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PREFACE

The Studies in Business Financing, of which this mono-

graph is one, is the second major investigation to be in-
itiated under the National Bureau's Financial Research

Program, with the support of grants from the Association

of Reserve City Bankers and the Rockefeller Foundation.

Work on the project began early in 1940, with three major
objectives: first, to trace from business accounting rec-
ords the structural and cyclical changes that have oceccur-
red in the financial organization of business enterprise

since the turn of the present century; second, to deter-

mine, for recent years, the cross-sectional pattern of

buginess credit demands; and third, to describe the adap-
tations that financing institutions providing short- and

medium-term credit have made over the past decade in re-

sponse to changing demands for their services.

Project research activities have been carried on un-
der two main divisionss; one entitled "Changes in Financ-
ing American Business Enterprise, 1900-40," concerned pri-
marily with the first objective, and the other, "Contempo-
rary Relations Between Business Enterprise and Financial
Institutions," devoted specifically to the second and
third objectives. Because of the breadth of the field
covered by the two divisions it has proved expedient to
prepare a number of complementary technical studies under
each, in order to develop and systematize materials in
limited arezs for later use in more general interpreta-
tive studies, While each of these technical studies is of
restricted scope, together they build up into a more com-
plete and detailed analysis of changes and adaptations in
business financing than would otherwise be possible.

Dr, Merwin's study is one of the technical series un-
der the first division of the project, OCthers to be pub-
lished include a volume by Albert R, Koch on the financ-
ing of large corporations, 1920-39, and a cross-section
study, for 1937, of the financial structure of manufactur-
ing and trade corporations, by Walter A, Chudson. An in-
terpretative analysis of the changes in buslness financ-
ing during the period 1900-40, based on the findings of
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these technical studies as well as on other unpublished
materials, is in preparation by Sidney S. Alexander.

When work on the Studies in Business Financing was
initiated no comprehensive tabulations of corporate finan-
cial data covering the entire period of our investigation
were available with which to measure changes in the fi-
nancing practices of buslness enterprise. Furthermore,
exiating tabulations were of varying coverage as to time
peried, industry and size of enterprise represented., The
first problem of the project's staff was to test the ac-
counting and statistical consistency of available compi-~
lations; the second was to build up supplementary tabula-
tions of dorporate financial data from whatever sources
that cculd be drawn upon. A nypber of public and private
agencies cooperated generously in the solution of these
problems, particularly the second, and with their assist-
ance several new samples of business financial data were
developed from investment manuals, state tax report files,
federal corporate income tax returns, the industrial loan
files of the Federal Reserve Banks of New York and Fhila-
delphia, Dun and Bradstreet credit reports, bank credit
files, and other sources. The complete set of business fi-
nancial data utilized in this project is to he made avail-
able later under the title Data for Studies in Business
Finance.

The basic data for the present study were obtained
from federal corporate income tax returns. They were
originally compiled for the United States Department of
Commerce by the Income Tax Study, a Work Projects Admin-
istration study sponsored by the United States Treasury
Department, for use in the preparation of a report to the
Temporary National Economic Committee. The Department of
Commerce genercusly made the tabulaticns available for
our analysis, and in addition, the Income Tax Study pre-
pared special supplementary tables that permitted us to
extend the limits of our study. We are greatly indebted
to the Department of Commerce, the Income Tax Study, the
Work Projects Administration and the United States Treas-
ury Department for their cooperation in making all of
these data available for our work. While the period of
coverage of the data is confined to 1926-36, the data
themselves represent the first comprehensive factual in-
formation on the financial operations of small manufac-
turing corporations for so long a period as a decade, and
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therefore constitute a singularly important body of in-
formation.

As a source of financial data, income tax returns
offer several important advantages. In the first place,
they provide both a balance sheet and an income statement
for reporting companies. Second, the information con-
tained in such returns is complete enough to permit anal-
ysis not only by convertional techniques, such as the ra-
tio method, but also by the more novel method known as
the sources and uses of funds analysis, whereby year-to-
year changes in different financial statement items may
be traced. In the present study we have combined the "two
types of procedure, and the resultant analysis is far
richer in detail and more vividly illustrative of finan-
cial processes than an anslysis confined to balance sheet
relationships alone.

There are, on the other hand, certain limitations to
an analysis based upon income tax data. For one thing,
since the returns represent the businessman's appraisal
of financial conditions, they may or may not accord with
realities, Then there are the differences in accounting
standards from one company to another; it is known that
these standards vary widely, but it is impossible to de-
termine the precise nzture of the differences. Beyond
thiss there are changes in accounting practices of indi-
vidual enterprises from year to year which influence in
indeterminate ways the meaning of accounting categories.
Moreover, financial statements obtained from income tax
returns are conditioned by regulations and rulings of the
Bureau of Internal Revenue, which are subject to modifica-
tion from time to time, Finally, balance sheet data per-
tain solely to the end of a calendar or operating year,
whereas income statement data pertain to a whole year;
many significant variations in financial features occur-
ring during the year, in consequence of seasonal and cy-
e¢lical forces, are necessarily concealed by such annual
data.

Smallness of size of busineas enterprises is a rela-
tive term, and any division between large and small must
necessarily be arbitrary, We have taken the asset size
of $250,000 as a dividing line for smallness in manufac-
turing industry. In the field of distribution a $250,000
company might be considered medium-size, but the invest-
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ment required for entry into the distribution field is
considerably smaller than in manufacturing., Most of the
companies in the samples covered by this analysis pos-
sessed arcund $50,000 in total assets,

Besides cooperating in making the basic tabulations
for this study available to the National Bureau, the De-
partment of Commerce granted to Dr, Merwin a leave of ab-
sence to conduct the study. Dr. Merwin is a member of the
staff of the National Income Unit of the Bureau of For-
elgn and Domestic Commerce, and was originally in charge
of planning the tabulations for the report of the Depart-
ment of Commerce to the Temporary National Economic Com-
mittee; these tabulations have now been published in TNEC
Monograph 15, Financial Characteristics of American Manu-
facturing Corporations, of which he is the author.

For general critieism as to method of treatment and
matyy suggestions as to the interpretation of business ac-
counting data, we are indebted to an advisory committee
to the Naticnal Bureau appointed by the American Insti-
tute of Accountants, whose membership included Charles H,
Towns, chalrman, Charles J.J. Cox and Maurice E, Peloubet,
The members of this commitiee gave generously of their
time in reviewing and criticizing the first draft of this
study and the present revision has benefited greatly from
their help.

RALPH A. YOUNG
Director, Financial Research Program

September 1942
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SUMMARY AND CONCLUSIONS

Small business forms the backbone of the American system
of free private enterprise, and the present study is an
attempt to describe in general terms the manner in which
one type of enterprise in this section of our economy fi-
nances its operations. The initiating impulse was pro—
vided by the decline of the commercial bank loan during
the 1920's and 1930's, but the scope of the study was
broadened to include 2 general survey of the economic
character of small manufacturing corperations, Stress is
laid on the manner in which small companies obtain and
utilize their funds, the profitability of such enterpris-
es, and their susceptibility to discentinuwance. In par-
ticular it has been attempted to clarify the meaning of
profits, as applied to a amall business, to point out the
financial symptoms of approaching discontinuance, and to
analyze the promptness with which these symptoms become
evident.

Data for such an analysis as that attempted here are
not generally available, In recent years United States
Treasury Department compilations of corporation income
tax returns have permitted some financial analysis of
small enterprises by broad industrial divisions; but the
tabulations for the present study have made available,
for the first time, detailed financial data on samples of
small manufacturers in narrowly-defined industries over
a period of 11 years, 1926-36. ' The data are compiled
from the federal income tax returns of about 1,000 cor-
porations, whose assets in 1926 amounted to less than
$250,000 each, classified into samples of manufacturers of
bread and cake, men's clothing, household furniture, stone
and clay products, and machine tools and accessories;:

These five sample industries were selected as repre-
sentative of the various types of production in which
small enterprises are able to maintain themselves. Thus
two of +these industries manufacture non-durable goods
(baking, men's clothing), and the others produce durable
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goods; at least one (machine tool) is subject to a high-
ly unstable demand, and in another (baking) demand is
notably stable; some are big-inventory industries (for
example, men's clothing), and in others inventory flgures
less prominently (for example, machine tool); one of the
group {men's clothing) has very little investment in cap-
ital assets, while the others have a relatively large
amount of capital tied up 1in land, plant and equipment.
It is believed, therefore, that the samples studied here,
although they constitute but a minor segment of all small
manufacturing corporations, provide the basis for a fair-
ly representative analysis.

The important observations drawn from the examina-
tion of these data, briefly summarized in the following
pages, may be schematized as follows:

1. S5mall corporations provide little mere than
a living for their owner-cperators; their prof-
its, in the sense in which that term is custom-
arily applied to large corporations, are meagre.

2. The failure rate among these small corpora-
tions is high, and the financial characteris-
tics of ultimately discontinued companies begin
to differ from those of more successful contem-
poraries several years in advance of the time
of discontinuance.

3. Small corporations obtain a relatively

large amount of their funds from short-term

borrowings, among which accounts payable ap-

pear to be increasing in importance and notes

payable {presumably bank borrowing) either de-
creasing or just holding their own,

4. During the prosperous years of the pericd
covered, these small companies made some expan-
sion of their land and plant; but in order to
finance the encrmous cperating losses of the
depression years amnd the necessary retirements
of short-term obligations they were forced in-
to a liquidation of assets which not only seri-
ously impaired their working capital but alse
largely counteracted their pre-depresasion ex-
pansion of land, plant and equipment.
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As to the first point, the profitability of large
corporations is commonly measured by net income after all
charges (including income taxes), but if this criterion
is applied to small manufacturing corporations it reveals
a poor profit record even for companies that weathered
the great depression. The owners of a small corperation
are generally also its officers and managers, A measure
of profitability which ignores this fact - by consider-
ing officers' compensation as an expense of doing busi-
ness -~ paints an unrealistic pieture of the success of a
small enterprise.

The owner of such a business considers it, in the
first instance, as a job - a poaition that is his as long
as he keeps the enterprise cut of bankruptcy. Whether a
net return is earned on the equity capital invested in
the business is s secondary consideraticn. The owner
makes no distinction between the return received for his
managerial services and that for his capital. In fact,
in many small corporations the relationship between offi-
cers! compensation and dividend disbursements is deter-
mined as much by tax requirements as by any other con51d—
eration. i

Thus in the small manufacturing corporations under .
review, stock ownership appears to have had its main val-
ue as a claim to a job.. But more than half of the compa~-
nies discontinued operations during the years under sur-
vey, and therefore many of these would-be executives paid
g stiff price for a temporary job. Fortunately for the
omers, ln the industry where the discontinuance rate was
highest -~ menfs clothing - their equity was relatively
small,

Even though the dlscontinuance rate among small conm-
panles is high, the approach of impending collapse is re-
flected in their financial structure several years before
the event occurs., A comparison of selected credit ratios
for continuimg and discontinuing companies reveals signs
of comparative weakness in the latter as early as four
or five years before the date of discontinuance. The
men's clothing companies, whose existence 1is precarious
at best, were more tardy in their response to unfavor-
able business conditions; but their distress signals are
observable from their records for as many as three years
prior to their disappearance from the business scene.
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, Three ratios proved to be particularly sensitive

portents of discontinuance - net working capital teo to-
tal assets, current assets to current liabilities, and
net worth to total debt. The first two of these indicate
the extent to which the working capital of an enterprise
is being "frozen," while the last indicates the relative
magnitudes of the owners' and creditors' claims on the
assets of the enterprise,

But the conclusion that financial statements provide
unmistakable signs of approaching failure several years
before the unhappy event must not be abstracted from its
industrial context. There is strong evidence that the
length of this prediction period varies from one field of
manufacture to ancther, with differences in the resistance
of small enterprises to the forces of adversity. Fur-
thermere, the present discussion is based on a post hoc
analysis that does not provide an infallible method for
foreseeing the approach of discontinuance,

The susceptibility of these small corporations to
discontinuance provides the logical explanation of the
infrequency of long~term debt among their obligations.
Only the owners, whose owrership enables them to have a
job and to reap the gains of prosperous years, dare take
the risks involved in investing long-term funds.

Thus most of the borrowed capital is obtained through
short-term obligations: notes and accounts payable consti-
tute a larger percentage of total assets of small than of
large corporations, Over the period covered by the pres-
ent study, 1926-36, the accounts payable of these small
manufacturers constituted an increasing proportion of
their total assets, while notes payable either declined,
in relation to total assets, or remained stable. Mean
while, however, the total assets of these companies were
decreasing, in dollar terms, partly because of a shrink-
age of inventory holdings in dollar ferms, itself a con-
sequence of the fall in raw material prices during the
1930's, This decline in inventory values reduced the
need for short-term financing, with bank lcans being the
first to be retired,

But this circumstance alone does not explain the
constancy of notes payable and the rise in the relative
importance of accounts payable. Several other forces must
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have been operating in the same direction, First, compe-
tition among the large raw material suppliers undoubted-
ly caused these concerns to offer the small manufacturer
sizable amounts of credit, Second, it is very likely
that the conservative lending policies of the banks dur-
ing the early 1930's served to discourage many small
businesses from seeking bank credit in the 1933-36 re-
covery period, and te impel them to look elsewhere for
funds. Finally, an additional factor operating to ex-
plain the shift from bank to trade credit might well be
the bank's analysis of credit risk.

In their short-term financing the small corporations
studied here tended not only to reduce their reliance on
bank as compared with mercantile sources, but also - as
the inerease in their ratio of tash to notes payable in-
dicates - to reduce the scope of their net debtor rela-
tionship to banks. At the same time they cut down their
ratio of receivables to accounts payable, an indication
that they were extending less trade credit in relation to
the trade credit they received. Over the period 1926-36
their cash holdings were almost as large as their bank
debts; and they obtained more credit grants from raw mate-
rial suppliers then they extended to their own customers.

During the period as a whole these small manufactur-
ers did not expand their land, plant and equipment. In
the prosperous years of the late 1920's and the recovery
years of the middle 1930's they made some net additions
to their plant and equipment, But the severe operating
losses sustained during the depression years - plus the
necessity for retiring short-term obligations - reguired
a liguidation of assets which not only nullified the
fixed property expansion of the prosperous years but al-
so cut sharply into working capital. The current items
were particularly flexible during the course of the cycle.
Current asset liquidation during cyclical contraction pro-
vided the bulk of the funds used to pay off current debts
and to finance operating losses, During cyclical expan-
sion, on the other hand, retained profits and short-term
borrowings were utilized to increase current and fixed
assets, especially the former.

From a study such as this, one is tempted to draw
broad generalizations respecting the future of small
business in the economic life of the United States., But
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many of the factors bearing on this question - particu-

larly the political and social ones - have not been dis-

cussed in the present study, and without an appraisal of

small busiress from these other points of view a fore-

cast of their future is not possible. The data examined

here do indicate, however, that the financial affairs of

small businesses cannot always be judged by the same cri-
teria applied to large enterprises: profitability is a

case in point. Alsc they reveal that large amounts were

withdrawn from these corporations as officers' compensa-
ticn and dividends during years when earnings were either
meagre or actually negative, and when funds invested in

new plant and equipment might have materially improved

the companies' competitive positions. Such withdrawels

are not necessarily an indication of imprudent manage-

ment (the owners may have piled up personal savings as

surpluses for their businesses), but they justify a pre-

sumption in that direection.



THE ECONOMIC CHARACTER
OF SMALL BUSINESS

High on the list of the characteristic features of this
country's economy is the impressive freguency of small
business enterprises, In the United States today there
are about 2.5 million business units (not countirg the 6
million farmers or the 1 million professional persons),
and of these the great majority are small, however we
measure the size of an enterprise, Less than a tenth of
these business units employ more than 30 perscns each, or
have total assets greater than $250,000, Although the ca-
reer of the man who rose from a shipping clerkship to the
presidency of a million-dollar corporation has been more
widely publicized, the story of the tailor who became a
clothing manufacturer or the cabinetmaker who set up his
own shop as an interior decorator has a stronger ring of
familiar truth. For every milliocnaire industrialist who
first passed through his factory gates as an humble work-
man, there are thousands of unsung smaller-scale enter-
prisers who entered their chosen field of production with
very little more in the way of rescurces than the will to
succeed, It is the small establishments of such men that
have been widely regarded as the "backbone of the Ameri-
can economy," and these owners and proprietors have con-
stituted a very large section of the American middle
class, with ita vested interest in political democracy
and free private enterprise,

Numerically the small business unit dominates the
economic scene in this country, but not in terms of busi-
ness volume, Even when farmers and professional persons
are ineluded, not much more than half of the total nation-
al income is produced by enterprises with total assets
under $250,000; 1/ if farmers and professional persons
were excluded the proportion would be far less, And this
proportion has probably been decreasing, at least since
the turn of the century, when the rise of industrial com-
binations served to diminish the market covered by the
small concern, individually owned and operated, Moreover,
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the weighty total of small units derives partly from the
high mortality rate among such enterprises; nearly half
a million enterprises disappear from, and an approximate-
ly equal number enter into, the business population each
year, and almost all these discontinued and new enter-
prises are small businesses. 2/

The present study is confined to small corporations
engaged in mamufacturing, with"small' interpreted to mean
a corporation whose total assets are less than $250,000,
Any dividing line is of course arbitrary, but this crite-
rion has a basis in common usage and a definite advantage
of convenience. A corporation with assets of 250,000 is
certainly small in comparison with those whose assets run
high into the millions or even amount to one or two bil-
lion. Moreover, even if the limit had been set at a low-
er level, say at $100,000, the results of this survey
would probably not have been affected to any significant
degree. Nor are total assets the only ceriterion of size
that could be usefully employed. Other criteria in com-
mon usage are volume of business, number of employees and
tangible net worth, A specific disadvantage of total as-
sets is that they may be swelled by inclusicn of intangi-
bles, patents and the like at fictitious wvalues. Butl even
with this disadvantage they are the most satisfactory
eriterion of size for the purposes of the present study,

Manufacturing censtitutes a sphere of ocur econcmy
that is small numerically, comprising less than 170,000
establishments or plants, but important precductively, ac-
counting for a quarter of the total national income, The
numerical importance of small business in this sphere,
though less than in such fields as retail trade, is im-
pressive: about 90 percent of the manufacturing estab-
lishments, producing about a fifth of the total output of
manufacturers, have assets under $250,000, 3/ It is true
that certain fields of manufacturing are virtually closed
to the man with little capital, and in others the "shoe-
string" entrepreneur has slight chance of survival. But
the small plant still predominates in some fields, Among
these are baking, and the manufacture of ments clothing,
furniture, stone and clay products, and machine tools -
industries that form the subject of the present study.

About half of the manufacturing units in the country
are incorporated, and since the incorporated units handlie

-
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more than nine-tenths of the total wvolume of manufac-
ture, 4/ it is clear that practically all of the unincor-
porated enterprises are small businesses, Among the un-
incorporated enterprises those with a single proprietor
far outnumber the partnerships. In small concerns, how-
ever, the legal form of organization has not very much
connection with operating practices or with financial
structure,

GENERAT, CHARACTERISTICS
OF SMALL MANUFACTURING CORPORATIONS

It is by no means only in the amount of their assets
that small manufacturing corporations differ from large
ones, In faet, there are so many essential differenceas
that the two types are scarcely comparable,

For cne thing, the owners?! relationship to the en-
terprise is quite different in large and small corpora-
ticns. In the largest corporations, which constitute
more or less quasi-public institutions, ownership and
managenment are separated. In the small, private corpora-
tions, on the other hand {as in many of the medium-size
companies), ownership and management are practically iden-
tical. Not only are such corporations clesely held, but
the owners themselves operate the business, There are
enough lezal owners to make up a board of directors, as
required by law, 5/ and usually a full complement of of-
ficers; but there are rarely any outside stockholders,
and even the directors! stoclkholdings are usually purely
nominal., In these small corporations the officer-owners
work in the plant and sell the product. Indeed, it is
not uncommon to find close family ties among the offi-
cers: a man as president (factory manager and salesman)
and his wife as secretary-treasurer {office girl and
bookkeeper); or a man as president (sales manager) and
his brother-in-law as vice president {factory manager).
Very often the de facto owner is a single individual.

In the case of large business enterprises one of the
most important reasons for incorporating is the necessity
for large amovnts of capital; the original capital sum
required by many of our large corporations can rarely be
supplied by any individual or a small group, and must
therefore be obtained by pooling funds from many sources.

o’
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Another basic consideration for large enterprises is the
desire to assure continued existence; when many persons
are interested in a company it is particularly necessary
that the establishment be independent of the survival of
a single individual, But small companies incorporate for
gquite different reasons, With them the pooling-of-capi-
tal motive counts for little, their main concern being to
assure the owners a limited liability., There are many
risks in the operation of a business enterprise, espe-
eially a amall one, and the owners are under strong in-
ducement to divorce as much as possible of their person-
al fortunes from the fate of their undertakings. &/

In regard to financial characteristics the differ~
ences between large and small manufacturing corporations
are not wholly due to size; some of these differences are
undoubtedly due to type of industry and other factors,
The statistical fact remalns, however, that not only with-
in manufacturing as a whole but also within each of the
major subgroups of manufacturing, there are striking fi-
nancial differences between large and small corporations,

The most striking of these differences is that the
swaller corporations tend,on the whole, to record a low-
er rate of profit than the larger cnes, if officers' com-
pensation is regarded as an expense of doing business,
It is true that among profitable companies there is a
modest tendency for the profit rate to fall as assets in-
crease. But among unprofitable companies there is a
marked tendency for the smaller concerns to show the
larger rates of loss, and this is the pattern that pre-
dominates when profitable and unprofitable companies are
considered in the aggregate.7/ 1In addition, the earnings
of the small companies are less stable ecyclically than
those of large ones: the "giant” class of corperatiocns,
with assets of 50 millicn dollars or more, is the only
asset-size group which, as a whole, showed a net profit
in every cne of the three depression years 1931-33, It
should be remembered, however, that these observations are
based on aggregate figures for groups of corporations;
it is quite likely that some of the highest individual
ratea of profit are earned by the smallest companies, and
sane of the lowest rates by the largest companies. Fur-
thermore, the tendency of large companies' profit rates
to be higher than those of small companies disappears if
officers' compensation is included in profits. 8/
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Such comparisons as these do not indicate that =mall
companies are less efficient than large ones. It goes
without saying that profitability is related to many more
factors than size alone, For example, the fact that large
companies are more integrated than small ones, both ver-
tically and horizontally, 9/ explains, at least in part,
the greater stability of the large companies' earnings,
and the smaliness of their losses, Again, in amall cor-
porations it is more difficult than in large ones to draw
the distinction between remuneration for labor services
and return on capital, and therefore the respective prof-
it ratios may not be comparable even if accounting defi-
nitions are identical. In short, it is practically impos-
sible to find manufacturing companies that are the same
in every important respect save asset size, and therefore
the relationship between size and profitability can be
only roughly indicated, 10/

The financial characteristics of large and small
manufacturinz corporations differ also with respect to
various operating and balance sheet relationships. The
small enterprise relies more heavily upon short-term
funds for its financing than the large corporation: in
relation to total assets the smaller company has less
funded debt and less net worth than the larger company,
and more accounts payable and more notes payable, In ad-
dition, the general credit position of the small corpora-
tion appears to be not quite so strong as that of the
large enterprise., For example, the small company has a
lower ratic of current assets to current liabilities,
less owned capital in relation to borrowed funds, 11/ and
a higher proportion of total debt represented by current
items, 12/

These comparisons indicate that small manufacturing
corporations are more susceptible to fallure than large
enterprises, The latter, since they have a stronger lig-
uidity position, ecan "live on their surplus" 13/ for a
longer time, and thus during periocds of business strain
they are more able to continue their former policles,
both financial and economic. Furthermore, the ownership
structure of large companies - with a great many persons
directly dependent upon the enterprise - is such that a
reorganization to forestall general liguidation is usual-
ly arranged before the threat of insolvency becomes imme-
diate, This higher failure rate among small companies,
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with its consequent revaluation of properties, is perhaps
not unrelated to the fact that during periods of cyclical
contraction employment appears to decline more sharply in
the large-scale sectors of our industrial economy than in
those sectors where small concerns predominate, lﬁ/

Differences in the relationships of various operat-
ing items and of warious balance sheet items are, in
fact, a fundamental critericn for any comparison of busi-
ness concerns, and the analysis of such relationships in
the amall corporations of certain selected industries is
the primary purpose of the present study. But before pro-
ceeding to a discussion of these specifie industries it
may be well to indicate certain typical relationships of
this kind in the entire body of small mamufacturing com-
panies, The data are made available by a compilation of
income tax returns, prepared annually by the Treasury De-
partment, which shows the distributicn of corporation as-
sets and liabilities (including net worth), The following
description is based on the returns for 1936, 15/ the fi-
nal year of the span covered by this study. In that year
the manufacturing corporations that submitted balance
sheets were classified in sixteen industrial groups,each
group broken down according to asset size, The figures
used here pertain to the aggregate of corporations in the
under-$250,000 size class of each industrial group,

The assets of business concerns include the physical
equipment necessary for the production of goods and serv-
ices, and also such other items as cash, receivables and
security holdings, To finance the acquisition and hold-
ing of these assets the concern acquires funds from var-
ious sources: owners, long-term creditors, short-term
creditors.  The relative l1mportance of these various
sources depends to some extent on technologiecal factors,
but other considerations, such as the personal wealth of
the owner and the nature of the demand for the company's
product, are also important.

In all but one of the sixteen groups of small manu-
facturing corporations distinguished in Table 1 owners!
equity constituted in 1936 half or more of the total 1i-
abilities (including net worth), petroleum being the
single exception. For most groups the proportion lay be-
tween 50 and 60 percent, but for a few - chemicals, to-
bacco and paper - it was slightly above this range. Long-



Table 1 ~ ALL MANUFACTURING CORPORATIONS WITH TOTAL ASSETS UNDRR $25C,000
Selacted Financial Preportions, by Industrial Group, 1936 a/

% of Total Assets % of Total Sales b/ Compiled Net Profit c/

Industrial Notes & Long- Nat. Infof In% of
Group Accounts  Term ngzh I:g:;- Capital E:::%s Tetal Net

Payable Debt. Aszets Sales b/ Worth

Food & kindred producta 26.5% 8,12 58.2% 7.0% 19.3% 39.2% 0.8% 3.3¢
Liguors & beverages 26,2 8.4 55.9 8.4 2L.6 51,4 5.4 19.0
Tobacco products 29.1 3.3 62.2 20.4 11.5 60.1 0.1 0.2
Textile mill products 32.7 6,1 52.7 12.1 15.6 45.0 0.2 1.0
Clothing & apparel 8.7 2.3 52.1 8.0 3.1 25.4 g.2 1.2
Leather & its manufactures 35.0 3.2 54.7 11.9 7.2 35.9 0.1 Jub
Rubber products 27.5 5.8 57.7 11.0 20,0 52.9 2.3 7.5
Porest products 29.5 7.2 5Lk 17.3 20,5 67.0 0.4 1.1
Paper, pulp & products 26,1 Sl 60.8 11.3 19.7 5344 2.2 6.8
Printing & publishing 24,8 7.8 57.5 6.5 23.7 65.5 1.4 3.7
Chemicals & allied products 2,2 0.7 63.1 11.8 18.8 VAN 2.5 6.1
Petroleum & allied products 9.4 6.7 42.9 4.9 19.2 41.9 1.2 b.4
Stone, clay & glass products 23,7 8.4 58.7 15.1 43,0 91.9 1.6 2.9
Metal & 1ts products 25.2 A 59.4 14.8 23.1 66,3 2.8 7.0
Motor vehiclas & parts 29.9 10.3 50.0 13.9 18.1 55,2 c.5 2,2
Mfg. not elsewhere classified 29,0 6.7 Sh.4 14,7 15.8 58.7 0.6 2.0
ALL SMALL WFG. CORPORATICONS 28,0 6.5 57.0 10,8 17.8 50.6 1.3 [N

2/ Based on Treasury Department, Statlstics of Inecame for 1936, Part 2 (Washingzton 1939) Table 6,
b/ Sum of "grosa aales™ and "gross recelpta from operations,"
g/ Before federal income taxes and undlstributed profita taxes, items not shown separately in the source,
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term creditors held only a small proportion of the claims
on the total assets of these companies, their share
amounting to as much as 10 percent only in the case of
motor vehicles, and running around 6 percent for most of
the groups. Notes and accounts payable, on the other
hand, constituted a large part of total liabilities in
every industrial group. Even in stone and chemicals the
proportion was as high as 24 percent, while in clothing
and petroleum it reached 39 percent. This difference be-
tween the relative importance of short- and long-term
credits for small manufacturing corporations has impor-
tant implications for the analysis of credit requirements
presented in a subsequent chapter,

The distribution of a company's assets is more di-
rectly and more decisively influenced by technolegical
factors than is the distribution of its liabilities: one
type of production requires a much greater investment in
plant, for example, than another type., But it is also
true that in a dynamic econcmy, where frequent technolog-
ical and price changes render it difficult for business
enterprisers to make any long-time price and cost calcu-
lations, the longer an entrepreneur must keep his busi-
ness funds tied up in physical assets the greater are the
production risks that confront him as a result of cycli-
cal fluctuations in general business, He is at the mercy
of technological changes if he has a large investment
in equipment that will not wear out for ten or fifteen
years, And another entrepreneur with a large investment
in inventory will stand to lose if prices decline sharp-
ly. Therefore a fundamental distinction between business
enterprises is the relative amount and distribution of
their physical assets,

Among the sixteen industrial groups 1in Table 1,
c¢lothing manufacture had by far the smallest investment
in physical assets (inventory plus net fixed property) in
relation +to sales - only 11 percent; leather, next to
clotning, had a percentage of 19, The industrial groups
with the heaviest investment in physical assets were
stone, clay and glass products, with a proportion of 58
percent, and forest products with 42 percent. Stone and
forest products showed relatively heavy investments in
inventory as well as in land, plant and squipment; cloth-
ing and leather registered a fairly average proportion of
inventory, but a far less than average proportion of net
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fixed property. Among the sixteen groups the inventory
ratio varied less than that of net land and plant, but in
general the figures in Table 1 are an inadequate indica-
tion of these variations because many of the industrial
groups are so broad that they conceal or average-out im-
portant differences,

The total assets of small manufacturing corporations
averaged about half their sales in 1936. The figure was
as low as 25 percent in clothing, and definitely under
the 50 percent mark in leather, food, petroleum and tex-
tiles, On the other hand, it was over the 60 percent
level in tobacco, forest products, printing, chemicals
and metals, and as high as 92 percent in the stone group,
whose volume of business in 1936 had not recovered from
the depression to the same extent as that of the other
manufacturing groups.

In each of these industrial groups net income (be-
fore income taxes) was positive in 1936, but it repre-
sented only a small proportion of sales, The liguor
group's 5.4 percent profit on sales was the highest pro-
portion; the profits of the other groups were around 2
percent or lower, and in textiles, clothing, leather and
tobacco they were 0,2 percent or lass, The rate of re-
turn on owners' equity ran considerably higher, of course,
but with little change in the comparative position of the
various industries. In this relationship, too, tobacco,
leather, textiles and clothing (also forest products)
were at the bottom of the 1list, with percentages of 1
percent or less, and liquor was high, with 19 percent;
rubber was a far second, with 7.5 percent return on net
worth., These figures, however, are an inadequate repre-
sentation of the return on the owners! actual investment,
because in many instances the net worth figure reflects
sizable accounting revaluations and because in small com-
panies the officers' compensation sometimes includes what
could more properly be called a return on equity., This
last point will be elaborated presently in reference to
the profitability of the sample corporations.

THE SAMPLE INDUSTRIES

] Adequate data are not avallable for a detailed anal-
¥sis of the financial struecture of all small manufactur-
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ing corporations over a period of years. But special
data permit a detailed study, for the period 1926-36, of
samples of small manufacturing corperations in the fol-
lowing five industries: baking {principally bread, but
also pies and cakes - classified in the "food and kindred
products'" industrial group of Table 1); men's clothing
{men's and boys' suits, coats and overcoats - classified
in the "clothing and apparel” industrial group); furni-
ture {chiefly for household use - classified in the "for-
est preoducts" industrial group); stone and clay productas
(mainly brick and tile, but also cement blocks and cut
stone -~ classified in the "“stone, clay and glass prod-
ucts" industrial group)}; and machine tool manufacturers
(including machine tool accessories - classifjed in the
"metal and its products" industrial group).

These five industries were selected not only because
they are characterized by small enterprises and consti-
tute fairly homogeneous industrial divisions, but also
because they exhibit fundamental differences in financial
structure and represent significant classes in econcmic
goods, The baking, men's clothing and household furni-
ture industries produce consumer goods; stone-clay is
both a consumer and a producer goods industry; machine
tool manufacture is exclusively a producer goods indus-
try. Both furniture and stone-clay are closely related
to the important construction divisicn of our economy,
while machine tool manufacture is so vital to our heavy
industries that it plays a key role, especially in a war
economy. 4nd in still another important respect the in-
dustries treated here are broadly representative: the
product of the baking industry is perishable, that of
nen's clothing semi-durable, and that of the cther three
industries durable, Finally, the five chosen for study
include a rapidly expanding industry (machine tool) and
a deglining industry (stone-clay),

There are numerous reascns, varying in significance
in the different industries, why small companies are pre-
dominant in the fields of manufacture represented by the
present samples, For one thing, these industries demand
the relatively flexible management which is generally
characteristie of small businesses, Another reason is
that in the industries studied here a small investment is
usually all that is necessary., Further relevant factors
affecting size in greater or lesser degree are the bulk
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and perishability of the product in relation to its mar-
ket, and specialization of the manufacturing process,

This report is the first analysis of its kind devot-
ed to small corporations., Heretofore studies of the fi-
nancial structure of manufacturing corporations have been
confined to the larger enterprises, simply because data
on the smaller companies have not been available, It is
not necessary for small concerns to publiclize their fi-
nancial statements, partly because there is no large body
of outside investors to be kept informed, and partly be-
cause government regulation of their affairs has been
relatively slighti Thus the only institutions likely to
have information on their financial conditions are the
governmental taxing authorities, the banks and other
lending agencies, certain trade associations and mercan-
tile credit organizations.

For corporations the income tax authorities can pro-
vide the most complete socurce of data, since every incor-
porated business is required by law to file an income tax
return with the federal government. This return calls
for a complete balance sheet, a rather detailed income
statement and various supporting schedules, Although
business accounting has grown rapidly since the turn of
the century, there are undoubtedly many very amall cor-
porations today whose only financial statements are the
duplicates of their tax returns. The data collected on
income tax returns are not, of course, ideally suited to
economic analysis, They are collected primarily for ad-
ministrative reasons, and their use in such studies as
the present one is subject to certain qualifications
which will be elaborated in subsequent pages, They do,
however, provide a very detailed and significant body of
information.

The tabulations of federal income tax returns on
which the present analysis is based were compiled for the
Department of Commerce by the Income Tax Study, an under-
taking of the Work Projects Administration spensored by
the Treasury Department, These tabulations were pub-
lished in a monograph prepared by the Department of Com~
merce for the TNEC, lé/ and were made available to the
National Bureau in advance of publication. Two samples
of corporate financial statements were drawn, one from
the 1926 tax returns and one from the 1930 returns, The
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first drawing consisted of 939 corporaticns, divided
fairly evenly among the five industries; the second con-
sisted of 262 cerporations. The 1926 drawing represent-
ed, originally, perhaps about a tenth of the number of
smzll corperaticns in these industries and about a fifth
of the volume of business, 17/ For both drawings returns
for succeeding years through 1936 were then taken from
the files, It was found that some of the corporations
cortirued to file returns through 1936 and that a great
many others ceased some time during the pericd covered.

