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AUTHOR’S NOTE

A FURTHER printing of this handbook having been called for, the
opportunity has been taken to bring it into line with the latest
(Sixth) cdition of Higher Control in Management, to which it forms
a companion volume, dealing in greater detail with the movement
of the money in business.

The term “Liquid Margin Statement” previously adopted has
been changed to the more usual “Cash Forccast”, and the State-
ment of Account (Fig. 13) has been altered to the latest arrange-
ment. Further, the lay-outs of the Statements relating to the
Working Capital (Figs. 34, 35, 36, 37, and 38), Assct Variation
(Fig. 42) and Movement of Funds (Fig. 43) have been modified
into the approved forms which have emerged in the course of ten
years of practical use. A numbecr of other minor modifications
have been made.

No attempt has been made to elaborate the text—though this
would have been an casy matter—Iest thercby it should fail in its
objective of providing a simple but effective basis for the study of
how vitally the management of the money in a concern can affect
its success or failure.

Now that “management accounting’ has been recognized as a
specific field of study it is to be hoped that progress will be made
in rescarch into normals and standards in business finance, so that
in the course of time the same attention will be paid to this aspect
of the company’s affairs as is given today to the other functions of
management in industry and commerce.

T. G. ROSE

Lonpon
1957
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PREFACE

THais book is an attempt to set out the main facts that the managing
director of a business ought to know and watch with regard to
his internal finance. It does not deal with the more abstruse
aspects of the problems; the examples given are elementary,
since it is easier to demonstrate a principle from simple figures
than from complex ones. Many balance-sheets of large companies
are extremely complicated, and include items of a controversial
nature; those who wish to go more deeply into such matters are
advised to study some of the textbooks mentioned in the biblio-
graphy at the end of this volume. The author has endeavoured
to produce something of a simple and easily-understood nature,
which conveys the information without forcing the reader to
plough through a mass of technical detail.

Practically every aspect of the subject has intricate and debat-
able sides to it, and much that is herc set down might, by the
cxperts, be argued from a different point of view, or taken to
the extremes of exceptional conditions. The author is fully aware
of this, but—on the principle that half a loaf is bctter than no
bread—feels that a simple setting out of the basis of internal
financial control under normal working conditions, omitting all
reference to abnormal circumstances, will at any rate serve
to establish certain sound principles, without bewildering the
reader by too many details relating to specialized cases of
a more exceptional nature, to which these principles might
not apply. .

At the present time there is a real obstacle to the practical
study of the subject, in that it posscsses no universally recognized
terminology. In fact, the variations in nomenclature to be met
with in existing works of reference are apt to be somewhat
bewildering to the inexperienced reader. Since there is an obvious
advantage in the standardization of terminology as far as possible,
the author has endeavoured to meet the requirements of internal
financial management control by gathering together and using
for the various categories of asset, liability and net worth those
terms which, from the evidence of published work, are easily
understood, logical and most generally recognized, both in this
country and America.

xi



xii PREFACE

But this does not entirely meet the case, since the study of the
problems of internal financial control has shown that to watch
the movement of the money month by month a greater degree
of sub-division is required than in the normal analysis of annual
balance-sheets. Where this problem has arisen, it has been met
by using an accepted term in a more specific sense, or a term
already used in a specific sense in a published work, but not yet
generally recognized.

A certain amount of rcpetition from chapter to chapter will
probably be observed. This is intentional, as it is more usual
for a book of this nature to be read in short stretches than straight
through. Each chapter, therefore, has as far as possible been
made complete in itself, so that the argument will not be
unintelligible if the previous chapter has not been read just
before.

The author has reccived help from many quarters, which he
desires gratefully to acknowledge. In the first place from Sir
Robert Barlow, the Chairman of the Metal Box Company,
without whose practical encouragement the book would not have
been written at all. It was his appreciation of the value which
such a work might have for industry that first decided the author
to make thc attempt. Mr. A. I. Todman, Mr. Hargreaves
Parkinson, and Mr. T. S. Chegwidden have been good enough
to read the MSS. chapter by chapter, checking it from the view-
points of the experienced accountant, the financial expert, and
the interested layman. The first-named, in particular, has been
untiring in his belp. Through their advice and criticism the
clarity and accuracy of the text has been greatly improved,
though they should not, on that account, be held responsible
for the soundness of any of the theories here put forward by the
author. Mr. F. L. Wright has helped the author in some of
the more intricate problems and evinced an interest in the whole
subject which culminated in reading the MSS. in proof. A
general manager of one of the largest banks, who desires to remain
anonymous, gave most valuable advice on the chapter deal-
ing with the banker’s viewpoint. Mr. G. R. Pryor, the Managing
Director of Messrs. Edward Pryor and Son, Sheffield, has also
given advice on a number of points of importance in practical
management.

In the early stages of this book it had been the intention to
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include a number of tables of actual results from existing com-
panies. Mr. Brash, of the Exchange Telegraph Company, was
most helpful in endeavouring to work out a suitable range of
undertakings. Subscquently, however, the author found that so
much work was involved in obtaining the requisite figures that
the attempt was postponed for the time being.

Thanks are due to the Ronald Press Co., Prentice-Hall Inc.,
and Messrs. Gee & Co. for permission to quote from books
published by them; the books in question will be found indicated
by footnotes in the text. Mr. Roy A. Foulke, of Dun & Bradstreet
Inc., himself the author of one of the most up-to-date books on
financial analysis, has been good enough to provide the latest set
of ratios (1944) included in his pamphlet Expansion from Retained
Earnings (1946), and Mr. Collin Brooks has permitted the inclusion
of certain extracts from that admirable short book of his, Company
Finance.

For the preparation of Figs. 1 and 2 the author has to thank
his friend Signor A. P. Castcllini, who is better known in Italy
than in England as the foremost research engineer of that country.
The two diagrams represent a small memento of a political
exile borne for eleven years with indomitable courage and un-
wavering patriotism. The remaining charts have been prepared
by Mr. M. C. Wolf, for many years the author’s assistant and
colleague.

Finally, the author would like to acknowledge how much he
owes to the work of Mr. J. H. Bliss, whose book Financial and
Operating Ratios in Management, published in 1923, first induced
him to take an interest in this specialized field. Many other
writers have covered much the same ground in subsequent years,
but the simplicity and thoroughness of method adopted by Mr.
Bliss have never been equalled.

The field of research in connection with the movement of
the internal finance of industrial and commercial undertakings
is a very wide one, and up to the present time has been little
explored. Much still remains to be done in collecting and tabu-
lating the ratios and results of different classes of undertaking.
At some future date the author hopes to prepare a second volume
in which each aspect of financial control is demonstrated by a
range of results taken from the actual working figures of a repre-
sentative number of companies in as wide a range as possible
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of the different classes of industry. But the preparation of a
survey of this nature is a lengthy affair, and in the meantime it
is hoped that the simplified approach to the problem which has
been adopted in the present volume may provide some small
assistance to those who direct and maintain the industrial security
of the nation.

T. G. ROSE

LoNDON
1947
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THE INTERNAL FINANCE OF
INDUSTRIAL UNDERTAKINGS

CHAPTER 1
INTERNAL FINANCE

To most people the word “Finance” implies share issues, invest-
ments, profits, quotations on the Stock Exchange, and all the
other factors in the art and science of money-making. The litera-
ture of finance in this sense is extensive and varied, in the shape
of handbooks for investors, treatises on how to read a balance-
sheet, and dectailed descriptions of all the complex affairs of ““the
City.” None of these aspects will be dealt with here; the object
of this volume is to provide those who manage industrial and
commercial undertakings with a simple explanation of the move-
ment of the money employed in the business, and to set out a
framework of monthly records and returns from which they may
be able to watch that no pitfall lies ahead—or, if there is one, to
make it easier to see where the pitfall lies, so that action can be
taken in good time to avoid it.

It is curious that the realization of the importance of this internal
financial control should have come so late in the day. A vast
amount of thought has been applied to the development of pro-
duction technique, so that, in many directions, we seem to have
reached a stage beyond which little major improvement is
vossible, except in certain specialized fields or where new pro-
ducts introduce fresh problems. Again, the technique of selling,
with all that appertains to it—market research, distribution,
advertising, packaging, and so forth—has been most minutely
analysed, though admittedly a number of problems connected
with distribution remain to be solved. Technical research and
deveclopment, accounting and costing, office organization and the
intricacies of personnel management—all these have been studied,
and possess a literature of their own. But the internal financial
structure of business undertakings, upon the safety of which in the
aggregate the industrial activity of the nation depends, has so far
received little attention from the point of view of management

1



2 THE INTERNAL FINANCE OF INDUSTRIAL UNDERTAKINGS

control, however much it may have been considered from the
aspects of investment, banking credit, and accountancy.

COMMERCE AND INDUSTRY

However efficiently the production and distribution of goods
and services may be carried on, it will all come to nothing if the
money in the business is not handled with equal efficiency.
Commercial activities are usually based upon the profitable use of
money, and therefore in the transactions thc money available
(and how it can best be used), is more often than not the guiding
factor. But industrial activities, arising as they do in most cascs
from the production of goods by means of buildings, plant,
machinery and equipment of a more or less extensive nature,
have a tendency to bring into prominence the goods produced, and
relegate to the background the money upon which the entire
proceedings arc really based. Thus there arises the danger that
the business may be carried on without proper consideration of
the movement of the money which is induced by the management
policy—and this may well bring about difficulties, and even
disaster.

There is, therefore, a real need for the study of the constant
movement of the money in the business, and the setting-up of
standards from which the structure of the internal finance can be
watched, to ensure that it is, and remains, sound and capable of
withstanding any strain that may be put upon it by the manage-
ment policy. The creation of such standards for an individual
enterprise is not a matter of great difficulty. But since manage-
ment is based on comparison, to study individual cases is only to
go half the distance. Standards arc required by which the results
of one business can be measured against the results of another
doing similar work. This is one of the principal difficulties in
connection with the subject, since although the seven primary
functions of management emerge without exception in all indus-
trial and commercial undertakings, the circumstances vary in
every case, and therefore the results obtained will vary as well,
even to the extent of what is bad in one concern being good in
another. However, practical experience has shown that there
is now no difficulty in arranging the accounts of any business so
that by a study of the figures so presented it is possible to set up
the standard which should be maintained.
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Naturally this requires monthly or thirteen-period accounts,
and these must be laid out on management accounting principles
and not on standard audit lines. Auditing practice, being based
on completed, or static, results, diffcrs widely both in its approach
and definitions from industrial accounting practice, which is based
on continuous, or dynamic, results.

It is important that the reader should realize from the start that
this difference exists. The task of the accountant in an industrial
and commercial undertaking is altogether different from that of an
auditor, and far more difficult. If he is to assist his chief to control
the movement of the money, he must, in addition to his profession-
al work, know how to present the monthly results so that the
position can be readily understood by someone unversed in the
technique of accountancy.

CONTROLLING A BUSINESS

Control must be applied to the general managemecent of a
business—the seventh function—just as much as to the other six;
Production, Distribution, Development, Accounts and Finance,
Legal and Secretarial, and Personnel and Industrial Relations.
‘And since the business stands or falls on its financial basis, the
control of the financial aspect of affairs needs even more care
than that of the production or the selling. It is quite possible to
maintain this control, and it will be found that the logic behind
it is really quite simple.

But it should never be forgotten that the management of an
industrial undertaking cannot be reduced to a formula. The
control schedules and simple charts may record what has occurred,
what is occurring, and what is likely to occur in the future. But
when the question “Why?” is asked-—as it always should be—it
may need much thought and careful analysis beforc the truc
answer can be found. The control records exist to promote this
analysis, not to perform it. To take one simple example—the
incidence of taxation in its present form leads to financial policies
which differ widely from what would have been considered sound
practice a decade ago. A movement of funds, apparently un-
favourable, may be found on careful investigation to arise from
a motive which is perfectly sound from the point of view of
maintaining the security of the concern.

The control results are in themselves merely indicators of what
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has actually occurred. Unless the controller makes certain that
he understands why it has occurred, he runs a grave risk of taking
action that may be ill-judged, and perhaps damaging.

The dangers surrounding the handling of the internal finance
are relatively few in nature, and easily understood. They are
slow in growth, but—unfortunately—almost always equally slow
in remedy. Their principal threat lies in the risk that they may
not be rccognized in their early stages.

No informed observer of joint stock enterprise during the last decade and a
half can have failed to perceive two features, common to all of the many
catastrophes that have resulted in serious loss of capital.

First, in almost every case, failure has arisen, not because a wrong com-
mercial policy was initiated, but because a policy, shown by the results to be
wrong, was persisted in too long. Secondly, the inability to abandon a losing
game and find a winning alternative was largely attributable to this, that
neither the directors nor the management realized the extent of the failure
until its redemption had become impossible.*

Those words referred to the control of the undertaking as a
whole, but they are equally true when read in direct reference to
the financial aspect of that control. If the policy which is causing
financial danger signals to arise is persisted in, without steps being
taken to meet and remove those warnings of disaster, it may not
be long before the situation gets out of hand. Yet the cases in
which the company might have been saved, had some system of
financial control been in use, must be infinitely more numerous
than those in which nothing could be done.

The financial hazards of industrial enterprise lie in unwise
investment. Every writer on the subject emphasizes this fact, and
warns the industrialist against the dangers that are latent in an
‘abnormal or distorted financial structure. Undoubtedly, if one
thing is needed more than anything else to cnsurc the prudent
handling of the money invested in the business, it is a ““perpetual
inventory” of that money on some simple interlocked basis. It is
the object of this volume to show that such an inventory is not
only possible, but practical, and that by its use a managing direc-
tor should be able to control the movement of the internal finance
of his business with safety and success.

* The late A. H. Pollen in the Foreword to Higher Control in Management (Pitman).



SECTION I
THE MONEY IN THE BUSINESS

CHAPTER 1I

THE MONEY IN THE BUSINESS

(a) How much is it?
WHATEVER its nature, a business cannot be run without money,
and industrial or commercial activity, if it is to be considered as
being carried on in a satisfactory manner, must show an adequate
return on the money employed to those who own that money.

The first step, therefore, in establishing a control over the
movement of the internal finance of a business is to check the
amount of money involved—-usually known as the “total capital
employed.” Where is that figure to be found?

Simple as that may appear, and simple as it actually is,
expericnce seems to show that few individuals who handle the
finances of an industrial undertaking can give the answer without
hesitation and some thought. This is probably due to the fact
that in the field of industrial finance, up to the present, interest
has centred chicfly on dividends paid on issucd capital, or on the
market value of the shares from the yield standpoint—and
neither of these vital matters is based on the total capital employed.
They are external, not internal, yard-sticks. 1t is only the board
of a company and the shareholders who are, or should be, con-
cerned with the results obtained from the total capital employed,
as evidence of the efficient handling of the company’s finances.

TurE TorarL CaritaL EMPLOYED

The total capital employed in a business can be found without
difficulty; it is the sum standing at the foot of the asscts side of the
balance-sheet, less any ‘‘fictitious” assets such as losses, or
cxpenditures of one kind or another which the company cannot
at the moment write off. These have to be carried forward
amongst the assets so that the balance-sheet will balance.

Now this total capital employed in the business is not a fixed

5



6 THE INTERNAL FINANCE OF INDUSTRIAL UNDERTAKINGS

amount, like the issued capital owned by the shareholders. It
can fluctuate to a considerable extent, and quite rapidly, from
day to day. Since it is recorded by the figure at the foot of the
assets side of the balance-sheet, it will vary as the assets item values
vary. Stocks of materials are increased, finished goods accumu-
late, and perhaps debtors do not pay promptly, so that this item,
also, grows. All these represent money employed in the business
at the moment—though where that money has been obtained
from is another matter. It may have been borrowed temporarily,
by way of an overdraft from the bank, or it may have come in
through the profits made on the trading. But, however it has
come, it is now employed in the business.

A month or two later, perhaps, the finished goods will have
been sold off for cash, and the outstanding debts have been
collected. Out of the proceeds the bank overdraft will have been
paid off—and the total capital employed falls off once more. So
the figure will vary from day to day, increasing and decreasing
through the transactions of the company, within limits which
under normal trading are not difficult to ascertain. It is upon the
effective use of this variable sum that the whole structure of
financial control must be based.

SurpLus Funbps

Many concerns possess surplus funds which are invested in
Government or other *“gilt-edged” securities, and are kept as
cash reserves outside the business. They form part of the total
capital employed, although they are not employed at the moment
in trading. It also frequently happcns that a concern owns
housing estates, cottage property, or perhaps a factory or ware-
house that has been let. Thesec assets produce income which will
be brought into the final profit shown by the going concern. The
money they represent is also not employed in the company’s
proper trading activities. It is employed in other ways—but none
the less it must be counted in the “total capital employed,” and
cases can be found where capital employed in this manner con-
tributes as much to the final result of the going concern as is
achieved by the actual trading.

The question might be asked, ‘“Why take the figure at the foot
of the assets column, rather than the figure at the foot of the
liabilities column? They are both the same, and surely the latter
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shows the total capital employed more clearly, since on that side
are set out the issued capital and the reserves and so forth.” The
answer is that the assets column shows where the money is now,
and the liabilities column shows where the money came from.
Therefore, when it is desired to find the total capital employed
in a business at a given moment, the obvious place to look for it
is at the foot of the column summarizing where it is now. Any
necessary deductions of fictitious items can then easily be made.
The fact that a loss made in past years and not yet recouped is
shown as an asset is sometimes the cause of some surprise to the
layman when he first begins to study the make-up of a balance-
sheet. This is due to the exigencies of double-entry book-kecping,
in which credits and debits must balance to prove the accuracy
of the accountancy. Where profits are being made these will be
shown in their normal place on the other side of the balance-
sheet, and the assets total then becomes a straightforward one.

Two Forms or CAPITAL

The total capital employed in a business is divided into two
main categories, and two only—known as the circulating capital
and the fixed capital.

The circulating capital is used to provide the material, wages,
salaries and all the other expenses that are necessary in order to
make and sell the product or service offered, and to manage the
concern whilst so doing.

The fixed capital is used to provide the means for that produc-
tion, in the shape of land, buildings, plant, machinery, tools, office
fixturcs and fittings. The term is also used to cover all other
items upon which capital has been cxpended in such a manner
that the money cannot be used as circulating capital.

The first category, the circulating capital, is subdivided into
a number of classes. The movement of moncy between these
classes, with the effect of that movement on the circulation of the
whole, is where the principal internal financial problems of an
industrial undertaking are to be found.

The second category, the fixed capital, is similarly subdivided
into classes, all of which record money invested in the means of
production or in items which do not circulate. Such money dis-
appears altogether from the scene—as money—until the items
on which it has been spent are once more turned into cash, a



8 THE INTERNAL FINANCE OF INDUSTRIAL UNDERTAKINGS

contingency which, in the' case of property investment, is not
expected to arise, except in a very minor fashion, unless the
company is wound up and ceases its operations.

Fig. 1 shows this subdivision of the total capital employed, in

5 ouT
TAXATION
INTEREST
DIVIDENDS
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FIXED ASSETS B80UGH
FOR CASH
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TOTAL CAPRPITAL EMPLOYED

Fic. 1

its simplest form. The fixed capital is the core of the business,
the main bearing round which the circulating capital revolves.
In some types of business the fixed capital core may be very small
in relation to the circulating capital, as in a mail order concern,
where the ‘““means of production” ccnsist entirely of office accom-
modation and fixtures, plus warchouse and packing facilities.
In a heavy engineering business the proportion may be reversed,
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since a considerable sum of money has to be invested in buildings,
plant and machinery before the trading can be carried on.

It is important to appreciate clearly right at the outset the
difference between these two forms of capital—fixed and circulat-
ing—and the vital fact that at dny given moment in the life of a
concern only these two forms of capital exist. There is no third form
of capital in the business.

Circulating capital can be turned into fixed capital, and vice-
versa. When machinery is bought or extensions and improvements
are madc to buildings out of profits, the sum involved moves from
the circulating capital into the fixed capital. When an obsolete
machine is sold for scrap or an unwanted building is disposed of,
the sum received—provided it is not required for other machinery
or buildings—would pass back into the circulating capital and
be used for the company’s trading again. An interchange of this
nature goes on in the background of most businesses, but the
transactions are usually of a very minor nature, and the move-
ment does not affect the fact that every item of the total capital
employed in any business at any moment is to be found either in
the circulating capital or in the fixed capital.

ImpORTANCE OF THE CIRCULATING CAPITAL

Since the fixed capital, once invested, ‘““stays put” to all
intents and purposes, it is obvious that the more important
aspects of internal financial control in a going concern will lie
with the circulating capital. The effective use of the fixed
capital certainly has to be carefully watched, and it is not unusual
to meet occasions where management policy, through undue
optimism, has gradually crcated an adverse situation by over-
stepping the bounds of due proportion between the amounts
invested in the fixed and circulating capital. But the control of
the movement of the fixed capital is, so to spcak, long-term or
static; the control of the circulating capital must be essentially
immecdiate or dynamic, since the circulating capital is perpetually
in motion, and that motion, if not eflectively controlled, may lead
to disaster in a relatively short time.

There is one further point about the fixed capital that is
relevant at this juncture; it is subject to continual shrinkage
owing to the depreciation of the value of the means of production
through use. This depreciation is assessed in various ways, at
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different rates according to the particular asset in question, and
accountancy manuals contain tables setting out the recommended
practice in the matter. So that unless replacements are made the
sum invested in the fixed assets grows gradually less year by year,
the figure recorded in the balance-sheet purporting to show what
those assets are now worth after so many years of use.

This is not a place for a dissertation on the various bases of
asset valuation. Readers interested in such matters should study
the recognized manuals on accountancy. The valuation adopted
for normal balance-sheet preparation is original cost less depre-
ciation, plus cost value of additions. The shrinkage should be
made good by replacing worn-out or out-of-date equipment by
new, and nominally the sum written off the original cost, through
depreciating its value, should be set on one side, and, as need
arises, used to replace the old fixed asscts with new ones. In
practice this is very seldom done, new plant being purchased as
and when required without reference to the nominal sum owed
to the fixed assets through the depreciation.

Unless money is specially introduced into the company for the
purpose, new equipment will have to be paid for out of the circu-
lating capital (the only cash available in the business). Such
money, therefore, vanishes from the circulating capital, but it is
not an “out-payment.” It stays in the business, and is merely
transferred from one kind of capital to the other. It goes inwards,
not outwards, though the effect in diminishing the circulating
capital used for trading purposes is the same. Hence the usual
inclusion of ‘““Capital expenditure authorized” amongst the
current liabilities for which the managing director has to
budget.

As has been said, the main problems of internal financial con-
trol are to be found in the movement of the circulating capital,
and to illustrate this Fig. 2 is an enlarged view of the circulating
capital portion of Fig. 1, with more explanatory detail included.

Tue MOVEMENT OF THE MONEY

The movement of the circulating capital is a continuous
process which starts the moment the company begins trading,
and continues unbroken until it is finally wound up. All the year
round the circulation goes on, sometimes waxing and waning
according to seasonal demands, but never at any time coming to
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a standstill. To make the cycle clear it may be simplest to follow,
say, an individual £100 from the point where it is first used for
trading until it arrives back at the starting point for further use,
bearing its profit with it.

The L100 starts at the point A; let us say that £30 of it is
spent in wages, £25 in materials and the remaining £45 in the
establishment charges—selling expenses, management, office staff,
postage, lighting and heating, etc.—neccessary to carry on the
business. Some of the material purchased is placed in stock until
required, when it will pass into the factory at some later date.
As soon as the work has started on the material obtained, the
three forms of expenditure combine at B to form “work-in-
progress,” which, in due course, becomes finished goods. Some
of these finished goods are delivered direct to customers, and others
go into stock until a purchaser is found. On dispatch, at C, an
invoice is made out to the customer for the full sale price, which
includes materials, wages, and all establishment charges, plus,
say, 10 per cent profit, or £110 in all. The customer then
becomes a debtor for L110. (On the debtor side of C, there-
fore, the flow widens by 10 per cent and continues thus round
the circuit to DL)

This is a most important stage in the proceedings, for at this
point the circulating capital passes outside the company’s control, and
it should be noted that this is the only stage in the circulation
when it is in this position. All through the rest of the cycle the
money or the value obtained for the money is inside the company’s
control, and can, therefore, be increased or decreased to suit
management policy. But once the goods have been dispatched
and the invoice rendered, the company stands out of its £110
until such time as the debt is paid.

In due course, probably when the normal commercial credit
period has elapsed, the £110 returns to the firm at D, more often
than not in the form of a cheque, which is at once sent to the bank,
where it is placed to the current account of the company. It is
then available for drawing on for the next weekly wages payment,
or for paying a material-supplier’s invoice, or for any other of the
expenses which the company has to meet—and so the cycle starts
again, this time with £110 to be spenut instead of the original £100.
The £110 goes on round the circuit, now passing out through the
sales as an invoice for £110 plus 10 per cent—{121—and when it
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returns as a debtor payment for the second time, the original
£100 will, in two circuits, have added f2r1 to the circulating
capital employed in the trading.

OUT-PAYMENTS

But no company can continue in business without having to
pay out cash to one special claimant or another, claimants who
live outside the path of the circulating capital and who give no
current return of goods or direct services for what they receive.
Taxation must be paid out in cash to the Inland Revenue
authorities, and where any of the total capital employed has been
borrowed at a fixed rate of interest, that intercst must also be
paid in cash. There may also be other obligatory cash payments
to be madc, such as pensions or contributions to employce funds.
Finally, after all these prior claims have been satisfied, there will
be dividends to be paid in cash to shareholders in return for the
use of the moncy they have investcd, and perhaps bonuscs to
the staff.

All these, and any other cash payments that may arise in which
no return is received in the shape of goods or services, have to be
made from appropriations of profit drawn out of the circulating
capital. That does not mean that all have to be met from the
profit margin, since fixed interest, for instance, is part of the
establishment charges of the business, and as such is recovered
in the price of the goods. Taxation only arises where profits have
been made, and dividends are dependent upon the profits being
sufficient to justify a distribution of some part of them to the
shareholders.

It is important not to confuse the one-way payments out of
the circuit which take place between D! and A with the payments
made between D and D? for investments which can return at
some subsequent date, or with the payments for materials, wages
and establishment charges which return into circulation in the
form of goods or services, between A and B.

The stage between D! and A, where the cycle re-starts, is the
point at which these external payments are made. Between D?
and A, therefore, there is a shrinkage of the circulating flow.
The profit portion has been exaggerated in the diagram, in order
that this shrinkage can be more clearly seen. Actually, of course,
the circulating capital ring is continuously expanding and
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contracting, and seldom, if ever, returns at the end of a circuit
to its original width at A.

EXTERNAL RESERVOIRS

Between D and D? three external ““reservoirs> will be observed,
used to keep money in when for some reason it cannot be used for
circulating purposes. It can be placed on deposit account at the
bank, where it will earn a small interest and be ready for immedi-
ate use. Or it can be invested, either in trade (unquoted) or in
marketable securities; in the former it may earn more, but may
not be so easily turned into cash as it would be if invested in the
latter. It is the lack of such ‘“‘rescrvoirs” which so frequently
ends in a company obtaining temporary assistance from the bank
in times of improving trade.

There is a further “internal” reservoir in the shape of invest-
ments in subsidiary companies. In this case the capital invested
is part of the fixed capital, as its internal position denotes. But
dividends paid to the parent company will be in cash, and this cash
interest on the money invested will pass into the circulating flow.

Bank interest on a deposit account will accrue to the sum on
deposit, and will not pass into the circulating flow.

If the management is conservative and adopts the laudable
principle of putting as much of the profit as possible back into the
business, the total circulating capital will naturally expand into
a broader and broader stream as the years pass. Its ultimate
breadth may be limited by the market saturation point for the
goods at C and any further pressure will result in an unhealthy
swelling of the stock ““‘reservoir.” If manufacturing pressure be
continuously applied, and the sales cannot keep pace, the finished
stock is bound to rise. This means circulating capital will be
unduly locked up in such stock, and the money flow returning to
the bank at D will be only a proportion of the work-in-progress
money flow at B. After the necessary payments outside the
circuit have been made, the money flow returning to A, even with
such profit as has been obtained on the goods that were sold, may
not be sufficient to meet the requirements for materials, wages,
and establishment charges at the higher rate of production, and
the company, therefore, will soon find itself in difficulty for ready
money, unless it can sell off the accumulated stock and put the
money back into circulation once again.
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It will be seen that the left half of Fig. 2 (A, B, C), represents
the manufacturing period, and all the manifold problems con-
nected with the proper co-ordination of purchasing, production,
and sales. ” The circulating capital can get entangled in—

(@) Matcrial stocks which are excessive, or have been
ordered too far in advance, or are of the wrong quality, or are
unbalanced.

(6) Work-in-progress which is excessive, or of the wrong type
of goods, or unbalanced in relation to assemblies.

(¢) Finished goods stock which is excessive, or of the wrong
type of goods.

All these matters arc within the responsibilitics of the buyer,
the works manager and the sales manager, and there is little that
the financial expert of the company—-usually the hard-worked
and much-worried cashier—can do about it, beyond making
verbal protests when his colleagues land him in difficulties for
cash. But once C is passed, the stage from G to D is where the
cashier holds undisputed sway—except in so far as the sales
manager may arrange for special credit terms for favoured
customers.

Once the cheques have reached the bank at D, it usually lies
with the chairman and his colleagues on the board to decide how
the finance between D, D! and A shall be handled. Upon the
decisions so made the financial structure of the business will
depend.

THE MANAGEMENT AND THE MONEY

The intimate nature of the connection between the internal
movement of the finance of a business and the day-to-day
management problems is easily overlooked. Long habit of think-
ing of industrial finance in terms of share quotations, new issues
and such matters, all aiming at making money out of industry,
has tended to make this aspect seem more important than that
of making money iz industry. Add to this the general secrecy
which more often than not surrounds the money side of a business,
and the complications of technical accountancy—and it is not
difficult to see why so few production managers, sales managers,
chief storekeepers or buyers have any real understanding of
how their activities influence the financial position of the company.
In how many manufacturing concerns does the works manager

3—(B.434)
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receive a weekly return of the value in cash of his raw material
stocks, work-in-progress, and finished goods stocks? Yet, from
the viewpoint of the control of the internal finance, these are
vital figures which should be continually checked, week by week,
if possible, against set normals. If it is necessary for the
departmental managers to be cxpert in their own functions, that
expertness is surely incomplete if it does not include a clear
understanding of the influence of their work on the movement
of the money in the business, and the normals to which they
should work under existing conditions.

This lack of contact is morc likely to be found in industrial
concerns than in commercial ones. In the latter the circulating
capital will form the more important section of the total capital
employed, and since the prosperity of the company will very
largely depend upon the rapid turnover of the circulating capital,
the attention of all concerned will be concentrated on that. In
commerce, therefore, buyers, stock-keepers, and sales staff are
usually managing their jobs all the time on a money basis, often
with weekly checks on the state of affairs. Such fixed capital as
exists will probably be found invested in buildings, fixtures and
fittings, the means by which the commercial activity is carried on.
But the main object of commercial undertakings is to turn moncy
into goods or services, and those goods or services back into money
again, as quickly and as profitably as possible. Hence, the
lengthy and complicated stage of processing raw materials into
finished goods, which is responsible for so many of the manage-
ment problems in industry, in commerce does not exist at all.
The financial aspect is therefore more plainly visible.

TIME-PERIOD VARIATIONS

Although the diagram shows—quite correctly—that the flow
of the circulating capital is continuous, the various operations
involved repeat at different time-periods. Wages must be paid
weekly, and where, therefore, production is increasing, the pay-
roll will be the first indication of it. Increasing sums for wages
will have to be paid out, it may be, for several months before the
cash return from the sales of that increased production can be
hoped for. Materials have to be paid for in accordance with the
normal trade terms of the type of business; these vary consider-
ably, from spot cash with order to three months’ credit or more.



THE MONEY IN THE BUSINESS 17

Establishment charges largely call for monthly payments, such
as salaries, though a few are paid quarterly, half-yearly, or
annually.

The period between the first payment for wages and the com-
pletion of the goods ready for dispatch varies very widely in
different classes of industry. With light articles of a simple nature
the period may be only two or three weeks, but as the goods grow
heavier or more complicated the period will lengthen up to
several months. In heavy enginccring or in shipbuilding it may
be a year or more before the goods are completed; here the
customer usually makes interim payments on a basis agreced when
the order is placed, so as to assist in financing the long period of
manufacture. In any case, the commercial terms of payment
come into force as much for debtors as for creditors, and there
may be an interval of anything up to a couple of months before
the customer pays his account. It is for this rcason that discounts
are frequently offcred for quick payment, as it is to the advantage
of the selling firm to have its money back into the circulating
stream as quickly as possible. If 5 per cent profit can be made
every time £100 turns over in the trading, it is obviously to the
advantage of a company to offer, say, 2% per cent discount if its
£ 105 invoice is paid within fourteen days, rather than wait perhaps
six weeks for the full amount. Thereby it will obtain the use of
£102 7s. 6d. for an extra month, and if the period of manufacture
is a short one, it may be able to get another £105 invoice out
in that time.

We shall examine the effect of this time-lag on the circulating
capital in a later chapter, since it is a potent factor in over-trading
problems.

WHERE THE Prorir CoMEs IN

The reader will observe that, whilst there are numerous exits
for the money from the circulating capital, there is—apart from
possible contributions from the fixed capital, and dividends from
subsidiarics, trade investments and marketable securities—only
one entrance for earned money which belongs to the company;
through the profits. Unless a further issue of capital is made, or
funds are borrowed, new money can only enter the circulating
capital through the profits made on the sales, and the lack of
understanding of this simple fact has been responsible for the dis-
appointment of those who have advanced money for development
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purposes to small businesses, with the confident expectation of its
being repaid in a short time. If, for instance, a loan of £5000
was made, to be repaid at the end of five years, the company will
have to accumulate that sum, perhaps in the ‘“marketable
securities” reservoir, during that period. If the whole of the
£5000 is used for circulating capital, merely to provide the sum
required for repayment the borrowing company will have to
make, say, £1000 profit per annum before deriving any bencfit
from its use, apart from any fixed interest payable on the loan.

When large profit margins exist, such a task may be possible,
but in many cases the profit on the trading is not sufficient to
provide a surplus, over and above normal expanding business
requirements, for the repayment sum to accumulate. Hence
such loans, once made, are apt to turn into permanent investments,
by no means easy to liquidate.

The circulating capital can, of course, be increased by the use
of borrowed money. Whilst such a practice has its advantages,
it also has its dangers, as we shall see in the next chapter.

SUMMARY

Summarizing the foregoing, therefore, the conclusions are—
1. The total of the money in the business is shown by the
figure at the foot of the assets side of the balance-sheet, less any
fictitious assets.
2. The total capital employed in the business is divided into
two classes—

(a) The circulating capital. (b) The fixed capital.

3. Capital can move from one class to the other, but only
these two classes exist in the total capital employed in a going
concern.

4. The circulating capital can usually be found in—

(a) The bank, either on current or deposit account.

(6) Marketable securities.

(c) Debtors.

(d) Finished goods stocks.

(e) Work-in-progress.
(f) Material stocks.

5. The circulating capital is increased by profits and de-
creased by out-payments, or by investments in fixed assets.



CHAPTER III

THE MONEY IN THE BUSINESS

(b) Where did it come from ?

WBHEN a company starts trading it usually docs so with a capital
sum ‘“‘authorized” and “‘issued.” The authorized capital is that
amount set out in the memorandum of association upon which
stamp duty has been paid. The issued capital is that amount of
the authorized capital which, according to the board’s decision,
is necessary for the running of the new business for the time
being and is therefore offered for subscription by would-be
sharcholders; this may or may not be the whole of what
was authorized, and may or may not be fully paid up by
the shareholders.

The form in which this capital is authorized and issucd may
be of many different kinds. The consideration of these belongs
to the ficld of cxtcrnal rather than internal finance, and the
reader is referred to the bibliography at the end of this volume if
he wishes to go further into the different denominations of stocks
and shares that arc to be met with on the market, and their recla-
tive status. The subject is of great interest, and well deserves—
and repays—study by those who aspire to an understanding of
the financial aspect of industrial activities.

So far as we are concerned here, however, the point is that
issued capital rcpresents money subscribed for, and therefore
owned by, the different classes of shareholder. In a great many
businesses this makes up the greater portion of the total capital
employed.

The company, once started, proceeds with its trading, makes
profits, pays dividends, and from the residue of those profits not
paid out in dividends, accumulates a credit balance to the profit
and loss account which it uses to extend its activities, or, as the
financial writers like to put it, which it ‘“ploughs back into
the business.”

As soon as the credit balance of the profit and loss account has
risen to a figurc which will protect normal dividends from
fluctuation for a year or two, further surplus as it accrues is
usually transferred year by year in round sums to a general

19
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reserve. This is merely a book entry, since the credit balance of
the profit and loss account is also a reserve of a general nature.
But if the surplus on trading be allowed to accumulate in the
profit and loss account indefinitely, shareholders are apt to con-
sider that money in this account is available for distribution as
dividends, and make suggestions accordingly.

Tae Ner WorTH

So far, therefore, the money has come into the business by the
issue of capital, subscribed for by sharcholders, and by the
accumulation of profits which are kept in the business either as a
general reserve or in the profit and loss account. This money is
all the property of the shareholders, and is therefore called the
shareholders® cquity, or the “net worth™ of the business. Itisa
liability in the sense that if the company were wound up it would
have to repay to the shareholders their original capital and their
share of the surplus; for that reason it is recorded on the liabili-
ties side of the balance-sheet. But since the sharcholders arc the
owners of the business, and there is a very wide difference between
owing money to oneself and owing money to other people, what
might be called the internal and external liabilities should always
be shown separately. Of recent years it has, in fact, gradually
been becoming the practice in this country to show the net
worth under a separate heading, so that the total of the liabili-
ties and the net worth balances the total of the assets on the
other side.

There remains a third source of funds coming into a business
which is almost as inseparable from normal trading as the two
so far mentioned—and that is the money borrowed from the
company’s creditors. Unless spot cash is paid with order or on
delivery for materials, their value will be “borrowed” by the
company until the invoice is paid. The sum recorded in the
balance-sheet under the heading of ‘“creditors” represents,
thercfore, bo®rowed capital. Thisis a liability, the first and usually
the most important of the items shown as such, since it is money
borrowed only upon the security of the normal terms of payment

"in the particular trade, and upon the company’s reputation for
“stability. Hence the trade creditor, whilst the commonest of all
forms of borrowed capital, may be also the most dangerous if
not handled in a sound commercial way.
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CREDITOR BORROWINGS

This is a point which should be carefully considered by those
who are taking up the study of the internal finance of industrial
undertakings. In most businesses, creditors are taken as a matter
of course, and only come into the picturc when they begin to
press for payment. Firms of good standing, working on monthly
terms, pay their due creditors’ accounts as regularly as clock-
work, on a certain day each month, and when trade is moving
smoothly the total sum paid out may vary only slightly on each
occasion. Normally the creditor neither requires nor expects
any security for the sum owed him, though most firms have a
credit man, or department, responsible for making inquiries
as to the credit status of a new customer before his order is
accepted.

Where reports (obtained through the recognized special
agencies which exist for the purpose) arc unsatisfactory, an order
may be refused, or only accepted on special payment terms.
This is done, of course, to avoid bad debts, and the creditor only
begins to press for payment when he sees the prospect of incurring
a bad debt.

Firms of good reputation working on the normal basis of
commercial transactions will experience no trouble with these
funds “borrowed” from their creditors. Such borrowing is
accepted as customary, especially in trades where discounts for
payments by a certain date are not the customary practice, and
many concerns finance their operations principally by this
method. )

Creditor money is only dangerous in the sense that a creditor,
being unsecured, is liable to become nervous should he find that
payments are beginning to be delayed. Whilst payments are
regular, he remains quiescent, but when he does not get his money
at the date expected, he may become vocal, and start a process
of pressure which soon develops, as other creditors jéin in, into a
situation of increasing difficulty that may end in the collapse of
the firm. But it is undoubtedly a fact that many concerns can
finance their business quite profitably by obtaining extended
credit from their suppliers, and only allowing short-term credit,
or making cash sales, to their customers.
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THE FINANCIAL STRUCTURE
In every trading concern, therefore, there will be found—

OwnNED MoNEY
Issucd Share Capital.
Credit Balance, Profit and Loss Account.
General Reserve (if any).

