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CORPORATE PROFITS

MONDAY, DECEMBER 6, 1948

UNITED STATES SENATE,
SuBCOMMITTEE ON PROFITS OF THE
Jomnt CoxmyrrTEE oN THE Economic Rerort,
Washington, D. C.

The subcommittee met, pursuant to call, at 1: 30 p. m., in the caucus
room, Senate Office Building, Senator Ralph E. Flanders, chairman
of the subcommittee, presiding.

Present: Senators Flanders (presiding) and O’Mahoney, and
Representatives Patman and Huber.

Also present: Senator Ferguson.

Senator Fraxpers. The hearing will come to order.

I am going to read a very brief opening statement.

The legislation which established this joint committee gave it a
primary duty of considering the periodical economic reports of the
President to the Congress, and reporting to the Congress its analysis
and recommendations of the Chief Executive’s information and
proposals.

In addition to that, the enabling legislation charges the committee
with a general responsibility for recommendations and proposals re-
lating to the maintenance of employment and production and the im-
provement of the standard of living in a free society.

In fulfillment of the above responsibilities, this subcommittee is
set Ep to consider the size, source and disposition of current business
profits.

The President’s report has directed attention to these profits which
are, in the aggregate, of unprecedented size. The reports to stock-
holders of individual companies, analyses and tabulations of financial
journals, and other business literature, likewise emphasize the unprece-
dented volume of business profits.

The assumption is generally made by organized labor, many finan-
cial writers and the general public, that business profits are large
enough to warrant the diversion of a considerable part of them into
lower prices, higher wages, or both.

It is the problem of this hearing to give particular attention to
these suggestions for a more general distribution of large current
returns to business.

We also have the more specific task of analyzing the profit situation
from the standpoint of the major economic problem of our time,
which is to find some way to halt inflation that does not involve con-
siderable unemployment. No way has yet been found to do this and
inflation can be ended easily enough if we are not concerned with the
amount of resulting unemployment, but we are concerned. Itis hoped
that these hearings will expose to clear view and rational considera-
tion some of the elements of this unsolved problem.

1



2 CORPORATE PROFITS

The undertaking which we have started this afternoon has an even
deeper significance. It may turn out that in a free society the means
of halting inflation without unemployment lies, to a considerable de-
gree, outside the activity of government. Quite possibly it depends
on statesmanlike decisions by business organizations and by groups
of wage earners.

It would help if we could lay here such a ground work of objective
information as will help business and labor to come to such states-
manlike conclusions. It is assumed that such conclusions will not
run contrary to the long-range interests of business, of labor, of the
consumer, or of the general public, but might have a temporary un-
favorable effect on the short-range interests concerned.

We are only just beginning to realize the heavy economic burden
which is imposed on us by the need for protecting ourselves and the
western world from the rolling tide of oriental despotism which is pour-
ing out of Russia. This economic burden is becoming so great that it
can only be met by a nation which is not only united in determination
but one which is likewise united in the maintenance of the economic
strength which alone will make that determination effective.

Senator O’MamoneY. Senator, may I add that it seems to me to be
clear that the objective stated in the last paragraph of the chairman’s
opening statement is by all odds the most important objective before
the country. Essentially what we have got to determine—and by
“we” I mean the Congress—is to what extent the government may
continue to get the revenue which is necessary to enable it to stem this
rolling tide of oriental despotism of which the chairman speaks.

In all of the discussions which I have seen with respect to corporate
profits on the part of those who are the apologists for the corporations
which are making these profits, I see very little reference to the fact
that a substantial portion of these profits are due to the business which
these great corporations are receiving from the Government of the
United States. The Government has to buy steel for the Navy, for the
Army, and to some extent perhaps for the Air Forces. It has to buy
aluminum. It hasto buy high-octane gasoline. And when we consider
the cost of high-octane gasoline to the Government, that is to say, to
the taxpayers, we must bear in mind not only the tremendous implica-
tions for good of the airlift into Berlin, but we have to bear in mind
the huge profits which apparently are being made by the petroleum
companies which furnish to the taxpayers of the United States the gas-
oline by which this great enterprise is carried on.

T hope that as this hearing progresses it will become clear that states-
manship in business as well as in government will recognize the fact
that we cannot cut industry off from this great enterprise in which the
whole people of the United States are engaged, and expect business
to be permitted to earn huge profits, by whatever standard they may
be measured, and to evade taxation by which alone the Government of
the United States can pay for this struggle to win the peace.

If we do not do it by taxation, it will be necessary to do it by deficit
financing, and I am sure that before this hearing is over we shall find
some spokesmen for industry saying that industry should bear a large
share of the burden so as to prevent the Government from the necessity
of selling more bonds to win the peace.

Senator FrLanpers. Thank you, Senator.
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Now, our procedure in the calling of witnesses will be to have first,
as we do today, two men discussing the economic phases of the question
of profits; and we expect to have tomorrow witnesses giving us an
idea of some of the accounting problems involved. We will then have
representatives of organized labor, who will give us their point of view
so that we may the more intelligently question industry from that
standpoint. And then the remaining time will be for the most part
taken up with various industries in the public eye, various industries,
many of whose profits have been under specific criticism. And we
will have then a series of case histories rather than of theoretical con-
siderations on which to base our judgment as the question is raised.

We start in today with economists, and the first one is no stranger to
those who have attended hearings for some years past here in the city
of Washington, and before the House and the Senate, and I will ask
Prof. Sumner Slichter of Harvard University to take the stand.

STATEMENT OF PROF. SUMNER H. SLICHTER, LAMONT UNIVERSITY
PROFESSOR, HARVARD UNIVERSITY

Senator Fraxpers. You may read your statement complete if you
wish, or if you wish to shorten your manuscript at any time, you may
do so, Professor Slichter.

Professor SticaTER. Thank you.

During the last 3 years American corporations have overstated
their profits by about $16,400,000,000. This is the amount by which
the reported statements of profits exaggerate the amount of income
available to pay dividends, to expand plant, to increase wages, or to
reduce prices.

Senator O’MamoneY. You refer to the entire 3-year period, I
assume ?

Professor SuicHTER. Yes. It is an estimate for 1948, but 1948 is
nearly over.

In 1946, profits were represented as being nearly twice as large as
they really were; in 1947, profits were overstated by about 51 percent;
in 1948, profits will be overstated by approximately 25 percent. Nat-
urally, it is highly misleading to stockholders, employees, customers,
and the public to have the amount of income available for dividends,
plant expansion, wage increases, or price reductions so greatly over-
stated.

In 1946, the actual amount of corporate income available for divi-
dends, wage increases, plant reductions, expansion of plant, or price
reductions, was about 6.4 billion dollars instead of 12.8 billion dollars
as actually reported. In 1947, the amount of corporate income avail-
able to pay dividends, increase wages, reduce prices, or expand plant
was approximately 12.0 billion dollars instead of 18.1 billion dollars
as actually reported. During the first 6 months of 1948, reported prof-
its have been running at the annual rate of 19.8 billion dollars a year.

Senator O’Mamoney. Would it bother you if I interrupted you
there, Professor? :

Professor SuicaTER. Go right ahead.

Senator O’ManoNey. May I inquire whether or not, in 1946 and
1947, the corporations paid their taxes upon the overstatement of
their profits, or on the statement which you say they should have made?

Professor SLicHTER. On the overstatement.
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The amount of income available to pay dividends, increase wages,
reduce prices, or increase plant has been running at the annual rate
of about $14,900,000,000. The overstatement of income during the
last 6 months of the year will be less than the first 6 months. When
the final figures for 1948 are available, it will probably be found that
real profits are approximately $16,000,000,000, but that reported
profits will be between $20,000,000,000 and $21,000,000,000—an over-
statement of roughly 25 percent.

According to the reports of American corporations, profits in 1948
are running roughly 3.17 times 1940. Corporate sales in 1948 are
running roughly 2.6 times above 1940. Consequently, profits as re-
ported by business organizations have risen slightly faster than sales
since 1940. Actual profits in 1948 were running about 2.4 times
1940 during the first 6 months and will run about 2.5 times 1940
for the year—about $16,000,000,000 in comparison with $6,300,000,000.
Hence, actual profits have risen at a slightly lower rate than corporate
sales since 1940. The purchasing power of real corporate profits in 1948
is less than 50 percent more than in 1940, despite the fact that corpora-
tions are producing about 70 percent more physical product than in
1940.

Why are there such wide discrepancies between the real profits of
American corporations and their reported profits? There are two
principal inaccuracies in reports on profits. One arises from the fact
that most corporations insist on counting a rise in the cost of replacing
inventories as profits. The other is that most corporations count the
rise in the cost of replacing plant and equipment as profits. It is
obviously ridiculous to count a rise in costs as profits, and yet most
corporations do it, and pay stiff taxes on the amounts so reported.

In the year 1946, profits were overstated by $5,000,000,000 because of
failure to deduct the rise in the cost of replacing inventories. The
estimate is that of the Department of Commerce. In 1947, failure
to deduct the rise in the cost of replacing inventories caused profits
to be overstated by $5,100,000,000. For this reason, in the first two
quarters of 1948, the overstatement has been running at the rate of
about $3,900,000,000. For the year as a whole, because the corpora-
tions have counted the rise in the cost of replacing inventories as
profits, the overstatement will be about $3,000,000,000.

Some firms do not charge increases in the cost of replacing inven-
tories against profits because they assume that the rise in prices creates
inventory gains. The fact that the cost of replacing inventories has
risen does not necessarily mean that the firm will be able to recover the
cost in higher prices for finished goods. It may or it may not. Even
if the firm is able to raise its selling prices sufficiently to offset the
cost of replacing inventories, there is no net addition to profits.
There is simply enough additional income to offset the higher replace-
ment cost of inventories.

The way in which failure to charge increases in the cost of replac-
ing inventories against profits causes the statement of profits to be
inflated can be made plain by a simple illustration. Let us assume
than an enterprise makes no operating profit at all. Let us assume,
however, that there is an advance in the price of raw materials so
that there is a rise of $100,000 in the cost of replacing the inventories
consumed during the period. This increase in the cost of replacing
inventories does not, of course, mean that the enterprise will be able
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to raise its selling prices sufficiently to recover this additional cost.
Perhaps it can, and perhaps it cannot. Let us assume that the enter-
prise is able to raise its selling prices by exactly enough to offset the
rise in the cost of replacing its inventories. As most corporations
report profits today—although the corporate-income law does not
require it—this firm would not charge the rise in the cost of replac-
ing inventories against the gain of $100,000 from the rise in its
selling prices. The management would report a profit of $100,000.
It is obvious that this report would be misleading to its stockholders,
its employees, and its customers, because the $100,000 is not available
to pay dividends, to increase wages, or to reduce prices. It is needed
in order to enable the enterprise to maintain the same physical volume
of ‘inventories—that is, the volume required by its current rate of
operations. If the enterprise were to distribute all or part of the
$100,000 in dividends, for example, it would really be making a dis-
tribution of capital, because it would be reducing its capacity to
produce. Hence it would be compelled either to curtail operations
or tc(1> borrow ‘in order to maintain its inventories and its capacity to
produce.

Corporate profits are also overstated, because the rise in the cost
of replacing plant and equipment is treated as profit. It is difficult
to estimate the precise amount of this overstatement, but it is sub-
stantial. Part of the difficulty arises from lack of precise informa-
tion concerning the rise in replacement costs during the last 8 years.
Of course, one cannot know accurately today what will be the cost of
replacing plant and equipment which is partly worn out today, but
which may not have to be replaced until 5 or 10 years hence. There
can be no doubt, however, that the cost of replacing plant and equip-
ment has risen substantially. The average wholesale price of finished
goods in 1947 was 79 percent above 1940. Today finished goods on
the average are selling about 100 percent above 1940.

An enterprise which expects to continue in business must obviously
replace its plant and equipment as they wear out. If it distributes
in the form of dividends, higher wages, or lower prices income needed
to replace plant and equipment, the enterprise is, in effect, living off
its capital, because it will have to bring in new capital to maintain
its productive capacity. In other words, only after management has
set aside enough of current income to maintain the productive ca-
pacity of the enterprise does it have funds which may be properly
regarded as available for dividends, higher wages, or lower prices.

Representative Pataran. May I ask you a question there?

I do not understand about this 5-billion-dollar overpayment in
taxes. Does that mean that the income was $5,000,000,000 that they
paid taxes on and that they should not have paid taxes on?

Professor Suicater. They had their option; they elected to pay
their taxes.

Representative Pararan. What was the other option, the alterna-
tive?

Professor SuicaTER. They could have used the last-in and first-out
method of computing inventory costs.

Representative Paraax. Is this not a great indictment against the
inefficiency of these officials?

Professor SticaTER. You may interpret it as you see fit. T do not
think that they keep their books in a very proper fashion. I think
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that they mislead their stockholders, their employees, and their custo-
mers, by overstating their profits.

Representative Patman. I thought that they had the best account-
ants and lawyers in the country. I cannot understand why they
would let $5,000,000,000 slip through their fingers.

Professor Sticarer. I cannot, either.

Despite the large rise in the prices of finished goods during recent
years, the depreciation charges of American corporations have risen
very little. In 1947, they were only 20 percent above 1940—4.6 bil-
lion dollars as compared with 3.5 billion dollars in 1940. In 1946,
depreciation charges of American corporations were 4.3 billion dol-
lars. Since one does not know the ultimate cost of replacing present
plant and equipment, one can only make a rough estimate as to what
present depreciation charges ought to be. Possibly the movement
of prices during the next few years will be downward, though I am
skeptical that this will be the case for most finished goods, because
wages, as measured by hourly earnings, have more than doubled since
1940; therefore, there has been only a moderate rise in output per
man-hour. Certainly it is conservative to assume that the whole
sale-price level for finished goods, which is now 100 percent above the
war, will average at least 60 percent above prewar in the foreseeable
future. Hence, if one may assume that depreciation charges of Amer-
lcan corporations were approximately correct in 1940, they should be
at least 60 percent larger today. This assumes that there has been
no appreciable increase in the size of the plant to be depreciated,
although some increase in the size of the plant has occurred. If
depreciation charges had been 60 percent above 1940, they would have
been about 5.6 billion dollars in both 1946 and 1947 instead of 4.3 bil-
lion dollars in 1946 and 4.6 billion dollars, as they were, in 1947.1

In other words, failure to charge adequate depreciation led corpo-
rate profits to be overstated by about 1.3 billion dollars in 1946 and
1 billion dollars in 1947. There is no evidence that many corporations
have corrected this understatement of their depreciation charges.
HeI%ce, the understatement for 1948 will probably be no less than in
1947.

Senator O’'MamoNEY. Do you have any evidence that any corpora-
tions made this correction which should have been made?

Professor SLickTER. Some of them are setting aside special reserves,
and I think all of them should.

Senator O’ManoNEY. Can you give me any names?

Senator FLaxpers. The United States Steel Corp.

1 Depreciation charges in American industry have been as follows:

Total busi-
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Professor SricuTER. I think the Du Pont corporation set aside re-
serves for excessive production cost, and I do not know the nature
of those; but I think 1t will be in point. ‘

Senator Fraxoers. I think that we will find that United States Steel
set aside special reserves for depreciation, and we can inquire of them
when they come forward. :

Senator O’Mamoxey. May I interrupt there, in view of what the
chairman has said? My purpose was to determine to what extent the
witness has studied this overstatement of profit by the corporations,
and if he knows which ones have done it and if he is willing or able
to give us the names of the corporations which have done it.

rofessor SticaTER, I am afraid that I cannot give you a very long
lis; on that, because I do not think that there are many. There are
a few.

The present low depreciation charges of American corporations may
be defended on the ground that increases in these charges to take ac-
count of the permanently higher costs of replacing plant and equip-
ment are not an allowable cost for income-tax purposes. This defense
may be a just criticism of present corporate-tax law, but it does not
justify managements in counting increases in replacement costs as
profits and thus in overstating the amount of income available to pay
dividends, to increase plant, to raise wages, or to reduce prices. Some
companies, rather than increase depreciation allowances, may prefer
to set up special reserves to meet the rise of recent years in the cost of
construction and equipment. A few companies have set aside such
reserves, but the number appears to be small.

A correct statement of the profits of industry reveals important
differences from the reported profits. In the first place, it reveals
that real profits in 1946, the year of transition from war production,
the year when millions of veterans were being absorbed into industry,
and the worst year for strikes in the country’s history, was not in
reality a very profitable year. Actual profits were less than in 1945
and were scarcely any greater than in 1940, when the dollar volume
of business was little more than half as large. In the second place,
the corrected profit figures show that the increase in operating effi-
ciency in the last 2 years has been considerably greater than is indi-
cated by reported profits. This is particularly true of comparisons
between 1947 and 1948. The reported figures on profits show little
rise between 1947 and 1948. They seem to indicate that industry has
thus far obtained little benefit from its large expenditures on plant
and equipment in 1946 and in 1947. The corrected figures, however,
show a large gain in profits between 1947 and 1948, indicating that
the expenditures of last year and the year before on new equipment
and plant are paying off. In the third place, the corrected figures on
profits show that, even in 1948, real profits are substantially below the
reported ones. 1In the fourth place, the corrected profit figures show
that boards of directors have been wise in not raising dividends any
faster. The corrected figures show that a high fraction of real profits
was paid out in dividends—over 86 percent in 1946, 57.5 percent in
1947, and 40 percent in the first half of 1948. The usual year-end
dividends this year are likely to raise total dividends up to half of
real profits.
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Why have American corporations so generally overstated their
profits during the last few years? The principal reason probably
is that accounting is a conservative and conventional art, and account-
ants are slow to adapt their methods to new conditions and new prob-
lems. Accountants are not used to taking account of permanent
changes in the price level. An additional and important reason is
the fact that business managements take a pardonable pride in show-
ing large earnings. Especially when earnings in general are rising,
no management likes to show less favorable results than other man-
agements. Consequently, there is a strong temptation during periods
of expansion for managements to overstate profits. Never has this
‘been done, however, on a scale approaching that of the last 3 years.

Are profits excessive? Various yardsticks are used in an attempt
to determine whether or not profits are excessive. One yardstick is
the percentage of profits to sales; a second is the percentage of profits
to the national income or to the gross national product; a third is the
percentage of profits to owners’ equity; a fourth is the percentage of
profits to the original equity investment in the enterprise; a fifth is
the percentage of profits to the cost of replacing the present capacity
of the enterprise. None of these yardsticks is entirely satisfactory.
In fact, most of them have little bearing on the crucial issue. Let us,
?owever, briefly review the logic of these yardsticks and the present

acts. '

(a) Ratio of profits to corporate sales: It is reasonable to expect
corporate profits to fluctuate more or less with the volume of corpo-
rate sales. For example, if there is a big drop in corporate sales, one
would expect the total volume of profits to fall. The volume of profits
can hardly be expected to fall with a drop in business unless it rises
with an increase in business. Profits are a residual income—that, 1s,
they begin to accrue only after certain fixed expenses have been met.
Consequently, one would expect the fluctuations in profits to be wider
than the money fluctuations in volume of business—that is, one would
expect profits to fall faster than sales during periods of contraction
and to rise faster during periods of expansion. As a matter of fact,
this is what usually happens. Indeed, during periods of contraction,
profits often fall so fast that they disappear altogether. In periods
of expansion, profits usually rise faster than the volume of business.

The present period of expansion is different from most preceding

ones in that reported profits have risen only slightly faster than the
volume of corporate sales, and correctly stated profits have risen only
about as fast as the volume of sales. In 1940, reported profits were 4.7
percent of sales; in 1946, 5.1 percent; in 1947, 5.7 percent; and in the
first half of 1948, 5.8 percent. Correct profits in 1940 were 4.7 percent
of corporate sales; in 1946, 2.6 percent; in 1947, 8.8 percent; and in
the first half of 1948, 4.4 percent.
- Senator O’ManmoneY. Do I understand you, Professor, to say that
according to your standard of measuring corporate profits there, the
corporate profits in the first half of 1948 were 5 percent of corporate
sales; whereas in 1940, reported profits were only 4.7 percent of corpo-
rate sales, which is the same figure that you apparently give for the
corrected figure?

Professor Suicarer. Reported profits for the first half of 1948 were
5.? percent of corporate sales; corrected profits were 4.7 percent of
sales.
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Senator O’ManoneY. So that the profits in 1948, according to your
statement, are greater than they were in 1940 according to either the,
old standard or your standard. -

Professor SuicaTer. Corrected corporate profits in the first half of
1948 were 4.4 percent of corporate sales in comparison with 4.7 percent:
in 1940.

The ratio of corporate profits to sales sheds no light on the question
as to whether or not profits are “inadequate” or “excessive.”” The
answer to this question depends upon how fast the community wishes
industry to expand. If profits are causing industry to expand faster
than the community would like to have it expand, they are excessive.
If profits fail to bring about as rapid an expansion of productive ca-
pacity as the community would like to have, profits are inadequate.

(&) Ratio of profits to the gross national product: Since profits
accrue only after certain fixed costs have been met, during periods of
contraction they tend to drop faster than the gross national product
and during periods of expansion to rise faster than the gross national
product. The recent period of expansion, however, is unusual in that
the ratio of reported profits to the gross national product has increased
only moderately and the ratio of correct profits to the gross national
product has scarcely increased at all. In fact, it is a little less than
1t was in 1940. In 1940, reported profits were 6.4 percent of the gross
national product; in 1946, 6.1 percent; in 1947, 7.8 percent; and in
the first half of 1948, 8.2 percent. In 1940, correct profits were 6.4
percent of the gross national product; in 1946, 3.1 percent; in 1947,
5.2 percent; and in the first half of 1948, 6.1 percent.

The ratio of profits to the gross national product has no bearing
on the adequacy or inadequacy of profits because it does not show
whether or not profits are bringing about the rate of industrial expan-
sion desired by the community.

(¢) Ratio of profits to owners’ equity. One of the most widely
used and most misleading measures of profits is the ratio of profits to
owners’ equity. It is difficult to see why this measure of profits is
ever used. Owners’ equity is only loosely related to the original equity
investment. It is diminished by losses and by mark-downs and write-
offs which represent recognition by management that investment mis-
takes have been made.

Between 1930 and 1933, losses and mark-downs reduced the net
worth of American corporations by about $32 billion, or nearly one-
fifth. A corporation may show a high return on the owners’ equity
for the simple reason that the concern lost money heavily for a number
of years and the owners’ equity in consequence has been greatly re-
duced. The recipients of this high rate of return on owners’ equity
would certainly not regard themselves as fortunate. The high rate
of return would not measure business success so much as it would
measure business failure. Furthermore, the return on owners’ equity
gives no indication as to whether or not profits are bringing about
as fast an expansion of industrial capacity as the community needs
or desires.

(@) Ratio of profits to original cost of the equity investment in
business corporations. Original equity investment includes not only
the investment made when the enterprise was established, but new in-
vestment from plowed-back earnings and proceeds of new security
issues. This measure is superior to owners’ equity because it is not
distorted by business losses or write-downs. Nevertheless, it has no
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bearing on the adequacy of profits. The original cost of present plant
and equipment may be far above or below present costs of plant and
equipment. 1t is present costs of construction and equipment, not
costs 20 or 30 years ago, which determine the profits necessary to
attract new capital into industry.

(e¢) Replacement cost of plant and equipment: This measure of
profits is superior to any of the others because it is based upon present
costs of construction and equipment and, therefore, represents the
rate of return which might be expected on new plant and equipment
put into use today. By replacement cost, or course, is not meant the
cost of replacing 1dentical plant and equipment, but the cost of provid-
ing an equivalent amount of modern productive capacity. Allow-
ance must, of course, be made for the fact that modern machines and
equipment may require less labor to operate than older equipment.
These considerations complicate the problem of measurement, but do
not affect the essential principle. The principle is that prospective
profits must induce the investment of capital at the present cost of
construction and at the present prices of equipment. Hence, the com-
parison which comes closest to determining whether profits are inade-
quate or excessive is the return which profits yield on plants built at
present costs of construction and present prices of equipment.

Senator O’ManonEY. Do you state that as a hard and fast rule?

Professor SticaTer. I think so. Why not?

Senator O'Manoney. Well, what I am thinking of is that the cost
of replacement, to make it specific, may vary; it may vary up or it
may vary down.

Professor Suicurer. That is right.

Senator O’Manoney. If we do not take steps——

Frofessor SuicaTER. It is a poor rule which doesn’t work both ways.

Senator O’'ManoneY. If we do not take steps to prevent inflation,
replacement costs will probably go higher and higher. If steps are
taken to preyent inflation, then perhaps replacement costs will go down
or remain stationary.

Now, is it your contention that the Congress should view this subject
of replacement costs solely upon the basis of the present inflationary
price level ?

Professor Sticuter. I think that anyone, whether Congress or any-
one else, has got to judge for himself whether or not he considers the
long-run movement of prices most likely to be upward or downward.
Over the last several hundred years, of course, the movement of prices
has been upward. That may not be true of the next century.

I happen to think that the conditions making for an upward move-
ment of prices are stronger today than they have been in the past.
That is a long story, and while I should be glad to discuss it, I would
prefer not to interrupt this particular discussion by it.

Senator O’Mano~ey. Of course not.

Professor Sticuter. I would like to point out, however, that, al-
though replacement cost comes closest to being a satisfactory meas-
ure, it is not a conclusive answer to the question: “Are profits too high
or too low?” One reason why it is not conclusive is that present profits
are not necessarily an indication of future profits—and it is the pros-
pect for future profits, not the volume of present profits, which deter-
mine the willingness of capital to enter industry. Another reason why
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present return on replacement costs does not tell us whether profits
are too high or too low is that it does not indicate whether invest-
ment is occurring as fast as the community would like to have it
oceur or needs to have it occur. If investment is not occurring as fast
as the community would like it to occur, one must conclude that the
prospect for profits is too unfavorable—unless there is some special
reason unrelated to profits which prevents investors from making a
normal response to the good prospect for profits. On the other hand,
if investment is occurring faster than the community wishes for it
to occur, one must conclude that the prospect for profits is too
favorable.

How does one determine whether or not investment is occurring
as fast as the community would like it to occur or faster than the
community would like it to occur? There is no entirely satisfactory
measure. One way is to observe the actual demand of the community
for goods. If industry is producing at capacity and if people bid
up the prices of goods, this indicates that people are willing to spend
more for goods than they have been spending and that they are willing
to take more goods at the prevailing prices than industry can produce.
Hence the rise in prices and in profits in conclusive evidence that
people wish industry to increase its productive capacity. The size
of the rise in prices and in profits is a measure of the urgency of the
public demand for more goods and hence for more productive capac-
ity. Of course, when profits are obtained by a restriction of produc-
tion this reasoning does not apply. During the last several years, how-
ever, industry has been operating at capacity and has increased its
work force as rapidly as men have become available. Profits which are
not the result of restriction of output and which merely express the
community’s desire for an expansion of output and of productive ca-
pacity cannot be regarded as excessive—unless one is prepared to find
fault with the community for wanting more goods and more productive
capacity.

Another way of measuring the adequacy of profits is by making a
direct analysis of the need of the community for more productive
capacity. At the present time there is no doubt that the needs of
industry for more capacity are very large. There are four principal
reasons for this:

(a) During most of the last 20 years there has been an abnormally
slow increase in the quantity of plant and equipment per worker.
One reason has been the severe depression. During most of the de-
pression, capital was not replaced as rapidly as it was being worn
out. Another reason was the war, which also limited the rate at
which capital could be replaced in most industries. During the 20
years 1909 to 1929, the increase in real estate improvements and capital
per worker, expressed in dollars of constant purchasing power, was
21.9 percent.! During the last 18 years, the 18 years ending in 1947,
plant and equipment per worker, expressed in dollars of constant pur-
chasing power, was 9.1 percent less than at the end of 1929.

1This estimate is based upon figures of Kuznets in his National Products Since 1869,
p. 228. Real-estate improvements and equipment, expressed in 1929 prices, were 109.1
billion dollars in 1909 and 175.2 billion dollars in 1929, During the same period the labor
force increased from about 36.7 million to 48.2 million. Real-estate improvements and
9ng%ent per worker increased from $2,980 per worker in 1909 to $3,634 per worker
in 1929.
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(6) The need of industry for plant and equipment has been accen-
tuated by the rapid increase in the labor force. The great demand for
goods which has followed the war has caused the labor force to in-
crease more rapidly than was expected. At the present time the labor
force is as large as the census predicted that it would be in 1950.
In order to permit the same increase in plant and equipment per
worker during the 20-year period 1929 to 1949 as occurred in the
preceding 20-year period, the plant and equipment of industry would
need to be increased, at present prices, about $70,000,000,000.

Senator Franpers. And yet, Professor Slichter, this increased labor
force does find enough plant and equipment ready to be completely em-

loyed.

P Pyrofessor SctrorTer. That is true, and the reason is that there are
more machines in place than there were in 1929, for example, or in 1940,
But those machines represent less unused producing capacity. For
example, we have today more automobiles on the road than ever be-
fore, but our actual supply of unused automobiles is considerably less
than normal, because there are a great many cars on the road with a
short life remaining. The average age of automobiles on the road is
now up to about 814 years, and the same thing has happened to the
plant and equipment of industry. The machines are there, but many
of them are high-cost machines ; but it has been possible for industry to
employ, I think, more people than most economists or businessmen
would have guessed.

- Senator FLanpers. You think that they are, to a considerable meas-
ure, using machinery which should be obsoleted ?

Professor Suicrrer. That is right.

(¢) The rise of powerful labor unions means that the wage demands
of organized labor will be greater than ever. These demands cannot
be met without a rise in prices unless output per man-hour increases
substantially as fast as wages. In the past, output per man-hour has
increased a little less than 2 percent a year. It is unlikely that unions
will be content with putting up money wages as little as 2 percent a
year. In the 12 months October 1945 to October 1946, hourly earnings
In manufacturing rose 14.3 percent ; in the next 12 months 11.3 percent ;
and, in the next 12 months, 8.4 percent. If unions makes as stiff wage
demands as they have been making during the last 3 years, productivity
will have to rise about four times as fast as it has risen in the past in
order to avoid a steady rise in prices.

Senator O’'Mano~NeY. How fast has it risen in the past?

Professor Suicarer. It has risen about 2 percent a year.

Bear in mind that a price rise of only 2 percent a year would reduce
the purchasing power of a life-insurance policy or of pensions or of
Government bonds nearly one-half every generation and by consid-
erably more than one-half during the span of an ordinary working
life. The stiffer the wage demands of labor, therefore, the more rapid
must be the increase in the productivity of industry. The increase in
productivity requires more and better capital per worker. Hence, the
stiffer the wage demands of unions, the greater become the capital
needs of industry.

Senator O’'ManoNey. Have you made any computation of the out-
put per unit of industry? I know this computation is on output per
man-hour. Now, hours are reduced and productivity has very much
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increased, and it is my recollection that productivity per unit of in-
dustry has increased far more than the figures that you give here.

Professor Suicater. I am afraid the reverse is true, Senator. The
capital per worker has also been going up around 2 percent a year.
For example, between 1880 and 1940, capital per worker trebled; and
naturally that is expressed in dollars of constant purchasing power.
And so it follows that the increase in productivity per unit of capital
was far less than the increase in productivity per unit of labor.

Senator O’ManONEY. Are you contending that a disproportionate
increase of compensation to the worker has been granted or has been
gained, as compared with the increase of profit to capital ?

Professor SLicHTER. No; I am not saying anything about the way
in which income is distributed. I am simply saying that if we are to
satisfy the greater demands of labor—and I think with an organized
labor movement those demands are inevitable—industry must do a
better job of raising output per man-hour than it has done up to now.
And in order to do a better job, it must increase its capital per worker
fully as rapidly as in the past, and probably more rapidly. .

Senator O’MasONEY. You are not contending; then, that wages
have been increased disproportionately?

Professor SuicHTER. I am not saying anything about that one way
or the other. Labor has done very well. I do not think that this is
relevant to my point, but since you raise the question I am glad to
comment on it.

Although capital per worker trebled between 1880 and 1940, the
share of property in the national income went down between those
years. I do not think that there is any complaint about that. That
1s the way it worked out in the markets.

Senator O’MaBoNEY. Of course, we are holding this hearing under
the so-called employment bill, and it seems to me that anything per-
taining to that is important.

Professor Suicarer. Practically all of the gains of technological
progress in the last hundred years—and this also is irrelevant, but
you have raised the question and I am glad to comment on it—but
practically all of the gains of technological progress in the last 100
vears have gone to people in their capacity as employees rather than
to people in their capacity as consumers. You might have expected,
in the 100 years between 1840 and 1940, with an increase of about six-
fold in output per man-hour, you might have expected that the price
level would go down in proportion, and the price level in 1940 would
be no more than one-sixth as high as the price level in 1840. Well, the
price level did not do that. The price level was just about the same
mn 1940 as it was in 1840. The index of prices in 1940 was about 10
percent above 1840.

I think there is an upward bias in that index, and I think the real
price level was somewhat less, maybe 15 or 20 percent less. But that
1s the way the economy works. I am not saying that it is good or
bad, but it is a fact that the gains of technological progress have gone
to people as employees rather than as consumers.

Senator O’MasONEY. What we are agreeing upon, I think, is that
the workers, who constitute by far the greater proportion of the
people, are receiving a larger share of the social product than are
the holders of capital.

82989—49—2
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- Professor SvicaTer. Yes. Their share, if you include all non-
property forms of income, their share has gone up only moderately.
But the striking fact is, and I do not think anyone would have pre-
dicted this, say, in 1860 or 1870—if you had said to an economist
then, “What will be the share of capital, of property, in the national
income, if in the next two generations capital per worker trebles?”
I think the judgment of most economists back in 1870 or 1880 would
have been, “Well, if capital is going to treble per worker, the share
of the national income going to capital will probably go up.” Welj,
it did not change very much, but the change was downward.

To get back to this analysis of capital needs, upon the rapidly
growing private demand for goods is being superimposed a large and
growing public demand for goods. To begin with, cities, counties,
and States have huge accumulated needs for public works because
they were forced during the war to curtail construction activities. In
some parts of the country these needs have been greatly accentuated
by large shifts of population. The steady increase in the number
of automobiles and trucks is making the roads of the country obsolete.
I do not think an-18-foot, two-lane highway is a modern highway
for most parts of the country any more. Plans for public housing,
for large irrigation works and public power projects, for a much
larger postwar Military Establishment than anyone dreamed would
be necessary, and international policies which the country has been
compelled to develop, all of these require industry to furnish large
quantities of goods and increase the need of industry for productive
capacity. It is a striking fact that all of these demands for goods
by the Government, especially the demands for the military and for
foreign policy, run to far larger figures than anyone would have
dreamed even as late as 1945. The fraction of the gross national
product taken by the Government is rising, and will probably con-
tinue to rise. In 1929, it was 8.2 percent; in 1947, it was 12.1 per-
cent; and in the third quarter of 1948, it was 14.7 percent.

Now, American industry can meet the huge demands which are
being made on it provided the managers of industry raise their sights
and provided the Government is willing to encourage industry to in-
crease its capacity. I do not believe that the American people are
willing to permit large quantities of goods to be diverted into in-
creased armaments and into help for other countries if this diversion
means either a drop in the American standard of living or a serious
impediment to the rise in the American standard of living. Hence,
new great demands of the Government for goods mean that the out-
put of industry needs to grow faster than ever and that indus-
try needs more than ever to increase and to improve its plant and
equipment.

Have the present and recent prospects for profits been sufficiently
favorable to permit industry to increase its plant and equipment at a
reasonable rate? I think tﬂat the answer to this question is “Yes.”
Corporations which wished to expand their capacity have had to
compete with a large number of demands for capital goods—there has
been an enormous demand for capital goods because ordinary replace-
ments were not made during the depression and the war. Expansion
has had to compete with replacement there. There has been an enor-
mous demand for capital goods by farmers and unincorporated enter-
prises and a large demand for goods for housing construction. There
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has beenr a great demand for goods by State and local governments
and the National Government. The budget of the Federal Govern-
ment has been running about 75 percent above the usual wartime esti-
mates of postwar budgets. The great demand for durable consumer
goods, such as automobiles, has limited the supply of steel for capital
goods and has thus limited the output of capital goods. I do not
Enow what share of the output of capital goods has gone into expand-
ing the capacity of corporations or whether corporations have had
enough money to obtain their share of the output of the capital-goods
industries. I suspect that they have obtained their share but I cannot
prove it. The proportion of the net national product represented by
net private investment in the United States has been large by past
standards—just over 10 percent in the first half of 1948, 7.6 percent in
1947, and 7.4 percent in 1946 in comparison with 7.4 percent in 1929,
4.2 percent in 1937, and 4.9 percent in 1940. Hence, 1t appears plain
that industry as a whole has done a good job of expanding plant and
equipment during 1946, 1947, and 1948. One cannot criticize profits
for failing to bring about as rapid an expansion as the capital-goods
industries were capable of meeting.

Senator O’MamoNey. Have you seen any figures on the total invest-
ment in plant expansion since the end of the shooting? That is to say,
in the conversion period?

Professor, SLicaTER. Yes, I have.

Senator O'Manoxey. What does it amount to?

Professor Suicater. I cannot give them to you ofthand, but I have
used them to compute these percentages; and 1t seems to me the more
relevant figure, Senator, was the proportion of the total output going
into those uses, and the proportion has been high, particularly in the
first half of this year, up to 10 percent.

The plant and equipment figures are gross figures, and one needs to
convert, them into a net figure by eliminating the replacements, sub-
tracting the capital consumption. ‘

The figures were used in computing the percentages which I have
just read you. The absolute figures in and of themselves would
not be too instructive. The essential question is whether it is a large
fraction of the net national product going into these uses; and the
answer is that the fraction going into them is large by past standards.
That is about all you can expect, because you must remember that
the capital goods industries have only limited capacity to turn out
capital goods, and the demand for replacements has been very large
up tonow. There has been a competition between the man who wanted
to replace old machines and the man who wished to expand his plant
or build a new plant.

Senator O’ManonEey. A few moments ago, as I recall it, you testified
that in your opinion about $70,000,000,000 ought to be added to in-
creased capacity.

Professor SuicHTER. That is right.

Senator O’MamoxEeyY. It was not clear, from what you said, on what
hase or to what base you would add the $70,000,000,000 and therefore
T was curious to know the figure which is actually——

Professor SrrceTeER. That is a good question. Roughly, that is
about 3 years’ output at 1948 rates. I am not speaking of the gross
figures for 1948, but the net domestic private investment for 1948.
Roughly, it is about 3 years at the 1948 rate.
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- How has the expansion of industry been financed during- the last
several years? When one looks at the sources of the money which has
paid for the recent expansion of industry, one has misgivings as to
whether the prospect for profits in American industry is sufliciently
bright. Three things stand out conspicuously : {1) Corporations have
had only indifferent. success in raising money from the outside and
have had to rely to an abnormal extent upon plowing back profits;
(2) the money raised from the outside has come mainly from the sale
of bonds and notes rather than from the sale of equity securities; (3)
the money from the outside has come in the main from institutional
buyers rather than from individuals. Investments in American cor-
porate industry seems to have very little attraction for the American
ublic.

P Let us look into these matters more closely. As a background for
analyzing the recent sources of investment funds, I would like to
direct your attention to an earlier period, 1910 to 1929, because this
carlier period will show that present tendencies may be different in
degree, but are not different in kind. In other words, the problem with
which we are confronted is not an entirely new problem, although in
degree it probably is.

(@) Between 1910 and 1929, therefore, the largest single source of
investment funds was retained earnings. During 20 years, 1909 to
1929, retained earnings were.37.3 billion dollars, issues of stock 21.3
billion dollars, and bonds and notes 27.1 billion dollars.* This means
that outside funds fell far short of meeting the capital needs of in-
dustry.

(b) Issues of stocks and bonds together were more important than
retained earnings.

Senator Franpers. How does that measure with the present?

Professor SticaTer. I will come to that in just a moment, if I may.

Senator FLanpers. All right.

Professor SuicuTER. (¢) Issues of bonds and notes were considerably
more important than stocks—27.1 billion dollars between 1910 and
1929 in comparison with 21.3 billion dollars for stocks.

(@) Slightly more than half of profits were kept in the business.
Between 1910 and 1929, retained earnings were 51.8 billion dollars,
or 52.3 percent of total profits of 99.1 billion dollars.?

The 214 years, 1946, 1947, and the first half of 1948, offer several
important contrasts with the past.

(@) Retained earnings have been more important in relation to new
issues of stocks and bonds as a source of new money than in the past.
In other words, outside funds have been less adequate than ever. In
this 24-year period, corporations retained 34.9 billion dollars of
reported profits and raised 11.2 billion dollars by the issue of new
securities. But since the reported profits greatly overstate real profits,
only part of the retained profits can be regarded as available for in-
creasing the capacity of business concerns. This part was 10.1 billion
dollars for the years 1946, 1947, and the first half of 1948. Although
corporations raised 11.2 billion dollars of new capital by public issues,

1 Slichter, S. H., Enterprise in Postwar America, p. 8, and TNEC, Profits, Productive
Activities, and New Investments, Monograph No. 12, p. 45. The issues of stocks and
bonds are exclusive of refunding issues.

?TNEC, Profits, Productive Activities, and new Investment, Monograph No. 12, p. 45.
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retained earnings out of corrected profits were somewhat larger in
relation to proceeds from new issues than in the period 1910 to 1929.

Senator O’ManoNey. How much was distributed in dividends in the
same period ? .

Professor SuicuHrer. I think that I have that figure—15.9 billion
dollars, in 1946, 1947, and the first half of 1948.

Senator O’ManoNEY. That makes a total of 50.8 billion dollars of
profits, reported profits, retained and distributed?

Professor Suicuter. That is right.

Now, you will note that retained earnings properly stated, although
the largest single source of funds, were slightly less than money coming
in from the outside.

(5) Issues of bonds and notes were considerably more important
in relation to issues of stocks than between 1910 and 1929. In fact,
stock issues represented only 30 percent of all domestic private issues
exclusive of refunding issues in 1946, 1947, and the first half of 1948.

(¢) There has been a tendency for the relative importance of stock
issues to decline. They were less in absolute volume in 1947 than in
1946, alhough bond issues went up from 2.1 billion to 3.5 billion
dollars. Inthe first half of 1948, stock issues were only 20.5 percent of
private domestic issues exclusive of refunding issues. Last year they
were about one-fourth.

() A negligible amount of outside money has been raised by cor-
porations during the last several years by the direct sale of securities
to individuals. In 1946, 1947, and the first half of 1948 individuals
increased their net investment in corporate securities by only 2.5 bil-
lion dollars. This is only 22.2 percent of the private domestic secur-
ity issues, exclusive of refunding issues, during this period.

(e) The failure of individuals to invest in the securities of corpora-
tions was not due to a lack of individual savings. Total liquid sav-
ings of individuals during 1946, 1947, and the first half of 1948 were
23.0 billion dollars, or more than nine times the amount which indi-
viduals put into corporate securities. Even when one deducts the
large amounts which mdividuals put into Government and private in-
surance, which was 17.2 billion dollars during this period, individuals
put less than half the residue of their liquid savings into corporate
securities.

Total personal savings of individuals were, of course, larger than
liquid savings—25.9 billion dollars for 1946, 1947, and the first half of
1948. Less than one-tenth of all personal savings went into corporate
securities and less than one-third of all personal savings exclusive of
the part devoted to insurance.

The most important questions which emerge from this analysis of
recent profit experience 1s: How can American corporations induce in-
dividuals to buy large amounts of corporate securities and in particu-
Jar how can corporations induce individuals to buy larger quantities
of equity securities?

A widely offered suggestion is that corporations pay out a larger
proportion of their profits as dividends. This suggestion comes in the
main, I think, from persons who are misled by the profit reports of
corporations. As I pointed out, the proportion of actual profits paid
out in dividends has been fairly high—86 percent in 1946, 67.5 percent
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in 1947, and about 40 percent in-the first half of 1948. As I have indi-
cated, year-end dividend declarations in 1948 will undoubtedly raise
corporate dividends to half or more of corrected profits. )

A larger disbursement of corporate profits would not in my judg-
ment, materially assist corporations in selling stock. In the first place,
one must take account that corporations for the last six or more months
have been under a special disadvantage in selling stock, because of the
deterioration of the country’s international relations and because of
the widespread belief that there would be an early recession. 1In the
fall of 1947, 75 out of 100 economists polled by the F. W. Dodge Corp.
predicted a recession in 1948—most of them in the early spring. In
the spring of 1948, the preponderant view of 100 economists polled by
Montgomery Ward & Co. was that there would be a recession in the
fall of 1948. More recently a second poll by the F. W. Dodge Corp.
has produced the forecast for a recession sometime in 1949.

In the second place, even if these special conditions did not tem-
porarily interfere with the sale of stock, I do not think that higher
dividends in themselves would be particularly effective in making
stock more salable. Most people have enough common sense to know
that the value of a security depends in the main upon its future earn-
ings—not the present rate of dividends. Higher dividends would
not cause people to make materially more optimistic judgments of
the future earnings.

The people who would be most affected by higher dividends are
people in the middle- and upper-income groups. These people pay
high personal-income taxes. Hence a large part of any increase in
dividends would go to the Government in the form of higher taxes
rather than to the stcokholders in the form of larger disposable income.
Under these conditions a higher dividend rate has little effectiveness
in inducing persons in the middle- or higher-income brackets to buy
securities.

If the corporations of the United States wish to sell securities in
large quantities to individuals, they will probably have to develop
a market for them among persons whose incomes are low enough so
that the income tax does not rob the security of a large fraction of its
return. For the time being the corporations must plan to raise capital
in the main by the sale of bonds and by plowing back earnings. The
faster that they go into debt, in other words, the larger should be the
proportion of earnings plowed back.

The willingness of corporate managements to plow back a substan-
tial proportion of profits has had great advantages for the country. In
the first place, it has-enabled industry to make large expenditures on
much needed 1ncreases in capacity, despite the inadequate supply of
outside funds. In the second place, it has limited the extent to which
industry has financed capital expenditures by methods which have
brought about an expansion of credit, such as borrowing from com-
mercial banks or insurance companies. The inflationary effect of
larger dividend payments has frequently been overlooked. Larger
dividend payments while not quite as inflationary as higher wage pay-
ments are almost so. Larger dividend payments would have meant
that stockholders would have received some increase in income after
taxes. Most of this increase would have been spent for consumer
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goods; since industry has been operating at capacity, the increase in
the output of consumer goods would not have been large, and it would
have been accomplished at the expense of output of capital goods. The
prices of consumer goods would have been bid up still higher. Corpo-
rations would have been compelled to finance capital expenditures to a
greater extent by borrowing, either from commercial banks or from
life insurance companies.

Borrowing from commercial banks is inflationary, and borrowing
from life-insurance companies is inflationary also when it has to be
financed in part by the Life-insurance companies’ selling Government
bonds to the reserve banks, as has been going on this year.

In the third place, the reinvestment of profits has made industry
more competitive because it inereases the productive capacity of in-
dustry. One must wish that industry were less dependent upon in-
ternal funds for expansion and that it were able to give stockholders
a larger proportion of current earnings, and that the American public
were more willing to put its savings into the stocks of American cor-
porations.

The Government tax structure substantially discourages the owner-
ship of stock in corporations, and the problem will probably not be
solved until the Government is willing to modify its tax policies. Re-
form of the Federal tax system, however, though necessary, is not likely
to be sufficient to solve the problem.

Even before the income tax became stiff and before there was double
taxation of income distributed in the form of dividends, corporations
found outside funds insufficient for their needs. The kind of securi-
ties which industry offers does not seem to appeal to the large number
of potential investors in the middle and lower middle income brackets
who wish a considerable degree of security, some chance to participate
in the gains of expansion and technological progress, and some pro-
tection against a possible long-run rise in prices.

Possibly investment trusts can supply the answer; possibly the
answer is to be found in a new type of security, a participating pre-
ferred stock or something of that sort. Until a solution is found,
the largest single source of money for plant expansion in American
corporate industry will have to come from retained earnings.

Senator Fraxpers. That is the end, I take it, of your prepared state-
ment. I would like to ask one or two questions which have come to
mind as you have gone on.

You made a very strong point in the earlier part of your testimony
and the difference between—I forgot the term that you used—reported
profits and what you considered to be real profits. You called atten-
tion to the fact that the Government did allow an out, in that busi-
nesses were permitted to carry their inventories on the last-in and
first-out basis, which does tend to prevent them from showing what
you described as a loss as being a profit. Have you any idea as to the
proportion of American business which is working on that last-in and
first-out basis?

Professor SticaTeEr. Noj apparently it is not very large, although
it is increasing.
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Senator Fraxpers. The actual gross figures probably represent a
comparatively small degree of that practice?

Professor Stxcurer. That is right.

I have used the Department of Commerce estimates which in the
last several years, in 1947 and 1946, ran as high as $5,000,000,000
It is very curious that about four-fifths of the overstatement of profits
could have been avoided under the present corporate-income tax law.
Some managements, of course, will reason that over the course of
a business cycle it evens out, and you get bigger profits during the
upswing if you don’t take the first-in and last-out method and bigger
losses during the downswing. That would be all right if there were
not a corporate-income tax or if there were an adequate loss carry-over
under the corporate-income tax.

Senator Franpers. Now, so far as reserves for replacement are con-
cerned, am I correct in saying that the Government does not offer any
alternative on that?

Professor SurcurTer. That is correct.

Senator FLaxpers. That policy is definitely set by the Government ?

Professor SrrcaTer. It is still perfectly legal for a corporation to
keep a wrong set of books for the Government and a right set of books
for itself, but it has to pay taxes on the wrong set of books.

Senator Franoers. I wanted to get that point clear. Now, you dis-
missed the question of the ratio of profits to sales from the standpoint
in which you were making your presentation. I would like to raise the
question with you as to whether the ratio of profits to sales does not,
however, have some validity in the popular mind at least as a measure
of the contribution that a company might conceivably make to reducing
the cost of consumer goods. That is if it is willing to forego all its
profits, it could reduce its sales price so much by that amount, or, if wé
are willing to get along with half of the profits, it could reduce its
prices by a corresponding amount. Do you see any validity to the point
of view that the ratio of profits to sales does have some significance
from that standpoint?

Professor Suicater. Well, if you ask that question, how much of a
price reduction could be obtained if profits were wiped out, for exam-
ple, or if profits were cut in half, the ratio of profits to sales would
enable you to complete the answer. My point is that the adequacy
of profits, whether profits are too large or too small, must be ex-
amined from the standpoint of whether or not the community wishes
industry to expand faster or more slowly.

We might decide we did not want industry to expand as rapidly
as it is expanding. If we reach that judgment, which I think would be
a very unwise one, in view of the tremendous obligations which the
country has taken on, but if we were to reach that judgment, then
profits which would be inadequate in reference to a different desire
for industrial expansion would become excessive.

Senator FLanpers. That leads me into another question. You speak
of the necessity for industry increasing its capacity. Is not the wise
increase of capacity limited by the size of the working force available?
Should not the principle under present conditions of practically full
employment, should not the efforts of industry be directed rather to
the increase in the productivity of their equipment, that is, based on
the ability to make labor savings rather than simply expansion? Does
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not the rigidity of the labor force, or relative rigidity, going to the
increase of the population, but the relative rigidity of the labor force,
should it not focus attention on improved machinery rather than sim-
ply any expansion of capacity that 1s greater than the natural increase
in the labor force ? .

Professor SicateEr. Well, I would agree that the faster machinery
can be improved, the better, and particularly in view of the tremendous
shortage of investment-seeking funds.

There is a special case under present conditions for what the econo-
mists call capital-saving inventions. There are two kinds of inven-
tions: the labor-saving invention, which is an invention that raises
the productivity of capital faster than the productivity of labor, and
the capital-saving invention which raises the productivity of labor
faster than the productivity of capital.

The more capital-saving inventions we could get at the present time,
the better, because we are desperately short of investment-seeking
funds. The capital-saving invention 1s the kind of invention which
produces the greatest additional increase in output for the smallest
additional increase in capital. But inventions seem predominantly to
be of the labor-saving type. There are some capital-saving inventions,
but the type which is most easily made is the type which enables one
man to run two machines instead of one, or a bigger machine, or for
one man to run more production. That is a labor-saving invention;
and, whether we like it or not, I am afraid that most of our inventions
are going to be labor saving. But I certainly would agree that if we

- could get, in the next several years, a big flow of capital-saving inven-
tions, it would be a godsend.

Senator Franpers. I have difficulty in visualizing a capital-saving
invention. Could you give us an illustration ?

Professor Suicnter. The simplest illustration of a capital-saving
invention is a speed-up. You don’t do anything except invent a way
of having men work the same machines at a faster rate. There you
have got the extreme case of a capital-saving invention.

