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PREFACE

Some explanation is perhaps nccessary for offering yet an-
other volume to the already long list of books dealing with the
corporation. Whatever justification there is for the present cffort
lies in its somewhat different treatment of familiar problems; with
respect to the chosen title, The Economics of Corporate Enter-
prise, the emphasis falls upon the word economics.

Onc of the virtues of modern economic analysis is that the con-
sequences of any change in the cconomic data can be traced
through to show their impact upon the outpu, prices, profits, and
aeneral behavior of the individual firms that compose the eco-
nomic systen. And an important group of writers has dcvclopcd
the economic theory of the single enterprise to an incisivencss
not known a few years ago. Prcsumablv these lqttcr-da) achieve-
ments in the cconomic thu)r\ of the enterprise and in economic
theory in general have some relevance to business enterprises in
the real \\mld, if not, they are no more useful than other harmless
forms of mental gvmnasties. So far as 1 am aware, however, there
has been no thorough-going attempt to apply them to the corpora-
tion as the characteristic form of business enterprise in the real
world. This scems unfortunate insofar as 1t 1s true. Dcs‘cripti\'e
material on how corporations are organized, how they raise funds
by the sale of security contracts, the provisions of such contracts,
corporate_ cspansion, reorganization, ctc., arc all very well. But
unless such descriptions are draped over a firm theoretical skeleton
so that they form a recognizable and logical body of thought they
arc likely to remain unassorted and unrelated }nleq of gaudy and
drab materials. Morcover, there is the ever-present risk that the
materials will be rendered styleless and obsolete by a new act of
Congress, the establishment of a new regulatory commission, or a
]lldlu.ll deeision in an importane case. In other words, there is the
very real danger of a person having his useful know ledge decreed

away or suddcnl) relegated to the attic. As a consequence it 1S
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my own view that in nﬁ'ermg courses of instruction to university
students there should be a constant cffort to emphasize the theory
and logic underlying outwardly different forms and factual situa-
tions. \While the latter are in a state of continuous flux and change,
the former scem to have a surprising permanence and durability.
The present work endeavors throughout to maintain the cmphasis
on general principles and to develop a more or less integrated
bodv of theory of the corporate enterprise possessing genceral ap-
pll(..lblllt‘\' In the pursuit of this goal, however, there is no claim
to having developed new doctrines, rather the aim has been to tic
tugcthcr the work of carlier writers into a useful pattern and to
unpln\' the tools they have fashioned m the treatment of impor-
tant problems. The dcorLc to w hich success has attended the effort
1s for the reader to |udgc.

A more deseriptn e tiele for the volume would have been Some
Aspects of the Economics of Corporate Enterprise, since not all
the economic problems of corporate enterprise in the modern
world are here treared. In fact, the scope of the work has been
deliberately narrowed down to include certain problems w hich, 1t
scems to me, constitute an integrated unity. Consequently, and
despite their importance, the broad prnl)]uns growmg out of the
dispersion of corporate ownership and ity counterpart, the sepa-
ration of ownership and control, are searcely considered excepe for
a few general comments an the final ch.lprcr Sularly, the whole
prnbkm of public control and regulation of corporate engerprise
is accorded no exphierr and urg.ml/ul analysis, These and other
omissions were deliberate because to have discussed such questions
properly would have overbalanced the treatment of those other
problems I particularly wished to consider. \n added reason for
their omission was that other and better-qualified writers have al-
ready dealr. or will shortly deal, with these problems cffeetively
and at length.

Because of 1ts unwonted emphasis on economic analysis it may
be that students will find that the book reads less r.lpldlv than
some other volumes of a closely related character. On the other
hand its rlatively shorter length and the summaries at the end of
cach chapter may serve to offsct the difficulty. In preparing the
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volume T have assumed throughout that the reader is not wholly
unacquainted with cconomics but that he has had at least an intro-
ductory course in the ficld.

Since many instructors will, I am sure, wish to supplement the
present volume with additional reading assignments, numerous
references are appended to each chapter. While these doubtless
exceed the number it will be possible to assign, there is, T think, a
virtue in indicating to ambitious and curious students where they
may find scope for their energies. Those instructors who find the
“problem” or “casc” method of instruction a helpful supplement
to morce formal pedagogy will discover, 1 hope, that the present
volume integrates well with the more widely used case books. In-
deed, it is my own intention to use the book along with case ma-

terials.

My indebtedness to the work of others is but inadequately re-
vealed by the acknowledgments in the text. The willimgness of
dcp.n'rmcnt.ll colleagues past and present to discuss controversial
issues and common problems has been of enormous assistance.
Likewise their kindness in reading and criticizing all or certain
parts of the manuscripr ar various stages of its development in spire
of the pressure of their own activities has plnced me heavily in
their debt. 1 should especially like to mention in this connection
my obhgations to R. D. € alkins, Willam Fellner, E. T. Gerether,
llmrv Rand Tathield, Oscar Lange, A. P. Lerner, Farl Rolph,
C. C. !\mchlm«r. and Ellott Swan. Professor E. G. Nelson of Stan-
ford University contributed helpful suggestions for the improve-
ment of several chapters. Two of my students, Sheridan Atkinson
and William Poggertto, have given me the benefit of their criti-
cisms based upon a careful reading of the manuseript. Miss Fern
Peterson patiently and carefully typed through several drafts of
the various chapters, and in general served as a capable research
assistant for a period of more than two vears, The arduous tasks
of preparing the final draft for the printer have been enormously
lightened by Miss Constance Hagan whose intelligence and judg-
ment have saved me many worries. "Fo all the aforemennioned and
to the various cconomists with whom it has been my privilege to
discuss common problems from time to time 1 am sincerely grate-
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ful for assistance and enlightenment. For the errors that remain of
course I am alone responsible.

The Editors of the Quarterly Journal of Economics have kindly
permitted me to reproduce in Chapters IX, XII, XIII, and XIV
material that first appeared in their pages in substantially its present

form.
N. S.B.

Berkeley, California
June, 1939
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Part One

LEGAL ASPECTS OF CORPORATE
ENTERPRISE






Chapter I

INTRODUCTION: CORPORATE EN-
TERPRISE AND ECONOMIC ANALYSIS

Although there are available many excellent volumes dealing
with corporations, not all of them, by any means, spring from a
common point of view. Some stress the importance of the cor-
poration as the dominant or typical form of business ownership
organization in the occidental world. Others, obversely, are con-
cerned more to emphasize the growing dangers of the corporate
form as a vehicle for the exercise of important powers by a few
persons. Some authors, again, aim to point out the relationship
between the growth of the corporate form and the rapidity of
the rate of real capital accumulation which, in many ways, is the
most important single characteristic of economic development in
the period since the industrial revolution and a fruitful source of
contentious problems plaguing the present era. Alternately, cer-
tain writers are no little concerned with the urgent necessity of
developing ways and means of bending the corporation as an
economic institution, that is to say as a way of organizing eco-
nomic activity, more in the service of general welfare. There
can be no question whatever as to the vital importance of all these
topics and many more besides on which volumes are already
extant. For the most part these are not the main theme of the
present work and they enter the discussion and analysis only
incidentally. Our task here is to formulate the underlying prin--
ciples and logic that are applicable to the formation, operation,
expansion, reorganization, and dissolution of corporate enterprises
organized for purposes of private profit and carrying on their
activities in an economic system characterized by production for
sale in a market. At least this does well enough at the present
juncture as a first approximation in few words.

Historically and practically, however, the corporation is a legal
institution, a convenient device by which economic activities are
organized and carried on. For our purposes it is insufficient merely

3
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to postulate the existence of private property and free contract
in general terms as is so frequently done in general economic
theory. The legal rules surrounding the organization and opera-
tions of corporations are frequently quite important because they-
modify and set the limits to corporate action. This is particularly
the case with respect to the procurement of capital by the sale of
security contracts, the relations between shareholders and credit-
ors, dividend payments, and the failure and dissolution of cor-
porations. Here the legal rules are distinctly important and no
inkling of their importance and meaning is supplied by simply
stating that private property and free contract are assumed. Free-
dom of contract is responsible for an enormous number of varia-
tions in the kind of ownership rights and creditors’ rights that per-
sons may hold against the corporation, but the many different types
of security contracts offered to investors by the modern business
corporation are not easily comprehended by simply stating that
free contract is assumed. Hence in what follows we shall find it
necessary at various points to deal with such legal matters as seem
to impinge upon the economic analysis of the corporation with
especial force. Indeed, the whole of Part Two is an attempt to
clarify the nature of the corporation and of creditors’ and share-
holders’ rights and duties therein.*

Our discussion of the economics of corporate enterprise will
also have to take into consideration at various points certain re-
lated problems of accounting. Economic theory often has a good
deal to say about such concepts as income and cost and profits,
and there is frequently a detailed analysis of the meaning of maxi-
mizing income and minimizing cost. In formal economic theory
such questions are dealt with conceptually rather than statistically;
that is, the aim throu'ghout is to formulate the meaning and con-
notation of such terms precisely rather than to measure cost, in-
come, or profit in a particular case. In economic theory it is very
unusual to attempt a quantitative measure of, say, the amount of
net income in a given instance, or the degree to which income
had been maximized. Yet in the real world, and especially in cor-
porations where there are various parties in interest, these prob-

1 Readers who are already familiar with these matters may prefer to omit Part
Two entirely and pass directly to the economic analysis of Part Three.
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lems must somehow be met and an answer supplied. It is of little:
assistance to shrug one’s shoulders or throw up one’s hands in the
face of the real difficulties such computations present. As a prac-
tical matter a corporation must make some “report” concerning
its income and financial condition at regular and frequent inter-
vals. As a consequence we have the very widespread use of ac-
counting records and accounting techniques. Moreover, these
accounting reports and data have a very general currency and
they often become the basis for inferences and conclusions that
lead on to actions by persons both within the corporation and
without it. And the actions taken have important repercussions.
In view of these facts it behooves us to inquire rather closely into
the relationship between such concepts as income, cost, value, etc.,
as employed in accounting and the meaning of the same terms as
used in economic analysis. One cannot blithely assume that they
are identical and proceed to draw deductions on this basis. It is
imperative that they be examined and compared with one another
on important points. Hence in what follows we shall at times
(especially in Chapter VIII) find it necessary to deal with ac-
counting theory and accounting problems of a practical sort.

While the strands of our discussion on some occasions will
lead us into certain branches of legal theory and in others towards
some phases of accounting, nevertheless the main thread of our
analysis will run along the paths of economic theory. And before
passing directly to our main task it may not be out of place to
say a word or two on the nature of that discipline.

Formal economics, the science that concerns itself with the
problem of the allocation of scarce resources capable of alterna-
tive uses between competing ends, has sought to formulate the
solutions of partial and complete equilibrium. An equilibrium ad-
justment in economic theory is simply such a balancing of oppos-
ing tendencies that no further changes in prices, products, the
volume or scale of production, the distribution of the factors of
production between employments, etc., need occur so long as the
conditions postulated remain unaltered. Of course not all problems
of interest to economists lend themselves to such solutions. For
instance, no sensible person would care to argue that the historical
process of progressive technological change tended to gravitate
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towards any position of equilibrium; nor, on the other hand, that
the continual alterations in consumers’ tastes move towards any
definable equilibrium. But it is quite possible to define theoretically
the nature of an equilibrium adjustment to a given technological
innovation within a particular firm where the degree of competi-
tion is given. Such a theoretical exposition of the character of the
equilibrium may be of great service in predicting the probable
results of the introduction of a given invention into a particular
industry. In postulating an equilibrium to a given invention the
economist will do so with full awareness that this will probably
not be the invention to end inventions. In the real world, of course,
such positions of final adjustment, even within comparatively
small sectors of the economic system, are unlikely to be precisely
attained; or, if achieved, in the typical instance they do not long
persist. Usually before one position of final equilibrium is reached
the economic data have so changed that the gravitation is towards
a somewhat different equilibrium. And depending upon the im-
pinging variations in the economic data the new equilibrium will
be different from the old in a greater or smaller degree. Notwith-
standing the imperfect realization of these changing equilibria,
there is quite obviously a continuous adaptation and movement in
the direction of them. It is doubtless true, for example, that under
competitive conditions product prices almost never attain a pre-
cise equality with their costs of production, except by a momen-
tary accident. But it is certainly mot true that product prices tend
to move indefinitely farther and farther away from costs of pro-
duction.* Any such contention is plainly false. Consequently there
is merit in seeking to define equilibria because our comprehension
of the economic process is enhanced thereby.

These movements towards positions of partial or complete
equilibrium that are so much the concern of the economic theorist
are in the main brought about through the medium of business
enterprises; and this holds true both of the theory and of the real
world. It is individual enterprises that marshal resources and re-

2]t may be thought that the now familiar “cobweb” theorem constitutes an
exception to the above; but I have tried to show elsewhere that this theorem is
wrong even on its own assumptions. See “A Reconsideration of the Cobweb
Theorem,” Journal of Political Economy, Vol. 47 (1939), pp. 67-81.
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allocate them in consideration of changes in the economic data;
it is they who bid productive resources away from one use and
into another. The realignment of production in response to de-
mand shifts, changes in technology, the opening of new markets,
variations in relative prices, etc., is achieved through the efforts
of the many individual enterprises to maximize their profits. The
business enterprise and its operations are therefore especially im-
portant in an economic system that relies upon the principles of
free enterprise and the institution of the price system for the con-
trol of economic activity. Indeed it is a virtue of contemporary
economic theory that it can trace down the effects of any change
in the economic data to its repercussions on the activities of the
individual enterprises; it can be shown just how a shift in demand,
an increase in the cost of a factor of production, etc., will cause
business enterprises to vary their prices, their rates of output, or
their scale of production.

This virtue of modern economic theory that consists in its
ability to show the impact of economic change upon particular
firms from which the adjustments towards equilibrium emanate
has been acquired only in comparatively recent times. But within
the past few years a number of writers have succeeded in broaden-
ing our knowledge and understanding of the individual firm by
their original and stimulating contributions. So great have been
these advances that one might venture the assertion that if in
1926 ® an economist versed in the economic literature up to that
time had turned into a Rip Van Winkle and reawakened a dozen
years later he would have been greatly mystified and confounded
by the strange language, formulations, and constructions then
employed by his fellow economists. He would learn too that dur-
ing his slumbers the change had been more than terminological;
new problems, he would discover, had sprung from what he had
regarded as settled solutions; and he would see likewise that there

8 We cite the year 1926 because in that year Mr. P. Sraffa published his paper
“The Laws of Return Under Competitive Conditions” in the Economic Journal
(Vol. 36, p. 535), and that paper more or less unleashed the whole flood of liter-
ature on monopolistic and imperfect competition. Despite the advances in eco-
nomic theory, however, it still has to resort to simplified models to make its
problems tractable. But nowadays the models are much better.
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were sharp, new tools available for the treatment of problems of
long standing.

In no small measure these advances in economic theory just
mentioned have consisted in the fuller application of the prin-
ciples of marginal analysis to a great variety of problems that had
long staved off successful attack. This has been particularly true
of the economic theory of the individual business enterprise which
is of most immediate interest to us in the present volume. Now
in its basic logic the marginal principle is quite simple: it merely
aims to show what allocation of given scarce resources must ob-
tain if the returns from those resources are to be a maximum with
respect to the given ends. Yet while the underlying idea of the
marginal principle is easy enough, it cannot be said that its full
implications are at once obvious in the resolution of particular
problems. It is the opinion of the writer that many important
economic problems connected with the promotion, operation, ex-
pansion, failure, and reorganization of business enterprises become
tractable with the marginal technique where other modes of treat-
ment yield unsatisfactory results. A considerable portion of our
efforts in the succeeding pages will be directed towards an at-
tempted demonstration of the usefulness of marginal analysis in
the handling of these questions. How far we succeed is of course
for others to judge.

In the formal development of the marginal analysis, and in
formal economic theory generally, it has been customary to define
the problems posed and the solutions reached in rather rigorous
terms. In this way the reasoning is made sharp and incisive. This
common practice has led some persons to the conclusion that the
rather austere formulations employed in economic theory have
no relevance or application to the economic world as we en-
counter it in day-to-day life. The writer finds it hard to concur
in this view, although he would freely admit that the transition
from “theory” to “practice” is not always as easy as might appear
at first glance. Despite the difficulties of transition, however, the
human intellect is simply incapable of reasoning about the real
world at all without employing simplifying assumptions and with-
out coralling some of the many variables in a given problem into the
pound of ceteris paribus. We do this continually in planning our
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daily affairs and give it no thought at all. When I say, “Tomorrow
morning I shall go to the bank,” I assume that between now and
then I will not be murdered in my bed, maimed by a motorist,
mangled by a train, or find twenty dollars in the street. One
cannot make even the simplest predictive statement without em-
ploying certain assumptions that explicitly or tacitly set certain
possible variables at rest. So it is with economic reasoning. From
one point of view economic theory or analysis is only a method
of treating problems by which the relevant factors therein are
explicitly recognized and given formal statement. And the ensuing
reasoning is valid only within the limits of the assumptions. But
this is true of all reasoning: it is valid and accurate only within
the bounds of the assumptions. Hence while economic analysis
falls far short of what we would really like it to be, and while its
predictive powers are sadly limited, it is, none the less, superior
to vague intuitions, shadowy surmises, or personal hunches which
seem to be the available alternatives to the reasoning process.



Chapter 11

THE INDIVIDUAL ENTERPRISE IN
A CAPITALISTIC ECONOMY

1. The Price System in a Capitalistic Economy. I11. The Individual
Enterprise and the Price System. I11. Capital Concepts as Applied
to the Business Enterprise. 1V. Summary.

I. THE PRICE SYSTEM IN A CAPITALISTIC
ECONOMY

1. The price system as the arbiter of production and consumption
in a capitalistic economy. 2. The organization of production within
the price system now on the basis of firms or enterprises. Alternative
of organizing production through the price system without the use of
business enterprises; and wholly without the use of the price system.

1. The price system as the arbiter of production and consump-
tion in a capitalistic economy. Anyone who has read a book on
general economics or reflected on the economic world in which he
lives has had emphasized to him how, in capitalistic economies, the
institution of the price system organizes and controls production
through the medium of markets. And usually there is much stress
placed upon the “automatic” character of this regulation of pro-
duction and. consumption through changes in prices. It is pointed
out, for instance, that in an economy such as that which prevails
in the United States and other countries which have not yet gone
over to a comprehensive system of economic planning there is no
central authority that decides what commodities will be produced,
in what amounts, by what methods, in what places, etc. Instead
of these vitally important questions being determined by an au-
thoritative body, they are the result of countless decisions on the
part of a multitude of persons each acting largely without knowl-

edge of the others. The thing that co-ordinates their activities is
10



THE PRICE SYSTEM 11

A A A A A A A A A A A A A A~ e e e A
the institution of the price system. Within any industry it is prob-
ably more often true than not that those in charge of the particular
enterprises that compose it have little knowledge of how much of
the product each of the others is planning to produce or how much
consumers in the aggregate are likely to want. Each enterprise,
however, finds itself confronted with a framework of prices within
which it must carry on its activities; and it is the relationship be-
tween certain of these prices and the changes in these relationships
that indicate to the individual enterprise what action it ought to
take. In the first place, there are the prices for the commodities or
services that the business enterprise sells; or, if the firm has the
power to determine the price at which it sells, there are changes in
the rate at which purchasers absorb the product at that price. On
the other hand, there are the prices at which the enterprise buys
commodities and services that it needs in order to produce whatever
it sells. Each business concern decides to produce more or less, to
expand or to contract the scale of its operations, largely on the
basis of present or prospective changes in the relationships between
the prices of the things it buys and those it sells. But what we have
just said about any particular business enterprise operating within
a framework of prices is also true of business enterprises in general.
Each concern finds itself within a “price system” where the altera-
tions of certain relative prices are, to it, of peculiar importance and
significance.

While in a capitalistic economy each individual firm quite
properly regards the vast multitude of prices which directly or
indirectly impinge upon it as a datum over which it has practi-
cally no control or influence, the same cannot be said with respect
to the price system from the point of view of the whole economy.
For the economy as a whole the system of related and interrelated
prices is clearly not a given, but is itself the resultant of the de-
cisions and actions of individuals and enterprises confronted with
price relationships that appear to them as beyond their sphere of
influence. For example, the Acme Corporation would regard the
wage rates that it has to pay its employees as determined by factors
over which it had little or no control; its problem is to decide how
many persons it ought to employ at these rates. On the other hand,
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the aggregate weekly, monthly, or yearly wage bill of the Acme
Corporation is not without its effect upon other business enter-
prises for whose products and services the employees of the Acme
Corporation are accustomed to spend their wages and salaries. To
be sure, the employees of the Acme Corporation are but a minute
fraction of the total body of consumers making purchases from
business enterprises as a whole. But, with a few unimportant ex-
ceptions, persons in a capitalistic economy receive money incomes
because they and/or their property are employed by business en-
terprises that, directly or indirectly, are engaged in selling com-
modities or services to income receivers for a money price. Conse-
quently, from the point of view of the whole economy, the price
system—the system of consumers’ goods prices, the prices of agents
or factors of production, etc.—is a system of mutual determination.
Consumers’ outlay reacts upon the prices and quantities sold of con-
sumers’ goods, which, in turn, react upon the quantities produced
and the number of persons hired and paid incomes; on the other
hand, the total salaries and wages paid, the total interest, dividends,
and rents distributed, become the source from which consumers’
outlay is derived. What we have in reality is a system of mutual
price determination in which the prices of the factors of produc-
tion and the aggregate incomes paid out thereto are closely inter-
related with the prices of finished goods offered for sale and the
quantities bought. It is this whole complicated arrangement, in
which the power of individual persons and particular business
enterprises is patently very limited, that we have in mind when
we say that, in capitalistic economies, the control of production
—what is to be produced, in what amounts, by what methods, in
what places, etc.—is cared for by the institution of the price sys-
tem.! That some persons hold to the view that the price system
performs its functions very poorly is common knowledge; but at
present we are not concerned with these criticisms. Our only
interest here is to point out what we mean by saying that in
capitalistic economies the control of production is vested in the
price system.
1In many respects perhaps the most lucid and non-mathematical account of

the operations of this price system is to be found in Wootton, Barbara, Plan or
No Plan, London (Gollancz), 1934, Chs. I, IIL
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2. The organization of production within the price system now
on the basis of firms or enterprises. Alternative of organizing pro-
duction through the price system awithout the use of business enter-
prises; and wholly without the use of the price system. A charac-
teristic thing about the organization of production in capitalistic
economies through the price system is that while the price system
is the primary regulator of production the process itself is typically
undertaken by productive combinations or entities called “firms”
or “enterprises.” ? That is, when we examine the structural organi-
zation of production in capitalistic economies we observe at once
that it is business enterprises that hire labor, that undertake the
production of new commodities, that introduce technological
changes, that invest funds in real capital goods, etc. The way in
which production is in fact organized is typically not on a human
individualistic basis but rather in somewhat larger producing units,
called firms, within which economic resources are applied in the
production of products for sale in more or less well-organized
markets. Yet control of production by the price system does not
logically necessitate or require the existence of business enter-
prises.

It 1s at least theoretically conceivable that all production might
be organized entirely through the medium of the price system
and firms or enterprises as we know them could be quite absent.
Individuals as real persons could specialize in producing particular
commodities or rendering particular services and be guided in
their activities simply and solely by relative prices and the changes
therein. In such a system the production unit would be the indi-
vidual, and would be identical with the consuming unit (except
insofar as the consuming unit is usually the family). Each person
(in his economic capacity) would presumably endeavor to maxi-
mize his net satisfactions, that is, he would try to extend his work-
ing hours up to that point at which the value of what he produced
in the last “hour” of his work just balanced what it cost him. And

2 The latter terms do not here imply any particular legal form of business
entity such as the corporation, the partnership, the single proprietorship, etc., but
merely refer to all such forms of business ownership organization. In the suc-
ceeding pages we shall use the words “firm,” “enterprise,” “business enterprise”

2 sy, ool B ol e
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presumably it would be relatively easy for him to translate money
costs and receipts into real terms. Each individual would be a
{producing unit and a consuming unit; and the activities of all of
‘them would be co-ordinated and controlled by the institution of
the price system. A comparatively simple society might very well
be organized in this manner with good results. Indeed in certain
countries even now the organization of production corresponds
to this pattern fairly well, while during pioneer days in the United
States the system was not greatly dissimilar.®

Conversely we can easily imagine an organization of the pro-
duction of goods and services along entirely different lines in
which the existing price system, if any, did not regulate output
at all. All productive resources, the factors of production if we
will, might be regarded as belonging to the community as a whole
(the State) and their allocation between alternative uses might
be planned or dictated from above by persons democratically
selected or by an autocrat, benevolent or otherwise. Here the
application of resources in production would not necessarily have
any definable connection with consumers’ preferences between
various types of consumption goods or between consumption and
saving. To be sure, some kind of a system of consumers’ goods
prices would be of almost indispensable assistance in distributing
the final products between persons. But the organization and com-
position of production would be determined by a planning au-
thority, and industry as a whole would probably be broken up
into gigantic “trusts.” Firms or enterprises, as we know them,
would probably not exist at all, but production would be organ-
ized and controlled more on the authoritarian principles of an
army. Regarded solely from the point of view of mere techno-
logical efficiency such a systemt perhaps has much to recommend
it, although the sacrifices in other directions seem more than to
outweigh these achievements.*

Our concern here, however, is not with any of these alterna-

8 See Dobb, Maurice, Capitalist Enterprise and Social Progress, London (Rout-
ledge), 1925, especially Ch. IV.

¢ is .doubt_le.ss unnecessary to foint out that the number of countries in which
economic activity is approximately so organized has increased greatly in recent

years. For an interesting account of one such, see Balogh, T., “The National
Economy of Germany,” Economic Journal, Vol. 48 (1938), pp. 461-497.
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tive systems by which production might be organized without the
use of business enterprises, but rather with a capitalistic system
wherein firms or enterprises, notably corporate enterprises, are
characteristic. Indeed our primary interest is precisely in the indi-
vidual business enterprise as such. Consequently it may be worthv
~while to pause a2 moment and i mqmre why in capitalistic e economies
production should be organized on the basis of firms. Moreover, in
the process, we may derive a somewhat clearer idea of the eco-
nomic characteristics of the business enterprise or firm in a capi-
talistic economy.

II. THE INDIVIDUAL ENTERPRISE AND
THE PRICE SYSTEM

1. The business enterprise as a unit of ownership in pursuit of prof-
its. 2. The difficulties and costs of organizing production entirely
through the price system where the technology of production is
bighly developed. 3. The need for business enterprises accentuated in
a dynamic as opposed to a static economy; the problem of co-ordina-
tion and adaptation to economic change. 4. The enterprise as a unit
for the computation of costs and income. §s. The differentiation of
types of business enterprises on the basis of the kind of competitive
situation within which they operate: pure competition, monopolistic
competition, monopoly.

1. The business enterprise as a unit of ownership in pursuit of
profits. Doubtless the most common and obvious implication of
the term “business enterprise” is that of an aggregation of assets
devoted to the earning of profits in which certain individuals
possess rather well-defined rights. That is, we think of the enter-
prise as owning certain assets which it uses in various ways to
make a profit for the benefit of its owners. What the enterprise
owns is thought to be clearly distinguishable from things that it
does not own; furthermore, certain persons are regarded as pos-
sessing definable rights in the things owned by the firm, its assets,
and these rights are considered to have a value. At any instant
of time it is theoretically possible to define precisely what the
firm owns and explicitly what persons hold valuable rights against
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it® While these rights and the assets to which they relate are
fixed and given at any point in time, they are not constant through
historical time but alter and are redefined as a consequence of the
operations of the enterprise. Indeed, from one point of view, the
operations of the enterprise during any peried of time are evi-
denced by the changes wrought in its assets and the resulting
changes in the valuable rights therein. In general, it can be said
that desirable changes in the assets and the rights therein, that is,
those changes that the enterprise plans to achieve, are changes
which, on net balance, result in an increase in the total of the
proprietors’ claims. This last is essentially what we mean when
we say that in a capitalistic economy the aim and objective of
business enterprises is to make profits.

While the ultimate objective of a business enterprise, as a
business enterprise, is to maximize profits to the owners, the acqui-
sition of profits may be achieved by applying the assets in various
alternative directions. The phrase alternative directions has here
both a wide and a narrow sense. In the wide sense, there is a
choice between, say, making household furniture and office fur-
niture, that is, a choice as to the kind of product to be made.®
In the narrow sense, there is a choice between various ways and
means of maximizing profits once the decision has been reached
to produce a given product, say, to manufacture office furniture.
Consequently within the individual enterprise there must be some
means (commonly contractual) of determining (1) those persons
or parties in interest entitled to formulate matters of policy, and
(2) the method of selecting those individuals who will be charged
with attaining the ends so formulated. At the time of its organi-
zation there will probably be little doubt on these points, since
the business enterprise will have been formed expressly to under-

8We do not mean here, of course, that various fact situations may not arise
that elicit disputes between the parties in interest as to their respective rights.
This is an everyday occurrence. All we mean is that at any point in time the
valuable rights of the parties have been predetermined and there is an established

rocedure for resolving disputes; the law on any particular point, in a given
jurisdiction, is precisely definable. Through the years, of course, the law changes
and develops in the sense that the answer to particular questions alters.

8 As we shall see more clearly later, after an enterprise has once made a deci-

sion as to the kind of product it will manufacture it is not always easy to change
over to another if the original choice proves to have been a mistake.
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take some particular activity; but subsequently a change may be
necessary, the original activity ought to be abandoned and profits
sought elsewhere, and therefore it is essential to designate those
persons who have the power to change the direction of the enter-
prise.”

Such a general concept of the business enterprise, i.e., in_.%gng'
gation of assets that is directed towards the making of profits, is
vgha_;_ ‘we usually have in mind when we use the term. But the
individual firm has certain other economic attributes that will bear
further comment.

2. The difficulties and costs of organizing production entirely
through the price system where the technology of production is
highly developed. We have already alluded to the organization
of production in capitalistic economies by means of the institution
of the price system: the relationship between various prices causes
output to be expanded or contracted, and the agents or factors
of production to be shifted from one employment to another.
Now;, although a business enterprise is a production unit operating
within the framework of the price system, it is noteworthy that
within the production unit (the firm) the application and utiliza-
tion of economic resources are not controlled by the price system,
but rather some individual determines what uses and applications
of the available resources are to be made and issues orders to that
effect. That is, within the business enterprise, economic resources
are shifted about, are employed here rather than there, because
some person has given an order to do so, doubtless on the belief
that returns will be maximized as a consequence. As Mr. D. H.
Robertson once wrote, there are “islands of conscious power in
this ocean of unconscious co-operation, like lumps of butter co-
agulating in a pail of buttermilk.” ®

7In a corporation the charter will typically delimit the scope of its activities,
although usually the limits are quite broad. Within the bounds set by the charter
the power to determine the general direction in which the assets shall be applied
rests with the board of directors. The function of the board of directors, how-
ever, must be distinguished from that of the management. The former is con-
cerned primarily with policy formation while the latter is chiefly occupied with
the execution of those policies. The shareholders elect the directors, the directors
appoint the managers, and the managers select their subordinates. And speaking
broadly the tasks and functions of each become more specific and less discretion-
ary as we move down the hierarchy.

8 The Control of Industry, New York (Harcourt), 1923, p. 84.
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If we ask why, within business enterprises, the factors of pro-
duction are directed and co-ordinated by an “orderer” instead of
directly through the price system, the answer is, probably, that it
can be done more economically in this fashion.® A very simple
economy using only simple capital instruments and small-scale
production methods would have little need for the existence of
firms or business enterprises as we know them. But as the scale of
production increases and becomes more “capitalistic,” and the
economy becomes more complex in a variety of ways, there is
an advantage in organizing production into firms instead of leav-
ing all co-ordination entirely to the price system.

Where the agents of production necessary for efficient opera-
tions are numerous, varied, and often highly specialized, the ar-
rangement of leaving the organization of production entirely to
the price system would involve the negotiation of many separate
contracts in the market and for that reason would be both costly
and clumsy. For, if only the market mechanism were used to
organize production and there were no business enterprises as
such, a host of market transactions would be necessary; and the
costs of actually knowing at all times all the prices relevant to the
efficient negotiation of these transactions would be considerable.
But by purchasing some agents of production and renting others
for relatively long periods the number of transactions required is
greatly reduced with resulting economies.® The application of
these hired and rented resources in the production process is then
left to whoever is placed in charge of the enterprise; having fewer
transactions to negotiate, he can presumably carry them out with
greater efficiency. Furthermore, by having a legal entity such as
the firm larger productive organizations are possible because sev-
eral, or even a large number of persons, can pool their resources
in a common venture. The corporation especially facilitates these
associations. It is difficult to imagine the large productive combi-
nations that are now so common being organized on an indi-
vidualistic basis with the co-ordination of the factors being achieved

®In section I (2) of this chapter we tried to show that production could con-
ceivably be organized entirely by the price system.

10 See Coase, R. H., “The Nature of the Firm,” Economica, August, 1937, upon
which this account is partly based.
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entirely through the market mechanism. Reflection suggests that
the existence of business enterprises is an indispensable counter-
part to large-scale production in the technological sense.

3. The need for business enterprises accentuated in a dynamic
as opposed to a static economy; the problem of .co-ordination and
adaptation to economic change. The advantages of organizing pro-
duction on the basis of individual enterprises or firms are un-
doubtedly accentuated when the economic system is character-
ized by uncertainties and progressive change. In a completely
“static” economy (in the theoretical sense) the prices of all com-
modities and all agents of production would be the same yester-
day, today, and tomorrow; and the results in terms of product
of any given input of economic resources could be predicted with
absolute accuracy. In such an economy the price system would
be quite sufficient to organize production without the necessity
for firms at all. As already suggested, onc of the difficulties of
organizing production directly through the market mechanism
of the price system is the cost of knowing all the relevant prices
all the while. In the static economy no such problem would arise
because there would be no changes in the economic data that
would cause price changes. But, in the real world, changes in the
economic data are many and frequent and, as a result, price
changes are forever occurring. Thus, in an unstable world, the
problem of knowing all the relevant prices really reduces to the
problem of keeping informed on the changes in such prices. By
organizing production on the basis of individual firms, which own
some productive resources and rent others on long-term, the cur-
rently relevant price changes are reduced in number and the task
of carrying on production is consequently made easier and more
efficient. If we can imagine, for example, that our Acme Corpo-
ration had each day to negotiate a separate transaction for the
services of each and every tool, machine, plot of land, laborer,
piece of material, item of supplies, etc., that it would use each
day, we can visualize at once the additional problems that would
arise in keeping abreast of all the many price changes and making
the necessary adaptations to them. By having many of the pro-
ductive resources owned by the business enterprise a whole host
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of otherwise necessary market transactions is done away with.
And this is particularly true of productive operations in a dynamic
economy.

In a dynamic world, moreover, not all persons are equally well
qualified either by training or aptitude to see the consequences
and implications of various changes in the economic data and to
recognize the appropriate adaptations to them. Some individuals
do these things much better than others and the latter recognize
the fact. Consequently, they are willing to entrust the readapta-
tion and recombination of the factors of production required to
meet changing conditions to those with special abilities.'* What
this means in practice is that some persons allow their property
and their services to be directed by others whose judgment and
competence they believe to be superior to their own.* In this way
productive economic resources are likely to be organized on the
basis of business enterprises in which those who are especially
competent to make the necessary decisions are given a chance to
do so. It is to be emphasized, however, that the basic difficulties
in the adaptation to changing conditions, the thing that makes
decisions unavoidable, is the fact of uncertainty and continual
change itself."® As someone has observed, “the successful conduct
-of business operations consists in making correct decisions on the
basis of inadequate information.”

The exact nature of the tasks of co-ordination and adaptation’
that have to be performed within the business enterprise perhaps
deserves a further word. More specifically: What do we mean by

11 See Knight, F. H., Risk, Uncertainty, and Profit, Boston (Houghton Mifflin),
1921, pp. 241-242.

12 “The responsible decision i§ not the concrete ordering of policy, but order-
ing an orderer as a ‘laborer’ to order it*. . . the crucial decision is the selection
of men to make decisions.” 1bid., p. 297.

18 As Mr. Kaldor has expressed it, “ . . the function which lends uniqueness
and determinateness to the firm—the ability to adjust, to co-ordinate—is an essen-
tially dynamic function; it is only required so long as adjustments are required;
and the extent to which it is required (which, as its supply is ‘fixed,” governs the
amount of other factors which can be most advantageously combined with it)
depends on the frequency and the magnitude of the adjustments to be under-
taken.” Kaldor, N., “The Equilibrium of the Firm,” Economic Journal, Vol. 44
(1934), pp. 60-76. Mr. Kaldor would make the Lunit of co-ordinating ability”
the distinguishing mark of individual firms. (See pp. 69-70.) Although this has
some advantages for certain problems it is not altogether satisfactory for our

purposes.
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co-ordination as applied to the business enterprise? Certainly we
mean that someone somewhere is charged with the job of seeing
to it that the actions and behavior of the different individuals with-
in the enterprise are working towards a common end; that the
amount of working at cross purposes is reduced to a practicable
minimum. Another aspect of this co-ordination is that of synchro-
nizing and integrating the different branches or phases of the
firm’s activities: production schedules must somehow be carefully
co-ordinated with sales of finished product and the purchase of
materials and supplies; and all these must be synchronized with
the flow of cash receipts and outlays at the same time that the
latter are co-ordinated with each other. In the nature of the case
these problems do not solve themselves; they require careful
thought and planning. With respect to the problem of “adapta-
tion” the essential difficulty, as we have already indicated, is to
know what changes in the firm’s plans and operations are called
for in view of changes in the economic data with which the firm
operates: the prices of the things it buys and sells, the rate of
absorption of the product by purchasers, the technological con-
ditions of production, etc. Certain it is that these do not remain
constant in the course of time; and, therefore, having achieved
an “ideal” solution for one set of data, the problem is not solved
for all time because these data themselves change. Whatever the
change, however, someone has to decide what adaptation the enter-
prise ought to make to it, and how the change should be carried
through in order that profits will be maximized. Indeed, it can
be urged that the success of the business enterprise in its search
for profits is in no small measure a function of its ability to make
self-consistent adaptations in its business plans quickly and easily
in response to changes in the economic data with which it has
to work.™*

14 As Professor A. G. Hart has emphasized, this is essentially a problem in
“anticipations” since the business enterprise in the real world is never in the posi-
tion of knowing exactly if the production plans, selling plans, etc., will prove to
be correct until it is too late to change them completely. See his excellent paper,
“Anticipations, Planning and the Business Cycle,” Quarterly Journal of Eco-
nomics, Vol. st (1937), pp. 273-297. The present writer has drawn many valuable

suggestions from this article and from conversations with Professor Hart which
are here gratefully acknowledged.
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4. The enterprise as a unit for the computation of costs and
income. From several points of view it is important to observe that
in a capitalistic economy the individual business enterprise is per-
haps the most important type of entity for the calculation of costs
and incomes. It is axiomatic that the terms “cost” and “income”
have no meaning unless they relate to some unit or entity from
which the rest of the universe is set apart for the purpose in
hand. Thus, I can speak of costs to me and income to myself in
a meaningful manner only on the assumption that I regard myself
as a unit distinguishable from the  whole social and economic
environment in which I am located. On no other basis do the
words cost or income have any meaning in this connection. Now
in a capitalistic economy the individual business enterprises con-
stitute such units: they are entities from the point of view of
which costs and incomes get computed. It is from the point of
view of the business enterprise that we speak of a tendency for
the prices of products to reach an equality with their costs of
production under competitive conditions. And furthermore, when
we say that, during a business depression, the prices of many
products are below their costs of production so that business enter-
prises are making losses we must always keep in mind that the
terms cost and loss refer to individual firms as units or entities for
the computation of expense and income. As a consequence it is
quite important to inquire just what items are deemed to be costs
from this point of view and what are not; and the same applies
to income. For example, it is quite true that during a depression
period a business corporation can reduce its costs by dropping
persons from the payroll and thereby minimize its losses or show
even a net profit for the accourting period; but, from the point
of view of the economy as a whole, it cannot be assumed at all
that there has been an equivalent reduction in costs; in all prob-
ability there has been nothing more than a shifting of costs from
one type of unit to another. This fact that business enterprises are
units for the computation of expense and income tends to have
important repercussions upon the general level of total output in
the economy (including fluctuations therein) and the composition
of that output between goods and services of various kinds. For
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instance, where the organization of production is on the basis of
individual business enterprises, only those commodities and serv-
ices will be produced which give promise of selling for a price
above their costs of production where costs are reckoned from the
point of view of the business enterprise.’®

We are not here concerned with the question of whether or
not the determination of costs and incomes in this manner is
desirable or the reverse; that raises issues of great breadth which
lie beyond the scope of the present volume. We are only con-
cerned to emphasize the fact that the organization of production
by individual enterprises which serve as the basis for the determi-
nation of income and expense carries with it important conse-
quences.

5. The differentiation of types of business enterprises on the
basis of the kind of competitive situation within which they oper-
ate: pure competition, monopolistic competition, monopoly. For
purposes of economic analysis it is often useful to differentiate
business enterprises on the basis of the type of competitive situ-
ation within which they operate. There are essentially three types:
pure competition, monopolistic competition, and monopoly.

A firm is said to be selling under conditions of pure competi-
tion when the price at which it may sell its product is determined
by market forces wholly beyond its control: it has no degree of
price control at all. Fach individual seller is so small relative to
the total sources of supply that his influence on the price of the
product is infinitesimal. The action of one seller will, of course,
have some (very small) effect upon the price, but the point is
that it is so small that he does not take it into account in deter-
mining how much he will produce. For instance, no wheat farmer
considers it worth while to contemplate the probable effect that
his producing more or less wheat is likely to have upon its price:
output will be so small a portion of the total that he can afford to

18It js partly for this reason that certain services that are generally acknowl-
edged as worth more than their costs have to be undertaken by the State rather
than by private business enterprises. For example, it is doubtful if a private cor-
poration could show a net return from the business of vaccinating people for

smallpox; but few would deny that the returns to the community at large far
outweigh the costs.



24 THE INDIVIDUAL ENTERPRISE

A A A~ A AP AP A AN
disregard its influence on the price.** For such conditions to pre-
vail the products of the individual sellers must be regarded as
absolutely identical from the point of view of every buyer.
Neither product differentiation, nor locational differences, nor
anything else is present to induce any buyer to prefer one seller
rather than another. In the circumstances the price and the quan-
tity sold will be determined by all the factors that go’ together
to make up the demand and supply situation. In a competitive
situation of this kind the demand curve for the product of the
individual firm will be portrayed by a horizontal straight line ex-
tending to the right from the vertical (price) axis at the level
of the ruling price.*®

Once the conditions of pure competition are stated for the indi-
vidual firm it is obvious that very few enterprises in the real world
operate in a competitive milieu of this kind. Producers of certain
agricultural staples are very nearly in this situation: each seller
regards the price as being determined by factors entirely beyond
his control. But clearly there are very few business enterprises
that operate under conditions of pure competition; for most firms
a slight rise in price will not cause the amount sold to drop to
zero, nor a slight decrease cause it to rise indefinitely far. Pure
competition is definitely a special limiting case.

If the demand curve for the product of the individual enterprise
is not a horizontal straight line (at the level of the price fixed by
the whole demand and supply situation), it must slope down-
wards from left to right to indicate that the quantity sold varies
inversely with price. Over a certain range the business enterprise
can alter its price without the quantity sold either dropping to
zero or rising to infinity. The reasons why this is likely to be
true are many and mestly obvious: there may be slight differences
between the product this firm sells and those that its competitors
sell, and these differences may be real or imaginary in the minds

18 Another reason for the wheat producer taking such a view is that the total
crop available for harvesting will ge partly determined by factors beyond his

control, e.g., weather factors such as the amount and distribution of rainfall.

171In technical language the elasticity of substitution between his product and
that of others is infinite.

18 Since the firm Frefers to receive as high a price as possible for its product,
and since it can sell its whole output at the ruling price, it has no incentive to
offer to sell at a price lower than that ruling in the market.
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of the buyers; again the particular firm may be so situated geo-
graphically that some purchasers will continue to buy from it
even at a slightly higher price simply because of the time and
trouble (and therefore cost) of going elsewhere; also, the par-
ticular enterprise may be so important within its industry that
its price policies influence the prices of its immediate competitors.
When, for these or other reasons, the demand curve for the prod-
uct sold by the business enterprise shows some inverse relationship
between the price and the quantity sold ** the firm either operates
in a monopoly situation or under conditions of monopolistic com-
petition.” It should be obvious that most business enterprises in
the world as we know it are in this kind of situation: they have
some smaller or larger degree of price control over the com-
modity or service they offer for sale.

