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@n May 28, 1940, President Roosevelt took his first official step
toward increasing materially the armed forces of our country by
appointing a seven-member Advisory Commission to the Couneil
for National Defense. It became the immediate task of this Com-
mission to prepare the planning blue-prints, and simultaneously
to gear American indnstry to an all-time high emergency speed
so that adequate materials, supplies, and equipment would become
available as rapidly as possible to produce the greatest stream of
airplanes, ships, tanks, guns, ammunition, and essential supple-
mentary war supplies in all history. ‘

A total of $825,000,000 in Army and Navy contracts was
awarded during the following single month of June and $1,137,-
000,000 during July, 1940. The total authorized appropriations
for -our own defense and for foreign aid bad reached the stu-
pendons total of $68,000,000,000 by December, 1941. - Large fig-
ures are hard to digest. It is evident, however, that the economie
drain of World War II is tremendeus, and that the drain will
be translated into everyday life by a lower standard of living
for many, many years.

The defense program took resolute and definite form as soon
as the Advisory Commission to the Council for National Defense
was appointed. The Selective Service Act was enacted by Con-
gress, Objectives were set for a two-million-man Army, a two-
ocean Navy, and a tremendously expanded air forece. Contracts
for preparing army cantonments were awarded. Clothing, shoes,
tents, and food, as well as the complete fighting equipment for all
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arms of the service had to be procured for our growing armed
forces and also stored for future emergencies. On December 29,
1940, the President set an even greater goal for our defense pro-
gram than the immediate rearmament of the United States when
he declared, ‘“ We must be the great arsenal of democracy.”” The
country was warned to ‘‘discard the notion of ‘business as
usual,’ ”’ ‘and since that time, the day-to-day problems of pro-
duction, of finance, and of credit have multiplied and multiplied
in an ever more intensified defense, and then war economy.

The Office of Production Management was ereated in Janu-
ary, 1941, to coordinate the manufacturing facilities of the entire
country by seeing that essential materials were delivered at the
proper time and in the proper quantities to manufacturers of
defense armament, equipment, and sapplies. The Office of Price
Administration and Civilian Supply was created in April, 1941,
with flexible powers to fix prices on individnal materials and com-
modities. Finally, during last August, the President established
the Supply, Priorities and Allocatlon Board, an over-riding
policy creating agency, with Vice-President Henry A. Wallace as
Chairman. This Board has been uniquely termed the ‘‘Supreme
Court of the American economy.”’

As soon as contracts were awarded in steadily mounting
quantities for airplanes, ships, tanks, guns, ammunition, shoes,
shirts, underwear, supplementary equipment and supplies, basic
financial problems were created automatically for the American
manufacturer. These problems were concerned with methods
of financing the erection and the equipping of new and enlarged
manufacturing plants to meet the sudden overnight expansion
iu defense contracts, and with fulfilling the working capital finan-
cial requirements fo handle the increasing volume of business.
After years of business drought, industry was suddenly swamped
with orders. No hypodermic ever worked faster.

The airplane industry most strikingly illustrates this un-
precedented situation. Prior to June, 1940, American manufac- -
turing plants had produced relamvely feW nuhtary airplanes.
Because war had tarned so strategieally to the air, attention was
riveted immediately on aireraft production. On July 1, 1940,

[61



CREDIT PROBLEMS IN 4 WAR ECONOMY

the Army and Navy had approximately 5,200 airplanes in service.
By July 27, an additional 5,974 planes were on order with eighty
per cent scheduled for delivery within one year. Four months
later 25,000 airplanes were on order. By August, 1941, the un-
filled orders for planes amounted to the fantastic total of $7,140,-
575,000 and the orders were still headed skyward. The steady
piling up of these tremendous contracts called for an immediate
and unprecedented rapid expansion in manufacturing facilities.

A typieal airplane manufacturing eorporation, for example,
on December 31, 1938 had a tangible net worth of $1,500,000, a
net working capital of $1,000,000, an inventory of $1,000,000,
receivables of $300,000, and an efficient but small plant valued
at $400,000. An annual volume 'of $4,500,000 was being handled
and unfilled orders on hand amounted to $1,500,000. By Decem-
ber 31, 1940 unfilled governmental orders of this one modest
manufacturer had skyrocketed to $60,000,000. The tangible net
worth on that date had been increased from retained net profits
and the sale of capital stock to $3,000,000, the net working capital
had grown to $1,500,000, the inventory including work in process
had expanded to $4,200,000, the receivables had increased to
$600,000, and the enlarged plant facilities were now being carried
on the books at $1,600,000. Within two years the tangible net
worth had doubled, the net working capital had increased fifty
per cent, the inventory had more than quadrupled, the receivables
had expanded one hundred per cent, the plant facilities had
quadrupled and arrangements were being made for additional
expansion, and unfilled orders had advanced forty fold.

No such spontaneous expansion had ever previously taken
place in any division of industry in the history of our country or
of any other country even during the mirage decade. This ex-
ample is no eurrent isolated incident. Today most of the manu-
facturers of airplanes and many of the manufacturers of airplane
parts and accessories are actually going through this identical
stage of almost instantaneous metamorphosis from relatively
small business to big business. The early life history of the aufo-
mobile industry is being re-lived in the airplane industry, but
this unfolding biography is being compressed before our very
eyes into a critical period measured by months. _

. The radical change in the financial condition of this particu-
lar manufacturer of airplanes between December 31, 1938, and
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December 31, 1940, was only the beginning of a trend which will
~ continne with individual business enterprises just as long as our
war produetion spirals rapidly upward. More manufacturing
plants and larger manufaeturing plants are absolutely essential
to obtain the increased production ; inventories of raw materials,
work in process, and finished produets will expand steadily as
the enlarged production facilities are put to work; and when the
finished products are turned over to the Army and to the Navy,
the receivables will increase. Time is the essence of snccess in this
greatest of all American war efforts. Ways must be found and
corners must be turned to fulfill these tremendous contracts in
the shortest possible time. This is our all out objective and the
transition period is far from over, '
" Manufacturers of tanks, anti-aireraft guns, shoes, shirts,
canvas bags, and the thousands of other products required in the
“daily operations of the Army and the Navy, are encountering
similar problems of suddenly expanded production, but in a modi-
fied way compared with the typical manufacturer of airplanes,
parts, and accessories. Insome cases new plants must be erected,
in other cases existing plants must be enlarged. In some cases
a mannfacturing concern with limited current assets and a modest
line of bank credit obtains a relatively large order for war equip-
ment and supplies. In such a sitnation the demand for cash to
meet everyday expenses becomes suddenly and disproportionately
heavy, What sources of funds are available to meet the expand-
ed payroll, to purchase the necessary raw material requirements,
to carry the increased inventories and the larger receivables?
Sub-contractors have the same identical financial problems
and, at times, have supplementary problems of an equally funda-
mental nature. Army and Navy authorities in many cases seek
the larger manufacturing corporations and insist that prime
contracts be accepted. Ounly in most unusnal instances have sub-
contractors, particularly small coneerns that are not widely
known, found Federal authorities knocking at their front doors,
Not only has the typical small potential sub-contractor had to
Ioeate the proper official, but when located, the official, at times,
ha's had to be edncated and to be sold that a particular small plant
had produced certain specific parts, articles, supplies, or equip-
ment of great importance in a war economy, and that the same
plant was equipped to produce other essential items needed in
some war-time assembly line, items which had never before been

181



CREDIT PROBLEMS IN 4 WAR ECONOMY

turned out at this particular plant. These handicaps have been
and are still severe to the potential small sub-contractor whether
located in eastern Massachusetts or in western California.