BorroweD MONEY
Creditors.

There is no limit to the length of time that this make-up may
continue, and it is still possible to find here and there companies
trading on quite a large scale which have maintained their original
capital structure, kept their creditor money within normal com-
mercial limits, and obtained all the finance that they required
for expansion from the profits made by trading. Such conserva-
tism, however, is not of frequent occurrence, and the examples
are more likely to be found in the smaller, privately owned
businesses than amongst public companies.

The more normal procedure when a company has been trading
for some years is for it to find that it requires more capital, either
circulating or fixed, or both, if it is to take advantage of the
opportunities that it has created by its activities. Since the
authorized capital has been issued, and to increasc it may be
difficult, recourse is had to borrowing. Usually in the first
instance an application is made to the company’s bank manager
for overdraft facilities, up to a certain limit.

Bank OVERDRAFTS

Now a bank is at all times rcady to provide temporary accom-
modation for trading purposcs, once it has satisfied itself as to the
security offered for the advance. Probably by far the greater
proportion of existing industrial concerns utilize bank overdraft
facilities for trading purposes. Such advances, though supposed
to be temporary, are, in actual fact, permanent (as long as the
security is maintained) in the sense that the sum borrowed rises
and falls in accordance with the circulating requirements as they
are influenced by trading conditions, but is never completely
paid off. To this the bank raises no objection, so long as the
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- money lent is used strictly as circulating capital, since bank funds
are kept as fluid as possible. The bank, for this reason, will not
usually advance money for fixed capital expenditure, whatever
the security offered, since such money bccomes a permanent
investment, and can only be repaid by withdrawals from the
circulating capital—a difficult and often impossible thing for the
company to arrange in times of expanding trade.

The bank overdraft is the first step, as a general rule, on the
road to long-term borrowing. There is nothing wrong, f{inancially,
in the borrowing of capital for the extension of business. In fact,
from many points of view it has considerable advantages. But
it must be remembered that as soon as this first step is taken, the
trading profit on the borrowed money is immediately reduced by
the sum which has to be paid for its usc.

When the limit of overdraft set by the bank becomes insufficient
to provide the capital required for cxpansion, the next step—
apart from a further issuc of shares of some kind—is usually to
issue debenture stock bearing an attractive interest and secured
by a lien on the assets of the business in whole or part. This
converts the temporary loan from the bank into permanent loan
capital provided by the debenture-holders, who become, in a
sense, shareholders in the business on a different plane, i.e. they
do not own any part of the business so long as it continues to pay
the debenture interest, but have the right to take over the business
if the interest is not paid. They are, in fact, long-term creditors,
with the right to step in first and get their money if the firm falls
into difficultics. In consequence, once a firm has borrowed money
on a deberiture, its trade creditors are apt to be more easily
alarmed than if no prior claim of this nature existed, and the
state of pressure mentioned carlier will begin very much sooner.

From that point onwards borrowed money may be brought
into a business in a variety of ways, to detail which is beyond the
scope of this book. All, however, have to offer increasing attrac-
tiveness in view of their decrcasing grade of security, since each
new incrcment usually ranks behind the previous ones. In this
way some of the larger industrial concerns have in the past built
up a fantastic structure of capital employed in the business,
which a period of bad trade has brought tumbling about
lenders’ and shareholders’ ears in a tragic welter of loss and
reconstruction.
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REpAYMENT OF BOoRROWED MONEY

It will be seen, therefore, that the owned money and where it
has come from are to be found in the net worth of the company.
The borrowed money, and where it has come from, will be found
in the liabilities.

Now the date when repayment of the borrowed money has to
be made may be anything between to-morrow and the day when
the company is wound up—if ever. When tabulating the liabili-
ties, therefore, it is convenient to arrange them according to their
urgency, so as to bring into prominence the ones that will have
to be met soonest. The more pressing are termed “ current liabili-
ties,” and it has becn the accepted practice to define them as
““those liabilities which have to be met within twelve months.”
This definition is seldom adhered to in practice. An annual
balance-sheet deals solely with the figures at the close of the
financial year under review, and the current liabilities recorded
are only those accrued and outstanding at that date, together
with provisions to cover any anticipated expenditure not yet
incurred but chargeable to that year. Where some special
liability exists of a ““contingent” nature (such as the guaranteed
payment of a dividend in a subsidiary company, or arrears of
cumulative preference share dividends) the auditors usually
include a note to that effect on the balance-sheet. The twelve-
month definition would thus appear to refer only to the current
financial year, and some other basis of comparison must be found
for financial control, in which the closing date of the financial
year is only of momentary importance.

The reason why the managing director requires to know his
current liabilities is in order that he may be sure that he has an
adequate supply of cash available to meet them. In the ordinary
course of affairs the cash returning from his debtors should be
sufficient to meet his obligations to his creditors, and his normal
requirements for wages and charges. But in addition he will, as
we have seen, from time to time have to make out-payments in
cash, for taxation, dividends, debenture interest, etc. To record
the anticipated expenditure for twelve months ahead in one
category would defeat its own object, as the sum would be so
large it would bear no relation to the immediate position. In
practice, therefore, for financial control purposes, it has been found
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convenient to split the current liabilitics into three categorics, as
follows—

I. Accrued, and maturing within thrce months.
~ 2. Maturing within four to six months.
« 3. Maturing within scven to twelve months.

The maturing liabilitics, or provisions, recorded would be for
out-payments and capital expenditure only, and would not include
creditor payments (except in special circumstances) or any of the
normal payments arising from the carrying on of the business.

ExpeENsEs Parp FrRoM CIRCULATING CAPITAL

The reason for differentiating between the classes of payment
in this manner is that the circulating capital returning from the
debtors should be adequate to cover all trading expenses. It is
the out-payments of which the managing director requires
notice, as he may have to find additional cash to meet these.
With the current liabilities split into these three categories he will
always have long notice of the coming out-payments, and will
observe them moving up until they rcach the “accrued” class,
and have to be paid off.

If the current liabilitics are sct out in this manner the managing
director can see—

1. All liabilities already incurred, including the amount of
creditor-money in his circulating capital.

2. All liabilities for out-payments or capital expenditure
which he will have to make from his circulating capital within
the next three, six, and twelve months; this should give him
ample warning, if his liquid resources are meagre, that arrange-
ments of some kind will have to be made to provide additional
cash.

The remaining liabilities will be those of a less urgent nature,
either due for repayment at a fixed date some ycars ahead, or
not due for repayment until the winding-up of the concern, unless
the board decide to avail themselves of an option to do so. It is
customary to divide these items into two categories, medium-term
and long-term.

Here again therc is no general agreement as to precise time
limits. Broadly speaking, medium-term liabilities are considered
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to be those maturing between one and five years ahead, and long-
term liabilities those maturing at any subsequent date. Occasion-
ally the medium-term liabilities can be found divided into short
(twelve to eighteen months) and long (eighteen months to five
years).

For financial control work, however, these definitions are not
very satisfactory. Awareness is the essence of control, and the
medium-term liability which matures in thirteen months’ time
is of much greater importance to the managing director than the
onc which matures in little less than five years. In practice it
appears to be most convenient to consider medium-term liabilities
as maturing from one to three years ahead. All liabilities maturing
later than three years, if ever, would be classed as long-term.

N

LiasiLity CATEGORIES
The three liability categories used here will therefore be—

Current liabilities, indicating those already accrued or
maturing within three, six, or twelve months.

Medium-term liabilities, indicating those maturing from one
to three years ahead.

Long-term liabilities, indicating those maturing more than
three ycars ahead, if ever.

It is convenient when setting out the balance-sheet to arrange
the liabilities in this order of decreasing urgency, and the normal
structure of the Liabilities and Net Worth side of the balance-sheet
would then be as shown on page 27.

RESERVES

Misunderstandings are apt to arise as to the true significance
of the entries under the heading of ‘“Reserves,” which are to be
found in most balance-sheets amongst the liabilities. Owing,
presumably, to the fact that household “reserves” of coal or food
are something that the owner can go and look at, and the thrifty
keep a ““reserve” of cash at the bank as an umbrella for use when
the rainy day arrives, there is sometimes an erroneous impression
that anything labelled “reserve” in a balance-sheet refers to
“ready” money available for use in an emergency. The writer
once had a client who was with difficulty restrained from entering
an action against his accountant-auditor, who was unable to
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LIABILITIES
BorroweED CAPITAL £ L £
Current Liabilities
Accrued . . . .ox
Maturing within 3 months

"
Ed

Maturing 4 to 6 months .
Maturing 7 to 12 months,

®o oMK

Total Current Liabilitics

Medium-term Liabilitics

»

Long-term Liabilities .

]

ToraL ALL LiaBiLimies . . x

NET WORTH

Ownep CAPITAL
Issued Share Capital .
Genceral Reserves .
P. & L. Credit Balance

| %%

Nominar. Ner WorTH

Fwix

Torar, Liasmuiries & NET WorTH

Where Fictitious Assets exist—
Nominal Net Worth . . . x

Deduct :
Fictitious Assets

AcruaL Ner WorTH

(R

Fic. 3

produce in eash the money shown as a depreciation reserve in
the balance-sheet.

Such simplicity would not be found amongst industrialists, it is
true, but all writers agree that confusion frequently occurs in
conncction with reserves, and it may, therefore, be as well to deal
with the facts here as simply as possible.

Clause g3 of Table A of the Companies Act, 1929, sets out the
guiding principles regarding reserves as follows—

The directors may, before recommending any dividend, set aside out of the
profits of the company such sums as they think proper as a reserve or reserves
which shall, at the discretion of the directors, be applicable for meeting con-
tingencies, or for equalizing dividends, or for any other purpose to which the
profits of the company may be properly applied, and pending such application
may, at the like discretion, either be employed in the business of the company
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or invested in such investments (other than the shares of the company) as the
directors may from time to time think fit.

This statement clearly deals with reserves created by the
setting aside of sums to be used for the bencfit of the shareholders
at some future date, and also mentions ““contingencies,” i.e. cases
where sums are set aside to meet payments to outside claimants
for which the company is or may be liable. The difficulty in
the true assessment of the value of reserves to a company lies
precisely in this difference, since it is often far from clear whether
the rescrve is made for the benefit of the shareholders, or to
provide for the outside claimants.

Hargreaves Parkinson deals with this distinction in his book,
Scientific Investment, as follows—

There are many kinds of company reserves, but all fall into one of two groups.
Any investor who will bear in mind the difference between owing money to
himself and owing it to an outside person will readily distinguish between the
two. . . . The distinction is of fundamental importance. Recserves for the
benefit of shareholders (which for convenience may be termed “genecral
reserves’’ or “‘free reserves’’) represent so much money ploughed back into
the business, added to cffective working capital, and capable of earning profits,
pound for pound, in exactly thc same way as moncy subscribed by shareholders
to a so-called “‘capital issue.”” Amounts reserved for anticipated liabilities
(which may be grouped under the general heading of *“specific reserves® or
““tied reserves”) will ostensibly, in due course, pass out of the company’s
control and thereafter contribute nothing to future earnings.

In 1944 the Institute of Chartered Accountants issued a small
booklet entitled Recommendations on Accounting Principles. Under
section VI, ““Reserves and Provisions,” para. 40, it points out—

The terms ‘“‘reserves’ and ‘provisions” are commonly regarded as inter-
changeable. Accounts would be more clearly understood if the term “reserve’
were applied only to reserves which are free, and the term “provisions” were
confined to amounts set aside for specific requircments.

It is therefore recommended that—

1. The following distinction should be made between rescrves which are
free, and those in the nature of provisions for specific requirements; the latter
should preferably be described as provisions.

(a) The term ““reserve’” should be used to denote amounts set aside out
of profits and other surpluses which are not designed to mect any liability,
contingency, commitment, or diminution in value of assets known to exist
at the date of the balance-sheet.

(b) The term ““provision” should be used to denote amounts set aside
out of profits or other surpluses to meet—



THE MONEY IN THE BUSINESS 29

(i) specific requircments the amounts whereof can be cstimated
closely; and

(ii) specific commitments, known contingencies and diminutions in
value of asscts existing as at the date of the balance-sheet where the
amounts involved cannot be determined with substantial accuracy.

These Recommendations were subsequently withdrawn for
certain technical reasons which do not affect the field of this
handbook, so they will continue to be used here, since they have
proved a great convenicnce in dealing with problems relating to
reserves.

The following notes dcal a little morc fully with certain matters
relating to company reserves and provisions—

1. GENERAL RESERVES

As we have scen, the general reserves consist of surplus profits
which have not been distributed to the shareholders in dividends,
but have been rctained in the busincss. The profit and loss credit
balance which is carried forward from year to year is a general
reserve, actually, but it is the usual practice to transfer sums from
this account to another termed the “General Reserve” in order
that the former may be kept to a reasonablc figure and not cause
misunderstandings.

General reserves are often to be found in a balance-shect under
other names. For instance, capital redemption reserves have, by
law, to be created when redeemable capital has been issued;
dividend equalization recserves are often built up, to be drawn
upon when required for dividend purposes. Capital reserve
(premium on shares) is another instance. All these are general
reserves by nature, since there is no liability involved for external
payments.

It is by no means easy in some balance-sheets to recognize
whether a rescrve is of a general nature or not, and more definite
information may be required before an item can be accurately
placed. Where there is a doubt, however, it is better to treat such
reserves as not being an item of the net worth.

The size of the general reserve of a company, whether stated
or secret, will depend upon the financial policy adopted by the
board. As long as the sharcholders’ equity is protected from
danger and its normal steady growth assured, any surplus cash
may well be distributed as the reward of those who had the
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foresight to invest their money in the nascent undertaking. As far
as the internal financial management is concerned, it is the duty
of the board to ensure that the money required to provide safety
and growth—but not overgrowth—is retained in the business and
not paid out for good and all, even if that retention envisages
contingencies that may arise some years ahead. In the next
chapter we shall return to this subject, in dealing with where the
reserve money is to be found invested.

2. SECRET RESERVES

Secret reserves have been the subject of much discussion and
argument both for and against. As their name implies, there is no
mention of them in the balance-sheet, but they are quite simply
created by over-assessment of provisions or excessive depreciation
of asset values; for instance, an excessive provision for bad dcbts
or the writing-off of some of the minor assets, such as office equip-
ment, or the undervaluation of stock and work-in-progress. It
should be remembered that the directors of a company are at
liberty to adjust their figures, so far as the shareholders are con-
cerned, in any manner that they consider enhances the financial
security of the business, within reasonable limits. The balance-
sheet, as submitted to the sharcholders, does not necessarily, for
instance, show the same figures for depreciation as those arrived
at in the Wear and Tear computation agreed with the Inland
Revenue authorities. The latter have certain recognized stan-
dards of allowance for depreciation, and since these are lower than
" prudent management would adopt, this forces the firm to show
a profit larger than it would have done had it been permitted to
make adequate allowances for depreciation and obsolescence of
plant and equipment. To counteract this tendency many boards
deliberately adopt a policy of understatement of total capital
employed, and of profits earned. This sometimes has its dis-
advantages, as it tends to show that the company is doing worse
than is actually the case.

Secret reserves certainly operate, in practice, to obscure real earning power.
By flattening out fluctuations in profit, they may tend to minimize ups and
downs in share prices. Over a long period, however, they keep the latter
below their true level, since they suggest the assets of a company to be less
than they really are. Thus large secret reserves tend, paradoxically, to compel

a company to offer new capital at a less favourable figure (from its own point
of view) than would otherwise be the case. Finally, if a company encounters
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a long drawn-out depression, or contracts a fatal “disease,” it may conceal
the fact for many years by drawing on inner reserves. When these are exhaus-
ted, however, the last state of such a company is decidedly worse than the first.*

3. Provisions

These are “ticd”” reserves which have at some time or another
to be paid out of the business for specific purposes. For instance,
a provision for taxation merely mcans that the company has
earmarked a sum from the profits with the intention of paying
taxation out of it. Provisions for accident liability and pensions
explain themselves. Provision for advertising implies, as its name
shows, that a sum has been set aside to be used for an extensive
advertising campaign not yet fully developed. Provisions of this
naturc are definite ltabilities, short, medium, or long-term as the
case may be, and whilst, for the time being, the money allocated
is included in the total capital employed in the business, it will
have to be taken out as soon as the liability has to be met, and
thercfore is in a scnse no longer the property of the shareholders.
The cashier is merely borrowing it for the time being and using
it until it is needed.

Balance-sheet entries will frequently be found on the liabilities
side, creating provisions which are intended to offset the stated
value of certain items on the assets side of the balance-sheet. It
is the practicc of some companies to keep the value of their land,
buildings, plant, ctc.—the tangible assets—at some fixed amount
as valued at a certain date, instead of reducing that value by
annual depreciation. To counteract this a provision for depreci-
ation is crcated which mounts year by year; this has the same
effect as reducing the asset value.

A provision for “bad debts” is another example of this type.
Where deduction provisions of this nature are observed in a
balance-sheet, they should always be subtracted when ascertaining
the true value of the assets concerned.

SUMMARY

Definitions of the various Liability categories, with examples,
would be as follows—

Current Liabilities, indicating accrued liabilities and matur-
ing liabilities payable within twelve months.

Accrued Liabilities, indicating liabilities already incurred.

* Hargreaves Parkinson, Scientific Investment (Pitman).
4—(B.434)
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ExaAMPLES:

Sundry creditors.

Creditors for hire purchase.

Interest on debentures, loans or mortgages.

Debentures, loans or mortgages matured but unpaid.
Dividends declared but not paid.

Taxation on previous trading year due but not yet paid.

Maturing Liabilities, indicating out-payments not yet due, but
maturing within three, six, or twelve months.

ExAMPLES:

Such reduction of the overdraft as may be required by the
bank within the period.

Capital expenditure authorized but not expended.

Dividends for current year.

Staff bonus for current ycar.

Debenture, loan or mortgage interest, or repayments matur-
ing within the period.

Provisions which have to be met within the period.

Medium-term Liabilities, indicating out-payments which
have to be met in the course of thirteen to thirty-six months from
date.

ExAMPLES:

Repayments of debentures, loans, notes or other borrowed
capital.

Maturing mortgages.

Provisions which have to be met within the period.

Long-term Liabilities, indicating out-payments which have
to be met from thirty-seven months onwards from date.

ExXAMPLES:

That portion of the bank overdraft not included as a Current
Liability.

Those portions of the debentures, loans, notes and other
borrowed capital not included as Medium-term Liabilities.

Provisions not included as Medium-term Liabilities.



CHAPTER IV

THE MONEY IN THE BUSINESS

(c) Where is it now ?

In the extracting or processing industries, a good deal of moncy
often has to be spent by a new concern before operations can begin.
Land and buildings must be acquired, machinery installed, and
all the necessary equipment obtained before it is possible to start
making the goods intended to form the sclling range. It is the
fixed capital, therefore, which will have to be expended first—in
part, at any rate—to form that ‘“centre bearing” round which
the circulating capital will eventually revolve. As the buildings
and equipment become availablc for use, material is obtained
and the personnel, staff and operatives, are gradually engaged
and trained. The organization slowly begins to function, and so,
in due course, the goods arc produced and dispatched to the
customers, and the trading cycle starts.

The money subscribed by the sharcholders will be used in all
the directions in which expense has to be incurred. What is spent
on land, buildings, plant and equipment becomes fixed capital,
and what is spent on materials, wages and all the general manage-
ment expenses becomes the circulating capital. If the company
has been launched by individuals of foresight and judgment, this
division of the capital as it goes into the business proceeds on a
carefully prepared financial plan, so that proper proportions can
be maintained throughout the early years whilst the company
is developing.

Since the total capital employed in the business is to be found
in the figure at the foot of the assets column in the balance-sheet,
in the early stages the item of ““cash” may be a large one, diminish-
ing by degrees as it is gradually expended on other forms of
asset. When a range of machines is bought for £r0,000 and
installed, the cash will drop by £10,000 and the fixed assets rise
by that amount—but the figure at the foot of the assets column
will remain unaltered. The balance-sheet records how much has
been spent on each item, so that the incoming money on the
liabilities and net worth side can balance against the outgoing
money on the assets side.

33
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Ultimately the company will settle down with its full outfit of
equipment, producing its normal trading turnover, and the
balance-sheet will then provide the record of how the money that
is in the business has been, or is being, invested.

LioumrTy

Trading is normally carried on by exchanging cash for goods
or services, so that the more cash available for this exchanging
process, the more profitable the trading ought to be. The money
spent on the assets of a business is sunk in items the recorded value
of which bears varying degrees of rclation to actual cash-—a
relation known as “liquidity.” It is the practice to collect these
items into catcgories according to their varying degree of
“liquidity,” in order to set out clearly the amount of cash or
near-cash available for trading purposcs—in other words, to
differcntiate between the circulating and the fixed capital.

Forming the circulating capital there is first the cash in haud
and at the bank, and any investments that can be immediately
realized if required. If we turn back to Fig. 2, and follow the
circulating flow backwards, we shall find that next in liquidity
come the trade debtors, who should pay their accounts in cash
after the lapse of the normal commercial trading terms in that
class of business. Since all these items are cash or ncar-cash, they
are known as “liquid” assets.

Then we meet the finished goods stock, the work-in-progress
and the raw materials stock, which represent cash at an increas-
ingly distant date. These arc known as “working” assets.*

The total of the liquid and working assets is known as the
“current” assets, and these form the circulating capital with
which the trading is carried on.

THE FIXED ASSETS

The fixed capital includes all the money which is not used
in the business as circulating capital. First and foremost come
those sums which have been spent on the land, buildings, plant,
machinery, tools, office fixtures and fittings, and other require-
ments of a tangible nature by means of which the production of
the goods marketed by the concern is carried on. It is in financial

* This is the term adopted for such assets by Stephen Gilman, in Analysing Financial
Statements.
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circles the old-established practice to term thcse fixed asscts,
but it might be more satisfactory if they were called ‘‘tangible”
assets, since the whole of the items making up the fixed capital
are fixed asscts of onc kind or another. There is, for internal
financial management purposes, a need to diflerentiate between
onc class of fixed assets and another, since, as in the case of the
circulating capital, the relative amounts invested in the different
classes of fixed capital have considcrable bearing on the company’s
effective use of the total capital employed.

The tangible asscts proportion of the total capital employed
varies widely in the different types of business, as will be readily
understood. A rolling mill, for instance, requires an extensive
outfit of heavy machinery and plant, whereas a company assemb-
ling radio sets would necd only a light building and a very
limited amount of plant and machinery. Such differences are
inherent in the individual scctions of industry, but even within
thosc individual classes it is possible to find wide variations in
the proportion of the total capital employed which has been sunk
in the tangible assets.

CrassEs OF FIXEp ASSETS

Since in financial control it is necessary to have certain checks
on the profitable employment of the fixed “property,” i.e. the
land, buildings, plant and so forth, it is convenicnt to keep these
items of the tangible assets together, usually under the heading of
“Fixed Property Investment.” Some companics posscss sub-
sidiary undertakings, trade investments, or earmarkcd cash funds,
which definitely are not current, intangible, or fictitious assets,
and therefore must be classificd amongst the tangible assets.
Where such exist, they are usually known as “Other” tangible
assets. In the great majority of concerns, especially in the medium
and small classes, the only tangible asscts are those concerned
with the production, so that the distinction does not arise.

The next usual subdivision contains items upon which cash
has been spent, and which have a genuine asset value only as long
as the business is carried on, since they have in themselves no
intrinsic value. The chief examples are goodwill and patent
rights. This group is known as ““Intangible Assets.”

Finally there is a group the items of which are legally recognized
as assets in a balance-sheet, but which have, in fact, no value at
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all. These consist of preliminary expenses, past losses, expenses
carried forward to be written off in future years, and similar
debit balances which have to be included on the assets side to
balance the books. These are known as “Fictitious Assets.”

Occasionally the term ‘““frozen assets’ is met with, usually
applied to “Other Tangible Assets.” The implication is that
money invested in such items is difficult or impossible to recover.
The three categories indicated above, however, seem to meet all
normal control requirements.

Using these categories the normal structure of the Assets side
of the balance-sheet would be as follows—

ASSETS
£ L £
CircuLATING CAPITAL
CURRENT ASSETS
Liquid . . . . . x
Working . . . . x

TorAL CURRENT ASSETS . . X

Frxep CaprraL
FIXED AssErs
Tangible
Fixed Property Inv.
Other .

L]

Intangible
Fictitious

Ixxz

TorAaL Fixep Assets

TorAL oF ALL AsseTs

foe | %

Fic. 4

Each of these categories can now be more carefully considered—

Liguip AsseTs

If investments are to be held as liquid assets, they must be of
such a nature and in such a sum as can be quickly sold without
disturbing the market. This is by no means a feature of all types
of investment and where holdings have to be sold in small lots
over an extended period in order not to upset the market, they
cannot be said to be truly liquid. Under such circumstances they
would have to be treated as working assets.

In actual fact it is not often that a sudden and unexpected
demand arises in a business for a large sum of cash. Where
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invested cash reserves are likely to be wanted beforc long to
finance increasing trade activity, that expectation manifests
itself months ahead. The financial management control should
be well aware of it, and take stcps accordingly.

Where capital has been invested in Government or trade
securities, in order to provide a resting-place where unwanted
money can lie, bringing in interest, until it is rcquired for use
again, it, of course, ceases for the time being to form part of the
active circulating capital. Nevertheless, it remains a liquid assct,
temporarily out of use but on call, and must, therefore, be included
in the circulating capital figurc in calculating the overall profit
made annually by the circulating capital. If the true figure of
profit made on the actual circulating capital is required, such
invested funds must be deducted from the total current assets
beforec making the calculation.

Whilst it is usual to assume that trade debtors pay on the normal
trading terms for the class of business, in practice this is by no
means always truc. In the network of trading throughout the
country every firm owes money to its creditors and is itself owed
money by its debtors; therefore, prompt payment of A by B may
depend upon prompt payment of B by C, who, in turn, may be
waiting for prompt payment by A. Since every firm differs in its
financial structure, its management efficiency and its trading
methods, the merry-go-round often creaks somewhat, and onc of
the necessary factors in sound financial management is a con-
tinuous survey of accounts outstanding. Bills reccivable, on the
other hand, can presumably be discounted, and the cash therefore
returns into circulation at once.

WORKING ASSETS

. Finished goods stock, provided it is composed only of current
‘sales lines, is sometimes counted as a liquid asset; the idea is
that it should be on the verge of going out as a sale, and therefore
represents a higher degree of liquidity than the work-in-progress
which still requires completion before it can be sold. This
assumption, however, is by no means a safe one, since there is a
wide difference between stock which has successfully been sold
and stock which is available for sale. It is better, therefore, to
treat the finished goods stock as a working asset, turning into cash
in due course, but not at the moment as good as cash.
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This finished goods stock value should always be subject to
careful scrutiny, as it will frequently be found that obsolete
remainders of old lines are still retained on the shelves, often at
the valuation placed on them whilst they were still current.
These should be written down or off, even if still held for sale on
the off-chance that some conservative customer will require a
repeat order to match the older model that he still has in use.

Where an excessive finished goods stock is found, it may be
advisable to regard its contingent liquid value with some suspicion,
especially where the company is beginning to be, or is already, in
difficulties for cash. It may not be possible to dispose of the stock,
even at the factory cost figure at which it should stand in the
balance-sheet, and what appears to be a useful reservoir of cash
may turn out to be a deception when the goods have to be turned
into money at any price that can be obtained.

Certain companies kecp large supplics of spare parts to service
past sales. These, though only individual parts, are ‘““finishcd
goods stock” from the sales point of vicw. Where such a case
obtains, the value of such spare-part stocks should always be
shown as a scparate figure, apart from that of current stocks of
completed goods in the normal sales range. Otherwise the posi-
tion may be misunderstood, as the turnover of spare-part stocks
is usually a very slow one—though it may, indced, be a valuable
section of the company’s sales.

Stock PrOBLEMS

Raw material stocks are apt to accumulate a proportion of
obsolete items bought in previous years for certain purposes but
not used at the time, owing, perhaps, to the decision to utilize a
more suitable material, or to experiments having shown that
the original material caused manufacturing difficultics. Changes
in design render obsolete castings and stampings, which, however,
cannot be scrapped owing to spare-part requirements. Once a
machine has been sold with a certain part included, even if only
half a dozen have been disposed of to customers beforc the design
was changed, the seller must be prepared to meet the demand for
spare parts, perhaps years later. If a spare part is called for and
the customer is told that one is not available, goodwill will be
harmed and the firm may lose a good customer in the future.
This leads to the gradual accumulation of batches of material,
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each having only a small intrinsic value, but totalling in some
firms to a respectable proportion of the total value of the raw
material stocks. There is also an unhappy tendency in many
companies to cling to supplies of out-of-date material in the hope
that ““it will work in sometime.” For this rcason, when the annual
stock-taking is held, the managing director will be well advised
to inquire carefully into his raw material stock value, and ruth-
lessly to writc off anything which is not in actual carrent use.

The work-in-progress value can usually be relied upon, as it
represents the current production, except when drastic changes
in the product have had to be made. When that happens, all
parts or batches of semi-processcd material belonging to the
obsolete product should be gathered together, listed, and written
off,* so that the truc asset value of the work-in-progress can be
protected.

In some companies it is the practice to value work-in-progress
and finished goods stock at prime cost (i.c. cost of direct matcrial
and labour only), and not at factory cost. This practice secms to
be an echo of the old-fashioned ““conservative” practice adopted
at annual stock-takings, of putting the stock in at the lowest
possible value in order to reduce the annual profit shown and
create a secret reserve. The principle, however, has nothing to
recommend it, and causcs, in fact, a dcfinite crror in accountancy,
giving misleading results in the monthly accounts which are now
so largely adopted in industry. If the stock is undervalued in
this manner, when goods arc sold out of stock, the month under
review will be credited with a larger profit than has really been
made during the trading period, whilst if goods are put into
stock during the month, the profit recorded will be smaller than
is actually the case. This fact was pointed out by the late Sir
Gilbert Garnsey in conncction with annual balance-sheets, and
whilst the error, occurring once a year, merely transfers profit
from one year to another, with monthly accounts it has a most
serious effect upon the accuracy of the Statement of Account upon
which the management of the business should be based. It is
recognized to-day that finished stock and work-in-progress are
most conveniently valued at factory cost and the figure recorded
in the balance-sheet should be on that basis.

* As an “adjustment” to the profit for the month in which the writing off takes
place.
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TANGIBLE ASSETS

The tangible assets of land, buildings, plant, loose tools,
fixtures and fittings, will be held at purchase price less such normal
depreciation as has been written off. Here we begin to adventure
into the difficult field of fixed asset valuation, where the difference
between the money sunk in the item and its realizable cash value
may be a very wide one. The accurate valuation of fixed assets
in terms of cash is one of the most onerous the accountant has to
face, since the more distant the relation of an asset to actual cash,
the lIcss accurate is the valuation likely to be. The circulating
assets are cash or in process of becoming cash, so that their valu-
ation in terms of cash is not too difficult. But when the fixed assets
have to be valucd, the uncertaintics are so manifold that it is only
possible to produce a balance-sheet at all by accepting certain
recognized standards of practice. For instance, a machine is
purchased in 1920 for £1000; it is used for a certain special
process for ten years, its value being depreciated for wear and
tear cach year, until in 1930 it stands in the plant register at
£350. The special process is then superseded by a better one and
the machine stands idle, but kept in good condition, until 1940,
when a process somewhat similar to the first one is required once
more. With a small expenditure the machine is overhauled and
altered, and can then turn out the work as well as, and at a speed
equivalent to, that of a modern machine of similar type costing, in
1940, £1450. The old machine now stands in the plant register
at £175; what is its real asset value in cash to the company?

. When the “value” of an asset is in question, it can be assessed,
quite truthfully, from four points of view—

(a) Book value.

() Replacement value.
(¢) Sclling value.

(d) Break-up value.

In the case of the machine just taken as an example, the book
value in 1940 was £175, the replacement value f1450. The
“selling value” implies the value if it could be sold to a concern
anxious to obtain a machine of this type—which might be, say,
£450. The “break-up” value—i.e. what the machine would
fetch at a forced sale, where none of the buyers present wanted
it—might be £20.
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BALANCE-SHEET VALUES

It seems clear, therefore, that in normal circumstances the
balance-sheet valucs shown must be accepted as the money-
investment in the asscts, less recognized depreciation, and where
a true statement of the commercial value at date is needed, a
special valuation must be made by an expert.

The trouble lies in the fact that the balance-shect is merely the
summary of a sct of books of account, and records the assets,
liabilities, and net worth of a company from its formation. It
does not profess to show the value of the company’s assets from any
other aspect than their original cost plus the cost of subsequent
additions less such amounts as have been written off to allow for
the depreciation through use, wear and tcar, and obsolescence.
It is difficult to sce how any other basis of valuation could be
taken, without the most alarming variations in the company’s net
worth cvery year, and without opening the door to casy fraud.

. The circulating capital assets value should be real in the sense
that it consists either of money, of promises to pay moncy, or
money’s worth. But land, buildings, plant and machinery,
standing in the balance-shect at £100,000 mcans no morc than
the fact that the company has invested a certain sum in these
means of production, and, after writing off depreciation ycar by
year the amount of money originally paid, plus additions, now
stands at the figure of £100,000. If the company were to go into
liquidation and the outfit be sold, it is in the highest degree
unlikely that the sharcholders would receive the sum of £ 100,000
for it. The frechold valuc of the land may have fallen, the build-
ings may be of a type now out-of-date for that class of manufac-
ture, the plant and machinery, although in good working
condition, may have been superseded years before by better
designs, working more efficiently and requiring less labour to do
so. On a forced sale perhaps one-third of the balance-sheet figure
might be realized, or even less.

On the other hand, there is probably no question of a forced
sale involved. The company may be doing excellent business,
and, through good management, be able to compete on cqual
terms with concerns having more modern premises and more
modern machinery. From the writer’s experience it is true to
say that much can be done by the adroit adaptation of old
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buildings, and by supplementing the older type of machinery by a
variety of modern appliances. So long, therefore, as the company
remains a going concern, financially sound and making profits,
the book values of the tangible assets need not be challenged,
provided they have been adequately written down. If they are
over-stated, the result from the financial management viewpoint
is merely that the circulating capital has to carry an unnecessarily
heavy burden, and the net worth is shown at a figure higher than
it should be.

As a matter of fact, the company may even work at an advan-
tage il the more modern buildings and plant of its rivals have,
by reason of higher initial expenses, laid a burden of cost on the
product which the older concern does not have to bear.

Loose Toors

Of the different types of tangible asset, the one in which the
real cash value is usually furthest from its balance-sheet value is
the item ‘“Loose Tools.” This term is applied to jigs, tools,
fixtures and other technical equipment used in manufacturing
the goods sold, and whilst a standard milling machine by a good
maker will always possess a certain value, a jig used in machining
a certain part on that milling machine, though it may originally
have cost a considerable sum, is likely to be worth no more than
scrap value should it come to be sold. Most companies write off
each year as much as they can of their tool expenditure, and only
carry a nominal sum under that heading in the balance-sheet—if
it is carried at all. When assessing a balance-sheet for true asset
values, it is customary to write off the item of loose tools altogether.

INVESTMENTS

The precise location of the ‘““investments’ amongst the assets
depends not so much upon what they are, as the purpose for
which they are held. As we have seen, where money that cannot
for the moment be usefully employed is invested in easily realiz-
able securities, it remains amongst the liquid assets, being merely
cash in a form that is bringing in a small interest during the
period that it cannot be used in the business. But trade invest-
ments, or investments in subsidiary companies, are another
matter, and their place amongst the assets is governed by what
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the company intends to do with them, and not upon what might
possibly be done with them if the company were wound up.

Some companies use a portion of their capital to crcate a
subsidiary company, or more than one, to operate in a field
closcly allied to that of the investing concern. Or it may be the
same cffect is produced by the purchase of the whole or the
controlling shareholding in an existing company of that nature.
The advantages gained by this practice are of numerous kinds—
possibly the preferential supply of material, either raw or partly
processed, by the subsidiary to the parent company, or the pro-
vision of transport or other services. Such investments may be
quite satisfactory, but capital oncc invested in this manner is
“frozen” completely so far as the trading of the investing com-
pany is concerned, and cannot be recovered except by some
drastic procedure such as the sale of the subsidiary company to
other intcrests. Here again the intrinsic value of the investment
is very difficult to assess, and can only be recorded as the amount
of the original cash capital invested by the parent company, plus
or minus such further investments or disposals as have becn
subsequently made.

“Trade” investments—i.e. investments in commercial trading
concerns—can be of two kinds, either quoted on the Stock
Exchange and therefore rcalizablc at need in the ordinary manner,
or elsc unquoted, and therefore difficult, if not impossible, to
realize. Investments such as these are seldom made except with
the intention of permanent holdings, and they should therefore
rank amongst the fixed assets, thus conforming to the fixed asset
definition of one “not held for the purpose of resale.” Here
again the policy may be quite sound, sincc a shareholding gives
close contact with the firm in question, and mutual benefits may
arise. But if a company buys the quoted shares of another com-
pany merely as a profitable investment, with no intention of
collaborative action, then the sum involved is best located
amongst the working assets. It may not be readily sold, in spite
of the fact that it is quoted, so that it would be unwise to consider
it as a liquid asset.

INTANGIBLE ASSETS

This category is necessary to cover a few rather special items,
the existence of which cannot be denied, but the intrinsic value
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of which can be, and often is, the subject of much argument.
The sum recorded under the heading of goodwill in a balance-
sheet is usually an amount based upon the expectation of profits
over a certain period of years, paid to the seller of a business by a
purchaser forming a new company.

When a company has been trading for some time, and its
products are well known and sought after by customecrs, it has
certainly created a goodwill which is as good a profit-earning
assct as the plant and machinery with which the products arc
made. If it wishes to sell the business, it has a right to be paid for
that goodwill on a proper asscssment. The purchaser has an
equal right to maintain that the goodwill purchased, though
intangible, is real and earns as high a percentage of profits as the
rest of his asscts, since through it he maintains the markets for
his products.

As between selling and buying interests, this may be quite
cquitable. But the company where goodwill has been capitalized
is bound to be at a disadvantage when compared with a similar
concern having the same liabilitics and net worth, but with the
goodwill figure replaced by an equivalent sum invested in
current or tangible assets.*

FicTirious ASSETS

Last of all, some of the money in the business will perhaps
be found in items which, although standing on the assets side of
the balance-sheet, cannot, by the remotest strctch of the imagina-
tion, be considered as assets. Such items are losses from past
years which have to be carried forward ; the preliminary expenses
in the formation of a company; excessive departmental expenses
of one form or another, which, although actually spent, are con-
sidered as applicable to several years and therefore can be written
off over those years. Such items are nothing more than book-
entries recording past cxpenditure, which have to be placed on
the assets side of the balance-sheet in order to achieve the balance.

Such are the subdivisions in which the total capital employed
in the business is to be found. Not all are of the same importance.
The vast majority of concerns carry no fictitious assets, and a
considerable number put no valuation on their intangible assets.

* For further information on the subject of commercial goodwill the reader is
referred to Balance Sheet Values, by P. D. Leake (Gee & Co.).
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But all companies must have liquid, working and tangible assets,
even if the latter merely consist of the furniture of the office in
which the managing director carries on his business.

