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Judgment Guiding Financial Statements 

THE executive of today is an individual 
of complex functions. He plans, 

directs, investigates, checks up, confers, and 
weighs opinions and information. He cor­
relates the factors which comprise his or­
ganization; transforming and applying the 
motive power which they generate accord­
ing to the requirements of the business. 
Alone, he is limited in his observation and 
output, and insignificant in his ability to 
accomplish. Aided by his organization, 
and with comprehensive information, his 
potential ability becomes enormously en­
larged in scope and intensity. 

The modern executive is essentially a 
desk worker. He is a presser of buttons 
and a user of automatic devices for pur­
poses of communication. But thereby he 
conserves his time and energy. In this lies 
one of the secrets of his enlarged capacity; 
his opportunity for concentration and 
application. 

Fancy the president of a large corpora­
tion having to visit his power plant in order 
to find out what kind, quality, and quantity 
of coal is being used in the generation of 
power. Consider what would happen if 
the sales manager were obliged to count up 
his stock before accepting a large order for 
immediate delivery. Think how business 
would be retarded if the treasurer of a 
company should have to call up the bank 
to determine the amount of his balance 
before drawing each check. Yet these are 
some of the absurdities which would be 
stern realities if modern business methods 
had not provided the individual with 
artificial means of overcoming the limita­
tions of time, distance, and technical com­
plexity. 

Devices for providing the executive with 
information are many and varied. Forms 
galore have been drawn for the embodiment 
of data which will assist him. Reports, 



Bulletin HASKINS & SELLS 43 

daily, weekly, monthly, and yearly, keep 
him advised of the status and progress. 
Details and summary give him as much or 
as little as he may desire to know. The 
information flows to the point where the 
authority is concentrated in order that 
proper action may be taken on the basis of 
facts. 

The man who guides the affairs of a 
foundry company has before him the stock 
and purchases of pig iron, scrap iron, coke, 
coal, limestone, and foundry supplies; the 
daily production and daily shipments. 
This is not only much more dignified than 
prowling around in the foundry and per­
haps having the furnaces dumped while 
there, but much more efficient, since it 
places all the strings in one hand to be 
pulled or not as circumstances warrant. 
Market conditions may suggest purchases. 
Financial conditions may or may not war­
rant such action. Production may need 
to be stimulated or curtailed; shipments 
speeded up, or sales solicited. With the 
centralization of information proper cor­
relation becomes possible. The executive 
who is informed is in a position to act 
judiciously. 

Accounting has been much referred to 
of late as an aid to administrative judgment 
and control; as a means of overcoming the 
limitations which surround the individual. 
The boss carpenter who had all his men in 
one shop or all with him on the same job 
where he could see them constantly had 
comparatively little need for accounting. 
The size, complexity, and methods of busi­
ness enterprises today make good account­
ing imperative. 

The Bulletin of the Amos Tuck School 
of Administration and Finance very suc­
cinctly describes the function of accounting 
as follows: 

"Adequate accounting records and reports, 
intelligently utilized, serve to reflect condi-
ditions, measure results, analyze causes, and 
thus to furnish an indispensable basis for 

testing and formulating administrative poli­
cies. In the determination of investment 
values and in the analysis of credit risks, in­
vestors and creditors are guided by the facts 
revealed by accounting statements. Govern­
mental control of public utilities, the levy of 
taxes on incomes and profits, profit-sharing 
and other plans for promoting industrial good­
will and co-operative efforts to standardize 
accounting methods in many lines of business, 
are forces which emphasize the value of scien­
tific accounting." 

To put the matter differently and shorn 
of all technicalities, it may be said that the 
purpose of accounting is to produce state­
ments which will show how a business 
stands financially and what causes have 
been responsible for the financial progres­
sion or retrogression over a given period of 
time. This broadly summarizes the gen­
eral purposes of accounting. The state­
ments themselves are divided into two 
great classes, namely, balance sheets, or 
those which show condition at a given 
time, and statements of operations, or those 
which show either in summary or detail the 
financial forces leading up to and cul­
minating in the condition set forth in the 
balance sheet. 

A considerable amount has been written 
from a technical point of view on the sub­
ject of financial statements. Little has 
been written as to their interpretation and 
use in guiding administration. An attempt 
will be made in the discussion following 
to bring out this phase of the subject. 

Some of the phases of financial condi­
tion which serve as subjects for analysis 
consist in those relations which exist be­
tween borrowed capital and owned capital; 
current assets and current liabilities; total 
capital, both borrowed and owned, as be­
tween fixed assets and movable, or liquid, 
assets; and the order and rapidity with 
which current assets, other than cash, may 
be converted into cash. 

Taking up first the question of capital, 
it is highly desirable that any balance sheet 



44 HASKINS & SELLS June 

shall bring out clearly the dividing line be­
tween borrowed and owned capital; and 
that the tendency of relationship between 
the two divisions of capital should be 
carefully watched by those who are re­
sponsible for the financing of a given en­
terprise. 

The bank credit man, always concerned 
with unfavorable tendencies in this relation, 
wherein the borrowed capital shows a tend­
ency to get out of proportion to the owned 
capital, has evolved, among other ratios, 
one which is called "debt to net worth." 
This ratio provides for dividing the total 
debt, both current and funded, by the total 
net worth, net worth being the excess of 
assets over total debt, regardless of whether 
such excess is represented by capital stock 
or surplus. 

The idea of expressing these relations in 
the form of a ratio is an excellent one; but 
unfortunately, the basis used is funda­
mentally unsound. The interpretation of 
results growing out of the use of this ratio 
may have a psychological advantage from 
the point of view of the credit man; but 
the results and significance, if carefully 
studied, will be seen to be misleading. 

A preferable method of bringing out the 
relation existing between borrowed and 
owned capital would consist in setting up 
two ratios; one showing relation of bor­
rowed capital to total capital, the other 
showing relation of owned capital to total 
capital. 

For purposes of illustration, let it be 
assumed that in a given enterprise there 
is a total capital of $50,000, $10,000 of 
which is borrowed, $40,000 of which is 
owned. The borrowed capital will then 
constitute 20 per cent. of the total capital; 
the owned capital, 80 per cent. If, at 
some future time, the situation has changed 
so that, of the total capital of $50,000, 
$30,000 is borrowed and $20,000 owned, 
the borrowed capital will then constitute 
60 per cent. of the total capital, and the 

owned capital, 40 per cent. The borrowed 
capital has increased three times, or from 
20 per cent. to 60 per cent. 

Using the method prescribed by the bank 
credit men, the same figures will show an 
incorrect result. In the first situation, 
where the borrowed capital was $10,000 
and the owned capital $40,000, the ratio 
of debt to net worth would show that 
the borrowed capital constituted 25 per 
cent. of the owned capital, found by divid­
ing $40,000 into $10,000. 

In the second instance, where the rela­
tions have changed so that the borrowed 
capital is $30,000 and the owned capital 
$20,000, dividing $20,000 into $30,000 
shows the borrowed capital to be 150 per 
cent. of the owned capital; and comparison 
of the borrowed capital in terms of per­
centage shows that it has increased six 
times, or from 25 per cent. to 150 per 
cent. 