This unprecedented industrial expansion program is the
harvest of the greatest worldwide military crisis since the days
of Napoleon. Three broad financial and credit problems are
the immediate results:

1. The problem of the war manufacturer in financing the erection and_the
equipping of requisite inereased plant facilities to fulfill confracts on schedule.
2. The problem of meeting increased payrolls and of financing suddenly swollen
inventories and receivables,

3. The problem of the mercantile ereditor in considering the extension of credit
to concerns appreciably affected direetly or indirectly by the war program. Such
concerns inetude not only those which have obtained war orders but many others
that ate not engaged in producing defense or war equipment and supplies.

i .

Financing Emorgency, Plont Espansion

The erection of essential new plants and additions to old
plants by manufacturers that have been awarded contracts for
war equipment or supplies are being financed in three different
ways: by the private resources of the manufacturer which might
or might not involve short-term bank loans in the normal course
of business; by the use of an arrangement which has become
known as the Emergency Plant Facilities Contract; and by the
Defense Plant Corporation, a direct wholly-owned subsidiary of
the Reconstruction Finance Corporation and as such an agency
of the Federal Government. ‘

Private Resources—Under more normal conditions of politi-
cal and economie stability, when even large industrial corpora-
tions have had to go actively after business instead of having
business thrust upon them, new plants have customarily been
erected and old plants have customarily been enlarged out of the
private resources of the manufacturer. This method of financing
plant expansion might or might not have been supported by
short-term borrowings and long-term borrowings.

If the required funds came ouf of the resources of the manu-
facturing enterprise, the net working capital would have been de-
creased a corresponding amount. If the funds had been provided
by short-term borrowings, the extension of that credit would
generally have been accorded by a commercial banking institn-
tion, oceasionally by some other business enterprise, by an affili-
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ated concern, or by aninterested individual. Ifthefundshadbeen
provided by long-term borrowings and so reimbursed the net
working capital, the credit instrument might have represented
a term loan from one or more commercial banking institutions
and insurance companies, a mortgage loan granted by an insur-
~ ance company or some other business enterprise, or an issue of
bonds, debentures, or serial notes underwritten by a group of
investment bankers and distributed to the publie. In all of these
situations, title fo the real estate, buildings, and equipment which
comprised the new plant or the addition, would have been carried
in the name of the manufacturing enterprise and there would
have been no wandering from the customary beam.

These methods of financing the cost of plant facilities out of
private resources have their roots imbedded so deeply and so
strongly in our American economie history, that they were widely
and very naturally used in the early months of this emergency.
Certain easements to assist these methods of financing defense
and war plant expansion were taken into consideration when the
Second Revenue Act of 1940 was framed. Concerns which had
expanded their manufacturing facilities for this work out of their
own private resources after June 10, 1940, or which might expand
their facilities in this manner during the present emergency
period, are allowed by this Act, to depreciate the full costs of the
additional facilities for tax purposes over a five-year period by
deducting up to one- fifth of the total costs of the emergency
facilities in any taxable year for all income tax purposes, both
normal and excess-profits,

The right to amortize the cost of new plant facilities com-
pletely over a five-year period is, in all cases, conditioned upon
securing s document which has become technically known as a
Certificate of Necessity. This document certifies that the newly
erected and equipped facilities are necessary in ‘‘defense’” work.
In addition to this.certificate, prime contractors must file a second
document known as a Gertiﬁcate of Non-Reimbursement which
certifies that the manufacturer is not and will not be reimbursed
by the Government for the cost of these facilities. Sub-contrae-
tors, sub-manufacturers or sub-builders are required to file Cer-
tificates of Necessity but not Certificates of Non-Reimbursement,

~ Until October 30, 1941 both of these certificates required the
signature of the Advisory Commission to the Council for Na-
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tional Defense and the signature of either the Secretary of War
or the Secretary of the Navy. On October 30, 1941, the President
signed a bill liberalizing and simplifying this {ax amortization
law by requiring only the certification of the Seeretary of War
or the Secretary of the Navy. Moreover, a Certificate of Non-
Reimbursement no longer is reguired if amounts invelved are
less than $15,000. Such additional facilities are defined as ‘‘any
faeility, land, bnilding, machinery or equipment, or part thereof,’’
necessary in the interest of national defense. The emergency
period is defined as ‘‘the period beginning June 10, 1940 and
ending on the date on which, the President proclaims that utiliza-
tion of a substantial portion of the emergency facilities . . . is
no longer required in the interest of National Defense.”’

The typical processes of financing emergency plant expansion
out of private resources were used extensively in the early months
of the defense program by many mannfacturers that obtained
essential contracts. As more and more contracts were awarded,
as speed in the eompletion of contracts was heralded as an abso-
lute necessity, and as pressure along with unfilled orders piled
up, it became apparent that the original program for emergency
plant expansion, in many cases, wag only the prelude o a pro-

~gram which needed rapid readjustment upward. With this
acceleration in the need for still more and then even more plant
capacity, many of the manufacturers that had initially financed
their expansion with their own private resources, now turned to
one or both of two newly developed mediums of financial assist-
ance, the Emergency Plant Facilities Contracet and the Defense
Plant Corporation.

In those cases where the net working capital of an industrial
concern was too limited to stand the increasing strain of financing
its own plant expansion, private resources could not be uged. In
other cases where the net working capital was adequate and the
fuands were aviilable from private resources, some managements
were reluctant to overbalance their financial condition with exees-
sive fixed assets and heavy charges on borrowed funds, a situation
which might become critical at the end of the present emergency.
One lesson which American industrialists learned from the first
World War was not to own excessive plant capacity in an inflated
war economy, a condition which could become financially danger-
ous under more normal conditions of peace.
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Emergency Plant Facilities Contract—The method of finane-
ing defense plant expansion which has become known as the
Emergency Plant Facilities Contract was initially approved by
the Assistant Secretary of War on July 12, 1940, Since then if
has been revised in minor respects. Under this method, the full
costs of constructing emergeney plant facilities theoretically eon-
tinue to be provided initially by the private resources of the manu-
facturer. At this point, arrangements exist for the manufacturer
to be reimbursed completely with cash for these expenditures,
including interest on borrowed money during the construction
period. The reimbursement comes directly from the Federal
Government in sixty equal monthly instalments over a period
of five years. !

Because of this absolute guarantee of reimbursement by the
Federal Government, the manufacturer may, and in a large per-
centage of cases has borrowed the necessary funds from a deposi-
tory bank or some other financial institution, and assigned its
claims against the Federal Government under the Emergency
Plant Facilities Contract as seeurity for the loan. The legal right
to assign such payments from the Federal Government {o others
was provided by the Assignment of Claims Act of 1940, as ex-
plained later on page 19. The more important basic terms of an
Emergency Plant Facilities Contract are as follows:

1. The concern entering into the contraet furnishes the labor, machinery, tools,
facilities, supplies, and services, necessary for the construction of the new manu-
facturing facilities according to specifications. :

2. The title to all such “Emergency Plant Facilities” is held by the concern enter-
- ing into the contract during the full period of the construction and until after
the termination of the contract.

3. The Federal Government reimburses the concern entering into the contract
for the cost of such “Emergency Plant Facilities” in sixty equal instalments on
the last day of each of sixty consecutive months, beginning normally with the
first calendar month following the ecompletion of the facilities.

4, Tf after ninety days from the termination of the contract a fair eost value is
not agreed upon, the concern entering into the confract must transfer the
“Emergency Plant Facilities,” unencumbered, to the Federal Government. The
Federal Government agrees not to sell or to lease these properties without giving
the concern entering inte the contract a reasonable opportunity to buy or to lease
them at the same price proposed to any other business enterprise.

5. Upon termination, the concern entering intp the contract may retain title to
these facilities by paying the cost price to the Federal Government, less an
amount ineluding depreciation, obzolescence, and the loss of value due to use for
National Defense purposes from the date of completion or acquisition of such
facilities to the date of notification of termination of the contract.

6. Provisions for the protection of the eoncern entering into the contract are
ineluded in case the contract is terminated by the Federal Government before
the date of expiration.