Senator Fraxpers. That does not require much in the way of an in-
vestment ?

Professor Suicater. It does not require any. The more capital-
saving an invention is, the less capital it requires, I am giving you an
extreme to illustrate the point.

Senator FLanpErs. A capital-saving invention is just another term,
then, for more skillful management?

Professor Sticarer. No. You have two very different kinds of in-
ventions. You are making me talk economic theory now.

Senator Franpers. Heaven forbid that we should do that. I was
hoping that you could get something that we could understand out of
it. T must confess that I do not clearly understand as yet.

Professor SricuTer. Let me try once more, because I admit that I
am not as good at making the point, perhaps, as I ought to be.

You make an invention, and it may have the effect of making it
advantageous instead of using, let us say, $5,000 worth of capital
per worker, to use $6,000 worth of capital per worker. If it is that
kind of an invention, it is a labor-saving invention. Now, suppose
the invention made it economical, instead of using $5,000 of capital
per worker, to use $4,000.
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Senator Fraxpers. That is the kind of a capital-saving invention
I should like to see.

Professor SuicaTter. That is true, because it enables you to dispense
with a great deal of capital. The crucial thing is that it changes
the most economical ratio between labor and capital. Now, if we
could get the same output with our existing labor force through
changing technology, with half as much capital per worker, that
would represent some capital-saving inventions.

Senator Franpers. I think that that is what every manufacturer
of capital goods would be looking for.

Professor Suicurter. But the kind of inventions we get and have
been getting are the kind which give the locomotive engineer a bigger
and faster locomotive, and which give the knitter in the hosierf mill a
longer and faster machine, or which give the knitter in the woolen mill
more looms because you put automatic stops on them. The typical
invention is a labor-saving invention, and, incidentally, it is the
capital-saving invention and not the labor-saving invention which
creates temporarily uemployment problems in the greatest degree.
Our transitional problems as a result of technological progress would
be much greater than they have been if the inventions were pre-
dominantly capital saving rather than labor saving.

Senator O’ManoxeY. Why do you call the speed-up an invention?
To me it has been a pretty old story.

Professor Svicuter. Well, there are different ways of getting it,
and some men may get a new idea. You have inventions in methods
as well as in apparatus, do you not ?

Senator O’ManonNey. They used to use the bull whip to speed up
production.

Professor SricaTER. The invention, of course, might take the form
of an inducement, of an attraction rather than a compulsion, and
that might be a very productive capital-saving invention, to replace
an attempt to drive, which men resist and defeat, with an invention
which has a powerful attraction and pull to it. That would be a
capital-saving invention, but you would be getting speed-up just the
same.

Senator O’ManoNEY. You mean incentive to increase production
rather than just speed-up?

Professor Suicater. That is right.

Senator Fraxpers. I was just going to say that I have asked all the
questions that I wanted to, although I am still slightly foggy on the
answer to this last one, but, Senator O’Mahoney, if you have further
questions, you may proceed.

Senator O’'MauonEY. I would like to ask a question here.

I have the November issue of The Exchange, which, as you know,
is the magazine of the financial community, as it defines itself. Un-
fortunately the pages do not appear to be numbered ; but in an article
entitled “Earnings of Listed Companies Surmount Rising Costs,” 1
find this table.
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(The table is as follows:)

Net income of 376 companies having common stock listed on the New York Stock
Ezxchange, first 9 months of 1948, by industrial group

Number Estimated

p Number Percent

Number shtovi;mgt showing | ;BTOND ?iggt change,
Industry reporting neﬁ pt% improve- | g n;)omhs of net income,
todate | oY ¢ |ment, 1948 | Jorg {thous- | 1948 versus

X 1948 versus 1947 ands) 1047

Petroleum___ ... . ... .._. A 24 23 805, 716 +74.3
Railroad.. 43 43 33 384,431 +62.2
Financial..____ 18 18 15 38, 044 +47.6
Automotive. . 26 25 19 464, 245 +41.8
Building..__.___ 13 13 13 70,840 +36.1
Business and offi 6 6 5 46, 781 +-35.6
ini 15 15 10 40, 240 +33.5
10 10 4 142,052 +24.8
5 4 2 24,805 +19.4
17 17 10 275,076 +15.5
26 26 19 315,824 +14.2
14 14 11 58,4 +12.5
31 31 18 308,413 +12.2
49 48 30 117,975 +10.7
Amusement. ... _.._ 5 5 3 11,490 +7.9
Retail merchandising.__ 16 16 7 29, 092 +6.0
Paper and publishing._._ 13 13 5 54,045 +2.7
Other.__ .. ... 23 22 15 48, 392 +2.7
Food...... 22 22 13 135, 067 —4.5
Total. .. 376 372 260 3,371,012 +33.2

This table shows that the percentage improvement for the amuse-
ment industry, 5 companies reporting, was 7.9, automotive industry,
26 companies reporting, was 41.8; building, 13 companies reporting,
was 36.1; business and office equipment, 6 companies reporting, 35.6;
chemical companies, 31 reporting, 12.2; electrical equipment, 10 com-
panies reporting, 24.8; financial, 16 companies reporting, 47.6; food,
22 companies—and here for the first time we have a decrease—this is
minus 4.5.

Machinery and metals, 49 companies reporting, was up 10.7; mining,
15 companies, 33.5; paper and publishing, 13 companies, 2.7; petro-
leum, 24 companies, 74.3; railroad, 43 companies reporting, 62.2; re-
tail merchandising, 16 companies reporting, up 6 percent; steel, iron,
and coke, 26 companies reporting, up 14.2; textiles, 14 companies re-
porting, 12.5 ; tobacco, 5 compantes, 19.4; utilities, 17 companies, 15.7;
other companies, 23, up 2.8. The total for 376 companies as shown
and estimated in the group income for the first 9 months of 1948,
$3.371,012,000, an increase for the entire group of 33.2.

Now, on the basis of that table, The Exchange says in the first
paragraph:

The 376 companies reviewed comprise not many more than one-third of the
full corporate listings. Nevertheless, they reveal the broad tendency of indus-
trial and transportation income accounts during an interval of unusually active
business in many lines, an interval accompanied by rising costs and also by a
more gradual npward movement of prices.

Now, that represents the conclusion, I suspect, of the editors of
the Stock Exchange Journal, that the profits of 376 companies—I
should say the net income—has increased on the average 33.2 percent
in a period of rising costs and upward prices. Is it your view that
these companies reporting have all been mistaken in their accounting
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system and that although these figures seem to show a profit and they
think that they have earned a profit, they, in fact, have not?

Professor Suicarer. No; I have not said that. As a matter of fact,
a correct statement of profits will show a greater increase between
1947 and 1948 than the incorrect statements published by corporations.
The incorrect statements will show, I think, when the figures are all
in, an increase between 1947 and 1948 of from 18.1 bil ion, the re-
ported totals for last year, to somewhere between 20 and 21 billion
dollars, which will be the reported figures for this year, up around
1.9 billion.

Now, the actual figures should be about 12 billion for 1947 and
about 16 billion for this year, up about one-third; but we are still
down, of course, considerably below the reported figures.

Senator O’'ManoNEY. Then you want this committee to understand
that these corporations listed on the New York Stock Exchange and
reporting their earnings do not know their own weakness?

Professor Surcarer. Well, you may draw whatever inference you
wish from that, but I do wish the committee to understand that the
corporations of the United States have been substantially overstating
thelr profits and misleading employees, stockholders, and the public.

Senator Fraxpers. I would like to ask you a pertinent question.
Are your bags at the station or at the hotel, or where are they? I got
him here under the assurance that he could take a 4 o’clock train.

Professor SurcHTER. My bags are at the station, Mr. Chairman, and
if you will allow me to go in about 5 minutes, I will appreciate it. I
hate to run out on questions because I think that they are the most
useful part.

Senator Fraxprrs. I wonder if it might not be possible for us to
call you back at a later period for an hour or two, if that seems
advisable,

Senator O’Mamonzey. I will finish very quickly, Professor Slichter,
and I would like to have you come back later on; but I noted that as
you went through these papers, nowhere did you discuss working
capital of corporations. = What is the status of working capital?
Has it been impaired during this period that you have been describing?

Professor Sricuter. Well, the corporations have had to increase
their working capital because of two things. They have been doing
a much larger volume of business than they have ever done before in
time of peace, and during the war, of course, the Government put up a
substantial amount of the working capital. And they have also had
to increase their working capital because of the fact that the price
level is higher than it was before the war. Their new security issues
have partly had the purpose of increasing working capital, and their
bank loans have had that purpose, and, of course, their plowed-back
earnings have partly had that purpose.

Senator O’'MaroNEY. We are talking about 1946 and 1947 and 1948,
the years taken in your paper?

Professor Suicater. That is right.

Senator O’Manoney. Now, the working-capital position of these
corporations has not been impaired, has it ?

Professor Suicarer. No. They have not permitted it to be im-
paired ; they have increased it substantially.
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Senator O'Mano~eY. In spite of your description of the sad state
in which they are with respect to profits, it remains true that their
working capital has not been impaired ?

Professor SricuTER. I do not think that I used the expression “sad
state of profits.” :

Senator O’MaHONEY. Oh,no. You did not. I withdraw the phrase,
Professor; that was just my interpretation of the story that you are
telling us. )

Professor SricuTER. When you measure their plowed-back earnings
in terms of their reported profits, those plowed-back earnings were
94.9 billion dollars in 194647 and the first half of 1948; and when
you measure their plowed-back earnings in terms of correct profits,
their plowed-back earnings were around 10 billion dollars. That dif-
ference between the two, approximately 14.9 billion dollars, repre-
sentedltheir attempt to make very necessary increases in their working
capital.

Senator O’'ManoNeY. Now then, when you were talking about their
retained profits, were you talking about the correct measure of profits,
or their reported measure?

Professor SuicarER. I was talking about both, but when I com-
pared their retained profits with the amount of capital obtained from
the outside, I used the figure 10.1 billion dollars, which is based upon
the correct statement of profits.

Senator O’ManoNEY. That 10.1 billion dollars represented what?

Professor ScrcaTEr. That represented the correct profits minus
dividend disbursements for the period 194647 and the first half of
1948.

Senator O’ManoNEY. What were the correct dividends that were
received by the stockholders of these companies?

Professor SuicuTER. There is only one dividend figure, namely,
the dividend that they actually received. I had the figure here a
moment ago.

Senator O’ManoxEY. Do you ask for reduction of taxes on corpo-
rations? ’

Professor SuicaTER. Let me answer your dividend question. I have
it now. It was 15.9 billion dollars.

Senator O’MaxoneY. Now, do you ask for a reduction of taxes on
corporations?

Professor SuicaTER. Do I ask for a reduction of taxes on corporate
profits? I am not asking nor am I suggesting what the policy of the
Government should be at this stage. I do not know what the budget
for the Government is like to be, how rapidly these large, new public
demands must be met. I am satisfied that sooner or later they will
have to be met, and a larger proportion of the present output of indus-
try will have to be diverted to meeting it. Therefore, the output of
industry must go up if the standard of living of the country is not to
go down, but lgdid not come here this afternoon for the purpose of
discussing the budget of next year or the tax policies for next year. I
should like to see the budget figures first before I undertake to discuss
that problem. I came here to comment on some of the questions which
your committee put in its outline, and I have allowed the outline to
govern my remarks, the selection of topics.
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Senator O’Mano~NEY. You spoke of the increasing proportion of the
gross national output which is taken by the Government. Was that
statement intended to imply a criticism of the policy ?

Professor SticHTER. Noj it was intended to be a statement of fact,
and I expect the proportion to go up, but I do not think that the Gov-
ernment should take an increasing proportion of the output of in-
dustry without concerning itself very definitely with the question as
to how much is left for the rest of the country. I think the Govern-
ment must spend very heavily upon public works and public defense
and many other things. I think people become increasingly impa-
tient with these narrow roads, and particularly in view of the very
large number of trucks which have gone on the roads in the last couple
of years.

Senator O’ManONEY. No implication is to be drawn that you advo-
cate a decrease of Government activity which has been authorized by
practically unanimous vote ?

Professor SurcaTER. I am talking about the productive capacity of
American industry.

Senator Franpers. Now, Professor Slichter, the House would like
to talk with you for about 5 minutes, and there is a good taxi stand
out in front here, and I think that you might be able to spend 5 min-
utes. We will take care of you and assure you that you will get to the
station.

Representative Huser. It is interesting to note that in the past the
so-called long-hair boys, the college professors who engaged in Gov-
ernment, service, have been frowned upon. Since industry now seems
to be unable to properly evaluate and determine their profits, would it
not be well for them to recruit some members from the various facul-
ties, preferably Harvard, to help them straighten out?

Professor Strcmrer. We are terribly short of people at Harvard
now, and I hope that they do not pick any of ours.

Representative Huser. You referred to three of the polls. Do you
have more confidence in those polls that you referred to than some of
the other polls which we are familiar with lately?

Professor Suicarer. Well, after each one of those polls came out,
I went on record publicly to the effect that they were wrong, and it
remains to be seen whether I am wrong the third time. On the first
two times I was not. These are the polls of the economists predicting
an early recession.

Representative Huser. If industries have a bookkeeping system that
does not show a correct picture, how can they be expected to sit down
in negotiations with labor and arrive at a fair amount in the deter-
mination of wages and the basis of profits and the whole scheme ?

Professor SricHTER. I think industry is at a disadvantage in nego-
tiating if its books overstate its profits. I have no doubt that that is
true.

Representative Parman. I will not take his time.

Senator Franpers. We may call you back later, Mr. Slichter.

Professor Sricerer. I am sorry to run out, but this was a previous
engagement.

Senator Franper. Our next witness is Prof. Seymour Harris.
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STATEMENT OF DR. SEYMOUR E. HARRIS, HARVARD UNIVERSITY

Senator Franpers. Professor Harris, do you have a prepared
statement ?

Dr. Harris. Yes, sir, I have a prepared statement, and I would
very much like to enter it later in the record, and perhaps try not
to bore you reading it, but rather give you the main ideas, and perhaps
amplify certain points and reemphasizing.

Senator FLanpers. You may proceed as you please.

Dr. Harris. Senator Flanders, I should also like to say in the event
that anyone feels that this is a conspiracy of two Harvard men, you
will see that there are at least some differences between Professor
Slichter and myself. I am going to emphasize the differences, but
at the same time I wish to say that there is an awful lot that Professor
Schlicter has said I heartily agree with.

I'might say that I am proud of my 21 books.

Senator FLanpers. May I inquire, sir, whether that is a case of
%eed—up? There is a folklore story to the effect that the motto of

arvard University is Publish or Perish, and I suppose that there
1s no danger of either you or Summer Slichter perishing?

Dr. Harrts. That is right, Senator Flanders.

I might say that I want to finish up giving a plug for my latest
book, Saving American Capitalism, which will be published on Jan
uary 11. Incidentally, you are on the list to get a copy.

Senator O’Manoxey. How about the other members of the
committee?

Dr. Harris. You are on the list, and so are Congressmen Patman
and Huber.

Representative Patman. Do you discuss bigness in business to some
extent?

Dr. Harris. I do.

Representative Parman. Do you see any alarming trend in bigness
in business?

Dr. Harris. I do to some extent, although I think sometimes that
is exaggerated.

Representative Patman. Do you believe in the decentralization of’
indwustry ?

Dr. Harris. I advocate it on grounds of defense. I do develop
that thesis because I am writing, also, a book on the economics of
atomic energy.

Senator Franpers. That is the twenty-second book?

Dr. Harris. The twenty-second and twenty-third are in the press.

May I then go on and say that I am going to deal primarily with
the problem of profits, but 1n doing so, I am going to emphasize the
general problem of prices, because I feel very strongly that in solving
theﬁproblem of prices, you will very largely solve the problem of
profits.

Now, T am not going to read this paper, as I just said, but T am
going to read you one or two paragraphs. I do not believe in reading
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papers, because, unless you can read them as well as Professor Slichter,
the whole effect is lost. [Reading:]

Inflation is a world-wide phenomena; in countries ravaged by war, and in
those largely untouched; in countries blessed by overemployment and in those
suffering from unemployment ; in countries favored by an excess of imports and
those injured by an excess of exports; in countries with a budgetary surplus
and those with large deficits; in countries largely tethered to the prineiples
of free enterprise and those relying on the planned economy and control.

War and its aftermath are, of course, the main causes of the current epidemic
of inflation. For it is war that provided high levels of employment and activity
in corresponding levels of income, without providing supplies of consumption
goods and capital for nonmilitary purposes commensurate with the current flow
of income. With the accumulation of cash and of liquid assets convertible into
cash, the excess of purchasing power over the flow of wanted goods at the current
price level tended to grow.

That is about all of the reading I shall do.

As you all know, there are pressures on the limited resources we
have. We are doing all kinds of things, such as the investment pro-
gram, ERP, our military program, and so forth and so on.

Obviously, we cannot have everything. In the last two and a half
years the consumers of this country saved $29,000,000,000 and made
that available to our economy. The Government also spent $14,000,-
000,000 less than it took in, and that made $43,000,000,000 available.
These $43,000,000,000 were largely taken up, more than taken up,
by business spending $30,000,000,000 more than its receipts, and by
the country exporting $16,000,000,000 more than we imported.

So, the fact is that it is the spending of business for investment
and the excess of exports that largely account for the using up of
the savings of the rest of the economy. As a matter of fact, we have
had a great deal of pressure on the whole economy, with the result,
with limited resources, we have managed to raise prices and incomes
until we now have a gross national product of about $240,000,000,000.

Not only have we had pressures on our resources but we have, of
course, had this tremendous political pressure for higher wages, for
higher farm incomes, and also, of course, for large rises in profits, and
yet we have not had the monetary restraint that might have held in
check this general demand for increased incomes. In other words,
there was no attempt really made by the monetary authorities to
restrain the total amount of money so that these pressures on the
economy might have been held in check.

Now, a word about this monetary policy. Of course, the main ex-
planation of the ineffectiveness of our monetary policy is the large
national debt, because as soon as the Government tries to deal with
the problem of excessive supplies of money and excessive lending, the
net effect is that there is a tendency to dump Government securities
on the market and the price of Government securities falls, for
the demand for Government securities depends upon the total supply
of money available to buy these securities. If you tend to cut down
the amount of money, you tend to cut down the demand for these
securities, and in days like the present, with war, with the threat of
war, and all kinds of demands being made upon the Government, it
is important that the most important asset the Government has should
not depreciate in value substantially.

Of course, there are ways of dealing with the problem. You can
cut down the supply of money if you are prepared to take unortho-
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dox methods to protect the Government bond market. Mr. Eccles
has made these general proposals quite well known, and the quite
obvious one is to compel the banks to hold a certain quantity of
Government securities as a means of preventing a depreciation when
the total supply of money tends to decline.

Now, let us look at the history of the last 214 years. In this period
our price level rose 32 percent. Our production, according to the
Federal Reserve Board Index, fell by 714 percent. The total loans
of the banking system rose by $15,000,000,000. The investment of
the banking system fell by $26,000,000,000 and deposits by $12,000,-
000,000.

Now, what does all that mean? It simply means you have the
unusual situation where the total supply of money has declined, and
yet prices rose by 32 percent.

Let me point out to you how ineffective Federal Reserve policy
has been during this period of 214 years. In this period the total
supply of gold coming into the country rose by $4,000,000,000. That
means the banks get $4,000,000,000 more of reserves upon which they
can expand their deposits. The total supply of money in circulation
declined by about three-quarters of a billion dollars—this means also
increases in the reserves of the banking system because the banks
convert these notes into reserves with the Federal Reserve.

During a period of great inflation, what has happened is that the
banks of the country have increased their total reserves by $4,000,000,-
000 and there would have been an increase of $5,000,000,000 had not the
Federal Reserve sold securities to the extent of $1,000,000,000, thus
depriving the banks of $1,000,000,000. So much for monetary policy.

How about fiscal policy? In a period like the present, I think we
will all agree that what is required is as high taxes as is politically
possible, and as little spending as is politically possible, because if
the Government taxes more and spends less, it takes away a large pro-
portion of the excess spending power of the public. Yet, what have
we had? 1In the first place, according to the latest budget estimate,
it seems that for the fiscal year 1949 the contribution in the fight
against inflation by the Government is going to be $10,000,000,000 less
than it was at an annual rate in the first half of 1948. That is due to
$5,000,000,000 worth of more spending and $5,000,000,000 less of taxes.
1t is also true if you compound the 1945 and 1948 tax bills—both of
which, in my estimate, were unfortunate bills—the net result is that
Government is losing annually $10,000,000,000 of revenue. I think if
the Government had received these $10,000,000,000 of revenue per year,
the threat of inflation would have been substantially less.

It may well be as some economists have predicted, that the year of
1949 is going to be a year of balance or even a year of decline, with
some pressure toward falling prices. Of course, the economists are
not as good forecasters as the scientists who can tell you where the
moon is going to be 1,000 years from now, and they probably are not
as good as the meteorologist, who certainly makes his mistakes. But
I am not putting much faith in these predictions. I simply say that
:cihelgeneral view is that 1949 may be a year of balance or even a slight

ecline.
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Now, does that mean that we, therefore, should do nothing about
the inflation problem? My answer would be no, for we certainly
ought to do something. 1 agree with my distinguished colleague
Professor Slichter, who has said very eloquently today that the gen-
eral pressures these days toward inflation are greater than they were
in the years before 1930. But the important thing is that I would
strongly recommend that we use fiscal weapons as much as pos-
sible to deal with the problem of inflation. If we do not use fiscal
tools to deal with the problem, then we either have to acquiesce to the
inflation, or else we have to extend controls greatly.

The way to deal with the problem of controls is to start with allo-
cation control, and if that does not carry far enough to go on to price
control, and then finally the other controls that make price control
work, e. g., all of the supply and demand controls, priorities, and
ration, and so forth.

I might say, Senator Flanders, that my view of the chances of
effective price control today is that they are not as good as they were
in 1942, in part because there is not a war, and in part because there is
too much purchasing power around, and with all this purchasing
power around, you would have to implement price control with all
kinds of controls or the system would not work.

Now, about profits. I might say that I am going to disagree with
Professor Slichter on some points. I did not see his paper until just
before this meeting.

I would say first that I believe in the profit system. I think it has
contributed greatly and importantly to the development of our econ-
omy. Since 1800 national income of this country has risen by 400
times from $500,000,000 to over $200,000,000,000, and it is also true
that we support 27 times as large a population as we did in 1820, and
at a standard of living which 1s 10 or more times as high. I think
that is a tribute to our system of private enterprise which depends
on the profit incentive.

I should like to confirm or support a point that Senator O’Mahoney
made, namely, that one must not, however, overestimate the signifi-
cance of high profits today. When one looks at the picture, certainly
the most important single factor is not only as he said, that the public
is spending more money today, and the Government is spending more
money, and therefore 1ncreasing profits, but it is perfectly true that
it is the guaranteed markets that were provided by the Government
from 1941 to 1945 that largely account for excess spending and pur-
chasing power. This now hovers over the market, and I think more
than anything else explains the tremendously high income of the
country.

It is very important, therefore, to realize that the Government hag
made a very important contribution. I am not saying that it was
desirable that we should have this inflation or expansion of monetary
resource, but the point is that without the expansion we certainly
would not have averaged over $200,000,000,000 in annual income. The
Government certainly, by its power to create money, has contributed
in an important way to this large rise in profits. I am perfectly
willing to grant that profits incentive has played a large part in our
system, but I think we should remember that our other factors, for
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example, widespread education, the technical genius of the average
American, the large free trade areas, the absence of external pres-
sures, wars, and so forth, have all contributed to this unusual situa-
tion under which the United States, on the average, has 9 times as
high a per capita income as the rest of the world.

It is also true that there is a great danger of excess of profits. It
would be too bad if our system should be jeopardized by profits being
too high, and for various reasons. I will elaborate a little later on
that, but I want to point out that high profits bring a tremendous
amount of pressure on trade unions to ask for higher wages. And
then there is the problem of equity, the problem of what seems to be
justice to the average individual, should profits be so high, should
they take an excessive part of the national income.

I am going to develop that particular point a little later and perhaps
come to conclusions a little different from those of Professor Slichter.

Then of course there is the problem, and this is my major point, if we
are going to stabilize the economy it is important that we keep the
profits from being too high. That is probably because of the effect
on wages and also because the high profits contribute to a high level of
investment. I think the level of investment is too high and T am going
to elaborate on that point presently.

Now, the question : Are profits too high? It is quite clear and I think
Professor Slichter made this point, it depends partly on how you
measure them. If you compare them with national income as Dr.
Terborgh did, you might find, as he found, that profits were not too
high. If you compare them to sales and net worth, as Nathan did,
you might find that profits were very high. If you compare the
profits with the year 1933, they seem tremendous. If you compare
them with 1929, they do not seem to be so high.

Now, here is one of my crucial points, and I know that all economists
will not agree with me, but I think that it is a point that this committee
has to consider: What profits are you talking about? Professor
Slichter wrote an article in the Atlantic Monthly on the subject,
Are Profits Too High? in which he dealt with this same problem,
and there again he did not reveal what profits he was talking about.
Is he talking about profits before taxation or after taxation?

Now, you can see, for example, at the present time corporate profits
are running at the rate of about $30,000,000,000 per year. After taxes
those profits are only $18,000,000,000 a year. Obviously it makes a lot
of difterence what results you get, whether you talk about profits after
taxes or profits before taxes.

I would like to point out that when we discuss incomes other than
profits, we generally consider incomes before taxation, not after
taxation. We talk about wages, farm income, and managerial in-
comes, before taxes, not after taxes.

I should like to point out that the estimates that seem to suggest that
profits are low as compared to 1929 or less than they were in 1929, are
all based on the theory that the appropriate profits to consider are not
the profits before taxation, but the profits after taxation.

Senator O’Mamoney. I would like to have you emphasize that par-
ticularly.



32 CORPORATE PROFITS

Dr. Harris. May I just develop this point theoretically just for 1
minute? I will teil you why I think myself that the relevant variable
is not profits after taxes, but profits before taxes. I believe that be-
cause the whole theory of profit taxation is that you take something
away from the businessmen when he has large profits, and partly be-
cause you believe that he is able to pay heavy taxes because the man
who makes profits in general is a high-income man. If that is true,
then obviously if the theory were that he could pass his taxes on,
then of course the net effect would be that he would simply put on
$10,000,000,000 worth more taxes, put $10,000,000,000 on the consumer
and wage earners, and it would have no effect.

It is also true that we have fought a $400,000,000,000 war and some-
body has to pay for it, and my view is that all groups ought to pay
according to their capacity. If that is correct, then the profits we
consider, the profits before taxes, are an indication of what the busi-
nessman gets out of distribution of products of industry, and what
he pays as taxes simply reflects his contribution to taking care of the
war and other obligations of the government. Now, that of course
is terribly important because if you accept this particular theory,
then you will find, as T shall point out to you presently, that profits in
1947 ‘and so forth, are higher, on just about as high, as they were in
1929 and one should not use 1929 as a base of comparison, although
I certainly would not take 1932 as a base. After all, 1929 was one
of the great years of inflation in modern civilization.

Senator Fraxpers. Not in prices, however.

. Dr. Hareis. No, but a serious inflation.

Senator FLANDERS. Yes.

Dr. Harris. I do not want to get into an economic discussion.

Senator FLanpers. No, keep away from that, by all means.

Senator O’ManoxEy. May I add just a statement of fact? Profits
in 1929 were not only running very high, according to all previous
standards, but they were running high after taxes in spite of a large
debt remaining over from World War I, which had been reduced five
times.

Dr. Harrrs. That is right.

Senator O’Manonry. Upon the theory, upon the argument, that
to reduce taxes would increase the revenue of the Government. Of
course, it never worked out that way.

Dr. Harris. Yes.

Senator O’MasoNEY. The revenue of the Government fell off while
these taxes were being reduced, and the profits rose, and the result
was that in 1938, after the depression, the Government had a national
debt which was scarcely $2,000,000,000 less than that which it was at
the change of the administration, may I say, between Wilson and
Harding.

Dr. Harris. Senator, of course I do not want to get into politics,
because I am merely an objective economist.

Senator O’MamoNEY. But you are a liberal who wants to be called
a conservative sometimes.

Dr. Harris. Yes.

I once did write an article, and as a matter of fact I am sorry I
ever wrote it. It was called “These Perverse Republicans,” and the
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theory was exactly the one which you indicated, namely, that it was
a great mistake in the middle twenties to cut taxes when you had
these tremendous profits.

Senator O’MauoNeY. In view of your opening remarks, Professor,
I want the record to show that I did not write your article.

Senator Fraxpers. I might inquire whether this expectation of
yours that you will eventually be called a conservative is expected to
take place under a Democratic administration?

Senator O’Mamoney. It must take place under such an administra-
tion, although probably it will be many years.

Senator FLaxpers. The principle remains the same.

Dr. Harris. Well, Senator, I am only a middle-of-the-road Dem-
ocrat, if you call me that.

Now, the question arises, and this, of course, is another fundamental
point on which I may disagree with Professor Slichter.

Senator O’MasONEY. You are still both members of the Harvard
faculty ?

Dr. Harris. Oh, yes, and we have honest disagreements frequently.

What are profits? Is it true that profits are being understated to-
day? It is perfectly true that if you took your inventory at replace-
ment instead of at cost, there is no doubt about it, your profits would
be a good many billion dollars less, as Professor Slichter indicated.
It is also probably true that if you replaced your capital at replace-
ment values and counted depreciation accordingly, that your profits
would be correspondingly lower, as Professor Slichter indicated.
But it is important to point out the present accounting practice has
been used for generations as far as I know, and now suddenly some
businessmen find it more convenient to change this accounting method.
As a matter of fact, I know, and probably you know, that there is
pressure being put on the accountants to change that method of ac-
counting of business profits so that these large inflationary profits
during these periods will not seem as large as they are.

Now, Professor Slichter quite honestly pointed out this fact, that
if the net effect of this particular change is that profits will be lower
than they now seem to be, in periods of depression and falling prices,
of course, they will be higher. So that what the businessman is now
losing, you might say, by showing these high profits and having to pay
higher taxes, and so forth, he gained during the depression period;
and although I would agree with what Professor Slichter said, namely,
that the chances are that we will have more inflation in the future than
we had in the past, I am still a good enough historian to realize that
over the last 150 years there was virtually no change in prices.

Senator O’ManoxeY. They were changing prices on the inflated
level, but they would like to compute their profits on the deflated level.

Senator FLanpers. Not on the last-in, first-out basis.

Senator O Mauoxey. Oh, no.

Senator Fraxpers. It is on the current level, all transactions.

Senator O’ManoNeY. We are talking about replacement.

Senator Fraxpers. Oh, yes.

Dr. Harris. Now, as regards the level of profits. One point that
ought to come out of this discussion that I think is very impor-
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tant, and as far as I know has not been discussed, is that the emphasis
is always on corporate profits. As far as I can discover, there has
been a larger rise in noncorporate profits than in corporate profits, and
there has been a very large rise in professional income.

Now, a substantial part of the inflation is the result of the profits
in the noncorporate and professional area. I can give youan example,
where in recent years we have had an increase of 200 percent in total
expenditures for medicine, but we have had an increase in the number
of physicians of only 5 percent.

Representative Patmax. In your statement I notice you referred to
$50,000,000,000.

Dr. Harris. Yes.

Representative Paman. Which groups were they besides the pro-
-fessional ¢

Dr. Harris. I will give that in a minute, because that also is an
important point.

Now, here are the figures that I get. If you take your profits before
taxes and compare them to gross national product in 1929, they were
9.7 percent. In 1939, they were 7.3 percent. And this was before
taxes, mind you. In 1947, they were 12.5 percent. In other words,
in 1939, in relation to gross product, profits were up from 9.7 percent
in 1929 to 12.5 percent. That would be the relevant figure in support
of my interpretation of which are the relevant profits.

After taxes what do you get? You get, all corporate, 8.1 percent
in 1929; 5.6 percent in 1939 ; and 7.9 percent in 1947. In other words,
iI}f 1947, you have even after taxes profits at virtually the record level
of 1929.

Now, as to unincorporated profits, which of course correspond to
corporate profits after taxes, because there is not a corporate tax,
there is only an individual tax. The unincorporated profits were 7.8

ercent in 1929, of gross product as compared to 10.5 percent in 1947.
ow, if you compare that with corporate profits after taxes, you can
see that unincorporated profits have gone up even more than corporate.

Senator O’MaHoNEY. Now, what are these profits that you are talk-
ing about, of unincorporated firms?

Dr. Harris. Those are the profits of firms not incorporated.

Senator O’ManoNEY. You get these figures from what source?

Dr. Hagris. They are published by the Department of Commerce.

Senator O’Mano~EY. Oh, yes.

Representative Parman. Partnerships, for instance, they will have
profits this year aggregating $50,000,000,000.

Dr. Harris. Yes.

Representative PaTman. You put the partners and professionals to-
gether in that group?

Dr. Harris. Yes. In my discussion of unincorporated profits, I
am including business and not professional. I did in my statement
point out that professional incomes had gone up a great deal. Of
course, they are not all profits. You might say they are also wages or
salaries, and nonincorporated business incomes as wages and salaries
in part. But the rise is more largely in the profit element.

When you compare sales with corporate profits before taxation, it
is 10.5 percent in 1929 and 14.0 percent in 1947. After taxes it is 9.1
percent and 8.4 percent.
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Now, I would like to refer to a point made by Senator Flanders on
this issue. After all, we are doing much more business now than we
were in 1929. The national income is about two and a half times as
high, although total output is less than 100 percent more. But the
point is, why should business be getting 9.1 percent profits on sales
after taxes even in 1929 and 8.4 percent in 1947, or 10.5 and 14.0 be-
fore taxes? I think Senator Flanders has a point when he says that
the point ought to be considered whether when a great deal of busi-
ness is being done the profits per unit of sale should not go down.
It is supposed to be one of the great strengths of modern business en-
terprise, that as output and sales rise profits per unit should decline.

enator FLanpers. Of course I did not put my statement in exactly
that way. T asked whether the investment should not be made in cost-
saving equipment, rather than in mere expansion, if that was the point
to which you were referring. .

Dr. Harris. Noj; I thought earlier you had made the point and Pro-
fessor Slichter showed that if you cut down profits, what would
happen? I thought you suggested it as a possible question for him.

Senator Franpers. Yes,

Dr. Harris. T am not trying to reword your question, and I hope
I have not done so.

Now, here is the point that Congressman Patman was asking about.
Professor Slichter has presented some figures which seem to indicate
that on the whole the property classes, the capitalist classes, and so
forth, have a smaller proportion of the total national income. Now,
I think part of the differences between Professor Slichter’s figures and
those which I have results from the fact that I consider corporate prof-
1ts before taxation, but in any case I do point out that the total pro-
portion of national income going to the proprietary classes, and that
despite the fact that the proportion of interest to income has gone
down by about 75 percent, that percentage has increased from 12.5
percent in the rather exciting year of 1929, to 23.7 percent in 1947.

I would like to point out, if I may, and I am not trying to be political,
I would like to point out that despite all the anti-big-business, anti-
business legislation, that we have had in the last 15 years, it does
not seem to me that these figures reveal the administration in the last
15 years has been anti-business. Certainly the results do not seem
to indicate that, because you are comparing two peak years, and in
these two peak years you have doubled the proportion of income that
goes to the proprietary classes. Now, perfectly true that taxes take a
much larger part, but one must not forget that total direct taxes, today,
including all kinds of direct taxes, State and Federal, and so forth,
are only about $20,000,000,000 compared to about $2,000,000,000 in
1929 and those do not account for the difference between the 12.5 per-
cent and the 23.7 percent.

Senator O’MasoNEY. What is the last percentage?

Dr. Harris. 12.5 percent in 1929 and 23.7 percent in 1947.

I should also like to make this point, that when you are talking
about whether profits are too high, it depends on the industry you
are talking about. For example, from 1929 to 1946—I was unable to
get these figures for the late years—total income of all business went
up 100 percent, total net income. In the case of manufacturing, the
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rise was 116. In the case of wholesale and retail trade, it was 150. In
the case of finance, insurance, and real estate, it was 22.

Now, I think a great many people would agree that the profits in
finance, insurance and real estate are very low now if you consider
what has happened to the price level, and you also note that the profits
in the wholesale and retail trade are up seven times as much as finance,
insurance, and real estate, and up about one-third more than manu-
facturing. This is a phenomenon of inflationary periods, and it is a
matter to which the committee might well give its attention.

I come to another point which Professor Slichter and I discussed
independently, as you can see from my prepared statement. One of
the points that is often made as regards the high profits is that you
have to have high profits in order to satisfy the needs of capital. Well,
I should like to point out first that the comparison is generally made
with 1929. There is a considerable opinion that the amount of capital
available in 1929 was excessive. In fact, the depression itself seemed
to indicate that. So the comparison with 1929 is subject to some
reservations.

1 should also like to emphasize and italicize a point that Professor
Slichter made, namely, that there is something in the general theory
that $1 of capital is more effective today than it was 15 or 20 years
ago. I should like to point out, for example, that in the thirties there
was no net investment in this country. All of the investment was re-
placement. And yet we substantially raised our real national income
in this period.

1 should also like to point out that during the war we spent $20,000,-
000,000 on manufacturing equipment, and all that sort of thing, to
carry on the war—virtually all of the investment done during that
period. During this period we increased our national income from
about $70,000,000,000 to $200,000,000,000. That also would seem to in-
dicate that our capital is much more effective than it used to be.

Now, there is another point. In an advancing economic society, we
tend to depend less on manufacturing and more on services, such as
education, religion, travel, and so forth and so on. In general, these
industries which the economists call the tertiary industries, are indus-
tries which on the whole tend to require less capital per laborer than
the manufacturing industries. So from all of this I draw the conclu-
sion that I am rather dubious that we need, say, 50 or 70 or 90 billion
dollars worth of capital in order to make our capital plant as effective
as it was in 1929.

Senator O’'Manoxey. May I interrupt you, Professor?

Dr. Harris. Yes.

Senator O’'Manoxey. I wanted to ask the chairman if he knows Mr.
A. G. Bryant, who is the president of a concern.

Senator FLaNDERs. Yes, of course.

Senator O’ManonEy. He was quoted in the New York Times of
April 9 as saying that industry could produce about 50 percent more
output with the same manpower if it had the improved machine tools
that the machine-tool industry can now furnish.

Senator Franpers. That would be true of those industries using ma-
chine tools.

Senator O’ManoNEY. Yes.

Representative Patman. Would that be true of steelmaking?
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Senator Fraxpers. That would be true also in such cases, for in-
stance, as sheet. If all of the old steel-sheet mills were replaced by
continuous mills, that would be true. Now, I do not know how far
you can go with that.

Representative Pararan. How about making of pig iron?

Senator Franpers. I do not know of any similar great advances in
pig iron. It would take someone better acquainted with that industry
tll;an Iam. I am only speaking of these two that I know something
about,

Senator O’MaroNEY. What is Mr. Bryant’s company?

Senator Franpers. He has a small machine tool company. They
are located in Green Bay, Wis.

Representative Huser. Professor, you mentioned the profits per
unit at some length. I am recalling that for instance in 1924, you
could buy a new Ford car for $460 f. 0. b. Iam thinking of how much
more these certain products are luxury items.

Dr. Harris. Yes.

Representative Huser. Has that not made a difference in the cost
per unit? In 1924 you could build a radio for just a very few dollars.

Dr. Harris. There is no doubt about it that in general the whole
business of distribution, which is part of the servicing, is a larger
part of our economy, and tends to be is an advancing economic society,
and that means that you need less machinery per worker, and all that
sort of thing.

Shall I go on, Senator ?

Senator FLANDERs. Yes, sir; if you please.

Dr. Harris. Now, on the other hand, I do not mean to entirely dis-
agree with what Professor Slichter said. I should certainly agree
that in general there has been a revolution in the methods of financing
business. Business on the whole, taking the last 50 years, has been
tending to depend less on money; that is, on borrowing from the
bank, and less on the capital market, and to be dependent more on its
own resources, and to that extent there is certainly substance in the
professor’s point that you must not cut down profits too much if you
want to maintain a reasonable economic plant.

I should like to point out that from 1927 to 1929 corporations raised
18 billion dollars’ worth of new money. In the 1920°s they raised 39
billion dollars. In the 1930’ it was only 7 billion dollars. In 1941
to 1947 it was 10.5 billion dollars. That means that in the 1940’s they
raised three-eighths as much annually as in the twenties, and in rela-
tion to national income only one-eighth as much.

In other words, in the forties, business could depend upon the capi-
tal market in relation to national income only one-eighth as much as
in the twenties. Now, that is, of course, exaggerated because the war
to some extent interfered with the use of the capital market during
this period. On the other hand, if you compare 1929 and 1948, the
discrepancy is not nearly so large because in 1929 $8,000,000,000 was
raised by corporations for new uses, new money, and in 1948 it looks
as though it is going to be in excess of $5,000,000,000. The ratio in
relation to national income is up to one-quarter.

In other words, business is beginning to use the capital market much
more than in earlier years; that is, much more than in earlier recent
years. It is also true that we have had a phenomenal raise in bank
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loans. Throughout the twenties and thirties it was more or less said
that the bank loan was a dead institution. Now, as a matter of fact,
from 1939 to 1945, the total amount of bank loans rose from $22,000,-
000,000 to $30,000,000,000, and by September 1948, to $47,000,-
000,000. That is a phenomenal rate of increase on any standard, and
particularly on the theory that there is stagnation in bank lending. In
other words, corporations and business generally seem to be able to
use the banking resources of the country to a much greater extent
than has been true for a generation, and to that extent are less de-
pendent upon profits,

Now, the question is, is business short of funds? I have my doubts.
For example, I would be inclined to argue that business is investing
too much these days. In 1929 business invested $16,000,000,000. In
1946, $26,000,000,000. In 1937, it was $30,000,000,000, and in 1948,
based on whatever evidence we have so far, $37,000,000,000.

Now, when you consider that $16,000,000,000 was a record in 1929,

and when you consider the great effectiveness of a dollar of capital,
even allowing for price changes, I think the 1948 figures are really
quite phenomenal. It also is true that during the war period the
total volume of liquid assets, cash, and Government securities, in-
creased from $90,000,000,000 to $300,000,000,000 and that business
captured a substantial portion of those. It isalso true that in the year
and a half ending June 1947, business liquidated only $7,000,000,000
ofl these liquid assets, and in the last year there was no liquidation at
all.
I might also point out that from 1941 to 1945 business accumulated,
as nearly as I could estimate, $80,000,000,000 of undistributed profits
and depreciation funds and spent $29,000,000,000. Through 1948,
theydseem to have used up but $30,000,000,000 of the $51,000,000,000
saved.

Senator O’'MamoNEY. Have you any figures on the amount of plant
erected out of the Treasury which has been purchased by business
for a fraction of its costs?

Dr. Harris. I think there were $15,000,000,000 put in by the Gov-
ernment during the war, and they were certainly sold for a small
part of that.

Senator O’Manoxey. The Geneva steel plant was purchased at 20
cents on the dollar by United States Steel. Kaiser-Frazer only last
week bought the Willow Run plant for a fraction of what it cost
the Government to build.

Dr. Harris. Well, of course, Senator, it is difficult to sell anything
of that sort. There are few buyers, and obviously you are at a
disadvantage.

Senator O’MaHoNEY. In selling it, the Government is at a disad-
vantage with the only purchaser it has.

Dr. Harris. And you pay your Government experts $10,000 a year,
and he deals with a $50,000-a-year man, who is about three fimes
as smart.

Senator O’ManONEY. I am not so sure. I have watched these ex-
perts, and they are pretty smart.

DI‘ifHARRIS. I was an expert for a year and a half during the war
myself.

Representative ParmaN. You state profits for corporation and non-
corporation,.
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Dr. Harris. They are estimates, $41,000,000,000 in 1941-45.

Representative Parman. 1941 to 1945%

Dr. Harris. Inclusive.

Representative PataaN. That is about 5 years.

Dr. Harris. Yes. I will tell you about that in a moment,

The point I am making, there were depreciation funds and profits
set aside which made $80,000,000,000 available to be spent for capital
and they actually spent during these years only $29,000,000,000. So
actually there were only $51,000,000,000 available for expenditures
later on. Up to the present they have only spent in excess of what they
really obtained of their own resources, £30,000,000,000. In other
words, they have spent about $30,000,000,000 out of the $51,000,000,000
that were available, so they have still $21,000,000,000 available left
from their wartime savings. ~

So much as regards the problem of whether business needs all this
capital. I think the story is a mixed one. I think Professor Slichter
has a point, but I think perhaps he exaggerates the extent of the needs
and I certainly am inclined to argue that business can depend more on
capital and the money market.

Now, the final question. What should be done? Senator Flanders,
I am a little more inclined to put my neck out than did my -distin-
guished colleague. I would say this. Of course we all know it is a
question of what is going to happen to ERP, militray lend-lease, the
military budget, but I think, and my general guess is, that the military
budget plus ERP is going to be about $20,000,000,000. I will make
my statement on that basis. I think it also may very well happen
that even though we have a budgetary deficit, as 1 hope we will not in
the next year, that we might still have falling prices because it is cer-
tainly clear that you can have a budgetary surplus and rising prices,
you can also have a budget surplus and falling prices.

On the other hand, in view of the over-all situation, aside from 1949,
I would be inclined to argue that we ought to have more taxes. 1
certainly think that if corporations could stand a 60-percent, tax when
they had incomes say of $15,000,000,000 to $20,000,000,000 during the
war, that they could stand a 60-percent tax rather than the present 40
percent tax, or at least a 50-percent tax at the present time when their
income is roughly around $30,000,000,000, and when we are living
under a quasi-war situation. -

Now, I think it is also important that we increase our social ex-
penditures. I believe that the Federal Government ought to spend
some money for Federal education; in fact, Senator Flanders, I wrote
a book on this problem.

Senator FLanpers. That makes four so far. How many are there
altogether?

Dr. Harrrs, Twenty. I wrote a book entitled, “How Shall We Pay
for Education?” And my general conclusion was that we cannot have
a good educational system 1n the poor States unless they get Federal
aid ; that the poorer States spend a larger proportion of their income
than do the richer States. I also believe we ought to spend some
money on science. Compared to what the USSR spends, and com-
pared to our income, we spend very little on science, and I think you
all will agree that our science is very important, not only from the
standpoint of war, but from the standpoint of industry.
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Representative Huser. Realizing you are an authority, otherwise
you would not have written a book, how about the suggestion of former
Secreta?ry Ickes, that the Tidelands oil be held in reserve for the

eople?

P DI;. Harris. That is my own opinion, but I do not consider I am an
expert.

epresentative Parman. Which people? There are people in the
State as well as in the Nation.

Dr. Harris. I would say in the Nation.

Representative Patman. You take the States; they have always
presumed that they have had 3 miles outside. Texas is in a little
different position. We came into the Union by treaty, and we re-
served three marine leagues, which is just about 1014 miles, and Texas
people feel as though that belongs to them.

Dr. Harris. Yes.

Representative Parman. Now, the Continental Shelf goes out from
30 to over 100 miles. I can see where if you take the Tidelands pro-
posal, the great controversy that it is, and let the States have 3
miles, and let the State of Texas have 1014, it would seem reason-
able, because we feel that we are entitled to 1014 miles under the
arrangement by which we came into the Union, and then let the Fed-
eral Government have it out to the Continental Shelf. Would that
not be a fair settlement?

Dr. Harris. That is a subject which I have not looked into very
carefully. It seemed to me that the controversy in the far West
was whether the States would get these rights, and then pass them on to
private companies, or whether these rights should go to the Nation.
It seemed to me it should go to the Nation. In regard to some of the
other effects, I do not know.

Representative Huper. Excluding the Republic of Texas, do you
think there might be some merit to the suggestion %

Dr. Harris. I should say my views should not carry much weight.

Representative PatMan. Some of these companies are quitting this
eXEI%Iiatory work that they have been doing, and we need oil and need
it badly.

» Sena);:or Franpers. This discussion does have relation to the profits,
there is no question about that.
" Representative Patman. There is profit in oil.

Senator FLanpers. But I do not know just how we can tie it into
the matter under consideration in a satisfactory way, and I am glad
we have to make some decision on that this coming session, but I think
we had better have hearings directly on that subject.

Dr. Harris. I shall finish in 5 minutes, sir.

Senator Fanpers. I am just remembering here, and have just been
shown what I knew, that we are going to have the president of the
Sun Oil Co. and the president of the Standard Oil Co.

Representative PaTman. I know, but we have to ask these questions
when we can, Mr. Chairman.

Senator FLanpers. All right, sir.

Dr. Harris. Congressman Patman, I recommend a chapter in Sav-
ingbzlxmerican Capitalism that might throw light on the Tidelands
problem.

Representative Parman. All right.

Dr. Harris. I am going to finish in 5 minutes, Senator Flanders.
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I would like to say this, that to me the most important attack on the
problem of profits is the attack on prices. If you can stabilize prices,
a large part of your problem of excess profits would disappear, and
that 1s quite clear from these figures. In 1939 to 1947, profits before
taxes, all profits before taxes, were up four and one-third times. Prices
were up two-thirds times, and output two-thirds times, and the na-
tional income, which represents both of them, one and three-fifths
times. In other words, you had an increase in profit before taxes that
was away beyond the increase of prices or prices corrected for output,
and if you stabilize prices and even if you should have slightly declin-
ing prices, a large part of your profit problem would be solved.

I would like to reemphasize the point that unless we make more
effective use of fiscal policy, the alternatives are inflation or control,
and I think we ought to use fiscal policy as effectively as we can.

In conclusion let me say that there are great dangers in the present
situation. Anybody who is an historian knows we have had depres-
sions before, and we are going to have depressions in the future. Con-
sider the capital market and the large rise of bank loans. Consider
the rather unwise investments that are being made by business en-
terprises when they are investing at the rate of $37,000,000,000 a year,
and have been going at the $30,000,000,000 rate for 3 years.

I think these economists who forecast a depression or recession in
1948 were not quite as foolish as some of the newspapers make them
out to be. The fact is that there was a good deal in the situation that
suggested we might have a recession, and my own view is that we would
have had a depression quite awhile ago if it had not been for the fuct
that we have had $50,000,000,000 of Government spending. If it had
not been for the unexpected 1ift of the ERP and the threat of Russia,
those forecasts might have been a fact.

I am always impressed by the fact that the Russians keep on telling
us that we are going to have an inevitable collapse and yet by their
own actions they make us spend more and more money with the result
that we put the evil day off.

But, when the evil day comes and with all these accumulated dis-
tortions, unless something is done to check the rise of prices then in
my opinion we are going to have a very serious collapse. Government
spending and Government guaranty of market puts off the day and
increases the amount of malinvestment.

I think it is unfortunate that distinguished businessmen like Mr.
Sloan announce publicly that we are going to have 2 years of pros-
perity. How does he know we are going to have 2 years of pros-
perity unless he knows we are going to have war with Russia or
continue a large armament program or something like that? I think
considering the long-run inflationary pressures and considering the
general tendency of prices to rise and the bad investments we have
made already, it is probably wiser if you are going to forecast that
it would be better to discourage and you will have done a real service.

Senator FLanpers. Thank you, Dr. Harris.

Dr. Harris. This, I believe, would be a good point for my prepared
statement.



42 CORPORATE PROFITS

(The prepared statement follows below.)

The causes of higher prices.—Inflation is a world-wide phenomenon : in coun-
tries ravaged by war, and in those largely untouched; in countries blessed by
overemployment and in those suffering from unemployment ; in countries favored
by an excess of imports and those “injured” by an excess of exports; in countries
with a budgetary surplus and those with large deficits; in countries largely
tethered to the principles of free enterprise and those relying on the planned
economy and controls.

War and its aftermath are, of course, the main causes of the current epidemic
of inflation. TFor it is war that provided high levels of employment and activity
and corresponding levels of income, without providing supplies of consumption
goods and capital for nonmilitary purposes commensurate with the current flow
of income. With the accumulation of cash and of liquid assets convertible into
cash, the excess of purchasing power over the flow of wanted goods at the current-
prices level tended to grow.

Pressure on resources.—Obviously, we are doing too much with our limited
resources. Hence the pressure on prices. We cannot achieve record levels of
consumption, housing, investment, ERP, and disarmament and yet prevent infia-
tion, We are still trying to make up for the deficiency of consumption, relative
to income, of 194145 and of investment (again relative to income and demand)
of the war years. On top of that, we are helping the outside world and we are
rearming.