Every attempt was made to ascertain whether these
companies actually ceased filing returns. Companies in-
velved in mergers and consolidations had been excluded
from the drawing, a process that was comparatively easy
because the tax return requires information concerning
the predecessor business of the reporting corporation,
Yerification of apparent discontinuances was somewhat
mere difficult, It involved, first, a thorough search of
the Bureau of Internal Revenue files in Washington. On

re basis of this search a list was prepared of all com-
panies that apparently ceased filing returns, This list
was then sent to the various Collectors of Internal Rev-
enue, who searched their records for further information
on the listed corpeoraticns. As a result of these inves-
tigaticns it may be said that the companies finally re-
maining on the list of discontinuances are corporations
that actually ceased filing returns, according to all the
available records of the Bureau of Internal Revenue, This
dees not mean that all these companies were failures in
the legal or even in the economic sense; some may have
discentinued business voluntarily, and others may have
changed to a sole preprietorship or partnership form of
organization. Nor did the owners of these enterprises
necessarily disappear from the business scene: of the
mary snall enterprises that are launched every year, a
considerable nurber are started by men who have failed
in other ventures. But the corporate entities were dis-
solved, and probably in the great majority of instances
the owners lost most, if not all, of their equity.

The following figures, on the 1926 drawing, show the
total number of companies in the various industries that
ceased filing returns at scme time during 1927-36, and
also the number that discentinued during the prosperity
years 19527-29, during the depression years 1930-32, and
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Total Total Dis- Discentinu- Discontinu- Disgontinu-
1926 cont 1nu~- ances in ancesa in ances in
Drawing ances 1927-29 1930-32 1933-35
Baking 185 104 38 37 29
¥en's clothing 191 145 s3] 55 2.'.‘;
Furniture 194 128 58 Ll 28
Stone-clay 134 114 L9 36 29
Machine tool 185 67 26 17 PIN
TOTAL 933 558 237 139 132

during the recovery years 1933-36. 18/ Three-fifths of
the 939 corperations in the original 1926 drawing discon-
tinued some time during the succeeding decade -~ a period
marked by severe depression. Except in the machine tool
group at least a fifth of the original number of compa-
nies went out of existence in the first three years after
the drawing, and in men's clothing and furniture this
proportion was about one-third, These high proportions
of early discontinuances - especially since they occurred
during the prosperous years 1927-29 - are evidence of the
high mortality rate among small corporations, stressed
above,

Over the entire period the highest proportion of
discontinuances - three-fourths of the original drawing -
occurred in the men's clothing group, and the smallest ~
about a third of the original drawing - in the machine
tool group. The intermedlate proportions found for the
other industries were somewhat nearer the higher than the
lower of these extremes; of this intermediate group bak-
ing fared best, and was followed by stone-clay and furni-
ture, The industries appear in the same order whether the
entire period 1927-36 is considered, or only the prosper-
ity years 1927-29, and they appear in substantially the
same order also in the depression years 1930-32, It
should be remembered, however, that the samples becone
more biased each year in faver of the successful compa-
nies, and therefore it is not justifiable to calculate
from these data a discontinuance rate purporting to show
what proportion of all the companies in a given industry
is likely to go out of business in a given year. This
success blas makes it particularly noteworthy that prac-
tically as many of the machine tool companies disappeared
in the 1933-36 recovery years as in the 1927-29 prosper-
ity, a finding quite at variancé with that for any other
industry, And conversely, only one-fourth of the machine
tool discontinuances occurred during the depression years
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(1930-32), while for all the other industries a third or
more of the total discontinuances occurred during this
period. The relatively large number of discontinuances
in the machine tool sample during 1933~36 suggests that
in this industry the owners are able to postpone liquida=
tion longer than in the other industries studied here,
Men's clothing and furniture companies, on the other
hand, liquidate quickly when business conditions become
adverse, as is indicated by the fact that four-fifths of
the discontinuances in these groups occurred before 1933.

Although these data do not permit temporal compari-
sons of discontinuance rates it is possible to compare
such rates for a prosperity period (1927-29) and a de-
pression period (1931~33) by examining the discontinu-
ances found in the first three years after the 1926 draw-
ing and those found in the first three years after the
supplementary 1930 drawing, The following figures show
these discontinuances, in percent of the number of compa-
nies in the respective original drawings. 19/ In every

Discont. 1927-2 Discont. 1931-
31225 Drauingi HQE Dravri.ngi

Baking 21% 28%
Men's clothing 5 b
Furniture 0 47
Stone-clay 27 20
Machina too) 1L 20

industry except stone-clay the rate of discontinuance was
higher in the 1931-33 period of depression than in the
1927-29 period of prosperity, The stone-clay exception
is glaring, but it may be partially explained by the fact
that in this industry a good deal of ligquidation and con-
sequent weeding-out occurred before the deflation of the
1530's, The postwar peak in the stone-clay industry was
reached in the middle 1920's, and thereafter many of the
weaker enterprises in this industry began to drop out.

This survey of the discontinuance record of small
manufacturing corporations suggests that the present
analysis of the capital and credit requirements of such
enterprises suffers from an important limitation, Because
the number of small manufacturing corporations did nct
decrease notably over the period covered, there must have
been a heavy influx of new companies into these groups,
The financial requirements of these new companies cannot
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be studied by means of the present data, and there is no
way of knowing whether they differ significantly from
those of the swviving companies in the samples,

There is cne more point of general interest regard-
ing the companies in the present samples. Among the
small corporations that continued to operate over the en-
tire period profits, regarded as net income, were ex-
tremely low, especially in furniture, stone-clay and men's
clothing, For the different industries the average net
income 20/ over 1926-36 amounted to the following per-
centages of average net worth: 21/ baking 4.3; men's
clothing 0,3; furniture -G.8; stone-clay 0.2; machine
tool 1.8, The baking group's 4 percent return on owners'
equity was high in comparison with the rates for the oth-
er groups; for furniture the rate was actually negative,
and in the twec other low industries it barely escaped be-
ing negative,

These low ratios of net income to net worth suggest
that officers! compensation must be considered in any ap-
praisal of the profitability of these corporations. In
anall manufacturing corporations officers' compensation
is far more important in relation to net income than it
is in large ones, Its dominating magnitude in the pres-
ent samples is illustrated by the followlng figures,
which show its percentage relationship to net income plus
officers' compensation {(1926-36 averages): gg/ paking 79;
men's clothing 99; furniture 109; stone-clay 98; machine
tool 91, These figures de not represent the situation
that existed in each year, but they do mean that over the
entire 1926-~36 period the total compensation of officersa
amounted to virtually the entire amount (except in bak-
ing) o the aggrepgate net profits minus net losses plus
officers' compensation, In other words, the return that
acerued to the owners of these enterprises, whether for
their labor services or their capital investment cor their
entrepreneurial activity, consisted almost entirely of
the item referred to as officers' compensation on the
records of account.

Probably the owners of these enterprises, and of
small enterprises generally, regard their compensation as
officers as part of the return on their investment. The
owner usually has the option of retaining his earnings in
the business, thereby letting them accumulate, or dis-
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bursing them as dividends or officers' compensation, His
decision as to which alternative he will follow is un-
doubtedly influenced by tax considerations, In the choice
between retaining the earnings in the business and paying
them out as dividends, the fact that the latter course in-
volves taxation of the earnings both as corperate income
and as individual income will carry considerable weight,
A further determinant will be the size of the earnings:
the tax on individuals in the upper income brackets is
higher than that on corperations, whereas the income tax
on corporations 1s higher than that imposed on indivi-
duals in the lower brackets, 23/

Because cf these difficulties in measuring the prof-
itability of our samples of small corporations, where the
officers are also the owners, it is advisable to add of-
ficers' compensation to net income whenever it is desired
to deternine an upper limit cof profitability.g&/ The ques-
tion arises, however, as to how much of officers' compen-
sation should be added, 3ince there is no satisfactory
answer to this guestion two sets of figures have been con-
puted, the cne includirg all, and the other cne-half, of
the officers!' ccmpensaticn, The average net income of the
five industries, plus these respective additions, repre-
sented the following proporticns of average net worth
aver 1926-36: 32/

{Including Entire (Including One-Half of
Officera! Compensation) Officers' Comoensation)
Baking 20.5% 12.4%
Ken's clothing 26.1 13.2
Furniture 3.7 4.0
Stone-glay 8,7 4.5
Machine tool 13.0 10.4

These figures - even those that include only one-
half of officers' compensation in profits - suggest that
these companies did not provide their owners such a mea-
gre return as was indicated above: a handsome return is
shown here for each industry except stone-clay and furni-
ture, The ranking of the industries by profitatility is
not notjceably affected by the inclusion of only half in-
stead of all the officers' compensation with profits, but
the ranking shown in the present figures is markedly dif-
ferent from that shown when profits are regarded as net
income alone, In the present computation men's clothing
shifts from third to top place, baking drops from first
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to second place and machine toel from second to third,
In comparison with the other industries the men's cloth-
ing companies represent a small investment on the part of
owners, and this fact may contribute to their shift from
third to first place in the broader computation of prof-
its, Furniture and stone-clay are at the bottom of the
profitability listings regardless of whether officers’
compensation is included in profits, 26/

During this period profit ratios showed a striking
variation from company to company, Some corporations in
these samples reported a net loss of 18 percent or more
of tangible net worth 22/ in the same year that others
reported & net income of 30 percent or more, The wide
variation is illustrated by the following figures, which
show, for a prosperous and for an unprosperous year, the
number of companies for which net income or net loss
amounted to 12 percent or more of tangible net worth.28/

(Neb  (Net  (Net  (Net

Incone) Loss) Inconeg) Losg)

1923 1928 1932 1332
Baking (81 cos.) 30 cos, 7 ¢os. 5 cos 30 cos
Men's clothing (L6 " ) 7 0 1 24
Furniture (66 * ) 1 10 1 42
Stone-clay {70 " ) 15 ) 1] 33
Machlne tool (118 * ) Li 13 1 58

Even in the trough of the depression some of the compa-
nies were very profitable; some incurred serious losses
even in prosperous years.

In ancther study under the Finaneial Aesearch PFro-
gram 29/ evidence is presented showing that among small
manufacturing corporations the dispersion about the aver-
age profit rate is rpreater than that among large, It is
because of this tendency that the average return of prof-
itable small corporations is about as high as that of
large cerporations, even though small corporations in the
aggregate have a lower earnings rate than large ones,

The foregoing discussion of profits suggests the
conclusion that small corpeorations' earning power, and
their success from the owners' point of view, are inad-
equately appraised if officers' compensation 1s ignored.
The owner of a small corporation values the company for
the job it provides him as well as for any return it may
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malkke on his invested capital, In fact, most such owners
probably make no attempt to break down their return into
that on managerial services and that on capital., They
set up in business primarily to provide themselves with
a job, and from the relatively high number of discontin-
uances among small corporations it appears that many of
these would-be entrepreneurs pay a stiff price for that
cbjective.



THE FIVE INDUSTRIES: OPERATIONS
AND FINANCIAL STRUCTURE

Each of the five industries whose small corporations we
are studying is marked by peculiarities of its own - eco-
nomic characteristics that distinguish it sharply from
the others. The ocutstanding feature of the baking indus-
try is the stable demand for its product. The manufac-
ture of men's clothing is a particularly precaricus un-
dertaking. In comparison with other consumer goods in-
dustries furniture manufacture is strongly influenced by
cyclical forces; moreover, it is clcsely correlated with
the construction industry, in which activity lagged dur-
ing the pericd covered by this study, The stone and clay
products industry has been undergoing a secular decline
in business during the past [ew decades. Finally, the
production of machine teols, vital as it is to large-~
scale heavy industry, is particularly sensitive to cycli-
cal forces; today it is of strategic military importance
as well.

The present chapter will describe each of these in-
dustries in turn, l/ presenting a dossler of flve case
studies which should serve as a useful background for the
subsequent composite analyses. The less general observe-
ticns, particularly the discussions of financial charac-
teristics, are based on figures pertaining only teo the
corporations in the 1926 sample that continued in opera-
tion through the period 1926-36. These corporaticns are
believed to be reasonably representative of small enter-
prises in their respective industries, 2/ and it is un-
likely that the success bias causes any serlicus distor-
tien of the general picture. Particuler aspects of the
financial structure of these concerns, such aa profita-
bility and liquidity, reveal sharp variation from suc-
cessful to unsuccessful companies, Generalizaticns on
other characteristics, however, such as the slgnificance
of land and plant in financial structure, may be equally
valid for surviving companies and those that discontinue
business,
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A company that might be regarded as a typical small
manufacturing corporation in any particular industry is
of course a mere abstraction. In this chapter it is at-
tempted, however, Lo present a rough sketch of such a
company - its operations, physical appearsnce and finan-
¢ial structure - for each of the five industries cov-
ered, Descriptions of its physical appearance and the na-
ture of 1ts operations are based on general observation.
Its economic situation is described largely from census
reports covering the entire industry. And its financial
characteristics are averages representing the sample cor-
porations that remained in operation over the whole 1926-
36 period. The resulting composite picture is not neces-
sarily typical in the strictly statlstical senase; but it
introduces into the discussion a certain concreteness,
the advantages of which outweigh the statistical limita-
ticns of the procedure.

BAKING

The baking industry, which is here undarstocd to
comprise small producers of bread, cake and ples, but to
exclude manufacturers of biscuits and crackers, is char-
acterized economically by a relatively local and depend-
able market. The small radius of the market Is attribut-
able to the bulk of the product in comparison with cost,
and te its perishability. The demand for bread frem com-
mercial bakers has remained stable, both cyclically and
seasonally, in spite of the fact that there has been a
secular decline in per capita ccnsumption of wheat. The
reasons why this contracticn has not been reflected in
sales are probably the shift from home to factory baking
and the increase in population.

The basic process of bread-making has always been
simple, It is now generally mechanized, although in some
of the smellest companies many of the operations are
still manual, The development of dough-mixing machines,
continucus ovens and, particularly, bread-cutters and
wrappers has changed the mechanics of production some-
what, but it did not effect any substantial savings of
laber during the period covered by this report, 2/

Many small bakeries operate in their own buildings,
and most of them are located in small and medium-size
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commnities, leaving the baking chains and large commer-
cial bakeries to predominate in the big cities. This
tendency is evident from the following figures, which
show, for cities of different sizes, the average number
of wage-earners in baking establishments in 1933 (rounded
of f to the nearest whole number), and the average value
of products. 4/ It should not be concluded, however,

Populaticn Number of Value of
of City Wage-Earners Froduct.s
Less than 2,500 L $18,000
2,500 - 5,000 5 21,000
5,000 - 10,000 <] 26,000
10,000 - 25,000 8 39,000
25,000 - 100,000 11 52,000
120,000 - 500,000 16 76,000
500,000 and over 12 65,000
ALL CITIES 11 53,000

that very smsll bakeries, such as those in the present
sample, are not found in the big cities. On the contra-
ry, of the bakeries that emplioyed no more than 5 wage-
earners in 1933, more than a third were located in cities
with a population of 500,000 or more. 5/

In what may be called the typical small bakery there
are likely to be several cvens and two or three bakers
with their assistants, é/ There are also a few cutting
and wrapping machines, perhaps operated by girls, and
possibly a delivery truck or two, 7/ The front of the
building may be devoted to a retail outlet for some of
the baked goods. The bakery probably has contracts with
lcecal grocery stores, calling for the delivery of bread
the morning after baking.

Such a small bread-baking corporation would have an~
nual sales amounting to almost three times its total as-
sets, The current debts of the enterprise would be slight-
ly less than the current assets, and would censist large-
ly of accounts payable to suppliers of flour and other
raw materials, The balance of current debt would consist
of notes payable, due within & year (probably bank loans
for the most part), and accrued expenses for such items
as taxes, insurance and interest. The officers of this
fictitious corporation would receive some $7000 in com~
bined salaries, and another few thousand dollars in cash
dividends, in a year such as 1936. 8/



28 Financing Small Corporations

Table 2 - B} BAKING CORPCRATIONS: Composite Balance Sheet
and Selected Income Statement Items, in Thousanda of
Dellers and in Percent of Total Assets, 1926 and 1936 af

Thousands Percent of
Itam of Doliars Total hssets
1926 1936 1926 1936
Agssats
Cash and government bonds $.18 $345 7= e ]
Receivables 553 557 10 10
Inventory 634 560 11 10
Total current assets 1,605 1,462 28 27
Investments B8 18 -z N
land and plant (net) 3,619 3,338 62 b2
Cther assets 452 378 8 7
TOTAL ASSETS 5,76 5,36k 100 100
Lisbilities
Accounts payable 587 709 10 13
Notes payable 657 283 11 5
Cther current liabilitles 91 17 2 3
Total current liabilities 1,135 1,165 2 21
Long-term debt “"5515 ""5'75 —3
Other liabllities 5 17 b/ j4
Gepital stock 3,073 3,046 53 57
Surplus 842 56) 15 11
TOTAL LIABILITIES 5,764 22364 100 100
Income Statement Items
Sales 13,966 14,050 24,2 262
Officers' compensation &61 555 11 10
Depreciation 357 337 6 [
Income taxas 58 L2 1 1
Net incona 377 ik 7 3
Cash dividends 217 <08 4 i

8/ Based on TNEC Monograph 15 {previously cited) Table 1-A in Appendix F.
These statements refer to the end of the calendar year.
b/ Less than 0.5 percent.

As for the actual baking companies in our sample,
several of their financial characteristics (Table 2) are
explained by the dependability of market demand for the
product.,  These companies' relatively stable volume of
sales and earnings cbviously reflects the steady market,
as do alsc their rather small net working capital and
relatively large long-term debt. 9/ When a business is
conducted largely on a cash basls, and its sales income
remains fairly constant, its margin of current assets
over current liabilities can safely be slender, By vir-
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tue of their general stability and their relatively heavy
fixed investment in land and plant, small baking compa-
nies are more attractive to long-term lenders, particu-
larly mortgagors, than small companies in other indus-
tries are likely tc be.

Raw material and fuel costs represent approximately
half the value of products {at factory selling prices) of
the baking industry. The chiefl raw material item is wheat
flour,10/ which, like other agricultural products, under-
went a sharp price decline over the period covered by
this study., The importance of flour prices in the copera-
tions of the baking companies in the present sample is
but inadequately indicated by the size of these companies'
inventory holdings (about 10 percent of tctal assets); a
bettar gauge of the significance of this item is afforded
by the fact that raw material and fuel costs amount te
more than half the selling price. The stability ef the
companies' operations, the rapid turnover of their inven-
tory and the ease with which they can obtain additional
supplies explain why their inventory heldings are small
in relation tc the volume of their business, In 1936 the
sales of the 8l baking companies in the present sample
were 25 times their combined inventory, a ratio more than
three times as large as the correspcnding figure for any
of the other industries studied here. Moreover, the bak-
ing compznies' inventory was compcsed almost entirely of
raw materials and supplies, For the ccmpanies that clas-
sified their inventory the varicus items represented the
following proportlons of total classified inventory in
1936, and these propertions changed very little over the
ll-year periocd: l;/

Haw materials 748 (reported separately by 63 cos.)

Work-in-process 0 ( " " R
Finished goods Lo( " " w20 "}
Suppllies 22 (0w " Lo )

In the baking industry labor costs are not a partic-
ularly large item - abcut a fifth of the value of pred-
ucts, Distribution costs and depreciation together form
a more important item: in 1936 depreciation, in relation
to the volume of business, was even larger for the samole
of bakeries than for the sample of mschine tool companies.
For the bread-bsking industry as a whole about half the
value of output {at factory selling prices) represents
value added by manufacture; the proportion tends to be
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nigher for large than for small bazkeries, and for compa-
nies such as those in the present sample it is about 45

percent. 12/

The gross land and plant of these small baking cor-
porations are divided fairly evenly between buildings and
machinery. Aimost all these ccmpanies own their ovens,
and frequently the building in which they operate. For
the ccmpanies in this sample that showed the breakdown of
their land and plant, the constituent items represented
the following oroportions of total classified land and
plant (gross) in 1936. 13/ Since these small bakeries

Buildings 42% (reported separately by 51 ces,.)
Machinery and equipment 46 { ¢ n7g )
Furniture and fixtures 2 " " b ")
Land 10 ( "w n n g o )

had mcre than half their fixed assets in the form of real
estate it is not surprising that some 10 percent of their
total liabilities represented long-term obligations - an
unusually large proportion for such small manufacturers.
There were scarcely any changes in the land-and-plani
breakcown over the 1926-36 periocd,

To the outside observer competition among the small-
er companizas in the baking industry appears to be keen:
producers' selling prices are much the same, and their
profit mergin is generally small., But the stability of
prices and sales, and the small inventory, tend to mini-
mize the danger of Jloss inhereat in the slender prefit
margin, The aggregate net loss of the 81 companies in
the present sample during the trough of the depression
was considerably smaller, in relation to sales, than for
any of the other four industries.

The profits of a business enterprise generally flue-—
tuate directly with its volume of business, largely be-
cause overhead expenses are relatively inflexible., Wwhen
sales volume is high, prolits are nigh, and vice versa.
But there are times when changes in costs and prices in-
tervene to upset this relationship between sales and pref-
its. It is difficult to discuss, with any degree of cer-
tainty, the varying cost and price situations that con-
fronted the typical small bakery over the period 1226-36.
Its sales and those items of expense (such as depr=cia-
tion) that are customarily itemized on the income tax re-
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turn can be estimated from the present sample, but move-
ments in raw material and labor costs and in selling
orices, which are especially important considerations,
must be inferrsd from other data appliecable to the entire

industry. L4/

In 1926~29 the direct relationship between sales and
profits scems to have been disturbed by a change in the
cost and price structure. As Table 3 shows for the sam-
ple studied hers, the volume of business increased stead-
ily from 1926 through 1929, with no interruption in the
depression year 1927. But the movements of officers’
compensation, depreclation and flour prices caused net
income to fluctuate over this period, The 1927 sales
were the most profitable of this prosperity period, be~
cause then flour prices L5/ dropped sharply while bread
prices 16/ held firm, By 1928 the increases in officers!
conpensation and in-depreciation had apparently offset
the fall in flour prices, for in that vear profits reced-

Table 3 - 81 BAKING CORPORATIONS: Selected
Incone Statement Items, 1926-36 a/
(Dollar figures in thousands)

Officers' Depletion In- Net Net In- Cash
Year Sales Compen- & Depre-— come In- come b/ in Divi-
sation ciation Taxes come b/ Z of Sales dends

1926 $13,966 $661 4357 $58 $377 2.7% $217
1927 14,826 708 412 8l 583 3.9 264
1928 15,034 754 438 bl 313 2.1 218
1929 15,725 834 442 59 538 3.4 223
1926-29 59,551 2,957 1,649 242 1,811 3.0 922
1930 15,130 811 447 4l 08 2.0 238
1931 12,692 761 L1 27 8s 0.7 173
1932 10,246 616 398 21 -266 -2.6 77
1930-32 38,068 2,188 1,263 89 130 0.3 488
1933 10,462 540 373 23 ~47 -0.4 L0
1934 12,408 534 349 22 -72 0.6 A
1915 13,438 518 340 30 ~26 -0.2 54
1936 14,050 555 337 42 144 1.0 208
1933-36 50,358 2,147 1,399 117 -1 &/ 345

%/ Based on TNEC Monograph 15 (previously cited} Table l1-A in Appendix P.
Fiallftzrtincoma taxes, and excluslve af profits or losses from sales of
estate.

e/ Less thap 0.05 parcent.
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ed to thelr 1926 level. The second most profitable year,
1329, also was marked by a concurrent increase in sales
and decrease in flour prices, and would have been a more
profitable year than 1927 had not officers' compensation
increased sharply. Throughcut this pericd the wholasale
price of white bread, as reported in Chicago and New York,
remained stationary,

Cver the entire period 1926-36 small bakeries were
slow to lose and slow to gain, They were never in the
red very deeply, however, as is indicated by the fact
that for the bakeries studied here the annual losses over
the 11 years came to only a small fraction of annual prof-
its, Net losses do not appear until 1932, and were silz-
able only in that year., 35ales began to recover in 1933,
and rose sharply in 1934 and 1935. But net losses per-
3isted through 1935, even though officers! compensation
and depreclatlon continued to decline; the reason was
sharp increases in flour prices, which rose $2.50 a bush-
el in 1933, another $.50 in 1934, and another $1.00 in
1935. By 1936 these small bakers were comfortably in the
black again, but officers' compensation was still below
pre=1933 levels. Sales in 1926 and 1936 were at the same
level, yet net income (before officers! compensation, de-
preciation and income taxes) was 10.4 percent of sales in
the early year and 7.7 percent in the later., In view of
the fact that 1936 flour prices were stlill under their
1926 leval, we must explain this differential in profits
per sales dollar in terms of the lower wholesale bread
price, and the higher wage costs and taxes, that pre-
vailed in the latar year.

The owners and officers of these small bakeries drew
out sizable amounts as officers' compensation and cash
dividends, The compensation withdrawals were marked by
their persistency. Dividends, however, fell off sharply
in 1931 and 1932, and did not resume their pre-depression
level until 1936. Even so, from 1931 to the end of the
pericd dividends greatly exceeded the available nst in-
come (after income taxes), constituting in the aggregate
a heavy drain on the rescurces of this group of small
bakers, Not all companies that suffered increased losses
continued to pay dividends; but it is clear from the ag-
gregate figures that a good many of the companies dis-
bursed dividends that were either equal to or greater
than their net incoue. 17/
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MEN'S CLOTHING

iden's and boys'! clothing manufacturers, 1in sharp
contrast to the bakers described in the preceding sec-
tion, lead a precaricus business existence, Especially
is this true of amall companies like those in our sample.
The owners' equity in the concern is meagre, and often
orie or two bad seasons suffice to place the business in
the hands of creditors. Style changes are less impor-
tant than in some other divisions of the apparel trade,
but even for men's outerwear the variety of fabrics need-
ed usually means that suitings must be woven to order.
The insecurity of the small-scale manufacturer of men's
clothing is attested by the fact that of the 191 compa-
nies picked at random in the 1926 drawing only 46 contin-
ued in existence through 1936, 18/ Thus it is not sur-
prising to find that in these companies the owner's [i-
nancial interest is less than in other small manufactur-
ing enterprises. The owner obtains most of the necessary
raw materials and equipment on credit, and as a result
keeps his loss not much more than that of the creditors
in case of receivership, even though the latters' claims
have priority over his own. Although he is likely to fail
quickly, the emtrepreneur in this business rebounds with
astonishing agility: several months after a forced lig-
uidation he may be back in business, under a new company
name and with a few thousand dollars borrowed from a
friend or relative. 19/

For some years the small manufacturer has been ad-
versely affected by the growth of chains, such as Bond,
Howard and Richman, which tie up the retail outlets and
lead to similar vertical integration on the part of other
large manufacturers., 20/ In New York and Chicago - from
which the bulk of our sample was drawn - the small units
have been harder hit by these difficulties than in cen-
ters like Baltimore, Philadelphia and St. Louis. 21/ In
addition, thers is evidence that the proportion of the
consumer's dollar spent for men's ¢lothing (suits, coats
and overcoats) has been declining secularly, partly as a
result of an increase in sportswaear (not generally made
in the men's clothing factories we are studying).

Men's clothing is a consumer good, but since it is
semi-durable, expenditures thereon are temporarily post-
ponable, Moreover, family buying habits are such thal
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the children's eclothing requirements are met first, the
motherts second, and the father!'s last, For this reason
the men's clothing industry is quickly affected by a cy-
clical contraction in general business, As in most ap-
parel lines, seascnal fluctuations in this industry are
sharp, the two busy seasons of the year being spring and
fall., 22/

A men's clothing concern more or less typical of the
companies in our sample would have total assets around
$70,000, about 85 percent of which would consist of in-
ventory, customers' accounts and notes receivable, and a
small amount of cash and government bonds., The total
claims upon these assets would be divided fairly evenly
between the creditors and the owners, the former holding
short-term claims almost exclusively. The company's an-
nual sales would amount to a figure about three items its
total assets, In a year such as 1936 the salaries paid
to officers would aggregate some $10,000, and the officer-
owners would receive in addition about $2000 in cash div-
idends, representing almost all of the net income, Prob-
ably there would be nc more than two full-time eofficers,
and thus the compensation of each would be fairly ade-
quate. 23/

Table 4 reveals that the investment of the small
manufacturers in the present sample is largely in current
assets, From the very meagre outlay on land and plant we
may infer that most of these companies either farmed out
their tailoring to contract factories or rented their
work shops, possibly both, Contracting is a common prac-
tice among small manufacturers of men's ciothing, They
buy and cut the cloth, send the trousers out to one con-
tracter, the ceats to another and the vests to a third,
The contractors tailor the cut cloth, returning the fin-
ished garments to the manufacturer for assembling and
selling. The latter bears the production risk and pays
the contractors a definite fee, Manufacturers generally
shift from one type of operation to another, or divide
their cutput, tailoring some of their garments and farm-
ing out the remainder.

What little land and plant the sample companies had
consisted mainly of machinery and equipment, plus furni-
ture and fixtures. Only a third was in real estate, and
this third was held by only a handful of concerns. Most
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Table 4 - 46 MEN'S CLOTHING CORPORATIONS: Compesite Balance
Sheet and Selected Incoms Statement Items, in Thousands of
Dollars and in Percent of Total Assels, 1926 and 1936 a/f

Thousands Percent of
of Dollars Total Assets
Item S — e ——
13256 1536 15256 1936
Aasets
Cash and government bonds 339 3211 10% 7%
Receivables 1,579 1,173 45 38
Inventory 1,056 1,296 A L1
Total current assets 2,984 2,680 ab 3
Investments 09 135 2 A
land and plant (net) 276 239 8 9
Other assets 128 92 4 3
TOTAL ASSETS 3,457 3,195 130 100
Liabilities
Accounts payable . 718 319 21 2
Notes payable L4 419 13 11
Cther current liabilities 171 134 5 A
Total current liabilities 1,334 1,372 39 43
Long-tera debt 43 23 1 3
Other liabilities 1 L b/ b/
Capital stock 1,622 1,673 L7 52
Surplus 453 59 13 2
TOTAL LIABILITIES 3,457 1,135 100 pisis)
Incone Statemant Items
Sales 8,569 8,833 247 277
Cffizers' compensatlon 627 451 13 14
fepreciation 23 24 1 1
Income taxes ki 27 1 1
Net income 218 135 ) 3
Cash dividends 142 82 4 3

g/ Based on TNEC Monograph 15 {previously cited) Table 1-B in appendix F.
These statements refer to tha end of the calendar year.
b/ Less than 0.5 percent.

of the small companies in the sample probably rented a
few rooms in an upper flcor of a building in the heart of
the metropolitan district. The constituent land-and-plant
items that were reported represented these proportions of
total classified land and plant (gross) in 1936: 24/

Buildings 24% [reported separately by 3 cos.)
Machinery and equipment 45 { " " Ly S
Furniture and fixtures 19 { " " na3y on )
land g ( n n LI )]
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Raw material cosats in the industry bulk large, Ac-
cording to the Census of Manufactures, expenditures for
materials, and for what little power is used, run around
one-half the factory selling price of the product; labor
costs come to less than a fourth of the value of prod-
ucts, the remaining fourth consisting of overhead and
profits, 22/

The composition of the inventory of men's clothing
mamfacturers, as well as its amount, varies sharply with
the season, Little significance can be attached to the
relative holdings of the various inventory items as re-
ported by the sample of small manufacturers, Little more
than half the total inventory was classified in 19346. In
that year the reports showed raw materials and supplies
constituting 38 and 16 percent respectively of total clas-
sified inventory, and work-in-process and finished goods
10 and 36 percent respectively., 26/ A tabulation pertain-
ing to 10 large manufacturers in 1938 and 1939 shows raw
materials and supplies constituting, together, a third of
the total Inventory, and work-in-proceas plus finished
goods two-thirds, 22/ There are marked differences be-
tween the results of the two tabulations, due probably to
the incomplete reporting in the small manufacturers sam=
ple, but possibly also to a difference in statement dates,
a difference betwsen large and small manufacturers, or
even a difference in time period.

Because of the heterogeneous preduct, and the vari-
ous kinds of raw materials used, it is difficult to as-
certain the various price and cost relationships in the
small-scale manufacture of men's clothing over the 1926~
36 period. Here too this type of manufacture differs
from the bread-baking industry, where both the raw mate-
rials and the final product are fairly uniform. There is
enough evidence, however, to show convincingly that small-
scale men's clothing companies experienced changes in
prices and costs which exercised a strong effect upon
their profits,

For example, although the dollar vclume of sales
made by the sample companies increased steadily over the
1925-29 period (see Table 5) net income did not go up
proporticnately. For this there were two reasons. In the
first place, the prices that men's clothinz manufacturers
had to pay for raw materials and labor held firm - the
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Tabls 5 - ié MEN'S CLOTHING CORPORATIONS
Seiectad Income Statement Items, 192636 a/
{Dollar figures in thousands)

Officers' Depletion In-  MNet Net In-  Cash

Year Sales Compen- & Depre- come In- come by in 1vi-
sation clatior Taxes comeb/ ¥ of Sales dends

1926 $8, 549 $627 $28 34 $218 2.6% 112
1927 2,040 651 32 26 127 1.4 119
1928 9,173 630 35 19 163 1.8 87
1529 9,609 650 32 15 108 1.1 41
1926-29 36,371 2,558 17 9 616 1.7 38%
1930 8,181 573 3 9 -11% -1.5 36
1931 6,792 458 2 5 -279 =41 1
1932 4,843 377 20 4 =257 -7 9
1930-32 19,816 1,408 el pt:} -755 -3,8 “b
1933 5,512 392 4] 2 32 0.5 a4
1934 7467 452 17 18 2 g/ 1
1935 8,599 430 2 24 &5 0.8 2
1936 8,838 451 24 27 105 1.2 82
1933-36 30,816 1,725 a1 B9 204 0.7 12

§/ Based on TNREC Monograph 15 (previcualy ¢ited) Table 1-B in Appendix F.
&/ After incame taxes, and excluslve of profits or lesses from zales of
real estate,

¢/ Less than 0,05 percent.

wholesale price of suiting remained fairly stable, 28/
and average hourly earnings dropped only a fow percent,ng
- but there was a decline in the prices they received for
their finished products. 30/ Second, as is evident from
Table 5, there was no downward revislon of officers' com-
pensation. As a consequence of these twe c¢ircumstances
net income fell 50 percent during this period of general
¢yclical expansion.

In 1933 the wholesale price of men's suits almost
doubled, outstripping the rise in raw material and labor
costs and resulting in a modest profit for these small
manufacturers, after a 1932 loss larger than that suf-
fered in any other year of the 1926-36 period. Selling
prices fell back slightly in 1934, while labor and mate-
rial costs proceeded to catch up; hence a further in-
crease in sales in that year falled to advance profits
markedly. Thus the experience of these small clothing
manufacturers appears to corroborate the thesis that in-
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dustries requiring a large inventory and a relatively
heavy raw material outlay suffer early in depression but
prosper early in recovery.