[121]



CREDIT PROBLEMS IN 4 WAR ECONOMY

At the present time, the Ford Motor Company is erecting
and equipping a plant at River Rouge, Michigan, for the con-
struetion of Pratt and Whitney aircraft engines costing approxi-
mately $30,000,000 in accordance with an Emergency Plant Fa-
cilities Contract. These funds are being furnished entirely from
the resources of the Ford Motor Company which will be repaid
in sixty equal monthly instalments by the Federal Government.

Under the operations of Emergency Plant Facilities Con-
tracts, the net working capital of the manufacturer is decreased
if the construction of the new facilities, as in the case of the Ford
Motor Company, is financed from beginning to end by the manu-
facturer. The net working capital, however, will be maintained
if finaneing is accomplished by means of term bank loans which
usually are secured by the assignment of amounts due from the
Tederal Government under the contraet. In either event, the
cost of construction is paid off gradually by the Federal Govern-
ment according to the provisions of the contract.

By this newly developed proeess of financing, banking insti-
tutions are enabled to make sound loans, plant facilities are
rapidly erected during the present emergency, the manufacturer
may acquire the facilities if desirable when the emergency is over,
and the basic financial condition of the manufacturing concern
does not become overbalanced with excessive fixed assets.

At the time of the original negotiations with the Federal
authorities for the erection of emergency facilities, there is
determined an option price, as outlined in the fifth of the above
points, cost less depreciation at pre-determined rates, less obso-
lescence and loss of value due to nse for defense purposes, at
which the manufacturer may repurchase the faeilities at the end
of the sixty-month period. When all instalments have been paid
in acecordance with the Emergency Plant Facilities Contraet at
the end of the five-year period, the Federal Government acquires
title to the plant facilities, unless the coneern which is using the
plant should purchase the property at the option price or at a
lower re-negotiated price.

If the manufacturer does not acquire the facilities at the end
of the emergency, the Federal Government may sell or lease the
plant to some other enterprise, go into industrial aetivity itself
or through some agency, or allow the plant to depreciate through
- disuse. Whether the Federal Government will or will not engage
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in many additional forms of manufacturing activity itself or
through governmental agencies, will be one of the basie problems
of politics and of economy after the immediate emergency has
passed into the pages of history. '

By March 31, 1941, outstanding commitments under HEmer-
geney Plant Facilities Contracts including some plants already
completed, some in process of erection, and some on which work
had not been started, aggregated $158,160,000. Seven months
later, on October 31, 1941, these commitments had reached $298,-
052,000, What additional expansion has since taken place in this
unique method of financing the erection of plant facilities has
not reached the interested ears of the business world.

~ As of April 30, 1941, the Board of Governors of the Federal
Reserve System in co-operation with the Office of Production
Management made a survey of outstanding defense loans and
commitments accorded by commercial banks and trust companies
in one hundred and one leading cities. The banking institutions
located in these particular cities accounted for almost all of the
“‘defense’’ lending in our banking system at that fime. This in-
teresting survey disclosed outstanding bank loans to finance plant
facilities of $142,000,000 or approximately one-third of all out-
standing ‘“defense’’ loans of these particular banking institu-
tions. Aggregate commitments for the same purpose amounted
to $266,000,000 or about forty per cent of the total commitments
for all ‘‘defense’’ purposes. These loans and commitments in-
~ cluded unsecured lines of bank credit as well as lines secured by
the assignment of payments from the Federal Government under
Emergency Plant Facilities Contracts.

Plant facility loans and commitments up to April 30, 1941,
had been obtained largely by the aireraft and shipbunilding indus-
tries. No complete classification of defense loans by type was
made in this survey, but it was reported that approximately
thirty-five per eént of the dollar volume of plant facilities loans,
or about $50,000,000, had been made against amounts due from
the Federal Government in aceordance with Emergeney Plant
Facilities Contracts. :

As of June 30, 1941, the American Bankers Association sent
guestionnaires to 506 of the largest commercial banking institn-
tions in the country for somewhat similar information regarding
outstanding loans and commitments for defense activity. Thirty-
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five banks reported no defense loans and 102 banks failed to reply.
The remaining 369 commercial banking institutions located in
one hundred and forty-two cities, reported aggregate outstanding
commitments with and without security to finance the erection
of plant faeilities of $513,000,000. A supplemental survey made
with 376 commercial banks and trust companies in one hundred
and forty-six cities as of September 30, 1941, disclosed 2,892
eommitments for construction work and plant facilities totaling
$633,000,000, an increase of twenty-three per cent in the three-
month period. Outstanding loans represented approximately
forty per cent of these commitments.

In only two cases has the Reconstruction Finance Cor-
poration made loans against amotints due from the Government
in accordance with Emergeney Plant Facilities Contracts, and
in one case a Federal Reserve Bank underwrote seventy-five per
cent of such a loan which had been granted by a member com-
mereial bank.

Defense Plant Corporation—On June 25, 1940, the Recon-
struction Finance Corporation Act was amended by Congress
to make increased financial assistance available for national de-
fense. By this amendment the Reconstruction Finanee Corpora-
tion was empowered to grant loans to or to purchase capital
stock in any corporation for the purpose of producing, acquiring,
and carrying strategie raw materials as defined by the President,
for plant construction, expansion, and equipment, and for work-
ing capital to be used in the manufacture of equipment and sup-
plies essential to our national defense.

In less than two months this amendment was utilized. On
Angust 22, 1940, the Reconstruction Finance Corporation or-
ganized among other wholly-owned direct subsidiaries, the De-
fense Plant Corporation with an authorized and paid-in eapital
of $5,000,000. Among its extensive powers the Defense Plant
Corporation has the specific right to purchase, lease, or to aeguire
machinery and equipment to manufacture airplanes and parts,
tanks, ordnance, and other produects essential for mational de-
fense, and ‘“if the President of the United States finds that it is
necessary for the Corporation to engage in the manufacture of
‘arms, ammunition and implements of war, to engage in such
manufacture itself.”” All plants which have been erected and
equipped by the Defense Plant Corporation since that time have
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been leased to mannfacturers. None are being operated directly
by the Defense Plant Corporation.

Under this streamlined arrangement, funds are fully sup-
plied by an agency of the Federal Government to construct and
to equip plant facilities essential to the emergency program, and
it is not necessary for the manufacturer to incnr any liability
directly or indirectly in the process. Many manufacturers prefer
this arrangement to the Emergency Plant Facilities Contract
under which the debt is fully offset by a promise of the Federal
Government. These plants are constructed, and according to
many contracts, are equipped by the manufacturer for the ac-
count of the Defense Plant Corporation and the Defense Plant
Corporation pays as the work progresses. When the constrnetion
is completed the manuafacturer operates the facilities on a five-
year lease generally on one of the following two arrangements:
1. A rental of $1.00 per year, in which case the manufacturer does not charge
the Government a price for the product which includes any charge for the
facilities. Such a rental agreement is generally made with coneerns that sell

the entfire output of newly constructed and equipped facilities to the War or
Navy Departments,

2. A rental large enough to cover a fair rate of depreciation on the entire eost
of the plant during its useful life. Such rental agreements are generally made
with those concerns that sell partly to the War and Navy Departments and
parily to private customers, In this type of case, the renfsl for the facilities
may be included in the price which the concern charges for the product.

