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PREFACE

The twentieth century has been witness to a phenomenal rate of growth
in accounting. To a large degree this growth can be attributed to large
scale production, a characteristic of this complex industrial era, More
accountants than ever before are engaged Iin the tasks of recording, classi-
fying, summarizing and interpreting financlal data. Financial statements
are the end products of an accountant's task.

For every accountant employed in the construction of a statement,
there are scores of people interested in the anmlysis and use of such state-
ments, particularly the balance sheet and income statements. These persons
include creditors, bankers, investors, executives and the general public,

A financial statement which has been carefully prepared must be
analyzed and interpreted in the same manner 1f worthwhile results are to be
cbtained. Along with the rapid growth of accounting, there has been a cone
tinual improvement in the methods used in financial statement analysis. These
nethods normally include the fornulation of significant relationships existing
between the many parts of a statement. |

This writing will be concerned with the presentation and explanation of
significant ratios commonly used in the analysis of the balance sheet and
income statements., These ratios may be used to indicate or to infer the
financial condi{:ion of a company. Emphasis will be placed on the industrial
corporation, Prior to the presentation of ratios, a brief description of

the general nature of the statement to be analyzed will be given. However,



if

there will be no attempt to analyze the statement in its entirety; only the
essentinl component parts will be scrutinized.

It nust be realized that not all types of analysis discussed herein
will be mpplicable to each line of industry or to all financial statenments.
Two apparent reasons for this ares (1.) there is a great variety in financial
statements, and (2.) the détailed {nformation needed for complete analysis
1s not always avallable. |
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CHAPTER I
INTRODUCTION

The elements of accounting are as old as civilization itself, Ancient
Egyptians and Mesopotamians kept business records on baked clay tablets,
Hany thousands of years have pasged since then, but it is doubtful that all
these years attributed as much to the developmnent of accounting as have the
last one-hundred years. Publighed financial statements were not available
during the early years of the nineteenth centtiry. There was little need
for, or use of, such statements. Cosmercial and industrial activity was
carried on largely by the proprietorship and partnership forms of organiza-
tion, Credit was extended on the basis of letters of reference and recom-
nendation. Rarely ever was financial information made a basis for credit
exbension.l

As business was expanded it began to lose its personal nature and the
old methods of extending credit became obsolete. This was the basic reason
for the need and immediate success of early credit organizations such as
the Mercantile Agency, organized in 18h1, and the Bradstreet Company of
3.81;9.2 These organizations proceeded to make independent credit investi-
gations. Financial statements became important instruments upon which

credit wag granted.

1 5 Roy A. Foulke, Practical Financial Statement Analysis, Second Edition,
Pe D

2 These two companies have now been consolidated into the Dun and Brad-
street, Inc., Ibid., p. 6.




During the second half of the nineteenth century corporations assumed
a commanding position in most business activities. Individuals invested
large portions of their savings in stocks of corporate banks, rallroads,
utilities, and industrials, In 1880, 219 stocks of 183 corporations were
listed on the Hew York Stock z“.:ct:hange‘3 It was not until several years
after 1860 that the practice of incorporation became sufficiently cemmon
to call for general laws upon the aml:»‘jec:":.‘,ll Management's reSponsibilities
to its sﬁoékhalders were not oléarly defined. The ‘annual reports falled to
comunicate fair disclosure of the company's financial condition, As late
as 1926 the Daily Times~Star of the State of Delaware advertised to prospec-
tive businesées that ”.;. simple annual z?eports‘are necessary, but thcy do
not require disclosure of the corporation’s financial affairs“‘g

There are mumerous accounts of fraudulent practices and unfair treat-
ment to stockholders during these early years of grovth.é The New York& .
‘S‘tock&*cchange was gradually strengthening its reporting requlr@ents s 8nd
in 1933 adopted a rule that all "listed" compantes’ applications and annual
reporta must contain "certificates" of indepemient public accmmtants.v
Follouing the market collapse of 1929, the government intervcncd in behalf
of the general public. The enactment of the Securities Act of 1933 and the

Securlties I:xchange Act of 193h resulbed in the creation of the Securities

Foulke, op. cit., p. 25.
William Z. Ripley, Main Street and Wall Street, p, 23.

Ihidn ,‘ P¢ 30‘

O VT 5w

For mary interesting accounts of manipulations by corporations, see
cha;)ter entitled "Stop, Look, and Listen", Ripley, op. cit., Chapter 6.

7  Editoriml, "Corporate Annual Reports®, The Journal of Accountancy, |
Ve 102, HOO 6’ P 31’ Decenber, 19)6




and Exchange Cormission (S.E.C.). The S.E,C. has the power to obtain such
inforpation a8 is necessary and appropriate to public interest and protection
from those corporations whose securities come within jurisdiction of its
powers. However, the rules and regulations of the éommisﬁon do not per-
scribe the accounting to be followed except in certain basic respects. The
S.E.C. has the power to block the sale of public securities by firms who do
not comply with its rules. Uhat the S.E.C. does expect in financiaml state-
ments is well surmarized by a former S.E.C. chairman, James J. Caffrey, who
saids

1 assume that the accountant has told me how much the business

nade or loss during the year and how much it can pay out withe

‘out impairing the investment. I expect the statement to be ‘

complete and .., entitled to believe that charges and credits

have not been tucked awasy or placed anywhere else. If there

are necessary qualificetions to what I read, I assume they

will be flagged for me when they mre most pertinent and will

be stated in such a a,yay es to pernit me to sppraise the state-
nent intelligently.

8 A thorough presentation of the S.E.C, and its activities can be read
in Louis H, Rappaport?s book entitled, S.E.C.t Accounting Practice and
Procedure, New York: Ronald Press Comparny, 1956.

9  This {8 onz of the S.E.C.!s most effective powers. On March 25, 1957
the S.E.C. blocked a public offering of common stock by Texas Western 0il
and Uranium Company, for alleged non~compliance with {ts rules. The S.E.C.
charged that the company failed to file the required semi-annual reports
telling the number of shares sold and the use of the proceeds .... See
"S.E.C. Blocks Public Offering of Texas Western Oil Stock", Wall Street
Journal, V. CXLIX, No. 58, P: 5, Harch 25, 1957,

10 Edward P. Tremper, (C.P.A.), TAccountant Auditing Statement of
S.E.C, = Registered Company Has 2 Responsibility to Public as well as
to Management," The Journal of Accountancy, V. 97, No. 2, p. 21k,
Febmazy, 1954,
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The inception and widespread grcrwth of the corporation has undoubtedly
contributed much to the need for and improvement of financial statements.
The New Yorx Stock Exchange and the Securities and Exchange Commission have
exerted thelr forces to assure the public that financial statements reasonably
and fairly disclose all pertinent financial information regarding & business.
Two other factors which have greatly enhanced the use of financial statements
are goverrmental regulation and tax regulation. These factors will now be
reviewed briefly.

The Hepburn Amendment to the Interstate Commerce Commission (1.C.C.)
in 1906 gymbolized the impetus given to gcvermnehtal regulation. Under the
amendment the power of the I1.C.C., was greatly strengthened. The I.C.C. was
given authority to standardize reports of all railroads and mary other utili-
ties coming under its Jurisdiction. The allowance for depreciation was dis-
cussed here for the first time. The basis of accumulation was to be cost.
Previously renewals and replacements were charges against operations.n
Even todgy the yearly reports of railroads contain a more thorough presenta-
tion of financial condition and operations than the ordinary industrial
corporation. The Seaboard Railroad devotes a full page or more to such
items as equipment trust certificates, cgpital expenditures for road and
equipment, distribution of operating expenses (2 pages in detail), revenues
and expenses classified by months, traffic statistics, claésification of
tonnage, train, locomotive and car statistics, and inventory of equipment
(in detat), | |

11 Percival F. Brundage, "Milestones On the Path of Accounting," Harvard
Buginess Review, V. 29, No. L, 0. 73, July-August, 1951,

12 The Seaboard Air Line Railroad Company, Annual Report for 1956.




The Sixtecnth Amendment in 1913 gave Congress the power to levy taes
on income without spportionnent among the states. Excess profits tax and
war profits tax were in effect during the two major world wars. In additlon,
many cost-plus war contracts encouraged expansion and improvement of accounting
records and reports. The Revenue Act of 1918 stated that "epproved standard
nethods of accounting will ordinarily be regarded as clearly reflecting in-
come," As a result of heavy taxes a great many companies found It necessary
or desirable to result to public financing. This tremendous increase in
widespread public distribution of corporate securities brought about a de-
nand for nore cormprehensive financial statements for prospectus purposes.
More complete annual and interinm reports to shareholders was another
rcsultant.13

Financial statements and reports are received and reviewed by many
audiences. Among these mare those people responsible for a company's manage-
nent, bankers &nd creditors, investors, and the general public. To some ex-
tent each of these groups read, analyze, and make decisions based on a come
pany's reported financial condition. It will be necessary now to discuss:
the interests which each of these groups have in relation to financial state-
ments.

Hanagenent is the group most directly concerned with financial statements.
These financial summaries are & reflection on the performance of ® business -
and its management - during. the fiscal year or years., "The central problem
of financial nanagement is to manage the assets so that sufficient cash will

1k
be available to meet debts as they mature.® The object of continuing or

13 P, F. Brufldage, 0D _g.i_to’ p. 7’4.

il 6 Bion B. Howard and Hiller Upton, Introduction to Business Finance,
p. 63. .



furthering operations is to realize a maximm of business profits. This
imfolves keeping costs at a minimm through the economical use of the factors
of production. Insofar as possible, accounting attempts to méa‘suré the
success or fallure of an organization in terms of profitebleness.,

An executive has the best opportunity to inspect the component parts of
& financial report and to‘detemine present and future plans based on past
results. For instance, sales of filter-tipped cigarettes accounted for
only a negligible part of total industry sales prior to 1954, In 1956,
filter-tipped sales amounted to 25-30% of total gales and it is estimated
that they will account for over 75% of total cigarette sales at the end of
195".15

mangagenent rust _ccnsider regarding new products and their expansion. In

Sales analysia and gross profit margins are necessary factors which

sunmary, management is yitally conqermd with ‘thellr company s performance,
and financi;l statements provide an adequate record with.which perfornance
can be judged. The absence of a good ;t‘inancigl statenent is usually the
first basic evidencg not only of & weakness in financial policy but also in
overall management skill,

Bankers and other leaders of money are other groups who are relying
nmore and nore upon financial statements 2s a basls for making loans. This
view is expressed hy Canby Balderston of the Federal Reserve Board vho saids

The Rost fundamental test of quality of a loan is the ability

of the borrower to repsy ... In the case of @ loan to business

this test is met by a consideration of the use to which tJig
credit is put and the mdditional profit that will resuilt.

15 A Wall ‘Street staff reporter, #Tobacco Men See Latest Cancer Report -
Spurring Swing to Filter-Tipped Cigarettes," Wall Street Journmal, V, CXLIX,
Ho. 58, po 15, Narch 25’ 1957-

16  C. Canby Balderston, "What Marketing Men Should Watch Concerning Credit,n
Vital Speeches, V. XXIII, No. 1, pp. 27-28, Cctober 15, 1956.




Through necessity, a bankert!s analysis must be thorough, He must
pursue a path of caution in the J:ending of money because of the trust
relationship between himself and depositors. Banlers are relyling nore
than ever before on certified public accountants in connection with loans
to businesses. The Robert Morris Associates state: -

The practice of employing-&n independent certified public

accountant to exanine and report on the financial state-

ments has grown very substancially over the past twenty-

five years, and is todgy a custamary requirement in
connection with a ® loan application,=!

It is probable that all other lenders of money are depending heavily on
analysds of financial statements.

.Creditors were anong the first groups who encouraged the use of
financial statements as a basis for the extension of credit, The importance
of credii: to an expanding economy cannot be overemphasized. At times in

past years, as much s ninety per cent of the gales of all mamzfacturars,
: 1
wholesalers, and jobbers were mede on credit, | Roy,,{t,.Foulgse 1;5:‘ Dun and

A

Bradstreet, Inc. said this Gf credit mens

These nen knit together the widely diversified parts of our
entire comercial organism and they are ... in strategic
positions to study the ever changing strengths and weake
nesses of their customers, Their hands are on the controls

. at the locks in the canal through which flows the steady
strean of merchandise .... They are responsible for seeing
that those concerns which are entitled to credit obtain
their full measure, and t?gse uhich are not entitled to 1t
are graduslly res;ricted

17 Robert Morris AS‘soéiaies s "Financial Statenents For Bank Credit
Purposes," The Journal of Accountancy, V. 97, No. 2, p. 162, February, 195k.

18  Howard and Upton, op. cit., p. 320.
19 Roy A. Foulke, Behind the Scenes of Business, p. 25.




Dun and Bradstreet, Inc, strongly encouraiges the use of financiml statements
in maining credit .investigétiong,aé _quay, it is not an unccmmion practice
for large businesses io send interim and annual reports to their major credi-
tors. | o

' A;Immstbrs in éqxporéte sccurit,ies i‘orm anotﬁef iarge group wvho are
'vitai'ly concerned with the financial condition of corporatiions. Only &
fgoing® concern can neet inﬁe;‘é#t psqmen‘cs, pﬁy dividends wi'xich fepresent a
féir return on investmgt, and still maintain good financial stability.

‘quporatior;s have been forced to raise nore and nore capital from outside
sources in sn effort to kecp sbreast of a rapidly growing and competitive in-
dustry. Capital outlsys, research, advertising, end payrolls are iapgexf than
eve:-r béforg’. Management has been forced to concede more informative reports
to ou;tsidersl.mf Besides the internal need for new capital, the external
forces of governmental regulation have given impetus to standards of fair
disclosure. . - « B |
. "’.‘Baaically, the .aﬁc':.:st important source of all investment is the savings of
people. . Over nine milli_on persons furnish corporations with ownership capital.
These people come fron 4ll walks of life, especially in the niddle-income

22 : L
groups, - A major job of financial reporting is to adopt the report accordingly.

20  For crodit purposes, Dun and Bradstreet publishes a bimonthly Reference

~ Book which containg the names of all active commercial and industrial businesses
in the United States together with two symbolsi one indicating the lines of

business activity, and the other the estimated financinl investment and general

credit worthiness. L ' R ‘ ,

21 The first conventional snmual report was issued in 1858 the Borden Come
pany. American Telephone and Telegraph (1885), Monsanto (1902), end the "all
revenling" annual report of U.,S. Steel (1902) were among other early reports.
For & history and description of annual reports through 1945, see Henry A.
Dalton, A Study of Annual Reports to Stockholders of Industrial Organizations,
(Master's Thesis, University of Richmond, Virginig.).

22 Probably as much a8s one-half of these investors are female. Refer to
We L. Crum, "Analysis of Stock Ownership," Harvard Business Review, V. 3, No. 3,
ppe 36-5L, Mgy-June, 1953, | -




Today!s annual reports of financial condition must be presented in such a
way as to be mmenable to several levels of understanding and interest. The
use of ratios in financialAanalysis provides a simple starting point for
edd{tional projections. Investors should be aware of the meanfulness as
well as the limitations of simple ratio analysis.

