University of Richmond
UR Scholarship Repository

Master's Theses Student Research

6-1962

Financial statements: an explanation for investors

Edward N. Odom

Follow this and additional works at: http://scholarship.richmond.edu/masters-theses

Recommended Citation
Odom, Edward N., "Financial statements: an explanation for investors" (1962). Master’s Theses. Paper 807.

This Thesis is brought to you for free and open access by the Student Research at UR Scholarship Repository. It has been accepted for inclusion in
Master's Theses by an authorized administrator of UR Scholarship Repository. For more information, please contact

scholarshiprepository@richmond.edu.


http://scholarship.richmond.edu?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F807&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F807&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/student-research?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F807&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F807&utm_medium=PDF&utm_campaign=PDFCoverPages
http://scholarship.richmond.edu/masters-theses/807?utm_source=scholarship.richmond.edu%2Fmasters-theses%2F807&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:scholarshiprepository@richmond.edu

QR Y, O,

FINANCIAL STATEMENTS
AN EXPLANATION FOR INVESTORS

A THESIS
PRESENTED TO
THE FACULTY OF
THE SCHOOL OF BUSINESS ADMINISTRATION
THE UNIVERSITY OF RICHMOND

IN PARTTAL FULFILIMENT
OF THE REQUIREMENTS FOR THE DEGREE
MASTER OF SCIENCE IN BUSINESS ADMINISTRATION

BY
EDWARD N, ODOM
JUNE, 1962




To My

WIFE



TABLE OF CONTENTS

CHAPTER PAGE

X The Need For Understanding Financial
Statements 1

Iz Statement of Pinancial Position {Balance Sheet) 45
IIT  Statement of Financlal Position (Concluded) 72
v The Statement of Earnings 106

v Analyzing Financlal Statements From The
Common . Stockholderst Viewpoint 115

vi Summary 143

Bibliography 147




Chapter I

The Need for Understanding Financial Statements

Why should an investor understand financial state-
ments? When we ask this question certain other questions
immediately come iInto our minds, The first guestion is,
"What iz an investor?"

I belleve that the profit motive, the desire to make
money, is not only the primary reason for the existence of
all Amerlcan tax-paying business; it is the very foundation
of our capitalistic soclety. When people try to create wealth
from capital they do it in one of three ways. They either
gamble, speculate or invest, Perhaps we can best define
investing by relating it te gambling and speculating,

"Gambling represents the creation of risks not pre-
viously existing - e.g. race track betting - whereas
speculation applies to the taking of risks that are impliclt
in a situation and so must be taken by someone,“l Ve gamble
when we bet that it will rain tomorrow., We have created a
risk which did not exist, for the sake of the gamble, On the
other hand the farmer is a speculator, according to the defi-
nition, even if he only plants a crop for his own family's

consumption because he assumes the risks that are implicit in

1. Benjamin Graham and D, L. Dodd, Security Analysis,
(New York, London: Whittlesey House, Eb%raw-ﬁiii Book
Company, Incorporated, 1940), p. 67
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planting -« drought, flood, hall, wind and insects, If
any of us are to eat the fruilts of the soll someone must
plant, So the farmer plants, and tries to minimlze the risk
a8 much as possible, B

Many_definitiona have been offered for speculation
and a great deal has‘been written about the essential role
the speculétbr plays in our'economy, especially in the
securities markets, In the securities markets such as the
New York Stcck Exchange or the American Stock Exchange, the
speculator helps to make a nore orderly market by minimizing
fluctuations in stock prices either up or down. Sometimes
speculators attempt to profit from short term market correc-
tions, If XYZ Corporation stock 1s falling in price,
speculators ﬁight buy it, hoping that the price will go up.
A prolonged, uninterrupted rise in XYZ Stock may prompt
speculators to sell it short. In this way the speculator
helps to slow the rise In stock prices by offering stock for
sale, and cushions the fall of stock prices by buying stock,

Likéwise, many definitions have been given for
1nvest1né, but the basic difference between speculation and
investment lies in the motive for the action, rather than the
actlon itself,? As a general rule, we might say that in-
vestors In common stocks, for example, would be more lnterested
in dividend income and ;ongnterm caplital gains, whereas
speculators would be more concerned with day to day market

fluctuations and short-term capital gains,

2. Biri E, Schultz, The Securities Market and How It Works,
{New York and London: Barper and Brothers, 1946), DP. 28.
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I do not mean to imply that a person who holds a
stock for five months and tpen sells it is a speculator,
whereas a person who sells ; stock after hq;ding it for six
months (thefeby'meeting the long-term definition of the
Internal Revenue Code) 18 an investor. Rather, the investor
is more interested in the income that any property may
produce, and the speculator is more interested in the
fluctuations in the value of the property.

The second question which comes to mind when we ask
the question "why should an investor understand financilal
statements?", is "Why should I invest?" MNore specifically -
"wny should I invest in the securitles of corporations which
tell the story of thelr financial progresshwith financial
statements?"

A ﬁérscn who has provided for, and can continue
~to provide for the necessitles of 1life for those who are
dependent upon him for support, who has adequate life in-
surance protection, and has provided for emergency expenses,
is in a good position to invest in common stocks, Such a
person, presumably, can afford to lose his investment,
although none of us would invest with the thought of
lbsing our investment. Moreover, such a person probably
would not be inclined to take the kind of speculative risks
involved in going into a new business or financing a new
buslness, Such a person might have a moderate income, which

would make it practically impossible for him to go into a
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substantial business for himself, This person might have
.many personal reasons for investing.

This person might want to bulld a nest~egg and re-
ceive regular income on his investment, In such a case he
might put his money into an insurance endowment, or into a
bank savings account, but the return on his investment, that
is the income on the Investment; would he small because the
risk would be slight,

He might want to provide himself with & hedge against
inflation, in view of the fact that the United States has
been in a perlod of rising prices for many years, In other
words, he would want an investment which would rise in value
as consumer prilces rose, In this case, he might invest in
land, other real property, or common stocks,

He might want a very secure investment which would
accumulate regularly, in small amounts, to provide additional
security for retirement, 6r_to provide for the eéucation of
his children, In this gggelihé proébéétive*invesﬁor could
choose Serles E United Sté%es Government Savings Bonds, Here
again the return on investment would be small, The obliga-
tions of the United States Government are the most secure
Investments in the world, Consequently, the United States
does not bave o offer a high return in order to sell these
obligations, On the other hand, the fact that government
bonds pay a fixed number of dollars in a period of rising
prices, makes them unattractive to many investors.

By investing in éorpprate securities a person can
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work toward any of the obJectiveg which investors have,
Some of the advantages of stocks and bonds as an investment
are as follows$ | } |

1. ‘Investment in corporate secprities can
involve a min&mum of risk.' Many corpo--
rate bonds whiéh are rated AAA in Moody's
Inveatmenf Manuals are almost as secure
és to principle and inﬁerest, as governe
ment bondé. Also many high quality,
so~-called "blue chip" common stocks pro-
vide a secure investment and regular
income over a period of years,

2. Investment in common stock gan pfovide
a hedge agaiﬁst inflation bécause stock
prices generallyfrise in anticlipation of,
or as, consumer prices rise,

3. A sound sﬁstematic investment program in
stocks can appreciate in value, Some
businesses grow fﬁster than others, Like=
wise, some stocks grow in value faster than
others,

y, Among the 1,200 stocks and bonds traded on
the New York Stock Exchange énd the thous-
ands of other securities listed on the

twelve3 other exchanges and traded ouver the

3. ILyman Bryan, "Washington Background," The Journal of
Accountancy, Volume 111-112, August, 1901, p. lo,
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counter, a person can find a security
offering almost any degree of risk and
“hence a wide range of ylelds, (Ordinaf-
11y, an investor who was asked to assume

a great risk would expect'a high return

on his investment, If the risk of loss
was alight,.he-coulégnot~expect so high

a return,)

In 1945 the average yileld of all dividend
paying ccmmon—stocks'on the Néwlerk Stoek
Exchange was 3.6%. In 1948 the average was
'7.8%.# In February 1956, the common stock
of Superior(Oil Company of California was
selling for $1,070 a share and offering a
return of less than 1% or 0.28%, At the.
same time ﬁ. S. and Foreign Securities, a
closed end investment trust, {one with a
fixed number of authorized shares) was
selling for $31.75 per share and offering
buyers a return of 13.76%.5 The long term
trend of stock prices has been up since the
Great Bull {rising) Market began in 1946,
Earnings and dividends have not increased.

4, A pamphlet distributed by Abbott, Proctor, and Paine,
Members of the New York and American Stock Exchanges,
Monthly Investment Plan, (December, 1953), p. 10.

5e "Wa1168treet Talks," Business Week, March 10, 1956,
p! 15¢ . ‘
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as much as some stock prices, Conse-
quently stock ylelds (the dividend
divided by the market or purchase price)
have declined, In 1955 the average yieid
of all ﬂiVidenﬁ’paying‘common stocks
1isted on the New York Stock Exchange was.
ﬁ.6%.6 These average yields which have
been quoted are median averages, In other
words, if all of the ylelds of all divi-
dend paying common stocks were listed in
order, from lowest to highest, in
April, 1955, 4.6% would have been the mid

| point, with an equal number of gtocks hav~
ing lower and higher ylelds,

Exhibit A, at the end of thls chapter, is a table
showing 214 common stocks listed on the New York Stock Ex-
change, These stocks are among 400 stocks which have paid
a cash dividend in every year for over 25 years, The total
dividends listed in the table amount to $372.58. All prices
add to $12,979.375 for an average yield of 2.9%.

($372.58 + $12,979.375 = 2.9%. Even though the annual divi-
éénds shown'do not include extra dividends, which usually
come at the end of the year; Wwe can see that ylelds have
further declined, And yet there are many stocks that offer

falr returns and prospects of increase in value,

6. A pamphlet published by the Members and Member Firms of
the New York Stock Exchange, Investment Facts About
Common Stocks and Cash Dividends, (1955}, p. 1.
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By investing in corporate securities, a person of
moderate means can exgress his faiﬁh in the capitalistice
system which has made possible the unparalleled growth and
the high standard of living in the United States, {For stocks
l1sted on the New York Stock Exchange, monthly investment
plans can be sta"ted with an investment of $40 every three
months.) I am afraid that we have become too much concerned
with financial security, soclal security and welfare prograums,
As a result we are reluctant to take the risks of the
entrepreneur, even if we know the extent of the risk, "The
bondholder is pure;y'a;cgpitalist in the ecqnom;c sense,
and is in no way an entrepreneur, His essential function
consists of committing capitai to the management of others,
As a practical matter the same siﬁuatidn applies, as a rule,
to the preferred stockholder, although there afe-exceptions.
The investor who seeks control ordinarlily does so by the
purchase of common stoclk, T

deay, there 1s a great deal of interest in corporate
securities and in financial statements, This has not always
been the case, o

In the latter part of the 18th century there was a
buttonwood tree located at what 1s now 68 Wall Street in
New York City, On May 17, 1792 twenty~four brokgrs met and
signed "The Buttonwood Tree Agreement" which set forth buy-
ing and selling commissions tofbe charged by the signatories,

7. Ralph E‘:Badger, and Harry G. Guthmann, Investment
Principles and Practices, (Tnird Edition, New York:
Prentice~Hall, lncorporated, 1942), p. 124,
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Since that time many regulations regarding trading on the
stock exchanges, and disclosure of financial information to
the public, have developed, - However, as late as 1866 the
chairman of the Committee on Securities of the New York Stock
Exchange wrote to the secretary of the Delaware~Lackawéna
and Western Raillroad Company "to reéussi you will direct,
that from time to time as they may be issued, the Reports
of your Company be sent to the Secretary of the New York
Stock Exchange....." The answer to this letter, signed by
the Treasurer of the Rallroad stated we "make no Reports
and bublish'na statements and have not done anything of the
kind for the last five years.“s

Since the 16th Amendment to the Federal Constitution
made the Federal Income Tax legal 1n'19i3, businessmen have
become keenly interested in financial statements. This in-
terest goes much farther than merely seeing whether state-
ments prepared from accounting records indicate thaﬁ the
records meet the requirements of the Internal Revenue Code,
As modern businesses have become largér, more complicated
‘and more competitive, managers have wanted statements show-
Ing the financlal position and the results of operations
quicker and more frequently,

The need for credit has required nearly all businesses

to g;vebcareful attentlion to financial statements, Banks,

8., Birl E, Schultz, The Securities Market and How It Works,
p. 9& ’




Insurance Companies and others who extand credit to business
organizations require financial statements from companies
borrowing from them,.

The New York Stock Exchange has fostered full disclo-
sure of financial information to the public. In order to
have its securities approved for listing on this Exchange,
a company must be owned by at least 13500 people who oun
100 or more shares, The company must have 400,000 shares of
stock in the hands of the public, must also agree to réport
its financilal position and results of operations to stock-
holders regularly.g

- The Federal Govermnment has greatly Increased our
concérn witﬁ financial statements, An investigation of stock
exchange practlces was conducted by the Senate Committee on
Banking and Currency in 1932 and 1933. Out of the committee
hearings came the Securities Act of 1933 and the. Securities
Exchange Act of 1934, The Securities Aét of 1933 was intended
to prevent fraud in the issuance of new securities., The
Securities Exchange Act of 1934 regulates national stock ex~
changes to limit speculation, fo prevent unfalr practices and
to require dissemination of information pertaining to securi-
ties traded on the exchanges, The Securitles and Exchange
Commission principally administers and polices four laws.
They are:

1. The Securities Act of 1933

9. An advertisement by the New York Stock Exchange, "How
to Invest For Growing Income and Family Security,".
Readers Digest, Volume 77, Number 462, October, 1960,
P. 105,
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2, The Securities Exchange Act of 1934

3. The Public Utility Holding Company Act

of 1935 |

4, The Investment Company Act of 1940,

To 1ﬁpleéent these laws the Securities and Exchange
Commission has issued Regulation S-x which prescribes "the
form and cdntent of all financial statements required to be
filed as part of¢ .

1. Registration statements under the Securities

Act of 1933.... |
2. Applications for reglstration of Securities
under the Securities Exchange Act of 1934....
3. Supplemental or periodic reports under
sectionv13...(and) 15 of the Securities
Exchange Act of 1§3k...."10

As more people have become involved in preparing and
in analyzing financial statements, more people have become
interested in corporate securities, During the rapid rise
of the stock market in 1929, uninformed stock buying reached
a fever plteh, I am told that many people bought Seaboard
Air Line stock, thinking that they were investing in the
promising air transportation industiry, The problem of unine-
formed stock buying has continued to exist, In 1955, the
Senate Committee on Banking and Currency conducted a Stock

10, TUhited States Securities and Exchange Commission,
Regulation S-X, Form and Content of Financial Statements,
as amended Lo and inciuding November .3, 1953,
(Washington, D, C., 1954), p. 1.
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Market study. Several witnesses stated that tlps and rumors
and touting of stocks were more prevalent than had been the
case for many years., 'lir, Edward T, McCormick, President
of the American Stock Exchangé stated that the tipéter is
tone of the biggest headaches I have had!, »l o apraa
and again in May of 1961, Er Keitb Funston, President of the
New York Stcck'Exchange, found it necessary to 1ssue warnings
to disccurage pecple‘from buying stocks of dubious value,
recklessly, on tibs and rumors. 7The reckless, uninfcrmeq
interest in corporate securities is interest we can do withe
out.b | |

Many peéplg, on the othervhand; take a prudent
approach toward the~stbck market, Financial sections of the
daily newapapérs have beconme almostwas popﬁiar as the comics
and sports sections, Stock ownership has become more wideé.
‘spread._ A survey by the New York Stock Exchange 1n:1955
revealed the following facts about the distribution of share

owners of publicly held corporationss:
12

- Company Number of Owners
American Telephone & Telegraph Co, 1,307,215
General Motors 459,099
Standard Oil of New Jersey 296,782
General Electric Co. . A 294,995
United States Steel Co. -22&,&23
Cities Service Co, : ' 191,152

11, United States CongrESS, Senate Stock Market Study, Report
together with Individual Views and Minority Views of the
Committee on Banking and Currenc (Eighty-Fourth Congress;
Flrst Session, Report Number 376%, P. 11,

12. An advertisement by the New York Stock Exchange "The
Stock Exchange Reports to You and You," Life, Volume
38, Number 10, March 7, 1955, pp. 8-9.
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) American Share Owner513 -
Men 36 '3%
Women 26,9%
Joint Account T.5%

Trustees, Institutions & Others _29, %é
- 100,

Share Ouners by Income Groupsla

Income Group % ~ Number of People
Under $5,000 31.6 2,370,000

5,000 to $10,000 44 .4 3,330,000

10,000 and over 24,0 1,800,000

Total  T00,0% 7,500,000

In July, 1961 the American Telephone and Telegraph
Company invited a family from Wichita, Kansas to New York
City to recelve the Company's stock certificate No, 2,000,000.15
This COQpany whose stock is sometimes referred to as "Mother
Bell" or the stock for widows and orphans, has been a leader
in sécckholder relations,:: This worldt's largest corporétion,
in 1960, printed 700 copiles of its annual report in Braille,

including 200 coples for 1library use.16

The most recent survey of stockholders indicates that
there are now over 15,000,000 people in the United States

who own corporate securities, The number of people who own

13, Ibid., pp. 8-9.

14. New York Stock Exchange pamphlet, Investment Facts About
Common Stocks and Cash Dividends, pP. .

15. Richgond News leader, (Wednesday, July 26, 1961),
pP. 30,

16, Thelﬂéw York Times, (Section 3; Sunday, July 30, 1961),
.
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a share of American business is growlng at a rate of
1,300,000 per year, Today, almost half of the 15,000,000
shareholders have incomes from $5,000 to $10,000vper year,
and another 29% earn less than 55,000. Ail of these facts
show the tremendous amount of interest in stocks and bring
us finally to our original question - "Why Should an In-
vestor Understand Financial Statements?” |

- For our 0wn“enlightenedﬂse1f~1nférest we should
always,femember the admonition of one of the largest |
brokerage houses in the United States - "Investigate,
then Invest®, There are those who overlook the fact that
the investor has a responsibility for protecting his own
investment, A thesis submitted to the Graduste Faculty of
the University of Richmond in June, 1957 stated; "Stince
ownership in the equity of Amefican corporations appears to
be constantly increasing, and a greater part of this in-
crease represents the untralned investor, serving his
apprenticeship in the fine art of investment.,...y 1t is
necessary for the corporate management to do all 1n‘1ts
powervte see that stockholders obtaln the information they
desire, Many stockholcers have neither the time nor the
training to properly analyze filnancial statements.“17 of
course thils statement 1s true, but my thesis is that the
moderate income investor, who cannot afford to pay for 1n;

vestment advice which will tell him whether fo buy, sell or

17, Donald Eugene Furr, Ratio Analysis of Financial State-
menta, (a thesis submitted to the University of Richmond,.
June, 1957), p. ©68.
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hold each particular stock in his portfolio, had better take
the time to 1nvestigata prospective investment action,
Fufthermore, the prcspéctive investor should ¥ncw how to in-
vestigate a company that he is interested in., Mr, Edward
McCormick {previously quoted) is also a C,P,A, and a former
Commissicner of the Securitiés and Exchange Commission, In
speaking at the annual meeting of the Amerlcan ﬁccountingg
Association on August 26, 1959, he said, "It 48 startling to
realize how very 1ittle the ordinary run-cf-the-mill stocke-
holder knows about the financial affairs of the company he
partly owns.“ls |

. The purpose of this paper is to alleviate this
situation to some extent.

If America is to continue to grow, more and more
equlty Zownership) capital must continue to come from per-
sons with incomes from $5,000 to $10,000 & year, Insofar
as laymen, and not Just.accountanfs, are able to understand
financial statements, they will be in a better position to
share the fruits of this growth and to minimlze the risks
which are inherent in common stock ownership, |

This does not mean that having read this thesis, we
will be gualified financial analysts., Neilther does it mean
that an understanding of financial statements wlll eliminate
investment losses, Financlal statements are far from In-

fallible, It is impéssible to analyze the financlal strength,

18, Edward T, McCormick, "Reporting to Stockhclders,"
The Accounting Review, Volume XXXV, Number 2, April, 1960,
P. 224,
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and operating performance of a business by mechanical nethods
alcﬂe; There is no formula for running a statement through
a series of tesis cr ratios to determine whether it is good
or bad., In investing and in studying financial statements,
let us remember that there ig no substitute for intelligence
and good Jjudgment,



EXHIBIT A®
Selling Below §§0 Rer Share

- Closing
Year Payment Annual Price Viglgnas
Began Dividend** 7/28/61%# .
Acme Steel Co, , 1901 $ .30 22 3/8 1.3
Steel Specialties
American Molasses Co, 1927 .80 15 344 5.1
Molasses, sugar, related products R
American Shipbuilding Co, 1917 1.12 20 5.6
Shipbullding and Repairing
Arvin Industries, Ine, 1925 1,00 25 3/8 4.1
Auto parts, household appliances ‘ : =
Bohn Aluminum & Brass Corp. 1925 1,00 24 1/2 4.1

* Stocks, Principal line of business and year payment began are from Investment Facts
~ About Common Stocks and Cash Dividends, p. 8-17.

##* Annual Dividends and Closing Prices are from The New York Times, Section 3, Sunday,
~~ July 30, 1961, pp. 2, %, 9. Annual dividends are based on the latest quarterly or
semi-annual declaration and do not include extra dividends,

##% Yiald 18 based on Annual Dividend and 7/28/61 price.