It is conceivable that there may have 
been some psychological madness in the 
method of the bank ratio, since the span 
in percentage is larger and tends to mag­
nify the increase in borrowed capital. It 
is much easier, presumably, to scare a 
prospective borrower by pointing out to 
him that his borrowed capital has in­
creased from 25 per cent. to 150 per cent. 
than by showing him an increase from 20 
per cent. to 60 per cent. 

The relation of borrowed capital to 
owned capital is an important matter to 
those who are charged with the financial 
responsibility for business enterprises. It 
is obviously something which must be 
watched constantly in order that the re­
lation may not get out of proper propor­
tion; but it is exceedingly important that 
the true relation should be shown and 
understood. The idea of ratios is a splendid 
one, but they should be so planned as to 
reflect correct relations and tell the true 
story. 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

THE significance of the term "financial 
strength" depends on the point of 

view. The person who looks at a balance 
sheet from the ranks of money lenders 
considers the amount of capital and surplus 
which must be lost before his claim is en­
dangered. The stockholder has only the 
surplus between him and his investment. 
There is every chance then that as he looks 
at the balance sheet of a corporation in 
which he is financially interested his eye 
will first seek the amount of the surplus. 

The word surplus is subject to various 

interpretations. Legally, or as usually 
interpreted by the courts, surplus is the 
excess of assets over liabilities and capital. 
As generally understood, it means that 
which has been earned as a result of opera­
tions; the accumulation of profit or margin 
of selling price over cost. 

Surplus may also be derived from a re­
valuation of assets; from assets acquired 
without any corresponding liabilities; from 
a decrease in liabilities without a corre­
sponding decrease in assets; or from the 
acquisition of net assets taken up at a 
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figure in excess of the value of capital 
stock issued in exchange therefor. 

Accounting procedure which seeks 
properly to draw distinctions in order 
that precise reasoning may result there­
from, differentiates this surplus from that 
which has resulted from operations, and 
earmarks it with some such title as capital 
surplus. This appears not to restrict such 
surplus legally from use for dividend pur­
poses, but gives notice that the amount 
involved was not acquired in the usual 
way. 

There is a tendency in balance sheets 
setting forth the financial condition of 
corporations having capital stock without 
par value to ignore not only any distinc­
tions with regard to surplus, but even that 
between capital and surplus. This pre­
sumably is on the theory that the excess 
of assets over liabilities belongs to the 
shareholders. If this is so, why bother 
with fine distinctions? 

There are various reasons, it seems, why 
it is desirable to show more than the net 
difference between assets and liabilities 
on the balance sheet as "shareholders' 
equity." In the first place, a balance 
sheet should present as many facts and 
phases incident to financial condition as 
possible without unnecessary detail. It 
should so present the information that it 
will be intelligible to anyone who may read 
it, irrespective of his kind or degree of 
interest. Shareholder, bondholder, mer­
chandise creditor, or director, should find 
on the balance sheet data sufficient for his 
reasonable satisfaction or consideration for 
purposes of action. Above everything 
else it should be a frank, honest statement 
with nothing concealed. 

A balance sheet showing the excess of 
assets over liabilities as shareholders' 
equity does not meet these requirements. 
It conceals, whether intentionally or unin­
tentionally, the distinction between capital 
and surplus. There is no way of telling 

whether or not deficits from operation 
have encroached on paid-in capital; or if 
surplus, where it exists, has been earned 
or created as the result of a revaluation 
process. 

The idea is erroneous that no accounts 
are needed for capital and surplus in cor­
porations having capital stock without par 
value. It is equally wrong to pursue the 
theory that no such differentiation should 
be made in the balance sheet. Nothing 
could be more important than to bring out 
in the balance sheet the contributed capital, 
the surplus resulting from revaluation, 
etc., or capital surplus, and the surplus 
from operations. While such procedure 
might startle the conservatives unduly, 
considerable light would be thrown on the 
situation if the net increases and net de­
creases in surplus during the five-year 
period just preceding the date of the 
balance sheet were to be shown by years 
thereon. 

Information of an interesting and in­
structive nature regarding the variations 
or changes in capital is brought out by a 
balance sheet which shows the figures at 
successive dates with comparison. A 
statement of this kind through the in­
creases and decreases in amounts will 
show the fluctuations in capital, both bor­
rowed and owned, and how such fluctua­
tions have applied to the assets. Thus 
the fact may be brought out that additions 
to property or equipment are being 
financed out of current borrowings; or, 
on the contrary, that profits instead of 
being paid out as dividends are being put 
back into the property. 

Not long since, a comparative balance 
sheet brought out the fact that a certain 
organization, while incurring an operating 
deficit of $195,000, increased the current 
accounts payable $197,000 and put $280,-
000 contributed for general purposes into 
property. 

A comparative balance sheet is also use-
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ful in showing the utilization of proceeds 
derived from bond issues or other obliga­
tions for special purposes. It does not 
take the place of an income statement, 

but on the other hand it supplies informa­
tion as to capital fluctuations which the 
income statement does not show. 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

ONE of the most important phases of 
financial condition with which the 

balance sheet treats is current or liquid 
condition. This is represented by the 
current assets and current liabilities. The 
significance is brought out by a comparison 
of these two groups of figures. 

The position of these groups of items on 
the balance sheet is, after all, a matter of 
little importance. There is strong conten­
tion on the part of some accountants that 
the liquid condition is the thing of prime 
importance to the greatest number of in­
terested parties, and hence the current 
assets and current liabilities should be 
stated first on their respective sides of the 
balance sheet. Whether or not the first 
contention is so, is largely a matter of 
opinion. If true, the liquid status may be 

determined as easily under one arrange­
ment as another, so long as the groups are 
made to stand out and may be readily 
compared. 

The matter of importance is the items 
which go to make up the respective groups, 
and the dependence which may be placed 
upon such items. If the groups are taken 
in total and compared one with another, a 
ratio known as the current ratio may be 
developed. Whether or not this ratio is 
satisfactory will depend upon many things. 
What would be a satisfactory current ratio 
in one case might be far from satisfactory 
in another. There should be a natural 
variation as among wholesalers, retailers, 
and manufacturers. Ratios should be 
affected by the peculiarities of industries, 
geographical and economic variations, and 
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other causes, some, perhaps, as yet undis­
covered. Research and investigation to 
bring out these various points is under way 
by a well-known association of credit men. 
It is probable that the near future will see 
more or less accurate bases established with 
which satisfactory comparisons may be 
made. 

The tendency in the past has been to 
state the current relation in terms of simple 
numbers, showing the number of times 
which the current liabilities are contained 
in the current assets. The effect of this is, 
of course, to show the number of dollars of 
current assets to each dollar of current 
liabilities. 

Another way, perhaps a better one, and 
incidentally one toward which the bank 
credit men seem now to be inclined, is to 
show the ratio of net liquid assets to the 
total liquid assets—or in other words that 
percentage of the total liquid assets which 
is free and clear. 