These then are the kind of competitive conditions under which
the business enterprises we shall be dealing with are assumed to
operate: either conditions of monopolistic competition or condi-
tions of monopoly where they possess various degrees of mo-

19 For many problems it is convenient to have a short-hand expression to de-
scribe accurately the proportional relationship between changes in price and the
resulting variations in the quantity sold with respect to demand curves. A de-
mand curve is said to have an elasticity of unity when the product of the num-
ber of units sold and the price, the aggregate expenditure on the commodity, is
a constant for all points on the curve. If this product increases as the price be-
comes smaller, the demand curve is said to have an elasticity greater than unity,
or briefly, the curve is said to be an elastic demand curve. Conversely, if the
product of the price and the quantity sold decrease as the price becomes less, the
demand curve is said to have an elasticity less than unity, or shortly, it is said to
be inelastic. Any demand curve is, of course, almost certain to have different
degrees of elasticity in its different segments. Moreover, for the individual enter-
prise, the demand curve for the product it sells is likely to have an elasticity
greater than unity under ordinary conditions. It is worth noting here, however,
although the point will come in for discussion later, that the clasticities of the
demand curves of business enterprises are likely to undergo important changes
from prosperity through depression.

20]¢ is not easy to formulate a satisfactory definition of monopoly. Certainly
the notion of simply one seller of the particular product in question is not partic-
ularly helpful since under modern conditions where individual business enter-
prises all tend to sell slightly differentiated products this definition would make
them all a “monopoly.” Perhaps the simplest concept of monopoly is that which
would make its existence turn upon the presence or absence of rates of net return
in excess of the ruling rate. Yet this too is not without difficulties. For a provoca-
tive discussion of the problem in its theoretical aspects see Lerner, A, P., “The
Concept of Monopoly and the Measurement of Monopoly Power,” Review of
Economic Studies, Vol. 1 (1934), p. 157.
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nopoly power. The instance of pure competition will only be of
interest as a limiting case. Most business enterprises have some
control over the prices at which they can sell their product.

For some purposes it is useful to distinguish business enterprises
from one another on the basis of the market situation under which
they buy or hire agents of production for use within the firm.
Although one advantage of having business enterprises is to reduce
the number of market transactions necessary to organize produc-
tion, this does not mean that market transactions can be done
away with entirely.” Consequently, the kind of market situation
which the business enterprise encounters when it comes to pur-
chase or hire agents of production is of some interest.

The usual assumption in this connection is that the supply curve
of all agents of production to the individual firm is completely
elastic at the prevailing market price.* Undoubtedly this is a
proper assumption in many cases. For, if the firm constitutes but
a small fraction of the total demand for any factor, it may buy
more or less over a considerable range without appreciably af-
fecting price: the supply curve of the agent to the enterprise is
(almost) completely elastic at the ruling price. For relatively small
firms this is approximately the position in which they find them-

21]c is quite clear also that there are limits to how far it is appropriate to
organize additional transactions within the firm. Depending, of course, upon the
industry of which the enterprise is a part, the costs of organizing more and more
of the productive process within the firm will tend to rise relatively to the costs
of using the market organization and will at some point come to exceed the lat-
ter. In other words there are economic limits to the size business enterprises can
profitably attain in the real world. See Coase, op. cit., p. 395.

For instance, some years ago in the United States a then prominent motor
manufacturer outlined his scheme for a complete vertical integration of his enter-
prise. The plan as described embraced rubber plantations, tire factories, glass
plants, steel mills, and maffy other intermediate products all integrated into the
production of automobiles. Unfortunately he undertook to realize this grandiose
dream with disastrous results. The costs of organizing additional transactions
within the business enterprise were much greater than achieving the same result
through using the price system, ie., buying products and services from other
firms.

22 Symmetrically with a demand curve a supply curve relates prices and quan-
tities. A demand curve shows the price necessary if a given quantity is to be sold
or the amount which would be sold at a given price under the conditions
assumed; so on the other hand a supply curve indicates (again for given condi-

tions) what quantities will be offered at various prices or, conversely, what price
must be offered if a given quantity is to be forthcoming.
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selves with respect to most of the things they buy. Typically, for
example, a firm will be able to hire additional men without raising
the wage rate.”® But this does not hold in all cases nor for all
types of labor; nor is it equally true for any particular firm in all
phases of the business cycle, being most likely during a slump and
least probable as the boom gathers strength. At the height of
prosperity it is quite improbable that the firm can secure addi-
tional labor without directly or indirectly offering a higher
wage.”

Apart from cyclical factors, however, other conditions may
cause the supply curve to the firm of an agent of production to
be less than completely elastic at the ruling price, i.e., not hori-
zontal. If, for example, the firm constitutes a relatively large frac-
tion of the total demand for the agent, then its purchasing or hiring
more or less will have an important influence on the price. But
whether larger purchases will raise or lower price will depend
upon the other attendant circumstances. If, for instance, the firm
is almost the sole employer in the local market and the opportuni-
ties for self-employment by the laborers are very slight, the supply
curve of labor may conceivably be negatively inclined over a
certain range: more persons offer themselves for jobs at starva-
tion wages than at higher rates. On the other hand, if there are
alternative opportunities for employment and yet the firm nor-
mally hires a large proportion of the local labor supply, higher
wages may be necessary to attract more persons from other occu-
pations.

The same kind of analysis, wutatis mutandis, will apply to
agents of production other than labor under certain circumstances.
A firm may purchase certain of its materials and supplies under

28 The assumption that the supply curve for a particular kind of labor is com-
pletely elastic at the prevailing price implies the further assumption that either
competition is not sufficiently keen to reduce wages to a level at which all per-
sons seeking employment find jobs; or that the wage rate is fixed by an authority
at a level which leaves some members unemployed.

Sometimes a firm may be able to hire more persons at the ruling rate yet en-
counter really rising lagor costs since the additional men hired are less efficient
than those already employed. It seems reasonable to suppose that the workers last
hired are likely to be those least desirable from point of view of the firm.

2¢ Indirectly, for instance, in the form of more attractive working conditions
or other factors which lead a worker to prefer one firm to another at the same

money wage.
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conditions of monopsony or oligopsony, although such situations
are perhaps relatively uncommon.?®

The conditions under which the firm hires or purchases agents
of production may therefore diverge from pure competition. And
as we shall have occasion to note subsequently this may have
important consequences.

III. CAPITAL CONCEPTS AS APPLIED TO
THE BUSINESS ENTERPRISE

1. Capital in the sense of capital goods: assets and capital goods; sub-
divisions thereof. 2. The capitalized value of capital goods: capital in
the sense of the value of the claims against assets; the concept capitali-
2ation as ¢ pplied to a corporation; the concept capital as meaning the
value of che proprietors’ claims. 3. Capital in the sense of free or dis-
posable capital.

There are very few terms in the English language that have a
wider variety of meanings and connotations than the word “capi-
tal.” According to the context or the whim of the user, the word
is made to mean wealth, a factor of production, produced means
of production, the value of these means of production, money,
the money value of assets, the net worth of a business enterprise,
anything that yields an income, and possibly other things as well.
}Sﬂapital is thought of in physical terms, in value terms, and in

oney terms. To be sure, these different senses are often qualified
by an adjective or explanatory phrase; but none the less the term
capital yet retains a certain ambiguity that the efforts of many
writers have not yet dispelled.?®

Fortunately our interests in the present volume do not require
us to consider all these various uses of the word capital because in
large part the necessity for them grows out of the complex prob-

28 Monopsony is the term for single buyer but many sellers; oligopsony where
there are a few buyers and many sellers.

26 For a good account of the various senses of the term capital, together with
an attempt to show their various interrelations and implications, see Fraser, L. M.,
Economic Thought and Language, London (Black), 1937, Ch. 14. See also Mar-
shall, Alfred, Principles of Ecomomics, 8th ed., London (Magmillan), 1920,
_Appendix E. : ST e



APPLIED CAPITAL CONCEPTS 29
P AN AL AL ISP PP e

lem of capital accumulation and utilization in the economy as a
whole: a problem we do not need to deal with. What we are
interested in, however, is the different senses in which the term
capital is used with reference to the individual enterprise—a much
narrower problem.

1. Capital in the sense of capital goods: assets and capital goods;
subdivisions thereof. We have already suggested that the business
enterprise is a unit of productive organization within which the
agents of production are consciously co-ordinated and directed
by some individual or group rather than by the price system.”,
Now in the economic sense, production requires the co-operation
of the three factors of production—land, labor, and “capital”’—
towards the objective of turning out a salable product or service.
But it must be pointed out that the business enterprise as such, in
the legal and accounting sense, consists entirely in “owned” things
like land, buildings, machines, inventories, receivables, cash, and
rights to receive valuable services from things or real persons.®
The enterprise never owns any of the factor of production labor,
although, of course, it typically exchanges cash for labor services
in functioning as a unit of production. The items of productive
resources that the business enterprise does own are typically re-
ferred to individually and collectively as its “assets.” And an.asset,
in the broadest sense, is a source of a valuable service flow. What
the business enterprise needs in its operations is not the assets
as concrete items per se, but the services that these items are
capable of rendering: not machines, but the particular service
operations that the machines are able to perform; not cash, but
the valuable services that cash is in a position to command. So,
for example, a business enterprise often has the choice between
owning the agent that is capable of rendering the particular serv-

27 Cf. Hart (op. cit., p. 277), where the firm is defined as “a complex of pro-
ductive resources—persons and things yielding useful services—whose services are
directed under a common plan and authority to the maximization of profit for
the owners of the enterprise. . . .”

28 The reason why in its accounting and legal aspects the business enterprise
does not include labor is probably twofold: first, it is legally impossible to own
labor anyway; second, accounting, which is built around the balance sheet which
has meaning only at an instant of time, would not find it possible to give meaning

to “labor” which cannot be owned because the idea of labor service relates only
to a period of time,
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ice needed and simply buying the services from some other enter-
prise without bothering to own the source: one can buy heat,
or one can buy coal and manufacture his own heat.

As soon as we recognize that assets are sources from which
valuable services can be derived, the relation between assets and
the concept of capital goods becomes much clearer.

The concept of capital in the sense of “capital goods” is one
of the commonest in the whole of economic literature. Capital
goods, or what is sometimes called “real” capital, means simply
(man-made) instruments used for further production. It is at once
obvious, however, that what items are to be included in this
category turns upon the definition of the term production, i.c.,
where it is convenient to regard productlon as completed and con-
sumption ready to commence. In strict logic it must be admitted
that in the last analysis all income consists of “services” and is
psychic in character. And on this basis all sources of these services
are instrumental in character, and one might regard them all as
capital. Yet such a broad view, although logically unassailable, is
open to some practical objections because it lumps together too
many things that are usefully distinguishable: while an ice cream
cone and a hydro-electric power dam are both. capital because
they yield valuable services, there are important differences be-
tween them notwithstanding. As a consequence many writers
have found it convenient, either when discussing the individual
enterprise or the whole economy, to differentiate between longer
and shorter time intervals over which different kinds of capital
goods (in the broadest sense) yield valuable services, or between
capital goods which are capable of rendering consumption serv-
ices themselves and those which are only capable of turning out
goods that are-able te yield consumption services. The first dis-
tinction would be that, for instance, between a machine and the
lubricating oil used in its operation; the second would be the
distinction, say, between a machine used to make electric refriger-
ators and the electric refrigerator itself. Hence we have “durable”
and “non-durable” capital goods; and “consumers’ capital goods”
and “producers’ capital goods.” And both distinctions are useful
but not co-extensive.

If we refer to the “capital” of a business enterprise and mean
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the real things it has to work with, such as buildings, machines,
tools, dies, materials, semi-finished goods, completed product, etc.,
we had best call them its “real” capital. This real capital will con-
sist partly of “durable” capital goods which only yield up their
services gradually, such as the buildings and the machines, and
partly of less durable things, such as the inventories, materials and
supplies, etc.?

2. The capitalized value of capital goods: capital in the sense
of the value of the claims against assets; the concept capitalization
as applied to a corporation; the concept capital as meaning the
value of the proprietors’ claims. All real capital, however, can be
conceived of in value terms rather than in physical terms. That
is, instead of focusing our attention upon a capital good as the
source of a service flow we can regard the stream of valuable
services as having a present worth, which is no more than the
summation of the present worth of all the valuable services that
compose the stream. When we consider the streams of valuable;
services in this way, i.e., as being assigned a present worth, we
usually refer to the procedure as the “capitalization” process. Each
source of a valuable service flow acquires a “capitalized value.”
And if we use some common denominator like money we can
now add together diverse things such as buildings, plant, materials,
supplies, etc. In this manner we can speak of the total capital at
the disposal of the business enterprise in value terms. This has the
further advantage, moreover, that we can now include familiar
assets like accounts and notes receivable because their worth in
value terms can be recorded and added in with the “capitalized”
value of real capital goods.*® In this value sense, then, the capital
of a business enterprise is no more than the sum total value of all
its assets. This leads on to another usage of the word capital as
applied to a business enterprise by a simple process of derivation.

We have shown how the total capital of the business enterprise
can be reduced to value terms by means of the capitalization

20 Observe that assets such as accounts and notes receivable and cash form no
part of the concept of real capital at all; they would be simply claims against
some of the valuable services yielded by real capital held by others.

%0 The significant thing on the value level of analysis is whether or not an item

has value and if so how much: whether it is itself a capital good or not is not so
important.
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process. Now if the total value of all the assets is the total capital
of the enterprise, it must also be true that the total value of all
the claims against those assets is of an identically equal amount.
In other words, instead of speaking of the value of the assets,
we can, if we will, speak of the value of the claims against those
assets. The value of the claims cannot be less or more than the
value of the assets. Consequently people often speak of the total
capital employed in a business enterprise as measured by the total
money value of the claims against its assets. That is to say, people
speak of the money value of the claims instead of the money
value of the assets.

The claims against the assets are of two broad types: creditors’
claims and owners’ claims; the two kinds are exhaustive. In a
corporation the owners’ claims are represented by the shares of
capital stock outstanding. The creditors’ claims on the other hand
are only partly evidenced by outstanding creditor securities in the
form of bonds and (relatively) long-term notes: * accounts pay-
able and promissory notes have also to be included among the
creditors’ claims. Nevertheless it is common to refer to the total
face value of a corporation’s outstanding securities as its “capi-
talization.” So that when we say that the Acme Corporation is
capitalized at $10,000,000, we mean that the face value of the
creditor securities plus the par or stated value of the shares total
this amount.** It is important to remember in this connection,
however, that a corporation’s capitalization will zot be the same
as the total value of all the claims against the assets and hence of
the total value of all the assets; the capitalization does not measure
the value of the total capital employed.

Perhaps unfortunately it is not uncommon for persons to refer
to the “capital” of a” business enterprise where reference is had
only to the value of the owners’ or proprietors’ claims. This is
true, for example, in the familiar formulation of the balance sheet
equation in accounting as Assets minus Liabilities equals Capital.
So, for example, people often speak of the proprietors’ capital

8 The distinction between long-term and short-term notes is of course partly
arbitrary, five years being perhaps common.

8 As Dewing well points out it is not always a simple matter to determine the
capitalization of a large and complicated corporation. See Dewing, A. S., The
Financial Policy of Corporations, New York ?Ronald), 1934, Pp- 13-14.
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when they mean the value (computed in various ways) of the
owners’ claims in the corporation. This is apt to be confusing but
possibly in most instances the context leaves little room for mis-
understanding.

Thus it is that starting from the notion of capital goods yield-
ing flows of services we pass easily to the capitalized value of these
capital goods, to the value of the claims against such capitalized
values, to the distinction between creditors’ claims and owners’
claims, to the emphasis that some of the claims are (in the cor-
poration) represented by outstanding securities, and finally, to
the accent upon the importance of the proprietors’ claims. Logi-
cally the progression from one concept to the other is easy enough;
but one has to be careful not to assign to all of them attributes
that are only strictly true of some or one of them.*®

There is yet another and quite important usage of the term
capital to be considered, however, before we can leave the subject.

3. Capital in the sense of free or disposable capital. We often
speak of a business enterprise as “procuring more capital” or of its
“raising capital” for this purpose or that. If we stop and ask our-
selves just what is being “procured” or “raised” here in the first
instance the answer is clearly money. The money funds so ob-
tained, of course, may be used to purchase capital goods in the
narrow sense so that indirectly the enterprise is actually adding to
its equipment. But it need not necessarily be so: the enterprise may
want nothing more than to hold larger cash balances as a precau-
tionary measure. This use of the word capital to mean literally
money is very common, and, it may be observed, a fruitful source
of confusion. When we talk of capital “available for investment”
or refer to the “capital market” we very definitely do not mean

3 Thus, for example, from the point of view of the individual securitﬂ-.holdgr
bis investment in a particular enterprise can be withdrawn by simply selling his
shares to someone erse, or as we often hear it said, the investment has the desir-
able quality of being “liquid.” But it must never be forgotten that this is only
true for the individual on the assumption that someone else is willing to take the
shares off his hands at a price. The machines or building that are the “real” capi-
tal of the business enterprise cannot be disinvested in the same manner at all.
What is true of the capital goods is not true of claims against these capital goods
(the securities), and vice versa. One must be continually careful not to reason

towards fallacious conclusions through assigning common properties and charac-
teristics-to all the various concepts of capital.
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capital in the sense of capital goods.** What we have in mind
here is liquid resources, i.., money which is available for what-
ever use the borrower and the lender can agree upon. As has been
pointed out many times, the essence of the idea of capital available
for investment, or for transfer between industries, regions, coun-
tries, etc., is money, that is, the power to command the factors of
production, including the stocks of capital goods already in exist-
ence. Capital in this sense is best prefixed by the adjective liquid
or loan fund capital, or in the German terminology Kapitaldisposi-
tion. Possibly it is still better to say what we really mean, namely,
money. This concept of capital meaning literally money is very
commonly used and one needs to be careful not to confuse it with
the other senses of the word already discussed.*®

IV. SUMMARY

In a capitalistic economy the principal guide to and control of
production is the institution of the price system. Within the price
system, however, production is in fact organized on the basis of
individual business enterprises.

The reasons for the existence of business enterprises as units of
productive organization are the economies of organizing certain
activities apart from the market mechanism; the advantages of so
doing are accentuated in an economy that uses an intricate tech-
nology and which is characterized by progressive change and de-
velopment requiring continual adjustments. The individual busi-
ness enterprise as a unit for the computation of costs and incomes
has important repercussions upon the volume and composition of
the flow of goods and services in the economy. For some purposes
it is useful to differentiate business enterprises on the basis of the
kind of market situation in which they sell the commodities they

84 The capital market sometimes means the market for new issues of securities
and sometimes in addition the market for both new and old issues. It is apt to be
a vague notion.

85 The recent literature on monetary and business cycle theory has used the

term capital in this sense of money a great deal so that it is now much more
commonly met with than even a few years ago.
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produce and/or in which they buy the productive agents and
services they require for such production.

As applied to the business enterprise, it is important to distin-
guish between capital in the sense of the source of a valuable serv-
ice flow, the capitalized value of this source as a derivative from
the amount and time distribution of the items constituting the
valuable service flow, the value of the claims against such capital-
ized values, and the several subdivisions of the total claims against
capitalized values. Finally, the word capital in the sense of mone
or a generalized command over goods and services including fac-
tors or agents of production must be sharply differentiated from
the many other usages of the term.
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Chapter Il

THE NATURE OF THE CORPORATION
AND THE PROCESS OF INCORPO-
RATION

1. The Nature of the Corporation. II. General Incorporation
Laws and the Process of Incorporation. 111. Foreign Incorporation
and Corporations. 1V. Summary.

From almost the earliest times men have doubtless associated
together for the pursuit of common ends. Indeed the existence of
associations of individuals within the broader confines of the com-
munity as a whole seems to be an almost universal characteristic
of human society even in its very lowest stages of development.
Yet one cannot infer from the recorded or observed existence of
such associations that analogues to our present-day corporate
bodies have been familiar to all civilizations. One must distinguish
between the plain historical fact that men have associated together
for the better attainment of mutually common objectives and,
what is quite another thing, the conceptualization of these associa-
tions as something distinct and apart from the particular individu-
als comprising them. One cannot deduce from the mere existence
of associative activities in a particular society that the concept of
the corporation is necessarily recognized and understood. Histori-
cally viewed, the cOrporate concept has only very gradually
worked its way into men’s modes of thinking..We have become
so accustomed to the idea of “corporations” owning this and that,
to their being in some sense legal persons with rights and duties,
to their having perpetual existence, and to their drafting regula-
tions for the flesh and blood persons of whom they are composed,
that we are apt to forget that thoughtful and learned men of some
earlier periods would have found such notions quite strange. The

corporate concept has not always been a familiar component of
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the apparatus of human thought. Yet to describe the origin and
development of the corporate idea would require a book in itself
and nothing of the kind will be attempted in the present volume.!
Our immediate task in the present chapter is to indicate briefly
what the corporate concept means? and implies in modern con-
texts, to describe how corporate bodies are brought into existence,
and to consider certain other closely related problems.

I. THE NATURE OF THE CORPORATION

1. The sovereignty theory of the corporation: its association with
the idea of a corporation as an “artificial” legal personality; the con-
cessional aspects of the theory. 2. The criticisms of the foregoing view:
empbhasis on the reality of corporate personality; the idea of the cor-
poration as a contract. 3. The partial sterility of the controversy: the
purpose of law to subserve buman personalities and relationships. No-
tion of corporate personality a convenient short-hand expression. Cer-
tain attributes of associations called corporations.

1. The sovereignty theory of the corporation: its association
with the idea of a corporation as an “artificial” legal personality;
the concessional aspects of the theory. At least in terms of mere
numbers of adherents the most accepted view of the corporation
in the United States is that corporate personality and privileges
are to be had only through a grant of power from a sovereign
authority. And under the constitutional arrangements prevailing
in the United States, sovereign authority, of course, rests with the
individual states, as Ohio, New York, California, etc. Probably
the most hallowed and widely quoted expression of this sover-
eignty doctrine in American legal history is Chief Justice Mar-
shall’s opinion in the Dartmouth College case in 1819.* The Chief

1 A brief word or two on a particular phase of the subject will be found in a
note appended to this chapter. A short and very useful, but unfortunately un-
documented, discussion of the matter is Abbott, C. C., The Rise of the Business
Corporation, Ann Arbor, Mich. (Edwards Bros.), 1936.

2A good and easily accessible discussion of this problem will be found in
Stevens, Robert S., Handbook on the Law of Private Corporations, St. Paul,
Misn. (West), 1936, Chs. I, TI. o o )

83“A corporation is an artificial being, invisible, intangible, and existing onl[\" in
contemplation of law. Being the mere creature of law, it possesses only those
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Justice in this opinion, however, was reiterating an idea that was
given forceful expression by Sir Edward Coke (1553-1633) in his
Commentaries on Littleton published in 1598. The essence of this
view of the nature of the corporation is that corporations come
into existence only upon a grant of power from the sovereign
authority, the State. Yet closely associated with the notion of a
concession from the sovereign state is the further idea that the
State thereby creates an “artificial,” a “fictitious” person separate
and distinct at law from the “natural” persons whose interests it
"embraces. The aggregate of the foregoing ideas, usually more
elaborately and elegantly expressed, has come to be known as the
“sovereignty”” theory or the “fiction-concession” theory of the
corporation. In its fictional aspects this theory of the corporation
is wont to emphasize that for legal purposes the corporation is to
be treated 4s if it were a person: a corporation owns property in
the name that the sovereign has conferred upon it; it has the right
to prosecute and defend by legal action in its own name; it is a
person, in this legal sense, apart and distinct from the shareholders;
the debts or assets of the corporation are not the debts or assets
of the shareholders; at law, the corporation may contract with a
shareholder just as if the two were in no way connected; so also,
being a legal person created by a sovereign authority, a corpora-
tion may survive the death of all its shareholders and may only be
brought to an end in the manner provided by the statute to which
it owes its existence. Hence it is that a corporation is said to be a
“fictitious” person, but a person at law none the less, a person
capable of holding rights and bearing duties. Yet to say that a
properties which the chgracter of its creation confers upon it, either expressly or
as incidental to its very existence. These are such as are supposed best calculated
to effect the object for which it was created. Among the more important are
immortality, and, if the expression may be allowed, individuality; properties by
which a perpetual succession of many persons are considered as the same, and
may act as a single individual. They enable a corporation to manage its own
affairs, and to hold property without the perplexing intricacies, the hazardous
and endless necessity, of perpetual conveyances for the purpose of transmitting
it from hand to hand. It is chiefly for the purpose of clothing bodies of men, in
succession, with these qualities and capacities that corporations were invented,
and are in use. By these means a perpetual succession of individuals are capable

of acting for the promotion of the particular object, like one immortal being.”
Trustees of Dartmouth College v. Woodward, 4 Wheaton 518 (U.S.), 1819.
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corporation is a legal person, an “artificial” person, need not
imply that it is capable of all those legal relationships open to “nat-
ural” persons; while a corporation may not marry or make a will,
it is yet true that for a vast number of legal situations it makes no
difference whether the relationship involves two corporations, a
corporation and a man, or merely two men: the legal principle
is the same. For all relationships of this latter sort, of which there
are a great many, the corporation is a fictitious legal person, or as
F. W. Maitland has expressed it, “a right- and duty-bearing unit.” *

If we turn now from the “fictional” aspects of the fiction-
concession theory to the concession part of the doctrine we see
that they are closely integrated. For, if a corporation is to be
regarded as a “fictional” or an “artificial” person for legal pur-
poses, it seems reasonable to insist that such personality could
only be secured expressly from, or at least with the permission of,
the sovereign. But the concession idea goes farther. In its more
extreme formulations the sovereignty doctrine insists that the cor-
poration is only called into being when the State grants it a char-
ter; in other writers, however, the emphasis is on the charter grant
as the act necessary to create legal personality. From the point of
view of legal neatness and simplicity in application it must be
admitted that the sovereignty concession view of the corporation
has much to commend it.* And it may very well be true that its
usefylness under present-day conditions is in no way impaired by
the fact that historical research into the antecedents of the cor-
poration lends it little support. Be that as it may, there is no ques-
tion that the theory is rather widely held in the United States even
though various writers are forever pointing out one or another of
its weaknesses and deficiencies. An important practical manifesta-
tion of the sovereignty doctrine in the United States is the states’
reservations of power to alter, amend or repeal corporate charters.
While the extent to which such power extends is not entirely

4See his lecture “Moral Personality and Legal Personality” in Maitland,
Selected Essays (ed. by H. D. Hazeltine, G. Lapsley, and P. H. Winfield), Cam-
bridge, Eng. (Cambridge University), 1936.

5 An excellent discussion and criticism of the fiction-concession theory of cor-
poration will be found in Hallis, Frederick, Corporate Personality, Oxford (Ox-
ford Press), 1930, Part L Ch. L.
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clear, it would appear that the State’s (sovereign’s) power to alter
or amend the charter relates particularly to the special privileges
granted to the corporate entity as such, rather than to the con-
tractual relations between the shareholders and the corporation,
or the corporation and outside parties.® Yet this common statutory
provision is evidence that people still continue to think of the
corporation as a legal personality that exists by reason of a special
grant of privilege, a concession, from the sovereign; and what the
sovereign has granted it may also abrogate or take away.

2. The criticisms of the foregoing view: empbasis on the reality
of corporate personality; the idea of the corporation as a contract.
Different writers have at various times attacked the fiction-conces-
sion theory of the corporation. And, as might be expected, the
attack has focused now on the “fiction” doctrine and now on the
“concession” assumption of the theory.

Those who argue against the idea that corporations are fictitious
or artificial persons are likely to insist that corporations possess
personalities no less real than those habitually attributed to flesh
and blood persons. At law, so it is argued, personality is not some-
thing with which nature endows man but is merely a convenient
way of referring to the bundle of rights and duties which locate
him in the social scheme.’ Especially among German scholars,

¢ See Ballantine, H. W.,, Private Corporations, Chicago (Callaghan), 1927, pp.
808-817, 823-832, The corporation need not continue in business under the state-
imposed amendments unless it accepts them.

T A recent writer has neatly expressed the view referred to in the following
language. “A ‘person’ or a ‘personality,’ it is declared, is not a human being nor
anything given in nature, but a group of rights and capacities, or at any rate a
group of legal relations, and this group owes its existence entirely to the recog-
nition of it by the leggl and institutional organization of the community. The
‘personality’ of an ordinary man would, in this view, be exhaustively described
in the list of rights and capacities which come into practical being only, we may
remember, when the individual performs certain specified acts in a certain speci-
fied way. In the same way, a different group of rights and capacities exists when
one or more of a number of specified individuals act in a determined way, and
to this grouping or complex of relations, the name of ‘corporate personality’ is
attached. One kind of personality is exactly of the same sort as the other. Neither
is in the least ‘natural’ and both are decidedly ‘artificial’ in the sense that they
are the result of a humanly planned scheme and both ‘fictitious’ in the sense that
the unit is imaginary, fanciful, the product of make-believe.” Radin, Max, “The

Endless Problem of Corporate Personality,” Columbia Law Review, Vol. 32
(1932), pp. 643-667, at p. 645. Professor Radin does not himself subscribe to this

view.
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notably Gierke,® this insistence upon the reality of corporate per-
sonality proceeds to very considerable lengthsIt is contended that
corporations are not merely legally competent persons created by
the State; that, on the contrary, they are persons every bit as “real”
as natural persons and likewise capable of willing and acting on
their own behalf. Indeed, it is argued, the very act of association
together creates a unity, a living organism, possessing a common
will which the law must recognize in the very nature of the case.
The reality of “group persons” in the social order is strongly
emphasized in contrast to the alternative view of corporations as
“fictitious” persons.® Although the State does not concede cor-
porateness or jural personality, according to Gierke’s conception
of the corporation, the State has, none the less, the important func-
tion of restricting and limiting its spheres of action. The corporate
body must be confined in its actions by the State to those common
interests and purposes which gave rise to the common will and
hence to the association, the corporation. Thus, even according
to Gierke’s view, the State exercises a restraining influence over
corporate activities even though the State in no sense can be said
to bring the corporation into existence by concession. The State’s
function is to prevent corporate bodies from passing beyond their
proper sphere of influence by confining their activities to the
common purposes for which they spring into existence.

A less philosophical expression of certain ideas akin to, if not
the same as, those of Gierke regarding the relation between the
State and the corporation has come to be known as the “contract”
theory. According to this theory the simplest view of the cor-
poration is to regard it as a contractual arrangement between cer’
tain persons for the pursuit of common ends. The ends to be
sought and the intentions of the parties are set forth by the terms
of the contract. As a matter of public convenience the State may
insist that such contracts be filed and open to inspection at a desig-
nated place; moreover, the State in its wisdom may deny that cer-

8 Otto von Gierke was a German scholar whose principal work, Das Deutsche
Genossenschaftsrecht, 4 volumes, Berlin, 1868, 1873, 1881, 1913, has been partially
translated into English and edited with an introduction by F. W. Maitland as
Political Theories of the Middle Ages, Cambridge, Eng. (Cambridge University),

1900,
% See Hallis, op. cit., Part III, Ch. I, but especially pp. 146-149.
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tain contracts are in harmony with public policy and refuse to
recognize them—as for instance, when the State refuses to permit
the invocation of the law to collect a gambling debt—but accord-
ing to the contract theory, the State does not “create” the cor-
poration in any sense, it merely recognizes it, or alternatively, re-
fuses to recognize it. If one considers the ease and simplicity with
which business corporations are brought into existence in the
United States at present one must admit that the contract theory
comes reasonably close to describing the prevailing practice.

3. The partial sterility of the comtroversy: the purpose of law
to subserve buman personalities and relationships. Notion of cor-
porate personality a convenient short-hand expression. Certain at-
tributes of associations called corporations. Such controversy over
the most suitable conceptualization of the corporation bids fair to
become perennial and it is doubtful if we serve any useful purpose
here in carrying it further. Let us therefore point out one or two
rather obvious considerations in conclusion and let the matter rest.

It is scarcely open to argument that the purpose of the law and
legal institutions is to permit human beings the better to live to-
gether in organized communities. Legal relationships have no
meaning for Robinson Crusoe before the advent of Friday. The
‘consequence is that regardless of whatever concepts and construc-
tions the law may find it convenient to employ, it must never lose
sight of the fact that its ultimate concern is with flesh and blood
human beings and their relationships with one another in society.*
If this be granted, one may perhaps urge the view that corpora-
tions are merely one form that group activity of human beings in
society may assume; not the only form of group activity to be
sure, but a miost important one. And if the corporation has any
reason for existing as a mode of group activity it must be because

10 Observe the following: “The only conduct of which the state can take
notice by its laws sust spring from natural persons—it cannot be derived from
any abstraction called the ‘corporate entity.” To be sure, the conduct of those
individuals will be different when they are co-operating in their collective or
corporate projects than when they are acting independently of one another—in
a word, the ‘psychical realities’ will be different; but ultimately the responsibility
for all conduct and likewise the enjoyment of all benefits must be traced to those

who are capable of it, that is, to real or natural persons.” (notes omitted) Hoh-
feld, W. EK, Fundamental Legal Conceptions, New Haven (Yale Press), 1923,

Pp- 198-199.
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it serves ends and purposes that natural persons in society are ca-
pable of holding. So also, the corporation is an acceptable form
of group activity only to the degree that its use does not override
or prevent the attainment of other ends which organized society
regards as superior. The lower good must subserve the higher in
any scale of values should conflicts develop. Consequently, occa-
sions may arise when it is wholly reasonable to “tear aside the
corporate veil” or “disregard the corporate fiction” in order that
justice may be served or equity achieved. In view of the foregoing
may we not argue that, in the first place, to call a corporation a
“person” is only a convenient way of designating certain natural
persons organized in a particular way and that we might, if we
wished, express the same ideas in terms of the natural persons
involved instead of in terms of the “corporation”? It would cer-
tainly be more cumbersome to do so, but it could be done. As a
recent writer has said, “The need for such short-hand expressions
is not only a primary requirement of all discourse; it is quite in-
dispensable in law as in almost all social activities. It is simply
impossible to say ‘A. B. C....... N stockholders, acting through
R.S.T., their duly authorized agents,’ have concluded a certain
contract when it is possible to say that the Acme Co. has con-
cluded it.” ** Such a convenient form of expression becomes the
more useful in discourse as the number of natural persons com-
posing the group increases. Hence, with the modern business cor-
poration, the need for a “short-hand” expression is almost impera-
tive. So many persons stand together in the corporation that the
roundabout, yet alternative, mode of expression would hopelessly
bog down even the simplest statement about them. Consequently
we sensibly elect to refer to the complicated interrelations between
real persons as an “it,” the corporation, and endow “it” with legal
personality. And for a whole host of problems that may arise and
demand solution it is completely satisfactory to refer to the cor-
poration as the possessor of legal rights and duties and to speak in
terms that, taken literally, imply that the corporation is something
entirely separate and distinct from its shareholders. Yet the entity

11 Radin, op. cit., p. 652. The indebtedness of the present section to this article

is gratefully acknowledged. See also Latty, Elvin R., Subsidiaries and Affiliated
Corporations, Chicago (Foundation Press), 1936, Ch. IL
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concept, the legal personality concept, is not capable of dealing
with and resolving all questions of whatever kind; while doubtless
useful and relevant for many purposes, none the less, fact situations
may arise in which the entity concept is quite beside the point at
issue. In cases of this sort our ordinarily convenient mode of ref-
erence must be dropped. To sum up: the law is ultimately con-
cerned with natural persons; a corporation is an association of nat-
ural persons possessing powers and privileges accorded them at law
as members of the corporation; for many legal purposes the cor-
poration may be treated just as if it were a natural person, and we
may call it an entity if we will; but for other legal purposes the
entity concept is neither useful nor relevant because it does not
bring out the points at issue between the natural persons for whom,
in the final analysis, the law exists.'?

When, therefore, we refer to the corporation as a person we
merely designate certain characteristics of the association i a brief
word. From the point of view of commerce and finance we specify
that the members of the corporation are limited in their personal
liability. All and sundry are served notice that they are to look to a
specific fund of assets for the payment of their claims and not to
the whole wealth of the associates. At least this is the general rule.
Furthermore, by calling certain groups corporations, “persons” if
we will, we indicate that the means of legal action against them
is against them as groups and not their components as persons. So,
for instance, one sues the corporation, the legal person; the cor-
poration buys and the corporation sells; the corporation gives a
mortgage; and the corporation is liable for torts. Yet another im-
portant connotation of calling the corporation a person is to em-
phasize that it is a "financial and accounting unit: that is to say,
it is a unit for the purpose of computing cost and measuring in-
come. Indeed, in terms of the social consequences, the significance

12 Note the following from Professor Radin’s article (op. cit., p. 665): “There
is always a danger of indirection and confusion when, for any purpose and even
for a moment, lawyers or publicists lose sight of the fact that their fundamental
units are human beings, nearly all human beings, but nothing but human beings.
These are persons in the proper sense of the term. Law exists for them to express
their relations and subserve their needs. One of these needs is to speak of collec-

tivities as though they too were persons. But an equal need is not to forget that
they are not.”
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of the corporation as a unit for computing costs and income doubt-
less exceeds the limited liability feature. These are perhaps the
most important matters implied by easy reference to some groups
as corporations, although voluntary membership and transferabil-
ity of interest are significant if we have in mind chiefly business
corporations. Whether the State is itself a corporation is a question
we fortunately need not examine.

Yet if only some associations of individuals are to be known as
corporations, and if corporateness is to imply certain character-
istics and privileges, it is only reasonable that “corporate person-
ality” should be obtainable through complying with certain stipu-
lations. To these requirements we now turn.

II. GENERAL INCORPORATION LAWS AND
THE PROCESS OF INCORPORATION

1. Corporations now brought into existence under gemeral incor-
poration laws: the contents of the certificate of incorporation; the cor-
porate charter. 2. The professionalization of the incorporation process.

1. Corporations now brought into existence under gemeral in-
corporation laws: the contents of the certificate of incorporation;
the corporate charter. Business corporations in the United States
are at present brought into existence under the terms laid down by
statute in the individual states. It is apparently well established
that incorporation is a power that inheres in legislatures, although
some few states have imposed constitutional limitations on the
legislative power to enact general laws on the subject. General
incorporation laws, of course, are simply statutes that specify just
how natural persons may bring a corporation into existence and
they take the place of the earlier method of incorporation by spe-
cial legislative act.** Whereas the former incorporations by indi-

18 General incorporation laws for religious, charitable and educational pur-
poses were passed by the individual states long before state legislatures enacted
general laws for business corporations. See Davis, Joseph S., Essays in the Earlier
History of American Corporations, 2 volumes, Cambridge, Mass. (Harvard), 1917,

Vol. I, pp. 16-17. Davis cites as a first instance of freedom of incorporation a
Massachusetts provision of 1799 permitting persons “by writing, associate and
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vidual legislative act were often shrouded in mystery and ushered
in by intrigue, incorporation under general statutes has been made
simple and open to all without favor or privilege.** Under the gen-
eral laws of the present day any group of individuals may bring
about the creation of a corporation by following the procedure
established by statute,'® such as executing the necessary papers in
the proper form and paying the necessary fee.

In general, and apart from special corporations such as banks,
insurance companies, monied corporations, etc., the procedure of
incorporation follows approximately the following pattern in most
states. On proper forms there is prepared a certificate of incor-
poration (memorandum, articles of association) which contains,
in part, the following statements and information: A mame by
which the corporation will be known. Since at law the co?poration
is to be known as an entity distinct from its stockholders it must
have a name in which it may own property, defend or prosecute
legal actions and do various things. The corporate name, moreover,
must not be identical with, or presumably even directly suggestive

become Proprietors of any Aqueduct, or of any funds raised for making and
constructing the same. . . .” Ibid., p. 17. It has been stated that the first really
modern gencral incorporation law for business purposes was that of Connecticut
in 1837. See Berle, A. A., and Means, G. C., The Modern Corporation and Private
Property, New York (Macmillan), 1932, p. 136. Other states subsequently fol-
lowed until now all states and the District of Columbia have enacted general
incorporation laws.

14 The development of business corporations, as distinct from the development
of the idea of corporateness which is briefly decalt with in a note appended to the
resent chapter, has been a subject of research investigation by several scholars
in recent years. Among others the following may be mentioned as particularly
useful to readers who wish to pursue the subject. Du Bois, A. B., The English
Business Company After the Bubble Act, 1720-1800, New York (Commonwealth),
1938; Hunt, Bishop C., The Development of the Business Corporation in England,
1800-1867, Cambridge, Mass. (Harvard), 1936; Evans, G. H,, Jr,, British Corpora-
tion Finance, 1775-1850: a study of preference shares, Baltimore (Johns Hopkins),
1936; Todd, Geoffrey, “Some Aspects of Joint Stock Companies, 1844-1900,”
Economic History Review, Vol. IV (1932), pp. 46-71; Davis, Joseph F., Essays in
the Earlier History of American Corporations, 2 volumes, Cambridge, Mass.
(Harvard), 1917; Blandi, Joseph G., Maryland Business Corporation, 1783-1852,
Baltimore (Johns Hopkins), 1934.

18 The statutes usuaﬁy require at least three “corporators” although unless there
be an express or implied statement in the statute to this effect there is nothing to

fevent a state from creating a corporation where only one person is involved.
gee Ballantine, op. cit.,, p. 58. Infants and corporations as legal persons may not
become incorporators as a matter of public policy. A common requirement is
that at least one corporator be a resident of the state. See Stevens, Robert S.,
op. cit., pp. 108-113.
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of, another corporation already chartered by and doing business
in the same state. Some states require that the name include the
word “corporation,” “incorporated,” or abbreviations thereof to
warn the public that the association is a corporation. Just how
closely the name chosen may approximate that of another corpora-
tion and not constitute an infringement is impossible to state in
general terms.’® The state, however, with the consent of the cor-
poration, may change the latter’s name or authorize it to do so by
appropriate amendment. Besides a name, a corporation must also
indicate in the certificate the location of its principal office, in
order that persons seeking legal redress against it may know where
to serve legal papers. Not infrequently nowadays the so-called
principal office is not the place where the corporation will carry
on any substantial fraction of its business, but merely an office
maintained by the corporation to comply with the letter of the
law. Until recently the statement of the purposes and objects of
the corporation, the nature of its business, was among the most
important parts of the certificate. Such a statement was regarded
as important for two reasons. Firstly, since the corporation is a
creature of the state (sovereign) authority it is important that the
precise purposes for which special privileges have been granted
should be clearly indicated. Secondly, from the point of view of
the shareholders who venture their capital it is important that they
know the kinds of business in which the enterprise may engage in
order that they may be able to calculate the kinds of risks to
which their capitals will be exposed. A person who was perfectly
willing to commit his capital to the business of manufacturing gas
from coal might well object to having his funds devoted to the
search for natural gas pools of uncertain existence. The two un-
dertakings are subject to quite different risks. In recent years,
however, there has been a pronounced tendency for incorporators

16In some states the statutes expressly provide for the protection of the cor-
porate name, but in any case the right to such protection exists at common law.
A suit is proper by the corporation affected, either to prevent incorporation, or,
if this has already occurred, to prevent the use of the infringing corporate name
as granted by the state. The essential idea is to prevent one corporation from
gaining advantage from the reputation and good-will created by another through
deceiving the public by the similarity of names. In order to be protected in its

name a corporation must use it, which seems to be reasonable. See Stevens, Rob-
ert S, op. cit., pp. 114-120.
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to seek and obtain the power to engage in many and varied lines
of activity. The statement of the purposes, objectives, and powers
of the corporation as commonly drafted nowadays is likely to be
unrestrictive. This fact, coupled with the common provision per-
mitting corporations to own shares of other corporations, has con-
siderably lessened the danger of lawsuits alleging wltra vires acts.*
It should be emphasized, moreover, that corporations have certain
implied powers and others that are incidental to its main powers.
For instance, to take and hold real property would be a power
incident to other corporate powers unless expressly denied. It is
worth noting also that where no public welfare question is at stake,
corporate acts are presumed to be within corporate authority.
Other matters included in the certificate of incorporation are
the amount of the authorized capital stock, the number of shares,
the amount subscribed and by whom, including, of course, any
classification of shares on the basis of preferences, priorities, etc.
As a general rule the original incorporators must each subscribe
to at least one share of stock and upon incorporation they auto-
matically become stockholders. If there is the intention to limit
the amount of indebtedness that the corporation may incur, this
will also be stated in the certificate of incorporation.’* Finally,
there will be a statement giving the number of directors, the names
and addresses of the incorporators, its proposed life-span (limited
or perpetual) and any other special stipulations not contrary to
the statute under which the corporation is being organized.*®
According to the procedure in vogue in most states the above
information properly prepared and assembled in triplicate and
signed and sworn to by the incorporators is presented to the Secre-
17 An act is said to be wltra vires when according to its charter the corporation
is not permitted to carry on such an activity. The doctrine, however, has been
used not only for the protection of stockholders, but also as an attempted means
by which a corporation might escape performance of onerous contracts, etc. See
Ballantine, op. cit., Chapter VII, and Stevens, Robert S., op. ¢it.,, Chs. VII, VIIL
18In some few states the statute itself may limit the total corporate indebted-
ness even though nothing is said about it in the certificate of incorporation. For
example, in Arizona the amount of the indebtedness may not be greater than
twa-thirds of the amount of the capital stock even though there be no self-
imposed limitation. :
19In some states, e.g., Delaware, it is possible to include here a denial of the

shareholders’ pre-emptive right to subscribe to additional issues of stock of the
corporation o]f) any or all classes. See next chapter.
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tary of State in the proposed state of incorporation. This official
is usually charged with the duty of ascertaining that the provisions
of the general incorporation statute have been properly satisfied;
that is, he has no discretion in the matter and upon compliance
with the statute must issue a charter to the corporation.® If all
provisions of the statutory law have been properly met, one copy
of the certificate of incorporation is filed at the Secretary of State’s
office, where it is open to inspection by any interested party.** The
organizers of the corporation, upon payment of the proper fees
and proof that they have subscribed to the required number of
shares or that the necessary minimum amount of capital, if any,
has been paid in, then receive from the Secretary of State their
“charter,” which is no more than one copy of the certificate of
incorporation (duly signed and approved), taken together with
the general incorporation laws of the state. This last, that the
general incorporation law of the state is part of the charter, is
important ** because it gives the corporation certain of its powers
and is the basis upon which the state imposes general rules on the
corporation and its activities, e.g., the powers and liabilities of
directors, the rules governing dividends, the procedare for dis-

20In a few jurisdictions, however, the Secretary of State is required to make
sure that the objects of the corporation are not contrary to public policy. See
Ballantine, op. cit., p. 6o.

