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CREDIT, SHARES AND GOODWILL:
A VEBLENIAN TRINITY

Marion Dieudonné”™

“In any case so much seems clear —
that goodwill is the nucleus of
capitalization in  modern corporation
finance.” (T.B. Veblen, 1978 [1904], 117)

Introduction

Throughout the 20" century, Thorstein Veblen’s works were considered to be founders
of the nascent institutionalism (R.T. Ely, 1919 [1893]; G.M. Hodgson, 1998, 166). Studies
mainly focus on The Theory of the Leisure Class (1899) and Absentee Ownership: Business
Enterprise in Recent Times: The Case of America (1923). The purpose of this paper is to show
that The Theory of Business Enterprise, published at an earlier date, in 1904, provides an
analytical theory of goodwill! and two classes of shares — common and preferred — that is
essential for understanding the emergence and development of corporate finance. Moreover,
the 1904 book prefigures the one published in 1923. The literature on Veblen’s writings is dense
and theorists like Adolph Berle and Gardiner Means (1991 [1932], 4) and John Kenneth
Galbraith (1958, 42; 1967) were inspired by Veblen’s theory about the separation of ownership

and control in the company. Nevertheless, the literature does not clearly bring to light the links
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1 Veblen defined goodwill as follows: “Goodwill taken in its wider meaning comprises such things as established
customary business relations, reputation for upright dealing, franchises and privileges, trademarks, brands, patent
rights, copyrights, exclusive use of special processes guarded by law or by secrecy, exclusive control of particular
sources of materials. All these items give a differential advantage to their owners, but they are of no aggregate
advantage to the community. They are wealth to the individuals concerned - differential wealth; but they make no
part of the wealth of nations.” (1978 [1904], 139)
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between shares, credit and goodwill, although they form a system. Of course the literature has
treated Veblen’s particular interest in predatory finance (J.B. Dirlam, 1958; J Cornehls, 2004)
with the superiority of finance over industry. This domination also allowed him to develop a
business cycle theory with the prevalence of credit fluctuations (A.A. Bolbol & M.A. Lovewell,
2001; J. Mendez, 2012, 147) and instability (R.J. Phillips, 1988, 171; P.A. O’Hara, 1993, 91),
which has been pursued by the secondary literature. But in 1904 Veblen developed a theory of
corporate finance, an institutionalist interpretation of the running of modern business, which
has been poorly addressed by the literature. He gives us a sharp understanding of the financial
innovations of his time in this 1904 book. We believe that this understanding deserves
additional interest, because despite what may be said by Dirlam (1958), the use of “credit loan”
as a generic term to cover all shares is not sufficient classification. Veblen understood, at that
time, the importance of changes in the stock market. During an era of mergers, he investigated
the analytical links between diversified financial instruments, the implementation of new

business strategies and new impetus for economic capitalism.

The aim of this paper is to show that the 1904 book proposes a fairly advanced analysis
of the financial theory of the firm through a theory of two-sided goodwill, result of the financial
structure of the firm. Veblen presents the trinity of modern business management: the link
between credit, shares and goodwill. The literature highlights the close link between the
emergence of corporate governance studies and the publication of Veblen’s works (J.B. Dirlam,
1958; F.G. Hill, 1967, 284; M. Rutherford, 1981). Itis commonly accepted that the publication
of The Modern Corporation and Private Property in 1932 by Berle and Means laid the
groundwork of the landmark analysis of the development and dominance of finance over
industry in the United States, and therefore the new rules of corporate governance.
Nevertheless, we aim to demonstrate that the first influence appeared with Veblen’s 1904 work,
which already established the analytical base of predatory capitalism. The first decade of the
20" century is central for historical reasons: it was a period between two crises, a full-time
debate (1884-1927) was taking place about the nature and the proponents of goodwill (H.
Stolowy, J. Ding, Y. Richard, 2007), and also the market was changing considerably with
concentrations and mergers. Veblen describes a market economy subject to growing
financialization, to a progressive concentration of business and powers leading to what we call
an “oligarchic capitalism”. Thus, Veblen is considered a precursor of the modern theory of
corporate finance (J.P. Raines and C.G. Leathers, 1992; E.R. Hake, 2004, 389) and the financial
practices of big business (W.T. Ganley, 2004). The redistribution of wealth created by the
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company is a real issue of governance, in which the question of property rights, which Veblen
investigates, is of paramount importance. We seek to deepen these analyses emphasizing the
prominence of property rights and goodwill. We wish to highlight the fact that whereas the
literature is more interested in Absentee Ownership (1923), the 1904 book prefigures it (M.A.
Gagnon, 2007, 4; Cornehls, 2004) and establishes all necessary bases to study the Veblenian
contribution to corporate finance (T. Baskoy, 2003, 1126; Berle and Means, 1932). Indeed, no
analysis has been proposed of the activities pursued within the company with the aim of
generating goodwill, nor on how agents can capture it. Nor has the literature put into perspective
the appearance of two potential types of goodwill. This is what allows us to consider Veblen’s
work as the foundation of modern corporate finance theory. Our work seeks to provide a
clarification of the Veblenian system, to analyze and demonstrate the intention of his 1904
book.

The paper is divided into two parts corresponding to the two types of goodwill as the
“nucleus of capitalization” (1904, 117) that VVeblen considers. The first part is dedicated to the
study of the various components of the financial structure of the company and their
interdependence. In the first section (l.a), we outline the self-sustaining relationship between
credit, shares and goodwill. The society dominated by business affairs at the dawn of the 20™"
century is based on credit and its leverage effect. As a consequence (l.b) we show how a first
goodwill appears in the balance sheets of the firm. This goodwill gives rise to two kinds of
shares (I.c): preferred and common. This distinction dominates the financial corporate structure.
The second part of the paper is dedicated to the consequence of this financial structure,
specifically on the circulation of information between two kinds of shareholders, and on the
search for a monopolistic position. In the first section (11.a), we delineate the place of goodwill
in the literature. In the following section (11.b) we show that Veblen makes a polar distinction
between insiders and outsiders shareholders through actual and putative earning capacity.
Lastly (Il.c), we bring to the light the appearance of a second goodwill linked to the search for

a monopoly position. In conclusion, we substantiate Veblen’s position in this paradigm.

l. Credit, shares and goodwill

a. Credit and business enterprise

The beginning of the 20" century was characterized by the development of new business
structures and a new analysis of corporate governance, of which the essential variables form a

trinity of credit, shares and goodwill. In 1904, Veblen developed his corporate financial theory
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by anchoring it in an analysis of changing financial institutions: the different corporate
structures, banks, shares, and accounting standards. Indeed, Veblen’s works appear significant
of these transformations.

