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CHAPTER I 

i/r'^c::ucTioN 

General Observations 

Emphasizing the public responsibilities of 

businessmen and accountants, a recent editorial in t e 

Journal of Accountancy stated: 

An outstanding characteristic of most business
men of the United States and the rest of the free 
world is their sense of public responsibility. . . 
a steadily increasing recognition of the business
man's accountability to the society in which he 
lives. . , .As business managements increasingly 
recognize their responsibility to make their 
operations open to public inspection, the account
ing profession has a parallel responsibility to 
work toward making financial reports mors under
standable and more useful to the public.-'' 

The marked Increase in the use of financial 

statements in the twentieth century has placed great 

stress on the importance of public responsibility. 

This increase is due principally to (1) large-scale 

production; (2) governmental regulation of business; 

(3) income tax legislation; and (l\) the regulation of 

the Issuance of securities by the Securities Act of 

Charles E. Noyes (ed.), "Public Responsibilities 
of Private Business," Journal of Accountancy. CIV 
(October, 195?), P. 29. 



1933 and the Securities Exchange Act of 193̂ 1, which 

resulted at least in part from the Great Depression, 

which began in 1929. Other factors, such as the in

creasing influence of organized labor upon corporate 

profits, have also been instrumental in increasing 

the importance of financial reports. 

The Role of Financial Statements 

Large numbers of persons are concerned with 

financial reports prepared by businesses. Such 

diverse groups as management, stockholders, creditors, 

governmental agencies, and labor leaders all require 

Information embodied in financial statements in order 

to pursue their interests effectively and intelligently. 

A recent census of stockholders, conducted by 

the New York Stock Exchange in 1956, revealed that 

there were 8,630,000 shareholders of publicly-owned 

corporations, and that this number was rising.-̂  As 

ownership of securities broadens over a wider number 

of people, the need for company reports which are re

latively easy to understand" will become more and more 

apparent.^ 

^Harry G, Guthmann, Analysis of Financial State-
ments (i|.th ed. rev.; Englewood Cliffs, Ĵ. J.: Prentice-
Hall, Inc., 1953), p. k* 

^Phillip L. West, "The Reporting of Earnings to 
Stockholders," Journal of Accountancy. CVII (February, 
1959), p. 28. 
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Edward T, McCormick, President of the American 

Stock Exchange, in a paper presented at the annual 

meeting of the American Accoiinting Association at 

the University of Colorado on August 26, 1959, 

criticized the accounting profession for its "blissful 

apathy" to the growth and existence of the owners of 

American industry, "an array whose existence becomes 

more vital to our economy in these days of ideological 

conflict."-^ McCormick continued: 

It is startling to realize how very little the 
run-of-the-mill stockholder knows about the fi
nancial affairs of the company he partly owns. 
For this regrettable state of affairs, I place 
a substantial share of the blame on the shoul'̂ ers 
of the accounting profession. 

In the presentation of financial facts we 
continue to cling blindly to tradition, to the 
classical forms of balance sheet and income 
statement as the vehicles for disclosure in 
annual and other reports and in prospectuses 
. . . .We present the information in our own 
inimitable fashion. The investor may examine 
it at his leisure, but, so far as he is con
cerned, it may as well be written in Sanskrit. 
The balance sheet and income statement. . . 
remain stereotyped and rigid behind a prac
tically unassailable wall of convention," 

McCormick continued that the traditional pre

sentation of financial data in annual reports is sat

isfactorily informative to the trained analyst, while 

^Edward T. McCormick, "Reporting to Stockholders," 
The Accounting Review. XXXV (April, I960), pp. 223-22I-. 

^Ibid.. p. 22k. 



the untrained investor may be bewildered with a lack 

of familiarity with the terminology and the baaic 

conventions of the accounting presentation. In con

clusion, McCormick stated: 

I cannot believe that we lack the Ingenuity 
to develop a means of furnishing to untrained 
investors the essential accounting information 
necessary to make a reasonable appraisal of any 
particular company. . . .1 don't pretend that 
these goals can be achieved by a flip of the 
wrist. A good deal of hard thinking and re
orientation will be necessary. . . .Practicing 
accountants and teachers. , .will have to put 
themselves In the position of the investor in 
order to anticipate his questions and answer 
them in the simplest and most direct way. 

Our economy has come to depend to a great 
extent on the relatively small individual in
vestor for the necessary supply of equity and 
venture capital. In order to attract that 
capital, industry has to tell its story. And 
the vital part of that story is told by the 
accountant. 

Accounting has been useful to management. It 
has been useful to bankers and the large institu
tions. It has been useful to the taxing authori
ties. But the growth of share ownership has 
opened a new field for the profession--an opportunity 
to be useful to the millions of ordinary investors 
who supply the equity capital.' 

Value of Statement Analysis 

Managers and business executives find statement 

analysis necessary in order to gauge the effectiveness 

of operations, to measure and evaluate costs and ex

penses incurred, and to form a basis for decision-making. 

"̂ Ibld., pp. 226-227. 



Evaluatlona of statements may produce declaions to 

diacontinue or diversify a product line, manufacture 

at capacity or below capacity, open new markets, sell 

and lease back fixed aaseta, or m&nj other decisions 

made by management. 

Governmental agencies, in policies of regula

tion and taxation, and labor leaders, in demands for 

higher wages or benefits, are greatly Influenced by 

financial statement analysis. Regulatory agencies, 

for example, often estiablish the rates to be charged 

by public utilities on the basis of earnings on fixed 

asaeta aa revealed in periodic financial atatementa. 

Similarly, labor leaders use incwne of the business 

as a basis to Justify higher wages or profit-sharing 

agreements for employees, or similar fringe benefits. 

Creditors are concerned with the ability of a 

business to pay its debts and obligations, and utilize 

the statements of a business to ascertain that ability. 

The balance sheet offers the creditor a picture of the 

liquidity of the business, as well as the available 

collateral for credit; the income statement points 

out the ability of the business to generate revenues ij 

on the basis of past operating experience, thus in

dicating the relative risk inciirred in granting credit. 

""̂  Investors use all three primary financial '̂ -̂; 

atatementa to gauge the effectlveneas of the enterprise 

i ! 
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which they own: the income statement, which measures 

the periodic income of the business; the balance 

sheet, which measures the liquidity and abilift?:.,to 

distribute caah dividends; and the retained ea:f''nings 

sjbatement, which measures the periodic payment of 

dividends, as well as other extraordinary gains or 

losses which have occurred within the company. 

Purpose 

It is the purpose of this thesis to present 

guideposts and suggestions whereby the potential 

investor may better evaluate the position of businesses 

as revealed by their financial statements. Evaluation 

of the financial position and the operating results 

of businesses may be accomplished by techniques of 

Interpretation of the primary financial statements 

and supplementary information presented in periodic 

reports. This thesis in an attempt to present means 

of evalua+:ing the operations of a particulp--* business 

in order to detemine its relative standing within 

th industry of which it is a part, and check points 

to evaluate yearly growth or decline within the business. 

— Scope and Limitations 

The very magnitude of the subject of statement 

analysis suggests the necessity for some IVnitations 
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±0 be placed on a d i s c u s s i o n of th i s type . Although 

f i n a n c i a l statements are , of course , prepared by 

v i r t u a l l y a l l types of buatness e n t e r p r i s e s , th i s t h e s i s 

w i l l be l imi ted pr^-^^arily to a d i s c u s s i o n of corporate 

s ta tements . Many techniques of statement examination 

presented in the subsequent d i s c u s s i o n , however, are 

equal ly appl icable to businesses other than corpora

t ions . 

Terminolop^y Used 

I;xcept as otherwise noted, the terminology 

used hereln-wirlx fo l low the d e f i n i t i o n s s e t for th 

by the American I n s t i t u t e of Cert i f i ed Public Accountants 
a 

in the Accounting Terminology B u l l e t i n s , and those used 

in Eri« L. Kohler• s A Dict ionary for Accountants , Some 

of the more frequent ly used teiros are discussed below: 

Balance Sheet 
^mmmmmmmmmmmf'mmmmmmmmma0>''*'''H'n^ 

A balance sheet may be described as a tabular 

statement or summary of balance (debit and credit) 

carried forward after an actual or constructive closing 

of books of account kept according to principles of 

accounting. A distinction should be made between the 

American Institute of Certified Public Accountants, 
Committee of Terminology, Accounting Terminology Bulletins: 
Number Ip 2^ 3. and k (New York: American Institute of 
Certified Public Accountants, 1953-57). 
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term "balance sheet" and the term "statement of assets 

and liabilities," since the latter summary may be 

prepared for an organization where no books of account 

are kept, 

Aaaeta 

An asset may be defined as something repre

sented by a debit balance ttiat la or would be pro

perly carried forward upon a closing of books of 

account according to the rules or principles of account

ing (provided that such debit balance is not in effect 

a negative balance applicable to a liability), on the 

basis that it represents either a property right or 

value acquired, or an expenditure made vAiich has 

created a property right or is properly applicable to 

the future. Thus, any owned physical object (tangible) 

or right (intangible), or cost benefitting the future 

may be classified as an asset. 

Liabilitiea 

A liability may be defined as something repre

sented by a credit balance that la or would be pro

perly carried forward upon a closing of booka according 

to the rulea or principlea of accepted accounting, pro

vided such credit balance is not in effect a negative 

balance applicable to an asset. This term is used to 

compriae items which are debts and obligations and 



those for which a creditor relationship sometimes 

does not exist, such as capital Atock and similar 

elements of proprietorship. The inference drawn 

by this definition is that the business must account 

to its owners as well as to its debtors, although 

proprietorship accounts do not constitute the usual 

form of legal debt relationahip found in liabilities. 