F‘inandial statements are read by & score of 6ther Interested people,
Businessmen, tea?:ﬁers, financlal analysts, employees, and many others who
have varying degrees of. interest in yearly and interin reports. Hany |
companies believe that the annugl report should be a narrative of all busi-
ness activities to a varied audience. "If such be the case, then anmual
reporting is becoming & social doctmnt.ﬂzs The public is rapidly becoming
more tware of the fact that the ups and downs of major corporations have
far reaching repercussions, Annual reports stimulate this awareness,

It hag been stated that each of these froups above analyze to varying
degrees financial statements of corporations. The activities of the New
York Stock Exchange and the S.E.C, have made financial analysis more meaning-
ful, The Certified Public Accountant has had a major role in examining and
approving financial statements for fairness, consistency, and conformity
with accepted accounting principles. The public accountant has played an
influential role in perscribing form and terminology of statements. In this
respect, financial statements have been made easier to read, mnalyze, and
comprehend, The success and growing need for certified public accountants

is a tribute to a profession vital to industry and to the public. From

23 Robert D, Hay, "Management Thinking Concerning Corporate Annual Reports,®
Accounting Review, V. 30, No. 3, p. 4l9, July, 1955,
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1896, when the first certified public accountant's certificate was issued,
this profession has grown to an estimated 60,000 in 1956, and 70,000 are
predicted for 1960, |

It becomes necessary now to discuss the means by which financial state-
ments are analized by interested groups or persons. The ratio is the most
cammonly ernpioyed tool uséd. in making an analysis of a financial statement.
A recent survey disclosed over sixty-six per cent of persons questioned be-
lieved ratios one of the best ways to interpret financiasl and statistical
5.113.‘01:1\.1a1:icm.2h Alexander Wall became one of the foremost proponents of
ratio analysis. He criticized bankers who based decisions in regard to
granting credit on current ratios alone, and he emphasized that it is rec-
essary to consider many other relationships not relating to currént items.zs

By definition:, a ratio is & relationship existing between two numbers.
In financial analysis, & ratio expresses the relation of one part of the
statement to another, The underlying principle of ratio analysis is that the
proportion or relation of one item to another is far more Important than the
smount of each item expressed in dollars. In order to be useful, a ratio

, 26
must be based upon a logical and meaningful operational relationship.

24 Idenm.

25 Alexander Wall, "§tudy of Credit Barometrice,” Federal Reserve Bulletin,
V. 5, pp. 229-243, Harch, 1919, as found in John N, Fyer's book, Financial

- Statement Analysis, pp. 11-12. Also see Alexander Wall, Analytical Credits.
Indlanapoliss 1he Bobbs-Merrill Company, 1921, and Alexander Wall, How to
Evaluate Financial Statements. WNew Yorkt Harper & Bros., 1936, ~

26 Howard and Ibton, op. S}&o’ ps 129,
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The ratios used in financial statement analysis are of three kinds.

First, the balance sheet ratios express relationships existing between two

ftems in the balance sheet. Second, income statement ratios which express

relationships existing between two items in the income statement. And finally,

mixed ratios which express relationships existing between items in the bal-
ance sheet against items éontnined in the income statement. All three types
of ratios must be used~ in order to thoroughly analyze the two financial
statenments.

There are certain standards which have been developed to which ratios
nust be compared. These standards may be expressed as absolute, "average,"
and historical.27 The absélute standard is the least used since it suggests
the existence of some inherent trait common to all types of business. This
is generally far from being true. The "average" or industry standard is a
much more useful figure since it states the average performance of other
business units in the particular industry. Dun and Bradstreet compiles and
published many "industry" stendards each year. Finally, the historical
standard relates the past performances of a particular business with its
present performance, This might imply a period of improvement or decline
which is extremely important information to a prospective investor. Usually,
reliance upon these last two standards iﬁ testing a particular condition
- produces revealing results.

Ratio analysis has many limitations. It should always be remembered
that analysis of financial statements is not an exact sclence. Ratios are

clues or indicators, not procfs. These clues must be investigated further

27 Ibid., p. 130.
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before being confirmed or disallowed. It is still necessary to use good
sound judgment in interpreting this data in the light of current and pro-
spective conditions. Furthermore, the significance of a ratio may vary
from one type of company to another, Industrials, utilities, and banks all
have their "pet" ratios and each has a set of standards different from the
other, For instance, in analyzing an industrial corporation, particular
stress would be placed upon working capital position. In railroads, working
cepital position is not so important, but maintenance policy is extremely
important. In conclusion, it is nécessa:y to clearly understand the import
of the particular ratio being used and to be familiar with'its llhitations.
Summary. Over the past decades, marny improvements were made in the
field of accounting. These improvements were brought about by internal and
external forces, both of which have contributed to the advancement of finan-
cial reporting, Corporate financial statements vitally concern creditors,
bankers, investors, and the generél public 23 well as management, The
gverage analyst Is overwhelmed by the huge dollar amounts of the total
statement, and he must break down the statement into loglcal parts in order
to more readily understand what exists there., The use of ratios aids the
reader in his analytical journey. The three kinds of ratios are balance
sheet ratios, profit and loss statement ratios, and mixed ratios. The
creditor, the banker, and the investor each has his "pet" ratios, but a
thorough analysis using all applicable ratios is desirable. Ratios arec only
indicators of financial position, and complete dependence upon them should

be avoided.



CHAPTER II
ANALYSIS OF BALANCE SHEET
CURRENT SECTION

The balance sheet is constructed to serve a dual purpose, It asserts
the financial picture of a business at a particular moment of time, showing
in one hand the properties (assets) that are beingj utilized and in the other
hand, the sources of these ptoperﬁiess These sources are either lisbilities
of the properties or equity (pmnership interest) in the properties.
| The construction of a balance sheet is an Important and difficult task.
It stimilates the decisions of thousands of interested parties. Since & -
"going" concern is dynamic, its mssets, liabilities, and equity are con-
tinually changing in proportion to one another. The accountant, as canera-
men, finds it extremely hard to bring to ‘i‘ocus an exact value to each acs
count in a finencial picture., It takes a ccmbinépion of recorded facts,
accoﬁnting conventions and postulates, and inform:ed personal judgment to
produéé the necessary financial '.<s1;&*.1?.:113':1&3.,'1 In this r‘esp’éct the statements
cannot be exact nor are they expected to be. In thegsubsequent analysis it
will be necessary to always bear this fact in mind;

1 Piyer, Lop. E_Lto’, pp. 19-23,

2  George O, May, chairman of American Institute of Accountants in 1932,
said in a letier to a Committee on Stock Listings, New York Stock Exchange
that ... "it (his coomittee) believes that there are two major tasks to be
accomplished - one is to educate the public in regards to the significance
of accounts, their value and their Gnavoidable linitations, and the other
is to make the accounts published by corporations more uniform and muthor
itative." 51 Bﬁmdage, g. Cit., Pe 7Sq
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For purposes of this analysis, the balance sheet will be divided into
two distinct groups. The first group Is composed of items which are constant-
1y changing form; namely, current assets end current liabilities. The sec~
ond group includes the more stable items, such as the fixed assets, long-
term lisbilities and equity. This chapter will be concerned primarily with
analysis of the first group. Chapter III will serve to explain various
analyses of the fixed assets and liabilitles.

It is necessary to define what is meant by current assets and current
liabilities in order to ascertain whether or not these items are properly
‘classified in a balance sheet.j‘ The arbitrary one-year rule has become
obsolete. The American Institute of Accountants in its Bulletin No. 30 .
recormends that the "operating cycle"™ be recognized as & concept of major
importance in determining the period and kinds of itens to be inclu&ed as
current. The "operating cycle® is the average time required to complete a
round of conversions in operations of the business - cash to inventories and
prepaid expenses, to receivables to cash. The bulletin recommends the
following assets and liambilities as properly regarded ms current:

Assets:

Cash gvailable for current operations

Inventories, including supplies

Trade receivables

Receivables from officers, employees, affiliates, and others if ‘

collectible in the ordinary course of business within

Instaliment :ngeggferred receivables, if due in accordance with

terns prevailing throughout the industry

Temporary investments
Prepaid current expenses

3 There is little problem today in the proper classification of accounts
of financial statements which have been exanined and bear the unqualified
spproval of a certified public accountant. :
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Liabilities:

Debts such as accounts and notes pgyable and accrued liabill-
ties incurred for items appliceble to the operating
cycle -

" Income taxes, whether pgysble within one year or not

Collections received in advance for goods to be delivered or
services to be performed in the near future (but
not long~term deferred credits)

Loans secured by life insurance policles, if, by their terns
or by intent, they are to be paid within twelve
nonths

Other debts which presumably will be paid “within a relatively
short period of time, usually twelve months," such as:

Shorteternm debts arising from the
acquisition of fixed assets

Serial maturities of long~term debts

Operating-reserves, such as those
provided for guaranteed squicing
of products already sold.

Current assets and current limbilities bear important relationships
with one another. Figure 1 (page 16) will explain in part the interrelation-
ships existing between the two major divisions of the balance sheet and the
division of interest in the properties. It is only natural that a shorte
term creditor would study carefully the adequacy of a company's circulating
or current assets since his strongest claim lies in those assets. The ex-
cess of current assets over current liabilities is termed working capital
or less often, net working capital. This working cepital i{s the creditors'
margin of safety and represents that portion of the current assets which has

been supplied by the more permanent investors,

i As taken from excerpts of Bulletin No. 30 contained in H, A, Finney
and Herbert E. Hiller, Principles of Accountings Intermediate, Fourth Edition,
PP 132“13 *

5  Some businessmen and econemists identify the term working capital with
the total current assets and the term net working capital is used to distin-
guish the excess of current assets over curre 1%&'{23. Refer to

Harry G. Guthmann end Herbert E. Dougall, Corporate Financial Policy, p. 387.
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Every company needs such an excess of current assets over current
lisbilities as is necessary to keep up the circulation of the capital from
cash to inventories to receivables and back again to cash, One of the main
financial problens of management is to determine the need for liquidity and
then to maintain a regular movement of cash into other working assets and
back again at the necessary rate. A healthy circulation is as important to

6
a business as to the human body. The rate of circulation differs according
to the types of industry. A business which derives most of its revenue from
services rendered normally needs much less working capital than one which
offers goods for sale. Liberal credit plans and Iinstallment sales greatly
~ incremse the need for working capital. Thousands of business enterprises
are declared bankrupt each year due to lack of capital, The following is
" an outline of the general factors which ere fundamental in determining the
vorking capital requirementss
I, Inveﬁtory:
1, WNature of business
2. Volume of sales
3+ Distribution of sales throughout the year, or
seasonal variation
L Operating conditions
a, need for securing stock In advance of
nanufacture or sale
b. period of manufacture

Cc. time interval between manufacture
{or purchase) and sale

6 Guthmaﬂn and Dougall, .%. E_i_;h-o, p- 389o

7 Of this Roy A. Foulke, Vice-President of Dun and Bradstreet, Inc.,
renarked:”For many years students of business failures classified a large
per cent of the mnnual difficulties as being due to 'lack of capital.?
It is probable that a more careful study of these businesses would have
developed a modified classification of the 'unsound or i{nexperienced use
of capital? rather than 'lack of capitall,"Foulke, op. cit., p. 219.



18

II. Accounts and notes receivable
1. Volume of credit sales
2. Seasonal distribution of sales
3, Terns of sale
L. Collection policy
5. Financing receivables or factoring

III, Accounts and notes payable to merchants
Credit terms applying

IV, Notes payable to banks
1, Credit standards that limit amount of credit
allowed on current assets -
2., Protection afforded by other than current assets
a, znount of other assets
b. method of other financing
3. General business conditions
V. Cash
1. Ordinary current needs
2. Special or emergency needs
VI. General factors’ v
1. Efficiency of management 8
2, Attitude and temperament of management’

The brlef discussion of the working capital portion of the balance sheet
was designed to scclimate the reader with the overall significance of business
liquidyity. It was a necessary forerunner to the ratio analysis of working
capital condition which will now begin. For purposes of this discussion a
ratio mgy be defined as the relationship, or proportion, that one item bears
to another (expressed in dollars). Ratios will be erpressed as a percentage
or as a fraction according to accepted practice and effectiveness. The
following ratios are instrumental in determining the general condition of a

business's working capitals

8 A combination of the factors outlined and discussed by Charles W.
Gerstenberg, Flnancial Organization and Manmgement of Business, Revised
Edftion, pp. 3L9-307, and Guthmann, op. cit., p. 99, Alsc see Guthmann and
Dougall, ﬂo c£to, PD» 392"391‘1
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1. The current ratio

2. The quick or acid test ratio
3. . Testing receivables

L. Inventory turnover

The Current Ratio, The current ratio is the ratio of current assets to

current 1isbilities., It is probably one of the most widely used of all ratios.
It is valumble particularly as one indication of the ablility of a concern to
meet its current obligatior;s.9 A bankér's rule of thumb is often stated to

be that the current ratio should not fall below "two to one."10 However, a
two to one ratio is not stressed today because new standards of measurement

of financial standing ha:vé been developed, Dun and Bradstreet, Inc., com-
piles and publishes each year lists of important ratios in retail, wholesale,
and mamufacturing businesses. The diversity of current ratiocs in different

lines of business for 1955 is illustrated belows

Industry Line of Business Current Ratio
4 {nedian)

Retail . Dry Goods 4.67
Retail Men's Furnishings 4,59
Retail Hardware 4.50
¥holesale Dry Goods 2.86
Wholesale Ments Furnishings 3.03
Wholesale Hardware 3.h2
Harnufacturing Airplane Parts & Accessories 1,72
Hanufacturing Cotton Cloth Mills 4.16
Mamifacturing Breweries 2.20 1

9 By inverting the current ratio, the resulting fraction will show the
smount it would be necessary to remlize on the current assets -in order to pay
the current creditors in full, For a two to one ratio, assets must be
liquidated at a minimm of one~half their book value.

10 This is an illustration of an sbsolute standard (see page 11) which once
was widely used. Todamy it 1s used only as an industry and historical standard,

11 Selected at randem from Fourteen Important Ratios in 72 Lines of Business,
Prepared by Dun end Bradstreet, Inc., pages not numbered.
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An analyst should remember that ratios vary according to industry and line
of business, and that each has a standard of {ts own, A ratio should serve
only as one indicator of the general financial condition of a company and
the analyst must look behind the ratio to find the reason for a condition,
A ratio is an inference and no’c/fmality.

The current ratio of a business changes radically from dw today as a
result of operations. A tompany usually shows its most favorable balance
sheet and current ratio at the end of the year when operations and inventoxy
are at. 8 seasonal lw.m This can be illustrated in the following three
simplified steps in the cycle of & merchamiising business: ‘_ ‘

January 1 (lNetural business year beginsy inventory low)

Cash $20,000 Accounts payable  $30,000
Receivables 50,000 .
Inventory 20,000 |
Current assets $90,000 Current 1lisbilities$30,000 Current
: : Ratio 3:1

March 1 (Inventory ig restored to normal levelj receivables collected)

Cash $ 15,000  Accounts payable 355,000
Receivables 20,000
Inventory 5,000
Current nssets $110,ooo - Current 1iabllities$55,000 Current
‘ Ratio 2:1

June 1 { Receivables increase as result of credit sales)

" Cash $ hS,OOO Accounts pasyable $80,000
Recelivables 35,000
Inventory - 2ho,000 |
Current assets $120,000  Current liabilities an 000 Current

Ratio 1,5:1

12  This is one of the primary advantages of using a natural business year
rather than a calendar year. See "Why Close Your Books At December 3177
Parphlet prepared by Natural Business Year Committee of Illinois Society of
Certified Public Accountants. Also "Suggested Fiscal Clesing Dates" prepared
by Business Year Comnittee of the American Institute of Accountants, Journal
of Accountancy, V. 99, pps 59-60, December, 1955.
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From the preceding illustration it is evident that when making analyses it

is necessary to compare ratios for one year with ratios of another year at
the same perfod of time, Businesses in the same iIndustry that have different
fiscal years will have ratios that will not be camparable.