21 There is apparently a distinction between what Stevens has called “manda-
tory” and “directory” provisions of the general incorporation law. The idea is
that certain portions of the statute are of greater importance than others because
they are designed for the protection of the public; these are mandatory in the
sense that if they are not complied with the corporateness of the association may
be attacked either directly by the state or collaterally in private litigation and
the courts will deny that'a corporation has been formed. The directory provi-
sions are those which are of little or no significance from the public point of
view, and here if there has been an honest attempt at compliance the courts will
hold that there has been “substantial” compliance and that therefore a corpora-
tion exists. See Stevens, Robert S., op. cit., pp. 100-105 and the cases there dis-
cussed.

22 The following from the New Jersey statute is more or less typical: “This
act may be amended or repealed, at the pleasure of the legislature, and eve
corporation created under this act shall be bound by such amendment; but suc
amendment or repeal shall not take away or impair any remedy against any such
corporation or its officers for any liability which shall have been previously in-
curred; this act and all amendments thereof shall be a part of the charter of
every corporation heretofore or hereafter formed. hereunder; except so.far as the
same are inapplicable and inappropriate to the objects of such corporation.” New
Jersey General Incorporation Act as amended at the end of the legislative session

of 1931, sec. 5 (L. 1896, Ch. 185, sec. 5).
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solution, etc. The third copy of the certificate of incorporation
is filed in the county clerk’s office of the county where the cor-
poration has elected to maintain its principal office. When the
requirements just described have been satisfied, the corporation has
in most instances commenced its legal existence.?®

2. The professionalization of the incorporation process. In ear-
lier times all the above was usually performed by the parties
directly interested in having the corporation brought into exist-
ence. And for small corporations, or corporations where there is
no intention to offer securities for public sale, this method of
direct participation in the incorporation process is often followed.
On the other hand it is becoming increasingly common for cor-
porations to be formed by specialists who engage largely or wholly
in this kind of work. There are several organizations with coun-
try-wide connections which, for a fee, will procure a corporate
charter in any state desired. The really interested parties need only
to indicate in general terms the kind of corporate powers wanted,
the amount and types of stock to be issued, the name, etc., and
all the bothersome detail involved in the preparation of the certifi-
cate of incorporation, the original subscriptions, the holding of the
first corporate meeting, the preparation of the minute book, and
other details will be handled with marvelous efficiency and dis-
patch by unimportant clerks. Indeed, one concern engaged in this
work boasts that it will procure any ordinary charter in less than
twenty-four hours.”* And now that the process of incorporation

28 As might be expected, the exact time at which a corporation comes into
legal existence is important for some purposes since until then it cannot act as a
corporation. Ballantine states (op. cit., pp- 61-62) that a corporation ordinarily
comes into legal existence as soon as it has “accepted” its charter, which implies
that it has complied with all the provisions of the general act. The California
law provides that, “The corporate existence shall begin upon the filing of the
articles and shall continue perpetually, unless otherwise expressly provided by law.”
California Civil Code (Hillyer’s Cons. Supp. 1932), sec. 292. Yet notwithstanding
a somewhat similar statutory provision in Ohio it has been there held that until
capital has been paid in, directors elected, and by-laws adopted the incorporators
are personally liable in a tort action. Beck v. Stinmmel, 39 Ohio App. 510, 177 N.E.
920 as cited by Stevens, Robert S., op. cit., E 10§.

24 It is consequently not surprising that the number of new incorporations now
far surpasses anything thought possible only a few decades ago. There seem to
be no figures of the annual outf:ut of new corporations in the United States as a

whole, but New York, whose laws are not the loosest among the several states,
created no less than 290,494 corporations between 1920 and 1932. Cited in Senate
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has been so simplified and standardized there is probably no harm
in allowing persons to do through others what they could clearly
do themselves.

There is another aspect of this tendency for incorporation
papers to be prepared by persons skilled in the task that is espe-
cially important in the case of large enterprises which expect to
raise their capital by means of a public sale of securities. Holding
companies, investment trusts, and family concerns whose owner-
ship is to be transferred to the general investing public, fall par-
ticularly within this group. In recent years investment bankers and
their associates have been the ones to visualize the profit possibili-
ties of such enterprises and to take the first active steps towards
bringing them into existence.*” This means that the provisions of
the corporate charter are drafted by the investment banker with
the assistance of his skilled attorneys. The persons who will be
chiefly bound and limited by the document, however, are the
shareholders and possibly bondholders who will ultimately pro-
vide the free capital for the enterprise. But at the time of drafting
the contract which limits and defines their rights, their interests
are neither represented, nor adequately considered, except insofar
as the investment banker is aware that the security contracts must
be salable, i.c., carry some appeal to those who are expected to buy
them. The net consequences of this arrangement are not always
entirely happy. The document as drawn by the banker and his
attorneys will probably give the maximum in freedom and pro-
tection to the management and directors while shareholders’ in-
terests will be given secondary consideration at best. This is not
surprising in cases where the investment banker intends to main-
tain “control” over the enterprise even after the financing has
been completed. In particular, the powers and protections afforded
management are likely to be strengthened by clauses in the charter
allowing the directors to sell additional shares to whom and on
Doc. 92, yoth Congress, 1st Sess., Utility Corporations, Part 73-A, p. 83, note.
Ripley, W. Z., Main Street and Wall Street, Boston (Little, Brown), 1927, pp. 16-
18, cites figures for some few states that indicate that for these states the number
of new incorporations per annum increased more than fivefold between 1900 and
1925. These states were among the more liberal in their laws, however.

26 The present writer has dealt with this topic in part in an article, “The Origin

and Development of the Public Utility Holding Company,” Journal of Political
Economy, Vol. 44 (1936), pp. 31-53.
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whatever terms they desire, ie., the pre-emptive right of share-
holders is specifically denied; the voting rights of shares publicly
owned are severely limited or denied entirely; and because of the
very loose statutory provisions governing charter amendments
even their few rights and priorities may be changed to their harm
with comparative ease.”® Not infrequently it is only after he has
committed his capital, if ever, that the shareholder discovers the
true nature of the security contract for which he has parted with
his funds. But his rights, with few exceptions, will be those speci-
fied by the document which has been drawn by skilled legal talent
at the behest of an investment banker.

III. FOREIGN INCORPORATION AND
CORPORATIONS

1. Why persons seeking a corporate charter often select a state
other than that where they propose to carry on most of the corpora-
tion’s business. 2. Differences in powers and immunities: issuance of
shares, rules governing dividends, shares issued for property, rules ap-
plicable to directors. 3. Differences in incorporation costs and annual
fees. 4. Position of foreign corporations: sovereignty of individual
states; federal constitutional limitations; comity; disability of a foreign
corporation which bas not complied.

1. Why persons seeking a corporate charter often select a state
other than that where they propose to carry on most of the cor-
poration’s business. It might be supposed that a group of corpo-
rators would more or less naturally seek a corporate charter from
the state in which they expected the corporation subsequently to
carry on the major portion of its business. And for small corpora-
tions and those not contemplating engagements in interstate com-
merce it is doubtless typical for them to be incorporated at home.
But in the case of larger enterprises and those expecting to do
business on a nation-wide basis there are often cogent reasons why

20 The amendment of the corporate charter is governed by the provisions of
the statutory general incorporation law, but it is not necessary to select a state

where the provisions are onerous. Something further is said about charter amend-
ments in the next chapter, sec. I.



FOREIGN INCORPORATION 53

one state is preferable to others as a place of incorporation. Since
in the United States each individual state is a sovereign authority
and therefore has the power to engender corporations it is not
surprising that the applicable laws are not identical nor equally
attractive to prospective incorporators in all jurisdictions. From
this point of view the relevant differences between the individual
states are mainly of two types: (a) differences in the powers,
privileges, immunities, etc., available under the respective general
incorporation laws, and (b) differences in the costs of incorpora-
tion and in the amount and kind of taxes imposed upon corpora-
tions by the various states. Let us look into this.

2. Differences in powers and immunities: issuance of shares,
rules governing dividends, shares issued for property, rules appli-
cable to directors. The individual states have not followed identi-
cal policies in providing for the organization, conduct, and dissolu-
tion of business corporations. In most states the constitution merely
states that the legislature shall provide by general laws, and not
otherwise, for the organization of corporations.”” Some few states
(e.g., Louisiana and Virginia), on the other hand, have apparently
thought such matters of constitutional import and their constitu-
tions provide for the creation of corporations in rather detailed
fashion. Constitutional stipulations are notably more difficult and
cumbersome to amend than general laws and for that reason per-
haps less satisfactory than general laws. This difficulty of amend-
ment may in part explain why some states have lagged behind in
what has been called the “race of laxity” towards more liberal
provisions governing corporations.*®

27 For example, Maine: “Corporations shall be formed under general laws, and
shall not be created by special acts of the legislature, except for municipal pur-
poses, and in cases where the objects of corporation cannot otherwise be ob-
tained; and, however formed, they shall forever be subject to the general laws
of the State.” Constitution, Art. IV, pt. 3, sec. 14. Similar provisions are to be
found in many states.

A compact but useful digest of the state corporation laws and the more perti-
nent decisions thereunder is to be found in Sen. Doc. 92, 70th Congress, 1st Sess.,
Utility Corporations, Part 69-A, pp. 149-368. This compilation covers the modifi-
cations in the law up to July 1, 1934, and considerable use has been made of it
in the present section. See also, Hills, George S., “Model Corporation Act,” Har-
vard Law Review, Vol. 48 (1935), pp. 1334-1380, which describes critically im-
portant differences between the states.

28 Some states are apparently very keen to liberalize their laws as a means of
increasing their revenues. The Secretary of State’s report for Delaware, for in-
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A most important difference between the states of interest to
incorporators is the statutory provisions governing the issuance of
securities, especially shares of stock. In the case of shares of stock
having a par value most states insist that the capital of the corpora-
tion shall be not less than the total par value of shares issued having
a par value, and usually also that such par value shares may not

stance, reads very much like a report to stockholders by a competitive enterprise
and opens with these words: “Delaware continues to be favored over other States
by new enterprises seeking corporate charters; about one-third of all the corpora-
tions listed in Moody’s Manual are domiciled here.” A few sentences later the
Secretary reports, “Certified copy fees of 1936, $79,767.65, were the highest of any
year since 1930 when the revenue from this source was $88,784.45.” State of Dela-
ware, Report of the Department of State for the Year 1936, p. 4. It is interesting
to note that the number of charters granted by Delaware from 1899, when the
General Incorporation Law was enacted, to the end of 1936 was 43,187, of which
25,580 were in existence on December 31, 1936. 1bid.

The revenues derived are not negligible by any means. In 1935 Delaware col-
lected fees in the corporation department of the Secretary of State’s office of
$233,885. 1bid. For the state of New York the similar revenues for 1935 were
$1,633,164, State of New York, Annual Report of the Secretary of State, Legisla-
tive Doc. (1936), No. 44, p. 6.

The following figures show the growth in the number of new charters granted
in a few states as reported by the respective Secretaries of State. The falling off
since 1929 is very marked. Notice also that Dclaware granted fewer charters an-
nually in the years 1932-1938 than in any of the years 1918-1929. This is probably
to be accounted for by the decline in the relative degree of superiority (from the
point of view of incorporators, of course) of the Delaware statute over others in
the later years.

Delaware New York New Jersey
Av. 1909-1914 (incl).............. 1,442 8,627 1,754
Av. 1915-1919 (incl).............. 2,992 11,333 1,657
120 teeneenrennnertiaiinaaasannnns 5,747 15,103 2,588
17 N 4,568 16,097 2,849
TO22 toveennneennnnnecnnnnnnennnnns 5,095 18,160 3,500
1923 cvevvnrvnnnannnrnnnnnnnnnnnnns 5,072 19,531 3,718
JO24 wevernirinininiiiiiiriieiieinees 4379 10,549 4,257
1925 sueennnn R R ETRPRRPPPP 5,053 24,703 5,646
0 4,778 25,388 6,109
T 3 5,424 25,670 6,108
o - 6,250 26,817 6,558
19029 ...... et e 7-537 25,755 6,587
| 5,611 23,867 5,289
I93L titeiiiiiim it 4,237 24,828 5,457
T 3,564 24,901 5,627
1033 teettttiiiiitiiiiiiaeeieianans 3,004 22,650 5,065
0 . 2,476 18,537 4,191
0 . 2,398 18,625 4243
o T J cees 2,508 18,805 4,499
1037 tevenrrnrnnenns Ceereiaaes ceees 2,206 17,455 5:457

1038 tiviiiiiiiii i Ceeees 1,659 15,649
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be issued as fully paid for a consideration less than their par value.”
Shares of stock without par value have been growing in impor-
tance and popularity and incorporators are likely to have greater
interest in the statutory provisions relating to them. Here the dif-
ferences between the states are significant. According to Hills,*
whose investigations are apparently exhaustive, the states fall into
three classes in their treatment of stated capital in connection with
the issuance of no par value shares. At the one extreme are those
states that insist that the full amount received from the sale of no
par value shares must be credited to the stated capital account and
that there must be a minimum stated value (perhaps of $1 or even
$5) for each no par value share issued. Indiana and Florida may
be mentioned in this group. At the other extreme are states such
as Delaware, Idaho, Maine and some others that allow directors
to designate any portion of the amount received in exchange for
the issuance of no par value shares as paid-in surplus rather than
capital stock. Indeed, in Delaware, the directors are allowed sixty
days from the date of issue in which to decide what portion of
the proceeds from sale shall be designated paid-in surplus rather
than stated capital.”* The third group of states is willing to recog-
nize some virtues in paid-in surplus in connection with no par
value shares, but insists on a distinction between shares with pref-
erences and shares without: shares with a preference in liquidation,
but not others, must have an amount equal to the full considera-
tion received credited to stated capital. California, Minnesota,
Colorado, and Pennsylvania are examples. In Michigan 50 per
cent of the consideration received from the sale of no par shares
must be credited to stated capital regardless. By no means will per-
sons proposing to incorporate find all the above-mentioned provi-
sions relating to stock issuance equally attractive and hence they
may select a state other than their own domicile.

29 In California, however, “If par value shares have been issued as fully paid up
for a consideration less than par, only the amount of the agreed consideration for
such shares specified in dollars shall be credited to stated capital. . . . California
Civ. Code, sec. 300B as amended. According to Hills, op. cit.,, p. 1361, Rhode
Island has a similar provision. In Ohio, par value shares may be issued for less
;tl::; par but an amount equal to the par value has to be included in stated capital

80 Jbid.
81 General Incorporation Law, sec. 14
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Closely associated with the question of the determination of
stated capital is that of the statutory rules governing the payment
of dividends. In some states dividends may be paid even though
capital is impaired, while in others this is definitely illegal. In Dela-
ware, for instance, a corporation may pay dividends, “(a) out of
its net assets in excess of its capital . . . or (b), in case there shall
be no excess, out of its net profits for the fiscal year then current
and/or the preceding fiscal year”;** and similar provisions are to
be found in Nevada, Maine, Indiana, New Jersey.** Certain states
limit dividends from paid-in surplus to shares with preferences,
and others add to this a provision that even then the preferred
shareholders must be so informed. Such differences between the
states in the applicable laws governing dividend payments are very
considerable and may either attract or repel prospective incorpo-
rators.*

An important matter to incorporators and promoters is the atti-
tude of the state towards shares issued for property and services.
Some states follow the so-called “good faith” rule, which is to say
that the judgment of directors as to the value of property and
services accepted in payment for shares is conclusive in the ab-
sence of fraud. Others, notably New Jersey, Illinois, and Missouri,
incline more to the “true value” rule. While Professor Dodd has
emphasized that the actual differences between the state courts
in this respect are far less than commonly supposed, nevertheless
incorporators may yet prefer to “play safe” by avoiding those
states which are reputed to be the more strict.*® In Massachusetts
a detailed description of the property and services accepted in pay-
ment for shares must be filed with the commissioner of corpora-
tions in order that ifs fair value may be better inferred.

82 General Incorporation Law, sec. 34. The sentence goes on to limit such dec-
larations where capital represented by shares with preferences is impaired.

38 Hills, op. cit., p. 1365.

34 See, ibid., pp. 1365-1370, for an illuminating discussion of the many provisions
relating to dividends. Concerning the Delaware law on dividends one writer con-
cludes, “There is such a thing as an illegal dividend in that State, rendering di-
rectors liable in that amount, %ut directors are so hedged in with safeguards as to
render problematical the value of such a cause of action against them.” Sen. Doc.
92, 70th Congress, 1st Sess., Utility Corporations, Part 69-A, p. 284.

88 Dodd, David L., Stock Watering, New York (Columbia), 1930, especially
Ch. III and the cases there cited and quoted.
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The liabilities, powers, and qualifications of corporate directors
are not identical in all jurisdictions. In some states directors must
be stockholders, in others not. In Delaware, if the articles of asso--
ciation so provide, a director may deal with the corporation in
transactions in which he has a personal interest without disclosing
that interest.*® But the relations between the directors and the cor-
poration and the directors and the stockholders are only defined
in a minor way by the general incorporation law and probably
statutory differences here are not an important reason governing
the choice of a state of incorporation.

In the foregoing we have attempted merely to point out a few
of the statutory variations between the states that may induce
incorporators to select one state rather than another. There are
of course many others, and in particular instances these may be of
controlling importance, but they are too detailed to be described
here.®”

3. Differences in incorporation costs and annual fees. Apart
from statutory laws of varying degrees of attractiveness to pro-
spective incorporators in the different states there is the simple and
obvious matter of the direct out-of-pocket cost of incorporation
as between one state and another.*® In Iowa, for instance, the au-
thorized no par value shares are valued at $100 for purposes of
determining the organization fee, which would mean for a cor-

38 Professor Berle has caustically remarked on this point, “In a recent chapter it
was written that directors might trade with their own corporation to the disad-
vantage of the latter, even though they concealed their interest in the transaction.
From the point of view of royal or Eovemment created corporation the clause
must be considered wholly valid. If the government chooses to erect a concern
of this sort, and has sole power of creation, it may, if it choose, grant thieves’
licenses to directors.” Op. cit., pp. 24-25. On the powers and liabilities of directors
in general see Ballantine, op. cit., Chs. IX and X.

87 One prime advantage of foreign incorporation regardless of what foreign
state is chosen is the privilege obtained to bring suit in the federal as opposed to
the state courts on the grounds of diversi:iy of citizenship. This, of course, is a
highly technical legal question whose ramifications cannot even be charted, much
less explored, here. In particular many highly skilled corporation lawyers are of
the opinion that the federal courts are apt to be more favorable than state courts
to their clients in labor cases and cases involving enfringement upon the good-
will of an established corporation, e.g., use of a similar name by another corpora-
tion.

88 The indebtedness of what immediately follows to the comprehensive compila-
tion of Forest E. Keller and Fred Clarenbach in Tax System of the World, 7th
ed., Chicago (Commerce Clearing House), 1938, pp. 176-180, ir gratefully ac-
knowledged.
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poration (having more than oo shares) a cost of 10 cents a share.
Minnesota, Kentucky, and Utah also value no par value shares for
fee purposes at $100. Other states, however, as Pennsylvania and
South Dakota, tax no par value shares on the basis of value re-
ceived; while Delaware, by contrast, charges a fee of one-half a
cent a share for no par value shares up to 20,000 shares and there-
after the rate declines. On the other hand, Florida, up to 1,250
shares, assesses a tax of 20 cents a share. The differences in respect
to par value shares are almost equally great but there is no need
to labor the main point. Also relevant is the fact that while most
states (e.g., Iowa, Colorado, Connecticut) levy the incorporation
tax upon the authorized number of shares, a few (e.g., Illinois)
use as a basis the number of shares actually issued.*®

The relative costs of incorporation as between the respective
states are not entirely determined by the costs of initial incorpora-
tion. All but a few states impose annual taxes on corporations
based (usually) upon the amount of capital stock either outstand-
ing or authorized. Here again the tax rates are by no means uni-
form. In Florida the annual tax is graduated from $10 for corpora-
tions with outstanding capital stock of $10,000 or less, to $1,000
for corporations with an amount above $2,000,000. By contrast
California, Montana, New York, Indiana, Iowa, and Illinois levy

% An interesting sidelight on the relative costs of incorporation in the several
states is the example cited by Dr. R. C. Larcom of Standard Brands, Inc., which
was formed under the laws of Delaware on August 14, 1929. The capital stock
authorized by the certificate of incorporation amounted to 21,000,000 no par value
shares, divided into 1,000,000 no par value preferred shares and 20,000,000 no par
value common shares. The following table shows what the organization fee would

have been had the company elected to incorporate under the laws of the follow-
ing respective states.

State of Incorporation * Organization Fee
Arizona ...t e i i i $ 85
141 1 600
[ 7 U - N 2,100
West Virginia ....oovvviiiiininiiiiiiiiiiiiiniiniennes 2,500
Maryland ... ... it 42,700
Delaware .........coevnenn et eiee e e 43,050
T 43,050
Ohio ..... 55,100
New Jersey 210,000
New York 1,050,000

As reported by Larcom, R. C.,, The Delaware Corporation, Baltimore (Johns
Hopkins), 1937, pp. 22-23.
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no similar tax at all. North Carolina imposes an annual tax of
$1.75 per $1,000 of the sum total of capital stock, surplus, and
undivided profits.*°

While for small enterprises with comparatively few outstanding
shares these differences in the incorporation costs and annual taxes
would probably not outweigh the disadvantages of being a foreign
corporation, the same cannot be said for large concerns with many
outstanding shares. For the latter the added cost of being incor-
porated in one state rather than another may amount to a convinc-
ing figure. Consequently the incorporators may shop around in-
stead of incorporating in the state where they expect to carry on
the bulk of their business.**

4. Position of foreign corporations: sovereignty of individual
states; federal comstitutional limitations; comity; disability of a for-
eign corporation which bas not complied. The foregoing discus-

#0 Dr, Larcom also prepared figures to show the annual franchise tax for Stand-

ard Brands, Inc., had it been incorporated under the laws of the following states.
The capitalization used is that described in the previous note.

State of Incorporation Annual Franchise Tax
Nevada ....ooiiiiiiiiiii e $ [1
ATIZONA oivivniii i i e 20
West Virginia ...........cooviiiiiiiiiiiiiiiiinan, 2,500
Delaware ...o.oniieiiiiiiiii i 25,000 (maximum)
Maryland ..ot 25,832
New Jersey .....ccoiviiiiiiiiiiiiiiiiiiiiiiiinii, 32,614
Virginia o..ovnvviiiiii i e 33,100
1Y T - 52,525

Larcom, op. cit., p. 24. As pointed out in the text some states do not impuse any
annual franchise tax so that not all states included in the note about incorpora-
tion fees appear here.

41 Notwithstanding the tendency of incorporators to search out the most de-
sirable state in which to seek a charter, almost two-thirds of the industrial com-
panies listed on the New York Stock Exchange and the New York Curb Ex-
change in 1932 had obtained their charters from the four states of Delaware, New
York, New Jersey, and Ohio. Of the companies then listed, Delaware had char-
tered 34 per cent of those listed on the New York Stock Exchange and 38 per
cent of those on the Curb Exchange. For New York the corresponding figures
were 16 per cent and 15 per cent; for New Jersey, 14 per cent and 7 per cent;
for Ohio, 5 per cent and § per cent. In other words, although there are fortK-
eight states one small state, Delaware, had chartered more than one-third of. the
industrial corporations listed on the country’s two largest exchanges. See ibid.,
pp: 175-176. e

These percentages are probably not indicative of present day trends, however,
because the relative advantages of Delaware charters over others are now dimin-
ished; not that Delaware has become more restrictive: the others have simply

become more liberal.
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sion has carried within it the implication that a corporation char-
tered by one state will be able to carry on business beyond the
boundaries of that one state. And with some few minor qualifica-
tions this is indeed the fact situation. Yet it must be obvious that
there are certain problems to be overcome. In the first place, al-
though a particular state may authorize a corporation to do busi-
ness beyond its state borders it is equally clear that the authority
of the state loses all its force beyond its territorial limits. Hence,
if corporate personality is to be recognized beyond the boundaries
of the engendering state it must be because of some action or
acknowledgment on the part of other states and not because of
the extraterritorial force of the laws of the first. The grounds on
which the several states recognize each other’s corporations as
corporations within their own jurisdictions are principally two:
first, the federal constitution does not permit the states to impose
burdens on interstate and foreign commerce; second, the doctrine
or principle of “comity” between the states.** Yet the doctrine of
comity does not prevent a state from attaching conditions and
requirements which must be met before it will recognize “foreign
corporations” as corporations within its boundaries.** If a sover-
eign authority deems it wise to insist upon compliance with certain
statutory provisions before corporateness will be conferred upon
its own citizens, it would certainly be reasonable for it to demand
that foreign corporations offer the citizens an equal protection.
And this right is well established. Overhanging the power of the
individual states in this connection, however, is the constitutional
power of the federal government over interstate and foreign com-
merce, and the right to insist upon the recognition of constitution-
ally guaranteed priyileges.“ Hence while a state has the power to

42 Comity between the states means simply something more in the nature of
courtesy and accommodation rather than something existing as an enforceable
right. All states of the union, for instance, allow automobiles licensed in other
states to use their roads and highways provided certain simple requirements are
complied with. So also the states in general recognize the divorces granted to per-
sons by the laws of other states.

48 In the United States with respect to any given state a corporation is “foreign”
if it has been formed under the laws of another state or a foreign country, and
“domestic” if it has been formed under the laws of the instant state.

44 As one might expect, the constirutional questions involved are complicated
and admit of no easy answer applicable to all situations, But see Stevens, Robert
S., op. cit., pp. 827-836 and the cases there discussed.
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control the activities of foreign corporations within its borders
this power does not extend the whole way: interstate and foreign
commerce may not be impeded, nor may the state discriminate un-
reasonably between citizens and non-citizens so that the latter are
in effect denied equal protection and privileges at law.

In order to qualify and do business as a foreign corporation
within another state, a corporation must ordinarily fulfill require-
ments somewhat analogous to those demanded of domestic cor-
porations. In the main these include the following: to register as a
foreign corporation by filing a copy of its articles of association,
including a statement of its authorized capital stock and the
amount issued; to designate an office within the state and an agent
upon whom legal papers may be served; to pay the necessary fees
and take out a license granting it permission to do business within
the state as a foreign corporation.*® The entry fee for foreign cor-
porations is far from uniform in the various states. For example in
Delaware and Maine there is a flat fee of $10; but in California
the flat fee is $105, and in Tennessee $200. In New York the cost
of registration for foreign corporations is o.125 per cent for par
value shares (or 6 cents a share for no par value shares), on that
proportion of the corporation’s capital employed in New York
state, with a minimum fee of $10, plus a fee of the Department
of State for filing and issuing a certificate of authority of $10o0.
For a corporation with millions of no par value shares doing a
substantial portion of its business in New York but incorporated
elsewhere the total cost of registration would obviously amount

4 The following from the New Jersey law is more or less typical. “Every
foreign corporation . . . before transacting any business in this state shall file in
the office of the secretary of state a copy of its charter or certificate of incorpora-
tion, attested by its president and secretary, under its corporate seal, and a state-
ment attested in like manner of the amount of its capital stock authorized and
the amount actually issued, the character of the business which it is to transact
in this state, and designating its principal office in this state and an agent who
shall be a domestic corporation or a natural person of full age actually resident
in this state, together with his place of abode, upon which agent process against
such corporation may be served . . . ; upon filing of such copy and statement the
secretary shall issue to such corporation a certificate that it is authorized to trans-
act business in this state, and that the business is such as may be lawfully trans-

acted by corporations of this state, and he shall keep a record of all such certifi-
cates issued.” New Jersey General Corporation Act, sec. 97.
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to a considerable sum. New Jersey levies the same charge and taxes
on foreign corporations for a certificate to do business in New
Jersey as other states impose upon New Jersey corporations within
their own jurisdictions.

Unless and until a corporation chartered by another state has
complied with these requirements its corporate character has not
been recognized by the foreign state, and important consequences
in some circumstances may follow. In some states (e.g., Florida
and Colorado) the officers and stockholders may be held person-
ally liable for the corporate debts; again, the corporation may not
maintain an action in the courts of the state until it has removed
this disability by compliance with the statute including the pay-
ment of the stipulated fine.** But the exact statutory provisions
are here controlling, and there are considerable differences between
the several states.*” All such legislative enactments are ostensibly
intended for the protection of the citizens of the state, and there-
fore even though the corporation has not complied with the stat-
ute, legally competent residents may none the less maintain legal
actions against it. In other words, an unqualified foreign corpora-
tion is liable but frequently may not prosecute.

In view of the penalties and disabilities attached to doing busi-
ness within a state without having first qualified under the statute
it is obvious that the exact meaning of “doing business” is of cru-
cial importance. No sufficient discussion of the complicated legal
questions involved can be undertaken here because the answer in
any case depends partly upon the applicable state statute and
partly upon the meaning of the phrase “interstate commerce.”

48 Stevens, Robert S., op. cit., pp. 845-846, cites cases from Washington, Rhode
Island, West Virginia, Alabama, and Pennsylvania to this effect.

The fines imposed are by no means negligible. In Delaware, for instance, trans-
acting business without complying with the statute is a misdemeanor “and upon
conviction thereof shall be fined not less than two hundred dollars nor more than
five hundred dollars for each offense.” General Corporation Law, sec. 193. In
New Jersey the fine is $200.

47 The following “rom the New York law renders contracts of unauthorized
foreign corporaticrs unenforceable. “A foreign corporation, other than a moneyed
corporation, doing business in this state shall not maintain any action in this state
upon any contract made by it in this state, unless before the making of such con-

tract it shall have obtained a certificate of authority.” General Corporation Law,
sec. 218. A provision of this kind is very common,
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Even though the legislature may enact laws that purport to define
intrastate commerce such statutes are always subject to judicial
review by the federal courts; in other words, the definition of
interstate, and hence intrastate, commerce is not within the power
of state legislatures. Where the question at issue is not one turning
upon the definition of interstate commerce the disputes frequently
hinge about such questions as to whether or not a single isolated
transaction by a foreign corporation is “doing business”; is taking
property in partial satisfaction of debt due doing business; or, is
owning property per se doing business> While the several states
are perfectly free to define what is not doing business, as Dela-
ware, for example, has done, nevertheless the other question of
what does constitute doing business is still largely dependent upon
the full facts in each and every case.® Thus although there are real
advantages in incorporating a new enterprise or reincorporating
an existing enterprise in a foreign state, these gains are not in all
cases entirely clear-cut and unalloyed. There are offsetting dis-
advantages to be reckoned in also.

IV. SUMMARY

The controversy over the precise legal character of corporations
has not yet been terminated. On the one hand are those who urge
the virtues of the sovereignty-concession theory: the view that
corporations may only come into existence by a special grant of
privilege from the sovereign which, by incorporation, creates an
artificial person possessing some of the rights of natural persons.

48 In recent years there has been evidence that at least some states have sought
to exploit the tax revenue possibilities of foreign corporations doing business
without first having qualified under the statute. State governments of late have
been hard pressed to find additional revenues and perhaps for this reason they
have sought to make the definition of doing business as all-embracing as the courts
will allow. While one may only speculate on such matters, it seems reasonable to
infer that the taxation of foreign corporations is regarded by many as a particu-
larly desirable form of state revenue since the burden is believed to fall almost
wholly on the foreigner. Yet it must be obvious that a like policy pursued by all
the states will only raise the costs of doing business the country over to the
detriment of all.
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Others have insisted, on the other hand, that the State merely
recognizes a personality that already has existence and reality;
and that human “personality” is as much a creation of the mind
as is corporate personality: neither is natural in any meaningful
sense. An eclectic and matter-of-fact view of the corporation
would emphasize that it is no more than a convenient legal device
by which persons may associate together for the pursuit of accept-
able ends; and that in the last analysis the ultimate entities with
which the law must deal are real persons in society. By designating
certain types of associations corporations we indicate that they
have been formed in a particular way, that the associates have
acquired the right to act as a unit for legal and commercial pur-
poses, that the associates are not pledging their whole wealth to
the venture, that membership is transferable, etc. But although the
entity concept is notably useful as a short-hand expression there
are certain problems for which it is irrelevant.

In the United States each individual state as a sovereign power
has the nght to recogmze or to create corporatxons Special act
incorporation has glven way to incorporation under general
statutes. The corporation’s charter, the legal evidence of its cor-
porate character is no more than a properly prepared and accepted
statement of its name, principal office, purposes and objects, capi-
tal, etc., taken together with the statutory law relating to corpora-
tions in that jurisdiction. The ease with which corporations are
now formed and the tendency towards professmnahzatxon of the
task are not without significance.

Those seeking to bring a corporate entity into existence have
the choice of forty-eight jurisdictions in which to tender their
application. The rekevant differences between the states from the
point of view of the incorporators are of two types: those relating
to the kind of charter obtainable and those relating to the direct
money costs of achieving and maintaining the corporate existence.
A corporation chartered by one state and doing business in an-
other operates in the latter as a foreign corporation and must com-
ply with the stipulated requirements before its corporateness will
be recognized for all purposes. The penalties for non-compliance
are drastic in some jurisdictions.
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A SUPPLEMENTARY NOTE ON THE HIS-
TORICAL DEVELOPMENT OF THE COR-
PORATE CONCEPT

A truly enormous literature relating directly or indirectly to the
historical antecedents of the modern corporate idea exists and the
present writer makes no pretense of having covered more than a very
small fraction of it. The contributors to this literature, moreover, seem
not to agree entirely on even all the ostensibly important points.
Nevertheless a tentative word or two, especially on the church and the
English borough in connection with the development of the idea of
corporateness, may not be entirely out of place.#* For it seems that it
was out of the problems that the church and borough presented to
medieval thinkers that the corporate concept found its way into Eng-
lish, and hence American, legal doctrine.

Although most scholars seem to agree that the corporate idea was
familiar to Roman jurists * they also insist, usually, that there was no
unbroken line of descent of the corporate concept from Roman times
down through to Medieval England. On the contrary, the corporate
idea seems to have arisen there independently in connection with re-
ligious and municipal life, and it was only when the concept of cor-
porateness had attained some definiteness that Roman thinking on
the subject was rediscovered and partially taken over to strengthen
and cement the idea.

49 Dewing, A. S., Corporation Securities, New York (Ronald), 1934, Ch. I, and
especially pp. 19-40, contains a useful and well-documented discussion of some of
the possible earlier prototypes of the corporation.

80 Apparently Roman law clearly recognized the right of persons to form cor-
porations for non-criminal purposes and when formed such corporations were
treated by the law as legal entities. Some of the more important of these corpora-
tions performed quasi-public functions, or at least functions that we now com-
monly attribute to municipalities or states, for example, the cl.eamng of sewers,
fire protection, and the like. Perhaps in recognition of their semi-public character,
corporations of this kind were accorded special privileges, and were distinguished
thereby from the collegium illicitum, which was just as much a corporate entity
at law but had not been recognized as performing services of a public character.
These corporate bodies, however, were not organized for profit, that is, they were
not business corporations in the modern sense. ) )

The associative pursuit of gain typically took the form of the societas which
seems to have been more akin to our idea of the partnership. These took several
forms, from a simple contract for joint administration of a single thing, for in-
stance, a piece of land, to the societas publicanorum, which was 2 business partner-
ship for farming out the collection of taxes, or the operation of a mine or
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According to the eminent authorities Pollock and Maitland, English
lawyers had begun to recognize at least the bare outlines of the cor-
porate idea by the reign of Edward IV (1461-1483).* At any rate
they had commenced to distinguish between mere conglomerations of
men in townships, parishes, and gilds and “incorporated” bodies such
as the Abbot and Convent of St. Albans, the Dean and Chapter of
Lincoln, or the Mayor, Sheriffs, and Commonalty of Norwich. Yet
even by the late fifteenth century, they had not comg all the way. A
really nettling problem was to distinguish between a man as a man and
the same person as the head of a corporation. All corporations had a
“head” who was a mortal man, and to distinguish between him as a
flesh and blood person and as the present incumbent of whatever of-
fice was recognized as constituting the “head” of the corporation was
not a separation that came easily to their minds. So, for instance, it was
held in Edward IV’s reign that the Mayor and Commonalty of New-
castle could not enter a bond to the individual who happened to be
mayor; his private capacity was not recognized; a man, it was said,
could not be bound to himself.*? Yet, in more ways than one, the need
for distinguishing between the particular incumbent of an office and
the office itself as the medium through which the corporation took
action, was of more than theoretical importance. However, if the late
fifteenth century conception of the corporation was imperfect, legal
thinking on the same problems a few centuries earlier was definitely
crude. Let us first consider the church.

Even before 1066 there seem to have been “church” lands, in some
sense, in England, although there is more than a suggestion that at an
earlier time the churgh was thought of as belonging to the person

quarry. See, Radin, Max, Handbook of Roman Law, St. Paul, Minn. (West Pub-
lishing Co.), 1927, Ch. 12.

A different type of corporation, the universitas, was recognized by Roman law
and was apparently the term applied to municipalities, townships, colonies, and
the like. Although according to the legal doctrines of the time, the State alone
could create such bodies this must have been no more than a rationalization since
most of them undoubsedly antedated by a long period the full development of
the Roman State. See Buckland, W. W.,<Elementary Principles of the Roman
Private Law, Cambridge, Eng. (Cambridge University), 1912, pp. 56-57.

In the later Roman Empire the system of licensing and controlling these asso-
ciations became more common. Radin (op. cit., p. 270) declares that after the
second century of the Empire corporations were rather infrequently organized.
The earlier freedom with which corporations were formed seems to have dis-
appeared.

»51 Pollock, Sir Frederick, and Maitland, F. W., The History of English Law,
2nd ed., 2 volumes, Cambridge, Eng. (Cambridge University), 1898, Vol. I, pp.
489-490. As will be presently observed the indebtedness of this note to this work
is very large,

%2 [bid.,"p. 492. *
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upon whose land it stood. But apparently from the twelfth century
onwards this ownership changes into a matter of patronage only.®
Although in the Domesday Book local churches are both owners and
owned objects, there are other difficulties: saints, in the technical
sense, appear to be owners of property.** And in an age when religion
loomed large on the social scene 1t is perhaps not surprising that per-
sons should desire to bequeath a portion of their estate to one of the
saints or even to the archangel. Yet the practical difficulties of bring-
ing legal action against a heavenly saint must have been obvious
enough from the first. Though the saint “owned” the land, it was
quite clear that flesh and blood people occupied it, and undoubtedi
disputes arose over what land belonged to the saint and what not. It
would indeed be surprising ‘if some practicable means had not been
evolved for settling them. Accordingly we find the idea coming more
and more into vogue that although the saint owns the land, the church
holds it; or again, the Bishop of the diocese, or the Abbot, is conceived
of as holding the land. There seems to have been no uniform pattern at
first. Yet gradually the church becomes a “person.” When this idea
first begins to permeate sometimes the church as a whole (ecclesia
universalis) and sometimes a portion thereof (ecclesia particularis) is
thought to possess personality. The somewhat confused and not always
consistent ideas then held about the church, however, were clarified bJr
the study of the Roman Codes and Digests in England about the mid-
dle of the twelfth century;®® for here scholars found the universitas
of Roman Law. If the Roman idecas were not completely understood
in England at first, they were no doubt clarified and consolidated by
Innocent IV who, as pope (1243-1254), took over the Roman con-
cept of the universitas and applied it effectively to the church. Ac-
cording to Innocent IV the church was an universitas but it was also a
person, a persona ficta; the members of the church were not the
church, they merely represented it, a persona ficta that could neither
receive baptism nor be excommunicated.®® Despite Innocent IV the
full application of the corporate doctrine to all the complicated ques-

58 Ibid., pp. 497-498.

b4 Evgr; lx)g I‘{}?)Zn:% times, after the Empire- became Christian, rules had to be
established for dealing with testaments by which persons left property to one of
the saints but neglected to name a church or monastery.

85 It is said that Vacarius, a learned scholar of the Roman Law, came to Eng-
land about 1150 and began to teach at Oxford and Canterbury and that Roman
Law was more or less continuously taught in England from that time onwards.
Potter, Harold, An Historical Introduction to English Law, London (Sweet and
Maxwell), 1932, p. 572. .

56 Pollock and Maitland, op. cit., Vol. I, p. 502, point out that Innocent IV’s
conception of the church as a corporation included the deduction that the church
could neither commit crimes nor do wrongs, but that this idea was not even then
generally accepted. It is of course contrary to modern views,
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tions of church property in England was only gradually accomplished
in succeeding generations.’” Nevertheless it seems to be generally
agreed that by the fifteenth century the corporate concept had taken
a firm hold in ecclesiastical thought in England.

The concept of corporateness, however, was not first developed in
connection with church affairs and then by analogy applied to other
bodies. While the concept was gradually being recognized in ecclesias-
tical matters somewhat similar problems in municipal affairs were there
forcing its application too. A brief word on this (temporally) parallel
development may not be out of place.

The English borough was a source of legal difficulties, even at the
time of the Norman Conquest, because it did not quite fit into the
feudal scheme of land tenure.®® True, the borough land was said to
be the king’s land (terra regis), but only in the sense, apparently, that
all the land of England was the king’s.”® In other words, the boroughs
were not thought of as royal estates in the more restricted meaning.
Although the number of boroughs in England decreased ® in the two
centuries following 1066, those that remained sought to procure, often
by purchase, charters from the king that would set forth in written
form the liberties they were accustomed to enjoy. The special privi-
leges of the boroughs as listed in their charters are too numerous to be
described at any length here but they did include the right to hold
court; certain privileges of land tenure, as the right of the burgesses as
a group to farm the borough land and to collect the revenues—tolls,
court profits, mill profits, and perhaps house rents—formerly exacted
by the sheriff for the king; °* some few privileges of self-government,
as the election of a mayor and bailiffs; ® and finally, the charters

57 In particular the transition from the church as a whole as a person, to the
conception of smaller ecclesiastical groups—parish churches, abbeys, dioceses—as
corporations, was one that came gradually and not altogether smoothly. But al-
though this development cannot be treated here, see ibid., pp. 503-511.

%8 A most interesting account of the historical development of the Borough of
Cambridge is Maitland, F. W. T ownship and Borough, Cambridge, Eng. (Cam-
bridge University), 18g8.

%9 Pollock and Maitland, Vol. I, p. 638.

60 This seems to have been especially true of the smaller boroughs where the
expense of sending representatives to Parliament appeared proportionately great.
In other cases the king or his lords felt it unwise to encourage “burgesses” to seek
privileges. See ibid., pp. 638.

61 [bid., p. 651. Even the thirteenth century charters state that the king, not the
burgesses, owns the land: “The burgesses of Cambridge hold the vill of Cam-
brifge with all its appurtenances in fee farm of the king in chief, as in meadows,
pastures, mills, waters and mill-pools with all franchises and free customs belong-
ing to the said vill.” .

o2 As the towns grew in size and commercial importance they came to make
by-laws and ordinances even though the charters did grant the privilege specifi-
cally.
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granted to the burgesses of the borough the right to be free from the
payment of market tolls within the borough and sometimes through-
out the whole of England as well. The burgesses’ freedom from market
tolls and the accompanying trading privileges were highly prized, and
in the words of Pollock and Maitland “it is chiefly in this character
that it [the borough] becomes a person in the eyes of the law.” *
These charter rights to mercantile privileges apparently also carried
with them the right of the burgesses to form an organization for the
protection of these privileges; this was the gild merchant or market
gild. In the main the gild merchant seems to have sought to enforce
the recognition of the mercantile privileges in boroughs near and far;
hence, the burgess venturing abroad as a trader got the backing of the
association in obtaining proper treatment, that is, full recognition of
his privileges as a burgess of the borough. Within the borough, on the
other hand, the merchant gild holds court (the gild court) for the set-
tling of disputes among the members. It must be recognized, however,
that since not all burgesses were merchants, not all burgesses were
members of the merchant gild.®*

These then were the main privileges granted to the boroughs by the
earlier charters. The charters were not irrevocable at first and the
privileges granted thereunder were sometimes withdrawn by the king
for non-use or abuse, although, at least in some instances, the payment
of a fine was sufficient to restore them. Yet this very thought, that
the borough itself could be fined or could have its privileges with-
drawn, serves to emphasize the idea of corporateness. More and more
the corporate concept comes to recognition: the burgesses are not
properly conceived as proportional holders of the rights and privi-
leges of the borough, but as temporal members of something more
enduring; the king is sometimes found to owe a debt to the “commu-
nity”’; and the borough privileges do not pass away with the deaths of
the existing burgesses. Pollock and Maitland neatly summarize the de-
gree of corporateness of the boroughs as follows: “The best answer
that we can suggest for this difficult question is that the lawyers are
trying to retain old forms of speech and thought and to regard the
burgesses as a set of co-proprietors, while at Fhe same time _they are
beginning to know that the borough community differs in kind from
all other ‘land communities’ and that Bracton had got hold of the
right idea when he calls it an universitas.” °* ] '

While scholars seem to agree that it is impossible to say just when
the English boroughs became corporate, in the sense that they were

83 ]bid., p. 650.
84 Jbid., pp. 664-668.
8 Op. cit., Vol. I, p. 676.