Other evidence, too, suggests +that men's clothing
manufacturers enjoyed a profitable year in 1933, A study
of 243 manufacturers, including the larger as well as the
analler units, shows net profit amounting to 2.3 percent
of sales in 1933. 31/ For an identical sample of 229 of
these manufacturers a loss of 3.5 percent of sales was
reported in 1932, a profit of 2.7 percent in 1933 and a
profit of 1.3 percent in 1934, gg/ a movement similar
{though at a slightly higher level) to that of the sample
of amall companies studied here.

The dividend payments made by the sample of small
clothing manufacturers were not particularly large over
the 1926-36 period. They declined even during the 1926~
29 prosperity years. Still, small as they were, they ex-
ceeded, over the 1926-36 period as a whole, the net prof-
its minus the net losses of these companies in the aggre-
gate, The evidence indicates, too, that barticular compa-
nies in the sample paid cut in dividends more than they
earned, 33/ Officers' compensation was a large item in
each year, and surprisingly stable, Practically none of
it was earned in 1932, and less than half was earned dur-
ing the 1930-32 period as a whole.

FURNITURE

Purchases of furniture involve relatively large out-
lays on the part of consumers, and sales fluctuate sharp-
ly with changes in general business. Individuality of
design and finish is an important competitive factor, es-
pecially for the higher-priced grades of furniture, When
demand for the more expensive products falls off relative-
ly sharply, as during business depression, manufacturers
tend to shift to cheaper designs and finishes,

The average asset size of the furniture companies in
the present sample is about $100,00C, some $30,000 larger
than the average size of the small enterprises in the
other industry samples. An enterprise that could be re-
garded as fairly typical, according to the convention cut-
lined above, would consist of an office housing the owner
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and a bookkeeper, and the factory proper. If the company
manufactures upholstered furniture it probably buys the
frames ready-made; otherwise they are made in a separate,
woodworking section of the plant, In either case the
plant buys the stuffing, the coil springs and the cover-
ing fabrics. The parts are put together on a series of
tables, similar to an assembly line except for the ab-
sence of a continucus conveyor, The manufacturer may
have a showroom at his factory, but it is not likely to
be pretentious, If the purchasers do not actually visit
the factory, selling is probably done by means of pic-
tures of the finished product and swatches of the cover-
ing upholstery fabric. Probably a large part of the out-
put is sold to the big urban stores, which give it a
brand name of their own choosing. In a year like 1936
the sales of an average small furniture company might to-
tal about $150,000, officers' compensation about $7000,
and cash dividends to the owner-officers about $3000.2&/

From the information given in the income tax returns
it is not possible to distinguish with certainty between
the companies that manufacture upholstered furniture and
those that produce case goods such as dining-recom and
bedrcom sets, but in our sample the former are probably
in the majority, For one thing, the sample companies are
small, and manufacturers of upholstered furniture tend to
operate on a smaller scale than the makers of case goods,
Second, the upholstered furniture manufacturers are most
cften located in the urban centers, while the case goods
companies are situated maiply in the rural areas, and of
the companies in our sample about one-third were in cit-
ies of 1,000,000 population or more, about two-thirds in
cities of 50,000 or more. 35/ It has been estimated by
one who is familiar with the furniture industry 36/ that
in the present sample the upholstered furniture manufac-
turers probably outnumbered the case goods companies two
to one,

The manufacture of furniture, especially of the high~
er grades, is fairly concentrated in five principal cen-~
ters: Grand Rapids, Michigan; Jamestown, New York; Evans-
ville, Indiana; Chicage, Il1linois; and High Point, North
Carclina. These centers achieved their dominant position
many years ago and have gince maintained it, slthough
there is some evidence that the manufacture of furniture
has been decentralizing in recent decades. 37/ Wholesale
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and retail sales are highly seasonal; manufacturers' ship-
ments reach & primary peak in September or Cctober, and a
secondary peak around March, 38/ the fall peak resulting
from the culmination of summer building activities and
fall moving day. Seasonal fluctuations in plant opera-
tions appear to be considerably less marked, l‘)/

The small companies that make up our sample had a
large net worth (almost three-fourths of their total li-

Table & - 66 PURNITURE CORPORATIONS: Composite Balance Sheet
and Selected Incorw Statemsnt Items, in Thousands of Dollars
and in Percent of Total Assets, 1926 and 1936 a/

Ihousands Percent of
of Dollars Total Asseis
Itex m—— _—
1926 1936 1926 1936
Assets
Cash and government bonds $633 $,15 9% of
Receivables 2,234 1,836 n 28
Inventory 2,068 1,779 29 27
Total current assets 4,935 4,030 69 61
Investments 174 231 2 4
Land and plant {net} 1,975 2,122 28 33
Other aasets 81 120 1 2
TOTAL ASSE?S 7,165 6,503 1W 100
Liabilities

Account s payable 891 923 13 14
Notes payable T 437 1c 7
Other current liabilities 91 160 1 3
Total current liabilities 1,716 1,520 24 24
Long~term debt. 89 284, 1 4
Other liabilities 86 B/ 1 </
Capital stock 3,197 3,275 45 5C
Surplus 2,077 1,420 29 22
TOTAL LIABILITIES 2.165 6,503 100 100

Incoms Statement Items
Sales 11,484 10,049 160 155
Ctficers' compensation 602 L8 8 7
Dapreciation 144, 12 2 2
Income taxes 67 63 1 1
Net income . 226 5 3
Cash dividends 284, 202 L 3

A/ Based on TNEC Monograph 15 {previcusly cited) Table 1-C in Appendix P.
These stataments refer to the end of the calsndar year,

b/ Lless than $500.

¢/ Lless than 0.5 percent.
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abilities) and a sizable volume of current assets (about

two-thirds of total assets), as is evident from Table 6.

Their large inventory reflects the wide variety of thelr
products, and the size of their receivables indicates ex-
tensive credit sales.

In furniture manufacture the cost of materials 40/
is a relatively important item, constituting about 45
percent of the value of products. For case goods compa-
nies lumber is the prinecipal raw material item, but for
upholstered furniture manufacturers, which predominate in
the present sample, the covering fabries represent the
bulk of the raw material cost., Persons familiar with the
industry assert that in this field of furniture manufac-
ture three-fourths of the cutlays for raw materials and
supplies goes for piece goods, and this observation is
supported by & comparison of census data on the raw ma-
terials cost of furniture manufacturers, exclusive of
their outlays on wood, with the total output of the up-
hol stery wire-spring industry. Labor costs account for
about a third of the value of products, and the remaining
fifth represents overhead and profits. Woodworking ma-
chinery is extensively used in the manufacture of case
goods, and in making frames for upholstered furniture,
but since most of the companies in our sample produced
upholstered furniture and bought frames ready-made, and
since woodworking machinery has a comparatively long life,
the machine cost for the sample as a group was relative-
ly small,

Almost half of the gross land and plant of the small
furniture companies in the present sample consisted of
buildings, and much of the remainder was in machinery and
equipment, In 1936 the total classified land and plant
(gross) was divided as follows: 41/

Buildings 4LO% (reported separately by 36 cos.)
Machinery and equipment 38 ( o " "6 " )
Furniture and fixtures 3 (. " "s53 ")
Lang 13 { " " LS R

Two-fifths of the inventory holdings of these compa-
nies represented finished goods, the balance being about
evenly divided between raw materials and work-in-process.
The accompanying figures show the 1936 breakdown of the
total classified inventory of this sample. 42/ There
were several changes in these proportions over the period



az Financing Smali Corporations

Raw materials 28% (reported separately by 32 cos.

{ )]
Work-in-process 27 ( " n28 " )
Finished goods 40 { " " 35 )
Supplies s { " 18 "}

1926-36, but the omly ones that appear to be significant
were an increase in the finished goods component and a
decrease in the raw material component, Work-in-process
increased in relation to total inventory, but some of
this 1increase is probably explained by a more complete
reporting of this item,

The 1926-28 decline in the profits of small furni-
ture manufacturers, evident from Table 7, appears to be
explained by a fall in selling prices 43/ not fully com-
pensated for by declines in piece goods and lumber pric-
es. 44/ The effect of changing price and cost relations
during 1929 and the immediately following years is ob-~
scured by a large and extraordinary capital gain recorded
in 1929, probably by a company in the sample which dis-
posed of a piece of real estate that had appreciated enor-

Table 7 ~ 6b FURNITURE CORPORATIONS: Selected
Income Statement Items, 1926-36 a/
(9ollar flgures in thousands)

Officers' Depletion In- Net Net In- Cash

Year Sales Compen- & Depre- come In- come by in Divi-

sation ciation Taxes come b/ of Sales dends
1926 811,484 $602 $Lid 867 $374 3.3% $28)
1927 10,984 617 158 58 285 2.6 186
1928 11,178 639 174 LB 232 2.1 167
1929 12,160 764 182 158 215 1.8 284
1926-29 45,806 2,622 658 331 1,106 2.4 921
1930 F,328 683 177 69 =313 -J.4 242
1931 7,397 522 160 13 =339 ~4.4 206
1932 [PYAN. 336 i31 ) -768 -17.3 164
1930-22 21,181 1,540 t_.§_§ g ~1,420 -6,7 612
1933 53557 333 132 21 -132 =2.4 13
1934 6,075 368 121 18 -178 -2.9 &4
1935 7,988 379 120 1 -85 ~1.1 70
1926 10,049 478 112 63 226 2.2 202
1933-36 29,669 1,558 485 133 -169 ~0.8 269

8/ Based on TREC Monograph 15 (previously cited) Table 1-C in Appendix F.
14 lArLertxncme taxes, and exclusive of profits or losses from sales of
real estate.
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mously in value.&j/ This operation seems to have had the
effect of boosting dividends, officers' compensation and,
of course, income taxes in 1929, thereby decreasing the
net income exclusive of capital gains and losses, It was
probably because of this windfall gain that offjicers! com-
pensation was maintained at an upusually high level in
1930 particularly, and also in 1931, thereby swelling the
net losses reported in those years, But the large net
loss in 1932 can be explained only by the very small vol-
ume of business, The fact that these companies' opera-
tions continued to be unprofitable through 1935 may be
explained by the relatively modest recovery in their vol-
ume of business, in conjunction with increases in lumber
prices and average hourly earnings 46/ and probable in-
creases in piece goods prices.

Cash dividends for the present sample declined in
1927 and 1928, but rose abruptly in 1929, presumably be-
cause of the windfall gain. Dividends fell sharply in
the years of cyclical contraction but in 1932 they were
still as high as they had been in 1928, thus reflecting
the continuing effect of the large 1929 capital gain, By
1933, however, the effect of this capital gain seems to
have disappeared from the cash dividend series. Although
dividends increased in 1934 it was not until 1936 that
they returned to their pre-depression level.

STONE~-CLAY

The manufacture of brick and tile 47/ has been un-
dergoing a secular decline over the past several decades.
This jndustry attained an all-time production peak, in
terms of common-brick ecuivalents, early in the present
century. ég/ Since then the development of competing ma-
terials, particularly structural steel, has cut down the
market for common brick, the most important product of
the industry. Also, since 1927, this field of manufac-
ture has been strongly affected by the lag of construc-
tion activity. The financial statements of the present
group of small, incorporated manufacturers of clay and
stone products, largely brick and tile, reflect this
slump in the industry. Thelr sales began to drop after
1928, falling off more than those of the other sample
groups; in comparison with the other groups their depres-
sion losses were larger, in relation to sales, and .in
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1936 their volume of busineas indicated a less extensive
recovery.

4 small brick plant that might be regarded as more
or less typical of those included in the present sample
would have total assets of about $75,000., In a year such
as 1936 officers' compensation would average $5000, and
withdrawals in the form of cash dividends would run al-
most as high, 49/

Brick-making requires extensive physical equipment
and a large nurber of workers: the labor is almost en-
tirely unskilled, The plants are usually located near
clay deposits, on the outskirts of a small city and in
the general vicinity of a large urban center. The mined
clay is taken to a storage bin, from which it is conveyed
to a hopper on the top floor of a machine building. TFrom
the hopper the green clay works down through various
grinding and milling operations to the brick-making ma-
chine. When the clay emerges from this machine, pressed
into bricks, it is conveyed to drying rooms, frequently
by hand. COnce dried, the bricks are placed in kilns,
again by hand, and baked for several days, after which
they are sorted and removed to storage sheds. Deliveries
are made by truck,

Most brick and tile products are distributed in a
local market. There are several reascns for this local-
ism: demand is geecgraphically widespread; the necessary
raw materials and unskilled labor can be found in most
parts of the country; the product is heavy and bulky in
relation to its value. Paving brick and some types of
face brick are an exception, their essential raw material
being found only in certain parts of the country.50/ Be-
cause of the local market for most brick and tile prod-
ucts the manufacturing establishments in the industry
seldom reach large proportions. Even the consclidations
and mergers - of which there have been quite a few - have
not resulted in a marked increase in the size of the pro-
ducing unit,.

The manufacture and sale of brick and tile are char-
acterized by a strong seasonal variation, With the ad-
vent of cold weather, mining of the clay and burning of
the green bricks become increasingly difficuit. Many
rlants shut down entirely for three or four of the winter
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months,  Also the demand for structural clay products

falls, of course, with the winter slackening of building
activity. Production holds to a high level in the summer
and early fall; it declines with the appreoach of winter
and reaches a low point in February. Shipments fluctuate
less sharply, but follow & similar timing. Finished

stocks fluctuate the least; they are at their peak (less
than 10 percent above their annual average) in November

and December, 51/ the balance-sheet date for most of the
companies in the present sample.

Table 8 ~ 70 STCNT AND CLAY CCRPORATIONS: Composite Balance
Sneet and Selected Incone Statement Ilems, in Thousands of
Dollars and in Percent of Total 4ssets, 1926 and 1936 af

Thousands Percent of
of Jollars ToLul Assets
Item —— s —
1926 1936 1926 1936
Assets
Cash snd government bonds J645 3461 9% %
Receivables 1,501 1,013 22 20
Inventery 1,955 EATN 15 i4
Total current assets 3,201 2,188 uh L3
Investments 59 221 bl L
Land and plant (net) 3,533 2,692 51 52
Cther assets 161 63 2 1
TOTAL ASSETS 6,364 5,167 100 100
Liabilities
Accounts payahle 599 458 8 ]
Notes payable &l 526 9 10
Cther current liabilities L 195 1 4
Total current liabilities 1,227 3,179 18 21
Long~term debt 23 L4 3 7
Other liabilities 12 2 b/ b/
Capital stock 3,169 3,043 L6 59
Surplus 2,322 591, 1 11
TOTAL LIABILITIES 6,964 5,162 100 150
Income Statement Items
Sales 7,605 5,561 109 3
Cificers' compensaticn 594 343 g 7
Depreciaticn 287 192 4 4
Income taxes as 75 1 1
Net income 490 267 7 5
Cash Qividends 312 264 4 5

gf fased ¢cn TNEC Mcnograph 15 (previcusly cited) Tahle 1-D in Appendix F.
‘hese statements refer to the end of the calerdar vear.
b/ Lless than 0.5 percent .,
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As is evident from Table 8, the financial structure
of the present sample of manufacturers is characterized
by a relatively large investment in land and plant, a
small amount of accounts payable, and an annual volume of
sales barely equal to total assets. In addition to a fac-
tory building with heavy machinery, brick-making enter-
prises comprise clay deposits, drying sneds and burning
kilns. Since the bulk of the raw material consists of the
green clay, an item included under land and plant, ac-
counts payable are small. Inventory is sizable, not be-
cause of the raw material item but because of stocks of
finished goods.

The breakdown for 1936 of the total classified land
and plant {gross) of these small stone-clay companies

Buildings 40% (reported separately by 59 cos.)
Kachinery and equipment 45 < ¢ " THZ
Furniture and fixtures 1 ( " " LTt )
Land 1 (o " RS S

further illustrates their reliance on buildings, machin-
ery ard land. 52/ &lthough the land component is larger
for this industrial sample than for any of the other
groups studied, it is nevertheless understated, because
depletable assets were reported in the "all other capital
assets" category. 22/ Thus most of the clay deposits, es-
pvecially those that were being currently mined, have been
classified as other capital assets; this item, which was
reported by 55 companies in the sample, amounted to 20
percent of the total gross land and plant. It is prob-
ably safe to say, therefore, that as much as a fourth of
the gross land and plant of these companies consisted of
land, including not only land for the buildings but also
clay deposits, and possibly even coal deposits,

As was aiready mentioned, the bulk of the inventory
holdings of these companies consisted of finished goods.
The dollar volume of raw materials was not large, the
clay generally being mined as needed. There was some
work-in-process, and a small amount of supplies. The
1936 breakdown of the total classified inventory was as
follows, 54/ Thesc statements refer, in general, to the

Haw materials 111 {reported separately by 19 cos,)
#hork-in-process 10 " " "l
finished goods 73 | " " 3o g

)

Supplies & n " 26
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end of the calendar year, when brick plant operations are
slack and stocks of finished goods are at their peak.55/

The data available on the cost and price relation-
ships of the stone-clay companies differ in an important
respect from those for the other industries. The cost of
materials constitutes about a third of the value of prod-
ucts in stone-clay, but there is some question whether
this item, as reported in the Census of Manufactures, in-
cludes depletion, which in Table 9 is shown together with
depreciation. Fuel constitutes about half of the raw
material cost and, when derived from coal deposits, may
also figure in the depletion charge. Although payrolls
are an important cost item - more than two-fifths of the
value of products - data on average hourly earnings in
this industry are scarce for the years before 1932,

The 1929 sales of small stone-clay companies, in cur-
rent dollars, were about the same as in 1926, yet profits
in 1929 stood at scarcely more than a fifth of their 1926

Table § - 7C STONE AND CLAY CORPORATIONS
Selected Income Statement Items, 1926~36 &/
(Doilar figures in thousands)

Officers' Depletion In- Net Net Io- Cash
Year Saleg Compen- & Depre- Gome - come by in Divi-

sation cistion Taxes come b/ % of Sales dends

1925 §7,605 $594 $287  $85  BU%0 6.4  $312
1927 8,056 587 319 72 398 L.9 496
1928 8,199 550 £ 68 507 6.2 406
1929 7:653 527 357 30 106 1.4 134
1926-29 31,513 2,258 1,307 255 1,501 4.8 1,258
1930 6,354 539 347 15 -13 -1.8 1%
199 4,098 386 313 7 3% -9.5 14
1932 2,113 263 225 Lo -883 -32,3 68
1930-32 12,565 1,188 386 26 -1,186 -9.4 48
1933 1,874 184 266 7 -3 <1844 16
1934 2,322 189 186 W =163 -7.0 W7
1935 2,791 204 188 33 18 0.6 63
193 Ly 561 343 193 75 267 5.9 264
1933-36 11,548 920 773 129 222 -1.9 3%

3/ Based on TNEC Monograph 15 (previously cited) Table 1-D in Appendix F,
b/ After income taxes, and exclusive of profits or losses from sales cof
real estate,
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level {Table 9). The cause appears to have been a decline
in selling prices between the two years. 56/ If there

was any tendency in 1929 for wage rates to be higher than
those prevailing in 1926 it was probably offset by the

drop in the price of coal, 37/ The increase in depreci-

ation from 1926 to 1929 was offset by decreases in offi-

cers' compensation and in income taxes.

Increasing net losses characterized the years 1930-
32, Even these relatively successful small companies
went into the red in 1930, and by 1932 reported an aggre-
gate loss of 32 cents for every dollar of sales., Sell-
ing prices fell concurrently with sales, but the latter
dropped the more sharply, indicating a decline in the
physical volume of business, 58/

In 1933, when many industries enjoyed at least a
modest upturn in business, the sales of the small stone-
clay companies studied here were even lower than in 1932,
The 1933 net loss was only half that of the preceding
year, however, because selling prices started upward in
1933, wage rates lagged behind in turning upward 59/ and
depreciation charges and officers' compensation continued
to fall. The sharp increase in sales that occurred in
1336, in conjunction with a relatively stable production-
cost structure, resulted in a profit two and a half times
the 1929 net income, even though officers' compensation
was more than two-thirds again as high ag it had been in
the preceding year,

The dividend policy of the small stone-clay compa-
nies in the present sample appears to have resulted in
considerable liquidation of assets over the 1926-36 pe-
riod as a whole., In the prosperocus late 1920's they dis-
bursed the bulk of their net income as cash dividends.
When income fell in 1929, cash dividends were cut sharp-
1y, but the subsequent losses were not accompanied by fur-
ther redactions in dividends until 1932, In other words,
these companies maintained a fairly high rate of dividend
distribution in the early years of the depression., 1In
1333, on the other hand, the entire 70 companies in the
present sample paid out only $16,000 as cash dividends.
In 1936, after operations had again become profitable,
cash dividends jumped sharply teo a level closely approx-
imating that of net income, Over the eleven years as a
whole cash dividends were greatly in excess of net in-
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come: the net losses incurred in 1930-34 wiped out prac-
tically all of the net profits earned in 1926~29 and 1935~
36, whereas the cash dividends disbursed by these 70 com-
panies over the eleven years reached practically 2 mil-
lion dollars. As will be shown in the next chapter, this
difference is to be accounted for largely by a liguida-
tion of both current and fixed assets.

MACHINE TOOL

For the last two centuries machine tools have played
a key role in the development of industry, The perfecting
of the steam engine, for example, was dependent upon bor-
ing and turning machines capable of finishing cylinders
and their pistons to close-fitting dimensions, The prin-
ciple of interchangeable parts, Lo cite a more recent il-
lustration, could not be applied to the problems of large-
scale manufacture until various metalworking machines had
been developed which could finish off a given part in any
quantity, always with identical dimensions. In the pres-
ent. decade the key role of the machine tool industry has
been enhanced even further by the demands of war, The
manufacture of all kinds of armament is dependent upon
machine tools, and the industry has been booming asince
the middle 1930's, originally from its export business -
since military preparations were stepped up abroad some
years ago - and now from domestic demand.

The machine tool industry is an important indicator
of business trends. ég/ This sensitiveness to cyclical
forces is due to the fact that machine tools are sold
largely to manufacturers of producer goods, and reach
virtually every segment of our industrial economy. Ma-
chine tool companies make the metalworking machinery
which in turn is used by companies manufacturing special
industry machines. fThe autcmobile industry demands new
jigs and fixtures and possibly even new machine tools in
its annual retooling for new models, and this industry
&lone absorbed about a third of the cutput of machine
tools in prewar years. In this portion of their output,
and in that used by manufacturers of articles such as re-
frigerators and sewing machines, the machine tool compa-
nies are relatively close to the ultimate consumer; in
the rest, however, they are several stages removed from
the consumer market,
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The wide separation of a large part of machine tool
output from the ultimate consumer market means that
changes in consumer demand are swiftly transmitted to
this industry. 61/ In a period of cyclical contraction
it is among the first to curtail operations, and it suf-
fers a sharper decline in business than do other indus-
tries. The converse is true in a period of cyclical ex-
pansion.

Machine tools are of many types and varieties. The
mest common are turning machines (lathes), which shave
off the metal, and drilling machines are the next most
numerous group; 62/ other types are milling machines,
honing and lapping machines, which polish the metal sur-
face, and, according to some definitions, 63/ forging ma-
chines and presses, Although machine tools make possible
standardized, large-scale production, their manufacture
is specialized and small-scale, As a result of patent
rights and the predominance of technicians and skilled
laborers in this field, machine tool manufacturers con-
stitute a closely-knit industrial aristocracy. The Na-
ticonal Xachine Tool Builders Association, the trade asso-
ciation of the industry, contains fewer than 200 members,
The Census of Manufactures, under its broader definition
of machine tools, reported less than 300 such establish-
ments for 1937.

Closely bound up with machine tool manufacture is
the production of accessories used on machine tools -~
checks, vises, attachments, dies, jigs, small cutting
tools and tool holders. A machine tool producer con-
tracts out to these accessory manufacturers a large part
of his work, and incidentally shares with them the peak
loads in the industry.

It would be difficult to find a machine tool company
that could be regarded as typical of those in the present
sarple., Some of these small corporations produce complete
maciine tools; a majority probably specialize in machine
tool accessories, but in special situations may undertake
the manufacture of, say, a lathe designed for preliminary
rather than final cutting operations on metal. 64/ The
total assets of an average company in the present sample
are about £70,000, In 1936 the compensation of officers
totaled around $10,000 per company, and cash dividends to
owner-officers $3000. 65/ A considerable part of the val-
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ue of output of a machine tool company represents value

added, and thus raw material purchases in the industry

are not large. The most important raw materials are gray-
iron castings, carbon and other steel, cold-rolled steel

and pig-iron. 6&/

The peculiarities of the industry are reflected in
the financial structure of the companies in the present
sample. As is shown in Table 10, these companies' assets
are about evenly divided between current and fixed items,

Table 10 - 118 MACHINE TOQL CCRPORATICNS: Compoaite Balance
Sheet and Selected Tncome Statement Items, in Thousands of
Dollars and in Percent of Total Assets, 1926 and 1936 3/

Theusands Percent of

of Dollars Total Assets

Ites memmemees o ———

1926 1936 1926 1936

Assels
Cash and government bonds $517 81,045 7% 13%
Receivables 1,365 1,610 17 20
Inventory 1,793 1,487 24 19
Total currernt assets 3,615 L2 LB 52
Investments [:Z] 208 1 A
Land and plant (net) 3,359 4,201 45 39
Other asgets L58 195 6 c
TOTAL ASSETS 7,528 8,036 100 G
Liabilities
Accounts payable 723 995 9 12
Notes payable 75% budy 1C 8
Cther current llabllities 195 L35 3 7
Total eurrent liabilitles 1,671 2,135 22 27
long-term debt 329 583 Z -
Cther liabilities 1 5 b/ b/
Capltal stock 4,404 44720 59 59
Surplus 1,123 596 15 7
TCTAL LIABILITIZS 7,528 8,026 100 plae}
income Statement Items

Sales 3,778 11,665 130 145
Gfficers! compensation 1,055 1,146 14 14
Depreciation 11 241 L 3
Incame taxes &0 128 1 2
Net income 332 430 A 5
Cash dividends 205 373 3 5

&/ Based on TNEC Monograph 15 (previcusly cited) Tabie 1-E in Appendix P.
These ststements refer to the end of the calendar year.
b/ Less than 0,5 percent.,
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while their current debts amount to only about a quarter
of their total liabilities., Annual sales are about a
third again as large as total assets,

Machinery and equipment accounted for two-thirds of
the total <¢lassified land and plant (gress) of these
small machine tool and accessory manufacturers in 1936,
the complete breakdown for that year being as follows.§7/

Buildings 25% (reported separately by 51 cos.)
Machinery and ecquipment 65 ( * " w11, v )
Furniture and fixtures 3 { =~ " "ogl ow )
Land 7 ( " " "o o)

These figures testify to the importance, in this indus-
try, of heavy and costly metalworking machinery, and to
the fact that a large number of the samall enterprises
rent their factory buildings.

Inventory holdings are divided fairly evenly among
raw materials, work-in-process and finished goods, as can
be seen from the following breakdown of total classified
inventory for 1936. 68/ In this industry the work-in-proc-

Raw materials 30% (reported separately by 69 cos.)

Nork-in-process 30 { " " " o5y
Finished goods 36 ( n " w37 o)
Supplies 4 ( " n L T

ess component is larger, in relation to total classified
inventory, than in any of the other four, and even so,
its relative magnitude is probably understated by the
foregoing figures. 69/

Value of products in the machine tool industry is
distributed almost equally among wages, raw materials
(including fuel) and overhead plus profits. The produc-
tion of a machine tool is a long job requiring skilled
hands and expensive machinery, 70/ The "feast or famine"
nature of the industry causes, however, a very wide tem-
poral variation in the proporticn of the value of prod~
ucts that is available for overhead and profits.

Information on selling prices and costs for the ma-
chine tool group is scanty, not only because the compa-
nies are spall and closely held but alse because their
product is complex and their raw materials are constantly
changing. The only factor on which usable data are avail-
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able is labor cost, as represented by average hourly
earnings. 71/ Raw material costs and selling prices de-
pend on the particular types of machines produced, and it
would be unjustifiable to offer estimates purporting to
represent the corporations studied here,

The sensitiveness of machine tool companies to cy-
clical forces is clearly illusirated in Table 11, The
1927 contraction in general business was not particularly
severe, yet it is easily recognized in these companies!
net income figures: profits in 1927 were only half of
what they had been the year before. The reaction to the
depression of the 1930's was both prompt and intense,
Sizable losses appeared in 1930. By 1932 the loss per
dollar of sales was larger than the profit in any of the
prosperity years covered, and the volume of business was
not much more than a fourth of the peak it reached in
1923, By 1934, however, the losses had dwindled to the
vanishing peint, and in the next two years there were
comfortable profit margins,

Table 11 - 118 MACHINE TOOL CORPORATIONS
Selected Income Statement Items, 1926-3& a/
{Dcllar figures in thousands)

Officers' Depletion In- Ret Net In- Cash

Year Sales Compen- & Depre- come In- come b in  Divi-

sation  ciation Taxes gome by X of Sales dends
1926 $9.778  $1,055 $311 260 $332 3.4% $205
1527 95550 1,040 326 52 174 1.8 131
1928 11,671 1,191 376 66 517 L.b 210
1929 15,232 1,456 410G in 1,211 8.0 33?
1926-29 46,231 4,742 Lok 309 2,23 4.8 88,
1930 91863 1,149 382 32 =279 -2.8 342
1931 6,589 873 g 15 -503 -7.6 149
1932 fa 341 606 3L1 5 -831 =1%.1 27
1930-32 20,773 2,628 1,064 52 -1,613 7.8 518
1933 4,793 562 259 24 -248 5.2 35
1934 7,211 708 240 46 ~-1i ~0.2 70
1935 8,782 84l 242 as 294 3.2 105
1536 11,665 1,146 21 128 430 3.7 373
1933-36 32,451 3,257 .z 286 462 14 82

3/ Based on TNEC Monograph 15 (previously cited) Table 1-E in Appendix F.
b/ After income taxes, and exclusive of profits or losses from sales of
real estate,
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The 1930 loss was so sizable and sudden that it war-
rants special consideration, particularly in view of the
fact that sales in that year, although considerably small-
er than in the preceding year, were larger than in 1926,
1927 or 1935 - years when these companies were in the
black. It is likely that a considerable part of this 1930
fall in earnings ~ though we are unable to determine how
much - was due to a divergence in the movements of sell-
ing prices and material costs. Another part is probably
attributable to the maintenance of depreciation and offi-
cers' compensation at their 1928 levels (1930 sales were
far below those in 1928} and to an increase in average
hourly wages in the industry. 72/ Depreciation charged
off by the companies studied here fell only slightly from
1929 to 1930, and was higher in these two years than in
any other part of the period covered, Similarly, compen-—
sation of officers, although down considerably from its
1929 peak, was higher in 193C than in any other year of
the period except 1928 and 1929, Thus the abrupt and
heavy loss of 1930 was probably due largely to the in-
flexibiiity of labor costs and of certain overhead itens.
Some of it may have been caused by inventory losses and a

reak in sgelling prices, but it is impossible even to es-
timate the amount of these,

The position of machine tool companies was very fa-
vorable as early as 1934, several years before the out-
break of the current war, 1In that year sales, as indi-
cated by the present sample, were higher than in any ear-
lier year of the period except 1928 and 1929, and were
practically as high as they had been in 1928, Also the
1936 net income, on both a total and a per-dellar-of-
sales basls, was outranked only by that of 1928 and 1929,
The finding that in 1936 net income was somewhat below
the 1928 figure, although sales in the two years were al-
most identical, may be largely explained by the fact that
average hourly earnings were at their ll-year peak in
1936, Rises in raw material costs may round out the ex-
planation, but this item is not likely to have been so
important as the others.

A special tabulation, prepared by the Treasury-WPA
Income Tax Study for the Securities and Exchange Commis~
sion, 73/ makes it possible to show for the years 1536-39
the financial operations of an identical sample compris-
ing 62 of the 118 small machine tool manufacturers dis-
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Tabls 12 - 62 MACHINE TOOL CORPORATIONS
Selected Income Statement Items, 1936-39 a/
{Dpllar figures in thousands)

Officers' Depleticn In- Net, Net In- Cash

Ysar Splea Compen- & Depre- come In- come b/in Divi-

sation clation Taxes come b % of Sales dends
1936 $4,293 $.85 $78 843 $96 2.2% §135
1937 4,772 530 89 29 87 lL.8 154
1938 3,286 376 84 6 -9 -2.9 34
1939 4,175 LLO 80 22 L2 1.0 L
1936-39 16,52 L83l 331 100 129 0-8 *7

4/ Based on Table B-6 in Data Book (see footnote 16 of Chapter 1}.
p/ After income taxes, and exclusive of crofits or losses from sales of
real estate. .

cussed above, The data on the smaller sample, presented
in Table 12, reveal that the 1938 slump was keenly felt
despite war preparations throughout the world. Sales fell
off sharply, net profits turned inte net losses, and both
officers' compensation and cash dividends declined. The
next year saw considerable recovery, but not back to 1936
levels, Over the four years as a whole net income amount-
ed to less than 1 percent of sales.

The 1936-39 movement of sales of these 62 companies
paralleled closely that of the sales of a sample of 18
large machine tool companies (with assets averaging about
%5,000,000}, registered with the Securities and Exchange
Commission, These large manufacturers, however, succeed-
ed in reporting a profit (after income taxes) in every
year of the period. On the otner hand, a sample of 6
large mamufacturers of machine tools (with assets averag-
ing about 34,000,000), not registered with the Securities
and Exchange Commission, sustained a net loss not only in
1938 but alsc, apparently because of special deductions,
in 193%. 74/

It is somewhat surprising that such a thriving in-
dustry should have the extraordinarily meagre net income
per dollar of sales that is revealed in Tables 11 and 12,
It must be remembered, however, that the net incame shown
here is calculated after deduction of officers' compen-
sation as well as income taxes. In small, closely-held
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concerns, in which the officers are also the owners, com-
pensation is naturally adjusted to the available income,
and a large excess of income available for dlstrlbutlon
as cash dividends is not a desideratum. Moreover, many
of the companies in this sample were manufacturers of ac-
cessories, a division in which the profit margin is nar-
rower than in the production of such custom-built items
as turret lathes, thread-grinding machines and borers.



CHANGING CREDIT NEEDS
OF SMALL MANUFACTURING
CORPORATIONS

The financial structure of representative groups of small
businesses was described in the preceding chapter, indus-
try by industry. From the experience of these companies
over the period 1926-36 the present chapter will draw
certain implications that have significance for the gen-
sral problem of financing small enterprises., These eleven
years encompass a period of cyclical expansion (1926-29),
a period of cyclical contraction {1930-32) and another
period of cyclical expansion (1933-35). 1/ The following
pages deal only with particular samples of small enter-
prises that continued in existence throughout these years,
but there is no reason to believe that the findings would
not apply in large measure to small enterprises in gen-
eral, and to both successful and unsuccessful ones.

LONG~-TERM DEBT

An important characteristic of the financial struc-
ture of small manufacturing companies, as revealsd by our
samples, is their small amount of long-term debt. This
was apparent from the case studies in Chapter 2, but it
is sufficlently important to warrant elaboration here.
For each industrial sample, considered as a group, long-
term debt amounted to the following proportions of total
assets, at the beginning and end of the pericd studied.2/
These figures, however, pertain to the aggregate of all
surviving corporations in each sample, and thus give no
indication of the fact that the great majority of the

1926 1936
Baking 8.8% 10,78
¥en's clothing 1.2 2.8
Furniture 1.2 [N
Stone-clay 3.4 6.7
Machine tool [ 7.2
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companies reported nc long-term debt whatever: in men's
clothing 87 percent, and in the other industries from 69
to 74 percent, of the companies repcrted no leong-term
debt in 1936, and in 1926 these proportions were even
higher.