The rise of wages, profits, etc—Under these conditions, our plant is under
pressure; and so is our labor force, inclusive of farmers. All groups, although
with varying success, seek and obtain higher incomes. Prices rise not only be-
cause of the pressure on our limited resources, but also because of the increased
strength of labor and farmers who obtain higher monetary rewards, and par-
ticularly in boom periods.

On top of this, the businessman charges what the traffic will bear; and, in
periods like the present, he can increase his prices and profits with little oppo-
sition. When the businessman shows some restraint (e. g., the automobile man-
ufacturers), what he gives up is seized by others, the dealers make a Killing by
sending prices up to a level determined by supply and demand ; and if the dealer
should restrain himself, “consumers” would auction off their cars.

Restraint through monetary policy.——There seems to be little hope short of
extreme measures, unless we pursue a strong monetary and fiscal policy. In
the last few years we have had a resurgence of borrowing from the banks which
is reminiscent of the twenties. And the Monetary Authority has done little
about it, in part because of the fear of adverse effects on the Federal bond
market, and in part because of the unwillingness of Congress to support unortho-
dox measures, that is, force the banks to hold a large volume of Government se-
curities, and thus encourage anti-inflationary monetary policy without damaging
effects on the Federal security market. The monetary impasse is suggested by
a recent action of the Federal Reserve Board which increased reserve require-
ments by $2,000,000,000, and then proceeded to give the $2,000,000,000 right back
to the market by buying Government securities.

Restraint through fiscal policy—In periods like the present, it is imperative
that the Government make the most effective use of monetary and fiscal policy.
Particularly the latter might be used with great effectiveness. According to
present estimates, the Government will contribute $10,000,000,000 less to fighting
inflation in the fiscal year 1949 than in the first half of the calendar-year 1948,
annual rate.

A loss of taxes of $5,000,000,000 associated with the unfortunate tax bill of
1948 and a rise of expenditures of $5,000,000,000 associated with rearmament,
ERP, and so forth, account for the reduced contribution of the Federal Govern-
ment. In periods of exuberance, what is required is an excess of Government
receipts over outlays: An economy of expendifures consistent with broad ob-
jectives of national policy, and higher taxes.

This is probably correct policy even if the year 1949 should prove to be a year
of balance. With strong institutional pressures tending to raise prices over the
vears and with the threat of war hanging over us, we should sharpen our anti-
inflationary weapons.

Controls.—Should the Government not be prepared to mobilize its fiscal and
monetary weapons, then the country will have to countenance a large inflation
or else have recourse to direct curtailment of demand. The first step would be
increased use of allocations and licensing ; the second would be price control ; and
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the third would be rationing and all the other minute confrols of demand: That
is, priorities. I should observe that price control alone will not do the job. In
the present accumulation of liquid assets and excess demand, price control un-
supported by supplementary controls would be a farce, and much more difficult
to make effective than in 1942-45.

Profits in our system.—I have no criticism of businessmen for obtaining large
profits. That is their objective in our system; the profit motive is the spark
plug of our economic system. Certainly, the scramble for profits over the last
150 years has played a large, although far from exclusive, part in raising our
national income by 400 times. This country now supports 27 times as many
people at a standard of living 10 or more times as high as in 1820.

Profits and prices.—Profits are certainly a necessary condition for the smooth
functioning of our system. But it is important that profits should not be higher
than necessary to achieve the broad objectives of the economy, and not be so
high as to raise the cry of injustice.

If profits are too high, their excess becomes a voluble excuse on the part of
trade-union officials, who are always under pressure to obtain wage concessions,
to demand further increases. If profits are too high, they in turn affect prices
directly.

Whatever the long-run theory of the relation of profits and prices, in the short
run, under postwar conditions, they contribute to higher prices as a factor in-
fiuencing prices directly, and indirectly through the effects on demand.

Are profits too high?—Profits in comparison with what? This is not an easy
question to answer, and the answer will depend upon the respondent. Here are a
few of the pitfalls:

(1) It depends partly upon the base period chosen, and here one runs into the
problem of what is the normal period. For example, from 1939 to 1946, one writer
found a rise in wages and salaries of 138 percent, and of corporate profits before
taxes of 288 percent; but a comparison of 1941 and 1940 yields respective rises of
£1 and 45 percent.

(2) Then it is a question of comparison with what? Terborgh, representing
the Machinery and Allied Products Institute, suggests that corporate profits after
taxes of 9-10 percent of net national income ig fair.

Nathan, on the other hand, compares profits with net worth and sales. Whereas
the ratio of profits to net national income in prewar and postwar suggests moder-
ate profits to Terborgh, the comparison with net worth or sales suggests very
high profits to Nathan.

(3) A third problem is, what is relevant, profits after taxes as Terborgh sug-
gests, or profits before taxes? My view is that the latter is relevant. Obviously,
if the comparison were made with profits after taxation, then it would be assumed
that it was proper for business to pass on taxes to consumers. This is not the
theory of profits taxation, whatever the practice. And the Terborgh position
would assume that business was not to pay its share of the 400-billion-dollar cost
of the war.

What are profitsf—>Many difficult problems arise in this connection. Perhaps
the most perplexing one relates to the valuation of assets. In a period of rising
prices, inventories and capital generally rise in value.

Higher values for inventories mean higher profits. But should inventories be
revalued at replacement costs, then profits would be substantially reduced, profits
would have been $6,000,000,000 less in 1946, or about one-seventh of the profits
of this year prior to taxes.

In this same year, business depreciation charges were 8.7 billion dollars. It is
clear that, had depreciation been at replacement value, profits would have been
less by several billion dollars additional. But the tax collector does not generally
allow depreciation charges to cover replacement in periods of rising prices as
against acquisition or book value.

I cannot enter into the merits of this debate. The accountants, under pressure
from business, are reconsidering the whole problem. It is well to remember
also that with depreciation based on replacement value and with inventories
carried at replacement value, if profits would be lower in periods of rising prices,
they would be higher in periods of depression and falling prices.

What business would gain now, they would lose in periods of depression. Over
150 years ending with the war, there was no net change in prices; they fell as
‘much as they rose.

The level of profits.—It is well to be clear that, even in relation to national in-
«come, profits are very high, and even in comparison with 1929. What is especially -
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disconcerting and is frequently lost sight of is the large gains of incomes in
nonincorporated businesses inclusive of the professions. Note the following facts:

(1) Business and professional incomes are up from 8.3 billion dollars in 1929
and 6.8 billion dollars in 1939 to 23 billion dollars in 1947 and 26 billion dollars in
the second quarter of 1948 (annual rate).

This compares with a rise of corporate profits before taxes from 9.8 billion
dollars in 1929 and 6.5 billion dollars in 1939 to 29.8 billion dollars in 1947 and 29.5
billiort dollars in the second quarter of 1948 (annual rate) ; and from 8.4 bilion
dollars and 5 billion dollars to 18.1 billion dollars and 18 billion dollars respec-
tively, after taxes.

It should be observed that business and professional incomes (not subject to
corporate tax) have increased almost three times since 1939, whereas corporate
profits after taxes rose by but 2.6 times.

(2) The rise of all profits, inclusive of professional income, is from 20.1 billion
dollars in 1929, or 23 percent of national income in 1929, to 53 billion dollars, or
26 percent of the national income, in 1947 ; and 55.5 billion dollars, or 26 percent,
in the second quarter of 1948 (annual rate).

(3) We should also observe that there are important differences among in-
dustries. I cannot go into this; but let me point out one interesting aspect.

There has been a large relative rise in the income of certain services—that is,
wholesale and retail trade—and a decline in others:

Income—Percentage rise, 1929 to 1946

1. All.___ - 100
2. Manufacturing . _____________ S, 116
3. Wholesale and retail trade —— 150
4. Finance, insurance, and real estate - 22

In part, these very large relative movements reflect a long-run change in the
status of various industries and occupations. Undoubtedly, continued inflation
and pressure from Government upon financial groups contributed to the deteri-
oration in the position of the finance, and so forth, group.

The marked absolute and relative improvement of income of traders is a
phenomenon of inflation periods to which the Government ought to give its
attention. There is no evidence that the rise in the position of wholesale and
retail trade is explained substantially by an increase in the numbers engaged.
The rise in the numhber of persons engaged in all production from 1929 to 1946
was 25 percent ; in wholesale and retail trade, 30 percent.

Profits and capital needs.—It is sometimes argued that profits are not excessive
because high profits are required in order to finance the capital requirements
of industry. This argument, however, leaves out of account issues of equity. If
high profits are obtained at the expense of labor and consumers, then, it might
be argued, businessmen obtain capital and corresponding property rights at the
expense of the public.

Undoubtedly, a revolution has occurred in financing methods. In the twenties,
business largely freed itself from the dependence on banks; and in the thirtieg
and forties from substantial recourse to the capital market. Whatever funds
were required were obtained primarily from retained profits and from Gov-
ernment. .

It is also true that business now retains a larger part of profits than in the
twenties. Thus, in 1929, corporations paid out as dividends 5.8 billion dollars,
or 69 percent of the 8.4-billion-dollar profits after taxes; in 194547, they paid
out only 17.2 billion dollars, or 43 percent of the profits of 39.7 billion dollars.

Yet, I am not convinced by this argument for higher profits: first, because
investment has been too high; and the moderation of the rate of profits would
keep investment down and thus reduce the weight of one of the greatest in-
flationary factors.

It is well to recall that gross private domestic investment, which was $16,000,-
(000,000 in 1929, was $26,000,000,000 in 1946 and $30,000,000,000 in 1947, and was
running at the rate of $37,000,000,000 in the first half of 1948.

Second, these expenditures, relative to the great inflationary year of 1929, are
large even when allowance is made for price movements; for against the rise of
prices we must put the greater effectiveness of a dollar of investment as well as
the larger part played by Government in investment: that is, financing the excess
of exports. On the increased effectiveness of a dollar of investment, we should
point to the investment in plant of $20,000,000,000 in 1940-45, which made possi-
ble a rise in income of 200 percent.
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Third, it is well to point out that in the last few years bank loans have in-
creased at a disconcerting rate, and even the capital market has shown increasing
signs of life. That is to say, business has relied substantially on these sources
of capital.

Fourth, business is not so short of resources as is frequently assumed. In the
vear ending June 30, 1948, business did not reduce its large holding of liquid
assets, although in the preceding one and one-half years they sold about 7 billion
dollars’ worth. These are relatively small losses when compared with the vast
accumulation of liquid assets in the war period.

A large part of the rise in money and Government securities from 1939 to
1945 accrued to business; and the total expansion was from about 100 to 300
billion dollars. In the years 1941-48, undistributed profits of corporations totaled
$55,000,000,000 (1948 estimated), and, in the years 194245, total domestic pri-
vate investment was $10,000,000,000 less than business depreciation funds.

The excess of funds spent by business in the years 194648 over current receipts
out of own resources for investment was certainly substantially less than the
accumulations of corporate and noncorporate business over the years 194148,
(In 1947, the excess of expenditures was 10.6 billion dollars.) And, besides,
business was spending too much. )

What should be done?—Obviously, much depends on the price movements of
1949 ,and these in turn depend upon the size of the budget and the budgetary
deficit ; and these in turn depend in no small part upon the international situation.
There can be little doubt that a vigorous fiscal policy, supplemented by a monetary
policy, would assure reasonable stability in the next year or two, on the assump-
tion that ERP and military expenditures do not exceed $20,000,000,000 in fiscal
1950 or 1951.

The appropriate fiscal policy ecalls for a rise of taxes. Had the Government not
reduced taxes in 1945 and 1948, annual revenue might well have been at least
$10,000,000,000 additional, (Compare the yield of the average tax of 60 percent
in 1945 on corporations with the 40-percent rate in vogue now, with a resulting
annual loss of § to 6 billion dollars.)

Surely a substantial part of this increased bill should be put upon business;
and I would like to see the tax based to some extent on excess-over-normal profits
for the industry. Of course, I realize the difficulties. It would be helpful if the
Executive could have some discretion to raise and lower rates in a manner
determined by Congress.

I would support a heavier burden of taxes on business income, even though
no clear-cut answer can be given to the question whether profits are too high.
Even in relation to national income, profits now seem high when compared to
earlier periods of prosperity. Even allowing for higher prices, the higher profits
required in prosperity, the need for investment funds, and so forth, we still
believe that moderate restraints on the accumulation of profits are now necessary,
either on grounds of equity, with a relatively small part of the population receiv-
ing 50 to 60 billion dollars of business, and so forth, income—more than one
quarter of the Nation’s income—or from the viewpoint of stability, it would be
better to stop the vertiginous rise of profits.

But aside from the tax program on profits, any general fiscal and monetary
policy which keeps prices down will greatly reduce profits.

"The most important attack on inflation and therefore on high profits lies in
this direction. Profits rise much more than prices or even than prices and out-
put. Total profits before taxes were four and one-third times as high in 1947 as
in 1939, and prices were up but two-thirds and the rise of output expressed in
prices (national income) by one and three-fifths times.

Fiscal policy or controls?—Unless adequate measures are taken in the fiscal
and monetary field, we shall either have to acquiesce to inflation or else intro-
duce serious controls. It is important for the Government to economize also.
That does not mean that educational help, scientific expenditures, subsidies to
housing, and the like, should be ruled out. But insofar as these measures are
dictated on grounds of equity or political necessity, then they must be supple-
mented by other measures; that is, increased taxes, making every dollar go as
far as possible, allocations.

‘We just cannot have more of everything, without inflation, when the country
is overemployed and each pressure group is well organized to put the heat on
Congress.

We have to give up something—either through more taxes or savings, or else
through a system of allocations and priorities.

82989-—49——4
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I prefer to use fiscal and monetary policy to the annoying controls which the
country is inclined to tolerate only in emergencies. The more we use the former,
the less we shall need the latter. And the more Government has to spend for
armaments, ERP, and to implement social legislation, the more use will have to
be made of effective fiscal policy buttressed by an adequate monetary policy ; and
failing these, the more controls will be required—as the President’s Economic
Council has already warned the country.

Now, in summary, it is not easy to give a precise answer to the question as to
whether profits are or are not too high. The answer depends in part upon what
base period they are compared with; upon whether they are compared with
sales, net worth, or national income; upon the manner of accounting used—they
are, for example, much higher when capital assets are carried at book rather
than replacement value; upon the industries studied—for example, from 1929
to a recent year all national income had risen by 100 percent, but the rise in
finance, insurance, and real estate was but 22 percent, in manufacturing 116
percent, in wholesale and retail trade 150 percent or seven times that of finance,
and so forth.

My considered judgment is that profits are too high. I do not base this pri-
marily on an ethical judgment, although our system would stand a much better
«chance of survival if the incomes of business and professional groups, going to a
relatively small part of the population, did not reach 50 to 60 billion dollars, or
more than one-quarter of the total income (before taxes).

The main support for this position is, however, the need of stabilizing the
economy, Excessive profits account for an unprecedented level of investment, an
inflationary factor of great importance, and for an increase in the pressure on
trade-unions to ask for higher wages; and they stimulate uneconomic expendi-
tures which will be costly once the inflation ends.

Rising prices are not the result primarily of high profits. They are the result
of a $400,000,000,000 war, with its expansion of money and incomes beyond the
supply of goods available for purchase with the excess liquid resources.

The most important single attack on both inflation and excessive profits is to
reduce demand relative to supply. Once the rise of prices is halted, profits will
decline substantially.

It is well to note that prefits rise much more than output, than prices, or even
than the rise of output expressed in prices. From 1939 to 1947, prices rose by
but two-thirds, output by about two-thirds, and national income (output expressed
in prices) by one and three-fifths; but profits rose by four and one-third times.
Hence, stabilize prices and there will be much less concern over profits.

In order to stop the inflation, it is necessary to use fiscal policy with effec-
tiveness. Tax more and, insofar as broad national objectives allow, spend less.

In 1949-50, the Federal Government will contribute $10,000,000,000 less to
fighting inflation than in the preceding 6 months (annual rate). For it is to
raise less in taxes and to spend more. (Hence the public will have $10,000,000,000
more to spend.)

I am not arguing against effective expenditures for rearmament, ERP, and
social legislation, greatly needed in my opinion. But I am contendoing that inso-
far as additional demands are made on the Government, the Government must
economize on nonessentials, given the situation—e. g., roads—and the Gov-
ernment must counter additional spending with increased taxes insofar as
practical.

Had the Government not cut taxes in 1945 and 1948, the Government might
have been making an additional contribution against inflation of $10,000,000,000
annually ; and there would have been less spending generally. Inflation would
probably have been under control, Corporation profits after taxes would have
been one-third less.

It is up to the Government to make effective use of fiscal and monetary
policy ; and if it does not, then, given the demands on the economy by Govern-
ment, consumers, and business, there is no other way out but a galloping in-
flation or controls.

Even in the current situation, there is a case for some extension of controls.
We just cannot have more of everything when the economy is already over-
employed.

_Senator Fraxpers. I must confess I find myself on the horns of a
dilemma after listening to you. You suggest that fiscal policy is
one of the best ways of handling an inflation, and with that I agree.



CORPORATE PROFITS 47

As a matter of fact, I think it is rather safer than monetary policy,
which seems to me to lead more or less directly into immediate unem-
ployment. I am allergic to curing inflation by unemployment; it
can be done so easily and perhaps it is not so easy to control the extent
of its operation.

But Jet me get back to my dilemma. Basing the policy for con-
trolling inflation on the fiscal policy, that seems to require higher
taxes and the higher taxes would seem to come largely from industry.
‘The higher the profits, the higher the taxes.

Let us take the present scale of profits which seem to anyone, look-
ing at it yourself, myself, the document just read by the Senator from
“‘Wyoming, the National City Bank News Letter and all the rest of it
which seems to be so high.

There they are, the profits, and they look to be so high. They re-
sult in our present tax rate in a certain amount of insufficient income
‘to government.

ow let us leave X-profits as they are and raise the tax rate on the
.corporations. That leaves less available profits and that brings us
right back so far as I can see to the questions raised by Professor
:Slichter. Are those profits after taxes too large or too small?

The only source of increased revenue we have is from increased
-taxation of business profits and if the remaining profits are insufficient
-or just barely sufficient, or only a little more than sufficient, we cer-
tainly can see no excuse for reducing the total profits unless we are
willing to reduce Government taxes, and on the basis of our analysis
they should be raised; so I find myself in the dilemma of wondering
whether we ought not to increase profits and increase taxation, or
“whether we ought to leave profits where they are and increase taxa-
-tion and have as a net result a smaller remaining profit which will have
-to be examined closely in the same way, but perhaps with different
results from what Professor Slichter examined them on the basis of
the social adequacy of existing profits after taxation.

It comes back to Professor Slichter’s thesis, in my mind, indubitably
if you take the question of the need for Government tax revenue.

Dr. Harris. Senator, I am not sure that I get your question but,
-as I see it, is it your view that profits after taxes are not adequate?

Senator Fraxpers. No; my view is that that is the question to be
considered in view of the fact that we have to have probably increased

“tax revenue.

Dr. Hargis. Yes. I would say offhand, why not bring the taxes
-on corporations back to the 60 percent that they were at the end of the
war and why not increase the personal income tax so you get some of
the business noncorporate income and the corporate profits that are
distributed? You might say that 1949 year is a bad year and does not
look so promising, and I have talked with a number of people down
here about it.

It is not as promising as 1948. I think perhaps it would be well to
. compromise and say let us have a 50-percent rate rather than the 60
percent. I agree and I think you agree that the attractive feature of
the fiscal policy is a little more precise. You can better estimate what
- the effects are going to be than if you suddenly dump $10,000,000,000

. of Government securities on the market.
Representative PatMaN. Or raising the discount rate.
Dr. Harris. Yes.
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Representative Parsran. That is having repercussions in the little
banks throughout the county right now.

Dr. Harris. I think the economists now speak much more about
fiscal policy because there is a feeling that the other weapon is not so
precise and you do not know where you are going to go.

I do not say we should not use it at all, but it is difficult to use it
because of the dangers to the Government bond market.

Senator Franxpers. Well, the point I was trying to make is that we
do have to consider whether the remaining profits after the necessarily
increased taxation are adequate.

Dr. Harris. Yes.

Senator, I would like to say another thing. I do not believe that
only profits ought to be taxed. I would not like to see the necessaries
of life taxed, and if there is any gravy to be passed, I would like to
see the masses get it.

But if you are afraid of inflation, it is important to tax the main
body of consumers as well as profits. I think the 1948 tax bill tended
to give too large a proportion to the well-to-do. I was amazed how
much my own tax was cut by allowing the wives and husbands to
handle their income on a split basis. That was something that was
not publicized.

I am not saying that all additional tax should be put on profits.

Senator Franpers. So you definitely raise a difference of opinion
between yourself and the previous witness on the question of whether
or not there is too much current investment ?

Dr. Harxis. Yes; I do disagree with Professor Slichter on that.

Senator FrLanpers. Yes; that is a point that we have to consider
in discussing among ourselves the questions raised by yourself and
Professor Slichter.

Senator O’Mamoney. When you speak of investment and say that
there is too much investment, are you talking in terms of the runaway
speculative investment in equity stocks which preceded the collapse
of 1929 or are you talking about investment in the expansion of pro-
ductive facilities?

Dr. Harris. Well, Senator, I am talking about the latter. I think
the economist generally means that; that is, what he is talking about is
the increased factories, school houses, even road building and all of
that, anything that is being produced for future use.

Of course, you might even say that if you buy an automobile you
are investing, you are buying 10 years’ consumption and you are spend-
ing all your money today.

Senator Franpers. If you have it in mind that from your point of
view it is unwise to encourage new investment too greatly, would you
wish to apply that point of view, for instance, to the steel industry ?

Dr. Harris. T had in mind the difficulty of the steel industry, Sen-
ator. That is a very difficult question to answer. I would say, for
example, if Professor Slichter’s suggestions were taken, I would hate
Lo think of what would happen to business if they had $70,000,000,000
worth of more investment to bring them back to 1929.

There is a special case in steel. You probably know the whole
British controversy is largely tied up with the same issue. The labor
people claim they keep capacity down. I think it is awfully difficult
to say. I would say in the case of steel you might put up a pretty
good case for more investment, but you must not forget that if we
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are going to have a full employment economy in the next generation
or more——

Senator FLaxpers. That is what this committee is for.

Dr. Harris. But can we achieve it? If we do not, we are going to
have this tremendous problem of excess.

Senator O’MamONEY. Are we to draw the conclusion that you are
discouraging the thought of additional capacity for fear that the
full employment economy cannot be maintained?

Dr. Harris. I would say as an historian that if I were an in-
vestor, for example, and could buy a stock that represented all cor-
porations with the idea that we were going to full capacity, I doubt
that I would invest. But as a witness or as a Senator I would certainly
do my best to bring about this high-employment economy.

Senator O’MauoNEY. If you do not do that, the alternative is un-
employment, is it not?

Dr. Harris. I would certainly say that whether you need $70,000,-
000,000 worth of investment depends in part on whether you are count-
ing on full employment economy for the next 20 years. I would say
even if you were, $70,000,000,000 is too much. I am now discussing the
$70,000,000,000 deficiency mentioned by Professor Slitcher, not the
$20,000,000,000 (say) needed additionally each year. I am perfectly
willing to say that it might be worth while, not in the interest of the
investors, but from the viewpoint of the Nation, it might be very well
to subsidize added investment in steel and that is what the British
Labor Party is doing in the iron and steel industry.

If the iron and steel people do not invest, say $100,000,000 because
it is unprofitable in their point of view, you would be faced with the
problem of subsidies.

Senator O’'MauoNeY. Have you made any differentiation between
plant expansion by large concentrated industry, plant expansion by
local decentralized industry, and investment in productive enterprise
and in investment in merely unnecessary enterprise ?

Dr. Harris. That is one of the dangers, it seems to me, that there
is a lot of investment going into industries where once we get into any
kind of difficulties, these investments will be proven to be poor. It is
difficult for an investor to come around and say where all this money
should be invested. The Russians know where they want their money
invested. They know how much military goods they want and how
much they need for their civilian economy.

In our economy it is largely determined by what the people in
private enterprise decide is going to be the demand for the kind of

oods they produce. They may make very great mistakes since they
epend on psychology and all that sort of thing.

Senator O’MaHoNEY. Speaking for mysel%, I do not think it is
necessary to reach the conclusion that we should not have an invest-
ment in productive plant capacity.

Dr. Harris. I did not say that. I said that $70,000,000,000 might
be too much, and if I were a private investor that I would not invest
my money in general on the assumption that we are going to have full
employment for the next 25 years. I would say that on the basis of
our experience despite the fact that we have now in the Senate people
like Senator Flanders, who understand these problems much better
than the average Senator and much better than the average business-
man. I think that the Senate is fortunate in having him with us
on this problem. ’
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Senator O'ManoNEY. We are very fortunate to have him on this
committee.

Representative Patman. Very.

Dr. Harris. T have gotten off the subject now. I am not sure, how-
ever, that the Senator approves of all my economics.

Senator O’MAHONEY. VBhom are you addressing now?

Dr. Harris. Senator Flanders.

Senator O’MasmoxNEY. I think it boils down to this and the question
that has been discussed here this afternoon, whether we expect the
Government to support the people or the people to support the Gov-
erninent.

Now so far as the corporations are concerned it would seem to me
that on the case made out here today by Professor Slichter, although
he clearly sees the great expensive burden which the Government must
carry if 1t is to win the peace, he nevertheless thinks that the profits
of corporations should be reassessed so that they will not have to
pay as much taxes as they ought to pay if we are going to have a
surplus, a Government surplus, which is about the most effective anti-
inflationary action that we could take.

Dr. Harrrs. I just want to make one comment there and this just
struck me. If we have this war economy then I would say we cer-
tainly cannot afford the $70,000,000,000 worth of investment that
the professor is talking about.

If we do not have the war economy, my guess is that we are going
to have some trouble and therefore the $70,000,000,000 would be ex-
cessive. So either way you are going to have your difficulties.

Senator Franpers. I want to say in all seriousness to the witness
that from my point of view, Professor Slichter’s testimony alone
would not have been complete and that the stimulation of your dif-
ferences will enable us to reach sounder conclusions than would have
been the case, with the presentation of one point of view.

Dr. Hagrris. Senator, I want to repeat that there are a great many
points with which I agree on with Professor Slichter. We are not
100 percent apart. In fact I agree with you on fiscal policy. This
fiscal attack, that is perhaps the most important point I have to make.
It is a much better tool to use than regimentation.

Representative Patman. I want to ask a question or two, Mr. Chair-
man.

I think we do need new steel capacity. Many people are saying that
we should have at least 10 million increase annually. I have an idea
that the big steel companies have not been expanding for the same
reason that you outlined awhile ago. As a businessman you probably
would not recommend it as an investment.

Therefore, since steel is such an important item, basic commodity,
I think it is probably time that the Government should give con-
sideration to it.

We had several witnesses before our Committee on Small Business
in some of the cities of the country recently and some of the business
groups are advocating the Government’s actually putting up the
money to expand steel facilities because they are unable to get steel
and something has to be done about it.

If the steel companies will not expand, and they say it is not in their
interest to expand, I think the Government should.consider' either



CORPORATE PROFITS 51

through Reconstruction Finance Corporation loans or through some
method of expanding steel.

Dr. Harris. That seems to me to be a very sensible viewpoint and
I would agree with that wholeheartedly. There is a tremendous
social good involved there.

Representative Paraan. You take these little fellows all over the
country, they cannot get steel, but the big fellows can. The little
ones cannot obtain it because it is scarce and the larger ones have a
little stronger call than the smaller ones and in order to take care
of the smaller ones in some way we have to increase our steel capacity.

Dr. Harris. You either have to do that or have allocations.

Representative Pataran. You would still have an insufficient amount
of steel if you had the allocations system.

Dr. Harris. You might get rid of some nonessential needs.

Representative Parman. Yes, like beer cans and things of that
nature, but that would not solve the question by any means I would
not think.

Dr. Harrrs. I think you have a point there and it is a difficult point.

Representative Parmax. I think consideration should be given and
we must have more steel capacity.

Senator Franpers. It is now practically 5 o’clock and we will
close this hearing today. We will resume tomorrow at 10 a. m. in
this room.

We have two witnesses for tomorrow, William A. Paton, member
of the committee on accounting procedures of the American Institute
of Accountants and professor at the University of Michigan, and
George D. Bailey, past president of the American Institute of Account-
ants of Detroit, Mich. They will address themselves to the question
of whether profits as given out in the annual reports of businesses are
real or imaginary.

We thank you, Professor.

(Thereupon, at 5 p. m., the committee recessed to reconvene at 10
a. m., the following day, December 7, 1948.)
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TUESDAY, DECEMBER 7, 1948

UNITED STATES SENATE,
SUBCOMMITTEE ON PROFITS OF THE

Jornt CommIrTEE ON THE EconomIic ReporT,
W ashington, D. C.

The subcommittee met, on the expiration of the recess, at 10 a. m.,
in the caucus room, Senate Office Building, Senator Ralph E. Flan-
ders, chairman of the subcommittee, presiding.

Present : Senators Flanders (presiding) and O’Mahoney, and Rep-
resentatives Patman and Huber.

Senator Franpers. The hearing will come to order.

This morning we are to listen to two leaders of the accounting pro-
fession on subjects raised in yesterday’s testimony which, briefly stated,
raises the question as to whether the profits of corporations, as they
reckon them by their bookkeeping methods and as they publish them
in their annual reports, are or are not real profits.

While the question 1s a special question in the accounting field, I
think we may have hope that the two witnesses today may put it in
such terms that we can understand it; that is the hope with which we
start this hearing.

Senator O°MaroxEY. It is good to have an optimist as a chairman.

Senator Fraxpess. This is the time to be an optimist. We will see
how we are at the end of the day.

Our first witness is Prof. William A. Paton. He has had long ex-
perience in the accounting field and has published numerous books and
is at the present moment a professor of economics at the University
of Michigan.

Mr. Paton, will you take the chair?

STATEMENT OF PROF. WILLIAM A. PATON, UNIVERSITY
OF MICHIGAN

Senator Franpers. I believe you have been forewarned, Professor
Paton, as to the particular question which we hope you will elucidate
to us. ' .

Dr. Patox. Mr. Chairman, I am very glad to have the opportu-
nity to come down here and express my views on this subject of
profits that you gentlemen are concerned with. I am taking the lib-
erty in view of the joint appointment to which you referred, pro-
fessor of economics and professor of accounting, to start off with a
rather brief discussion of a couple of matters that perhaps might be
thought of more properly in the field of economics, if you will bear
with me.

53
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Senator FLanpers. You may proceed.

Dr. Paton. I will do that prior to dealing with the accounting as
such.

I think in any discussion of the level of profits and proposals deal-
ing with the taxation of profits, and so on, that a necessary prelimi-
nary step is recognition of the nature of corporate profits and their
general significance in the economy.

Now this is rather elementary, but I feel that we, from time to time,
need to be reminded of rather elementary considerations.

Senator O’Maroney. May I ask first, Professor, do you distinguish
between corporate profits and any other kind of profits?

Dr. Paron. There may be differences, Senator, due to the fact that
in the corporation, for example, practically all of the personal services
are hired, whereas in unincorporated concerns what is called profit
may include an element of wages. Aside from that I would say that
the problem is somewhat the same, substantially the same, in both
situations, although the tax situation in our institutional set-up is
different as compared to partnerships and unincorporated concerns on
the one hand and the corporations on the other. Therefore, I think
there is a little something distinctive as a practical matter about this
question of corporate profit.

In the first place, they are a dominant element in the economy and
they are taxed in a different way from partnerships and sole proprie-
torships. Particularly for those reasons I would say it is a somewhat
nll)ore distinctive subject—the part of profits that we are concerned
about.

Senator O’ManoNEY. I note that you say they are a dominant ele-
ment in the economy. I think that is significant.

Dr. Paron. I think with volume of business and number of em-
ployees that is clearly the case.

As T see it, corporate profits basically are the earnings—one might
almost say “wages”—of the stockholders, the persons who provide the
risk capital, which is the lifeblood of private-business enterprise.
The corporation itself is nothing more than an institutional arrange-
ment whereby a group of investors pool their savings for the purpose
of carrying on some business activity.

Capital 1s one of the primary ingredients of business operation, one
of the indispensable factors, and hke other factors, capital commands
a price that is a resultant of an array of demand-and-supply influences.
In the case of funds furnished by bondholders and other groups of
investors with a preferred position, the return to the investor is a con-
tractual price, determined in much the same manner as prices of com-
modities and personal services.

The common-stock holder, on the other hand, occupies the residual
or buffer position in the undertaking. He furnishes the essential
layer of risk capital. He is not assured of a particular level of earn-
ings, or of any earnings. He “holds the bag.” The amount of his
earnings, if any, depends upon the relation of varying revenues and
varying costs arising from the sum total of transactions and conditions
making up the operation of the business.

There is no cost-plus contract between the particular business and a
definite body of responsible consumers; instead the capital invested is
at the mercy of a complex of market forces, and earnings for the stock-
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holders will appear only if the array of forces brings this about. If
the undertaking is never successful the stockholder will never realize
an income, and may lose a part or all of his investment. If the under-
taking is highly successful he will make a high rate of return on his
investment.

In most fields of industry a considerable range of results with respect
to profits—the earnings of stockholders—is found. The particular
concern in most fields of industry, moreover, has a fluctuating history
in this respect. There may be periods of very profitable operation,
periods of low earnings, and periods of no earnings and actual losses.
As has sometimes been said, competitive private enterprise should be
described not as a “profit system,” but as a “profit and loss” institution.

Now, it seems to me, the important point for us all to bear in mind
is that while the person who provides risk capital—the stockholder in
corporate enterprise—is not assured of a particular level of earnings
or of any earnings in our economy, the totality of economic and polit-
ical conditions (including the tax structure) must offer a prospect of
earnings if this type of investment is to be provided.

It is in this manner that risk capital is priced by the market, and
earnings of such capital become a requirement of continuing business
acivity. Without a prospect of earnings—and the prospect must not
be too dim—it is obvious that there is no inducement to the person who
is saving money to become a common-stock holder. And since the
provision of a substantial layer of risk capital is the very essence of
_ private corporate enterprise there must be an earning prospect—an
earning potential—if such enterprise is to persist. :

It follows that if interference with the competitive forces of the mar-
ket through taxation, control of product prices, or other means should
be carried to the point at which incentive to provide risk capital dis-
appears, the final result would be the abandonment of private cor-
porate enterprise and the substitution of governmental ownership and
operation. The only alternative to risk capital, provided directly by
the individual savers of the country to supply the funds needed for
business development and expansion, is government money raised by
government borrowing or taxation.

I would also like to say a few words about the tax structure as I see
it in respect to the corporation before going more explicitly into ac-
counting matters.

It seems to me that a second broad consideration that deserves at-
tention preliminary to a discussion of the present level of stockholder
earnings is this tax structure. In my judgment a basic weakness in our
present tax structure—as has often been pointed out by students of
economics and public finance—is found in the adoption of the concept
that the business corporation is an entity properly subject to income
taxation in its own right. This is a most unfortunate development,
and one that has no adequate foundation either legally or from the
standpoint of economic analysis.

As I mentioned above, the corporation is simply an institutional
arrangement which facilitates the pooling of the resources of a more
or less considerable number of persons to carry on a business under-
taking. The corporation is a vehicle of administration, corporate
management is the steward of the stockholders. And taxation of the
administrative vehicle—of the steward—as if it were a taxable person
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on its own account—is a highly unreasonable procedure—a procedure
that would appear fantastic if we hadn’t been doing it for many years.

The entity on which taxes must inevitably fall is the natural person,
and the only entity that has “ability to pay” taxes in any mean-
ingful sense 1s the individual citizen. Itis particularly important that
this point be recognized clearly in the field of differential income taxa-
tion. A moderate flat tax rate applied to some computation of cor-
porate earnings may be viewed as a form of franchise tax on the
corporate institution and not be seriously objectionable, but differential
taxes at high rates on corporate earnings as such are unsound in my
judgment. Such taxes can be justified—if at all—only when applied
to the earnings of individual citizens, either in their hands or in the
hands of their representatives.

I would like to call attention to the fact, although this is ancient
history, that this point of view was reflected in the early income tax
‘legislation. In the statute of October 3, 1913, the list of deductions
provided to individuals included—

the amount received as dividends upon the stock or from the net earnings of any
corporation * * * which is taxable upon its net income,

and with respect to corporations the act states—

that the normal tax hereinbefore imposed upon individuals likewise shall be
levied * #* * upon the entire net income.

Similarly the act of 1916 provided for a tax on corporation net in-
come restricted to the rate of the normal tax on personal income, and
dividends received were treated as a “credit” for the purpose of the
normal tax in the individual return.

The early statutes, in other words, did not set up a tax on a corpo-
ration as an independent entity, but instead recognized the corpo-
ration as a withholding agent for the purpose of collecting the normal
rate of personal tax on the shares of the individual stockholders in the
total corporate earnings. ,

Senator O’MaHoNEY. I note you suggest the desirability of a
moderate flat tax rate on corporate earnings. Would you apply that,
as tl;e phrase would indicate, to all corporations without regard to the
size?

Dr. Paron. I would, Senator.

Senator O’ManmONEY. You would make no distinction between big
business which to such a great extent in modern times is able to finance
its needs out of accumulated reserves and the small corporation which
is actually dependent upon the risk capital which is provided by indi-
viduals?

Dr. Paton. Well, sir, I recognize of course the difference between
smallness and largeness, but in this matter of rate of corporate tax, I
have never been convinced that the rate should necessarily be different.

I do think this, Senator, if I may add another word to avoid any
misunderstanding, that the stimulation in one way or another of small
corporate undertakings is extremely important. In other words, that
is the kind of thing that made American business move along; John
Jones starting up in the woodshed in a small way and getting in a
little money, putting in a little money of his own and his father-in-law
putting in $500 and so on, with the expectation of the thing rolling into
a big business some day.
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Senator O'MamovEY. Would we not lose that completely if a small,
new competitive enterprise is taxed in the corporate form at exactly
the same rate as a gigantic enterprise which has been building up over
a long period of years?

Dr. Parox. It is a very involved subject. I personally feel that we
would have been better off years ago if we had gotten started off on the
beam of a more moderate tax rate on all corporations as a corporate
institution and more severe taxes on the distributive shares of the
stockholders in accordance with their own financial positions.

Senator Fraxpers. There are of course complications involved in
undistributed earnings which apply differently between the corporate
form and the partnership form. It is not a simple subject.

Dr. Patox. It is a very complex subject, sir.

One of the things that I have been hoping that the Congress might
experiment with, speaking of large versus small, 1s an arrangement
under which small corporations defined in some way or another, might
be taxed as partnerships are taxed. In other words, no tax on the
corporation at all provided they so elected. In other words, there is
quite a road block starting out under the corporate form in a small
business now as compared to a partnership because of the tax situa-
tion.

I think I might put it this way : I think we all recognize that if there
is some practical way of doing it that the patting on the back of the
little fellows without necessarily assuming that there is anything
morally wrong with the big fellows is all right.

We want to remember that many small corporations, at least out
my way, are suppliers of big customers. Their principal customers
are large corporations whom they supply.

I think it is also important, and that is my own feeling, that we
have perhaps exaggerated a bit by way of terminology in distinction
between large and small, but I Tecognize the point and I want to
indicate that I have been thinking and worrying about it too, and I
feel the subject worthy of your consideration, gentlemen. No doubt
-some aspects should be in the tax picture.

Senator O’MamoNEY. Of course we cannot discuss the difference
between small business and big business here this morning.

Dr. Parox. That is right.

Senator O'MamoxeY. May I ask you this question, Professor: Has
there not been a very large increase in the number of corporate stock-
"holders in the United States?

Dr. Paton. I would say yes.

Senator O’MamoxEY. Do you have that at your command, the
numbers?

Dr. Paton. I do not know. My impression is that there are ten or
‘twelve million people who own shares of stock of one kind or another.

Senator Franpers. That is the institutional shares as well?

Dr. Pato~. Yes, and with the growing population there has been
-an increasing investment.

Senator O’'MasoNEY. Is it not a matter of fact that until World
“‘War I corporate stock ownership was largely confined to individuals
in the upper brackets? That is to say, confined to those of the com-
paratively large income but after the Government in financing World
“War I showed how much capital was available for $50 bonds and $5
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bonds and $100 bonds, stock salesmen began to distribute corporate
stocks to the little people and that there are millions of stockholders
now holding almost infinitesimal numbers of shares in corporations—
a much larger number than 20 years ago? ,

Dr. Paron. I could not say from my own knowledge just what the
comparison for the two periods you indicate 1s, but there has been a
substantial increase in the number of stockholders in certain types of
corporations and that is perfectly clear. Of course, we ought to re-
member that of the 390,000 companies only two thousand or three
thousand of these companies do we hear about as a result of being
quoted on the Exchanges.

It is in the two or three thousand that the multiplication of stock-
holders has expanded more than in the small family corporations.

Senator O’ManoNEY. Those 3,000 corporations could roughly be
designated as those which employ 500 or more individuals each or
maybe more than 1,000. They are the dominant corporations, they
are the ones that give the character to our modern corporate enterprise
system.

yDr. ParoN. They are in many fields and they do a large fraction
of business, in fact, although the other fellows are not negligible.

The point on taxes which I want to bring out and I want to seize
this opportunity to express my opinion is to the effect that the gradual
development of the idea that the corporation was a sort of entity in
its own right and the full-fledged taxation of corporate income and
then the full-fledged taxation of anything that is left from that in-
come that trickles through to the stockholder in his own right is, I
think, a pressure type of taxation that is very unfortunate from the
standpoint of long-run effects on the economy.

It was not in effect in the earlier tax structure and it has gradually
grown up on us. I think we have absorbed rather too fully the idea
that this steward of the stockholders is like a natural person and should
be so treated.

Representative Parman. I would like to ask you a question on the
smaller corporations. Do you believe that any of our corporations
have reached the size to where they are less efficient than they would
be if they were smaller?

Dr. Paton. Well, that is a tremendous subject also and my own
opinion is somewhat mixed on that. I think that there is often an
optimum point of size. I have never felt that, for instance, if the
entire country were run as one corporation necessarily that we would
get as much efficiency as with some decentralization.

I do not have a definitive opinion with respect to particular com-
panies on that question, but I do have the feeling that we can see to it
that monopolistic pressures are adequately restricted and full play
for real competition in the various fields is assured ; that young vigor-
ous expending industries may at certain points prove to be more effi-
cient than the larger, and in a sense, better established companies. I
think that is an awfully difficult question to have anything but a
broad opinion on.

But it seems to me that the presumption is always against too great
a centralization. Even in an educational institution I think there
comes to be an optimum point of size in which it is difficult to handle
matters as effectively as if maybe some new schools are started to take
up the increase.
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Representative Patman. Of course we know that certain concerns
must necessarily have to be large like those producing automobiles. I
wonder if you have ever made a study to determine 1n certain indus-
tries were a point is reached that the corporation is most efficient.

Dr. Paton. No.

Representative Patman. Do you know of any study made by any

roup.
. Dr. Parox. There has been a lot of discussion of the question but 1
do not know of any quantitative study that has any significance.

Representative Pataran. You take some of these insurance com-
panies, some of them have 5 or 6 billion dollars., And that seems like
a great concentration of power. Have you even given thought to the
concentration of insurance companies?

Dr. Paton. I have thought of it, but I have never made a statistical
study of them. There ave still a great many of them.

Representative Pararan. There are a lot of insurance companies
and in fact there are good ones.

Dr. Patox. I might say like any other citizen I tend to be a little
suspicious of too much concentration of power even in the form of
government.

Representative Patman. Is it not a trend toward socialism that if
you get these industries into one package the Government could not
take them over but if one concern engulfs all of them, all of the indus-
tries in that one package, would not the slogan or campaign to let the
Government take over monopolies be almost irresistible by the people?

Dr. Paron. I am a great believer myself in competition and in the
use of power of government in every possible way to restrict monopoly,
and I do think that the concentration of the power in a limited number
of hands might easily be the first stage toward Government ownership.

In other words, if the thing gets out of hand, the Government is
going to step in. I think that is plain as day.

Representative Patyan. That is all.

Dr. Paton. On the level of corporate earnings at the present time
of course the immediate question is, what are the merits of charges
being made to the effect that the earnings of American corporations
are excessive, that our corporations are indulging in gouging, profi-
teering, exploitation, and that something must be done to curb these
insatiable institutions if inflation is to be checked and the standards
of living of the people preserved ?

This 1s perhaps an unnecessary thing to say but I would like to point
an aspect that I think is psychologically important that in any diffi-
culty there is always the desire to divert attention from the real causes
of our troubles to some imaginary culprit who can be safely scolded.

Organized business enterprise has occupied a whipping-post posi-
tion in this country for some time. By a process of personifying busi-
ness activity, using such expressions as capitalism, Wall Street, and so0
forth, as epithets, and forgetting that the people who provide business
with capital and who supervise business operation are ordinary folks
like the rest of us, as sort of mysticism 1s developed that tends to
obscure the real issues. I hope that the members of our National Leg-
islature, in pursuing their inquiries, will discount heavily all such
loose talk and abuse.
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I notice now that the accountant is getting to be a minor culprit in
this situation although I think again this 1s largely a matter of di-
verting the mind from the real problem.,

Senator O’MamoNEY. One of the real questions here, Professor, is
not to seek out whipping posts but to seek out sources of tax revenue
that will be sufficient to carry on the activities of the Government which
the great majority of people want the Government to carry on.

1 am sure so far as this committee is concerned that none of this talk
of yours about culprits and the use of epithets and the rest of that has
any application at all. 'We are here trying to carry on a constructive
study to find out whether or not corporate earnings are, in fact, at un-
precedented levels and if they are, whether they are properly and
sufficiently taxed.

Dr. Patox. Let me make this perfectly clear, and this is absolutely
sincere, that I have not the slightest intention of scolding this com-
mittee. 1 just wanted to express my opinion that all over the land-
scape, and it is a very important psychological matter, attention does
frequently become misdirected.

Senator Franpers. Of course we may have, if I may say so, the
problem of finding somebody or something to tax.

Dr. Paron. That is right; thank God you fellows have it on your
hands, not me.

Senator O’ManmonEY. You are advising us, Professor?

Dr. Paton. I am going to.

I would like to call attention to the fact that it should be expected
that the total stream of corporate dollar earnings for the country
would increase with a great increase in business activity and dollar
volume of sales.

Indeed, if the total reported earnings of all stockholders of the
United States were to remain constant or decline in a period of large
production and sales such a development would be cause for alarm as
far as the future of private business enterprise was concerned. We
must be on our guard not to form opinions carelessly on the basis of
aggregate figures representing earnings of stockholgers, earnings of
factory employees, or of any other group.

Only as the available data are carefully sifted, analyzed, and com-
pared is it possible to form reasonable conclusions as to what is going
on with respect to the relative positions of the various economic groups
making up the Nation.

This means, of course, that the pertinent question regarding the
current level of reported corporate profits—earnings of stockholders
is: Are such profits large relative to other factors? Do such profits
represent an increasing share of the national product? Are current
developments enhancing the economic position of those who furnish
risk capital and pinching other important groups?

In my judgment a careful study of the available data discloses that
a negative answer to any such question is clearly called for. The fact
of the matter is that the forgotten man of the present era is the com-
mon stockholder, the chap who provides risk capital. His showing is
poor whether it is expressed in terms of his share of reported corporate
earnings or in terms of what he has left from any dividends he re-
.ceives after personal income taxes thereon—his “take-home pay.”
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- No other important group in the community has been squeezed as
much as has the investor, and this includes the furnisher of risk capital
as well as the investor in bonds and other dollar contracts. One very
clear evidence of this squeezing is seen in the continuing difficulty of
raising new money for business expansion through the 1ssue of com-
mon stock—and the existing layer of risk capital in many cases has
been thinned by the issue of senior contractual securities to the point
at which new common-stock money is badly needed.

It is a well-known fact that new financing through issue of common
stocks has only been a trickle for years and there has been little or no
improvement in this situation in such supposedly good years as 1947
and 1948. This is a serious situation, and does not suggest that now is
the time to try to pick a little more meat from the stockholder’s bones—
unless it is deliberately intended to use this as a means of making the
position of private risk capital completely untenable.

The unfavorable condition and prospect of stock equities is further
evidenced by the state of the securities markets.

Senator O’ManonEY. Do you not think, Professor, that a possible
-explanation of that situation has been the growing concentration of
economic power in the hands of a comparatively few corporate giants,
these 3,000, of whom you spoke a short while ago out of some
400,000 plus corporations as a whole? So that, individuals hesitate
to risk their capital in setting up small competitive enterprise in the
same field ?

Dr. Paton. Well, I do not feel that way, no, although T realize again
that that is a very difficult question.

As I have said in my prepared statement the shares of many of our
best companies, many of these large companies that are supposed to
be doing so well, are actually selling at a low price by comparison with
the showing in earlier periods.

They are selling, for instance, now in terms of 1948 dollars, for much
less than their prices in 1946, in terms of 1946 dollars. If you take a
10-year period you find a showing there that I think is discouraging.
If these few companies are doing so well they at least ought to be able
to raise money by the issue of common stocks and all the evidence that
I am able to get hold of that is extremely difficult to do.

I think the official figures of the Securities and Exchange Commis-
sion show that the financing of recent years has been almost entirely
‘bonds and preferred stocks and that people with money to invest do
not want to take the position of the common stockholder.

Now to turn to the accounting for corporate earnings. An impor-
tant aspect of the present situation is that corporate net earnings as
currently reported are generally overstated to a significant degree,
particularly from the standpoint of the use of such figures for the pur-
ose of measuring the relative economic positions of those furnishing
unds and those furnishing personal services. There are no serious
.complications in measuring the earnings of a corporate employee, for
-example, who is paid $4,000 in the year 1948, or the schoolteacher, for
example. He receives 4,000 of the relatively cheap 1948 dollars and
that is that. In the case of the stockholder, however, the situation is
much more involved, although I am not saying that that is a whole lot
-either.

The earnings computed for the stockholder are the result of deduc-
tion from total revenues an array of applicable costs and other charges,
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and the final result is subject to all the limitations of an accounting
system that endeavors to deal systematically with the complex ques-
tions concerned with recording costs as incurred, tracing the course of
each cost factor through the stream of business operation, and allocat-
ing each type and item of cost to periodic revenue in a reasonable way.

%udgments, analyses, valuations, come into play all along the line
and the results are no better than the quality of the judgments exer-
cised. It is safe to say that there is no statistical problem that the
human being tackles more difficult than that of attempting to chop
the stream of business activity represented by the affairs of a large
corporation into annual segments and to state in black and white, in a
definite number of dollars, what the company earned each year.

It is no wonder that generally speaking we do not understand the
results of that very complex process. We do not understand how com-
plex it is; very few people do.

Take for instance this distinction between disposable income and re-
ported earnings. Quite aside from changes in the price level that is a
basic distinction. The income statement is made up roughly at the top
with a total stream of receipts from customers and then a large number
of charges are deducted from that in getting at the earnings.

Well, all through the year money is being spent by the treasurer
as it comes in to pay bills, expand inventories, if that is necessary, to
buy equipment, to retire current debt if that is excessive, and there are
a whole flock of ways for which that money is spent from day to day.

We come to the end of the year and we have accumulated computa-
tions which indicate that the earnings are, say, $10,000,000 and there
may not be any money at that particular point that is disposable to the
stockholder or anyone else. That is particularly true in expanding
businesses where there is a need from day to day for larger working
capital in the form of inventories and additional plant facilities.

That is also a puzzle to the stockholder and even the businessman.
X would like to say that I do not think accountants have done as well
as they might have to explain the situation, the distinction between
computed earnings and any money that might be in the bank at that
particular point available even to pay taxes as far as that is concerned.
That is particularly important in an expanding situation.

Aside from the technical complexity of the process, conventional
accounting has certain fundamental limitations. The most serious
is found in the fact that the whole structure is predicated on the as-
sumption of a stable measuring unit. The accountant assumes that the
dollar he is using in his reckoning is the same yesterday, today, and
forever. Unfortunately this assumption doesnot square with the facts.
It would be grand if the economic significance of the monetary unit
did not fluctuate, but that is not the case.

We are up against a real difficulty that the physicists are not up
against because the units that they use stay put.

As every citizen knows, the only aspect of the dollar that remains
unchanged from year to year is the name, and I sometimes get the
notion that we would all think more rationally about our economic
affairs if we changed the name every year or so as the economic con-
tent changed. Thus, we might call the 1948 unit the zollar, and this
would encourage clear thinking when we were comparing the present
value of money with, say the 1940 dollar
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Tlre accountant, in other words, records cost in terms of the dollars
shown by the invoices and other underlying documents at the time
the cost is incurred. Thereafter he absorbs this recorded cost into
operating charges and ultimately into expense or cost of revenue.
Occasionally he adjusts recorded costs downward to reflect declining
prices, before final disposition of the commodities or other cost factors
involved, but as a rule he does not make adjustments of recorded data
to reflect advancing prices.

