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MAINTAINING A STRONG AIRCRAFT INDUSTRY 

Br LYNN L. BOLLINGER AND TOM LILLEY 

A
TRANSITION period between 

defeat of Germany and victory 
in the Pacific will mark the be

ginning of a major industrial readjust
ment. The serious problem of the aircraft 
industry during that period will be but 
an extreme of the situation faced by 
other war industries. The unparalleled 
size of the aircraft industry, however, 
together with its vital present and future 
military importance, makes any threat 
to this industry's sound survival a na
tional problem. 

The manufacture of aircraft in the 
United States now involves a major part 
of our entire economy. It is the largest 
industry the world has ever known. Al
though the government estimate of a 
production of 20 billion dollars in 1943 
may prove somewhat optimistic, the out
put of the industry is obviously in strik
ing contrast to the figure of less than 4 
billion dollars, which was the maximum 
output of our prewar industrial giant, 
the automobile industry. This estimated 
aircraft output for 1943 represents al
most a hundredfold increase since 1939. 

Although no official figures are avail
able, a rough estimate based on pub
lished facts reveals the startling picture 
of over 5 million individuals apparently 
now engaged in aircraft production and 
supporting activities. This figure in-

eludes, of course, both the producers of 
component parts and raw materials and 
those occupied in providing power, 
transportation, and other services essen
tial to aircraft manufacturing. 1 Inas
much as current aircraft production 
represents about one-seventh of all man
ufacturing, the direct production of 
aircraft and component items would 
appear to involve some 3.1 million work
ers out of the total industrial employ
ment of about 22 million. A proportional 
allocation of individuals engaged in other 
nonagricultural services essential to the 
maintenance of aircraft production adds 
approximately 2.1 million. A more com
plete summation of the total working 
population devoted to aircraft output 
might also include some allowance for 
that proportion of the 12 million farm 
workers who provide food for aircraft 
workers. No addition has been made, 
however, either for essential farm work
ers or for any proportion of the ap
proximately 6 million governmental 
employees, many of whom are essential 
to the operation of our war economy. 

The National Stake in an Independent 
Aircraft Industry 

Although our economy could survive 
the bankruptcy of many individual com
panies, as it did after the First World 

1 Two million employees in aircraft production is upon their workers of a reduction in total aircraft 
an estimate recently presented before legislative output cannot be measured but will be considerable. 
committees and elsewhere by industry experts. A calculation of 5.2 million as the approximate 
This figure apparently includes only those employed total of all those workers directly and indirec tly 
by companies specializing in aviation end products. engaged in aircraft production indicates an average 
While it is true that many of the other companies of $3,876 gross annual production per worker. 
now contributing directly and indirectly to aircraft This figure compares with an estimate of $3,858 
production are only temporarily converted from gross annual production per war-industry worker 
other lines, such as automotive and household made by Sumner H . Slichter in "Present Savings 
products, these companies will also face difficult and Postwar Markets," HARVARD BUSINESS REVIEW, 

problems of contraction and conversion; the effect Autumn Number, 1943 (Part Two) . 
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War without serious consequences, it is 
doubtful whether this major industry 
can be permitted to collapse without dis
astrous effects. The public will scarcely 
submit to sudden and widespread un
employment without extreme reactions. 

As one solution, government owner
ship and operation could be imposed, 
even though the industry, its employees, 
and the public at large would none of 
them desire such a development. The 
pathetic performance of the prewar 
French aircraft industry revealed the 
fatal inefficiency which can result from 
such a mixture of politics and industrial 
management in a democracy. 

The great national value of inde
pendent venture and competitive stimu
lus has been vigorously established in 
this war. Victory in the crucial battle 
of Britain is in no small degree attrib
utable to the determination and vision 
of a great British aeronautical engineer, 
R. J. Mitchell, who paid with his life to 
develop in a comparatively few months 
a superior fighting plane which could 
stop the Luftwaffe. Despite discouraging 
lack of public support, at least one firm 
was willing to back his vision and ability 
with private capital. As a result, Britain 
had a precious handful of Spitfire fighters 
to cover the evacuation at Dunkirk and 
to stop the numerically superior Luft
waffe. The British Spitfire fighters 
proved vastly superior in performance 
to anything the Nazi dominated German 
industry could produce. Despite its com
paratively small number of planes, the 
RAF was able to dominate the air over 
Britain and to prevent the easy air vic
tory which Goering boastfully expected. 

The history of American aviation is 
likewise a tribute to individual initiative 

2 Special Committee to Investigate The National 
Defense Program, Harry S. Truman, Chairman, 
" Investigation of The National Defense Program
Aircraft," Report No. 10, Part 10. 

and perseverance in the face of public 
apathy. Our now famed Boeing Flying 
Fortress was saved from the scrap heap 
only by the patience and vision of its 
backers. Our North American P-51 
fighter, " has been characterized by both 
British and the Army Air Forces as the 
most aerodynamically perfect pursuit 
plane in existence." 2 vVhen the full story 
of the development of this superb fight
ing plane can be told, we may find 
another dramatic instance of the value 
of private risk-taking and persistence in 
the face of discouraging circumstances. 
A similar story is found in the devel
opment of other great fighting and 
transport planes and, for that matter, 
throughout the history of American avi
ation back to the Wright brothers. 