For the corporations that did have such debt the
figures given in the tabulation above are of course a
considerable understatement., In considering these com-
panies, long-term debt cannot be directly computed in
relation to total assets but it can be calculated in re-
lation to net land and plant. On the latter base the
proporticns for the repcrting companies in the various
industries were as follows at the bezinning and end of
the period: 3/

1336 1935
Saxing a0 {(28% of all cos.) 36% (31% of all cos.)
Len's clething At (11 " LI 53 {13 * " ")
Furmiture 30 ( g il t j 34, (27 n n " )
stene-clay 23 (a2 voomop 35 {300 v
Machine tool ETER S FRERL Rl "oy 51 (26 " " oy

We know the ratio of the net land and plant of all
the companies in the samples to their total assets, 4/
and from this ratio it is possible to compute, for the
companies that reported long-term debt, rough estimates
of what such debt amounted to 1in relation to total as-
sets. The resulting propertions are shown herewith. Thess

1926 1935
Baking 194 22%
Men's clothing 4 5
Furniture 2 11
3tene-ciay 12 18
Machine wool 1% 20

estimates, crude as they are, indicate that for particu-
lar companies in these samples of small manufacturing cor-
porations long-term debt constituted an important source
of financing, a source, too, that seems to have increased
in importance over the 1925-36 period. This finding is
corrcberated by data on tne net amount of funds derived
from such debt, and the net amount expended on reducing
it auring three periods of ths decade 1927-30; 5/ a tabu-
latien of these data is presented on the following page,
with minus signs used to indicate the net reductions of
long-tern debt,
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1627-29 1930-32 1933-36

Baking § 23,000 $ 63,000 $11,000
Een's clothing 50,000 -12,000 Q9,000
Furniture 481,000 -214,000 79,000
Stone-clay ¢} 68,000 81,000
Machine tool 350,000 -36,000 ~31,000

It appears that in the 1927-29 period long-term debt
constituted a fairly sizable source of funds for the fur-
niture and machine teol samples., But despite such indi-
cations that Jlong-term debt was of some importance for
certain of these small corporations and in certain years,
the faet remains that it was not a significant source of
funds for the companies in the aggregate or over the pe-
riod as a whole.

"What long-term debt these companies had appears to
have been mortgage debt rather than unsecured bond and
note issues Federal income tax returns in the period cov-
ered by this study called for the breakdown of long-term
debt into two categories: unsecured bonds and notes; and
mortgages and other similarly secured debt. The report-
ing of these items may have been incomplete, especially
since these were small companles; but at least according
to the reports practically all the long-term debt con-
sisted of mortgages and similarly secured obligaticns., An
exception is the machine tool sample; there one-half the
long-term debt was listed as unsecured bonds and notes.b/

It might be inferred that the long-term debt of
these small manufacturers, since it appears to have con-
sisted largely of mortgage obligations, was incurred
mainly for the purpose of acquiring new assets, Frobably
more often, however, it represented a means of providing
crediter relief to a financially embarrassed enterprise,
through the funding of book or note credits under a
mortgage indenture, or a means of making part payment,
through the granting of a mortgage c¢laim, when ownership
was transferred by sale or inheritance.

" The infrequency of long-term debt amongz the compa-
nies studied was due not only to the owners' unwilling-
ness to jeopardize their control but also to the prospec-
tive lender's fear of leoss., An investment in small enter-
prises has a large speculative element, The succsess of
the business 1is usually dependsent wupon the skill of a
single person, the owner-manager., The competitive situa-
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tion is fraught with uncertainty, and the instability of
the markets for supplies and sales makes accurate antic-
ipation almost impossible. Therefora an investor in a

small company would rather have an opportunity to share
in any unusual or speculative profits, than accept a

promise of a fixed but small return.7/ The failure rate
is higher among small than among large enterprises, and
as a rule the liguidation walue of an unsueccessful small
company 1s barely adeguate to satisfy the claims of

short-term creditors, not to mention those of lonz-term
erediters. It is certainly true, however, that an impor-
tant reason for the infrequency of long-term debt among

the type of companies studied here lies with the owners

themselves. DBecause the earning power of their business
is unstable, they would naturally strive to avold fixed

charges and the accompanying danger of 1lcsing thelr

property, -

Among the five industries studied here, differences
in the proportions of long-term debt can be traced to
differences in the various industries' discontinuance
rates, in the stability of their earnings, and in their
relative investment in fixed assets. In men's clothing
manufacture discentinuances were numerous and earnings
were far from stable; because of these factors, and also
because such companies have so little property to mort-
gage, the ratic of funded debt to total assets was small
and there was a large proportion of companies with ne
long-term debt, even in comparison with the other samples
of small manufaeturers,, .In baking, on the other hand,
earnings were stable, there were fewer disecntinuances
than in most of the other groups, and the investment in
land, plant and equipnent was relztively heavy; therefore
the ratio of lcng-term debt to total assets was compara-
tively high and the proporticn of companies with no fund-
ed debt was slightly less than in the other industries.8/
Wnat long-term debt was recorded fer the three durable
goods industries can perhaps be treced to their extensive
rechanization. Certainly the stability of their earnings
would nct encourage long-term lenders.

Small kusiness enterprises cannot generally rely on
the institutionalized capital market for long-term credit,
because thelir assets and management are specialized,
their salvege value is slight, and their credit needs are
not subject to standardized appralsal. 1In these respects
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the large enterprise is a direct contrast and hence its
ereditor-debtor relationship with the formal czapital mar-
ket is impersonal and standardized.3/ In addition, there
is the important consideration that the cost of fleating
small issues on the capital markets would be prohibitive,
even for companies much larger than theose in our samples,

The reasons put forward in explanation of the infre-
quency of long-term credit in the finaneial structure of
small companies apply alsc to these companies' small use
of preferred stock as a means of raising capital. Cnly
in the furniture and machine tool samples were there any
appreciable numhers of corperations reporting preferred
shares in 1936 (21 and 17 percent, respectively), and
among these establishments such shares were not partic-
warly important; 1in the other industries less than a
tenth of the companies reported any preferred shares in
their capital structure.;g/ It is probable that most of
the preferred shares issued by these small companies were
the result of special circumstances, as in the rare cases
of long-term debt, and did not represent regular issues
designed for the acgquisition of new assets.

FIX5ED PROPERTY EXPENDITURES

It has already been pointed out that the long-term
debt of these small corporations, so far as it existed,
was probably not incurred for the purpose of expanding
fixed property. This is suggested by the fact that it
consisted largely of mortgage cbligaticens, and it is cor-
roborated by an analysis of fixed property expenditures.
But it should be remembered that a small amount of long-
term debt does not necessarily mean that land and plant
are not expanded, for fixed property outlays are not nec-
essarily financed by long-term borrowings,  They may be
financed by renewed short-term borrowings, by funds from
operations or from the owners, or by asset liguidation,
Thus these companies might have expanded and modernized
their operating facilities by making use of some of the
amounts withdrawn as officers' compensation, which, as we
have seen, were sizable in each of the industries through-
out the period studied.

There is a serious difficulty inherent in an attempt
to estimate a company's property expenditures from the fi-
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nancial statements it submits to the Bureawn of Internal
Revenue, for financial statements rarely show such out-
lays as a separate item, Expenditures for maintenance and
repair - which in manufacturing industries are not tecin-
nically regarded as property outlays - are frequently
shown separately, as a charge to the profit and loss ac-
count., but those for replacements and extensions of oper-
ating facilities are presumably capitalized, 11/ These
fixed property expenditures - outlays for replacement and
expansion of land, plant and equipment - must generally
be derived by comparing the annual change in fixed prop-
erty with the annual depreciation charge and with any
asget revaluations that may have been made, Net expan~
sion of fixed property - outlays for expansion alone lg/
- is arrived at by subtracting from fixed property ex-
penditures the part that represents replacements, or an-
ticipated capital consumption. 13/

Depreciation charges have been regarded as repre-
sentative of the anticipated capital consumption of these
companies, ;&/ although there are two important reasons
why the figures should not be taken too literally. In the
first place, wear and tear of plant and equipment are dif-
ficult to estimate, even where an appraisal of the annual
depreciation is the only purpose. In the second place,
it is known that some of the concerns in these samples re-
valued their property account from time to tine by means
of a charge of credit taken directly to surplus. When an
owner thought he had failed in prior years to charge off
enough depreciation against plant and equipment, he wrote
down the account; if he feared {or if the Internal Reve-
nue agent decided)} that he had charged off too much, he
wrote up the account. Like depreciation charges, these
writeups and writedowns are in the nature of rough esti-
mates; in addition, the year in which they are entered on
the books of an enterprise is not a trustworthy indica-
tion of the time when an unanticipated depreciation or
appreciation occurred.

These qualifications should be borne in mind 15/ in
examining the figures on the following page, which per-
tain to the entire period 1927-36, 16/ Those on proper-
ty expansion or contraction are derived by subtracting
depreciation charges from fixed property expenditures and
adding the positive or negative figure on property reval-
uation. All figures are given in thousands of dollars.
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Fixed Accwrulated Net Write-~ Tixe:d Prederty

Property Depreciation up (+; or Expansicn i1) or

Expenditures Charges fWritedown (~) Contraction {-)
Baking $3.975 $3,953 $-297 $-279
¥en's clothing 275 257 - 2 + 16
Furciture 1,263 1,468 +357 +152
Stone-clay 1,885 2,679 - LB -84L2
Machine taol 3,007 3,158 - 8 -159

These figures indicate that in none of the indus-
tries except stone-clay was there a significant expansion
or contraction in fixed property over the decade. And
there the sizable contraction in land, plant and equip-
ment probably represented a depletion of raw material
resources rather than a failure to maintain operating
plants, exclusive of clay deposits. It appears, too, that
in these five industries the revaluations of plant and
equiprient were small, especially in comparison with de-
preciation charges. Over the decade as a whole only two
of the industries had, in the aggregate, an important net
writeup or writedown: the bakeries wrote down their plant
and eguipment, largely in the 193013; and the furniture
manufacturers wrote up this account, mostly in the late
1920's. 17/ Some of these writeups probably resulted
from overdepreciation in the years before 1527, or per-
haps frow the optimism characteristic of 1629, but it is
impossible to pin down revaluations to the precise year
to which they are properly applicable without maldng a
detailed case study of each company.

Annual estimates of the average net land and plant
expenditures per company are shown in Chart 1. Because
of the impossibility of precise allocation writeups and
writedowns were ignored in the calculations of these es-
timates, and the depreciation charge alone was taken to
measure the consumption of capital during the year. The
figures were reduced to a per company basis in order te
improve their industrial comparability, but they are
5till not fully comparable from one industry to another
because the average size of these companies varies in the
different industries. The 66 furniture companies, for
exanple, have somewhat larger average assets than the
companies in the other industries.

Chart 1 indicates that except in men's c¢lothing,
wliere property expenditures are generally unimportant, it
was principally in the years 1930-35 that the net prop-
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SAMPLE CORPORATIONS IN FIVE INDUSTRIES
Average Net Expenditures per Company cn
Land and Ptant, 1927-362

CHART 1
Theusend |

 Dellars ~

.. -
BAKING |~ STONE -CLAY

MEN'S CLOTHING { ° e LEA

MACHINE TOOL

FURNITURE

t4

4+ c _——
W27 28 20 A0 3 32 0 3% 35 96 WETE 29 ,30 '.__3!-' 32 53 .34 Ths 38

2 Based on Tables 2-10 to B-l4 in Data Book
{see footnote 16 of Chapter 11,
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erty outlays of these companies were negative.;g/ In the
other years of the 1927-326 decade the companies scmewhat
expanded their plant and equipment. The stcne-clay group
stands cut prominently in this chart because as early as
1929 it failed to wmaintain its plant and equipment {in-
cluding clay deposits), and sustained a contraction in
every succeeding year of the decade. This singular per-
formance may not be wholly wunrelated to the secular de-
cline of the stcne-clay industry, although probably a
more important factor is depletion of the clay deposits,

Thus, on the whole, the available data suggest that
the fixed property expenditures of these small manufac-
turers over the 1927-36 decade just about egualed the de-
preciation charged for the same pericd. In other words,
the companies spent-on land and plant little, 1f any, more
than the funds from operations that were earmarked on the
vocks of account for replacing worn-cut plant and eguip-
ment. To be sure, the mere earmarking of such funds does
not make them available for outlays on land and plant:
they may become tied up in current assets or be absorbed
by operating losses. But over a period of years, some of
which were prafitable cones, the former contingency would
not be important and the latter would be only temporary.
Therefore we may conclude, frcm the present datz, that
these small companies did not significantly expand their
land and plant over the period studied. This means that
they had little need for long-term funds, whetner equity
or creditor, and that credit facilities designed to pro-
vide such funds would have been largely unnecessary.

SHORT-TERM DEBT

The current debt of these small manufacturers seems
to have undergone notable changes over the 1326-36 peried,
both in regard to its distribution between accounts pay-
able and nctes payable and in regard to the importance of
these two items in compariscn with relevant items in cur-
rent. assets.

Distributicn of Short-Term Debt

For an analysis of the compzrative importance of ac-
counts payable and notes payable we may take total assets
as & basis of reckoning. Chart 2 and Table 13 indicate
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SAMPLE CORPORATIONS IN FIVE INDUSTRIES
Year-End Accounts Payable and Notes
Payahle, in Percent of Year-End Total

Assets, 1926-36 %
CHART 2
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that on this basis mercantile credit increased during
1526~36 while notes payable - which may be assumed to
have consisted largely of bank credit ;2/- increased less
markedly, remained stable or actually declined,

As can be seen from the chart, every industry repre-
gsented here showed an increase, during 1926-36, in its
proportion of accounts payable. In all of the industriss
this incresse occurred largely in the last half of the pe-
riod, during the depression and early recovery years.20/
The contrast in this respect between the beginning and
end of the period is clearly evident from the figures on
Hall companies" in Table 13, where the average propor-
tions for the first three years are shown in conjunction
with those for the last three years. 21/ Statistically
speaking, the increase between these two sets of years
can be considered definitely significant (as an indica~
tion of trend not only within the sample but among all
small corporations in the industry) in the baking, men's
clothing and machine tocol groups, less significant in
stone-clay, and not significant in furniture. 22/

The relative amount of notes payable, on the other
hand, decreased in the baking sample, remained approxi-
mately the same in men's clothing and furniture, and in-
creased in the other two groups, especially in machine
tool. The baking companies' decrease occurred in the
first half of the period {Chart 2); in the stone-clay and
machine tool samples the increase took place during the
depression years. But even in these twe industries, which
showed increases in both items, the increase in the ac-
count s payable proportion was more preonounced than that
in the relative amount of notes payable. It cannot be
determined whether any of these changes in the notes pay-
able proportion is statistically significant; the safest
conclusion to draw is that this ratio did not underge any
ncteworthy change in the sum total of small corporations
represented by each of these samples.

Table 13 indicates too that the increase in the pro-
pertion of accounts payable between the beginning and
the end of the period was characteristic of both the larg-
er and the smaller companies in the samples, though the
greater rises were reported, on the whole, by the smaller
companies; 23/ in fact, in the men's clothing and furni-
ture samples the upward tendency in this item was pro-
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Table 13 - SAMPLE CORPORATIONS IN FIVE IKDUSTRIES
hverage Year-Fnd Accounts Payable and Notes Pay-
able, in Percent cf Averase Year~End Total Assets,
by Industry and by Size and Profitability of Com-
penies, 1926-28 and 1934-36 a/

Accounts Payable Notes Payable

Industry

1926-28  1934-36 1926-28 1934-36

Baking (8l cos.)

All companies 13.5% 17.8% 10.1% 7.5%
Larger companies 3.9 12.2 9.2 6.2
Smaller companies 17.1 23,2 11.1 8.7
More profitable companias 17.9 22,5 LV 7.9
Less profitable companies 3.3 13.2 10.2 7.1
Men's ¢lothing (46 coas,)
All companies 20.0 30,7 1C.4 1C.8
larger companies 22.2 22,0 8.4 7.8
Smaller cempanies 17.7 28,6 12.0 13.8
More prefitable companies 22.3 39.4 11.7 15.9
Less profitable companies 17.7 20,8 9.1 5.7
Furniture (66 cos.)
All companies 15.2 22,1 11.1 11.0
Larger ccmpanies 1l.4 12,0 12.2 1C.5
Smaller companies 19.1 32.5 2.9 11.6
More profitable companies 17.6 29,7 13.6 4.6
Leas profitabls companiss 13.0 .7 8.5 7.5
Stone-clay (70 cos.,)
All companies e.b 11.7 9.1 11.0
iarger companies 7.2 10.9 7.8 11,1
Smallar companies 10.0 12,6 10.5 10.9
More profitable companies 9.3 11.5 9.5 12.3
Less profitable comnpanies 8.0 12,0 8.2 9.7
Machine tocl (118 cos,)
All companies 10,7 23.8 2.9 13.2
Larger companies 10.3 13,9 BR.B B.4
Smaller companises 11,1 33.2 8.9 18.1
Nore profitable companies 12.5 32.0 6,6 16.2
Less profitable companies 8.8 15,6 1.1 13.6

g/ Based on Tables B-7, B-8 and B=-2 in Data Book {see footnote 16 of Chap-
ter 1). In each of the two pericds indlecated the figures represent simpla
averages of the proportions lor each year of that period; these annual {ig
ures, in turn, represent simple averages of the proportions for the indivi-
dual companiea. The dividing line between "larger' and "smaller" is, for
each industrial sample, the median of the average total assets of all com~
panies Ln the sample over 1926-36. The dividing line between "more profit-
able” and "less prcfitable™ ia, for each industrial sample, the median of
the average ratios of net income (plus officers' compensation} to net worth,
for all companies in the sample over 1926-34.
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duced entirely by the companies of less than median asset
size, The less conclusive movement in the relative amount
of notes payable shows no consistency when examined from
the point of view of company size. In baking the decrease
in this proportion was shared by the larger and the small-
er companies, In the twoe industries that registered in-
creases the evidence is conflicting: the increase was
produced entirely by the larger companies in the stone-
clay sample, and entirely by the smaller ones in the ma-
chine tool group. Slight decreases among the larger men's
clothing and furniture companies were nullified by slight
increases among the smaller companies in these industries,

Similarly, the relative increase in accounis payable
was experienced by both the more profitable and the less
profitable of these companies that continued operations
throughout the period., And in regard to the notes payable
preportion, both its decresse (in baking) and its in-
crease {in stone-clay and machine toocl) seem toc have been
unrelated tc the profitability of the companies, In men's
clothing and furniture, where the nctes payable prcpor-
tions for "all companies" were practically the same at
the end as at the beginning of the period, there were in-
creases among the more profitable companies and squiva-
lent decreases among the companies whose net income plus
officers' compensation (in percent of net werth) was un-
der the median level.

Thus far these two types of short-term debt have
been discussed as percentages of total assets. The story
they tell is not changed, however, if their behavior over
the 1926-36 period 1is viewed in relation to other items
in finsncial structure. 24/ 'When compared to velume of
business, accounts payable meved upward in every greoup ex-
cept men's clothing, where they remained abcut the same,
and notes payable tended tc decrease in every industry
except stone-clay; this industry, it will be remembered,
was undergoing a marked secular decline. When inventory
holdings are taken as a base, accounts payable increased,
while notes payable decreased in three industries - mark-
edly in baking and furniture, slightly in men's clothing.
Since the movement of this ratio is due in part to the
inventory item, which also decliined during these vears,
the indicated decrsase %tends to understate rather than
overstate the drop in notes payable. The magnitude and
industrial wvariation of this ratio are interesting: in
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all groups {except baking in some of the years betwsen
1926 and 1932) notes payable amounted to less than inven-
tory holdings, and in the men's clothing, furniture and
machine tool groups they seldom reached as much as half
of inventory.

A final indiecation of the movements in aceounts pay-
able and notez payable is the dollar volume of net change
in each of thase two types of debt over the years 1927-
36. On this the figures are as follows, with net reduc-
tions indicated by minus signs. gj/ In all groups except

Account s Payable Notes Payable

Baking $16C,000 $-385,000
Ken's clothing 99,000 - 11,000
Furniture 40,000 -286,000
Stone-clay -43,000 - 32,000
Machine tool 379,000 - 25,000

stone-clay there was an absoluts substitution of account
for note credit over this decade. The significance of the
exception in stone~clay, where the two types of credit de-
creased about the same in dollar volume, is minimized by
the fact that in this industry the cost of materials pur-
chased - the customary cause of mercantile credit - is ex-
traordinarily small, amounting to no more than an eighth
of the total value of product. In the men's clothing
group the relatively modest reduction in notes payable is
somewhat misleading, for in 1936 the companies in this
sample sharply incrsased their notes payable, thereby off-
gatting almost all of the contraction that had occurred
in the preceding years.

On the exact composition of +the notes payabls item
of these sample companies the income tax returns zive no
infaormation, and, even for corporations in general, sta-
tistical data on this point are usually meagre. Notes
payaeble conslst of bank loans, trade credits and loans
from officers, directors, stockholders and employees, and
it is crdinarily assuwmed, in financial statements analy-
sis, that bank loans constitute the preponderant propor-
tion. That this assumption 1s reasonably valid in regard
to the five industries represented here is suggested by
twe scurces of information.

The first source is Federal Trade Commission tabula-
ticns covering the principal enterprises in sach of the
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five industries studied here and giving a detailed break-
down of current liabilities in 1938 and 1939. 26/ These
fizures indizate that at least for the larger companies
in these industries notes payable were composad almost
exclusively of bank loans. In every group except furnl-
ture either all or 99 percent of the total notes payable
to trade, banks and individuals was bank debt in those
years, In furniture {represented by a group of 15 compa-
nies) bank loans constituted about half of notes payable
in 1938, with the rest divided fairly evenly between the
other two items, and about four-fifths in 1939, with
loans to individuals accounting for practically all of
the remainder.

The second source of informatlon on this point is
a special tabulation of financial statements pertaining
to a sample of companies that applied for industrial ad-
vances at the Federal Reserve Bank of New York and show-—
ing notes payable to banks and to trade during 1926-33.27/
This sample includes some companies, mostly of medium
size, in each of the industries studied here, the number
ranging from 5 in stone-clay threugh 10 te 12 in clothing,
furniture and machine tool, to 30 in food, In the cloth-
ing, furniture and machine tool groups bank loans constl-
tuted about three-fourths of the notes payable to banks
and to trade, and in the food and stone-clay groups they
amounted to about half.

Evidence such as that provided by theze tweo sources
does not show conclusively that in cur sample industries
bank debt constituted the bulk of the noctes payable item,
but it does indicate a presumption in that direction. And
thus the entire body of data presented in this section
patterns into a fairly strong indication that after the
depression ¢f the early 1930's mercantile credit bore a
larger share of these small manufacturers' short-term fi-
nancing than it did before, and that over the period as a
whole bank credit was relied on less: while mercantile
credit was increasing, bank credit was declining (baking)
or remaining stable (men's clothing and furniture) or in-
creasing less markedly (stone-cley and machine tool}. 28/

What may have brought about such a shift in the rel-
ative ilmportance of these twe types of credit? The gues-
tisn, of course, cannct be angswered definitively, but
cartain relevant considerations may be pointed out,
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In the first place, short-term debt is incurped
partly for the purpose of carrying inventory, and if a
smaller amount of funds is needed for inventory business-
men usually prefer to cut down bank credit first, rather
than trade credit, unless there are strong factors urging
tne opposite course. A decline in inventory does not
necessarily mean a decline in short-term financing re-
quirements, nor does that result necessarily mean an in-
crease in the relative importance of accounts payable.
But the probablilities are that both of these consequences
will follow a decline in the dollar volume of inventory
holdings.

Over the 1926-36 period such a decline occurred in
all of these industries except men's clothing. The net
funds received from the end of 19286 to the end of 1936
through inventory ligquidation were as follows, for four
of the industries:ggj baking $76,000; furniture 3299,000;
stone-clay $329,000; machine tool $272,000. In the men's
clothing sample there was a net accumulation of inventory,
amount ing to 3240,000,

This evidence is at least not contradicted by the
data on inventory in relation to total assets, though
nere the decline is not very pronounced, and again mea's
clothing is an exception. The following figures on in-
ventory in percent of total assets are averages of annual
proportions for the first three and the last three years
of the period: 30/

1926-28 1934-36

Baking 1¢.5% 3.7%
M¥en's clothing 2.1 27.3
Furniture 29.1 27.1
Stone-clay 15.6 15.2
lachine tool 22.8 18,5

The reason for this decline appears to have been not
a reduction in the physical volume of inventery but a gen-
eral fall in raw materisl and finished goods prices dur-
ing the period covered by the data. For example, in 1936
the wholesale price of Kansas Jity winter straights wheat
flour was 75 percent of its average in 1926; the whole-
sale price of brick aznd tile was more than 10 percent low-
er in 1936 than in 1926; a composite wholesale price of
furniture was down more than 20 percent. 2;/ And these
examples could easily be maltiplied.
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The assumption that it was 2 price fall rather than
a decline in volume that produced the decrease in dollar
volume of inventory is supported by data on inventory in
relation to sales. Cn this basis inventory holdings do
not appear to have moved decisively either upward or down-
ward. It is true that they decreased slightly in baking
and machine teol, but they increased fairly sharply in
stone-clay, and remained stable in the other two indus-
tries. This may be cbserved from the following figures,
which represent, again, averages of annual proportions
(inventary to sales) for the first three and the last
three years of the period: 32/

192628 1934-26

Baking L.4L% 4.0%
ken's clbthing 12.9 13.1
Furniture 20.2 21,7
Stone-clay 14.0 26.7
Machine tool 17.% 15.7

Thus it appears that cne of the causes for the rel-
atively greater importance of mercantile credit in the
financing of these small manufacturera over the 1926-36
period was a decline in the dollar volume of inventory
holdings, And there are indications that this, in turn,
was due to the decline in prices that occurred during

those years. 23/

Cther factors may have worked more directly to in-
¢crease the relative importance of mercantile credit, by
increasing its supply. Competition, perhaps sharpened by
the depression, among the raw material and eguipment sup-
pliers may have led them to seek more business from these
small manufacturers by offering more trade credit., There
is a strong presumption that at least the large suppliers
were able to capitalize on cheap money rates, and thereby
found themselves in a position to grant more credit to
their customers. If the capital market did serve thus as
a source of funds for the raw material suppliers, the
paradox results that sizable resources not directly avail-
able to small businesses were used nsverthsless to fi-
hance such enterprises indirectly. And the suppliers may,
of ccurse, have obtained additional funds for the financ-
ing of small manufacturers from sources other than the
capital market, for instance from a reduction af their
own inventory and receivables resulting from the decline
in business,
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But though there may have been an increase in credit
granted, there is no evidence that credit was offered on
more attractive terms, 34/ In fact, persons familiar
with credit conditions in these industries report that
trade credits in the micdle 1930's were extenced either
on the same or on less liberal terms than they were in
the 1920's. In general, the tightening ¢f these terms
came with the advent of the NHA. There may have been some
competitive liberalization of trade credits in the early
1930's, or even 1in the late 1920's; but for the last
three years of 1926-36 trade credits were offered on less
liberal terms tnan at any other time during the pericd, a
fact that would hardly be expected to encourage an expan-
gion of mercantile credit on the part of these small man-
ufacturers. Therefore any expansicn that occurred must
have been in spite of, rather than becausze of, the terms
of purchase.

The tightening of credit terms occurred particularly
in the men's clothing and furniture industries. In the
late 1920's the selling terms of a prominent woolen man-
ufacturer supplying the men's clothing trade were 10/10,
8/60 or 7/4, with seascn's dating as of December 1 or
June 1 for the 7/4 terms.35/ These were, obviously, very
liberal terms, enabling the men's clothing manufacturer to
get well along, if not through, his productive process
before he was called upon for repayment of his mercantile
credits. But since the NRA days terms of sale for wool-
ens and worsteds have been fairly uniform at 1/10, n/60C,
the former being elected primarily by the large buyers,
the latter by the small manufacturers, such as those that
constitute the samples studied here; moreover, the prac-
tice of season's dating is no longer current. Before the
depression of the 1930's suit linings were sold on the
basis of net 60 days from the end of the month fer the
small buyers, and on 4 months e.o.m. for the large buyers.
During the middle 1930's they were sold on 60 e,o.m., for
all buyers, though today a few are again obtaining terms
of 4 e.o.m. 356/

Manufacturers of upholstered furniture buy their
plece goods, such as mohair and cother fabrics, on terms
of 2/1C, n/70. These terms were established in 1933, and
before that year had been 5/10 plus &0 extra, which is
equivalent to terms of /70, or 7/10 because of the priv-
ilege ol anticipating discounts to gain an annual rate
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of 6 percent interest. In dollar volume the bulk of the
raw materizl and supplies purchases by upholstered furni-
ture manufacturers is for plece goods, with purchases of
frames relatively insignificant. Some manufacturers make
their own frames; others buy them, usually for cash. In
fact, furniture manufacturers may even have to advance
money to the frame manufacturers because the latter are
frequently small backwoods shops with little, 1if any,
working capital.

Flour purchases, particularly by the small bakeries,
are largely on a cash basis. Sometimes terms of n/30 are
allowed, but on the other hand bakers with poor financial
ratings frequently have to buy their flour on a C.0C,D.
basis, There is no evidence that these terms changed
markedly over the 1926-36 period, but there are indica-
tions that the flour millers have been tending to supply
the bakers directly rather than through jobbers or whole-
sale grocers. The latter, it apoears, found the credit
risk too large for the prefit margin involved in the
transaction, 37/

Similerly, the machine tocl manufacturers' purchases
of raw steel, such as foundry billets and pig, are cn the
same terms now s in the 1920's: 3/10, n/30. Parts for
rechine tools, such as gears and cutting tools, are and
have been bought on terms of 1/10, n/3C, or, if the sup-
plier happens to be a manufacturer cf perts for the auto-
mobile industry, on the slightly more liberal terms of
1/10 and 25, 2§/ For manufacturers of stone-clay preducts
raw material purchases, as was mentioned in the preceding
chapter, are relatively unimportanmt, and therefore in re-
gard to this industry the question c¢f trade terms of pur-
chase is largely irrelevant. Moreover, among the five in-
dustries that are studied here, this group gave the least
indication of a shifting from notes payable to accounts
payrable.

A final reascn for the relative increase in mercan-
tile credit may have been the general tightering cf banx
credit during the depressicn. Tne fact, revealed by Chart
2 above, that these companies experienced their relative
increase in accounts payable mainly in the seccnd half of
the 1926-3& pericd lends support to this hypethesis, buf
the question is one on which we can do no meore thsn spec-
ulate, in the present irstance,
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Creditor-Debtor Relationships

Small manufacturers are creditors as well as debtors
of the banks, and over the period 1926-36 the relation-
ship between their credit balance and their debit balance
tecame increasingly favorahble to them. This was true of
all the industries studiled here except stone-clay, as is
indicated by the following averages, for the first three
and last three years ¢f the pericd, of annual figures on
cash in percent of notes payable: 22/

1926-28 193i~36

Baking 704 9%
Men'sa clething 71 Gl
Furnitire 57 97
Stone-clay 81 63
Machine tool &Y 101

In this relstionship the change is more marked than
in those discussed above, and it shows c¢learly that in
the aggregate these sample companies came to have prac-
tically as much cash on hand and in the banks as they had
obligations due on notes (mest of which ware presumably
to the banks), The notes payable item, moreover, was the
active agent in this shift; cash holdings remained fairly
stable, Because these figures refer to each sample as a
whole, because not all the notes payable are due to banks,
and because scme companies in these samples reported no
notes pavable, the proportions given here are not neces-
sarily illustrative of the creditor-debtor relaticnship
exlsting between the ordinary small business and its
bank. They de, however, indicate that after the depres-
sion the creditor positicn of these concerns taken as a
grcup was about the same as their debtor positicn, as far
as the banks were cecncerned, whereas before the depres~
sion this group of cormpanies had been net debtors of the
banks, Practically all of this change in ereditor-debtor
position can be attributed to a decrease in the use of
bank credit.

In trade accounts, however, the relaticnship between
current assets and current debt was quite different. The
trade credlts owed by these small manufacturers were, ex-—
cept in the baking sample, considerably less than their
outstanding receivables, but the margin tended to shrink
during the period studied, This is evident from the fol-
lewing tabulation, which shows, for the earlier and the
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1926-28 1934-36

Baking 0% a7t
Men's clothing 193 150
Furniture 245 217
Stone-clay 266 178
Machine tool 183 149

later years of the perlod, averages of annual figures on
receivables in percent of accounts payable,40/ Even with
the narrowing margin between the outstanding credit exten-
sicns of these companies and the outstanding credit grant-
ed them by their suppliers, their receivables still ex~
ceeded their accounts payable by 50 to 120 percent at the
end of the period, except in baking. In that industry the
equality between outstanding mercantile credit granted
and received is explained by the relative rarity of cred-
it ssles; most bakers, especlally the small concerns,
sell their product on a cash basis.

What may be called the creditor relief obtained by
these companies - the narrowing of the differential be-
tween outstanding customer credit granted and mercantile
credit received - is strikingly indicated by the dollar
figures. The follcwing tabulation, which refers agzain to
the pericd before and the period after the depression,
shews for each industry the average of annual differences
between year-end outstandings in receivables and accounts
payable; Q./ the figures for baking, marked with a minus
sign, represent an excess of accounts payable over re-
ceivables.

1926-28 193436

Baking $-65,000 $-94,000
Men's clothing 789,000 338,000
Furniture 1,397,000 815,000
Stone=clay 945,000 362,000
Machine tool 642,000 461,000

In any analysis of the receivables item in the fi-
nancial statenents of these corpanies, an important gqual-
iflcation is necessitated by the practice of receiveables
factoring. It is known that in scme of the industries,
particularly men's clething, receivables are freguently
sold to financing agencies. Factoring of this sort would
lead to an urderstatement of recelvables, since factored
receivables and the contra-liability (if any) are not gen-
erally shown on the balance sheet.gg/ There is no way of
knowing how prevalent this przetice wzs among the compa-
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nies in the samples. 5}/ Whatever its extent, however,

it would only inerease, not contradict, the observed dif-
ference between receivables and accounts payable; thus,

while it might modify the decrease in that margln between
the beginning and the end of the veriod, it is scarcely

likely that it would account for the entire decrease,

The terms on which these companies sgold their prod-
ucts, while they probably did not cause the relative de-
cline in outstanding receivables,gg/ at least do not ap-
pear to have interfered with it. In most of these five
industries selling terms at the end of the period studied
hers were no more liberal than in the middle 1920's; when
a change occurred it was in the direction of less likeral
selling terms.

