a business that wants to be successful, and
T was anxious to know just what you thought about that.

Mr. HormaN. Well, I think I would agree with you, Mr. Rich, on
the general thing. AllT can say is that, in the actual administration
of our company, I do not think that particular problem has come up.

Mr. Ricu. In your investments abroad and with the difficulties that
you have, knowing what is happening, are you at all anxious about
the Anglo-American Oil Co.’s investing $150,000,000 in Britain at the
present time? Are you fearful that they might come in and take our
company. over?

Mr. HoLmaN., We certainly worried about that a lot before we de-
cided to do it.

Mr. Rica. Were you ever worried about that happening in this
country? .

Mr. Hormax. We have not certainly had that.

Mr. Rica. You have not got to that point yet?

. Mr. Horyan. No. [Laughter.]

The CratryaN. You let Congressman Rich do your worrying on

that point. [Laughter.]
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. Mr. Rrca. I am; I am worrying a lot about it, because we do not
know now how soon the Government will step in and take over the
coal mines. You do not know how soon they will come in and take
over the railroads, and I am very fearful about it.

Mr. Horman. We certainly do not want that.

Mr. Rica. We cannot continue on the way we are going now, in my
judgment, without the same thing happening to us that has happened
over in England. o -

If you are fearful of it in England, we want to protect ourselves
in this country so that it does not happen here. '

- Mr. HoLman. That is certainly true.

_ Mr. Rica. If you ship your oil to this country from a foreign coun-
try, you are permitted to ship all the oil in here that you choose? Are
you restricted in any way?

Mr. Horman. No.

Mr. Rica. Areyouallowed to take the money from this country back
to the countries whence the oil came ?

Mr. Horman. Yes.

Mr. Ricu. You can take it back?

Mr. Houman., With the exception, of course, as I pointed out be-
fore, if we want to make certain investments in certain places, it would
have to depend on a given country.

In some countries, I do not think we could take it back and invest
it in the thing we would like to invest it in, because of the nationalistic
trend I mentioned. :

Mr. Rica. If you made a profit in Great Britain on the Anglo-
American Oil Co., can you bring your profits back to this country?

* Mr. HoLman. Yes; we have been able to work out arrangements
with the British Government so that we have been getting reasonable
returns on our business in the United Kingdom up to the present time.
We cannot, do it freely. We have to go through exchange control
boards, and so on, to do that.

Mr. Ricu. Is that permitted in all lines of business; do you know?

Mr. HoLman, I think it depends—you have to make application
and work it out with the British Government on the particular sub-
ject. We have been able to work it out. What success other com-
panies have had, I do not know.

Mr. Rrca. Do you feel that the change in currency now, with the
reduction in value of the pound, would influence in any way our doing
business between Great Britain and this country ? )

Mr. HoLman. Oh, I think it is bound to have some influence. In
a general way, I think it is bound to have some influence on both the
imports and exports. . C
- Mr. Rica. Will you be able to sell oil that originates in the Far East
here cheaper than we could sell American oil?

. Mr. HoLman. No; our experience is—and we think, incidentally,
the experience of foreign companies also—that there is not much dif-
ference in their total cost of producing oil if you look at it either from
the dollar or sterling areas. So, in our case, we have followed the
policy, with the devaluation of the pound, of recommending to our
affiliated companies doing business in those particular areas that they
would have to raise their prices to cover the dollar costs involved in
the cost.of producing and transporting and selling and marketing oil.

-
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Mr. Rica. That does not interfere in your business relations with
any foreign country and our own concerns?

r. HoLman. No. In most of these foreign countries they have

price controls; so, whether or not our affiliates will be able to get their

ermission to raise the prices will depend on negotiations with the
-foreign authorities.

Mr. Rica. Do you have any price controls in those countries at the
present time?

Mr. Houman. Yes. I do not think there are any of them but what
‘have price controls in them.

Mr. Ricu. Do you have any price controls in this country?

Mr. HoLmaw. No.

Mr. RicH. Is that the reasori why about 10, 15, 20 years ago I could
buKlgasoline for 10 cents and now I have to pay 28¢

r. HoLaran. Now, if you go back 20 years, I think you were paying
more than 10 cents. '

Mr. Rica. Well, it might have been 30, 40 years ago.

Mr. Housan. No. The price of gasoline, and all petroleum prod-
ucts, has fluctuated up and down; but, as far as petroleum products
are concerned, I think that the prices of petroleum products, as basic
commodities, compare very favorably with any other commodity. The
Pprice is probably cheaper than any other commodity, compared with
any other basic commodity.

Mr. Rica. The increase in cost of your commodity is because of the
great increase in cost of your production.

Mr. Horyman. That is right.

Mr. HerTER. Plus taxes.

Mr. Hormax. Taxes are a big factor, too.

Mzr. Ricr. Well, are your profits today proportionately larger than
they were, we will say, back 20 years ago, in percentage?

Mr. Horman. No.

Mr. Ricu. About the same?

Mr. Houmawn. Last year was a particularly good year. This year
it will be down quite a bit, but we have swings of ups and downs.

While last year was one of our best years, I suppose we could go
back to periods where we had higher returns than that.

Mr. Rica. You have in your average annual earnings some years
greater earnings and some years less, but you try, as nearly as you
can, to keep an average annual earning over 10, 15, 20 years?

Mr. HoLman. Of course, that depends a good deal on the competi-
tive forces. What we would like to do is to have steady earnings,
but a great many business factors enter into that. '

Mr. Rica. Well, it is necessary, is it not, for you to have earnings
in order that you can be safe in your business?

Mr. HoLmaN. No question about that, sir.

Mr. Ricu. And to take care of contingencies, so that when you get
big earnings in one particular year there is no reason why you should
not retain that for the benefit of the company because you may get a
year, as you say is this year, which is a great deal less.

Mr. Horman. That is right.

Mr. RicH. So, in order for private enterprise to invest its capital,
it has to be conservative in seeing to it that it is going to take care
of its business. That is the reason why I object to this section 101.

.I think it is an unjust tax and ought to be repealed.
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Mr. Horman. Well, certainly, basically,” you will make invest-
ments when you have the money to do it.  If you do not have the
money to do it, you will not; or if you do not have the credit.

Mr. Rica. One other question I would like to ask you, and that
is: Is the oil that the Federal Government is now developing in a
number of its experimental stations, such as taking oil from shale—
do you do any developing in that line? ' -

Mr. Horamaxn. Yes, sit.  We have done a lot of experimental work
on that going over a period of many years.

We look on it as purely a research project. Our general feeling
is that what we want to do is to use the cheapest raw material for
manufacturing liquid energy that we can; and certainly our views
are that crude oil has been, is, and will be for a long time, the best
source for that. So, while it is technically possible to make liquid
fuel from oil shales, or coal, or various other sources, we think it
is a long time in the future. ~We think it is very well for the indus-
try to do research, which we are cuirently doing. I suppose we
are spending quite a bit of money, several million dollars over the
past several years, on research along that line, but we look on that
as a research job that we might need sometime in the future but
ot in the foreseeable future.

Mr. Rica. In other words, you are looking now for the produc-
tion of oil to keep your business in operation for years in advance?

Mr. Homan. That is right, sir. : '

Mr. Rici. Do you feel that we have encugh oil or the prospects of
oil to continue in our business enterprises and our automobile uses for
gas for years to come? .

. Mr. Horaran. Yes. I feel that way very strongly, and our company
does. '

Mr. Rica. Would you care to state any number of years?

Mr. Horaman. Noj; I do not think I would want to be that exact
about it.

Mr. Rica. What I mean is this: For 50 years?

Mr. Horaman. I like to use “the foreseeable future,” whatever that
means. [Laughter.] . ,

I would go even further than that.

Mr. Rica. What T am trying to get at: I have heard people say,
the.way we are using up our oil that eventually we will not have any;
we will have to find some other means of propelling our automobiles.

You are one of the largest men in the oil industry, and I just would
like to get an idea as to what you think for the next 50 years, whether
America should worry or should not worry about what is going to
happen in our oil development.

Mr. Horaax. I would say this: America never has to worry, in my
opinion, about having liquid fuel for running its automobiles or
anything else.

Mr. Ricr. That is the answer.

Mr. Horaraw. Period.

The CaaTRMAN. When you say “liquid fuel,” you mean——

Mr. Horaax. I mean by that, that if by any chance we optimists
sound maybe too optimistic, we certainly have other sources. We can
20 to coal’; we can go to shale; we can go to tar sands; the techniques
have all been worked out. We know how to make gasoline from coal,
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‘make it from wood, and it is purely a question of economics. Tech-
nically, the problem has already been solved.

Mr. Rica. In other words, if our Government let private enterprise
£o ahead and operate its business in a good sound business way, we
-do not have to worry about how we are going to get things to propel
-our vehicles. But if the Government gets into it itself, we do not know
where we are going, do we?

Mr. Horaran. Well, I am sure business can do it.

Mr. Rica. That is right; that is the answer. I am through. That
:satisfies me.

The Caamyman. Mr. Holman, may I read this statement from your
testimony ?

Mr. HoLmaxn. Yes, sir.

The Cuarmryan (reading) :

The oil industry in the postwar period has been engaged in the greatest capital
-expenditures program in its history. The magnitude of its undertakings is
measured by the fact that from 1945 through 1949 the industry will have spent
for additions to property, plant, and equipment in the United States a total of
-over $11,000,000,000, equal to about two-thirds of the industiy’s entire gross
investment in this country at the end of 1944. ‘

That statement of yours, I take it, means that in 5 years, from
1945 through 1949, the oil industry has expended in capital equip-.
ment two-thirds of as much as it expended in its entire history up to
and including 19447

Mr. Horman. That is right, sir. :

The Crairman. ‘Then, would you say whether or not in your opinion
the Government policies have been an impediment to the investment
of capital by the oil industry? )

Mr. Houmax. I think those figures speak pretty well for themselves,
as far as the domestic oil industry is concerned. .

The CrarMaN. Yes; I am talking only about the domestic, because
that is what you were dealing with.

Mr. HoLman, That is right, sir.

The Crairman. In other words, the oil industry has done pretty
well lremder the system and the laws that are now existing; is that
right? :

Mr. Horman. Yes; I would think, though, that there would be this
qualification : This tremendous expenditure was not a normal expendi-
ture, Senator. I am sure that everyone in the oil business—I am sure
that our company—spent a lot of money of that $11,000,000,000—a
pretty good slug of it is ours. Our company did that not because
we wanted to do it. We would have preferred easing this thing out
over a long period of time. But the consumer demand during that pe-
riod, the rapid mechanization of the United States, was such that we
felt, to retain our customer acceptance, we just had to go in and spend
money, so that

The Caammman. Well, you do not think that expenditure was un-
sound, do you ?

Mr, HoryaN. No; because we built up a customer acceptance. If
we do not satisfy these customers they are going to quit buying our
products. _

The Cuamman. Inother words, it follows that this greatest expendi-
ture in history was the result of the fact that you had a consumer
demand which you had to satisfy. ‘
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Mr. Houmaw. That is right.

The CrmamrmaN. Or else you would have fallen back in the com-
petitive struggle.

Mr. Horman. That is right.

Mr. Herrer. Mr. Chairman, might I interrupt there?

Is it entirely in the competitive struggle?! Two and a half years
ago or 3 years ago, as I recall it, there were real spotty shortages
throughout the country in gas and fuel oil, and was not there a great
deal of talk at that time that unless private industry made these very
large investments and increased their capacity that the Government
might step into the picture and become a competitor itself? Is there
not always that threat hanging over behind the scenes?

There similarly has been a great deal of talk in connection with steel
as late as a year ago.

Mr. Houmaw. That is right. It had some influence, no doubt, Con-
gressman. I think the basic thing though was that we had to con-
vince the American people that private enterprise could do the job.

Mr. HerTER. Yes.

Mr. Horman. And some of us were down here frequently before
various congressional committees convincing them that that was the
thing to do; that was the way to doit.

- The Cuamman. You said you had to convince the American people
that it had to be done or that could be done?

Mr. HoLmax. I think the performance is the best way to sell a
product such as this, don’t you?

The CralRMAN. I am trying to develop what obstacles there were
to your doing this.

Mr. HoLman. I think there was a fear on the part of some people in
the industry that we would have Government 1nterference if we did
not do it. '

The CualRMAN. But the record that you have laid before us clearly
indicates that those fears had no effect at all; that, as you said
in your own words, in 5 years, from 1945 through 1949, the oil industry
invested the greatest amount in history.

Mr. HoLmanN. That is right.

The Cuamrman. Well, do you wish to imply that there were any Gov-
ernment impediments to that that had to be overcome?

Mr. HotmaN. We wanted to convince everybody that we had the
courage to do it.

The Caamrman. Well, that is another matter.

Mr. Rica. Mr. Chairman, was it not a fact that in January of this
year the President said that we would build steel plants, and your com-
mittee so recommended, but it was not long before we found out that
the steel industry began to run slack, and they are running slack today,
and the Government is out of steel.

Now, if we had gone ahead with the statement made by the Govern-
ment, we would have had another steel plant, and they were afraid
when they suggested the building of steel plants, they would go ahead
and take the o1l industry.

The CraIRMAN. You and I have debated this, and now we will try
to get the benefit of Mr. Holman’s testimony. [Laughter.]

Mr. Ricu. A lot of the people are afraid because they are afraid the
Government will step in and punish them in their business enterprise,

-and they are scared of the Government. I am not afraid of it.
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The Crmamman. How have the profits of the oil industry been
running during the period that has scared the lights out of Congress-
man Rich?

Mr. Ricr. And the lights are not out yet. [Laughter.]

. Mr. Horaan. I do not think the oil industry’s lights are out either.

The Cramman. I am glad to have the Congressman admit that he
is not nearly as scared as he pretends to be. [Laughter.]

Well, were not your profits running pretty high?

Mr. Horman. Last year was a very good year in the oil industry.
This year, we are estimating in the case of our own company that
our profits will be off around 25 percent.

’{‘1};9, CHatrmaN. But during.this period profits were running pretty
well?

Mr. HoumaN. Yes; we had a pretty good period.

The CrAIRMAN. In other words, most of this investment of which
you speak, according to your testimony, has come from retained
earnings?

Mr. Horman. Yes; some of those were retained during the war
period when we could not do that expansion, of course.

The Cramnan. Oh, yes, certainly, but American industry was not
doing so badly during this 5-year period, was it? :

Mr. HoLman. Noj; that is right.

The CramMaN. Now, then, with respect to this investment at a
period of high prices, what was the inducement for that?

Mr. HoLmaN. To meet the consumer demand.

The CrarMAN. So that the existence of a lively consumer demand
15 a stimulus for investment, is it not?

Mr. HoLman. No question about that, in my opinion.

The Cuamman. Does it follow from that that Government should
adopt policies designed to maintain consumer demand ? :

Mr. Horman. Well, we think our product is a pretty good product.

The CuaIRMAN. I know it is, surely. There 1s no question about
that.

Mr. Horaan. But we think it is our job to sell those goods to our

eople.
P TI;le Cuamraan. Surely. There is no question about that. That is
not my question.

We are trying to find out whether you have any recommendations
with respect to Government policy. Therefore, I ask you, since you
explain this tremendous expenditure during this 5-year period on
the basis of the very large consumer demand, does it not follow from
that, or does it, that there should be a Government policy designed
to maintain consumer demand? Would that not be good for business?

Mr. Horaax. We want to see the consumer demand stay up, of
course. We think it is largely our job to sell our goods, though.

The Cuamrman. Surely. I am not talking about having anybody
else sell your goods, and nobody is making any such suggestion.
would much rather have you sell your goods than have anybody else
sell them, and T do not know anybody who proposes anything different
from that, do you? ‘

Mr. Horman. No, sir.

The CHAIRMAN. So that your testimony is clear that consumer de-
mand has created the incentive for this investment by the oil industry.
You agree with that statement, do you not?
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Mr. HoLman. That is right, sir.

The CraRMAN. Now, then, I made a few notes on some of your
statements as we went through here, and if you have no objection, Dr.
Kreps and Mr. Scoll may participate in this questioning, because we:
la;e Just trying to get the facts laid out on the table, as I think you:

10.

You said that the Jersey Standard and its affiliates have spent for-
capital purposes amounts equivalent to one and a half billion dollars
here and in foreign countries.

Would you care to give us the ratio of what proportion in the United"
States and what abroad ? o

Mr. HoLmaw. Yes. Can we break that down, Mr. Shepard? If you.
can break it down, we can give that to you.

Mr. Saepsrp. Yes, sir. Icanhaveitin just a moment.

The Caamman. Very good.

With respect to the meeting of the consumer demand in the United:
States and abroad, you said that consumers here want 86 percent more-
petroleum products now than they did in 1938; but abroad they want
61 percent more.

I wanted you to clarify that a little bit, because I am sure that these-
Lwo percentages are not, ﬁ};;ured from the same base——

Mr. HoLmanN. That is probably right.

The Cmammax (continuing). And the meaning would probably
be misunderstood.

Mr. Houmax. I think you are probably right. Actually those sta-
tistics are based on the actual consumption in those countries.

The CmairmaN. Now, the per capita consumption in the United
Statesis vastly greater than that abroad.

Mr. Houman. Oh, yes; by far; and furthermore abroad a great
many countries still have rationing, so actually the consumers abroad,
I am sure, wanted more than 61 percent, but statistically they just got
61 percent, because of rationing and so on.

The CmatrmaN. Have you any idea what the per capita consump-
tion abroad is now ?

Mr. Horman. Yes, we have that. I think we can give you that by
countries.!

The CHaRMAN. I think it would be very helpful.

Mr. HoLmax. We will be very glad to do that.

The CaamrMaN. The reason 1 ask you that question is that the oil
reserves abroad, particularly in the Near East, are so tremendous
that there are many persons engaged in the oil industry here in the
United States who are fearful that that oil will preempt the Euro-
pean market, the Eastern Hemisphere market, and then tend to cause
Latin American oil to back up into the United States, to the detriment
of the sales of domestic producers.

You have heard that statement, have you not?

Mr. Houman. Iheard thatstatement, Senator. [Laughter.]

The Crarrman. Do you think there is any basis for that?

Mr. HoLymax. Well, my general idea about the oil business is this:
That if we can continue in the future, which I think we can, to stimu-
late sales throughout the world, we have a good enough product so
that everybody will be pretty busy supplying that demand. I think,

1 See attachment B, p. 44.
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in connection with some of these broader subjects we have been talk-
ing about if the restrictions can be removed to a point where oil can
be made available to a lot of these places, you can stimuiate demand so
that you can find a home for all the oil. That is my theory of it.

The CaaRAaN. In other words, anything that can be done to stimu-
late consumer demand abroad will tend to increase the consumption
of foreign-produced oil in the foreign areas without any disadvan-
tageous effect upon production in the United States?

Mr. Homax. That is right. There is a very-wide region to work
on there, too. These figures that we will furnish to you will indicate
that to you. As you point out, consumption per capita abroad is very
low as compared to that in the United States.

The CramaN. So that I will ask you: Do you support the Gov-
ernment programs that are designed to raise the consuming capacity
of Europe? :

Mr. HoLaan. Well, every place.

The Cuamman. Every place.

Mr. Houymax. That is’one of the primary jobs that the oil industry

has done, I think, in practically every country they have gone into for
the purpose of producing the raw materials. There are many exam-
ples, I think, that you would find where it contributes very greatly to
the raising of standards of living in those particular countries.

The CuamaaN. You have indicated your support of point 4 of
President Truman’s program laid down in his inaugural address, have
you not?

Mr. HoLmaw. That is right.

The Cramman. And that is on the theory that it would increase
consumption abroad and would create a larger market for the products
of private industry ¢

Myr. Horyan. That is right.

The CramMAaN. And an opportunity for the investment of private
capital ?

Mr. Horaaw~. Yes.

Mr. Rica. May I ask a question right there?

The CramraraN. May I ask the witness to answer the question be-
cause his nod is not recognized on the record. :

Mr. Horaran. Yes, sir.

Mr. Ricrn. May I ask a question, because I am going to leave in a
minute?

Do you believe that the Federal Government should guarantee any
corporation in this country against loss for the operation of its pri-
vate business? ‘

Mr. Houman. Well, as a general principle, Congressman Rich, I
think business should take its normal business risks.

As I mentioned, I think to Congressman Herter, even in the foreign
business where you have unusual risks, I would much prefer seeing
our Government trying to work out a favorable climate rather than to
offer guaranties.

Now, I think that perhaps we are unusual in that respect, and I am
certainly not against guaranties. Ifsomecompany or some individual
feels that he needs a guaranty to do something—to get started some
place, well, I would not say that was not a good thing to do.

I would say that our experience is, however. that we would prefer
seeing these broader problems settled, such as convertibility of funds,
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urging against nationalistic tendencies, and so on; and, if that good
climate is created, then I think the average businessman would be
quite willing to take the business risk in foreign countries.

Mr. RicH. The point I was trying to get at is: Why should we
in this country subject our taxpayers to a guaranty that you or any
of your companies going over abroad should be guaranteed against
loss in operating a business in a foreign country ¢

. Mr. HoLman. Certainly, in a normal business risk, I think that is.
right, sir. -

Mr. Rica. You think it is right ¢ .

Mr. Houman. I do.

Mr., RicH. That this Government should guarantee——

-Mr. Horman. Noj; I think what you say, that we should not guar-
antee. :

Mr. Ricu. That is right. - : :

) £l}’e CramrmaN. But you qualified by saying “the normal business
risk.
" Mr. Houman. The normal business risk; that is right, sir.

Mr. Rica. Anyone who assumes the responsibility of going into
some foreign country to build a plant and operate it ought to know
what he’is doing before he starts over there, and he would not go there
if he did not take a normal business risk, would he?

Mr. Homan. Well, with this exception: At the present time we
have these impediments that I think are somewhat beyond normal
business risks. I think if we were to exert our efforts in trying to
remove those impediments normal business risks would remain.

Mr. Rica. In other words, our Government cannot even guarantes
what some other government is going to do in the matter of confisca-
tion of any business that they might decide to confiscate.

Mr. HoLman. That is perfectly true, but I would think that through
treaty agreements, and so on, you could improve the atmosphere quite
a bit, Congressman.

Mr. RicH. Would it not be a greater impetus to the foreign country
if they want business enterprises in their country, to give proper
incentives to business than it would be if our country guaranteed it?

Mr. HoLmaN. Absolutely, by far; and I think that every business-
man would prefer that.

Mr. Ricu. That is right.

Mr. HoLman. Certainly, we would.

" Mr. Rica. Thank you very much.

- The CHARMAN. You are very welcome.

~We are glad to have you, Congressman Rich, and we are sorry you
cannot stay with us.

Mr. Ricu. It is always a pleasure to be with you.

The CuarMaN. I gather now, from your testimony, that you do
believe that Government guaranties to support American investment
abroad are not objectionable under present circumstances, but that you
would prefer to see convertibility established throughout the world,
and you would like to see nationalistic tendencies abroad curbed

Mr. Houman. Correct, sir.

: The CuamrmaN. Now, when you speak of nationalistic tendencies,
do you mean the tendency of one nation to encourage the activity of
its owni people, or do you mean the nationalization of industry?
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Mr. Houmawn. I mean discrimination against foreign investors,
whether they are American or others.

The CrarkmaN. Then what is your concern about this other matter,
the nationalization of industry by foreign governments?

Mr. HoLaan. Well, naturally, if we were in business in X country,
we would not want to see our business nationalized there, Senator.

The CraRMAN. But, in response to Congressman Rich, you stated
that before you made the investment with Anglo-American in the
building of an oil refinery in England, you gave great weight to the
present policies of the British Government, and in spite of those poli-
cies, you proceeded with that investment.

Mr. Horaan. Yes, after working out an agreement with the present
government that they would not nationalize the oil business, among
other things.

The CrarmaN. Then, the British Government agreed with Anglo-
American that the oil industry would not be nationalized ?

Mr. Horman. Well, our plant, our business, would not be nation-
alized.

o Tlée CrammaN. Isee. What is the structure of the Anglo-American

il Co.?

Mr. Howarax. It is a British company, 100 percent owned by the
Jersey Co.

The Crarrman. It is 100 percent owned by the Jersey Co.?

Mr. Hormaw. Yes, sir.

The Cratryan. The British Government, itself, has no interest it?
- Mr. Horman. That is right, sir. -

The CmammMaN. It is not an affiliate of the Anglo-Iranian Oil Co.
at all? ’

Mr. Horman.: No, sir.

The CHATRMAN. Was there any period of guaranty by the British
Government with respect to that refinery? -

Mr. Houman. Mr. Shepard, my assistant, happened to be the one
Wh;) worked out that agreement. ~ Could I ask him to testify on that,
sir?

The CHARMAN. We would be very glad to have him testify on that.

Mr. Sueparp. Sir, the statement was made on behalf of the present
government that they had no intention of nationalizing the refinery
or other oil industry facilities.

1 suppose like many other governments, they said, obviously, they
could not commit future governments. '

The CHAIRMAN. Yes.

Mr. Sueparp. So that the statement covered only the actions of the
present government.

The CramrMAN. But the statement was sufficient to make your com-
pany feel that this investment could safely be made?

Mr. Sueparp. As one of the many factors, Senator, affecting the
decision, that statement was sufficiently encouraging to us when put
with all the other factors, so that the decision was made to proceed
with the investment.

The CHATRMAN. Was the possibility of profit from investment one
of the factors that induced you to make the investment?

Mr. Sueparp. It was one of the factors. I think the necessity, as
we saw it, to make the investment and to remain in business there

97792—49—pt. 1——3
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over a long period, under the difficult currency circumstances which
are prevailing and which we are afraid will prevail for some time
longer, was a more important factor in the decision than the expecta-
tion of profits from this particular investment in a refining facility.

The CramyanN. What will be the market for the pro?luct of this
refinery ?

Mr. HoLmax. It will be in the United Kingdom.,

The Caamrman., What is that?

Mr. Horaax. It will be largely limited to the United Kingdom.

The Cramryman. What will be the output?

Mr. HoLman. 110,000 barrels a day.

The Cmarrman. Do you expect to sell all of that regularly in
England? ’

Mr. Horman. Yes. That was our hope and expectation, Senator.

The CramrmaN. What competition do you have?

Mr. HoLman. Well; there is pretty substantial competition there.
There are three or four British companies selling there, and three or
four American companies.

The Craatrman. What is the total of consumption in that market?

Mr. Horman. I would say around four or five hundred thousand
barrels a day in the total United Kingdom.

The Cramuman. Now, then, after discussing consumer demand, you
discussed the replacement of worn-out and obsolete equipment as one
of the objectives for which expenditures are made, and the assurance
of adequate raw material supplies, namely, the purchase of oil reserves,
I suppose the acquisition of them, and ‘the necessity to meet com-
petition.

Here you say: “When one of our competitors puts a new idea into
practice, we often must make heavy investments to meet the new
competition.”

Can you give us some examples of that type of investment to meet
new competition ?

. Mr. Hormax. Oh, it happens practically every day, Senator.

Everyone marketing petroleum products is trying to sell more prod-
ucts and get more consumer acceptance, and obviously quality is one
of the determining factors of a consumer making up his mind to buy
a product.

The CratrmMaN. Then, there is a difference in the quality of the out-
put of the various refineries?

Mr. Horaman. Yes, sir. Always buy Esso, Senator.

The Cramman. I wondered 1f I could not get you to lead up to
that. [Laughter.]

Mr. Horaan. For lubricants, gasolines, Diesel oils, various other
things, waxes, numerous things, our engineers are continually trying
to design better equipment, make costs cheaper, make goods cheaper
and also better.

The Cratrman. Are there any suggestions that you desire to make
to this committee with respect to Government policy having effect
upon investment of private capital in the United States, beside this
agreement that I think you have expressed that consumer demand
ought to be maintained ? ’

Mr. Hounmaw. I think that certainly Government policy should be
directed toward encouraging business in continuing to put more and
better products on the market.
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The CramMaN. Do you agree that Government should take such
action as ought to be calculated to prevent the great variability in
private investment, which in the past has produced depressions?

Mr. Hounmaw. I think it should be the objective of every businessman
and of Government and everyone else to level off the peaks and valleys
to the fullest extent possible. I do not think that you can guess the
future with sufficient exactitude to hope to eliminate all of them,
Senator.

The Cumamyan. Well, we are not prophets, of course, but is it
desirable to have governmental policy that would prevent depressions,
if possible? I say that merely because, of course, we are sitting here
under the full-employment law, the objective of which was to develop
Government policy to prevent the great booms and great depressions.

Mr. Houmaxn. Surely, I think that is desirable. I think that any-
thing that either business or Government can do to remove the large
peaks and valleys is desirable.

The Caarman. Are there any other restrictions in foreign nations
or are there any restrictions in the United States which inhibit the
sale of goods freely and the payment for them freely? Do foreign
governments have any other restrictions, in addition to the problems
of inconvertibility and nationalization which you have mentioned?

Mr. Hoaran. I think we have mentioned all that we could think of

. at the time I prepared that statement, Senator. )

The Crairman. Is there any prospect of an understanding with the
British Government now with respect to this sterling area? You are
asking for the opportunity to sell for sterling. Are you making any
progress?

Mr. Houman. Yes. As I say, as far as the British bloc of nations
is concerned, we have been able to work out satisfactory relations there,
which we think are all right.

It is more or less in the “twilight” or “fringe” areas that we are deal-
ing with the British now. We do not know what the outcome will be,
but we hope to work out something. We hope favorable results will
come from the talks that the British are having with Americans here
now.

The Crammman. You have spoken about losses abroad, particularly
the loss that was sustained in Hungary.

How serious have these losses been for the entire petroleum indus-
try?

yMr. Houman. Well, I do not think I could give you a figure. In our
own company, we have a pretty substantial investment behind the iron
curtain, and while we have not given up the hope of recovering some- .
thing, I suppose that we would sell out at pretty much of a discount.
We still have our claims in, of course, and only time will tell whether
we will salvage anything out of that or not.

The CramrMan. But your operations, on the whole, abroad have
been successful ?

Mr. Homan. That is right.

The CmammaN. You have been amply able to sustain whatever
losses have been incurred ?

Mr. Houmawn. Well, we have sustained them. I will say that,
Senator.

The Caamman. Of course, you do not like them. [Laughter.]
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What would be the effect upon the investment of private capital here
in the United States and the development of our own resources in the
United States of a broad program of stimulating the investment of
%mezrican capital in the backward areas of the world? You support
that?

Mr. Homa~. Yes. All I can use is my own experience, the com-
pany’s experience, in going into these areas; and I think it would be
very substantial.

Naturally, I think that anyone who would go to western Canada
today would get some idea of what it means. Actually every dol-
lar spent will come back to the United States in some form or another,
and I think it would mean a lot to those countries.

The Cramman. Then, you have no apprehensions, so far as the
strictly domestic American economy is concerned, about the invest-
ment of American dollars in the development of Canadian resources,
through the Imperial Oil Co., Ltd., or the development of resources
elsewhere ?

Mr. HoumaN. Well, T used Canada as an example. Certainly in
some places today we are holding back very seriously because of the
reasons I mentioned.

The CramrMaN. You are holding back in Canada, too?