INVESTMENT OF RESERVES

The gencral rescrves that form part of the nct worth of the
business are by no means always invested in that business itself.
Whilst trading is expanding they will certainly be nceded to
increasc the circulating capital, but once the business has reached
a normally static level, the profits may begin to provide funds in
excess of dividend requirements for which the company will have
no immediate use. Such funds arc therefore invested, usually in
trustee securities of an easily negotiable kind. This has always
been regarded as sound industrial finance, since at least a portion
of the general reserves in the business should be available in cash
if trading conditions bring about a shortage of ready money. If
all the reserves are invested in the business, any trade fluctuations
will affect the business as a whole and it is thercfore likely that
at a critical moment the reserves, although they may be standing
at a considerable sum, cannot be got at in cash form. The balance-
sheets of the larger companies will almost always be found to
include a “portfolio” of investments representing part, at least,
of the reserves that have been built up.

Gencral reserves, when invested in the business, are an addition
to the issued capital, and as such may well be represented by
current or tangible assets. But provisions are borrowed moncy,
and if they are represented by current or tangible assets (and not
by cash or investments) a time will come when the liability has
to be met and it may be difficult or even impossible to find a
sufficient amount of cash to meet it. Provisions, therefore, when
of any significant amount, should be in the form of labelled
“Funds,” balanced on the assets side by marketable investments,
thereby ensuring that the cash will be available when required.

The word “Reserve’ does not imply, as many seem to think, that an
investment outside the business has been made and ‘““earmarked.” On the
other hand, where the words *“Reserve Fund” appear on the debit side of a
balance-sheet, anyone interested, either as a partner or shareholder, or merely
as a critic, has the right to expect that the amount is represented by investments
outside the business.*

* How to Read the Balance Sheet of a Commercial Concern, by Pixley (Gee & Co.).
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But the withdrawal of cash from circulation in order to invest
it pending future usc is by no means always easy, and the tempta-
tion to expand the trading rcgardless of maturing liabilities is
strong. There is always the feeling that if temporary cash accom-
modation is necded, it will be found somewhere when the time
comes. The result, only too often, is over-trading, increasing
financial difficulties, and possibly, in the end, disaster.

As we have seen, once money has been sunk in the tangible
asscts, it disappears altogether from the day-to-day trading activ-
ity, and we are left, therefore, with the relatively simple fact
that what the managing dircctor chiefly needs to know, in order
to control the movement of the finance of his business, is the
proportion and movement of his current assets.

BALANCE-SHEET ANALYSIS

At this point it may be as well to point out the underlying
difference between balance-sheet analysis and financial manage-
ment control. The officials in banks or investment trusts con-
cerned with the credit standing of a business will analyse the
balance-sheets of the applying company for some years back, and
take out a series of ratios showing the extent to which the total
capital employed is sunk in fixed and circulating items, and will
relate certain balance-sheet figures to the sales turnover results
which will have to be supplied to them. From these calculations
there ecmerges the fact that the company is in a sound or unsound
financial state—perhaps the money is insufficiently liquid, or
there is too much sunk in stock and work-in-progress, or the ratio
of tangible assets to total assets is too high for the type of business.
In accordance with what the credit analysis shows, the firm will
be given or refused the additional accommodation which it
requires, and the matter will probably end there.

When first installing a method of financial management control,
the managing director will certainly need a balance-sheet analysis
on much the same lines as above. This will establish the position
at a given date and whatever that position may be, good, bad, or
indifferent, for the time being he will have to make the best of it.
To vary the financial conditions of a company is not as easy as
to vary the working conditions in a factory, for the reason that
financial conditions are all of slow growth, and are not usually
susceptible to sudden change. If it is found that the factory is
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falling steadily behind the sales requirements in the production of
certain lines, under normal peace-time conditions it is not
difficult to increase production to make good the deficiency.
But if, on the financial side, it is found that the circulating capital
is not adequate for the company’s requirements, it is in the
majority of cases by no means a simple matter to find immediately
the additional money required.

It does not seem to be sufficiently realized that once the
authorized capital of a company has been issued and taken up
by shareholders, and borrowed capital has been added up to the
limit of the security that the company can offer, there remains
no method by which money can be brought into the business
other than by the steady making of profits. After that a further
issuc of share capital of one kind or another is the only course that
can be adopted, and this may be difficult owing to the prior
claims of the loan capital already in the business.

Therefore, when a company which has been trading for some
time decides to install a better method of financial control, and
to watch over the movement of its internal finance, it is sometimes
faced with a set of ratios and figurcs which may be encouraging,
but which may also, on the other hand, be somewhat dispiriting.
No sudden switch over from danger to safety is possible, since
financial control is essentially based upon long-term policy, and
the movement of all the factors is slow and deliberate. But once
a control scheme has been set up, if it has been rightly constructed,
it should be possible for the managing director to see clcarly,
month by month, whether he is moving towards ultimatec success
or probable failure. As long as he is moving, however slowly, in
the right direction, he and his colleagues can feel, if not satisfied, at
least free of anxiety. Moreover, he will have the satisfaction of be-
ing able to demonstrate his improving position to all those to whom
his manifold responsibilities extend—his creditors, his bank mana-
ger, his shareholders, and his colleagues on the board. There is no
great difficulty involved in the task, and such thought as may be re-
quired is amply repaid by the clearer vision obtained, and the sense
of security achieved.

SuMMARY

To conclude this section, it may be as well to set out the
definitions of the various asset categories, with examples. These
would be as follows.

5—(B.434)
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CIRCULATING CAPITAL

Current Assets, indicating the items which form the circu-
lating capital of the business, representing cash or its equivalent,
to be found amongst the liquid or working assets.

Liquid Assets, indicating cash or what can be turned into cash
within a month.

EXAMPLES:

Cash in hand and at the bank.

Tax Reserve Certificates.

Marketable securities, i.e. investments having a Stock
Exchange quotation and a free market.

Debtors.

Bills reccivable.

Any other assets immediately convertible into cash.

Working Assets, indicating items which will be turned into cash
in due course, or could be if required.

ExampLES:

Finished goods stock.

Work-in-progress.

Raw materials stock.

Investments in unquoted companies which can be realized
at nced, not purchased for holding.

Marketable securities which have no free market, not pur-
chased for holding.

Any other assets which are not liquid, tangible, intangible,
or fictitious, according to their definitions.

FIXED CAPITAL

Fixed Assets, indicating items not held for the purpose of
resale, and not forming part of the circulating capital of the
business, to be found amongst the tangible, intangible, or
fictitious asscts.

Tangible Assets, indicating items employed in the means of
production of the goods or services offered, whether directly, or
indirectly through subsidiary companies. This class is subdivided
into—

(1) Fixed Property Investment, indicating all items em-
ployed in production.
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ExAMPLES:

Land, plant, buildings, machinery, loose tools, office furniture
and fittings, consumable stores.

(2) Other Tangible Assets, indicating all other assets
neither intangible nor fictitious, which do not form part of
the current assets.

ExamPLES:

Subsidiary companies, insurance policies, debenture, lease-
hold, or other redemption funds, investments purchased for
holding.

Intangible Assets, indicating items invested in somcthing which
may have a value whilst the company is trading, or if it is sold
as a going concern, but which would have no value if the company
were wound up.

ExAMPLES:

Goodwill.
Patent rights.
Experimental development.

Fictitious Assets, indicating balances which have to be shown in
the assets side of the balance-sheet, but which have no value at all
to the company in actual fact.

ExXAMPLES:

Trading loss for the period.

Preliminary expenses.

Discount on debentures or shares.

Commission for placing debentures or shares.

Commutation of royaltics.

Advertising expenditure.

Any other expense incurred but carried forward for amorti-
zation in subsequent years.

Summarizing the foregoing, therefore, the conclusions are—
1. The money in the business will be found invested in five
¥ main classes of asset, viz—
(i) Liquid (iii) Tangible (v) Fictitious.
(ii) Working (iv) Intangible
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2. The first two make up the circulating capital, and the
last three the fixed capital, in the business.

3. The balance-shect records the going-concern money-
investment in the various asscts, and does not profess to show
their intrinsic value at any given date.

4. Investments should be located according to the purpose
for which they are held, and may be liquid, working, or ““other”
tangible assets.

5. General reserves are usually invested in the business,
representing additional capital employed.

6. Provisions, when of any significance, should be repre-
sented by Funds, balanced on the asscts side by marketable
investments to an equal amount.



SECTION II
THE SOURCES OF INFORMATION

CHAPTER V
THE BALANCE-SHEET

WnaTt purpose does the balance-sheet serve in the internal
financial management of a company? It sets out the risc or fall
of the total capital employed in the business, and shows where
that capital has come from, and where it is now. It records the
main classes, fixed or circulating, owned or borrowed, and also
how much—at a given date—is employed in those different
classes. It is, in fact, the basic statement recording the money in
the business, the foundation upon which the whole structure of
internal financial control must be built. The natural inference is
that it should be regularly drawn up each month, and arranged
logically and clearly, cach class of asset and liability having its
own sub-total, so that it can be seen at a glance where the moncy
has come from, and where it has got to.

In spite of this obvious need, it is only in rccent years that any
attempt has been made to lay out the balance-shects of industrial
undertakings in a manner more informative than that which has
been recognized as standard practice for so long. As a matter of
fact, the only part of the practice that is standard is the placing
of the liabilities on the left-hand side and the asscts on the right.
Apart from this every possible variation in the arrangement of
the items can be found, and the ordinary balance-sheet has been
for many years criticized on all sides as a document that appears
to be designed solely to make it as difficult as possible for cven the
expert reader to understand its implications. The practice of
placing the liabilities on the left and the assets on the right might
have some significance if the two were in any way compared—if,
for instance, current liabilities were shown opposite current assets.
This comparison, however, is very scldom provided, and the only
purpose of the usual side-by-side balance-sheet would appear to
be to enable the reader to observe that the totals below the
liabilities and the assets are the same—usually to a penny. There

51
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:is an unconscious humour in the solemn balancing to a penny
+of assets and liabilities when the majority of the former have a
value which is estimated rather than actual.

The fact is, of course, that the “balance-sheet’ should properly
be called the “balances sheet,” since it is merely a statement of
the credit and dcbit balances produced by double-entry book-
keeping. The accountant, therefore, reproduced this iz tofo as a
record of the position of those balances at a given date.

However adequate this may have bcen in the days of annual
accounts, it no longer meets the need of the managing director
of an industrial undertaking under modern trading conditions.
To fulfil its purpose in a scheme of monthly accounts, upon which
the management of the concern is to be based, the balance-sheet
must be laid out with all the care and consideration that a primary
document of its importance deserves.

The frontispiece to this handbook sets out the fundamental
basis of a proper balance-shect lay-out, and if we now procced
to place Fig. 3 and Fig. 4 side by side, spacing them so that the
current liabilities and assets come level with each other, we shall
find we have the following arrangement—

STATEMENT OF ASSETS, LIABILITIES, AND NET WORTH

LIABILITIES AND NET WORTH ASSETS
LiasmLrrres— L £ £ L £ 4
CURRENT Liass.: CURRENT ASSETS:
Accrued . .ox Liquid . . . x
Maturing 3 mths. XX Working . . . x
do. 4-6 do. x
do. 7-12 do. . x
Current Liass., CURRENT ASSETS,
TorAL . . x ToraL x
MEp.-TERM LiaBs. x Fixep AsseTs:
LoNG-TERM Liass. x Tangible .
—_ Fixed Pr. Inv. 4
ToraL, ALL Liaps.— . x Other . . .X
— x
Ner WorTH— Intangible . . x
Issued Capital x Fictitious. . . x
General Reserves X FIXeD ASSETS,
P. and L. Balance x ToraL X

ToraL Ner WorTtH

ToraL, Liass. aAnp NET WORTH ToraL, ALL ASSETS

I |

(N

FiG. 5
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If the reader compares this with the frontispiece, he will
observe that it reproduces exactly the first two columns, right
and left, working outwards from the “Total Capital Employed”
in the centre. 'T'he third columms on either side are not shown,
since these arc the dctailed make-up of the asset and liability
categories, and should only be included where full particulars
are called for. Their place, as will be cxplained later, is in the
accountant’s detail sheet, kept in the background for reference
as to how the main item totals are made up.

The reader, who will probably have studied the frontispicce
before beginning to read the book, may be surprised that so simple
and obvious a lay-out should not long ago have become the
recognized practice. That it has not is probably less the fault of
the accountant than the industrialist, whosc interest in such
matters has not been notable hitherto.

ATTEMPTS AT IMPROVEMENT

In the past, eflforts have been made from time to time to make
balance-sheets more illuminating. In 1930, for instance, a
letter appeared in The Times over the name of Mr. E. H. Pollitt,
C.A., on the desirability of setting out the position in company
accounts in a more intelligible manner. ‘“Few business men,”
wrote Mr. Pollitt, “can take up a present-day company balance-
sheet and confidently assess the true position of affairs without
referring to professional accountants. In the majority of cascs,”
he added, ““even the most expert of accountants has to take pencil
and paper and perform a re-shuffling of items—grouping certain
asscts and deducting therefrom certain liabilitics—before the
information he requires can be obtained.”*

Mr. Pollitt put forward a simple example of the old style of
balance-sheet as shown in Fig. 6.

Using the same figures in rearranged form, he illustrated his
contention that the balance-sheet could be made into a self-
explanatory statement of the financial position as shown in
Fig. 7.

Now before designing the lay-out of a financial statement it is
first necessary to decide for what purpose it is being drawn up.
Management being based on comparison, all primary documents

* ¢ Amongst the Balance Sheets ” (p. 3), by the Editor of “Finance and Com-
merce’” in The Accountant (Gee & Co., 1940).
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ACCOUNT No. 1
A.B. CO. LTD.

BALANCE-SHEET as AT 31sT DECEMBER, 1930

LIABILITIES AssSETS
£ £
Share Capital: Buildings . . 3,000
Authorized £20,000 Plant . . 2,000
Issued . . . 10,000 Goodwill . . 9,000
General Reserves . . 5,000 Investments . . . 8oo
Debentures . . . 1,500 Stocks . . . 3,000
Creditors . . . 4,700 Debtors . 5,000
Taxation Reserve . . 1,200 Prelim. Exps c/f 1,000
Profit and Loss Afc. . . 3,000 Cash . 1,600
£725,400 £25,400
Fic. 6
ACCOUNT No. 2
A.B. CO. LTD.
£ £
L1Qump ASsETS:
Investments . . . . 8oo0
Stocks . . . . . 9,000
Debtors . . . . . 5,000
Cash . . . . . 1,600
10,400
Deduct :
Current Liabilities . . . 4,700
Taxation . . . . . 1,200
5,900
Net Liquid Assets 4,500
FIXED AND INTANGIBLE ASSETS:
Buildings . . . . . 3,000
Plant . . . . . 2,000
5,000
Goodwill . . . . 9,000
Prchmmary Expenscs . . 1,000
——— 10,000
15,000
Less Debentures 1,500 13,500
Total Net Assets £18,000
WHIcH 1s REPRESENTED BY:
Issued Share Capital . 10,000
General Reserves 5,000

Profit and Loss Accou;\t
FrGc. 7

(Note: The terminology is that of Mr. Pollitt.)

$,000 £18,000
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should be treated as plain records of current, cumulative or moving
annual total figures arranged in their proper management cate-
gories. Comparisons and conclusions should only be drawn after
these results have been transferred to comparison sheets, since the
customary comparison with the previous month’s results, or with
the results for the corresponding month in the previous year, is
practically valueless except in cases, such as the asscts variation
statement (see Chapter XII), where the specific object of the
comparison is to watch thc movement of the money from one
month to another.

ManaGeEMENT CONTROL

Management control must be based on the long-term general
movement of the business, whether upwards towards success or
downwards towards failure, and the comparison sheet is thercfore
a vital part of the control mechanism. The actual statements
presented each month to the board, usually known as the Board
Recturns, are merely milestones along the road. They present
the results for the month—profit or loss, the dctails of income and
expenditure, and the existing state of the assets and liabilities, all
in a convenient form certificd by the company’s accountant.
It is only when these monthly results have been entered up on a
comparison sheet* that the true implication of the figures can be
seen. They are, in fact, not an end in themsclves, but only a means
to an end—that end being the management of the company by
comparing the new results with the old, and the actual position
with that previously planned.

It is for this reason that these primary documents should be
arranged in the logical sequence of items, each in its proper
category, and any combination or mixed arrangement such as
was suggested by Mr. Pollitt in Account No. 2 is better treated as a
secondary document and only drawn up for some special purpose.
The balance-shect of the A. B. Co. should from the present-day
standpoint be set out as in Fig. 8.

Here it will be noted that the two sides of the balance-sheet
have becn set one above the other, vertically, although it is not a

* H. E. Colesworthy, in Practical Directorship (Pitman, 1st Ed., 1924) in dealing
with the periodical returns provided for the use of the board of directors, pointed out
that “The form in which they are prescnted should enable comparisons to be made
with as much facility as possible.”” In this he included monthly balance-sheets, profit

and loss accounts, sales results, and all data normally set before a board. He gives
several examples of monthly results entered on comparison sheets for this purpose.
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A.B. CO. LTD.
STATEMENT OF ASSETS, LIABILITIES AND NET WORTH
As AT 31st DECEMBER, 1930
ASSETS £ £ £ £
CURRENT—
Ligump:

Cash . . . . 1,600

Investments 8oo

Debtors . . . . 5,000

7,400
WORKING :
Stocks . . . . 3,000

Total Current Assets . 10,400
Frxep—
TANGIBLE:
Buildings . . . 3,000
Plant . . . . 2,000

Total Tangible Assets . 5,000
INTANGIBLE:
Goodwill. . . . 9,000
Ficrrrious:
Preliminary Expenses 1,000

TorAL oF ALL ASSETs . £25,400

LIABILITIES
CURRENT—
Creditors . . . 4,700
Taxation. . . . 1,200

Total Current Liabilities 5,900
LonG-TERM—
Debentures . . . 1,500

TotAL oF ALL LiABILITIES £7,400

NET WORTH
Issued Share Capital. . 10,000
General Reserves . . 5,000
P. and L. Account . . 3,000

Nominar NEr WorTH. . 18,000

ToTAL, LiaBiLiTies AND NET WoORTH
Nominal Net Worth . . 18,000
Deduct: Fictitious Assets . . 1,000

£25,400

AcruaL Ner WortH . £17,000

Fic. 8

“narrative” statement like Mr. Pollitt’s Account No. 2 (Fig. 7).
The reason for this is that for practical use the horizontal balance-
sheet is a clumsy affair. It usually requires a typewriter with a
brief carriage, and it has to be folded in order to be enclosed with
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the ordinary foolscap statements. For normal management
purposes, it is better to usc a vertical lay-out, in which the assets
are set out above and the liabilities and net worth below. It is
just as easy to observe the fact that the two balance, and it is
also easier to include percentages and ratios if desired without
increasing the cross columns to an awkward extent. It is true
that the balancing effect is lost, but in any case this must occur
in the comparison sheets, and the subsequent analysis of the
figures upon which the financial control is based will be more
thorough than the mere visual check gained from the side-by-side
arrangement,

There are, naturally, occasions when a spccial form of financial
statement is nccessary to meet the requirements of the case.
Where the equities of different classes of shareholders are under
examination, or the relative cover of different categorics of
borrowed capital, it is convenicnt to build up a special statement
in which the various assets and liabilities are added and deducted
in the correct sequence. But if the original balance-sheet is set out
on the lines of Fig. 8, such special statements can be built up from
it with a minimum of trouble, and much straightforward informa-
tion can be obtained without any special statements at all.

AN FArLy ExXAMPLE

The vertical arrangement of which Fig. 8 is an example is,
in fact, far from novel. In 1923 James H. Bliss published in
America his monumental work on Financial and Operating Ratios in
Management, the result of studies made whilst he was Assistant
Professor of Accounting at the North Western University School
of Commerce, Illinois. Fig. 1 in his book shows a vertical balance-
sheet which is very similar to Fig. 8, and the writer can confirm
from some twenty years of work in the industrial management
field that this type of statement is the most convenient way of
setting out the balance-sheet figures. When entering monthly
results on comparison sheets, items and total figures are kept in
one-column; percentages are entered on a separate comparison
sheet.

It is not suggested that the summarized form of balance-sheet
set out in Fig. 5 is necessarily suitable for the formal balance-sheet
circulated annually to shareholders. This might well contain more
explanatory detail. The custom of setting out the amount of
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depreciation deducted in the year from the various assets is a
sound one, and a number of items may require notes or sub-
totals. There is still no reason, however, why the horizontal
form of balance-sheet should be perpetuated, even in the formal
documents sent to shareholders, since the vertical lay-out can
be just as informative where complicated balance-sheets are
involved.

For normal monthly financial management control by the
managing director, the balance-sheet as submitted to him should
be simplified to the utmost. Accountants seldom seem to appre-
ciate that their habit of issuing primary documents in full to the
board is neither necessary nor advisable. Itis, in fact, very largely
responsible for the lack of interest shown by the board in so many
cases, for those who do not possess the trained mind of the
accountant arc apt to be repelled by the mass of figures set before
them without comment or explanation. How much—or how
little—in the way of figures is nccessary for the work of a board of
directors has often been discussed. Whilst it is admitted, without
question, that a director of a company should have the fullest
access to the accounts of the business, to place before him a con-
siderable rangc of documecnts relating to the monthly results,
even if accompanied by comparative figures of the previous month,
or the same month in the previous year, or the final figures at
the end of the year before, usually defeats its own object. If the
dircctor possesses an able secretary or assistant who can enter the
results on comparison sheets, analyse them, and make an effective
summary—well and good. But few directors have the time or the
inclination to do such work themselves and in consequence the
“Board Returns” are only too often glanced at, a few items
noted, and then, after the meeting, forgotten. This is where
management accounting comes into its own, in the re-arrange-
ment, adaptation, analysis, diagnosis and explanation of the figures,
and the presentation of the findings to the Managing Director
and the Board, so that they can see clearly how the money in the
business is moving, and how the agreed policies are working out.

INTERIM AND FINAL BALANCE-SHEETS

There is a further recommendation for this policy, in that,
during the year, reserves and provisions have to be made, which
may disappear in the final audited balance-sheet for the financial
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year. There is a distinct difference which should not be overlooked
in the purposes of monthly interim and annual final balance-
sheets. The former show the movement of the total capital
employed, and the reserves and provisions which govern the
assessment of the asset and liability values. The latter present
the carefully-prepared statcment of the company’s financial
position at the end of the year’s trading, after all necessary
adjustments due to policy and prudence have bcen made. So
that if the financial year of a company ends in Deccmber, the
interim balance-sheet as at g1st December may differ to a con-
siderable extent from the final audited balance-sheet for the year
ending 31st December, as submitted to the sharcholders.

This essential difference does not appear so far to have received
much consideration, probably duc to the fact that not many
concerns go to the trouble of preparing monthly balance-sheets.
But it provides a sound foundation for the claim that the lay-out
of balance-sheet data for financial control purposes requircs a
different approach from that for annual record purposes, and
therefore to endeavour to force the latter to do duty for the former
is a mistake. Itis far better to treat the lay-out for monthly control
purposes as a separatc problem, and to leave the recognized
accountancy technique for dealing with annual final rcsults
unaltered. The problems that have to bc solved are quite
different. During the year valuations remain constant, and it is
the movement which matters; at the end of the year valuations
must be reconsidered and probably revised, to conform to the
standards of sound finance, and the question of movement does
not arise.

BALANCE-SHEET FIGURES FOR MONTHLY CONTROL

For month-to-month financial control purposes the best practice
would appear to be to submit to the board only the total figurcs
of each item in the balance-shect. This reduces it to its maxi-
mum simplicity. Each director would have his own comparison
sheet, these being entered up each month by the company’s
accountant and sent by post to the director concerned. He can
then, at his leisure, study the movement of the figures, and com-
pare them with the results at the end of the previous year, or with
those of the previous months. He would bring his comparison
sheet to the board meeting, with his other papers, and after the
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meeting hand it back to the accountant to be made up for the
following month.

Under such circumstances, the director’s comparison sheet
would, for the X.Y. & Co. Ltd. board meeting of June, Year B,
read as follows—

X.Y. & CO. LTD.

ASSETS, LIABILITIES AND NET WORTH
FOR YEAR ENDING 31ST MARcH, YEAR B

No. Item YN: arA Apl. May | June | July
ASSETS L £ £ £ £
CURRENT ASSETS:
I. Liquid . . .1 21,183 || 24,763 | 22,919 | 24,500
2. Working . . .| 26,147 (| 25.334 | 23,742 | 22,687
3. ToraL CUurRRENT ASSETS .| 47,330 || 50,097 | 46,661 | 47,187
FIXeD ASSETS:
4. Tangible . . .| 24,084 || 23,846 | 23,610 | 23,376
5. Intangible . . .| 2,800 2,800 | 2,800 | 2,800
6. Fictitious . . .| 1,000 1,000 | 1,000 | 1,000
7. ToraL FIXep AsseTs .| 27,884 || 27,646 | 27,410 | 27,176
8. ToraL AL Assers . .| 75,214 || 77,743 | 74,071 | 74,363
LIABILITIES
CURRENT LIABILITIES:
9. Accrued and Mat. g mths.| 16,846 || 17,233 | 9,247 | 9,540
10. Maturing 4-6 mths. . 40 || 1,600 | 1,500 700
II. Maturing 7-12 mths. .| 1,371 1,502 | 2,012 | 2,363
12. Torar Curr. LiaBiLiTies .| 18,257 || 20,425 | 12,759 | 12,603
13. MEDIUM-TERM LIABILITIES .| — 162 | 3,884 | 4,086
14. LonNG-TERM LiABILITIES .| 4,850 || 4,850 | 4,850 | 4,850
15. TorAL ALL LIABILITIES .| 23,107 || 25,437 | 21,493 | 21,539
NET WORTH
16. Share Capital . .| 30,000 || 30,000 | 30,000 | 30,000
17. General Reserves . .| 19,000 || 19,000 | 19,000 | 19,000
18. P. and L. Balance . . 3107 || 3,306 | 3,578 | 3,824
19. ToraL Ner WoORTH . .| 52,107 || 52,306 | 52,578 | 52,824
20. WorkiNG CAPITAL . .| 20,073 || 29,672 | 33,902 | 34,584

Frc. 9
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It will be seen that a comparison sheet entered in this manner
reduces the figures submitted to the smallest possible number,
and yet provides the director with the information that he ought
to have as to the company’s financial position. From it, all normal
financial ratios can be obtained, and the month-by-month results
are constantly visible as the year procceds. There are no sub-
tractions or comparative rises and falls shown, as these complicate
the sheet unduly, and if the director is anxious to see differences,
it is only the matter of a moment for him to work them out
for himself.

THE DETAIL SHEET

The accountant’s detail sheet would show the items that com-
posc the totals, and the reserves and provisions existing each
month. This document would naturally be more complicated,
but it would not be circulated. It would be held ready at the
board meeting for explanation of any item desired. It could also
conveniently be recorded on a comparison shect, but taking six
months to the fourteen columns instead of twelve.

How it was made up would depend, naturally, upon the
company’s circumstances, but a typical detail sheet might take
the form set out in Fig. 10.

The financial accounts of a business consist of a vast number of
individual entries in a range of journals, ledgers, and other books
of account, whether in bound or card form. Balances are posted
from one to the other, and the well-known items which figure in
balance-sheets and profit and loss accounts are only the main
group-headings of income and expenditure, or assets and liabili-
ties. It is important therefore to decide where the dividing line
comes between the group headings presented to the board, and
the group details recorded in the accountant’s detail sheet.

The directors are only interested in the tendencies of movement
shown between the main categories. It is to the accountant that
they should turn for any explanations that they may require as to
the detail changes that lie at the root of these movements. The
practical line of division would therefore seem to lie where it has
been shown here—i.e., only main categories being presented to
the board, and all details kept back in the accountant’s detail
sheet. The latter can be made as complex and all-embracing as
the accountant may think fit—since his trained mind is going to
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deal with it, and it will not be submitted to laymen who will not
understand it.
SECONDARY ARRANGEMENTS

Some accountants consider that it provides the directors with
more valuable information if they are presentcd with a secondary
arrangement of the figures, rather than the primary balance-sheet
itself. In other words, whilst the type of document suggested by
Mr. Pollitt in Account No. 2 should not actually take the place
of the balance-sheet, it might well be the type of statement most
suitable for board use.

Under such circumstances the June figures of X.Y. & Co.
might be submitted thus—

X.Y. & COMPANY
FINANCIAL STATEMENT ror June, YEAR B

CURRENT ASSETS: £ £ £
Liquid . . . . . 24,500
Working . . . . 22,687
TotaL CURRENT ASSETS . . . 47,187
Deduct :

CURRENT LIABILITIES:
Accrued and Maturing w1thm 3
months . . . 9,540
Maturing 4-6 months . . 700
Maturing 7-12 months . . 2,363

TorarL CURRENT LIABILITIES . 12,603
Ner CurrenT AsseTs (WORKING CAPl‘I‘AL) 34,584
Fixep Assets:

Tangible . . . . 23,376
Intangible . . . . 2,800
Fictitious . . . . 1,000

TorAL Fixep AsseTs . . . 27,176
Deduct—
OtHER LIABILITIES:
Medium-term . . . 4,086
Long-term . . . . 4,850

TorAL OTHER LIABILITIES . . 8,936

Surrrus, F.A. Over O.L. . . 18,240

ToraL Ner Wortan . . . 52,824
Represented by—
Share Capital. . . . 30,000
General Reserves . . . 19,000
P. and L. Balance . . . 3,824

Fie. 11 £52,824
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It is a matter of opinion whether a statement arranged in
this manner is more effective than the straightforward primary
arrangement shown in Fig. 9. The main difference (since the
working capital is shown in Fig. g) is thatin Fig. 11 the remaining
liabilities, other than current, are deducted from the fixed asscts,
and the make-up of the net worth suggested by the addition of the
two items of surplus assets.

But it is assumed that any managing director desiring to control
the movement of his finance would do so by means of the simple
charts described later. Deducting the medium and long-term
liabilitics from the fixed asscts gives a figure which, by itself, is
meaningless. All figures necessary for control purposes can be
obtained from the primary arrangemecnt (Fig. g9) and the control
excrcised through the use of these, in their own environment,
compared with previous results. 'The ultimate value of the type
of arrangement shown in IFig. 11 is therefore open to question.
Such secondary arrangements of the balance-sheet figures are
often to be met with in textbooks, all designed to bring out some
specific relation between the assets and the liabilities.

SuMMARY

Summing up, it would appear that the balance-sheet as drawn
up month by month and submitted to the managing director
should show only the totals in the categories of asscts and liabili-
ties. Comparison sheets should accompany the balance-sheet, so
that further comparative data are unnecessary. Checks and
controls needed for financial management will be found else-
where, based on figures obtained from the balance-sheet or from
the accountant’s dctail schedule.

Narrative statcments made up in different ways should only
be prepared when called for to fulfil some special purpose.



CHAPTER VI

THE PROFIT AND LOSS ACCOUNT

Ir the reader turns back to Fig. 2, the circulating capital diagram,
he will see that whilst the balance-sheet records the value at a
given date of the material stock, the work-in-progress, and the
finished goods stock between A and G, the debtors between C
and D, and the various assets and liabilities shown between D
and A, it does not record either the amounts passing down the
channels marked ‘‘materials, wages, and establishment charges,”
or the sales turnover passing over the point G during a period, or
the profit that has come into the circulating flow.

A balance-sheet fails to indicate whether a concern is making or is losing
moncey. This financial statement merely indicates the resources and liabilities
of a business enterprisc at a particular date. . . . In short, the balance-sheet

is nothing but a snapshot of the financial condition of a business at a given
moment.*

For the record of the amounts expended in materials, wages,
and establishment charges, the figurc of sales achicved, and the
amount of profit in the sales, the managing director must turn
to his profit and loss account. Therc he will—or ought to—find
all these items set out clearly under their different categories of
income and expense, arranged in the sequence called for by the
management framework of that class of business. Since the profit
factor will decide whether his trading is a success or a failure, and
the profit emerges from deducting the total expenses from the
total sales turnover, it is obvious that whilst his balancec-sheet
will tell him where he stands, his profit and loss account will tell
him where he is going, and why.

If the old-fashioned form of balance-sheet presentation needs
modifying to meet modern industrial management requirements,
far more so does the profit and loss account require the same
treatment. The variations in the present practice of recording
income and expenditure are so wide that it is quite impossible to
make any comparison between the results obtained by one com-
pany and another without the most carcful analysis of the items
entered, and a subsequent rearrangement of the figures.

* Practical Bank Credit, by Foulke and Prochnow (Prentice-Hall, Inc.).
66
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This largely arises from the fact that the technique of the
professional accountant is still generally based upon annual
accounts, as in the casc of the balance-sheet. Where an annual
record of income and expenditure was concerned, it was of little
consequence where the different items were cntered in the lay-out,
provided the items were kept inside their appropriate sections.
These sections consisted usually of a manufacturing account, a
trading account, a profit and loss account and an appropriation
account—all, except the first, starting with a balance carried
down from a previous statement.

Tue Orp METHOD

The manufacturing account was broadly intended to show the
prime cost of manufacturing the goods sold—i.e. the dircct
materials, the direct wages, and any expenses which were charge-
able to spccific jobs. The left-hand side of the statement set out
the opening stocks and work-in-progress at the beginning of the
period; to these were added the prime cost figures. On the
right-hand side the sales turnover was shown, and the closing
stocks and work-in-progress at the end of the period. The differ-
ence between the two sides was the balancing figure carried down.

The trading account then showed the balance brought down
from the manufacturing account on the right hand, and on the
left a long list, in no particular order, of all the various expenses
arising in connection with the manufacturing and the trading.
The difference between the two totals was called the gross profit.
This was carried down again to the profit and loss account, which
sct against the gross profit plus sundry income a miscellancous
collection of expenses relating to the selling and administrative
side of the business. The difference between these two was the
nct profit.

The appropriation account then took up the tale, adding the
net profit for the period to the balance of profit carricd forward
from previous years in the business. From this were subtracted
various items such as transfers to reserves and dividends, and the
balancing figure between the two totals was the profit carried
forward in the balance-sheet.

DISADVANTAGES

This method of recording the income and expenditure of a
company, with a view to arriving at the final profit for the period,
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possesses, from the manager’s point of view, a number of serious
disadvantages. There seems to be no common agreement as to
which items should go into the trading account, and which into
the profit and loss account, whilst the manufacturing account is
often omitted altogether. Thereforc what one firm terms gross
profit may omit items which another firm will include. Even the
term “net profit” is unsafe for comparative purposes without
checking, since some firms include in the profit and loss account
expenditure which others leave to be dealt with in the appro-
priation account.

Moreover, the items are often not only arranged without the
smallest regard to management sequence, but they are frequently
combined in such a manner as makes it impossible for the manager
to see clearly where the moncy has actually been spent. For
instance, direct and indirect wages, overtime and night-shift
payments, and National Insurance will be combined under one
heading of “Wages,” and indirect material will be included with
direct material as ‘“Purchases.” Many accounts include quite
a large proportion of the cxpenditure under the simple heading
of “Trade Expenses,” and other examples might be given of how
unsuitable the normal form of trading and profit and loss accounts
is to help the manager to see what is going on.

This fact is fully rccognized by the more advanced group of
accountants who are in close contact with industry—

. The principles of correct classification are fairly well established. It is

disheartening to find how seldom they arc put into practice. Only too often
the financial accounts are antiquated in structure and confused in substance.
Their form was probably established, when the business was small, by an
official without any grecat knowledge of accountancy; and the desire of the
management to obtain comparative figures ycar by year has prevented any
effort to improve the method of presentation. The result, in many cases, is
that if they had been specially designed to give the minimum of the information
that one should expect, the job could not have been better done. Yet they form
the premises from which the business man makes deductions that are vital to
the conduct of his affairs. They ought to supply him with the key to the
control of his whole organization.*

Perhaps it is unfair to criticize the customary lay-out of trading
and profit and loss accounts from the management standpoint,
since they were never intended to be used for management pur-
poses. When the original stereotyped form of setting out the

* Busi) Investigations, by David Finnie, M.A., C.A. and S. S. Berlanny, C.A.
(Pitman).
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income and expenditurc of a busincss grew by degrees into its
present form its only object was to list the total of the balances in
the company’s books and so, by deduction, find the profit for the
period. That was a century or so ago, and indeed the idea that
the figures of the business provide the best working tools that the
managing director can desirc only camc into cxistence thirty or
forty years ago, and then only amongst the more advanced
industrialists, backed by a few far-seeing accountants. Now, how-
ever, the presentation of the accounting figures in a form which
enables them to be used by managers has become recognized as a
specialized management technique under the title of “manage-
ment accounting,” so that progress may be expected.

Tuae NArRrATIVE LAY-OUT

Experience has shown that the ““narrative” form of profit and
loss account (i.e. the form in which the sales turnover is shown at
the top of the page, and each class of expense is deducted in turn,
according to the management scquence, until the final profit is
brought out at the bottom of the page) is much morc adapted
for management purposes than the customary *““balancing”
form. This is not the case with the balance-sheet. In the latter,
assets on one side represent, and therefore must balance against,
liabilities and net worth on the other—hence the ‘“balancing”
type of statement is both convenient and effective. But the
profit and loss account is a record of events that have taken place,
and in it lies all the romance of industrial and commercial effort
to create real wealth. It starts, at the outset, with the sales for
the period, and no one with any experience in industry will fail
to overlook the cfforts, the plans, the hopes—the successes and
the failures—that lie behind that simple figure at the head of the
sheet. The item of ““direct material purchased” may summarize
the most strenuous efforts on the part of the chief buyer to find
better sources of supply of more reliable materials, to reduce the
cost of the product by some new and lower-priced material which
gives better results at lcss cost, and so on. All down the page the
figures tell the tale of what has been spent in running the business
—sometimes a tale of triumph over obstacles and difficulties, and
sometimes, unfortunately, a tale of woe and failure. Yet, all
through, it is the story of what has occurred in carrying on the
business for a certain period, and for that reason the narrative
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type of record is most effective. There is no need for the old-
fashioned break-up into manufacturing, trading, and profit and
loss accounts. All should be combined in one narrative ““State-
ment of Account,” so that what has actually occurred can be
clearly scen and understood.

In monthly accounts the managing director must first know
his sales turnover (including carriage), less credits and returns,
since that tells him how much moncy will eventually return to
him from the debtors as a result of the month’s working, if no
bad debts have been incurred. He then turns to the cxpenses
that have had to be incurred in order to produce the goods, and
his first milestone is the cost of the goods sold, i.e. the cost of the
direct material and wages, plus the cost of the services necessary
to carry on the manufacture—known as the factory oncosts.

His manufacturing can hardly ever be in direct step with his
selling. The two organizations, however well they may play up
to each other, have each a momentum of its own which must be
allowed for. Sometimes the factory will produce more than the
sales department can sell, and sometimes vice versa, so that the
stock of finished goods and the work-in-progress are bound to
vary month by month.

Ovurtpur COMPARED WITH SALES

Sincc the monthly accounts record the direct wages paid
during the month, it is important for the managing director to
know what output of goods has been produced for those wages
paid, quite irrespective of whether the output has been sold or
not. Where the salcs department is lagging, part of the output
will go into stock; where the sales department is ahead, part of
the sales will be drawn from stock. For this reason the only way
to ascertain the cost of manufacture of the goods represented by
the sales turnover for the month is to bring into the calculation
the rise or fall of stock and work-in-progress during the period—it
being assumed that, as discussed later, this stock and work-in-
progress is carried at factory cost and not at prime cost.