The terms on which the manufacturers of men's clcth-~
ing sold their product in the middle and late 1920's were
in the neighborhood of 3/1C, 7/70. Since the depression
of the early 1930's they have rarely been mere than 2/10,
net 6 or 70, and today they are fregquently straight net
80 or 7C, with ne¢ discount, Manufacturers ef upholstered
furniture customarily sell their product on terms of 2/30,
n/50, or scmetimes straight 2/30. When the time consumed
in transportation is an important factor {as in sales of
an eastern ranufacturer to a western buyer) terms of 2/30,
n/e0 are freguently offered. Persons familiar with this
industry declare that these terms have not changed mate-
rially since the 1920's, The baking industry sells its
product largely on a cash basis,

For machine tcols the terms of sale are relatively
uninportant and not particularly uniform. For complete
machine teols, such as lathes and borers, rezular terms
are and have been n/30. A few ccmpanies are reported to
have olfered 1 percent for payment 10 days after date of
invoice, but this practice has been quite generally aban-
dened since the depression of the early 1930's. Terms of
sale for michine tcol accessories vary widely, and depend
en the prevailing terms in the industry to which they are
sold.  Outting tools have customarily sold on terms of
2/10, n/30. The mest important change in the selling
practices of machine tool cempanies has been a tendency
since the early 1930's toward increased instalment sales.,
This appears to have been brought about through the buyer
rather than the seller, the sales finance companies tak-
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ing an important part in the negotiations. Most of the
instalment paper arising from these transactions is of
12- to 24-month maturity, with a 25 percent down payment,
though a few of the contracts run for 36 months.  When
the instalment purchase of a machine tool is finenced by

a sales finance ccmpany the fransaction appears as a cash
sale cn the books of the machine tool manufacturer. There-
fore the increase of instalment purchases of machine
tcols has not affected the outstanding receivables and
accounts payable of this industry.

Selling terms in the brick and tile industry are
relatively short. Common brick freguently sells at a dis-
count of 50 cents per thousand brick, and face brick at a
§1 discount, for payment in 30 days. On tile the disccunt
ranges from 2/30 to 5/30, though scmetimes the discount
date is the 25th of the month for invoices dated from the
1st to the 15th, and the 10th of the following mcnth for
invoices dated from the 16th tc the 31st, These terms
vary from company to company as well as from area to area,
and it is difficult to ascertain whether there has been a
merked change from the middle 1920's to the middle 193C'sa.
It has been declared that selling terms before the depres-
sion were frequently 2 percent discount for cash in 30
days for all the various brick and tile products. If this
is true the discount today is more attractive than it was
in the 1920's, but the discournt period is no longer.

CYCLICAL BEHAVIOR

During the course of the strong business fluctua-
tions of 1920-36 the small corpanies in tne samples be-
naved in much the same way as their larger counterparts,
except that their reaction was in some respects sanarper.
The large ccompanies, with their strong iiguidity posi-
ticn, were able to resist the forces of deflation more
effectively tnen the srail enterprises, as is indiczted
by the financial structure and discontinuznce rate of the
companies under review. But despite differences in mag-
nitude, the cyeclical changes in the financial structure
cf large and smsll cencerns were of a similar pattern,

_ Zconomists have long reccgnized that that part of
tne econeny which caters to the demands of consumers is
more stable cyclically than that which serves the pro-
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ducers, a difference due mainly to the fact that producer
goods are usually more durable than consumer goods. This
generalization is substantiated by indices of the volume

of business done by our samples of small companies over

the period 1926-36 (presented below in Chart 4). During

the post-1329 depression the Index of sales volume fell

more sharply 1in the industriss producing durable goods

than in those manufacturing non-durable goods,45/ while

in the prosperous years it rose L0 greater heights. These
indices are based on sales at current prices, and since

the prices of consumer goods fluctuated more sharply than
those of producer goods, the curves in the chart tend to

understate the difference betwzen the two groups.

Similar variations between producer and conswaer
zoods industries, and between durable and non-durable
gooda industries, ars reflected in the profit ratios pre-
sented in Table 14. The losses suffered by these indus-

Table 14 - SAMPLE CCRPCRATICNS IN FIVE INDUSTRIES
Prcfit or Loss in Percent of Sales, 1926-36 a/

Cyclical ub &% 7 s
Year Turns in 81 Men's Fur- Stone- Machine

Generzal Baking Slcthing niture Clay Tool

Business b/  Corps. Corps. Corps. Corps. Corps.
192% Peak 2,7% 2.6% 3.3% 6.L% 348
1927 Trough 3.9 1.4 2.6 L9 1.8
1938 2.1 1.8 2,1 6,2 TN
1529 Peak 3.4 1.1 1.8 1.4 8.0
133 2.0 -1.5 -3k ~1.8 -2,8
1911 0.7 -4.1 -4.h -9.5 -7.5
1932 Trough -2.6 -Tob -17.3 -32.3 -19.1
1933 -0.4 0.5 -2 -18.4 -5.2
1934 0.6 g/ -2.9 -7.0 -0.2
1935 -0.2 2.8 -1.1 0.6 3.3
1936 1.0 1.2 2.2 5.9 3.7
1337 Peak 4/ a/ da/ a4/ a/

a/ Based on TNEC lonograph 15 (previously cited) Tables 1-A to 1-E in ap-
pendix F. Profit or loss is net inceme after income taxes and exclusive
of capital gains and losses,

b/ Calewdar-year dates, as determined by W. C. Mitchell and A. F, Burns
of the National Bureau of Zconomic Research.

¢/ Less than 0.05 percent,

4/ Data for the sample companies terminate with 1936,
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tries in the early 1930's were so large that they stand
out much more prominently than the profits wmede in the
late 1920's and middle 1930's., It was in the durable
goods groups, however, that losses were most severe. In
stone~clay, to take the extrems case, net losses averaged
a third of sales in 1932, whereas in baking, to take the
other extreme, they never amounted to more than 3 percent.
The durable gcods industries, on the other hand, experi-
enced higher profit rates in the prosperous years.

" Another economic theorem which is substantiated by
the cyclical behavior of these samples is the observa-
tion that a growing indusiry tends to react earlier than
cthers during expansion and to lag during contraction,
whereas a declining-industry tends to behave in the oppo-
site manner. Of the five groups studied here, stone-clay
is a decliining industry, and machine tool an expanding
one; the others are fairly stable. This is evident from
Chart 3, which shows the physical veolume of output of all
the establishments in four of these industries, 46/ and
in all manufacturing industries throughout the country,
for perioda as far back as the data are available. The
secular decline in the stone-clay industry over the pe-
riod 1899-1937 stands in sharp contrast to the secular
increase over the same period in total manufacturing.
For the other industries represernted in Chart 3 the data
cover a much shorter pericd, and therefore it is more
difficult to detect a secular movement. Baking and men's
clothing appear to have been relatively stabls, for their
trends closely follow that of total manufacturing; cer-
tainly there is no evidence of a long-time decline. Prob-
ably the same is true of furniture manufacture, though
here the picture is influenced by the lag in the closely-
correlated construction industry. As for the cutput of
the machine tool industry, some notion of its long-run
trands is afforded by data on value added by the manu-
facturing process. From 1899 to 1937 the value added by
manufacture in the foundry and machine shop products in-
dustry {(which includes machine tools) rose 548 percent,
an increase 13 percent greater than the corresponding
rise for all manufacturing industries combined. 47/

Here too - in regard to secular growth and decline
- sales data may be taken as indicators of cyclical dif-
ferances among the sample industries. In the declining
stone-clay industry, as can be seen from Chari 4, our
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FOUR MANUFACTURING INDUSTRIES AND TO-
TAL MANUFACTURING: Inaices of Physical
Qutput, 1899-1937 (1929 = [00) 2
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2 Data for furniture from National Re-
search Preoject, Production, Employment
and Productivity, by Harry Magdoff,
Irving H. STege! and Milton 8, Davis
(Philade'ohia 1939) Pt.2, 0.80. Data
for other three ’'ndustries, and for
total manufacturing, fromNational Bu-
reau of Economic Research, The Qutput
of ¥anufacturing Industries, 1899-2937,
by Sclomon Fabricant {(New York 1940)
pp. 384, 423, 522, 525, 602.
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FIVE MANUFACTURI NG INDUSTRIES: Indices

of Sales for Sample Corporations, and

of Totat value of Products for Al
Companies, 1925-37 (1929 =100} 2
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8 salesdata are annual, and are based
on TNECMonograph I (previously cited)
Tables I-A to !-E in Appendix ¥, Val-
ve-of-products data are biennial, and
for baking, men's clothing and stone-
clay are based on Naticnal Bureav of
Economic Research, The Output of Manu-
facturing Industries, 1809-1937, by
Solomgn Fabricant (New York 1940) op.
384, 423-24, 522-26; value-of-products
data for furniture and machine tool are
based cn the Census of Manufactures.
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sample of successful companies reached their sales peak
in 1928, a year before the cyclical turn in general busi-
ness, whereas in the other four industries the sample
companies! sales peaks conformed with the reference cy-
cle; and the stone-clay sample did not reach its subse~
quent trough until 1933, a year later than the others.
The converse lag in contraction and 1lead in expansion
that is to be expected in the expanding machine tool in-
dustry cannot be detected from these annual data, but
Chart 4 does provide further evidence that this industry
was experiencing a secular rise in volume of Dbusiness,
for its sales volume in 1936 was considerably higher than
it had been in 1926, The sales of the bakiag and men's
clothing groups were about the same at the end as at the
beginning of the period, while those of furniture were
somewhat lower and those of stone-clay were much lower,
This divergency indicates again the secular decline in
stone-clay, and suggests that the furalture industry was
suffering from the effects of the lag in housing.

The wolume of business done by the small manufactur-
ers studied here seems to have followed much the same
course during 1926-36 as that of all establishments in
these particular lines of business, This is evident from
a comparison of the sales index of the sample companizs
with the value-of-products index of all companies, also
presented in Chart 4. 48/ Only in baking was the drop
after 1929 more pronounced for the sample companies than
for all companies in the industry. And during the subse-
guent. recovery period the sample companizs {except in the
baking group) appear to have expanded their sales some-
what more sharply than did all establishments in the re-
spective fields. In other words, the samples, composed of
companies that continued in existence from 1926 through
1336, slightly increased their proportionate share of the
business that was handled by all the enterprises in these
industries,

These observations, however, are for the most part
only confirmation of widely recognized economic facts,
A more specific questicn on which the present data can
throw some light is how the financial structure of these
small corporations responded to the strong fluctuations
that characterized the period under review, How did the
companies vtilize thelr profits in good years, and how
did they finance their operations in unprofitabls years?
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Sources of Funds

Funds from operations

Uses of Funds

Gross outlay on land

85

(net income of $1,902 and plant $1,957
plus depreciation of Cash dividends 679
$1,112} $3,0L4 Accwnulaticon of cash and
long-term berrowings 390 government bonds 483
Mercantile borrowings 240 Inerease of receivables 321
Equity funds 174 Reduction of notes payable 204
Increase in other cur- Purchase of investments 193
rent liabilities 200 Accutulation of inventory 175
Sundry 2 Sundry 30
TOTAL 4,042 TOTAL 4,042

. During prosperity the companies in these samples, on
the whole, used their net income, supplemented by borrow-
ings, for land and plant expansion, cash dividend dis-
bursements and the accumulation of current assets. The
foregoing figures for the 118 machine tool companies may
be regarded as roughly i1llustrative; the figures are in
thousands of dollars, and pertain to the sum of opera-
ticns for the three years 1927-20. &2/ The reduction of
notes payable doesg not conform to the general pattern of
financial adjustments during a presperity period, but it
offers further evidence of the declining importance of
bank as compared with mercantile credit. It should be
rentioned, however, that this bank debt reduction by the
machine toocl sample was concentrated in 1929, and was
offset to some extent by modest increases in bank borrow-
ings in the early 1930!'s,

For unprofitable years the picture is in general the
reverse of that shown above. In such periods these small
corporations financed their operations by liguidating
their assets, both fixed and current. Here the figures
for the 70 ecmpanies in the stone-clay group - presented
velow - may be regarded as more or less typical of the

Sources of Funds Uses of Funds

Liquidation of re- Gross out.lay on land and

colvables $594 plant 434
Liquidation of in- Cash dividends 348
ventory 294 Net operating losses (net
Drafts on cash and less of $1,186 minus de-
sales el govern- preciaticn of $886) 300
ment bonds 165 Reduction of accounts payable 105
Sundry 206 Reduction of notes payable 2
Sundry 20
TOTAL 1,259 TOTAL 1,259
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manner in which all five of the samples financed their
depression losses and dividend disbursements; the data,
again in thousands of dollars, refer to the sum of oper-
ations for the three years 1930-32. 50/ Land and plant
outlays were less than half the depreciation accruals,
implying that considerable amounts of fixed property were
ased up without being replaced, 51/ Cash dividends were
even larger than the net operating losses that had to be
financed, but it should be remembered that these figures
are aggregates for a group cof 70 companies, not all of
which paid dividends,

These twe sets of figures reveal that during fluctu-
ations in business the brun*t of the necessary financial
adjustments is borne by the current items, In tilmes of
cyclical expansion inventory is accumulated and receiv-
ables ara inecreased, and the funds needed for these pur-
pcses ares obtained from short-term credits as wellas from
profits, During cyclical contraction a sharp liguidation
of inventery and of receivables is necessary, in order to
ohtain funds for paying off short-term debts and for fi-
nancing cperating lesses, and sometimes for disbursing
dividends, Thus the credit structure of the companies in
our samples is considerably more flexible than their cap-
ital structure., For example, during 1927-29 and 1933-36,°
both periecds of gyclical expansion, the mercantile cred-
its of these small manufacturers increased in dollar vol-
ume (from the beginning to the end of the period), and in
sone instances their bank borrowings also expanded, These
credits helped to provide the funds needed for the accu-
mulation of inventory and the financing of credit sales.
Buring the years of cyclical decline, 1930-32, when funds
were needed for a reduction in the amount of current debt,
there was liguidation of current assets, In these years,
however, the funds ootained through current asset lig-
uidation (through cash and government bonds as well as
through liguidation of inventory and receivables) greatly
exceeded the funds reguired for current debt reduction,
as is evident from the follcwing figures on the operz-

Current Asaet Current Debt
Liguidation Reduct ion
Baking $ 411,000 3292,000
Men's clothing 1,724,000 853,000
Furniture 2,645,200 811,000
Stone-clay 1,053,060 125,000

Machine tool 1,590,000 160,000
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SAMPLE CORPORATIONS IN FIVE |INDUSTRIES
Ratic of Current Assets to Current Lia-
bilities, 1926-36 2
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tions of these three years, 1930-32, combined., 52/ The
excess provided a cushion to finance other operating ad-
Justments and in some cases to pay unearned dividends.

The concomitant reduction in current assets and cur-
rent debt resulted in a fairly stable ratio of current
assets to current liabilities, as can be seen from Chart
5. The c¢yclical movement observable here in the current
ratic is much less marked than that feound in the ratio
of profits to sales (Table 14; or even in such ratics as
current assets or current liabilities to total assets.
Chart 5 reveals that in the three consumer goods indus-
tries, particularly in men's clothinz and furaiture,
there was sonme evidence of a current ratio movement con-
trary to the course of general business, that is, of an
upward movement in depression and a downward one in pros-
perity. In the two producer goods industiries there is
indication of a directly cyclical movement, but here the
downward tendency in the ratic over the entire period
tends to obscure its ecyclical variation.

CONCLUSION

The foregoing analysis indicates that the financing
requirements of small manufacturers, as typified by the
present samples of companies in five different industries,
run largely in terms of short-term credits and equity cap-
ital. Moreover, the proportion of short-term credits ob-
tained from mercantile sources appears to have increased
over the 1926-36 period, in relation to the proportion
obtained through banking channels., But the terms of pur-
chase in these industries were not liberalized over this
period, and the graater part of the relative increase in
mercantile credits occurred during and after the depres-
sion of the early 1930's. Therefore the permanency of
this observed shift in the relative importance of bank
and trade credit may be open to question. The 19346 in-
crease in the dollar amount of bank debt shown by these
small manifacturers suggests that the vears of cyclical
expansion subsequent to 1936 may have obliterated most of
the tendency toward a relatively greater reliance on mer-
cantile credit. ‘le have no proof, however, that this re-
version has taken place, and for the machine tool sample
there is positive evidence that the increased share of
accounts payable 1in the short-term financing of these
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companies not only was maintained through 1939, but was
augmented still further.

It is difficult to ascertain from the present analy-
sis what types of financing, not already available, are
nesded by such companies as these. There are streng
grounds - instability of earnings, high rate of discontin-
uance and the like - for believing that long-term credits
would not serve their purpcses. Their needs run, rather,
in terms of equlty capital and short-term credits. But
equity capital from outside scurces is probably one of
the last things small entrepreneurs want; their sense of
individuality and free private enterprise is strong, and
they react quickly sgainst any scheme that mizght jecpard-
ize their control over their property. It appears, there-
fore, that what these small manufacturers need is equity
capital from inside sources, and shert-term credits from
banks, other financing agencies and trade suppliers.

Equity capital from inside sources must, in most in-
stances, come from retenticn of earnings in the business
during profitable years, and from a minimizing of fund
withdrawals during unprofitable years, These effects
could be achieved by maintaining a close watch on owner-
ship withdrawals, both officers' compensation and cash
dividends. Such wariness demands, however, a lcrnger range
point of view than that exhibited by maay small manufsc-
turers, Thus it appears that unless something can be done
to broaden entrepreneurial perspective the financing of
srcall businesses will continue to be a pressing problem,
particularly during and after pericds of extended cycli-
cal contraction, and that the mest practicable avenue
fer reliefl is short-term, and possibly also medium-term,
credits.



PORTENTS OF DISCONTINUANCE

Credit analysis theory is based on the assumption that
since the success of 8 business enterprise is measured
in pecuniary terms it is possible to distinguish between
the sound and the unsound, the successful and the unsuc-
cessful, by examining certain "eredit" ratios. 1/ That
is to say, the theory assumes Lhat if a designated cred-
it ratio falls below or rises above scme empirically de-
termined level - depending on the relationship measured
by the ratio - that deviation signals financial difficul-
ty and even, 1f it persists, portends discontinuance of
tusiness operatiocns. The data available for use in this
study permit an experimesntal testing of this primary as-
sumption, particularly the asswnption that persistent
deviation from an empirical norm foretells disappearance
of an enterprise from the business scene. Such a testing
is subject to limitations, but it can ascertain whether
in this particular group of corporations a systematic ra- .
tic pattern was exhibited by the discontinuing companies,

For a test of the type to which this chapter is de-
voted cur data should pertain only to the experience of
campanies that are known to have suffered severe finan~
cial diffieulties resultirg in recrganizaticn or failure,
The sample with which we have to werk is not, however, of
this character. Strictly speaking, all we know is that
these companies ceased filing federal corporate income
tax returns. 3ome may have changed to a non-corporate
ferm of crganizaticn, and others may have discontinued
busiress voluntarily. DBut we have reascn to telieve that
the majority were what may be termed inveluntary discon=
tinuances.

The data on which this chapter is based were devel-
oped as follows. The primary samples for our study con-
sisted of a drawing of about 20C eligivle companies in
each of the five industries from the 1926 federal incone
tax returns, and of another, smaller drawing from the
1730 returns, These conpanies were then traced through
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the files for the succeeding t%en and six years, respec-
tively. The corporations studied in the foregoing chap-
ters are those from the 19246 drawing that continued to
file income tax returns through 1934, The remainder
ceased filing returns some time before that year, as did
nearly half of the companies in the 1930 drawing. 3Since
conpanies involved in mergers and consclidations had been
eliminated from the samples, and since federal law re-
quires the filing of an income tax return by every active
corporation, these companies that ceased filing returns
may be assured to have gone out of business as corporate
entities, Presumably they were failures, although, as
mentioned above, a few may have left busiress voluntar-
ily or changed to a non-corporate form of ownership. g/

The present analysis is based, therefore, cn the re-
turns of companies that discontinued after remaining in
the sample six years or more. Thus it includes, from the
1926 drawing, the companies that discontinued some time
during the years 1932-356, and, from the 1930 drawing, the
campanies that disappeared in 1936, These discontinuances
pumber 200 in all, distributed among the five industries
as follows: baking 47; men's clothing 41; furniture 38;
stone-clay 433 machine tool 31. They are referred to as
the identical sample of discontinuirg companies. While
the sample is small, it is, to our knowledge, the only
cone availabie for testing, in regard to small manufactur-
ing concerns, the basic assumptions of credit analysis
theory.

In studyinpg the financial statements of enterprises
that uwltimately disappear from the business scene one of
the most seriocus problems is the difficulty of reducing
the tabulations to a basis adapted te temporal analysis.
If all the disappearances cccurred in a single year the
preblem would not arise, but in the present instance we
are dealing with corporations that disappeared severally
over a period of five years. A tabulation of their fi-
nancial statements for a series of calendar years before
discontinuance would not permit careful analysis, because
the number of companies would change from year to year
and in each year some would be nearer discontinuance than
cthers. Therefore we have taken the year of disappearance
as the point of reference, regardless of the particular
calendar year it happens to be, and have tabulated the
financial statements according to the number of years be-
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fore discontinuance. 3/ Thus the statements of the 200
companies were grouped inte six divisions, according tc
whether they covered the first, second, third, fourth,
fifth or sixth calendar year 5/ before the company in
question left the business scene. The statements in each
of these divisicns were then aggregated to yield a compos-
ite balance sheet and incope account for each of the six
year-before-discontinuance perieds. The tabulaticns could
not be carried beyond the sixth year before disappearance,
for some of the corporations were in the sample only six

years, 5/

FINANCIAL RATIOS AS INDICATORS

In the financial structure of our sample corpora-
tions there were many slements that gave advance evidence
of ultimate discontinuance, but three ratiocs proved to be
particularly sensitive indicateors in this respect: cur-
rent assets to current liabilities, net worth to total
debt,6/ and net working capital 7/ to total assets. These
three were selected by the trial and errcor methed, a
large number of possible ratios being tested.

The first and third of these ratics reflect the
"freezing” of working capital, the first by comparing the
twe determinants of working capital with each other, and
the third by comparing the difference between these two
components with the total assets of the company. The see~
ond ratio - net worth to total debt ~ reflects the rela-
tive positions of the owners and creditors in the enter-
prise. When the capital of an enterprise becomes less and
less 1liquid, and the creditors' claims persist in inereas-
ing, in relation to the owners' equity, we have what are
here called portents of discontinuance. It is significant
that the profit ratio was a less sensitive and reliable
indicator than any of the three ratios listed above, In
the present chapter these three '"indicator" ratiocs, com-
puted for each year before discontinhance, are compared
with the corresponding ratios for the continuing compa-
nies, 8/

In this comparison certain obvious difficulties have
had te be surmounted, In the first place, the ratios for
the surviving companies pertain teo given calendar years,
while those for the discontinuing companies cover given
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years before discontinuance, each of which represents a

different assortment of calendar vears. And in the second
place, a change 1in a ratic between, say, the [fifth and

the third year before discontimance cannot be wholly at-
tributed to the fact that the time of disappearance was

drawing nearer; some of the change may have been due to

the dominance of generally prosperous years in the fifth,
and of generally unprosperous years in the third, year

before discontinuance.

A rather erude means of solving these problems is
to determine, for the surviving companies, the high-low
range of each ratio's variation during all +the years
1926~35, When this method is followed any given ratio
for the discontinuing companies is not regarded as ocut of
line until it has passed outside that ratio's high-low
range as established by the surviving companies. For sone
purposes of comparison, however, this method of correc-
tion is too conservative, because in relatively prosper-
ous or relatively depressed years a ratio for the dis-
continuing companies may be dangerously high or low and
sti1] fall within the high-low range for the continuing
corporations. Therefore a standardizing technique has
been applied to the three selected ratios in order to de-
rive, for each of them, the "estimated normal," that is,
a ratieo for the surviving companies which pertains to the
sane combination of calendar years that is contained in
each year before discontinuance. 9/

Although both of these bases of comparison give con-
sideration to the cyclical factor they serve different
purposes. The high-low range indicates the maximum cycli-
cal variation and hence is particulariy useful in deter-
mining when the level of the disappearing companies' ra-
tic is out of line. The estimated normal allows roughly
for the cyclical influences operative in each given year
before discontinuance, and thus can be used to test the
direction of movement as well as the level of the disap-
pearing companies' ratio,

In Charts 6 to 10 the three ratios mentioned above -
current assets te current liabilities, net worth to total
debt, and net working capital to total assets - are pre-
sented for the discontinuing companies in each industry,
and for each year before discontinuance, and are compared
with the estimated normal and with the high-low range es-
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38 DISCONTINUING AND 66 CONTINUING FUR-

NITURE CORPORATIONS: Three Selected Ra-

tios, by Number of Years Before Dis-—
continuance 2

CHART 8

e Discohtinuing: Coltparias = we s Estmated: Normgt -zéé.l:::l'mé;h-—t.ng. Range® .-
Ratl _— o . ) Roita

T 1 t B LR T T

High- LR " n

I CURRENT ASSETS TO 3

CURRENT LIABILITIES
o | T R 2@_{;1““”

T T T T .

_,
1

-

3

.=

. - i
- "d-.!.__

NET WORKING CAPITAL
TO TOTAL ASSETS

t b |— HZ0
NET WORTH TO
TCTAL DERT

F O N I | I
e 5 & 3 2 { & 5 4 3 2

Number of Yeors Before Disconiinuante

(=]

30

2 Based on Tabte D-2 in Appendix D and
Table B-24 in Data Book (see footnote
I6 of Chapter 1).

bWeighted average of the continuing

companies' ratios fer the various cal-

endar years contained in each year be-

fore discontinuance; for method of es-—
timate see Appendix D,

¢ Range of 1926-35 annual ratios for
samole of continuing companies,
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43 DISCONTINUING AND 70 CONTINUING
STONE AND CLAY CORPORATIONS: Three
Selected Ratios, by Number of Years
Before Discontinuance @
CHART Q
i Discantinuing Companies = nm Estimated Narma® Ckgh»Low Range®
Ratin Raotia
LBy . . . r r . . 10
Fot = 4a0
oW =
v L Jag:
CURRENT ASSETS TO .. +~High
CURRENT LIABILITIES e
o ] 1 P o il L Y H20
.5 T " ' L Jelow
3 Tl :
Teeald F HO
Low _uL p
L —42¢"
NET WORKING CAPITAL
3 __\ TO TOTAL ASSETS
- -3t
NET WORTH TO TOTAL DEBT
o ] 1 ] L 1 1 ! ) _J
3 5 4 2 2 5 5 4 3 2 |
MNumber of Years Before Discantlnuance
]

@ Based on Table D-2Z in Appendix D
and Table B-25 in Data Book {see foot-
note |6 of Chapter 1),

bWeighted average of the continuing

companies' ratiecs forthe variouscal-

endar years contained ineach year be—

fore discontinuance; for method of
estimate see Appendix D.

€ Range of 1926-3% annual ratios for
sample of continuing companies.
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31 DISCONTINUING AND 118 CONTINUING

MACHINE TOOL CORPORATIONS: Three

Selected Ratics, by Number of Years
Before Discontinuance @

g < Eaw Range®

‘Eshimated Nirmal
. Raotig

T - .\. T T

MET WORKING CAPITAL ‘
M TO TOTAL ASSETS 134

Iw 1— ~430

CURRENT ASSETS TO
CURRENT LIABILITIES

a 1 ] i

SR ~High

o L L ! 1 1 L 1 1 o
€ 5 * 3 2 18 3 4 3 2 ]

Number of Years Before DiscanHnusnce

2 Based on Table D-2 in Appendix D
and Table B-26 in Data Book (see
note (6 of Chapter ().

bWeTghted average of the continu-
ing companies! ratios for the vari-
cus calendar years contained in each
year bpefore discontinuance; for
method of estimate see Appendix D.

€ Range of 1926-35 annual ratios
for samote of continuing companies.
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tablisiied by the surviving companies over the period 1926-
35, 10/ From these charts it can be observed that except
in men's clothing all three ratios were below the esti-
mated normal as early as the sixth year before discontin-
uance. and in three of the industries they were ocut of
line that early even if we adopt the very conservative
standard of the high-low range for the continuing compa-
nies; here machine teool and again men's clothing are the
exceptions.

Equally significant is the movement of the discon-
tinuing companies! ratios as the year of discontinuance
draws near. In all five industries they declined per-
sistently, in most instances sharply, from the sixth to
the first year before discentinuance, thereby increasing
their divergence from the estimated normal. For the five
industries combined this increasing divergence is found
to be statistically significant: in each of the three
ratios the probability that chance alone would account
for this persistent divergence is less than one out of a
hundred. 11/

0f the three ratios shown in Charts & to 10, that of
net working capital to total assets preovides the most def-
inite indications of ultimate discontinuance.l2/ In each
industry 1its downward movement was sharp -~ more so than
that of either of the other ratios - and virtually unin-
terrupted. It was the only one of the three to fall de-
cisively below the high-low range in the men's clothing
sample, 1In the stone~clay and machine tcol groups its
downward movement was accompanied by a decline in the es-
timated normal, but its decline was greater than that of
thie estimated normal and its level was decidedly lower.

The ratios plotted in Charts 6 to 10 are ratios of
aggregates, against which it may be argued that the in-
fluence of the larger companies in the samgle has nore
weight than that of the smeller, and that the relative
influence of an individual company may vary significant-
ly during the vericd. While these ratios of aggregates
are, in essence, the properly weighted averages of the
ratios for the individual companies, the relative welghts
may vary somewhat through the period. Ratios of aggre-
gates were employed here because the open-end classes in
the available frecuency distributions vrecluded the cal-
culation of the correct mean ratio. Medians were similar-
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ly indeterminate because of the necessity of interpolat-
ing within frequency distribution classes.

There are several reasons for believing, however,
that the movements shown by the ratios piotted in these
charts are representative not only of the sample comda-
nies in the agzresatz, but also of the particular enter-
prises, In the first place, the companies in the samples
are all relatively small; most had total assets between
350,000 and $150,000, with only a few over the $200,000
level. Therefore there was not the oppertunity - found
in scme siwmple aggregations of Tfinancial statements -
for the influence of one or a few companies to outweizh
that of a great many other conceras in the group, It is
this factor, incidentally, which provides the basis for
thie representativeness of muen of the analysis in the
preceding chapters of this study.

Secondly, a special tally of the ratios of the par-
ticular companies in the samples =f discontinuances re-
veaiad that the great majoriiy in each group evidenced a
downward movement sinilar to that shown in the charts, A
count was made cof the nurnber of companies in each sample
for wnich the given ratic fell with no mere than two in-
terruptions from the sixth to the first year before dis-
continuance; for some of the companies there was no in-
terruption, and the majority had only one. The results,
aexgressed as a percentage of the number of companies in
each sample, are presented herewlth, It can be seen that
the proportion of companies recording what may be called
a persistent deciine ranged from 51 percent {net worth
1o total debt in the men's clothing zroup) to 76 percent
{net working capital to total assets in furniture), In
nost of the sansles from three-fifths te three-fourths
of the companies experienced the indicated decline. The
comparatively small proportions for the men's clothing
saple accord with our earlier observation, based on the

Current Assets Net Working
to Current Net Worth to Capital to
Liabilities Total Debt Total Assets
Bakinz {47 cos.) (295 4 632 £8%
Men's cluthins (41 cos.) Ly 51 68
Furniture (32 cos.; 66 T 76
Stone-clay (43 cos.) 7 - 53 72

Machine tcol {31 cos.) &1 A5 A1
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charts, that the portents for this group were less well
marked than those for the other samples.

For the ccmpanies that showed more than two inter-
ruptions the given ratioc sometimes declined markedly,
sometimes remained fairly stable and occasionally rose
in the fifth and fourth years before discontinuance and
then plunged downward. In each sample a handful of com~
panies experienced a persistent rise in the ratio, indi-
cating that these discontinuances were the voluntary lig-
uidations mentioned earlier. There appear to have been
four or five of these companies in each sample, If it
could be established that they, and they alone, were vol-
untary liquidations, their elimination from these samples
would further sharpen the contrasts pictured in Charts
6 to 10,

A final reason for trusting the movements shown by
the ratios in these charts is provided by the fact that
crudely calculated mean ratios give a similar picture,
These mean ratios are characterized as ‘"crudely calcu-
lated" because the assumed midpoint of the open-end class
was held constant. Thus calculated, the mean ratios de~
cline slightly less than the ratios of aggregates shown
in the charts. But if the midpoints of the open-end and
next lower classes had been moderately adjusted downward
as the last year before discontinuance approached, the
mean ratios would have fallen equally as sharply as the
ratios of aggregates; and there is every reason to be-
lieve that the central tendencies of these upper classes
in the frequency distributions actually underwent such a
decline,

The fact that the mean ratios declined commensurate-
1y with the ratios of aggregates shown in the charts in-
dicates merely that the downward movement was not brought
about solely by the large companies. It would still be
theoretically possible for the mean ratios to decline and
the particular company ratios to fluctuate erratically
over the distribution. That this did not occur is indi-~
cated by the foregoing tabulation, showing that the ra-
tios for the majority of companies declined persistently.

Thus far we have seen that for the discontinuing com-
panies as a group the three ratios were lower, at least
from the fifth year and usually from the sixth year be-
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fore discontinuance, than the estimated normals for the

surviving companies as a group. But these comparisons can
tell nothing about the range of variaticn in the ratlos

of the companies within each group. Such infermation is

presented in Chart 11, which shows, for each ratio and

each industry, how the discontinuing companies were dis-

tributed in the last year before discontinuance according
to various ratic levels, and also the percentage distri-

bution of the centinuing companies according to the cor-

responding estimated normals. It is evident, as would be

expectad, that a greater proportion of discontinuing than
of continuing companies had the more adverse ratios -

those in the lowest two levels distinguished here.