Latalal

- 1T -



Book~of-the-Month Club
Book sales by mail

Chicago Yellow Cab Co,
Taxi Operator

Central Aguirre Sugar Co.
Cane Sugar

cify Products Corp,
Fuel & Ice Distributor

Cone Mills
Denims & Cotton Flannels

Dr; Pepper Co,
Soft Beverage

Dome Mines, Ltd,
Canadian gold mining

Duguesne Light Co,
- Operating public utility

EXHIBIT A CONTINUED

Selling Below $30 Per Share

Your Poyaent  heuad
et $1.20
| 1917 W50
1915 1,60
1896 1.30
1914 .80
1930 .60
1920 .70
1913 1.18

Closiﬁg
Price Yield
1128161 -
25 ' 4.8
19 14 2.6
25 5/8 6.2
28 5/8 4,5 1
$d
: @
13 5/8 | 5.9 '
‘18 ' 3.3
23 7/8 2,9
28 1/4 4.1



EXHIBIT A CONTINUED

Selling Below $30 Per Share

Machine tools

Yeayr Payment Annual
Began Dividend
Gamble-Skogmo, Inc, , 1929 $1.20
Auto supplies, TV, Appliance Stores .
General Cigar Co, | 1309 1.20
Tobacco products
Howe Sound Co, 1923 .62
Copper, Silver, Gold mining
Island Creek Coal Co, 1912 1,50
Bituminous coal
Lone«Star Gas Co, 1926 1,00
Natural gas pipe lines
Marine Midland Corp. 1929 1,00
Commercilal Bank
MeQuay-Norris Mfg. Co, 1927 1,00
Auto engine and chassls parts :
Monarch Machine Tool Co, 1913 40

Closing
Price

1/28/61
26 1/2
29 1/2
18 1/8
27 1/2
25 5/8

28 1/2

18 3/8

17 1/2

5.5

3.9

345

5.4

- 61 =



Outlet Co, ‘
Department Store

Parker Rust Proof Co,
Rust-proofing chemicals

Plymouth 011 Co.
Petroleum products

Scovill Manufacturing Co,
Brass Mill Products

Frank G, Shattuck Co,
Candy, chain restaurants

Snith-Douglass Co,
Fertilizers

South Puerto Rico Sugar Co,

Cane Sugar

Spencer Kellogg & Sons, Inc.
Vegetable Oils

EXHIBIT A CONTINUED

Selling Below $30 Per Share

Year Payment

Began Dividend
1926 “§.95
1924 - 1,50
1925 | +50
1856 1,00
1925 Ry
1922 1.20
1924 .60
1913 80

Closing
Price

2128161
19 3/4

26 1/2
25 3/4

23 3/4

22 1/2

28 1/2

22 3/8

21 1/2

' Yield

4.8
5.7
1.9
b2
1.8
4.2
2.7

3.7

- 02 -



EXHIBIT A CONTINUED

Selling Below §§0 Per Share

Year Payment Annual
Began Dividend
Sun Chemical Co, 1929 $ 60
Industrial Chemicals ‘
Sunshine Mining Co, 1927 .20
Siliver mining
Texas Gulf Sulphur Ca, 1921 1,00
| Sulphur mining
Toledo Edison Co, 1922 70
Operating public utility
United Engincering & Foundry Co, 1902 1,00
Steel mill equipment
U, S, Pipe & Foundry Co, 1926 1,20
Cast iron pipe castings
U, 8, Playing Card Co, 18396 1,10
Playing cards, novelties T
Waldorf System, Inc, 1919 .60
Chaln cafeterias
Westinghouse Air Brake Co, 1875 1,20

R.R, Alr brakes & signal equipment

Closing

Prlce

1/28/61

17 5/8
10 3/%
5 5/8
23 5/8
20 1/8
23 1/2
28 1/8
11 3/%

26 3/8

Yield

3,4

1,9
3.9
3.0
5,0
5,1
3.9

5,1



EXHIBIT A CONTINUED
$30 to 850 Per. Share

Closing
Year Payment Annual Price Yield
Began Dividend 1/28/61 ’

Adams Millis Corp, 1928 $ 72 30 1/2 2,4
Cotton and Rayon Hoslery

American Bakeries Corp, 1927 2,40 43 55
Wholesale Bakery Products |

American Brake Shoe 1902 2,40 48 3/8 540
Railroad & auto brakes

American Can Co, . 1923 2,00 by 1/2 4,5
Cans & contalners

American Machine & Foundry Co, | 1927 .90 46 3/8 1,9
Bowling equipment & Tobacco machinery

American Natural Gas | 1904 1,20 39 5/8 3,0
Gas Utility Holding Co,

American News Co, _ 1864 1,00 43 1/2 2.3
Magazine & Newspaper Distributors o

Anchor Hocking Glass Corp, | 1914% 1,40 39 3.6

Glassware & Glass Containers

-22 -



Archer~Daniels Midland Co,
Linseed Ol11

Atlantic City Electric Co,
Operating public utility

Baltimore Gas & Electric Co,
Operating public utility

Beech Creek Railroad Co,

Best & Co,
Retaill Specialty Stores

Canada Southern Railway Co.

Caxrpenter Steegl Co,
Alloy steel and speclalties

Caterpillar Pgactor Co,
Farm Machinery

Central Illinois Light Co.
Operating public utility

EXHIBIT A CONTINUED
$30 to $50 Per Shave

Year Payment Annusl
Bepan - Dividend
1927 $2,00
1918 1,20
1910 1,00
1891 2,00
1924 2,00
1887 3,00
1907 1,20
1914 1.00
1921 1,52

Closing

Price ¥ield
1428161‘ -
41 3/8 4,8
46 2,6
32 3,1
31 5/8 6,3
37 3/8 544
43 1/2 6.9
iy 3/% | 2.7
39 2,6
41 1/8 3.7



EXHIBIT 4 CONTINUED
&30 to $§0 Per. Share

Y Payment An C%gging Yield
ear en nual ce el
| Began Dividend 1/28/61 T
Continental Can Co., 1923 $1,80 44 1/8 4,1
Cans and containers :
Cream of Wheat Corp, 1900 1,60 45 3/8 3,5
Cereals |
DeVilbiss Co, | 1018 1,60 31 1/8 5,1
Compressors, spray guns - ,
Eaton Manufacturing Co, 1923 . 1,80 36 7/8 4,9
Auto and alrcraft parts
Firestone Tire & Rubber Co, 1924 1.00 46 1/4 2,2
- Tires, Tubes, Rubber products
Freeport Sulphur Co, | 1927 1,20 30 7/8 3.9
Sulphur mining
General Mills, Inc 1898 1.20 34 3/4 345
Flour, Cereéls, ﬁeeds ‘ /M ’
General Motors Corporation 1915 2,00 46 3/4 4,3

Auto manufacturers



W, T, Grant
chain department atores

G, W, Helme Co,
Snuff

Household Finance Corp,
Installment Loans

Idaho Power Co.
Operating public utility

International Shoe Co,
Shoe Manufacturer

Joy Manufacturing Co.
Mining Machinery

Kansas Power & Light Co,
Operating public utility

8. Kresge Co.
cha1p~var1ety stores

EXHIBIT A CONTINUED
$30_to $50 Per Share

b T n???ggid
1907 $1.20
1912 1,60
1917 1,20
1917 1,00
1913 1.80
1929 2,00
1915 1,48
1913 1,60

Closing

31

37 1/2

48
33 7/8
36

k1 1/2
46 1/2

32 7/8

Yield

3.9
43
2.5
3.0
5.0
4.8
3.2

4.9

-Gz -



EXHIBIT A CONTINUED

$30 to $50 Per Share

Kroger Co, A
Groceries, chaln food stores

The Lehman Corporatlon
Investment Company

Lehn & Fink Products Corp,
Drugs .& Toiletries

McCall Corporation
- Printers, publishers, dress patterns

MeIntyre Porcupine Mines
Canadian geld mining

Melville Shoe Corp. . .
Shoe manufacturer & distributor

Midwest 011 Corp.
Crude petroleum

John Morrell & Co,
Meat packing

1502 $1.10
1930 1.58
1525 80
1926 +50
1917 1.00
1916 1,60
1921 70
1916 80

Closing
Price

1128161
30

30
38 7/8
30

3 34
34 7/8
4y 1/2

31 14

Yield
3.7
5.3
2,1

1.7

4,6
1.6

2,6



EXHIBIT A CONTINUED
$30 to $50 Per Share

G, ¢, Murphy =
.+ Chaln variety stores

J+ J. Newberry Co.
. Chain variety stores

New York State Electric & Gas Co,
Operating publlc utility

Nopeo Chemlcal Co,
‘Industrial,ﬁhemicals

Ohio Edison Company.
Operating public utility

0lin Mathierson Chemical Corp,
Industrial Chemicals, rocket fuels

Pacifié Telephone & Telegraph Co.
Operating publlc utility

Parke, Davie & Co,
Pharmaceuticals

i 2 g
1913 $2,20
1928 2,00
1910 1,30
1927 1,00
1930 1,48
1926 1,00
1925 1,14
1878 1,00

Closing
Price

1/28/61

41 7/8
44 1/8
37 /4
T,
42 1/8
kg 5/8
he

33 3/8

3¢5
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J., €. Penney Co,
chain variety stores

Peoples Drug Stores, Inc,
Chain drug stores

Chas, Pfizer & Co,
Pharmaceuticals

Philadelphia Electric Co,
- QOperating public utility

Potomac Electric Power Co,
Operating public utility

?ullman, Ine,
Railroad cars and equipment

Ruberoid Co,
Asphalt and Ashestos products

San Diego Gas and Electric Co.
Operating public utility

EXHIBIT A CONTINUED

§3O to §§0 Pexr Share

g et e,

1922 $1,20
1927 2,00

1901 .60
1902 1,20
1904 1,44
1867 2,00
1899 2,00
1909 1,20

Closing
Price Yield

7/28/61

47 1/2 2.5

b2 3/4 4.7

41 3/8 1.5

32 1/8 3.7 '
: n

o

40 3/4 345 '

36 1/8 5.5

b2 3/4 4.7

32 1/4 3.7



Socony-Mobil 011 Co,
Petroleum Productis

Petroleum products

James Talcott, Inc,
. Commercial lcans

Union Electric Co, of Mo,
- Operating public utillty

Union Pacifi¢ Rallroad Co,

Union Tank Car Co,
Leases Railroad tank cars

United Biscuit Co,
Biscults, .crackers, cookies

Unlted-Carr Fastener Corp,
Spap fasteners

United States Tobaéco Co.,
Tobacco products

EXHIBIT A CONTINUED

$30_to $50 Per Share

Year Payment Annual
Began Dividend
1902 $2,00
1882 1.10
1924 «90
1906 1.80
1900 1.20
1914 1,60
1928 1.00
1923 1.20
1912 1.20

Closing
Price

7/28/61

k6 1/2
45 5/8
Y2 7/8
46 1/%

34 7/8
36 3/4

35
35 1/%

31

Yield

4.3
2.4
2.1
3.9

3.4
5

3.4

3.9

"63’



EXHIBIT A CONTINUED

Universal ILeaf Tobacco Co,
Leaf tobacco processors

Waukesha Motor Co.
~ Diesel & gasoline englnes

Westh1rginia,Pulp,& Paper Co,
Pulp & paper products

Western Auto Supply Co.
Auto parts, home appliance stores

'8, 8, White Dental Mfg. Co,
Dental 1nstrumenta and equipment

Yale‘& Towne Mfg. Co,
Lift~trucks, bullding hardward

$30.to $50 Per Shars

Year Payment Annual

‘ Began Dividend
1927 $1,20
1922 2.00
1899 1,20
1928 1,40
1881 1,80
1899 1.50

Closing
Price

1/28/61
ki 1/2
36 1/4
34 1/2
45 1/2
a7 1/2

33 7/8

Yield

2,9
545
3.5
3.1
3.8

b4



Abbott laboratories
Pharmaceutlicals

Air Reduction Co,
Welding gas and equipment

Allied Chemical & Dye Corp,
Industrial chemicals

American Snuff Co,
Snaff

Assoclates Investment Co,
Installment loans

‘Atlantic Refining Co.
Petroleum products

Borden Co.
Dairy products

Briggs & Stratton
Auto parts, small englnes

EXHIBIT A CONTINUED

$50_to $75 Per Sharve

e 2= g3
1926 A$1;80
1917 2,50
1921 1,80
1903 2.80
1918 2,60
igat 2,40
1899 1.50
1929

2.00

Closing

Prilce Yield
1/28/61 I
69 3/4 2.6
T4 1/4 3.4
64 2.8
73 | 3.8
71 1/2 3.6
56 1/% 4¢3
64 1/8 2,3
54 3.7



Cannon Mills Co,
Towels and sheets

Carborundum Co,
Abrasives, refractories

Chesapeake & Ohio R.R, Co,

Cleveland Elgetric Illum, Co.
Cpervating public utility

Columbian Carbon
Carbon blacks

Columbus & So, Ohio Electric Co.
Operating publle utility

Continental Insurance
All insurance except life

Corn Products Refining Co,
Corn starch; syrup products

Detroit Edison Co,
. Operating publiec utlility

EXHIBIT A CONTINUED

$50 to $75 Per Share

Year Payment Annual
_DBegan Dividend
1890 $3,00
1922 1.60
1922 4,00
1900 2,00
1916 2,40
1927 2,00
1854 2,20
1920 1.20
1909 2,20

58 3/4
57 1/8

65 1/2
62

59 1/8
52 7/8

58 1/4

3.7
3.2

3.7

3.8

- 2€ -



EXHIBIT A CONTINUED
$50 to $75 Per Share

Year P t Annual ci"oimg Yield
ear Paymen nnual rice e
_Began _ Dividend ZZQSZS}_ I
Electric Storage Battery Co, 1901 $2,00 57 3/% 345
Batteries and accessories | | . |
Family Finance Corp, | 1929 1,60 54 1/4 2,9
- Installment loans :
First National Stores 1914 2,00 66 3.0
- Grocery chain stores
Georgia Pacific Plywood Co, 1927 1,00 66 1/4 1,5
Lumber products
Great Northern Paper Co, 1910 1,00 55 1/2 1.8
Paper and paper products
' Hackensack Water Company 1886 2,40 57 1/2 4,2
Operating public utllity . /
H, J, Heinz Co. 1911 1,00 62 1/2 1.5
Groceries, canned foods
Jewel Tea Co, 1928 1,40 64 1/2 2,2

. Tea, groceries

- gg -



Kansas City Power & Light Co,
Operating public utility

Lily-Tulip Cup Corp.
. Paper cups

Link-Belt Co, '
Industrial conveyor belts

R, H. Macy & Co,
Department stores

ma& Department Stores Co,
Chain department stores

Mesta Machine Co,
Steel mlll machinery

Monsanto Chemical Co,
Industrial Chemicals

Naéional Dalry Products, Corp.
Dairy products

EXHIBIT A CONTINUED

$50 to $75 Per Share

1921 $2.32
1929 1,00
1906 2.40
1927 2,00
1911 2,20
1914 2,50
1925 1,00
1924 2,00

Closing ~
Price Yield
1/28/61 |
70 3.3
50 3/4 2,0
53 4,5
58 1/2 3.4
52 1/2 4,2
52 1/2 4,8
53 5/8 1,9
69 7/8 2,9



Northern Central R, R, Co,

Norwich Pharmacal Co,
Drugs and Tolletries

Pacific Lighting Co.
Operating public utllilty

Penick & Ford, Ltd,
- Corn, sugar; maple products

Pet Milk Co,
‘Dairy products

' P1iisbury Mills, Inec.
Flour, feeds .

Pittsburg Plate Glass Co,
Glass, paint, chemicals

Public Service Electric & Gas
~ Operating public ubtility

Quaker Oats Co,
Cereals, food products

EXHIBIT A CONTINUED
$50.to 475 Per.Share

Year Payment Annual
Began , vividend
1881 $4.,00

1925 11,00
1209 2.40
1929 .80
lg22 1,00
1924 1,50
1899 2420
1507 2,00
1906 2,00

Cloging
Price

1/28/61
64 1/7
59 1/2

56 1/2

53 5/8
57

56 1/2
64 3/
57 ;/é

72

3.5

2.8



Raybesto«Manhattan, Inec.
Asbestos and rubber products

Safeway Stores, Inc.
Chain grocery stores

Southern California Edison Co, -
Operating public utility

Standard Brands, Inc,
~Food processors. & distributors

Standard 01l of California, Inc,
Petroleum products

Stauffer Chemical Co,
Industrial Chemlcals

Sun 011 Co,
Petroleum products

Timkin Roller Bearing Co.
Roller bearings, steel tubes

EXHIBIT A CONTINUED

$50. to $75 Per Share

Year Payment

Began Dggggggd

1895 $3.40
1927 1.50

- 1907 2,60
1899 1.80
1912 2,00
1915 1.20
1904 1,00
1921 2.40

-Closing

Price

7/28/61
72

51 1/2
71 1/2
63 1/8
.52

55 5/8
53 1/8

56 1/8




Unlon 011 Co, of California
Petroleum products

United Gas Improvement Co,
Operating.public utllity

Virginia Electric & PYower Co,

Operating public utility

EXHIBIT A CONTINUED
$50 to $75 Per Share

?éar Payment Annual
Began _ Dividend
11916 $2,00

1885 2. 40
1925

1,30

Closing
Ziice
28/61

53 3/4

64 3/4

60 1/2

Yield
3.7

3.7

2.1



Allegheny & Western R, R. Co.

Amerads Peéroleum Corp.
Crude petroleum ,

American Chicle Co,
Chewing gum

American Tobacco Co, |
Cigaretts; tobacco products

Boston Edison
. Operating public utility

- Bristol Myers
Drugs and tolletries

Brown Shoe Co,
Shoe manufacturer

Carolina, Clinton & Ohio Railway

C I T Financlal Corp,
Installment loans

EXHIBIT A CONTINUED

$%5 to $100 Per Share

Yeay Payment Ammual
Began Div;dend
1899 $6.00

1922 2,60
1926 1,60
1905 2,80
1890 3.00
1900 «50
1923 2,80
1925 5,00
1921 2,80

Closing
Price

1/28/61

g2
84

85 1/2
93

78 3/4
85 1/4
81 1/2

o4 1/2
77

6.5
3.1

1.9

3.0

543

ﬁgg»



EXHIBIT A CONTINUED
$75_to $100 Per Share

Closing
Year Payment Annual Price Yield
Began Dividend 1/28/61 R
Coca~Cola Co, 1893 $2.40 88 3/4 2,7
Mfgra, & Diatributors of Coca~-Cola Syrup , |
Commonwealth Edison Co, 1890 2,00 86 5/8 2,3
Operating Public Utility ’
Consolidated Edison Co, 1885 3,00 75 5/8 %,0
"~ Operating Publlc Utility
Dow Chemical Co, 1911 1,40 77 3/% 1,8
Industrial chemicals ' |
General American Trans, Corp. 1919 2,25 84 3/4 2,7
Railroad car & terminal lessors '
General Foods Corp, 1922 1,60 83 7/8 1.9
Food processors & distributors o
Hercules Powder Co¢ 1913 .75 92 7/8 .8
Chemicals, explosives :
Ingersoll-Rand Co, 1910 3,00 89 3.4

Alr and gas compressors

w GE -



EXHIBIT A CONTINUED
$75 to $100 Per Share

, Closing - :
Year Payment Annual Price Yield
| Began Dividend = 7/28/61 -
Johnson & Johnson 1905 $1,00 89 1/2 1.1
Surglcal products and dresaings ‘ : | |
Liggett & Myers Tobacco Co, 1912 5,00 ol 7/8 5.3
Cigarettes, tobacco products |
Minnesota Mining & Manufacturing Co, 1916 .60 76 1/4% .8
Adhesives, abrasives
. . , N
National Biscult Co, 1899 2.80 79 345 £
"Biscuits, crackers, cereals ©
; ~ : - »
National Lead Co, : ~ 1906 2.25 89 3/8 2.5
Lead products, paint . R
National Steel Corp, 1907 3,00 95 1/2 3.1
Steel and steel products | ‘ : - o
Otis Elevator Co, | 1903 1.50 78 3/8 1.9
Elevators and escalators - f
Pacific Gas & Electric Co. 1919 2,80 76 1/2 3.7

Operating public utility



Philip Morris, Inc,
- Clgarettes, tobacco products

Proctor &Acamblejco.
Soap and tolletries

Publie Service Co, of Colorado |

Operating public utility

- Pharmaceuticals

P.W, Woalworth Co,
. Chain varlety stores

EXHIBIT A CONTINUED

$75.to.$100 Per.Share ,

Year Fayment Annual
. ogan Dividend
1928 - 43,60
1891 1,40
1907 2,10
1902 1.80
1912 2,50

Closing
Price

95 1/4

87 1/4

79 3/4

83 3/

76 3/8

Hield

3.8
1:6
2,6
2.1

-

343

u"{*'vﬁ



American Home Products Corp.
Drugs, cosmetics, food products

Américan Telephone & Telegraph Co,

Bell Telephone System

Campbell Soup Co,
Soup and other food products

Corning Glass Works
- @lassware and glass products

DuPont
Nylon, Chemicaia

Eastman Kodak Co,
Photo and optilcal praductg

Gillette Co,

EXHIBIT A CONTINUED
Over. $100 Per_ Share

Razors, blades & permanent wave sets

Hershey Chocolate Corp.
Chocolate & cocoa products

e % i
1919  $3.60
1881, 3.60
1902 2,00
1881 1.50
1904 3;00
1902 2,00
1906 2,50
1930 3.00

Yield

1.6
2.9
1.8

9
1.3
1.9
2.2

2,1

OZ{I ‘-



EXHIBIT A CONTINUED
- Over $100 Per Share

Houston Light & Power Co,
Operating public utility

International Business Machines
. Manufactures, sells & leases business
machines

International Salt Co. ‘
. Salt for industry and home use

Minn, Hgneywell Repulator Co,
Thermoastats, Computers

 Norfolk & Western Railroad Co.