Equity 

The term equity, used synonymously with pro

prietorship, is used to describe an interest In 

property or in a business, subject to prior creditors. 

Equity ownership is the term used to describe the in

terest (paid-in capital and earned surplus) of a 

stockholder or of stockholders collectively In a 

corporation. 

Revenue 

Revenue results from the sale of goods and/or 

the rendering of services and is measured by the charge 

made to customers, clients, or tenants for goods and 

services furnished them. It also Includes gains from 

the sale or exchange of assets (other than stock in 

trade), interest and dividends earned on investments, 

and other increases in owners' equity except those 

arising from capital contributions or capital adjust -
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ments, The term gross income in often used 

synonymously with revenue. 

Costs. Expenses, and Losses 

Although costs, expenses, and losses are 

correlative terms, each has its own distinct char

acteristics vfcich differentiates it from the others. 

Cost has been defined as the consideration, expressed 

in money terms, for goods and services received or to 

be received, which are applicable to the production 

of revenues. Examples of unexpired costs include 

plant and equipment. Inventories, and prepaid ex

penses, while examples of expired costs include costs 

of goods sold, expired insurance, and depreciation of 

plant and equipment. 

An expense, in the broadest sense, includes 

all expired costs which are deductible from revenues. 

For income statement purposes, however, the term 

expenses Is used more narrowly to refer to such items 

as selling, administrative, or general expenses, in

terest, and taxes, rather than the entire deductions 

from revenues. 

A loss, in the broadest sense of the word, is 

the excess of expenses (again used broadly) over re

venues for a period. In a narrower sense, as it is 

often used in income statements or statements of re

tained earnings, a loss in the term used to describe 



11 

the exceaa of the coat of an asset over the related 

proceeds (if any), when the asset is sold, abandoned, 

or otherwise dlapoaed of, or destroyed by casualty. 

Ordinarily the term loaa. for the aake of clarity, la 

used in conjunction with appropriate deacriptlve 

teiTOS, The term loss lâ  recommended when used to 

describe the disposition of specific assets such as 

equipment or machinery, since it distinguishes such 

transactions from more normal expenses of a recurring 

type. 

Income Statement 

The income statement may be defined as a 

financial statement prepared frcan accounts and de

signed to reveal the elements which enter into the 

computation of net income for any period. 



CHAPTER II 

THE BALANCE SHEET 

The balance sheet is essentially a historical 

statement of a business, since it measures neither 

the current economic cost of its assets nor the current 

worth of the business as a whole. It has been des

cribed as a "narrative of investment" of (1) capital 

originally and subsequently contributed by the owners; 

(2) investments of income not distributed to owners; 

and (3) investments of borrowed funds, both current 

and long-term. 

Although the balance sheet Is often presented 

first in financial reports, it is somewhat less important 

than the inccHne statement, since assets are valuable 

chiefly to the extent that they can be utilized to 
2 

produce income. It is, however, valuable for showing 

both the amounts and relationships (in monetary terms) 

of assets, liabilities, and owners' equity, and for 

comparison with prior balance sheets. 

^C. Aubrey Smith and Jim G. Ashburns, Financial 
and Administrative Accounting (New York: McGraw-Hill 
Book Company, inc., 19551, P. 93. 

^Ibld,, p. 92. 

12 
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Aaaeta 

The aaaeta of a buaineaa include money which 

the conpaiiy holda, money (or goods or services) owed 

to It by othera, and the phyaical propertiea. Some-

tljsea there are alao intangible assets, such aa pa-

tenta, goodwill, or franchises, which are frequently 

given an arbitrary value in the balance sheet. 

Current Assets 

Current assets include caah, receivablea, 

current inveatmenta. Inventory, and prepaid expenaes. 

The character la tic coimnon to all current asaeta ia 

that they are held for conversion witiiln a relatively 

ahort period Into caah or uaefol gooda and aervicea. 

Aa Eric L. Kohler pointa out: 

Uaually the period ia one year or leaa, but 
for some items, e, g,^ inatallment receivablea, 
the period may be much longer. In aome enter-
priaea the period may be extended to the length 
of the operating cycle, which may be more thcui 
a year.^ 

Benjamin Graham and Charles McGolrick. The 
Interpretation of Financial Statements (Rev. ed.j 
Mew foric: Harper & Brothera Publlahers, 1955), p. 2 

'+Eric L. Kohler, A Dictionary for Accountanta 
(2nd ed.; Englewood Cllffa, N. J,: FrentIce-Hall, 
Inc., 1957), p. 150. 
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Caah 

One of the balance sheet items of greatest 

concern to investors is the cash figure. Almost all 

assets, liabilities, income, and expenses clear through 

the cash account, and the careful examination of cash 

—l^da additional validity to these other statement 

items.'̂ j The amount of cash held by the organization 

is also a prime factor in determining whether the 

business can meet its debts and oblisratlons as they 

fall due, acquire additional inventories for resale, 

and distribute earnings to stockholders. A strong 

cash position, however, may not always be accompanied 

by a strong financial position, since cash require

ments can often be met by bank loans or otiier similar 

financing* If such Is the case, the weak position 

of a business will be revealed in the liability sec

tion of the balance sheet, rather than in the stated 

cash figure. 

Since cash is a relatively unproductive asset, 

it is generally agreed that the cash balance should 

be as small as poaaible, yet adequate to meet the 

needs of the business. The balance on hand should 

always be adequate to: 

wood Cl i f f s 
%oward F. S t e t t l e r , Auditing Principles (Engle-
i f f s , N. J . : Prentice-Hall , Inc . , 1956), p. li]6. 
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(1) Meet obligations to banks, other lending 
agencies, and bondholders, as they fall due 

(2) Pay the accounts payable (especially 
when cash discounts may be obtained from prompt 
payment) 

(3) IPay employees 

(k) Meet all other current liabilities when 
they hecome due 

(5) Distribute dividends to shareholders 
when earnings warrant a distribution, or when 
non-payment would disrupt an established dividend 
policy 

Receivablea 

Receivables are claims usually resulting from 

the delivery of goods and services. The most conmion 

type of receivable is the ordinary account receivable, 

which ia a valid legal claim, even though it is not 

supported by a written prOTiise to pay. Other receiv

ables include notes receivable, deposits and advances, 

and accmiala of dividenda, interest, rents, and 

royalties, all of which represent valid claims of 
7 

the business. 

In the valuation of receivablea, recognition 

should be given to several possible deductions, 

including uncollectible accounts, freight, returns 

William A, Paton and William A. Paton, Jr,, 
Asset Accounting (New York: The Macmillan Company, 
1^52), p. 11. 

'̂ Ibid., p. 12. 
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and a l lowances , and d i s c o u n t s . I f the f i n a n c i a l 

s tatements do not indicate that these provis ions 

have been made when necessary , the rece ivab le s may 

be overstated in the balance s h e e t . I f prov i s ions 

are made for these p o s s i b i l i t i e s , the t h e o r e t i c a l 

accuracy of r e c e i v a b l e s i s improved, s ince l o s s e s 

from i i n c o l l e c t i b l e accounts are rea l i z ed in the 

period in which they occur, and the statement amount 

for r e c e i v a b l e s i s a more r e a l i s t i c est imate of what 

the bus iness expects to r e a l l z e l ' 

Another f a c t o r to be considered when p o s s i b l e 

i s the eva luat ion of rece ivab le s in terms of age. 

An unusual ly slow group of rece ivab les may produce a 

s t r a i n on the cash requirements of the business by 

lack of turnover. In a d d i t i o n , slow accounts may 

include \ i n c o l l e c t l b l e accounts which, i f not wr i t t en 

o f f in accordance with reasonable e s t i m a t e s , may pro

duce an unwarranted overstatement of both current 

a s s e t s and current income. 

Fol lowing V/orld Weir I I , the amount which most 

companies have had invested in accounts rece ivab le 

has r i s e n s t e a d i l y each year . Due to this expansion 

in c r e d i t buying, r ece ivab le s have assumed a p o s i t i o n 

of grea ter importance. Since they represent an "earning 

°H. A. Finney and Herbert E, M i l l e r , Principles of 
Accountinp--Intermediate (5th ed. r e v . ; New ^ork: Prentice-
H a l l , I n c . , 195^) , P. ^07. 

file:///incollectlble
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asset necessary to the average business,,"^ accounts 

receivable are classified as a form of working 

capital. Because of slow accounts and bad debts, a 

business can hardly ever be confident of converting 

100^ of its receivables into cash, but by experience 

and Judgment a company can usually estimate within 

a reasonably small percentage of error the amount 

which will eventually be realized from the receivables 

which it holds. Comparison of the receivables account 

and related allowance for uncollectible accounts of 

one company with those of another is often revealing 

as to the quality of the receivables and the credit 

policies employed by the btxainesses. 

Current Investments 

Many businesses which have a surplus of cash 

invest temporarily in securities of ottier companies, 

often to gain whatever income benefits they can from 

what would be othem^ise idle cash. When the cash 

requirements Increase sufficiently, these securities 

are converted back into cash or other goods or services. 