But it should not be overlooked that there is a con-
siderable ares of overlap between the iwo grcoups of com-
panies, In nmen's clothing, for example, about AD percent
of the discontinuing companies had a ratic of current
assets to current liabilities ranging between 1 and 4,
while only slightly more than 50 percent of the continu-
ing companies had estimated normal ratios falling within
this rance; and two-fifths of these discontinuing compa-
nies had a ratio as high as 0.4 or more for net working
carital te total assets, while as high a proportion of
continuingz as of discontinuing men's cliothing companies
rad positive net working capital below the C.4 level. In
other words, there is no clearly marked dividing line be-
tween the ratics for the continuing and the discontinuing
companies, Sore companies in the samples survived through
1936 with relatively poor ratios, while others with rela-
tively rood ratics went out of existence before that year,

An obvious inference that might be drawn from the
forezoins analysis is that these three ratios may provide
an acceptable criterion for a credit analyst in evaluat-

FOCTNOT®S FCH CHART 11

gf Based on unpublished tables prepared by the Income Tax Study, a WPA
srelect sponsered by the Treasury Depariment. The estimated ncrmzl ratie,
which foarms the basis for each distribution of ¢ontinuing corpanies,is the
welichted average of these ceonpanies’ ratics for the various calendar years
contained in the first year befere clscontinence; for methed of  estimate
see Appendix D,

b’ The stene-clay and machine tcel distributicns of discontinuing compa-
nles are exclusive of a few corperations that reported nelther current as-
sets nor current llabilities,
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ing the tendencies exhibited by an individual enterprise,
Suech an inference, however, cannot be fully substantiated
from the data in their available form, To justify such a

conclusion the material presented here should be supple-
mented by a more detailed study based con individual com—

pany ratios rather than on aggregates, It seems probable

that values of the ratios lower than the estimated nor-

mal may be accepted as portents of discontinuance, But it
has not been possible to determine whether the proportion
of companies exhibiting a persistent decline differs sig-
nificantly between the continuing and the discontinuing

groups,

Chart 11 brings cut still another peint that should
be stressed at this juncture to aveid misinterpretation
of our analysis, It will be seen that in each industry
there was some small rroportion of discontinuing compa-
nies with credit ratios that are high under customary
standards of credit appraisal. The companies with these
high ratics may have been the ones that disceontinued op-
erations voluntarily. We stressed at the cutset that for
the present samples there was nc means of distinguisning
trne veluntary from the involuntary discontinuances. Be-
cause of this absence of informaticn on the reason for
discontinuance, it seemed unduly arbitrary to eliminate
these companies from the samnple. While their presence in
the sample calls for cautien in interpreting the findings,
it strengthens the contention that the adverse movements
of the three "sensitive” credit ratics are significant
portents of discontinuance. Chart 11 alsoc indicates that
sone of the continuing companies had amazingly poor cred-
it ratics, Whether such conditions persisted is not known,
but they may well have done so in some instances. In oth-
er words, a poor credit ratic is no more a sufficient
than it is a necessary coundition of disg¢ontinuance,

In spite of all the necessary gqualifications there
are important implications in the foregoing analysis.
The present samples give clear evidence that in general
the financial structure of the discontiruing companies
as a group Ybegan to deviate from that of the surviving
companies as early as six years before actual disappear-
ance, Meoreover, most of these deviations tetween the twe
groups of companies became increasingly marked as the
time of disappearance approached, The indications of dis-
appearance were relatively defirite in four of the indus-~
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tries, but not so marked in the remaining industry, men's
clothing, This exception is probably due to the faet that
the existence of small-scale men's clothing companies is
generally precaricus, The demand for their productg is
whimsical if not capricious, and style and fabric changes
are lintroduced too suddenly for the comfort of the en-
trepreneur. And after one or two unsuccessful seasons a
clothing company is near exhaustion, for resistance to
forces of economic contraction or deflation is not so sus-
taired as in, say, the baking industry, where the cwners'
equity and the investment in fixed property are compara-
tively large,

So far as credit analysis theory is concerned - the
primary assumptions of which it has been the purpose of
this chapter te test - our analysis has led to the con-
clusion that deviation of certain credit ratios from an
eppirically-deterrmined level has definite diagnostic val-
ue, In cther words, if the ratioc persists in moving in an
adverse direction, that movement 1s portentous of busi-
ness discontinuance, This does not mean that a comoany
having this financial experience will inevitakly and nec-
essarily discentinue operations. It does signify, how-
ever, that an unhealthy condition is developing which,
unless corrected,will result in business discontinuance.®

The length of the peried during which the financial
structure of these companies gave indicaticns of apuroach-
ing discontinuance is a factor of particular importance
for business cycle analysis bvecause it reflects the ex-

*Note by Qswald W, Knauth, Director ~ The sample contains canpanies that
discontirued voluntarily as well as companies that discontinued involun=
tarily. Even if the vcluntarily-discontinuing companies were eliminated,
this analysis does not establish that any company experiencing an unfavor-
able movement of any or all of these thrae "sensitive" credit indicators
is neceasarily destined to discontinue operationa. The author does not

stress sufficiently that when unfavorable developments occur many things

can happen in a cospany to reestablish a normally-functioning enterprise.

Fer contra, jt happens al times that a company changes from solvency to
insolvency with atartling rapidity. Unrecognized wesknesses uncover each
other and spiral with increasling speed.

All that can properly be deduced from the data presented is that cred-
it ratios are an important element in forecasting the continuance or dis-
continuance of individual enterprises; and that weak companics frequently
show signs of distress several years ir sdvence of their formal discontin-
uance, These facts are already generally recognized, and the further par-
tial corroboration offered in this chapter does not materially add to our
knowledge of the subject,
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tent of the resistance offered to forces of deflation.
Some economists have argued that the length and severity
of a crisis vary directly with the resistance to liquida-
tion and deflation that is offered by the various groups
in the economy during the downturn, Consumers have been
represented as particularly slow in accepting deflation
and liquidaticn (in the matter of owned homes, for exam-
ple). Among business enterprises, too, some groups are
more responsive than others to the feorces of ligquidation.
Of the industrial samples studied here, men's clothing ap-
pears to be more flexible in this regard than the others,
albthough all small companies, as pointed out in Chapter 1,
are probably more subject to liquidation than are large
conpanies.



APPENDICES






SOURCE OF DATA AND
BASIC TABLES

It was mentioned in Chapter 1 that the data used in this
study were derived from original tabulations of federal
incore tax returns. The Depariment of Commerce, in co-
aoperation with the Temporary National Economic Committee,
initiated these tabulations in 1938,1/ and they were com-
piled during 1939 and 1940 by the Income Tax Study, an
undertaking of the Work Projects Administration sponsor-
ed by the Division of Tax Research of the United States
Treasury Department. 2/

A group of 939 returns, representing approximately
200 small corporations 1in each of the five industries,
was pulled from the 1926 files, The returns of the same
companies were then pulled for sach succeeding year
threugh 1936, or, in the case of discontinuing companies,
through the last year in which a return was filed. In
this process companies that were involved in mergers or
consolidations, companies whose returns, known to have
been filed, were missing or not available, and companies
whose flnancial statements were grossly inadeguate, were
eliminated from the sample.}/ In addition to this orig-
inal 1926 drawing, a supplementary drawing, smaller in
size but similar in other respects, was made from the
1930 returns and was then carried through the six succeed-
ing years,

The Department of Commerce set up the following re-
quirements for a company's inclusion in the sample:

1. The corporation must be a manufacturer of bread
and cake; of men's and boys' suits, coats and overcoats;
of household furniture; of brick, tile, cement bleccks and
cut stone products; or of machine tools, taps, dies,
gauges and other accessories.

2. In 1926 (or 1930, for the supplementary drawing)
the corporation must have had total assets aggregating
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less than 250,000 (the depreciation reserve being con-
sidered a deduction from the land and plant account),
Companies which subsecquently grew above that size were
not eliminated, however.

3. The corporaticn must have been in active opera-
tion in 1926 (or 1930, for inclusion in the supplementary
drawing},

As a basis for the drawings 23 internal revenue col-
lection districts were chosen 4/- slightly less than half
the total number of collection districts in the United
States., Their distribution was such that they included
about half the corporate returns filed in each of five
major regions, these regions representing an arbitrary
division of the states for the purposes cf this project.
In seeking eligible corporations among the selected dis-
tricts! returns, letters of the alphabet were chosen at
random, with the result that each district had a reason-
ably fair opportunity to contribute companies to the sam-
ple. It is justifiable to assume, therefore, that the ge-
cgraphic distribution of the sample companies gives some
indication of the location of small incorporated enter-
prises in the industries treated. The number of compa-
nies in the 1926 and 1930 drawings, classified by indus-
try, region, and asset size, 1s shown in Tables A-1 and
A-2., Some idea of the size of the cities represented by
the sample companies may be had from Table 4-3, which
classifies, according te this criterion, the companies in
the 1926 drawing which continued through 1936,

The federal income tax returns submitted by corpora-
tions are confidential, Identification of particular com-
panies is impossible from the present tabulations because
they are on a sample basis, because the samples comprise
comparatively small segments of all small manufacturing
corporations 1in these five industries, and because the
data for particular companies have been grouped and ag-
gregated.

Since all active corporaticns are required to file a
federal incorme tax return, those which ceased filing re-
turns during the period studied msy be assumed to have
ceased existence as corporate entities, Most of them were
orcbably failures, although & few may have changed to a
nen-corporate ferm of organization or been ligquidated at



Appendix 4 111
Table A-1 - 1926 DRAWING OF CORPORATIONS IN FIVE INDUSTRISS
Distribution by Reglon and Asset Size a/
Region and Men's Fur- Stone~  Machine
Asset Glze Baking Clothing niture Clay Tool Total
Rew England
Lesa than $50,000 22 7 13 5 27 T
50,000 - 100,000 -] g 9 8 6 38
10C,000 ~ 150,000 2 2 5 3 1 13
15G,000 - 206,000 - 1 5 2 1 9
200,000 - 250,000 2 - - 2 1 5
TO7AL 2 19 32 20 ® L8
East
Less than $50,000 33 54 23 9 17 136
50,000 ~ 100,000 12 28 9 8 4 61
100,000 - 15C,000 4 16 7 5 1 33
150,000 - 200,000 2 8 7 1 L 22
200,000 - 250,000 1 9 4 2 - 16
TOTAL 52 ns 20 25 28 Z
Middle Yest
Less than ‘50;000 30 26 14 28 b4y 164
50,000 - 100,000 17 3 15 27 29 9l
100,000 - 156,000 & 12 L4 11 11 54
150,000 - 200,000 b 'S 15 9 9 43
200,000 - 250,000 A 2 5 G 5 25
250,000 and over b/ 1 - - - - 1
TOTAL bl ® 5] 8 8 8L
South
Less than £50,000 i3 F4 5 19 1 40
50,000 - 100,000 5 1 8 11 - 25
100,000 - 150,000 - 1 7 3 - 11
150,000 - 200,000 1 - 8 5 - 1u
200,000 = 250,000 3 - 5 - - 8
TOTAL 22 - a2 8 L %
West
Less than $50,000 8 - 5 b 1 20
50,000 - 100,000 3 1 6 3 6
100,000 = 150,000 2 - 2 3 - 7
15C,000 - 200,000 1 - 2 - - 3
200,000 - 250,000 1 - 4 2 - 7
TOTAL 15 = b 22 s K]
GRAND TQTAL 185 191 194 18y 135 339

a/ Based on TNES Monograph 15 (previcusly cited) Tablses &-A to 6-E in Ap—

pendix F.

_!_)/ The 1926 drawing inadvertently included one company that exceeded the

stipulated asset size.
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the desire of the owners, The number of remaining and of
discontinuing companies in each year of the period 1s
shown in Table A-4.

For the purposes of tabulation the corporations were
divided into three broad groups. The first consists of

Table A-2 - 1930 DRAWING OF CORPORATIONS IN FIVE INDUSTRIES
Distribution by Reglon and Asset Size 5/

Region and Men's Fur- Stone—- Machine
Agset Size Baking Clothing niture Clay Tool Total
New Engiand
Less than 550,000 3 2 8 3 3 19
50,000 - 100,000 1 1 3 - - 5
100,000 -~ 150,000 - - i - 3 b
150,000 ~ 20C,000 - - 1 1 2 4
200,000 - 250,000 - - 1 - 1 2
TOTAL - ) 14 s 2 24
East
Less than 550,000 4 37 t 1 51
50,000 - 100,000 1 16 A 1 - 22
100,000 - 150,000 1 10 1 - - 12
150,000 - 200,000 1 A 1 - 1 ?
200,000 - 250,000 - & - - - 4
oW 1 n 2 o2 . %
Middle West
Less than $50,000 7 3 7 7 7 3l
50,000 - 100,000 4 - 5 4 5 18
100,000 - 150,000 2 - - 5 3 10
150,000 = 200,000 L - 3 2 2 11
203,000 - 250,000 - 1 3 1 1 [3
TOTAL 17 & pL 19 pL yi:3
Scuth
Less then £50,000 Q 1 3 3 2 i8
50,000 - 100,000 1 - 4 2 - 7
100,000 - 15G,000 i 2 - - 3
150,000 -~ 200,000 - - & - L
200,000 ~ 250,000 - - 2 - - 2
wML Al 2 032 2 o
West
Less than $50,000 5 - - 5 - 10
50,000 - 100,000 1 - 1 - 2 L
100,00C = 150,000 1 - 1 2 - L
152,000 - 200,000 - - - - - -
200,000 - 250,000 - - 1 3 - 4L
TOTeL 1 = 3 10 2 2
GRANT TOTAL Lb 79 58 Ly 35 262

a/ Based on TNEC Monograch 15 (previpusly cited) Tables é&~A to 6-E in Ap-
pendix F.
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continuing companies - those which filed returns through
1936. This group is thus composed of two identical sam-
ples, one for each drawing., In Table A-4 the number of
companies remaining in 1936 indicates, for each industry
and each drawing, the number of companies contained in
this group. é/ The identical 1926-36 sample of continu-
ing conpanies formed the basis of the analysis presented
in Chapters 2 and 3 of this report; the identical 1930-36
sample of continuing companies was used infrequently, and
then only as a check on the reliability of the 1926-36
sample.

The second broad group comprises all the corpora-
tions in both drawings which ceased filing returns by
1936 or before. In the compilations covering these dis-
continuances no distinction was made between the 1926 and
the 1930 drawings. Thus the number of companies in this
group, as indicated in Table A-4, is, for each industry,
the sum of all the discontinuances in both drawings. This
sample of discontinuing companies was not used directly
in the present study; _’Z/ it was superseded by the third
broad group of corporations, which was more convenient to
analyze.

Table A-3 - 1926 DRAWING OF CORPGRATIONS IN FIVE INDUSTRIES
Distribution of Gontinuing Companies, by Size of Clty a/

Population of Ken's Fur- Stone-  Machine
ity Baking Clothing nlture Clay Toal Total
Leas than 2,500 3 1 7 17 4 32
2,500 - 5,000 3 1 S A 2 15
5,000 - 10,000 2 - 3 4 4 13
10,000 - 25,000 1 1 6 9 4 3
25,000 - 50,000 ] 1 2 g 5 25
50,000 - 100,000 8 1 3 g 19 30
100,000 - 250,000 12 1 2 - 11 26
250,000 - 500,000 [ 5 10 8 16 45
500,000 - 1,000,000 11 11 7 é 26 61
1,000,000 and over 16 2 21 6 3 103
TOTAL 81 46 66 TQ 118 381

2/ Based on unpublished tables preparsd by the Income Tax Study, 4 h".?A
project sponsored by the Tressury Depariment; the tables are available in
the Treasury Department's Source Book of Statistics of Income.
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Table A-j - 1526 D 193C CRAWINGS OF CCRPORATICNS IN FIVE
INOPMSTAIES: Number of Companies Remaining and Number Dis-
continuing in Zach Year, 1926-36 and 1530-36 a/

Baking ¥en's Clotiiing  Furniture Stone-Clay Machine Tool

Sample
and Cos, GCos. GCos. Cos. Cos. Cos. Cos. Cos, Coa. Cos.
Year He- Dis-  Re- Dis-  Re- Dis-  Re~ Dis- Re- Dis-
main- con- rain~ gon- main- con- main- con- main- con-
ing tin. ing tin. ing tin. ing tin. ing tin.
1926
Drawing
1926 185 - 191 - 194 - 184 - 185 -
1927 168 17 17 20 176 18 175 9 175 10

1628 128 10 142 29 154 22 149 26 163 12
1929 147 11 125 17 136 18 135 14 159 L

19% 13 1 % 31 116 20 123 12 152 7
1931 125 12 8, 10 103 13 11 12 146 6
1932 5/ 1¢ 15 70 lb 92 11 99 12 u2 4
1933 b/ 104 6 6L ) 84 8 89 10 136 6
1 v/ 97 7 54 Lo 7 Llo 83 6 129 7
1935 &/ 88 ¢ 52 2 0 L 79 4 123 6
1536 &/ Al 7 40 b 66 L 70 9 118 5
EVES

Drawing

1930 46 - 79 - 58 - L - 35 -
1931 39 7 62 17 52 6 42 2 32 3
1932 LN 5 43 13 L0 12 Wl 1 30 2
1933 33 1 43 6 3 g 35 6 28 2
1934 33 0 12 11 29 2 34 1 27 1
1935 30 3 30 2 29 0 32 2 26 1
1936 b/ 27 3 2 3 28 1 30 2 23 3

a2/ Based on TNEC Monograph 15 (previously cited) Tables 6-A to 6~E in Ap-
pendix ¢,

‘9,’ The discontinuances in these years make up the identical sample cover-—
ing six years befcre discontinuance. See Appendix [, below.

This third group includes only those discontinuing
enterprises which were in the sample six years or more.g/
In Table A-4 the fipures for the companies in the first
drawing that discontinued at some time during 1932-136,
and these for the companies in the second drawing that
discontinued in 1936, indicate the number of enterprises
that were eligible for this group. These companies, iden-
tical for six years before disappearance, provided the
basis for the analysis of portents of discontinuance, pre-
sented in Chapter 4. They are described further in Ap-
pendix D.
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Several accounting characteristics of the sample com—
panies should be mentioned. In the first place, most of
them filed their federal income tax returns on a calendar-
year basis, In the two identical samples of continuing
enterprises, combined, about 10 percent of the companies
in each industry filed 1936 returns for a 1l2-month period
not ending December 31 (Table A-5), These sc-called fis-
cal-year statements have been grouped with the returns of
the calendar year most nearly corresponding., Thus "lead-
ing" returns (those covering a year ending between July 1
and December 31) have been grouped with those for the
succeading December 31; and "lagging" returns (ending be-
tween January 1 and June 30) have been grouped with those
for the preceding December 31, These fiscal-year state-
ments were so few,- and were sc largely concentrated in
the months immediately before and after the calendar-year
end, that they introduced no serious discrepancy into the
tabulations.

Table A-5 - 1926 AND 1930 DRAWINGS OF CORPORATIONS
IN FIVE INDUSTRIES: Accounting Perlods Used by
Continuing Companies, 1936 a/

Accounting Men's Fur- Stone- Machine
Period Baking Clothing pnpiture Clay Tool
Calendar-year returns 95 ¢os. 63 cos. 86 cos. 96 cos, 125 -os.

Piscal-year returms

Leading b/ [ 6 7 3 5

lagging b/ & 2 L 3 g8
Leading or lagging b/

1 or 2 months 5 5 2 4 4

3 or 4 months 3 I i F S

5 or 6 months 4 2 4 3] 3

Not specified 1 2 1 o] 3

TOTAL 108 73 98 102 141

8/ Based on TNEC Monograoh 15 (previcusly cited) Table 7-9 in Appeadix F.
The preaent table pertains to all the companies in the identical 1925-36
and 1930-36 samples, and also to & few additional fumiture and stene-clay
companies for which 1936 data were available,

_!_J_/ "Leading™ retumns ¢over a l12-month period ending between July 1 and De-
cember 31, and are grouped with the succeeding December 31 returns. "lag-
ging" returns cover a l2-month perlod ending between Jaauary 1 and June 30,
and are grouped with the preceding December 31 relurns,
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Second, the accrual method of accounting was fol-
lowed by most of the companies in these samples, but a
few stated that they kept their books on a cash basis,
Among the continuing companies in the two identical sam-
ples, combined, the proportions using the cash basis were
as follows in 1936: baking, 13 percent; men's clothing,
14 percent; furniture, 11 percent; stone-clay, 21 per-
cent; machine tool, 13 percent.9/ This disecrepancy, too,
is not considered serious for purposes of the present
survey, especially since some of the companies which re-
ported the cash basis may actually have followed the ac-~
crual system, at least in part, without realizing it;
others which stated that they used the accrual basis may
not fully have acerued all items,

Filnally, in preparing financial statements for in-
come tax returns some of the corporations wvalued their
ending inventory at cost, others at "lower of cost or mar-
ket ," and the remainder according to an unspecified meth-
od. On the basis of these three typses of inventory state-
ment. the percentage distribution of the two identical sam-
ples of continuing companies was as follows, for 1936: lg/

Lower of Metheod

Cost_or Unspe-

Gost Market, cified

Baking 52% 43% 5%
Men's clothing 20 69 R
Furaiture 18 Th 8
Stone-clay 53 41 &
Kachine tool 30 52 18

In two of the industries, men's ¢lothing and furni-
ture, there was a strong preference for the lower-of-
cost-or-market method. In two others, baking and stone-
clay, the preference was slightly in faver of the cost
methed, perhaps because of the peculiar invertory situa-
tions in these industries. Inventory turnover is large
in baking, and use of the lower-of-cost-or-mariet method
would not give results significantly different from those
obtained by valuing inventery at cost; therefore it is
not surprising that more than half of the baking compa-
nies followed the easier cost method, The reason why the
majority of stone-clay companies used that method 1s prob-
ably the preponderance of finished goods in such compa-
nies' inventory, and the fact that their raw material
comes from their own clay deposits (making a market price
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nominal}, Although a majority of the machine tool compa-
nies preferred the lower-of-cost-or-market method, nesarly
one-third stated that they valued their inventory at cost;
this sizable proportion may be explained by the large
work-in-process and finished-goods heldings of such com—
panies, and by the fact that the common practice of manu-
facturing mechine tools on order, rather than for stock,
is a strong inducement to use the cost mesthod.

In the supplementary Data Book (see footnote 2 to
this appendix) Tables B-1 to B-5 present, for each of the
five industries, percentage figures on basic balance
sheet and income statement data for the companies that
continued in existence during 1926-36, and Table B-6 pre-
sents the same data for the 1936-39 extension of the ma-
chine tool sample.ll/ In Tables B-7 to B-9 are shown the
mean ratios of accounts payable to total assets and of
notes payable to total assets, for the same companies cov-
erad by B-1 to B-5. In Table B-7 the ratios are presented
for all companles in the identical samples and also, sep-
arately, for those that reported either of these items.
The other two tables cover all companies, whsther or not
they reported accounts payable or notes payable; but in
B-8 the mean ratios are shown separately for the larger
and the smaller companies in the samples, and in B~9 they
are shown separately for the more profitsble and the less
profitable companies, The dividing line between larger
and smaller companies was the median assat size of each
sample over the entire 1926-36 period, and the dividing
line between more profitable and less profitable compa-—
nies was, for each sample, the 1926-36 median ratic of
net income plus officers' compensation to net worth.

Frequent references have been made in this study to
the importance of certaln financial statement items as
"sources and uses of funds.” This term has a more or less
technical meaning, and is fully discussed in the Data
Book, along with tabulations covering basle sources and
uses of funds statements (Tables B-10 to B-14i), account-
ing revaluations (B-15 to B-19), reallzed capital galns
and losses (B8~20) and surplus donations (B-21), for each
of the five industry samples making up the 1926-36 iden-
tical group of continuing small corporaticns, Basic data
on the identical sample of discontinuing companies, dis-
cussed in Chapter 4, are presented in Tables B-22 to B-26

of the Data Book.
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COVERAGE AND GEOGRAPHIC
REPRESENTATIVENESS OF THE SAMPLES

The continuing corporations analyzed in Chapters 2 and 3
of this study constitute only small proportions of the
total number of small manufacturing corporations operat-
ing in the five selected industries. It is impessible to
ascertain precisely the coverage of our samples, in num-
ber of companies and in volume of business, but rough es—
timates can be made.

In calculating the total number and the volume of
business of the small corporations (assets less than
$250,000) in these five industries two bodies of data
have been used. The first is the Treasury Department's
annuel Statistics of Income; sinee 1931 this has supplied
an asset 3ize breakdown of all corporations, but its ba-
sis of classification is major imdustrial divisions, not
the narrcw industrial groups represented in the present
study. The second is the Biennial Census of Manufactures,
published by the Department of Commerce; this classifies
estaplishments by industrial groups as narrow as those
followed here, but it does not show an asset size break-
down and it defines establishments as operating rather
than ownership units, making no distinction between cor-
porate and non~corporate enterprises.l/

Tables B-1 to B-5, showing the derivation of sample
coverage estimates for each of the five industries, per-
tain to 1935, the last year of the 1926-36 period for
which a Census of Manufactures is available. For furni-
ture, stcne-clay and machine tool these estimates have
been derived by eliminzting from the census classifica-
tion of narrow 3industrial groups those establishments
with assets over $250,000; this is done by applying per-
centages derived from Statistics of Income asset-size
breakdowns for the major industrial divisions which in-
clude these particular lines of business. In making the
computations numerous and important assumptions were nec-—
essary, especially in regard to the baking and men's
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clothing industries, where unincorporated enterprises
are predominant, The assumptions need not, however, be
explained in detail; they are clear from the procedures
outlined in the following tables,

In estimating the geographic representativeness of
the samples it has been assumed that in our five indus-
tries corporations have the same geographic distribu-~
tion as all establishments, corporate and non-corporate,
and that the proportion of companies with assets of
less than $250,000 is about the same from one region of
the country to another.

The 1927 Biennial Census of Manufactures gives the
number of establishments in each state, for each of the
following industries, corresponding roughly to those
represented in the samples: baking products other than
biscuits and crackers; clothing, men's, youths'and boys'
{except work clothing); furniture, including store and
office fixtures; clay products {other than pottery) and
non-clay refractories; machine tools., In Appendix A it
was mentioned that for purposes of sample selection the
states were arbitrarily classified in five major re-
gions. When the sample companies, and the establish~
ments ligted in the census, are classified according to
thege regional divisions it is found that the two geo-
graphical distributions correspond fairly closely, as
can be seen from Table B-6, In view of the assumptions
that underlie this comparison the differences shown be-
tween the two distributicns are not large.
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Table B-1 -~ 81 BAKING CORPORATIONS
Derivation of Sample Coverage, in
Number and in Volume of Business

In In Vol., of
Datum a/ No. Business b/

1l.Corporations manufacturing "bakery
and confectionery preducts" ¢/ 3,788  $1,352

2,5mall corporaticns in percent of
total "food and kindred productg"

corporations ¢/ 82% 144
3.S5mall corporations in (1)
{est.; 1 x 2) 3,106 £189

L.Establishments manufacturing "bread
and other bakery products" except
"biscuits and crackers," in per-
cent of "bread and other bakery
products" plus "confectionery" 4/ 529, 704

5.9mall corporations manufacturing
bakery products except biscuits
and crackers {est.; 3 x 4) 2,858 $132

6.Identical 1926-36 sample 81 $13.4
7.5ample coverage in 1935 (est.; 6 < 5) 2,.8% 10.2%

a/ A "small" corporation is regarded as one with less
than $250,000 in total assets.

b/ Dollar figures in millions.

¢/ From Treasury Department, Statistics of Income for
1 , Part 2 (Washington 1938).
d/ From Department of Commerce, Biennial Census of Manu-
factures, 1935 {Washington 1938),
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.Table B-2 - 46 MEN'S CLOTHING CORPORATIONS
Derivation of Sample Coverage, in
Number and in Volume of Businsss

In In Vol, of
Datum a/ No. Business b/

1.Establishments manufacturing "ments,

youths' and boys' clothing n.e.c."c/ 2,981 $615
2.8mall corporations in percent of

total "clothing and apparel” cor-

porations d/ 924 53%
3.5mall establishments in (1)
{est.; 1 x 2) . 2,743 $326

4.Corporations manufacturing "custom—
made, factory-made, coats, under-
wear, millinery, and clothing
n.,e.c,"e/ in percent of establishe
ments in "cutting-up industrieame/ 53% £/ 75% £/

5.0orporations in (3) (est.; 3 x 4) 1,454 $24,5
6.Identical 1926-36 sample 46 $8.6
7.Sample coverage in 1935 (est.; & < 5) 3.2% 3.5%

a/ A "small"® corporation is regarded as one with less
than $250,000 in total assets,
b/ Dollar figures in millions,
¢/ From Department of Commerce, Biennial Census of Manu-
factures, 1935 (Washington 1938); n.e.c, is "not else-
where classified.®

Prom Treasury Department, Statistics of Income for
1936, Part 2 (Washington 1939). In the years before 1936
the narrowest industrial group which includes men's cloth-
ing companies and for which the asset—size breakdown is
available in this source is "textiles and their products.”
¢/ From Treasury Department, Statistics of Income for
1935, Part 2 (Washington 1938).
f/ These percentages are regarded as pertalning to the
incorporated establishments in the men's clothing indus-
try; but they constitute a weak link in the derivation of
these coverage estimates, since they assume that the Sta-
tistics of Income and Census industries are identical and
that the incorporated enterprises comprise only one estab-
lishment each,
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Table B-3 - 66 FURNITURE CORPORATIONS
Derivation of Sample Coverage, in
Number and in Volume of Business

In In Vol, of
Datum a/ No. Business b/
l.Establishments manufacturing

"household furnituren ¢/ 2,118 $326
2.5mall corporations in percent

of total "forest products®

corporations 4/ 78% 324
3.5mall establishments in {1)

{est.y 1 x 2) 1,652 $104,
L.Identical 1926-136 sample 66 $8
5.5ample coverage in 1935

(est.; 4 = 3} 4.,0% 7.7%

a/ A "small" corporation is regarded as one with less

than $250,000 in total assets,.
b/ Dollar figures in millions.

¢/ From Department cof Commerce, Biennial Census of Manu-

factures, 1935 (Washington 1938).

d/ From Treasury Department, Statistics of Income for

1935, Part 2 (Washington 1938).



Appendix B : 123

Table B—4 - 70 STONE AND CLAY CORPORATIONS
Derivation of Sample Coverage, in
Humber and in Volume of Business

In In Vol. of
Datum a/ No. Business b/

l.Establishments manufacturing "eclay

products (other than pottery),™

"concrete products" and "marble,

granite, slate, and other stone,

cut and shaped" ¢/ 3,659  $192
2.5mall corporations in percent of

total "stone, clay and glass prod-

ucts" corporations d/ 79% 22%
3.5mail establishments in (1)

{est.; 1 x 2) 2,891 gL2
L.Identical 1926-36 sample 70 82,8
5.Sample coverage in 1935

(est.; 4 = 3) 2.4% 6.7%

a/ A "small® corporation is regarded as one with less
than $250,000 in total assets,

b/ Dollar figures in millions,

¢/ From Department of Commerce, Biennial Census of Manu-
factures, 1935 (Washington 1938), This industrial clas-
sification is perhaps too broad, and may cause the re-
sulting coverage estimates to be conservative; actually,
the great bulk of the companies in the identical 1926-36
sample belong in the category "clay products (other than
pottery)s" of which there were only 1,031 establishments
in 1935, with a value of product aggregating %0 million
dollars,

d/ From Treasury Department, Statistics of Income for
1935, Part 2 (Washington 1938). Corporations with assets
of 10 million dollars or more were eliminated before the
computation of these propertions, on the assumption that
such large corporations were confined primarily to the
glass, cement and podtery industries, groups not repre-
sented by the present sample. Failure to eliminate these
bilg companies would result in an impossible sample cover-
age estimate with respect to volume of business.
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Table B-5 - 118 MACHINE TOOL CORPORATIONS
Derivation of Sample Coverage, in
Number and in Volure of Business

In In Vol. of
Datum a/ No. Business b/

1.Establishments manufacturing "ma-
chine tools" and "machine-tool
accessories and machinists' pre-
cision tools® cf 990 $219

2.85mall corporations in percent of
totel "metal and its products®

corporations 4/ 78% 20%
3.5mall establishments in (1)

(est.; 1 x 2) 772 $43.8
L.Identical 1926-36 sample 118 8.8

S.Sample coverage in 1935
(est.; &4 ¢ 3) 15% 20%

a_a/ A “small" corporation is regarded as one with less
than $250,000 in total assets,

b/ Dollar figures in millions.

¢/ From Department of Commerce, Blennial Census of Manu-
factures, 1935 (Washington 1938).

d/ From Treasury Department, Statistics of Income for
1935, Part 2 (Washington 1938} Corporations with assets
of $10,00C,000 or mere were eliminated before the compu-
tation of these proportions, on the assumption that such
large corporations were mainly the big steel and machin-~
ery companies, groups not represented by the present sam-
ple, Fallure to ellminate these big companies would re—
sult in an impossible sample coverage estimate with re-
spect to volume of business,
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Table B=6 = SAMPLE CORPORATIONS IN FIVE
INDUSTRIES: Percentage Distribution,
Compared with That of All Establish-
ments in These Industries, by Region a/
New Mid, To-
Industry Eng. East West South West tal
Baki
Sample (8L co0s.) 174 28¢ 35¢ 129 8% 100%
All establishments 10 32 37 10 11 100
Men's clothin
Sample (46 cos.i 10 60 26 2 2 100
411 establishments & 72 18 2 2 100
Furniture
Sample (66 cos.) 16 26 34 17 7 100
All establishments Q 30 38 12 11 100
Stone-cla
Sample (70 cos.) 11 14 45 21 9 100
All establishments 5 25 36 23 11 100
Machine tool
Sample (118 cos.,) 19 14 6L 1 2 100
All establishments 22 19 56 1 2 100
TOTALS
Sample (381 ¢os.) 15 29 A0 10 & 100
anll establishments Q 36 35 10 10 1GG

a/ For sample corporations based on Table A-1 in ippen-

dix Aj

for "all establishments®

based on Department of

Commerce, Biennial Census of Manufactures, 1927 (Washing-

ton 1930). Tne states inciuded in each region are listed
in Appendix A, footnate 5.



STATISTICAL RELIABILITY
OF THE SAMPLES

Throughout the analysis presented in this study it has
beern souzht to avoid ungualified assertions that the fi-
nancial characteristics of the sample companies apply
also to all small manufacturing corporations in the five
industries, Obviously it would be unjustifiable teo claim
rigorous representativeness for samples as small as those
treated here, particularly in view of the faet that fi-
nancial characteristics vary widely from company to com-
pany. Strictly speaking, the findings relate to the sam-
ples alene and not to all small corporations in the se-
lected industries. Yet some statistically-minded readers
will seek to go beyond this limitation, and to appraise
for themselves the wvalidity of applying the sample compa-
nies' ratios to all small corporations in the five fi=lds.
This appendix, by examining the statistical significance
of the two types of ratios used in the study, may provide
answers to soame of the gquestions such readers will ask,

MEAN RATIOS

Most of the discussion of accounts payable and notes
payable in Chapter 3 was based on arithmetic mean ra-
tiss. 1/ In the following examination of statistical re-
liability the movement of the mean ratio of accounts pay-
able to total assets will be used fer purposes of illus-
tration. The test employed is Student!s t-test, which
need not be discussed here in detail.g/ The test has been
applied to 3-year averages (1926-28 and 1934-36) of the
mean ratios given in Tables B-7 and B-8 in the Data Book
(see footnote 2 of Appendix A, above). The formula used
is as follows, with X, representing the average of the

mean ratios for 1326-28 and X, the average for 1934-36,
Xd? and £d,® the sun of the squared deviations from

x, and Xg, and n the number of companies in the sample:
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t = X1 = Xz Y

=d? + 2d,° 2
2(n—1)

The application of the t-test is based on the assump-
ticn that the standard deviations of the two universes
are the same, Although the standard deviations of the
samples rose from the earlier to the later perliod, this
increase does not necessarily invalidate the underlying
assumption., The change was largely due to the fact that
a few companies reported ratios of 1 and over in the 1934-
36 period. In both groups of years the ratio of accounts
payable to total assets was sufficiently normal for all
companies in each sample to make it possible to apply the
t-test with a reasonable degree of confidence, On the
other hand, the distribution of the companies according
to their ratios of notes payable to total assets was er-
ratic, and did not warrant the use of the t-test, It is
for this reason that only the ratioc of accounts payable
to total assets was tested statistically.

In the various industries' mean ratios of accounts
payable to total assets (1926-28 average) 3/ the percent-
age movements that would be necessary for statistical
significance at the 5 percent level are found to be as
follows.&/ In other words, if the baking companies! ra-

All Larger Smaller
Companies Companies Companies
Baking 25 28% kTR 4
Men's clothing 24 22 L5
Furaiture Sk 25 8L
Stone-ciay 38 50 5L
Machine tool 50 33 a9

tio (all companies) moves by 25 percent or more we may
say that there are only 5 <chances out of 100 that this
change results from sampling errors.

