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THE ECONOMIC CHARACTER
OF SMALL BUSINESS

High on the list of the characteristic features of this
country's economy is the impreasive frequency of small
business enterprises. In the United States today there
are sbout 2.5 million business units (not counting the 6
aillion farmers or the 1 million professional persons),
and of these the great majority are small, however we
measure the sise of an enterprise. Less than a tenth of
these business units employ more than 30 persons each, or
have total assets greater than $250,00Q Although the ca-
reer of the man who rose from a shipping clerkship to the
presidency of a million-dollar co:poration hes been more
widely publiciszed, the story of the tailor who became a
clothing manufacturer or the cabinetmaker who set up his
om shop as an interior decorator has a stronger ring of
familiar truth., Por every millionaire industrialist who
first passed through his factory gates as an humble work-
man, there are thousands of unsung ssaller-scale enter-
prisers who entered their chosen field of production with
very little more in the way of resources 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 ssction of the Arerican middle
class, with its vested interest in political democracy

and fres 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 included, not much more than half of the total nation-
al incoms 1s produced by enterprises with total assets
under $250,000; 1/ if farmers and professional persons
were axcluded the proportion would be far less, And this
proportion has probebly 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
amall concern, individually ommed and operated. Moreover,
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unite derives partly ¢
the weighty ::":t:‘r ::z such enterprises; l]zarlr;. tm':
Pmll.li on enterprises disappear froam, and an avproximate.
nusber enter into, t.he business population each
‘:qu;‘ld almost all these discontinued and new enter.
p,.“:. are small businesses.

present study is confined to amall corporations
r:.i.n manufacturing, with'"ssall interpreted to meap
corporation whose total assets are less than $250,000,
" dividing line is of course arbitrary, but this crite.

Any basis advantege
:‘“n has & A corporetion with assets ‘of $250,000 1,

certainly m in ccaparison with those whose assets ry,
high into the millions or even amount to one or two bi).
lion. Moreover, even if the limit had been set at 3 Jon.
or level, say at §100,000, the results of this survey
would probably not have been affected to any significant
degres. Nor are total assets the only criterion of sige
that could be usefully employed. Other criteria in coq.
mon usage are volume of business, number of employees and
tangible net worth., A specific disadvantage of total gs-
sets is that they may be swelled by inclusion of intangi-
bles, patents and the like at fictitious values, But even
with this disadvantage they are the most satiafactory
criterion of aise for the purposes of the present study,

Marnufacturing constitutes a sphere of our econony
that is small numerically, comprising less than 170,000
establishments or plants, but important productively, ac-
counting for a quarter of the total national income, The
mmerical importance of small business in this sphere,
though less than in such fields as retail trade, is in-
pressive: about 90 percent of the manufacturing estab-
lishmsnts, producing about a fifth of the total ocutput 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-
astring” entrepreneur has slight chance of survival, But
the small plant st{)] Predominates in some fields, Among
these are baking, and the manufacture of men's clothing,
furniture, stone and clay products, and machine tools -
industries that form the subject of the present study.

i

About half of the manufacturing units in the country
are incorpontod, and since the incorporated units handle
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more than nine-tenths of the total volume of manufac-
turs, 4/ it is clear that practically all of the unincor-
perated enterprises are amall businesases, Among the un-
incorporated enterprises those with a sinile proprietor
far ocutnumber the partnerships. In small concerns, how-
ever, the legal foram of organization has not very much
connection with operating practices or with financial
structure.

GENERAL CHARACTERISTICS
OF SMALL MANUFACTURING CORPORATIONS

It is by no means only in the amount of their assets
that saall manufacturing corporations differ froam lare:
ones. In fact, there are so many essential differences
that the two types are scarcely comparable.

For one thing, the owners' relationship to the en-
terprise is quite different in large and small corpora-
tions. In the largest corporations, which constitute
more or less quasi-public institutions, ownership and
sanagenent 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. BNot only are such corporations closely held, but
the owners themselves operate the business, There are
enough legal cwmers 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' stockholdings are usually purely
nominal. In these small corporations the officer-owners
work in the plant and sell the product. Indeed, it is
not uncosmon 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 reecsons for incorporating is the necesaity
for large amovrnts 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,
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deration for large enterprises i,
Apother basic const tinued existence; when many p.p.o::.

