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$500,000. This procedure avoids the difficulty, noted by Stigler, of profit with-
drawals in the form of executive salaries in small and closely held corporations.’
Profit rates are also averaged for the period 1954-1967, which covers a complete
business cycle. !

Although the profit rate on stockholders’ equity is viewed as a more appropri-
ate variable than the rate of return (including interest) on total assets,” we
examined whether the empirical results would be sensitive to this decision. The
simple correlation between the profit rate on stockholders’ equity and the rate of
return on total assets is 0.93. In addition, the correlation coefficients between each
of these variables and the 1954 four-firm concentration ratio®® are, respectively,
0.36 and 0.33. These results suggest that our empirical findings are unlikely to be
sensitive to the choice of a specific profit rate valuable. :
Adwvertising

In light of the discussion in the preceding section, it is useful to examine the
absolute volume of advertising expenditures by existing firms as well as-the
advertising-sales ratio. The latter variable probably provides a good indication
of the absolute cost disadvantage of the new entrant at small scales of entry, but
is likely to be a less accurate index of the economies of scale and absolute capital
requirements effects of advertising. . . .

We have, therefore, calculated two measures of advertising intensity: adver-
tising outlays per dollar of sales for firms with assets greater than $500,000, and
average advertising expenditures per firm among firms which account for 50 per
cent of industry output.® Both advertising variables are averages for the years
1954 through 1957.

Seller Concentration i

Concentration is a sufficiently prominent variable in the literature to warrant.
introducing it in three alternative formulations. First, a trichotomous classifica-
sion based on Kaysen and Turner's classification of market groups is used.”
Second, the average four-firm concentration ratios published by Stigler are intro-
duced.® Finally, a dichotomous classification is constructed on the basis of Bain’s
finding that a critical point is reached when the eight-firm concentration ratio
exceeds 70 per cent.* ‘

Economies of Scale in Production .

Economies of scale in production presumably exist primarily at the level of the
plant rather than the firm. In the absence of better estimates for most of the
industries in the sample, a measure is derived from the size distribution of
plants within the relevant industries. Since cost minimization is an element of
profit maximization, large multi-plant firms should operate plants which are
sufficiently large to realize available scale economies. Where demand is not a
limiting factor, moreover, competition among firms should lead directly to plants.
which equal or exceed minimum efficient scale.”® At the same time, however, small
plants may exist. These may have been built in an earlier period, before demand
had expanded or a technology which required large scale had been developed, or
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