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Preface 

Untiu quite recently the analysis of financial statements 

has been considered as the examination of the financial 
factors of a credit risk. After having received a recognition 

as being of some value about 1900, the process of analysis 

spread and developed until ten or fifteen years ago it ap- 

proached to being the principal factor in the credit decision. 
In fact, it was so overemphasized that more conservative 

analysts and more careful bankers began to condemn the 

excessive importance attached to the statement figures. 

The greatest danger lay in the blind reliance on changes 

in the dollar set-up of statements and the utter lack of any 

standardization of measurements. Only one true test of 

credit goodness had been developed—the current ratio. 

This, being a proportion, had real value as an analytical 

tool, but very shortly began to lose a large part of its 

effectiveness for two principal reasons. First, it was open 

to manipulation by “window-dressing” processes. Second, 

it was used on a single basis for all industries without any 

allowance for industry strains. While a department store 

and a cotton mill operate under entirely different conditions, 

no change was allowed for a variation in the current ratio. 

A relationship of two dollars of current assets for each dollar 

of current liabilities was more or less generally set as a 

standard of goodness for both. When considered in the 

abstract the absurdity of such standardization is quite 

apparent. 

For some ten years I have been continuously experiment- 

ing with the development of additional tests of the figure 

facts, for credit soundness, and in the elaboration of a 

method for discovering the usual in any one type of busi- 

ness at a given time. Frequent requests for addresses before 

business gatherings, followed for the most part by discus- 
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sion, the growing use of the ratio method of analysis in 

credit classes at universities and the American Institute of 

Banking, the requests from industries for group 100 per cent 

and ratio studies, all indicate a desire for a more general 
exposition of these theories of statement analysis. 

In the preparation of this manuscript particular recogni- 

tion and credit must be given Mr. Duning, my business 
associate and co-author, in that his contribution to the text 

and his analysis of the remainder of the book have strength- 
ened the presentation far beyond my personal abilities. 

In addition, both of the authors acknowledge their in- 
debtedness to Mr. J. F. Craddock, vice president, Con- 
tinental National Bank and Trust Company, Chicago; Mr. 

Arthur F. Barnes, vice president, Mercantile Trust Com- 
pany, St. Louis; Mr. J. N. Eaton, vice president, Merchants 
National Bank, Boston; Mr. A. R. Truax, vice president, 
First National Bank, Seattle; Mr. F. M. Sowle, vice presi- 
dent, Exchange National Bank, Tulsa; Mr. A. W. Pick- 

ford, vice president, Philadelphia-Girard National Bank, 
Philadelphia; Mr. Charles H. Dahmer, assistant cashier, 

Fifth Avenue Bank, New York; Mr. Charles C. Kimball, 
Merchants National Bank, Boston; Mr. Freas B. Snyder, 

vice president, Mitten Bank, Philadelphia; Mr. John J. 

Geddes, vice president, Illinois Merchants Trust Company, 
Chicago; and Dr. Frank Parker, Department of Finance, 
Wharton School of Finance and Commerce, University of 

Pennsylvania—all of whom had the courtesy to look over 

the text and from whom many excellent suggestions were 
received for its betterment. 

The processes discussed seem to be an advance in analyti- 
cal technique, but the perfect analysis is still somewhat 

remote. We will approach this only as a greater volume of 
material is available and firmer backgrounds established. 

ALEXANDER WALL. 
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RATIO ANALYSIS OF 
FINANCIAL STATEMENTS 

CHAPTER I 

THEORY AND Practice oF BANKING CREDIT 

Huncu, under the disguise of credit sense, has done much 
to prevent the development of a credit science. Science is 

based upon an orderly arrangement and tabulation of facts, 
followed by a systematic and painstaking study of these 

facts, arriving consciously at a conclusion. Hunch consists 

of a subconscious organization of some of the same facts in 

a more or less disordered manner, arriving at a decision 

without any well-regulated process of analytical thinking. 

Whether used consciously or not, the facts surrounding any 

credit problem remain the same and, as we substitute an 
orderly and systematic analysis of these facts for the more 
disorderly hunch method, the practice of credit granting 

will more nearly approach a science. 

Modern business has grown far more,impersonal than it 

was ten or twenty years ago. This is due to the magnitude 

of single operations, if to nothing else. Neighborhood bank- 

ing and purchase of materials for fabrication have largely 
given way to duplication of bank accounts, sometimes in 

cities quite remote from the point of fabrication and the 
buying of materials from the whole country. Even when 

a company maintains but one banking connection the effect 
is often largely the same, because such a bank is likely to 
be so split up in its own organization that its actual con- 
tact with the borrower is impersonal and through any one 

of a number of loaning officers and departments. Manu- 
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2 RATIO ANALYSIS OF FINANCIAL STATEMENTS 

facturers and merchants are movable personalities today. 
Neither they nor the banker is born, lives, and dies in a 
single locality. In only a small percentage of cases have the 
banker and the borrower grown up together as boys. Even 
when this is the case, such acquaintance is effective more 
often in the new business connection rather than in grant- 

ing credit. This disappearance of personalities has necessi- 
tated a change of attitude toward the credit decision. It 
is now more difficult and dangerous to extend credit because 

the credit grantor can no longer “know” the risk is good. 

RISK ELEMENTS 

The factors influencing a credit risk are numerous, but 

they may be grouped rather completely under three gen- 

eral headings. These elements are those of a purely finan- 
cial nature—those that are human in their nature, covering 
personal ability and integrity of the management and such 

matters, and those elements which reflect the influences 

of general business conditions so commonly called the busi- 
ness cycle. Each of these three main groups of influence 

on the credit problem affects the decision from a different 
angle and with a different intensity. While we are to con- 

centrate attention in this discussion primarily on one of 
these groups, it is important to orient it in its relation 

to the other two groups in order to establish its relation to 

them both in importance and in actual overlapping of 
influence or indicative value. 

FINANCING 

Financial statistics list as one of the prime causes for 
failures the lack of capital. Any company, to conduct a 
business satisfactorily, must have reasonable access to capi- 
tal in order to carry on its operations. The most important 
data from which to form an estimate of the strength in 
financing lie in the financial statement and its supple- 
mentary information. 
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Many analysts take the stand that the profit-and-loss 
account is all-important in their analysis. Be this as it may, 
the fact remains that a proper, reasonable, and complete 
analysis of these figure facts will reflect the purely financial 
status and accomplishments of any given subject as of one 
particular date. 

For many years financial statements were read in a man- 
ner similar to the reading of the morning paper. That is, 
they were scanned and then relegated to a file, never to see 
the light of day again, the impressions gained being stored 

away in the mind of the analyst to create a subconscious 
knowledge against which, or by the general use of which, 

the analyst hoped to expand his “hunch” into something a 
little more accurate. More lately a much more intensive 

use has been made of these financial data. A number of 
analysts have believed that an attempt was being made to 
overemphasize the importance of the figures to the elimina- 
tion of any reliance on the personal factor. This is wide of 
the mark, but it has become increasingly evident that in 
making up a credit decision it is of at least equal importance 
to the personal factor that a full and complete analysis be 

made of the financial factor. Only in extreme cases can a 
subject succeed with an abundant supply of one and no sup- 
ply of the other. An easy financial position gives an in- 

efficient management a longer lease on commercial life be- 
cause the management has more to lose before becoming 

embarrassed. But business may run through fortune, 
and commercial inefficiency will end only in disaster. 
On the other hand, even the most efficient individual would 

find it difficult to enter into business with no capital. 
The greater the mercantile ability the less the financial 

strength necessary to keep afloat, because the ability will 
find ways and means of meeting the various strains as they 

present themselves. Of course, the ideal situation is one 
in which there is a proper and reasonable supply of both 

capital and brains. From the standpoint of eventual suc- 



4 RATIO ANALYSIS ‘OF FINANCIAL STATEMENTS 

cess both are essential, and to avoid any emphasis on either 

it would seem reasonable to classify them as of equal im- 

portance. This is the premise from which we start in de- 

veloping and explaining the method of analyzing the 

statement or financial factor. 

PERSONAL 

While the preceding sections have laid down as a premise 

that the financial and personal factors of any credit risk are 

of equal importance, they contained no real discussion of 

the financial factors. The reason for this is obvious since 

this whole book is to be the treatment of this factor in all 
of its phases, from an analytical viewpoint. It is fitting, 

however, to discuss briefly those points which are essential 

to an understanding of the personal factor so that its im- 
portance may be recognized. 

In credit literature there is an alluring alliteration, “Char- 
acter, Capacity, and Capital.” One also finds reams written 

and talked concerning “the moral risk.” In an effort to write 

alliterations the real underlying personal factor is often ob- 

scured. Perhaps, properly defined, the word character might 

include all of the elements making up the personal factor. 

If the word is used to express the possession of a fine in- 

tegrity, a high sense of honor, and a liberal supply of brains 

and driving power, then we can use “Character” as an ex- 

pression of the personal factor. If, on the other hand, it 

means simply a clean stuffing to a hard-boiled shirt that 

may look like a man and be an honest tailor’s dummy, then 
the word is useless. 

The same thing applies to the “moral risk.” It is neither 

common sense nor good business to loan money or extend 

credit to a business child, no matter how honest he may 
be. Any funds so loaned may easily be lost through un- 

sound investment, even with perfectly honest intentions 

and simon-pure morality. If dishonesty is evident in the 

personal factor, credit should be denied and no credit prob- 
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lem exist. Therefore, honesty is not really a part of the 
actual credit problem as it must be a sort of prologue to 
the main play. For this reason the alliteration, recognizing 

its own lack of anything definite and complete, adds capac- 

ity to character. This is a convenient thing for the allitera- 
tion. What is needed is honesty of intent and purpose 

coupléd with ability of performance. This is the personal 
factor. 

Having satisfied himself of the integrity of the borrower, 
which, after all, is a study of the history of the subject and 
his associates, the analyst or credit man accepts the case for 
analysis. This question of integrity needs an underlying 

analysis of the history rather than a surface inspection. A 

case in point may be interesting. 
A certain man was at the head of an apparently pros- 

perous company. He was actively interested in civic affairs 

and church matters. The Better Business Bureau was one 
of his interests and he was an active member in several 

leading clubs. Socially he held an enviable position and 
gave every appearance of being highly upright, successful, 

and a really fine “moral” risk. As a result his company’s 

account was sought after and given liberal lines of credit. 

One old credit man remarked that he was not interested in 

the account because he could not understand how it was 
possible for the company to prosper with the head spending 

so much time on outside interests, and anyway he did not 

believe the man could afford it. Suffice it to say that the 
company failed after the individual had issued a false 
statement. The “hindsight” experts knew it all the time 

after the failure, but before it they had loaned money to 
the company, extended credit to the individual, fawning on 

his social prestige. They read the moral risk superficially 
and suffered the consequences. 
Many expert artisans who have excelled in their trade 

and who by their thrift have accumulated a little capital 
may decide to become managers. They may have the 
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power of fabrication, but too often they lack the art of 

finance. Such ventures are often, if not always, destined 

to failure. The granting of credit to such a man is not 

really a favor, but more likely is just an added temptation 

for him to undertake something for which he is not 

equipped. Too easy credit is perhaps worse for a man than 
credit a little hard to get, because it tends to help him 
overreach himself. A good example of this type of credit 

mistake is often found in the printing trade. After having 

learned the mechanical technique of printing and also hav- 

ing saved a little money, the individual decides to be a boss 

printer and set up a shop of his own. He goes to a house 

that sells presses, type, and the other necessary mechanical 

goods and, using some of his money and by giving a number 

of serial notes, becomes theoretical owner of a press and its 
fittings. To save money this is set up in his home base- 
ment. From this time on the struggle begins and he finds 
out something quickly about the fierceness of business com- 
petition. As a printer he is unknown and the jobs he can 

get are small, rather far between, and to get them at all he 

has to shave prices because he cannot get business on a 

quality basis, as he is an unknown from this standpoint. 

In the shaving of prices such a man often makes a sad mis- 
take and, due to lack of any accounting knowledge, does not 

figure his labor cost correctly. As he is doing most of the 

work himself, he is fooled on this cost. In the end he is 
lucky if he can continue to exist with a bare living scraped 

out of hard work in the place of the steady pay check he 
received as a workman. Such a man had all the necessary 

mechanical ability. He had frugality or he could not have 

saved up his original stake. His association with the in- 
dustry had been manual, not mental, and had not given him 
any ability to manage. 

The problem of estimating the strength of the personal 
factor in a new venture often presents itself for considera- 
tion. Take a case, for example, of a new wholesale house 
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in the dry-goods line. In many instances such a new or- 

ganization might easily be short of capital when compared 

with older houses. There an accurate estimate of the per- 
sonal factor might play a controlling part in the decision. 
The prospective creditor must assure himself that the new 
house has a reasonable certainty of commanding a knowledge 
of where, how, and when to buy, an acquaintance with the 

markets for its merchandise, and some skill in the technique 
of credit granting and collections. To this end the banker 

should examine closely into the experience of the executives 
in order to be able to form a judgment as to whether their 

training has properly qualified them to attain success. This 
balance of ability rather than a striking personality is most 
important. The writers remember a case in the wholesale 
dry-goods line where the office man of a successful com- 
pany, a sales manager of another company, and the buyer 
of a third company united and pooled their savings and 
brains. The resulting company had only a moderate capi- 
tal, but by frank cooperation with their bank they were 

able to get support on the fairly well demonstrated ability 
of the men. They were checked rather more frequently 

than an older house, and were asked to keep their bank 
closely informed of all commitments. Quite wisely, they 
had sought the bank’s advice and the personal factor gain- 
ing the bank’s support made success possible. 

INSURING THE PERSONAL FACTOR 

The retention of proved personal ability in the operations 
of a company or the payment of the obligations based upon 
it is not infrequently of vital importance. While a risk may 

be considered as good under certain management, the loss 

of this management may well affect the risk so adversely as 
to make payment of debts important. This kind of con- 
tingency may exist in connection with either a new venture 

or an old-established one. 
One kind of insurance of the personal factor is the build- 
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ing up of a secondary personal factor in the form of well- 

trained assistants. As far as the continuation of the opera- 
tion is concerned, this is almost the only method of certain 
and sure insurance. To resupply ability upon the death of 
an executive the trained assistant is the most logical answer. 

With this in mind, the creditor must remember that there 

is no certainty that brains and ability will descend unto the 
third and fourth generations or even into the second. Ex- 

ternally a son may be the living image of his father, but his 

brain power may be of a much lower order. The creditor 

must know something tangible about the training and apti- 

tude of the understudy. If these are good, then some as- 

surance of continued success is probable. 
While adequate preparation for maintaining ability, as 

above mentioned, is essential to the continuation of a suc- 

cessful operation, the creditor can, in a large measure, pro- 

tect his account by insurance. While this process might not 

be feasible to the protection of small commercial accounts 

it is distinctly so in connection with such size loans as 

normally appear on the books of banks. Given a situation 

in which the bank feels safe in extending a credit in the face 

of a deficient financial set-up because of its confidence in 

the ability of the management to earn its way out, and 

disregarding the development of an understudy, the bank 

may still protect itself by insuring the life of the managing 
element and taking an assignment of the policy. Under 

such an arrangement the death of the person on whose 
ability the loan was made would put the bank in funds to 
cancel the loan. Subsequent future commitments or ar- 
rangements could then be made without any embarrassment 
because of an existing debt. 
Many loans have been supported by just such an arrange- 

ment, which, while protecting the creditor against the death 
of management, leaves a serious gap in the protective 
feature. Suppose that a loan has been made on the strength 
of the ability of some individual, protected by the assign- 
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ment of a straight life insurance policy. If the individual 
lives he may equal his expected performance and earn out 

the situation. But what would be the protection under 

such a policy if the individual suffered a mental collapse, 
nervous prostration, or some physical accident that inca- 

pacitated him as far as management was concerned but 

which did not kill him? The insurance would not be paid 
until death, the bank would not be put in funds, the man- 
agement ability would not be available, and to all intents 

and purposes the object of having taken out the insurance 

would be defeated. The bank would have two courses open 
to it. Hither it could collect the cash value of the policy 
and apply it to the loan or it could gamble on the death of 
the insured, pay maturing premiums, and await his death 

expectantly. Such a contingency can also be provided for 

by writing the policy correctly. 
Use and occupancy insurance in connection with fire in- 

surance is a well-established practice. It is not, however, 

as general to write a use and occupancy insurance on life in 

connection with the insurance of management ability. It 

is, however, possible to effect this protection by having a 
disability clause as part of the life policy. When such a 

precaution is taken and in the event of the disability of the 
insured, all future premiums cease and the insurer pays to 
the insured a stipulated sum monthly a& a disability bene- 
fit. The extra cost of such a policy is not extraordinary or 
excessive, as the table on page 10 indicates. 

The second plan above shown provides for annual benefits 

equivalent to 6 per cent a year on the principal sum. Such 
a policy fully assigned would return to the creditor the full 

sum at the death of the insured and keep the loan on a 
6-per-cent basis until that time. 

The third plan would produce the same yield of interest 
on the loan during the first year, and in addition thereto 
provide $1,500 as an amount to be used to reduce the debt. 

In successive years that part of the $3,000 annual disability 
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INSURANCE FOR $25,000 AT DEATH 

ORDINARY Lire oR WHOLE LIFE 

Age 30 Age 40 Age 50 
No.1. Premium for straight 

life insurance.......... $564 .00 $768 . 25 $1,140.25 

No. 2. Premium for life in- 
surance with disability 
providing income of 
$1,500 per annum...... $594.13 $813 .25 $1,216.25 

Increased cost of No. 2 over 
INO: Rieke vk Ba koe $ 30.13 $ 45.00 $ 76.00 

Percentage of cost increase 5.84% 5.86% 6.66% 

No. 3. Premium for life in- 
surance with disability 
providing income of 
$3,000 per annum...... $624.25 $858 .25 $1, 292.25 

Increased cost of No. 3 over 
INGGT Se. ome ee ete $ 60.25 $ 90.00 $ 152.00 

Percentage of cost increase 10.68% 11.71% 13.33% 
Increased cost of No. 3 over 
NP oiee tae bee eee $ 30.12 $ 45.00 $ 76.00 

Percentage of cost increase 5.07% 5.538% 6.25% 

(Notr.—The figures for premiums, above noted, were taken from 
an article appearing in the March, 1924, Bulletin of the Robert 
Morris Associates entitled ‘Insuring Capacity,” by Mr. H. 
Gordon Hurd, B.A., A.I.A., P.A.S., assistant actuary of The 
Fidelity Mutual Life Insurance Company, Philadelphia, in which 
this subject was discussed.) 

benefits to be used as interest would be decreasing in 
amount, and the part to be applied against the principal an 

increasing amount. Under the assignment of such a policy 
the bank would bridge the gap existing when a straight life 

policy is pledged and have in place of it a productive loan 
with a certain amortization period. 

When financial structure or strength demands a complete 
reliance on the human factor and insurance is invoked to 
protect the creditor in the continuation of this factor or 
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payment, some such complete insurance is recommended, 

as the percentage increase in cost is not excessive. 

Of course the initial cost of insurance protection may 
seem high when figured in the cost of money to the bor- 
rower. The following tabulation is based on insuring the 
life of a man fifty years of age to protect a loan of $25,000 
in a 5-per-cent market. 

5% interest on $25,000................ $1, 250. 
Insurance premium, $25,000........... 1,140.25 

Cost when partially protected.......... $2,390.25 

Percentage of $25,000—9.56% 

Additional premium for disability pro- 
tection and $3,000 benefit per annum... 152.00 

Cost when fully protected............. $2,542.25 

Percentage of $25,000—10.16 % 

Additional percentage of $25,000 for full 
protection .6 % 

GENERAL BUSINESS CONDITIONS 

Business activity is unstable. It is increasing in in- 
tensity, decreasing or hesitating, apparently, at a point of 

feverish activity or stagnation. It may seem to stand still, 
but the economic forces of supply and demand, coupled 
with the eagerness or timidity of the individual, are con- 

stantly developing stresses that result in continual change 
in business activity. For our purpose there are two general 
sets of such changes. The first of these are of short dura- 

tion, following the changes of the seasons. These are so 
rapidly recurrent as to be secondarily dangerous. Busi- 
ness must handle its inventory so as to hold it in some rea- 

sonable relationship to seasonal consumption. The second 
set of changes are those which are built up more slowly and 
whose major peaks and valleys may be separated by several 

years. This major swing has been called the business cycle. 



12 RATIO ANALYSIS OF FINANCIAL STATEMENTS 

Books, pamphlets, speeches, and theories without number 

have been built around this phenomena. Innumerable 

schemes have been designed to curb its extremes. The 

reader is referred to this literature for a full and complete 

study of this branch of economics, as it would be too ex- 

tended for discussion here. 

The workings of the cycle, however, have a direct bearing 

on the problem of the credit man and should have an in- 

fluence on his credit decisions. To establish the exercise 

of this influence is our desire. The credit man who disre- 

gards the influence may be losing profits only or he may be 

losing the principal of his loan. 
In any given line of business the activity of any one unit 

generally has but small influence upon the whole picture of 

the industry. To make this statement more concrete a 

study of thirty-six manufacturers of men’s shoes, as of 

December 31, 1925, indicated a combined inventory of 

$84,498,000. This is taken from one of the “Statement 

Studies” of the Robert Morris Associates. One of the com- 

panies in this aggregate had an inventory of $847,644. This 

company exerted an inventory effect on the aggregate then 

of about 1 per cent. The general proportions of this one 

company’s statement approximated closely the proportions 

of the industry, as shown by this rather limited sampling. 

For example, its merchandise was about 33 per cent of 

its total assets and the combined inventory of the group was 

about 35 per cent. Even in this group of companies the 

entire elimination of the inventory of this company 

would have affected the whole sitwation to the extent of 

only 1 per cent. Its possible effect on the whole industry 

would, of course, have been much less than this. This is 
mentioned merely to indicate in some concrete form how 

little the conservatism of one management may affect a 

whole situation. 

On the other hand, the inventory situation of the in- 

dustry is cumulative and would have an overwhelming 
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affect against the individual. If the inventory situation of 
the industry became badly dislocated so as to create a sur- 
plus of merchandise resulting in rapidly falling prices, this 

single company would suffer even against the puny efforts 

of its own management even if these had been considered 
conservative. The ills of the industry have a direct bearing 
on the individual, so, therefore, the general condition of 

business, or the cycle, is.decidedly something to consider in 

extending credit to an individual company. To allow an 

expansion based on credit toward the end of a period of 
prosperity or just before a crisis would not be an act of 
kindness. 

On the upswing of business activity competition in sell- 

ing declines as the competition for buying increases. The 

big problem of this phase is to produce goods. As a related 
condition we find margins between costs and prices widen- 
ing for the most efficient producers, which brings about a 

condition in a manner akin to bringing into production less 

fertile soils, in similar times, under the operations of the old 

law of economic rents. The stimulus of demand in raising 
prices makes it possible for a number of less efficient plants 
to enter into production. Their percentage of profit may 

be narrower, but with less need for considering costs and a 

wider difference between efficient costs and prices the less 

efficient may exist. While fraught with some extra hazard, 
loans may be made temporarily to such units under rigid 

inspection. Some of these units when wisely advised may 

even be shaped up to last through the recession period. 

CONCLUSION 

Personal ability and driving power, financial strength and 
the stimulus or ravages of business conditions, all affect the 

strength of any credit risk. The first two of these elements 
are probably, on the average, of equal importance. Busi- 

ness conditions, the swings of the cycle, while having an 

effect, are of lesser importance. This is true because the 
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abundantly strong company can, so to speak, live for quite 
a time on its own fat, and because a management of more 

than average ability will find ways and means of easing the 

cyclical strains. Both may not operate at a profit, but both 

may live. Inasmuch as a company can often successfully 
combat the stress of the business cycle, it may be reasonable 
to assume that the effects of general business on a risk are 

about one half as significant as proper financing and proper 
management. 

All this may seem too technical. It is, however, neces- 
sary to get some fundamental conception of the relation of 

all three factors so that no one will be overemphasized or 
relied upon too heavily. 

The next thing to do is to express these relationships in 
a graphic manner. If the credit decision were to be called 

100, then by assigning a 40-per-cent value to the financial 
facts, a 40-per-cent value to the personal element, and a 20- 
per-cent value to the cyclical facts or business condition, 
this relation might be reduced to a graph form as follows: 

The Credit Decision 

A ~ Personal Factors 

B - Financial Factors 

C - Cyclical Factors 



THEORY AND PRACTICE OF BANKING CREDIT 15 

In the above graph “A” represents 40 per cent of the 
whole square, the credit decision, and covers all data having 
to do with the personal factors. “B” also represents 40 per 
cent of the whole square and covers all the financial factors 
found largely on the balance sheet, the profit-and-loss ac- 
count, and supplementary data. “C” represents 20 per cent 
of the’whole square and covers all facts having to do with 

the general condition of business outside the company’s 

control but having a direct effect on its credit strength and 
eventual success. 

The remainder of this book will be devoted primarily to a 
complete and technical discussion of those factors which lie 
in the “B” area. 



CHAPTER II 

SraTEMENT NoMENCLATURE—ASSETS 

Durtinc the past ten years there has been a tremendous 

increase in the attention paid to the technical analysis of 

financial statements. There are several prime reasons for 

this greater appreciation of the possibilities in sound state- 

ment analysis. 
The first of these is that the financial statement is the 

most important exhibit of record and achievement which 

the borrower himself can produce. Other elements of a 

credit risk, such as character and capacity, are indirect and 

intangible. They are hard to record, but the progress in 

material success is definitely recorded in the financial 

statement. . : 

A second reason for increased emphasis on the analysis of 

statements is a keener appreciation of their ability to reflect 

management capacity and even, indirectly, management 

ethics. Statements formerly were accepted for rather 

superficial inspection, which brought out only the more 

obvious points of information which they contained. Little 

by little analytical technique has developed the methods of 

reading statements, so that the.larger values to be found in 

them have been increasingly appreciated. It seems some- 

what forced, but is nevertheless true, that the closer read- 
ing of statements has brought about the closer reading of 

statements. This closer reading was at first experimental 

laboratory work carried on by only a few restless minds who 

were not content to follow precedent. Their experiments 

at closer readings began to extract more information from 

the statement facts and throw light on phases of the risk 

not previously possible of recordable interpretation. Sub- 
ject to the inertia that is always present against change, the 

16 
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general closer reading of statements has come slowly into 
practice. 

This country has conducted its business for many years 
through the medium of credit. In fact, from 80 per cent 

to 95 per cent of the commercial transactions, it is esti- 
mated, are effected by the use of credit. Monetary history 

has a literature both of theory and of recorded facts. Facts 

have been massed, coordinated, averaged, and generally 
treated in volume form. And yet ordinary currency, about 
the manipulations of which this history has been written, is 
only used at the most in say 25 per cent of business deal- 

ings. There is a fine literature on the theories of credit as a 

force, but a limited amount of recorded financial facts about 

the basic wealth that is the foundation for this structure. 
The most accurate facts in the field of credit and credit- 

granting are those appearing in the financial statements of 

operating commercial enterprises and also in the statements 

of failures. Credits rather than credit have been studied 

by the use of the facts appearing on these statements, be- 

cause only a very little has been done to mass and marshal 

these facts. Few data are digested and available in com- 

parison with the supply of data existent. Analysis in the 

field of credit is highly individualistic, so far as the facts are 

concerned. There is as yet little or no credit science, be- 

cause science demands coordinated rather than individual 

handling of facts. 

The common practice of statement analysis is based on a 
chronological and sequential tabulation of statement facts 
on one subject, a single name. The sequential tabulation of 

dollar figures of assets, liabilities, sales, and occasional 

profit-and-loss results, coupled with a vast amount of infer- 

ence and inspirational guesswork without accurate back- 
grounds to serve as guides, has developed a belief in credit 

sense or hunch or guess. 

Credit-granting is far from a science, but some small be- 

ginning has been made experimentally. Undoubtedly many 
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adjustments will have to be made for error in present meth- 
ods, but fundamentally the basis that the law of averages is_ 

a reasonable measure for expectancy seems sound. 
This book is prepared on the principle that the intelli- 

\gent granting of credit rests on three tests: First, the fair 

‘and proper preparation of the individual statements, to- 
gether with a proper standardization of the meanings of 
terms and usage of nomenclature. Second, a fair and sound 

‘method of analytical selection of typical data. Third, the 
application of the principles of analysis to this data. 

' With this in mind we propose to discuss accounting 
nomenclature and the use of terms, the responsibility for 
the proper preparation of statement facts, the analysis of 

these facts from both a single and a massed viewpoint, 

and the preparation and use of background data. In the 
last two instances we shall attempt to supplement the 

theory by test cases from actual figures. In this statement 
figures of a public type will be analyzed both as against 
their own progressive position and as against massed data. 

There will be no breach of credit confidence because data 
from the public press will be used which is available to any- 
one. No comment will be made either to laud artificially 

or to condemn unfairly. Only evident dislocations or read- 

justments and financing manipulations will be discussed. 

ASSETS 

The importance of the balance sheet in the determina- 

tion of a firm’s credit goodness has increased tremendously 
during the past ten or fifteen years. Not many years ago 
banks hesitated to ask a borrower for a statement, and 
while such is the case in some instances even today, it is 
not the rule but the exception. It may be bold to say that 
banks which do not generally require a financial statement 
from their borrowers are backward and not fit institutions 
with which to do business, but this is the authors’ opinion. 
Such banks are not only depriving themselves of informa- 
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tion to which they are rightly entitled, but they also are 
unable to give to their customers the benefit of their 
knowledge of general business conditions and financial 
management. 

No attempt will be made in this volume to go into great 
detail on the various items appearing on the balance sheet. 

There are so many excellent books written on the subject 

that any further development would be more or less 
a duplication of work already well done. The pur- 
pose of this volume is to explain the system of ratio anal- 

ysis, and covers such related subjects as are deemed 

necessary for a complete explanation of the system. How- 
ever, we will examine the more common items found on 

the balance sheet, and develop a method of handling them 
for the purpose of analysis by a bank credit department. 

For the purpose of this work, the balance sheet will 
be condensed into the following general headings, having 
in this set-up the main essential items for analysis so 
grouped as to be readily usable. This condensation is for 

departmental use and practice, and it is not suggested 
that borrowers fill out such an abbreviated form. The 

borrower statement should be the customary detailed re- 
port, copies of which will be shown elsewhere. 

ASSETS LIABILITIES 

Cash Payables 
Receivables Taxes 
Merchandise Miscellaneous 
Listed securities Total Current 
Miscellaneous Funded debt 

Mortgages 
Total Current Total Debt 

Plant and equipment Reserves 
All other non-current assets Capital 

Total fixed Surplus 
Goodwill, trade-marks and pat- Net worth 

ents 

Treasury stock 
TOTAL TOTAL 
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CASH. 

There seems to be no great need for an explanation of 
this item. However, in the condensing of balance sheets 

by various bank credit men, there is apparently a differ- 
ence of opinion as to what constitutes cash and what does 

not. This is true in the statements of the larger companies 

almost entirely, and arises, no doubt, from the temporary 

investment of surplus cash in certificates of deposit, call 

loans, or cash balances in foreign countries. These may 

be handled as cash by some analysts and accountants and 

treated as separate items by others. 

Cash includes the funds on hand used in petty expen- 

ditures from day to day. This is known generally as “cash 

on hand.” The rest of the cash item is “cash in banks.” 

This, of course, should include all cash on deposit in banks 

which is subject to check. These two items in the ma- 

jority of cases make up the item appearing as cash. It 

must be emphasized here that only cash on deposit subject 

to check can be included in this item. In cases where a 

firm has made a separate deposit to take care of certain 

current liabilities payable in the near future, such as divi- 

dends or taxes, there seems no good reason why this should 

not also be included in the cash. There is no real differ- 

ence between putting aside such funds out of regular cash 

for specific purposes and keeping it in one account. Any 

deposits, however, to be used for the retiring of stocks, 

or bonds, or for any other purposes—in short, building up a 

sinking fund—should not be included in cash. Also savings 

accounts and certificates of deposit should not be included 
in the items of “cash,” as they are not subject to check. 
Neither do I O U’s held by the company against employees 
fall into this classification. Such time cash items should 
be listed under a heading separate from cash and their 
character designated. 
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RECEIVABLES 

This caption represents a condensation of several items 
which are as follows: 

Accounts receivable, customers 
Notes receivable, customers 

Trade acceptances 
4 

Receivables should represent only claims against persons 
or firms for goods sold. The receipts for these goods are 

generally presumed to be in money or equivalent, which 
distinguishes them from those for which services are ex- 

pected. These latter are in the nature of prepaid expense. 
Accounts receivable are claims represented by open ac- 

counts for goods sold. To be current they must include 
only those accounts arising from the sale of goods which 

the company fabricates or handles in trade. Accounts due 

from officers, directors, employees, and stockholders are not 

included as current. 
It is well in many cases to analyze the accounts accord- 

ing to due date. Those accounts that are past due or 

doubtful of collection should be taken out of the current 
receivables and placed among the non-current assets. For 

the purposes of analysis work it is not necessary to make 

any other divisions than “good” and “doubtful.” 
Notes receivable are written evidences of debts. These 

notes, as the open accounts, should be only for merchan- 

dise sold. In some industries payment by note is a com- 

mon practice, in which case one expects the item of notes 

receivable to be substantially higher than accounts receiv- 

able. In those instances where open accounts are the usual 

practice, the notes receivable item should be smaller. It 

is suggested here that the custom in the trade be inves- 
tigated, because if the practice is to carry customers on 

open accounts, any large amount of notes probably means 

that open accounts are being closed with notes, which in 
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turn indicates a slowing up of collections and possible 

writing off of bad accounts. In a line of business in which 

buying on open account is the common practice a creditor 

company resorts to demanding a note, or a visible indica- 

tion of debt, often as a means of forcing collection. It 

may, however, be introduced in order to get a negotiable 

instrument for ease of hypothecation, either honestly or 

to defraud the company’s own creditors. Therefore, an 
investigation of the method of payment in the trade is 

advisable. 

Trade acceptances are customary in many lines of indus- 
try. They are generally similar in effect to notes, and for 

purposes of analysis are identical. As they are practically 

identical from an accounting and analysis standpoint, no 

additional comment need be made except that an analyst 

should feel no alarm if the item of trade acceptances is 

larger in some companies where this is the usual method 
of payment. But in such instances there naturally would 

be fewer accounts receivable. One object of the condensed 

grouping for analytical purposes is to combine all those 

assets resulting from sale of goods into one total. 

INVENTORIES 

Probably no item. on the balance sheet permits of so 
much juggling and misrepresentation as does the inventory. 

By inventory is meant the goods on hand ready for sale, 
in the process of manufacture, or in the state of raw mate- 
rial, better known on the statements as finished goods, 
goods in process, and raw material. This of course ap- 
plies to manufacturing concerns only. Goods held for 

sale or which are to be converted so as to be salable are 
part of the inventory item. In some instances supplies 
used in the process of manufacture are also included, but 
this practice can only be even partly justified where the 
amount is small. Otherwise these are best shown as a 
prepaid expense and placed among the noncurrent assets. 
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It is not really good practice to include any supply item 
but the practice is at times indulged in by accountants. 

Where such a procedure occurs the credit man is allowing 

the accountant to function in his, the credit realm, by that 
deviation from really sound practice. 

The valuation of the inventory should be on a cost or 
market basis whichever is lower, and this phrase should 
be clearly shown on the statement. In the taking of in- 
ventory, care must be exercised so that no merchandise is 

included in the inventory that is not of a current nature. If 

the auditor verifies the inventory he must see also that 

no stale merchandise is included in the count, and in his 
certificate should carefully set forth the extent to which 

he went to ascertain the correctness of the inventory. No 

one can better determine whether or not an inventory is 

balanced than the accountant if he makes a physical count 

of the inventory. It hardly seems too much to ask an 

accountant to determine this balanced or unbalanced 
position. 

THE FOLLY OF BARGAIN BUYING 

Bargains often prove to be wasted money. Too often 

the purchasing agent or buyer is overenthusiastic about 

certain merchandise, and because of an apparently low 

price he buys more than he can possibly dispose of. This, 

of course, is true more often in a wholesaling or jobbing 

house. However, this error of poor buying can be just as 

disastrous to the inventory situation in a manufacturing 
concern because of the unbalanced condition of the inven- 

tory at statement date. 

BALANCED INVENTORIES 

Let us assume the manufacture of a mechanical device 

‘requiring eight different kinds of parts, and the follow- 

ing schedule of pieces required to make the completed 

assembly: 



24 RATIO ANALYSIS OF FINANCIAL STATEMENTS 

© bP 

6 aS © B 

Oo ». ro) = a BR Hy set = ° 5a ro) 3 

5 4 = a 34 = YD 32 = 

at fee S2.00u-- 3a, eae Ce ae ea ee 
I 

& 9... BSS Reoe es seo eee 
) = co) oo Shes ° gS = 

Cog 8 oe BRE gan) eee 
a. a > ms 8S Z2aw AS D > 

Column 1 2 3 4 5 6 7 8 9 10 

A $100 16 $ 1,600 1 $100 9 $ 900 7 $$. 706 

B 25 40 1,000 3 75 20 675 13 325 

¢ 25 35 875 2 50 18 450 17 425 

D 5 55 275 5 25 45 225 10 50 

E 200 9 1,800 1 200 9 1,800 0 0 

F 15 120 1,800 10 150 90 1,350 30 450 

G 10 90 900 8 80 72 720 18 180 

H 5 500 2,500 25 125 225 1,125 275 1,875 

$10,750 $805 $7,245 $3,505 

This isa purely theoretical case, but illustrates the neces- 

sity for careful examination of the balance in the inventory. 

There are eight parts A to H, inclusive. The number of 

parts required to make one assembly are listed in column 5, 

while the actual physical count of the inventory appears 

in the third column. Parts A and E are the expensive parts 

in each assembly, the dollar value of each part appearing 
in column 2. It will be observed that it is possible to 
make only nine complete units with the inventory on hand, 
because there are only nine pieces of Part E. 

The total parts required for the nine units are listed 
under the seventh column. The ninth column gives the 
excess parts, which shows how unbalanced the inventory 
really is in physical count, while column 10 shows the 
dollar value of these excess parts. Theoretically to balance 
this inventory and utilize all parts it is necessary to make 
purchases of additional units as per schedule on page 25. 

This, of course, would not happen in actual practice, 
because item H, the least expensive, would hardly deter- 
mine the future purchase of parts. However, if we take 
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Parts 

required Inven- 

Parts tomake tory Parts F Value of 
Value Physical required twenty value as addi- 

Part per inven- forone complete twenty t ae tional 
part tory complete units units eee parts 

unit deter- addi- complete required 
mined tional unite 
‘by H 

Columr’ 1 ae, 3 4 5 6 @ 8 

A $100 16 1 20 $ 2,000 4 $ 400 

B 25 40 3 60 1,500 20 500 

Cc 25 35 2 40 1,000 5 125 

D 5 55 5 100 500 45 225 

E 200 9 1 20 4,000 11 2,200 

F 15 120 10 200 3,000 80 1,200 

G 10 90 8 160 1,600 70 700 
H 52-2 500 25 500 2,500 0 0 

$16,100 $5,350 

Part A, another expensive item, as a basis, then seven addi- 

tional pieces of Part E must be purchased, to say nothing 

of the other parts making up the completed unit. The true 

effective value of the inventory is not $10,750, but lies 

rather between the value of the total complete parts pos- 
sible of fabrication valued at $7,245 (total of column 8) 

and $10,750—the point at which additional purchases will 

make most effective use of the inventory on hand. The 

practical assembly value of this inventory is $7,245, or the 

dollar value of the possible complete assemblies, plus the 

junk value of columns 9 and 10. If a semifinished inven- 
tory such as this could be liquidated at 20 per cent, this 
would represent about $700, which, added to the value of 

column 8, would indicate a fairly easy liquidating value 

of around $8,000, or about 80 per cent of the listed inven- 

tory item. Of course such an underlying condition would 

have an effect upon the current ratio. 

If, on the other hand, it was decided to buy enough extra 

parts so as to work out the entire inventory, it would be 
necessary to expend $5,350 in the purchase of additional 

parts. This process would require additional advances. If 
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this were done it would materially lower a current ratio 

and a worth to debt ratio. It would also be reflected in a 

decline in the ratio of sales to inventory. 

Such a lack of balance might easily be the result of win- 

dow dressing to bolster up a weak position by curtailing 

the purchase of costly parts temporarily. 

This illustrates quite clearly the need for balance in in- 
ventory. It makes no difference which part is used as a 

basis for measuring output, additional purchases must be 

made in rather large amounts to make effective use of the 

inventory. While there is no way of showing such an 

unbalanced condition on the statement or the amount of 

liability necessary to be incurred to utilize the entire in- 

ventory, it is a vital point in analysis of a company’s finan- 

cial condition. 

An incident comes to mind of a condition similar to the 

above. An automobile company asked for additional ac- 
commodation, and an examination of the plant was made. 

The examination disclosed row after row of cylinder blocks, 

but an apparent scarcity of crank shafts. Inasmuch as it 

requires one of each for an automobile, the treasurer was 

asked why such a condition was allowed to develop. No 

satisfactory explanation being forthcoming, the company 

was considered too loose in its purchasing methods, and 

not only was the additional accommodation denied, but 

they were asked to pay up their then indebtedness. Within 

a year the company went into bankruptcy and is no longer 

in business. 

LISTED SECURITIES 

There is no doubt as to the ready convertibility of United 

States Government bonds into cash, and therefore the log- 

ical inclusion of such among current items. Other securities 

to be so considered must have an available open market 
on which they are traded in regularly and in sufficient 
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volume to absorb any reasonable amount, as may appear 

on any statement, before they may be classified as having 

cash availability. Securities with no recognized market 
listing or of extraordinary amount in relation to daily 

tradings had better be considered as noncurrent assets for 

the sake of conservatism. 

' QUICK, CURRENT, AND LIQUID ASSETS 

At this point it might be well to distinguish between 
these nomenclatures. It is usually understood that “cur- 

rent assets” are those which in the ordinary course of busi- 

ness turn into cash readily. “Quick assets” are those 
readily converted into cash. Listed securities are converted 

as readily probably as any item on the balance sheet after 

cash; they are quick, but not current. No part of the 

operation of the business involves these securities. This 

distinction between current and quick is not strictly ad- 
hered to. Many accountants and bank credit executives 

make no distinction, and there is some doubt as to the 

real value of such separation. When a firm invests in listed 

securities it is usually because it has a supply of cash over 
and above its current needs, and in order to get a better 

return than they would receive from a bank. It seems for 

this reason that theoretically they are cash, temporarily 

invested so as to be productive. The company is thus kept 

in a readily liquid position, so that from the point of view 

of actual liquidity and goodness there seems no good reason 

for distinguishing between a “quick” and a “current” asset 

for this item. 

It is perhaps proper to question the true need for bor- 

rowing when such securities are among the assets. 
Another familiar term in this connection is the “liquid” 

asset. This is often used interchangeably with either “cur- 

rent” or “quick.”” There seems, however, that there may 

be a distinction here and that in some instances an asset 
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may be quick and liquid, but not current. When liquid 

assets are suggested, we think more often of assets in 

liquidation of a company’s affairs rather than assets of an 

apparently healthy going concern. In this connection there 

is an item of cash surrender value of insurance policies 

which is a liquid asset but is not current. 

(See other noncurrent assets) 

PLANT AND EQUIPMENT 

The importance of this item is largely dependent upon 

the type of industry. The ownership of plant and equip- 

ment as it is usually thought of is not customary in the 

statement of purely trading companies. By plant and 

equipment is meant the real estate, buildings, machinery, 

and fixtures necessary to the proper carrying on of the 

concern’s business. 

In a number of industries it is common for the fixed 
assets to make up well over 50 per cent of the statement 

total. Examples of this are the cotton mills, which run 

57.26 per cent in the North to around 66.75 in the South. 

It was for a time, and to some extent still is, customary 

for bank credit men to figure a certain amount per spindle 

as of a current nature at least as a mental reservation. This 

tying up of so much of the total assets in a fixed form 

naturally has its effect on the current ratio, which, if no 

spindle allowance is made, runs 205 in the North and only 

136 in the South. The statements of lumber mills nat- 

urally have high fixed investmént running as high as 74.67 

per cent in 1923 and 73.19 per cent in 1924. 

The following list gives an idea of the importance of fixed 
assets In some of the industries studied by the Robert 
Morris Associates. These are percentage figures and are 
obtained by dividing the fixed assets by the total assets 
of a number of companies in the various industries 
mentioned. 
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1923 1924 

Department stores............... 39.38 42.98 
Furniture manufacturers......... 41.87 49 .55 
Knitting mills—hosiery.......... 40.12 44.19 

sy ‘“‘ —underwear........ 37 .25 Yew Wf 
POEDED CORA i neds a cake 41.85 46.40 
Milling companies—flour......... — 43 .56 

Be ON Se i CaaS ns cag See's a ba 50.99 52.08 
Be POEMS crete Wn sidie same ee — 76.90 
TATA te ele by lk ainioces 44 .30 44 83 

; Lire manufacturers.............. 56.56 58 .94 
Automobile manufacturers........ 53.78 50.97 

These are a few of the industries which show the in- 
vestment necessary in fixed assets. In contrast to this some 

of the purely trading industries run as follows: 

1923 1924 

Wholesale dry goods............. 1L233 15.02 
Wholesale grocers........ Brae ce tet 23.20 23.17 
Wholesale hardware............. 16.70 25.55 

METHODS OF SHOWING FIXED ASSETS ON A STATEMENT AS 

REGARDS MORTGAGES AND DEPRECIATION 

There are differences of opinion as to how fixed assets 
should be shown on the statement. It seems to be rather 

a common practice to show fixed assets net of depreciation 

in totaling the statement. This practice is perfectly ac- 

ceptable if the deduction is shown on the statement. How- 
ever, it is not uncommon for the accountant to show fixed 

assets net of depreciation and no mention of the amount 

of the depreciation made. Some statements have come 

under the observation of the writers on which the fixed 

assets are shown net of depreciation and mortgages. This 
is absolutely incorrect, and should be frowned on by ac- 

countants and bank men. The amount of the mortgage 

may appear as subsidiary information; at least it can be 

determined by inquiry; but there is no good reason why 

any outstanding mortgages should be so shown. It is merely 
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confusing, and if an oversight is made and no account 

taken of the debt, an analyst may pass a bad statement as 

reasonably good. The mortgage against the fixed assets 

should appear among the liabilities. 
The method approved for showing the item of plant and 

equipment should be something like the following: 

Land or real estate.......... $50 , 000 
Plant and equipment or build- 

ings and machinery........ $100,000 
Less depreciation reserve. .... 25,000 75,000 

Otani. Poe tence $125 ,000 

The basis for showing the reserve in this way is that 
the total assets are thereby shown in the smallest realizable 

amount in dollars rather than the largest. It might be 
argued from the same angle that mortgages should also 

be deducted. However, a mortgage is a definite liability 

certain to require payment at some later date, and as such 

should be shown on the liability side. The reserve for 

depreciation of plant and equipment is not a liability in 

any sense of the word, but is a reduction of the value in 
the asset due to use and obsolescence, and may therefore 

be subtracted from the offsetting asset account. 

Other statements show this item of depreciation reserve 

between the funded debt and capital stock. Which of these 
two methods is the better will be discussed later under 

“Reserves.” The method of listing on the liability side 
was used on the statement shown earlier in this chapter— 
the item of reserves including numerous kinds found on 
the balance sheet. 

OTHER NONCURRENT ASSETS 

This may be called more or less of a dumping ground 

for items that cannot be better classified and is usually a 

hodgepodge of accounts which includes some or all of the 

following items: 
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Accounts and notes due from officers, directors, em- 

ployees, stockholders or affiliated companies 
Stock investments in subsidiary or allied companies 

Miscellaneous investments of noncurrent nature 

Cash surrender value of life insurance policies 

Deferred charges 

Prepaid expenses 

DEFERRED CHARGES AND PREPAID EXPENSES 

It might -be well to distinguish between deferred charges 

and prepaid expenses at this time. Deferred charges are 

_ expenses incurred in organization, the establishment of 
goodwill, or for services received during a period the total 

expense of which is not to be charged wholly to one fiscal 

period, but written off over a series of years. Prepaid 

expenses are amounts spent in advance of present require- 

ments but for which future service will be received. The 

distinction in brief then is that the service has been re- 

ceived in the case of deferred charges, while in the case of 

prepaid expenses the service equal to the amount of the 

prepaid expense item has been paid for and will be received 

in the future. Such a distinction is not necessary if the 

-amount of prepaid expense is insignificant, but where the 

account really is of substantial amount such a segrega- 

tion should be made. 

ACCOUNTS AND NOTES RECEIVABLE FROM OFFICERS, 

DIRECTORS AND EMPLOYEES 

Accounts and notes due from officers, directors, and 

others connected with the business are sometimes classified 

between the plant-and-equipment account and the quick 

assets. This procedure is followed in the statement recom- 

mended by the Federal Reserve Board in their pamphlet 

“Approved Methods for the preparation of Balance Sheet 

Statements.” This article was reprinted from the Federal 
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Reserve Bulletin of April, 1917, a copy of which is shown 

at the end of the next chapter. 
There is some doubt as to whether or not this is the 

correct procedure. It has happened more than once that 

obligations from officers, directors, and stockholders have 

been extremely fixed, and when time came to realize on 
them they were not as good from a liquidating standpoint 

as the buildings and machinery. Certainly no accounts 

such as these should be used to bolster up the current ratio. 

If a ratio of quick assets to current liabilities is com- 

puted these accounts will, of course, not be included, but 

extreme care must be shown not to include these receivables 

in with receivables arising from merchandise sales. 

INVESTMENTS IN SUBSIDIARIES 

Stock investments in subsidiary, affiliated, or allied con- 

cerns indicate by their name that they are more or less 

fixed, because in order to maintain the interest or control 

these funds must be kept permanently invested. This 

investment need not necessarily mean a return in actual 

dividends, but may in some instances give price advantages 

which more than make up for small or perhaps no dividend 
return. 

CASH SURRENDER VALUE OF LIFE INSURANCE POLICIES 

As previously stated, this item may be classified as a 

liquid asset. It has a 100 cents on the dollar value in case 
of liquidation, and is as good as the company in which 
the insurance was taken. However, while in the back of 

the mind of every credit man is the liquidating value of 

the assets, the analysis should be made more specifically 
on a company as a going concern. 

Life insurance is taken out on the lives of officers and 
directors because they have the destinies of the concern 
in their hands. If they pass on, it may be that the future 
of the firm is less secure. This insurance is a protection 



STATEMENT NOMENCLATURE—ASSETS 33 

to creditors, especially to bankers who are more insistent 

- on such insurance being taken out than other creditors. In 
order to maintain this protection, the policy must remain 
in force, which, of course, will not be the case in event of 

the firms obtaining the cash surrender value. 

Another feature in connection with this asset is that 
if the’firm borrows on it, a current liability is immediately 
incurred for eighty per cent or more of the cash surrender 
value, and the realizable value of the policy in event of 

death is immediately reduced by the amount of the loan 
and interest. 
We appreciate that it is quite common practice to con- 

sider this item as a current asset, but we submit the above 

reasons against this view. Actually, in case of liquidation 

excepted, the cash surrender value of life insurance policies 
is as fixed’as the buildings themselves. 

SINKING FUNDS 

Sinking funds are funds set aside at certain intervals for 

the purpose of liquidating some specific liability. Only a 

few points will be touched on in this connection. 

Confusion often arises over the two accounts “sinking 
fund” and “sinking fund reserve.” The former is the fund 

in cash securities or interest set aside to meet future liabil- 
ities, which is quite the opposite from sinking fund reserve, 

which is a charge against surplus standing then as a credit 

item on the books of the company, measuring the amount 

of surplus which has been segregated to meet the sinking 
fund requirements. 

Sinking funds are not sinking funds if they cannot 
readily be converted into cash to retire the liability against 
which they are being accumulated. No investment in the 
business other than in the purchase of their own securities 
against which the sinking fund is being built up really 
constitutes a sinking fund. The mere setting up of a 

reserve for sinking fund out of profits and leaving that 
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much in the business to add perhaps to working capital, is 

in no sense a true sinking fund. Immediate liquidity is 

an absolute essential for the establishment of a proper 

sinking fund. 
This covers rather hastily the more common assets found 

on the balance sheets. No doubt illustrations can be found 

which give accounts not here mentioned, but any attempt 

to cover all accounts or nomenclatures found on balance 

sheets would be a large assignment in itself and would not 

be of great value for our purpose. 

ENDORSEMENTS AND GUARANTIES 

Neither an endorsement nor a guaranty appears as a 

balance sheet asset, and yet both have the asset quality, 

in that they add protection to the creditor. This protec- 

tion may be either as goods or as personality. Because of 

this some mention should be made of these items. 

A guaranty is of course no better than the realizable 

worth of the guarantor, as a dollars and cents matter. 

Therefore the careful credit grantor must use the same care 

in determining the real value of the guaranty as he uses in 

analyzing the risk itself. Assumption of added strength 
because of a name is dangerous. An individual may he 
considered wealthy, but this wealth may be more fancy 

than real when his own obligations and perhaps widespread 

loan of his standing through other guaranties is considered. 
A guaranty may be exacted from a manager or oper- 

ator with no little intrinsic worth in order to force upon 
him a sense of responsibility. It may be used to keep such 

a manager in a business during the life of a loan because 
of a belief in his ability to earn out the situation. 

Much the same condition exists in connection with en- 
dorsements. Just because an individual is in the social 

register, drives a big car, and lives in the social spotlight 

is no insurance that either his guaranty or his endorse- 
ment is anything more than the ink and paper that con- 
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stitute its visual existence. The credit man must bore in 

and see whether real value lies beneath the exterior. 
In connection with endorsements the writers quote from 

the September, 1924, Bulletin of the Robert Morris Asso- 
ciates by reproducing an article then compiled in answer 
to an endorsement question. It covers a condition often 

overlooked by analysts: 

Occasionally the note of a partnership is endorsed by one or 
more of the partners. As the partners are each individually liable 
for the debts of the firm, what is the value of such endorsement? 

This question is probably asked because of the general belief 
that a single partner’s personal assets are available in order to 
make good any obligation of the firm, thereby making an indi- 
vidual endorsement unnecessary. There is, however, quite an 
advantage in having the personal endorsement of the separate 
member or members of the partnership. Two opinions on this 
point have been presented by members that are so concise in their 
presentation that they are quoted exactly as received. 

“In a limited partnership, which is permitted in various states, 
partners are only liable for a specified amount, whereas should 
they or one of them be endorsers on the partnership paper it 
makes them individually liable. 

“In the case of a dormant partnership the dormant partner 
would also make himself unconditionally liable by eugene the 
partnership papers. 

“Where a partner grossly exceeds his authority, say eee he 
takes some of the firm’s paper, endorses it, and then uses it to 
his own personal benefit; and where the person taking same, by 
the exercise of due prudence should have known this and conse- 
quently cannot hold the firm, then he could hold the partner as 
an endorser. 

“Tn case the necessity of bringing suit arises suit could be 

brought against the endorser alone and his share of the partner- 

ship assets levied upon; whereas in case of suit against the firm 

all partners would have to be made parties, 
“Tn case of dissolution of the firm, where one of the partners 

endorsed the paper, the holder could proceed against the endorser 

without any delay. 
“Tn case of death and consequent dissolution, the holder could 

proceed against the estate of the endorser.” 
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“The especial advantage of having the individual endorsement 
or guaranty of a partner on partnership paper relates to an im- 
portant point of procedure rather than difference in right. Part- 
ners are liable individually for all debts and obligations of the 
firm, but only jointly, so that suit would have to be brought 
against all the partners on the firm obligation and if judgment be 
obtained, satisfaction for the firm obligation may be enforced 
upon the individual property of any partner served in the action, 
and on an equal basis with any other creditors of the individual 
partner. It is only in cases where a partner has been duly served 
in an action to enforce a copartnership debt that his individual 
property can be held also liable for that debt. 

“Where, however, a partner has made himself individually 
liable, as by personal endorsement or guaranty, suit may be 
begun against him alone, without any necessity for joining his co- 
partners, and his individual property may be applied in satisfac- 
tion of the debt. 

“The advantage, therefore, consists particularly in the right to 
proceed directly against a single partner on his individual con- 
tract of guaranty or endorsement. 

“Where a partnership is in the hands of a receiver in equity, or 
a receiver or trustee in bankruptcy, a further advantage arises. 
In equity and bankruptcy jurisdiction the rule of marshaling 
assets is applied, that is (with certain exceptions not now mate- 
rial), the property of the firm is applied to the payment of the 
firm obligations and the individual property of each partner is 
first applied to the payment of his individual obligations before 
firm creditors will be allowed to share therein. As a result, the 
holder of an individual partner’s endorsement or guaranty shares 
on a par with both partnership and individual creditors. This 
rule does not prevail in the ordinary legal action; there, as 
already pointed out, a creditor of a partnership upon obtaining 
judgment has rights against the individual partners served in 
the action equal with those of any individual creditor of such 
partner. 

“The rules to which we have adverted obtain in New York, and, 
as our study of the authorities reveals, in a majority of the juris- 
dictions throughout the United States.” 



CHAPTER III 

STATEMENT NOMENCLATURE—LIABILITIES 

Unoer this heading will be discussed debts most com- 
monly found on balance sheets, including current and 
longer-term obligations. 

On the condensed form appears the single item of “pay- 

ables.” This is intended to cover all current obligations 
such as accounts and notes payable; acceptances whether 

due customers, individuals, or banks; obligations under 

letters of credit; and any other obligation secured or unse- 

cured which must be paid during the next year. 

ACCOUNTS PAYABLE 

This item covers all outstanding obligations to trade 

creditors for raw materials or merchandise purchased. In 
verifying or checking these accounts it is necessary for the 

auditor to be certain that they are really current, within 
sales or purchase terms, and not past due which would 
tend to reflect on the credit standing of the company. An- 
other duty of the auditor in this connection is to make 
sure that goods received on the latter days of the com- 

pany’s fiscal period have been entered so that they appear 
as merchandise and a corresponding amount set up as a 

payable. Goods in transit should also be included in the 
inventory and payables or attention called thereto.. The — 

practice of firms in letting their inventory run off at the 
end of the fiscal year and on statement date shows a low 
inventory and high current ratio is a common one. Care- 

ful investigation may show in many instances that the 

company is liable for goods in transit or heavily committed 
for goods to be delivered at some future date which would 

seriously change the complexion of the entire statement. 

37 
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- WHEN IS A DEBT CONTINGENT? 

While there is a better understanding than formerly, 

there are still instances in which delayed assumption 
of inventory liability is not appreciated. For some 

illogical reason many merchants and their accountants have 
an idea that it is fair and good practice to omit from the 

accounts payable the amount due for merchandise bought 
for a coming season if at the same time they omit this 

merchandise from the inventory. True it is that in the 

majority of cases the obligation is now referred to as a 
contingent debt due to commitment on forward purchase 

orders. When the obligation is for a future delivery of 
merchandise there may be just the shadow of justice in this 

kind of allocation of the debt because the selling merchant 

may be willing to accept a cancellation of the order rather 

than to insist on a delivery and the filing of a claim. 

While there may be some possibility of justifying the 

omission from commitment debt, a different condition exists 

where merchandise for the next season is in transit or 

perhaps even in the warehouse of the merchant making 

the statement. It is true that the merchandise is not going 

to be sold before the date of the statement. It is true that 
it is not even intended for such sale. But it is equally 

true that such merchandise is not a gift of the manufac- 

turer. The merchant owes a debt because of it and that 
debt exists just as soon as the selling transaction is 
consummated and has no contingency flavor whatever. 
Imagine an embarrassment occurring on December 29 or 
January 2. Would the receivers return to the manufacturer 
any merchandise on hand just because it was for the April 
or May selling season? It does not seem logical to expect 
that they would, as ownership would vest in the subject 
company, and it is to be supposed that this new merchan- 
dise being designed for the new season might return to the 
general creditors, among whom would be the manufacturer, 
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a larger percentage of value to appear as bankruptcy 
dividends. 

This classifying of such accounts payable as a con- 
tingency only is about as reasonable as deducting the re- 

ceivables from the payables because their proceeds are to 
be used to retire debt. We might even deduct all mer- 
chandise from the payables because if it has not been sold 
at statement date it too belongs to the next season as far 

as possible sale is concerned. From such things soap 
bubbles and rainbows are made that do not belong to the 

more exacting practice of credit granting. 

NOTES PAYABLE 

This includes notes payable to creditors for merchandise 
purchased or notes payable to bank. Under receivables it 

was said that in many businesses it was customary to pay 
by note or acceptance. Such being the case, accounts pay- 
able should be smaller in proportion. Also when a com- 
pany borrows heavily from banks on its notes it does so 
presumably to take advantage of the discount offered by 

the people from whom it buys. It follows, then, that large 

borrowings from banks should be offset by small borrow- 

ings from the trade. Notes secured by collateral should be 
carefully designated and a schedule of the collateral should 
accompany the balance sheet. e 

Other items which come under the general heading of 
payables are funds deposited with the company, accounts 
payable to officers, directors, and stockholders, and letter- 

of-credit liability. Notes payable due to brokers of course 

come under the discussion of notes payable. The general 

heading covers notes due to banks, brokers, or the trade. 

TAXES 

There is no surer liability on a firm’s statement than 

taxes. While it is true that the amount cannot always be 

definitely decided on the date of the statement, still an 
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estimate must be made in order to approach more nearly 
the true financial position. In many cases we see the item 
‘reserve for taxes” or “reserve for federal taxes’ placed 

down among the reserves. It is hoped that not many 

credit men will permit it to remain there. The correct 

procedure is to place it up among the current liabilities 

under the theory already stated that it is the item which 

positively must be paid. It is hardly likely either that 

the reserve for taxes will greatly exceed the amount which 

is finally paid, so for that reason we do not feel the slightest 

hesitancy about classifying it as a current liability. 

MISCELLANEOUS 

Under this heading come all other current liabilities. 

This includes such items as accruals of all kinds—wages, 

rent, interest, and other accounts which overlap the fiscal 

period. It also includes dividends which have been de- 

clared but are not payable until some time after statement 

date. This means “reserve for dividends” declared but not 

paid. 

Any liability for legal expense or damages should be 

shown as an accrued expense. Damages may be covered by 

insurance, but in cases where there is no insurance, some 

estimate must be made by the auditor after he learns the 

facts and this must be set up on the statement. 

CURRENT OR FUNDED DEBT 

Just as a current asset will turn into cash in the near 
future, so a current debt is a debt that will reach maturity 
in a short time. The normal limit of maturity is within 
one year. Such a debt is commonly called current. 

A funded debt is a debt that has been created for 
funds, the maturity of which is definitely set more than 
one year from statement date. Generally such maturities 
at the start are more than two or three years away and in 
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many instances from five to thirty, forty or even ninety 
years. 

When a debt of seeming remote maturity matures 

serially, then that part coming due within approximately 

one year should be segregated and listed as a current 
lability. 

g BONDED DEBT 

No attempt will be made in this volume to define the 
many kinds of bonds issued which range from the finest 

type of security down to bonds that are little better than 
preferred stock, such as income and adjustment bonds. 

It is the practice of some companies to deduct the bonded 

or mortgage debt from the fixed assets showing them: net. 

This practice is not good from the standpoint of the credit 

man, and he should of course change the set-up of the 

statement to show the liability. The writers are glad to 

say that such statements are in the minority, but it hardly 

seerns reasonable that any auditor would set the state- 

ment up in this manner. ; 
It is the duty of both auditor and credit man to examine 

the mortgages carefully in order that they may determine 

whether or not there are provisions covering the point that 

the company must maintain current assets in excess of cur- 

rent liabilities in a certain amount. If the relationship of 

current assets to current liabilities as expressed by the cur- 
rent ratio falls below a certain figure the bonds are in 

default and will be likely to operate against the current 

assets of the company. This, of course, is of vital interest 

to the creditors. 
If there is a sinking fund operating against the bonds 

it is necessary that the credit man make certain that the 

stipulations covering this point are lived up to. Any default 

of this provision must be noted on the balance sheet. Bonds 

redeemed through the sinking fund or otherwise bought 

in must be canceled and a certificate obtained from the 
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trustees that they have been either canceled or destroyed 
unless the deed of trust provides that they should be kept 

alive. 
It is also important to know with certainty what assets 

are pledged as security for bonds. It is not uncommon for 

a bond indenture to run into many pages and it is not safe 

to assume anything concerning the various clauses of this 

indenture. The writers remember at least one case in which 

a matter of six or eight lines in such an indenture of more 

than forty pages put all of the assets, including cash, re- 

ceivables, and merchandise behind the bonds as security. 

With such a condition these bonds in analytical practice 

would have to be computed as current debt because they 
control the current assets. 

MORTGAGES 

These are handled the same as bonds for analysis pur- 

poses. Care must be exercised in the case of mortgages 

that they are registered, unless the holder is otherwise pro- 

tected by law. To insure himself against possible mis- 
statement of the actual financial condition, an auditor or 
credit man should make an examination of the record cov- 
ering the mortgage or have some title insurance company 
do it for him. 

Under this heading we would also classify purchase- 
money obligations and chattel mortgages against fixed 
assets, such as machinery notes. In many lines of busi- 
ness new machinery is purchased through purchase-money 
obligations, payment for which is extended over a period of 
years. 

RESERVES 

As has been previously stated, the entire subject of “re- 
serves” will be discussed in a later section in which an 
attempt will be made to classify and define the kinds most 
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commonly found on a statement. Suffice it to say at this 

point that reserves for depreciation usually constitute the 
larger part of this item, unless it has been deducted from 

the plant account. Reserve items such as reserve for con- 

tingencies, retirement of preferred stock, inventory losses, 

and the like are really segregations of surplus and as such 

should be counted as a part of it. 