desire to asssure con i
sted in a company it 1s particularly necessary
,T.gm;::r:umnmt be independent of the surviva) of

singl vidual, But small companies incorporate ¢,
:uito d;!’r;h::nt reasons. With thea the poonng.of.m_'
tal motive counts for little, their main concern being t,
assure the cmners & limited 1iability. There are sy
risks in the operation of a business enterprise,
emuu-nnono,mdtho owners are under strong in-
ducement to divorce as such 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; somwe of these differences are
undoudbtedly due to typs of industry and other factors,
The statistical fact remains, however, that not only with-
in manufacturing as a wnole but also within each of the
major subgroups of manufacturing, there are striking fi-
nancial differences between large and amall corporstions, |

The most striking of these differences is that the
amaller corporations tend,on the whole, to record a low-
er rate of profit than the larger ones, if officers' coe-
pensation is regarded as an expense of doing business,
It is true that among profitable companies there isa
modest tendency for the profit rate to fall as assets in-
crease. But among unprofitable companies there isa
marked tendency for the smaller concerns to show the
larger retes of loss, and this is the pattern that pre-
doninates when profitable and unprofitable companies are
considered in the aggregate.?/ In sddition, the earnings
of the mmall campenies are less stable cyclically than
those of large onss: the "gilant” class of corporations,
with assets of 50 million dollars or sore, is the only
asset-sise group which, as a whole, showed a net profit
An every ons of the three depression years 1931-33. It
should be remsmbered, however, that these observations are
based on aggregate figures for groups of corporations;
it is quite likely that some of the highest individual
rates of profit are earned by the smallest companies, and
same of the lowest retes by the largest companies. Pur-
thermore, the tendency of large companies® profit rates
to be higher than those of amall companies disappears if
officers' compensation is included in profits. 8/
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Such comparisons aa these do not indicate that smell
c.mpanies 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
coxoanies are more integrated than smsll ones, both ver-
tically and horisontally, 9/ explains, at least in part,
ths greater stability of the large companies® earnings,
and the smallness of their losses. Again, in small cor-
porations it is more difficult than in large ones to draw
the distinction between rewmuneration 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
ranufacturing 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 coampany,
and msore 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 amall company has a
lower ratio of current assets to current liabilitles,
less owned capital in relation to borrowed funds, 11/ and
a hi;her,proportion of total debt represented by current
items, 12

These comparisons indicate that small manufacturing
corporations are more susceptible to failure than large
enterprises, The latter, since they have a stronger liq-
uidity position, can "live on their surplus® 13/ for a
longer tizme, and thus during periods of business strain
they are more able to continue their former policies,
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 %o forestall general liquidation is usual-
1y arranged before the threat of insolvency becomes imme-
diate, This higher failure rate among amall companies,
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t revaluation of properties, is pernyp,

con
:::h “.1“.:.2:.:11 e fact that during periods of cycliey

cyment appears to decline more
t.c::t'{:::::cﬁ sectors of our industrial ‘°m 11:

those sectors where mmall coacerns predominate. L4/

erences in the relationships of various operat.
ing 123:.“0!'-1'1&' balance shest items are, i,
fact, a fundamsntal criterion for any comparison of btugf.
ness concerns, and the analysis of auch relationships in
the mall corporations of certain selected industries i,
the prissry purpose of the present study. But before pro.
ceeding to a discussion of these specific industries it
say be well to indicate certain typical relationships of
this kind in the entire body of small mamufacturing coa-
panies. The data are made available by a compilation of
income tax returns, prepared annually by the Treasury De-
partaent, which shows the distribution of corporation as-
sets and 1iabilities (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 yer
the manufacturing corporations that submitted balance
sheets were classified in sixteen industrial groups,each
group broken domn according to asset size. The figures
used here pertain to the aggregate of corporations in the
under-$250,000 sisze 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 iteas as cash, receivables and
security holdings. To finance the acquisition and hold-
ing of these assets the concern acquires funds from var-
ious sources: omers, long-term creditors, short-tem
creditors. The relative importance of these various
sources depends to some extent on technological factors,
but other considerations, such as the personal wealth of
the omer 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 owmers'
equity constituted in 1936 half or more of the total li-
abilities (including net worth), petroleum being the
single exception. Por 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 rangs. Long- ;
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rs held ¢nly a small proportion of the

:;':h‘:r::ti:: assets of these companies, thejr !h:Iu
amounting to as much as 10 percent oaly in the case of
sotor 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 i
every industrial group. Even in stone and chemica)y the
proportion was as high as 2/ percent, while in clothing
and petroleum it reachec 39 percent. This difference be.
tween the relative ispo~tance of short- and long-teny
credits for amall manufacturing corporations has ispon
tant implications for the analysis of credit requirenents
presented in a subssquent chapter.