This limitation of conventional accounting is not a serious matter
in periods of reasonably stable prices, but it is serious, in my judgment,
in a period such as we are now experiencing.

In the corporate income statements of 1948, for example, total
revenues or receipts from customers are being shown in 1948 dollars.
although not all in year-end dollars. Similarly labor costs and other
charges for current services, deducted from revenues in determining
net earnings, are shown roughly in terms of 1948 dollars. But certam
other costs, notably depreciation, are in many cases being deducted
in terms of plant expenditures made when the construction dollar was
worth two or three times what it is now. The result is overstatement
of real earnings, in some cases significantly. )

It must not be forgotten that although in many industrial companies
the reported depreciation cost figure 1s not a large fraction of total
expenses it may be an important figure when compared with net
nconie.

Assume, for example, that a particular company shows net earnings
for 1948 of $10,000,000 and that the depreciation included in expenses
based on recorded plant costs is $4,000,000. Assume, further, that on
the average the plant facilities of the company were acquired when
the price level was only half as high asin 1948.

In this situation it can be urged that the expired plant cost shown
as a deduction in the income statement is only half of what it should
be, in terms of the 1948 prices applied to most other cost factors, and
that the significant depreciation figure is therefore $8,000,000. With
such a deduction the net earnings reported would be reduced from
$10,000,000 to $6,000,000, a very substantial change.

In my judgment the change in the value of the dollar has been so
marked, and return to an earlier dollar has become so unlikely—
I am sticking my neck out there a little, but I believe that very firmly—
as to warrant changes in accounting procedure to meet the situation.

Senator FLanpers. You have, of course, the problem of changing the
accounting procedure as against changes in standards for reckoning
profit that are set by the Internal Revenue Bureau?

Dr. Parox. That is right.

Senator FrLaxpers. You will come to that, T presume?

Dr. Paton. Well, perhaps not directly, but one of the complications
that we must remember when we criticae the accountant for this and
that is that he is caught up in a highly institutionalized situation, in
which the tax structure is a part, in which he cannot just throw his
weight around as does a statistician who is not similarly restricted.

Senator O’Manmoxey. Professor, we read a good deal nowadays in
the financial columns of the daily press and the financial press of the
purchase of one corporation by another, of mergers of one kind or
another. We find a good deal said about the acquisition of the assets
of one corporation by another.
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Now, in the case that you have cited here, would you say that the
selling corporation would sell its plant at the inflated dollar or at
the cost dollar?

Dr. Pavon. The former, Senator, invariably, just as you or I or
anybody else would; that is, if we own a piece of land that we are
going to sell in terms of 1948 dollars we want to be paid the number of
dollars that is appropriate in view of the present picture.

Senator O’MamoNEY. In other words, 1n such a circumstance there
would be a large capital gain upon which there would be a tax.

Dr. Paton. That is right.

Senator O’Mamoney. Well, does that not make it clear that every
corporation has the capital gain advantage which is reflected in this
instance; namely, plants and equipment owned by every corpora-
tion are today worth a good deal more in terms of dollars although
the dollar may be cheaper than when originally purchased?

Dr. Parox. I think that it is worth more.

Senator O’Manoney. Would you take that into consideration in
your advice to this committee that we should not figure that profit?

Dr. Parox. Well, I think that you are raising an entirely different
question from the one that I am dealing with, i% I may say so. How
the earnings of corporations should be reported in view of very marked
changes in the yardstick is one question and the question what should
be done with any dollar gain which might be realized if those assets
are transferred to another entity at the present cheap dollar calcula-
tion is another question.

I would say that, relatively speaking, the number of instances of
those transfers at the present time is not a very significant factor in
the situation.

Senator O’ManoNEY. My question is merely, Is it not a fact that
inflation raises the dollar value of every piece of property that a cor-
poration owns ?

Dr. Paton. It should.

Senator O’ManoNEY. Surely it does?

Dr. Paron. The important point is that the accountant does not
follow that change, as I will try to develop here.

Senator FLanDERs. Just to pursue that thought one step further.
What happens is that while the present-day value of the facilities may
be very much greater than at the time they were bought, both the ac-
countant and the United States Government refuse to recognize that
fact so far as the depreciation reserves are concerned ?

Dr. PaTox. That is right; which is a very important aspect of the
situation.

Now the remedy, as I see it, is the systematic revision of recorded
costs to bring them into line with present prices in all cases in which
the recorded data are so far out of line as to render income statements
based thereon inadequate and misleading.

Many accountants would not agree with that procedure, but I believe
they would all agree that earnings records are subject to serious limita-
tions and should be read with due recognition of those shortcomings.

I would like to read a paragraph from a paper presented by an
outstanding professional accountant, Mr. George D. Bailey, the im-
mediate past president of the American Institute of Accountants and
it is in the article presented in Financial Management Series No. 91,
issued by the American Management Association.
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Senator Fraxpers. I take it that this is the gentleman who will
follow you?

Dr. PaTox. I believe that he is to follow me; yes, sir.

This is the paragraph that I am anxious to get in the record of this
committee :

There are certain palliatives, believe it or not, that are available within the
realm of generally accepted principles—

speaking of the problems of change of the value in money—

It is still possible to set up on the books current values of facilities and take
depreciation on such current values against current earnings. This, of course,
requires objective evidence as to the propriety of the amounts written up and
requires a continuation of the new position once started. It requires that the
transaction be entered into in good faith in order to avoid the aura of impropriety
that in the past has surrounded such write-ups, but it is a possible method.

I think myself that it has more to recommend it than appears at first glance
because if we are actually on a new and permanently high level of prices, the
sooner we recognize the stake the stockholder has in that new level, and the re-
sponsibility which management has to earn upon that level, the better we will
meet the transition period.

Now, I think that is a very sound recommendation although, as has
been pointed out by the chairman, that does not correspond to the basis
of reckoning if it 1s applied to the accounts of the company that is in
the tax structure.

There has been, as might be expected, a great deal of controversy
in accounting and business circles regarding this matter. As I see
it, the really Important point involved is the definition of cost. To me
cost is not just a nominal term but a measure of economic sacrifice or
force incurred.

Actual, significant cost is an economic quantum, not just a monetary
expression, If this is a reasonable view it follows, for example, that
if a building was built 10 years ago at a cost of $1,000,000 in terms of
1938 money, and the same building would now cost $2,500,000 in terms
of 1948 money, it is no longer reasonable to describe the cost of the
building as $1,000,000 in making a financial statement that purports
to be set up in 1948 dollars and that the reader is expected to interpret
in terms of 1948 dollars.

And, similarly, it is no longer reasonable to describe the portion
of the cost of the building deducted from revenues as depreciation of
1948 as a fraction of $1,000,000.

Senator O’MamoNEY. My question is, How many corporations would
actually build the same building? Is it not a fact that due to tech-
nological improvements of one kind or another factory replacements
and particularly equipment replacement is far more productive than
the outmoded building or equipment that has been depreciated and is
being replaced? In other words, is it not a fact that in many cases,
if not in most, a modern factory may be more productive than the old
ataratioof 2,3.oreven4to1?

Dr. Paton. Well, T think that you are touching on a very important
point and a good technical point for accountants and appraisers to
consider.

Senator O’ManoNEY. Let us amend your statement and say a good
technical point for an amateur.

Dr. Patox. A good technical point for a professional—I mean that
very seriously. %‘hat is something that T think was not sufficiently
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regarded in many of the appraisals that were made in the twenties
when we had perhaps a somewhat similar situation.

Senator Fraxpers. Can you not put that on the basis not of replace-
ment of an individual building or an individual piece of equipment,
but replacement of an equal productive capacity ¢

Dr. Paton. Mr. Chairman, I certainly would not want to argue that
real expenses in this sense of the quantum of economic force expended
should be measured literally by the replacement cost of particular
facilities. I think the point that Senator O’Mahoney has made can
be overstressed just like any other slant on these things. But I think
that there are industries where it is quite important.

The thing that you and I are interested in is the maintenance of
capacity in terms of capital goods and we are concerned with these
dollars only because we have to be, in connection with making measure-
ments in connection with these phenomena, and in any situation ac-
counting wise that I were making recommendations on, I would say
that that point ought to be taken carefully into consideration. I think
that the way you have expressed it, Mr. Chairman, hits the nail very
well on the head, namely, that in a very substantial sense the real cost
is the cost of maintaining the productive capacity in that business.
That is the thing that we are particularly interested in and that is the
thing we hope that the revenues will do for us as well as making some
return to the investors.

Representative HuBer. Professor, the contention, of course, is that
a dollar is not a dollar anymore.

Dr. Patox. I think that is beyond a contention, sir.

Representative Houser. This 1948 dollar—zollar—suppose the tax
collector should say that you owe $1,000,000 in taxes but yet we do not
want to accept the 1948 dollars. These dollars, the infiated dollars,

. well, they are worth only 50 cents and we would have to have $2,-
000,000. Would that not follow through ?

Dr. Parox. No; I do not think so. I think the way to handle it in
the tax technique there, is that for better or worse we have the 1948
dollar here and that is the measurement that you and I should think
in terms of and that we simply want to be careful in making any

- calculation that it is made consistently in terms of these 1948 dollars.

When figuring the thing consistently across the board in_terms of
1948 dollars instead of having a lot of figures such as those in income
statements that are in 1948 dollars and some other figures that are in
terms of an entirely different measuring unit, we should exercise care.

Now that creates a tremendous problem in equity. Of course, if
the 1948 dollar stays with us, gradually that equity problem will be
reduced.

Representative Huser. We will still use the term “dollar” but we
will do some bookkeeping to prove that it is not a dollar?

Dr. Paton. Yes; that is a practical thing.

I do think we need methods of more widespread recognition of the
fact that the dollar has changed. ‘

T am reminded of the story of the chap who came home to his wife
and told his wife he had a $500 advance in salary. This actually
happened, and he was feeling pretty good and Molly took a sour view
of the case. She said, “Well. that $500 increase wouldn’t make up the
increase in our grocery bills,” and some other bills that she mentioned
during the past year. She took the wind out of his sails.
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He said, “At least T am better off by having gotten the raise.”

1 She agreed with that. More 1948 dollars are better than less 1948
ollars.

We have trouble adjusting ourselves to this situation and that
partly because the accounts and statistics and so on tend to lag
behind the procession. °

If I might add another word here, and I realize I am perhaps doing
too much talking, but I might add that a lot of folks are saying that
the business of our Government and the rest of us is to get prices
down. Now although I am a school teacher on a fixed income, I do
not look at it that way at all.

I think our business is to try to avoid either marked decline or
marked advance in the general level of prices. It is ruinous to have
changes in value of money. We have gone through one convulsion,
and to go through another downward would be just as bad. T think
the impact of prices falling downward is just as bad. I think that
both private and public policy should be toward holding prices just
where they are as long as we can. That should be our policy with the
recognition of the desirability of minor fluctuations, to take care of the
fluctuations in the demand and any particular factors.

I myself have no patience with this notion that we should be trying
to get rid of the 1948 dollar. - I think we should be adjusting ourselves
to 1t.

Senator O'Mamoney. May I ask this question? Let us assume that
a corporation built its plant or acquired its equipment by the ex-
penditure of borrowed money, let us say, in a 1939 or 1940 dollar
and repaid that dollar substantially in 1940 or 1941 dollars, but still
was depreciating the cost as a matter of accounting. Would such a
corporation be entitled to get the tax deduction for which you con-
tend in terms of 1948 dollars?

Dr. Patox. Well, on that I would like to say first that I have a
sentence or two which I want to give you later on the question of
what consideration I think we might give to this tax situation.

I would not want to contend literally without giving the matter
still further attention that we should necessarily switch our tax
structure.

I mean that is a very difficult question. I do think, however, in
measuring the income for purposes of showing what a corporation
is doing relative to other elements in the community and so on,
that it would be highly desirable to adjust that deduction and I would
not consider that the fact that the money was secured in part by bor-
rowing had a bearing unless I were over in the utility field where we
are specifically regulating rates and trying to assure the company of
‘the narrow band of fluctuation.

I do not consider that the State or the public has gotten behind
industry in general in that way and, therefore, that the risk situa-
tion is altogether different, but that is again a big subject. '

I can see that you have picked up, Senator, some extremely interest-
ing and technical aspects on this. ,

I am not saying this for the sake of talking at all because I con-
sider this question of borrowed money in the utility field to be an
important factor in deciding what the reasonable rates are.

Senator O’ManoxEY. Why would it not be an important factor
in every field?
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Dr. Paton. I do not think we have gotten to the point yet where
the public is saying to industry that now we are going to restrict
Your rates to 5 or 6 percent, or whatever it may be, on the investment
and then if you have a bad year we will raise prices for you so you
will still make 5 or 6 percent. That is, we are still giving industry
the opportunity to keep abreast of the market situation and I think
that is an important distinctjon.

I want to mention the problem in conmnection with inventories,
which has been dealt with somewhat here, I think, already. It is the
same 1n character but to my mind less serious than the depreciation
problem that I mentioned, because of the relatively short time the
particular batch of merchandise or materials remains in the business.
Of course, where there is a sharp and sustained advance in material
costs, and costs are absorbed as charges to revenues on the assump-
tion of a first-in, first-out flow, it is fairly obvious thav a portion of
the reported net earnings period by period will represent funds needed
to provide the increased number of dollars that must be devoted to
replenishing the same old stock of goods, and will in no sense consti-
tute a basis for dividend distributions. )

Readers of 1947 and 1948 corporate statements have been In some
cases suggesting that a larger share of reported earnings should be
distributed in dividends. One reason, of course, for the retention of
earnings in substantial amounts in recent years is the great need for
funds for replacement and expansion of facilities, coupled with the
difficulty of securing new equity capital. It is fair to say, however,
that a partial explanation of the prevailing relation between divi-
dend disbursements and reported earnings in many cases is found in
the fact that reported earnings are larger than they would be if all
costs were measured in the same kind of dollars as are represented in
receipts from customers.

Here is my modest suggestion taxwise. It is to be hoped that in
revising the Internal Revenue Code, Congress will give serious atten-
tion to the possibility of authorizing the use of current replacement cost
of materials used and the replacement cost of plant facilities expired,
as of the end of the taxable year, as deductions in lieu of deductions
based on unadjusted book costs. I understand that developments
along this line have occurred in the income tax statutes of some
foreign countries.

As a final point that T would like to deal with, and then I will be
through with my statement, I have been worried about the tendency
to compute earning rates in terms of the present-day corporate state-
ments. I think that in view of the limitations of accounting, more
or less unavoidable limitations, that we have got to watch our step
In this connection. As I have tried to indicate, corporate earnings
are generally overstated nowadays in a significant sense because of
the practice of basing certain expenses on recorded dollar costs that
are out of line with current prices expressed in a new and cheaper
monetary unit. This is bad enough. But the error becomes magni-
fied when the overstated earnings are applied to an understated book
value of stockholders’ investment.

In many cases the dollar book values of corporate resources, par-
ticularly in the area of fixed assets, are very much less than the total
number of dollars involved stated in terms of present-day prices. We
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were talking about that a minute ago. Accordingly, a rate of earn-
ings, an earning power, computed in terms of these respectively over-
stated and understated figures is likely to be grossly improper and
misleading. Suppose, for example, that the reported earnings of a
particular company for 1948 amount to $10,000,000 and the total of
resources employed less liabilities as reported in the statement of
financial position is $50,000,000. Relating these figures it appears
that the corporation had an earning rate of 20 percent, a very fine
showing indeed. But suppose, further, that if all the costs deducted
in arriving at the earnings of $10,000,000 had been converted to 1948
prices, so as to place them on the same basis as revenues received and
other costs, the resulting net would be only $5,000,000. And suppose,
still further, that if all recorded asset costs stated in terms of earlier
price levels were converted to a current basis, so as to put them on
the same footing as similar assets recently acquired, the total of the
resources employed less liabilities would amount to $100,000,000. Evi-
dently earnings of $5,000,000 give only a 5-percent yield on resources
employed of $100,000,000—quite a change from the 20-percent rate
computed on unadjusted book figures. This is an imaginary case but
I don’t believe it 1s farfetched. Moreover, I am convinced that in
the case of some of our important companies that show an earning
power of 5 to 6 percent on book figures, the actual return on risk capi-
tal calculated consistently in terms of 1948 dollars, both with respect
to earnings data and assets involved, does not exceed 3 to 4 percent.
--Senator O’Manoney. Professor, before you leave that, have you
taken into consideration the fact that the Government in its expendi-
tures cannot take advantage of the 1940 dollar but must spend its
revenue in terms of the 1948 or the 1949 dollar; and when, therefore.
the Government is purchasing petroleum from a petroleum corpora-
tion in terms of 1948 dollars, is it altogether equitable for that cor-
poration to urge that it should pay its taxes not in the dollars which
the Government has to spend, but 1n the old dollar of 1940%

Dr. Paron. I would not urge that at all.
- Senator O’MaxoNEeY. Is that not what it amounts to?
- Dr. Paron. It does not seem to me to be so, Senator.
_ Senator O’ManoxEY. If you depreciate the plant and equipment
in terms of current dollars rather than in terms of cost?

Dr. Paron. It does not seem to me to be so. It seems to me that that
is precisely the point.-
~ Senator O’Manoxey. I do not get it. Would you explain it to

me? I will listen intently.

Dr. Parox. It seems to me that this is the fact: That we are in a
1948-dollar situation, as I said a few minutes ago.

Senator O’Manoxkry. And the Government is in that situation, too.

Dr. Paton. The Government is in that, and the Government is
taking in 1948 dollars and spending 1948 dollars, or planning to spend
1949 dollars as you said.

All T am interested in is calculations that are consistent, with that
when we are trying to size up the basic economic position of any group
in society, and I think that the result of our methods of reckoning at
the present time tends to make it appear that the stockholder has
earned more 1948 dollars than he has actually earned. That is what
I am interested in. I am interested simply in the question of trying to
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calculate as accurately as we can what the earnings really are in terms
of 1948 dollars.

Senator O’'Manoxkey. I think that that is a very important factor in
this discussion. How accurately can you calculite it and-what measure
would you take? Would you take an annual measure or would you
take a measure that would last for 5 or 6 years? What measure would
you take? Isit notnecessarily a theoretical measure and not an actual
measure?

Dr. Paton. Mr. H. W. Sweeney, a New York accountant, wrote a
book on that subject one time, that is called Stabilized Accounting,
and he suggested using the index that Carl Snyder computed or had
computed for years, and used that in his illustrations. It was a book
that he wrote in part as a result of his experiences with his observation
of the ruinous inflationary situation in Germany.

Senator O’'Manoney. What is the Snyder index?

Dr. Paron. It was the Second Reserve Bank of New York, the cost
of living index, computed for many years, and has since been dis-
continued.

Now, I do not believe that we could get universal opinion among
any group of accountants or any group of economists or statistical
experts as to precisely what sort of an index is an appropriate one to
use in the particular case.

Senator O’'Mamoney. If you cannot get an index, how can you get
a new system?

Dr. Parox. I think the most important point for you gentlemen
to realize is that there is a substantial question involved in these de-
preciation and inventory elements. As you pay current wages, you
pay substantially in terms of 1948 dollars, and there is no question
of the reckoning there. And as you receive dollars from your cus-
tomers, you are receiving 1948 dollars; but there is a very important lag
in the inventory situation, and in the plant a still more important lag.

I do not think that what I am saying there is anything novel or new.
That has been pointed out for years. Mr. Sweeney in his book pro-
poses a very systematic way of dealing with it, and he takes three
Jllt&strative companies and he goes over it. He shows precisely what
to do.

I mentioned that simply to indicate that an illustrative procedure
was very systematically and carefully worked out. There have been
other suggestions. I, myself, like the suggestion that was made by
the chairman, that we think in terms of productive capacity, that we
are going to permit an adjustment of these deductions for tax purposes.
And as I say, I think it would be well for us to give attention to it,
further attention than we have.

Senator O'Mano~NeY. Now, does that mean that you feel that a new
plant which is four times as productive as the old plant should have
a different rate of depreciation from one which was an exact dupli-
cation of the old plant? '

Dr. PaTton. In the case of the new plant built in terms of 1948 dollars,
or approximately 1948 dollars, I would say we would depreciate in.
terms of its recorded cost, because its recorded cost would be right in
line with the way in which other dollars were used. '

Senator O’'MasONEY. That is not what I meant. I meant in figuring
this depreciation, you would do it before the new plant is actually
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constructed or purchased, so that in figuring that depreciation are you
oing to figure it upon the basis of four times more productivity than
the old, or on the same productivity as the old ?

Dr. Paron. Well, the only suggestion that I would feel qualified to
make at this point would be this: That if we have buildings and other
facilities recorded in terms of 1938 dollars, on the average, of a particu-
lar company, the question of whether those are up to date and whether,
as management sees the situation now, we would be replacing substan-
tially in kind, would be a very important question in deciding what
would be an appropriate adjusted deduction. I do not think that I
can put it any more precisely than that at the present time.

Senator O’'MauoNEY. It 1s rather indefinite in your mind?

Dr. Paton. I think the theory is perfectly plain, but the question is
how you measure it in a given case.

Let me say one word further. Even conventional accounting is a
very difficult, complex thing.

Senator O'MamonEeY. The theory is quite clear, but the practical ap-
plication of it is rather vague?

Dr. Paton. The practical application, in part at least, is this: Let
us at least recognize in general terms that the stockholder of this coun-
try—I make a plea for him here, he has been pushed around a lot—
the stockholder is not as well off as is popularly supposed, by a long
shot. He is not doing as well as he is popularly supposed to be doing.
His take-home pay from most corporations is very modest, as compared
with what it was earlier and as compared with others.

Senator O’MamoNeyY. The number of stockholders who are actually
dependent upon this take-home pay is a very small fraction of the
total. I would venture to say that most of tlZe stockholders, by far,
in the United States Steel Corp., for example, have many other sources
of revenue than the dividends they receive on that stock, when one
considers that the average holding of stock in these large corpora-
tions which desire this new method of depreciation is comparatively
small. :

Dr. Parown. I wouldn’t be so venturesome.

Senator O’ManoNEY. So venturesome as what?

Dr. Paron. As to say some of the things that have just been said.

Senator O’MamonEey. Is it not a fact that the average holdings are
comparatively small?

Dr. Patox~. I believe that is true in many of the companies, but 1
have no information which would lead me to say that the dividends
are not important in the personal budget of millions of stockholders.

Senator O'ManoNEY. I did not mean to say it was not important.
T said that by far the larger number of corporate stockholders have
other sources of revenue besides their dividends.

Dr. Paron. I hope that they have, Senator.

Senator O’ Mawoxey. Surely.

Dr. Patox. I donot know very much about that, but I hope so.

There’s another general feature of conventional accounting that
tends to aggravate the showing of earning rates higher than true
yields. I have in mind the long-cherished tradition of conservatism.
For generations it has been second nature to the accountant to mini-
mize recorded assets. This is reflected in various practices and pro-
cedures. Small items of capital expenditures may be included in
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maintenance on the ground of conservatism, and in time the resulting
understatement of employed resources may be considerable. The treat-
ment of doubtful items is resolved in favor of exclusion from recog-
nized assets. Assets may have been fully depreciated in the accounts
and still have some economic significance. Assets acquired by the
process of accretion, such as the case of timber growth, may not be
reflected in the accounts. Organization and development costs, and
costs of raising capital, are often charged off although their contribu-
tion to the value of the going concern has not lapsed. Intangible assets
of various types may have been written off as a gesture of conserva-
tism. Marketing costs incurred, such as advertising, even when clearly
apphcable to the future are seldom included in acknowledged assets.
Now, when this general and partially unavoidable tendency to under-
statement of corporate resources is coupled with the limitations of
accounting resulting from the marked change in the level of prices in
recent years, we have a situation in which reported earning rates are
very generally overstated.

With respect to corporate accounting the conclusion I wish to em-
phasize is this: Under present conditions, and in the light of certain
serious limitations of conventional accounting, corporate earnings as
shown in current reports are generally overstated from the standpoint
of effective, disposable income, and corporate earning rates computed
by applying reported dollar earnings to reported dollar book values
are generally much higher than true yield rates.

I will just mention one thing more, that I am very much interested,
and I would like to impress upon you gentlemen the importance of
this, proper computations of earning rates in connection with the
discussion we are having nowadays in connection with corporate af-
fairs. My feeling is that when you get into that computation there is
a sort of a doubled-up error, because in so many cases we have not
restated the stockholders’ equity or the cost of these resources in terms
of present-day prices.

Now that, in my opinion, magnifies somewhat the situation by the
tendency toward conservatism that the accountant exhibits in always
being a little more willing to write off than to restore and being a little
more willing to reflect declining prices than advancing prices. That
is a sort of a condition in accounting, to minimize the recorded assets.

If any of you gentlemen have every looked into the affairs of any
considerable number of corporations at all closely in this regard, you
will find that the accounts do not show certain assets that may have
potency. If I might use a humble example, such a thing as the book-
keeping and accounting and recording system itself. I have never
seen that recorded as an asset anywhere, but yet it is a part of the
technical procedure, and there are other imponderable factors.

I want to mention that in calling your attention to the fact that
what you and I would think of as the total worth of the corporation
as a going concern may not be fully reflected in its accounts.

Senator O’Mamoxey. What you are saying to us, Professor, is that
the accountants are an asset to the corporations, but do not receive
their credit?

Dr. Parox. I am not sure but what they get all that is coming to
them.

That concludes the material that I intended to impose upon you
folks, and I think that I have already talked too long, probably.
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Senator Fraxpers. There was one question that I would like to
ask you, if you will clear my mind on it, with regard to testimony
given by Professor Slichter yesterday. He left me with the impres-
sion that the business firm was more or less helpless so far as correcting
depreciation charges was concerned, due to the rules under which he
must calculate depreciation for tax purposes; but that he had it within
his power to correct the misstatements in different year dollars so far
as inventory is concerned, by availing himself of the last-in and first-
out device in inventories. I have since, in trying to remember my
own business experience, or at least I think I recollect that he 1s
helpless there. Also, since he has had to make his decision quite a
number of years ago, he is not able to change at the present time;
is that correct?

Dr. Parox. My understanding, Mr. Chairman, is that there may
be a possibility of making a change with the consent of the Commis-
stoner. The firm has a right to apply to make a change. I have not
looked that up lately, but at any rate I believe within fairly recent
years quite a number of companies have gone over to the “Lifo” basis,
taxwise, with the consent of the Commissioner.

Mr. Bailey, the next witness, can perhaps check that more inti-
mately than 1, as I have not looked it up lately; but I would like to
say about that proposition that it really does not do fully what some
advocates imply, and it does base the cost of sales on the most recent
acquisitions up to the amount applicable to sales. But, of course,
it does not use literally replacement cost.

I think, however, Professor Slichter is right in this respect, that
in a general way under the so-called elective method of handling
inventory, provided by the Internal Revenue Code, beginning quite
a few years ago, and after considerable discussion, there is available
to the taxpayer a partial adjustment. There is a palliative to this
problem in that tax rule. Basically there is a recognition of the
change in the value of money aspect of our economic life.

I would say that is in that tax rule just as it is in the capital gains
tax. The reason that the capital gains tax, I take it, is in the pic-
ture, is because we all know that where a considerable period of time
elapses, economic conditions do change. Now, it is true that in the
depreciation situation in this country, no such adjustment has yet been
attempted.

I think that I would like to add this one more point in respect to
the suggestion there, that I do feel that the tax return is only one
of the products of accounting, and that there is no reason, even under
accepted accounting principles, why a corporation should not endea-
vor in a report to stockholders, and to others, to make just as clear
a picture as possible, as discriminating a picture as possible.

As was indicated in the quotation that I read from a paper by
Mr. Bailey, he feels, and I feel, that within the accepted framework
of accounting principles, if a management wants to do it, it does not
violate any principle of accounting to make an orderly restatement
of accounts that are no longer si ificant, having it properly author-
ized and properly formalized, and then going ahead on that basis. It
should be done only if you intend to stick to it for an appreciable
period of time. .
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That could not be reflected, however, at present in any special ad-
justment of the tax return, but I do not quite agree with those who
seem to think that a tax rule controls all of the accounting that may
be involved in making reports to stockholders and others. There is
no requirement, as I see 1t, that prevents corporate accountants and
corporate managements from trying to explain this situation that we
are talking about here, just as carefully as can be. And if earnings
are overstated from some points of view and that is not being properly
explained, we in the accounting field and corporate management have
ourselves to blame to a considerable extent. Because after all, people
are going to go by our reports, and 1f their limitations are not prop-
erly brought out, folks are going to be misled at certain points.

So I would make a plea here for the idea that it would be a healthy
development for corporations to take more pains in disclosing some
of these weaknesses, from certain points of view, in the calculations
that are being made. It would be helpful to the stockholders and help-
ful to management itself.

Senator FLanpers. Do you have other questions, Senator?

Senator O’MamoNEY. I have just one, Senator.

Earlier in your testimony, Professor, you made some allusion to the
dearth of risk capital, and the unwillingness of investors to go into
common stocks. It is my understanding that the November Survey
of Current Business, published by the Department of Commerce,
shows that the present ratio of common stock to all issues is 25 percent,
whereas in the late twenties, just before the crash, the ratio was 28
or 29 percent. -

That would seem to indicate, would it not, that common stocks are
standing up fairly well, if that is a fact, and I assume it is.

Dr. Paron. Senator, I have not checked into the November figure
on that point, but taking a look at the SEC reports and other figures,
I think that the case is perfectly clear that there has not been, and
is not now a substantial flow of new common stock money into business.

. Senator O’ManmoNEY. That raises the other question, probably as a
sort of a chicken and the egg question; is the emergence of the private
placement by insurance companies and other large institutions, and
financing out of accumulated capital, responsible for the dearth of
risk capital, or is it the other way around ?

Dr. Patox. I would say the other way around. In other words, the
chap with money has become suspicious of the prospects of residual
capital equities, and I think that that is literally true, and we do not
need to speculate about it. The evidence is overwhelming and it has
been true for some years, and even if you increase a trickle by 25 per-
cent, it does not mean much.

Those percentage figures are not very reliable, and I am willing to
say flatly that there has been only a trickle, hardly noticeable, of
common-stock money, new money going into business.

Now, the reason some of these companies have gone to the insurance
companies, and issuing preferred stock with sinking-fund require-
ments, is precisely because they are finding difficulty in issuing com-
mon stock. In the utility field, which has such enormous fixed capital,
the equities have been thinned in my judgment to a perilous point by
the issue of bonds and preferred stock, and I think it is generally recog-
nized that what these companies need very much right now to keep
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them in the kind of position that they should be in, is more buffer equity
money. You cannot have a legitimate preferred stock or bond, for
example, unless you do have a substantial buffer equity. I think the
situation there, Senator, is not reassuring, whatever the explanation is.
You have to bear in mind in a general way that, for one reason or
another, the inclination to invest in new common-stock money is mini-
mized considerably at the present time. I think that that is the actual
fact of the case.

Senator O’MamoxnEey. I still feel that a good deal of the cause of
this arises from the fact that long-term financing is not as available to
new business and local business from commercial banks as it is from
large institutions, and that has resulted in a growing demand for
Government finance; the RFC is constantly under pressure to make
loans to business and the RFC at one time announced a program of
loans to little and local business provided the local banks would par-
ticipate, but local banks have been rather hesitant to do so, probably
because in turn the Government regulations frown on long-term
loans, and the result is that insurance companies practice more private
placement, and there is more financing out of cumulative reserves, and
consequently a narrower field for real enterprise, new enterprise, to
operate. That is only an opinion.

Dr. Patox. Well, it is an extremely interesting situation there, and
the main thing I would stick to is that we are not getting the flow
of common-stock money that I would like to see. I think the continual
borrowing and borrowing without adding to the buffer is not a good
financial situation.

Senator O’'Mamoxey. Would you say that 25 percent is not a reason-
able proportion?

Dr. Paton. Not at the present time, no, nowhere near where it
should be. It should be substantially 100 percent new money right
now, in view of this thinning equity, in the utility field. These men
should be raising new common-stock money.

Eenator O’Manoney. Utilities have historically financed through
-debt.

Dr. Pato~x. With a substantial equity of 40 to 50 percent of stock
money, and that equity has been thinned.

Senator O’ManoNeY. And the story of utility stock in the twenties
and thirties was not a very satisfactory one.

Representative Parman. I would like to ask a few questions, Mr.
‘Chairman.

Professor, is not your theory predicated upon the assumption that
we will return to a dollar comparable to the 193940 dollar ?

Dr. PatoN. Noj just the reverse. .

Representative PaTmax. Just the reverse?

Dr. Paron. Yes.

Representative Parman. Upon the assumption that we will not
Teturn?

Dr. PatoxN. Yes.

Representative Patyan. And upon the assumption that we will re-
tain at least a 1948 dollar?

Dr. Patox. That is the assumption I am going on.
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Representative PatmanN. I do not understand your theory, then. I
will read your testimony carefully and see if I cannot get it.

Dr. Paton. The point I have been trying to make is that one of the
reasons I feel that adjustment with respect to these large elements of
plant, and so on, that are on our books at figures that I think no longer
are significant, is desirable, is because we are not going back to that
basis. If very shortly we are going to go back to that basis, then I
think the case for setting our house 1n order by stating everything in
terms of 1948 dollars would be less strong.

In other words, the fact that it seems to me we are pretty well com-
mitted to the price level that at least roughly is as high as the present,
would make me the more anxious to urge that the accounts of some
of these companies be revised, where their recorded assets are not in
line with the assets of other companies that have acquired their plant
facilities more recently.

Representative ParmaN. You would not return to a 193940 dollar,
if you could ¢

Dr. Paron. No, frankly I would not.

Representative Parman. It would upset the economy ?

Dr. PaToxn. I see what you mean.

Representative Parman. In other words our high national debt of
$260,000,000,000 can only be paid with good prices and good wages.

Dr. Paton. I think that a large debt, Congressman, has a great deal
to do with it.

Representative Patman. If we were to return to the 1939 dollar,
from a practical standpoint, we would increase our national debt 40
percent, would we not, in what the people have to pay with ?

Dr. Patox. I believe that is roughly correct, and although none of
us who hold the E bonds like to see the purchasing power diminishing,
we realize that we have a tremendous problem there, and the admin-
istration of this enormous debt will call for all of the resourcefulness
that you gentlemen have, and I think that to hope for or contemplate
a revaluation of the dollar upward would be a mistake.

Representative PaTaan. But you would like to have it retained as
it is now, in 1948.

Dr. Paron. Atany given moment of time it is desirable for us to keep
our monetary unit stable. In 1939 in a sense it was desirable for us
to hold it at the level then, and our policy now should be directed not
toward trying to undo the inflation we have gone through, but to try
to avoid continual extremities of inflation.

Representative PatmaN. In order to keep the dollar somewhat as
it is now, it is necessary to keep the high national income that we have,
over $200,000,000,000; that is correct, too, is it not ?

Dr. Paton. It seems reasonable to me, Mr. Patman.

Representative PatMan. In other words, we can only repay the na-
tional debt conveniently with a high national income, and we can only
have a high national income with good prices and good wages.

Dr. Paton. Another way of putting it, I think T agree with that, I
would like to stress this aspect; a high level of productivity.

Representative Parman. That is the national product; that is a lit-
tle bit in excess of the national income, is it not ?
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Dr. Patox. That is right, but I think that we see eye to eye on
that point.

Representative Huser. Professor, maybe you have covered this, but
do you think present corporation profits are excessive

Dr. Paton. No; I donot. I am speaking now of the general situa-
tion. I consider that a corporation is subject to the fat and the lean
possibilities of our economy, and as far as my evidence goes, any opin-
ions I have on it, I would say that I do not consider them excessive.
T think that is an improper term to apply. I do not think that the
total number of dollars reported can be compared with return to some
of the other elements in the community, just as they stand, as I have
tried to indicate. However, even if they were, and there was not this
accounting problem, I would still be inclined to say that the rise in
that share of the national product is not excessive, even if there was
not this accounting problem, because we have had enormous increases
in business, and why anyone should expect that a company should
double its sales, for instance, dollarwise, and not have somewhat larger
profits, I cannot understand. ,

Representative Huser. It follows to some extent, then, I presume,
that if, say, $40,000,000,000 does not represent $40.000,000,000 in
corporate earnings, then, of course, $60,000,000,000 Government ex-
penditures would not represent $60,000,000,000. It is not costing as
much to operate the Government as it would appear from the figures.

Dr. PatoN. I think it is best for all of us to think in terms of this
present dollar, and say the Government is spending so many present
dollars. Now, if for some statistical analysis we wanted to compare
that expenditure with something the Government spent earlier, I think
it is important for us to recogmze that the increase in expenditures in
a more objective sense is not as large as would appear on the surface.

Senator FLaNpers. Are there any further questions? If not, sir,
we will excuse you, and we thank you.

This session will reconvene at 2 o’clock this afternoon.

(Thereupon, at 12 m., a pecess was taken until 2 p. m., the same day.)

AFTERNOON SESSION

The subcommittee reconvened at 2 p. m., upon the expiration of the
recess.

Senator Franpers. The hearing will come to order.

This afternoon we have as our witness Mr. Bailey. Mr. Bailey is a
partner of the firm Touche, Niven, Bailey & Smart, of Detroit, Mich.,
and is immediate past president of the American Institute of Account-
ants. R

By chance we had two men from Boston yesterday and by similar
chance, in looking for the best men, we have two men from Michigan
today, although one comes from the cloistered atmosphere and the
other the hurly-burly. It will be interesting to see to what extent and
how they agree and disagree.

82989—49——6
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STATEMENT OF GEORGE D. BAILEY, IMMEDIATE PAST PRESIDENT
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS AND PARTNER
OF TOUCHE, NIVEN, BAILEY & SMART, DETROIT, MICH.

Mr. Bamey. Mr. Chairman, thank you for the nice little compliment
about Michigan.

T am here as an individual but, because of my official relationships
with the American Institute of Accountants over the last several years,
I think I can speak as well for the majority of the profession. We
accountants appreciate the opportunity of appearing before your com-
mittee, as accounting and an understanding of accounting implications
are fundamental to what we understand to be the purpose of this study.

Our profession incidentally is a profession that has to make these
theories work so we are caught on both horns of the dilemma in the
desire to follow these nice theories that are proposed but also with the
necessity of making them work in corporate accounting.

I thought if T might I would summarize the four points that I pro-
pose to direct myself to in the first instance. And they are as follows:

I. Corporate profits reported in financial statements at the end of
the year are not the same as dollars in the bank which corporation
managements can dispose of as they see fit.

I think that point is often lost sight of.

II. The present tax structure accentuates the problem of retaining
and reinvesting enough of corporate income to maintain the produc-
tivelevel of plants and facilities. :

ITI. Any consideration of profits as a return on investment must
recognize that profits are reported in current dollars whereas most
investment was made in dollars of such greater purchasing power.

IV. Corporate financial statements prepared in accordance with
generally accepted accounting principles should be interpreted in the
light of prevailing economic conditions.

As a brief explanation of these points I might still further sum-
marize. .

I. Corporate profits, or earnings, or income, are not the same as
distributable profits. A substantial proportion of the dollars reported
as profits must be kept for the business itself and cannot reach the
individual stockholder. This is true even with a stable price level,
but in a period of rapidly increasing prices as a result of inflation this
necessity for retention of profits as determined by accounting conven-
tions is greatly accentuated.

With a monetary unit fluctuating only as it did prior to the war,
prudent business management required that corporations retain part
of their earnings as a general protection against the fluctuations of
business activity and to provide the improved tools and facilities neces-
sary to increase production and reduce costs, and to provide for
necesary increases in working capital. ‘

In this inflationary period, those particular needs have increased in
importance and, in addition, the impact of inflation itself requires the
retention of additional amounts of profits or earnings. This impact
is at two major places.

First, as prices go up, a corporation is required to invest more dol-
lars in its inventories in order to have just the same quantities as it had
before, and profits need to be withheld to provide for that additional
investment.
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Second, in a very great many companies, including almost all manu-
facturing companies, machinery and facilities are constantly wearing
out and have to be replaced. With price levels constant, depreciation
on cost is presumed to provide for necessary replacements, presumed
to Il)rovide enough money to provide those facilities that have to be
replaced.

II)Sut with the increased prices today, the replacement of facilities
costs very much more than the original cost of the article being re-
placed. Profits should be retained in the business to offset this in-
creased cost, if business is to maintain its productive capacity. To
distribute all earnings, or even to consider as increments of mvest-
ments amounts required to replace inventories and plants at the higher
price levels, would be a quick and sure way of weakening our industrial
capacity.

I1. The second major point I wish to emphasize is that taxation
of corporate profits should be reconsidered from the standpoint of
the effect of inflation on the availability of corporate profits with
which to pay those taxes. Taxes have to be paid out of cash. Unless
profits remain in the business in cash, they are not available to pay
Taxes.

Congress has made provision whereby taxpayers can minimize the
impact of inflation on inventories, through the so-called Lifo method.
No such treatment is allowed for the increased cost of replacement of
facilities. 'The result is that a corporation is allowed a deduction for
depreciation on cost and then must save from its taxable earnings the
additional sums needed on account of the change in the price level.
But those sums so retained are subject to taxes.

If a corporation must save $1 from its profits for its replacement
problem, it must set aside roughly $1.60 of its profits before taxes in
order to have $1 left. Thus, in considering the replacement problem
and its effect on corporate profits, it is necessary at the same time to
consider that the problem is aggravated and accentuated by the tax
statutes.

III. The third point I wish to emphasize is the difficulty in dealing
with profit statistics which compare prewar conditions with postwar
conditions.

Most of the elements in corporate profits are determined on the basis
.of the current inflated monetary unit. Corporate invested capital in
most manufacturing industries and in many other companies is, in an
important part, determined on the basis of the prewar monetary unit.

Thus, any consideration of profits in relation to invested capital
must appraise the effect of this inflation and recognize that the invest-
ment would be much greater if stated in terms of current dollars.

I will amplify each of these later.

IV. Accounting itself has made substantial strides in the last 7
.or 8 years in refining and sharpening the concepts of income.

The American Institute of Accountants, through its committee on
accounting procedure and the issuance of a number of bulletins, has
.done a great deal to reduce variety of practice in important areas and
has, by and large, emphasized the importance of considering income
for a given year against the back drop of the economic conditions for
that year, rather than to have the impact of those economic conditions

-estimated, appraised individually and sporadically, in the determina-
tion of income for each company.
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That again I will talk about later.

Further, the American Institute of Accountants has paid particular
attention to the problem of depreciation as outlined above and as you
heard about, today and yesterday, to determine whether accounting
principles should be modified to permit or require depreciation to be
determined on the basis of replacement cost.

For many reasons, it came to the conclusion that such a change in
fundamental accounting principles was not desirable, but it did recog-
nize the problem as I have already outlined it and has recommended
that the condition be made known to stockholders and the public by
each corporation.

An Institute survey indicated that businessmen preferred not to have
the basic accounting principles changed. What the Institute has been
accomplishing by its sharpening of accounting principles is to make it
more frequently possible to compare the progress of one company
against the progress of other companies and with its own progress
over a period of years, all considered against the economic conditions
of those years,

I will take up each one of those with a little more discussion. I will
talk from a statement but I will try to make it as informal as I can by
interpolating.

First as to the nature of accounting profits.

Now, your committee of necessity will be dealing with monetary
profits reported by individual companies. These profits are reported
1n accordance with generally accepted accounting principles or, if you
prefer, in accordance with accounting conventions, which have been
developed over the years. To a certain extent these principles and con-
ventions have been fluid and have been sharpened and changed over the
years better to serve in the reporting of corporate income—but the
results still are monetary profits determined in accordance with ac-
counting conventions. That is an important thing for you also to
keep in mind in considering these corporate profits that you will have
before you.

These results are not necessarily the same as economic profits and
they quite frequently differ from the ideas of various people as to what
constitutes real profits, but they are determined in accordance with a
reasonably standard measuring stick—standard in the sense that it is a
measuring stick generally accepted.

But accounting is by no means an exact science and there has been
in the past and there 1s still, though to a lesser extent, a great deal of
room for individual accounting judgment to be applied. We account-
ants have heard something about unreal profits and phantom profits,
so I emphasize that corporate profits are stated in money in accord-
ance with these accounting conventions.

Senator Franpers. In your first section here of your testimony
you used in the middle of page 2:

First as prices go up, a corporation is required to invest more dollars in its
inventories in order to have just the same quantities as it had before, and the
profits need to be withheld to provide for that additional investment.

Now in general, do the companies with which you are connected
or with which you have particular knowledge, follow the Lifo prin-
ciple which is the last-in, first-out method or do they follow the more
conventional method?
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Mr. Bamey. By and large, the great majority of companies follow
the more conventional method. There are several reasons for that I
think, which I intended to touch on a little later, but I think perhaps
I can deal with here.

One is that the Bureau of Internal Revenue established pretty rigid
requirements that prevented or deterred, even prevented, a great many
people, a great many companies, from following this Lifo method.
The courts liberalized that interpretation so that today many more
companies can follow the Lifo method than could have followed it
before and have it accepted by the Bureau.

The only trouble is that after that liberalization by the courts, that
price levels were already so high that the advantage accruing to a
corporation from going on to a Lifo method seemed hardly worth
the trouble for many people.

There is a specific angle about that that I think your committee
would be interested in. There is a requirement that in order to have
the advantage of this Lifo method the corporation must keep all of
its accounts and render all of its statements on the Lifo basis and
many corporations, having had the Lifo method disallowed by the
}])3111_‘82111 of Internal Revenue, kept their books on the more conventional

asis.

So that, when the point was liberalized by the court decision, that
provision seemed to make it difficult for the corporations that had tried
to get that allowed back in 1940—41 to go back to that period and get
that allowance. :

Senator FLanpers. In so doing, would they have a retroactive right
to excessive taxes they had paid 1if that basis were allowed?

Mr. Bamey. Yes; they would. Some corporations were protected
by claims for refund. Those that felt the Bureau’s position was
entirely wrong and felt strongly enough to continue their bookkeep-
ing basis and fo protect themselves by a claim for refund have an un-
questioned right to get that recovered. Those who were convinced by
the Bureau that it was hopeless to continue are in a little different
category. But some of those who had it denied are in a little better
position than those who did not even try.

Senator Franpers. That puts a premium on belligerence.

Mr. Bamiey. It does indeed, it is a gross penalty on those corpora-
tions that believed the Bureau knew what it was talking about or
thought it was too difficult to argue with them with respect to it.

I have some figures here later on that may interest you in that con-
nection.

Senator Franoers. I do not want to anticipate your talk.

Mr. BamEy. Perhaps I can give that illustration later on as it
comes in its place and 1t will fit in a little more accurately.

Before I leave this first part of accounting and accounting conven-
tions I want to talk a minute on some of the accounting words that
I think have gotten us into trouble.

We have grown up with the word “surplus” which implies to a great
many people that something about that is not needed.

Surplus today even more than it has been in the past, is a balancing
figure and is represented on the other side not so much by cash as by
accounts receivable and inventories and plants all of which have a
dollar mark on them much higher than they had before. This surplus.
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we are beginning to call net earnings retained in the business because
that 1s just what it is.

We have the problems of reserves. We very often find corporations
with reserves for contingencies or resérves for future decline in inven-
tory prices, but those reserves are seldom, if ever, represented by cash
or funds.

By the same token the reserve for depreciation is usually not a cash
reserve that is available for any other purpose, or any other cash re-
serve that is there at all. Tt is invested in plant to some extent or it
has been put into working capital during this period when working
capital has been so short.

Senator Fraxpers. Do you think it is proper to call that bad-busi-
ness practice?

Mr. Barey. Well, I do not think it is, no; because it is pure ter-
minology. If yousay a reserve for depreciation or a reserve for future
declines in prices, the latter is an earmarking of the stockholder’s
equity that has to be taken into consideration.

Senator Franpers. I am thinking of the New England railroads
in the first 20 years of the century who carried their reserves as book-
keeping and paid off the funds, reserves to depreciation, and paid out
the funds in dividends and their rolling stock and part of their right-
of-way deteriorated to the point where they were practically useless
and they had no money to buy the new with.

Mr. Bamrey. The railroads in the early part of the century were not
using a reserve for depreciation very much. They were handling
their problem by the theory that they were keeping up their current
maintenance and charging their earnings with enough maintenance
to keep the properties in order. ‘

Actually what happened to a great many railroads in that period
is that they let this maintenance fall way behind because the demand
for earnings and for dividends was pretty great.

While T am not too familiar with the history of some of those New
England railroads, I think that probably is as good a general char-
acterization of what happened as any.

They had neither reserves for depreciation nor did they keep up
their current maintenance problem. They got in trouble even with
a reasonably stable price level. But if they had been faced with an
increase in price level where it cost them twice as much to buy some-
thing to replace the old, they would have been in trouble long before
they were.

Senator FLanDERs. Yes.

Mr. Bawry. This whole business of profits in relation to distribu-
table profits is an interesting thing. I read over briefly this morning
Professor Slichter’s testimony yesterday, speaking about the over-
statement of profits and the conservatism of the accountants.

Economists, of course, would like to have the figures reported by
corporations that approach what the economists regard as real in-
come. The accountants have played around with that a great deal
and they find a considerable disagreement between economists as to
what constitutes real income. .

But they have found extreme difficulty in any measuring stick that
would be satisfactory to any more than one person. 1 come to that
a little later. .

Senator FLanpers. You may proceed.
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Mr. Bamey. Now, a basic accounting convention is to match costs
against revenues, with due regard for prudence. When an article
is sold at a given price the problem in accounting is to gather the
costs so that a profit-can reasonably be determined. Accountants have
to determine costs of the merchandise sold and the cost of the invest-
ment which is used up in the production and sale of product. :

With a reasonably stable price level, that principle has not only
measured profits in accordance with accounting conventions but has
not been too far away from what the economists might consider profit.

There have been periods in there where the level has been substan-
tial but on the whole the important price level changes have been
temporary and so that difference has had a tendency to be lost sight of.

The use of cost has served most of the needs of our society, and I
emphasize that because it has served the needs over a long time. Partly,
this was, I think, because our society has not been interested in cor-
porate profits in the past to the extent that it is today. There was no
such need for a sharp determination of profits, nor was there a need
for clear understanding of corporate profits as there is today. That
has all come up, and the necessity has been sharpened over the last
10 years.

Senator O’Mauoney. Why?

Mr. Bamey. Well, I think there are several reasons for it, the in-
creasing number of people that are interested in our corporations, the
increased importance of corporations as a whole to our whole business
economy. I think those are perhaps the two major things. There has
been some activity over the last 10 years with respect to challenging
the division of the fruits of the corporate enterprise among the various
people or groups of our society that have been interested.

Senator O’MamONEY. In other words, the corporation has become a
more important segment of the economy, it does a larger proportion
of tﬁle business than formerly, it gives character to the economy; is that
right?

Mr. Bawey. I think the corporation has become an increasingly im-
portant segment. I am not sure it does an increasing percentage of
the business.

Senator O’'ManoNEY. Well, it gives its character to the economy?

Mr. Bareey. Right.

Senator O’Mamoxey. If we adopt a system which reduces the tax
burden to be paid by the corporation, assuming that the Government
has an obligation which can be met only out of revenue—an assumption
which of course we have to make—then any revenue which may be lost
by reason of more favorable treatment of the corporation, an adjust-
ment of accounting methods, the depreciation which is argued for here,
would mean that a larger proportion of the necessary revenue of the
Government must be obtained from some other source?

Mr. Bamwey. Well, taking it strictly as you stated, Senator, it 1s a
mathematical condition. If you need $45,000,000,000 and you are go-
ing to get X billion less from corporations, that X billion has to come
from somewhere else.

Senator O’ManoNEY. That of course is what the taxing authority
has to think of. . :

Mr. Baitey. In a way but it also has a strong social implication
beyond that. I think it is extremely necessary that the tax burden
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on corporations be a reasonable burden ; that it be a fair burden; that
there not be taxation of unreal income; that corporations not be
asked to pay taxes out of profits or cash they do not have.

I think 1t is important that the tax structure be careful to get
tax from corporations only on the profit that can be distributed or on
the section on which money is available to be paid to the Government.

Senator O'Mamo~xry. But as I pointed out this morning when Pro-
fessor Paton was on the stand, when the Government for purposes of
national defense, for purposes of its international obligations, for pur-
poses of taking care of the veteran, and so forth, spends its funds,
1t spends the current dollar.

Mr. Bawey. That is correct.