NET WORTH 

The net worth of a company is the sum total of the cap- 

ital stocks, both common and preferred, surplus and un- 

divided profits. It represents the stockholders’ equity in 

the business or what the business owes the stockholders, as 

it is expressed elementarily. Surplus arising from reap- 

praisal of fixed assets should be carefully earmarked to 

distinguish it from earned surplus. Undivided profits are 

really surplus and will eventually get into the surplus 

account. In short, net worth represents the difference be- 

tween net real assets and the obligations. It is the economic 

capital provided by the owners. 

THE HANDLING OF GOODWILL, PATENTS, TRADE-MARKS AND 

TREASURY STOCK IN THE COMPUTATION OF NET WORTH 

Goodwill 

Goodwill is the customer’s willingness to return for more 

purchases. It may be bought and sold and is measured by 

the difference between what is paid for a concern and its 

actual net tangible value. The justification for a goodwill 

item is the ability of a concern to earn profits in a sub- 

stantial amount over and above ordinary interest on the 

capital employed and management salaries. The formula 

given by Robert H. Montgomery in his book, Auditing 

Theory and Practice, Vol. I, p. 197, is “Take the average 
net profits for a term of years, deduct interest on net tan- 

gible capital employed; deduct the value of manager’s com- 
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pensation; the balance represents the amount of profits 

which may be said to be attributable to goodwill.” 
In analyzing a statement the writers deduct the item of 

goodwill from the asset side and make a corresponding 
deduction from the net worth. While it is appreciated 

that in a great many instances the goodwill item has a sub- 

stantial value, it is thought better to allow this intangible 
value as an added good feature rather than let it assist 

in bolstering up a poor condition. Too many instances 

have come to the writers’ attention where a company has 
merely used the goodwill account as a stock issuing propo- 

sition and no real value exists, the company having shown 

substantial losses over a period of years. 

Another reason for deducting goodwill is that in develop- 

ing the industry studies all statements are then on the same 

basis, which makes comparison more accurate. 

Therefore, in the computation of net worth in this text 

and the problems which follow, goodwill has been deducted 

from the assets and the net worth. 

Patents 

Patents differ from goodwill in that they suffer from 
obsolescence and depreciation. They are issued for seven- 

teen years in this country and should be written off period- 

ically. Like machinery, they may become obsolete and 

should then be written off entirely. 
In a going concern patents have a value, but as a 

liquidating proposition they will bring little. While not as 

fluctuating in value nor as intangible, it has been the prac- 

tice of the writers to deduct them from the net worth in 
order to get the true net worth. 

Trade-marks 

Trade-marks are like goodwill. They are the names by 
which people remember the goods they have purchased, 
and the value of these trade-marks depends on the willing- 
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ness of purchasers to return and ask for the same trade- 

marked merchandise. It is intangible, but may be bought 

and sold just as any other intangible asset. 

Its close similarity to other intangibles leaves no doubt 
as to what should be done with it in the analysis of a state- 

ment. It is deducted from the assets and net worth in 

order to arrive at the real net worth. 

Treasury Stock 

Treasury stock should include only stock which has been 

issued and reacquired, and not the unissued stock. ; This 

may seem like splitting hairs, inasmuch as neither the issued 

and reacquired nor the unissued stock is used in computing 

net worth. However, some concerns list unissued stock as 

treasury stock and it is the desire of the writers to call atten- 

tion to the fact that this is incorrect. In order for stock 

to be treasury stock it must have been issued and reacquired 

generally through purchase, but sometimes through dona- 

tion. When donated, best practice places it under the cap- 

tion “donated stock.” 

The unissued stock of a company arises from an author- 

ized capitalization in excess of present needs, thereby pro- 

viding for expansion at some later date, or through inability 

to sell all the stock because of market conditions or lack 

of confidence on the part of the buying public. It may also 

be due to the desire for the stockholders to retain control 

as closely as possible and they may consider that it is not 

necessary to issue additional stock. 

Unissued stock differs from treasury stock in that the 

latter must have been issued and reacquired. There is no 

necessity for going into the valuation of treasury stock, but 

it is sufficient to state that the amount of stock held in 

the treasury should be deducted from the capital account, 

so that in computing net worth the actual amount of stock- 

holders’ interest will be used. Treasury stock does not 
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carry with it any proprietary interest or share in the busi- 
ness, and is not part of the net worth. 

Treasury Bonds 

The same reasoning applies in the case of treasury bonds 

as in the case of treasury stock. They are not an asset, 

but are merely evidences of indebtedness which does not 

become a debt until resold. When held in the treasury 
their object has been fulfilled and no obligation exists. They 

represent no claim against the company and for that reason 

should be deducted from the corresponding liability. 

STATEMENT TERMS 

For the benefit of those students just learning statement 

nomenclature and terms the following few definitions are 

submitted to clarify any confusion which may arise as to 

either the writers’ use of them in this volume or any lack 
of knowledge they may have had, due to inexperience and 
unfamiliarity: 

Current Assets—those assets readily liquidated in the 

ordinary course of business. 

Quick Assets—those assets which can be quickly turned 

into cash. 

Liquid Assets—those assets quickly turned into cash 

in case of liquidation. 

Current Ratio—the relation of the current assets to 

the current liabilities. 

Acid Test—the relation of the cash and receivables to 
current liabilities. 

Working Capital—the excess of current assets over cur- 
rent liabilities. 

Funded Debt—the total of bonds and mortgages ma- 
turing later than one year from state- 
ment date, and in no way pledging 
current assets. 
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Net Worth—the stockholders’ equity in the business 
made up of the total capital stock, both 
common and preferred, together with the 
surplus and undivided profits. From this 
deduct the goodwill, patents, trade- 
marks, etc., and treasury stock—the re- 

, sult is the a worth. 
Total Debt—the sum of the current and funded debt. 

ACCOUNT CONSOLIDATION 

In order to analyze statements properly there must be 

some uniformity in the consolidation of figures. On earlier 

pages some explanation was made concerning accounting 

nomenclature, with the idea of giving a conservative ap- 
praisal of the accounts making up an ordinary balance 

sheet. No doubt numerous instances can be found of 
accounts not listed or explained, but because of the nu- 
merous books on the subject of the balance sheet, this, as 
previously stated, is merely a brief summary and an expres- 
sion of opinion for conservative consolidation. 

Believing the best method of presentation to be by illus- 
tration, the writers have taken a statement of a wholesale 
grocer, reducing its figures to a percentage of the original, 

but including all the accounts found on the original state- 

ment and in the order in which they appeared. They were 

as follows: 
GERHART, COSDEN & COMPANY 

CuRRENT ASSETS 
Cash on hand and in bank.......... $ 41,330 
Checks in process of collection....... 36 
Accounts receivable—customers..... 306 , 763 

4 “« —shippers....... 4,874 
Notes receivable—customers........ 9,304 
Post-dated checks. «......00 00.20/05. 5,745 
PEAUEORU CUUIIS 2c fa hw a oes 239 
Accounts receivable—sundry. . : 344 
Life insurance—cash surrender value: 21,128 
Bonus account—cash fund.......... 7,792 
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GERHART, COSDEN & COMPANY—continued 

Cash advance on merchandise....... 1,100 
Inventory of merchandise—finished 

GPOOGSS jo sata ss dc eoel ge ee eae 242 ,036 
“ “ is —work in 

PROCESS: AREAS he v5 ere Be Se eae 13,214 
rs 3 « —raw mate- 

PIAL ice hs he OR oO ee ee 122,932 

INVESTMENTS aS i hal 
EC GRTADE a 6.2520. ab. xo wee deena x 485 
Buy:a Home stock... 0.2.0. oe. ess 46 
Farmers Securities Corp. bonds...... 499 
Gerhart, Cosden & Company bonds. . 5,550 

Fixep ASSETS Daa eee 
FLOAN OetRG os cuRies etes wah aie 87 ,629 
Building—halfway................. 568 , 647 
Machinery and equipment.......... 271,384 
Warehouse equipment............. 11,363 
CHiee equipments 0.4 i baci sieateto « 8,753 
ANLODIO DUES Fis, hig hs Shes We a ws cee 28 , 474 
Printing-plant equipment.......... 1,610 
Cafeteria equipment............... 2,027 

DEFERRED ASSETS SRAM See 
Prepaid bond expense.............. 12,169 

Po % Tansee tel see ae. Saree Ane 1,250 
9) MOR ONCHRS Nee oil Boros ek Soe Stee 1,230 
Ms | QPOUP IMSUTANCE sc. csc dns 401 

Advances to salesmen.............. 5,499 
Inventory of cans and crates........ 13,330 

“ S FUE eh ae ates ae 2,035 
. PMEDOROS:. «(kero eo ae 730 

LIABILITIES AND CAPITAL 

Current Liabilities 

Notes payatler sy) cuca meka mataok $166 , 500 
Accounts payable—trade creditors... 16,951 
Accounts receivable—credit balance . 1,322 
Liability on undelivered contracts. ... 397 
Accrued city and state taxes........ 16,593 

an «3553. PUPA pies oa TTL 9,642 
*- pnterest.on bonds.) aya ¥ 3,392 

$ 776,837 

6,580 

979,887 

36,644 

$1,799 948 

$ 214,797 
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GERHART, COSDEN & COMPANY—continued 

~ Bonded Indebtedness 

First Mortgage bonds514%, series“‘A” 185,000! 
First Mortgage bonds 544%, 

Serion Ss etc esre es 111,000 
Less cash held by trustee for 

Pottomptron es Ss 18,500 92,500 277, 500 

Reserves 

For depreciation. .................'. 228 , 284 
w, returnable cans, : 0.60862 8.5. 18,625 
“* appraisal appreciation.......... 247 , 592 
CROMER ee ome es he ee es 483 494 ,984 

Capital Stock and Surplus 

Capital stock—common—authorized. 370,000 
Less unissued stock............ 9,250 

360,750 

PUPS... 5 Res Rat IY Ones 451,917 812,667 

$1,799,948 

These figures have been grouped under the following 

headings, which are considered essential for a proper anal- 

ysis of a statement. The reader can readily understand 

that in order to develop ratios this consolidation must take 

place. Ratios are developed by dividing one group of sim- 

ilar items by another, thereby obtaining a proportion or 

relation. This consolidation has been made into the fol- 

lowing statement, in which will be found grouped the items 

considered proper for the headings under which they are 

shown. Bonds listed among “investments,” which appear to 

be their own bonds, have been deducted from outstanding 

bonds, thereby reducing the total footings by the amount 

of the bonds. Reserves for returnable cans and expenses 

have been classified as current liabilities just as reserves 

for dividends or taxes. 
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GERHART, COSDEN & COMPANY 

CasH 
Cash on hand and in bank.......... $ 41,330 

Checks in process of collection. ..... 36 

Bonus account—cash fund.......... 7,192 

RECEIVABLES 
Accounts receivable—customers... . . 306 , 763 
Notes receivable— Pte Moston AR 9,304 

Post-dated Cheeus . <5 ec. c ieee oo Sons 5,745 
Accounts receivable—sundry........ 344 

INVENTORY 
Merchandise—finished goods........ 242 ,036 

c —work in process...... 13,214 
A —raw material........ 122,932 

Cash advances on merchandise...... 1,100 
Accounts receivable—shippers....... 4,874 

LisTED SECURITIES 

MISCELLANEOUS 

Fixep ASSETS 

Réal Ontates os eee ee ae 87 ,629 
Building—halfway................. 568 , 647 
Machinery and equipment.......... 271,384 
Warehouse equipment.............. 11,363 
Office equinment:: s25.55 scale a8 8,753 
Automobiles... melee ouaiet aera 28 ,474 

Printing-plant equipment........... 1,610 
Cafeteria equipment............... 2,027 

MISCELLANEOUS Frxep ASSETS 
INVESTMENTS 
Realestates 230 03 eee ee eee 485 
Buy a Home stock: 3.3.5. 9e-ne eee 46 
Farmers Securities Corp. bond...... 499 
Railroad clainis .... 2. sn eee eee 239 
Life insurance—Cash surrender value 21,128 

49,158 

322,156 

384, 156 

755,470 

979 ,887 



STATEMENT NOMENCLATURE—LIABILITIES 51 

GERHART, COSDEN & COMPANY—continued 

_ DEFERRED ASSETS 

Prepaid bond expense.............. 
Pen IBUTANCO © yaa seed bec kn 

WAGOLER Ua Geko e estat 
group insurance............ 

Advances EO SAIERINEN <3 oh 6cee oe Oe 

ce 

6c 

Inventory of cans and crates........ 
cc 6c fuel 

ifs 

Treasury Bonds—Gerhart, Cosden & 
PIOWIDAAV foc Wick oye hoe ss 

Total per Original Statement 

PAYABLES 
PUREE DAVSDIC (1 oe cdi he OTs 
Accounts payable—trade creditors. . . 
Accounts receivable—credit balances. 
Liability on undelivered contracts. .. 

TAXES 
Accrued city and state taxes........ 

MISCELLANEOUS 
Accrued bonuses.................. 

Accrued interest on bonds.......... 
Reserves for returnable cans.....:.. 

ss PeeRpenses: 652 os. ike 

Total current..... 

FunpEep DrsT 
First Mortgage bonds 51% series ‘‘A”’ 

cc “ce ce a3 if9 ee 

(see Treas. Bonds—Investments) 
Total debt........ 

RESERVES 
For depreciation.................. 

12,169 
1,250 
1,230 

401 
5,499 

13,330 
2,035 

730 

166,500 
16,951 
1,322 

397 

9,642 
3,392 

18 625 
483 

185,000 
86 ,950 

59 ,041 

1,038 ,928 

$1,794,398 

5,550 

$1,799 , 948 

185,170 

16,593 

32,142 

- 233,905 

271,950 

505 , 855 

228 , 284 
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GERHART, COSDEN & COMPANY—continued 

Nerv Worrtu 
Capital stock—common............ 360,750 
relia 9) eM SPar tg am MMe iene Periyar es 451,917 
Appraisal appreciation............. 247,592 1,060,259 

Vorb wsates< case $1,794,398 

As a summary of account classification it is thought 

advisable to show the condensation of some of the more 
common accounts which it is suggested be consolidated 

under the several headings. The nomenclature of accounts 

is generally sufficiently definite so that they can be placed 
in one of the following groupings. This suggested process 

of consolidation is merely to develop ease and simplicity 
in handling data and in no way to excuse a close scrutiny 

of the soundness of any separate item. Examination for 

separate goodness or liability should be done by minute 

division, but, soundness being established, analysis can be 

accomplished more readily on a grouping of similar items 

achieving a simplified statement. 

ASSETS 

CasH 

On hand 

In bank 

RECEIVABLES 

Accounts—customers 
Notes— 
Trade acceptances—customers 
Sundry—for merchandise sold 

INVENTORY 

Finished goods 
Goods in process 
Raw material 

Goods out on consignment 
Goods in transit 

Goods under definite commitment 
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Listep SEcURITIES 

U.S. Government bonds 
Readily marketable securities 

MIscELLANEOUS 

Call loans 

Total Current 
Fixep Assets 

Plant or Fabricating 
Real estate 
Plant and equipment 
Furniture and fixtures 
Automobiles 

Miscellaneous 
Stocks and bonds of subsidiaries 
Notes and accounts receivable from officers and directors 

‘6 “ “ “ “ employees 

at a of . “« subsidiaries 
Sinking fund 
Cash surrender value of life insurance 
Prepaid expenses 
Deferred charges 
Railroad claims 
Advance to salesmen 

Total Fixed 
INTANGIBLE ASSETS 

Goodwill—deducted from total of statement and net worth 
Patents and trade-marks deducted from total of statement 

and net worth 
Treasury bonds deducted from total: of statement and 

funded debt 
Treasury stock deducted from total of statement and net 

worth 
Bond discounts deducted from total of statement and net 

worth 
Promotion expense, can occasionally be deducted serially 

from undivided profits but in liquidation is of no value. 
Total 

LIABILITIES 

PAYABLES 
Notes payable 
Accounts payable 
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Trade acceptances payable 
Liability under letters of credit 
Overdrafts 
Accounts receivable credit balances 
Special deposits 

TAXES 

Income taxes and reserve for federal taxes 

City and state taxes 

MISCELLANEOUS 

Accrued items 
Dividends declared 

Total Current 

FunpbEepD Drst 

Bonds 
Mortgages 

Total Debt 

RESERVES 

Depreciation 
Bad debts 
Inventory shrinkage 
Contingencies 
Retirement of preferred stock 
Reserve for sinking fund 

Ner WortuH’ 

Preferred stock 
Common stock 

Surplus 
Undivided profits 

Total 

Notes and accounts receivable discounted or hypothecated 
are sometimes deducted and do not appear among the re- 

ceivables. More conservatively, they should remain among 

receivables and funds received from their hypothecation 

entered among payables. If this is not done the contingent 

debt item should indicate the amount, so that the analyst 
may reconstruct the statement in the light of this knowledge 
if he so wishes. 
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PREPARATION OF BALANCE SHEET STATEMENTS. 

(FORM OF BALANCE SHEET.] 

LIABILITIES. 

Bills, notes, and accounts payable: 
Unsecured bills and notes— 

2. Acceptances made for merchandise 
or raw material purchased........ seeenseeee 

4- Notes. given for ecerehaniiiee of raw 3 
material purchased. ............06 aedevecced 

6. qNetes Saver to banks for money Bey 

8. Notes sold through brokers. 
Io. Notes give piccics for 

or employees, 

Unsecured accounts— 
pan Pesnunts arate fox for purchase eae 

seesencese 

due, 
18 Accounts payaiile to stockholders, ‘ 

Officers, or EMployees........0se08  seeeeeeee . 

Secured liabilities— 
30a, Nee) teceivable discounted or seld 

seeeeseees 

Total quick assets (excluding all investments)... 
Total current liabilities.......-....+. a 

Fixed liabilities; 
Securities: 24. Mortgage on plant (due date . OB ae pod a 

2g. Securities readily marketable and salable 26. Morraeee on other real estate” ue 
without impairing the business.......  ....++ aati ) 

28. hatte tena’ on ta 
ment (due date 

go. Bonded debt (due date . 

27. Notes by officers, 

$4. Other fixed liabilities (describe fully) 

Total liabilities. ........-+e+ses008 

Tia corpo tat “Gy Ficered stgck Get stock in 
treasury) . 

(d) bpemie! aioe ot 

(0) Surpins sad undivided peodits:: 

(d) Book value of good 
will 

'(@) Deficit’: 

46. If en individual or partnership— 
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For the purpose of procuring credit from tine to time with you, Soe ous negstiable peper ce. dele ret ner benageing Heads Bom 
condi fy you our financial ition on ——_____ 

Sit chsnas te eco Gceaatal condition. In the absence of such notice or of a n fl po elmer | eer ics Facet cooetont cetcone 
statement, and that our pecuniary responsibility bas not fallen below the condition herein set forth. 

Notes Receivable from Officers, Directors, Stock- 

holders or Employee: 

Accounts Receivable from Officers, Directors,} 
Stockholders or Employees________| 

Due from Controlled or Allied concerns for Mer 

C0) ee ae 

Due from Controlled or Allied Concerns for Cash| 

YO A ee Leal 

Otherwise due from Controlled or Allied Concerns! 

Stocks and Bonds, Allied Companies___|_| 

* *  _* Other than Allied Companies, 

A ae ee Se 

Land 
I Er a a a eR Se ae EY 

Machinery, Fixtures and Equipment______|_ 

Prepaid Items, Ins., Rent, ete.__ | 

Good Will, Patents, Trade Marks, etc. _____|_| 

TOTAL CURRENT DEBT 

Bonds Maturing bes ond 12 months maturity___|_| 

Mtges. * - Sag = ea 

Chattel Mortgages. 

TOTAL DEBT 

Reserve for Depreciation _____| 

ASSETS Dollars Cts. LIABILITIES Dollars {Cts 

Cash on Hi Notes Payable for Merchandis 
* this Bank 5 “to Banks of Deposi Be 

< in other Banks || Notes Directly Payable to other Banks pee era 

Accts. Receivable, from Customers, not pledged |_| | __|| “Payable Sold Through Brokers es 
Notes Receivable, from Customers, — ed ee [Sse] = * to Officers, ete.. aay) 

Acceptances of Customers, not pledge een - * Otherwise Issued wi wa 

Merchandise, Finished faa Accounts Payable for Merchandise not Du — 
. in Process, Unfinished -——] «© © © Past Dye — 
¢ Raw Material, Processed sae | Trade Acceptances Given__. = 
“ Raw Material, Unprocessed at ees Accounts Payable to Officer Rie hae 

2 Commitments, not in inventory. Beers a socey Deposited with this Company Dwing. Int. —— 

U. 8. Securiti Bears | me hs re Otherwise _| 
Listed Stocks and other Bond \ ape Tax Payment Rese ise 

Ft Bonds or Mtges. Maturing within 12 months ior ere ey 

a } Liability on Merchandise Commitments___| —|— 

| Accruals—Interest, Rent Dividends, TOTAL, UNPLEDGED CURRENT ASSETS i or | 

Acets. Receivable from Customers, Hypothecated| Salt) cea te Acceptances of Customere___| DIRECT CURRENT DEBT 

Merchandise, Pledged or Hypothecated______| El Accts. Receivable Pledged or Hypotherated ze 
Securities oe * Rates « . a a 

| Acceptanc 8 Pledged____ 

Notes or Accounts secured by Merchandise___| 
TOTAL CURRENT ASSETS | Pea 

iI 

Capital, Preferre ae 

Capital, omens ae 

Stock, No Par Value__| 

Undivided Profits 

NET WORTH 

Ue 

LEE Te Tt HE TT LI BOGEROM ONES ie SOG a | 
ans 

MT aa 

TOTAL TOTAL 

Unless otherwise specifically noted all Merchandise bas been figured at cost or market, whichever is lower, 



CHAPTER IV 

Tue Prorit-anp-Loss STATEMENT, THE BuDGET AND 
RESERVES 

) 

~< . THE PROFIT-AND-LOSS STATEMENT 

WHILE the practice of giving banks a balance sheet is 

now fairly prevalent, the operating figures as disclosed by 
the profit-and-loss statement are too often withheld. The 

profit-and-loss statement, together with the reconcilement 

of the surplus account, is closely connected with the bal- 

ance sheet and should be given to the banker. It is not 

necessary to go into minute detail when submitting such 

a statement to the banker, but the essential facts which 

will be covered in this chapter should be clearly shown. 

| SALES 

Many companies will not disclose their sales figure be- 

cause they are afraid it will fall into the hands of a com- 

petitor who may be able to use it to their detriment. Such 

information given to a concern’s bank need not go any fur- 

ther than the officer of the bank, but he is entitled to this 

confidence as a part of the knowledge required to estimate 

accurately the goodness of a credit risk. 
It is through the sales figure that the banker judges the 

freshness of the inventory, the collectibility of the receiv- 

ables, the productivity of the plant, and the turnover of 

the net worth.. These may be termed velocity ratios and will 

be discussed in greater detail in a later chapter. It is suffi- 

cient to say here that the item of sales is extremely im- 

portant. In fact, the argument that a knowledge by a 

competitor of the sales figure may give him an understand- 

ing of the business emphasizes the importance of sales and 

the reason why they should be given to banks with lines 
57 
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of credit. They are absolutely necessary to an understand- 

ing of the situation. 
In the studies of the various industries made by the 

Robert Morris Associates, about 65 per cent of the state- 
ments include the sales figure. This is an increase in the 

last few years and it is hoped that through the writings 
of numerous authorities on this subject greater publicity 

will be given to this phase of financial affairs of business. 

Many concerns will give a figure for the net profit of 

the :year’s operation, but will not divulge the sales item. 

The logic of this is not clear. After all, it is the profits 

that a rival company is most interested in, and if one com- 

pany is making greater profits than its rival, it would seem 
that this would cause more concern than a knowledge of 

the sales. The company having greater profits may not 

have such a high volume of sales, but through better buy- 
ing, manufacturing, and marketing or economies in pro- 

duction may have been able to increase profits. The knowl- — 

edge of this fact would seem to be more vital than knowledge 

of a rival’s sales figure. In the case cited, a knowledge that 

one’s own company had greater sales than a rival might do 

more harm than good, as they might be disposed to let up 

or grow lax in their efforts to find economies hoping that 

the sales will make up for them. 

It is best to show the amount of returns and allowances 

as a deduction from the sales figure rather than give the 

sales figure net of returns and allowances. This gives any- 

one analyzing the statement an opportunity to determine 

whether or not the amount is too large, and if so to inquire 

as to the reason. 

COST OF GOODS SOLD 

This is obtained by adding the opening inventory to the 

purchases and deducting the closing inventory. This, of 

course, is for a purely trading concern. An account called 
the cost of production, which includes prime costs or mate- 
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rial and labor, is used instead of purchases in a manufac- 
turing concern. The items making up the cost of sales 
should be shown in order that a satisfactory check can be 
made on the inventories, and that one can be more certain 
that accounts which really fall under some other heading 

are not included to make up the cost of goods sold. 
The cost of goods sold deducted from the net sales gives 

what is generally called the gross profit on sales. © 

EXPENSES 

In a condensed profit-and-loss statement the manufac- 
turing, selling, administrative, and general expense are 

lumped in one item. This is not satisfactory, as it does not 

give any indication of the extent of the expenditures under 

the four major headings. These are of considerable im- 

portance to bankers, especially such items as advertising 

and salaries. 

Another way of condensing the profit-and-loss account is 

to show the various main headings of expense with their 

amounts. While this is better than the above, it still does 

not give the detail necessary for a good analysis. 

By far the best way is to use the main heading and list 

the various expenses which come under that heading to 

correspond to the accounts in the ledger. This should be 
done for each of the main headings. It enables the reader 

to judge whether or not the amounts of the various items 

are justified. Unusually large items are easily detected, 

and upon inquiry it may be ascertained whether or not they 

are justified. 

The deduction of these expenses, manufacturing, selling, 

administrative, and general, from the gross profit on sales 

gives the net profit on sales. 

GROSS INCOME 

This item is obtained by adding the other income items 

such as income from investments in outside sources, in- 
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terest, rent, and numerous other sources of income. From 
this figure of gross income deduct the interest on notes and 

bonds payable and the resulting figure is the net profit. 
In the event that there are any special credits or charges 

against the profit-and-loss operations for the year, they 
should be applied against the net-profit figure which gives 

the final profit-and-loss figure for the period which is added 

to the surplus at the beginning of the period. Dividends 
are usually deducted from the resulting figure and the bal- 

ance carried to the property statement as the surplus 

figure. 

This in brief is the profit-and-loss account as given by 

the Federal Reserve Board in their pamphlet “Approved 

Methods for the Preparation of Balance Sheet Statements,” 

a copy of which follows: 
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[FORM FOR PROFIT AND LOSS ACCOUNT] 

Comparative statement of profit and loss for three years ENGL fake sine ciatelelg thers seca Ores. 
re Ee 

Year ending— 

19— 19— 19— 

Gross sales... .. FRIST ERTS Met eS TTAN 
Less outward freight, allowances, and returns 

2 
Net sales.. 

Inventory beginning of year 
Purchases, net 

Less inventory end of year 

MP ONTO BALES etre rete ee Wal elton aR crate eal secre mash eis Gorns MOE eawiet ees ocllubsratardienee ale 

MERKOBR VEOH Gy OP BALCRT 0 nyo ac creck ar sTeons fasseees oess, SFe core) ial eee oro Basel SIRES aS eee 

Selling expenses (itemized to correspond with ledger 
SRO ICEL EMRREPOE eae Veal cv tes gi ah sketers sraetatls acs avelaetal lhe cause &elek cs euai| le, bree teaeleyers ailisiereomre eters 

shOval gelling yeExWODSe o-5c\.7cisieharec stone ek siete sisiw ll ves Share ale teen ale erodes oeusllieebaeamattore 

General expense (itemized to correspond with ledger 
LOC NERA AM ICO ENG) tec ratase oc oncal crete oneal seat eter e alos ceil o aie cat bree Suara cee ai eauee taceo aah Pare Sree 

HOLA MENON AM OXPED SO ates niavers jars. o7 tale Salaseae treba al ea Neue ana vene ne ll ence ae Orme teaP CONS lence wakes 

Administrative expenses (itemized to correspond with 
Kedzeraccounts, Kept) iss cacios coi creieia en teen «icra wills ete Mim aelfiatatdata ae alllesie aime vas 

WOLAPAGIMISELAtIVOE/ EXPENSE « «3s 4 c.csed n Sewinlekieaie |p Wavaee Sete ei| area selec oie Opeiareels oie Alene 

PIVEN ES MEENA HEIN ore feos we alcr clic aes oer a2 ate ch cipaeee Tafa ew ee ee ea oe NTE hace Go tea ia He ovens elctons 

INGUSPLOML OMIBAlOB A cea x ls ea islet creates cioe ete one slave ella HaldAe ae omeret es Aenses | biin, Bicurtaret es 

Other income: 

Deductions from income: 
Interest. on bonded debt. 5.20500. 2 eeu cae cs cseeees [oases Food Goon Oooo 
RALETEHIOURIOLCA DA VADIO TE Ste Se sists Pays eieiedte asl mimickorealfc cunaeee sleuelni[isiuiory ecules «ym\llaviaie le Riomyens 
PIO ae ree ronan rake reine fc Fee ye yae ve ia a.ai-o'e 8) a daa salcsentte:tel seksi = | i ond ahashnaretare:| ele acwaar at ewelerel fla frereuegn Oreres 

PTE eel OL LOTA ioc aie a letelies esaie Th c's afar atari Sietetces) ily icay.e au tie ack anes gatas Spee | ates ae Stated 

NOt mC OMO—— TOA LOBB ie aie 2 so uo. 6a ore (o-ecart iaivces coarse ai Gs eieguras sper inis | oseie-ananedelele’|'are'4eu eieia’s ie 
CUISMECIAN CEGUILG LO \PrOlt ANG LOSS), cc c5 caves cid ewiucsle caine wien. 4 we | wie ciewieie/e wtifiwieem area re 
Deduct specialchanges: tO profit And JOBS 6. i.c:01<m s:sie/0.0,014 155) \steie ovresennta:'ei|(e/nievinie:'vid;oler~ | atdhein eloltpaieis 

Profit and loss for period........+--.sseeece cece fe ceee see cefeee eee ee sales sseeneee 
RMN HiMe DERIGNINA On POTION ee oe eso m siei edo eco are ep hicwie ho oie eine Fares Move flevagar wield egry | sceceterategpensions 

ected ORICA MSE BALL co carretstet oie ce aTate (o.oa) woe os sc disialin' sas wa aialasete,ore fiaharpialarvareve.eistue: 3-aie/a/eie’sifle uaa nis tmele = 

SUrosi ending 10S PELIOG sci tc ir.w ale eels ielatacaiore apie a |< ee wielore wie |'stevn Sse! ee, s'sy elfen s SND Te A 
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A condensed form in rather common usage on borrowers’ 

statements is also submitted. 

Conprensep Prorit-aANnp-Loss STATEMENT FOR YEAR ENDED.............+-++% 

Expense Dollars Cts. Income Dollars Cts. 

Cost of material or mer- Neti sales tees sucess $1,200,000 
chandise consumed. $ 650,000 Received from invest- 

Actual expense of con- MONS... chaste 9,000 
ducting business, in- Received from dis- 
cluding rent, taxes, counts on purchases ............. 
insurance, etc. ..... 405,000 Received from other 

Salaries paid to officers BOUTCED 655.25 dikes cu tele mr loce ecatetaers 
Interest von borrowed? 8 a Saige Geib teyoveye dn o16 chain oeetaietnelinns Tote tad ean 

money, bonds, ete. . AO OOO i 275 vse ses big A ecleyeger eratetar a aa eee eee 
‘Badidebts chargediof..'-\>./-.yo <u Absent s eaeltestee ets > ane ee ee 
Depreciation........ AE OOD oe a thasd suai Wwe: uke tla tore shalt otek ara ae ae 
INU TOREE. ee cee OF, 000% «= > ek cpase sratmrlt ole aie te ie eRe ree 

BYE tS eee $1,209,000 Totalis: gsnac $1,209,000 

For those desiring the condensed form which shows de- 

ductions, the following exhibit will give the essential 

information. 

CONDENSED PROFIT-AND-LOss STATEMENT FOR 

TSAR ENDOD6 cof stacey eres 

POAIOR S045.) ald Baranya ws Gl 22 sah eu es eee $1,200,000 
Less returns and allowances.................000 50,000 

Neh males isco. ek oats aie lela sae $1,150,000 
Lees cout of noode wold 5 eS eee 600,000 

Grogs PEORG. coo 255.0 Jancecs x oe kee ee ee 550,000 

Less: 
Manufacturing expenses............... $300 , 000 
POLINS OR PENSED Jinks Wa va vom ore 15,000 
Administrative expenses............... 90,000 405,000 

Net profit from operation.......... 145,000 

Add: 

CEO? INGUIN 5.0 5.55" 9 chante Be eee 9,000 

Net incomes is en Rae a ee 154,000 
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Deduct: Other expenses 
Depreciation... 2.30.60. 5; ine) 45,000 
1 Bp (0151018 (RAS Rie 40 ,000 85,000 

Net Prot to Surplus. 0.0054. Ge. $ 69,000 

RECONCILEMENT OF SURPLUS 

A frequent annoyance to a banker is an inability to recon- 

cile the surplus account. Given the surplus of the last 

year and the profits or losses, he should be able to compute 

the present surplus easily. It often happens, however, that 
a company has added to or deducted from the surplus or 
profit-and-loss account so that the two surplus accounts 

do not reconcile. Often the complete reconcilement dis- 
closes questionable practices of accounting. 

The reconcilement should show the following informa- 
tion: 

Perpios beginning of period 3) 25.0.4. 6.2. be $ 150,000 
Additions for the period................ $20 , 000 
Deductions for the period............... 6,000 14,000 

$ 164,000 
mau se tout 10r the PeTi0d: ).. ..2 iis eee hehe es 37,000 

$ 201,000 
eer NOIO UNA fe sclt £ s2 ao ate acl ao be'ni ain Saynipee 25,000 

Surplus to balance sheet................64. hak ae $ 176,000 

This schedule gives all the information necessary to 
determine how the surplus figure was developed and to 

what source the increase or decrease over the past year 

may be traced. The following is another exhibit recom- 

mended for use. 
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RECONCILEMENT OF SURPLUS 

Undivided surplus at close of previous year $........... 
Less change not applicable to current year $___.____$........ 
Add net: profits a8 above... 2.020004. 40. 0c 0 ous we ee ae 
Less dividends (preferred...%).......... RAL Se 

vs es (common. ..%% Ji... oos ef $e ee 
Present undivided surplus...................020005: Be eet 

THE BUDGET 

While the budget is not so important as the balance 
sheet in the minds of most bankers, it is making consider- 
able progress, and the day is not far distant when the banker 
will be as insistent on a borrower having a well-drawn-up 

budget as he is that the borrower show a satisfactory bal- 
ance sheet. The balance sheet shows what the present 

condition of the company is, and through examination with 
previous statements one can ascertain whether or not the 
company has made any progress, while the budget is a 
program for the future. 
A good banker looks toward the future, which accounts 

for his interest in the budget. There are probably still 
a few who are more interested in the today, but it is only 
those with a vision for the future who make successes in 
the banking profession. So that itis only natural that when 
a borrower shows his banker a well-planned and carefully- 
thought-out budget he is welcomed by the banker as a 
progressive business man. 

The dictionary does not define the word “budget” to 
cover the use made of it in this chapter. It is from the 
French word bougette and is defined as a leather bag or 
wallet with its contents. It is also properly used when 
applied to a financial program presented to a government 
covering estimated expenditures for the ensuing year. The 
use made of the word in this chapter is more modern and 
covers its more common usage today. The business budget 
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is a coordinated plan which points all factors of manufac- 

ture, selling, and distribution to a definite objective and 
is tied in with the general accounting. 

ADVANTAGES OF THE BUDGET 

The advantages of a budget are well enumerated by 

Arthur Lazarus, chief of the cost accounting bureau of the 
Fabricated Production Department, Chamber of Commerce 

of the United States, in a pamphlet “Budgeting for Busi- 
ness Control,” published in 1922. 

1. Everyone in the establishment will have a definite goal for 
attainment. 

2. Sales and production plans can be coordinated with financial 
resources. 

3. More continuous operation and greater regularity of employ- 

ment can be provided. 

4, Products, processes, and equipment can be standardized. 
5. Costs can be used for purposes of control rather than as his- 

torical information. 

6. Reduction of waste will be encouraged by the maintenance 
of better balanced inventories, by instituting wage payments 
based upon results, by definitely assigning responsibility for 

expenditures. 
7. Taken in conjunction with the business cycle, the budget will 

give warning when to be cautious and the cue to go forward 

with manufacturing plans. 

8. At all times the budget serves as a measuring stick to com- 

pare actual performances with promises and standards, show- 

ing not only what may be done, but what should be done. 

CONSTRUCTION OF THE BUDGET 

A concern which has developed the budget to the fullest 

extent will have a master budget, which in turn will be 

subdivided into several budgets such as the sales, produc- 

tion including purchase, expense, and the financial budget. 

In the event that building or improvements are contem- 

plated a budget should be drawn up to take care of this. 
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BUDGETING THE SALES 

The sales budget is drawn up by the sales manager from 

his knowledge of the field for his merchandise gained from 

past experiences, general economic, and political condi- 

tions, and a reasonable estimate of the possible new fields 

for his products, natural increase in population, or possible 

buyers. The advertising done by the company should come 

under the control of the sales department and any concen- 

trated advertising should enter into consideration in making 

up the sales budget. The estimated sales by months should 

be compared with the actual sales and any adjustments 

made for variations. Needless to say there should be the 

closest cooperation between the sales and production or 
purchasing departments, as the sales budget depends abso- 
lutely on the other for successful working. Production or 

purchasing is used, as the former covers a manufacturing 

concern and the latter a purely trading concern. 
The sales budget is the most important of all the budgets. 

It is the target for the other budgets to shoot at, but it in 

turn is dependent for its best results upon the ability of 

the production or purchasing department which must keep 

a sufficient stock of material available for shipment when 
needed. 

PRODUCTION OR PURCHASE BUDGET 

In a manufacturing concern the purchase budget is part 

of the production budget. The production. department 

must maintain a sufficient quantity of goods on hand to 

satisfy the requirements of the sales budget and equally 

as important, when needed by the sales department. This 

knowledge requires a very thorough inventory record. The 

estimate of the possible safe inventory to have on hand at 
the end of the period and the estimated sales called for by 
the sales budget will give the production department a 

fairly close estimate of the amount of goods that must be 

produced. The purchasing of raw material depends on the 
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production schedule, and as the required amount of raw 

material necessary for the finished product, together with 
opening and estimated closing inventory, is known, the pur- 
chase requirements are easily met. 

The production department is faced with several prob- 

lems that may affect its output, such as maintenance of a 

steady, satisfied labor supply in order to get the greatest 

efficiency, keeping equipment in use to fullest extent pos- 

sible, and economizing wherever possible in the use of labor 

or machinery. 

Under the production schedule, we of course find the 

direct labor and materials cost making up what is generally 

termed the “cost of goods sold,” direct labor being as much 

a primary cost as the material itself. The remaining costs 
in making the finished product come under the expense 

budget. 

BUDGETING THE EXPENSE 

The expense budget covers the indirect manufacturing 

expenses and labor, selling and administrative expenses. It 
will depend somewhat on the type of business and the ex- 
tent of budgeting desired whether or not these three main 
headings are again subdivided. Except in very large con- 
cerns it is not considered necessary. Budget Control— 

What Is It and How to do It, published in 1925 by Ernst 
& Ernst, elaborates on the expense budget, and makes nu- 

merous subdivisions which brings the budget to a very 

high state of development. 

BUDGETING FOR PLANT ADDITIONS 

Any additions or replacements and the means of paying 

for them should be carefully planned. The banker is in- 

terested in these, because it is a case of transferring liquid 

into fixed assets, and often this is not necessary, since 

through greater efficiency and more constant use of the 

available equipment it may be possible to meet the need 

for greater production. 
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Any increase in plant should, of course, bring added rev- 
enue, and if the addition does not bring as high a return 

as the plant previously had the addition was not war- 
ranted. Careful attention should be paid to the increased 
expenses of maintenance, taxes, interest depreciation, and 
other profit-eating items, in building up this budget. 

THE FINANCIAL BUDGET 

It is this section of the general budgeting program in 
which the banker is primarily interested. This shows the 

cash balance at the beginning of the period, together with 
the budgeted receipts and expenditures and an estimated 

cash balance at the end of the period. The schedule should 

show the borrowing needs of the company and when they 
occur, together with the liquidating period when they hope 

to be out of debt as far as possible. Such a program would 
be welcome to a banker, as it would show him his client’s 

borrowing needs, when to expect them and he would be 

assured that the loans would be paid off so that the cus- 

tomer would be out of debt during some definite period. 

The financial budget brings in the net results of the sales, 

production or purchase budget, and the expense budget, 

together with the new building or extension budget if such 
a one is contemplated. 

RESERVES 

The dictionary defines a “reserve” as “something kept 
back, withheld, or set aside.” It is the amount of profits 
set aside or withheld from surplus to meet a future obliga- 
tion, a possible contingency, a retirement of capital or 
bonds, or to take care of a reduction in asset accounts. 
These may be grouped in more definite classifications as 
suggested in The Balance Sheet by Charles B. Couchman, 
as follows: 

1. Reserves applying to assets. 

2. Reserves that are true liabilities. 
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3. Reserves that are part of the accounting capital and 
are appropriations of surplus. 

This item of reserves is probably the most frequently 
misused of any on the balance sheet. It is often shown 
as one figure, and when analyzed it is discovered to con- 

tain all three of the above classifications. Obviously such 
practice is wrong and should be discouraged. A “reserve 

for taxes and contingencies,” for example, is indefinite. - In 

such a case the bank’s customer will not receive the benefit 

of the doubt, but the entire amount will be placed among 
the current liabilities. It is necessary for the credit man 
to take this rather arbitrary stand if no explanation is 
forthcoming. 

Another grouping of reserves is found most frequently 
on the statements of finance companies. These represent 
generally amounts of interest paid for which the company 
is liable in services. 

These several types of reserves will now be taken up sep- 
arately and a number of the different captions most fre- 
quently found will be discussed. 

RESERVES APPLYING TO ASSETS 

Reserves for Bad Debts 

The amount set aside to take care of losses due to bad 
accounts will vary in different lines of business. Suffice 
it to say that they do occur in all lines of business which are «0% 
on a strictly cash basis. Each company must determine for 

itself what is a fair amount to be set aside out of earnings 
to take care of these bad and doubtful accounts. At best 
the amount annually set aside is little better than an 

estimate. 
The usual procedure is for a firm to determine from its 

own experiences what percentage of the total year’s busi- 

ness it usually collects. If such experience shows that it 

collects all but 1 or 2 per cent of its annual sales, this 
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amount is set aside out of operating income and is part of 

the expense of carrying on the business. Thus the pos- 

sible loss is charged against the year in which it was in- 

curred, rather than borne by the following year. It is not 

likely that the estimate for this loss will be correct, so 

adjustments will have to be made out of the following year’s 

profits if the estimate was too low, or may be added to the 

surplus account if too high. 

Reserve For Depreciation 

This reserve differs somewhat from the “reserve for bad 

or doubtful accounts.” This reserve is cumulative during 

the life of the asset, while the bad debt reserve is merely 

set up to take care of the yearly shrinkage in accounts 

receivable. Both are, of course, estimates, as it is just as 

difficult to determine the life of a machine or building as 

it is the collectability of accounts. A great deal has been 

written on this subject of “depreciation” and the reserve to 

take care of it. Any number of authorities give rates for 

depreciation, and it is suggested that anyone interested in 

these rates will obtain a very good summary from R. H. 

Montgomery’s book Auditing, Theory and Practice, Vol. I, 

pp. 639-643. It is not in the province of this book to go 

into the subject in such great detail. Another good au- 
thority on the subject is Principles of Depreciation, by 

Saliers (Ronald Press, 1918). 

Depreciation in Analysis 

There are several ways of handling depreciation reserves 

when analyzing a statement, as shown by analyses made 

by bank credit executives. The following article will give 

the reader the two principal ways of handling reserves in 
analysis and the arguments for and against each method. 

! This is quoted from the Bulletin of the Robert Morris Associates for Fer 
tember, 1925. 
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Three ways are open to the analyst in handling reserves 
and computation of the ratios. 

1. Fixed assets gross and depreciation reserves added 
to net worth. 

2. Fixed assets gross and depreciation reserves disre- 
garded. 

8. Fixed assets net of depreciation reserves. 

Reserves are amounts set aside out of earnings, and in 
case of plant assets are credits reflecting the decrease in 
value due to depreciation and obsolescence. They are 
bookkeeping entries setting aside each year an amount 

which is the best estimate an organization can make on the 
probable decrease in value of its plant assets and is in- 
fluenced to some extent by the depreciation schedules in 

the income-tax regulations. The actual amount necessary, 

of course, cannot be determined until the asset has either 

been junked or otherwise eliminated. The reserve is 

charged against the operations for each fiscal year and 
thereby prevents increase of the surplus to that extent. 

Let us take up the three methods in the order named: 
I. Add the reserve to the net worth in computing the 

ratios involving these accounts. 
This method is used by some credit departments which 

consider reserves as a segregation of surplus and believe, 

when computing ratios involving these accounts, that they 

should be added to surplus to get the actual figure. This 
method has the following effect on ratios: 

1. Increases the worth-fixed ratio. 

2. Increases worth-debt ratio. 

3. Decreases sales-worth ratio. 

The writers do not consider this to be the proper method 

because the handling of reserves should affect only the ratios 
involving fixed assets, while this method affects net-worth 

ratios principally. The reserve is directly applicable to 
the asset against which it is set up, and has definitely been 
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segregated from surplus in order to show a truer picture of 

the fixed assets. As the machinery and plant depreciate 

from year to year, these periodical credits to reserve are 

set up which, while not positively accurate, are as accurate 

as accounting science can develop. For this reason the 

asset should not remain gross and the reserve be added to 

the net worth, as the object is not to determine the cor- 

rect net worth, which is the capital and surplus, but rather 

to give the best comparable figure for the fixed assets. If 

one adds the reserve and net worth, why segregate them? 

This method is the least used by credit men, but has the 
one advantage over the second method to be discussed, that 

it does take the reserve into consideration, while the second 
does not. 

II. The second method, using the gross amount of the 
fixed assets and only the capital and surplus as net worth, 

is advocated by some analysts. This method has the fol- 

lowing effect on ratios: . 

1.. Decreases the worth-fixed ratio. 

2. Decreases the sales-fixed ratio. 

This method ignores a very large item on the balance 
sheet and as the fixed assets are shown in their largest 

amount or gross, the above-mentioned ratios are lower than 
when otherwise computed. It is thought by some that, 

inasmuch as this method places the company under the 

most severe test for analysis, it is the best of the three, 

because if a company can pass this test it is far more cer- 

tain to have its assets in liquid form. Advocates of this 
method say that a reserve is only a bookkeeping item, and 

when the company needs additional funds with which to 
purchase new plant assets they usually find it necessary 

to borrow. The mere setting up of a reserve does not pro- 

vide funds with which to purchase additional plant. This 
criticism is partly true and perhaps extreme conservatism 
requires the setting aside of a sinking fund to take care 
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of future plant expenditures. However, while it is true 
that the analyst cannot definitely lay his finger on the off- 

setting debit to the reserve account, cannot show in what 
manner the reserve is invested, he knows that the money 

has remained in the business and has not been expended 
in dividends, salaries, or bonuses. 
When the ratios involving the fixed assets are computed 

gross the real picture of the change over a period of years 

is not clearly shown. Take, for example, fixed assets that 

are to be depreciated over a ten-year period or 10 per cent 

a year, as a simple illustration. Assume there are no addi- 

tions to plant, but only normal expenses for repairs and 
maintenance incident to general upkeep of the plant. If 

fixed assets are shown in their gross amount in computing 

ratios, the ratio will only increase or decrease as the other 

item in the ratio computation increases or decreases. To 

illustrate—fixed assets in the beginning of $100,000 when 

computed gross over a period of years with no additions, 

to make the case clearer, will be the divisor in the worth- 

fixed ratio at the end of the ninth year. The ratio can 

only increase by an increase in worth, or in the sales-fixed 

ratio by an increase in sales. The analyst expects nor- 

mally to find an increase in these items, but a company 

which has taken out a reasonable amount in depreciation 
is put at a disadvantage when compared with a company 

which adds such depreciation to the net worth. Also, to 
continue the illustration, it is presumed that the above 

company has a net worth at the beginning of the ten years 

of $125,000 and at the end of nine years $200,000. If the 

ratios of worth to fixed assets are computed, they are as 

follows: 

Worth 125,000 

Fixed 100,000 125% 
Worth 200,000 _ 
Fixed 100,000 ~ 227% 

First year 

Ninth year 
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This method of computation ignores the reserve and 

shows the fixed assets in the gross amount. The reserve 

is then the one item which does not enter into computa- 
tion of the ratios. The tenth year when the machinery is 

junked and the reserve is wiped out, the ratio becomes 

infinity, which does not seem to show the trend of the 
fixed-asset investment accurately. 

So far no allowance for replacements or renewals has 

been made. If the company makes renewals equal to the 
depreciation each year, the following illustration results, 

using the above figures for the worth-fixed ratio. 

125,000 
First year 100,000 ~ 125% 

200,000 _ 
Ninth year 190,000 ~ 105% 

Again ignoring the reserve in the computation of ratios, 

there is a radical change at the end of the ten years when 

the machinery is junked. From a ratio of 105 per cent in 

the ninth year the ratio jumps to more than 200 per cent in 

the tenth year, depending on the net-worth increase. An 

average increase in net worth of $7,500 would give a ratio for 

207,500 

100,000 
appear to show accurately the trend of the plant 
investment. 

When the reserve is not segregated from net worth the 
following ratios result: 

the tenth year of = 207.5. This again does not 

: 125,000 _ 
First year 100,000 ~ 125% 

: 290,000 _ 
Ninth year 100,000 = 290% 

207,500 
Tenth year 100,000 ~ 207.5% 

Therefore a ratio of 207.5% results if the company pur- 
chases machinery equal to the reserve of $100,000 at the end 
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of ten years, and infinity if they do not renew their plant. 
If they add to the plant an amount equal to the deprecia- 
tion each year, the ratios are as follows: 

F 125,000 _ 
First year 100,000 = 125% 

‘ 290,000 _ 
4 Ninth year 190,000 ~ 152% 

207,500 _ 
Tenth year 100,000 ~ 207.5% 

This again is not an accurate portrayal of the trend in 
fixed investment. 

III. The third method deducts the reserve for deprecia- 
tion from the fixed asset investment in the computation of 
the ratios. It has long been an approved, if not the most 
improved, method of balance-sheet set-up to show the gross 
amount of the fixed assets less depreciation and the net 
amount of the assets carried into the total column. Most 
of the larger companies in the packing and rubber busi- 
ness use this method, as well as many companies in other 
industries. 
~ This method recognizes the reserve item as a deduction 
from the asset account to take care of its reduction in value 
over a period of years. To use again the simple illustra- 

tion previously mentioned, $100,000 invested in fixed assets 
to be depreciated over ten years, with $125,000 in net 

worth at the beginning and $200,000 at the end of nine 

years, the worth-fixed ratio runs as follows: 

125,000 _ 
First year 100,000 = 125% 

: ‘200,000 
Ninth year 10,000 ~ 2,000% 

This shows a gradual reduction of the fixed assets by 
$10,000 each year. At the end of ten years, when either 
the fixed assets are replaced or the company leases its means 
of fabrication, the ratio jumps to infinity. 



76 RATIO ANALYSIS-OF FINANCIAL STATEMENTS 

Assuming again that the plant is kept up by renewals 

and replacements to the amount of the depreciation, the 

worth-fixed ratios are as follows: 

; 125,000 _ 
First year 100,000 ~ 125% 

200,000 _ 
Ninth year 100,000 ~ 200% 

The tenth year the ratio would still have $100,000 as a 
divisor. If there is an average increase in net worth of 

$7,500 the ratio in the tenth year would be 

207,500 
100,000 

Certainly the company is in a better position at the end 
of the ninth year than in the first year. This betterment 
is not accurately reflected if this ratio is computed on the 
basis of gross fixed assets. If fixed assets are not renewed, 
which is of course an extreme illustration, as no company 
is likely to let its plant run down to nothing, there is an 
increase in the ratio from 125 per cent to 2000per cent. If 

fixed assets are computed net, the ratio increases from 125 

per cent to 2000 per cent. By replacement the ratio com- 

puted on the basis of gross fixed assets declines from 125 
per cent to 105 per cent over nine years, and then rises to 
over 200 per cent, while if computed net the ratio increases 
from 125 per cent to 200 per cent at the end of the ninth 
year and to 20714 per cent at the end of the tenth year. 
This, in the writer’s opinion, reflects far more accurately 

the trend of the fixed asset investment and is therefore the 
best of the three methods used. 

A good argument in favor of showing fixed assets net 
of depreciation in this connection is that by so doing all 
statements are more readily comparable. It is impossible 
to estimate the reserve and place it on the liability side 
of statements showing fixed assets net, so the only way 
statements can be brought to a uniform basis is by deduct- 

= 207.5% 



THE PROFIT-AND-LOSS STATEMENT Nae 

ing the reserves from the fixed assets of those statements 
showing the reserves on the liability side. 

In the accumulation of figures for industry studies it is 
preferable to have all statements on the same basis. Uni- 
formity in analytical methods can only come about through 
a greater uniformity among bank credit men in the setting 
up of’ their statements. Statement uniformity is a goal to 

shoot for. The statements sent to the office of the Robert 
Morris Associates for accumulation in industry studies 
clearly show this lack of uniformity not only in the more 
technical points, such as reserves, but in what would seem 
to be quite obvious classifications, such as cash. In some 

instances statements of the same company, on the same 

date, show a difference in the cash item, indicating the 
use of widely varying methods of classification. It is to 
be hoped that a better understanding of the value of uni- 
formity and more definite use of nomenclature, both in 
detail and in condensed form, will develop so that basic 
statistics can be built up on figures having closer stand- 
ardization both of fact and in manipulation. 

Another view of the depreciation reserve question is set 
forth here which covers the question from a more con- 

servative bank-credit point of view. 

ANOTHER TREATMENT OF RESERVES IN ANALYSIS! 

-When machinery is purchased to be used in any business 
it is purchased with the well-established fact in mind that 
it will wear out through use or become so obsolete that it 

can no longer compete with more modern machinery and 
will have to be replaced. The thoughtful business man- 
ager takes this into consideration when fixing his costs of 
production. He totals the cost of materials, labor, selling 
expenses, etc., and adds to these costs a certain percentage 
to cover wear and tear and danger of obsolescence. When 

1This is quoted from the Bulletin of the Robert Morris Associates for 
October, 1926. 
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a customer buys an article or the output of goods or power, 

it is proper for him to pay all costs of production, which 

include these depreciation costs. Prices having been estab- 

lished with material, labor costs, etc., in mind, gross profits 

are increased by the allowance made for depreciation. In 

order that these seeming profits should not be confused 

with real profits, it is good practice to segregate the amount 

computed as depreciation expense from the undivided 

profits, carrying it in a special “reserve for depreciation” 

account. Such practice leaves the undivided profits a true 
picture of the actual net earnings that are truly available 
for distribution to stockholders either as dividends or as 

capital disbursement in liquidation. 

The cumulative amount of the reserve in any operation 

appears in one of three ways on the property statement. 

It may be deducted from its related fixed assets, and this 

asset be listed net. The cost of the fixed asset may be listed 

in an indented column under which the total depreciation 
may appear to be subtracted, the remainder or net amount 
being carried into the asset column. The cost of the fixed 

assets may appear as an item or as items among the assets, 

and an amount representing the reserves against the same 

may appear on the liability side below the total liabilities 
and above the capital or net worth item. 

The first method, while rather common practice, is abso- 
lutely incorrect in principle. When the fixed assets are 
reported simply as “net of reserves,’ the analyst has no 
data from which to determine whether or not the reserves 

are adequate. The reserves, in total, should increase each 

year in an amount equivalent to the proper percentage of 

the cost value of the assets which will cancel the items 

at the end of their average life, unless replacement to exceed 
the annual appropriation is made. 

Depreciation by wear and tear occurs through physical 

use of machinery. This goes on quite irrespective of final 
profits from operation, being an inseparable part of pro- 
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duction. If an operation has not been profitable in any 

one or several years it is possible for the management to 

conceal a substantial part of the loss by neglecting the 

depreciation charge and letting the amount ride into un- 

divided profits. If this occurs in a company which reports 

its fixed assets “net of reserves,” such action, bolstering up 
apparént profits, could be discovered only by accident. 

The second method of recording, that of showing the cost. 
of fixed assets and the depreciation against them, but car- 

rying only the net amount out to be footed into the assets, 
is a much more correct and accurate manner of handling 

the problem. When considered only from the standpoint 
of values and liquidation, it is a safe and sound method. 
The depreciation amount represents the computed loss of 

value of certain assets. If this has been figured exactly 
in conformity with the real loss in value, the net amount 

of the fixed assets less the depreciation reserve we repre- 
sent real values. 

There is, however, an analytical danger in setting up 

figures in this manner. A going business requires invest- 

ment in fixed assets of one kind or another. This is a cap- 

ital investment and, with rare exceptions, all replacements 

of machinery, fixtures, and buildings are capital in their 

nature. The exceptions are when the depreciation ac- 

count represents cash on hand or outside investments 
which can be sold without affecting the business. In this 

case the depreciation account represents spendable funds 
that can be used to replace the worn-out or obsolescent 

machinery. This is not the usual way of handling the 
account, and depreciation reserves generally represent 
nothing but lost values and have no spendable replace- 
ment characteristics. 

The segregation from the undivided profits of a reserve 
account is very often a preventive accounting measure to 
deter the spending of earnings, or apparent earnings, in divi- 

dends, and to keep_the funds in the business. In keeping 
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them in the business in this manner they become distrib- 

uted throughout the assets or reflected in a lowering of the 

debts, but they are not current funds which can be spent. 
As we advance from year to year along the normal ex- 

pected life of a machine, the depreciation account increases, 

so that at the replacement period it equals the investment 
cost. As anet item the machine disappears from the state- 

ment. If everything works according to schedule the ma- 
chine is junked without affecting the net worth of the com- 

pany and apparently the depreciation reserve has fulfilled 

its obligation. 

But with what does the company buy a new machine to 

take the physical place of the old one and carry on the 

operations of manufacture? Washing out the old asset is 

not enough. The physical machine must be actually re- 

placed. Normally the cash account, supplemented by bank 
borrowing or credit from the manufacturer, is used to pur- 

chase the new machine. In either case there is a charge 

against the current ratio either by the reduction of cash or 

by the increase of current debts (funding operations and 

sinking funds against them are another problem). 

No amount of setting up of reserves and deducting them 

from their related item can obviate the cash capital strain 

of replacement. Therefore the comparison of fixed assets 

net of reserves from year to year is liable to be misleading 

to the analyst, as this might well be a decreasing item 

which is thus emphasized. But the nearer approach to the 
need of replacement money to buy the machine is not at 
all emphasized and this becomes easily overlooked. It is 
probable that the replacement reserve more nearly approx- 
imates a debt each year that it approaches maturity. 

Therefore, it is suggested that the better way to handle 
this item for purely analytical credit purposes is to carry 
the cost of machinery gross as an asset and accumulate a 
reserve account on the liability side of the statement. This 
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item should be below the total debt and above the net 
worth. 

With this set-up one can easily note, and not easily over- 
look, the relationship between net worth and cost of fixed 
assets, which, after all, measures the capital strain made 
by fixed asset investment or replacement. 

Secéndarily, one can measure the relation of net worth 
to debt, the debt strain, and also mentally estimate the 
actual and potential debt by adding the debt and reserves 

as these approach the period of application. 
In our statement studies all ratios are computed with- 

out reference to reserves for depreciation. These represent 
no present value and so cannot be left in the net worth. 

Cumulatively they represent the approach of capital needs 
to buy replacements. Therefore they should not be sub- 
tracted from fixed assets in credit analysis, although proper 
to establish liquidating values. On this basis net worth 
is compared to the capital invested or to be invested in 
fixed assets or replacements. 

RESERVES THAT ARE LIABILITIES 

Probably the most common reserve under this heading 
is the liability for taxes. It is true in the case of these 
reserves, as it was in the former type, that only estimates 

can be made as to the extent of the liability. It is, how- 
ever, necessary that some record appear on the books be- 

fore the exact amount is determined. Reserves for taxes 
should be taken out of the year’s income in which the 
profits or expense occurs, because it is just as much of an 

expense of doing business as any other item in the profit- 

and-loss account, and probably no debt is more certain of 

payment than a company’s debt for taxes. 
Including this account in with other reserves such as 

proprietorship reserves is incorrect, as no one but the gov- 

ernment has any title to it. It comes first in the payment 

of liabilities and is preferred in enforced liquidation. 
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Other types of liability reserves, while not so current in 

nature, are those set up to restore leased property to its 

original condition. A company may make such changes 

on property leased that it would not be suitable for other 

businesses. The company therefore sets up a reserve which 

they estimate is necessary to restore the premises to their 

original condition. 

When real estate is sold with a guaranty of maintenance 

in the future a reserve is created out of the proceeds of 

the sale to take care of these expenses. This maintenance 

may be for a specific time or in perpetuity. These last two 

liability reserves are not as common or as important as 

the tax reserve, but are given as additional illustrations by 

Couchman in his book, The Balance Sheet. 

RESERVES THAT ARE PART OF SURPLUS 

It is often desirable for a company to segregate out of 

its surplus account an amount either in one lump or in 

annual installments. An accumulation of a reserve of this 

nature is quite common when additional building space or 

improvements are contemplated. Such segregation of sur- 

plus puts a stop to the stockholders’ cries for dividends, 

because when the reserve account is established it has 
definitely been taken out of surplus, which makes the pos- 
sibility of melon-cutting less. This naturally does not 
always meet with the approval of the stockholders, who are 
quite prone to want all they can obtain in the way of divi- 
dends. Other accounts found under this general classifica- 
tion are reserves for shrinkage in inventory value—sinking 
fund reserves, reserves for retirement of preferred stock, 
or reserve for contingencies. Inasmuch as these accounts 
arise out of the surplus account they should, naturally, be 
placed just above the proprietorship or net-worth accounts. 
Occasionally a firm will have a reserve for dividends which 
will be paid but which have not been declared. Until 
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declared they are a part of the accounting capital, after 
which they become a current liability. 

There are many other types of reserves, but they are not 
so common on balance sheets generally. Different lines of 

business require captions for their reserve accounts which 
more accurately describe the reason for the account. There- 

fore, on insurance companies’ statements we have an item 

of insurance reserve; contractors’ statements contain a re- 

serve for contract work in progress, mail-order houses have 
a reserve for prepaid orders, and newspapers or publishing 
houses and finance companies have accounts which clearly 
explain their reason for appearance such as reserve for un- 
earned subscriptions and interest paid but not earned or 
unearned interest. 

For analysis purposes it is quite common to include this 
classification of reserves known as surplus reserves or part 
of the accounting capital as net worth in computing the 
ratios involving net worth. There are arguments for and 

against this and opinion generally seems so evenly divided, 
and the reasons on both sides so logical and well known, 
that they need not be set down here. / 

HIDDEN RESERVES 

Perhaps it would be well here to comment briefly on 
“hidden reserves.” These reserves arise from increases in 
assets without an offsetting liability or capital item. A 

good example is the charging of improvements or plant ex- 

pansion to expense of repairs and maintenance instead of 

to the plant account. This creates additional value to the 
assets which have been charged to expense. 

Another way of creating secret reserves is to make exces- 
sive charges against operation, the offsetting credit being in 
a reserve for bad debts or depreciation account. It is really 

the duty of an auditor to make comments on such excessive 
reserves, as a banker cannot determine such charges usually 

unless he sees operating figures and has a good knowledge of 
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the accounting profession. This is also an extremely easy 

way to deceive minority stockholders. 
The writing down or understating of the inventory brings 

about the same result as the two previous examples. 

DEPRECIATION RATES SHOULD BE FIXED 

While it is common practice for some companies to make 
their depreciation charges flexible, it is not considered good 
practice. By this flexibility it is possible for a company to 
make large or excessive charges against operations in their 

more profitable years and small charges in the leaner years. 
The Treasury Department frowns against such practice. 
Such a procedure makes it impossible to establish rates for 
taxation purposes. There seems to be no good reason why 
the good years should suffer for the misfortunes of the bad. 
Any variation from usual procedure in depreciation 

charges should be called to the banker’s attention. Except 
in rare cases constant rates should be maintained. 

~~ 



CHAPTER V 

CoMPARATIVE ANALYSIS 

Bank credit was granted for so long a period on the basis 
of personal appreciation or by “the credit sense method” 

and withal was so successful that there has been a tre- 
mendous inertia working against a deeper application of 
analytical practice on the figure facts. When statements 
began to make their appearance they were in many in- 
stances not much more than memoranda. The borrower, in 

quest of a loan, might show these memoranda to his banker. 
The resulting discussion was of a cursory type in most in- 
stances, and the statement, if such it can be called, was filed 
in a manner similar to that used for filing ordinary corre- 
spondence. When data were filed in the earliest days they 

were intended to stay filed and no special effort was made 
to make them available. 

The first real step toward an intensive use of the state- 

ment was taken by Mr. James G. Cannon some time about 
1900 in the development of a comparative balance sheet. 

At this time a conception that is now quite generally ac- 

cepted was first appreciated. Any one financial statement 
of one company, without outside data, is an anchored esti- 
mate. It in reality expresses merely a condition as at one 
single moment, and in no way indicates progress or retro- 

gression. It is thoroughly stationary, like the single sign- 
post along the highway—-static, not dynamic. But business 
is economic motion, like the automobile passing along the 

highway. Its statements are its markers or signposts. By 

examining their successive proportions, noting changes in 

amounts and relative set-ups, the analysts can in a measure 
get some idea, to use another automobile simile, as to 

whether the business is laboring uphill, running on a fair 

85 
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and level highway, or rushing downhill at a dangerous 

speed. The originator of this thought, that statements were 

worth successive or serial comparison, took the first step 

toward a real analysis of the figure facts. 