^American Institute of Certified Public Accountants, 
Restatement and Reviaion of Accounting Research Bulletins— 
Accounting Research Bulletin No. k3 (New York: American 
Instiinxte of Certified Public Ac count cm ts, 1953), pp. 29-30. 
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Normally, whether the Investments are current or 

noncurrent a s se t s depends upon the po l icy and in -

t en t ions of the management .vx 

I f s e c u r i t i e s are expected to be converted in to 

cash wi th in a year (or operat ing cycle) and are r e a d i l y 

marke tab le , they are c l a s s i f i ed as cur ren t a s s e t s . 

The nonraarketable investments should be excluded from 

cur ren t a s s e t s , s ince t h e i r inc lus ion would over s t a t e 

cu r ren t a s se t s and working c a p i t a l , a d i s t o r t i o n which 

would reduce the comparabi l i ty of one company with 

t h a t of another . Smith and Ashburne l i s t four types 

of investments which are never considered c u r r e n t : 

(1) S e c u r i t i e s of a f f i l i a t e d and subs id ia ry 
companies held for purposes of business operat ion 
and cont ro l 

(2) Investments of funds earmarked for r e 
demption of preferred stocks or bonds, cons t ruc t ion 
of new p l a n t s , pension payments, e t c . 

(3) Real e s t a t e and in tang ib le proper ty held 
for specu la t ion or for income 

(Ij.) Long-term debt secured by c o l l a t e r a l or 
mortgages or long-term notes of o f f ice rs and 
employ e e s . ^ ^ 

Harry G. Guthmann, Analysis of F inanc ia l S t a t e -
ments (ijth ed. r e v . ; Englewood C l i f f s , N. J . : P r e n t i c e -
IfSTIT Inc., 1953), p. 87. 

"̂ •̂ C. Aubrey Smith and Jim G. Ashburne, F i n a n c i a l ,/' 
and Adminis t ra t ive Accounting (New York: MoGraw-Hlll 
Book torapany, I n c . , 1955), P. 126. 
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Marketable securities are uaually valued at 

the lower of cost or market, since "such an adjuat-

ment la necessary to obtain a clear picture of the 

financial condition of the buaineaa enterprise. These 

asaeta are currently worth no more than the market r\ 

quotation, no matter what the cost might have been."vL/ 

Although securities are often used as a tem

porary substitute for caah, an exceas of securities 

is usually unwise, since the excessive working capital 

which ia tied up In securities (which are normally of 

rather low yields) is a relatively unprofitable use 

of the investment of the owners, especially over a 

13 period of several years. One situation, however, 

where holdings of marketable securities which may be 

converted into cash deserves favorable attentbn is 

suggested by Graham and McGolrick: 

Where the caah holdinga are exceptionally 
large in relation to the market price of the 
securltiea, this factor normally deaervea 
favorable investment attention. In such a 
case the atook may be worth more t^an the 
earnings record indlcatea, becauae a good part 
of the value ia repreaented by caah holdinga 
which contribute little to the income account. 

12 
Roy A. Poulke. Practical Financial Statement 

Analysis (Uth ed , ; New York: McGraw-Hill Book Company, 
Inc., I4"57), p. 85. 

13Edlson E, Eaaton and Byron L, Newton, Accounting; 
and the Analysis of Flnitnoial Data (New York: ficGraw-
Hi l l Book doipany, Inc . , W58), p. 335. 
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Eventually the stockholders are likely to get 
the benefits of these cash assets^ either 
through their distribution oj^their more pro
ductive uae in the buaineaaSBk"? 

Inventories ^Wrl^^ (p ^ ^ 
' lb -^ -jt̂ '̂  

Perhapa the greatest diversity of practices 

within the framework of generally accepted accounting 

principles ia found in the treatment of inventoriea. 

Correct inventory valuation ia of major importance 

from the standpoint of both the income statement and 

the balance sheet. An overstated ending inventory 

produces an understated cost of goods sold, overstated 

net income, "an inflated working coital, and possible 

excess dividends and tax payments."\J t̂ oflverseiyî an 

understated ending inventory results in an understated 

net income and deflated working capital. The state

ment analyst must decide, therefore, what treatment 

of inventory will indicate best the actual income-

producing capabilities of the company, and how to 

consider Inventory valuation when comparing many com

panies within an industry.^ 

Benjamin Graham and Chsirles McGolrick, The Inter-

fretation of Flnaincial Statements (Rev. ed.; Nev/ tork: arper and Brothers Publishers, 1955), p. 20, 

^ "̂ R̂alph Dale Kennedy and Stewart Yarwood McMullen, 
Financial Statements: Porm. Analyaia, and Interpretation (3rd 
e<!.; Bomewood, Illinois: Richard D. Irwin, Inc., 1957), p. 35. 

I^The topic of inventory valuation as related to the 
determination of inccwae ia diacuased further in Chap. III. 
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The most commonly used methods of inventory 

valuation include (1) cost, (2) market, (3) lower 

17 
of cost or market, ik) gross profit, and (5) retail. 

Cost valuations of Inventory.--When inventories 

are valued at cost, any of several different methods 

may be employed: 

(1) Specif ic ident i f i cat ion 

(2) Assignment or computation of cost: 

Las t - in , f i r s t - o u t 
P i r s t - i n , f i r s t - o u t 
Base stock 
Weighted average (or moving average) 

Specif ic identification.—V/hen spec i f ic 

ident i f i ca t ion i s used in inventory pricing, each 

individual item i s valued at i t s actual cos t . This 

method is obviously impractical for a company which 

does a large volume of business in products which 

are interchangeable, and i s seldon employed by bus

inesses of that type. 

Last - in , f i r s t -out . - -The l a s t - i n , f i r s t - o u t 

(LIFO) method i s an assignment of the cost of the 

l a s t items purchased or manufactured to the e a r l i e s t 

items sold in a given period of time, normally a 

year. Assuming that a business continually replaces 

i t s inventories by purchases, the amount of cost of 

sa l e s would be higher in a period of r i s ing prices 

17 
Kennedy, 0£, c i t , . p, 56, 
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and lower In a period of depression or falling prices 

than costs determined by the specific identification 

method. Advocates of LIFO contend that current re

venues should be accompanied by current costs; in 

addition, lower income recognized under LIFO partially 

relieves (or postpones) the tax btirden borne by the 

buaineaa. 

Flrst-in, first-out.—The first-in, first-out 

method is somewhat more realistic than LIFO in rela

tion to the physical flow of goods, since goods are 

normally sold in approximately the same sequence in 

which they were purchased. Under the FIFO method, 

the inventory is valued at the cost of the most re

cent purchases. Advocates of FIFO contend that this 

method produces the most realistic inventory valuation 

in the balance sheet. Supporters of LIFO, however, 

argue that balance sheet realism is gained at the ex

pense of the income statement, since FIFO tends to 

overstate income in a period of rising costs. 

Base stock.--The base stock (or normal stock) 

method is baaed on the pricing of a so-called "base 

stock" of inventory, which ia the minimum quantity 

necessary for a company to continue operations. 

Base-stock inventories are priced at the lowest price 

of various purchases made. The base stock method is 

similar to LIFO in that units sold are assigned the 
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coat of the most recent acquisitions. For this 

reason it Is sometimes regarded as the "precursor 

Of the LIPO method."-^ 

Weighted average.--Under the weighted-average 

method, the cost of purchases and beginning inven

tory are divided by the number of ijinlts purchased 

and in the beginning inventory. The unit price thus 

determined is multiplied by the number of units in 

the ending inventory for an Inventory valuation. 

The following Illustration is an example of the use 

of the weighted average method: 

Units Cost 

Purchases 1,200 $2,500 
Beginning inventory _ if99 __ 799 
Totals 1,600 ¥37200 
Unit price » $3,200 • 1,600 $ 2 
Ending inventory: 

(i.75 u n i t s 'B $2) ii75 950 

The reader of a balance sheet i s concerned 

with more than the inventory valuat ion a lone . 

Kennedy and McMullen l i s t s i x Items of inventory 

information which may be d i s c lo sed by p a r e n t h e t i c a l 

n o t a t i o n s , f o o t n o t e s , or in the accountant's report : 

•̂ ^H. A. Finney and Herbert E. M i l l e r , Pr inc ip l e s 
of Accounting--Intermediate (5th e d . ; Englewood C l l f f a , 
N. J , : P r e n t i c e - H a l l , I n c . , 1958) , p . 287. 
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(1) Whether the Inventory ia a phyaical 
inventory or a perpetual inventory; and i f i t 
ia a book inventory, whether i t haa been ver i 
f ied by a phyaical count. 

(2) The amount of the inventory that ia 
Immediately available for sale 

(3) The method(a) which have been used in 
valuing the Inventory 

(U) Whether or not the inventory or any 
portion thereof has been pledged as securi ty 
for loans 

(5) The amount of inventory that ia out on 
consignment 

(6) The amount of inventory in tranait^ the 
t i t l e to which has passed to the purchaser^9 

Although many bases are used for inventory 

valuation, the statement user need not be ignorant 

of the basis used for income statement and balEince 

sheet purposes. Acceptable accounting procedure 

requires disclosure of bases of valuation, as pointed 

out in Statement 8 of Chapter k in Accounting Research 

Bul l e t in U3t 

The basis of s tat ing inventories must be con
s i s t e n t l y applied and should be disclosed in the 
f inancia l statements; whenever a s ign i f i cant 
change i s made therein, there should be diacloaure 

19 
Ralph Dale Kennedy and Stewart Yarwood McMullen, 

Financial Statementa: Form. Analysis, and Interpretation 
Brred.; HomewooJ, 111.: Mchari S.'lrwln, Inc., 1^S7), 
p. 5k» 
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of the nature of the fibpn^ce, and, if material, 
the effect on income,'̂  

Prepaid Expenses and Deferred Charges 

Expenditures already made for supplies or 

services to be received in the near future are often 

shown on the balance sheet as prepaid expenses. To 

the extent that these items will be consumed within 

a year or an operating cycle, they are classified as 

current assets. The theoretical basis for this 

classification is that goods and services represented 

by prepaid expenses, if not paid for, would require 

expenditures of a current asset (usually cash) during 

the operating period. Longer prepayments and de

ferrals, such as unamortized bond discount, are, on 

the same basis, not properly shown as current assets 

on the balance sheet. 

