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Bassd on Twentieth Century PFund, Busine awth
Ejace (Bow York 1937) Table 25 o0 a0
shown ¢t table waa further broken dowmn, b
:ho o?. zthod used by the Twentieth Century Fund, to obt.;in {n
m-u- A .:.- 3:: mr‘gso.ooo- class, and it was sssumed that
asssta of lass than $250,000 mh.mm erterprises sad total

For an especially flluminating discussion of the business
ula-
::.on in this country see the testimony of Willard L. Thorppzsro:o
m‘mm’ Hational Economlc Comaittee, Heari » Part 1, "“Eco-
Prologws,® 7Sth Congress, Ird Suolonﬁton 1939).

Estimted from Biennial Census of Manufactures data for 1937 in
?.plrt'ﬂt. of Commarce, Statistical Abstract of the United States,
-mw‘du - ”:.::lez :'mwﬁs;;;mwo that the establishmsnts

. are roughl
those whoss asssts are under 0250.006. re Y the sem =2

These observations are equally valid for 1929 and 1939. See De-
partasnt of Commerce, multilith report on “Types ¢ Organisation
of Mamufecturing Establishments® (Census of Mamufactures: 1959,
16th Census of the U. S., 1940), dated October 1941, p. 3.

State laws of incorporation generally require three directors.

This fector alone may not be the whole explanation of why aaall
msnufactering enterprises incarporate, in the face of the added
tax 1iability which incorporation frequently involves for swch
campenies. Perhaps there is & certain class consciousness in bus-
iness organisation which prompts saall manufacturers to like the
appearance of "Inc.* in their business name.

These conclusions appear to held, with relatively minor modifica-
tiocas, for the various customary definitions of profit rate: the
ratio of nst incoms after income taxss to net worth (the one on
which the above description 1is based), or to total capital, or to
total assets, or to total sales. The increase of profitsbility
with ssset sise appears to be most sarked for the last-mentioned
of these ratios, met income to sales. The findings are not al-
tered by taking met income before income tames, or before income
taxes and interest payments, but for manufacturing corporations
the profit rate tends to decline elightly as asset size increases
if net incoms is taken before incoms taxes, interest and officers'
campensation. The peculiar role played by officers® compensation
1n the prafitedbility of small corporations is elaborated below.

Por details on seset size differences in profit rate see W. L.
Crum, te S r (Cambridge, Mass., 1939),
espe: or 193 mieth Century Fund, How Profitsble is
(Wew York 1937), especially Part 2; and Teaporary
Natiomal Economic Committes, Mon>graph 15, Financial Characteris-
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TN iy vy g Ao
ospet r L. or discussions of Pre-
Ry e
versity 1929), eepscially pp. 3 ®au of Reonomge
Research, = od St s by I.uc. -
tein ‘M [ ) . » %
: ? t Reporte, W . A. Paton (Wew "‘f
3 nald Woodward, testimony of June 2,

17, in Baiiam ¢ o oeemitase of . Somis Tl
. ongress, ls ssion), on SOM and
:wm -‘m "::!b, Senator Jamss M. Mead, of New Tork), espe.

ehm PPe ”b‘”'

The distinction here is between a combination of plants
products in successive stages of mnufacture and a combination

operating in the same stage of manufacture.

The Federsl Trade Commission, which has been tabulating corpors-
tion stateamts for marrowly defined manufacturing industries,

pertaining to the year 190, had relessed reports on ssven sysh
groups by June 1%2. Thres, including two relating to industries
covered in this study (furniture, 71 campanies; machine tool sc-
cessory and machinists' precision tool, 29 companies; and frui:

and vegstable canning, 49 companies), showed a definite and per-
sistent tendency for the rate of return on total investass: to
increase with asset sise. Two industries (bolt, nut, washer and
rivet, 33 companies; and stesl castings, 39 companiss) showed a

tendency for this rate to decline. In the two remaining growe

(rayon end ellied producte, 14 compenies; and screw mechine prod-
wcts, 25 companiss) the concerns were divided into iiarce asset
sise clasees; the large and small comparies shawed about the sass
nuotuwmmthMcmuunthmw-
itable. Rate of return was imterpreted as the ratio of net in-

coms plus long-term dedt interest to met worth plus long-tern
debt. The above observations remain the sams whether net incoms
is taken befare or after incoms taxes. The asset size classes
were so choesn as to include, for a given industry, approxisately
the samw number of companies in each class. See Pederal Trade

Very amall couserns, those with assets of $10,000 to $25,000,

have a relatively emall amount of debt. But the proportioa of

WMtoaneropw,mMuQMhm

$100,000 to $250,000 aseet class, and them declines as asset size

imcreases. See Netiomal Buress of Economic Research (PLrancial

Megearch Progrem), Debt ~ A Balarce
» -, .
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This is not intended to imply that surplus con
stitute 1liquid
resarve out of which operating losses may be timncc:l :nd :1'1-

uldation or borrowing, once cash balances have been dramn down
to
the M;mam:: .1;‘ e:;u::umt as u;. account ageinst which
G.A . . L
such opera  Fog oo “dcl'dst hpchnpd See 0. J

c!ll‘l".