Mr. HoLman. No. I said in other countries. Argentina is an
example. We would not want to spend money in Argentina. :

The CraRMAN. But my point was that the investment of American
capital in Canada and in other countries, in your opinion, would be
injurious to the American domestic economy ?

Mr. HoLman. No; on the contrary, I think it would be just the
reverse.

- The Cramman. Well, how? I would like to have you put that
into the record.

Mr. Horman. Well, every dollar exported from this country,
whether it is by tourists or whether it is by a company or what not,
eventually comes back to this country in some form or another; does
it not? . '

The Cratrman. So that your belief is that we should do every-
thing we can to break down international trade barriers?

Mr. HoLman. That is right, sir, most emphatically.

The Cramrman. With respect to the oil industry abroad, and the
ownership of the foreign sources of petroleum, is there not a pretty
well defined concentration of ownership of those resources? Let us
take the Near East, for example.

Mr. Houman. Well, there are several—let me see—in the Near
East there are four or five American companies, and there are three or
four European companies, and there are others negotiating, of course.

The Cramman. Well, Standard of New Jersey, Socony Vacuum,
Standard of California, Texas, have pretty well united their reserve
interests, have they not ? )

Mr. Hotman, Well, I do not know what you mean by “united.”

The Cramrman. I mean you have a common ownership or a com-
mon interest together with the foreign countries in the Near East oil.

Mr. HoLman. No. In Arabia thatis true. We own a joint company
there, which is owned 30 percent by the Jersey Co., 30 percent by the
Texas Co., and 30 percent by the California Co., and 10 percent by the
Socony Vacuum.
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The Caamman. And the reserves in Arabia amount to how much?

Mr. Horman. Well, they are very substantial.

The CaammaN. What is the present estimate ?

Mr. HoLmax. The last figure, official figure, I saw was 6 or 7 billion
barrels or something or other like that.

The Craamraan. How much?

Mr. Hormaw. Six or seven billion barrels of sufficiently proved re-
serves. But the potentialities are no doubt larger than that.

The Cramman. The potentialities are much greater than here in
the domestic United States, are they not?

Mr. HoLman. When you start talking potentialities, Senator, you
have been around oilmen enough——

The Cramman. I know, but I know we have drilled a great many
more wells in the United States than have been drilled anywhere else
and, particularly, a great many more than have been drilled in the
Near East.

Mr. HoLman. Well, certainly as far as quantity of oil is concerned,
it is very, very substantial, both actual and potentially; that is a
good deal more, certainly.

The CrHamMAaN. Let me put the question bluntly: So far as the
Near East is concerned, competition in the production of oil has
been pretty well eliminated, has it not ¢

Mr. HoLman. I do not think so.

The CramrMan. Well, where is the competition ?

Mr. Homan. There is a lot of land over there. People can——

The Cramman. Well, I mean, insofar as the 6 or 7 billion barrels
of proven reserves are concerned ?

Mr. Houman. Well, we do not have—this particular company does

not have all the land in Arabia.

* The CmamMman. Oh, no; I know, but there is a little on the edge,
that is about all, is it not?

Mr. Houman. Well, certainly there is enough so that if anybody
wants to get some, to get their feet wet, there is a possibility to do it,
all right, which they are doing.

Mr. HerTeR. Is there not a group of seven American oil companies
outside of those mentioned which have quite a large possession in
Arabia?

Mr. Horman. Yes. There is negotiation going on for more, so I do
not think that your assumption is right. There is land available for
people who want to explore if they want to take a shot at it.

: The CrarmaN. Dr. Kreps, have you any questions? We are getting
along.

DI% Kreps. I got the impression, Mr. Holman, that most of your in-
vestments abroad are direct investments rather than lending money
or b}zlying minority interests, without managerial control; is that con-
‘rect ?

Mr. Horman. Well, they are all direct investments in the sense that
we put money directly into those companies. In some of these com-
panies there are minority interests; some of them we own 100 percent.

Dr. Kreps. Do you find that opposition to direct investments in
companies in which you control the management, in countries that do
not oppose, say, the lending of capital via either governmental institu-
tions or even private institutions? :
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Mr. Hormax. Well, most of these companies are very old companies.
They were formed and started operation many, many years ago. The
general policy we have followed on that has been that we have never
felt we were justified in going to any foreign country unless we had
managerial control of our operations.

We have always felt that we had our stockholders’ money in trust,
and that if we were going to put our capital and know-how into it that
we had to have managerial control of those operations.

- Dr. Kreps. It would be possible then, I judge, to go into some coun-
Erie_s igf you did not more or less have the policy of going in on a direct
asis?

Mr. HoLman. Well, I think that these prohibitions that I speak of
in my statement, and later on in some of the questioning, would hold
true even if you wanted to do that.

- Dr. Kreps. Yes.

You do not believe then that there is any real development or capi-
tal investment possible, or additional investment possible, if companies
are not really interested in managerial control, and merely want to
lend money and let the native producers—

Mr. Horman. We are quite willing to take nationals into the busi-
ness. As a matter of fact, we have done that in a great many places,
so there is certainly, as a matter of policy, no objection. As a matter
of fact, in some cases we prefer having local capital in our operations.

In the last year or so, we have formed companies in which nationals
of particular countries are participating in a particular project.

Dr. Kreps. Now, in other areas, I noticed that you have invested
about $400,000-000 a year, on the average, in the last 4 years. Do you
anticipate—I understand that is the highest level you have ever at-
tained—that that level is likely to be maintained, plus or minus 10
percent or so in the next period, or are you anticipating that this
will be a high level for some time to come? .

Mr. HoLman. Well, our level, peak level, was a good deal over the
$400,000,000. I suppose you got that by dividing the total amount by
the number of years.

Dr. Kreps. That is right. :

Mr. Howman. Our peak year, I suppose, was last year. This year
we would anticipate maybe a 10-percent or 15-percent falling off,
because we feel as if we have passed the crest of this rehabilitation
program after the war, and also that we have caught up with the
consumer demand pretty well, so that we would anticipate maybe a
10-percent falling off, a 10- or 15-percent falling off this year, and we
would anticipate some further reduction next year.

‘We have not studied our budget for next year yet; so, we do not
know what it will be, but there will probably be some falling off
next year. . .

Dr. Kzeps. Now, if industry, in general, anticipates that falling
off, and general investment goes down, will that bring with it the
reduction in the general level of employment and consumption?

Mr. Horyman. Well, certainly in our own company, we do not antici-
pate any serious reduction in employment, if any.

Dr. Kreps. You do not anticipate it would, so far as the economy
as a whole is concerned, if business investment goes off, say, 20 percent
or 25 percent next year, result in increased unemployment? :
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Mr. HoLman. Well, I have not really given much study and thought
to that particular over-all question. I limited my testimony largely
to what I really know something about.

I suppose, as a general thing, that if investment falls off there
would be some falling off in employment.

"Dr. Kreps. You see, the worry there would be what the Govern-
ment ought to do if private investment does fall off, as it has in the
past. What should the policy of the Government be in trying to keep
up the level of private capital investment? And I wondered whether
you had any general policy, general ideas, on what the Government
should do in such a case.

Mr. Horaran., Well, I personally feel, Dr. Kreps, that we still have
quite a backlog of consumer demand in this country.

I frankly think that it is good for us to have a little falling off of
this. I know that in our own company, and I am sure this is true
in the industry, that we were kind of falling all over ourselves in try-
ing to get a job done, and I think we welcome some falling off.

I think our general feeling is—and again I am limiting my opinion
largely to what we know in the oil business—we expect consumer
demand to keep up pretty well, and we expect the oil industry will
have a pretty good job laid out for it to keep that demand met; so
we are not anticipating any big drop in any of the phases of the econ-
omy in the oil industry.

Dr. Kreps. Relative to a question we are discussing, I would like
to ask you, sir, whether or not the pay-out period for your investments
is the same. To get your money back in the same period of time, or at
certain times, do you say, “Well, if we pay out in 5 years, we will put
the money in” %—and other times you say, “These conditions are so bad,
we must get our money back in 2 or 8 years.” '

The second question related to that is: Have you varied your idea
about 'che2 safe kind of pay-out period, say, between 1946 and, let us
say, 1949 :

r. Houman. No. Actually the way we lay out an investment
program, which is done largely through a budget, is by our estimat-
ing the consumer demand for petroleum products. Fortunately, we
have been in a business where we have been in a rising demand ever
since I have been in it, anyhow, and we expect that to continue; so we
will see how much capacity we have to meet that business in order to
hold the business we have. Obviously none of the investments are
made unless we think they are profitable investments, but I do not
think, as a rule, on our general broad investments, that we try to
figure out the exact return on investment. ;

Now, we will have a situation coming up, such as having a ship
that is 15 or 20 years old, and maybe it 1s a pretty expensive ship to
operate. Our engineers have plenty of designs, and we find our spend-
ers always have plenty of ideas on how to spend; they will want to
build a new ship. So, we will match the cost of this old vessel
against a new one; and, if it shows a good, fair return, we will buy
the new ones and junk the old one. :

But that applies, that general principle of getting a return on
investment, I think, more to specific pieces of equipment. It may be
a drilling rig. It may be a ship; it may be a cracking coil in a re-
finery. It may be a bulk plant. Then, on that particular thing, we
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will try to figure out the return on the new investment versus the cost
of operating the old one.

I would say on capital, such as where we have needed capital to
meet normal expansion, that we have passed up some pretty good
opportunities this year because we figure we could use our money bet-
ter to supply our consumer demand, and to retain our customer
acceptance.

Now, of course, we will do a good deal more in trying to reduce
costs, getting more efficient operating machinery, and so on, and I
suppose that the decision on those is usually a question of judgment.
But I do not think that we have any set rule, whether it is 10 per-
cent or 20 percent or 5 percent, or what not; it depends a good deal on
the situation. We have to do a lot of investment, of course. Take
some of our foreign operations. We might have to build a hospital.
Well, of course, the return on that from a monetary standpoint is
something you cannot figure very well, and we have a lot of that sort
of investments that we have to make to go along with the rest of our
investments.

Dr. Kreps. Thank you very much.

Those are all the questions I have, Mr. Chairman.

The Caairman. Thank you, Doctor.

Mzr. Scoll, do you have any questions?

Mr. Scorr. I have a couple of questions on this point of the re-
placement of obsolete equipment.

These investments that you make in plant and equipment consti-
tute, in large part, purchases of machinery and various types of
equipment of all kinds; do they not ? .

Mr. HoLman. Yes.

Mr. Scorr. Now, how important from a, Qproﬁt standpoint is it for
you to operate up-to-date plant equipment? Do you have to keep it
up to date or can you let it operate for long periods of time? -

Mr. Horman. Well, the o1l industry is not a static industry. It isa
pretty dynamic industry, and people are finding out how to do the
job better all the time, so that the question of obsolescence with us is
a pretty large factor.

We discard a lot of stuff that, as far as the workability of it is
concerned, will run all right, but we can do a much better job by in-
stalling more modern equipment. That holds true for every branch
of our business, I would say.

Mr. Scorr. Now, let us take the refineries, as an example. How
many refineries does Jersey have in the United States, offhand?

Mr. Horman. Oh 10 or 12 refineries, I suppose.

'Mr. ScoLr. How many of those refineries are under 10 years old ?

Mr. Horman. Well, the refineries are a kind of peculiar piece of
equipment. Some of it may be very old, some of the buildings, for
example. .

So far as the refinery equipment itself is concerned, it is changed
very rapidly. I suppose the average life—I am just guessing—but I
would suppose the average life of a piece of refinery equipment, if you
consider the obsolescence factor, is pretty short. : :

I would be glad to give you a more exact figure for the record, but
T hesitate to guess at just what it would be.
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(The following information was supplied by Mr. Holman:)

It is difficult to generalize on this subject, because of the heterogeneous charac-
ter of a whole refinery. We think the best figure we can give for the average life of
refining equipment is provided by the fact that depreciation of a wide variety
of such pieces of equipment varies from about 6 percent per year to about 7 per-
cent per year. Thus, one may say with reasonable assurance of correctness
that the average life of refining equipment is in the neighborhood of 14 to 17
years. Of course, there are a good many exceptions to this general rule.

Mr. ScoLL. But, generally speaking, obsolescence is pretty fast in
refinery equipment.

Mr. Horman. Yes; that is right. .

Mr. Scorr. . Does that hold true of the other equipment that you use
in the business?

Mr. Hormax. Yes. You go into the producing end of it, take drill-
ing rigs: We used to use drilling rigs that would drill two or three
thousand feet deep. Now, they go 12,000 or 15,000 feet deep. That is
changing very rapidly.

I would say in practically all branches of our business that is the
case. We find we can design more efficient filling stations or in the
shipping end of our business, pipe lines, and so on.

Mr. Scorr. Do you replace this equipment as far as your engineers
determine that it is not as efficient as some other new piece of equip-
ment to do the same job, or do you keep it on even though you know
it is obsolete ¢

Mr. HoLman. Well, in general, we replace it.

As I just explained to Dr. Kreps, the conditions existing at the time
have some influence on us. Over the last 4 or 5 years we have been
so busy meeting our consumer demand, so far as volume is concerned,
that we have not replaced as much obsolete equipment as we would like
to and as I think we will attempt to do more and more during the next
few years, since we have caught up on consumer demand.

But, in general, we try to figure out how much reduction in costs we
can get by replacing this piece of equipment; and, if it looks favorable
and if our bank account is such that we can go ahead and do it, why, we
can do it. .

Mr. Scorr. If the Bureau of Internal Revenue were to permit you
to accelerate depreciation for income-tax purposes on new equipment
would that affect your decision to replace equipment sooner, or would
it make any difference to you? '

Mr. HoraaN. As a matter of general principle, we look on the
depreciation rates as serving the useful life of that piece of equipment.

Now, normally, it requires a lot of business judgment to determine
that. I think that what we feel as a company is that it would be most
useful in the Internal Revenue implementation of the revenue laws to
permit a little broader base for interpretation on the part of business.
In other words, we would like a little bit wider latitude in deciding
whether a piece of equipment was going to wear out through either
wear or through obsolescence in a period of, say, 10 years. We would
like more latitude on the part of the Internal Revenue Department
for the managers of business, because we cannot guess what the life
of these things is going to be. Probably, over a period, we would take
advantage of that at times; but the main thing, I think, is to have
more latitude on the part of business to interpret these things to the
best of their judgment.
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We do not like a rigid rule for depreciation on some particular piece
of equipment because maybe after the time we have agreed that is
fair, something will come up so that it is not fair; so, we would like
more latitude, I think.

Mr. Scorr. If you had that latitude, would you replace your equip-
ment faster?

Mr. Horuman. Yes; I think it would have some effect on that,
certainly.,

Mr. Scorr. In your statement, you refer to investment in the manu-
facture and distribution of new products. :

Is it Jersey’s policy to manufacture and distribute every new prod-
uct which its scientists develop?

Mr. Horamax. Noj it does not have enough money.

Mr. Scorr. Which ones do you handle yourself, which ones do you
farm out?

Mr. Houmax. Well, in general, petroleum, of course, is a very com-
plex base material, as you gentlemen know, and you can make a lot
of things out of it.

In general, our business is what we usually refer to as the energy
field ; that is, residual oils, heating oils, kerosenes, gasolines, and so on.
~ Well, the energy field is where we started, and that is where we think
we can do the best job. But, obviously, in trying to make better gaso-
lines or better lubricants, we find out how to make other things; and
our scientists are constantly bringing to our attention the fact that
you can do a pretty good job on these.

" The CrarmaN. May I interrupt at that point?

When you say that you do not have enough money to develop all the
new products which are discovered by your research experts, does that
mean that Jersey’s research facilities have developed a large shelf of
new products which are awaiting appropriate and proper times for
future development ?

Mr. Horman. No, sir. T am going to come to that here—the next
part in answering that question, Senator.

The CramrmaN. Well, I think Mr. Scoll’s mind and your mind and

my mind have been heading toward the same objective.
- Mr. HoLman. The chemical field, of course, has been an attractive
field. Naturally, we find out a lot about that in working out our nor-
mal field, and our general policy is that if we develop a product that
we think we can make cheaper and better than someone else, we do it.
I could use alcohol as an example: We think that we can refine and
make alcohol pretty much the same as we do gasoline, and make it in
big quantities. We do make quite a bit of alcohol and sell it to the
different chemical companies. :

Generally, it is in the manufacturing field, I think, that we will go
ahead. Ifit is not related to the oil field and we think that the chem-
ical companies or other people can probably do a better job than we
can’of merchandising it or in taking alcohol as a raw material and
making it into other products.

In general, if we discover a new product that we do not feel that we
can market effectively, we will sell the rights to that to some other com-
pany, or if we feel that we can manufacture it and do the primary con-
version job, we will do that. If we have no interest in it, of course, it
is readily available for anyone else who wants to use it.
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Mr. Scorr. Now, is it your policy, to get a little closer to what
Senator O’Mahoney, I think, had 1n mind—do you have a policy
of putting to work all the new products that your various laboratories
discoger in their work in petroleum, as fast as they can be put to
work ?

Mr. Horaan. Oh, surely. Any patents that we have are available
to anyone else on, we think, very reasonable terms.

Mr. Scorr. Well, now, when you find a byproduct that has inter-
esting possibilities, but which you think could be better handled by
some other company than Jersey, how do you go about selecting the
other company that you want to offer it to? ,

Mr. Hormax. It is usually very well known. Patents, of course,
are public property.

Mr. Scorr. Assume John Jones knows, through a friend of his, that
one of your laboratories has developed a brand new perfume essence
out of kerosene, we will say, to make it a little absurd ; and John Jones
finds out about this from a friend of his who works in the laboratory,
and he comes to Jersey and says, “Look here, I would like to have the
patent rights, and I will pay you a royalty. I wantto make perfume.”

Mr. Horman. We would be glad to let him have it. We had a
little experience in the perfume business ourselves, and we were glad
to get out of it. Other people could make money on it, and we could
not.

Mr. ScoLr.. What I am getting at is, do you have any standards?

Mr. HormaN. That is one of the assets that we sold, incidentally,
Mr. Seoll. -

Mr. Scorr. Well, I did not realize I was so close to home.
[Laughter.]

What I am getting at is, let us take a product that has a wide ap-
plication in the plastic field, for example, a new plastic, a new resin
of some sort, that may have a potential market of, say, in the millions.

Now, how do you go about finding a company, ot deciding whom you

want to handle that? Do you pick an affiliated company, or do you
go out an‘Zd pick somebody who 1s completely independent, or how do
you do it?
" Mr. HoLman. Well, you have to take each one separately. So far
as I know we have not any brilliant ideas in the plastic field, but if
we did, naturally, if we had patents I suppose some of the people who
are in that business would come to see us. It would simply be a ques-
tion of negotiating a trade with them.

The CHAIRMAN. Do you take the initiative with respect to the dis-
posal of patents that you do want to use?

Mr. Homan. Oh, surely. If we have something we do not want
to use, anybody else wants 1t, we will be glad to sell it to them.

The CratraaN. Well, my original question was, so to speak: Do
you have a shelf of new products which are not being utilized ?

Mr. Horaian. No, sir. There is no shelf of unknown products.

The Caarraran. Well, what did you mean when you said that you
did not have money enough to develop all the things that have been
discovered or invented ?

Mr. Horaran. Well, going back to the alcohol business as an ex-
ample, we can make the primary conversion on alcohol, which is still
a raw material, for a lot of chemical companies.
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Now, to go out and compete with some of the chemical firms, these
chemical laboratories, for further conversion on a thing like alcohol
requires a tremendous investment. )

n the first place, we need our money in the energy field in which we
feel we are best qualified to do the job. _

In the second place, we do not have the managerial talent or the
ability, we think, to do as good a job as some of the chemical companies
could.

The Cmamrman. All right. Now, then, is that alcohol discovery
lying idle because you do not want to ego into competition with the
chemical companies or is it being turned over to some chemical com-
pany?

Mr. Horyaw. Surely.

The Caamman. Or to some other person or corporation to develop ?

Mr. Horman. That is right.

The Cuaarman. It is? )

Mr. HoLmaN. Yes. Anything that we have is available to anyone
else if they want to use it and we do not want to use it.

The CrarMAN. That is a little different statement. You say any-
thing that you have is available for use by any other person.  That
implies that unless some other person or corporation asks for the
opportunity to develop, and you do not want to develop, it lies idle.

Mr. Houman. Well, it depends on the commercial value of that. If
we thought that someone——

The Cuarman. Certainly.

Mr. Houman. If it was worth the sales effort to try to go out and
sell it, why, we would sell it.

The Caamman. The reason I am asking these questions is that we
are trying to find out whether there exists here, by reason of the dis-
coveries of your scientists, an opportunity for the investment of Amer-
ican capital, which is not presently being invested. :

Mr. Houman, If anybody thinks we have got anything, or if we
thought anybody wanted anything, we would be glad to sell it. If
they think we have it, we would be glad to negotiate.

The Cramman. Let us create an opportunity for the investment
of private capital in these discoveries. How many patents and dis-
coveries have you made which are not presently being used ?

Mr. HoLman. Oh, I would not even venture a guess.

The Cramman. Of course, all of the patents are public property?

Mr. HoLmaw. Surely.

The CaamMAN. They are available at the Patent Office.

Mr. HoLman. Surely.

Mr. Scorr. By the payment of a royalty.

The CaamrMaN. You can find out what they are.

Mr. ScoLr. Where its existence is to be determined.

Excuse me, may I ask a question along your lines, Senator?

The CHARMAN. Yes. _

Mr. Scorr. Do you have any special department or division of
Jersey which has the particular responsibility of seeing to it that new
unrelated products are farmed out or manufactured by other people?

Mr. HoLman. That is right, Standard Oil Development Co.

Mr. Scorr. The Standard Oil Development Co.?

Mr. Horman. They are constantly dealing in just the thing that
you gentlemen are talking about.
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Mr. ScorL. Just what we are talking about, fine. )

Now, how would Standard Oil Development Co. decide whom to
license, say, to make alcohol or some other product? ) )

Do they take the size of the potential customers into consideration ?

Mr. HoLman. No; I do not think so.

Mr. Scorr. Do they pick their friends?

Mr. Horman. Noj; I do not think so.

Mr. Scorr. Well, how do they decide?

Mr. HoLman. If you want to make a trade with the fellow, you

.naturally want him to live up to his obligations and if it is on a royalty
basis, of course, you want to assume that he would use it.

The Cramman. Well, does not the Standard Oil Development Co.
actively promote the utilization of those products which the managers
of Standard Oil Development Co. regard as having a potential market,
and the probability of making a profit?

Mr. Horaan. That is right.

The CaamrMAN. You do that by the creation of additional subsidi-
aries, do you not?

Mr. Honman., Well, they may, if it is related to the oil business
itself. Of course, if that were the case the Standard Oil Develop-
ment would go to one of the affiliated companies and make it known,
by saying : “We have a new way of doing this,” or “We can make a new
product. What do you think about it#”

Well, they look it over and they decide if this is something which
can be utilized in the area in which they are operating and if 1t would
be a good business proposition for them to go into. If not, they would
go to some other affiliate.

The Cmamman. That is true with respect to discoveries that have
a close relationship to the oil industry?

Mr. HoLman. That is right.

The CramrMmaN. To the production of energy?

Mr. HoLman. Yes.

The Cramman. How about these nonrelated discoveries?

Mr. HoLman. Well, they would promote those in the same way—
going to people outside the Jersey group of companies to see if they
had any interest in them.

Mr. Scorr. Well, to come back to the same line or to continue on the
same line of questioning, what I am trying to get at is: What factors
Standard Development Co. takes into consideration in deciding who
they are going to license? And what I am aiming at particularly is
this: Are there any considerations other than the straight business
profit consideration? For example, if the Standard Development Co.
had to choose between two competitors, each of whom were after a
licensing arrangement for the manufacture of some byproduct, let us
say alcohol, and one of them was a company that already dominated
the alcohol field, the other one being a smaller company, equally
solvent, but not nearly so important in the field, would the board of
directors or would the company consider that it had any—shall we
say—public responsibility in the farming out of its patents with
respect to the general problem of the concentration of industry?

Mr. Horaran. In the first place, it would depend upon the reliability
ff the firm with which you are negotiating, whether they be small or

arge.

Mr. ScoLr. Suppose they were both good ¢
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Mr. HoLma~. We do not follow exclusive licensing; both could have
it, so far as I know, in a case like that; that is, T am sure that is true
in the case of oil—things applying to oil.

The Cramman. Would you say that any responsible corporation
or individual which would express a desire to obtain a license to use
any of your patented processes or discoveries not related with the
energy field would be received on an equal basis ?

Mr. HoLman. Right. That would even hold true in the oil field—
in the energy field—because we license our competitors currently.

The CuarMaN. So, would it be possible for these newspapermen
who are gathered here today listening to this testimony to write a
lead to this story: “Standard Oil of New Jersey has a large number
of undeveloped patents and processes for which applications may be
received—will be received—Dby Standard Oil Development Co.”?

Mr. Horaman, Well, in the first place, I do not think there are a
large number, but certainly for anything that we have available we
are open to negotiation. We might put an ad in the paper to that
effect, Senator. You have given me an idea. [Laughter.]

The Caamman., And that will promote investment of private
capital.

Mr. Scorr. I have one final question: Does Jersey ever help other
companies finance the purchase of Jersey products or supply Jersey
with materials or equipment? I am not talking now about joint
ventures where Jersey and some other company go into an oil field.
I am talking about the distribution field or the supply field.

Mr. HoymaN. Certainly, there are instances of that case. I remem-
ber when I was in the operating end of the business we sometimes made
loans to a producer. If he wanted to develop his lease, we would make
loans to a producer and take his runs as security on the loan.

Frequently a dealer will want to remodel his station, and he will
make a dealer loan with one of the marketing companies whose prod-
ucts he is marketing. This past year in the case of shipping, some
people wanted to buy some ships, and we had bought all the T-2s that
we wanted in our fleet at that time. Although some of the companies
did not actually borrow the money from us, we made a charter with
them and they, in turn, used the charter as a means of financing their
loans with the banks or insurance companies.

Those are some instances of it. In general, over-all, I do not think
it amounts to so much in our total capital structure, but I think you
could probably find some examples of that in practically every branch
of our business. :

The CrarmaN. To what extent does your experience offer a pat-
tern for small business in this investment field? Are you willing
to venture an answer on that?

Mr. HormaN. I do not know. ) .

The CuamMAaN. Suppose you think that over, and after you
have— .

Mr. HoLmaw. I think the same principles of business apply, whether
you are small, middle-sized, big, or what not. It is all the same
principles.

The Cramrman. Do you agree that Government should do every-
thing in its power to encourage the development of new independent
competitive enterprises?
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Mr. HomaN. Yes. I think that all forms of business should be
encouraged to get more people into the business.
The CramrMman. Thank you very much, Mr. Holman.

Both in the House and in the
presence of the committee.

Senate, there is a demand for the

Your testimony, as always, has been very interesting. I am sorry
we do not have more time to talk things over with you.

Mr. HormaN. Thank you very much, sir.

I have the answer to one of the questions.

Jersey’s investment in plant, property and equipment since the war,
totaling about $1,500,000,000, was about two-thirds in the United
States and one-third in foreign countries.

The CHAIRMAN. Yes.

Mr. HormaN. Thank you, sir.

The CrHARMAN. The committee will reassemble tomorrow morning
at 10 o’clock, when Dr. Kaplan will be the witness.

(Whereupon, at 12:45 p. m., an adjournment was taken until 10
a. m., September 28, 1949.)

(a)

)

(c)

Thank you very much.

[Attachment A]

A. THE STERLING AREA

I. BRITISH COMMONWEALTH AND EMPIRE COUNTRIES

United Kingdom :
England
Scotland
Wales
Northern Ireland
Isle of Man
Channel Islands
Dominions
Australia
Burma
Ceylon
Eire
India
New Zealand
Pakistan
South Africa
Principal colonial territories:
Aden' (colony and protectorate)
Bahamas
Barbados
Basutoland
Bermuda
British Guiana
British Honduras
Cyprus
Falkland Islands and dependencies
Riji Islands
Gambia ' (colony and protectorate)
Gibraltar
Gilbert and Ellice Islands
Gold Coast:?
(1) Colony
(2) Ashanti
(3) Northern territories

(¢) Principal colonial territories—Con.

Hong Kong
Jamaica (including Turks and
Caicos Islands and the Cayman
Islands) :
Kenya® (colony and protectorate)
Leeward Islands:
Antigua
Montserrat
St. Christopher and Nevis
Virgin Islands
Maldive Islands
Malta
Mauritius Island
Nigeria:?
(1) Colony
(2) Protectorate
North Borneo
Sarawak
St. Helena and dependencies
Seychelles Island and dependencies
Sierra Leone® (colony and protec-
torate)
Southern Rhodesia (self-governing
colony)
Trinidad and Tobago
Windward Islands:
Dominica
Grenada
St. Lucia
St. Vincent

" 1 Colg:xies contiguous to protectorates of the same name or within the same administra-~
ve unit.
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A. THE STERLING AREA—Continued

(@) British mandated territories: (e) ‘British protectorates and protected

Cameroons (British)

states—Continued

Nauru Malay States—Continued
New Guinea (2) Unfederated Malay States
Papua ’ Johore
Tanganyika Kedah
Togoland (British) Kelantan
Southwest Africa Perlis
Western Samoa Tregganu
(e) British protectorates and protected Brunei

states:
Bahrein Islands
Bechuanaland protectorate
British Solomon Islands protector-
ate .
Malay States
(1) Federated Malay States:
Negri Sembilan

Northern Rhodesia
Nyasaland protectorate
Somaliland protectorate
Straits Settlements
Swaziland

Tonga

Uganda protectorate
Zanzibar protectorate

Pahang (f) Condominiums
Perak New Hebrides
Selangor Anglo-Egyptian Sudan

II. INDEPENDENT COUNTRIES

(a) Iceland (¢) Kuwait
(b) Iraq

B. THE DoLLAR AREA
Canada Panama
Cuba Panama Canal Zone
Haiti Philippines
Dominican Republic Puerto Rico
Guatemala United States
Honduras Venezuela

[Attachment B]
Per capita demand, crude and products, year 1948
[United States barrels of 42 United States gallons each}

ECA countries: ECA countries—Continued.

Austria 0.5 Turkey .2
Belgium-Luxemburg . _ 1.5 Iceland 6.2
Denmark . 2.1 United Kingdom—.___.______ 2.3
Bire 1.2 Total ECA countries_.___ 1.2
France 1.4 Certain other countries:

West Germany e ___ .4 United States_.__..________ 14.4
Greece 7 Canada, excluding New
Italy-Trieste_ oo ____ .5 Foundland _____________ 8.4
Netherlands 2.1 India-Pakistan_....__._______ .1
Norway 3.2 Poland .1
Portugal 7 China-Hong Kong__________ .03
Sweden 3.3 Russia 1.1
Switzerland____ . __________ 1.4
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WEDNESDAY, SEPTEMBER 28, 1949

UNITED STATES SENATE,
SUBCOMMITTEE ON INVESTMENT OF THE JOINT

ConITTEE ON THE Economic Reporr,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10:10 a. m., in
the caucus room, Senate Office Building, Senator Joseph C. O’Mahoney
(chairman) spresidirg.