In this manner it is possible to ascertain the cost of the goods
sold and subtract this figure from the sales turnover, to arrive at
the gross profit. From this all the residual establishment charges
have got to be paid, at the same time leaving a profit at the bottom
of the page.
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ExceprioNaL TRADING EXPENSES

At this point it is an advantage to consider a certain class of
expenditure which has been entitled ‘“exceptional trading
expenses.”” In a normal business the establishment charges
relating to the factory, the sclling organization, and the adminis-
trative section, should keep within close limits month by month,
whether these limits are increasing, decreasing, or keeping steady.
In cvery business, however, there arisc from time to time
exceptional items of a non-recurring nature which have to be met,
but which are so unusual in their incidence that if they were
included amongst the factory oncosts or the company overheads,
a false impression would be given. One actual instance in the
writer’s experience of expenditure of this nature was a flood in
the factory due to a cloud-burst which caused a considerable
amount of damage, both to the buildings and to the company’s
records, to remedy which cost a sum of some £800. Another
instance was a lawsuit which the company lost, involving a pay-
ment of £1500. Other items of a lesscr but still upsetting nature
can be called to mind by most industrialists, and for management
purposes it is better, therefore, to keep these in a category by
themselves under the heading of ““cxceptional trading expenses.”

Some authorities, whilst recognizing the value of keeping these
non-recurring exceptional cxpenses scparate from the factory
oncosts and company overheads, prefer to include them lower
down in the latter. The argument would be that both the
examples mentioned—the flood and the lawsuit—were expenses
which could more properly be included in the general expense of
the company as a whole than in the cxpenses of the factory. This
is true, and this position has the further advantage that the
“factory surplus” then becomes the gross profit, and this major
milestone on the road to the final profit thus takes the position
normally given to it in orthodox accounting, which is an advan-
tage where comparisons are involved.

In any case, the whole point of segregating these exceptional
trading expenses is to maintain the regularity of both the factory
oncosts and the company overheads. The exact point in the
narrative at which they are brought in is therefore of little signifi-
cance. The only key-figure affected by their position is the gross
trading profit.
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REsiDUAL CHARGES AND SUNDRY INCOME

Deducting the working expenses, adjusted for stock changes,
from the sales, we arrive at the gross trading profit. Next the
managing director will wish to see his selling expenses and his
general administrative expenses, including the fixed charges for
debenture or loan interest which have to be paid as the penalty
for trading on borrowed capital. When the sum of these is
deducted from the gross trading profit we arrive at the net
trading profit.

Now most firms have income of some kind or another which
arises from some source other than normal trading. It is impor-
tant that income of this nature should be kept clearly separate
from the trading income, as otherwise an altogether false impres-
sion of the profit-making capacity of the business may be gained.
Income from investments, cottage property, or any sums brought
in from sources outside the trading should appear here. A paid-up
claim for loss of profit due to a fire or any other reason would be
shown here also, since although it represents profits which the
company considers would have been made had it carried on
trading during the period when the fire prevented that trading,
nonc the less it is money obtained from sources other than the
actual trading which took place.

This sundry income is, of course, a legitimate addition to the
trading profit or loss, and after adding it in, the result is known as
the “net profit on the going concern.”

At the next further stage in the management survey, allowance
must be made for payments due to items arising outside the
trading year under revicw. Taxation must be paid, but the
amount due is only ascertainable after the financial year has
closed. If, however, the managing director wishes to know how
his final profit figure is standing at the end of the trading period
under review, he must have information as to how much of what
he has gained by the current trading he has to pay away to meet
claims due to a previous period.

Deducting, therefore, any items of this nature from the net
profit on the going concern, we arrive at the final profit for the
period.*

* To ascertain the cash resulting from that profit, depreciation has to be added
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ADJUSTMENTS

There remains one final stage. Reference has been made to
the inevitable nced of including adjustments of one kind or
another when a company is working with monthly accounts, and
the neccessity of building up a control method f{lexible cnough to
make allowances for those adjustments. They must be made
outside the current monthly results, as otherwise they will falsify
the true results for that month. On the other hand, they must
not be omitted, as otherwisc the final profit for the period will
not show the true facts of the case. It has thercfore been found in
practical control working that the best method is to have at the
foot of the Statement of Account a section for Adjustments,
where such items are noted as they arise and added to or deducted
from the final profit for the period, to arrive at the “final profit
after adjustments.”

DiugINITIONS

In management control, thercfore, the definitions of the stages
by which the final profit for the period is found are as follows—

1. Gross Trading Profit (or Loss), indicating the figure resulting
when all normal rccurring manufacturing or process expense
(including depreciation) has been deducted from the gross sales
(less returns).

In certain types of undertaking the gross profit is a more
certain indicator of the activity ot the business than the sales
turnover. For instance, where second-hand machinery and plant
are bought and resold, £5,000 turnover may bring in 100 of
gross profit, where another decal of £500 may produce £200.

Most of the variances in lay-out of the standard Statement of
Account called for by unusual types of business are to be found
above the gross profit linc.

2. Net Trading Profit (or Loss), indicating the figure resulting
after thec company overheads and the fixed charges on borrowed
capital have been deducted from the gross trading profit.

3. Net Profit (or Loss) on the Going Concern, indicating the figure
resulting after the sundry income (not from trading) has been
added to the net trading profit.

4. Final Profit (or Loss) for the Period, indicating the figure
resulting after any special charges (expenses not rclating to the
trading period under review, or not arising from the current



C.D. & CO. LTD.
MANUFACTURING, TRADING AND PROFIT AND LOSS ACCOUNTS
Year ENDING 31sT DECEMBER, YEAR B

To Stock on Hand 318t Decem- By Sales . 256,211
ber, Yr. A . 20,761 5» Stock on Hand 3lst Dccem-
,» Tools Purchased for Contracts 2,872 ber, Yr. B, Materials, Work
s» Purchases . . 186,867 in Progrc.ss and Finished
,» Carriage and Pa(-kmg 4,865 Goods 40,299
,» Instruction Books . . 186
»» Wages of Productive Staff . 23,678
,» Balance Carried Down . 57,281
296,510 296,510
To Works EXPENsES 4 By Balance Brought Down 57,281
,, Works Manager’s Salary,
Wages of Non-produc-
tive Staff and Oflice
Salarics 22,435
,» National Insurance 826
,» Rent of Factories . 2,200
s» Rates . . . . 327
,» Insurance . 2,378 Page 1
,» Packing and Qarnage. 3,235
,»» Printing and Stationery
Incl. Drawing Materials,
Photographic Expenses, ctc. 790
,» Telephone 557
s Lxght, Heat and Power 1,058
,» Travelling and Incidental
Xp. . . . . 638
»» Motor Exp. Incl. Insurance. 883
,» Factory Removal . 542
,» Brcakages, Spoilt Work, etc.. 2,998
,s» Maintenance and Rep to
Plant 1,093
Carried Forward 39,960 Carried Forward 57,281
£ £
Brought Forward 39,960 Brought Forward 57,281
'I'o Maintenance and Rep. to
Loose Tools . . 130
,» A.R.P. Expense . 702
,» Factory Dllapldatxons . 370
s» Maintenance and Rep. to
Premises 791
,» General Labour ‘and Supphcs 674
,» Insp. and Testing (Materxal) 106 Page 2
»» Experimental do. . 196
,» Consumable Stores . . 253
,s Postage . . . 128
s Overalls and Towels . . 373
»» Sundry Expenses . 858
»» Accountancy and Audit . 542
,» Commission Paid . 38
,» Firewatching and H.G. Exp 407
»» Bank Charges . . 338
»» Discounts and Allowances . 53
Carried Forward . 45,919 Carried Forward . 57,281

Fia.



C.D. & CO. LTD.
MANUFACTURING, TRADING AND PROFIT AND LOSS ACCOUNTS
YeAR ENDING 31sT DECEMBER, YEAR B

(continued)
£ £
Brought Forward . 45,919 Brought Forward . 57,281
To Obsolescence of Motor Cars 39
s 2 »» Plant . 324
,» Depreciation . . 1,685
,» Balance Carried Down . 0,314
57,281 57,281
To Orrice EXPENSES £
5»  Salaries. . 51,850 By Balance Brought Down . 9,314
ss  Salaries and Natlonal Ins. 1,623 ,» Interest on Investinents . 334
»»  Rent, Light and Heat . 321
s lrdvcllmg and Inc. Exp. . 459
,»  Postages . 162
s»  Printing and Statloncry . 146 Page 3
,»  Telephone and Cables . 389
5»  General Expenses . . 479
5»  Depr. Office Furniture 10
Carried Forward . 5439 Carried Forward . 9,648
£ £
Brought Forward . 5,439 Brought Forward . 9,648
Commission . . . 29
5,468
Intrst. on 6 per cent Debenture. 1,200
Balance, Being Profit for the Page 4
Year, Subject to Taxation,
Carried to Balance-sheet . 2,080

£9,648 £9,648
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trading activities) have been deducted from the net profit on the
going concern.

In the case of the monthly statements of accounts only, and not
in the final account for the financial year—

6. Final Profit (or Loss) after Adjustment, indicating the figure
resulting after all adjustments found necessary to maintain the
accuracy of the books of account have been added to or deducted
from the final profit for the period.

ADVANTAGES OF THIS METHOD FOR MANAGEMENT CONTROL

At first sight the above may appear to be an unnecessarily
complicated set of milestones from the sales turnover to the final
profit after adjustments. Those who adopt them, however, find
that cach is nccessary, having its own significance in management
control. The figures recorded are ““clean,” each in its own man-
agement category, and thus it is possible from this primary
document with its subsidiary detail shects, to make up secondary
statements of one kind or another to show any form or combina-
tion of the figures that may bec required. Direct wages, direct
material used, prime cost, the factory oncost burden split up into
indircct material, indircct wages, factory general charges and
factory standing charges, the rise or fall in value of raw material
stocks, work-in-progress, or finished goods stock, the output for
the month in sales value, the cost of goods sold (a vital
figure), the sclling and distribution expenses, the general adminis-
trative expenses, the sundry income not from trading, the excep-
tional trading expenses, the spccial charges relating to other
years—all these can be found without difficulty from a statement
of account sct out on these lines. Percentages can also be obtained,
whether against the sales figures or the cost-of-goods-sold figure,
and many years of practical use of this method in industry has
shown that there is virtually no information which a managing
director may requirc to control his business that cannot be quite
simply found if the accounts are arranged in this manner.

AN ActuarL ExAMPLE

A practical example may perhaps serve a useful purpose. Fig.
12 shows the manufacturing, trading, and profit and loss accounts,
set out on the method usual in accounting practice, for C.D. &
Co. Ltd. This is an actual copy (with all figures altered by
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C.D. & CO. LTD.

STATEMENT OF ACCOUNT

YearR ENDING 31ST DrCEMBER, YEAR B

77

Ref. Item L £ %
Sales Turnover . 256,211 100°0
Cost oF Goobs SoLp
1. Opening Stock and w.i.p.. 20,761
2. Direct Materials Purchased 191,732
3. Direct Labour 22,231
4. Factory Oncost 48,173
Sum. .| 282,897
Dedust :
(1) Closing Stock and w.i.p. . 40,299
Cost oF Goobs Sorp _ 242,598 94°7
Gross TrADING ProFIT 13,613 53
Deduct :
5- Company Ovcerheads 9,225
6. Exceptional Tr. Expenscs 542
7. Fixed Charges . . 1,200 10,967 4'3
Ner TrapiNGe ProrFrT . 2,646 1-0
Add:
8. Sundry Income 334 1
ProriT ON GOING CONCERN . 2,980 11
Deduct :
9. Special Charges . — —_
) FiNAL ProrrT FOR PERIOD £2,980 11

Fic. 13
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multiplying them by a constant) of the final audited accounts of
an engineering firm. The original occupies four pages 12% in.
X 17 in. Certain unimportant simplifying adjustments have
been made, but otherwise it is unchanged.

It will be seen that the first section carried no heading, but
records, broadly, the prime cost of the goods sold. The second
section is headed “To Works Expenses® and contains the remain-
ing factory expenditure, and the third, headed “To Office
Expenses,” covers thc gencral administration. The lines ruled
across in the example show the division caused by the four pages
occupied. The arrangement of the items is as in the original.

The statement of account, like the balance-sheet, is a primary
document, and should never show details. It should present only
the total figures in cach category, arranged in their logical
sequence so that the deduction of the various classes of expen-
diture, and the way in which the profit thereby lessens, can be
clearly seen. The accompanying detail sheets should reproduce
the headings of the primary statement, and undcr them set out
the detailed sub-totals, again arranged in their logical sequence.

For management control purposes the statement of account for
C.D. & Co. Ltd. would therefore be submitted to the managing
director as shown in Fig. 13, page 77.

This gives him a clear idea at once of what is going on in his
business——the cost of goods sold is too high to allow him a recason-
able profit, even though his residual charges (all other expense
outside the factory) are low. If he desires further details, as he
probably will, he can turn to the detail sheets, Figs. 14 and 15,
and there see how the various totals are made up.

The value for management purposes of the modern lay-out
nceds no argument. There is no more difficulty in presenting the
figures of the business in this manner each month than there is
in presenting them in the old way. It is merely a matter of
arrangement.

CoMPARISON SHEET ENTRIES

As in the case of the balance-sheet, the monthly statement of
account with its detail shects are primary transfer documents, and
all the figures should be entered up at once in fourteen-column
comparison sheets. In this way the managing director can watch
the rise or fall of any item month by month, and have prepared
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C.D. & CO. LTD.
. Year EnpING 31sT DECEMBER, YEAR B

EXPENDITURE DETAIL SHEET (1)

79

Ref, Detail
Opening Closing Decrease Increase
1. STOCKS AND WORK-IN-PROOR!B! £ £ L £
Finished Goods . . 3,189 5,364 — 2,175
‘Work-in-Progress . .| 11,145 24,792 - 13,647
Sum . . d 14,334 30,156 — 15,822
Direct Material . . . g,427 10,143 —_ 3,716
Total . . .| 20,761 40,299 — 19,538
2. Direcr MATERIAL PURCHASED Fa £
(including Carriage and Packing Charges).
RAw MATERIALS:
Steel Bar, Sheet and Section . . . . . 11,147
Non-Ferrous Sheet and Secuon . . . . 16,811
Malleable Iron Castings . . . . . 18,467
Non-Ferrous Iron Castings . . . B . 31,585
Other Direct Material . . . . . 17,305
94,813
Finisarn Goops AND COMPONENTS:
Electric Motors . . . . . . . 42,760
Electric Equipment . . . . . . 12,475
Diesel Engines . . . . . . 22,226
Diesel Equipment . . . . - 9,422
Miscellaneous Components . . . 10,034 .
96,917
ToTAL DirecT MATERIAL PURCHASED . 191,732
3. Dirrcr LaBour
Males over 21 . . . . N . 3,634
Males under 21 . . . . . 1,602
5,236
Females over 18 . . . . . 12,439
Females under 18 . . . . 4,556
16,995
TorarL Direct LABOUR . . . 22,231
4. Facrory Oncost
INDIRECT MAIERIAL:
Light, Heat and Power . . . . . 1,058
‘Tool Room Supplies . . . . . . 2,872
Drawing Office Supplies . . . . . 565
‘Works Office Supplies . . . . . . 225
Inspection Materials . . . . . 106
Experimental Materials . . . - . 196
Packing Materials . . . . . . 635
Consumable Stores . . . 253
ToTAL INDIRECT MATERIAL . 5,910
INpIRECT LABOUR:
Supervision. . . . 3,67
Production Office and Shop Clcncal . . . 2,438
Inspection . . . . . . . 2,443
Tool Room. . . . . . 2,472
Drawing Office . . . . . . . 3,822
Stores. . . . . . 985
General La.bounng . . . 5,009
ToraL INpirRECT LABOUR . . = 20,844

7—(B.434)

(continued on next page)




80 THE INTERNAL FINANCE OF INDUSTRIAL UNDERTAKINGS

GENERAL CHARGES:
Management Salaries . . . . . . 2,265
and U.I. . . . . . ) . 826
Telephone . . . . . . . . 55
Postage . . . . 12
Travelling and Incidental Expenses . . . 638
Motor and Incidental Expenses . . . . 883
Repair and Mamtenance—
Plant . . . . . . . 1,003
Premxscs . . . . . . . 791
Tools . . . . . . . . 130
Night Shift and Overtime Rates . . . . 1,447
Breakages and Spoiled Work . . . . 2,998
A.R.P. Expenses . . . 702
Firewatching and Home Guard Expenses . . 407
Overalls and Towels . . . 373
Factory Dilapidations . . . . . . 370
Sundry Expenses . . . . 858
ToTAL GENERAL l:.xnnsu . . . 14,466
STANDING CHARGES:
Rent . . . . . . . . . 2,200
Rates . . . . . . . . 327
Insurances . . . . . . . . 2,378
Depreciation . . . . . . . 1,685
Obsolescence . . . 363
ToTAL STANDING CHARGES . . . 6,953
Totar Facrory Oncost. . . . . . 48,173
Fic. 14

for himself any other comparative figures that can assist him, such
as the results of certain figures ““per working day” or “per L1
direct labour.” The former is a valuable basis of comparison,
since calendar months are of different lengths, and a month having
more working days will naturally show a rise in direct labour
when compared with a month of fewer working days. On a p.w.d.
basis the figure may be actually falling. This comparison would
only apply to those items of cxpense directly dependent upon the
number of days’ activity during the month. Salaries and other
cxpenses payable on a monthly basis would naturally not be
affected.

Finished goods stock and work-in-progress should always be
‘held at factory or manufacturing cost, and not at prime cost.
Some companies, probably influenced by the old ideca of keeping
stock at as low a figure as possible in order to provide a secret
profit reserve, adopt the practice of valuing finished goods and
work-in-progress at prime cost only, and are reluctant to change
because the re-valuation would expose the profit reserve. But
for management purposes the practice of prime cost valuation is
fundamentally unsound, since if goods made in period A are sold
out of stock in period B, period B will be credited with a profit
which was not really made in that period. In addition, if goods
made in period A are placed in stock, that period will have to
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C.D. & CO. LTD.
Year EnpiNG 31sT DECEMBER, YEAR B

EXPENDITURE DETAIL SHEET (2) -

81

Ref. Detail i £ £
5. CoMPANY OVERHEADS
SeLLing Exprnses;
Salesmen’s Salaries . . . . . . 1,100
Commission . . - . 29
Travelling and Entertainment . . . . 230
Advertising . . . . . . 165
Instruction Books. . . . . . . 186
Postage . . . . 46
‘Telephone, Tclegramn and Cables . . . . 278
TorAL SeLring EXPENses . . . 2,064
GENERAL CHARGES:
G.M. Salary and Directors’ Fees . . . B »200
Office Salaries and N.H.U.IL.. . . . . 1,173
Light and Heating . . . . . 41
‘Lravelling and Entermnment . . . . 229
Carriage Outwards . . . . . . 2,600
Postage R . . . . . 86
Printing and btatmncrv . . . . . 146
‘Lelephones and Telegrams . . P23
Accountancy and Audit . . . . 542
Bank Charges . . . . . 338
Comunission . . . . 38
Discounts allowed (less rec/d ) . . . . 53
Geuneral Expenses. . . . . 314
TorAL GeNErAL CHARGES 6,871
STANDING CHARGES:
Rent . . . . . . . . 280
Deprecnatlon . . . . . . . 10
ToraL STANDING CHARGES . . 290
ToraL ComMpANy OVERHEADS . . . . 9,225
6. Exceprionar_TravING Expzwszs
Factory Removal. . . . . 542
7. Fixen CnAkGu.
Interest on 6% Debentures . . . . 1,200
8. SunprY INCOME:
Interest on Investments . . . .
. ToraL Sunpry INcome . . . 334
SUMMARY OF EXPFND!TURB:
Direct Matenial . . . . . - - 191,732
Direct Labour . . . . . . . 22,231
Factory Oncost . . . . . . . 48,173
FAacrory Expense . . . . . 262,136
Exceptional 'I'rading ]:.xpcnscs . . 542
Company Overheads . . . . . 9,225
Fixed Charges . . . . . . 1,200
ResrpuaL CHARGES . . . 10,967
TorAL ExpPENDITURE . . . . 278,103

NOTE— In order to complete the above Detail Sheets, certain items in the original

have been split into their respective categories; e.g. ‘““Works Manager’s Salary,

of Non-Productive Staff, and Office Salaries—/£22,435.”
Fic. 15

ages
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carry the loss of the oncosts expended but not recovered in the
stock figure.

With annual accounts this may not have mattered much, as it
merely resulted in the transfer of profit from one year to another.*
But wherc monthly accounts are used for management purposes,
the error becomes a serious one, and any hope of basing manage-
ment control upon the monthly profit and loss figures disappears.

The remedy is simple enough, and consists in the accounts
being presented for control purposes with the stocks properly
calculated on a factory cost basis, month by month. When the
annual accounts are made up for audit the old prime cost basis
can be reverted to, if desired, and in this manner the profit
reserve will not have to be disclosed.

The cxample on page 83 shows the extent to which the
profit is affected when work-in-progress and finished goods are
valued under the two methods.

PrOBLEMS OF STOCK VALUATION

The ascertainment of stock values is one of the most uncertain
and difficult problems in the whole field of industrial accounting,
but it is impossible to find the figure of profit and loss for the
period unless the closing stock value at the end of each period can
be assessed on a reliable basis. The writer remembers some years
ago being shown the monthly accounts of a large company, and
at the foot of the profit and loss account the accountant had added
the sentence, ““Subject to stock variation.” On inquiry it tran-
spired that the company had not yet managed to devise any
satisfactory means of finding its closing stock figure, and therefore
the profit and loss account was being made out without taking
stock and work-in-progress into account at all. The fact that the
resulting figure of profit for the period was completely unreliable
did not secm to worry the managing director, who lived in a
state of cheerful uncertainty until the annual stock-taking, during
which the works was closed for a week whilst a physical check
was made. As a further three months elapsed whilst the results
were being extended, valued, and totalled, the final figure was
out of date before it came into being, and was only of value to
complete the annual balance-sheet of the company.

* Sce The Limitations of the Balance-sheet, by the late Sir Gilbert Garnsey (Gee & Co.).
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A. FINISHED STOCK AND WORK-IN-PROGRESS AT FACTORY COST

£ £ £ %
Sales Turnover . . . . 353,409 100
Cost or MANUFACTURE
OPENING StOCK AND W.LP.
Raw Material . . 32,047
W.i.p. and Finished Goods. . 126,299
159,246
Direct Materials Purchased . . 103,390
Direct Labour . . . 74,105
Factory Oncost . . . . 91,933
Sum . . . 428,674
Deduct :
CLosing Stock AND W.Lp.
Raw Material . . 25,103
W.i.p. and Finished Goods . 77,272 102,375
Cost or Goons SoLp . . . 326,299 92'3
Gross ProriT . . L27,110 77

B. FINISHED STOCK AND WORK-IN-PROGRESS AT PRIMLE COST

B £ £ £ %
Sales Turnover . . . . 353,409 100
Cost oF MANUFACTURE

OPENING STOCK AND W.LP.

Raw Material . . 32,947

W.i.p. and Finished Goods . 87,599
120,546
Direct Materials Purchased . 103,390
Direct Labour . . . . 74,105
Factory Oncost . . . 91,933
Sum . . . 389,974

Deduct

CrosiNg Stock AND W.LP.

Raw Material . . 25,103

W..p. and Finished Goods . 53,652 78,755

Cost or Goobs SoLp . . . 311,219 88-x
Gross ProrIT . . £42,190 11°9
Fic. 16

The writer has endeavoured elsewhere* to offer suggestions as
to how to deal with this problem of finding closing stock values
each month, but from the point of view of internal financial
control it may be as well to emphasize the immense importance

* See Higher Control in Management (Pitman).
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of achieving as accurate a figure as possible. The clearest possible
lines of demarcation should be kept between current, slow-mov-
ing, and obsolete stocks, whether of raw material, work-in-progress,
or finished goods. When writing down becomes an obviously
prudent step, this should be left to the closing month of the year;
if that is considered too long a period to wait, it should be done
at the end of the half~year. The practice of writing down stocks
at irregular periods is to be deprecated, though any sum written
off can, of coursc, appcar as an adjustment bencath the final
profit for the period, and thereby avoid upsetting the true result
of the trading.

MuLtipLYING ERRORS

Apart from the general need for the ncarest approach possible
to accuracy in industrial accounts, the rcason why the correctness
of closing stock valuation figures is so important is because a small
error in the value of a large closing stock may multiply into a
large error in the profit figure. In Fig. 16 the value of the closing
stock and work-in-progress at factory cost is 102,375, and the
gross profit £27,110. Assuming a final profit of 5 per cent on
sales, this would amount to £17,670. An crror of 1 per cent in
the stock valuation would amount to £1024 up or down, which
would give an error of 5'8 per cent in the final profit. Few
accountants would be prepared to claim an accuracy within
5 per cent between calculation and fact for a stock value of
£102,375, yet a 5 per cent error would mean an error of 29 per
cent in the final profit shown for the period, in this particular case.
The danger, of course, varies with the dimension of the stock
figure. When stock values are low, the danger is small; where
they are high, the danger becomes a risk that must be guarded
against as far as possible. But orthodox accountancy bases the
figures for the months throughout the ycar upon the opening
stock at the beginning of the year, and not upon the closing stock
of the month preceding the month under review. The opening
stock at the beginning of the year will be calculated on the
physical stock-taking figure, and therefore is (or should be)
reliable. In this way any monthly errors do not “snowball” but
seem, by the law of averages, to compcensate up and down.

Those who manage their businesses by means of monthly
accounts must bear in mind that the figures need handling with a
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sympathetic understanding of the problems with which the
industrial accountant has to deal. Some managing directors are
apt to assume that the monthly accounts submitted to them must
be accurate to the last penny, and since it is quite impossible in
monthly accounts to avoid adjustments (the calendar month or
four/five-weekly period being so short a space of time), they are
apt to throw discredit on the whole accounting structure when
figures put forward in all good faith in a previous month have to
be corrected.

This point of view is probably duc to the fact that in the days
when annual profit and loss accounts and balance-sheets were
considered adequate for industrial purposes, and such statements
were only used for managing a business in so far as the long-term
policy was concerncd, adjustments of this nature simply did not
cxist, as the final accounts werc not submitted until all necessary
corrections had been made. As a result, delays of anything from
three to tweclve months werc—and still are—not uncommon
between the end of the financial year and the production of the
final figures.

THE AccouNTANT’s TIME-TABLE

But monthly accounts used for managing the business must be
produced to a regular time-table, and there is no time to wait
until doubtful figures can be accurately dctermined. The
accountant therefore must do the best he can, and his profit or
loss for the month must be “subject to adjustment” for items
previously uncertain and now cleared up.

Admittedly the computation of profit is not the result of a mathematical
formula. Itisa calculation in which in practice a wide latitude exists involving
a lengthy serics of estimations dependent so much on hutnan judgment that
the product is a matter of approximation rather than accuracy in the mathe-
matician’s sense.*

When the twellth, or final, month arrives, the usual monthly
figures will be termed “interim” and will be comparable with the
eleven previous months. The accountant then makes up his
final figures for the year; stock values arc adjusted, any writing
down or off takes place, all queries are settled, and the formal
annual profit and loss account and balance-sheet submitted. This
gives the “final” twelfth-month figures, which are not used for

* ‘“ Amongst the Balance Sheets,” p. 34 (Gee & Co.).
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management purposes since they arc not comparable with the
previous months. They mercly provide the closing figures to
complete the correct moving annual totals.

The “final” figures for the twelfth month may not be available
for several months after the end of the financial year. This, how-
ever, docs not handicap the managing director, who can carry
on with the new monthly results as they appear, merely adjusting
his moving annual total charts or other records to the correct
positions as soon as the final results for the completed year
are available.

THE MANAGER AND THE ACCOUNTANT

During the last ten years it has become clear that much con-
structive rescarch work will be needed before the requirements of
the manager and the technique of the accountant can be made to
run smoothly in double harness. Itis the duty of the accountant to
produce a correct statement of income and expenditure, and of
the assets, liabilities and net worth; the manager has to maintain
the business in a profitable and secure condition. The accountant
can only dcal with the past, and the manager is concerned with
the present and the future. It follows, therefore, that the monthly
accounts, whilst conforming to that standard of truth and accuracy
which has made British accountancy the model for the world,
must at the samc time provide the manager with a true picture
of what is going on, so that hc can plan and direct his present
and future policy.

If the accounts of a business are to be used for this purpose,
such statements as are drawn up for management purposes must,
at times, be a compromise between the actual figures in the books
of account and the figures which show what has actually occurred
in the matter of income and expenditure. Where a recurring
cxpense is paid quarterly or half-ycarly, a rescrve cquivalent to
the charge for a single month must be included in the monthly
accounts, since that expense has becn incurred. But this should
only be donec where an expensc has actually been incurred: the
practice adopted by some accountants of including reserves to
cover expenditure that may or will be incurred in the future is a
mistake if the accounts are to be used for control purposes, as the
results no longer show what has actually taken place.

For instance, it is the practice in some concerns to include a
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reserve each month to meet the portion of the factory oncosts
which is not recovered during the annual works holiday. For cleven
months a reserve is made of, say, f100 each month; during the
holiday month the factory is credited with the £1100 and such
factory surplus as is actually made during the holiday month is
increased by that amount. The advantage of this practice is
difficult to sce. For eleven months the actual monthly profit
made is understated by 100, and in the twelfth month it is
overstated by f1100. The monthly profits may be thereby
more ncarly equalized, but the cqualization of monthly profits
is misleading to the managing director, if it is not true. The
scheme scems to be based upon the practice of building up a
cash reserve to meet an annual payment; but this is not here
involved at all.

ContrOL REQUIRES AcTUuAl REsuLts

If the business is to be controlled through the accounts, those
accounts must show what has actually occurred, and the manager
must learn to rcad and understand them in the light of his own
knowledge of what is going on in the business. Figures, unfortu-
nately, cannot talk; thcy are mute witnesses offering their
evidence, and the manager, from them, can sce preciscly what has
occurred, what is occurring, and what, if he adopts a certain
course of action, probably will occur in the future. But the onus
of the clucidation lies on him—the figures cannot do it for him.

The reader intercsted in the general management of an under-
taking through its monthly figures will have to study the subject
elscwhere than in this volume, which deals only with the manage-
ment control of the intcrnal finance of a business. That internal
control cannot, however, be achicved unless the monthly figures
arc presented in a properly arranged fashion. The whole of the
expenditure detailed in the statement of account arises in con-
nection with the circulating capital. The fixed capital is in no
way aflccted, since capital purchases or capitalized repairs are
dealt with outside the statement of account. The proper sub-
division of the monthly expenses is, therefore, the key to the con-
trol of the circulating capital so far as the internal movement is
concerned, and for that reason recommendations as to this
arrangement in the most effective manner are a necessary part of
the present survey.



SECTION III
THE MOVEMENT OF THE MONEY

CHAPTER VII

THE TURNOVER OF TOTAL CAPITAL EMPLOYED
AND THE INCIDENCE OF PROFIT

Having surveyed thc amount of money in the business, where it
has come from and where it is now, together with the two primary
documents which provide the facts of the case, we have next to
consider how the money moves whilst the going concern is
operating. One of the most difficult problems that a managing
director has to solve is how to pick out the facts and figures that
matter. The lifc of the busy departmental manager may be a hard
one, full from morning until night of things which must be dealt
with—but it is an activity within a limited sphere, however large
that sphere may be. As the grade of responsibility rises, the
matters which cannot be settled by a sentence or an action increase
in a proportion which is more geometric than arithmetic. The
“work-in-progress,”” to use a familiar phrase in a new sense,
grows cver larger, and whilst much may be done by decentralizing
authority and distributing responsibilities on clear-cut lines, the
final decision, especially in matters of policy, can only rest with
the executive head of the concern.

This faculty of sorting what matters from what does not matter
differs very widely amongst individuals. Some have a natural
sense of values; others wastc time and energy on effects without
trying to seck for the cause. So in control work—the highest level
of industrial management technique—the skill of the controller
lies in watching effects in order to find causes—and in directing
action to deal with those causes so that ill effects are removed or
minimized and good effects safeguarded and stimulated.

Any concern in any industry is an immensely complex machine,
full of mechanisms which must all function smoothly. All too
often the indicators and gauges which should tell the individual
in control what is going on are only scantily provided. No one
to-day would think of putting in a boiler installation without an

88
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adequate outfit of tell-tale instruments, usually of the recording
type, by which the chief engineer can watch the efficiency of his
stcam production. Yet, in spite of all that is known about the
subject at the present time, many a managing director is still
compelled to run his business mostly “by guess and by God,”
since no one provides him with the instruments of control and he
himself does not know the extent to which they actually exist.
He works harder than anyone else in his concern, gencrally, and
is acutely conscious of the weight of his responsibilities towards
his shareholders above him and his employees below him. He
sees effects without number and more often than not knows or
finds out the causes and initiates action to influence them in the
right direction. But unless he can be provided with a proper sct
of recording instruments, much of his effort may bc wasted or
applied in the wrong dircction.

TaE STrRESS OF THE DALy Rounp

In most industrial concerns cach day brings with it a fresh
batch of problems. The post-bag is full of inquiries, complaints,
proposals and discussions; the telephone is a fruitful source of
more. Mistakes or oversights or hitches in the internal organi-
zation contribute to the burden of matters to be dealt with,
whilst all the time the hang-over from previous days or weeks,
coupled with all the necessary development work initiated from
inside the firm, adds a background of pressure to what has to be
done. IHow often does one hear, ““Yes, I ought to have that
information, but wc simply haven’t the time to get it out”—and
that applies, only too frequently, to the very instruments of manage-
ment which should be the first concern of those responsible for
the running of the business. Yect the provision of those instru-
ments, the limited set of schedules and charts which would clearly
show the managing director what is going on, is a simple matter,
not even employing the full time of one individual in total, and
the excuse that there is not time to deal with such matters only
too often covers the uncasy knowledge that the functional manage-
ment is not sufficiently well organized for the data to be provided.
And so no attempt is made really to control the business.

The writer has dealt with the general framework of industrial
control in another work (Higher Control in Management). Since we
are here concerned only with the internal finance, the problem to
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be solved is which items recording the movement of the money
should be selected as being the exceptions important enough to
provide a similar framework for the control of the internal finance
of the business.

ExceprioN CoNTROL AND ToTAL CONTROL

Morc than fifty years ago F. W. Taylor, the great American
industrial consultant, drew attention to the important difference
between ‘‘exception control”” and ‘“total control.”” In his organi-
zation work in connection with production in factories, he had
found that to try to keep control of all the aspects of the work
defeated its own purpose—the movement was so rapid that to
endeavour to watch everything that was going on ended in a
network of paper and red tape which checked and discouraged
the free movement he was trying to organize. He used to aim,
therefore, at concentrating his control organization on the
exceptionally important aspects, assuming—quite correctly—that
the minor details would function smoothly if the major factors
were kept on the right lines.

In Taylor’s dictum lies a fundamental principle of industrial
management which Taylor himself probably did not realize at
the time hc noted it, as he did not develop it, or indeed even
state it clearly. Its neglect has led to unnecessary difficulties and
delay in many aspects of industrial life—notably in the early
organization of the national war effort and in the post-war
organization for the rebuilding of industry. To apply it here we
need to look for the exceptionally important items in the financial
movement and then set up recording mechanisms by which that
movement can be watched—and so controlled.

Tue TurNover oF ToraL CaritaL EMPLOYED

As we have seen, the total money in the business at any moment,
or the “total capital employed,” is to be found in the figure
recorded at the foot of the assets column in the balance-sheet, less
any fictitious assets.

Now a company exists to trade, or to provide goods or services
of some kind or another. Therefore, the total capital is employed
in that trading, some of it being used to provide the fixed assets
by which the goods or services are produced and the rest of it
providing the current assets or circulating capital which pay for
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the expense of that production. The result of the production
activity is found in the sales, and the more sales made the more
profits should return. It is clear, therefore, that the first and most
important “exception” in the financial control is the amount of
sales achicved by the use of the total capital in the business, or,
as it is usually termed, the turnover of total capital cmployed.

All financial management authorities agrec on the importance
of this figure of turnover of total capital employed.

The turnover of total capital used expresses the relation of the volume of
business done to the total capital employed. It is a broad mecasure of the
economy and eflicicncy observed in the use of capital in a business—a measure
of the effectiveness of the financial management.*

Inside this “broad mecasure” lie all the factors which must sub-
scquently be surveyed. Their interplay and influence on each
other result, at the finish, in more or less sales, more or less profit,
faster or slower movement of the money, and the ever-changing
relation to each other of the different classes of investment. But
first and foremost for the managing director comes the question
“Has my turnover of total capital employed increased or de-
creased?” Whatever the answer may be, the next question is
always “ Why?”—and in the search for the answer to that he
will come upon all the problems of internal financial control.

Clcarly the turnover of total capital employed will vary widely
between the various industries, depending upon the proportion
existing between the fixed capital and the circulating capital;
and what may be an efficient figure in one industry may be an
inefficient one in another. Two concerns may have a total
capital employed of £100,000; Firm A, in heavy engineering,
has £60,000 of fixed capital and £40,000 of circulating capital;
Firm B, in light assembly work, has £20,000 in fixed capital and
£80,000 in circulating capital. To turn over the T.C.E. once in
a ycar, the circulating capital of Firm A will have to make 2-5
revolutions, and that of Firm B only 1-25.% '

If Firm B were to turn over its circulating capital at the same
rate as Firm A, then the latter would need a rate of profit on
sales of double that for Firm B in order to achieve the same profit

* Financial and Operating Ratios in Management, by Bliss (Ronald Press).

t Itis very unlikely that a firm on light assembly work would turn over its circulat-
ing capital so slowly, unless abnormal credit terms resulted in a high figure of debtors.
This aspect of affairs is dealt with later.
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on the total capital employed. For example, if the sales for
Firm A were £100,000 those for Firm B would be £200,000. To
show a profit of £10,000 on the total capital employed, Firm A
would need to have a profit of 10 per cent on its sales as against
one of only 5 per cent in the case of Firm B.

The larger the proportion of fixed capital in the total capital
employed, the more active will the movement of the circulating
capital have to be, in order to carry the inert burden of the money
sunk into the means of production. The converse is equally true—
if the money is kept liquid, and only a minimum sunk in fixed
assets, the casicr will it be for the company to do business at
narrow profit margins. But—and this is worth bearing in mind—
the more vulnerable the company will be to variations in prices,
costs and public demand.

OwNED AND BorRrROwED CAPITAL

The question of whether the T.C.E. is owned or borrowed is
immaterial for this control figure. The company is employing so
much capital in its trading, and therefore that capital must turn
over, through salcs, to an extent sufficient to provide a proper
return on that capital. Since it is only through sales that profits
accrue, the more often the T.C.E. can be turned over, the more,
in sum, will the profit be, and the better the chance for the com-
pany to make an adequate payment to the shareholders for the
use of their money.

The reader will naturally inquire what a normal figure of
turnover would be in various industries. Unfortunatcly, reliable
and up-to-date information on this subject is difficult to obtain,
since companies in this country arc extremely reluctant to include
their figure of annual sales in their published results. Until a
research has been set on foot to provide comparative data, any
concern desiring to control this aspect of its financial position can
only work out its own results and then endeavour to improve them.

Trade cycle variations will influence considerably the turnover
of the total capital employed. By normal usage the latter should
steadily if slowly increase up to its optimum point, the accre-
tion of profits becing more than the deduction due to out-
payments. Provided the proportion between fixed and circulating
capital is maintained, the turnover of T.C.E. should rise to a
certain normal, as the sales increase should be higher than the
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capital increase—if the market is there. But many factors go to
influence this figure of turnover of T.C.E., and the results, over a
scries of years, usually show quite a variation. It is, thercfore,
all the morc neccessary to watch it and investigate if the figure is
found to be lessening. Profits only arise from sales, and sales are
only made through the use of the total capital employed. If]
thercfore, from one cause or another (increasing fixed assets,
perhaps) the £ sales arc becoming less per £1 of T.C.E., the profit
earned on the T.C.E. is likcly to be falling off as well. Hence the
turnover of total capital employed is the very foundation of finan-
cial control, since from it radiate all the investigations needed to
watch the movement of the money in the business.

Tue INcIDENCE oF ProriT

To obtain a surplus of income over expenditure is the working
objective of all industrial and commecrcial undertakings, and it
is an objective which must be attained if continuity of operation
is to be assurcd. Once a profit is being made, however small, the
concern can continue to function indefinitely; but where it is
working at a loss, sooner or later the money remaining will be
too reduced for it to be able to pay its way and it will be forced
to cease opcrations.