’ versity Bus ® Stu
%ﬁ 1941), especislly Chepters 1, 5: 6.,
National Bureau of Economic Research, Business 108: The Prob-
is».g Ita sott.%. by Izhy c. uumi'-%;Trk—fm)Toff

» . essor Mitchell states (p. 88) that "as a rule,
large establisiments were more affected IS; uu) depression than
medium~sised establishments, and the latter wers more affected
than small establishments.* It appeare that during cyclical con-
traction large campanies either have more flexible costs than
mall emterprises, or have more 11quid assets with which to fi-
DAnce operating losses. Perhaps both forces are at work, with
the result that during cyclical contrection production falls off
more sharply in large than small companies, and discontinuances
Are ROre comon asong small than large enterprisea. This augges-
tion, howsvur, requires further atudy before it can be considered
established

See Treasury Departasnt, Statistics of Income for 1936, Part 2
(Washington 1939) Table 6. !

Temporary National Economlc Committes, Monograph 15, Pinancial
Characteristics of Assrican Manufactur Corporations, by Charles
L. [ or as graph 15.
Certain of ths figures in the basic tables in Appendix F of Mono-
graph 15 were revised after publication. Purther tabulations per-
taining to the corporations covered in the present study are col-
lected in a separete volums, available to those who wish to exam-
ine the data in greater detail: National Bureau of Economic Re-
search (Financial Research Progran), Data for Studies in Business
 J (ms. 1942), hereafter refe to as . Por a

description of the source and nature of the tabulations
see Appendix A of the present study.

Appendix B contains detailed estizates of sample coverage for the
coapanies in the 1926 drawing that continued in existence through

1936.

Based on Teble A-4 in Appendix A.

Based on Table A-4 in Appendix A.

After payaent of income taxes but befors disbursement of divi-
derds; profits and losses froa real estate sales also have been

excluded. This definition of net income is followed in the prea-
ent study wherever reference is sade to the sample companies.
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Uonograph 15, Tables 1-A to 1-E 4p
:..:: ;;\‘“256 are m‘t. averages of annusl ratios, butf”::v:‘ o:ég
industry, the ratio of average profit or loss over the 11 years
as a whole to the aversge of the year-end net worth figres over
the same period.

Bq-odontbmwconndco.puuqmmom-m“m
figures referred to in footnote 21,

Another determinant, but one of considerably less importance i
t.h: faot that unearned income of individuals (for example, ‘;“:
dends) is taxed at a somewhat Mrnuthmumm(m
as salaries).

Bven this may not represent the upper limit in those cases where
the owners of these enterprises huve aisreported certain of their
living expenses as business costs. Suech misreporting may no. be

uncomzon among small corporations, and would result in an unier.
statement of the profit rates actually earned by the business 0

terprises,

Based on the same source and computed in the Sans manmer as the
firures referred to in footnot: 21. Strictly speaking, net weth
may not be the proper denominator for the presemt ratios, but i3
has beer used in order to clarify the comparison with the profyt

rates shown on an earlier page.

net worth, These alternative profit ratios have not been ehown
here, but they may be derived from the basic data,

That is, net worth minus intangibles such as goodwill,

Based on TNEC Monograph 15, Table 73 in Appendix F, The figures
given here are exclusive of companies with negatiwe net wortl..

National Bureau of Econoaic Research (Financial Research Progran),

The Financial Structure of American Business, by Sidney S. Alex-
ander (as. 1962).

and "Work Materisls® Prepared by the National Recovery Adainis-
tration, 3 complete file of this materfial 1s available in the
ingt

‘ﬂ;ulh ::trton of the coverage of the samples are preseated in

See Work Projects Aduinistsation, National Research Project, Jro-
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due
..t:n t Productivi ﬂm 2 Il::tnct.urin' Indus~
[ ] "hu [} ]
m 19%9) Part 2, p, 18, Kitton B. Davis

g::Od on National Recovery Administration, Division of Review
dustry Statietios baiv (minseerara T N0 46 p 1) aorived
from & secioe Ilbﬂh‘ » October 1935) p. 21, derived
¢ tion made for the MRA by the Bureau of the

nsus, covering *"hekery products other than biacuits and crack-

]
:::.Ml::buab.uu with annual production of less than $5000

Ibid., p. 24. About two-thirds of the 14,483 bakeries covered
had 5 or fewer wage-earners in 1933,

Coatinuous ovens have been introduced in ma it i

ny bakeries, but it is
likely that quite & few of the small companies in the sample dis-
cussed here did not have such ovens.

From the NRA report cited sbove it may be inferred (p. 23) that
ncne of the campanies in our sample was likely to employ more
than 50 persons. Undoubtedly the majority employed far fewer.

The 1939 Censua of Manufactures indicates that in the bread-bak-
ing industry there is, on the averege, sbout one salaried officer
per incorporated estsblishment.

The baking companies' long-term debt is large only in comparison
with that of other small msnufacturing corporations. In absolute
terms the long-term debt of ssall companies is characteristically
small, for reasons given in Chapter 3,

Of the raw material axpenditures of the entire baking industry
(including biscuits and crackers) 55 percent were for flour in
1929, with white flour by far the most important type bought; we
say assume that for the bread-making division of the industry,
the importance of flour purchases was even grester. Expenditures
for butter, lard, their substitutes and other shortening consti-
tuted 15 percent of the total, outlays for ailk (in all forms)
another 5 percent, and purchases of sugar and eggs about 10 per-
cent each. Ses Department of Commerce, Bureau of the Census,
, vol. 2 (Washingtoa 1933) pp. 59, 60. These
are on reports from about haif the establishments
in the industry, but the value of their products amounted to 91
percent of the aggregate for the industry. The other establish-
ments did not report their cost of materials in sufficient de-
tail for the purposes of this tabulation.