To bring about this comparison in an orderly and sys- 

tematic way a further innovation was developed in the na- 
ture of a comparison sheet to which the figures of a series 

of statements could be transcribed. The innovation con- 
sisted in the bank transcribing the figures rather than sim- 

ply filing the memorandum. To many even this simple 

procedure seemed a useless addition to the bank routine 
that would add greatly to the expense of clerk hire and 

produce little of real value. But little by little at first, 
and then suddenly, the practice developed, until today any 

bank with any system of organization has its comparison 

sheet. 
As hardly any two statement reports are in all details 

identical in set-up, various combinations of items are usu- 

ally made in accordance with the decisions of the depart- 
ment using the form. A previous chapter discussed nomen- 

clature. As part of this discussion a simple set-up was 

offered which combines with the minimum of separation all 
of the usual statement data. This condensation goes per- 

haps to the extreme in the elimination of separate items, 

having as its object the preparation of as condensed a show- 
ing of data as possible in order to make statistical handling 

as easy and simple as possible. Many bank analysts are not 

content with such a simplification of nomenclature and use 

a much more detailed form. These differences are readily 

perceived from the specimen reproductions which form part 
of this chapter. 

The analysis of statements by the preparation of a run- 

ning comparison had not progressed far before the analysts 
appreciated a sharply defined difference between certain of 
the items. Among the assets there were some that would 
turn into cash or its equivalent in a short time and through 
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the ordinary and regular processes of business. Certain 

liabilities mature in the near future also in the regular 
course of business. As has already been mentioned in the 
chapter on “Statement Nomenclature,’ Chapter III, defi- 
nite classification under these two sets of conditions is 

necessary. Much misunderstanding has resulted from the 
careléss use of words in this segregation. The phrases “cur- 
rent assets,” “quick assets,” and “liquid assets’ have been 
used with too great a similarity by different men. One 

analyst. uses the phrase “current assets” to cover what an- 

other analyst calls “quick assets.” Either of these may be 

confused by a third man who calls such items “liquid.” 

This lack of uniformity is unfortunate. It sprang from the 

early gropings for system in analysis and is a very direct evi- 

dence of the rather haphazard method by which modern 

analysis has developed. This further rather duplicated em- 

phasis is made because at this time, in the discussion of 

comparative balance sheets, the terminology “current as- 

sets” will be used and to some reader the term may mean 

either of the other two headings. To make sure of what is 

meant reference should be made to Chapter III. 

Assuming, then, such a distinction, we find that we have 
_at the same time segregated from the total assets those from 

which funds will become available with which to meet such 

obligations as are maturing in the approximately near fu- 

ture. This quite naturally suggested that the sum total of 

all current assets and all current liabilities should be reck- 

oned one against the other. With this appreciation the 

early analysts set about effecting a comparison on an arith- 

metical basis. They recognized that, even with the most 

conservative attitude toward evaluation, the current assets 

would rarely bring the full listed book value in a liquida- 

tion. A corollary conception quite naturally recognized 

that the current assets must be in excess of the current 

liabilities, to allow for this shrinkage in liquidating value, 
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in order to produce funds from which to make current 

liability payment. 
To bring about this kind of a comparison between these 

similar types of assets and liabilities three lines were usu- 

ally used at the bottom of the comparison sheet. The first 

one for current assets, the second for current liabilities, and 

the third for the difference between the two. This seem- 

ingly natural grouping for subtraction purposes started 

future development of analytical tests off on the wrong foot. 

It was not long before analysts realized that this subtraction 

method might be misleading. The same margin between 

current assets and current liabilities might not mean the 

same thing and any reliance on it as a measure might be- 

come dangerous. A simple example may well be used to 
emphasize this fact, as follows: 

Company A Company B 

Current assets. .........5. $100,000 $200 , 000 
Current liabilities.......... 50,000 150,000 

Marsivyi: cota $ 50,000 $50,000. 
In the case of these two companies the margin between 

current assets and current liabilities is the same amount, 

$50,000. But in the first case this $50,000 is a marginal pro- 

tection against liquidating shrinkage in $100,000 of current 

assets and in the second case liquidating shrinkage in 
$200,000. For the first it is a 50-per-cent protection and 

in the second it is only a 25-per-cent protection. A study 

of these figure facts brought a realization that proportion 

was not accommodated for in the subtraction method and 
that it was rather the relation that existed between the two > 

main factors of current assets and liabilities rather than 
their arithmetical difference. 

To establish this ratio, or expression of proportion, a 
fraction form was used as the expression, so that its reduc- 

tion would result in a proportion. At this point we find 
the statistical method adopted lacking in logic. Because 
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the arithmetical formula had accustomed analysts to see 

the current assets above the current liabilities, they put the 
current assets on the top of the fraction, making them the 
dividend and using the current liabilities as the denomina- 
tor of the fraction, making them the divisor. As a matter 

of fact, practice simply took the arithmetical formula, drew 

a lineetween the top two items, and called the fraction the 

current ratio. In Company A this resulted as follows: 

Current assets, $100,000 2 

Current liabilities, $50,000 1 

This fraction was then reduced to a phrase 2 to 1, meaning 

- that there were two dollars of current assets for each dollar 

of current liabilities. Simple enough in practice, but with 

little real meaning above the arithmetical formula except 

as practice and usage has made analysts adept at mental 

calculation to get a further meaning. 
If the arithmetical arrangement of the first two items had 

only been reversed from the start in developing the ratio, 

it would have been much more sensible. The formula 

would then have resulted in the following fraction for 

Company A. 

Current liabilities, $50,000 1 

Current assets, $100,000 — 2’ or 50% 

Such a current ratio would have at once given us a measure 

of liquidating requirement so as to produce sufficient funds 

to meet the current liabilities. For each one dollar of listed 

current assets one would have to get fifty cents in order to 
meet the current liability obligations. The difference be- 
tween this and 100 per cent would measure the protection 

against shrinkage, in their case 50 per cent. 
In the case of Company B the present current ratio is 

developed as follows: 

200,000 4 
150,000 we ee 4 to 3, or 1.33 to 1 
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If done as just mentioned, it would read: 

150,000 _ 3 
500,000 ~ 4 °° “57% 

This second expression means that the current assets would 

have to realize seventy five cents on each dollar in order to 

produce funds to meet the current liabilities, giving only a 
25-per-cent protection. 

But it would be futile to go against a custom so long 

established and deeply seated in the minds and practice of 
analysts. The current ratio as now used is a full, frank, and 
complete acknowledgment that the relationship between the 

items is the important thing. Full discussion of the current 

ratio will be reserved for a following chapter, in which it 

will be examined together with other ratios which have dis- 

tinct bearings on it. 

AN ACID TEST 

Merchandise, as it normally appears on any statement, is 

a conglomerate. In a manufacturing company it may be 

raw material, partly finished goods, or completely finished 

product. In a preceding chapter this possibility of dispro- 

portion has been discussed under the heading of balancing 
inventories. In a distributing or strictly merchandising 

company the inventory includes both quickly moving and 

stagnant merchandise. There is always a question as to the 

real liquidating value of the inventory. There is always a 

question as to the basis on which the inventory was taken, 

both in its accuracy of pricing and in its real quantity. It 

is probably true that the inventory is the question mark or 

value problem in the current assets. In bulk it often makes 

up a large part of the current assets, not infrequently as 
much as one-half. Bearing in mind the perhaps startling 

effect on the current proportion or ratio that its possible de- 
preciating liquidated value might have, a great many 

analysts have supplemented their measure of the total cur- 
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rent assets against the total current liabilities by a compari- 
son in which the inventory does not play a part. This has 
been called the “acid test.” 

In its briefest form the “acid test” consists of measuring 
the total of the cash and trade receivables against the total 
current liabilities. To meet the test satisfactorily this total 
must/be equal to the current liabilities. This is a mere 
statement of the actual process which should be accom- 
panied by some supporting argument or theory before being 
accepted. 

Cash is of course free and obviously immediately avail- 
able for use in debt reduction. Receivables are only one 
step removed from cash and are subject only to bad-debt 
shrinkage. They are not subject to price level change dan- 
gers. Therefore cash and receivables are almost exactly the 
offset in character to debts maturing in the near future. 
The very similarity between cash, receivables, and payables 
suggests the propriety of setting them into comparison. 

Furthermore, when looked at broadly, receivables and pay- 

ables are identical in economic character except that they 

appear on different statements. The receivables of one 

company can quite easily be the payables of another com- 

pany, in the standing of both of which the banker may be 
interested. 

If this acid test is applied and the subject company meets 
the test then its current liabilities will not exceed the total 

of the cash and receivables. The whole value then of the 

inventory, whatever it may finally check out to be, becomes 

available as a buffer against loss by the creditors. Only the 

assets which are cash or nearly cash are relied upon prima- 

rily for current liability payment and the buffer or merchan- 

dise may fluctuate quite drastically without impairing pay- 

ment ability. It is a somewhat drastic test which, while not 

always easy to meet, has the quality of conservatism. In 

using it, however, the analyst must distinguish such cases 
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where the character of the industry would prevent the test 
functioning fairly and use a reasonable discretion. 

The test is usually computed by the arithmetical process 
from the dollar statements on the comparison sheet. The 
relation is hardly ever reduced to a proportion and for the 
most part is a rough mental computation of totals. 

COMPARISON FORMS 

While nomenclature and consolidation of figures have 

many variations, there are primarily but two main dis- 

tinctly different types of comparison set-up. 

In the first of these the items making up the total of 

the current assets are listed at the top of the sheet and 
totaled. The several items making up the current labili- 

ties’ are then listed below them and likewise totaled. Fol- 

lowing this the total of the current liabilities is subtracted 
from the total of the current assets and the arithmetical 
difference listed as the excess of current assets, or working 

capital. Below this, again, the analyst spreads the non- 

current or fixed assets and adds them to the working-capital 
figure, getting a total of all assets less the current liabili- 
ties. Below this derived figure is a space to list the funded 

obligations, the total of which is subtracted, leaving the net 
worth. The net worth is followed by an item space for re- 

serves, capital stock, and undivided profits, which are footed 

to secure another derived total of “capital liability and 
reserves.” ‘Those reserves which have been handled as de- 

ductions from assets are listed at the bottom as a memoran- 
dum. Certain important derived data comparisons and pro- 
portions are either listed or shown on the reverse of the 
sheet. The final data, a most interesting notation, are 
entered under a general heading, “contract,” at the bottom 

of this general summary. This is a very proper thing to 
do, as it keeps before the loaning officer, who uses this sheet 

as a reminder in credit conferences, just what the bank has 
agreed to do. 
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The exhibit on page 94 is a reproduction of this sheet. 

Its study is more than ordinarily worth while, as it is one of 

the best of this type of comparison forms. — 
The second general type of comparison form differs from 

the one just discussed in that it maintains the set-up of a 
balanced statement. In this form the various items making 
up the current assets are listed at the top of the column. 

These are generally listed in the order of their cash ex- 

pectancy, with cash at the head and those items that have 

most nearly approximated a cash position following. These 

are footed into a subtotal of the statement on a footing line 

indicating the “current assets.’ Below this are entered the 

plant assets followed by several blank lines, so that these 

may be footed as a memorandum in pencil if desired. Fol- 

lowing these come the other non-current assets of one kind 

or another, with a footing line so that all of the fixed assets 

may be totaled. While not a universal method by any 

means, some careful analysts follow the total of the fixed 
assets by space in which to enter the purely fictitious assets 

such as goodwill and treasury stock, so that the whole col- 

umn may be footed and produce the statement total as 

presented by the customer. (See page 96.) 

On the liability side the items making up the current 

liability are listed at the top, so that they, may be subfooted 

readily. Beneath this total are entered the funded debts, 

mortgages, or bonds, and the like, which are then added to 

the current debt, giving at a glance the total debt of the 

subject, both current and funded. Below the total debt 

space is left for entry of reserves, not deducted from assets, 

capital, surplus, and undivided profits. These can be added 

to the total debt, again balancing the total with the cus- 

tomers’ report. 

A single line is left between the “undivided profits” and 

the total upon which the analyst may make notation of 

the true net worth. This is the sum of the capital, sur- 
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plus, and undivided profits minus the total of all fictitious 

or purely book-balancing assets. 

The statement proper is usually followed by a memo- 

randum of sales, profits, and dividends, together with the 

current ratio already discussed. The following form is an 

example of this set-up. At this point the reader is asked to 

disregard lines 54 to 60, inclusive, which will be better ap- 

preciated after reading those chapters which will deal with 

ratios in analysis. 

The two forms explained and shown indicate the common 

types of comparison form from which there may be some 
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slight deviation in wording, ruling, and the like. There is a 
third form, which will be explained shortly, but prior to 
such explanation it may be well to draw a short comparison 
between the two already indicated. 

In the opinion of the authors the second style has several 

advantages over the first. To begin with, it is a balanced 

set-up that produces the same statement footing for assets 

and liabilities and which in most instances checks exactly 
with the statement as submitted by the customer. In the 

second place, the second form indicates quite clearly the 

total debt which is believed to be a very important point in 
analysis. Furthermore, this total debt is so placed as to be 
in easy position for immediate and constant comparison to 
the net worth, another important analytical test for good- 

ness. Finally, the set-up follows the usual accounting 

set-up in appearance. It seems good practice to keep as 

nearly parallel to usual set-up as practical for the sake of 
ready comparison to original figures, if for nothing else. 
Both forms have a useful memorandum in the numbering 
of the lines on the sheet, so that items several columns over 

may be readily traced to their proper item heading. These 

sheets are often extended up to ten and twelve columns, 

and the line number data can well be inset at the right of 

each four columns. 
The third form mentioned is really a shorter exhibit of 

the second, more condensed. It has, however, several addi- 

tions which the reader may pass over at the present. These 

are the “100% statement” columns and the “ratios and 

index.” The “100% statement” will be discussed in the 

next chapter, after reading which the use of these two sub- 

columns will be more apparent. That subcolumn “group” 

refers to an industry background. This is a rather impor- 

tant and newer method of presenting analytical data which 

will be discussed in a chapter by itself. The part of this 

form, “ratios and index,” is developed for use of all the test- 

ing ratios which will be the main theme of the next several 
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chapters and which in fact constitute the backbone of this 
newer and more complete statement analysis. When the 
theories necessitating the use of this part of the form are 
presented, reproductions of these parts of this form will be 
shown with the text for the greater ease of understanding 
by the reader. This shorter form, with its attending data, 

is presented here simply because in the analytical work of 

the authors it has been found more concise and readily 

usable than the longer forms. Its condensations eliminate 

no essential data and add much to completeness. (See page 
98.) 

In summing up, in general, comparative analysis has con- 
tributed a recognition of the necessity of using statements 

in comparative sequence in order to study development 

rather than stationary condition. It has recognized the im- 

portance of proportion in the acceptance of the current 

ratio. But it has stopped dangerously short of anything 
approaching completeness in that it has produced on ex- 
amination no record of equally important proportions, leav- 

ing them to mental reservation with all the vagueness of 

lack of accuracy and absence of historical record which this 
indicates. Furthermore, the mere comparison of dollar 

figures makes possible that misconception of size for 
strength, and precludes the easy and ready cross compari- 

son of similar companies of greatly differing size. The cor- 
rection of some of these omissions is the object of substitut- 

ing proportional or ratio analysis as it will from now on be 

discussed. Y 



CHAPTER VI 

CoMMON-SIZE STATEMENTS 

ComPARATIVE statement analysis has been of great im- 

portance in the development of a scientific handling of the 

credit problem because it has established the practice of 

continuous and recorded analysis of successive property 

statements. Furthermore, it has developed a recognition 

of the essential importance of proportion and has even es- 

tablished one such proportion through the acceptance of 

the current ratio as a test for credit goodness. 
Bulk figures, however, are often misleading in that size 

is easily mistaken for strength. Size obliterates a sense of 
proportion because figures running into hundreds of thou- 

sands of dollars or even millions are difficult to handle men- 

tally with accuracy. In analysis there are two types of pro- 

portion to be considered. - For want of a better phraseology 

these may be called the component and salient proportions. 
By component proportions one might well mean those 

proportions which indicate the relative distribution of a 
whole into its component parts, indicating what percentage 

of the whole each part represented. The inspection of a 

statement expressed in dollars gives only a vague expression 

of its component proportions and even such mental reserva- 

tions as may be made in the reading are not recordable. 
Analysis would be much more clearly defined if a method 
were evolved by which such component proportions were 

immediately recognized and easily recordable. 
By salient proportions one might mean the proportional 

relationships between the important elements of any state- 

ment. The current ratio, as generally developed and ac- 

cepted, is such a salient proportion. It is unquestionably 

an important strength measurement in that it establishes 
100 
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the relation between debts maturing in a near future and 
the assets from which payment will normally be effected. 
Another salient proportion is that which has been discussed 
under the heading of “the acid test.” In both of these the 
relationship as developed is as between two separate groups 

of units to each other rather than a comparison of each of 

themo a common figure. These salient proportions have 

of recent years come under consideration in the discussions 

and various articles on ratio analysis. An appreciation of 
their value is growing rapidly and their most recent devel- 

opments and use form the text of the next several chapters. 
The following figures in a condensed form will illustrate 

the point: 

A B 

Racin ahi a. Be ee LA $ 3,445 $ 301 
Receivables... ke 9,269 3,583 
ME OLOUY ca his ls 28 beeen 4,871 2,358 
Listed securities............ 5,700 

otal current... 6... 2.3 23 , 285 6,242 
LGD Gib. 5) Be eee 74,782 13 ,033 

PEN A 10. ak a8 4 98 ,067 19,275 

Payaiess: 26... 8o) eed. oe $ 12,550 $ 2,900 
PEG PS losin Okay sha heal nts 1,690 

PEM UNTONG! ccs 2 < weld 14,240 2,900 
ended debt... ..-.s..-4.2% 30,000 6,000 

POA GOWb sss Beams neces 44 ,240 8,900 

RGEC ytd safe heim wine is $ 10,675 $ 2,050 
CROC asic stall. ae d poscae'sce 43,152 8,325 

1 se ga i 98 ,067 19,275 

CMI 2 baniste ci cie MOLE bows $109 , 250 $30,770 

The spreading of successive statements on a comparison 

sheet does not then accomplish the best results, although 

valuable. The dollar figures lack an accurate expression of 



102 RATIO ANALYSIS..OF FINANCIAL STATEMENTS 

the component proportions. Mere increases in bulk may be 

misleading and some further development of the figure facts 

is necessary. The 100 per cent or common-size statement 

seems to offer a solution. By its use the component propor- 

tions are at once evident, and accurate cross comparison 

with similar companies or facts is made possible. 

When the figures of two statements are approximately 
the same size, it is not difficult to observe the presence of a 
large amount of inventory in one as compared with the 
other. However, if the above statements are examined, it 
is likely to lead to confusion when the dollar figures are 
compared, unless separate computations are made relating 

the several items to the total or developing some ratios. 

The proportion of the total figures, which is tied up in re- 
ceivables, inventory, debt, and worth, is extremely impor- 

tant in a thorough analysis. Inasmuch as a direct compari- 

son will not give a good picture of the percentages so 

invested, some method must be devised which will show at 

a glance the make-up of the total figures. 

100 PER CENT STATEMENT 

The 100 per cent statement, also called the common-size 

statement, gets its name from the fact that the total foot- 

ings of any statement are considered equal to 100 per cent. 

Inasmuch as the total footings of any or all statements are 

equal to 100 per cent, they are then reduced to one common 

size. This allows easy comparison, and at the same time 

does not destroy any of the proportions of the exhibit. 

This 100 per cent statement is obtained by dividing each 

item on the statement by the total footings and expressing 

each item in its percentage of the total. In the computa- 

tion of this 100 per cent statement, it is customary for the 
writers to deduct the goodwill, patents, trade-marks, treas- 
ury stock and other intangibles from the total and also from 
the net worth. This then gives the percentage invested in 
each of the tangible assets. 
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The computation of this 100 per cent statement is not a 
long or difficult process, but can be done on the condensed 
statement above shown in not more than three minutes. It, 

of course, requires a computing machine, or a slide rule com- 

monly known as a “guessing stick,” for this computation. 
The authors have used a Monroe Calculator which has 

proved very satisfactory. If such a machine is used, the 

operator should get the reciprocal of the total, put this re- 
ciprocal into the keyboard, and multiply each item by this 

reciprocal. 
The computations for Statement A are as follows: 

Dollar 100% 
state- Process statement 
ment 

3,445 
RE ecairrke 2 i tss 8 feck sas 3 ’ 445 98, 067 3. 51% 

: ' 9,269 
MCE IW ANCS yore x en's OS ole et « 9 , 269 98,067 9.45 

4,871 
MR ERE sc Gc et rats ee 4,871 98.007 4.97 

5,700 5 81 

Listed securities). ......<.5.'. 5,700 98 , 067 == 

Total t 23 , 285 ee 23 74 LAMOCUITETIGH. ats ewe Cas ; 98,067 : 

74,782 74,782 76.26 
Poraldixeds:.. 66 55 La ec le » 98,007 a 

Pe Nia orc mea 08 + 98 ,067 100.00% 

12,550 
MEA hgh are, Fues!> ones 12,550 98,007 12.80% 

1,690 1,690 1.72 
TU SP Re ea 2 oe er Se 98,067 — 

14,240 
CRORES ULECDIG oiivioidc eee er es 14,240 98,067 14.52 

30,000 30,000 30.59 
WUBGCH GOW s2 ence eee e's —_ 98,067 —- 

44,240 
cheat 2s (a re ira 44,240 45.11 

98 , 067 
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10,675 
TROBCEV ES!) pede 2 ew aera 10,675 98,067 10.89 

43,152 43,152 44.00 
INGE WOrthe ts. Soiree oes — 98,067 — 

BOUL. 2 in,6 2 a sunee ana 98 ,067 100.00% 

109, 250 
Baas eae ree 109 , 250 98,067 111.40% 

This gives us an immediate picture of the relative 
make-up of the dollar figure. Out of every $100 of total 

footings this company has $3.51 in cash, $9.45 in receiv- 

ables, $4.97 in inventory, and so on through the rest of the 

statement. 

Reverting to the two statements A and B given earlier 
in this chapter, the value of this common-size statement is 

even more evident. These two statements are shown side 

by side for direct comparison. 

A B 

CASS ee foie te eee 370k 1.56 

Recelvablesssad: cw seen oe ee 9.45 18.59 

PUG ING pier a: diluent ee 4.97 12.23 
Listed seeurities:......%. 0. 22275 5.81 — 

Total current soci aseene ca ea 23.74 32.38 
TOtGl SOO. 6. eee oes 76.26 67 .62 

Totals eae 100.00 100.00 

PAV RINORS ois oc. al en ore 12.80 15.05 
SP ORO ite Ale ea ae eee 1.72 a 

"PORAICUTTORE «5 biicntcs cen she 14.52 15.05 

FPunded.ebics .... 6.0 eee 30.59 obale 

PP OOSR CGI... oc ranean aes 45.11 46.18 

FBRSRUER le cis ss ee 10.89 10.63 

NOt WOR ek oc Re cae erin 44.00 43.19 

CERES Svan ee ee eee 100.00 100.00 
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The above exhibit indicates that the cash position of 

Company A is much better than that of B, but that the 
latter has a better current position and will also pass the 
acid test. The sales of Company B are much greater on 
a percentage basis than A, and, if the companies are work- 

ing on the same margin of profit, should build up a better 

worth position. Company A has $76.26 out of every $100 

of total footings invested in fixed assets, against $67.62 for 

Company B, indicating a greater solidifying of capital by 
fixed investment. This, of course, is merely expressing the 
percentage figures in dollars but on a comparable basis. 

This 100 per cent statement is also useful in showing the 
trend of a single company over a period of years, which the 
dollar figures will not show. Again this common-size state- 
ment can be used in measuring a single company against 

an industry condition. The group or industry 100 per cent 
statement will be explained in a later chapter, so no addi- 
tional comments will be made at this time. 

TIME AND LABOR ELEMENT 

As previously mentioned, the computation of this 100 

per cent statement requires about three minutes. This, of 
course, is after the original property statement has been put 

on a condensed comparative statement. The spreading of 
statements on a comparison form is, however, a common 

practice and forms no part of the cost in computing the ex- 

pense of the common-size statement. The actual time of 

three minutes means that the salary cost of a $100 clerk 

amounts to about three cents per statement, figuring 160 

working hours per month. This, of course, is not strictly 
accurate, but the amount on a cents basis is so small that 

detailed computations are unnecessary. The original cost 
of the machine will vary according to the type purchased, 
but runs from $275 to $650. These machines may be used 

for a number of different purposes in bank clerical work, 
and as they are very well constructed, they have a long life, 
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so the original investment is not so great as is generally 

thought. 
Expenses in a credit department are often pared down 

too closely. Considered an unproductive department, it is 
difficult to obtain funds for office accessories that will not 
only make the work easier for employees, but in making the 

work easier will make it possible for them to be more pro- 
ductive, which in turn will be to the advantage of the offi- 
cers, in that they will obtain much better analyses by which 

to make their credit decision. If one stopped to consider 

the cost per dollar of loans of this additional machine in- 

vestment and clerk time, the figure would be so ridiculously 
insignificant that it would be much like comparing a drop 
to a bucket of water. 

FUTURE USE 

It is not in the province of the writers to attempt to 
prognosticate the use of the 100 per cent statement. The 

method is simple in procedure, easy of application, quick 

of development, and the acceptance of its importance is 

growing as it is becoming better known and understood. 
During the past three years there is a very considerable in- 

crease in its use, and with the many advantages in its favor 

there seems no reason why the 100 per cent or common-size 
statement should not be accepted practice. 

Developing usable type figures for different industries is 

only possible by the use of this 100 per cent statement or 

some equivalent, and because of the increasing importance 

of studying industries by groups the future of the common- 
size statement seems assured. 



CHAPTER VII 

Tue Static Ratios 

In THE preceding chapter the suggestion was made that 
proportions, as far as statement analysis is concerned, might 
be either component or salient. The component propor- 
tions were shown in the development of the 100 per cent, or 

common-size, statement in which each item is expressed in 

its percentage relation to the whole statement. 

The present discussion relates to those other ratios or 
proportions that are between certain salient items rather 

than between these items and a common total of which they 

are apart. The current ratio has been classified as one such 
major salient ratio. The relation of the total of cash and 

receivables to current liabilities, although not customarily 

reduced to a proportion or ratio figure, is also such a salient 

ratio or would be if customarily developed. 

These salient ratios divide themselves quite naturally into 
two main groups. In the first of these we find those ratios 
which are computed from items found on the balance sheet 
itself. Inasmuch as the balance sheet reflects the position 

of the company at rest for an instant of time, they are de- 

veloped from facts that are momentarily at a standstill and 
for descriptive purposes have, therefore, been called static 

ratios. The derivation of the word static comes from the 
Greek word orarués (causing to stand). The second group- 

ing of ratios covers those in which sales are related to one 

of the statement items. These ratios express energy, effec- 
tiveness of action, or power. Again for descriptive purposes 
these ratios have been called the dynamic ratios. The der- 
ivation is again from a Greek word, divas (power). 

The current ratio holds first position among the static 
ratios because it is the direct inheritance of the earlier 

107 
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method of analysis. While not in all instances the most 
important or controlling ratio, it always has a place of prime 
importance in any analysis. Moreover, it is a generally ac- 
cepted ratio, the value of which is universally acknowl- 

edged. In fact, this very acknowledgment and use has in a 

large measure overemphasized its importance, and all too 

frequently unsafe credits have been extended because of its 

preconceived importance as a strength measure, and too 

many reasonable loans refused because its apparent weak- 

ness has scared off an overcautious credit man. 

The current ratio has already come in for some discussion 

in the chapter dealing with comparative analysis. At that 

time, however, it was used primarily as an indication and 

acknowledgment that something was needed beyond the 

simple comparison of the dollar figures. Its expression by 

inversion was discussed and some of its qualities touched 

upon. Even at the risk of some repetition it seems impor- 

tant to reconsider this ratio at this point, where it will be in 
close comparison with its corollary ratios, so that the text 

on ratios may be complete. 

The current ratio is developed by marshaling two similar 

sets of facts with different qualities and setting them into 

relationship. Current assets and current liabilities are 

similar in their closeness to maturity. The first will nor- 

mally turn into cash or its equivalent in the near future, 

putting the owner in funds with which to pay debts. The 

second will reach a due date in a near future, at which time 

the creditor expects payment. From the liquidation of the 

first the second will be paid. 
The ordinary process of computation is to divide the cur- 

rent assets by the current liabilities and express the result 

as a direct quotient. The mathematics of the process may 

be more readily understood if examined as an actual arith- 

metical problem. Thus with $200 of current assets and 

$100 of current liabilities the ratio is first expressed, in a 
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fraction, as “an After the division the quotient becomes 2. 

A single number does not express relation, and if, for this 
example, we were to state the current ratio as 2, we would 

have a fact but secondarily expressive. Taken another way, 

the data as given might be listed by stating that there are 
$200 of current assets for each $100 of current liabilities. 

If this be expressed through the reduction by fractional 

method the current ratio would read—for each two units 
of current assets there is an offset of one unit of current 

liabilities. For the sake of saving time and space this has 

been shortened by common practice, so that it is spoken of 

and recorded as “2 to 1” or “2 for 1.” 

If all ratios resulted in whole numbers and if no refine- 

ment of measurement beyond the first whole number were 

ever desirable, such an expression would not be at all objec- 

tionable because practice might readily accommodate us to 

saying “the current ratio is two.” But refinement of ex- 

pression for the sake of greater accuracy is often desirable. 

We find it necessary or advisable to express current ratios 

of “21% to 1” or “34 to 1.” When we use such expressions 

for the relative comparison of the current ratio of several 

companies to one another we find the expression cumber- 

some. Given two companies A and B with current ratios of 

“2 to 1” and “134 to 1,” the relative current ratio strength 

of A to B would be expressed by a compound equation as 

follows: 

A is to B as “2 to 1” is to “134 to 1” 

In fraction form this would read: 

A 2 tol 

SDS ay ee tare 

This may seem ridiculously simple, unnecessary, or 

primer “stuff,” but it seems necessary to emphasize the 

cumbersome method of phrase expression to secure a recog- 
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nition of its lack of efficiency in statistical computation. 
Common practice developed the current ratio as a test, but 
did not use statistical sense because of the inverse method 
of expression. As long as only one ratio is used and no 
comparison between companies tried, the phrase method of 

presentation, recording, or discussion is not so undesirable. 

But when analysis begins the comparison of single company 

proportions with other company proportions or with typical 

proportions the phrase method is cumbersome in even the 

typographical angle and difficult to handle by further re- 
ducing one ratio to its relation to the same ratio for some 

other statement. The method of intensive analysis, based 

on several ratios, demands the simplest and most concise 

form of expression which may be possible. The users of 

the phrase method have been difficult to convince and 

therefore the explanation of a more concise and more easily 

recordable and usable method of tabulation or expression 
of these ratios has been preceded by this listing of objec- 
tions to the present accepted method of expression. 

The expression of a relationship can be achieved in one 

number if that number be a percentage. A percentage 

figure is the result of reducing a relationship of two num- 

bers to each other. To the authors a current ratio as be- 

tween $200 of current assets and $100 of current liabilities 
is a 200 per cent current ratio. The “1 and 34 to 1” current 

ratio becomes a 175 per cent current ratio. The relative 

current ratio strength of Company A to Company B then is 

175 
as 200 is to 175 or 1 and 34, or B is 500 *8 strong as A, or 

7%. Furthermore, the finer gradations of the ratio can be 
expressed in decimals rather than in fractions, which makes 

them easier to multiply, divide, add, or subtract, or use in 

any statistical compilation. The following table indicates 
the two methods showing quite clearly the greater accuracy 

and definiteness of the percentage method of expression 
over the phrase method. 

’ 
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Current assets Current liabilities Phrase Percentage 

$275,387 $138,374 1 al to 199 

37,350 19,475 1 me ae 191 

9 
427 ,385 139,487 3 739 tol 306 

187,750 116,311 1 a tol 161 

The perfectly obvious cumbersomeness of the phrase 
method generally results in reducing the phrase fraction to 
a first decimal, so that these four ratios would be listed as 

“2 to 1,” “1.9 to 1,” “3 to 1” and “1.6 to 1.” The percentage 

method carries the division one digit further and substitutes 

a % sign for the “to 1.” This may again seem a distinction 

without a real difference, but the authors in making thou- 
sands of computations have found from actual experience 
that, once understood, the percentage expression is far and 

away the simpler expression with which to work. In adapt- 

ing this to any ratio the first item, here the current assets, 

is always the dividend, and the second item, here the cur- 
rent liabilities, is always the divisor. The resulting quotient 
is carried out to two digits beyond the decimal point and 

recorded as a percentage. When a computing machine is 

used the carrying out to this extra digit is a matter of frac- 
tions of a second in time for any one ratio and is therefore 

a negligible addition in work. 

In reading the current ratio, or for that matter any ratio, 

the analyst must remember that the ratio for any single 

statement is only a momentary pause in the movement for 

that company. The same identical current ratio figure for 

two separate companies may not represent the same credit 

condition at all. This again can be visualized and under- 

stood best by the reading of a chart of record. For this 

purpose two hypothetical current ratio records are listed 

here for a period of years. 
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CURRENT RATIO TREND TABLE 

Years First Second Third Fourth Fifth 
COMipany Ai coo. Salen oe 175 187 196 201 .. 210 
Company Ba cc. ashen 250 235 225 215 ;. 210 

If read in the fifth year without reference to preceding 

record, both companies have the same current ratio, 210 
per cent. But Company A has come up to this figure by 
four steady improvements. Company B, on the other hand, 
has fallen to this position by four steady declines. Unques- 
tionably the potential credit strength of the two companies 
is quite different. The executive ability behind Company 

A has been able to work the company into a more liquid 
position, while the absence of this ability is equally well de- 
fined by the decline of the ratio for Company B. The value 

_of the use of the current ratio lies in its record and direction 
of movement, not in its one-time point of rest. This thought 

‘is introduced to put the analyst on guard against formulat- 

ing a credit opinion on any one statement. In considering 

new loan relations or the purchase of commercial paper the 

banker should study the record for at least three and if pos- 

sible five years, so that he may measure the direction of 

movement as well as the single position. 

In reading the current ratio record it is not entirely safe 

to go by its changes without making an allowance for the 
changing influences of general business conditions. One of 
the principal of these influences is the changing price level 
and costs of production, such as wage scales. With any 

more or less necessary physical volume of inventory to meet 

customer demand, changes in price level have a direct effect 

on inventory as expressed in dollars. For example, a myth- 

ical merchant may have to carry one thousand units of mer- 
chandise at a unit cost of one dollar. This would come 
before the statement analyst as an inventory of $1,000. If 
the physical volume of business remained the same, neces- 
sitating the same physical inventory, for the next state- 
ment but the cost per unit rises to one dollar and a half, 
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the inventory would come before the analyst as $1,500. It 
would appear greater in dollars while remaining the same in 
physical volume. 

For the sake of explanatory argument we must at this 

point make several assumptions which in actual experience 

would not exist. As we are analyzing only the effect of in- 

ventory cost, the first assumption is that the only current 
asset is inventory. A further assumption is that in the first 

instance there is a sufficient net worth or owner’s capital to 

provide $500 with which to purchase merchandise, and that 

the subject must borrow an additional $500, either as bank 

loans or open trade accounts, in order to purchase the $1,000 
of inventory. 

The first condition would be current assets, represented 

by merchandise at cost, $1,000 and current debts of $500. 

This is a 200-per-cent current ratio. Again, in order to be 

fair, a further assumption is made indicating that the sub- 

ject carries on its operation profitably between the two 

statements and adds 20 per cent, or $100, to its net worth. 

The company then, at the time of the second statement, 
would have applied $600, its net worth, to the purchase of 

inventory. As this inventory cost $1,500, it would have had 
to incur a debt of $900 to effect the purchase of the inven- 

tory. The current ratio would then be the relation as be- 
tween current assets of $1,500 and current liabilities of 

$900, or 166 per cent. As a practical matter the effect of 

changing price and cost levels would not be quite so simple 
as this, due to the presence of other assets and liabilities 
and a variation of other more or less offsetting or aggravat- 

ing influences. But it outlines an arithmetical law which 

must be considered at all times in reading the current ratio. 

This is that the addition of an equal amount to both ele- 

ments of the current ratio will depress the ratio, and that 

to maintain the ratio even at its former level the addition 

to the current assets must be in the same proportion to 
the addition to the current liabilities as was the current 
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ratio before the increase. With a current ratio of 200 per 

cent we must add two dollars of current assets for every 

dollar added to current liabilities to maintain this 200 per 

cent relation. The converse of this is also true. While 

taken as here outlined, the problem seems ridiculously 

simple. This simplicity, however, is often obscured in 

actual practice by the size of the dollar statement. But a 

keen appreciation of the working and effect of these busi- 

ness condition changes should always be at least a mental 

reservation when reading the successive current ratios as a 

test for credit strength. 

MERCHANDISE AND RECEIVABLES 

In comparative analysis merchandise and receivables are 
grouped in the same type of assets. They are both con- 

sidered current in their nature. By receivables, in this pres- 

ent discussion, are meant those receivables that are the 

result of selling or commercial transaction, and not such 

accounts or notes receivable as may be due from officers, 

directors, employees, subsidiaries, or any other source not 

the direct result of merchandising. More frequently than 

not the merchandise and the receivables make up the bulk 

of the current assets. In the simple process of adding them 

together and into the total of current assets they are given 

identical treatment, as if they were of equal quality and 

effect on the general and credit rating or strength of the 

company. This is not the actual fact, however, and their 

differing qualities, characteristics, and the effect of a change 

in their relationship on the salient proportions of the sub- 
ject are highly important. 

Merchandise represents an asset carried at the cost of 

acquisition. This represents the cost or purchase price of 
materials and fabricating costs to date at the time of the 
statement. If, however, the raw-material market falls so 
that the merchandise could be replaced at a lesser cost, then 
good practice demands that the merchandise inventory be 
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reduced to a comparable basis. The merchandise figure, in 
other words, is not supposed to contain any profit at any 
time. It is basic. 

On the other hand, receivables represent a totally differ- 

ent condition. Merchandise has gone through the process 

of sale and the ledger charges against the company’s 
debtors are on the basis of a sales price. As merchandising 
is carried on normally at some profit or mark up of cost 

price to establish selling price, there becomes evident a very 

definite difference between receivables and merchandise. 
The receivables include both the cost price of the merchan- 

dise and profit on sales. A given number of physical units, 
say 1,000, may have been listed as merchandise at a unit 

cost of one dollar or $1,000. In the process of sale it would 
not be at all abnormal to have the cost price advanced 50 

per cent, so that after conversion into receivables $1,000 

would disappear from merchandise inventory and $1,500 
appear as receivables. 

The period prior to actual sale absorbs all the cost of pro- 
duction or acquisition which is offset against the added 

value of the merchandise. Actual selling expense has been 
met, perhaps by some increases in obligation or perhaps by 
an outlay of current income, with the net worth as the bal- 

ance account. But even though final selling process may 

add somewhat, through prolonged carrying necessity, to lia- 

bility obligation, the process of conversion from inventory 
into receivables and any such increase in liability need in 
no way be contemporaneous or in proportion. Expenditures 

from cash account for expenses are charges against profit 

and loss, eventually finding their way into the establish- 
ment of the net worth. The liability item is affected only 
when a period of steady excess of outlay over income from 

operation depletes the cash position. As sales represent 

payment for merchandise at the cost price plus, and pur- 

chases of merchandise at cost price only, the collection from 
sales should produce an increase in cash account far greater 



116 RATIO ANALYSIS.OF FINANCIAL STATEMENTS 

than selling expense. Therefore, the offset of profit and loss 

addition, through mark up for sale and decrease through 

selling expense after fabrication, divorces the transition 

from merchandise to receivables from any borrowing neces- 

sity at or perhaps even approximately near the actual time 

of sale. There is no direct relation. 

In order to indicate certain arithmetical changes which a 

change from a preponderance of merchandise to a prepon- 

derance of receivables in the current assets will have on 

statement proportions, the example method will be used. It 

will be necessary to work again under a series of assump- 

tions. In these assumed cases the effects of change are 

emphasized, and it is for that reason that they are used. 
But under ordinary conditions the same tendencies exist 

and the same forces are operative, although the extent of 

their effects may not be as noticeable when merged in the 
bulk of other data. 

The first assumption is ‘that a certain merchant has $50 

of merchandise as his sole asset, and against it owes a bill 

of $25, with a $25 net worth to balance the statement. This 

establishes a current ratio of 200 per cent. 
The second assumption is that he sells his whole mer- 

chandise-creating receivables and that his sales price is on a 
50-per-cent mark-up basis, so that the receivables appear 

on his record as $75. The actual transformation through 

sale has not necessitated any increase in his debt. There- 
fore we find that his statement would show $75 current 
assets, $25 current debt, and $50 net worth. This is evi- 
dently a rise in the current ratio from 200 per cent to 300 

per cent, which superficially indicates a current strength 
that is one-half greater or stronger than the first case. 
A shifting of the preponderance in the current ratio assets 

from merchandise to receivables has a mathematical effect 
upon the current ratio. This results from entering upon 
the books an amount at the cost plus profit price for receiv- 
ables that in the merchandise state represented a certain 
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number of physical units carried at a cost price. When- 
ever the transaction is one in which a profit has been made, 
conversion increases the bulk amount of the current assets 
by the amount of the profit, and the offsetting increase on 
the liability side of the statement is in the undivided profits 
or net worth, not in the current liabilities. Therefore this 
change of balances shown by a decrease in the relation of 
merchandise to receivables or greater proportional conver- 

sion into receivables, must by the very process of simple 

arithmetic raise the current ratio. 

The arithmetical effect on the current ratio of converting 

merchandise into receivables is positive. It is positive 

quite without respect as to whether analysts believe either 

of the two conditions, preponderance of merchandise and 

preponderance of receivables, is a stronger position. This is 

quite another matter and quite outside the question so far 

discussed. It remains a fact that either an upward or a 

downward movement of the current ratio may have been 

. largely or even entirely due to, some conversion or move- 

ment of this ratio between merchandise and receivables. 

But the careful analyst should watch the variations of this 

ratio so that he may appreciate in some degree that the 

change i in the current ratio may be basic, such as is caused 

by a proportional increase or decrease in current liabilities 

or only a change due to form of asset. 

‘This ratio has a second and probably more important use 

for the analyst. This is in its connection with the swings of 

business so commonly called the “business cycle,” and 

changes in price level which generally accompany it. As 

business begins to revive and confidence picks up there is a 

renewing interest in replenishment of merchandise inven- 

tories. Prices harden and, when demand increases, actually 

stiffen and start to go up. Not uncommonly there comes an 

actual buying competition for goods and the seller’s market 

comes into being. Profits are increased by the increased 
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replacement value of the goods on hand, which are sold not 

in relation to their original cost, but in direct relation to the 

upward movement of raw-material prices. In such a period 

an ample supply of merchandise logically results in expand- 
ing profits. But as the crest of this phase is reached, when 
productive capacity has been stimulated and supplies of 

merchandise are abundant, another condition is confronted. 

Consumers have been buying almost without regard to 

price; the buying rush has been feverish. Consumer de- 

mand is somewhat satisfied and the consumer begins to con- 

sider price. He stops his inane buying. To turn the mer- 

chandise, first one and then another and then an avalanche 

of price reductions appear. To have excessive inventories 

at such a time is to cultivate losses. 
The analyst who is at all alive to the basic economic fac- 

tors of business change should want to note whether his 

risks are preponderatingly short of inventory and long on 

receivables when it is good to have merchandise, and vice 

versa. The wise merchant, who does not try to make that 

last and often fateful turnover, but lets his merchandise 

liquidate to its lowest possible ebb before the crisis and 

price-falling period, may cut himself off from some paper 

profits while his less wise competitor may be creating defi- 

nite losses by unwisely allowing his merchandise to accumu- 

late. When merchandise has been sold and becomes receiv- 

ables it is free from the effect of price changes. 

WORTH AND DEBT 

Before entering into a discussion of this ratio it is neces- 

sary to establish an economic understanding of the terms of 
the ratio. The economists speak of wealth as all useful or 

agreeable things that have exchangeable value. The wealth 

of any company is represented on the asset side of its state- 
ment. Here we find those things it owns, with which it fab- 

ricates, or which it has for exchange or sale. If these be 
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real, then they are all wealth, they have value, and can be 
exchanged for other things or money.. 

It is commonly understood and agreed that any enter- 

prise must have some wealth, or capital, with which to start 

business. Plants must be bought or erected, merchandise or 

raw materials purchased for fabrication or for trading. 

Anyone who wishes to engage in business as a manufacturer 

or a merchant must have something with which to begin, 

something to exchange for the things he needs in the process 

of business. 

In its simplest form a man may have $10,000 in money 

and wish to engage in business for himself. He may wish 

to be a dry-goods merchant. First of all, he must find a 

suitable place in which to conduct this business. He may 

rent the quarters, but he will need some equipment—a few 

cases or shelves, a desk, some chairs, a typewriter, and some 

stationery. The minimum of these may cost $500. He 

then has $9,500 to spend for merchandise. He opens a bank 

account and agrees to carry $500 on deposit. This leaves 

him $9,000 which he invests in merchandise. After thus 

establishing himself he seeks for customers and it is pre- 

sumed he is successful. It is assumed that he sells off half 

of his merchandise quite promptly and that he sells it for 

20 per cent advance over cost. His customers demand 

terms of sixty or ninety days so that accounts receivable 

appear on his books of record. If at this time, before any 

of the accounts were paid, he were to prepare a statement 

it would be as follows: 

ASSETS 

VECO, 0 3 SRN ie SA et ae aes ae ia ee $ 500 
RACER NOS oe 5 sis Eton saps ale 5,400 
URE MINN sede wkd) Aviv sk 4s go doo is 4,500 
Furniture and fixtures... ....66..---+-+- 500 
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LIABILITIES 

Original capitals. <n s2eicap eee oe cee $10,000 
Profit.and loss 2): a ees aie ae 900 

TOG 5 05 Bes at ee ee aie $10,900 

Sales TOr DOMOG cc cnn yo ema pe aa wy $ 5,400 

But such a simple condition rarely exists in a concern 

that has been operating for any length of time. The mer- 

chant finds that he must replenish his merchandise stock in 

order to keep it balanced with the sales demand. He must 

buy more merchandise. In the simple example his cash on 
hand is not sufficient so he buys on credit, either by bank 

loan or commercial credit. If it be assumed that he buys 

an additional $4,500 of merchandise, simply to bring his in- 
ventory back to the original amount his statement would 

then read: 

ASSETS 

COMM A sige, « sol bia Ae sees MEM Re $ 500 
TO DVORVIENOS. 225: Wilsonart as eee 5;400 
WEETONENCISO.. ics is helo ess a othe ore 9,000 
Furniture and fisieres: 2 oo... 5.0 a eee 500 

Ot . SoS. weal een dk oc oe $15,400 

LIABILITIES 

Notes or accounts payable............... $ 4,500 
Orininal capital’: ccs eso oes Cees te 10,000 
Profit‘and ides!) .... ai. enue eee 900 

otal. Cowie os sae Ge eee eee $15,400 

Sales for periods... ose ee $ 5,400 

In the two statements there is actual similarity in the 
character of the assets. There are the same items. On the 
lability side there is a new item “Notes and Accounts Pay- 
able.” In the first instance the merchant had bought all his 
assets with his own capital. In the second he is using, tem- 
porarily, some outside capital as well as his own. Of the 
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whole capital at use he is advancing $10,900, and his 

creditors $4,500. The ownership of these two capitals is 
different, but as long as his creditors have confidence in him 
the merchant uses both, with his own decision managing 
the entire capital. He has formed a sort of economic part- 

nership and secured a temporary partner who is willing to 

invest in his business. Like some other examples used in 
this text, this may seem ridiculously simple. But too often 
errors in analytical judgment spring from lack of basic un- 
derstanding, even as simple as this. Therefore, this kinder- 

garten material is submitted for the careful reading of even 

the best trained analysts. 

Quite frequently an analyst, in reading a statement by 

the comparative method, will label a statement as “top- 

heavy with debt” simply because the dollar total of the debt 

is large in amount. Often mere size is mistaken for dan- 
gerous size and the analytical mind is appalled by what it 

feels certain must be an unsatisfactory condition. There 

is no accuracy of expression in such an estimate unless it be 

accompanied by some reasonable and accurate measure of 

the condition. Such a statement, assuming a debt of 

$1,000,000, prompts the counter question, “When is 
$1,000,000 big?” A sum of $1,000,000 is big to a man of 
moderate means and limited financial experience, but to a 
man of large means, a multimillionaire, with vast and wide 

financial experience it seems a much smaller item. All size 

is relative. One can imagine that a cat might look much 
larger to an ant than an elephant would to a horse. A debt 

is topheavy only when it is out of proportion to something 

else, not simply when it is large in dollars. 
In the first part of this section a definite similarity of 

economic status was established as between net worth and 

debt. Both represent capital at use by an industry or mer- 

chant. The first is owned outright and the second is loaned 

temporarily by another owner who at any maturity may 

withdraw his willingness to remain an economic partner 
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and ask the return of that capital which he has been lend- 

ing. When any manufacturer or merchant has so built up 

the volume of his business that he must at all times use the 

capital of some one else to support that volume, he has 

taken the first step toward the so called “topheavy” con- 

dition. When the dislocation or disproportion has grown so 

great between net worth and debt that any important with- 

drawal of this outside capital would wreck the business, or 
when the fixed interest charge for its use becomes inordi- 

nately high, then the company or merchant is truly “top- 

heavy with debt.” Any certain amount of owned capital or 

net worth may support a reasonable borrowing, and this is 

a matter of proportion, not of the dollar total of the debt. 

When the balance or relation between the net worth and 

the debt falls below what is normal or usual within an in- 

dustry, then it becomes quite proper to criticize as “top- 
heavy” such a debt. 

The peculiar thing in this connection is that most ana- 

lysts probably have just this attitude, but it has remained 

largely a subconscious mental reservation. This lack of 

knowledge has led in many instances either to unfair criti- 

cism or to unsafe expansion. Good management may be 

allowed a weaker relation of net worth to debt than untried 

management. But unless this believed good management 

can earn sufficient to add enough net worth to relieve the 

dislocation, calm judgment of what was believed good must 

be revamped. A continuing bad proportion is a sure indi- 
cation that management cannot earn itself into a position 
in which it will be able to provide the proper amount of 
working capital so as to relieve itself of an abnormal reli- 
ance upon outside capital for the purpose of securing all the 
capital it needs to support its operations. 

It seems unreasonable to compute the current-ratio posi- 
tion and record its trend from period to period and relegate 
such an important matter as the capital-debt position to 
the limbo of the mental reservation. A low-current posi- 
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tion has often been doctored up by a funding operation that 
seldom reduces and often raises the total debt. Too many 

credit analysts have been lulled into a false sense of in- 
creased security that has proven to be only a concealment 
of the real danger—too great a reliance on borrowings as 
a source of capital. To fund a current debt does not do 
anything but postpone the maturity. The capital so raised 
remains borrowed capital. It may leave as bad a dislocation 

between net worth and total debt, or it may bring about a 

worse condition. The analyst should reduce this relation 

between the ownership of the two capitals in use to a record- 

able figure and watch its movement up or down just as 

zealously as the current ratio. Such a record will protect 
him against too great a confidence after a funding opera- 
tion or too long a continuance of an overheavy debt. Fur- 

_ thermore, it will substitute an accurate record for a series 
of temperamental mental reservations and make it possible 
to measure several companies each against the others so as 

to create a better appreciation of what is reasonable or safe. 
An accurate study of this proportion is probably just as im- 
portant as a study of the current ratio proportion. 

WORTH AND FIXED ASSETS 

The fixed or noncurrent assets are often spoken of as 
capital assets. This phraseology is probably used because 
of the sound conception that owners’ capital should gen- 

erally be used in the purchase of such assets. They are the 
fabricating assets used in production or distribution, and in 
the liquidation of any business will generally bring but a 
fraction of their listed value. They are being consumed or 

worn out in the process of fabrication which brings them 
into the realm of the economic definition of capital. From 
the profit derived from the sale of the product, the owner 

derives funds with which to replace these assets when worn 

out. These profits are also in the nature of capital and 

until distributed are part of the net worth. The reason- 
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ableness of relating net worth and fixed assets is perfectly 

obvious. 
In the case of fixed assets, as in the case of debt, we find 

it common to criticize in generalities. When the dollars in- 
vested in fixed assets appear large in volume the analyst is 
again too prone to say “overinvested in plant.” A long dis- 
cussion of this question is not at all necessary, as it follows 
largely the principles just discussed under the worth-to-debt 
relation. Any given net worth may be reasonably accom- 
panied by a certain investment in fixed assets. When the 
net worth is too small in proportion to the amount invested 
in fixed assets, then we may say “overinvested in plant.” 

The net worth is the creditor’s margin of protection 
against loss. Assets may shrink by the full amount of the 
net worth before the creditor loses. From the standpoint 
of the creditor it makes quite some difference as to how 

liquid this net worth is. If all of the net worth is invested 
in current assets, then the margin of protection is not only 

as shown in dollars, but those dollars are also quick dollars 

that will bring a high percentage of return in liquidation. 
If the margin of protection is invested in fixed assets en- 
tirely, then those dollars are slow dollars and the margin 
will be slow in liquidation and very likely subject to con- 
siderable shrinkage. 

One of the reasons for being in business is to make profits. 
Many analysts rely too much on the net result shown in the 
profit-and-loss account being satisfied with the indication 
of profit-making. To such the making of profits is meeting 
the test for being in business. It is quite as important to 

observe how these profits are invested when retained in the 
business as increased net worth. If the net worth increases 
but does not retain its proportion to fixed assets, then plants 
or fixed assets are increasing more rapidly than net worth. 
In such an event the business is making capital, but is in- 
vesting that capital in fixed assets in a greater proportion. 
While the breadth of the margin of creditor protection is 
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increasing the margin is more confined to the slow dollars of 
poorly liquidating values and hence the quality as a protec- 
tion is falling. 

Therefore, it is suggested that a proportion be developed 
between net worth and fixed assets and recorded each state- 
ment date. If this ratio fall until it is abnormally low for 

that type of industry, then that company is “overinvested 
in plant.” If it is falling, then that company may be oper- 
ating at a profit, only to turn its capital more and more 
from a liquid into a fixed form. This ratio measures the 

quality of the margin and the reasonableness of plant 
investments. — 

PROPER PROPORTIONS 

No set figure can be given as the proper one for any of 
these ratios. In a later chapter certain processes will be 

discussed by which the usual or expected proportion or 
figure may be discovered for the proportions of an industry. 

SUMMARY 

The following is a brief summing up of the ratios here 

discussed, indicating their method of computation, the re- 
sult of the computation, and the interpretative meaning of 

the ratio. This brief synopsis is for those who may wish 
to review the general theories in brief exposition or who 

wish to have a reference sheet as a guide in departmental 

routine. 

CurRENT Ratio 

Method of Derivation: To secure this ratio, divide the 
total of the current assets by the total of the current 
liabilities. 

Result: The result indicates the dollars of current assets 
as offset for the dollars of current debt. 

Principle Involved: The higher this ratio runs the freer 
the current assets are from debt claim by creditors and the 
more likely it is that creditors would receive prompt and 
complete payment upon demand. 
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Wortu To Dest 

Method of Derivation: To secure this ratio, divide the 
true net worth by the total debt, including both current and 
funded. 

Result: The resulting ratio expresses the proportion ex- 
isting between the capital owned by the subject and the 
capital loaned to it by creditors. 

Principle Involved: The whole capital at use in support- 
ing the operations of a company consists of its own net 
worth and that capital loaned to it more or less temporarily 
by its creditors, represented by debts. The proportion 
existing between the owned capital and that borrowed meas- 
ures and records the debt pressure. The higher the ratio 
as here computed, the easier the debt pressure and the 
further removed from the criticism of being “top heavy 
with debt.” 

WortH To Fixep Assets 

Method of Derivation: To secure this ratio, divide the 
true net worth by the amount of the noncurrent or fixed 
assets. 

Result: The resulting ratio expresses the proportion be- 
tween the owned capital and the money not currently 
invested. 

Principle Involved: Plant or other noncurrent assets 
should be financed primarily from owned capital by the 
ordinary commercial enterprise. The higher this ratio is 
the more liquid is the net worth of the subject and con- 
sequently the more effective as a liquidating protection to 
creditors. 

MERCHANDISE TO RECEIVABLES 

Method of Derivation: To secure this ratio, divide the 
inventory total by the total of the trade accounts and notes 
receivable. 

Result: The resulting ratio expresses the relationship be- 
tween inventory, a cost item, and receivables, a selling price 
item, which together usually form the predominating factor 
in the total of current assets. 

Principle Involved: The fluctuations of this ratio in a 
measure check the fluctuations of the current ratio due to 
the fact that sale of merchandise and transformation of 
inventory into receivables adds the equivalent of the profit 
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on the sale to the asset side of the current ratio without 
any necessary addition to the liability side. It can also 
be used to indicate the preponderance of either merchandise 
or receivables in the current assets which makes a con- 
siderable analytical difference in estimating probable losses 
or profits due to inventory fluctuations in different phases 
of the business cycle. 

Nore.—The above condensed synopsis is reprinted from 

the literature of the Robert Morris Associates. 
5 

K 



CHAPTER VIII 

Tue Dynamic RATIOS 

In THE preceding chapter the discussion centered on four 
ratios that can be developed from items or combinations of 

items on the actual balance sheet. These ratios are not 

indicative of motion, but of balance or proportion at one 
instant of time. For this reason they were called static. 

At this time the discussion will embrace a descriptive 

analysis of four ratios built up from sales in their relation 
to certain items on the balance sheet. These ratios are 
also four in number and as sales reflect the character of 

movement or force these ratios have been called dynamic. 

While not generally as important as the static ratios, they, 

in many instances, amplify the understanding of them or 

limit the reliance to be placed on them. Therefore their 

systematic development and understanding use is very 

important. 

SALES AND MERCHANDISE 

Simple comparative analysis has been accompanied by 
the use of certain critical phrases, two of which have already 

been mentioned and discussed. These two were “top- 

heavy with debt” and “overinvested in plant.” A third 
such phrase is “overinventoried.” The existence and use of 
this phrase as a critical expression of credit strength sug- 
gest that it should be analyzed and both its meaning and 
measurement carefully noted because too often it is merely 
a vague generalization rather than an accurate expression 
of a real condition. 

The merchandise position must be considered in the full 
understanding of the economic situation. As the business 
cycle runs its course there is a period of reviving business 

128 
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activity when prices begin to advance. In this period the 

merchant with a substantial inventory already on hand will 
profit to an extent beyond his regular trading profit margin. 
During the time the merchandise is on his shelves, or in the 

shop of the manufacturer, the sales price will advance. As 

the merchandise was purchased on the lower price level and 
is sold-on the higher price level the advance in price makes 

an added profit. When the apex of this price movement 

has been reached and demand slackens, accompanied by 

falling prices, the exact reverse happens. The merchant 

who at this point has a large inventory must reduce his 
prices in order to move it and suffers a loss from this lower- 
ing of values which cuts into or entirely wipes out his profit 

margin. It is, therefore, quite evident that the effect on 

credit position caused by an inventory, no matter what the 

size, varies greatly and in relation to the general condition 
of business in a large measure. 
- Business consists of manufacturing or buying merchan- 
dise to meet the demands of a buying public. Outside of 
plain speculation this is the reason for a merchant holding 

any inventory. There is a definite relation between mer- 

chandise and sales. The first is the base which supports 
the superstructure of sales activity. Normally, inventory 

consists of a large and varied number of separate articles. 

Some of these may be small and moderate in price and pass 
rapidly through the process of sale from merchant to buyer. 
Others may be of a much higher unit price and move more 
slowly. That merchant who can so select his inventory as 
to have available for his customers at all times a high per- 
centage of their demands with a low percentage of such 

stock for which there is little demand, is the merchant who 

has a high executive ability. Such a merchant is imbued 

with a sense of the market and his stock of merchandise 

will be seasonable, in fashion, and truly a current asset. 
But this ability, or the lack of it, is not reflected in the 
dollar amount of the inventory. It rests rather in the rela- 
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tion of sales to the amount invested in inventory, represent- 

ing merchandise awaiting sale. 
Being overinventoried has a definite meaning as a matter 

of fact. It means that the inventory base for sales activity 

is too large in relation to the sales result or that sales are 

too small in their relation to the inventory carried. This 
may be more clearly seen by the use of figures. In previous 
sections assumptions have been made for the purpose of 
explanation and in this case it is assumed that there are two 
merchants in similar lines of business and located in the 

same community. They are, therefore, in very direct com- 

petition and their figures would be comparable. Both 
merchants succeed in doing the same amount of business, 

which for the sake of simplicity in mental arithmetic is 
assumed to be $1,000. The first merchant carries an inven- 

tory of $500 and the second one of $200. Under these con- 

ditions the sales of the first merchant will be twice his 
inventory, or in the ratio of 200 per cent. The sales of 

the second merchant will be five times his inventory, or in 
the ratio of 500 per cent. Relatively, the sales efficiency of 

the second merchant is two and one half times as great as 

that of the first merchant. He can sell at a lower margin 
of profit than the first and still make a larger profit because 
he keeps his inventory moving faster. From such a com- 

parison the analyst can determine the relative overinven- 
toried condition and also get some rather accurate idea of 

the capacity of the two men to sense the market. When 
the question of reasonable or typical trade ratios is dis- 

cussed in a later chapter the full value of the relation of 

sales to inventories as a recordable indication of the mer- 
chandise position will become more evident. 

This ratio of sales to merchandise is not to be confused 
as an attempt to establish a turnover of merchandise. Sales 
being computed on a cost plus basis and merchandise on a 
cost basis, a relation between the two cannot produce an 
accurate record of physical turnover. The upward move- 
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ment of this ratio is a measure of greater rapidity of sale, 

therefore the fluctuations of the ratio may be correctly 
called comparable measures of merchandising rapidity or 
effectiveness. 

In the normal course of business a successful merchant 
will find that he must have about so much merchandise, with 
certain, variation in assortment, to meet the demands of 

his customers for goods. In buying this supply of merchan- 

dise the merchant becomes subject to the possible advan- 
tages of price advance or to the dangers of price decline as 
just discussed. If his supply of merchandise is reasonably 
normal or within the demands of his customers for the 
period, such possible extra profits or extraordinary losses 

are a regular hazard of merchandising. But when a mer- 

chant buys an amount in excess of his usual needs based on 

his expectation of a rise in prices and with the hope and 
intention of making an extra profit on the goods held over 
into the next season, then there is a true condition of being 
overinventoried on the basis of inventory speculation. Such 
a surplus of merchandise will dislocate the sales relation 
to inventory by decreasing the ratio so that the analyst 
with some knowledge of the proper ratio is put on notice of 
the condition and should be able to take precautionary steps 
for his protection. 

The writers remember an incident having an exact bear- 

ing on this point. In 1917 they were asked to check on the 
name of a company, not a customer. Fortunately it was 

possible to secure a statement and a memorandum of sales. 
In general the statement was well proportioned and with 

a satisfactory, even if a trifle low, current ratio. The one 

outstanding disproportion was that of sales to merchandise, 

which was very much below the expectation. This seemed 
to indicate an excessive inventory and this feeling was fur- 
ther strengthened by the merchandise to receivables ratio, 

which was somewhat too high to be acceptable. When 
questioned about the inventory the management admitted 
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that in certain staple lines enough merchandise had been 

bought to meet the normal sales requirements for two years. 

This had been done in the belief that war conditions would 

cause a heavy demand for the basic materials of this mer- 
chandise and therefore create a strong price rise. As a 
matter of fact, the speculative judgment of the manage- 

ment seemed to be justified, as events were bringing about 

just the advances anticipated. As an opinion, given at that 
time, the writers checked the name as being temporarily 

prosperous and good, but suggested that any continuation 

of this good checking would at any future time be depen- 
dent almost entirely on the then possible speculative ten- 

dencies of the management and market conditions. In 
something less than two years this same company became 

seriously embarrassed because the management guessed 

incorrectly concerning the end of the war and was caught 

with an excessive inventory on a falling price market. 

Whenever the ratio of sales to merchandise is too far below 
a proper relationship, then the analyst must look out for 
speculative tendencies or perhaps an accumulation of an- 

cient merchandise. In either event there are certain dangers 

of loss through necessary price adjustments that must be 
weighed and balanced. 