R. J. Reynolds Tobacco Co,
Cigarettes, tobacco products

Rohm & Haas. Co,
Industrial Chemicals & Plastics

Scott Paper Co, '
- Paper towels and tissues

Year Payment
Began

1922

1916

1915

1928

1901
1901

1927

1915

Annual

D;vidend

$1,60

2,40

2,00
2,00
4,00
3.00

3300

2,20

5

2,1



Sunshine Biscuits, Inc.,
Biscults, crackers, cercals

Texas Utilities Co,
- Utility holding company

Union Carbide & Carbon Corp.
' Induatriallchemicala
U, 5. Gypsum Co,

. Gypsum, lime, paints

Wm. Wrigley, Jr. Co,
- Chewing gum.

EXHIBIT A CONCLUDED
Over. $100 Per Share

Yeay Payment Annual
Began Dividend
1927 $4 .40
1917 2,08
1918 3,60
1919 2,40
1913

3,00

Closing

Price
7[28461

107
104

135 1/2
104 371

114 5/8




CHAPTER II
Statement of Financial Position (Balance Sheet)

Repeated use has been made of the term “financial
statements* in the preceding chapter., Ina ver& general
gsense, flnanclal statements are any staéements or schedules
that contain financlal data, However, the term "financial
statements”, as used in this péper;,refers to the Balance
Sheet and the Statement of Earnings. This chapter*is con-‘
cerned wlth the Balance Sheet. '

| Some peo#le would throw up their hands and plead
ignorance 1f they became engaged in conversation about cor-
poration financlal reports, Others find very little value
in financial statements, saying that the balance sheet and
statement of earnings do not tell what the future of a
business will be, or perhaps saying that accounting termi-
nology ‘is more confusing than helpful, It is true that
accountants are basically historians, recording for the most
part, transactions which have taken place in the past, But
what 18 wrong with historical financial data as a basis for
forecasting the future? History may well be the most
accurate basis avallable., Nearly all trends, comparisons
and analyses are based on the past., It 1s also true that
some accounting tef@s are confusing, YAccountanta, like other

professional people, use a speclallized vocabulary, but there

- 45 -
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are very few terms that are completely new to the average
layman,
| Actually, accountants have done a tremendous job in

developing record keepingfaystems and reports which condense |
hundreds of thousands of transactions completed by a business,
into thirty or forty items on a balance.sheet‘/ Furthermore,
understanding financial statements is not an impossible chore,
Preparation of the Balance Sheet and the Statement of Earnings
is difffcult but the mathematics employed is slementary.

One thing that we should bear in mind constantly; as
we approach 8 financial statement, is that figures are cold
statistics if they are thsught of only as figures, but they
are vital forces which have significance if they are thought
of as representing things. For example, in.}ooking~at the
1hventory item in the balance sheet of a retail department
store, thiﬁk of the items which the figures represent; men,
women's and children's clothing of all kinds, housewares,
appliances, toys and hardware with thousands of 1items, When
this is our approach, we take an intelligent approach because
questions arigé naturally. We wonder if any of it is obso-
lete or out ofistyle. |

Sometimes balance sheets are called statements of
financial position. Banks call their balance sheets State-
ments of Condition. It is true that the balance sheet must
balance, with the assets on the left side equalling the
liabilities on the right, in the account form of balance
sheet, However, the title Statement of Financlal Position is



- U7 =
much more descriptive., The financial position at the close
of business on a particular day is what this statement pur-
ports to show, It is as 1f a snapshot had been taken of
the condition of the business, Of course, by the time the
snapshot 1s developed, or thé statement has been printed, ‘
the condlition of the business has changed,

The first thing, therefore, that should be noted-
about the Statement of Financial Position is the date, which
ordinarily appears at the top of the statement just under
the company name., Having noted the date of the statement, we
should find out what relation the date of the statement
bears to the natural flow of the business,t

On December 31, for example, we would not expect a
toy manufacturer's finishgd goods inventory to be at 1ts peak,
By the time Christmas arrives his accounts receivable should
be declining. On the other hand, a cigarette manufacturer,
on Decembér«31, would be near'a_peak 1nventcry and debt posi~

tion, At'this time of the}year, the cigarette ﬁanufaqturer

would probably have just completed the purchase of large

quantities of bright tobacco, Indeed, he may be well into
the purchase of burley tohéecos. Tobacco products manufac-
turers age their iegf tobacce inventory for over two years.
Leaf purchases rquire great amounts of money. Consequently,
cigarette manufacturers usually borrow from banks on short
tenm,noﬁes to finagce leaf purchases, Both inventory and

debt are 1ikely %o be high on December 31, in this industry.

1. Herbert G. Stockwell, How to Read A Financial Statement,
{New York: The Ronald Pross Companys 1925)s Pe. 158.
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It has been stated that the Statement of Financial
Position employs elementary mathematics, However, the
principle on which this statement 1s based is a very simple
equations: _ 1
| Assets = Liabilities + Owners' Equity.

"The function of a balance sheet is to show what the company

owns and what it owes,"®

~and what part of the capital is
supplied by the owners, | o

Assets are what the'company owns, including claims on
the assets of others, (Accounts Receivable are claims on the
assets of others.) Wheievei property (or assets) are owned,
someone has a financial interest in the pr9perty; If there
are debts on the property, the creditor has an Interest, If
there are no debts, the owner has the sole interest and the
equation is as follows:

Assets = Liabilities (none) + Owners' Equity or
Assets = Owners' Equity.

The interest in the assets is made up of the creditorst
equity (liabilities), and the owners' equity which is called
Capital on most corporation statements of financial positlon.
Although it 1s not intended here to provide a course
in-sccounting, it is well that the prospective investor under-
stand the basic theory of double entry accounting. One
cannot underst#nd financial statements without some appreci-
ation of the way theyvcome about and how they change from
one year to the next, Double entry accounting means that

every transaction has two sides « a ﬁeb1t~(or charge) and &

2, BenJamin Graham and Chafles MeGoldrick, The Interpretation

of Financial Statements, (New York: Harpers and Drothers,
ngsj: De 2.
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credit, The total of the debits equals the total of the
credits, 7This is why the Statement of Financial Position
balances, Normally asset accounts have debit balances,
(The debits to a particular asset account exceed the credits
to the account, leaving a debit balance,) Liability and
Capital Accounts usually have credit haléncés. Income ac-
counts have credit balances and expense accounts have debit
balances; when all of the income and expense accounts are
closed at the end of an accounting period, an excess of in-
come over expense would be a credit which would be an addi-
tion to the capital section of the Statement of Financlal
Position., The principles of debit and credit are as follows:
A debit ,

1. Increases any asset account,

2, Decreases any liability account, .

3. Decreases any capital account,

4, Decreases any income account,

5. Increases any expense account,

A credit |

1, Decreases any asset account,

2, Increases any liability account,

3., Increases any capital account,

4, Increases any income account, 3

5, Decreases any expense account,

Iet us 1llustrate these principles, Suppose that
you\and'two of your frieﬁds decide to incorporate a business
to sell widgets as a wholesaler, Each of you has $10,000 and
so you decide to have 30,000 shares of common stock at $1.00

par value, As each of you paid for his ten thousand shares

of stock, the entry in the accounts would be a debit to cash
. Howard S. Noble, Accounting Principles, (Fourth Editlon;
3 Cincinnati, Ohizz South-Western Fﬁgiishing Company , 19&5};

p. 63.



for $10,000 and a credit to common stock for $10,000, After
these three transactions, the Statement of Pinancial Position

would shows

Assets Cagital
Cash $30,000 ' Common S8tock $30,000

Together, you decide that each of the thrée ewneb-managers
shall receive a salary of $3Gé per month, You rent a buillde
ing for $100 per month. You purchase a delivery truck for
$3,600 cash, You buy 2,000 widgets from the manufacturer for
$.70 each, During the month the corporation sells 1,400 wid
éets at $1.06 each, The monthly expense for the operation

of the tfuck is $50. Each of these transactions would be re-
corded in accounts>wh1ch would group similar transactions,

A Statement of Earnings and»é Statement of Financial Position
could be prepared after each transaction,Abdt\even in this
small business the owner-managers would not have time to ob-
serve the effect of each fransaction on the financlal positinn
of the companw. They would, however, watch the cash balances
dally and probably want a statement of earnings every month,

A separate-account for each type of asset, liablility, income,
expensé, and capital would be maintained, The accounts

would reflect the increases and decreases in each of these
1tem5.n The transactions for the month for your company
would be recorded as follows: (see Exhibit B where the entries
bear the same letters as the déscriptions bélaw.)

A. Balances in the accounts at the beginning
of the month,

uc 160"?! 580



~ ASSET ACCOUNTS

LIABILITY ACCOUNTS

EXHIBIT B

EXPENSE ACCOUNTS

INCOME ACCOUNTS

Cash Accounts Payable : Cost of Goods Sold Sales B
Pebit | Credit -'“'EEBXE“’”WUJlafE”*‘”' ~Cre “Pebit Credlt
i 330,00 (n)3,500- { ;1,400 {G)oBo (J3)980 (7)1,h00] (®)1,400
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B, Salarles have not been paid at the end
of the month, but they are due.

C, Rent is dus for one month,
D. The truck is acquired for cash,

E, The corpor&tion buys 2,000 widgets at
$.70 each, owing $1,400 to the manu-
facturer, o

'F, Sales during the month totaled $1,400,
{1,400 widgets at $1..00 each,) All of
the sales were credit sales, .

G, An inventory is taken at the end of the

‘ month, revealing that there are 600
widgets on hand, The Inventory is re-
l1ileved of the cost of the sales.
(1,400 widgets at $,70 each = $980,)

H. Payment is received for 900 widgets,
I, 7Truck expense 1s payable,

J. Sales, Cost of Goods Sold and all ex-
. penses are transferred to an Income

Summary Account to determine the results
of operations for the month,

K, Loss is transferred to Retained Earnings
account where it appears as a defielt,

At this point a Statement of Earnings could be prepared from
the accounts as rolliowss: '
| | WIDGET SALES CORPORATION

.Statement of Barnings
Month Ended October 31, 19X%5

Less Cost of Goods Sold , : . 80
Gross Prafit , 2
Operating Expenses -
Salaries ~ $900
Rent - 100
Truck ’ 50 1,050
Net Loss . 3

A Statement of Financial Position might also be pre-
pared by uéing the balances in the various asset, liability
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and capital accounts. In Exhibit B we note that the debits
to the cash account total $30,900 and the credits total
$3,600, giving the»company‘a net debit cash balance of
$27,300 ($30,900 less $3,600). Accounts Recelvable has a
$500 debit balance, and the Inventory account has a $420
debit balance, The Statement of Financial Position might
look as follows: | '
WIDGET SALES CORPORATION

Statement of Financial Position
Cetober 31, 19X5

Assets
Current Assets: ,
Cash ; - $27,300
Accounts Recelvable ' ‘ 500
Inventory _ 420
Total Current Assets ‘ $28,220
Truck ; ' ,H600
| Total Assets - '$§%,826
" Llabllitles
Current Liabilitiess: | ~
Salaries Payable $ 900
Accounts Payable 1,550
Total Gurrent L&abilities : 2,45

Capital and Retained Earnings:
Common Stock - Par $1,00

Issued 30,000 shares = $30,000

Deficit L 630
Total Capitel and Deficit f 2 0
Total Liabllities and Capital $31,820

" When a Statement of Financlal Position shows the
Liabilities 1listed below the Assets, it 1s known as a "report
form® of statement, Small businesses frequently use the

" peport form. Many corporations? statements follow the
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Yaccount form" showing the assets on the left and the
11abilities and capital on the right side.

These two statements swmarize the transactions
recorded in the accounts using the double entry system, but
they are greatly oversimplified. The accountant member of
the owner-manager team of the Widget Sales Corporation, at
the meeting of the Board of Directors, would probably poilnt
out that the value of the truck was declining even though
no depreciation was recorded, . Also, he might{ suggest that
some provision should be made for possible bad debts in-
cluded in the Accounts Receivable. Thegg‘would be two
additional items of'expense>ﬁhich would make the Loss
something in excess of the $630 reported on the Statement
of Earnings, All of the directors would prcbably agree that
since they had proven that there was a ready mérket for
widgets, they should substantially increase their inventory
and their sales efforta,i

It should be noted that the Statement of Financlal
Position of The Widget Sales Corporation was divided into
sections. The first of these sectlons included assets
which are classified as current assets, Sometimea current
asgets are called working assets since they are the asseis
that reflect.the conversion of raw materials into work in
process, then into finished product, to accounts recelvable
as sales are made, and finally into cash as accounts receliv~
able are collected, Adam Smith defined current assets many

years ago.  He wrote, "The goods of the merchant yleld him
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no revenue or profit till he sells them for money, and the
money yields him as 1ittle'till it is again exchanged for
goods, His capital is continuously going from him in one
shape, and returning to him in another, and 1t is only by
means of such cireulation or successive exchanges, that it

can yleld him any péefit."s

Current assets include cash
and other assets which in the normal course of business will
be turned Into cash in the near future, usualily withina
year, The one year rule is arbitrary, of course, but most
companiés complete a full cycle of thely operations in one
year, Some companies, however, such as distillers and to-
bacco manufacturers include their inventories in current
assets even though they may not completely turn over and be
converted into cash for several years., These businesses - ,
follow the normal operating cycle cgncept of current asseté.
Rule 3:13 of Regulation S-X states, "Items classed
as current assets shall be generally realizable within one
year, However, generally recognized trade practices may be
followed with respect to the inclusions of items such as 1n4
stallment receivables or inventories long In process,;prcvideﬁ
an appropriate explanation of the ecircumstances is made and,
1f practicable, an estimate i3 given of the amount not real-
izable within one year," |
5. Adam Smith, &n In wiry Into The Nature and Causes of The
Weatth oo NeTions s FowTa Camman; Editor, (Wodern Library
Edition; New Yorks Random House, Incorporated, 1937},
pp. 262-263,

| , g, Securities and Exchange Commission,
6. United States, d Content of Financial Statements,

Regulation S-X%, Form an
3r%icie‘§, Rule 3-13s Da (e
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qumallyvcurrant assets are shown in the order of
thelr llquidity. Cash is the most liquid of all assets and
1s shown first, Host laymen éoul& be familiar with the térm
"cash", because it 1s just what he would expect it to be -
billls and sllver and checks for deposit in the t111 and
money In the bank, The layman should avold the tendency to
think of cash as being synonomous with profit, Profit is
merely the excess of income {sales or revenue) over gxpenses,
Some expenses, such as depreciation and bad debts do not ine
volve an outlay of cash, As for sales; in thisfceunt$y the |
greatest percentage of the dollar amount is on credit, This
fact suggests one reason why we should not pass over the cash
item in the Statement of Financial Position too hurriedly.

It is almost as bad for a company to have too much
cash,asiit is to have too little., If a company has too much
cash continually, chances are that the excess cash is idle
much of the time, Immedistely after World War II, the
Statements of Financlal Position issued hy'ﬂbntéémery ¥ard
showed large amounts of cash and marketable securities,

This was in keeping with the bellefl of Mr., Sewell Avery,
Board Chairman, who felt that the Company should be in a .
éery 1iquid position to meet the depression which he expected,
Montgomery Ward became a target for Fr, Louls Wolfson, who
could have used the cash to expand his industrial empire,

In the second place, Sears Roebuck far outstripped Montgomery
ﬁard, 1ts closest competitor, When a working asset is not

working, or circulating, it is not contributing anything to
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the profits or financilal progress of the company. We should
remember that all assets have greater value when they are
use§ in a going concern than they have as individual pleces
of p;aperty.

Even though cash might bé stated as a definite amount
of dollars and cents on the Statement.of'Financ131 Pcsitign,
we Bhould not assume that it warrants no écrutinyi Cash 6n"**
hand, deménd‘depnsita and time deposits in bank, if any, .
should be stateq separately from any bank deposits subject
to withdrawal.réstrictions.T If the company has foreign
subsidiaries and has consolidaéed foreign currency with
Uhiteé'séates currency in a consolidated Statement of
Financlal Position, tbe»basis-far'the conversion of the
foreign currency should be shawn.gf- |

- While tod much cash, averia pericd of yeaﬁs»might~.
indlcate a fallure to keep this working asset-édaquatalyv
empleyed, it is obvious that a company should have ehaugh
cash to meet its current obligations as they“matﬁre,,and,
to take advantage of all cash discounts allowed by suppliers,
Sometimes banks are reluctant about supplying working capital
for business, especially on a continuing basis, feeling that
a business should generate its own woﬁking capltal through .
the conversion of its assets., However, it would profit a
business to borrow short term money at 6% interest per

annum (3% per month), if necessary in order to pay for goods

7. Ibid., Article 5, Rule 502, p. 13.
8, Ibid,., Article 3, Rule 3-09, p. 6.
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and services 1t purchases, soon enough to take all cash
discounts which are allowed, -

Cash is the most definite of all assets in terms of
dollars, It can be counted, and that part that is in the
bank can be verified and reconciled to the company's books,
As long a8 none-cash items, such as I,0,U's in the petty cash
fund, are not included 4in the total, we can depend on the
dollar amount In the Statement of Finanelal Position, azi
other assets are subject to questian,;since their stated
values are somewhat more subject to the judgment of the
company mansgement, Most asset values are based on hiatori;
cal cost, but later we shall see that there are different
methods of determining historical cost,

Following the Cash item in the Statement of Financial
Position we usually find Accounts Recelvable, Sumeéimes they
are described as Accounts Recelvable - Trade or as Accounts
Recelvable from Customers. In other wcfds, this account
should not include amocunts o&ing from of'ficers or employees
of the company or advances to subsidiaries or worthless
accounts, Accounts Rsceivable“representva,definite dollar
claim on the asseta of customers. If you were looking at
the statement of a local department store, what you owed
on your charge account would be included in this classifica-
tion, Because some people and some companies fall to pay
thelr bills, many conservative businésaes, at the end of
each accounting périod follow the practice of sefting up

an adequate reserve for doubtful accounts or bad debtis.
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This reserve 1s deducted from the accounts receivable total
and the net figure 1s shown on the Statement of Financlal
Posltion, Other companies anticipate the cashvdiScnunts
which will be taken by their customers and deduct this
allowance from the accounts receivable total.

There aragmany different business and trade practices
regarding terms of payment of sales invoices, Nearly all
companies state the terms of payment on their sales ine
voices, which are the documents representing a debit to the
customers' accounts recelvable and credit to sales on the
se;ﬂ.era‘fF books.,, Same»companies state that the mode of pay~
ment is net cash, 7This means that no discount is allowed
for prompt payment but that thé amount. of the invoice is
due when billed. HMore frequently cash discounts are allowed
for prompt payment, and the most common is 2% for payment
within fen days from the date of the involce, or payment of
the full amount within thirty days from the date of the
invoice., These terms are written “2/10/30" or'“ﬁﬁélo days,
30 days ne%;"g

A We have mentioned the fact that some people, and some
companies do not pay thelr bills promptly. Obviausly,Lthe
older an account receivable 1s, the more doubtful its collec~
tion becomes, Therefore, one of the most important guestions
regarﬁing.accuuhts receivable is, "How old are the accounts?"

In order to answer this queation~céﬁp1etely 1t would be

9. Thomas W. Byrnes, K. L. Baker, and C. A, Smith, Auditing,
‘(NEW Yorks. The Rgnalé Press Company, 1948}, p. I77.
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necessary to have access to the accounts receilvable ledgers
containing every individual customer's account, If we had
access to these records we could determine the dollar amount
of accounts receivable outstanding which weres

1, Billed this month

2, Billed last month

3. Billed month before last

4, Billed prior to month before last,
If the terms of sale specified that payment.was-tékbe made
within thirty days of the invoice date, we would certainly
think that the .collection of those sales billed prior to
month before last would be doubtful, However, since the
investor ordinarily would not have access to such informa-
tion, it would be natural for him to relate the accounts
receivable balance in the Statement of Financial Pasiﬁion
to the sales figure in the Statement of Earnings, This
relationship is a natural éne, since trade receivables are
unpaid sales,

- Another Important consideration 1s whether the
accounts receivable are made up of amounts ow;ng'fram many
small customers or from & few large customers.'rﬁll.things
being equal, it would be more risky to have a few large
customers, Jjust as it would be risky to,inveSt a2ll of one's
money in one company.

The final current asset which we shall consider is
the inventory item. "Inventories comprise goods helélicr,

sale or in the precessvéf manufacture and materials and.v;
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supplies used up in operating the business,”® THerchandise
is the largest and most important iten in:many balance. sheets
of both large and small éoncerns, Unlike accounts and notes
receivable, merchandise (inventory) does not represent a
definite claim to écllarg,J Merchandise must first pass
through the sales process before it reaches the stage of
representing an absolute monetary claimgnll' The valuation
of this asset is frequently anhjectyto honest differences

of opinion, This honest difference of opinien‘cah be
ref'lected in the stated profit of a business, with an
overvaluation of the closing inventory causing an averstateé”"
ment of profits and an undersitatement in inventory resulting
in an understatement of profits.