“Therefore it is necessary to turn back to [...] a consideration of that resort to credit which

has, in large part, changed the competitive system of business from what it was at the

ggg_;ir;ning of the nineteenth century to what it has become at its close” (Veblen, 1978 [1904],
Credit lies at the heart of the Veblenian analysis of cycles and is the underlying condition for
the proper functioning of capitalism. VVeblen introduces credit through two corollaries: the first
is the credit leverage effect that we present in this section and the second relates to the
acquisition of monopolistic positions, which we will discuss in the second part.
Veblen shares with neoclassical thinkers the idea that capital refers to discounted future
incomes. He tends to conflate the concepts of credit and capital, as his definition of capital is
based primarily on credit. He proposes to consider capital not as a stock of industrial capital but

a fund of money value.

“As a business proposition, "capital" means a fund of money values; and since the credit
economy and corporation finance have come to be the ruling factors in industrial business,
this fund of money values (taken as an aggregate) bears but a remote and fluctuating relation
to the industrial equipment and the other items which may (perhaps properly) be included
under the old—fashioned concept of industrial capital.” (Veblen, 1978 [1904], 135-6)

This view of capital induces, as the ruling factor, an intangible and tradable essence and no
longer a tangible industrial essence. Therefore, the notion of capital incorporates values of
power, property and credit. Such a definition distinguishing tangible and intangible capital
conveys the idea that capital is a strategic tool of power and control within the firm. Capital is
the “basis of such a use of credit as an auxiliary to the capital in hand” (1904, 97) and supports
the idea that VVeblen situates his study within the transition from a monetary economy to a credit
economy. Indeed, in the early twentieth century, the economic system was developing new
relationships between debtors and creditors. Banks extended their activities, their size
increased, the financial markets grew and with them debt securities became more complex.

The funding mechanisms of the economy and big business take into account the context of
growing financialization. Then, under these conditions, credit appears, in Veblen’s analysis, as

the inflection point of the system:

“The current rate of business earnings exceeds the rate of interest by an appreciable amount,
and in times of ordinary prosperity, therefore, it is commonly advantageous to employ credit
in the way indicated. Still more so in brisk times, when opportunities for earnings are many
and promise to increase.” (Veblen, 1978 [1904], 96)



Credit is the central concern of the business enterprise because it is on this accumulation of debt
that the corporation grows. Instability threatens the economy when the credit system becomes
self-sustaining through the increasing value of the capitalization of companies. Veblen, inspired
by the writings of K. Marx,? highlighted conflicting intentions in industrial and financial
spheres to assert that crises (1904, 185) are (partly) due to the accumulation of debt. Economies
then grow on inherently unstable foundations. Recurrent crises result from this instability. The
disturbance stems from the multiplication of credit on previous loans that become collateral for

new credit.

“In making a loan on collateral [...] the bank creates a new volume of credit [...]. In such a
transaction the banker lends funds which he does not possess”. (Veblen, 1905, 470-1)

In return, credit implies vitality for business: “[The business man’s] means of increasing
the magnitude of the turnover is a resort to credit and a close husbanding of his assets” (1978 [1904],
95), but also fragility for the long-term horizon and unproductiveness for industry because
“taken in the aggregate, they are purely fictitious items” (Ibid, 104). These facilities raise the issue of
speculation and the sustainability of the economy. The financial structure of the company
becomes increasingly complicated and fragile; therefore VVeblen gives a critical observation of
the debt system that favors the initiation of predatory behavior in the company.

b. A first goodwill

Veblenian credit is not a simple concept that just covers loans; it is part of the business
operation.® So, when businessmen use debt to expand their firms or to carry out financial
operations, the goal - as Veblen defined it - is not only to develop the industrial process, but to
reach a situation where the credit leverage effect can be activated. VVeblen tells us that the aim
of credit is not to create goods, but to shape the future of the business and increase the
company’s capitalization. However, as noted above, this funding is uncertain because it
depends on collateral that is based on intangible assets. We can translate this into the idea that
the common shares finance the intangible capital. Consequently, it is possible that a vicious
circle of credit multiplication emerges. The financial instability is created by a self-sustaining

2 R.W. Dimand (1998, 455), A.H. Hansen (1927, 150), K.J. Arrow (1975, 6) Baskoy (2003, 1135), Bolbol and
Lovewell (2001, 528), but parentage is unclear, see: T. Edgell and W. Townshend (1993)

3 “The nature of business capital and its relations to the industrial process under the later, more fully developed,
credit economy is in some degree different from what it was before the full and free use of credit came to occupy
its present central position in business traffic.” (1978 [1904], 133)



credit system (1904, 93-100) with fictitious values. Credit disconnects the market value from
the real value and induces business cycles.

The leverage effect of credit, introduced in chapter 5 “The use of loan credit”, is related to the
division of capital between equity and debt. The profitability of equity increases when the gap
between the rate of return on capital and the borrowing interest rate widens. Financial
arrangements and strategic calculation induce an increase in the rate of profit which more than
offsets the cost of borrowing. This increased indebtedness on the part of businessmen is for the
sole purpose of improving profitability, the return on equity. This leverage effect of
indebtedness on profitability brings about a financial annuity. The needs of the business
enterprise still require more capital, which leads to new credit. In turn, this new credit is
incorporated into the valuation of the company. This excess return of the assets side is the first
source of the recording of goodwill highlighted by Veblen through the disconnection of the
corporate structure. Thus, goodwill represents a valuation gap, a balance that arbitrates between

the market value and the accounting records of the company.