/ ^ 
ixed Assets 

The traditional concept of fixed assets is that 

of "assets held for the production of other goods and 

services and not intended for resale." The most 

common fixed assets include tangibles such as land 

XI ^ 
Institute'of Certified Public Accountants, 1953), p. Z1 
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buildings, machinery and equipment, furniture and 

flxturea, trucks and automobiles, and leasehold 

improvements; and intangibles such as patents, 

copyrights, and goodwill. 

In a survey conducted by the American In

stitute of Certified Public Accountants In 1958, 

556 companies out of the 600 surveyed disclosed 

the valuation basis used in the presentation of 
21 

fixed assets In the balance sheet. The great 

majority of these companies used cost (less ac

cumulated depreciation) as a basis of valuation. 

Knowledge of the basis is important to the 

statement user in the comparison of one company 

with another, since businesses use the "usual 

basis" of cost less depreciation, replacement 

cost, present (appraised) value, or some other 

arbitrary value.'Tĵ  Because of the wide differences 

between balance sheet values and market valuea, it 

ia often dealrable to include aupplementary state

menta to the balance aheet which inform the state-

PI 
American Institute of Certified Public 

Accountanta, Accounting Trends and '^^Q^lg^QS (12th 
ed,; New York: American Institute of Certified Public 
Accountants, 1958), p. 61. 

nBsnJamin Graham and Charlea McGolrick, The 
Intei^retation of Financial Statementa (Rev, ed,; 
Wew ̂ ork: Harper and Brokers Publlahers, 1955), 
p. 29. 
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ment user of the age, condition, estimated cost of 

replacement, and insured value of the fixed assets. 

Price Level Changes 

Much haa been written and diacuased during the 

last decade concerning the effects of price level changes 

on the analysis of fixed assets; Indeed, the articles 

dealing with price levels to be found in current Jour

nals and periodicals alone would probably make up a 

sizable book, if they were bound under one cover. 

The most controversial topics related to price levels 

essentially concern the valuation of fixed assets, 

and commonly include four topics: 

(1) The statement valuation to be assigned 
to fixed assets (whether it should be cost, mar
ket, or replacement cost, and what additional 
disclosure is desirable) 

(2) The basis of depreciation for fixed assets 
(whether it should be cost, or an appraised value, 
which would reflect a valuation increment as a 
result of appraisals) 

(3) Taxation (whether or not the present 
system overtaxes businesses by providing for 
depreciation based on historical cost, rather 
than current values) 

(1|) CcMiparabllity of businesses (whether or 
not undue differences exist between businesses 
as a resxxlt of acquisitions in dissimilar economic 
circumstances; whether income determination and 
comparison is materially affected by disparity 
in depreciation rates; and whether these differences 
reflect actual economic conditions or only "paper" 
variances from one company to another) 
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Despite arguments to the contrary, evidence 

seems to indicate that statement valuations of fixed 

assets, for the most part, will remain on the basis 

of cost. Since accounting is "predominantly based 

on cost, the proper uses of the word value in accounting 

are largely restricted to the statement of items at 
23 

cost." 

Nicholas Crane, President of the New York 

Society of Security Analysts in 1958, has suggested 

that f inancia l statements include information related 

to p r i c e - l e v e l changes which affect a ccxnpany's fixed 

asset p o s i t i o n , s ince management should a ler t stock

holders that higher costs w i l l be incurred in replacing 
M l 

assets, Nicolas A, Salazar, however, presents some 

Interesting and provocative comments on "ttie subject 

of "replacements:" 

Do we ever really replace anything? The 
answer, of course, is "No, never." Technology 
takes care of that. It is said that we replace 
an old car with a new one. These statements are 
quite true. But what do they mean? They mean, 
of course, replacement with something new, different, 
and better. They do not mean another product of 

•̂̂ American Institute of Certified Public Accountants, 
Review and Resixme: Accounting Terminology Bulletin Number 
1 (New Y'ork: American Institute of Certified Public 
Xccountants, 1953), p. 16. 

jJlcholas Crane, "A Security Analyst Looks at 
Annual Reports," The Journal of Acco\intancy, CV (March, 
1958), p. 35. 
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the same design and performance. . , ,The 
dollar has a built-in stabilization factor 
which comes about as a result of technology 
and progress, and, . ,the whole question of 
"diminished" dollars does not recognize these 
factera,25 

Regardless of the varied opinions concerning 

price-level changes, most statement analysts agree 

that some degree of disclosure Is necessary in order 

to facilitate comparisons of one company with other 

companies of the same type, Kennedy and McMullen 

stress the advantages of supplementary statements or 

notations to the balance sheet, showing current or 

replacement costs of fixed assets, as well as assets 

which frequently do not appear on the balance sheet: 

For example, the business may possess valuable 
assets that are not reflected on the regular 
balance sheet; these asaeta may include long-term 
leases, patents and trademarks, franchises, short
er long- term contracts to purchase goods on 
favorable tenas, natural resources, and options 
to purchase valuable property. Furthermore, the 
business may own assets whose book or carrying 
values are higher or lower than current replace
ment coata. The variations between the book value 
ajid current replacement values may have been 
caused by or be a result of price changes; de
preciation, depletion, or amortization policies; 
changing strategic locations of the business; 
efficiency or inefficiency of management; main
tenance and repair policy; and competition. . . . 
Appraised values are by no means exact. . . , 

^^Nicolas A. Salazar, "The 'Diminished' Dollar-' 
A Word in Its Favor," N.A^A. Bulletin. XLI (January, 
I960), pp. 91-92. 
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N e v e r t h e l e s s , i f such information i s not supplied-
and t h i s i s the usual s i t u a t i o n - - t h e analyst J ^ t 
obtain approximations to the extent p o s s i b l e . 

L i a b i l i t i e s and Equity 

C a p i t a l i z a t i o n Versus Indebtedness 

In the survey conducted by the American In

s t i t u t e of Cer t i f i ed Public Accountants in 1958, the 

1957 balance shee t s of the 600 campanles considered 
27 indicated the fo l lowing condit ions of debt: ' 

Number of Companies wi th: 1957 

Short-term borrowing only I4O 
Short-term borrowing and long-term 

indebtedness 179 
Long-term indebtedness only 26Ij 
Nei ther short-term borrowing nor long-

term indebtedness 117 

Total ^ 

The results of this survey indicate t*ie wide 

variations in the financial programs of modern cor

porations. The general purpose of a fincuicing pro

gram is "to obtain at minimum cost the funds required 

26Halph Dale Kennedy and Stewart Yarwood McMullen, 
Financial Statements: Form, Analysis.and Interpretation 
(3r<! edi.; Homewood, 111,: Richard D. Irwin, Inc., 1957), 

p. 97. 

^^Amerlcan Institute of Certified Public Accountants, 
Armnnting Trends and Techniques (12th ed,; New York: 
American Institute of Certified Public Accountants, 1958), 
p, 86. 
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to carry out the management's plan for the operations 

and development of the business." This survey, 

however, points out varying approaches which individual 

businesses employ to accomplish that objective. 

Comparative financial statements of some cor

porations disclose additional financing by the issuance 

of common stock. Since this stock adds nothing to 

the long-term debt obligations of a business, it is 

a method whicji is often used to seciire additional 

financing. Issuance of additional common stock, how

ever, dilutes the equity of the former common stock

holders and sometimes results in loss of control. 

Additional common stock frequently Increase the pressure 

for dividends, and passing a dividend may adversely 

affect a company's credit position and stockholder 

relations. 

Mindful of the difficulties encountered with 

issuance of additional common stock, many companies 

turn instead to preferred stock. Preferred stock 

constitutes permanent capital which does not have to 

be repaid, has a limited participation in the business, 

and assumes no control over the business as long as 

/ 

^n)avid R. Anderson, Practical Controllership 
Rev. ed,; Homewood, 111,: Richard D, Irwin, Inc., 
1955), p. U68. 
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it receives the stipulated return, '̂  Preferred stock, 

however, has its drawbacks, since bond Interest is a 

legitimate deduction from income under present income 

tax laws, whereas dividends on preferred stock are a 

distribution of the profits after taxes have been 

canputed. In addition, the dividends that must be 

premised on preferred stock are usually in excess 

of the interest that will have to be paid on bonds 

in order to raise capital, and voting rights must 
30 

generally be granted if dividends are in arrears. 

Long-Term Indebtedness 

Guthmann and Dougall point out the distinguishing 

characteristics of bonds in Corporate Financial Policy; 

(1) Claims of bondholders, together with those 
of other creditors, rank ahead of stockholders' 
claims, and must be satisfied fully before any 
distributions can be made to stockholders. 

(2) The interest owed to bondholders is a 
fixed and constant claim, which must be met 
regularly to avoid insolvency of the business. 

(3) Bond interest is a fixed amount, whereas 
payments to stockholders may vary. 