The Defense Plant Corporation has become the most impor-
tant unit in the construction of emergency plant facilities. It is
being used to a far greater extent than the private resources of
manufacturers or the Emergency Plant Faecilities Contract, By
January, 1941, the total commitments of the Defense Plant Cor-
poration, including some plants already erected and equipped,
work in process, and commitments on which work had not heen
started, amounted to $350,000,000. Six months Jater, on June
30, aggregate commitments had reached $788,000,000, and by
November 15, 1941, the total had jumped spectacularly to $2,290,-
000,000. Commitments aggregating $65,444,200, the largest on
record have been made by the Defense Plant Corporation to the
General Electric Company. These funds are being used to erect
plants at Erie, Pa., West Lyun and Fverett, Mass., and Schenec-
tady, N. Y. for the manufacture of aircraft and naval equipment,
and at Fort Wayne, Ind,, for the mannfacture of aireraft equip-
ment. The Bethlehem Steel Corporation has received commit-
ments of $55,777,000, only moderately smaller.
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The manufacturer generally has the privilege of acquiring
title to the plant facilities being leased from the Defense Plant

- Corporation at the end of the emergency period, on the same basis

as title may be acquired dlrectly from the Federal Government
on plants which are financed in accordance with the Emergency
Plant Facilities Contract.

o :

During the seven months of 1940 after President Roosevelt
had taken his first official step to inerease the armed forces of
our country, the production of few defense orders was delayed
because of the inability of a manufacturer to obtain adequate
current financing. The early absence of this particular finaneial
problem seems to have been due to two facts, first, the dollar
volume of initial defense orders was rather moderate as judged by
more recent war standards, and second, by far the greater part
of the first large wave of defense orders went to the larger -
nationally-known corporations that had adequate funds and credit
to finance the increased production without any strain.

Before the end of the second quarter of 1941, however, work-

. ing capital problems were spontaneously arising in most indus-

trial eenters, and such problems, moreover, were increasing in
importance. The normal open lines of hank credit of many con-
cerns in healthy financial condition were being fully utilized, and
additional eredit far beyond these normal requirements was
needed. At the same time, many of the larger and better estab-
lished corporations were working close to capacity, and an in-
creasing proportion of the orders in the now rapidly expanding
emergency program was going to medium-size and smaller manu-
facturers whose financial resources were inadequate for the im-
mediate task. Many of these medium-sized and smaller concerns
had lines of bank credit which were relatively imited, while others
had absolutely no bank credit on any basis.

The solutions to the financial problems caunsed by inadequate
net working ecapital and mushrooming production, problems of
meeting larger payrolls, of purchasing heavy raw material re-
quirements, of carrying greatly increased inventories and heavier
receivables, are to be found in the lending operations of commer-

~ cial banking institutions, of the Federal Reserve Banks, of the
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Beconstruction Finance Corporation, and of the War and Navy
Departments of the Federal Government. '

Commercial Banking Institutions—The larger nationally |

known corporations such as the United States Steel Corporation,
- Béthlehem Steel Corporation, General Electric Company, West-
inghouse Electric & Manufacturing Co., and The Baldwin Loco-
motive Works, Ine., have had no working capital problems in
financing defense and war production. If credit was needed, ad-

ditional short term loans on straight paper were obtained ina

normal manner from depository banks. When, however, 2 manu-
facturer was already in a weakened financial condition and then
obtained large emergency business, or when a small or moderate
size manufacturer in sound shape obtainéd a contract which would
require bank credit far in excess of normal borrowing capacity,
typical problems of financing defense production arose,

Commercial banks and trust companies are-in existence to
grant loans, No matter how much a banker may like to extend
credit to deposifors that are not in healthy financial eondition,
or that need excessive accommodation; he is unable to do so unless
he has every reasonable assurance that he will be adequately
protecting the deposits of his bank and the eapital entrusted to
his eare. Customary credit standards are being modified some-
what by progressive bankers under the pressure of the existing
emergency, but it is obvious that reasonable eredit standards
cannot be completely ignored.

- If a thorough analysis of an account indicates that a pros-
pective loan may not be adequately protected if made on the
straight paper of the depositor, the banker customarily requests
additional security. Until the rise of credit problems peculiar
to our intensifying war economy, this seenrity might have rep-
resented the endorsement or gunarantee of officers and direc-
tors, the discounting of notes receivable, a mortgage on real

estate and buildings, the assignment of acconnts receivable except

sums due from the Federal Government, the pledge of merchan-
dise, of securities, of the eash surrender value of life insurance,
of stock interest.in subsidiaries, or other methods whieh have
become widely known and used. In unusnal cases the banker
might finally decide after a thorough study of a situation that
even with such additional security a particular loan still might
not be adequately protected..

[18]
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During the past eight years, a steadily increasing volume of
profitable loans has been made by commercial banking instifu-
tions against assigned accounts receivable as security. Accord-
ing to a law which had been enacted by Congress on July 29, 1846,
entitled An Act in Relation to the Payment of Claims, the assign-
ment of receivables due from the Federal Government was spe-
cifieally prohibited. As increasing proportions of the receivables
of many manufacturers working on emergency orders became due
from the Federal Government, the prohibition against assigning -
these claims as bases for loans became a widely advertised
bottleneck, particularly to those concerns whose financial condi-
tion did not justify the extension of open bank credit.

This situation was remedied by the passage of the Assign-
ment of Claims Act of 1940 by Congress in October. This Aet
assisted manufacturers that were handling substantial defense
contracts in obtaining bank credit, by permitting payments from
the Federal Government due or to become due under a contract
of $1,000 or more to be ‘‘assigned to a bank, trust company,
or other financial institution, including any Federal lending
agency.”” 'When such accounts are now assigned, payments from
the Government are made directly to the bank or other assignee
but only upon the satisfactory fulfillment of the coniraect re-
quirements by the manufacturer. '

As a result of this effective and praetical law, a manufac-

“turer that now has a substantial amount due from the Federal

Government, possesses a valuable asset which may be offered
to a banker as security for a loan if the financial condition of
the business is inadequate to support an open line of bank eredit.
Notice, however, that payments from the Federal Government
are conditioned upon the satisfactory fulfillment of the contraet
réquirements by the manufacturer. In other words, the banker
in extending a loan to a prime contractor working on defense
business, must-have every reasonable assurance that the man-
agement has the skill, the organization, and the proper equip-
ment to fulfill the eontract. If the finished produets do not meet
the requirements and the specifications set forth by the Federal
Government, and the assigned receivables consequently are not
paid at maturity by the Government, the manufacturer might
become financially involved and the lending banker might beeome
the nnwelcome and unexpected owner ¢f a very badly frozen loan
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notwithstanding the assignment of what appeared to be the
highest possible rated receivables. .

Some manufaeturers in going after defense and war business
have failed to realize the precise nature of the detailed specifica-
tions, and when they have applied to their banker for a loan, have
had diffieulty in convincing him of their ability to handle the work
satisfactorily. It is widely evident today, that bankers generally
regard the ability of management to perform on such contracts
of more importance than the precise financial condition of the
business, itself, as a basis for eredit.” The importance of this
ability is easily realized by the one fact that many concerns have

‘received contracts to produce articles Whlch they had never made
prior to the existing emergeney.

Before products are acecepted by the Army or the Navy, they
must be inspected. If the manufacturer has a large plant, the
final inspection might take place at the plant, otherwise the prod-
nets would normally be inspected after arrival at a depot of the
Federal Government. If the final inspection is carried on at a
é[epot appreciable expense and complications may easily ensue
in the rejection or reshipment of defective items back to the plant.
On the other hand, if an inspector is stationed by the Federal
Government at the‘ plant, and products are inspected as they
come off the assembly line, rejections may be kept to a minimum
by making immediate improvements in the manufacturing pro-
cesses. Serious loss from rejections mlght easily ruin a small
or moderate size manufacturer.

-The outstanding importance of skill and . a.blhty, proper
equipmernt, and trained employees in fulfilling contracts, is
exemplified in the recent experience of a century old ship-
building corporation that had been engaged over the years in
building private yachts. Immediately following 1930, the typical
problems in a lengthening depression materialized. The volume
shrank each succeeding year, operating costs were contracted,
every possible penny of expenditure was squeezed out of the
expenses, but losses continued to be the outstanding charaecteristic
of the income account. The net working eapital decreased along
with the losses, but up to December 31,1939, a satisfactory margin
was maintained with current assets of $305,000, current liabilities
of $145,000,.and a net working capital of $160,000.