Bank credit executives have so long registered the cur- 

rent ratio as the measure of strength that any intelligent 
business executive knows what is expected of him, 2 for 1 

or better. The banks having very largely created a demand 

for this kind of statement, it is but natural that the busi- 

ness man has tried to supply the demand. Sometimes these 

efforts to create an acceptable current ratio may be dis- 
covered by the movement of this ratio of sales to merchan- 
dise. Only a few years ago the writers were asked by a 

banker friend to prepare an analysis from the figure facts 
on a certain risk. The current ratio stood at about 240 
per cent, or “2.4 to 1,” and the other ratios and general 
proportions were fairly reasonable. There was, however, 
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one distinct dislocation. The ratio of sales to merchandise 
was a little over 1,200 per cent when it seemed reasonable 
for this ratio to be around 600 to 800 per cent. This dis- 
proportionately high ratio resulted in asking the merchant 
how it was possible for him to support such a large volume 
of business on such a small inventory. The answer was 
interesting because he was honest and perfectly frank. Dur- 
ing the whole month of December no merchandise was 
bought, nor were any real commitments made for later pur- 
chase. Fabrication, however, continued at peak production, 
sharp end of the year collections were forced as far as 

possible, and all intake was used to reduce bank loans and 
commercial debts. Inventories as a result of this practice 
were reduced to around $400,000, but almost immediately 
after January 1 they had to be replenished very rapidly and 
by January 10 amounted to about $900,000. When the 
December 31 statement was recast to this larger inventory 
basis with a similar increase in current debts, the current 
ratio was considerably below 200 per cent and the sales 
and merchandise in a much closer relationship to usual pro- 
portions. This was a case of honest window dressing in 
order to give to the banker a current ratio that would en- 
gender in him a feeling of confidence. Within reasonable 
limits the higher relationship that the ratio sales 
maintain to merchandise, the greater the likelihood of 

seasonable merchandise free from the speculative risk of 

price-level changes, but when this ratio rises beyond the 

reasonable limits the more likely it is that window dressing 
has taken place. Under these theories the movement of 
this ratio has upper and lower limits of strength indication, 
and beyond these movements the analyst should be 
prompted to investigate the merchandise situation, casting 

aside his reliance on the current ratio until he is certain 
that the inventory is truly current and not a cause for im- 

mediate borrowing. 
Modern accuracy of expression and measurement should 
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prompt any conscientious credit analyst to substitute the 

computed and recordable relation of sales to merchandise 

' for a mental reservation of “overinventoried” that expresses 

no degree of divergence from usual and cannot produce 

recorded measure. : 

SALES AND RECEIVABLES 

To understand this ratio it is necessary to understand 

just what receivables are. An expressive description of 

them might say that receivables are sales sediment. A 
company doing only a cash sales business would have no 

receivables. Sales would turn merchandise directly into 
funds which could be used in the payment of debts. But 

in this credit system of ours the end of any selling period 

finds most businesses with a certain amount of the sales for 

the period yet uncollected, remaining as a lag or sediment 

in the fluid of sales. They represent the credit extensions 

made and carried by the company in ei to get the market 
for its sales. 

The business of commercial Ss technically is that 

of production and distribution, not financing. This latter 

process is within the realm of banking. Common selling 

practice carries certain terms, so that any volume of sales 

will be accompanied by a usual or customary lag in com- 

plete collection which leaves receivables on the books, yet 

to be collected. As long as this sediment is not greater 
than is usual in an industry, any single company is but 
meeting trade conditions. But when the relation of sales 
to receivables falls below the usual, then the purchasers 
from that company are slower in making payments than is 
customary. This usually means an added expense of finan- 
cing, because the selling company has to use more capital 
to carry these accounts. It also means a greater danger of 
inferiority of final collectivity, greater credit losses, and 
an all-around poorer quality of receivables. 

On the other hand, too high a relation of sales to receiv- 
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ables may have a significance that would not be so readily 
noted by considering merely the dollar listing of receivables 

on the statement. As the lag in collection of sales leaves 
a reasonable or usual amount of receivables, so one might 
expect the converse. Within any industry any specific 

sales volume in dollars should leave behind it a usual 
amount of receivables. When this is not the case the an- 
alyst should most certainly check deeply to ascertain how 
such a high ratio of sales to receivables is possible. Direct 
questioning or investigation ‘may disclose the fact that 
the management of the subject may be only good collectors 

or salesmen of great ability who can get their market on 
shorter terms, either by persuasion or by quality of product 
and service. But it may also disclose the fact that the 
subject, not being in a position to borrow what its man- 

agement needs for its capital at use, has resorted to the 
expedient of selling its receivables to a finance company, 
and has neglected to report the contingent liability. 

‘This ratio, sales to receivables, works in a manner very 

similar to the ratio of sales to beers The lower it 
is the poorer the quality of the receivables will be. The 
higher it is, within the limits of the usual, the better the 
receivables will be. But when it passes far beyond the 
upper usual range for such a company the more important 

it is to be certain that the relationship-is real and funda- 

mentally sound and not an empty shell of appearance cov- 

ering an unsound and ordinarily unrecognized core of 

manipulation. 

SALES AND NET WORTH 

In the consideration of this ratio we again come to a 

common phrase of criticism—‘“overtrading.” A great many 

companies have been accused of overtrading and in all too 
many cases the criticism has again been rhetorical and not 
accompanied by any accurate computation or degree of 

measurement for recording purposes. What, after all, is 
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“overtrading”’? It might be described in a number of ways, 
but the most logical would seem to be a condition in which 
any company was attempting to finance a volume of busi- 

ness too great in comparison to its own capital. While 
generally accompanied by excessive borrowing, in order to 

secure a sufficient capital at use, this is not always the 
case. A company may rely on velocity to get through an 

overtrading condition. It may sell its merchandise on a 
very thin margin to move it rapidly. It may offer rather 
extraordinary discounts to spur rapid collections. By a 

combination of these two processes it may build up a very 
much larger volume of business in relation to its own capi- 

tal, or net worth, than is usual. In such a condition any 

slowing-up process that retards sale or collection might 
very quickly make it absolutely necessary to secure more 

capital at use to save the situation. Whenever the ratio 
of sales to net worth goes much beyond a reasonable rela- 

tionship there is always the danger of overtrading. The 

careful analyst, finding this ratio higher than his conception 
of usual, would do well to’ study carefully the ratios of 

sales to merchandise and sales to receivables and the poten- 
tial effect of a slowing-up process that might necessitate 
emergency borrowing. 

Companies are sometimes accused or criticized as “dying 
of dry rot.” This again is a rhetorical expression of a con- 
dition for which recordable data could be substituted. Cap- 
ital to be properly employed must have a reasonable 
resultant or related sales volume. If the ratio of sales to 
net worth is far below the usual, then the capital of the 
enterprise is stagnant and commercially inactive in a de- 
gree that as the ratio goes down may end in absolute loss of 
market and oblivion. 

In either event a recording of the absolute relation of 
sales to net worth in a figure or percentage, the change of 
which can be noted from year to year, is a far more accu- 
rate credit method than the utterance of unrecordable 
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phrases. This record will give a history of changed pro- 

portions that will relate a present to a past condition more 

accurately and more forcibly than the common reliance on 
mental reservations, inspiration, or reliance on that sub- 
conscious thing, the credit sense. 

SALES AND FIXED ASSETS 

In the preceding chapter the question of being overin- 
vested in plant was discussed in relation to capital. Net 
worth was related to the total of fixed assets, as these assets 
are of the nature of capital assets which normally should be 
purchased from owned capital. But there is another aspect 

from which we can consider fixed assets. These are the 
productive assets that are owned to further production or 

distribution. From this viewpoint they are very definitely 
related to sales. Every dollar that is invested in fabricating 
assets or noncurrent assets can be justified only if that 

investment results in a sales volume that will be reasonably 

productive. In building or enlarging a plant or in pur- 
chasing other noncurrent assets owned capital is diverted 
from current assets, with certain allowances for funding 

operations. As capital so invested returns to the business 
in liquid form only as the result of profits from sales, it is 

evident that unless sales result the investment is unsound 
and illogical. ; 

In the competition for markets, management often strives 

blindly for volume. This is frequently more noticeable 

during the price-rising period of the business cycle. At 
times of great demand for goods, production stampedes 
industry into plant expansion to get volume. Hence vol- 
ume or sales figures often show increases, even with price 
adjustments, but when related to fixed assets the ratio goes 
down. Greater production has been secured by investing 
in more units of production, but the per unit production 
result has fallen. The net result is more capital invest- 
ment to lie idle at the next depression and the increased 
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volume has been achieved with increased inefficiency. This 

measure of the production results of capital, as expressed in 

the relation of sales to fixed assets, is a fairly accurate 

measure of the economic soundness of such an investment. 

When the net worth to fixed asset ratio is found to be 

falling, accompanied by a falling ratio of sales to fixed 

assets, then liquid capital is being transformed into fixed 

capital faster than new liquid capital is being added to the 
net worth, and this investment is, therefore, relatively 

less productive. When this condition is accompanied by 

a falling net worth to debt ratio the vicious circle is com- 

plete, quite beside the fact that both net worth and sales 

may be increasing. 

SUPPLEMENTARY RATIOS 

The eight ratios discussed in this and the preceding chap- 

ter are the main ratios advocated for regular compilation 

and recording as substitutes for mental reservation and a 

reliance on the so-called credit sense. This last, after all, 

is nothing more than the subconscious reaction of the mind 
along these very same lines. With the possible exception 

of the merchandise to receivables ratio, the use of which is 
largely personal with the writers, all of these ratios are 

nothing but ordinary credit reactions. There is nothing in 
ratio analysis that savors of necromancy. The only differ- 

ence between it and the mental processes of the analyst 
of experience lies in the reduction of the various propor- 
tions to figures and then recording them for comparative 

use, so that changes in proportions can be noted readily 
from statement to statement. To this is added the some- 

what practical fact that the ratios can be prepared by a 
moderate-priced clerk to save time and effort for the higher- 
priced executive. After a statement has been spread on a 
comparison sheet, three minutes’ time with a computing 
machine by an average clerk will produce these ratios in 

recorded form, so that the higher executive will have at all 



THE DYNAMIC RATIOS 139 

times before him a history of proportions that will carry him 
back almost instantly over the whole history of the risk. 

In addition to these ratios there are a number of supple- 

mentary ratios. These are not as needful of regular de- 
velopment, but in many cases are highly instructive. On 

account of their supplementary nature they will be dis- 
cussed by themselves and form the body of the next chapter. 

SYNOPSIS OF VELOCITY RATIOS 

SALES TO RECEIVABLES 

Method of Derivation: To secure this ratio, divide the net 
annual sales by the total of the trade accounts and bills 
receivable. 
Result: The resulting ratio expresses the relationship be- 
tween the total annual business and the outstanding receiva- 
bles, which are the uncollected sales for the period. 
Principle Involved: The larger the sales are in comparison 
with the receivables the more nearly the subject has ap- 
proached to a complete collection for the period and the 
greater the probable liquidity of the receivables. Con- 
versely, the lower this ratio the greater the probability of the 
presence of poor collection methods and stale receivables. 
Note, however, that an unusually high relationship may 
mean the hypothecation or sale of receivables. This is 
more probably the case when this ratio and the “merchan- 
dise to receivables’ ratio are both badly distorted when com- 
pared with common or average industry proportions. 

Sates TO MprRcHANDISE 

Method of Derivation: To secure this ratio, divide the net 
annual sales by the total merchandise inventory. 
Result: The resulting ratio expresses the proportion be- 
tween sales and merchandises which, while not a definite 
physical turnover indicator, is a comparable measure of 
turnover from year to year. 
Principle Involved: Merchandising capacity can be meas- 
ured, within reasonable bounds, by the sales developed per 
unit of inventory. The higher the relationship of sales to 
inventory, the greater is this merchandising capacity and 
the more probable the freshness, salability, and liquidating 
value of that inventory. 
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Sates To Frxep ASsETS 

Method of Derivation: To secure this ratio, divide the 
net annual sales by the total of the amount of the noncur- 
rent or fixed assets. 
Result: The result indicates the sales productivity of fixed 
assets expressed by the relation of sales to the money in- 
vested in fabricating, trading or nonliquid assets. 
Principles Involved: Capital is invested in plants and their 
contingent fixed assets for the purpose of production or 
trading. The justification for this investment is based on 
achieving a proportional sales volume. As the relation of 
sales to fixed assets increases we are more likely to find a 
condition in which plant investment is increasingly justified 
and profitable. 

Sates To Net WortH 

Method of Derivation: To secure this ratio, divide the net 
annual sales by the true net worth. 
Result: The result reflects the sales activity of the invested 
capital. 
Principle Involved: Capital is invested in any enterprise 
in the hope of a substantial return. The probability of such 
a return is largely dependent upon a reasonable activity of 
the investment. The proportion borne by sales to net worth 
establishes a measure of this activity. When the relation 
of sales to net worth is an increasing one from year to year, 
we can feel reasonably assured that the invested funds are 
more actively and probably more profitably employed un- 
less this relation rises so high as to indicate overtrading. 
An exception to this general deduction should be noted 
where a company is striving for volume irrespective of profits 
and where the increased proportion may be due to a decline 
in net worth instead of a healthy increase in sales. 

Norre.—The above synopsis is reprinted from the litera- 
ture of the Robert Morris Associates. 



CHAPTER IX 

SUPPLEMENTARY RaTIos 

In THE preceding two chapters, the value of proportion 

has been established and eight different ratios discussed 
under the two general headings of static ‘and dynamic ratios. 
The seven additional ratios to the original current ratio 

are tests which should be made in examining a statement 
from an analytical point of view. These eight ratios are 

considered most important and readily obtained from data 

generally submitted. While it is not always the practice 
to divulge profit and loss or sales figures, it is becoming 

more universal as bankers are educated to the value of this 

data, and are insisting that it be furnished to them. 

While it is thought that these eight ratios give the analyst 

a far better estimate of the company than a reliance on 
the current position alone, there are several additional com- 
putations that may be made which explain or further 
emphasize conclusions reached. 

These additional tests are as follows: 

. Net profit to sales. 

. Net profit to net worth. 

. Cash and receivables to current debt. 

. Net worth and funded debt to fixed assets. 

. Funded debt to fixed assets. 

. Working capital to inventory. 

. Raw material and finished goods to goods in process. 

. Working capital to total assets. 

v 

CONOR WN 

There are a number of other ratios developed by present- 
day writers on analysis, but inasmuch as most of them can 

be obtained either from the 100 per cent statement or are 
covered sufficiently in the ratios already explained, no 

141 
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additional comment will be made here. It is sufficient to 

say that nearly every book on the subject of Financial 

Statements has some reference to this ratio method of 

analysis. It is, therefore, only in an effort not to be too 

arbitrary in establishing only eight proportions that the 

eight additional ratios are given. 

MEANING OF NET PROFITS AS USED IN THE NET PROFIT TO 

SALES AND NET PROFIT TO NET WORTH RATIOS 

It seems well at this point to define the account “net 
profits’ as it will be used in this discussion. There has been 

a considerable hesitancy on the part of the writers to in- 

clude net profit figures in a series of ratios for several 
reasons. 

1. Due to the exceedingly high tax rates that prevailed 
during and immediately after the war, and to a great extent 

still prevail, it is thought that many companies control 

the amount of profits made for any fiscal period, in order 

that they may not have to pay high taxes. Everyone has 

heard of statements being made, one for the banker, one 

for the stockholder, and one for the government. This 

understating of profit has been accomplished quite often 
by the juggling of inventories, but no matter in what way it 
is accomplished, the profit figures are not considered suf- 

ficiently accurate or uniform in computation for ratio work. 

2. It is not clear in the minds of analysts just what is 

meant by net profit. In some instances the figure is re- 
ported before dividends and taxes are taken out, while in 

other instances either one or the other may have been 
excluded. There must be some uniformity of nomenclature 
before any definite ratios can be developed. 

3. It is difficult to determine how to handle a loss in the 
development of any index number. This difficulty cannot 
be so easily understood at this time because the explanation 
of the index number follows in a later chapter. However, 
it can be understood that a loss will give a minus ratio, 
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which immediately influences any index number if included 
in ratios and reduces the parity point by the weight allowed 
for the ratio (see Chapter X). 

For the use made of net profits in this volume the follow- 
ing explanation is in order. The net-profit figure should be 

the profit remaining after all costs and expenses have been 
met, which includes dividends, depreciation, and taxes. Ad- 

ditional income from rents or interest should be added, but 

any additions or subtractions not resulting from current 

operations should be excluded. There are occasionally ex- 

cessive charge-offs or unexpected collections that are en- 

tered against the current profit-and-loss-statement. These 

should be entered against surplus and a satisfactory recon- 

cilement be made from one year to another. The net profit 
is then the profit from operation after all costs and expenses, 

depreciation, taxes, and dividends have been met. Taxes 

are a cost of doing business, and, although only estimated, 
can be very closely approximated; it is certain that they 

must be paid, so they are a deduction. Depreciation is also 

an expense of doing business, and while only estimated, the 

charges against profit and loss for depreciation are as accu- 
rate as accountants can compute them. The writers have 

taken the attitude that the stockholders are entitled to a 
reasonable return if earned on their investment and that 
dividends are therefore normally a practical expense of 

operation in that this amount will not be left in the busi- 

ness. Dividends being an expense of operation, the return 
on invested capital should be measured after deducting the 
return to stockholders. Another argument in favor of 
computing the ratio net of dividends is that the data for 

computing this ratio are likely to be more comparable. It is 
very much the same argument as that advanced in handling 

fixed assets net of reserves. If the reserves are given on the 
liability side, they can be deducted from the fixed assets 

and can be compared with the companies giving fixed assets 

net. This places all data on the same basis. It is, however, 
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impossible to estimate the reserve. The same is true in 

the case of dividends except that the amount of the divi- 

dend is not always given, as is the case with reserves. 

Perhaps the majority of analysts and accountants do 
not follow this plan of deducting dividends prior to de- 

termining the net-profit figure. Quite correctly they state 

that dividends are profits and therefore should be retained 
in the net-profit figure. This reasoning has every appear- 

ance of being logical, but it overlooks one highly important 
credit aspect. We have been at some pains to establish 
the fact that the net worth is the owner’s capital protection 

to the creditors’. This, whatever its amount may be, is 

the first buffer between shrinkage in the value of assets 
and loss to creditors. Profits earned and spent through 
dividends add nothing tangible to the protection of cred- 
itors. If any company disburse all of its net earnings, and 
some disburse more for several years, the net worth does 
not increase. From the standpoint of creditor protection 
the figure of interest is not what might have been added to 
net worth, but what actually was added through earnings. 

It is true that certain allowances for earning power must 
be made. If this problem be viewed in the light of figures, 

it becomes more distinct. Let the assumption be that there 

are two comparable companies, showing net earnings before 
dividends of $10,000 and $5,000, respectively. The first 
company declares an $8,000 dividend and the second a 

$3,000 dividend. Each adds $2,000 to net worth. If we go 

to the extreme of supposition and assume that both have 
the same debts, sales, and net worth, then by using the 
$2,000 figure the analyst might arrive at a misconception of 
their relative strength. Each adds the same amount to net 
worth; the net profits and sales would bear the same rela- 
tionship. This possible similarity obstructs the view of 
some and condemns the deduction of dividends before 
developing net profits. 
Some further examination is obviously necessary. The 

ee 
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first company, to begin with, has disbursed 80 per cent of 
its earnings; the second only 60 per cent. While not so 
great an earner, the second company is content with lesser 
participation in benefits for its stockholders and adds a 
greater proportion of its earnings to the protection of cred- 
itors. This certainly is a point in favor of the second 

company from the standpoint of the creditor that would be 

minimized or overlooked entirely if the earnings before 

dividends were compared. 

Furthermore, a dividend policy having been established 

is not easily changed. When a given rate of dividend has 

been in force for a period, it becomes nearly as fixed a charge 

for capital as interest. Instance after instance can be re- 

called in which companies have continued to pay the estab- 

lished dividend, partly out of undivided profits when annual 

earnings are deficient, so as not to disturb capital and the 

sleepy credit analyst. : 

Having made profits in the past is no insurance of future 

profit-making and hence the writers in their analytical work 

prefer to take the conservative position of considering as 

net profits only that which is left as an addition to net 
worth. It seems safer to deduce possible earning power 

from this position by special reservation than to take as net 

profits the net earnings before dividends and make allow- 

ances toward conservatism. It seems safer to start at con- 

servatism and make allowances toward liberalism. 

J.—NET PROFITS TO SALES 

Volume of business done or the volume of profits in 

dollars is only a superficial test of efficient or profitable 

operation. It is the relation of these profits to the total 

business done, as measured by the sales figure, that partly 

determines the profitableness of the operation. The rela- 

tion of profit to sales varies in different lines of industry. 

In the meat-packing business the percentage relationship 
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is very low, running from 1.3 to 1.5 per cent on sales, while 
the profit to sales relationship in the jewelry line runs much 

higher. This difference is made up by the number of times 
receivables, merchandise, and net worth are turned in the 
meat-packing industry as compared with the jewelry. This 
presupposes a knowledge on the part of the analyst of what 

is reasonable to expect in each line of business. 

This reasonable proportion of net profit to sales will 

vary over a period of years according to the upward and 

downward swings of business generally, but there is no 

better test of profitable operation than this ratio. If a 

satisfactory showing is not maintained, a curtailment of 

business may wipe out profits, and quite naturally the 

nearer this ratio approaches zero the less profitable the 

operation of the company becomes. 

In the competition for markets a merchant may shave 

his margin exceedingly thin. This may bring him trade 

and show a fair volume of profits in dollars and a large or 

even a commanding volume of business. It may so stimu- 

late his selling as to lead to overtrading. When this over- 

trading is on a narrow margin of profit it is doubly 
dangerous. 

II.—NET PROFITS TO NET WORTH 

The amount invested in a company by its stockholders, 
commonly known as capital or net worth, is entitled to a 
reasonable return. This reasonable return or prospect for 
such a return is what attracts capital to any enterprise. 
Again it is the percentage relationship that the profits bear 
to the net worth rather than the dollar amounts which 
measure the return. As stated earlier in this chapter, the 
banker is primarily interested in the amount of net profits 
which are left in the business after dividends, taxes, and 
depreciation have been deducted. The sooner this is under- 
stood the better for all concerned. Anyone becoming a 
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partner in a business through the purchase of stock is en- 

titled to a reasonable return on his participation. It is 
understood that such a return is not always received, but 

this is the chance any partner takes in engaging in a busi- 

ness. This suggests a most careful study of a person’s 

ownership of stock in order to get a return to which he is 

rightly entitled. 

The credit man has the interest of his customers at heart, 

but must at the same time safeguard his loans. To that 

end, the money left in the business further strengthens 

the net worth position and, assuming no offsetting borrow- 

ing has taken place, makes his loan more secure. 

Upon failure to earn a reasonable amount on invested 

capital, stockholders are likely to become restive and require 

a change in executive management which in turn would 

reflect directly on the credit risk. 

III.—caSH AND RECEIVABLES TO CURRENT DEBT 

This ratio, often called the acid-test ratio, was discussed 

in some detail in Chapter V, so no additional comments 

will be made in this chapter, except that in certain cases it 

is well to compute and record it. 

IV.—NET WORTH AND FUNDED DEBT TO FIXED ASSETS 

In this ratio the fixed assets are, of ‘course, taken gross. 

It is a test of plant expansion and should be used in connec- 

tion with the worth to fixed ratio. The ratio indicates how 

much of the stockholders’ and bondholders’ money is left 

after supplying the fixed assets. In all computations in- 

volving fixed assets the grouping is made according to the 

explanation in the earlier chapters. The writers in using 

the fixed-asset item do not make any deduction for deprecia- 

tion reserves. The two methods of handling reserves intro- 

duced in Chapter IV were given for those who might 

benefit by both viewpoints. 
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V.—FUNDED DEBT TO FIXED ASSETS 

An additional test for plant expansion is the funded debt 
to fixed asset ratio. There are often instances where a 

company has funded part of its current obligations. This 

is often followed by plant expansion and further mortgag- 
ing up to a point where the mortgage becomes a substantial 
percentage of the fabricating assets. The only way for such 
a company to obtain additional funds would be through the 

issue of additional stock, or by the assessment of the old 
stockholders. Therefore, the extent to which the fixed 

assets are mortgaged as measured by this ratio determines 
- the future possible borrowing power through mortgage 
bonds. A company having only a fair current ratio, a worth 

debt ratio of about 100 per cent and a high percentage of 
funded debt to fixed assets could only obtain additional 
funds by stock subscriptions. It has been the observation 
of the writers that such a condition has often arisen from 

too liberal dividend payments. If a crisis arises, the stock- 
holders should be called upon for at least the return of the 
dividend payments. 

When the proportion of funded debt to fixed assets rises 
abnormally high, there is a danger of the debt becoming a 

residuary claim on the current assets. With highly special- 
ized plants, the sale of which might be difficult, a high 
relation of funded debt might be exceedingly dangerous. 

The following 100 per cent statements of a single com- 
pany and the group in which it operates with the ratios 
illustrates the point quite clearly: 

The individual company had a poor current ratio the 

first year, so it funded the debt as shown on the second 
statement by the increase from 8.28 to 28.38. The last two 
years show a substantial increase in current liabilities which 
accounts for the increase in total debt, the funded having 
remained about the same. The company’s worth-debt ratio 
has also declined the last year, falling far below parity. 
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Co. Group Co. Group Co. Group Co. Group Co. Group 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 
Total fixed... 50.14 42.73 50.06 49.45 53.42 50.99 52.63 62.08 48.32 52.61 

Total.... 100 100: 100 100 100 100 100 100 100 100 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 
Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

# 
Totaldebt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves..... 9.82 1.59 11.50 1.80 10.99 1.76 11.48 1.56 12.73 1.69 
Net worth.... 47.86 49.66 45.21 56.07 48.57 55.25 47.32 59.17 °36.79 59.49 

Total...... 100 100 100 100 100 100 100 100 100 100 

Ratios 

Current...... 146 233 335 t ‘298 467 274 375 321 230 265 

Worth—fixed. 95 136 90 119 91 128 90 124 76 125 
Worth—debt. 113 106 104 148 120 145 115 194 73 165 
Funded debt 

to- fixed as- 
AR AAS 16 62 56 54 57 54 54 49 58 50 

The next set of ratios—Funded Debt to Fixed Assets— 
shows to what extent the fixed assets are mortgaged. The 
last year shows the company at its worst. The company 
has mortgaged its fixed assets 58 per cent of the value, 

while the group only 50 per cent. It means that the com- 
pany will not be able to improve its falling current position 
by a repetition of its previous means of obtaining funds, 
but will have to rely on additional capital either in the 
nature of new stock or in an assessment on the old stock. 
This ratio can well be added as a supplementary test.to the 

fixed asset ratios. 

The condition of a company having a thin current ratio 
but a large asset item of effective plant or real estate with 
no funded debt is quite different from one with both a thin 
current ratio and a high proportion of mortgage against 
fixed assets. Fixed Assets are coming to be recognized as 

a good secondary defense against a low-current position by 
the amount of their liquidating realizable value. This ratio 

should be used in any case of a low-current ratio in order to 

determine the probability of this secondary support. 
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VI.—WORKING CAPITAL TO INVENTORY 

The working capital as defined in an earlier chapter is 

the excess of current assets over current liabilities. The 

ratio under discussion here measures the percentage of 
working capital that depends on inventory as a liquidating 

element. It is a corollary to the acid-test ratio, and may 

be used in conjunction with the current ratio to measure the 

amount of working capital tied up in inventory. 
The importance of the inventory and its proper propor- 

tion to other items on the statement cannot be,overstressed. 

Its liquidity, balance and correct cyclical possession_are 
factors that reflect efficient executive management in the 
property statement and profit-and-loss account. 

Every concern should have a comfortable excess of cur- 
rent assets over current liabilities or working capital with 
which to carry on the current operation of the business. A 
ratio_of working capital to inventory determines the suf- 

ficiency of the current ratio. As a general proposition a 

company having a 200 per cent current ratio, but with a 

large percentage tied up in inventory, is speculating in mer- 

chandise. This observation, of course, cannot be applied 
to chain stores and others doing a cash business. A low 

ratio of working capital to inventory indicates this tying 
up of the working capital in inventory speculation. If 

prices go up such speculation will be justified by additional 
profits, but this speculation does not usually come at the 
bottom of a business cycle, but rather when business is 

booming. A fall in prices during such speculation will have 
a weakening effect on the current position. 

With the appraisal of the working-capital position, in 
relation to the inventory are such factors as the nature of 
the merchandise sold, possibility of hedging, purchases or 
sales of futures, and the cycle which has already been men- 
tioned. It is for these reasons that any ratio involving the 
inventory item bears rather careful examination. It is 
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also the item most used to window-dress a statement and, 
therefore, subjecting it to as many tests as possible may 
assist in uncovering such efforts of window dressing. 

VII.—RAW MATERIAL AND FINISHED GOODS TO GOODS IN 

PROCESS 

The, use of this ratio is somewhat abstract, but it is 
inserted as an interesting side light on the inventory situa- 
tion from a liquidating viewpoint. 

Inventory in a raw-material state, is salable in the raw- 
material market at approximately its purchase price, pro- 

viding, of course, it is more or less standard merchandise. 
Finished goods may be sold to either customers or the 
trade. This is not true of goods in process. This part of 
the inventory must either be junked or additional expense 
incurred to put it into the finished state when it can be sold 

to the trade. While these remarks apply to a manufactur- 

ing concern only, it is nevertheless thought that such a test 
might prove interesting and valuable in many instances. 

This is in a way related to the question of balanced inven- 

tory, but is also a proportional study of secondary im- 
portance. 

VIII.—worKING CAPITAL TO TOTAL ASSETS 

A great many writers on statement analysis use this ratio 

as one of the most important ratios to measure the liquidity 

of the working capital. It shows how much of the total 
assets are free for the current operations of the business. 

This ratio can readily be computed by deducting the cur- 

rent debt from the current assets on the 100 per cent state- 
ment as explained in Chapter VI, the result of the 
subtraction being the percentage that the working capital 

bears to the total assets. 



CHAPTER X 

INDEXING CREDIT STRENGTH 

In THE preceding three chapters discussion has centered 

on a series of ratios which express various indications of 
credit strength or weakness. These ratios follow logically 

the development and use of the current ratio. In a large 

measure they are simply a reduction to a recordable figure 

of the mental reactions which occur in the minds of every 

analyst. Modern accuracy of expression calls for something 

more definite than vague criticism. Furthermore, progres- 

sive credit methods demand an easily read record which 

will recall to the mind of the analyst all changes in the 
proportion of statement figures rapidly and completely over 

the whole antecedent history of the case. When the main 

ratios are regularly computed and recorded they visualize 

the mental reservations generally made, and it becomes 

possible, at a glance, to recreate the mental attitude for 
each year without mental computation for each separate 
year. 

The development of this idea has received a slow accep- 

tance, although a steady one. In the last three years the 

rate of acceptance has been much more rapid. There have 

been two main objections raised against this method of 

analysis. The first and less important is the element of 
time and consequent cost. This objection comes for the 
most part from those who have not attempted to use the 
method and “believe” it might work out in special cases, 
but that it would be cumbersome and expensive for general 
use. When it is known that the eight principal ratios can 

_ be computed accurately by a reasonably competent girl, 
152 
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drawing a salary of perhaps one hundred dollars a month, 
in something less than three minutes per statement, the 
cost objection explodes. 

The second objection is somewhat harder to answer. Re- 
alizing the complexity of the process of forming a credit 
judgment, some credit executives state that the general in- 

troduction of ratios simply adds complexity to an already 
complex problem. This objection comes mainly from such 
men as have already built for themselves a credit back- 

ground and developed a subconscious mental activity that 

performs in an inspirational way those things which the 

ratios register. Undoubtedly there were conscientious ob- 

jectors some thirty years ago when the formal spreading of 

successive statements on comparison sheets began. A little 

later there was probably an objection raised to recording 

the current ratio, as requiring additional clerical work, ex- 

pense, and, after all, not expressing anything of much 

value. From this period credit granting is advancing 
through a complete, almost too complete, an-acceptance of 

the value of the current ratio toward a greater development 
of analytical method. The whole body of credit men are 

attempting to create a credit science. And still the objec- 

tors to the enlargement of recorded data as a substitute for 

hunch are afraid of complexity. It is not enough to state 

that some familiarity with ratios will rélieve them of this 

criticism. One cannot meet the criticism by calling atten- 

tion to the fact that these ratios express conditions such as 

“top-heavy with debt,” ‘“overinventoried,” and other 

phrases accurately and in such a way that their relative 

improvements or declines can be seen readily. Some method 

must be found by which the net result of the individual 

movements of the several ratios can be reduced to one re- 

cordable indicator or index number, so that the analyst can 

have the changes of credit strength put before him with the 

pluses and minuses offset.. 
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RATIO VALUES 

It is evident that the eight ratios most generally used 
are not equally important. Some of them indicate propor- 

tions that are far more indicative than others. This rela- 
tion of values may vary as between analysts even when they 

have accepted the general theory of ratio analysis. There- 

fore any attempt at expressing this relation, of values is 
almost entirely personal and the weighting of the analytical 

value of the current ratio and the sales to merchandise ratio, 

for example, can be only arbitrary. Each separate analyst 

must of necessity select for himself the importance which 
he will attach to any ratio. Hence the authors can outline 

merely what they have come to believe is a rational and 

fair average relation of values as between the several ratios. 

In assigning relation values to ratios the current ratio 

comes up for first consideration. That it has a great im- 
portance is not to be questioned. But how great this impor- 

tance is in comparison with the other ratios is a matter of 

opinion. The current position reflects the ease-of-payment 

position at the date of the statement. But current posi- 
tions are shadowed by the debt position. Frequently a 
current debt is funded to ease a tight current ratio. But, as 
has been said, a current ratio of 200 per cent with no 
funded debt is quite a different matter from a 200 per cent 
current ratio with a substantial funded debt. A projection 
of the total debt position is highly important for two rea- 
sons. First current debt funded is no less borrowed capital 
and the payment obligation is simply deferred and not 
relieved. Therefore, the ratio of worth to debt is impor- 
tant. Secondly, when funding of current debt occurs it will 
give a false sense of security unless the overhanging final 
payment necessity of this debt is kept in the analytical 
picture. Quite recently a large corporation, being in a tight 
current position, went through this funding operation and 
secured thereby more working capital. It still remains to 
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be seen whether the company can earn its way out during 
the respite of the funding period so that when the day of 
payment comes it can pay. . Therefore, these two ratios are 
closely bound together and serve as checks against each 
other. It is as important to be properly financed, with 
sufficient net-worth control of the capital at use, as it is to 
be in a position of apparent current ratio liquidity. This is 

more necessary in our modern mixed methods of financing 

when debenture bonds, apparently funded, may have re- 

quirements as to the maintenance of definite current pro- 

portions, failure to do so causing them to become currently 
payable. 

The writers feel that on the average the current ratio and 

the v worth-to-debt ratio have equal analytical values. So 

many instances have been noticed in which the worth-to- 

debt ratio has raised the first suspicion of weakness that it 

often seems the preference for importance should be given 

to the worth-to-debt ratio if given to either. Analysts 

have so long placed their main reliance on the current ratio 

that such a suggestion would probably not be accepted. 

Therefore, they are given equal value. 

The next question is how to express this valuation or rela- 

tion of values. For statistical handling a percentage method 

has been adopted. The assumption is that the whole an- 

alytical value of all of the ratios combined be considered as 

100 per cent. The writers believe that, on the average, 
one-half of the analytical value of all the ratios lies in the 

current ratio and the worth-to-debt ratio. These two ratios 

are certainly the most important tests. In some peculiar 

instances giving them half the whole value may be placing 

too great an importance on them, but on the average and 
through numerous tests this assumption of value has 

worked out satisfactorily in actual application. If, then, 

these two ratios together equal 50 per cent of the analytical 

value of all the ratios and if each is equal to the other, then 
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their individual relation to the value of all the ratios is 

25 per cent each. 

The effect of investing capital in 1 noncurrent assets is to 

render the owned capital less liquid. It is really a transfor- 

mation of the creditors’ factor of safety into another form, 

one that generally is realized upon less readily in liquida- 
tion and usually at a heavy depreciation. In winding up 

the affairs of any company the relation between net worth 

and that part of it which is invested in fixed assets is impor- 

tant, because the shrinkage will probably be the highest. 
As has been stated in discussing this ratio and several sup- 

plementary ratios, there are variations to be considered. 

When part of the cost of fixed assets is borne by funding 

operation the net worth has, in a measure, been relieved 

from this strain. The effect of this method is reflected 

by the worth-to-debt ratio. But even when fixed assets 
are financed in a degree by funding operations, there re- 

mains the possibility of net worth having to absorb this 

financing at any funded debt maturity. Therefore, even 

when supported by funded debt, the amount invested in 

fixed assets in its relation to net worth is a test of funda- 

mental credit strength. . 

The value relation of this ratio to the two ratios just 

previously discussed, current ratio and worth-to-debt ratio, 

is again a matter of individual decision. The writers have 

formed the opinion that, on the average, this ratio is about 

60 per cent as important as either the current ratio or 
the worth-to-debt ratio. Having assumed that these ratios 

are each worthy of a 25 per cent rating as against the value 
of all the ratios, and that the worth to fixed ratio is only 60 
per cent as important, we arrive at 15 per cent as the rela- 
tion of value for the worth to fixed ratio as compared to 
the whole value of all the ratios. Where there is an invest- 
ment in fixed assets of any considerable amount this 15 
per cent is believed to be a reasonable and workable valua- 
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tion or weighting. In specific instances, when the fixed 
asset investment is small, this weighting may logically be 
reduced, and in some cases the ratio may be practically so 

valueless as to be worthy of no weighting at all. The 
method of handling such a condition will be considered later 
and indicated in certain sample analyses. 

Three of the sales ratios are of approximately equal im- 

portance and for practical purposes in developing an index 

may be handled as definitely equal. These are the ratios 

of sales to receivables, sales to merchandise, and sales to 

fixed assets. The value relation of each of these ratios to 

the whole value of all the ratios is probably somewhat less 

than the net worth to fixed assets. The writers, in their 

several analyses, usually assign a value of 10 per cent to 

each of these ratios. In practical tests this scale has been 

found to produce sound and conservative results. 

The sales to worth ratio measures a minor proportion and 

its value can hardly be more than one-fifth the value of the 

current ratio. As in the worth to fixed ratio there are 

times when this ratio must be withdrawn from the index 

entirely. But in the main a 5 per cent relation in value, or 

weight, works out very satisfactorily both as an indicator 
and as a stabilizer. 

The merchandise to receivables ratio is not used in con- 

nection with an index because of its necessary inversion 

at times. It changes as a measure of underlying strength, 

at different times in the business cycle. This is the topsy- 

turvy ratio that requires close supervision of the analyst 

and is interpretive as a single proportion rather than as a 

general relation to the other ratios. 

INDEX WEIGHT SCALE 

The following tabulation expresses the relation values of 

each ratio to the whole value of all the ratios as generally 

used by the writers. 
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Relative value or 

Ratio weight 

Cuirrolit: Vatio 040 ac et ee ns 25% 

Wertty——fex Gel sed win SN asoareen teee 1b 

Wortlr—debe i). ore ook ae ow scotia ener 25 

Sales—recetvables iF eee 10 

Sales—merchandise...............++4-- 10 

Salaw—fixed..) ciaes so heckeiou sere ee 10 
Salea— worthy 6: doa: ona eee elan cle ot 5 

Total value of Tatioa sis. des a eee 100% 

This method of expressing the relative importance by 
percentages of the total importance is a simple statistical 
process. The percentages are purely arbitrary and in the 

table above are the ones most frequently used by the 
writers. Any other analyst can reassign these weights so 
as to express his individual feeling of relative importance 

and still use the index method, the only restriction being 
that he keep the total 100 per cent. 

As has been stated, certain of these ratios become decreas- 

ingly important under certain conditions. One such condi- 

tion is that of a distributing company that rents its place of 

business and, therefore, may have a negligible amount in- 

vested in fixed assets. This investment may easily decline 
to less than 5 per cent of the total assets, as indicated on the 

100 per cent or common-size statement. 

In such a case, the amount of net worth tied up in fixed 
assets is so small that its relationship to any other balance- 

sheet item or supplementary data such as sales is evidently 

of little value as a credit indicator. In the table given the 

net-worth-to-fixed-asset ratio carries a weight of 15 per cent 

and the sales-to-fixed-asset ratio 10 per cent, or a total of 

25 per cent in weight based on these two ratios, of which 
fixed assets form a part. If the case be such that these 

two ratios are to be discarded, some new allocation of the 

weights must be made to maintain the 100 per cent total. 
This can be done in either of two ways. The weights 
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usually assigned to these two ratios can be distributed to 
the other ratios or substitute ratios can be used in their 
place. The following table indicates graphically how this 
may be accomplished. 

Redistribution Substituting 
Ratio of other 

2 weights proportions 
CATEOE PALO. ce exe cocseie aha 30% 25% 
Worth—debt...... 2.5 cs cues cess 30. 25 
Sales—receivables................ 15 10 
Sales—merchandise.............. 15 10 
Sales—worth............... Like 10 5 
Cash and rec.—current debt....... 15 
Working capital—total assets ..... 10 

tec) Gockel oni deka Sna ses 100% 100% 

The fact remains that any number of proportions may 

appeal to individual analysts and that these have rela- 
tively different analytical values that can be expressed by 

this method. It is also important to recognize the fact that 

this establishing of relative values is upon a purely arbi- 
trary basis in the selection of which the individual experi- 
ence is a large factor. The weights in the first table have 
proven to be quite indicative when used in an index formula 
by the writers through many experiments. As will be 

shown shortly, this arbitrary weighting has a quantity 
rather than a quality effect on the index in any event. 

While its arbitrary feature has mitigated against its general 
and widespread use, its adaptability is coming to be recog- 

nized and its quality feature understood. 

WHAT IS AN INDEX? 

At present credit analysts use the current ratio as an 
index very largely. Its movements up or down are gen- 
erally accepted as an indicator or index of improvement 

or decline in credit strength. While the current ratio has 

indicative value, it is far from being the sole or even the 
most important indicator. To have a true index there 
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should be some formula that would combine within itself 
the most important proportions of indicative value and 

reduce these related movements to one figure that would 
rise or fall in accord with the preponderance of movement 

of the several separate proportions. If we may assume, 

for the purposes of present argument, that the reader ac- 

cepts, temporarily at least, the statement that the current 

ratio and the worth-to-debt ratio have an equal value, then 

this matter can be discussed in figures in a way to bring to 

this weighting a clearer understanding. The assumption 
then is that both ratios have the relative value or weight 
of 25. 

For argument’s sake the further assumption is made 
that 200 per cent is normal for both of these ratios. That 
is, the current assets should be twice the current debt and 
the net worth twice the whole debt in order that the pro- 

portions of the company be considered as at parity with 
the desired standard for credit strength. 

At this time the special case is brought up for considera- 
tion in which the current ratio is 250 per cent. The analyst 

who uses the current ratio as an index would logically say 
that this company was 125 per cent strong as compared 

with the standard because the 250 per cent current ratio is 

one and one-quarter times as high as the standard (250 
being 125 per cent of 200). If however, the worth to debt 
ratio is at the same time only 150 per cent instead of 200 
per cent, then in this aspect of the risk the company is only 
75 per cent of parity to the proportion accepted as satisfac- 
tory for this ratio (150 being 75 per cent of 200). In one 
proportion, then, the company is 25 per cent above par 
and in an equally important one 25 per cent below par. 
This is evidently an offsetting wash. The two weights for 
these two ratios were both given at 25. Added together, 
the value in analysis of the two ratios would be expressed 
by them as 50. If the analyst takes 125 per cent of 25 to 
secure a value for the current ratio, he would get 31.25. If 
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he took 75 per cent of 25 he would get a value for the worth- 
to-debt ratio of 18.75. These two values added together 

would give him 50, or the par value for the two ratios in 
total. By this process, then, it is evident that several good 
or bad indications can be combined in a manner to show 
the total net result of strength or weakness, or that it will 

generate a truer index than a reliance upon a single pro- 
portion. — 

AN EXAMPLE OF AN INDEX 

The following tabulation reduces to figures the develop- 
ment of an index which relates, on a weighted scale, the 

several proportions of a hypothetical statement to a set 

of proportions temporarily accepted as reasonable for such a 

company. The first column lists the ratios, the second 

the weights, the third the accepted as proper or base ratios, 

the fourth the ratios for the company, the fifth the relation 
of the company’s ratios (column four divided by column 

three) and the sixth the indicative values for each ratio 

(column five multiplied by column two). 

In this example both of the two most important ratios 
are slightly above the assumed proper proportion. But 
the other five ratios are below the proportions assumed as 
proper for them in a degree sufficient to make their effect 
more than enough to offset the above-par effect of the two 

Base Com- Rela- 
Ratios Weights ratios pany tion Value 

Current ratio...... 25 200% 220% 110% 27.50 

Worth—fixed..... 15 250 220 88 320 

Worth—debt...... 25 150 160 106 26 .50 

Sales—ree. ....... 10 600 500 83 8.30 
Sales—mdse. ..... 10 800 600 75 7.50 
Sales—fixed....... 10 400 400 100 10.00 

Sales—worth...... 5 300 240 80 4.00 

Index total value 100 97.00 

Index below par 3.00 
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RATIO VALUES AND WEIGHTS 

Ratio points Above par __ Below par 

Current ratio (27.50-25).............65. 2.50 
Worth—fixed (15. -13.20).............. 1.80 

Worth—debt (26.50-25).............585 1.50 

Sales—rec. (10-8.380)...............-- 1.70 

Sales—madse. (10-7.50)..........---2+-- 2.50 

Sales—fixed (10-10).................. 0.00 0.00 

Sales—worth (5-4)... 2. class cede open st 1 

Totals: Avs kaneis oe oe ae 4.00 7.00 
4. 

Net, below paris.s ade easiness ce 4 3.00% 

main ratios, leaving the company below parity as a whole. 

The index total is a more complete and sensitive as well 

as a safer indication of strength than either or both of the 

other two ratios, even when they are considered the most 

important. 

CONTROLLING THE INDEX 

Not infrequently some single ratio may be abnormally 

dislocated to a dangerous degree. If it happens that the 

sales-to-net worth be three, four, or five times the base 

ratio, then the effect upon the index may be serious unless 
controlled. If it were assumed, in the example cited, that 
the sales for the company were nine times the net worth, 

showing the sales-to-worth ratio as 900 per cent, the index 
formula would be vastly different. The relation between 

900 for the company and 300 for the base would be 300 

per cent for the relation column. This would give a value 
for this ratio of 15 and if all the other data remained the 
same would raise the index to 108 per cent or 8 per cent 
above parity. 

The writers have become convinced that the upward 
movement of the value for any one ratio must be con- 

trolled. Extended experimentation has convinced them 
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that this 1s not only theoretically reasonable, but abso- 

lutely necessary to develop a safe and sane index. Any 

ratio can in theory fall to such a low level as to reduce its 

value to zero. This makes a downward movement for each 

ratio value and for the index of 100 per cent theoretically 

limited. For this reason it was decided to limit the upward 

movement.or value influence to twice the weight assigned 

to any ratio, thereby limiting the upward swing of the index 

to 100 points above parity, or equal in degree to the possible 

downward swing. In the early experimentation this limit 

to the value for a ratio was arbitrarily and abruptly fixed 
whenever the company’s ratio exceeded a relation of 200 per 

cent with the base ratio. Thus, for the current ratio, using 

a base of 200 per cent against which to measure separate 

ratios, a value of 50 points was assigned to all current ratios 

over 400 per cent, or twice the base. Current ratios of 500 

per cent, 600 per cent or 1,000 per cent all carried equal 

values with the 400 per cent ratio, or 50 points. This never 

seemed reasonable, and after consultation with several emi- 

nent statisticians a method of control has been adopted by 

the writers in their analytical work which has given highly 

satisfactory results in actual application. 

This formula starts with parity and allows for the adding 

of a second one hundred points, less the inverted relation 

between the company’s ratio and that proportion being used 

as a base. The plain arithmetical relationship formula for 

securing the relationship of a ratio to its base is as follows: 

Subject’s ratio 

Relation = Base ratio 

The formula for controlling dislocation within an up- 

ward limit of relation to something below 200 per cent is 

as follows: 

Relation = 100 + (100 a erent.) 
Subject’s ratio 
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As a matter of usage the base ratio is divided by the sub- 

ject’s ratio and the result subtracted from 200 per cent. 

Reverting to the index schedule and the assumed condi- 

tion in which the sales to net worth was 900 per cent, and 

applying this formula to get a value for this ratio, the 

result would be quite different and would produce a much 

safer index. In the first discussion the arithmetical formula 

was used as follows: 

Subject’s ratio _ 900 
Bane ratiois 300 300% relation. Relation = 

By using the control formula the following would have 

been developed: 

: Base ratio 300 
Relation = 100 + (100 - Subject’s ratio or 900 or 33%) 

or a relation of 167% 

This relation applied to the weight of this ratio would 
have been 167 per cent of 5, or a value for the ratio of 8.35. 
This would have raised the index 4.35 points, or to 101.35 
instead of 108.00. This figure of 101.35 per cent of parity 
seems more reasonable. 

The careful reader will have noticed that the current ratio 

for the company was also above the base assumed for it, 
and therefore the control formula should have been used. 
The following indicates how this would have worked out. 

Ags Base ratio 200 
Relation = 100 + (100 * Rabies ine OF 559 OF 90%) 

or a relation of 110% ' 

This is the same relation as by the arithmetical method. 
A peculiarity of this formula is that in the first or lower 
stages in which the subject’s ratios are only slightly above 
parity both the arithmetical and control formulae produce 
nearly the same result. In the higher stages the difference 
becomes very marked. As a matter of close analysis, when 
any single ratio becomes abnormally high, much above 
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parity to an accepted base, it should be relegated to the 
background and the other proportions be allowed to func- 

tion without hindrance by the abnormal strength of one 
proportion. In a way it may be compared to a legless 
man with supreme shoulders and arms. Behind a covered 
table he might seem an ideal, but with the screen removed 
he would not be fit for a sculptor’s model of an athlete. 

The discus thrower must have all anatomical parts, not 
only developed but complete. To be sound the credit risk 

must have all of its proportions near enough to be both 
reasonably complete and well proportioned. A_ super- 
strength in one proportion cannot make up for an abnormal 

deficiency of another. A bridge with either the supporting 
members or the roadway abundantly strong, but with the 
remaining element weak, is an unsafe bridge. What dif- 
ference does it make if a bridge has superstrong girders if 

the roadway be rotten planking or if the roadway be made 
of sound oak planking covering rotten stringers. In either 
event the passenger over such a bridge is in dire danger. 

The writers accept no credit for the adoption of this 

control formula except for the recognition of its necessity 

and its actual adoption and the experimentation which has 
seemed to prove its worth. It was offered to them by Dr. 
M. T. Copeland and his assistants of the Harvard School 

of Business Administration in response to an open request 

for a scientific control of a possibly dangerous analytical 

complication. It has seemed to meet this need admirably, 
and in a measure follows established practice in the use of 

logarithmic charts to graph conditions. 
x 

\ 
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CHAPTER XI 

Bases For Ratio ANALYSIS 

In orDER to measure movement of any kind it is neces- 

sary to have some starting point from which to register. 
To measure strength there must be some standard of com- 

parison. People wonder at the strong man of the vaudeville 
or circus who lets his attendants place a piano on a plat- 

form he is upholding while resting on his back. As com- 
pared with the average man he is immensely strong. But 

if the weight of the piano and its relation to his muscle size 

be compared with the weight which an ant can not only 

sustain, but carry away, in relation to the ant’s muscle size, 

then the strong man may well seem puny. To be equally 
strong he would have to tuck a freight car under each arm 

and walk jauntily up the street. Speed, size, strength, 
wealth, and values are all only comparative matters. Credit 

strength and analytical goodness for credit are almost as 

comparative. But in spite of this our so-called credit 
science has failed to recognize the differences in types of 
business which quite logically produce different inherent 

proportions in the figure facts. Of recent years there has 
been a growing appreciation of the importance of study of 

relationships of proportions. This development has car- 

ried with it the development of data to be used as bases for 

this type of analysis. The combination of the principle 
ratios into a recordable index figure which will reflect the 

consolidated influence of these proportions on the credit 

decision is nothing but a logical substitution of a more accu- 

rate and sensitive indicator for the current ratio. 

THE GENESIS OF THE INDEX 

About 1921 a request was made for a sample of analysis 
by the ratio method running over a period of fifteen or more 

166 
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years, and if possible disclosing two separate or distinct 
trends for similar companies. Because of the public nature 
of the companies, as far as published data were concerned, 
the statements of the Westinghouse Electric Company and 
the General Electric Company from 1903 or thereabouts to 

the date of the study were used as examples. An explana- 
tion of the methods of the analysis will give a good explana- 
tion at the same time of one sort of base, often used by the 
writers, from which to measure the trends of a company. 

The first step in the analysis was to reduce the statements 

of each company to a uniform style and spread them on two 

comparison sheets for the period. The several major ratios 
were then computed for each year for each company. With 
these data prepared, the question arose as to a base against 
which to compare statement figures and proportions of each 
year. At that time there were no available data with which 
these figures could be compared and it was necessary to 

develop such a base from within the figures themselves. To 
accomplish this the two comparison sheets were cross- 
footed and these cross-footed or period statements combined 

into one mass statement. It was felt that this combined 

statement would reflect with a fair degree of accuracy the 
average joint positions of the two companies for the period. 

As a matter of credit statistical nomenclature such a, cross- 
footed statement is now called by the writers a “period 
statement,” as it. reflects the average in both proportion 

and size for the period, weighting automatically for growth. 
The major ratios were developed from this joint period 

statement. The separate ratios for each company in each 
year were then analyzed in their relation to these period 
ratios, and an analytical study made which traced quite 

definitely certain tendencies in development. This report 
comprised some ten or fifteen pages of typewritten analy- 
sis. One reader asked whether it would not be possible to 
create a method whereby the ratios and their relation to the 

period base ratios could be combined into a single index 
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number for charting purposes. The index discussed in the 

preceding chapter was developed after much discussion 
with statisticians of recognized standing and applied to the 
figures. The conformity of the chart for the index figure 
to the general discussion of the analysis was startling in its 
accuracy. The index figure did not at all times move with 

the current ratio, nor, for that matter, with any single ratio. 

But the chart visualized the deductions in simple form and 
very clearly emphasized the true trends in credit position. 

INTERNAL ANALYSIS 

This experiment gave more than just a method of expres- 

sion to the composite net result of the several ratio indica- 

tions. It was the first step toward establishing a base 

from which to measure trends. Ordinary comparative 
analysis takes statements in rotation or sequence, so that 
any one statement is compared normally to the one pre- 
ceding as a basis of comparison and later becomes the base 

by which the next statement is measured. There is a grave 

danger in this process that is perhaps not generally appre- 

ciated. If a statement shows a weakened condition it may 
alarm the analyst and he may suggest remedies to his cus- 

tomer. Certain of these may be applied and the next state- 
ment may show a better or stronger set-up. It will be 
compared with the preceding statement and, even when 
using an index or ratio method, show a position of con- 
siderably greater strength. But in this method it is being 
compared with a weak base and its apparent increase in 
strength may be exaggerated thereby. For example, if an 
amount of 100 be reduced to 75 it has declined 25 per cent 
of the first amount. If in the next period it rise again to 94 
or 19 points, it has increased 25 per cent of the 75 base. 
The percentage of rise or decline is the same, but it is 
against two different bases and the figure has not returned 
to 100. If the figure were returned to 100, the third period, 
it would have risen 25 points from 75, or 331/83 per cent. 
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The careless analyst seeing first a decline of 25 per cent and 
then a rise of 331/3 per cent might easily fall into a con- 

ception that the number had risen above its original size or 

strength. There is then great danger of confusion in com- 

paring statements serially unless this differentiation as 
between bases is clearly understood and the deviation 

corrected. 

By developing period statement ratios, weak state- 

ments and strong statements in the series are automatically 
averaged and spasmodic deviation from temporarily un- 
stable bases reduced to a minimum. It is quite feasible to 
create a period base of five or six years in most instances, 

using the first five or six statements of a series for the 

purpose. If the analyst wishes he may spread this period 
statement on his comparison sheet and use it and its ratios 

as a base. If he wishes he may create a separate period 

comparison sheet by starting with the total period state- 

ment of available statements and add successive or subse- 

quent statements to this, comparing each single statement 

to a cumulative period statement. Or again, having made 

up a period statement from five successive statements he 

may each year drop off the first of the five and add the 
current statement. This would give him at all times a five- 

year period statement to use asa base. It, being an average 
position, would be more stable than any single statement 

for use as a base, and hence safer. There are other varia- 
tions of this procedure, but these are the important ones for 
our general departmental purposes. 
A ratio and index analysis against a period statement is 

often most instructive but it is not always sufficiently com- 
plete. In many instances a company has been found to be 

showing an internal improvement and at the same time to 
be falling behind the movement of its competitors so rapidly 

as to be unable finally to keep up its competition and passes 
out of the picture. Therefore, a real need for an external 

as well as an internal analysis exists. 
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TYPICAL FIGURES 

In the chapter dealing with the theories of ratios the 

statement was made that no set figure could be considered 

as equally applicable to proportions of different kinds of 
business at one and the same time. The differences in the 

fundamental values of inventories make for greater or less 
shrinkage, sudden change in value or stability, to such a 
degree that if a current ratio of 200 per cent is correct for 
the millinery or style shoe shop, it is ridiculous to demand 

this proportion for an industry in which the style-value 

change of inventory is slow and of no great proportions, 

such as in the wholesale hardware or grocery business. This 
same argument holds for any of the ratios. Therefore, 
the analyst should be in possession of an understanding 

knowledge of what to expect for any proportion or ratio 
in any industry. 

Most bank credit executives and analysts have another 

handicap to overcome. The breadth of experience in any 

one line may be either broad or comparatively narrow. 

There are instances of banks that have a customer contact 
rather specialized within one industry. Their files may 
contain a fair cross-section of one industry. This is not 

generally the case, but it may exist. Other banks, and this 
is by far the more usual case, have more limited contacts 
with a greater number of industries. When this more com- 
mon condition exists the analyst within one bank is handi- 
capped by a scarcity of material for examination by trades 
or industries. The bank with the concentrated customer 
trade condition often tries to diversify his risks by pur- 
chasing commercial paper in other industries, Taken out- 
side his direct contact experience, such a banker usually 
buys on an inspirational conception of what constitutes a 
proper set-up, largely overawed by a current ratio. In any 
event, there is a strong reason or even necessity for a better 
understanding of the usual proportions existent at any 
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given statement period in any line of industry so that good- 
ness for a grocer will cease to be measured by the Easter 
style for hats or the height of a French heel. 

Since the war a great deal has been said, written, and 
prophesied about “normal” or “normalcy.” Perhaps our 

economic strains may some day readjust themselves to a 
“normal” if such a condition ever existed. No one can state 

definitely when this will be because each one has a different 

conception of what it is. To some it means that prices will 

return to 1913 levels. To others it means that some day 

we may pay as we go instead of paying after we have gone. 

No doubt some descendants of Pilgrims think normal means 

street-sweeping skirts and blue Sundays. Normal as a 

matter of fact is a moving thing, not a dead past. The 

writers do not like to hark back to a condition now called 

normal that in its time was probably called abnormal, and 

something not so good as something else then called normal. 

If the world is progressing, and we believe it is, then the 

constantly created new devices of manufacture and finance 

need new appreciations and new skill in handling, not old 

standards. 
Therefore “normal” is discarded as a thing against which 

to measure a present credit position. What is really needed 

is a flexible knowledge of what is usual or common in the 

proportions of any industry to-day. Such backgrounds are 

in need of at least annual revision, as the march of business 

during twelve months’ time will bring about different sets 

of conditions that will produce new sets of proportions as 

common within an industry as of about one date. 

ARITHMETICAL SELECTION 

The process of picking out what is a usual or common 

current ratio may at first appear to be a simple arithmetical 

problem. The current ratio is used here as a specimen 

because the methods of selecting usual proportions for any 
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ratio would be the same, and therefore explanation of 

method in this text will be confined to the current ratio. 
This particular ratio is used, as it is universally accepted as 
a measure. 
An arithmetical method would consist of adding together 

all of the current assets of a large group of similar type 
statements—for instance, the wholesale grocery business— 
and dividing this by the total of the current liabilities taken 
from the same statements. This process would produce a 
combination current ratio, it is true, but it would be very 
open to criticism. In such a process the larger statements 
would have a tendency to make the composite ratio approxi- 
mate their ratios. This might or might not be a true usual 

figure. An example in numbers may make the arithmetic 
of this process and its dangers more apparent. 

Company Current assets Liabilities Ratio 

BE SS ae Co Ree 10,000,000 5,000,000 200% 

fe VES Wa aN iar trae Rin eo, Spe 100,000 40,000 250 
SD) AUN earch eee ats, Teme tasees 100,000 40 ,000 250 

AW: Wien ac ete ns ci tartar 100,000 40,000 250 

a ead. tah US 3 ba eee 100,000 40,000 250 

TLD Sone Sore sk oe 10,400,000 5,160,000 201 

By adding the current assets of five companies and divid- 
ing them by the total of the current liabilities a current 
ratio of 201 per cent is developed. But it is clearly evident 

that this is not the common or usual current ratio for this 
group of five companies. Therefore, a simple arithmetical 
method must be discarded. 

THE METHOD OF THE MODE 

The strictest application of the method of the mode is 
not used by the writers, for purely practical reasons. Under 
the method of the mode a series of numbers is used, start- 
ing with the lowest of any group to be analyzed and running 
up to the highest. These are set at the head of columns 
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and each number of the group then entered in the column 
controlling its size. The number at the head of the column 
having the most entries becomes the mode. It is, in other 
words, the number most frequently repeated in any group 

of numbers. Facetiously it might be called the stylish, 
modish, or fashionable number. 

In the statistical work of the writers for the Robert Mor- 

ris Associates, a variation is used from this strict method of 

the mode. The headings for the selecting columns cover a 

range, and any ratio within the range of any column head- 

ing is entered in that column. The headings for the current 

ratio columns cover ranges of 25 points, start with 125, 

and run up to 400, with a low column at the left and an over 

column at the right.. The 125 column is for ratios of 125 

per cent up to 149 per cent, the 150 column for ratios of 

150 per cent and up to 174 per cent. The over column is 

for ratios of 425 per cent and over. The reader will grasp 

this more fully when the text reaches the Modal Chart on 

page 175. 

The ratios which fall within the range of greatest fre- 

quency are totaled and averaged and called the modal ratio. 

This average is a better measure of the usual than the arith- 

metical average, as it expresses the center of density or 

center of repetition. 
s 

THE MEDIAN FIGURE 

In any series of numbers there is a central figure. Thus 

in the series, 1, 2, 3, 4, 5, 6, 7, 8, and 9 the number 5 is the 

central one, or median. If we were to pick out 5 as a 

common figure we would be high just as often as we would 

be low. It isa kind of fulcrum for the series and an impor- 

tant factor in selecting what may be called a usual figure. 

In the series just given it is also the arithmetical average. 

The writers use it in their selection work because it gives 

influence to the extremes that do not remain within the 
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regular range columns. If there are many ratios in the 

over column the median moves up the scale. If the dislo- 

cations are in the low column it moves down the scale. In 

this abnormally good statements or those excessively low 
affect the selection of the usual through the median, in a 
small degree. 

EXAMPLE OF SELECTION PROCESS 

For the purpose of explanation of the method used in 

selecting a current ratio recourse is made to one of the 

industry studies of the Robert Morris Associates, of sev- 

eral years ago. The data covered 166 wholesale grocers. 

When these separate statements had been combined the 

figures produced the following mass or combined statement. 

GROCER MASS STATEMENT 

166 names 

Oo Pan Rn reset 8 2a ae $ 11,690,000 
Reesivables’..<o 2225 266 eee 64,679 ,000 
TVONbORY Bhs 2k Ge eee ee eee 99 ,389 ,000 
OCUTILIGN, 10 27.00 i ee 433 ,000 

Misc. current assete..2 3) 28 1,006,000 

Total current assets............ $177 , 197,000 
Pieed assete cs 62 ae ae 53,442 ,000 

Otel ys hac ee eee $230,639 , 000 
PRvAbees 8 ecscy een eee $ 73,808,000 
POOR Stats ca.3 , Jaco tiie oe ie a 1,549,000 

Misc. current liabilities............. 3,875,000 

Total current liabilities... ...... 79 , 232,000 
Funded liabilities. (a5 \-a..6<a vad oun 3,194,000 

OTR COIs on a auc eee 82,426 ,000 
GGEPVGR. «03 cae x tn ee eee 4,712,000 
Net wertnyn ors S05 te ee eee 143,501,000 

"LOL Sdn aieiiet- tach ieee $230 ,639 ,000 
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_ The current ratio for this statement is 223 per cent. 
Following the preparation of this mass statement, which 

was reduced to a 100 per cent or common-size statement, 
the current ratio for each separate statement was developed 
and entered on a modal sheet as here shown. 

“i MODAL SHEET 

For 166 wholesale grocers 

Current ratio 

125 150 175 «6200-225 250s 275) Ss 800s «3250S 350s 375s“ 400—Sfss« Over SE a ee a ee ee ee es 

147 158 177 = 201. 230s 254s 282s 807-=—ss« 8837~—s 862_—SséS'B'L 455 
148 160 «177 201 231 254 282 315 341 363 = 382 516 
148 160 179 202 232 254 282 316 343 383 898 
149 162 183 203 233 «6254 = 283 345 395 953 

224 

6 16 22 37 21 23 12 5 6 4 6 2 6-166 

6 22 44 81 102 125 137 142 148 152 158 160 166 

Ave. 210 

It is at once evident that more ratios fall within the 

column having a range from 200 to 224 per cent. When this 

column is footed and averaged the average is found to be 

210 per cent. ‘This figure is then selected as the modal 
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figure. The reader will notice that it comes pretty close 

to the center of the series for this column. 

In this chart the ratios have been arranged in numerical 

sequence. The first four columns contain 81 ratios. The 

whole series contains 166 ratios. Half of 166 is 83. There- 

fore, the middle or median figure of \the whole series must 

be two beyond the last in the fourth column or the second 

in the fifth column. The ratio is 226 per cent and is taken 

out as an element of selection. 
The three elements have now been determined for this 

series and they are averaged as shown in the following 

table: 

Modal column average... ... 0. c.2¢s0 ues 210% 
Median of the series... .. 2.2.06 se cece eee 226 
Arithmetical figure of mass statement....... 223 

Totals) ss rae ce cee ee ee eee 659% 
AVCTAROL cc oc cain wae wt a ee 220% 

When measuring the goodness or reasonableness of any 

current ratio it seems safer to test it by this sort of a back- 

ground than against a current ratio of 200 per cent or “2 

for 1,” which has only a mythological value. If, for in- 

stance, 200 per cent had been used to test “Wholesale 

Grocers” at the time these data were prepared, 121 com- 

panies out of the 166, or nearly 73 per cent, would have 

shown higher ratios, and only about 27 per cent lower. A 

comparison with 200 per cent would not have compared the 

single grocer with true grocer position or the usual current 

ratio. The 220 per cent selected, however, has only 89 

above it, so that it more nearly reflects the typical. 