The war record of the American air
craft industry, both in design and pro
duction, is truly amazing-especially to 
Messrs. Hitler and Goering. We can ill 
afford to risk the loss of such a national 
asset through bungling on the part of 
either industry or government. How 
great such a risk may be has become a 
question of real public concern. 

Confiicting Views on the Aircraft Indus-
try's Future 

A factual survey on the Financial Posi
tion ef the Aircraft Industry was prepared 
recently by the authors of this article 
"to determine the nature and implica
tions of the financial problems which 
will face the aircraft industry if it is 
converted to peacetime operations dur
ing the next few years." 3 Subsequently, 
there have appeared widely different 
interpretations of the facts reported in 
this survey, on the one hand to prove 
that the entire industry is in very grave 

3 Financial Position of the Aircraft Industry (Harvard 
Graduate School of Business Administration, 
Division of Research, Bureau R esearch Studies, 
No. 28, October, 1933) . 
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danger of bankruptcy and on the other 
hand to show that it is solidly entrenched 
with windfall war profits. 

The Industry Sees a Black Future. The 
dangers in the present position of the 
aircraft industry were outlined recently 
by Mr. Ralph Damon, Vice President 
and General .Manager of American Air
lines. Testifying for a group of aircraft 
manufacturing companies before a Sub
committee of the House \!\Tays and 
Means Committee he stated: 

Other sections of our economy have pro
tested against the double burden of taxation 
and renegotiation. Others have pleaded for 
an opportunity to accumulate reserves. But 
few, if any, other sections are faced with 
the flat certainty that, without a change in 
policy, financial survival is impossible. 

I realize that these are strong statements 
but I expect to prove them to you by using 
figures from a recent report, compiled by the 
Harvard School of Business Administration, 
covering aircraft companies which produce 
more than 75 % of the nation's planes (11 
major airframe manufacturers) ... 

To any businessman, such a "current 
ratio" as 1.09 to 1 is a warning signal. It 
means that only the narrowest margin exists 
between what the whole (aircraft) industry 
owes in immediate debts and what it has 
in funds and inventories to meet these 
obligations. A7!.v shrinkage in the value of 
inventories, even a minor shrinkage, can make the 
industry unable to meet these debts. The conse
quences of that hardly need enlarging upon. 
The important thing to recognize is that 
the aircraft industry is actually in that 
position, is living in daily fear of what will 
happen to the value of its inventories when 
the war ends. . . . 

Interpreting the figures prepared by Har
vard, no one can prove that the aircraft 
industry has earned airy profit. When the 
books are closed after the present risks have 
been cleared, the stockholders may find that 
these risks have wiped out not only the alleged 
profits but also their entire capital . ... 

An equally grave situation faces our work
ing capital. I have pointed out how very 

dependent our working capital is upon the 
stability in value of our inventories. The 
fact is that if our inventories, amounting 
in value to $1,194,000,000 for the 11 com
panies of which I have been speaking, 
decline in value by 11.6%, our whole work
ing capital is wiped out .. .. 

Conclusion. ls it likely that the aircraft 
industry can function after this war as a 
private industry or is it more likely that 
the stockholders will be wiped out? Unless 
the renegotiation law is changed and ade
quate postwar reserves are allowed, the 
present privately owned aircraft industry 
will be wiped out. 

We know that no one had planned to 
bankrupt private ownership of the aircraft 
industry in order that the Government can 
come in and take control, but if those who 
are advocating such control had sought a 
plan for that purpose they could not have 
found a better formula than: 

"Greatly expanded sales, plus large in
ventory risks, plus renegotiation, plus 
present tax rates, minus adequate post
war reserves." 

Gentlemen, unless changes are made in 
the renegotiation and tax laws we will be in 
the position of the gladiators who said. 
"We who are about to die salute you." 

A More Optimistic Point ef View. On the 
other hand, an investment firm inter
ested in aviation investments took a far 
more optimistic stand. As reported in 
the press, this firm stated: 

The aircraft industry has such a strong case 
before Congress as to justify its anticipation 
that it will be permitted, in one form or 
another, to increase its present ratio of earnings 
and/ or reJer11es to sales. In view of the purpose 
of its campaign, it becomes obviously good 
psychology to paint its picture in the post
war period as black as possible. This 
psychology should be borne in mind when 
weighing the value of publicity such as the 
recent testimony before the House Ways 
and Means Committee in Washington by 
Ralph Damon, formerly President of Re
public Aviation. 
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In his testimony Mr. Damon referred to a 
report of two professors of the Harvard 
Business School, which report stressed the 
fact that the ra tio of current assets to cur
rent liabilities in the aircraft industry is 
substantially less than in the case of other 
representative industries, and also that its 
capital resources are small in proportion to 
current operations. Taken in connection 
with their tremendous production and thus 
inventory requirements, etc., and the fact 
that 73% of the working capital they are 
using represents Government money, rather 
than increased capital, (which is far more 
desirable than if the companies had ex
panded their capital to such an extent) it 
could only be that current assets would bear 
a slim ratio over current liabilities. How
ever, in the postwar period, with business 
curtailed and Government funds unneces
sary, these companies would show a ratio of 
current assets to current liabilities infinitely 
greater than before the war ... . 