The current ratio i3 the reflection of a static condition, of & rela-
tionship existing for m short time between two varisbles, asset and liabilities.
Its significance varies with and is dependent upons

1. seasonal influence

2, the extent to which the balance sheet re.i‘lects true

values

3. the proportion of the differenb assets - cash more

valuable than receivables and receivables more
valuable than inventories

L. the degree of risk in possible value fluctuations

particular to that industg or line of business, and

S. current business outlook,

In conclusion, the relationsﬁip between current assets and current liabilities
1is satisfactory not when the ratio meets any fixed standard, but when the quanti-l
ty and quality of mssets are such that maturing obligations may be met.

The Acid Test Ratio. The acid test or M"quick" ratio is a ratio of the

Tquick® agsets to current lisbilities. These quick! assets usually include
cash, marketable investments, and receivables.l_h Other less current assets
such as invehtorics, supplies , and prepaild items are deleted sgince their
realizable value is doubtful in case of liquidation and insolvency.

This ratio should be used 8s a supplement to the current ratio because
it indicates the ability of a. busimss to satisfy imedxately the current
debts, and is also of primary importance to management and short-termn trade

- creditors. This is especially important when & company has umusually large

13 Guthmenn, op. cit., p. 10k,
1k Finney and Miller, op. cit., p. 173.
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investnents in inventories, or inventory is subject to severe fluctuation
due to economic conditions and fashion changes. If the "quick" assets do
not &t least equal the current liabilities, that is, 8 ratio of 1:1, then
the remaining current assets should be closely investigated bécause they
repi‘esent the balance from which general creditors must be paid. The value
of “quick" ratio in relation to the current ratio can be shown as follows:
Current assets: ' Current limbilities:
: $ 3,000 Accounts payable $25,000

Cash
Receivables 12,000
‘Inventory 15,000

360,000 $25,000
: Current ratio 12:5
Working "Acid® ratio 3:5

capital  $35,000

(Assume one~-third decline in inventory value)

Cash $ 3,000 Accounts payable $25,000
Receivables 12,000 ’

Inventory 30,000

545,000 , $25,000

. o Current ratio 9:5

Working o HAcid" ratio 335
capital $20,000 - .

In this instance the currént ratio appears to be adequate. The "acid tést“
ratio (3t5) seemed too low, and 8 wige creditor would have pursued his in-
vestigation a little further. The present and future value of inventories
should have questioned in view of the healthiness of the particular industry
and general econamic conditions {inflation-deflation). Severe inventory de=-

. clines are normally preceded by warnings of one kind or another. Then too,
inventories which are unproportionally large might be an indication of dee
clining sales volume and obsolete merchandise. However, again the interpre-

tation will depend on circumstances. If it is reasonably expected that the



23

inventories will be sold immediately and st the usual price, the "acid test®
ratio should bear only little significance to the creditor.
Testing Receivables., The third snalysis of current items in the balance

sheet consists of the ratio found by dividing the. accounts and notes receivable
from trade customers by the average net credit sales per dzay.15 Using the
customary 360 day basis, net charge sales of $1,080,000 would render average
sales of $3,000 per day. If receivables were $180,000, then the equivalent

of 60 days charge sales was still uncollected, The rcceivables to net sales

- yatio would be $180,000 to $3,000 or 60:1. This ngy or may not represent an

~ unfavorable siﬁgation. '

If the normal credit period werz 30 days In the above situation, then
receivables should amount to only $90,000 (83,000 x 30), providing all accounts
~ were paid promptly, or & ratio of 30:1. Since receivables are $180,000 this
would indicate that st least half the accounts or $90,000 were ove:cdué.16
Again, this ratio st be considered along with other factors. In the asbove
“example it was assumed that sales were uniform throughout the year. Ina
seasonal industry such as Christmas trees, almost the entire sales volume
would occur in Novembg; and December. At the end of the calendar year the
accounts receiveble might sppesr highly unfavorsble, and one month later,
after collections were made, extremely favorable,

Another factor which must be consgidered ia the length and terns of the

15 Other similar ratios are sales to receivables and average collection
period. See Foulke, op. cit., pp. 356-357 for a discussion of the latter method.

16 This would necessitate disregarding prepayments or discounts by customers.
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credit period. Many businesses give discounts if charge sales are paid for
quickly, such as 2/10 net 30, In many instances the length of the credit
period is considerably longer than 30 days, and often 60 or 90 days. The
longer the normal credit period, the higher the accounts receivable.

Accounts receivable vhich are past due ultimately cause additional -
expenses and losses to the creditor. In general, smaller concerns, espeéially
in retail lines are slower in their collections and suffer the larger expenses
of collection and bad debt losses.17 This has alwgys been & major area of
trouble for managers of small businesses. For as sccounts recelvsble became
delinquent, the flow of cash into the business is lessened and if this con-
dition is not corrected, the company's sbility to meet debt obligations is
impaired to the point of ultimate i‘ailure.l‘s

Hany concerns have turned to factoring their accounts receivable as a
means of inéramsing the inflow of usable cash and making a better financial
'shwing.w This is especially true during periods of rapid expansion. As
- additional sales are made accounts receivable grow larger and larger, and

even though the business is making more profit, less cash is availgble,

17 | G‘umwm,'.@o E_&q, Pe 113,
18 - Idem.

19 For an excellent article which thoroughly discusses the use of
factoring, its costs, and the advantages and disadvantages, see Walter N,
Kelly, "How To Meet Todagys New Financial Requirements Through Hodern
Factoring,” Journal of Accountancy, V. 99, lo. 3, p. 3, March, 1955,
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Thus,

assets nay be "quick® in eccounting parlance, but for the
purpose of building up his business, they are as frozen as
the polar fce czp ... « As fast ms current receivables are
paid, new ones take their placeéoand the more the business
expands, the deeper the freeze.,

The effect of factoring on working capital position is illustrated below.
Balance Sheet - Before Factoring

Current assets: Current liabilitles:
Cash 15, Bank loans $ 20,000
Accounts receivable 100,000 Accounts payeble 100,000
Inventories 135,000 Accrued taxes 30,000
$250,000 $150,000
Working
capital $100,000 Current ratio 1.67:1

Balance Sheet - After Factorix_lg

Cash  $ 15,000 Bank loans $ 10,000

Accounts receivable 20,000 Accounts pgyable 30,000
Inventories 135,000 Accrued taves 30,000
$170,000 3 70,000

Working

capital 3100,000 Current ratio 2.13:1

In this instance, accounts receivable of $80,000 were factored and with this
additional cash, bank loans were reduced by $10,000 and accounts paysble by
$70,000. The current ratio was improved from l.67:#>to 2.1;3ng. The cost
“of factoring accounts receivable ranges from 3% to 13% of total accounts
financed, or somewhat less than the typical 2% discounts earned on prompt
paynment of trade liahilities;al

20 As found in Theodore H. Silbert's, "Financing and Factoring Accounts
Receivable," Harvard Business Review, V. 30, No. 1, p. 39, January -
February, 1952, .

21  Relly, op. cit., p. 3.
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"The schedule below prepared by Dun and Bradstreet 1llustrates the variety
A - 22
in length of collection period for different lines of business activity.

"AVERAGE COLLECTION PERIOD

Lines of Business Activity ' Median (number of days)
Harnufacturers 1943 1oLk 1905 196 1947 G-Year Average
L5 20 29 ’

Auto Parts and Accessories 30 35 32
Balters " | 19 12 12 20 22 ; 17
Chemicals, Industrial 34 32 27 3k 32 = 3
Pur Garments W 3 W 60 Sh | " L9
Meats, Packers oun oun 15 I 13
Stoves, Ranges and Ovens | 3 25 29 25 3 31
Wholesalers ' N |
Auto Parts and Accessories 28 26 29 30 29 28
Butter, Eggs and Cheese 18 18 13 17 19 Y
Cigarettes and Tobaceo 6 1, 10 15 1 14
Groceries | 30 17 18 19 18 20
Paper 31 30 2% 2 27 28
Puniture Tsement b0 66 91 92 1 77
~ Lumber 2 33 30 27 33 30

Sourcet Roy A. Foulke, Practical Financial
Statement Analysis, Schedule 143,
Pp. 382-383.

22 This is a random sample of a much Ilarger group. The liberal credit
terns allowed today have undoubtably lengthened the nmumber of days in

the average collection period gince 1947. The average collection period
can be computed by dividing accounts and notes receivable by the net credit
sales per day. See Foulke, op. cit., pp. 356-357.
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Inventory Turnover, Inventory turnover is a comparison of the smount

of goods sold per year with the stock carried. This ratio is used as a
neasure of merchandising efficlency and as an indication of inventories being
overstocked or understocked. This ratio nay be stated in one of two HEYS,

either Cost of Goods Sold
o b ‘Inventory at Cost
or,
2. Sales

Inventory at Selling
Price, _

Industrials normally used the first method to determine inventory turnover
whereas retail stores cormonly use the second method, In either nethod, the
average inventory for the year should be used, Hhére pezpetﬁal inventories
are kept, thirteen inventory totals are used in computing the average inven-
tory. However, the analyst will usually have sccess to only one or two ine
véntory totals with which to compute the average yearly inventory; these
being the annual balances,

Again, it is assumed that there is an established average or Industry
. standard by which the resultant ratio can be measured. Since thisg is
normally true, the relationship of sales to invenﬁoty of one concern within
an industry should be sinilar to that of a like concern with the same sales
volume., If it is not, then the analyst should pursue his investigation
further,

For instance, assume that the companies A and B are nearly identical
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in copital structure and in sales volume,  If net sales for the year were

$2000,000 for both A and B and A's inventory was valued at $100,000 campared
to BYs inventory of 3200,000, the inventory turnover would be twenty and
ten for A and for B respectively. It is improbable that the functions of
purchasing, storing, selling, and distributing should account for such a
wide dszerénce in inventory turnover, If it is assumed that the "industry
standard turnover was nineteen, then Company A's inventory is about average
and CompanyiB's inventory is over-valued (or over-stocked). Company B nay
have accumilated large quanﬂiies of old and slow-moving merchandise through
poor selection. Being over-inventoried has a definite meaning, It means
that the inventory base for sales activity is too large in relation to the
sales result oif t.hat sales ‘a\re too small in their relation to‘ the irxventory
‘cartied.z'h In the above instance, Company A can sell at a lower margin of
profit than Campany B, and still make a larger profit because it keeps its
'imrentozsr moﬁring i‘aster.zs Hhen a mfchént buyys an anount in excess of his
usuall _nee,ds baéed on his expectation ‘of 8 rise in prices and with the h&pe
and‘ intention of making an extra pfofit in the near future, then there is a :
true condition of beiﬁg over-inventoried on the basis of inventory speculation.aé
Creditors and investors should take precautionary steps under these clrcumstances.

23 Comparisons between business units should be confined to those that are
strictly comparable from the standpoint of function, product, size, territory
and general operating conditions. Edward F. Gee, The Evaluation of Receivables
and Inventories, p. 1k7. ' -

2i Alexander Wall and R. W. Duning, Ratio Analysis of Financial Statements,p.130.

25 Much of the success of "discount" houses has been based on their sbility to
turn merchandise over rapidly at low profit marging and reduced operating expenses.

26 ¥all and Duning, op. E}l':o, D. 131,
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Again, If the industry standard for inventory turnover had been ten
in the hypothetical case cited sbove, then Company B's turnover (10) would
have been normal and Company A's turnover (20) sbnormal, The analyst
should question the ability of Compary B to support such a large volume of
business on such 2 small inventory. In many instances, companies will stop
buying merchandise (or raw material) in the last month of the fiscal year
but still continue to make tﬁeir usual sales. As a result inventories will
be drained to a low ebb, and the cash collected through sales is ‘used to
reduce current liabilii:ies. This "window dressing® enables the business
to reflect a much better current financial picture than would otherwise be
obtainable.27 The current position of the company would be greatly altered
when inventories were restored to their normal level.

Again, Dun and Bradstreet compiles data on mventoxy turnover for many
businesses in manufacturing, wholesaling and retailing lines. A random
selection of these is shown on page 30.

The ratio and all other which involve inventories lose mich of their
significance where the book value of inventories are reported on the LIFO
cost basis. Under LIFO (lastein - first-out) the books show the balance of
merchandise remaining as inventory at acquisition costs of the distant
past, LIFO has been adopted during inflationary periods as g means of

natching current expense agalnst current income and thus reducing income

27 The gross profits method of estimating inventories is used as a
check against this practice. Under this method, an epproximate inventory
balance cun be estimated and this can be compared against the actual
inventory balance. For & complete discussion, see Chapter 1V, p. 56,



Net Sales to Inventory - 1955

Ling of Business

Hanufacturing

Auto Parts arﬁ Accessories
Bakers

Brewerics

Chenicals, Industrial
Furniture ‘

' Machinery, Industrial

Paper

'Stoveé, Ranges and Ovens

Vholesale

 Auto Parﬁs and Accessories
| Cigars, Cigarettes, and Tobacco
Fruits and Produce, Fresh
. Groceries

Lumber

Paper

Shoes, Ments,Women's and Children's

Retall |

Clothing, Ments md Boys!
Furniture

Hardware

HWoments Specialty Shops

Sourge: Dun and Bradstreet, Inc.,

" Times (median)

6.1
31.2
18.8

7.7

8.1

L6

7.6

5.0

5.1
26.4
0.3
10.5
12.9

7.5

7.3

3.7
L1
4.0
7.0

Fourteen Important Ratios in

Seventy-two Lines of Business

1955

30
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taxes upon the unreal profits of inflation. Any attempt to measure ine-

itentory turnover hy éomparing the cost of goods’ sold at current prices
against imrentory valued af. prices of perhaps ten years earligi‘ is imw
possible. Similarly, the current ratio is tmderstated.

 This brings to a conclusion the discussion of four significant ratios
used in a.nalyzing thz current section of the balance sheet, 'there are
many other ratios which are not considered on par with the four ratios dis-
cussed above, It seens _necessaxy to briefly mention several .of then here.
These are the ratios of current lisbilities to tangible net worth, acéounts
payable turnovér, current v‘asset turnove:, and {nventory to net working
capital. | | |

© Current lisbilities to tangible net worth, The ratio of current 1lia-

bilities to tangible net worth is one that has been in existence almost as
loné -as‘thé current ratio. It was most significant during the early periods
of corporate history vhen almost all lisbilities were current Jebidities.
The rule then was that creditors should have no more funds at stake ina
particular endeavor than the omrs of the business.jg Since large amountsg
of both current and long-term iiabiiities are common todgy, this fatlo is
nore useful when expressed as total debts to tangible net worth or tazigihle

assets (see p. L2 , Chapter III),

28 For two interesting articles on the pros and cons of LIFO, see H. T.
¥c&xlrg,lghe Casg §or LIFO;f It Realistical%ly S;ates Income axgd Is Applicable
() ustry," Journal Account 95, ‘No. 6, pp. 691-700, June
1953 and Maurice Hoonitz, "lhe Case %gagx’xst LIFQ," Ibid., pp. 662—650. I;z
addition LIFO has been accused of accelerating rather than decelerating the
affects of inflation. Refer to Waino W. Suojanin, "Lifo as a Spur to In-
fiationt The Recent Experience of Copper," Accounting Review, V. 32, No. 1,
h2‘~50, Jm‘y’ 1957.