Still another way, and one which accom­
plishes the same purpose, would be to show 
the ratio of current liabilities to current 
assets. 

The effect of these two latter methods is 
merely to show the two equities in the 
liquid assets; one, the equity of creditors, 
the other, the equity of proprietors. 

The important thing is to establish some 
uniform method or uniform terminology, so 
that everyone will use the same method 
and language in stating the current position. 

There is little value attaching to a cur­
rent ratio until it has first been determined 
that the items included in the current 
assets and current liabilities respectively 
are proper ones. Unfortunately there is 
considerable difference of opinion, particu­
larly between bank credit men and ac­
countants, as to what may properly be 
included under these heads. The banker 
is undoubtedly justified in his conserv­
atism; but there is perhaps some danger 
that the bank credit man will become too 

mechanical in his work if he attempts to 
follow blindly ratios and barometrics which 
automatically exclude certain items. The 
proper use of current or any other ratios 
contemplates that such use will be tem­
pered with the facts surrounding the par­
ticular case, and good judgment dictated 
by common sense. 

Two of the items which accountants are 
likely to include in the liquid assets, and 
which credit men are likely to cast aside, 
are listed corporation bonds and stocks at 
market, including United States liberty 
bonds and war savings certificates at mar­
ket, and amounts due from controlled 
or related concerns under current liqui­
dation. 

The banker of course takes the position 
that a prospective borrower with funds in­
vested in securities has no standing, since 
instead of attempting to borrow from 
banks, he should convert his securities into 
cash. This is an entirely plausible reason 
why the banker may refuse a loan, but 
scant reason, apparently, why securities 
which are readily marketable and may at 
any time be converted into cash, should be 
excluded from current assets. 

The situation would be quite different 
with regard to liquid condition were the 
securities held for ownership, control, or 
advantage through affiliation, for the pur­
pose of return on investment, or otherwise 
restricted as to conversion. In any of 
these events the item would have no place 
among the liquid assets but should be set 
out separately on the balance sheet. 

On the other point, the banker contends 
that he has no desire to finance related, 
hidden, or underlying companies, which he 
might readily be tricked into doing were he 
to loan to a concern having extensive inter­
company financial relations. This objec­
tion is entirely reasonable, and the banker 
frequently insists on a consolidated state­
ment, in order that he may see clearly the 
interrelations. 
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But again, where inter-company ac­
counts are under current liquidation, that 
is, the accounts and notes receivable from 
related companies are being collected as 
rapidly as those from outsiders, there ap­
pears to be no logical reason why such 
accounts should not be included under 
current assets. It is of course desirable 
that such items as have been discussed 

should be clearly identified in the balance 
sheet, so that the amounts involved and 
relations may be apparent; and while from 
a practical banking point of view there may 
be some good purpose in considering them 
when granting or withholding credit, cer­
tainly from a point of view of good account­
ing there can be no such excuse for ex­
cluding them from the current assets. 

(To be continued) 
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client, or other prospective readers of 
the report, and search out the facts con­
cerning such points so that he may intel­
ligently and truthfully convey such facts. 
More constructive reports would be ren­
dered if accountants were to prepare 
and have before them from the early 
stages of the field work the balance sheet 
and income statement, according to the 
books; if more time were spent in con­
sideration and reflection and less in point­
less action. 

A report narrative made up of live, in­
teresting information about the organiza­

tion; its condition, progress, tendencies, 
outlook, and relations, should be stimu­
lating. A lot of technical explanation 
must be monotonous and depressing, if 
indeed it attracts enough attention to be 
read in full. The meaning of results is 
much more important than an exposition 
of the manner in which they were derived. 
Interpretation requires thought. The in­
experienced accountant need not attempt 
it. At the hands of competent parties 
facts gleaned from figures may be made the 
basis for sound, logical, and profitable 
business administration. 

Judgment Guiding Financial Statements 
(Continued) 

CREDIT men probably are responsible 
for the current relation of "two for 

one" so-called; meaning that safety as to 
current position requires at least two dol­
lars of current assets for every dollar of 
current liabilities. The responsibility for 
establishing this standard is difficult to fix; 
but the ratio was evidently initiated by 
some one either in authority or in the con­
fidence of credit men generally, since it was 
accepted and used widely until of late 
without much question. It is said to have 
grown out of the need, constantly being 
impressed on those concerned with credit, 
for a goodly margin of safety, rather than 
the result of any analytical study. That it 
was conservative, in that it afforded a 
margin of one hundred per cent., is per­
haps responsible for its adoption. 

The current ratio with all that it signifies 
is obviously a most useful expedient, par­
ticularly for "snap-shot" purposes. It 
expresses a relation which shows the con­
dition of working capital at a glance. The 
importance of following working capital 
from date to date cannot be over-empha­
sized. Yet before any comparison may be 

made with the current ratios of other 
organizations, thought must be given. It 
would be entirely misleading to compare 
the current ratio of a concern dealing in 
goods subject to change in style with one 
handling staple commodities. Conserva­
tism in the case of style goods would dic­
tate a much wider margin of liquid assets, 
particularly if among the liquid assets there 
were included a liberal amount of mer­
chandise inventory likely to shrink in value 
when put to the test of realization. 

Anything which is not reducible to cash 
within a reasonably short time distorts the 
current ratio. It is therefore easy to un­
derstand the urge which the bank credit 
man feels when he eliminates anything 
which may affect it, such as securities not 
readily marketable, any advances to re­
lated companies, and any charges to officers 
and employes. 

Again, before anyone may draw con­
clusions from a current ratio it is necessary 
to know not only the line but the seasonal 
activities of the business; and even then 
conclusions are not safe without giving con­
sideration to the relations, direct and cross, 
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of the items comprising the groups of cur­
rent assets and current liabilities. A bal­
ance sheet showing a current ratio of one 
and a half to one may represent a condition 
entirely satisfactory in certain lines at any 
time, or it may be satisfactory in some 
lines at certain seasons of the year. The 
same current ratio in other lines or at dif­
ferent seasons might be alarming. 

Thus a concern with a one and a half to 
one ratio may appear at the beginning of 
a busy season with notes and acceptances 
payable of $1,000,000, and open accounts 
payable of $500,000, and not give any par­
ticular cause for alarm as long as there is 
merchandise, $1,350,000, accounts receiv­
able, $950,000, and cash, $60,000. But 
the same condition at the end of a season 
would ordinarily be a different matter. 
Even at the beginning of a season in this 
case there should be some cause for con­
cern if the receivables were to average 
much over sixty days. 

This company would not stand what the 
bank credit man calls the "acid test" and 
which consists in comparing the aggregate 
of the cash, accounts and notes receivable, 
exclusive of any which are past due, with 
the total of the current liabilities. It is 
doubtful if many concerns can stand this 
test, although occasionally a published 
balance sheet appears in which there are 
no current liabilities. The acid test is 
probably never applied as an absolute 
standard, but it is easy to see how, used 
as part of a series of tests, it is valuable 
particularly in watching tendencies. Com­
panies which show improvement from 
time to time in this respect are rather apt 
to show a healthy condition or tendency 
theretoward. On the other hand, a move­
ment in the opposite direction is frequently 
a sign that matters financial need watching, 
if something more radical is not indicated. 