During the war period these companies 
have not increased their own capital invested 
in fixed assets to any worth while extent, 
and since the Government is obligated to 
pay for unfinished as well as completed 
planes, in the event it cancels orders, it 
would appear that about the only necessary 
step for the aircraft industry, in reducing 
expense to conform with lower production, 
would be the reduction of their payrolls. I 
think we may rest assured that their em
ployees will be discharged as promptly as 
this becomes necessary, and that any 
"severance" pay will be the responsi
bility of the Government, and not the 
manufacturers. 

As the demand for military planes is 
curtailed, the industry will commence 
producing planes for commercial use, and 
while these will be of a different design 
nevertheless the companies will continue 
with their own facilities to manufacture planes 
and thus face no serious problem as will 
confront many industries, of converting 
from the manufacture of war materials to a 
different type of peace-time goods. 4 

Contrasting Conclusions Appraised. Both 
these widely different points of view can 
4 Reported in Boston News Bureau, October 13, 1943. 

find logical support in figures from the 
Financial Position of the Aircraft Industry. 
The first point of variance, and a point 
which is basic throughout both argu
ments, is in their interpretation of the 
1.09 current ratio (current assets to cur
rent liabilities). 

The optimistic expectation in the re
port by the investment firm can be 
substantiated mathematically. As the 
volume of aircraft business shrinks, the 
current ratio would naturally tend to 
improve. If the present large amount of 
government-furnished current assets be
comes unnecessary and the correspond
ing company liabilities are eliminated, 
the current ratio automatically increases 
to 1.3. If the business shrinks further so 
that current assets of only one-fifth the 
1942 size are required, the current ratio 
becomes 1. 7; with current assets one
tenth the 1942 size, the current ratio 
becomes 5.3; and finally if current assets 
of only one-twelfth the 1942 amount are 
needed, the companies' own net working 
capital will be ample to meet all re
quirements, thus apparently necessitat
ing virtually no current liabilities and 
making a current ratio of infinite pro
portions theoretically possible. Such as
sumptions, however, run the risk of 
overlooking many realistic factors. 

The theory that the industry's current 
ratio will so improve as war production 
is curtailed presumes that net working 
capital (the excess of current assets over 
current liabilities) remains more or less 
unimpaired. Mr. Damon vigorously con
tradicted this assumption and pointed 
out, for instance, that an 11.6 % loss on 
the inventories for which the airframe 
companies are responsible would wipe 
out all net working capital. The authors' 
survey, from which this figure was ob
tained, came to this conclusion about 
the inventory risk: 

When inventories are liquidated at the 
end of the war, appreciable losses may be 
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incurred. Because most of the inventory is 
not readily salable in the open market, the 
companies must rely primarily on govern
ment reimbursement in order to liquidate 
company-owned inventories promptly at or 
near book value. Current cancellation 
clauses leave wide latitude to contracting 
officers in administering final settlements. 
If they interpret and apply termination 
rules strictly, the companies may be penal
ized by government refusal to reimburse 
certain inventory costs in full. 5 

Entirely apart from the question of 
whether or not serious losses might re
sult from losses in inventory liquidation, 
it was also pointed out that: 

The aircraft companies must face the risk 
that the continued outflow of cash or pres
sure to meet immediate liabilities may cause 
embarrassment following sudden contract 
cancellations. The companies may experi
ence serious difficulty in curtailing payrolls 
and outside commitments as rapidly as 
orders are cancelled. The average company's 
total liquid funds at the end of 1942 could 
meet five weeks' expenses for payrolls and 
materials at the current rate. Net working 
capital was sufficient to meet these expenses 
for just two weeks. Should many months of 
accounting and negotiation both with the 
government and with subcontractors be 
required in settlements, the mere clerical 
and legal costs would result in a further 
drain on working capital. Government
guaranteed "V-loans" reduce the risk of 
financial embarrassment from slow liquida
tion of claims, but do not eliminate the 
ultimate losses which will still have to be 
absorbed by the companies. 6 

Fortunately for aircraft workers and, 
in the long run, for management itself, 
few executives in this young progressive 
industry have shown complacency about 
the serious social difficulties that would 
be created by the sudden discharge of 
their employees. Although the problem 
is of such magnitude that the govern
ment is necessarily involved, the indus-
5 "Financial Position of the Aircraft Industry," p. 3. 

try's executives cannot share the attitude 
of the investment firm which expects 
that, as rapidly as orders are cancelled, 
"we may rest assured that their em
ployees will be discharged ... and that 
any 'severance' pay will be the responsi
bility of the Government, and not the 
manufacturers." The industry cannot 
yet rest assured on this score even though 
by itself it obviously does not have the 
financial resources to prevent wholesale 
disemployment and community disrup
tion. As one manufacturer said: "When 
my contract is cancelled, I am left no 
choice but to dash out and put a blanket 
dismissal notice on the bulletin board. 
If I stumble and fall on my way, the 
company will be broke." 

Immediate difficulty at the time of 
large contract cancellations may thus 
arise either from actual losses as the result 
of governmental refusal to reimburse the 
companies in full for necessary expendi
tures on inventories and payrolls or from 
a lag in the timing of cash receipts and 
outflow resulting from protracted delays 
in the settlement of contract claims. 