29 Foulke, mb _C;&i’ je I 2030
30 . 3denm.
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Accounts payable turnover. The accounts pgysble turnover is used as

an indication of how long it would take to retire current debt from opera-

tions. The formula is:
Accounts payable

Sales Minus Expenses
(Honthly Average) =

Therefore, if sales were $10,000 per month and expenses $1,000, $9,000
would be available to retire current debt. Accounts payeble of $18,000
could be "éxt-.inguisﬁed_in two months., At best, this is & crude test useful
in mercantile credit work but subject to many criticisms and assumpticns.?z

-Current asset turnover. This ratio is found by dividing the net sales

for the period by the average current assets used during the period. The
result is to/ygive an overall impression of how rapidly_the total investment
in current asseté is being turned and is supposed to be an indéx of efficiency.
However, a faster turnover of assets dc;és not assure more profit. To the
contrary, less profit is sometimes the calse. A much more meé.ningful gnalysis -
~ can be made by computing two ratios: '
| 1. the mmber of Wnovem based on cost of sales and expenses,

- which is the measure of the use of the total current assects,
"2, the rate of profit per turnover of total current assets.33

Inventory to net working cepital. The ratio of inventory to net

working capital is used as a corollary to the acid-test ratio. It may be

used in conjuction with the current ratio to messure the emount of working

31  Guthmann, op. cit., po 119,

32  This ratio is subject to numerous assumptions which render it more
theoretical than practical. Ibid., pp. 119-121,

33 An illustration of these ratios can be seen in Finney and Hiller, op.
5&0, p. 1770 ’ )
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, 3k |
capital tied up in inventory.  If the acid-test ratio is over one, then

the inventory to working capital ratio is less than one and the current
creditors are more than 100 per cent protected by quick assets. The
importance of the inventory and its proper proportion to other items on
the statement cannot be overstressed. Its liquidity, balance, and correct
cyclical possession are factorgs that réflect efficient management in the
property stai;ment and profit and loss ad:count.Bs
| It seems necessary to conclude by remarking that the use of ratios In
analyzing financial statements is much more effective if relevant data for
Severﬁl yéars can be reviewed. Based on this historical information and
aldng with financial statist'ics‘for the current year, significant trends
can be developed, The American Institute of Accountant!s Committee on
Accounting Procedure in its Bulletin No. 6 said: '

»es the iMma%ing use of comparative statements in the

anmual reports of companies is a step in the right direc-

tion. This practice enhances the significance of the

reports, and brings out more clearly the nature and

trends of current changes affecting the gnterprise..o
It is now a common practice for companies to include balance sheets and
Inceme statements for at least the last two years of operations. Other
significant statistics are given for periods of five, ten, and even fifteen
years preceding the current year, Therefore, ratio analysis can be extended

into past years operations.

34 Wall and Duning, op. cit., p. 150.

35 Idem. This ratio is used also as a supplement to the ratio of net
sales to inventory. See Foulke, op. ¢it., pp. 334-338.



34

Summary. The anélysis- of the current section of the balance sheet 1s
primarily an analysis of working capital position. It is especially in-
formative as to the short-run solvency of a concern. Then too, it gives some
indication @as to the efficiency of management although this must be substan-
tiated through énalysis of the profit statement and other factors.

In any exanination of the balance sheét, the proper arrangement of
accounts must be studied. This chapter has touched on the proper classi-
ﬁéatignof items only slightly. The published financial statements of any
corporation listed on & major stock exchange rust Be filed with the SEC
éﬁd accompanied by a certified public acc&mtmt's certificate., In this
respect, ﬁxiancial statements need little 'rearrahgemant for ratio analysis.
And finelly, ratios must be computed and studied, Financial ratlos based
on statistics of se‘feral years' operations of 2 company &re more valuazble
than those based only on the current yearls operations. The ratlos most
widely accepted and used in analysis are:

| 1, the current ratio

2., the mcid-test ratio
3. testing receivables
ke inventory turnover

Ratio analysis is only one factor among many which is used to eiraluate the
health of & business,



CHAPTER III
ANALYSIS OF BALANCE SHEET
FIXED SECTION @ <

This chapter will be concerned with the discussion and analysis of
the second major division of the bala.ncé sheet; namely, fixed assets and
the sources of these assets, long-term 1iabilities and net worth, For the
nost part, this section appeals especiai.:.y to bond and mortgage holders,
stockholders, and bankers whose loans are granted for }.ongezj periods than |
one year, However, short-term creditors should have more thaﬁ a passing
interest here because the acquisition of new fixed assets or the dissolution
of old long-tern lisbilities may have the undesirable effect of reducing
working capital and inqaairing the general creditor's position.

Again, the major consideration of this chapter will be *o prese:nt
significant ratios which are indicative of the relaticnship existing be-
tween fixed assets, liahilities, and equity. It is necessa:y“to emphasize
again that these ratios are simple indicators of the general financial cone
dition of a business and it is advissble (and necessary) to pﬁrsue analysis
beyond the ratio stage whereever possible. Before a.dvancing further,

1 Richard K. Paynter, Jr., Treasurer of New York Life Insurance Company,
stated that in analyzing & corporation %we look carefully at the past record
of a corporation, first, as it is summarized in corporate annual statements,
breaking dewn the individual items, and then going behind the figures them~
selves to see that inferences drawn from them stand up. The figures of the
annual statements in themselves have 8 deceiving certainty.” Speech by
Richard K. Paynter, Jr,, entitled An Investor Looks At Management,

February 8, 1957.
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a brief explanation of the nature and classification of these fixed items
2
Secens necessary.

Fixed assets are assets of a relatively permanent nature used in the

operation of a business and not intended for sale. These assets fall
either into the classification of being either tangible or intangible.
Intmengible assets include patents, copyrights, trademarks, franchises,
goodwill, and other mssets having no physical substance but which have

value because of the rights inherent in them, Intangible assets are usu-
ally excluded when making analyses and computations involve only g_é_g tangi-
ble assets.h Tangible assets include peménent investments, land, buildings,
equipment, furniture and fixtures, aatural resources, and deferred charges.s

2 A rather thorough presentation of analysis of corporate reports is
given each year by the American Institute of Accountants. Its yearly
publication, Accounting Trends and Techniques in Published Corporate
Anmual Reports, records and points out the significant accounting trends
as reflected in the annual reports of 600 survey companies. The classifi-
cation and significance of balance sheet items is discussed throughout.

3  Finney and Hiller, op. cit., p. hil. |
ly  This is because intangibles are very likely to have little value in

liquidation even though they may have considerable value to a "going
concern.?

5  Finney's definition of fixed assets excludes permanent investments.
For the purpose of this analysis it nmight be better to use the following
definition of fixed msgsets: "The mssets that are excluded from the
current asset section mzy all be included in another growp called ..,
fixed assets." For a discussion of the five prevailing definitions of
fixed mssets see Frank A, Singer, "Fixing fFixed Assets?," Accounting

Review, V. 32, Wo. 1, pp. 104~106, January, 1957.
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The proper valuation of fixed assets is a major problem of accountants,
The Comnittee on Terminology of the American Institute of Accountants has
defined value as used in accounts as:

the anount at which an item is stated, in mccordance with

the accounting rules or principles relating to that item.

Generally book or balance sheet values represent cost to

the accounting unit or some modification thereof but

sometimes they are determined in other ways, as for in-

stance on the basis of market values or cost of replace~-

ment, in which cases ghe basis should be indicated in
financial statements, o

Thus, value is not necessarily an indication of &n asset'.é utility but
rather a neasurement, in terms of dollars, in accordance with the rules
of accounting applicable to the iten measured. Therefore, long-term
debtors and stockholders have claims on, and interest in fixed assets
vhose stated values mre often scmewhat meaningless. '

The historiéal cost basis on which the fixed assets are measured
does not provide ba satisfactory basis for the memsurement of the financial
condi;cion of a business, especially to those outéide the bﬁsiness. This
is true during times of widespread inflation. The adoption of LIFO as one |
nethod of valuing Inventories is an attempt to curbfthe effects of inflation
on current assets and, more important, current income. The need for ine
proved accounting for fixed assets was emphasized by Robert C. Tyson, Vice-
President=Controller for United States Steel, who stated:

It took twenty years to widely accept LIFO for short-tern

inventorieg.sss Since in an economic sense facilities are

only long-term inventories described by us for sc¢counting

convenience as fixed assets or capital goods, but differing
fundsmentally from short~term inventories only in rate of

6  Bulletin No. 9 as quoted from Finney and Miller, ope cit., p. 85,
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turnover, we can'be hopeful that comparable principles

nmay be developed and‘ ext?nded to bring reality into

depreciation accounting.
- ~ Fixed esset depreciation is another area in which accountants and
analysts "enca.un'oer difficulties. Depreciation is based on the estimated
life of fixed assets and each year a charge is nade against incame for
that portion of fixed assets which was used up in manufacturing and mar-
keting Aproc.esses.a ’In this vay a certain portién of fixed assets is con-
verted to current assets each year. The ideal siiﬁﬁiieﬁ night have current
expenditures for fixed assets being provided for entirely by depreciation

charges, Even in nomal times this is improbable and ln/ times of inflation,

. impossible.9 This déscription of fixed essets is purposely brief, snd it
is necessary now to describe the capital structure of a balance sheet.

Bk o S ST

7 Robert C. Tyson, We'd Better Improve Accounting For Fixed Assets
Before Someone Boes It For Us {From & paper given at the o5th Annual
Accounting Conference, Ann Arbor, Michigan, November, 1951), As found in
Journal of Accountancy, V. 96, No. L, p. 463, October, 1953.

8 Ralph M, Besse, Vice-President of Cleveland Elcctric Illuminating
Company, proposed that a flexible deprecistion allowance based on inflation-
ary ups and downs be designed. Under this plan depreciation rates would
still be on the basis of original costs, but would vary according to
changing dollar values. If rates were three per cent annually and prices
increased one-hundred per cent, the allowance would automatically double

to six per cent. See "Plant Expansiont How Industry Can Get the Cash It
Needs," Editorial, Time, V, LXIX, No. 1, p. 75, Junuary 7, 1957.

9 In a period of continually rising prices, all methods of depreciation
fail because "the buying power recovered cannot equal the buying power
expended.® Depreciation in any period should represent capital expended
in production of products ( or services ) in such a period, with capital
defined es "actual amount of purchasing power." Consult Wilbert A. Walker,
"Inadequate Depreciation in Metals Manufacturing Industry," The Controller,
P. 572, December, 1956, as found in Journal of Accountancy, V. 103, No. 3,
p. 88, March, 1957. ‘
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Capitalization of a corporation in an accounting sense is the sum of
, 10
the par value of the stocks and bonds outstanding, Under normal circume

stances, an established corporation will cwn property valued in excess of
itg cepitalization, ‘I‘he primary sources of this ?'surplus" are retained
earnings and premiums on stock,

Since the term capitalization is linited to outstanding securities,

the tern capital structure nay be used to include the total combined sources

of the net worth and liability section, These sources would include long~
term debt, such as mortgages and loans, &s well as total stockholderts

investment including surplus. It is important to realize that surplus is

as much of an> invegstment as is capital stock, and any return on investment
- must take both into consideration. This ends the discussion of the charace
teristics of the balance sheet, |

The ratios which are most significant to a preliminary analysis of the
fixed section of the balance sheet are as follows:

1. Capital structure proportions:
fixed debt to net worth

2. Tangible assets to total debt
3. Working capital to funded debt
L. Plant tumover |

A brief e:mlana’cion of each of these ratios or proportions will now follow.

Capital Structure Proportions. . For purposes of this analysis capital
structure will he consldered, rathey narrawly, to be composed of bonds and
net worth. This does not aeem to be too m@propriate since the relation ,
of‘ bonds to net worth in most listed corporations relates almost the entire

10 Cagpitalization has many other meanings which are of no consequence here,
Refer to Guthmann and Dougall, op. cit., p. 75.
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11
story of the balance between borrowed and owned capital,

The proportion of }capital tepresented by each class of security is
important to both the bondholders and the stockholders. The larger the
proportion of bonds, then the weaker 1s the position of both parties.
Bondholders, in case of liguidation, have clains which are prior to those
of the owners; and the ownerts share of company assets. are In effect’
cushions of séﬁ‘ety. “The_ smaller the cushion, usually the greater risk of
loss, Stockholders! ¢laims on assets as well as the‘ir.shares of income are
reduced by too large a proportion of bonds to equity. The reverse situation
is quite true; the smaller the proportion of bonds, the stronger the posi-
tion of borxdholders and rstccldiolders.;z This can be shown by the following
siz:q:lified illustrations:

Case 1 =
- Assets - Lisbilities end Equity
Tangible as'se{';s‘ 5100,000,- Bonds $75,000
' Net worth 25,
Bonds/l’eb worth = 31
Case 2 - ' |
Assets | |  Lisbilitles aﬁd Equity
Tengible sssets $100,000  Donds  $50,000

o Het worth 50,
. . Bords/let Worth = 131 |

11 From the period 1946-1953, the sale of stocks and bonds and incame
from internal operations produced over ninety-one per cent of all corporate
funds used during that period. Bonds supplied three times more funds than
did new stock issues. Computed from a Special Releage, U.S. Department of
Commerce, Office of Business Economicg, as found in G. Keith Funston, Wanted:
More OQuners of American Business, p. L. :

12 John H, Prime, Investment Analysis (Secomi Edition), p. L20.
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In Case 1 each dollar of debt is supported by thirty-three cents worth
of equity and in Case 2 three dollars worth of equ;ty supports each dollar
of debt. In each of the sbove Cases, assume that the business failed end
was being liquidated, and that tangible assets were sold at two-thirds
book value. Then, in Case 1; tangible assets would be sold for 367,000
which would be prorated among the bondholders., Stockholders would get
nothing, In Case 2, sale of mssets for 367,000 would be used in retiring
bonds at full face value and $17,000 would be prorated ammong the stockholders,

However, there is no set rule or ratio in regards to capital structure.
Railroad and public utilities use bonds to a great extent because of their
stability of earnings and sbility to meet fixed Interest pgyments., An
arbitrary maximm percentage of bonds in the total capital structure for
railroads has been established at fifty per cent and for utilities, sixty
per t:ent..l3 Manufacturing and merchandising businesses normally do not
use bonds to such great extents, usually less than one-third of capital
st.ructm'e..w Corporations which rely too heavily on debt instr@ents are
subject to special risgulatlon by the Internal Revenue Service under certain

legal circumstances.

13 Guthmann, op. cit., p. 158.

1l However, debt financing has been on the increase, and in many instances
it has been excessive. Professor Sumner Slichter of Harvard University
sounded the following warning in 1952: "The annual repayments on the present
volume of private indebtedness have become large enough so that it will be
difficult to offset them in a period of moderate or even mild recession.”
As quoted from Funston, op. cites ps 3.