Veblen gives us a rather vague definition of this nonetheless central concept.* Goodwill:

“is a somewhat extensible term, and latterly it has a more comprehensive meaning than it
once had. Its meaning has, in fact, been gradually extended to meet the requirements of
modern business methods. Various items, of very diverse character, are to be included under
the head of "goodwill"; but the items included have this much in common that they are
"immaterial wealth," "intangible assets"; which, it may parenthetically be remarked, signifies
among other things that these assets are not serviceable to the community, but only to their
owners. Goodwill taken in its wider meaning comprises such things as established customary
business relations, reputation for upright dealing, franchises and privileges, trademarks,
brands, patent rights, copyrights, exclusive use of special processes guarded by law or by
secrecy, exclusive control of particular sources of materials” (Veblen, 1978 [1904], 139)

In fact, for Veblen, this goodwill appears as an essential asset of the business community and
of modern capitalism. It appears to be self-sustaining thanks to the potential of the company’s
financial structure. The businessman perceives the advantage of debt, taking into account the
risk. However, Veblen only mentions the concept of risk twice in The Theory of Business
Enterprise (1904, pp. 118 and 204, both times in footnotes). He considers risk but delivers his

overall presentation without developing it.

4 Chamberlin in The Theory of Monopoly Competition mentions the Veblenian definition of monopoly (1933, 60).
But he does not perceive that the second definition of the concept given a few years later within the institutionalist
school by Commons is different. In his book Industrial Goodwill (1919), Commons presents the modern
corporation and explains that: “Goodwill is a competitive advantage. Its value consists in ability to get or keep
desirable customers or workers away from rivals. [...] Goodwill is the soul; and goodwill is a multiple of all the
different personalities that keep the business going.” But obviously the two concepts do not meet: - see AM Endres
(1985) in “Veblen and Commaons on goodwill: a case of theoretical divergence”.
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To support our reasoning we will take an example based on indications from the Rubber Goods
Manufacturing Company and American Chicle Company that Veblen gives us in a footnote
(1904, 145-6).° We attempt to quantitatively reconstruct the emergence of goodwill - as an asset
in its own right essential to the financial structure of the company - in a Veblenian system using
data from the Industrial Commission®. In order to finance the business, the entrepreneur
contributes all his available cash and then has recourse to credit. We consider remuneration for
common shares to be higher than that for preferred because of different volatility characteristics.

We also assume a higher remuneration for preferred shares than for credit.

The structure of a company evolves over time. It starts with a business family structure with a
total investment composed of equity contribution from the owner (200) and a conventional bank
loan (100). The total investment is 300. The return on investment at 12% here is 36, and 5 of

interest costs are deducted. Dividends on equity of 31 are paid (capitalization at a rate of 15.5%).

Table 1: Initial Status — Financial structure of a family business

Amount Income Rate
ASSETS
Investments:
e Capital goods n°1 300 36 12%
e Capital goods n°2
Goodwill n°1
Goodwill n°2
300 36
LIABILITIES
Loans:
e Loansn°l 100 5 5%
e Loansn°2
Shareholder’s fund
e Equity 200 31 15.5%
e  Preferred shares

5 Moreover, if we look at the figures presented by Berle and Means (1932) for the year 1922, we can see that for
companies specializing in rubber goods, the average par value of total outstanding stock per corporation of
preferred shares is still much higher than for common shares (1,705,000 against 794,000) in relation to all the other
production sectors.
8 In this regard, J. R. Commons said: “Veblen had himself been constructing this testimony into his brilliant book
on modern business organization, published in 1904.” (1964, [1934], 79)
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e  Common shares 300 36

But it is in the family entrepreneur’s interest to transform the structure into a joint-stock
company (Table 1 to 2). The individual entrepreneur limits his liability and completes the
financing of his business with private capital from investors and through business combinations.
Share issues are an attractive proposition not only because of the potential credit leverage effect
permitted by the borrowing conditions but also via additional takeovers, resulting in a

differential advantage: - goodwill.

Table 2: Financial structure from a family business to a joint-stock corporation
Goodwill n°1 — the capitalization of the credit leverage effect

ASSETS

Investments:
e Capital goods n°1 300 36 12%
e  Capital goods n°2

Goodwill n°1 213
Goodwill n°2
513 36
LIABILITIES
Loans:
e Loansn°l 100 5 5%

e |oansn°2

Shareholder’s fund
e Equity 200
e Preferred shares
- Preferred shares n°1 200

he— R
4_

7%
- Preferred shares n°2

e Common shares
- Common shares n°1 213 17 8%

- Common shares n°2

513 36




Thus, the contractor makes an investment of 300, composed of a loan of 100 and an issue of
preferred shares for 200 (own funds transformed into preferred shares). As in Table 1, the return
on investment is 36, and 5 of interest costs are deducted. The business level is given but as the
company changed its structure, equity are converted into preferred shares. Following Veblen’s
indications based on the Report of the Industrial Commission,’ the preferred shares are
capitalized by a guaranteed interest rate of 7% here. We can see that the remuneration for
preferred shares, here 14, does not exhaust the entire return on investment, thus allowing the
issue of common shares. In fact, these financial arrangements allow a gain of 17 for common
shares which give access to power. Common and preferred shares are valued in the same way,
but the rate of return is higher for common shares. The amount of common shares issued
remains to be determined.
In Veblen’s method, the potential issue of additional shares depends on the value of the earning-
capacity. De facto, as we can see in our example, discounted expected future earnings determine
the company value and hence the potential goodwill capitalized in the common shares. Here,
the expected future earnings for common shares are 17. With a capitalization rate of 8%, the
issue of common shares is 213. This first goodwill is due to the capitalization of earnings caused
by the credit leverage effect. In the “modern business capital” (1904, Chapter 6), it is a profit
that depends on the interest rate on loans and on the discount rate of both preferred and common
shares. The goodwill is capitalized as intangible capital and as collateral for new credits. This
brings us to a new situation where the goodwill imposes its “imperialism” on the functioning
of the business enterprise: the valuation of capital is therefore no longer a matter of productive
efficiency, but simply based on the capitalized value of the expected return.