Because of the fact that the current ratio 
alone is not conclusive, other ratios have 
been evolved and used by bank credit men 

as a supplement thereto. These embrace 
not only relations among items on the 
balance sheet but certain items of condi­
tion linked up with factors of operation. 
Thus there are the ratios of sales to mer­
chandise inventory and of sales to receiva­
bles, the significance of which in each 
instance is easy to grasp. But that there 
is any relation between the stock of goods 
carried for the purpose of supplying cus­
tomers and the promptness with which 
customers pay for goods already pur­
chased is difficult for the average person, 
even one who is familiar with accounting, 
to see. 

Sponsors for the ratio of receivables to 
merchandise claim for it that it has a 
practical value when taken in connection 
with the current ratio because it may bring 
out, or rather draw attention to, certain 
unfavorable conditions which a favorable 
current ratio might obscure. It is per­
fectly apparent that an increase in the 
receivables without any increase in the 
current liabilities will improve the current 
ratio. At the same time such increase in 
receivables and corresponding improve­
ment in current ratio may be at the expense 
of an increasing amount of slow or of bad 
accounts. This condition would seem to 
be more quickly discovered and accurately 
reflected by determining the age of the 
receivables than by comparing the receiv­
ables with merchandise. But in the absence 
of data as to sales and with only the bal­
ance sheet items of receivables and mer­
chandise from which to work, the ratio 
developed therefrom may have some value 
once a standard or normal ratio with which 
to make comparison has been established. 
There appears to be no fundamental rela­
tion between receivables and merchandise 
as there is between merchandise and sales 
and between sales and receivables. It 
therefore seems essential to the logical use 
of the receivables to merchandise ratio that 
there shall first have been determined some 
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representative ratio based on experience. 
This normal or standard ratio may be that 
of one organization taken for certain 
seasons, periods, or stretches of years, 
groups of typical organizations in certain 
lines, or business organizations in general. 
The first two classes are likely to be the 

more satisfactory for comparison. When 
used for comparative purposes the receiv­
ables to merchandise ratio probably has 
certain usefulness in indicating tendencies 
and drawing attention to weakness in the 
item of receivables which requires at­
tention. 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

IN the movement towards statistical 
data as a basis for judgment, the possi­

bilities of the economic or measurement 
accounts have been very little explored. 
At least there is little evidence to this 
effect. The reason for this in the credit 
field is a very practical one, namely, that 
customers infrequently submit detailed 
operating statements which show their 
business progress. One reason given by 
bank credit men for using the ratio of 
sales to merchandise is that they find diffi­
culty in obtaining operating data beyond 
the sales. But because of the profit ele­
ment involved in sales this ratio is not as 
informative as it might be. 

Obviously, more accurate and basicly 
sound information would come from a 
comparison of merchandise inventories 

with cost of the goods sold, or what is 
commonly known as turnover. But the 
fact remains that in the present state of 
enlightenment, in so far as the typical 
borrower is concerned it is not practicable 
to attempt research work depending on 
this data. Much discussion, and, in fact, 
controversy have centered around the ques­
tion of how, properly, turnover should be 
computed. So granting it were possible 
to obtain the figures it would still be neces­
sary to decide on the method before pro­
ceeding. 

The formula generally accepted pre­
scribes that the initial inventory applicable 
to any period shall be divided into the 
figure which results from adding the pur­
chases during the period to the initial 
inventory and subtracting the inventory 
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at the end of the period. Thus, an initial 
inventory of $5,000 with purchases of 
$20,000 and an inventory at the end of 
$10,000 would show the cost of goods 
sold to be $15,000 and a turnover of 
three times. This method, stripped of all 
complications, gives a result which is clear 
and conclusive, whereas, dividing the 
merchandise into the sales, assuming that 
they amounted to $35,000, would show 
a turnover of seven times. 

Like so many matters of statistics, it 
would perhaps make little difference which 
method is used, so long as either one or the 
other is followed consistently. However, 
the first method is fundamentally sound 
and logical without requiring anything for 
comparison, whereas the second is of value 
only when compared with the figure of 
some other period or with some standard 
figure. The turnover based on cost takes 
no account of the profit. It contemplates 
that the increment may be, figuratively 
speaking, pried loose and taken out, and 
therefore should not be involved in the 
computation at the risk of obscuring the 
true situation. The turnover based on 
sales is theoretically unsound, because of a 
compounding of the profit which gives in a 
single computation an inflated result. 
The true significance of sales is better 
shown in a comparison of the sales with 
the receivables. The proper significance 
of merchandise activity is better brought 
out through the relation of merchandise 
stock at cost to the merchandise sold at 
cost. 

"But," says he who is wont to pick flaws 
in the most logical reasoning, "suppose 
there is no initial inventory?" Obviously, 
here is a situation to which the formula is 
not applicable. A concern having no 
stock with which to begin is not compre­
hended in the turnover class. The turn­
over computation is not applicable unless 
it is assumed that purchases during the 
first period of operation constitute the 

accumulation of stock. In that event 
the stock may not even, under the most 
favorable circumstances, be turned more 
than once. Under the formula described 
any merchandise remaining unsold at the 
end of the period becomes the initial in­
ventory of the next period. Such pro­
cedure, it must be admitted, will at times 
produce some weird results. All of which 
leads to the conclusion that what must be 
used for turnover purposes on a cost basis 
is a fair average of stock carried. Using 
such figure and dividing it into the cost 
of goods sold during a given period pro­
duces turnover figures which are far more 
satisfactory and dependable than those 
resulting from any other method. 

The significance of turnover figures is 
found principally in relation to progress 
or lack thereof. The figures constitute 
a measurement index. They indicate 
whether goods are being moved with satis­
factory speed, or whether undue retarda­
tion is creeping in. 

The merchant of two decades ago 
bought his goods in large quantities. He 
stocked up in anticipation of his needs for 
a considerable time in the future and got 
it over with, so to say. Quantity dis­
counts loomed large in his survey of busi­
ness efficiency. He was content to ob­
tain a given return on his investment. 

The modern merchant knows that if 
goods turned once will yield 4 per cent., 
goods turned twice will yield 8 per cent. 
Small profits with quick turnover is the 
thing to be desired. "Penny a pound 
profit," the slogan of a well-known candy 
concern, would be absurd if it were not 
possible to sell the product in enormous 
quantities and with a rapid turnover of 
capital. 

Thus, an increasing turnover is a sign 
of business health. It is an indication of 
good management. Some of the best-
laid plans for business organization have 
been frustrated by poor management. 
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Some of the staunchest business houses 
have been wrecked thereby. Turnover, 
therefore, is a valuable instrument for 
measuring or estimating the value of effi­
cient management. 

