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- = THE PROBLEM OF DEVELOPVMENT CAPITAL
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Ralph E.Flanders
The problem which I wish to discuss with yov this mornine is one

of very ereat importance, T am familiar with much of the past his tory
and the present situation relating to the financing of new under-
takines. I am not femiliar in detail with the responsibilities laid
upon the State supervisory autherities by the laws under which you
operate, and which your bodies were organired to enforce. This will
be, therefore, in the main a brief presentation of the problems from
the standpoint of public interest, leaving to those wro are more
experienced and expert than myself any offering of suerestiors as to
how the difficulties can be met by ways in wrkich the public interest
is protected and served.

My connection with American industry coes back te January 1897
when I entered on an old-fashioned apprenticeship in a New Eneland
machine tool plant, from which I graduated fhree year 8 later ag a
journeyman machinist. 1In one way or another I have heen connected
with the machine tool industry for the intervenine forty-nine years.
During the early part of that period many new companies were estab-
lished within that industry and many more within related industries.
Of these a fair proportion have csone throush the difficultics of
childhood, have lived throucsh a vigorous youth, and have arrived at
matum strencth and vsefulness as sources of profit to the investors,
as producers of needed roods for the nation's ecoromy, and as pro-
viders of prcfitable employment for many thousands of employees.

These new undertakings were started in many differcnt waye, but
typically by youns men with enersy and ideas whoobtained the backing
of local capital in amounts rangine from a few tens to a few hunﬁreds

ag%@gg;gﬁ%kﬂysands of dollars. With this start these undertakines orew by
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j reinvesting their earnines and eventually become solidly and profit-
ably estahlished.

It was seldom that the initial capitalirati-n was suprlied by
men of great wealth or by large financial institutions. Under the
conditiors existing up to the first world war, before the income tax
had become the coclossus which it is today as a result of twoe world
wars and ore ereat depressior, a man's income was his own, except for
paltry local and State taxes. Investment in new enterprise was
attracti ve because the earnines of the enterrrise itself were earniness
free of heavy taxatior. They could *re directed toward buildine up
the company or dirécted intec the pockets of the stockholders, depend-
ing on the business judegment of the owners and the manarement. Under
these corditions, investable funds were abundart and new investment
was attractive.

The conditions were very different a seneration lat er. Two
world wars and the deficit spendine of the creat denrsssion raised
the ™ederal indebtedness to undreamed of heichts and carried an
increasingly heavy burden of income taxes as the inevitable concomi-
tant of the indebtedness. Particularly durine this period of tle
second war, even with the rebates allowed on the excess profits taxes,
the Pederal government is in a position to take 80% of the earnin-s o
successful corporations in addition to the sums 1t realized by renero-
tistior. Tris means that Iinvestment In new undertakines has very
ereatly decreased in attractiveness.

At the same time the personal realization by the investor on
these diminished returns was reduced to the vanishine point. Take,
for instance, the case of a man who would be corsiderei very well
fixed indeed ir popular estimatior., If that man had income from
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bj putting money intc a new undertakine, he cot no return from it to
justify bis venture. Fven thourh that new undertakine shonld return
clear to him as a stockholder, after it had paid its own 7ederal tax,
an amount as large as 10% on the investment (and this 1s practically
impossible) the man with the #100,000 would find this new income
coming cut of brackets so hich that he could realize no more than
0.6% on the money he had put into the undertakin~. Tf he were a man
with a #200,000income the return on the successful investment would
be still more mearer. He could hope for no more than 4/10s of me
percent.

From this dryinc up of the possibilities of adecuate returns in
a new undertaking and the still sreater barrier put to the realiza-
tion of the investor for his own personal use of any conrsiderable
pprt of these returns, there has resulted a condition in which new
und ertakines for the first ti~e in the history of this country cecased
to be attractive to the diminishire number of men who micht be con-
vinced of their intrinsic worth.

Parallel with this haz cone an increasing incentive to old-
established and well-financed firms to abscorb the new ideas and new
undertakinegs as an intesral part of their larce operations. Wher a
new idea comes along whkose development looks worthwhile the creat cor-
poration c¢can rut morey into its development and charece i1ts cost into
expense, thereby and to that extent relievine itself of tax burden by
corresponding reduction in its profits. If the undertskire does not
prove satisfactory the advanta-e of the tax reduction remairs and the
loss is mirimized to a small percentace of the funds aﬂtualiy invested
On the other hand should the development turn out well, the bir
corpecration has that added volume of profitable operatiorns. The whole
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IanB to elve sreater advantace to the er~wth and strenecthenine of

g large corporations. This is rot what the country set out to do, but
this is what it did. The result, I am sure you will agree, is not
In the public interest,

While the irccme tax situation has been the major deterrent to
new undertakin~s, I am assumine that there have been others which
lie within your field of responsibilities. The creneral public was
very severely hurned in the speculative spree of the late 20's and
ir the ersuing liguidation and depressior of the230's. Tt was neces-
sary that the lessons learnec¢ during that period should be taken to
heart and that proper safesuards should be set up around the offering
of securities to the public, so as to prevent the seriocus abuses
whi ch bad been current. Has not the time row come, however, when
the situation should be reviewed tc see whether mems canrot be found
for revivineg the finarcial support of new developments, while still
affordinz all proper protection to the irnvestirg public?