“The advantages afforded their owners by these intangible assets have latterly been discussed

by economists under such headings as "Rent" or "Quasi—Rent." These discussions, it is

believed, are of great theoretical weight. In business practice, however, the items in question

are treated as capital, which must avail as an excuse for including them here in business
Capital.” (Veblen, 1978 [1904], 140)

A new financial structure appears: the issue of securities is based on growing goodwill which
itself depends on rising earnings. Although Veblen did not theorize it explicitly, the example
that we propose (in Table 2) indicates that the leverage effect increases the capitalization rate

because of the increasing risk related to the financial structure, but also because of shareholders’

7 “The preferred dividend rates - they varied from 6 to 15 per cent, with 8 per cent as the most usual rate.” (G.H.
Evans, 1931, 242)
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arbitrations between market value and accounting records. Therefore, the goodwill appears as

an asset that balances the corporate balance sheet.

In fact, this rent may eventually disappear with increasing capitalization rates. But in 1904, of
course, Veblen did not know the Modigliani-Miller theorem that was proposed in 1958, so this
first type of goodwill was theoretically acceptable at the time. In the light of this theorem, the
discount rate of preferred shares could be 15.5% and thereby annihilate the goodwill. Veblen
did not take into account the increasing risk caused by debt: this is one of the criticisms levelled
by Modigliani and Miller at the entire corporate finance theory that preceded them.

Thus, it is credit that initiates this mechanism of additional value creation in the company. As
the system does not react, the credit appears to be the trigger of a financial windfall profit. To
understand how the goodwill is captured, Veblen introduces financial innovations that reflect
the dual nature of capital and lead to conflicts about accession to power and the internal

organization of the company.

Through the notion of goodwill, Veblen develops his financial theory of the firm.
Anchoring his thought in an analysis of financial institutions, he presents two types of shares:

preferred and common.

c. A two-fold approach to capital and shares
The Veblenian concept of capital is complex. Capital contains a tangible and an
intangible part, and that is why it calls forth instrumental financial innovations, as a reflection
of the structure and funding issues of the modern enterprise. Thus, Veblen distinguishes two
kinds of shares: preferred and common. It is this distinction that underlies the split in ownership,
but also emphasizes the strategic concern of credit and the centrality of recording the goodwill.
These two kinds of shares involve different issues of property, control, transfer, power and so

the structure of the capitalist enterprise.

On one side, preferred shares are a powerful investment strategy, but they do not provide voting
and control rights over the firm. It was a permanent tool in US corporate finance from the
second half of the 19" century, a strategic element for reorganizing the company without
diluting ownership. This instrument was used for the first time during the construction of
railways in Maryland in 1836 (Evans, 1931, 59). Eric R. Hake (1998) observed, like G.H. Evans
(1931), that there was a proliferation in preferred shares from 1875 on. Thomas R. Navin and
Marian V. Sears (1955, 109) specify that before 1880, industrial companies were rarely publicly
10



listed, but that mergers, and with them the issuance of preferred shares, started to take off at the
end of 1897. Between 1870 and 1904, they were responsible for 76% of the entire share capital
issued in the United States (Hake, 1998, 164). According to Veblen, they correspond to credit
assets par excellence, without power over the company. These shares are the counterpart of a
capital injection, a part of the property of the company but not of its goodwill. Thus, when
owners liquidate a part of their investment, they have no intention of relinquishing control. The
preferred share is equity security that has the characteristics of both debt (and fixed dividends)
and equity (and its potential of appreciation. In consequence, this instrument is central because,
according to Veblen, “this is in form a deed of ownership and in effect an evidence of debt”
(1978 [1904], 115). He continues: “in this respect, indeed, preferred stock, more adequately
perhaps than any other instrument, reflects the nature of the "capital concept” current among
the up—to—date business men who are engaged in the larger industrial affairs.” (1978 [1904],
115). In fact, as an early scholar of the modern corporation, Veblen identifies and describes the
characteristics of these shares in the 1890s. At the time, American industrial companies issued
preferred stocks of investment of best quality with a remunerative dividend of 7 or 8%. But, as
Veblen noted, the generalization of preferred shares was complicated at the beginning of the
twentieth century, because they were still very new (Navin & Sears, 1955, 117). Between 1898
and 1902, some modern American business enterprises (United States Steel for example) were
more interested in this “stratagem” than in pursuing industrial concerns, and four promoters
(Flint, Dos Passos, Moore Brothers, Moore and Schley) dealt with 1/3 of the largest mergers.
Preferred shares were seen as an instrument that allowed the transfer of ownership without the
transfer of certain property rights. They proved themselves during the depression of the 1890s
and appeared strong enough to be used in transfers over the following years. According to
Veblen, preferred shares cover investment value, i.e., the tangible material, whereas common

shares support capital risks and capitalize the income flows associated with intangible assets.

Thus, on the other side, common shares capitalize income flows associated to immaterial assets.
The goodwill is capitalized as a bonus by the common shares. Intangible assets are a major part
of the firm’s anticipated income and are subject to uncertainties. Therefore, a risk premium is
included in the capitalization rate. These shares are part of a logical property that gives rise to
a voting right. They grant their holders the ability to decide ultimately for the enterprise, and
through this decision-making process they can capture the goodwill:

“The common stock in such a case represents ‘goodwill’, and in the later development it
usually represents nothing but ‘goodwill’.” (Veblen, 1978 [1904], 116)
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The leverage effect, which is inherent to preferred shares, allows the formation of goodwill.
Once the goodwill is captured and transformed it appears as common shares in the hands of the
controlling shareholders of the company.