- In October, 1939, contraets aggregating $980,000 had;’oeen
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obtained from the Navy Department to construct four harbor tug-
boats. Specifications called for steel hulls. Inasmuch as all of
the boats previously constructed by this corporation had been of
the wooden hull type, approximately $40,000 was expended to
improve the plant and the shop facilities so that the yard would
be in a position to construct steel hull boats. These expenditures
immediately brought about a corresponding decrease in the net
working capital.

Two of the tug-boats were completed during the latter part
of 1940, Unexpeeted difficulties had been encountered due to inex-
perience in constructing steel hull boats. Change after change
was made but finally the boats met the full requirements of the
contraet and were accepted by the Navy. In constructing these
two boats, not only was no profit earned, but an actual loss of
$137,000 was assumed, A corporation whlch on December 31,
1939, had a tangible net worth of $490,000 and a net Workmg'
capltal of $160,000, one year later had a tangible net worth of
$353,000 and a deﬁmt in net working capital of $17,000. As soon
as the Assignment of Claims Act of 1940 became a law, payments
on the government contract were immediately assigned to protect
the bank loan. What payments will finally be made to mercantile
creditors of this enterprise on long, past due trade aecounts is
in the rarefied realm of abstract conjecture.

A financing technique which supplements the use of credit
obtained from commercial banking institutions which has long
been in existence, and which is also being widely nsed at this time,
is known as “‘partial or progress payments.”” A manufacturer
receives payments on account from the Federal Government when
certain stipulated work has been completed and then uses these
funds to repay or to reduce loans from lending financial institu-
tions.” A builder of mine sweepers, for example, might receive
a payment of ten per cent of the contract price when the keel is
laid, ten per cent when the frame is completed, ten per cent when
the vessel is planked or plated, ten per cent when the deck is laid,
twenty per cent when the main engine is installed, ten per cent
when the vessel is launched, and twenty per cent when the vessel
is delivered—each item, of course, subject to rigid inspeetion and
approval. The final ten per cent would then be withheld by the
Pederal Government for a- speclﬁed guarantee penod Whlch in-
variably runs from three to six months.
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The use of ‘‘partial or progress payments’’ is a considerable
help to manufacturers that are somewhat short on net working
capital and whose products have a high unit value. Bank credit
quite often is needed to earry over the current manufacturing
period while approval is being obtained from the Federal in-
spector, and while payment checks are being drawn and delivered.

'The banking survey made by the Board of Governors of the
Federal Reserve System in cooperation with the Office of Pro-
duction Management as of April 30, 1941, and mentioned on page
14, disclosed the fact that one-third of all outstanding defense
loans made by the commercial banks and trust companies in the
one hundred and one leading cities, were for the erection of plant
facilities, and that $283,000,000, or two-thirds, were for produe-
tion purposes. Sixty per cent of the outstanding defense com-
mitments, or $308,000,000, was also for production purposes.
The greater portion of these loans and eommitments was ont-
standing with manufacturing concerns in the more established
1ndustr1es, such as manufacturers of machinery, textiles, and
iron and steel products. Approximately seven per cent of the
loans had been made on the assignment of claims dune from the
Federal Government. When the American Bankers Association
had completed its survey of September 30, 1941, assignments
were being obtained on twenty-eight per cent of all defense loan
transa.ctmns :

The survey made by the American Bankers Association as
of June 30, 1941, and mentioned on page 15, disclosed aggregate
: outstandmg workmg capital loans and commltments of $788,-
000,000 by the 369 reporting commercial banking institutions,

th and without the assignment of payments due from the
Federal Government. Three months later, working capital loans
and eommitments of the 376 reporting banks and trust companies
in one hundred and forty-six cities had increased to $1,332,000,000,
an expansion of 71 per cent. As of June 30, ontstandmg loans
represented approximately mxty—one per cent of the commit-
ments,

Anindustrial concern that is able to ﬁnanee-the manufacture
of defense and war produets in a normal manner with short<term
bank loans is free from the tremendous amount of red tape
which seems to accompany financing by the Federal Government.
This established customary method of financing eurrent business
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operations is the most flexible arrangement; the amounts to be
borrowed and the length of borrowing vary readily with the

need. If eredit is required in excess of the anticipated amount,

the circumstances are diseussed with the lending officer of the
banking institution that granted the outstanding loan. Addi-
tional funds are obtained more easily in this everyday routine
from a banking institution than from the Federal Government,
The greater part of working eapital financing for war production
purposes is being furnished in this manner by commercial banks
and trust companies in accordance with recognized practices.
Federal Reserve Banks—By an Act of June 19, 1934, Con-
gress enlarged upon the powers of the twelve Federal Reserve
Banks as reserve institutions, but authorizing the extension of
loans directly to established business enterprises for working

capital purposes. Loans of this nature have never been large.

As a result of this Act, the Federal Reserve Banks stand ready
to grant eredit to finance war production where such loans eannot
be obtained from commereial banking institutions. o
Requests for defense loans for working capital purposes
from the Federal Reserve Banks have been very limited. Between
May 29, 1940, and November 26, 1941, only 470 applications for
aggregate working capital loans of $93,142,000 were received
by the twelve Federal Reserve Banks direct from business enter-
prises. Of this number, 347 or 74 per cent of the applications
were approved for total potential loans of $81,095,000. During
this approximately eighteen-month period outstanding direet
loans of the twelve Federal Reserve Banks, fogether with partici-
pations in loans with member banks, increased from $22,587,000

to $30,569,000. At the same time outstanding unused commit-

ments expanded from $8,852,000 to $14,735,000. The amounts
involved in these figures are very modest, as opportunities for
individual Federal Reserve Banks to grant working capital loans
have been kept to a low level by the more aggressive attitude of
commercial bankers in all parts of the country. ,

The Federal Reserve Bank of New York over this period of
time received only one application for a defense working capital
loan and that application was for a commitment of $500,000.
The commitment was granted and subseguently retired without
any portion of the sum having been used. By the latter part of
November, 1941, the Federal Reserve Bank of Philadelphia was
the most active of the Reserve Banks from which information
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regarding defense loan activity ecould be obtained. The Phila-
delphia bank had ountstanding twenty-five direct and participating
defense loans aggregating $4,000,000. The Cleveland bank was
next with eight outstanding loans and participations with member
banks aggregating $894,000. Boston and Dallas each had one
such loan. Kansas City had no ountstanding defense loans but
it did have ontstanding commitments of $1,460,000.*

Reconstruction Finance Corporation—The Reconstruction
Finance Corporation was created by Congressional legislation
" on January 22, 1932, at the suggestion of President Hoover as
an emergenecy agency to extend credit to banking and finaneial
institutions of all kinds such as commercial banks, savings banks,
trust companies, building and loan assoeiations, insurance com-
panies, mortgage loan companies, and eredit unions. Subsequent
legislation provided for the extension of credit under almost
every conceivable circumstance and to all types of prespective
borrowers from states and territories to business enterprises,
and to other agenecies of the Federal Government. An amend-
ment which was passed by Congress on June 12, 1940, provided
specifically for the granting of loans to corporations to aid in
national defense. '

- In a recently published and very enlightening volume en-
titled Financing Defense Orders, Liymn L. Bollinger of the Har-
vard Graduate School of Business Administration tells the ex-
. perience of an inventor who developed a device early in 1941 for
use in military aireraft. The inventor ‘‘had had little practical
experience in production management and had virtually no capi-
tal to invest in a business. Nevertheless, in view of the advan-
tages of his device he had received a large order from a mann-
facturer of military airerafts. Becaunse of inadequate equity
capital and doubt regarding the inventor’s managerial ability,
banks would not finance the venture. Being a sub-contractor,
he could not obtain a Government advance payment. He applied
for an RFC loan, and upon first investigation was refused. The
aireraft manufacturer who had ordered these devices reported
that they were an essential part of a newly designed ship which
had been ordered in large quantities by the Air Corps. For this
reason the Air Corps officers informed the RF'C that it was im-
portant for defense purposes that the applicant receive sufficient
* Ng information regarding working capital loans or commitments for defense or war

purposes was available at the fimé of this study from the Federal Reserve Banks of Atlanta,
Chicago, Minneapolls, Richmond, Sf. Louis, or San Francisco. . '
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capital to finance the produetion. The RFC then made the loan.’”