Present : Senator O’Mahoney, Representatives Patman and Herter.

Also present: Representative Robert F. Rich; John W. Lehman,
clerk to the committee; Dr. Theodore Kreps, staff director; Dr. Wil-
liam H. Moore, economist; and David Scoll, special counsel to the
Subcommittee on Investment.

The Cramryman. The committee will come to order, please.

Dr. Kaplan, you were unfortunately unable to get to the stand yes-
terday. We appreciate the fact that you postponed the engagement
which you had for this morning, and we will be very glad to have
you testify now.

STATEMENT OF A. D. H. KAPLAN, SENIOR STAFF MEMBER, THE
BROOKINGS INSTITUTION, WASHINGTON, D. C.

Mr. KapLan. Would you want me, for the record, to state that my
name is A. D. H. Kaplan, and I am senior staff member of the Brook-
ings Institution ?

The statement that I have for the committee is based partly on a
study of small business and small business financial requirements that
was made for the Committee for Economic Development about 3 years
ago.

gI have brought a formal statement, Senator O’Mahoney, of which
1 can give a brief summary, if you wish.

The CuarMaN. Just as you please. If you want to put the state-
ment as a whole in the record and summarize it, and then discuss the
whole problem with the members of the committee and the staff, you
may do so.

(The statement is as follows:)

INVESTMENT CAPITAL FOR SMALL BUSINESS
-

The share of our national output going into private investment or capital
formation mounted to unprecedented levels over the years 1946 to 1948, Prior
to the war we had been wont to look back upon 1929 as the peak’year of peace-
time capital growth; that year gross private domestic investment accounted for
15.2 percent of the Nation’s total expenditures for goods and services. In 1932
it hit a low point of 1.5 percent, and for the decade 193140 it averaged less
than 9 percent of the gross national product. In the record total of our gross
national product for 1948—estimated by the Department of Commerce at $262,-
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000,000,000—17.2 percent of that total was accounted for by gross private
domestic investment,

The present magnitude of our private domestic investment stands out even
more sharply if compared with the total of private national income (that is, na-
tional income less compensation of Government employees). A thumbnail
table which accompanies this statement indicates that whereas in 1929 gross
private domestic investment came to 19.2 percent of the private national income,
fell to 2.4 percent in the depressed year of 1932, and recovered to 15.4 percent in
1939. But it rose to 21.7 percent of our total private national income by 1948,

The record rate of capital formation we have experienced in the years im-
mediately following World War II represented a catching up with require-
ments accumulated over the war years. Having replenished its more urgent
requirements in plant, equipment, and inventories, American business will need
new attractive stimuli to sustain the investment volume of the last 8 years. As
you well know, the Council of Economic Advisers took the position, in its report
of January 1949, that we should not expect such a rate of capital investment to
continue, that a normal investment rate would be something closer to 11 percent
than 15 percent of the gross product and that, by inference, more emphasis
must be placed on consumer purchasing and publicly sponsored activity. I
would not ecare, on this occasion, to take up the question as to what is a “normal”
ratio of capital expenditure to total national expenditure. But obviously it
becomes more difficult to sustain a high level of employment if the rate of
capital formation sustains a decline. And, conversely, whatever incentives can
be added to new investment will be that much help toward making jobs and
sustaining pay rolls. .

This problem applies to all branches of business, large and small; but in
keeping with the request of this subcommittee, I shall from this point on con-
fine myself largely to a consideration of capital formation as it applies to small
business. I then come to the question whether facilities for equity capiial
to support small business are adequate.

If we follow the number of firms listed by Dun & Bradstreet since the begin-
ning of the century, we find that the business population kept pace rather
consistently with the increase in general population. Even in the depression of
the thirties the pattern of business births and deaths did not vary significantly
from what it had been around 1900. Since Pearl Harbor we have witnessed a
greater than normal decline, followed by a greater than normal rise in the birth
rate on business ventures.

Between December 1941 and December 1943 the withholding of new enter-
Drises made for a net loss of some 600,000 firms in the business population. * With
the latter part of 1944, the reverse trend set in. By the middle of 1946, new
businesses were springing up at the rate of almost 60,000 per month ; by December
1947 the losses of the war period had been made up, and the business population
curve was again in line with the general population. During the first quarter of
1948 the estimated number of businesses in this country exceeded 3.8 million ;
this was a net gain of a million since December 1943, and was a half million
above the largest number attained prior to World War II. The business units in
operation at the end of 1948 equalled one for every 38 persons in the population,
Ten years before, it was about 1 firm for every 39 persons.

The rapid influx of new enterprises after the war is easily explained. It
reflected (a) the accumulation of savings during the war period on the part of a
great many people who had long hoped to enter business on their own; (b) the
return to their proprietorships by persons who had to.shut down during the war
period either because they were drawn into the armed services, or because
merchandise had not been available; (c) the new opportunities that developed
as a result of the brisk demand for all kinds of civilian goods following the
war; (d) the special provisions for the financing of war veterans and others
desiring to enter business, coupled with the new skills and outlooks acquired by
former employees during the war experience. °

During the 314 years immediately behind us, when enthusiasm for new business
was high, and the determining factor was the ability to get enough supplies to
meet the brisk demand, the new businesses fared much better than the long-time
record of new business ventures would lead one to expect. The percentage of
drop-outs during the first year was smaller than normal; that is to say, less
than the traditional one-fourth of those that entered failed to stick out the first
year. The evidence tends to the belief that a majority of the new enterprises
Bot off to a vigorous start and that an unexpectedly large percentage found them-
selves in a favorable credit position by the end of their first year. Comparatively
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little was heard, under those-conditions, about the lack of availability of funds
for entering business.

The Department of Commerce estimates that for those who entered business
with less than $50,000 (and of course that represents the great majority of the
new ventures), at least two-thirds of the original investment came from the
personal savings of the proprietors. The indications are that the majority of
the new firms financed their businesses solely through savings. The savings of
the others were supplemented mainly by commercial bank loans (about 14 percent
of total investment in the case of trade firms), merchandise credit, and personal
loans. Security flotations played a relatively negligible part in the starting of
small enterprises, especially at the retail level.

We are now beginning to hear more of small businesses being more closely held
down by their banks, especially on the amount of long-term credit available to
them. We also find that some small businesses have had to cancel or curtail
their rather ambitious expansion programs. (They have curtailed not alone for
lack of credit, but because of a belief that their current market ouflook does not
justify plans that looked feasible 2 years ago.) The number of failures is still
small compared with what used to be regarded as normal during the 1920°s and
1930’s, but the number has been rising from month to month. The failure rate
was about 200 per month early in 1947; it is currently around 800 per month, or
four times what it was in January 1947. As more marginal firms are liquidated
we shall again hear about businesses having been pushed to the wall for lack
of financing facilities. In any event, the question of whether there is adequate
financing for small business equity capital, is likely to come to the front during
the months ahead. It is well that Congress should be reexamining the issue
before it does become acute.

Before considering new facilities for granting equity capital to small business,
may I say a word about the place of savings and earnings in the growth of
small business.

From the standpoint of a small business that seeks to maintain complete
control of its own management, there is no substitute for the method of expan-
sion that comes through the plowing back of a substantial portion of one’s
earnings. 'This subject inevitably leads into the question of whether our fiscal
policy is designed to improve the taxpaying ability of the small enterprise.
Moreover, when expansion entails the seeking of outside funds, the prospect of
being allowed to plow back earnings for a more rapid reduction of debt, or the
recapture of debt-free ownership, still remains a prime factor in the willingness
to expand. Inthat connection, you have no doubt been reminded of the difficulties
of administration in any attempt to distinguish genuinely new independent small
enterprises, or to distinguish genuine plowing back for constructive development
of the business from adroit accounting to escape taxes. Nevertheless, it is to be
hoped that the efforts will not be relaxed to find a tax formula that will increase
the attractiveness of venture in jindependent enterprise, to overcome the em-
phasis on Government bonds or the blue chips in securities as an escape from
the risks and responsibilities of individual enterprise.

Does small business need new financing sources?—It is not possible, from avail-
able information, to build up reliable statistical measures of the extent to which
deserving small scale enterprise is being prevented from expanding through lack
of adequate financing facilities—and by adequate, I mean suitable to the nature
of small business as well as sufficient in aggregate amount. The whole subject is
tied up in value judgments of what is or is not promising enterprise, and what
is or is not acceptable creditworthiness.

The position can be taken that the market itself is the most practical judge,
and that if we don’t have more facilities for financing small business, it is
because we don’t need more facilities; or that there isn’t sufficient attractive-
ness in the given small business to justify further investment therein.

On the other hand, we have no Nation-wide data on case histories that might
show how many promising small-business ideas and ventures may be nipped in
the bud by the unwillingness of investors to bother with small-enterprise financ-
ing. The fact that small-business men appear before congressional committees
with legitimate complaints of unwarranted difficulties and hardships—even a
few hundred such cases—may tell us little, from the standpoint of the over-all
gcene covering more than 3,000,000 small businesses, with respect to how pro-
ductively additional capital could be employed.

We do have some documentation in studies going back to the depressed 1930’s,
which indicate that apparently deserving enterprises were unable to get the
credit that might have carried them financially over the hump. In the major-
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ity of cases of financial distress that have been investigated the deficiency in
management appears to have been at least as marked as the deficiency in
finances. Bankers, in discussing some of these cases, have made the point that
the basic weakness of the capital structure of these cases did not warrant them
in risking deposit funds that could only make the applicants get more deeply
into debt before giving up the struggle. The kind of relief needed in such
instances could be regarded as part of the public-relief measures applicable to a
national emergency rather than a part of the problem of expanding the capital
structure of the weak enterprises at the distress stage. Credit managers, as
well as bankers, have pointed out that so far as mere numbers are concerned,

. the supply of those who are willing to enter business still exceeds the number
who have the capacity to succeed through a positive contribution to the total
economy.,

Nevertheless, out of such meager coverage of the field as one man is able to
make, in the study of this issue I have come to the strong conviction that there is
a substantial core of small-scale enterprise—mainly in the area representing §
to 100 employees per firm—for which there is a genuine lack of an orderly
channel of financing designed to meet the requirements. The lack is not in
short-term financing through current bank loans or current merchandise credit.
It is in the creation of equity capital for small enterprise—not only for launch-
ing new businesses, but for expansion of enterprises ready for further develop-
ment and for putting seasoned enterprises on a stronger base of fixed and
working capital. .

In this conviction one can find moral support from the testimony of others
who have made similar studies. Mr. Roy Foulke, of Dun & Bradstreet, from
his continuous study of the capital and credit position of small-business men,
stated to the Senate Small Business Committee several years ago that “under the
existing set-up of our economiec structure we find no organized source or sources
to provide long-term money or permanent capital to intermediate-sized con-
cerns.” The Filene Foundation, which studied the requirements for small-busi-
ness capital in the New England area in 1940, noted : “there is little or no dis-
agreement that our financial mechanisms are not set up so as to provide equity
capital for the smaller business units. * * * The weight of the evidence
and opinion presented is that the need is real and definite.” The postwar efforts
of the Federal Reserve Bank to obtain legislation extending its powers for longer
term capital credit is likewise a recognition of deficiencies in existing facilities.
The study of British experience by the Macmillan Committee, and particularly
the studies of capital flotations made by the Securities and Exchange Commis-
sion, confirm similar views.

The difficulties of small enterprises in the floating of securities have been
documented in the SEC study of May 1940, which showed that corporations at-
tempting to sell bond issues of $250,000 or less, paid an average of $8.40 for each
$100 of bonds sold ; that they paid an average of $16.40 for each $100 of preferred
stock; and that théy paid an average of $22.80 for each $100 of common stock.
These costs were nearly double those incurred for issues between a million and
$5,000,000.

In the flotation of securities, such items as registration and underwriting ex-
pense, legal expenses, accounting, engineering, printing, listing, and so on, apply
to large and small issues alike; and they pile up so that in the case of the small
issue there is little left for the firm that is trying to obtain funds. Tt also mreans
that in view of these expenses, the average large investment house takes the
position that there is no advantage in accepting underwritings below $5,000,000.
Part of the reason for that reluctance is undoubtedly their POOT experience with
getting the issues of small companies sold. In studies made by the SEC before
the war it was shown, even where there was effective registration of the issues
for $250,000 or less, that within 1 year after the effective registration date the
issuers were able to sell only 23 percent of the securities registered, and that of
584 companies studied by the Commission, about one-third failed to sell any part
of their securities. Among those which reported sales, the new ventures sold
only 27 percent of their issues. The established concerns sold 44 percent. Of all
the reported sales, about 71 percent were made within 8 months after registra-
tion. Once the campaign period was over, the sales were reduced to a mere
trickle,

Since the war the Federal Reserve Bank of Minneapolis has published a study
of attempts by Minnesota corporations to float capital issues, over the past
two decades, which confirms the difficulty of obtaining financing for firms that
have not already established Nation-wide prestige.
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The prewar and wartime efforts of agencies like the Federal Reserve System,
under its section 13B, permitting direct industrial advances, the disbursements
authorized by the RFC and the special war loans of the Smaller War Plants
Corporation, undoubtedly came to the rescue of enterprises that were very
much in need of such accommodation; but the aggregate of the advances made
to small business by these three agencies is not too impressive. A break-down
of the first 150,000 successful applications with the Federal Reserve banks, under
section 12-B, shows that 3.1 percent of the aggregate amount advanced was in
loans of $10,000 or less. As of December 21, 1941, the aggregate of all direct
industrial advances by all Federal Reserve banks was $9,504,000. If the 3.1
percent applied, you can see that the amount involved per small business was
extremely small, (There were, however, at the time, something under $15,000,000
of Federal Reserve guaranty commitments to member banks or industrial
advances).

" In the case of the RF'C, loan disbursements of some $460,000,000 were author-
ized during the 9-year period from 1932 to 1941; but while some 5,100 loans
were authorized to small businesses in amounts of $10,000 and under, during that -
" 9-year period, they represented a total of only $21,000,000 out of $460,000,000
loaned by the RFC.

The Smaller War Plants Corporation was of course a special agency to meet
the special needs of the war period, though its operations frequently made for a
healthy reexamination of traditional banking practices. .

The commercial banks have remained by far the leading vendors of credit to
the small business apart from its ordinary commercial credit on open accounts;
but that type of lending is not an adequate substitute for equity capital which is
the chief requirement of small business.

A number of noteworthy efforts have been made to fill the gap in equity fi-
nancing for small business. I shall mention three, to point up the requirements.
One type of agency with which there have been numerous experiments is the
so-called community industrial development corporation. The general - pur-
pose of these corporations is to bring the enterprise that needs capital into contact
with the sources of funds that are seeking investment outlets. They have at-
tempted to supply a community fund from which investments may be made to
new small businesses or to aid a business in obtaining additional financing.
1t is one'of their laudable objectives to reproduce the equivalent of a practical
neighborly interest in a local venture that used to develop spontaneously in the
more simple social structure of an earlier period. At the same time the indus-
trial development corporation recognizes the fact that technical expertness, and
judgment that is respected, are under present conditions more vital than good
will in attracting funds to new ventures.

All told, I have found records of some 55 community development corpora-
tions that range from small pools of capital offered by a few rich men, for proposi-
tions that they themselves would like to go into, all the way to civic funds that
may be used for any type of development that will enhance the community, in-
cluding some projects that were mainly of civic and cultural rather than of
strictly business or profit-making value. A review of the histories of the lead-
ing industrial development corporations indicates that they have been highly
selective in their search for ventures of unusual promise, with emphasis on
fhe development of new manufacturing techniques, or of brand-new products.
They have been helpful as far as their activities have reached, but when one
adds up the total sum of the enterprises into which these development corpora-
tions have entered, it amounts to a very negligible fraction of small business
and its capital requirements. The effort to supply the capital needs of small
business will obviously have to be made on a much broader front than the in-
dustrial development corporations have provided, if the total situation is to be
met.

Near the end of the war, the Investment Bankers Association, through its
Committee on Small Business, offered a proposal to encourage the establish-
ment of local investment houses specializing in small-business financing. Under
this proposal chartered investment companies could be started in local commu-
nities, with a minimum of $25,000 of paid-in capital, and the Federal Reserve
Banks would be called upon to accept debentures of such chartered investment
companies up to three times the amount of the paid-in capital. These special
chartered companies were then to be permitted to take on any form of financing
including ownership of small enterprises until their stock could be disposed of.
A certain percentage of the loans or issues for the borrowing firms would be
withheld to go into a separate pool, to enable the financing company to cover
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the losses on those propositions that turned sour. It also suggested that such
investment houses should at the same time maintain close managerial guidance
provision over the borrowing companies while they were in debt.

That: proposal while well conceived, gained scant acceptance among invest-
ment bankers; the framers of the plan themselves pointed out that investment
bankers as such are not investors primatily, but are merchants of securities.
They purchase new securities not to hold them but to sell as promptly as possible
to others. Moreover, they are not primarily interested in securities that have a
local market. Under the circumstances, nothing happened in the investment
banking fraternity to push along the proposal of its small-business committee.

In view of the lack of private enterprises, capable of filling in the gap in
equity financing facilities, legislation has been proposed looking to the estab-
lishment of a Government agency that would undertake the financing of small
business.

The establishment of a governmental financing corporation for small business
raises dilemmas with which some members of this committee have already
grappled. If the Government is to be significantly more liberal than are the
private banking agencies in financing small business and if, in addition, the
Government is to charge rates lower than are available to small business by
the financing companies, the Government faces the prospect of a deficit enter-
prise with questionable risks. It will also be confronted with requests backed by
political pressure as well as by the judgment of its staff. As it is, small-business
mortality is high. It is hard to escape the conviction that we must expect to
find in the lap of a Government agency to finance small business an accumulating
residue of defaulted debt and ownership paper of the enterprises which it will
have assisted. And on foreclosure, the Government becomes the owner or
auctioneer of small business. If the number of small-business failures is to be
held down we must contemplate, along with the financing, the Government agency
undertaking the continuous investigation and guidance of the firmg to which
funds are granted. If the Government is to offer investigatory services and coun-
seling services of this sort without charge, then of course it becomes a subsidy
program. If it doesn't yield to public pressure for liberalization, it will have
failed in its avowed purpose.

In exploring the need for a suitable enterprise channel to carry the additional
capital requirements of small business, may I now submit for your consideration
the possibilities of finding the means of broadening the financial base for small
businesses within our banking system. The logic of this suggestion lies first
in the fact that the small business normally looks to the local banker for finane-
ing. Were there not the overriding concern for liquidity in the interest- of
demand depositors, the commercial bank would be the most natural agency
through which to finance the growth of small enterprise.

The operation of investment affiliates by commercial banks was made illegal
after the erash of 1929 because of the abuses that showed up from their unregu-
lated practices. But that experience should not blind us to the potential value
of capital banking protected by adequate sanctions and controls. It is essen-
tial to create an agency to which the commercial bank may readily refer the
client whose needs go beyond current bank loans into the more specialized
area of risk-bearing capital financing.

With the precedent set in the capitalization of the Federal Reserve banks,
it should be feasible for the commercial banks in each Federal Reserve District
to subscribe a percentage (say up to 3 percent) of their capital and surplus in a
district capital bank with branches in as many communities as developing need
warrants. Such a capital bank would operate under the authority of the Fed-
eral Reserve Bank in the given district, under general policies laid down by
Congress and administered by the Federal Reserve Board.

Capital bank financing for small business would require a varied base. It
could be supported by collateral, securities, accounts receivable or certificates
of indebtedness, -secured or unsecured as the conditions warrant. Such a bank
should be permitted to purchase capital stock as well as the debt paper of an
enterprise. But it should have regard for the objective of fostering independent
ownership by the small enterpriser. To this end preferred stocks should be
made callable by the issuing firm on a prearranged program. In taking the
common stock of a borrower the bank as stockholder should be permitted to
share in the earnings and in the increase of equity values; but there should also
be provision for redemption of capital stock by the issuing firm within agreed
time limits and adjustments of the transfer value of the stock, so that the
management of the small enterprise may regain its full control of the venture.
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Another logical estension of the plan would be for the capital bank, as an
operation under the Federal Reserve System, to be permitted to place its
debentures or -rediscount paper with the Federal Reserve banks at such rates
as would permit a fair return on the employment of the additional funds so
obtained. :

What such a bank may or should do is a matter that should be permitted to
evolve through experience. While the capital bank is conceived in the first
place as an accommodation to the bank depositor and his bank, there is no
reason why its operation should be limited to clients referred by its commer-
cial bank members. It may, with time, be permitted to accept long-term obliga-
tions of finance companies, trade associations, and other enterprises coming
within the general area of small and intermediate business. It is not a neces-
sary part of the proposal that private investors should be excluded from sub-
scribing to the capital of the bank, for the initial organization has been set up
by the commercial banks of the district, if such expansion of the capital base
appears desirable.

The proposal for a separate banking agency rests upon the conviction that
the financing of capital operations of small enterpriSe involves a different
approach from that which is normally taken in credit banking by a com-
mercial bank of deposit. A capital bank that can serve small business must
not be inhibited by orthodox banking traditions. As a specialist in permanent
capital, the proposed type of bank should be in a position to develop new tech-
niques for financing of small enterprise, as conditions demand. It need not
for example, be hampered by the traditional procedure of regular payments
of equal installments at each due date. It may well find that its clients can
be better helped and kept more solvent by adjusting the size of payment, the
interest rate and service charges for managerial guidance to the position of the
enterprise, to the business eycle, or to changes in central banking or monetary
policy at any given time. Where it is desirable to grant interest rates lower
than the risk of the enterprise would justify, the bank could accept more
liberal payments in stock.

A capital bank, to perform its function adequately, should be prepared to fur-
nish the advisory services that must accompany the successful financing of
small business. In this respect, the capital bank would have a valuable ally
in the commercial bank, whose information and regular banking facilities
would be joined with those of the capital bank in helping the given enterprise
through its vicissitudes. .

A capital bank serving more than one community would have the advantage
of diversification. Many a small-town or neighborhood bank is limited to
retailers or to a limited line of industry for its credit market. The capital
bank could encompass an area large enough to permit diversification of invest-
ments and thus have a better chance of offsetting losses with profit.

A successful effort to preserve our system of private enterprise must provide
expanding opportunities for the development of small, independent business
enterprises. Big-business executives, as well as those directly engaged in smalt
business, recognize the importance of the small independent enterprise as an
essential leaven in the total business structure. Indeed, small business is
much more than a leaven; in its own right, it accounts for more than one-third
of the total output of goods and services that make possible the American
standard of living. It is in the public interest that small business should not
lack for adequate facilities to maximize its contribution.

TasLe 1.—Gross private domestic investment in relation to total economic
effort, selected years, 1929-48

[In millions of dollars]

Average
1929 1932 1030 |“jg31 4 | 1946 1047 1048

Gross private domestic investment ! 15,824 886 | 9,917 6,644 | 29,455 | 31,090 | 45,008

Private national income 2.__.._.__. 82,396 | 36,703 | 64,306 | 53,676 | 158,677 | 184,196 | 207,067
National income........_. - .| 87,355 | 41,690 | 72,532 | 60,515 | 179, 562 | 201,709 | 226, 204
Gross national produet..._..._..._...... 103,828 | 58,340 | 91,339 | 77,725 | 212,613 | 235,697 | 262, 434

1 Does not include public eonstruction and foreign investment.
2 National income excluding compensation of Government employees.

Source: National Income and Product Statistics of the United States 194248, Survey of Current Business,
July 1849, p. 10.



52 VOLUME AND STABILITY OF PRIVATE INVESTMENT

TABLE 2.—Gross private domestic investment, selected years, 1929—/8*
[Expressed as a percentage of total]

Gross
national
product

Private
Year national
income

" Gross
national
product

Private
Year national
income

National
income

National
income

Percent Percent Percent
19.2 18.1

Percent Percent Percent
18.6 16.4 13.9

1029 . . ___ 15,2 (1946 _........

1932....__._. 2.4 2.1 1.5/ 1047 ... 16.9 15.4 13.2
1939. . ___. 15.4 13.7 10.9 | 1948 . .. 21.7 19.9 17.2
193140 ____. 12.4 11.0 8.5

1 Computed from table 1.

Mr. Kapran. Mr. Chairman, since the members of this subcommittee
have already received my prepared statement, may I briefly note the
main lines of the argument?

Small business has during the past few years experienced an ex-
traordinary spurt. The gaps in its ranks left by the war have been
move than filled. The aggregate investment in small business since 1945
may be as much as $5,000,000,000. The new enterprises, benefiting
from postwar shortages, have had a better than normal experience for
small-business venture. Personal savings were available for new ven-
tures; credit was in plentiful supply, and profits were above the long-
term average.

Some reaction from this boom in small business is to be expected.
A large number of business entries means a correspondingly large
number of discontinuances as the submarginal enterprises fall out.
Business failures are still low today, but the monthly rate is about
four times what it was in January 1947. There is some evidence that
banks are becoming more selective and somewhat tighter in granting
credit, so that we shall probably come closer to the prewar pattern
of distress signals from small business. We shall be hearing more
about the shortages of capital for small business.

As my statement indicates, the evidence on the adequacy or inade-
quacy of capital for small business is not as definite and conclusive
as one could wish. What evidence we have shows that the lack which
small business feels most is in equity and long-term capital. _

The cost of flotation of securities in small amounts is prohibitive.
Issues commanding only a local market are seldom fully sold. Invest-
ment bankers find small-business financing unattractive. Voluntary
private efforts to set up community funds for small business have thus
far not scratched the surface of the problem. It needs to be met on
a much broader front than they have been able to reach.

The entry of government into the direct financing of small business
involves difficulties that would lead one to look upon that means as a
last resort. In many respects the assumption of small-business risks
by a government agency would be incompatible with the individual
private initiative of which small business is regarded as a symbol.

The commercial bank remains the channel through which small
business turns most naturally to meet its credit problems. At the samé
time, the traditions of commercial banking, with the emphasis on prior
claims of demand depositors, render the commercial bank unsuitable
to bold experimentation with the financing of small-business risks.
A specialized capital bank is therefore proposed—one that has the
flexibility required to meet the varying risks of small business and
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which, at the same time, may operate within a framework of suitable
controls within the Federal Reserve System. It is believed that,
through such an extension of our banking system, new techniques may
be developed under which small business may have more appropriate
financing, together with the kind of management guidance which must
go hand in hand with more adequate financing of small-scale enter-
prise. _

The Cmamman. Dr. Kaplan, it seems to me that you have given
us a very clear and logical exposition of your views with respect to
this matter. I say that before turning you over to some of the ques-
tioning which may take place.

Congressman Patman?

Mr. Parsan. Yes; I would like to ask a few questions, Mr. Chair-
man.

I have read with interest your statement, and I have heard your
remarks, and I agree with the chairman that you have a very com-
prgl_lensive statement here that has certainly given some light on this
subject. :

One thing I have noticed about your statement, Doctor, and in books
that you have written, is that you fail to discuss a problem—that is,
adequately from my standpoint—that I think is a major one in our
economy today, and I refer to the chain stores, the national chain
stores. I do not mean the local chain stores that keep their money
within the general area. I refer to the national corporate chains that
are spread all over the Nation. .

It occurs to me that there are enough people in every local com-
munity to do the retail business in that community, and able and
willing to do it. That is not true as to wholesaling; 1t is not true as
to manufacturing; it is not true in the heavy-goods industries, but it
is definitely true, I believe, in the retail stores.

" It occurs to me that we should do something to stop the spread of
the national chain stores. What do you think about that?

Mr. Karrax. If I may, Congressman Patman, I would like to limit
my answer on that to the immediate problem of investment and capital
formation. . :

Whether, on balance, the chain-store development has retarded or
stimulated small business is hard to pin down factually. I have tried
to compare the experience of grocery stores and drug stores, and other
Tines that have been most directly confronted with the chain-store
‘problem, to see what their growth experience has been since the chain
stores have developed, as compared with the 20 or 30 years before the
‘advent of the chain stores.

On the basis of the available data covering the necessary length of
time, independent stores in those lines in which the chain stores have
been conspicuous have had a somewhat better-than-average-growth
experience, and a somewhat better experience in respect to the number
of months before they have failed, than in the retail and service lines
‘which have not had the chains to contend with. So, holding myself
to the discipline of the record, I have to say that, while I share your
sentiment that we do not want any large aggregations to wipe out
small businesses, the record would seem to supply the basis for this
inference : that the chain stores have apparently stimulated the small
independent enterprise about as much as they have hurt many of the
weaker independent enterprises. We do not have today in the average
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retail store the cracker-barrel type of set-up; even the tiny retail food
store is apt to be attractive today, with sanitary conditions; it is con-
ceivable that the stimulus of the chain store may have had something
to do with that improvement.

Mr. Parman. Do you not believe that the individual merchants
would have advanced along with the advances that they have had in
other lines of business?

Mr. Kapran. I do believe, Congressman, that they would have ad-
vanced, but I think the chain-store movement has performed a com-
petitive function in the interest of the consumer.

Mr. PatmaxN. But you do not think there is a limit to the number of
opportunities that one concern should have?

- Mr. Kapran. That is another question.

Mr. Parman. In one concern, there are 1,000 absentee owners, who
have the same opportunities as 100. Should there be a limit upon the
absentee ownership of stores that can be handled locally?

Mr. Kapran. That, too, is another question.

Mr. Patman. Let us look at it from the credit standpoint, and the
credit standpoint is what we are talking about.

If you were a banker, would you be inclined to extend credit to a
concern that wanted to go into the grocery business when there was
danger of absentee owners coming into that place and putting in a
similar business ?

You would not be likely to be encouraged to offer the venturers in

that case capital, would you?
- Mr. KarLan. My answer to that may surprise you, Congressman
Patman; but I attempted to go to a large number of grocers who have
felt for years that they have been pestered by the chain store, and I
have heard a number of them say that they would not locate in any
location except near a chain store. I am speaking of some of them in
States where there was a progressive tax on chain stores based upon
the number. You recall that the larger the number the greater the
tax.

Mr. Parman. Yes.

Mr. KaprLan. And, in those cases, you know what the chain stores
did. They reduced the number of stores,

Mr. Parman. Sure, large supermarkets.

Mr. Karran. And increased the size of their stores and developed
supermarkets. Then, one grocer after another bemoaned the fact that,
when there were little chain stores, there was one at his corner, and he
got the overflow; people came around, and they got some things from
him and some things elsewhere. But, when the chain store moved out
and the big store was set up with a big parking lot, elsewhere, that
particular corner became a regular cemetery. So he would try to find
a place closer to the chain store.
~ Mr. Parman. I know you want to be fair about it. That was done
in States—you are talking more about the type of store, a little store
where they open earlier and stay open after hours and are open Sun-
days and holidays, when the big chain is not. I know there is a lot of
overflow business that way. :

But, generally, do you not think something should be done to restrict
the spread of these national corporate retail stores? Are you willing
to let it go ahead just like it is and make no effort to stop their expand-
ing at all?