“In this sense, then, the nucleus of the modern corporate capitalization is the immaterial
goods covered by the common stock.” (Veblen, 1978 [1904], 145)

In the 1890s the issue of preferred shares was greater than that of common shares, but since

then their quantities have converged.

“Between 1890 and 1900, preferred shares increased as a proportion of total listings from
23% to 35% and over the following ten years, their proportion relative to common stocks
remained constant” (Fohlin, et al., 2008).2

“While a diversity of common stocks has, without doubt, proved a more profitable investment
than high-grade bonds in the period from 1897 to 1923.” (E.L Smith, 1925, v)

In fact, shareholders formed a package of common and preferred shares because they
understood that it would give better value than the market potential. Following the Morgan
arrangement, the use of preferred stock was rooted in a new approach, and Veblen transcribed
this idea: attract investment capital (“industrials”) in order to expand the industrial activity and

transform it in financial corporation.

“Most of the new industrial issues coming on the market were the product of mergers.
Most of the offerings led with preferred and followed with a bonus of common.” (Navin
and Sears, 1955, 134)

These two kinds of shares prioritize power in the capital structure of the company and the
interactions between industry and finance. Thanks to these two instruments, mergers take place;
preferred shares cover the gains but with lower risk and returns than common shares. In fact,
the distinction between these two kinds of shares focuses on a central issue: the issue of new
shares and the ability to transfer power within the company. The combined market value of

preferred and common shares was expected to exceed the value of the capital they replaced.

The secondary literature has been divided on the distinction between the different types of
shares. According to William Ganley (2004): “The primary goal of the corporate managers of
such companies was to maximize the value of their common stock” (2004, 398). Although
James Cornehls (2004), Ali.A Bolbol and Mark.A Lovewell (2001) examined the duality of
capital, they did not perceive sufficiently the role and the subtleties of each class of shares in
the transfer of power. Cornehls considered the importance of the use of credit for running a

business (2004, 35), but without seeking to explain its role in the circulation of shares between

& However, few studies and figures of the post-1910 period are available in the literature to show the extent of the
development of this financial instrument.
12



sharcholders or in “building” the goodwill of the business. In 1962, Sanford L. Margoshes
explained something that Veblen has already perceived sixty years earlier, namely that “the
relationship between debt financing and the investment value of common stock is significant
both to the management and owners of the firm”, without providing further analysis. On the
other hand, K.J. Arrow wrote that: “Veblen even went so far as to identify the common stock
with ‘good-will’, the going value of the firm to the extent to which it is above and beyond the
value of the physical assets. However, this identification does not seem essential to his
argument” (1975, 7). We disagree.

Indeed, for Veblen the interactions of financial and industrial forces are reflected in the
large enterprise, in the development of operations and in its morals at the turn of the 19'"
century. These legal innovations allow absentee ownership, the fragmentation of ownership and

the disruption of internal corporate power.

Il.  Financial instruments, information and monopoly

a. Historical emergence of goodwill

When Veblen wrote The Theory of Business Enterprise, literature on goodwill was
relatively new, to the United States in particular. The notion of goodwill does appear in the
writings of the time, but only in a confused and partial manner, as a management and economic
concern. And yet in 1904, Veblen provided an analysis that included goodwill as a central
element of his financial theory. Veblen focuses on the recognition of goodwill as an asset on
corporate balance sheets and on the corollary between the uses of credit in the business
enterprise. It is precisely the deeper analysis of goodwill that allows Veblen to elaborate his
theory of the organizational evolution of the business, of market position and financial issues.
At the turn of the century, goodwill appeared to be an important financial indicator in the

evaluation of companies.

We have seen in the previous section that a first form of goodwill appears through the credit
leverage effect. In this second section, we will introduce a second form of goodwill, depending
on the financial structure of the company.

The literature on the quantification and consideration of goodwill had developed since the late
19" century, but remained unclear about its theoretical and practical developments in the early

20" century. The accounting treatment of goodwill was a problem in the economic literature,
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emphasizing the general and confused nature of its definition.® There existed a variety of
different treatments of goodwill that required late and strict regulations. However, the notion
of goodwill is quite old,; its first commercial use dates back to 1571 (P.D Leake, 1914, 81). H.P
Hughes (1982) noted that its first appearance in the English accounting literature was in 1810,
and its first American appearance was in an 1874 issue of The Accountant. MacLeod in 1872-
1875 also analyzed this notion in his Principles of economical philosophy, but mainly in an
accounting dimension. Literature reviews (Carsberg (1966), Courtis (1983), Shimizu (2001),
and Stolowy, Ding, Richard (2007)) show that we have to wait for contributions from L.R
Dicksee (1897) and Leake (1914) to provide real clarification, economic as well as accounting,
on the concept. But neither Veblen’s contemporaries nor more recent analysis of goodwill quote
Veblen, even though he took part in 1904 in this major debate in the United States. Other
theorists have contributed to this debate in the United States, including: E. Matheson and W.
Harris (1884), F. More (1891), E. Guthrie (1898), A. Knight (1908), P.D. Leake (1914), W.A.
Paton et al. (1922), F.W. Pixley (1927), J.M. Yang (1927). At the beginning of the 20" century,
the proponents of this “virtual representation” of goodwill seemed confused. Veblen was rooted
coherently within this paradigm in 1904.1° At the time, the debate was about the recording
methods and amortization of goodwill. Veblen recognized goodwill directly as an asset on the
balance sheet, showing the challenge of this preference by highlighting the opportunistic
behavior of agents who hold the goodwill. However, as L.N Bloomberg (1938, 9) pointed out,
economists have had some difficulty in agreeing on a definition of the concept and giving it a
value. Six years later, without naming Veblen, Rudolf Hilferding analyzed this same benefit
“the promoter’s profit” which he called “neither a swindle, nor some kind of indemnity or wage.
It is an economic category sui generis” (Hilferding, 1981 [1910], 112). The beginning of the
century saw goodwill being introduced as a compact mass of intangible assets. Depending on
the period, certain intangible assets have been distinguished from goodwill, but Veblen
associated patents and reputation with goodwill (1904, 139). There were two types of intangible
assets in the literature of the time, and Veblen’s goodwill seems to fit the category as defined