(To be continued) 
1922. 
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Judgment Guiding Financial Statements 
(Continued) 

ACCOUNTING as a basis for policy­
making is, frankly speaking, prob­

ably the ambition of every accountant 
who takes his profession or vocation seri­
ously and sees its greatest possibilities. 
That accounting results are more and more 
being so used was recently acknowledged, 
very graciously, by a prominent engineer 
whose work brings him in contact with a 
large number of business establishments. 
If the statement is correct, and there is 
every reason to believe it, more attention 
should be given to interpreting the finan­
cial statements which accounting produces. 

The mere compilation of financial figures 
is a useless and wasteful operation. The 
past has been too full of work which 
had as its objective the completion of 
statements by a given date after the close 
of a period, with great stress laid on ac­
curacy. The importance of studying the 
figures, analyzing and interpreting them, 
and acting on the conclusions, has been 
largely overlooked. 

The work of interpreting financial fig­
ures is a serious matter. It requires skill, 
intensive thought, and extreme care, as 
well as broad knowledge. There are many 
variables which may obscure the facts 
and affect conclusions. Bad reasoning is 
worse, frequently, than snap judgment. 
Wrong conclusions may result in wrong 
policies. Wrong positive policies are apt 
to be more dangerous than indefinite ones. 
Correct policy-making is possible only 
when the facts have been established. 

A certain institution, under a new ad­
ministration, recently showed very un­
satisfactory results from a financial point 
of view. The deficit from operations had 
been increasing from month to month. 
The governing body at length determined 
on an investigation into the causes of the 
alarming financial condition. 

A comparative study developed the fact 
that expenses in every category had in­
creased over a corresponding prior period. 
The general price level having been lower, 
if anything, in the latter period, increased 
prices for the same quality of services and 
supplies could be eliminated as a factor in 
the explanation. But the fact was brought 
out that employes had been added to the 
pay-roll and the quantity of supplies per 
capita purchased and consumed had been 
increased. Increases throughout were 
traced to quantity and not to price. 

Here appeared to be grounds for indict­
ment of the new administration, but to 
have stopped at this point would have 
been unfair. Pursuing the investigation 
further, it developed that the general 
quality of everything about the institution 
had been improved. The care was better, 
the food was superior in quality and there 
was more of it, the tone of the whole place 
had been raised, and there was greater 
satisfaction on the part of everyone to 
whom the institution ministered. But the 
income during the period in question had 
not increased. 

The problem then for the governing 
body was one of policy. Good service 
anywhere is relatively higher. If one 
wants good things he must pay for them 
accordingly. The questions to be decided 
in this case were whether to continue the 
present management and accept the stand­
ard of operation to which the institution 
had been scaled, while finding means of 
increasing the income to meet the expense 
incident thereto; to undertake the task of 
increasing the efficiency of operation, 
working through the present management; 
or to make a change in the management 
with the hope of obtaining someone more 
economical and equally efficient, but with 
the chance of reverting to the old order of 
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things, which had been far from satis­
factory. The decision finally reached was 
to continue the present incumbent in man­
agement, counseling him in the matter of 
economy, and attempting to increase the 
income. 

But what if there had been no adequate 
accounting system with the expenses com­
prehensively classified and the numbers 
for statistical computations not available? 
Guess work is a poor basis for adminis­
tration. Policy-making, with all the facts 
from which to proceed, is sufficiently per­
plexing. Financial results and statistics, 
properly interpreted, are a substantial aid. 

(To be continued.) 
purposes. 

Railway. 

PRESS OF WILLIAM G R E E N , NEW YORK 
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Judgment Guiding Financial Statements 
(Continued) 

A Q U E S T I O N raised recently, while 
it relates primarily to non-par stock, 

has an important bearing on financial 
statements. Books are kept as a matter 
of recording details which are too numer­
ous and too important to be retained in the 
memory. The function of financial state­
ments is to set forth in summary form the 
financial condition in all its phases with a 
historical sketch of the most recent changes 
in such condition. Surplus as a phase of 
financial condition calls for consideration 
and statement as to its composition and 
origin, in order that dividend policies may 
be not only legally sound, but economically 
and financially rational. 

The question follows: 
" A corporation had outstanding 7,500 

shares of stock having a par value of 
$10 each and had accumulated a sur­
plus of $1,500,000. In January, 1921, it 
changed its capitalization from 7,500 shares 
of $10 each to 15,000 shares of no par 
value, but made no entry on its books. 
Because of the present agitation for a tax 
on surplus, the management wishes to 
make the books reflect the change in the 
capitalization by transferring the amount 
of $1,500,000 from surplus to capital 
on the theory that that portion of the 
present surplus was capitalized at the time 
the new stock was issued. Would such 
procedure be proper?" 

Attempting first to answer the question, 
it is doubtful if there has been any change 
in the capitalization. The changes which 
have taken place are the form of stock and 
number of shares representing ownership. 
There is neither more nor less capital 
than before, nor has the amount of sur­
plus changed. The change in the form 
and number of shares does not automat­
ically convert the surplus into capital. 
Action by the directors specifically trans­

ferring the surplus to capital is necessary 
before such combination may be regarded 
as having taken place. Capitalization is 
usually interpreted to mean the amount 
which appears in the capital account. 
Hence, before it would be proper to make 
the books reflect a capitalization of $1,575,-
000 it would be necessary to have the 
directors authorize the transfer of $1,500,-
000 from surplus to capital. 

Such procedure might be entirely proper 
but apparently ill-advised. To so dispose 
of surplus might result in embarrassment 
if future operations fail to provide profits 
out of which dividends may be paid, and 
put the corporation in the illegal position 
of paying dividends out of capital. When 
all the surplus is transferred to capital the 
door to future dividends is closed until 
sufficient additional profits have been 
made to provide for such dividends. The 
experience of many concerns in the latter 
half of the year nineteen-twenty should 
be sufficiently practical to deter any cor­
poration from taking this unnecessary step. 

It is evident that in order to solve many 
of the present-day problems of non-par 
stock the consideration of a few sensible 
fundamentals is necessary. Capital is a 
portion of wealth invested in an enterprise 
with a view to gain. Surplus is an accu­
mulation of net gains derived primarily 
from operations. It may also spring from 
increases, due to economic conditions, in 
values of possessions. Dividends are de­
clarable only out of surplus. This is not 
only in accordance with sound economics, 
but controlled in most states by law. 

The proprietary equity represented by 
capital stock without par value is the ex­
cess of assets over liabilities. But this 
equity needs some classification. It would 
be about as logical to issue an income state­
ment showing one item for expenses with-
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out classification as to set up a balance 
sheet with the proprietary equity shown 
as a lump sum. Part of it is capital on 
which dividends may not encroach. Part 
of it is perhaps surplus resulting from 
operations and available for dividends. 
Some of the equity may be surplus arising 
from revaluation of assets and while avail­
able for dividends legally is not in the form 
of liquid assets which may be distributed 
in satisfaction of a dividend declared. 