Figures based on TNEC Monograph 15, Table l-A in Appendix F,

whers the breakdom is presented by years. In 1936 the total un-
classified irventory amounted Lo about L percent oi tho aggregate
inventory of all 31 companies. Except for a slightly larger pro-
portion of supplies and maller proportion of raw materials, wu:
inventory breakdom for a group of large bread-makers is similar
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ven here; ses Federal Trede Commission "Bread ang gy
::,M ‘:tl Mamf. mtim.' . ':
Betorts (Gctober. 22, 1540) p. 3, st sorid
concerns in the industry.

ure wried as follows, for companies of dl.rr-nnt,uu.: Smpg.
al

s with mo ,um;-m:u.o s
pr: ’uw6“mwu,“ﬂnﬂltdﬂ“a“m
wgesarmers s 51 percent; with 51 or more 2t par-
e S £, e S e
1s the difference ue 4 -
ing price) and the cost of materials, containers, fue)
based alectric energy. The sbove £ cate that for 4,
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2)

A

displayed a notable tendency to move out of the major sanufactur-
ing centers into amaller cities and even country districts. See
Hathcock, op, eit., p. 97.

I: has been argued, however, that these seasonal fluctuations are
being amoothed, especially with respect to msanufacturing and fi-
nancing. See Hathcock (ibid., p. 66): "Today [1936). with less
favoreble [credit) arrangements with the mills, higher labor
casts, and shorter working weeks, most manufacturers of men's
clothing find themselves producing garwents twelve months s year,
largely for stock, with two aselling seasona, and no period when
the aversge plodding manufacturer is able to liquidate a suffi-
::nnt proeoruon of hia larger inventories to get ocut of debt to
. m'

The 1939 Census of Manufactures indicates that in the men's cloth-
ing industry (excluding contract factories) there are, on the av-
ersgs, about two salaried officers per incorporated establishment.

Figures based on TNEC Monograph 15 Teble 1-B in Appendix F,where
the breakdomn is presented by years. In 1936 the total unclassi-
fied land and plant amoun.ed to about 1, percent of the aggregate
land and plant of all 46 companies.

Por contract factories the materials cost is naturally & much
amaller proportion of the value of products than it is for regu-
lar factories (about 6 or 7 percent as against 50 percent).

Based on TNEC Monograph 15, Table 1-B in Appendix F.

See Federal Trade Comwrission, “Men's, Youths' and Boys®' Clothing
Manufacturing Corporations,” Industrial Corporation Reports (an-
Vary a, 19“) Pe 12,

See, for wample, the wholesale prices of l)-ounce unlinished
worsted suiting at factory, in Bureau of Labor Statistics, Whole-

sale Prices ..., cited above.

h in the men's clothing industry in
:.‘;;6:';;‘2%: 190;)!‘1&.:!91;1211&.:. Bureau of Lsbor Statistics, Bullet-
ip 594; for 1934~36 see Bureau °f Labor Statistics, “Hours and
Sarnings in Manufscturing and Sonmanufacturing Industries, 1932

to 1940" (mimeograph, December 1941) p. 23.

See. for example, the wholesale prices of aea's 3-piece 1l3-ounce
bl.:o a::go nnt.; (Chicago) and of men's L-plece 15-cunce blue
serge suits (New York), in Bureau of Labor Statistics, Wholesale
I'rices ..., cited sbove.

theock . . 61. These tabulations were prepared for
:.':0 MRA ,by tf:i:l':lolpﬂl Credit Office, Inc., in New York City.
It is not clear whether profits were taken before or mcf in-
come taxes. Interesting breakdowns of these 243 companies :;t.
profit in percent of sales, according to their net worth and the



250

33

@

35

o TTSNRERR.

Footnotes - Chaptey "

selling price of their products,are also given in th's source for
1933 (pp. 61 and 63 respectively), as folloss. The Profit rete

No. Profit of Cos. w No. Prorit o
of .

to 8§25 62 2.1% 7% UptoR0 56 2.2
"’25 .’io 9% 2.3 91  10.5¢-15 77 2.8 33‘
50 - 754 2.0 95  15.50- 225087 2.2 g
75 &up 42 2.6 93 2.50&up 23 1.3 ”»

did not rise or fall persistently with an increase in pet worth,
but it is significant that the largest companies had the highest
profit rate and the mallest size class haq the lowest

tion of profit-making companies. Manufacturers of suits whole.
saling for less than 322.50 were definitely more srofitsble ig
1933 than those making more expensive grades,

Ibid., p. 60.

Ses TNEC Monograph 15, Table 24 in Appendix F,

The 1939 Census of Manufactures indicates that in the furnityre
industry there aro, on the aversge, ahout two salaried of ficers
per incorporated establishment.

See Table A-3 in Appendix A.

Walter L. Mitchell, Jr. » Director of Reasearch, Dun & Bradstrest,
Inc., New Yori City.

In 1914 the 9 states that were the largest producers of furni-
ture (inclucing store and office fixtures) accounted for 8] per-
cent of the taotal value of pProducts; in 1935 the 9 top states
&ccounted for 72 percent. The 5 states aentioned above retainad
their share almost intact, however, 8ccounting for 53 percent in
1914 and 51 percent in 1935, See Bureasu of the Census, Census

w. vol. 2, pp. 958-61, and Biennial Census of

3 » P 453,

Ses MNatural Business Year Council, “Purniture Manufacturers,”
Bulletin Mo, 21 (Dun & Bradstreet, Inc., March 1939).