- NHormally the cost of goods sold is determined by
deducting the elosing inventory from the total of the
beginning inventory plus the purchases or additlons to the
inventory during the accounting period, ILet us refer agaln
to the Widget Sales Corporation, You will recall that there
was no inventory at the beginning of the month, During the
month 2,000 widgets were purchased for $1,400., These were
additions to the inventory. At the end of the month a:
physical inventory was taken and 600 units were found to be
on hand, These 600 units are a part of the 2,000 purchased

10, BenJamin Graham and Charles McGoldrick, The Interpretation
of Financial Statements, p. 23, ’

11. Roy A. Foulke, Practical Financlal Statement Analysis,
(Second Edition; New York: McGraw~-Hill Book ﬁcmpany,»

_Incorporated, 1950}, p. 80.
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at $.70 each and so they have a cost of $420, By deducting
the $420 from the $1,400 we find that the cost of goods
sold for the peried is $980, Suppose, however, that an
error had been made in iaking‘ths\ending‘inventory count or
that the inventory had been deliberately misstated as 700
units, Such an error would result in a cost of sales figure
of $910 instead of $980 and a loss of $560 instead of the
$63b reported in the Statement of Earnings. He-cén see.
that an overstatament of the closing inventory would reault
in an understatement of fhe cost cf’gccds 8o0ld and an over-
statement of profits,

Manufacturers nonmally have sgveral different types
of inventories, They are raW‘materiala, gocds in pracess
of manufacture, finished stock and supplies, Raw matexrlals
are those ﬁateriala which are purchased to be:adhverted
eventually into finished products 1ﬁ the_manufacturing PO~
cess. Of course, a raw material to one manufacturer is a
finished product to another, Sheet steel, a finished
product to the U, 8, Steel Company, is a raw material,to
General Motors, Finished stock, then, 1s a product ready
for sale. In bet&een raw materi&ls and finished goods, we -
find goods or work in process, Goods in procesa represent
the cost of the raw materials put into process plus the
labor and overhead which has been expended in converting
these raw materials, Supply inventories normally are those
items which are needed to make the finished product but
which are not directly a part of the finished product, An
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inventory of small tools or maéhine parts may fall into
thia categpry. Or the supplies may be general factory
operating supplies auch as fuel oil,

There are several ways of determining the cost of
this current asset, One method 1s called average cost,

The average cost method is presently used by most cig&rette
manufacturers to value their large leaf tobacco inventories.
A footnofe to the Amerlcan Tobacco Company Consollidated
Balance Sheets ab December 31, 1959 states, “invéntcries»
used in the computation of cost of sales are priced at
casts,which result from the averaging monthly of transactions
reflected in the inventory accounts except that revenue
stamp inventories were priced at actual cost."'2 wWhat they
mean by averaging is that all of the piles of tobacco of a
‘particular grade that are "sold American” on the auction
floor are averaged together, For example, if they bought
100 pounds at $68 per hundred, 100 pounds at $70, and

100 pounds at $72 and these constituted the monthly
transactions, the average cost of this grade would be $.70
per pound {300 pounds totaling $210), This tobacco would be
charged into work in process at $.70 per pound,

There are two other major methods of cost determina-
tion for inventories. One is called the first in - first
out or "f£ifo" method and the‘gtherlis called the last in -
£irst out or "11fo" method. Under the "£ifo" method, the

12, American Tobacco Company, Incorporated, 1959 Annual
Report,. p, 19,



- 64 -

inventory at the end of the year 1s treated as belng derived
from the latest acquired goods. Under the "1lifo"™ method,
the inventory at the end of the year is treated as being
derived from the earliest acquired goods, In other words
the last acquired goods are consigdered to be the first sold,
One of the generally accepted accounting principles is that
inventories should be stated at the lower of cost or market;
however, where the "1ifo" method is used, the inventory is
taken at cost, regardless of market values.l> PLifo" 1s a
method of freezing the price of that porticn.of'éne's
inventory which does not decline in size, at the price of
the opening inventory in the year "1ifo"™ is adopted, On
a period of rising prices, a company 1s able to charge a
greater portion of the inventory price rise into cost of
sales, thus reducing their reported profit and their tax
11ability., %If the inventory is priced under the 'lifo?
method for tax,purposes, the same prices must be applied to
the inventory used to determine the net income reported in
published financial statements,“lu

Let us examine the difference that the "f£ife" and the
T11f0" pricing methods can make in gross profit, {See
Exhibit ¢) Notice that in these two examples, the sales
13. Prentice-Hall, 1951 Federal Tax Course, J. R, B. Byers,

P, &, Dunn and R, g.uﬁitcﬁell, Consulting Editors,
{Students Edition;. New York: Prentice~Hall, Incorporated,
1951), p. 2607. o

i4. R. G. Rankin, What's Behind A Financial Statement,
(First Edition; Garden Uity, New York: Doubleday and
Company, Incorporated, 13949}, p. 93.
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EXHIBIT C

FIRST IN - FIRST OUT'D

Sales, (5,000 units at $%.00 each)
Cost of Sales

Opening Inventory (2,000 units at $1. 00) $ 2,000
Purchases (5,009 units at $3 00) : . .15,000

Total Available for Sale ) $1?,900

Less Closing Inventory (2,000 at $3 oo) 6,000

Cost of Sales
Gross Profit on Sales

LAST IN ~ FIRST OUT

Sales (5,000 units at $4.00)
Cost of Sales

Opening Inventory (2,000 units at $1. 00) $ 2,000
—-—i{-——-.v

Purchases {5,000 units at $3.00)
Total Available for Sale $17,000

Less Closing Inventory (2,000 at 1,00) _ 2,000

Cost of Sales
Gross Profit on Sales

$20, 000

11,000

g}

-~ $20,000

15. Prentlce-Hall, 1951 Federal Tax Course, p. 2605.
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opening inventory and purchases are identical, Under the
"fifo" method, the closing inventory is treated as being
ﬂerivéd:from the latest acquired goods and under the "1ifo"
method‘the closing inventory 18 treated as being deriﬁed. ‘
from the earliest acquired,goods.' The two methods result
in a $4,000 difference in the closing inventories, and
therefore in the cost of sales and gfoss profit. Under the
"11fc" method, 1f 3,000 units had been on hand at the end of
the perilod, 2,000 would have had a2 unit coa€~of'$1 00 and
1,000 would have been at $3 00, for a total ending inventory
of $5,oao o o

Mbst asset values are stated at historical cost. in ‘
the case of inventories, the investor should take into
account the method of’ﬂeterminingvthe cdst,,ﬁhegher averagé
costy first-in, first-out, cr~1ast;iﬁ,’fifs£—out. The
other major exception to the cost principle for assets 1s
marketable securities which nay appear in the atatement of
financial position st the lower of cost or market, Assets
~ frequently shrink but llabllities never do in case of
liquidation, Market valnes and the replacement cost of
assets 1n excess of stated book values are nsually ignored
| in accounting.for assets. On the other hand, ‘all xnown
1iabilities are recorded and estimated amounts are set up
for all anticipated liabilities. Obviously, generally
accepted accounting principles require that‘the statement of
financial position-sbculd be a conéeréative one,

On the 1lilability slde of the statement of financial
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position, those 1tems which are most closely related to the
current assets are tﬁe current liabilitiea; Current assets
have been described as working asaeﬁs because they are
constantly revolving in the normal course of business, It
is this conversion of current assets from inventory, to .
receivables, to cash that enables a business to meet the
current obligations orlliahilitieﬁ in an orderly manner as
they mature. Furthermore, we have»saen that it ;g not.
enough to meet currvent liabilities as they mature, 4
company should bye» in 2 position to take all discounts which
are allowed for prompt payment, A current 11 ability is an
obligation thét is payabie on demand or within one year
from the statement date. Some authorities state that
_current liabilities are "those 11abilities which will be
‘liquidated within the'enéuing_year,”lé However the
determining factor is the due date of the obligation and
not the probable payment date, Some types of current
liabilities are hotes payable, accounts payable, wages and
salaries accrued, other accruals such as commissions,
bonuses, foyalties, taxes, interest, rent, and storage, and
current maturities of long term debt, ‘

The amounts of Notes Payable to banks, to the trade

and to others should be stated separately.17 Many companies

16, R, @, Rankin, What's Behind A Financisl Stetement, p. 139.

17. United Statesy Securities and Exchange Commission,
‘ Regulation S-X, Form and Content of Finsnelal Statements,
Krticie Dy ﬁuie‘§;02, Pe. 15. .
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do not do this and yet it seems that it would be to their
advantage, Few lines of business still deal in trade notes
payable, and so any notes payable - trade, in a line of ’
business that ordinarily sold on account, would be Buspect.
Notes payable - trade, in such a case, would indicate that
the purchaser had to give a note in settlement of, or as a
promlse, to pay a past due accéunt. Ordinarily the
proapective lnvestor should be suspicious of large notes
payable to banks which might indicate that the-husiness‘is
not able to supply its own working capital, We should look
beyond the figures, however and reallze that gome lines of
business such as cigarette manufacturers and distillers
finance large inventorles with notes payable to banks; The
investor would like to bave this separation of the notes
payable and he would certainly want to know if any notes
were payable to officers of the company, If notes payable
are shown on the Statement of‘Financial,Poéition as one
figure, an odd amount of dallaﬁs,.rather than round figures,
might indicate that the notes are not exclusively payable
to banks, |

In connection with the cash account, we considered
the Importance of paying t:ade accounts payable promptly in
order to obtain all cash discounts allowed, Indeed, we
found it is so important that it pays a business to borrow
money, if necessary, to follow this policy. Let us assume
that the R. J, Reynolds Tobacco Company purchéses $240, 000,000

worth of goods and serviées during a year and thatﬁthey recelve
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a 1% cash discount on those purchases, Discount for the
- year would amount to 1% of $240,000,000 or $2,1u30,ooo
Suppose further, that these purchases for advertising, sales
promotion, cigarette distribution, for leaf, flavorings,
cigarette wrapping and shipping materials, machinery and
machine parts and thousands of other operating and factory
supply items are purchased at a rate of $20,000,000 per
month, If, somehow, it became.necessaryafor the}ccmpany to
borrow $20,000,000 every month at 6% interest,.fhe interest
would>a§ount,tc $1,200,000 {6% per annum éw%% per month
times $240,000,000), The savings resulting from taking
cash discounts in this instance would be $1,200,000,

 Many statements of financlal positicn contain an
amount described as accrued 1isbilities, accrued expenses
or sundry accruals, Sﬁndry aceruals can be a varied mix-
ture of liabilities. It has been noted that assets rarely
aver bring their stated book values in liquidation, On the -
other hand, the conservative business attempts to accrue
real and potentigl liabilities even though payment may not
be due on the statement date. For example, if the date‘of
the Statement of Financilal Pasition falls on a Wedneaday
and the company had paid its emplcyees for work through the
previous Friday, wages and 5alaries should: be accrued from
Saturday thrcngh Wednesday, Many companies rent~property‘
or eqﬁipment on & long term Basis‘ At the statement date,
s1x month rental expense may have,accrned although therac#ual

payment of the rent may not be due for another slix months,
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Some tobacco companies store thousanés of hogsheads of
tobacco in public storage warehouses, At the end of every
accounting perlod, those companies multiply the storage
rate by the number bf hogsheads on storage to determine.
what their mccrued storage 1llability should be at the
statement date, When accrued rent or rent payable is
eredited in the accounts, rent expense is debited. Theée
entries are made in. an effort to charge axpensés to ﬁhe
proper accounting period, and to reflect net profit more
accurately and evenly.,.

¥We have. consldered current assets {lrst and then
current 1iabilities because of the importance of the
relationship between these two groups of accounts in the
Statement of Financial Position, By deducting the sum
total of the current liabllitles from the sum total of the
current assets we arrive at a dollar difference known as
working.capitals Working capital is something that business
management is éonstantly concerned with, and the Investor
is not so 1nteﬁeated in the dollar amount of the working
capital as he is in the proportion of gorking capital to
current assets and current liabilities, Companles X and

¥ below, illustrate this principlet

Company X Company ¥
Current Assets . $600, 000 $3,000, 000
Current Liabilities - 300,000 2,700,000
Working Capital - .300,000 300,000

thice tnat both companies have $300,00 working capital, In

the:caae of Company X, current assets could shrink 50% and
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st11l current liabilities could be paid, A 50% shrinkage
in Company ¥Y's current assets would‘;eave current assets of
$1,500,000 and current liabilities of $2,7eo,ot_}o. When
viewing the current sectlon of the Statement of Financial
Position, the working capital represents the equity of the
ouners in the qurrent«assets when there is no long term
debt, The dollar amount of working capital has little
signifiéance, but is important only in its relationship to
other items or groups of items, We shall study these »
relationships when we’analyze two actual financial~statéments

in a subsequent ¢hapter,



CHAPTER III _
The Statement of Financilal Position
(Concluded) S

Now we come to the fixed sections of the Statement
of Financial Position. In the account form of the Statement
of ﬁinancial Positicn;‘wé £ind a group of aasetsron the
left side Just below the current assets, which éra usually
‘referred to as fixed assets. These assets include real
property and equipment used in the business. They are
called fixed assets because they are of a permanent nature -
and are not intended for sale s¢ long as they'serve the
needs of the business*;- In qther*wbrﬁs, fixed assets are
not normally converted inéo'cash,as current assets are,
They are necessary to facllitate the conversion that takes
place in the current assets, Adam Smith defined fixed
assets just as clearly as he did current assets,

Some part of the capital of every master

‘aptificer or manufacturer must be fixed in

the instruments of his trade, This part,

however, 1s very small in some and very

great in others, A master tailor requires

no other instruments of trade but a parcel

of needles, Those of the master shoemaker

a little, though but a very little, umore

expensive., Those of the weaver rise a good

deal above those of the shoemaker....in

other words; a much greater fixed capital

is required, In a great ironworks, for
example, the furnace for melting tbe ore

1, Howard S, Noble, Accounting Principles, p. 25.
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the forge, the s8lit mill, are instruments

3§r§r§g§a¥h:§geg§:?gt«be erected without a
This foregoing description of fixed assets, written in the
seventeenth century, indicates how important these assets
are, They are B0 1ﬁportant to public utilities, for
example, that they show fixed assets ahead of‘current
assets In the Statement of Financial Position,

- Fixed assets are shown on the Statement of Financial
Position at cost which 1s the amount paild or'eﬁpenéed for
the assets, From this cost 1s deducted the accumulated
depreciation on these éssets;which wear out, From an
accomting standpoint, improved land does not wear out,
but all other fixed assets are gradually used up cr‘ﬁorn
out In the operation of the business, Thefe can be many
fixed asset accounts making up one total on the Statement
of Financial Posltion, Many manufacturers own the lané
an.éhich their factories are located, They have land,
possibly land improvements (which do depreciate), railroad
sidings, buildings, building equipment, autos and hauling
equipment, office equipment and machinery. Somé factories
maintain company cafeterias and hospitals for emplgyees

and have separate fixed asset accounts for cafeteria equip-

ment and hospltal equipment,

Businesses which rent facllities on long term leases

often 1ﬁprove these facillitles and capitalize the cost as a

fixed asset called leaseliold improvements, The cost of

2, Adam Smith, An Inqﬁiry Into The Nature and Causes of
The Wealth of Nations, p. 203.
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such Improvements would be charged as an expense of the
business, over the remaining life of the lease, To
lllustrate, let us assume that a business had a ten year
lease on 1ts office space. When the lease was five years
old, the company made improvements in the property costing
$100,000, This $100,000 would be amortized over the
remaining five yéar 1ife of the lease at a rate of $20;000
per year. | *

Other fixed assets are eften,accountedlfor in the
same manner, However, many problems arise in connection
with accounting for fixed assets, such as buildings and -
machinery, Possibly, the greatest problem is that of
determining whether a particular alteration or Improvement
of an exiating fixed asset should be_capitélized or not,
"The generai rule 1s that such expenditures‘are properly
chargeable to the fixed asset accounts if they enbance
the intrinsic value of the property; otherwise the expendi-~
ture should be charged against current income, The rule is
easy to state, but difficult to apply, especially when the
disposition of the expenditure may be influenced by income
tax consideraticns.“3 Of course; Lf an expenditure were
charged against current income in the period of the
expenditure, net income subject to income‘taxes would thereby
be reduced. On the other hand, if an expenditure were L
capitalized as s fixed asset, only the depreclatlion for the

accounting period would be charged against current lncome,

3. R. G. Rankin, What's Behind A Financlal Statement, p. g6,
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- How much of the cost of a fixed asset should be

charged againsticurrent 1ncume? This 1is another problem

in accounting for machinery ané'equipment, These charges

may,he ca11ed depreciatibn, obsolescence, depletion or

~ amortization,

Depreciation applles to the ordinary wearing

out of bulldings and equipment. Obsolescence

refers to an extra-rapid loss of value due to

technological and similar changes, Depletion
applies to the gradual removal of universal

and timber resources by turning them into

products for sale,...Amortization is a general

term applied to all deductions of the deprecia~

tion types but it also connotes special kinds

of charge offs, e.g. ”%cnelerated amortization®

of defense facilities‘ ,

Determining the amuunt of these charges is &
problem because it is difficult to be precise about the
useful life of a machine. Frequently englneers take one
view, production men another, accountants another and the -
Internal Revenue Service, still another view, The»Interngl
Revenue Service has published a bulletin called Bulletin F
which suggests acceptable useful lives for many types of \
equipment, This bulletin serves as a guide to many
industries. ,

Most businesses use the straight line depreciation
method This means that the periodic depreciation charge
against income remains the same throughout the life of the
equipment, Under this method, i1f a machine is estimated to

- have a 15 year life, the original cost of the machine is

4. Benjamin OGraham and Charles McGoldrick, The Interpretation
of Financlial Statements, p. 31.
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divided by 180 months to determine the monthly depreciation.
The same procedure would be followed with a building with a
ity year estimated 1life, or with a truck with a four year
estimated life. One can see the problems which arise,
especially in the minds of industrial engineers when they
find that two machines have the same depreclation rate even
though one 1s In operation eight hours a day wﬁile the other
operates twenty-four hours a day. As a nation of automobile
owners, most Americans realize that the,ﬂepréciation on a
new car, as measured by trade-in value, is heaviest in the
first two years of ownership. |

What does all of this mean? It means that when an
investor looks at a Statement of ﬁﬁnancial Posltion, he
cannot assume that the stated net value (gross value less
reserve for depreciation) of the real estate and equip~
ment is worth the exact amount of dollars sc stated:
certainly not from everyone's viewpoint. Furthermore, if
the fixed asééts are misstated from anyone's vilewpoint,
then the net profit shown on the Statement of Earnings is
misstated from someone's viewpoint, This does not mean
that the Statement of Flnancial Positlon and the Statement
of Earnings have no value for the investor. On the cone
trary, when the figures are understood, they can tell a
revealing story. Accountants generally are congervative
people, The Statement of Financial Position and the
Statement of Earnings presént a conservatlve pleture of a

business., Accountants are inclined to overstate liabilities
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and understate aasets, where eatimates are involved in
the Statement of F:.nancial Position. They are inclined
to overstate expenses and understate income where estimates
are involved in the Statement of Earnings, Where
differences of opinion are involve&, I believe thaﬁ
most errors in estimatlon would be in the direction of
conservatism, é,\spééially' on statements which are audited
by independent public accountants, , |

- There ave some people who would not agree that
the Balance Sheet should be called a "Statement of
Financial Position.” These people apparently feel that
ihis ptatement does not Indicate the financial positinn
of the business because the asset values (stated at cost
in most cases according to generally acceéte’d accounting
practices) do not conform to their viewpoint, We must
remember that different groups of people have different
viewpoints. Indeed, there are differences within groups,
The accountants want a conservative statement of aasets, |
1iabi1i.‘c1es and profit and most company managers agree
with this posifion, even though they might 3.1ke to make
a good profit showing., Perhaps some investors would want
the assets to be valued at their "ralp market value®
rather than cost so that the 'book value ci' the common
stock would be a more accurate measure of market value of |
the stock, HMr, Roy A, Foulke, a Vice President of
Dun and Bradstreet and author of the authoritative hcok,
?ra.c‘cical Financial Statement Analgsis, takes the position
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that balance sheets should be based on "current economic
values."” Presumably, by current economic values he
means fair market values. He cites an example of a
plece of land, a building or a plant that cost $100,000
ten years ago, and may have a "current economic value"
of only $25,000 due to a depression, purchase at an ,;
inflated price or change in the neighborhood. He saﬁs
that this same asset could have a net #élue {cost less
depreciation) on the Statement of Financial éosiﬁiqa_ot
$80,000, This is an unlikely situétianﬁ. It seemé more
1ikely to me; considering the rise in prices since World
War II, that the property might ﬁave a "current economic
value® of approximately $10ﬁ,009.6 Mr. Foulke completely
ignores this possibility. ‘

I believe that there are many valld reasons why
balance sheets should not reflect ™current economic
values." Some of these reasons follow:

1. "Current eccnﬁmic values" was defined

above as fair market value, but what 1s
fair market value? "Fair market value

has been defined as the price which would

5. Roy A. Foulke, Practical Financial Statement Analysis,
PP» 85“'86 . .

6. National Industrial Conference Board, Incorporated,
“oongumer Prices", Chartbook of Current Business Trends,
{1961::Edition, ReviSed; New York, 1001)s P. 5. |
From 1950 to 1960, the Bureau of Labor Statistics
Consumer Price Index rose from 102,8 to 126.5,

124% of $100,000 - $20,000 = $104,000,
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probably be agreed upon by a seller
willing, but under no compulsion to
sell, and a buyer willing, but under
no compulsion to buy, where both have
reasanahle'knﬁwledéé of the facts‘
The definition has been criticized on
the ground t&at the term Tmarket' pre-
suppases.actu&1~competiticn;”7 Rbtice
the word probably in the definition.
Note also that the authers state that
the definition has been criticized.
But let us make the very unlikely assump§
tion that those individuals who would be
responsible for valuing carpérate assets
could agree on a definttion of "current
economic value" or a basis for valua-
‘tion, Even in such a case, I believe
we would find situations similar to the
case of the homeowner, who tells the tax
assesgor his home is worth X dollars and
tells a prcspective buyer his home is
worth ¥ dollars, Rudolph Walter Schattke,
1n.hi§ dissertation, The Implications of

Economie Concepts of Income ané Profit

for Accounting wrote, “one cannot find

Te Prentiéeéﬂail, 1951 Federal_Tax.Ccursq,>p.V1596‘
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any single authoritative and compre~ |
hensive economic‘concept;_nor 1s there
any slingle source of pertinent economic
concepta™® {of income and profit),
Surely, it seews toﬂme;.there'WGﬁ1ﬁ be
almost as wmany concepts of "current
economic values” as there would be

 appraisers, ) _‘7

2. Some~Writera have suggested that the

“econamic»value“}concept for Statements
éf Financial Péé;tion is so Important
’thét all business assets, and espécially

- fized assets, shéuld bé appraised every
year. If wevassume that competent
appraisérs could arrive;at fairly uni-
form values for identical assets, such
a procedure would be a practical
absurdity. The scope of the Jjob and
the cost to the bﬁsiness enﬁérprises
would make this procedure pronhibitive.