Where is the sane director who wishes 

to base his dividend action on a financial 
statement which may get him into trouble 
with the law? It is only common ac­
counting sense that a balance sheet, 
whether the stock be with or without par 
value, should show the capital, the sur­
plus arising from operations, and the sur­
plus arising from revaluations. Only with 
such information before them will direct­
ors be able to form judgments and dictate 
financial policies which are at once logical 
and safe. 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

TH E purpose of an interest expense 
account is to show the cost of bor­

rowed money. Hence the item for in­
terest expense appearing in the income 
statement should show the true relation of 
the amount reflected by such item to the 
outstanding indebtedness representing bor­
rowed money. This theory, if firmly 
adhered to, will settle any question as to 
the proper set-up on both balance sheet 
and income statement in cases where out­
standing bonds are bought up or called by 
the company which issued them. It 
should be possible in any financial state­
ments prepared so as to reflect conditions 
clearly, to refer to the income statement 
and see what was the cost to the company 
of the borrowed money during the period 
under consideration. 

It is for this reason that bonds pur­
chased or called are best shown on the 
balance sheet as a deduction from the 
liability with the net figure extended, 
whether or not the bonds have been can­
celled. The advantages derived from such 
presentation are that not only is the net 
liability outstanding shown, but there is 
also reflected the policy of the company 
in reducing the liability voluntarily before 
it is legally called upon to do so, and the 
extent of such reduction. The interest is 
best shown net in order that it may bear 
the proper relation to the outstanding 
liability 

There is frequently a technical account­
ing question which arises where bonds are 
purchased or called as to whether it is 
proper to deduct such bonds from those 
representing the liability if the bonds pur­
chased have not been redeemed. Financial 
officers sometimes contend that such bonds 
are treasury bonds, just as stock once 
issued and subsequently acquired is treas­

ury stock. Such position results in a fiction 
which the practical facts soon break down. 
When the time comes to pay interest no 
interest is paid or charged on the pur­
chased bonds, even though they have been 
kept alive. 

This discussion does not relate to bonds 
which are purchased for sinking fund pur­
poses, either by the sinking fund trustee or 
by the company, and turned over to him, 
and where interest on such bonds is paid 
regularly to the sinking fund trustee until 
the bonds mature. In such cases there is no 
question as to whether or not interest shall 
be set up broad, since the interest credit 
applicable to the purchased bonds goes to 
reduce the interest expense unless per­
chance the interest earned is absorbed by 
a sinking fund reserve. 

The idea of carrying purchased bonds as 
an asset is based on the theory that they 
are investments. Not only does the theory 
break down when the interest is consid­
ered, but is complicated by the fact that 
the bonds may have been purchased or 
called at a premium. Because they are 
company securities this feature is some­
times overlooked. Were they not treated 
like the securities of any other company 
and the premium amortized over the bal­
ance of the life, the company would find 
itself in the position of having to charge 
off the premium, perhaps in a considerable 
sum, against the year in which the bonds 
mature. 

Interest expense is affected not only by 
the straight interest paid on bonds out­
standing, but by the premium on bonds 
purchased, together with a proportion of 
any discount, if any, on the whole issue of 
bonds when sold and the unamortized 
portion of discount applicable to the bonds 
purchased. Any interest expense figure 
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which shows less than this fails to show the 
true situation. Without this data it is 
impossible to form any intelligent opinion 
as to the company's financial judgment in 
the matter of rates on borrowed money. 

(To be continued) 
subject matter and presentation. 
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Judgment Guiding Financial Statements 
(Continued) 

OP I N I O N S may differ as to the effect 
which laws providing for preferred 

capital stock without par value may have 
on the affairs of corporations and individ­
uals who are stockholders therein. There 
are always persons who view any attempt 
to point out possible pitfalls as destructive 
criticism. And opinion to the effect that 
laws permitting the issue of no-par value 
preferred stock are inviting involvement 
may be quite properly challenged. But 
the signs set up by many actual cases point 
so sharply to the conclusion that one who 
so opines need have little fear of being dis­
credited. 

A recent case shows a corporation having 
three classes of stock; cumulative pre­
ferred, convertible preferred, and common, 
all shares having a par value of $100 each. 
The balance sheet at a given date reflected a 
fair margin of surplus. 

The company was reorganized by the 
formation of a new corporation having 
four classes of shares, all without par value, 
namely, cumulative preferred class A , 
cumulative preferred class B , convertible 

preferred, and common. The new stock 
was exchanged with holders of the old 
stock, share for share, except that for each 
two shares of old cumulative preferred a 
holder received one share of cumulative 
preferred class A , and one share of cumu­
lative preferred class B . Incident to the 
transfer of values from the old to the new 
corporation certain assets were written 
down to the extent of several millions. 

When the balance sheet of the new cor­
poration was set up the work of assigning 
proprietary interests in the excess of assets 
over liabilities developed a peculiar condi­
tion. The provisions of issue gave values 
in liquidation to the shares as follows: 
Class A , $100 per share plus any accumu­
lated or accrued and unpaid dividends; 
class B, $127.50 per share, less any part of 
$27.50 per share which might have been 
declared as additional dividends, plus 
any accumulated or accrued and unpaid 
regular dividends of the new corporation; 
convertible preferred, $100 per share; 
common, any remaining assets. 

Attempting to take out the proprietary 
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equities in the order of preference and on 
the basis of liquidation values, it was soon 
discovered that not only was there nothing 
left for the common stockholders, but that 
the holders of convertible preferred shares 
would suffer a substantial reduction from 
the value per share to which they were en­
titled in liquidation. 

It may be said, of course, that this posi­
tion and assumption is based on a condi­
tion existing at the beginning of business 
on the part of the new corporation, and 
that future earnings would probably cure 
the condition and make good at least the 
equity of the convertible preferred shares. 
But the fact remains that were the shares 
all to have a par value, few corporations 
would care to present a balance sheet 
showing an impairment of two classes of 
capital stock. 

There appeared to be nothing to do 
under the circumstances surrounding a 
corporation having an excess of assets over 
liabilities with various classes of preferred 
and common stock but to show the excess 
as representing so and so many shares of 
preferred stock at the various liquidating 
preference values and so many shares of 
common stock. For example: 
Excess of assets over liabilities. . $3,000,000.00 
Representing: 

10,000 shares, cumulative pre­
ferred stock class A, 
without par value, en­
titled in liquidation to 
$100 per share plus ac­
cumulated or accrued 
and unpaid dividends. 

10,000 shares, cumulative pre­
ferred stock class B, 
without par value, en­
titled in liquidation to 
$127.50 per share, etc. 

20,000 shares convertible pre­
ferred stock, without 
par value, entitled in 
liquidation to $100 per 
share. 

50,000 shares, common stock, 
without par value. 

This obviously is something of a novelty 
in balance sheets and it leaves stockholders 
to figure out for themselves, so to speak, 
just what the respective classes of shares 
are worth. 