VOLUME AND STABILITY OF PRIVATE INVESTMENT 55

Mr. Kaprax. I can see where the time may come where we may
want to stop that expansion; but, frankly, I do not feel I have the
basis, Congressman Patman, for saying whether it should stop at 1,200
or 12,000.

Mr. Pataan. Would you be willing to separate the units, in other
words, the manufacturing from the retailing?

Mr. KarLan. Well, of course, that is a problem that is in the hands
of the courts now, with respect to A & P.

Mr. Parman. That is not general; that is just one company.

Mr. Karran. But that may prove to be the key case with respect
to integration of manufacturing, wholesaling, and retailing. It is the
only important chain-store case in which that subject has come up;
the courts have already decided that certain chain-store activities are
contrary to the Sherman Act. I would not want to prejudge the liqui-
dation issue, on which the court will hear the evidence.

Mr. Patman. I am interested in the small-business man, as you
are, and after this war the young veterans returning did not have
the opportunity to go into business that the veterans after the other
war had, because these national chains had so much of the oppor-
tunity, so many of the opportunities themselves. They could not go
out and run a grocery store, a drug store, or engage in any other pri-
vate business in which the big chains, absentee owners, were in, in that
locality. They would not have a chance.” They could not get credit;
just what we are talking about.

Do you not think it would be a wholesome and constructive thing
if -Congress would pass a law to at least freeze them where they are
now, all of them over a certain number of units, say over 500 units,
just freeze them where they are now, not tax them, just freeze them?
Do you think that a law should be passed where Congress would say,
“You cannot expand any more, and if you go out of businéss in cer-
tain localities you are out, and you will be that way ; you cannot put in
another new store until the number reduces, say to 500,” something
like that? What would you think about a proposal of that kind ?

Mr. Karran. I would want to do considerable thinking about a pro-
posal of that sort, because I feel that all business, hig or small, in a
plﬁvate-enterprise system must have a chance to keep alive, and those
who are—

Mr. Patman. I agree with you. But should one concern have all
the opportunities?

Mr. Kapran. But I was going to say, you do not keep alive on a
freeze; you do not keep alive by saying, “Here, this is the last word.
No new ideas, no aggressive salesmanship, no going after the cus-
tomers, no further opportunities for investment in there; just stop
where you are.”

That just is not private enterprise, whether it is big or small, and
I do not find myself going along without qualification on that.

Mr, Parman. When it comes to the point of monopoly—take the
A &P. Iknow that over a period of years they do not have a monop-
oly over the entire country, but they have a local monopoly, and we
know that in 29 percent of their stores they sold at a loss at all times.

Now, the consumers there got the benefit of it, but in other stores
they were charging more money in order to make up for that loss.

Mr. KapLan. Well, did not the Supreme Court take care of that
situation ?
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Mr. Patman. Noj it has not been taken care of, except a thousand-
dollar fine each, which is just a slap on the wrist, which means nothing
at all.

And the ironical part about it, Doctor, is that the taxpayers, the
Federal Government, is subsidizing them to destroy the independent
merchant because they get a tax deduction on it. They take a tax
deduction,

If they put a store in against you and lower the prices to put you
out of business, and they put you out of business, they get a tax deduc-
tion for that, so, in effect, the Government is subsidizing them to
destroy independent merchants.

Do you not think there should be a limit to things like that?

Mr. Karran. I did not quite follow your tax-deduction theory.

Mr. Parman. Well, suppose A & P puts a store in across the street
from you and A & P cuts the price, like they do, to put you out of
business, and over a period of time, say 1 year, they have lost several
thousand dollars in doing that. All right, they get a tax deduction
on that. So, in effect, the Treasury is subsidizing the putting of you
out of business.

Mr. Kapran. But, Mr. Congressman, A & P cannot make out a
separate return for every store. .

Mr. Parman. That is what I am talking about. They make it for
all of them together, and the Government permits them to get a tax
deduction on losses incurred by putting their competitors out of
business.

The CaammaN. May I state it this way, Congressman Patman?

Do you think that tax credit should be permissible under our income-
tax laws for losses which are voluntarily incurred for the purpose of
competing with a local small business?

Mr. Kapran. If you put it as a matter of “should,” and it is con-
versation, I say “No.” But I do not know who is going to show me
how to distinguish between the voluntary losses and the involuntary
losses, or who is going to make the admission that here a loss is a
voluntary loss.

The Cuamman. Well, the so-called loss leaders have been pretty
well identified, have they not, where a retail store offers for sale to
the consumer a particular commodity at a price far below the cost
of distributing it, merely for the purpose of getting customers into
the store?

Now, that is pretty well identified. A voluntary loss for the pur-
pose of overcoming competition could be pretty well identified, too.
~ Mr. Karran. Senator O’Mahoney, if you are indicating that you
would have, as has been done in some of the State laws, every item in
a stock of merchandise take at least a certain minimum percentage
over and above all' expenses, I must say that I do not feel that that
represents sound competitive merchandising. I think a merchant has
a right to decide on what in his stock he can get a faster turn-over with
a smaller margin, and what he is going to keep with slower turn-over
and higher profit, and what he needs to dump in order to clear his
merchandise; otherwise, I do not see where you are giving the little
fellow a chance to compete. Even your druggist, who is supposed
to cry for the national-brand, fair-trading, special-resale-price privi-
leges, uses those staples only as a backlog; he goes out hunting for
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unregulated items, whether it is in drugs, notions or toys, and sets up
bargain tables, too.

You have to have flexibility in small business in order to have it
live, and I would not be prepared to impose on business any freezing
of its prices; that is, not in a private-enterprise system.

The CratrMAN. Of course, that is not the suggestion at all. I merely
put in loss leaders to illustrate the point that was meant in the question
that Congressman Patman raised, about the deliberate and intentional
operation of a retail outlet at a loss, and, in principle, you agree with
that. Of course, you raise——

Mr. Kapran. The Sherman Act, of course, takes care of that.

The CrarMAN (continuing). The difficulty of definition and of
detail which, naturally, one must recognize.

Mr. Kapran. That is why I say the courts have to decide whether
given practices are destructive of competition, and not merely uncom-
fortable to ineflicient competitors, and that is why I do not want to
indicate an individual opinion as to what the courts may find, as to
whether the structure o? the A & P makes inevitable the restraint
of trade and competition.

The Cramrman. I did not raise that question. The issue here is
whether or not a recommendation should be made to Congress in line
with what Congressman Patman has suggested, that deliberate and
voluntary operation at a loss should not be the basis of an acceptable
tax reduction.

Mr. Parman. And add to that: where it is done for the purpose of
destroying competition.

The Cuamrman. That is right.

Mr. Kaprawn. Certainly, I agree with that objective.

Mr. ParmaN. Well, any court that can determine down to a per-
centage, like 29 percent of the cases—they did that—could certainly
determine for tax purposes the question that we have discussed.

Now, one other point: In this A & P case the judge held that
they received over a period of years, oh, it was 10 or 20 million dol-
lars—I do not recall the amount—in inventory gains. Now, an inven-
tory gain is just taking it away from the consumer. You will agree
with that, will younot? An inventory gain—

Mr. Karpran. Unless it is due to inflation.

Mr. PatmaN. Noj I am talking about where you are a local store
manager, and they deliver a keg of lard, weighing 100 pounds, to you
to sell, and 100 pounds of sugar in a sack, and then you measure it out
to the small customers, 1 pound at a time.

Mr. Kapran. I see what you mean.

. Mr. Parman. Normally the honest merchant could not get that
amount of it, could he? But these A & P managers had to do it.
Not only did they get the amount, but they got a 2-percent increase.

And they were given a small fine of $5,000, nobody put in jail, nobody
hurt or embarrassed, just like paying over a nickel or 1-cent piece or
something like that, and start out again on a regulatory law basis.

Mr. KarLan. You are going there into a question on which I cer-
tainly would not qualify as an expert, and that is whether the Depart-
ment of Justice is using the most effective means in prosecuting these
as criminal cases rather than asking for specific relief. Inthe A & P
case
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Mr. Patmax. I think Congress should pass on it. This evil has been
discovered, and plenty of evils have been discovered. It hasbeenshown
that they have gotten so large and they have so many advantages, these
returning veterans cannot possibly go into the business in competition
with them. They have not got a chance, not a chance on earth, and
the consumers do not profit. The consumers pay for it in the end.
It costs the consumers more in the end, and I am personally working
on some kind of a bill, Doctor, that will retard these chain stores, plow
them back, or at least freeze them where they are, so that everybody
will have some security, and I hope that I have the assurance of your
help on working on a bill of that type, and I will submit it to you.

Mzr. Karran. Certainly, wherever 1t gets into the area of malprac-
tice, and is not merely a matter of punishing efficiency per se, you and
I do not differ. : '

Mr. Parman. T would not want to punish efficiency per se, not at
all; but I do want to keep a few fellows from having all the opportu-
nities in the different local communities of this country.

In other words, I want to prevent, insofar as it is possible and
feasible and desirable, absentee ownership of a business that can be
carried on locally.

The CHAIRMAN. Any other questions?

Mr. Parman. I will yield to the others, if you please.

The CuamrMaN. Congressman Rich ¢

Mr. Ricu. I was very much interested, Doctor, in the statement that
you made.

Mr. Parman. Will you pardon me, Mr. Rich, I have just one more
thing I forgot to cover.

Your statement about the bank, the industrial bank, leads me to
ask this question: Did Mr. Hoover in 1931 organize some large bank
such as you suggest here under a New Jersey or Delaware charter just
preceding the RFC in order that that bank could help out the banks
and railroads, insurance companies, rather than have some Government
agency do it?

Mr. Karian. Yes. That was a special measure to take care of the
terrific loss in capital values, and to the threatened insolvency of the
railroads and others.

Mr. Paryman. It did not work, and it had tohave the RFC?

Mr. Kapran. Well, of course, I do not think it was directed toward
this continuing problem of giving small business a channel to which
it can come with its case, and get advice on whether it is a sitnation
that requires financing, on how to refinance, and the financing for
getting it launched.

Mr. Parman. And with this statement I will yield to Representa-
tive Rich. It is a beautiful theory, but I do not think it is practical,
and I do not think it would work. I think the RFC is just better.
I do not think these bankers would get together and take care of the
problem, as you suggest, and I think the outstanding illustration is
what Mr. Hoover tried to do in an emergency. That was the time
when of all times they should have gotten together and helped these
people in distress, and they refused to do it.

Mr. KarLan., Well, Congressman, I might add this footnote : That as
to your statement that a good many bankers would be suspicious of
the capital bank, and that a number would be opposed to it, I know
from conversations with bankers that there is a basis for your doubts.
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I also know that a good many of them have seen the merit in the
plan. There are individual views that need to be ironed out.

But I reiterate that it is necessary to distinguish between the kind of
coming to the aid of the country in a period of distress that you as-
sociate with the RFC or with Mr. Hoover’s effort, and the continuing
problem of having a channel for small business equity capital. I think
the two have to be distinguished. .

Mr. Pataan. Excuse me.

The Caamrmax., Congressman Rich?

Mr. Rica. I yield to my colleague, who is a member of the sub-
committee.

The Cramraan. Congressman Herter ?

Mr. HerTer. In connection with this very interesting suggestion
that you have made, and which you have developed, it seems to me,
extremely intelligently in this brief of yours, just how do you visual-
ize this intermediate capital bank handling its portfolio?

I take it that it has to carry a considerable amount of equity paper
of one kind or another, which is very unusual, and not traditional in
the banking fraternity. Presumably it has got to carry a certain
amount of it through thick and thin to make up for the obvious losses
that it is going to have to take. Do you visualize that the management
of a bank of that kind could operate very long without having political
pressure brought on it very rapidly saying, “You are not adopting
standard banking practice and being cautious. You are obviously
trying to cut your losses by taking a form'of mortgage of one kind or
another from the businesses rather than equities,” and eventually we
get right back to the same place where those who are trying to do
something for small business will say, “Well, the Government has to
go in and just take losses in the operation.”

Mr. Karran. Well, my answer to that—perhaps it is only a partial
answer—is that I believe that a bank of this sort can expect to operate
as a self-sustaining bank and justify its existence by the fact that at
first 1t keeps afloat, and that in time it learns how to make money for
its subscribers.

I have in mind a bank that specializes in small business equities—
whose clientele is referred to it usually by commercial banks that know
something of the client—a bank which weighs the propositions com-
petently can come out with a sufficient mixing of the more risky ones
on which it charges more, and the less risky ones on which it takes
less, so that on balance it will come out ahead. I do not see why a
bank of that sort should have to yield any more to political pressure
than does a commercial bank or than does the Federal Reserve System
as a whole. _

I am all for insulating the capital bank from the political pressure
which is a two-edged sword and which eventually can nullify all that
we are trying to do in getting a strong, vigorous, self-reliant base for
small business.

Mr. Herter. Do you visualize making it mandatory on the indi-
vidual banks to subscribe, say, 3 percent of their capital and surplus
for the setting up of what is really an investment trust, is it not?

Mr. Karran. Well, it was mandatory for them to join the Federal
Reserve banks, too, if they were national banks. Actually they were
. not taxed for the full amount, yet a good many of them balked at
joining. Some of them changed from national to State banks.
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I would expect the same sort of balking taking place. I would try to
get it done on a voluntary basis, and if that did not work, I might make
it part of the conditions under which a commercial bank is privileged
to operate as such, that it also subscribe to the capital bank of its dis-
trict, just as it subscribes to the FDIC. I think thisis a case of moving
in a desired direction, with the speed that is practicable, and making it
work. :

I have come across groups who wanted to start this sort of enterprise
by themselves if the bank would not do it. There is a group up in the
Northwest, and there is a business group in New England that has
been interested. I would rather give the proposed instrument the
sanction of being a part of the banking system, a known channel, so
that, the hundreds or thousands of people who would not know how to

o to a detached group of individuals with their proposition, would

e referred through regular channels to an agency that was set up for
that purpose. I would not be squeamish about making subscription
compulsory if the felt need could not be met otherwise.

I think that we ought to go out of our way to make sure that if there
are legitimate promising enterprises that are not getting started
because there is no channel through which they can get their proposi-
tion looked at, that we should have some machinery for doing that.

I believe we are all interested in a balanced economic structure in
which we have vigorous small business, along with big business; and
1 say that despite the fact that I do not always regard small-business
difficulties as a problem of sinall versus big business.

I think that we need capital banking in our banking system, in the
interest of the whole structure. We need something in the way of a
channel that will make it possible for any business or anybody ven-
turing into business or a business requiring expansion or a business re-
quiring a reworking and strengthening of its capital structure to
get a hearing. '

Mr. Herrer. What about the initial stages? Take the first 5 years
of such an institution. It obviously has taken on as part of its capital
structure this money from the bank. Then, it sold debentures to the
Federal Reserve banks, as you indicated. Presumably it has got to
meet fixed obligations of its own with respect to those debentures.

Mr. Karran. Yes; I would assume it would get the debentures on
favorable terms.

Mr. Herrer. Would you make them straight earning debentures,
because otherwise would you not visualize where clearly a bank of
this kind would be taking the risks, such as the normal banking com-
munity would not take? That is, it presumably has got to work out
problems over a considerable period of time. It cannot make any
quick turn-over from the point of view of its earnings in the initial
stages. )

I should think you would have a very difficult time to do it.

Mr. Karran. Congressman, I think you would have to distinguish
between the debentures that the capital bank itself would issue, and
on which it pays interest—that is debt paper——
~ Mr. Herter. That is right.

Mr. KapLax (continuing). And the business that the capital
bank does for earning nurposes for its subscribers.
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We can go back to the British investment trusts of the nineteenth
century, which were really capital banks, that started many profita-
ble enferprises, and find two classes of subscribers: They had the de-
bentures for conservative investors seeking a prior lien. These would
be issued on 814, 4 and 414 percent ; very seldom were they issued above
41, percent. Then, they had their core of common shareholders who
were interested in profits left over after the debentures were taken
careof. The debenture money provided needed additional capital, but
that was not the risk investment in the British investment trust; that
was the senior bond investment.

Mr. HerTer. I was merely trying to examine the details here. But
is it your suggestion that three-quarters of the capital should come
from the debentures issued by the Federal Reserve?

Mr. Kapran. The three-quarters was in the IBA scheme. I did
not set any fraction that would come from debentures. I merely said
that as this bank developed and got set up, you might add to its
privileges of rediscounting its paper or even issuing debentures.

I suppose that the best way to answer the question as to how a bank of
that sort can handle a portfolio and come out on balance so that the
sweets exceed the sours in the portfolio, is to call your attention to the
fact that we are getting the going experiment in this sort of banking in
two countries at the present time—England and Canada.

You will recall that the MacMillan report came out in the 1930’s
with a statement that more had to be done to conserve British small
and intermediate business and, as a result of that report, the British
and Scottish banks, as subscribers to the capital stock, set up the
Industrial & Commercial Finance Corp., Ltd., which has now had
a history of about 5 years.

For the same purpose, Canada came through with its Industrial
Development Bank, which is under the Bank of Canada. It com-
menced operations November 1, 1944, but did not really get started
until 1946; I have been following the semiannual reports of those
operations to see how they are coming out; and while they have been
rather cautious in getting started, and although Canada has not
handled more than 1,400 cases so far, with about 400 outstanding at the
end of 1948, and while the British have not had much more than
that, nevertheless, they have found that they have been able to take care
of some important areas of small business without cramping them-
selves.

I think it will take too much time to read the figures from these
reports, but may I suggest that, if you are interested, and follow this
early experience of the two countries that have launched an experi-
ment similar to the one I-am suggesting, have done it in principle,
and while their methods were slightly different, you will see that it
can be done.

The CrmamyanN. May I interrupt, Dr. Kaplan, to suggest that
you select some of those statistics, and put them into the record at the
end of this testimony ¢

Mr. Kapran. Very good.

Mr. HerTer. It would be helpful.

The CHaRMAN. It would be valuable.

Mr. Karran. Iwill be very glad to do that.

97792—49—pt. 1—5
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(The information referred to follows:)
ExHaIBIT 1

INDUSTRIAL DEVELOPMENT BANK (SUBSIDIARY OF THE BANK OF CANADA)

(Excerpts from annual report to the Minister of Finance, fiscal year 1948, Ottawa,
Ontario, December 9, 1948)

Method of operation.—Since commencement of its operations late in 1944, the
bank has taken a number of steps to acquaint the public with the facilities it can
offer, a subject which was dealt with in our first annual report. Descriptive
pamphlets have been widely circulated through the Canadian Ma‘nufacturers’
Association, boards of trade, chartered banks, and other organizations; and trav-
eling representatives of the bank have visited a number of cities, other than those
where our branches operate, in order to give prospective applicants the oppor-
tunity of discussing their problems at first hand and learning whether we can be
of assistance to them.

I think it may be appropriate in the present report to mention again the kinds
of enterprises which the bank can assist, the nature of such assistance, and the
manner in which it is extended.

The purpose of the bank is to provide financial assistance mainly to small- and
medium-sized enterprises which are demonstrably sound but which might not
otherwise be able to get credit on reasonable terms and conditions. The bank is
intended to supplement rather than compete with the activities of the chartered
banks and other lending organizations. It may lend to firms engaged in the man-
ufacture, processing, or refrigeration of goods, the building of ships, or the gen-
erating or distributing of electricity. It should be noted, however, that the bank
is not empowered to make loans to primary industries such as farming or fishing,
nor to trade or service establishments such as stores, garages, repair shops, thea-
tres, ete.

The bank’s loans are usually for capital assistance rather than for working
funds and extend over a period of several years in contrast to the short-term loans
typical in ordinary commercial banking. To enable it to extend this kind of
assistance, the bank may accept any form of collateral security including mort-
gages on real property. The security requirements of the bank are not rigid and
these, as well as the terms of repayment, are arranged to suit individual cases,
Practically all applications are investigated at the applicant’s place of business.
In addition to satisfying the bank’s requirements, the results of these investiga-
tions are often beneficial to the applicants, particularly the smaller and medium-
sized enterprises, since they may result in suggestions for improvements in
methods of operation, insurance coverage, and in accounting procedure,

Loans, investments, and guarantees—The combination of high cost of capital
development and the state of the market for various types of consumers’ goods,
in which supply is tending to outstrip demand, bas made it desirable for the
bank—both in its own interest and in that of its customers—to scrutinize appli-
cations for credit with ever-increasing care. The following table reflects this
situation.

Number of applications dealt with

Fiscal year—

19451 | 1946 1047 1948

Authorized 97 169 177 143
Refused 160 103 97 159
‘Withdrawn. 228 105 113 89

7Y U 485 377 387 391

111 months only.

It will be noted that although the bank has received a slightly greater number
of applications in this past year, the number authorized was less than the previous
year, and the number of applications refused, greater.
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Classification of loans, investments, and guarantees
A. BY INDUSTRIAL ENTERPRISES

Gross
Gross amount Current Amount -
amount authorized | authoriza- outstand-
authorized during the tions at ing as at
to datet fiscal year | Sept. 30,1948 | Sept. 30,1948
1948
1. Foods and beverages. _____ ... $4, 111, 550 $1, 726, 450 $4, 017, 600 $2, 845,270
2. Tobaceo and tobacco Produets. . oo oo oo feoc oo e oo
3. Rubber products_ .. ..o 25, 000 25, 000 25,000 25, 000
4. Leather products_....._.-- —— 615, 500 407, 500 597, 500 395,118
5. Textile products (except clothing). o 2, 393, 250 905, 150 2,111, 600 1, 400, 456
6. Clothing (textile and fur)_.._... P 1, 064, 825 311, 875 709, 200 437,029
7. Wood produets. -« oooiemeoao 3, 869, 873 1, 566, 473 3, 526, 050 2, 281,319
8. Paper products (including pulp) ... ... 4,101, 700 521, 500 3, 980, 700 3,416, 625
9. Printing, publishing and allied industries.__ 1,197, 689 770, 689 1, 136, 000 918, 515
10. Iron and steel products (including ma- .

chinery and equipment) . ...~ 4,360, 493 1,731,430 3,732,229 2, 698, 250
11. Transportation equipment. 1,111, 646 500, 300 993, 250 734,619
12. Nonferrous metal produets._ .. 35,000 15,000 35, 000 9,111
13. Electrical apparatus and supp. 679, 500 519, 000 675, 500 406, 492
14. Nonmetallic mineral products. ... 2, 269, 974 455, 750 1, 832, 000 1, 457,243

15. Products of petroleum and coal. 801, 000 405, 000 766,000 543,01
16. Chemical products. .- oo comoooaoon 3,112,326 551, 500 3,108, 500 1, 486, 538
17. Miscellaneous manufacturing industries. .- 971, 743 423,743 695, 000 329, 262
18, Refrigeration. ___ oo o-ooaoeen 2, 525, 206 1, 360, 455 2, 438, 250 1,147, 532
19. Generating or distributing of electricity..... 95, 000 95,000 95, 000 85,000
L4 1017\ Y 33,341, 274 12, 291, 815 30,474,379 20, 616, 443

1 Less cancellations and reductions in amounts authorized.

Statement of profit and l0ss for the year ended Sept. 80, 1948

. INCOME
On Government of Canada securities:
Interest_ - § $293, 597. 29
Less loss on sales 148, 849. 06
$144, 748. 23
On loans, investments, and guarantees 747,152, 40
All other 1,417.17
Total 893, 317. 80
EXPENSES
‘Salaries $265, 440. 26
Pension fund and unemployment insurance ._.____— 33, 467. T8
Investigation and supervision expenses (including
travel) __ " 15,131, 81
Traveling expenses—general 10, 126. 87
Rental and other costs—leased premises—— -~ 29, 580. 15
Depreciation of office equipment.... 4, 783. 05
Telephones and telegrams 8, 281. 10
Office supplies, expenses 12, 455. 21
Directors’ fees. 3, 600. 00
Auditors’ fees, expenses 6, 000. 00
All other operating expenses 9, 789. 43
: 398, 655. 66
Profit before deducting appropriations referred tobelow_._________~ 494, 662. 14
Deduct: Provision to reduce Government of Canada
securities to market value $325, 950. 94
Amount appropriated as reserve against loans, invest-
ments, and guarantees : 134, 340. 12
460, 291. 06

Balance transferred to reserve fund 34,371.08
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Statement of profit and loss for the year ended Sept. 30, 1948—Continued
RESERVE FOR LOSSES

Balance Sept. 30, 1947 $200, 000. 00
Appropriation from profits for year ended Sept. 30, 1948 __________ 134, 340. 12
Total 334, 340.12
Less bad debts written off - 34, 340. 12
Balance Sept. 30, 1948 300, 0600. 00

RESERVE FUND

Balance Sept. 30, 1947 749, 241. 01
Amount transferred from statement of profit and loss.—._______ 34, 371.08
Balance Sept. 30, 1948 783, 612. 09

Statement of assets and liabilities, as at Sept. 30, 198

LIABILITIES
Capital : Authorized, issued, and paid up—250,000 shares par

value $100 each____________ o £25, 000, 000. 00
Reserve fund_ . _________________ .. N 783,612, 09
Contingent liability under guarantees and underwriting agree-

MENES e 3, 080, 524. 60
All other liabilities — _— e 7,151.86
Reserve for losses 300, 000. 00

Total - i 29,171, 288. 55
ASSETS
Cash on hand and deposits with other banks _— 33,422.10
Government of Canada securities at values not exceeding market_ 8, 224, 413. 67
Loans and investments__ - _ 17,535, 918. 49
Guarantees and underwriting agreements as per contra________ 3, 080, 524. 60
All other assets - _— 297, 009. 69
Total 29,171, 288. 55

ExHIBIT II (a)
INDUSTRIAL & COMMERCIAL FINANCE CorP., LTD., LONDON

This is one of two corporations set up at the instance of Sir John Anderson as
Chancellor of the Exchequer and Hugh Dalton, President of the Board of Trade.
(1) The Finance Corp. for Industry, Ltd., concerned with large-scale industry;
(2) the Industrial & Commercial Finance Corp., Ltd., concerned with the
smaller enterprises.

Ownership.—Not a Government agency. Financed by a consortium of the
Bank of England and the joint-stock banks of Great Britain. No Government
assistance or subsidy. Organization, independent, controlled only by its own
board of directors; conducted on a strictly commercial basis.

Capital resources.—Share capital equals £15,000,000. Additional capital of
£30,000,000 available under borrowing powers (debenture issues).

Scope.—Finance of small- and medium-sized industrial and commercial busi-
nesses, especially where they do not have access to the stock exchange and invest-
ment bankers. -New as well as established enterprises may be considered.

Test.—Whether the financing provided by corporation will increase the effi-
ciency or production of the business. Not normally intended as an agency for
refinancing operations. ‘“The proprletors of any busmess so aided are expected
to hold and retain substantial stake in their enterprise.”

" Range of financing.—“* * * any amount between £5,000 and £200,000 to any
industrial or commercial concern operating in Great Britain which puts forward
a sound proposal.”
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Cost of finance—No fixed interest rate. In general, secured Ioaqs take 4 to
414 percent. Unsecured notes and preferred shares at slightly hlgher‘ rates.
To avoid excessive interest rates, the company may take additional shares_ in pay-
ment of managerial oversight to protect the transaction. ‘‘The provision of
finance at a very moderate cost is a feature of the corporation’s policy. A small
fee is charged, ranging from 1% to 1 percent on finance provided, and the legal
costs of both the corporation and the applicant are borne by the latter-when
business results. If, by arrangement with the applicant, a professional firm were
employed to make an investigation of accounts, the fees would be met by thg
applicant. Otherwise, the corporation is responsible for all its own expenses.”

Financial policy.—To encourage increase in the financial strength of the busi-
pess, “the Corporation is anxious that repayment of advances shall leave the
business soundly established. It therefore encourages a policy of ploughing b.ack
a proportion of the profits remaining after meeting directors’ remuner_atlon,
redemption sinking-fund payments, and reasonable dividends. This policy is
encouraged even where the corporation holds participating dividend rights.”.

Source of proposals.— (1) Joint-stock banks, (2) professional firms, _(3) direet
application by prospective borrowers. No fee paid for introducing business. .

Freedom of management.—While the corporation does not seek -to interfere
in management of a business which it finances, and while it would not finance a
business where the corporation did not have confidence in the ability of the man-
agement, nevertheless the corporation maintains oversight to the extent of making
requirements for certain types of information as to the progress and prospects of
the business. The corporation’s liaison officers visit clients which have been
financed and discuss any new problems that may develop. Managements are
encouraged to consult with the corporation on counseling facilities that may be
available.

ExaIsit II (b)

(Excerpts from Financing the Small Business: The ICFC at Work, by J. H.
Lawrie, in the Banker, August 1946 (Mr. Lawrie was, until 1948, -general,
manager, Industrial & Commercial Finance Corp., Ltd., London))

ICFC is breaking new ground, and the keynote of its policy is flexibility. Every
case that is considered by the corporation’s officials is examined, not simply from
the angle of what will suit the corporation, but primarily to determine what type
of finance the applicant really requires and the best way of providing him with
it. Many of the inquiries received by the corporation are based on a misunder-
standing of its functions, and in such a case the inquirer is advised that the most
suitable place to which to apply is a bank, a building society, an insurance com-
pany, a hire-purchase finance company, or any other person or institution to
whom the inquiry should more properly be addressed. In this way a good deal.
of assistance is given to people whose needs do not lie in the corporation’s field
at all but who are simply unaware of where they can obtain the assistance they
need. When it is clear, however, that an application is one which is not only in
ICF(C’s field but also deserving of support, the first point to be considered is what
type of finance is most suitable for the applicant’s needs.

Broadly speaking, applications can be divided into two classes: money is
required either to cover the cost of reequipment or reconversion, or else to finance
a permanent expansion. Applicants in the first of these two classes usually
expect to be able to repay out of profits any sums that they borrow, and a fixed
loan, either secured or unsecured, is the probable answer. If it so happens that
part of the finance is to be provided by unsecured bank accommodation,:the
finance provided by the corporation may take the form of redeemable preference
shares, or may be part-mortgage, part-preference shares. If a company which
applies for finance is a wartime mushroom growth and the problem is really one
of conversion rather than of reconversion, there is likely to be a considerable
degree of risk in the new finance, and participating preference shares may be the
most desirable way of providing it.

The second of the two classes covers a variety of types, including both new
companies and those that expect eventually to become public companies but are
not yet ready for this step. If a company is likely to appeal to the public for
capital at a later date, the corporation’s finance is designed so that it can be
repaid when the public issue takes place.
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With the other companies in this class, the problem is somewhat different.
What they usually require is permanent, or at least long-term, capital. The
corporation has found from its experience that many small private companies
that are, in fact, family businesses expect both to grow big on borrowed money
and, despite high taxation, to repay borrowings out of profits within relatively
few years—two things which are more than likely to be incompatible. They also
often prefer to borrow against a debenture, even at a higher rate of interest, than
to issue shares to someone outside the family. The corporation usually attempts
to show such people that this point is less important tban having a balanced
capital structure, and that it is very unwise for a small business, especially in
its early stages, to be highly geared and weighed down with prior charges.