9 In fact, even the dissertation thesis of Lawrence N. Bloomberg “The investment value of goodwill”, which gave
a very brief literature review on the concept in 1938, only brought limited reasoning because, as James Dolley
pointed out in his book review (1940) “the book has no reference to the balance-sheet account "good-will" which
appears on many corporate financial statements.” (1940, 914)

10 According to F.H. Elwell (The Accounting Review, Vol.13, N°4 Dec.1938, 431) Bloomberg also highlights the
problem of goodwill by asking: “Has goodwill in the past earned for investors larger returns than physical assets?”
but only in his book The Investment Value of Good Will in 1938. And Friedrich Carl v. Hellerman in 1941 again
emphasized about the same work that “dem kapitalwert des goodwill nicht geniigend Beachtung” (1941, 123) i.e.,
that “sufficient attention has not been given to the net present value of the goodwill”.
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in the debates of the time (Hughes, 1982, 176). In 1937, in Goodwill as a Business Asset, H.E
Seed wrote that patents must be associated with goodwill because it can only be assessed in
valuing the business as a whole. This was the challenge of trial and error at the time and Veblen
took part in it thirties years earlier, particularly following the Report of the Industrial
Commission (1900-1902). This is the stock exchange listing that revives problems concerning
measuring and recording of this legal fiction. It appears as a tool for comparing different
systems of enterprises.

For Veblen, there are two types of goodwill. The first goodwill is an excess value, an
assessment gap between company’s assets and liabilities. It is based on the credit leverage
effect. Then he identifies a second goodwill which is anchored in a monopoly environment and
is relative to the putative earning of investment. Thus, at the heart of his approach on goodwill,
Veblen insists on the significant distinction between common and preferred shares mentioned
in the previous section (I.c). This distinction, connected to the criterion of the ownership of the
goodwill, brings up the focal point of his theory, too little understood in the literature. To
demonstrate that the understanding of goodwill lies at the heart of Veblen’s theory, we must
return to the two types of agents who are opposed in Veblenian theory, the insiders and the

outsiders.

b. Goodwill: the relationship between insider and outsider

The conflict that we have just discussed between common and preferred shares gives
rise to a distinction between two kinds of shareholders. The common shareholders have the
knowledge and the voting rights, contrary to the preferred shareholders. Insiders can be defined
as businessmen who can manipulate or put forth misinformation at the expense of others
stockholders (outsiders who hold fewer business information) and of the industrial sector. In
contemporary terms, the insiders!! are stakeholders'? (Berle and Means, 1991 [1932]; I. Ansoff,
1968). However, Veblen did not use this terminology (. The shift to an economy dominated by
industrial and financial conglomerates brought Veblen to take a real interest in the flow and
transparency of information within organizations. Transfers of decision-making powers are
intrinsically linked to information and its circulation within the firm. The era of capitalism that
Veblen describes, emerging in the 1890s, sees the introduction of the institutional figure of the

11n 1904, just one time page 156.
12 See Samuel Mercier “Aux origines de la stakeholder theory: 1916-1950”, working paper GREGO, 2006.
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business enterprise. He places, in its financial structure, the origin of an information asymmetry

between insiders and outsiders.

He perceives the impact of the possession of insider information on the functioning of
contemporary corporations and markets and therefore considers two types of businessmen.

“Under these circumstances the work of the business man was rather to take advantage of
the conjunctures offered by the course of the seasons and the fluctuations of demand and
supply than to adapt the course of affairs to his own ends.” (Veblen, 1978 [1904], 22)

Veblen highlights the dual nature of capital and the conflicts that it generates in order to explain
the problems of funding and organization of the capitalist system. Thus, he develops a theory
of the company’s financial structure. The more competitive, business-oriented environment
generates a change in risk evaluation. This instability induces a rapid turnover of assets. Faced
with the opacity of the industrial-financial system, the perception of the asymmetry between
insiders and outsiders is central. In this respect, goodwill appears to be an economic quantity
that captures the conflict between the shareholders having the right to vote and those who just

have the right of ownership.

“The basis of capitalization has gradually shifted, until the basis is now no longer given by
the cost of material equipment owned, but by the earning capacity of the corporation as a
going-concern.” (Veblen, 1978 [1904], 137)

The less well-informed agents (outsiders) are the ones who mostly hold preferred shares.
However, it is the holding of mostly common shares which provides access to insider status in
the company and so gives the power in the company. Outsiders only have access to partial
information: the expected dividend estimated by the market and whose value is controlled by

insiders.

Capital refers to the value of shares, i.e., the value of the capitalization of earnings:

“Capital means capitalized putative earning-capacity, expressed in terms of value.” (Veblen,
1978 [1904], 131)

But with asymmetric information, there are two kinds of earnings: putative and actual earnings.
Outsiders own preferred shares and perceive the putative earning-capacity. They only hold
partial information, whereas insiders, who own the common shares, know the actual earning-

capacity. Outsiders are compelled to trust the reliability of the market value and have no means

13 The first reference to the notion of insiders/outsiders that we have found appeared between 1848 and 1866, as it

concerned the California Gold Rush (Dow Gregory and Clyde Reed, 2013). See Laurence Moore Insiders and

Outsiders in American Historical Narrative and American History, 1982; well before Lindberg and Snower, 1988.
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of verification; they resort to forecasting. Common shareholders are insiders who know the
actual value of earnings and therefore of the company.
Managers ensure that the putative value of earnings is estimated in such a way that the value of
shares is as high as possible on the market, in order to derive a differential for insiders.
Maneuvers affect this market value, and allow owners of common shares to buy or sell for their
own profit at the right time, as their cheating is not discovered. It is this corporate manager’s
attack (Ganley, 2004, 398) on the viability of the business enterprise that Veblen criticizes in
his book in 1904:

“When, e.g., the putative earning-capacity of the capital covered by a given line of securities,

as shown by the market quotations, rises appreciably above what is known to its managers to

be its actual earning-capacity, the latter may find their advantage in selling out, or even in

selling short; while in the converse case they will be inclined to buy.” (Veblen, 1978 [1904],
155)

Insiders are able to disguise the true value of the earnings:

“It follows that this putative earning—capacity of a given block of capital, as it takes shape
in the surmises of outside investors, may differ appreciably from the actual
earning—capacity of the capital as known to its managers.” (Veblen, 1978 [1904], 155)

In principle, once an agent has more information, he may be tempted to act on this difference
to satisfy its own interests. Opportunistic behavior by insiders compromises the market
operation and the welfare of the rest of the population.
“The economic welfare of the community at large is best served by a facile and uninterrupted
interplay of the various processes which make up the industrial system at large; but the
pecuniary interests of the business men in whose hands lies the discretion in the matter are
not necessarily best served by an unbroken maintenance of the industrial balance. Especially
is this true as regards those greater business men whose interests are very extensive. The
pecuniary operations of these latter are of large scope, and their fortunes commonly are not
permanently bound up with the smooth working of a given Sub—process in the industrial
system. [...] Gain may come to them from a given disturbance of the system [...]. To the
business man who aims at a differential gain arising out of interstitial adjustments or
disturbances of the industrial system, it is not a material question whether his operations have

an immediate furthering or hindering effect upon the system at large.” (Veblen, 1978 [1904],
27-8)

When the putative earning capacity is greater than the actual earning capacity, insiders have an
incentive to increase the issue of additional securities, sell shares to recover the goodwill in
cash and maximize their short-term speculative return. They are therefore looking for a
monopoly position for their business. Manipulations, double capitalization and other frauds for

personal gain are intrinsically linked to the access to information.

To conclude, we can say that these informational issues and the beginning of the agency

dilemma are at the basis of Veblen’s non-neutrality theory of the financial structure in business
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management. However, these informational issues now have a real impact in the analysis of

firms and rules of modern finance.

c. The second goodwill
This second goodwill is a monopoly goodwill which refers to the search for and
formation of a monopoly, a source of rent. The business enterprise introduces a strategic
mechanism between shareholder position, information dissemination, forecasts and
manipulations. It maintains a fragile structure of the company while it represents the engine of
the capitalist system and its dynamics. And behind all the preconceptions exposed here, there
is the monopoly that is sought by the company. The early 20" century was a period

characterized by very high concentrations between enterprises and a search of market power.

“It is very doubtful if there are any successful business ventures within the range of the

modern industries from which the monopoly element is wholly absent” (Veblen, 1978 [1904],
54)

Indeed, the challenge of holding this power is then to be able to capitalize additional profits in
the form of goodwill.}* The literature such as Raines and Leathers (1996) does not fully grasp
Veblen’s reasoning, because they restrict their understanding to explaining the centrality of the
valuation of corporate capital for investment. The circumstances of the time, therefore, led to
strategic thinking in business combinations. As we described in Section 1.B., the financial
structure of the business is such that there is an opportunity to raise capital for mergers, to
inform the market that the company is trying to achieve a monopoly position and therefore the
profits will be highest.

For Veblen, the overfunding system of modern business is self-sustaining through the valuation
of goodwill and credit which are incorporated into the company's balance sheet. First, goodwill
capitalizes the difference between the earnings of two types of shares. It follows an internal
logic since it is captured by the businessman for financial gain by allowing the issue of
additional common stock, with voting rights. Accompanied by new investment in tangible
capital, Veblen assumes that this strategy is working and that it provides a monopoly status in
the market. Then, a new wave of goodwill creation begins. This second goodwill is thus
perceived as a company rent that stakeholders seek to capture. Insiders and outsiders are aware
of the existence of this goodwill, but outsiders have no possibility to assess the scale of it,

14 Sweezy, 1958, 22.
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because their position leaves them with an incorrect valuation. However, these new shares are

oriented for sale:

“>Goodwill” in this field of enterprise most frequently takes the form of a large ability to help
or hinder other financiers and financing houses.” (Veblen, 1978 [1904], 171)

Goodwill is the result of a multiplicity of combined phenomena. Veblen proves that this
goodwill is both the result of the leverage effect and also a result of complex corporate
integration with the search for an annuity, which is up to the common stockholders:

“If the goodwill of the concern makes a great and rapid gain, e.g. through maneuvers which
put it in a position of monopoly or through changes in the goods market which greatly
increase the demand for the concern'’s product, and the like, it is the quotation of the common
stock that measures and registers the advantage which thereby accrues to the concern, and
the market fluctuation of the common stock is likewise the instrument by means of which
manipulations are carried through that affect these intangible assets.” (Veblen, 1978 [1904],
147)

We continue the previous example to illustrate our discussion (Tables 1 and 2).

The businessman issues an additional 100 in preferred shares in order to finance 100 of new
investment goods and to acquire a monopoly position and increase return on investment - 56
instead of 36 -, so that efficiency rises from 12% to 14%. This additional investment in tangible
capital is a vector for innovation, mergers and monopolization (Table 3).

For a 50% increase in preferred shares, underlying goodwill appears, rising from 213 to 375
between situation 1 (joint stock company) and 2 (monopoly company), with a discount rate of
8%.1° There is an additional issuance of common stock for 162, corresponding to the second
goodwill. 375 is obtained by adding 162 to 213. However, the increased goodwill is associated
with the development of control strategies. Insiders have a privileged position that allows them
to set a market rate, to influence the value of goodwill and therefore the value of shares they
recover. Through this power they can impose their market price, the par value containing the
goodwill. Such interference in the results of financial capacity valuations is driven solely by
personal interests and the short-termism of the modern system. This is consistent with the
Veblenian state of mind and his macro-financial analysis that posits an inherent and endogenous
imbalance. This imbalance is also crystallized in the instincts of the agents involved. However,
in the event of bankruptcy or discovery of the fraud, the common shareholder loses all his

capital.