Not all loans made by the Reconstruction ¥inance Corpora-
tion are of this type. Probably a substantial portion of the loans
made by this ubiquitous agency of the Federal Government has
been made, however, as a last resort, after searching investigation
and analysis by banking institutions had failed to reveal a sound
basis for the extension of credit.

The procedure for obtaining a loan from the Reconstruction
Tinance Corporation is neither short nor sweet. It generally
involves negotiations lasting from three to nine weeks, the sub-
mission of elaborate forms to distriet offices that then report to
headquarters at Washington where the decision 1s finally made
by the Board of Directors. When the loan is granted, the Recon-
siruction Finance Corporation in accordance with its established
practice, generally limits management compensation, takes what-
ever security is available to protect the loan, and insists npon
having an agreement that the management may be changed while -
the loan is outstanding if the executive personmel is not satis-
factory to the lender. :

The Reconstruction Finance Corporation is granting a much
larger proportion of the working capital loans to manufacturers
handling defense and war contracts than the twelve Federal Re-
serve Banks, but at that, only a modest proportion of the total
available volume. An indication of the relative number of de-
fonse and war loans handled by the Reconstraction Finance Cor-
poration is found in the fact that as of March 20, 1941, only seven
per cent of defense contracts assigned to lending agencies had.
been assigned to this agency of the Federal Government. Total
defense loans for the entire country being handled by the Re-
eonstruction Finance Corporation were reported on May 7, 1941,
to be $194,150,079, and on September 15, 1941 to be $473,960,000.
This latter amount included the two loans on Kmergency Plant
Facilities Contracts mentioned on page 15. It also included a
number of loans in which commercial banks had participated.

Advances from Federal Governmeni—In recent years pro-
gressive commercial bankers have gone out of their way to
eultivate possibilities for making new types of sound loams.
Special efforts have been made to facilitate the emergency pro-
gram by extending all possible credit to concerns that have
obtained defense and war contracts. Notwithstanding the As-
signment of Claims Act of 1940, situations continue to materialize
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which do not appear to represent sound banking risks. These
sitnations often may be handled by partial or Progress payments,

As the momentum of the defense program began to roll
along, it became evident that the volume of emergency orders
obtained by many manufacturers with light or inadequate net
working capital would eall for greater finaneial assistance than
could be readily obtained from partial or progress payments.
To break this anticipated jam the Federal Government in June,
1940, authorized advance payments up to thirty per cent on Army
and Navy contracts when ‘“in the interest of national defense.”’
Sinee that time, cash advances from the Federal Government have
provided the actual sinews of war for many producers of defense
equipment and supplies.

The radio manufacturing industry provides an interesting
example. A particular concern was organized to manufacture
experimental parts and accessories with a modest capital of
$30,000 in the early ear-phone laboratory stage of radio reception.
As the radio industry developed with national advertising and
instalment sales, this manufacturer became widely known as a
specialist in developing and producing a certain limited number
- of essential parts and accessories. Over the years, however,
the earnings were quite sporadic, in one year moderate profits
would be recorded, and in the following year the final result
would call for the purchase of a bottle of clear red ink. Early
in 1939 the tangible net worth-amounted to $76,000, the inerease
from the initial paid-in capital of $30,000 having resulted almost
entirely from the sale of additional stock for eagh and not from
-retained earnings. For the year 1940, an annual sales volume
of $250,000 was forecast and on this basis quite a reasonable net
profit was anticipated. '

‘When the sales were Tun up on the adding machine for the
full year of 1940, it was realized that the annual volume had
actually amounted to $400,000, a sixty per cent increase over the
budgeted figure of $250,000. This spectacular increase in sales
was oceasioned by contracts obtained from the War and Navy
Departments in July, 1940. These defense contracts aggregated
$650,000 and were only partially completed during 1940, The
unfilled portions, combined with the anticipated regular commer-
clal business, it was now expected, wounld bring the volume for
1941 to the neighborhood of $800,000. .

This sudden growth in net sales on a limited, year-end net
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working capital of $40,000 brought about difficult financing prob-
lems for the management. No amount of skillful legerdemain
could handle the expanding volume on such limited net working
capital without inecurring exceptionally heavy liabilities, There
was no other answer. The budgeted sales volume of $250,000
for 1940 would have given a turnover of net working eapital of
6.25 times for the year, which would have been high. The actual
turnover for 1940 was ten times, and the anticipated turnover for
1941 was twenty times on this same net working capital figure.
‘Whether liabilities were light or heavy made no difference to the
Army or the Navy; they needed the parficular products of this
corporation in a rapid big way.

In this predicament the liabilities ineurred in the initial heavy
purchases of raw materials to produce the contracted volume,
and at the same time to satisfy the regular customers, went up
like an oil-well gusher. The finaneial condition ran out of hand .
in the latter part of 1940 necessitating a general extension on the
outstanding trade indebtedness for four months. The rather
involved financial pieture characterized by an exceptionally heavy
inventory and excessive indebtedness was now thoroughly ana-
lyzed by an up-and-coming local banker. The banker finally
agreed to extend a line of eredit of $100,000 secured by amounts
due under Government contracts and the assignment of receiv-
ables from the Federal Government as shipments were made.
Fiven this credit, which was considerably in excess of the tangible
net worth of the corporation, was insufficient to work out the
sifuation. The treasurer of the corporation now discussed the
financing problems with representatives of both the Army and
the Navy. It was finally decided that the bank credit should be
supplemented by thirty per cent cash advances by the Federal
Government on the face amounts of the contracts. With these
additional funds, the enlarged program for 1941 is being handled,
and from present indications at a reasonable profit to the manu-
facturer,

Many recipients of advances from the Federal Government
are in far more healthy financial condition than this manufacturer
of radio parts and accessories. Many manufacturers actnally
have a choice between using adequate bank eredit or an advance
from the Federal Government. The potential bank eredit might
be on unsecured notes, on the assignment of elaims against the
Federal Government, or on any other bankable basis, With these
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alternatives available, the management might select the advance
and use it in lieu of bank credit as no interest must be paid on the
advance from the Federal Government. In such a case the line
of bank credit would be held in reserve. The concern, however,
must be a prime contractor. A surety bond is required for the
full amount of the advance payment, and the cost of this instru-
ment at one and one-half per cent of the advance eats very
materially into the savings in interest. :

Advanees from the Federal Government eannot be made to
sub-contractors. In theory the sub-contractor may, by individual
negotiations with the prime contractor, arrange for the prime
contractor to advance to him his proportionate share of the thirty
per cent advance, In theory the second sub-contractor may, in
the same manner, negotiate for his share from the first sub-
eontractor, and so on through successive lower layers. In every-
day practical operations, the difficulties encountered by a sub-
contractor in obtaining hig proportionate share of an advance,
are very great. These diffienlties center around two stumbling
blocks, each of which, at times, are overly effective, (1) more than
a nominal amount of legal red tape and, (2) the all too human
disinclination of businessmen to accept the responsibility for
passing out Government funds unless they obtain definite assur-
ance that no liability will be involved.