Industry's Solvency Dependent upon Un-
determined Government Policies 

An over-all appraisal makes it ap
parent that the aircraft industry is in 
a precarious financial position and can
not absorb appreciable losses without 
risk of bankruptcy. For the major com
panies in the industry a net loss of 5 % 
on a year's sales would, judging from 
the 1942 figures, eliminate all net work
ing capital, and an 8 % net loss would 
wipe out not only all wartime profits to 
date but also the entire amount of stock
holders' capitaL Likewise, a shrinkage 
of 13 % in the value of total corporate 
assets as shown at the end of 1942 would 
eliminate all stockholders' capital. 

The serious effect of losses suffered 
immediately after cancellation of con-
6 Ibid, p. 3. 
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tracts may of course be offset by a gov
ernmental refund up to 80 % of the 
amount under the loss-carry-back pro
visions of the tax law, assuming, of 
course, that the revenue act in eflect at 
that time retains such a provision . The 
amount of any such refund is, how<."ver, 
limited by the amount and . rate of tax 
paid by the company in the preceding 
two years. If the present global war 
subsides by stages or if for any other 
reason one or two years of negligible 
profits precedes the period of heavy 
losses, relief under the present tax law 
may accordingly be small. 

Experience not only after the last war 
but during any period of high activity 
has shown that the inventories of most 
manufacturers must be examined care
fully to guard against sudden shrinkage 
and impairment of financial solvency. 
The airframe manufacturers today ap
pear particularly vulnerable to such a 
shrinkage because: 

(1) Their financial position is such 
that a relatively small loss on inventories 
will have a serious effect on net working 
capital. 

(2) There is a strong probability that 
a large portion of inventories must be 
quickly liquidated and the companies 
must rely primarily upon government 
reimbursement in order to liquidate at 
or near book value. 

(3) Wartime operating conditions 
have made it virtually impossible to con
trol inventories and keep basic records 
with the precision which would be con
sidered good practice in peacetime. 

(4) There is a possibility of substan
tial penalties arising from th<-" custodian
ship of government-owned inventories 
under cost-plus-fixed-fee contracts. 

(5) The nature and application of 
contract termination rules is not clearly 
determined by either legislation or prec
edent; this threatens delays in settle-

ment and creates uncertainty concerning 
disallowed costs. 

How great the losses will be which 
must be borne by the aircraft industry 
after the war cannot be anticipated in 
view of the complete dependency upon 
government policies as yet undeter
mined. Definitive appraisal of the prob
able losses would involve a detailed 
analysis of the manufacturers' records 
in the light of present and future con
tract cancellation clauses; it would, in 
summation, involve an appraisal of the 
spirit of fairness with which a democracy 
will at the time approach an extremely 
complex question involving both the 
rights of the government and its tax
payers and the rights of manufacturers 
who discarded normal business precau
tions in attaining all-out war production. 
It seems probable that, no matter what 
clauses and regulations are put into 
effect, much will depend upon the inter
pretations and administrative policies 
at the time that cancellation settlements 
are completed. The future of the indus
try clearly hangs in the balance. 

Disagreement among Public Officials Re-
veals Dangers 

The statement of Controller-General 
Lindsay G. Warren striking at the War 
Department's jurisdiction over settle
ment of cancelled contracts is the type 
of development which not only threatens 
to create considerable confusion now 
and until the end of the war, but also 
may cause unnecessary industrial stag
nation and unemployment after the war. 
Particularly for the aircraft industry, 
disagreement among public officials 
about so vital a matter as settlement of 
cancelled contracts is fraught with 
dangers. 

It is both unfair and unwise to dismiss 
the Controller-General's public charges 
as merely "a grab for power." His of
fice carries the important responsibility 
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of assuring that funds be spent only as 
authorized by Congress, and the current 
challenge is well within his prerogatives. 

Even though the Controller-General's 
argument may have some immediate 
bad effect on industrial morale, in the 
long run it may prove fortunate to have 
had the issue raised before the end of 
the war. Today Congress and the public 
are more likely to be imbued with the 
emergency point of view sufficiently to 
understand why an industry such as 
aircraft could not expand production a 
hundredfold during a short hectic war 
period and still observe the delicate 
niceties of each and every minute gov
ernment regulation and accounting rule. 
As one Army officer commenting upon 
the phenomena said, "We would rather 
have a rough record of how the war was 
won than a precise account of how the 
war was lost." 

Unless adequate safeguards are set 
up in advance, however, the temptation 
for political aspirants to seek publicity 
and power through exposes of wartime 
mistakes, be they actual or fancied, may 
be so excessive as to involve real damage 
to our economy. The threat of punitive 
investigations in cases of real fraud and 
wartime abuses is obviously desirable, 
but such a protective feature must be 
kept distinct from the creation of need
less uncertainty by bureaucratic pro
cedures which attempt to reappraise 
millions of honest industrial transactions 
by hindsight and without an under
standing of the pertinent conditions and 
reasons. 