15 This is especially true when & corporation is clagsified ms s "thin"
corporation, one whose equity capital is inadequate for the business purposes
it is designed to carry out. It is m matter of degree of borrowed funds to
equity, Tax advisers recommend that under normal circumstances the ratio of
debt to net worth be no greater than 3411, Jay O, Kramer, "Tax Consequences
of Inadequate Equity Capital: The Thin Corporation Problem," Journal of
Accwntan 3 Vt 96, ﬁoo h’ ppp hh9"tl§1, Octdber, 1953. -
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In issuing securities management must weigh the many advantages and
disadvantages of stocks and bonds, At the same time, they must try to
keep & safe balance between the two securities, The final decision for
the type of security to be issued is largely determined by the cepital struc-
ture of the corporation, the’purpose of the issue, the status of the money
market, and what will be best for the c:o:u'porat:im.l6

An investor in analyzing a statement should recognize the dangers
{involved in heavy and excessive reliance on debt financing and keep in
mind the general principle that debt should be kept within such limits
that in times of recession insolvéncy would be improbable,

Tangible Assets _i_ﬁ_q Total Debt. The ratio of net tangible assets to

total debt is in some ways similar to the current ratio described in
Chapter II, This ratio provides an indication of the tangible assets which
are available for all creditors in case of liquidation. The ratio of total

: 17
ligbilities to tangible net worth is often used in place of the above ratio,

Since net worth is significant as protection to creditors only In terms of
the assets behind it, it seems more logical that a ratio should be used in
which attention is centered on tangible assets. In this way intengible
assets will be sought out and eliminated and the remaining assets can be
exanined more cloSely.lB | ,

The atazxdard for thi‘s‘mtio depends directly upon the standard for
desired cepital structure proportions discussed carlier in this chapter.

If bonds are linited to one~third of the total cmpital structure, then:the

16 Paul B, Coffnan, President of Standard Research Consultants, Inc.,
"The Business Climate,” The Journal of Accountancy, V. 103, No. 2, p. 6,
February, 1957. , .

17 Foulke, op, cit., pp. 226-2L9,
18  Guthmann, op. cit., p. 160.




ratio of mssets to debt should not fall below three to one. This is

illustrated simply, below.

Tangible assets  $300,000 - Bonds = $100,000
‘ Net worth 200,000

’I‘angible assets/total debt = 3:1 .

Howcver, the Introduction of current liabilities complicates this over-
simpli.fied illustration. o -
' Current mssets  $150,000 Curreni 1isbilities $75,000

 Fixed assets 150,000 .= Bonds : 75,000

o - N¥et worth 150,000
| Tangible assets/total debt = 211 “

In each instance the capital structure prOportlons (bonds/net worth)
remained 1:3.

' The possible 'presenc;.e of cqrfeht debt ‘gs lllustréted above is .aﬁ
" least partly responsible for the ﬁsually strici:ef sténdard for the capital
stx?uctur‘e proportion for industrial and retail busineéses (see p. hl) The
fliustration above is more or less typical of an actual industrial or retaii
business and it suggest that the ninimm i‘igure i‘or the ratio of tangible
assets to total debt for such concerns is at least two to one.w For
railroads and other utilities it will he considefably higher, -

Working Capital to Funded Debt. Working capital has been previously

defined as the excess of current assets over current llsbilities (see
Chapter II, p. 15). A funded debt comprises all debts the maturity of
which is more than one year awey from the date of the current balance

20
sheet. A funded debt is also popularly temed a long-term liability,

19  Ibid., p. 161.
20 Investment Bankers Association, Fundamentals of Investment Banking, p.88.
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Again, this ratio is normally confined to use in énalyzlng financial
statements in manufacturing and mercantile enterprises. All public service
and nining corporations have relatively small current assets because their
main revenues are derived from service or sale of fixed assets, A rail-
road has little money tied up in reccivables since gll services are paid
in cash or within a short period of time, usually five days,

Working capital should always ecj;tml or exceed the bonded debt if the

21
bonds are to enjoy investment quality. Roy Foulke of Dun and Bradstreet
founds
that the exanmination of thousands of balance sheets in ail
lines of industrial and commercial activity has led to the
conclusion that rarely, if ever should the aggregate of
funded limbilities exceed the net working capital, Where
the funded debt is heavier, the relationship invariably is
vunbalanced. ... Interest and smortization become a burden=
often too great a burden to be carried in a world of come
petitive capitalism, fluctuatingggales; and constantly
varying gross margins of profit.

Since bonds are often supported by a lien upon a fixed asset and their
interest supported by earnings, the usefulness of this ratio seems question-
able. However, the bondholders sre recognizing two important factors:

1. the greater case of valuing current mssets over fixed asset,

and :

2. the virture of a strong working capital position in support- 23
ing interest charges whexjx earnings are temporarily inadequate.

21  Guthmann, op., cit., p. 161. It is interesting to note that Allied
Chenical and Dye Company and Sears Roebuck and Company both had long-term
debts of $200,00C,000 in 1955. Allied Chemical had working capital of only
$170,000,000 or slightly below the desired ratio, whereas Sears had working
capital of over $850,000,000, or a working capital to funded debt ratio of
Lt:l. As taken from Allied Chemical and Dye and Sear Roebuck and Company!'s
Annual Reports for 1955.

22 ‘Foulke, Sp. E_&E" P. 267.

23 Prime, First Edition, &0 '2&0, P+ 3570
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Plant Turnover. One of the most important tasks of those in charge of

‘financial administration of & business is to determine the proper investment
in fixed assets and the financing of their purchases.ah These are the pro-
ductive assets by which production and distribution are carried on. They
are very definitely related to sales. W"Every dollar that is Invested in

fabricating assets or non-current assets can be Justified only if that ;
' 2
investment results in m sales volume thet will be reasonably productive.®

Plent tumwef is the ratio of net sales to total fixed tangible
assets used in operation, This would exclude intangible sssets and invest-
ments. This ratio exbiesses the muber of dollars of net sales per dollar
of investment in net plant, Two advantages of high plant turnover are:

" 1, The larger the volume of business with respect to invest-
- nent, the less is the per cent of net profit on sales
required to earn a given rate of return on investment,

2. The company with a low ratio is presumably obliged to
spread the fixed expenses resulting from the use of
fixed assets, such as depreciation and interest, and
generally insurance and taxes, over a relatively
smaller volume of business, and consequently is likely26
to be at & disadvantage from a campetitive standpoint.

This ratio is designed to reflect the efficiency with which the fixed
asset investment has been mdminigtered. Three factors which lessen the
value: of plant turnover ares

l. price level changes - plants may be built at different
periods of time
2, operating functions assumed - one company may perform
nmore functions than a similar company
- 3. deprecig%ion reserves - differences in depreciation

policy.

Zh Hmrd and Upton, ‘%, 2&0’ D. 212h
Wall and Duning, op. cit., p. 137.

G{

26 Guthmarm, mn E_i_t_i_g, Ps 162:
27 Ibid., pp. 162-16L.
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These three factors along with the wide variation in the character of
industrial opérations make "industry" standards unobtalnable. The value of
plant turnover lies in the camparison over a period of years to determine
whether the company is progressing by obtaining more doliars of sale per
dollar of net plant investment. A downward trend would raise the suspicion
that the plant is overvalued,aa An illustration of the "historical standard
for the plant turnover of American Viscose Corporation is illustrated below,

1955 195 1953

Net sales for the year (millions) (a.)  $260 $218 8229

Fixed assets less depreciation

at end of year (millions) (b.) 122 127 134

Ratio of net sales to net
fixed assets (asb) 2.13 1.72 1.70

Sources American Viscose Corporation,
Anmial Report - 1955

This concludes the discussion of several of the most significant ratios
used in analyzing the non-current section of the balance sheets. The four
ratios discussed sbove are by no means the only usefulones available. Several
ratios which were excluded from this discussion because of inherent wealinesses
or other disadvantages will now be reviewed briefly. These include mortgage
asset to secured fixed debt, accumulated depreciation to depreciable assets,
surplus to cepital stock, and net worth turnover.

Hortgage agsets to gsecured fixed debt. This ratio of mortgaged fixed

agssets to secured bonds is usually difficult or impossible to figure. This
is especially true when a variéty of many different types of liens prevail,
Generally, the ratio of fixed mgsets to total mortgage debt should exceed
two for industrials and one and one-half for utilities.zg

28  Prime, (Second Edition), op. cit., p. 352, Again the factors listed =mbove
are in effect.

29 Guthmann, op. cit., p. 162,
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Accurulated depreclation to depreciable assets. The size of this

allowance for depreciation and the repidity of its growth are often inform-
ative especially when compared with the performance of other similar busi-
nesses., There certainly can be no "industry® standard with which to compare
this retio and historical standards are not alwamys too memningful. However,
concerns engaged in the same line of business do have ccmparable deprc;ciaé-
tion rates which are compiled and made available to interested persons,
Surplus to capital stock. The ratio of surplus to capital stock is

intended to show the degree of conservatism of the management. The larger
the ratio the more conservative the management. However, surplus is
accunulated from many sources besides retained earnings and this and the
age factor of a company render this ratio useless,

let worth turnover. The ratio of net sales to tangible net worth

indicates the activity of the investment in a business, If the ratio is
too much larger'than that of competitoré, then the conpany is gﬁilty of
"overtrading." Overtrading is a condition in which any company att&q;ts
to finance & volume of business too great in comparison to its own capital.
It is generally accompanied by excessive borrowing and volune sales of
'thin profit margin.Bo Theri again, if the ratio of sales to net worth is
far below the usual, a condition of undertrading prevails and the campany
is criticized of "dying of dry rot.“?l | ,

Therefore, it is difficult to determine what the ratio means. ;'Itv is

one of those mixed ratios reflecting such opposite things that its movement

30 Wall, &o &i__t', po 136t -
31 Idem.
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. - 32
in either direction might be favorable (or unfavorable)." The adequacy

of net worth is best determined by the ratio mentioned earlier in this
chapter (see p. 39) and whether or not it is being properly employed is
reflected by the ecarnings. |

Sumary. This chapter presented an analysis oi‘ the fixed section of
the balance sheect, particularly of items which are generally used in ratio
analysis. Ho attempt was made to describe all accounts, either asget or
lisbility, which normally appear in a balance sheet of an industrial or
mercantile corporation. The ratios which are presented in this chapter as
being indicative of financial condition arcx

1. Fixed debt to net vorth :

2. Tangible asgets to total debt

‘3. Working capital to funded debt

L. Plant turnover
Ratio analysis has been strengthened by the forces of govermnental super-
vision, especially with regards to full and feir disclosure. The presenta-
tion of from five to ten year swmaaries of balance sheet and incomé statenent

statistics In current anmual reports enable the analyst to trace changes,
develop trends, and to establish a "historical® standard for the corporation.

32 Guthmann, op. cit., p. 166, Also see Foulke, op. cit., pp. 386-Lil.,



CHAPTER IV
ANALYSIS OF INCOME STATEMENT

The preceding two chapters dealt with an analysis of the balance
sheet. This chapter will be concerned with an anaj.ysis of the income
statemenf., giving special consideratiqn t,o significant ratios.

Again, a brief e:qalanétiqn of the nature of the income statement is
necessary. Since the primary reason for a business to exist is to earn a
return on investuent, the income statement is usually given primary consid-
eration by all interested persons. A cm:mw's management and its investors
are the two groups most concerned with the ‘pmﬁtableness of past and future
~operations, Creditors have more than a passing interest thereto.

-Although the income statement is considered to be the most important
financial statement, it should be reallzed that both the balance sheet and
income statements are essentiel to a well-rounded view. For instance, high
earnings may be achieved by incurring heavy excessive debt or through the
sale of fixed mssets owned by the coznpany.l In mary instances such actions

impair the future earnings of a comparny.

1 The use of borrowed funds (or preferred stock) is known as trading on
equity. The primary reason for trading on equity is the anticipation

of employing these funds at & rate of return higher than their cost, HMany
railroads overissued debt instruments during their infant stages to the
point of financial instability end insolvency. Others still operate under
the 111 effects of heavy debt issuecs of past years. See Guthmann and
Dougall, op. cit., pp. 102-104, 272-273, 598-60k. Also see Jordan and
Dougall, i‘x“we‘é"&&ents, pp. L31-L38,
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, ‘ . A ‘ 2
"Net incone 1s the excess of income over expired costs.® Operating

incame or revemue is derived ‘through the sale of products or services.
From this amount ié subtracted the cost of sales and other general exj)enses
including income taxes. This difference between income (or revenue) and
expense is the profit or loss for the fiscal period. Unlike the balance
sheet, the income statement relates the financial happenings during & period
whiéh‘bccurs between two dates, which for a yearly report are the beginning
of the fiscal year and itg end. -

Net income is & vitally impcrtant' figure and one upon which many de-
cisions are based, And ye{". most béxtbcoks' ngree that

an income figure is an approximation, partly the product

of facts objectively detemmined, partly the product of

accounting policy decisions, and partly the product of

Judgment and estimate ... the ares of acceptable accounte

ing alternatives is so extensive that one should not

attribute too much precision to the income-—determination

process.3 |

‘There are nany factors which cqntribute to the difficulty of computing
net -inccme/.- Anong these are the conflicting theories and practices regard-
ing net income, depreciation and maintenance policies, and method of valuing
inventory. By no means are the above factors all that exist, but these are
sufficient to convey the point desired here. |

First, there are two major schools of thoughtholding two different
opinions regarding what items should be included in the income statement for

the fiscal year. One group supports the "clean vsnzplué“ theory, and the

2  Finney and Miller, op. cit., p. 5%98.

3 = Ibid., pp.612-613. For a nmore complete understanding of the factors
involved in determining net income read pages 596-61k.
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other, advocates the "current operating™ concept of net income. The
first group maintains that all élements of income, profits, expenses, and
losses should be entered in the income statement, with the extraordinary
and corrcction items properly described and segregated. In this way, the
earned surplus will be vold of any expense or income transactions made
during the year and the income statement will be all-inclusive, This is
especlally important since the average investor concentrates his analysis
alnost entirely on the income ste.iement and the "net income® per share for
the current year. The S.E.C. and the American Accounting Association are
aﬁong the supporters of this theory.

The second group are advocaters of the current operating concept of
net income who insist that tﬁe income statement should be concerned only
with {tems of income &nd expense that are spplicable to the regular opera~
tions of thé current period. The American Institute of Accountants advow
cate this theory. Therefore, even the fundamental principles involved in
determining net income vare not abpolute and the net income reported by a
cc@my depends upon its adopting either one plan or the other.

ﬂaintegzaﬁce and depreciation policies of corporations have a direct
effect-on the net income computation, "Malntenance expense is ,t.he expendi-
tures made to keep the property, plant and equipment in good operating
conditiop.”s Railroads have an unusually large maintenance expense.
During 1956, the Seaboard Railroad expended over one-fourth its total

L Ibid., pp. 111-116.
5 Johnt H, Prme, Second Editim, op. ‘E_&o, Pe 3860
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6
operating revemues for maintenance expenses. The Reading Company pald
7

out almost one~third of its operating revenuess for maintenance, Iaintenance
charges of industrials are not nearly as large as these amounts but in any
event they are very material expenses. And yét, in years of poor earnings,
nany companies negiect the care of fixed propertieg in order that net in-
come (and working capital) be impaired as 1little as possible and in good
years they may or may not treat the property in the opposite manner.8 If
the Reading Campany could have "delayed” to future periods as little as
one~sixth its maiﬂntenaﬁce charges its net income (before taxes) would have
been increased by over seven million dollars. The ability to "window
dress™ net income for a current period s sometimes affective in attracting
badly-needed cash through the sale of secdrities ahd. extension of credit.
As was explained in Chapter ITI, depreciation is a charge against in-
come for that portion of v‘fix‘ed essets which was ultimately "sold to cus-
tomers during the fiscal year., Depreciation is spread over the estimated |
life of the asset., Since the proper allowance for dep?eciation is a
matter of judgment and estimation and not fact, it {s not surprising that
depreciation policies differ substancially in businesses in the same indus-

try or productive line, Depreciatlion is significant to the investor in its

6 Maintenance of equipment, way and structures exceeded %43,000,000.
Total railwey operating revemues equalled $162,000,000. Anmual Report for
1956, Seaboard Railroad, p. 26.