3. Some érediﬁ_men are reaily :hinking of

ligquidating value when they say "current
economic value.” They want to be sure

that their loan 1is protected if the

8., Hudolph Walter Schattke, The Implications of Economic
‘ Concepts of Income and Profit For Accounting, "Absiracts
of Dissertations in Accouncings 4ne Accounting Review,
Volume XXXV, Number 4, October 1960, p. 63U8.
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businessAis liquidated and the assets
are sold to meet outstanding liabilities.
When é business is forced inte bankruptcy,
the sale of the assets can be in the
nature of a distress sale, Whether this
be the case or not, investors should re-
member that an:éaset always has more valueA
when it 1s being used by a going concerns,.
than it has as an itemfavailablevfdr sale,
For example, a clgarette making machine
ﬁay be twenty years 0ld, and fully dew
preciated on the manufacturerts books
and s8till have considerable value, if
the machine is in use, <‘  h
Finally, if we followed Hﬁ..Fculke'a
suggestion, we would begin to return to
the days of wahereﬁ‘steck, in my opinion.
Watered stock is a term that has been
applied to common stock which has been
inflated in value, by ficﬁitiously‘in#

creasing the value of assets., The term

- watered Btock was first applied to the

cattle which were brought into Chicago
in the days of "Cormodore” Vanderbilt,
full of water after haviné been}fed salt
to make them thirsty. Suppose that

manufacturers! inventories could be
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valued at market values, Then it would

be possible for the manufacturer to pro-

ducg goeds at cost, value them at market,

and show a book profit without selling

$1 worth of goods, The Vgenerailyi

acceptedlaccountingrprinciple“ of valuing

most assets at ccét 1s not pefﬁect, |

However, the cost.ccncept is exceedingly

wmore precise than % curpent economic

value,*
The final group of items on the aéaet side of the Statement
of Financial Position is frequently called, "Other Assets”
since it consists of neither current nor fixed assets, )
This group of assets way include investmenta in and advances
to subsidiaries (companies over which the parent company -
| has control), brands,.trademarks and gcodwill, prepaid
expenses anévsundry racelvables, Frequently, published
Statementg‘cf Financial Pos;tion tell.thé investor very
little about the nature of these assets., Fortunately, the
total amount of these assets 1s‘usu311§ a‘émall peréent&ge
of the total assets of the ccmpan3¢9

There is a tendency toward diversification by large

business enterprises today and this tendency has been

rasponsible for the merger of a numbsr of companies, Very

- g, In registration statements to the Securities and Exchange
Cormission, registrants are required to state separately
investments or other assets in excess of ten percent of -
the amount of all assSets other than fixed and intangible,
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often these mergers are affected by an exéhange of stocks
with the larger company ending up with over 50% of the
smaller company's voting stock. 'Thevémaller company then
becomes a subsidiary of the parent company. Sometimes the
subsidiary company accounts are conﬁalidated with the parent
company's at the time the financial atatéments are prepared.
The cash accounts are combined,\the inventories and.fiked
assets and all otherfaccounts‘&re~combined, Inter-company
ttems such a8 an advance from the parent company to the
subsidiary company would be eliminated from the totals,
The result would be a consolidated Statement of Financial
?ﬁsition for the parent company and 1ts.consclidéted ‘
subsidiaries, as if tﬁey Were a single corporate entity,
Scme'eompanies:do not consolidate foreign subsidlaries
1n£o,their financial stafeméntS. Instead, they show In
their own Statement of Financial Position an investment in
ncn-coﬁsclidated foreign subaiﬁiaries‘

®Investments” can be a mysterious item in the
Btatement of Financial Pasitian. Tt should not be passed
over lightly by the proapective,inﬁ&stor. Many gquestions
should arise in the 1nvést§r's mind, Is the investment
carried at cost? The statement should give the answer.
Is the investment in stock or bonds which have a market
value? If so, the statement should give the market value
parenthetically or in a footnote, Does the investment have
anything to do with the conduct of.éhe main enterprise? In

short, the prospective investor should find out all he can
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about the item of investments, He should be especially
interested in investments in subsidiaries, finding out who
the subsidiaries are and what their finanecial condition is.
The old ad&ge;'?ﬁ chain is as strong as its weakest 1ink"
might well be applled to subsidiaries. | :

Brands, trademarks, copyrights, formulas, franchises,
'patents“ana good will are called intangible assets, Tﬁefé
may be pleces of paper or legal documents which substantiate
'#he presence of trademarks, copyrights, fcrmulés,rrranchises
éﬁd patents, but it is almost impossible to determ;ne the
‘real,worth‘of‘these;aséets‘ Good will is even more 1llu-
siveg It 1s entirely proper to include these items In the
Statement‘of Pinancial ?osition'as assetis, if’they have been
‘bought. For éxample,‘cash is spent in perfecting and
recordingia patent, ortin ocbtaining & copyright or in pur-
chasing a franchise, Company "X" may purchase Company wyht
paying an amount in excess of the book value of the "Y" ‘
company stock, This excess payment would presumably be
good will of the "Y' company, which would become an asset
of Company "X". However, all intangible assets should be
- amortized over a perilod of years. Patents have a seveniteen
year life, Copyrights have a twenty-eight year life. Some
intangible assets, such as patents and trademarks can have
very real value even when a business is liquidated, Other
intangible assets, such as good will have 1ittle or no value
,.1n;11quidation. The real measure of the value of intanglble
assets is shown by t&e ability of a company to earn a prnfit

year after year.
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Good accounting practice does not permit a business
to place arblitrary values on assets, especially 1ntangibie
ones, As stated previously, the asmsets have no value as
far as the accounts are concerned unless they have been
bought for a price. In 1959 four cigarette manufacturers
who spent great sums of noney to advertise their brands
showed brands, trademarks, patents and good will in their
Balance Sheets as foilcws:lo

R, J. Reynolds Tobacco Company | $1

The American Tobacco Company $1

P, Torillard Company & Subsidiary
Companies , $1

Philip Morris ‘
{Less Amortization) ‘ $1,898,659.

Many large industries valde their intangiéle assets at the
nominal amount of $1. This demonstrates the conservatism
which is characteristie4of accountants,

As part of the Other Assets classification of the
Statementynf Financial Positlon, we also £ind Prepaid
Expenses and Sundry Receivables, Prepaid expenses fall
into two categories. There are prepald expenses which may
have some value in liquidation and there are others"(alsoik N
called deferred charges to expense) for which no possibility
of cash recovery exists. In'tbe‘first group we find prepaid

10. R, Jg Reynolds Tobacco Company, 1960 Annual Report,
p.. 1 - : . i ‘ ’
The American Tobacco Company, 1959 Annual Report, p. 16.
P, Lorillard Company, Incorporated, 19-9 annual Report,
Philip Morris, Incorporated, 1960 Annuai Report, p. 14,
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insurance, Fire insurance premiums are paid in advance
and usually éaver~a three to five year period. This expense
1s chargeable over the protection period on a pro rata
basis. If the company cancelled the pollcy at the end of
eighteeniﬁontha,iscme cash refund would be received, In
the second group we find items such as bond discount,
organization expense, and development expense, Setting up
vthesa expenses as aﬁsets is énAaccouhtiag:method by which Y
the expense may be properly charged over a period of years,

 The term "sundry" is indefinite to say the least,
Hebster defines sundry éslﬁaeveralg 6iver3;,more than one
or two; varioua,"ll Fortunately, the dollar amount of
1tems such as Sundry Reeeivables, is usually small 1n
relation to the total assets of a business. If sundry
receiv«bles Were large, the 1ntelligent investar would 1n~
aist on a more detalled explanation. Are the receivables
due from officers of the cémpany? Are amounts due from
emplayeés?‘ How long have the reééivablea been outstanding?
Do they represent legitimate collectible itenms?

We have considered allvof t&e main asset classifica-
tions on the Statement of Pinancial Posltion., We consldered
current assats‘anﬁ,currenthliabilitigs, A good part of this
chapter has been devoted to a éiscussion of flxzed assets,

the “tools” which.facilitate the revolving of the current

11, ersfer‘s Hew Ihternational Dictionar* of the English
ef; ¥, oturges

anguage . ito
TracEg, eval Baltor, (The Merriam Series; i) Springfield,
Massachusetts: G, & C Merriam Gompany, 1928), p. 2080,
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assets and current liabilities, Other Assets were discussed.,
Now we come to the sections of the Statement of Financial
Position which represent the relatively fixed capital of

the business. ’

- Capital in the economic sense is the value of
producer's goods as opposed to consumer poods and 1s- the
result of saving,? . In the accounting field,- the term
"capital” is applied to those sections of the Statement
of Financial Position which répresent‘sources‘of funds,
farmthe~purchase or production of assets, There are two
natural divisions of corporate capital which 1nd1caté the
source of the capital, Those divisions are borrowed '
capital and ownership capltal., Let us consider borrowed
capital first.

Usually, borrowed capital is called "long term
debt” or Funded Debt or Fixed Liabilities on the Statement
of Financial ?osition. One tyée of long term debt is
proéissory notesa, It is unusual for a large corporation
to have a substantial amount of its long term debt in the
form of promissory notes, "A promissory note is a written
promise to pay arcertain sum in money at a defin;te time to
the order of a specified‘éerscn or to the bearer."l3
Ordinarily, notes payable to banks or notes given for
purchased merchandise would be of'shart duration, The

12, Halph Eastman Badger and Harry G, Guthmann, Investment
Principles and Practices, p. 16,

13. Howard S. Noble, Accounting Principles, p. 24,
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prospective investor, let us re-emphasize, should be
susplclous of large current notes payable, which might
indicate an 1inability of the business to meet its current
obligétions promptly or to generate 1its own working capital,
However, in the cigarette manufacturing business, it is
customary to borrow large sums from banks in order to
finance ieaf purchases and carry leafl inventories for
about three years, | |

There 1s something to be said for borrowing money
rather than issuing stock, In this period of high corporate
and individual taxes on inco&e, it is good business to
borrow money rather than use one's capltal, provided the
borrower can make more profit.with the bbrrowed money than
the iﬁﬁerestfcharges. Interest, of course, is a deductible
business or Individual taxpayer expense, put dividends are
not, _

This principle.is called "trading on the equity.”
Hefe 1s how 1t works, Suppose that the owners of a
éorperation are convinced that their business can earn 20%
per annum before taxes on all capital invested, The present
capital is $2,000,000 in common stock., The question facing
the officers and owners of the‘corppratiényis'whethér to
i1ssue new stock, or to borrok the money at 6% interest,

The following examples show the resulis of each course of

action.
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EXAMPLE 1,
Present Capital ~ Common Stock
New Issue - Common Stock
Total Capital
Assumed 20% Return on Invested Capital
Assumed 50% Income Tax Rate
Avalilable for Common Stock

Rate of Return on Common Stock

EXAMPLE 2,
Present Capiltal ~ Common Stock
New Capital - 6% Long Term Promissory Notes
Total Capital
Assumed 20% Return on Invested Capital
Less 6% Interest on Notes
Net Profit Before Taxes
Assumed 50% Income Tax Rate
Avallable for Common Stock

Rate of Return on Common Stock

$2,000,000
3,000,000
$5,000,000
$1,000,000
500,000
$ 500,000

10%

$2,000,000
3,000,000
$5,000,000
$1,ooo,ooo
180,000

$ 820,000
410,000
$ 410,000
20;5%

let us assume that earnings dropped to 2% on’invested

capital;

In this case, the $100,000 earnings on invested

capital.would not be sufficient to pay the 1nterest on the

promissory notes shown 1n Example 2.

These examples

illustrate the potentlal for increased earnings per share‘

for the common stockholder when "trading on the equity" is

successful, and the posslbility 6f no return at all to‘the

common stockholder, in lean years. The examples also
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demonstrate the greater risk which stock ownership involves,
Interest payments must be made to avoild bankruptey, but
money 15 available for common stock only when a profit
is made, ~The stockholder takes a greater risk than the
creditor,ibut reserves the right to receive all of the
profits after paying Interest charges on the borrowed .
capital, The principle of “trading on the equity"™ applies
to all long term debt, and'éo'preferred stock to some
extent, | )

A second type of borrowed capital is the bond
Here we encounter an instrument in which an individual can
invest;'uTherefcre, it iz of prime concern to the_prospec«
tive investor. 4 bond, like a promissory note, is a
written promise to pay a definite sum of money at a
definite time. However, the bond contract can contain
many provisions bther than the principle amount of the bond
and the date of ilts payment., It is difficult to classify
bonds by type, since the bond contracts vary so much,
Certain characteristics of a particular bond are easily
distingulshed by reading the bond contract., The first
question that the érbspactive fnvestor should ask s,
"Are the bgn&s secured or unsecured?” In other words, is
the promise to pay backed up by a mortgage on certain .
assets of the company, or is payment merely guaranteed by
the character and éarning pawerkéf‘the borrowing éompany?
If the bonds are secured, what is the security? Are
’ﬁefinite.téngihle fixed assets pledged as security for the
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bond? Do the bondholders have a first mortgage on the
ausetu whereby they can acquire title to the property 1n
the event of a default?‘

| BpSQchred;bonés are frequently called,”debentures,f
Unsecured bonds are 1ssued under an indenture or bond
contract Jjust as sacured bonds are, The main difference
between\thé two éypaa of indentures is that the unsecured
bond 1ndenturé does not contain the "wortgage deed” which
is present in the secured bond indenture. Debenture bonds,
of course, do nat.h&?eaas»high a&clai$ on the assets of
the corporation as secured bonds, Since the debenture
bcﬁ&a depend on the general credit of the borrower for
their security, more risk is involved in their ownership
thén in secured b°“d§? 'Thiﬂ is one reason why debenture
bond indentures often contain sﬁecial.féatures.:

The most 1mpartant,special.featuregwhighvmay be
writtenﬂinta secured or unsecured.band.gcntraéts isktne'
cnnvefsicn‘privilage‘ This privilege gives the bondbolder
the possibility'cf‘participating in tﬁe increased earnings}
of a company an&‘it also provides a hedge against increases _
in the pr&ce 1eve1. Since bonds call fcr the payment of a
fixed_ratelcf interest, their value does not increase
greatly to reflectvincreaées in thevccnsumer.price index
or a decline i#Athe purchasing power of the dollar, Stock
prices do. Convertible bonds or&inarily permit conversion
into common stock of the company.‘ The value of the con-
version privilege, and.w&eﬁher the privilege should be
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exercised, depends on relative merits of the two securities

1nvolved,

1.

3.

Some of the considerations ares

Is the conversion privilege offered to
stimulate the sale of an otherwise
medliocre securlty?

Are dividends, or the chance of capital
appreciation through common stock
sufficliently greater than the interest
on the bonds, to compensate for tné
greater’riSK*whiéh is inherent in stock
ownership?

Can the aé@ck be acquired more cheapiy
by converslon, than by sale of the bond,

and purchase of the stock on tﬁe open

market?

Sometimes bonds are classifled according to the

purpose for which they are issued, "Refunding" bonds are

issued to pay off existing bonds, about to become due.

“Construction™ bonds are issued to provide for construction

of new property. Often govermment bonds of the "construction”

bond type have specific names sucb as "Water Bonds" and

*Sewer Bonds,”
Finally, bonds may be classified according to the

issuer, We are frequently'enjoined to buy Federal government

bonds, All types of governments issue~bonds; state, munlci-

pal, county and forelgn goverrnments, There are railroad

bonds, industrial bonds, and public utility bonds, This
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latter method of bond classification is the one followed by
Moody's Investors Service. This enables the prospective
investor to "look up® a bond in Moody's Manuals, simply by
Inowing the name and line of business of the bond issuer.
Moody's not only rates thousands of bonds as to quality
and risk, but gives the important features of both stocks
and bonds, let us repeat that one company's bond caniract
aiffers framﬁevery'other, This 1s one more reason why the
shrewd investor gets all of the facts before he invests,

Whlle bonds are evidences of debi, capital stock is
evidence of corporate ownership., The holder of capital
stock in a corporation actually owns a fractional interest
in the equity of’éhe csrpératian, The development of
corporation finance in the Unilted States,.however, has
resulted in the issuance of some corporate securitiés«which
might be called hybrids. These securitles are not strictly
contractual evidences of debt, nor do they have the features
normally found in common stocks, Income bonds, for example,
aré contractual as far as the principle amount of the bond =
is concerned, but the interest payment is generally contin-
gent on the esarnings of\the corporation,

Preferred stocks, on the other hand, are not
nomally a clear evidence of propcrtional ownership in a
corporation. Usually, the right of the preferred stockholder
to participate in the earnings of the corporation is
restricted, Very often the preferred dividend when it is
declared payable by the company board of directors, 1is
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limited to a certain percentage of the par value of the
preferred stock, Philip Morris Inc,, for example, has
cummulative preferred stocks with a par value of $100,

At December 31, 1960 this company had authorized breferred
stock of 169,862 shares of 4% Series and 117,540 shares of
3.90% Series, During 1960, $4 per share was paid on the
4% Series preferred stock outstanding and $3.90 was paid

on the 3,90% Series preferred atock, ¥ Furthermore, the
right to vote at stockholders meetings, and thereby par-

ticipate in the management of the corporation 1s usually
denied the preferred stockholders, Preferred stocks, unlike
bonds, do not require the corporation to pay a dgtinite sum
of money at a definite time, Dividends do not become an
obligation of a corporation until they have bcen declared
payable by the corporation'!s board of directors, The
equity of the preferred stockholders in the assets of the
corporation 18 normally limited to the stated value of the
preferred stock, In other words, the retained earnings of
the corporation does not represent a part of the preferred
stock equity. Preferred stock does have a claim on the
earnings and assets of the corporation, prior to that of
the common stock, Preferred stock is "preferred” as to
dividends and assets in the event of liquidation,
Consequently, preforred stock ownershlip generally involves

more risk than bond ownership, but less than common stock

ownership,

14. Pnilip Morris, Incorporated, 1900 Annual Report, pp. 16-17.
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There are almost as many types of preferred stocks
as there are bonds, Two oﬁtstanding types should be cone
sidered. o

Preferred stocks are either participating’preferred
stocks or they are nonﬁparticipaﬁing, They are either
cumulative preferred stocks or they are nan;cumulativg‘
They can be cumulative and participating. A participating
éreferred stock is one which has the right tulparticipate.
with the common stock in the earnings of a corporation,.
usually after a certain rate has been paid on the common
stock, ,

The non;cumulative prefefred étock of a particular
company is entitled to a dilvidend, before a dlvidend can
be paid on the cammqnastock‘ This 18 anenof the basic
features of preferred stocks, In a particular year,
'hcwever;'if dividends are not declared on a non-cumulative .
preferred stock, they are lost forever, When an issue is
called "cumulative™ preferred stock, the meaning is that
dividends which might be pald, but which are not paid
shéll be carried over from year to year, and eventually
the accumilated total dividends must be pald before
dividends can be pald on the common stock.*® One of the
classic examples of a cumulative participating preferred
stockfis~the”Virginia;Garolina Chemical Company's 6%

preferred. This stock has a par value of $100,anﬁ therefore,

15, Ralph Eastman Badger and Harry G. Guthmann, Investment
?rinciplea and. Practices, p. 216.
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the holders are entitled to a dividend of $6 per share
every year before any dividends can b& 9aié‘ta;the‘commnn |
stcgkho;éers. After the common Btock recelves $3,per share,
the preferred stock participates in the earningé’mith‘the |
common stock, The bad.feature of this 6% cumulative.
participating preferred stock is that as of June 30, 1961,
diviﬁend‘arrears_(back.payments due before any.paymenﬁ/
can be made to common Stockholders) amounted to $90 a
shave 16
- A cumulative participating preferred stock would

seem to combine certaln desirable features of both preferred
and common stocks, It would appear that a cumulative, B
participating preferred stock would be most attractive to
investors, Such a stock would not be an attractive method
of financingvfor,mcst,sound ngpanies@ - Generally speaking,
the investor should he,wary Q£ special inducements in any
class of security. Too often special inducements are.
offered“because:caﬂditions~are unfavorable in the financial
~ markets, when the stock 1s issued, or because the company |
has a weak credit rating. Most preferred stocks ave non~
cunulative ané,nqn;participaﬁing‘

. It is not owr purpose here to discuss the,relatiéa'
meritsiéf,d;fferent types of securities., Securities can
be found to fit any investment program, The’merit.cf.a

16. Standard & Poor's, Standard Corporation Descriptions,

P e Z, Oct., - Nov, 100L, L(New YOrk: otandard & Poor's

Corporation, Publishers, November 30, 1961), Volume
XXII, Number 33, Section 2, p. 7976. '
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particular bond, preferred or common stock, would depénﬁ
largely on the purpose for which the investment is made,
cr the goal of the investment program, The prospectivé |
investor should know why he is buying a particular.securiﬁy
and he should certalnly know what he is buying. The ,
corporationt's charter or by-laws sets forth the preferred
and common stock contracts, The most Important features
of these contracts are summarized in publications which
are found in all good public 1ibrarie3‘