In the specific instance of the Con
troller-General's recent accusations, his 
motives and intentions are not here 
impugned. But the disadvantages of a 
third party's attempting to judge de
tailed transactions in the light of hind
sight are evident. In supporting his 
charge of alleged abuses and "proved 
inefficiency," Mr. Warren presented a 

number of selected dramatic illustra
tions. An almost ludicrous extreme 
prominently featured in the press and 
radio was his expose of a war contrac
tor's charging the government $225 for 
spare false teeth supplied to an employee 
being sent to Russia. Subsequently the 
Undersecretary of War, Robert P. Pat
terson, explained the validity of many 
items the Controller-General had ques
tioned, including the false teeth. Actually 
the contractor involved in this particular 
transaction had acted in good faith un
der a contract which called for payment 
by the government of the personal ex
penses of certain men being sent to 
Russia; the military authorities had spe
cifically recommended that spare den
tures be provided. 

Even though government contracting 
agencies and . the individual companies 
may be able eventually to justify many 
of the transactions that would be ques
tioned under future exposes, a substan
tial amount of irreparable damage will 
have been done. Industrial activity will 
be unnecessarily slowed down if con
tract termination payments are to be 
withheld pending detailed investiga
tions. The constant threat that transac
tions completed in good faith may be 
reopened and nullified when the emer
gency has passed also has a deterring 
effect on wartime transactions. 

Action by Congress Desirable Now 

The consequences in the aircraft 
industry alone provide a number of 
strong reasons for immediate Congres
sional action to remove the uncertain
ties with respect to jurisdiction over 
contract termination settlements and to 
provide a procedure whereby quick sim
plified settlements may be made which 
will be final in the absence of fraud or 
misrepresentation: 

1. Unless an effective procedure is 
agreed upon in advance, chaos may re-
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sult at a time when billions of dollars 
of contracts are terminated suddenly. 
Delayed settlements may create serious 
financial embarrassment for most air
craft companies, interfere with conver
sion, and aggravate unemployment. 
''Penny-wise, pound-foolish'' economies 
could permanently weaken this vital 
industry. 

2. In order to be sure that the settle
ment procedure both protects the public 
interest and is fair to industry, it must 
be developed and tried out while con
tract cancellations are occurring in more 
manageable proportions. Any major in
equities or complications can thus be 
corrected in time. 

3. A procedure developed now while 
war production is still of critical impor
tance is more likely to give realistic 
recognition to the practical compromises 
that have been necessitated by emer
gency conditions and to avoid the possi
bility of persecution based on poorly 
informed hindsight. 

4. The alternative of a procedure de
veloped under postwar pressures may 
favor those who exercised selfish cau
tions at the expense of the war effort 
and may penalize those who took risks 
and proceeded with decisive action to 
meet war needs. This involves contract
ing officers and other government offi
cials as well as business executives. 

5. When the present termination un
certainties are eliminated, industrial 
commitments on war production can be 
made with less hesitation and work on 
new contracts will not be hindered by 
de! ayed financial settlements on old 
work. In the meantime, not only does the 

7 Use of the term "contracting officer" has mis
leading implications in that it suggests that the 
power and discretion is being left to a single Army 
officer. Although it is true that a single contracting 
officer must finally assume the responsibility of 
executing the agreement in the name of his branch 
of the service, he is usually only the executive head 
of a large organization including trained account-

squabble divert the attention of busi
nessmen and contracting officers, but 
public charges of incompetence and ex
poses such as the false teeth episode do 
not help either national unity or worker 
morale. 

If Congress decides to enact legisla
tion to simplify the settlement of ter
minated war contracts, it would appear 
logical that the power to negotiate final 
settlements be placed with the original 
contracting agency. The machinery set 
up to handle the placing of contracts is 
by and large equipped to handle ter
mination. The contracting officers with 
their experienced staffs are furthermore 
most likely to have the background of 
detailed knowledge necessary to permit 
reasonably equitable negotiated settle
ments. 7 Such an arrangement meets the 
realistic policy set forth by a Navy 
spokesman: "It is more important to get 
reasonable justice speedily than to insist upon 
meticulous justice slowly. " 8 

Other Measures also Jvecessary 

Provision for a quick simplified pro
cedure to settle terminated contracts 
will prove inadequate in itself to meet 
the situation that will probably exist at 
the end of the war. The volume of con
tract cancellations may be so great that 
even if all the accountants and lawyers 
in the country were put on the job of 
assembling data and carrying out the 
negotiations necessary, prompt disburse
ment of funds would still be impossible. 
Companies in the aircraft industry, like 
many other war contractors, would thus 
be forced to delay re-employment on a 
peacetime scale. Such delay is to be 

ants, lawyers, administrators, and various experts 
who supply the detailed knowledge and judgment 
necessary. 
8 Commander J. Harold Stewart, executive assist
ant to the head of the cost inspection service of the 
United States Navy, as quoted in New York Times, 
October 21, 1943. 
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avoided at all reasonable costs. For this 
reason it would appear desirable that 
contracting officers be authorized and 
administratively encouraged to make 
prompt partial payments of a large part 
of the estimated amount due contractors. 