The distribution of a company's assets is more ¢i.
rectly and more decisively influenced by technological
factors than is the distribution of its liabilities: gge
type of production requires a much greater investament i,
plant, for example, than another type, But it is alg
true that in a dynamic econamy, where frequent technolog.
ical and price changes render it difficult for business
eaterprisers to make any long-time price and cost caleyu.
lations, the longer an entrepreneur must keep his busi.
ness funds tied up in phyaical assets the greater are tiy
production risks that confront him as a result of cycli-
cal fluctuations in general business. He is at the mergy
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 1is the relative amount and distribution of
their physical assets.

Among the sixteen industrial groups in Tablel,
clothing manufacture had by far the smallest investment
in physical assets (inventory plus net fixed property) ir
relation to sales - only 11 percent; leather, next to
clothing, 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 an
forest products showsd relatively heavy investments in
inventory as well as in land, plant and equipment; clotk-
ing and leather registered a fairly average proportion o
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 volums 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 mmall proportion of sales. The liquor
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 less. 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 list, with percentages cf 1
percent or less, and liquor was high, with 19 percent ;
rubtber 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 sm.ll com-
panies the officers' compensation sometimes includes what
could more properly be called a rsturn 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 availadble for a detailed anal-
ysis of the financial structure of all small manufactur~
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tions over a period of years. But spec
:'g‘“é:pﬂo:: a d.t‘ﬂ.d .t“q. for the p‘riod 1926-36%:
samples of smsll mapufacturing corporstions in the fo).
lowing five industries: baking (principally bread, by
also pies and cakes - classified in the "food and
products” industrial group of Table 1); men's Clothing
(men's and boys' suitu, coats and overcoats - classifie
in the "clothing and apparel® industrial group); e
ture (chiefly for household use - classified in ""‘“u"for-
est products” industrial group); stone and clay o
stone - classified in the “stone, clay and glass

unts” industrial group); and machine tool ..,.mcm"*"
(including machine tool accessories - classified in the

spetal and its products” industrial group),

These five industries were selected not only because ]
they are characterised by small enterprises and consti- {
tute fairly homogeneocus industrial divisions, but als
because they exhibit fundamental differences in financial
structure and represent significant classes in economic
goods, The baking, men'a clothing and household furni-
ture industries produce consumer goods; stone-clay is
both a consumer and & producer goods inaustry; machine
tool manufacture is exclusively a producer goods indus-
try. Both furniture and stone-clay are closely related
tc the important coastruction division of our economy,
while machine tool manufacture is so vital to our heavy
industries that it plays a key role, especially in a wmr
economy. And in still another important respect the in-
dustries treated here are broadly representative: the
product of the baking industry is perishable, that of
men's clothing semi-durable, and that of the other thres
industries durable. Finally, the five chosen for study
include a rapidly expanding industry (machine tool) and
8 declining industry (stone-clay).

There are numerous reasons, varying in significance
in the different industries, why saall 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 generslly
characteristic of small businesses. Another reason is
that in the industries studied here a small investment is
usually all that is necessary. Further relewant factors
affecting sise in greater or lesser degree are the bulk
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and perishability of the product in relation to its mar-
ket, and specialisation of the manufacturing process,

This report is the first analysia of its kind devot-
ed to mal) corporations. Herstcfore studies of the fi-
nancial structure of sanufacturing corporations have been
confined to the larger enterprises, simply because dats
on the amaller companies have not been available. It is
not necessary for mmall concerns to publicise their fi-
nancial statements, partly because there is no large body
of outaide investors to be kept inforwmed, and partly be-
cause govermment regulation of their affairs has been
relatively slight. Thus the only institutions likely to
have informution on their financial conditions are the
governmental taxing authorities, the banks and other
lending agencies, certain trade associations and mercan-
tile credit organisations.