In some instances the modal average, the median, and the 

arithmetical ratio all fall in the same range, but this is not 

a common condition. To indicate the variations in ele- 

ments the selection table for the eight main ratios of this 

industry, as of this date, is given below. 
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Arith. Mode Median Total Selected 
Current........ 223 210 226 659 220 
Mdse.—ree. ... . 153 _—s«d1%4 143 420 . 140 
Worth—fixed... 268 180 364 812 yeas 
Worth—debt... 174 148 178 500 167 
Sales—rec. ..... 883 1,045 943 2,871 957 
Sales—mdse.... 575 509 556 1,640 547 
Sales—fixed.... 1,069 629 1,535 3,233 1,078 
Sales—worth... 398 392 430 1,220 407 

SUMMARY 

In any industry the proportions of its large units have a 

decided bearing on a combined statement of the industry. 
Hence, the arithmetical element from the mass statement is 
important. However, more statements may center around 

some other proportion and therefore it is important to 

introduce some element into the selection that will give 

effect to this grouping or concentration. A few, or many, 

statements may have excessively high or low ratios. These, 

too, must be allowed to influence the selection, as they have 

an effect on the industry. This effect is shown by the up- 

ward or downward movement of the median or middle of 

the series below or above the arithmetical or modal figure. 

These three elements averaged give a sensible figure to use 

as a guide in determining the approach of any single ratio 

to what may be usual at any one time in any one industry. 

The 100 per cent statements given are for the mass 

figures developed from the total of the 166 grocer state- 
ments that have been used in this chapter as descriptive 

material and a single grocer company. The index is de- 

veloped by the methods explained and relates the single 

company to the selected industry figures. In this case, the 

index figure rather closely approximates the relation of 

the company’s current ratio to the selected current ratio. 

But this is not at all a common condition, as will be seen 

very clearly in the analyses which will be shown shortly. 
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AN EXAMPLE 

100% STATEMENT FOR WHOLESALE GROCERS AND A 

SINGLE COMPANY 

Group Individual 

CAG ncn. iie bcs oR EI ae ea ete Bi 1.02 

IReceivablessn cause ete atetie ce 28 .04 28.15 
TIVORUGINY 3, 5, ahora ee eee oe 43.09 68.96 
Listed securities.........:000%8 .19 

Miscellaneous s.). 40. onde .44 

Lotalvcurrentsse secs ee 76.83 98.13 

‘Totalifixeds:. 2e Mare ace oe 2300 1.87 

etal Ms ie steamers St wees ce 100.00 100.00 

Pavahiests haga ve see ae as Pee 32.00 60.36 
EP AKER eee et ee see 67 
Miscellaneous saeue sone. ace 1.68 

WOtal CUPPENb 2.6 seks 34.35 60.36 
UNG eds a ee. rel ones ene tare 1.39 

MRotalidelb tan ae ree 35.74 60.36 
IRESAnVves=: tte ae eae tee 2.04 

ING Worthing: . see ec erae G2522 39.64 

OURS ee eae 100.00 100.00 

SMIES sors kc, ec eR Ae ee 247 .86 177.16 

RATIO COMPARISON BETWEEN SELECTED OR TYPE AND 

THE SINGLE COMPANY 

Selected Individual 

Obs 11 | a SOAS? A ied 2 220 162 
DOGO HH POO. 455 ater ka ee 140 245 

Worth—fived; .. cbse ewok 271 2,119 

Worth—debt:2 Sune eee 167 65 
CR Re oy. bic skates Sateen ae 957 629 
PRICE —ANGSA. i; > bonsai ae wee eee 547 256 
RR ALXOG us Ae 2 ekg ae ee 1,078 9,473 
Sales—worth................. 407 446 
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RELATIONSHIP AND INDEX BASED ON TYPE FIGURES 

Wt 

RAMEE oo ice bub kc 25 
Mdse.—rec. ............ 
Worth—fixed............ 5 
BVOEtE OED. esis sa 25 
ales—rec. .........-... 15 
Sales—mdse. ........... 15 
Sales—fixed............. 5 
Sales—worth............ 10 

ot ee ae ee 100 

179 

Relationship 
in percent Value 

73 18.25 
143 —Formula 
188 9.40 —Formula 
39 9.75 
65 9.75 
47 7.05 

189 9.45 —Formula 

109 10.90 —Formula 

74.55 

/ 

_ 



CHAPTER XII 

SUMMARY 

In CuHapter I the writers broke down the factors govern- 

ing a credit decision into three classes—the personal ele- 
ment, the financial element, and the cyclical element. The 
relative importance of these factors of the credit decision 

was expressed as being 40 per cent, 40 per cent, and 20 | 

per cent. The careful credit man must analyze his risk 

with all three factors in mind and the risk must be able to 

show sufficient strength in each to be classed as desirable. 
In common practice the figure facts of the property state- 

ment are normally classified as financial data. The analyst 
relying primarily on a scanning of the dollar figures and 
the current ratio has been apt to criticize the more detailed 

and extended use of the figure facts as exaggerating the 

importance of the financial factor. This reaction is the 
result of the common practice of a limited examination of 
the figure facts and a curtailed appreciation that from the 

figure facts one can develop several tests of managerial 

ability. 
Current ratios reflect liquidity of condition and worth-to- 

debt ratios indicate strain or ease of capitalization and are 

therefore strictly financial elements. These two propor- 
tions are those most commonly in use and accepted as 

proper ratios to be used in analysis. The acceptance of 

these ratios has more firmly imbedded in the analytical 
mind the impression that the analysis of statements lies 
within the financial element of the risk. 

Merchandising capacity or ability consists largely in de- 
veloping the largest volume of trade while tying up the 
smallest amount of capital in inventory. Capital invested 
in inventory is not productive of profits, if we eliminate 

180 
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speculative profits from rising prices. Profits accrue as the 
result of the sale of merchandise. Dead stock lying on 
shelves or in warehouses is nonproductive. Therefore the 
measure of merchandising capacity lies in the relation of 
sales volume to inventories. This ratio is not primarily 
a financial element at all, but is one measure of the personal 
element in its capacity aspect. 

Collection ability is decidedly within the personal ele- 
ment of any risk. The determination of and adherence to 

sales term is a part of this element. Receivables, as dis- 

played on a property statement, are nothing but uncollected 

sales. If this sediment be too great, then there may be a 

perfectly just criticism lodged against the management of 

either poor collection ability or the extension of too liberal 

terms. The ratio of sales to receivables when regularly 

developed and recorded creates a measure of this personal 
element that may be of the greatest value in determining 

managerial ability. This ratio is very slightly financial in 
aspect but is primarily of value in its measurement of the 

policies and actual accomplishments of management and 

hence to a larger degree enters into the estimate of the per- 

sonal element of the risk. 

Current economic literature is full of references to the 

advantages of “mass production.” Industrial engineers are 

active in bringing about efficient plant organization and 

production. The study of markets and advertising cam- 

paigns is now undertaken to stimulate the sale of fabri- 

cated goods to the highest possible degree. Competition 

has cut down the margin of profits. With all this in mind 
efficient management is vitally interested in the maximum 
production and sale of goods, together with the minimum 

tying up of capital in production or noncurrent assets. The 

measure of the accomplishment of a proper balance or a 
productive balance as between capital investment in fixed 

assets and its resulting productivity is recorded in the sales 



182 RATIO ANALYSIS’OF FINANCIAL STATEMENTS 

to fixed assets ratio very largely. The chain lies in the fact 

that plants are built to produce, sales efforts made to dis- 

pose of goods, and sales indicate the result of productive 

efficiency and competitive sales effort. The ratio of sales 
to fixed assets is then a measure of ability rather than a 

measure of a financial element. It is an adaptation of the 

figure facts to create a measure of the management. 

Every turn of the business cycle creates in one of its 

phases the temptation to enlarge plants in order to get 

volume. The easy way to fabricate more goods is to have 

more fabricating machines. More machines make a greater 

investment of capital in fixed assets that is only justifiable 

when properly proportioned to net worth. The manage- 

ment that gets its volume at the expense of a maladjust- 

ment between net worth and fixed assets is open to caustic 

criticism. It is not enough to create an increase in net 

worth or an increase in sales volume unless both of these 

maintain a proper proportion to the amount of capital in- 

vested noncurrently. The ratio of net worth to fixed assets 

is a check against any tendency of management to invest 

excessively in fixed assets. While being a financial element 

in the measurement of capital liquidity it is also a measure 

of management in its indication of tendencies to seek vol- 

ume through plant expansion rather than through increas- 

ing efficiency. 

It seems reasonable, then, to assume that an appreciation 

of the personal element of any risk is not limited to observa- 

tion of the personnel. Management, no matter how mag- 

netic in personality, is not effective unless the figures reflect 

results of sound management. There are many executives 

who, like “Get Rich Quick Wallingford,” sell their propo- 

sitions through high-pressure sales methods and a tem- 

porary sense of soundness on the part of the credit grantor 

because of their engaging and plausible personalities. Care- 

ful analysis of the results of management, as shown by 



SUMMARY 183 

the figures, will often disengage fantasy from reality to the 
reduction of losses. 

Observation of the character and principles of ethics indi- 
cated by any management is still of prime importance. But 
honesty of purpose and performance is not necessarily ac- 
companied by effective management. When a pinch threat- 
ens it is comforting to feel that the management will “stand 
the gaff,” but this is not all that is necessary. The personal 
element consists of honesty of purpose and effectiveness 
in performance. The first the credit man may cover by 
general observation. The second must be reflected in the 
figures. Therefore, a complete and comprehensive analysis 
of the figures goes beyond the purely financial position and 
touches the personal element. 

GENERAL BUSINESS CONDITIONS 

We have set 20 per cent as that part of the credit risk 

which rests on the general business condition. The many 

services which claim to forecast the business future and 
their popularity and wide use are pretty clear evidence of 

the appreciation of executives of the necessity of their un- 

derstanding this factor in management. 

As we have said, any company may be crippled or driven 

out of business through a general depression. Individual 

management must be able to sense general business pres- 
sures in order to arrange its affairs so as to weather depres- 

sion. The contribution of any one company to a 

maladjustment of economic conditions may be slight, but 

when such maladjustment has progressed sufficiently stag- 

nation occurs and the innocent suffer with the guilty. 

The question arises, then, as to what constitutes “gen- 

eral business conditions.” The general business condition 

or the specific business condition in any one line of industry 

is nothing more than the composite condition. In the 

latter half of 1920 there was much comment on the disloca- 
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tion of the inventory position and the so-called surplus of 
merchandise. Economists are at variance as to whether this 
should be called a general overinventoried position or the 
lack of consumption. In either case it amounts to a disloca- 
tion in the proportion between sales and inventories. Such 
students of credit as were noting closely the relation of 
sales to inventories noticed the 1920 dislocation as early as 
February of that year, and were in a position to begin pro- 

tective measures well in advance of the general crowd to 

whom the appreciation of this upset became clear only 

several months later. 

The figure facts of any one company throw but a shady 

light on general or specific trade conditions. But when 

many statements are gathered within a single industry and 

when many industries thus grouped are analyzed, then the 

figures overlap again the purely financial element and lend 

themselves to disclosing very material data concerning spe- 

cific trade and general business conditions. 

It seems quite evident to the writers that statement 
figures can be used to reflect much more than the purely 

financial element of the risk, although criticism against ratio 

analysis has primarily been that the method gave too much 

importance to this financial aspect and ‘too little to the 

human elements of integrity and ability. The method is 

not advanced as a substitute for the latter, but rather to 

gather from the figures a viewpoint of this ability in addi- 

tion to the usual and more indefinite reservations made 

through observation. The extent to which this method 

overlaps from the financial into the human and cyclical ele- 
ments depends largely on the extent to which the figure 
analysis is expanded and in proportion to the intelligence 
exercised in its use. 

With these thoughts in mind the chart in Chapter I is 

offered for observation, with some modifications to picturize 
this overlapping. 



SUMMARY 185 

The Credit Decision -Revised 

A - Personal Factors 

B - Financial Factors 
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C - Cyclical Factors 
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On either side of the “B” area is a shaded area overlapping 
both “A” and “C.” This represents the section of those 

elements on which a complete analysis of the figure facts, so 

generally considered purely financial, throws light. The 
width of these bands is indeterminate, but they undoubtedly 
exist and existing are an urgent demand for complete analy- 

sis rather than current ratio or partial analysis. 

Having discussed at some length the theories of this more 

complete analysis, the writers submit herewith a series of 
statements with certain analytical comments as a demon- 

stration of their theories. 





APPENDIX 

The following pages, constituting a working appendix, 
bring to the reader a number of statement analyses made 
by the methods advocated in this volume. 

In all but the first instance actual figures have been used 

so that the cases are real and not imaginary. While the 
statements were taken from open-market names or the 
public press, it has been thought wise to conceal identities. 
To accomplish this a given percentage has been applied to 
the figures, which, while changing dollar figures, has not 

affected the proportions in any way. Large companies have 
been written down in size and small companies up, so as to 
show an approximate uniformity in size. 

These few examples have been selected, for the benefit 
of readers who may wish to see an actual demonstration of 

method, from many experiences, because each seems to 

show to good advantage some phase of this more complete 
analysis. 

Tue AUTHORS. 

SPECIMEN ANALYsIS No. 1 

665,99 THE “A” AND “B” COMPANIES 

TuIs is a study of two mythical companies the state- 
ments of which have been designed to show and perhaps 
exaggerate certain conditions that are often found in actual 
analytical experience. Every twist in the figures has been 

found in actual experiences and many of them are common 

complications. An analysis of these statements indicates 
quite definitely the importance and value of considering a 
risk from all angles rather than of limiting the analysis to 
a reading of the dollar figures and the development of a 

current ratio. 
187 
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THE MATERIAL 

These two companies, “A” and “B,” are in the same 

general line of business and are located in the same city, 
so as to come under the same economic strains. 

The analyst is given the dollar statements for each com- 
pany for a five-year period, together with the sales for each 
year. 

There are no industry figures with which to compare these 
companies, and hence it is necessary to revert to an internal 

analysis. To secure a base against which to measure these 
companies the five statements of both companies were 

added together to develop a combined period statement. 
These exhibits constitute the analytical material and are 

as here indicated. 
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COMPANY A 
Dollar Figures 

First Second Third Fourth Fifth A&B 
year year year year year joint period 

Cash 4,339 6,078 6,054 7,189 6,930 78,861 
Receivables 41,779 49,096 51,580 60,477 55,966 755,120 
Inventory 47,735 59,880 57,529 55,640 50,228 726,100 

Total current 93,853 115,054 115,163 123,306 113,124 1,560,081 
Totalfixed 81,837 81,016 92,151 94,549 88,919 1,031,095 

Total 175,690 196,070 207,314 217,855 202,043 2,591,176 

Payables 46,856 65,331 50,626 53,483 61,238 736,104 
Taxes 2,431 4,561 6,318 4,243 34,297 

Total current 46,856 57,762 55,187 59,801 55,481 770,331 
Funded 29,867 23,920 19,176 12,526 5,556 464,525 

Totaldebt 76,723 81,682 74,363 72,327 61,037 1,234,856 

Net worth 98,967 114,388 132,951 145,528 141,006 1,356,320 

Total 175,690 196,070 207,314 217,855 202,043 2,591,176 

Sales 225,024 279,772 309,934 314,452 205,225 3,800,743 

COMPANY B 
Dollar Figures 

First. Second ‘Third Fourth “Fifth. #2 ae joint period 
year year year year Year"? casement 

Gash 5,301 8,917 10,169 11,467 12,417 78,861 
Receivables 79,956 100,607 103,121 106,448 106,090 755,120 
Inventory 43,460 71,017 94,833 121,084 124,694 726,100 

Total current128,717 180,541 208,123 238,999 248,201 1,560,081 

Totalfixed 81,639 84,844 95,441 138,211 192,488 1,031,095 

Total 210,356 265,385 303,564 377,210 435,689 2,591,176 

Payables 64,264 88,665 99,872 111,880 113,889 736,104 
Taxes 3,158 3,158 5,696 4,662 34,227 
Ty a RIO A PE eI eae era ai a nae SLR 

Total current 64,264 91,823 103,030 117,576 118,551 770,331 
Funded 39,126 47,424 66,055 97,358 123,517° 464,525 

““Totaldebt 103,390 139,247 169,085 214,934 242,068 1,234,856 
Net worth 106,966 126,138 134,479 162,276 193,621 1,3563,20 
‘Total 210,356 265,385 803,564 377,210 435,689 2,591,176 
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COMPANY A 

100 Per Cent Statements 

First Second Third Fourth Fifth A&B 

year year year year year joint 

Co. Co. Co. Co. Co. period 

Cash 2.47 3.10 2.92 3.30 3.43 3.04 
Receivables 23.78 25.04 24.88 27.76 27.70 29.15 

Inventory 27.17 30.54 27.75 25.54 24.86 28.02 

Total current 53.42 58.68 55.55 56.60 55.99 60.21 
Se 

Total fixed 46.58 41.32 44.45 43.40 44.01 39 79 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 26.67 28.22 24.42 24.55 25.36 28.41 
Taxes 1.24 2.20 2.90 2.10 1.32 

Total current 26.67 29.46 26.62 27.45 27.46 29.73 

Funded 17.00 12.20 9.25 5.75 2.75 17.93 

Total debt 43.67 41.66 35.87 33.20 30.21 47.66 

Net worth 56.33 58.34 64.13 66.80 69.79 52.34 

Total *~ 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 128.08 142.69 149.50 144.34 146.12 -146.68 

Ratios 

Current 200 199 209 206 204 202 

Mdse.-rec. 114 121 111 92 89 96 

Worth-fixed 121 141 144 154 158 131 
Worth-debt 129 140 179 201 231 110 
Sales-rec. 538 569 601 520 527 503 

Sales-mdse. 471 467 539 565 588 523 

Sales-fixed 275 345 336 332 332 367 

Sales-worth 227 244 233 216 209 280 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 
PS SP a ae ie ie ns RE ee ee et Sea MAP EN NOE IS) Ve Re 

Current 25 99 24.75 98 24.50 104 26.00 102 25.50 101 25.25 

Mdse.-rec. 116 121 114 96 92 

Worth-fixed 15 92 13.80 107 16.05 109 16.85 115 17.25 117 17.55 

Worth-debt 25 115 28.75 121 30.25 189 34.75 146 36.50 153 38.25 

Sales-rec. 10 107 10.70 112. Al.20 117 11.70, 103..- 10:30: 205 10.50 
Sales-mdse. 10 90 9.00 89 8.90 103 10.30 108 10.80 111 11.10 
Sales-fixed 10 70-. ‘750 94 9.40 91 9.10 90 9.00 90 9.00 
Sales-worth 5 81 4.05 87 4.35 83 4.15 ae 3.85 74 3.70 
Es Rites Sama Sank eae ed ete a Me. 9S See ee SP tS Sh 

Index 100 98.55 104.65 112.35 113.20 115.35 
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COMPANY B 

100 Per Cent Statements 

part 

A&B 
First Second Third Fourth Fifth joint 

year year year year year period 

statement 

Cash. 2.52 3.36 3.35 3.04 2.85 3.04 

Receivables - 38.01 37.91 33.97 28.22 24.35 29.15 

Inventory 20.66 26.76 31.24 32.10 28.62 28.02 

Total current 61.19 68.03 68.56 63.36 55.82 60.21 

Total fixed : 38.81 31.97 31.44 36.64 44.18 39.79 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 30.55 33.41 32.90 29.66 26.14 28.41 

Taxes 1.19 1.04 1.51 1.07 1.32 

Total current 30.55 34.60 33.94 31.17 27.21 29.73 

Funded 18.60 17.87 21.76 25.81 28.35 17.93 

Total debt 49.15 52.47 55.70 56.98 55.56 47.66 

Net worth 50.85 47.53 44.30 43.02 44.44 52.34 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.34 161.81 167.67 151.80 118.30 146.68 

Ratios 

Current 200 196 202 203 205 202 

Mdse-rec. 54 70 92 113 117 96 

Worth-fixed 131 148 141 118 100 131 

Worth-debt 102 90 79 76 80 110 

Sales-rec. 438 427 493 , 538 485 503 

Sales-mdse. 804 604 536 473 413 523 

Sales-fixed 429 506 533 414 267 367 

Sales-worth 327 340 378 353 266 280 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 99 24.75 97 24.25 100 25.00 100 25.00 102 25.50 

Mdse.-rec. 56 73 96 115 118 

Worth-fixed 15 100 15.00 113 16.95 107 16.05 90 13.50 76 11.40 

Worth-debt 25 92 23.00 81 20.25 71 17.75 69 17.25 72 18.00 

Sales-rec. 10 87 8.70 84 8.40 98 9.80 107 10.70 96 9.60 
Sales-mdse. 10 1385 138.50 114 11.40 103 10.30 90 9.00 79 7.90 

Sales-fixed 10 115 11.50 128 12.80 131 13.10 112 11.20 72 7.20 

Sales-worth 5 115 5.75 118 5.90 126 6.30 121 6.05 95 4.75 

Se ee EE 

Index 100 102.20 99.95 98.30 92.70 84.35 
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ANALYSIS 

The dollar figures for Company A indicate an increase in 
net worth for this company of $42.039, or 42 per cent. 

Sales have increased $70.201, or 31 per cent. 
The net worth for Company B has increased $86.655, or 

81 per cent. Sales have increased $165.514, or 47 per cent. 
A casual reading of the figures would seem to indicate a 

greater earning power for Company B and a greater ease in 
securing markets and expanding its business. Both of these 

are normally signs of effective management. At first glance 

and from the dollar figures Company B might seem to have 

a little the better of the comparison. 

THE CURRENT RATIO 

The next customary step in analysis is the preparation 

and study of the current ratio. In conformity with this 

practice the following table is submitted which registers the 

yearly current ratio for each company, the current ratio 

for the combined period statement and the relation which 

each of the separate yearly ratios bears to this period ratio. 

Company A Company B 
Year Ratio—Rel. to period Ratio—Rel. to period 

UN ee 200 99% * 200 99% * 
0 199 98 196 97 
2201 Sie See 209 104 202 100 
POuYEN oso icc 206 102 203 100 

cl gs | 204 101 205 102 

*Base or Period Ratio 202 

Each single ratio would classify as two for one in the 
common language of analysis. The lowest ratio is 196, 

which reduces to 200 if decimals be eliminated. This read 
in the general way is 1.96 to 1. To eliminate the second 
decimal digit one would have to be added to the first deci- 
mal digit, which makes ten, and necessitate a carry over to 
the first whole number digit, making it a 2. The highest 
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current ratio is 209, or 2.09 to 1. The second decimal digit 
would necessitate a carry over of 1 if dropped, so that the 

ratio would read 2.1 tol. This first decimal digit if dropped 
is not enough to effect a carry over, so that if whole num- 

bers only were to be used the ratio would be 2 to 1, or 200 
per cent. 

When related each year to the ratio of the period state- 
ment the percentage of relation somewhat exaggerates the 

difference in the actual ratios. The high point of relation to 
the base is 104 per cent and the low point 97 per cent, four 
and three points away from base parity, respectively. 

As a matter of graphic display and for later consideration 
this relation of each ratio to that ratio, 202 per cent, used 
as a base, the following chart is prepared. 

Current Ratio 
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Before leaving this ratio it is interesting to note that at 
the end of the period Company B has a slightly higher cur- 
rent ratio. This might seem to indicate a better credit po- 
sition, especially when taken with the increase in net worth 

and sales which this company showed in comparison with 

Company A. 

WORTH TO DEBT RATIO 

The worth to debt ratio is considered by the writers equal 
in importance to the current ratio. Therefore this ratio is 
presented next for consideration in tabulated form. 

Company A Company B 
Year Ratio Rel. to period Ratio Rel. to period 

Pe aie es th 129 115%* 102 92%* 
DecOnd 4. wa wc are. 140 121 90 81 
hihi gs Wakes Meee 179 139 79 71 
Hourth<. 3a) 201 146 76 69 
Pitti, side. eee a 231 153 80 72 

*Base or Period Ratio 110 

The movement for this ratio for the two companies is 

quite different from the movement of the current ratio. 
Company A starts the period by having $129 of net worth 
for each $100 of debt and ends the period by increasing its 
owned capital to $231 for each $100 of debt. This ig an 
increase of $102 per $100 of debt and shows remarkable con- 
servatism of earnings and application of owned capital to 
the needs of the business. 

In contrast with this Company B starts the period with 
$102 of net worth for each $100 of debt, reflecting a ten- 
dency to rely on borrowed money to get capital with which 
to operate. At the end of the period under analysis Com- 
pany B has only $80 of net worth for each $100 of bor- 
rowed money or debt. Contrary to the showing of Com- 
pany A, Company B has grown to rely more heavily on 
creditors. There is a loss of $22 of net worth per $100 of 
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debt and the creditors are putting up $20 per hundred more 
of the capital at use than the company. 

While Company A has secured a much stronger control 
of the whole capital by increasing its ownership proportion, 
Company B has lost control because the creditors have more 

at stake than the owners. Company B has become de- 
cidedly “top-heavy with debt” in spite of its apparently 
liquid position. Reference to the “100 per-cent-statements”’ 
indicates that the debts of Company B form 55.56 per cent 

of its total footings, whereas only 30.21 per cent of the total 

footings of Company A represent debt on the last statement. 
The disparity between the movement of this ratio and 

the current ratio is found in tracing the funding operations. 
Company A starts with 17 per cent of its total footings rep- 
resented by funded debt and reduces this figure to 2.75 
per cent. Company B starts with a funded debt per- 
centage of 18.60, not much in excess of Company A, but 

_ raises this by increased funding operations to 28.35 per 

cent. Company A has $88.919 in fixed assets with less than 
a 3 per cent mortgage against them. These fixed assets are 

an emergency reserve whereby it might secure substantial 
advances through funding operations. If it is safe to issue 

a 50 per cent mortgage, Company A could raise nearly 

$40,000 on its fixed assets, which would take care of over 

70 per cent of its present current debt. ,Company B in con- 

trast has a mortgage already about $27,000 in excess of a 

50 per cent point of its fixed assets. It is already too heavily 
mortgaged and there is a possibility that mortgage obliga- 

tions may become a residuary general claim in liquidation. 
This funding procedure offers the first upset to the gen- 

eral observations on relative strength found in the dollar 

figures and the current ratio. Such a condition is often 
present and is the reason why the writers conscientiously 
object to computing a current ratio and leaving this propor- 
tion, worth to debt, to mental reservations. Such methods 
emphasize a measurement that all borrowers attempt to 
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bolster up and present in its best light. If Company A were 

to raise its funded debt to the same percentage of its total 
footing as Company B it could secure through such an ad- 

justment approximately $50,000 which applied to current 
debts would reduce these to less than $6,000. The current 

ratio for Company A would then be around 1,800 per cent 

to compare to that of 205 per cent for Company B. 

This relation of worth to debt for each company is pre- 
sented in chart form to the same scale as was used for the 
current ratio. The chart represents the relation of each 
ratio to the period ratio used as a base and graphs the 

trend of the ratio for each company in comparison to this 
period ratio as par, or 100 per cent. 

Worth -Debt Ratio 
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There is no similarity in the charts at all, just as there 
is no similarity in the financing. The top-heaviness of the 
debt of Company B becomes appallingly evident. The win- 

dow-dressed current ratio will not mislead the creditor who 
analyzes beyond the current ratio. 

e WORTH TO FIXED—SALES TO FIXED 

These companies are both manufacturing companies, 
hence the financing of their plants or fixed assets and their 

productivity are important matters. Owner financing is 

expressed by the ratio of net worth to fixed assets. The 
chart for both companies is as follows: 

Worth to fixed ratio 
Company A Company B 

Year Ratio Rel. to period Ratio Rel. to period 

A eee 121 92% * 131 100%* 
Second......... 141 107 148 113 

PRE fe oc gs 144 109 141 107 

LO hs 154 115 118 90 
a 158 117 100 76 
*Base or Period Ratio 131 

Here again we find Company A showing at an advantage. 

The first year Company B had $131 of net worth for each 

$100 of fixed assets, while Company A showed $121. By 

the end of the period Company B, however, has only $100 

of net worth for each $100 of fixed assets, while Company A 
has $153. This shifting in the financing of fixed assets is 

doubly significant when one reads it with the funded debt 
condition just discussed as a background. Company A has 

been conservative in plant extension, has reduced its funded 

debts, and very nearly owns its fixed assets unmortgaged. 

On the “100 per cent statement” its fixed assets have fallen 

from 46.58 per cent to 44.91 per cent.. There is no sign of 

overexpansion of plants. Company B, on the other hand, 
has not been so conservative. In this company the increases 
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in fixed assets have been accompanied by heavy funding 

operations and a decided decline in the owned capital rela- 
tion to them. On the “100 per cent statement” the per- 
centage has gone up from 38.81 to 44.18. There is a greater 
proportional investment in fixed assets which are financed 
to a lesser degree by owner capital. This again emphasizes 
the lack of reserve strength in them for any crisis. 

Worth Fixed Ratio 
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With this expansion in mind one might seek justification 

for Company B in the productivity of these assets as ex- 
pressed in the relation of sales to them. The following tab- 
ulation indicates the performance of the two companies. 
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Company B turned to heavy plant expansion during the 
last two years of the period. Prior to that it indicated high 
plant sales yield and this established a high period relation. 
For this reason the relation of Company A’s ratio is below 

Sales Fixed Ratio 
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Sales to fixed assets 
Company A Company B 

Ratio Rel. to period Ratio Rel. to period 
eh ee: 275 75% * 429 115%* 
ae he 345 . 94 506 128 
ieee 336 91 533 131 
Ti isn 332 90 414 112 
Mtge. 332 90 267 ve 
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parity. But at no time is this relation as low as that of 
Company B for the last year. The figures of Company B 
express in the last two years the result of plant expansion 
without an ability to secure commensurate sales. Its plants 
have become less productive. It has, however, heavy mort- 

gages that require large overhead costs, while Company A 

has maintained its productivity and does not have this 
heavy fixed charge. 

These ratios suggest productive, conservative manage- 

ment for Company A and unproductive expansion for Com- 

pany B, which has been graphed as Chart No. 4. 

SALES—MERCHANDISE 

Merchandising ability is an important factor and hence 
it becomes interesting to test this ability for these two com- 
panies by direct relative comparison. The tabular form is 
used as in the other ratios. 

Company A Company B 
Year Ratio Rel.toperiod Ratio Rel. to period 
Wisk ok 471 90% * 804 135%* 
MOCONG (vrei. te 467 89 604 114 
SU PUREED ani vc ate 539 103 536 103 

FOuUrth co) i504 565 108 473 90 

Pesos occ F 588 111 413 79 
* Base or Period Ratio 523 

From some inherited stimulus Company B starts with a 
high merchandising ratio, which drops considerably below 
parity by the end of the period. Company A, starting 
below par, succeeds in raising the standard of its merchan- 
dising until it is substantially above parity. It is not neces- 
sary to engage in a long explanation to arrive at the con- 
clusion that the merchandising element of the human factor 
for Company A is steadily and substantially improving. 
It would almost seem that Company B, on the other hand, 
has lost its merchandising capacity, so rapidly is this ratio 
falling. This is clearly shown in Chart No. 5. 
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Sales Merchandise Ratio 
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SALES TO RECEIVABLES 

Merchandising and manufacturing companies are in busi- 
ness to sell—not finance. The relation of sales to receiv- 

ables measures the financing habit. When sales as compared 
with receivables are high, then collections are rapid; when 

low, then customers are being financed. The comparison 

between these two companies in this element is shown in 

the table on page 202. 

At all times Company A is above parity and in all but one 

year a better collector than Company B. The fourth year 

is intended to represent 1920. This was a year of general 
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Company A 
Year Ratio Rel. to period 
Bare ee eas S 538 107%* 
Second......... 569 112 
Lia Gamera ca 601 117 
Fourth). 6... 0) 520 103 
Parti: Boars Oy 527 105 
*Base or Period Ratio 503 

Company B 
Ratio Rel. to period 
438 87% * 
427 84 

493 98 
538 107 
485 96 

sales collapse in relation to inventories. On the sales-to- 
merchandise table Company A showed a sharp decline, 
while Company B showed an increase. Due to its stronger 
debt position, Company A was able to carry its customers 

Sales Receivable Ratio 
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for a somewhat longer period and offered them not only 
merchandising service, but financial aid as well. Company 
B, being top-heavy with debt, could not do this, as it was 
under pressure itself. As a consequence Company A was in 

a better competitive position, and by slackening its terms 
a little kept its market the following year. This is shown 

on Chart No. 6. 

SALES TO WORTH 

This is not as significant a proportion, but is listed in tab- 
ular form for completeness. 

Company A Company B 
Year Ratio Rel. to period Ratio Rel. to period 

Birt so 3.20% 227 81%* 327 115%" 
Second.......5. 244 87 340 118 
{22 She es 233 83 378 126° 
Wourth, 2c... i. 216 iGs 353 121 
11: ee eee 209 74 266 95 
*Base or Period Ratio 280 

Here Company B seems to have a little the better of the 

comparison, but, as has been said, the ratio is only secon- 

darily important. 

SUMMARY 

The figures in dollars and the current ratio might lead the 

superficial analyst to conclude that Company A and Com- 

pany B are approximately of equal credit strength and that 

each has had a reasonably equal experience. Several of 

the less frequently used ratios, however, dispute this as- 

sumption, and hence the index figure becomes of importance 

as it relates all of these indicators and combines them into 

one figure which measures the whole trend rather than one 

element of it. This index for the two companies is tabu- 

lated below. 
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Index Company A Company B 

abate St she ce phohe Seal Gens 98.55 102.20 
POONA Oise a icis Apiuscs tate ke 104.65 99.95 
PCL WS clu iste hoe tale 112.35 98 .30 
1 OCU Tg + 5 Raa ei AS ote pli ce 113.20 92.70 

Raith: SPR ee Re eee 115.35 | 84.35 

To emphasize the greater credit security of an index 

figure than the record of a current ratio, this index and the 
current ratio have been charted together so that their move- 

ments may be noted. There is no real question, when all 
factors are considered, that Company A has substantially 

Index and Current Ratio 
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improved its position and that Company B has lost 

strength. 
This hypothetical case was designed to show the dangers 

of partial analysis of figure facts. Actual cases follow in 

which a complete analysis has been used to forewarn credit- 
ors of unsafe underlying conditions. . 
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Specimen Analysis No. 2 

Data Submitted by Company 

First year Second year Thirdyear Fourthyear Fifth year 

Cash 2,166,261 2,813,540 2,014,018 2,130,786 2,037,888 

Receivables 6,943,941 7,915,602 7,175,272 5,097,109 6,587,152 

Inventory 18,866,325 10,077,535 5,631,312 6,721,939 4,864,405 

Listed.securities 931,103 121,665 140,343 112,844 

Total current 28,907,630 20,928,342 14,960,945 14,062,678 13,489,445 

Plant and equipment 11,726,020 11,569,216 11,934,993 16,647,685 17,063,324 

Miscellaneous 2,306,583 5,799,565 6,918,667 8,664,668 9,913,614 

Total fixed 14,032,603 17,368,781 18,853,660 25,312,353 26,976,938 

Total 42,940,233 38,297,123 33,814,605 39,375,031 40,466,383 

Payables 11,914,036 9,203,675 3,992,260 5,802,106 7,402,964 

Taxes 1,112,769 

Miscellaneous 142,087 149,133 182 , 262 268,203 258,380 

Total current 13,168,892 9,352,808 4,174,522 6,070,309 7,661,344 

Funded 14,958,562 14,901,216 18,676,398 18,032,551 17,111,945 

Total debt 28,127,454 24,254,024 22,850,920 24,102,860 24,773,289 

Reserves 834,220 1,304,039 1,384,105 1,253,737 

Net worth 14,812,779 13,208,879 9,659,646 13,888 ,066 14,439,357 

Total 42,940,233 38,197,123 33,814,605 39,375,031 40,466,383 

Sales 148,000,000 129,500,000 92,500,000 83,250,000 101,750,000 

Current assets 28,907,630 20,928,342 14,960,945 14,062,678 13,489,445 

Current liabilities 13,168,892 9,352,808 4,174,522 6,070,309 7,661,344 

Excess 15,738,738 11,575,534 10,786,423 7,992,369 5,828,101 

Current ratio 219 223 358 231 176 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5.36 RBo. Bae 5.96 5,39 5.40 7.69 5.04 4.74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 1948 16.28 19.59 

Merchandise 43.94 37.57 26.31 29.41 16.65 21.83 17.07 21.48 12.92 22.99 

Listed securities 2.16 1.43 32 65 Al 74 29 8§=61.82 1.46 

Miscellaneous 34 13 06 .08 .23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 49.45 66.66 50.99 

Total—less 
G. W. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 36.97 24.03 30.80 11.81 2173 14.74 15.01 18.29 15.21 

Taxes 2.59 .07 .05 .07 .08 07 

Miscellaneous 33 19 39 61 53 .29 .67 22 64 .22 

Total current 30.67 37.23 24.42 31.46 12.34 22.09 1541 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 53.16 63.383 51.99 67.57 48.75 61.21 42.13 61.22 42.99 

Reserves 1.57 2.18 1.70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G.W. 34.49 45.27 34.49 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100,00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 208 #+#4176 «#274 
Mdse.-rec. 271 164 127 ~~ 80 78 83 182 126 73 139 
Worth-fixed 105 168 76 135 51-136 5419 53128 
Worth-debt 5374 5490 42 106 57 «148 58-145 
Sales-rec. 2,131 1,092 1,636 1,081 1,289 1,037 1,633 1,280 1,544 2,141 
Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 
Sales-fixed 1,054 1,026 745 767 490 536 329 505 377 508 
Sales-worth 999 726 980 503 957 414 599 457 704 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 115 28.75 113 28.25 185 33.75 77 19.25 64 16.00 

Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 56 ~—s 8.40 387. 5.55 45 6.75 41 6.15 

Worth-debt 25 71 = 17.75 60 165. 39 869.75 38 9.50 40 10. 

Sales-rec. 10 149 1490 184 1340 120 12. 122 12.20 72 7.20 

Sales-mdse. 10 1138 11.30 (137 13.70 145 14.50 124 1240 147 14.70 

Sales-fixed 10 102 10.20 97 9.70 91 9.10 65 6.50 74 7.40 

Sales-worth 5 128 640 149 745 157 785 124 620 136 6.80 

Index 100 98.75 95.90 92.50 72.80 68.25 nl 
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SPECIMEN Anatysis No. 2 

In THIS specimen the analysis of an actual case is pre- 
sented. The figures as listed will not be found on any bal- 
ance sheet, as in all instances the dollar figures are a 
percentage of the real figures. This is done for two pur- 

poses; first as a matter of actual identity to the casual 

reader, second so as to keep these sample statements of an 

approximately equal size. This method of taking 65 per 
cent, 25 per cent or 160 per cent of the real figures does not 

distort their proportions and hence the adjusted statements 
reflect all the problems of set-up, soundness, or dislocation 

quite as clearly as the original figures. 
The first exhibit consists of five statements reported in 

dollars and the sales figure for each year. This is the 
original data submitted by the company. To this the 

writers have added the usual three lines showing current 
assets, current liabilities, and excess current assets or work- 
ing capital, and have computed the current ratio. This is 
about as a comparison sheet would stand in the majority of 

bank credit departments. 
It will be noted that the current ratio was consistently 

above 200 per cent, or 2 for 1, for the first four years. The 
name was well regarded in credit circles and its paper 
bought during this four-year period with great confidence. 
It is the writers’ opinion that, outside of the management, 

there was little but confidence as to its standing. With a 

current ratio starting at 219 per cent, going up to 223 per 

cent and 358 per cent, and then falling to 231 per cent, it 

occurred to almost no one to question the liquidity of the 

company’s position. 
This was especially true of those who read the current 

ratio without any technical trade background. The writers 

were called upon for a technical analysis of the figure facts 

and were in a slightly different position from many buying 

/ 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5.36 7.35 65.79 5.96 5.39 5.40 7.69 5.04 4.74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 19.48 16.28 19.59 

Merchandise 43.94 37.57 26.31 29.41 16.65 21.83 17.07 21.48 12.02 22.99 

Listed securities 2.16 1.43 32 65 41 74 .29 1.82 1.46 

Miscellaneous 34 13 .06 .08 .23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 49.45 66.66 50.99 

Total—less 
G. W. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 36.97 24.03 30.80 11.81 21.73 14.74 15.01 18.29 15.21 

Taxes 2.59 07 05 07 08 .07 

Miscellaneous .33 19 39 61 .53 .29 67 22 64 22 

Total current 30.67 37.23 24.42 3146 12.34 22.09 1541 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 53.16 63.33 51.99 67.57 48.75 61.21 42.13 61.22 42.99 

Reserves 1.57 2.18 1.70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G.W. 34.49 45.27 3449 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 208 #3176 274 
Mdse.-rec. 271 164 «127 ~~ 80 a ee ey 73-139 
Worth-fixed 105 168 76 135 51. 136 54 «119 53 «128 
Worth-debt 5374 54-90 42 106 57-148 58145 
Sales-rec. 2,131 1,092 1,636 1,081 1,289 1,037 1,633 1,280 1,544 2141 
Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 
Sales-fixed 1,054 1,026 745 767 490 536 329 505 377 508 
Sales-worth 999 726 980 503 957 414 599 457 704. 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 115 28.75 113 28.25 135 33.75 77 =19.25 64 16.00 

Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 568.40 37 = 5.55: 45 6.75 41 6.15 

Worth-debt 25 71 «(17.75 60 15. 39 -9..75 88 9.50 40 10. 

Sales-rec. 10 149 14.90 134 13.40 120 12. 122 12.20 72 7.20 

Sales-mdse. 10 113 11.30 137 13.70 145 14.50 124 12.40 147 14.70 

Sales-fixed 10 102 10.20 97 ~=9..70 91 9.10 65 6.50 74 7A0 

Sales-worth 5& 228 640 349 (7.45 157 7.85 124 6.20 136 =6,80 

Index 100 98.75 95.90 92.50 72.80 68.25 
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banks in that they at once set this current ratio against 
what their statistical work for the Robert Morris Asso- 
ciates had led them to expect as typical of the industry. A 
tabulation of this comparison is here given: 

CURRENT RATIO 

Year Typical ratio Subject Rel. subj. to type 

Webs... men 187 219 115 
Recahds. ui... 194 223 113 
LA eee ie 233 358 135 
BIOUPEDSS . oe ee. 298 231 77 
Path ees et 274 176 64 

The analysis was written following the fourth year, but 
the fifth is added, as it only seems to prove the opinions 
previously expressed. 

The average bank analyst having or using only mental 
reservations felt no particular alarm at the current ratio of 
the fourth statement. It was well above the average con- 
ception of what is sufficient. In fact it was 115 per cent of 

parity to 200 per cent or, 2 for 1. What these analysts did 
not realize was that the tendency in this industry was to 
become more liquid and toward a higher current ratio. For 

the third and fourth years it was more typical for the cur- 
rent ratio in this industry to be substantially above 200 

per cent, and in the fourth year it approximated 300 per 

cent. As a matter of cold statistics the current ratio of 

this company was not high the fourth year, but had fallen 

to 77 per cent of parity to what one should expect. The 

very year that it became typical for the industry, through 

its liquidity, to reflect high current ratios, this company 

made a sharp decline. This seemed strange in view of its 

general standing. 

WORTH TO DEBT 

Following the firm conviction that the current ratio is 

often window dressed to show 200 per cent or better, and 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5.36 7.35 5.79 5.96 5.39 5.40 7.69 5.04 4.74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 1948 16.28 19.59 

Merchandise 43.94 37.57 26.31 29.41 16.65 21.83 17.07 21.48 12.02 22.99 

Listed securities 2.16 1.43 82 65 41 74 29 8 §=1.82 1.46 

Miscellaneous 34 13 .06 08 23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 49.45 66.66 50.99 

Total—less 

G. Ww. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 36.97 24.03 30.80 11.81 21.73 14.74 15.01 18.29 15.21 
Taxes 2.59 .07 .05 .07 .08 07 
Miscellaneous .33 19° .39 61 53 29 67 22 64°" 422 

Total current 30.67 37.23 2442 3146 12.34 22.09 15.41 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 53.16 63.33 51.99 67.57 48.75 61.21 42.13 61.22 42.99 

Reserves 1.57 2.18 1.70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G.W. 34.49 45.27 3449 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 298 176 274 

Mdse.-rec. 271 164 127 80 78 83 1382 126 73 139 

Worth-fixed 105 168 76 135 51 136 54119 53 «128 
Worth-debt 5374 a) 42 106 57 «148 58-145 
Sales-rec. 2,131 1,092 1,636 1,081 1,289 1,087 1,683 1,280 1,544 2,141 

Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 

Sales-fixed 1,054 1,026 745 767 490 536 329 505 ove 508 

Sales-worth 999 726 980 503 957 414 599 457 704 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 115 28.75 113 28.25 1385 33.75 77 = 19.25 64 16.00 

Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 56 8.40 37 «45.55 45 6.75 41 6.15 
Worth-debt 25 7117.75 60 15. 39 8=9.75 38 ©6950 40 10. 

Sales-rec. 10 149 1490 1384 1340 120 12. 122 12.20 72 7.20 

Sales-mdse, 10 «#1138 11.380 187 13.70 145 14.50 124 1240 147 14.70 

Sales-fixed 10 102 10.20 97 9.70 91 9.10 65 6.50 74 7.40 

Sales-worth 5 128 640 149 745 157 7.85 124 620 1386 6.80 

Index 100 98,75 95.90 92.50 72.80 68.25 
San ov etcetera re se cc hihi Slabs NEN peer oats 
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believing quite as firmly that the debt position is every bit 
as important as the current position, the writers next exam- 
ined the worth to debt ratio, again in relation to those fig- 
ures they had worked out for the Robert Morris Associates 
as being typical for this particular industry. A tabulation 
of this comparison is illuminating: 

Year Typical ratio Subject — Rel. subj. to type 

ie eS an 74 53 71 
PRCODE Jace a 0s-s 90 54 60 
IEG Hl 5 e's 106 42 39 

CARCI os sw o's 148 57 38 

Be ears 145 58 40 

It is noted at once that the industry seems to be increas- 

ing the amount of owned capital in its relation to borrowed 

capital, but that the subject is barely holding its own. As 

a result the subject is competitively under a heavier over- 

head. When capital at use is owned, dividends can be cur- 

tailed in time of stress. But when capital supply comes 

from bonding operations, interest must be continued to pre- 

vent foreclosure. 

If the company’s funded debt position had been normal 
in the fourth year and if the group statement be manipu- 

lated to this position as an experiment, one would note some 

rather startling peculiarities. On the 100 per cent state- 

ment the company shows funded debts of 45.80 per cent 

and the group 26.82 per cent. The group is 18.98 points 

less than the subject. This means that if the industry had 

funded up to the subject it could have wiped out all of its 

current debt, have had 3.67 per cent to add to cash, and 

had a current ratio of infinity. This is, of course, only a 

casual comment in passing to stress the overexpanded 

funded debt position of the subject. Those analysts who 

did not have, or, having, did not use typical figures instead 

of inaccurate mental reservations, could easily have over- 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5.36 7.35. 6.79 5.96 5.39 5.40 7.69 5.04 4.74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 19.48 .16.28 19.59 

Merchandise 43.94 37.57 26.31 29.41 16.65 21.83 17.07 21.48 12.02 22.99 

Listed securities 2.16 1.43 32 65 Al 74 29 81.82 1.46 

Miscellaneous 34 13 .06 .08 .23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 49.45 66.66 50.99 

Total—less 

G. Ww. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 36.97 24.03 30.80 11.81 21.73 14.74 15.01 18.29 15.21 

Taxes 2.59 O07 05 .07 08 07 

Miscellaneous 33 19 39 61 .53 .29 .67 .22 .64 .22 

Total current 30.67 37.23 2442 3146 12.34 22.09 15.41 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 53.16 63.33 51.99 67.57 48.75 61.21 42.13 61.22 42.99 

Reserves 1.57 2.18 1.70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G.W. 34.49 45.27 34.49 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 298 176 274 
Mdse.-rec. 271 164 127 ~~ 80 78 83 132 126 73 «739 
Worth-fixed 105 168 76 135 51-136 54119 53 «128 
Worth-debt 5374 5490 42 106 57 148 58 s«148 
Sales-rec. 2,131 1,092 1,636 1,081 1,289 1,037 1,633 1,280 1,544 2,141 
Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 
Sales-fixed 1,054 1,026 745 767 490 536 329 505 377 508 
Sales-worth 999 726 980 503 957 414 599 457 704 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 115 28.75 113 28.25 185 33.75 77 = 19.25 64 16.00 

Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 56 8.40 37 5.55 45 6.75 41 6.15 
Worth-debt 25 71 17.75 60 15. 39 «9.75 38 9.50 40 10. 

Sales-rec. 10 149 1490 134 1340 120 12, 122 12.20 72 7.20 

Sales-mdse. 10 113 11.30 187 13.70 145 14.50 124 1240 147 14.70 
Sales-fixed 10 102 10.20 97 9.70 91 9.10 65 6.50 74 7.40 

Sales-worth 5 128 640 149 745 157 7.85 124 620 136 6.80 

Index 100 98.75 95.90 92.50 72.80 68.25 eran pe nS SSeS een 
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looked this feature and gone on, as many did, relying on a 
current ratio over 200 per cent. 

WORTH TO FIXED 

This is a manufacturing industry needing large invest- 
ment in plants. The relative ownership of these plants 
makes an interesting comparison. 

Year Typical ratio Subject = Rel. subj. to type 

MoS ere is co 168 105 63 

Second. ........ 135 76 56 
JEG Rolain 136 51 37 
Bourth sw. << 119 54 45 

SRP ALAN was ss 128 53 41 

The subject at no time actually owned its plants after the 
- first year. In this year only was the net worth sufficient 

to buy them. They were chattels of the creditors run by 
the management in an effort to make profits and possibly 

with the idea of earning out. This possibility was quite 
distant in the fourth year when the net worth was only 

54 per cent of the fixed assets. 

SALES TO FIXED 

As the plant was creditor owned and from the 100 per 

cent statement overexpanded, showing in the fourth year as 

64.29 per cent of all assets as compared with 49.55 per cent 
for the industry, the matter of its resultant sales was highly 

important. A comparative tabulation follows: 

Year Typical ratio Subject Subj. rel. to type 

UAE hs nea 2 ee 1026 1054 102 
Second......... 767 745 97 
Ci re 536 490 91 
MGUrEhs. ae: 2 505 329 65 

ITED Ree ss soe 508 377, 74 

Only in the first year is the subject up to parity. In the 

fourth year it has fallen to 65 per cent of trade parity. 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5:36 7.35 5.79 5.96 5.39 5.40 7.69 5.04 4,74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 1948 16.28 19.59 

Merchandise 43.94 37.57 26.31 29.41 16.65 21.83 17.07 2148 12,02 22.99 

Listed securities 2.16 1.43 82 65 41 74 29° »=1.82 1.46 

Miscellaneous 34 13 -06 .08 23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 49.45 66.66 50.99 

Total—less 
G. WwW. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 36.97 24.03 30.80 11.81 21.73 14.74 15.01 18.29 15.21 

Taxes 2.59 07 05 .07 .08 .07 

Miscellaneous 33 19 39 61 53 29 .67 22 64 .22 

Total current 30.67 37.23 2442 31.46 12.34 22.09 1541 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 653.16 63.33 51.99 67.57 48.75 61.21 42.13 61.22 42.99 

Reserves 1.57 218) 1:70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G. W. 34.49 45.27 3449 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 298 176 274 

Mdse.-rec. 271 164 127 80 78 83 132 126 73 139 

Worth-fixed 105 168 76 135 51 136 54 119 53 128 

Worth-debt 53 74 54 90 42 106 ‘57 148 58 145 

Sales-rec. 2,131 1,092 1,686 1,081 1,289 1,087 1,683 1,280 1,544 2,141 

Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 

Sales-fixed 1,054 1,026 745 767 490 536 329 505 377 508 

Sales-worth 999 726 980 503 957 414 599 457 704 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 4115 28.75 1138 28.25 1385 33.75 77° =19.25 64 16.00 

Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 56 =: 8.40 37 ~—- .55 45 6.75 Al 6.15 

Worth-debt 25 TL L776 60 15. 39 §=- 9.75 38 9.50 40 10. 

Sales-rec. 10 149 14.90 134 13.40 120 12, 122 12.20 72 7.20 

Sales-mdse. 10 113 11.30 137 13.70 145 14.50 124 1240 147 14.70 

Sales-fixed 10 102 10.20 97 9.70 91 9.10 65 6.50 74 7A40 

Sales-worth 5 128 640 149 745 157 7.85 124 6.20 136 6.80 

Index 100 98.75 95.90 92.50 72.80 68.25 (Wincor sees Sie ann Seer oe eae cu SAR IME REN Ce SO RL Late ES 



APPENDIX 217 

There is only one logical deduction to make from the last 

three tables. The company has expanded its fixed invest- 

ment too rapidly and is overinvested in plants, and at the 

same time top-heavy with debt. These plants are not ac- 
companied by a reasonable sales productivity and the com- 
pany has solidified its own capital to a dangerous extent 
quite beside the position of its current ratio. The current 

ratio is not a safe measure because funding operations have 
window dressed it to the casual observer. 

SALES MERCHANDISE AND SALES RECEIVABLE RATIOS 

The ratio of sales to merchandise and sales to receivables 

are good for all of the first four years. In fact, their con- 

trast to the other ratios suggests that the company is a 

fabricating and selling machine without either ability or 

inclination to financial soundness. Momentum carried it 

along after the expansion period, and it lived on velocity. 

The writers like to believe that the management recognized 

the dangers and that, given an opportunity, they would 

have preferred a better financing set-up. But the fact re- 

mains that, with the available data as here given, the name 

sold on the open market freely until some time after the 

fourth statement and carried very low rates. It was con- 

sidered “good,” not a “good second.” 
ca 

THE INDEX APPLIED 

As a matter of actual fact, the writers did not prepare the 
separate tables as have been displayed here. They prepared 

an index, as has been explained in this text, and drew their 

conclusions broadly from it. The detailed tabular method 

is used in this writing in the belief that it will be more 

readily understandable to those who have not become 

familiar with the index formula. 

As a matter of convenience the index figure and the cur- 

rent ratio will be tabulated for quick and easy comparison, 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.05 5.36 7.85 65.79 5.96 5.39 5.40 7.69 5.04 4.74 

Receivables 16.17 27.08 20.67 28.25 21.22 29.25 12.95 19.48 16.28 19.59 

Merchandise 43.94 387.57 26.31 29.41 16.65 21.83 17.07 21.48 12.02 22.99 

Listed securities 2.16 1.43 32 65 Al 74 29 81.82 1.46 

Miscellaneous 34 13 06 .08 23 

Total current 67.32 71.78 54.65 64.23 44.24 57.27 35.71 50.55 33.34 49.01 

Total fixed 32.68 28.22 45.35 35.77 55.76 42.73 64.29 4945 66.66 50.99 

Total—less 

G. W. 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 27.75 386.97 24.03 30.80 11.81 21.73 14.74 15.01 18.29 15.21 

Taxes 2.59 .07 .05 .07 .08 .O7 

Miscellaneous 33 19 .39 61 53 29 67 22 64 22 

Total current 30.67 37.23 2442 3146 12.34 22.09 1541 15.31 18.93 15.50 

Funded debt 34.84 15.93 38.91 20.53 55.23 26.66 45.80 26.82 42.29 27.49 

Total debt 65.51 53.16 63.33 61.99 67.57 48.75 61.21 42.18 61.22 42.99 

Reserves 1.57 2.18 1.70 3.86 1.59 3.52 1.70 3.10 1.76 

Net worth— 

less G.W. 34.49 45.27 34.49 46.31 28.57 49.66 35.27 56.17 35.68 55.25 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 344.67 259.54 338.15 224.57 273.55 182.11 211.43 203.95 251.44 210.71 

Ratios 

Current 219 187 223 194 358 233 231 298 176 274 
Mdse.-rec. 271 +164 «4127 ~&#80 78 83 182 126 73° ~=:139 
Worth-fixed 105 168 76 135 51-136 54—s«119 53 «128 
Worth-debt 5374 5490 42 106 ° 57 148 58 > (145 
Sales-rec. 2,131 1,092 1,636 1,081 1,289 1,037 1,633 1,280 1,544 2,141 
Sales-mdse. 784 681 1,285 819 1,642 899 1,238 950 2,091 1,119 
Sales-fixed 1,054 1,026 745 767 490 586 329 505 377 508 
Sales-worth 999 726 980 503 957 414 5809 457 704 452 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 115 28.75 113 28.25 1385 33.75 77 = «19.25 64 16.00 
Mdse.-rec. 140 137 94 105 52 

Worth-fixed 15 63 9.45 56 8.40 37 «5.55 45 6.75 41 6,15 

Worth-debt 25 71 = 17.75 60 15. 39 (9.75 38 9.50 40 10. 
Sales-rec. 10 149 1490 134 1340 120 12. 122 12.20 72 7.20 

Sales-mdse. 10 113 11.30 137 13.70 145 14.50 124 1240 147 14.70 
Sales-fixed 10 102 10.20 97 9.70 91 “98.10 65 6.50 74 7.40 

Sales-worth 5 128 640 149 745 157 7.85 124 620 186 6.80 

Index 100 98.75 95.90 92.50 72.80 68.25 
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together with the current ratio and its relation to the typical 

ratio for the industry. | 

Year Co. ratio Typical ratio Relation Index 

Uk ips oe ei 219 187 115 98 

mecond....... 223 194 113 95 

PBivirds thc. 358 233 135 92 

Pourtns <3... 231 298 77 72 

1) Gy eee 176 274 64 68 

While the current ratio remains above 200 per cent for 
the first four years, it is below parity in the fourth year. 

The index starts almost at parity but in spite of the good 
current ratio goes steadily and in the fourth year drastically 

downward. This is because of the other proportions not so 
generally taken into active consideration. 

After the fourth year and after four declines and when 
the index fell below 75 per cent, the writers offered the 
opinion that only drastic refinancing could save the situa- 

tion. Nevertheless, the name sold until after the fifth 
statement, when a refinancing had to be effected. This was 

evidently advisable after the third decline and necessary 
after the fourth. At either of these periods it could have 
been accomplished easier with the high current ratio show- 
ing than when the fifth current ratio became public 
knowledge. 
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Specimen Analysis No. 3 

Data Submitted by Company 

: ‘ : Cross- 
First Second Third Fourth footed 

Date year year year year period 
statement 

Cash 32,664 32,556 23,269 34,957 123,446 
Receivables . 362,711 511,877 468,363 478,865 1,821,806 
Inventory 610,962 716,172 1,055,865 1,088,425 3,471,424 
Misc. 5,069 105 1,114 6,298 

Total current 1,006,337 1,265,674 1,547,602 1,603,361 5,422,974 
Plant andequipment 25,807 35,016 41,211 39,42 141,454 
Misc. 8,340 5,376 8,650 9,886 32,202 

Total fixed 34,147 40,392 49,861 49,306 173,706 

Total 1,040,484 1,306,066 1,597,463 1,652,667 5,596,680 

Payables 526,554 699,755 890,875 974,091 3,091,275 
Mise. 1,539 1,539 

Total current 526,554 699,755 892,414 974,091 3,092,814 

Total debt 526,554 699,755 892,414 974,091 3,092,814 

Net worth 513,930 606,311 705,049 678,576 2,503,866 

Total 1,040,484 1,306,066 1,597,463 1,652,667 5,596,680 

Sales 2,491,935 2,935,079 2,531,640 10,598,206 



100 Per Cent Statement 

Cross- 
First Second Third Fourth footed 
year year year year period 

statement 

Co. Co. Co. Co. 

Cash 3.14 2.49 1.46 2.12 221 
Receivables 34.86 39.19 29 .32 28.97 32.55 
Merchandise 58.72 54.83 66.10 65.86 62.03 
Listed Securities 
Mise. .39 .07 11 

Total current 96.72 96.90 96.88 97.02 96.90 

Total fixed 3.28 3.10 3.12 2.98 3.10 

Total 100.00 100.00 100.00 100.00 100.00 

Payables 50.61 53.58 ia (Ge 58.94 55.23 
Misc. .09 .03 

Total current 50.61 53.58 55.86 58.94 55.26 

Total debt 50.61 53.58 55.86 58.94 55.26 
Net worth 49.39 46.42 44.14 41.06 44.74 

Total 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 183.11 153.19 189.37 

Ratios 

Garent i... pot) S0etSt ) 278 0-2 depen 
Mdse-rec. 168 140 225 227 190 
Worth-fixed. 1,506 1,497 1,414 TEAS erg 1,443 
Worth-debt 97 86 79 69 81 
Sales-rec. 487 624 528 581 
Sales-mdse. 348 he 232 305 
Sales-fixed 6,154 5,868 5,140 6,108 
Sales-worth 411 414 373 423 

Index 

Wt. Rel. Rel. Value Rel. Value Rel. Value 

Current 30 109 104 31.20 98 29.40 93 27.90 
Mdse-rec. 88 73 116 117 
Worth-fixed 105 104 98 95 
Worth-debt S07 ALT 106 31.80 97 29.10 85 25.50 
Sales-rec. 15 83 12.45 107 16.05 91 18.65 
Sales-mdse. 15 113 =—-:16.95 91 13.65 76 11.40 
Sales-fixed 101 96 84 
Sales-worth 10 97 9.70 98 9.80 88 8.80 

100 : 102.10 98. 87.25 

*No sales available—No index developed. 
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SPECIMEN ANALYysIs No. 3 

In the study of this company a comparison of its posi- 

tion each year to the average condition for the four years 

will be made. This is done by cross-footing the state- 
ments, which gives what is called a cross-footed period 
statement. It is considered more advisable to use this as a 
base rather than the statement of any separate year, be- 
cause it is more likely to reflect an average condition. If a 
single year is used as a base, there is the danger of the base 
being too high or too low, depending on whether or not it is 
a good or bad year. Naturally if the last statement is used 

as a base and it is the best exhibit, then all other years will 
be lower than the base, and the index number would show 

worse than it really should. And conversely, if the first 
statement is the base and represents the poorest condition, 
then all other years look good in comparison. The state- 

ments are therefore cross-footed for the period and the 

ratios of the cross-footed period statement used as a base. 

CURRENT RATIO 

Abiding by the customary, if unreliable, test of credit 

strength, the current ratio is examined first. The base ratio 
or the ratio obtained from dividing the current assets by 
the current liabilities of the cross-footed period statement is 
175, eleven points higher than the lowest and sixteen points 
lower than the highest ratio for this series of statements. 

In itself the base does not meet the 2 for 1 test, and inas- 

much as the last statement is eleven points lower suggests 

this as the first weakness. 
The current assets and current liabilities for the period 

run as follows on the 100 per cent statement. 



100’ Per Cent Statement 

Cross- 
First Second Third Fourth footed 
year year year year period 

statement 

Co. Co. Co. Co. 

ee Sane oe ee 
Receivables 34.86 39.19 29.32 28.97 32.55 
Merchandise 58.72 54.83 66.10 65.86 62.03 
Listed Securities 
Misc. .39 .07 11 

Total current 96.72 96.90 96.88 97.02 96.90 

Total fixed BS 3.10 S12 2.98 3.10 

Total ~—~—~=«00.00~—«'100.00 +—«*100,00 +—-100.00 +~—«100.00 

Payables 50.61 53.58 dase ey( 58.94 55.23 
Mise. .09 .03 

Total current 50.61 53.58 55.86 58.94 55.26 

Total debt 50.61 53.58 55.86 58.94 55.26 
Net worth 49.39 46.42 44.14 41.06 44.74 

Total 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 183.11 153.19 189.37 

Ratios 

Guvent  ".  . %6n0) (siSietay o97e 5 ck 
Mdse-ree. 168 140 225 227 190 
Worth-fixed 1,506 1,497 1,414 She 1,443 
Worth-debt 97 86 79 69 81 
Sales-rec. 487 624 528 581 
Sales-mdse. 348 277 232 305 
Sales-fixed 6,154 5,868 5,140 6,108 
Sales-worth 411 414 aie 423 

Index 

Wt. Rel Rel. Value Rel. Value Rel. Value 

Current 30 86109 104 31.20 98 29.40 93 27.90 
Mdse-rec. 88 73 116 117 
Worth-fixed 105 104 98 95 
Worth-debt SOs, ably. 106 31.80 97 29.10 85 25.50 
Sales-rec. 15 So 912.45 107 16.05 91 13.65 
Sales-mdse. 15 118 =16.95 91 13.65 76 11.40 
Sales-fixed 101 96 84 
Sales-worth — - 10 97 9.70 98 9.80 88 8.80 

100 : 102.10 98. 87.25 

*No sales available—No index developed. 



APPENDIX 225 

Year Current assets Current liabilities 

4D coi To aida GS ee a 96.72 50.61 
RECON: a Soka ta eee a 96.90 53.08 
PRDIEG erat, oes tee en 96.88 55.86 
HOUTEN: Soputet ng for 4! 97 .02 58.94 
-Cross-footed period 

statement. ...i..... 96.90 55.26 

Practically all of the company’s assets are of a current 
nature. These are carried by heavy borrowings from the 

bank, trade, or through paper brokers. When further 

analysis of the make-up of the current assets in relation to 
the current liabilities is made, it is found that at no time 

does the company pass the acid test—cash and receivables 
to the current debt. This acid test is as follows: 

Year Cash and receivables Current liabilities 

Lice) Aa ane a 38 .00 50.61 
Second. ........ 41.68 53.58 

dS: as 30.78 55.86 

OUrth ss uke es 31.09 58 .94 

Cross-footed 
Period statement 34.76 55.26 

The unusually high percentage of merchandise is subject 

to some question. When a company carries $62.03 out of 

_ every $100 as an average for the period and we find such a 

heavy percentage of current debt, it is quite fair to question 

whether or not the large inventory is justified. It seems 

quite likely that the company has a lot of dead merchandise 
on its shelves, especially since this business is in a wholesale 

line, where the merchandise turnover as measured by the 

sales to merchandise ratio, is 400 per cent, or four times 
per year. The company’s ratios of 348, 277, 232 and an 

average of 305 indicates this company is a complete turn- 

over slower than the group. To justify such a large inven- 

tory there should be a speeding up of sales. To summarize 
briefly this condition, there_is a large inventory situation 
not supported by sufficient sales to justify it, and this in- 



100 Per Cent Statement 

Cross- 
First Second Third Fourth footed 
year year year year period 

statement 

Co. Co. Co. Co. 