It is on this question that ICF(C’s relations with the banks are of great impor-
tance. The banks are the corporation’s shareholders, and this fact places it in
a very special relationship to them. Nonetheless, certain customers appear to
think that the corporation exists to lend them money at lower rates than they
are at present paying their bankers. Such customers are quickly disillusioned.
It cannot be too often stressed that the corporation is in no sense in competition
with its own shareholders. i

Before the corporation was formed, the clearing and Scottish banks made an
announcement to the public about its impending formation, and this announce-
ment was accompanied by an aide-memoire for the press which contained the
words : “As a matter of principle, a deposit bank should not advance money on
long term, but its lending policy should have as its main object the temporary
augmentation of a borrower’s floating capital rather than the provision of funds
to be invested in permanent assets.” On this principle—if duly observed both
by the banks and by the corporation—there can be no question of competition.
The corporation is intended to supplement the activities of the banks and of
other institutions, and cooperation with the banks is bound, in the long run, to
be in the interests of the customers, as well as of the corporation and of the banks
themselves.

It follows that when a company that is really in need of long-term capital
suggests to the corporation that, if the balance sheet and the prospects do not
justify an unsecured loan, the corporation should take a charge over fixed and
floating assets, the normal reply of the corporation’s officials is on these lines:
“If we lend you money to build a new factory and to buy new machinery, you
will certainly require additional working capital to finance the increased turn-
over that will result from the acquisition of these fixed assets. The natural
person to supply you with this working capital is your banker, but it does not
seem likely to us that your banker will lend you anything if we have taken a
charge on all the assets of the company.”

_ When faced with a problem of this kind, ICFC usually has recourse to one
of the two following methods: It can make its contribution partly on mortgage
on the factory and partly in preference shares; this leaves the floating assets
‘free as security for the bank and strengthens the company’s position from the
banker’s point of view by injecting more capital. This method has been used
sufficiently often in conjunction with several of the banks to become known as
the ICFC sandwich. On the other hand, it may seem undesirable to saddle the
company with a mortgage to the corporation and a floating charge to the bank;
if so, it may be preferable that the whole of the ICFC contribution should be
in the form of share capital. In the case that is being discussed, it was a
primary assumption that the balance sheet and prospects did not justify an unse-
cured loan. It is clear, therefore, that an investment would be justified only
if there is a prospect of reward commensurate with the risk. This can be
assured by an issue to the corporation of participating preference shares or,
perhaps, a large parcel of preference shares and a small amount of ordinary
shares.

~ As all ICF(’s loans or investments are for medium or long terms, it is impor-
tant that the corporation—and this applies especially where it has a shareholding
which is a substantial proportion of a company’s total capital—should keep in
close touch with its customer’s activities. and for this purpose the corporation
has started a liaison department, whose officials will be constantly traveling
about the country visiting the various customers, giving them advice when they
seek it, and watching on the corporation’s behalf for danger signs that may
indicate the probability of trading losses or other troubles.

The advisory functions of the liaison department will also, it is thought, be
important. Amongst the many applications received the most common is that
of the company which, before the war, was quite a small family business oper-
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ating in something not much more than a garage or back room, and which grew
during the war into quite a large unit executing considerable orders for the
Ministry of Supply or the Ministry of Aircraft Production. If there is a good
reason why a business, having grown big during the war, should remain big,
then ICFC may be able to help, but safeguards are necessary. The people may
be good at their job, but they may have no idea how to run a big business. Many
people who come to ICFC realize that during the war they have been nurtured
on progress payments ; they have had no sales problems; and for countless other
reasons they have had no experience of running a business of the size which,
more or less by chance, they have attained. Such people are often eager to
receive advice from ICFC’s liaison department, and, in the long run, this may well
prove one of the most valuable services rendered to industry by the corporation.

Applications to ICFC have been flowing in, not only in a steady stream but
at an increasing rate, throughout this year. Even when allowance is made for
the fact that many of them are due to reconversion, it still seems certain that
there is likely to be a lasting demand for the facilities provided by the corpo-
ration. The staff now numbers 40 and the organization is being built up on the
assumption (which could not safely be made until some months’ experience had
been obtained) that ICFC is not merely a “morning glory,” but has for many
years to come a definite and important part to play in the financial structure of
the country.

Exnaisit II (¢)

(Excerpts from report of the chairman, Lord Piercy, at the third annual general
meeting of the Industrial & Commercial Finance Corp., Ltd.,, December T,
1948)

The comparative analysis which will be found on the back of the accounts
(see below) shows that, in the 12 months ended September 30, 1948, confirmed
advances and investments rose by about £3,000,000 to £13,500,000, and cash in-
vested in loans and shares by about £5,000,000 to £10,750,000. The figures are
net after - deducting repayments and redemptions. The latter amounted to
£650,000 at September 30, 1948, showing that our funds are beginning to revolve,
The net increase in business would have been larger but for heavy withdrawals,
during the year, of business approved, and for the most part confirmed. These
withdrawals, due to impediments to the fulfillment of investment plans and un-
foreseen changes of circumstances, exceeded £2,000,000.

[In addition to the provision for income tax] We have provided a further
£135,000 for bad and doubtful debts, bringing the total provisions in the balance
sheet to £275,000. The new total arises from a careful review and assessment
- of possible losses, and is the provision which we believe to be necessary at the
present time.

After making this provision, and making the appropriate adjustment of tax
liability at the 30th of September, the account balances, with a trifle on the right
side.

From now onward, the corporation’s revenue should continue to cover its
operating expenses with a margin sufficient for making any reasonable provision
currently required for specific bad and doubtful debts. If this opinion is well
founded, and I think it is, the first stage of building up this new financial
instrument—the achievement of viability—has been accomplished. ‘

The second stage—building up the general reserves which are needed in this
business—will take much longer.

The corporation was formed, of course, for the precise purpose of meeting
the difficulty which private companies, and the medium and smaller companies,
often experience in obtaining their capital requirements, now that the private
investor no longer plays an important part in providing capital and undertaking
risks in this field and taxation has so severely limited the possibilities of accre-
tion. Accordingly, as and when opportunity offers, our facilities will be brought
to the notice of small- and medium-sized manufacturers and of companies who,
for one reason or another, or because of the state of the market, are not easily
able to avail themselves of the facilities of the issue market.

On the broader aspects of capital investment in this country, it is satisfactory
to observe the Government’s estimate that, over the next 4 years, 20 percent of
the gross national product will be devoted to the investment program. Apart
from a relatively small group of important industries, British manufacturing
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industry, in the last 3 years, has, on balance, hardly caught up with deferred
maintenance and essential replacements arising from the war. There should now
be scope for plans for modernization and for increased capital formation in the
way of plant and machinery. To achieve these ends in the bulk of the manu-
facturing industry, which consists so largely of concerns of moderate size, fresh
initiatives are needed. Is it too much to hope that in part these may still
arise out of the labors of the working parties?

During the year, our relations with other institutions of the capital market
have been developed in a friendly way, and have led to fruitful cooperation in
a number of instances.

Our relations with the liaison officers of shareholding banks are excellent, and
we owe much to their collaboration, which has become an integral part of our
operation.

Our thanks are also due to the members of the Scottish Committee, who have
assisted us with valuable help and advice.

The staff now numbers 60. It includes, naturally, a large proportion of highly
qualified specialists. Its enthusiasm is higher than ever, and a corporate loyalty
has developed which is of good import for the future.

Funds outstanding analyzed by types of facilities

Year to Sept. 30,{Year to Sept. 30,|Year to Sept. 30,| Total at Sept.
1946 1947 1948 30, 1948

Per- Per- Per- Per-

Amount cent Amount cent Amount cent Amount cent
Secured loans.__... . o.ooooooooo.. 443,000 | 35.8 l; 169,400 | 26.1 |2,260,300 | 44.7 (3,872,700 | 35.9
Unsecured loans. 24.3 {1,545,100 | 34.5 |1,362,800 | 26.9 3,209,200 ; 29.9
Preferred shares 15.8 (1,144,200 | 25.6 | 772,700 | 15.3 |2,111,800 19.6
Participating preferred shares........_ 288,000 | 23.2 | 182,600 | 4.3 | 295900 | 5.9 | 776,500 7.2
Ordinary shares. ..o oo 11, 800 .9 | 425700 { 9.5 | 363,500 | 7.2 | 801,000 7.4
47 ) 1,239,0C0 [100.0 (4,477,000 [100.0 (5,055,200 {100.0 |10,771,200 | 100.0

Classification of total business approved by indusiries

Percentage Percent-
Amount : Amoun
Industry of the Industry age of the
(£000) whole (£000) whole
Mechanical engineering: Iron founding ... ___________ 165.4 1.1
Agricultural machinery... 625.0 4.2 |{ Hand tools and cutlery. . 384.9 2.6
Machine tools...._____.__ 341.0 2.3 il Bolts, nuts,ete-.___________._ [ 1
Prime movers. . .._....._. 567.3 3.8 || Hardware, hollow ware and
Printing machinery.__._. 58.0 4 sheet metal ________________ 428.1 2.9
Textile machinery. ... ___ 271.4 1.8 || Watches, plate, jewelry. 224.0 1.5
Cranes, hoists, and Other métal industries.. 795.0 5.3
winches__ ... ... ____ 183.5 1.2 || Textiles__..________ 1,132.1 7.6
Food machinery....._.... 14.0 1 || Leather 58.9 .4
Pumps. .. ..o ... 410.0 2.8 || Clothing. _. 341.4 2.3
All other machinery______ 555.3 3.7 || Food, drink, etc 223.7 1.5
Woodworking . _ 106.5 7
I XVI7:Y S 3,025.5 20.3 Buﬂding, ete.. 190.7 1.3
per 332.2 2.3
Agriculture_____________._____ 185.0 1.2 160.0 1.1
* Mining and quarrying____.... 7.0 oo bber 170.1 1.2
Cement, lime, ete__..______.. 1.4 321.0 2.2
Bricks, tiles, pipes......___._. 1.4 || Scientific instruments._. 110.0 .7
Pottery, earthenware... ... 1.0 || Other non-metal industries. .- 120.2 .8
_________________________ .1 {| Transport 162.9 1.1
Chemxcals ............. 8.6 {| Distribution... 1,726.1 11.6
Paint, color, varnish__ .1 || Hotel and catering__._ - 6.0 | o
Iron and steel.________ . 1.6 || Laundering, dyeing, ete._.___ 27.8 .2
Nonferrous metals.._....__... 2.3
Electrical engineering........_ 7.3 Total oo 14,867.8 100.0
Vehicles.. ... ... 6.3

Mr. HerteR. One other thing I would like to ask you: I suppose
you feel that these banks could take equities which were unregistered
equities, but small business would not have to go through any formali-
ties with the SEC.
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On the other hand, what would the position of that bank be if in the
shifting of its portfolio holdings it tried to dispose of that to a
variegated number of clients, if they were not registered? That regis-
tration, as you have pointed out, for the small issuer of equities s a
hideous burden. It is so great a burden that they duck it every way
they can.

How would you handle that equity situation?

Mr. Kapran. Well, it seems to me that it could be put on the basis
that an application to a capital bank which the bank authorized, if it
was below a certain limit, let us say $500,000, would not require regis-
tration. Indeed, it may be argued that the exemption of small issues
from registration should be made general, and present exceptions elim-
inated, regardless of the question of capital banks.

- Mr. Herrer. Well, make that universally applicable?

Mr. Kapran. Yes, make it universally applicable. The principle
need not be restricted to the capital bank. "All of the early thinking
in connection with the SEC was that $300,000 was a limit below which
registration was not needed.

The CraRMAN. That is the SEC limit now.

Mr. Karran. Yes, provided that certain other conditions are also .
met.

Mr. Herrer. I think you have made a real contribution, Dr. Kaplan.

The Caamman. Congressman Rich?

Mr. Rica. Doctor, where would you define the difference between
small business or individual business, and a large business?

Mr. Karran. There are two ways of defining that: The one that
T suppose would be the easiest to stick to, if you put limits on size of
business that a capital bank would be concerned with, would just be to
put a figure. I would be inclined to say that any business with a hun-
dred or fewer employees, or with sales of a million dollars or less per
year would be in the small business category.

Now, it is not tiny business, but it is the kind of business we are
trying to encourage because it is independent enterprise in which the
management, is very close to its employees, and in which you have a
direct relationship between ownership and management in which you
are interested.

Now, you can go beyond that, of course, and get larger businesses
that look like small businesses. A million dollars in sales might be
very small for a wholesale house in some lines, where two transac-
tions a month might amount to that. ‘

So, I realize it is very hard to draw the line, but you could in terms
of that sort.

Beyond that, you might say that even if a business has gone be-
yond that amount in sales or in number of employees, you might still
call it a small business, if it has owner management, if it has that
closeness of the owners to the operation, and if it is in an area of
business in which that is the smallest business that could possibly
exist in the area and, of course, in an industry like the automobile
industry, a $50,000,000 industry would probably be too small to op-
erate, so it is very hard to pin it down.

Mr. Rica. Well, is it not a fact—you say we have business enter-
prise for every 38 people. Therefore, the great number of business
enterprises in this country would comprise the employment of less
than 10 people, evidently.
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Mr. Karran. Oh, yes; one-half of all the enterprises have less than
one employee; they have no employees, just the proprietors.

Mr. Ricu. I would consider that anyone who employs 100 peo-
ple, and does a million dollars worth of business, is a pretty good-sized
busineéss.

Mr. Karraw. I would say it is pretty good sized. It could be pretty
good sized, and still represent a dividing line for purposes of definition.

Mr. Rica. Well, what do you consider the greatest necessity for the
success of any business?

Mr. KarraN. I suppose management would be the

Mr. Rrcm. Certainly. It would not be anything else but man-
agement. .

Mr. Karran (continuing). First, certainly.

Mr. Rrcu. All right, now, if you have management and you em-
loy—Ilet us get down to—15 people or 10 people and less, and you
ave the proper management, the individual who is operating that

business, how many hours a day, as a rule, would he have to spend
on the job to make a success of his business?

Mr. Karran. I really do not see the relationship between the num-
ber of hours and success. I know many who have failed in business
who worked 16 and 18 hours a day. .
. Mr. Ricu. Sure, I do, too; but I do not know anybody who has made
a success—do you know of anybody who has made a success and who
has worked 8 hours or less, and operated a business that was supposed
to be successful as a business? )

Mr. Karran. I would hate to admit it, but I do know some like
that; but I think I agree with your point generally, Congressman,
that you have to put yourself into a business. Certainly, in 999 cases
out of a thousand, you have to put yourself completely into it with,
-perhaps, no thought of hours, if you are going to make a success of it.
I follow your point; yes, sir. :

Mr. Rica. The point I am trying to bring out here is that manage-
ment is the success of any business, and the fellow who wants to make
a success of his business has got to work at it. It is not going to run
itself.

Mr. Karran. To be sure.

Mr. Rica. You can get the very best business in the country, inherit
it, and have it running for a short time, and the momentum of itself
will keep up; but, if you do not look at it yourself, you are going to
fail. ~

Mr. Kapran. Congressman, I tried to say in my testimony that I
do not feel that financing a loan in distress situations is going to save
a business.

I pointed out that the management must go with it. I would also
like to repeat again what I said in testimony with regard: to size of
business. _

If we have 4,000,000 businesses in this country, and there are nearly
2,000,000 of them that have no employees, the problem of “equity
capital” floating through a capital bank is not the problem with those
people. Those are people who very often come into a business on
their own, we will say, as an odd-job building contractor ; if they cannot
get a job, they come in that way. As soon as they can get a job, they
are out of business, and they become employees. That kind of turn-
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over is not the sort of thing we are concerned with, and the average
very little fellow really worries less about “capital equity” structure
than those who have employees and have a substantial business.

The area that requires our attention is the kind of small business
that really can compete with larger businesses. Itis the area between
8§ and 100 employees, we will say, and in some cases, even a little more
than a hundred employees; that represents vigorous independent
business enterprise that may be stumped for lack of attention with
respect to a real capital problem. That is the key area. .

It does not add up to millions, but it adds up to a core of 150,000
units that are the very heart of independent enterprise; and, if In
that area we need real attention to this problem of improving the
capital structure, I think that is very important for us to gét at. |

Mr. Rice. Well, I quite agree with you in that, and yet I happen to
sit from time to time on a board of directors of a bank. e have
people coming in there and making applications for loans. :

Mr. KarLan. Yes, sir.

Mr. Rice. And, when they come in there, what do we consider first ?
We consider the man himself and his ability to put himself to the task
in which he is trying to make a success. Is that not it? .

Mr. Karran. You certainly do that, but you also look at his current
ratio, and you look at his general ratio of assets to liabilities; and, if
the whole structure is shoe-stringy and there is nothing to build on,
if something should happen to the man, you know that the capital
structure is too thin for you to go very deeply into a loan; and, while
you might give him 60 or 90 days, you are not going to give him a
1- to 8-year loan on that kind of basis. :

Mr. Rica. On the other hand, the bank is just as responsible for its
capital, because it is investing somebody else’s money. The banker
is not investing his own money.

Mr. Karran. I pointed that out.

Mr. Ricu. He is looking after somebody else’s money.

A lot of banks fail. Why do they fail? They fail because some of
the assets they had or the moneys that they loaned, they were not able
to get back, and those fellows were condemned and gamned by the
Government because they let their banks fail, and the Government
stepped in and closed them up.

Now, good, honest, conscientious men, the finest men I know of in
this country, were in banks that failed, and they have been ruined
and wrecked because they were not able to withstand the demands
that were made upon them at the time by the people who wanted to
take their money out. :

So, the bankers have that to consider; do they not?

Mr. KapLan. Yes; and I tried to avoid putting it on the basis that
the commercial banker has horns. I don’t have that point of view.

I do not think that is the issue; I do not think the problem is with
short-term credit or with lending in the ordinary turn-over sense.
The problem is with getting the necessary equity capital or perma-
nent capital for expansion or development or reorganization so that
the small business 1s soundly financed, so that it can go to the com-
mercial bank and show a statement that, coupled with character,
would enable you to give credit.
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Mr. Ricm. Then, you want to take the Government and put it into
the business of loaning money, and assume the responsibility. You
want to put it up to the taxpayers, if there is a deficit and it cannot
meet its obligations, the taxpayers have got to pay the bill?

Mr. Karran. Congressman, 1 do not know where you could have
gotten that from my testimony.

Mr. Rica. If the Government organization sets up an agency to
loan money, and they loan money at 2, 3, 4 percent, cheap money,
as you spoke about a while ago. If they loan that money, and if the

oliticians come in and say, “Here is a friend of mine who wants to

orrow money, you ought to loan it to him,” the chances are that the
taxpayers will have to make up any deficit we might have in the
banks that we set up if we have losses.

The Crarman. Congressman Rich, I think you misunderstand the
‘witness. He did not testify with respect to the recommendation of
Government loans at all; did you?

Mr. Karpran. I thought that I did quite the contrary.

The Cramman. That is what I understood.

Mr. Rrca. I thought he reached the point of the setting up of a
Government bank.

Now, we had a Government bank here in the guaranteeing of crop
loans, and we put in $50,000,000. We lost that.  We put in $25,000,-
000 more ; we lost that. We operate today, but we cut it down, and we
are trying to get it on a firm basis.

" The Cramman. But he did not recommend that.

Mr. Rica. Well, he recommended that we establish a Government
loaning agency.

The Caamman. No.

Mr. RicH. For small business.

The Caamman. He did not at all.

Mr. Ricr. I understood that from his report.

The CramrMax. Well, ask him if he did.

Mr. Kaprax. I thought I contrasted my suggestion with a Govern-
ment capital-lending agency, and indicated that I thought that within
the area of private banking we could provide this additional channel
that would take care of the equity banking that I do not say a com-
mercial bank should undertake.

The Cramman. He is on your side, Congressman.

Mr. Rica. All right. 'Who would establish that? How would you
establish that?

Mr. KapraN. I would establish it as part of the commercial bank-
ing system, not of commercial banking, but as part of our private
banking system, with the commercial banks subscribing a portion of
their capital into district capital banks.

The CramMan. In order that you may not be misunderstood, you
do not want to compel them to do it, you are merely suggesting that
the opportunity be created by law to permit such a thing if private
banks want to do it.

Mr. Kapran. That is correct, Senator, except that when Congress-
man Herter said, “Would you go so far as to compel them?” I am not
* precluding that possibility as a last resort, if there were no other
way of getting it; but I would not want to start with it on the basis
of compulsion.
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Mr. Ricu. I am glad that T am corrected on that because I inferred
you wanted the Government to set up that bank, and I apologize for
even thinking that you would want the Government to do that.

Now, the human element that enters into an operation of an insti-
tution of that kind is a very difficult one to define, and to regulate by
law, and it would be pretty hard to do that, would it not?

The CramyMan. Dr. Kaplan, that bell indicates that it is a quarter
of 12 and I think members of the committee may have to go to the
floor. Would you be available later on? I have made so many notes
on what you have said—you have been so stimulating—that it would
be utterly impossible for me to cover some of the things I would like
to raise in the short time now available.

(Discussion off the record.)

Mr. Patman. May I cover one point which will not take more
than 2 minutes?

The CaaATRMAN. Yes, Congressman.

Mr. Parman. The number of businesses in our country, a large
percelzltage of these businesses is represented by retail stores, is that
right?

Mr. Karran. Yes.

Mr. Patmax. About 50 percent, something like that?

Mr. KapLan. Not quite that, but it is the Jargest segment of small
business. :

Mr. Patman. Approximately 50 percent. Now, the reason I am
disappointed in your recommendation, Dr. Kaplan, is because it is
not accompanied by a recommendation that would give these little
fellows security. You can make all the credit in the world available
to them—and they have it now ; the Federal Reserve can make direct
loans, the Federal Reserve banks, the RFC, local banks, they have
plenty of sources of capital, if they have security, but they have no
security.

As long as an absentee.owner can come into their local communit
and destroy their business, why, they have no security that a ba
would extend loans on, so I think that, No. 1, is to get something
done so that there will be small-business security against these Captain
Kidds in business and industry ; give them some protection. Until we
do that, I do not care how many set-ups we have, it will never work.
That is just my view.

The CHarMaN. Most of our discussion apparently has resolved
around the debt financing instead of the equity financing.

Mr. Kapran. That is right.

The Cramman. I was interested in your testimony that the local
development corporations have apparently not been strikingly suc-
cessful; that the Filene attempt was abandoned in 1943, and that
some sort of a recommendation was made by Filene for Government
intervention, and that the small business committee of the Invest-
ment Bankers Association had suggested the establishment of an
institution which would operate through the Federal Reserve or in
working with the Federal Reserve to provide capital.

But I am more concerned about what we can do or should do to
stimulate the investment of private capital in little and local enter-
prises, and those are the points that I would like to go into with
you a little bit later.
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Mr. Karran. I will be very glad to wait.
The CuARMAN. Mr. Geier, would you be good enough to take the
stand ?

STATEMENT OF FREDERICK V. GEIER, PRESIDENT, THE
CINCINNATI MILLING MACHINE CO.

Mr. Gerer. Shall I proceed, Mr. Chairman ¢

The CuarMaN. Yes. )

Mr. Geier. My name is Frederick V. Geier. I am president of the
Cincinnati Milling Machine Co., builders of machine tools.

Our company has been in the business for 65 years.

The Cuairman. How long have you been connected with the com-
pany, Mr. Geier?

Mr. Gexer. I have been working there 33 years.

The Crarman. You were not president all of that time?

Mr. Gemr. Fifteen years as president; yes, sir. My first asso-
ciation was as a small boy. ~

The company builds power-driven, metal-cutting machines; includ-
ing milling machines, grinding machines, broaching machines, cutter-
sharpening machines and other machines and related products used
on production work, in toolrooms, and for repair and maintenance
in a wide range of industries. '

These industries produce automobiles, tractors, electrical machinery
and electrical appliances, office machines, sewing machines, construc-
tion machinery, printing presses, shoe and textile machines, aviation,
marine and transportation equipment, Diesel and gas engines, ball
anddroller bearings, as well as a wide variety of consumer and durable

oods.

g The machines we build range in weight from 900 pounds to 78
tons, and in power from one-third to 250 horsepower. They mill a
tiny piece in a sewing machine, or the main frame of a Diesel loco-
motive. They broach a part in an electric razor, or an automobile
cylinder block. They grind the 65-ton steel mill roll to a precise
mirror finish, and they grind the sutures used in eye surgery, to be
smooth and round and exactly 0.004 inch in diameter.

. Our firm is primarily a group of able engineers and skilled machine-
tool men, over 500 of whom have been with the company and who
have had more than 20 years’ experience with the company.

My own activity in the business has extended over 33 years, the

past 15 as president of the company.
" To make our living we must develop, design, and build machines that
will lower costs, increase output, and improve quality for the industries
which invest in productive equipment. Our jobs and our living depend
on a healthy and growing industrial economy in America. We plainly
see the necessity of stimulating and maintaining healthy levels of
investment in equipment of increasing productivity. This is a basic
necessity as a means of sustaining and raising the American standard
of living, as the foundation for the security and defense of the Nation,
and for the general welfare, vitality, and progress of our economic
way of life.
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Besides access to raw materials, which America has, a vigorous, ad-
vancing economy depends on three primary factors. These are:

1. Management skill and resourcefulness in engineering, in pro-
duction, and in merchandising.

9. Productive tools and equipment, frequently renewed.

3. A spirit of enterprise and risk taking.

If enterprise and risk taking are discouraged, if know-how in engi-
neering, production, or merchandising fails to keep pace, or if ma-
chinery and tools become worn and obsolescent, the economy will
become static and the standard of living will suffer. If any one of these
three factors—risk taking, know-how, or equipment—Ilag, there can be
no vigorous, advancing economy. In Great Britain the transition
from the vigorous economy of the nineteenth century to the compara-
tively static economy of more recent years has been one of the major
factors in contributing to the current economic difficuities of that
country.

How do we measure up in the United States today? Our manage-
ment know-how in engineering, production, and merchandising has
continued to advance. Qur spirit of enterprise and risk taking has,
I am sorry to say, been under something of a cloud. We have developed
machines of advanced productivity, but America is falling behind in
keeping its machine-tool equipment up to date. During the 1930’s
the industrial equipment of the Nation was not being replaced as fast
as it became obsolete or wore out. The deficiency in replacement of
capital goods during the period was variously estimated at from
$50,000,000,000 to $75,000,000,000, without providing for the needs of
a growing population or an improved standard of lving.

Actual figures, however, are available showing the number of over-
age machine tools in use in the United States by 5-year intervals from
1925 to 1945. In 1925, 44 percent of the machines in use were over
10 years old. The percentage of over-age machines rose to 49 percent
‘by 1980, to 66 percent by 1935, and to 72 percent by 1940. Notwith-
standing the huge production of over 700,000 machine tools during the
war period, by 1945 the percentage of over-age machines, inclusive of
war surplus machines in storage and in reserve, had only been reduced
to 88 percent, while of those installed in private industry 54 percent
were over 10 years old. A corresponding survey to be concluded late
this year could show an interruption of the obsolescent trend at the
moment, but unless there is a very large step-up in the building of new
machine tools, in about four more years the percentage of machines in
use over 10 years old will be at record high. This simply means that a
smaller percentage of American industry’s machine tools will be
up-to-date than ever before.

The facts as just given present the picture in a more favorable light
than is justified. This is because the data are based only on the physical
age of the machines. When account is taken of the up-to-dateness of
design, the results are even more disquieting. The reason for this is
that during the war period the great bulk of all the new machine tools
built were necessarily of designs current immediately prior to the war.
These embodied features of construction and tooling methods largely
srevailing during the 1930’s. With the gathering of war clouds over
}Qurope and the first stirrings of defense needs in the United States,
the insistent demand for machine tools resulted in the virtual freezing
of design of the standard machine tools. Not until after the war was
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over could the normal processes of redesign be resumed. As a conse-
(uence, the great wartime output of machine tools was largely of
machines of prewar design type. No appreciable numbers of postwar
design machine tools were built until after the machine-tool show of
September 1947 and, as a result, fully 95 percent of the machine tools
in use in the United States today are basically over 10 years old in
design.

Ing March 1943 the United States Department of Commerce pub-
lished a book, Markets After the War. Under assumed conditions of
full employment, in a typical postwar year, the demand for machine
tools was estimated at $945,000,000. Although the Nation’s economy
and employment were running at high levels in 1946, 1947, and 1948,
the actual shipments of machine tools, including exports, were only
$335,000,000, $306,000,000 and $288,000,000 respectively, or an average
less than one-third the Department of Commerce estimate. .

In spite of the high operating levels of the economy, the percentage
of the gross national product invested in new machine tools has been
below the level of the comparable years in the 1920’s and the 1930’s.
The rate at which business management is buying machine tools is
the acid test of business appraisal of the prosperity health of the
economy. Management’s first responsibility is to maintain the busi-
ness as a going concern, in order to preserve the livelihood of em-
ployees and the savings of shareholders. Feeling a sense of trustee-
ship toward employees and shareholders, management endeavors to
follow prudent principles in deciding on capital investments. The
principles of prudent investment demand consideration not only ‘of
the estimated return, but careful weighing of the economic, social,
and political outlook as factors affecting the safety, soundness, and
wisdom of the investment. For example, the level of taxation is a
vital factor. Similarly; rising levels of government activity and
spending are very serious factors because they foreshadow even higher
tax burdens. Another major factor is the level of profits and the
outlook for profits adequate to support a vigorous advancing economy.

The factors affecting investment in, and replacement of, machine
tools are varied, but a major deterrent arises from Federal income-
tax depreciation-rate policies. America has led the world because
Americans have had more and better tools, and used them more pro-
ductively. But, to maintain a high standard of living, tools have
to be replaced as fast as they wear out and whenever more productive
new tools are available. Instead, tax regulations practically condemn
America’s tools to grow old and rust away. The usual way to pro-
vide replacement of tools and equipment is by depreciation, an annual
setting aside on the books to build up a replacement fund. ~If enough
depreciation is taken, machinery and equipment can be kept up to
date. The trouble is, Federal income-tax policies arbitrarily force
business to stretch out depreciation beyond the normal productive life
of the machine. This blocks purchase of new equipment and keeps
old and obsolescent equipment in operation long beyond its time.
Whatever blocks the replacement cycle needed to keep America out
in front, unfortunately, also penalizes the earning power of every
American as a producer, and his cost of living as a consumer as well.

If only 80 percent of the 1,700,000 machine tools of prewar type
in American plants operate only 40 hours per week for only 40 weeks
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out of the year, at a direct cost of only $1.25 per hour, and if they
could be replaced by new postwar-model machines rated an average
of only one-fourth more productive, then the cost of production on
existing machine tools is over $500,000,000 per year too much.

It is time to take the brakes off of equipment buying needed to keep
America up to date.

The Cramuman. Congressman Herter?

Mr. Herrter. I take it that the real essence of this statement of
yours with regard to keeping our productivity up to date through
the machine-tool industry is in our tax structure, particularly on the
depreciation allowances that the Treasury now permits.

ave you thought through, yourself, what you would recommend
from the point of view of depreciation allowances, taking account of
two factors: One, your actual wear and tear, and the other the obso-
lescence, which would be a fairly difficult thing to figure in a competi-
tive world ?