20 
^Ibid. The above statement is subject to some 

exceptions, since some types of preferred stock have, 
for example, special privileges for conversion to 
common stocks, or participation in earnings beyond 
the established rate, 

-̂ Ŝlvin F. Donaldson, Corporate Finance (New 
York: The Ronald Press Company, 1957), PP. 651^-655. 



(I4) Bonds have a d e f i n i t e maturity date 
upon which the p r i n c i p a l must be repa id; in 
c o n t r a s t , s tocks have no maturity date for 
repayment. 

(5) Bondholders have no vot ing power nor 
vo ice in management so long as the i r o b l i g a t i o n s 
are met by the debtor corporation. Stockholders 
e x e r c i s e the power of c ontrol through the exer
c i s e of vo t ing r i g h t s (except in cer ta in c l a s s e s 
of nonvoting s tock) .'31 

The f a c t o r of taxat ion , as mentioned in the 

preceding s e c t i o n , i s e s p e c i a l l y important in the 

f i n a n c i a l p o l i c y of a bus ines s . The Impact of 

taxa t ion can be i l l u s t r a t e d w e l l by the use of com

parat ive f i g u r e s . Assuming that a company has a net 

income of $100,000 before t a x e s , i n t e r e s t , and d iv idends , 

the fo l lowing s i t u a t i o n s would be encountered i f the 

choice of f inancing res ted between the issuance of 

$200,000 in preferred stock a t a % rate and $200,000 

in bonds at the same r a t e : 

Issuance of Issuance 
Pfd. Stock of Bonds 

Net income before bond 
i n t e r e s t , t€uxes, 
and dividends $100,000 $100,000 

Bond I n t e r e s t expense ...^........^ 10.000 
Net income a f t e r bond 

i n t e r e s t , before 
taxes and d i v i 
dends $100,000 $ 90,000 

^ Harry G, Guthmann and Herbert S. Dougal l , Cor
porate F inanc ia l Po l icy (3rd ed, r e v . ; Englewood C l i f f s , 
TT^TTi—Prentlce-Hall, I n c . , 1958) , pp. 98 -99 . 



Issuance of Issuance 
Pfd, Stock of Bonds 

Deduct income tax (as
suming a 50^ rate 
for i l l u s t r a t i v e 
purpoa es ) 50,000 U5.000 

Net income a f t e r taxes $ 5o,000 ^ 1|5,000 
Dividends on preferred 

s tock 10.000 
Net income appl icable 

to common share
holders $ [jO.OOO $ 1|5.000 

In addi t ion to the tax advantages of Issuing 

bonds, a company may find that bonds may be issued 

with lower i n t e r e s t rates than the dividends which 

preferred s tock may command. Bonds a l s o avoid the 

d i l u t i o n of ownership and vot ing power which i s the 

r e s u l t of add i t iona l ccxaraon s tock , although th i s con

s i d e r a t i o n i s of much l e s s importance to a very large 

corporat ion with widely d i v e r s i f i e d ownership. 

The statement ana lys t can deter*mine the success 

of the company in debt or preferred stock f inancing 

by comparing the addi t iona l returns to stockholders 

in r e l a t i o n to the rate of return paid for the ad

d i t i o n a l f inancing (whether i t i s in the form of bond 

i n t e r e s t or preferred stock d i v i d e n d s ) . I f , in the 

above i l l u s t r a t i o n of bonds and preferred s t o c k s , the 

a d d i t i o n a l return on the increased investment does 

not surpass the bond i n t e r e s t (or d i v i d e n d s ) , the 

company may be g r e a t l y weakened f i n a n c i a l l y . Fur

thermore, income must be reasonably s t a b l e in order 
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to assurs tbe 9«rlodiG Intsrsat payasats and evsntnal 

retis^ement of bonds. In addition, i t Is frsqasntXy 

provided tliat, i f bond iatepsst Is not paid when due, 

the ttitlrs amount of outstanding debt becoaes due, a 

eoKtdition Which could force a cosapany into bankPtq t̂oy 

and ll<|uldatioiii 

Two formulas are suggested l»y Graham and 

MoGoXriek to detormine the ads(tuacy of bond interest 

ooverage and proportion of bonds to total eapital isat ioa: 

rixod Charge Coverage 

Fixed ohMTge coverage « Total income (before 
interest , toxes, 
and dividends) 
divided by fixed 
dtargss 

$100,000 • $10,000 • 3.0 

fhvm the fixed ehargs coverage based on ^ e iXXustra<» 

tion <m ^ s proeedlng page would be ten times yearly. 

Bond Hatio 

Bond ratio » Amount of outstanding bonds 
divided by the sum of 
stocks, bonds, and surplus 

Assuming that the company in the preceding 

illustration has bonds outstanding ia ths smottnt of 

l>'' 

& 

1 v-v 

0 

^^njamia arahaa and Charles McOolriok. ̂ Ths 

^irr tr^^^ ^̂  ^^^^^t^ ^^u!̂ ff? f̂ ^^'^o?!;^ 
K r k : n9:rp&r and Brottiers Publishers, 1955), rsw 

pp. 79, 62. 



$200,000, stocks of $250,000, and retained earnings 

of $150,000, the bond ratio would be I/3, or 33-1/3$^, 

computed as follows: 

Bond ratio « $200,000 

^^66,666^+ gJ6,6o6 -i- 1^6,660 

* 1/3 

« 33-1/3$̂  

Both the ratios of fixed charge coverage and 

the bond ratio are revealing when used to compare two 

or more companies in the same industry to determine 

how effectively capital has been utilized. 

Working Capital 

The importance of working capital had its 

beginning in the nineteenth century, when the practice 

of comparing current assets and current liabilities 

aroae among creditors. By the turn of the century, 

some definite standards of measurement had crystallized 

aufficlently enough that one writer obaerved, " . . . 

Many good Judges feel that the ratio of current assets 

to current liabilities should be about 2j to 1," This 

compeu?ison, which came to be known as the current 

ratio, gradually became a tool of measurement with a 

scaled-down ratio of 2 to 1 supplanting the former 

ratio as an acceptable relationship of current assets 
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to current liabilities (even though many larg) cor-

porations operate on a smaller current ratio),^ 

When working capital is used for analytical 

purposes, it is advantageous to begin with an 

examination of the composition of current assets. 

No fixed rules can be established for the "proper" 

or desirable percentages of Individual assets within 

the aggregate total of current assets; instead. It is 

usually desirable to evaluate the relationship of each 

asset to the others In the light of the nseds which 

may be peculiar to the individual business. At a 

given time during the year, for example, one business 

may be in the process of acquiring a large inventory 

in anticipation of a period of brisk selling, while 

another business may be in a more liquid position, 

having passed the period of peak sales, when cash 

collections from receivables have enlarged the balance 

of caah on hand. For this reason, a comparison of 

the current assets of dissimilar businesses with dif

ferent operating cycles is often of little value. 

33Roy A. Foulke, Practical Financial Statement 
Analvaia (ij-th ed.; New York: McGraw-Hill Book Com-
pany, Ync, 1957), p. 176. Foulke is quoting IVilliam 
M, Rosedale's article, "Credit Department Methods," 
Bankers Magazine, LXXVI, No. 2 (February, 1908), 
p. 187. 
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Inventory Valuations 

In order to grasp the impact of inventory valua

t ions on working c a p i t a l , l e t us assume that there 

are two shoe ccnnpanles whose working cap i ta l f igures 

are being compared: 

ABC SHOE COMPANY 
PARTIAL BALANCE SHEET 

DECEMBER 3 1 , 19— 

Current A s s e t s : 
Cash $ 30,000 
Inventories 100,000 
Other Current Assets 50.000 $180,000 

Current L i a b i l i t i e s 80.000 

Working Capital $100.000 

XYZ SHOE COMPANY 
PARTIAL BALANCE SHECT 

DECEr©:SR 3 1 , 19— 

Current A s s e t s : 
Cash $ 30,000 
Inventories 231,680 

Other Current Assets 50.000 $311,680 

Current L i a b i l i t i e s 90.000 

Working Capital $221.680 

Comparison of the working capital pos i t ion of 

these two companies would seemingly Indicate that 
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Company XYZ ia in a much more advantageous pos i t i on . 

The following calculat ions point out the reasons: 

Cc»gpany ABC Company XYZ 

Working Capital $160,000.00 $221,680,00 

Current Ratio 2,25 3.1^6 

Asstiming, however, that Company ABC had adopted 

the l a s t * i n , first**out method of inventory valuation 

in 1939, the $100,000,00 inventory amount in the pre-

ceding i l l u s t r a t i o n wotild, on the basis of 1939 

p r i c e s , be valued at approximately $231,680,00 on the 

basis of current, or f i r s t - i n , f i r s t - o u t prices.-^^ 

Current l i a b i l i t i e a of Coaapany ABC were stated at 

$80,000.00; of Company XYZ, $90,000.00. By converting 

the inventory of ABC to FIFO for comparative purpoaea, 

both the working capital and the current ra t io of 

Company ABC ahow marked changes: 

By converting the inventory of CcKupany ABC to 

a comparable basis with that of Ccanpany XYZ, ABC now 

has greater working capital and a more favorable cur

rent r a t i o . The amount of inventory held for purposes 

^ ^ i 34cBep4»tmSnttof Labor, Bureau of Labor 
S t a t i s t i c s , ^o^^^ly Labor Review (Washington: U. S. 
Dept. of Labor, LXXXIII, Ho* 7, «ruly, 19bO), p . 779. 
The i l l u s t r a t i o n s are based on a comparison of 1959 
prices to 1939 pr i ce s , using the Wholesale Commodity 
Index formulated by the Department of Labor, with 
1939 as a b a s i s . 
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of s a l s i s ths same for both oompaniss, but XYZ 

has current l i a b i l i t i e s of $10,000.00 in exceaa of 

those of Company ABC. 