The seasonal indices of retail furniture Sales made by a group of

New England department stores during the years 1926~30 showed an

average deviation of 21.8; for furniture plant operations in the

Grand Rapids district during the years 1923-31 the corresponding

figure was 2.7, See National Bureau of Economic Research, Season-

!1; ml:m » by Simon Kuznets (Mew Yorx
Pp. » .

Including fuel and Purchased electric energy, which together con-
stituted no more than 4 percent of the total cost of materials.
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Figures based on TMEC Monogreph 15 Table 1-C in Appen
- dix F, where
:::d breakdomn is presented by years. In 1936 the total unc’hssi-
land and plant amounted to about 6 percent of the aggregate
land and plant of all 66 companies.

« In 1936 the total unclassified inventory amounted to about
percent of the aggregate inventory of mrzb companius. Fro-
porticns alightly different from those given above were found for
a saaple of 15 larger furniture smanufacturers in 1939: for this
group finished goods amounted to 32 percent of total inveatory,
work-in-procoss 23 percent, and raw materials pPlus supplies 45
percent. See Pederal Trade Conmission, "Furniture Mauufacturing

Corporations,® Industrial Corporation Reports (June 3, 1941) p. 12.

See, for «umple, the wholesale prices of wooden beds, dining
roos chairs (sets of aix) and living room davenports, in Bureau
of Labor Statisties, Wholesale Prices ..., cited above.

The Bureau of Labor Statistics compiles several series of luwber
prices, but none of piece goods or upholstery fabric prices over
the period covered by this study.

The not. income figure ashown in Table 7 is exclusive of realized
capital geains and losses. In the sample studled here profits
and losses from the sale of real estate are normally so small as
to be insignificant. Only a handful of companies report any gain
or loss, and these, cambined, had only an $11,000 gain in 1926,
2 $12,000 gain in 1931, and a §10,000 loss in 1933. In other
yoars the itea ran even smaller - except in 1929, when a capiual
gain of $1,093,000 was reported. This bonanza appeara to have
been absorbed by an increase in cash and government bond hold-
ings and by investments in other enterprises,cash dividends, of-
ficers' compensation and income taxes. Because of the two latter
itess this inordinate gain is reflected as a loss in Table 7

For an index of average hourly earnings in the furniture manufac-
turing industry see National Industrial Conference Board, Wages,
Hours, and t in the United States, 1914-1936, by M. Ada

Beney (Mew York 1936) pp. 104-07.

This discusalon centers primarily around the indust-ial situa-
tion of brick and tile manufacturers, since it is mainty they who

constitute the present sample.

Netional Research Project, Brick and Tile, by Miriam E. lest
(Philadelphia 1939) p. 12. In that study the output of the brick
and tile industry is converted into units of 1,000 comnon brick,
on the basis of the average relative values of the various prod-
ucts; for a detailed jescription consult ibid., vp. 23, 24, 194,

195.

[ i P ick in-
The 1939 Census of Manuractures indicates that in th: bric
dustry there is, on the average, about one salaried officer per
incorporated establishment.
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axsnple, deposits of Derlington clay, widely used £
:::.mg?m IMMMWWO“NJ&:_
sylvania.

M’ M&o. PP. ”‘”o

mwumwnmhx-nuwp‘m
the breakdom is pressnted by years. In 1936 the total unclage;.
MMMMNM&OM&&.—!M&WW“

land and plant of

al Trade Cammission, "Clay Products (Other than Pottery) Mamufac-
turing Corporetions,® ticn (December
2, 1940) p. 14. These erences, however, may msrely indicate
differences ia the two industries

Por composite wholesale prices of brick and tile see Bureau of
Labor Statistics, Wholesale Prices ..., cited above.

For composite wholesale price of bituminous coal, aine run, see
ibid.

West s ko 84, observes that “Prices in the [brick and
tﬂqf ¥y Are more steble than production, reflecting the
relative ineissticity of demand and elasticity of supply which
q;mto drastically when prices fall below the cost of produc-
tion.

For average hourly sarnings 1in 1929 and 1935 see ibid., p. 3;
for average hourly sarnings in the brick, tile and terrs cotts
industry, 1932-36, see Bureau of Labor Statistics, "Hours and
Eamings ...* (cited above) p. 16.

mmnmormmumummuuur
muuumnnmbymnamenm-:d-mm
mmmuetuurumnuu«ueumum.

This 1a the effect of the so-called acceleration principle. Por
& highly sisplified illustretion of this principle we may asmme
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a machine tool mamufacturer A, & textile machine amufacturer B
and a taxtile mill C, with B and C mmmomtye!uph::-
ing their machines every 10 years. If the demand for C's prod-
ucts falls 5 percent C can curtail half hls machinery purchases
from B, other things remaining oqual, because he can use machines
that would otherwise be idle instead of replacing thoss that are
worn out. This, however, is sufficient inducemsnt for B to stop
all purchases of machine tools from A. Actually, of course, the
operetion of the principle is much more complex than this illus-
tration suggests,

'i:... on the 1930 inveatory of metal working squipment i1eported

chinigt (Pebruary 12, 1931), cited in C. E. Fracer
and G, F, Doriot, astries’ (New York: 1932) p. 189.

Por axample, that followed in the Tariff Act of 1922 and the Cen-
sus of Manufactures. The definition of machine tools followed by
the Naticnal Machine Tool Builders Associstion excludes such
items as forging sachines and presses.

