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IT1 EARNING POWER
FROM STANDPOINT OF
STOCKHOLDERS

A sEconD important measure of earning power is the rate of
profit realized to the total investment or equity of the stock-
holder. The profit rate is of course dependent upon the
form of capitalization as well as upon the degree of operat-
ing success, and hence is in general less satisfactory than
earning power in terms of all capital as a means of making
comparisons between companies and periods. At the same
time the rates realized on stock equities are the most com-
mon measure employed in financial circles to express cor-
porate attainment, and in the case of compilations based on
income-tax returns or conventional types of financial report
such rates are the covenient and usual mode of representing
earnings.

DESCRIPTION OF TABLE 1I

Table II is a compilation showing earning rates for the
companies studied from the standpoint of the stockholders.
By ‘net income available for dividends’ is meant the amount
of current earnings as shown by the books, including ancillary
income, less the sum of expenses, taxes, and interest, regard-
less of the status of the surplus (or deficit) account, and re-
gardless of the feasibility of actually paying the amount in
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56 CORPORATE PROFITS

cash to the stockholders. In other words, the income figure is
net proprietary income as shown by the books after the de-
duction of income taxes, the amount legally available for
dividends, ignoring the possibility of the existence of an un-
absorbed deficit. Stockholders’ equity is the book value of
capital stock plus surplus or capital stock less deficit. All
special surpluses arising from revaluation or otherwise. (of
which there are several examples) are included, but valua-
tion reserves such as accrued depreciation are excluded.
These ratios differ from the earning ratios in Table I in that
the numerator for each company is the same, less interest
charges, and the denominator is the same, less liabilities.

The form of Table II is identical with that of Table I
and the same procedure was followed in computing average
and aggregate rates for main divisions and subgroups as
was outlined above in the discussion of Table I.

RELATION OF PROFIT RATES TO EARNING
RATES ON ALL CAPITAL

As would be expected, the earning rates in Table II in
general range somewhat higher than the corresponding
rates shown in Table I (the three-year simple average and
aggregate rates in extraction and the simple average in con-
struction being the only exceptions in the main divisions).
In other words, the earning power of these companies for the
period studied ranged above the interest rates on the bor-
rowed capital involved, thus increasing the yield to stock
equities. This is the more noteworthy in view of the fact
that interest-bearing obligations are not prominent as a
rule in the capital structure of this group of corporations (see
the schedule of liability ratios below).
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DIFFERENCES IN PROFIT RATES—MAIN GROUPS

For all companies the three-year simple average shows a
profit rate of g.15 per cent. The corresponding weighted or
aggregate figure is 9.64 per cent, implying a slightly better
showing, in general, for the larger companies. The simple
averages for all companies for 1927 and 1928 differ by less
than one-tenth of one per cent, but for 1929 the rate is dis-
tinctly lower, being only 8.3 per cent. In the manufacturing
division the three-year simple average is 10.01 per cent, as
compared with the aggregate figure of 9.57. The average
rates for the respective years in this group show little varia-
tion, 1928 being indicated as the best year. In the trading
division the aggregate rate of nearly 8 per cent, as compared
with a simple average of 6.#72 per cent, indicates again a
superiority for the larger concerns in this field. The simple
averages by years show 1924 as the best for the trading com-
panies with a decided falling off in 1929. In the construction
and the real estate and finance fields the marked variations in
simple averages between years are not very significant, as
these figures are strongly influenced by certain unusual re-
ports included in these groups.

DIFFERENCES IN PROFIT RATES—-SUBGROUPS

In the subgroups marked differences appear in profit rates
as shown by the three-year average and aggregate figures;
the fluctuations in simple averages between yéars are also
noticeable. Most of the manufacturing subgroups showing
relatively stable rates between years also display high earn-
ing rates, implying a positive correlation between high rates
and stability for the short period under consideration. The
subgroups under manufacturing exhibiting marked fluctua-
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tion between years are almost all low-earning groups. No
doubt the differences in some instances are due to peculiar
conditions in the samples, and do not represent prevailing
conditions in the field, but the general condition indicated
appears to be significant.

In the trading subgroups the fluctuations between years
are much more marked, in general, than in the manufactur-
ing subgroups. In fact the only trading groups showing rela-
tively stable earning rates for the three years covered are
men’s and women’s clothing—retail, department stores, and
hardware—wholesale and retail. Those showing the most
striking variation are cotton and wool merchants, fruit, veg-
etables, dairy products, grain, etc., jewelry—wholesale and
retail, and it is these same groups which show conspicuously
low profit rates.

The differences between simple averages and weighted-
average rates are very striking in several subgroups, and it is
particularly in these instances that caution must be exercised
in forming conclusions. Unusual cases included within rela-
tively small samples undoubtedly account for some of these
differences. For example, the fact that the aggregate rate of
loss for dealers in fruit, vegetables, etc. is 26 per cent, while
the simple average for the same companies shows a gain of
half of one per cent is due primarily to the influence on the
figures of a single very large company. Incidentally this
case supports the view that weighted averages are less typical
than simple averages in dealing with small samples.

DISTRIBUTION OF PROFIT RATES

Figure 2 shows graphically the distribution of profit rates
according to Table II for all companies in comparison with
the distribution of the corresponding earning rates drawn
from Table I. It is noticeable that the dispersion of profit
rates is distinctly greater than that of the earning rates cal-
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culated on the basis of all capital. Naturally the removal of

interest charges from the numerator of the ratio and liabili-

ties from the denominator, two elements which in the typical

instance have a more or less constant relationship, tends to

increase the rate of profit or loss, as the case may be, for all
Figure 2
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companies showing rather high or low ratios before the elimi-
nation of these factors. For all companies there is some con-
centration from o to 14 per cent—415 companies of a total
of 692, or three-fifths, lying in this range—but only 277 com-
panies—two-fifths—are found in the range 2 to 10 per cent.
As in the rates displayed by Table I there is a much greater
degree of concentration—or less dispersion—among the trad-
ing companies than among the manufacturing concerns,
chiefly because companies with high earning rates are rela-
tively more numerous in the manufacturing group than in

the trading division. Almost two-thirds of the trading com-
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panies—for the three-year average—are found in the range
o to 12 per cent, while only half of the manufacturing enter-
prises lie in this range.

Among subgroups it is noticeable that concentration of .
profit rates is marked in only a few instances.

Figure 3

DISTRIBUTION OF AVERAGE PROFIT RATES'
BY YEARS FOR ALL COMPANIES
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Profit rates

See Table 1.

Figure g shows the distribution of all companies by profit
rates for the three-year average in comparison with the dis-
tributions for each of the years 1924, 1928 and 1929. Note
that the vertical scale is in terms of number of companies
rather than percentage of companies, as in Figure 2. This
chart shows that for 19277 more companies were in the range
6 to 10 per cent than in the other years, and also that for
1928 there were more companies in the range 14 to 24 per
cent than in 1927.