70 THE NATURE OF THE CORPORATION

thought of as corporations, it is perhaps reasonable to suggest that by
the fourteenth century the boroughs were no longer conceived as sim-
ply a group of burgesses. The common seal, the enduring privileges,
ithe property in tolls, the use of by-laws, all served to emphasize the at
ileast quasi-corporate character of the borough. In the very nature of
the facts the conceptual similarity, even identity, between the borough
and the church could not long go unrecognized.®
One additional word in conclusion. Although the language used in
these earlier times often seems to suggest that corporate bodies are
created in some sense by sovereign authority we ought to recognize
that this is more a manner of speaking than an accurate description of
the course of historical development. In no very meaningful sense is it
true that the English Crown created the boroughs as corporate en-
tities; at the most, perhaps, it found it convenient to recognize by the
written charter certain liberties or franchises which had long existed.
To be sure, at a later time the king and his advisers found it both use-
ful and profitable to insist that corporations could only come into ex-
istence by a special grant from the sovereign. While this idea was bol-
stered up by a not altogether unconvincing logic it did, none the less,
and in spite of Sir Edward Coke (1552-1633), do violence to the his-
torical facts. Historically the sovereign did not create the earliest cor-
orate bodies.®” They were corporations by prescription, that is some-
thing which had existed for so long a period that it became the basis of
a legally recognizable right.’®

%8 Pollock and Maitland, op. cit.,, pp. 490-491, neatly describe the stage of de-
velopment of the corporate idea by the fifteenth century in the following words.
“They [the lawyers] demand that incorporatedness shall have some definite and
authoritative commencement; the corporation does not grow by nature; it must
be made, by the act of parliament, or of the king, or of the pope, though pre-
scription may be equivalent to royal charter. The rule that the corporation can
do no act save by a writing under its common scal they enforce with severity;
it is an anomaly, a concession to practical necessitics, that the commands of the
corporation about petty affairs can come to its servants through less formal chan-
nels. The corporation is invisible, incorporeal, immortal; it cannot be assaulted, or
beaten or imprisoned; it cannot commit treason; a doubt has occurred as to
whether it can commit a trespass; but this doubt (though it will give trouble so
late as the year 1842) has been rejected by practice, if not removed by any
consistent theory. We even find it said that the corporation is but a name. On
the other hand, it is a person. It is at once a person and yet but a name; in short,
it is persona ficta.” (notes omitted)

87 See also Berle, A. A., Studies in the Law of Corporation Finance, Chicago
(Callaghan), 1928, pp. 6-11.

68 See the interesting note on custom and prescription in Salmond, Sir John,
Jurisprudence, 8th ed. by C. A. W. Manning, London (Sweet and Maxwell),

1930, pp. 221-224.
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Chapter IV

THE RIGHTS AND OBLIGATIONS OF
‘ CORPORATE SHAREHOLDERS

1. The Rights of Shareholders. 11. The Obligations and Liabili-
ties of Stockbolders. III. The Question of Par Value. IV. Sum-
mary.

Although for legal and commercial purposes a business enter-
prise in the corporate form is an entity consisting of an aggrega-
tion of assets devoted to the acquisition of profits, it is also an
entity in which certain persons have definable rights, and towards
which some of these persons have ascertainable obligations. Those
holding rights or claims against the corporate entity fall into the
two broad classes of shareholders and creditors, in each of which
there are several major and almost innumerable minor subdivisions.
Since the relation of shareholders to the corporation and to one
another is not wholly self-evident at the mere mention of the word
“shareholder,” the present chapter endeavors to explore and clarify
its implications. Chapter V will consist of a similar discussion with
respect to creditors. We shall then be in a better position to under-
take an analysis of the corporate enterprise in its economic mani-
festations.

I. THE RIGHTS OF SHAREHOLDERS

1. Sharebolders the owners of the corporation: ownership as a “bun-
dle of rights” 2. The inberent and contractual rights of sharebolders:
voting rights, the pre-emptive right, right to prevent ultra vires acts,
the right to knowledge of the corporation’s affairs, right to transfer
ownership, right to participate in profits, right to net assets in dissolu-
tion. Summary. 3. The amendment of the corporate charter and share-
holders’ rights.

1. Sharebolders the owners of the corporation: ownership as a

“bundle of rights.” It is trite but true that the shareholders of a
72
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corporation as a group are the owners, the proprietors, the residual
claimants to whatever assets the corporation owns or possesses
valuable rights in. And this statement holds regardless of the size
or complexity of the corporate entity. To be sure, the position of
all shareholders with respect to the corporation need not be identi-
cal; but we are now speaking of all shareholders considered as a
group, not of the different classes, into which they are often
broken up. Shareholders or stockholders are therefore owners
above all else: they are the owners of the corporation.

We commonly hear it said—and the notion is useful—that the
ownership of property consists of a “bundle of rights” in that
property. Consequently, the essence of the shareholders’ position
as the owners of the corporation lies in the nature and character
of their rights in and against the corporation. Now although in
the case of any particular corporation one can define rather pre-
cisely the rights its stockholders possess, it is also true that most
generalizations as to the rights of stockholders cannot be applied
to a given instance of share ownership without qualification and
amendment. The reasons for this annoying truth are to be found
in the sources from which stockholders’ rights are derived. On the
one hand there are the so-called “inherent” rights of stock owner-
ship, by which one means that certain rights attach to stock own-
ership in the very nature of the case unless they have been ex-
pressly altered by contractual agreement. So, for instance, if there
were no written statement as to how profits were to be shared, all
would (or should) understand that each share participated equally
with all the others. Similarly, all shares would vote, and vote with
equal weight, on all questions unless there were some written
agreement to the contrary. Such inherent rights of shareholders
are essentially common law rights, that is, rights established
through the centuries by means of judicial decisions of the courts
as cases came before them and were decided.! On the other hand,

1“The common law is the entire body of English law—the total corpus juris
Angliae—with three exceptions, namely: (1) statute law, (2) equity, (3) special
law in its various forms.” Salmond, Sir John, Jurisprudence, 8th ed. by C. A. W.
Manning, London (Sweet and Maxwell), 1930, p. 105. Again, “It is a form of case
law having its source in the judicial decisions of the old courts of King’s Bench,

Common Pleas and Exchequer, and of the modern courts by which the system
so established is now administered and developed.” 1bid.
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the rights of shareholders are derived from their contracts with
the corporation by which their common law rights are either ex-
tended or modified. Unless the sovereign authority chooses to
regard the contracting away of certain rights as contrary to public
policy, there is nothing to prevent a person from modifying one
or several of his common law rights as a shareholder. Thus, some
shareholders may agree by contract to limit their participation in
profits to seven dollars per annum and no more, or not to vote
in the election of directors. The rights of shareholders, therefore,
derive from two sources: first, the common law which attributes
certain rights to shareholders per se; second, the contractual pro-
visions to which they have agreed in the particular case and which,
in some manner or other, abrogate their common law rights that
would otherwise be controlling. What, then, are these inherent
rights of shareholders which serve as the foundation for the more
elaborate superstructures erected by contract?

2. The inbherent and contractual rights of sharebolders. The
common law rights that ordinarily accrue to stockholders unless
subject to contractual modification include the following:* (1)
the right to vote their shares on all matters requiring a vote of the
shareholders; (2) the pre-emptivc right to subscribe to additional
issues in proportion to their existing holdings; (3) the right to
prevent the corporation from engaging in wultra vires activities;
(4) the right to a knowledge of the corporation’s affairs; (5) the
right to transfer the ownership interest that the shares of stock
represent to others; (6) the right to participate in any distribution
of profits in proportion to their share interest; (7) the right to a
proportionate share in the net assets available for distribution in
voluntary and involuntary dissolution. These are the rights that
attach to stock ownership unless the contract between the share-
holder and the corporation has established a different arrange-
ment.

There is one further point here, however. It will be recalled
that in the previous chapter we emphasized that the general in-
corporation law under which a corporation has been brought into
existence automatically forms a part of its charter. In other words,

2 This list does not include absolutely all the rights that the common law has
recognized as inherent in stock ownership but only the more important.
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the corporation has agreed to the general incorporation law as a
formulation of the general rules under which it will operate and
function as a corporation. Many states have now codified certain
common-law rules pertaining to the rights of shareholders in the
general corporation law, so that, regardless of the common law
doctrine, the statutory provision is controlling. Thus, for instance,
the code will specify the procedure for amending the certificate
of incorporation (articles of association), and if this provision is
mandatory it overrides any agreement between the shareholders
and the corporation on the question.

Let us now examine the inherent rights of shareholders and
how they are often modified by contract.

a. The right to vote. As Professor W. H. S. Stevens has well
said, “. . . stockholders vote not merely upon one but upon
many matters so that the right to vote is to all intents and purposes
‘a bundle of rights’ to vote.” * Although one ordinarily thinks of
a shareholder’s right to vote as relating primarily to the election
of directors, this is by no means the only matter of interest or
necessarily the most important. There are also such questions as
charter amendments, the proposed issuance of additional stock
having a claim to earnings prior to that of any shares now out-
standing, a redefinition of stated capital for legal and balance sheet
purposes, consolidations and mergers, the mortgaging of the cor-
poration’s assets in whole or in part, and perhaps others. But,
unless there are contractual arrangements to the contrary, the right
of each and every shareholder to vote on any and all of these
matters (insofar as the general corporation law of the state re-
quires a vote thereon), is beyond question; and the rule is one
vote for each share held.

If the voting rights of all the shareholders in any given corpo-
ration are not identical, they may differ in a variety of ways by
contractual agreement. From the simple common law rule of one
share one vote on all matters the number of conceivable deviations
is theoretically infinite. In the first place, each share might have

8 Stevens, W. H. S., “Voting Rights of Capital Stock and Shareholders,” Journal

of Business of the University of Chicago, Vol. 11 (1938), pp. 311-348, at p. 312,
This is an excellent study that warrants careful reading.
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some multiple or some fraction of one vote.* The Great Western
Sugar Refining Company, for example, allowed the preferred
shareholders one vote for each share; but the common stockhold-
ers were only allowed one-twelfth of one vote for each share
held.® Yet while such fractional or multiple arrangements between
different classes of shares are interesting they are comparatively
unimportant. In his study of 276 issues of preferred shares, whose
listing applications were filed with the New York Stock Ex-
change between 1885 and 1934, Stevens found only 14 that con:
tained multiple or fractional voting arrangements on a share-for-
share basis.®

Since various questions may arise that require a vote of the
shareholders it is quite possible for some groups of stockholders
to have the vote on certain matters but not on all. One group of
shareholders distinguished from the others by reason of a prior
claim to dividends might, for example, have no voting rights in
the election of directors, but be allowed to vote when the ques-
tion at issue was the mortgaging of corporate assets. Moreover,
the right of certain classes of shareholders to vote need not be
constant under all circumstances and conditions: if preferred divi-
dends have not been paid for some stipulated period, the preferred
shareholders may then acquire, according to the terms of the con-
tract of course, partial, equal, or even exclusive voting rights in
the election of directors.’

Although the usual procedure in arriving at a decision on any
question is simply to count the number of votes cast for and

4 Here, of course, the fractions or multiples would have to be different for
different classes of shareholders since otherwise the net result would be the same
as giving each share one vote.

8 As reported in ibid., p. 314.

8 Ibid., p. 315.

7See the interesting instances of the F. W. Woolworth Co., California Petro-
leum Co., Simmons Co. and the Sherwin Williams Co. cited by Stevens in this
connection. 1bid., p. 334. Of 405 cases of preferred stocks listed on the New York
Stock Exchange (1885-1934) having such contingent voting rights Stevens found
that, “In nearly half of the cases the subsequent controls (47 per cent) are com-
paratively strong ones, exclusive (10.1 per cent), exclusive for directors (14.1 per
cent), or a majority or even higher control of the directorate (22.8 per cent).

Weaker equal and multiple share-for-share controls account for another 41.9 per
cent.” Ibid., p. 336.
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against it, it must be recorded that in some cases the reckoning
is made instead on the basis of classes of shares. That is, granted
that the shares are differentiated into classes on some other basis
than voting rights, it is not infrequently true that no action can
be taken on a particular proposal unless two-thirds, three-quarters,
or some other percentage of the shareholders in a particular class
vote affirmatively on it. So, for instance, before bonds could be
issued, which would rank ahead of first preferred shares, 8o per
cent of the latter might have to approve the proposal regardless
of what percentage of the common stockholders had voted in
favor of it.

It"should be obvious that the number of possible permutations
and combinations that may exist by contract with respect to share-
holders’ voting rights is well-nigh infinite. Voting may be by
shares or by classes. Some classes may have the vote for some pur-
poses but not for others. The votes per share may be fractional
or multiple. And the right to vote in all these respects may vary
from time to time with the financial condition, earning power,
and the dividend distributions of the company. No useful pur-
pose is perhaps served by endeavoring to describe all the con-
ceivable variations that might be worked out by contractual agree-
ment. So far as the basic principle is concerned, there is nothing
to prevent a contract which allowed a particular class of share-
holders to vote in leap years only; but of course most contracts
are more purposive.

Since shareholders most frequently exercise their voting rights
for the election of directors, a word or two on the relation between
the directors and the shareholders may not be out of place. The
theory has often been advanced that corporations as artificial
beings must necessarily act through human persons, and therefore
a corporation must have a board of directors. Yet the more obvious
reason surely is that the affairs of a business corporation could not
nossibly be carried on effectively by all the shareholders together:
centralization of control is indispensable to efficient operation.®
Directors have been sometimes regarded as agents of the share-

8 See Stevens, Robert S., Handbook on the Law of Private Corporations, St
Paul, Minn. (West), 1936, pp. 546-547.
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holders ® and at others as trustees for the shareholders. But neither
term seems to describe their status accurately. It would appear to
be well established that directors are expected to exercise their
own judgment and not act as employees of the stockholders. As
a New York court said: *°

While the ordinary rules of law relating to an agent are applicable
in considering the acts of a board of directors in behalf of a corpora-
tion when dealing with third persons, the individual directors making
up the board are not mere employees, but part of an elected body of
officers constituting the executive agents of the corporation. They
hold such office charged with the duty to act for the corporation ac-
cording to their best judgment, and in so doing they cannot be con-
trolled in the reasonable exercise and performance of such duty. As a
general rule, the stockholders cannot act in relation to the ordinary
business of the corporation, nor can they control the directors in the
exercise of the judgment vested in them by virtue of their office. The
relation of the directors to the stockholders is essentially that of trustee
and cestui que trust.

And perhaps this summarizes the relation between directors and
shareholders about as effectively as a few words can.

b. The pre-emptive right. The right of shareholders to subscribe
for additional issues of stock in proportion to their existing hold-
ings was first laid down by a Massachusetts court in 1807 where
it was said:

Viewing a corporation of this kind as a copartnership, a power of
increasing their stock, reserved in their original agreement, is a bene-
ficial interest vested in each partner, to which no stranger can be made
a party, but by the consent of each subsisting partner; and it is a
power which the subsisting partners must exercise proportionably, and
according to their integest in the original stock.

® Note the following: “In the strict relation of principal and agent, all the
authority of the latter is derived by delegation from the former, and if the power
of substitution is not conferred in the appointment, it cannot exist at all. But in
corporate bodies the powers of the board of directors are, in a very important
sense, original and undelegated. The stockholders do not confer, nor can they
revoke these powers. They are derivative only in the sense of being received
from the state in the act of incorporation.” Hoyt v. Thompson’s Executor, 19
N.Y. 207, 216, As quoted in ibia., p. 547.

10 Manson v. Curtis, 223 N.Y. 313, 119 N.E. 559 (1918).

11 Gray v. President, Directors & Company of Portland Bank, 3 Mass. 363. Note
that the sharcholders are referred to as partners.
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If this right did not exist there would be an opportunity for
new shareholders to “appropriate” a portion of the undistributed
profits earned before their funds had been invested. For example,
suppose that earnings in the amount of ten dollars per share had
not been distributed as dividends, and that further, the proposal
was to sell an equal number of additional shares to outsiders at par
value and no more. In that instance the new shareholders would
appropriate one half of the total earned but undistributed profits
previously attaching to the original shares, or five dollars per share.
Furthermore, in the absence of the pre-emptive right the voting
control of the corporation might well be re-allocated contrary to
the interests of the existing stockholders. It is also true that where
profits are divided between sharcholders on the basis of classes
rather than shares, an increase in the number of outstanding shares,
to which existing shareholders were not permitted to subscribe,
might alter the proportional division of net income inequitably.
Hence from several points of view the pre-emptive right seems
eminently nccessary as the general rule.

The application of the pre-emptive right in practice is often
difficult and confusing, and its interpretation has not been uniform
in all jurisdictions. One question which has arisen is whether the
right applies to already authorized but unissued shares, or only to
increases in the amount authorized. Ballantine states that the
weight of authority supports the view that the right applies to
both. But he points out that some courts have restricted the right
to the latter.’> Where there are stock issues of different kinds, as
is not uncommon in large corporations, the pre-cmptive right is
difficult to apply. For instance, if there are preferred shares out-
standing, and it is proposed to increase the outstanding common
shares, have the preferred shareholders the right to subscribe for
them, and if so, what is the proper proportion of the new common
shares which they must be offered? ** Perhaps anticipating such

12 Prjvate Corporations, p. 421. According to both Ballantine and Berle the
New York courts have restricted the right to increases in the amount of author-
ized stock. This seems unfortunate and contrary to the intended purpose of the
right.

g“ In this case if the preferred shares were non-voting and limited in their claim
on assets in dissolution, it seems clear that they are in no way affected by the
increase in the outstanding common shares: the distribution of control and their
share in assets will in no wise be altered adversely.
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difficulties, the new Ohio corporation law specifically restricts the
pre-emptive right to further issues of shares in the same class,
although according to one authority this is contrary to the ma-
jority of the court decisions on the point.** Again, what of shares
issued for property? Perhaps the general position of the courts
on such questions, in the absence of explicit statutory provisions
and where nothing is provided in the articles of association, is
that the right should be upheld whenever the voting control or
the rights in assets or earnings of existing shareholders would be
adversely affected.*®

In view of the difficulties already mentioned and certain others
that might arise in corporations with complicated capital struc-
tures, and possibly also, because at times the pre-emptive right
might limit the powers of the management control group, it is
not surprising that many modern corporations deny the share-
holders all pre-emptive rights in the articles of association. Indeed,
the Delaware statute seems to go out of its way to encourage
incorporators to do so. It is not so clear, however, that all things
considered this denial is in the best interests of stockholders.*®

c. The right to prevent ultra vires acts. A corporation is said to
commit an «ltra vires act when such act is not within the powers
granted to it by the state and hence not contemplated by the
shareholders because not included in the statement of powers and

4 Frey, A. H., “Shareholders’ Pre-emptive Rights,” Yale Law Journal, Vol. 38,
pp- 563-583 at p. 577.

18 Ibid., p. 583. Hills, in his “model Act” article, allows the insertion of pre-
emptive right clauses in the articles of association, but they must be specifically
written in, they are not granted by statute. He writes, “The ‘right’ of pre-emption
was never intended to be a positive legal right, but rather an equitable remedy
against the appropriation by a few persons or shareholders of voting powers and
equities which properly belong to all the shareholders of one or more classes.
Being an equitable remedy, its application has resulted in a confusion of successes
and failures and in the creation of many exceptions with respect to preferred
shares, treasury shares, shares originally authorized, shares issued for property,
and the like. It is better not to attempt a codification of equities.” Hills, op. cit.,

. 1357,
P e It is said, however, that the right is practically never asserted by an ordinary
shareholder but only by so-called financial “pirates” anxious to cause costly em-
barrassment to the corporation. See Drinker, H. S., “The Pre-Emptive Right of
Shareholders to Subscribe to New Shares,” Harvard Law Review, Vol. 43 (1930),
pp- 586-616, at p. 615. I am indebted to Professor Henry W. Ballantine for point-
ing this out to me,
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purposes to which they agreed.”” Consequently, the doctrine has
two aspects: first, that involving the state and the corporations;
second, that involving the shareholders and the corporation.

The state’s interest in corporate actions which are ultra vires
is quite in harmony with the sovereignty-concession theory of
the corporation. For, if the state “creates” the corporation, clearly
the latter can have no powers that the state has not granted to it;
consequently, corporate acts exceeding the powers granted are a
nullity, as the phrase has it. Yet the rigid application of such a
rule could be the source of injury to outside partics. Suppose that
the corporation has received the full benefit of a contract, e.g.,
as a lessee, but then refuses to pay the rental on the grounds that
the contract was ultra vires. Surely to allow such a defense would
be unfair to the lessor. Hence while as a matter of public policy
corporations should be restricted to the powers granted to them,
a host of instances could arise where the mere fact of corporate
incapacity is socially unimportant in comparison to the wisdom
of holding persons to the agrecements they have accepted.’®

Our main interest in the concept of ultra wvires, however, is in
its relation to the rights of sharcholders. Here the “contract”
theory of the corporation provides a convenient basis for the doc-
trine: for in agreeing to the articles of association the shareholders
have consented to have their capital investment exposed to the
risks that the specified activities carry with them; they did not
contemplate assuming the risks of ventures not named. Conse-
quently, wltra vires activities are a breach of the agreement be-
tween the corporation and the stockholders. Therefore, a share-
holder may properly bring legal action to prevent the corporation

17 An wltra vires act is not an illegal act in the ordinary sense. It simply means
that the corporation had no power to do the particular thing it has done or pro-
poses to do. See Steveqs, Handbook on Private Corporations, pp- 279-282.

18]t is sometimes said that third parties are on “constructive notice” of the
contents of the corporate charter and therefore the excuse of wltra vires is valid
against them. But as a New York court once said, “A traveler from New York
to the Mississippi can hardly be required to furnish himself with the charters of
all the railroads on his route, or to study a treatise on the law of corporations.”
Bissell v. Michigan Southern & N.I.R. Co., 22 N.Y. 258, 281. Quoted in Stevens,

Robert S., 0p. cit., p. 204. This seems more than a sufficient answer to the con-
structive notice doctrine so applied.
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from engaging in them.” Notwithstanding this legal right, its
present-day significance for shareholders is rather slight for two
reasons: first, the statement of corporate powers in modern char-
ters is likely to be broad and inclusive so that the danger of wltra
wires acts is reduced; second, the amendment of the corporate char-
ter in this respect is much easier than formerly, hence, bothersome
limitations can be removed with comparative ease: in many juris-
dictions a two-thirds vote of the shareholders is sufficient.

Because of the confusion in the courts over the doctrine of ultra
wires some states—Vermont, Ohio, Louisiana, California, Michigan,
Illinois, Minnesota, Pennsylvania, and Washington—have endeav-
ored to cover the problem by statutory enactment.* This has been
a recent development as the first state to do so was Vermont in
1915.

d. The right to a knowledge of the corporation’s affairs and
condition. While stockholders possess this right, it is not easy to
say just how far it generally extends, because most states have
reduced the ordinary common law right to statutory enactment
and there are important differences between them. For example,
in Arizona, “All books, papers, and records of the corporation
shall at all times, during reasonable office hours, be subject to the
inspection of any stockholder.” ** In Illinois, on the other hand, the
right is restricted to shareholders of at least six months’ standing,
or to holders of at least 5 per cent of all the outstanding shares.?
Such a time or percentage limit of the shareholder’s right by stat-
ute is not uncommon. It is apparently firmly established that a
shareholder has the right to inspect the list of stockholders and
make a transcript thereof; but how much beyond this he may
proceed will depend upon the statute and the presence of a proper
motive. The right to examine books and records, of course, does
not allow a shareholder to obtain information for improper mo-

19t is probably true that many corporations have engaged in wltra vires activ-
ities from time to time but that no sharcholder has bothered to bring an action
to prevent them either because he did not know they were wltra vires, or because
he felt that the action taken was for, rather than against, his interests.

20 See Stevens, Handbook on Private Corporations, Appendix, where the stat-
utes in these states are described.

21 Arizona, Code, 1928, sec. 584.
22 Jllinois, Revised Statutes, ch. 32, sec. 45.
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tives unrelated to his position as a shareholder. Otherwise the
right might seriously interfere with the corporation’s regular
business or allow competitors, who were also shareholders, to
secure competitively useful information at a moderate cost.

For the purpose of better informing the shareholders some states
now require that a statement of profit and loss and a balance sheet
be sent to all shareholders at least annually, unless this require-
ment is specifically dispensed with in the by-laws.?® In New York
3 per cent, and in California 10 per cent, of the stockholders have
the right to demand from the officers of the company under
oath a written statement of assets and liabilities.

e. The right to transfer the ownership of shares to others. The
owner of a share of stock ordinarily has the power to sell it to
whomever he may wish as he sees fit. This is, of course, one of
the more important economic advantages of the corporate form
of enterprise from the point of view of investors. Nevertheless,
the right to transfer shares may be abridged by agreement between
the shareholders and the corporation. The by-laws of the corpo-
ration usually indicate the manner in which shares may be trans-
ferred in order to protect the shareholders against fraudulent
transfers. By-laws further restricting the right of transfer, such,
for example, as a requirement that the shares to be sold must first
be offered to the other shareholders or to the corporation, have
sometimes been upheld and sometimes rejected.** Cases are cer-
tainly conceivable where such a provision might be necessary for
competitive or other reasons and yet no harm to the general wel-
fare result.

23 For example, California: “The board of directors of every stock corporation
shall cause to be sent to the shareholders not later than one hundred twenty days
after the close of the fiscal or calendar year an annual report unless such report
be expressly dispensed with in the by-laws.

“Such annual report shall include a balance sheet as of such closing date and

a statement of income or profit and loss for the year ended on such closing
date. . ..

“Such balance sheet itself or comments accompanying it shall set forth (1) the
bases employed in stating the valuation of the assets and any changes in such
bases during the preceding year; (2) the amount of the surplus, the sources
thereof and any changes therein during the past year; ... (4) the amounts, if
any, of loans or advances to or from officers, sharcholders and employees.” Civi
Code, sec. 358.

24 See Ballantine, Private Corporations, pp. 447-448.
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f. The right to participate in profits in proportion to share in-
terest. No shareholder, as a shareholder, has any inherent right to
insist upon the declaration of dividends.*® The declaration of divi-
dends is discretionary with the directors who are expected to
exercise their best judgment in view of all the relevant facts
affecting the enterprise as a whole.*® And this seems a reasonable
view since if a majority of the shareholders is convinced of the
poor judgment of the existing directors in this respect they have
an appropriate remedy in the election of a new board.

As already observed, each shareholder has the right to partici-
pate in profit distributions in proportion to his shareholdings un-
less some different arrangement has been established by contract.*”
It so happens, however, that it is on the basis of their rights to
dividends that we most commonly differentiate shares into classes;
for instance, when we speak of “common” shares and “preferred”
shares.?®

The number of deviations from absolute equality in rights to
receive dividends is conceivably just as great as the variations in
voting rights from the simple rule of one share, one vote. Indeed
they both spring from the same source: namely, the right of free

28 A dividend declared by proper action of the board of directors creates an
account payable in favor of each shareholder affected, and such claim is a cred-
itor’s claim enforceable against the corporation as all other creditor’s claims. It
is not affected by subsequent insolvency provided the dividend was legal and
proper at the time declared. Thus, for legal purposes, it is the declaration of the
.dividend rather than its actual payment which is the important step.

26 As legal writers have frequently pointed out, the stockholders have only a
right to “the exercise of honest discretion” on the part of directors. This general
rule stands even though there may be large net earnings. For the most part the
courts are unwilling to interfere with the discretion of directors unless there be
a showing of bad. faith or an arbitrary withholding of dividends. For instance, a
court might intervene whEre an enterprise organized for profit is being operated
with the avowed purpose of reducing profits. See Dodge v. Ford Motor Co., 204
Mich. 459, 170 N.W., 668. Again, a court might intervene at the request of minor-
ity interests where it was demonstrated that the majority was endeavoring to
force them into selling their shares by refusing to declare dividends.

27 Not unlike the arrangement in a partnership where if no written agreement
exists all the partners are assumed to be equal.

38 According to the researches of Professor G. H. Evans, preferred stock first
appeared in the United States in 1836 in connection with subscriptions by the
state of Maryland to the stocks of two railroad and three canal companies. It
was not until 1843 that preferred shares were sold to private persons. See Evans,
G. H,, Jr., “The Early History of Preferred Stock in the United States,” Ameri-
can Economic Review, Vol. 19 (1929), pp. 43-58.
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contract. In fact, however, and apart from a few isolated examples,
the number of deviations from the typical pattern is much fewer.
Of a total of 1094 listing applications for the New York Stock
Exchange, examined by Professor W. H. S. Stevens, 961, or about
88 per cent, of them had a simple prior claim to dividends in a
fixed amount and no more.* That is, of the issues studied, by
far the greatest percentage were simple, ordinary preferred shares
entitled to a fixed dividend rate and nothing additional. The
alternative to a fixed initial preference is a preferred stock con-
tract where the preferred shares are entitled to participate further
in dividends according to the scheme provided in the agreement.*
Such shares are called participating preferred.

The contract granting a preference in dividend distributions to
a particular class of shares may provide for ecither a cumulative
preference—that is, one which carries over from one year to an-
other and which thus prevents dividend payments to more junior
claimants until the fixed preference rate for each and every year
has been met—or, a non-cumulative preference, in which case the
net income of each year is subject to a definite preferred alloca-
tion, but the unsatisfied preferred claims of one year exert no
influence on the manner of distributing dividends in subsequent
years. The first is called cumulative preferred stock; the second,
non-cumulative preferred stock.

29 Stevens, W. H. S., “Stockholders’ Participations in Profits,” Journal of Busi-
ness of the University of Chicago, Vol. 9, pp. 114-132; 210-230, at p. 210.

80 Of the remaining 133 issues (out of the 1094 studied by Stevens in the article
referred to in the previous note) where the preferred was entitled to something
more than a fixed initial dividend, “Eighty-three, or about 62 per cent . . . divide
the profits after the payment of fixed initial dividends on both common and pre-
ferred equally share for share or on some other agreed basis.” Ibid., p. 226. The
basis of participation in further profits may be on the basis of shares or classes.
The latter, however, is comparatively rare, although Stevens mentions the
Insuranshares Corporation of Delaware as a case in point. Ibid., p. 124. In in-
stances of this kind, clearly the number of shares in each class is important.

81 The exact wording of the contract with respect to non-cumulative preferred
shares is quite important. In some instances the dividends must be declared if
earned, in others it is discretionary with the directors. Professor Berle started a
lively discussion on this subject with an article in the Columbia Law Review in
1923 in which he urged that, on equitable grounds, non-cumulative preferred
stock was entitled to cumulations in the same manner as cumulative preferred

stock to the extent that its dividends had been wholly or partly earned; or, at
any rate, that the earned but unpaid dividends could never be paid out to the
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g. The right to a proportionate share in the net assets in disso-
lution. No shareholder or group of shareholders has a claim to
specific assets but only a claim against the net asset values. And,
unless a different arrangement has been agreed upon by contract,
all shareholders are entitled to share in proportion to their holdings
in the fund of net asset values after creditors have been paid their
claims in full. As in voting and in participations in profits, the
common law rule is that all shares stand on an equal footing in
their rights in net assets in dissolution.

Not uncommonly, however, one or several classes of shares in
a given corporation are granted by contract a prior claim against
the net assets in dissolution. As with dividends, this prior claim
may constitute the only claim on assets of the particular class of
shares or it may be only the initial claim of the class. That is, they
may be entitled to further participations on dissolution beyond
their superior claims. Moreover, their rights may be different
according as the dissolution of the corporation is voluntary or
involuntary. Usually where shares are preferred as to dividends
they are also entitled to any accumulated but unpaid dividends.
And, finally, on top of all this the shares preferred as to dividends
may be allowed a premium over and above their superior claim
on assets in dissolution. Professor Stevens has tabulated the dif-
ferent provisions as to rights in assets in dissolution as on the op-
posite page. .

The sometimes elaborate provisions relating to the partition of
asset values in dissolution are probably not of great significance
in the great majority of issues. For, if the corporation is success-
ful, there will be no inducement to liquidate it and the profit pos-
sibilities of the opportunity will be exploited as long as possible.
On the other hand, if the corporation is unsuccessful to the degree
common shareholders. The question was debated in the law journals for a num-
ber of years thereafter with the final conclusion, it would appear, that there were
many different kinds of non-cumulative preferred shares and that while Berle’s
argument was applicable to some it was by no means generally true. See Berle,
A. A, Studies in the Law of Corporation Finance, Chicago (Callaghan), 1928,
Ch."V; Stevens, W. H. S, “Rights of Non-cumulative Preferred Shareholders,”
Columbia Law Review, Vol. 34 (1934), pp. 1439-1461; “Discretion of Directors

in the Distribution of Non-cumulative Preferred Dividends,” Georgetown Law
Review, Vol. 24 (1936), pp. 371-396.



THE RIGHTS OF SHAREHOLDERS 87

that failure occurs, the net assets available for distribution to
shareholders in involuntary liquidation will be negligible. As is
well known, creditors rarely receive the full value of their claims
so that the likelihood of stockholders getting little or anything is
very slight.** Nevertheless, there is certainly no harm in allowing
the insertion of such provisions on the odd chance that they might
prove valuable.

4
INITIAL PREFERENCE IN AsSETs IN DissoLutioN oF CUMULATIVE AND
NON-cUMULATIVE PREFERRED StoCKs RECORDED IN NEW YORK
Stock EXCHANGE LisTING APPLICATIONS, 1885-1934 *

Non-
Type of Participation in Assets  Cumulative cumulative Total
Paror fixedsum .................. 39 81 120
Par and fixed premium ............ I 3 4
Par and fixed sum in involuntary and
par and premium or higher fixed
sum in involuntary dissolution . ... 1 1
Par and fixed premium and accrued
or accumulated dividends ........ 144 1 145
Par or fixed sum and accrued or ac-
cumulated dividends ............ 449 5 454
Par or fixed sum and accrued divi-
dends in involuntary and par and
premium or higher fixed sum and
accumulated dividends in involun-
tary dissolution ........ e 175 175
ToTAL .....vviiiiiiinnn. 808 o1 899

* From Stevens, W. H. S., “Stockholders’ Participation in Assets in Dissolu-
tion,” Journal of Business of the University of Chicago, Vol. 10 (1937), pp. 46-
73, at p. 52. The “fixed sum” used in the table above applies, of course, in the
case of shares without par value.

82 An exception is to be noted where a corporation is forced to dissolve under
court order, for example, as a consequence of a conviction for having violated
the anti-trust laws.

It is clear also that cases might arise where merger or consolidation of a cor-
poration with another could be construed as dissolution. According to Stevens,
the cases are not in agreement on this point. In a Pennsylvania case, Petry v.
Harwood Electric Co., 280 Pa. 142, 124 Atl. 302, it was held that a merger was
dissolution for the purpose of applying the clauses of the preferred stock con-
tract. But in a New Jersey case, Windburst v. Central Leatber Co., 107 N.J. Eq.
528, 153 Atl. 402, it was ruled that a merger did not amount to dissolution. See
Stevens, Robert S., Handbook on the Law of Private Corporations, pp. 491-492.
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In summary, we may re-emphasize the point stressed at the
beginning of the present section: That there are certain inherent
rights and privileges that attach to stock ownership per se in the
sense that, if nothing is said about them to the contrary, they are
assumed to accrue to the share owner and the courts will enforce
them on a proper suit. On the other hand, these common law
rights may be narrowed or extended by contract in any manner
desired by the parties concerned so long as the modifications do
not run counter to legal expressions of public policy. Further-
more, shareholders’ rights can be combined within one contract
in such a multitude of different ways that a complete catalogue
of all the conceivable variations is quite impossible. Finally, in
addition to the contractual modifications of shareholders’ inherent
rights there may be special rights added in particular cases, for
instance, the right to convert shares of one class into those of
another, or the right of the corporation to redeem the shares on
proper notice at a specified price. But the main point to keep in
mind is that in any given instance shareholders’ rights are derived
from the common law, the general incorporation statute under
which the corporation has been formed, and the terms of the
specific share contract between the shareholders and the corpora-
tion. Needless to remark, perhaps, short-hand names and descrip-
tions of share contracts are likely to be decidedly misleading.

3. The amendment of the corporate charter and sharebolders’
rights. To all the foregoing there is one important qualification
that must be touched upon before passing on to other matters: that
is, the rights of shareholders may be modified after the contract has
been drawn by an amendment to the corporate charter. This is
indeed a highly complicated and (apparently) partially unsettled
branch of corporation law. But the potential importance to stock-
holders of the power to amend the charter is so great that we
cannot neglect it entirely. The few remarks here ventured, how-
ever, must be regarded as at best tentative.*®

83 The present section is based mainly on the excellent study of the problem
made by the Securities and Exchange Commission. See Securities and Exchange
Commission, Report on the Study and Investigation of the W ork, Activities, Per-

sonnel and Functions of Protective and Reorganization Commmittees, Part VII,
Management Plans without Aid of Commmittees, Washington, 1938, pp. 464-525.
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The amendment of the corporate charter may be of greater or
lesser importance to the shareholders. An amendment to change
the corporate name is of quite a different order from an amend-
ment that alters shareholders’ voting rights and/or preferences,
or constitutes a redefinition of stated capital. And, indeed, the
law seems to distinguish between amendments which are “funda-’
mental” and those which are “auxiliary.” “Auxiliary” amendments
have been defined as those “which do not change the nature, pur-
pose, or character of a corporation or its enterprise, but which
are designed to enable the corporation to conduct its authorized
business with greater facility, more beneficially, or more wisely.” *¢
But such a definition does not enable us to differentiate between
major and minor alterations.

With the exception of lTowa and Nebraska all states permit char-
ter amendments on a vote of less than all the shareholders. Under
most statutes amendments may be originated by the board of
directors but must be approved by the stockholders (usually two-
thirds) and properly recorded by the Secretary of State before
becoming valid. Moreover, the statutes typically provide that even
shareholders that do not usually vote must approve the amendment.
Approval of the amendment, however, is sometimes (e.g., Dela-
ware) by classes and sometimes without regard to classes (e.g.,
Arizona, Kansas, Kentucky, North Dakota, Oregon). Where the
approval of amendments is on a share-for-share basis of voting
it is clear that if the number of shares in the different classes was
radically unequal it would be comparatively easy for, say, the
common shareholders to outvote the preferred and by an amend-
ment scale down the latter’s rights.*®

These broad statutory powers, however, have not been given
an all-inclusive interpretation by the courts. On the other hand,
the Securities and Exchange Commission has written: *¢

Actually, it seems impossible to deduce from existing decisions any
rule to ascertain with certainty the validity of an amendment adopted

3¢ Mower v. Staples, 32 Minn. 284, 286, 20 N.W,, 225, 226 (1884), as quoted in
ibid., pp. 465-466.

88 Where the simple two-thirds rule is provided in the statute without regard
to classes the rule means two-thirds of the shares issued and outstanding, not two-
thirds of those present at the meeting in person or by proxy. See ibid., p. 475.

38 1bid., p. 477-
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by a majority of the stockholders pursuant to a clause which merely
in general terms confers the power to amend upon a majority of the
stockholders. The courts seem to have been guided by their notions
of fairness in permitting or refusing to permit a majority of the stock-
holders to adopt various amendments under such a clause.

At least Delaware and California allow charter amendments to
alter voting rights.*” Ordinarily this would permit the common
shareholders to modify the voting privileges of the preferred if
they can vote sufficient shares. On the other hand, the courts on
occasion have refused to sanction a reduction in stated capital in
such a manner as to work real injustice on preferred shareholders.*®
Again, there is the problem of modifying contractual provisions
relating to call features, redemption rights, etc. From the point
of view of common shareholders there may be an advantage in
altering clauses of this character after the contract has been drawn.
The general rule appears to be, however, that the statutory law
at the time the shares were issued is controlling.** Apparently the
same rule governs the elimination of dividend preferences by
charter amendment, and some of the newer statutes (e.g., Dela-
ware) seem to contemplate such action. Yet amendments of this
character may not be employed in Delaware as a means of elimi-
nating accrued but unpaid dividends; that is, the amendment may
not be retroactive.** Of course the shareholders of the class whose
interests are being affected may wish to authorize the elimination
of arrearages by a vote of their own number. But for preferred
shareholders to relinquish their claims to accumulated and unpaid
dividends is quite a different story from permitting the common

874, . . the right to vote is not such a change in property rights as to be ex-
empt from the tampering effect of amendment where general power to amend
is reserved. It is but an alteration which concerns the internal management of
the corporation and being such is not beyond the reach of an authorized general
power to amend.” Morris v. American Public Utilities Co., 122 Atl. 696 at 705
(1923) as quoted in SE.C,, op. cit., p. 481.

88 Kennedy v. Carolina Public Service Co., 262 Fed. 803 (N.D. Ga. 1920).

88 SE.C., op. cit, pp. 493-496. It must be recalled, as we emphasized earlier,
that the incorporation statute is part of the charter of the corporation and there-
fore binds the shareholders. That is, if the statute allowed amendments then
security buyers are “on notice” and must accept them if carried through in the
manner provided.

40 [bid., pp. 506-510. A leading case is Consolidated Film Industries, Inc. v.
Jobnson, 197 Atl. 489 (Del. 1937).
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shareholders to decide the issue solely by their greater voting
power.

Overhanging all the foregoing there are usually said to be the
protective limitations of equity. How far these extend is not
altogether certain. Perhaps Professor Berle has stressed these equi-
table restrictions more than most writers; ** but other legal scholars
are less convinced of the practicality and effectiveness of these
equitable remedies for the protection of minority groups.**

II. THE OBLIGATIONS AND LIABILITIES OF
STOCKHOLDERS

1. Liability to the corporation. 2. Liability to creditors for unpaid
subscriptions and fictitiously paid-up stock. 3. Theories of sharebold-
ers’ liability to creditors: the trust fund doctrine; the fraud or bolding-
out theory; the statutory obligation theory.

1. Liability to the corporation. The obligations of shareholders
extend in two directions, to the corporation on the one hand and
to creditors on the other. Their liability to the former consists in
their obligation to pay into the corporation on a proper call by
the directors the amounts they have agreed to pay according to
their subscription contracts to purchase stock. Although shares
are not usually issued until they have been fully paid, sometimes
less than the full purchase price is paid in at the time of subscrip-
tion-and even issuance. If the subscription contract should pro-
vide for specific payments on particular dates then the subscriber
is liable for payment on those dates. Not infrequently, however,
the date of call is not predetermined and then the directors may
maintain a valid call against the shareholder for the unpaid bal-
ance. If, however, the shareholder has once paid into the corpo-
ration the full par value of his shares, and has in all respects ful-
filled the obligations of his subscription contract, his liability to the
corporation ceases under ordinary circumstances. Unless the arti-

41 Cf. Berle and Means, op. cit., Book 11, passim.
42 See S.E.C., op. cit., pp. 519-524.
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cles of association to which he has agreed provide for special levies
or assessments the corporation has no further claim upon him. Nor
may the state order a levy upon the shareholders for the benefit
of creditors or others unless it has reserved to itself the right to
amend the corporate charter, or unless the statutory law (which
1s part of the charter) expressly provides for an assessment. Fur-
thermore, even if a majority of the stockholders should by means
of a by-law order an assessment upon the shareholders, the cor-
poration has no power to enforce payment from a shareholder
who is unwilling to contribute.

2. Liability to creditors for unpaid subscriptions and fictitiously
paid-up stock. The liability of shareholders to creditors lies in
two directions: liability on account of unpaid stock subscriptions,
and liability on account of watered or fictitiously paid-up stock.*®
The former has been indicated above as an obligation of share-
holders to the corporation. The point to be added here is that
creditors of a corporation have no direct claim against the share-
holders on account of unpaid subscriptions, but only through-the
medium of the corporation. But any unpaid balance on stock sub-
scriptions is an asset of the corporation and if creditors have not
been satisfied they may take the necessary steps to enforce the

48 This is the general rule although in some jurisdictions the constitution or
statute provides for additional personal liability of stockholders. Generally this
remedy of creditors against stockholders is secondary; that is, it may be brought
into use only after creditors have exhausted all other means for the collection of
their debts. As Ballantine has said, “It is well settled that stockholders are not
personally liable for debts of the corporation either at law or in equity, unless
such liability is expressly imposed by the charter, or by some statutory or con-
stitutional provision.” Private Corporations, p. 697. These constitutional or statu-
tory provisions sometimes make the stockholders individually liable for debts of
certain kinds only, such,for example, as the wages of employees, apprentices, etc.
In other cases, where merely the word debt or indcbtedness has been used, much
litigation has ensued over what kinds of claims fall within the meaning of the
word. The various decisions do not seem to agree very closely. For this and
other obvious reasons it is not unusual for the corporation to insist on a “no
recourse” clause in creditors’ contracts, which clause limits the creditor to the
assets of the corporation and he agrees to waive any claim he might have against
the stockholders as individuals for non-payment.