ABC SHOE COOTAIsnr 
PARTIAL MUNCE SHSCT 

DBCBUBER 31, 19«* 

Currant Assets: 
Cash $ 30,000 
Inventories* 231,660 
Othsr Current Asseta 50.000 $311,680 

Current Liabi l i t ies SO.000 

Working Capital ^231.680 

#FIF0 

Company ABC Company XYZ 

Working Capital $231,680.00 $221,660.00 

Current Hatio (Current 
Asssts to Cux*r«0t 
Liabi l i t ies ) 3,90 3.i|6 

This som»ewhat oversimplified i l lustrat ion 

points out t^e neeesaity for consideration of the 

basis of inventory valuation in statement analysis. 

As mentioned earlier in the chapter, several methods 

of pricing are included under l^e general concept of 

"cost* in Inventories, These methods have developed 

from t^« general acoeptance of several assumptions 

•with respect to the flow of cost factors (sueh as 

f i r s t -out . BXS£Smm3SSL^p ^^ 1—t-in. 
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f i r s t - o u t ) to provide pract ical bases for the 

measurement of periodic income."-''^ 

Receivables 

Factoring of accounts receivable, loans from 

officers, or other desperate financing measures are 

danger signals that the company may be in a weak 

current position and ia unable to meet the obligations 

which are current. The adequacy of receivables and 

cash is sanetimes determined by the use of the "acid 

teat ratio," which is computed by dividing the total 

cash, receivables, and readily marketable securities 

which are included in current assets by the total 

current liabilities. This ratio is sometimes con

sidered more meaningful than the current ratio, since 

it indicates the current strength of the baleuice 

sheet and disregards inventories (which must be sold, 

converted into receivables, then into cash, before 

the proceeds may be used to satisfy current liabi

litiea). An acid teat ratio of 1 to 1, or lOOĴ , ia 

generally considered desirable liquidity. 

35American Institute of Certified Public 
Accountants, Restatement and Revision of Accounting 
Research Bulletins—Accounting Research Bulletin 
H6. kj (New 5iork: American Xnatitute of Certified 
"KJSTTc Accountants, 1953), P. 517. 
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CHAPTER III 

INCOME STATEMENTS AND SURPLUS STATEMENTS 

There are many methods employed to Judge and 

evaluate a business, but none is as important as the 

measurement of Its ability to generate an adequate 

net Income. The owners and prospective owners are 

Interested in net income because it reflects the qua

lity of management, and because only the profitable 

company can continue to pay dividends. Officers and 

directors are concerned with the income statement as 

a basis for measuring past operations and setting 

goals for future operations. 

Revenues 

Of paramount importance in the struggle of a 

bxisiness for survival is its capability to produce 

revenue. No matter how efficiently managed a company 

may be, or how low Its costs are, it will fail with

out a sufficient continuing stream of revenue. 

Qperatinf^ Income 

The American Institute of Certified Public 

Accountants, in Accounting Research Bulletin No. U3. 

42 



discusses the question of operating income at length. 

The Institute differentiates operating Incane from 

the widely-used term "net income" by pointing out 

that operating income encompasses the relationship of 

items from year to year in the determination of net 

income, or that "income should be composed of normal 

recixrring revenues offset by the recurring costs and 

expenses which attach thereto." Non-recurring or 

extraordinary items, if material, should be excluded 

from "net Income," according to the Institute, and 

shown as charges or credits to retained earnings, as 

indicated by the following discussion: 

It is the opinion of the caiiralttee that there 
should be a general presumption that all items of 
profit and loss recognized during the period are 
to be used In determining the figure reported as 
net income. The only possible exception to this 
presumption relates to items which in the aggre
gate are material in relation to the company's 
net income and are clearly not identifiable with 
or do not result from the usual or typical bus
iness operations of the period. Thus, only 
extraordinary items, , ,may be excluded from the 
determination of net income for the year, and 
they should be excluded when their inclusion 
would impair the significance of net income so 
that misleading inferences might be drawn there
from.-*-

American Institute of Certified Public Accountants, 
Restatement and Revision of Accounting Research Bulletins-
Accounting Research Bulletin No. if3 (New York: American 

\e of Certified Public Accountants, 1953), p. 63. 
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The Committee on Accounting Procedure con

tinued by listing the following items which were 

regarded as extraordinary: 

(1) Items of revenue or expense which are 
attributable to prior periods 

(2) Losses or gains from the sale of assets 
not bought for resale (and in which the business 
does not normally deal) 

(3) Material casualty losses, such as those 
from wars, riots, or earthquakes 

(i|) Write-offs of intangibles or deferred 
charges 

The reasoning pursued In these statements pre

pared by the American Institute is that "income" 

shotild reflect only the ability of a business to gene

rate income, and that introduction of extraneous items 

into the income statement distorts income by combining 

the results of normal, planned operations with (1) those 

over which the business exercises little or no control, 

and (2) those items which are within the control of 

the business, but which are not closely akin to the 

normal operations of the business. Combining those 

items with operating items thus tends to distort the 

real earning ability of the business from year to 

year, and reduces the usefulness of the income state

ment. 
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Other Income 

While the arguments presented by the American 

Institute for exclusion of extraordinary items from 

net income are not without merit, they are also not 

without criticism and disagreement. The American 

Accounting Association has expressed the following 

opinion as to the net income for a specific period: 

The income of an accounting period should 
be reported In a statement providing an exhibit 
of all revenue and expense (including losses) 
given recognition during that period. This 
practice assures that the income statements 
for a period of years will disclose completely 
the entire income history of that period. 

Gains and Losses 

W. A. Paton and A. C, Littleton, In Corporate 

Accounting Standards, take iaaue with oplniona auch 

as those expressed by the American Institute regarding 

the exclusion of gains and losses from the Income 

statement: 

The effort to arrange an income statanent in 
such manner as to reveal and emphasize current 
earning power is not in itself undesirable, but 
this effort cannot be commended if. , .it involves 
serious posiblllty of encouraging misunderstanding 
of the broad, long-run effect of business operation 

^American Accounting Association, Accounting 
Concepts and Standards Underlying Corporate Finan
cial Statements (Columb\xs, Ohio: Ohio State Uni
versity Press, 194-8), p. 5. 
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. . .There are distinctions, it is true, 
between an expense and a loss, and between 
an income and a special gain, but there are 
also similarities. To those who use financial 
statements the similarities, on the whole, are 
more Important than the distinctions;. . . .The 
day is past when accounting statements must be 
prepared for the man on the street who reads as 
he runs the last figures at the bottom of the 
income statoBient and no more. It is now necessary 
to produce statements whi-h lend themselves to 
study by investment analysts; many more persons 
depend upon analysts' Judgments, directly or in
directly, than follow their own untrained inter
pretation of corporation reports,-^ 

Both the American Institute of Certified Public 

Accountants and the Ame:̂ ican Accounting Association 

are in agreement, however, concerning these points: 

(1) That the amount designated as "net income" 
should be earmarked to indicate whether it is be
fore or after any unusual income credits or losses 

(2) That it is generally desirable, when 
stating earnings per share, to reveal both the 
earnings per share from income before special 
gains, and earnings per share after inclusion 
of extraordinary gains or losses (of a material 
nature) 

(3) That every effort should be made by 
accountants and others who prepare financial 
statements (particularly income statements) to 
insure comparability from one company to another 

(i|.) That it is desirable to separate the 
ordinary income for the accounting period from 
the incidental or extraordinary Income or loss 

'V/, A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards (Ann Arbor, Michigan: 
The American Accounting Association, 1940), pp. 100-101, 
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Interest 

One of the moat common types of nonoperating 

income ia interest on investments. The separation 

which ia made between operating income and incidental 

income such as interest is one made primarily for 

clarity in analysis of normal operations, as contrasted 

to other types of income. 

The most common placement of income items of 

an incidental nature in the income statement is 

found in the nonoperating section, along with inci

dental expenses incurred during the period. 

Costs and Expenaea 

Coat of Goods Sold 

The computation of cost of goods sold is of 

great importance in the determination of income. Cost 

of goods sold may be computed by several means, and 

the results may fluctuate widely, depending upon the 

method used. The variations which may occur are due 

primarily to differing methods of inventory valuation. 

Effects of Inventory Valuation 

In order to illustrate the effects of inven

tory valuations, a comparison may be made of the last-

in first-out method and the first-in, first-out method 

(or LIPO and FIFO). When cost of goods sold ia computed 
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under LIFO, the final inventory will include the 

cost of goods purchased earliest, while the FIFO 

method will result in an ending inventory of goods 

stated at the cost of the most recent purchases. 

In a period of rising prices, such as In recent 

years, LIPO profits reported are lower than those 

determined by the FIFO method. Since LIFO was re

cognized as an acceptable method of inventory 

valuation for income tax purposes, many corporations 

in the United States have adopted the method. 