The probability that the upward meovements of the
ratios from 1926=28 to 1934~36 were due to sampling er-
rors 5/ are indicated by the following figures, repre-~
senting the number of chances cut of 100.6/ Where these
figures are 5 or below the statistieal reliability of the
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All larger Smaller
Companies Campanies Companies
Baking 1 11 4
Men's clothing less than C.1 90 less than 0.1
Furniture 11 T 11
Stere-clay & 5 36
achine tool less than Q.1 4 less than 0.1

ratio movements falls within the 5 percent limit., The
statistical reliability of 3-year averages of mean ratios
is of course greater than that of the ratios for any sin-
gle year.

RATIOS OF AGGREGATES

Not all of the analysis in the text of this study
was based on arithmetic mean ratios, Aggregate ratios
were also used, computed in the following fashion, For
the sample companies in a given industry in a given year
the ratioc, say, of current assets to current liabilities
was obtained by summating the current assets of all the
companies, summating the current liabilities of all the
companies, and dividing the sum of the current assets by
the sum of the current liabilities, The nature of the
tabulations made such a procedure necessary in some in-
stances. It may be justified not only on grounds of con-
venience, but also because all the companies in the sam-
ples were small (assets less than $250,000), with the re-
sult that there was relatively 1little chance of a few
large companies dominating the picture, It is true, how-
ever, that in the aggregate ratios the larger companies
in the samples have more weizht than the smaller ones,
Therefore where these ratios are used it should be borne
in mind that they represent groups of small companies in
the aggregate, and do not necessarily define the charac-
teristics of a typical or medal small company.

While it is possible to decide with a fair degree of
accuracy whether a particular mean ratic falls within pre-
seribed limits of the true mean ratio for the universe,7/
it is a difficult, if not impossible, undertaking to make
such a judgment for an aggregate ratio, In the present
situation, however, it is possible to reach rough approx-
imations of the statistical reliability even of aggregate
ratios, because certain supplementary information is
available.
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Two ways are open for gauging in a general fashion
the statistical reliability of the aggregate ratics com-
puted for the identical sample of continuing companies,
analyzed in Chapters 2 and 3, One method is to observe
whether there is a year-to-~year consistency in the vari-
ous ratios. The other is to compare the ratios of the
identical sample of continuing companies (covering the
years 1926-36) with those of the identical supplementary
sample derived from the 1930 drawing (covering the years
1930-36), and to analyze the observed differences,

The year-to-year consistency of the ratiecs found for
the sample companies is one of the strongest defenses of
their statistical reliability, Cbservation of the basic
tables in the Data Book shows that the ratios rarely fluo-
tuated erratically; mest of them remained stable, followed
a cyclical course, or moved gradually upward or downward
over the ll-year periocd. Such consistency of movement
provides good reason for trusting the picture shown by
the data,

If a particular aggregate ratic is found, for exam-
pPle, to rise gradually but steadily over the entire 11~
year period, the movement can be regarded as reliable ev-
idence even if it amounts to less than, say, 10 percent
of the ratio, and even if the standard error of the mean
is relatively large, If we assume that, as a result of
chance fluctwaticns, the ratio was as likely to fall as
to rise from year to year, the probability that it would
rise consistently over the ll-year period would be in the
neighborhood of (3)10 or 1 in 1,02,, regardless of its
standard error, Hence, even if the ratio had a large
standard error of the mean in a given year, its indicated
movement might still be reliable.8/ If its movement fol-
lowed a consistent pattern there would be a large prcba-
bility that it was significant, This is the principal
reasen why it may be held that the statistical "scatter"
of the data does not seriously affect the major conclu-
slcns drawn from the analysis,

It can be shown also that, given aggregate ratios to
total assets from two independent samples (say the 1926
and 1930 drawings), and making several qualifying assump-
tions, we can compute the standard deviation of the ratio
for the 1926 sample by means of the following formula, 3/
In this formula R stands for aggregate ratio, d for the
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differences between the aggregate ratios for the two sam—
ples (they overlap for the years 1930~36), A for the to-
tal assets, in dollars, of each particular company in the
samples, and the subscripts 26 and 30 for the identical
samples of continuing companies derived from the 1926 and
1930 drawings, respectively.

The formula rests on the fact that an aggregate ra-
tio can be reduced to a weighted mean ratio, the weights
being the denominators of the component mean ratios, From
the dispersion of the differences between the two samples!
ratios of agurepgates for the same years we can derive an
estimate of the dispersion of the individual company ra-
tios for which the ratio of the aggregates is the weight-
ed mean. In other words, we can estimate the standard de-
viation of the mean ratio of the universe from the stand-
ard deviation of these differences ( OH in the above for-

mula). This standard deviation of the mean ratio for the
universe yields the standard deviation of the correspond-
ing ratic of aggregates when consideration 1s given to
the welghts implicit in these ratios of aggregates. Since
we kncew the asset-slige distribution of the companies in
the twec samples we can derive, for any given mean ratio
ir which total assets are the denominator,10/ the weights
necessary te convert the mean ratio into the correspond-
ing aygregate ratic, These weights are represented in the

above formula by the ratic of E(a?) to (}.‘.A)f that is,
the sum ef the squares of the total assets of cach par—
ticular company divided by the square of the sum of the
total assets of all the companies in the sample.

In the derivation of the formula three assumpticns
were made, First, it was assumed that the 1926 and 1530
samples were drawn {rou the same universe, and that they
therefore furnish estirates of the same characteristics.,



Appendix C 131

Secord, it was assumed that in each industry the asset-
size distribution of the companies in these samples is
the true distribution - that is, the distribution pre-
vailing for the universe of small manufacturing corpora-
tions in the particular industry - and did not change
over the period 1930-36. And, finally, it was assumed
that the standard deviation of the mean of a given ratic
for the unlverse of small manufacturing corporations in
a particular industry was the same in each of the 7 years
1930-36.

It camnot be maintained that all of these assump-
tions accord strictly with the facts., We know, for exan-
ple, that the companies in the 1926-36 identical sample
were in existence for at least 11 years, and that those
in the 1930-36 sample were in existence at least 7 years.
Therefore the record of success of the former is somewhat
better than that of the latter, a fact that stands in con-
tradiction to the first assumption. Again, although the
asset-size distribution of the sample companies may have
been the true distribution at the time of the drawings,
it certainly shifted somewhat over the periods of depres-
sion and recovery in the years 1930-36. The second of
these exceptions is relatively unimportant, but the first
may be significant; if so, it would have the effect of ex-
aggerabting the standard deviatlon of the aggregate ratio
camputed by our formula.

Of the ratios of aggregates used in this study, that
of inventory to total assets has been chosen for the pres-
ent test, This ratic is shown in Table C-1 for the con-
tinuing companies in each industry and for the 1626 and
1930 drawings, From the data in this table, and from the
1936 asset-size distribution of the companies in the two
drawings,ll/ the following estimstes of the standard de-
viation of the aggregate ratio of inventory to total as-
sets (1926 sample) were derived, by means of the formula
Jjust described: baking .013; men's clothing .019; furni-
ture .0l%; stone-clay ,018; machine toel .018,

We may assume that a range egual te four times the
standard deviation — twe above and two below the aggre-
gate ratio - constitutes the ratio's fiducial 1limits;
there are only about 5 chances out of 100 that the true
ratio lies outside these limits, At the 5 percent level
of significance these fiducial limits, in percent of the
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Table C-1 - 1926 AND 1930 DRAWINGS CF CORPCRATIONS IN
FIV: INDUSTRIES: Continuing Companies' Aggregate
Ratic of Inventory Lo Total Assets, 1930-36 a/

Industry 1930 1931 1932 1933 1934 1935 1936
Bakiny
1926 drawing .87 076 L0869 .090 .093 .093 104
1930 drawing .07 .086 .0as .102 122 18 A
Men's clothin
1926 drawing 319 319 .290 iy .313 401 406
1530 drawing .313 327 V315 408 L3341 405 .353
Furniture
1926 drawing .265 .249 269 ,282 .266 272 274
1530 drawing . 305 .289 267 342 .295 .288 281
Stone-cla
1926 drawing .182 166 160 DA .160 157 .138
1930 drawing LL49 129 A12 128 119 121 .130
Machine tool
1928 drawing 208 .20 8L 190 .192 179 185
1930 drawing .165 .150 L7 L1560 TR .18 .162

a/ For 1926 dJrawing based on TNEC Monograph 15 (previously cited) Tables
1-A te 1-E in Appendix F; for 1930 drawing based cn ibid,; Tables 3-4 to
3-E in Appendix F.

average 1930-36 aggregate ratio for the 1926 sample are
as follows: baking ¥29; men's clothing *1i; furniture
t12; stone-clay *22; machine tool *19, These percent-
ages are intended to provide some nction of the general
magnitude of the movement in the given ratio that would
be necessary for statistical significance, The standard
errors of these aggregate ratios are fairly large, but
other studies in preparation under the Financial Research
Progran indicate that they are not unusually large for
samples of financial statements data.

When the ratios were analyzed in the text (particu-
lariy in Chapter 3) we took the precaution of averaging
the annual ratios for the first and last three years of
the 1926-35 periocd, This procedure not only revealed any
apward or downward tendency in the ratio over the 1926-36
period, but also served to narrow the fiducial limits by
acproximately LG percent. Since the fidueial limits for
the inventory to total assets ratio run less than 30 per-
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cent, the corresponding limits for the average of three
annual ratics would be less than 20 percent, In men's
clothing a 7 percent change in the ratio would probably
be significant.

It needs to be emphasized again, however, that the
fiducial limits calculated in the first section of this
appendix for selected mean ratios used in the text are
of a far higher order of reliabllity than those pre-
sented in this seection, The chief purpose of the pres-
ent discussion 1is to ocutline a method that offers some
promise of measuring the statistical reliability of ag-
gregate ratios where the scatter of the denominator is
known.



D

DATA ON THE SAMPLES OF
DISCONTINUING COMPANIES, AND
TECHNIQUES OF ANALYSIS

It was explained in Chapter 4 that the year-before-dis-
continuance analysis of financial ratjos makes it neces-
sary to compute an ‘"estimated normal" if the data for
disappearing companies are to be effectively compared
with those for surviving companies. This procedure is
needed because each year before discontinuance represents
a different assortment of calendar years, each with its
own cyclical implication. Table D-1 shows, for the five
industries, the number of times each of the calendar
years 1926-35 was represented in each of the six year-be-
fore-discontinuance periods,

The method of calculating the estimated normal 1/
may be illustrated by showing how it was used for the
baking companies' ratio of current assets to current 1i-
abilities, For the 8l surviving baking corporations as
a whole this ratio was as follows during the 1926-35
period: 2/

1926 1.18 1531 1.27
1227 1.28 1932 1.22
1928 1.15% 1933 1.19
1929 1.23 1934 1.24
1930 1,35 1935 1.18

From Table D-1 it may be observed that for the sam-
ple of 47 discontinuing bakeries the calendar years rep-
resented were as follows: 1326, 15 times; 1927, 6 times;
1928, 7 times; 1929, 9 timesa; 1930, 10 times. The other
calendar years did not appear at all in the sixth year
before discontinuance for the present sample,

If the surviving corporations' current ratios for
these various calendar years are weighted by the number
of times each calendar year appears in the given year be-
fore discontinuance it is possible to ascertain what
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Table D-1 - SAMPLES OF DISCONTINUING CORPORATIONS IN
FIVE INDUSTRIES: Number of Times Each GCalendar Year
is Represented in Bach Year Before Dlscontinuance a/

Industry and
Year Before 1926 1927 1928 1929 1930 1931 1932 1933 1934k 1935

Disc¢ontinuance

Baking
{47 companies)

Sixth 15 6 7
Fifth - 15 &
Fourth - - 15
Third - - -
Second - - -
First - - -

Men's Clothing
(41 companiea)

Sixth TN 2] 1a 2
Fifth - 1 4 10
Fourth - - 14 ] 1
Third - - - 14
Second - - - -
Firat - - - -

[

[ RN}
1
=
1
)

—
(RS R e e

I W= 0
| =
g0 O

O N
]
i
1
1

| K
FoeBwns
=

Furniture
{38 companiea)

Sixth 11 g 10 A 5 - - - - -
Fifth - 11 8 0 4 5 - - - d
Faurth - - 11 3 10 4 3 - - -
Third - - - 11 g 10 L 5
Second - - - - 11 8 10 A 5 -
First - - - - - 11 g 10

Stene-Clay
(43 companias)

Sixth 12 1 6 L1 - . - -
Pifth - 1z 1¢ 6 L 11 - - - -
Fourth - - 12 10 5 [N 11 - - -
Third - - - 12 1w 6 L
Second - - - - 12 10 [ 4 11 -
First - - - - - 12 12

Machine Tool

{31 companies)
Sixth 4 6
Fifth - [N
Fourth - -
Third - -
Sacond - -
First - -

[ e e |

LI S el B o 8
[ S I S0 1)
Foao®mi
[ 00 = 5
R N s

e )

L]

a/ Based on TNZC Monograph 15 {previcusly cited) Tables G-A to O=E in Ap-
pendix F,
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their aggregate current ratio would have been under the
year-before-discontinuance chronology. This theoretical
current ratio for the bakeries in the sixth year before
discontinuance is thus calculated from the following data:

Calendar Years Current Rstio, Jeighted
Represented 81 Surviving Cos, Current Ratio
1926 — 15 tines 1.18 17.70
1927 = 6 times 1.28 7.68
1928 - 7 times 1.15 8.05
1926 - 9 times 1.23 11,07
193C - 10 times 1.35 13.5C
TOTAL 47 58.C0

Division of 58,00 by 47 gives 1.2, the estimated nor-
mal current ratio for the sixth year befdre discontinu-
ance, That is to say, if the current ratic of the 47
disappearing companies, taken together, had been the same
as that of the 8l surviving companies, it would have been
1.2 in the sixth year tefore discontinuance.

The estimated normals for the other year-before-dis-
continuance periods, and for the other ratios, are cal-
culated in the same way., It is obvious that any estimat-
ed normal 1is applicable only to the particular ratic,
sample and time pericd under consideration. For practical
reasons this thecoretical ratio has been calculated only
for financial relationships which appear to be early and
definite indicators of approaching discontinuance, These
are the three ratics analyzed in Chapter 4, and their es-
timated normals are rresented in Table D-2 for each of
the five industries and each of the six years before dis-
continuance,

A test of statistical significance was applied to
the year-before-discontinuance data analyzed in Chapter 4.
This procedure, Friedman's test of ranks, 3/ makes it
possible to appraise the significance of the observed
widening of the gap between the estimated normals and the
ratios for the discontinuing companies as time of discon-
tinuance drew near.

Table D-3 shows the ranking of the differences be-
tween the two groups of ratics. For each ratic and each
industry these differerices have been given a value, the
smallest difference being valued at & and the largest
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at 1, 4/ and the values have been ranked by year before
discontinuance, from small to large. The purpose of the
test is to determine the probability that this arrange-
ment would occur by chance.

The first step in the procedure tests whether the
ranks in all five industries follow the same pattern,
This is done by comparing the actual distribution of
ranks with the distribution to be expected if the ranks

Table D-2 -~ SAMPLES QF CCNTINUING CORPORATIONS CORRESPONDING
TO SAMPLES OF DISCONTINUING CORPORATIONS IN FIVE INDUSTRIES
Estimated Normals for Three Selected Ratios

in Six Years Before Discontinuance a/

Ratio and Year Men's Furni- Stone- Machine
Before Discontinuance Baking Clothin ture Clay Tool

Current Assets bf to
Current, Liabilities

Sixth 1.2 2.3 2.9 AN 2.1
Fifth 1.3 2.4 3.1 2.3 2.1
Faurth 1.2 2.4 EN 2.1 2.0
Third 1.2 2.4 3.6 2.0 1.8
Second 1.3 2.6 3.6 1.9 1.7
First 1.2 2.4 3.4 1.7 1.6

et ¥Worth to

Total Debt ¢f
Sixth 2.3 1.7 2.3 3.5 2.7
Fifth dob 1.7 2.9 3.3 2.7
Fourth 2.3 1.9 3.2 3.2 2.6
Third 2.4 1.8 3.5 3,0 2.4
Second 2.3 2.0 3,7 2.8 2.2
First 2.2 1.9 3.5 2.5 2.0

Net Yorking Capital d/

Lo Total Assets
Sixth 050 47 W2 .26 .2k
Fifth 056 47 42 .24 .22
Fourth LOL7 47 42 .22 .20
Third 049 47 43 .20 .18
Secand 054 ] AN .18 .16
First oug A6 .19 W16 16

e

Jased on Tables B-1 to B-5 and B-22 to B-25 in Data Book (see fcotnoie
of inpeadix A, above) and Table D-1 above, The estimeted normal ratic is
he weighted average of the continuing companies' raties for the varicus
lendar years contained in each year before discontinuance.

Exelusive of government bonds.

Current liatilities plua long-term debt,

Current assets minus current liabilities.

e |lo e oo R
NS

[=%
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Table D=3 - SAMPLES COF DISCONTINUING AND CONTINUING
CORPORATIONS IN FIVE INDUSTRIZS: Application of
Friedman's Test of Ranks to Three 3elected Ra—

tiocs for 5ix Years Before Discentinuance a/

Ranking of Jifferences Between Estimated
Normal and Ratic of Oiscontinuing Companies
Hatlo and Industry in Six Years Before Diszontinuance b/

3ixth Fifih Fourth Third Second First

current Assets to
Current Liabilities

Baking o 5 3.3 3.5 1.5 1.5
Men's clothing 6 L.5 Led 3 2 1
Furniture ) 5 4 3 1.5 1.5
Stene-clay 1 L 4 4 4 A
Kachine tocl 5 5 2 5 2 2
TQTAL 24 23.5 13 18.5 11 10

Probability that this ranking would occur by chance: less than 1 in 100

Net Worth to Total Debt

Baking 6 5 I 3 1.5 1.5
Men's clothinz 5 5 4 3 2 1
Furniture & 5 L 3 2 1
Stone~clay 1 “ 2 & 5 4
Kachine tool 449 5 ) 4.5 1.5 1.5
TCTAL 23.5 24 17 17.5 13 7

Probability that this ranking would occur by chance: less than 1 in 100

Net Working Capital
to Total Assets

Baking [ b A 3 2 1
Ken’s clothina & s 1A 3 2 1
Furniture o 5 4 2 ? 1
Stone-clay 5 5 4 Kl 2 1
Vachine tool b 5 k! L 2 1

TCTAL 29 20 19 16 10 5

Probability that thia ranking would occur by chance: less than 1 in 107

3/ Based on Tables B-22 tc B-ia ir Data Zcok {=ee lcotnete 2 ©f Aprendiv
A, abtove} ard Table D-2 above. .

gf Tre srallest difference is represented by &, the next largest diffrer-
ence by 3, and so forth,
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were drawn at random. Under the condition of random draw-
ings the totals of all columns would be expected to be
equal; the test therefore consists in measuring the prob-
ability of these totals' deviating from equality. The
second part of the test compares the order of the average
ranks, or column totals, with the order 6, 5, &4, 3, 2, 1;
in other words, it determines the degree to which the
sixth year before discontinuance shows the least differ-
ence between the estimated normals and the discontinuing
companies' ratio, the fifth year before discontinuance
the next smallest difference, and so forth, The last step
combines these two procedures to show the probability
that, for the five industries combined, the observed in-
¢rease in the divergence would occur by chance as time of
discontinuance approached. It was found that for all
three ratios this probability was less than one chance in
a hundred.

The basic data on the identical sample of discontin-
uing companies, for the last six years before discontin-
uance, are presented in the Data Book (see footnote 2 of
Appendix A, above), Tables B-22 to B-26, which also show
the 1926~35 high-low range for the corresponding data on
the identical sample of surviving companies,
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CHAPTER ONE

Based on Twentleth Century Fund, Big Busliness, Its Growth and

Its Place (New York 1937) Teble 25. The "under $1,000,000" as—

set size class shown in that table was further broken down, by

the same method used by the Twentleth Century Fund, to obtain an
estimate for the "under $250,000" class, and it was assumed that
the great majority of the unincorporated emnterprises had total
assets af leas than $250,000 each.

For an especially illuminating discussion of the business popula-
tion in this country see the testimony of Willard L, Thorp before
the Temporary Naticnal Eccnomic Committee, Hearings, Part 1, "Eco-
nomic Prologue,” 75th Congress, 3rd Session (Rashington 1939).

Estimated from Biennial Census of Manufactures data for 1937 in

Department of Commerce, Statistical Abstract of the United States,
1940 (Washington 1941) p. 803, by assuming that the establishments
whose value of product is under $500,000 are roughly the same as

those whose assets are under $250,000,

Thase cbservations are equally valid for 1929 and 1939. See De-
partment of Commerce, multilith report on "Types of Organization
of Manufacturing Establishments" (Census of Manufactures: 1939,
16th Census of the U. 5., 1940), dated Cctaber 1941, p. 3.

State laws of incorporation generally require three directors,

This factor alone my ot be the whole explanation of why small
manufacturing enterprises incorporate, in the face of the added
tax 1liability which incorporation frequently invelves for such
companies, Perhaps there is a certaln class consciousness in bus-
iness organization which prompts small manufacturers to like the
appearance of "Inc." in thelr business name,

These conclusions appear to hold, with relatively minor modifica-
ticns, for the various customary definitions of profit rate; the
ratio of net income after income taxes to net worth (the one on
which the above deseription 1s based), or to total capital, or to
total assets, or to total sales. The increase of profitability
with asgset size appears tc be most marked for the last-mentioned
of these ratios, net incocme to sales, The findings are not al-
tered by taking net income before income taxes, or before income
taxes and interest payments, but for manufacturing corporations
tha profit rate tends to decline slightly as asset size increases
if net income is taken before income {axes, interest and officerst
compensation. The peculiar role played by officers' compensation
in the profitability of small corparetions is elaborated below.

For details on asset size differences 1in profit rate see W. L.
Crum, Corporate Size and Earning Power (Cambridge, Mass., 1939),
especially Charter 19; Twentieth Century Fund, How Profitable is
Big Business? (New York 1937), especially Part 2; and Temporary
National Economic Committee, Monograph 15, Financial Characteris-
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ties of American Manufacturing Corporations, by Charles L. Werwin

{Wzshington 1‘51765, eapecially Chapter 2. For discussions of pre-
1931 data see W. L. Crum, Corporate Earning Power (Stanford Uni~

versity 1929), especially pp. 145-53; National Bureau of Economic
Research, Industrial Profits in the United States, by R. C. Ep-
stein (New York 1934), especially pp. 131-40, and Corporate Prof-
its zs Shown by Audit Reports, by W. A, Paton {New York 1935) 5

especially pp. 7¢s; 77; and Donald Woodward, testimony of June 22,
1939, in Hearings of a subcommittee of the Senmate Committee on

Banking and Currency (76th Congress, lst Session), on 5.1482 and

S. 2343 (introduced by Senator James M. Mead, of New York), espe-
clally pp. 374-79.

The distinetion here is between a combination of plants making
products 1in successive stages of manufacture and a combination
operating in the same stage of manufacture,

The Federal Trade Commission, which has been tabulating corpora-
tion statements for narrowly defined menufacturing industries,
pertalning to the year 1940, had released reporis on seven such
groups by June 1942. Three, including two relating to industries
covered in this study (furniture, 71 companies; machine teol ac—
cessory and machinists' precision tool, 29 companies; and fruit
and vegetable canning, L9 companies), showed a definite and per-
sistent tendercy for the rate of return on total Iinvestment to
increase with asset size. Two industries (bolt, nut, washer and
rivet, 33 companies; and steel castings, 39 companies) showed a
tendency for this rate to decline. 1In the twe remaining groups
(rayon and allied products, 1, companies; and screw machlne prod-
ucts, 25 companies} the concerns were divided into three asset
slze classes; the large and small companies showed about the same
rate of return, and the medium-size companies were the most prof-
itable, Hate of return was interpreted as the ratio of net in-
come plus long-term debt interest to net worth plus long-term
debtt. The above observations remain the same whether net income
is taken befare or after income taxes. The asset size classes
were sc chosen as to include, for a given industry, approximately
the same pumber of conpanies in each class. See Federal Trade
Commission, Corporation Reports, 1940 series (undated photostats
of typescript}.

Yery small concerns, those with assets of $10,000 to $25,000,
have a relatively smail amount of debt. But the proportion of
total debt to total assets rises rapldly, reaching a peak in the
$100,000 to $250,000 asset class, and then declines as asset size
increases. See Naticnal Bureau of Eeoncmic Research (Financial
Research Program), JIndustrial and Commercial Debt — A Balance
Sheet Analysis, 1939, by Carl Kaysen (ms. 1942).

See National Burezu of Economic Research (Financial Research Pro—
gram), The Finaneial Structure of Incorporated Business, A Cross-
Section View, 1937, by Walter A. Chudson (ms, 19h2;; and W, L,
Crum, The Effect of Size on Corporate Earnings and Condition,
Harvard University Business Research Study No. 8 (June 1934).
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This is not intended to imply that surplus constitutes a liquid
reserve out of which operating losses may be financed and divi-
dends paid, Actually, the funds needed to pay operating expenses
and dividends during unprofitable years must come from asset lig-
uldation or borrowing, once cash balances have been drawn down to
the minimem. Surplus is convenlent as an account against which
such operating losses and dividends can be charged. See 0, dJ.
Currys Utilization of Corporate Profits in Prosperity and Depres-
sion, University of Michigan Business Studies, vol., 9, ne.ls (Amn
Arbor 1941}, especially Chapters 1, 5, &,

National Bureau of Economic Research, Business Cycles: The Prob-
lem and Its Setting, by Wesley C. Mitchell {New York 1927) vel.
1, pp. B6-90. Professor Mitchell states (p. 88) that "as a rule,
large establistments were more affected by the depression than
medium-sized establishments, and the latter were more affected
than small establishments." It appears that during cyclical con—
traction large caupanies either have more flexible costs than
small enterprises, or have more liquid assets with which to fi-
nance operating losses. Perhaps both forces are at work, with
the result that during cyclicsl contraction production falls off
more sharply in large than small companies, and discontinuances
are more common among small than large enterprises, This sugges-
tion, however, requires further study before it can be considered
established,

See Treasury Department, Statistics of Income for 1936, Part 2
(Rashington 1935) Table 6.

Temporary National Economle Committee, Monograph 15, Financial
Characteristics of American Manufacturing Corporations, by Charles
L. Merwin (Washington I940), cited hereafter as TNEC Monograph 15.
Certain of the figures in the basic tables in Appendix F of Mono-
graph 15 were revised after publication., Further tabulations per-
taining to the corperations covered in the present study are col-
lected in s separate volume, avallable to those who wish to exam-
ine the data in greater detail: National Bureau of Economic Re-
search (Financial Research Program), Data for Studies in Business
Finance (ms. 1942), hereafter referred to as Data Book. For a de-
tailed description of the source and nature of the tabulations
see Appendix A of the present study.

Appendix B contains detailed estimates of sample coverage for the
companies in the 1926 drawing that continued in existence through
19356,

Based on Table A-4 in Appendix A.
Based on Table A-4 in Appendix A.
After payment of income taxes but before disbursement of divi-
dends; profits and losses from real estate sales also have been

excluded, This definition of net income is followed in the pres-
ent study wherever reference is made to the sample companies.
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Based on TNEC Monograph 15, Tables I-A to 1-E in Appendix F,
These figures are not averages of annual ratios, but, for each
industry, the ratls of average profit or loss over the 11 years
as a whole to the average of the year-end net worth figures over
the same period.

Hased on the same source and computed in the same manner as the
figures referred to in footnote 21,

Another determinant, but one of considerably less importance, is

the fact that unearnzd income of individuals (for example, divi-

dends) is taxed at a somewhat higher rate than earned income {such
as salaries).

Even this may not represent the upper limit in these cases where

the owners of these enterprises have misreported certain of their
living expenses as business costs, Such misreporting may not be

uncomton zmong small corporatiens, and would result in an under-

statament of the profit rates actually earned by the business en-
terrrises,

Based on the same scurce and computed in the same manner as the
figures referred to in footnote 21. Strictly speaking, net worth
may not be the proper denominator for the present ratios, but it
has been used in order to clarify the comparison with the profit
rates shown on an earlier page.

These conclusions regarding the profitability of the small mamu-
facturing corporations in the sample are not altered seriocusly if
profits are compared with sales or total assets rather than with
net worth, These alternative proflit ratics have not been shown
here; but they may be derived from the baslc data.

That is, net worth minus intangibles such as goodwill.

Bazed on TNEC Menograph 15, Table 73 in Appendix F. The figures
given here are exclusive of companies wilh negative net worth,

National Bureau of Economic Research (Firancial Research Program),
The Financial Structure of American Business, by Sidney S. Alex-
ander (ms. 1942).

CHAPTER TWO

Most of these industries, and also a large number of others, are
descrited in consideratle detail in varicus "Evidence Studiest®
and "Werk Materials" prepared by the Naticnal Recovery Adminis-
traticn, A complete file of this material is available in the

Derartment of Commerce library in Washington,

Rough estimates of the coverage of the samples are presented in
Appendix B.

See Work Projects Administration, National Research Project, Pro-
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duction, Employment and Productivity in 59 Manufacturing Indus-
tries, by Harry Kagdoff, Irving H. 3iegel, and Milton B. Davis
{Philadelphia 1939} Part 2, p. 18,

Based on National Recovery Administration, Division of Review,
The Baking Industry, Evidence Study No. 46 prepared by the In-
dustry Statistics Unit (mimeograph, October 1935) p. 21, derived
from a special tabulation made for the NRA by the Bureau of the
Census, covering "bakery products other than biscuits and crack-
ers," Establishments with annmual production of less than $5000
are not included,

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

Continuous ovens have been introduced in many bakeries, but it is
likely that quite a few of the small companies in the sample dis-
cugsed here did not have such ovens,

From the NRA report cited above it may be inferred (p. 23) that
none of the companies in our sample was likely to employ more
than 50 persons. Undoubtedly the majority employed far fewer.

The 1939 Census of Manufactures indicates that in the bread-bak-
ing industry there is, on the average, about one salaried officer
per incorporated establishment.

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

Of the raw material expenditures of the entire baking industry
(including biscuits and crackers) 55 percent were for flour in
1529, with white flour by far the most important type bought; we
may assume that for the bread-making division of the industry,
the Importance of flour purchases was even greater, Expenditures
for butter, lard, their substitutes and other shortening consti-
tuted 15 percent of the total, cutlays for milk {in all forms)
another 5 percent, and purchages of sugar and eggs about 10 per-
cent each., 3See Department of Commerce, Bureau of the Census,
Manufactures, 1929, vol. 2 (Washington 1933) pp. 59, 66, These
figures are based on repoerts f{rom about half 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 purpeses of this tabulation,

Figures based on TNEC Monograph 15, Table 1-A in Appendix F,

where the breakdown is presented by years., In 1936 the total un-
classified inventory amounted to about L percent ol the aggregate
inventory of all Bl companies, ixecept for a slightly larger pro-
portion of supplies and smaller proportion of raw materials, the
inventory breakdown for a group of large bread-makers is similar
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to that given here; see Federal Trade Commissiocn, "Bread and Bak-
ery Products Manufacturing Corporations," Industrial Corporation
Reperts {October 22, 1940) p. 9, which covers 7 of the principal
concerns in the industry.

Among the entire group of companies that produce "bakery products
other than biscuits and crackers" the value added by manufacture

represented 52 percent of the value of products in 1933, The fig-
ure varied as follows, for companies of different aizes: compa-

nies with no wage-earners, 42 percent; with 1 to 5 wage-earners,

46 percent; with 6 to 20 wage—earners, 48 percent; with 21 to 5C

wage—earners, 51 percent; with 51 or meore wage-earmers, 56 per-

cent, See NRA, op. cit., p. 23. The value added by manufacture

is the difference between the value of product {at factory sell-

ing price} and the cost of materials, containers, fuel and pur-

chased electric energy. The above figures indicate that for the

small bakeries the cost of materials was somewhat higher than

for the large ones, in relation to the value of their products.

Figures based on TNEC Monograph 15, Table 1-A in Appendix F, where
the breakdown is presented by years., In 1936 the total unclassi-
fied land and plant amounted to about 15 percent of the aggregate
land and plant of all Bl companies.

Even such items as depreciation and officers' compensation are not
fully segregated on income tax returns, but they are more com-—
plete than a separate series on wages or materials cost is like-
1y to be,

See, for example, the wholesale prices of Kansas City winter
straights wheat fleour, compiled in Department of Labor, Bureau
of Labor Statistics, Wholesale Prices in the United States (is~
sued monthly}, December issues for each year,

For wholesale prices of white bread, as reported in Chicago and
New York, see ibid.

See TNEC Monograph 15, Table 24 in Appendix F.

The average business 1ife of the manufacturing unit in the men'a

clothing industry has been estimated at seven years. See Natienal
Recovery Adminiatration, Division of Review, The Men's Clothing

Industry, by J. W. Hathcock, Work Materials No, 58 (mimeograph,

March 1936) p. 52.

This characteristic is still more common among women's clothing
manufacturers, whose product is subject to an even mare fickle
market demand.

The integration inaugurated by the chains has multiplied the
problems of many of the larger as well as the smaller companies
in the industry.

Especially during the 1923-29 period the men's clothing indusiry
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displayed a notable tendency to move out of the majer manufactur-
ing centers into smaller cities and even country districts, 3ee
Hathcock, op. eit., p. 97.

It has been argued, however, that these seasonsl fluctuations are
being smoothed, especially with respect to manufacturing and fi-
nancing, See Hatheock (ibid., p. 66): "Today [19361, with less
favorable [eredit] arrangements with the mills, higher labor
costs, and shorter working weeks, most manufacturers of men's
clothing find themselves producing garments twelve months z year,
largely for stock, with twe selling seasons, and ho period when
the average plodding manufacturer is able to liguidate a suffi-
cient proportion of his larger inventories to get out of debt to
his bank,"

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

Figures based on TNEC Monograph 15, Table 1-B in Appendix F,where
the breakdown is presented by years., In 1936 the total unclassi-
fied land and plant amounted to about 14 percent of the aggregate
land and plant of all 46 companies.

For contract faclories the materials cost is naturally a much
smaller 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 L-B in Appendix F.

See Federal Trade Commission, ¥Men's, Youths' and Beys' Clothing
Manufacturing Corporations,® Industrial Corporation Reports Jan-
uary 21, 1941) p. 12.

See, for example, the wholesale prices of 13-ounce unfinished
worsted suiting at factory, in Bureau of Labor Statistics, Whole-
sale Prices ..,, cited above,

For average hourly earnings in the men's clothing dindusiry in
1926, 1928, 1930 and 1932 see Bureau of Labor Statistics, Bullet-
in 994; {for 1934-36 see Bureau of Labor Statistics, "Hours and
Earnings in Mapufacturing and Nonmanufacturing Industries, 1932
to 1940" (mimecgraph, December 1941} p. 23.

See, for example, the wholesale prices of men's J-piece 13-ounce
blue serge suits (Chicago) and of wen's 4~plece l5-ocunce blue

serge suits (New York), in Bureau of Labor Statistiecs, Wholesale
Frices ..., cited above.

Hatheock, op, ecit., p. 61l. These tabulations were prepared for
the NRA by the National Credit Office, Inc., in New York City.
It is not clear whether profits were taken before or after in-
come taxes. Interesting breakdowns of these 243 companies! net
profit in percent of sales, according to their net worth and the
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selling price of thelr products,are also given in this source for
1933 (pp. 61 and 63 respectively), as follows. The prefit rate

Net. No. Profit % of Cos. Selling No. Profit % of Cos.