Senator O’Mamonry. And if the corporation is allowed to pay its
taxes or any portion of them in a different kind of dollar, if its profits
are not figured in the inflated dollar which the Government must
spend, does that not result in increasing the burden upon Government ?

Mr. Bamey. Noj I think it might work the other way. If you ex-
Eect a corporation to determine its profits on the basis in part at least

y using up old value dollars because it is the only monetary unit that
comes in, you may be asking the corporations to pay in a different kind
of dollar than today’s dollar.

Senator O’ManoNEyY. Actually it does pay the taxes in today’s dollar
and must necessarily do so?

Mr. Bamwey. Of course that is true; that is what it pays it in. It
pays that on profits that are determined in accordance with some
scheme. :

Now if those profits are determined entirely in terms of today’s
dollar, then everything marches along together.

Senator O’MamoneY. The discussion is entirely theoretical up to
this point because no witness has as yet described the scheme which
you have just mentioned. Professor Paton spoke of some sort of
index but he was indefinite as to what that index would be, whether
it would be a firm index or a variable index or what sort of index
it would be. Can you tell us what your standard would be? .

Mr. Bamwey. Do you mind if T take that up after I get a little more
background on this? It comes next and it is a basic part of our
problem; it gets into the tax thing. I do want to discuss it with
you and I do not want to run away from it.

We got to the place where I said that our society had not been as in-
terested in corporate profits as it is today and that we had not needed
as clear an understanding of corporate profits as we do now, nor as
sharp a determination.

Today, however, after several years of rapidly increasing price
levels, the use of the accounting conventions related to cost rather
than to current values produce a figure of profits with respect to
which there are certain economic restrictions.

Corporate profits determined by accounting conventions can no
longer be regarded solely for the establishment of prudent reserves
for protection against the variations in the business cycle, for re-
servations for expansion, or for dividends, or even, perhaps, as indi-
cative of possible price changes for the product ; they must be regarded
first from the standpoint of some economic restrictions which make
inexorable demands upon those points.
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Accounting has had difficulty in measuring those demands and has
believed, by and large, that it was preferable in reporting on the in-
come of corporations to maintain the old measuring stick. The two
major difficuities in the field T will discuss later, the depreciation and
inventories that you heard 'so much about already.

Accounting, by and large, however, has made a great deal of prog-
ress in sharpening the presentation of corporate income year by year.
In its essence, this his been the direction of reducing the arbitrary
shifting of accounting income from one year to another, or from good
years to bad.

I cannot overestimate the importance of the progress that has
been made in that over the last 10 years. It has been in the nature
of minimizing reserves designed to cushion the economic impacts of
future years where those cannot be foreseen and where such cushion-
ing is bound to be arbitrary, individual, and sporadic.

1t has, again speaking generally, worked toward the disclosure of
income for the single year, to be appraised against the backdrop of
the economic conditions of that year rather than to have the appraisal
of future impacts deducted or added in the determination of the figure
reported as profit, without any generally accepted practice in that
regard or any basis of measurement therefor. It has also worked in
the direction of excluding from the determination of income items
which have no relation to the operations of the year, are clearly related
to earlier years, or are subject to the whim of the management, where
such items are important.

Now this movement toward sharpening the principles of income
for the year has proceeded very rapidly since the close of the war, but
during the earlier of those years the conventions had not yet sharpened
to the point that has now been reached.

Now I emphasize this particularly because in this study you are
bound to be considering the reported profits of one company or an-
other, or one group or another, and this continuous refinement of ac-
counting principles and conventions over the last few years is some-
thing you should have in your mind.

The American Institute of Accountants has been in the forefront of
this movement to sharpen concepts of income and its bulletins on
accounting procedures have been the most important factors in
reaching the positions I have stated above.

We will see that your committee has a file of these bulletins and,
incidentally, I will leave a number of copies of an article I recently
wrote in the same area entitled “The Increasing Significance of the
Income Statement.”

Senator Fraxpers. We would be glad to have that.

(The article was filed for the information of the committee and is
available in the committee record.)

Mr. Bamey. In spite of the fact that accounting progress over the
recent, years has pretty well eliminated any arbitrary reducing of in-
come in good years and increasing it in bad, one still hears comment
about the looseness of accounting principles. 1 recently heard a repre-
sentative of one of the larger labor unions seriously criticize account-
ing and accountants for such fancied looseness.

But the plain fact with respect to that particular criticism was that
the auditors had almost invariably pointed out that the procedures fol-
lowed by the companies were not in accordance with generally accepted
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-accounting principles and that fact was clearly available to anyone
‘who read the statements.

~ I'point that out strongly to you because you may hear the criticism of
-departures when in such cases accountants have clearly pointed out the
departures and the companies have assisted in that disclosure.

Some companies, particularly with respect to depreciation, have felt
‘that accounting principles were lagging behind realities and wanted
to report income to the public on the basis of what they considered such
realities, but in all cases that I recall the departure from generally
accepted acceunting principles has been clearly indicated and meas-
‘ured.

This may be a good point to insert parenthetically that in your con-
sideration of the financial reports of individual companies, you note
also the comments of the auditors with respect to those financial state-
ments. The auditors may have given clear approval or they may
not have done so.

Now accounting has not yet succeeded, and I hope it never will, in
putting income reporting into a rigid mold, for this will conceal more
than it reveals. Nor is 1t possible in most cases to compare one com-
pany with another on the basis of its percentage of earnings to its in-
vested capital or to its sales. Businesses are seldom so alike that such
comparison can be meaningful.

In addition to the variations in business methods and business pro-
duct, there are the variations in costs of plants and facilities, in the
good will built up in the past, in presence of patented products, for it
1s seldom indeed that such intangible values, no matter how valuable,
are carried as a part of the invested capital.

Incidentally, that is one of the difficulties of comparing rates of
return. So many have charged off so many good values, intangible
and otherwise, that it now throws an added difficulty on comparable
percentages of return.

Some companies will have spent tremendous sums over a long period
of years for the establishing of trade names and trade brands and
dealer organizations and distribution outlets, which sums have all been
charged off, but which if they had been accumulated and carried on
the books, they would have clearly increased the invested capital.

But we accountants do think, by sharpening the determination of
income for each year by reducing the varieties of procedure in many
important areas, that we will help to make it possible to appraise more
accurately the progress of a company year by year in the light of
the economic conditions of those years and to compare the progress of
one company year by year with the progress of another company
operating under the same broad economic conditions.

So, as an accountant, I ask you to remember that accounting pre-
sents certain facts and opinions, but that in considering corporate
profits it is necessary to deal with and perhaps interpret the facts which
are so presented.

If I may, I would like to pause a moment and talk to two particular
points in Professor Slichter’s paper yesterday and in Professor Harris’
paper. You will remember that Professor Slichter in the early part of
his talk said:

Why are there such discrepancies between the real profits of American cor-

porations. and their reported profits? There are two principal inaccuracies in
reports on profits. One arises from the fact that most corporations insist on
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“counting a rise in the cost of replacing inventories as profits. The other is
that most corporations count the rise in the cost of replacing plant and equipment

. as profits.

Now while the professor gets to a conclusion toward the end that is
about the same conclusion as I have, that you have to segregate and
pay attention to these particular economic demands, I ask you to re-
member that neither the cost of replacing inventories, the rise in the
cost of replacing inventories, is a profit or is considered as such, nor
is the rise of replacing plant and equipment considered a profit. ]

The mere rise in the price of a plant such as you mentioned this
morning does not give rise to a corporation reporting a profit. The
mere fact that an inventory costs more to replace than it did, does not
in itself give rise to a profit.

I will come to that later but there is a fallacy that the increase in
price level results in profits, reported profits.

Senator Franpers. Is not the point he was trying to make that the
ordinary person in reading the company’s annual report assumes that a
larger part of the profit reported-is available than the facts warrant?

Mr. Bamey. That is right; that is why I said I thought we got to
the same end result but part of our trouble with this whole problem
is the concept of profits. The economist measures profits, I am told

"(there seems to be some disagreement), on whether you have as many
real goods at the end of the period as you had in the beginning.

Anyway, it is a definition I have found useful.

Accounting determines profit by the profit of the transactions as
the business goes along in its daily sales and purchases.

I think, as a matter of fact, and I will develop that later, what we
have is not a profit resulting from the rise in prices, but having deter-
mined our profits under those conditions, we have at the end certain
losses that we are stuck with, what I have called the economic re-
striction.

The other point, and I take it at this time, is what he called No. 6:

Why have American corporations so generally overstated their profits during
the last few years?

Again I want to say that that is an economist’s overstatement, if 1t
exists. It is his definition of what constitutes profits and not either
the accounting definition or the businessman’s definition.

The principal reason is probably that accounting is a conservative
and conventional art and accountants are slow to adapt their methods
to new conditions and new problems. Accountants are not used to
taking into account the permanent changes in the price level. Ac-
countants have been criticized for not developing some scheme to meet
this inflationary problem. The plain fact is that accountants are con-
servative enough to want to know where they are going before they
give up the old conventions they had been using for many years.

Senator O’ManoNEY. We have three kinds of profits now, if I under-
sand you, the economists’ definition of profit, the businessman’s defini-
tion of profit, and the accountants’ definition.

Mr. Bawey. I meant to take the last two pretty much together,
businessmen and accountants.

Senator O’'Manmoxey. Do they agree?

Mr. Bamey. Yes; by and large they do, and I will give you some
figures.
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Senator O’MauoNEY. But, at least, you warn us against the econo-
mists’ definition of profits? ,

Mr. Bamey. Noj I just say that the economists’ definition of profits
is a different kind of thing. I do not want you to think that the busi-
nessman’s profits and accountant’s profits are wrong because they do
not get to the economist’s answer.

Senator O’ManmonEY. The question that the committee will have to
express an opinion on eventually is whether the Government should
derive its revenue on the economists’ definition of profits or on the
businessman’s definition of profits.

Mr. Bamey. Strangely enough I do not differ with the economist
so much on that point, sir.

Senator O’ManoNey. Anything that can reduce the taxes of the
big fellow, that is O. K.?

Mr. Baigey. No, sir; I do not take that position, sir. All of my
talk on corporate taxes, I am talking about big and little corporations.

Senator Franpers. I think it might be inferred that perhaps that
might not be the end result if the economists’ definition is the right
one for taxation, because the requirement for a given amount of Gov-
ernment income still remains and the expedient might well be to raise
the general level of business taxation. All that you would do, if the
economists’ definition is accepted, would be to introduce a greater
measure of equity in the collection of the taxes on that basis.

Mr, Baney. I think so. The point that is in my mind is that it is
pretty hard to get taxes from something that has been invested in
plants. I have not been talking on the total burden on corporations,
sir. T am desirous of having a tax that keeps corporations healthy but
I am not presuming to say where that point is.

I wanted merely to bring out the fact that the accounting deter-
mination of profit gives a figure which needs then an economic determi-
nation. There are economic claims and restrictions on that profit that
Professor Slichter brought out and which I fully agree with, and I
will touch on that later,

Dr. Harris’ definition of what are profits I touch on here, “higher
values for inventories means higher profits.”

I disagree with that completely.

[Reading:]

Should inventories be revalued at replacement costs then profits would be sub-
stantially reduced.

That just is not true either. It is not important except that cor-
porations report this profit in accordance with these accounting con-
ventions and I want that point as to what their profits are, what those
conventions do, to be as clear as possible.

Now we come to inventories. I spoke earlier of the economic re-
strictions which are placed upon profits, particularly in the two areas
of inventories and plant replacements. First let me deal with the
inventories.

With the exception of a small percentage of business concerns, in-

.ventories are kept on a cost basis, unless market has gone off, which
assumes that the earliest or the average cost is that to be considered
in determining the profit on a sale. o

In a very large percentage of cases that is an exact reality because

all business'does not mark up its profits to recover what it will have to
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pay to replace its goods but more generally acts to try to recover what
1t has paid for its goods.

Senator O’MauoNEY. Would you repeat that please?

Mr. Bamey. In a very large percentage of cases that is an exact
reality because all business does not mark up its profits to recover what
it will have to pay to replace its goods but more generally acts to try to
recover what it has paid for its goods.

If a business buys an article for $1 and sells it for $1.25 and can
repurchase a similar article for $1, it presumably has 25 cents profit.

‘Where a business buys that article for $1, sells it for $1.25, and has to
Ppay $1.25 to buy a new article which it mlght then sell for $1.50, it
has received a profit of 25 cents for sale, but the economic restriction
upon that profit is such that it can be used for nothing at all except the
replacement of the article which was sold.

What I am trying to bring out is this: You have had some good con-
versation that the increase in price level means increasing profits as if
corporations in selling an article sold it on the basis of what would
have to be p‘ud to buv another article, rather than selhng 1t on the
basis of what it paid for that article. There is quite a difference there.

Senator O’ManoxeY. Which is the common practice?

Mr. Bamey. I think by and large the common practice is to relate
selling prices to cost rather than what it costs to replace that article.

Senator O’Manoxey. If I understand your example it is this: An
article is bought for a dollar; that is the cost to the corporation. It
sells it to the consumer for a dollar and a quarter. The replacing of
it may cost as much as $1.25. Now are we to understand that depre-
-ciation should be allowed on the first article on the basis of replace-
ment cost so that the 25-cent differential disappears into the future?
It isnot an item of profit, it is not the basis of tax, but goes into the new
‘basis upon which the new sale of the replacement item is made?

Mr. Batey. Senator, I had not gotten nearly that far. I was deal-
ing now with the effect of the increased price level.

Senator Franpers. You are talking about inventory rather than
‘replacement ?

Senator O’ManoxEY. Let us go to the point.

Mr. Bamey. This item that I had did not have the point of deprecia--
‘tion in it. You buy it for $1 and you sell it for $1.25 even when you
know when you sell at $1.25 that what you have to pay for another
one will not give you any margin for expenses or profits. So, you

buy the new one and sell that for $1.50 and it is a continual relation-

ship of selling price to cost. There are places where it is sold on the
‘basis of replacement; and I suppose there are many cases where the
influence of the hlgher replacement cost do have some bearing on a
“Thigher pricing situation, but it is hard to appraise.

Senator O’Maroney. Is it not a fact that you might have a situation
of this kind. The depreciation is allowed, the 1nventory depreciation
-of this extra 25 cents, because it will cost ‘that extra 25 cents to get a
new article; but then when the time comes to sell that article, con-
ditions have changed. For some reason or another the corporation
desires to get a qulck turn-over, and instead of selling the new article,
which cost the $1.25, for $1.50, it sells it for 99 cents in order to get
the money and thereby reports a loss. There is no profit at all, but a

Joss. So here you have the 25-cent profit wiped off the books’ by an
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accountant’s legerdemain, and the new loss deprives the Government
for the second time of any revenue with which to pay the expense of
Government.

Mr. Bamwey. That just isn’t right, but it is not to easy to lead you
down the path on that one.

Senator Fraxpers. You pay the $1 and the $1.25, and you have spent
$2.25, and you get $1.25 and 99 cents, and you have received $2.24,
which is a bad bargain and no profit in the operations.

Mr. Bamwey. And you had to pay some expenses in the meantime.
But Senator O’Mahoney has in his mind this “Lifo” method of inven-
tory where there is some relationship of the replacement price to the
cost level which is used in determining taxable profit.

In the first place, as I said before, the very, very great majority of all
corporations do not have their books on that “ifo” basis, large and
small. In the second place, that cost, that drop from $1.25 to 99 cents
is not a drop from $1.25 to 99 cents, because that same 25 cents that
was saved out for “Lifo” on the first one gets applied on this one, and
you are dealing with $1 inventory instead of $1.25; so that they do not
get, the saving of the taxable profit one way and a taxable loss on the
other. They just offset each other.

This “Lifo” thing is about as complicated a calculation as there is,
and it is subject, incidentally, to Treasury Department rules rather
than to, let me say, logical rules. simply because there has to be ma-
chinery by which the Treasury Department can approve the taxable
income under that method.

Senator O’ManmoxEY. Do not forget, Mr. Bailey, that the Treasury
acts on the advice of accountants, too.

Mr. Barrey. Not as often as we would like, sir. We are getting to
this business of argning with the Treasury on this matter of depre-
ciation, and I will get to that a little later.

While we are talking about profit and economic restrictions on
profits, I would like to move over a moment to the Department of
Commerce figure of $5,000,000,000 in relation to 1947 corporate in-
come. The ﬁepartment has been quite aware of this problem, that
profits reported by corporations are not profits determined by infla-
tionary prices. It was pointed out for the last several years that there
is an economic restriction on those profits. The figures for 1947, for
instance, in round amounts are reported to be some $18,000,000,000, and
then the Department pointed out that $5,000,000,000 was necessary as
an inventory adjustment. There has been some misunderstanding
about this figure. This does not mean that business made $5,000,000,000
more profit as a result of the advancing trend of prices than it would
have made on the stable price level. That, I think, you should have
clearly in mind. In many cases, profits do not mclude a specific
attempt to recover the replacement cost. But this $5,000,000,000 does
mean that of the $20,000,000,000 which corporations have reported for
1947, or $18,000,000,000, there is an economic restriction on $5,000,-
000,000 of that profit which has had to be reinvested in inventories to
maintain the same number of individual items.

So that of that $18,000,000,000 profit, the report of the Department
of Commerce figure is that businesses have had to save out $5,000,000,-
000 of that profit because it cost us $5,000,000,000 more to carry the
inventories than it did at the beginning of the year.
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Now, not all companies have followed the accounting conventions
on inventories that I have indicated, that is, the first-out or average
that I have talked about. Some have adopted a convention well recog-
nized and accepted, dealing with inventories on what is called a
“Lifo” basis. This 1s a little repetitious, but it may be worth while.
This, to a certain extent, considers that the last goods acquired are
those that are sold first, and thus more closely relates costs to current
prices. This does incorporate in the accounts some of the economic
restriction referred to, since it continues to carry inventories at an
old level of prices instead of current inflated prices. While there is
a very substantial number of companies who follow this convention,
particularly where inventories are long in process, there is a com-
paratively small percentage of all companies; also, techniques of
calculating prices under this method vary considerably, mostly because
of the basic dates on which the calculations were first started. The
fact that not more companies follow this procedure is an interesting
phenomenon which is due, I think, in part to the fact that most in-
ventories have a fairly quick turn-over and mark-ups are planned with
relation to cost; in part to the attitude of the Bureau of Internal
Revenue, which was not liberalized until recently ; in part to the dislike
of starting such a plan on current price levels; and in part to general
mnertia in changing the fundamental accounting principles for the
individual companies. ’

The importance of this point from your committee standpoint is
that in comparing individual companies you must be alert to the
problem of whether inventories are calculated on a “Lifo” basis or
not, and that you may want to consider a further liberalizing of the
tax laws with respect to this point. The great majority of the com-
panies do not follow this “Lifo” method and therefore have an eco-
nomic restriction upon their profits for reinvestment in inventory.
The effect of the difference may be indicated by the figures presented
by two of our major department store groups who have carefully cal-
culated the difference in inventory amounts between the first-in, first-
out basis and the “Lifo” basis, had that been established at J anuary 31,
1941. That arises from this attempt to have it allowed, and having it
disallowed, and now they have gone back to recalculate it. One of
those groups reported that the inventory would have been $12,000,000,
or 25 percent, lower under “Lifo,” and that the difference in profit
for each of the last 2 years would have been $1,700,000 and $2,400,000,
respectively. The other group reported a reduction in inventories
of something over $12,000,000, or about 3314 percent, and a reduction
in profit for the Jast 2 years of $1,700,000 and $1,000,000, respectively.

Now, please understand those are calculations of what would have
been the effect of the “Lifo” if it had been allowed. It makes quite
a lot of difference In comparing the results of one company with
another, to know whether they are on the “Lifo” basis or whether
they are not.

Now, as to plant facilities, the economic restrictions on earnings
because of changes in the price levels of plant facilities and the
requirements for replacement which are not taken care of by deprecia-
tion on cost is also serious, and the necessary restriction on current
earnings for many companies is important. Depreciation under cur-
rent accounting conventions is figured on cost—but on costs, in many
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cases, that are of an entirely different generation. In spite of the tre-
mendous additions that have been made to plant facilities during the
last 3 years, the great percentage of plant facilities shown by the
financial statements of American business are costs of the prewar era
and, in many cases, of a long time before the war. If depreciation
costs are figured in in determining current selling prices only at old
prices, then prices, too, would be fixed without regard to current cost.

There is in this area a twofold problem, one, the accumulation of
funds to take care of the price rise that has already taken place in
past years with respect to which it is seldom possible to provide; and the
other, which is the consideration of the effect on profits for a year were
depreciation to be figured on the replacement cost. Both of these
things are very real. In my experience as an accountant I have seen
the cash reserves of many companies eliminated and borrowings re-
quired because the necessary replacements of plant had to be made at
eurrent high prices. And that has happened many, many times in the
.ast 2 or 3 years. They were companies which had built up very sub-
stantial cash reserves to have money for replacement, who found that
such sums not only were not sufficient, but that they were forced into
borrowing large sums of money to complete their replacement or to
raise additional capital in other ways. Itisnotanacademicthing. It
has just been felt all through our business structure. The last year
or two have seen many companies change from a position of large cash
reserves to one of large borrowings, simply because of this change in
the price level for tools required for replacement and mandatory
expansion.

I have here with me a recent study of the condition of 14 of our
largest American manufacturing companies, which estimates the dif-
ference between the current book values for plants and the 1947 re-
placement price to be some 6 to 7 billion dollars, or 50 to 60 percent.
That is a very important figure. In other words, the depreciation

" on cost will fail to provide for replacement costs by 6 to 7 billion
dollars, and there is already an economic restriction on accumulated
earnings for perhaps half of that amount.

Senator Franpers. Those figures might be shaded somewhat on
the basis of replacement of equal production rather than replacement
of the same number of units?

Mr. Bamwey. That is very true. That is a weakness in an index
figure; one of the reasons the accountants have had a serious problem
in substituting something else for this depreciation on cost. The
technological improvement in facilities makes quite a little difference.
You just cannot take index figures. But that is why I have used the
replacement problem throughout rather than the change in the price
level. The index figure gives you an indicative amount, and it gives
you an idea of the problem, but it just does not give you the answer.

Now, on depreciation for the year 1947, the difference between de-
preciation for the year on the two bases for the 14 companies is some-
thing over $250,000,000, or, again, 50 to 60 percent. Thus, for those 14
companies there was an economic restriction on last year’s earnings for
this item of $250,000,000. Some of those companies did reflect within
the account some measure of this difference, but most of them did not.
Those that did, the auditors had to say that the procedure was not in
accordance with generally accepted accounting principles.
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Senator FLaxDERs. Just a little interruption there. You said that,
in general, accounting profits and a businessman’s idea of profits did
not vary very much; but I take it that where they do vary, the ac-
countant is duty-bound, in making his audit, to call attention to the
variations.

Mr. Baicey. That is right. 'When business reports its accounts on
a basis that varies from generally accepted accounting principles,
the auditor is duty bound to call his attention to that in his certificate,
and does so with considerable frequency. It particularly happened
last year where many business concerns thought that they wanted to
take depreciation on this replacement basis. The accounting princi-
ples were against it, and there were quite a few exceptions by account-
antsin that field. You find it in other places, too, where the accountant
had to say that this procedure is not in accordance with good
accounting.

Representative Huser. If 10 different accountants prepared a profit
statement for a corporation, would there be a great deal of variance
in the final report? :

Mr. Bamey. I do not think so, sir; not nearly as much today as
there was 10 or 15 years ago. There are lots of places where judgment
has to be applied as to the liability in connection with certain things
or the pricing basis that represents cost, or things of that kind.

Representative HuBer. Basically, as to the reports of any 20 or 30
corporations, you would feel that they were all more or less similar
in preparation in accordance with the standard accounting principles?

Mr. Bamey. I think for your purpose, you can consider that is true;
yes, sit. There is still considerable judgment on policies as affecting
individual years, one year after another. Usually one policy works
out for an income statement that would not be too different from the
other, year after year.

Representative HuBer. Do present accounting methods give any
advantage to the Government 1n the collection of taxes?

Mr. BarLey. Well, the answer to that is “Yes,” and they ought not to.
I will get around to that in a little while. The Government has had
some influence, particularly in this depreciation field and the in-
ventory pricing field, but it has influenced corporate reporting a little
more than it should have.

I was talking about a study of these 14 corporations, and I have
that here if you would like to have it in the committee files.

Senator Fraxpers. We will accept that for the information of the
committee.

(The study referred to was filed for the information of the com-
mittee and is available in the committee records.)

Mr. Baitey. I made another study of a corporation, which reported-
to its stockholders last year that its facilities now in use had a cost
amount of $210,000,000, but a replacement price at that time of $352.-
000,000. Its accumulated depreciation on cost was $130,000,000, but
to maintain the same relation to replacement cost the accumulated
amount perhaps should have been $218,000,000, or $88,000,000 more
than the accumulated depreciation that they had taken. In other
}Tords, they had that kind of a financial problem staring them in the

ace.
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I have had occasion to consider still another company, whose de-
preciation or replacement costs for this year would have been $4,-
400,000, as compared with $2,100,000, and the indicated shortage in
accumulated earnings over the years would be about 1314 million
dollars. In other words, their depreciation on cost just wasn’t sufli-
cient to take care of what the replacement problem seemed to be, by
181% million dollars. There was an economic restriction on accumu-
lated profits.

It is not possible to generalize and say that the depreciation should
be increased 50 or 100 percent on an average, or to say that the differ-
ence between cost and replacement is 50 to 60 percent on an average.
This problem differs very greatly with different industries, and in
many industries it differs between companies; but the figures do show
that the economic restriction on earnings is important; and that is
exactly the thing that Professor Slichter was saying yesterday and
. Professor Paton said this morning—that same thing.

It is a fair question to ask why accounting has not reflected that
difference in individual statements and why the profession in its official
releases has stuck by cost. It is not because the profession has not
recognized the problem, and I would like to file with you the last
official release of the committee on accounting procedure on that sub-
ject. X will see that that is filed with the committee. The committee
does say that the stockholders, employees, and the general public
should be informed that a business must be able to retain out of profits
amounts sufficient to replace productive facilities at current prices if it
is to stay in'business. The position of the accounting profession may
be well stated by an editorial in a recent issue of Business Week, which
I would like to file with you and from which I quote as follows—it
is not very long and I am not going to quote very much, but I would
like to have it in the record, with your permission.

Senator O’ManoNEY. As you have stated that, as I recall your lan-
guage now, you should say that the accountants have stated as their
opinion that business should be permitted to save, out of profits, a
sufficient sum to continue in business. That is it, 1s it not?

Mr. Baney. Well, not in quite those words, sir—we are talking
taxwise—although it does come to that. Let me see if I can get
the exact wording on that thing that the committee on accounting
procedure did issue. They are talking about the maintenance of the
continuance of the accounting procedure. There is the statement,
dated October 14, 1948, and it is a white statement and I am reading
on the back of it, and you will see that the second paragraph there on
the back says:

Stockholders, employees, and the general publi¢c should be informed that a
business must be able to retain out of profits amounts sufficient to replace
productive facilities at current prices if it is to stay in business. The com-
mittee therefore gives its full support to the use of supplementary financial
schedules, explanations, or footnotes by which management may explain the
need for retention of earnings,

That is directed not to taxes, sir.

Senator O’Manoney. The phrase is “to retain out of profits,” so
theII*ie is no dispute that we are talking now about the treatment of
profits.

Mr. Barey. Thatis right; that is correct, sir.
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Senator O’'MaHONEY. Suppose a new business is started with new
capital. That new capital is somebody’s profit remaining over after
expenses and after taxes.

Mr. Bamexy. Yes, sir.

Senator O’'MaHONEY. So the concept which we have here—and I
want this to be clear on the record if I am right—is that once this
profit after taxes has been invested in business, then the tax system
should be so arranged as. never again to tax that portion of profit
which is necessary for reinvestment by the business to stay in business.

Mr. Bamey. Well, it certainly should do that; yes, sir.

Senator O’ManoNEY. That is precisely what you are asking.

Mr. Bamey. I have not gotten around to asking anything on taxes
yet. I am talking about an understanding of profit. You see, there
are two parts of this profit thing, corporate profit: Should it be dis-
tributed to the stockholders; is it available for various things? And
I am trying to make out that it cannot—much of it cannot—be dis-
tributed to stockholders. . :

Senator O’ManoNEY. You can convince the stockholders that the
profit should not be distributed, perhaps, if the corporation is to be
n a position to replace its depreciating plant and fixtures; but the
question that I raise is this next step: To what extent should this
profit not be subject to support the necessary activities of Government
merel_'%r because business wants to invest that profit in buying new
plant? ,

Mr. Bamey. Well, the new plant—TI think maybe you are throwing a
little different angle into it.

Senator Franpers. We are talking about replacement and not
expenditure.

Mr. Bamey. I am talking about maintaining the same productive
capacity.- When you get profits saved for expansion and new plant
or additional plant, I never have heard anybody say that those oughtn’t
to be taxed as profits at the time they are earned. All we are getting
at now

Senator O’ManONEY. But you do say that those profits which must
be inv@ested to maintain the same production capacity should not be
taxed ? ,

Mr. Bamey. Well, I do not think that I went that far, sir.

Senator O’ManonEY. I am only asking a question, Mr. Bailey.

er.éSAILEY. I think that there is an evil in trying to tax that kind
of profits.

Senator O’MamoNEY. You see, this is the difficulty that is in my
inind when I am trying to comprehend the technicalities of this prob-
lem: The individual has a limited span of life, and the natural person
is born, he lives fourscore years and ten, and he dies and he is through.
But your artificial person, which is the corporation, may go on for
years and years and years, and does.

Now, the individual person, during this terminable span of life,
hears the cost of government and the cost of living, and he cannot get
away from it. _

Mr. Bamwey. Of course, you take the position that the corporation’
and an individual are different.. The corporations are all owned by
individuals.

Senator O’ManroNEY. That is right, of course.

Mr. Bamwey. So that it is a medium of conducting business,




96 CORPORATE PROFITS

Senator O’MauoxEy. Surely; it is an organized agency for con-
ducting business.

Mr. Baney. I am like Professor Paton and many others; I think
if it were possible to have our corporate tax structure so devised that
the tax on corporations themselves would be small, and the bulk of it
would be paid by the stockholder, that we would have a sounder struc-
ture.” But I am not as optimistic as some about the fact that we can
get away from all of the technical difficulties in developing such a law.

Senator O’MaroNEY. What it boils down to is this, Mr. Bailey, it
seems to me : The corporation must pay its taxes in the current dollar
just as the Government makes its expenditures in the current dollar
and as the citizen pays for the cost of living in the current dollar.
What we aré asking here, it seems to me—when we contend for the
depreciation of 1‘ep%acement facilities in terms of the old dollar, we
are asking that the corporation, instead of computing its profits in
the same dollar in which it fixes prices, may be permitted to compute
its profits in a dollar capable of buying very much more than any
existing dollar. The accountant wants us to say, “Let us allow the
corporation to figure its profits in a technical nonexistent dollar,
while the Government and everybody else has to struggle along with
the existing current dollar.”

Mr. Bamwey. Of course, Senator, I think it works just the other way.
The corporation:

Senator O’MamoNEY. You are the witness. Now, tell me how it
does work.

Mr. Bamey. The fact that the corporation has to determine its
profits on a basis of some of the old dollars means that its profits are
higher than if they are determined on current dollars. Therefore, the
taxable profit is higher and its tax is higher.

Senator O’MasoNEY. Perhaps I misstated it, but I am thinking of
what Professor Slichter said yesterday—that the corporations are
overstating their profits.

Mr. Baney. All right.

Senator O’'MamoNEY. Now, are they?

Mr. Bamey. I think Professor Slichter, speaking as an economist,
says that they are overstating their real or economic profit ; that when
they report profits in accordance with these accounting conventions, in
this inflationary period, those profits are higher than if it were possible
to report them on the economic theory. And that is what heis driv-
ing at.

Senator O’ManonNey. In the New York Times for Sunday, Decem-
ber 5, there was a long story published under the heading, “Industry’s
profits up all along the line.” A table was given which is rather
interesting. For example, it starts off with the steel leaders and shows
that for 9 months to September 30, in 1948, nine steel companies, con-
stituting the leaders, showed profits—and I am using the word that is
in the headline—of $275,115,868; as against, in 1947 for the 9 months,
$241,386,817.

Now, bearing in mind Professor Slichter said yesterday that the
United States Steel Corp., which is certainly one of these nine, is using
this new method of depreciation so far as its reports are concerned, we
find that the next six steel companies, which are named small steel
companies, had a profit of $18,698,206 in the first 9 months of 1948, as
compared with $14,083,718.
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Now, it is difficult for me to believe that the heads of all of these
companies with the exception of United States Steel are making a per-
fectly stupid error in computing their profits in current dollars; and
if United States Steel is computing its profits on the understatement
which Professor Slichter illustrated yesterday, then obviously the dis-
proportion of profit becomes even greater than it appears on this table.
It says nine steel leaders were making $275,000,000, as against $18,000,-
000 for the six next in line. And all of the time we talk all around the
subject, and when the accountant is asked to name the standard which
1s going to be used in order to adopt this new accounting procedure,
why, then the accountant gets tongue-tied and does not give us the
standard.

Mr. Baiey. That is one reason why the accounting profession has
not gone to that, sir. That is one reason why the auditors, in connec-
tion with United States Steel, had to say, “This is not in accordance
with accepted accounting principles.”

Senator O’ManoneY. In other words, this argument asks for the
adoption of a theoretical, arbitrary formula instead of a factual for-
mula and we are all living with inflation.

Mr. Bamwey. That is right. :

Incidentally, I am sure you realize that United States Steel, in
taking that additional amount, does not deduct it for tax purposes.

Senator O’ManonkeY. Oh, yes; of course. .

Mr. Bamwey. Well, that 1s part of our accountants’ troubles; we
cannot find any answer that is sufficiently accurate and definite to
cause us to suggest a change from the old conventional methods.

I would like to read now the Business Week bulletin that I have
here. The opening paragraph of this deals with more or less what
Senator O’Mahoney said.

There’s a more or less private arguinent going on between the accounting pro-
fession and some of its biggest customers—over extra depreciation allowances to
cover today’s inflated replacement costs. We don’t mean to horn in on it. But
both sides have declared that their main object is to keep the publiec from
getting the wrong idea about corporate earnings. And so we think some public
discussion would be a good thing all round.

Briefly, here is the sort of problem involved :

In its report for the first 9 months of 1948, United States Steel Corp. showed
total sales of $1,755,000,000. To compute net income for the period, it subtracted
various costs from this gross figure. Among other things, it deducted wages
and salaries, products and services bought, and “wear and exhaustion of facili-
ties, based on original cost.” And under the “wear and exhaustion” entry
it also deducted $39,700,000 “added to cover replacement cost.”

On this basis, Big Steel came out with net income for the 9 months
of $88,000,000. That is about $9,000,000 less than it showed for the
first 9 months of 1947, when it deducted only $19,600,000 “to cover
replacement eost.”

According to the ideas of the committee on accounting procednre
of the American Institute of Accountants, this is all wrong. Big
Steel should have figured its income without subtracting anything for
extra replacement costs. Then, if it wanted to, it could have ear-
marked part of the net income as a reserve to cover extra replacement.

Figured this way, Big Steel’s income for the first 9 months would
have been about $128,000,000 in 1948 and $117,000,000 in 1947. This
year, in other words, would have shown up as some $11,000,000 bigger
. than last instead of $9,000,000 smaller.
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Big Steel is sticking to its guns, however. Chairman Irving S.
Olds says “adequate provision should be made currently for the re-
placement of assets which are constantly being worn out.” ~Account-
ants retort that income is one thing and what you do with it is some-
thing else again. If Big Steel follows the same practice in its annual
report, its auditors probably will take an exception.

IMPORTANCE OF THE ISSUB

At first glance, the whole thing may look like a pretty trivial issue—about
on a level with the ancient argument over whether it's proper to put tomatoes
in clam chowder. No matter how it sets up its books, United States Steel will
get the same amount of cash out of its operations. And it will earmark the same
amount for extra replacement costs. It won’t even get a tax advantage by
increasing its depreciation charge. The Treasury doesn’t allow extra deprecia-
tion as a deduction from taxable income.

But the importance that people attach to the net-income figure these days
gives a very practical flavor to the argument. Newspapers and financial services
will pick up United States Steel’s income figures, often without giving the
break-down of cost items. It can make a lot of difference to the corporation if
stockholders, investors, and labor unions get the idea that it earned more in
1948 than it did in 1947 when the company executives think it really earned less.

And, of course, United States Steel isn’t by any means the only company that
has been wrestling with this problem. All corporations with substantial invest-
ments in fixed plant and equipment face some variation of it. Many follow much
the same practice that Big Steel does, in spite of the opposition of the
accountants,

A majority of businessmen and financial analysts think corporate-income
statements should explain the necessity for retaining part of the income to meet
higher costs. That’s what the American Institute of Accountants found out in
a survey last summer. But, according to the survey, a majority also opposed
making any basic changes in the income statement itself.

THINK 1T OVER FIRST

Whatever a company does, obviously it should give a full explanation of
what it is providing for replacement costs and why. It shouldn’t count on a
cryptic note in fine type to tip off the casual reader of its reports.

Then they close with the statement:

Fundamentally, we are inclined to sympathize with the attitude of Big Steel
and the other companies that want to allow for extra depreciation before they
give a figure for net income. A businessman thinks of himself as a going concern.
And profit isn’t profit to him if he has to plow it back just to keep his plant
intact.

But we can see at least two things that a businessman should consider care-
fully before he whittles down his income figures to allow for inflated plant costs.
And this is on your point, sir:

First, there is no systematic or generally recognized way of doing it. Nobody
knows what replacement costs will be in the future. Hence, any allowance
now has to be arbitrary. And, when you start making arbitrary adjustments,
you open the door to all sorts of trouble. The financial statement becomes less
and less an unbiased report of what happened during the year and more and
more a picture of what the company officers want the stockholders to think
happened.

Second, as soon as you abandon the strict rules of accounting, you lay yourself
‘open to a charge of monkeying with the books—no matter how good your inten-
tions are. And that can do you a lot more harm than the misunderstandings
that may arise from presenting the figures just the way they come out. Surveys
show that there already is a widespread suspicion of corporate reports. If that's
reinforced by a rumor that companies generally are doctoring their accounts, no
amount of explaining will undo the damage.
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That is basically the reason why the American Institute of Account-
ants took the position that this was not the time to change the basic
accounting convention of depreciation on cost.

Another thing that the institute did last summer was to send out a
questionnaire to a selected list of businessmen, economists, lawyers,
bankers, labor officials, Government representatives, and others, upon
the subject of the desirability of a change in fundamental accounting
principles to permit depreciation on replacement cost. That is not for
any other basis but in a corporation reporting to its stockholders.

While some important minority of men who replied thought that the
time had come when such change should be made, the great majority
thought that the fundamental accounting principles should remain
unchanged, but that this point was so important that information
about it should be given by a corporation to its stockholders as supple-
mental data.

The statistics on that, I think, you will find interesting enough to
have in your record, just by classes of businessmen that replied:

The economists, generally speaking, were the ones that had a ma-
jority vote in favor of a change in principles to bring it more nearly
to what they considered economic or real income. But all other groups
took the position that the time was not yet ripe for a change in those
fundamental principles; that we are just getting acquainted with the
concepts of accounting on costs for depreciation, and we had better
not go to a basis which let each corporation do about what it wanted
in this respect and to determine the effect all by itself. In other
words, we found that business thought that this should be a restriction
against earnings that could not be distributed, rather than trying to
interfere with the traditional way of reporting income against the
backdrop of the economic conditions of the time.

I have a paragraph here on taxation, Senator, because I think it has
some connection with this. Perhaps the reading of it may help.

I have'already mentioned the fact that the tax statutes, as inter-
preted by the courts and now accepted by the Bureau of Internal
Revenue, permit a recognition of the “Lifo” method for pricing inven-
tories, and thus do not tax the amount that has to be added to the
investment in inventories at higher price levels. That is the general
effect. The fact that this had to be liberalized by court decision pre-
vented a great many companies from adopting it before the war, when
the basic price levels were such as to give some benefits. To many, there
seems to be little advantage in adopting such a method at today’s
high price level. There are suggestions for refinement and there are
suggestions for legislative correction of the injustice done by the
Bureau of Internal Revenue’s original positions which were later
overruled by the courts. In any study of business profits, this partic-
ular point should have consideration : The fact that “Lifo” got blocked
off from so many people when they tried to have it; that is the point.

There is no comparable statutory relief for the problem of the
earnings that must be retained for plant replacement. Admittedly,
it is a difficult and technical problem ; but, as the procedure stands now,
it 1s just not right. Let us assume that a fair allocation of actual cost
of facilities to the unit produced would be $1, and a fair allocation
of the additional amount required to replace that facility would be
another dollar. The corporation would have-to save, out of its earn-
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ings, that second dollar in order to keep the same level of productivity.
But right now a recovery of that second dollar is taxed at 38 to 40
percent, and only 60 cents would be left. So, if a corporation wished
to have a dollar to supplement its dollar of cost, so that it could re-
place its facility, it would have to save out of its profits or recover
1n its prices $1.60, simply that the Government might get 60 cents in
taxes. To me, this is an iniquitous thing and can result in seriously
weakening the financial health of our corporations.

Senator Fraxpers. May I stop you there for a moment? You say
it is not a good thing, and I think that yon make an excellent case that
it is not a good thing. At the same time, you have indicated that it
is so difficult to set any standards for calculating what would be a
good thing that it makes the problem of any legislation on that point
pretty difficult.

Mr. Bamey. That is correct, Senator. If I knew the answer of just
how to do this, I would be glad to give it to you. We accountants have
had the Bureau, the Treasury Department, the staff of the Joint Legis-
lative Committee on Taxation—they have all been considering this to
see what way can be developed to meet that problem. They have played
with index figures a good deal, and admittedly there are weaknesses in
index figures. Thave thrown out a suggestion once or twice that sounds
kind of complicated, but it is to expand the involuntary-conversion
section of the law into this field, so that corporations save temporarily
from taxes the money required for replacement.

Senator FLaNDERs. At the time the replacement takes place?

Mr. Bamwey. Noj at the time it is using up the facility, using up the
tools. If it replaces that article, that machinery, let us say, within 10
years, or uses that money for replacement, the amount withheld
is used to reduce the cost of the new facilities, so that the tax comes
to the Government in this second generation. It does not quite cover
this whole problem of not taxing the appreciation, but it spreads tax
payment on it over two generations; and, if the money is not used for
replacement within that period, it is taxed at the rates prevailing in
the year the deduction was made.

That, again, has a good many technical difficulties, but it is not much
more difficult than some of the other features in the law. But it is an
extremely difficult problem, and I do not presume to have the answer.
I do not know that I ever will.

There is another phase of it that comes into this which, while not
operating in the same way, does give some relief at this period against
taxing, in the old way, money that has to be turned around and rein-
vested willy-nilly. That method is to allow depreciation on sub-
stantially accelerated rates in the early years of life. .

You asked me a moment ago about the effect of the tax legislation on
corporate profits, and I think one of the places where that is most
important, Mr. Huber, is the influence of the Treasury Department
toward a straight-line depreciation over the full years of life of the
facility, taking the same depreciation each year. That is an unrealistic
thing, but it is easy to operate; and the Treasury advocacy of it has
pretty nearly driven out, until the last 2 or 3 years, any other way of
depreciation. We used to have a declining-balance method that fook
more depreciation in the early years of life than it did in the later
years.
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Representative Hupszr. You feel, on the whole, the present taxes on
industries are adequate, should be increased, decreased, or left the
same?

Mr. BarLey. You are asking me about rates, sir?

Representative Huper. I mean the general tax scheme; let us take
up the whole structure.

Mr. Barwey. You are worse than Senator O’Mahoney. I would
rather take it in two steps.

Senator O’MamoNEY. 1 take it that I am pretty bad.

Mr. Baroey. I didn’t mean it that way. You have posed a difficult
problem.

Representative Hueer. Do you feel that corporation taxes are
excessive at the present time?

Mr. Barey. Well, I have trouble with that one. I have got to go
back to the position that you have got to raise money. I think that
you are approaching, on your taxation of corporations, rates that can
undermine and retard our business development. I do not pretend
to know whether you have reached that place or not. Apparently
you have not, because of the way things are going. At today’s level of
taxation, business is expanding from within 1tself.

So, I think that we have to say, based on what has been going on
this year and last year and the year before, that the tax levels have
not ruined our corporate-expansion program.

Representative Huper. May I ask you how many corporations does
your firm represent?

Mr. Baney. Well, hundreds.

Representative Huser. Some of the larger ones?

Mr. Bamey. Yes, sir.

Representative Huser. Could you name several ?

Mr. Bamey. Well, yes; I will name several. Take some of those
that T have known for a long time, like Chrysler, and Nash, and
Murray Corp. of Detroit.

Representative Huser. Have any of those corporations adopted
your recommendations in their tax make-up?

Mr. Barey. It does not do them any good to do it unless the Gov-
ernment will allow them to do it; so that the answer to that is no.

Representative Hueer. I mean so far as they can under the Bu-
reau of Internal Revenue.

Mr. Barey. Yes.

Senator Fraxpers. There is a difference between tax avoidance and
tax evasion, is there not?

Mr. Bamey. I have heard that said a great many times, sir; but
T do not think that we are even talking about tax avoidance here.

Representative Huser. I appreciate your sincerity and your will-
ingness to assist the committee, but do you think that you could be
entirely unbiased in this matter?

Mr. Barmey. Well, sir, when you have a good many clients, you
have got to go right down the middle of the road, because what pleases
one doesn’t please another; and you have to live with your own con-
science all of the time. .

Representative Huser. That is all.

Senator O'MamoNEY. Now, your testimony and that of Professor
Paton is that there is great difficulty in devising a formula by which
to measure increasing cost of replacement.
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Have you, or to your knowledge has any other accountant, en-
deavored to find a formula by which falling prices would be measured
in the same way?

Mr. Barey. Well, I think we are all pretty well in agreement that,
cnce we have the formula that measures the up, it ha%‘got to measure
the down as well. There is no disagreement on that. We have not one
that 1s satisfactory on the way up. I think, while you were telephon-
ing, I said there had been a good deal of activity on the part of the
Treasury, the Bureau, and Mr. Stam’s Joint Committee on Internal
Revenue Taxation on that subject.

Senator O’MaHoNEY. I have never seen any intimation that any
formula or any proposal for this new method of computing deprecia-
tion would allow the corporation to get the benefit of less than 100
percent of cost.

Mr. Bamey. Well, you have not seen it because you have not seen
anything on the other side.

Senator O’'Manoney. Well, has there been such?

Mr. Bameey. The discussions that have been going on, on this whole
theory of whether a formula can be devised for depreciation on the
upswing of the cycle, pretty nearly always has with it the recognition
that that same thing has got to operate on the downswing.

Senator O’ManoNEY. I am very glad to hear that.

Mr. Bamey. In suggesting a rather complicated means of dealing
with the problem. I think you may be interested in what I said in the
record.

Senator O’Manoxey. Senator Flanders recommended that I read
the record.

Mr. Batwey, I was just getting to this place of other ways of deal-
ing with this depreciation, and I was talking about relating it more to
the early years of life of the use of the facility. :

Business seldom acquires a facility with the idea that it will be
productive ratably over its entire life. A new facility is acquired or
erected for a specific need, and ordinarily the economic usefulness of
that facility over the next few years is the controlling factor. The
profits to be returned during the next few years are the important
thing. Depreciation, in my opinion, should be more nearly related to
that economic usefulness or to the business realities under which man-
agement operates in deciding to acquire those properties. The 5-year
amortization permitted during the war was an outstanding example
of that particular point, and it did not particularly bother Congress
that there would in many cases be a residual value at the end of the
war period. So I urge that you consider a change in the emphasis in
the allowances for depreciation which will permit higher deprecia-
tion in the early years of the use of a facility than in the later years
of residual life, and that this be an important differential related to
the current high prices, rather than merely a nominal one. For an-
other 5 years, maybe, if we can have an emphasis on other than the
straight-line basis, that will help in this period.

Senator Franpers. This subject, of course, of accelerated deprecia-
tion is one that has had a great deal of discussion, and it is still under
discussion in the committees of Congress; and I wonder if you could
give a fairly brief and simple explanation or imaginary example of
Just what it would do and how it would meet this particular situation.
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Mr. Bamey. Well, it meets this particular situation only kind of
sideways; because, if you allow larger depreciation during this first
few years of life, in this new expansion program, you get a higher
depreciation charge right now, which, while still on cost, does have
some way of offsetting what you are not getting now by the replace-
ment method. So one or the other gives you a higher depreciation
now. The accelerated depreciation gives you no more over the life of
the property than your total cost. %t just gives you more of it in the
earlier years when the economic usefulness is higher.

I can give you a sample of one particular method that has been fol-
lowed in more than one case, and it has its variations; but some com-
panies have taken the position that in spending money for plant
expansion at this time, at these high prices, they were taking a long-
term risk that was quite different than if prices had not skyrocketed
the way they have; and, therefore, because they had made that ex-
penditure with the expectation of use during this period, that they
had better get more depreciation out of the way during this period.
So they have said, “We will take this excess cost we are paying for
these facilities and write that off over a comparatively few years,” and
accelerate the depreciation to get the high cost behind them in the
years when they are getting accelerated use of that facility.

That has not yet %een recognized by the Bureau, but it is within
the statute and within the possibilities. So that many of us think
that the Bureau should and perhaps will recognize that to some extent.
It needs some prodding from your committee, I mi%ht say.

Senator FLanpers. In the long run, there would be no loss to the
Treasury?

Mr. Bamey. No loss at all; the total depreciation would be just the
same. '

I have a theory that the Government ought to pay more attention
to its income taxation over the entire period than to be too much inter-
ested in the immediate year. They have to collect money year after
year over a period ; and 1f they collect it 8 years from now, on a system
that taxes available profit, maybe it is just as good for the Government
income, and it may be much healthier for the corporation from whom
they are collecting it.

enator FLaxpers. What, specifically, is the point of resistance of
the Treasury officials to this idea?

Mr. Bamey. Well, they have been accustomed to dealing with accel-
erated depreciation only on accelerated use, the number of pieces turned
out, and the activity and the number of hours run. We will take a
machine tool that is estimated to be able to produce 10,000 units; that
depreciation can be accelerated as units are produced.

But in many cases people buy that machine tool because the demand
for the product to be made from it for the next 3 years is going to be
awfully big, and they are going to make more money out of the machine
during the next 8 years. They do not know what is beyond that,
because you are in a different economic period as to your product. So,
this proposal is to relate that depreciation to the economic usefulness
rather than to the piece usefulness, if I may use that term. v

Senator FLaxpers. Even on the piece-usefulness basis, the Treasury
does not recognize a period of overtime, two or three shifts as against
a normal one of a single shift ¢
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Mr. Bamey. The Treasury would say that they do recognize it to
a certain extent, and probably adequately. My own feeling is that,
while they recognize the principle, they have not recognized it
adequately. :

Senator FLanpers. All right.

Mr. Bamwey. I have got another point here that is not very much
longer, sir.

Senator FLanpers. You may continue.

Mr. Banky. The statistical dangers that I talked of a little while
ago are involved here.

One of those things that has concerned many accountants, including
myself, is the error that gets into over-all national statistics as a result
of the present accounting conventions, which, by and large, cause the
reporting of profits in the inflated dollar and the investment or so-
called net worth of corporations, to a large extent, in prewar dollars.
If it would be possible for all companies to adjust their investment to
current price levels, then the relationship of current profit to current
investment might be reasonably meaningful; it certainly would be
much better for comparison with prewar years than are the present
figures. The American Institute of Accountants, however, realized
that it would be impossible under any conditions to have every cor-
poration restate its position, and many felt that a partial correction
would be of no statistical value. There is, however, another very
interesting statistical study which has been made in this field. This
latter deals with this problem of the percentage of invested capital
and return for various years, comparing 1947 and 1945 to 1940. They
have taken the 100 largest manufacturing companies and made an
adjustment in-their net worth for this index figure for change in
value of plants; so that, on the basis of the conventional accounting
as it is reported, on the items at cost, the 100 largest corporations
report for 1947 a profit of 14.7 percent in relation to book value, as
compared with a little over 10 percent for 1940. But, adjusted to the
value of plant facilities by that index figure for the facilities, they
added enough to the net worth of these companies so that their profits,
as reported, were something under 10 percent in relation to net worth
as compared to just under 15 percent in the orthodox way. It ought
to be in your file.

Senator Franpers. I think that we have that for the information
of the committee.