H. G, Guthmann warns that the use of LIFO as 

a means of inventory valuation hampers comparative 

analysis of financial statements: 

The use of LIFO is greatly reducing if not 
destroying the comparability of earnings state
ments of different companies even witiiin a given 
industry. Even when two concerns both use LIFO, 
its effects may differ because they (a) apply it 
only in part to different departments or products, 
(b) differ in the year of adoption, and (c) acquired 
their inventory in different years at different 
prices.4 

Guthmann continues that for the investment 

analyst non-comparability of data because of LIFO is 

probably less serious for earnings data theui for 

balance sheets, but notes that the analyst 

^Harry G, Guthmann, Analysis of Financial State-
ments (4th ed. rev.; Englewood Cliffs, N. J.: Prentice-
WSTT; Inc., 1953), p. 205. 
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, , ,would find his work facilitated by dis
closure of the effect of LIFO as compared with 
the more conventional usage upon cost of goods 
sold, taxes, and profits. In the absence of 
such information, disclosure of the current 
replacement value of the inventories coupled 
with a knowledge of how cost of goods sold is 
related to inventories, as related, would enable 
him to approximate the influence of the LIFO 
method upon results even though the estimate 
would necessarily be a rough one. This situation 
well Illustrates how statements suitable for one 
purpose, in this case income tax purposes, may 
be distinctly less valuable for other purposes, 
such as credit or Investment analysis. Such needs 
point strongly to the need for supplementary data 
or special statements that will meet the major 
purposes to be served.^ 

Relationship to Revenue 

The relationship which cost of goods sold bears 

to revenue is illustrated by the above discussion. 

Since cost of goods sold deducted from operating 

revenue yields gross profit (the amount provided for 

operating expenses, taxes, and return on capital), 

the gross profit is vitally affected by factors which 

relate to cost of goods sold. In addition to inven

tory valuation, gross profit may be impaired by a 

high level of competition, poor location, or ineffi

cient management. Whatever the cause, a buaineaa 

which operatea on a narrow margin of groas profit ia 

often more aensitive to changea in operating expenaes, 

and even small changea may draatically reduce the divi-

dends available for investors. 

^Ibid. 
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Expenses 

The operating ratio, or relationship of cost 

of goods sold and operating expenses to sales, is a 

ratio often used in the analysis of the income state

ment. The formula expressing the operating ratio may 

be expressed by the following equation: 

Operating ratio « Cost of goods sold • oper-
ating expenses 

Sales (or gross revenues? 

If sales amounted to $200,000, cost of sales 

amounted to $150,000, and operating expenses amounted 

to $30,000, the operating ratio would be: 

{̂ 180.000 « 90^ $1^0.000 • 30.000 « ^^80.000 
^ ^ '^66,605 1̂ 66,'666 

The operating r a t i o , i d e a l l y , must be low enough 

to provide s u f f i c i e n t funds for the payiaent of taxes 

and an ample return on the Investor ' s c a p i t a l . Whether 

the return on investment i s adequate can be determined 

only by ind iv idua l circumstances. For i n s t a n c e , i f 

the c a p i t a l investment required to produce the above 

return on c a p i t a l (disregarding taxes) amounted to 

$200 000, the return on c a p i t a l would be $20,000 4 

$200 000, or 10^, whereas, the same operating r e s u l t s 

produced by an investment of $L00,000 would y i e l d a 

return on c a p i t a l of S%» Whether t h i s i s a s u f f i c i e n t 

return can be determined only by an eva luat ion of such 
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factors as risk, rate of return within the par

ticular Industry, and the cost of capital funds in 

the general market for securities. 

Losses 

Losses Distinguished from .̂ >xpenses 

In Corporate Accounting Standards. Paton and 

Littleton attempt to differentiate losses from ex-

penses by the following definition: 

A loss may be defined as an expiration of 
cost incurred without compensation or return, 
in contrast to charges which are absorbed as 
coats of revenue. Thus, the distinction between 
loss and expense, as a general proposition, can 
be clearly drawn.7 

Paton and Littleton contend, however, that in 

practice the segregation of true losses is of the 

utmost difficulty, since charges which may not be a 

cost of revenue for any specific division of the 

business may be properly handled as a cost of total 

revenue. Examples of cost of total revenue Included 

by Paton and Littleton are: 

^£f, p. 9. 

7w. A, Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standarda (Ann Arbor, Michigan: 
The American Accounting Association, 1957), pp. 93-94. 

^Ibid.. pp. 94-96. 
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(1) Donations, where the prevailing system 
makes such a donation virtually a matter of 
necessity 

(2) Insurance cos t s 

(3) Taxes (exclusive of income taxes), which 
seldom correspond to specific services received 
from the government, yet are required under 
specific existing conditions 

Examples of losses Included the following: 

(1) Losses due to weather conditions and 
similar casualties 

(2) Losses on the sale of securities (if the 
company does not normally deal in securities as 
its principal soiirce of Income) 

(3) Payment of disputed royalties on sales of 
past years 

Effects of Extraordinary Income and Loss on the Income 
m^m^^'KtimmmmttammmmmmmHammtmmmmmmm^mt^mmmmtmmmmmmmmmmmmmm^mm0mmmm0mmmmmmmmmmmmmmmimmmmmmmmmtmmmim 

F i ^ r e 

The manner of report ing has been the subject of 

some disagreement in accounting c i r c l e s . The view of 

the American Accounting Assoc ia t ion i s e s s e n t i a l l y 

that expressed by Paton and L i t t l e t o n in the s t a t e 

ment that ". . . I f the l o s s i s d e f i n i t e l y appl icable 

tne the current per iod , although not ass ignable to 

gross revenue, i t may be treated as a deduction from 
„9 

net Inccvno as otherwise determined." The American 

I n s t i t u t e , on the other hand, i n s i s t s that l o s s e s of 

^ I b i d . . p . 95 . 



a mater ia l nattire should be charged aga ins t r e 

tained eerninga inatead of Income. 

The " A l l - i n c l u s i v e Concept" v s . the "Current Operating 
Concept" 

The variance of opinion of the I n s t i t u t e and 

the American Accounting Assoc ia t ion as to treatment 

of extraordinary items of income or l o s s i s i l l u s t r a t e d 

by B u l l e t i n 4 3 , favoring the "current operating" con

cept : 

. . . I t i s the opinion of the ccmimlttee that 
there should be a general presumption that a l l 
items of p r o f i t and l o s s during the period are 
to be used In determining the f igure reported as 
net income.^^ 

The above statement , however, was modified by 

the prov i s ion that : 

The only p o s s i b l e exception to th i s presumption 
r e l a t e s to itema which in the aggregate are mater ia l 
in r e l a t i o n to the company's ne t income and are 
c l e a r l y not i d e n t i f i a b l e with or do not r e s u l t 
from the usiji^l or typ ica l business operations of 
the per iod . 

The extraordinary l o s s or Income items which 

were l i s t e d by the committee Included: 

^^American I n s t i t u t e of Cert i f i ed Public Accountants, 
Restatement and Revis ion of Accounting Research B u l l e t i n s — ' 
Accounting Research B u l l e t i n No. k3 (New Yor¥; American 
I n s t i t u t e of c e r t i f i e d Public Accountanta, 1953) , p . 63 . 

-^•••Ibld. 



(1) Material chargea or credits (other than 
ordinary adjustments of a recurring nature) 
specifically related to operations of prior 
years, such as the elimination of unused re
serves provided in prior years and adjustments 
of income taxes for prior years 

(2) Material charges or credits resulting 
from unusual sales of assets not acquired for 
resale and not of the type in which the company 
generally deals 

(3) Material losses of a type not usually 
insured against, such as those resulting from 
wars, riots, earthquakes, and similar calamities 
or catastrophes except where such losses are a 
recurrent hazard of the business 

(4) The write-off of a material a-nount of 
intangibles 

(5) The write-off of material amounts of 
unamortized bond discount or premium and bond 
issue expenses at the time of the retirement 
or refunding of the debt before maturity^ 

Because of this stand which the Committee on 

Accounting Procedure took on the segregation of 

"material" items from income for any given period, 

some clarification was needed as to the commonly-used 

term "earnings per share" as applied to shares in a 

corporation. With the issuance of Bulletin No. 49 in 

April, 1958, the Committee on Accounting Procedure 

reaffirmed its earlier conclusions that it is unde

sirable to give major prominence to a single figure 

for earnings per share; that any computation of earn

ings per share for the period should be related to 

^^Ibid. 
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the amount designated in the incame statement as 

net income for the period; and that the per-share of 

material extraordinary charges or credits should be 

reported simultaneously and separately in addition to 

"earnings per share,"^^ 

Dividend Policies 

In determining the dividend policy of a company, 

there are several factors which must be considered. 

The company may have sufficient retained earnings to 

make the distribution (in many states it is illegal 

to distribute dividends from any other source than 

retained earnings). The directors will be less in

clined to declare a dividend if net profits for the 

period have fallen frc»n the levels of prior periods. 

Furthermore, wide fluctuations in earnings affect 

dividends from year to year. The condition of working 

capital is directly related to the problem of corporate 

dividends, since a soin»ce of payment must be available. 

Finally, any plans for future expansion must be weighed 

by the directors in determining the dividends to be 

paid. Whereas some businesses will finance additions 

^American Institute of Certified Public Accountants, 
Committee on Accounting Procedure, Accounting Research 
Bulletin No. k9t Earnings Per Share (New York:American 
Institute of Certified Public Accountants, 1958), p. 29. 
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and expansions through the sale of bonds which must 

be repaid, for example, at the end of 20 years, other 

businesses will finance expansions from retained 

earnings or ths issuance of equity securities, such 

as common or preferred stock. 