Cash 3.14 2.49 1.46 22 2.21 
Receivables 34.86 39.19 29.32 28.97 32.55 
Merchandise 58.72 54.83 66.10 65.86 62.03 
Listed Securities 
Misc. .39 .07 11 

Total current 96.72 96.90 96.88 97.02 96.90 

Total fixed 3.28 3.10 8.12 2.98 3.10 

Total 100.00 100.00 100.00 100.00 100.00 

Payables 50.61 53.58 55.77 58.94 55.23 
Mise. .09 .03 

Total current 50.61 53.58 55.86 58.94 55.26 

Total debt 50.61 eats) 55.86 58.94 55.26 
Net worth 49.39 46.42 44.14 41.06 44.74 

Total 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 183.11 153.19 189.37 

Ratios 

Current 191 181 173 175 
Mdse-rec. 168 140 225 190 
Worth-fixed 1,506 1,497 1,414 Pate 1,443 
Worth-debt 97 86 79. 81 
Sales-rec. '487 624 581 
Sales-mdse. 348 277 305 
Sales-fixed 6,154 5,868 5,140 6,108 
Sales-worth 411 414 423 

Index 

Wt. Rel Rel. Value Rel. Value Rel. Value 

Current | .30 109 104 31.20 98 29.40 93. 27.90 
Mdse-rec. 88 73 116 117 
Worth-fixed 105 104 98 95 
Worth-debt 30. 36117 106 =31.80 97 29.10 85 25.50 
Sales-rec. 15 88 12.45 107 16.05 91 13.65 
Sales-mdse. 15 113: 16.95 Ol 613.65 76 11.40 
Sales-fixed 101 96 84 
Sales-worth 10 97 9.70 98 9.80 88 8.80 

100. * 102.10 98. 87.25 
*No sales available—No index developed. 
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ventory in turn is being carried by creditors to a great ex- 

tent—not « & very good condition. 

WORTH-DEBT RATIO 

This ratio emphasizes the poor condition of the company, 
the owners of the business providing less of the capital at 

use than are the creditors. Only on the first statement is it 

nearly a 50-50 proposition. As will be shown later, this is 

not customary for this type of business. In any event it is 
not a good condition for the creditors when the debts exceed 
the net worth. An average relationship of 81 and the ratio 

in the last year of 69 is a decidedly poor showing. As pre- 
vious comments indicated, these borrowings are current, and 

probably a substantial part of them are used to carry inven- 
tory which is not moving fast enough. Unless something is 

done to remedy this over-inventoried and top-heavy debt 
condition, the banks having this account are going to find 
themselves i in a mercantile business. 

WORTH-FIXED AND SALES-FIXED RATIOS 

No weight has been attached to these ratios because of 

the extremely small percentage of capital which is tied up 

in fixed assets. The dollars per $100 of total assets runs 

from a high in the first year of $3.28 to a low in the fourth 

year of $2.98. If these ratios were used in the computation 

they would raise the index number, and carry more weight 
than the percentage of investment indicates they should. 

The weights usually assigned to these ratios have been added 

to the other ratios, the total weights still footing 100. 
This extremely low fixed investment, in a trading indus- 

try requiring large warehouse facilities, prompts the sug- 

gestion that the analyst should secure full information on 

rents paid. One of two contingencies may become evident. 

First, the management may own the buildings and be re- 
ceiving excessive rents. Second, the rent payments capital- 



100 Per Cent Statement 
—— COE OOOO” 

Cross- 
First Second Third Fourth footed 
year year year year period 

statement 

Co. Co. Co. Co. 

Cash 3.14 2.49 1.46 2:12 224 
Receivables 34.86 39.19 29.32 28.97 32.55 
Merchandise 58.72 54.83 66.10 65.86 62.03 
Listed Securities 
Mise. .39 .07 gla! 

Total current 96.72 96.90 96.88 97.02 96.90 

Total fixed 3.28 3.10 Sele 2.98 3.10 

Total 100.00 100.00 100.00 100.00 100.00 

Payables 50.61 53.58 55.77 58.94 55.23 
Misc. .09 .03 

Total current 50.61 53.58 55.86 58.94 55.26 

Total debt 50.61 53.58 55.86 58.94 55.26 
Net worth 49.39 46.42 44.14 41.06 44.74 

Total 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 183.11 153.19 189.37 

Ratios 

Current 191 181 173 164 175 
Mdse-rec. 168 140 225 227 190 
Worth-fixed 1,506 1,497 1,414 tare 1,443 
Worth-debt 97 86 79 69 81 
Sales-rec. 487 624 528 581 
Sales-mdse. 348 PS 232 305 
Sales-fixed 6,154 5,868 5,140 6,108 
Sales-worth 411 414 oie 423 

Index 

Wt. Rel. Rel. Value Rel. Value Rel. Value 

Current 30 §6109 104 31.20 98 29.40 93 27.90 
Mdse-rece. 88 73 116 117 
Worth-fixed 105 104 98 95 
Worth-debt 30. 117 106 31.80 97 29.10 85 25.50 
Sales-rec. 15 83. 12545 107 16.05 91 13.65 
Sales-mdse. 15 1138 §=616.95 91 13.65 76 11.40 
Sales-fixed 101 ; 96 84 
Sales-worth 10 97 9.70 98 9.80 88 8.80 

100 4 102.10 98. 87.25 

*No sales available—No index developed. 



APPENDIX 229 

ized on a 10-per-cent basis may indicate a potential exces- 
_ sive fixed investment. 

SALES RECEIVABLES RATIO 

The sales figure for the cross-footed statement has been 

developed by adding the sales for the three years and multi- 

plying the result by four-thirds. Another way to compute 

the sales ratios would have been to add the sales for the 

three years and cross foot the statements for the same years, 

using the ratios from the resulting statement as a base. The 
first method, however, is sufficiently accurate for purposes 

of this general analysis. 

The 100 per cent statement for the last year shows that 
the receivables are a smaller percentage of the total footings 
than on any other statement in this series. If the sales are 

kept up, this, of course, would show up as a faster turnover 

in the sales-receivables ratio. However, the sales percent- 

ages on the 100 per cent statement show a drop from 183.11 

to 153.19 during the past two years, and a drop off in the 

dollar sales of nearly $400,000 against an increase in dollar 

receivables of about $10,000. This condition is reflected in 

the drop in this ratio of nearly 100 points or one whole turn- 

over from 624 to 528. More receivables and less sales indi- 

cates a weakness in collections. 
@ 

SALES MERCHANDISE RATIO 

Sufficient comments were made in the discussion of the 
current ratio to call attention to the weakness here. Refer- 

ring to the dollar figures, an increase of $33,000 is noted in 

merchandise in the last year, while the sales have fallen 

$400,000. A turnover of 232 per cent, or once in every 158 
days, for this industry. is far too low, and the company 
should be asked whether this is due to speculation in inven- 
“tory or the holding of unsalable stock. It might be a good 

policy for this company to put on a big sale, taking losses, 



100°Per Cent Statement 

Cross- 
First Second Third Fourth footed 
year year year year period 

statement 

Co. Co. Co. Co. 

Cash 3.14 2.49 1.46 2:12 ARO A! 
Receivables 34.86 39.19 29.32 28.97 $2.55 
Merchandise 58.72 54.83 66.10 65.86 62.03 
Listed Securities 
Misc. .389 .07 11 

Total current 96.72 96.90 96.88 97.02 96.90 

Total fixed 3.28 3.10 Bye 2.98 3.10 

Total é 100.00 100.00 100.00 100.00 100.00 

Payables 50.61 53.58 55.77 58.94 55.23 
Misc. .09 .03 

Total current 50.61 53.58 55.86 58.94 55.26 

Total debt 50.61 53.58 55.86 58.94 55.26 
Net worth 49.39 46.42 44.14 41.06 44.74 

Total 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 183.11 153.19 189.37 

Ratios 

Current — 191 181 173 164 175 
Mdse-rec. 168 140 225 227 190 
Worth-fixed 1,506 1,497 1,414 Tae 1,443 
Worth-debt 97 86 79 69 81 
Sales-rec. 487 624 528 ° 581 
Sales-mdse. 348 277 232 305 
Sales-fixed 6,154 5,868 5,140 6,108 
Sales-worth 411 414 373 423 

Index 

Wt. Rel. Rel. Value Rel. Value Rel. Value 

Current 30 109 104 31.20 98 29.40 93 27.90 
Mdse-rec 88 73 116 117 
Worth-fixed 105 104 98 95 
Worth-debt 20 «117 106 §=31.80 97 29.10 85 25.50 
Sales-rec. 15 83 12.45 107 16.05 91 13.65) 
Sales-mdse. 15 113 16.95 91 13.65 76 11.40 
Sales-fixed 101 96 84 
Sales-worth 10 97 9.70 98 9.80 88 8.80 

100 s 102.10 98. 87.25 

*No sales available—No index developed. 
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if necessary, in order to clean up their shelves, and use the 

_ funds received to liquidate some of their current obligations. 

SALES WORTH RATIO 

The activity of the owned capital as reflected by this ratio 
seems sufficiently high. However, very little importance 

should .be placed in this because the activity of the net 
worth is due to the small percentage of net worth, the 

under-capitalized condition rather than the volume of sales. 
A small net worth naturally should turn more often, so very 
little reliance should be placed in this ratio. It may even 

ers because they reap the profit. If it does not go so well 
the creditors take the business and the bigger losses. It 

may indicate a business gamble for the banks. 

COMPARISON OF COMPANY TO THE INDUSTRY 

The first section of the analysis of this company was de- 

voted to measuring the company against its own average 

position, and it was discovered that it was only 87.25 per 

cent of parity the last year. This section will be devoted to 

the analysis of the company for the past three years against 

the group figures for the industry in which the company 
operates. The company is located in a fairly good sized 

town east of the Mississippi River, so is reasonably acces- 

sible to sources of supply and should have a ready market 

for its merchandise. 
The last two years there are 89 and 98 statements used 

in the compilation of the data making up the selected ratios 

and type 100 per cent statements, so that the base figures 

are fairly representative of the industry. To many students 

such an elaborate analysis of a company, which is to them 

obviously in a very bad condition, seems unnecessary. But 

inasmuch as this series of analyses is developed partly for 



100.Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group Co. G-oup 

Cash 2.49 5.10 1.46 5.70 2.12 6.28 
Receivables 39.19 39.92 29.32 “35.03 28.97 39.27 
Merchandise 54.838 38.41 66.10 438.90 65.86 38.89 
Listed securities Pie ‘ Zo .07 
Misc. .39 oo .81 .07 40 

Total current 96.90 83.77 96.88 88.67 97.02 84.98 

Total fixed S10 1622s Bik pap ea Vere , 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables §3.68 5 38.507 6b + 30,42, 58.94 27.01 
Taxes . 36 .80 .68 
Misc. 2201 .09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 
Funded debt 3.09 nike: 3.83 

Total debt 53.58 . 39°03 55.86 41.03 58.94 33.91 
Reserves .59 . 94 .67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 187.21 LS Ri S195. 12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec. 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 L377 463 
Worth-debt 86 137 79 134 69 170 
Sales-rec. 487 461 624 524 528 449 
Sales-mdse. 348 476 277 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 StS 261 

Index 

Current 30 83 24.90 79 23.70 66; 19.80 
Mdse-rec. 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 59° 17.70 40 12. 
Sales-rec. 15 106 =15.90 AG 17 240 11S Me 25 
Sales-mdse. 15 we, LOSdd 70 10.50 56 8.40 
Sales-fixed 174 160 175 
Sales-worth 10 116 §=11.60 USSO) WSR iS Ie 1300 dae 
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beginners in analysis as well as those more experienced, and 

as it is the object of the authors to show as many methods 
of determining the trend of a company’s financial condition 
as possible, the following criticism is submitted. Also bear 

in mind the fact that these analyses, unless otherwise stated, 
are made up from figures actually submitted to banks or 

brokerage houses, so it would seem in every case that the 
dollar figures as analyzed by the credit department were 
not sufficient to pass judgment on the goodness of a loan 
without some ratio analysis in addition. Certainly dollar- 

figure analysts having this account have not sized up the 

situation so far as known, or at least have not made any con- 

structive suggestions. 

CASH POSITION 

The company is wofully weak in its cash position when 

compared with the industry 100 per cent figures. To get 

a better picture the following tabulation of the cash item 
and its relation to current debts is presented: 

Cash Current Debt Cash to Current Debt 

Year Co. Group Co.: Group Co. Group 
Second... 2.49 5.10 53.58 35.94 4.64 14.19 
Third.... 1.46 5.70 55.86 40.25 2.61 14.15 

Fourth... 2.12 6.28 58.94 30.08 3.59 20.87 

The above table indicates how poorly this company com- 

pares to the group. While it is true that businesses gener- 

ally do not keep deposits of 20 per cent with their banks, 

certainly we should expect more than 2.61 to 4.64 per cent, 

when other companies in the same line show 14.15 to 20.87 

per cent of cash to current obligations. 



100.Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group Co. Group 

Cash 2.49 5.10 1.46 5.70 2.12 6.28 
Receivables 39.19 39.92 29.32 38.03 28.97 39.27 
Merchandise 54.83 38.41 66.10 438.90 65.86 38.89 
Listed securities ALY 238 .07 
Misc. .39 .23 81 .07 47 

Total current 96.90 83.77 96.88 88.67 97.02 84.98 

Total fixed 3710" 16723 3.12 114383 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables | 53.58 . 83.57 55.77 37.42 58.94 27.01 
‘axes .36 .80 .68 

Misc. 2.01 .09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 ~ 
Funded debt 3.09 .78 3.83 

Total debt 53.58 39.03 55.86 41.03 58.94 33.91 
Reserves .59 .94 .67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 187.21 183.11 195.12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec. 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 1Shi 463 
Worth-debt 137 79 134 9 170 
Sales-rec 487 461 624 524 528 449 
Sales-mdse 348 476 277 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 373 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value 

Current 30 838 24.90 79 23.70 66 19.80 
Mdse-rec, 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 58 te 70 40° 42% 
Sales-rec. 15 106 §=15.90 116 =—:17.40 Tih Ses 
Sales-mdse. 15 73 10.95 70 10.50 56 8.40 
Sales-fixed 174 160 175 
Sales-worth 10 Lis 13560 130 36:18. 130 =§618. 

100 81.95 82.30 70.45 
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ACID TEST 

‘Cash and Receivables to Current Liabilities 

Second year Third year Fourth year 
Co. Group Co. Group Co. Group 

AG n ic os be \. 2.49 5.10 1.46 5.70 2.12 6:28 
Receivables. .... 39.19 39.92 29.32 38.03 28.97 39.27 

otalrs. ... 41.68 45.02 30.78 48.73 31.09 45.55 
Currentliabilities 53.58 35.94 55.86 40.25 58.94 30.08 

Ration.005... 77 125 55 108 53 151 

This table emphasizes the weakness of the company’s 

current position as found in the current ratio. 

CURRENT RATIO 

Year Co. Group Relation 

Second........ 181 218 83 

1S 6 eid 173 219 79 
Pourty. 2) 25 5..: 164 248 66 

The above tabulation of the current ratio for the com- 
pany and group, together with the relation, shows quite 

clearly that the company not only has become worse in its 

current ratio, but that in addition the industry has gotten 
better, so that the gap between the company and group 
has steadily widened. While the individual company has a 

greater percentage of assets of a current nature than the 

group, the company also has a far greater percentage of 

debt. On the last statement the company’s current assets 
are $12 higher than the group per $100 of total footings, or 
about 14 per cent, while the liabilities are about $29, or 
nearly twice as much as the group. A current ratio of only 

164 should cause one to question the reason without any 

industry figures for comparison, but such figures assist mate- 
rially in substantiating one’s belief in its weakness. 

This weakness is particularly emphasized when the 

analyst stops to consider the very slight amount of fixed 
investment which allows of the almost complete investment 

of net worth in current assets. 



100. Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group Co. Group 

Cash 2.49 5.10 1.46 5.70 2.12 6.28 
Receivables 89.19 39.92 29.32 38.03 28.97 39.27 
Merchandise 54.83 38.41 66.10 438.90 65.86 38.89 
Listed securities 11 .23 .07 
Misc. .39 APB: 81 .07 47 

Total current 96.90 83.77 96.88 88.67 97.02 84.98 

Total fixed 3:10 © 16.23 Binley TUL Bs: 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 53.58 33.57 55.77 37.42 58.94 27.01 
axes .36 .80 .68 

Mise. 2.01 .09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 
Funded debt 3.09 78 3.83 

Total debt 53.58 39.03 55.86 41.03 58.94 33.91 
Reserves .59 .94 .67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 187.21 183.11 195.12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec. 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 teoen 463 
Worth-debt 86 137 79 134 69 170 
Sales-rec. 487 461 624 524 528 449 
Sales-mdse. 348 476 277 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 373 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value 

Current 30 838 24.90 79 23:70 66 19.80 
Mdse-rec. 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 59. 17570 40) 2: 
Sales-rec. 15 106 §15.90 116 17.40 115 17.25 
Sales-mdse. 15 73 10.95 70 10.50 56 8.40 
Sales-fixed 174 160 175 
Sales-worth 10 116." TEGO 130 036: 118. 130 618. 

100 81.95 82.30 70.45 
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MERCHANDISE-RECEIVABLES RATIO 

Because of the company’s high percentage of inventory, 

this ratio is very much in excess of the group. Justification 

for this inventory is looked for in the merchandise turnover 
as reflected by the sales-merchandise ratio. The following 
comparison indicates no such justification for the large in- 
vestment in merchandise. 

Year Co. : Group Relation 

Becond. «2 .isis 348 476 73 

LS ys Re ee 205. 394 70 
POOLE sce sc 232 412 56 

The last year the company only turns its merchandise 56 

per cent as rapidly as the group. While it is true that the 

sales per $100 of total footings is much less for the indi- 

vidual which would, of course, lower the ratio, the real 

trouble lies in the large quantity of merchandise. It is sug- 

gested here that the company liquidate their inventory for 

as much as possible and pay off current obligations with the 

proceeds. Probably a part of the merchandise is unsalable, 

but the unsalable stock certainly should not be included 

as part of the inventory. Ninety per cent of the inventory 

is being carried by creditors. A loss has been sustained in 

the net-worth percentage on the 100 per cent statement 

from 46.42 to 41.06. Profit and loss figures, or the surplus 

reconcilement, are not available which would help account 

for the increase of $72,000 during the past two years in net 

worth, but it is reasonable to inquire if the inventory were 

written down to salable value, whether or not there would 

have been any increase in net worth, unless due to addi- 

tional capita] put into the business. 

~~ The inventory situation suggests a series of objective sug- 

gestions. If the company were to reduce its merchandise to 

that percentage of its total assets held as merchandise in 



100 Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group — Co. Group 

Cash 2.49 5.10 1.46 5.70 ND. 6.28 
Receivables 39.19 39.92 29.32 38.03 28.97 39.27 
Merchandise 54.83 38.41 66.10 438.90 65.86 38.89 
Listed securities Aue .20 .07 
Misc. ‘ .39 20 81 .07 47 

Total current 96.90 838.77 96.88 88.67 97.02 84.98 

Total fixed SHlOs sGneo Bt A 8 a as 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 538.58 33.57 55.7%. ST AZ 58.94 27.01 
Taxes .36 .80 .68 
Mise. 2.01 .09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 
Funded debt 3.09 .78 3.83 

Total debt 53.58 .39.03 55.86 41.03 58.94 33.91 
Reserves .59 .94 .67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 187.21 183.11 195.12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec. 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 £3377 463 
Worth-debt 86 137 79 134 69 170 
Sales-rec. 487 461 624 524 528 449 
Sales-mdse. 348 476 PH 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 373 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value 
ee eee eds eee eee aN ee a ET Ce a 

Current 30 83 24.90 49.2840 66 19.80 
Mdse-rec. 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 59 17.70 40 12. 
Sales-rec. 15 106 15.90 116 17.40 115) —-:17.25 
Sales-mdse. 15 73 =10.95 70 10.50 56 8.40 
Sales-fixed 174 160 175 
Sales-worth 10 116 =611.60 130. =:18. 130.) 13% 

100 81.95 82.30 70.45 
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the group statement, it should carry $423,288 in inventory. 
The sales to merchandise ratio would then be 598 per cent. 

Such a reduction of inventory would release $665,137, 
which could be applied against current debt. This would 
leave current assets of $938,224 and current liabilities of 
$308,954, with a current ratio of 303 per cent. 

These two proportions would then be better than the se- 
lected figures by good margins. If such a financing were 
attempted, it would probably be discovered that no such re- 
duction could be effected, as there is undoubtedly too great 
an amount of slow-moving merchandise, much of which 

may be obsolete. But some such trend should be inaugu- 

rated if this company is to be brought into line and into a 
strong position. 

WORTH-FIXED AND SALES-FIXED RATIOS 

The same comments apply in this analysis against the 
group figures as were made when the company was meas- 

ured against itself. The small investment in fixed assets 
makes the value of these ratios unimportant in analysis. 

The company probably rents its buildings, so some adjust- 

ment should be made for this rent item, capitalizing the 
expense of rent at the usual 10 per cent. The group fig- 

ures, of course, are made up of those companies owning their 
buildings and those renting, so rather than capitalize the 

rent at 10 per cent the fixed ratios are omitted in this series 

of index numbers. 

WORTH DEBT RATIO 

Undercapitalization is more obvious in this analysis than 
in the previous one. Here the relation of the company’s 
ratio to the group runs 62, 59, and 40. Forty per cent of 

parity is decidedly poor, and if at all possible additional 

capital should be supplied. Whether or not outside capital 
could be induced to come into the business is questionable, 

but a suggestion is offered that the attempt be made, 
using the capital to retire the current obligations, thus 



100 Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group Co. Group 

Cash 2.49 5.10 1.46 5.70 2A 6.28 
Receivables 39.19 39.92 29.32 38.03 28.97 39.27 
Merchandise 54.83 38.41 66.10 48.90 65.86 38.89 
Listed securities 11 28 .07 
Misc. .39 2a 81 07 AT 

Total current 96.90 83.77 96.88 88.67 97.02 84.98 

Total fixed S210" 16.23 3-12" tits 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 53.58 33.57 55.77 37.42 58.94 27.01 
Taxes .36 .80 : 
Mise. 2.01 09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 
Funded debt 3.09 .78 3.83 

Total debt 53.58 39.03 55.86 41.03 58.94 33.91 
Reserves .59 94 .67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 190.80 187.21 ISSAI 195.12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 Bey y 463 
Worth-debt 86 137 79 134 69 170 
Sales-rec. 487 461 624 524 528 449 
Sales-mdse. 348 476 277 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 373 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value 

Current 30 83 24.90 72 © 23;70 66 19.80 
Mdse-rec. 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 69. 17.70 40 wit? 
Sales-rec. 15 106 =15.90 116 17.40 115 . 17.25 
Sales-mdse. 15 73 10.95 70 10.50 56 8.40 
Sales-fixed 174 160 175 
Sales-worth 10 116 =:11.60 130 >" is: 130, 13 
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strengthening the position of the creditors. This together 
with the funds received from an inventory liquidation 
would naturally strengthen the company as a credit risk. 

If the inventory adjustment just mentioned were effected, 
this worth-debt ratio would be 219 per cent, or considerably 
above the group or selected figure. 

SALES-RECEIVABLE RATIO 

This company has less receivables per $100 of total foot- 

ings than the group, sufficiently less to make up for sub- 
stantially less sales. Receivables turnover is, therefore, 
higher than the group. No additional comments need to be 

made on this ratio. 

SALES-MERCHANDISE RATIO 

Previous comments on the make-up of current assets un- 

der the merchandise to receivables ratio are sufficient to 
point out the weaknesses here. 

SALES WORTH 

The company shows a more rapid turnover of net worth 

than is shown by the group. Although sales for the com- 

pany are lower than the 100 per cent group figures, the 

small percentage of net worth more than offsets the reduced 

sales volume. 

SUMMARY 

1. Very poor cash and cash receivables to current lia- 
bilities position. 

2. An overinventoried situation, calling for substantial 

liquidation. 
3. A frightfully weak worth debt or owned to borrowed 

capital position which indicates a need for an addi- 
tional supply of capital by the owners. 

4. This is almost entirely an inventory dislocation. It 



100 Per Cent Statement 

Second year Third year Fourth year 

Co. Group Co. Group Co. Group 

Cash 2.49 5.10 1.46 5.70 2D 6.28 
Receivables 39.19 39.92 29.32 38.03 28.97 39.27 
Merchandise 54.88 38.41 66.10 48.90 65.86 38.89 
Listed securities ll 123 .07 
Misc. .39 (25 .81 .07 47 

Total current 96:90 83.77 96.88 88.67 97.02 84.98 

Total fixed SLO a Oe aulZ ode 2.98 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables bSeoS. -Sobr 65.77 37.42 58.94 27.01 
Taxes .36 .80 .68 
Misc. 220% .09 2.03 2.39 

Total current 53.58 35.94 55.86 40.25 58.94 30.08 
Funded debt 3.09 18 3.83 

Total debt 53.58 39.03 55.86 41.03 58.94 33.91 
Reserves .59 .94 67 
Net worth 46.42 60.38 44.14 58.03 41.06 65.42 

Total 100.00 100.00 100.00 100.00 100.00 * 100.00 

Sales 190.80 187.21 183:11 195.12 153.19 180.88 

Ratios 

Current 181 218 173 219 164 248 
Mdse-rec. 140 102 225 113 227 93 
Worth-fixed 1,497 443 1,414 642 Led 463 
Worth-debt 86 137 79 134 69 170 
Sales-rec. 487 461 624 524 528 449 
Sales-mdse. 348 476 277 394 232 412 
Sales-fixed 6,154 1,595 5,868 2,361 5,140 1,320 
Sales-worth 411 348 414 293 373 261 

Index 

Wt Rel. Value Rel. Value Rel. Value 

Current 30 83 24.90 TQ. 23:20 66 19.80 
Mdse-rec. ; 127 150 159 
Worth-fixed 171 155 167 
Worth-debt 30 62 18.60 59 17.70 40 12. 
Sales-rec. 15 106 15.90 116 =17.40 TS 725 
Sales-mdse. 15 73 10.95 70 10.50 56 8.40 
Salesefixed 174 160 175 
Sales-worth 10 LIG) F1TR60 130) 918: 130. 183. 
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may be a poorly selected and unbalanced inventory. 
It may be an inventory speculation. If it is not ad- 

justed or corrected the banker creditors are on the 

verge of becoming merchants. 

THE EFFECT OF CHANGING THE WEIGHTS 

The following explanation and tabulation are given to 

show that the changing of weights used to develop the index 

number, if varied within reason, will change the size of the 

index number but not the general trend. If the index num- 

bers were plotted on a chart, the lines would be higher or 

lower, but their direction would be the same. 

The relation column is the same as that used for devel- 

oping the index number based on the cross-footed figures. 

In this discussion weight will be given to the ratios involv- 

ing the fixed assets in order to satisfy those who think that 

the percentage of fixed assets has nothing to do with 

whether or not they are used in analysis. The argument 

is that if only a small part of the capital is tied up in fixed 
assets the company is in so much more liquid position. 

INDEX 

Ratio Wt. Rel. Value Rel. Value Rel. Value 

Current....... 25 104 # 26.00 98 24.50 93 23.25 

Mdse.—ree. ... 73 116 117 

Worth—fixed.. 15 104 15.60 98 14.70 95 14.25 
Worth—debt.. 25 106 26.50 97 24.25 85 21.25 
Sales—rec..... 10 83 8.30 107 10.70 91. AOL8 
Sales—mdse... 10 113 11.30 91. °9.10 76 «67.60 
Sales—fixed... 10 101 10.10 96 9.60 84 8.40 
Sales—worth.. 5 97 4.85 98 4.90 88 4.40 

100 102.65 97.75 88.25 

This shows the company at its very best. The index 
numbers using the first weights compared with the above 

are as follows: 
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Year First series of weights This series 

BECONGs vires bseo 102.10 102.65 
DBS wosrbiel ans 98 .00 97.75 
ONIN EL ars tata 87.25 88.25 

It is not the intent of the authors to leave the impres- 
sion that they advocate the above weighting. However, it 

is a good illustration of the point that the weights can be 
changed quite radically without affecting the direction of 
the index number. The direction is still decidedly down- 

ward. 
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Specimen Analysis No. 4 

Data Submitted by Company 

: Cross- 
First Second Third Fourth Fifth footed 
state- state- state- state- state- statement 
ment ment ment ment ment period 

Cash » 14,789 3,992 9,694 8,613 8,258 45,847 
Receivables 126,003 109,960 156,994 109,631 124,183 626,772 
Inventory 123,362 124,890 118,215 75,362 75,869 517,697 
eo sec. 

Sc. 

Totalcurrent 264,154 238,842 284,903 193,606 208,310 1,139,816 
Plant and 

equipment 26,122 26,407 27,495 28,061 28,320 136, 404 
Misc. 14,581 12,491 10,053 5,117 2,849 45 ,092 

Total fixed 40,703 38,898 37,548 33,178 31,169 181,496 
Goodwill 118,274 126,410 122,810 367 , 494 

>Total 304,857 277,740 322,451 226,784 239,479 1,371,312 

Payables 183,061 116,072 196,399 127,383 129,293 752,210 
Taxes 
Mise. 5,409 39,561 1,635 46,605 

Totalcurrent 188,470 155,633 196,399 129,018 129,293 798 ,815 

Total debt 188,470 155,633 196,399 129,018 129,293 798,815 
Reserves 5,624 7,881 7,164 11,956 14,208 46,831 
Capital stock 232,944 249,224 245,620 122,810 122,810 
Surplus 3,907 8,588 3,922 37,000 26,832 

Net worth 110,763 114,226 118,888 85,810 95,978 525 ,666 

Total 304,857 277,740 322,451 226,784 239,479 1,371,312 

Sales 787,678 peel 766,440 577,496 yee 3,500,614 
Profit Est.lyr. 770,000 601,000 

28,886 14,681 411 933,078 12,365 

*Details of capital and surplus not given. 
bLess Goodwil 
Deficit 
4Loss 
The second and fifth statements are half-year statements. 



100 Per Cent Statements 

Cross- 

First Second Third Fourth Fifth footed 

statement statement statement statement statement period 

statement 

Co. Co Co. Co Co. 

Cash 4.85 1.44 3.01 3.80 3.45 3.03 

Receivables 41.33 39.59 48.69 48.34 51.86 45.71 

Inventory 40.47 44.97 36.66 33.23 31.68 37.75 

Listed seo 

Misc 

Total current 86.65 86. 88.36 85.37 86.99 86.76 

Total fixed 13.35 14, 11.64 14.63 13.01 13.24 

Total 100.00 100.00 100.00 100.00 100.00 100.00 
eee 

Payables 60.05 41.79 60.91 56.17 53.99 54.85 

Taxes 

Misc. 1.77 14.25 72 3.40 

Total current 61.82 56.04 60.91 56.89 53.99 58.25 

Funded debt 

Total debt 61.82 56.04 60.91 56.89 53.99 58.25 

Reserves 1.84 2.84 2.22 5.27 5.93 3.42 

Net worth 36.34 41.12 36.87 37.84 40.08 38.33 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 258.38 277.09 237.69 254.65 250.29 255.27 

Ratios 

Current 140 153 145 150 161 149 

Mdse.-rec. 98 113 75 68 61 82 

Worth-fixed 272 293 316 258 308 289 

Worth-debt 58 73 60 66 74 65 

Sales-rec. 625 699 488 527 482 558 

Sales-mdse. 638 616 648 766 790 676 

BSalea-fixed 1,935 1,979 2,042 1,740 1,923 1,928 

Sales-worth 711 673 644 672 624 666 

Index 

Wt. Rel. Value Rel. Value QRel. Value Rel. Value Rel. Value 

Current 25 94 23.50 103 25.75 97 24.25 100 25.00 108 27.00 

Mdse-rec. 117 128 91 83 74 

Worth-fixed 15 94 14.10 102 15.30 109 16.35 89 13.35 107 16.05 

Worth-debt 25 89 22.25 111 27.75 92 23. 101 25.25 112 28. 

Sales-rec. 10.202 110" 182 2310 87 8.70 94 9.40 86 8.60 

Sales-mdse. 10 94 9.40 91 9.10 96 9.60 112 11.20 115 11.50 
Sales-fixed 10 101 10.10 103 10.30 106 10.60 90 9.00 99 9.90 
Sales-worth 5 107 5.35 101 5.05 96 4.80 101 5.05 94 4.70 

Index 100 95.80 105.35 97.30 98.25 105.75 
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\ 
SPECIMEN Anatysis No. 4 

No BACKGROUND figures were available against which to 
measure this company, so the five statements have been 

cross-footed, adjusting the sales for the June statements to 
an annual basis. The second and fifth statements are semi- 

annual statements. It is not generally the best practice to 
include semiannual statements in the cross-footed period 
statement, but inasmuch as these statements appear to be 

better than the annual, they have been included. It is un- 
fortunate that there are no type figures, because what ap- 

pears here as a poor exhibit may be approximately typical 
in the industry. 

The dollar statement shows a very large item for goodwill 
and promotion expense on the first three statements. This 

has been deducted from the total assets and the net worth. 
Apparently the company thought very little of it as an 

asset, because it was written off on the last two statements. 
No detail of the capital and surplus account appeared on 

the fourth statement. In order to get this detail the loss 
for the year ended with the fourth statement and was added 
to the deficit for the previous year. The net worth shown 
on the fourth statement is the one appearing on the original 

statement, which is proof for the above reconcilement. 

CURRENT RATIO 

The current ratio runs from a low of 140 on the first 
statement to 161 on the fifth statement, an unsatisfactory 

condition. Although the company shows an improvement, 

161 can hardly be called a satisfactory ratio. The com- 
pany’s assets are largely current, but this good condition is 

offset by large borrowings to support them. Only on the 
fifth statement does the company pass the acid test, and 

then only by a small margin. 



100° Per Cent Statements 

Cross- 

First Second Third Fourth Fifth footed 

statement statement atatement statement statement period 

statement 

Co. Co. Co. Co. Co. 

Cash 4.85 1.44 3.01 3.80 3,45 3.03 

Receivables 41.33 39.59 48.69 48.34 51.86 + 45.71 

Inventory 40.47 44.97 36.66 33.23 31.68 37.75 

Listed sec. 

Misc. 

Total current 86.65 86. 88.36 85.37 86.99 86.76 

Total fixed 13.35 14, 11.64 14.63 13.01 13.24 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 60.05 41.79 60.91 56.17 53.99 54.85 

Taxes 

Misc. 1.77 14.25 -72 3.40 

Total current 61.82 56.04 60.91 56.89 53.99 58.25 

Funded debt 

Total debt 61.82 56.04 60.91 56.89 53.99 58.25 

Reserves 1.84 2.84 2.22 5.27 5.93 3.42 

Net worth 36.34 41.12 36.87 37.84 40.08 38.33 

Total 100.00 100.00 100.00 100.60 100.00 - 100.00 

Sales 258.38 277.09 237.69 254.65 250.29 255.27 

Ratios 

Current 140 153 145 150 161 149 

Mdse.-reo. 98 113 75 68 61 82 

Worth-fixed 272 293 316 258 308 289 

Worth-debt 58 73 60 66 74 65 

Sales-rec. 625 699 488 527 482 558 

Sales-mdse. 638 616 648 766 790 676 

Sales-fixed 1,935 1,979 2,042 1,740 1,923 1,928 

Sales-worth 711 673 644 672 624 666 

Index 

Wt. Rel. Value Rel. Value Rel. Value: Rel. Value Rel. Value 

Current 25 94 23.50 103 25.75 97 24.25 100 25.00 108 27.00 
Mdse-rec. 117 128 91 83 74 
Worth-fixed 15 94 14.10 102 15.30 109 16.35 89 13.385 107 16.05 
Worth-debt 25 89 22.25: 111 27.75 92 23. 101 25.25 112 28. 
Sales-rec. 10) UD a0, ek asc 87 8.70 94 9.40 86 8.60 
Sales-mdse, 10 94 9.40 91 9.10 96 9.60 112 11.20 115 11.50 
Sales-fixed 10 101 10.10 103 10.30 106 10.60 90 9.00 99 9.90 
Sales-worth 5 107 5.35 101 5.05 96 4.80 101 5.05 04 4.70 

Index 100 95.80 105.35 97.30 98.25 105.75 
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WORTH FIXED 

This ratio, which runs from a low of 258 to 316, ending 

with 308, shows a sufficiently good margin of owned capital 
to fixed assets investment. 

WORTH DEBT 

The poor current ratio is further emphasized in a low 
owned to borrowed capital position. The high for the 
period is on the last statement, but a condition where the 
owners supply $74 of capital for every $100 put up by 

creditors is far from satisfactory. The company needs ad- 
ditional capital very badly. The series of red figures on the 
profit-and-loss statement hardly indicates any ability to 
make money, so we doubt whether outside capital could be 
attracted. It is suggested that the owners are probably 
drawing salaries in excess of what the company can afford 
to pay. It then simmers down to a case of “robbing Peter 

to pay Paul.” The owners are gradually liquidating their 
interest by taking it out in salaries while the creditors are 
holding the bag. 

SALES RATIOS 

The sales for this company have fallen off considerably 
during the past two years. This in the face of the rather 
prosperous times enjoyed during this period. In good times 

people are generally more inclined to’purchase the finer 
things of life. Inasmuch as some of these finer things are 
the stock in trade of this company, it is thought that unless 

there is something wrong with either the merchandise or 
the sales department, there should be an increase rather > 

than a decline in sales. 

SALES-MERCHANDISE 

This ratio indicates faster turnover of merchandise on 

the last statement than the other statements. This is due 

primarily to about a 40-per-cent reduction in the inventory 

on the dollar statement from the first statement. The loss 



106 Per Cent Statements 

Cross- 

First Second Third Fourth Fifth footed 

statement statement statement statement statement period 

statement 

Co. Co Co. Co Co 

Cash 4.85 1.44 3.01 3.80 3.45 3.03 

Receivables 41.33 39.59 48.69 48.34 51.86 45.71 

Inventory 40.47 44.97 36.66 oo72o 31.68 37.75 

Listed sec. 

Misc. 

Total current 86.65 86. 88.36 85.37 86.99 86.76 

Total fixed 13.35 14, 11.64 14.63 13.01 13.24 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 60.05 41.79 60.91 56.17 53.99 54.85 

Taxes 

Misc. Ni 14.25 -72 3.40 

Total current 61.82 56.04 60.91 56.89 53.99 58.25 

Funded debt 

Total debt 61.82 56.04 60.91 56.89 53.99 58.25 

Reserves 1.84 2.84 2.22 5.27 5.93 3.42 

Net worth 36.34 41.12 36.87 37.84 40.08 38.33 

Total 100.00 100.00 100.00 100.00 100.00 - 100.00 

Sales 258.38 277.09 237.69 254.65 250.29 255.27 

Ratios 

Current 140 153 145 150 161 149 

Mdse.-rec 98 113 75 68 61 82 

Worth-fixed 272 293 316 258 308 289 

Worth-debt 58 73 60 66 74 65 
Sales-rec. 625 699 488 527 482 558 

Sales-mdse. 638 616 648 766 790 676 

Sales-fixed 1,935 1,979 2,042 1,740 1,923 1,928 

Sales-worth 711 673 644 672 624 666 

Index 

Wt. Kel. Value Rel. Value Rel, Value Rel. Value Rel. Value 

Current 25 04 23.50 103 28.75 97 24.25 100 25.00 108 27.00 

Mdse-rec. 137 128 91 83 74 

Worth-fixed 15 94 14.10 102 15.30 109 16.35 89 13.385 107 16.05 

Worth-debt 25 89 22.25 111 27.75 92 23. 101 25.25 112 28, 

Sales-rec. 10,.2131 PEIOU Nh) 29210 87 8.70 94 9.40 86 8.60 

Sales-mdse. 10 94 9.40 91 9.10 96 9.60 112 11.20 115 11.50 

Sales-fixed 10 101 10.10 103 10.30 106 10.60 90 9.00 99 9.90 
Sales-worth 5 107 5.85, 101 5.05 96 4.80 101 5.05 94 4.70 

Index 100 95.80 105.35 97.30 98.25 105.75 
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in inventory on the fourth statement and reduction in net 
worth hardly need explanation. The company’s dollar sales 
figures for the fifth statement are 76 per cent of the first 
figures, while the last inventory is 63 per cent of the first. 
This further indicates a loss of the market and also a reduc- 
tion of inventory by something more than the loss of the 
market as expressed in percentage. An explanation of the 
loss in sales certainly should be forthcoming. 

SALES-RECEIVABLES 

The company has a considerably larger percentage of its 
total assets tied up in receivables on the last statement than 

on previous ones, as shown by the 100 per cent statement. 

If these accounts are good, it is a satisfactory condition, but 
an inquiry should be made as to whether or not the com- 
pany is selling on a time basis to a greater extent. Their 

ratio of sales to receivables reflects a slowing up which 
prompts this suggestion. Creditors should make certain 

that the company does not hypothecate these receivables 

from under their obligations, and in view of a poor current 
and worth debt position the creditors should offset a lien 
on these receivables or some stringent methods to prevent 
other hypothecation. Cash is only 6 per cent of payables, 

but as the extent of the bank loans in the total payables is 
not known it is impossible to say whether or not a satisfac- 
tory balance is being maintained. Six per cent of payables 
does not, however, seem sufficient. 

SUMMARY 

. Current ratio is low. 
. New capital is needed. 
. Earnings do not seem sufficient to attract outside 

capital. 
4. Sales show substantial decrease. 

5. Conserve earnings and cut expenses to build up a bet- 

ter owned to borrowed capital relation. 

Oh = 
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Specimen Analysis No. 5 

Data Submitted by Company 

First Second Third Fourth Fifth 
Assets year year year year year 

Cash 385,244 459,133 413,438 740,962 669,478 
Receivables 2,623,078 2,413,769 2,361,673 2,274,464 2,651,235 
Inventory © 2,097,937 3,311,833 3,209,528 5,882,815 4,420,760 
ety secur. 

isc. 

Total current 5,106,259 6,184,735 5,984,639 8,898,241 7,741,473 

Total fixed 2,406,110 2,810,187 3,004,252 3,732,745 5,556,401 

Total 7,512,369 8,994,922 8,988,891 12,630,986 13,297,874 

Payables 482,295 1,284,492 1,203,647 4,089,425 1,689,272 
Mae 138,417 198,024 198,431 210,419 96,718 

Total current 620,712 1,482,516 1,402,078 4,299,844 1,785,990 
Funded 2,220,000 2,220,000 2,220,000 2,220,000 3,996,000 

Total debt 2,840,712 3,702,516 3,622,078 6,519,844 5,781,990 
Reserves 

Net worth 4,671,657 5,292,406 5,366,813 6,111,142 7,515,884 

Total 7,512,369 8,994,922 8,988,891 12,630,986 13,297,874 

Sales 10,426,600 10,451,982 10,765,742 14,279,225 13,949,074 



100 Per Cent Statements 

First Second Third Fourth Fifth 
year year year year year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.13 5.30 5.10 5.08 4.60 5.07 5.87 6.42 5.03 4.56 

Receivables 34.92 15.10 26.84 14.88 26.27 14.31 18.01 14.94 19.94 14.68 

Inventory 27.92 21.20 36.82 22.95 35.71 21.20 46.57 24.52 33.24 26.85 

Listed secur. 1.50 52 45 01 Ol 

Misc. 01 .03 : fits 

Total current 67.97 43.10 68.76 43.44 66.58 41.06 70.45 45.89 58.21 46.87 

Total fixed 32.03 56.90 31.24 56.56 33.42 58.94 29.55 54.11 41.79 53.13 

Payables 6.42 13.40 14.28 12.12 13.39 9.53 32.38 9.63 12.70 9.32 

Taxes 12 44 61 68 

Misc. 1.84 2.20 68 2.21 65 L677 P89 73 §=61.69 

Total current 8.26 13.40 1648 12.92 15.60 10.62 34.05 12.13 13.43 11.69 

Funded 29.55 24.20 24.68 24.14 24.70 23.68 17.57 23.55 30.05 25.44 

Total debt 37.81 37.60 41.16 37.06 40.30 34.30 51.62 35.68 43.48 37.13 

Reserves 2.63, 3.47 3.48 

Net worth 62.19 62.40 58.84 60.31 59.70 62.23 48.38 60.84 56.52 62.87 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 138.79 73.60 116.20 87.95 119.77 86.10 113.05 94.79 104.89 109.83 

Ratios 

Co. Group Co. Group Co. Group aCe: Group Co. Group 

Current 822 322 417 348 426 349 207 280 433 300 

Mdse-rec 

Worth-fixed 194 110 188 118 179 115 164 130 135 140 

Worth-debt 165 192 143 201 148 185 94 190 130 175 

Sales-rec. 397 487 433 618 456 773 628 660 526 700 

Sales-mdse. 497 347 316 434 335 431 243 380 316 500 

Sales-fixed 433 130 372 212 358 198 383 245 251 350 

Sales-worth 223 118 197 179 201 153 234 170 186 200 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 161 40.25 117 29.25 118 29.50 74 18.50 181 382.75 

Mdse-reo 

Worth-fixed 15 144 21.60 187 20.55 186 20.40 121 18.15 96 14,40 
Worth-debt 25 86 21.50 72h) arsed 80 20.00 49 12.25 74 18.50 
Sales-rec. 10 82 8.20 70 Ie 59 5.90 95 9.50 75 OF. 50 
Sales-mdse. 10 130 13. 73 7.30 78 7.80 64 6.40 63 6.30 
Sales-fixed 10\- 1720) = sh7. 143 14.30 145 14.50 136 13.60 72 = =7.20 
Sales-worth 5 147 7.35 109 5.45 124 6.20 127. =+6.35 93 4.65 Se ae ere eee ee ea Se SR EE 

Index 100 128.90 101.60 104.30 84.75 91.30 
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SPECIMEN ANALYsIs No. 5 

THIS company is engaged in the manufacture of a prod- 

uct, the raw material for which is subject to considerable 
fluctuation in price, which naturally requires that a great 

deal of knowledge and judgment must be exercised if profits 

are to be consistently made. Only a few of the concerns in 
this industry have been consistently profitable. 

The figures submitted in this example include some sub- 
sidiary data which explain the increase in fixed assets and 
net worth. The loss in the last year’s operation amounted 
to $474,515 after absorbing an inventory deflation and sev- 
eral other adjustments of approximately $1,480,000. The 

dividends amounted to $442,641. To offset the losses the 
plant was marked up $1,480,000 and a 25-per-cent stock 
dividend declared out of capital surplus. The company en- 
joyed the largest unit sales in its history but the dollar 

value is somewhat less than last year. 

CURRENT RATIO 

With the exception of the fourth year this ratio has been 
better than the group for the period. It is noted that the 

ratio, however, was improved the last year by funding a 

substantial part of the current indebtedness, so that while 
the current debt goes down $2,514,000, the funded debt 
goes up about $1,776,000, leaving a net reduction in total 
debt of about $738,000. The writers have often noticed 
companies which have funded in the face of a falling cur- 
rent ratio, only to let the current position decline again. 
Some managements seem to think that, having funded a 

debt, they can forget it, expecting to use the same means 
again if the current ratio falls. Such practice is all right 
within bounds, but it also often marks the first step in a 

company headed for bankruptcy. 



100 Per Cent Statements 

First Second Third Fourth Fifth 
year year year year year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.13 5.30 5.10 5.08 4.60 5.07 5.87 6.42 5.03 4.56 

Receivables 84.92 15.10 26.84 14.88 26.27 1431 18.01 14.94 19.94 14.68 

Inventory 27.92 21.20 36.82 22.95 35.71 21.20 46.57 24.52 33.24 26.85 

Listed secur. 1.50 52 45 01 01 

Misc. 01 03 17 

Total current 67.97 43.10 68.76 43.44 66.58 41.06 70.45 45.89 58.21 46.87 

Total fixed 32.03 56.90 31.24 56.56 33.42 58.94 29.55 54.11 41.79 53.13 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 6.42 1340 14.28 12.12 13.39 9.53 32.38 9.63 12.70 9.32 
Taxes 12 44 61 ‘68 
Misc. 1.84 2.20 68 2.21 65 1.67 -. ~5:89) 73 ©6169 

Total current 8.26 13.40 1648 12.92 15.60 1062 34.05 12.13 13.43 11.69 

Funded 29.55 24.20 24.68 24.14 24.70 23.68 17.57 23.55 30.05 25.44 

Totaldebt 37.81 37.60 41.16 37.06 40.30 34.30 51.62 35.68 43.48 37.13 
Reserves 2.63 ie ae 3.48 

Net worth 62.19 62.40 58.84 60.31 59.70 62.23 48.38 60.84 56.52 62.87 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 138.79 73.60 116.20 87.95 119.77 86.10 113.05 94.79 104.89 109.83 

Ratios 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Current 822 322 417 348 426 349 207 280 433 300 

Mdse-rec 

Worth-fixed 194 110 188 118 179 115 164 130 135 140 
Worth-debt 165 192 143 201 148 185 94 190 130 175 

Sales-rec. 397 487 433 618 456 773 628 660 526 700 
Sales-mdse. 497 347 316 434 335 431 243 380 316 500 
Sales-fixed 433 130 372 212 358 198 383 245 251 350 
Sales-worth 223 118 197 179 201 153 234 170 186 200 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 161 40.25 4117 429.25 118 29.50 74 18.50 181 32.75 
Mdse-rec. 

Worth-fixed 15 144 21.60 187 20.55 136 20.40 121 18.15 96 14.40 
Worth-debt 25 86 21.50 TIO LS 80 20.00 49 12.25 74 18.50 
Sales-rec. 10 82 8.20 70 7. 59 5.90 95 9.50 75. . 7260 
Sales-mdse. 10 130 13. 73 7.30 78 7.80 64 6.40 63 6.30 
Sales-fixed 10 170 17. 143 14.30 145 14.50 136 13.60 72 7.20 
Sales-worth 6 147 7.35 109 5.45 124 6.20 127 6.35 93 4.65 

Index 100 128,90 101.60 104.30 84,75 91.30 
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WORTH FIXED RATIO 

This ratio is above the group ratio for the period, except 
in the last year, when, as previously noted, the plant was 
written up $1,480,000. The justification for this write-up 
should be carefully investigated. It is a favorite way of 

changing a real operating deficit into an apparent profit. 
While it is true that the stockholders are the ones most in- 
terested in this write-up, due to the 25-per-cent stock divi- 

dend received, nevertheless it is to the interest of the credit 

man also whether or not there is a real value behind this 
write-up. 

While the 100 per cent figures show the company has less 
invested in fixed assets than the industry shows, the actual 
dollar figures show a steady increase from $2,406,110 in the 
first year to $5,556,401 the last year. 

At this point it might be well to inject one of the sup- 

plementary tests—the funded to total fixed assets ratio. 

FUNDED DEBT TO FIXED ASSETS RATIO 

Year Co. Group 

Recreate Pe oe 92 42 
EE T% raph SS Ee apieae | emg Bel eager Sa aR 79 42 
“aN Gx LE OTE cr ce netee ie ea nem, aCe 74 40 

TEES cS Co Re el et IR bea 59 43 
Hepner roe eta ees cine att Meee 48 

The company has mortgaged its plant to a far greater 

extent than the group in all five years. The mortgage the 
first year probably carried with it a lien on the current 

assets because the margin is so small. The writers suggest 

that such a condition is possible again in other years and 

believe the indenture in the mortgage should be carefully 

read. If there is a lien on the current assets or it is neces- 

sary to maintain a certain current ratio, this affects the 

standing as a credit risk. Also, attention is called to the 

- fact that the fixed assets include total plant equipment and 



100 Per Cent Statements 

First Second Third Fourth Fifth 
year year year year year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.13 5.30 5.10 5.08 4.60 5.07 5.87 6.42 5.03 4.56 

Receivables 84.92 15.10 26.84 14.88 26.27 14.31 18.01 14.94 19.94 14.68 

Inventory 27.92 21.20 36.82 22.95 35.71 21.20 46.57 24.52 33.24 26.85 

Listed secur. 1.50 52 45 01 01 

Misc. 01 .03 77 

Total current 67.97 43.10 68.76 43.44 66.58 41.06 70.45 45.89 58.21 46.87 

Total fixed 32.03 56.90 31.24 56.56 33.42 58.94 29.55 54.11 41.79 53.13 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 6.42 1340 14.28 12.12 13.39 9.53 32.38 9.63 12.70 9.32 
Taxes 12 44 61 68 
Misc. 1.84 2.20 68 2.21 65 1.67 1.89 73 ~=1.69 

Total current 8.26 1340 1648 12.92 15.60 10.62 3405 12.13 13.43 11.69 

Funded 29.55 24.20 24.68 24.14 24.70 23.68 17.57 23.55 30.05 25.44 

Total debt 37.81 37.60 41.16 37.06 40.30 34.30 51.62 35.68 43.48 37.13 

Reserves 2.63 3.47 3.48 

Net worth 62.19 62.40 58.84 60.31 59.70 62.23 48.38 60.84 56.52 62.87 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 138.79 73.60 116.20 87.95 119.77 86.10 113.05 94.79 104.89 109.83 

Ratios 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Current 822 322 417 348 426 349 207 280 433 300 

Mdse-rec 

Worth-fixed 194 110 188 118 179 115 164 130 135 140 

Worth-debt 165 192 143 201 148 185 94 190 130 175 

Sales-rec 397 487 433 618 456 773 628 660 526 700 

Sales-mdse. 497 347 316 434 335 431 243 380 316 500 

Sales-fixed 433 130 372 212 358 198 383 245 251 350 

Sales-worth 223 118 197 179 201 153 234 170 186 200 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 161 40.25 117 29.25 118 29.50 74 18.50 181 32.75 

Worth-fixed 15 144 21.60 137 20.55 186 20.40 121 18.15 96 14.40 
Worth-debt 25 86.21.50 rf) Wes iy gs 80 20.00 49 12.25 74 18.50 
Sales-rec. 10 82 8.20 70 ie 59 5.90 95 9.50 75 7.50 
Sales-mdse. 10 130 13. 73 7.30 78 7.80 64 6.40 63 6.30 
Sales-fixed LOL? WOR Ts 143 14.30 145 14.50 136 13.60 72 7.20 
Sales-worth 5 147 7.35 109 5.45 124 6.20 127 6.35 93 4.65 

Index 100 128.90 101.60 104.30 84.75 91.30 



APPENDIX 259 

other non-current assets. Omitting some of the non-current 
assets would reduce the security behind the mortgage and 
make the margin less. This high percentage of mortgage is 
a danger sign, and if the mortgage carries with it a lien on 

the current assets, it may change the entire complexion of 

the present satisfactory current position. 

WORTH DEBT RATIO 

This ratio has not been as high as the group in any of the 
five years, as shown by the following table: 

Year Co. Group Rel. 

2 TE neal goes ioe aa 165 192 86 
RCIA rcs coun A ove 143 201 71 
ELAS 2 Baty, aaa arene 148 185 80 

BE eer rect cave oF ronares 94 190 49 
ORES a en ea 130 175 74 

In the last year the company only shows $56.52 supplied 

by the owners out of every $100 of total footings, against 

the group of $62.87, and a debt of $43.48 against the group 
. of $37.13. This, it must be remembered, includes the 

write-up. If this is not included the ratio is only 104 per 
cent, a very poor condition. The owners are then only sup- 
plying $4 of capital more per $100 than the creditors—not 
a safe margin. This indicates a top-heavy with debt posi- 
tion. The company has maintained a liberal dividend pol- 
icy, which the figures do not indicate was warranted. Being 

top-heavy with debt, this company should conserve its 

earnings so as to be less dependent upon borrowings for 
capital supply. This would be a sound policy to establish 
credit. A too liberal dividend policy in the face of the debt 
position has the look of a stock-selling support scheme. 

SALES RATIOS 

These ratios are below parity in the last year. The 100- 
per-cent statement indicates that there is about only a 



100 Per Cent Statements 
! 

First Second Third Fourth Fifth 
year year year year year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.13 5.30 5.10 5.08 4.60 5.07 5.87 6.42 5.03 4.56 

Receivables 34.92 15.10 26.84 14.88 26.27 14.31 18.01 14.94 19.94 14.68 

Inventory 27.92 21.20 36.82 22.95 35.71 21.20 46.57 24.52 33.24 26.85 

Listed secur. 1.50 52 45 01 01 

Misc. 01 03 17 

Total current 67.97 43.10 68.76 43.44 66.58 41.06 70.45 45.89 58.21 46.87 

Total fixed 32.03 56.90 31.24 56.56 33.42 58.94 29.55 54.11 41.79 53.13 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 6.42 1340 14.28 12.12 13.39 9.53 32.38 963 12.70 9.32 

Taxes 12 44 61 68 

Misc. 1.84 2.20 68 2.21 65 167 1.89 73 ~=1.69 

Total current 8.26 1340 16.48 12.92 15.60 10.62 34.05 12.13 1343 11.69 
Funded 29.55 24.20 24.68 24.14 24.70 23.68 17.57 23.55 30.05 25.44 

Total debt 87.81 37.60 41.16 37.06 40.30 34.30 51.62 35.68 43.48 37.13 

Reserves 2.63 3.47 3.48 

Net worth 62.19 62.40 58.84 60.31 59.70 62.23 48.38 60.84 56.52 62.87 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 138.79 73.60 116.20 87.95 119.77 86.10 113.05 94.79 104.89 109.83 

Ratios 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Current 822 322 417 348 426 349 207 280 433 300 

Mdse-rec 

Worth-fixed 194 110 188 118 179 115 164 130 135 140 

Worth-debt 165 192 143 201 148 185 94 190 130 175 
Sales-rec. 397 487 433 618 456 773 628 660 526 700 
Sales-mdse. 497 347 316 434 335 431 243 380 316 500 
Sales-fixed 433 130 372 212 358 198 383 245 251 350 
Sales-worth 223: 118 197 179 201 153 234 170. 186 200 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 161 40.25 117 29.25 118 29.50 74 18.50 181 32.75 
Mdse-rec. 

Worth-fixed 15 144 21.60 187 20.55 186 20.40 121 18.15 96 14.40 
Worth-debt 25 86 21.50 71 = «(17.75 80 20.00 49 12,25 74 18.50 
Sales-rec. 10 82 8.20 70 7. 59 5.90 95 9.50 75 7.50 
Sales-mdse. 10 130 13. 73 7.30 78 7.80 64 6.40 63 6.30 
Sales-fixed 10°") 170" S17. 143. 14.30 145 14.50 136 13.60 12 a eo 
Sales-worth 5 147 7.35 109 5.45 124 6.20 127 6.35 93 4.65 

Index 100 128.90 101,60 104.30 84.75 91 s 
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5-per-cent variation in volume between the company’s fig- 
ures and the group in the last year. The group figures 

indicate that a higher turnover should be expected, and 
while the comment was made that the unit sales had in- 

creased, the dollar sales had shown a recession over last 
year. In order to justify the larger percentage of receiv- 
ables and inventory it is reasonable to expect a higher sales 
volume. This is not offered as a very serious criticism, how- 

ever, except as it suggests competition in selling terms and 

the necessity for precaution against merchandise specula- 

tion. The creditor should satisfy himself on the soundness 
of the subject’s sales terms and inventory balance. 

SUMMARY 

1. Do not feel too secure in the bolstered-up current ratio 

through funding. 

2. Ascertain if write-up really adds anything to plant and 

was the stock dividend justified. 
3. Plant heavily mortgaged which raises the question, 

“Ts there a lien on the current assets?” 

4, Liberal dividend payments hardly seem to have been 

justified and the retention of earnings in the business 

to bolster up a declining worth debt ratio is suggested 

as a better remedy than the reappraisal of plant. 
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Specimen Analyses No. 6 

Data Submitted by Company 

First Second Third Fourth Fifth 
Date year year year year year 

Cash 1,242,611 353,676 289,954 373,667 474,474 
Rec. 939,250 992,661 1,115,594 1,505,823 1,686,960 
Inventory __—- 1,470,589 1,642,208 +=—1,855,315 1,836,056 2,005,941 
Listed securities 502,880 22,172 1,110 1,110 
Misc. * 109,476 ® 62,805 ® 52,033 ® 43,095 941,076 

Total current 4,264,806 3,073,522 3,314,006 3,759,751 4,208,451 
Plant and equip- 

_ ment 4,332,557 5,115,192 5,191,154 5,148,193 5,267,046 
Misc. 768,989 833,923 829,559 811,542 766,172 

Total fixed 5,101,546 5,949,115 6,020,713 5,959,735 6,033,218 
Goodwill 1,283,021 1,283,021 1,283,021 ‘1,283,021 —‘1,283,021 

Total—less 
G. W. 9,366,352 9,022,637 9,334,719 9,719,486 10,241,669 

Payables 1,283,953 836,350 1,260,286 1,440,556 2,029,077 
Taxes 15,910 
Mise. 

Total current 1,299,863 836,350 1,260,286 1,440,556 2,029,077 
Funded 5,676,049 3,646,720 3,609,720 3,474,855 3,537,385 

Total debt 6,975,912 4,483,070 4,870,006 4,915,411 5,566,462 
Reserves 34,847 53,993 36,062 62,432 41,108 
Minority stckhrs. 3,102 

Sub. Co. 
Capital stock 
Surplus 

Net worth— 2,355,593 4,485,574 4,428,651 4,741,643 4,634,099 
Inc. minority 

stock, less G.W. 

Total 9,366,352 9,022,637 9,344,719 9,719,486 10,241,669 

Sales Not Reported 22,461,648 22,200,000 27,750,000 31,450,000 

® Includes certain prepaid accounts and claims which have a contingent 
current character. 



100-Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 15.49 1646 16.47 17.21 

Inventory 15.70 21.83 18.20 21.48 19.87 22.99 18.89 26.92 19.59 26.92 

Listed secur. 5.37 74 25 1.82 01 1.46 01 -80 02 

Mise. 1.16 -06 69 08 -56 23 44 22 -40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

aTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 
Se 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 

Taxes 17 07 08 07 12 1.97 

Mise. -29 22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves of 1.59 60° 1-70 .39 1.76 64 1.56 40 1.69 

® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

aLess Good Will 

Ratios 

Current 328 233 367 208 263. 274 260 321 207 265 
Madse.-ree. 156 83 165: 126 166 189 122 140 119 Jos 
Worth-fixed 46 =«:136 75 119 73 128 79 124 77 125 
Worth-debt 34 1068 1 100) 4148 91 145 96 194 83 165 
Sales-rec. 1,037 2,263 1,280 1,990 2,141 . 1,843 1,538 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 
Sales-fixed 536 ««877,—Ss:«B0S,si(‘<iétSSSCKSSC«KBHHC (Cs«éRQ.:SCé«*@‘'SC‘“é‘ 
Sales-worth 414 501. 457 501 452 585 353 678 400 

Index 
SS a i ee Re ee 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25. 129 32.25. 119 29.75 96 24.00 81 20.25 78 19.50 

Mdse.-rec. 147 124 117 87 95 
Worth-fixed 15 34 5.10 63 9.45 578.55 64 9.60 61) 9.15 
Worth-debt 25 32 = 8.00 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec. 10 144 14.40 93 9.30 117 11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 72 7.20 88 8.80 91 9.10 
Sales-worth 5 > 109 545 110 5.50 149 7.00 141 7.05 
a ee A 

Index 100 96.30 81.00 81.40 80.70 



_APPENDIX | 265 

SPECIMEN ANALysIS No. 6 

BerroreE taking up the analysis of this company by ratios 
the dollar figures need some consideration. In them there 

appears a “goodwill” item of $1,283,021. This has remained 
stationary for the entire period. As the earning figures 
have riot indicated any unusual profit capacity, there seems 
to be no justification for its maintenance except to create a 
greater apparent net worth through liberal stock issue at 
the time of organization, through consolidation. of several 
separate operations. As an accounting set-up and offset to 

stock issue such an item is explainable, but as a liquidating 
value it is negligible because there has been no indication 
that earnings are commensurate with the capital issued on 

this basis. 
Therefore, the usual practice of deducting goodwill from 

the total assets and also reducing the net worth by that 

amount has been followed. Naturally, this affects ratios in- 

volving net worth, but in liquidation the goodwill would be 

so much wind. This may seem quite arbitrary, but the 

analysis of any set of figures when made as a basis of credit 

should allow only such assets to stand as have at least some 

fundamental realizable value in liquidation. If this com- 

pany were sold, the stated value could only be obtained for 

the goodwill by the greatest possible stroke of luck. There- 

fore it seems reasonable to eliminate it from the credit 

picture. . 
The amount under “miscellaneous current assets” is made 

up of insurance premiums, prepaid interest, special deposits, 

and claims. These items are ordinarily classified as non- 

current and placed down with the miscellaneous fixed assets, 

but we have been liberal in this instance because the items 

were so classified in conference by a bank as probably good, 

and as the company needed analytical liberality it was 

given the benefit of the doubt. The reasons for this gen- 

erosity will follow in the analysis. 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 15.49 16.46 16.47 17.21 
Inventory 15.70 21.83 18.20 21.48 19.87 22.99 18.89 26.92 19.59 26.92 
Listed secur. 5.37 74 25 1.82 01 1.46 01 80 02 
Misc. 1.16 .06 69 .08 -56 23 44 22 40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 3868 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

*Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 

Taxes mi § 07 08 07 12 1.97 
Misc. -29 22 22 1.61 -18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26082 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 37 = «1.59 60 1.70 39 ©=1.76 64 1.56 40 1.69 
® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

*Less Good Will 

Ratios 

Current 328 233 367 208 263 274 «260 321 207 ~ 265 
Mdse.-rec. 156 83 165 126 166 139 122 140 119 195 
Worth-fixed 46 136 75 #119 «+s 18 7 194 w 195 
Worth-debt 3 (108 100 asi 8 as a ee 
Bales-rec 1,037 2,263 1,280 1,990 2,141 1,843 1,588 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 
Sales-fixed 536 377 «49505 «=s 368-—s—«SOSsi«éGHC(Ci‘«éwNDSC*#D'SCC«é*TS 
Sales-worth 414 501 457 501 452 585 353 678 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 
Mdse.-rec. 147 124 117 87 95 
Worth-fixed 15 34 5.10 63 9.45 57 8.55 64 9.60 61 9.15 
Worth-debt 25 32 ~=—-8.00 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec. 10 144 14.40 93 9.30 117 11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 «7.40 72 7.20 88 8.80 91 9.10 
Sales-worth 5 109 5.45 110 5.50 140 7.00 141 7.05 
Riera ENS re eS ee ee 

Index - 100 96.30 81.00 81.40 80.70 
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CURRENT RATIO 

Here is a beautiful example of the folly of too great a 
reliance on the current ratio as an indicator of credit good- 
ness. As an indicator it serves its purpose best in pointing 
out a steady decline over the five years. The current ratio 
is as follows: 

Year Current Ratio 

CSch SRS eae ang Le ora RS a en hes Rr an ae 328 
OCG Cet Serer iene Ss (ate ec he ee 367 
UREN EDS tee tor Maa ee. a A eS Gt 263 
PS OMe Aion he ks ae Sh ie se a ed, 260 
RECT ete he at ee eis CK ag ey 207 

This, of course, is above the established 200 per cent, or 

2 for 1, and amply meets the requirements set up in one of 

the company’s bond issues. This industry is regarded as a 

particularly liquid industry, but an examination of a num- 

ber of companies in the same line indicates that this com- 

pany is not keeping pace even when comparing only the 

current ratio. These comparisons are as follows: 

Co. Selected Relation Co. to 

Year ratios ratios industry ratios 

Ly ame ar 328 233 129 
Second: i. ss. «.. 367 298 ° 119 
ard 225.) ks 263 274 96 
on 260 321 81 
Patil eos 207 265 78 

The above table indicates quite clearly that the company 
is not keeping up in current ratio proportion with the in- 

dustry in general, although its ratio stays above 200 per 

cent. 