Later developments produced further 
complications. A t the first balance sheet 
date after incorporation of the new com­
pany there was a surplus arising from 
operations of, say, $100,000; one dividend 
had been paid on the class A stock; the 
first dividend on. the class B stock had been 
passed. This situation was met on the 
balance sheet by adding the surplus from 
operations as a separate item below the 
display of capitalization; revising the 
previous caption to read, "Excess of assets 
over liabilities January 1, 1922" (date of 
reorganization); and appending a footnote 
to the balance sheet showing that the divi­
dend on the class B stock had not been 
declared at the regular date, and that a 
cumulative right had therefore accrued to 
the holders of such stock. 

On the basis of this case the question 
may be asked, "Does or does not the law 
authorizing preferred stock without par 
value give promise of causing trouble in 
the future?" 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

TH E moot question of reserves bobs up 
ever and anon. Some day it is to be 

hoped rationalism will clear away the 
confusion which has prevailed for many 
years, and compose the differences which 
the subject provokes. 

The first difference which must be recog­
nized apparently is that reserves are at 
least of two kinds: those which represent 
restricted surplus and those which are 
bookkeeping expedients for measuring de­
creases in values without disturbing the 
asset accounts. The first class may be 
characterized as true reserves; the second, 
false reserves. 

Comparison of the two classes shows 
them to be not only different in character, 
but opposite in their relation to financial 
condition. The true reserve represents 
value, although set aside and ear-marked 
so as to prevent its appropriation for 
dividend purposes. The other class de­
notes lack of value, and indicates the 
extent to which value is estimated to have 
disappeared. 

The differentiation then should be taken 
into consideration in preparing a balance 
sheet, because of the significance bearing 
on financial condition. True reserves, 
being portions of surplus restricted as to 
use, may correctly, it seems, be shown on 
the same side and in the same group as the 
capital and surplus. Whereas, the re­
serves which measure declines in value 
should more appropriately be deducted 
from the assets to which they relate. 

This rule, while apparently simple, is 
often attended with difficulty in its appli­
cation, because the purity, so to speak, of 

the various reserves is not maintained. 
Reserves for depreciation are properly 
deducted from the property assets, but to 
conform to the rule the reserves should 
contain nothing other than depreciation. 
Special provision for anticipated, although 
uncertain obsolescence, theoretically has 
no place in a depreciation reserve and 
should, strictly speaking, be set apart by 
itself, and so designated. Practically, the 
controlling influence should be the pro­
portions existing between the depreciation 
and special obsolescence elements. That 
is to say, if the preponderance of the 
reserve represents depreciation, although 
there is an element of obsolescence in­
volved, practicality permits the reserve 
to be deducted. On the other hand, if 
the reserve is true and the depreciation 
element is the smaller, the reserve may 
be set up broad. This infraction of rules 
is made necessary by the mixing of the 
two elements. It might be avoided i f 
two reserves instead of one had been set 
up, in which event the reserve for depreci­
ation would be deducted, while the reserve 
for obsolescence would be set up broad. 

Something of the same thing sometimes 
happens with regard to the reserve for 
doubtful accounts. The reserve sometimes 
will cover not only certain accounts which 
are doubtful of collection, but make 
provision for uncollectible accounts which 
may develop in the future. Again, strictly 
speaking, the reserve is a mixed one, and 
only that part which applies to accounts 
receivable already on the books should be 
deducted from the asset. But because 
of the practical difficulty of separating 
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the reserve, this is seldom feasible and it is 
usually safe, unless the element of provision 
for anticipated losses on future sales is 
excessive, to deduct the reserve. 

Procedure in the matter of handling 
reserves should always be guided by com­
mon sense. One may wish ever so strongly 
that reserves might have been set up in 
sufficient number, and with sufficient care 
to permit of proper allocation on the 
balance sheet, but wishing is frequently 
beside the point. Even though the differ­

entiation of reserves and the disposition of 
the respective classes in accordance there­
with may be accepted, it is still sometimes 
difficult to treat them properly and con­
sistently, because of the mixed elements 
which they contain. In such cases one 
should incline to the conservative, which 
leans towards deducting the reserves 
from the assets. Equal care must be 
observed, however, that the conservatism 
is not carried too far and violence done 
to the surplus. 

(To be continued.) 
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Judgment Guiding Financial Statements 
(Continued) 

IN the case of a certain New York cor­
poration having only common capital 

stock without par value the certificate of 
incorporation provides that the stated 
capital shall be $500, plus such amounts as 
shall be received from sale of stock to­
gether with any amounts which the direc­
tors may transfer from surplus. 

Certain of the shares were sold at $100 
per share; others at $50. Shares to the 
extent of seventy-five per cent. were issued 
to the organizers, in exchange for the right 
under a contract to manufacture certain 
patented automobile parts. The corpora­
tion did not acquire the patents; merely 
the right to manufacture and sell under 
these patents. The corporation officials 
wish to value the contract, in order to take 
advantage of any benefit which might 

accrue under a restoration of the excess 
profits tax. 

Now comes the question as to the proper 
basis and method of valuation. Except 
for this desire on the part of the corporation 
officials, probably the best way, everything 
considered, would be to carry the contract 
without value, except possibly a one-dollar 
value, and make no attempt to show any 
other money value in the capital account. 
This being impracticable, because of the 
ideas of the officials, one other way would 
be to have the directors, by resolution, 
place a value on the contract and take up 
the corresponding amount in the capital 
account. It might also be possible to 
value the contract at an amount derived 
from the number of shares issued for the 
contract taken at the lowest rate at which 
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any of the stock was sold for cash. 
The most scientific method would prob­

ably be to take the average estimated net 
earnings for the first three or five years, 
preferably three years, and considering 
one-half of this amount to arise from the 
contract, capitalize that figure at six or 
eight per cent., preferably six. Halving 
the net earnings is of course arbitrary, 
but it is founded on the theory that there 
is no logical basis for apportionment of the 
net earnings as between the capital in­
vested in plant, equipment, etc., and the 
contract. It might logically be contended 
that the equipment would be of no avail 
in connection with the manufacture of this 
particular article without the contract. 
On the other hand the contract is of no 

operating value without the equipment. 
Whether two-thirds of the net earnings may 
properly be imputed to the contract and 
one to the capital invested in equipment or 
vice versa, no one is in position to say, and 
it therefore seems logical to divide the 
earnings equally as between the contract 
and capital invested in equipment. 

Regardless of the method employed, it 
seems desirable that the capitalization of 
the contract should be made as conserva­
tive in amount as possible, for the reason 
that later some other board may take the 
position that the contract is over-valued 
and move to reduce the value. Here 
would arise, probably, the serious question 
as to the right of directors to reduce the 
stated capital without due process of law. 

(To be continued) 
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Judgment Guiding Financial Statements 
(Continued) 

SO M E of the complications predicted in 
connection with capital stock having 

no par value are already beginning to arise. 
One case which presents some of these com­
plications has to do with a corporation, 
the charter of which provided for both 
preferred and common shares without par 
value. The preferred carries a cumulative 
provision with respect to dividends. In 
the event of liquidation or dissolution this 
stock has an expressed value of $100 per 
share. 