Although the profit recorded at the end of the financial year
is a single figure, it can be studied from a number of different
view-points, of which three take precedence. These are—

,(a) The profit on the total capital employed.
**(b) The profit on the sales turnover.
" (¢) The profit on the net worth.

The sccond is, in a sense, the most important aspect, since
it is only through sales that profits accruc at all. The other
two are yardsticks of financial efficiency, from which it may
be ascertained whether the undertaking is being effectively
managed.

These aspects of profit refer to the internal financial control.
From the management standpoint there are also profits by pro-
duct, either shown as final profits or gross marginal profits, and
profits by departments, which compare departmental income and
cxpenditure. These do not, however, come within the scope of
this volume.
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(a) THE Prorir oN THE ToraL Carrtar EmpPLOYED

When a company is formed, and shares are offered for public
subscription, the response will depend upon the opinion of the
prospective investor as to the return he will receive on his money.
If he invests in Government funds, where security is guaranteed,
he will receive a certain fixed interest, so that in view of the
element of risk involved in investing in a concern which does not
guarantee the safety of his moncy, he expects a proportionately
higher return.

The rclation between industrial trading risk and return on
shareholders’ investment is another subjcct for future research,
and is obviously not susceptible of clear conclusions, since the
success or failure of any class of business is directly dependent
upon the management. Where onc managing director would
avoid all risk, and conduct the affairs of his concern with prudence
and foresight, another might plunge into the most perilous per-
formances, and bring about complete failure. But it has become
a more or less recognized standard that industrial and commercial
undertakings, subject to normal trading risks, ought to provide
two or three times the return that would be received from money
invested in “gilt-edged > securities.

At the start, trading will be carried on solely by means of the
shareholders’ and creditors’ money. But as the ycars pass addi-
tional funds may be borrowed and the creation of reserves will
have increased the net worth, which is the sharcholders’ equity
in the business. The total capital employed, therefore, is, where
profits are made, bound to grow to a larger sum than the original
investment of the shareholders up to the point where the issued
capital may form quite a small proportion of the moncy in
the business.

The total capital employed is the sum of the liabilitics and the
net worth, the latter being made up of the original shareholders’
subscriptions plus the accumulated reserves. Hence the share-
holders might expect from a well-managed undertaking a mini-
mum return of two or three times the gilt-edged interest rate,
whatever that might happen to be, on their equity as repre-
sented by the net worth.

But the figure of profit on the total capital employed must be
taken before charging interest on borrowed money, or making
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any deductions for taxation. The question of whether the capital
in use is owned or borrowed has no bearing on its effective com-
mercial utilization, and clearly the profits earned in such utili-
zation must be recorded before taxation, which varies from year
to year. For any company, therefore, the minimum of profit on
the total capital employed would be the amount necessary to
provide, say, 10 per cent on the nct worth, plus charges for
borrowed capital. The calculation would be made as follows—

P.Q. & CO. LTD.

£ £
NeT WoORTH
Issued Capital . . . . 100,000
General Reserves . . . 45,000
P.and L. C/f. . . . . 3,500
Total Net Worth . . 148,500 @ 10%, say 14,850
BOrRrROWED CAPITAL
5% Decbentures . . . 50,000 @ 5% = 2,500
Bank Overdraft (av) . . 20,000 @ 4Y% = 8oo
Dircctor’s Loan . . . . 5000 @ 5% = 250
Other Liabilities . . . 40,000 —_ = —
Total Liabilities . 115,000 3,550
Minimum Profit on T.C.E. for P. Q
& Co. Ltd. . £18,400
Fic. 17

The reason why the borrowed capital portion of the T.C.E. is
not expected to return 10 per cent is that it is not subject to risk,
being borrowed against some form of security. But the net
worth, belonging to the shareholders, is subject to risk, and the
return should be commensurate with that risk.

DiviDENDS

It does not follow that the shareholder will receive a 10 per
cent dividend. The board may have other plans in view for the
final profit after taxation. On the other hand, the issued capital
may be relatively so small that ample dividends can be paid
without contravening the rules of sound finance. Since in a
well-managed concern the net worth will always be greater than
the issued capital, if 10 per cent can be made on the net worth the

“prospect of the shareholder receiving a dividend of that amount
will be determined by the financial policy of the board, and not
by the surplus profits available.

8—(B.434)
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This figure of true profit on total capital employed, though in
a sensc academic, has a genuine value in that it shows the burden
of taxation more clearly than any other of the different recognized
forms of profit. The cost of borrowed funds is a charge on the
expenses of the business, but taxation is applied after the ascer-
tainment of the profit on the going concern, and only what is left
is the reward of the owners of the business. It is necessary to
adopt a term for this figure of true profit on total capital employed
and the words “operating profits,” used by Bliss, appear to be the
most suitable. Bliss defines it thus—

Operating Profits represent the final net profits from operations after caring

for all costs and expenses incurred, but before providing for federal taxes, or
interest, or any return on the capital used.

This operating profit figure, which when found will prove to
be either above or below the minimum for the company, is ascer-
tained on the lines sct out in the example of P.Q. & Co. Ltd. just
given. If the present profits exceed the minimum figure, the
managing director can congratulate himself that his business has
passed the basic test of trading efficiency. He himself may be far
from satisfied, and consider that he ought to be doing better with
the opportunities he sees before him. Moreover, he may need to
excced the basic figure in order to strengthen his financial position.
But at any rate his business cannot be criticized as being below
minimum in the employment of his shareholders’ money. If, on
the other hand, his present results are below minimum, he will
have to consider how the margin between cost to sell and sale
price can be widened, so as to provide the larger sum of profit
required.

FinpiNeG THE OPERATING PROFIT

Since the “Final Profit after Adjustment” at the foot of the
profit and loss account includes the charges for fixed interest and
taxation, to find the operating profit it is necessary to add back
what has been deducted. The incidence of taxation is irregular,
and it may be paid in instalments, so that it is nccessary to keep
a moving annual total of this. If the bank interest charge on the
overdraft can be obtained monthly, a moving annual total can be
kept of that as well; if not, the only course is to take the moving
annual average of the bank overdraft figure at the end of the
month, and multiply it by the rate of interest charged by the bank.
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This will give an approximate cost of the money borrowed from
the bank. Fixed interest payments will also be taken as a moving
annual total. The sum of thesec three items, added back to the
final profit after adjustment, will give the operating profit, which
should be taken as a percentage of the total capital employed a
year previously.

This figure of operating profit should be calculated each month
in order to ascertain whether the effective use of the money
employed is improving, or deteriorating. As Bliss points out—

The operating profit earned on the total capital used is the real measure of
earning power from the operating point of view, which is the point of view of
the business executive controlling the operations and transactions. It is for
financial management to determine that satisfactory operating profits earned
in the conduct of a business are realized by the stockholders to the f{ullest

extent in the form of surplus net profits. That means economical and efficient
financial management of the business.

The figure of “Vinal Profit after Adjustment’ gives the manag-
ing director the closest view he can get of what money will be left to
him for re-employment or distribution after all fixed interest
charges and taxation burdens have been met. But it will be seen
that between the figurc of opcrating profits and that of the final
profit after adjustment there is a gap, the width of which will be
determined by the nature of the company’s financial structure.
Where there is no loan capital and no overdraft, the gap will
consist of the taxation only. But where the proportion of loan
capital is high and the bank overdraft is as large as the assct
sccurity will allow, the gap may be a large one. If, however, the
issued capital in the second case is relatively small, the dividends
paid to the shareholders may be the same in both cases.

RESEARCH AND STANDARDS NEEDED

The figure of two to three times gilt-edged return, say 10 per
cent, taken here as a standard for normal commercial under-
takings is a nominal one, and research is needed before any
recommendations of practical value can be made on the subject.
The risk to shareholders’ money varies very widely, and a con-
cern exploiting a wasting asset like a mine should show a higher
rcturn than a distributor handling a commodity in general use.
The Finance Act of 1915 set up a standard of profit allowed in
calculating Excess Profits Duty, and Sec. 24 governed application
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to a Board of Referees for increases on that standard. A number
of trades did apply for increases. A study of these, however, shows
that the great majority relate to companies operating in foreign
countries, and no recognizable principles seem to govern the
allowances that were made to undertakings operating in this
country. More recently, the Finance (No. 2) Act of 1939 laid
down certain lines upon which Excess Profits Tax would be cal-
culated, but thesc were based more upon permissible profit limits
than upon standards of normal trading. Trading risks obviously
depend to a large extent upon world trade conditions, so that
the standard return upon total capital employed would have to
be linked to some world trade variant, as well as being dependent
upon the class of activity, and therefore nature of risk, involved.

(6) THE PrOFIT ON THE SALES TURNOVER

This aspect of profit is the best-recognized one, since it is only
through a sale that a profit accrues at all, and most companies
strive to make as much profit as they can. It need not necessarily
be assumed that this is based upon sheer greed. Profit on sales,
being the difference between total cost and market price, repre-
sents the outcome of two continuing and strenuous industrial
cfforts—that of the sales manager to find markets and induce the
custoracrs to buy the goods, and that of the production manager
to reduce manufacturing cost and produce a better and morc
attractive article. The final result of those efforts is the margin
between what it costs to make and distribute the goods, and what
the customer will pay for them. To anyone familiar with the
inside atmosphere of industrial undertakings the idea that the
management is a gang of Shylocks, whose one aim in life is to
sweat the operatives and fleece the consumer, would be amusing
werc it not tragic. Whatever the shareholders, who own the
equity of the business, may feel, those who are managing it
usually think of profit principally in the light of a gauge by which
the results of their cfforts can be measured. From the general
management aspect of industrial activity, the margin, surplus,
or profit, emerging from the trading operation must always form
the final test, when related to the other factors, of whether those
operations have been judiciously and successfully carried on
‘or not.

Few concerns start the year’s operations without a plan of
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some kind. Such a plan usually budgets for a certain sales turn-
over, split for the various categories of goods sold, and expected
to bring back a certain profit on the sales. In practice this profit
is more often than not based upon previous results, adjusted up
or down in accordance with trade or development prospects.

Take as an example X.Y. & Co. Ltd. (sce p. 60), making a
forecast, in February, year A, of the operations in year B. The
company has a sales M.A.T. at the time of the forecast of £125,432,
and a net trading profit M.A.T. of £4865, which gives 3-g per cent
profit on the sales. The total capital employed is £74,512
(February figure), and the net worth was £51,739; the only
borrowed capital subject to fixed intcrest is a small 5 per cent
debenture for £4850. There is no overdraft.

The operating profit minimum would therefore be—

£
10%, on Net Worth of £51,739 ~ 5174
5% on Debenture of £4850 = 242

Hence, O.P. Minimum for X.Y. & Co. Ltd. = 5416

Now the net trading profit MLA.T. in Fcbruary was £4865,
which with the [f242 fixed interest charge added back would
give an operating profit of £5087. The company, therefore, is
operating below minimum.

Surveying his future, the managing director can foresce in the
latter portion of his year a drop in sales, owing to certain changes
in the requirements of the public and competitors’ products
replacing his own. He is quite prepared for this and already
arranging for devclopments in other directions, but these will
not mature until the middle of the year. He decidcs, therefore,
to aim at a sales turnover for the year of £112,000.

But he is not satisfied with his surplus (even if it be above
standard), since he has certain improvements in view which he
is anxious to finance out of profits. He decides, after a careful
review of the different product-lines which he has already set out
to arrive at his sales target of £112,000, to aim at a net trading
profit of £5650, or about 5 per cent on the sales, instead of 3-9 per
cent. He knows that he has one advantage, at any rate—the
materials required for his new developments are relatively
low-priced.

Now if his sales M.A.T. was £125,432, and his net trading
profit £4865, his total expenses must have been £120,567. If he
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is going to make £5650 profit on £112,000 turnover, his total
expenses will have to come down to £106,350 (neglecting sundry
income in both cascs.) He faccs, therefore, the task of reducing
his total expenditure for year B from [120,567 to £106,350—i.c.
by £14,217, or nearly 12 per cent.

Looking up his cxpenditure detail sheet, he finds that the
£120,567 is made up as follows—

£
Direct Material . . . 84,623
Direct Labour . . . 9,901
Factory Oncost . . . 21,385
Factory Expense . . 115,909
Company Overheads . . 4,116
Exc. Trading Expenses . . 242
Fixed Charges . . . 300
Total Expenditure . .£120,567
Fic. 18

It is obviously in the factory where he will have to make his
expenditure reduction. He sets his buyer the target of co-opera-
ting with the production staff to reduce the cost of the direct
material by £12,000, and his works manager that of reducing the
direct labour by L1000 and the factory oncost by fi1217. If this
can be done, his profit betwcen the projected sales of £112,000
and the total expenditure of £106,350 will be the £5650 at which
he is aiming.

The stage is now sct, and as the industrial year moves on each
actor knows the part he has to play. The managing director can
watch the progress towards the goal he has marked out, and take
what steps may be necessary if anything secms to be going astray.

PLANNED MANAGEMENT

This example has been given to show how definitely the profit
on the sales turnover lies at the back of all planned management
in commerce or industry. All other profit relations are yardsticks
of one kind or another used to measure whether the management
of the concern is satisfactory or not. But the profit on sales is the
vital factor upon which the whole going concern depends, and if
that cannot be made adequate, the company will not prosper.

What that profit should normally be depends on a number
of factors. The nature of the product, customer demand, and



THE TURNOVER OF TOTAL CAPITAL 101

competition are the three main ones, and the incidence of profits
will vary as these factors operate. A company may market a new
product, stimulate demand, and with little compctition against
it obtain a profit of, say, 20 per cent. This soon gets known,
competitors grow up, and the profit may fall to 5 per cent or less
as prices have to be reduced. If competition becomes excessive,
profits may almost or entirely disappear, and cases arc well
known where in certain industries all the compecting concerns
were making a loss through price-cutting—a statc of affairs of
temporary benefit to the customers, but of permanent harm to
industry and customers alike.

Profits on sales arc usually much lower than the public imagine.
Roy A. Youlke, Vice-President of Dun and Bradstrect Inc., in
his pamphlet Expansion from Retained Earmings, 1940 -1944, gives
data from 72 different lines of business, manufacturing, wholesale,
and retail, covering in all 5457 concerns. The median figures of
“Net Profit on Net Sales” can be summarized thus—

Type of Business M:‘llr:;;fgc- V\;l;;)ée- Retail Total
Lines of Business Activity 36 24 12 72
No. of Concerns 2,577 1,820 1,060 5,457
Net Profits on Net Sales 1944—
(Median results)
000 to 0°99%, —_ 1 — 1
100 to 1-99%, 1 5 1 7
2:00 to 2°99%, 8 6 2 16
300 to0 3-99% 18 7 3 28
4700 10 4°99% 7 1 3 1
5700 10 5:09% 1 1 1 3
69 and above 1 3 2 6
Total 36 24 12 72
Fic. 19

Comparing these figures with the table of “Surplus Net Profits
earned on Sales” in Bliss, based on the ninc years from 1913 to
1921, it would appear that at that time the profit earned was two
to three times that obtained in 1944.

It will probably come as a surprise to most readers to see that
out of thirty-six manufacturing lines, each in a different industry,
not more than one quarter of the results show profits of 4 per cent
and upwards on the sales. This does not, of course, mean that
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the profit on the total capital employed was below standard,
or that the concerns did not pay good dividends. As the reader
appreciates, it all dcpends upon the speed of the circulating
capital.

(¢) Tue ProriT oN THE NET WORTH

This is really an investors’ criterion, and has little bearing
upon the effective trading of the going concern. Since the net
worth is made up of the issucd capital, the general reserves and the
balance of the profit and loss account, the borrowed capital
(including all provisions) is not recorded in it. If, therefore, the
total capital employed is largely made up from borrowed capital
it is possible, and indeed probable, that the profit made on the
total capital employed will provide a very much higher return
on the net worth. This is largely the cause of high dividend pay-
ments, since, dividends being payable only on issued share capital,
if the proportion of share capital to total capital employed is
small, dividends can be large. For this reason the asscssment of
working results from the figure of profit on net worth is only of
value to an investor, either actual or potential, since it enables
him to ascertain the likelihood of dividends being maintained.
In so far, therefore, as the maintenance of dividends is a part of
the financial management of a company, this factor may require
watching, but it is of secondary and not primary importance.

Reverting to X.Y. & Co. Ltd., the net worth in March, ycar A,
was £52,107. Profit on the net worth is calculated on the figure
of twelve months back, so that if the profit in ycar B is to be
£5650 before deducting taxation it would show 10-8 per cent on
the net worth. Since only £30,000 shares have been issucd and
the rest of the net worth is “ ploughed-in profit, a dividend of 10
per cent could be paid to the shareholders, amounting to
£3000, and the remainder could be taken into the General
Reserve or carried forward in the Profit and Loss Balance.
(This is under the assumption that no other special appropri-
ations of profit were made.)

As to a standard of what the profit on the net worth of a
business should be, surely the answer is that it should be such as
will allow for the payment of dividends on the share capital of
two to three times the amount currently paid on Government
securities (or such amount as may represent a fair return on the
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risk involved) and, at the same time, provide adequate reserves
to be reinvested in the business and so increase the shareholders’
equity. In 1938 the Chairman of Tube Investments Ltd.
suggested that ““a sound rule for a manufacturing business is
that it is not safe to divide more than two-thirds of the profits
carncd,” the remaining third, at least, being retained in the
business.*

Through this reinvestment the proportion of owned to borrowed
capital should incrcase and the business become financially
sounder. The portion of the net worth represented by the reserves
and the profit and loss balance is, admittedly, the property of the
shareholders and has accrued through the use of their money.
But as long as they receive dividends proportionate to the risk
they took in making the original investment, they cannot reason-
ably expect more, however their net worth property may have
grown. The practice of paying out large dividends and neglecting
the creation of reserves has been responsible in the past for many
concerns getting into very bad condition, with obsoletc machines
and cquipment, old and inefficient buildings and little or no
financial stability at the back of them. So that when money
was needed for reorganization, it was just not there—duc,
simply, to unsound financial management.

SUMMARY
Summarizing, thereforc—

1. The turnover of total capital employed is found by divid-
ing the sales turnover for twelve months by the figure at the foot
of the assets side of the balance-sheet (less fictitious assets).

The rise or fall of this figure is a measure of the activity of
the money in the business.

Rise is favourable; fall is unfavourable.

2. The threc most important measures of profit are the
profit on total capital employed, the profit on sales turnover
and the profit on net worth.

3. The profit on total capital employed is found by dividing
the twelve months’ operating profit by the total capital em-
ployed at the beginning of the period, and is a measure of the
commercial success of the management.

* ¢ Amongst the Balance Sheets.”
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4. The profit on sales is found by dividing the twelve months’
net trading profit by the twelve months’ sales turnover, and is a
measure of the commercial stability of the business.

5. The profit on net worth is found by dividing the twelve
months’ net profit on the going concern by the net worth at the
beginning of the period, and is a measure of the existing value
of the shareholders’ capital investment.

In all three a rise is favourable, a fall unfavourable.



CHAPTER VIII
FIXED CAPITAL INVESTMENT

ONcE the general movement of the total capital employed has
been considered, we can pass on to a survey of how that movement
is influenced by the two components—the fixed capital and the
circulating capital.

The internal financial control of the movement of the fixed
capital resolves itself into a constant watch that the money invested
in the means of production is adequate but not excessive, properly
balanced, and represented by assets which genuinely work for
their keep. Control here is of a long-term nature, and will be
dictated by the requirements of the trading in which the circulat-
ing capital is used. Of necessity there is a close conncction
between the two—the trading will be hampered if there is not
suflicient equipment to produce the goods, and the means of
production will slowly become inefficient if the trading is not
profitable enough to provide cash to replace obsolete or worn-out
equipment. From the other angle, the trading will also be ham-
pered if there is too much equipment, or cquipment of too
expensive a nature, to allow the goods to be produced at a normal
cost. Fixed and circulating capital, therefore, have a direct
interdependence, and must be brought to a nice balance if the
most effective use of the total capital employed is to be achieved.

Since the fixed capital docs no trading and, therefore, itself
making no direct profit, has to be carricd by the circulating
capital, the first point that emerges is that in any trading concern,
the smaller the proportion of the fixed capital in the total, the
better for the profit-carning prospects of the business. On the
other hand, the less ““solid> will the business be, and the more.
difficult it may be to obtain temporary trading accommodation.
If a man starts a business with a capital of £10,000 and puts
£gooo into buildings and equipment, leaving only (1000 for
circulating capital whercwith to trade, he will soon have to obtain
more money—and if he attempts to borrow it, he can offer as
sccurity for the loan the £9oo0 of fixed assets he possesses. But if
he begins by renting a factory, hiring machinery and only expen-
ding £1000 on buildings and equipment, retaining /£gooo for

105
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trading purposes, he will probably not require more money for
some time, if ever, since additional funds will accrue through
profits and so permit the normal extension of the business. Should
he come to need more circulating capital, however, he will have
no assets of importance to offer as security for the loan, though he
may be able to show a number of years’ satisfactory trading
results as evidence of his profit-earning capacity.

In normal trading the latter course is clearly the better one,
though there are many industries where a product cannot be put
on the market at all without expensive equipment being installed
at the start. But as a general axiom it can be stated that the less
. money sunk in fixed assets the better.

As we have seen, the Fixed Assets are divided into—
(a) Tangible Assets
Fixed Property Investment
Other

() Intangible Assets

(¢) Fictitious Assets.

(@) TANGIBLE ASSETS

In this class are placed all assets which do not come under the
intangible or fictitious classes, and are also not current assets
forming part of the circulating capital. Owing to the omnibus
nature of the category, it is important that the investment in the
actual means of production should be clearly shown separately
from any other items which, though they may be genuine and
valuable, have nothing to do with that production. The fixed
property investment consists of land, buildings, plant, machinery,
equipment, loose tools, jigs, patterns, drawings, office furniture,
fixtures and fittings, as well as the stocks of coal, coke, oil and other
consumable stores “‘not held for the purpose of re-sale”” and
required for the running of the business.

The valuation of the fixed property assets in the balance-sheet
is usually carried out in one of two ways. The first maintains the
original cost value, plus additions, and makes a provision on the
other side, under the liabilities, for the depreciation. (This should
be deducted from the stated assets value when the true value of the
tangible assets is required.) The second records the depreciated
value at the end of the previous financial year, adds the value of
the new assets acquired during the year, and deducts the annual
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depreciation, thus arriving at the assessed value of the tangible
assets at the end of the current year, The former method has the
advantage of providing a continuous record of the cash expended
in tangible assets, but is apt to be more misleading to the unwary
than the latter, as to the up-to-date value of those assets.

In theory, concerns operating within the same class of industry
should be comparable in regard to fixed property asset proportion,
and it should be possible to ascertain within practical limits what
a normal should be for that industry. But, as Gilman points out,
this could only be done if the asset valuation base werc the same
in all cases, which it is not.

It is theoretically conceivable that two corporations could have identical
plants. And yet their balance-sheet values might be quite different due to any
of the following causes—

(1) Difference in construction costs due to geographical location.

(2) Differences in construction costs due to variations in material and
wage costs caused by business conditions.

(3) Differences in construction costs depending upon whether work was
done by fixed contract, by cost plus contract, or by the company’s own
workmen.

(4) Diflerences in depreciation policies.

(5) Differences caused by revaluation through appraisal, etc.

(6) Differences in methods of financing purchase.

These are not the only causes which might result in diflerences between the
book values of these two plants, but the list is sufficient to make it clear that
such dollar values are not necessarily representative of physical facts.*

Morecover, industrial undertakings, even in the same class of
industry, seldom are precisely comparable as to product, and the
type of product, will largcly determine the fixed property invest-
ment. Comparison would thereforc only be of value where the
investigator could make certain that the type of product was
exactly similar—which would narrow down the field almost to
vanishing point. A study of the data available in works of refer-
ence seems to show that such comparative figures are of little real
significance, except broadly to confirm what is an obvious fact—
that where the product requires extensive equipment to produce
it, the fixed property investment will be larger than where the
product is easily produced or merely assembled or handled
for re-sale.

* Analysing Financial Statements, p. 210 (Ronald Press).
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DANGERs OF Fixep AsseT EXPANSION

The temptation to put more and more money into the fixed
property assets is a serious one, since it arises mostly in times of
good trade. The company is overwhelmed with orders, the
factory cannot turn out the goods fast enough, and there appears
to be cvery justification for extensions to buildings and additions
to machinery and equipment. New processes are adopted, old
plant is scrapped and replaced, and the value of the fixed property
investment increases steadily. Usually this expenditure is financed
by borrowing moncy on which fixed interest will have to be paid.
Whilst trade expands all goes well, but when the trading limit is
reached, and the sales begin to fall, the company is faced with
having to bear greatly increased charges which could be met whilst
the value of sales was high, but which become a menace to profits
below a certain level of turnover. This often results in an increased
sales effort, incurring further expense in the effort to maintain
or increase the expansion achieved. So the burden of cost rises,
until the company is often working at full capacity, but making
less profit than it was before the expansion began. Should sales
recede seriously, should the judgment of the managing director
prove faulty, or any part of the organization unequal to its task,
the firm may be left with an excessive proportion of its total
capital employed in the fixed property assets, placing a burden
of profit-earning upon the circulating capital which the latter
is unable to carry.

By virtue of its inflexibility, an excessive proportion of fixed
property asscts is a serious danger in a going concern. It is not
susceptible of quick cure, and often indeed imposes a state of
affairs that is incurable cxcept by action which is bound to entail
loss to the shareholders. Over-expansion of buildings, plant and
equipment can only be remedicd in two ways: either by the
re-development of the sales activity, perhaps in new directions,
so that the buildings and plant can once more be fully employed;
or by the sale of the surplus equipment, so that it can be reduced
to normal proportions once again. The first alternative is possible,
but not probable; the second disagreeable, but practical. Some
of the share capital may have to be written down, but the cash
received from the sale of the assets will provide additional cir-
culating capital, and the shareholders may in the end receive
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more money in dividends on their reduced shares than they did on
their original ones, if the reconstruction cnables the company to
go ahead once more.

More often than not the fixed property investment will con-
stitute the whole of the tangible assets of a company. In the
balance-shects of the larger concerns, however, there will be found
items such as subsidiary companies, and funds of one kind or
another. Since these are neither intangible nor fictitious, and
also do not form part of the current assets or circulatiug capital,
they must be brought in as “other” tangible assets. The circum-
stances affecting such investments belong more to external than
internal industrial finance, and it is not proposed, therefore, to
deal with them at length here.

(b) INTANGIBLE ASSETS

The principal intangible assct met with in balance-sheets is
goodwill. Volumes have been written on the subject of commer-
cial goodwill and its valuc.

Goodwill in its commercial meaning is the transferable right which grows
out of all kinds of past effort in secking profit, increase of value or other advan-
tage. The term ‘‘commercial goodwill” covers the whole field of rights
growing out of all past effort of this nature. These rights are legally protected
under various names, cither by statute law or by common law, for the use and
benefit of the owner. Commercial goodwill may thus include any and all such
property as business connections associated with names, persons and places of
business, trade-marks, patents and designs, copyrights, and the right to
exercise monopolies. Itis important to observe that these rights exist altogether
apart from the question of whether or not they have any present exchangeable
value.*

Where goodwill appears in a balance-sheet, it almost always
represents the diffcrence between the balance-sheet values of the
company’s asscts at the time of the transfer to new ownership, and
the sum paid by the new owners in the takeover. It might be
called a profit-carning factor, and in certain classes of widely
advertised goods the goodwill has probably more to do with
success than the tangible assets. But the fact remains that money
sunk in goodwill, unlike the money spent on buildings and
machinery, has been expended on an intangible working tool,
probably valueless if the company should cease trading, pos-
sibly decreasing in value rapidly and unavoidably if the goods

* Balance Sheet Values, by P. D. Leake (Gee & Co.).
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marketed are challenged by some new product. Yet how-
ever much the trading value of the goodwill depreciates, the
capital issued to sharcholders to pay for the original goodwill
value remains, and a reasonable return on it will have to be
provided. So the company becomes over-capitalized, with all the
working drawbacks which such a condition brings with it.

Thus there can be no doubt that the over-capitalization of industry, caused
by the common practice of capitalizing, in the form of fixed shares, an amount
representing the computed value of goodwill, must often operate later on in
the history of companies to cause such high levels of prices for the products
as to be destructive to trade, just as would be caused, for instance, by the
systematic overstaffing of industry. The practice must also frequently lead to
the premature failure of an undertaking, which, if its fixed capital had been
rigidly confined, in amount, to the value of actually existing things, . .
might have continued to be profitably carried on.*

It would appcar, therefore, that sound financial practice in
normal trading undertakings calls for the writing off of any
amount standing in the balance-sheet as goodwill as soon as it
can conveniently be done. This implies the replacement of the
goodwill by other assets of a more tangible nature, by increasing
the liquid or working asscts, or purchasing fixed assets out of
profits.

Hargreaves Parkinson, in Scientific Investment, recommends that
goodwill, instead of being written completely off, should be left
at £1, “so that financial writers will comment approvingly on it
every year.”

(¢) Ficrrtious ASSETS

The fictitious assets, being, as their name implies, not assets
at all but only balancing book-entries, requirec no comment other
than that they should be written ofl the balance-sheet as soon
as possible.

Fixep CaprraL CoONTROL

It was suggested at the start of this chapter that the control
of the fixed capital resolved itself into a constant watch to see
that it is—

(e) Adequate but not excessive.
(&) Properly balanced.
. (c) Represented by assets which genuinely work for their
keep.
* Balance Sheet Values, by P. D. Leake (Gee & Co.).
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Of these (a) and () are not susceptible of comparison against
standards since they depend upon the circumstances of the
individual business. Only the prudence, skill, and insight of the
board can make sure that these two conditions arc being fulfilled.

But it is possible to watch whether the fixed capital is working
for its keep. We have already seen that the turnover of the total
capital employed and the profit accruing from that turnover are
measures of the effective management of the business. Since that
total capital is composed of the fixed and the circulating capital,
the turnover of the fixed capital, and the relation of the operating
profit to it, should be thc measurc of the effective management
of the fixed capital side of the business.

If the fixed capital produces the goods, and the circulating
capital trades with them, which makes the profit for the going
concern? This is another aspect of the old argument, heard so
frequently across the lunch-table of the firm, as to whether it is
more important to produce than to sell. The answer is that both
are of equal importance, since cach is complctely dependent upon
the other, and success or failure in either will reflect itself in the
working of its alter ego.

Since there is only onc profit, that which comes from the sales
to the customers, and only one turnover—those sales——all internal
ratios »f turnover or profit must be based on them. The fixed
capital investment, therefore, divided into the sales turnover will
give a certain figure; if that figure vises, it implies that more turn-
over is being done with the same fixed assets, or the same turnover
with reduced fixed assets—both of which are favourable indica-
tions. The same holds good for the figure of profit.

If the figure falls, then either less turnover is being done with
the same fixed assets, or the same turnover with more fixed assets—
both of which are unfavourable indications, implying that the
fixed assets are not—whatever the reason may be—working so
effectively for their keep as they were.

But the total fixed assets may increase, without any increase
in the fixed property investment. Since the latter exists in order
to provide the goods used in the trading, it is clear that the
relation between the sales turnover achieved in trading and the
sum invested in the fixed property portion of the tangible assets
will show whether the carning-power of that investment is
increasing or decreasing.

9—(B.434)
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Like all ratios dependent upon two variables, thc movement
will not show which factor is responsible for the change. But sincc
the objective of thc managing dircctor is to ensure that his
fixed property investment is maintaining the rcturn which he
considers it ought to give, if the ratio moves the wrong way it will
at lcast draw his attention to that fact.

Pravsicar, Unitr MEASUREMENT

The fixed property is there to provide output. Whether that
output can be sold at a profit is another question altogether—onc
with which thc plant and cquipment is not primarily concerned.
Wherever possible, thercfore, the output should be measured in
physical units—tons, cubic yards, gallons, fect, or items-—and not
in moncy value. A colliery output is mecasurcd in tons as the
basic unit, and by dividing the vendable tons produced by the
value of the fixed property it is possible to watch the increase or
decrcase of the tons per £1 of fixed property. Selling valucs may
alter, and though the £ output value per £1 fixed property will
thereforc rise or fall, that change does not come about from a
more efficient use of the fixed property investment, but on account
of the change in the market value of the output.

Unfortunatcly, the grcat majority of industrial undertakings
cannot measure their outputs in units, and the only figure avail-
able is the sales turnover resulting from the output. Now when a
firm markets a certain range of products-—even if made up of
goods differing quite widcly from each other---the law of averages
seems to maintain a sufliciently close regularity month by month
for their sales valucs to be of use in control work. If sales prices
rise drastically this would have to be taken into account in con-
sidering the control results. But such drastic rises are unusual, and
the sales turnover of a company, if watched monthly, scems to keep
very rcgular in total valuc under normal trading circumstances.

Each month, therefore, the output in units, or the sales value
of the production (i.e. the sales turnover adjusted for stock
variation), should be divided by thc value of the fixed property
investment and improvement will be shown by increasing results.

Fixep ProperTY EXPENSES

Bliss recommends as additional control ratios the relation of
fixed property cxpcenses to investment and to sales.
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Fixed property expenses bear definite relationships to the fixed property
investment and to the volume of busincss done, which afford valuable
measurcs of financial and operating economy. They are, in fact, more than
measures of efficiency and economy; they are measures of business policies.
Favourable ratios of property expenses to the volume of business done afford
competitive advantages, and on the other hand, unfavourable ratios impose
competitive disadvantages which arc quite permancnt in character and arise
out of the policies controlling the cxpansion of fixed property investments.

Fixed property expenses should embrace all costs arising out of the owner-
ship and use of fixed investment in plant and equipment, including deprecia-
tion, insurance, taxes, repairs, and, for many purposes, intcrest on the invest-
ment. These expenses are practically fixed costs which must be carried by
operations, and are affected by fluctuations in the volume of husiness done. . . .
For any individual property these fixed expenses are likely to remain quite
constant {rom year to year, of course allowing for increase in the cost of repairs,
and will therefore bear quite a fixed relationship to the amount of capital tied
up in fixed property investments.*

To provide these ratios would require a split of the factory
oncosts, company overheads, and fixed charges into thosc arising
from the three subdivisions ol assct investinent previously indicated,
i.c. current assets, fixed property investment, and all other assets.
This would bring into prominence the expense due to the fixed
property investment, which has to be carried, along with any
expenses arising from “any other assets,” by the circulating
capital (or current assets). Any additions to the fixed property
investment would incvitably entail an addition to the fixed
property expenses.

The cost of the fixed property expenses is recovered from the
customer by mecans of the overhcad factor in the sales price.
Hence volume of sales is all-important; if sales arc not adequate,
recovery will not meet actual charges. The greater the investment
in fixed property, the more the fixed property expensc will be,
and the higher will be the figure of sales volume below which loss
begins. Hence the company with high fixed capital investment
is handicapped in relation to a compctitor with lower fixed
capital investment. For this reason the managing dircctor would
be well advised to take out at lcast each quarter the percentage
of fixed property expenses to investment, and fixed property
expenses to sales turnover.

The problems connected with the control of the circulating
capital movement, as will be seen in the next chapter, are of a

* Financial and Operating Katios in Management, p. 112, by Bliss (Ronald Press).
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totally different nature. But they are much more susceptible to
immediate action than those which arise in connection with the
fixed capital. With the circulating capital a policy which as time
passes proves to be ill-judged can be reversed, or circumstances
so mastered that it is, after all, successful. But an error of judg-
ment in the fixed capital policy may saddle the concern, for the
remainder of its existence, with an immovable burden which will
hamper its trading, restrict its development, and may even cause
its final collapse. TFixed capital control is based on foresight,
circulating capital control on insight. Both are vital to the success:
of a business, but whereas the penalty of error in the latter is hard:
labour for some years, in the case of the former it is usually a;
life sentence.

SuMMARY

The recommendations put forward in this chapter may be
summarized as follows —

1. The proportion of fixed capital in the total capital
employed should be kept as low as possible.

2. Intangible assets, where they exist, should be written
down to £1 as soon as possible.

3. Fictitious assets, where they exist, should be written right
off as soon as possible.

4. For control purposes, the following ratios are recom-
mended—

(a) The ratio of sales turnover to total fixed assets.

(6) The ratio of sales turnover to fixed property investment.
(¢) The ratio of fixed property expenses to investment.
(d) The ratio of fixed property expenses to sales turnover.



CHAPTER IX
CIRCULATING CAPITAL FLOW-SPEED

THE fixed capital, as we have scen, has to be carried by the
circulating capital, which is the active partner of the two. Refer-
ence once again to Fig. 2 will refresh the reader’s memory as to
how this activity is shown. It is always in movement, passing
from one form to another, and from one sort of investment to the
next in the circle, yet all the time that movement arises from, and
should therefore be dictated by, the policy of the management.

Industrialists tend to get into the habit of assuming that the
circulation of the liquid and working assets is an automatic affair,
and if things go wrong it must be duc to external circumstances
beyond their own control. A little thought will show the fallacy
of that, for the profit aimed at must be based upon some expected
sales turnover, which is again based upon some cxpected produc-
tion. And that production calls for certain cxpenditure in
materials, wages, and charges which sets the pace for the circulat-
ing capital movement, the normal debtor-period being known
also. The remainder of the financial control should obviously be
built up around these central facts, and there is under normal
conditions no stage at which anything unexpected can intervene.

Since a company carries on its trading by means of its cir-
culating capital, the more often that capital can be ““turned over”
—i.e. the more circuits it can complcte in a year—the more
profitable should the trading be. The total of the circulating
~apital being found in the current assets, and the record of how
that capital has been successful in creating goods or services being
found in the sales turnover, the annual speed of the circulating
capital flow at any month in the year can be assessed quite simply
by dividing the current assets total for the month into the ML.A.T.
of the sales turnover for the month.

ExampPLE—
M.A.T. Sales Turnover = £191,047
Clurrent Assets = £78,108
191,047
Circulation Flow-speed = —-—— = 2.45 revolutions per annum
78,108

= 140.3 sales days
115
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Tue Speep oF CIRCULATION

The flow-speed of the circulating capital has not in the past
received the attention it would seem to deserve. The tendency
has been to watch sales and profits, pushing the former in order
to increase the latter. This may be an enterprising commercial
policy, but if it is maintained without a watch on the circulating
capital speed, it may rcsult in an unduc increase in borrowed
capital (bank-overdraft or creditor-money) and so give rise to
over-trading.

Since the current asscts normally consist of cash, debtors,
finished goods, work-in-progress, and material stock, it will be
seen that if the cash can be turned into material, wages or
expenses without so much delay; the debtors induced to pay
more quickly; the finished goods sold off as far as possible to
customers; the work-in-progress diminished by better organi-
zation in the factory; and thc material stock reduced by use,
this will have a double effect in improving the flow-speed, as the
sales turnover will increase, and thc current assets decrease.
This process cannot, naturally, be continued indcfinitely, as every
type of concern has an optimum current assets structurc in relation
to the sales turnover, depending upon the markets available, the
lay-out of the factory, the nature of the product, and thc normal
commercial payment terms for debtors and creditors existing in
that class of business. FEvery business, thercfore, should know its
own normals for cash, debtors, finished goods stock, work-in-
progress, and materials stocks, expressed most conveniently in
sales days.

Then, as the M.A.T. of the sales turnover rises and falls, it
will be possible to check whether the flow-speed is increasing,
decreasing, or remaining constant in terms of sales days.