An examination of the make-up of the current assets by 

the acid test and merchandise-to-receivables ratio is in 

order at this time. 



100 Per Cent Statements 

Date Virst year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 1549 1646 16.47 17.2) 

Inventory ~- 15.70 21.83 18.20 2148 19.87 22.99 18.89 26.92 19.59 26.92 

Listed secur. rey ¢ .74 25 ©6182 01 1.46 01 80 02 

Misc. 1.16 .06 69 08 -56 .23 44 22 -40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

aTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 

Taxes wd 07 .08 .07 -12 1.97 

Misc. .29 22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 3 ~=«1..59 60) 1270 09 \ 1.76 64 1.56 40 1.69 

@ Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100,00 100.00 100.00 
——— 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

sLess Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 

Mdse.-rec. 156 83 165 126 166 139 122 140 119 125 

Worth-fixed 46 136 75 119 73 128 79 124 77 125 

Worth-debt 34 106 100 148 91 145 96 194 83 165 

Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 

Sales-mdse. 899 1,368 960 1,197) 2,119 1,511) 1,246), 667 1270 

Sales-fixed 536 377 505 368 508 465 529 521 575 

Sales-worth 414 501 457 501 452 585 353 678 400 

Index 
Se SS Se ee 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 

Mdge.-rec. 147 124 pw iG 87 95 
Worth-fixed 15 34 ~=5.10 63 9.45 57 8.55 64 9.60 61 9.15 
Worth-debt 25 82 = 8.00 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec. 10 144 14,40 93 9.30 117 11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 72 7.20 88 8.80 Obs TOO 
Sales-worth 5 109 545 110 550 140 7.00 141 7.05 

SU RN aC ee Se ol Eos ED eee ee Mee ee Ee 
Index 100 96.30 81.00 81.40 80.70 
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ACID TEST RATIO 

First year Second year Third year Fourth year Fifth year 
Co. Group Co. Group Co. Group Co. Group Co. Group 

(OL) RSS a ann Re 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 
Receivables...... 10.03 29.25 11. 19.48 11.95 19.59 15.49 16.46 16.47 17.21 

Total....... 23.30 34.64 14.92 27.17 15.06 24.33 19.34 19.98 21.10 20.43 
Current debt..... 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Ratios... cscs 167 157 161 177 111 157 130 §=6149 106 §=6164 

With the exception of the first statement in this series the 
company has been below the group. The last statement 

shows the company at its worst, in comparison being only 

about 60 per cent of the group figures, although it does meet 

the acid test. The advantage of having group figures as 

backgrounds is clearly indicated in this as well as in the 
current ratio. 

The receivables for the company and the group are in 

about the same proportion in the last statement as shown 

by the 100-per-cent statements, as is also the cash and re- 
celvables. However, the group shows 50 per cent more 
merchandise than receivables on the 100-per-cent state- 

ment while the company shows only about 20 per cent. The 

difference in these percentage figures is in the fixed assets, 

where the individual is about six points higher than the 

group. 

WORTH DEBT RATIO 

The company’s weaknesses are disclosed to a greater ex- 

tent in the several other ratios. The next most important 

ratio being the worth debt, its trend over the five year 

period is herewith charted. 

Co. Selected Relation Co. to 
Year ratios ratios industry ratios 

iste eee 34. 106 on 

Second.......»<« 100 148 67 
Pardes 2s ohh e 91 145 63 
Pourthe >. ou. 2. 96 194 49 

MitGiie tie OO 165 50 

This set of figures shows a clear case of undercapitaliza- 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3,22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 1549 1646 16.47 17.21 
Inventory 15.70 21.83 18.20 21.48 19.87 22.99 1889 26.92 19.59 26.92 

Listed secur. 5.37 74 25 1.82 01 1.46 01 80 02 
Misc. 1.16 06 69 08 -56 23 44 -22 -40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 
Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

*Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 
Taxes 17 07 08 07 12 1.97 
Misc 29 22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 
Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 3f «=6:1.59 60 1.70 209) 176 64 1.56 40 1.69 

® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 
1 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

Lees Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 
Mdse.-rec. 156 83 165 126 166 139 «122 «#4140 «£119 «6125 
Worth-fixed 46 136 75 «119 73 128 79 124 77 125 
Worth-debt S45 5 (106s eHOO nts 91 145 96 194 83 165 
Sales-reo. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 
Sales-fixed 536 377 «505 «= 368-—s—«iS8.si«‘iC (GsiCwQSsC«éSQSs«é*S 
Sales-worth 414 501 457 501 452 585 353 678 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 
Mdee.-rec. 147 124 117 87 95 

Worth-fixed 15 34 5.10 63 9.45 57 8.55 64 9.60 61 9.15 
Worth-debt 25 32 ~=—8.00 67 16.75 63 15.75 49 12.25 50 12.50 

Sales-rec. 10 144 14.40 93 469.30 17 11.70 115 “11.60 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 72 7.20 88 8.80 91 9.10 
Sales-worth 5 109 545 WO 6550 140 .7.00 141 7.05 
a a ee 

Index 100 96.30 81.00 81.40 80.70 
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tion or a top-heavy debt position. The company is supply- 
ing less of the total capital at use than the creditors—cer- 
tainly not a satisfactory condition from the creditors’ point 
of view. These heavy borrowings, both current and of a 
fixed nature, create heavy fixed interest charges which in 
turn eat into the profits. When we have a condition where 
the current ratio is falling steadily and a worth-debt rela- 
tionship of only 83, it is indeed time for creditors to watch 

their loans. When these ratios in turn are measured against 
a number of other companies in the same line and the re- 
sults are found in a relationship of only 78 and 50 per cent, 

we have all the warnings necessary for any conservative 
banker. It is interesting and instructive to note the move- 
ment of the current ratio and the worth to debt ratio jointly 

from another angle. On the first two statements the cur- 
rent ratio was well above 300 per cent. It is not an uncom- 
mon experience to find an easy current position, brought 

about by either funded or capital financing, degenerate as 

long as it is above the mythical safety point of 200 per cent. 
The current ratio for this company is no exception to this 

procedure, as it falls constantly and considerably from its 
high point the second year, which was made by capital 
financing apparently. From this statement up to the last 

the current borrowings have steadily increased, until in 
the last year they reach in actual dollars an amount roughly 
two and one half times that of the second year. At the 

same time the current assets have increased only 36 per 

cent. Net worth has not kept pace with total debt, and the 

parallel study of these two ratios exposes a weakening con- 
dition with a current ratio probably but slightly criticized 
because still above 200 per cent. This is a good example of 

the necessity of at least the dual test of these two ratios. 
The variety of bonds making up their funded debts and 

the number of different kinds of stocks outstanding sug- 

gest forced and mixed financing in order to get capital at 

any sacrifice. 



100 Per Cent Statements . 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 1549 1646 16.47 17.21 

Inventory 15.70 21.83 18.20 2148 19.87 22.99 18.89 26.92 19.59 26.92 

Listed secur. 5.37 74 25 1.82 01 1.46 .01 .80 .02 

Misc. 1.16 .06 69 .08 -56 23 44 122 .40 .02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 33.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

aTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 138.50 15.21 1482 11.63 19.81 10.29 

Taxes 17 07 .08 .07 12 1.97 

Misc. .29 22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves <7 1.59 .60 1.70 39 1.76 64 1.56 40 1.69 

a Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

sLess Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 

Mdse.-rec. 156 83 165 126 166 139 122 140 119 125 

Worth-fixed 46 136 75 119 73 128 79 124 77 125 
Worth-debt 34 106 100 148 91 145 96 194 83 165 
Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1419 1,511 1,246 1,567 1,270 

Sales-fixed 536 377 505 368 508 465 529 521 575 
Sales-worth 414 501 457 501 452 585 353 678 400 

Index 

Wt. Rel. Value WJRel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 

Mdse.-rec. 147 124 117 87 95 
Worth-fixed 15 34 5.10 63 9.45 57 = 8.55 64 9.60 61, 9.15 
Worth-debt 25 32 ~=8.00 67 16.75 63° 15.75 49 12.25 50 12.50 
Sales-ree. 10 144 14.40 93 9.30 WT LL.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 ee Or) 88 8.80 91 9.10 
Sales-worth 5 109 645 110 5.50 140 7.00 141 7.05 

Index 100 96.30 81.00 81.40 80.70 
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WORTH FIXED RATIO 

Still another proportion which is and has been consist- 
ently out of line is the relationship of the owned capital or 

net worth to the fixed asset investment. Using a table as 
in the previous ratios, the following picture for the worth- 
fixed ratio is shown. 

Co. Selected Relation Co. to 
Year ratios ratios industry ratios 

| cg 46 i 136 34 

Second. .....; 75 119 63 
SLB EN eo 8 73 128 57 
MOUS rs 79 124 64 

MEE ek sence 77 125 61 

This company does not believe in the theory that the 
stockholders should supply the funds for the purchase of 

fixed assets, and have some money in excess to be used in 

the current operations of the business. The industry 
shows this condition of supplying part of the current funds 

from net worth in the ratios tabulated above. The com- 

pany’s relationship to this industry is 36 points below parity 

at its best point. 

WORTH TO NET FIXED RATIO 

For the benefit of those students who consider that any 
company should be allowed consideration for its funded 
debt inasmuch as it is generally issued with the fixed assets 
as security, another ratio is injected which is computed on 
the basis of fixed-assets net of funded debt and the result- 
ing figure used as divisor in the ratio of net worth to net 

fixed assets. The following table is the result of this com- 
putation. The first year was not included, as it is not un- 
derstood how the funded debt could exceed the fixed assets 
unless it means that the bonds are secured by a lien on 
current assets as well as the plant and equipment, and 

stocks and bonds of subsidiary companies. If this were the 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 19.48 11.95 19.59 15.49 1646 16.47 17.21 

Inventory 15.70 21.83 18.20 2148 19.87 22.99 18.89 26.92 19.59 26.92 

Listed secur. 5.37 74 25 1.82 01 1.46 .01 .80 .02 

Mise. 1.16 .06 .69 .08 -56 .23 44 22 .40 .02 
/ 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

sTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 18.50 15.21 14.82 11.63 19.81 10.29 

Taxes lee 07 .08 .07 12 1.97 

Misc. -29 -22 .22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 37 = 1.59 60 1.70 39 1.76 64 1.56 40 1.69 

® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

Less Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 

Mdse.-rec. 156 83 165 126 166 139 122 140 119 125 

Worth-fixed 46 136 75 119 73 128 79 124 77 125 

Worth-debt 34 106 100 148 91 145 96 194 83 165 

Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 

Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 

Sales-fixed 536 377 505 368 508 465 529 521 575 

Sales-worth 414 501 457 501 452 585 353 678 400 
eee 

Index 
sen ee a a a eee 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 
Mdése.-rec. 147 124 117 87 95 
Worth-fixed 15 34 5.10 63 9.45 57 ~=—- 8.55 64 9.60 61 9.15 
Worth-debt 25 32 = 8.00 67 16.75 63 15.75 49 12.25 50. 12.50 
Sales-rec. 10 144 14.40 93 9.30 117 11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10:70 118 12:80 119 11.90 
Sales-fixed 10 74 7.40 ta. wan 88 8.80 91 9.10 
Sales-worth 5 100 545 110 65650 140 700° 141 "705 

Index 100 96.30 81.00 81.40 80.70 a 
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case, then there would be a vital effect on the current ratio 
which that year stood at 328 per cent. It suggests a close 
reading of the bond indentures to which the writers do not 
have access. 

Cor Relation Co. 
_ Year ratio Group to group 

eCON eh a. aie 195 248 eer (S: 
2 Vs Ee 183 235 78 

OUTEM. Gees ees 191 226 84 
antee Pe trearso a Lk 185 227 81 

This computation gives the company the benefit of any 
possible argument that funded debt should be taken into 
consideration. This relationship of net worth to net fixed 
assets presents any calculation which has to do with net 
worth and fixed assets in the best light. However, even in 
this relationship the company at its best is only 84 per cent 

of parity to the industry proportions. 

FIXED ASSETS TO FUNDED DEBT 

In connection with these two ratios having to do with net 

worth and fixed assets the following calculation is interest- 

ing. This has to do with. the percentage relationship that 

the funded debt bears to the fixed assets. 

; Relation 
Year Co. Group Co. to group 

RCCOMNE! ofa ttn, oo) a 61 54 89 
1s eae 59 53 89 
MOURA. fo ae 2. 59 50 84 
PG hey geet neni do 59 50 84 

This again shows that the company is not equal to the 

group. Not only is the net worth of this company insuffi- 
cient to take care of the fixed assets when computed on a 
gross basis, but they also have a larger funded debt against 
the plant investment than is shown by the group. 

As a future financing proposition this heavy mortgage 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.39 3.92 7.69 3.11 4.74 3.85 3.52 463 3.22 
Receivables 10.03 29.25 11.00 19.48 11.95 19.59 15.49 16.46 16.47 17.21 
Inventory 15.70 21.83 18.20 21.48 19.87 22.99 18.89 26.92 19.59 26.92 
Listed secur. 5.37 74 25 1.82 01 1.46 01 -80 02 

Misc. 1.16 -06 69 08 -56 23 44 22 40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

aTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 

Taxes 17 .07 .08 .07 12 1.97 

Misc. .29 .22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 37 1.59 60 1.70 39 ©6176 64 1.56 40 1.69 

® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 659.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

aLess Good Will 

Ratios 

Current 328 233°«S's«367,'s«298—Ssi«8Bsi«i2TAS HOSs«321~S—s«207-S—«é8 
Mdse.-rec. 156 Sf 165) ~ 126°" 1d6" ° tag “a> “aan anor 
Worth-fixed 46 136 75 119 73 128 79 124 77 == 125 
Worth-debt 34.106 100 4148 91 1465 96 194 83 165 
Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 
Sales-fixed 536 377 «2 505=Ss(i868—C iS (ss HSC“ OSSD.” BT 
Sales-worth 4144 601 457 501 452 585 353 678 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 3225 119 29.75 96 2400 81 20.25 78 19.50 
Mdse.-reo. 147 124 117 87 95 

Worth-fixed 16 «634 «68.100 68s O45 BT SCG /OCO GE. OS 
Worth-debt 25 32 800 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec. 10 144 1440 93 9.830 117 11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118/11.80 119 11.90 
Sales-fixed 10 74 740 %2R 720 . 88. S80) oor esomD 
Sales-worth 5 109 545 110 550 140 7.00 141 7.05 
ene ene ones se tek ee 

Index 100 96.30 81.00 81.40 80.70 
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‘position in all probability shuts off any funding operations 
as the relation of funded debt to fixed assets seems already 

too high. The one source of new capital would seem to be 
stock issue. This could at the same time correct a weaken- 
ing current position and the top-heavy debt position. To 
make such an investment interesting to capital outside of 
the company’s present stockholders decided earning ability 
would have to be demonstrated, which up to the 1925 state- 
ment has been lacking. A sharp scaling down of costs, if 

possible, might bring about some results along this line. It 

may be that extravagant or costly and ineffective manage- 

ment may be the deterrent to profits and that the condition 
can be remedied by drastic management renovation. 

SALES FIXED RATIO 

Often heavy plant investment is required by the type of 

business. Such is the case in this industry, but such plant 
investment must be economically justified and the measure 

of its productive capacity is the relationship of the sales to 
the fixed assets. This is shown in the following table. 

Co. Selected Relationship Co. to 
Year ratio ratio selected ratio 

Second...... 377 505 74 
IT os ws 368 508 72 

Fourth... .. 465 529 4 88 

Weis ooo ee 521 575 91 

Once again the company does not measure up to the 

group figures. This company has tied up too much in plant 

which is not producing sufficient volume to justify the in- 

vestment. The relation of the ratio of the company to the 

ratio for the group is improving, but still is nearly 10 per 

cent below parity. It looks like an over, or at least a very 

liberal, valuation of plants at some time in its history. This 

condition possibly may correct itself. 

The fact that the company 100-per-cent statement shows 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 539 3.92 769 3.11 474 385 3.52 463 3.22 
Receivables 10.03 29.25 11.00 19.48 11.95 19.59 15.49 16.46 16.47 17.21 
Inventory 15.70 21.83 18.20 21.48 19.87 22.99 18.89 26.92 19.59 26.92 
Listed secur. 5.37 74 25 1.82 01 1.46 01 -80 02 
Misc. 1.16 06 69 .08 -56 -23 44 22 40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

sTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 
Eee 

Payables 13.71 21.73 9.27 15.01 13.50 15.21 14.82 11.63 19.81 10.29 
Taxes 17 07 08 07 12 1.97 
Misc. -29 22 22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 
Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 37 = «1.59 60 1.70 39 1.76 64 1.56 40 = 1.69 
® Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

aLess Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 
Mdse.-rec. 156 83 165 126 166 139 122 140 119 125 

Worth-fixed 46 136 75 119 73 128 79 124 77 125 
Worth-debt 34 106 100 148 91 145 96 194 83 165 

Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 
Sales-mdse. 899 1,368 950 1,197 1,119 1,511 1,246 1,567 1,270 
Sales-fixed 536 377 505 368 508 465 529 521 575 

Sales-worth 414 501 457 501 452 585 353 678 400 

Index 
ee a a 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 
Mdse.-rec. 147 124 117 87 95 
Worth-fixed 15 34 5.10 63 9.45 57 = 8.55 64 9.60 61 9.15 
Worth-debt 25 32 ~=68.00 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec.: 10 144 14.40 08 $930 LIT. 2170: 135" 150 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 72 = 7.20 88 8.80 91 9.10 
Sales-worth 5 109 545 110 5.50 140 7.00 141 7.085 
ee ae eer See LE ee ee 

Index 100 96.30 81.00 81.40 80.70 
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an investment in fixed assets ten to fifteen points higher 
than the group overshadows the fact that it has a sales 
volume slightly in excess of the industry on a 100-per-cent 
basis. 

SALES-RECEIVABLE AND SALES-MERCHANDISE RATIOS 

The sales receivables and sales merchandise ratios are 
higher than the group. While usually an advance is a bet- 
terment, when the factors previously mentioned are con- 
sidered, this high turnover may be a danger signal. The 
company is relying on high velocity to keep up its produc- 
tion, distribution, and collections, and if anything should 

occur due to the competitive nature of the business or a 

trade slump, these high velocities might not be maintained 
and the company could easily get into a very bad position. 

SALES WORTH RATIO 

The sales to net worth ratio is also very high, which fur- 

ther suggests overtrading. It must not be overlooked in the 

interpretation of this ratio that the company’s net worth 

is low, substantially lower than the group, so one would 
naturally expect it should turn faster. 

Sales volume as indicated by the 100 per cent statements 
has been higher for this company than is typical in the in- 

dustry. The industry depends on volume, speed, and num- 

ber of turnovers for its profit, as the profit is a small per- 
centage of the dollar sales. The high volume, together 
with apparently small profits as reflected by the increase in 
net worth the past four years, suggests a striving for volume 

at the sacrifice of profits. 
The net result of these weaknesses seems rather definitely 

indicated in the index figure. The position reached the last 
year of about 81 per cent of parity seems to reflect pretty 

accurately the relative strength of the company when com- 
pared with a group of its kind. The saving fact in the sit- 
uation is that the condition has not become worse during 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 13.27 5.389 3.92 7.69 3.11 4.74 3.85 3.52 4.63 3.22 

Receivables 10.03 29.25 11.00 1948 11.95 19.59 15.49 1646 16.47 17.21 

Inventory 15.70 21.83 18.20 21.48 19.87 22.99 18.89 26.92 19.59 26.92 

Listed secur. 5.37 AA 25 1.82 O01 1.46 O01 -80 -02 

Misc. 1.16 .06 69 08 -56 23 44 22 -40 02 

Total current 45.53 57.27 34.06 50.55 35.50 49.01 38.68 47.92 41.09 47.39 

Total fixed 54.47 42.73 65.94 49.45 64.50 50.99 61.32 52.08 58.91 52.61 

aTotal 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 13.71 21.73 9.27 15.01 18.50 15.21 14.82 11.63 19.81 10/29 

Taxes ols .07 .08 .07 2 1.97 

Misc. -29 -22 -22 1.61 18 

Total current 13.88 22.09 9.27 15.31 13.50 15.50 14.82 13.36 19.81 12.44 

Funded 60.60 26.66 40.42 26.82 38.67 27.49 35.75 25.91 34.54 26.38 

Total debt 74.48 48.75 49.69 42.13 52.17 42.99 50.57 39.27 54.35 38.82 

Reserves 37 1.59 60; 1.70 39 1.76 64 1.56 40 1.69 

= Net worth 25.15 49.66 49.71 56.17 47.44 55.25 48.79 59.17 45.25 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 182.11 248.95 203.95 237.72 210.71 285.51 202.98 307.08 231.74 

aLess Good Will 

Ratios 

Current 328 233 367 298 263 274 260 321 207 265 

Mdse.-rec. 156 83 165 126 166 139 122 140 119 125 

Worth-fixed 46 136 75 119 73 128 79 124 77 125 

Worth-debt 34 106 100 148 91 145 96 194 83 165 

Sales-rec. 1,037 2,263 1,280 1,990 2,141 1,843 1,538 1,864 1,590 

Sales-mdse. 899 1,368 950 1,197 1,119 1,501. 1,246 1/567 1,370 

Sales-fixed 536 377 505 368 508 465 529 521 575 

Sales-worth 414 501 457 501 452 585 353 678 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 129 32.25 119 29.75 96 24.00 81 20.25 78 19.50 
Mdse.-rec. 147 124 117 87 95 
Worth-fixed 15 34 ~=6.10 63 9.45 57 ~—s 8.55 64 9.60 61 9.15 
Worth-debt 25 32 ~=8.00 67 16.75 63 15.75 49 12.25 50 12.50 
Sales-rec. 10 144 14.40 93 9.30 117 ‘11.70 115 11.50 
Sales-mdse. 10 131 13.10 107 10.70 118 11.80 119 11.90 
Sales-fixed 10 74 7.40 wa: 7.20 88 8.80 91 9.10 
Sales-worth 5 109 545 110 5.50 140 7.00 141 7.05 
ee ee er De ne eS ee ee 

Index 100 96.30 81.00 81.40 80.70 
-—-_—_—_—n—a—— ess 
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the last two years. The acute danger point for an index 
figure might be set somewhat lower, perhaps around 75 per 

cent of parity. If this be so, then the company has a thin 

margin. But if it is to succeed in working out it must show 

earnings or go through a revamping that may save the 

creditors at the expense of the stockholders. 
a 

SUMMARY 

A brief summary of the condition of this company indi- 
cates the following: 

1. Falling current ratio now decidedly below the group. 
2. Extremely poor worth debt position—funded debt too 

high demanding heavy fixed charges. 
3. Over investment in plant, which is heavily mortgaged 

and not productive of proportional sales results equal 

to the industry figure. 
4. High receivables, inventory, and net worth turnovers 

suggest dependence on velocity to keep going. 

5. Need for new capital which would help bolster up 
worth debt and worth fixed positions. 





APPENDIX 283 

Specimen Analyses No. 7 

Data Submitted by Company 

First Second Third Fourth Fifth 
year year year year year 

Cash + 136,441 125 ,089 118,830 123,470 109,372 
Receivables 554,572 454,815 395,118 350,590 294,801 
is ee 1,35 : ; Ae 1,211,738 1,072,219 937,711 830 ,872 

Total current 2,043,909 1,791,642 1,586,167 1,411,771 1,235,045 

Total fixed 562,460 557, 724 591,630 597 , 967 601,211 

Total 2,606,369 2,349,366 2,177,797 2,009,738 1,836,256 

Payables 1,184,214 929 ,386 747 ,050 722,609 569,913 

Total current 1,184,214 929,386 747 ,050 722,609 569,913 

Total debt 1,184,214 929,386 747 ,050 722,609 569,913 

Net worth 1,422,155 1,419,980 1,480,747 1,287,129 1,266,343 

Total 2,606,369 2,349,366 2,177,797 2,009,738 1,836,256 

Sales 4,345,272 4,318,713 4,417,155 3,714,579 3,327,421 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash §.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 

Receivables 21.28 238.54 19.60 25.82 18.14 29.63 17.44 2645 16.05 25.45 

Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities .06 05 .03 14 15 70 

Misc. .08 14 19 BS Y 4 69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes 15 62 1.83 62 .66 

Misc. 68 2.37 .87 .84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt 03 75 24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 LZ. 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

Ratios 

Current 172 266 192 297 212 271 195 297 216 260 
Mdse.-rec. 243 102 263 116 271 108 267 112 281 100 

Worth-fixed 252 206 257 233 241 263 215 231 210 245 

Worth-debt 120 282 152 261 191 275 178 256 222 235 

Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 377 356 374 412 394 396 551 400 640 

Sales-fixed 772 449 782 399 746 610 621 737 553 480 

Sales-worth 305 178 304 170 308 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 

Mdse.-rec. 159 156 160 159 165 
Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 
Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 
Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 188 13.80 
Sales-mdse. 10 85 ~=8.50 95 9.50 105 10.50 wd 7.10 62 6.20 
Sales-fixed 10 142 14.20 149 14.90 119 11.90 84 840 114 11.40 
Sales-worth & 42 7.10 145. 7:25 122 ~6.10 (320) 630) 105. bos SASS eee mene AES SP. NATO SS cee 

Index 100 88.85 93.75 94.00 83.45 93.65 
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SPECIMEN ANALYsIs No. 7 

THIS company is compared with industry figures in all 
five years. However, in only the last two years are the 
figures really comparable, as a segregation was then made 

within an industry to obviate too great a difference in con- 

ditions under which companies making different types of the 
same product operated. For this reason, in the industry 

studies such separation has been made as cotton mills into 

northern and southern, boot and shoe manufacturers into 
men’s and women’s, lumber mills into lumber mill with 

standing timber and lumber mill and yard. As soon as 
sufficient data can be obtained other segregations will be 
made which will greatly enhance the value of the studies. 
However, for purposes of this analysis, it was considered 

better to use the figures available for comparison purposes 
rather than none at all, as even a trade background when 

not subdivided into finer distinctions of type is better than 

general impression. 

CURRENT RATIO 

The current ratio for the company has not been much 
more than passable on the 2 for 1 standard. It has never 

reached industry parity, approaching closest to 100 per cent 
on the last statement. The company’s borrowings are 
much higher than the group, and during the past two years 

the total current assets are higher than the group, this 

factor is overshadowed by the heavy borrowings. 
The history of the current ratio for the five years is as 

follows: 

Co. Selected Rel. Co. to 
Year ratio ratio selected 

Me ets ea a hae 266 64. 

SOONG kor da Hee si 192 297 64 

aed eet. 48. 8 212 271 78 

POMEL: fa 3 id eos 195 297 65 

PRN oe vice oo 216 260 83 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 

Receivables 21.28 28.54 19.60 25.82 18.14 29.63 17.44 2645 16.05 25.45 

Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities .06 .05 .03 14 15 .70 

Misc. .08 14 19 37 69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes 15 62 1.83 62 -66 

Misc. .68 2.37 .87 84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt .03 5 24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 1.17 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

\ . 

Ratios 

Current 172 266 192 297 «212° 271 195 207 216 260 
Mdse.-rec. 243 «#4102 «6263 «i«d16-''i(isiéLs—i‘id108l—C—i‘<‘iétlT~SC«é«ddCD] 281 100 
Worth-fixed 252 206 257 233 #241 263 215 231 210 245 
Worth-debt 120 282 152 261 191 275 178 256 222 235 
Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 377 386 374 412 304 #396 551 400 640 
Sales-fixed 772 449 782 399 746 610 621 = 737 553-480 
Sales-worth 305 178 304 170 308 + 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 

Mdse.-rec. 159 156 160 159 165 
Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 
Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 

Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 138 13.80 

Sales-mdse. 10 85 8.50 95 9.50 105 10.50 71 R0: 62 6.20 
Sales-fixed 10 142 14.20 149 1490 119 11.90 84 8.40 114 11.40 

Sales-worth 5 142 7.10 148 7.25 1222 .6:10. 120 6.00 105 5.25 en een a ge a 

Index 100 88.85 93.75 94.00 83.45 93.65 



APPENDIX oR 

The last four years it might be called a 2 for 1 state- 
ment, but when this is related to the group, it falls far short 
of what has seemed reasonable for the industry. A glance 
at the make-up of the current assets indicates a much larger 
percentage of merchandise than the group. This high per- 
centage of merchandise and high payables suggests the in- 
quiry as to whether these payables are to the trade or to the 
banks. While actually it does not make a great deal of 

difference—they owe the money just the same—it would be 
interesting to know if the company is taking advantage of 

discounts by borrowing from their banks. If not, they are 
losing an opportunity for profit which is a large factor in 

the successful operation of any business. If, on the other 
hand, the accounts are due the t trade, then the company has 
a large number of creditors, owns: more than the industry 

figures show is typical, and is not taking advantage of the 

discounts. 

The supplementary test of cash and receivables when 

compared to the group again shows the company at a dis- 

advantage. 

First year Second year Third year Fourth year Fifth year 
Co. Group Co. Group Co. Group Co. Group Co. Group 

(CCE Te Re cOnnaee 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 
Receivables...... 21.28 28.54 19.60 25.82 18.14 29.63 17.44 26.45 16.05 25.45 

Total....... 26.51 34.35 24.92 31.15 23.60 36. O01 23.58 32.97 22.01 30.29 
Current liabilities 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Ratio....... 58 138 63 149 68 143 65 136 71 127 

At no time during the period under analysis does this 

company pass the “acid test,’”’ its nearest approach being 
only 71 per cent of parity the last year. Therefore, while 

the company has a 2 for 1 ratio in the last year, it is only 
83 per cent of parity and the acid test ratio is only 71 per 

cent of parity—not a very strong current showing. 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 
Receivables 21.28 28.54 19.60 25.82 18.14 29.63 17.44 26.45 16.05 25.45 
Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities  .06 05 03 ; 14 15 -70 
Misc. 08 14 19 37 -69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes A5 62 1.83 -62 66 

Mise. 68 2.37 87 84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt .03 75 24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 1.17 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

Ratios 

Current 172 266 192 297 212 271 195 297 216 260 

Mdse.-rec. 243 102 263 116 271 108 267 112 281 100 

Worth-fixed 252 206 257 233 241 263 215 231 210 245 

Worth-debt 120 282 152 261 191 275 178 256 222 235 

Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 377 356 374 412 394 396 551 400 640 

Sales-fixed 772 449 782 309 746 610 621 737 553 480 
Sales-worth 305 178 304 170 308 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 
Serco ean ee en Sal i AE AS) DES Re 

Gurrent 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 
Mdse.-rec. 159 156 160 159 165 
Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 
Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 
Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 138 13.80 
Sales-mdse. 10 85 8.50 95 9.50 105 10.50 71 = =7.10 62 6.20 
Sales-fixed 10 142 14.20 149 14.90 119 11.90 & 840 114 11.40 
Sales-worth 5 142 7.10 145 7.25 122 6.10 120 6.00 105 5.25 NE Cee in nin ee RS AN IE SD i Sh 

Index 100 88.85 93.75 94.00 83.45 93.65 
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WORTH-FIXED RATIO 

The following tabulation of this ratio is of analytical 
interest. 

Year Co. ratio Selected ratio Co. relation 

° Hirst... 25. Tabac 22 206 119 

mecome.. . 2. 257 233 110 

31 Oe a 241 263 91 
FOULS 2.8 215 231 93 

BEES oe hes 210 245 85 

The movement of this ratio for the company is decidedly 

downward, whereas, the ratio for the industry indicates an 

upward trend. While there are certain deviations from 

this in the period, the relation of the ratio for the subject 

company to the ratio that seems typical for the industry is 

decidedly downward. This movement is an indicator of 

considerable importance from a credit standpoint in sev- 
eral ways. 

1. The company is investing to a greater propor- 

tion in plants and fixed assets than it is adding to its 

net worth. This is due in a measure to decreases in net 

worth, but is also due to increases in the actual fixed 

investment. When considered in connection with the 

ratio of sales to fixed, this trend is doubly significant. 

Here one finds that sales were $772 for each $100 in- 

vested in fixed assets the first year and that this has 
fallen to $553. The group figure, on the other hand, 

has risen from $449 to $480. Not only has the com- 

pany been increasing its fixed assets disproportionately, 

but it holds them at a decreasing productivity. In sub- 

stance the company apparently tried to build up vol- 

ume by expansion rather than by efficiency of produc- 

tion. This raises a question as to management 

efficiency and foresight. 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 

Receivables 21.28 28.54 19.60 25.82 18.14 29.63 17.44 2645 16.05 25.45 

Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities .06 .05 .03 14 15 .70 

Misc. .08 14 19 37 .69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes SL 62 1.83 62 66 

Misc. .68 2.37 .87 84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt .03 75 24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 17 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

Ratios 

Current 172 266 192 297 212 271 195 297 216 260 

Mdse.-rec. 243 #4102 4263 «6116 «30s 271 «:108~Ssté—«i:Sté«i‘YLD] 281 100 
Worth-fixed 252 206 257 233 241 263 215 231 210 245 
Worth-debt 120 282 152 261 191 275 178 256 222 235 
Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 377 «886 874 412 804 896 562 400 640 
Sales-fixed 772 449 782 399 746 610 621 737 553480 
Sales-worth 305 178 304 170 308 + 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 

Mdse.-rec. 159 156 160 159 165 

Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 
Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 
Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 188 13.80 
Sales-mdse. 10 85 8.50 95 9.50 105 10.50 Ly 70 62 6.20 
Sales-fixed 10 142 14.20 149 14.90 119 11.90 84 840 114 11.40 
Sales-worth & 142 7.10 145 7.25 122 6.10 120 6.00 105 65.25 een en aire) NESS eR A eee A 

Index 100 88.85 93.75 94.00 83.45 93.65 
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2. As contrasted with this tendency the industry as 

a whole is becoming increasingly conservative in mak- 

ing fixed investments and apparently is effecting a bet- 

ter proportional productivity. The company is going 

against the industry trend, with the consequent burden 

of less productive plant investments. This would in 

“the end have an adverse effect on profits and is an in- 
dicator of poor management. 

WORTH-DEBT RATIO 

The figures as submitted show no funded debt, so a fund- 

ing operation could be resorted to in order to bolster up 
a declining current ratio. This, of course, would not change 

the worth-debt ratio. The last year shows this ratio at its 

best being 94 per cent of parity. The four years previous 

one would hardly consider the ratio satisfactory, especially 

when measuring it against the group figures. A compari- 

son runs as follows: 

Year Co. Group Rel. 

ho ea es 120 282 42 

BeCOUE Cel. s bs oes 152 261 58 
41. a 191 275 69 | 
POUTUNe, 2 hes. oe 0% 178 256 69 
REE fies nie 07 es 222 235 94 

The improvement in the last year is the result of reduced 

liabilities, the company having reduced the payables some 

$160,000. This reliance on borrowings emphasizes the ne- 

cessity for the conservation of earnings in order that the 

ownership of the capital at use will remain vested in the 

stockholders rather than creditors. In round numbers the 

company has reduced its net worth some $160,000 the big- 

gest drop coming between the third and fourth statements, 

when it appears that the company took a substantial in- 

ventory loss. 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 

Receivables 21.28 28.54 19.60 25.82 18.14 29.63 17.44 2645 16.05 25.45 

Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities .06 .05 .03 14 15 -70 

Misc. .08 14 19 .37 .69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes 15 62 1,83 62 -66 

Mise. 68 2.37 87 84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt 03 15 24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 1.17 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

Ratios 

Current 172 266 192 297 212 271 195 207 216 260 
Mdse.-rec. 243 102 263 + ~# 116 271 108 267 112 281 100 
Worth-fixed 252 206 257 233 241 263 215 231 210 245 
Worth-debt 120 282 152 261 191 275 178 256 222 235 
Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 | 377 “356 B74 412 394 396 551 400 640 
Sales-fixed 772 449 782 399 746 610 621 737 553480 
Sales-worth 305 178 304 170 308 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 

Mdse.-rec. 159 156 160 159 165 

Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 

Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 

Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 138 13.80 

Sales-mdse. 10 85 8.50 95 9.50 105 10.50 7 F410 62 6.20 

Sales-fixed 10 142 14.20 149 14.90 119 11.90 8 840 114 11.40 
Sales-worth 5 142 7.10 145 7.25 122 6.10 120 6.00 105 5.25 Pea SSE NE Ce eren ere NEY Ee ne SNE el og tn LC cht eRe ieee Se 

Index 100 88.85 93.75 94,00 83.45 93.65 
pepttertannen shennan sips lena absbcheihee aman ls Saami a ne eee 
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SALES-RECEIVABLES RATIO 

There is no need for much comment on this ratio. The 

company collects its accounts much faster than the group, 
which suggests two things. 

1. Are the receivables as shown on the statement gross or 

net? That is, are there any accounts or notes hypothe- 
cated and the figure given net after deducting those 

discounted? 
2. Is the company maintaining too rigid a collection 

policy and thereby losing some profitable business? 

If neither of these suggestions is substantiated by a 
more detailed investigation then the ratio is satisfactory. 

SALES-MERCHANDISE RATIO 

This ratio, as previously intimated, bears considerable 

scrutiny. The percentage of merchandise as found on the 

100-per-cent statement is far greater than that shown by 
the group. For the past two years, when a more direct com- 

parison can be made to others in the same line of business, 

the company’s tendency toward inventory speculation is 

very clearly emphasized. 

Year Co. Group 

OLS gO Pe ae aaa a 46.66 - 35.83 
RR fe ee sel sips «0: euibers 10 45.25 31.49 

In the fifth year the company has nearly 50 per cent more 
merchandise than that shown by the group statement. 

The ratios for the five years run as follows: 

Year Co. Group Rel. 

[oo pee ERE 7.5 | 377 85 
tes 356 374 95 
BRO ees, 412 394 105 
POUND ees ie wie 396 551 71 

| a 400 640 62 



100 Per Cent Statements 

First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 5.81 5.32 5.33 5.46 6.38 6.14 6.52 5.96 4.84 

Receivables 21.28 28.54 19.60 25.82 18.14 29.63 17.44 2645 16.05 25.45 

Inventory 51.84 32.24 51.58 35.43 49.23 40.54 46.66 35.83 45.25 31.49 

Listed securities  .06 .05 .03 14 15 70 

Misc. .08 14 19 BY 4 69 

Total current 78.41 66.72 76.50 66.75 72.83 76.88 70.24 69.32 67.26 63.17 

Total fixed 21.59 33.28 23.50 33.25 27.17 23.12 29.76 30.68 32.74 36.83 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 45.44 23.95 39.56 17.85 34.30 22.36 35.95 22.71 31.04 21.53 

Taxes 15 62 1.83 62 -66 
Mise. 68 2.37 87 84 1.62 

Total current 45.44 24.78 39.56 20.84 34.30 25.06 35.95 24.17 31.04 23.81 

Funded debt .03 md .24 3.44 5.95 

Total debt 45.44 24.81 39.56 21.59 34.30 25.30 35.95 27.61 31.04 29.76 

Reserves 1.54 5 a 7 91 3.35 3.95 

Net worth 54.56 73.65 60.44 77.24 65.70 73.79 64.05 69.04 68.96 66.29 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 166.72 122.50 183.82 133.60 202.82 155.20 184.83 159.71 181.21 184.82 

Ratios 

Current 172 266 192 297 212 271 195 207 216 260 
Mdse.-rec. 243 #4102 263 116 «271 108 + #«©267'~=«s«i112 281 100 
Worth-fixed 252 206 257 233 241 263 £215 231 210 245 
Worth-debt 120 282 152 261 191 275 178 256 222 235 
Sales-rec. 783 414 937 458 1,118 551 1,059 586 1,128 700 
Sales-mdse. 321 377 «403860 874ti‘ak]s‘C‘iOSC(té‘é COC 400 640 
Sales-fixed 772 449 782 399 746 610 £621 737 553 480 
Sales-worth 305 178 304 170 308 241 288 233 262 250 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 64 16.00 64 16.00 78 19.00 65 16.25 83 20.75 
Mdse.-rec. 159 156 160 159 165 
Worth-fixed 15 119 17.85 110 16.50 91 13.65 93 13.95 85 12.75 
Worth-debt 25 42 10.50 58 14.50 69 17.25 69 17.25 94 23.50 
Sales-rec. 10 147 14.70 151 15.10 151 15.10 145 14.50 138 13.80 
Sales-mdse. 10 85 8.50 95 9.50 105 10.50 71. 7.10 62 6.20 
Sales-fixed 10 142 14.20 149 14.90 119 11.90 84 8.40 114 11.40 
Sales-worth & 142 7:10 345 (7.25). 123), 16.10) 3190, ce00 105 5.25 ee ener a Se ee Ne ea Se Se 

Index 100 88.85 93.75 94.00 83.45 93.65 
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The last year the industry has $640 worth of sales for 
every $100 invested in inventory, a turnover of better than 

once every sixty days, while the company with a ratio of 
400 only turns its merchandise once every ninety days. 
There is something wrong with the inventory or the sales 
policy of this company, and inasmuch as the other sales 

ratio exceeds the group it is suggested that the fault lies 
in the inventory. 

With sales of $3,327,421, the company should hold inven- 

tory of $519,900 to have a turnover of 640 per cent as shown 

by the group. This is some $310,900 less than the company 
is holding. It may be that the company has an owned dis- 

tributor or chain of retail stores which would divide the 
inventory into small parts, which might account to some 

extent for the higher inventory holdings, but it is doubtful 
whether even this explanation is entirely satisfactory. For 

that reason it is again suggested that the inventory problem 

be thoroughly investigated. The tendency in this line is 
from manufacturer-owned retail distributors to the hands 

of individual distributors. This, with the tendency toward 

hand-to-mouth buying so prevalent to-day, makes the 

analysis of an overinventoried position all the more essen- 
tial, in order that some relationship may be found in the 
finished, in process, and raw material state of the inventory 

to determine how much reliance may be placed on it as a 

current asset. 

It may be possible that inventory losses have not been 
entirely adjusted, leaving the inventory too high. Or the 

company may have too many dead styles or too much slow 

moving stock. In this example the analyst should certainly 
recognize the need of checking the balance of this inventory 

item. 

SUMMARY 

1. While 2 for 1, the current ratio is not satisfactory when 

compared with the group. 
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2. Worth-debt ratio, while improving, is not so good as 

the group. 
3. The tendency toward a speculation in inventory re- 

quires that an analyst investigate the condition of the 
inventory very carefully. 

vf 
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Specimen Analysis No. 8 

Data Submitted by Company 

Cross- 
First Second Third Fourth Fifth footed 

Date year year year year year period 

statement 

Cash 36, 285 34,479 27,776 37,206 51,157 186,903 

Receivables A 229 , 437 208,363 220,666 231,171 233,540 1,123,177 
Inventory 236, 586 208,376 245,367 265,304 255,004 1,210,637 

Total current 502,308 451,218 493,809 533,681 539,701 2,520,717 
Plant and equipment 115,389 146, 884 169,045 170,195 132,037 733,550 

Misc. 30,502 28,940 39,708 75,219 65,184 239 ,553 

Total fixed 145,891 175,824 208,753 245,414 197,221 973,103 

Total 648,199 627 ,042 702,562 779,095 736,922 3,493,820 

Payables 139,894 152,455 220,539 308 , 880 255,459 1,077,227 
Taxes 12,030 ,719 4,083 5,779 7,218 29,829 

Misc. 4,170 4,183 3,195 10,261 29,843 51,652 

Total current 156,094 157 , 357 227,817 324,920 292,520 1,158,708 

Total debt 156 , 094 157 , 357 227,817 324,920 292,520 1,158,708 

Net worth 492,105 469 , 685 474,745 454,175 444,402 2,335,112 

Total 648,199 627,042 702,562 779,095 736,922 3,493,820 

Sales 2,590,000 2,590,000 2,660,910 3,068,720 3,262,808 14,172,438 

Profits 18,500 28,290 35,407 31,448 113,645 
Dividends 39,220 23,680 57,578 40,635 ~ 161,113 



100 Per Cent Statement 

Cross- 

First Second Third Fourth Fifth footed 

year year year year year period 

Co. Co, Co. Co. Co. statement 

Cash 5.60 5.50 3.95 4.78 6.94 5.35 
Receivables 35.39 33.23 31.42 29.67 31.69 32.15 
Inventory 36.50 33.23 34.92 34.05 34.60 34.65 

Total current 77.49 71.96 70.29 68.50 73.23 72.15 

Total fixed 22.51 28.04 29.71 31.50 26.77 27.85 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 21.58 24.31 31.39 39.65 34.67 30.83 

Taxes 1.86 -1l .58 .74 98 85 

Misc. 64 .67 .46 1.32 4.05 1.48 

Total current 24.08 25.09 32.43 41.71 39.70 33.16 

Total debt 24.08 25.09 32.43 41.71 39.70 33.16 

Net worth 75.92 74.91 67.57 58.29 60.30 66.84 

Total 100 .00 100.00 100.00 100.00 100.00 100.00 

Sales 399.57 413.05 378.74 393.88 442.76 405.64 

Ratios 

Current 321 286 216 164 184 217 

Mdse.-rec. 103 100 111 114 109 108 

Worth-fixed 336 266 227 184 224 239 
Worth-debt 314 297 207 139 151 201 
Sales-rec. 1,129 1,243 1,205 1,327 1,397 1,261 

Sales-mdse. 1,094 1,243 1,084 1,157 1,279 1,170 

Sales-fixed 1,775 1,473 1,274 1,250 1,653 1,456 

Sales-worth 526 552 560 675 734 607 
nip ee ee 

Index 
ee a as 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 133 33.25 124 31.00 100 25.00 75 18.75 85 21.25 
Mdse.-rec. 95 92 103 105 101 
Worth-fixed 15 129 19.35 111 16.65 95 14.25 ¢) 2165 93 13.95 
Worth-debt 25 136 34.00 133 33.25 103 25.75 69 17.25 75 18.75 
Sales-rec. 10 89 8.90 98 9.80 95 9.50 105 10.50 110 11.00 
Sales-mdse 10 93 9.30 106 10.60 92 9.20 99 9.90 109 10.90 
Sales-fixed 10 118 11.80 101 10.10 87 8.70 85 8.50 112 11.20 
Saies-worth 5 86 4.30 g0 4.50 92 4.60 111 5.55 118 5.90 
gS 

100 120.90 115.90 97.00 82.00 92.95 
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SPECIMEN ANnatysis No. 8 

Ir 1s the opinion of the writers that there are a number 
of ways by which to analyze the financial condition of a 

company. The following exhibit is the five-year statements 
of a company engaged in a wholesale business. While the 

cold-blooded analysis of the figure facts may not disclose 

any alarming conditions in the mind of the reader, there are 

several points of interest in the ratio analysis and more par- 
ticularly in the dividend policy of the company. There 
are no type figures available in this industry, so the com- 
pany has been set into comparison with its own average 

position, which is internal analysis. This has been obtained 

by cross-footing the dollar statements. The 100-per-cent 

statements have been developed for each year as well as the 

100-per-cent cross-footed statement. The ratios of the 
cross-footed statement are used as a base. 

CURRENT RATIO 

This ratio took a rather headlong decline during the first 
four years under analysis, recovering slightly the last year, 

but still considerably below the average period position of 

217. While the ratio of 184 may be satisfactory in some 
lines of business, it is doubtful whether it would be in this 

industry where such high turnovers are found. The nature 

of this industry necessitates rapid turnovers, so an analyst 

should expect a much better than 2 for 1 statement. 

In connection with the current ratio, it would be well to 

apply the acid test also. There has been a steady decline in 

this ratio also until in the fourth statement cash and receiv- 

ables only amount to 34.45 against current liabilities of 

41.71 as indicated on the 100-per-cent statement. There is 

also an improvement following the rise in the current ratio 

on the last statement, but the acid-test ratio is still below 

parity. The acid-test ratio for the last year of the com- 

pany is 97 per cent and for the period statement 113 per 



160 Per Cent Statement 

Cross- 

First Second Third Fourth Fifth footed 
year year year year year period 
Co. Co. Co. Co. Co. statement 

Cash 5.60 5.50 3.95 4.78 6.94 5.35 

Receivables 35.39 33.23 31.42 29.67 31.69 32.15 

Inventory 36.50 33.23 34.92 34.05 34.60 34.65 

Total current 77.49 71.96 70.29 68.50 73.23 72.15 

Total fixed 22.51 28.04 29.71 31.50 26.77 27.85 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 21.58 24.31 31.39 39.65 34.67 30.83 

Taxes 1.86 whe 58 .74 -98 .85 

Misc. -64 67 -46 1.32 4.05 1.48 

Total current 24.08 25.09 32.43 41.71 39.70 33.16 

Total debt 24.08 25.09 32.43 41.71 39.70 33.16 

Net worth 75.92 74.91 67.57 58.29 60.30 66.84 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 399.57 413.05 378.74 393.88 442.76 405.64 

Ratios 

Current 321 286 216 164 184 217 

Mdse.-rec. 103 100 111 114 109 108 

Worth-fixed 336 266 227 184 224 239 

Worth-debt 314 297 207 139 151 201 

Sales-rec. 1,129 1,243 1,205 1,327 1,397 1,261 

Sales-mdse. 1,094 1,243 1,084 1,157 1,279 1,170 

Sales-fixed 1,775 1,473 1,274 1,250 1,653 1,456 

Sales-worth 526 552 560 675 734 607 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value’ Rel. Value 

Current 25 1383 33.25 124 31.00 100 28.00 75 18.75 85 21.25 

Mdse.-rec. 95 92 103 105 101 

Worth-fixed 15. (129 28.85 ‘LL 416.66 95 14.25 Tt “VISbS 93 13.95 

Worth-debt 25 136 34.00 133 33.25 103 25.75 69 17.25 75 18.75 

Sales-rec. 10 89 8.90 98 9.80 95 9.50 105 10.50 110 11.00 

Sales-mdse 10 93 9.30 106 10.60 92 9.20 99 9.90 109 10.90 

Sales-fixed 10 118 11.80 1201 -10.10 87 8.70 85 8.50 112 11.20 

Sales-worth 5 86 4.30 90 4.50 92 4.60 111 5.55 118 £45.90 

100 120.90 115.90 97.00 82.00 92.95 
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cent. It may be said, therefore, that while the current ratio 
is fairly near 200 per cent it is inadequate. 

WORTH-FIXED RATIO 

This ratio seems reasonably satisfactory. It is 93 per 
cent of parity on the last year and a ratio of 224 seems to 

provide a sufficient amount of capital over and above the 

fixed asset investment for current operations of the busi- 

ness. It is noted here that the dollar figures increased 

$100,000 during the first four years, but declined $48,000 

the fifth year. This in itself might prompt the analyst to 

search out the reason for this movement and its effect on 

net worth. 

WORTH-DEBT RATIO 

The first point to be noticed about the net worth is the 
actual decline in dollars over the five years of some $48,000. 
In comparison with this an increase of $136,000 is found in 

current borrowings which in turn have been reduced $32,000 

during the last year. The ratio of the average period state- 

ment is 201. The relationship of this ratio in the last two 

years to this base is 69 and 75, decidedly below parity, and 

a bad showing. 
A glance at the 100-per-cent statement shows a 20 per 

cent decline in the percentage of net worth to total footings 

from 75.92 to 60.30. This further emphasizes the greater 

reliance on borrowings to conduct the business. 

SALES RATIOS 

Little need be said about these ratios. They are high and 

in accordance with what would be expected in this industry. 

There is a turnover of receivables and inventory of slightly 

more than once a month. The volume of sales compared 

with total footings is high, as shown by the 100-per-cent 

sales figures, which average $405.64 for each $100 of total 



100 Per Cent Statement 

Cross- 

First Second Third Fourth Fifth footed 

year year year year year period — 

Co. Co. Co. Co. Co. statement 

Cash 5.60 5.50 3.95 4.78 6.94 5.35 

Receivables 35.39 33.23 31.42 29.67 31.69 32.15 

Inventory 36.50 33.23 34.92 34.05 34.60 34.65 

Total current 77.49 71.96 70.29 68.50 73.23 72.15 

Total fixed 22.51 28.04 29.71 31.50 26.77 27.85 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

lS EeEE—EeEeEe—™_—eee_—e—eee 

Payables 21.58 24.31 31.39 39.65 34.67 30.83 

Taxes 1.86 ont .58 .74 -98 85 

Misc. .64 .67 .46 1.32 4.05 1.48 

Total current 24.08 25.09 32.43 41.71 39.70 33.16 

Total debt 24.08 25.09 32.43 41.71 39.70 33.16 

Net worth 75.92 74.91 67.57 58.29 60.30 66.84 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 399.57 413.05 378.74 393.88 442.76 405.64 

Ratios 

Current 321 286 216 164 184 217 

Mdse.-rec. 103 100 111 114 109 108 

Worth-fixed 336 266 227 184 224 239 

Worth-debt 314 297 207 139 151 201 

Sales-rec. 1,129 1,243 1,205 1,327 1,397 1,261 

Sales-mdse. 1,094 1,243 1,084 1,157 1,279 1,170 

Sales-fixed 1,775 1,473 1,274 1,250 1,653 1,456 

Sales-worth 526 552 560 675 734 607 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 133 33.25 124 31.00 100 25.00 75 18.75 85 21.25 
Mdse.-rec. 95 92 103 105 101 

Worth-fixed 15 129 19.35 111 16.65 95 14,25 77 11.55 93 13.95 
Worth-debt 25 1386 34.00 1383 33.25 103 25.75 69 17.25 75 18.75 

Sales-rec. 10 89 8.90 98 9.80 95 9.50 105 10.50 110 11.00 
Sales-mdse 10 93 9.30 106 10.60 92 9.20 99 9.90 

Sales-fixed 10. 118, 11.80" 101 10.10 87 8.70 85 8.50 112 11.20 
Sales-worth 5 86 4.30 90 4.50 92 4.60 111 5.55 

100 120.90 115.90 97.00 82.00 92.95 
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footings for the period. This high volume is further re- 
flected in a high turnover of plant and invested capital, the 
latter turning an average of once every two months. 

PROFIT AND DIVIDEND FIGURES 

It is unfortunate that the profit and dividend figures were 
not available in the first year, so that the picture would be 
complete. However, some rather interesting comments can 

be made from the data submitted. 
The profits for the four years amount to $113,645. Dur- 

ing the same period the dividends amounted to $161,113, an 
excess of dividends over profits of $47,468. The net worth 

has decreased from $492,105 on the first statement to 
$444,402, or $47,703, almost exactly the amount by which 
the dividends exceed the profits for the period. The stock- 
holders may be trying to liquidate their holdings by repay- 

ing themselves in dividends. This would be a rather slow 
process if successful eventually. In the carrying out of 
such a policy the management would rob the company of 
capital, so that its operations would have to be contracted 
to such a point that failure rather than liquidation would 

be the result. Comment was made in the chapter on Sup- 

plementary Ratios on the variations found in reporting net 

profits. The net profits of the company under considera- 
tion are apparently before dividends. 

It is suggested that instead of liquidating the net worth 

by the milking process, the company would have materially 

strengthened its position if it had kept the dividends in the 

business, thereby improving its current and worth-debt 

positions. 
The dividends which have been declared when compared 

with the net worth show the following percentages: 

LS RSE a ei Se ne Dn 8.5 
CC OM VOR Se celoresitera re tetera ears eis toners tele tetarotar ate 5.0 
eT el sy teieiods. avoct uss: « bpielocartilg catia aha 12.6 
RRM VERE eet ee rarest sie go clack yincayste «iw 4G: 6050 9.1 



100 Per Cent Statement 

Cross- 

First Second Third Fourth Fifth footed 

year year year year year period 

Co. Co. Co. Co. Co. statement 

Cash 5.60 5.50 3.95 4.78 6.94 5.35 
Receivables 35.39 33.23 31.42 29.67 31.69 32.15 
Inventory 36.50 33.23 34.92 34.05 34.60 34.65 

Total current 77.49 71.96 70.29 68.50 73.23 72.15 

Total fixed 22-61 28.04 29,71 31,60) 6s 2678 27.85 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 21.58 24.31 31.39 39.65 34.67 30.83 
Taxes 1.86 ae .58 .74 -98 85 

Misc. .64 .67 46 1.32 4.05 1.48 

Total current 24.08 25.09 32.43 41.71 39.70 33.16 

Total debt 24.08 25.09 32.43 41.71 39.70 33.16 

Net worth 75.92 74.91 67.57 58.29 60.30 66.84 

Total 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 399.57 413.05 378.74 393.88 442.76 405.64 

Ratios 

Current 321 286 216 164 184 217 

Mdse.-rec. 103 100 111 114 109 108 
Worth-fixed 336 266 227 184 224 239 

Worth-debt 314 297 207 139 151 201 
Sales-rec. 1,129 1,243 1,205 1,327 1,397 1,261 
Sales-mdse. 1,094 1,243 1,084 1,157 1,279 1,170 

Sales-fixed 1,775 1,473 1,274 1,250 1,653 1,456 

Sales-worth 526 552 560 675 734 607 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value’ Rel. Value 

Current 25 1383 33.25 124 31.00 100 25.00 75 18.75 85 21.25 

Mdse.-rec. 95 92 103 105 101 

Worth-fixed 15 129 19.35 111 16.65 95 14.25 77 «11.55 93 13.95 

Worth-debt 25 136 34.00 133 33.25 103 25.75 69 17.25 75 18.75 

Sales-rec. 10 89 8.90 98 9.80 95 9.50 105 10.50 110 11.00 

Sales-mdse 10 93 9.30 106 10.60 92 9.20 99 9.90 109 10.90 

Sales-fixed 10. TIS: 21.80. 10h) ip.410 87 8.70 85 8.50 112 11.20 

Sales-worth 5 86 4.30 90 4.50 92 4.60 111 5.55 118 5.90 

100 120.90 115.90 97.00 82.00 92.95 
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These percentages are based on the entire net worth and 
not on the capital stock alone, so the return to the stock- 
holders is much higher for their per share holdings. 

If the amount of the dividends is added to the net worth 
the debt alone could be reduced by a similar amount. On 
this new basis the company’s statement would be as follows: 

Cross-footed Fifth 
period statement year 

Total current assets.............. 2,520,717 539,701 
2) Oe ne ee ee 973,103 197,221 

Men 3,493,820 736 ,922 
Total current liabilities........... 997 ,595 131,407 
PICU WTCD oie kiss biceiss% svat cas 2,496 , 225 605,515 

Eee B ee NE ec rk ol aie ala vay 3,493,820 736 , 922 

These ratios naturally improve the company’s position 

greatly, as noted in the following computation when the 

improved ratios are substituted in both the last statement 
and period statement. 

Co. Base Rel. Value 

ON ee oe oc vee aoa sos eile 410 252 139 34.75 
Worth—fixed..:.....:....... 307 266 117 17.55 
A et 6) re 461 “250 146 36.50 
SRSA ee ae ee ee Oe ag 1397 1261 110 11.00 

Sales—mdse. .........-.-020% 1279 1170 109 10.90 
Seb a 1653 1456 112 11.20 

Sales—worth................ 538 567 94 4.70 

126.60 

An index number of 126.60 is a considerable betterment, 
and while it is probably not necessary to go to such an ex- 

treme, certainly a part of the earnings should have been 

kept in the business and not all of the profits and part of 

the accumulated surplus dissipated in dividends. 



306 RATIO ANALYSIS‘OF FINANCIAL STATEMENTS 

SUMMARY 

1. Not a sufficiently high current position considering 

nature of the business. 
2. Worth-debt position somewhat low. 

3. Reduction of net worth through dividends should be 
discouraged. 
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Specimen Analysis No. 9 

Data Submitted by Company 

Date First year Second year Third year Fourth year Fifth year 

Cash 728,877 1,288, 891 713,385 601,617 745,741 

Rec. 790,412 644,959 727 ,642 851,336 991,214 

Inventory 1,547,524 1,317,404 1,381,300 1,475,860 1,520,162 

Listed securities 11,119 4,733 4,686 4,928 — 
Misc.’ d - —_ — —_ = 

Total current 3,077,932 3,255,987 2,827,013 2,933,741 3,257,117 

Plant and equipment 2,256,220 2,551,060 2,526,153 2,576,062 2,503, 866 

Misc. 838,519 712,578 716,612 683 , 530 541,461 

Total fixed 3,094,739 3,263,638 3,242,765 3,259,592 3,045,327 

Goodwill 

Total 6,172,671 6,519,625 6,069,778 6,193,333 6,302,444 

Payables 2,054, 261 917,768 578,232 721,864 1,355, 883 

Taxes 36,675 44,316 

Misc. 10,170 10,181 26,120 59,124 58,120 

Total current 2,101,106 972,265 604,352 780,988 1,414,003 

Funded 511,340 1,850,000 1,850,000 1,770,783 1,767,453 

Total debt 2,612,446 2,822,265 2,454,352 2,551,771 3,181,456 

Reserves 606 ,089 750,140 667 ,036 710,733 802,387 

Capital stock | pfd. 1,567,690 1,850,000 1,790,726 1,754,651 1,718,539 

com. 851,000 851,000 851,000 851,000 92,500 

Surplus 535,446 246, 220 306 , 664 325,178 507 , 562 

Net worth 2,954,136 2,947,220 2,948,390 2,930,829 2,318,601 

Total 6,172,671 6,519,625 6,069,778 6,193,333 6,302,444 

Oe EOOoEoEEEEooooooe®«oooagaaoaooaswasws=~osessSsSsSsSsSsS So 

Sales 17,297,500 15,868,079 16,568,526 17,127,596 21,444,756 
i 

4 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81. 539 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 
Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 
Inventory 25.07 21.83 20.21 21.48 22.76 22,99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 07 1.82 08 1.46 .08 80 .02 
Misc. .06 08 23 22 02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 259 07 68 .08 07 12 1.97 

Misc. 17 -29 15 22 43 22 95 1.61 -93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 11.48 1.56 12.73 1.69 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed 95 136 90. 119 91 128 90 124 76 125 
Worth-debt 113 106 104 148 120 145 115 194 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 
Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 
Sales-fixed 559 536 486 505 511 508 525 529 704 575 
Sales-worth 585 414 538 457 662 452 584 353 925 400 
— oe  eeESESESSESSFSFSMSSSSSSSMMMMMsFsfsees 

Index 
a 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value ep nS ee a es ae 
Current 25 62 15.50 111 27.75 141 35.25 115 28.75 87 21.75 
Mdse.-rec. 158 138 127 119 118 
Worth-fixed 15 70 10.50 75 11.25 71 ~=-:10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 83.20.75 59 14.75 44 11.00 
Sales-rec. 10 «153 15.30 148 14.80 106 10.60 124 12.40 127 12.70 
Sales-mdse, 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth 5 129 645 115 5.75 120 6.00 140 7.00 157 7.85 ——_—_—_ 

Index 100 96.65 98.75 104.05 92.90 85.45 ee ES 
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Specimen Anatysis No. 9 

THIS company is in an industry where turnovers are 
high, as will be noted by the sales ratios. There is a con- 
siderable amount of competition and the margin of profit 
per dollar of sales small, as is frequently the case when 
turnovers are high. 

The first point to note is the change in capital structure 

between the fourth and fifth statements. The $851,000 of 
common stock has been changed into no-par stock, thereby 
eliminating the common stock and adding $842,490 to the 

capital surplus account. There is, however, a discrepancy 

between the net worth in the last two statements of 
$612,228 to be explained. Detailed operating figures and a 
complete reconcilement of surplus should be demanded. 
The drop of more than 20 per cent in net worth and a sub- 

stantial increase in debts certainly require explanation. 

CURRENT RATIO 

This company is introduced as a good example because a 
creditor placing faith in the current ratio as the sole meas- 
ure of goodness might have a much greater faith in the 

company than the figures really warrant when fully 

analyzed. The tabulation of the current ratio is as follows: 

Year Co. Group Rel. 