Common stocks are, to me, one of the most exciting
investment media, What constitutes an ideal investment?
Mr. T, A, Wise, in his séries of articles on personal

investing in Fortune Magazine answers: "The ideal invest-

ment is one offering a high rate of return, a good

prospect of capital appreciation, 2 minimal risk of

capltal loss and no difficulty about converting. back to
cash rapidly."*7 As far as stocks 1lsted on the New York
Stock Exchange or the American Stock Exchange are éoncerned,
there 1s certainly no difficulty about converting back to
cash rapidly. Since both of these exchanges are market
places for thé entire nation, almost any 100 share lct can
be sold within fifteen minutes from the time the order is
placed with the broker, As far as the other requirements

of the ™ideal investment”™ are concerned, I am excited by the

17. T. A. Wise, "What To Do With $1,000,000,000,000,"
Fortune. tChicago,vlllinoisz Time, Incorporated),
Volume LXIV, Number 3, September 1961, p. 106. .
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prospect of finding the best combination of high return,
caplital appreciation, and a minimum amount of risk»ta»x
achieve m&'own particular investment goals, 0Of course, the
most important of these requirements to me might be the least
important to you, _

It has been stated that common'stock represents
corporaée ownership, Actually, the coomon stockholder‘is‘
in a position similar to the average American who owns his
home or his car although the bank or finance company has a
prior clalm on these assetis,

CQnsiéer-the.case of a man who 1is buying a home,
When the purchase of the hnmeiis-firat made, the purchaser's
equity is limlted to the amount of his down payment, The
bank or mortgage ccmpanﬁ has almest the total amount of
equity in the home, After ten years of timely payments
on the morigage 1lability, the homeowner has increased his
equity and decreaseé the equity of the mortgagor./'The same
thing happens when a corporation reduces itstﬁgbta‘hr any
other clalm which 1s prior to the common stock. Thefeomgon
stockh@l&ers have & larger percentage of the value of ?hav
assets, If the homeowner declded to rent his home, the |
entire profit (rent income less expenses including mortgage
paymenf and tazes) would be his, In the same manney common
stockholders own 2ll of the.prafits and,losses.gfka COYpOYrs-
~ tion after the satisfaction of all prior claims. A simple
Statement of Financial Posltion will lllustrate this
principle:
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X CORPORATION
STATEMENT OF FINANCIAL POSITION
DECEMBER 31, 19%2

Current Assets $ 300,000
Plant and Equipment 700,000
Potal Assgets (§1g90ﬁ;000
aurrént~1¢ab111t1esv $ 100,000
Long Term Debt :
(43% First Mortgage Bonds) 300,000
Common Stock ‘
(500,000 Shares, Par $1) 500,000
Eetainedzﬁarnings 100,000
Total Liabilities & o :
Capital $1,000,000

Let us suppose that the ownexs of X Corporation,
pictured in the preceding Statement of Financial Pasitian;
decided to liquidate the business. Further assume that
the assets are sold for their book values as they appear
in the Statement of Financial Position. In such a case
all of the corporation debts would be fully covered, The
bondhoiders, with a first mortgage on the plant and
equipment, Would be paid out of ‘the proceeds of the sale
of that equipment. On the other hand, if the sale of the
plant and equipment had not satisfled the 1iability to the
bondholders, they would vank ahead of the general creditors
in the distribution cf“tha proceeds of liquidation;"whe‘

general creditors wéuld rank behind the~hondholﬁef8, except
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that If any wages, salaries or taxes are included 1In
- current liabllitiles, these*ﬁauld:bevpaid before general
unsecured creditors., Since, however, we have assumed that
the assets are sold for their book values, $600,660 would
be left for the common stockholders, Conversely, if the
assets had brought only $400,000, it 1s apparent that the
common stockholders wbulé,surfer'a total loss.

The X Corporation Statement also illustrates two of
the three values frequently assigned to common stock., One
of these values is par value, which in the case of X
Corporation is $1 per shave, The par value of a share of
stock 1= simply‘tha valua'ﬁhich iz assigned to the stock In
the corporation charter. This value has no relatlion to the
book value or ia the“markeﬁyvalua of the stock. Some
comman stock has no par value and instead has a stated
value assigned by the Board of Directors, If the X |
Corporationts common stock had a stated value of $400,000
and $500,000 had been pald for the 500,690«shareskthe
stockholders' equity would appear as follows:

Common Stock {No Par Valuej 500,000 Shares) $QQO;QOG

Capital Surplus $100?003

Retained Earnings $100, 000
In determining the book value per share of common stock for
any corporation, it is always advisable for fhe analyst or
investor to deal with tanglble stockholders! equity., This
means that from the total stockholders' equity we should

deduct the ampunt of 1nténg1ble aasets, shown on the
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Statement of Financial Position. The tangible book value
is a measure of the value of the stock, which assumes that
the assets are worth thelr stated‘values on the Statement
of Financisl Position, and Binee some 1ntangib1e asseta
cannot be s0ld, it is best to eliminate all of them, ”The
'book value really measnres, therefare, not what the stack~
holders caald get out of their business (its liquidating
value) but rather what they have put into the>busineas,
including undistributed earnings.“ls The steckhclders'
equity in X COrporation is made up of $500,000 represent~
ing 500,000 shares of common stock and $190,000 in retained
earnings, Since the X,Corpcraticn haa no intangible assets,
fthe book value 13 fcuné~by dividing the equity which is
applicable to the comman atock, by the number of sharea ,
outstanaing. $600,009 + 500,000 shares = $1. 20 per share.
Neither the §ar value nor the hoak,value\of‘a,stggk bear
any particular>relétiqn'to its‘market value, Tﬁe»market ’
value, of course, 1s the final measure of a s#éckfs worth,
Dally nawspapera in all principle cities earry mérket
quotations for atccks listed on natioaal exchanges, such as
the Eew‘Yark'and American Exchangas._} o

) Cammon stackhalders, a8 owners er a businass, have
cértain rights. Scmetimes a corporatinn has two issues of
common stock known as Class A and Ciass B stock with only

18, Benjamin Graham and Charles Ebﬁaldrickg The Interpretan
tion of Financial Statements, p. 42.
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have the rights

1.
2e

3e

5.

Te

to tr&nafgr;cwnerahip:cfAsharesilg

to ,recelve dividends when earned an&
declareﬁ by the directers in accsréanca
wiﬁh the terms of his stock,

to inspect the corporate books (register

~of stockholders, n9t the financial

records});

tc'subséribe to new 1ssuearof conmon
stock in,proportion to stock holdings,
tc exercise propartionata control
through vating gawar; (In some. cases

a. class of the atock cutstanﬁing
will not have the voting privilege.)

to vote cnfqnesticns,affegting»thep
cvrpératinn as~aakhéle, sush'aé in;
‘creasearin7capitalizétinn,iamendments
ta~the ¢harter, etc.g

to. share in the proceeds of dissolution
after~bonﬂs and preferred stock,
specifically glven priority as to assets,

have been:redeemed‘

19.

Birl E, Suhultz, The Securities market and How It

Ordinarily, however, common stockholders

Works, p. 44,
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| Cne other term that the Iinvestor may encounter in
the Statement of Financial Position, in connection with
stock, is the term “Treasury Stock,” Treasury stock can
refer to either common or preferred stock, Treasury stock
13 merely a company's own fully paid issued stock which it
has feacquiredi When a company purchases 1ts own stock,
the par or stated value of the stock should be deducted
on the Statement of Financial Position from the total
amount ocutstanding. ﬂfhevdifference between the purchase
' price and the par value should be reflected in capital
surplus, _ ‘

Capital surplus usually arises from the sale of
stock at - an amount In excess of its par or stated valne,
This source of éapitalzsurpluﬁ.was demonstrated in
connection with X Corporation previously. Capltal surplus
can be donated to the corporation or it can arise as the
result of the purchase by the corporation of one of its
oun obligations at a discount,

Surplus, especlally aé it is applled to earned |
surplus, is perhaps the most widely misunderstood accounting
term to be found on the Statement of Financial Position,
"We all know that there have been cases before our courts
where a declsion has been based upon a;clear miaunﬁerstaﬁd%
ing by the presiding judge of the significance of
financial reports, The word 'sﬁrplus‘ has most often
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been 1ﬁvolve&@‘¢;“201'ﬂast of the confusion among laymen
seems to stem from a tendency to think of surplus as cash,
Surplus, in the accounting sanse, is not caah. The only
‘cash on a Statement of Financial Position are the items
which are described as "Cash on Hand™,"Cash in Bank" or
simply “Cash;“f Accountants cannot agree what type of
entries should be made in the earned surplus account, It
has been statéd previbusiy that ecbhdmists cannat agree
on a concept of income. It is»cértainlﬁ‘nofﬁander thaf
accountants and economists cannot agree on this matter,
Hebster offers fwo definitions of surplus*

1, That which.remains over and above ‘what
has been used or 1s required.
‘2, LAW. - Assets in excess of liabilities.

The residue of aﬁVestafé after all

debts;and legacie& are paid,
Very little else, of-a general nature, can be said about
earned.surplus ‘because ﬁf the dirference in view& as to
what canstitutes a proper debit nr'credit to the earned
surplus account. HMost accountanta would,agree, haw&ver,
that earneé surplus, accarding to generally accepted
accounting standards ' represents the residua or the excess
over what has heen used‘, This means that the earned sur- |

plus at the end of the year : reflects gll.cf the charges

20. Frank A, Singer, "Needed: A Glossary to Accompany Audit
Reports s The Accountin Review. Volume XXXV, Number 1,
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that have 'been made against income and a}.l of the ent:ries
that have been ma.ﬁe d‘}.rectly to earned sm:'plus aince the
business began. So mueh confusisn has resulted from tbe
tem Fearned surplus", that thare is 8 trend toward call&ng
this 1tem ¥retained earnings nz* something other than eamed

aurplus.



CHAPTER IV
THE STATEMENT OF EARNINGS

The statement variously known as the ™Statement of
Earnings,” the "Income Statement” or the “Profit and Loss
Statement™ 1s the 1ink betmeen two successive Statements of
Financial Position‘ ﬁctually, tbe Statement ef Earninga ,
explains in ﬁetail that part of tha net changg in the earned
surplius batween two statement dates which resulted fram
operations, Statements of Earnings vary as to detail but
they all are designed to present the same story- ‘

1, How much the campany took in through

| operations during the pericd,

2. 'How much.expensa the company incurred

éuring the perlod-

3. How nuch net profit remained alfter neeting

these expenaes.
Eany of the descriptions of amouﬂts appearing on carporate
Statements of Earnings are familiar‘to laymen. Nearly all
items are self-explanatary as far as the meaning is concerned,
A manufacturer or a merchant has salegg a railroad or utility
has operating revenue; a laﬁyer haa fees, ﬁhether income
frcm operations is callad sales or fees, it 13 still income,

The Statement of Financial Position was compared to

a anapshnt of a businesa, since 1t shuws the assets,

’-106-
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liabilitles and owner's equity as of the close of business
on a given date. If we continue with this type of caompari~
son, the Statement of Earnings would be compared to &
moving picture which shows the results of the operations of
a business between two Successive spapshots, The Statement
of Pinancial Bcsitign indicates the quantity §§‘theu&ssets,
11abilities and owner's e-qixxty‘ ' The Statement of Earnings
tells something of their quality. All Abi;.s\ines{aes_,? if they
agg prp££tab1e,Jar§'more valuable as a going concern than
they are as a group of assets,onra'particular day. Indeed,
the real measure of the value of an asset is its ability
totproﬁuce‘ a profit. Moreover, the'p:ofits'or_thaf
anticipated profits of a business affect the supply and
demand for the company's cammon stock (and therefore, the
stockts market price) as wmuch as any other factor.
Let us Bee how the Statement of Earnings provides the
’link hétween'two‘successive'b&lance sheets, The Amerilcan
Tobaccoscompany glves the full story in,onevﬁiatgmgnt of
Income and BetainedlEarnings‘althcugh mahy‘¢ompanies use a

separate statement for retained earnings.



Examxmn1

THE AMERICAN TOBACCO COMPANY
CONSOLIDATED. ST&TEMENTS OF INCOME AND RETAINED EARNINGS

FOR_YEARS ENDED DECEMBER 31 1959 1958
Net Sales $1:161:376:858 $1,105,176,334
: 1,131,806

Cost of Sales, Selling, General and Administrate Expenaea 1 019,129,251
-~ Operating Profit , , ~
Other Income

Interest and Related Charges
Other Deductions from Income ; 51 1,524,477
Total Deductions . ' 5 (2152 B 9,53 >
Income, Before Taxes on Income ¢ 130,071,270 § 2,990,
Federal and Other Taxes on Income ; %2,82%,000 - 66t1;8,000
Net Income 03,240, 2950,
Retained Earnings, beginning of year (Includes » -
December 31, 1957, Retained Earnings of a previously

unconsolidated subsidiary) 2 89,70 eou:aei%:osl
. 230, ¢ LI A

Cash Dividends$ y
- Common Stock, $5 per Share $ 32,562,610 $ 32,562,610
Preferred Stock, g 166,086

6 per Share C 166,986
Total Dividends K ,

Retained Earnings end of year . o S .
(Note 2) * § 254,008,381 § 227,389,707

-~ 80T ~

1., The American Tobacco Company, 1959 Annual Report, p. 15,
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Two notes were presented to this financial statement. The
fcllewing note_waé printed on the statement itself: {
Depreciation provided and charged to costs
~ and expenses amounted to $5,215,154 in 1959
and $%4,849,930 in 1958. . |
Note 2, accompanying the finahcialAstatements, ahdhan
important Source of information about the statements made
reference to the retained earnings at the end of the year
‘as followss: | | B
Under the provisions of the indenture relating
to the twenty %gar 3% Debentures, due
January 1, 1968, cash dividends declared on
common stock and payments made in purchasing
shares of any class of the Company's stock
subsequent to December 31, 1947, may not ex-
ceed the aggregate of $15,000,000 and
consolidated net income earned subsequent to
December 31, 1947, less dividends paid on
preferred stock. At December 31, 1959
approximately $220,600,000 of retained
earnings was free of this restriction.

- Several ﬁhings might be noted about the American
Tobacco Company Statements, The first of these is that the
statements are consolidated statements, Note 1, accompany-
ing the statemenis, tell us that they include all wholly-
owned subsidiaries and that adjustments were made in the
1958 statements to re:;ect'tnefacquiaiticn of The Golden
Belt Manufacturing Company in January 1959. Generally,
this means that the income and expenses of all wholly-owned
 subsidiaries have been included in the consolidated state-
menta5s£‘income and retained earnings. Secondly, we note
that the statements cover a periocd of time rather than a

econdition on afparticulérgﬁate.
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. 7The first rigures oﬁ'the Canséigdatedetatement of
Income and Retalned Earnings‘are‘dgsg?ibeﬁ;as “net'sales.”
Most cqmpanig&,'in_their}annual‘reéort £q»stoé&holders,
combine acgéuntsyin_araer»ta.condense the statements, and
to keep stoekho}ﬁe?a and their competition in the dark
‘about-such things as aévertiaing expénéas, i*;'&zv:.u.sa-;»s;a:}.vé.s"
would include the total value of all or;ginaljbillings for
goods aeldgduring~the accounting period,  Th;s/amonnt~wou1d
be decreased by cash discounts and*sales!réturns and |
allowances to customers, in order to arrive at net sales,

~ Cost of Sales, Selling and Geperal and Administrative
~ Expenses cover a multitude of expenses. The cost of goods
manufactured, which 1s only a part of the cost of goods
sold, for a manufacturer llke Tharﬁmerican Tobacco Company,
includes many different ty?es bf'expanses. | manuﬂacturerf
may begin a perioed with a certain amount of inventory in
the process of manufacturg,»lﬂhis;inyentory is in various
stages of manufacture, Consequently, the more nearly
finished the product becgmes, the highervthe unit cost
becomes. In order to determine the §¢s# of gaéds;manupk
factured, the manufacturer adds the cost of raw materials
put into process to the beginning inventory of goods in
process, To these costs, he adds labor and other factory
costs which are properly chargeable to the manufactured
product, From the total of these costs, he deducts the

closing inventory of gqo&alinnprccess, érriving at the cost
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of goods manufactured, Cost of goods sold, for the
manufacturer; is made up of three elements. These cost
élements»are materials, labor and overhead. ‘Gve:head
rinciudék akch 1temé as supér#ision,.depreciatian, repalrs
and maintenance, uﬁilitiea, plantvinsuranca and taxes,
operating supplies and cleaning supplies‘ The trading
cancer&,‘whieh»does~not manufacture its product, deals
~ with purchases and finished prcducts 1in arriving at its
-cost of goeds sold. Usually, purchases, anﬁ frsight on
purchases are addeé to the beginning inventory‘ The ending
7inventory i85 deducteﬂ to arrive at the cost of goods sold.
(See Exhibit € in ahapter I, page 65.)

Ganarally, eetl*ng expnnaes are %hose‘which are
clcsely asaociateﬁ‘with the sale of a product or service.
Selling expensea might 1nc1uﬁe salesmen's salaries and
| cammissiona, salesmen's expenses, sales promotion expenses,
advertising, marketing and ﬂistribntion expenses,

Other expenses are incurred in the general conduct
of the affairs of the business which are neither direct
costs of the product, nsr'selling expenaea.' This'group of
expenses is often called,general.and administrative expenses,
S@me of tbe types cfrexpenaes are officerst salaries, office
expenses, computer rentals, auditor's fees,,ﬂcnationa and
bad debts, ) |

Inﬁtead of th& one item on.the American Tobacco |

eompany statement described as MOperating ?rofit,‘.a more
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detalled statement might show three items, When the cost
of goods sold 1is deducted from‘net sales, the resulting
figure 1is gross profit on sales. A further deduction of
the selling expenses gives us the net profit on sales,
When general and administrative expenses are subtracted
from the net profit on salés, we arrive at the net profit
from operations.

Depreciation, as a part of the cost of goods '
manufacturéd,»is a major expense for many businesses, The
American Tobacco Company has included deprecia;icn in the
figures described as "Cost of Sales, Selling, General and
Administrative Expenses." 1In Chapter III depreciation
was discussed at some length, in connection with fixed
assets, However, it should be noted that the deprecilation
on the Statement of Financial Positlon is an allowance
which serves to reduce the value of the asset, ‘Depreciation
expense 1s the other side of this entry (a debit),~and it
18 included in the Statement of Earnings.

The American Tobacco Company follows the clean
3urp1us theory advocated by the Securitiesvand Exchange
Commission.? This means that the only addition to retained
earnings is the net income for the year, and the only
reductions are the amounts of dividends.

There are two opposing views of Earned Surplus or

2, United States Securities and Exchange Commission,
Regulation S-X, Form and Content of Financial Statements,
Article 11, D. 671«
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Retained Earnings, One is the current operating income
concept of surplus and the other is the clean surplus
theory. Those who_aﬁvocate:the current operating income
concept, feel that the Statement of Earnings should show
only income and expense for the current accounting pericd,
Any corrections of Profits for prior years, any~tax
adjustments for prior years, or-any extraordinary charges
or credits, would be made to Retalned Earnings under this
theory.

One reason why most large corporations follow the
clean surplus theory, charging extraordinary items agalnst
current income, is that it is impossible to perfectly
match income with expenses in.a particular. accounting
period, No matter how hard accountants try to accrue all
income earned but not received and all exéenses incurred,
but not billed, the time comes when errors are made,

Finally, we notice that the Retained Earnings appear-
ing on The American Tobacco Company Consolidated Balance
Sheets at December 31, 1959 was $254,908,381, the same
figure wﬁich appears at the hottbm.of the Statement of
Income and Retalned Earnings for that year, Thus, we are
told in this statement how much the Company sold, how
much cost and expenses were incurred, and how much net
income was added to Retained Earnings at the beginning of
the year, | | o

At this point, if the writer has been clear in this

exposition, the prospective investor should have an
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underétanding of fﬁe nature of almost anﬁ itém he éncounters
ona Statement of Financial Poéition. He should know the
purpose and the sisnificance of the Statement of Earnings.
How then does the 1nvestor detarmine frcm these atatements

whether an 1nvestment is good, bad or 1ndifferent?



GHAPTER v
ANALYZING FINANCIAL STATEMENTS FROM THE
COMMON STOCKHOLDERS®! VIEWPOINT

If someone told you that a certain company, about
which you had never heard, had current assets of $300,000,
you.ﬁould not know, from thisrfagt‘alane, whether‘the
$300,000 was gooé, bad or adequate, If this same friend
fold you that the companyts current 1iabilities amounted
to $400,000, you would prcbahly.think that a company
having more in current obligations than in current assets
must be near bankruptey. Ih,ﬁaking this analysis, you
nay haéekused>oné of the ahalytical methods to be described
in this chaﬁ%erf Egsentially,‘hcwever3 ana;ysisvis a
matter of comparison. We’all have,yarﬁstiééé or standards
in our minds, which are the result of our knowledge and
experience and‘ghich we use to Judge new faéts as they are
presentéd to us, If we do not have a suitable yardstick,
we try to find one. As»taf as financial statements are
concerned, analysis takes the form of comparison of numbers,
This comparison cén be 1nte:nalwor>externa1; By internal
compariscn is meant the comparison of differenf but relatéd
aspects of the same company. External comparison compares
one company or group of companies with another company or

group of companies,
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- One of the most effective methods of internal or
external comparison of financial statements 1s by means
of ratlos, or relationships. When expressing the relation-
ship between two numbers, several methods can be used.
We can say that the working capital {currant asséts minus
current lisbilities) 1s X dollars. One amount can be
expressed as a,percéntage of the other amount. We can say
that the company has $1.50 in current assets for every
$1 of current 1liabilities, Or, we can use a ratio, which
expresses the percentage relationship but uses whole
 numbérs and decimal fractlons rather than the percentage
sign. For example, if current assets amounted to $450,000
and current liabilities amounted to $300,000, the current
ratio would be 1.5 to 1 ($450,000 # $300,000 = 1.5).