- Mr. Gemr. Well, if we could go back to more flexibility so that
depreciation rates could be based upon the conditions in the user’s
plant rather than have them limited to the degree they are by present
policy, that would be the main thing.

Mr. Herrer. Now, in flexibility, you mean allowing the individual
manufacturer to use his own discretion ?

Mr. Gemr. That is right, according to the conditions in his plant.

Mr. Herrer. With the idea that sooner or later the taxes—assum-
ing they remain reasonably level—will catch up with him, whether he
taﬁes his depreciation all in 5 years or whether he takes it over a
longer period of time, so that the Treasury will not be the loser?

Mr. Geer. In the long run it will make no difference to the Treas-
ury, unless there are great changes in tax rates. In fact, I think the
Treasury would benefit, because, if you had more productive equip-
_ment installed, the costs would be lower; corporate profits would be
higher, and more taxes would be collected, unless the savings were all
passed on to the consumer, which, I think, we would all like to see,
anyway.

Mr. Herter. You are making machine tools that are better and
better all the time. From the point of view of the durability of
metallurgy, how can you justify the manufacturer to toss them all
overboard because of the obsolescence in design for a more productive
one in a very short period of time?

Mr. Gemr. Well, if he has to take a very low rate of depreciation,
then, when new and more productive machines come along, he 1s
faced with substantial excess remaining value on the books. But if
he could take a more realistic rate, then he would welcome improved
and more productive machines because he would put them in and
lower his costs. I do not know whether you want me to take time
here to give instances of the savings and increased productivity of the
newer model machines over the old ones, but I tried to make a con-
servative statement in the illustration I gave of the half-a-billion-
dollar excess production cost of use of existing equipment over what
new equipment of postwar design will yield.

You notice I reduced that from one-third more productive to one-
fourth more productive, Yesterday I asked a question of an engineer
in one of our very prominent American companies—what, in his opin-
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lon, was the increase in productivity of postivar machine tools over
prewar—and he said, well, fully 40 percent in their experience.

Of course, the same company will not consider a purchase today
unless they can get their money back in 24 months. They expect a
very high increase in productivity to make any purchase at all at the
present time. .

Mr. Herrer. Ts that because they are balancing the cost of getting
the money as against the smaller percentage of productivity? Why
do they have to see a 24-month turn-over, so short a turn-over? _

Mr. Gemer. Well, that expectancy of customers varies at various
times in the business cycle. A recent survey showed that 74 percent
of the customers of a certain group of firms expected to get their pay
back in 3 years or less, and 90 percent of them expected they would
have to get that back within 5 years.

It they feel confident about the long-range outlook, then they do
not demand as short a pay-back period. We have a classic example
of a recent survey of savings that could be made in the plant of an -
important American company which would have returned the entire
cost of replacing 24 machines by 14 machines in 34; years. They would
not make the purchase. The reason was that, while their financial
condition would be considered normal, they thought, in view of the
outlook, and some of the basic trends in the country, they would have
to put themselves into a stronger financial position before they could
mnvest money, even if it would pay itself off in 34 years. :

Mr. Herrer. Have you any idea how much depreciation they had
taken on the equipment they had at the time they made that decision ?

Mr. Gerer. It is possible that I might have the data here on it. I
can give you the ages of the machines to be replaced: Two were 26
years old, one was 25, one was 23, two were 22, four were 21, two were
20, two were 19, two were 18, one was 14, one was 13, two were 11, two
were 9, one was 8, and one was 4 years old. Twenty of the machines
were over 10 years old, and all were of prewar design.

I would say that they had been pretty well written off.

Mr. Herrer. If they had pretty well written off the depreciation,
then presumably the value of the original machine would not set
up any reserve for replacement services. L

Mr. Geier. The failure of these people to go ahead in this case, I
think, was based upon their concern over the general business outlook.

The CuamrmaN. Mr. Geier, what reason have you to believe that
if there were modification of the tax law so that accelerated deprecia-
tion would be allowed on machine tools, the manufacturing industry
would take advantage of that to purchase new tools of modern design?

Mr. Gerer. The reason most frequently given by customers for not
going ahead with purchases at the present time all centers around the.
madequacy of depreciation allowances, and a survey that was made
recently showed that, of the various steps which might be taken, such
as reducing Federal taxation or providing easier equity financing,
more users said a change in depreciation policy would free them in
their purchase of equipment than any other one thing.

The CralrMaN. Do manufacturers, then, as a whole, indicate to
you that they would buy the new machines?

Mr. Gemr. We think so, because of the fact that we have in many
cases shown substantial savings.
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The engineers, the production men are all keenly aware of the neces-
sity to reduce costs. The stumbling block seems to be when they get
up to the upper executives and the boards of directors who are in-
fluenced by the outlook.

I could give you some of the current reasons that they give us for
not approving orders that they promise. .

* The CHARMAN. Suppose you do that.

Now, you are telling us why they have withdrawn promises of
buying new machines. '

Mr. Geer. Some of them say> for example that the program has
been dropped, and they are not going ahead with the project. Some-
thing in the business outlook has led them to change, and there have
been a number of important ones like that in the last year or two.

Another reason often given is that top management or the board
of directors would not approve the expenditure for reasons such as
these: One is sales volume is dropping off; another is the trend in
labor ; another is Government policies that they see coming up; an-
other, they say the outlook is uncertain and they must reduce their
borrowings; another reason they give is insuflicient earnings, and
insufficient working capital to permit them to put their money in
longer-term investments.

The Cmarrmax. Can you define the nature of the products which
would be produced by the improved machines in order to give us an
opportunity of judging whether or not there is likely to be a market
for the product of these new machines?

Oneé of the reasons that you have just given there, or quoted as
having been given by your customers, was that the outlook for busi-
ness did not seem to be too good; and, therefore, I am thinking of
whether machine tools were used primarily during the war for the
manufacture of a type of product which is necessary only for war,
and which would not be needed for peace and, therefore, whether or
not there is any substitute product for which a demand in time of
peace would exist to justify the manufacture of-these new tools.

Mr. Gerer. At the beginning of my statement, Senator—I think,
possibly you were out of the room—TI read the list of industries that
used machine tools: Automobiles, tractors, electrical machinery, elec-
tric appliances, office machines, sewing machines, construction ma-
chinery, printing presses, shoe and textile machines, aviation, marines,
and transportation equipment of all kinds, Diesels, gas engines, ball
and roller bearings, and a great range and variety of consumer and
durable goods. ’

The Crarman. Now, these products, therefore, are products for
which a consumer demand exists?

Mr. Gemer. That is right.

The CaAIRMAN. Is that right?

Mr. Gerer. That is correct.

The CmammaN. And in your judgment the obstacle is that the de-
preciation period is so long, under the tax law, that it constitutes an .
impediment to the purchase of machines that would increase the
productivity of American industry? :

Mr. Gerer. Reduce the costs; yes, sir, without any question.

The CrammaN. Do you make the suggestion as a general one, or
just for the machine-tool industry?
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Mr. Gerr. I do not see why it applies to machine tools alone, but to
me—I am not an economist—I think there is a distinction between
the different kinds of capital goods.

You may have noted that T pointed out that the reinvestment in
machine tools in the last several years has lagged, although, as Mr.
Kaplan pointed out, the gross investment in the country was high.

Well, I think of one case where a company found the buildings they
were putting up ran so much higher, so much more expensive than
they expected, that they did not put in new machines; they put in old
machines. -

Another thing is that the replacement of a machine tool, the acqui-
sition of a machine tool, is a highly postponable thing. You can always
run the old one another 6 months or another year. Every time they
postpone it somebody keeps patching it up.

The Cmamman. Well, from your point of view, of course, that is
an economy which is not desirable.

Mr. Geier. Well, we have to live through it one way or another.
We probably can, but it is not so good for the country.

The Craman. That is what I was going to ask you next.

Mr. Gemxr. Because if the productivity of the productive equipment
is low, then you, in effect, depress the remunerative earnings that the
worker could have on the machine. Likewise, the unit cost of product
made on the old machine is higher that it should be, with the result that
the ultimate consumer has to pay a higher price than he would had
more productive equipment been used. The use of less productive
equipment means higher costs and a lower purchasing power for the
consumer’s dollar.

The Cramman. Now, yesterday Mr. Holman, president of the Stan-
dard Oil Co. of New Jersey, testified that the oil industry in 5 years,
from 1945 through 1949, had invested some $11,000,000,000—that is,
at the rate of $2,200,000,000 a year—in plant expansion in order to meet
consumer demand.

He also stated that the investment of $11,000,000,000 in 5 years
was equal to the total investment of the petroleum industry from its
beginning through the year 1948,

Now, i% that were at all typical of other industries, it would indicate
that a tremendous market exists. Indeed, Mr. Holman testified that
the first reason for this development was high consumer demand.

Do you think that that situation is at all comparable in the general
machine-tool industry ?

Mr. Geter. No, sir.” The number of new machine tools that have been

roduced and installed in American plants has been on the down grade
in the last 3 years, at a time when you had this high investment.

I am no economist; I am not proposing or pretending to enter into
the field of economics, but to me there is a distinction between what the
country really gets for the capital investment it makes. It would seem
to me that the type of equipment which is productive of things that
the people need is more desirable and more essential as a form of capital
" investment than provision for something that gives them, let us say,
more chance to ride in their automobiles, such as more roads, more
bridges, maybe more of a supply of gasoline. I am trying to distin-
guish between the capital that goes into producing services that the
enjoy, as distinguished from capital that goes into producing goody;
and articles that they need for consumption.
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Perhaps I have not made my point.

The Caamman. I think everybody would be likely to agree who
has studied this problem——

Mr. Gemer. Yes.

The CHAIRMAN. (continuingg : That our modern system depends—
I mean the economic system and the promotion of business depends—
upon the production and distribution and utilization of luxuries ra-
ther than of the mere necessities of life. You will agree to that, will
you not ?

Mr. Gerer. Isay that is a very strong trend. The point I was trying
to make is that machine tools have been regarded as the master tools
of industry. They are the things with which everything else is made.
Other machinery is made with them. They are the only machines
which can be made to reproduce themselves.

Well, if we do not keep our machine-tool equipment in our plants
up to date, we are not paying the attention we should to the funda-
mental root source of the productivity of our economy.

The Caamman. All right.

You have said that the depreciation rule of the present law is the
obstacle.

Mr. Gemer. Yes.

The CrAmRMAN, Is there any other obstacle?

Mr. Gerer. I think I should bring out, as a contributing factor, that
high levels of corporate taxation are a definite factor in the rate at
which the productive equipment will be renewed.

The reason for that is the majority of the money which is spent for
renewing productive facilities comes from reinvested earnings and
depreciation, not from new capital. Therefore, if corporations and
businesses have low earnings, the source of cash and other funds to
replace equipment is absent ; so high taxes are a very important thing.

If business sees trends which imply that it will be facing higher levels
of taxation because, let us say, they see rising trends of Government
costs or Government going into new ventures or new fields of expense,
they will figure, “Our taxes are going up. We are not going to be able
to pay for this machinery as readily, and we will just have to get along
with the old stuff.”

The CHarmMaN. Well, that suggests to my mind a fact which, I
think, is somewhat overlooked by many who make that criticism.

The great reason for the increased cost of Government has been the
unfortunate fact that we had to engage in the war, and the equally
unfortunate fact that the struggle for peace is expensive, and that there
is no way of carrying on that struggle for peace except by and through
the Government, and if the Government is able to fight a war, if it
is to be able to conduct the battle for peace, it must have revenue, and
the only way to get that revenue is through taxation.

Now, the fact of the matter is that 76 percent of all our Federal ex-
penditures are war connected. The amount of Government spending
which is allocable to ordinary Government activities is only a drop in
the bucket, so that it really has no bearing upon questions of this kind.

Then, of course, it should be pointed out that the Government spend-
ing for the war, for national defense now, and for carrying on our
international obligations goes directly into the hands of business.

During the war very large profits were earned by business.
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Mr. Gemer. I merely thought that if I am to give you all of the
factors that enter into this, I should say that the level of taxation,
without arguing what it is for—I am not discussing that—the level
of taxation and the prospects of whether it is going to go up or go.down
are a definite factor in decisions that are made with respect to whether
you expand a business or make new capital investments, or even re-
place existing investment in machinery.

I wish it were not so, but it is a definite factor that we have to con-
tend with,

The CramrMAaN, I noted in your testimony that in the machine-tool
industry the trend has been down, the trend of investment is down, but
that is not true of other businesses; as, for example, the testimony of
" Mr. Holman yesterday that during those-critical 5 years, 1945 through

1949, when taxes were high, the petroleum industry established a rec-
ord for investment or spending greater than any in history, so obvi-
ously high prices, inflationary costs, and high taxes were not impedi-
ments to the investment of that sum.

Mr. Geigr. In the oil industry.

The Crarrman. Now, your industry is different.

Mr. Gemr. Yes; it appears to have been different.

The Cramman. Dr. Kreps?

Dr. Krers. I have no questions.

The CramMan. Mr. Scoll? -

Mr. Scorr. You made some reference to equity financing as one of
the deterrents of the problems of your customers affecting their pur-
chase of machine tools.

I believe you mentioned equity financing. You were present here
and heard Dr. Kaplan’s testimony on the subject with respect to means
of providing equity financing. Are you prepared to express an opinion
as to whether providing equity financing within the present bankm%
structure, such as he described, might assist some of your customers?

‘Mr. Gemgr. I must say that Dr. Kaplan’s ideas are too new for me
to give you a considered answer, but—-—

Mr. Scorr. To put it another way, would you care to elaborate on
vour statement that equity financing is a problem from the customer’s
standpoint in the purchase of machine tools?

Mr. Gurer. I think I answered that question in part by pomtmg
out that the users of machine tools normally depend on reinvested
earnings and depreciation sources for from 50 to 100 percent of the
purchase cost when replacing or buying additional machine tools.
They do not or dmarlly go to the capital markets for funds for new

“machine tools. It is largely a matter of the business itself providing
the funds to renew its capital investment, so we do not consider equity
financing as the major factor. It would be a secondary factor.

Mr. Scorr. I would like to ask you one further question: In your
statement about the level of taxes, if the corporate Federal income-tax
rate remained the same, whether it be 38 percent or 40 percent over a
period of years, during which time the machine tool paid back, would
that not eliminate the tax question, that is, the rate of tax question as
far as your problem is concerned ?

My point is, is it not stability rather than level that you are con-
cerned with?

Mr. Gemer. Stability is important, but if there are trends in effect
which lead people to feel that taxes will rise, I mean, irrespective of
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whether we intend to have a higher tax, if the things are present which
will in time generate a higher tax level, that will be a definite factor.

If you could assure them for a period of 5 years that there would be
a stable tax rate, and if you were not, on the other hand, saying that
Jou have to take 25 years.to write the machine off, why, it would
‘have some slight effect. A

Mr. Scour. One other question: Your .current prices of new and
up-to-date machines would not have anything to do with the lack of
market, would it ?

Mr. Gemr. I could make one or two comments on that general sub-
ject. First, perhaps, I should say that it was very large-scale liqui-
dation of Government war-surplus machine tools at bargain prices
after the war which interfered with the machine-tool industry’s nor-
mal sale of new machines.

However, that was largely concluded some time ago, and invest-
ment in new postwar machines has not grown since that ended, but
it has declined.

Second, on the question of cost of machine tools, they generally
range in price from $1,000 to $20,000, and some go up as high as $100,-
000 or more, so that there are very substantial sums of money involved.

Yet machine-tool prices today are very moderate in comparison with
current cost levels.

While it takes considerable capital, they are at a relatively favorable
cost level. For example, if the customer takes the amount he pays
per hour to the workman to run the machine, and he figures how many
hours of that man’s pay it takes today to buy the machine tool the man
works on, on that basis, many machine tools are lower in cost than any
time in 20 years, or even longer.

And not only because of that favorable cost factor in relationship
‘to the cost of operation, but because new postwar designed machines
are so highly productive, they really are more attractive, and you
have a better investment to offer the buyer today than at any time since
I have been in the business.

Mr. Scorr. That is all.

The Cuarrman. What is the extent of the exportation of machine
tools, modern machine tools?

Mr. Geter. From the United States within the last year or so, from
month to month, it has been in the range of somewhere between 17 and
35 percent.

The Cmamman. Of the total output?

Mr. Gemr. Yes; of total sales.

The Caamman. What countries are taking those machine tools?

Mr. Gemr. The principal recipient country in the recent past has
been France; to some extent, Italy. Some of the South American
countries are getting them. England has taken some; not, so much.

The Caamman. Dr. Kaplan, did you care to ask this witness any
questions?

Mr. Karran. I donot think I would care to.

The CrmamrMan. Mr. Geier, we are very much obliged to you for
your statement. I thank you on behalf of the committee for having
come and given your testimony.

Mr. Gerer. Thank you.
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The CraRMAN. The next session of the committee will be held
tomorrow morning at 10 o’clock in room 224 of this building. Mr.
Wimmer, as well as Dr. Kaplan, if the doctor is good enough to come
again, will be our witnesses.

The committee stands in recess until tomorrow morning at 10 o’clock,

(Whereupon, at 12:40 p. m., the subcommittee adjourned, to re-
convene at 10 a. m., Thursday, September 29, 1949, in room 224, Senate
Office Building.)
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THURSDAY, SEPTEMBER 29, 1949

UNTrED STATES SENATE,
SUBCOMMITTEE ON INVESTMENT OF THE J OINT
ComMrrTEE ON THE EcoNoMic REPORT,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10: 15 a. m., in
room 224, Senate Office Building, Senator Joseph C. O’Mahoney
(chairman) presiding. '

Present : Senator O’Mahoney (chairman), and Representative Pat-
man,

Also present: John W. Lehman, clerk to the committee; Dr. Theo-
dore Kreps, staff director; Dr. William H. Moore; and David Scoll,
special counsel to the Subcommittee on Investment.

The CuaRMAN. The committee will come to order.

Dr. Kaplan, would you be good enough to take the stand ?

STATEMENT OF A. D. H. KAPLAN, SENIOR STAFF MEMBER, THE
’ BROOKINGS INSTITUTION—Resumed

Mr. Karran. Yes, Mr. Chairman.

The Cuamyman. Dr. Kreps, you did not have an opportunity to
question Dr. Kaplan yesterday, after the presentation of his most ex-
cellent review of this problem, so we will give you your chance now.

Dr. Kreps. I do not have so many questions on the testimony so
much as on one or two aspects of the general problem of risk capital
for small business and, for that matter, for the economy, in general;
and, since Dr. Kaplan is an expert as well on the general investment
problem, I would wonder whether I might utilize some of his informa-
tion and bring it to the attention of this committee.

You heard, Dr. Kaplan, yesterday that one of the measures which
would aid the capital investment problem considerably—that could
be adopted by the Government—would be to have a more liberal de-
preciation policy; and, as I remember it in your book, some mention
1s made of that.

It is my impression that if a firm has a machine which becomes
obsolete, and it puts in a new machine, even though that old machine
has not been completely written off, it can, in the year in which the new
machine is put in, deduct before taxes the unamortized value of the old
machine.

Just to take an example : Suppose there is a machine that costs $100;
$40 depreciation has been taken ; the old machine is sold for $20. There
would be $40 unamortized value, and as I understand it, in such abnor-
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mal obsolescence, due to casualties of one kind or another, or invention,
and so forth, that could be deducted in full ; and even normal obsoles-
cence can be deducted in full if you have item accounting or if you are
thinking only of this particular item.

Do you happen to know whether that is true?

Mr. Karran. Dr. Kreps, in the first place, I would not expect to
qualify as an expert in the tax-accounting field; certainly, I am not
fresh on the details.

I can say that within limits such opportunities as you mention do
exist, especially if a separate item account is kept for each type of
machine. I think the problem, so far as small business is concerned,
is that of being able to get the full benefit of keeping up with improve-
ments in equipment, so that the small business will not be behind the
procession, efficiencywise; and, in that connection, to be able to get
. maximum depreciation allowances during the early periods, there y
permitting as large a plowing-back opportunity for the small business
as possible.

The CratRMaN. Well, there is such an additional credit; in other
words, the depreciation on the unused portion is not lost, as I under-
stand it.

Dr. Krees. That is right.

The CaammaN. When an old machine is displaced for a new ma-
chine; but I take it that Dr. Kaplan’s position is that it is not sufficient
incentive; that there ought to be a positive incentive in the way of a
shorter period of amortization for new investment.

Mr. KapLan. Especially at the front end—the first year or two.

The CHATRMAN, Yes. .

Dg. If{REPS. Oh, yes; the method of computing the depreciation in-
stead o

Mr. Karraw. That is perhaps as important as the number of years
over which it can be taken.

Mr. Scorr. May I interpolate something here, Senator?

The CrHaRMAN. Yes, :

Mr. Scorw. Is not the issue here the question of pay-back on the
new machine, rather than the deduction of the unamortized portion of
the old machine? Is that not the problem that we are concerned with
in this depreciation question ?

Mr. KapLan. Well, you are concerned with the problem as to
whether you can reduce your profit statement to the extent of an ac-
celerated depreciation.

Mr. Scorr. Accelerated pay-back of your investment.

The Crarman. I suggest that the question be framed formally for
‘the Treasury, the Bureau of Internal Revenue, and let us get their
response in the record, so that there will be no doubt. We will not be
- guessing about what this depreciation is.

Mr. KapLan. Yes; I am not the person to ask about that.

Dr. Kreps. I was wondering whether you felt that the United States
Government is willing almost anytime for any person to accelerate his
depreciation and take it all in one year, if necessary, or take a good
deal of it.

The CramrymaN. Well, you submit that question to General Cournisel
Lynch. and we will get a specific answer.

Dr. Kreps. Now, the other question I had in mind concerns itself
with the results of a study which you had in mind, of Mr. Litterer of
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the Minneapolis Reserve banks. Do you have that study there? I
am particularly interested, Dr. Kaplan, in his conclusion. The head-
ing for that conclusion is—I trust you will read it there—the last sec-
tion that Capital Supply Meets Needs; is that not it?

Mr. Kapraxn. His conclusion is Capital Supply Meets Current Needs.

Dr. Kreps. Meets current needs ?

Mr. Kapran. As of 1948.

- Dr. Kreps. Would you like to discuss that? ’

Mr. KarrLaN. But he also modifies that by saying, “The uneven
distribution of equity capital available to small-business entrepreneurs
is traced to an unorganized market. No institutions have been estab-
lished for this purpose.”

Dr. Krees. Would you read the succeeding paragraph over on the
next page?

Mr. KaprLan. “Should personal savings again fall to the prewar
level, the primary sources of equity capital may dry up materially the
rate of expansion in small business enterprise or may be reduced sig-
nificantly.”

Dr. Krees. Just read further.

Mr. Kapran. “If the sources of equity capital largely govern the
expansion in small business enterprise, they may have been too ample
in recent years. It is doubtful that all firms now in business can be
maintained on a profitable basis when prices fall or level off.”
~ Dr. Kreps. Now, it is that last paragraph, to which the other para-
graphs lead up, upon which I would like to have your judgment. Do
you feel that possibly the years 1947, 1948, or 1949 have been years in
which, if anything, firms—small business firms—have remained in op-
eration which normally are submarginal and have shown profits, and
that, by and large, probably, as he says, there is equity capital which
has been too ample? :

Mr. Kaprax. I think that we have to agree with the statement in this

sense: That we have never had any period, of the same length as the
last war period, in which so much was accumulated in personal sav-
ings; and it is not likely that you are soon going to see an available
fund of that sort, with all the special situations that stimulated small
businesses to open up. Moreover, we have to admit that, in the sellers’
market existing immediately after the war, a good many small busi-
nesses have looi%ed good that would not look nearly as good in ordinary
times.
" T think we also have to reckon with the fact, as I said in my testi-
mony, that since the beginning of 1947 the monthly figures for failures
have quadrupled. They are about 800 a month now; they were 200
a month in early 1947. “Historically, whenever there has been a great
influx of new businesses, it has been followed by a corresponding
dropping out of new businesses during the succeeding year or 2 or 3;
hence we must expect that the number of discontinuances over the
next few years will be very large.

Now, possibly some new facilities for counseling, and for straight-
ening out capital structures, can save those businesses that are essen-
tially sound, and need only a little financial help to save them. But
thousands of ill-conceived and naively operated will have to go by
the wayside. They have had their fling; they do not fit into the
need, and in the general course of things you must expect them te
drop out, and a good many will drop out voluntarily.
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The CraRMAN. Will I interrupt you, Dr. Kreps, if I ask a question
here, or make a remark?

Dr. Kreps. No.

The Cramman. During the hearings by the Appropriations Com-
mittee on the appropriation for the Federal Tra-ge Commission, Dr.
Corwin Edwards presented to the committee a study that had been
made by the Commission on the profit status of businesses of all sizes,
and that showed quite clearly that the small businesses were becom-
ing quite marginal; in fact, many of them were losing money, whereas
the big ones continued to make money, and it struck me that that was
more or less emphasized by your testimony yesterday with respect
to the increasing number of failures, and the holding down of small
business by the banks through inadequate credit facilities.

The picture on the other side with respect to so-called big business
is that their fiscal resources are so great, their inherent fiscal strength
is so great, that they can withstand the shock, and the little fellows
cannot. Isthat not right?

Mr. Karraw. I follow you on that, Senator. Perhaps this further
statement needs to be made: That a good many small businesses with
rather makeshift equipment, and even with makeshift managerial
facilities, were able to jump in at the war’s end, to scout around and
supply goods quickly, or to make products that fed into a market
eager for available goods, while some of the big companies were build-
ing up their plant and equipment during the postwar period.

o, during that waiting period, the small businesses had their
golden chance. Now the big fellows have their full capacity work-
ing and their new equipment, naturally, many of the little fellows
will show up as submarginal in this stabilized situation.

The CmarmaN. Yes; and if this discontinuance of which you speak
should continue, if steps are not taken by business leadership or by
Government leadership to cushion the effects of the discontinuance,
to use your very diplomatic words, is not the result going to be that
the big businesses will have a larger share of the economic life of
the country, and the pressure for Government intervention in business
will become even stronger than it has been?

Mr. Karran. That can very well happen. The only reservation
that I have arises from the notable stamina that small business seems to
show through the years. In spite of the influx of big business, in spite
of chain stores, in spite of the many cases in whicﬁ small businesses
have not been able to catch up with advances or have not been able
toslideinto a niche that is right for them alongside of the mass-produc-
tion standardized lines, they keep coming along, and little ones keep
moving ahead.

I agree with you, Senator, that we might have a better balanced
structure if you could get a larger percentage of the total in the small-
business area ; and to that extent, I would like to see every practical
effort made to give small business the opportunity. Yet, I could not
go along with Congressman Patman if his remarks of yesterday im-
plied security from competition for small business. '

Mr. Parman. I did not say that at all.

Mr. Kapran. Well, then, I shall not put it that way. We are all
after some measure of security. .

Mr. Patman. I am for competition, but it should be fair competi-
tion.
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Mr. Karran. Competitive opportunity. Perhaps we can agree
‘on that.

Mr. Parmaw. That is right. Fair competition is what 1 want.

Mr. Karran. Competitive opportunity is the goal in my conception
of business enterprise. No stone should be left unturned to enlarge
t}l:e range of competitive opportunity. I hope we are together on
that.

Dr. Kreps. T have one question allied to this: You would envisage
your bank, capital credit bank, as a part of the commercial banking
system then, as having a function not only, I trust, in periods of de-
pression, giving capital to small business, but it might have a stabilizing
function 1n periods of prosperity, such as the last 3 years, and in
seeing to it that the small businesses that did start then, on the whole,
had a fair chance of weathering the subsequent decline, I mean, or do
you envisage your banking, small-business banking system, as essen-
tially operative during declines only?

Mr. Karran. Definitely I do not envisage it chiefly as a relief meas-
ure for a distressed period. I am thinking of it as part of the long-
run machinery to make sure that where there are ideas that have
promise; where there is management coupled with an opportunity, in
need of guidance and financial backing, where there is reasonable risk
with opportunity, that business should not lack for an orderly channel
through which the proposition can be examined, and through which
financial reinforcement and guidance can be provided. That is an
essential part of the long-run effort to retain the balance in our econ-
omy between small and large enterprise, and to make sure that the
quality of management in small business is good enough to justify
financial backing of it.

Dr. Kreps. Thank you.

The Cuairman. You agree with me, Doctor, that it is essential to
that, if we are going to maintain a competitive system or a free-enter-
prise system and stop the trend toward Government power in the
economic field ?

Mr. Karran. Iagree with you on that, Senator.:

If I may come back to the suggestion of a new agency for capital
banking, we have to convince ourselves—that is, since we do not have
the statistical proof, we have to clear up this question as to who is
right, as between those in the banking fraternity and elsewhere who
say that all the capital we need is available to deserving small business,
and those who say that potentially productive small business is lan-
guishing for lack of adequate capital facilities. .

It is a comparatively small investment that is involved in provid-
ing the suggested channel for small business capital. If we want to be
cautious about spreading it over the country at once as a total national
system, we can start out with some pilot capital banks.

The Federal Reserve banks of the Philadelphia and Boston dis-
tricts, for example, believe they have shown more concern about help-
ing industries under section 13-B, than other districts have done. We
might choose such receptive areas to try it out, and see what progress
can be made. They have done that in England, with the Industrial
and Commercial Finance Corporation, and they have done it with the
Industrial Development Bank under the Bank of Canada; and re-
cent reports of those two banks carry convictions that they are serving
a vital area that has needed such facilities.
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Ifit became generally known, and the banks made it known, with the
capital bank itself participating in the promotion, that nobody need’
lack for a chance to place the case for his enterprise before people who
are in a position to pass dependable judgment on it, we could get a
good deal more clearance and backing for the propositions that deserve
help, separating them from those that, after a hearing, are found
not to merit outside risk-taking. It seems to me that the means must
be found, the instrument set up.

The Cramrman. Most of the discussion to date has been on the debt
capital side of the picture. I should like to direct your attention more
specifically to the equity capital side or the investment capital side.

I recognize, of course, the great importance of having better facil-
ities for loans to little business. I was particularly impressed with
what you had to say about the lack of long-term credit; but I am also
impressed by the fact that the solutions which are being suggested
for little business seem to take the.line of Government loans, where
private institutions will not make the loans. That, to me, is only an
invitation to the owner of small capital to get into debt, without clear-
ing away the obstacles which cause the impediment to the stability of
small business and its growth.

So, I am concerned particularly with what we can do to promote
investment.

Do you care to amplify anything you said about it ?

Mr. Karrax. My focus, too, is on equity investment. However, the
distinction between capital financing through credit and strictly
ownership investment is not a clear-cut line.

If it is true, as we believe, that the old-time neighbor, friend of
the family, or member of the family, who used to back the young fel-
low and the young enterprise is not so much in the picture today,
with our urbanized society ; and if the providing of equity funds has
to be on a less personal basis because of the changing character
of our society, then we must look to other appropriate institutions
capable of programing the permanent capital expansion or launch-
ing of an enterprise through a variety of media.

In some cases, a long-term loan to be amortized may be the one way
to build up the equity structure of a business without sacrificing the
original owner control. In other cases it may be necessary to con-
vert the nonincorporated enterprise, which is essentially sound, but
in-need of capital reorganization, into a corporation and to have a
financing agency to buy the stock—preferred or common—which is
definitely an equity proposition.