It is very unfortunate that advances from the Federal Gov-
ernment cannot be proportionately relayed with more ease and
celerity to sub-contractors sinee it was estimated by defense
officials in September, 1941, that twenty-seven per cent of the
volume of defense contracts had been turned over to sub-contrac-
tors, and the percentage was steadily increasing, Prime con-
tractors and sub-contractors who anticipate any financial prob-
lems should become well acquainted with the Financial Section
of the Office of Production Management in Washington. This
Section is providing a helpful, interested, practical service to
manufacturers of war equipment and supplies. All forms of
private and governmental financial assistance are facilitated. -

i
Probloms of:lﬁe Mercantile Creditor
Industrial concerns that were in healthy financial condition

prior to the receipt of war contraects, and where these contracts
have not been abnormally heavy for the size of the manufacturer,
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have presented no new credit problems. On the other extreme
are business enterprises which had been operating in a strained
finaneial condition, and which are now devoting practically all
of their rapidly expanding facilities to the battle for produe-
tion, like many of the airplane and parts manufacturers, ship-

building companies, and smaller manufacturers of precision

machinery. Whether mercantile credit should or should not be
extended to many of the concerns in this latter group, cannot be
answered by the normal yardsticks of credit measurement. A
thorough knowledge of the operations of these concerns and a
qualified opinion regarding the skill and the ability of the man-
agement to fulfill contract requirements in a satisfactory manner,
are needed to make an intelligent, liberal, but sound analysis.

These problems of eredit interpretation are widespread and
they come home to roost in a most concentrated troublesome
manner to producers and distributors of products on the extensive
and eontinuously growing priorities critical list of the Office of
Production Management. Most important among this strategie
group are manufacturers of steel, aluminum, brass, magnesium,
methanol, nickel, tin, tungsten, vanadium, zine, and chlorine.
While eredit problems from a mercantile viewpoint are intensified
with debtors that are working on orders for war equipment and
supplies, they also exist and affect concerns outside of this cirele.

Concerns Working on War Products—Orders for materials
to be used in the manufacture of equipment or supplies for the
‘War or Navy Departments, or for any country being assisted
under the Lend-Lease Act, must be accepted whenever received
from a prime contractor or a sub-contractor, unless the order con-
flicts with one of the following four points. These points were
enumerated and explained by the Office of Production Manage-
ment in Priorities Regulation No. 1 dated August 28, 1941:

1. Tmpossibility of delivering the order on schedule by reason of previously ac-
cepted orders hearing higher or equal preference ratings.

2. Unwillingness or inability of the buyer to meet regularly established prices
and terms of sale or payment.

4. If the material ordered is not of the kind usually produced or capable of heing
produced by the manufacturer.

4. If the order specifies deliveries within fifteen days, and if such compliance
would require the termination before completion of a specific production schedule

already under way.

The Priority Division of the Office of Produection Manage-
ment in the same regulation requested that all refusals to accept
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‘“‘defense’’ orders be reported immediately to it. Upon the pros-
pective mercantile creditor thus falls the responsibility of de-
clining orders, if the credit risk, after careful analysis seems
unsound, and if it appears that payments cannot be made in
accordance with established terms of sale as ontlined in the second
of the foregoing points.

From a careful study of these four points, it is clear that if
an industrial concern that has a priority order for the purchase
of strategic materials is in an extended financial condition, that
order, ipso facto, does not need to be filled. The prospective
creditor may insist that the buyer, if a prime contractor, obtain
financing from the Reconstruction Finance Corporation, from a
Federal Reserve Bank, or that arrangements be made for a cash

advance from the Federal Government, if its own bank or banks

will grant no loan. With such financing arranged or completed,
the priority order would then be filled on regular terms, against
a partial cash down payment, or be shipped on a COD basis.

An Eastern manufacturer of fabricated wood and metal parts
for airplanes on December 31, 1940, had current assets of $370,000,

current Labilities of $405, 000 a deﬁclt in net working capital of :

-$35,000 and a tangible net worth of $90,000. The liabilities were
more than four tfimes as large as the tangible net worth, an
. unusually extended condition. On the faee of this balance sheet
it was obvious that current creditors were well out on a limb and
that no new suppliers would sell the account. Although the
financial end of the business had been poorly, perhaps disas-
trously handled, the manufacturing end had kept right up with
the times. Ifs produets were dependable, widely used, and in
growing demand. Unfilled orders from airplane and other parts
manufacturers working on defense contracts were substantial.

As the enterprise was not a prime contraetor it could obtain
no direct cash advance from the Federal Government, and as its
business was coming from guite a number of accounts, negotla-
tions to obtain its proportionate share of advances from prime
contractors looked like an impossible task. At any rate, such
negotiations would have consumed valuable time, and time actu-
ally meant life or death to this concern. These problems were
finally discussed comprehensively with the lending officer of its
local depository bank. The orders on hand were from well-known
reliable customers. The banker now agreed to extend a liberal
- line of credit on assigned receivables. With these funds available,
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the prospective ereditors that had held up shipments of essential
raw material because of the weak credit risk, now proceeded to fill
all orders on a COD basis. Every one was as happy as a retailer
without priee restrictions. The necessary raw materials, how-
ever, would never have been obtained if the mercantile suppliers
had not been convineed by the new line of credit set up by the local
banker that they would be promptly paid.

Tt has been and iIs no unusual ocenrrence for a seller whose
standard selling terms are net thirty days, to grant special terms
of sixty, ninety, and even one hundred and fifty days to old, re-
liable, but financially extended eustomers that are unable to
obtain adequate bank eredit and for some reason have obtained
no advances from the Federal Government. No tacit under-
standing has been created that credit must be extended by the
industrial producer of raw material to a mannfacturer of war
supplies or equipment when the examination, in a particular
sitmation, indicates that the credit risk of the prospective creditor,
isunsound. That continues to be a matter of individual judgment
and prerogative in a democracy that will accept only a world
consecrated to the fonur freedoms—*‘freedom of speech and ex-
pression, freedom of every person to worship God in his own
way, freedom from want, freedom from fear.”

Finanecial statements of concerns engaged wholly, or for the
most part in the production of war equipment and supplies, and
particularly of those in highly specialized lines, usmally show
heavy liabilities. Such situations cannot be interpreted strictly
in accordance with standards of analysis applicable under normal
conditions. In arriving at a conclusion regarding the stability
of such risks, favorable operating and performance records over
a period of years may offset what in more normal conditions might
be considered an unbalanced financial position. In the case of
concerns producing war produects, information on the following
five points is particularly desirable: '

1. A segregation of net sales to Government agencies from other net sales, or in
the case of sub-contractors, sub-suppliers, sub-manufacturers, or sub-builders,

a segregation of net sales to primary contractors on defenze and war orders
from other net sales.

2. A segregation of Government receivables from other receivables, or in the case
of sub-contractors, sub-suppliers, sub-manufacturers, or sub-builders, a segrega-
tion of primary contractor receivables on defense and war orders from other
receivables.

8. The amount and the nature of unfilled defense and war contracts on hand
on the statement date.
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4. A description of all arrangements in effect to finance necessary plant expan-
sion, and increased defense and war production.

5. A clear understanding of the extent of management familiarity with the
" produets to be produeed, of the skiil and knowledge of the labor, and of the
necessary equipment to fulfill specific requirements of Army and Navy contraets.

Concerns Working on Now-war Products—Two situations
are affecting those manufacturers that have obtained no defense
or war contraects. In the first situation is the typical manufac-
turer whose operations have been materially reduced because
the available supply of his primary raw material has been sub-
stantially cnt by priorities, such as manufacturers of aluminum
cooking utensils, metal forniture and equipment, washing ma-
chineg, eleetric ranges, refrigerators, vaenum cleaners, and elee-
tric ironers. Anincreasing number of small business enterprises
that have beenr unable to obtain sufficient guantities of raw
materials and no war orders as primary contractors or as sub-
contractors, are gradually locking their front door, liquidating
their liabilities, laying off employees, and quietly, or not so
quietly as the case may be, going out of business.