[i aaa re 146 233 62 
SOT Oe IER 335 298 111 
“VCs CORR ame ern 467 274 141 
OSes eek te es eae 375 321 115 
MRAP ete ee em ele 7a ate 230 265 87 

_ The current ratio on the first statement is very low, 146 

against a group of 233, or 62 per cent. In order to bolster 

up this condition the company funded its current obliga- 

tions, which raised that ratio to 335 on the second state- 

ment, and carried it to 467 on the third. An examination of 



100:Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 
Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 
Listed secur. 18 74 07 1.82 08 1.46 .08 80 -02 

Misc. 06 08 23 22 02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 62.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 059 07 68 08 07 12 1.97 
Misc. 17 29 15 22 43 22 95 1.61 93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 1148 1.56 12.73 1.69 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed 95 136 90 119 91 128 90 124 76 125 

Worth-debt 113 106 104 148 120 145 «115 194 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 
Bales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 
Bales-fixed 559 «#5386-—(i‘éSGCsC“‘«é‘iCSSC«*iidLC(‘<é‘«éiSSCOC*dSRSSCsC«*DSsC7QA—Ss«*Z 
Sales-worth 585 414 538 457 662 452 584 353 925 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 15.50 111 27.75 141 35.25 115 28.75 87 21.75 

Mdsze.-reo. 158 138 127 119 118 
Worth-fixed 15 70 10.50 75 11.25 71 ~=—-:10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 8320.75 59 14.75 44 11.00 

Bales-rec. 10 153 15.30 148 14.80 106 1060 124 12.40 127 12.70 
Sales-mdse. 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 

Sales-worth 56 129 645 115 5.75 120 6.00 140 7.00 157 7.85 

Index 100 96.65 98.75 104.05 92.90 85.45 
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the indenture in one of the bond issues indicates that a re- 
duction in the bonds is required yearly. The funded debt 

remains the same for the second and third statements. 

Then it shows a moderate reduction for the fourth state- 
ment and again remains almost stationary for the fifth 
statement. However, the fourth statement shows a sub- 

stantial increase in current borrowings of about $180,000, 
while the last statement shows an increase of $634,000 in 

round figures. On a percentage basis, referring to the 100- 
per-cent statement, the total current liabilities the third 
year were $9.96 in every $100 of total footings. The fourth 

year they had jumped to $12.61 and the last year to $22.44 

in every $100 of total footings. The current debt increases 
more rapidly than the reduction of the funded debt. The 

practice of funding debts to establish a current ratio and 
almost immediately borrowing currently until the ratio is 

again materially lowered is one of the vicious practices in 

that the debt in funded form seems forgotten. 

Another strain on the current position of this company is 

the requirement that a percentage of the preferred stock 

must be retired the first of each year if offered at par. This 
adds an additional burden to an already overburdened com- 

pany. In fact, this practically makes this percentage a 

potential current liability, reducing tbe seeming current 
strength. 
It is possible that some one may ees that the high 

percentage of current liabilities may be excused because of 

the large percentage of cash, which runs 11.81, 19.77, 11.75, 

9.71, and 11.83 for the five years. However, if the acid test 
is applied to the figure in the last statement it shows the 
following result: 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 138.75 16.46 15.73 17.21 

Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 07 1.82 08 1.46 .08 .80 .02 

Misc. -06 .08 23 -22 02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 
Taxes 59 07 68 08 07 12 1.97 
Misc. 17 29 15 22 43 22 95 1.61 -93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 4044 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 11.48 1.56 12.73 1.69 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed 95 136 90 119 91 128 90 124 76 125 

Worth-debt 113 106 104 148 120 145 115 194 73 165 

Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 

Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 

Sales-fixed 559 536 486 505 511 508 525 529 704 575 

Sales-worth 585 414 538 457 562 452 584 353 925 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 16.50- 111 27.75 141 35.25 115 28.75 87 21.75 

Mdse.-rec. 158 138 127 119 118 

Worth-fixed 15 70 10.50 75 11.25 71 10.65 72 10.80 61 9.15 

Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 

Sales-rec. 10 158 15.30 148 14.80 106 10.60 124 12.40 127 12.70 

Sales-mdse. 10°. 120) 12.00 121 12.10 107 10.70 93 9.30 110 11.10 

Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 

Sales-worth 5 129 645 1158 £5.75 120 6.00 140 7.00 157 7.85 pen wire neha gt ga ec 
Index 100 96.65 98.75 104.05 92.90 85.45 
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Co. Group 
Cash J REE ORE ARS Cae ten ame p Ua ei 11.88% 3.22% 
PORES AINOS aot Ge inc fo reese eke was 15.73 17.21 

27.56% 20.43% 

Gime hapilities ss ey sarc ceh less « 22.44% 12.44% 

Per cent cash and rec. to current liabilities 122% 164% 

It would seem that the company might be keeping these 
substantial bank balances either by request or in order to 

keep their banks passive to the real situation. A bank 
analyst certainly should not overlook a poor condition be- 

cause of the comfortable balances a company may have on 

deposit. 

WORTH-DEBT 

A slang phrase aptly describes this ratio: “it is getting no 

better fast.” Total debt approximates the total debt as 

shown by the group 100-per-cent figures until the last state- 
ment, when there is a considerable increase on a percentage 
basis. For the five years the total debt compared to the 

group runs as follows: 

PERCENTAGE OF DEBT AND WORTH-DEBT RATIO 

Percentage of debt - Worth-debt ratio 
Rel. to 

Year Co. Group Co. Group group 

[OS ee eee 42.32 48.75 113 106 106 
Sie a haar 43 .29 42.13 104 148 70 

Sho See ara 40.44 42.99 120 145 83 
PP OUTEL:. hss <<... 41.20 39.27 115 194 59 

MAH oe sis cin « 50.48 38.82 73 165 44 

It is noted that there is a steady decline from the high 

point the third year of 120 to a dangerous proportion of 

owned to borrowed capital the last year of only 73 per cent. 

The owners are only putting up 73 per cent as much of the 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3,22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 

Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 07 1.82 08 1.46 .08 .80 .02 

Misc. .06 08 23 22 .02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 59 07 63 08 07 12 1.97 
Misc. old 29 15 22 43 22 95 1.61 -93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 5048 38.82 

Reserves 9.82 1.59 11.50 1.70 1099 1.76 1148 1.56 12.73 1.69 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 208 467 274 375 321 230 265 
Madse.-rec. 196 83 204 126 189 139 173 «4140 153 195 
Worth-fixed 95 136 90 119 91 128 90 124 76 125 

Worth-debt 113 106 104 148 120 145 115 194 73 165 

Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141° 2,011 1,538 2,163 1,590 

Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 

Sales-fixed 559 536 486 505 511 508 525 529 704 575 

Sales-worth 585 414 538 457 562 452 584 353 925 400 

LK 

Index 
a a Ne ae ee 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 
ee ee ie Se SE 
Current 25 62 26.50 112 27.75 141 35.25 115 28.75 87 21.75 
Mdse.-rec. 158 188 127 119 118 
Worth-fixed 15 70 10.50 75 11.25 71 10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 
Sales-rec. 10 153 15.30 148 14.80 106 10.60 124 1240 127 12.70 
Sales-mdse. 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth 5 129 6.45 115 -55.75 120 6.00 140. 7.00: “57> 7:85 

Index 100 96.65 98.75 104.05 92.90 85.45 



APPENDIX | 315 

capital at use in the business as the creditors—not a very 
safe condition for the creditors. 

It is assumed for the sake of argument that they are cor- 
rect who say that the worth and reserves should be added 
together, that reserves are merely a segregation of net worth 

and we have the following condition in the last year. 

Co. Group 

POEM CS tdcarnst ede ik oie goe'ak 2 123738 1.69 
Neh WORE ete cede oes 36.79 59.49 

OLA Re oh oe. see 49.52 61.18 

4g 52) 03 (oo Rae 50.48 38 .82 

Per cent reserves and net worth 
TOTO GCDG.. kk co lye ee ee 97 157: 

This further shows the weak condition of this company— 
its overreliance on borrowings to secure the capital at use 

necessary to its operation. If any adverse condition in 
business should develop, this company, because of its de- 

pendence on borrowed money, might be in a sad predica- 
ment. Reference is made again to previous comments on 

the sinking fund and preferred stock requirements which 
further aggravates the weak capital condition and indicates 
weakness in financing. 

WORTH-FIXED 

This ratio also does not measure up to the group, a com- 

parison of the ratios of the company and group running as 

follows: 

Co. Selected Rel. Co. ratio 
Year ratio ratio to selected 

AE UES Lane oe de aL at 95 136 70 

0 Cale a ee A 90 119 75 
PU AMER GE hee tice cacaler le a 91 128 71 
2 YE SS 6 Og <A a 90 124 Us 

ities. Sell o tee 76 125 61 

In the organization of a company it is generally thought 



\ 

100-Per Cent Statements | 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 

Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 07 1.82 .08 1.46 .08 -80 .02 

Misc. .06 .08 .23 22 02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 652.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 59 .07 68 08 07 12 1.97 

Misc. 17 .29 15 22 43 22 25 61 93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 11.48 1.56 (12:73 1.69 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.382 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed 95 136 90 119 91 128 90 124 76 125 

Worth-debt 113 106 104 148 120 145 115 194 73 165 

Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 ' 2,011 1,538 2,163 1,590 

Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 

Sales-fixed 559 536 486 505 511 508 525 529 704 575 

Sales-worth 585 414 538 457 562 452 584 353 925 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 15.50 ll S775) (241 85.25 115 28.75 87 21.75 

Mdse.-rec. 158 138 127 119 118 

Worth-fixed 15 70 10.50 75 11.25 ral 10.65 72 10.80 61 9.15 

Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 

Sales-rec. 10 158 15.30 148 14.80 106 10.60 124 12.40 127 12.70 

Sales-mdse. 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 

Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 

Sales-worth & 129 645 115 £465.75 120 6.00 140 7.00 157 7.85 

Index 100 96.65 98.75 104.05 92.90 85.45 
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that the net worth should be sufficient to purchase the fixed 
assets, with some margin left over to supply part of the 
working capital. The industry shows this to be the case in 

the ratios listed above, ranging from a low of $119 of worth 

for every $100 of fixed assets to $136. There is a substan- 
tial margin above the investment on the last statement 
when, after the investment in fixed assets there remains $25 

in every $100 to use in the current operation of the business. 
In comparison with this the company ratio of 76 indicates 
that it is borrowing $24 in addition to the invested capital 
of $76 in order to purchase their fixed assets. 

The relationship of 61 per cent the last year between the 
company’s ratio and the selected ratio shows clearly how 

weak this company really is in capital supply for fixed 
investment. 

NET WORTH TO NET FIXED ASSETS 

For those who believe that the funded debt should be 
taken into consideration in any computation involving fixed 

assets the following computations are offered from the 100- 

per-cent statement, calling attention to the fact that this 

company’s funded debt is higher in all but the first year 
than that shown by the group. 

First year Second year Third year Fourth year Fifth year 
Co. Group Co. Group Co. Group Co. Group Co. Group 

Fixed assets...... 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 
Funded debt..... 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Net fixed. ....... 41.86 16.07 21.68 22.63 22.94 23.50 24.04 26.17 20.28 26.23 
Net worth....... 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 
Net worth to net 

Hixedne ey telcos 114% 308% 208% 248% 211% 235% 197% 226% 181% 227% 

This table further indicates how badly the company is 
tied up in fixed assets. The funded debt has been deducted 
from fixed assets and a ratio computed, the net worth to net 

fixed assets, and in every year the company has a smaller 

margin of its own capital free for current operation than 

that shown by the group. 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group’ Co. Group | Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 1646 15.73 17.21 

Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 (74 07 1.82 08 1.46 .08 80 .02 

Misc. .06 .08 .23 22 02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 651.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 652.61 
Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 
Taxes 59 07 68 .08 07 12 1.97 

Misc. l7 .29 15 22 43 .22 95 1.61 -93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 1148 1.56 12.73 1.69 
Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 «49835 4298 467 274 375 321 230 265 
Madse.-rec. 196 83 204 126 189 139 1738 «#4140 «153 ~©« 125 
Worth-fixed 95 136 90 «119 91 128 90 124 76 125 
Worth-debt 118 106-104. 148 1 a ae 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 
Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 
Sales-fixed 559 536 486 505 511 508 525 529 704 ~# 575 
Sales-worth 585 414 538 457 562 452 584 353 925 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 15.50 111 27.75 141 35.25 115 28.75 87 21.75 
Mdse.-rec. 158 138 127 119 118 
Worth-fixed 15 70 10.50 75 11.25 71 = 10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 83.20.75 59 14.75 44 11.00 
Sales-rec. 10 «153 15.30 148 14.80 106 1060 124 1240 127 12.70 
Sales-mdse. 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth 5 129 645 115 5.75 120 6.00 140 7.00 157 7.85 
—_— ee _ sw 

Index 100 96.65 98.75 104.05 92.90 85.45 
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An additional test to determine the extent to which the 

fixed assets are mortgaged is a proper precaution in such a 

case. In computing this proportion it is necessary to take 

the entire fixed assets, which may include items other than 

actual plant, but for purposes here this supplementary test 

is comparable and may prove interesting. 

First year Second year Third year Fourth year Fifth year 
Co. Group Co. Group Co. Group Co. Group Co. Group 

Fixed assets...... 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 
Funded debt..... 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Ratio funded to 
fixed assets.... 16% 62% 56% 54% 57% 54% 54% 49% 58% 50% 

From the second to fifth statements, after funding opera- 

tions, inclusive, the company has a larger percentage of its 

fixed assets mortgaged than has the group. The last two 

years show the company has mortgaged its plant 5 and 8 

per cent more than the group. This, in the face of the lower 

worth-to-fixed and worth-to-net-fixed ratios, further sub- 

stantiates the belief that the company is overinvested in 

plant. 

VELOCITY RATIOS 

This company is apparently depending on momentum to 

keep its head above water. Its sales on the 100-per-cent 

statement indicate a higher volume when compared with 

the industry. Its sales are higher than the group every 

year. This volume seems to have been secured at the sacri- 

fice of profits, as there is a decrease in the net-worth figure 

the first four years, and a very decided drop the last year to 

which reference has previously been made. 

SALES TO RECEIVABLES 

Sales to receivables are substantially above the group 

figure. The subject seems to collect its receivables every 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group’ Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 
Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 07 1.82 08 1.46 .08 80 02 
Misc. .06 .08 23 22 -02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 59 07 68 08 .07 12 1.97 
Misc. -17 .29 15 22 43 22 95 1.61 93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 . 1.69. 11:50 .1.70 10.99 176 1148 1.56 2.73, Bao 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed % 136 80 110 Of 9128 90 194 76 125 
Worth-debt 118 106 204 148 120 146 288 186 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,588 2,163 1,590 

Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 

Sales-fixed 559 4536 «69486 «= 505-—‘i‘‘Y“C(‘<‘é‘éwOSSCHSCéi«i]SSC“‘éOASOCO#‘TSS 
Sales-worth 585 414 538 457 562 452 584 353 925 ~ 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 15.50 111 27.75 141 35.25 115 28.75 87 21.75 
Mdse.-rec. 158 138 Tokay 119 118 

Worth-fixed 15 70 10.50 75 11.25 71 ~=-:10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 
Sales-rec. 10 153 15.30 148 1480 106 10.60 124 12.40 127 12.70 
Sales-mdse, 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Bales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth 56 129 645 115 65.75 120 6.00 140 7.00 157 7.85 re ranean eesti inventors nen fpaieniesaiveeniiesr sesame Sa Se | Se SS 

Index 100 96.65 98.75 104.05 92.90 85.45 
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seventeen days in 1925 against every twenty-three days for 
the industry. This rapid collection may be due to the pres- 
sure it is under to pay its own obligations, although its 
rather high cash position should enable it to take advan- 
tage of any discounts if the cash is really free. Even though 
their sales are high, they may be losing profitable business 
by maintaining too rigid a collection policy. 

SALES TO MERCHANDISE 

This relative measure of inventory turnover is higher in 
the company than the group in the last four of the five 

years. Inventory is turned every twenty-five days against 
the group relative turnover of once a month in 1925. As in 

the case of the receivables this is due primarily to higher 

sales volume. The profit in this industry is in the number 
of turnovers. If the company is operating at a profit, this 
profit can be smaller per dollar of sales because of more 

rapid turnovers. This margin of profit runs around one to 

one and a half cent in each dollar of sales in this industry. 
The higher sales volume per dollar of footings as found on 

the 100-per-cent statement is not reflected in any bettering 

of the company’s worth. A logical question arises as to why 
profits do not show themselves. It looks like a case in 

which volume rather than profitable merchandising has 

been sought by the management. Cértainly this is not a 

satisfactory condition. 

SALES-FIXED RATIO 

In three of the five years under analysis the company’s 

ratio has exceeded the group, and in the last year is 129 

points higher. At no time does it vary greatly from the 

group excepting the last year, when sales volume is so 

greatly in excess of the group. In a measure this offsets the 

criticism against too great a fixed asset investment, except 

that profits have not resulted from this feverish activity. 



100-Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 5.39 19.77 7.69 11.75 4.74 9.71 3.52 11.83 3.22 

Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73- 17.21 

Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 

Listed secur. 18 74 O07. pale 08 1.46 .08 .80 -02 

Misc. .06 .08 .23 22 .02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 

Taxes 59 07 63 .08 07 12 1.97 

Misc. 17 29 15 22 43 22 25 E61 -93 18 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 40.44 42.99 41.20 39.27 50.48 38.82 

Reserves 9.82 1.59 11.50 1.70 10.99 1.76 1148 1.56 12.73 1:69 

Net worth 47.86 49.66 45.21 656.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 298 467 274 375 321 230 265 

Mdse.-rec. 196 83 204 126 189 139 173 140 153 125 

Worth-fixed 95 136 90 119 91 128 90 124 76 125 

Worth-debt 113 106 104 148 120 145 115 = 194 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 

Sales-mdse. 1,118 899 1,204 950° 1,199 1,119 1,160 1,246 1,411 1,270 

Bales-fixed 559 536 486 505 611 508 525 529 704 6575 
Sales-worth 585 414 638 457 562 452 684 353 925 400 
CC rr na 

Index 
a a eet Ss Sk ec Be 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 
a a aa ee ae 
Current 25 62 15.50 111 27.75 141 85.25 115 28.75 87 21.75 
Mdse.-reo. 158 138 127 119 118 
Worth-fixed 15 70 10.50 75 11.25 71 = 10.65 72 10.80 61 9.15 
Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 
Sales-reo. 10 153 15.30 148 1480 106 1060 124 12.40 127 12.70 
Sales-mdse. 10 120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth 6 129 645 115 65.75 120 6.00 140 7.00 157 7.85 nn rH eS 

Index 100 96.65 98.75 104.05 92.90 85.45 
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SALES-WORTH RATIO 

The company at first glance apparently has an excellent 
relationship in this ratio measured against the group. The 
ratios are so computed that an increase in the ratio should 
indicate a betterment. Some allowance must be made in 
this case in interpreting this ratio, however. The decreas- 
ing percentage of net worth in the company when com- 

pared to the group naturally would lead to a higher turn- 
over even if the sales volume were the same. In this 
company the sales volume, being so much higher, natu- 
rally causes an even higher net worth turnover and an ap- 
parently better condition. If the company’s net worth 

were the same percentage as the group or 59.49, in the last 
statement the net worth turnover would still be better 
than the group. Attention is called to the uselessness of 

this volume and high turnover as measured by the lack of 
profits. 

As a matter of cold analysis this high ratio of sales to net 

worth, unaccompanied by proportional profits, suggests 

overtrading. The last year this is in a marked degree. It 

might seem that the height of this ratio, in this instance, 
suggests weakness of management rather than strength. In 

a competitive endeavor to secure business the company has 

taken it at prices that do not return a profit and, therefore, 

it is simply fabricating and selling to the advantage of its 

customers rather than benefiting itself. 
It is the general consensus of opinion that an industry 

which is extremely liquid does not require a high current 
ratio. The writers do not coincide with this rather gener- 
ally accepted theory, because when merchandising and col- 

lection are both rapid processes, funds should be constantly 
accruing to a company through the process of sale. With 

capital tied up for only a short time in the processes of busi- 
ness from purchase of raw material to collection of sales, a 
company should be under less necessity of borrowing, and 



100. Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 11.81 539 19.77 7.69 11.76 4.74 9.71 3.52 11.83 3.22 
Receivables 12.80 29.25 9.89 19.48 11.99 19.59 13.75 16.46 15.73 17.21 
Inventory 25.07 21.83 20.21 21.48 22.76 22.99 23.83 26.92 24.12 26.92 
Listed secur. 18 74 07 1.82 08 1.46 .08 -80 02 

Misc. -06 08 -23 +22 .02 

Total current 49.86 57.27 49.94 50.55 46.58 49.01 47.37 47.92 51.68 47.39 

Total fixed 50.14 42.73 50.06 49.45 53.42 50.99 52.63 52.08 48.32 52.61 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 33.28 21.73 14.08 15.01 9.53 15.21 11.66 11.63 21.51 10.29 
Taxes 59 07 68 08 07 12 1.97 
Misc. “17 .29 15 -22 43 +22 05 1-61 93 18 
| 

Total current 34.04 22.09 14.91 15.31 9.96 15.50 12.61 13.36 22.44 12.44 

Funded debt 8.28 26.66 28.38 26.82 30.48 27.49 28.59 25.91 28.04 26.38 

Total debt 42.32 48.75 43.29 42.13 4044 42.99 41.20 39.27 5048 38.82 

Reserves 9.82, 1.59 11,50 1.70 10:99 1.76 14.48 1.56 T2728 aces 

Net worth 47.86 49.66 45.21 56.17 48.57 55.25 47.32 59.17 36.79 59.49 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 280.23 182.11 243.39 203.95 272.97 210.71 276.55 202.98 340.26 231.74 

Ratios 

Current 146 233 335 208 467 «274 «#375 3821 230 ~ 265 
Mdse.-rec. 196 6 83—‘i kSsiC‘id2OKsti‘<‘éSCdDSsid7Bes:é—‘iK:—=‘édSCtCté«dLSSHS 
Worth-fixed 95 136 90 119 91 128 90 124 76 125 
Worth-debt 113°". 06 10k aS. a FS. Re 73 165 
Sales-rec. 2,189 1,037 2,461 1,280 2,276 2,141 2,011 1,538 2,163 1,590 
Sales-mdse. 1,118 899 1,204 950 1,199 1,119 1,160 1,246 1,411 1,270 
Sales-fixed 559 586 486 505 511 508 525 629 704 ~ 575 
Sales-worth 585 414 538 457 562 452 584 358 925 400 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 62 15.50 111 27.75 141 35.25 115 28.75 87 21.75 

Mdse.-rec. 158 138 127 119 118 

Worth-fixed 15 70 10.50 75 11.25 71 = 10.65 72 10.80 61 9.15 

Worth-debt 25 106 26.50 70 17.50 83 20.75 59 14.75 44 11.00 

Sales-rec. 10 153 15.30 148 14.80 106 10.60 124 12.40 127 12.70 

Sales-mdse. 10 6120 12.00 121 12.10 107 10.70 93 9.30 110 11.10 
Sales-fixed 10 104 10.40 96 9.60 101 10.10 99 9.90 119 11.90 
Sales-worth & 120. 645: 216 B75 120 6.00 140 7.00 157 = 7.85 
ee ee em Senin eee ens 

Index 100 96.65 98.75 104.05 92.90 85.45 
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should show higher current ratios. This opinion seems to 
be substantiated by the group figures in this instance. 
Undercapitalization and overtrading have here offset the 
expected current ratio for this company. 

SUMMARY 

THe following general summary can be made at this 
time: 

1. Current ratio and acid-test ratio decidedly below the 
- group. 

2. Worth-fixed ratio indicates overinvestment in plant 
substantiated by worth-to-net-fixed ratio and per cent 
of fixed-assets-mortgaged ratio. 

3. Worth-debt ratio well below group, showing too much 
reliance on borrowed capital and need for additional 
capital—a refinancing. 

4, High turnovers as measured by sales ratio, reflect high 

sales volume far in excess of group. High volume, 

however, does not bring about profits in this company. 

The index figure is held up by the sales ratios, but has 

declined nearly twenty points below the peak reached by 

the action of the funding operations. It has made two sub- 

stantial and continuous declines. If in the subsequent year 

a further decline of ten points should be made, the com- 

pany’s position would be serious. The warnings, however, 
are out in spite of a current ratio of 230 per cent, or 2.3 to 

1, which is not as much below the group figure as the index. 

These warnings point to weakness in management, and a 

revamping of this so as to effect profitable operations may 
reverse the trend. The creditor who lends by the rule of 

2 for 1 and believes a lower ratio safe in a liquid industry 
would, however, have no real appreciation of the weakness 

of his risk. 
~f 

SY | 
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Specimen Analysis No. 10 

Data Submitted by Company 

First Second Third Fourth Fifth 

Date year year year year year 

Cash 92,886 60,811 68,432 86,451 101,154 

Receivables 283 , 923 233,670 324,603 320,362 304,449 

Inventory 607 ,652 434,944 401,513 541,028 441,577 

Listed securities 
Misc. 

Total current 984,461 729 ,425 794,548 947,841 847,180 

Plant and equipment 22,707 20,483 19,715 16,991 14,262 

Misc. 35,033 30,467 36,702 41,813 40,587 

Total fixed 57,740 50,950 56,417 58,804 54,849 

Goodwill 462,500 462,500 462,500 462,500 462,500 

Total 

Less Goodwill 1,042,201 780,375 850,965 1,006,645 902,029 

Payables 397 ,090 266 ,649 299,697 451,664 393,797 

Taxes 32,424 13,314 13,296 1,345 

Misc. 27,750 

Total current 429,514 279, 963 340,743 453,009 393,797 

Funded 

Total debt 429,514 279,963 340,743 453,009 393,797 

Reserves 

Capital{ com. 462,500 
iiosk an 462,500 925,000 925,000 925,000 925,000 925,000 

Surplus 150,187 37,912 47,722 91,136 45,732 

Net worth-ex. Good- 
will 612,687 500,412 510,222 553,636 508 , 232 

Total 1,042,201 780,375 850,965 1,006,645 902,029 

Sales 2,283,304 1,552,412 1,736,519 1,823,175 1,709,376 

Profits 49,067 76,111 31,900 58,400 8,779 128,957 

90,300 

Net Loss 388,657 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 388.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities .28 25 11 .23 -07 

Misc. .53 .38 .23 81 AT 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 62 1.71 38 1.56 36 13 -80 -68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 .78 3.83 

Total debt 41.21 4443 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 58 .59 94 .67 

Net worth 58.79 53.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales. 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 211 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt 142 116 179 128 150 137 - 122 134 129 170 

Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,928 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value |. Rel.. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 21.75 

Mdse.-rec. 159 147 118 133 136 

Worth-fixed 10 154 1540 155 15.50 151 15.10 132 13.20 150 415.00 

Worth-debt 25 119 29.75 129 32.25 109 27.25 91 22.75 76 ~=19.00 

Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 

Sales-mdse. 15 57 8.55 81 12.15 91 = 13.65 85 12.75 94 14.10 

Sales-fixed 5 151 7.55 149 7.45 149 7.45 124 6.20 158 7.90 

Sales-worth 5 76 3.80 90 4.50 98 4.90 111 5.55 122 6.10 

Index 100 111.25 121.55 112.20 100.40 101.85 



APPENDIX 329 

SPECIMEN Anatysis No. 10 

THE usual custom of deducting goodwill from the total 

assets and the net worth has been followed in this analysis. 
The common stock of the company is made up entirely of 

goodwill each standing at $462,500. In many instances 

goodwill has a real value. While the object of this analysis 

is not to determine the value of the goodwill, its present 
reasonableness will be commented on during the analysis. 

In this instance different weights are suggested from those 
generally used. The fixed assets only run between 5.54 in 

the first year to 6.63 in the third, or $5.54 and $6.63 in 

every $100 of total footings, and, therefore, the weights of 
the ratios dealing with fixed assets have been cut down. 

In any analysis a certain amount of common sense must 

‘be used. No definite figure is either good or bad unless re- 

lated to some other figure, and no index number can be 

considered good or bad unless properly interpreted. 

CURRENT RATIO 

This company is engaged in a purely trading business, re- 

quiring no plant or machinery. The goodness, then, of its 

current assets is of prime importance. In connection with 

this it would be reasonable to tabulate separately the cur- 

rent ratios of the company and those selected as reasonable 

for the industry, together with the relationship between 

them. 

Co. Selected Relation Co. to 
Year ratios ratios selected ratio 

Lot! 2 ei 229 211 108 
Becond. 6 2 ie... 260 211 119 
40 Tes eee 233 218 107 
Wourthiva.... 0h sa 209 219 95 
Mb eek ce ea 215 248 87 

From the above table it will be noted that in the last two 

years when the number of companies making up the group 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 38.70 65.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities .28 .25 11 .23 .07 

Misc. 53 38 23 81 AT 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5,84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 62 172 38 1.56 .36 13 -80 68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 78 3.83 

Total debt 41.21 4443 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 .58 59 .94 67 

Net worth 58.79 53.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 211 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt 142 116 179 128 150 137 122 134 129 170 

Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 
eS 

Index 
——e————e—————— 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 9-21.75 
Mdse.-reo, 159 147 118 133 136 
Worth-fixed 10 154 1540 155 15.50 151 15.10 132 13.20 150 15.00 
Worth-debt 25 119 29.75 129 32.25 109 27.25 91 22.75 76 = =19.00 
Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 
Sales-mdse. 15 57 8.55 81 12.15 91 13.65 85 12.75 94 14.10 
Sales-fixed 5 151 7.55 149 7.45 149 745 124 6.20 158 7.90 
Sales-worth 5 76 3.80 90 4.50 98 4.90 111 6.55 122 6.10 

Index 100 111.25 121.55 112.20 100.40 101.85 
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figures was largest, and consequently a far better back- 
ground, this company is shown at an increasing disadvan- 
tage. This current ratio is not alarming in any sense of 
the word, but the subject is not bettering its condition. 

THE ACID TEST 

Supplementary to the current ratio is the acid test—the 
relationship of the cash and receivables to the total current 

debt taken from the 100-per-cent statements. 

First year Second year Third year Fourth year Fifth year 
Co. Group Co. Group Co. Group Co. Group Co. Group 

Wash? ca. sis ablasress 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 11.21 6.28 
EOC rele apaseiavaiegais vie 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Totals. ais. 36.15 48.39 37.73 45.45 46.19 45.02 40.41 43.73 44.96 45.55 
Current debt..... 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 
Ratio... 22-06... 87 112 105 111 115 125 89 108 103 151 

The last year shows the company to be at its worst when 
compared with the group. Throughout the period the com- 

pany’s position as measured by the acid test is less liquid 
than the group. This is true, even though the investment 

in fixed assets for the company is only 40 per cent of the 
group in the last year. The larger percentage of inventory 

makes up the difference. 

WORTH-DEBT RATIO 

There is also a steady decline in this ratio and its relation- 
ship to the industry, as indicated in the following tabula- 

tion: 

Co. Selected Relation Co. to 
Year ratio ratio selected ratio 

| a ea 142 116 119 

WOCOHU ssp ss cers 179 128 129 
MPO Be eee 150 137 109 

POURED. . lie fa wie 122 134 91 

NEU ls ck oi 129 170 76° 

There is too great a reliance on borrowed capital in order 

to operate. In the last year owners are only supplying $129 

for every $100 supplied by creditors, as compared with 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 6.70 §=11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 38.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities .28 25 alt 23 .07 

Misc. .53 .38 23 81 47 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 
Taxes 3.11 62 1.71 33 1.56 36 13 -80 68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 78 3.83 

Total debt 41.21 4443 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 58 .59 .94 67 

Net worth 58.79 53.58 64.12 56.62 659.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 
———_—_—_— 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 211 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt 142 116 179 128 150 137 122 134 129 170 

Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 108 27.00 110 20.78 . 107 26.75 95 23.75 87 ~2E75 

Mdse.-rec. 159 147 118 133 136 

Worth-fixed 10 154 1540 155 15.50 151 15.10 132 18.20 150 15.00 

Worth-debt 25 119 29.75 129 32.25 109 27.25 -91 22.75 76 19.00 

Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 

Sales-mdse. 15 57 8.55 81 12.15 91 13.65 85 12.75 94 14.10. 
Sales-fixed By 168 7.55 149 7.45 149 7.45 124 6.20 158 7.90 
Sales-worth 5 76 3.80 90 4.50 98 4.90 111 5.55 122 6.10 

Index 100 111.25 121.55 112.20 100.40 101.85 
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a typical trade condition of $170. Inasmuch as these 
creditors are all current creditors made up of banks, paper 
houses, and trade creditors, it behooves them to watch the 
condition of this company and not allow a further decline. 
This ratio must in this instance be studied in conjunction 
with the current ratio, which, while above 200 per cent, 
is still only 87 per cent as strong as the group figure. 

SALES-MERCHANDISE RATIO 

Another feature to the disadvantage of the company is 

that this ratio, measuring the turnover of merchandise, has 

at no time been equal to the selected figure. These ratios 

and relationships run as follows: 

Co. Selected Relation Co. to 
Year ratio ratio selected ratio 

(AS OS Se tae 376 655 57 

Becona wy yes. 307 441 81 
CLIN ian en 432 476 91 

LIVGS 17 se 337 394 85 

| LD ie a a 387 412 94 

The company’s turnover of merchandise has improved, 
but each year detailed figures and subsidiary information 

accompanying the balance sheet mentions future commit- 

ments for merchandise in a very sizable amount. On the 

last statement it amounted to about one-half of the total 

merchandise on hand. This must be taken into considera- 

tion in an analysis. While it is appreciated that it is not 

customary to show commitments on the balance sheet, but 

usually as subsidiary information, it nevertheless is a lia- 

bility and should not be lost sight of in measuring inventory 

turnover and the tying up of capital in inventory. 

If $220,000 is added to the merchandise account, there 

is an inventory of $661,577, current assets of $1,067,180, 
and current liabilities of $613,797. This would lower the 
current ratio to 174 and the worth debt to 83, and the sales 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

’ 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 38.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities .28 .25 11 23 -07 

Misc. 53 .38 .23 81 AT 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 62 1.71 38 1.56 36 13 -80 68 

Miso. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 78 3.83 

Total debt 41.21 °44.43 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 58 59 .94 .67 

Net worth 58.79 53.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 2i1 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt 142 116 179 128 150 137 122 134 129 170 

Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value Jel. Value Rel. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 =. 21.78 
Mdse.-rec. 159 147 118 133 136 
Worth-fixed 10 154 1540 155 15.50 151 15.10 182 1320 150 15.00 
Worth-debt 25 119 29.75 129 32.25 109 27.25 91 22.75 76 19.00 
Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 418.00 
Sales-mdse. 15 57 8.55 81 12.15 91 13.65 85 12.75 94 14.10 
Sales-fixed 5 151 7.55 149 7.45 149 7.45 124 6.20 158 7.90 
Sales-worth 5 76 3.80 90 4.50 98 490 111 5.55 122 6.10 

Index 100 111.25 121.55 112.20 100.40 101.85 
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to merchandise ratio to about 256 per cent, not nearly as 
pretty a picture as when these commitments are ignored. 
This is an additional computation which can be made oc- 
casionally to advantage when the subsidiary information is 
available. The extent of the liability on commitments de- 

pends both on the buyer and on the seller, and the contract 

existing between them. During 1920 a great many refused 

to live up to their commitments, but failure to do so is not 

regarded as good practice, assuming, of course, that the 

seller has or is willing to live up to his end of the contract. 

This line of business requires the holding of a rather large 

inventory, especially in some localities not so accessible to 

markets from which they purchase their merchandise. The 

danger of speculation is, however, prevalent, and is sug- 

gested in this company. The company has maintained a 

higher amount of merchandise than the type 100-per-cent 

statement throughout the period. As the profit-and-loss 

figures are supplied in this instance, it may be that the 

losses suffered are due in no small part to poor speculation 

or at least poor buying of merchandise. 

PROFIT AND LOSS 

During the five years under analysis the company shows 

red figures in the profit-and-loss account amounting to 

$128,957 and profits of $90,300, or a net loss for the five 

years of $38,657. During the same time a reduction in net 

worth takes place of $104,455. The company has main- 

tained a fairly liberal dividend policy which from the pre- 

vious remarks hardly seems justified. 
The reduction in liabilities only amounts roughly to 

$36,000, so it is suggested again that possibly this firm is 

speculating in merchandise. 

The poor showing in the profit figures hardly seems to 

justify a goodwill item of $462,500, or approximately 50 

per cent of the footings used in computing the 100 per cent 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 38.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities .28 25 ll .23 .07 

Misc. 53 38 23 81 AT 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 -62 71 38 1.56 .36 13 .80 68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 .78 3.83 

Total debt 41.21 4443 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 58 .59 94 67 

Net worth 58.79 53.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 211 233 218 209 219 215 248 

Mdse.-reo. 214 «88 18 98 124 102 169 «2113 ~«©145 93 
Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt ve ey, ee ee et ee em em 
Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 
A A nee TE eR TRS BN 

Index 

Wt. Rel. Value Rel. Value Rel. Value Jel. Value Rel. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 21.75 

Mdse.-rec. 159 147 118 133 . 136 
Worth-fixed 10 154 15.40 155 15.50 151 15.10 132 18.20 150 15.00 
Worth-debt 25 119 29.75 129 32.25 109 27.25 91 22.75 76 19.00 
Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 
Sales-mdse. 15 57 8.55 81 12.15 91 13.65 85 12.75 94 14.10 
Sales-fixed 5 151 7.55 149 7.45 149 7.45 124 6.20 158 7.90 
Sales-worth 5 76 3.80 90 4.50 98 4.90 111 5.55 122 6.10 

Index 100 111,25 121.55 112.20 100.40 101.85 
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statement. It is difficult to see how it is worth anything; 

and as a common stockholder one would hardly feel secure. 

OTHER RATIOS 

Collections as measured by the sales-receivables ratio are 
sufficiently rapid and are above the group figures for the 

entire period. The sales volume seems abundantly high as 

measured by the 100-per-cent sales figure. 
As previously stated, the fixed asset investment is rather 

low, so weights were used which took this into considera- 

tion. Both the worth fixed and sales fixed are above the 

selected ratios for the period. 
The last two years the company has turned over its net 

worth more rapidly than the group. This is a good point, 

everything being equal, but a glance at the 100-per-cent 

statements indicates quite clearly the reason, so the rela- 

tionship of the company to the group must be more care- 
fully investigated. The sales in the last year are slightly 

higher than the group, while the net worth is substantially 

lower. The reason, therefore, for the higher ratio is a much 

lower worth, which with approximately the same sales 

volume naturally makes a higher ratio. 
The company’s condition is set forth in the following 

index number, which with the above comments seems some- 

what high due to its high ratios involving fixed assets: 

Year Index 

SL PE Pee Pe st Ae at ar ses ah 7h ae vhs we Re 111.25 

pcos Ss aay oe INO a RG IS A ane eS pe) are 121.55 

ARNE ee Ir ch TK ove aiaee ee CR ois ules ele 112.20 

a eae a ote Ae a 100.40 

Rr ok hae vain + Bae ce Oe 101.85 

In view of the shrinkage in the net-worth account for the 

five years, and the dividend payments in face of this shrink- 

age, an additional computation is submitted which assumes 

that the dividends paid in the last year have been left in the 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 5.70 = 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 38.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities 23 .25 1 .23 07 

Misc. .53 .38 .23 81 47 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 62 Arg 8 38 1.56 36 -13 .80 .68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 78 3.83 

Total debt 41.21 44.43 35.88 42.80 40.04 39.03 45.00 41.03 43.66 33.91 

Reserves 1.99 .58 .59 -94 67 

Net worth 58.79 63.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 211 260 211 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 "443 942 642 925 463 

Worth-debt 142 116 179 «#4128 «©6150 1387 «122 «4184 129 ~#«170 
Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 
Sales-worth 372 492 310 344 340 348 329 293 336 261 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 21.75 

Mdse.-rec. 159 147 118 133 136 

Worth-fixed 10 154 1540 155 15.50 151 15.10 132 13.20 150 15.00 

Worth-debt 25 119 29.75 129 32.25 109 27.25 91 22.75 76 19.00 

Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 

Sales-mdse. 15 57 8.55 81 «12.15 91 13.65 85 12.75 94 14.10 

Sales-fixed Sy onl 7.55 149 7.45 149 7.45 124 6.20 158 7.90 

Sales-worth 5 76 3.80 90 4.50 98 4.90 Ill 5.55 122 6.10 

Index 100 111.25 121.55 112,20 100.40 101.85 



APPENDIX 339 

business and used to pay off current obligations. Dividends 
for the last year amount to $41,625. This has been added 
to net worth and deducted from current obligations, with 
the following result: 

urrentiaccete = 64 fo. cbs bse cates $847 , 180 
LUC: S/o) ee ae a ea aa 54,849 

AOE Oe ot, Bose. Saleen hae evs $902 , 029 

Current liabilities... .................. soe liz 
LE EN 0 eee 0 age ng ne 549 , 857 

$902,029 

The ratios recomputed on this basis improve the pro- 

portions substantially as shown by the following tabulation. 

Leaving dividends Paying out 
in business dividends 

ROMO ts geese ocala they dint 241 215 
Worth-fixed.............. 1,002 925 
MV OFEN-debt....<%------.-- 156 129 

ee se Mowers tks ks 561 561 
Sales-mdse.. <.:.204...-6. 387 387 
ales-fixed. 2.10 .......<.6-- 3,111 3,111 

Sales-worth............... 310 336 

The improvement in the index number is tabulated 

below. 

Wt. Co. Group __—i Rel. Value 

Mamtrene. ('<. . k 25 241 248 97 24.25 

Worth-fixed....... 10 1,002 463 154 15.40 

Worth-debt....... 25 156 170 92 23 .00 

Sales-rec. ........+. 15 561 449 120 18.00 

Sales-mdse........ 15 387 412 94 14.10 

Sales-fixed........ 5 3,111 1,320 158 7.90 

Sales-worth....... 5 310 261 116 5.80 

100 108.45 



100 Per Cent Statements 

Date First year Second year Third year Fourth year Fifth year 

Co. Group Co. Group Co. Group Co. Group Co. Group 

Cash 8.91 6.23 7.79 5.37 8.04 5.10 8.59 6.70 11.21 6.28 

Receivables 27.24 42.16 29.94 40.08 38.15 39.92 31.82 38.03 33.75 39.27 

Inventory 58.31 388.70 55.74 40.92 47.18 38.41 53.75 43.90 48.95 38.89 

Listed securities 28 25 11 .23 .07 

Misc. 53 38 .23 81 47 

Total current 94.46 87.90 93.47 87.00 93.37 83.77 94.16 88.67 93.91 84.98 

Total fixed 5.54 12.10 6.53 13.00 6.63 16.23 5.84 11.33 6.09 15.02 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 38.10 39.95 34.17 38.15 35.22 33.57 44.87 37.42 43.66 27.01 

Taxes 3.11 62 1.71 38 1.56 36 13 -80 68 

Misc. 2.40 2.24 3.26 2.01 2.03 2.39 

Total current 41.21 42.97 35.88 40.77 40.04 35.94 45.00 40.25 43.66 30.08 

Funded debt 1.46 2.03 3.09 78 3.83 

Total debt 41.21 4443 385.88 42.80 40.04 39.03 45.00 41.03 4366 33.91 

Reserves 1.99 .58 59 .94 .67 

Net worth 58.79 53.58 64.12 56.62 59.96 60.38 55.00 58.03 56.34 65.42 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 219.09 237.11 198.93 182.77 204.06 187.21 181.11 195.12 189.50 180.88 

Ratios 

Current 229 o1t 260 211 233 218 209 219 215 248 

Mdse.-rec. 214 88 186 98 124 102 169 113 145 93 

Worth-fixed 1,061 488 982 442 904 443 942 642 925 463 

Worth-debt 142 116 179 128 150 137 122 134 129 170 

Sales-rec. 804 582 664 445 535 461 569 524 561 449 

Sales-mdse. 376 655 357 441 432 476 337 394 387 412 

Sales-fixed 3,954 1,923 3,046 1,548 3,078 1,595 3,101 2,361 3,111 1,320 

Sales-worth 372 492 310 344 340 348 329 293 336 261 

i eer REDHILL eh 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 108 27.00 119 29.75 107 26.75 95 23.75 87 = 21.75 

Mdse.-rec. 159 147 118 133 136 

Worth-fixed 10 154 15.40 155 15.50 151 15.10 132 13.20 150 15.00 

Worth-debt 25 119 29.75 129 82.25 109 27.25 91 22.75 76 19.00 
Sales-rec. 15 128 19.20 133 19.95 114 17.10 108 16.20 120 18.00 
Sales-mdse. 15 57 8.55 81 12.15 91 13.65 85 12.75 94 14.10 
Sales-fixed 5 151 7.55 149 745 149 7.45 124 6.20 158 7.90 
Sales-worth 5 76 3.80 90 4.50 98 4.90 111 5.55 122 6.10 

Index 100 111.25 121.55 112,20 100.40 101.85 



APPENDIX 341 

This improvement would have been the case if the com- 
pany had refrained from dividends for only the last year. 
Both the current ratio and the worth-debt ratio would have 
approached parity to the group figures on this basis. If 
dividends had been withheld for the whole period an adjust- 
ment by reducing debts in an amount of $138,750 could 

have been made. On this basis the current ratio would 
have been 332 per cent and the worth-debt ratio 253 per 
cent. The position of the company hardly demands such a 
drastic revision, but this is an excellent example of the 
credit deterioration brought about by the payment of un- 
earned dividends. 

SUMMARY 

A brief summary of this company indicates the following 

points to be watched. 

1. Guard against overinventoried condition. 
2. Watch declining current and worth-debt ratios. 
3. Watch expenses and stop liberal dividend payments 

in order to bolster up surplus account. 
4. Remedy situation whether through price changes, 

buying, inventory valuation, curbing expenses, sus- 

pension of dividends, or whatever means neces- 
sary to change a deficit from operations of $38,657 
for five years to a profit, and change a reduction in 

surplus of about 105,000 over the same period to a 

gain. 
ee 
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Specimen Analysis No. 11 

Data Submitted by Company 

First Second Third Fourth 
Date year year year year 

Cash 985,199 568,912 388,130 432,271 
Rec. 2,513,928 2,534,870 2,548,190 2,467 , 604 
Inventory | 4,048,725 4,124,390 4,390,087 4,521,363 
Listed securities 611,240 386 , 428 344, 544 348,170 
Misc. 

Total current 8,159,092 7,614,600 7,670,951 7,769,408 
Plant andequipment 8,457,608 8,204,787 8,137,077 8,397, 964 
Misc. 2,209,566 2,432,491 2,163,242 1,660,079 

Total fixed 10,667,174 10,637,278 10,300,319 10,058,043 

Total 18,826,266 18,251,878 17,971,270 17,827,451 

ile 3,023,677 2,198,170 2,070,520 1,993,893 
‘axes 

Misc. 85,951 85,544 70,300 

Total current 3,109,628 2,283,714 2,140,820 1,993,893 
Funded 5,333,809 5,274,239 5,160,279 5,137,487 

Total debt 8,443,437 7,557,953 7,301,099 7,131,380 
Reserves 55,500 55,500 55,500 37,000 
Minority stckhldrs’ 

equity 19,610 22,348 15,059 57,868 
Capital stock 8,613,452 8,588,218 8,564,205 8,564,205 
Surplus 1,694,267 2,027,859 2,035,407 2,036,998 

Net worth 10,327,329 10,638,425 10,614,671 10,659,071 
EE Ra SS ZT 1 SSSA Sa ee 

Total 18,826,266 18,251,878 17,971,270 17,827,451 
eee nn

a 

Sales 29,600,000 29,600,000 . 33,300,000 33,300,000 
i 



100°Per Cent Statements 

Date First year Second year ‘Third year Fourth year 

Co. Group Co. Group Co. Group Co. Group 

Cash 5,23 4.74 3.12 8.52 2.16 3.22 2.42 3.69 
Receivables 13.35 19.59 13.88 16.46 14.18 17.21 13.84 15.86 

Inventory 21.51 22.99 22.60 26.92 24.42 26.92 25.386 27.01 

Listed securities 3.25 1.46 2.12 .80 1.92 1.96 .64 
Misc. -23 .22 -04 1.23 

Total current 43.34 49.01 41.72 47.92 42.68 47.39 43.58 48.43 

Total fixed 56.66 50.99 58.28 52.08 57.32 652.61 56.42 51.57 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 16.06 15.21 12.04 11.63 11.52 10.29 11.18 3172 

Taxes .07 -12 1.97 -63 

Misc .46 .22 47 1.61 .39 18! 22 

Total current 16.52 15.50 12.51 13.36 11.91 12.44 11.13: 12058 

Funded debt 28.33 27.49 28.90 25.91 28.71 26.38 28.82 22.87 

Total debt 44.85 42.99 41.41 39.27 40.62 38.82 40.00 35.45 

Reserves .29 1.76 .30 1.56 31 1.69 .21 

Net worth 54.86 55.25 58.29 59.17 59.07 59.49 59.79 64.55 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 157.23 210.71 162.17 202.98 185.93 231.74 186.79 275.09 

Ratios 

Current 262 274 333 321 358 265 389 300 

Mdse.-rec. 161 139 162 140 172 125 183 

Worth-fixed 97 128 100 124 103 125 106 130 

Worth-debt 122 145 141 194 145 165 149 185 

Sales-rec. 1,178 . 2,141 1,168 1,538 1,311 1,590 1,349 2,000 

Sales-mdse, 731 =1,119 717 =1,246 761 1,270 736 1,200 
Sales-fixed 277 508 278 529 323 575 331 690 
Sales-worth 286 452 278 353 313 400 312 540 

Index 

wt. Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 95 23.75 104 26.00 126 31.50 123 =30.75 

Mdse.-rec, 114 114 128 

Worth-fixed 15 76 11.40 80 12.00 82 12.50 81 12.15 

Worth-debt 25 Si. 2h. 72 18. 88 22. 80 20. 

Sales-rec. 10 55 5.50 76 7.60 82 8.20 67 6.70 

Sales-mdse. 10 65 6.50 57 5.70 59 5.90 61 6.10 
Sales-fixed 10 54 5.40 52 5.20 56 5.60 48 4.80 
Sales-worth 5 63 3.15 79 3.95 78 3.90 57 2.85 

Index 76.70 78.45 
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SPECIMEN ANaALysis No. 11 

In THE analysis of this company the writers have pur- 

posely omitted a great many of the tables and ratio com- 
parisons found in a number of the analyses, as it is con- 

sidered that sufficient detail has been given so that the 

reader can now form opinions directly from the figures. 

Executives, higher in authority than the analyst, do not 
care to read over a mass of figures, but prefer the “cold 

facts’ or the “meat” of the analysis in as brief form as 
possible. 

This is a four-year exhibit of the statements of one of the 

largest companies in the field in which it operates. Its 

product requires rapid handling, merchandising, followed 

by rapid collection. This results in a high current ratio 
which will be noted is much higher than the historic 2 for 1. 

COMMENTS 

The current ratio of this company is satisfactory for the 
entire period, being substantially above the group the last 

two years even though the percentage of the total assets 
invested in current is smaller than the group. 

CURRENT RATIO AND DEBT POSITION 

While, in this analysis, the writers are attempting to 

eliminate tables, there is one special comparison as between 

two ratios that is impressive when tabulated. 

RELATION OF COMPANY’S RATIO TO GROUP RATIO 

Year Current Worth-Debt 

ye CRTC a ae 95% 84% 
SSCOMGR ei PO ek eaianks 104. 72 

Taito 26: aie eat Ferma ee: NR ee a 126 88 

OMIT AT ee ocean overtone P23. 80 

While after the first year the current ratio is above parity 



100-Per Cent Statements 

Date First year Second year Third year Fourth year 

Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 4.74 3.12 3.52 2.16 3.22 2.42 3.69 

Receivables 13.35 19.59 13.88 16.46 14.18 17.21 13.84 15.86 

Inventory 21.51 22.99 22.60 26.92 24.42 26.92 25.36 27.01 

Listed securities 3.25 1.46 2.12 .80 1.92 1.96 .64 

Misc. -23 22 04 1.23 

Total current 43.34 49.01 41.72 47.92 42.68 47.39 43.58 48.43 

Total fixed 56.66 50.99 58.28 52.08 57.32 52.61 56.42 51.57 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Fw _—_______s 

Payables 16.06 15.21 12.04 11.63 11.52 10,29 W138. “ibiza 

Taxes 07 .12 1.97 -63 

Misc. 46 .22 AT 1.61 .39 18 22 

Total current 16.52 15.50 12.51 13.36 11.91 12.44 11.18 12.58 

Funded debt 28.33 27.49 28.90 25.91 28.71 26.38 28.82 22.87 

Total debt 44.85 42.99 41.41 39.27 40.62 38.82 40.00 35.45 

Reserves +29 ye .30 1.56 «ol 1.69 «Zl 

Net worth 54.86 55.25 58.29 59.17 59.07 59.49 59.79 64.55 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 157.23 210.71 162.17 202.98 185.93 231.74 186.79 275.09 

Ratios 

Current 262 274 333 321 358 265 389 300 

Mdse.-rec. 161 139 162 140 172 125 183 

Worth-fixed 97 128 100 124 103 125 106 130 

Worth-debt 122 145 141 194 145 165 149 185 

Sales-rec. 1,178 2,141 1,168 1,538 1,311 1,590 1,349 2,000 

Sales-mdse. 731 1,119 717 =1,246 761 1,270 736 1,200 

Sales-fixed 277 508 278 529 323 575 331 690 

Sales-worth 286 452 278 353 313 400 312 540 

Index 

Wt. Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 95 23.75 104 26.00 126 §=631.50 123 30.75 

Mdse.-rec. 114 114 128 

Worth-fixed 15 76 11.40 80 12.00 82 12.50 81 12.15 

Worth-debt 25 8 21. 12 ~HS. 88 22. 80 20. 

Sales-rec. 10 55 5.50 76 7.60 82 8.20 67 6.70 

Sales-mdse. 10 65 6.50 57 5.70 59 5.90 61 6.10 

Sales-fixed 10 54 5.40 52 5.20 56 5.60 48 4.80 

Sales-worth 5 63 3.15 79 3.95 78 3.90 57 2.85 

Index 100 76.70 78.45 89.40 83.35 
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to the group, this seeming strength is offset by weakness in 
the debt position. The company’s total debt is above the 
average. This would indicate that the higher current ratio 
has been obtained by funding operations rather than by a 
fundamental condition of liquidity. 

On the 100-per-cent statement the funded debt appears 
as 28.82 per cent as against 22.87 per cent for the group. 
The debt item is greater for the company by 5.95 points, or 

26 per cent. The total debt registers 40 per cent for the 

company as against 35.45 per cent for the group. The 

company’s whole debt is 4.55 points, or 13 per cent, greater 

proportionally than the group. 

From this series of facts it seems quite evident that the 

company has been content to rely on its general standing 

to secure “capital at use” by borrowing rather than by 

stockholder subscription, to a great extent concealing this 

reliance by funding operations which have held up the ap- 

parent current position. 

In doing this the management has so heavily pledged its 
fixed assets as to leave little residuary strength in them for 

general creditors. In a large measure emergency relief 

through funding is precluded in any future time. 

The management has built up fixed capital charges by 

bond interest that may have a decidedly disastrous effect 

on dividends, especially in any period of general price level 

decline. 

WORTH-FIXED 

The fixed assets are greater per $100 of total footings 

than the group. This is disclosed in the worth-fixed ratio. 

There is practically no margin between the amount put up 

by the stockholders and the capital invested in plant. The 

owners are, therefore, supplying very little of the working 

capital. 
In connection with this large plant item, it is noted that 



100. Per Cent Statements 

Date First year Second year Third year Fourth year 

Co. Group Co. Group Co. Group Co. Group 

Cash 5.23 4.74 3.12 3.52 2.16 3.22 2.42 3.69 
Receivables 13.35 19.59 13.88 16.46 14.18 17.21 13.84 15.86 
Inventory 21.51 22.99 22.60 26.92 24.42 26.92 25.36 27.01 

Listed securities 3.25 1.46 2.12 .80 1.92 1.96 -64 
Misc. -23 -22 04 1,23 

Total current 43.34 49.01 41.72 47,92 42.68 47.39 43.58 48.43 

Total fixed 56.66 50.99 58.28 52.08 57.32 62.61 56.42 51.57 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Payables 16.06 15.21 12.04 11.63 11.52 10.29 W.18 11273 

Taxes -07 -12 1.97 -63 

Misc. .46 +22 47 1.61 .39 .18 -22 

Total current 16.52 15.50 12.51 13.36 11.91 12.44 11 18 12.58 

Funded debt 28.33 27.49 28.90 25.91 28.71 26.38 28.82 22.87 

Total debt 44.85 42.99 41.41 39.27 40.62 38.82 40.00 35.45 

Reserves .29 1.76 .30 1.56 31 1.69 «2k 

Net worth 54.86 55.25 58.29 59.17 59.07 59.49 59.79 64.55 

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 

Sales 157.23 210.71 162.17 202.98 185.93 231.74 186.79 275.09 

Ratios 

Current 262 274 333 321 358 265 389 300 

Mdse.-rec. 161 139 162 140 172 125 183 

Worth-fixed 97 128 100 124 103 125 106 130 

Worth-debt 122 145 141 194 145 165 149 185 

Sales-rec. 1,178 2,141 1,168 1,538 1,311 1,590 1,349 2,000 

Sales-mdse. Man 1 3,119 717 =1,246 761 1,270 736° 1,200 

Sales-fixed 277 508 278 529 323 575 331 690 

Sales-worth 286 452 278 353 313 400 312 540 

Index 

wt. Rel. Value Rel. Value Rel. Value Rel. Value 

Current 25 95 23.75 104 26.00 126 «31.50 123 30.75 
Mdse.-rec. 114 114 128 

Worth-fixed 15 76 «611.40 80 12.00 82 12.50 81 12.15 
Worth-debt 25 8 21. 42. 18e 88 22. 80 20. 
Sales-reo. 10 55 5.50 76 7.60 82 8.20 67 6.70 

Sales-mdse. 10 65 6.50 57 5.70 59 5.80%") 61 6.10 
Sales-fixed 10 54 5.40 52 5.20 56 5.60 48 4.80 
Sales-worth 5 63 3.15 79 3.95 78 3.90 57 2.85 

Index 100 76.70 78.45 89.40 83.35 
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the bonded debt is about 50 per cent of the total fixed as- 
sets, which includes plant, equipment, stocks, and bonds of 

subsidiary companies and other noncurrent assets. This 
compares with only 44 per cent for the group. This large 

bonded debt requires heavy fixed interest charges which 
eat into profits very materially. Such a heavy investment 
in fixed assets is justified only if productive of sales com- 

mensurate with the investment. 
The sales percentage on the 100-per-cent statement is 

much below the group and the ratio of sales to fixed assets 
less than half of the selected figure. The conclusion is 

that the company is: overinvested in plant, and it is sug- 

gested that there is a strong probability that some of the 

subsidiary plants taken over by the parent organization are 
unproductive of satisfactory results and are holding back 

the profitable operation of some of the other subsidiaries. 
This lack of sales volume is further reflected in lower 

sales receivables and merchandise ratios, while the 100- 

per-cent statement shows less per $100 of total footings 

than the group, the ratios measuring the turnover of re- 

ceivables and merchandise are much lower for the entire 

period. The sales program should be stimulated to a con- 

siderable extent. 

SUMMARY 

The index number of 83.35 per cent ‘of parity reflects the 
condition of the company much better than does the cur- 

rent ratio. This company cannot be called a good risk, due 
primarily to its overinvestment in plant without a com- 
pensating sales volume. The heavy plant and noncurrent 
investment calls for a careful examination of the value of 

these accounts both as to their liquidating value and as a 

profitable operating cog in the big machine. 





INDEX 

Account consolidation, 47 
Accounts payable, 38 
Acid test, 90 
Advantages of budget, 65 
Analysis, depreciation and, 77 
Analysis, depreciation in, 70 
Analysis, internal, 168 
Arithmetical selection, 171 
Assets, statement nomenclature, 16 

Bad debts, reserve for, 69 
Balanced inventories, 23 
Banking credits, theory and prac- 

tice of, 1 
Bargain buying, the folly of, 23 
Bases for ratio analysis, 166 
Bonded debt, 41 
Budget, the, 64 

advantages of, 65 
constructing of, 65 
financial, the, 68 
production or purchase, 66 

Budgeting plant additions, 67 
Budgeting the expense, 67 
Budgeting the sales, 66 

Cash, 20 
Cash and receivables to current 

debt, 147 
Common-size statements, 100 
Comparison forms, 92, 94, 95, 96, 98 
Comparative analysis, 85 
Computing one hundred per cent 

statement, time and labor, 105 
Consolidation, account, 47 
Construction of budget, 65 
Contingent debt, 38 
Controlling the index, 162 
Cost of goods sold, 58 
Credit strength, indexing, 152 
Current assets, 27 
Current debt, 40 
Current ratio, 108 

Deferred charges, 31 _ 
Depreciation, in analysis, 70 

in re fixed assets, 29 

Depreciation (Continued) 
rates should be fixed, 84 
reserve for, 70 

Dynamic ratios, 128 
sales and fixed assets, 137 

merchandise, 128 
net worth, 135 
receivables, 134 

synopsis of, 139 

Endorsements, 34 
Equipment, 28 
Example of an index, an, 161 
Expense, budgeting the, 67 
Expenses, 59 

Figures, typical, 170 
Financial budget, the, 68 
Financing, risk elements, 2 
Funded debt, 40 
Funded debt to fixed assets, 148 

General business conditions, risk 
elements, 11 

Good will, 43 
Gross income, 59 
Guaranties, 34 

Hidden reserves, 83 

Index, controlling the, 162 
examples of an, 161 
genesis of, 166 
weight scale, 157 
what is an, 159 

Indexing credit strength, 152 
Insuring the personal factor, 7 
Internal analysis, 168 
Inventories, 22 

balanced, 23 
Investments in subsidiaries, 31 

Life insurance, cash surrender 
value, 32 

Liquid assets, 27 

Median figure, 173 
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Merchandise and receivables ratio, 
114 

Method of the mode, 172 
Mode, method of, 172 
Mortgages, 42 
Mortgages in re fixed assets, 29 

Net, worth, 43 
worth and funded debt to fixed 

assets, 147 
profits, meaning of as used in 

ratios, 142 
profits to net worth, 146 
profits to sales, 145 

Non, current assets, 30 
cash surrender of life insurance, 32 
deferred charges, 31 
investment in subsidiaries, 32 
prepaid expense, 31 
receivables from officers, etc., 31 
sinking funds, 33 

Notes payable, 39 

One hundred per cent statement, 
102 

Patents, 44 
Personal factor, insuring the, 7 
Personal, risk elements, 4 
Plant, 28 

Plant additions, budgeting for, 67 
Prepaid expenses, 31 
Production budget, 66 
Profit-and-loss accounts form, 61 
Profit-and-loss statement, 57 

cost of goods sold, 58 
expenses, 59 
form of, 61 
gross income, 59 
sales, 57 

Property statement forms, 55-56 
Purchase budget, 66 

Quick assets, 27 

Ratio analysis, bases for, 166 
Ratio values, 154 
Ratios, current, 108 

merchandise and receivables, 114 
sales and fixed assets, 137 
sales and merchandise, 128 
sales and net worth, 135 
sales and receivables, 134 

INDEX 

Ratios, summary of static ratios, 
125 

supplementary, see supplementary 

ratios 
worth and debt, 118 

fixed assets, 123 
Raw, finished goods to goods in 

process, 151 
Receivables, 21 
Receivables from officers, etc., 31 

Reconcilement of surplus, 63 

Reserves, bad debts, 69 
depreciation, 70 
hidden, 83 
that are liabilities, 81 
that are part of surplus, 82 

Reserve for taxes. See Taxes, 39 

Risk, elements, 2 

financing, 2 
general business conditions, 11 
personal, 4 

Sales, 57 

and fixed-assets ratio, 137 
and merchandise ratio, 128 
and net-worth ratio, 135 
and receivables ratio, 134 
budgeting the, 66 

Securities, listed, 26 
Selection of base ratios, arithmeti- 

eal, 171 

example of process, 174 
median figure, 173 
method of the mode, 172 
summary, 177 

Sinking funds, 33 
Statement, nomenclature—assets, 16 

cash, 20 
inventories, 22 
listed securities, 26 
plant and equipment, 28 
quick, current, and liquid assets, 

27 
receivables, 21 

Statement nomenclature—liabilities, 
37 

accounts payable, 38 
bonded debt, 41 
current or funded debt, 40 
mortgages, 42 

net worth, 43 



INDEX 

Statement nomenclature, notes pay- 

able, 39 
reserves, 42 
taxes, 39 

Statement, one hundred per cent, 
102 

forms, 46 
Statements, common size, 105 
Static, ratios, 107 
and fixed assets, 123 
current, 108 
merchandise and receivables, 114 
summary of, 125 
worth and debt, 118 

Subsidiaries, investments in, 32 
Supplementary ratios, 141 

cash and receivables to current 
debt, 147 

funded debt to fixed assets, 148 
net profits to net worth, 146 
net profits to sales, 145 
net worth and funded debt to 

fixed assets, 147 
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Supplementary ratios, raw, finished 
goods to goods in process, 151 

working capital to inventory, 150 
working capital to total assets, 

151 
Surplus, reconcilement of, 63 

Taxes, 39 
Trade-marks, 44 
Treasury bonds, 46 
Treasury stock, 45 
Typical figures, 170 

Values, ratio, 154 
Velocity ratios. 

Tatios 
See Dynamic 

Weight scale, index, 157 
Working capital to inventory, 150 
Working capital to total assets, 151 
Worth and debt ratio, 118 ; 
Worth and fixed assets ratio, 123 
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