‘The CramrmaN. You will be accused presently of advocating some
form of planning for small business by some sort of an institution
which will have charge of this programing. That is very dangerous
ground to get on these days. You know all the criticism there is of
planning today.

Mr. Karrax. I never heard of an enterprise that was successful
without planning.

The Caamrman. Neither have L.

Mr. Kapran. Big business does its long-term planning, and that is
one of its great advantages over many a small business; and if we
could get away from the peculiar semantics associated with the term,
I think we should take it for granted that without planning there can
be no successful enterprise.
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Mr. Patmax. Including government, too? You would have the
Government plan for the future?

Mr. Karraw. Certainly, sir. The Government is an essential part-
ner in shaping our economic destiny. I think that it is unfortunate—

“well, it is always dangerous to throw out a word like “plan” without
dfeﬁning your term and knowing in what sense you are using it, but
1f you——

The CuarMAN. Well, you avoided it.

Mr. KarLax (continuing). Put chaos as against planning, nobody
is for chaos any more than he is for sin. But neither individuals nor
enterprises can grow strong if most of the planning is done for them.

The Cramman. Well, as I say, you avoided the word, and you
ought to be congratulated on substituting “programing” for
“planning.”

Dr. Kaplan, the examination of Mr. Holman the day- before yes-
terday, started by Mr. Scoll, on the discoveries and patents made by
the Jersey Co. in its research laboratories, suggested to my mind the
thought that some steps might be taken by providing a method
whereby such idle discoveries and patents would be made available for
the investment of private capital and independent enterprise, par-
ticularly when the discoveries and patents had no direct bearing upon
the primary business of the research laboratory which discovered
them. '

There is not any question about it that the larger the business be-
comes and the more intense its research activities, the greater the new
opportunities that it uncovers.

Now, it has frequently been said that many of these opportuni-
ties are kept idle because of the desire of the owners of the new
possibilities to hold them under cover until those discoverers have the
chance themselves to develop them. .

Mr. KapLanN. My guess is, Senator, that there are a good many idle
patents which, as you say, are being held under cover, and it may
be that they are being held under cover too long, from the public’s
standpoint. I am also concerned with the fact that even where some
of these patents have been placed with the Department of Commerce—
and I learned from one firm that it had nearly 3,000 such items placed
with the Department of Commerce—where they offered their know-
how and offered their engineering skill to anybody who would go into
that field, that there have been no takers.

The Caamrman. That is because we have not provided the incentive
by law to induce the investment of capital in such channels.

Mr. Kapran. Plus the fact, possibly, that something is missing in
the way of getting it around that those opportunities are available;
sifting them, analyzing them, studying them, perhaps making an
annual analysis of these availabilities.

After all, even the largest mail-order house has to issue a catalog
to let people know what merchandise it has. I have the feeling, as I
have been learning about some of the items in the “open lists” that
have been left by large businesses with the Department of Com-
merce, that they deserve to be more widely known.

The CramrMaN. Perhaps we ought to provide that the Patent Office
should issue an annual catalog of patents; if that can be done by
eliminating some of the patents which are ingenious but without any
utility, it might afford an opportunity.
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Mr. Kspranx. More analysis along that line appears desirable and,
perhaps, some of the private foundations, institutes, and trade associa-
tions could do more with that sort of activity. The need to make
citizens aware of opportunities is exemplified 1n the last annnual re-.
port of the Canadian Industrial Development Bank. It states very
frankly that even though it knew that there was need for its facilities
it did not really get adequate response until it sent out district emis-
saries over the country, got the whole objective stimulated through
the banks which were supposed to be part of the scheme, and through
speaking directly to various business groups.

Once 1t was really known that the financing and counseling chan-
nels were available and what use can be made of them, then business
began to come in. So perhaps, we need some promotion of these
very opportunities that are lying dormant.

The Cmarman. All right.

Then, in that connection, would you amplify a little your statement
yesterday about the failure of the local development corporations,
the failure which led Filene, as you said, in 1943 to recommend some
sort of Government action ?

Mr. Karran. Yes, that was the New England Development Council.
I do think that the difficulty with these local community develop-
ment agencies has been that the area they reach is restricted. Typi-
cally, the private development group is on the lookout for an original
product which, with technical aid in financing, can open up a rich
new market.

In some cases the small-business man has not wanted to tell the
“big shots” of his local chamber of commerce what his troubles were,
and to expose himself to them. One manufacturer, in discussing his
experience with a local development committee, mentioned the em-
barrassment that came with telling his story, when some of his own
suppliers were in the group sitting aréund and listening to him. In
OPA days I learned that small-business men tend to be sensitive about
anything that smacks of being a “civic virtue” type of endeavor, in
their behalf. There are similar subtle reasons why people who could
use help did not want to expose themselves to the citizens’ develop-
ment groups in these communities.

It seems to me that if you have something as impersonal as a capital
bank, which is a part of the total banking system, it is approached
strictly as a business proposition.- It is a known channel equipped
for the specific purpose and there is a better chance of the parties
working out the problem which is their mutual business. '

I did not mean to suggest abolishing the industry-development cor-
porations. More power to them if they want to keep going; and they
do occasionally pick up something that owes its development to them.
‘What I am saying is, that in terms of the total area to be served, they
have not begun to scratch the surface.

The Crairman. I notice that you pointed out yesterday the diffi-
culty of making any attempt to distinguish genuinely new independent
small enterprises from the big fellows.

I will not go into it this morning, but I think there is a very simple
way of making that distinction if we should adopt a sensible Federal
charter system which would define the powers and responsibilities
of these various businesses.
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Mr. Patsran. What is the number of that bill, Senator?

The CrarmaN. S. 10. )

Mr. Parman. You set up standards and limitations?

The Cmamumax. That is right. The TNEC recommended such
standards.

Mr. Parman. I know it did.

The CmamrmaN. It is interesting to note that as long ago as the
administration of William Howard Taft, a Federal licensing system
was suggested by Senator John Sharp Williams, of Mississippl, and
then later, in 1910, President Taft sent a message to Congress, Janu-
ary 7, 1910, was the date, as I remember it, in which he recommended
a Federal charter system.

~ Both of those suggestions fell by the wayside. Then, Senator Borah
and I introduced S. 10 for the first time in recent years.

The bill has been before every session of Congress since and, of
course, it covers all or is intended to cover all organizations engaged
in interstate and foreign commerce, including not only corporations,
but labor unions and trade associations.

Mr. ParmaN. Would you restrict them to certain lines of business$#

The Cuamrman. Well, I have always said that I feel the provisions
which ought to be contained in such a law should be first studied by
some sort of a national conference on corporation law and economie
needs, because it is a very complex and difficult subject, but one cannot
forget the fact that in the early days of the corporation, it was public
policy to restrict a corporation to a particular line of business.

_Then, that field was broadened, and corporations were allowed to
engage 1n businesses that had a relationship to the principal business.

‘Nowadays the States which have no power to deal with interstate
and foreign commerce grant blanket charters, and so we have great
national and international corporations which become partners of
governments abroad, and of other businesses abroad. They form the
cartel, they establish an international economic government, without
responsibility to anybody.

Mr. Paryman. I have not warmed up to that proposition, I will ad-
mit, for this reason: I do not want people to have to come to Wash-
ington to get their charters. You see, the little-business men, some of
their major problems right now are due to the fact that they have to
come to Washington. They have no representative here; they have
nobody to look after them. :

The CeatRMAN. When the Constitution was drafted, it made a clear
distinction between local business and national business.

* Mr. Parman. Yes. . '

The CuammaN. Local business was to be handled by the States,
by the people in their own localities. National business was to be
handled by the Congress. ' '

The suggestions made by Senator John Sharp Williams and by
President Taft were put on the shelf for exactly the reason that you
have mentioned, and the result has been that the States have not re-
tained their freedom, that little business has not preserved its inde-
pendence, but that Government in Washington has grown greater
ailll the time, and the power of concentrated economy has grown alt
the time. '

97792—49—pt. 1—7
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Now, we have an economic system which is managed by private
managers who resent any attempt upon the part of Government to
regulate their activities in the interest of the masses of the people.

Mr. ParmanN. And who own very little of the company that they
control.

The CraamMaN. That is right; and they are constantly seeking to
convince the little fellows that they occupy exactly the same position.

Mr. Parman. That is the reason that I am in favor of stopping the
retail chain stores. They are invading every section of the Nation,
and if your bill will lend any help in that direction, I certainly will
look into it more carefully.

The CratrMAN. It will be just the thing to do that.

Mr. Parman. Because they are destroying opportunities locally
everywhere, which is just not right, the way I look at it.

The CEamman. It will be quite possible to set up the standard
that corporations should be limited in the number of nonrelated busi-
nesses into which they enter.

Mr. Patman. What would you do if General Motors or General
Electric went over there and engaged in the manufacture of a lot of
different appliances and different things? Would you say 500¢ I
imagine each one of them can make at least 500 different gadgets or
tools or vehicles. Would you break them up ?

The Cuairman. I hesitate to say “break them up,” because I do
not think that any of us is prophetic enough to look into the future—

Mr. Parman. That is right.

The CaarMaN (continuing). And say what the future needs.

I think the important thing is to deprive corporations and their
affiliates of the corporate power to commit the practices which we
call monopolistic, which everyone recognizes, and another important
thing to do is to realize the difference between a natural person and
the artificial person created by the state.

Mr. Parman. The court has not done that though; has it, Senator?

The Caairman. No, but we can do it by law.

Mr. Parman. Yes.

Is there any bill pending to that effect ? ‘

The Caammman. Well, this bill of mine would do it.

Mr. Parman. You think it would make a distinction between an
artificial person and a corporation?

The Caamman. Certainly,

Mr. Patman. You mentioned the corporations a while ago. I do
not see how anyone can deal with this subject that Dr. Kaplan is
dealing with without considering two major problems in connection
with it. One is the retained earnings of corporations—the earnings
which are too large—I mean too large earnings that are retained;
and the other is the national corporate chains. :

Now, last year, your committee, Mr. Chairman, brought out that
the corporations, after taxes, had about $21,000,000,000, which was an
unprecedented amount.

Instead of paying out two-thirds, as they would pay out normally,
they retained two-thirds, and paid out one-third.

That meant that they retained—these people that Senator
O’Mahoney is talking about, who own very little of the company, such
as the American Telephone & Telegraph Co.—all are the officers and
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directors connected with that company—own one-thirty-third of 1
percent.

Now, people like that, they retain $14,000,000,000.

It occurs to me that that has had a very bad effect on our economy
and especially on credit, and particularly on venture capital for small
business. If that $14,000,000,000 had been paid out, as would be paid
out normally, the people who received that $14,000,000,000 would
be in a position to go into business for themselves or to invest in their
neighbor’s business, or to invest their money any way they choose.

But the effect of that was that these concerns, through high prices
and big profits, have “costless capital.” That capital costs them
nothing. They got it out of the consumers in high prices. ;

Mr. Francis one time used the unfortunate phrase “costless capital,”
but I notice he struck it out of his remarks when the remarks were
printed. But you cannot have a better phrase than that, and what
chance has small business where the owners put their own money into
it in competition with people who have “costless capital” to use in
competition with them? How can you deal with this subject, Doctor,
and not consider those two problems, one, retained earnings, and the
other, permitting absentee owners just to go all over the country with-
out any restriction whatsoever and put local people out of business—
unfairly, like the courts have held? ,

The CrammaN. Well, the result of it is that we have private man-
agement gaining control of a larger and a constantly larger segment
of the economy, and raising all sorts of criticism against what they
call Government management, of which they are the architects, be-
cause, when the people cannot find a method to support themselves
economically because of the power of the private managers, the
inevitable result is that they turn to Government to do it for them.

Mr. Parman. Totalitarianism. ) '

The CuamrMAN. And the suggestions for Government action come
indiscriminately from conservatives and radicals.
~ You can take a list of the bills that were introduced in every Con-

gress and find radical ﬁroposals for the expansion of Government
power coming from the most conservative-talking Members of
Congress. .

However, we will get way off the subject if you and I just pass this
ball back and forth. '

Mr. Karran., Well, Congressman Patman, insofar as you have raised
the question of retained earnings for investment

Mr. Patman. Yes.

Mr. KarPLan (continuing). I suppose that we would all recognize
that, so far as the last 3 or 4 years are concerned, the Treasury De-
partment was much more liberal in construing section 102 with
respect to ——

Mr. Patman. Withholding taxes.

Mr. KarLan (continuing). With regard to the percentage of with-
holding dividends, because of the recognition of the fact that we needed
an extremely large retooling, reequipment, catching-up, inventory-
building program in order to get started on postwar business.

Mr. ParmaN. To a certain extent, I am in sympathy with that pro-
gram of the Treasury Department, but I think they went too far.
You know, keeping back from the people $14,000,000,000 of retained
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earnings in 1 year is just about three or four times as much as they
ever made all put together in years gone by. :

Mr. Karran. And yet personal savings were at an all-time peace-
time high.

Mr. Parman. Yes; that is very true.

Mr. KapLaN. So that possibly, Congressman, the last 8 or 4 years
would not be the years to pick on as the ones in which it was not useful
to retain earnings for rebuilding our capital structure. :

There may still be validity in your point in another context; but
so far as small business is concerned, I must say I wish it could have
retained more of its earnings so as to get its capital structure more
solidly built.

" The Cramman. Mr. Scoll, did you have any questions that you
would like to ask? :

Mr. Scorr. Well, I just have one question.

Dr. Kaplan, do you not think that the notorious risk that is
inherent in all small-business financing, as opposed to the mature secu-
rities, would hinder the operation of the capital bank that you propose;
that the directors and loan committees would be inclined to act like
the normal bankers that they are, and judge the value of the risk in
terms of standard criteria and, therefore, just merely be another bank?

Mr. Kaprawn. It would be very unfortunate if this were merely
another bank.

The main purpose of setting up a system of capital banks that are
specifically capital banks is to develop a new psychology with respect
to the financing of small-scale enterprise, one that is not inhibited by
the considerations of liquidity and the traditions of limited timing
and security that control the activities of the typical commercial bank.

The time certainly is ripe for developing more imaginative tech-

- niques in solving this problem of putting an adequate capital base
under small business. :

I believe that it is possible for us, with personnel that will think

promotively, to develop new techniques in the handling of small busi- -
ness; in balancing higher risk financing with lesser risk financing, and
coming out with a net that would enable the capital bank not only
to keep solvent but do better than keep solvent and, at the same time,
encourage a considerable addition to small-business investment.
.. The capital bank can also serve the function of sifting out some of
the poor risks from the better risks—that is, the type of risk that is a
poor risk mainly because it is not properly backed financially, from
the type of risk that is a poor risk per se. To that extent, it may even
reduce the failures. But I do not believe, that we have a right to say
that small business is notoriously risky, when “notorious” implies that
it is a hopeless problem to solve. ' '

I do not believe it is that sort of situation. In that connection, I
think we can all find encouragement from the experience that the
Canadian and the British capital banks have had during their first
few years of operation. I am putting into the record, as you sug-
gested, Senator O’Mahoney, some of the statements that have come out
of the first couple of years of experience of those capital banks, It
may help to clarify the point that has just been raised as to whether
it is an impossible task to make the financing of small business in itself
a reasonably profitable venture, »
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Mr. Scorr. But my question was addressed to the difficulty of the
task of making that banker, the fellow who would administer this,
the enlightened risk taker that is going to have to administer the
capital bank if it was to work.

Mr. KapLan. Well, he cannot be the traditional banker, the tradi-
tional commercial banker, obviously. He has to be a type of banker
who is venture-minded, and who views small-business cases as ventures
to challenge his ingenuity to make them workable. If the powers
given to this bank are broad enough so that it is not inhibited, as the
commercial banker is inhibited today, I believe that it is possible for
the banker to rise to the freedom of action that has to be given to him
in what is truly a capital bank.

We used to have what is suggested here during the nineteenth cen-
tury, where many of the private banks were essentially risk-taking
investment houses. British-type investment trusts carried their risks
all over the world, and paid off handsomely.

Now, that type of activity has moved out of the picture, and we
need to revive some of that risk-taking type of investment banking
for small ventures.

Internationally, it has been crushed by political tension, by the
fear of getting into a foreign country and not getting the necessary
protection. But certainly, in a market as large and as well protected
as the total American market, there ought to be ample opportunity
for that sort of venture-capital activity to flourish.

The Cramman. Dr. Kaplan, we are very much obliged to you for
a very interesting bit of testimony. I hope that you will follow
through with this, and if, on the basis of the record which has been
made here, you would care to make a suggestion to the committee as
to the special inquiries which should be made later on, I think we
would all benefit from it very much.

Mr. Kapran. I will be very glad to suggest a number of business-
men who have expressed an interest in getting behind a capital-bank
type of venture. .

The CuHaRMAN. We will be very happy to talk to them.

Mr. PatmaN. And consider, too, giving these people a little more
security against these national chains.

A capital bank would not let a person have money to go into business
in competition with these national corporation chains. They just
would not do it. If you had charge of the bank, you would not do it,
Doctor; you could not afford to because the competition is not fair,
and it is ruthless; it is destructive. It is destroying enterprise all over
the country, and I think some way ought to be found to stop them, and
I hope you help us find that way.

Mr. Kapran. Certainly there are many interesting problems out-
side of this immediate problem of raising investments in this country,
but I believe that the problem of finding a new channel of investment
for small business needs to be handled by itself.

The question of the chain stores is one of the facets on which we need
to obtain more definite information.

Mr. Parman. I know, but the security—although the funds are
available, the one in charge of the funds would not permit their use
in competition with the national chain that can charge prices way
below cost to put them out of business. You would not let a concern
have money under conditions like that, and that is the No. 1 problem,
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and your bank business is No. 2. There is no use trying to provide
funds unless you have given them some security against ruthless com-
petition, in other words, against the Captain Kidds in business.

The Crarman. Thank you very much, Doctor. We will be in touch
with you. You have not seen the last of this committee, I think.

Mr. Karran. Thank you.

The Cramman. Mr. Wimmer, you have been very patiently waiting
your turn. :

Mr. Wimmzer. Well, I do not know how patiently.

STATEMENT OF ED. WIMMER, VICE PRESIDENT AND PUBLIC RELA-
TIONS DIRECTOR, NATIONAL FEDERATION OF INDEPENDENT
BUSINESS, INC,

Mr. Wimmer. Senator O’Mahoney and Congressman Patman, this
is a real privilege for me to be here this morning, and I want to express
the appreciation of our president, Mr. C. Wilson Harder, and our
m(émbers and the field men, for this opportunity of being with you
today. .

The CrarMaN. You are speaking of the National Federation ?

Mr. WiMmEr. Yes, sir. National Federation of Independent Busi-
nesses, Inc.

The CHAIRMAN. Yes,

Mr. Winmer. My name is Ed. Wimmer and I am vice president
and public-relations director, and president of the Forward America
Publishing Guild, Inc., Cincinnati, Ohio.

I should like very much, if I may be permitted—and I will move
quickly, I assure you—to read my statement ; that is, follow it as closely
as I can, and then I will be open to any kind of questions.

Is that all right with you, Senator O’Mahoney ?

The Cramrman. Very good, sir.

Mr. Wineaer. I believe the problems confronting independent busi-
ness are problems which affect all the people in our society far more
vitally than is generally realized. Therefore, in taking up this matter
of loans to small business, I should like to state my own position and
the position of the federation on what in our mind is the over-all
problem to be confronted in these hearings; namely, that three great
forces of domination are sweeping over our land, liquidating our free-
enterprise system and thus liquidating the American system of self-
government. These three forces are big monopolistic business, big
monopolistic labor unions, and big bureaucratic unlimited government.
If all three are not halted and turned back, it will avail us nothing to
solve any other problem.

I would like to go back a long way, and I go back to the third
century, to Aristotle, who said :

The stimulus of gain is necessary to arduous work, and the stimulus of owner-
ship is necessary to proper industry, husbandry, and care. When everybody owns
everything, nobody will take care of anything. That which is common to the
greatest number has the least attention bestowed upon it. To help the majority
of men with state subsidies is like pouring water into an empty sack.

I think that statement might have been made today. .

We therefore maintain that the job of providing risk capital and
an opportunity for small business to grow and prosper is tied insepa-
rably to the need of developing a sound decentralization program



VOLUME AND STABILITY OF PRIVATE INVESTMENT 99

which can be carried out at every level of our society. A free society
cannot survive nor can a free society be built on any other foundation
than one which guarantees a maximum of individual enterprise and a
minimum of power in the hands of the few.

Tt was about the year 1890 that we began moving swiftly away from
this idea of economic democracy toward an economy of power groups
in agriculture, industry, finance, labor, and government, until today
we are on the very brink of the same kind of disaster which has befallen
every other nation that pursued a similar course. In other words, we
are developing masses instead of individuals in that increasing mil-
lions of Americans are becoming more and more dependent upon giant
corporations, giant labor unions, and giant government. At the first
sign of a serious crisis in our national affairs these masses can become.
howling mobs, ready for a master.

Before going into what I believe are the major contributing factors.
behind this development of the mass man, however, I should like to
acquaint you with the results of our balloting of federation members
on proposed legislation designed to make risk capital more easily.
available to small business. In mandate No. 143 we asked for a vote
on S. 408, introduced by Senator Tobey, which would liberalize Fed-
eral Reserve guaranties on loans to small business, making it possible
to obtain longer term loans from chartered banks, with risks assumed
up to 90 percent by the Federal Reserve System. The vote of our
members showed 91 percent in favor of this proposal. Only 8 percent
of those voting recorded themselves as being opposed. I have a good
reason for giving those figures.

A few months later, in mandate No. 149, we sought the opinion of’
our members on H. R. 6250, introduced in the House by Hon. Edith
N. Rogers, of Massachusetts, which was a bill to reestablish the Smaller
War Plants Corporation as a peacetime agency of the Government, to
extend and insure credit to small business. A notable change in the
attitude of our members was noticed in the vote on this issue, which
was 70 percent for and 23 percent against.

In mandate No. 151, 3 months later, we posed the question, “Are
you for or against Government assisting small business to obtain
fonger term credit (through private, local banking channels) to make
possible long-range improvements and compete with monopolies?”
The result of the balloting was 79 percent for and 23 percent against.
We posed the same question again in mandate No. 160, which was
quite recently, and the vote for Government-guaranteed Joans
dropped to 57 percent and 42 percent opposed. My personal opinion
is that the changed attitude of our members is a result of the wide-
spread campaign we have been conducting against too much depend-
ence on government.

T have said for 17 years, that if the individual enterpriser is pro-
vided a free market in which he can exercise his initiative, develop
his talents, and promote his enterprise without having to compete
against others enjoying unfair advantages, that he will seldom need
to go outside of his own community for loans or investors. The
Federation is the largest organization of independent business and
professional men and women in the United States and we have more
men in the field than any other independent business organization, yet
I have my first time to contact one member or one of our field men
who has disagreed with this contention.
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The job before us, therefore, must be the development of a healthy
economic climate in which individual enterprise and risk capital can
be merged. It was risk capital and individual enterprise that built
our Nation, and not until we bring the two together again on an ever-
expanding scale, can we hope to save free enterprise and free
government.

James H. McGraw, a big businessman, made this statement:

Competition requires independence of action, free access to markets, and
no large control by any buyer or seller. The larger the number of sellers the
more easily can a buyer shift from one seller to another.

To accomplish this goal, I think we need to explore first of all the
economic plight of the smaller communities. The greatest number
of businesses which made up the Main Street of the smallest towns
were retail businesses. A restaurant or two, a grocery or two, a dry-
goods or general store, harness shop, shoe repair, confectionery store,
and so on. If a lawyer hung out his shingle, or if a small printing
establishment or some other type of business, such as a hotel or local
bank, et cetera, was established, it was set up largely because the
independent merchants had created a market for such enterprise.
Local residents and farmers met together and dealt together on
Main Street. Boys and girls grew up in the community, and the
father-and-son signs made every business street in America a high-
way of opportunity. These towns were visited regularly by salesmen
representing big and little companies located all over America, and
they were unquestionably the incubators of the accountable, respon-
sible citizenship that went into the growth of our country. Profits
remained in the community, to a large extent, and were invested in
homes, improvements, churches, and other local activity. There
were none who looked to the Federal Government for loans or relief
grants or other money to meet their financial needs.

In time of distress the banker renewed the notes of farmers and busi-
nessmen ; the local merchant carried many of his customers over the
bad days and the suppliers did likewise with the merchants. There
were many problems to overcome in those days but the people found
ways and means to combat thir difficulties in their own self-deter-
mining, self-reliant way.

Then came the mail-order catalog and the farmers and townspeople
were seen buying money orders at the post office to send to Chicago for
goods which they had been purchasing from their local merchants.
Uncle Sam’s post office became the general store. The small towns
began to suffer the loss of this business and the profits which would
have been accrued to the community for the building of a reservoir for
investment, et cetera, were drained away. '

This was the beginning of the economic dry rot.which overtook our
towns and cities, which spread at an ever-increasing pace as the cata-
log was followed by the invasion of the chains. With the spread of the
chain stores we got widespread use of the automobile and business
began to concentrate in the county seats and other trading centers,
leaving the small community to die.

In a few years, the Main Streets of every sizable town in America
became drainage canals of the giant chain-store systems and with their
coming we witnessed the disappearance of opportunities for our youth;
bank revenues were depressed ; distant printers sold the chains their
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printing needs; lawyers in distant cities handled their legal affairs;
salesmen who had spent a night or two at the hotels could call on a
half dozen towns in 1 day and as this plague of “chainstoreism” con-
tinued to spread, small manufacturers, jobbers, brokers, wholesalers,
and other people in every walk of life were affected. Yes, we were
fast becoming a Nation of giant chain-store systems, giant oil com-
panies, giant soap companies, giant dairy companies, giant steel com-
panies, giant food processors, and other giants, and we now have giant
unions and giant Government as the result.

We paid our first big cost of this destruction of individual enterprise
in the crash of 29, and we are well on the way to the final crash that
will cost us every dollar and every freedom we possess.

1 have said that unrestricted opportunity in the market place for a
merging of risk capital and individual enterprise is the key to economic
freedom, and that economic freedom is the only foundation upon
which political liberty can be established. If this is true, then Gov-
ernment loans or Government-guaranteed loans to small business
under present conditions would be nothing less than a subsidy pro-
gram. What small-business men would actually be doing, should they
try to obtain such loans, would be borrowing money with which to buy
a little more time. That is what our Government did to fight the
depression and that is what the Government is doing today. Bor-
rowing money to buy time on the ability of future generations to
pay exorbitant rates of taxation.

A look at the tragic failure of the Roosevelt spending program
reveals beyond a shadow of doubt that the billions spent to bring about
recovery were gobbled up by the chains, loaded into armored money
trucks and carted out of the communities before they had a chance to
contribute to recovery. All during those years the independent re-
tailers were giving credit to millions of people, and as I said before,
suppliers were giving credit to the retailers. I sometimes wonder
what would have happened if those millions who were thus helped by
the little fellows had not been so helped. Yet, all during the depres-
gion the chains gave no credit and piled up the biggest profits and
enjoyed the greatest growth in their history.

I know that it sounds incredible, but the whole future of our Nation
is dependent upon what we do to stem the tide of chainism, and what
we do to restore independent retailing to the Main Streets of America.
The future of the automobile business depends upon this. The future
of our great railroad, air and truck transportation systems depend on
it. The future of our banking system, and in fact, the future of the
lawyers, doctors and everyone else, including the future of the Con-
gress of the United States, is dependent upon what we do to save and
expand independent retailing.

Consider a little retail store with a volume of $500 weekly. First
of all, we find that literally scores of salesmen driving trucks and cars
are stopping at this store every day, selling or delivering goods, or
selling some kind of service, printing, insurance, or other tangibles
and intangibles. Check this flow of men and cars and trucks with the
number who deliver to or attempt to sell anything to the chain store
manager doin% a business of $20,000 weekly and you could understand
quickly that if all the independent retailers were eliminated the mass
production of cars and trucks would end right then and there. Even
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the florist makes more money on the sale of flowers at the death
of a small merchant than he can make on the sale of flowers following
the demise of a dozen chain-store managers. The customers, whole-
salers, salesmen, manufacturers and other suppliers, including the
doctor and lawyer and banker, plus friends and relatives, usually bank
an undertaker’s parlor with their tributes to the little guy who lived
among them for years and years. The poor chain-store manager has
no business with suppliers or the bank and he doesn’t remain in a
community as a rule long enough to establish a following.

This is not an exaggerated example. It is easy to show that elimina-
tion of the independent retailer in all fields would eliminate all the
wholesalers and jobbers. Practically all of the small manufacturers
who cannot produce in volume to satisfy the demands of the chains;
practically all the banks, printers, sign companies, small meat packers,
lawyers, accountants, salesmen by the millions, the hotel business and
everything else would go to the dogs if that is where the independent
retailer is going. Yet who has the hardest time to get risk capital
if it isn’t the independent retailer? And if it weren’t for the inde-
pendent retailer, how could any small manufacturer, wholesaler or-
other business dependent upon the independent for an outlet—obtain
risk capital ?

If risk capital and individual enterprise is ever to be the spark
plug—yes; the motor of a future of peace, prosperity and happiness
in this Nation, then every single advantage the chains now hold over
the small retailer must be taken away, and every inducement possible
must be held out to encourage investment in the retail field, and en-
courage young people to go into business for themselves.

In last month’s Fortune magazine, a most tragic story was written
under the title of “The Class of 49.” Fortune magazine sent a man
across the country to interview the 1949 graduates on what they wanted
to do when they got their graduation papers. Here was the gist of
the article: .

Small business is no longer the promised land. Above everything else secu-
rity has become the great goal. The class of 1949 wants to work for somebody
else, preferably someone big. From the huge metropolitan universities to the
small town campuses the men of 1949 seem to be haunted by fear of recession.
The role of the individual enterpriser is not coveted, nor for that matter, does it
seem properly understood. :

Similarly many shy from any line of work that, because of its demands for
enterprising spirit, is associated with coronary thrombosis or high blood pressure.

You might like to know, Mr. Patman, that on the national average
2 percent of the students said they wanted to go into business them-
selves, but in the State of Texas, 75 percent wanted to go into business
for themselves.

I made six speeches in Texas—I have Texas in my blood. Texans
want to protect themselves against the big insurance companies and
against the big businesses, and it is too bad we do not have more
people like that.

Just as the father and son signs were taken down on the Main Streets
of the United States of America, they must start going up again and if
we delay this process of transforming our economy from one of cen-
tralization to one of decentralization, we will pay the same penalty that
has been paid by every other nation that violated those principles
which we have violated.
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Once we get a real decentralization program under way ; once we take
away the special privileges enjoyed by the giant chains; once we adjust
our methods of taxation to encouraging individual initiative instead
of destroying it as we are today, the risk capital which is now hiding
will come out of hiding and banks will be able to lend money to enter-
prising people for the purpose of promoting enterprise.