In the second situation is the manufacturer that is able to
obtain sufficient quantities of all raw materials exeept one vital
ingredient, such as a manufacturer of varnish that might have
plenty of petrolenm solvents but no synthetic resins, plambers
who have difficulty in obtaining one-half inch brass pipe, manu-
- facturers of upholstered furniture that need metal springs, or
manufacturers of laundry supplies that are being restricted in
their purchases of chlorine. Here is a vital problem of inventory
unbalance which has been expanding in recent months and which
will becorne more fundamental as our war economy continues to
intensify. To analyze these situations the credit manager of a
prospective mercantile creditor must become inereasingly fa-
miliar with the operating problems of customers, problems which
will continue to become more acute as greater proportions of raw
materials go into the production of war supplies and equipment.

Manufacturers of certain types of plastic compounds, for
example, nse formaldehyde extensively in the base. As formalde-
hyde iz made from methanol, its production is limited not only
by existing plant capacity but also by the amount of available
methanol. The existing plant capacity to prodnee methanol has
been reduced by the necessity of turning over part of these fa-
cilities to produce greatly needed increased quantities of am-
monia. Because of this reduction in available methanel, decreas-
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ing quantities of formaldehyde are being made available to
manufacturers of plastic compounds. As a result, the output of
various types of plastic compounds has likewise been reduced.
An inereasing proportion of the current production of plastic
compounds is being delivered to molders with priority ratings.
The compound remaining after shipments to ‘concerns working
on defense orders, either as prime contractors or sub-contractors,
represents only a portion of the normal needs of molders not
operating on defense products.

In this mtuatlon, a manufacturer of plastic compound may
(1) stop selling all-meolders without priority ratings exeept
those in the best finaneial condition, or (2) pro-rate available
supplies to all customers without priority ratings except those
in very poor financial condition. It is his responsibility to deter-
mine in some way which old customers will obtain some of the
essential raw material to keep in existence, and in that determina-
tion the eredit soundness based on thorough knowledge and
analysis must play a logical part. As a steadily increasing pro-
portion of the available plastic compound is taken by molders
working on defense products, the diffieulties of those not working
on defense orders will continue to grow. This situation is typical

"in a growing number of basie industries.

4’ 19%0 Ratios

Few of the financial and eredit problems of our unfolding
“‘defénse’” economy which have been outlined in the preceding

pages, had been translated, to any appreciable extent, into the’

financial condition of respeetwe divisions of indusiry and con-
merce ’by the elosing days of 1940. The total defense program
initiated in Jure; 1940, called for the expenditure of $28,500,000,-
000.- This initial--es'timate had been upped by suecessive stéps in
unofficial quarters to no less than $150,000,000,000 by the end of
1941. - Confraets for only $11,153,000,000 were awarded during
1940, and actual cash disbursements before the end of that year
amounted to but $1,885,000,000 or 6.6 per cent of the total appro-
priations. Theinjection of this amount of purchasing power into
the -business world had only a moderate immediate effect.

" Two Important Ratio Trends—Two of the fourteen selected
ratios used in these comparative yearly studies, showed a
noticeable change during 1940, (1) the ratio of current debt to
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tangible net worth, and (2) the ratio of enrrent assets to enrrent
labilities, more generally known -as the “‘eurrent ratio.” In
forty-two of the seventy divisions of industry and commerce sur-
veyed over the five year period from 1936 to 1940 and printed on
pages 52 to 71, the ratio of current debt to tangible net worth was
higher in 1940 than in 1939, and in fifteen of these lines, the ratio
was the highest over the entire five year period. Of the forty-two
lines which disclosed higher proportions in this partieular ratio
for the year, twenty-eight were manufacturers, nine were whole-
salers, and five were retailers: The obvious explanation of this
trend was that the eurrent assets, consisting principally of cash,
receivables, and merchandise, were beginning to bulk heawer
toward the end of the year, 1940 as the production of war equip-
ment and supplies began to get under way, and current lizbilities
were expanding correspondmgly

With heavier current assets and larger current liabilities,
lower current ratios for the 1940 figures would be expected, and
that is exactly what occurred. Out of the seventy divisions of
industry and commerce for which comparative yearly ratios have
been determined, forty-two showed lower ratios of eurrent assets
to current liabilities, with the greatest concentration in the manu-
faeturing lines, and the least in the wholesaling lines.

Lattle Change in Other Ratios—Wholesale priees, aceording
to the index of the Bureau of Labor Statisties of the Department
of Labor showed practically no change during the year, rising
only a fraction of a point from 79.2 in Jannary to 80.0 in December
of 1940. As a result of the relatively limited amount of actual
defense spending in 1940, and the stability of wholesale prices,
the remainmg balance sheet ratios diselosed no appreciable effect
of our emerging defense, and then war economy.

Increased investments in plant facilities are playing a most
strategic part in our changing world. We must expand plant
capacities if we are to produce the ‘‘goods’’ and become *‘the

.great arsenal of demoeracy,’’ so absolutely essential to the prose-
cution of this greatest of all world conflicts. The ratios of fixed
assets to fangible net worth which are the indications of increas-
ing investments out of private resources in real estate, buildings,
machinery, and equipment, disclosed no particular significance
for 1940. Eighteen of the manufacturing lines, eight of the whole-
saling and only two of the retailing lines listed on pages 52 to
71, showed increased percentage invesiments in fized assets
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during the year, and these inereases are all of a minor nature.
In other words, twenty-eight of the divisions of industry and
commerce disclosed an upward trend in this particular ratio,
while forty-two showed a downward trend.

The turnover of net working eapital was greater in 1940 for
twenty-four lines of business activity and smaller for forty-six
lines. This turnover was higher in seventeen manufacturing lines,
three wholesaling lines, and four retailing lines. In nine of the
divisions, the turnover for 1940 was the highest for the five-year
spread from 1936 through 1940, Among these nine lines were
manufacturers of industrial machinery, canners of fruits and
vegetables, manufacturers of paints, lacquers and varnishes,
packers of meat and provisions, and wholesalers of lumber. In
these particular divisions of industrial and commereial activity,
the increased volume was of large proportions.

Other selected ratios which normally would be of particular
interest at a time of such fundamental industrial adjustments as
we are going through, reflected little change. The ratios of net
sales to inventory, for example, disclosed nominal variations for
the year. In twenty-eight divisions of business aetivity this par-
ticular ratio was greater, in thirty-three it was smaller, in seven
it was the same in 1940 as in 1939, and in two specialized lines this
particular ratio could not be computed. The changes whether
upward or downward were of a minor nature with but three
exceptions, manufacturers of industrial machinery, manufac-
turers of curtains, draperies and bedspreads, and wholesalers

 of knitted outerwear. In these three fields, the ratio of net sales

to inventory was the highest in 1940 for the five year spread.
Since December, 1940 the tempo of basic changes in our
economy has continued to step up rapidly. Along with the tre-
mendously increased Federal appropriations, expanding contract
awards, and actual cash expenditures, has come a sustained up-

ward surge in wholesale prices. On December 13,1941, the whole- -

sale price index of the Burean of Labor Statistics reflected an
advance of 16.8 per cent over a one-year period. Farm produets
in this broad index had increased 34.9 per cenf, while all com-
modities other than farm products had increased 13.5 per cent
during the same period. The 1941 year-end figures of industrial
and commercial business enferprises will show greater effects
of these more powerful impacts on what has since become our
steadily intensifying war economy, than the 1940 figures showed.
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sz’he tables on the following puges, 38-49, give the
fourteen important ratios with infer-quartile range
for 72 lines of business activity based on 1940 figures.
The 72 lines of business activily consist of 36 divisions
of manufecturing, 24 of wholesaling, and 12 of re-

tazling.
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