Higher-class, more accurate lathes are usually constructed by
manufacturers that cperate on a larger scale and are more fully
oquipped than most of the ccapenies in our sample.

The 1939 Census of Uanufactures indicates that in the machine
tool industry thers are, on the average, about two salaried of-
ficers per incorporated establishment.

See Manufactures, 1929 (cited above) vol. 2, pp. 1155, 1162,

Fligures based on THEC Monogreph 15 Table 1-E in Appendix F,where
the breakdown is presented by ,ears. In 1936 the total unclassi-
fied land and plamt. amounted to about & percent of the aggregete
land and plant of all 118 companies.

Ibid. 1In 1936 the total unclassified inventory amcunted to al-
most a third of the aggregate inventory of all 118 coapanies.
This ssagreness of classification is probably to be attributed
to the length of the manufacturing process as well as to care-
lsssress in reporting.

Figures for 1939 covering 8 large manufacturers of machine tools
and 7 large manufacturers of accessories show the work-in-proc-
ess camponent to comstitute 51 percent of total inventory for
the former and 39 percent for the latter; see Fodersl Trade Com~
mdseion, "Machine Tool Manufacturing Lorporetions® and “Machine-
Tool Accessory and Machinists' Precision Tool Manufacturing Cor-

porstions,® %ﬂﬁ Qg%ug L!_-z_o.rti- (December 31, 1940,
P. 12, -n:l » » Pe 12, nopgctin ).
This is not so true of accessory manufacturers.

For average hourly ssmnings in the “machines and machine tools”
industry see Beney, 9p. cit., pp. 88-91.
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Since the workers who were dimsissed during the ear
the depression were those that received relatively 1_".'.":," of
hour’ um-dtho_mumnmm.

figures are pressated and analysed in C. L. Sutula, Maching
m]. Cosganies, 1936-1940° (u-. Apria 17. 19‘1). & report pre-
pared in the Research and Statistics Subdiviaion of tne Securi-

ties and Exchange Cammission.

ta. Mwluduminomus
Por tabuls meﬂ.:ﬂ.-: y -

aﬂmymmn%-amunommbd:met -
panaion; there was a mild recession in 1927. luttaol.m:_
cline was not marked in the snnual dats analysed here, snd for
coavealence in analysis we have grouped all four years, 1926-29,
into one period,

Based on THEC Monogreph 15, Tables 1-A to 1-E in Appendix g,
These financial ratios, and also most of the others in
thie report, are ratios of aggregates. For the distinction be.
twesn & ratio of aggregates and & mean ratio see Appendix C,

Mean retics, based on TMEC Monograph 15, Table 67 in Appendix P.
See Tables 2, 4, 6, 8 and 10 in Chapter 2.
Tables B-10 to B-14 in Data Book (see footnote 16 of Chapter 1).

See TIEC Monogreph 15, Tables 1-A to 1-B in Appendix P.

Purther evidence of this attitude is the fact that these mmall
enterprises aleo had very little mrmmmmucqim
» 88 will be shomn presently.

A contributing canse may be the fact that instalment purchases of
mtmtmhmmmn.

It is true that some otthohrplzeoq:uuum too big for
even the capital market to treat them in an “impersonsl and
standardised” manner. But the distinction brought out abowe has

general wlidity
Based oa THEC Monogreph 15, Tables 1-A to 1-E in Appendix F.
Pederal income tax regulations require that they be capitalised.

Ammunotﬂmdpmportyoccunthdo

charge excesds fixed property expenditures. The term “ostlays®
ufmunugmdututctumuu *axpenditures,*
dw'::::omtu Practice a distinction is sometines made

:
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This is & aimplified statement, for it assumes that undep
no 'O~
:::'.;: retirements are changed to the profit end loas account,
nd b «xoludes from Mpmpomwem.mm‘.oqun
© the total of any cash sales of land and plant. that may have

occurred, Ses detalled
Tables Bo10 to Bost. «planation in Data Book, discussion of

Depreciation charges are notoricusly defective as msasures of ob-
solescence, and wear and tear of plant and equipmant.., It is es-
pecially hasardous to rely on thea in an analysis of the incame
::.l‘:::n. of mmal) companies, such as those in the present san-

> such estanlishments tend to charge all the deprecistion
the Buresu of Intermal Reveoue will allow, m.rum-pmtnr-
1y large group of companies this overstatement of depreciation is
probably minimised by the fact that under the regulations no fur-
ther depreciation 1s allowed on fully depreciated property. The
Buresu of Intermal Revenue's depreciation aliowances are not nec-
essarily liberal; indeed, soms accountants regard thea as inade-
quate. Nevertheless, the amounts reported may deviate widely from
actual capital caonsumption, not oaly because of misreporting but
aleo bscause the statutory concept of depreciation is not wholly
in accordance with the econonic coacept.

A disturbing factor of aomewhat grester importance is the
undcrstatement of depreciation resulting froa the inclusion of
this item in "coet of operations® or "other deductiocas.” Since
this charge is important in the determination of taxable income,
there is considersble preasure to show it sepairately samewhere on
the return, and where this was done it has bean picked up and in-
cluded in the present tabulations., Cases undsubtedly exist, how-
ever, where depreciation was luaped with asome other deduction,
and hence could not be idsntified.