I know that Studebaker, Packard, Kaiser or any of the independent
automobile companies would run rings around their giant competitors
if they could buy their raw materials at the same price that is charged
their bigger competitors. I know that the average competent inde-
]r;endent grocer will run rings around the giant chain if he is not

andicapped by the shackles of special privileges enjoyed by the chains,
and the same thing can be said about small-and medium-size business in
every line of endeavor.

Big business is here to stay. We need big business and we will have
big unions and big government, but all three have grown too big, just
as the farm co-ops have grown too big by receiving special tax ad-
vantages, and by gobbling up enterprise after enterprise, forming
combines to fight the combines of big business. If we can decentralize
the chains and the other giants, such as General Foods, General Motors,
(Feneral Mills, Standard Brands, National Dairy, Borden, United
States Steel, American Products, Aviation Corp. of America, Good-
year, the big life insurance companies, Giannini Corp. and all the rest;
and 1f we will take the giant farm co-ops apart—we will be able to take
giant labor apart, and we will be able to restore control over local
affairs—we can, through this unwinding process, usher in the longest
and greatest period of progress and prosperity the world has ever
witnessed. And better yet, we can save the next generation from
frustration, and defeat communism and socialism in the only way
that either will ever be defeated—that of making the American idea a
living, breathing, working force for the good of all mankind.

Sears and Roebuck and Montgomery Ward ads are simple examples
of what the independent is up against. Here is an advertisement of
Montgomery Ward. Ask yourselves what was back of this.

Wards advertised a fishing reel at $2.98 in 1939, which they said
was made by the same manufacturer of one selling in an independent
store for $6. The heading on the ad said :

Don’t pay double for a famous name. Both are built in the same factory and
to the same specifications.

Advertising washing machines Montgomery Ward said :

Why waste money paying $89 for a washer when you actually buy a finer
washer at Montgomery Ward and save at least $32.

Then- we move over to Sears and Roebuck, and they say :

Made by a famous national manufacturer—we would lose our shirts if we
mentioned his name—but he is father to the most advertised mattress in America.
We give our solemn word that the sister under the skin of our mattress is spread
over the pages of most magazines and impressively priced at $39. While we
cannot actually mention the maker’s name and how we get his mattress with
the box spring to sell at $29.95, you can look at the label and see the bargain
you are getting.

This ad was run in 1939, and unquestionably referred to Beauty

Rest mattresses. When they can advertise a nationally known mattress
at $10 below what the other person is selling it for, and usually below
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cost, his own cost, what are we coming to so far as independent retail-
ing is concerned ?

Who would loan money to an enterpriser today who would want
to sell soap in competition to Procter & Gamble and Lever Bros.?
Who would loan money to anyone who wanted to make light bulbs
in competition to General Electric? 'Who would invest money in a tire
factory to make tires in competition to Goodyear or Sears and Roe-
buck? Who wants to put up money for a young man starting a tire
store, grocery store, or other small business in competition to the giants
who have taken over in the retail field ?

Even the boy who has become an expert in photography and who
needs a few hundred dollars more to buy lamps and furniture, is asked
how he expects to compete with the chain department store or chain
studio, offering to take and color a picture for a dollar, which offer
is a come-on for the purchase of other goods or more pictures.

When we solve this problem; when we begin a much-needed war
upon cutthroat competition and when we apply the right kind of anti-
trust laws to those who are violating the spirit of the antitrust laws,
then and only then will we be able to take the monsterism and monop-
oly out of labor and the monsterism and bureaucracy out of govern-
ment. Only then will we logically, systematically, and successfully
approach the problem of getting risk capital into the hands of people
who begin things.

Did the woman who ground up tapioca for the first time and
whose tapioca pudding led to tl.e establishment and success of Minute
Tapioca Co., have to borrow money guaranteed by the Government to
become a success? Did the young man who sold a blend of coffee to
the old Maxwell House in Nashville, need Government help to launch
the business that became the Maxwell House Coffee Co.? No, gentle-
men, they did not; but after these companies were built up, the Gen-
eral Foods Corp. came along and bought them up at exorbitant prices,
just as they bought Jello, Baker’s Chocolate, and some score or more
of other corporations. ‘

We ask and recommend that this committee recommend that Gen-
eral Foods and all the rest of their ilk be taken apart, and I include
the big chains, the chain banks, the giant holding companies in all
fields, in this request. Otherwise we will get what the feudal lords
of Japan imposed upon the Japanese; what Hitler imposed upon the
German people; what the Socialists have imposed upon Englishmen,
and maybe we will get what Stalin is giving the Russians.

Gentlemen, I do not need to tell you that the RFC asks for the shirt
off the back of the small-business man who needs a loan. I do not
need to tell you, as another example, that Metropolitan Life has assets
greater than the combined assets of General Motors and United States
Steel ; that the five largest insurance companies are interlocked with
some seven or eight hundred corporations and approximately two hun-
dred banks, yet the giant insurance companies have no risk capital
for small business—only risk capital for big business.

This is a terrible situation, especially when one stops to consider
that millions of small businesses are paying huge sums to these insur-.
ance companies and banks for various kinds of protection, yet they
cannot borrow on any of these funds. The situation becomes even
more ridiculous when one considers that the money paid into these
big insurance companies and banks by the smaﬁ, businessmen is
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invested in big businesses which are putting the same small businesses
out of business.

General Eisenhower says that we cannot tolerate all this abuse of

ower which is dominant in our economic and political affairs. Eric
5 ohnston says that if we don’t stop monopoly we are sure to get what
Britain is getting. Herbert Hoover said, in 1934, that we are building
up a form of economic autocracy. Franklin Roosevelt condemned
monopoly in all forms and deplored the fact that the owner of the
store had been replaced by a managing clerk, and the owner of the
factory was now a superintendent with less powers than a bill
collector.

In the controversy between Big CIO and Big Steel, and in the case
of Big John and Big Ben, we see on full parade the results of all these
trends to centralization of power in the hands of the few. I don’t
know how anyone can ignore the danger when such papers as the
Washington Star and the Scripps-Howard Post hint at nationaliza-
tion of the steel and coal industry. When such free-enterprise stal-
warts as Senator Kilgore and Senator Ralph Flanders speak of
price-fixing powers by the President and the possibility of making
the steel industry a public utility.

These are frightening suggestions, as frightening as the statement
of Henry Luce, in 1935, when he said that if we do not “unwind” our
economy, the day will come when “the biggest show on earth will be
mysteriously controlled from above.”

This feeling has been expressed many, many times by Senator
O’Mahoney and scores of other prominent men and women in the
House and Senate. Not long ago Senator Taft said that if we are
to become a nation of big business, “we might as well turn the country
over to the Communists.”

Just where bigness begins to become too big, I do not know, and
I do not think we should try to determine the exact point, but we can
say that the du Pont Empire is too big to control General Motors,
which in turn is too big in the automobile business to be allowed to
go into the refrigerator business, control the Ethyl Gasoline Corp.,
and other such subsidiaries. All that bunk the du Ponts are putting
out about the benefits which have been derived from the monsterism
in the du Pont structure is on a par with the tripe which the A & P
Co. is now spreading to confuse the public and debase the Department
of Justice. -

With regards to A & P, who will say that A & P has not destroyed
the jobs and investments of millions of Americans, when the record
shows that said company has blackjacked growers, manufacturers,
processors, newspapers, and others with whom they deal, into com-
plete submission to their demands, using such favors gained as
weapons against smaller competitors who had invested their savings
in various kinds of enterprises, with no thought of being attacked by
forces that no individual could fight.

Take the Albany report of A & P in 1941, as revealed by the De-
partment of Justice, as a flaming example of A & P infamy :

Net profit of the Albany, N. Y., unit-- $425, 000
‘Subsidiary profit, Albany, N. Y., unit 244 741
Quarterly advertising allowance (same unit) . 140, 000
Local advertising allowance (same unit) 21, 555
‘Stock gains (same unit) - 47, 425

The retail stores of this unit, however; reported a loss of $28,999.
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Twenty-four percent of all retail stores operated in the red for 3
years, 16 percent for 4 years. )

I just wonder if this article in the Chicago Daily Tribune has es-
caped your attention? I think it is the beginning of a battle between
monopoly and government of the people. I think if A & P win their
case in the court of public opinion that we might as well toss all our
antitrust laws into the wastebasket.

Here is what they had to say:

The Government's suit to dissolve the A & P chain of 6,000 stores into 7
unrelated chains isn’t going to do the Truman administration any good polit-
jcally. For every corner grocery whose vote may be gained, Mr. Truman will
lose a hundred votes of housewives.

The A & P is justly popular with them. They know that it isn’t a monopoly.
They know that the competition among grocers is intense, that it never relaxes,
and that it has resulted in a steady lowering of distribution costs. There
isn’t a shopping center of any consequence in the country which hasn’t its
quota of stores belonging to competfing chains, and a good many independents
beside.

BEvery housewife knows there is no collusion among them and that an attempt
by any of them to gouge the public with extortionate prices would simply result
in the loss of business. Manifestly, the existence and growth of successful
rivals to A & P is proof that A & P is not ruining them by unfair competition,
vestraint of trade, or anything else. )

If A & P is to be dissolved merely because it is big and successful, then most
of the other chains must be dissolved for the same reason. This is a result
which no housewife will welcome because it will threaten the loss of all the
economies which the chain stores have introduced in the distribution of food.

The A & P Co. ran a full-page ad, which was paid for out of the
consumers’ pocketbooks, in most of the important newspapers in the
United States. A study of that ad will prove there is not one single
statement of truth in it, and it will also prove that the A & P
Co. has declared war on government of the people.

Who paid for whatever gains the consumer received from A & P?
What was the over-all economic loss to the country? Who could suc-
cessfully compete with such an operation as this?

When one looks at the whole record of this octopus of the retail
field, there is only one logical conclusion that one can reach, and that
is—remove the tentacles. And speaking of risk capital, what banker
would lend what small businessman what money to go into what
business against such odds?

As C. T. Habegger, of Berne, Ind., has said so many times, “We have
worshiped size, price, and speed for so long that we are losing all
sense of direction.” Or as Roger Babson put it, quite recently, “Today
the big corporations are frozen big while the little businessmen are
frozen little.”

Is it any wonder that we are hearing such men as Charles Egley,
of the Live Stock Commission, saying, “We must get rid of the progt
system and replace it with the cooperative system”; that prominent
church groups are passing resolutions favoring consumer-coopera-
tives over private enterprise, expressing their %elief that no other
force can lick private monopolies except a great organization of con-
sumer co-ops?

Senator O’Mahoney has long asked for a break-up of the vast net-
work of interlocking directorships as evidenced in the structure of
Westinghouse, A. T. & T., United States Steel, Sears and Roebuck,
Lehman Bros., and other such combines. Certainly the TNEC hear-
ings revealed beyond a shadow of doubt the need of unscrambling
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these directorships. But what has been done since toward carrying
out TNEC recommendations ?

We developed a pattern in the death sentence of the Public Utility
Holding Company Act which we should have a 1plied to every kind
of business where such action could be taken saflé y. You will recall
the hull-a-balloo that was raised when the death sentence was pro-
posed. We were informed that the whole utility industry would
collapse on our heads. We know that it didn’t collapse, and although
the spirit of the act has been violated in cases and not fully adhered
to, the unwinding of those giant public utility holding companies
which have been unwound has resulted in great economic gain.

I will never forget Owen D. Young’s statement when he said:

Great numbers of operating utilities with holding companies superimposed
on the utilities, and holding companies superimposed again on these holding
companies, investment companies and affiliates, which made it, as I thought then
and think now, impossible for any man, however able, to grasp the situation.

Louis Johnson, Secretary of Defense, referred to this superimposi-
tion upon our economical life as unbridled ambition of “merger-mad
groups who are destroying free enterprise.”

We, of the National Federation of Independent Business, would go
a step further and say that—
mergerism and chain stor-ism are not only destroying free enterprise, but setting
the stage for the downfall of modern civilization. :

Under such conditions as these, might we not turn to Lenin for
advice—— _

The CHamman. Before you go to this new subject, I think it ap-
propriate to interject here that the bill which was recommended by
the TNEC to give the Federal Trade Commission power to prevent
monopolistic mergers by the acquisition of assets, as well as by the
acquisition: of stock, it being the intention when the Clayton Act was
passed, to prevent monopolistic mergers, including the acquisition of
assets as well as stock, has now not only passed the House, but is at
this moment under active consideration by the Judiciary Committee
of the Senate. : ‘

Mr. Winemzer. I will testify on that tomorrow at 2 o’clock, Senator,
before the Judiciary Committee.

The CHARMAN. I thought you would, and hoped you would.

The President has recommended that; he recommended it in his
first economic report under the Employment A ct.

It has been recommended for years by the Federal Trade Com-
mission.

Mr. Winaer. I think it is going to pass this time.

The CrarMAN. It looks as though it will pass this time.

The curious and anomalous fact is that businessmen who would be
the principal beneficiaries of the enactment of such a law are among
those who are opposing it. Of course, it is not surprising to find some
lawyers opposing it, who are the representatives of the promoters of
mergers. - I hope that you will make an equally strong statement.

Mr. Wimmer. I am going to make that point.

The Caamuan. I hope you will make an equally strong statement
before the Judiciary Committee. ’

Mr. Wimmer. Am I talking too loud or too fast?

The CraRMAN. Not at all; you are doing fine.
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Mr. Wrarmer. Under such circumstances and conditions as these,
might we not turn to Lenin for advice, who said, and I quote very
slowly: _

The strength of capitalism lies in the strength of small production, for, un-
fortunately, small production still survives in a large degree and gives birth
to the bourgeoisie constantly, daily, hourly, spontaneously, and on a mass scale.

Unless we take heed from Lenin’s words, and give strength to
capitalism by giving strength to established small enterprise, and
opportunity to new enterprise, how are we going to develop a strong
enough middle-class population of individual enterprisers who will
have the financial strength and the courage to meet the increasing
burdens of debt interest; increased local, county, and State and Fed-
eral taxes? Plus all the bills we will be paying for our bought-up
friends across thesea? Our young people will repudiate the mortgage
we have hung around their necks and turn their backs on free enter-
prise if we fail them now. »

I honestly believe that we can safeguard their future if we will
open the vast frontiers of individual imitiative, of inventive genius,
of new discovery, by facing the truth that America became great
because we fostered individual enterprise; because we nurtured free-
dom of opportunity and cherished our political liberties. ~All of this
can be wrapped up in one package and be labeled with one word
“decentralization.”

If we do not decentralize, if we do not, as Jefferson urged, “restrain
men from injuring one another,” and establish a set of rules to govern
the market place, similar to the rules which govern a prize fight, a
horse track or baseball diamond, then we can write “finis” across our
free enterprise system now, and get ready to turn over to our boys
and girls the corpse of capitalism.

The Wall Street Journal summed it all up in these words:

When we have monopoly, the free market dies. Some other force must fill
the vacuum. The force will be first, “the men * * *” then “the man,” who
will monopolize the monopolies.

The little shoe repairman who is paying more for his supplies than
his larger competitor is in the path of monopoly. The little tire dealer
who pays as much for tires as his chain competitor sells them for, is in
the path of monopoly. The little steel mill who is fitted into the
squeeze between the giant union and the giant United States Steel is
being squeezed to death by monopoly. The small meat packer, dairy-
man, feed mill, department store, and all the rest are in the same boat.
Add to this monopolistic condition the effect of inheritance taxes on
small business; the enormous amount of book work as a result of in-
creasing taxes; the unfairness of present income taxes as they affect
small business, plus narrowing margins due to high prices, increased
labor costs and the large amount of money needed to start or conduct
the average small business, and it is no wonder that so far as small
business is concerned, risk capital has gone into hiding.

To aid in improving the position of established small business, and
to aid in opening the avenues of opportunities to millions of Americans
who wish to go into business or otherwise become important in their
communities, which was a promise we made to our war veterans while
they were on the battle line, the National Federation of Independent
Business recommends: - : ' :
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_ (1) A swift overhauling of the tax structure as it affects competitive,

independent business, with the idea of removing obstacles to obtain-
ing short- and long-term loans, and of encouraging the investment of
risk capital at the local level. Exemption of the first $25,000 earnings
from income tax as proposed would be one incentive. Another might
be an exemption of $1,000 of business income tax on each employee up
to 50 persons. A third approach worthy of consideration would be
income-tax exemption on any earned money of individuals that is in-
vested in any new, independent business, or loaned to an independent
business. . .

The Congress should investigate the difficulties encountered by small
business in dealing with the Reconstruction Finance Corporation, ex-
tending that agency’s powers to guarantee long-term loans under a
“reasonable risk” clause. .

Repeal of the excise taxes is a must if thousands of small businesses
in those lines affected are to be launched. There is no excuse whatso-
ever to continue wartime excise taxes adopted to discourage the pur-
chase of certain goods, at a time when everything must be done to
encourage investment, encourage new business and to maintain high
levels of employment. : ,

The Federation is convinced that removal of wartime excise taxes
would result in a spurt of buying power that would more than make up
for any revenue loss resulting from repeal of this obnoxious form of
taxation. .

I wanted to buy a new traveling bag for the last year. I look at the

bag and it says “$30” in the window, and it says “$6 tax,” and I am
still carrying my scratched-up traveling bag. ‘
. We also recommend a study of inheritance-tax rates as they affect
independent, competitive business, Not long ago I talked to a member
of an organization known as Associated Equipment Distributors whose
partner had died. The inheritance tax made it necessary to liquidate
the company. . ,

There are times when firms formed on a partnership basis between

father and son, or unrelated people, that such firms are judged closely
held partnerships or corporation.
- I believe an investigation will show that where steps are not taken
to evade payment of State and Federal inheritance taxes, that many
businesses have either sold out, merged, or been greatly weakened by
said inheritance-tax rates. Suggestions have been made that members
of small firms be insured to take care of this emergency, but this is not
always possible.

We urge the committee to give special consideration to the tax
problems of small business with a view to liberalizing loans, and with
a view to encouraging investment of risk capital.

As retailers now handle some 68 cents of spendable inconie, retailer
problems should be of vital interest to the committee. Retailer tax
problems and loan problems are probably greater than are faced by
any other kind of business, yet this is the ﬁe% where individual enter-
prise could be more successfully nurtured than in any other.

The difficulty of obtaining funds for research and funds for the
development of new inventions in the small-business field needs atten-
tion. Too long have we heard that an inventor is at the mercy of big
business. : . )

97792—49—pt. 1—8
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(2) Risk capital will not be available in volume, nor will long-term
loans be justified to any great extent so long as the small-business
man has to pay more for his merchandise, equipment, et cetera, than
is paid by his bigger competitors. Manufacturers selling advertised
brands should not be permitted to sell merchandise of equal quality
or quantity under a private brand at a price under the amount ex-
pended to advertise his national brand. .

I would like to insert this thought, which I did not incorporate
before, and that is that we should study the possibility of stopping all
manufacturers from giving any money whatsoever to any types of
business for the advertising of their merchandise.

- There was a time in this country when if Lucky Strike or Maxwell
House coffee or any of the others put an ad in the paper, every seller
of the product received the same benefits. :

Today they are spending hundreds of millions, running into billions
over the years, which they are giving to the chains, and in many cases
the chains have bought newspaper advertising at local rates when they
received the national rates from the manufacturers. The records will
show that this is true, and I think we should find some way of pro-
hibiting advertising money from going to the chains to advertise any
national-brand product. i '

The violation of this principle is one of the major contributions
to the development and growth of the giant chain-store systems, and
should be outlawed. There have been a large number of cooperatives
formed by independent retailers who have made mass purchases of
goods, using their own private brand, to combat the unfair competition
of national-brands manufacturers and chain-store systems. . These co-
operatives would not need any special concessions in a free market,
and I am sure that all would gladly give up any concessions now en-
joyed if all advantages were taken away from the chains.

In considering the problems of loans and risk capital, it might
be well to explore the effects of the Robinson-Patman Act to determine
any weaknesses that might exist in said act.

‘Now, gentlemen, I am coming close to the end. o

Early Senate adoption of the bill passed by the House to plug the
loop-holes in the Clayton Act, and thus outlaw the merging of com-
peting corporations, is essential to opening the avenues of risk capital
and long-term credit to independent business. Thousands of manu-
facturers are now sitting tight, waiting for or planning a merger with
a bigger corporation. These manufacturers should have this avenue
of escape closed so that they will get down to the business of making a
“go” of their enterprise, but the fact cannot be overlooked that risk
capital and loan problems, plus the growing encroachments of big
labor and big government, plus the unfair advantages enjoyed by big
business, big farm co-ops, et cetera, are obstacles in sufficient number
to discourage any small manufacturer, processor or other small
operation. ' '
-"If the antimerger bill passes the Senate, which ought to be soon, and
if legislation can be adopted similar to the Public Utility Holding
Company Act, which would follow through with an unscrambling
of those combines put together in violation of the spirit of the Clayton
Act, the investment market would skyrocket, and loans to small busi-
ness would be made at the local level on a scale unparalleled-in our
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history. Years ago we prohibited meat packers from going into the
retail business to prevent monopoly.

I say under these conditions, the way we are permitting Goodyear to
open up their stores that we are performing an injustice against those
meat packers. Why should Goodyear be allowed to go out and destroy
small tire stores, and yet not allow the meat packers to go into the
retail business?

I ask you to look at the Main Streets of America today, and you will
find a parallel to the biblical statement——

The CuarrmaN. The degree, Mr. Wimmer, to which the minds of
men in business and men in journalism have been closed to the
dangers that you have pointed out, was forcibly illustrated in yester-
day morning’s Washington Post. There was a full-page ad sponsored
by Standard Steel Spring Co., under the title, “Who’s Shooting at
Who, and Who’s Going to Get Hit?” . :

This advertisement was directed against eriticism of monopolistic
business. It appears, however, to be an argument against what is
alleged to be an attack upon the United States business system.

How far the business system has departed from the standards of
American principles is indicated by this paragraph in the advertise-
ment:

As usual, the truth is in the records, so let’s take.a look at some facts and
figures, and call a spade a spade. -First, just what is big business? It is not big
at all in the sense that the critics would have you believe. It is actually big
management of the affairs and interests of a whale of a lot of good average
Americans.

Now, there is a bland recognition of the fact that there is a dis-
tinction between management and ownership, and that the economic
system now is privately managed, that we have big private manage-
ment, and that it leads directly to big public management, as you have
so forcefully stated in this paper,

Curiously enough, in the first editorial published by the Washing-
ton Post in yesterday morning’s paper, containing this advertisement,
there was an editorial on the pay bill which is now pending before’
Congress. The purpose of the pay bill, of course, is to increase the
salary of those who have charge of executive agencies on the ground
that unless we do that——

Mr. WimmEer. You cannot get them.

The CrarMAN (continuing) : We cannot get the men who are capa-
ble of handling these big affairs; and the Post says, in the course of
this editorial :

We had hoped that with big government an actuality demanding the best
brains that can be hired, legislators would rise above such petty considerations.

_ The petty considerations were the suggestions by some Members
that perhaps the salary increases were too high. But here is recog-
nition, first by a business outfit that we have big management, and
then by the editorial writing that we do have big government.
" 'Mr. Wmnnmer. What greater contribution to the development, of big
labor and big government could a thing like this be, and where could
you hire a brain for even $300,000 a year, that could even begin to
understand the workings of these giant corporations, no matter how
many charts they could have. Here is Lever Bros., in 87 countries,
400 subsidiaries, 800 factories; Uni-Lever, the twin, dominates the
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world’s soap and margarine business, sells ice cream, rubber, cocoa,
lye, paper, salad oils, candles, baked goods, perfume, tooth paste,
vitamins. .

It operates 2,000,000 acres of palm-oil plantations in the Belgian
Congo in Africa. It owns 300,000 acres of cocoa plantations in the
Solomons.

They control the Lipton Tea Co. They have the exclusive rights
to all Birds Eye foods and frozen foods processed in the United States.
They run a General Motors agency in the Union of South Africa;
the world’s greatest private :printin%l plant, and the largest private
bank. Lever Bros, is the prize of the empire, which Mr. Luckman
operates for a salary of $300,000 a year.

Soldiers who took. Guadalcanal told that they were advised that
for every tree that was damaged, it would cost the United States
government $50 each, payable to the Dutch holding company of Lever

ros.

Tom Linder, director of the Agriculture Department of Georgia,
told this and more to an audience in which there were 260 Congress-
men. How in the world, Senator, and Congressman Patman, can you
find a Brain Trust—where would you find a Brain Trust—who could
even begin to analyze what they ought to do about a thing like: that?

Mr. ParmaN. Ihavetoleavein a moment. May I ask him a question
or two? : k ' :

The CuarmaN. Certainly.

Mr. Parman. Concerning the chain-store question, Mr. Wimmer, I
have known for many, many years your interest in the problem. Has
your organization interviewed—I mean, what do you call it,
interrogated o

Mr. Winmer. The man-on-the-street, or something?

Mr. Parman. Interrogated your membership?

Mr. Wimmer. Taken a poll?

Mr. Patman. On some kind of a chain-store bill on what they would

_like to have and what they would stand for? B

Mr. WrmmEer. Yes; I have not the exact figures, but it was over-
whelmingly for the revamping of the Robinson-Patman Act, if neces-
sary, and the licensing of chains in order to control their further ex-
pansion. Such was our proposal.

Mr. Parman. You heard what I said yesterday about restricting
them to 500—that was just an arbitrary number taken out of the air.

.Mr. Wmamer. 1 think that is too many.

Mr. Patman. What about 100¢ ST

Mr. WimnmEr. I would say that 100 might be a very good figure to
establish as a limit.

Mr. Patman. And the farmers, as well.

Mr. WimMmer. And the farmers. We have a case up in Maine where
the Maine potato growers organized and went to their governor with
petitions and everything to try to stop the slaughter of potato prices
in Maine, claiming they were all going bankrupt. We have evidence
in the Judge Lindsay trial, at Danville, where they actually had the
man who was in charge of the purchases for the farm co-ops on the
A & P pay roll. : ' T

Mr. Patman. Yes; it was brought out in the testimony.

R T O U O S T oy 2%



VOLUME AND STABILITY OF PRIVATE INVESTMENT 113

Mr. Wimmer. Here, I think is something which proves a point.
I picked this up in 1945, a statement of Gilbert H. Montague, member
of the New York bar, author of The Control of Retail Prices. I think
you have all heard of him. He said: o ,

Chain-store organizations found the national brands a made-to-order tool for
expansion on a grand scale. The Federal Trade Commission’s investigations
showed that the grocery and drug chains did more than 20 percent of their
total volume at a loss on loss leaders. It also shows that these losses were al-
most wholly on nationally known brands. Trade-marked articles are manip-
ulated for the three-fold purpose of making dupes of the unsophisticated consum-
ers, undermining the independents, and concentrating business in stores strong
enough to work this racket. In essence, it is dishonest, despotic, and monopolistic.

Now, listen to this from their own man. This is a statement of
. William J. Baxter, who was director of Chain Store Research Bureau,
of New York. Hesaid: =~ '

To me there is not any question as to the advisability of any retail store, if
it can, to sell some nationally known products at cost to get the crowd. A
consumer will go to a grocery store-and she is willing to pay 50 cents for steak,
whereas it might be sold for 50 cents elsewhere, if she, at the same time, can
purchase Campbell’s soup or some other package goods at cost. Scientific retail-
ing means studying the blind articles in the store, and selling them at full
prices. But what we call open articles, the ones that every consumer can go
from store to store and compare, sell them’at-low prices.

That is from one of their own boys.’ - A

Mr. Parman. Your statement is very interesting, and thought
provoking. I enjoyed it very much, Mr. Wimmer. -

The CramrmMaN. It was.. - R
.. Mr. Wimmer. Following the Insull scandal we decided that it was
wrong for a few men to control the power and light industry. Recently
we held that the motion picture producers should get out of the
theater business. Therefore, what is wrong with getting the tire
makers out of the'retail tire business; and shoe manufacturers out
of the- retail shoe business and what is wrong with taking General
Motors apart, and all other combines, such as National Dairy, Sears
and Roebuck, A & P, General Foods, and others?

Here is a chance to open wide the floodgates of individual enterprise
and risk capital, and a chance to put a muzzle on the socialistic-minded
groups who say the only way to lick a monopoly is for the Govern-
ment to take it over. Naturally, any such decentralization program
as proposed should take in the giant farm or other consumer- coopera-
tives. -

The antitrust laws were passed in the first instance to insure every
enterpriser an opportunity to compete in a market place where the
same rules applied to all.  The underlying principle of the antitrust
laws is the public good. Of what good is it to turn out hundreds of
thousands of young men and women—many of them: veterans—from
our business schools and Government training institutions, and then
have them find that the channels of individual enterprise are closed
to them. R

On July 14, 1947, our president, Mr. C. Wilson Harder, made the
following statement presented before the Joint Committee on the
Economic Report:

Antitrust laws must be enforced, not merely by lip service but by a directive
of this joint committee to the respective agencies,
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Both Democratic and Republican platform committees of last yedr’s
conventions contained antimonopoly planks recommended by our or-
ganization in the statement presented by George J. Burger, our Wash-
ington representative, before the platform committees in the conven-
tions in Philadelphia.

We of the Natlonal Federation of Independent Business believe
that the whole structure of antitrust legislation needs to be reexam-
ined and redesigned to meet these changes in our modern life. Justice
Douglas recently declared :

The Sherman Act is founded on a theory of hostility -to the concentration of
economic power so great that only a government of the people should have it. .

I would say that the antitrust laws are the only real insurance we
have against socialism and communism, and if they are not streamlined -
and used effectively against monopohstlc big business and monopolis-
tic big unions, we will have a Socialist government within a few months
after we get the next depression.

If we permlt a depression to come upon us with world conditions
what they are, neither antitrust laws nor any other law will save us.

Our position regarding the reconstitution of the Senate Small Busi-
ness Committee is well known, and our position on increased appro:
priations for the Department of Justice and Federal Trade Commls-
sion is established in the mind of all lawmakers.

Inthe book of I'saiah, chapter 5, verse 8, it says:

‘Woe to them that join house to house, that lay field to fleld, till there be no
place that ye may be placed alone in the midst of the earth. .

The Cramrmax. This is the end of the testimony of this prehmmary
hearing,

Mr. Parnan. Excuse me, please, sir. -

The Crarman. I am glad that you were here, Congressman.

Mr. Paraan. Thank you, sir.

Mr. Wimsmer. The Congressman probably feels that I will take care
of his end of the argument.

The Cuarman. Do you have any questions, Mr. Scoll ?

Mr. Scor. No.

The Crairaan. Well, Mr. Wimmer, the Senate bells are calling.

Mr. Winarer. I do not want that buzzer to sound on me. -

The Crarrman. We will have to terminate this hearing.

- I am very much obliged to you, sir, for your very provocative state-
ment.

Mr. Wrvmer. I feel it a great pmvﬂege to be here with you, Sen-
ator. T have wanted to do something like this with you for a-long
time, and I consider that it is really a privilege to come to Washing-
ton to be able to sit down with men under conditions of freedom and
to enjoy such freedom of speech as I have enjoyed today.

The Cuarman. The hearings will be adjourned.

(Whereupon, at 12 noon, the committee adjourned, subject to the
call of the chairman.)
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