15 As before, any increase in the discount rate leads to a decrease in the amount of potential goodwill.
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Table 3: Goodwill n°2 — the monopoly rent acquisition

ASSETS
Investments:
e Capital goods n°1 300
56 14%
e Capital goods n°2 100
Goodwill n°1 213
Goodwill n°2 162
775 36
LIABILITIES
Loans:
e Loansn°l 100 5 5%
e Loansn°2
Shareholder’s fund
o Equity 200 168%
e  Preferred shares l T l
- Preferred shares n°1 200 14 7%
- Preferred shares n°2 100 7 7%
e Common shares
- Common shares n°1 213 17 8%
- Common shares n°2 162 13 8%
775 56

Manipulators seek to distort the information disseminated by the market in order to
benefit financially without any concern for productive efficiency. This finding allows us to
argue that the putative and actual earning capacity may not be equalized, by the very existence
of goodwill and the presence of strategic managers. This latent inefficiency in the motivation
of these managers exacerbates insecurity. When the value of the putative earning capacity is
greater than the actual earning capacity, insiders have an incentive to increase the issue of new
common shares. According to Veblen, insiders have an incentive to sell the common shares, to
recover in cash the difference between the two values of assets. In that way, they maximize
their speculative return. Then they can buy preferred shares, which have a lower price than the
common shares they sold. Such manipulation of stock prices, combined with market volatility,

requires constant revision of their beliefs by outsiders. For Veblen, there is very little
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transparency in the remuneration of private information at the expense of creditors and
preference shareholders. The establishment of market power is central to the recovery of
goodwill. Insiders are the only ones to know the fundamental value of assets, so they know how
to exercise their opportunism by choosing the time and mode of their operations. They buy and
sell when the price is favorable. The structural ownership of the company and its segmented
organizational functioning favors insiders in capturing surplus. These insiders abuse the trust
of creditors and public alike to obtain a speculative return. Although their operations disrupt
market and agents, they recover the goodwill as majority shareholders and transform the firm

into a monopoly, since its market value is different from its fundamental value.

The preference for one instrument rather than another is not neutral, because this choice
affects the organizational structure of the company. Veblen gives us the outline of a theory of
financing choices based on corporate financial structure. Thus, the appearance of goodwill is
quite clear in Veblen’s writings, but its explanation is not so clear. And the literature does not
improve our understanding because it does not address this issue. Insiders have private
information that outsiders do not have. They can capture the potential private benefit through

informational rent.

Conclusion

The Theory of Business Enterprise highlights a dual definition of goodwill through
which Veblen outlines a theory of the non-neutrality of the financial structure in the
management of companies. This topic still arouses interest today. Goodwill appears as the result
of management and entrepreneurial ability. With this book, Veblen lays the foundation of
corporate behavior and of the relationship between common and preferred shareholders inside
the business, highlighting the search for an optimal capital structure. Fuelled by the predatory
instinct, the credit leverage effect, monopoly position and especially goodwill are at the heart
of the business enterprise. This allows us to argue that Veblen is an original and fully-fledged
theorist of the emerging financial theory of the firm who provided, in his 1904 work, a rich
financial reflection, highly pertinent to the study of corporate governance. Berle and Means
(1991 [1932]), Joseph Dorfman (1961), J.P Raines and C.G Leathers (1992, 436) have pointed
this out. Veblen considers and analyzes the evolution of financial institutions, structural changes
in firms, securities and accounting standards. The literature mentions mainly his work of 1923,
Absentee Ownership, for its contribution to corporate finance, but it is that of 1904 which

anchors Veblen in the paradigm of financial capitalism. We have shown that Veblen focuses,
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from the perspective of the evolution of society, on issues of new industrial processes and is
alert to the financial innovations that encourage the concentration of firms. Veblen describes
the industrial system as that “in which the machine process is paramount” (1978 [1904], 2) and
the economy relies on it. In conclusion, though he is not, neither in the secondary literature on
him nor in the literature specifically devoted to goodwill, Veblen should be advanced as a
pioneer theorist of goodwill*®. Nevertheless, the strategic and economic importance of goodwill
affected and dictated the entire VVeblenian theory of corporate finance and the description of the

financial capitalism of his time.
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CREDIT, SHARES AND GOODWILL:
A VEBLENIAN TRINITY

Marion Dieudonné”™

Abstract
Thorstein Veblen published an important book in 1904, The Theory of Business Enterprise, in

which he focused on the financial theory of the business enterprise. Although this book was an
early contribution to corporate finance, it is little-known compared with Absentee Ownership,
published in 1923. From the perspective of his institutionalist tradition, VVeblen observes and
describes the transition of business enterprise to corporation finance. We can identify a trinity:
credit, shares and goodwill. For Veblen, this trinity refers to predation, oligarchic power and
goodwill-seeking, which are the guiding principles of the new era of corporate governance. Our
aim is to bring to the light the links established by Veblen between credit, shares and goodwill
that seem too little explored in the literature. According to Veblen, credit, shares and goodwill
form a system which lay at the heart of American business in the early 20" century. Through
his work The Theory of Business Enterprise, Veblen gives us an early and significant U.S
analysis of the two-sided concept of goodwill. The book was one of the first institutionalist
studies of the firm, opening the way for many other works on behavior within and between
companies. In order to highlight this, we propose a literature review allowing a comprehensive
analysis of the evolution of the concept of goodwill, its definition, valorization, and ambiguities.

This overall perspective is not made by the literature.

Key words: common shares and preferred shares, corporate finance, credit, earning capacity,
goodwill, insiders and outsiders, Veblen
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