For corporations the income tax authorities can pro-
vide the most complete source 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 small cor-
porations today whose only financial statements are the
duplicates of their tax returns. The data collected on
incoms tax returns are not, of course, ideally suited to
econamic analysis. They are collected primarily for ad-
ainistrative 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 aralysis is based were complled for the
Department of Commerce by the Income Tax Study, an under-
taking of the Work Projects Adaministration sponsored by
the Treasury Department. These tsbulations were pub-
lished in a monograph prepared by the Department of Com-
merce for the TNEC, 16/ 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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consisted of 939 corporations, divj
f‘i;:'iy :vmly“mm, t.he five industries; the second :::_
sisted of 262 corpcrations. The 1926 drawing represuy
ed, originally, perhaps about a tenth of the oo
smal)l corporations in these industries and m':". fie,
of the volume of busineas, 17/ For both .
for succeeding years through 1936 were u..n"m" Mumfm
the files, It was found that some of the “w‘"‘um
continued to file raturns through 1936 and tb:pmt. s gt
sany others ceased soms time during the period covered,

Every attenpt was made to ascertain whether these
conpanies actually ceased finng_ret.urns. Companies in.
volved in mergers and consclidations had been excluded
frox the drawing, & process that was comparatively casy
because the tax return requires information conc
the predecessor business of the reporting corporatica,
Verification of apparent discontinuances was somewhat
more difficult. It involwed, first, a thorough search of
the Bureau of Internal Revenue files in Washington. (n
the basis of this search a list was prepared of all coa-
panies that apparently ceased filing returns, This list
was then sent to the various Collectors of Intermal Rev-
enue, who searched their records for further informatica
on the listed corporations. As a result of these inves-
tigations it may be said that the companies finally re-
maining on the list of discoatinuances are corporstions
that actually ceased filing returns, according to all the
available records of the Bureau of Internal Rewvenus. This
does not msan that all these companies were failures ia
the legal or even in the economic sense; some may have
discontinued business vcluntarily, and others may haw
changed to a sole proprietorship or partnership fom of
organization. Nor did the owners of thess enterprises
necessarily disappesar from the business scene: of tis
Rary mall enterprises that are launched svery year, &
considerable number are started by sen who have failed
in other ventures. But the corporete entities were dis-
solved, and probably in the great majority of instances
the oomears lost most, if not all, of their equity.

The following figures, on the 1926 drawing, show ti
ceased tj]jng“ spanics in the various industries tat
returns at some time during 1927-36, and
also the number that discontinued Suring the prosperity
years 1927-29, during the depressicn years 19%0-32, and
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Total Dis- Diuscoptinu- Dilscontiau- Dlscont Lnu -

cond {nu- ange: ances in ances in

ance3 2 1930-3° 1931-35
Baking 185 104 38 3?7 29
Nen's clothing 191 145 €6 55 2
furmiture 1% 128 58 [¥ A 2
Stone-clay 18, 1M X} 36 29
Machine tool 185 67 26 17 N
TOTAL 939 558 237 13 132

during the recovery years 1933-36. 18/ Three-fifths of
the 939 corporations in the original 1926 drawing discon-
tinued some time during the succeeding decaae - 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 discontimuances - especially since they occurred
during the prosperous years 1927-29 - are evidence of the
high mortality rate among mmall 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 intermediate 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, aad was followed by stone-clay and furni-
ture, The industries sppear in the same order whether the
entire period 1927-36 is corsidered, 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 become
more biased each year in favor of the successful compa-
nies, and therefore it is not justifiable to calculate
froo these data a discontinuance rate purporting to show
what proportion of all the companies in a given indust:y
is likely to go out of business in a given year. This
success bias 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 variance 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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the other industries a third or
more of the total disomtinuances occurred during this
period. The relatively large mmber of discontinuances
machine tool sample during 1933-36 suggests that
this industry the owners are able to postpone liquids- -
tion longer than in the other industries studied here,
clothing and ture companies, on the other
hand, liguidate quickly when businesa conditions become
indicsted by the fact that four-fifths of

the discoatinuances in thess groups occurred before 1933,

Although these data do not permit temporal compari-
sons of discontinuanve rates it is posaible to compare
such retes for a prosperity period (1927-29) and a de-
pression period (1931-33) by examining the discontinu-
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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 surviving companies in the samples.