7  Maintenance of equipment, way and structures exceeded $Lli,000,000 and
total operating revemues were $5138,000,000. Annual Report for 1956,Reading

Cempany, p. 16, '
8 G’utlmﬂnn, oD E}_'-t_q,‘pn 217,
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relation to the balance sheet as a valuation reserve, and the income state~
ment; and because it is a materialbharge against incame, it should be
examined closely. Howm}er, the imrestor is not In a position to deternmine
the adequacy of deprecimtion rates for each individual asset and u.mally,
the best he can do is
"1, to compare the annual depreciation rate with that used

by other companles in the same industry as a basis of

Judging sdequacy or inadequacy of the total annual

depreciation charge, and

2. to determine whether the company has altered its de-

greciation policy by Increasing or reducing the total

anmal depreciation charge relative to the assets being

depreciated.9

In many instances the companyt's management depreciates assets too
rapidly and as a result net {ncame | is suppressed during the early years and

10
+ overstated in later years when the assets are fully depreciated. This
is often misleading to the analyst who is computing industry and historical
(trend) ratios,

The method of inventory valuation has a direct effect on cost of goods
nanufactured and soldy and therefore, on net profit. The use of the LIFO
(last-in == first - ocut) method of inventory valuation was mentioned in
Chapter II with regards to its effect on inventory and current assets in
the balance sheet, In the period of contimuing inflation which has pre~
valled since the last major war, company sales, net profit and taxes have

been greatly inflated, To heip curb this undesirable situation, many

9  Prime, op. clt., p. 398.

10 However, there is much justification in the early "tining" of deprecia-
tion, A tax savings may arise vhen post-emergency tax rates are less than the
rates during the emergency, In addition, early depreciation often provides
savings on interest and interest earned on funds provided by depreciation. A
thorough pregentation is found in Louls Goldberg, "The Financial Value of
Early Tax Deductions for Depreciation," Accounting Review, V. 30, No. 3
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companies have adopted LIFO as & means of charging current (inventory) costs
against current revemue. This has helped to present a more reallstic in-
come figure and at the same time income taxes have been decreased.

The General Electric Company adopted the LIFO method of valuing inven-
tories effective January 1, 1955. As a result of this new procedure, the
Company's net earnings were reduced by twenty million dollars and & consider-

11
able amount of income tax was avolded. But in doing so, it has destroyed
coamparability between companies which use LIFO and those which use other
 acceptable methods. Comparsbility is disrupted even within similar induse
tries where it is widely used, chiefly because of

1., the adoption of the method by different companies in

- different years and so at different initial price
levels, :

2. the application of the method to different portions
or departments of their business (campanies use more
than one method) and,

3. different rates of company growth so that varying
proportions of their inventories are valued at the
several price levels of the different years of the
past.12

These are only a few of the many prevailing factors which materially
affect the figure reported as net income. And yet, somg large corporations
still submit annual reports in which sales, expenses and net income are
stated at decimalfigures. (i.e. The 1949 income statement for the
Studebaker Corporation stated sales at$h73,706,099.§~h, less expenses of

$1428,922,223.87 and net income of $27,563,875.97.) The means by which a

11  General Electric, Inc., Annual Report for 1955, p. 22.
12 Guthmann, op. 9&-, PDe 118-119.
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. 13
corporation's net income can be manipulated are many. However, much

credit must be given to such groups as the American Institute of Public
Accountants, the American Accamting Association, the New York Stock Ex-
change, the Securities and Exchange Commission, and Certified Public
Accountants in thelr efforts toward more uniforn mccounting and relisble
financial statements. Again, the federal govermment and Its revenue agents
are very influential in seeing that good financiaml accounting provides a
truthful income statement upon which taxes are levied,

There are many ratios used in analyzing the income statement, For
purposes of this discussion, the following ones are representative of the
ratios most commonly used and accepted:

1. gross profit ratio

2. operating ratio

3. tinmes interest esrned ratio

Lhs net income to sales ratio

S. net income to tengible net worth ratio

6. net income per comion share ratio

7. net income to dividends ratio
_ These ratios will now be discussed in some detail,

Gross profit ratio. Gross profit is derived by deducting the cost of

goods sold from the amount of net sales. The gross profit ratio is the ratio
of gross profit to net sales, This percentage of net sales is a most valuable
figure in comparative mnalyses of businesses engaged in the same line of

13 In a comprehensive volume entitled Security Analysis eight chapters

are devoted to the analysis of the income account, eir prinary objective

is to acquaint the reader with those "artifices" and "window dressing"
devices designed to misrepresent earnings and to conceal losses, Every in- -
vestor and analyst should remlize that net profits have been and still are
subject "in extraordinary degree to arbitrary determination and manipulation.”
See Benjanin Greham and David L. Dodd, Security Analysis, Chapters 31-38.
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1L
business as well as a historical analysis of an individual concern. A

‘historical analysis of the gross profits of Reynolds HMetal Company is

. shown below,
Years Ended December 31

(in thousands of dollars)
1953 1952 1951 1950 1949

Net Sales $28;,89g 3522&,3639 z‘»ﬁg,gos siég,gg $131,§§g
Cost of Products Sold 212,30 169,360 02 22 108

GrOSS Prot‘it g 7;,;8; s g Eg, 703 $ IIE’§i3 -g 5, ;Oj
Gross Profit Ratlo 278 28% 3% 26% 18%

Sourcet Reynolds Metals Company
" Annual Report for 1953

Reynold!s gross profii ratio has greatly improved since the year 1949,
Assuning that all other operating expenses remain relatively unchangéd, then
Reynoldts net operating profit will have been increased accordingly, which
it in fact did, Then, this ratio mnswers the question, "Is the markup on
cost to selling p;ice sufficient to show a profit in a highly competitive

' 1
business world." ,

The importance of a certain minimum of gross profits from a competitive
point of view has been explained as follows:

Hithin certain limits there is a natural gross profit in every

line of merchandising and manufacturing. By "natural® gross

profit we mean that under ordinary business conditions staple

naterials and merchandise in any given standard can be acquired

and sold at sbout the same cost and price by those in that line

who possess about the same amount of sbility. In some lines the
resulting gross profit is large, in others smallj but in each

1, For data on gross profit margins in various fields of retailing, see
Walter L. Mitchell, Jr., Standard Ratios for Retailing, (lWew York: Dun
and Bradstreet, Inc., 19540},

15 Foulke, ﬂ.' _C__%_’l_‘..., P. 500'
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line the ordinary market conditions are available to all
engaged in that line. If there are 100 mamufacturers in

a certain type of business, some will be found with greater
ability than others; also some ngy have insufficient capital,
so that the gross profit may be greater or less in certain
plants than in others, and the sverage gross profit of the
hundred will not be &s large as what we call the Ynatural
profit® of those possessing reasonsble abllity and capital,
The importance of an accurate calculation of the gross
profits rests upon the fact that if any given business con-
cern cannot earn the natural gross profit, or at least ex-
‘ceed the average of all engaged in the line, it will not
become a success. Whether or not the gross profit of a
good year {s satisfactory, if the percentage of gross pro-
fit to cost or to sales ngy be relied upon, comparison of
the results of the current period with others provides in-
formation which should explain the causes for tge increase
or decrease in the amount of the gross profit.l

VQuite naturally, the concerns with the higher percentage gross profits
should be expected to yield the higher percentage: net profits.
- Higher gross profits are one of the primaxy reasons for the success
of consolidated enterprises. The a‘bility to buy raw materials and finished
goods at cheaper prices greatly reduces the cost of goods sold and increases
the proﬁt spread, This "buying advantage® iz 30 great that at times federal
legislation is passed to stimulaste a nore competitive situation.l?

The gross proi‘itl ra’cio is frequently used in estimating the value of
inventories, although unusual care must be taken when the LIFO method of
valulng inventory is in effect. Thev usual method of estimating the value

of inventory is to ascertain the average percentage of gross trading profit

16 Herbert G. Stockwell, How to Read a Profit and Loss Statement,
pp. 123-12l,

17 Charles F. Phillips and Delbert J. Duncan, Harketing Principles and
nethﬂﬁs’ PP 182, 716"7180
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18
over @ perlod of years based upon sales. The amount of gross trading

profit may then be i‘ound by multiplying the net sales by the rate of gross
profit., It 1s necessary now to deduct this amount from the net sales to

find the cost of the goods sold: And finally, the cost of the goods on

hand at the beginning of the period, plus the cost of the goéds Mhased

(or manufactured) during the period, less the cost of thé goods sold, will

be tﬁe estimated value of the goods oz; hand at the end of the periocd. It
must be assumed that the per cent. of gross profit should be approximately the
sane in several successive pei'iods and that current operations are maintaihed
on & normal basis, |

Toiillustrate, assune the following datas

Inventory - Jamuary 1. - $20,000
Purchases for the year ' 480,000
Net sales for the year $10k,000

Average gross profit for § years 25%
What should be the a;:proumate inventory on December 317

Inventory - January 1 $ 20,000
Purchases ’ 80,000
Total 100,000
Deduct spproximate cost of goods sold $104,000
Sales
Less estimated ross profit
% of $IOE 262000 78,000

\J,

Apprcximate Inventory December 3 » 22,000

R

18 This is one of the methods used by certified public mecountants in
puditing the financiml condition of a concern. It is used as a check
angainst the client's understating book inventories in an attempt. to
reduce net profit and taxes. This method is also valuable in case of
fires which destroy &ll records end in checking against inventory
pilferage, Refer to Roy T. Culey and Royal D. M, Bauer, Auditing,

pp. 223-241. : :
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Finally, the investor is interested in the gross profit ratio as it
reflects the historical trend of & company and as it deviates sbove or below
the industry standard, A relatively good gross profit usually indicates
good net earnings., This may not always be true, especially in a manufactur-
ing concern when ma:w operating expenses arc included in the cost of the
goods sold at the discretion of the cost accountant or in accordance with
- cost procedure.19 In any case, the gross profit ratio should be supplementzd
by the operating ratio,

Operating ratio. The operating ratio is the ratio of operating expenses

to net sales or revenues. The cost of goods sold is included in the operating
expenses but income taxes are exluded. The formula for the operating ratio is:
Operating Expenses + Cost of goods sold

Sales = Operating
: Ratio

The ratio indicates the expenses incurred per dollar of net sales
revenue. The remainder of the sales dollar is available for interest
charges, income taxes and return on imestmznt.ao A ninety per cent oper-
ating ratio would leave ten per cent to i}e distributed between interest,
taxes, and dividends.

Since a high return on investment is always a desired goal, a low
operating ratio is desirable. "This ratio is commonly used to measure the
cperating efficiency of the management on the theory that efficient manage-

. 21
ment results in a stable or decreasing operating ratio.”

19 Hyer, e Cites Do 125,

20 Interest expense {s often included in the operating expenses in camputing
the operating ratio. '

21  Prime, Second Edition, op. cit., p. L38.
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The operating ratio'may be a valuable tool to management, especially
if the corporation's ratio is higher than the industry standard. The trend
of the operating ratio may be more significant than the actual operating
ratio at any one time. A trend toward higher ratios might be corrected
through cost analysis.

Operating ratios differ substancially in the various industries and
even within céncems engaged in the same line of business. And, in those
businesses where investment 1s very small in relation to sales (i.e. personal
services such as beauty parlors, repair shops, and restaurants) a high
operating ratio might still permit ® high return on the snall investmnt.zz
This ratio would have to be lower in merchandising, when more capital is
needed, and still lower in manufacturing; and in the public service indus-
tries and real estate, where the customer is primarily buying the services
of capital, the operating ratio has to be relatively low if it is to pro-
vide an sdequate return.aB

The following figures are typital of the differences in operating
ratios between utilities, industrials, and merchandising businesses,

1956 1955 1954 1953
Virginia Electric & Power Co.  76.5% 76.4% 771.5% Tév

Seaboard Railroad The3 72.2 73.1 72.0
Chesapeake & Ohio Raflroad 67.9 68.1 T7h.0 72.2
Allied Chemical and Dye 87.7 84.7 86.3 8L.7

American Viscose Corporation N.A. 80.4 89.3 88.5 2,
Colonial Stores, Incorporated  HN.A. 96.9% 97.1% 96.0%°

(#approximate)

22 Guumm, op. E_i:_&o, P 207,
23 Iden.
2, As computed from annual reports for the years 1955 and 1956.
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American Viscose Corporation whose operating ratio decreased almost nine
per cent during 1955 had an increase in net income from $10,500,000 in
1954 to $24,700,000 in 1955.

The operating ratio must be considered in the light of capital struc-
ture, A business that borrows heavily must have a lower operating ratio and
snother that is financed mostly from equity capital may operate profitably
on a narrower margin of profit.

A suitable ratio used in connection with the operating ratio would

"be the sales to total assets (investment turnover) ratio. For example,

if the {nvestment turnover {s one-hundred per cent when the operating
ratio is élghty pver cent and‘ the sales revenue $100,000, and the turnover
declined to fifty per cent, the same operating ratio of eighty per cent
would produce $10,000 instead of $20,000. If total agsets were $100,000,
‘then the $100,000 of sales wﬁuld yield a plant turnover of one~hundred per
cent. Thus, when sales declined to }$50,00'0, even with the same operating
ratio (eighty per cent), plant turnover declined to fifty per cent, and
instead of & net income (diaregarding ‘taxes) of twenty cents per one dollar
invested, net income would be only ten cents per one dollar i_nvested,zs
Therefore, an invested.doliar ylelds more if the plant turnover is greater,
even though the operating ratio remmins the sane,

The operating ratio is subject ‘to distinct limitationg. A risingratio
should reflect decreased efficiency, jet it may reflect the éffects of &

25 As {llustrated and explained in W, Bayard Taylor, Financial Policies
of Business Enterprise, pp. 564~565.
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bt;siness depression or other external and uncontrolable conditions beyond
management?!s control. "On the other hand, while theoretically & decrease
in the ratio would reflect greater efficiency, it may actually reflect a
deliberate curtailment by the management of such variable expenses as main-
tenance or depreciation in an effort to report a more favorable operating
proi‘.ii:.“26 And, a company may show a favorable operating ratio and still
be in an unfavoreble financial position because of heavy fixed (interest)
charges.

Times-interest earned retic. "The most widely used ratio in bond

analysis if the times-interest earned ratio - that is, the ratio of annual
eamihgs to the anmount required anmually for interest payments."27 This 1s
| simply = com;iarison between the earnings as the amount of furids available and
interest ms the‘ anount of funds required. And, the larger the ratio, the
greater is the financial ability of the igsuer to meet its fixed charge pay-
ments, and the higher i{s the grade of the bond issue.28

Since the most common measure of futtu'e prospects is the record of
past performances, a common rule is that earnings (after income taxes) in
the years immed{ately prior to the date of bond financing should be equal to

8t least three times the interest charges to be assumed, and even higher

2 Prime, Second Edition, op. cit., pp. L38-L39.
27 Harry C. Sauvain, Investment Management, p. 198.

28 Iden,
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29
when the interest rate is somewhat low. The question the bond-market

analysts seek to answer is: "Can this corporation show a comfortable
' 30
margin of earnings in ordinary years and avoid default in the worst years?"