I would like to raise a question with regard to that. Obviously,
with a new company starting in business, and with the same efficiency
as an older company, their net worth would immediately reflect the
current costs of their facilities. Does anyone raise the question as to
whether the old company is entitled to that correction by any rule
of justice or common sense or accounting, or what have you? Is that
question raised?

Mr. Bamwey. I am sure it is raised plenty, sir. The feeling in many
quarters is that the stockholder is entitled to a return on the present
value of his investment because he is getting it in inflated dollars—
against which he ought to have his investment figured.

Senator Franpers. Also in inflated dollars?

Mr. Barey. Yes. He is getting his return in inflated dollars.

Senator Franpers. That is the justification for the proposal, in
brief, or for the tabulation that was made?
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Mr. Bamney. Yes; I think that that is so. I have not followed all
of their reasoning, but I am sure that that is what they are trying to
point out; what the effect of inflation has been on these customary
comparisons. It looks as if corporations are earning 50 percent more
in relation to invested capital than they were in 1940, on the basis of
reported income. Actually, if you take your return in inflated dollars
and relate it to investment in inflated dollars, they are earning 8.8
percent instead of the 14.3. It is an important thing to keep in mind
in any study of what corporate profits in-the United States are.

Senator Franpers. All right, sir; have you something more?

Mr. Bamey. I have half a page of conclusion that may summarize it.

Senator FLanpers. I will stay with you to the end.

Mr. Bamey. May I conclude by emphasizing that the economic
claims on corporate profits as reported, or what I have called the econ-
omic restrictions, have importantly changed the significance of corpor-
ate profits as reported and the amount that has to be invested because
of the new price level, if the price level still is maintained, has to stay
in the investment and can never get to the stockholders. Nor, in fact,
can such restricted profits be used for anything else but working cap-
ital and inventories and tools. These two restrictions are only part
of the economic restrictions. The amount of capital which must be
tied up in every other asset of the corporation is also increased, and
thus there are needs for additional working capital beyond those for
inventory and plant. Those needs must be satisfied from profits if a
corporation is to live and keep healthy. Those needs are just as real
with small companies who have no means of getting outside capital as
they are for large companies who may, even though they should not,
get additional capital at the expense of diluting ownership of present
stockholders.

There is as yet no magic formula to convert monetary accounting
profit to economic profit, but the economic demands and restrictions on
profits are demands which cannot be escaped and must be considered
by each company in the determiation of its various financial policies.

Senator FLaxDERs. I take it that your presentation, in part at least,
could be summed up by saying that you do not disagree with Professor
Slichter of yesterday or Mr. Paton of this morning as to what is going
on, as to what the situation is. You are only suggesting that it should
be reported, or taken care of, or made known or publicized as an addi-
tion or addendum to the company accounts rather than modifying the
company accounts to take them into account?

Mr. Bamey. That is basically correct. My suggestion is merely
because the accountants have not found any other way of doing it.
That is what we are doing now. And I am anxious that your commit-
tee, in considering these corporate profits with these accounting con-
ventions, do realize that the profits are tied up just as Professor
Slitchter said and just as Mr. Paton said.

Senator FLaNDERs. Thank you, Mr. Bailey.

-Mr. Bamey. Thank you, sir.

Senator Franpers. The hearing is adjourned for today. It will
reconvene tomorrow morning at 10 o’clock, and the panel tomorrow
consists of Mr. Cruikshank, director of social insurance activities of the
American Federation of Labor, and Mr. Stanley H. Ruttenburg, the
director of the department of education and research of the CIO.



106 CORPORATE PROFITS

‘We have those two men for tomorrow. We are particularly inter-
ested in hearing from them to get a line on the questions we should be
asking of the industry executives who will be appearing on the follow-
ing days.

(Thereupon, at 4: 20 p. m., a recess was taken until 10 a. m. Wednes-
day, December 8,1948.)
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WEDNESDAY, DECEMBER 8, 1948

UNITED STATES SENATE,
SuBCOMMITIEE ON PROFITS OF THE
Joint Commirree oN THE Ecoxomic Reporr,
Washington, D. C.

The subcommittee met, pursuant to recess, at 10 a. m., in the caucus
room, Senate Office Building, Senator Ralph E. Flanders (chairman
of the subcommittee) presiding.

Present: Senators Flanders (presiding) and O'Mahoney, and
Representatives Patman and Huber.

Senator FLaxpers. The subcommittee will be in order.

We will open this session of the hearing this morning, and our first
witness is Mr. Nelson Hale Cruikshank, labor economist. He is a
graduate of Oberlin College, Ohio Wesleyan University, and 1 note
that Mr. Cruikshank has been to the Union Theological Seminary and
it does not say whether you graduated.

Mz. CrutksHANE. 1 did.

Senator Fraxpers. That is greatly to your credit. And you have
had a great many relationships in educational and economic lines
with labor organizations, and have done much publishing. You are
appearing, as I understand it, as a representative in some capacity
of the American Federation of Labor; is that correct?

Mr. Cruiksaank. That is correct, Senator.

Senator FrLanpers. You may proceed with your testimony.

STATEMENTS OF NELSON H. CRUIKSHANK, DIRECTOR, SOCIAL
INSURANCE ACTIVITIES, AMERICAN FEDERATION OF LABOR;
AND MISS MARGARET SCATTERGOOD, MEMBER OF THE RE-
SEARCH STAF¥F, AMERICAN FEDERATION OF LABOR

- Mr. CruiksHANK. 1 would like to present to you and the members
of the committee Miss Margaret Scattergood from the research de-
partment of the American Federation of Labor, and with your permis-
sion I will be calling on her very adequate resources from time to
time.

Senator FLanpers. Miss Scattergood’s assistance is welcomed.

Mr. CrutksHaANK. Thank you. .

Mr. Chairman and members of the committee, as a representative
of the American Federation of Labor I am very glad to have the oppor-
tunity to present our views on the very important subject with which
your committee is dealing. .

Labor is vitally concerned with the subject of business profits as it
relates to the distribution of our national income. The economic sys-
tem which we have developed in America and all the social and cul-
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tural byproducts of that system are at stake. This system which is
now being attacked from all sides cannot endure unless fair and equi-
table distribution of the rewards of productive effort among workers
and investors is developed and followed.

Next only to the immediate requirements of a good job at a wage
sufficient to maintain his family in self-respecting decency, the first
interest of the workingman is in an economy of continuing stability.
This is because the savings of working people are in such things as
life insurance, Government savings bonds, and in retirement pro-
grams, both private and government. The values in all of these are
dollar values, and working people stand to lose more than any other
group if continuing price increases are permitted to whittle away the
purchasing power of these dollars.

It is not only the worker’s future security but his present welfare
that is dependent upon a stable economy. As I shall demonstrate,
the last few years’ experience shows that the lag in wage increases in
relation to price rises undermines the living standards of working
people. :

For the last several years we of labor have missed hearing in the
Halls of Congress the voices that were so insistent during the middle
thirties on balancing the budget and reducing the national debt. We
recall just 10 years ago when three out of nine million unemployed
men and women were on the WPA how we were told that to borrow
the necessary funds to provide them with relief employment would
ruin the country. We were told that a national debt of $40,000,000,000
would wreck our economy. Now, with a debt of $259,000,000,000,
these same voices are strangely silent on the question of retiring the
national debt and devote their strident pleas to further reduction
in income taxes, inheritance taxes, and taxes on corporation profits.
It is labor that pleads for retirement of the national debt and the
establishment of a stable economy.

The American Federation of Labor has long recognized that the
profit motive is vital to the continuance of a free enterprise economy.
1t is the mainspring of business incentive and in a really free and really
enterprising economy where there is competition among business units,
the system %eneﬁts workers by bringing about constant improvement
in productive techniques and processes. These create the increased
income necessary to raise wages. When the representatives of our
unions sit at the collective bargaining table with employers, it is not
their policy to demand wage increases that will destroy any chance for
profit. Working people have no desire to kill the goose that lays the
golden egg of wages. Likewise, when we think of national fiscal
policies, we have no desire to establish programs that will destroy
the system by which all of us in America have profited. By the same
token we expect the representatives of business to accept the principle
that a decent living standard for workers and the maintenance of
their purchasing power is essential to the continuance of the system
by which they profit. We expect that they should recognize that this
purchasing power must not be destroyed either by wage cutting or by
charging unreasonable prices.

A policy of fairness to all groups is the only possible basis for a
sound economy. Such a policy has not been in operation since the
end of World War I1.
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During the entire postwar period, unions have been struggling to
keep wages abreast of the drastic price rise. Except for a few months
when prices temporarily declined a little, then rose again, wages have
fallen steadily behind in the race with prices ever since VJ-day.
Two years after the war’s end living costs were up 24 percent, wages
only 18 percent; by October 1948, the latest figure, living costs were
up 34 percent, wages only 31 percent.

These comparisons are shown, Mr. Chairman, in graphic form on
the chart appearing on the bottom of page 1 of the October issue
of Labor’s Monthly Survey. With your permission also, Mr. Chair-
man, I should like to introduce this attachment as a part of the record,
with the omissions that are noted there. They refer to irrelevant
material, and these are noted on the copies made available to the com-
mittee members and to the reporter.

Senator Franpers. We will be glad to have it for the record.

(The document referred to is as follows:)

WAGES AND PRICES

In the fall of 1948, more than 3 years after the war, American workers are
still struggling to keep their wages abreast of price rises. Yet statements in
the press, radio, and elsewhere repeatedly claim that large postwar wage increases
have been the cause, not the result, of price rises. To clear up this confusion,
therefore, the American Federation of Labor is releasing the following study
on wages and prices, based on Government figures.

We note first the important fact shown in the chart below: that, except for
a few months in the spring of 1946, wages have fallen steadily behind in the
race with prices during the whole postwar period. The wage and living-cost
lines on the chart are on the same scale, showing clearly how wages lag. Two
years after the war (August 1947), living costs were up 24 percent, wages only
18 percent ; in August 1948 (latest figure), living costs were up 35 percent, wages
only 29 percent. These figures show what the worker has been up against in
the postwar period. Union members have managed to preserve their living
standards only by asking large wage increases; and, because their increases
have been more than the average, shown in the chart, most of them have just
about broken even and kept their wages up to the price rise.
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WAGE COSTS DECLINE PROPORTIONATELY TO VALUE PRODUCED, WHILE PROFITS RISE

The second important fact is as follows: In spite of all wage increases, the
cost to industry ! of its total wage and salary bill today takes a much smaller
part of the market value of its products than before the war, and the proportion
paid for labor cost has declined in each postwar year. There are two reasons
for this: (1) Labor’s productivity is higher today ; the average worker produces
about 32 percent more per year in 1948 than in 19392 'This rising productivity
offsets part of the wage increase. (2) For the other part, industrial manage-
ments—who determine price policy—have, in general, set prices much higher
than necessary to cover the cost of higher wages. Prices have been set so high
in fact that profits in 1947 and 1948 reached all-time peaks *—and profits vepresent
what is left of sales income (at market prices) after wages and all other costs
have been paid. Due to this extra price increase, beyond what was needed to
cover wage costs, profits have risen more than wages. Therefore, wage costs
take a smaller part each year of the market value of industry’s product, leaving
a larger part each year to go to profits.* The chart below gives Commerce
Department figures to illustrate this fact. “Value created,” in this chart, rep-
resents the market value of all goods and services produced by industry less
depreciation charges.®

The significant point is that the worker, as a consumer, pays the high prices
that create today’s peak profits. Because of this extra price rise above wage
costs, the worker has been forced to ask further large wage increases to meet
his living expenses.

The practice of raising prices more than enough to cover wage increases has
characterized the postwar period, not only in one or two industries, but in
nearly all industries. For at almost every step in the process of production,
from raw materials to finished products, wage costs are a declining proportion
of the market price of goods and services, and profits to owners and investors an
increasing proportion. The charts below and table on page 110 illustrate this
for basic industries, those on pages 111 and 113 for consumer goods industries.
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Source : U. 8. Department of Commerce National Income Studies. Inventory valuation
adjustment, deducted in Commerce Department’s totals, has been added back.

! The term “industry,” as used in this study, includes farms, railroads, retail stores, ete.—
every business (including Government) which produces and sells goods or services.

t’Our estimate, based on figures in President’s Midyear Economic Report and other
estimates. .

2 See Labor’s Monthly Survey, September 1948.

# The increase in the items “Profits and Interests”, on the chart, is due to increase in
profits. Interest payments declined sharply from 1939 to 1946 as industry paid off bonded
debt; they rose very slightly in some industries from 1946 to 1947. Interest in 1947
formed less than 2 percent of value created in every industry except railroads (4.5 percent),
utilities (14.6 percent), and real estate (20.5 percent). Interest was included with profit
on charts to show the whole amount paid to owners and investors. This plus wages and
salaries adds to 100 percent of value created.

S For exact description of items included in ‘‘value created,” see Note on terminology, ete.,
page 7 and refer to sources noted therein. “Value created” is referred to by the Commerce
Department as “income originating in the industry,” and excludes business property taxes
and a few other minor items, as well as depreciation. Figures for 1948 not yet available
for separate industries.
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“Value created,” by each company in an industry, represents the value of goods
produced by that company excluding the cost of materials or power bought from
other companies. This prevents duplication. For instance, in the clothing in-
dustry the cost of power to run machines and cloth to make garments are
excluded,® so that the “value created” represents only that resulting from the

1 B(ic?use cloth is included in value created by the textile industry and power is included
in utilities.
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work of that one industry and the price mark-up on its products, The final
price paid by the man who buys a pair of overalls, however, covers wages and
profits in several industries—the retail store, the textile mill, the farm. For
each industry the market value created is accurately shown, also the proportion
of it paid to labor or to owners and investors. The figures for all industries are
then added up, to give the totals shown in the chart on page 110 for all industries.
Looking at a few of the industries we find ;

Construction—The high cost of new homes and other buildings is due in
large part to increased profits in the construction industry, for wage and salary
costs took a smaller proportion of value created in 1946, and smaller still in
1947, while the proportion going to profits increased (p. 111) ; also in lumber,
high prices are due to a large extent to high profits, for the part of market value
taken by profits has doubled, while the part required for labor costs declined
(table, p. 114). The family who buys a new home pays for the increased profits
in both these industries.

Coal.—We have heard much of wage increases and pensions for coal miners,
but the price increase has been so great that profits have risen from 3.2 percent
of market value in 1939 to 11.8 percent in 1946 and 15.8 percent in 1947—almost
a fivefold increase, while wage costs have declined proportionately (p. 111).

Clothing.—High prices have raised textile profits from 13.6 percent to 384
percent of market value (1939-47) ; high prices have increased clothing profits
from 9.6 percent to 26.3 percent of market value (1939-47) ; wage costs have
declined proportionately in both industries. Workers and other consumers pay
the cost of these high profits.

The story is similar for iron and steel, paper, leather and shoes, furniture,
and the majority of all industries.

In the price of a rayon dress, wages have increased less than any other factor.
The cost of materials in the dress have gone up most of all, the retail mark-up
next; but figures on page 118 show that, in both the textile and retailing indus-
tries, consumers are paying chiefly the cost of inereased profits, for in both
industries wage costs have declined proportionately and profits risen since 1939.

In a few industries, experience has been different ; and we have included these,
too, so as to show a representative picture. In automobiles, reconversion and
strikes reduced profits in 1946, but 1947 showed wage costs down and profits up
broportionately as compared to 1939. In retail trade, food processing and farm-
ing, high prices increased the proportion paid to profits from 1939 to 1946 ; but
in 1947, prices were not so far above wage costs as in 1946, so that the proportion
taken by profits decreased slightly in 1947 and that of labor increased, due
probably to increased production and consumer resistance to high prices.

In railroads and utilities, where prices are controlled by Government commis-
sions, the part paid to wages has increased, that to profits has decreased from
1939 to 1947. It has not been easy for either of these industries to increase
profits by raising prices to the consumer. In fact, in electric utilities, the average
price per kilowatt hour of electric current sold to homes has declined steadily
since 1939, while wages have risen. Yet, because the industry has cut costs and
improved efficiency by installing new machinery, profits are satisfactory. Out-
put per man-hour has increased 36 percent since prewar.” This is an example
of constructive progress: Increasing wages, costs lowered by improved efficiency,
prices declining so that sales of electric current to American homes have increased
60 percent since 1939, resulting in greatly increased production and satisfactory
profits. But this industry is the exception. Industry in general has followed
a high-price policy, which has made serious inroads into the living standards of
workers and other consumers since the war. We do not advocate Government
control of prices for any other industry, but point to the utility industry because
it proves that price increases can be avoided or kept to a minimum.

The charts and figures in this study show conclusively that increased wages
have not been the major determining factor in the amount of the price rise.
Prices have been set by management at a level substantially higher than neces-
sary to pay the cost of wage increases. The result has been the highest profits
in history. These profits were paid for by consumers—and that means all
Americans—in the high prices they had to give for food, clothing, shoes, automo-
biles, gasoline, furniture, home appliances, and scores of other living necessities.

When confronted with the necessity of raising wages so workers can meet their
living costs, industrial managements have three possible courses open to them :
(1) To ask the cooperation of their unions in reducing costs so the price increase

7 Standard and Poor, current analysis of the industry, August 1948.



CORPORATE PROFITS 113

SHARE PAIO TO:

CLOTHING
VALUVE WACES AND PROFITS AND
CREATED SALARIES INTEREST
AN (% 87¢L/0N5)

‘@] L1 /939 G} 50.4%  9.6%C
2 s rw EEEEEEY 5 257% NN
28 o IR 757% 26370

LEATHER SHARE A0 70
& SHOES ma/: WACES AND PROFITS AND
CREATED SHLARIES INTEREST

(3 87¢¢c/0N5)

‘g, > o ) % /0]
r50c IEE) 7>/ % 209% M
v3 o7 ) 2+ %  256% CHE

FURNITURE SHARE F£A/0 70:
VALYE WACES AND PROFITS AND
CRERTED SACAK/ES INTEREST
% /3 8/¢L/0M5)
B s e S 5 o /225
VERN ‘ Blo222 17.8% 1R

17 e ) 72.+% 2650

. VALUE WAGES AND PROFITS ANO
FROCESS CREATED SALAR/ES INTEREST
/NG * 8recrons)

§ e v D)% 255N
63 rovc ) 575 7037 N
70 o7 R 5.0% 2.6 NN

may be kept to the lowest possible minimum. Thus far, not many managements
have made full use of union-management cooperation, which has dynamic possi-
bilities of benefit for workers as well as management in the present situation.
(2) To raise prices somewhat more than necessary to cover wage costs, but keep
prices below the maximum they could get in a time of shortage. Some man-
agements have shown a commendable sense of responsibility for good public re-
lations and have exercised restraint in their price policies, even though they
have not worked jointly with their unions to cut costs. (3) To raise prices as
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much as the traffic would bear. Many managements have followed this policy,
as is shown by the enormous profits reaped by industry generally. At a time
when competition could not keep prices in check because of shortages and im-
mense consumer demand, it is not surprising that so many followed this course.

It is sometimes claimed that if workers had not asked wage increases, prices
would not have risen., Workers have never had any assurance that if they forego
wage increases management will refrain from raising prices. On the contrary,
if unions had not made every effort to keep wages up to living costs, in all prob-
ability the result would only have been disastrous losses for workers and more
profits for owners and investors,

The Federation recognizes that businessmen want to raise their profits just
as workers want to raise their wages. We recognize, too, that the profit motive
is vital to a free-enterprise economy and is the mainspring of that business
initiative which creates the income to pay higher wages. Also, profits furnish
capital for plant expansion which benefits workers by increasing production.?
But to continue the wage-price spiral, with wage increases followed by drastic
price increases, is an economic absurdity which benefits no one.

Therefore, we say to American managements: Bring your unions into con-
sultation. Ask their cooperation in cutting costs so that wage increases can be
paid without continuing the price spiral. Agree to share equitably with them
the returns of joint efforts to. improve production, and open your books to them
so they can understand the problems involved and see the results of their work.
Make sure, beforehand of course, that you are dealing with loyal Americans and
not with Communists. For every loyal American worker, it will be an immense
gain to stop the price spiral, a gain worth wholehearted cooperation in any prac-
tical joint plan undertaken in good faith. For, as the chart on page 109 shows,
the price spiral has prevented workers from making genuine progress since the
war in spite of wage increases.

There is hope for next year if this course is followed. Farm and food prices
(which are not set by farmers but by bidding on national exchanges) are declin-
ing at wholesale, as world-wide food shortages are overcome. This should be
followed next year by declines of consumer prices for foods. If cooperation
between managements and unions can cut costs and bring wage increases without
continuing the price spiral, workers can recoup their postwar losses, and manage-
ment will gain by better labor relations and a growing market for their products.
Widespread acceptance of this policy would correct economic unbalance.

NOTES ON TERMINOLOGY, FIGURES, SOURCES.—“Value created” is expressed in money value.
Therefore, increases in “value created” are due both to the increased volume of goods pro-
duced and to inflation of money value through price rises which do not increase the volume
of goods available. Inventory valuation adjustment, where deducted by the Commerce
Department, has been added back. “Value created” represents only the value created by
the industry concerned and therefore excludes the cost of materials purchased from other
businesses ; this prevents duplication. Wages, salaries, profits, interest are before deducting
income taxes. 'These four items add to 100 percent of value created. Wages and salaries
include supplements such as social-security payments, pensions, ete. Source: U. S, Depart-
ment of Commerce National Income figures. See Survey of Current Business, National
Income Supplement (July 1947), especially footnotes to Table 13 for description of coverage ;
July 1948 for 1946 and 1947 figures.

Paid to— Paid to—
Value Vahtxed I
created create
Industry and year by the | Wages | Profits Industry and year by the | Wages | Profits
industry | and and industry | and | and
salaries| interest salaries| interest
Mil. of
dol.

Percent| Percent || Utilities—electric and | Mil. of
84.9 15.1 : dol.

507 3 Percent| Percent
1,481 76.4 23.6 1,718 46.1 53.9
2,152 69.9 30.1 2,671 46.5 53.5

3,029 49.3 40.7
2,273 83.7 16.3
6,116 78.0 22.0 2, 740 81.6 18.4
8,645 68.1 319 5, 692 90. 2 9.8
6, 366 85.0 15.0

Mr. CruiksHANK. Prices have been raised more than enough to
cover any added cost due to wage increases, and the result has been

8 See Labor’s Monthly Survey for September 1948.

<
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that business profits have reached new peaks. With each postwar
year, a smaller and smaller portion of the income created by American
industry has gone to workers, and a larger and larger part to profits.
For example, wage and salaried workers in 1939 received 65 percent of
the income created by industry; in the first postwar year, 1946, the
share paid to workers had dropped to 63 percent, and declined further
to 61.3 percent in 1947, and to 60.8 percent in the first half of 1948.
Meanwhile, the share going to profits of both corporate and unin-
corporated business increased steadily in each postwar year. The
share going to profits was 29 percent in 1939, and 387 percent in 1948
(first half). The figures are from the United States Department of
Commerce.

Again referring to the attachment noted before, you will see this
detailed at the bottom of page 110. However, that is not exactly
identical with the break-down given here, because, in the chart re-
ferred to, profits and interests are grouped. The figures that I have
given separate profits from interest, which show a more striking rise
in the proportion of the returns of industrial enterprise going to
profit than they would when they are grouped with interest.

It is common knowledge that profits, which reached an all-time peak
in 1947, are exceeding that peak in 1948. The proper measurement of
profits is the rate of earnings on net worth after taxes, which repre-
sents the income on stockholders’ equity or investment—the National
City Bank figures are generally used for current records. For manu-
facturing corporations, these figures show an average earnings rate
of 17 percent on net worth after taxes in 1947, which exceeds by a
considerable amount all previous records in the 22 years covered by
these figures.

During the period from 1925 to 1946, in most peacetime prosperous
years, the earnings rate varied between 8 and 11 percent, and in only
four peacetime years did it exceed 11 percent: 1928, when it was 11.6
percent; 1929, at 12.8 percent; 1941, at 12.4 percent, and 1946, at 12.1
percent. And we could note that in 1941 the defense program was
getting well under way, so that it is a question whether you could
actually call that a peacetime year. During the war, excess-profits
taxes reduced the earnings rate to between 9 and 10 percent. Yet,
reports for the first three quarters of 1948, for a smaller number of
corporations, show an increase of more than 2 percent on net worth
above the corresponding period of last year. In 1948, thus far, these
amazing profit rates are shown for individual industries: Automobiles,
26.1 percent; textiles and apparel, 22.5 percent; petroleum products,
21.3 percent ; office equipment, 25.4 percent ; pulp-and-paper products,
23.0 percent; cement, glass, stone, 20.8 percent. Thus, profits of lead-
ing corporations in many industries show more than double the rate
of return on stockholders’ equity that has been usual in prosperous
peacetime years over the last two decades.

Those who would show profits as a percent return on sales ignore the
fact that sales volume may double with little, if any, increase in stock-
holders’ investment, and it is the income on investment which is sig-
nificant.

The significant point about these profits is that they are created by
the high prices paid by workers and other consumers.
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During the postwar period, the American businesses have been de-
pending on profits retained in the business to furnish about 70 percent
of the new capital necessary for new equipment, working capital and
other needs. Thisisin marked contrast to the prewar period when new
capital was furnished to a much greater extent by the sale of securities
to investors. This change in business practice affects our entire econ-
omy. It means in actual fact that by keeping prices high, companies
actually take their new capital from consumers who pay out needed
cash involuntarily to meet high prices, instead of borrowing it from
investors who willingly invest their savings. A large proportion of the
consumers who pay for this new capital are low income groups who
have to meet high prices by cutting down their purchases of living
necessities. Qualified persons have recently pointed out that there
is no reason to believe adequate capital could not be obtained through
new security issues. Actually the volume of new capital raised by
issuing new securities has increased steadily, as a comparison of 9-
month periods in the three postwar years will show. It increased from
2 billion dollars in 1946 to 2.8 billion dollar in 1947 and 4.2 billion
dollars in 1948. (Commerce Department figures.) However, this 4.2
killion dollars compares with 13 billion dollars spent for new plant
and equipment by American corporations in the first 9 months of 1948;
and the actual volume of capital obtained from new securities this year
is only about three-fourths of that of 1929, although the amount spent
for plant and equipment is almost double that of 1929. Through prices
paid for consumers goods, buyers are providing capital for industries
over which they have no control and from which they receive no divi-
dends. This is a form of taxation by corporations without representa-
tion.

Although the major part of the new capital obtained by business
from retained profits has been used for the constructive purpose of
expanding plant and improving equipment or supplying needed
working capital, nevertheless there has been a marked tendency on the
part of large corporations to use their high profits for the purpose of
buying up smaller concerns. A study just issued by the Federal
Trade Commission shows that in the period from 1940 to 1947, 2,450
formerly independent manufacturing and mining companies with an
asset value of 5.2 billion dollars have disappeared as a result of merg-
ers and acquisitions. These acquisitions have been particularly
marked in the textile industry where companies have been making
profits of 20 to 36 percent on net worth in 1946 and 1947, in chemicals
and drugs where profits were from 15 to 24 percent, and in foods and
beverages where profits were from 10 to 42 percent. We do not have
enough information to show the actual effect of this merger movement
on competition, but these figures give cause for much concern. What
could be more destructive to our economy than the use of high profits
to eliminate or seriously lessen competition in a free market? A
free-enterprise system depends on competition to check excesses, ad-
just prices and production to consumer needs, and stimulate efficiency
and the invention of new techniques.

The results of the high price policies followed by so many businesses
in the postwar period are now being seriously felt in various sectors of
the economy. Workers’ average real wages have been declining dur-
ing the postwar period.
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From May 1945 (VE-month) to August 1945 (VJ-month) the
decline in buying power of the weekly pay envelope of the average
factory worker was 10 percent. From August 1945 to October 1948
(latest figure) the average factory worker’s buying power has de-
clined another 214 percent. But the factory worker has fared better
than the average consumer, because unions have advanced his pay.
Figures from the President’s Midyear Economic Report show that the
per capita disposable income of the American people in the first half
of 1948 was 10 percent below 1945 and 7 percent below 1946. 'This
decline has been due entirely to the price rise, since average money
wages and the per capita money income of the American people
have advanced steadily in the postwar period.

This cutting away of the people’s buying power by the high prices
which created today’s high profits is having dangerous consequences
for the American economy. First of all, it means a serious injustice
to the millions who saved their money and bought war bonds in war-
time. The buying power of their savings has been reduced by at least
one-fourth, and by one-third if the bonds were bought early in the
war. Similarly, those who depend on social security find that their
benefit payments are so reduced in buying power that they no longer
provide even a bare subsistence.

Secondly, this reduction of buying power is cutting the support
from under the market for the products of American industry. We
must have a realistic understanding of what is necessary to reach our
common goal of maintaining our economy at levels of maximum pro-
duction and employment. So-called “full employment” means a steady
increase in employment year by year as population increases and more
workers come into the labor force seeking jobs. This means a steady
increase in production of goods and services, for production is raised
both by the larger number of workers and by their rising productivity.
And now we come to the vital point in the whole problem of maintain-
ing an economy of maximum employment: namely, the purchase of
the products and services of industry. For unless these products are
bought and taken off the market, production will be cut back, workers
laid off and “full employment” will be replaced by rising unemploy-
ment with immense loss to everyone.

On whom does the American economy depend to buy its product?
Before the war in 1939, consumers bought about 75 percent of it,
Government 14 percent, business bought about 10 percent for main-
tenance, improvement and expansion of its plants, and about 1 percent
represented net exports to foreign countries. With rising postwar
prices, consumers were able to buy only 71 percent in 1947, but the slack
was taken up by business which bought unnsual amounts for plant and
equipment, and by foreign countries which in early 1947 still had
enough capital to buy for reconstruction purposes. As we look ahead
to 1949 a very different picture presents itself. Consumers are no
longer able to buy even 70 percent of the total product—in the first
three quarters of 1948 they bought only 69.8 percent; business pur-
chases for plant and equipment which have taken up the exceptionally
high proportion of 15 percent in 1948, are expected to drop away in
1949; foreign net purchases for private account have dropped to an
insignificant amount as their funds were exhausted. The result is
that the whole economy turns to the Government to support the market
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for its products. This is a serious and dangerous situation, and the
root cause of the maladjustment is high prices which cut off consumer
buying power.

There is attached a table later in my statement which shows the
distribution of the gross national product, both in dollar amounts
compared by various years, 1929 to 1948, and percentagewise.

(The table referred to is as follows:)

Gross national product of United States, showing by whom it is purchased

Purchased by—

- Total gr:lss 7
ear nation:
; Net exports .
product Consumers Bgﬂggss (private Iglrsﬁ](ég:
accounts)

Billions of | Billions of | Billions of | Billions of | Billions of
dollars dollars dollars dollars dollars

103.8 78.8 15.8 8 8.5

90. 4 67.5 9.0 .9 13.1
209.3 147. 4 26.5 4.71. 30.8
231.6 164.8 30.0 8.9 28.0
255.9 178.5 39.0 7 37.7

Percent Percent Percent Percent Percent

100.0 76.4 15.3 0.1 8.2
100.0 74.6 10.0 .9 14.5
100.0 70.4 12.7 2.2 14.7
100.0 71.1 13.1 3.8 12.0
100.0 69.8 15.2 3 14.7

Source: U. 8. Commerce Department.

Mr. Cruiksmank. The market is being supported at present, as this
table shows, by Government purchases for the European recovery
program and the military program. But we cannot go on indefinitely
expanding these programs to take up the slack in consumer purchasin,
power. We are told by competent business observers that “very smal
declines in civilian demands will offset very large increases in defense
demand.”

The serious shortage of consumer buying power is emphasized even
more when we realize that consumers are forced to depend to a large
extent on borrowing and on the use of past savings to meet current
expenses. Consumer short-term credit has increased at the rate of
$3,000,000,000 a year since the war and is now 80 percent above the
previous all-time peak in 1939. War bonds and savings bonds are
still being redeemed at the high rate of almost 3.8 billion dollars per
year; Postal Savings have declined by $67,000,000 or 2 percent in the
year ending September 1948; in mutual savings banks, in the first 9
months of 1948, withdrawals have risen by $425,000,000 while new
savings rose by only $369,000,000. All these are signs of the pressure
of high prices, particularly on low income groups. The Federal Re-
serve Board study of consumer finances in 1948 showed that half of
all “spending units” had drawn on their savings for the purchase of
“nondurable” goods, which is an indication of the extent to which
families have had to draw on savings to meet ordinary living expenses.
In the very low income groups (under $2,000) three-fourths of all
savings drawn were for such purposes.

When we take this back and compare it to the analysis of the pur-
chase of our national product, and relating the importance of main-
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taining the purchasing power of wage earners as a large segment of
the economy, we can see that what 1s actually happening is that the
current wages are not enough to maintain their relative purchasing
status; that they are having to spend their earnings which they save
in previous years, and spending anticipated wages in future years by
installment buying, reminiscent of the period just preceding 1929.

In 1949, consumer buying must increase substantially if we are to
maintain our economy at levels of maximum employment and pro-
duction. To achieve this, a stable dollar is essential. The postwar
price rise in living costs must be stopped.

Basic in checking inflation is a sound monetary policy on the part
of the Federal Government. Efforts to maintain the prices of (gov—
ernment bonds should not be permitted to interfere with such a policy,
for our entire economy depends on Government fiscal and monetary
policies to check those excesses which may be disastrous in a boom
period. .

Government tax policy is also vital. The executive council of the
American Federation of Labor has pointed out that the bulk of tax
savings approved by the Eightieth Congress accrued to taxpayers in
income groups over $3,000. The low incomes still bear a heavy tax
burden, and this should be kept in mind in any new measures for tax-
ation. Their buying power is vital to the Nation and must be increased.

In looking to 1949, the American Federation of Labor recognizes
that in a free enterprise economy the organizations of basic productive
groups—employers, labor and farmers—cannot expect the Govern-
ment to lift from them the burden of their own responsibility for con-
structive policies in regard to prices. The American Federation of
Labor clearly stated its policy at the end of the war, of asking wage
increases which could be granted without raising prices; and we seek
today a situation in which it will be possible to carry out that policy.

But in view of the drastic price rises and the policy of many com-
panies to charge all the traffic will bear, labor cannot refrain from
asking maximum wage increases unless we have assurance from em-
ployers that they will meet our sacrifice by following policies which
will avoid price increases and permit prices to decline where they
are unduly high. The great voluntary organizations which determine
wage, price and production policies cannot function in an effective
way on a national scale unless they meet together to discuss the cur-
rent situations and decide upon policies, meeting again at intervals
to review programs and consider new problems. When individual
units act separately, no one of them can have determining effect, no
matter how great the desire may be to act for the general good. The
constructive act of one unit may be completely offset and negated by
the act of another. It is for this reason that the executive council of
the American Federation of Labor has called for a joint conference
of business, labor and farmers to examine facts and propose a joint
voluntary program in cooperation with the Government to stop
inflation.

I should like to add, Mr. Chairman, it is our very earnest hope that
the President will call such a conference early in the year. The re-
sources of our great voluntary groups were used to their maximum
during the war, and in fact many people said that they constituted
America’s secret weapon ; but they have not been adequately harnessed
to the critical problems of the peacetime economy.
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There should be, we feel, continuous give and, take between the rep-
resentatives of the great segments of our economy, and it is in this
way that there can be put the responsibility on these groups that is
commensurate with their power in our economic life.

This concludes, Mr. Chairman and members, my formal statement,
and I should be glad to address myself to any questions that you may
wish to ask.

Senator Fraxpers. Mr. Cruikshank, T have noted for a year past,
and perhaps longer, the concern of your organization in finding a
rational and proper solution to this question of rising prices; and T
have been particularly interested, in reading from month to month
your Monthly Survey, to see the editorials of Mr. Green on the sub-
ject. And I am glad to see this morning, in your last paragraph, rec-
ognition of what seems to me to be a vital part of the problem, which
is that a large part of it lies within the responsibility of business and
organized labor. That is, there is a large part of it which perhaps
Government cannot do except in bringing the parties together along
somewhat the lines that you suggest; and the inclusion of the farmer
in it-is, of course, essential. But the Government alone, without what
we might call statesmanship on the part of the wage earners, the
organized wage earners and industry, I believe cannot carry the whole
responsibility for ending inflation; and I judge that you feel the
same way.

Mr. CruiksuaNk. Yes, indeed, sir.

Senator Franpers. And I have been very much interested in seeing
that point stressed so often in your monthly survey.

Now, I find a number of detailed questions which came to my mind
as you were reading. One of them is in the second full paragraph at
the top of page 2 of your statement, in which you speak of the drastic
price rise with reference to wages, or a considerable price rise with
reference to wages, since VJ-day.

I note a tendency, a natural tendency, on the part of those who are
seeking higher wages, to use as a base the last months of the war
period. I have wondered whether that was justified, since you are
making a comparison with a period in which prices were kept low by
price controls and in which, as a matter of fact, there was a real scarcity
of the goods whose prices were kept low. I have been wondering
whether a fairer basis is not the last prewar year, say 1940, or some-
thing of that sort, when we were still living under a free economy,
relatively free.

Mr, Cruiksgank. Well, Mr. Chairman, I think it depends on just
what question or problem you are addressing your analysis to. We are
endeavoring to show the way in which the worker, as a consumer, has
been squeezed by the failure of his wages since that time to keep up
with the rising prices.

I think that if you would take a prewar year, 1940, as your base,
as well as 1946 where prices were artificial, as you indicate, I think
that you would find the same squeeze as affecting the worker. -He isup
against the problem of balancing his family budget.

Now, the prices were kept down at the earlier period by free com-
petition when there was plenty of goods on hand ; and when that scar-
city came in, created by the artificial condition of the war, then you had
to bring in the artificial controls of price control, and so forth.
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Senator Franpers. That leads to another point, which is not men-
tioned here, and that is that perhaps it is difficult in a time of statisti-
cally full employment, that 1t is more difficult to keep inflation under
control than it is in periods when there is still a considerable number
unemployed ; because, among other things, if there are people unem-
ployed and the demand is active, you can increase your output by em-
ploying more people. And that resource does not seem to be left to us
now. Not that there are not people unemployed, but there is no great
mass of unemployed people in any particular industry or any given
area, on which we can draw.

So that raises the question as to whether we have not somewhere near
reached the limits of our production with present equipment and pres-
ent working hours, so that that resource of increased production which
was available before the war is no longer available.

Mr. CruiksHANE. Well, in one sense we may have, and it is un-
deniable that full employment does bring certain problems regarding
inflation that do not exist when there 1s some unemployment. But
we have still great resources, I think, in management skill, in the
development of new techniques, and the development of new equip-
ment. We have great resources available to increase production of
consumer goods and other goods.

Senator Fraxpers. Those, of course, particularly so far as new
equipment is concerned, are comparatively slow; they do not make
an immediate response as hiring new men would make.

Mr. CruiksHANK. That is right, of course.

Senator FLaNpers. And furthermore, that raises the question which
we have been discussing from the economist’s and accounting stand-
point the last few days, as to whether there are profits enough for new
labor-saving equipment. I will not go into that for the moment, but
that is a part of the question. '

Now, in the third paragraph from the bottom of page 2, you say :

Those who would show profits as a percent return on sales ignore the fact
that sales volume may double with little, if any, increase in stockholders’ invest-
ment, and it is the income on investment which is significant.

I would like to suggest to you that a profit reckoned on sales does
have significance of a sort, and I will ask you the question as to whether
you think it does not have a certain significance in that it indicates the
degree of take-out of the customer’s dollar?

Now, if you have enormous aggregate profits and a very large in-
vestment, and if it is made by rapid turn-over on 2 cents out of the
customer’s dollar, that certainly sets a limit, If the profit is 2 cents
and the sales price is $1, the businessman is getting 2 percent on sales.
That certainly sets limits on what he can do in reducing prices. And
if he is in a business which has an exceedingly rapid turn-over and
involves low capital investment, that may show a very large return
on his capital investment.

Mr. CruiksHANK. We do not maintain, Mr. Chairman, that the
percent return on sales is without any significance, but we think that
it does not have the significance that is often implied when those
bases are used. When you think of the division of the return of the
whole productive enterprise in the country, how the basic proportion
is to be allocated, that is the question to which we are addressing our-
selves. And when a business maintains that it is not making much
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profit, which is often implied, that it is not making much profit be-
cause it is operating on a 1 or 2 percent profit on sales turn-over, when
it may be making 20 or 25 percent on the original investment, we are
just saying that it does not have the significance that is often attributed
to it. :

Senator O’'Manoney. Have you not already said, Mr. Cruikshank,
that the record before us shows that by reason of rising prices the
larger corporations, at least, have been able to obtain from the con-
sumers, en masse, a sufficient amount of capital so that they can invest
that profit in expanded facilities without going into the market and
selling stock ¢

Mr. Crutksuank. That is right.

Senator Franpers. That is the next point that I wish to raise, al-
though just to go back for a moment, I imagine that when the packers
appear before us they will point to 1 or 2 percent on the sales dollar,
and a very low investment, comparatively speaking, as compared with
heavy industries, for instance, and will raise the question as to whether
that 1 or 2 cents on the dollar is not about as close as you might ask
anybody to go. I am not surely predicting that, but after looking at
their figures my guess is that they will bring up that point.

Now, on this matter at the foot of page 2 and the top of page 3,
that the companies take their new capital from consumers, you raise
there the hen and the egg question. Do they take it from consumers
because they cannot get it from the capital market, which the testi-
mony we have had previously would indicate, or is it lack of desire
to go to the capital market since they can get it so easily out of their
customers ?

Now, that is a question. I hope that out of your testimony and
the testimony this afternoon, we can get pertinent questions to ask
the irllldustry representatives, and that 1s one which we should be ask-
g them.

The assumption has been that the capital market has dried up so
that they have to get it out of profits, and the question is whether
that is so or not.

Senator O’ManoxNEY. As I pointed out a day or so ago, I think when
Frofessor Paton was on the stand, the November issue of the Survey
of Current Business published by the Department of Commerce shows
that the ratio of common stocks to all issues is now about 25 percent,
the same as it was in thé early twenties, and perhaps 4 or 5 percent
lower than it was in 1929 when there was a great speculative move-
ment in common stocks preceding the collapse. So that actually, upon
the statistical information before us, it would seem that percentage-
wise, at least, common stocks occupy relatively the same position that
they did back in the early twenties.

enator FLanpers. That is a pertinent observation.
b Slenator O’ManuoxEY. The question is whether or not they should
e larger. :

Now, one opinion was expressed that if common stocks should go up
to 28 or 29 percent again, it would be an indication of unwise specu-
lation in common stocks. Another opinion was expressed to the effect
that a full-employment market, or the market created by full employ-
ment, warrants a larger investment in productive enterprise to pro-
duce the goods which a fully employed community would consume.
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Senator FLaxpers. The facts pertinent to the discussion would seem
to be what percentage, in the last 2 or 3 years, of new capital is
being obtained from equities, and what from borrowing, and what
from reinvestment inside the business.

Senator O’ManoNey. To me, one of the great significant facts here
is that big business is finding its necessary funds for expansion and
capital investment of one kind and another, from accumulated earn-
ings, and is made independent of the venture capital. And I might
say that the testimony at least of Professor Slichter here the other day,
and of Professor Paton, would indicate that some of the big corporate
leaders, management leaders, want to take all of the risk out of risk
capital by figuring profits upon a new basis so that they will not have
to pay as much taxes to support the Government.

Senator FLanpers. We will have an opportunity to investigate that
practice, and the justification for it, as these representatives of big
business appear before us.

Mr. Crutksuank. I think it will be very constructive if you can
get that out. It gets into the difficult area of motives, sometimes, just
why they are going into that resource rather than going before the
public with new issues. That is not exactly known. I think the record
1s clear that in the last few years they have not been going before the
public in the same way that they have in previous years to sell
securities.

Senator FLaxpERrs. At the top of page 4 of your statement, I wouid
raise the question, without having the answer, as to whether a drop
in consumer percentage of purchase of the Nation’s production and
the maintenance or expansion of the Government purchases—whether
the consumers’ drop may not be a recognition of the increased demands
of Government rather than the Government having had to take this
part of it owing to the inability of the consumers to buy it? In other
words, is not the rise in prices in part due to the fact that the heavy
Government purchases help to produce the scarcities which help to
produce the increase in the prices?

Mr. Cruiksuank. May I ask Miss Scattergood to comment on that?

Miss Scarrercoon. In the first place, if you take the table that
appears as page 5, the proportion that the Government bought of
the entire product in 1939 is almost the same as it is in 1948, so that
we have not exceeded the proportion the Government was taking in
1939. Asyou say, the fact that the Government is taking and using a
large part of the product does increase the scarcity. But as we look
ahead, the point seems to be that we must return-to a dependence on
consumers as we have in the past. We cannot go on increasing the
dependence on the Government, and unless the consumer buying power
expands considerably, business will have no justification for enlarging
its plants and continuing to support the economy by enlarging its
plants as it did in 1948,

The whole basis rests on the consumer, unless we expect to turn over
to a Government-run economy.

Mr. CrutksuaNk. I think that that is underscored, too, by the fact
that the large portion of this Government expenditure as represented
by the efforts to rehabilitate the economy of Europe, is not intended as
all ever to be a continuing thing ; that we hope to have Europe on its
feet, and when Europe is on its feet it is going to start to export, and
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we are going to have to start to import, naturally, which again calls
for the additional consumer buying power if our own economy, the
economy of Europe and the whole stability of the world is to be
maintained.

Senator FLaxpers. Your figures indicate that the percentage of the
product taken by business firms in 1939 was 10 percent; and based on
three-quarters of the year 1948, it is 15.2 percent. That is really the
big change there, which comes in the percentage of business invest-
ment.

Now, do you feel disposed to criticize the volume or to criticize the
use of that increased business investment, that being the significant
thing in these figures? What have you to say about 1t ?

Mr. CrutssHaNE. Noj; we do not criticize that. That represents
largely the purchase of new plant and better equipment.

We are only pointing out that we cannot expect it to continue. It
represents the taking up of the slack largely of the war period while
inventions were being made and new techniques were being developed,
and they were not in position to purchase the tools and pfant to capi-
talize on that; so that there is a slack in there that is being taken up,
which cannot be expected to continue.

Senator Franpers. Then really it seems to get down to possibly your
feeling that we should be somewhat more optimistic of the period
ahead, so far as these shares of the national product that go to non-
consumers are concerned. We would hope, then, that a less high per-
centage would go to business firms and a less percentage to the Govern-
ment, and would leave more for the consumer.

Mr. Cruiksaank. That is not quite the point of our argument.
The point that we attempt to make is that since we cannot expect the
business proportion to retain this abnormally high level and since we
cannot expect or do not desire the Government portion to maintain
that high level, the consumer proportion is going to have to reach a
higher level than now and at least return to the level of 1929 and 1939,
unless the economy collapses.

Do you wish to comment further, Miss Scattergood ?

Miss Scarrercoon. I wanted to make this comment, Mr. Chairman,
that you say a larger proportion would be left to the consumers. Yes,
and that would be desirable. It would mean the possibility of a
higher living standard. But if that proportion is left to the con-
sumers and the consumers are not able to buy it, the result is that it is
a drug on the market and it causes an unhealthy collapse in prices,
lay-offs and unemployment.

Senator FLaxprrs. It seems to me that each of those positions is
tenable. A part of this is forcibly withdrawn from consumption,
and the Government at least is taken out without the consumer’s
explicit permission for any given thing. It is taken out as a matter
of national policy. You have not felt, by criticizing too strongly,
the percentage that goes to business firms as a temporary necessity;
and so you do have, on that basis, something left.

Now, what you want to know 1s whether, as the Government’s share
decreases and business firms take out less, prices are going down or
wages are going up, or what, so that what remains can go to con-
sumers. That 1s your concern.

Mr. CruiksHANK. Yes.
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Senator Franpers. Does that express it clearly ¢ _

Mr. Cruiksaank., Well, yes; I think so. I might just recast it a bit.
It leads us back to this old question of underconsumption as related to
so-called overproduction; that we want to avoid what might be an
overproduction in case any of these factors decline in their purchasing
power.

Senator FLanpers. We have a new aspect of that.

Mr. CruiksaaNk. We maintain that there never was such a thing
as overproduction.

Senator Franpers. I agree completely with you on that. There is
no conflict between you and me, and I do not know about anybody else
in the room, on that subject.

One of the interesting things is that we have, in a way, hit a ceiling
of production on the number of hours a  week, and on the available
equipment and facilities of production, so that our problem is that of
distributing what we produce, except as we may increase that produc-
tion volume by new equipment and improved management methods.

Now, in the middle of page 4, you speak of the decline in savings:
You may have the figures, and of course we can get them easily enough.
You speak of the high rate of redemption of war bonds and savings
bonds; and now, relating to savings bonds only, have you any figures
handy for the net loss in savings bonds?

Miss Scarrereoop. I have the figures here, Mr. Chairman. I could
Jook them up. - -

The savings bonds have recently been increasing in purchases be-
cause of a drive that has been going on, and there is no net loss. The
recent drive has brought in enough new savings to offset the redemp-
tions of bonds. But the bond redemption is still at an extraordinary
high rate, as it was last year.

Senator FLaxpers. The turn-over is rapid.

Miss ScarrerGoop. The point we wanted to bring out here was that
the savings of low-income groups, as shown by these various factors,
have declined. The net savings picture for the United States does
not show a net decrease, because there has been probably a larger sav-
ing for the high-income groups. :

Senator Fraxpers. It was my impression that there had not been
any net loss, and I just wanted to make sure that that point was
brought out; and your explanation will go on the record.

I was interested in your reference to Government monetary and
fiscal policy. My own impression is that monetary policy is rather
dangerous and may lead to unemployment, and fiscal policy is a safer
way of handling the money-supply end of the inflation spiral. That
is the third paragraph from the bottom on page 4 of your statement.
~. That brings my comments to an end except again, with reference to
your last paragraph, I want to say that I believe that you and your
organization and Mr. Green have put their fingers on an important
fact; that is, that the Government cannot do everything in the way
of controlling inflation except as they could end it by drastic monetary
policies which would result in unemployment, and that is the wrong

vay to end inflation; but a large share of it lies in statesmanship by
organized labor, business, and the farm groups. And it seems to me
that your proposal for a conference on that subject is highly con-
structive. :

Mr. Patman, do you have any questions?

82989—49——9
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Representative ParmaN. I would like to ask one or two questions.

On page 1 of your statement you make a very interesting observa-
tion down next to the last paragraph, about the 1920’s and the 1930’s
when we heard so much about balancing the budget and paying off
the national debt.

Of course, there was good reason then why they were doing that.
They were trying to block the passage of the bill to pay the adjusted
service certificates of the veterans of World War I. They claimed that
the 11/4-billion-dollar payment would absolutely ruin the country; do
you recall that?

Mr. CRUIESHANE. Yes.

Representative Parman. It would cause ruinous inflation.

Mr. CruiksHANE. Yes.

Representative Patman. Well, they blocked the passage of it until
1936, and when the money was paid it would have done this country a
lot of good, but the Federal Reserve Board doubled the reserve re-

uirements of banks and caused the deflation of 1937. They went too
ar.

That is the reason I would like to give very careful consideration
to your statement on page 4 about sound monetary policy. That is
right, we must have a sound monetary policy; and I think that we
should have a balanced budget at all times, and pay off a sizable
amount on the national debt each year. But we must watch these
monetary policies. The Eightieth Congress, this Congress, gave the
Federal Reserve Board more power on changing reserve requirements,
and that is a very potent power. They have used that power. Those
are dangerous dollars, the way they can arrange this monetary system.

We must keep in mind not to give any one group too much power
along that line, which would permit them to put into effect the same
policies that caused the unnecessary depression after the First World
War. So I hope your group gives consideration to that.

Mr. Crurksuaang. We certainly agree with that, Mr. Congressman.

Representative Parman. That we must watch the powers offered
to certain groups along that line, for fear that they might go too far
and cause another depression, which should not be caused and will not
be caused if the principles and policies of the maximum-employment
bill are carried out. You are in accord with the policies of that bill, are
you not ? :

Mr. CrurksHANK. Yes, indeed.

Representative PatMan. You think if we carry out the policies ex-
pressed in that bill, now law, that is the proper thing?