A guess as to the nst effect of all thess forces on the re-
11sbility of the depreciation estimates shown here would be haz-
ardous. Some of them maike for an overstatemsnt, others for an
understatemant.. In the present situation the (depreciation charges
of these companics are talcea to represent anticipated capital con-
sumption because they are business data (on which most of this
study is based) and because they are the nearest approximations
to the desirvd figures on anticipsted requiresents for plant re-

ts. For a thcrough discussion of this probles see Nation-

placenen
al Bureau of Econamic Rerzearch, tal tion and Adjust-
ment, by Solomon Febricast (New York 5953;.

Thers is also another quslification, elaborated below, regarding
the validity of asttributing all of the accounting revaluations
ande during the period 1927-36 to capital consusption occurring
in this period.

d Tables B-10 to =20 in Data Book. 4 special adjustaent,
Buowon there, has been made in the figures for the furniture
sample.

Por snnual data oa writsups and writedowns 3see Tables B-15 to
B-19 in Data Book.
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It might be contended that the year-end data analys

ed here can
give no u:mt.o indication of changes in the sources of short-
torm credit, since they do not reflect the seasonal patterne of
these :ndutrin. In none of the five industries, however, was
there a marked change in seasonal pattern, There ie statistical
evidencs that the amplitude of the seasonal fluctuation disin-
ished scmswhat in brick production (see National Research Proj-

oct, by Miriam E. West, Philadelphia 1939

. P. 35);
aod cas (800 Maticna) Recovery idministreticn,Divieion of
. . I‘ »

by J. ¥. Hathcock, Work Ma-
terials No. 58, mimsograph, March 936‘mmmu-muon-
ing of the production ssasonal in men's clothing. But changea of
this character could have had only a negligible effect on short-
tera financing requiremsats over the 1926-36 period, and in the
other industries there was either no sessonal pattern to speak
zf (blﬂ.u)uu‘. machine tool) or no apparent change in the pattern

Based on Tables B-10 to B-1i in Dats Book.

Based on TMEC Monograph 15, Tables 1-A to 1-E in Appendix F. Of
the sample of 118 mechine tool companies a group of 62 reported
the following percentages for subsequent years: 15.5 for 1936;
19.1 for 1937; 19.4 for 1938; and 19.5 for 1939. These figures
are based on Table B-6 in Data Book.

3ee Departasnt of Labor, Bureau of Labor Statistics, WMholesale

Prices in the United States (issued munthly).

Based on T Nonograph 15, Tables 1-A to 1-E in Appendix F. Of
the sample of 118 machine tool companies a group of 62 reported
the following percentages for mbsequeant years: 11,0 for 1936;
12,2 for 1%37; 17.6 for 1938; and 14.3 for 1939. These figures
are based un Table B-6 in Data Book.

A similar conclusion respecting the decline of the coasmercial
lcan from 1928 to 1937 has been advanced in ancther atudy of
the National Bureau’s Financial Research Program, The Financial
gtructure of jnariom busbess, by Sidaey S, Alcxander (ms. 1543).
it is suggested that sven though notes payable may not have
fallen sharply in relation to total assets, there was a sizable
fall of totel assets and a corresponding fall in comsercial loans.
The principal decline in the cammercial loan, however, is attrib-
uted by Alexander to the large corporations in the period 1920-27.

This discussion of trsde credit terms is based largely on inter-
views with specialists at the National Credit Office, Inc., and
st Dun & Bradstrest, Inc., in New York City, and on lettsrs from
trade association officers and others in the industries concerned.
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These terms, introduced in the late 1920's, mean that the dip.
upumummmm-muteouumam

or by the 25th, and 1f parts shipped after the
t.hottho.nntampudforbyt.mlmhofthofonmm.m

on THEC Monograph 15, MInl-At.ol-llnAppum:r.m

emmple of -nhmtoolcNunmot&m

for subsequent years: 139 for 1936;

for 1937; l&tormxt and 120 for 1939. These figures are
Book.

BEEY
F
T
i

P

umu,huul-gux-:umr.m

mmtodcw;mdbgzw

160 for 193;

for 1937; 105 for 1938; and 102 for 1939. ‘These figures -

Mmb.nduhuoh—éhmm-mwhm

machine tool group the excess of outstanding customer credit
mmmuwtmmmmn%.

laudoa‘lmlnwls Tables 1-A to 1-E in Appendix P,
Mmbookﬂm;w;ouun;nvnuumlnn not been

5
i
|
!

Mmt-tnum.bdw',unwunt,mm
mummuwbyﬂnnc!e:,ormmhttu
deposit with him,

m.mdnbhnmhg unhuvd:c-m-ugun
saterprises, bus while it is known thet the car

paniss in the present semples are sall, it 1s not certala that

they are aleo wndercepiteblised. See Bational Buresu of Econaic

Research (mmmm, vable Pi-
mwm:.mculznf%ﬁ.ﬂ
he receivebles of -

" .hr.o:.nunﬂ-unn,m,mt.ohnndo
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b

&6

&7

&9

51

52

53

:::-‘m::o(MIM;: semi-durable (men's clothing) as well as

Corresponding data for the mschine tool
indy -
able because of the haterogeneity of the prod::g.‘" not avatl

Ses Mational Buresu of Economic Researen
The dutput of Manufac-
pﬂ:ﬁ Industries, 1899-1937,by Solomon Fabricant (New York 190)

It is not possible to make a detailed
comparison of the 14~
ﬁ turns in the businesas done by the sample coopanics l::cby
\ industries they represent, because the value of products
series for the industries as a whole are biennial rather than

Based on Table B-14 in Data Book, where th )
and uses of funde statement is I;pldnc”d. © nature of the soirces

Based on Table B-13 in Data Book.