A stable margin of safety is more desirable than a wide nmargin which fluctuates.
The following partial income statement of the American Telephone and

Company
Telegraph/is typical of the provision for fixed charges of most utilitiess

Net Operating Revemues ' $1,762,407,626
Operating taxes ‘

* Federal taxes on income 626,939,691
Other taxes o , Lil,h77,922
Total operating taxes - $1 Oh1,h17,613

Bet Operating Income ‘ $ 120,990,013

Other incone
Dividends from subsidiaries not consolidated  Ll,110,070
Proportionate interest in earnings (after

dividends of subsidiaries not P
‘consolidated) 20,347,h22

Dividends from other coampanies « 6,632,372
Hiscellaneous income " 29,791,326
Lesss Miscellaneous deductions from income - 6,988,380
Income Availsble for Fixed Charges § 9ik,d82,823
Fixed Charges . :
" Interest on funded debt 123,250,263
Other interest - 8,5L5,9k2
Lesst Release of premium on | funded debt - net 456,831

3* credit

Sourcet Americen Telephone and Telegraph Ccmpa.rw
Annual Report for 1955

29 Guthmann and Dougall, op. cit., p.222,
30 Idem..
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The tines-interest earned ratio of A.T. & T. can now be determined

fram the i{ncome statement on page 62.

Anount Times Earned
Income Available for Fixed Charges $81l,882,823 '
Interest on Funded Debt (less premium) 122,79321132 - 6.63
Balance 92,0 9’391
Other Interest ' v 8,515,942 6,21

For purposes of illustration the item Interest on Funded Debt was treated as

though it had priority over the item Other Interest, Just as interest on firste

mortgage bonds would have priority over interest on second-mortgage bonds, It
is a conservative practice to computé times-interest earned ratios on net in-

cone a.t‘ter income taxes.

Where more than one issue of bonds ls considered all the fixed charges
of preceding issues must be considered or else the "times-earned" figure
may be misleading, "By this overall method of stating the coverage of

successive claims upon earnings, a series of figures will be had which will

3
measure the relative financinl strength of the several issues.” The
following will illustrate this point:

‘ Amount Times Earned
Income Available for Fixed Charges @5%‘@5‘500 ,

Interest on First-Mortgage Bonds 00,000 10.00
Interest on Second-l‘iortgage Bonds 00,000 .00
Balance T, 000,000

Debentures o 1,000,000 2.50
Balance $3,000,000

Interest on Preferred Stock 100,000 2.39
Availuble for Common Stock 32290%000 :

31 Guthmann, Op. E}_Ea’ Pe 229,
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et income to saleg ratio. There was once a period when the theory of

a large volume to & small profit was almost & national motto, Todgy, there
is almost widespread belief that the volume of sales is the most Important
_element in obtaining net profits., This viewpoint was aptly stated by
Charter Harrison who said:

The primary factor in profits is sales volume, and the value

of incremsed sales volume per dollar of sales, due to these

increased sales not adding to fixed charges, is far greater

than any additional selling expense which would be reguired,

in the majority of cases and under normal conditions.>?2

Volunc sales are based on the theory that every business has what is

33
known as the break-even point, Net sales below this point result in a

loss. And, net sales ambove this point result in increasing net profits
because only small variable expenses have to be covered, fixed expenses
having been already provided for. "This fact is so obvious to those managing
an enterprise that attentlon is usually focused upon sales before most other
z:uatters.“Bh |

The mumber of dollars of sales is but a superficial and often erronesous
neasure of success. The Armour Coz:marv is a good example of a good-sales
poor-earnings company, In 195l Armour ranked seventh in salés among the
five hundred largest corporagéons but it eurned less than one per cent net

profit:n sales, to rank IO,  And, "if the profit of the five hundred

32 G. Charter Harrison, what! No Reports at All, Mr. Knudsen?, p. 9 as
quoted from Foulke, op. r:i’c., t., Pe 567,

33 A good illustration and analysis of the breako-even point can be found
in mer, go Citoj PPe 128“1320

34 Ibid., P 12k,
35 PBox Score of Big Business,"(Editorial), Fortune, V. 52, p. 96, July, 1955,
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corporate giants are related to their sales or agsets or considered onany
other ratio basis, the very biggest companies cease to be the top performers.®

Therefore, it is necessary to measure nbt sales, but the profitableness
of the sales., This measure is provided by the ratio of net Iincome to sales,
Texss Gulf Sulphur Company was rated only 332 in sales but it netted a
vhopping thirty-six per cent net profit on sales to top the profitability
st |

And even though profits are an econenic end to any bﬁslness, a business
cannot be operated solely for the maximum of immediate profits. The propor-
tions of its balance sheet, the size of its 1iabilities, condition of its
receivables, and the amount of merchandise must simultaneously be hept in
healthy relationships to working cepital and tangible net worth.Bg The
schedule below indicates the significant differences in the ratio of nete

profit on net sales between industrials, wholesalers, and retailers in 1955,

Net Profits on Net Sales

Line of Buginess Per Cent
Manufacturing
Auto Parts and Accessories 3.80
Chenicals, Industrials 6.04
‘Cotton Cloth Hills 2.71
Drugs B.72
Machinery, Industrials 3,38
Paper 6.81
Petroleum, {Integrated operators) 8.59
36 Iden,

37 Idem, The good showing by the Texas Gulf Sulphur Compary has been
noticed by investors and now it has more stockholders (L0,000) than all but
forty-nine of the five hundred biggest companies.

38 Foulke, op. cit., p. 566,

1



Wholesale S

Auto Parts and Accessories 1.71
Cligarettes and Tobacco ‘ , 0.36
Drugs and Drug Sundaries ' 1.70
Furnishings, Hen's 2.70
Hardware 1.81
Ppper 1.12
Shoes 1.0

Retail o ‘
Clothing, Hen's and Boys! 3.91
Department Stores - 2.06
Furniture, Instellment 3.09
Hardware 1.69

Sourcet Dun and Bradstreet, Inc.,
Pourteen Important Ratios
in 72 Lines of Business,
S 17 S

Ag expected, industrials earn more profits per shles dollar than do retéilers,

and both earn more than wholesalers. Quite naturélly, those enterprises that
show percentages considerably above the average or industiy stahdard, and
those whose ratios show a favorable historical trend, are more highiy regarded
than the concerns on par with, or below the standard, Stability of earnings
on sales is another highly desirable trait.

Net profits to tangible net worth ratio. The amount invested in a

compary by its stockholders is entitled to a reasonable return. And, a
large profit in itself is no true measure of a company's success.
It is the relationship which net profits bear to tangible net worth
or stockholders?! equity that measures the true success of & campany!s ecarnings.
As previously defined, tangible net worth is the sum of all outstanding pre-
ferred and common stocks, surplus, and undivided profits, less any intangible
items in the assets. i |
This ratio neasures the success or fallure of management and its use

of invested funds, expecially in relation todther concerns in the same



67

industry. The ability to attract sufficient equity cmpital into new and
expanding businesses ig alwgys based on the ability to earn adequate profits,
It 1s natural that when profits are relatively high in & particular line of
business, more new concerns are organized to help reap the rewa.t‘ds.39

‘Standards of net profit on tangible net worth have been compiled by various
businesses and industry and trade associmtions for maqy yéars. The schedule

below s for a few selected lines of business activity.

Net Profits on Tangible Net Worth

Line of Business " “Per Cent
Hamufacturing
Alrplane Parts and Accessories - b3
Auto Parts and Accessories o 12.40
Breweries , 3.19
Contractors, Electrical ’ .37
Hachinery, Industrial - B.66
Paper ‘ 10.76
Petroleun, Integrated 12,17
Yholesale
Cigarettes and Tobacco , L. 45
Dry Goods ' 3.78
Hardware 5.76
Lumber ' - 6.30
Paper 6052
Wines and Liquors 5.23
Retail . )
Department Stores 5.80
Dry Goods 10.75
Furniture : 6.5
Groceries and Meats, Independent ' 11.31
Shoes 5.96

Sources Duniand Bradstreet, Inc.,
Fourteen Important Ratios
In72 Lines of Business,
1955

39  Ibid., p. 557.
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Net income per common share ratio. The previous ratio showed the
relationship of net income to the total net worth. The ratio of net incame
earned per share of common stock is even more meaningful to the investor
gince it enphz;sizes clearly the degree to which income was earned on his
investment. ‘

A simple set of rules used to compute net Income per share of common
ist

1, Determine final het income £1

2. Subtract preferred dividends (if any) from net Income

3. Divide total number of shares of common outstanding

{at end of year) into this balance

Mess net income per share of common is computed by the corporation
some confusion results. A common error nade by investors‘ is to omit sub-
tracting dividends on preferred stock (step 2) before computing earnings per
share of common. Often too, the number of shares of common outstanding is
not stated clearly, if at all,

Since ownership in equity of American corporations appears to be con~
stantly increasing and a greater part of this increase represents the un-
trainéd invesﬁor serving his spprenticeship in the fine art of investment, it
ig necessary for the corporate management to do z.él in i{ts power td see that

stockholders obtain the information they desire. Many stockholders have

nefther the time nor training to properly analyze financial statements,

Lo W, F., Stanley, "Financial Statements Should Report Earnings and Dividends
Per Share," The Journal of Accountancy, V. 91, Ho.eﬁ pe 566, April, 1951,

An opposite Viewpoint 1is expressed Dy J.E. Rabertson of Haskins and Sells,

who states, "There is oversimplification in & subject (income) which is in
itself quite complex. The general presentation of earnings per share would
be a case in point.” Ibid., pp. 568-569.
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"but if they know little else, they know the importance ofﬁarnings. And
quite rightly, they think in terms of earnings per share.” The schedule
below illustrates @ good historical presentation by Allls Chalmers of net
earnings, and its partial distribution thereof.

Record of Progress
ommon v :
(Thousands of dollars)  Shares Per Share - Common Stock
Year Sales CEarnings Outstanding® Earnings#® Dividendsi BooK Value*

1956 $5L7,h39 $20,355 8,141,h35 S22 . $2.00 . $3L.88

1955 535,069 24,805 7,808,72h 3.03 2.00 3L.67
195 Lh92,948 26,130 6,950,754 3.60 2,00 34.09
1953  sil,hL7h 21,943 6,534,418 3.29 2.00 32.79
1952 513,641 2h,lL57 5,910,676 399 2,00 31.61
1951 157,060 22,416 5,190,204 4,10 1.75 30,01
1950 343,698 23,119 5,033,648 36 1,625 27.72
19h9 351,097 18,755 5,031,124 3.50 1.00 2h.99
1948 328,101 15,441 5,031,12; 2,84 - 0.80 = 21.50
w9kt 211,949  5,Lh2 5,031,124 0.85 0,80 19.75

(# adjusted for tuo-for-one split in June, 1956.)

‘Sourcex Allis Chalmers,
v Anmual Report

Net income to dividends ratio. Corporate management is obligated to

the sharcholders, as owners of the business, to pay out a reasonable amount
of net earnings as compensation for the use of capital. The amount of
‘dividends declared and paid each year depends to a large extent upon net
earnings, the corxiition of working capital, and the temperment of management.
American corporations which in 1939 paid out close to sevénty-five per
cent of thelr earnings in dividends were paying out legs than fifty per cent

hi  Idenm.
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L2 ,
in 1954,  Heavy capital expenditures, increased costs and high taxes are

gseveral of the niajor rensons why more earnings are now being retalned in
businesses.

The ratio of net income to cash dividends (dividend payment test) glves
some indication of the amounts pald out to investors and the amount reinvested
in the business , especially when computed for an extended period. As expected,
the higher the ratio the more popular the business would be with investors,
providing net préfits were adequate, A creditor would hope for a low income
to dividend ratio because otherwise, working capital might be impaired. And,

- although a bondholder might feel somewhat indifferent to this ratio, as long
as interest was being emrned an adequate nmumber of times, it must be remember-
ed that a large capital stock and earned surplus provide & "cushion" of
safety for him, The larger the cushion, the safer are the bonds In case of
insolvency.

The importance of these last two ratios can be sumarized as follows:

The earnings produced for the common stock during a given

period and the estimate of those earnings in the future are

the most important single factors of interest to the owners

of that stock, and the most important single determinants

of its value. The investor must be satisfied that these

earnings sre commensurate with the rishks of the enterprise;

and it is the amount of these earnings that determines

primarily the dividends that he can expect to receive. The

dividends payment test involves an inquiry into the dividend

record of the company over & period of yearss the amount of

earnings available for dividends, and the proportion of those

. earnings thathgas been and may in the future be distributed
- iandividends, : : ‘ -

L2 Council of Economic Advisors, "Corporaté Profits,® Economic Indicators,p.22,
April, 195k, as found in Funston, op. cit., p. 5.

hB Jordan and Dougall, op. E—!‘I’-" PR 392-393.
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The companies listed below have outstanding dividend records based on

longevity.

Selected Companies With Unbroken Dividend Records
in 1951 ( at least L0 years)

Company , Business Since Years
1. Hational City Bank (lNew York) Banking 11813 139
2. Pennsylvania Railroad Railway 1848  10h4
3. Pepperell Hanufacturing Textiles 1852 100
L. Continental Insurance Insurance 1853 99
5.+ Scoville Hanufacturing Hetals 1856 96
6. Pennsylvania Salt Chenicals 1863 89
7. Parke, Davis Drugs : 1878 h
8. American Telephone & Telegreph' Telephone 1881 71
9. Dianond HMatch ' Hatches 1882 70
10. Standard 011 (N.J.) Petroleun 1882 70
11, Consolidated Edison (MNew York) Electricity 1885 67
12, Commormealth Edison ' Electricity 1890 62
13. Procter and Gamble Soap 1891 61
14, Coce-Cola Beverage 1393 59
15, Standard 0il (Indiana) Petroleun 1894 58
16, General Hills Flour 1898 sh
17. General Electric Electricity 1899 53
18, National Biscuit Bakery 1899 53
19. Standard Brands Food 1899 53
20, United Fruit Fruit 1899 53
21. Union Pacific Railway 1900 52
22, Eastman Kodak Chenmicals 1502 50
23. Texas Company Petroleun 1902 50
22&0 E. Iq dupont de Nmms %emical 190& ha
25, American Tobacco Tobacco 1905 L7
26, National Lead Lead 1906 L6
27. Detroit Edison Ueility 1909 L3
28, Hgy Department Store Retailing 911 hi
29. Socony - Vacwum - Petroleun 1911 L1
30, F. W, Hoolworth Merchandise 1912 Lo

Sources

Investments, p. 393.

David F. Jordan end Herbert E. Dougall,
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This concludes the discussion of several outstanding ratios used in
the mnalysis of the Income statement. However, brief mention should be made
of several otﬁer common ratios. These are the ratios of sales to fixed assets,
net sales to tangible net worth, net sales to working capital, net profit to
’ te.ngible mssets and a percentage analysis of the income statement.
Sales to fixed assets. The ratio of sales to fixed mssets can be found

by dividing the net annual sales by the total of the amount of non-current
or ﬁxed' assets, "The result indicates the §ales productivity of fixed assets
expressed by tﬁe relation of sales to the #cney invested in i‘abricating, trad-
ing, or ﬁowliquid a:asets.*"hh
| Siﬁccf*capitalv is irrvested in plants and other fixed assets for the pur-
pose of production or trading, the investment must be justified by achieving
a proportional sales volume, And as the relation of sales to fixed assets
inéréases, thére is likely to exist & condition in which plant investment is
lncreasingly justified and profitable.