The question is sometimes asked whether it would not be more
effective to use the number of working days in the year as the
basis of measurement rather than the number of calendar days.
There appear to be two reasons why the 365-day basis is prefer-
able; firstly, the number of working days in a year varies widely
in different concerns (between 245 and 280), and therefore the
“working-day”’ basis would not be a comparable one; and,
secondly, the calendar day is the basis of commercial transactions
such as bills and promises to pay. ‘“Payment in thirty days” as
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commercial terms of sale implics thirty calendar days, and the
circulating capital is subject to these calendar day terms in the
dcbtor portion of the circuit. It appcars best, therefore, to use the
365-calendar-day basis for checking the circulating movement
throughout.

CircurLATING CAPITAL INVESTMENT

If, in the simplc example given at the beginning of this chapter,
the circulating flow-speed of the total current assets employed was
2:45 revolutions per annum, or 149-9 sales days per revolution,
it is clear that if the total of current assets bc broken up into its
component items it will be casy to see how many salcs days are
spent in each section. The example is an actual one from the
records of a firm manufacturing light clectrical equipment; the
analysis of the current asscts was as follows, and the figures for
the following year have been added for comparison.

FIRM X
Year A B
Item £ Sales Days L Sales Days
Cash . . . . . 8,943 17°1 10,322 13°4
Debtors . . . .| 46,673 894 59,078 767
Finished Goods . . . 3,211 59 5,637 7'3
Work-in-Progress. . . 11,648 22°3 26,730 34°7
Materials . . . . 7,633 146 10,784 140
Other Current Assets — —_ — —_
Total Circulating Capital .| 78,108 149°3 112,551 146°1
Index . . . 100 e 144 —
Sales Turnover . . .| 191,047 — 277,875 —
Revs. per annum. . . 2°45 1493 2:49 146°1
Sales Turnover Index . . 100 — 145 —
Fic. 20

It will be seen that in year B the company increased its sales
turnover by 45 per cent and its circulating capital by 44 per cent,
but the circulating speed remained almost identical, the increased
lag in the greater work-in-progress and finished goods being
counter-balanced by a lessening of the time the company’s money
spent outside the circuit in the possession of the debtors,
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The following is another example of actual figures, taken from
a small non-ferrous foundry, expanding rapidly under war

conditions—
FIRM Y

Yecar A B C

Sales Sales Sales

Ttem £ Days £ Days £ Days

lash . . . . 18 2 101 6 409 17
Debtors . . .| 5,056 | 633 | 10,137 | 61°1 | 15,744 | 674
Finished Goods . . 405 51 687 41 631 27
Work-in-Progress . . 587 73 1,236 75 1,535 66
Materials . . 455 57 963 58 782 34

:
!
I

Other Current Asse ls

Total Circulating C‘apnal 6,521 | 816 | 13,124 | 791 - 19,101 | 81'8

Index. . . 00 | — 201 — 293 —
Sales Turnover . .| 29,194 | -— | 60,095 | — | 85,314 | —
Recvs. per annum . . 447 | 816 461 | 791 446 | 81-8
Sales Turnover Index . 100 _ 206 o 292 e

Fie. 21

In this little concern the sales rosc in year G to ncarly three
times what they were in year A. The staff worked well together
as a team and understood the importance of good organization.
Material supplies were carefully controlled, the internal movement
of the work-in-progress laid out for rapld flow, and dispatching
arrangements for finished goods organized to avmd delays. The
finance was in very capable hands, and as a result of all this the
flow-speed of the circulating capital rcmained practically unaltered
in spite of the much-increased volume. The somewhat lengthy
period in debtors was due to the fact that practically the whole of
the company’s output went to the Government and called at that
time for somewhat protracted payment formalities.

SETTING THE NORMAL

The normal circulating capital flow-speed will vary with each
concern, and each month’s results should be checked against that
'normal. In businesses where the process is short, materials easily
obtainable, and stocks of finished goods not required except in
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day-to-day quantities, the circulating spced will be high. Where
the process is a long one, where matcrials have to be ordered
specially from the manufacturers, and a range of finished goods
must be kept in stock to meet the sales department requirements,
the circulation speed will be low. Whether high or low, a normal
should be established in cach section, and then, as the figures
come through month by month, it should be the objective of the
management to keep reducing the lag to its lowest possible point.

The normal would be estimated somewhat on the following
lines, in a company making, say, small machine tools on batch
production lines, with a sales turnover M.A.T. of about £80,000
or £220 per sales day—

1. Casu

Assuming that the company is working on an overdraft the
cash would be a nominal figure, say, 1 sales day.

2. DEBTORS

The company trades on monthly accounts, so that decbtors
should be assumed as 45 days.*

3. FinisHED Goobs

Usually the batches are completed before all the machines are
sold, and, therefore, there is always a stock of finished machines
on hand worth about £6500; say, 3o sales days.

4. WORK-IN-PROGRESS

In batch production this is liable to be rather high, and the
machining, assembling, and testing of the batches take, say,
avproximately two months. The work-in-progress should be
about £12,000; say, 55 sales days.

5. MATERIALS
These would be somewhat varied in nature, mostly steel and
brass bar, ferrous and non-ferrous castings. Some small malleable

castings have to be obtained up to a year’s supply at a time from
the makers. Normal stocks, about £4500; say, 20 sales days.

* Although “monthly accounts” should indicate about 30 sales days of debtors,
prompt payment by customers is by no means the invariable rule in trading. In
addition, there are usually a number of invoices under discussion for discounts,
special allowances, etc., so that experience has shown that in monthly account trading
45 sales days of debtors is about a normal figure.
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6. OtHER CURRENT ASSETS
In this casc, none.

Summary—
EstiMATE OF NORMAL CIRCULATING
CAPITAL SPEED
Sales Days £

Cash . . . . 1day 220
Debtors . . . 45 days 9,900
Finished Goods . . 30 6,600
Work-in-Progress. . 55 12,100
Materials . . . 20 ,, 4,400
I51 ,, Or 2°42 revs. 33,220

per annum. [—

Fic. 22

Once the normal has been worked out, the next step would be
to take the actual figures at the end of the next month under
review, and compare them with the normal, thus—

CIRCULATING CAPITAL FLOW-SPEED

ComparisoN BrrweeN NORMAL AND ActuaL @ x/x/x

Normal Actual

Item Sales Days £ Sales Days £
Cash . . . . . I 220 1’9 433
Debtors. . . . . 45 9,900 71°9 16,393
Finished Goods . . . 30 6,600 37:6 8,573
Work-in-Progress . . . 55 12,100 627 14,296
Materials . . . . 20 4,400 20°g 4,765

Other Current Assets . . — — — —
Total . . . . 151 33,220 195°0 44,460
Sales Turnover M.AT. . . — 80,300 —— 83,220
Per Sales Day . . . — 220 — 228

Revs. per annum . . . 2:42 — 1-87 —

Fi6. 23 7

It will often be found, on the first occasion that this measure-
ment is made, that the actual periods spent in one or two of the
sections are considerably above the target set. In the above
example, cash is -g of a sales day too high, debtors 26-9g sales days,
finished goods 7-6 sales days, work-in-progress 7-7 sales days,
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and materials ‘g of a sales day. At a turnover of £83,220, each
sales day brings in £228; if the circulating speed can be increased
from 195 days per rev. to 151 days per rev., or by 44 days, this
could provide £228 X 44, or £10,032 more turnover in the year.
If the firm is making 5 per cent profit on its sales, this would
mean another £500 profit in the year’s trading.

The above reasoning is naturally based on the supposition that
the market can absorb the extra £ 10,000 turnover. Ifnot, efforts
to decrease the lag in the various scctions mentioned would result
in that lag being transferred to the cash section. This would,
in fact, be an advantage, as it would provide additional liquid
resources for any purpose, apart {rom making it clear to the
managing director that part of his circulating capital was doing
no work.

MonTtaLY COMPARISONS

It should be remembered that in comparing the current
monthly results with the normal, the £ sums will vary with the
sales M.A.T., though the sales days may not change. It is from
the sales days, not the moncy, that the variation in the movement
should be watched. When the sales day normals have been set,
it is a good plan to make up a simple chart from which the £ sums
can be rcad at any sales M.A.T. figure. The monthly return
could then show normal £ sums as well as sales days, with a
column indicating the extent to which the current month’s
figures were above or below normal, on the following lines—

CIRCULATING CAPITAL FLOW-SPEED
AS AT X/X[X
Cnrcuhtmg Capltal £44,460, Sales M A.T. ,{,‘83,220, Salcs Day = (228

[ ——— - R
Sales Days £ Sum
Item E— - o -
Above | Below Above | Below

Current | Normal Normal | Normual Current | Normal Normal | Normal
Cash . . 19 1 9 —_ 433 228 205 —
Debtors 719 45 26-9 — 16,393 | 10,260 6,133 —
Finished Goods . 376 30 76 —_ 8,573 6,840 1,733 —_
‘Work-in-Progress| 627 55 77 — 14,296 | 1 2,5@0 1.756 _—
Materials . . 2049 20 .9 — 4,765 208 —
Other C. A. . — — — —_ —_ —_— —
Total . .| 1950 151 440 — 44,460 | 34.428 10,032 —
(Deduct) . .| 1510 — — — 34,428 —_ — —
(Check) . . 440 — -— — 10,032 — -— -—

Fic. 24
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The approach to management control is largely dependent
upon the personal point of view of the controller, and there are
some pecople to whom money sums mean more than a unit like a
sales day. To such, the fact that £6133 more than normal is
being withheld by dcbtors from its return to the fold is more
striking than the statement that the debtors are 26-9 days in
excess of normal. It all depends upon the point of view.

The reader will appreciate that this method of measuring the
speed of the circulating capital provides the key to the most
important part of the internal financial control. The normals in
each section can be varied at the managing director’s discretion,
to suit his policy, yet throughout control can be maintained in
terms of sales days. The sales are the vital factor in any business,
the barometer of its commercial activity; the sales day—the sales
for a period of twelve months, divided by 365—is a convenient
and logical unit, which conveys to the reader’s mind an impression
of time well suited to thc purpose of control.

Moreover, it fulfils all the requirements of a method of measure-
ment, since it responds automatically to the change of increasing
or decrecasing trade. When the turnover is rising, the sales days
will begin to incrcase first in the materials, then in the work-
in-progress, and then in the finished goods. As the increased
production passcs out through the sales, the turnover will continuc
to rise and the dcbtors will probably rise slightly. If the expansion
continues, the other sections will continue to rise, ahcad of the
rising turnover trend, until the expansion stops, and trading
stabilizes itself on the higher level. All scctions will then begin
to fall again, until they should regain the normal set at the start.
If they do not, it is proof that some ncw factor has been intro-
duced—perhaps excessive work-in-progress due to overcrowded
shops, excessive finished goods due to too many varietics, or it
may be excessive debtors due to special credit terms.

With decreasing trade thc measurement is equally effective,
since the falling turnover trend causes the sections to record
rising sales days, even if the sums involved do not increase.

MoNTHLY AND ANNUAL RESULTS

It has been pointed out that if the circulating capital recorded
at the end of the month be divided into the moving annual total
of the sales, the result, though correct for the year ending that
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month, may be misleading if sales are steadily rising or falling,
owing to the slow movement of the M.A.T. This is true, and for
this reason it is as well to record the current monthly sales day
figure as well as that based on the M.A.T. The former is found by
dividing the current salcs turnover by the calendar days in the
current month, and the extent to which it works out above or
below the M.A.T. sales day will indicate the current position of
affairs, compared to the long-term trend.

AN ALTERNATIVE METHOD

In the coursc of the research into methods of control over the
movement of the circulating capital, an alternative has bcen
suggested to the procedurc just described. This is to watch the
relation between the circulating capital and the sales turnover,
as a straight percentage, thus avoiding the sales day calculation.

By this method, Fig. 20 would read as follows—

FIRM X
Year A B
Pcrcentage of Percentage of

Ttem £ Sales Turnover £ Sales Turnover
Cash 8,943 47 10,322 3'7
Debtors . . 46,673 244 59,078 21-3
Finished Goods 3,211 17 5,637 20
Work-in-Progress 11,648 61 26,730 96
Matcrials. . 7,633 40 10,784 39
Other Current Assets -— — - —
Total Circulating Capital .| 78,108 4079 112,551 40°5
Sales Turnover. 191,047 100%, 277,875 1009,
Sales Turnover Index . 100 — 145 —

F1c. 25

The normal would be assessed as a percentage of the sales
“ turnover also, and divergence from normal could be watched as
in the sales day method.

Whilst this percentage method is somewhat the simpler of the
two, it is open to question whether the mental impression resulting
is as striking as it is when the calendar day is used as the basis
of measurement.
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Tne CAsH SECTION

Firms working on a bank overdraft will show only a small cash
float, since all their liquid asscts are probably in circulation, and
out-payments are made by drawing on the bank within the limit
permitted. Firms which keep their account in credit, however,
will show a fluctuating amount of cash amongst their liquid assets,
since thcy must build up a cash fund out of which out-payments
(taxation, intcrest, dividends, ctc.) can be paid.

Opinion is divided as to whether such a cash fund for external
payments should be deducted from the circulating asscts when the
flow-speed is being calculated, especially in the case of Tax
Reserve Certificates. The author’s preference is in favour of this
deduction, as it shows up morc clearly the movement of the
true circulating capital used for trading.

The position is that a portion of the circulating capital has, so
to speak, been diverted into a backwater prior to being removed
altogether. If it be still considered as forming part of the circulating
capital, the rate of flow of the whole will slow down—to speed up
once morc when the diverted sum has been paid out, and is no
longer in existence. If; on the other hand, it is considcred as paid
out once it has been so diverted, the actual circulating capital will
not be aflected when the payment takes place. Should it, for any
reason, not be paid out as cxpected, it would naturally be used
for trading oncc more and return into circulation.

It is by no means uncommon for firms to have a surplus of cash
which cannot be used for trading, as the market is unablec to
absorb the goods or services that would be created by the usc of
the moncy for materials, wages, ctc. Such cash is usually invested
in some easily realizable security, so that it can bring in some small
interest whilst lying idle. In this condition it would appear
amongst the liquid assets and therefore form part of the circulating
capital. This is bound to reduce the circulating speed of the
actual capital employed in the trading, and thercfore the same
problem arises as with the out-payment provision—whether it
should be deducted from the circulating capital before calculating
the flow-speed. But in this case, circumstances are different; in
the case of the out-payment provision the money is as good as
gone, and it is only a question as to the moment at which the
deduction is made. In the casc of the invested money, it is a
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genuine part of the company’s trading capital, and if it cannot be
used for that purpose it is misleading to pretend that it docs not
exist, and so present an unduly optimistic picture of the circula-
tion speed of that trading capital. Tt may, however, be con-
veniently shown separately in a special section to itself.

MerHops PreviousLy USED

There is, of course, nothing novel in the suggestion that the
investment in the various current assets should be watched. Many
accountants do so now, but usually by means of ratios or per-
centages based on various combinations. Cash is not generally
given special consideration, though the attention of the
managing director would be drawn to an excessive sum lying
unused. Debtors arc usually related to creditors, or are surveyed
in a schedule arranged in order of overduenecss, so that the old
accounts can be pressed for and the money brought back into
circulation. Materials, work-in-progress, and finished goods
stocks arc often combined in one total, which is divided into the
moving annual total of the sales to find out the number of times
the “stock™ is turning over in the course of a year—with the
intention of making it move faster. Many of the more advanced
members of the accountancy profession use checks of different
types, including the rccognized financial ratios dcvcloped in
America in the carly 1920’s, to maintain a close control over the
movement of the finance in the business. But the control of
the internal finance is one aspect of the general management of
the concern, and it must, therefore, fall within the responsibilities
of the managing director. For his use some method must be devel-
oped which shows him the position without demanding a know-
ledge of the technique of accountancy—and the method set out
above, measuring the month-by-month investment of the current
assets in terms of sales days, appears to meet his requirements.

A FIieLp ror RESEARCH

Moreover, it appears also to open a wide and interesting ficld
for practical research which might be of great value to business.
In any class of industry-—heavy cngincering, light engineering,
textile, boot and shoe, glass, and so on—the amounts invested
in the current assets should be comparable, though they will
differ widely betwcen industries, and mutual comparison of
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results might be of great value. This would appear to be a more
possible proposition than the comparison of fixed assets investment
previously mentioned. Two engineering firms, one with its own
buildings and plant, and the other with hired fixed property,
would show very diflerent fixed assets pcrcentages in their make-
up of total capital employed. But if both were marketing the
same product, their circulating capital movement should be
comparable. Cash, debtors, finished goods stock, work-in-pro-
gress and materials should show much the same proportions, as
should the flow-speed. Any differences would arise from the
relative management efficiency of the two concerns.

SUMMARY
Summarizing, therefore—

1. Circulating capital flow-speed can be ascertained by
dividing the total of the current asscts into the sales turnover
for twelve months.

2. This flow-speed should be measured in sales days, the
value of the sales day being found by dividing the sales turnover
for twelve months by 365.

3. The circulating capital will be found in—

(a) Investments and Cash.
(6) Debtors
(¢) Finished Goods Stock
(d) Work-in-progress
(e) Material Stocks
(f) Other Current Asscts.
4. The amount of money invested in each of these sections

should be measured each month in sales days.
Rise is unfavourable; fall is favourable.



CHAPTER X

TRADING ON THE EQUITY AND THE COST
OF BORROWED CAPITAL

INVARIABLY a proportion of the total capital employed is due to
the existence of borrowed monecy—indeed, more often than not
the borrowed funds amount to more than the shareholders’
owned capital, particularly in the case of private companies.
Working in this manner with borrowed capital is known in
America as “Trading on the equity.” Since the object of a com-
pany’s trading is to make an adequate return to the sharcholders
on the money they have invested, it may be good policy to pledge
the shareholders’ property, and put the money so obtained into a
fuller use of that property. As long as the profit earncd by that
additional activity is more than the intcrest paid to the lender of
the moncy, the total sum divisible amongst the shareholders will
be increased—or, alternatively, the dividends to the share-
holders can be maintained and at the same time reserves created
or property improved in a manner which would have been
impossible without the use of this borrowed money.

A simple example will illustrate this point—

Consider the case of a company having £ 100,000 of owned and
issued capital, adding to its total capital employed by borrowing
at 5 per cent, but capable of earning 10 per cent on the increased
total capital employed. The nct return on the owned money
would steadily increase, thus—

- o .
g I
Owned | Borrowed Tot'al Interest Payable Net Net Return
Mone Mone Capital on Borrowed Farnings | ©n Owned
4 4 Employed Money B g Money
100,000 10,000 110,000 500 10,500 10°5
100,000 20,000 120,000 1,000 11,000 1o
100,000 30,000 130,000 1,500 11,500 11°5
100,000 40,000 140,000 2,000 12,000 120
100,000 50,000 150,000 2,500 12,500 12°5
Fic. 26

The owned money does not change, but the addition of bor-
rowed money has enabled the company to extend its business and

10—(B.434) 127
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therefore increase its profits in sum. So that, after paying for the
use of the borrowed funds, the sharcholders benefit from what is
left.

SoME DISADVANTAGES

It should, however, be bornc in mind that it may not be
possible to borrow without pledging the assets of the business as
sccurity for the loan. In proportion, therefore, as the borrowed
capital increases, the cquity of the shareholders in the total
capital employed—i.e. the total value of the asscts—decreases,
and the more vulnerable the whole company becomes, should a
period of bad trade create difficulties in the way of paying the
fixed interest on the borrowed money. In addition, such fixed
interest must be included in the cost of the goods sold, so that the
products of a concern trading on its equity will have to include
an item of cost which is absent where no borrowed capital
is involved.

If L1000 can be borrowed from the bank at 4 per cent, the use
of that money will cost £40 per annum. But il the business is one
where a high circulating speed is possible, that £40 will be re-
covered very quickly. Ifthe firm turns over its circulating capital
five times a year, making g per cent profit on its sales on each
occasion, the total profit on the £1000 borrowed will amount to
£150, or £110 net after deducting the £40 paid for the use of
the money. So that the firm makes 11 per cent per annum net
profit on the money it has borrowed.

Where the circulating capital moves slowly, the gain is propor-
tionately reduced, until the point is reached where the turnover
is longer than a year. Then the profit percentage on the sales
must be greater than the interest percentage paid on the loan
capital, or a loss will accrue. Slow turnovers of this nature are
sometimes to be met with in hcavy industry, where the working
assets form an excessive proportion of the circulating capital.

How MucH BorrROWED CAPITAL IS ADVISABLE?

The extent to which borrowed capital can advantageously be
brought into a business must depend upon the circumstances of
the case. A company anxious to expand, but unable to make
further issues of ordinary or fixed interest shares, will normally
fall back on debentures. If this is for the purpose of financing
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fixed asset extensions in the shape of new buildings, plant, and
machinery, it will increase the profit-making burden of the
circulating capital by a definite amount which will have to be
found whether trade is good, bad, or indifferent. In the heavier
industries, just where the proportion of fixed assets tc total asscts
is liable to be highest, this may prove a real danger to the concern.
It may, in fact, find itself in the end working more for the
benefit of the debenturc holders than for itself, and so be
hindered from putting as much money back into the business
as it ought to do, to keep it in sound condition.

CIAPITAL STRUCTURE

In discussing the capital structure of a business, Collin Brooks*
gives some interesting advice on the subject of borrowed moncy —

No generalization is really possible about financial planning. One company
must of its very nature differ from another. The company that must have large
standing assets, in plant and building and stocks and work in progress, can
obviously command fixed-interest capital, in the shape of debentures, that is
not possible to a company whose standing asscts arc few. 'The naturc of
thosc asscts will also govern the command of such capital. It is not even
possible to lay down a rule as to what proportion of assets can be used as security
for debt-capital. It is casy for the financial purist to say that no company
thould bhave in pawn more than roughly 334 per cent of its fixed assets, but
the man of business will sce occasions when a much higher percentage can
be used profitably and safely as security for profit-earning working capital.
What can be laid down is a kind of ideal plan to which a company can hope
to work. (Even here, idcals will differ according to temperament.)

Such an ideal, to the present writer’s mind, would give a plan very much
on these lincs. Dcbenture debt should not be more than half the value of
fixed asscts. Other fixed interest stocks (or shares) should not in turn exceed
morc than the remaining quantity of fixed asscts cxcept by the value of current
asscts. Ordinary stock (or shares) should not be nominally higher than the
total asset value less the amount of prior charges in the shape of trading
debts, fixcd interest capital and debentures.

Tue Cost or BorrROWED CAPITAL
The borrowed capital is to be found amongst the liabilitics,
and is usually obtained from creditors, from the bank, or by
means of long-term fixed interest securities.
1. CREDITOR MONEY

Funds obtained by delaying payment to creditors are more
often than not looked upon as trading (or circulating) capital on

* Company Finence (P. S. King & Son, Ltd., 1939).
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loan, free of charge. This may be a mistaken view in trades
where discounts can be obtained for quick payment, since then
the cost of the borrowed creditor money is the sum of the discounts
lost by not taking advantage of the discount terms. Commercially
such money may be, in fact, far more expensive than money
borrowed in any other form.

Suppose a company purchases £10,000 of supplies per month
(or £120,000 per annum) and the normal commercial terms in
that trade arc 24 per cent discount for payment in thirty days. If
the firm never takes a discount throughout the year it will have
lost 2 per cent on £120,000, or £3000.

But the firm cannot escape paying its creditors sooncr or later;
say it docs so at three months, instecad of at one month. It will,
therefore, always have three months’ creditors outstanding on its
books, or £30,000. Each month an old £10,000 will be paid off,
and a new £10,000 added, so that the total of borrowed creditor
money remains throughout the ycar at f£30,000. Since, as we
have seen, the amount of discount lost was £3000, the company
will, in effect, have paid 1o per cent for the use of the £30,000
creditor money during the ycar.

But if the example be further developed, a somewhat unfor-
tunatc moral cmerges. If the firm paid at two months—just late
enough to losc the discount—it would be losing £3000 per annum
on an average creditor loan of £20,000, i.e. it would be paying
15 per cent for its moncy, not 10 per cent; whereas if by some
diplomatic tour de force the managing director could obtain twelve
months’ credit, it would still pay the £3000 (by loss), but now on
£120,000—or 2} per cent. In other words, once a firm has got
into the condition where it is unable to find the cash to pay
promptly and take discounts, the longer it can resist paying, the
cheaper the creditor money will be. The writer well remembers
the shock he received one day many ycars ago when visiting
with a client the senior gencral manager of one of the most impor-
tant banks. The firm was short of working capital, and the
banker said ‘‘Are you paying your creditors? You are? Then
don’t! Keep your money in the business.”” Dangerous advice,
no doubt, but clearly based on the thought that under the cir-
cumstances existing at the moment in that particular company
there was still a long way to go before the creditors would reach
the stage of taking legal action to obtain their money. In the
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meantime, the firm should use its available funds to increase
output.

When the custom of the trade does not call for discounts for
payment by a certain date, creditor money is indeed free of charge,
and the amount borrowed by the debtor firm may only be limited
by the patience of the creditors. Where discounts are available,
the fullest advantage should be taken of them, and considerable
sums can thereby be gained. For this reason it is advisable for a
record to be kept by the cashier of any discounts available, but
not taken, for any rcason whatever it may be. This will constitute
the cost of the creditor moncy.

The sum borrowed fluctuates daily, and to compute it accur-
ately, month by month, would not be worth the trouble involved.
A near cnough approximation can be obtained by taking the
moving annual monthly average (M.A.T. divided by 12) of the
figure for creditors at the end of cach month.

Then if the M.A.T. of the cost be divided by the M.A.A. of the
creditors, it will give the percentage cost of creditor money.

2. BANK OVERDRAFT

Here the interest rate will have been agreed when the accommo-
dation was arranged. The sum borrowed fluctuates daily, like
the creditors, but the bank will be able to submit a monthly
statement of the interest charged, from which a moving annual
total can be made up.

To find the amount of capital borrowed in this way, the same
procedure as with the creditors should be adopted—-a moving
annual monthly average based on the overdralft figurc at the end
of cach month. If the cashier is of the opinion that in any month
the final figure would not fairly represent the approximate
amount of bank money in usc during the month, he can substitute
an cstimated figure for the actual one. Since the amount paid
for its use is known, the error will only affect the total of the
borrowed capital in use during the month, and the percentage
cost of it, probably to an extent that is not significant.

3. LonG-TERM Loan CarrTaL

If a company has made a debenture issue at 5 per cent, it is
customary to consider that it is paying 5 per cent for the use of
the money. But if a careful examination is made of all expenses
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arising from that issue, it will be found that the figure is invariably
more than the actual interest rate. Bliss points out that the annual
cost of borrowed funds should be computed on the basis of—

The total of the items entering into the cost of borrowed funds, including
interest payments of all kinds, commissions, amortization of debt discounts or
premiums, proportion of expenses incurred in conncction with security issues,
such as trustee fees, commissions, ctc.

All expenses arising from such loan capital should thereforc be
summarized, and this divided by the sum of the long-term capital
—which will probably remain a constant figurc—will give the
percentage cost.

At this point there arise two alternative courses that may be
pursucd. Provisions are liabilities, and therefore borrowed
money; but since the firm borrows such money temporarily from
itself, no interest is paid on it. If no discounts are obtainable on
creditor money, that also costs nothing. When calculating the
cost of the borrowced funds, therefore, the alternatives are either
to base it only upon the funds which bear intercst, or to base it
upon the total liabilities of every kind.

The matter is perhaps not of grecat importance, since an
increase or a decrease will show in any casc. On the whole the
more satisfactory mecthod would appear to be to calculate it on
the intercst-paying moncy only, as the charges will then not be
diluted, and will show up more clearly.

The cost of borrowed moncy is an expense to the busincss, and,
like all cxpenses of cvery nature, it should be carefully watched.
'The profit on trading only ecmerges when all expenses are deducted
from all income, and whilst admittedly the cost of borrowed
moncy may not easily be reduced, the managing dircctor should
at least know whatitis. Then ifit is seen to be rising, the cause of
the increasc can be sought for, and steps taken, cven on a long-
term policy basis, to remedy the unfavourable condition.



CHAPTER XI
DEBTORS AND CREDITORS

ALTHOUGH these two items in the balance-shect have a tendency
to assumc the role of Siamese twins, in actual fact they arc only
distant connections. Circumstances and conditions, from their
creation to their extinction, all differ, and the control of thcm
has to be approached from a different anglc. It is necessary,
thercfore, to examine each of them separately.

DEBTORS

It will be remecmbered from Fig. 2 that the debtor period
forms that part of the circulating path where the money passes
outside the company’s control. Obviously, the shorter this period
is, the sooner the money can be put back into circulation and
made profitable once more. Tt is important, therefore, to know
clearly in whose hands this amount of money is, as that may
have a considerable bearing upon how quickly it returns into
circulation.

Current practice divides the company’s debtors into three
scctions—

(a) Government debtors.
(6) Trade or commercial debtors.
(¢) Sundry debtors and pre-payments.

Examining each of these in turn—

(@) GOVERNMENT DEBTORS

The reason why Government (or municipal) debtors are
isolated from the rest is because they are usually subject to terms
of one kind or another which are not necessarily in accordance
with normal commercial practice. Nor, when payment is unduly
delayed, can the matter as a general rule be handled in the
ordinary way of business. Collection may involve a diplomatic
visit of the managing director to ministerial headquarters, or a
special follow-up by the cashier to find out in which stage of the
routine some key-document has come to rest. Or perhaps the
sum invoiced may be subject to deductions not yet agreed. (When

133



134 THE INTERNAL FINANCE OF INDUSTRIAL UNDERTAKINGS

the latter circumstances exist, a provision equivalent to the
possible reduction should be deducted from the gross invoice
figure, and the net figure only entered amongst the debtors.)

Whatever the circumstances, such Government or municipal
indebtedness should be kept separate from the other two cate-
gories, and can be, if desired, shown as a separate sales day figure
in the circulating capital flow-specd.

(b)) TrRADE DEBTORS

Most companies record their trade debtors mercly as a single
figure, but the importance of the debtor-period in the circulating
capital flow would appear to warrant a closer control than that.
The total of invoices issued for the month shows the new debtors
created, and therc is no difficulty in splitting these over the
company’s products, so that a running inventory of debtors can
be maintained in those classes. Certain types of product attract
customers who are slow payers, whilst others are paid for promptly.
Whatever subdivision is chosen, it should be aimed at mecasuring
the time-period during which the money is outstanding, in order
that it may be shortened as much as possible.

(¢) Sunpry DEBTORS AND PRE-PAYMENTS

These should always be kept separate from the other two
sections, and also separate from each other, since they represent
money owed to the company but not available for use for two
different reasons.

The item “Sundry Debtors” usually represents itcms where
expense has been incurred, which for some reason cannot yet be
charged to a customer. For instance, goods delivered but not yet
invoiced for some special reason, or expenscs chargeable to
uncompleted contracts. When these charges can be invoiced they
will pass out of this section into one of the two previous ones.
Until then, they must remain as an unmatured debt, an asset
from the technical standpoint, but representing money unavail-
able for further use for the time being.

In this section are also to be found entries referring to employees’
accounts, personal loans, and internal funds of one kind or another.
These will not pass into the Government or trade debtor sections,
but will always remain under this heading. If, therefore, they
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represent any significant sum, it is advisable to record them as a
separate figure, thus—

Sunpry DEBTORS:
External, chargeable X
Internal

b

Total X

Pre-payments, as their name denotes, represent actual expen-
diture already incurred, the benefit from which covers a forward
period of time. Insurance premiums are payable in advance and
once a premium has been paid the insurance company is regarded
as owing to the company that portion of the premium represented
by the unexpired time-period still outstanding when the accounts
arc made up.

Normally such money has disappeared for good from the
circulating capital, but occasionally somne adjustment results in
the refund of some portion of the sum paid in advance.

THE DEBTOR STATEMENT

It will be scen, therefore, that the debtor-money upon which, at
any given moment, the managing director can rely to keep his
business moving is to be found in the figure for Government and
trade debtors. Behind that there is the money shown by the figure
for sundry debtors, external chargeable—but he cannot have this
for further use until it becomes possible to charge it out. Sundry
debtors, internal, represent money that may be difficult or impos-
sible to obtain and pre-payments he can write off. The statement
from which he would obtain this information might be set out thus—

£ £
DEBTORS
~. MATURED:
Government .,
Commercial . .

R

ToraL MATURED . . x

MATURING :
Sundry, External . .ox
Sundry, Internal . .ox

TorAL MATURING

TorAL OBTAINABLE .
Unobtainable

| owox | ow

ToraL, ALL DEBTORS

Fic. 27
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This should achieve the objective outlined at the start—of
providing the managing director with an indication as to where
his debtor-money is to be found.

That, however, will not tell him whether the money owed to
him is being repaid as it becomes due. It is a snapshot (like the
balance-sheet, of which it is a part) of the position at a given date.
The control of the circulating capital obviously needs more, at
this important stage, than the mere total figure of debtors expressed
in sales days. An analysed survey of the debtor position is an
old-established practice in industry and commerce, and is carried
out by the preparation of a regular monthly statement of overdue
accounts. Precisely how this list is drawn up will depend upon
the normal commercial terms of credit in the particular class of
business. Where payment is made monthly, it is usual to separate
the debtors into not yet due, overduc one month, two months,
three months, four-six months, and over six months. |

In most companics this matter is carcfully watched, a summary
of the dcbtors being submitted to the managing director every
month, arranged in suitable categories, according to the length of
time the payment has been outstanding. Whilst an actual bad
debt may be relatively uncommon, some firms undoubtedly allow
their money to remain outside the circulating flow longer than is
necessary or reasonable. After all, money that is retained by a
debtor is borrowed by him, as we have seen in the previous
chapter, in order to {inance his business, usually without payment
of intcrest, and if a company permits other companies to finance
their businesses with its money, it may itself have to find (and pay
for) more money to makc up its own rcquircments.

This raises the whole problem of commercial credit. Some
firms use long credit terms as a special selling advantage. Such
arrangements may be quite sound, provided the debtor is prepared
to pay at least the same interest on the debt as the company has
to pay to some other lender—perhaps the bank—in order to
replace the money put out of action during the long credit period.
Hire-purchase terms arc calculated on this basis, but in normal
trading it is often difficult, if not impossible, to enforce the pay-
ment of interest on the money owed by a tardy debtor. For this
reason a continuous review of the debtor list in degrees of over-
dueness is one of the financial controls that every managing
director should maintain.
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IFrozen DEeBTS

In times of trade depression it has frequently happened that
firms of good standing, themselves placed in difficultics by the
inability of their own dcbtors to meet their commitments, cannot
pay their debts. In such circumstances it is as well to split the
debtors in the company’s books into (a) available and () frozen.
This enables the management to see the cxtent to which the cir-
culating capital has been temporarily reduced by the frozen
debts, and to take steps of one kind or another to replacc the loss
from other temporary sources, until such time as trade revives
and the frozen debts become liquid again.

Depr CoLLECGTION

The niceties of debt collection could fill a volume in themsclves.
Some firms—wisely, in the author’s opinion—make it a rule that
letters pressing for the payment of accounts shall only be written
by the sales department. Nothing is more apt to cause irritation
and a loss of goodwill than a tactless dunning letter written by a
clerk in the cashicr’s office, with no knowledge of the circum-
stances, and merely working automatically from a “tickler”
diary. The small colourcd stick-on labels, common before the
War, served a useful purpose, since they were attached to invoices
and statements. Such documents being usually sent direct to the
cashier’s office when the correspondence is sorted in the morning,
the labels drew attention in an impersonal manner to the fact
that payment was overduc, and undoubtedly had some effect.
A letter pressing for payment, on the other hand, would probably
be marked off to the managing director (cspecially if headed for
his attention) and as a result the creditor firm might quite pos-
sibly find themselves on the black-list for future orders—perhaps
unrcasonably, but still effectively as far as business relations were
concerned. The sales department were responsible in the first
instance for obtaining the order, and this must almost certainly
have entailed a personal contact with some individual in the
debtor firm. A discreet note or a word on the telephone with that
individual will usually start the ball rolling in the right direction.
Where the debtor firm is in temporary difficulties for cash, the
sales representative will probably be able to find out the circum-
stances of the case, and who had better be interviewed in order to
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take the question of payment a stage further. A debt handled
tactfully by the sales dcpartment usually achieves an increase of
goodwill, which often brings further orders at a later date.

The entire commercial structure is based upon the prompt
mecting of money obligations when due, whatever the agreed
payment conditions may have been. The important factor in the
situation, which should always be borne in mind, is that whilst
the money is in the debtor’s hands, it is not only out of circulation,
but also outside control. Sound financial management, therefore,
should aim at keeping this period as short as possible, and main-
taining a close watch over sums, however small, which are not
returning as they should into the circulating capital stream.

CREDITORS

The problem of controlling creditors is altogether different.
The creditor represents borrowed money and only affects the
circulating capital in the sensc that such sum as is borrowed in
this manner adds an equivalent sum of the company’s own money
for circulation. For control purposes, therefore, it is necessary to
assess the relative advantages and disadvantages of creditor money,
and from that assessment to determine the figure which can be
borrowed without endangering the reputation or the financial
stability of the company.

It is the practice to subdivide the creditors into categories
which correspond very closely with thosc used for debtors, i.e.—

(a) Government creditors.
(6) Trade or commercial creditors.
(¢) Sundry creditors and accruals.

(¢) GovERNMENT CREDITORS

Such items usually record taxation of one kind or another, duc
and not yet paid.

(5) TraDE OorR CoOMMERCIAL CREDITORS

Here, as in the case of commercial debtors, it is an advantage
to subdivide the total under classes of supplies. At any rate,
creditors for money represented by process direct material should
be divided from creditors for money represented by indirect
material, and also from those arising from the supply of tangible
asset equipment. Where a firm has been buying machinery or
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making additions or improvements to buildings through outside
contractors, the debt resulting will swell the total of creditors for
the time bcing, and may give a falsec impression of the amount of
trade creditor money in the circulating capital if not shown
separately.

(¢) SunprY CREDITORS AND ACCRUALS

These arc the reversc of the “Sundry debtors and pre-pay-
ments” mentioned earlier. They represent (a) external debts of
onc kind or another, incurred but not yet due to be called in by
the creditors (such as employees’ income tax, or charges for goods
bought but not yet delivered) and (4) internal debts acknowledged
but not yet paid off (such as payments to staff funds). As with the
sundry debtors, the external sundry creditors will in due course
move up into the Government or commercial creditor section,
and the internal oncs will stay in their category until cleared.

Quite a number of the administrative expenses of a business
are paid at regular intervals at the end of a time-period, such as
gas, electricity, water, telephone, carriage, legal and professional
charges, and so on. These expenses are all recorded as they arise
(or are provided for, i.e. provisions are created to cover them) in
the company’s books, and accrue until the end of the time-pcriod
is reached and the invoice is received from the supplier. They
constitute definite debts which will invariably have to be paid,
though they arc not at the moment technically due. If paid on
falling due, they disappear; if not paid, they will move up into
the earlier categorics and figurc amongst thc commercial
creditors, to be paid in due course.

Such ““accrual” entries are required by the exigencics of double-
entry book-kecping. The main aspect in which they differ from
the “pre-payments” amongst the debtors is that, whereas the
latter represent money already paid out and gone, the creditor
accruals reprcsent money not yet due, the payment of which
cannot be avoided sooner or later.

The creditor statement might therefore be set out as in Fig. 28.

Dancers oF CREDITOR MONEY

It is important that this record of creditors should be correct
and up-to-date, since creditors’ money is borrowed money used
in the circulating capital, and the proportion of creditor money
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CREDITORS L £ £
ACCRUED:
Government . . . x
Commercial:
Trading . . . .
Fixed Property Expense . x x
"TOTAL ACCRUED . . . X
MATURING :
External

TorAL EXTERNAL CREDITORS
Internal . .

ol wd | ox

Torar, ArL CREDITORS
Fic. 28

in the circulating capital should be carcfully watched. In so far
as it exceeds whatever normal the managing director may fix,
the company is over-trading. It must be remembered that whilst
dcebtors arise from trading only, creditors include capital expen-
diture, taxation, interest on borrowed moncy and all items which
the firm may be called upon to pay for in cash, even salaries, if
these are in arrcars. Some yard-stick must therefore be devised
by means of which the managing director can measure his
liability to danger from the usc of this form of money.