Many ratios used in atatement~anaiysis have the
preposition "to" in the name by which the ratio is called,
The current ratic is sometimes referred to as current assets
to current liabilities. In the case of these basic ratlos,
the beginner need only remenber that the word "to" means
ﬁivlded by..

The use of a/ratio to express a meaningful relation-

ship between two numbers has one distlnet advantage over
the visual comparisen of the two numbers. Suppose that
we wanted to compare the R, J, Reynolds Tobacco Company
sales of over one billion dollars with thelr accounts

receivable (uncollected sales), The use of the sales to
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receivables ratio would reduce two very large dollar
amounts to a ratlioc which could be most significant,

The sales to recelvables ratio iaycaiculated by
dividing total net sales for the perliod under review by
the trade accounts receivable autsianding at the close of
the period. This ratio may be called a gqualitative ratio,
rather than a quantitative ratio, since it gives the user
some idea of the quality of the receivables, The rét10~may
be carried one step further to give the analyst a godd
indication of the number of day's sales which the receiva-
bles represent, For example, the netksales of the
R. J. Reynolds Tobacco Company! amounted to $1,532,?5?,685
in the calendar year 1961, At December 31, 1961 net
accounts receivable from customers amounted to $52,693,818,
$1,532,757,685 divided by $52,693,818 equals 29.09. Three
hundred and sixty-five days in the year divided by 29.09
equals roughly 12} days. This final calculation simply
tells us that the receivables represent approximately
12} days sales, The number of days'can be no more than an
approximation because net Salesvusually include at least a
small amount of cash sales which do not involve accounts
receivables; Retail concerns may have a substantial amount
of 4installment sales as well as cash sales, Bbwever,
regardless of 1ts limitations, when the sales~to recelvables

ratio for a particular company moves downward {or the number

1. R, Jé Reynolds Tobacco Company, 1961 Annual Report,
p. 10, . ;
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of days moves upward) over a gréceding period, the analyst
has a right to assume that the year end receivables for the
latest period are being collected more slowly. The follow-
ing table shows the relationship between the R. J. Reynolds
Company~$a1es and accounts receivable, The ratios,
calenlated from the Company's Annual Report, are also

expressed in number of days.

R, J. REYNOLDS TOBACCO COMPANY®

Sales to Day's
Recelvables Sales

1959 28,90 12,6
1956 27.97 13.0

1961 29.09 12.5

Here we have made an internal ebmparisqn of this tobacco
products company, comparing related aspeéts-bf the business
and also comparing several years, External comparison can
also be helpful, especlally when we do net know whether
12} days is good, bad or mediocre, The next table compares
the year end day's sales represented by the trade accounts
receivable for. two tobacco products manufacturers,
| DAYYS SALES REPRESENTED BY YEAR END RECEIVABLES 

‘R, J. Reynolds?®  American Tobacco Co.>

1959 12,6 | 16.3
1960 13,0 - 17.0

1961 12.5 i7.2

2. R, J, Reynolds Tobacco Company,,lgéc and 1961 Annual
Reports,

3. The American Tobacco Company, 1959 and 1961 Annual
Reports.
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Reference to the two companys! reports reveals that beth
sell products other than tobacco products, R, J. Reynolds
has its Archer Aluminum Division, One of The A@ericaﬁ ‘
Tobacco Company subsidiaéiea, The Golden Belt Manufacturing
Company, "manufactures printed labels, cartons, cloth and

cloth,bags,““

Nevertheless, it is apparent that at the
close of the three years mentioned, R, J; Régﬁolﬁs Tobacco
Company Accounts Beceivahle represented fewer days sales
than did those af The 8nmerican Tobacco Company, In other
words, Reynolds is turning this asset into cash, which can
be put back to work, faster than The American Tobacco -
Company.

Another gualitative ratlo which is often helpful
involves sales and inventory. Thils ratio is called the
salé& to 1n?entﬁry ratio and like the sales to receivables
ratio, Involves the Statement cf Earnings and the Statement
of Financial ?dsitian. I prefér, however, to calculate this
ratfa using the cost ef‘éales, réther than sales; since
sales include an element of profit which presumably the
inventory does not include, The relatlonship betweeu ina
ventory and the cosﬁ of sales is cbvious, Inventory as it
is sold becomes a part of the cost of aales. This rétio
can give the prospeetive Investor some 1nﬂication of the
number of month's sales represented by the inventery at.

the statement date, The analyst should be careful in

4, The American Tobaeco ﬁompany, 1959 Annual Report,
p' 9.
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interpreting this ratio, A ratio of 12,00 for example,
would indicate a one month supply of inventory. This
conclusion assumes that sales are evenly éivided_éhrcughaut
the year and thils is rarely the case, Furthermore, it is
essential that the user of thils ratie gﬁderstand-the
inventory requirements of the industry., A decline in the
cost of sales to inventory ratio might not necessarily mean
that the inventory is slower moving,., The company may be .
bullding up its Inventory positiocn in anticipation of
increased prices by the supplier or a strike at the plants
supplying its inventory, Perhaps they expect to Increase
theilr own sales., Furthermore, the analyst should realize
that clgarette manﬁfacturers include excise taxes of
eight cents per pack in their .sales and cost of sales.
Any ratioc of cost of sales to inventory, expressed in
terms of days (by dividing 365 by the ratic), for cigarette
manufacturers would be less than balf the actual number of
dayts Inventory on hand. Consolldated non-tobacco
subsidiaries and the method of iInventory valuation would
also influence this ratio,
| Stockholders have been accused of belng interested in
only one fact in corporate annual reports. "How much did
they earn per share?" If this is the case, it should not
be, And yet there i% séme~3astification‘for this attitude,
In Chapter IV it was stated that the real measure of the
value of an asset 1s its abllity to produce a profit., The
same thing might be said of an investinent. In Chapter IIT
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the ideal investment was defined as "one offering a high
rate of return, a good prospect of capital appreciation,
a minimalkriak“ef capital loss, and no difficulty'about
converting back to cash rapidly."™ Whether the individual
investor thinks that these considerations are listed in
' the order of their importance, or not, he certainly is
interested in the rate of veturn that the invesiment might
produce through income and through capital appreclation.
If we assume that all investors are interested in an
1nvestmeﬁt's rate of return, it is logical to analyze a
company or group of companies from the atan&poiﬁt of a
company's past abllity to earn a profit on the capital
which the management has at its disposal. '
I believe that any meaningful appraisal of a company
‘must take into consideration certain facts.
1, Businesses exlist to make a profit.
Businesses are going concerns, They
do not expect to liquldate tomorrow,
Therefore, the accountant who prepares
the financial statements 1s not
particularly concerned about the market
value of assets which do not havé a
ready market. Likewlse, the investor
should not be disturbed because fixed

assets are shown on the Statement of

5. T. A, Wise, "What To Do With $1,000,000,000,000." |
Fortune, Volume LXIV, Number 3, September 1961, p. 106,
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Financial Position at cost, After
all, the cost of the total assets
represents the total amount of capital
invested in the company; and the
1nveétor is interested in the return on
his part of tha£ investment,

2, The investor who is able to understand
financlal statements can make some
tests to indicate the quality of some
"assets, but the average investor must
rely, in the last analysis, on the
certified public accountant for the
very existence of some asseﬁ;.. The
best indication of the quallty of
tﬁe inventoyy, for example, is the
certificate of the certified public
accountant which states, "We were
present when inventorles were taken
by the company and checked procedures
followed in determining gquantities

ub The independent

and valuation.
accountant's certificate is the

investorts best indication that the
assets are accurately and conserva-

tively valued,

6. R. J. Reynolds Tobacecoc Company, 1961 Annual Report,
(Report of Independent Accountants, Lrnst & Brnst), D. 19,
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3« Thanks to the New York Steckvsxchange,
and,ether nationa;,éthanges, the
Securltles and Exchange Commission, the
Internal Revenue Service and other
governmental regulatory agencles and to
tra&e.and accounting assoclations there
is a2 fair degree of "conformity with
generally accepted accounting principles
applied on a basis consistent with that
of the preceding year.“T This means
that fhe analyst can assume that fhe
net earnlings were determined this year
in auﬁ#tantially the same manner as
they were last year and that assets
were valued in the same manner.

4. There 1s usually a direct conflict be-
tween security and a high rate of return.
This principle applies to both individual
investments and corporate investments,
The corporation ﬂhich operates on a
large percentage of borrowed capital
may be sald to have a speculative rather
than a conservative financial plan,' And
yet, if the management 1is able to earn

more on total invested caplital, than the

7;: ,Ib_ __1_d,l» P 190
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interest cost of the borrowed capital,

the owners will earn a higher rate of

than they would by supglying»all;of :

the capital themselves, This is the

leverage principle or»htrading on the

equity," | |

| Let us compare the two largest United States

tobacco products manufacturers from the return on investment
standpoint, This approach %eminds us of the Biblieal
parable of the talents, It looks upon the management of a
company as Stewards and the Statement of Financial Position
and the Statement of Earnings as-reports.éf their steward-
ship. Several calculations can be made,tb determine-
whether the stewards gained five talents or two talents or
whether they hid the talent in the earth..

The first calculation, which glives the investor an
idea of the overall efflclency of the management is called
return on total capital., This ratioc might also be called
‘net profit plus interest eﬁpense fo total assets, To
calculate this ratio, we would add to the final net profit,
the interest expense also appearing on the Statement of
Earnings and divide the total by the total assets, This
ratio recognizés the fact that the capital in the business
%S supplied by short-term {current) and-long4term.creditors
and by the owners or stockholders,. - It also recognizes the
fact that the interest expense which has been deducted on
the Statement of Earnings in arriving at net profit, is a
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return on the creditor's investment, and therefore should
be included in computing the'réturn'oﬁ‘tatél capital, Some
people might takeﬂthe'positicn that intangible assets
should be ded&cted"in’determiﬁing the return on total
caplital or the return’on’éoﬁmﬁnfstoékhblder'5>equity, On
the other hand, 1t 1s logical to assume that the intangible
assets such as good will and patents will increase the
return if they are worth anything. If the intangible assets
are ﬁbt worth fheir stated valué, this ratioc should veflect
'that'faét.' Thé'féturn on tétal capital ratios shown in the
following table include $1 of intangible assets for each of
the companies, © | ‘
RETHRE ON TOTAL CAPITAL ,

American Tobacco Coi 8,30 8,11 8.57

R, J. Reynolds  11.76 12,01 11.37
These ratios tell us that in 1961 The American Tobacco

Company earﬁed'évér eight cents for every dollar of assets
while R, J. Reynolds earned over eleven cents. The question
which arises immediately is, "Why the difference?”

The answer to a change in any ratic from one year to
the next, or to a difference between companies lles in the

variable factors which influence the ratlo. As far as the

8., All of the ratios appearing in thls chapter have been
" caleulated from financial statements of The American
Tobacco Company, 1959 and 1961 Annual Reports, and
R. J. Reynolds Tobacco Company, 1900 and 1901 Annual

- Beports.
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return on total capital is concerned, this means that a
change 1n any one of several factors will change the ratio.
The factors are: |
1. The stated net profit on the Statement
of Earnings,

2. The amount of interest paid on borrowed

capital.. |

3. The amount of the total assets, The

productivity of the assets would in-
fluence the net profit and therefore
influence the ratio, A change in the
distribution of the capital investment
among the classes of assets might also
affect net profit,

The common stockholder 1s naturally interested in
the return on his investment, The prospective common
stockholdér-should,Juﬁge the company's performan&e in this
respect for a number of years. How did the company fare
during the 1953-54 recession? What 1s the trend in the
return on common stock? The more facts we have, the better
decisions we make., Many things affect the rate of return
on common stockhplder's equity. |

One faqtarAaffecting,the-rate of return on the
common stockholderts equity is the relative percentage of
the total cap;tal-whichfis supplied by the owners and by
the creditors., The ratio which measures this relationship
is usually called the debt to worth ratio, "Debt", of
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course, refers to the total liabllities shown on the }
Statement of Financial Position, "Worth" refers to the net
worth section of the Statement of Financial Position, It
is sometimes:cailed.”capital“, of €Capita1 and Surplus" or
" Stockholders' equity.” If we recall the equation onkahich
the Statement of Financial Fositlon is based: Assets =
Liabilities plus Net Worth, we can see that the net worth is
the difference between the total assets and the liabilities,
Our two tobacco companies have somewhat diffevent capltal

structures,
DEBT O WORTH
American Tobacco Co. 59 W50 56
R, J, Reynolds S8 T 76

While the relative percentage of debt has increased in both
éompaniés over the>$ears, a much larger percentage of the
Reynolds capital is represented by debt, The ratios tell
us that on December 31, 1961, The American Tobacco Company
shoued 59 cents of debt for every dollar of'net'worth. The
R. J. Reynolds Tobacco Company statement showed 78 cents.
A.seccnd.factor which affects the rate of return
on common stockholders' equity and the profitability of
“trading on the equity,” is the interest expense on borrowed
capital, This relationship might be called interest expense
to total debt, It is computed by dividing the interest ex-
pense on the Statement of Earnings by the total debt on the

Statement of Financial Position, Of course, whenever we
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compare an amount on the Statement of Earnings with an amount
on the Statement of Financlal Position, we are dealing with
the results of a perlod of time, and a condition as it
existed at the close of business on a particular day, For
this raason.wéecﬁuld riot say that by dividing the inte:ést'
expense by the total debt at December 31, 19X1, we wonid
arrive at the averaga interest cost, , |
Perhaps it seems strange that the interest expense
should bg divided by the total debt, rather than the debt to
which the interest applies. Corparations’do not have to
pay iInterest on accrued salaries and wages, 0rdin&r§ly they
do not have to pay interest on trade accounts payable or
acerued taxes, On the other hand, all of these creditors
are supplying a part of the capital which is invested in
the assets, The interest which was paid during the year
applles to certain notes bayable and bonded indebtedness
during the year, These balances are not readily available
to stockholders, ﬁbwever, as long as we are comparing
businesses in the same industry, the‘ratins have slgnificance,
INTEREST EXPENSE TO TOTAL DEBT

The American Tobacco Co. 1,929 2,084 2,039

R. J. Reynolds Tobacco Co. 1.58%  2.07%  1.80%
Here agéinf.ﬁeynolds seems to do a little better than The

American Tobacco Company. The financial review in the

R. J. Reynolds Tobacco Company, 1961 Annual Report states,
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"Due to smaller average borrowings during the year and
lower interest rates, interest and debt expense amounted
to $7,335,084 compared with $8,516,573 for 1960."% Tnis
reduction occurred in spite of the fact that agzﬁecember 3l
1961, notes payable amounted to $258,200,000 cambareé with
$216,270,000 at the close of 1960.'° Long-term debt de-
creased $6,000,000 during the same period;ll

The rate of return on the common stockholderts
equity is the most interesting of all ratios to me, This
ratio takes so much of a chpany*s financial structure

and operations into account, It compares the residual

amount in the Statement of Financial Position with the

residual améant on the Statement of Earnings after the
dividend payment to preferred stockholders., The common
stockholders' equity on the Statement of Financial Position
is what remains after deducting ffcm the total assets, the
ereditors' intersst in the assets (total 1iabilities) and
the preferred stockholders? interest. The net earnihgs
applicable to the common stock is the final result of the
corporation's operations for the year, It is the amount
remaining after all costs and expenses, including interest
expense and taxes, have beep deducted from the sales or

income, Even the dividends paid to the preﬁerred shareholders

g, R, J. Reynolds Tobacco Ccmpany,,lgél Annual Report, p. 5.
10‘ »Ibid., pt 50
11 L 2 Ibid >y p > 17.
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are deducted in computing this ratio, The ratic is the
net earnings applicable to the common stock divided by the
common stockholders! equity, The percentaze of debt to
worth and the 1ntérest expense to total debt materially
affect the rate of return on stockholders? equity, Also,
the ratio is affected by the percentage of preferred aﬁock
in relation fo the total capital, Actually, almost any
percentage change in the Statement of Financiai Posiiiqn
or the Statement of Earnings will change the percentage

or rate of return on the common stock equity.

RATE OF RETURN ON COMMON STOCKHOLDERS' EQUITY
1961 1960 1959
The American Tobacco Co. 12,72% 12,20% 12,99%
R. J. Reynoidé Tobaceo Co, 20,63% 20.70%  19.95%

We can see that the R, J, Reynolds Tobacco Campany
has earned a higher rate of return on the capital supplied
by the common stockholders for the three years undexr review,
This has been accompllished because the R, J, Reynclds
éompany earned a higher rate on total capiéal, because they
had lower Interest cost on borrowed caplital and because a »
larger perceﬁtage of the capital was supplied by ereditors.
However, the question still arises, "Why does Reynolds earn
more on total capital than American?" Perhaps another
ahalytical tool will give us some of the aﬁswers.

Pinancial Statements can be shown in percentage form.
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This method permlts the analyst to compare businesses which
are vastly different in size on the same basis, Sometimes
these statements are called "common size statecments,” When
‘this tool 15 used to compare Statcments of Earnings, net
sales are regarded as the base figures, lNet ﬁaies equal
100% and all other figures are expressed as a»ﬁpercentage

of net sales, Examine Exhibit I on the next page.



EXHIBIT E

STATEMENT OF EARNINGS
IN RATIO FORM
AS A PERCENT OF NET SALES

o 1960 :
American ,, R, J,‘Reyneigs Tobacco
Tobacco Co, Tobaceo Co, Manufacturersld
Sales (Net of Returns & Discounts) 100,0 100,0 100,0
Deduct: Costs & Expenses 88.3 _ 83.1 0
Net Profit from Operations | 11.7 16.9 12,0
Adds Other Income oy Deductions (Net) ~0,6 ~1l,1 -0,8
Net Profit before Income Taxes 11.1 15.8 1l1.2
Deduct: Provision for Income Taxes £.9 B, 5.4 '
‘ et
Net Profit After Taxes 5.1 7.4 | 5.8 0
Depreciation included above including !
accelerated amortization of emergency
facilities , 0.5 0.7 | 0.8
12, Percentages for The American Tobacco Company and the R, J. Reynolds Tobacco Company
have been computed from their 1961 Amnual Reports and cover the year ended
December 31, 1960, \
13, United States, Federal Trade Commission and Securities and Exchange Commisslon,

Quarterly Financial Report For Manufacturing Corporations, (Thira Quarter,’l961):

Pe 22, . N -
Pércentages are for Fourth Quarter, 1960,

/



EXHIBIT E

(CONCLUDED)
STATEMENT OF EARNINGS
IN RATIO FORM.
AS A PERCENT OF NET SALES
- L | 1060
&merican R, J, Reynolds Tobacco
Tobaceco Co, Tobacco Co, ~ Manufacturers
OPERATING RATIOS |
. | | { PERCENT)
Annual Rate of Profit on Stockholderst | o ]
Equity before Income Taxes | 25,0 42,5 27 A4 -
: w
After Taxes , 11.6 19,6 14,2 W
, '
| ” | (zIMES)
Current Assets to Curvent Liabilities 4,39 | 3.95 3.63
' .09 «17

Total Cash & U, S, Government Scocurities
to Total Current Liabilitles .12
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The rates of profit shown at the bottom of the
Statement are rates of return on total stockholders? equity
which include preferred stockholders, Apparently, one
reason why Reynolds is able to earn a high rate of return is
because their costs and expenses as a percentage of sales,
are lower than American, and the industry sample,

The Statements of Financial Position, expressed in
percentage form, show cieaily the relatlve percentages of
capital invested in various classes of assets, /Hhen the
Statement of Financial Position is shown as a “common size
statement,” the total assets represent 100% and all other
amounts on the statement are shown as a percentage of total
assets, Exhibit F compares Thé American Tobacco Company and
the R, J, Reynaldé Tobaceo Company in this manner,



EXHIBIT F

STATEMENT OF FINANCIAL POSITION
IN RATIO FORM
AS A PERCENT OF TOTAL ASSETS

. 1960
- ' American 15 He o, Reynoigs dobacco 3
ASSETS | Tobaceo Co, Tobaceo Co, Manufacturerslt
Cashi on Hand & in Banks 2.4 - 3.1 3.4
S, Government Securities B - _ 0,6
Total Cash and U, S, Gov't, Securities _ 2.4 3.1 4.0
Recelvables from U, S, Cov't, S - C
excluding Tax Credita N - - 0.1
Other Notes and Accounts Receivable ; 6,8 5.4 7.3
JTotal Receivables 6.8 | 5.4 ' ng"
Inventories - , - 81.5 78.4 | 75,0
Other Current Assets . - - 0.4
TOTAL CURRENT ASSETS 90.7 86.9 _86.8
- Property Plant & Equipment 15,0 17.5 19.7
Deducts Reserve for Depreciation , 6.9 5,8 8.2
Total Property, Plant & Equipment (Net) 8,1 11,7 11,4
‘Other Non«current Assets 1.2 1.4 1,8
TOTAL, ASSETS 100,0 100,0 100,0
LIABILITIES & STOCKHOLDERS! EQUITY
Short-term loans from banks ‘
- (1 yr, or less) 9.2 22,8 9.8
Trade Accounts Payable 2,8 . 2,6 6;2 
| 'Federal IncomefTaxes Accrued 6;3_ 8.3 5.5
| Installments due in one year on. o R
| 1ong-term debt ’ 1.2 - 0.6 0.9
i cher Current Liabilities 1.1 e ——2
‘ TOTAL CURREN_T.;LIABILITIES : 20,6 34,3 23,9
Long~term debt due in more than 1 year 16,0 9,1 14.3
Other Non-Current Liabilitiles S - 0.2
‘TOTAL LIABILITIES 36,6 43,4 38.4
Reserves not reflected elsewhere | - 0.6
Capital Stock, Capital Surplus and ' ‘
minority interest 30,6 14,1 24,7
Earned Surplus and Surplus Reserves 32,8 _42,5 36,3
TOTAL STOCKHOLDERS' EQUITY 63.4 56.6 61.6
TOTAL LIABILITIES & EQUITY l00.0 100.0 290.0
14, Ibid,, p. 22
15, Percentages for The American Tobacco Company and the R, J, Reynolds Tobacco Company
have been computed from their 1961 Annual Reports and represent balances on the
Statements of Financial Position at December 31, 1960,
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Wershéuld note that at fhe’end of71960, cash
repraesented a larger percentage of total.asseta formﬁeynolds
than 1t d1d for American. The last ratio on Exhibit E,
however, shcwa that\ﬂeynalds had 1@55~638h than Américan
in relation to current liabilities. Reynolds also has a
lower current ratio on Exhibit B, Exhibit F suggests how
aeynslds‘is able té operate‘with a laweé'current ratio than
fmerican, Reynolds has a smélier~percentage ét its capital
invested in accounts recelvables and Inventory, The sales
to receivables ratlos for the respective camﬁanieé bear
out'this fact, | o | ,