It is important to keep in mind that where such individual liability is imposed
upon shareholders by the statute the provision is entirely for the protection of
creditors and for no others. That is, the corporation can in no sense regard such

ossible claims as being in the same category as unpaid stock subscriptions. The
riability is to creditors and not to the corporation. See ibid., pp. 696-717.
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collection of these unpaid subscriptions.** The stockholders, how-
ever, are only liable to the amount of unpaid creditors’ claims, and
not necessarily to the full amount of their unpaid subscriptions,
although as a practical matter the full amount is likely to be
necessary. Under such circumstances the defenses open to share-
holders are apparently misrepresentation or fraud.

Shareholders’ liability to creditors on account of watered stock
is more difficult to define. In essence the idea of watered stock is
that stock has been issued as fully paid and non-assessable when
in fact the shareholder has not paid into the corporation a con-
sideration in value equivalent to the par value of the shares issued.
The legal principles and difficulties involved are not easily or
briefly described: there is first the question of what provides ac-
ceptable evidence that the stock has been watered, and secondly,
what liability attaches to shareholders who own such shares. It
is obvious that the courts should not penalize honest mistakes of
judgment as to the values assigned to property received by the
corporation in exchange for shares: hindsight cannot be substi-
tuted for foresight. Possibly for this reason courts have been rather
loath to interfere with the expressed judgment of the directors in
the absence of special showing. On the other hand, it would be
generally agreed that a mere resolution of directors as to the value
of assets should not be a useful device for defrauding creditors.
The whole question is a difficult one and space does not permit
any full treatment of it here.*

3. Theories of sharebolders’ liability to creditors: the trust fund
doctrine; the fraud or holding-out theory; the statutory obligation
theory. The liabilities of stockholders to creditors of the corpora-
tion have given rise to certain legal theories of capital stock which
attempt to provide a logical basis for shareholders’ obligations.
These may be briefly mentioned.

44 It must be emphasized that the interest of creditors, as such, is in the pay-
ment of their claims and in order for cquitable rcmedigs to pEcmte on .b'eha f of
creditors they must have exhausted their legal remedies without obtaining full
payment. In other words, so far as shareholders’ contributions are concerned,
creditors have no interest therein unless their claims are unpaid or are in danger
of being unpaid. See next chapter.

45 But see, Dodd, David L., Stock Watering, New York (Columbia), 1930. A

useful summary of this volume is to be found in Bonbright, J. C., The Valuation
of Property, Vol. I, New York and London (McGraw-Hill), 1937, ch. 23.
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The so-called “trust fund theory” of capital stock seeks to em-
phasize the idea that the capital of a corporation is always subject
to the prior claims of creditors as opposed to the rights of stock-
holders. As Professor Ballantine has said, “The principal office of
the trust fund doctrine is to preserve the assets of a corporation
as a fund for the payment of its debts against withdrawal by stock-
holders.” ** Thus the common legal provision that corporations
may not pay dividends out of “capital” arises from the idea that
the impairment of capital necessarily involves a reduction of a
certain value sum set aside for the protection of creditors. In a
sense what the trust fund theory seeks to avoid in a rather round-
about way is any impairment of the ability of the corporation to
pay its creditors in full. Hence in corporate reorganization, ac-
cording to the doctrine in the Boyd case, unsecured creditors who
did not share in the plan of reorganization, although stockholders
received something of value in the new corporation in exchange
for their shares, have a valid claim against the new corporation.*”
The trust fund theory is perhaps of greatest meaning when ap-
plied to the capital of a corporation already in existence, and as
such, it provides a reasonable explanation of certain legal prin-
ciples governing the distribution of assets to stockholders, etc.
At the same time, however, it contributes little to the formulation
of proper principles in the case of watered stock.

The inadequacy of the trust fund theory for the problem of
watered stock has been partly responsible for the formulation of
the “fraud or holding-out theory.” The nature of the fraud con-
sists in the representation to creditors that capital in the amount
of the par value of the outstanding shares has been invested in
the enterprise when, in fact, some of the shares have been issued
for an inadequate consideration (less than their par value) or none
at all. Logically under this theory stockholders’ liability would
extend only to such creditors as were without knowledge of the

48 Op. cit., p. 672. Ballantine also quotes from Scovill v. Thayer, 105 U.S. 143,
as follows, “The reason is, that the stock subscribed is considered in equity as a
trust fund for the payment of creditors. . . . It is so held out to the public, who
have no means of knowing the private contracts made between the corporation
and its stockholders. The creditor has, therefore, the right to presume that the
stock subscribed has been or will be paid }Tz’d and if it is not, a court of equity

will at his instance require it to be paid.” » P. 672, n.
7 Northern Pacific Railway Co, v, Boyd, 228 U.S. 482. See infra, Ch. XIV,
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true circumstances surrounding the issuance of the capital stock.
Creditors who were “on notice” could not subsequently claim
they relied on the stated capital for the payment of their debts.*®
Such distinctions between earlier and later ereditors, besides lead-
ing to confusion, are not an entirely adequate solution for the
problem of watered stock.

Possibly the simplest and most straightforward theory to ac-
count for the obligation of stockholders to contribute full value
for their shares is what Professor Ballantine has chosen to call the
- “statutory obligation” theory, a theory which regards this require-
ment as one imposed by the state as a matter of public policy. It
is undeniable that one major advantage of the corporate form of
enterprise is the state-recognized privilege of limited liability to
the shareholders. Hence it is only reasonable that the sovereign
authority should demand that if there is to be limited liability to
the corporate associates, the privilege is only to be had provided
the shareholders have complied with the statutory requirements
governing the issuance of shares. Therefore the state may insist
that stockholders’ liability will be limited to the par value of their
shares only op the assumption that the sharcholders have actually
contributed to the corporation property values in this amount for
them. Such a theory of sharcholders’ obligations does away with
any need for drawing a distinction between creditors who knew
shares had been watered and those who did not. The principle is
simply that if any meaning is attachable to limited liability, and
if it is to be a device of real usefulness, then in the interests of
the public welfare the state must prescribe how the privilege is
attainable. The statutory obligation theory of capital stock would
appear eminently reasonable and practical. While it is very doubt-
ful if creditors do actually rely upon the stated capital of the cor-
poration for the payment of their claims, nevertheless the state
may well insist upon a certain minimum investment from all mem-
bers of a corporation as an indispensable condition for the other-
wise unlimited personal liability of the shareholders. It can be
argued also that the state should insist that whenever shares are

48 But in some jurisdictions the courts have held that this matter of being “on

notice” makes no difference, although it is stated that this interpretation is based
in part on the wording of the statutes. Sce Ballantine, op. cit., p. 674
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issued they should represent an equal value contribution from all
those then acquiring them in order to protect the shareholders in
their relations with one another. Indeed from a historical and
practical point of view the really important aspects of stock water-
ing are not the possible harm to creditors, which the courts have
been inclined to stress almost exclusively. In the writer’s opinion,
the practice by which certain persons receive shares representing
a proportionate claim on assets and earnings by delivering little
or nothing to the corporation while at the same time others sur-
render cash in good faith for the same proportionate interest is
the most grossly inequitable feature of the whole problem of stock
watering. In short, the de facto fraud on cash purchasers is the
real crux of the problem. So far as possible the state should insist
that at any time when identical shares are issued they should rep-
resent an equivalent capital investment per share.

IIT. THE QUESTION OF PAR VALUE

1. The argument against par value shares. 2. Sharebolders’ obliga-
tion to the corporation in no par shares. 3. Sharebolders’ liabilities to
creditors in mo par shares. 4. No par shares and stockbolders’ relations
to one anotbher.

The various theories of capital stock discussed in the last section
are chiefly applicable to par value shares. The question naturally
arises as to what obligations and liabilities attach to stock owner-
ship in the case of shares without a par value. May the same
reasoning be applied, and if so how; and if not, what relationship
does hold between shareholders and creditors under no par value
shares? ¢°

1. The argument against par value shares. The arguments which
have been offered against par value and in favor of no par value
shares have altered but little through the years. The requirement
that the value contributed to the corporation must be at least
equal to the par value of the shares issued has no doubt been

49 North Dakota, Nebraska, Oklahoma, and the District of Columbia make no
provision for no par shares.
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bothersome at times and led to many questionable subterfuges.
The most common adaptation to such laws has been to overvalue
property (other than cash) and services received in payment for
shares and then to have the shareholders so admitted to the cor-
poration turn around and donate back to the corporation a por-
tion of their holdings. The corporation could then sell these “do-
nated” shares for cash at the best price obtainable and the then
purchasers thereof would hold fully paid and non-assessable shares
even though they had paid less than par for them. It is usually
argued that some such arrangement is frequently necessary if the
enterprise is to come into existence. The possibility of selling the
shares for cash at their par value is held to be out of the question
in many cases.*® Hence it has often been argued that no par value
shares permit directors to be more honest in their property valua-
tions; although just how this result is the more likely to be achieved
is not very clear. It has been argued also that many purchasers of
par value shares were misled by the figures on the certificate into
thinking that the shares were actually worth this amount. Hence,
so it was urged, with the par value figure erased the purchaser
could no longer be so deluded, but would seck to determine by
his own investigation the true worth of the shares.”* A more con-
vincing argument against par value and in favor of no par value
shares is that when a company wishes to raise more capital by

50 Most such arguments usually carry within them the implicit assumption that
the shares must have a $100 par value. But there is no reason why the par value
might not be made smaller and the shares sold for more than par, or just at their
par value. If shares will be purchased for cash at all there is no reason for going
through the motions of overvaluing prorerty and donating stock in order to
permit such shares to be sold to the public at an appealing price. What a pur-
chaser of shares is primarily interested in is whether the stock is full-paid and
non-assessable, the }:ct that it is sold at more or less than its par value matters
not at all if the first requirement is fulfilled. The real reason for the hocus-pocus
with regard to par value shares issued for property is probably that it permits
those who contribute property to secure their shares on more favorable terms
than those who contribute cash. .

81 The kind of investor who would be misled by the printed figures indicating
par value would certainly not be very well qualified to conduct any investigation
of his own into their true worth. Furthermore, a prospective bux'er usually never
sees the certificate until after the purchase has been completed, and even then,
under modern practices, the certificates are frequently left with a broker so that
the purchaser never sees them in any case. If the purchaser were misled, in most

cases it would be because the seller had led him to believe that they were some«
how worth their par value.
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the sale of shares it will be impossible to sell the additional shares
at par if those already outstanding are selling below their par
value in the market. If they are sold for less, then the discount
will subsequently have to be amortized.”* This may invoke a
hardship on some corporations which, for one reason or other,
do not wish to reduce their capital by formal action or to issue
shares of another class. As was remarked in an important case,
“To say that a corporation may not, under the circumstances
above indicated, put its stock upon the market, and sell it to the
highest bidder, is practically to declare that a corporation can never
increase its capital by a sale of shares, if the original stock has
fallen below par.” ** Perhaps the most convincing argument lead-
ing to the adoption of no par value shares, however, was that
such shares frankly recognized that stock ownership meant a pro-
portionate interest in the net worth of the enterprise with all the
rights and privileges attaching thereto. Its original value was not
necessarily its present value, and in the nature of the case any
suggestion to the contrary was misleading.®

2. Shareholders’ obligation to the corporation in no par shares.
As Berle has pointed out, not all no par value statutes are identi-
cal, and hence no par value shares as permitted in one jurisdiction
may be different in certain important respects from those issued
in another.’® Some no par value laws insist that a certain minimum
capital contribution shall be paid into the corporation for each
such share issued.* Berle would call this type “stated value” non-

ar stock. The more common type of no par statute, however,

) ) yP P
simply requires a statement of the number of no par shares to

52 Some few states now permit the sale of par value shares at less than their
par value without rendering the purchasers thereof liable for further calls or
assessment; in other words, these shares are full-paid even though sold for less
than their par value. See West Virginia, Code, ch. 31, art. I, sec. 29; such authority
must be conferred on the directors by the stockholders by special vote.

%8 Handley v. Stutz, 139 U.S. 417 (1891). This decision permitted the corpora-
tion to issue its shares for less than par value yet as fully paid. The facts of the
case, however, seem to have been a little unusual. '

8 As we shall have occasion to observe below, however, the same argument
could be applied with equal force to many asset figures, especially durable assets.

58 Berle, X A., Studies in the Law of Corporation Finance, Ch. 1V,

58 For instance in South Dakota the law apparentlg: requires that no shares be
issued for less than a minimum of $5. Laws, 1929, ch. 92, sec. I. There is also a

provision that a corporation shall not begin business with a stated capital of less
than $500.
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be issued. States having the latter type of law then further provide
that the capital of the corporation shall be either the full amount
received in consideration for the no par value shares or that pro-
portion thereof which the directors elect to designate as stated
capital.*” It is apparent that full-paid and non-assessable stock is
not identical under these two kinds of no par value statutes. Where
some minimum amount is required by the state it would. seem
that if this amount has not been paid in the shares are not fully
paid and non-assessable.” In the other case, however, shareholders
own fully paid shares when they have paid into the corporation
such consideration as has been fixed by the directors or stock-
holders from time to time.* The price at which no par shares are
to be sold may be fixed in the articles of association or, according
to the agreement, the price may be left to be fixed by the directors
or stockholders in general meeting on the basis of all the facts and
circumstances at the time of sale.

3. Sharebolders’ liabilities to creditors in mo par shares. What
of the liabilities of sharcholders to creditors under no par value
shares? No par value shares were supported in many quarters on
the grounds that the removal of par value would do away with
the abuses and misrepresentations involved in “watered stock.”
One might suppose, therefore, that the protection of creditors
would be greater under no par than under par shares. If anyone
seriously believed this result would follow, the years since 1912
must have shattered any such hope. Much the most common type
of no par statute allows stock to be fully paid and non-assessable
provided only that the subscriber has delivered to the corporation
all that he has agreed to pay. In Delaware there need be no alle-

57 New York is an example of the first, and Delaware of the second.

58 As Berle expresses it, “A fixed amount has been agreed upon in respect of
each share; and this amount, multiplied by the total number of issued shares, is
the capital attributable to such shares. The statute requires it; the incorporators
have agreed to it; the subscribers of the stock are at least on notice of it; and
the records in the office of the Secretary of State set forth the situation to all
who inquire.” Op. cit., pp. 68-69.

89 “Any and all shares without par value so issued, for which the consideration
so fixed has been paid or delivered in good faith, shall be deemed full-paid stock
and shall not be liable to any further call or assessments thereon, and the holders
of such shares shall not be liable for any further payments in respect thereto.”

Michigan, Laws, 1931, no. 372, sec. 19. There are many statements of this kind
in the statutes.
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gation as to the value of the property contributed, it may merely
be described, and the directors are allowed 6o days within which
to affix a value upon the property tendered in payment for the
no par shares issued.® The fact that directors are granted a two
months’ period in which to determine the value of the consider-
ation received, however, in no way avoids any of the problems
formerly associated with the valuation of property and services
under par value laws. The corporation must keep books, and must
therefore attach some moncy value to the property or services
delivered to it in exchange for shares issued. The opportunity for
over-valuations is as great under no par shares as under par value
shares. The abolition of par value in itself is a negative idea only;
it cannot simplify or remove the problem of arriving at a proper
figure for property or services. So far as creditors are concerned,
the net result, under the typical statute, is to protect promoters
at the same time that creditors are denied their former remedies.
This seems a strange consequence of a device which was to do
away with the evils of watered stock. If under such statutes the
ordinary rights of creditors against stockholders tend to disappear,
then some provision should be established requiring a certain mini-
mum capital with which the corporation will begin business, and
which may not be reduced by dividends. Otherwise there is a

60 As Professor Bonbright has observed, “Under the Dclaware law providing
for no-par stock, there scems to be no liability on the part of the promoter share-
holder, provided he delivers to the corporation the precise pieces of property
he contracts to deliver. As to the value of this property he necd say nothing.
He may even receive 10,000 shares of stock for a yellow dog and a dead cat
without being subject to a further assessment; for he has made no claim as to
the value of these two animals. It is, therefore, difficult to escape the conclusion
that the Delaware law, in effect though not in form, has cut off the creditors’
remedy of sharcholders’ liability when stock is issued for property or for serv-
ices.” Bonbright, J. C., “Dangers of Shares without Par Value,” Columbia Law
Review, Vol. 24, p. 460.v

Consider also the following: “We are cited no authority, nor have we found
iny, supporting the right to recovery asserted by the trustee in bankruptcy. On
the contrary, the generally, if not universally, accepted theory of the purpose
of such statutes is that they are intended to do away with both the ‘trust fund’
and ‘holding out’ doctrines. . . .

“Granting that the courts should compel the payment of the consideration for
which the no par value stock was issued by the corporation, it would seem, not
only that the consideration contemplated by the corporation and its promoters
has been paid, but also that the no er value stock had no tangible value.” Jobn-

son v. Louisville Trust Co., 293 Fed. 857 (C.C.A. 6th, 1923).
See also Allenburst Park Estates v. Smith, 101 N.J. Eq. 581 (1927).
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serious danger that no par value shares may be employed by con-
scienceless persons in a manner to deprive creditors of even those
few protections which they have traditionally possessed.

4. No par shares and stockhbolders’ relations to one another. No
par value shares are not without certain dangers to stockholders
in their relations to one another. Under the typical par value stat-
utes shares may not be issued for less than their par value. Hence
every shareholder has the partial protection that no one else may
receive a newly issued share in the enterprise for an amount less
than he has originally contributed.® In the case of no par shares,
however, it is common to provide that additional shares may be
disposed of for such consideration as the board of directors may
determine. The danger of such arrangements is that additional
shares may be sold for an amount less than the true worth of the
already outstanding shares; and insofar as this occurs the earlier
shareholders will be harmed because a portion of their valuable
interest will have been appropriated by the new shareholders. This
could occur, however, only where the pre-emptive right has been
contracted away. Whether shareholders have any remedy in equity
in such situations seems to depend upon all the relevant facts of
the case.®? Seemingly no general rule can be laid down.

Another aspect of no par value shares of special interest to
shareholders is the now rather common practice of crediting a
portion of the proceeds from the sale of no par value shares to
capital surplus rather than to capital stock. Capital surplus so
created is in many jurisdictions surplus available for dividends.
Under par value statutes the payment of dividends from “capital”
has been typically illegal. The purpose of such provisions of course
was to prevent unscrupulous directors from paying back to stock-
holders a portion of their original capital contributions in the guise
of dividends.® Some no par value statutes, however, openly en-

61 The protection is }aartial only, since if the pre-emptive right has been denied
by the charter, then if new shares are sold for par when the book value or the
capitalized earning tPower indicates a value Ereater than par, the new shares will
appropriate some of the value attaching to the older shares. After the new shares
have geen issued, the new and the old will possess identical rights. See supra in
the present chapter, I (2) (b).

62 But see Berle, A. A., Studies in the Law of Corporation Finance, Ch. 1V, and
the cases there discussed.

o3 As already observed it was also intended as a protection to creditors.
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courage the payment of dividends from capital surplus so created.
It seems reasonable to argue that a sharp differentiation should
be maintained between earnings and the source of earnings, other-
wise much confusion and misrepresentation are likely to result. It
is doubtful, however, if most shareholders realize the full impli-
cations of the apparently harmless provision that not all the pro-
ceeds received from the sale of no par shares must be credited
to capital and hence made unavailable for dividends. Viewed his-
torically and logically, the prohibition against the payment of
dividends from capital, in the sense of the amount originally con-
tributed to the corporation in return for shares issued, seems emi-
nently proper and reasonable. In the case of par value shares each
share issued required a payment to the corporation equal to its
par value, and the capital stock account was simply the number
of shares outstanding multiplied by their par value. Hence capital
meant the amount originally paid in, plus any additions thereto
from earned surplus; therefore a prohibition against dividend pay-
ments from capital need only insist that dividends not be paid
which would reduce the capital stock account. Unfortunately in
the case of no par shares this equivalence between the amount paid
for the shares and the capital stock account is not necessarily main-
tained. Thus, while the statutes may still provide that dividends
may not be paid from capital, capital, under many no par value
laws, is interpreted to mean the amount appearing in the capital
stock account, which may be considerably less than the amount
paid by stockholders for their shares. In other words, while on the
surface the same restrictions apply in no par as in par value shares,
the protection to investors is reduced because they may receive
back in driblets labeled dividends a sizable fraction of the amount
they originally paid in; under the former this was typically im-
possible.®

Thus, despite the optimistic fanfare that accompanied the intro-
duction of no par value shares of stock it is highly doubtful if

8 Professor Berle has argued that in the absence of some explicit statement to
the contrary the intention of purchasers of shares is that the whole amount paid
in for no par value shares is intended as capital, and presumably would be subject
to the same restrictions as in par value sﬁares. In view of the wording of the

statutes and decisions of the courts, however, this view seems more idealistic
than the facts warrant, As to its desirability, however, there can be no doubt.
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they have achieved anything beneficial from the broad public
point of view. That they have protected promoters and corporate
management in the pursuit of ends in conflict with those of share-
holders in their capacity of investors can scarcely be denied; but
the social wisdom of such protection is not easily demonstrated.
Indeed, one wonders when all is said and done if no par value
shares have not produced more harm than good. At any rate the
alleged “advantages” which accrue from their general use by
corporate enterprises have been grossly exaggerated.

IV. SUMMARY

The rights of shareholders define the relation that exists be-
tween them and the corporation of which they are the owners.
These rights arise from three sources: the common law rights that
have come to be regarded as attaching to stock ownership in the
very nature of the case; the modifications or redefinition of these
common law rights by statutory enactment; and the special terms
provided in the written contract between the corporation and its
shareholders. The number of ways in which these various rights
can be combined and adjusted to suit the wishes of the contracting
parties is very large indeed although some types of share contracts
are more frequently employed than others. Even after the stock-
holders have had their rights defined by the share contract they
may be subsequently altered by amendments to the corporate
charter in the manner provided for when the contracts were
drawn.

The obligations of stockholders extend both to the corporation
and to its creditors. To the former they are bound to pay in full
value for their shares as agreed upon a proper call by the directors.
If creditors’ claims are unsatisfied, shareholders are liable insofar
as stock subscriptions have not been paid in full and to the degree
that the shares are outstanding for which the corporation received
an inadequate consideration in value terms. Shareholders’ obliga-
tions to creditors have given rise to certain theories of corporate
capital stock: the trust fund theory, the fraud or holding-out
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theory, and the statutory obligation theory. The last seems to pro-
vide the simplest logic on which to base shareholders’ obligations
to pay full value for their shares. It emphasizes that the special
privilege of limited personal liability is only to be had on terms
stipulated by the state in the interests of all parties concerned.

The usual theories of capital stock were developed with refer-
ence to par value shares. Partly because of the lip service paid
to such doctrines in practice many persons felt that the abolition
of par values entirely would promote honesty and fair dealing and
at the same time encourage enterprise. Although not all no par
value statutes are identical it would appear that shareholders’ obli-
gations to creditors have largely been swept away by the more
common types. The net result has been to favor shareholders while
stripping creditors of their former remedies, slight as these were.
No par shares are not without their dangers to shareholders in
their dealings with one another. The net gain from no par shares
is problematical.
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Chapter V

THE RIGHTS AND REMEDIES OF
CREDITORS OF THE CORPORATION

1. The Inberent Rights of Corporate Creditors. 11. Extensions
and Limitations of Creditors’ Rights by Contract. l1l. The Anom-
alous Position of Bondholders. 1V . Sunrmary.

While both shareholders and creditors provide capital for cor-
porate enterprises the relation of creditors to the corporation and
its assets is different in many important respects from that of share-
holders. In the previous chapter we indicated the general rights
of shareholders and how these may be extended or restricted by
contract. Similarly, creditors possess certain general rights and
remedies which may be invoked in pursuit of their claims. And
likewise these too may be refined and extended by contract.
There is one notable difference, however: creditor-debtor relations
between persons in the absence of special contract are, in general,
not unique simply because one (or both) of the “persons” hap-
pens to be a corporation. That is to say, creditor-debtor relations
in no sense spring from the existence of the corporate form; they
would exist, at least in their simpler forms, had the corporation as
we know it never developed. The concept and implications of
stock ownership, on the other hand, are, in a very real sense, di-
rectly associated with and dependent upon the presence of the
corporate form. If only the ordinary rights of creditors were in-
volved there would be no reason to include here a special chapter
dealing with creditors’ rights. It so happens, however, that the
application of the time-honored principles of creditor-debtor rela-
tions to corporations has brought about important extensions of
the basic ideas and practices commensurate with the marked com-
plexity of the modern business corporation. While the underlying

philosophy has persisted, its application to involved situations has
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led to forms and procedures that are unique in important respects:
the idea of receivership, for instance, is simple enough; but an
understanding of the basic idea itself gives but a faint suggestion
of what receivership may mean for a large corporation. Again,
since corporations, unlike real persons, may attain perennial exist-
ence, there are not the same obstacles to very long-time creditor-
debtor relations. It would be unusual for real persons to draft a
contract calling for the repayment of a large principal sum a cen-
tury hence, yet such distant due dates are a commonplace among
corporate debtors. Furthermore, legal ingenuity has developed a
means whereby a corporation through a bond indenture may deal
with a number of identically situated creditors as if they were one.
Indeed, the relative permanency of corporate existence and its
associative character have permitted an enormous ramification and
elaboration of the simpler creditor-debtor relations between real
persons. And it is mainly these which give corporate creditor rela-
tions the status of a special study within the broader field.

It is helpful, notwithstanding, first to take cognizance of the
underlying position of creditors respecting debtors’ property in
the absence of special contract. The modifications and elaborations
of creditors’ remedies by contract will be postponed until section
I of this chapter.

I. THE INHERENT RIGHTS OF CORPORATE
CREDITORS

1. Creditors’ procedure in law and equity to obtain payment. 2.
Creditors’ right to insist upon full value contribution by sharebolders.
3. Fraudulent conveyances and corporations. 4. The granting of pref-
erences. 5. The purpose in appointing a receiver for a corporate
debtor’s property. 6. The position of the receiver. 7. Summary.

1. Creditors’ procedure in law and equity to obtain payment.
A creditor, qua creditor, is entitled merely to collect from the
debtor the sum of money owed to him.* In the broad and general

1 The obligation of the present section to Glenn, G., The Rights and Remedies
of Creditors Respecting their Debtors’ Property, Boston (Little, Brown), 1915, is
gratefully acknowledged.
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sense his status as a creditor in nowise confers upon him any right
to the specific property of the debtor. He is entitled to the pay-
ment of the sum of money owed him, to be sure; but in the
absence of default the mode by which the debtor comes into
funds with which to pay the claim is not his concern. Thus, the
simple existence of a debt does not in and of itself set in motion
any legal machinery. Although there is the familiar distinction
between secured and unsecured creditors, it must be emphasized
that the security is in reality “but an incident to the debt it secures,
and a mortgagee is nothing more than a creditor secured by a
mortgage.” * In other words, secured creditors are not a class
entirely apart, but simply creditors who have definable rights
against some of the debtor’s assets over and above those possessed
by simple creditors.

In the ordinary run of events, of course, debts are paid when
due and the inherent rights of creditors have no occasion for
exercise. In the case of non-payment, however, by what procedure
does the creditor seek the enforcement of his claim? ®

If a debt is due and unpaid then the creditor may sue at com-
mon law for its payment. If the case be clear, ie., there is no
question of the money being owed, then the suit at law will result
in a judgment. Now the importance of the judgment is notable.
As Glenn emphasizes, in the first place the judgment gives the
creditor a “claim upon the debtor” which, in the legal sense, he
did not possess previously, i.e., the debt is determined at law to be
owing and unpaid. That is, for legal purposes, there is no longer
any question of the validity of the debt, of the fact that its due
date has arrived, and that it has not been paid. In the second place,
the judgment sets in motion certain machinery which will pre-
sumably lead to the payment of the creditor’s claim. For a creditor
who has had his claim reduced to a judgment, a “judgment cred-
itor,” is entitled, by means of a “writ of execution” which accom-
panies the judgment, to secure payment of his claim from the sale

2 Myer v. Car Co., 102 US. 1, as quoted by Glenn, op. cit,, p. 3.

8 This brief excursion into such matters may seem an unwarranted digression.
But it has been the author’s experience that an elementary understanding of how
creditors in general may proceed enormously facilitates comprehension of the

more complex cases of the enforcement of creditors’ rights, such as bankruptcy
and corporate reorganization.
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proceeds of whatever property of the debtor the sheriff finds it
necessary to sell in order to meet the claim. The creditor’s claim
at law upon the debtor’s property grows out of the judgment in
an important sense: the judgment gives the creditor the right of
realization upon his debt.* Armed with his judgment and the writ
of execution the creditor’s position is greatly strengthened.

The judgment and the ensuing writ of execution, however, only
extend to those assets of the debtor which a common law court
may recognize as property It must be emphasized, though, that
not everything of value which a person would regard as an asset
falls within the category of property at common law. For instance,
a person’s interest in a trust estate or an cquity of redemption in
a mortgage would not be property at common law. The usual
practice among legal writers is to refer to such assets as “equitable
assets,” meaning thereby that jurisdiction over them resides in
courts of equity as opposed to courts of law. Sometimes equitable
assets are also called “choses in action.” A recent writer describes
these as follows: °

This is the nondescript remainder—the choses in action. They con-
sist of all less than present possessory rights which are nevertheless
recognized at law. They are rights (and therefore “things”) of a most
highly incorporeal nature because no present possession is conceived
to adhere to them. Thus in actual fact they represent little more than
a right to bring an action. On the other hand the very reason for the
right of action is itself the basis of their status as “things”—incorporeal
“things”—for, as a class, they are all conceived to represent the right
of the dispossessed to be repossessed—his persisting property in an ob-
ject, possession of which he has temporarily surrendered or failed to
gain. The recovery is of this object or its equivalent. Choses in action
are thought of along somewhat the same lines as the future estates in
land, which are at first included with them. They are slices of a right
of possession which has been “protected upon the plane of time.”

4 Under certain circumstances, if the debtor freely admits his obligation to the
creditor the formality of judicial determination of the debt is not essential. More-
over it is probably true that in a great many instances there is little difficulty in
establishing the debtor’s obligation because there is written evidence, eg., 2
promissory note, of his acknowledgment of the debt.

8 Noyes, C. R., The Institution of Property, New York (Longmans), 1936, pp.
278-279. If this somewhat long quotation does not clarify the concept entirely,
which is quite probable, it is perhaps because no simple definition can be drafted
in non-technical terms.
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In order for the sheriff to assume control over property by writ
of execution that property would have to be “the subject matter
of a common law possessory action.” ® Fortunately for our pur-
poses it is not necessary to indicate all the various kinds of prop-
erty which fall within the definition of equitable assets. It suffices
to recognize that certain of the debtor’s assets in the ordinary
meaning of that term cannot be reached by a writ of execution
at common law.

But if the creditor’s claim remains unpaid despite the writ of
execution and the debtor has other assets, his cquitable assets,
which the writ cannot reach, what further remedy is available to
the creditor in order to obtain payment?

Until comparatively recently the creditor’s further prosecution
of his claim was via a creditor’s bill in equity. That is, a judgment
creditor whose judgment was returned unsatisfied, or, as fre-
quently expressed, a “creditor who had cxhausted his remedy at
law,” could invoke the assistance of a court of equity by means
of a judgment creditor’s bill which, in effect, asked that the court
compel the debtor to turn over to a receiver (a court appointee)
those assets, unreachable at common law proceedings, which would
yet permit the payment of the creditor’s claim.” This somewhat
circuitous procedure, however, has been shortened in recent times
by statutory enactment so that the creditor may now achicve the
same net result of filing a creditor’s bill in equity by merely ini-
tiating so-called “supplementary proceedings” to his legal action.®
In other words, the two proceedings are joined in a manner to
expedite the relief available to the creditor. In this way, then, cred-

8 Glenn, op. cit., p. 7.

7 A point of some importance, apparently, is that the equity procecdings were
regarded as ancillary to the common law proceedings and that therefore the
creditor had no claim to the assistance of equity until he had “exhausted his
remedy at law.” That is to say, until his judgment had been returned unsatisfied
a creditor had no standing in an equity court. The creditor might, however, file
a creditor’s bill in equity either on behalf of himself alone, or on behalf of him-
self and others similarly situated. Unsecured creditors who did not have unsatis-
fied judgments, however, could not be parties to the bill.

8 An interesting note describing briefly the similarities and points of difference
between the older procedure and the new in the state of New York will be
found in Hanna, J., Cases and Materials on Creditors’ Rights, Chicago (Founda-

tion), 1935, pp. 66-71. This note emphasizes that “supplementary proceedings”
are statutory in origin and have largely superseded the older procedure.
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itors are placed in a position to enforce their claims upon debtors
by being able to reach out after both their common law and
their equitable assets.’

Still leaving special contractual relations for subsequent con-
sideration, is there anything peculiar in the situation when the
debtor is a corporation? Do creditors of a corporation hold any
special rights which do not obtain against real persons?

2. Creditors’ right to insist upon full value contribution by
sharebolders. In the previous chapter we have already alluded to
the doctrine that shareholders are obligated on various theories
to contribute full value to the corporation for shares received.
Both the trust fund theory and the holding-out theory seek to
emphasize shareholders’ responsibilitics to creditors. While jurists
have more or less abandoned the trust fund doctrine as untenable
it may be emphasized none the less that cven that doctrine gave
creditors no right to insist upon full payment for shares unless
they had “exhausted their remedies at law.” ** Nevertheless, as
already pointed out in Chapter 1V, the creditors, if their claims
are unpaid, might well insist that sharcholders contribute full value
for their shares on the grounds that the incorporation statute has
been violated: i.e., on the grounds of the statutory-obligation the-
ory. All this, of course, is on the assumption that the corporation
is solvent. An insolvent corporation is in a different position; and
here, perhaps, the trust fund doctrine has greater cogency. As the
United States Supreme Court once said: **

Solvent, it [the corporation] holds its property as an individual
holds his, free from the touch of a creditor who has acquired no lien;
free also from the touch of a stockholder who, though equitably in-
terested in, has no legal right to, the property. Becoming insolvent, the
equitable interest of the stockholders in the property, together with
their conditional liability to the creditors, places the property in a
condition of trust, first, for the creditors, and then for the stockhold-

9 Needless to say this very brief sketch has ridden almost roughshod over cer-
tain important difficulties. In particular, our account has not even indicated the
very knotty problems that may arise when assets of the debtor are located be-
yond the jurisdiction of the court. But see Glenn, op. cit., passim.

10 See Stevens, Robert S., Handbook on the Law of Private Corporations, St.
Paul, Minn. (West), 1936, p. 746.

11 Hollins v. Brierfield Coal and Iron Co., 150 U.S. 371, 383, as quoted by Ste-
vens, Robert S., op. cit., p. 747
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ers. Whatever of trust there is arises from the peculiar and diverse
equitable rights of the stockholders as against the corporation in its
property and their conditional liability to its creditors. It is rather a
trust in the administration of assets after possession by a court of
equity than a trust attaching to the property, as such, for the direct
benefit of either creditor or stockholder.

3. Fraudulent comveyances and corporations. The prohibition
against fraudulent conveyances in general operates with respect
to corporations in the same manner as against real persons. A
fraudulent conveyance may be said to consist in the transfer of
assets by the corporation with “the intent or with the effect of
hindering, delaying, or defrauding creditors.” ** An instance of
fraudulent conveyance peculiar to corporations is the payment of
a dividend which renders it insolvent.’®* Dividends, however, are
probably a relatively unimportant instance of fraudulent convey-
ances. The recent Uniform Fraudulent Conveyance Act has sim-
plified and expedited the remedies of creditors where fraudulent
conveyances are demonstrated and proven, and the Act, of course,
applies to corporate debtors as well as others. This statute which
has been enacted by many states apparently permits the creditor
to levy directly upon assets fraudulently conveyed—without the
former necessity of first having them returned to the debtor—and
then to follow the regular procedure in law and equity for the
collection of claims already described.™*

4. The granting of preferences. Where a debtor has more than
one creditor an important matter is his right to grant preferences
between them. The common law procedure and the ancillary re-
lief afforded by courts of equity for the collection of debts do not
pretend to restrain debtors from preferring one creditor to an-
other. And subject to whatever modifications the individual states
may have introduced by statute, a corporate debtor as any other
may allow one or more creditors a preferred position over others.

12 Stevens, Robert S., op. cit., p. 751.

18 The question of illegal dividends is, of course, not restricted to those in-
ducing insolvency. And as a matter of fact dividends illegal for this reason con-
stitute but a small fraction of the illegal dividend cases. Other restrictions on
diyidends usually impinge upon the corporation sooner. See infra, Ch. IX.

4 An important point, seemingly, is that creditors’ claims need not have ma-
tured in order to seek relief under the Act. See Stevens, Robert S., op. cit., PP

751-753.
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Hence, so far as the law and equity courts are concerned, the gen-
eral rule is “first come, first served” and creditors are entitled to
payment according to their finishing positions in what has been
called the “race of diligence.” As has been recently said in an
important case: **

To leave them [debtors] to the rude methods of common law debt
collections would mean financial death to them and, because of the
frightful waste which accompanies these methods, loss to creditors as
well. More than this, creditors were forced by self-interest into a race
to be first in at the death. Many a debtor was thus pushed into in-
solvency which might have been averted.

In other words, the ordinary procedures for the collection of
debts do not prevent corporate debtors from preferring creditors
one to another. And it has been stated that corporate assets do not
form a “trust fund” for the benefit of creditors to be equitably
divided among them unless proceedings for the “winding up” of
the corporation have been undertaken.

5. The purpose in appointing a receiver for a corporate debtor’s
property. As just observed, the common law and equity proce-
dures do not provide for any pro rata distribution of a debtor’s as-
sets among his creditors. The equity courts enter the picture
merely as an aid to the achievement of justice at law, and since
the law allows creditors to obtain preferences, the equity courts
could scarcely alter the arrangement except on special showing.
There is yet a further remedy, however, that is often invoked as
an aid to the realization of creditors’ rights and claims, namely, the
appointment of a receiver. What is the purpose of receivership and
under what circumstances may the court appoint a receiver for
the assets of a debtor?

Particularly in the case of large corporate enterprises with dur-
able and specialized assets, the pressure of creditors to secure pay-
ment of their claims may result in such a hurried dismemberment
of the corporate assets that a substantial fraction of their value is
destroyed. Under the circumstances, asset values tend to decline

18In re. Philadelphia Rapid Transit Co., 8 F. Supp. 51, 53 (E.D. Pa. 1934)
affirmed sub. nom. Wilson v. Philadelphia Rapid Transit Co., 73 Fed. (2d) 1022

(C.C.A. 3d, 1934), as quoted by Gerdes, John, Corporate Reorganization under
Section 77B of the Ban()eruptcy Act, Chicago (Callaghan), 1936, Vol. I, p. 5, note.
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or disappear as a direct consequence of the procedure provided at
law and equity for the payment of creditors. That is to say, the
individualized actions of creditors defeat the common aims of
creditors as individuals. In view of the purposes which equity
courts are designed to serve—namely, to promote justice in situa-
tions where the law leaves something to be desired—it would be
surprising if an equitable remedy had not been developed to obvi-
ate the bad result of creditors defeating their own ends. That
remedy is the appointment of a receiver for the debtor’s assets.

It must be emphasized that the appointment of a receiver for
the debtor’s assets is definitely regarded as a form of relief in aid
of, and subsidiary to, the remedies of creditors already described.
At least this is the general theory underlying the appointment of
receivers. As a consequence the appointment of a recciver is dis-
cretionary with the court; *® and furthermore, a creditor request-
ing receivership must give evidence that he has exhausted his legal
remedies.'” Although receivership is usually associated with in-
solvency a corporation need not be insolvent, in the sense of having
an excess of liabilities over assets, before the court will appoint a
receiver. It is sufficient if the debtor be unable to meet his obliga-
tions as they fall due.*® Many states, however, have endeavored by
statute to codify the conditions warranting the appointment of
receivers; for the federal courts, however, there is no ruling statute

16 Stevens, Robert S., op. cit., pp. 758-771.

17The same qualification holds here as we have already noted in conncction
with equitable relief in general: that is, if the debtor in no way disputes either
the validity or the amount of the creditor’s claim, i.c., cquitable relief would be
granted as a matter of course, then the return of a judgment against the debtor
unsatisfied is an unneccssary technicality. Some states have statutes which short-
circuit the procedure in this way.

18 There was always the latent danger that “unfriendly” creditors might upset
the equity receivetship by having the embarrassed corporation adjudicated bank-
rupt within the bankruptcy statute, i.e., an excess of liabilities over assets. To
circumvent this risk it has apparently been a common practice to have friendly
creditors also file involuntary bankruptcy proceedings against the debtor cor-
poration. The following quotation is from a letter by an attorney active in such
proceedings in a particular case:

“We have also filed today a petition in bankruptcy on behalf of the same
creditors in the District Court. . . .

“Our practice in dealing with petitions of this kind is to apply for the appoint-
ment of a receiver in the bankruptcy proceeding after serving notice on counsel
appearing for the various parties in vhe general equity receivership. Upon the
service of such a notice the attorneys in the general equity receivership appear
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and the historic principles governing the appointment of receiver
hold.

From the point of view of creditors, the main consequence of
placing the affairs of a debtor corporation in the hands of a re-
ceiver is that they are prevented from pursuing their ordinary
remedies against it during the duration of the receivership. For the
time being creditors may not dismember the property. And it is
worth emphasizing that historically and in strict theory the ap-
pointment of a receiver was regarded as an action taken in the
interests of creditors. Receivership does not destroy any priorities
or liens that may have been secured by particular creditors prior
to receivership; it does, however, prevent the granting of addi-
tional preferences and restrain the exercise of priorities alrcady
ceded.

Since the appointment of a receiver for the assets of a debtor
corporation is a creditors’ remedy, not a mode of relief for hard-
pressed debtors, a petition for receivership must emanate from a
creditor, at least formally. And furthermorc a petition for the
appointment of a receiver in the creditors’ interests was always
addressed to the discretion and wisdom of the court. This restric-
tion led to the somewhat anomalous procedure called “friendly”
or “consent” receiverships.'” Although now comparatively rare
among ailing corporations because of the superiorities of reorgan-
ization in bankruptcy under the revised Bankruptcy Act, the con-
sent receivership is yet worth describing briefly.
in the bankruptcy court, deny the insolvency, in the bankruptcy sense, of the
corporation, call the court’s attention to the existence of the genecral equity re-

ceivership, and urge that the motion for a bankruptcy receiver be continued
generally.

“The attorney representing the petitioning creditors in bankruptcy consents to
the general continuance of this motion and the bankruptcy proceedings rest
there indefinitely and until after the reorganization plan through the general
equity receivership has been perfected and put into operation.

“Proof is then offered in the bankruptcy proceedings that the company is not
insolvent and the petition is dismissed.”

Securities and Exchange Commission, Report of the Study and Investigation of
the Work, Activities, Personnel and Functions of Protective and Reorganization
Committees, Washington (Government Printing Office), 1937, Part I, p. 246. Cf.
ibid., pp. 247-265.

19 Dewing states that this method came into general use following the failure
of the Wabash Railway in 1884. Dewing, A. S., Financial Policy of Corporations,
New York (Ronald), 1934, p. 1118.
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In its fullest stage of development the consent receivership came
to be more a form of relief for debtors than an ancillary remedy
of creditors. The procedure adopted was somewhat as follows. Let
us assume that a corporation saw approaching difficulty in meeting
creditors’ obligations and feared the consequences of creditors’
attachments. In the circumstances, the corporation would seek out
a “friendly” creditor whose obligation was unpaid and have him
request a court of equity to appoint a receiver for the corpora-
tion’s assets. The creditor’s “prayer” to the court would contend
that the said corporation was unable to pay the debt and request
that the court (in its discretion of course) appoint a receiver for
the benefit of all interested parties. At the same time the corpora-
tion would file an answer to the creditor’s contentions, admitting
without argument his allegations, and urging likewise the nccessity
for the appointment of a receiver for its affairs.** The court would
then consider the creditor’s petition and the corporation’s answer,
and unless it appeared that receivership would clearly not conserve
the assets, or that the action was not bona fide,* it would appoint
a receiver.?* Thus, while the formalities of procedure still retained
the fiction that receivership is wholly a form of creditors’ relief,

20 Because a judgment would issue in favor of the creditor and be returned
unsatisfied the creditor need not run through this formality. See Stevens, op. cit.,
p. 767. That is where the debtor corporation admits the claim and its inability
to pay a judgment is largely superfluous.