There is one more point of general interest regard-
ing the companies in the present samples. Among the
suall corporations that continued to operate over the en-
tire pericd profits, regarded as net income, were ex-
trexely low, especially in furniture, stone-clay ana 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
geclothing 0.3; furniture -0.8; 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-
ger groups; for furniture the rate was actually negative,

and in the two 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
mall sanufacturing 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 following figures,
which show its percentage relationship to net income plus
officers' cmpenut.io:‘f1926—36 averages): 22/ baking 79;
men's clothing 99; furniture 109; stone-clay 98; machine
tool 91. These figures do not represent the situation -
J that existed in each year, but they do mean that over the

entire 1926-36 period the total compensation of officers
amounted to virtually the entire amount (except in bak-
ing) of the aggregate net profits minus net losses plus
officers' compensation. In other words, the return that
accrued to the owmers of these enterprises, whether for
their labor services or their capital investment or their
entrepreneurial activity, consisted almost entirely of
ithe item referred to as officers' compensation on the
records of account.

Probably the owners of these enterprises, aad of
mall enterprises generally, regard their compensation as
officers as part of the return on their investment. The
omer usually has the option of retaining his earnings in
] the business, thereby letting them accumulate, or dis-
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bursing
decision as

doubtedly influ
between retaining t

vidends or officers® compensation. His
t'h‘.t,c.:“vuzie.ln alternative he will follow is up.
enced by tax considerations. In the choice
he earnings in the business and paying

the fact that the latter course i
arnings both as corporate income
dual income will carry considerable weight,
determinant will be the size of the earnings:
the tax on individuals in the upper income brackets is
haa that on corporations, whereas the income tax

higher t
on corporetions is higher than that imposed on indivi-
duals in the lower brackets. 23/

Because of these difficulties in measurirg the prof-
jtability of our samples of mll.corpoutims, where the
officers are also the owners, it is adviublg to add of-
ficers' compensation to net income whenever it is desired
to determine an upper limit of profitability.24/ The ques-
tion arises, however, as to how much of officers' compen-
sation should be added. Since there is no satisfactory
answer to this question two sets of figures have been con-
puted, the one includirg all, and the other one-half, of
the officers' compensation. The average net income of the
five industries, plus these respective additions, repre-
sented the following proportions of average net worth

over 1926-36: 25/

{ : ( 3 One-Half of
tiog) Officers' Compensation)

Beking 20.5% 12.48
Mem's clothing 26,1 13.2
Purniture 8.7 4.0
Steme-clay 8.7 &.5
Mechine tool 19.0 10.4

These figures - even those that include only one-
nalf of officers' compensation in profits - suggest that
these companies did not provide their owmers such a mea-
gre return as mas indicated above: a handsome return is
showmn hers for sach industry except stone-clay and furni-
turs. The ranking of the industries by profitability is
not noticeably affected by the inclusion of only half ir
stead of all the officers' compensation with profits, but
the ranking shown in the present figures is markedly dif-

from that shown when profits are regarded as met
incoms alone. In the preseat computation men's clothing
shifts from third to top place, baking drops from first

t
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to second place and machine tool from second to third.
In comparison with the other industries the men's cloth-
ing campanies represent a amall investaent on the part of
owmers, 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 perceat or more
of tangible net worth in the same year that others
reported a net incoae of 30 percent or more, The wide
variation is illustrated by the following figures, which
show, for a prosperous and for an unproaperous year, the
number of companies for which net income or net loss
axounted to 12 percent or more of tanzible net worth.28/

coms) Loss) Incomel  Loss)

9 1928 1932 ne
Beking (81 cos.) 30 cos. ? cos. 9 cos. W cos.
Men's clothing (46 » ) 7 o 1 2
furiture (66 =~ ) 73 10 1 42
Stone-clay (70 = ) 16 6 0 3
Machine too} (118 * ) [¥% 1) 1 bY:]

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

even in prosperous years,

In another study under the Financial Research Pro-
gram 29/ evidence is presented showi:z that among small
manufacturing corporations the dispersion about the aver-
age profit rate is greater 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 corporations, even though mmall corporations in the
aggregate have a lower earnings rate than large ones.

The foregoing discussion of profits suggests the
conclusion that small corporations' earning power, and
their success from the owners® point of view, are inad-
equately appraised if officers' compecasation 1s ignored.
The cwner of a small corporation valuzs the company for
the job it provides him as well as for any return it may
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managerial services and that on capita}, They
in business primarily to provide th-n.lvuuu
and from the relatively high number of disconty,.
smong mall corporetions it appears that many of
would-be entrepreneurs pay a stiff price for tny
tive, |
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