That danger lies, in the first instance, in withholding money
from creditors who urgently need it for their own business use,
and secondly in withholding money {rom creditors who are nervous
because they have no security for the sum owing to them, even
though they are not urgently requiring it for themsclves. Both
classes of creditor, if not repaid promptly, may obtain County
Court summonses, or High Court writs, to cnforce payment. If
the company is unable to comply with the orders, liquidation
may follow.

Such creditors, as a gencral rule, form only a small proportion
of the trade creditor total. They are more often than not firms
or individuals in a small way of busincss, themselves over-trading
and short of money. Where large-firm creditors are concerned,
they usually give good warning of rising impatience, and may
propose schemes by which an excessive debt can be gradually
reduced. Debenture holders with interest unpaid, or banks where
a request for overdraft reduction has not becn met, are seldom
prepared to force liquidation unless the financial position of the
company is hopeless.
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Certainly all thesc current liabilities will have to be met
sooner or later, if the company is to continuc trading, but the
point under examination is the method by which the managing
director can ensurc that his creditors arc not gaining on him.
This can be watched in two ways-— -

+ (a) By showing the creditors as a percentage of the circulating
capital.
_ (&) By showing the creditors in terms ol sales days.

It is sometimes suggested that creditors should be mcasured
in purchase days rather than sales days, the purchasc day being
found by dividing the purchases for the year by g65. This, how-
ever, introduces a second unit of measurement, without any
corresponding advantage, since the ultimate unit of the company’s
activity is the sales day and purchases must rise or fall with the
output and thereforc the sales.

If purchases—i.c. creditors— -were increasing without a corres-
ponding increasc in salcs, obviously the figure of creditors in
sales days would rise and so draw attention to what was going on.
It is true that debtors in sales days are a direct measure of financial
activity, whereas creditors in sales days are merely an index, since
a siles day would be greater than a purchasc day by the difference
between the selling price of an article and the inwards invoices
passing through the purchase ledger in conncction with the manu-
facture of that article. But once a normal for creditors in tcrms
of sales days has been sct, favourable and unfavourable tendencies
would be brought to light by the risc and fall of the index.

Examples taken from the two firms X and Y mentioned carlier
may show the difference between the two above-mentioned
methods more clearly—

By Method (a).
For Firm X (Fig. 20, p. 117) the figurcs were- -

Year A Year B
£ £
Circulating Capital . . .1 78,108 112,551
Trade Creditors. . . -l 25,327 38,010
Percentage of Trade Creditors in
Ciirculating Capital. . . 2-4% 34:0%
Index . . . . 100 105
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For Firm Y (Fig. 21, p. 118) the figures were—

Year A Year B Year C
£ £ £
Circulating Capital . . . 6,521 13,124 19,101
Trade Creditors . . . . 4,860 7,910 5,835
Percentage of Trade Creditors in
Circulating Capital . . . 74°6% 60°3% 30:9%
Index . . . . . 100 806 40°1
Fic. 30

This provides further evidence of the very capable handling
of the financc of this small firm.

The circulating capital, as we know, records the amount of
money being used for trading, and all working expenses, including
trade creditors, must be paid out of it. Method (a4) records the
proportion of the circulating capital which is owed to creditors,
and, therefore, the proportion which is available to cover other
working expenscs.

THEORETICAL NORMALS

It is not possible to give a theoretical normal for this pcrcentage
of creditor money in the circulating capital on account of the
varying make-up of the current asscts in different concerns. The
best plan is to assess it in the first instance and then adjust it
according to how it works out in practice. For instance, in the
Estimate (Fig. 22) given on p. 120, the normal creditors might be
assessed at £70oo. This would give 21-07 per cent—say 20 per
cent—as the normal figure of trade creditor money in the cir-
culating capital, to begin with. Later it might be found that the
firm could work without drawbacks on 25 per cent and the
normal could be adjusted accordingly.

By Method (b).

Under this arrangement the examples would give the results
shown in Fig. 31.

Here also a normal would be assessed and adjusted as in (a).

The close similarity in the indices showing the change by both
methods will be noted. Which is used for control purposes is a
matter of choice; both will maintain a check on the position.
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FIRM X
Year A Year B
£ £
Sales Turnover . . .| 191,047 277,875
Value of Sales Day . . . 523 761
Trade Creditors . . . 25,327 38,010
Trade Creditors in Sales Days . 484 498
Index . . . . 100 103
FIRM Y
Yecar A Year B Year C
£ L £
Sales Turnover . . . . 20,194 60,095 83,314
Value of Sales Day . 8o 165 234
Trade Creditors . . . . 4,860 7,910 5,835
Trade Creditors in Sales Days . 6o 48 25
Index . . . . . 100 8o 419
Fic. g1

WarcHING THE CREDITOR PosITioN

The study of the creditor position should always be made with
two objects in view——the avoidance of an action by a creditor
harmful to the company’s reputation, and the maintenance of
the prompt payment of all obligations on their due date. The
former state of affairs is not likely to occur in any well-managed
concern, and the latter is oftecn automatic in action. But control
implics watchfulness, and not nccessarily action; only a readiness
to take action should circumstances demand it, and a knowledge
of what action to take.

Tue DeEsTOrR-CREDITOR RATIO

“'The ratio of dcbtors to creditors is often mentioned as a
management figurc, but it would appear to have more value in
the initial survey of the financial position of a company than for
month-to-month financial management use. The fact that the
debtor-creditor ratio is 1-35: 1 shows that the company is owed
27s. for every 20s. it owes to other people. If, in the following
month, the figures show that the 27s. has risen to 28s., the position
11—(B.434)
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has certainly improved, but, as is always the case with ratios, it
is impossible to sce without reference to the figures whether this
is due to the fact that the creditors have decreased or the debtors
increased, or both. Moreover, in certain classes of business the
normal commercial terms for debtors and creditors vary con-
siderably. 1t may be usual, for instance, in one trade for manufac-
turers to have to pay spot cash with orders for their material,
and allow their customers three months’ credit. Hence such a
firm has practically no trade creditors (except for capital expen-
diturc) and yet has threc months of dcbtors. Naturally this
involves a much higher proportion of owned circulating capital
than in the cases where payments both in and out arc on a
monthly basis.

Again, the ratio of debtors to creditors will vary in accordance
with the amount of bought-out material in the goods sold. Where
the material cost is small, but high-grade expensive labour is
nccessary and an extensive sales department has to be maintained
for distribution purposes, the figurce of creditors will be small in
relation to the debtors. Where the material proportion in the
goods sold is high, and labour rclatively low, the ratio of dcbtors
to creditors will approach unity.

As an example of the debtor-creditor ratio, we can again take
the data of Figs. 20 and 21—

FIRM X
} Year A Year B ‘
T L |
Debtors . . . . B 16,673 59,078
Creditors . . . . 25,327 38,010
Ratio 1-84 1'55 i
S i i
VIRM Y
Year A Year B Year C
£ L L
Debtors . . . . . 5,056 10,137 15,744
Creditors . . . . . 4,860 7,910 5,835
Ratio . . . . . 1-04 1-28 270
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Naturally these ratios will depend on the financial policy of the
company, which may pay off creditors quickly so as to obtain
discounts, and also offcr a discount to dcbtors to obtain rapid
,payment itsclf. As a figure on its own thce ratio of debtors to
creditors is not very informative, except where it shows below
‘unity. This, indicating that creditors stand higher than dcebtors,
is almost always direct cvidence of over-trading.

Tue CommiTMENT RECORD

Some companies keep a careful record of their commitments
ahcad, of purchase-orders placed which have not yet been
delivered.

“At any given date a company’s liabilitics and potential
liabilities arc as follows—

1. Purchases for which invoices have been accepted, passed
through the financial accounts and which appear in the
creditors.

2. Purchascs for which invoices have been received but which
are not yet checked and taken into the financial accounts.

3. Purchases for which no deliveries have as yct been
reccived, but which constitute a firm liability, being orders of a
type which cannot be canccelled.

4. As 3’ above, but for which supplier may possibly accept
cancellation.

One method of providing this information is to have an extra
sheet in the Purchase Request sct. This extra sheet is known as
the Commitment Record, and no order is permitted to go out
without an approximate price on this Commitment Record.
Orders are not held up until the reccipt of quotations, but the
Purchase Department have discretion to make an approxima-
tion of the valuc for the purpose of this Commitment Record.
A rcturn is made each week which shows not only creditors as
per the financial accounts, but crcditors plus commitments,
and this, in my view, is the figure which should be equated in
terms of days to annual sales.”’*

A commitment record of this naturc might be a valuable guide
to the managing director where the material cost of his goods was

* Communicated by Mr. G. R. Pryor, Managing Director of Edward Pryor & Son,
Ltd., Sheflicld.
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high. It would also act as a deterrent to over-optimistic buying,
which might lead to the locking up of cash in a working asset.

DerLays N Invoice ENTRIES

One of the common drawbacks to obtaining an accurate
figure of commercial creditors is the fact that many suppliers do
not send in their invoices promptly and regularly. This is a
practical difficulty with which most company accountants have
to contend, and it frequently happens that material is received in
the stores, issued, and used, before the invoice arrives and by
passing through the purchasc ledger is included in the purchases
for the period. Again, before payment, invoices must be carefully
checked against the goods received, and in companies where the
checking procedure is not carried out promptly, there is often a
delay which may amount to weeks before the invoice is agreed
and passed through the books. The latter difficulty can be over-
come by better organization, but the former appears to be
endcmic in industry, and can only be counteracted by a simple
system of “‘self-invoicing” by which a copy of the goods received
note is priced up and uscd as a “selves-invoice,” any discrepancy
between this and the actual invoice being adjusted when the
latter finally arrives. Some system of this kind appears inevitable
if an accurate month-by-month record is to be made of the goods
actually received on the company’s premises, since without it
there is a constant error which can and, in the writer’s experience,
actually does, on occasions, assume serious proportions.

The financial structure of the business is interwoven with
problems in which creditors and debtors figure. What has been
set out in this chapter relates only to the debtor item in the current
assets, and the Government and trade creditor items in the current
liabilities. When considering his position, the managing director
has to bear in mind that a maturing, but not yct due, item may
next month enter the accrued liability category, and impose a
change in the ratios, with a call for carly payment of perhaps an
embarrassing sum of money. This aspect of affairs will be treated
in the next chapter.



CHAPTER XII

WORKING CAPITAL AND THE CASH
FORECAST

THE figure obtained by deducting the current liabilities shown
in the balance-sheet from the current assets is commonly known as
the “working capital,” and from this it is customary to judge
whether the money in the business is in a sufficiently liquid state"
or not.

The most pressing concern of the managing director in con-
nection with his finance is certainly to maintain a good liquid
condition—i.e. to ensurc that there is always sufficient cash
available to mcet the commitments which arise from day to day
as and when they ought to be met, according to the commercial
standards ruling in his class of business. His viewpoint is alto-
gether different from that of the banker. The banker is not con-
cerned with day-to-day transactions; he looks at the current
liabilities which purport to show what payments have shortly to
be made, and compares them with the current assets which, as we
have scen, represent the circulating capital used in the busincss.
If this circulating capital will cover the current liabilities twice
over, the banker usually accepts the company’s financial state as
being sufficiently liquid, basing his opinion upon the feeling that
although some of the book debts may be bad, some of the liabili-
ties omitted or under-stated, and the stock perhaps somewhat
over-valued, the cover offered by the excess of cash or near-cash
over cxisting commitments would be adequate if the company
were wound up.

The managing director, however, is not thinking of the situation
that would arise if his concern were wound up. He knows that
as long as it keeps going, he will have to mect the day-to-day
requirements of his creditors, pay his wages, salaries and other
expenses, and at stated periods pay out sums for dividends, fixed
interest, taxation, and other purposes which call for money to be
taken out of the circulating capital. He must, therefore, maintain
a sufficient margin between cash available and contingencies
arising. He cannot depend upon the figure of “working capital ”’
to show him whether he has this cash margin or not, since (a)

147
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his current assets as shown in the balance-sheet, whilst they may
state cash or near-cash values, give no indication of when the
near-cash items will turn into cash, and (4) his current liabilities
as shown in the balance-sheet usually record only accrued and
not maturing liabilities. Even if maturing liabilities are fully
shown they will only include external payments, and will not
show the future liability for wages, salaries, and other general
management expenses. Obviously, under such conditions, sub-
tracting the current liabilities from the current assets can only
give a figure representing ‘““current assets not yet carmarked to
meet stated liabilities.”

WoORKING CAPITAL INVESTMENT

Like the dcbtor-creditor ratio, this figure of working capital
means very little by itself. Itis much more important to know how
it is invested. A wide degree of liquidity is possible, and a stated
working capital may be available for use as cash, or sunk in
assets which are a long way from turning into money, according
to circumstances. Consider the two working capital make-ups
shown thus—

COMPANY A
CURRENT ASSETS: £ £
Cash at Bank and in Hand . . . 375
Marketable Investments . . . 6,000
Debtors . . . . . . 5,642
Stock and Work-in-Progress . . 3,764
ToraL CUuRRENT AsseTs . . — 15,781
CURRENT LIABILITIES:
Creditors . . . . . . 3,875
Taxation . . . . . . 1,270
TorarL CURRENT LIABILITIES. - 5,145
WorkmnGg CAPITAL . . . £10,636
COMPANY B
CURRENT ASSETS: L L
Cash at Bank and in Hand . . . 375
Debtors . . . . . . 50642
Stock and Work-in-Progress . . 9,764
TorAL CURRENT ASSETS . . — 15,781
CURRENT LIABILITIES:
Creditors . . . . . . 3,875
Taxation . . . . . . 1,270
Torar CURRENT LIABILITIES. . —_— 5,145
WorkinGg CariTAL . . . £10,636

Fig. 33
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It will be seen that the working capital of both concerns is
identical, but in the case of Company A £6000 is available in
markctable investments for immediate cash rcquirements if
needed. Company B has that £6000 in its stock and work-in-
progress, and therefore the money is not available until the finished
stock has been sold, the work-in-progress complcted and sold, and
the raw material used up in making saleable goods, which have
also to be sold. But finished stock may bc, and in many com-
panies unfortunately is, made up of goods not readily saleable.
The work-in-progress will be in all stages of manufacture, some
of it almost complected and some of it just started on its journey
through the factory where perhaps it may spend two or threc
months before reaching a saleable condition, so that the money it
represents certainly cannot be considered as rcadily accessible.
The raw material is in a worse position still. Although the cal-
culation shows both companies having the same working capital,
thc amount of moncy available to “work” the business is very
difterent, and Gompany B might easily find itself short of cash to
mect its normal commitments before long.

Such statements as Fig. 33 would be more informative, there-
fore, if prepared in such a manner as to show the make-up of the
working capital, for a reason which will be devcloped later. They
would then be submitted on the lines shown in Fig. 34.

From this it can be clearly seen that to meet current liabilities
Company A only needs to usc its cash and 8o per cent of its
investments, whereas company B would have to use its cash and
reduce its debtors by 85 per cent, having no cash fund of invest-
ments available. To reduce the total of debtors from £5642 to
£872 would almost certainly be impossible, so that the company
would have to find cash from some external sourcc to meet
its liabilitics.

THE IMPORTANCE OF LIQUIDITY

Why should this question of liquidity be so important? Because
liabilities can only be paid in cash, and the only available real
cash in the business is in the circulating capital in the ““cash in
hand and at the bank,” and ““dcbtor” sections. If we go round the
circuit backwards {from the bank at D (Fig. 2) we meet the cir-
culating capital moving towards us in a decreasingly liquid con-
dition. First the debtors, from the cheque arriving by the next
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COMPANY A
WORKING CAPITAL STATEMENT

L L £
Current Assets . . . 15,781
Current Liabilities . . . 5,145
WORKING CAPITAL . . 10,636
CURRENT LIABILITIES:
Creditors . . . - 3875
Taxation . . . . 1,270
-~ 5145
Make-up of W.C.
Item  Group
CURRENT ASSETS: % %
Liquip:
Cash . . . . 375 —
Investments (80°5) . . 4,770 5,145 1,230 (20%) 11-6
Debtors . . . . 5,642 530 646
WORKING :
Finishcd Goods . . 875 8.2
Work-in-Progress . . 1,932 18-2
Material . . . 957 90 354
WorkING CAPITAL . . £10,636 1000 100°0
; Liquid Asscts
Ratio: -- 2°34

Current Liabilities

COMPANY B
WORKING CAPITAL STATEMENT
£ £ L
Current Assets . . . 15,781
Current Liabilitics . . . 5,145
WorkinGg CAPITAL . . m,_@gg

CURRENT LIABILITIES:
Creditors . . . . 3,875

Taxation . . . . 1,270
— = 5145
Makc-up of W.C.
Item  Group
CURRENT AsSETS: Yo %
Liguip:
Cash . . . . 375 —
Debtors (85%) . . 4,770 5,145 872 (15%,) 82 8-2
WORKING
Finished Goods . . 1,875 176
Work-in-Progress . . 2,932 276
Material . . . 4,957 466 91-8
WorkING CaprTAL . . £10,636 1000 100-0

Liquid Assets

Ratio: ————"—= 0 —
Current Liabilities

= 1017
Fic 34
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post, to the invoice sent out this morning for which the payment
cannot be expected for five or six weeks. Then the finished goods
stock—it may be months before some of that is sold, or it may go
out to-morrow. Then the work-in-progress; in all stages, from
the job waiting for the shop labourer to take it to the dispatch
department or the stock-room, to the batch of stampings just
coming out of the raw material store on its journey to the machine-
shop. ILastly, the raw material itsclf, stacked in those battered
racks and bins, with their grimy bin-cards, and often the rust of
years gleaming dully in the half-light, as the castings and forgings
wait for the call from the planning department. Itis all circulating
capital, in some form or another, but some of it is a long way off
being money.

Indeed, the managing director, finding cash to meet his obliga-
tions, can only rcly on his credit account in the bank (or the
margin between his existing overdraft figure and the limit
allowed to him), his cash float in the office, such readily market-
able investments as he possesscs, and the daily stream of payments
coming in from his dcbtors—and those are his liquid ‘““assets.”
So there we have the reason for the old name of the ““acid test,”
applied in bank-credit quarters to the relation between the liquid
assets and the current liabilities of a business.

For if the managing director cannot find liquid assets to meet
his current liabilitics as they fall due, trouble will arise. His cash
at the bank and his float will in all probability only be nominal
sums, unless he is building up a cash fund for taxation or other
out-payment purposes. His marketable securities he usually
wishes to keep as an “iron ration,” so that he must meet his
current liabilities with his incoming debtor-money. As long as he
only has to pay trade creditors, all should be well, but if the
debtor-moncyis only a little more than the trade creditor demands,
any out-payments that he has to make will either force the non-
payment of creditors, or nced a different source of supply. The
moment the boundary between liquid and working assets is
passed, the cash recedes into the distance with great rapidity and
increasing vagueness as to its real amount. Consequently the
banker, checking up on a balance-sheet, will always look first to see
whether the liquid assets of the business will cover the current
liabilities. That is why this comparison is called the ““acid test™
of the financial soundness of a trading concern.
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CAsH VALUE oF WORKING ASSETS

Moreover, it is frequently not sufficiently appreciated that the
working asset money is not a cash fund available for use in its
totality. The obtaining of cash funds from the working assets
depends not upon their increase, but upon their decrease, by turning
them into cash. The managing director cannot therefore observe
his total funds invested in working assets, and congratulate himself
on having so much cash reserve to draw on. He can only benefit
by the extent of any reduction that he can make in the investment in the
working assets—hence thc value of the sales day calculations in
the circulating capital flow-speed dealt with in Chapter IX. The
further hc has to go backwards round the circuit to balance his
current liabilitics, the worsc position he is in, and it should be his
constant endeavour to maintain a condition in which his liquid
assets are greater than, or at least equal to, his current liabilitics.

Many firms cannot pass this test, and yet continuc to trade
without difficulty. Some, indeed, under this examination, show
results which are almost appalling in their apparent significance
—yet the company carries on. That, however, is not the point.
What we are concerned with here is to indicate how control
over the internal finances of a business can be maintained so
that security is assured, and as long as liquid asscts are equal to
current liabilities that condition is achieved. The fact that a
firm can continue its existence with a sub-normal ratio merely
means that it is in a vulnerable condition, and it only needs one
or two adverse circumstances to arise for it to collapse altogether.

ExaMPLES

In studying thesc Working Capital Statements, the figures to
watch arc those showing the percentage make-up. The current
asscts being arranged in descending order of liquidity, their share
in the total working capital should be read from the bottom up-
wards. For instance, Company Q is in a better state than Com-
pany P, since it has only 64-8 per cent of its working funds invested
in working assets, and g5-2 per cent in liquid assets, whilst Com-
pany P shows 96-9 per cent and 3-1 per cent respectively

This method provides a very close control over the movement
of the money, and a clear warning if trouble lies ahcad.

The examples which follow show how varied conditions can be:
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COMPANY P

£ £ £
Current Asscts . . . 71,322
Clurrent Liabilities . . . 34,183
WorkinG CAPITAL . . 37,139
CURRENT LIABILITIES:
Creditors . . . . 5,278
Provisions . . . . 28,905
- 34,183 Make-up of
w.C.,
Itern Group
CURRENT ASSETS: o %
Liguin:
Cash . . . . 12,026 —
Debtors (95%) . . 22,157 34,183 1,168 (5%,) 31 31
WORKING
Finished Goods . . 4,312 11-7
Work-in-Progress . . 11,101 38-0
Material . . . 17.528 472 469
WORKING CAPITAL . . £37,139 100- 0 1000
Ratio: - Liquid Assets Lo
0T Current Liabilities ~ 73
Fic. 35
A satisfactory state of affairs.
COMPANY Q )
L L £
Current Assets . . . 26,0951
Clurrent Liabilities . . . 13,082
WORKING CAPITAL . . 13.569
CURRENT [.IABILITIES:
Creditors . . . . 5.607
Provisions . . . . 7475
—= 13,082 Make-up of
W.C.
Item  Group
CURRENT AssETs: o %
LiQuin:
Cash . . . . b,203 -
Debtors (5855) . - 6,819 13,082 1887 (12%) 352 352
WORKING
Finished Goods . . 2,059 148
Work-in-Progress . . 455 33
Matcrial Stock . . 6,468 467 648
WORKING CAPITAL . . £13,869 100°0 1000
O ¢
Ratio: . iquid Assets .

Current Liabilities
Frc. 36
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Another business in a sound condition. The small figure of
work-in-progress indicates it is largely occupied on assembly work.

COMPANY R

Current Assets
Current Liabilities .

WORKING CAPITAL

CURRENT LIABILITIES:
Creditors
Provisions .

CURRENT ASSETS:
Liguip:
sash and Securitics .
Debtors .
WORKING :
Finished Goods
Work-in-Progress (809)

Matcrial

Working CapITAL
Liquid Asscts

‘urrent Liabilities

Ratio:

= 042

£ £ £
79,620
62,308
7312 Make-up of
W.C.
60,162 Item  Group
2,146 62,303 Yo %
g82
24,959 o=
299
15,436
20,931 62,308 5,182 (20%,) 701 100°0
- 12,130 100 0 100°0
L17.312
e, 37

Therc is an obvious shortage of cash here, with creditors greatly
in excess of debtors. It will need fresh money to put matters right.

COMPANY §

Current Assets
Current Liabilities .

Working CAPITAL

CURRENT LiAmiLIries:
Creditors
Provisions .

CURRENT ASSETS:
Ligum:
Cash
Decbtors .
WORKING :
Finished Goods
Work-in-Progress
Material

Working CAarITAL .
Liquid Asscts

Ratio: R
Current Liabilities

£

7,842
11,000

236
14,917
832

1,764
987

0-81

£
18,736
18,842

~ 106 (Deficit)
- Make-up of
w.C.
Item  Group
18,842 Yo Yo
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This concern has no working capital at all. The provision of
£11,000 is for taxation and naturally cannot be paid. Mean-
while the company continues to trade energetically, and the tax-
collector has to wait until the debt can be gradually paid off
through accruing profits, or until additional capital is put into
the business. The “acid test” ratio, it will be noted, is better than
in the case of Company R.

At what point in the circuit the working capital cover should
start, for safcty standards, is a matter for future rescarch. Since
it is possible, in any given concern where trading conditions are
known, to fix normals for the sales day make-up of the circulating
capital, and also for the current liabilities, it should he equally
possible to fix a normal for the percentage cover of the working
capital. So far, however, no data seem to bc availablec on the
subject.

Tue Casn Forecast

If the main concern of the managing director is to ensure that
there is always sufficient cash available to meet the commitments
that arise from day to day, clcarly he will have to look for his
information elsewhere than in his books of account, which record
only accrued transactions and such specific provisions as may have
been made to meet future liabilitics. He will have to foresee what
cash payments of cvery description are going to fall due in the ncar
future and what cash hc will have available to meet them.

The period taken can be the one which suits the type of business
best. If it is too short, duc notice will not be given of coming
requirements; if it is too long, the forccasts of both income and
expense may become too uncertain to be reliable, and require
too much revision.

Probably the best period, in industries where monthly payments
of account arc the rule, is three months ahead.

In order to sct out the position clearly, therefore, it is necessary
to make a forecast or cstimate of—

(@) Monthly cash income expected from all sources for the
next three months;

(b) Monthly cash expenditure of all natures required for the
next three months, separating internal circulating capital
payments from out-payments.

Subtracting () from (a) then gives the surplus or deficit of
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cash each month and for the period of three months, which may
be termed the liquid margin or deficit.

For the purposc of controlling the internal movements of the
finance in the business, the cash forecast should actually form
the first and most important financial schedule in the set of board
returns by which the business is managed. The balance-sheet
may record the value of the assets, the extent of the labilitics,
and the resultant equity of the shareholders; the profit and loss
account may show how cxpenditurc deducted from income has
left a profit from the last trading period; charts or statements of
onc kind or another may demonstrate how different items of
income or expense are above or below the normals set. But
none of these gives so clearly the satisfactory or unsatisfactory
position of the going concern in action as the cash forecast. If
cash receipts arc in excess, all will be well; if they are deficient,
troubles of one kind or another are incvitable. In fact, there was
a profound truth in Mr. Micawber’s famous utterance, ““Annual
income twenty pounds, annual expenditure nincteen nincteen
six, result, happincss. Annual income twenty pounds, annual
expenditure twenty pounds ought and six, result, misery. The
blossom is blighted, the leaflis withered, the God of day goes down
upon the dreary scene, and-~and, in short, you arce forever floored.”

Fron: the cash forecast-—which must invariably be based on
cash only, paid in and paid out, and must not contain provisions
of any kind—the managing director can sce what action he must
take to maintain his security; whcther he must increase the cash
receipts, perhaps by selling excess stock, drawing bills which can
be discounted, or even selling unrequired fixed assets; or whether
he must decrease the cash payments, perhaps by using up existing
material, reducing stafl or shop labour, taking off the night-shift,
accepting bills, or passing the dividend. Behind the figurcs in the
cash forecast lics practically cvery problem that arises in the
management of a business. Whether cash receipts are adequate
to meet cash payments is indeed the acid test of the soundness of
any concern, and no amount of paper profits or nominal asset
values can help when incoming cash remains less than outgoing
cash, in spite of the most strenuous cfforts to reverse the position.

BUILDING UP THE STATEMENT
To build up the cash forecast the best course is, normally,
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to sct out the circulating capital cxpense on the lincs adopted in
the standard statement of account each month for thrce months
ahecad, but only those items which actually will be paid in cash.
The number of working days each month must be noted, as
somc expenses will vary with the number of working days, and
others will be the same cach calendar month, no matter how
many working days it contains. As we are dealing here with an
estimate, no closc accuracy is possible, and round fignres should
be used, usually on the safe side.

Where trade activity is increasing or decreasing, this should
be taken into account in the estimate.

Extcrnal payments should be shown separately from internal
payments, whether obligatory or not.

The statement will open with the cash at the bank, which is
available at the start. To this will be added the sales turnovers
for the periods previous, falling to be paid in the months under
review; then comes sundry income due to be received in the
periods, and any other cash contributions cxpected. The sales
turnover falling to be paid in the months under review will depend
upon the normal commercial terms of payment in the class of
business. Where accounts are paid monthly, the sales turnover
for January would be taken as returning in cash during March.
But the cashicr, in estimating the cash returning into circulation
from the debtors, must take into account all known factors—such
as quick and slow payers, contia-accounts, discounted bills,
special credit terms or hire purchase instalments. Obviously the
whole cffectiveness of the cash forccast will depend in the end
on the correctness with which the cashier asscsses actual cash pay-
ments in relation to the recorded sales turnover—-and in this field,
according to the writer’s experience, many cashiers possess a high
degree of skill. From this total is deducted the sum of the cash
that will be paid out during the period, and the result will show
the cash margin or deficit.

Since it is difficult, if not impossible, for the cashier to say
precisely when a cheque may be cxpected, the three months’ total
will probably be more dependable than the individual months.
A forecast of cash expected in June may appear a long way out
mercly because a large cheque arrived on 1st July instead of
goth June. It is therefore safer to watch the liquid margin figure
on the three months’ basis.
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At the end of each month a fresh statement is made out,
including the new third month, and the two months already
included are re-estimated in the light of up-to-date knowledge.
If desired, a special statement can be drawn up showing the
difference, up or down, between the estimated and actual figures
for the month just completed; this will justify the new opening
figure of the cash at the bank or the overdraft—where one exists.

In an actual example, the procedure would be somewhat on
the following lines—

The cashier of the E.F. Co. Ltd. sits down in the first week of
July to make out his cash forecast for the next threce months of
July, August, and September. He will have a blank statement
before him, filling in the figures as he proceeds (Fig. 39). In his
case the direct matcrial falling due for payment in July, August,
and September will be the material invoiced to him in May,
June, and July. In May the company took advantage of favour-
able market conditions to make a fairly large purchase of a certain
class of material—the third successive month in which this pro-
cedure was carried out. A sum, therefore, of £12,450 will fall due
in July for payment, though most of the material is still in stock.

Dircct labour is, he knows, increasing slightly as the general
activity of the place grows, and although it amounted to about
£4500 in June, he provides for £5500 in July to be on the safe side.

Factory oncosts, on the other hand, have been coming down
steadily for some months, owing to the re-grouping of certain
sections and the economies thereby achieved. (3700 should
cover them for July; the company overheads due for payment
will require f4700, and he allows L100 in cash for a special
bonus recommended by the managing director to the board on
behalf of one of the workmen who has just completed fifty years’
service with the firm.

This will make a total of £26,450, being cash required out of
the ordinary circulating stream.

In the next section he will have to allow for £60o for the pay-
ment of the preference dividend, £3000 for the interim ordinary
dividend, and £2632 for taxation which falls due in that month.
This sum of £6232 added to the internal payments gives a total
of cash required to be paid out during the month of July of
£32,682.

He then makes his forecast of incoming cash, starting with
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E.F. CO. LTD B.R.g
CASH FORECAST
MontH or Jury, YEAR B

Month July August September
No. of Working Days 22 17 22
Ovurcoing Casn L L L £ £ L
INTERNAL PAYMENTS:

Direct Material . . .| 12,450 4,000 4,000

Direct Labour . . . .| 5,500 4,400 5,200

Factory Oncost . . . .| 3,700 3,600 3,300

E.T. Expenses . . . . 100 —_ 200

Company Overheads . . .| 4,700 | 26,450 4,400 | 16,400 4,000 | 16,700

EXTERNAL PAyMENTS:

Debenture Interest . . . — — -

Prefcrence Dividend . . . 600 — -

()rdmary Dividend . . 4000 — —

Taxatio . 2,632 — —_

Other E: xternal Paymcnts . B — 6,232 - — — —
ToraL Ourcomng Casa . . . *32,682 16,400 16,700
INncoming CasH

Opening Cash at Bank . . 485 300 300

From Sales . . .| 18,300 19,400 25,700

Sundry Income:

Property Rents . . . 34 34 34
Interest on Investments . . — w5 -
Other Sources . . . — 200 -

ToraL Incoming Casua . . B 18,819 19,959 26,034
SurrLUs . . . . - — 3,559 9,334
Dericir . . . . . 13,863 —_ —_

Overprarr (Limit f25, noo)

Opening . . . . 14,732 28,595 25,036

Add Deficit . . . . 13.863 — _—

Deduct Surplus . . . . — 3,559 9,334

Closing . . . . . 28,595 25,036 15,702

Below Limit . . . — —_ 9,298

ABove Limrr (in Rcd) . . 3,595 36
SUMMARY

Outgoing Cash iInngC((),.E;]s-h Deficit | Surplus

£ 4 £ £

July . . . . 32,682 18,819 13,863 —_
August . . . 16,400 10,959 — 3,559
September . . . 16,700 26,034 — 9,334

Totals for Three Months . . . 65,782 64,812 13,863 12,893

(Deduction) . . . . 64,812 D —— 12,803 semcom—am—
Net Deficit . . . . 970 970
enaarmm. —
Check— £
Opening Overdraft - 14,732
Add Deficit . . 970

Deduct Surplus . . —

Closing Overdraft . £15,702

Fic. 39

12—(B.434)
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£485 which was at the bank on 3oth June. In July, August, and
September he expects to receive cash from the sales for May,
June, and July, and the sales during May amounted to £18,300.
Apart from this he anticipates only the normal £34 per month
which comes from the cottage property owned by the company,
making a total of incoming cash of £18,819.

In the same way he scts out the outgoing and incoming cash
for August and September, in cach case making adjustments in
his mind in accordance with the increasing or decreasing dircct
labour, oncosts or overheads, and not forgetting the fact that
August contains the holiday weck. At the finish, therefore, he
arrives at the conclusion that in July there will be a deficit of
£13,863, but in August and September margins of £3559 and
£9334-

T'he company has an overdraft limit of £25,000 and the opening
figure on the 1st July was £14,732. If, therefore, the shortage in
July is to be met, it will entail the overdralt rising to £28,595, or
£3595 above the limit. This excess, however, drops to £36 in
August, and in Scptember the higher sales during July bring in
an excess of cash which reduces the overdraft to 15,702, or
£9298 below the limit. In other words, although the overdraft
limit will be exceeded in July, largely owing to the cxtensive
payment for dircct material, this excess will be amply wiped out
a couplc of months later.

Having completed the statement, the cashier takes it to the
managing dircctor and explains the position. The latter does not
wish to approach the bank manager for permission to draw beyond
the limit, and he thercfore arranges for L6000 of the direct
material to be paid for by two bills at thirty and sixty days, thus
transferring £3000 of the cash payment to August and to Septem-
ber. This reduces the outgoing cash for July to £26,682 and leaves
the overdraft at the finish of the month well inside the £25,000
limit.

At the end of the month the cashier prepares a new liquid
margin statement for August, September, and October, and at
the same time a comparison statement showing the original July
forecast against the actual movement of money which occurred
(Fig. 40). From this it will be seen that the actual closing figure
of overdraft was £22,006, and this thereforc becomes the opening
overdraft figure for the August statement (Fig. 41).
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E.F. CO. LTD.
CASH FORECAST COMPARISON
TForrcasr Acainst Ac mAL, Juiv, Yiar B

Original Actual Actual
Forecast Payments Better Worse
Ouscomng Casi L £ L £ L 4
INtTRNAL PavMenis:
Dircet Material © . . LI12,450 6,643 5,807 —
Dircct Labour . . . 1 5500 5,058 — 158
Factory Oncost . . . ] 3,700 3,512 188 —
E.T. Fxpenses . . . B 100 — 100 —
Company Overheads . . .1 4,700 | 26,450 4,877 | 20,690 — 177
EXTERNAL PAYMENIS:
Debenture [nterest . . . — - - —
Preference Dividend . . . 600 600 — —
Ordinary Dividend . . 4 3,000 1,000 — —
Taxation . . . . . 2,032 2,032 —_ —
Other . . . . R — 6,032 — 6,232 — -
Toiar Qurceomne Casu . . 9] 32,682 I 26,022 6,095 ) 335
Incoming Casm:
Opening Cash at Bank . . 105 485 — —
From ‘I'radc Sales . . 418,300 19,129 Bug —
Sundry Incuwe:
Property Rents . . . 31 34 — —
Interest on Investmeuts . . - — — —
Other Sources . . . — —_ — -
ToraL Incoming Casu . . . 18,819 19,648 829
Surerrs . . . . ﬂ — — 6,924 "
Dericrr . . . . . 13,863 75274 335
Deduction. . . . . 7,274 335
Check . . . . . 6,589 6,589
OVERDRAFT
Opening . . . . . 14,732 14,732
Add Deficit . . . . 13,803 7,274
Deduct Surplus . . . . — — -— —
Closing . . . . . 28,595 22,006
Below Limit . . . o 2,994
Apovr Lmvir (in Rcd) . . 3,595 —_
s, 4o

Once again the cashier will forecast the figure of cash required,
making such adjustments for August and September as up-to-date
conditions require. The bonus of £100 was not paid in July, as
the presentation was postponed owing to the illness of the indi-
vidual concerned; it therefore has to be entercd again for the
month of August. In August a small dividend comes in from an
investment, and the cashier reckons he will get £200 from certain
plant which is being sold for cash as it is no longer required. The
two bills for £3000 will have to be met in August and September,
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EF. CO. LTD. B.R.g
CASH FORECAST
Monta or Aucust, YEAR B

Month August ' September October
No. of Working Days 17 I 22 21
Ourcoing CasH £ £ £ £ £ £

INTERNAL PAYMENTS:

Direct Matenial . . 7,000 7,000 4,750

Direct Labour . 4,400 6,000 5,500

Factory Oncost . . 3,600 3,400 3,300

E.T. Expenses . . . . 100 —_— —

Company Overheads . . .| 4,400 | 19,500 | 4,250 | 20,650 4,250 | 17,800
EXTERNAL PAYMENTS:

Debenture Interest . —_ — 500

Preference Dividend . . . —_ e —

Ordinary Dividend . . . — — —

Taxation . . . . . — —_ —

ther . . . . . — —_ — — —_— 500

TortaL Ourcoing CasH . . . 19,500 | 20,650 ’ 18,300

IncoMiNG
Opening Cash at Bank R . 382 300 300
From Trade Sales . . .| 18,500 25,700 20,000
Sundry Income—

Property Rents . . . 34 34 34
Interest on Investments . 25 — —
Other Sources . . . 200 50 —

Torar IncomiNg CasH . . . 19,141 26,084 20,334
SurpLus . . . . . — 5434 2,034
Derturr . . . . . 359 —_ —

OvEeRrDRAFT {Limit ,525,000)

pening . . 22,006 22,365 16,031
Add Deficit . . . . 359 — —
Deduct Surplus . . . —_— 5,434 2,034

Closing . . . . . 22,365 16,931 14,897
Below Limit . . 2,635 8,009 10,103
AsBove Lmar (m Red) . . — — —

SummarY Outgoing Cash Incoming Cash Deficit | Margin

£ £ £
August . . . . . 19,500 19,141 359 -
September . . . . 20,650 26,084 -- 5,434
October . . . . . 18,300 20,334 — 2,034
Total for threc momhs . . 58,450 65,559 359 7,468

(Deduction) . . . 58,450 359

Net Surplus . . . . 7,109 7,109
Check— £

Opening Overdraft . 22,006
Add Deficit . . . -
Deduct Surplus . . 7,109

Closing Overdraft . £14,897

Fic, 41
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but the incoming cash from the sales of June, July, and August is
cvidently adequate to kecp the overdraft below the limit. [t
should be noted that since in this business cash from salcs is
received two months after the invoices are sent out, the income for
the third months will have to be forecasted and not actual. But
although it is being forccasted early in the actual month con-
cerncd, there should be little difficulty in making a rcasonable
estimate. Morcover, working the cash forecast in this way for
thrce months ahead gives the managing director two months’
notice of what sales turnover he will require in order to keep his
cash commitments properly covered.