There are three times as many common 
shares as preferred authorized and three of 
the five directors are elected by the com­
mon shareholders. This provision remains 
operative as long as the preferred dividends 
are paid; or at least in the event of default 
in the payment of three consecutive semi­
annual dividends on the preferred shares, 
the holders of the preferred shares may 
elect for the unexpired term three directors 
to replace those representing the common 
stock. The whole board is subsequently 
elected by the preferred shareholders and 
continued until all arrears in dividends on 
the preferred stock have been paid up. 

The corporation was organized for the 
purpose of acquiring the property of a 
certain bankrupt corporation and to offer 
an opportunity to the stockholders of that 
corporation to participate in a new attempt 
to carry on the business which had been 
unsuccessful. The practical purpose of the 
plan was to effect a reorganization, al­
though it was brought about by the estab­
lishment of an entirely new company. 
For purposes of identification the two 
corporations may be referred to as the 

predecessor and successor corporations. 
Under the terms of an agreement be­

tween the successor corporation and certain 
shareholders of the predecessor or bankrupt 
corporation the latter were offered the 
opportunity of exchanging their shares for 
those of the new corporation "dollar for 
dollar." This was the basis specified in 
the agreement, but as subsequent develop­
ments will show, was not strictly adhered 
to. The shareholders in the defunct cor­
poration were, however, allowed to value 
their shares, for purposes of exchange, at 
cost. And it should be added that their 
shares were of the common class and with­
out par value. 

The new company stock was valued for 
exchange purposes at ninety dollars per 
share in the case of the preferred and seven-
fifty per share in the case of the common. 
Further, it was stipulated that the privilege 
of exchange should only be extended to 
shareholders of the predecessor corporation 
who would pay in an assessment of $2.25 
per share of old stock. These funds were 
put into the hands of a committee repre­
senting the new corporation, with instruc­
tions to purchase from such funds the 
plant property of the bankrupt corporation. 
And it was provided further that these 
funds should be regarded in fact as ad­
vances from the old stockholders and be 
returned to them out of the so-expressed 
first profits made by the new corporation. 

It so happened that twenty dollars per 
share was the cost placed on the old stock 
for exchange purposes. Where exchanges 
could not be effected otherwise cash was 
collected by the new company to equalize. 
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These amounts of cash were, however, in­
significant. For example, twenty shares of 
old stock exchanged for four shares of pre­
ferred and six shares of common of the 
new company required a collection of but 
five dollars in order to equalize the amounts. 

Eight thousand shares of the common 
stock valued at twelve and one-half cents 
per share were issued to the organizers of 
the new company in consideration of serv­
ices rendered. The last item in the recital 
of facts shows that the successor company 
charged all the stock of the predecessor 
company purchased to a goodwill account 
at cost. 

Here, indeed, is an interesting case. 
Boiled down the only "real money" in the 
capital account is the small amount of cash 
collected on account of equalization in ex­
changes of stock. A balance sheet made 
at this point with the plant purchased but 
not paid for would show among the assets 
plant property at the purchase price; but 
the offset would be a payable in favor of 
the vendors. There would be some cash, 
but most of it was received through ad­
vances from old stockholders and must be 
returned to them out of the first profits. 
A payable in their favor would therefore 
appear among the liabilities. The value 
placed on the shares of the predecessor 
company acquired would rest in the good­
will account with the corresponding credit 
appearing in the capital account. Organi­
zation expense likewise would be shown as 
an asset; an equal amount being included 
in the capital account. A l l in all, there is 
very little tangible value representing the 
proprietary equity; the only asset of this 
character being the cash received on ac­
count of equalization. 

When the substance has been extracted 
from the mass of form and legal techni­
calities it appears that the new corporation 
has acquired a plant to be paid for with 
money borrowed from stockholders under 
an agreement not to declare any dividends 

until this money has been paid back. It 
does not necessarily follow that the surplus 
from operations up to the amount of the 
indebtedness to stockholders for money 
borrowed will pass automatically to capital. 
But payment of the liability would leave 
the property asset standing as a free capital 
asset and while the surplus might be de­
clared away as dividends the chances are 
that there would be no cash out of which 
to pay the dividend. It would therefore 
be but logical that the surplus freed by 
the liquidation of the liability should be 
passed to stated capital so as not to take 
any chances on declaring it away. 

No particular damage seems to have been 
done by the involved manipulations with 
the non-par value stock. As long as the 
same individuals hold both preferrred and 
common stock, there is not likely to be any 
question. But if the common stock be­
comes separated from the preferred and the 
corporation should have to be liquidated 
there might very well be some objection 
from common stockholders to allowing pre­
ferred stockholders one hundred dollars per 
share particularly when under the most 
favorable construction they could not be 
considered to have contributed more than 
ninety dollars of capital per share. 

The possibilities of capital stock without 
par value seem far from having been ex­
hausted. In the case herewith all the 
manipulations were made possible without 
rendering any of the holders of the new 
stock liable for any deficiency in the par 
value. In other words all the stock, no 
matter what was done with it, became from 
the time of issue full-paid and non­
assessable. 

(To be continued) 
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SO much has been written in opposition 
to preferred capital stock without 

par value that it is but fair to point out 
one thing in its favor. As might be ex­
pected, this class of stock has a some­
what natural appeal to investment bankers 
or investment houses marketing securities, 
particularly of public utilities, where the 
money market may call for a scaling up 
or down of the prices per share at which 
preferred stocks are sold. Where they 
have a par value it is obviously difficult 
to sell them at less than par without 
having to resort to some subterfuge, such 
as having the discount on all shares of 
subsidiary companies absorbed by a parent 
company. This results in some cases 
in a considerable burden to the parent 
company, particularly when there are 
a number of subsidiaries and there is a 
good deal of activity in issuing securities. 
The need for adjustment of prices arises 
especially where there is not much differ­
ence between preferred stock and junior 
bond issues and where, in order to dispose 
of the preferred stock, some concession 
must be made. 

Bond investment houses bringing out 
issues of public utilities looked originally 
with much favor on preferred shares 

having no par value. Some of them 
admit that they did not foresee the com­
plications which the stock led them into, 
such as having to fix the respective stock 
equities, in cases where both preferred 
and common shares were issued, in making 
settlements under reorganization and 
merger agreements. Since the early days, 
however, there has been some relief from 
embarrassment in this respect through 
the introduction of the redemption value 
idea. 

The series of articles on judgment 
guiding financial statements is brought 
to a close with this number. One reason is 
the fact that the articles have become 
somewhat disconnected and specialized, 
and it is thought that their continuance 
in serial form under this subject heading 
might be misleading. A further reason 
is found in the recent appearance of a most 
noteworthy book which treats of analysis 
and interpretation of financial statements 
rather exhaustively. Doubtless there wil l 
be something to say, from time to time, 
on the subject of financial statements 
and capital stock without par value, in 
which event separate articles will appear 
under appropriate headings. 
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