It is interesting to speculate about the reasons
for the difference In the percentage of neb profit from
operations on Exhibit E, We can only speculate, since we

do not have an analysis of the ccgts.and"expensea for the

two major cigarette manufacturers, However, one possibllity,

suggested on Exhibit ¥, is that the R, J, Reynolds plant

~and equipment is mnneﬁmndern,Taad presuﬁably“more efficlent,

On the liabilities side of Exhibit F, it is
apparent that R. J. Reynolds has,more shnréétermAloans
from banks and more current 1liabilifles on a percentage
basis'thanx@he American Tobacco Company or the industry
sample, Qéhversely,‘they have a smaller percentagevqf
steckholdérs‘ equity to total liabilities and equity. The
debt to worth relationship is expressed in percentage form
by the percentages shown for total liabilities and fotal

stockholders' equity.
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Many things can pe done with numbers, 7Too many
numbers can be confusing,»e#pegially-to’a persoﬁ who«does
not enjoy working with numbers, and who is not able to look
beyond mere numbers,  Many ratios‘ea§~he calculated and
many tests can be made to help the investor Judge the per-
formance of a company or group of companies, If the
analyst wishes to 6eﬁenm1ne a=tﬁendiever a period-of years
for a particular ratlo, or a statement item, the base year
can be considered 100%, and the amounts or ratios for all
6£ the other years can be expreésed>aa a,peréentaga of the
base year. Suppose, for example, that the analyst wanted
to know what had been the trend of a company's return on
common stockholders' equity. Assume that the company's
experience was caltulated to be as follows, and that 1957
was taken as the base,yeargi'fhe.raties aé/avpercentage

of the base year appear in thé last column,

| X CORPORATION
RETURN ON COMMON STOCKHOLDERS' EQUITY

PERCENT
YEAR RATIO - OF 1957
1952 12,00 120%
1953 9,00 90
1954 8.00 8o
1955 9.50 95
1956 11,00 110
1957 10.00 100
1958 14,00 : 140 -
15859 1&.56. 15
1960 12,00 120

1961 13,0C 130
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| The percentages can be plotted on a graph in much
the same way some investors and speculators chart stock
prices, Exhibit O charts the results shown in the X A
Corporation table and makes the trend somewhat more visible,

No one ratio or series of tests can give the investor
an absolute answer, The prbspective 1nvestor should not
expect to be able tcicalcuiate a few ratios, pick a vinner,
and make a fortune. Many things may enter into a decision
to buy or sell a particular stock, Some investors and
traders are greatly influenced by market averages such as
the Dow Jones Aierages or the Standard and Poor's Averages.
Sume‘invéstafa and traders are excited by management de-
cislons to declare dividends in the form of stock, or to
split the authorized number of shares into a greater number
of shares, Neither of these actions chanées the common
stockbolder's equity one dollar. The stock dividend merely
involves a transfer of the amount of the stock dividend from
retained earnings tO'common stock, A two for one stock
split merely doubles the number of shares and cuts the stated
per share value 1n<half without changling the total dollar
value of the outstanding stock,

Investars are 1nteresteﬂ in the price of an investment,
A common stack can be very desirable at one price and almost
out of the guestion at another price, Many investors like
to know the ratio of the market price of a stock to the

earnings on the stock, There was a time when people, who
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weré familiar with stock markets, felt that a stock should
sell at a price which was from nine to fifteen times its
earnings,ls'-sxhibit H, which lists the fifteen most popular
stocks among 1,600 institutional investors, surveyed by
Data Digest, Inc.,'demanstrates that the old conceptlon of
priee-earningé ratios does not apply today, Notice that
International Business Machines, the glamorous growth
stock, had a price earnings ratic of over 95, Ordinarily,
huueverg the 4nvestor 1s not too concerned aboutvday to day
business news unless it affects the long~term outlook of
his investment,

The ihvestor should be interested In certain other
factors before he invests, "The outlook for the industry,
general business and security’market con@itions, periods
of inflation or depression, artificial market Influences,
the popular favor of the type of security-éthese factors
cannot be measured in terms of exact ratios and margins of
safety."” 1
the industry? Is the corporation in a bﬁsinesa that appeals

What 1s the position 'of the corporation within

to the pubiiéé %Has the‘enterprise been a conslistent

preducer of earnings over the years?ls

16. The New York Times, "Margin Rise Fails to Dampen Boom,
Section 3, October 19, 1958, p. 1.

17. Benjamin Graham and Charles McGoldrick, The Interpretation
of Pinanclal Statements, P. 7O

18_ Birl E, Schultz, The Securities lMarket and How It Works,
p. 70,




| EXHIBIT H
15 INSTITUTIONAL FAVORITES'®

YEAR CASH DIVS,

NET EARNINGS @ CHANGE = ANNDAL IATEST. CLOSING - PRICE
_ ‘ PER SHARE PER SHARE DIV, 12 MONTHS PRICE EARNINGS
IN ORDER OF POPULARITY iggﬁ ~ 1900 - 1950~1960 SINCE # (INCL EXTRA) 11{1[61 RATIO
Standard 0il Co,(New Jersey).. $2.252 $3,18 41.3 1899 $2.25 $ aﬁ 3/8 14,6
General Motors COI’D.@..» ss e -3s12a 3.35 7-4 1 12’/ - 2,00 14 +9
General Electric COusvivvevane 2.07& 2.26 9,2 - 1899 2.00 . 7I: 5/8 33.0
American Tel & Tel COupsvesses 4,102 5‘53 32,0 1881 3 45 121 5/8 22.0
duPont de Nsmaurs(E. 5 COusnse 6.59 8,10 22,9 1904 6.75 232 28,6
Texaco xnCiandouwbaOduQ&lttabt 1‘0273 - 34l7a 11}9‘6 160 : 1. 1’93» 51 5/8 1653
Union Carbide Corporation..ess 4 .30 5,25 22,1 191 , 3.60 127 24,2
U,S. Steel COrPiecissssnesesse 34058 5,16 41,4 1940 306 76 3/8 14,8
Sccony Mobil Oil Co.sINCennses 3,22 3.76 - 16.8 1902 2.00 46 1/2 12, h
Phillipﬁ Petroleum Co,uue 'YL 2,128 3429 o 55:2 1931* 1!?0 55 7/8 17.0
International.nusiness Mcha... 1.3%a 6.,12a 356,7 1916 2,20a 585':* 95,6
Standard 011 of Calif.cieesese 2.3%  4.21 gﬁ 1912 2,00 11,6
Gulf 0Ll COXDevcisiossososanns l.122 3,148  180.% 1935 1,02a 38 7/8 12,
Sears, Roebuck & CO,seiascosses 1.99a% 2,55% 28.3 935 1.40 .82 3/8 32, %
Westinghou&e Electri(! COI’?. o wé 2.688.« 2.23!1 17 2‘?** 193) , 1, 20 ’ 39 17

a Adjusted for stock dlvidends and split~upa.»~ -
* Fiscal year other than calendar year,

# At least one cash dividend annually.

*## Decrease

19. "Wall Street's Favorite 50," The Exchange, Vol, XXII, No. 12, December 1961, pp, 16, 1T,
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. It is apparent that sound judgment 1s an essentlal
ingrediént in successful investing. It is true that good
brokers and investors' services such as Moody's, Fitch's
- and Standard and Poor's can be of help to the prospective
in?eator, but 1t is the individual who must make the final
decizsion to buy, sell or hold a particular security., For
his ouwn enlightened self Interest, the individual should
be able té make this ﬁeciaioﬁ.on the basis of facts father
than prumor, Whether the facts are presented to him, or
whether he secures the facts for himself, the in?estor
should be in a position to evaluate a company's prospects
on the basis of its financlal statements before he acts,
To do S0 does not make an individual immune to investment
losses. However, I belleve that an understanding of
finéncialfstatemenéa,Land the ability to calculate the
"peturn on capital ratios set forth in this chapter will
enable him to piek a sound investment, Jjudge the performance

of his investment and minimize hls losses,




CHAPTER VI
: Summary |

Hot long ago, The Wall Street Journal carried a front

page account of a,teleﬁhcne conversation between a customer
and his broker. The conversation was described as being
rather typical of a certain type of interest in the stock
market. The gist of the conversation followss:
Customer: What do you know about Widgetronics,
| Incorporated?
Brokexrs: I've never heard of it, What do they
make?
Customer: I don't know. I understand the stock
was Jjust lssued over the counter,
Brokers: I'11 sece what I can find out about the
company and call you back,
Customers Never mind, Buy 100 shares for ne,
This telephone conversation 1llustrates again a major polnt
of this thesis. It indicates that there is a great deal of
interest iIn the stock market. It also Indlcates that some
.of the interest 1s uninformed. *
Common stocks offer unique opportunitles to the
prospective investor. They offer him the opportunity to
provide venture capitalzfor industry, and express his faith

in our free enterprise system. Common stocks offer the
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possibility of sharing in the industrial growth which lies
ahead, Common stocks can be selected to it almost any
investment goal.

In order to be a successful investor in corporate
securities, one does not have to be a political analyst,
an econonmist and a finénciallanalyst. These gqualifications
would help. X believe that suscesaf&l investment decisions,
in the long run are based on'informed; good judgment, ALl
of us take risks of one kind or another evéryvday‘ Only a
foolish man assumes an investment risk with no knowledge of
the extent of the risk,

wa does'one determine the'felative risks of
.corporate securitles? Certainly one of the best methods is
to examine the cqmpaniesf Statements of Financial Position
and éhe'results of their operatlions as revealed in their
Statemeats‘of Earnings, However, in order to give meanlng
to the examination, the prospecti?e investor must have an
understanding of the financial statements,

The investor should understand that the Statement of
Financial Position presents a pilcture of a concern as of the
close of business on a particular day. This picture shows a
- group of working or revolving assets which are called current
assets., The investor should be famlllar with the major
current assets,

The picture also shows fixed assets such as Plant and
Equipment, which facllitate the conversion of the current

assets. The investor should remember that fixed assets are
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valued at cost, and that deprecilation charges are an effort
to charge a part of the cost to operatlons as the fixed
assets wear out., At the same time, the allowance for A
depreciatlon reduces the net book value of the fixed assets,

Other assets include intangilble assets, prepald »
expenses, investments and sundry recelvables. Ordinarily,
these assets do not represent a large percentagé of the
total assets, All of the assets should be viewed asla part
of a going concern,

The capital represented by the totai assets 1s
supplied'by short and long term creditors, and by the owners
of the business. Current liabilities are those which fall
due within one year of the statement date, Current
liabilities include trade accounts payable, salaries and
wages payable, taxes payable, dividends payable, other
accruals and installments of long term debt which are due
within ons’year.

~ Long term debt can take the form of promlssory
notes, It can also be in the form of secured or unsecured
bonds, The investor in corporate bonds should know the
conditions and privileges of the bond contract before he
buys. :

There are many different types of preferred stocks,
Héré agaiﬁ;‘it.is wise to know the provisidns of the issue
as well as the profit potential of the investment,

Common stockholders are the entrepreneurs of
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corporations, As suppliers of venture capital, they assume
the greatest risks, On the other hand, they can receive
the greatest réwards. | .

The Statement of Earnings shows how much income
the company had over a period of time, how,much expense was
incurred and how much profit remained after expenses and
taxes, The profit which a business earns over a period of
years 1s the best indication of the value of the assets.

, Investars are naturally interested in the return
on their investments. To appraise the relative merits of
a particular ccmpanyfs»common stock, I believe that the
investor should analyze the financial statements before he
: 1nvesta.~‘3everalftests are suggested,
1, Calculate the return on total assets
for several years, h
2, Calculate the ﬁebt to Worth ratio for
~ several years.
‘3. Calculate the rate of return on common
stock for a pericd of ten years,
4, Calculate these same ratlos fd: other
ccmpanies'in the same industry.
Generally, the more facts we have, the better declsions we
make, Although an understanding of the facts does not
preclude mistakes, 1t should help to prevent them,




- BIBLIOGRAPHY
1. Public Documents

United States Congress, Senate Stock Farket Stud Report of
The Committee on Banking and Currency, ghtyufourth
Congress, First Session, Report Number 37
~ Washington, D, C,, 1955. ‘

Unlted States, Feﬁeral Trade Commission, and The Securities

- and Bxchange Commisslon, Quarterly Financial Report

For Manufacturing Corporations, Third Quarter 1901,
Hashingtan, D, G,y 1901,

United States, Securilies and Exchange Commission, :
Regulation S-X, Form and Content of Financial
- Statements, Washington, D, C,, 1954,

2. Books

Badger, Raﬁbb Eastman, and Harry G. Guthmann, Investment
Principles and Practices, Third Edition, New York,
?rentice-ﬂall, Ihcorporated, ighe,

Bellemore,. Dmuglas Hamilton, Investments. Principles,
Practices And Analysis, New York, B. C. Forbes, 1953.

Byrnes, Thomas ¥W,., K, Lanneau.Baker, and c Aubrey Smith,
Auditing, New York, The Ronald Press Company, (19#8)

Effinger, Robert Craig, ABC Of Investing, Néw York, Harpers
, angd Brothers, 1953.

Finney, H., 4., Princi les of Accounting, Advanced, Third
© Edition, New Ecrﬁ, Prenfice-ﬂilf, Incorporated,
{1946). .
Foater, Louia G., Understanding Financlal Statements And
" Corporate Annual Reports, Philadelphia and New sork,

Thilton Company, l9ol.

- W7 -



- 148 ~
Books -

Fculke,»ﬁoy A.gﬁPractical Financlal Statement Analysis,
Second Edition, Ncw York, raw-Hill Boox Company,
Incorporated, 1950, '

Foulke, ﬁey,ﬁ., The Balance Sheet of The Future, New York,
 Dun and Bradstreet, Incorporated, 1041.

Furr, Donald Eugene, Ratlo Analysis of Financial Statements,
. a thesis submitted to the University of Richmond,
June, 1957, o

Graham, BenJjamin, The Intelligent Investor, New York;
Harpers.anﬂ Brothers, 1954.

Graham,rﬁenaamiﬁ, and D, L. Dodd, Security Analysis,
New York, London, Whittlesey House, McGraw~-Hill
Book Company, Incorporated, (1940). o

Graham, Bendamin and Charles EbGoldrick, The Interpretation
of Financial Statements, New ¥York, Harpers and
Brothers, 1955, :

Eeridith; Sgencéf Bérrett, What The Figures Mean, New York
- and London, D, Appleton-Century Company, Incorporated,
1935. ‘ . .

Merritt, Robert Dexter, Financial Independence Through Common
Stocks, New York, Simon and Schuster, 1954,

Noble, Howard S,, Accounting Principles, Fourth Edition,

Cincinnati, Ohio, Sgufﬁkﬁes%ern Publishing Company,
1945, | o

Prentlce~Hall, 12%1 Federal Tax Course, J. R, B, Byers,
Frank A, bunn and Robert 1, tchell, Consulting
Editors, Students Edition, New York, Prentice-Hall,
Incorporated, 1951,

Rankin, Russell G., What's Behind A Financial Statement :
First Editilon, Gdarden City, NEW YOTrK, Doubleday, 1949,

Rogers, Donald T., Financial Facts of Life, Henry Holt and
Company, New York, 1959. |

Schultz, Birl E,, The»Securities Market and How It Works,
New York and London, Harper and Brothers, 19%0.

Adam, An In uih " Into The Nature and Causes of The Wealth
Smith, gf ﬁafions, ngin Cannon, Bditor, Tne Modern Library,

Yew York, Random House, Incorporated, 1937.




Books

Btockwell, Herbert Grant, How to Read A Financial Statement,
New York, The Ronald Press Company, 1925. '

3. Periodicals

Advertisement by The New York Stock Exchange, "How to
- Invest For Growing Income and Family Security,"
Readera Digest, Vblume 77, Number 462, October, 1960,

Advertisement by The New York Stock Exchange, "The Stock
Exchange Reports to You and You," Lire, Volume 38,
Number 10, Mareh 7, 1955, a

Bryan, lyman, “Hashiﬁgton'ﬁackgrouﬁd," The Journal of
Accountanqg, Volume 111-112, August, 1961,

Livingstcn, J. A., Eugene Hiller, Kbnneth Stiles and
Arthur M, Cannon, a symposium, "What's Wrong With
Financial Reporting?", The Journal of Accountancy,
Volume 111~112, August, 1901,

McCormick, Edward T., “Reporting Teo Stockholders,” The
, Accounting Review, Volume XXXV, Number 2, April, 1960,

Moody's Industrials, Seetlon 2, Volume XXXIII, Number 1,
~¥riday, ray 26, 1961, -

National Industrlal Conference Bnard, Incorporated, "Consumer
Pricea, Chartbook of Current Business Trends, 1961
Edition Revised, New York, 1901, ,

Schattke, Rudolph ﬁalter, The Implication of Economic Concepts

: of Income and Profit For Accounting, " Abstracts of
Dissertations In Accounting, The Accounting Review,
Vblume XXXV, Number 4, October, 13560,

Siﬁger, Frank A, V”Heeded:~A,Glossary To Accompany Audit
Reports,” The Accounting Review, Volume XXXV,
Humber 1, January, 1960

f
Standard and Poorts, "T-% October-November 1961, Standard
Cor oration’Descr:ntions Volume XXII, Number 33,
Section 2, New York, Standard and Poor's Corporation,
November 30, 1961, ,
“laal}, Street lelrs,“ Business Week, March 10, 195@




- 150 -
Periodicals

"ﬁall Streetts Favorite 50, The Exchange, Volume XXII,
Humber 12, December, 1961,

Wise, T, A,, "What To Do With $1, ooo,ooo,oco, 000," Fortune,
Volume IXIV, Number 3,.Chicago, Illinois, Time,
Incorporated, September, 1961, .

Wise, T. &,, "Orowing Rewards for Prudent Money," Fortune,
Volume IXIV, Number 4, October, 1961,

Wise, T. A., "How to Choose and Use A Broker," Fortune,
, Volume LXIV, Number 6, December, 1961,

Wooten, Harry M,, "Cigarette Sales Up 4.2% in 161 As
Pall Mall Widens Its Lead," Printers'/lnk,
Volume 277, Number 9, December 22, 1901,

4, Ccrporate Annual Reports

American Tobacco Company,. 1959 Annual Report
American Tobacco Company ., 1961 Annual Report.

P, Lorillard Company, 1959 Annuzl Report,

P. Lorillard Company, 1961 Annual Report,

Philip Morris, Incorporated, 1960 Annual Report,
Philip'Hbrris,'ihcorporated, 1961 Annual Report.

R, J. Reynolds Tobacco Company, 1960 Annual Report.
R. i. Heynolds Tobacco Company, 1961 Annual Report,



	University of Richmond
	UR Scholarship Repository
	6-1962

	Financial statements: an explanation for investors
	Edward N. Odom
	Recommended Citation


	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10
	Page 11
	Page 12
	Page 13
	Page 14
	Page 15
	Page 16
	Page 17
	Page 18
	Page 19
	Page 20
	Page 21
	Page 22
	Page 23
	Page 24
	Page 25
	Page 26
	Page 27
	Page 28
	Page 29
	Page 30
	Page 31
	Page 32
	Page 33
	Page 34
	Page 35
	Page 36
	Page 37
	Page 38
	Page 39
	Page 40
	Page 41
	Page 42
	Page 43
	Page 44
	Page 45
	Page 46
	Page 47
	Page 48
	Page 49
	Page 50
	Page 51
	Page 52
	Page 53
	Page 54
	Page 55
	Page 56
	Page 57
	Page 58
	Page 59
	Page 60
	Page 61
	Page 62
	Page 63
	Page 64
	Page 65
	Page 66
	Page 67
	Page 68
	Page 69
	Page 70
	Page 71
	Page 72
	Page 73
	Page 74
	Page 75
	Page 76
	Page 77
	Page 78
	Page 79
	Page 80
	Page 81
	Page 82
	Page 83
	Page 84
	Page 85
	Page 86
	Page 87
	Page 88
	Page 89
	Page 90
	Page 91
	Page 92
	Page 93
	Page 94
	Page 95
	Page 96
	Page 97
	Page 98
	Page 99
	Page 100
	Page 101
	Page 102
	Page 103
	Page 104
	Page 105
	Page 106
	Page 107
	Page 108
	Page 109
	Page 110
	Page 111
	Page 112
	Page 113
	Page 114
	Page 115
	Page 116
	Page 117
	Page 118
	Page 119
	Page 120
	Page 121
	Page 122
	Page 123
	Page 124
	Page 125
	Page 126
	Page 127
	Page 128
	Page 129
	Page 130
	Page 131
	Page 132
	Page 133
	Page 134
	Page 135
	Page 136
	Page 137
	Page 138
	Page 139
	Page 140
	Page 141
	Page 142
	Page 143
	Page 144
	Page 145
	Page 146
	Page 147
	Page 148
	Page 149
	Page 150
	Page 151
	Page 152
	Page 153
	Page 154