On the other hand, not all the consusption of fixed assets could
be called productive; some of the depreciation charged by these
companies undoubtedly represents the sxpiratiocn of fixed assets
in idle capacity.

Based on Tables B-10 to B-l4 in Data Book. The figures have been
adjusted for accounting revaluations, as explained thare.
.

See National Bureau of Economic Researcn (Pinancial Research Pre-

gram), W}ﬁ, by Neil H. Jacoby and Ragmond ..
Saulnier ork and Merwin and Schmidt, op. cit.

CHAPTIR FOUR

The Robert Morris Associates, under the leadership of Alexander

¥Wall, have pioneered in thes work of credit analysis. The method

they follow is that of preparing average balance sheet and incame
account relationships for each of many industries. These rela-
tionships, axpressed in the form of & common-size balance sheet
and income account, may then be used by credit managers of the
client banics in order to ascertain whether the financial ratios
of & loan applicant are above or below the average in the given

industry. The data underlying the Robert Morris Associates' tab-
ulstions are taken from the financial statements in the credit

files of the client banke.

The possibility that a few companies discontinued for technical
or voluntary reasons makes it necessary to refer to the group as
"discontinuances® rether than use the much more convenient term
sfeilures.” To the extent that the group includes such compa-

nies our findings represent an understatesent of the portents of

actual failure,



160

)

Footnote: . Chapter 'V

was assumed that discontinuance occurred curing the toelwy
::umfmmmmmmwunhn tmmmm‘
unless that return contained a definite indication ¢o the coq.
trary. Thus a company whose last return covared 1935‘."‘_
sumed to have disappeared in 1935; 1ts fipst Foar before ddo-
appearance was 193, its second 1933, and 30 on. 4 corporaticy,
that filed a 1936 return was regarded as a urviving cospany
even though it may have gone out otbnumu_i'.nl‘yx or there.
after; the year 1936 doss not figure in any o> the year-before.
discontinuance tabulations of the present sample, R, p, Smith
in their pionesring study sntitled M
LFue of Unsucces [nd rial Cormory
- of Illinois, Bu of Business R h, Bul.

tin 80en to have been the first to uge this type
of snalysis. Their study covers 185 companies that faileq some
time during the period 1921-71.

Strictly speaking, some of these financial stataments covered o
12-month period other than the calendar year; these have been
grouped with the statements covering the nearest calendar yoqur,

le tabulations for all the di campenies, coy-
m to ten years before diseont.mnncom%so are available
(mmlaumli), but have not been used in this study be-
cause the tables covering the identical sample are more agenah)e
tofanulysis. The two sagples, identical and non-identical, show,
ho‘cvur, essontially the same picture. A student who wishes tg
extend the analysis presented here by bringing in other finan-
cial statement items, more years before useontlnuaneo, and lapg-
er samples, may safely be referred to the larger body of tebulas.
ttions.

Current liabilities plus long-term debt. In camput ing the net
Worth to total debt ratio credit Snalysts commonly restrict the
nuasrator towuou-.by subtracting from the net worth
Mmthbukswimnblu,mehn » that appear
on the asset side of the balance sheet, Limitations of the avail-
able data prevented us from following the sume Procedure here,

Current assets mainus current lisbilities.

scontinuing and mall
sm-a-zzton-zsmuunoou (000 root.nct.elévotﬂllpur

The method of deriving the estimated normal is explained in de-
tail in Appendix D,

mm.ymuummnubcuamuu« of aggregates un-
less otherwise indicated. For the distinction between ;ean ratios
Appandix C, '

Por details of this test see Appendix D. There wers not enough
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:“. fo apply this test of significance to each induatry asepa-

12 R. F. Saith and A, § Winakor, op. cit., found that in sSam-
Ll L] - - th 1
Ple this ratio gave the l‘lut.tndiut.lo:’: of approaching f:i{ure.

APPENDLX A

1 Willard Thorp, then Director of THEC studies 1in :he De
o p.r'.nent.
of Cammerce, originally proposed these tahulations; the under-
taking was supervised by Robert R. Nathan, then chief of the
National Income Division of the Bureau of Foreign and Damestic

2 In Moacograph 15, published by the TNEC under the title Financial
m"uruuu oi Amorican Manufacturing Corparations, by charles
L. ¥ 3 on 1940), these tabulations were examined cur-
sorily; their campilation was described in detail in Appendix 9
of that maonograph (pp. 183-95), and the more important tablas wers
presented in full in Appendix P (pp. 199-416). Before their pub-
lication the Departsent of conmerce made all of thass tabulations
available to the National Bureau of Econcalc Research for analy-
sis in connection with a study of the financial requirements of
business. All the tables, whether or not published in the mono-
greph Just cited, are available to accredited students in the
Source Book of Statistics of Income, maintained in worksheet form
by the "Fe_nuq Departasnt in mut.on Adaptations of Mono-
greph 15 tables, for the purposes of the present study, and also
certain basic tables not published in the monograph, are collect-
ed in National Bureau of Economic Research (Financial Research
Program), Data for Studies in Business Finance (ms. 1942), ref:r-
red to in this study as Deta Book,

3 A great deal of care was taken in thia process,which included not
only a thorough search of the Bureau of Internal Revenue files in
Washington but also a check of the Collectors' records in the dis-
tricts covered.