21 Note the following in re Metropolitan Railway Receivership, 208 U.S. go at
11o-111: “In this case we can find no evidence of collusion, and the Circuit Court
found there was none. It does appear that the parties to the suit desired that the
administration of the railway’s affairs should be taken in hand by the Circuit
Court of the United States, and to that end, when the suit was brought, the de-
fendant admitted the averments in the bill and united in the request for the ap-
pointment of receivers. This fact is stated by the Circuit Judge; but there is no
claim made that the averments in the bill were untrue, or that the debts, named in
the bill as owing to the complainants, did not in fact exist; nor is there any ques-
tion made as to the citiz&nship of the complainants, and there is not the slightest
evidence of any fraud practiced for the purpose of thereby creating a case to give
jurisdiction to the Federal court. . . . So long as no improper act was done by
which the jurisdiction of the Federal court attached, the motive for bringing the
suit there is unimportant.”

22 The action for the appointment of a receiver might be brought in either a
state court or a federal court. In the case of large corporations with property
located in several states there is usually an advantage to be had in having a fed-
eral court assume jurisdiction. In this instance the creditor filing the request must
reside in another state from that in which the corporation is domiciled. Mere
f;c.ieral jurisdiction, however, does not avoid the necessity of ancillary receiver-
ships.
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it cannot be denied that, in fact, a receivership came to operate as
much in the interests of debtors as of creditors. To what degree
this end result was achieved as a consequence of the almost in-
evitable necessity of receivership for embarrassed quasi-public cor-
porations is hard to say. But it must have been realized at an early
date that the ordinary creditors’ remedies were both inadequate
and unsuitable for dealing with railroads or public utilities, for
instance, in which the public welfare is superior to mere creditor-
debtor interests. To break up such corporations would be an
empty remedy for creditors. At the same time cessation of opera-
tions and dismemberment of the property would be clearly in-
tolerable from the point of view of the general welfare. When the
basic philosophy of receivership had been developed with respect
to corporations “vested with a public interest,” its extension to
other corporations of large size was probably an easy step; for
their very size and ramifications implied semi-public considera-
tions.

6. The position of the receiver. Pending final disposition of the
debtor’s estate the recciver assumes full jurisdiction over it. The
receiver derives his power from the court and his function is to
conserve the assets and protect them in the interests of all parties
involved. He is in no sense a representative of the interests of
creditors even though they have brought about his appointment
by their actions.*® Since the public welfare may be involved di-
rectly or indirectly the receiver is often charged with operating
the corporation, e.g., a railway company. And incident to the
power granted by the court to operate the company, the receiver

28 Note the following: “A chancery receiver is a ministerial officer, with the
function of custodian, appointed by the court to hold property in litigation
pending suit. He derives his authority from the appointing court, and not from
the parties at whose instance he is appointed, and acts in behalf of no particular
interest but guards the rights of all. It follows that a receivership cannot per se
be the subject of a suit in equity, for the power of the court to appoint a re-
ceiver is based on the fact of real litigation between the parties, in which it be-
comes necessary to take possession of the property to which the controversy
relates, in order to preserve and administer it. If the parties have no such con-
troversy, and, desiring no lawful relief, institute a suit and have a receiver ap-
pointed, the appointment is void.” Hughes, W. J., Federal Practice, St. Paul,

Minn. (West), 1931, Vol. II, p. 328, as quoted by Gerdes, op. cit., Vol. I, p. 29,
note.
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was sometimes given the power to borrow money through the
sale of securities known as receiver’s certificates.* During his in-
cumbency the receiver is charged with operating the property
efficiently and collecting the revenues therefrom in the interests
of all parties concerned.”®

Since, theoretically at least, the purpose of the receiver is to
protect creditors’ rights and not nullify them permanently, he
must ultimately dispose of the property by sale for the benefit of
creditors. And here an important point emerges. It will be recalled
that one of the prime reasons for appointing a receiver initially
was to prevent the dissipation of asset values through dismember-
ment and piecemeal sale. Now if the same end result of dismem-
berment is not to follow, the receiver must dispose of the corpo-
rate assets as a unit. But if the corporation be large, the number of
possible purchasers at the receiver’s sale will be rather narrowly
restricted; for few individuals, obviously, will be able to tender
a very large sum in payment for the assets as a unit. As the prac-
tice has developed it has been only the parties already in interest
in the embarrassed corporation that offer a bid.** During the in-
terim of the receivership the various parties in interest usually
would have worked out a scheme of compromise between them,
the so-called plan of reorganization, and the receiver’s sale was a
mere step in carrying this plan into effect. Just what the reorgan-
ization plan would be was determined in each case by a multitude
of considerations: ordinarily, however, the strict letter of the ap-
plicable creditors’ claims was modified. Before the receiver’s sale
actually took place the court fixed a minimum price, called the
“upset” price, below which it would refuse to confirm the sale of
the assets. From the point of view of the reorganization commit-
tee this was an advantage since it indicated roughly how much
cash would have to be provided for those claim-holders against

24 The issuance of receiver’s eertificates for corporations not affected with a
public interest was quite rare.

28 It may be noted in passing that the receiver appointed was often the presi-
dent, the general-manager, or some other executive officer of the embarrassed
corporation,

26 On occasion another corporation has bid in the properties at a receiver’s
sale; but this is comparatively rare.
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the corporation who did not assent to the reorganization plan. The
payment of the upset price (or occasionally something more) was
not made by the reorganization committee mainly in cash, but in
the form of the claims the committee already held against the cor-
poration. Cash was only provided in the amount necessary to pay
off the non-assenters their proportionate amount of the sale price
of the assets of the corporation. Thus, finally, through the re-
ceiver’s sale, the creditors were able to levy their claims against the
corporate assets that had been temporarily restrained from en-
forcement by the appointment of the receiver.””

7. Summary. To summarize the argument thus far: In general,
creditors’ rights against corporate debtors are no different from
their rights against real persons. They have the right to sue upon
the debt, to secure a judgment, and to levy upon the assets through
a writ of execution. The aforesaid writ, however, can only reach
assets that are property at common law. To levy upon “equitable”
assets a creditor has the further remedy of a creditor’s bill in
equity or “supplementary proceedings.” To the degree that their
claims are unpaid creditors have the right to insist that shareholders
contribute to the corporation full value for their shares. Fraudulent
conveyances apply to corporations in essentially the same way as
to real persons. To allow a hurried and piecemeal liquidation of
the corporation’s assets to satisfy creditors may yield less towards
their claims than the sale of the corporate debtor’s assets as a unit.
Consequently equity courts often appoint receivers to hold the
property intact with a view to its sale as a unit for the benefit of
all concerned. Receivership is theoretically an ancillary remedy of
creditors rather than a mode of relief for embarrassed corporate
debtors. Until comparatively recent times, however, it was the
normal vehicle for the reorganization of failed corporations at the
instigation of “friendly” creditors, because in no other way could

27 Something further is said on the procedure for the reorganization of corpo-
rations through the intervention of receivership in equity in Ch. XIV.

If no plan of reorganization could be worked out among the parties in interest
whereby the assets could be sold as a unit, then the only remaining alternative
was the piecemeal liquidation of the assets and the payment of creditors to the
degree possible. In that instance the distribution among creditors was on a pro

rata basis with due regard, of course, to any liens or attachments that particular
creditors might have obtained before the receiver was appointed.
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the assets be held together from the onslaught of creditors seeking
payment. The ultimate sale of the assets as a unit by the receiver
was usually to the reorganization committee.

II. EXTENSIONS AND LIMITATIONS OF
CREDITORS’ RIGHTS BY CONTRACT

1. The nature of bonds. 2. The indenture trustee. 3. The provisions
of the indenture: a. pledges of assets, b. open and closed issues, c. sink-
ing funds and redemption of bonds. d. maturity and acceleration
thereof, e. miscellaneous provisions.

1. The nature of bonds. As an incident to the purposes for
which they have been chartered, corporations acquire the power
to borrow moncey. And almost all corporations do borrow money
from time to time. More formal borrowings, however, such as
bond issues which usually involve a formal statement of the cor-
poration’s covenants are customarily specifically “authorized” by
the board of directors, even though the corporation has the gen-
eral power to borrow money.*® Bonds, which are formal agree-
ments between certain creditors and the corporation, both modify
and extend the ordinary rights of creditors.

The sale of bonds to a number of different persons could easily
create certain bothersome problems for a corporation were special
steps not taken to obviate them.*” The most obvious complication

28 The corporation’s power to borrow money is almost uniformly granted by
the incorporation statute. It is nevertheless customary to repeat the statement of
authority in the articles of association. The articles may aIso, however, require
that the creation of bonded indebtedness be first approved by the shareholders
in formal meeting. Not'infrcqucntly preferred stock contracts require that no
bonds or other security issue having a claim to asscts or earnings ahead of such
preferred stock may be issued without first securing the approval of the preferred
shareholders.

29 In common language the term bond designates a long-term debt instrument
of a government, some subdivision thereof, or a corporation. Similar obligations
of less than five years’ duration are customarily called short-term notes.

In the more formal legal parlance, however, the word bond apparently refers
to a sealed instrument; and on this basis some short-term notes are “bonds” too.
We shall here adopt the looser usage and employ the term bond to refer to rela-
tively long-term creditor obligations of corporations which have their foundation
in a written document, the indenture. See Lyon, H., Corporations and their
Financing, New York (Heath), 1938, p. 226,
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for the corporation is that each bondholder, although possessing
exactly the same written agreement, might place a different in-
terpretation on his rights and the corporation’s obligations. Hence
a bond issue held by a number of different persons might auto-
matically expose the corporation to the risk of innumerable actions
<t law originating in alternative interpretations of the bond con-
tract. Confusion and costly litigation would be the almost certain
result. In view of these contingencies almost all present-day cor-
porate bond issues consist of two parts. The first consists of “the
bond” which individual investors purchase and hold. This instru-
ment is evidence that the owner thereof possesses certain rights
and claims against the corporation because his “bond” is part of an
elaborate agreement between the corporation and all other persons
holding like “bonds” of the corporation. The full rights of the
bondholders and the covenant of the corporation are contained in
an instrument called the bond indenture. The indenture is the
second, and in some respects the more important, part of the bond
issue.*® Partly because of the contingent difficulties already men-
tioned, and partly for other reasons, the indenture provides that
the bondholders’ approach to the corporation is not direct and
individual but rather as a group via a third party, the so-called
trustee under the indenture. In other words, by the use of a trustee
the corporation is enabled to deal with a whole group of persons
as if they were one. The obligations of the corporation are tech-
nically to the trustee; and obversely the bondholders’ claims and
remedies against the corporation are not those of ordinary credi-
tors, but rather by way of inducing the trustee to act on their
behalf.

Before examining some of the more important parts of the in-
denture as a document let us first consider the position of the
trustee and his relationship to the bondholders and the corporation.

80 Some few corporate bond issues, usually only where the agreement is short
and simple, have no indenture; the full contract being contained in each “bond.”
The growth of large corporations with far-flung properties and interests, and
hence large bond issues, has made an indenture almost indispensable. The contract
is often so lengthy that its full text could not possibly be set forth in a document
of convenient proportions. Nowadays each bond contains only a brief summary
of the contents of the indenture.- If perchance the full agreement and the digest

on the bond do not agree then it is not settled which is controlling. See Dewing,
A. 8., Corporation Securities, New York (Ronald), 1934, p. 205.
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2. The indenture trustee. As we shall observe in more detail
shortly, the modern indenture specifying the rights of the bond-
holders and the obligation of the corporation has tended to become
a very formidable document. And, a priori, it would seem reason-
able to suppose that someone would be responsible for ascertain-
ing with due regularity and diligence that the terms of the con-
tract were not being violated. A single creditor with a claim against
another is assumed to be guided sufficiently by his self-interest to
search out lapses in the debtor’s fulfillment of his obligations.
Where the debtor is a corporation, and perhaps 10,000 persons
scattered far and near compose the bondholders, it is manifestly
impossible for each and all to search out the debtor’s deviations
from the letter of the obligation. Consequently the bondholders
need an intermediary or representative to watch for violations of
the terms of the agreement. Likewise, as already noted, it is con-
venient for the corporation to deal with the bondholders as a unit
through a single person.

In theory, the trustee under the bond indenture is the individual
charged with representing the bondholders in dealings with the
corporate debtor. While originally a natural person, the trustee
nowadays is almost invariably a corporation such as a bank or
trust company, since the finite life of any human may prove a dis-
advantage. If anyone oqtenmbly represents the bondholders by
observmg the corporation’s fulfillment of its covenants and report-
ing violations thereof, that person is the trustee. Certainly his title
of trustee suggests care and diligence, caution, wisdom, and con-
servation. In the absence of concrete information to the contrary
one would expect the trustee to notify the bondholders of any
lapses by the debtor, such as failure to maintain the property as
provided, failure to pay taxes due, failure to remit interest or to
maintain a sinking fund, failure to use the proceeds of the loan as
promised, failure to maintain a certain required ratio of current
assets to liabilities, etc., etc., according to the particular contract.
And as a matter of fact a trustee under a bond indenture is usually
given the right to do all these things and more besides if he so
desires. But having full authority to do certain things and actually
performing them are two different things. One does not neces-
sarily imply the other.



EXTENSIONS AND LIMITATIONS 123

As the trustee’s functions and responsibilities have come to be
defined and interpreted in latter-day times they afford bondholders
precious little protection. Indeed one sometimes wonders whether
it is more accurate to describe the modern trustee as the repre-
sentative of the bondholders or as a protector and shield for the
corporation against the bondholders. One would suppose, for in-
stance, that, at the very least, a trustee would report to the bond-
holders such an important matter as a default or impending default
on the interest due.’* Yet apparently many trustees felt they had
no obligation in that direction unless requested by a specified per-
centage of the bondholders.”> While this state of indolence and
non-responsibility on the part of trustees is partly the result of
their having divided affiliations, as the Securities and Exchange
Commission has clearly shown, it is also traccable to certain broad
exculpatory clauses within the indenture itself. As the judge opined
in an important case: **

The facts in this case show, perhaps as clearly as can be imagined,
how utterly unjust to the investing public is the modern trust in-
denture.

The cruel fact is that not only is the trustee not required to exercise
that greater skill and watchfulness and prudence and skill which it
has, but it is even absolved from exercising merely the ordinary care
which a single individual should exercise as to his own affairs. . . .

The trustee under a corporatc indenture, on the other hand, has his
rights and duties defined, not by the fiduciary rclationship, but ex-
clusively by the terms of the agreement. His status is more that of a
stakeholder than one of a trustee.

As the Securities and Exchange Commission has demonstrated, the
trustee under the bond indenture cannot be regarded as the pro-
tector and representative of the bondholders in any significant
sense. He is little more than an appointed and nominal representa-
tive of the bondholders through whom they may take action if
they organize and are willing to indemnify him for any trouble

81 See Securities and Exchange Commission, Report on the Study and Investiga-

tion of the Work, Activities, Personnel and Functions of Protective and Reorgan-
ization Committees, Part V1, Trustees under Indentures, Washington, 1936, esp.
Pp- 37-55-

82 bid.

88 Judge Rosenman in Hazzard v. Chase National Bank of City of New York,
as quoted in SE.C, op. cit., p. 22.
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or expense incurred. Otherwise, apparently, he is content with an
easy conscience, come what may.* Perhaps the trustee’s very lim-
ited responsibilities to the bondholders are less an occasion for aston-
ishment when one considers that almost invariably the borrowing
corporation and the investment banker undertaking the sale of the
securities select him and define his obligations. Under the circum-
stances the indenture is more likely to favor the corporation than
the bondholders.

While the trustec under the modern indenture need not do
much for the bondholders on his own behalf, the bondholders in-
dividually and collectively can do little or naught themselves with-
out acting through him. As already emphasized, the bondholders’
approach to the corporate debtor is through the trustee. And com-
monly the trustee need not act even when requested unless a cer-
tain fraction (25 per cent and sometimes more) of the bondholders
ask him to do so and undertake to indemnify him accordingly.
In practice, of course, the net result is apt to be that the trustee
will do nothing until a bondholders’ protective committee has
formed and urged him to take such action as he might have taken
earlier. Meanwhile much valuable time will have elapsed. It is also

8¢ Note the following by a trust company officer before the Securities and
Exchange Commission:

“Q. You think the corporate trustee is merely a mechanical agency?

“A. Yes.

“Q. That is, it is a sort of finer bookkecPing agency, and also an instrument, :-
vehicle, as you put it, which can be put in motion by the bondholders?

“A. By the bondholders.

“Q. Would you say that that defines all the duties of a corporate trustee?

“A. T would.” (S.E.C, op. cit, p. 4.)

That some trust officers have been conscience-stricken by such an attitude is
indicated by the following:

“If an event of default happen, the responsibilities and difficulties accumulate
around the trustee’s devSted head. Suppose one occurs and the required number
of bondholders do not get together and form a protective committee, and there
is no one to make request of the trustee to proceed under the foreclosure clauses
of the indenture: What shall the trustee do? He can sit back with folded hands
and say that the proper number of bondholders have not called his attention to
the default and he has not been indemnified under the terms of the agreement,
therefore he will do nothing, This may be strictly within the letter of the inden-
ture, but, as Scripture has it, ‘The letter killeth, the spirit maketh alive’ Is it not
a reproach against any issue of bonds that the trustee has so wrapped himself up
in non-responsibility clauses that his signature on the back of a bond is mere
waste of ink?” W. G. Littleton, vice-president, Fidelity-Philadelphia Trust Co.
as reported in ibid,, p. 45. - ’ :
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well established that any legal action taken by a single bondholder,
or a group thereof, must be for the benefit of all the bondholders
who are parties to the indenture.*®

By and large the duties of the trustee have become largely me-
chanical such as receiving and paying interest, certifying that a
particular bond is part of the issue named in the indenture, and a
few minor details of a clerical nature. The amount of protection
he affords the bondholders by a diligent exercise of care for their
interests is likely to be very small; or, perhaps more accurately,
what he is required to do under the terms of the indenture is very
small.®®

3. The provisions of the indenture. Although the bondholders’
action against the corporation is by way of the trustee, the inden-
ture contains an elaborate recital of the bondholders’ rights over
and above the rights of ordinary creditors and how they may be
exercised. We cannot describe here, of course, the full text of any
bond indenture; but since the forms have tended to become stand-
ardized we may indicate briefly some of the more frequently re-
curring provisions.

a. Pledges of assets. A corporation often seeks to reassure its
bondholders by pledging specific assets as security for the loan.
That is, the corporation reinforces its promise to pay by granting
the bondholders a definite, but contingent, claim against specified

35 “Assuming for the purposes of this case that, under the lpeculiar terms of
this mortgage, these bondholders had the right to file this bill without calling
upon the trustee to act—a point upon which we express no opinion—they had no
right to a decree for their exclusive benefit. If a single bondholder has any right
at all to institute proceedings, he is bound to act for all standing in a similar posi-
tion, and not only to permit other bondholders to intervene, but to sce that their
rights are protected in the final decree.” New Orleans Pac. Ry. Co. v. Parker,
143 U.S. 42, as quoted by Berle, A. A., Cases and Materials in the Law of Corpo-
ration Finance, Minneapolis, (West) 1930, pp. 562-563. See also Stevens, Robert
S., op. cit., pp. 761-762.

88 The trustee’s point of view regarding any action he might take on behalf
of the bondholders is partially understandable. There is the danger to him that
his action might cause loss to the bondholders and that he would be liable for
such losses to the bondholders. Consequently the trustee is almost certain to de-
mand an indemnity bond before proceeding to do anything that might so expose
him. On the other hand, the trustee is typically surrounded with exculpato
clauses which attempt to protect him so long as he acts within the limits of his
trust. There is perhaps some tendency, however, for the courts to interpret such
clauses in favor of bondholders when disputes arise. See Stevens, Robert S., op.

¢it,, pp- 759-764-
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assets. Where real property is involved this pledge takes the form
of a mortgage, and the mortgage may be a first, a second, or some
subsequent lien with respect to the assets involved.*” And in truth
in corporate bond issues the mortgage is often a first mortgage on
some property but junior to some antecedent mortgage on the
remainder. Since a mortgage relates to specific assets, the indenture
will contain a recital of the property subject to the lien. With
respect to such property the corporation agrees to pay the taxes,
to keep it insured where insurable, to maintain it in good repair,
etc., etc. In brief, the company agrees, in effect, to keep the
pledged property in such a condition as will provide continuous
and equal protection to the bondholders.

Since the corporation may wish to sell certain of the pledged
assets because they are worn out, obsolete, etc., and to replace
them with others, the indenture usually provides that the company
may do so and that the substitute assets shall come under the lien.
Where the pledged assets are documents in evidence of property
rights, e.g., bonds and shares, etc., the conditions governing the
withdrawal of the collateral are important. Some collateral trust
bonds, for instance, have been rendered well-nigh worthless to
investors because of the great freedom allowed the corporation in
withdrawing and substituting collateral pledged as security.

If no prohibition were imposed, the corporation might subse-
quently grant to other creditors a lien superior to that now afforded
the instant bondholders. Consequently, the covenant usually pro-
vides that during the period the bonds are outstanding the corpora-
tion will not grant any lien superior to that now accorded to the
present bondholders.

If there is the intention to pledge as security to present bond-
holders any additiorfal property subsequently acquired by the cor-
poration, then the indenture will contain the “after-acquired prop-
erty” clause. This clause, if rigidly formulated, brings under the
mortgage whatever assets the corporation may come to own after
the bonds have been issued. Although nominally an added protec-

87 For our purposes the distinction between the title and lien theories of mort-
gages is not important. But see Walsh, W. F., “The Development of the Tite

and Lien Theories of Mortgages,” New York Law Quarterly Review, Vol. ¢
(1932), pp. 280-309.
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tion to the bondholders, the corporation can ordinarily avoid it by
means of a subsidiary or a leasing arrangement should it prove too
restrictive,

b. Open and closed issues. The indenture will specify the aggre-
gate principal amount of the bonds that may be issued by the
corporation under this document. Often the corporation will not
wish to issue at once bonds to the full amount allowed under the
indenture. The issue is then said to be an “open” issue, which
means nothing more than that the corporation may execute further
bonds under the same indenture.®® And, conversely, bonds are said
to be parts of a “closed” issue when no more can be issued under
the same indenture. So-called “open-end” issues are common in
large corporations which anticipate more or less continuous growth
and therefore a continuous need for capital. In open-end bond
issues the indenture usually sets forth certain terms and conditions
under which additional bonds may be issued: e.g., that more bonds
may be issued in exchange for property at not exceeding, say, 8o
per cent of its appraised value; or provided that earnings are more
than twice annual interest charges on the bonds already outstand-
ing and those about to be issued. In this manner the bondholders
are ostensibly protected against over-borrowing by the corpora-
tions.**
v€. Sinking funds and redemption of bonds. Partly for its own
assistance in repaying the debt and partly as an attraction to in-
vestors, the corporation often agrees to pay to the trustee a certain
annual sum to be applied towards the reduction of the net bonded

38 On the basis of unpublished studies by W. L. Dayton, J. D. Richer, and
P. Donham, Dewing reports that of a random selection of 960 mortgage bond
issues brought out between 1920 and 1929 inclusive 48 per cent were open issues
and 52 per cent were closed. For the period 1925-1929 the percentage of open
issues was higher than for the period 1920-1924; and for the period 1930-1932
inclusive a study of 120 issues brought out during that interval showed a still
higher ratio of open to closed issues than for the period 1925-1929. In short, open
issues seem to be increasing in importance. Indeed, Dewing states that open issues
were rare before 19o1. Among railroads and public utilities open-end bond issues
seem to be predominant by a wide margin. Some railroad and public utility bond
indentures specified no maximum upper limit at all. See Dewing, A. S., Corpora-
tion Securities, New York (Ronald), 1934, pp. 218-220.

89 As can well be imagined, there are ways and means by which the corporation
can comply with the letter if not the spirit of such clauses; e.g., by friendly ap-
praisals, adjustment of net earnings, figures, etc.
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indebtedness. According to the terms of the indenture the trustee
is required to apply the monies so delivered to the purchase of the
bonds of this issue (often at a price not exceeding a specified fig-
ure), or to call by lot for redemption a certain fraction of the
bonds outstanding, or to invest the funds at interest. In the case
of railroads, what are sometimes called sinking fund clauses pro-
vide that the funds shall be used for improvements to the railroad
property rather than for reducing the net indebtedness, on the
theory, doubtless, that the security behind the bond issue is simi-
larly improved thereby.*

The payments into the sinking fund may be regular and absolute
or irregular and conditional. Both types are common, although
among the Class I railroads the latter is much more frequently the
arrangement.** Where the payments are conditional they may be
contingent upon gross or net earnings, dividends, the ratio of cur-
rent assets to liabilities, the total indebtedness, or such other meas-
ures of the earning power or financial position of the corporation
as may appear reasonable to the persons drafting the indenture, i.e.,
the corporation’s officers and its bankers. The essential logic of the
sinking fund is, of course, that with a gradual reduction of the

40 A very recent study reports: “In general, the so-called “sinking fund” pro-
visions in the indentures of the fifty-one large Class I railroads are of four major
types. One group of indenturcs requires the payments to be used for the extinc-
tion of the funded debt. This is subject to qualification in those cases where
sinking fund debt is not initially available at or below a specified price. . . . A
second group divides the fund set aside into two parts, one to be used for the
redemption of debt and the other to be devoted to improvement of the mort-
gaged property. A third group of indenturcs sets up funds which can be used
for (1) the extinction of funded debt, (2) improvements to the mortgaged prop-
erty, or (3) both, at the option of the mortgagor.

“Besides these three types, there is a fourth group of funds. This consists of a
few indentures containing covenants requiring the corporation to sct aside funds
to be invested solely in additions, betterments, or improvements to the mortgaged
property.” Stevens, W. H. S., Railroad Sinking Funds and Funded Debt, Wash-
ington (Interstate Commerce Commission, Bureau of Statistics), 1939, p. 10; this
is perhaps the most completely up to date study of the subject available.

#1For Class I railroads “Nearly 30 per cent of the sinking fund indentures
require unconditional payments to the fund but this type of contract accounts
for less than 8 per cent of the total sinking fund debt, conditional or voluntary
payments applying to the remainder, or over 92 per cent of the total debr. Again,
nearly 76 per cent of the indentures require the sinking fund payments to be
devoted extlusively to debt redemption (pure sinking funds) though with qualifi-
cations if sinking fund debt is not initially available. . .. But these covenants
apply to less than 46 per cent of the sinking fund debt.” Ibid., pp. 20-21.
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debt and no adverse change in the earning power of the company
the security of the bonds will increase.

Since the corporation may wish to undertake additional financ-
ing at some time, Or to remove its bonded indebtedness entirely,
or to take advantage of a fall in the rate of interest at which it can
float securities, the bond indenture will commonly contain a clause
permitting the corporation to “call” the bonds for redemption on
any interest date by giving due notice. The price at which the
bonds are callable may be at an unvarying price throughout their
existence or at a fluctuating price, usually a declining price as they
approach maturity. Ordinarily, too, the indenture provides that if
the bonds are called before their due date, a premium above par
will be paid to the holders thereof.**

d. Maturity and acceleration thereof. Bonds, being creditor ob-
ligations, specify a date at which the principal comes due. Non-
payment of the principal constitutes default as a matter of course.
Also, the corporation agrees to pay interest in the interim between
issuance and maturity according to the arrangement specified in
the indenture. Generally speaking, interest must be paid semi-
annually and irrespective of the earnings or cash position of the
corporation; but in “income” bonds or “adjustment” bonds, which
usually are issued in the course of corporate reorganization, the
interest payment is made conditional upon earnings, current asset
or cash position. Unless the bonds be of this sort, the failure to pay
interest on the appointed date constitutes a default by the cor-
poration under the indenture, and the due date of the principal is
accelerated.

While a default in interest payments is perhaps the most serious
violation of the covenant by the corporation, it is not the only
lapse which may bring about an acceleration of the due date of
the principal. Two recent authors have written the following in
this connection: *

42 Dewing reports that certain studies made under his direction showed that, of
410 bond issues brought out between 1925 and 1929, 116 were callable at 102 per
cent of par and 143 at 105 per cent of par. In other words, more than 63 per
cent were callable at these two figures. See Dewing, A. S., Corporation Securities,
Pp- 232-234.

43 McClelland, R. A., and Fisher, F. S., The Law of Corporate Mortgage Bond
Issues, Chicago (Callaghan), 1937, p. 575.
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Typical events of default are nonpayment of interest, nonpayment of
principal, failure to keep specific covenants of the indenture (insur-
ance coverage on property, etc.) filing of voluntary or involuntary
petitions in bankruptcy, the commencement and continuation of pro-
ceedings for reorganization or otherwise under section 77B of the
Bankruptcy Law, and any other special agreements that the parties
may desire, as, for example, default under a prior mortgage or failure
to manufacture or mine property of specified gross value or quantity
during a given period—in short, the happening of such events as the
creditors (and possibly the trustec) deem to be adverse to, or to
lessen the probability of, repayment of the loans.

Since, however, the trustee is not required to do very much by
way of seeking out violations of the indenture by the corporation,
the bondholders are likely to be aware of default thereunder only
when there is non-payment of interest, or of interest and princi-
pal** And in fact the indenture often provides that the trustee
shall take no cognizance of default by the corporation unless it be
brought to his attention by a specified percentage of the bond-
holders.*®

e. Miscellaneous provisions. Apart from the foregoing, particu-
lar bond indentures may contain additional covenants too nu-
merous and diverse to be described here. Indeed, as we have al-
ready noted with respect to capital stock, the limit on variations
between contracts is set only by the ingenuity of the human mind.
Some bonds are serial, for instance: a certain proportion of them
mature at regular intervals. Others are convertible into common

44 In strict accuracy the acceleration of maturity is not brought about in most
cases by actual default on bond interest. Rather, the corporation, foresecing it
will be forced to default at the next interest period, will initiate proceedings for
the appointment of a trustee in bankruptcy, or, prior to the recent amendments
to the Bankruptcy Actefor the appointment of a receiver in equity. Under the
usual indenture the appointment ofP a trustee or receiver constitutes default and
accelerates the maturity of the principal.

45 Note the following from an indenture: “Unless and until the Trustee shall
have received written notice to the contrary from the holders of not less than
ten per cent in amount of the Bonds outstanding, the Trustee may assume that
for the purposes of this Indenture no default has been made by the Company in
the payment of any of the Bonds or of the interest thereon or in the observance
or performance of any of the covenants contained in the Bonds or in this Inden-
ture and that none of the events of default has happened.” Indenture of the
Indiana Flooring Company as reproduced in Berle, A. A., Cases and Materials in
the Law of Corporation Finance, Minneapolis, Minn. (West), 1930, pp. 527-528.
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or preferred shares of the capital stock of the company. Still others
are guaranteed with respect to principal and interest by another
corporation. So, for example, one often speaks of convertible
bonds, of serial bonds, of guaranteed bonds, etc., or by some other
name which draws attention to this or that provision of the inden-
ture which is thought to be of especial importance for the purpose
at hand. But the significant point is that a bond indenture is a com-
plicated contract extending from the bondholders to the indenture
trustee and from the trustee to the debtor corporation, and the vari-
ous provisions of the contract do not lend themselves to an easy
designation by a word or phrase which can be very descriptive. In
the last analysis a bondholder’s rights are the ordinary rights of
creditors plus those provided by his contract and it is to his con-
tract that he must look for any accurate description of them.

Although the diversity between bond indentures is probably
greater than that between capital stock contracts, nevertheless the.
great bulk of the issues fall into rather standard patterns. In the
United States the railroads and public utilities have probably intro-
duced a greater variety of types of bond issues than all other
industries together. Yet for the 51 Class I railroads having total
funded debt on December 31, 1935, of $9,233,012,424, 75.20 per
cent of this funded debt was mortgage bond debt; collateral trust
bonds were 8.41 per cent, income bonds, 2.84 per cent, equip-
ment issues, §.34 per cent, and all others 8.21 per cent.** No similar
ﬁgures appear to be available for public utilities bonds; but here too
certain common types seem to predommate, such, for instance, as
mortgage bonds among operating companies, and collateral trust
bonds and debentures among holding companies. Consequently,
although unusual issues exist and are interesting in themselves, they
are relatively unimportant among the great mass of bonds out-
standing which more or less follow traditional patterns with minor
variations in this provision or that to suit the peculiarities of a
particular situation.

As we emphasized above, the important thing to remember is
that by virtue of their position creditors have certain rights at law
and equity by which they may endeavor to bring about the pay-

46 Stevens, Railroad Sinking Funds and Funded Debt, p. 18.
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ment of their claims. Over and above these general rights certain
others may be added by contract, e.g., the pledge of specific assets,
the right to exchange their creditor obligations for shares of stock,
etc. And likewise their ordinary rights may be restricted by the
contract: as, for example, bondholders being forced to act through
the trustee in pursuing their remedies rather than by proceeding
directly against the debtor in the ordinary way. But in the last
analysis the rights of creditors are those at statute law, common
law, and equity, plus or minus any extensions or restrictions by
contract.

IIT. THE ANOMALOUS POSITION OF
BONDHOLDERS

Although with the passage of the years corporate bond inden-
tures have become increasingly complex and, if possible, even more
solemn and pious, one wonders nevertheless if in the last analysis
the realistic view is not to treat the whole formal recital as so
much “mumbo-jumbo.” This may seem heresy at first blush; but
the conviction is buttressed by facts of common knowledge none
the less.

If a business enterprise with bonds outstanding is successful it
will pay the interest thereon and the principal at maturity. The
self-interest of the shareholders acting through the directors is to
do so, and the bondholders may rejoice in their foresight or good
fortune. The ultimate concern of the bondholders is that they be
paid their principal and interest as agreed; the elaborate covenants
of the indenture relating to depreciation policies, sinking funds,
current assets, etc., are not important in and of themselves to bond-
holders, but only to the degree that the corporation’s behavior in
these respects may endanger the payment of bond interest and/or
principal.*’ Presumably the corporation might mismanage its affairs

47 Whether a corporation makes sufficient or insufficient depreciation charges to
care for the decline in the value of its depreciable assets is really not of any
special interest to bondholders so long as the corporation is able to pay interest

and principal as the indenture provides. The provisions about depreciation are of
course indirectly relevant: for the computation of profits available for dividends
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in any way imaginable; and yet so long as it continued to pay the
bondholders the monies stipulated by contract, the latter might
remain completely unconcerned. And the only sources from which
bond payments can be made are the operations of the business or
the liquidation of its assets.

On the other hand, if the corporation is not successful to a
degree, regardless of its good intentions, it cannot pay the bond
interest, In that event the bondholders ostensibly may take such
steps for the payment of their claims as the indenture provides.*®
But it is common knowledge that ordinarily the bondholders are
prevented from pursuing their contractual remedies at once and
in full. Rather, the corporation will have induced action in equity
or bankruptcy to forestall the exercise of creditors’ remedies: a
receiver will have been appointed in equity or a trustee in bank-
ruptcy and during his incumbency the bondholders are effectively
estopped from pursuing their stipulated rights. Moreover, the net
result, if not the underlying theory, of so restraining creditors is
to allow time in which to prepare a “readjustment” or “reorgan-
ization” plan. Now the very essence of any such plan is to settle
creditors’ claims in a way different from that required by the
indenture. To be sure, the bondholders usually dictate the reorgan-
ization plan in part; and they may be able to insist upon smaller
rather than larger sacrifices; but regardless, the bondholders typi-
cally emerge from the shuffle with something less than full pay-
ment or less than their full rights and remedies under the bond
indenture. In other words, what they finally receive is likely to
without deduction for depreciation and the paying of dividends on this basis may
produce the result that the corporation will be unable to refund the bond issue
at maturity and hence be unable to pay off the existing bondholders. And this
doubtless 1s the reason why bond indentures contain provisions about deprecia-
tion, dividends, etc. It is perhaps unnecessary to remark, however, that the faith-
ful charging of depreciation by no means assures that the bondholders will be
paid off in full at maturity. Although the regular accounting charges for de-
preciation have been made the property may still have little value on an earning
power basis. The point to be stressed is that all such indenture provisions are
supplementary to bondholders’ primary concern with interest and principal pay-
ments. .

48 It must be remembered that all the bondholders under any one indenture
stand in an identical position and must share equally one with another. The prin-

ciple of first come first served does not apply to bondholders of the same class.
See supra, note 35.
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be something less than their contract stipulated. It is of course
easy to see why that is often unavoidable; but that does not alter
the fact situation.

Let us consider the problem from another point of view. Sup-
pose that the bondholders were not prevented by receivership,
etc., from pursuing their remedies under the contract. Suppose
that, step by step, they relentlessly pursued their rights under the
indenture and at law in general. What would be the result in most
cases? The corporation’s officers have been unable to make the
enterprise earn enough to pay the bond interest, consequently it
defaults, and the bondholders take the property through fore-
closure of their mortgage. If the property has any value that value
derives from its ability to earn a net income in its present use or
some alternative employment; and its value will be proportionate
to its earning power. Assuming honest endeavor by the manage-
ment, the very fact of default is itself evidence that the property
cannot earn an income as great or as regular as that anticipated
when the bonds were sold. It follows, therefore, that the mort-
gaged property is worth something less than the face value of the
bonds here and now. The bondholders have two alternatives: they
may try to sell the pledged assets as a whole or piecemeal, or may
attempt to operate the assets in such a way as to yield the maxi-
mum income. In either case, however, if we assume good manage-
ment prior to default, the bondholders have suffered a loss in value.
Very frequently the mortgaged assets are so highly specialized
that they are useful, and therefore valuable, only for the particu-
lar purpose for which they were constructed, e.g., a railway ter-
minal, an apartment house, an automobile plant, etc. In other
words, where a logn is secured by specialized equipment the mort-
gage lien may add little or nothing to the chance of payment if
default occurs. The very fact of default is evidence that the assets
are not worth what they cost, and presumably too, not worth the
face value of the bonds secured by them. The value of the assets
is a derivative from what they can be made to earn and default
is primma facie evidence that they cannot be made to earn enough
to pay the bond interest. Hence, regardless of the estoppel of
creditors’ remedies by receivership or bankruptcy, the elaborate
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covenants under bond indentures can by no means assure the
bondholders full payment of their obligations. Thus, while it
might be fairer if bondholders were allowed to proceed as their
contract allows, this would not guarantee them final satisfaction
of their claims against the corporation.

Where does all this leave us? The indenture is of little interest
to the bondholders if the interest is paid regularly and the princi-
pal repaid at maturity. On the other hand, if default occurs, the
course of events is typically not according to the solemnities of
the indenture; usually the corporation is reorganized which means
that the bondholders’ claims are often abrogated and scaled down,
or the bondholders seize the property only to discover to their
sorrow that the property is worth no more than what it can be
made to earn, and that on this showing their total claims will have
to be scaled down likewise. In short, the indenture is of little
moment if there is no default, and it does not determine the course
of events or ensure full payment of bondholders’ claims if default
does occur. At the most, perhaps, it determines the order of pri-
ority among creditors; if there are several mortgages on the same
assets, those holding a first mortgage will doubtless be in a stronger
position than those holding junior mortgages. Thus, perhaps in the
final analysis one ought not to regard the added rights of bond-
holders under an indenture as of any vital significance; they are of
no importance prior to default, and after default they do little
more than determine relative priorities. On the only occasion on
which it might be of some relevance, the strict language of the
bond indenture is but rarely honored in full.

IV. SUMMARY

A bondholder is in the first instance a creditor of the corpora-
tion and as such he has the ordinary legal and equitable remedies
available to creditors to attempt to secure payment of his obliga-
tion. His further rights as a bondholder are essentially superadded
to those of ordinary creditors and are defined and limited by the
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agreement between himself, the indenture trustee, and the cor-
poration.

The indenture trustee stands between the corporation and the
bondholders in the sense that the obligations of the corporation
run to the trustee and the rights of the bondholders against the
corporate debtor extend through the trustee. By means of the
indenture trustee the corporation is able to deal with all the bond-
holders under the same indenture as if they were one person.
Although the trustee has broad permissive powers his required
functions have tended to become mechanical in character so that
in effect the net protection afforded bondholders by the trustee
is not as great as might be supposed. Bond indentures which define
the rights of bondholders are formidable documents by which the
debtor often pledges property as security for debt, agrees to estab-
lish a sinking fund, agrees to issue further bonds under the inden-
ture only under certain conditions, defines what will constitute
default for purposes of accelerating the maturity date of the debt,
etc. The designation of bonds of different kinds is often by means
of a reference in the title to a particular clause in the indenture
which is deemed to be especially important.

Despite the elaborate covenant between the corporation and the
bondholders it is none the less true that in case of default the
order of events is not according to the procedure defined in the
indenture except in a general way. Corporations are frequently
reorganized rather than liquidated and in reorganization literal
compliance with the terms of the indenture is rare. On the other
hand the terms of the indenture are not likely to be of great inter-
est so long as there is no default. The position of bondholders is
therefore somewhit anomalous.
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-

The promotion of new business enterprises into existence is an
everyday occurrence which has often been described from various
points of view.The order of treatment adopted here, however,
will deviate from the familiar types of discussion in certain re-
spects. In the main we shall endeavor to present a treatment of
the problem of promotion that is essentially general in its appli-
cation to business enterprises of all kinds. Although each instance
of the promotion of a new enterprise raises certain special diffi-
culties peculiar to itself, the degree of similarity between the prob-
lems presented from one case to another is sufficiently great to
warrant certain generalizations concerning them.

Our first task will be to describe, if we can, the kind of eco-
nomic situation that gives rise to the inception of new enterprises.
In its broader economic aspects the promotion of a new enterprise
is essentially a problem in capital investment and the redistribution
of economic resources, e.g., land and persons, between employ-
ments. Consequently we need to examine briefly the kind of occa-
sion that gives rise to an opportunity for a new enterprise to come
into existence. We pass then to a discussion of the essential prob-
lems raised in the investigation of the probable net returns to be
had from the investment of capital in the opportunity that the
new enterprise proposes to exploit. This will carry us into an
analysis of cost factors and those having to do with the probable

receipts from sales of the product. Granted that the investment
141
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opportunity proves on investigation to be promising, there re-
main the problems of determining what the aggregate investment
ought to be, including an allowance for working capital needs.
Finally, the needed liquid funds will have to be raised by offering
security contracts for sale in the capital market; and here again
decisions of some importance will have to be made.

I. EQUILIBRIUM ANALYSIS AND THE
PROMOTION OF NEW ENTERPRISES

General works on economic theory usually have little to say
on the matter of the promotion of new enterprises. The general
treatises at the formal level of analysis have concentrated their
attention upon movements toward equilibrium and the nature of
different kinds of equilibria when attained. An equilibrium adjust-
ment to any given set of economic facts, which are taken as “data,”
consists in such a combination of prices, rates of output, rates of
purchase, earnings of the factors of production, distribution of the
agents of production between employments, etc., that no further
adjustments therein are profitable so long as the underlying data
remain unchanged. The aim, more or less, has been to indicate
how far and in what directions changes in the prices of products
and factors and their utilization will have to occur before they
will come to an end in the sense that mutually consistent adjust-
ments have been achieved. Thus, with respect to a particular in-
dustry, we commonly say that an equilibrium adjustment exists
when the earnings of the factors of production are at such a level
that there is no inducement for factors to shift out of, or into, the
industry from other employments. Traditionally the discussion of
equilibrium has distinguished between short-run adjustments and
long-run adjustments.* Although the differentiation between short-
run and long-run equilibrium is shadowy when stated in general
terms, it assumes more definiteness when applied to a specific
problem. So, for example, we often say that an industry is in

1See, for instance, Marshall, Alfred, Principles of Economics, 8th ed., J.ondon
(Macmillan), 1920, Book V, chs. iii-v.
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short-run equilibrium where the enterprises already established
within it, and therefore committed to a given scale of production,
have no incentive either to contract or expand their rates of utili-
zation of fixed plant’ On the other hand, it is quite clear that
such a state of affairs might exist and yet the industry not be in
long-run equilibrium: despite the existence of a short-run equili-
brium adjustment already established, enterprises might have an
incentive to increase their scale of operations and there might be
an inducement for new firms to enter that industry.

The significance of the foregoing for the problem of the promo-
tion of new enterprises is simply that the bringing into existence
of new enterprises betokens the existence of a disequilibrium situ-
ation which the influx of new firms will tend to remove.* The
disequilibrium may be no more than that the earnings of estab-
lished enterprises in a particular industry are known (or believed)
to be higher than in alternative employments for capital of equiva-
lent risks. The larger earnings may be the resultant of any number
of causes: an alteration in consumers’ tastes, a technological im-
provement, the discovery of a new source of raw material supply,
an increase in population or a shift in its distribution, etc. In any
case, already existing firms are securing returns such as to invite
the establishment of new enterprises.*

2The distinction between scale of production and the rate of utilization from
any given scale is dealt with in sec. II of the present chapter.