An arrangement which made such 
partial payments permissive would prob
ably be adequate to meet the financial 
needs of the larger corporations but 
might still leave many smaller compa
nies in difficulty. The financial plight 
of the larger companies should be well 
known and immediately recognized by 
contracting officers. For example, the 
financial requirements of one of the large 
aircraft companies like Lockheed or 
Douglas, should be quickly evident to 
the contracting officer of the Wes tern 
Procurement District office of the Army 
Air Forces in Los Angeles. Under each 
of these large prime contractors, how
ever, there are hundreds of small sub
contractors and suppliers located all over 
the country. A small supplier of parts 
located in an Indiana town, for instance, 
might have some difficulty in obtaining 
an equivalent partial payment, particu
larly if only part of his business was with 
California aircraft companies and the 
remainder with East Coast ordnance 
manufacturers. Such instances exist by 
the thousands and will constitute a major 
problem. 9 In order to meet the needs of 

9 In July, 1943, a Senate committee reported: "One 
procurement agency alone, the War Department, 
reports that during the war period it has already 
terminated 3,764 contracts . More than 2,300 of 
these are still unsettled. More than 400 of these 
have remained unsettled for more than six months. 
In only 44 cases have advance payments been made 
by the War Department-and to prime contractors 
only. This means that hundreds of prime con
tractors and many thousands of subcontractors 
have spent large amounts of money on Government 
contracts for which they have not been reimbursed. 
The War Department repprts that, as a result, 
many of them are financially embarrassed and that 
their dissatisfaction is very great." (Senate Com
mittee Print, R eport 12, Part 4, Mr. Murray, to 
the Special Committee to Study and Survey 

these subcontractors, some arrangement 
may be required along the lines of the 
mandatory 7 5 % loan (based on the con
tractors' stated claims) as called for in 
legislation recently proposed by Senator 
Murray. 

Provision for quick termination set
tlements, advances of cash during the 
interim period, and existing V-loan reg
ulations may do much to eliminate the 
risks of financial embarrassment result
ing from the timing factor. How great the 
risk of working capital impairment from 
ultimate losses may be is, however, an in
dependent question. Much will depend 
upon the leniency with which inevitable 
wartime mistakes are appraised . Inex
perienced personnel and wartime pro
curement difficulties have resulted in 
many aircraft inventory expenditures 
which could easily be disallowed by a 
strict application of governmental reg
ulations. While it is to be expected that 
contracting officers will have some un
derstanding of the practical necessity 
for many of these items, they cannot be 
expected to exercise a wide degree of 
personal discretion. Usually their train
ing and responsibilities discourage such 
a course of action. Measures relieving 
contracting officers from financial re
sponsibility for the mistakes they might 
make in termination settlements will be 
helpful. These officers and their staffs 

Problems of American Small Business.) 
Subsequently, in September, 1943, General 

Browning, Director of the Purchases Division, 
Anny Air Forces, reported: "As of August 31, 1943, 
the War Department ... had completely or 
partially cancelled 8,520 contracts and had finally 
settled 6,191 of these, or more than 70 %. The face 
value of these 8,520 contracts ... is 5.8 billion 
dollars." 

In evaluation of such reports, it must be remem
bered that the delays in contract payments are not 
all attributable to weaknesses in the governmental 
machinery. The prime contractor in particular has 
a responsibility in behalf of both his own staff and 
his subcontractors to see to it that correct procedures 
are followed. Poor paper work by the manufacturer 
is often the cause of delayed settlements. 
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will, however, probably also need more 
realistic definition of policy and explicit 
instructions from Washington. 

An example of the type of problem 
which may cause substantial termination 
losses is cited by a representative of one 
aircraft plant. In criticizing the previ
ously mentioned report on the Financial 
Position of the Aircraft Industry , he stated : 

I read with great interest your comments 
on the losses due to Governmental investi
gations which hang over all our heads and 
the possibilities of losing money on Cost 
Plus Fixed Fee contracts. I do not think you 
stressed enough the possibilities of losses due 
to Government frozen inventories. In other 
words, it is difficult to take losses at the 
present time due to Governmental inter
ference with material flow. We are trying 
to get this eliminated so that our losses can 
be taken currently but you will find that 
while a great deal has been written, when 
the Rule Book comes out, it is very stiff 
and ignores all the nice allowances we read 
some one is going to make. 

The manual on terminations issued by the 
War Department and entitled "War De
partment Termination Accounting Manual 
for Fixed-Price Supply Contracts" is rigid 
in its treatment of inventories inasmuch as 
on termination, the Government will not 
pay for any inventories in excess of the 
contract requirements. In addition, they 
will not pay us for any maintenance or 
repair supplies and shop supply inventories. 
This will force aircraft companies to take 
losses on the inventories on closed contracts 
where they had left over inventories due to 
change orders, errors in purchasing, and in 
case of maintenance and repair supplies, 
inventories sufficient to carry a plant 
through a 24-hour day, 7-day a week basis 
with delivery dates up to 12 months on 
repair parts where 24-hour delivery was 
possible in Pre-War days. Our losses can be 
very severe here and in many cases they 
cannot be taken until the war demand drops. 
Unfortunately, the auditors on terminations 
will stick by these rules rather than the 
newspaper reports on the fine way the con• 
tractors will be treated. 