CHAPTER IV 

SUPPLEMENTARY INFORMATION 

Footnotes and Disclosure 

Diacloaure haa been defined aa a "clear ahowing 

of a fact or condition on a balance sat̂ et or other 

financial atatement, in footnotea applicable thereto, 

or in an audit report."-̂  Unfortunately, however, 

many facts and conditions relevant to a business are 

not revealed through the accoiints presented in the 

statements. As a result, in order to conform to the 

best principles of presentation, the statements often 

include footnotes or parenthetical statements of fact 

concerning both financial and non-financial condition 

of the business. 

The following are a few of the examples of 

information which may be found in footnotes: 

(1) Methods of retiring or refunding a bond 
issue 

(2) Explanations of retained earnings re
strictions 

^Eric L. Kohler, A Dictionary for Accountants 
(2nd ed.; Englewood Cliffs, N, J,: Prentice-Hall, 
Inc, 1957), p. 162, 
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(3) Exceptions as to the c:>iip>:rability jf 
comparative statements 

(I4) Changes in the basis of inventory 
valuations and the accompanying effects on income 

(5) Depreciation, depletion, and anortlzation 
policies 

(6) Allocation of income tax liability be
tween ordinary income and extraordinary inc one 
(or loss) 

(7) Information as to intangibles, e. g., 
amortization and useful life 

(8) Losses from writing down inventories 
from cost to market 

(9) Material extraordinary items which make 
up charges or credits to earned surplus 

(10) Lease transactions and sale-leaseback 
agreements for fixed assets 

(11) Contingent liabilities which exist at 
the date of the balance sheet 

(12) Infoimiatlon concerning assets which are 
pledged to secure outstanding debt 

It is obvious that the above Illustrations, 

which are only samples of supplementary information, 

are concerned with the future performance of the 

business, as well as recording past transactions. 

Since financial statement analysis involves comparison, 

one of the goals to be achieved by footnote disclosure 

is that of providing valid information oh which the 

statement analyst can compare past performance of the 

business with projected future performance. 
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Areas where improvement is needed in dis

closure include sales: 

. . .A niajor criticism. . .is the deliberate 
omission of sales figures in the Income state
ment. The lack of a gross revenue figure effective-
ly bars the analyst from ascertaining most of the 
important quantitative factors on which security 
values hinge.2 

By combining the results of sales, dividends, 

and royalty income, as well as miscellaneous Income 

items, the revenue amount is apt to be misleading when 

compared to the sales or revenue of a similar company. 

In addition, the combination of all revenue items 

within a single figure may obscure pertinent infer-

mation such as a drop in the volume of sales for a 

specific product. 

Other areas which are currently in need of 

improvement in disclosure of information are those of: 

(1) Research and development costs 

(2) Long-terra lease rentals 

(3) Depreciation 
(a) The lack of Information concerning 

overall depreciation policy and es
pecially breakdowns between "normal" 
and "abnormal" depreciation 

(b) The difficulty of comparing companies 
within industries because of the 

J, ow Charles T. Horngren, "Disclosure: V.hat Next? 
The Accounting Review. XXXIII (January, 1958), p. 85. 
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different accounting policies 
and procedures employed 

(4) Financial policies in respect to capital 
expenditures 

(5) Inventory quantity, description, and 
valuation3 

As to the purposes of adequate disclosure, 

Horngren suggests that published data are primarily 

for the use of investors, and that reports should be 

oriented toward fairly sophisticated investors, who 

represent a large proportion of the investors of 

capital, "Judgment as to usefulness," he cautions, 

"is made by the user, not the producer,^4),— / \^ 

Graphic Presentation 

The greater ease with which one may read a 

graph, as compared with a table of figures, accounts 

for the great rise in the use of graphic forms. It 

ia much easier, for example, to trace the movement of 

a line on a graph than to examine a series of figures 

in a corresponding table showing, for example, the 

net income after taxes for a business over a series 

of years. Although faulty construction of a graph 

may limit its usefulness, a well-constructed graph 

^Ibid.. pp, 86-92, 

^Ibid., p. 92, 
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haa one essential purpose: to present the facta at 

a glance, A bar graph presenting sales, cost of 

goods sold, operating expenses, net income before 

taxes, and income taxea, while not sufficiently de

tailed, often makes vivid the more Important points 

of examination when the results of operation of a 

company are traced over a number of years, 

Non-Accounting Information 

Because the corporate investor of today is 

frequently detached from active participation in the 

direction of t̂ e business, the Importance of non-

accounting information has risen in the presentation 

of corporate reports. The information required by 

the Securities and Exchange Commission when corporate 

securities are registered suggests the type of facts 

which are desirable for investment analysis: 

(1) Facts about the organization of the buaineaa 

(2) History and nature of the business 

(3) General character and locations of prin
cipal plants and other accounting units 

(4) Details about capital securities and any 
warrants or rights to subscribe to securities 

(5) Namea of persons who own more than 10 
per cent of any claases of equity security 

•- (6) Names and addresses of all directors and 
officers 
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(7) Remuneration of all directors and officers 
(and of employees and other persons vdio receive 
more than $20,000 during any one year) 

(8) Any important bonus or profit-sharing 
agreement 

(9) Important management and supervisory 
contracts 

(10) Dates, p€a»ties, and general character of 
important contracts 

(11) Options to purchase securities given by 
the corporation 

(12) Information about SLoy substantial asset 
revaluations, restatement of capital, or amorti
zation of bond discotmt and expense other than 
regular write-offs 

(13) Names of public accountants who have 
certified the statements 

The purpose of such great detail as is required 

by the Securities and Exchange Commission stems at 

least in part from the results of the Great Depression 

following the stock market crash of 1929. Many stock

holders, although unaware of the true financial statnis 

of the corporations whose securities they held, con

tinued to invest and were ruined financially following 

the craah. In addition, much of the sentiment of 

large businesses during the early years of the Indus

trial Revolution in the United States was that of 

Indifference to the public and to the stockholders 

themaelvea. The creation of the Securities and Ex" 

change Commission was the natural defense for stock-
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holders in many businesses who had been disregarded 

and uninformed. One of the purposes of presentation 

of non-accounting information to the investor is that 

it attempts to inform him sufficiently of pertinent 

facts that any investment decision which he makes can 

be based on logical economic criteria. 



CHAPTER V 

SUMMARY AND CONCLUSIONS 

In examining the primary statements of a 

corporation, the statement analyst muat remember that 

they are historical records of the past and that 

much of their use lies in the probability that the 

future will be similar to past history. The infor

mation presented in the statements cannot be con

sidered alone, if the analyst is to form a complete 

picture of the enterprise. Instead, statement data 

must be assigned a proper relationship with economic 

and political conditions of the nation, the outlook 

for the industry which is being considered, and the 

prospects for each individual company examined within 

the industry. 

Financial statements cannot reveal the character 

of growth, stability, credit position, employees, re

putation, product quality, or product prices with 

great precision. The pxirpose, however, of periodic 

financial statements is to furnish information ne

cessary for the formation of dependable investment and 

management decisions, and to the extent that financial 

64 
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reports supply both the accounting and the non-

accounting information necessary for these decisions, 

they have accomplished their purpose. 

Financial statements of a century ago were 

much leas comparable and uniform than today's state

ments. Much of the comparability in modern financial 

reports can be attributed to accounting organizations 

such as the American Institute of Certified Public 

Accountants and the American Accounting Association, 

and governmental agencies such as the Securities and 

Exchange Commission. 

Present trends indicate that more uniformity 

will be sought in accounting practices in future 

years. If this is true, comparative studies of bus-

ineaaes on the basis of their financial reports will 

become more reliable than in years past. 

Although financial reports have become more 

comparabla, there are still areas in ̂ ich improvement 

is needed in uniformity. Both the balance sheets and 

the income statements are affected by items which are 

subject to varied practices reducing comparability. 

Much progress haa been made during the past years in 

making statements more intelligible to the "man on 

the street" by use of simpler terminology and form. 

Yet this simplicity which has been achieved has not 

been extended to some areas of statement analysis. 

The treatment of inventory valuations, where a multi-
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tude of methods are recognized as theoretically 

acceptable, has led to some confusion in the area of 

statement analysis. Because laws of taxation pre

sently recognize varying practices, current acceptance 

of alteration of Inventory valuations has led to 

changes, for example, from FIFO to LIFO, a change 

which reduces the comparability of both income and 

assets with those of ccwipanies adhering to the FIFO 

method in a period of changing price levels, although 

accounting organizations have consistently recommended 

that comments be included in supplementary notes to 

the statements indicating the effects brought about 

in the year In which inventory valuations are changed. 

The problem of presentation of income in the 

financial statements is one which is far from resolu

tion. Perhaps the underlying cause for this difficulty 

is the basic purpose ĥhich the Income statement is ex

pected to accomplish. While on the one hand, it is 

expected to indicate the results of current operations 

of the business before the occurrence of extraneous 

material items, it is expected by other statement 

analysts to provide a record of the entire earning 

history, including both extraordinary items and the 

recurring items which produce total earnings both from 

business operations and from extraordinary occurrences. 
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Current theory la unresolved as to the presentat ion 

of nonrecurring i t ems , and w i l l probably remain so 

for some t ime. 

Experience with f i n a n c i a l statements aids 

g r e a t l y in developing the discernment for recogni t ion 

of s i g n i f i c a n t r e l a t i o n s h i p s in f i n a n c i a l r e p o r t s . 

A t h e s i s such as th i s can only be the beginning point 

in f i n a n c i a l a n a l y s i s . 
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