Mr. Crutksmank. It is providing in part some of the objectives that
we have asked for here. Our group, as well as business groups, have
been called into consultation with the economic advisers, and we have
found them very willing and ready to consult with our representa-
tives. However, we do not think that that quite fills the bill. When
you get the representatives of these various groups together—they do
not call them in together and consult and have a give and take, and
make definite proposals to the economic advisers, but they call them
in separately. And that, I think, is the way it is set up in the bill
that they should do, or at least it is so interpreted, and I do not question
that interpretation. But there is something beyond that that we are
asking for, and that is to get these responsible leaders of these
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groups, that cannot act separately but which must act together in
the public interest, just as we do in wartime, and lay on them the re-
sponsibility and say, “Now, bring it up, the public is waiting, the Con-
gress is waiting, and the administration is waiting to see what these
groups can offer as a way out of this serious problem.” And if that
kind of responsibility were put on them jointly, I think that we would
see something come out of it.

Senator Franpers. It would be my hope that the nature of these
proceedings, and the testimony brought by the two groups coming
before it, might be of such a nature as to show the usefulness of the
two groups getting together. And so far as it is possible to use this
series of hearings to that end, I think that we should use them to that
end.

Senator O’Manmoney. I quite agree with the chairman in that
respect. I feel that there is a good deal more agreement among all
of the people who are thinking about this and talking about it, than
there is disagreement. And I was very pleased to have you say here
that the organization for which you speak, the American Federation
of Labor, desires to promote and to strengthen a free-enterprise
system.

It is customary, of course, to read statements in the press and in the
magazines that labor wants to promote a police state. That is not
your purpose, is it ?

Mr. CruikseANK. Definitely not.

Senator O'MaHoNEY. In other words, you want to preserve a free
economy in which risk capital may be attracted ?

Mr. CruiksHANK. That is right.

Representative ParmaN. I had one or two other suggestions. I
notice that you state that the executive council of the American Fed-
eration of Labor has called a joint conference of business, labor, and
farmers to examine facts and propose a joint voluntary program. I
understood you to say in your examination by the chairman, that you
hoped the President would call such a conference.

Mr. CruiksHANK. Yes.

Representative ParMmaN. Have you not already called one? I am
referring to the last part of your testimony.

Mr. CruiesHANE. It says, “The executive council * * * has
called for a joint conference.”

Representative ParmaN. You mean that you are asking the Presi-
dent to do that?

Mr. CruissHANE. I do not think any formal representations have
gone to the President at this time, but in the report of the executive
council to the convention, which was adopted, the executive council
asked that such a conference be called.

Representative PaTaran. It occurs to me that it would be a very fine
thing, and I hope it is called.

Mr. CruiksHANK. It is amazing, sometimes, I have had some ex-
perience with management and labor committees, and—well, it should
not be amazing, it is just true—how the sense of responsibility de-
velops among these people when they get together. We all make state-
ments for the press, and we all make public speeches, and so forth, in
which we say certain things, but when the responsible representatives
of labor are sitting with responsible representatives of management
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across the table, and we both have a common objective before us, it is
one of the most heartening experiences one can have to see how they
buckle down and come to common agreements and brush aside a lot
of the stuff that is just for public consumption, and understanding each
other as they do, get right down to tackling a problem and come out
with a workable solution.

That is the kind of thing that we think can meet this problem.

Representative Parmax. In connection with Senator O’Mahoney’s
suggestion about the private-enterprise system, which I know that
you want to preserve, do you fear that any of our businesses are getting
so big ;IOW that they might be detrimental to the private-enterprise
system ?

Mr. CruiksaaNKE. When a business gets so big that the concentrated
controls and power of one group can control an effective part of the
market for the products of that, you have really departed from the
free-enterprise system.

Representative Pamaran. Do you not find that true in reciprocal trad-
ing, where one large concern trades with another large concern?

Mr. CrurksHANK. It can be true. Of course, just size itself is not
always detrimental. It is size in relation to the other units and size
in relation to the market for that product. Some big concerns can be
more eflicient than smaller concerns. But there is a point at which,
in relation to the other concerns in the same market, the size needs to
be taken into account.

And what you say is true, if I may use the expression, “making
book” between certain big concerns can be a serious detriment to the
consumer and be out of the spirit of our whole free-enterprise system.

Representative Paiman., Has your organization made any study
about the size of business, as to what particular point in the size a
business is most efficient, of a particular type?

Mr. CrutgsHANK. No, we have nol. There are some recent studies
out that I think are quite significant on that question.

Representative Patman. Who made the studies?

Mr. CruiksuaNE. The study was made by the Committee for Eco-
nomic Development. It is published in a book put out this year and
it is by A. D. H. Kaplan, Small Business, Its Place and Problem.

Representative Patman. It would be interesting. I would like to
see it.

Senator FLanpers. I was on the committee that made the 20th Cen-
tury Fund investigation, and that was quite a little time ago.

Representative Parmaw. I think that that is all.

Representative Huser. I wish to compliment you on submitting a
very excellent paper, not couched in the usual economic verbiage and
double talk, It wasright down to earth, and I enjoyed it.

Stiilator Franpers. You are excused, sir, and we thank you very
much.

Mr. Cruiksaaxk. Thank you.

Senator FLaNDERs. The next witness is Mr. Stanley H. Ruttenberg,
economist with the CIO. Mr. Ruttenberg will take the stand.

Mr. Ruttenberg, you have a B. S. from the University of Pittsburgh
and have been director of the department of education and research
of the CIO since September of 1948. You came to the national office
as associate director in 1939 and have been with the CIO since 1937
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except for about 4 years, 1 of which was spent as assistant to the
director of Hull House.

Mr. Rurrensere. And the other three in the Army.

Senator Franoers. That happened to a great many people.

You have written testimony, and you may proceed with it .

Mr. RurrexBerG. Thank you very much.

STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR OF THE
DEPARTMENT OF EDUCATION AND RESEARCH, CONGRESS OF
INDUSTRIAL ORGANIZATIONS

The Congress of Industrial Organizations welcomes the opportunity
to testify before this joint congressional committee. Mr. Murray,
president of the CIO, regrets that he could not accept the invitation
to appear in person. Iam appearing in his stead.

My name is Stanley H. Ruttenberg. I am the director of the depart-
ment of education and research of the Congress of Industrial
Organizations,

The CIO hopes that this investigation and hearing will throw some
light upon the level of profits, which has been the subject of tonsid-
erable discussion. Some groups say that profits are low and others
that profits are high. We are hopeful that this series of committee
hearings will get at the facts of the controversy. We are convinced
that an impartial investigation into the profit picture of American
iI%dustry will justify the position taken by the CIO over the period
of years.

In this testimony we should like, first, to review the level of cor-
porate profits of American industries, information which we are sure
is quite familiar to the members of this committee. Secondly, we
should like to discuss the reasons why we think profits are soaring
to new all-time highs; and, thirdly, we should like to discuss the effect
upon our economy of the present level of corporate profits. Fourthly,
we should like to point our finger at some of the problems which have
been raised by industry groups in an attempt to indicate that present
profits are not as exorbitant as they actually are.

We should just briefly like to summarize the general profit picture
as seen by organized labor. Reports for the third quarter of 1948
by the Wall Street Journal, which surveyed 155 major companies in
15 industries, showed third-quarter earnings to be—

A sweeping 41.7 percent above the third-quarter earnings of 1947. Such a showing
clearly points to record-high earnings for all of 1948,

The National City Bank reported third-quarter 1948 earnings of
400 leading corporations to be 38 percent above the similar period
of 1947. The National City Bank’s November 1948 letter showed
that these 400 corporations had an annual return on net worth based
on reports for the first 9 months of this year of 18.7 percent as com-
pared to 16 percent for 1947. Return on net worth for previous years
was considerably lower.

Individual corporations of 1948 have reported unusually high levels
of profits after taxes. Bethlehem Steel Corp. showed an increase in
the third quarter, 1948, of 40 percent over the same period in 1947.
General Motors increased their profits from $213,000,000 for the first
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9 months of; 1947 to $327,000,000 in the similar period of 1948 for an
increase of 53 percent. These are just two specific examples, but
they are representative of two basic industries which have continued
to Increase their prices in 1948 because they say it is necessary to meet
increased costs. As we shall point out later, these companies increased
prices not just to cover increased costs, but far in excess of what was
necessary to cover costs, with the resultant effect of the level of profits
as 'indicated.

Looking at industry as a whole, 1948 profits, before taxes, of all
corporations will be at least $34,000,000,000, and over $20,000,000,000
after taxes. This compares with the previous best year, 1947 , when
profits before taxes were almost $30,000,000,000 and $18,000,000,000
after taxes. ’

In the prewar years 1936-39, which, by the way, were the base
years for the wartime excess-profits tax, the average corporate profits,
after taxes, was 3.9 billion dollars. In other words, corporate profits,
after taxes, in 1948 will be more than five times what they were during
the excess-profits tax base period, 1936-39.

Profits are now soaring to new all-time dangerous highs because
(1) American industries are involved in the process of gouging the
public—that is, in self-interest they are making as much as they can
make while the making is good; (2) corporations are engaged in pro-
tecting themselves against the future depression which they feel is
inevitable; (3) corporations think they must show the stockholders
a better profit picture each succeeding year regardless of the impli-
cations for the stability of our economy which this practice carries;
(4) corporations are raising prices with little regard whatsoever to
existing costs but with concern almost solely for what the market
will bear.

These four factors combined represent the self-interested, short-
sighted, depression-producing thinking of American industry that
must be altered if we are to avoid serious economic dislocations.

This statement will briefly refer to each of these four factors.

First, in connection with the desire to make as much as possible
while the making is good. It seems clear upon an examination of
any series of facts or figures that American industry shows little
regard for the general public, while it shows major concern for itself.
One price increase after another has been made by the major indus-
tries since the elimination of OPA. Few attempts have been made
to absorb increased costs or even to pass on to the American con-
sumer a better product for a lower price. The only sight which in-
dustry envisions is its avidity to increase prices and reap more and
more profit.

In addition corporations are engaged in protecting themselves
against the depression which they feel is inevitable. This point of
view is frankly set forth by Mr. Irving S. Olds, chairman of the
board of the United States Steel Corp., in his annual report of 1946.
He said:

Operations are at an all-time high. Profits should be sufficient to enable a
fair return to be paid to the owners of business in the form of dividends and
also to permit an adequate amount to be set aside for future needs since the day

will come when steel operations are at a lower rate than at the present time.
[Italies added.]
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It is clear from this quote that United States Steel Corp., at least,
is safeguarding itself against the depression which it considers will
inevitably come. Mr. Olds’ remarks could be paraphrased this way:

We must charge as high a price now as we can while business is good and pro-
duction levels are at all-time peaks so that we can make sufficient profit to
set aside for the rainy day when orders will fall off and production will decline.

This is an extremely dangerous attitude for American industry to
take. Granted industry must protect itself against periods when pro-
duction will not be at”capacity levels, the question which we raise
specifically in this connection is whether industry, in protecting itself
against the future, is not adopting policies which will hasten “the
day * * * when * * * operations are at a lower rate * * *.”

By following the policy of raising prices and profits, in other words,
industry is doing more toward bringing on the depression and bring-
ing closer the day when they will need the reserves about which they
speak. That is to say that the practice of industry to raise prices and
thus its profits will do more bring on a depression and reduce produc-
tion than any other single decision of industry. If, on the other hand,
industry would moderate its avaricious appetite for profits by moder-
ating ifs pricing policies, it would go a long way toward stabilizing
our economy and thus postponing, maybe indefinitely, the inevitable
depression which they seem desirous of protecting themselves against,

We would also like to comment briefly on the general attitude of
business managers and industrialists that year in and year out, regard-
less of the effect it has upon our economy, profits must be ever increas-
ing. It seems that the heads of our major corporations feel it incum-
bent upon themselves to maintain an enlarging profit picture for their
organization. It is this attitude on the part of industrialists which is
creating and adding to the serious economic distortions which are
occurring. - The atitude of having to do better than the last guy
weights heavy upon the minds of American industrialists. It is this
selfish attitude on the part of major segments of our American life
which portends serious consequences for the future. It would be for
the good of industry and for the good of our economy as a whole if
this attitude could be moderated.

We further maintain that industry has raised prices with no regard
to increases in costs but only with regard to what the market will bear.
In other words, industry sets prices on the basis of making a profit at
a low level of production ; it wants to make a profit even though its
operations are curtailed from present levels. This means that prices
must be considerably out of line with costs of production when opera-
tions are at present-day high levels.

Again this self-interested thinking on the part of American industry
is the kind of thinking which inevitably will lead to the lower levels
of production—lower levels which spell unemployment, reduced in-
come. In brief, they spell depression with its misery and chaos. In
brief, they spell depression with its misery and chaos. It is the old
false notion of making profits through moderate levels of production
and high prices instead of making the same level of profits or at least
a reasonable level or profits through low prices and maximum
production.

If industry could be made to realize that a stable, dynamic economy
could be perpetuated in America on the basis of maximum production
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and low prices it would be a major accomplishment. But instead,
industry figures that some day production will have to be curtailed
and on that day it still wants to make a profit. To accomplish this,
therefore, industry sets its prices to make a profit at the low level of
production. Consequently, as production increases and costs decline,
profits soar. The resultant profits derived from prices established
on this basis creates distortions between demand and supply which
inevitably lead to imbalances that bring on economic reversals.

As a result of these practices by American industry in the estab-
lishment of its price structure, higher and higher profits, quarter after
quarter, are made. As profits soar to new all-time highs, (1) serious
distortions in our national income occur; (2) serious maladjustments
develop between prices and income levels; (3) the seed germs of the
next depression are being sown; and (4) incentives to increase pro-
duction and expand capacity are lessened.

As profits soar to new highs, they do so at the expense of other seg-
ments of our national income. Profits increase because prices increase
and when prices increase faster than wages, serious distortions in our
national income occur.

In comparing the year 1945 with the first half of 1948, we find that
corporate profits before taxes took 11 percent of our national income
in 1945, while taking almost 15 percent in the first half of 1948. On
the other hand, compensation of employees took 6714 percent of our
national income in 1945 and only 61 percent in 1948. Even compared
to 1939 the same situation is true—a greater share of our national
income going to corporate profits and a lesser share going to the com-
pensation of employees. Instead of this occurring the compensation
of employees component of our national income should be taking a
larger proportion of an ever-increasing national income. For ex-
ample, the Council of Economic Advisers, in discussing the long-
range economic program specifically, said :

In a future expanding economy, consumer income and expenditures will require
a larger share in order to assure markets for everything that can be produced.

Here the Council of Economic Advisers clearly recognizes the need
in an expanding economy for the compensation of employees to be
gver-increasing rather than declining as has been the case in the past

ecade.

Since the war period prices have increased much more rapidly than
have the incomes of the mass of American people. The cost of living,
for example, as measured by the Consumers’ Price Index of the
Bureau of Labor Statistics has risen over 37 percent since early 1945
while income in terms of average weekly earnings of manufacturing
workers has increased a little over 18 percent. This means that aver-
age weekly earnings as a result of rising prices and in spite of three
rounds of wage increases purchase approximately 17 percent less today
than they purchased in January 1945, when weekly earnings were at
their wartime peak. This distortion between prices and income is in
the process of leading to a situation where the products of American
industry will not be absorbed by consumers because incomes are in-
sufficient to purchase these products. We are witnessing this situa-
tion in the textile industry and the shoe industry where prices are
already so high that many people are refusing to buy the products of
these industries. The textile and shoe industries are attempting to
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remedy this situation by curtailing production instead of curtailing
prices. Again we see an example of the self-interested thinking of
American industry which is dangerous not only in this present infla-
tionary period but which spells serious foreboding for the future.

It would be for the good of all concerned if prices were reduced so
that demand would be bolstered and production maintained. The
textile and shoe industries are doing just the opposite. They are
attempting to bolster their present price structure by reducing pro-
duction and eventually bringing demand and supply in balance at a
point which will justify the present price structure.

This situation leads me to my third point.

Senator O’'Manoney. May I ask you at this point if you could
procure for the committee some statistical information or some an-
nouncements of the textile or the shoe industries, bearing out this
conclusion? I have been seen the indications myself, but I think it
would be well to have them in the record.

Mr. Rurrexeerc. Yes, Senator; I would be glad to secure them.

Senator Franpers. We will be glad to put them in the record.

('The materials submitted by Mr. Ruttenberg are included at the end
of his testimony.)

Mr. Rurreneere. This practice combined with the general practices
which we have discussed earlier will create the kind of situation
wherein a depression will be inevitable if the economy is not receiv-
ing shots in the arm through the temporary props of an European
recovery program, a defense and armament program, and so forth.
Do not misunderstand our position; we feel that the Kuropean re-
covery program and the armament and defense programs are essen-
tial for American peace and security. Yet we simultaneously realize
and sincerely hope that these are only temporary expenditures of our
Federal Government, and as temporary expenditures they will not last
forever. We must therefore consider the concomitant economic
developments that are necessary to maintain a full-employment and
full-production economy on an even keel when the temporary props
are removed. :

Therefore, it is with this thought in mind that we are calling to
the attention of this committee the fallacious economic thinking of
big business in America which we think will lead us into an inevitable
collapse.

The incentive to increase production and expand capacity is con-
siderably curtailed by the present level of corporate profits. Industry
realizing that it can make high levels of profits without expanding
or increasing production has no drive to meet the ever-increasing
demand for many American products. This is an extremely danger-
ous development, and if we are to maintain a dynamic economy pro-
duction must be increased and capacity expanded.

When industry is pushed to reduce costs to make reasonable profits,
it is more inclined to modernize, improve efficiency, and expand than
it is when consideration does not have to be given to cost factors to
keep the business operating at an extremely profitable level.

It is fairly obvious that high-profit levels have created greater
maladjustments between prices and income as well as distortions in
our national income. These distortions are creating economic situa-
tions which result in the destruction of production incentives and
many other factors which lead to economic chaos.
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This committee has a major responsibility in its investigation of the
profit picture. It must get to the roots of the present situation which
gives rise to the exorbitant unconscionable level of profits of American
industry.

The claim is made by business and industry generally that profits
today are not high and are not exorbitant and are not at unconscion-
able levels. Industry claims that present levels of profits are essential
hecause of the increased costs of doing business and because venture
capital is not available for use in sufficiently large quantities to re-
place, modernize, and expand facilities. Further, that large parts of
today’s profits are purely book profits resulting from increased eval-
uation of inventories. Industry claims that inventory profits cannot
be considered actual profits and as such must be set aside to guard
against inventory price declines. Industry also claims that profits
do not take into consideration “inadequate” depreciation allowances.
We should like to discuss with the committee these claims by Ameri-
can business.

First of all, the contention that there is a scarcity of venture capital
and that as a result portions of net profits must be retained to be used
to modernize and expand production facilities. An extremely serious
situation is aggravated when industry reinvests its own retained earn-
ings in an expanding operation. It is dangerous because of the mo-
nopolistic tendencies involved. When retained earnings are used, for
example, to expand capacity, the present owners of the business con-
tinue to be owners of a larger and expanded business. This means
that a limited number of people continue to control a larger propor-
tion or a larger share of that business’ operations.

Senator O’MaHoNEY. May I interrupt to say that the difficulty, I
think, is a little bit broader than what you have stated. The invest-
ment of retained profits is not confined merely to the expansion of
existing facilities. It also reaches out into the expansion of particu-
lar businesses into nonrelated lines and industries, bringing about the
concentration under one management of groups of enterprises which
in themselves have no relation to one another.

Mr. RurrenBere. I am glad that you elaborated on the point, Sen-
ator. T agree completely that that implication is involved and is as
serious, if not more serious, than the one which I have indicated.

If, on the other hand, new venture capital is secured from stock
issues, a larger number of people become shareholders and the man-
agers of the business become responsible to the enlarged number of
owners. As long as industry, however, does not secure new venture
capital to modernize its facilities and expand capacity, it is engaging
in a serious monopolistic practice which is not in the best interest of a
dynamic economy. This practice of expanding by the use of retained
earnings has a tendency to eliminate new competition because, if the
large producer does not receive equity capital through stock transac-
tions, it becomes extremely difficult for any new businessman to enter
the scene in an attempt to float a new series of stocks to the public.
If, on the other hand, large companies did secure equity capital from
the public, it would tend to make the problem of securing new capital
much easier for the small- and new-business men.

Industry, however, counters with the claim that it cannot secure
venture capital on the open market. This claim, in our judgment,
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is fallacious. Industry has not made the kind of effort which they
should make in order to develop sources of venture capital. Of
course to look at the figures of the amount of new money secured
through new securities issues, one would conclude that not much new
capital is secured through flotations of stock. Considerable portions
are secured through bonds and notes. However, we must look fur-
ther and deeper into this problem. Just an examination of the
statistics of new security issues does not answer the problem or per-
mit us to draw satisfactory conclusions. For example, the present
stock market does not reflect the profitability of American industry.
From all reasonable points of view, based on the current profit pic-
ture of American industry, the level of stock prices should be much
higher than it now is. Stock prices have not risen in relation to rising
prices. This has resulted in the hesitation of people to invest in the
stock market. With this hesitation goes the scarcity of equity capital.

But we must ask ourselves why the stock market does not reflect the
profitability of American industry. Of course the stock market is
discounting the future. If the future were more promising in terms
of there being the opportunity to maintain full employment and full
production, the situation of the stock market might be altered, but it
is the lack of faith in the future of America which is being discounted
by the American investor.

If the American economy could be made to operate on a fair and
equitable basis whereby the mass of American people could buy the
mass-production goods of American industry, we would have a pros-
perous and profitable Nation in which there would be no scarcity of
equity capital and no problem of the stock market discounting the
future of our Nation.

One reason why industry is not floating new security issues and not
receiving equity capital has to do with the dividend policy of Amer-
ican corporations. In the prewar years corporations were distributing
a large share of their profits after taxes. However, in 1929, 70 percent
of the corporate profits after taxes was distributed to stockholders in
the form of dividends. A little larger proportion was distributed in
the prewar years in 1936-39. In 1946, approximately 40 percent of
the corporate profits after taxes was distributed in dividends and in
1947, less than 40 percent, and currently, about 35 percent of the cor-
porate profits after taxes is being distributed in dividends. Maybe
the stock market would reflect current profitability of American in-
dustry if the shareholders participated in the distribution of divi-
dends to the same extent which they did in the prewar years.

Of course industry argues that i1t cannot distribute dividends be-
cause it must retain its earnings in order to meet its greater need for
capital. On the other hand, if industry did distribute dividends, the
equity-capital market might be considerably different from what it is
today. It seems as if we have the problem of which came first, the
chicken or the egg. However, we are firmly convinced that the divi-
dend policy of American corporations as well as the lack of faith in
America’s future has something to do with the equity market.

It has been claimed by representatives of industry and business and
also claimed again the other day by Dr. Sumner Slichter that profits
are not as high today as the dollar figures indicate them to be. This
they say is true because a large amount of corporate profits are really
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fictitious profits secured through inventory adjustments. This is just
an argument devised by management and business representatives in
an attempt to explain away the present high level of corporate profits.
In the judgment of the CIO, profits are profits regardless of the source
from which they are derived. Inventory profits are money and the
money can be used by the corporation for whatever purpose they see fit.

Many corporations have shifted their accounting practices so that
they no longer reflect inventory profits. This has %een done through
the adoption of the LIFO method of accounting. On the other hand,
corporations that have not adopted LIFO have a tendency to under-
state the values of their inventories and in this way discount inventory
profits. If inventory profits are not to be considered real profits, what
are they to be considered? In the light of the current economic situa-
tion we must consider that profits are profits regardless of how they
are derived.

It is further claimed by representatives of industry and big business
as well as by Dr. Slichter that profits are not as high as they are in-
dicated to be because industry does not charge off all of its actual
costs. This has reference to the whole problem of depreciation allow-
ances. It is claimed by these representatives that industry should be
permitted to depreciate old property and old equipment at what it
would cost to replace such equipment today. The regulations of the
Bureau of Internal Revenue permit industry to depreciate the original
cost of plant and equipment. It must be understood that there is
nothing in the Bureau of Internal Revenue’s regulations or in the tax
laws that prohibits corporations from depreciating plant and equip-
ment at current costs if they built such plants at current costs. How-
ever, if they built such plants at the cost of 5 to 10 years ago, it would
be unfair to permit them to depreciate these plants at costs other than
actual costs. Would industry make this point about depreciating
equipment, at current-day costs if current-day costs were less than they
were 10 years ago? We do not think that mdustry and their repre-
sentatives would come before this committee and make such a claim if
construction costs were less today than they were 10 years ago. They
are making the claim solely in an effort to explain to the public the
high levels to which profits have soared. Put another way, what if
prices start to decline tomorrow? How would business adjust a de-
preciation policy to a fluctuating price base? Industry can depreciate
its equipment and plant at current-day costs as long as it constructs
them at current-day costs.

There seems to be considerable disagreement between industry and
its accounting representatives. Many accountants have recommended
against the use of a fluctuating depreciation base.

Again we repeat in connection with both the inventory profits and
the depreciation policy that industry has devised these two arguments
currently only to explain away the currently high levels of profits.
If profits today were low and not being attacked for being too high,
industry would not be engaged in a propaganda campaign to up de-
preciation allowances and to deduct inventory profits. )

There are many other problems in connection with the whole scope
of the committee’s investigation which could be taken up in greater
detail in the course of this testimony. However, we have touched
upon the major phases and I do sincerely hope that this committee’s
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investigation will uncover the true facts in the light of the situation
as it relates to profit figures in American industry.

In conclusion might we say that the CIO feels: (1) Anall-out attack
must be made upon the monopolistic and self-interest practices of
American industry; and (2) an excess-profits tax and undistributed
profits tax must be enacted in order that the present high levels of
speculative profits can be taxed away. We sincerely hope that the
results of this committee’s investigation will lead among other things
to such recommendations to the incoming Eighty-first Congress.

Senator Fraxpers. Thank you, Mr. Ruttenberg. I have marked
some points here on which I should like to ask you further questions.
I think that we may well ask the steel industry representatives with
reference to the quotations on page 3 as to the purpose of setting aside,
as Mr. Olds said, an adequate amount for future needs, “since the day
will come when steel operations are at a lower rate than at the present
time.” Do you assume that it is wrong to make any provision for a
possible period of lower operations?

Mr. Rurrenserc. No, sir; I do not assume that at all. But the
point which we make in connection with this quote from Mr. Olds is
that it is the policy of raising prices to get the profits to set aside in
reserves which, in effect, will create the serious economic situation that
might result in a depression. In other words, if the steel corporation
would retain earnings out of profits not derived through excessive
pricing, then the process of retaining reserves for the future is good.

Senator FLaxpers. You are criticizing the quantity of the reserves
as being self-defeating rather than the principle of setting aside some
reserves for fluctuation in business? I want to get that clear.

Mr. RurtenBErG. I think that that is a fair restatement of the prob-
lem, but I would say we would have less need to set aside large reserves
for the future fluctuating business trends if a more sound pricing
policy were adopted by industry, including the steel industry.

Senator Fraxpers. I may say, whether rightly or wrongly, I raised
that question in a letter to Mr. Olds a year or so ago, as to whether
there was not an element of self-defeat in the size of the provisions
made. I cannot, however, criticize him for setting aside reserves for
fluctuations in business.

Mr. Rurrensere. I think that we are in agreement there, I think,
if you agree with me in regard t¢ che pricing policies from which they
have derived the excessive reserves for the future.

Senator Franpers. We have to examine long-range business judg-
ment on that matter as distinguished from short-range judgment.
Now, you say there:

It is the old false notion of making profits through moderate levels of pro-
duction and high prices instead of making the same level of profits or, at least,
a reasonable level of profits through low prices and maximum production.

You have criticized two industries specifically with relation to that,
namely, the textile industry, and the shoe manufacturers. It is not
true that most other industries, with some exceptions, are running at
maximum production at the same time, so that there is no possibility
at the present time of increasing that maximum production

Mr. Rurrexeere. Yes; that is perfectly right, Senator, but the
point which I am making in the testimony is that they are setting
their price to make a profit not at maximum production but at
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moderate levels of production, so that as production increases and
the price is set to make a profit at costs of moderate production, their
profits soar to even [unusually] higher levels.

In other words, over the long run, if they are going to operate at
maximum levels of production, as they are operating now, then they
ought to set their price to make a profit at maximum levels of pro-
duction and not set their price to make a profit at moderate levels of
production.

Do I make myself clear on that point ?

-Senator Franpers. Yes; although as an ex-businessman I would
feel a bit cautious about setting my prices on the basis of a moderate
profit at maximum production, and I think that that caution has been
ground into the ordinary businessman from the experience from 1929
on. I think itis a perfectly natural thing and has to be reckoned with.

_Mr. Rorreneere. As it 1s a perfectly natural thing, it has implica-
tions, if all industry adopts it as they are currently doing, of creating
serious economic dislocations because it is that policy of wanting to
make a higher profit now to protect themselves against the future
which creates the kind of economic distortions which we are going to
have to become worried about when we stop spending money for
armaments and European recovery program and such items, when we
are going to get to the point of stabilizing a full-production economy.
‘We cannot do it with business psychology setting prices at moderate
levels of production; it has got to be set at maximum levels of pro-
duction, in the hope we can sustain an economy instead of having a
boom-and-bust psychology or a depression in business cycles.

Senator FLaNDers. Again, the quantitative question is involved to
some extent?

Mr. RurrenBere. That is right.

Senator FLaNpers. You speak, at the top of page 6, of the incentive
to increase production and expand capacity being lessened by these
practices. 1 believe that there is, as I suggested in Mr. Cruikshank’s
testimony, the fact that we have a ceiling on production which we
seldom reach in peacetime. In other words, except for a few indus-
tries here and there, we are at maximum production, and there is no
possibility of increasing it except by slow means, “slow means” in
general being the purchase, installation and use of more productive
equipment, the improvement in management techniques and also a
possible improvement, which I suggest only diffidently, of increased
labor hours; that is, the worker hasa right to say whether he prefers
more goods if they can be obtained by increased labor hours at reason-
able prices or more leisure, that is, he makes a judgment as between
leisure and goods, and I think that he has a right to make that judg-
ment himself.

Mr. Rorrensere. I should like to comment on your remarks, start-
ing from the last one and going back. In terms of hours, there is
nothing to prevent any corporation or any company or any industry
in America today from working their workers as many hours as they
so choose; as long as they abide by the provisions of Federal laws,
Federal Fair Labor Standards Act, in terms of overtime and collec-
tive-bargaining agreements, there is nothing to prevent them.

Senator Franpers. I would suggest that conditions are different
enough in different industries so that in some of them at least there
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is something to prevent that. That is, depending on the ratio of fixed
charges in a given industry to current production costs of labor and
material. There are different industries in very different positions
as to their ability to pay overtime.

Mr. Rurreneere. Well, it is relative; if you work 8 hours of extra
time at time and a half, in that 8 hours you produce a product that
actually the cost of the overtime is compensated for by the increased
number of units turned out which are sold by that industry, so that
actually in most cases—and there are certainly exceptions, as you indi-
cate—but in most cases they produce enough during that extra over-
time period to compensate for the increased costs resulting from the
payment of overtime.

Senator Franpers. I am just bringing out the suggestion that that
does vary in different types of industries, depending on the proportion
of fixed expense and current expense to the production.

Mr. Rurteneere. Of course, I think what we are going to have to
be considering, not this year and not next, but in the next 4 orb5orb
years, is not working longer hours, but working fewer hours to absorb
the total number of workers in the products which can be produced.

Senator FrLAwDERs. But also remembering that in default of im-
-provements in machinery and in default of improvements in manage-
ment technique, that will result in a smaller amount of goods to dis-
tribute.

Mr. Rurtexeere. Of course; to comment on your remark that we
are now at maximum production and that it is a slow process to install
new plant equipment to increase that production, I would like to say
that we had that decision to make. Industry and Government and all
had that decision to make during the war, a decision of whether or not
the steel industry’s capacity should be expanded in order to meet the
greater need, but temporarily reducing the use of steel in a very limited
way, but in the long run accomplishing the objective which was vitally
needed and that was increased steel capacity for a war economy. I
think that that same kind of psychology must now permeate through-
out industry and the Government if we are to meet the kind of situa-
tions which are now being created. For example, in the farm-equip-
ment industry there are many plants which have to either close down
or work part time because they cannot get steel.

Now, you are completely familiar with the automobile industry
experience of last year, where they worked on the average of 3 to 4
days a week because they could not get sufficient sheet steel to keep the
automobile industry operating. Now, when you have these kinds of
experiences occurring, it seems to me and to the CIO generally that
it is in the best interests of the Nation as a whole that these industries
expand their capacity and make available the increased capacity which
is needed by increasing demand; but unfortunately, again, it is this
issue of faith in the future of America which I think plays a great part
in keeping industry from expanding its capacity, for example, the
steel industry from expanding to the point which it should.

Senator FLanpers. Of course, the steel industry expansion must be
slow ; it cannot be done in anything short of a couple of years or so.

Mr. RuTTENBERG. But contemplated expansions today do not begin
to meet the need.

Senator Franpers. That is one of the points that we will be inter-
ested in taking up with the steel industry.
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Now, again, as in the case of Mr. Cruikshank, and as is the case I
think uniformly in presenting the organized labor point of view, you
go back to 1945 for comparisons instead of going back to prewar
years. It seems to me that in going back to prewar years a pretty
good case can be made for an improvement in the conditions of the
wage earner, while it is not so clear in going back to 1945 where condi-
tions are artificial. )

The elements that went into the cost of living were kept down by
OPA, and as a matter of fact, we could not buy all we wanted of the
things we wanted in 1945, so that the basis of prosperity indicated
there would seem to me to be in large measure a fallacious basis, and
we have to remember that during that period in which 1945 was the
last year, enough of the income of the workers was available for savings
due to the rationing and the small production and the small con-
sumption resulting therefrom so that during that period they had rela-
tively very high savings. I question the whole basis of reference to
the year 1945, '

Mr. Rurrensere. Let me just explain that, if T may, Senator. The
position which the organized labor movement takes, and particularly
the CIO, is that that year the living standards in terms of money avail-
able to purchase products were at the highest level they had ever
attained. The basic objective of the trade-union movement is on a
long-run scale, the ever-improving standard of living of the American
people; and the Council of Economic Advisers, as 1 indicated, agree
generally with the concept of an aver-expanding consumer income.

Senator Franpers. Let us be sure when we say “income” whether
we mean in terms of goods and services, or in terms of dollars.

Mr. RurrenBere. Well, let me first talk about the real income.

Senator FLanpers. That is what we want.

Mr. RurTensere. It is the purchasing power of the income, not as
it relates to the availability of the product but as it relates to the
availability of the real income. The availability of the product is
another problem which comes into the whole area of availability
through expanded capacity and through increased output and so on.

Now, if you take 1945, as we do, and compare it to the present, day,
you begin to show a decline in the real earning ability. The pur-
chasing power of that dollar has declined since 1945. Now, you have
raised the question, Why don’t we go back to 19392 Now, from 1939
to date, wages have increased approximately 105 to 107 percent. Prices
have increased, according to the Consumer Price Index about 75 to 77
percent. There has been an increase in real earnings of the American
worker of 30 percent since 1939 to date. With that fact we have no
question, .

However, we do raise this question, that in 1939, which is used as the
base period, we had 8,000,000 to 10,000,000 unemployed workers, and
production facilities in America were inadequately used.

Senator Fraxpers. I would like to interject there a firm conviction
of mine which is that the New Deal did not solve the problem of
unemployment, at any time.

Mr. Rurrensere. I dare say the Democratic members of the com-
mittee would disagree with that.

Representative Parmax. Well, we have had the New Deal and we do
not now have unemployment.
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Senator Fraxpers. It took a war to take us out of it. It is a mighty
poor method, but it worked.

Mr. RurrENBERe. Well, the Republican administration in 1929 took
us in so deep it has taken us a long time to get out of it.

Senator OManoxey. And I might say to the chairman that I think
he underestimates the obstructionist tactics of the Republicans during
that period.

Senator Fraxpers. The Republicans were hog-tied during all of
that period.

Representative Parman. I do not know of any law that the gentle-
man proposes to repeal that was offered by the New Deal.

Senator Franpegrs. I offered that criticism of the New Deal, which
stands. I would also say that it set up social objectives which are
permanent. Now, there is the credit and debit balance of the New
Deal so far as I am personally concerned.

Representative Huser. And labor did not exist as any factor up
until 1933, is that right? I mean we had reached a low ebb when
labor was not a dominant factor in this country, so that it could not
be blamed upon labor.

Mr. Rurrengere. In 1933 there were about 314 million organized
workers in America. Today we have over 16 million organized in the
A. F. of L., the CIO, the railroad brotherhoods, and independent
groups. And whether or not they are a dominant factor I shall leave
to your judgment in terms of November 2.

Senator O’MamoNEY. Since the chairman has brought the subject
up and made it a part of the record, perhaps I might say that the
New Deal was successful enough at least to induce the Republican

" National Convention in writing its platform to adopt a very large
proportion of its objectives and its methods. Of course, it is true
that during the campaign, the Republican candidates did not have
the courage of their platform makers and they withdrew from their
pledges, and the result, of course, was perfectly apparent.

I sympathize with the position of the so-called liberal Republicans
who are now trying to reorganize their party upon a liberal basis with
this very broad segment of, I shall not say “reaction” but I shall say
obstructionists, who really constitute the backbone of that party.

Senator FLanpers. Now, let me pursue this conversation for a few
minutes more.

Senator O’'MaHONEY. Are we studying economics or are we talking
politics, Mr. Chairman ? ,

Senator FLanDERs. We are not talking theoretical economics, we are
not talking politics, but we are talking mechanics. The failure of the
New Deal

Senator O’Manmoxex. It depends upon how you define “failure,” sir.

Senator FLaxpers. From the standpoint of overcoming unemploy-
ment to my mind lies in a faulty understanding of our mechanism of
production and distribution, and if that understanding had been there
and had been put into execution, we might have had unemployment
disappearing to a much greater extent while the social objectives were
likewise kept alive and served. I consider it to be at least my per-
sonal duty, and to that extent I hope all Republicans will feel the
same thing, to see to it that the means we provide for controlling, to
the extent that government should control, or to provide incentives
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to the extent that government can provide them, should be along the
line of policies that will work.

I went into the machine shop as an apprentice on January 14, 1897,
now almost 52 years ago, and I became a mechanic. Now I am in the
Senate and I am a mechanic and I am concerned with policies, with
laws and with practices that will work, and that I think is a respon-
sibility of the Republican Party.

Senator O°Manoney. Well, Mr. Chairman, now let me say that I
recognize the very high grade of the chairman’s mechanical abilities,
both in terms of machine tools and in the operations of this committee.
It ought to be pointed out that the New Deal sought to overcome this
problem of unemployment by the passage of the legislation under
which this committee 1s operating.

Senator FLanpers. Itisa good act.

Senator O'MasHonEY. Thank you. That act called for the creation
not only of this committee but also of the Council of Economic Ad-
visers. I am sure the chairman will not object if I express the opinion
that during the Eightieth Congress under which for the first time
this act was brought into operation, there was a much less degree of
intent to use it than the chairman is now exhibiting since November 2.
iwelcome his interest in the mechanics of the Maximum Employment

ct.

Senator Franpers. Itisnot a new interest.

Senator O’MasONEY. I know it is not.

Representative Parman. Mr. Chairman, since you have evidenced
so much interest in this act of which I happened to be the House
author, and of which I am very proud, I do want to ask you one ques-
tion, and of course it is considered to be a New Deal law, too. There’
are twenty-five major New Deal laws, and I cannot understand why
the Republicans continue to talk about the New Deal laws and how
bﬁad they are, and never propose to amend or repeal a single one of
them.

Mr. RurtenBerc. They tried to amend one, the Wagner Act, and
look what happened.

Representative Paraan. They tried to amend it, but of these 25
laws, I do not know of a single proposal from an influential Repub-
lican to repeal or substantially amend one of them, so they must be
pretty good laws. '

Senator Franpers. They were quite largely concerned with social
objectives which objectives I think are a part of the American gen-
eral policy, and I think credit is due to the New Deal for setting
up the objectives. I want to do all within my power to reach them.

Mr. Rurreneere. 1 wonder if I could interject just one comment.

Senator Fraxpers. It is your turn now.

Mr. Rurrensere. I mentioned that there were 8,000,000 or 10,-
000,000 unemployed in 1989, and then you interrupted with the dis-
cussion which ensued. I think that we ought to remember that in
1932 and 1933 the unemployment figures were about 14,000,000 to
15,000,000, and that by 1937 they were down to about 6,500,000 to
7,000,000. It was in 1937 and 1938 through what I would call in
my own judgment the obstructionism on the part of the Republicans
in Congress who reduced some of the appropriations for PWA and
WPA work which the New Deal was intending to carry on, which re-
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sulted in an increase in 1937 and 1938 and early 1939 of unemployment
from the low level which had been attained by 1936 and 1937.

Senator O’Masmo~EY. I think it is only proper to say that from the
activities and the disposition of our present chairman, I have great
hopes for cooperation in the future, cooperation in the Congress and
cooperation in the country. May I ask you if as a representative of
the CIO, you do not see evidence of great possibilities of labor and
management cooperation ?

Mr. RurrenBere. Generally speaking, sir, there are areas of con-
siderable cooperation between management and labor. I think col-
lective-bargaining experiences of the past 2 or 3 years, in spite of the
Taft-Hartley Act, bear that out, and in spite of the postwar experi-
ence. I think we can look forward to much improved collective-bar-
gaining relationships in mass-producing industries, in which the CIO
is represented in the coming year.

Senator O’MamoNEY. These conferences between labor and man-
agement, have they not been improving in their results?

Mr. RurrexBere. Well, of course, Senator, as yet there have been
no major collective-bargaining negotiations entered into since the
election, or even since July and August of last year. There will not
be any major ones in steel or autos or electrical or the rubber industry
or the petroleum or meat-packing industries for another 3 or 4 months.

Senator O’'ManmoNEY. What is your feeling with respect to the labor
and management conference that was suggested by the previous wit-
ness?

Mr. RurtenBere. Might I say, as T am sure that you realize, Senator
O’Mahoney, that that suggestion has been made over a period of years
by Mr. Murray, the president of the CIO, and as a matter of fact a con-
ference which resulted just 7 years ago, right after Pearl Harbor,
called by President Roosevelt and called the Joint Labor-Manage-
ment Conference, was originally the suggestion of the president of the
CIO at that time. We feel that a considerable amount of good could
be had from a joint labor, management, and farm conference and
other consumer groups.

I would not subscribe, however, to Mr. Cruikshank’s statement or the
statement which emanates from the executive council of the American
Federation of Labor that such a conference should be called for the
purpose of attempting to arrive at voluntary solutions to the inflation
problem. I think voluntarily we are not going to solve much. The
voluntary allocations program in steel has been a miserable failure
under the Taft-Wolcott Act passed at the end of 1947 ; but I think from
the standpoint of a Joint Labor-Management Conference to work out
long-range economic objectives, a lot could come of it if the right people
were called into the conference.

Senator O’MauonEY. That is the important answer, which I felt
sure you would give. In other words, on the part of labor, whether it
be through AFL or CIO, there is no objection to a settlement of these
basic issues by conference and agreement?

_Mr. Rurrexsere. You see, at the last such conference called in 1945,
right after VJ-day, Mr. Murray, the president of the CIO, injected into
it a discussion of the wage problem which was then going to be the
beginning of the first round of wage increases. The conference ruled
that out of order and did not discuss the first round of wage increases
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which everybody at that time knew was going to be forthcoming, and
as a result the conference was a failure. If they would really get down
to brass tacks and permit discussion of the basic issues, a great deal
could be accomplished ; and we, in September, right before the election,
proposed such a thing to the Council of Economic Advisers.

ow, to go back to where I was interrupted, at the point of 1939, 10
million were unemployed and production facilities at that time, of
course, were only being inadequately used. Diets were tragically in-
adequate, and income was $23.86 a week on the average for workers in
manufacturing industries, so that it would be unfair to compare what
has happened to labor since 1939, because in 1939 living standards were
low, and production facilities were not being completely utilized, and
there was considerable unemployment. It is, therefore, for that reason
that we choose 1945 as the day when living standards were at a point
which was the highest they had ever attained. If you want to compare
1939, wages have gone up 100 percent. But how much have profits
gone up 1 that same period? Let us forget about the price structure,
and we see that wages have gone up about 100 percent and profits
about 500 percent, so that you get another comparison which ought to
be brought into the picture.

Senator Fraxpers. In my mind the result of this is to cast a little
doubt on both 1989 and 1945. .

Mr. Rurreneere. 1 would say that we could cast doubt on both of
those base periods if we could ever get serious consideration of what
would be an equitable distribution of our total gross national product
and our national income, but having no group that is willing to, as
yet, determine what is an adequate decision of total national income,
the best thing that can be done, in our judgment, is to pick the period
in which living standards were the highest that they had ever been, and
that was 1945.

Representative Huser. Do you feel, Mr. Ruttenberg, with this
seller’s market that exists, that manufacturers have made available to
the public their best product, that they have given the public the advan-
tage og improvements in various products that they are manufac-
turing ?

Mr. Rurreneere. In the textile and shoe industry in which you have
a very difficult situation of production declining and prices remaining
stationary, quality has not improved to the extent that it should, and
I think that I made that point in one part of my statement, that in-
dustry is not making available better quality products at lower prices.

Representative Huser. Haven’t they been able to avoid the expense
of retooling that would have been necessary to bring out a newer
product? I am thinking, for instance, about automobiles. Most of
the cars on the market today are not, in reality, 1948 cars. They are
revamped 1942 cars, and there is not 10 cents difference between some of
them and the 1942 automobile.

Senator Franoers. I hope, Mr. Huber, that they do not put any
more gadgets on them. I have enough on my present automobile.

Representative Huper. They might take a few gadgets off, and they
might put on some of the improvements that are available.

Mr. Rurrensere. They could certainly reduce costs if they put in
some of the improvements which have been developed which are not
yet in the automobile.
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Senator FLaNpers. Now, to return to your manuscript, Mr. Rutten-
berg, on page 8. I wonder if you were interpreting, in the middle
of that paragraph, whether “Further, that large parts of today’s
profits are purely book profits, resulting from increased evaluation of
inventories.”

The testimony we had was the increased costs of carrying those in-
ventories, it was an increased cost rather than simply a book evaluation,
and that increased cost required the diversion of profits to inventory,
making it unavailable for distribution in any way.

Mr. Rurreneere. I have not had the opportunity to go over care-
fully the testimony on Monday and Tuesday of the witnesses before
the committee, but as I understand it, I think Professor Slichter said
that the profits derived from inventories are needed for the sole purpose
of replacing the same quantity of inventories which existed at lower
prices.

Senator FLanpers. And are, therefore, unavailable for use in any
other way.

Mr. Rurrensere. That would generally be true if the assumptions
were right, but actually in terms of the LIFO method of accounting
which many corporations have adopted, and they are continuing to
adopt, day in and day out, 1941 is used as a base for inventory calcula-
tions; and you will never get inventory change until you return to the
price level of 1941. As long as you have increased prices of inventory
products, they are accounted for by using 1941 as the base period.

Senator Frawpers. The LIFO scheme applies to a comparatively
small percentage of business, and that is one which in essence, keeps
the inventory valuation current with current prices and automatically
assigns to the inventory the increased cost of maintaining it, whereas
the last witness yesterday, Mr. Bailey, said that he thought that con-
ventional methods were the ones that were proper. He did not object
to the LIFO method except that it is very difficult to get it accepted
by the Treasury, but he felt that the conventional inventory methods
were a better solution, provided one introduced footnotes or explana-
tions to the effect that a given amount of capital had had to be used
in maintaining the same inventory at the higher prices. He was
favorable to stating that definitely in the company’s annual state-
ments to its stockholders and employees. But it seems to me that
this is not clearly stated as you have done it here, as though they
were book profits, purely book profits, resulting from increased
evaluation.

The testimony so far, and we will get more definite testimony from
the industries as they are called, seems to be that profits have to be
diverted into carrying that higher cost inventory and are not avail-
able for any other purpose.

Mr. Rurrenserg. Except, of course, as has been pointed out, where
LIFO exists they make the kind of adjustments in their profit picture
which enables them to carry the higher inventory without taking
anything out of reported net profits to do so.

Now, I should like to make one further point which I make in the
statement further along in that line, and that is, those companies
that do not use LIFO use for tax purposes cost or market, or which-
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ever is lower, as a method of determining inventory. I would like to
read a brief statement here which I think clearly sets forth this point:

In practice, the numerous adjustments that are made on cost or market
enables the corporation to have tremendous leeway. There are always adjust-
ments for style changes, spoilage, wastage, speculative drops, and so on. Any-
one talking to accountants these days knows that there is a very large number
of firms that are protecting themselves against possible price drops by writing
down their inventories far below either cost or market.

Even though they are not using LIFO as a method of accounting.
In other words, there is a sufficient leeway within the tax laws and
within the inspection procedures of the Bureau of Internal Revenue
so that many, many corporations are able to adjust their inventory
costs in such a way as to guard against inventory profits which must
be used to supplant inventories. In other words, they do exactly the
same thing as LIFO without admitting to the Treasury Department
that they are using LIFO.

Senator Franpers. I would say that that was the opposite to the
effect of LIFO; and does it prevent them from the necessity of divert-
ing a part of their book profits? They would not be book profits in
that case. You would still have to have the note. But is 1t not a
fact that you still have to use profits which appear on the books as
profits to maintain your inventory with present high prices? That
is the question.

Mr. Rurrensere. You do, sir, where LIFO is not used or where
corporations do not exercise their own judgment in so adjusting inven-
tory costs through these procedures of spoilage and style changes.

Senator Franpers. I think that you must use the term “inventory
prices” rather than “inventory costs.”

Mr. Rurreneere. Inventory costs.

Senator FLanpers. Because the inventory costs is the essential thing
whichever method ‘is used. Under the LIFO method the profits are
reduced by the necessary amount of carrying the inventory, the neces-
sary cost of carrying the inventory, whereas under the other methods
that has to be indicted by the footnote.

Mr. RurtENBERG. But what I am saying, sir, is that while in man
instances where LIFO is not used, but where cost or market is used,
without making notations, and without indicating in any way they
so adjust inventory costs as to guard against or to protect themselves
in precisely the same way which LIFO does.

ow, I will grant you where corporations stick strictly to the letter
of cost or market, or whichever is lower, they then must note after
net profits after taxes a certain reserve set aside for inventory adjust-
ments, and that is done in most financial statements where they want
to set aside such reserves, but the point I am making is that even those
corporations that use cost or market, whichever is lower, do, before
they ever compute the net profits after taxes, make the necessary kind
of adjustments because of leeways which permit them to accomplish
the same thing which LIFO does.

Senator Franpers. It would appear that the practice you are de-
scribing results in an underpricing of inventories, which would show
a larger net profit, which, it would seem to me, the company, for its
own protection, should explain by a footnote, and if they do not
explain it by a footnote, they are laying themselves open to criticism
which they should not have to receive.
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Mr. Rurteneere. No. The method which I am describing tends to
understate Eroﬁts and not overstate them.

Senator Franpers. If they understate inventories for future pro-
tection, you overstate profits.

Mr. RurrenBere. Yes, but the point I am making is that they so
make the adjustment in their inventory costs, as to reduce their net
profit, and that is the adjustment which is made.

Senator Fraxpers. Then, do they write the inventories up or write
them down?

Mr. Rorrensere. They would do precisely the same thing which
LIFO does, write them up.

hSenator Franpers. The Bureau of Internal Revenue will not allow
that.

Mr. RurtenBerG. That is exactly right, but yet there is sufficient
leeway in terms of the interpretation for items such as style changes,
spoilage, wastage, speculative drops and so forth, that can be used
as techniques by accountants to accomplish just this objective without
running into violation of the Bureau of Internal Revenue regulations.

Senator Franpers. I rather doubt whether you can manipulate the
Ericing of inventories in that way under the rules of the Internal

evenue Department.

Mr. Rurreneere. It would be something that might well be looked
into. We are now in the process of discussing the item with the De-
partment of Commerce in relation to their calculations of profits and
national income figures.

Senator Franpers. I wanted to make the point, which seems clear
to me, but which does not seem clear from your testimony, that the
purely book profits, if they are justly assessed and put into the annual
statement, do not result from increased evaluation so much as they
result from increased cost of maintaining inventories at high prices.

Mr. RurrenBeRG. It is another way of stating the same problem.

Senator Fraxpers. It is a little different. I think it is pertinent;
and you bring up the question as to the present disparity of stock-
market prices, if you reckon them on the basis of the net earnings of
the company or the dividend distribution of the companies. The
stock prices at present are low. You say at the foot of page 9 that
from all reasonable points of view, the level of stock prices should be
much higher than they are now, and this has resulted in the hesitation
of people to invest. Now, has that resulted in the hesitation of the
people to invest or is that a result of the hesitation of the people to
invest?