In addition to the effect of present 
regulations, the urgency of the produc
tion job often prevents manufacturers 
from balancing inventories and eliminat
ing excess items while contract work is in 
process. Manpower and time cannot be 
spared, or production cannot be inter
rupted, to make a detailed physical 
check on all inventories. Procurement 
difficulties and minimum-mill-run lot 
sizes moreover often necessitate inven
tory balances above the minimum re
quired for the war contract currently in 
force. Clear recognition of this situation 
should lead to measures which will treat 
any consequent irregularities found after 
termination as "essential contract costs." 

There is, of course, the danger of con
centrating too much attention on the purely 
financial aspects of the industry's prQblem 
when the basic uncertainties are much broader. 
In this respect it was encouraging to 
note the forward-looking point of view 
expressed in a recent report by the 
House Naval Affairs Investigating Com
mittee (Vinson Committee). "The dis
cussion of the postwar problem as it was 
presented to us opened the door to a 
much broader vista and focused our 
attention on the very real difficulties 
which lie ahead . . . the first thing that 
must be done is intelligent planning by 
all ." 

Contained in the Vinson Committee 
report was a proposal that the Chiefs of 
Staff appoint a joint committee to de
termine the answers to questions such as 
what aircraft plants the military organ
izations will want to keep as "standby 
capacity." Equally important are the 
questions relating to the disposal of sur
plus aircraft and materials. 

In the same report, attention was 
called to the fact that the Civil Aero
nautics Board and. the State Department 
should speed domestic and foreign nego
tiations so that the airlines can calculate 
their requirements for postwar aircraft 
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and in turn be ready to place orders for 
production as soon as war orders are 
curtailed. 

Sbecial Problems of Conversion Period 

While it is true that the transition or 
immediate postwar period presents seri
ous dangers and uncertainties to the 
aircraft industry, difficulties are not in
evitable. It is entirely possible that a 
gradual tapering off of war orders in 
combination with liberal treatment of 
cancellation claims could leave the in
dustry in good financial condition and 
ready to operate on a reduced but sound 
basis. Furthermore, if the period of losses 
immediately follows the years of peak 
war profits, much of the loss will be off
set by tax refunds under the present 
loss-carry-back provisions of the tax law. 

But even though the net losses result
ing from contract cancellations may thus 
.be largely neutralized, there will be 
other costs during the conversion period 
which the manufacturers will not be 
able to present to the government as 
allowable charges, and which, because 
their full impact may fall several years 
after the time of peak profits, may not 
be offset by refunds under the loss
carry-back tax provisions. 

Peacetime requirements for both plant 
and personnel will be sufficiently differ
ent to necessitate substantial reorganiza
tion expenses. After physical facilities 
have been reorganized, the companies 
will still tace a long period of retooling, 
experimental fabrication, and testing of 
trial models before real production can 
proceed. Such expenses, together with 
the necessity of maintaining much fac
tory and office personnel in partial idle
ness during this period, may run into 
many millions of dollars for individual 
companies. It has been estimated that 
the costs of developing a large commer
cial aircraft such as the new Lockheed 
Constellation are about $15,000,000. By 

contrast the average aircraft company 
had $12,555,000 of net working capital 
at the end of 1942. 

If the aircraft companies are to seek 
large foreign sales or are to develop a 
wide m arket for private airplanes, the 
building of a sales force and dealer 
organization will consume additional 
time and money. Potential costs of this 
type cannot be estimated with precision 
but would appear to bulk large in rela
tion to the net working capital of the 
average aircraft manufacturer. 

After meeting the expenses of transi
tion to peacetime production, the air
craft companies will need substantial 
working capital to carry on operations. 
The amount will naturally depend upon 
the volume of postwar production 
and the way the business is conducted. 
It is interesting to note that the total 
amount of working capital which the 
average company had at the end of 1942 
would probably not be sufficient to sup
port as much as 10 % of the 1943 produc
tion under peacetime conditions. 10 

Need for Postwar Capital Large and 
Sources Uncertain 

If there is serious question whether 
resources will be adequate to carry on 
normal operations after the war, it is 
even more evident that the amount of 
liquid funds remaining for investment in 
plant and equipment will be limited. On 
the other hand, it is to be questioned 
whether the 80% or more of aircraft 
capacity which was government owned 
at the end of 1942 can or should be 
retired from aircraft production. The 
total capital and surplus of the aircraft 
companies at the end of 1942 was, how
ever, found to be equivalent to only 8 % 
of total assets, including government
owned facilities employed in war-plane 
production. 

10 See Financial Position of the Aircraft Industry, p. 23. 
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The aircraft manufacturers may thus 
be faced with a major financial problem 
should they wish to purchase any sub
stantial proportion of these plants for 
postwar use. The alternatives of govern
ment landlordship or outright govern
ment operation raise a complicated series 
of new problems, particularly if the 
stimulus of vigorous competition is to 
be kept alive. 

Large industries such as automobile 
and steel had a relatively long period 
of growth during which they could ac
cumulate earnings to finance their in
creased activity. The aircraft industry, 
on the other hand, obviously could not 
expect to obtain sufficient wartime earn
ings to finance its rapidly expanded 
war volume; large amounts of govern
ment funds have been required. After 
the war, the aircraft industry will proba
bly find that several decades of normal 
growth have been compressed into a 
few years. Therefore, despite the fact 
that postwar volume will be far below 
the wartime peak, substantial amounts 
of capital are still likely to be needed. 
The maintenance of competitive indus
try requires, however, that the indi
vidual companies raise their own capital. 