8 There is an alternative possibility on theoretical grounds. Instead of the pro-
motion of new enterprises being evidence of a disequilibrium situation calling for
a redistribution of economic resources between alternative uses, it may be noth-
ing more, under some circumstances, than evidence that certain persons hold
demonstrably false expectations as to how large the returns from capital invest-
ment in the proposed venture are likely to prove. Especially in the retail trade,
where the entry of new firms requires very little investment, it seems to be true
that persons are very prone to hold absurdly optimistic views concerning the re-
turns available to new enterprises. The perennial crop of “Dress Shoppes,” “Book
Nooks,” etc., that “waste their sweetness on the desert air” for a few short months
before passing out of existence seems to be explainable primarily on these grounds.

e mith be asked why the already existing enterprises do not merely expand
their scale of operations and thus preclude the necessity of new firms. To some
extent this occurs of course. But it is conceivable that each firm already in the
industry would have no incentive to change either its volume of scale of produc-
tion, thus leaving room for new enterprises to enter with profit. Such a state
of affairs would exist if each enterprise were maximiging profits (i.e., marginal
cost equaled marginal revenue), so that to increase the scale of production would

mean a reduction and not an increase in the individual net profits of the estab-
lished enterprises, i.e., the diseconomies of scale exceeded the economies, All this
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A new firm may of course enter an industry even though estab-
lished firms using generally known production methods are not
making unusual profits. In this case the new firm proposes to em-
ploy new methods, a new combination of the agents of produc-
tion, which others will not be able to adopt immediately; if the
new combination is superior, the new enterprise will be able to
secure very favorable returns. It was probably not true for ex-
ample that the profits in retailing food products were unusually
high at the time chain food stores of the self-service type were
first introduced. Such a new technique of making the product or
rendering the service may or may not be protected by a patent:
yet even though unprotected by legally enforceable monopoly
rights the new concern may none the less acquire an important
quasi-monopoly position by being the first to employ the new
methods. From one point of view, it might be argued that the
very promotion of a new enterprise suggests that the proposed
concern is believed to possess some element of monopoly unavail-
able to enterprises in general.® This may be no more than the
possession of some special information, e.g., that the market under-
values the ability of the manager, or that the true relation between

might be true and yet the existing firms be securing larger net earnings per unit
of capital investment than available elsewhere. Hence the appropriate adjustment
is the entry of more enterprises. In the real world, perhaps, it is usually true that
the response to superior earnings is both an expansion of existing firms and the
entry of new concerns.

8 A littde reflection will indicate that the problem of promotion in a form at
all analogous to that which it assumes in the real world cannot be formulated
under the rigid and simplifying assumptions of pure competition and perfect
knowledge. The abandonment of these assumptions is a prerequisite to any mean-
ingful discussion of the promotion problem. For if pure competition and perfect
knowledge prevailed then the productivity and earnings of alF factors of produc-
tion at the margin weuld be equal in all employments, while the rewards to en-
trepreneurship would be proportional to efficiency. Under the circumstances no
capital investment could secure more than the current rate of interest, and no
entrepreneur could expect a larger reward from self-employment than from
working for someone else. Furthermore, under these twin assumptions (pure com-
petition and perfect knowledge) there is no reason to suppose that enterprises
would be necessary at all since all the organization of production could be carried
out directly through the price system. (See Chapter II.)

Pure competition without perfect knowledge would however permit situations
in which new enterprises could be brought into existence. But it 1s more useful to
admit the possibility of monopolistic or imperfect competition as well. For many
important types of promotions are dependent upon individual differences between
enterprises of a quasi-monopolistic sort.
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costs and receipts is not that generally supposed, but in any case
some special conjuncture which gives promise of a rate of return
to capital investment, in excess of, or certainly not less than, the
going rate of interest. For if the new enterprise is to secure free
capital in the competitive market it must promise a net return at
least equal to the current rate of interest. Unless possessors of free
funds belicve the yield on capital to be at least this large they will
be unwilling to purchase the security contracts or otherwise pro-
vide the capital which the enterprise will necd to come into exist-
ence. In other words, it is not sufficient that the return to capital
be positive; it must be at least equal to the rate of interest. Strictly
speaking, however, this generalization applies only to those new
enterprises which propose to appeal to the competitive market for
free capital. For many small enterprises annually brought into
existence this may not be true.’

II. THE PROPOSED ENTERPRISE AND THE
PROBABLE YIELD ON INVESTMENT

1. The problem of costs in the proposed enterprise: a. cost varia-
tions related to volume of production with scale given. b. alternative
combinations of the factors of production and the economies of scale.
c. uncertainty factors and the choice of the scale of production.
d. summary. 2. The problem of gross income: price and demand for
the product: a. factors affecting probable demand. b. summary. 3. The
promioter.

If any proposed new enterprise is to warrant actual promotion
and realization it can only be because the prospective returns to

8 Observation suggests that many small firms are organized even though the
prospective return upon capital is fess than the rate of interest. Not infrequently
a man will form a “business of his own,” using his own capital when the prospec-
tive return to capital exclusive of any imguted return for his own services is very
small or negligible. This would seem to be true of the ebb and flow of small re-
tail enterprises. The full explanation of this phenomenon is not easy, although it
seems probable that blind optimism and a strong desire for independence play a
large part. Seemingly thany persons will pay a high price for the privilege of
being “their own boss,” while many others grossly overestimate their own ability
to manage an enterprise skillfully and profitably. In any case any rational ap-
praisal of the probable returns to capital would seem to suggest the manifest un-
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capital are in excess of the going rate of interest. What returns
to capital are likely to be had from a particular investment oppor-
tunity, however, will not be immediately obvious. The belief that
there is room for a new enterprise which will yield a return to
capital higher than the rate of interest is only the first step; before
the enterprise comes into existence it is usually necessary to carry
out a rather thorough “investigation” in order to determine more
precisely what returns may be expected from the proposed ven-
ture. In the parlance of corporation finance an “investigation”
must necessarily be undertaken.

An investigation of the probable returns to capital to be in-
vested in a particular business enterprise is simply an attempt to
determine the probable net income stream of the proposed con-
cern. And it is also axiomatic that net income is a function of two
factors: costs and gross receipts from the sale of the product or
service. Thus the nature of any investigation of the feasibility of
promoting any proposed enterprise resolves into an examination
of the probable costs and the probable receipts.

1. The problem of costs in the proposed enterprise. Unless the
circumstances are most unusual it is quite unlikely that the per
unit costs of production of the proposed product or service will
be constant and invariable regardless of the volume (or rate) of
output or the scale of production. And this distinction between
alternative scales of production and the volume of output from a
given scale needs to be made precise. The term “scale of produc-
tion” refers to the particular aggregate of fixed assets with which
the enterprise operates and that is not subject to alteration in the
_short period. In essence scale of production has reference to that
particular combination of certain of the factors of production, e.g.,
land, specialized capital goods, management, and a skeleton labor
force, to which are applied varying amounts of labor, materials,
etc.,, to produce varying quantities of the finished product as a
rate of output. From another point of view, the scale of produc-
tion is that combination of the factors which is unalterable over
wisdom of bringing into existence a large proportion of the many small concerns

which are formed yearly. The practice will undoubtedly continue, however. See
also note 3, supra.
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a given time period and whose costs cannot be avoided or reduced.”
For example, a cotton textile manufacturing concern has a certain
complement of machinery and equipment housed within buildings
of a given size which it can use more or less intensively in the
production of cotton fabrics by varying the number of laborers
employed and the quantity of yarns and other materials used.
We say that it is a textile concern of a certain scale, and that other
textile concerns on either a larger or smaller scale are known to
exist. Or again, we say that this hospital is a 100-bed hospital and
that one a 300-bed hospital, meaning that this is the scale to which
it is now committed. The scale of production then is the combi-
nation of the factors of production to which the enterprise is
bound in the short period. We must say “in the short period™
because over a succession of short periods it is possible for the
scale to be changed. Our textile concern can build a new plant,
install much new machinery; our hospital can add a new wing or
another story to the building, so that it is no longer a 100-bed
hospital.®

By the phrase “rate of output” or “volume of production” where
the scale as above defined is assumed to be given, we mean quite

7It might be thought better to define “scale of production” in terms of the
capacity output of fixed factors. But a little reflection will suggest that “capacity”
is a highly flexible notion; does it mean the maximum output which the plant is
capable of producing under any circumstances, or does it mean that rate of out-
put at which average total costs are minimized, or does it mean something between
these two possibilities, and if so where? For these reasons it scems better not to
define scale of production in terms of capacity. The notion “scale of production”
applied to the municipal subway system in New York City, for instance, certainly
has meaning even though we could not say what its capacity is in terms of the
fixed factors.

8 Just what factors of production, and hence what cost items, fall within this
category is clearly determined by the length of the time period under considera-
tion. If we take a very short period of time, say, an hour or a day, then the en-
terprise is “committed” in all sorts of directions from which it cannot retract.
On the other hand, if we think in terms of several months the number of com-
mitments is fewer but most of the machinery, the buildings, office equipment,
plant layout, etc., are still unalterable. And for still longer time periods the degree
to which the enterprise is bound to a given scale becomes less and less.

In discussing problems of this kind it is usual to postulate some time period
during which it is impossible for the enterprise to alter the particular combina-
tion of certain of the factors of production. This then becomes the scale of pro-
duction to which the enterprise is assumed to be committed. There is no inten-
tion to suggest that the scale of production is completely unalterable regardless
of how long a time period is allowed to elapse.
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a different thing. Here we refer to the fact that it is possible to
use the fixed factors of production to which the enterprise is
committed with varying intensities. The cotton textile company
may vary its output from, say, zero yards a day to 11,000 yards a
day by hiring more people and using more materials, power, light,
supplies, etc. The hospital may be a 100-bed hospital, but at one
time it can be only half occupied and at another, because of an
epidemic, it may be crowded beyond the point of optimum effi;
ciency. By using the fixed factors with varying degrees of in
tensity the flow of product can be raised or lowered. This is whati
we mean by volume of production or rate of output.

a. Cost wariations related to volume of production with scale
given. With any given scale of production and with given prices
of input factors the per unit cost of salable product will average
more or less according as the enterprise in question is operated
farther from or closer to capacity. The explanation of this phe-
nomenon lies largely in two directions. In the first place, if all
costs of production are included, there are certain items which
are more or less invariable in their aggregate amount with differ-
ent volumes of output. As a consequence, these items of cost will
be smaller per unit the larger the ‘output.® But the behavior of
average total cost will depend upon the behavior of average vari-
able costs over different volumes of output, since total average cost
at any point is simply the sum of average fixed cost and average
variable cost at that volume. In other words, it is a question of
the rate of decline of average fixed costs per unit of output in
comparison to the rate of decrease or increase in average variable
costs. What assumptions are appropriate with reference to vari-
ations of average variable costs? Three possibilities are open: as an
aggregate, variable costs may increase less than proportionately,
proportionately, or more than proportionately to the increase in
output. If the possible range in the variation of output is from zero
to N units per time period (where N is the absolute maximum
irrespective of how many units of the variable factors are applied),
then it seems reasonable to suppose that average variable cost will
at first decline and then subsequently increase. In other words, at

9 A curve of average fixed cost at different volumes of output will be a rec-
tangular hyperbola.
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first the output will increase more than proportionately to the
increase in aggregate variable costs, and later less than propor-
tionately. This is no more than reasonable. Any enterprise is tech-
nically designed to be operated at maximum efficiency at some
particular volume of output per time period. At any different rate
of output below or above this the enterprise will operate at re-
duced efficiency. The ideal or optimum volume of output is that
at which the output per unit of cost is a maximum, i.e., the point
of least average (total) cost. Beyond this point average total cost
is likely to increase (perhaps rapidly) because of overcrowding
within the plant, increased spoilage of materials, overtime wage
rates, inability of the management to be equally effective, etc.’

The significance of the above in the investigation of the feasi-
bility of a new enterprise is simply that once any given scale of
production has been adopted, average total costs of production
will be a function of output. It is quite inappropriate to assume
as is sometimes done that costs per unit will be independent of the
amount produced, although the latter, of course, will have to be
related to the amount sold.

b. Alternative combinations of the factors of production and
the economies of scale. For an enterprise which is about to come
into existence there is no reason to suppose that only one scale
of production is possible. Except in a few very unusual cases it
is possible to produce any desired salable commodity or service
by more than one method. That is, both practically and theoreti-
cally the same end result can be achieved by adopting different
combinations of the factors of production. For instance, one can
keep automobile trucking equipment in good working order by

10 Some recent statistical studies seem to indicate that the average variable cost
curve is well-nigh horizontal over a considerable range of variation in the rate of
output. This means, of course, that the marginal cost curve would be nearly hori-
zontal too. If this statistical evidence is reliable and typical, as some are inclined
to hold, it would be very significant both practically and theoretically. However,
it'is too early to generalize about such matters in the author’s opinion even
though some instances do seem to exist. It is worth pointinF out, however, that
on the theoretical side, a strictly horizontal average variable cost curve would
mean, under conditions of pure competition, that the output of the individual
firm is undefinable: one could not postulate how much a given wheat farmer
would plan to produce even though the price of wheat and the prices of input

factors were given. See J. T. Dunlop, “Price Flexibility and the Degree of
Monopoly,” Quarterly Journal of Ecomomics, August, 1939, pp. 522-534.
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having the repair work done in one’s own shops or by hiring a
non-affiliated garage to do the job. One can manufacture auto-
mobiles by doing certain necessary operations by hand methods
or by machine methods. In short, one can use relatively few capi-
tal goods and relatively much labor as factors of production in
the fabrication of a particular commodity, or alternatively, one
can use relatively little labor and many more capital instruments;
the possibilities of variation are often considerable.

This problem of the different possible combinations of the fac-
tors of production from which the proposed new enterprise must
select may be conceived of in either of two ways: from the point
of view of efficiency, a technological concept, or from the point
of view of economy. Although both yield identical results when
applied to any given problem it is useful to recognize that they
are but two aspects of the same thing. From the standpoint of
efficiency one asks: What combination of the factors of produc-
tion of various kinds will give the maximum output of salable
product per dollar of investment in the proposed enterprise; in
other words, what scale of production is most efficient? From the
point of view of economy, one asks: What scale of production,
what combination of the agents of production, will give the mini-
mum average total cost of production per unit of output? But the
two answers must necessarily indicate the same scale of produc-
tion as the optimum. For, if we say a particular combination will
give the maximum output of salable product per unit of invest-
ment, a little reflection will reveal that that is the same thing as
saying that each unit of product is being produced at a minimum
cost. Sometimes one way of looking at the problem is more con-
venient than the other; but there is really only one problem, not
two. )

For many small enterprises about to be promoted into existence
the amount of money capital available for investment reaches a
definite upper limit at a relatively small figure. The maximum sum
which it is possible to raise to inaugurate the enterprise is often
small because there is no possibility of selling security contracts
to investors through the organized capital market. Investment
bankers will not undertake to underwrite the small corporation’s
offerings at any reasonable fee in relation to the amount of capital
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to be raised and as a consequence the funds must be raised from
relatives, friends, business associates, supply houses, and the like.
In cases of this sort the problem of selecting the scale of produc-
tion resolves itself into one of determining what scale of produc-
tion is most efficient within the limits of the amount of capital
available.”

We have yet to inquire, however, how it is that average costs
of production should be different for different scales of produc-
tion when the different scales are compared at their optimum rates
or volume of production. As we have already shown, the optimum
rate of production for any given scale is that at which average
total costs of production are a minimum.

If all the factors of production were divisible into infinitely
small particles, like grains of sand for instance, and were also
available in perfectly elastic supply, then there would be no rea-
son for large enterprises to have lower average costs (when oper-
ating at their optimum volume) than small ones. But in fact the
agents of production are not infinitely divisible; although this dif-
ficulty is more applicable to some than to others. Because of the
practical indivisibility of hired human services below certain limits
their costs do not increase proportionately with the increase in

1t Where, however, there is an attempt to raise capital by the sale of security
contracts the efforts are likely to be abortive. A recent writer, now Director of
Research of the Securities and Exchange Commission but formerly economist
with a large investment banking house, comments: “Apparently, it is difficult to
raise funds for these companies, at least in part, because of the absence of bank-
ing assistance. Studies of the Commission have indicated the following facts with
re%erence to these Promotional ventures: (a) there is a general absence of ‘any
firm banking commitment, with only about one out of every twenty issues having
firm underwriting; (b) there is apparent inability thoroughly to distribute these
securities, since, of about 45% of the total amount and 40% of the total number
of issues for which registration under the Securities Act was effective, not one
share of stock nor one bond was sold within the year following the effective date
of the registration statement, and, on the average for all issues, less than 20% of
the amount effectively registered was actually sold within this period (about 85%
of the total sales being made within the first six months, after the effective date);
(c) the investor pays a disproportionate cost for this investment in such com-
anies because of the watering of stock by issues to promoters, the latter receiv-
ing on the average, about % of the equity securities for less than one-quarter of
the total investment, or about ten times as much as the public for an equal dollar
of investment; (d) the expenses of distribution are high, averaging about 10% to
15% of the amount contributed by all investors.” Gourrich, Paul P., “Investment
Banking Methods Prior to and Since the Securities Act -of 1933,” Law and Con-
temporary Problems, Vol. IV (1937), No. 1, pp. 53-54, note.
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output possible with a larger scale. For example, to take an
absurdly simple case, within certain limits a night watchman can
inspect plants of different sizes with roughly the same effort, and
certainly the cost of watchman’s services do not increase pro-
portionately with the size of plant. Similarly with certain admin-
istrative costs—buying, selling, supervising, etc.—the increase in
cost is less than proportionate to the increase in output possible
with a larger scale.”* More important perhaps than this “lumpi-
ness” of labor increments is the lack of complete divisibility of
specific capital goods. In essence, however, this is not entirely, or
perhaps even principally, a matter of physical impossibility. The
difficulty is essentially that the cost of capital goods does not
decrease proportionately to the reduction in their work capacity.
It is possible to make many machines in progressively smaller and
smaller sizes, but their purchase price does not decrease in pro-
portion to their ability to render useful services. The cost of manu-
facturing electric generators in larger and larger sizes, for example,
rises much less than the increase in their generating capacity. And
there are numerous instances of the same phenomenon. If there
are many capital goods used in a particular productive process of
which this is true, an obvious advantage accrues from having the
scale of operations large enough to make use of capital goods in
the larger sizes.*®

The other advantages of larger scale arise essentially from two
sources: First, the possibility of a greater degree of specialization
of both men and equipment within the larger scale. These are

12 This is partly the reason why small issues of securities cannot be handled by
investment banking houses. The costs which the investment banker must undergo
—investigation, negotlation, etc.—do not decrease proportionately with reduction
in the size of the issue. If a $10,000,000 issue can be handled profitably with a
three point “spread” between buying price and selling price, a $100,000 issue may
well require an eight point margin, even assuming the risks are identical in the
two issues. See previous note.

18 Professor Florence in an illuminating discussion of these matters argues that
the economies of larger scale rest essentially on three principles of efficiency: (1)
the principle of bulk transactions, which is really the idea that certain costs as
‘an aggregate increase less than proportionately to the increase in output (see text
above); (2) the principle of massed reserves: “. . . the greater the number of
items involved the more likely are deviations in their amounts to cancel out and

to leave the actual result nearer to the expected result.” (Professor F. H. Knight
also makes much of this point as an explanation of large scale enterprise even
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familiar and have often been recounted from Adam Smith’s day

onwards. They need no further comment. Second, is the tendency

of an enterprise as it operates on a larger scale of production rela-

tive to other emterprises in the same industry to attain a larger

degree of monopoly power both with respect to things it buys

and products it sells. In the degree that being relatively large per- |
mits the firm to exert a favorable influence upon the prices of

products it buys from others or the prices at which its immediate

competitors offer their wares for sale, there is an advantage in

large scale operations.

One or two further observations concerning the advantages of
larger scale may not be out of place. There seems no reason to
suppose that the advantages and lower costs of larger scale pro-
ceed gradually and without interruption as the scale of the enter-
prise is increased.** That is, it seems more likely there is typically
more than one optimum size of enterprise in most industries. Just
how many optimum sizes there are likely to be will depend largely
upon technological factors and the nature of competition in the
particular industry. But it does seem probable that in many in-
dustries there are “in-between” sized firms neither small enough
to achieve the greater flexibility of quite small firms nor large
enough to achieve the full advantages of large scale operations.

It is perhaps unnecessary to add that the advantages of larger
scale leading to lower average unit costs do not continue indefi-
nitely as the scale of operations is increased. It has been often ob-
served that after a point the increasing diseconomies of larger scale
where there are no economies of greater specialization. See his Risk, Uncertainty
and Profit, pp. 254-5.) (3) the principle of multiples: which is simply the idea
that a certain size is essential t0 make full use of several different kinds of spe-
cialization which are capable of being combined in one productive process. See
Florence, P. S., The Logic of Industrial Organization, London (Kegan Paul), 1933,
Ch. I, but especially, pp. 16-20.

14 As Mr. E. A. G. Robinson has pointed out, the optimum scale of operations
for the enterprise may not be identical with the optimum for each of its branches
considered individually. The best size from the point of view of physical produc-
tion may be other than the best size for maximum marketing efficiency. When
therefore we speak of the optimum scale we must be understood to mean that
scale which will give maximum net returns through time in the given situation
when all factors are considered. This might mean a different scale, for instance,

than if production costs were nil and marketing costs alone considered. See his
Structure of Competitive Industry, New York (Harcourt, Brace), 1932.
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more than offset the economies in other directions. In large meas-
ure these diseconomies appear in the increasing inability of the
management to maintain an effective control over the various
parts of the organization, with the result that there is a decline
in efficiency and a rise in unit costs. Furthermore the scale of oper-
ations at which these diseconomies begin to assume significant pro-
portions is perhaps somewhat smaller than is commonly supposed.
If it were not for the quasi-monopolistic advantages which tend
to accompany increasing size it seems likely that the technically
optimum size of firm in most industries would be considerably
smaller than it actually seems to be.

c. Uncertainty factors and the choice of the scale of production.
In considering the effect of uncertainty upon the appropriate com-
bination of the factors of production in the proposed enterprise,
we may conveniently distinguish between two types of uncer-
tainty: first, uncertainty with reference to the kind of product
which the enterprise is likely to be producing in the future; and
second, uncertainty with reference to the degree to which the
demand for the given product of the firm will fluctuate through
time, because of changes in consumers’ preferences, variations in
their incomes, etc.’® The first influences the appropriate combina-
tion of the factors by enhancing the desirability of using relatively
more agents of a non-specific sort. If the probability is that the
enterprise will find it necessary to alter its product frequently then
it will be clearly inadvisable to use highly specific capital goods
of a durable nature. Rather, it will pdy to employ a combination
of the factors using mostly non-specific capital goods and con-
siderable labor. And to this extent the optimum-sized scale of pro-
duction is likely"to be small. It is noteworthy, for example, that
in industries like the women’s garment trade, novelties of various
kinds, and the like, where style changes and product differentia-
tion are common and frequent, the combination of the factors is
one involving relatively few fixed capital instruments, and those
non-specific (e.g., sewing machines), and a great deal of labor.

15 Cyclical changes could also affect the cost situation. To some extent the
advantages of owning rather than renting certain agents of production on short

term are simply that the firm knows what its costs for certain factors will be over
relatively long periods.
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The contrast with electric power companies or oil refining com-
panies in this respect is very marked. In the latter style changes
are negligible and hence large durable capital goods of a high
degree of specificity are widely used. Furthermore, it may be true
that the industry which the proposed enterprise intends to enter
is one in which technological improvements are going ahead very
rapidly so that presently available machinery is soon rendered
obsolete. In that instance a new firm will be unwise to select a
combination of the factors of production using much durable and
costly capital equipment. Over the last decade this seems to have
been true in certain industries, for example, aeroplane manufac-
turing.

The influence of the trade cycle upon the optimum size of firm
is not altogether clear. Insofar as different scales of production
mean different proportions of capital and labor employed in the
process one observation seems relevant: once capital takes the form
of fixed capital instruments, it is difficult to disinvest it, at least
in the short period, should slack times or business depression ensue.
And to that extent capital costs must be borne regardless of the
volume of operations. Labor costs, wages, are not of this character,
however. The enterprise hires, i.e., rents, labor under short-term
contract, and when the demand for the product drops off the
enterprise tends to avoid this cost by lowering wages or discharg-
ing the employees in whole or in part. While, to be sure, the firm
will be forced to contribute something to the support of the un-
employed, under the more usual arrangements, it will not contrib-
ute an amount equal to the reduction in its own wage bill. Thus,
if there were no business cycles, no slack periods, the ideal (most
economical) combination of the factors might be one involving
a relatively large proportion of fixed capital equipment and rela-
tively little labor. Yet where one must expect slumps, during which
all firms in the industry will experience less than capacity oper-
ations, such a combination may be uneconomical. Over a period
which includes both prosperity and depression the most suitable
factorial combination may be one embracing relatively more labor
and relatively fewer fixed capital instruments simply because the
costs of labor need not be borne by the firm during the slump;
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they can be in large part passed back to the community as a
whole.*

d. Sunrmary. We have been suggesting in the foregoing that
before any new enterprise is brought into existence there should
be a reasonable presumption that the rate of return to capital will
exceed the rate of interest. While the rate of interest is known,
an investigation is necessary to determine the probable yield to
capital in the contemplated use. Since net income will be a func-
tion of gross income and costs, such an investigation necessarily
means an investigation of probable costs and probable receipts
from the sale of the product. With respect to costs we have sought
to indicate that for any given scale of production per unit costs
will vary with the degree of utilization, tending to decline to a
minimum representing the most efficient volume of operations for
the particular scale. Also, however, we have emphasized the econ-
omies and diseconomies of large scale production or that all scales
of production when operated with maximum efficiency do not’
yield identical average costs per unit of output. Finally, in any
estimate of the probable production costs it is essential to bear in
mind that the enterprise will be operating in an uncertain world
characterized by flux and change and that certain commitments
in the form of fixed capital instruments are inherently inflexible
in the face of changed conditions and their costs must be borne.
Hence the optimum scale and form of production will tend to
be partially determined by a consideration of such factors. It is
matters of this kind, then, that must necessarily be reckoned with
in determining what costs of production the firm is likely to incur
in its proposed venture.

Yet costs are only one element in the determination of net in-
come and therefore the net return to capital. The other determi-
nant is gross income from the sale of the product and to this
we must now turn,

"

16 This might seem to contradict what was said earlier to the effect that the
enterprise as such owns no labor but only capital. The contradicrion, however, is
only apparent. For what we mean here is that a relatively larger amount of the
total capital will consist of circulating or working capital necessary to hire labor-

ers, etc., and relatively less committed to capital goods with a high degree of
specificity.
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2. The problem of gross income: price and demand for the prod-
uct. (a) Factors affecting probable demand. Under the assump-
tion of atomistic perfect competition the demand curve for the
product of the individual firm is assumed to be infinitely elastic;
that is, at the ruling price determined by the whole demand and
supply situation, the single firm can sell as many units as it can
produce without affecting the price. We have already indicated
that this is generally not the applicable assumption to make in
investigating the feasibility of a new business enterprise.” Monop-
olistic competition is more in accord with the typical case. As a
consequence, the investigation of the probable income from the
sale of the product is in essence an attempt to determine, or esti-
mate as closely as possible, the nature of the demand curve for
the product of the proposed new firm. And, as for any demand
curve, it is a question of the functional relationship between the
price and the amount sold. Clearly there is no easy answer to
this problem. In recent years “market surveys,” sampling, and
other ingenious devices have been tried with varying degrees of
success in an attempt to determine as accurately as possible the
probable demand for new products about to be introduced. These
techniques are too intricate to be described here but a few general
observations are in order.*®

Many new enterprises are brought into existence each year
which propose to do no more than produce commodities which
are already being produced by existing firms. In this instance the
new company proposes to encroach upon the business of existing
firms by offering a slightly better product, providing better serv-
ice, or utilizing useful business connections obtained in various

17 Unless of ceurse the prepesed enterprise intends te preduce ene of the
staple commedities. Here the preblem becemes that of attempting to estimate the
probable course of the market price of the product through future time. That is,
the individual producer can afford to assume that he will be able to sell the whole
of his output at the ruling price. But what that price will be is indeterminate,
and the individual considering entering the field must necessarily entertain some
expectations about its probable course.

18 See, however, Smith, G. C., An Outline for Market Surveys, St. Louis, Mo.
(The Industrial Club of St. Louis), 1930, for a detailed account of the nature of
these investigations. It seems to be true that more and more of these investigations

of the probable demand for new products are being undertaken by firms spe-
cializing in this kind of work.
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ways.* Not infrequently the demand for the product which the
new concern proposes to offer will be a derived demand, and
therefore dependent upon the demand for some final product al-
ready upon the market. For example, the demand for a new
machine for retreading used automobile tires will clearly be de-
pendent upon the demand for retreaded tires. If, of course, the
new machine will substantially reduce the cost of production of
the final product and hence its price, it will be quite inappropriate
to assume that the current demand for the final product will not
increase. In other cases the price of the product will necessarily
be dictated rather strictly by substitute products already on the
market. In order to sell any retreaded automobile tires one would
have to market them for a price less than that of new tires. Not
uncommonly the price may be almost wholly prescribed by cus-
tom, as for instance, a new magazine or newspaper.”® For many
new enterprises that propose to offer a new type of capital good
the demand curve is very likely to be discontinuous. Instead of
small gradations in the number of units sold as the price is varied
the movement in probable sales may be by fits and starts. Possibly
between, say, a price of $1,000 and a price of $1,010 there may
be no perceptible change in the quantity sold whatsoever. While
if the new machine is markedly superior to existing machines doing
the same operation, then it may be true that almost as many will
be sold at $1,400 as at $1,000.

Whatever special characteristics of the demand for the product

19 As, for example, when a ﬁerson decides to branch out for himself, having first
established connections and obtained a knowledge of the trade as an employee of
some other firm.

20 Recently in the United States there has been a veritable flood of new maga-
zines. One of them j§ rather interesting as a study in promotion. Before it was
decided to go ahead with the venture at all an attempt was made to assure a
certain minimum circulation by the sale of pre-publication subscriptions at a
favorable price, ie., less than the post-publication price. Upon the basis of the
investigation it seemed safe to assume a probable demand of 250,000 per week,
and accordingly presses were leased, and the enterprise launched. It developed
that the actual demand was much greater, and, according to the information
available, the necessity of operating the presses, etc., at a much greater intensity
than was originally contemplated, caused costs per unit to rise sharply. The re-
sult has been substantial losses even though the demand for the product far ex-
ceeded expectations. But to increase plant capacity requires time, in this case ap-

parently some many months. The company reports that it soon hopes to increase
the scale of operations sufficiently to reduce costs and ultimately make a profit.
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of the proposed enterprise are discoverable by study and investi-
gation, it must always be kept in mind that the purpose in study-
ing it is to ascertain, so far as possible, what gross income the new
enterprise can expect to obtain. The firm’s gross income will be
simply the arithmetical product of the number of units sold multi-
plied by the price received for them.

It is perhaps necessary to add a word on the problem of esti-
mating the probable gross income for that ever-growing group of
enterprises whose prices and products are subject to regulation by
public authority. In the United States such enterprises are com-
monly referred to as public utilities. Economically speaking, the
characteristically important thing about public utilities is their
ability to charge discriminatory prices for their products.** In other
words, an enterprise of this sort is in reality confronted with the
problem of estimating the demand curve for its product in several
different markets which it is itself in a position to create. In these
several markets the prices which the enterprise will be allowed
to charge are fixed within rather definite limits by public authority,
at least in the United States. Furthermore, in part because of a
local monopoly and an absence in most instances of suitable sub-
stitute products, it is apparently somewhat easier to determine in
advance the probable unit sales in the respective markets. As a
consequence gross income may be estimated more accurately than
in non-public utility enterprises.

While one can estimate the probable production costs with some
degree of accuracy it must be admitted that estimates of the prob-
able demand curve for the product, and its variations through
time, are subject to a wide margin of error. The reason is that the
factors which can affect the demand curve for any particular
product are more various and more unpredictable than the changes
affecting costs. Theoretically, the demand for the product of a
particular enterprise will be affected in a greater or lesser degree
by a change anywhere in the economic system. Each firm is cer-

21 See Batson, H. E., “The Economic Concept of a Public Utility,” Economiica,
November, 1933. Mr. Batson discusses at some length the reasons why public
utilities are more likely to wish, and to be able, to charge discriminatory prices.

He would not allege that this desire to charge discriminatory prices is only to
be found in public utilities, but that elsewhere it is usually overbalanced by other

tendencies.



160 ECONOMIC THEORY OF PROMOTION

tain to be affected by product changes, price changes, changes in
sales effort, etc., on the part of its immediate competitors. But
broader changes affecting the whole industry may likewise occur;
and the plight of the individual firm is not rendered more com-
fortable by the knowledge that its competitors are similarly chafed.
Finally, changes in the volume of business activity as a whole
through time, the cycle phenomenon, impinge upon different in-
dustries and different firms within each industry with unequal
force.”” The demand for the product of an individual firm, there-
fore, is subject to a variety of influences from many directions.
Consequently, it is not surprising that efforts to predict its prob-
able amount and duration for a new enterprise are enormously
difficult at best. Finally, as contrasted with costs, the rapidity with
which changes may occur is many times greater. In fact from
one point of view, the very essence of the problem of business
fluctuations as it impinges upon the individual firm is the unequal
rates of change that occur between demand factors and supply
factors, i.e., between receipts and costs. Whereas sales can drop
off sharply almost overnight, costs cannot be similarly pared on
short notice. Consequently losses are incurred.

b. Summary. The above discussion has endeavored to make the
point that the investigation of the feasibility of a new enterprise
is essentially an attempt to determine the probable gross income
by means of a thorough study of probable costs of production and
. probable gross income from the sale of the product. In any real
world instance of promotion the two parts of the investigation are
of course intimately connected: any discussion of the probable
costs with different scales of output must of necessity be related
to the probable demand for the product at varymg prices. There
would be no senSe or logic in havmg an enterprise large enough
to take full advantage of the economies of large scale operations
if the demand for the product is such that it would be impossible
to sell anything approaching that number at a correspondingly
low price. Even though large scale production methods are often
capable of reducing costs substantially, it is also true that the

22See Mills, F. C,, “Changes in Prices, Manufacturing Costs and Industrial

Productivity, 1929-1934,” National Bureau of Economic Research, Bulletin no. 53,
December 22, 1934.
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number of units sold at the reduced price may be much less than
that necessary to permit the profitable adoption of those methods.
Sales increase with a reduction in price, but not by a sufficient
amount. Consequently the cost studies and the gross income studies
must be closely integrated with one another.

In conclusion a word must be said in answer to an objection
which has no doubt been present in the reader’s mind through the
last several pages: Do business men in fact proceed in this man-
ner? To some extent it must be admitted that general observation
rather prompts a negative answer. Nevertheless the logic of the
method of investigation outlined above would perhaps be admit-
ted. Certainly business men do consider proposed ventures on the
basis of their prospective profit possibilities, and this necessarily
means investigation of probable costs and probable receipts; and
to neither of these is 4 clear-cut answer ready to hand. Hence
more complete studies of the above type are imperative. But, it
will be objected, the business man’s calculations are of a far less
formal sort; and this must be admitted for many investigations.
But this is not in fact so irrational as might at first appear; for
the nature of the investigations is such that rather soon one realizes
that further study and inquiry yield relatively little increased pre-
cision in the estimates. In other words, the investigations them-
selves have a cost, and as in all economic calculations one must
compare the results with the costs. Beyond a point it is futile to
hope for greater accuracy in one’s estimates, the problem being
what it is. It is therefore unwise to incur additional costs in an
effort to secure greater precision. But that by and large people
do investigate seems beyond question. And if one “investigates”
a proposed enterprise he studies its profit possibilities, which means
forming estimates of probable costs and probable receipts: an
examination of supply factors and demand factors.

3. The promoter. The foregoing analysis has been developed
without any specific mention of a person or persons called a pro-
moter. This term is essentially one borrowed by economics from
the law and finance. And in these latter disciplines the noun is
loosely used to designate those individuals who play an active part
in bringing new enterprises into existence. The precise functions
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which presumably define him are not entirely clear, especially at
law, but in general his most important activities appare
discovering unusual opportunities for profitable capital investment
and bringing these ion of pers ing investi
funds or in a position to solicit them from others. In this respect,
therefore, it is the “promoter” who carries out the initial investi-
gation of the profit possibilities of the contemplated enterprise.
In the usual case, others, such as investment bankers, will check
and recheck his estimates before actually launching the venture.
Yet very frequently the “promoter” is the one who first sees
that an investment opportunity exists.

It is clear that for analytical purposes it matters little whether
this function of seeing investment opportunities devolves upon a
particular group of real persons specializing in such tasks or
whether it is variously performed by numerous individuals. In a
capitalistic society, or in any other, for that matter, in which
cumulative growth and change are occurring, some persons must
necessarily decide where economic resources may be applied most
effectively. That some persons should specialize in this work 1s
perhaps no more than to be expected; but this is not to say that
in reality the same kind of thing is not undertaken by others who
bear no distinctive label. The really important fact is that in a
dynamic economy there is a need for such activities being con-
tinually undertaken. What specific real persons carry them through
will tend to vary according to circumstances of time and place.”

" 28 Unfortunately in the popular mind the term promoter has come to be asso-
clated with a particularly brash and unscrupulous type of person endeavoring to
foist worthless corporate securities upon a gullible and defenscless public. While
“such individuals do exist we should not thereby forget there is an important pro-
motion function to Be performed; and that not all persons who render these
services are ipso facto open to censure.

In highly developed capitalistic countries promotional activity in connection
with large enterprises, mergers, consolidations, etc., has tended to gravitate into
the hands of financial institutions. Investment bankers especially tend not only to
underwrite the capital requirements of enterprises which others have fostered
and created but also actively promote new opportunities on their own initiative.
Their intimate contacts with many established enterprises and persons seeking
outlets for idle funds tend to give them an advantage over individual promoters.
It cannot be said, however, that the social consequences of investment banker

romotions have been uniformly desirable. See in this connection Myron W.

atkins, “Promotion,” Encyclopaedia of the Social Sciences, Vol. XII, pp. 518-21.
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ITI. AGGREGATE INVESTMENT AND
WORKING CAPITAL NEEDS

1. The limits to profitable investment in the proposed enterprise.
2. The essence of the working capital problem. 3. Uncertainties and
working capital needs. 4. Special working capital needs of a new
enterprise. - ~ - -

As we have insisted throughout the present chapter, an indis-
pensable preliminary to bringing a new enterprise into actual
existence is for someone to investigate the probable returns to
capital if invested therein. Enterprises do not form themselves nor
appear indiscriminately and at random; by and large each new
venture has its antecedents in someone’s conclusion that here is
an opportunity for investing capital to secure a rate of return
in excess of the rate of interest.**

1. The limits to profitable investment in the proposed enterprise.
Now while the prospective return to capital in the proposed new
enterprise must exceed the rate of interest if the venture is to
warrant promotion, in each particular instance there is the addi-
tional problem of determining at what point the returns from fur-
ther investment fall below the rate of interest. It may be obvious
that some capital will yield a return greater than the going rate
of ‘interest; but it may be less apparent how rapidly the returns
per unit of investment decline as the total investment increases.
In other words, we must determine for each new enterprise how
much capital does it need, or alternatively, how much capital can
it profitably employ. Unless the circumstances are very unusual
one ought not to assume that the rate of return per unit of invest-
ment will hold constant regardless of how much capital is invested
in the particular concern. While the rate may at first increase as

2¢ That enterprises are often promoted into existence on the basis of conclusions
drawn from insufficient evidence goes without saying. Our contention is merely
that people do investigate before proceeding; and that, rationally, going ahead
with a venture is evidence of a belief that the net returns to capital investment
here are greater than those available elsewhere. We use the phrase “rate of in-

terest” to indicate the returns on capital invested in alternative uses, due allow-
ance being made for risk elements.
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the total investment is augmented, nevertheless, almost inevitably
in any given opportunity it will subsequently decline. And if_this.
be true, it means there is a definite limit to how much capital the
proposed enterprise can profitably use. In answering “how much,”
the ruling principle is the same as that applicable in all problems
involving the allocation of scarce resources: namely, that the total
capital investment in the enterprise should be extended up to the
point at which the (estimated) rate of return on a further incre-
ment is just equal to the rate of interest.”® So far and no farther
should the total investment be carried in the enterprise to be pro-
moted. When we have determined at what total investment this
point is reached we have ascertained how much capital the new
concern can profitably employ. .

A thoroughgoing investigation of probable receipts at different
prices and probable costs with alternative scales of production,
such as we have outlined in section II, ought to indicate approxi-
mately how much capital the proposed enterprise can profitably
employ. There is another aspect to the problem of the quantity
of capital to be invested, however, which persons dealing with a
given project in the real world would consider separately. This
is the matter of working capital needs and the allowances neces-
sary because a new enterprise does not attain its full power and
strength the instant its incorporation papers are filed. Let us look
into this.

2. The essence of the working capital problem. In formal theo-
retical analysis the question of working capital and the delays inci-
dent to getting started may be disregarded or treated as mere fric-

« 281t is important to observe that the (prospective) returns on invested capital
in the new corporation must be thought of in terms of successive increments of
investment and the returns thereon. In other words, the average rate of return
on the whole capital employed is of no special relevance in determining how
much capital to commit. When we have determined at what total investment the
marginal rate of return is equal to the rate of interest we are merely saying that
to invest more (an additional unit of investment) would yield a smaller return
than what the same capital would earn if invested elsewhere. Notice also that
when the marginal rate of return to investment is equal to the rate of interest that
‘the average rate on the whole investment will be greater. The only exception
would be where the average rate was constant from the very first and equal to
the rate of interest. If the average rate is constant and greater than the rate of
interest then the proposed enterprise can utilize any amount of capital. But this
case is absurd on the face of it.
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tions. Yet in the uncertain world in which business enterprises
carry on their operations they cannot be disposed of so easily.

By “working capital” business men and accountants usually
mean such assets as cash, accounts and notes receivable, inventories
of raw materials, goods in process of production, finished goods,
marketable securities and perhaps others under some circumstances.
The sum of these items is usually termed “gross” working capital
while “net” working capital is this figure minus the firm’s obliga-
tions to pay cash over the proximate future—usually over the next
twelve months. Either gross or net, working capital is held to be
distinguishable from “fixed” capital on the grounds that the com-
ponents of the former are regularly, and more or less continuously,
being converted into and out of cash while the transformation of
the latter is more gradual. Some writers even prefer the term
“circulating capital” to “working capital” as more descriptive. The
distinction, although essentially one of degree, is none the less
sufficiently marked probably to be useful for many problems. .

In the discussion_of working capital, however, it seems to the
present writer that there are really two ideas which ought to be
separated. -

The first idea is to draw attention to the fact that certain assets
can be converted into cash (or are already cash) on very short
notice without any significant sacrifice of their book value while
certain other assets can be liquidated on short notice only at a
considerable sacrifice. Notice that the important point here is
convertibility into cash without sacrifice of value on short notice.
Any asset—with the possible exception of goodwill in the tech-
nical accounting sense of capitalized earning power in excess of
some going rate—may be turned into cash on short notice at a
price; but with land, buildings, machinery, etc., the prices at which
they are convertible into cash on short notice are substantially
below what might be received for them if time is allowed in which
to find suitable buyers. If we must, we could probably sell thé
building for cash this afternoon if we put the price low enough,
but we could get a better price if we had a month or two to find
a purchaser. This emphasis on cash or near cash assets without
value sacrifice is important to persons outside the firm because it
is evidence of debt-paying ability without disrupting the enterprise




166 ECONOMIC THEORY OF PROMOTION

or actually bringing its operations to an end (liquidation). From
the point of view of the persons in charge of the concern the
emphasis on cash or near cash assets is important because it is evi-
dence of the firm’s ability to finance operations, purchases, etc.,
and to pay debts without resort to additional financing. Notice
that working capital in this sense would include cash, receivables,
marketable securities and inventories if they are not too highly
specialized; in some cases the only items would be cash and mar-
ketable securities. To repeat: used in this sense, working capital
emphasizes that certain assets are convertible into cash on short
notice without value sacrifices.

The other idea associated with working capital and of which
the adjective circulating is more descriptive is quite different. Here
there is an effort to point out that within a certain asset group
the component parts change according to a more or less regular
pattern. Cash, it is said, is exchanged for raw materials; raw ma-
terials become goods in process, then finished goods, then accounts
receivable, and then cash again. Here it is this circular flow to
which attention is drawn and not the matter of convertibility into
cash at all. On this basis items like marketable securities would not
be included because they are not part of this circular flow. This
circular flow may be important for some purposes but in the
writer’s opinion its significance can easily be exaggerated, for a
similar type of thing is true with respect to fixed or durable assets
also. But regardless it is important to keep the circular flow idea
distinct from the liquidity idea.