4 The collection districts represented by the samples are:

New England - Massachusetts; Rhode Island (for machine tools

East - acv York second and third; Pennsylvania first.

Middle Weat - Ohio first, tenth, eleventh and eighteenth;
Illinois first and eighth; Missouri first and sixth.

South ~ North Carolina; South Carolina; Georgia; Kentucigy;
Alabsma; Texas [irst and second.

Wiest - California [irst and sixth; Colorado.

and their component states, are:
> The r:g-lom, - Maine, New ﬂ-uhire: Verment, Massachusetts,

Rhode Island ani Connecticut.
East - New York, Wew Jersey, Peansylvania, Delaware, Mary-
land and the Distri:t of Columbia.
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Middle West - Ohio, Indiana, Illinots, Michigan, Wiseon .
Minnesota, Iowa, Mlssouri, North dakota, South leot.:fn
Nebraska and Kansas. .

South - Virginia, West Virginia, North Carolina, South Cqp.
olina, Georgia, Florids, Kentucky, Tennsases, Alabana,
Mississippi, Arkansas, lLouisiana, Oklahoma and Texag,

West - lontana, Idaho, Wyaming, Colorado, New Mexico, apy.
sona, Utah, Nevada, Washington, Oregon and Califoraj,,

B 1al uest of the Securities and Exchange Commission the
W, abar: :.qlncﬂ. Tax Study carried forward through 1939 the
ubuhumtornnimud-muot&o:mm..n“,po_
rations sanufacturing machins tools. See Table B-6 in Data Book

for basic data on this special tabulation.

The tabulations for this sample. are available, however, in Tagp

Monograph 15.

These tabulations are not presented in Monograph 15 because they
were campiled after its publication. They are available, however,
in the Source Book stics of mantiocaed sbove (foot-
nots 2), o! tione, ch show an asset-aize break-
down, cowr, in addition to the Sanple used in the present study,
another sample identical for the last five (rather than the last
six) years bsfore discontinuance. Naturally the samples covering
only five years before discontinuance are somewhat larger than
those cevering six.

Blmdonﬂlcwn, hblo'l-‘)lnlppmdixh

Dyd,

The ratios used in the text are calculated from the dollar fig-
ures available in TNEC Monograph 1;; their calculation from the
percentages given i. the Date Book tables will sametines give
slightly different results,

APPENDIX B
In using the Statistice of Inceme data, voluae of business has
been interpreted as gross 88 plus gross receipts from opera-

tions: in ullmtho%mdﬂt_&mndnuhhubmm-
terpreted as value of o
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2 Standard references on this subject include: R. A. Fisher, Sta-
or Re (London and Edinburgh, &th

. or 5; G. Udney Yule and M. G. Kendall, An Intro-
‘g_e‘t:;% to_the Theary of Statistics (London, 1ith ed. 1937) Chap-
.~ to“ { and George W. Sne cor, Statistical lathods
( 1
]

o 3 wats in Agriculture and Biolo Anes, Iowa, 1937)
]

The ratios tested here are presented in Tables B-7 and B-8 in

t tne
Data Book, and pertain to all continuing companies in each sam-
Ple, not only to those that reported accounts payable separately.

4 Por the men's clothing companies the i
percentage changes given
here are baved on estinmates, because a relatively large number
of companies fell in the open-end class.

5 ‘Te indicated probability is buod'on the null hypothesis that
the ratiocs for the universes remained constant .
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6 On men's clothing see footnote 4 above; for the larger men's
clothing campanies the ratio moved downward rather than upward.

7 This tem ia used in ta statistical sense, to mean universe of
discourse, which in the present instance includes all the incor-
porated enterprises with assets under $250,000 in the precise in-
dustries represanted by these sarples,

8 This principle is usesd also in Aprendix D, in testing the signif-
icance of the divergence hetween seiected ratios for continuing
and disappearing companies, a divergence that widens persistently
a3 year of dissppearance draws near,

9 Por this ingeniocus formula the writer is indebted to Sidney S.
Alexander and Carl Kaysen, of the Financial Ressarch staff of the
National Bureau of Economic Research.

10 Total assets were frequently employed in Chapters 2 and 3 as the
dencminator or base of reference, and the-efore this limitation
of applicabllity is not serious in the present instance.

11  Presented in TNBC Monograph 15, Tables 6~ to 6-E in Appendix F.

APPENDIX D

1 The analysis in this appendix is based an ratios of aggregates;
the distinction betwnen mean ratios and ipgregate ratios was dis-

cussed in Appendix C.

2 Based on THEC Monograph 15, Table 1-A in Appendix F. Since the
tabulations covering the identical sample of discontinuances do
not show government btionds separately from other investaents, the
current ratio for the discontinuing companies does not 1nc1udg
govermaent bonda in the numerator. Therefore in computing esti-
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sated normals this item has been amitted from the current asset,
of the identi.al smmple of continuing campanies.

Miltoa Friedman, "Use of Ranke to Avoid the Assumption of Normal-

i 1icit in th» Analysis of Variance,” in
M. vol. 32 (1937) pp. .

When the values of the differences in two, or more, years before
are equal, esch 1s given the seme renk, that penk
an average of combined renks which the values cuuld be
Por axazple. if the values of the differences in tne
third years before diacontinuance were equal and the

all the wmlues appearing, sach would be
o average of the two renks to be shared,

|
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