Sources of additional funds for the 
industry's postwar use are uncertain. 
When the assurance of steady war con
tracts is gone, the margin of safety af
forded creditors by the stockholders' 
capital appears insufficient to permit 
the raising of substantial funds through 
either commercial bank credit or funded 
debt. Whether equity funds can be raised 
will depend upon both the prospects 
for profitability of operations and the 
general availability of new capital for 
equity financing. The effect of taxation 
on the attractiveness of risk-taking is 
only one of the many unknown factors 
which will determine the ease or diffi
culty of equity financing. These devel
opments cannot be prophesied today. 

The major alternative source of addi
tional capital seems then to be retained 
earnings. 

Any attempt to appraise the size of 
current aircraft earnings must take into 
account the fact that income statements 
are of necessity being presented on the 
basis of conventional accounting con
cepts and may thus present a misleading 
picture of actual profits. In so far as 
wartime operations are concerned, the 
conventional twelve months' accounting 
period appears to be an inadequate 
span during which to total the expenses 
against revenues and to call the differ
ence "profit." Until the expenses of the 
entire war period are taken into account, 
including liquidation losses and costs 
of conversion, it will be impossible to 
measure true profit. The loss-carry-back 
provisions of the tax law give some rec
ognition to this fact. Contract prices and 
resulting retained incomes are, however, . 
being renegotiated in the light of profits 
measured on the arbitrary annual basis. 

Regardless of the final measure that 
may be applied to the return on current 
operations, it does not appear probable 
that the rate at which funds are now 
being accumulated will build up suffi
cient financial strength to eliminate the 
hazards of the conversion period. On 
the other hand, the alternative of per
mitting retention of year-to-year profits 
sufficient to change this situation quickly 
would present a picture of "war prof
iteering" to the public which neither 
the government nor the industry desires, 
regardless of whether such profits in the 
end prove to be actual or illusory. Hence 
present stockholders cannot safely as
sume, and indeed current low aircraft 
stock prices show they are not assum
ing, that the government will permit 
total wartime profits sufficient to finance 
the full scale of postwar operations or, 
for that matter, will provide postwar 
capital subsidies. 
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Because public policy, as expressed in 
the tax and renegotiation laws, prevents 
war profits proportionate to the risks 
undertaken, the government has a moral 
obligation to take measures which will 
in effect place a floor under conversion
period losses even as it has placed a 
ceiling on current earnings. 

Specific Governmental Steps to Assure a 
Strong Industry 

The aircraft industry itself can do 
little to change its precarious position. 
The major problems are the result of 
the war and are little affected by the 
policies and precautions of individual 
companies. Because the threat to the 
future of our huge aircraft industry in
volves dangers of real national conse
quence, corrective action should be 
initiated by the government. A number 
of constructive proposals for such action 
appear to merit careful consideration: 

(1) Legislation specifically authoriz
ing and encouraging prompt partial pay
ments by contracting agencies based 
upon an estimate of the amounts due 
on terminated contracts. 

(2) Supplementary legislation pro
viding for immediate loans to subcon
tractors and smaller companies whose 
financial situation may not be well 
known to contracting officers nor easily 
reached by quick partial payments. 

(3) Uniform and specific provisions 
setting forth simple procedures and 
encouraging realistic settlement of ter
minated con tracts by the original 
contracting agencies, with provisions rec
ognizing negotiated settlements as being 
final in the absence of fraud or mis
representation and relieving the con
tracting officers of personal liabilities 
for honest mistakes thereon. 

( 4) A clearly enunciated procedure 
for taking over surplus inventories and 
for reimbursing manufacturers for all 

related expenditures made for the pur
pose of carrying out war production. 

(5) Plans which will assure the grad
ual tapering off of war production, par
ticularly in critically concentrated areas 
such as Los Angeles, and authorization 
of severance pay out of government funds 
for war workers thus discharged. 

( 6) Modification of tax and renegoti
ation laws to permit the accumulation 
of reasonable corporate conversion re
serves with provision for subsequent re
capture by the Treasury of amounts not 
required to absorb specified types of 
conversion costs. 

(7) Immediate inception of research 
and careful planning to formulate gov
ernment policies with respect to: (a) 
disposal of surplus aircraft, materials, 
and plants; (b) probable postwar mili
tary requirements for aircraft production 
and standby plant capacity; (c) extent 
and nature of government aid, if any, 
required in the national interest to 
stimulate experimental work by manu
facturers or to increase activity in com
mercial aviation; (d) availability of 
domestic and foreign air traffic to Amer
ican aircraft. 

The government's intentions and poli
cies on these matters should be made 
public as quickly as practicable in order 
to remove the confusing uncertain ties 
which exist today. An industry, like 
an individual, may be able to do a more 
effective job when reasonable under
standing of its problems is shown by 
those in control and when its attention 
can be concentrated on the present task 
with assurance of fair play and a sound 
future. The aircraft industry is beset 
by uncertainties and risks which can be 
minimized by decisive government ac
tion now. The nation's vital stake in this 
issue is the difference between potential 
military weakness with wide industrial 
stagnation or the continuation of a strong, 
active aircraft industry. 