In raisirg this guestion we do have to reco~nize that new under-
takin~s involve risk. The problem is to recoenize the ris as a
necessary element in a proercssive, industrial economy, while pro-
tectine the ceneral public not merely from fravdulent solicitation,
but from too serirus subjection to the necessary risks invelveds T
belicve that means can r*e found and must be found to do this within
the 1imit set by the resporsitilitiecs wrich have heen laid on you
centlemen by your State sovernments.

As a clue to the solution of thrs problem, your attention micht
be called to a law passed by the Lecislature of Conrnecticut early this
year. This law provides that 5% of the admitted ascets of a 1life
insvwrance compary shall be freed from‘all leral 1limitaticns as te the
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| Now there are two or three interestince thirnes about this new
idea. The first thing is that it removes the limitations on a
small percentare only of the total admitted assets. Even though
there should be a cmsiderable amrmint of loss in this unrestricted
investment it would not he enoush to affect the financial stability
of these insurance companries, which are subject hoth to sﬁcb ek%illful
internal manarement and such minute pnblie scrutiny that their invest-
ment policies as a whole can be derended upon to be safe and conser-
vative.

Arother interestines thine is that the oreat hody of fiduciary
funds bas taker the place of the vanishinc acerecate of smaller per-
sonal funds as the primary scurce of new Investment. The proposal
to free 57 of such funds allows room, if the directors of thece
insurarce comparies sc desire, to make full scale experiments in
raisire the birthrate of new enterprises. The opportunity at least
is trere for rendering a creat public ssrvice. As to the extent to
which that orportunity is beine erasped T am at present uninformed.

Witk this to point the way other possihilities sur~est them-
cselves. Why should not a comparatively small percerta~e of other
tyvpes of fiduciary funds be similarly freed® ™"bat ahout the funds
ir the hands of investment trusts® WMuch could re drne with 57 of
the capital of the most responsible and successful of this sroup.
There would be required in any casec a spread of investment over a
sufficient number and variety of new undertakin~s to wipe out losses
in some agsinst lareer cains in others. Tinder wise manasement the
net result ousht to re a larcer return te the investor than is
possible from the dlminiskire returns of debt cvidences and searconed
equities,
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| Stil11 another interestine possihility is involved. Such an
investment fund would naturally turn into a revelvine “und by the
process of public sale of the securities in the new undertakines as
scon as they had come to the point where they stcod on their own
feet as sccurities of proven intrinsic value. The morey realized
from the sales recomes avallable for initiatine still more new enter-
prises; ard thus the total volume irvclved micht sevve as & catalyst
in & continuous revivifyire of American business by n°w ecrowth. from
the bottom.

As stated at the beginning I am nrot fully irformed as to what
rezulations and administrative practices would interfere with an
undertaking of this sort. If tris, or projects of a simila nature
and for similar purposes are devioped, I do urge that you =entlemen
give them sympathetic treatment and make such recommendations as may
he necesgary in ycur State laws to rermit the operation of all well
conceived projects of this sort.

Much has been said of late years to the effect that this nation
has reached industrial maturity and can no lorcer evpect the vital
erowth of new enterprise that has b en the enerecizine source of ~ur
proecress In cereratlons past. Sfome bhaveeven pressed this point so
stronzly as to lead to the suspicion that they are really fearful
that we are arproachine senility rather than maturity. I cannot hold
with thlis belief. As T endeavored to show earlicr, I feel sure that
the brakes on new enterprise do not arise from ary internal decay.
They have been hroucht upon us by the dealenine pressure of high
taxation. Irn the ner tax law for 1€46 this pressure has been 1lifted
sufficiently to cive somec sma’l mcasure of the freedom for investment
and the hope for profit that existed two ~enerstions aco.
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l Meanwhile there is no lack of new snd hopeful idezs for new
enterprises. As President of the Tederal Reserve RBank of Roston, I
find myself sitting in a spot where large numbers of new opportunities
come to my attention. Our country is boiline with new ideas and T am
the recipient of but a minute fraction of them.

Of these many ildeas at least a hal® can be discarded without a
gecond crlance. Of those remalining a 1ittle thousht wovld indicate
that not more thm a half are worthy of investiestior. Of that
rcmaining number, possibly a half on thoroush investization would
seem to warrant investment. Of those irvested in perhapé no more
than ocne<half would turn out successfully, but the success of that
rcmainine small percertace of the oriciral total ghovwld be and would
be sufficiently ~recat to far more thax pay up the cost of sereenine anc
the losses on the failures.

Private individual funds have become scarce, but we have thils
creat accumulation of fiduciary funds. We have the egrcat number of
possibilities for ncw Investment. We have various means for sclect-
ine the most attractive possibilities and for spreadine the risk on
those sclected. Does not this furnish a sound business basis for
tryine new methods of applyine devel opment capital?

American business, American employment, and the prosperity of
the citirens of the country as a whole canmnot be indefinitely assured
under frce enterprise unless there is a cortinuous birth of hcalthy
infants in our business structure. We cannot deperd safely for an
indefinite time orn the expansion of our o0ld bie industries alone.

We need new strencth, enerey and ability from below. We necd to marry
gsome smell part of our encrmous fiduciary resources to the new ideas

which are seekinpg support.
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The purpose of this paper is to urre that you sentlemen within

your own important sphere of rcsponsibilities consider the over-all

importance of this birth of new undertakines; and that you cndeavor

to allow enouch frecdom sc that wise and farsichted endeavors in this

fleld will not run inte unwise lecal restraints.

Ralph E.™landers
30 Pearl Street
Boston 6, Massachusetts
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