If we ask what determines the amount of working capital neces-
sary for any particular enterprise now in existence or about to
be established we at once raise the question why any working
g%ital s, nF?n‘ng at all. If a busxne§s enterprise were perfec'tly

_cﬁfongd in all its parts and all its operations, then working
capital - problems would disappear. For perfect synchronization
would mean in the sphere of production and sales, for example,
that the finished salable product emerged from the fabrication
process at exactly the same time rate of speed as it was sold to
buyers. Likewise the enterprise would absorb raw materials and
supplies at precisely the same rate. Viewed in terms of money
receipts and money outlays per unit of time the volume of cash
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receipts would exceed (or fall short of) the volume of cash out-
lays by just that amount representing the net profit (or loss) on
operations for the time interval. And if profits were distributed
continuously the firm would neither possess a cash balance nor
require one. All cash received from sales would immediately be
paid out as expenses or dividends. To be sure, even under these as-
sumptions, the firm would possess working capital assets at any
instant of time consisting of goods in process of production and
accounts receivable, unless the production of ultimately salable
product were instantaneous and all sales for cash. But so long as
the rate of absorption of the product by buyers remained constant
and there were no price changes, the sum of goods-in-process and
accounts receivable would remain at a fixed figure through his-
torical time. There would be no problems at all associated with
working capital; the enterprise could simply treat these assets as
non-depreciating items of constant value. And given the fabri-
cation period technologically imposed and the credit terms of sale
one could state exactly their value sum.

So soon as we state the conditions under which working capital
problems would disappear, however, we discover why business
enterprises in the real world encounter working capital problems.
It is simply not true for most_enterprises that cash outlays syn-
chronize perfectly with cash receipts, although leads and lags are
less proriounced in some concerns than others. A water company
in a régiofi ‘where “rainfall is more or less evenly distributed
throughout the year comes close to"the ideal case: cash receipts
over any interval closely parallel cash outlays; seasonal and cyclical
variations are negligible. At the other extreme, for instance, would
be an enterprise making nothing but fireworks whose only sale
was on some annual national holiday. In other words, the need for
working capital is, in part, occasioned by the imperfect synchroni-
zation of cash receipts and outlays imposed by the technical con-
ditions of production, and the degree of seasonal and cyclical vari-
ation in output, prices and sales.*®

26 By cyclical variations we refer to those general changes in the level of eco-
nomic activity termed alternations from “prosperity” to “depression.” We are not
suggesting that these follow a consistently uniform pattern that can be gredicted

in advance and precisely for the particular enterprise. But merely that those gen-
eral changes in production, employment, prices, and real income in the whole
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3. Uncertainties and working capital ‘needs. The working capi-
tal requirements of the individual firm are not wholly prescribed,
however, by these ¢ ns'cﬁgi ns. Business concerns carry on in
a world where ﬁh’}‘)‘ﬁ%@a' e jcvelopments and non-fulfillment of
expectations are the rule rather than the exception. As a conse-
quence any enterprise can look forward to an unending series of
partially or wholly unexpected developments which may affect
it in an untoward or favorable manner. Against such eventualities
one of the most useful precautions for the individual firm is a
substantial cash balance or the possession of other assets easily
convertible into cash without loss on short notice. The contin-
gencies against which business concerns will find liquid assets a
convenient assurance, although varying between industries of
course, will often be favorable as well as unfavorable. The fol-
lowing are perhaps typical: the default of an important trade
creditor, a chance to buy materials or supplies at a large price
concession, an unforeseen need to expand output greatly on short
notice, sharp changes in the prices of products or inputs, being
forced into a price war, or the development of a favorable junc-
ture for starting one, etc.”” A business enterprise’s appraisal of its
cash needs for these purposes probably does not remain constant
from boom to depression but doubtless increases during a down-
swing and declines as prosperity proceeds. But the main point of
our argument is clear: (if a business firm expects unforeseen de-
velopments without knowing their precise and particular character
perhaps the most effective preparation for them is to hold cash
or near cash assets.)

Thus we observe that the need of any particular enterprise for
working capital.arises partly from the imperfect synchronization
of cash receipts and outlays, partly from the technical conditions
economy, loosely referred to as the “business cycle,” will inevitably impinge upon
the single enterprise for better or worse.

27Mr. J. M. Keynes calls this motive for holding cash the “precautionary-
motive.” What Mr. Keynes calls the speculative motive, i.e., changes in the will-
ingness of individuals and business enterprises to hold cash consequent upon
changes in the rate of interest, will not be dealt with here since it is not particu-
larly germane to our immediate interest: the promotion of new enterprises. This
must not be interpreted, however, as a denial of its validity for Mr. Keynes’ prob-

lems. See, his General Theory of Employment, Interest, and Money, New York
(Harcourt, Brace), 1936, Ch. 15.
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of production and sale of its product, and partly from the in{
herent uncertainties of business as it is met with in real life.

Almost needless to say, there is no reason to suppose that the
firm’s needs for working capital assets arising from the reasons
indicated will remain constant throughout different phases of the
business cycle; indeed it is common knowledge that they fluctu-
ate considerably. The varying needs for working capital raise the
question of what proportion of the maximum requirements ought
to be supplied by long-term contract and what by short-term. To
provide the maximum anticipated working capital needs by per-
manent or very-long term financing methods creates the problem
of investing idle resources during slack periods when the assets
are not needed directly in the business. On the other hand, to
provide only the bare minimum by permanent financing exposes
the firm to the risk of being unable to borrow at reasonable short-
term rates as its needs expand. No general answer to such questions
is possible on « priori grounds; but in each new venture a solution
can usually be formulated having acceptable accuracy.

4. Special working capital needs of a new enterprise. We ob-
served earlier that a new enterprise will almost inevitably pass
through a stage in its early history when its need for liquid re-
sources will be especially great. The favorable relation between
costs and income indicated by the investigation and which induced
promotion is not usually attained within the first week or some-
times even the first few years. Rather, sales are small and only
increase gradually as a competitive position within the industry is
won. The especial importance of this common experience for the
promotional problem and the determination of the necessary capi-
tal is simply that during the gestation period cash outlays will
exceed cash receipts by a wide margin. Hence the firm will need
an abnormally large beginning cash balance to finance itself until
such time as cash receipts more nearly synchronize with cash dis-.
bursements. Thus the firm will need a large cash balance to tide
it over that interval. Depending upon the product and the nature
of the competition the firm will suffer losses on operations for a
longer or shorter period.” For these reasons, due allowance for

28 Such accounting losses are but one of the costs of getting going and are as
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such losses must be made in determining how much capital the
firm can profitably employ and ought to raise by the sale of
security contracts. And in this connection an overdose of pessi-
mism concerning the length of the gestation period is much better
than a mild optimism; for the whole scheme may be brought to
naught by the simple inability of the firm to finance itself over
the initial slack period in which cash outlays far exceed cash re-
ceipts. As a practical matter it is almost impossible to overstress
the importance of this point.

IV. THE ACQUISITION OF CAPITAL AND
THE FINANCIAL PLAN

1. Alternative sources of capital for the promotion. 2. Considera-
tions affecting the financial plan.

If the investigation as outlined in section II has been carefully
undertaken the wisdom of proceeding further with the proposed
venture or dropping it entirely should be apparent. Assuming that
the results of the investigation are encouraging, i.e., that a rate of
return to capital in excess of the rate of interest seems assured,
the process of launching the new enterprise may be carried for-
ward. The promoters now must consider alternative ways and
means of raising the necessary capital.

1. Alternative sources of capital for the promotion. A new enter-
prise may or may not propose to appeal to the organized capital
market for funds. As already observed many enterprises are not
able to use the facilities of the organized capital market, either
because of their small size or the character of the venture. By the
phrase organized capital market in this connection we mean that
grouping of investment bankers, brokers, commission houses, etc.,
which facili isi ati = apital for
industry and commerce through the sale of secprity contracts.
While individual houses differ somewhat in their conception of
“desirable” ventures or promotions, nevertheless most such con-

much a part of the permanent investment from the economic point of view as
plant and equipment.
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cerns are predisposed to avoid the securities of new enterprises
which are quite small or in relatively unknown fields. Neither the
automobile industry nor the electric power and light industry in
the United States were able to secure free capital from the or-
ganized capital market during their early history. Both were
apparently regarded as too speculative for conservative invest-
ment houses. To some extent the attitude of the investment bank-
ers of course was inherently rational: both industries were highly
speculative in their early days and the mortality of firms was
quite high. It should be recognized furthermore that investment
bankers are primarily, although not entirely, middlemen who must
be guided in their purchases by what the ultimate purchasers con-
sider desirable investments. And it is probable that around the
turn of the present century both the aforementioned industries
were regarded by many “sound” people as highly dubious. Some-
what the same difficulties beset new enterprises in relatively un-
tried fields at all times. The banker may feel that the enterprise
has remarkable prospects but if he is convinced his clients will zoz
think so, he is perhaps forced to reject the promoters. Tradition-
ally very speculative new enterprises, such as mining ventures,
ordinarily may not appeal successfully to the better investment
houses at all. The reason here is perhaps partly because such enter-
prises are associated in the public mind with semi-fraudulent
schemes. Just how many concerns of this kind succeed in securing
capital is something of a mystery. Apparently the methods are
varied and essentially opportunistic: friends, relatives, and business
associates of the conceivers of the new enterprise are apparently
cajoled into putting up the needed capital. Often of course con-
siderable difficulty is encountered in acquiring any capital beyond
the amount those directly associated with the enterprise are them-
selves able to provide.”

In economic theory we speak of an enterprise securing liquid
funds from the capital market. In the real world this means that

29 Sometimes wealthy persons, perhaps investment bankers in their private ca-
Pacity, are v.villing‘t_o risk sizeable sums in new ventures provided they are placed
in a ‘strategic position and the prospects of high returns seem favorable. Such

ersons often “take over” the enterprise from those who are soliciting capital.
ey are undoubtedly in a strategic position since the “idea” without capital to
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corporations sell security contracts to persons with cash to invest.
We have already indicated in a previous chapter however that
there are many kinds of security contracts. Some decision has to
be reached therefore as to the specific kinds of security contracts
which the new enterprise may offer with greatest advantage. In
financial literature the particular combination of security con-
tracts by which a corporate enterprise raises its capital is termed
its “financial plan.” Let us look into this financial plan concept
more closely.

2. Comsiderations affecting the financial plan. Fundamentally the
very nature of the financial plan serves to accomplish three things:
(1) secure the capital the enterprise needs to carry on its opera-
tions; (2) determine the distribution of control between the
parties furnishing capital; (3) establish the rules, priorities, etc.,
governing the distribution of the corporate net income. In drafting
the financial plan, therefore, it is important to select that combi-
nation of security contracts which, in view of all the relevant data,
best fits the needs of the particular enterprise. Generally speaking
the plan will be drawn primarily from the point of view of those
upon whom its formulation devolves: the promoters with the
assistance of investment bankers or whoever will assure the neces-
sary capital. Alternatively, perhaps, we might argue that the finan-
cial plan will cater chiefly to the interests of those who will ulti-
mately occupy a proprietary position in the corporation. In fact
these two contentions come to much the same thing since those
actively interested in bringing the enterprise into existence will
typically come to own securities representing a residual proprietary
interest, e.g., common stock.

The investigatipn will not only have indicated the advisability
of organizing the new enterprise; it will also have shown how
much capital in total and what kinds and types of assets are neces-
sary. The aggregate amount of free capital will in itself partly
determine the financial plan. A combination of bonds, preferred
stocks and common stocks quite suitable for an enterprise of $10,-

give it realization is completely barren. It is probably true that many fortunes
are the result of supplying capital to new enterprises in which the percentage
returns per unit of investment in the early life of the company run into two and
three figures. Many millions are lost annually however in new ventures which
come to naught.
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000,000 would not be equally satisfactory for a $1,000,000 cor-
poration identical in all other respects. For small enterprises the
higher costs more than outweigh the advantages of numerous kinds
of securities in the financial plan.*® Apart from the absolute amount
of capital to be raised another important factor tending to deter-
mine the financial plan is the degree of regularity in the prospec-
tive_income stream. If the nature of the enterprise is such that
net income is likely to fluctuate greatly from one period to the
next, perhaps rising markedly in boom periods and falling drasti-
cally during depression, then it will be unwise to enter contracts
which require a fixed annual payment regardless of the fortunes
of the corporation.®* Even assuming such securities can be sold
the corporation is probably wise to avoid their inclusion in the
financial plan under the circumstances.** A similar objection per-
tains to leasing arrangements involving a fixed annual rental. Con-
versely, of course, if earnings are likely to be comparatively regu-
lar from period to period fixed return securities may be used in the
financial plan with safety and profit.

If securities are to be exchanged directly for assets rather than
being first sold for cash, as often happens in new enterprises, the
sellers of the assets may dictate rather rigidly the ’kind of securities
they will accept. This may well be the case, for instance, with
assets contributed by the promoters or others directly associated
with the formation of the enterprise. Even so, if time is an im-
portant element, somewhat onerous terms may be preferable to
the costly delays incident to ordering anew the construction of
capital instruments (e.g., buildings, machinery, etc.).

Whatever the financial plan selected it must make provision for
the allocation of control of the enterprise between the different:
contributors of capital. Presumably the desire for a voice in con-

80 The point is that with relatively small issues of securities the cost of nego-
tiation, drafting mortgages, maintaining a trustee, etc., do not decline propor-
tionately with the decrease in the size of the security issue. To some extent these
costs tend to be a fixed aggregate, hence for small issues the cost is proportion-
ately quite high.

81 The degree of fluctuation in net income will tend to be greater the farther
removed is the enterprise from consumers’ goods markets.

82Jf the risks are large security buyers are unlikely to place much credence
in solemn promises to ag a fixed annual return per unit of investment. In short
the security would proga ly be unsalable.
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trol is predicated on either or both of two beliefs: (' 1) that a voice
in management will produce for those possessing it a more favor-
able income stream, either in amount or distribution in time, than
if control rests with others; or, (2) that direct control reduces the
possibility of the dissipation of the capital investment.*® In other
words, a desire to exercise control or have a voice in it betokens a
strong belief in the superiority of one’s own judgment and policies.
If the group directly responsible for creating the new enterprise
is convinced of the necessity of maintaining control, the financial
plan will tend to include relatively more bonds and non-voting
shares. Necessarily, perhaps, this will mean that the group desiring
to control the corporation will have to offer other capital con-
tributors more favorable contractual terms in other directions,
e.g., greater assurances of regular returns, pledges of assets, a
higher rate of return, etc. How great sacrifices it will pay to
undergo in order to retain control of the enterprise will depend
upon how highly the promoters value the control privilege. There
is undoubtedly some elasticity of substitution among security buy-
ers between the contractual provisions relating to amount and
priority of income claims, security of principal, a voice in man-
agement, etc.; but it is not complete. The primary aim in drafting
the financial plan is to discover that “ideal” combination of secur-
ity contracts which will raise the capital on terms most favorable
to the new enterprise, which, as we have already indicated, means
most favorable to the common stockholders. But the latter are
constantly restricted by the important limitation that the securi-
ties offered must raise the capital, i.e., they must be sold. This
means that although the security contracts are drafted by the
proprietary intereses they must carry sufficient investor appeal to
induce purchase.** In one sense the interests of common stock-

83 From one point of view these are really two aspects of the same thing; since
the danger of loss is one contingency in the future income stream. But perhaps
persons tend to think of them in somewhat different terms. Any security holder
who values the voting privilege in a corporation must do so because it permits
bim, and others like him, rather than someone else, to select the persons in whom
he will place his trust. Psychologically of course control may be desired for its
own sake.

84 This may appear to endow investors with somewhat greater perspicacity than

is usually credited to them. It is easy, however, to overemphasize the degree of
innocence and stupidity among security buyers. In recent times the importance
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holders and of those who are expected to contribute capital on
different contractual terms are at opposite poles in this respect.
From the standpoint of the investor the ideal contract would be
one which requires the enterprise to provide a maximum of secur-
ity of principal (first mortgage on all assets, guarantees of various
kinds, etc.), a respectable annual income as a guaranteed minimum,
and in case of unusual success a generous share in the large profits.
Those forced to seek capital, however, will wish to promise little
in security, guarantce no return on the investment whatsoever,
and restrict the gains from unusual success entirely to themselves.
Obviously neither group can be completely satisfied; concessions
will be forthcoming on both sides.*®

The financial plan, therefore, is essentially a compromise; and
ideally it should raise the necessary capital and provide for the
allocation of control and the distribution of net income on terms
most beneficial to the enterprise in the given circumstances. What
the optimum comprornisé actually is in any particular instance of
course may be somewhat difficult to determine with absolute pre-
cision. But there seems no reason to deny that this is what is being
sought subject to the frailties of human judgment.*®

of institutional investors such as insurance companies, banks, investment trusts,
etc., has grown enormously and these are perhaps equally sophisticated with the
scllers.

35 The language above rather suggests that there is some formal negotiation
between the sellers of security contracts and the ultimate purchasers. This is of
course contrary to the facts. In general the contract is drawn wholly without
consultation with the ultimate purchasers. They either accept or reject it by pur-
chasing it or not when presented to them. Yet in an indirect way there is con-
siderable negotiation in the interest of the ultimate buyers on the part of invest-
ment bankers. They necessarily have an interest in the appeal the final contract
will have to the ultimate purchasers; and for this reason the financial plan is very
often different from what it would be if the promoters had their way entirely.
If the investment banking house is to underwrite the financial plan, then it must
be even more careful to insist upon security contracts which have an investor
appeal.

88 We emphasized above that in determining the probable optimum combina-
tion of the factors of production due allowance would have to be made for un-
certainty and change. Similar considerations must be kept in mind in drafting the
financial plan. What seems the most suitable financial plan here and now may
not be the most desirable at some subsequent time in view of changed conditions.
Consequently it is important for the enterprise to allow for as much flexibility
as possible in its financial plan. With respect to bond contracts this means avoid-
ing “closed” issues, issues containing the after-acquired-property clause, and non-
callable issues. In preferred stock contracts non-callable features and clauses nar-
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V. SUMMARY

Fundamentally the inception of a new enterprise is warranted
on economic grounds provided there appears to be an opportunity
for the investment of capital in the particular employment under
consideration to yield a rate of return greater than that elsewhere
available. Since the probable returns per unit of investment will
not be immediately obvious, an investigation will be necessary to
determine how large they promise to be. Because net returns are
a function of costs and receipts this means that the investigation
will primarily concern itself with a thorough study of these fac-
tors. Cost of production is not entirely self-evident in its meaning.
With any given scale of production cost of production will tend
to be a function of the rate of utilization of that scale. Yet for an
enterprise about to be brought into existence the scale of produc-
tion has yet to be determined; it is not given in advance. Conse-
quently the investigation of probable costs consists first, of a study
of costs with different scales of production, and second, of a study
of varying costs of production with varying degrees of utilization
of alternative scales. It will be found that there are often certain
economies to be had from large scale production.

The estimation of the probable receipts from the sale of the
product which the enterprise proposes to turn out is less suscepti-
ble of accurate prediction than probable costs. In the first place,
the quantity sold will vary with the price at which it is offered.
On the other hand, the quantity sold at any given price will not
remain constant in the course of time but will rise and fall with
changes in buyers’ tastes, the prices and product variations of sub-
stitute commodities, and alternations in the general level of eco-
nomic activity from prosperity to depression. Nevertheless, out of
such highly complicated and often interrelated variables one must
rowly restricting the borrowing powers of the corporation should be avoided if

ossible. Similarly there is also something to be said in favor of serial maturities.
n regard to these flexible features of the financial plan, as with others, however,

the drafters will not have an altogether free hand, but will be forced to consider
what investors wish to buy as well as what they would like to sell.
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distill the estimates of the probable gross receipts from the sale
of the product.

The- estimates of gross receipts and costs together suggest
whether or not the probable net returns per unit of capital in-
vestment promise to be larger or smaller than those available on
alternative opportunities for investment, and indicate the amount
of the difference.

While the investigation to determine probable net yield per unit
of invested capital will have indicated how much capital invest-
ment is warranted, separate study is usually necessary to deter-
mine the likely working capital needs of the proposed enterprise.
The crux of the working capital problem lies in the imperfect
synchronization between the rate of flow of cash receipts and the
rate of flow of cash outlays. The technological aspects of the pro--
ductive process, seasonal and cyclical factors, and uncertainties
tend to be the primary determinants of the amount of working
capital required.

A corporate enterprise will raise the funds necessary to bring
the proposed venture into existence by offering security contracts
for sale to investors. The combination of security contracts which
it will find advisable to offer will depend upon the regularity of
probable net income, the attitude towards control, and the aggre-
gate amount of capital to be raised.
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Chapter VII

THE MAXIMIZATION OF PROFITS:
ECONOMIC ASPECTS OF ENTER-
PRISE OPERATIONS

1. The Maximization of Net Returns. 11. Variations in Physical
Output with Scale Given. 111. Variations in Cost in Relation to
Changes in the Rate of Output. 1V. The Demand Curve and the
Marginal Revenue Curve. V. The Optimum Rate of Output. V1.
Changes Which Alter the Optimum Rate of Output. VII. Sum-
mary.

Having already pointed out the economic character of the busi-
ness enterprise (Chapter II) and the circumstances under which
new firms come into existence (Chapter VI) we shall endeavor to
clarify in the next few chapters some of the economic problems
associated with already established concerns. The present chapter
endeavors to explore the meaning and implications of the ever
common phrase “maximization of net income” when applied to
business enterprises. '

Although it is generally agreed that the aim and purpose of
business enterprises in a capitalistic economy are to maximize net
returns (net income), a little reflection will indicate that the mean-
ing of this statement is not nearly so self-evident as might appear
at first glance. To be sure, economic theorists in recent years have
considered the problem at length so that we now have a fairly
complete body of propositions about it which are matters of com-
mon knowledge among persons schooled in that discipline. But
the application of these economic principles of maximizing net
returns to business enterprises as we find them in the real world
has been something less than complete. There would seem to be
no obvious reason, however, why the apparatus of economic the-
ory should not be useful for the analysis of business operations.

The problem of maximizing net income or of “obtaining the
178
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largest profit,” as the business man would be more likely to ex-
press it, is so fundamental in all business conduct that any clari-
fication of its meaning that economics can provide is all to the
good. Consequently, it is worth our while to explore the subject
at some length. If occasionally the treatment seems a little abstract
and “theoretical” it is perhaps worth recalling the words of an
eminent scholar who once said, “There is nothing so ‘practical’
as sound theory.”

I. THE MAXIMIZATION OF NET RETURNS

1. The meaning of maximizing net returns. 2. Uncertainties and the
wmaximization of met returns.

1. The meaning of maximizing net returns. When we speak of
maximizing net income we must necessarily mean maximizing
returns to some person or group of persons. It makes no sense at
all to talk of maximizing returns without indicating specifically
or by implication to whom or to what returns are being maxi-
mized. Here, of course, by maximizing returns we mean maximiz-
ing returns to the enterprise. We conceive of the enterprise as
consisting of an aggregate of assets the returns from which it
endeavors to make as large as possible. It must not be assumed that
the assets which the firm has under its control are fixed and in-
variable in their amount. By sellmg more shares of stock or by
issuing bonds the enterpnse can increase the total assets available
for the obtaining of a net income. But as repeatedly emphasized
in earlier chapters, increasing the total assets available necessarily
means increasing the total value of the claims against the assets.
Furthermore, the claims against the assets fall into the two broad
classes of creditors’ claims and owners’ claims. Both in corporate
enterprises and others, however, the utilization of the assets in a
manner to yield the maximum net income has a clear reference to
the partition of the net income between owners and creditors.
The primary aim in the conduct of the enterprise is to maximize
the net income to the owners. Creditors are regarded as a class
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apart, and borrowing operations are only undertaken when they
4will add to the net income of the owners of the enterprise. Con-
sequently, when we speak of maximizing returns to the enterprise
we really mean maximizing returns to its owners. The phrase
maximizing returns to the enterprise is only a short-hand expression
for the more precise expression maximizing net income to the
owners, the shareholders, of the enterprise.!

What then do we mean when we say that an enterprise is en-
deavoring to maximize returns? Clearly we do 7o¢ mean the attempt
to maximize immediate gross income. A corporation is not trying
to secure the largest possible gross income from sales. Rather it 1s
seeking to maximize its net income in some sense yet to be defined.
It is not true, however, if for a moment we adopt the accounting
notion of net income, that the corporation is trying to maximize
this figure for the current period or even for the next succeeding
period. We would recognize at once that a business enterprise
rarely acts in such a way as to make as much as possible, say,
“this month.” Broadly and typically the business enterprise looks
forward to a well-nigh perpetual existence composed of an endless
series of “months” in each of which it hopes to obtain a net in-
come. In other words, what the enterprise is concerned with is
the stream of net income items running forward into the future
perhaps indefinitely far. Essentially the objection to taking some
action to increase the net income to be secured “this month” is
simply that the repercussions of that action upon the net income
items of subsequent months are on net balance unfavorable. To
take a simple example: let us assume that the enterprise has some
merchandise which it can dispose of this month for a known price
payable in cash. WHat objection is there to doing so? Clearly, the

1 The distinction between obtaining the maximum net income from the utiliza-
tion of the assets under the control of the enterprise and maximizing the returns
to the owners is more verbal than fundamental in the great majority of cases. For
if the enterprise is so operated as to produce the maximum net income from its
assets this will also mean that the returns to the owners have been maximized.
Ordinarily creditors’ claims are a fixed maximum rather than proportionate to
aggregate net income. Consequently the maximum net income from the use of
the assets in production will mean also that the residual available to the owners
has been maximized. If a corporation, for example, has bonds outstanding and

the shareholders endeavor to obtain the maximum residual after bond interest,
this means the same thing as securing the maximum return before bond interest.
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objection is that the same merchandise might be sold next month
for a much higher price. And this brings us to the next point.
At any point in time the enterprise has at its disposal a certain
fund of resources, assets, which can be applied towards the secur-
ing of a net income stream. Indeed the resources have a signifi-
cance to the firm simply and solely because they are the means
by which the enterprise is able to obtain a net income stream.
These assets consist of land, buildings, machinery, materials, mer-
chandise, evidences of property rights, cash, etc. And each asset
item has alternative uses, although the number of alternative uses
is greater for some than for others. In the case of cash the kinds
and types of assets for which it might be exchanged are almost
countless. Machinery, apart from the alternative of selling it for
cash, can be used in production now, or it can be used later. By
using it now we decrease the number of useful services which
can be secured from it subsequently. Raw materials can be con-
verted into finished goods of different kinds either now or later.
For each asset, the following sets of alternatives are available: (a)
use here and now in the present, or at some future time; and (b)
use at any given time (now or later) in one of a variety of possible
employments. Essentially the problem of operating the business
enterprise to yield the maximum net income consists in making
the best choices between the alternatives available with respect to
each and every asset. That is, at any instant of time the enterprise
has a certain stock of assets, each of which is capable of yielding
a valuable service flow (either now or later) or of being exchanged
for some other asset (again either now or later) which will yield
a different service flow in value terms. One asset will be ex-
changed for another in the market or transformed into another
(e.g., when raw materials are made up into finished goods) within
the confines of the enterprise whenever the substitute asset ob-
tained has a greater value. And, of course, the enterprise will en-
deavor to acquire by exchange those assets having the greatest
value to the firm and to part with those which are least significant
to the enterprise in terms of the valuable services they can render.
So, for instance, a firm gives up cash to obtain raw materials be-
cause the latter will contribute more to net income than will the
retention of cash. The essence of maximizing net returns to the
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enterprise is the selection of those asset exchanges and those asset
transformations (without resort to the market) which render the
net income stream available to the enterprise 2 maximum.
According as the assets are utilized or exchanged in different
ways the income streams obtained will differ. And as we have just
argued in the previous paragraph, the aim is to select the largest
income stream from among all the choices available. Since the
individual items in the different income streams will vary in their
size and distribution over time, some way has to be found of
reducing them to comparable terms. For example, one stream
might consist of items as follows: $r10 this “year,” $100 next
“year,” $450 the third “year,” and nothing thereafter, while an-
other might have the form §$2 this year, $15 next year, $600 the
third year, $5 the fourth year and nothing thereafter. Which is
the larger of the two income streams? Obviously that one which
has the larger present worth when both are discounted at the
same rate of interest.” Those ways of using the assets which give
small returns in the near future must yield considerably larger
returns in the more remote future in order to be superior to
2 The simple arithmetical procedure for finding the present worth of a single
future payment or a stream of payments running forward into the future is for

some obscure reason difficult for the beginner to grasp. Consequently a word of
explanation may not be out of place.

If the rate of interest (discount) is 4 per cent, the present value (worth) of
. . 1.00
$1.00 due to be received one year from today is e 961514 cents because

96151 cents placed at interest today at 4 per cent would amount to $1.00 a year
hence. Similarly $1.00 due two years from today at a 4 per cent discount rate is

%:.92454+ by a similar mode of reasoning. Consequently the present

worth of $1.00 receivable a year from today plus $1.00 receivable two years from
. 1.00 1.00” o
today is Troa)t + o= 96151 + 02454 = 1.886054. Thus, to generalize, if
we let i be the percentage rate of discount—4 per cent, 6 per cent or whatever—
per period (commonly although not necessarily a year), then the present worth of

$1.00 receivable any number (7) of periods hence is -(—I-I-'—:%)—”, where 7 is any pos-
itive number. Similarly a stream of non-identical receipts A+B+C+D . ..
N would have present worth indicated by the general formula

A B C N
Gy tarme oy GEae

In this form the expression is quite general: any figures desired can be filled in
for the symbols.
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alternative methods which yield immediate though smaller returns
almost at once. The simple basic principle can be stated in quite
general terms. If we represent any one of these income series
extending through future time by the expression D, + D, + D, +
D,+ D:;+ ... Ds where the D’s simply represent the money
payments to the owners at successive points in time, it is obvious
that given some rate of discount this series has a present worth
which we may designate W,. If the assets are employed in a dif-.
ferent manner, a different income stream will result, and using the
same rate of discount, the second stream will have a different
present worth which we may designate by W,. Similarly, each
alternative income stream will have a corresponding present worth
which we may indicate by the symbols, W,, W,, W,, W,, Wi,
. « . Wa. Obviously that income stream will be the largest which
has the greatest present worth. In other words, the enterprise
would endeavor to select that income stream whose present worth
(W) is the largest.

If we so desire we can express the same fundamental notion in
another way. We have just said above that the enterprise will
endeavor to select that income stream among all those available
which has the greatest present worth. We also indicated that the
enterprise would obtain this maximum income stream by (a) ex-
changing assets already held for assets of greater worth to the
firm, and (b) by transforming assets it now has into assets of
greater worth to the firm. In other words, starting at any point
in time with a given combination of asscts which is the result of
decisions made in times past, the enterprise will endeavor to obtain
that new combination of assets which will yield the maximum
income stream. But this is exactly the same thing as saying that
the enterprise at all times will seek to maximize the present worth
of its assets, for the combination of assets which will yield the
maximum income stream must be that combination of the assets
which has the greatest present worth. The one is exactly the same
as the other: in one instance we look at the flow of income and
in the other we emphasize the source of this flow.

We have argued that the enterprise will endeavor to employ its
assets so as to yield the maximum of all possible income streams
available. And we have seen that this is the same as saying that
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the enterprise will at all times endeavor to maximize the present
worth of its assets. However, let us look into the matter of the
income stream and its components a little more closely. Let us
assume that the optimum income stream is of the form D, + D, +
Ds+ . . . Da where Dn represents either the ultimate liquidation
of the enterprise at some finite point in time now taken as given,
or alternatively, that # is infinity in which instance the enterprise
is assumed to continue indefinitely: no liquidation is contemplated.
In defining the D’s in the paragraph above we said that they rep-
resented the cash made available for distribution to the owners.
In the corporation this would mean that the respective D’s stood
for the cash dividend distributions to the shareholders at successive
points in time. Since we are considering all the shareholders as a
group, the D’s represent aggregate cash dividend payments at
successive intervals and not dividends per share.® Let us assume
that D represents an ultimate liquidating dividend to the share-
holders. It is this stream of dividend payments that the enterprise
is endeavoring to maximize, measured, of course, by its present
worth. Now one caution must be entered to avoid a possible mis-
interpretation. We have not said that any individual D in the series
is itself an item of net income in any sense. For if we consider
any one term in the dividend series by itself and wish to compute
what fraction of it is net we can only do so by computing what
sacrifices were entailed in acquiring it then rather than later.
That is, we cannot take the item, say, D in the cash dividend
series and regard it as net income for it is certainly not net in-
come. Only that portion of it is net after we have deducted for
the sacrifices inevitably entailed in acquiring it. What are these
sacrifices? Clearly they are the effects produced upon the amount
and time distribution of all the other D’s in the series because Ds
is so placed in time as it is and is of the face amount that it is.
Hence, if using the resources in a particular way will permit a
cash dividend in the amount and at the time represented by D;,
the proportion of D, which is net can only be determined by
computing what effect D, had upon the size and time distribution

8 It is not necessary to assume that the D’s are so spaced in time that they rep-

resent quarterly dividends paid to shareholders. They may be quite irregular in
their location in time, including certain “special” dividends of various amounts.
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of Dy, D, Dy, Ds . . . Da. It is the effect upon these earlier and
subsequent D’s that determines the “costs” involved in obtaining
D,, hence the proportion of D, which is net. For example, a cor-
poration might offer for sale at a cheap price a product which
was poorly made of shoddy materials but whose defects were not
apparent to purchasers. By so doing the concern might make a
large immediate gain which would permit large cash dividends in
the very near future. But because the buyers would soon discover
the defects of the product, sales and hence dividends would soon
come to an end. The stream of D’s would be short-lived. The
enterprise would have been wiser to have adopted a policy which
would have yielded smaller immediate dividends but a larger divi-
dend stream in terms of present worth.* Or again, many concerns
will often make small adjustments for a person at no charge at all
even though the latter believes he should pay. By such a policy
they hope to build up a favorable disposition on the part of pro-
spective buyers which will result in a larger dividend stream.

2. Uncertainties and the maximization of met returns. It must
be emphasized that business enterprises operate in a world which
is characterized by uncertainties. New enterprises are always ap-
pearing on the competitive scene, new products are being offered
to buyers, the techniques of production do not remain constant,
and there is the ebb and flow between prosperity and depression
which affects all business enterprises in a greater or lesser degree.
This uncertainty element has two important repercussions upon
the solution of the problem of maximizing net returns to the own-
ers of the enterprise.

The first important effect is that items in the dividend stream
which are far distant in time are accorded a very small present
worth by those charged with the operation and management of
the enterprise. The longer one is forced to wait before the results
(in terms of distributable sums to the owners) of any given appli-
cation of resources will be forthcoming, the less certainty is there
that they will ever be received at all. One can feel reasonably

41t is a fact of common experience that the merchandise offered for sale by
street barkers, concessionaires at circuses, etc., is often gaudy and of poor quality.

The hope of repeat business here is no part of the seller’s plans, hence he en-
deavors to extract the maximum return here and now.



186 THE MAXIMIZATION OF PROFITS

confident perhaps that next week’s sales will not deviate greatly
from this week’s; but the sales to be had during the corresponding
week two years from now are something about which the average
business man holds only vague surmises. Between now and then
a war may intervene, a new product may appear, a new competi-
tor may enter the industry, or a business depression may overtake
the economy. Of course, the unforeseen developments may be
favorable as well as depressing. But the important point is that
the number of changes which can impinge upon the situation to
alter the amount and time distribution of the terms in the D
series is so great that those far distant can only be accorded a
very small present worth. The degree to which uncertainties of
this character are significant varies greatly from one industry to
another. Hydroelectric power companies often construct dams
which are expected to be useful for almost an indefinite number
of years. Railroads, dock and wharfage companies, mining con-
cerns, etc., similarly look forward to receiving valuable services
from fixed investments over a long series of years. The con-
tingencies which they visualize as reacting upon them unfavor-
ably are comparatively fewer. Nevertheless, even here the present
worth accorded to items in the D series that are long postponed
is probably quite small.

The second consequence of uncertainties for the problem of
maximizing returns to the owners is that those in charge of the
enterpnse are constantly revxsmg their expectatxons and their plans
of operations. At the present juncture it will appear that a par-
ticular course of action will yield the maximum income series.
But before the enterprise has proceeded very far in the chosen
direction new kngwledge has become available that justifies a
greater or lesser modification of the plan of operations originally
contemplated. Starting from any point in time the enterprise will

attempt to readjust its asset holdings and to undertake those asset
transformations which will yield the maximum returns. Yet before
three months have passed those in charge of the corporation will
perhaps find that, on the basis of what they now know but did
not know three months earlier, a slightly different readjustment
of asset holdings and transformations will yield the maximum
income stream. Such changes in plans may be necessary because




VARIATIONS IN PHYSICAL OUTPUT 187

of a change in the relative prices of the factors of production,
the appearance of a new technique of production, a shift in con-
sumers’ tastes, or merely a revision of the expectations of the
managers concerning any or all of these matters. Consequently,
when we say that a business enterprise will endeavor to maximize
net returns by planning asset exchanges and transformations we
do not mean to imply that having once formed a self-consistent
plan of operations in this respect it will hold to this plan come
what may. On the contrary, the plans are always in the process
of gradual modification as new knowledge becomes available. But
the alterations in the plans are always in the direction of what
now appears likely to yield the maximum income: the stream of
D’s having the greatest present worth.

.

II. VARIATIONS IN PHYSICAL OUTPUT
WITH SCALE GIVEN

An established enterprise will endeavor to maximize returns.
And it does this by selling physical products or “services” to out-
siders for a money price. The rendering of these services or the
production of these products typically necessitates the use of fac-
tors of production which involve costs. As a consequence the
behavior of costs per unit of physical product (or scrvice) will
be a function of the behavior of total output as the number of
units of the factors applied in production is varied. It is apparent
at once that the important cost determinants are whether output
increases proportionately, or more or less than proportionately,
to the increase in the factors applied in production: in other words
physical input-output relationships and the cost of the input
factors.

The physical relationships holding between units of input and
units of output are essentially technological in character. The
economist as such is interested in them only insofar as they par-
tially determine, as indeed they must, the behavior of cost per
unit of product. In general, economists carry their analysis for-
ward on the assumption that these physical input-output relation-
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ships (the production functions as they are sometimes called) are

iven. Nevertheless it is helpful to examine briefly just what types
of production functions are likely to rule in the individual enter-
prise.

We shall assume in the following discussion that the enterprise,
a going concern, is committed to some given combination of the
factors of production: a certain combination of buildings, machines,
land, etc., to which may be applied laborers, materials, supplies,
etc., in order to produce a certain output as a rate of flow per
unit of time. In short, the enterprise is committed to a given
“scale” in the sense defined in Chapter VL.

If we apply to this given combination of fixed factors varying
amounts of one variable (e.g., a laborer provided with certain
tools and materials which we call a “unit” of the variable) we
should expect the physical output to be a function of the number
of units of the variable factor applied. Mathematically speaking
it is self-evident there are only three possibilities: that the total
output will increase proportionately with the increase in the
number of units of the variable factor applied, more than pro-
portionately, or less than proportionately. What is the typical
case to be expected in the absence of special conditions? Techno-
logically the fixed factors probably were designed to be used with
some particular combination of this and other wvariable factors.
If so, then as more units of this variable factor are added the
total product will at first increase more than, but subsequently
less than, proportionately to the increase in the variable factor.
And it is not at all inconceivable that ultimately the total might
reach an absolute maximum and even subsequently decline if still
more inputs were added. This familiar phenomenon of produc-
tion arises from the fact that up to a point we have been improv-
ing the productive combination from the technical viewpoint; the
fixed factors are combined with a more efficient number of units
of the variable factor. It is also obvious that the degree to which
output would at first increase more than proportionately to the
input of the variable factor would depend upon how large were
the fixed factors relative to the variable factor to begin with. If
the fixed factors were quite small it is possible there might be no
range at all over which total output would increase more than



VARIATIONS IN PHYSICAL OUTPUT 189

proportionately to the increase in the number of inputs of the
variable.” Provided, however, we are dealing with homogeneous
input factors, we could vary these one at a time and prepare a
schedule showing the changes in physical output as more units of
the variable were applied to the given fixed factor.

The primary objection to this procedure is simply that in most
business enterprises of which we have knowledge the variable
factors of production applied to increase output would not be
homogeneous. They would consist for instance of laborers of
different kinds, materials, kilowatt hours, etc., which have no
common denominator.® Consequently it is impossible to add these
together as physical items. For purposes of economic analysis,
however, this non-homogeneity of the factors is less serious than
at first appears. The business enterprise as such is concerned with
money receipts and money cost outlays; the physical inputs and
outputs are of interest only insofar as they determine money costs
and money receipts. Henceforth we may take the physical input-
output relationships as given and concentrate our attention on
the behavior of money cost as output is altered. This will have
a dual advantage: first, it will emphasize that money cost and not
physical variations in output per se are important; and second,
the problem of numerous types of variable factors having no com-
mon denominator vanishes, for now we can add them in terms
of their money cost to the enterprise. Hence, in what follows
when we say there is a given increase in the money cost outlay

8 Although it is customary in describing the behavior of product output as the
number of variable factors applied to some given fixed factor is gradually in-
creased to take a case where the total output first increases more than propor-
tionately to the increase in the number of variable factors applied but later less
than proportionately, this need not necessarily be the relationship. The familiar
examples, such as an acre of land to which are applied various “doses” of labor
and capital to yield increments in total product which are first more than pro-
portionate and then less than groportionate, are only conceivable because an acre
was too much land with which to begin. If the assumption had been, say, a quar-
ter of an acre of land instead of an acre, the optimum combination of the factors
would have been achieved perhaps with the very first “dose” of labor and capital.
Consequently over what range one obtains more than tproportionate increases in
the total product depends upon how large is the fixed factor relative to the vari-
able factor units when the process is begun.

8 This difficulty would not arise if each laborer required a given fixed comple-
ment of materials, power, hand tools, etc. For analytical purposes these could all

be lumped together as a “unit” of the variable. Such cases, however, are prob-
ably few and far between.
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on variable factors of production we shall always assume that this
money sum is applied in the purchase of physical producing agents
in such a way as to give the maximum possible increase in physical
output and/or in net receipts. We need to say “and/or net re-
ceipts” because the enterprise might find it necessary or advisable
to leave the product unaltered in physical terms but to spend
money on advertising or sales efforts of other kinds. The selling
costs such as advertising are just as much costs as money spent
for materials and therefore must be included.

Let us now examine the relationships between variations in cost
and variations in output.

III. VARIATIONS IN COST IN RELATION TO
CHANGES IN THE RATE OF OUTPUT

1. The commitment to a scale of production and sunk costs. 2. The
concepts of average and marginal cost. 3. The relation between
average and marginal cost curves. 4. The average total cost curve.

1. The commitment to a scale of production and sunk costs.
It has been observed above that an established enterprise is at any
point in time committed to a particular combination of the factors
of production, in the form of buildings, machines, land, etc., which
it is not possible to change in the short-run.” These commitments
are the result of past decisions of management policy; but for the
present purposes the sunk costs which they represent are of his-

"The degree to which these factors are unalterable is of course a function of
the length of the time period. For different enterprises in different industries the
time required to alter the scale of operations will be vastly different. For any par-
ticular enterprise, however, it ought to be possible to specify rather accurately a
time period during which no substantial alteration of the scale of output is pos-
sible. As a matter of fact, of course, in no one enterprise is there any rigid di-
viding line between a long period over which the scale of operations is alterable,
and a short period during which no alteration of scale is possible. For purposes
of analysis, however, it is convenient to employ the assumption. Cf. Viner, Jacob,
“Cost Curves and Supply Curves,” Zeitschrift fiir Nationalokonomie, Band 1II,
Heft 1 (1932), pp. 23-46 at p. 26.

One further point in this connection may be mentioned. How long a time
period is assumed necessary to change the scale of operations is dependent upon
what cost outlays the firm is willing to undertake. That is, if we wish to change
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torical interest only. These fixed factors, from another point of
view, may be regarded as that scale of operations to which the
enterprise is committed in the short period under consideration.
If such sunk costs are really sunk, in the sense that their amount
can in no way be altered during the short period, then they con-
stitute a fixed aggregate sum whose amount is independent of
the volume of output from the given scale. Being fixed in amount
for all rates of output, they are therefore in no way important in
determining how much to produce over the period of time for
which they are fixed. Just what cost items will fall within this
category will depend upon the enterprise in question and the time
interval under consideration. Interest on bonds outstanding, in-
surance, property taxes, a skeleton labor force, the salaries of
managers, some depreciation, obsolescence, etc., would perhaps
be the most common items of this type.® If their amount is as-
sumed to be a fixed aggregate sum for all rates of output between
zero and maximum physical capacity, it follows obviously that
their average amount per unit of output will be progressively less
as the volume of production is increased. A curve depicting their
average amount per unit of output at different rates of output will
be a rectangular hyperbola.” The cost of the license plates per
mile of travel by automobile becomes continuously less and less
with each mile traveled.

2. The concepts of average and marginal cost. The significant
cost elements in determining what is the appropriate output for
the enterprise to produce under given conditions are those costs
which are incurred as a result of producing rather than not pro-
the scale in a relatively short period of time it will no doubt be technologically
possible to do so; but only at a tremendous cost in comparison to the cost of
doing so more slowly. Thus, even in a brief space of time the scale of operations
may be enlarged, and therefore output increased. Whether it will pay to do so
will of course depend upon the relationship between costs and receipts. During
a war-time boom it may pay to construct factories by floodlight, but not usually.

81t is important to note that not all depreciation should be included for the
reason that at least in part depreciation is a function of the rate of production.
In this connection sce the discussion of Mr. J. M. Keynes on “User Cost” in his

General Theory of Employment, Int