Net sales to tangible net worth. The ratio of net sales to tangible

net vorth indicates the activity of the investment in a business. An extremely
high raf.io nay indicate an excessive volume of sales on a thin margin of in-
vested capital and the overuse of credit. ° This is overtrading. Under-
trading, the process of handling too small 8 volume of sales in relation to
net worth, is represeﬁted by a low ratic of net sales to tangible net worth.

hh Wall and Duniﬂg, Op. 3«_1_20, Pe 1ho.

L5 Idem., A more thorough presentation of this ratio can be found in
Chapter 111, p. LS of this paper.

L6 FOlllke, Ep. E_!-_Eo, Pe 386-
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The solution to overtrading calls for the investment of additional
funds in & business to bring the net worth lin line with sales. A reduction .
of sales i{s another alternative.

Both undertrading and overtrading must be considered in the 1light of
operations by similar businesses. No bfoad maxim can be given as a guide to
the safe limits of the ratio of net sales to tangible net worth but us a
general rule, if this ratio is more than twice as large as the nedian for the
particular line of business activity, the analyst should suspect that over-
trading is taking 1::1.:34':(:&7

Net sales to net working capital, The x;atio of net sales to net working

capital is compliméntm to the ratio described sbove, It is not unusual to
come icross 8 siﬁuation vhere the ratio of net samles to tangible net worth
‘mppears satisfactory, but the ratio of net s‘ales to netwrking capital is
excessive. Thig condition reflects a top-heavy investment in fixed or

slow assetg, leaving a noderate net working capital.ye A low current ratb
usually prévails under these circumstances.,

‘Ttlze difficulty in using this ratio is f.hat the resuits are not easily
~ conmparable. There is no broad standard, "The ratlo of net sales to net
wor&ing capital which should normally be maintained varies between manufac-
turers,‘uholesalers, and retailers, and also between the various lines of
business activity in each of these three main types of operation.'?hg It is

not easy for an analyst to determine when an unﬁaaitrw relationship exists,

h? Ibido, P h09-
' ’.}.8 Ibidq, js I8 hlSO

hg ..I.I.Jic.l." p. h320



The schedule below illustrates typical industry standards compiled

for net sales to tangible net worth and net saleg to net working capital.

dividing net income by the total assets.

Line of Business 3\19_% Sales to
angible
Net Worth
“(tTmes)
Manufacturing
Auto Parts and Accesscries 2.73
Breweries 2,51
Chemicals, Industrial 1.96
Drugs : 2,01
Meats and Provisions 8.05
Petroleum, Integrated 1,26
tholesale
Auto Parts and Accessories 3.56
Cigarettes and Tobacco o 1h,06
Drugs and Drug Sundaries 5.51
Lumber ‘ 6.84
Retall ,
Clotﬁing, Men's and qu'S' 201.‘8
Dry Goods ’ 2.87

Groceries and ﬁeats, Independent 10.45

Source: Dunrand Bradstreet, Inc.,
Fourteen Important Ratios

Net Sales to
Het
Working Capital

In 72 Lines of Business,
71955

(times)

L.60
9.99
3.87
3.13
16.61
6.02

b3

23.75
6491
9.67

3.11
L.0o3
22.45

Net profit to total assets. Another earnings ratio is ‘computed by

This ratio is sometimes used by

Tl

nanagenment to check the relative profitableness of investments in its many

decentralized branches or departments.

fifty-six per cent of all assets and sixty-six per cent of net profits.

In 195k, the five hundred largest corporations accounted for a total of

50

"Box Score of Blg Business," op. cit., p. 97,

50

The



(4]

Gillette Safety Razor Company earned thirty-seven and one—hglf per cent
1
net profit on assets to rank number one in that department.

Percentage analysis of the income statement. In a percentage mialysis

of the income statement all figures are reduced to a common denominator
and expressed as a percentage of net sales. This method (common-size
statement) has the advantages ofs
1, showing changes in the proportions of the statement,
which are usually as significant as changes in gross
amounts but should be read with the latter
2. reducing the figures to a sige which can be more
easily comprehended , .
3. throwing into relief ten?gncles not so readily apparent
‘ in the original figures
This mekes an interesting and vital analysis for management. Costs and
expenses of one year can be compared to those of past years and corrective
neasures can be nade wherever needed, Prospective investors and stockholders
are nore interested in developing trends of sales, gross profit, and net
profit. In addition, some individual expenses such as depreciation, main~
tenance, and interest need to be examined 23 a percentage of sales for a
nusber of years. In all these analyses, the effects of price changes should
not be overlooked.
Suriary. The income statement is probably regarded ss the most important
of all financial statements. And yet, it is subject to marny menipulations and
arbitrary decisions. Although financial siatements have been vastly Improved,

the analyst should always be aware of their M"inherent" limitations. The

51 Idem,
52  Guthmann, op. cit., p. 209.
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The following ratios provide & valuable insight into the profitsbleness of a
business for the present year espeéially when compared to the prevailing in-
dustry or average standardst

1. gross profit ' -

2. operating " |

3+ times-interest earned

k. net income to sales

5. net income to tangible net worth

6. net income per common share _ ‘
7. -dividends to net income -
A histqrical analysis of these ratios for several successive years can give
~some indication of the future profitubleness of a business. The common-
sized income statement provides an overall picture of the relationships
existing between sales, expenses, and income, In detail, it provides manage=
ment with sn excellent review of relative costs and expenses, Other ratios
discussed in this chapter are sales to fixed assets, nct sales to tangible

net worth, net sales to net working capital, and net profit to total assets.



CHAPTER V
SUMMARY AND CONCLUSION

Summary. The upsurge of the corporate form of organization in the
early 1850's stimulated the need for accounting mand financial statements.
These early financial reports failed to convey adequately the operational
and financial conditions of the corporations. The enactment of the Securities
and Exchange Commission and the gradual strengthening of reporting require-
nents by the New York Stock Exchange soon corrected substancially the finane
cial reports of the corporate bodies. In addition, the Reverue Act of 1918
required that approved standard methods of accounting were necessary to
clearly reflect taxable income.

Financial statements are of vital concern to many groups of people,
Anong these are management, bankers and other lenders of noney, creditors,
and investors, The annual report of today must be a narrative of business
activities to a varied sudience; and, in this respect, many companies be=-
lieve that reports are becoming more and more & social document.

HManagement is the group most concerned with financial reports and
statistics, The reflection of past and present performances is shown by
these statements and from them, & projected look into the future can be
gained., And, it has been long established that the absence of good financisl
reports 1s usually the first basic evidence not only of a weakness in the
financial policy but also in overall management skill,

Bankers are relying more than ever before on financial data summarized
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in anmual and interim reports as & basis for making loans., Creditors were
anong the first to encourage the use of financial statements in making credit
investigations, And lastly, investors are keedy interested in and affected
by the profitableness of corporations.

The significance of financial statements is difficult to grasp vhen
viewed in its entirety. A much more meaningful analysis can be gained
~ through the use of ratios, The underlying principle of ratio analysis is
that the proportion or relation of one item to another 1s far more important
than the amount of each item expressed in dollars. However, in order to be
useful a ratio must be based upon & logical and meaningful operational rela-
tionship, The types of ratios commonly used in financinl statement analysis
aret

1. balance sheet ratios

2. income statement ratios

3, mixed ratios

A ratio in itself means nothing. It is only when a ratio can be com-
pared to some gauge or standard that it takes on = mesning. There are certain
standards which have been establighed after many years of compiling statisti-
cal data and making comparisons. Although some standards vary little from
year to year, all are dynsmic in nature and subject to gradual or sudden
changes. There are three types of standards to which ratios are compared.
These aret

1. the absolute standard

2, the average or industry standard

3. the historical standard
The absolute standard is valueless for all practical purposes. However, the

industry standard which relates the average performance of other business
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units in a particular industry or line of business, and the historical standard
which relates the past performances of a particular concern, are both valuable
in ratio anmlysis. They are most informative when used together.

This writing is concerned with the ratio analysis of the balance sheet
and the income statement, For purposes of analysis the balance sheet may be

divided into two distinct sections, one, the current section and the other
the fixed section. The current section of the balance sheet contains current
items, namely, current asgsets and current ligbilities. Four important ratios
used in the analysis of this section aret

1. the current ratio

2. the quick ratlo

3. testing receivables

L+ inventory turnover | | |

The current ratio is the ratio’ of current assets to current liabilities,
It ’is probably one of the most widely used of all ratlos and it is particu~
larly valusble as an indication of the sbility of a concern to meet its cur-
rent obligations. This ratio normally should never fall below a two to one
margin but mny exceed this amount substancially depending upon the line of
business.

The quick or acid test ratio is the ratio of quick assets to current
liabilities. These quick assets normally include cash, marketable imreét—
ments, and recelvables. This ratio Is used as & supplement to the current
ratio because it indicates the ability of a business to satisfy {mmediately
its current debts.

The testing of'receivabies is the ratio found by dividing the trade
accounts and notes receivable by the average net credit sales per day. It

provides a good indication of the condition of receivables.



Inventory turnover is & comparison of the smount of goods sold per
year with the stock carried. | This ratio is used ps a memsure of merchan-
dising efficiency and &s zn indication of inventories being overstocked or
understocked.

In summary, the analysis of the current section of the balance sheet
is primarily an analysis of working ‘capital position. It 1s especially
informative as to the short~run solvency of a business; & condition which
is closely observed by creditors, bankers, and management.

The fixed section of the balance sheet contains those assets of a
relatively permanent nature used in the operation of a business and not in-
tended for sale. On the credit side of the balance sheet are those long-
term lisbilities and‘equity capital which supply the funds needed to purchase
these fixed assets. The ratios which are significant to a preliminary énalySis
of this section of the balance sheet are:

1. fixed debt to net worth.

2. tangible assets to total debt

3. working capital to funded debt

L, plant turnover

The ratic of fixed debt to net worth is designed to determine whether
or not a comfortable balance exists between borrowed and owned capital,
Fixed debt when overly indulged in becomes & heavy fixed charge on annuall
income. A general principle is that debt should be kept within such linmits
that in times of recession insolvency would be improbable. The ratio of
tangible nssets to total debt provides an indication of the tangible assets
which are available for all creditors In case of liquidation,

The ratio of working capital to funded debt is another ratio used to

indicete poseible overuse of long-term debt or an unsatisfactory working
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capital position. Working capital should alwgys equal or exceed bonded
debt if the bonds are to enjoy investment quality.

Plant turnover is the ratio of net sales to total fixed tangible
pssets used in operation, It e:tcpéesscs the number of dollars of net sales
| per doller of investment in net plant and is used to reflect the efficlency
with‘uhich the fixéd asset Investment has been admlnistered. A high plant
tumover is desirable.

The income statenent ig considered hy many to be the most important of

all the financial statements. And, net income is the most important single
figure in the income statement. Yet, it is commonly accepted that "an in-
come figure is en approximation, partly the product of fact ocbjectively
determined, partly the product of sccounting policy decisions, and partly
the product of judgment and estimate," The external forces composed of the
S.E.C.,utlie New York Stock Exchange, Certified Public Accountants » and federal
tax authorities have accomplished s great deal in their combined efforts to
improve the accuracy and reliability of financial reports, particularly the
income statement. o

The ratios most commonly used and accepted in the analysis of the income
statement are:

1, gross profit ratio

2. operating ratio

3. times interest earned

li. net income to sales

5. net income to tangibie net worth

» net {ncome per common share
7. net income to dividends
Gross profit ratio is the ratio of gross profit to net sales. In essence,

gross profit is the difference between cost and the sales price of goods or
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services., This ratio answers the question, "Is the markup on cost to selling
price sufficient 7to show a profit in = highly competitive business world?"

The operating ratio is the ratio of all operating expenses (including cost of
goods sold) to net sales and it indicates the expenses incurred per dollar of
sales revermue. "This ratio Is commonly used to measure the operating efficien-
c'y of the management on the theory that efficient management results in a
stable or decrcasing operating ratio.”

The times~interest earned ratio iz the ratio of anmual earnings to the
amount required annually for Interest payments. The larger the ratio, the
greater is the financial ability of the issuer to meet its fixed charges
payment. The question the bond market analysts seek to answer is: "Can this
corporation show a comforteble margin of earnings in ordinary years and avoid
default in the worst years?V

The ratios of net income to sales and net income to tangible net worth both
are indicators of the profitableness of business operations. The first, meas-
ures the profitableness of sales whereas the latter indicates the return on
equity investments. Net income In itself Is no measure of the success of a
business.

The ratio of net income earned per share of cemmon stock ig important
to the investor since it emphasizes concisely the degree to which income is
earned on his investment. Nany stockholders have neither the time nor training
to properly analyze financial statements, "hut if they know litt;.e else, they
know the importance of earnings." And finally, the net income to dividends
ratio gives some indication of the temperment of menagement and its dividend
policy. "The dividends payment test involves an inquiry into the dividend
record of the company over & period of yearsj the amount of earnings available
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for dividends, and the proportion of those earnings that has been and may
in the future be distributed in dividends.® |

Conclusion. It is widely believed that the most concise way to eypress
any proof is to express it mathematically. Thé use of ratios in financial
statement analysis is a step in this direction. Ratios permit the analyst
to simplify large masses of data and to reduce them to a comparable basis.
They depict the trends of the past more readily and more legibly than do
the absolute figures. And, they provide the basis for projecting trends into
the future, suggesting the way to controls and corrections if the projection
is unfaverable.

The develcpment of standards for the varicus industries and lines of busi=:::
ness enables comparative analysis to be meaningful, It is not unnatural for
the bhusiness man to be inquisitive s to where he stands in relation to others
in the industry and to trace his progress or decline from cne year or five
years past, The creditor and the investor are also interested in standards
of perfornance over a period of years., However, it is more than inquisitive-
ness that causes these persons to seck out their relative positions; it is a
natter of economic well being. This was emphasized by one of Americals
leading financiers, J, Plerpont Morgan, who said:

While of course unforeseesble disaster nzy overtake an enter-

prise ... these are standards and measurements which ordinarily

protect the thoughtful man, Impulse is dangerous, listening to

intrusted persuasion is dangerous, taking things generally for

granted ig dangeroys .. « Sane people do not put themselves
into such dangers.

1 Jordan, g{).o E!.'}.” P 2550



8L

Ratio analysis has its limitations. A ratio can be only as good as the
basic data from which it is computed. It is not uncommon to find many figures
in financial reports which are somevhat misleading if taken at face value.

If proper care is not taken, "comparisons between two companies in the same
industry, and to @ greater extent two companies in different industries and
between entire industries, are so arbitrary as to be not only worthless but
dange:‘ous."z And finally, it should always be remembered that amnalysis of

financial statements is not an exact science.

Ratios are clues or indlcators, but not prosfs. It is advisable and
necessary to pursue analysis beyond the ratio stage to see that the impli-
cations suggested are true. The use of ratios in financial analysis and good
Judgment based on experience, hnowledge, and foresight can provide a sound
bagsis for making informed decisions.

2 Oswald W. Knauth, "An Executive Looks At Accounting,® The Journal of
Accountancy, V. 103, No. 1, p. 32, January, 1957, P = =
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And soon thereafter, in the fall of 1955, he began work on an ade
vanced degree in business administration at the University of Richmond,
Richmond, Virginia. He was married to the former Sue Broadhurst Wilkinson
of Richmond in October, 1956. This current date, May, 1957, finds the
author a June candidate for the degree of Master of Science in Business
Administration.

Upon graduation, he plans to begin his career in the accounting
department of the Standard 0il Company (New Jersey). In the near future,

he anticipates serving in the armed forces.
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