Mr. Rurrensere. Well it is the result of the hesitation of the people
to invest, but the point which I was trying to make at that point was
that in a bullish market investors as well as corporations and indus-
tries floating stocks become very active in the market. For example,
in 1945 and 1946 when we had a bullish market, the numbers of new
issues went up considerably. The moment you got a bearish market,
the investor did not come into the market nor did the person floating
the stock come into the market. Now, the reasons why, as I indi-
cated, it might be the chicken or the egg which came first, but actually
it is to the advantage of the corporations to float stocks when the
prices are low. I mean it is to the advantage of the stockholders and
not the corporations, but the corporation at that point gets all in-
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volved in this whole process of wanting to retain earnings and,
therefore, it is not not interested in getting venture capital.

Senator Franpers. I imagine that you would agree with me that
the long-range interests of business and the long-range interests of
labor do not differ ?

Mr. Rurrensere. That is right.

Senator Franpers. I think thatthat is an important point.

Mr. RurtenBere. There is no question about that.

Senator FLanpers. And it seems to me that that again leads to the
desirability of such a conference on long-range interests as has been
suggested and as you suggest was called in 1945 with very poor
results. It seems to me that there is a need for a conference between
organized labor and organized business and likewise the agricul-
tural interests on the long-range interests of all of the parties in-
volved. It seems to me that something ought to come out of such a
conference.

Well, I could also have a similar discussion with you with regard
to the question of depreciation allowances.. It would be much the
same sort as we have had with regard to inventories, and the time
comes when equipment has to be replaced. At one point here you
suggested that perhaps when the time did come, that the cost of
replacement might be appreciably lower than it would be today.
Mr. Bailey yesterday expressed his personal opinion that it was not
desirable either to go to a higher price level than we have at the
present or to a lower price level, that in the interest of stabilization
what we should be doing is to try to maintain the present price level.

That would indicate, 1f we succeed in doing that, and 1t seems to
me the sensible thing to try to do, that the present price level had some
validity as a basis for depreciation allowances.

Mr. Rurrexsere. The present price base has validity for deprecia-
tion allowances on equipment and property in plant which is built
with present-day costs. But I think it is unreasonable to assume that
a corporation ought to be permitted larger depreciation allowances
now because prices are now higher, and the price is higher on a plant
which was not built at present-day prices.

Senator Fraxpers. The question is when they come to replacements,
what will the prices be?

Mr. Rurreneere. At that point, if the prices are higher than they
were at the original point of construction, some 15 or 20 years prior,
they then proceed to get their capital through the procedures or
methods they have normally used, either equity capital or retained
earnings or bonds and notes, and proceed to build, and from that point
on depreciate the property at the current-day costs.

Senator O’ManoNEY. May I add at that point that all history indi-
cates that the efliciency of the new plant is always greater than that
of the old. '

Senator Franpers. We disposed of that point yesterday in words
which we have not used this morning and should always use, which is
replacement of present productive capacity, rather than present pro-
ductive units. That was the formula which Mr. Bailey very directly
presented, and he also mentioned another point which is pertinent to
Mr. Ruttenberg’s discussion, and that was this, that any provision
made for adjusting inventory profits so-called, or depreciation allow-
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ances, should work both ways. It should work going down as well as
going up.

Senator O’'MasoxEY. He made that statement in response to one
of my questions, but Professor Slichter made no such allusion, nor did
Professor Paton ; and it was clear both from Professor Paton and from
Mr. Bailey that the accountants themselves have worked out no formula
by which this theoretical depreciation method could be established.

Mr. RUTTENBERG. As a matter of fact, the committee on accountants
of the American Institute of Accountants has recommended against
this very procedure that Mr. Bailey was advocating.

Senator Fraxpegs. I do raise some question about both the inventory
position you have taken and the replacement position, because it seems
to me that so far as replacement is concerned, if you have not allowed
sufficient depreciation, even though it has to be reckoned as profit and
you are taxed on it, that you correct the thing too late when you wait
until you have installed the new equipment; and that in waiting until
that time before you take your new depreciation, the Government taxes
on a larger amount for depreciation than the Government allows, have
been in the nature of a capital levy to that extent, because it requires
you to go out for new capital.

Mr. RurtenBerc. From the standpoint of the American worker, he
cannot set aside depreciation allowances, and he cannot take into
account inventory rises or falls in prices. He has to come into the
market with a limited income at the time he is required to buy.

Senator FLaxpers. He does things currently, and the various pro-
posals that have been made—and as has been indicated, no satistactory
formula has been found—are an attempt to solve the problem for
the manufacturer on the current basis as 1t occurs, but it was admitted
no satisfactory formula has been found.

I have no further questions to ask the witness; have you, Senator?

Senator O’MamonEY. You recommended an undistributed profits
tax. What would be, in your judgment, the effect of such a tax?

Mr. RurtexBsere. Of course, it would depend on the type of undis-
tributed-profits tax, but one of the big problems today is the use of
retained earnings for expansion.

Senator O’ManonEY. May I interrupt to say, as I recall your state-
ment, you recommended both the excess-profits tax and the undis-
tributed-profits tax, to tax away speculative profits. Now, with that
in mind, I would like to have you proceed to tell us what you think the
effect would be.

Mr. Rurtexsere. I think one of the effects of this kind of a tax pro-
posal would be to cause distribution of dividends, which in effect would
have and should have a favorable effect upon the equity capital market.

Senator O’Mano~NEY. Would it not also increase the money supply
in the hands of stockholders?

Mr. Rurreneere. In the hands of stockholders for purposes of
equity capital.

Senator O’'ManmoxEeY. It could not be limited to that; it could be used
for any purpose they saw fit.

Mr. RurrexBere. For all purposes. And it would be in the better
interest, to have that distributed to the group of stockholders than it
would be to retain it in earnings in the corporation.

Senator O’MamoNeY. Why?
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Mr. Rorrexsere. Well, I think it would have two or three kinds of
effects. I think, first of all, the procedure of retaining earnings and
reinvesting them in plant and equipment does, as I indicated in the
statement and which you elaborated on, tend to promote the monopo-
listic trend of the industry. So it is in the best interests of the coun-
try as a whole if corporations do not reinvest retained earnings, but
get new money on the capital market for such purposes.

Secondly, by distributing their retained earnings, they create a fav-
orable situation for new and small businesses to be able to get money
to come into the market to compete with the monopoly interests or the
big business groups.

enator O’ManmoNEY. It is primarily as an antimonopoly interest
that you would urge such a tax? _

Mr. RurTeEnBERG. And also from the standpoint of distribution of
their earnings in an adequate way.

Senator O’ManoNEY. In other words, as I see it, your contention
is that retained earnings have the effect of promoting the concentra-
tion of control over the economy ; whereas, if earnings are distributed
either in dividends or in wages, they will have the effect of creating a
supply for venture capital ¢

Mr. Rurrensere. That is right.

Senator O’MaroNEY. What do you have to say about the tax aspect
of this? These profits may be distributed as dividends or as wages.
They may be taxed by the Government to support the necessary pro-
gram of the Government. Or they might be retained by the industry
for expansion, and then the other factor of distribution in dividends.

Now, which of these is the more important, as you see it ?

Mr. RurrexsEere. 1think one factor which you, I think, just omitted
from mentioning, which I think that you might agree with, not only
would it go in the form of dividends and wages, but it could take the
form, prior to their creation, of going into lower prices, prior to the
creation of the profits to be taxed away, in terms of lower prices, and
therefore not being subject to the undistributed profits or an excess-
profits tax.

So I think in the long run, such a tax proposal would have a ten-
dency to prevent price rises because corporations, feeling that if this
is going to be taxed away from them there is no point in raising prices
anyway, will say, “Therefore, we will let the price structure stay as
it 1s, or pass on our higher earnings which we derive in the form of
lower prices.”

Secondly, it would aid in the redistribution of our total national
income in terms of increasing the component of the wage segment of
our national income in such a way that, in the long run, you improve
the consumer income and thereby create a more stable economy.

Senator O’ManoNEY. Your thought is apparently that in the dis-
tribution of profits in a greater measure than they now are being dis-
tributed, you will create a supply of capital in the hands both of
stockholders and of workers, which in turn could be used to build up
competitive industry ?

Mr. Rurrensere. That is precisely the point, and in connection
with that is why I have referred, for example, to the decreasing pro-
portion of the national income going to compensation of employees
and the increasing proportion into profits.
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Now, if that increasing proportion going into profits would be
distributed—and the way to do it is either excess-profits tax or undis-
tributed-profits tax, or whatever procedure you use—in the long run
the tendency would be toward increasing the important segment of
our national income, that is, consumer income, as well as dividend
income, to promote the kind of full employment and full production
economy which is essential in America.

Senator FrLanpers. Have you any methods to suggest, or any base
to suggest, for an excess-profits tax?

Mr. RurrtenBerc. Yes, we have; and I should be glad to submit
to you, sir, and the committee, a pamphlet which is just coming off
the printing press in the course of the next 2 or 3 days, called CIO’s
Tax Program for Full Employment.

Senator Fraxpers. Will you send us each a copy of that?

Mr. Rurrensere. I will send that to you.

Senator O’MaHONEY. Now, are we entitled to draw the inference
from what you have said about distributing profits in order to create
a new reserve of risk capital and thereby stimulate competitive in-
dustry, that the CIO, like the A. F. of L., is for the preservation of
a free economy ?

Mr. RuTTENBERG. Yes, unquestionably. '

Senator O’ManmoneY. And you are not advocating these policies
with the desire of obtaining the development of a police state?

Mr. Rurrensere. Not at all, and I am mighty glad you brought
that out.

In the course of my statement I referred, for example, to the prob-
lem of making a reasonable level of prices through low prices and
maximum production. We recognize the fact that the economy in
America requires that a profit be made. We object to the level of
prices and the procedures through which they are— _

Representative ParmMan. You mentioned about your program, an
all-out attack must be made on the monopolistic and self-interest prac-
tices of American industry. I presume a large part of that program
is in your discussion with Senator O’Mahoney just now, concerning
keeping these larger corporations from retaining earnings to the extent
that they could continue to buy up their competitors, and at the same
time not have to go into the market for venture capital, thereby dis-
couraging smaller enterprises.

Mr. Rurtensere. That is right.

Representative Parsan. I mean you mentioned the steel industry
a while ago.

Mr. RUTTENBERG. Yes.

Representative Patman. What about the expansion program of the
steel industry, and how does their capacity now conform to their
capacity, say, 10 years ago ¢

Mr. Rurrensere. They are now producing more than they did
prewar, I think 10 to 12 or 15 million tons.

Representative Patman. I mean their capacity. Has the capacity
increased ?

Mr. Rurteneerc. The steel industry is operating at about 98 to 99
percent of rated capacity.
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Representative Parman. I know they are now, but I mean, say, 10

gears ago, did they have the capacity to produce as much as they
o now?

Mr. Rurrensere. They did not have the capacity. During the
war, there was expansion both by the industry and by the Government.

Representative Parman. During the war?

Mr. RUTTENBERG. Yes.

Representative Parman. Now, in the cement industry, we have
I believe, about 175 cement plants in the country, and they have not
expanded much in recent years, have they?

Mr. Rurrenserc. 1 am not familiar with the cement industry.

Representative Patman. My information is that we have only had
2 plants in 20 years, one in Pennsylvania and one in California,
and they have not expanded their facilities adequately, I am sure.
So I will agree with you that they should, to furnish those needed
and vital products.

Now, in your study of the profits of these large concerns, have you
given consideration to the basing-point as related to profits?

Mr. Rurrensere. The basing-point practice is one which, as far
as the CIO unions are concerned, affects our steel industry and our
steel union, the United Steel Workers of America, and they are in
the process of making a survey and study of the whole problem, and
as yet have not publicly made their position clear on the basing-point
S)fffstem. It is the only industry which we have organized that it
affects.

Representative Patman. You do not have organizations in the
cement industry ?

Mr. Rurreneere. We have very little; very little, sir.

Senator FLanpers. We will excuse you, Mr. Ruttenberg, and thank
you for your testimony and your attendance.

I will now make an announcement as to the course of the proceed-
ings. Mr. Walter Reuther, who was to have testified this afternoon,
has asked to be postponed until December 17. We will hear him
on that day.

Mzr. John Ballantyne, who was to appear tomorrow, has had to go
{)o the hospital for a minor job, and expects to be with us on Decem-

er 16.

Tomorrow we will have a hearing at 2 o’clock, at which time we
will hear from Mr. Joseph Pogue of the Chase National Bank, and
he will tell us about an analysis he has made about the profits of 30
oil companies.

Senator O’ManoneY. May I request that there be inserted in the
record at this point an article from the New York Times of Sunday,
December 5, appearing in the financial section, under the heading
“Industry’s profits up all along line.”

Senator Fraxpers. Did you not put that in yesterday?

Senator O’MamoNEY. Noj I just quoted from it.

?eilator Franpers. I can assure you that we will put it in the record
in full.
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(The news article appearing on p. 1, sec. 3 of the New York Times
for December 5, 1948, entitled “Industry’s Profits Up All Along Line,”
is as follows:)

INDUSTRY’S PRroFITS Up ALL AroNG LINE—STRONG UNITED STATES EcCoNOyMY RE-
FLECTED IN EARNINGS RECORDED IN THE YEAR'S Fiest 9 MoNTHS—HEAVY PROB-
LEMS SOLVED—GAINS NoTED DESPITE HiGHER WAGES, UNSETTLED STATE OF
‘WORLD, AND THE LIKE

By C. M. Reckert

Rarnings of the Nation’s manufacturing industries for the third quarter of this
year outstripped the previous two quarters, lifting the combined earnings in the
first 9 months of 1948 to a peacetime high for the period.

A compilation of 291 industrial enterprises, representing virtually every field
of manufacture, shows total net profits of $3,073,042,922 for the 9 months ended
with September, this year. This represents an increase of 33 percent over their
returns of $2,312,826,730 in the first three quarters of 1947.

The notable result was achieved despite the cumulative effects of bigger pay
rolls, high agricultural prices, consumer price resistance, shortages and increased
costs of raw materials, shrinking exports, a shift to f. o. b. pricing for some
essential materials, and an unsettled international situation.

On the other side of the ledger were such significant advantages as a peak
peacetime production, a strong position of the national economy, completion or
added facilities of plant-expansion programs, product price advances, and record
employment levels.

As in the earlier part of the year, steel, motor, construction, mining, and other
basic industries showed the best gains in earnings. Deterioration in the con-
sumer goods fields continued as diminishing demand or cautious buying induced
promotional campaigns in markets becoming more competitive. Profit margins
of many companies have been narrowing under the pressure of high cost of
operations,

WILL EXTEND TO DURABLE GOODS

With the easing of material scarcities, similar competitive influences will ex-
tend to the durable goods lines. However, this is not likely to occur for some
time in view of the vast requirements for national defense and European relief
programs now speeding up. The export of basic materials will work some hard-
ship on many of our domestic manufacturers, but may create a healthier economy
in the long rum, according to some company officials. A gradual leveling off
of business to the more normal peacetime rate, rather than a sudden drying up is
the more preferable objective.

It is, therefore, expected that many industrial manufacturers next year will
probably place more emphasis on greater improvement of operating efliciency
rather than on the extension of large costly expansion.

Any enactment of greater taxation, price and labor policies, and other legis-
lative restrictions will be major factors in the trend of operations and earnings
in the ensuing year.

Reviewing the effects of the record peacetime industrial production during the
9 months of this year, the most prominent advances in earnings over last year
of the 387 different manufacturing classifications, were achieved by the aviation,
coal and coke, petroleum, automoebile, electrical manufacturing, and the smaller
steel companies.

MODERATE GAIN IN STEEL

Although operating at capacity levels, the 9 leading steel producers showed
the moderate gain of 14 percent in total net earnings of $275,115,868 over the 1947
9 months’ income of $241,386,817. A more favorable improvement—32 percent—
was made by six smaller concerns whose combined net of $18,698,206 compared
with $14,083,718. With steel production currently reaching record proportions,
the peak peacetime output of ingot and steel for castings established for the first
9 mor(liths of 1948, may not only be maintained for the year, but break all-time
records.

Huge defense orders were primarily responsible for the 104 percent rise for five
aviation manufacturers whose net profits aggregating $16,312,144 for the three
quarters, contrasted with $8,235,102 a year before. The industry is enjoying its
greatest peacetime boom and is destined to be operated in the black next year on
the basis of the sizable backlogs for military aircraft.
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Despite suppliers’ strikes and shortages of various materials, mainly steel, the
output of automobile production set a new postwar peak in October. This was
27 percent higher than September production and indications are that for the
second time in automotive history, more than 5,000,000 vehicles will be turned out
in 1 year. The total for the 10 months of 1948 was 4,329,611 motor vehicles, of
which 3,166,336 were passenger cars. The high volume of sales enabled eight
automotive producers to show total net income of $419,426,041 which exceeded
the 1947 figure of $277,746,869 by 51 percent.

VAST DEMAND FOR OIL PRODUCTS

Spurred by the vast demand for oil products, crude production climbed steadily
throughout the year, reaching new high levels in recent weeks. Translated into
operating results, sales and earnings of several companies were the best for any
9 months peacetime period on record. The combined net profit of 20 reporting
corporations came to $1,026,689,389 this year in contrast to $628,367,950 for the
1947 period, up 57 percent. .

The supply of food products has begun to overtake demand and the cost-price
squeeze has had a telling impact on companies in this field. Five concerns re-
porting a total net income of $21,669,347, showed a decline of 34 percent from
the previous year’s earnings of $32,686,423. -

Limited space prevents comment on the other industries included in the tabula-
tion below which shows the results for the 9 months of this year and last. Figures
in parentheses indicate the number of firms in each classification:

9 months to Sept. 30—
1948 1947

Steel 1eaders () - - - oo om i ccimmmmmmeemame e $275, 115, 868 $241, 386, 817
Steel, small (6).. .. - 18, 698, 206 14, 083, 718
Iron and steel fabrical - 34, 664, 442 31, 596, 853
Coal and coke (8) .. - 29, 609, 600 18, 525, 956
Metal products (6).. - 12, 153, 808 15,574,125
Outdoor machinery ( .-« 23,660,837 18, 465, 244
Factory machinery (8) - 15, 284, 833 13, 519, 012
Machine tools (5)....._ - 4,587,942 5,495,945
Railroad equipment (10) ... 29, 870, 467 24, 479, 529

Total (75)_ 443, 646, 003 383,127,199
Automobile (8) . ... e aes 419, 426, 041 277, 746, 869
Automotive equipment (25) . - - oo eeeeen 96, 165, 645 79, 489, 825
Aviation (5) 16,812, 144 8, 235, 102

Total (38). 532, 403, 830 365, 471, 796
Petroletm (20) - o oo oo oo mmm e e m e 1, 026, 689, 389 628, 367, 950
Mining (10) - - - e mamamae 97,369, 245 83, 424, 099

POt (30) - - - o e oo m e e mammmmm e 1,124, 058, 634 711,792, 49
Chemical (17) - - - - o o oo e e et mammnnn 252, 842, 355 218, 944, 473
Paper and pulp (10) - e 34,887, 764 33,451,199
Containers and seals (6) . _____ 28, 548, 468 25,748,713
Newsprint (4). 59,422, 667 55, 464, 537

Total (87) - o oot 375,701, 254 333, 608, 922
Electrical manufacturing (8) ... 142, 708, 003 105, 027, 174
Electrical appliances (7) . - .o 30, 832, 009 27, 845, 720
Heating and plumbing (8) .. e 31, 915, 520 25, 292, 306
Furniture (3) .. ... ..o 2,812, 338 2,222,210
Floor coverings (5) . - oo oo 9, 064, 883 5, 949, 553
Paint and varnish (2) s 4,281,313 4, 006, 776
Hardware (8) ... .o el 4,117,823 3, 889, 005
Building materials (11) . . iemcmmmeeaae 62, 239, 947 47, 445, 702
Cement (2) .o 5,695, 315 4, 528, 387
Office equipment 48, 786, 866 36, 190, 493

Total (56) . c oo eeccmacccecc e e mcmcmmm e 342,454,017 262, 398, 326
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9 months to Sept. 30—

1948 1947
OO (5) oo oo e e e $21, 669, 347 $32, 686, 423
Dairy products (3) . .. ... 3, 589, 964 4, 084, 940
Soft Arink (3) oo oe oo ceeieean 31, 243, 039 27, 803, 732
Liquor (1) ... 15, 653, 758 23, 100, 712
Baking (8)_. 37, 573 693 34, 9 204

Candy (6). ﬂ, 925, 152 21, 586

Textile (7) 60, 936, 286 48 082, 257
Apparel (6). 5,891, 954 4, 513,675
Cigars (4) . 3, 605, 159 4, 251,747
DIUES (12) oo oo mmem e 51, 690 832 53, 769, 421
TOLAL (55) - - e e oo e 254,779, 184 256, 428, 438
Grand total (291) .. ... eeccae- 3,073, 042, 922 2,312, 826, 730

The previous record of peacetime earnings for the first 9 months was made
last year when the grand total of 247 companies was $1,807,372,339. This was 89
percent above the $956,056,350 net for the 1946 period, a year when strikes caused
a widespread shutdown of plants and factories.

Senator FLaNDERs. We will recess at this time until 2 o’clock tomor-
row afternoon.

(Thereupon, at 1 p. m., a recess was taken until 2 p. m., Thursday,
December 9, 1948.)

(Materlals submitted by Mr. Ruttenberg in response to a request
from Senator O’Mahoney. 37

INTERNATIONAL CuTs MEN’S SHOE QUTPUT
CURTAILS SCHEDULE BECAUSE OF DROP IN DEMAND

St. Louls, September 28 (AP).—International Shoe Co. announced today it is
reducing production of men’s shoes temporarily because of lower production re-
quirements. The company, one of the largest manufacturers in its field, has
curtailed operations at 10 of its factories in Missouri and Illinois to 4 days a
week, effective this week.

‘“Production requirements can be met on that basis,” a company spokesman said.

He said the company was not sure how long the curtailed work schedule would
remain in effect but that it probably would be “only for a few weeks.”

LAG IN RETAIL SALES NOTED

Men’s shoe sales in retail stores have been lagging recently, industry sources
said here yesterday. One retail spokesman summarized the current footwear
situation this way: “Children’s shoes are the only ones in which sales are really
good, women’s sales are quite satisfactory, and men’s are difficult.”

Most sources here said they have heard of no other curtailments in men’s shoe
output other than the International Shoe Co. cut. Some, however, were of the
opinion that smaller manufacturers may have reduced their workweek or may
plan to do so.

Source: New York Herald Tribune, September 29, 1948.

INCREASES SHOE PRICES
INTERNATIONAL CO. ANNQUNCES 10-CENT AVERAGE RISE AT WHOLESALE
St. Louts, July 29 (AP).—International Shoe Co., one of the largest manufac-

turers in its field, announced tonight it will increase its wholesale shoe prices an
average of about 10 cents a pair eftective Monday.
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The company said that although some of its prices will remain unchanged,
most of its shoes will be affected by price increases ranging from 5 to 25 cents
a pair.

A spokesman for the company said the price hikes were made necessary by
increased costs of materials and labor.

Source ; Evening Star, Washington, D. C., July 29, 1948.

TeExXTILE PRODUCTION Is HEADING DOWNWARD

Mills are cutting hours. Stocks are high, and new orders are not coming in
at the rate expected. Buyers seem to be reluctant to buy * * * seem to
think prices may come down. Exports do not amount to much * * #* Mar-
shall plan has no money for textiles. Mills are not cutting prices much. They
cut production, keep prices up. Thus fextiles are probably drifting toward some
sort of forced recession.

Shoes, pretty much the same story, and same future conseéquences.

Source: The Kiplinger Washington Letter, Washington, Saturday, August 28,
1948,

WORKERS I’'ROTEST TEXTILE CUT-BACKS

60 PERCENT OF NORTHERN MILLS RUNNING ON 4-DAY WEEK TO AVOID BUILDING UP OF
INVENTORIES

(By Herbert Koshetz)

Protest by the textile workers union that major cotton goods producers were
cutting output to maintain “exoribtant prices and extortionate profits” high-
lighted the whole pricing problem of the industry last week.

While there are serious doubts as to the efficacy of following an “economy of
scarcity,” textile men voiced the opinion that for the balance of the year mills
would continue to cut output to prevent building up of inventories.

Figures gathered by the TWU show that in the northern mill areas close to
60 percent of the mills are operating on a 4-day week. In the Fall River area
widespread lay-offs were reported as mills cut out their third shifts or placed
them under skeleton crew operation. Berkshire Fine Spinning Associates, which
operates in this area, had all units on 4 days.

In Rhode Island the 4-day week has become widespread, it was reported. In
Maine two divisions of Bates Fabrics are on a 4-day shift. Two mills in Connecti-
cut laid off 200 workers.

In New Hampshire the Amoskeag mills were reported to be operating on a
3-day week and other mills had cut down to 4 days.

The reduced operation, it was estimated, will cut production in the northern
area by 20 percent. Southern mills, which have also curtailed third-shift opera-
tions and overtime, will show a lighter output this year than last, it was predicted.

Reductions in prices made thus far by cotton mills, according to Emil Rieve,
president of the TWU, have not been large enough to induce buying on a wider
scale. He held that all increases in wages have not in any way affected mill
pr(l))ﬁts, and that the reduction in the cost of cotton has not been passed on to the
public.

Millmen, however, countered that prices have been cut deeply, citing the reduc-
tions in print cloth, which has come down 28 percent since the peak of last year,
and reductions of 20 percent in fine goods and corresponding decreases on
sheetings.

By and large, they held, these cuts have not induced any great amount of
buying, not because they were not drastic enough but because the market has
shrunk owing to full pipe lines of distribution and sharply curtailed export sales.

Heavy cuts in textile prices, millmen said, are highly dangerous in their sec-
ondary reactions. The whole experience of the industry in the 1930’s, it was
pointed out, showed that repeated price cuts were not a factor in bringing in
more business but rather contributed to the detrimental deflationary trend that
all but ruined it.

The era of prosperity in the cotton textile industry starting about 1941, and
in which labor shared to a large extent by wage increases of more than 170 per-
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cent, had its roots in stabilized prices at higher levels, according to the millmen.
Advocating of stepped-up production and cut prices is not an exclusively new
idea, they said, as it had been put forward repeatedly by Walter Reuther of the
United Auto Workers Union (CIO).
In a sense, they added, they were following the lead of the automobile indus-
try, which had rejected the idea, even though in textiles the situation is not
exactly analagous.

Source: New York Times, August 29, 1948, page 4F.

CorToN PRICES ASSAILED

LEO C. SAFIR WARNS OF PERIL IN KEEPING LEVEL HIGH

Lack of response by the cotton mills to his advertised request for 500,000
yards of white terry cloth and 750,000 yards of seersucker indicates that the
“cotton mills and the Worth Street monopoly are determined to keep prices up
despite the largest cotton carry-over in our recent history,” Leo C. Safir, presi-
dent of the Safir Plan, Inc., robe manufacturer, said yesterday.

Reporting the response by the mills as “nil, but just what I expected,” Mr.
Safir said the ultimate result of this attitude and the Government subsidy of
cotton at parity would be that all the cotton eventually would be in Government
warehouses. He pointed out that formerly the mills would keep running and
build up their inventory, and warned that the situation would lead to unem-
ployment and closings in plants such as his, which employs 500 persons.

“We will go back to the situation that we had in 1932,” Mr. Safir commented.

Source : New York Times, September 2, 1948.

82989 —49-~—11
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THURSDAY, DECEMBER 9, 1948

UNITED STATES SENATE,
SuBCOMMITTEE ON PROFITS OF THE
JornT Commrrree oN THE EconomIic REPORT,
Washington, D. C.

The subcommittee met, pursuant to recess, at 2 p. m,, in the caucus
room, Senate Office Building, Senator Ralph E. Flanders, chairman of
the subcommittee, presiding.

Present : Senators Flanders (presiding), Watkins, and O’Mahoney,
and Representatives Herter, Patman, and Huber. }

Senator Franpess. The hearing will open, and our witness this
afternoon is Mr. Joseph E. Pogue, a vice president of the Chase
National Bank.

Mr. Pogue, will you take your seat at the table?

Mr. Pogue has specialized in the petroleum industry and is, as I
understand it, the authority on the petroleum industry for the bank
of which he is vice president.

I note, Mr. Pogue, that you ask to have as a part of the record this
pamphlet of September 1948, Financial Analysis of Thirty Oil Com-
panies, and I would like to ask whether it would be fairly inclusive
or stand alone by itself if we end it on page 15. There are still a
great many tables which I imagine are interesting, but there is some
doubt as to the extent to which they will be read, while I am sure
your comment will be; or, are those tables referred to too often in the
text?

STATEMENT OF JOSEPH E. POGUE, A VICE PRESIDENT OF THE
CHASE NATIONAL BANX, NEW YORK, N. Y.

Mr. Pocuk. There is only one table that would be essential to the
story, and that would be table No. 21, which is the last table.

Senator Fraxpers. The reporter will note the inclusion of table 21.

Mr. Pocue. And possibly tables 18, 19, and 20. I think if those
four were included, the rest could be omitted.

Senator Fraxpers. We will include tables 18, 19, 20, and 21 with
the report.

(The report is as follows:)

FINANCIAL ANALYSIS OF 30 O COMPANIES FOR 1947

(By Joseph E. Pogue, vice president, the Chase National Bank; and
Frederick G. Coqueron, petroleum department, the Chase National Bank)

Companies included in study: Amerada Petroleum Corp., Atlantic Refining Co.,
Barnsdall Qil Co., Continental Qil Co., Gulf Qil Corp., Houston Oil Company of
159
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Texas, Lion Oil Co., Louisiana Land & Exploration Co., Mid-Continent Petroleum
Corp., Ohio 0Oil Co., Pacific Western Oil Corp., Phillips Petroleum Co., Plymouth
0Oil Co., Pure Oil Co., Richfield Oil Corp., Seaboard Oil Co. of Delaware, Shell
Union Oil Corp., Sinclair Oil Corp., Skelly Oil Co., Socony-Vacuum Oil Co., Stand-
ard Oil Co. of California, Standard Oil Co. (Indiana), Standard Oil Co. (New
Jersey), Standard Oil Co. (Ohio), Sun Oil Co., Texas Co., Texas Gulf Producing
Co., Texas Pacific Coal & Oil Co., Tide Water Associated Oil Co., Union Oil Co.

of California.

Pl

Financial and operating summary of 30 oil companies years 1947 and 1946, and

the average for 1941-45

Average.
1947 1946 194145'
Total income._ ... ... millions of dollars_.] 10,483 7, 549 16,162
Total costs and other deductions_ ... ... do._.. , 264 6, 786 15,625
- Net income carried tosurplus.. .. ... ... 1,219 763 537
Net income in percent of total income. ..percent._. 1.6 10.1 8.7
Preferred and common dividends paid in ecash. --millions of dollars_. 425 331 259
Dividends in percent of net income. ..o percent._. 34.9 43.4 48.1
Net assets:
United States. ... e millions of dollars. . 7,159 6,378 |
Foreign countries. .. oo do___. 1,365 1,145 o ..
41 7 R 8,524 7,523 | .
Current assets.____........... 4,325 3,687 3,135
Current liabilities 1,680 1,227 1,046
Net working capital ..o do.... 2,635 2,460 2,089
Ratio of current assets to current liabilities. ... . .. _...._. 2.6 3.0 3.0
Capital expenditures: .
Production ... iaaas millions of dollars.. 1,077 812 566
Transportation. d; 297 157 120
Refining_._____. 402 201 192
Marketing. . 277 185 59
Others. . o e mme e eas 23 22 9
otal e 2,076 1,377 946
Production in percent of total 51.9 59.0 59.8
Net investment in fixed assets:

. Produetion ... 3,548 3,136 2,484
Transportation_._._______ 979 777 706
Refining._ 1,278 989 1,009
Marketing.. 1,139 954 893
Others. .. _ooooao. 125 12 114

Y RSO 7,069 5, 968 5, 206
Production in percent of total e iooC 50, 2 52.5 47.7
Borrowed capital . ___________ ..l 1,437 1,153 1,064
Invested capital 2 .- do.... 9,054 8,002 6,838

Total. e 10, 491 9,155 7,902
Borrowed capital in percent of total..____ 13.7 12.6 13.5
Average borrowed and invested capital 3. 9,484 8,519 7, 502
Net income 4. ... ... ... 1,252 793 569
Return on borrowed and invested capital 13.2 9.3 7.6
Crude-oil production (net):

United States. ... ... 2,725 2, 534 2,118
Foreign countries. ..o d 645 419
3,425 3,179 2,537

Crude runs to stills:
United States. . oo cccc—eaan do_._. 4,165 3,873 3,319
Foreign countries. .o ioieccanns do.... 604 569 | . 436
7 Y R do.._. 4,769 4,442 3,755

1 Gross operating income and costs have been adjusted to exclude sales and purchases under Government

directives.
2 Includes minority interests.
3 Excludes minority interests.
¢ Before deducting interest charges.
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INTRODUCTION

The purpose of this report is to present the financial trend of the operations ot
the American petroleum industry, as indicated by a large segment comprising 30
oil companies, which represent about two-thirds of the aggregate investment of
the industry. This review supplements previous reports published by the petro-
leum department of the Chase National Bank and provides a continuous and
homogeneous series of data for the 14-year period, 1934—47. The study is based
upon data derived from the annual reports of the companies to their stockholders
and to the Securities and Exchange Commission, supported by special informa-
tion obtained from other sources.

The petroleum industry in 1947 enjoyed the second year of peacetime opera-
tions, which were characterized by a remarkable rise in the demand for oil prod-
ucts, representing an increment of 569,000 barrels per day or approxXimately 11
percent over 1946, This extraordinary increase in demand is related to the
prevailing world-wide condition of postwar inflation and is the key to proper
interpretation of financial developments in the petroleum industry. It impelled
the companies to approach capacity operations, exceeding those of the wartime
peak; it stimulated an advance in petroleum prices, resulting in sharply in-
creased gross and net income; and it accelerated the development of a vast
expansion program, requiring unprecedented capital expenditures at inflated
costs.

At the same time, the decline in purchasing power of the dollar introduces a
theory of relativity into the interpretation of financial statements and renders
conventional accounting practices unrealistic in reflecting the true facts. Thus,
the customary interpretation of financial results is misleading ; and yet, the con-
cept of the dollar as a consistent yardstick is so ingrained that it is difficult for
the observer to realize that year-to-year comparisons cannot be accurately pre-
sented if no allowance is made for the shrinkage in the unit of measurement.
Under these circumstances, the dollar income soared but so did the capital re-
quirements. The matching of these two items was so closely achieved that the
industry was able to bring about an approximate balance between supply and
demand for petroleum products during 1947 and to prepare for a still better posi-
tion in 1948, The achievement of these results, in the presence of war-depleted
inventories, constitutes striking testimony to the effectiveness of the petroleum
industry in the process of capital formation.

The manner in which capital is formed has not received the attention it
deserves in interpreting the functioning of private industry. This oversight is
particularly manifest in public discussions and official investigations of trends in
prices and earnings. The subject assumes special importance in periods of
inflation, which are marked by sharply rising costs and by corresponding declines
in the purchasing value of the dollar. Under such circumstances, the need for
accelerated capital formation is paramount and constitutes a prime cause of price
advances, without which demand cannot be met. The petroleum industry is a
good example of the essential character of capital formation, and this study
provides a quantitative measure of this important mechanism.

FINANCIAL RESULTS FOR 1947

General summary.—The principal features of the finaneial and operating
results of the 30 oil companies for 1947 in contrast with 1946 and the yearly
average for 194145 are presented on page 160. This table reveals that practically
every item for 1947 shows a substantial increase over 1946 and a larger advance
over the 5-year bhase period. For example, in 1947 as compared with 1946, total
income increased $2,934,000,000 or 39 percent; total costs and other deductions,
$2,478,000,000 or 37 percent; and net income, $456,000,000 or 60 percent. Cash
dividends in 1947 increased only $94,000,000 or 28 percent because of the reinvest-
ment in the business of $794,000,000 or 65 percent of the earnings. This rela-
tively large retention was necessitated by a rise of $699,000,000 or 51 percent in
capital expenditures to $2,076,000.000 in 1947, thus illustrating the contribution of
the stockholders to the process of capital formation.

Income statement—An analysis of the combined earnings of the 30 oil com-
panies is given in table 1. 'The special feature of this exhibit is the sbarp dis-
parity between those items expressed in 1947 dollars, such as gross income,
operating costs, and taxes; and the item of capital extinguishments, which is
largely based on original, prewar costs. The former show increases over 1946
ranging from 25 to 77 percent, whereas the latter represents an increase of only
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14 percent. Standard accounting principles have no means of reconciling this
disparity between original and current replacement costs, which vitiates the
validity of the “reported’” net income.

The combined earned surplus of the group increased from $3,136,000,000 at the
close of 1946 to $3,937,000,000 at the end of 1947, as analyzed in table 2.

In 1947, for each dollar of total income received by the 30 oil companies, 72.6
cents were absorbed by operating costs and expenses; 8.8 cents by depreciation,
depletion, and other charges; and 6.5 cents by income and other taxes. Of the
remaining 12.1 cents, 4.0 cents were paid to stockholders as dividends, 0.5 cent
was applicable to minority interests, and 7.6 cents were reinvested in the busi-
ness. The distribution of the average sales dollar for 1947 compared with other
periods is shown in table 3. The decline in the item for depreciation, depletion,
and other charges from 12.6 cents in the 1941-45 period to 8.8 cents in 1947 should
be particularly noted.

Balance sheet.—The total assets of the 30 oil companies amounted to $12,641,-
000,000 at the close of 1947, an increase of $1,791,000,000 over 1946. (See table
4,) The three main components of these assets at December 31, 1947, were:
Property, plant, and equipment, 56 percent; current and working assets, 34
percent; and investments and other assets, 10 percent. The liabilities and net
worth of the group were distributed as follows: Current liabilities, 13 percent;
funded and other long-term debt, 11 percent; deferred credits, other reserves,
and minority interests, 7 percent ; and net worth, 69 percent.

The net assets of the 30 oil companies at the close of 1947 amounted to $8,524,-
000,000, of which 84 percent was represented by investments in the United States
and 16 percent was located in foreign countries, as detailed in table 5.

Working capital—The combined net working capital of the 30 oil companies
increased $175,000,000 in 1947, or from $2,460,000,000 at the beginning of the
period to $2,635,000,000 at the year-end. This increase, however, was accom-
panied by a decline in the ratio of current assets to current liabilities from 3.0
to 2.6, the lowest figure reached in the 14-year period, 1934-47, during which the
high was 44. An analysis of the working capital of the group is presented in
table 6.

The net current assets of the 30 oil companies suffered further diminution in
liquidity during 1947, as measured by the reduction in the ratio of cash and
marketable securities to total current assets from 45 to 39 percent. Inventories
of crude oil and refined products increased $135,000,000 during 1947, largely the
result of higher prices. The ratio of these inventories to gross income, however,
was small, amounting to 10 percent.

Source and disposition of funds.—The cash flow of the 30 oil companies during
1947 is traced in table 7. The total funds provided were $2,903,000,000, of which
74 percent was derived from earnings, 24 percent from the issuance of long-term
debt and stock, and 2 percent from sales of assets and other transactions. Of the
portion disposed, amounting to $2,728,000,000, 76 percent went for capital ex-
penditures, 17 percent for dividends to stockholders and minority interests, and
7 percent for the refunding and retirement of long-term debt. The excess of
funds provided over those disposed, amounting to $175,000,000, was added to
working capital.

Capital expenditures—The expenditures for property, plant, and equipment
by the 30 oil companies reached an all-time high in 1947, amounting to $2,076,-
000,000 compared with $1,377,000,000 in 1946 and a yearly average of $946,000,-
000 in the 1941-45 period. Capital extinguishment charges in 1947 totaled only
$867,000,000, leaving $1,209,000,000 to be provided for out of net income and other
funds, as follows: From reinvested earnings, $821,000,000; from outside financing,
$310,000,000 ; and from other sources, $78,000,000.

The combined expenditures for the group aggregated $12,710,000,000 for the
14-year period, 1934—47. The trend thereof by years is presented by departments
in figure 1.

Of the total capital expenditures made by the group in 1947 for domestic and
foreign facilities, $1,077,000,000 or 52 percent went into the production depart-
ment. (See table 8.) The balance of $999,000,000 was invested in other depart-
ments as follows: Transportation, $297,000,000; refining, $402,000,000; market-
ing, $277,000,000; and others, $23,000,000. An analysis of the total capital ex-
penditures of the 30 oil companies for 1947 is given in table 9 by facilities and
areas. These figures do not include substantial expenditures of a fixed capital
nature represented by security investments in and advances to nonconsolidated
subsidiaries and associated companies, which operate principally in foreign
countries.
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FI6URE 1.—Trend of expenditures for property, plant, and equipment of the 30 oil companies,
classified by departments of the business, by years, 1934-37. Semilogarithmic scale,
(See table 20 for data.)

In addition to the outlay of $831,000,000 made by the group in 1947 for domestic
crue oil-producing facilities, disbursements of $47,000,000 for undeveloped lease
rentals and of $131,000,000 for exploratory expenses were made and charged
directly to earnings. Thus, a total of $1,009,000,000 represents expenditures
for the exploration; development, and acquisition of crude oil reserves. The results
obtained from this outlay cannot be determined from present information, but this
expenditure amounted to $1.01 for each net barrel produced in the United States
by the group in 1947, the corresponding figure for 1946 being 87 cents per barrel.

Fized assets.—The combined gross investment of the 30 oil companies in prop-
erty, plant, and equipment amounted to $14,776,000,000 at December 31, 1947.
After deducting accumulated reserves for depreciation, depletion, and amortiza-
tion of $7,707,000,000, the net book value was $7,069,000,000, as analyzed by de-
partments in table 10. The net investment at the close of 1947 represents 48 per-
cent of the gross investment, compared with a ratio of 45 percent at the end of
1946.

The gross and net investment of the group in fixed assets at December 31, 1947,
segregated between domestic and foreign facilities, are presented in table 11.
These investments exclude $934,000,000 of related fixed capital assets, as indicated
by security investments in and advances to nonconsolidated subsidiary and
associated companies operating mainly in foreign countries.

Borrowed and invested capital—The combined borrowed and invested eapital
of the 30 oil companies amounted to $10,491,000,000 at December 31, 1947, com-
pared with $9,155,000,000 at the close of 1946. The increase of $1,336,000,000,
during the year is principally due to additional borrowings from banks and insur-
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ance companies and to a gain in surplus, the latter reflecting the reinvestment of
earnings after dividend payments and other charges. An analysis of the changes
in borrowed and invested capital during the year is shown in table 12. The work-
ing capital of the group was 1.8 times long-term debt at December 31, 1947, com-
pared with 2.1 times at the close of 1946.

- Financing transactions.—In 1947, the 30 oil companies obtained funds aggregat-
ing $682,000,000 from banks, insurance companies, and public investors, compared
with $608,000,000 in 1946. The transactions are detailed as to source, disposition,
and nature in table 13. Of the total amount raised, 28 percent was obtained from
public investors, 44 percent from banks, 24 percent from insurance companies, and
4 percent from other sources. The proceeds were applied as follows: for capital
expenditures and additional working capital, 80 percent; and for retirement of
existing obligations, 20 percent.

Return on capital.—The productivity of the capital employed by the 30 oil com-
panies may be measured by the ratio of earnings to borrowed and invested capi-
tal, or to invested capital (net worth). The return of $1,252,000,000 on the aver-
age borrowed and invested capital, aggregating $9,484,000,000, was 13.2 percent in
1947, compared with 9.3 percent in 1946. The return of $1,219,000,000 on the aver-
age invested capital, totaling $8,189,000,000, was 14.9 percent in 1947 compared
with 10.3 percent in 1946. The earnings in 1947 for a large group of manufactur-
ing companies represented a return of 17.0 percent on their invested capital.

OPERATING RESULTS FOR 1947

Crude production.—The combined world-wide crude oil production of the 30
oil companies averaged 3,425,000 net barrels per day in 1947, an increase of 8
percent over 1946. For the fifth consecutive year, this segment of the industry
attained a new high level of production. The domestic operations of the group
contributed 2,725,000 net barrels per day in 1947, an increase of 8 percent over
1946. This volume represented approximately 54 percent of the total production
for the United States. The output of the companies’ consolidated subsidiaries
operating in foreign countries averaged 700,000 net barrels per day in 1947, or 9
percent more than in 1946. An analysis of the domestic and foreign net crude oil
production of the 30 oil companies for 1946 and 1947 is given in table 14. In
addition to the consolidated operations detailed above, several associated com-
panies of the group produced 360,000 gross barrels per day in 1947, of which about
87 percent was derived from countries in the Middle East.

Crude runs to stills.—The volume of crude oil processed by the domestic and
foreign refineries of the 30 oil companies averaged 4,769,000 barrels per day in
1947, an increase of 7 percent over the quantity handled in 1946. For the fifth
consecutive year, this segment of the business also reached a new high operating
level. The domestic refineries of the group ran to stills 4,165,000 barrels of crude
per day in 1947, an increase of 8 percent over 1946. This volume represented
approximately 82 percent of the total throughout all refineries operating in
the United States. The crude oil processed by consolidated subsidiaries of the
group operating in foreign countries average 604,000 barrels per day in 1947, or
6 percent more than in 1946. An analysis of the domestic and foreign refining
operations of the 30 oil companies for 1946 and 1947 is shown in table 15. In
addition to the consolidated figures cited above; several associated companies of
the group processed 320,000 barrels per day in 1947, of which 79 percent was
run at refineries located in the Middle East. .

Wells drilled—The petroleum industry drilled 31,389 wells in the United States
durlng 1947, of which 31 percent were dry holes. In comparison, the 30 oil com-
panies completed 9,211 wells, of which 20 percent were dry. The drllllng results
of the industry and the group are presented in table 16.

CAPITAL FORMATION

One of the most important mechanisms in any economy is the medium through
which the capital needed for maintenance, replacement, and expansion of plant
facilities is obtained. All production utilizes capital. Expanding industries re-
quire more capital than static ones, and highly technological industries employ
more capital than those in which limited equipment and technigues are engaged.
The petroleum industry is a large and rapidly growing enterprise, utilizing a wide
range of specialized technologies. Its capital requirements are prodigious,
amounting last year to about one-seventh of those for all American business,
excluding agriculture. During the past 14 years, 198447, the 30 oil companies
made capital expenditures amounting to $12,710,000,000 for domestic and foreign
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facilities. The net assets employed per worker were $17,048 at December 31,
1947, and the capital expenditures per employee were $4,151 during the year.

The petroleum industry generates most of the required capital from its own
operations, the funds being supplied from charges made against earnings for
depreciation, depletion, and amortization, and from retention of a large portion
of net income. Figure 2 shows the relationship of these features for 1947. Over
the years, the combination of these two items has come close to providing the
capital expended for property, plant, and equipment—the industrial tools. Dur-
ing the 1934—47 period, the 30 oil companies generated internally $12,605,000,000,
while capital expenditures amounted to $12,710,000,000, practically a balance.

In the case of a growing industry, however, more capital is needed than the
amount represented by capital expenditures. Investments in and advances to
nonconsolidated subsidiary and associated companies require substantial addi-
tional funds and also working capital must expand in keeping with the growth
of the business in order to finance receivables and inventories. The petroleum
industry has not been able to finance itself entirely from its own savings, but
has had recourse to the savings of others, through the capital markets, for a
gmall portion of its funds.

During the 14-year period 1934-47, the 30 oil companies issued 4,111 million
dollars of long-term debt, 239 million dollars of preferred stock, and 393 million
dollars of common stock. These transactions, aggregating 4,743 million dollars,
represent gross proceeds which were applied as follows: 2,479 million dollars
for the refunding and redemption of existing securities, and 326 million dollars for
the acquisition of assets, leaving a balance of 1,938 million dollars for working
capital and other purposes. With the spread of inflation, despite rising income,
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FI1GURE 2.—Analysis of source of funds and disposition thereof by the 30 oil companies for
year 1947. (See table 7 for data.)
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the group found it necessary in 1947 to make heavier drafts on the capital markets
than in former years. An analysis of these financial transactions as to source
and disposition of proceeds is presented in table 17. The trend indicates marked
variability from year to year and particularly from cycle to cycle.

. The processes of internal and external capital formation in the petroleum in-
dustry are illustrated in table 18 by means of the combined operations of the
30 oil companies. This summary shows that the group during the 193447 period
had funds aggregating 17,652 million dollars available from the following
sources: cash earnings after payment of dividends, 12,605 million dollars; pro-
ceeds from borrowings and sales of equity securities, 4,743 million dollars; and
proceeds from sales of assets and other transactions, 304 million dollars. These
funds were utilized by the 30 oil companies as follows: for capital expenditures,
12,710 million dollars; for retirement and refunding of existing obligations,
3,848 million dollars; and for additional working capital, 1,094 million dollars,
This table reveals a conspicuous pattern indicating that the amounts of out-
side capital obtained rise with rising prices and fall with falling prices. This
correlation supports the thesis that capital requirements constitute an important
price determinant, because in periods of expanding or high-level business ac-
tivity the industry must increase both its internally generated capital and the
funds sought from capital markets. Thus, in the postwar period of rapidly ex-
panding oil demand, not only have petroleum prices advanced but the capital
markets have been drawn upon in greater degree, a necessary combination in
enabling supply to overtake demand.

At the close of 1947, the 30 oil companies employed 10,491 million dollars of
capital, 14 percent of which represented borrowed capital and 86 percent, in-
vested capital. Accordingly, about one-seventh of the total capital employed by
the petroleum industry is in the form of debt, a low ratio conducive to economic
stability. Of the total borrowings outstanding at December 31, 1947, 35 percent
was from the public, 35 percent from banks, 25 percent from insurance com-
panies, and 5 percent from other sources. The trend in each of these categories
in comparison with the items of invested capital is given in table 19 for the
years 1933-47.

ADJUSTMENTS FOR CHANGES IN THE PURCHASING POWER OF THE DOLLAR

General—A financial record is consistent and homogeneous as long as the pur-
chasing power of the dollar is reasonably stable. However, in times of inflation,
marked by rapidly rising prices and costs, the accounting figures, being sub-
ject to the limitations of standardized procedures, become distorted by the
shifting value of the dollar. For example, the charges for depreciation, deple-
tion, and amortization of fixed assets, as well as the valuation of investments,
are calculated on the basis of original (historical) costs and therefore are ex-
pressed in past dollars; whereas gross and net income, dividends, and most of
the other financial items are measured in current dollars, which not only have
altered in value but also differ in each of the categories. Thus, the dividend
dollar is affected by income taxes and the cost of living; the operator’s dollar
is determined by the costs of doing business; and the capital investment dollar
is influenced by construction costs—all different in value. With the dollar
yardstick varying both in time and space, it is obvious that something akin to
the physical theory of relativity must find application to economics in time of
inflation.

Table 20 summarizes the principal financial and operating results of the 30
oil companies for the period 1934—47. The financial data are expressed in dollars,
but this common denominator has fluctuated from year to year—only slightly in
the prewar period, more significantly during the war years, and sharply in the
postwar period, particularly in 1947. A review of this table reveals a sharp up-
swing in the figures for that year. In order to facilitate more accurate com-
parisons, table 21 has been prepared in which some of the key data have been
expressed in terms of a stable dollar. Four factors have been selected for this -
purpose: (1) The American Appraisal Company’s Index of Construction Costs
in 30 American cities, (2) the Bureau of Labor Statistics Index of Living Costs,
(3) the Bureau of Labor Statistics Index of Wholesale Prices of All Commodities,
and (4) an index of income taxes based on taxable income of $10,000 per annum.
The first three indexes have been recomputed on a base of 1935-39—100. The
adjusted figures cannot have precise accuracy, but it is felt that they do reflect
in a practical manner a close approach to the actual facts and, therefore, will
prove useful in indiating what has actually transpired-—more so, at least, than
the unadjusted figures.
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FIoURE 3.—Trend of reported net income of the 30 oil companies compared with adjusted
results expressed in prewar dollars, by years, 1934—47. (See table 21 for data.)
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FIGURE 4.—Trend of actual cash dividends of the 30 oil companies compared with indicated
amount retained by stockholders after deducting personal-income taxes and adjusting for
cost of living, by years, 1934-47. (See table 21 for data.)

Net income.—The reported net income of the 30 oil companies in 1947 was
1,219 million dollars, an increase of 456 mililon dollars or 60 percent over 1946.
Expressed in prewar dollars, these earnings would be 648 million dollars, an
jncrease of 139 million dollars or 27 percent over the correspondingly adjusted
figure for 1946. Thus, the reported