Worth ©of 1in £ of Shaming  Price of in & of Shawing

{000 Cos. Sales Profit RBanzes fos. Sales Profit
Up to %25 62 2,14 79% Up to %10 56 2,2 96%

25 - 50 98 2.3 91 10,50- 15 77 2.8 90

80 - 75 K 2.0 93 15.5C=- 22.50 87 2.2 86

75 & up 42 2.6 93 22,50 & up 23 1.3 78

did not rise or fall persistently with an increase in net worth,
but it is significant that the largest cempanies had the highest
profit rate and the smellest size class had the lowest propor-
tion of profit-making companies, Mzanufacturers of suits whole-
saling for less than 322,50 were definitely more profitable in
1633 than those making more expensive grades,

Thid., p. 60.
See TNEC Monograph 15, Table 24 in Appendix F.

The 1939 Census of Manufactures indicates that in the furniture
industry there are, on the average, about two salaried officers
per incorporated establishment.

See Table a-3 ih Appendix A.

Walter L. Mitchell, Jr,, Director of Research, Dun & Bradstreet,
Inc., New York City.

In 1914 the 9 states that were the largest producers of furni-
ture (ineluding stere and office fixtures) accounted for 8l per-
cent of the total value of products; in 1935 the 9 top states
acecounted for 72 percent. The 5 states mentioned above retained
their share almost intact, however, accounting for 53 percent in
1%14 and 51 percent in 1935,  See Bureau of the Census, Census
of Yanufactures, 1914, wol. 2, pp. 958-61, and Biennial Census_cf
Manufactures, 1935, p. 453,

See Natural Business Year Council, "Furniture Manufacturers,"”
Bulletin Ho. 11 (Dun & Bradstreet, Inc., March 1939),

The seasenal indices of retail furniture sales made by a group of
New ZIngland 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
fipure was 2.7. See Natiocnal Bureac of Economic Research, Season-
al Variations in Industry and Trade, by Simon Kuznets (New York
1933) pp. 395, 409,

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 TNEC Monograph 15, Table 1-C in Appendix F, where
the breakdewn is presented by years. In 1936 the total unclassi-
fied land ang plant amounted to about 6 percent of the aggregate
land and plant of all &6 companies.

Ibid. In 1936 the total unclassified inventory amounted to about
28 percent of the aggregate inventory of all 66 eompanies, Fro-
portions slightly different from those given above were found for
a sample of 15 larger furniture manufacturers in 1939: for this
group finished goods amounted to 32 percent of total inventory,
work-in-process 23 percent, and raw materials plus supplies 45
percent. See Federal Trade Commission, "Purniture Manufacturing
Corporations,t Industrial Corporation Reports (June 3, 1941) p. 12,

See, for example, the wholesale prices of wooden beds, dining
room chalrs (sets of six) and living room davenports, in Bureau
of Labor Statistics, Wholesale Prices ..., cited above,

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

The net income figure shown in Table 7 is exclusive of realized
capital gains and losses, In the sample studied here profits
and losses from the sale of real estate are normally so small as
to be ingignificant. Only a handful of companies report any gain
or loss, and these, combined, had only an %11,000 gain in 1426,
a $12,000 gain in 1931, and a $10,000 loss in 1933, In other
years the item ran even smaller - except in 1929, when a capital
gain of §1,093,000 was reported, This bonanza appears te have
been abserbed by an increase in cash and govermment bond hold-
ings and by investments in other enterprises,cash dividends, of-
ficers' compensation and income taxes, Because of the two latter
items this inordinate gain is reflected as a loss in Tahle 7

For an index of average hourly earnings in the furniture manufac-
turing industry see National Industrial Conference Board, Wages,

Hours, and Employment in the United States, 1914-1336, by M. Ada

Beney (New York 1936) pp. 104-07,

This discussion centers primarily around the industrial situa-
tion of brick and tile manufacturers, since it is mainly they who
constitute the present sample.

National Research Project, Brick and Tile, by Miriam E. Vest

{Philadelphia 1939} p., 12, In that study the output of the brick
and tile industry is converted into units of 1,000 common brick,
on the basis of the average relative values of the variocus prod-
ucts; for a detailed description consult ibid., pop. 23, 24, 194,
195.

The 1939 CLensus of Manufactures indicateg that in the briek in-
dustry there is, on the average, about one salaried officer per
incorporated establishment.
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For example, deposits of Darlington clay, widely used for fine
face brick, are found primarily in eastern Ohio and weatern Penn-
sylvania.

West, op. ¢it., pp. 29-35.

Figures based on TNEC Konograph 15 Table 1-D in Appendix F, where
the breakdown is presented by years. In 1936 the total unclsasi-
fied land and plant amounted to about one-fifth of the aggregate
land and plant of all 70 companies.

Depletaple asgetas were not shown separately on the income tax re-
turn balance sheet until 1935, and in the present study were tabu-
lated with "all cther capital assets" throughout the period cov-
erad,

Flgures based on THEC Honograph 15, Table 1-D in Appendix F,where
the breakdown is presented by years. In 1936 the total unclassi-
fied inventory amounted to about 17 percent of the aggregate in-
ventory of all 70 companies.

For a sample of 6 principal manufacturers in the clay products

industry the inventory composition differed somewhat from that

shown here, Finished goods constituted roughly 60 percent of to-
tal inventory, raw materials about 30 percent, work-in-process

about 10 percent, and supplied a scant 2 to 4 percent; see Feder-
al Trade Commission, "Clay Products (Other than Pottery) Manufac-
turing Corporaticns," Industrial Corporation Reports (December

24, 1940) p. l4. These differences, however, may merely indicate
differences in the two industries

For compcsite wholesale prices of hrick and tile see Bureau of
Lakor Statistics, Wholesale Prices ,,., cited above,

For composite wholesale price of bituminous coal, mine run, see
ibid,

‘Jest, op,_ecit., p. 84, ovuserves that 'Prices in the [brick and
tite] industry are more stable than production, reflecting the
relative inelasticity of demand and elasticity of supply which
cperate drastically when prices fall below the cost of produc-
tion."

For average hourly earnings 1in 1929 and 1935 see ibid., p. 143;
for average hourly earnings in the brick, tile and terra cotta
industry, 1932-36, see Bureau of Labor Statistics, '"Hours and
Earnings ..." (cited above) p. 16,

The significance of business conditions in this industry as a cy-
clical indicator ia attested by the fact that an index of machine
tool orders running back as far as 1919 is widely circulated,

This is the effect of the so-called acceleration principle. For
a highly simplified illustration of this principle we may assume
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a machine tool manufacturer A, a textile machine manufacturer B,

and a textile mill C, with B and € under the necessity of replac-
ing their machines every 10 years, If the demand for C's prod-

ucts falls 5 percent C can curtail half his machinery purchases

from B, other things remaining equal, because he can use machines

that would otherwise be idle instead of replacing those that are

worn out. This, however, is sufficient inducement for B to stop

a1l purchases of machine tools from A&, Actually, of course, the

operation of the principle is much more complex than this illus-

tration suggssts.

Based on the 1920 inventory of metal working equipment reported
in American Machinist (February 12, 1931}, cited in C, E, Fraser
and G. F. Doriot, dnalyzing Qur Industries (New York 1932) p. 189,

For example, that followed in the Tariff Act of 1922 and the Cen-
sus of Manufactures. The definition of machine tools followed by
the Natiocnal Machine Tool Builders Association excludes such
items as forging machines and presses,

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

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

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

Figures based on TNZC Monograph 15 Table 1-E in Appendix F,where
the breakdown is presented by yeara, In 1936 the total unclassi-
fied land and plant amounted to about 6 percent of the aggregate
land and plant of all 118 companies.

Ibid. In 1936 the total unclassified inventory ampunted to al-
most a third of the aggregate inventory of all 118 companies,
This meagreness of classification is probably to be attributed
to the length of the manufacturing process as well as to care-
lessness in reporting.

Figures for 1939 covering 8 large manufacturers of machine tools
and 7 large manufacturers of accessories show the work-in-proc-—
ess component to constitute 51 percent of total inventery for
the former and 39 percent for the latter; see Federal Trade Com—
mission, ™achine Tool Manufacturing Corporations" and "Machine-
Tool Accessory and Machinists' Precision Tool Manufacturing Cor-

porations," Industrial Corporation Reports (December 31, 1940,
p. 12, and April 1, 1941, p. 12, respectively).

This is not so true of accessory manufacturers.

For average hourly earnings in the "machines and machine tools”
industry see Beney, op, cit., pp. 88~91.
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Since the workers who were diamissed during the early part of
the depression were those that received relatively low wages the
average hourly earnings of the remaining workers increased.

The figures are presented and analyzed in C. L. Sutula, "{achine
Tool Companies, 1936-1940% (ms,, April 17, 1941), a report pre-
pared in the Research and Statistice Subdivision of the Securi-
ties and Exchange Commissien,

For tabulations covering these samples of 18 registered and 6 un-
registered companies see ibid.

CHAPTER THREE

Strictly speaking the 192629 period was not entirely one of ex-
pansion; there was a mild recession in 1927, But the 1927 de-
cline was not marked in the annual data analyzed here, and for
convenience in analysis we have grouped all four years, 1926-29,
into one period,

Based on TNEC Monograph 15, Tables l1-A to 1-E in Appendix F.

These financial ratios, and alsc most of the others analyzed in

this report, are ratios of aggregates. For the distinction be-
tween a ratio of aggregates and a mean ratio see Appendix C.

Mean ratios, based on TNEC Monograph 15, Table 67 in Appendix F,

See Tables 2, 4, 6, 8 and 10 in Chapter 2.

Tables B-10 to B-1l4 in Data Book (see footnote 16 of Chapter 1),

See TNEC Monograph 15, Tables 1-A to 1-E in Appendix F.

Purther evidence of this attitude is the fact that these amall

enterprises alsc had very little preferred stock in their capital
structure, as will be shown presently.

A contributing cause may be the fact that instalment purchasesa of
equipment are fairly common among bakeries,

It is true that some of the largest companies are too big for
even the capital market Yo treat them in an "imperscnal and
standardized" manner., But the distinction brought ocut above has
general validity

Based on TNEC Menograph 15, Tables 1-34 to 1-E in Appendix F.
Federal income tax regulations require that they be capitalized.

A net contraction of fixed property occurs when the depreciation
charge exceeds fixed property expenditures. The term "outlays"
is fregquently used in the text as synonymous with "expenditures,®
although in accounting practice a distinction is sometimes made
between the twe,
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13 This is a simplified statement, for it assumes that no undepre-
ciated retirements are changed to the profit and loss account,
and it exeludes from fixed property expenditures an amount equal
to the total of any cash sales of land and plant that may have
occurred. See detailed explanation in Data Book, discussion of
Tables B-10 to B-21,

14 Depreciation charges are notoriously defective as measures of ob-
solescence, and wear and tear of plant and equipment, It is es-
pecially hazardous +to rely on them in an analysis of the income
tax returns of small companies, such as those in the present sam-
ples, for such establishments tend to charge all the depreciation
the Bureau of Internal Revenue will allow. In a random and fair-
1y large group of companies this overstatement of depreciation is
probably minimized by the fact that under the regulations no fur-
ther depreciation is allewed on fully depreciated property. The
Bureau of Internal Revenue!s depreciation allowances are not nec-
easarily liberal; indeed, some accountants regard them as inade-
quate., Nevertheless, the amounts reported may deviate widely from
actual capital consumption, not only becsuse of misreporting but
also because the statutory concept of depreciation is not wholly
in accordance with the economic concept.

A disturbing factor of samewhat greater importance is the
understatement of depreciation resulting from the inclusion of
this item in "cost of operations’ or fother deductiens," BSince
this charge is important in the determination of taxable income,
there is considerable pressure to show it separately somewhere on
the return, and where this was done it has been picked up and in-
cluded in the present tabulations, Cases undoubtedly exiast, how-
ever, where depreciation was lumped with some other deduction,
and hence could not be identified,

A guess as to the net effect of all these forces on the re-
liability of the depreciation estimates shown here would be haz-
ardous, Some of them make for an overstatement, others for an
understatement, In the present situation the depreciation charges
of these companies are taken 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
te the desired figures on anticipated requirements for plant re-
placements, For a thorough discussion of this problem see Nation-
al Bureau of Econowmic Research, Capital Consumption and iAdjust-
ment, by Solomon Fabricant (New York 1938).

15 There is alsc another qualification, elaborated below, regarding
the validity of attributing all of the accounting revaluations
made during the period 1927-346 to capital consumption oecurring
in this peried.

15 Based on Tables B-10 to B-20 in Data Book. A special adjustment,
explained there, has been made in tne figures for the furniture
sample,

17 For annual data on writeups and writedowns see Tables B-15 to
B=19 in Data Book.



156 Footnotes - Chapter III

18  The sharp falling off of fixed property expenditures in 1930 is
in conspicucus contrast to the experience of large corporaticns,
whose expenditures of thils pature declined a bare 4 percent in
that year. See National Bureau of Economiec Research (PFinaneial
Research Program), Financing Large Corporations, 1920-39, by Al-
bert R. Koch (ms. 1942).

19 The validity of this assumption is examined below.

20 For a group of 62 of the 118 machine tool companiee the increase
contimied through 1539, the last year for which data are avail-
able; the figure rose steadily from 15 pereent in 1936 to nearly
22 percent in 1939, S$ee Table B-6 in Data Book.

21 It should be noted that these propertiocna are derived from aver-
ages of individual company ratios rather than from ratios of ag-
gregate accounts payable or aggregate notes payable to aggregate
total assets, These so~-called mean ratios have been used here be-
cause they give no more weight to the experience of relatively
large companies in the samples than to that of relatively amall
ones, and because they permit caleculations of the statistical sig-
nificance of the ratioc movements - a consideration of seme impor-
tance in this instance.

22 In this industry the figures appear to indicate a considerable
change, but because of the sample's large standard deviation for
this particular ratio, the change is not statistically signifi-
cant. The movements of the ratios for baking, men's clothing and
machine tool are significant even at the 5 percent level, which
is rdgorous for financial statements data; for stone-clay the
change is significant at the 6 percent level, and for furniture
only if the criterion be raised to 11 percent. For a detailed
discussion of the teat see Appendix C,

23 Among large corporations - those of more than several million
dollars in assets - accounts payable seem to have decreased dur-
ing this period, in relation to total assets. See Koch, op, cit.,
Chapter 4.

24,  The supplementary ratios discussed here can be derived from TNEC
Monograph 15, Tables 1-A to 1-E in Appendix F.

25 Based on Tables B-10 to B-14 in Data Book, The figures have been
adjusted for accounting revaluaticns, as explained there.

26 Federal Trade Commission, Industrial Corporation Reports, pertain—
ing to "Bread and Bakery Products Manufacturing Corporaticns” (De-
tober 22, 1940), "Men's, Youths' and Boys' Clothing Manufacturing
Corporations® (Jamiary 21, 1941}, "Furniture Manufacturing Corpo-
rations® (Sune 3, 1941), "Clay Products (Other than Pottery) Man-
ufacturing Corporations® (December 2, 1940}, "Machine Tool Manu-
facturing Cerporations® (December 31, 1940), and "Machine~Tool Ac~
cessory and Machinists' Precision Tool Manufacturing Corporationa”
{april 1, 1941), Exhibit A in each report.
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See National Bureau of Eccnomic Research (Financial Research Pro-
gram), Capital and Credit Regquirements of Federal Reserve Bank

Industrial Loan Applicants, by Charles L, Merwin and Charles H.

Schmidt (ms. 1G42) Table D-1 in Appendix D,

It might be contended that the year-end data analyzed here can

give no accurate indieation of changes in the sources of short-

term credit, since they do not reflect the seasonal patterns of

these industries. In none of the five industries, however, was

there a marked change in seasonal pattern, There is statistical

evidence that the amplitude of the seasonal fluctuation dimin-

ished somewhat in brieck production ({see National Research Proj-

ect, Brick and Tile, by Miriam E, West, Philadelphia 1939, p.35);
and one writer (see National Recovery Administration, Division of

Review, The Men's Clothing Industry, by J. W, Hathcock, Work Ma-

terials No. 58, mimeograph, March 1936) has alluded to a flatten-
ing of the production seasonal in men's clothing, But changes of

this character could have had only a negligible effect on short-

term financing requirements over the 1926-36 period, and in the

other industries +there was either no ssasonal pattern %o speak

of (baking and machine tosol) or no apparent change in the pattern
{furniture).

Based on Tables B-10 to B-14 in Data Book,

Based on TNEC Menograph 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 subsequent years: 15.5 for 1936;
19.1 for 1937; 19.4 for 1938; and 19.5 for 193%. These figures
are based on Tsble B-6 in Data Book.

See Department of Labor, Bureau of Labor Statisties, Wholesale
Prices in the United States {(issued monthly).

Based on TNEC Monograph 15, Tables 1-A to 1-E in Appendix F, Of
the sample of 118 machine toel companies a group of 62 reported
the following percentages for subsequent years: 11.0 for 1936;
12,2 for 1937; 17.6 for 1938; and 14.3 for 1939, These figures
are based on Tabla B-6 in Data Book.

A similar conclusion respecting the decline of the commercisl
loan from 1928 to 1937 has been advanced in ancther study of
the National Bureau's Financial Research Program, The Financial
Structure of American Business, by Sidney S, Alexander (ms. 1942},
There it is suggested that even though notes payable may not have
fallen sharply in relation to total assets, there was a sizable
fall of total assets and a corresponding fall in commercial loans.
The principal decline in the cammercial loan, however, is attrib-
uted by Alexander to the large corporations in the peried 1920-27.

This discussion of trade credit terms is based largely on inter-
views with specialists at the Natiopal Credit Office, Inc,, and
at Dun & Bradstreet, Inc,, in New York City, and on letters from
trade association officers and otheras in the industries concerned.
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These terms represent 10 percent discount if payment is received
in 10 days from date of invoice, B percent in 60 days, or 7 per-
cent in 4 months; if the 7/4 terms are chosen, the invoice is
dated December 1 or June 1, depending on whether the goods are
shipped in the fall season or the spring season,

Slide fasteners (such as Talon), which came onto the market in
the early 1930's, have consistently sold on terms of n/25 proximo
{net on the 25th of the following month).

Bakers frequently purchase ovens, machinery and other equipment
on instalment terms, and some of these purchases {but probably
net many} may enter into their accounts payable, Sellers of such
equipment try to get 10 to 25 percent down, with the balance pay-
able in froam 12 to 36 months, in equal monthly instalments at a
charge of 6 percent. Such terms are as liberal now as before the
depression of the 1930 s,

These terms, intreduced in the late 1920's, mean that the dis-

count is granted if parts shipped from the lst to the 15th of the
month are paid for by the 25th, and if parts shipped after the
15th of the month are paid for by the 10th of the following month,

Basad on TNEC Monograph 15, Tsbles 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 subsequent years: 139 for 1936;
125 for 1937; 109 for 1938; and 120 for 1939. These figures are
based on Table B-6 in Data Book,

Based on TNEC Monograph 15, Tables 1-4 to 1-E in Appendix F, 0Of
the sample of 118 machine tool companies a group of 62 reported
the following percentages for subsequent years: 160 for 1936;
12 for 1937; 105 for 1938; and 102 for 1939, These figures -~
which are based on Table B-6 in Data Book - suggest that in the
machine tool group the excess of outstanding customer credit
over mercantile credit virtually vapished after 1936,

Based on TNEC Monograph 15, Tables 1-A to 1-E in Appendix F.
These are book figures; accounting revaluations have not been
eliminated,

Such statements sometimes do show, as a current asset, the mar-
gin of receivables withheld by the factor, or the money left on
deposit with him,

Accounta receivable financing is relatively common among small,
undercapitalized enterprises, but whlle it is known that the com-
panies in the present samples are small, it is not certain that
they are also undercapitablized. See National Bureau of Econcmic
Research {Financial Research Program), Accocunts Receivable Pi-
nancing, by Raymond J, Saulnier and Neil H, Jacoby (ms, 1942).

The receivables of large manufacturers, too, appear to have de-
clined. Cf. Koch, op, cit.
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Non-durable inc¢ludes semi-durable (men's clothing) as well as
perishable (baking).

Correspending data for the machine tool industry are not avail-
able because of the heterogeneity of the products.

See National Bureau of Economic Research, The Qutput of Manufac-
turing Industries, 1899-1937,by Solomon Fabricant (New York 1540)
P. 294,

It is not possible to make a detailed comparison of the cycli-
cal turns in the business done by the sample companies and by
the industries they represent, because the walue of preducts
series for the industries as a whole are biennial rather than
annual.

Based on Table B-14 in Data Book, where the nature of the sources
and uses of funds statement is explained,

Based on Table B-13 in Dats Book,

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

Based on Tables B-10 to B-14 in Data Book. The figures have been
adjusted for accounting revaluations, as explained there.

See National Bureau of Economic Research (Financial Hesearch Pro-
gram), Term Lending to Business, by Neil H. Jacoby and Raymond J,
Saulnier (New York 1942} and Merwin and Schmidt, op. cit.

CHAPTER FOUR

The Robert Morris Associates, under the leadership of Alexander

Wall, have picneered in the work of credit analysis, The method

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

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

files of the client banks,

The possibility that a few companies discontinued for technical
or voluntary reasons makes it necessary to refer to the group as
"discontinuances™ rather than use the much more convenient term
"fajlures." To the extent that the group includes such compa-
nies our findings represent an understatement of the portents of
actual failure,
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It was assumed that discontinuance oceurred during the twelve

months following the year covered by the last income tax return,
unless that return contained a definite indication to¢ the con-
trary. Thus a company whose last return covered 1934 was pre-
sumed to have disappeared in 1%35; its first year before dis-
appearance was 1934, its second 1933, and so on. A corporation
that filed a 1936 return was regarded as a surviving company

even though it may have gone out of business in 1937 or there-
after; the year 1936 does not figure in any of the year-before-
discontinuance tabulaticns of the present sample, R. F, 3mith

and A, H. Winakor, in their pioneering study entitled Changes

in the Financial Structure of Unsuccessful Industrial Corpora-

tions (University of Illincis, Bureau of Business Research, Bul-~
Tetin 51, 1935), seem to have been the first to use this type

of analysis. Their study covers 185 companies that failed some

time during the peried 19Z41-31.

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

Comparable tabulations for all the disappearing companies, cov—
ering up to ten years before discontinuance, alse are available
(see TNEC Monograph 15), but have not been used in this study be-
cause the tables covering the identical sample are more amenable
tc analysis. The two sanples, identical and non-identical, show,
however, essentially the same picture, A student who wishes te
extznd the analysis presented here by bringing in other [inan-
cial statement items, more years before discontinuance, and larg-
er samples, may safely be referred to the larger body of tabula-
tions,

Current liabilities plus long-term debt, In computing the net
worth to total debt ratio credit analysts commenly restrict the
numerator to tangible items by subtracting from the net worth
shown on the books any intangibles, such as geoodwill, that appear
on the asset side of the balance sheet. Limitations of the avail-
able data prevented us fram following the same procedure here,

Current assets minus current liabilities.

Details of the differences between the financial structures of
the discontinuing and continuing small corporations are presented
in Tables B-22 to B-26 in Data Book (see footnote 16 of Chapter
1},

The method of deriving the estimated normal is explained in de-

tail in Appendix D.

The analysis in this chapter is based on ratios of aggregates un~
less otherwiss indicated. For the distinction between mean ratica
and aggregate ratios see Appendix C.

For details of this test see Appendix D. There were not enough
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casea to apply this test of significance to each industry sepa-
rately.

12 R, F. Smith and A. H., Winakor, gp. ¢cit., found that in their sam~
ple this ratic gave the first indication of approaching failure,

APPENDIX A

1 Willard Thorp, then Director of TNEC studies in the Department
of Commerce, originally proposed these tabulations; the under-
talkdng was supervised by Robert R. Nathan, then chief of the
National Income Division of the Bureau of Foreign and Domestic
Commerce.

2 In Monograph 15, published by the TNEC under the title Finanejal
Characteristics of American Manufacturing Corporations,by Charles
L. ¥erwin (Washington 1940}, these tabulations were examined cur-
sorily; their compilation was described in detail in Appendix D
of that monhograph (pp. 183-95), and the more important tables were
presented in full in Appendix F (pp. 199-416), Before their pub-
lication the Department of commerce made all of these tabulations
available to the National Bureau of Economic 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-
graph just cited, are available to accredited students in the
Source Bock of Statistics of Income, maintained in worksheet form
by the Treasury Department in washington. Adaptations of Mono-
graph 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), refer-
red to in this study as Data Book.

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

4  The collection districts represented by the samples are:

New Eng%and,- Massachusetts; Rhode Island (for machine tools
only).

East ~ New York second and tnird; Pennsylvania first,

Middle West - Dhio first, tenth, eleventh and eighteenth;
I1}ineis first and eighth; Missouri first and sixth.

South - North Caroclina; Soutn Carclina; Georgia; Kentucky;
Alabama; Texas first and secend,

West -~ California firat and sixth; Colorado,

5 The regions, and their component states, are;
New England ~ kaine, New Hampshire, Vermont, Massachusetts,
Rhode Island and Connecticut,
East - New York, New Jersey, Fennsylvania, Delaware, Mary-
land and the District of Colusbia.
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Middle West -~ Ohie, Indiana, Illineis, Michigan, Wisconsin,
Minnesota, Iowa, Missouri, MNorth Dakota, Secuth Dakota,
Nebraska and Kansas.

South - Virginia, West Virginia, North Carclina, South Car-
olina, Georgia, Florida, Kentucky, Tennessee, Alabama,
Mississippi, Arkansas, Louisiana, Oklahoma and Texas.

West - Mentana, Idaho, Wyoming, Colorado, New Mexico, Ari-
gona, Utah, Nevada, Washington, Oregon and California.

By special request of the Securities and Exchange Commission the
Treasury-WPA Incowe Tax Study carried forward through 1939 the
tabulations for an idemtical sample of 62 of the 118 small corpo-
rations manufacturing machine tools. See Table B-& in Data Book
for basic data on this special tabulation.

The tabulations for this sample are available, however, in TNEC
Aonogzraph 15,

These tabulations are not presented in Monograph 15 betause they
were compiled after its publication., They are available, however,
in the Source Book of Statistics of Income, mentioned above (foot—
note 2), The original tabulations, which show an asset-size break-
down, cover, in addition to the sample used in the present study,
another sample ideptical for the last five (rather than the last
gix) years before discontinuance. Naturally the samples covering
only five years before discontinuance are somewhat larger than
those covering six.

Based on TNEC Monograph 15, Table 7-% in Appendix F.
Ivid.

The ratios used in the text are caleulated from the dollar fig-
ures available in TNEC Monograph 15; their calculation from the
percentages given in the Data Book tables will sometimes give
siightly differeat results,

AFPPENDIX B

In using the Statistics of Income data, volume of business has
been interpreted as gross sales plus gross receipts from opera-
tions: in using the Census of Manufactures data it has been in-
terpreted as walue of product,

AFPENDIX C

The arithmetic mean ratio is the average ol the ratios for the
individual companies, each company being weighted equally. For
example, the arithmetic mean ratio of A to B for 5 companies is

"‘1/51 + Aszz + Ajg‘sj + Alt/BA * fifBS
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Standard references on this subject include: R, A. Fisher, Sta-
tistical Methods for Ressarch Werkers (London and Edinburgh, 6%h
ed, 1936) Chapter 5; G. Udney Yule and }. 3. Kendall, An Intro-
duction to the Theory of Statistics (London, 11lth ed, 1937; Chap-
tera 20 and 23; and George W, Snedecor, Statistical MNethods Ap-
plied to Experiments in Agriculture and Siolegy {Ames, Iowa, 1337
Chapters 2, 3 and 4.

The ratios tested here are presented in Tables B-7 and B-8 in the
Data Book, and pertain to all continuing companies in each sam~
ple, not only to those that reported accounts payable separately.

For the men's clothing companies the percentage changes given
here are based on estimates, because a relatively large number
of companies fell in the open-end class.

The indicated probability is based on the null hypothesis that
the ratios for the universes remained constant,

On men's clothing see footnote 4 above; for the larger men's
clothing companies the ratic moved downward rather than upward,

This term is used in its statistical sense, to mean universe of
discourse, which in the present instance includes all the incor-
porated enterprises with asseta under $240,000 in the precise in-
dustrieg represented by these samples.

This principle is used alsc in Appendix D, in testing the signif-
icance of the divergence between selected ratios for centinuing
and disappearing companies, a divergence that widens persistently
a8 year of disappearance draws near.

For this ingenious formula the writer is indebted 4o Sidney S.
Alexander and Carl Kaysen, of the Financial Research staff of the
Natiznal Bureau of Economic Research,

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

Presented in TNEC Monograph 15, Tables 6-A to 6~E in Appendix F.

APPENDIX D

The analysis in this appendix is based on ratios of aggregates;
the distinction between mean ratios and aggregate ratios was dis-
cussed in Appendix C.

Based on THEC Monograph 15, Table 1-4 in Appendix F. 3Since the
tabulations covering the identical sample of discontinuances do
not  show government bonds separately froo other investments, the
current ratio for the discontinuing companies does nct include
government bonds in the numerator.  Therefore in computing esti-
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mated normals this item has been omitted from the current assets
of the identical sample of continuing companies.

Milton Friedman, "Use of Ranks to Avoid the Assumption of Normal-
ity Implicit in the Analysis of Variance,” in Journal of the Amer-
jcan Statistical Association, vol. 32 (1937) pp. 675-701.

When the values of the differences in two, or more, years before

discontinuance are equal, each is given the same rank, that rank

being an average of the combined ranks which the values could be

assigned, For example, if the values of the differences in the

sixth and third years before discontinuance were equal and the

lowest of all the values appearing, each would be given a rank of
5.5 as the average of the two ranks to be shared, 5 and 6.
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sample companies 115-17.
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and clay 45; machine tool 51l;in
relation to notes payable 65-70,
71-75, to receivables 76-78; cy-
clical changes 85-863 ratio to
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CURRENT ASSETS - cyclical changes
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structure 79-88;
nies!
105-06,

in finaneial
small compa-
resistance to deflation

DATA BOCK - 117.

DEPRECIATION- baking 28,31; men’s
clothing 35, 37; furniture 40,
42; stone-clay 45, 47; machine
tool 5L;53,55; as representing
capital consumption 62-63,

DISCONTINUING COMPANTES —~ number

113-14; data and analysis 18-20,
90-106; technigques of analysis
134-39.

DIVIDENDS- baking 28,31-32; men's
clothing 37,38; furniture 42,43;

stone-clay 47, 48-49; machine
tool 53, 55.

FACTORING - 77-78,

FIXED PROPERTY — see LAND AND

PLANT.
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tion of industry 16; sample cov-
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try 38-43; accounting cheracter-
istics 115-16; profit rates 21-
23; long-term debt 57-60; shert-
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tory 72-73; ratio of inventory
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cyclical changes 80-88; compa-
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45, 47-49; machine tool 51, 53-
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INCCME TAX STUDY - 17-18, 109.
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INSTALMENT SALES- by machine tool
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40, 41-42; stone and clay 45,46~
47imachine tool 51,52;and short-
term debt 72-73; cyclical chang-
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{test of statistical signifi-
cance) 131-32; accounting meth-
ods 116-17,

KNAUTH, OSWALD W. — Director's
Note 105.

LAMD AND PLANT - of small corpora-
tions 13-15; baking 28, 30;men's
clothing 34-35; furniture 40, 41;
stene and clay 45, 46; machine
tool 51, 52; expenditures 61-65,

LIABILITI®ES — baking 28; men's
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See also individual items.

LONG-TERM DEBT — of small corpo-
rations 12~14, 57-061; baking 28;
ment's clothing 35; furniture 40C;
stone-clay 45; machine tool 51.

MACHINE TOCL CORPORATIONS - defi-
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coverage 1243 distribution of
companies: by asset size 111-12,

Index
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dustry 49-56; accounting charac—
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uances 19-20; portents of dis-
continuance $8, 100, iC3,

MEAN RATIOS - 101, 126-28,

MEN'S CLOTHING CORPORATIONS - dei-
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by region 111-12, 125, by size

of city 113; description of in-

dustry 33-38; accounting charac—
teristics 115-16; profit rates

21-23; long-term debt 57-60;

short-term debt 66=70; creditor-
debtor relations 76-77; fixed

property expenditures 63-65; in-
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cyclical changes 80-38; companies
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ance 95, 100, 102, 103, 105.

MERCANTILE CREDIT - see ACCCOUNTS

PAYABLE.

MORTGAGE PEBT - 59.

NET INCOME and NET LOSS- see PROF-

ITS; INCOME STATEMENT ITEMS.

NET WORKING CAPITAL - ratio to to=-
tal assets: as portent of dis-
continuance 92-104; estimated
normals 1137, test of ranks 138.

NET “iCRTH — importance in small
corpeorations 12-13; ratio to to-
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tal debt: as portent of discon-
tinuance 92-104,; estimated nor-
mals 137, test of ranks 138,

NOTES PAYABLE - composition 70-71;
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cash 76; cyclieal changes 85-86,
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chine tool 53, 55. See also IN-
COME STATEMENT ITEMS,

OWNERS' EQUITY — see NET WORTH.
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nies 61.
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compensation 21-24; baking 28,
30-32; men's clothing 36-38; fur-
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493 machine tool 53-56; cyclical
changes 80-81.

PRCPERTY REVALUATION - 62-63,

RATIOS OF AGAREGATES = see AGGRE-~
GATES, RATIOS OF.

RECEIVABLES — baking 28; men's
clothing 35; furniture L4O; stone
and clay 45;machine tool 51; in
relation to accounts payable 76—
78; cyclical changes 85-86.

REGIONAL DISTRIBUTION OF COMPA~
NIES - see GEOGRAPHIC DISTRIBU-
TIOH CF COMPANIES.
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clothing 37; furniture 425 stone
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and clay 47-4L8; machine tool 53~
55; eyclical changes 80, 83-84.
See also INCOME STATEMEMT ITEMS.

SAMPLE COVERAGE - 118-25.

SAMPLING PROCEDURES — 17-18, 90-

92, 109-14.

SHORT-TERM DEBT - of small corpo-

rations 13-14, 65-75, See also
ACCOUNTS PAYABLE; NOTES PAYARLE.

SOURCES AND USES QF FUNDS - pros-

perous and upprosperouas years
85-86; description of further
discussion 117.

STONE AND CLAY CORPORATIONS —def-

initien of industry 16; sample
coverage 123; distributicn of
companies: by asset size 111-12,
by region 111-12, 125, by size
aof city 113; description of in-
dustry 43-49; accounting charac-—
teristics 115-1&; profit rates
2-23; long-term debt 57-60;
short-term debt 66-70; creditor-
debtor relations 76-77; fixed
property expenditures 63-65; in-
ventory 72-73 ratic of inventory
to total assets 132; trade cred-
it terms 75; selling terms 79;
cyclical changes 80-88; compa-
nies remaining and discontinu-
ing in each year 1l4; discontin-
uances 19-2C;portents of discon-
tinuance 97, 100, 103,

TERMS — trade credit 74-75; of

sale 78-79.

TOTAL ASSETS — in small corpora-

tions 13, 15; baking 28; men's
clothing 35 furniture 40; stone
and clay 45;machine tool 51; as
critericn for distribution of
companies 111-12, See also in—
dividual items.

TRADE CREDIT — see ACCOUNTS PAY-

ABLE.

WRITEUPS AND WRITEDOWNS~ see PROP-

ERTY REVALUATION.
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