Except, perhaps, in the arrangement of the schedules, there is
little that is novel in what has been set out in this chapter. Such
regular monthly cash forecasts arc thought quite normal in most
wcll-managed concerns, and where firms arc managed on the
basis of budgctary control the draft statcments suggested here
represent a summary of the “Finance and Cash Budget.” Butsuch
cash forccasts as the author has met seldom interlock with the
overdralt or cash-at-bank figure, and the labour of working to
budgctary control principles is such that few firms can do so
cxcept the larger oncs where full-time individuals can concen-
trate on the calculations, comparisons, and inquirics necessary.

PLANNING ALL FINANCE

In the smaller businesses, where most of the staff have all they
can do to get through the day-to-day routine, cvery additional
statement to .be made out or record to be kept is another straw
on the camel’s back. But all the work that is being done will come
to nothing if the internal finance is not properly controlled, so
whatever else has to be put on one side until more staff is available
to do it, the liquid margin statement should be made out regularly
cach month. Unless the management of a business is planned
ahead, and the cfforts of all concerned directed to running the
business on that plan, it will soon be a case of the business directing
the stafl instcad of the staff directing the business. Sales, pro-
duction, personnel, development—all should be moving to a
co-ordinated plan; and behind all these, crcating and created,
must stand the finance plan, without which the work of the rest
may end in disaster.

One of the soundest remarks ever made about business was that of Professor
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Hoagland of the Ohio State University: “Perhaps the most prolific source of
failure of business promotions is a defective financial plan.” Bad production
management and bad sales management have slain their thousands, but
faulty finance has slain its tens of thousands. The financial plan of a business
should begin at the birth of the business. It may grow with the business in
ambition, but it should not change in kind.*

Even in firms where cash is plentiful and the internal
finance presents few difficulties, the preparation of the cash
forccast usually has a tonic cffect upon the management,
especially where the senior departmental managers are encour-
aged to takce their full share in maintaining the security of the
undertaking. The average works manager or sales manager is
far too apt to take the money for granted, and to pursue his own
specialized objectives without much reference to the cash involved.
But the basis of all industrial effort is moncy, and it is therefore
a sound principle for this fact to be kept constantly before those
by whose activities the business is maintained—whether owners,
managers, or operatives.

* Collin Brooks in Company Finance (P. S. King & Son, Ltd., 1939).



CHAPTER XIII
THE ASSET VARIATION STATEMENT

In the foregoing chapters there has been a good deal of discussion
of the different classcs of capital to be found in a business and how
each tends to move. From the practical management standpoint
it is necessary to fix some point at which that movement can be
inspected. The money is, of course, shifting all the time, but it
is impossible to watch the day-to-day fluctuations, except in onec
or two special instances where some anticipated difficulty has to
be avoided. Once a month, therefore, it is advisable to review the
amount of moncy to be found in each category of the asscts and
the liabilities. This is alrcady done in many companies where an
interim monthly balance-sheet is made out. But the balance-sheet,
as we have seen, is not adapted for management use, however
convenient it may be as a long-established framework for record-
ing the balances in the company’s books. For the purpose of this
monthly survey, therefore, a form has been drawn up, called an
“Asset Variation Statement,” and an example of this is shown
in Fig. 4.

It will be seen that this is nothing more or less than a vertical
balance-sheet, having four columns of figures. The first pair
show the results at the current date and at the date against which
the comparison is to be made. The two right-hand columns show
the figures oflincreasc or decrease in assets during the period.

There is nothing new in the idea of comparing two balance-
sheets of differing dates, in order to note the changes shown.
This can be done with a number of different intentions, such as—

(a) To observe the increase or decrease in net worth.

(8) To observe what new moncy has come into the business
and where it has been invested.

(¢) To observe the risc or fall in the overdraft, and the
rcasons for it.

(d) To observe incrcases or decreases in fixed and circulating
capital, and the items which have contributed to these changes.

The assets variation statement will vary to some extent in its
lay-out, in accordance with the intention behind it. Substantially

165
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it remains the same—two vertical balance-sheets of different
dates, set side by side for ease of comparison, with columns
provided in which the increase or dccreasc of cach item can be
entered.

Now a balance-sheet records the balances at a certain date,
and does not record any changes which may have occurred
between two dates. The figures are static, not dynamic like those
of the profit and loss account which accumulate month by month
until the end of the ycar. It is uscless, for instance, to attempt to
watch the movement of the overdraft from the monthly balance-
sheet figure. In January it may be £10,000; in February £qgooo,
a reduction of £1000; yct between the two dates it may have been
up to £20,000 and down again.

But if the movement of funds be watched month by month
through the asset variation statement, the managing director can
rest assured that no more than a month’s freedom of movement is
allowed to any item before it is once again reviewed, and the
amount of its movement observed. This seems, in practice, to be
a sufliciently satisfactory check, except in the case of the bank
overdraft, and sometimes the cash balance. It may be advisable
to watch these weekly or even daily.

COMPARISON INTERVALS

The longer the period between the two balance-sheets com-
parced, the more probable will it be that unobscrved changes
which should have becn watched will have occurred in the inter-
val. But the comparison between the balance-sheet as finally
audited at the end of the previous financial year and the balance-
sheet at the end of the current month under review is bound to
be of control value. For this reason many concerns always make
up two asset variation statements, one showing the alterations
since the previous month and the other the alterations since the
end of the last financial year. The month-by-month comparison
is the control document, from which adverse tendencies can be
observed and corrected. The period comparison is a warning of
how the new year is going, comparcd with the previous year, and
as the months pass and the period lengthens until in its turn it
makes a complete year, the managing director will have kept in
continuous touch with the position.

The survey of the assct variation statement is based upon the
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fact that (apart from a fresh issue of capital), new money can only
come into the business by the making of profits or by borrowing.
Moncy cannot be created out of nothing, at any ratc in an
industrial undertaking, and thercfore as the funds available move
backwards and forwards from scction to section in accordance
with the requirements of the business, if suflicient additional
money to meet some need cannot be obtained from the incoming
profit or from somc lender, it must be obtained by liquidating
some asset.

This statement, therefore, aims at establishing the extent to
which the assets have increased or decreased during the period.
For this purpose, in order to facilitate the addition of the various
differences, an increase in liabilities is treated as a decrease in
assets, and vice versa.

In this manner it is possible to add up all the increases and
decreases in the asscts and liabilities of various types, noting how
the funds have moved in each instance of change. Money is
obtained from a decrease of asscts, and it is cxpended on an
increase of assets. The difference between the total increase and
the total decrcase will be the change in the net worth for the
period, usually to be found in the balance of the profit and loss
figure, or in the gencral reserve.

If the finished goods stock has decrcased, funds must have been
obtained from the selling-off of that stock (assuming that no
revaluation has occurred); if debtors have decreased, money
which was previously outstanding has come in and thercfore the
decrease in the debtor asset has provided funds. Similarly, with
the liabilities; if the creditors have decreased we know that a
Jecreasc in liabilitics is equivalent to an increase in assets, and
therefore it may be that some of the money obtained from the
decreasc in debtors has been expended in paying off creditors.

By taking simple examples of this nature the rcader will soon
find himself able to understand how the money is moving in the
business. The only items liable to causc any confusion in the
mind are in the case of provisions. A provision is a liability, and
if, therefore, as is shown in Fig. 42, a taxation provision of £5000
is made, since an increasc in liabilities is equivalent to a decrecase
in assets, this £5000 will be placed in the assets decrease column.
The funds being obtained from the assets decreases, it follows that
this provision of £5000 against probable taxation has provided
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ASSET VARIATION STATEMENT

Perion or TeEN Montus, ENpiNg g1sT OcTOBER, YEAR B

This Month As at Asset
Item Ocroner 31st Dec. e T —
Year B Year A Increase | Decrease
ASSE LS s £ £ £
Clash in Hand and at Bank . 462 187 275 -
Marketable Investments . . 5,000 5,000 —_—
Debtors . . . . 152,307 | 135,411 16,986 -
Finished Goods Stock . ° 17,844 I 32,197 — 14,353
Work-in-Progress . I 65,311 ! 52,184 12,827 —-
Material Stocks . . . 11,4643 T4t 4,022 —
Land and Buildings . . ' 127,439 131,886 — 1,447
Plant, Machinery and Tools . N 85,047 91,432 — 5,795
Otlice Fixntures and Fitungs . 1,b30 1,749 — 115
Goodwill . . . . 50,000 50,000 — —
Patent Rights . 25,000 25,000 - —
Prelimunary Expenses . e 1.455 — 1,453
ToTAL, ALL Asskis . . 542,189 534,212
— [ [
LIABILITTES | ! (Reversed)
Creditors . . 100,433 60.845 - 36,588
Provision for Price Reduction 45.805 65,432 29,567 -
Provision for Taxation 5,000 — — 5,000
67 Debenture Stock 110,000 110,000 — —
Loans from Ducctors 19,500 15,000 — 1,500
Bank Overdraft . 55,000 35,000 —_ 20,000
Torar, Art LIApILITILS 341,708 205,277
To1u TNcreasts ann Dicreasts ; 63,677 02,251
(deduct) a . 63,677
| ——
Nt AsL1 Droreash | i 28,574
. —_ B O O
REprysPyIeD By ALTFRATON As FoLLows , ;
= i
NE 1 WORTH !
Issurp Caprian: | |
(idmarv Shares .« . ! 100,000 h 100,000 — —
59, Preference Shares . f 100,000 i 100,000 — —
GrarraL Rrscryvy . o - \ 20,000 —_ 20,000
Prorir axn Loss Bavarcr g 10,301 | 18,065 — 8,574
o | e—— — e
Tarar AL o 238065 - 28,574
| |
S G B | R
Fic. 42

OF INDUSTRIAL UNDERTAKINGS

Notr. ‘The reader will observe that in the Statement shown above all sub-headings and sub-
totals have been omutted. This is because in the A.V.S. the balance-sheet figures are viewed
solely from the aspect of individual increase or decrease.  Any survey of total variations m the
varions categories of asset oi liability would be made from the balance-sheet itself. In the
A.V.S. such sub-totals have hittle or no value as their changes cannot be shown in the assct

increase or decrease columns,
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£5000 of money which may have been expended in one way
or another.

It is not altogether easy to see how the creation or the increase
of a provision should provide money which can be spent on other
items. Perhaps the simplest way is to consider the provisions as
strong-boxes labelled with their various titles, the cashier having
the right to borrow the money from them should necessity arise.
In this case, therefore, the cashier will have put £5000 into the
provision strong-box labclled “Taxation,” and then borrowed
most of it to pay for the increase in material stocks. Some day,
of course, he will have to replace that borrowed money when the
taxation falls due, but for the time being he can usc it in the
business.

The asset variation statement should be accompanied by a
movement of funds statement, as shown in Fig. 43.

MOVEMENT OF FUNDS STATEMENT

CoMPARISON BETWEEN PostrioN AT 31st (JCTOBER, YEAR B AnD AT BEGINNING
oF IINaNcIAL YEAR, 41sT DECEMBER, YEAR A

FUNDS HAVE BEEN OBTAINED FROM—

(@) OwWNED (ASSET) SOURCES BY L L
1. The sale of Finished Goods stock . . . . 14,353
2. Depreciation of Plant and Machinery . . . 5,795
3. Depreciation of Land and Buildings . . . 4,447
4. Writing off Preliminary Expenses . . . . 1.455
5. Depreciation of Fixtures and Fittings . . . 113
— 26,163
(b) BorrOWED (LIABILITY) SOURCES BY - -
1. Increasing Creditors . . . . . . 36,588
2. Increasing Bank Overdraft . . . . . 20,000
3. Making Provision for Taxation . . . . 5,000
4. Further Loans for Directors . . . . . 4,500
66,088
(¢) Making Prorrrs IN TrRADING . . . . . nil
Torar Funps OBTAINED . . . . £92,251
TIHE ABOVE FUNDS HAVE BEEN EXPENDED ON—
(a) INCREASING ASSETS BY—
1. Morc Debtors . . . . . . . 16,986
2. More Work-in-Progress . . . . . 12,827
3. More Material Stocks . . . . . . 4,022
4. Increasing Cash Fund . . . . . . 275
- 34,110
(6) DECREASING LIABILITIES BY— -
1. Meeting Price Reduction . . . . . 29,567
(¢) MEeETIiNG Loss on TRADING . . . . . 28,574
TorarL Funps EXPENDED . . . . £92,251

Fic. 43
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The M.o.F. Statcment has proved one of the most rewarding
items in the “diagnosis” stage of the management accountant’s
monthly work, since it shows so clearly how the money has moved
since the last balance-sheet, and thercfore makes it easy to assess
whecther that movement is favourable or unfavourable.

1f the movement be studicd, it is obvious that the best source
from which to obtain funds is by the making of profits, which is
new moncy coming into the business. Next would come the
liquidation of fixed assets, which implies the unfreezing of the
firm’s money, and lastly thc acquisition of ncw money by borrow-
ing. The wisdom or unwisdom of the expenditure recorded will
depend upon circumstances and the financial policy of the
Board—whether to increasc asscts or decrease liabilities.

Expericnce has shown that this statement often comes as quite a
shock to those who have not previously adopted it. It cannot, of
course, show any intermediatec movements that may have occurred
between the two balance-sheets compared, and only records the
starting and finishing positions. Where a concern is running
smoothly with good financial handling it is most intercsting to
watch how the shrewd decisions of a managing dircctor with a
good money scnse are reflected in the M.o.F. Statement in a
consistently favourable manncr.

Secrer NETr WoORTH

It has been suggested that the asset variation statement should,
in addition, show the “Sccret Net Worth” of the company, in
which all assets subject to secret reserves should be assessed at
their current value. This might not be considered advisable by
some industrialists on account of its private nature. On the other
hand, it should be borne in mind that in the financial management
control of an industrial undertaking, it is of the utmost importance
that the managing director should know the true facts of the case,
even if these are written out by hand by the chief accountant in a
lock-and-key ledger for the managing director’s eye only.

Internal reserves—the so-called secret reserves of a business—
are usually of a somewhat vague nature, and since the statement
of secret net worth calls upon the accountant to state clearly what
those secret reserves are at the date of the statement, it might
provide a reliable view of the situation. It would be understood
that the assessments werc subject to contingencies. Investments
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standing in the public balance-sheet at cost may be worth at the
date of the statement almost twice that figure, and if, thercfore,
they were sold, the cash would be available. Similarly with
under-valued stocks or over-valued creditors. It would seem
sound practice, therefore, for the managing director te have at
his disposal each month a careful assessment by the accountant
of the diffcrence between the net worth as shown by the balance-
sheet figures and the sccret net worth including secret reserves—

STATEMENT OF SECRET NET WORTH
as AT 31sT OcToBER, YEAR B

£ L

Nct Worth, as stated . . 210,391
SECRET RLSFRVES (subject to contmgcncxes)
In Investments (held at cost) . . . 15,000
In Debtors . . 23,500
In Stock and Work-m-Progrcss Valuation—
Material Stocks . . . . . 1,250
Work-in-Progress. . . . . —
Finished Goods Stocks . . . . 3,500 4,750
In Land and Bmldmgs . . . . 35,000
In Creditors . . . . . 18,500

ToraL SecRET RESERVES . . . 96,750

Secrer Ner Worta . 307,141
Sccret Net Worth at gist Deccmbcr Year A 326,465

An INGREASE/DECREASE of . - £19,324

Fic. 44

The asset variation statement should always be studied from
a fourteen-column comparison sheet in which the figures for the
different items are entercd month by month. In this, as in all
other management statcments, the comparison sheet is more
useful for control purposes than the monthly sheet, since it enables
the long-term view of the movement to be watched. Debtors and
creditors will rise and fall, but from the comparison sheet it can
be seen whether that rise or fall has been going on in one direction
for some time, or whether it is merely a normal fluctuation. The
asset variation statement, therefore, serves two purposes. First,
as a prime document from which the month’s figures can be
entered on the comparison sheet, and, secondly, as a statement
of the movement of tunds in the business, with the explanation
set out in simple language, issued at monthly intervals so as to
provide a regular survey of the position.



SECTION 1V
MATTERS ARISING

CHAPTER XIV

OVER-TRADING AND UNDER-TRADING

THE sales turnover is the yard-stick of the commercial activity
of the company, and when that turnover is cxamined, it will be
found to be in one of three conditions, in all of which the financial
problems connected with the trading are of a different nature.
These conditions arc—

(a) Normal turnover.
(6) Rising turnover.
(¢) Falling turnover.

(@) NorMAL TURNOVER

Since nothing in business is cver really normal, the term is used
here to denotc that the M.A.T. of the sales turnover fluctuates
monthly within a margin of] say, about g per cent to 5 per cent
above or below its position at the beginning of the financial year.
In such conditions the circulating capital will flow steadily round
and round without much variation, the profit-margin on the salcs-
debtors providing an adequate surplus to meet the various sums
that have to leave the circulation in out-payments. Temporary
accommodation by way of bank overdraft will rise and fall,
whether the business is scasonal or straightforward, in the former
case a rising overdraft being secured by the increasing stock and
work-in-progress awaiting cuick sale when the season comes
round. (The flow-speed in such cases will vary with a pre-
determined monthly normal.) In circumstances such as these the
burden of the cashier is an easy onc; the company pays its way
regularly and no violent financial fluctuations are likely to arise.

A normal turnover does not mean a static—or stagnant—busi-
ness. No business can ever be static—if it is not moving forward, it
is bound to be falling back. It must for ever be improving its pro-
ducts, its selling methods, and its general organization; watching

172
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its existing markets and finding ncw ones, keeping a wary eye on
competitors and perpetually alive to the change in the fancies or
requircments of its customers. Only by doing this can it maintain
a normal or stable turnover, once it has rcached the optimum
development beyond which it would be unwise to go. 1f it fails
in its creative activity, it will gradually begin to fall back, living,
it may be, for a time on its past reputation and goodwill, but
inevitably heading downwards until its decadence shows by the
turnover beginning to fall too. After that, disaster, unless a fresh
grip is taken on the whole concern, is only a matter of time.

SeasoNAL Errect

The fact that a business is a seasonal one does not affect the
stcady nature of the sales turnover, as recorded by the monthly
moving annual total. Since in making up the M.A.T. the new
monthly result is added and the corresponding monthly result in
the previous yecar subtracted, the seasonal effect cancels out.
Figs. 45 and 46 show an example of a steady seasonal turnover in
a concern where sales rise in the winter and fall in the summer.
It will be seen that although the monthly sales vary between
£10,174 and £23,114 in year B (227 per cent), the moving annual
total only varies between £202,213 and £209,146 (34 per cent),
and thc maximum variation at any month is 1-3 per cent.

Incidentally, this example is a good demonstration of the valuc
of the moving annual total for showing the gradual movement
or trend of any factor in a business. By no other method would
it be so casy to sce that the sales of the company rcached a peak
in June, year B, and subscquently fell away for six successive
months—a clear indication that something is going wrong some-
where. The year ended with a total sales turnover of £202,213,
which was only £88g less than the total for year A. On the surface,
therefore, it might casily be assumed that the turnover had been
maintained, and all was well. But a trend showing six successive]
monthly falls in a seasonal concern, however small those falls
may be, is proof that there is a factor of some kind which is.
causing the company’s business to fall off. Unless this factor is
traced and eradicated, the fall may soon assume more dangerous
proportions.

Trading under steady turnover conditions presents only the
normal day-to-day financial problems that occur in any industrial
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IL.P. & CO. LTD.

MOVING ANNUAL TOTAL

Current ‘I‘\\/[:Xll;% Variation Variation from
Month | "0 Month to Month 31st December, Year A

Up | Down % Up | Down %
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concern. Itiswhere turnover is rising or falling that the specialized
financial pitfalls can be found.

(b) Risiné TURNOVER

Where the turnover is expanding a different set of problems
arises—problems which can be, and often are, dangerous to the
point of bringing about the collapse of the business. More
particularly are they dangerous because they are of very gradual
growth, and in circumstances which have every superficial
appearance of prosperity. It is not at all unusual for the
unwary—or too optimistic—manager to be lured on by the will-
o’-the-wisp of expanding business and increasing profits, until
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he finds himself entangled in difficultics from which there may
be no escape. Yet the circumstances that lead to this position
are simple enough.

The day-to-day liabilities must, of course, be paid in cash and
(where no cash reserve exists) the money wherewith to do this
returns to the company from the sales-debtors. Since thc most
usual commercial credit terms are payment in thirty days after
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the date of the invoice, and such terms are scldom closely adhered
to, it is safest to assume a lag of two months between the date of
the invoice and the receipt of the cash. In such circumstances
the sales turnover invoiced in January would return from the
debtors in cash in March, that for February in April, and so on.
If the firm is expanding its business, therefore, there is a danger
that the expenscs which have to be paid in cash in March will
be greater than the cash returning from the January sales. A
growing wages bill will have to be paid week by week, and, since
the material must be obtained in advance to provide for this
developing production of goods, the invoices for these increased
supplies would probably have to be met only slightly later than
the increased wages. Most of the establishment charges would
13~(B.434)
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probably not increase, or only slowly, but for the purpose of this
example it is assumed that an increase in sales effort is necessary
to ensure the expansion required, and thercfore the percentage
of profit made remains stable throughout the expansion process.

Fig. 47 gives the results of three firms with a sales turnover
expanding in the course of a year from £10,000 per month to
£19,000 per month.* Company A makes 5 per cent, Company B
10 per cent, and Company C 15 per cent profit on the sales turn-
over. It is assumed that the companies were working under
static turnover conditions of £10,000 per month until January;
from February until October the turnover expands by £1000 per
month, stabilizing itself in October at £19,000 per month.

It must be borne in mind that these thrce companics are making
increasing profit-sums throughout the period. Company A in
January makes 5 per cent on a turnover of £10,000, or £500.
In February it makes a profit of 5 per cent on £11,000, or £550;
in March a profit of 5 per cent on £12,000, or £600, and Com-
panies B and C, making 10 per cent and 15 per cent profit re-
spectively, do proportionately better. But we are speaking here
not of profits but of cash available to pay commitments, and
although Company A has made a profit in March of £6oo0 it has
to mcet commitments for £11,400 and has only received in cash
from its January sales-debtors the sum of £10,000—a deficit of
£1400. As the succeeding months pass, this deficit continues
cach month, owing to the lag between the returning money and
the current commitments, although, as will be seen, the deficit
gradually grows less owing to the monthly expenditure rising at
the rate of £950 per month and the cash receipts, two months in
arrears, rising at the rate of £1000 per month.

For Company A, therefore, the problem consists of whether a
source of temporary finance can be found from which to make
good the deficit until such time as the stabilization in December
brings the full £g50 profit per month in rcgularly. Altogether
the deficit reached £9800 before the first full month of profit in
December, and Company A has been going through the process

* In actual commercial working the results would never be as regular as those
shown in the example. Payments out of the circulating capital (debenture and loan
interest, dividends, capital expenditure, etc.) are irregular in their incidence, and the
monthly cash surplus and deficit would therefore fluctuate. The example is purely
academic, drawn to show the lag and slow recovery of the cash receipts, omitting
extraneous calls, which would inevitably make the picture worse.
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of what is known as over-trading throughout the whole year. It
is likely to continue doing so, as ten further months will be required
before the £9800 can be repaid.

There is no need to elaborate the picture shown by Companies
B and C. In the case of Company B over-trading occurs for a
period of eight months, but the sum involved is not so serious,
and at the end of the year the company should have £300 cash
more in hand than at the start. Company C, making 15 per cent
profit on its turnover, shows a much more favourable picture.
Only two months show a slight deficit, and on account of its
higher profit margin the company can finance its own expansion
without being at a loss for cash resources, unless other calls arise
where the cash is needed, perhaps for taxation or dividends.

THE DANGER OF OVER-TRADING

The danger that lies in over-trading—in other words, in
attempting the expansion of a business without an adequate back-
ground of liquid capital—is that the management, dazzled by the
opportunity offered by the market and the profits undoubtedly
being made, do not appreciate that the cash return during the
expansion period inevitably lags behind the expenditure. As a
result, as wages must be paid weekly and salaries monthly, such
cash as comes in is paid out in those wages, salarics, and other
unavoidable immediate expenses, only the residue being used to
pay the incrcased creditors. Naturally this leads to a growing
proportion of the creditors remaining unsatisfied, and after a few
months complaints begin. If Company A has not been able to
obtain temporary accommodation from its bank—possibly due
to that accommodation being already extended up to the limits
justified by the security—by about May or June the managing
director will be puzzling how he can meet creditors’ demands
and at the same time pay wages and other charges. It may be
noted that under expansion conditions financing by commercial
bills usually means an early suicide, since by the time the bills
mature, there is even less money available than when they were
accepted.

The usual first step downwards on the Avernian slope of over-
trading, after creditors have been fobbed off to the limit, is to
press the debtors for early payment, special discounts being
sometimes offered in return. This is naturally a waste of the
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company’s money, but may be justified where an intense cash short-
age exists. Then begins a period of strain, worry and discomfort
which cannot be imagined by those who have never experienced
it. Every post is cagerly watched for incoming cheques; the
cashier painfully builds up cach week a sum sufficient to pay
wages, and the question of whether the salary cheques will go out
at the end of the month—or, if so, whether they will be honoured
—becomes a matter for anxious discussion among the staff.
Rumours of the company’s difficulties soon get about, summonses
and writs arrive, bailiffs begin to make their appcarance in the
waiting-room, and the penultimate stage of disaster comes usually
in the shape of pro forma invoices for further material supplies.
This accelerates the breakdown, since now the company can
obtain no new material without paying for it first, and at the
same time it must try to satisfy old creditors for matcrial previously
reccived and uscd up.

After that stage it is usually only a few weeks before some
creditor applies for an order for the liquidation of the company,
or perhaps the desperate managing dircctor, facing the issue,
calls his creditors together, and tries to come to some arrangement
with them in order to avoid the complete collapse of the business.
If he fails, a receiver or liquidator is appointed, and the concern
is wound up. If he succeeds, he may have to face as a penance
for his lack of cxperience and managerial judgment a long period
of slow, careful re-building of the financial structure of his business.

It is a tragic story, with its aftcrmath of waste, frustration, and
the unhappiness and worry which descend upon the lives of the
operatives and stafl thrown out of employment—and all quite
unnecessary, if the elementary principles of financial management
had been understood.

AN APPARENT ANOMALY

Many individuals spend their lives in industry without realiz-
ing that as many companies go into liquidation through doing
too much business as through doing too little. The whole affair
appears to be a complete anomaly. A concern has a good
product, ample markets, excellent opportunities for doing well,
and is actually making good profits—yet the machine scems to be
clogging itself, and eventually breaks down. It is, in fact, the
inevitable result of commercial expansion when working with a
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profit-margin which in itself is insufficient to supply the cash
necessary to cover that expansion, and where no additional
source of temporary funds is available to take its place.

Some firms, owing to a shortage of owned circulating capital,
continue for years to exist in all the discomfort of over-trading
conditions, although their turnover is static and not increasing.
A company of this type will withhold payment of its creditors up
to the maximum point beyond which disaster would be inevitable
—and then continue trading with that forcibly borrowed creditor
money. Regular payments are made monthly, but the excess
owing is never paid off, if it can be avoided. Where a bank loan
or a debenture exists, the commercial creditor may be reluctant
to force a liquidation, lest he should find that others having prior
claims to his obtain their money, whilst he docs not. He therefore
contents himself with—not unnaturally—grumbling, or giving
poor service, and sometimes insists on interest being paid on his
debt once the commercial credit term is over-stepped.

But the firm doing business on these lines has a very uncom-
fortable existence. The managing director may congratulate him-
self on trading with other people’s money, but the cashier spends
half his time at the telephone placating creditors, the buyer has
for ever to be finding new sources of supply (as the old ones have
black-listed him), and the works manager is perpetually in diffi-
culties with shoddy material, delay in delivery, and no sympathy
or help when he wants something in an cmergency. The larger
suppliers will prefer to continue deliveries, after coming to an
understanding as to credit limits. But the smaller suppliers can-
not wait for their money, and a firm needs the smaller suppliers,
often local men, just as much as the larger oncs. And so the
trading goes on, until the gradual inflow of profit eases the position
back to normal, or the managing director’s ambitions finally push
the business so deeply into difficulty that it collapses.

SAFEGUARDS

If over-trading on a rising turnover is so dangerous, and so
easy to slip into unawares, how can it be guarded against? The
answer seems to be this: so long as a company can pay its way
regularly according to the commercial credit terms observed in
its line of business, it is not over-trading; the moment it ceases to
be able to do this, over-trading has begun. Wages must be paid
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week by week; establishment charges must be paid weekly,
monthly, quarterly, or half-yearly; fixed charges (interest on
borrowed money) must be paid half-yearly, and taxation also.
Of the obligatory expenses there remain only the creditors. If]
after paying all the rest, the payments to creditors can be main-
tained at their due date, all is well. But when over-trading
begins—i.e. when a shortage of circulating capital makes itself
felt—the first place where it will become evident will almost
certainly be in the creditor payments. Therefore if the percentage
of creditor money in the circulating capital rises above normal,
over-trading will have begun.

It remains for thc managing director to decide the cxtent to
which he can borrow creditors’ money without harming his
business. He should not forget that the harm starts long before
the dunning letter stage. A good name in the trade for prompt
payment invariably results in good material, regular supplies,
a ready ecar for complaints or suggestions, and, above all, willing
help in time of emcrgency. But there is naturally a working
margin, a subtle difference between the nominal commercial
payment date and the actual, which can be established and
maintained without harm arising (other than the loss of dis-
counts). The managing director, who, owing to shortage of
working capital, is forced to use as much creditor money as he
can get, should decide—after careful investigation—what this
can safely be. But it is far better to insist on regular creditor
payments on the commercial date, watched by the percentage of
creditor moncy in the circulating capital. If that figurc begins to
rise for two consccutive months, an immediate inquiry should be
instituted, and an cffort made to bring the percentage down by
one means or another, if no good reason for the increase can be
found.

A LONG-TERM AFFAIR

Though over-trading is such a common cause of the collapse
of a business, it is, like all financial illnesses to which industrial
undertakings are liable, a long-term affair. Production and dis-
tribution may provide sudden emergencies which have to be
tackled promptly if serious loss to the company is to be avoided.
In production the writer has experienced a cloud-burst which
put the greater part of six hundred machines into a foot of water;
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a stock error which allowed forty-eight hours’ grace before a
factory employing four hundred would have to close down
entirely ; and a blow-out on the main switchboard. In distribution,
he has experienced the disappearance of the whole (110 tons) of
his firm’s cxhibits somewhere en route to an international fair in
France; the total failure of a new machine to function on the
morning of an official Admiralty trial; and the discovery on a
rival’s stand at a show of a model which was infinitely better than
the latest type then evolving in the firm’s experimental depart-
ment. All these are sudden things which the manager has to
deal with quickly and effectively, if loss to his company is to be
avoided. But with the internal finance the harm is a slow-motion
aflair; its early symptoms arc easy to recognize and there is a
wide margin of time during which matters can be controlled and
brought slowly back to normal again. It may mean a tight hand
on the reins, a restraining of ambitions, and the courage to refuse
to take what appear to be opportunities of quick profits and
rapid expansion of the business. But that, surely, is as much the
duty of the manager in respect of finance as it is the duty of the
works manager to ensure that his machinery is properly and
economically occupied. Failurc through over-trading is not a
sudden affair due to external and uncontrollable circumstances—
it is due, without exception, to bad management.

(c) FaLLiNG TURNOVER

In these conditions the problem is more of an indirect nature;
but none the less trouble will arise if the position is not watched
and carefully handled. Where the business is falling off, the
sales-debtor cash returning at two months lag will be more than
the current sales turnover, and therefore still more than the
current expenditure. Consequently we meet that other apparent
anomaly that when trade is falling off, cash is plentiful.

If the managing director is wise, he will open a separate account
at the bank and place in this account each month those sums
representing the circulating capital which, for the time being,
cannot be used owing to diminishing trade. He is at liberty to
take the whole of the profit for whatever purpose he may require
it, but the sum representing the wages, materials and charges of
the vanished turnover should be banked for the time being.

As trade continues to fall away the company may reach its
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break-level point, and subsequently begin to make monthly
losses. Now a loss means that money is draining out of the cir-
culation, and if; therefore, the managing director is to maintain
the flow of circulating capital, even at its reduced rate, he will
have to make good the wastage from somewhere. His alternative
is either to cut down the charges of the business drastically to
meet the ncw turnover level, or to draw on his No. 2 Account
where he has banked the excess circulating capital for the time
being.

Expense Repuction DirricuLt

Therein lies the principal danger of under-trading. Managing
dircctors are invariably most reluctant to reducc charges when
they represent wages and salarics of operatives and staff, and
therefore the natural tendency is to make good thelosses out of
what is really circulating capital. For the time being this docs
no harm, as the money is not needed for trading; the danger
arises when the depression has passed or the temporary trading
difficulty has been overcome. The company should then revive,
and its turnover will once more begin to increase. The circulating
capital which had gone out of action will be required again for
trading purposes.

The managing director will naturally aim at regaining, as soon
as possible, his previous figurc of sales turnover. If he was in
touch with the movement of the money in his busincss, he will
be aware of his previous amount of circulating capital and the
speed at which it had to move to return him the profit that he
used to make. He will know his existing figure of circulating
capital and that will give him an immecdiate answer as to (a)
what the speed of his reduced circulating capital will have to be
to return him the same sum of profit, and () if that is out of all
reason, what should be his limiting figure of sales turnover until
accruing profits enable him to expand it again to its former level.
This will insure him against over-trading.

But since circulating capital flow-specd and make-up is a new
development in financial management, it is more likely that he
will apply all his encrgies to regaining his former sales turnover
without studying the effect upon his financial structure. The
amount expended in meeting charges during the period of depres-
sion will no longer be available and it may come as a surprise to
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him that long before he is approaching his former sales turnover
figurc, he is beginning to find himself short of cash to meet
his obligations.

Under-trading is, admittedly, not such a serious risk as over-
trading, since the danger lies, not in the collapse of the company
through insufficient turnover, but in its collapse at a subsequent
date, through over-trading, after the recovery has set in.

UNDER-TRADING THROUGH INEFFICIENCY

There is another aspect of under-trading, where a company
finds its sales turnover steadily falling away, not because of an
industrial depression which will only last for a short period, but
because the products sold are out of date, or unsatisfactory, or too
cxpensive to meet competition. The same state of affairs as in the
temporary under-trading casc will manifest itself—a surplus of
cash at first, followed by losses in which the surplus funds will be
exhausted. This type of under-trading ends in liquidation as soon
as the money has diminished to an extent that will not allow
obligations to be met. The remedy lies in an early recognition of
the reasons for the declining turnover, followed, without delay,
by effective measures to remove the causes of the trouble, whether
personal or impersonal.

Under-trading and over-trading are fundamentally different in
their incidence. The former is due to circumstances over which
the managing director has little or no control, or else to ineflicient
management; the latter is a policy deliberately adopted, though
whether with an understanding of its implications, or not, is
another matter.

If the compulsory winding-up of a private or public company
involved a public prosecution, failure through over-trading would
be less prevalent than it is. It is almost always avoidable. The
predatory individual who reckons bankruptcy a profitable event
and lays his plans well ahead, so that he can personally profit out
of the losses of his creditors, is as much of a criminal as the solicitor
who embezzles his client’s funds, or the confidence trickster. The
finance in a business does not disappear overnight, or melt away
in a few months. All financial difficulties in business (apart from
gambling) are of long-term origin and development, and troublc
ahead can be discerned long before it is reached. The attitude
to-day is that stupidity or lack of judgment, if not deliberately
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directed to nefarious ends, cannot be considered a criminal
offence. But a trustee who, through stupidity or lack of judgment,
loses funds entrusted to him, remains none the less liable—and
the directors of a business are the trustees of the shareholders’
funds. Why, therefore, should they escape unpunished when those
funds have been lost? Only because it has been too casy hitherto
to plead that the collapsc of the business was brought about by
external circumstances over which the directors had no control.
Yet, if the story of the internal finance movement over the pre-
vious two or three years were clearly set out, undoubtedly it could
in almost all cases be proved that the directors’ financial policy
had been illjudged, that ample evidence of that fact could have
been seen for many months and that the final collapse had been
due, not to circumstances over which the hoard had no control,
but to the fact that the board did not possess that cxperience of
practical financial management which should have been one of
the principal qualifications for their appointment.



CHAPTER XV
ADDITIONAL FUNDS

ALMosT invariably at some stage in the life of any business there
arises a nced for additional money. In the first instance this will
be for temporary funds in order to increase the trading scope, and
later on funds will probably be wanted for further investment in
the fixed capital, in the way of more buildings, plant, and machin-
ery. In war-time many factories are laid out complete in every
respect for the express purpose of manufacturing a definite quantity
of a certain product, but such instances are rare in the normal
course of industry. The more usual story is for the firm to start in
a modest way and gradually grow, adding to its means of produc-
tion by buying equipment out of the undistributed profits. This
process, though safe, is slow, and thercfore it frequently happens
that the managing dircctor begins to look round for a source of
additional funds for some specific purpose. The manner in which
they are obtained may have a considerable influence on the future
success or failure of the concern.

Such sources can be roughly divided into—

(a) Additional funds obtained from inside the business,
(5) Additional funds obtained from outside the business.

(a) AppiTioNnaL Funps OBTAINED FrOM INSIDE THE
BusiNEss

The circulating capital already in the company’s balance-sheet
is to be found, as we have scen, in the cash and investments, the
debtors, and the stock and work-in-progress; the fixed capital is
sunk in tangible, intangible, and fictitious assets. If these sections
be carefully examined cach in turn, it will seldom be found that
the search for money not becing effectively utilized inside the
business will go unrewarded.

Cash and investments are, of course, money, and it is not likely,
if there is a need for cash, that the investments will not already
have been realized. Debtors, however, represent a certain sum
of money outside the business in other people’s hands.

186
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DeBt COLLEGTION

If, therefore, the average time-period of debtors outstanding
month by month can be reduced, the money so retained inside
the circulating flow will provide more liquid capital. Commer-
cial credit practice in the particular industry will determine to
a great extent the normal sum outstanding in debtors at the end
of each month, but some firms arc not particularly careful about
debt collection and instances can be found where notable sums
of money are left in the dcbtors’ hands, although the payment
date is overdue and the money should have been collected.

In some cases, where a company does not suffer from a shortage
of cash, this long credit is given intentionally in order to maintain
good rclations with the debtors, who may be in the market
again shortly for further purchases. Where additional cash is
nceded, the normal figure of debtors should be worked out and
if, at the end of the month, the debtor figure shows above the
normal, an investigation should be madec.

In this, as in most other actions which take place in the course
of industry, there are disadvantages to be avoided as well as
advantages to be gained, as has been mentioned in an earlier
chapter. 1If, on the preliminary investigation, thc sum out-
standing in debtors proves higher than would be expccted from
the normal trade terms and it is decided to aim at a lower figure
in the [uture, the debt collection procedure should be placed in
the hands of a responsible member of the staff, who understands
the niceties of conduct involved.

Therc is a farther method of reducing the figure of dcbtors and
so shortening the period during which the circulating capital lies
out of the business. That is by the firm drawing bills which are
accepted by a customer. The practice of using commercial bills
will be dealt with later in this chapter, but in some classes of
business the customer, on receipt of the goods, will accept a bill
for the sum involved. This can be discounted through the bank,
provided the acceptor’s financial standing is sound, and the
money involved, less the discount, will then immediately return
into circulation. By this practice the money fund represented by
the outstanding tradc dcbtors is reduced to a minimum and is
not, therefore, available as a source of supply of future cash. This
is a minor disadvantage, since obviously anything which can
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decrease the idle period of circulating capital with safety must be
sound practice.

Stock AND WORK-IN-PROGRESS

The third reservoir from which stagnant circulating capital can
perhaps be drawn is the stock and work-in-progress, and it must
be very seldom indeed that with a little better organization and
more energetic management, money—and in some cases quite a
considerable sum—cannot be extracted from these hiding-places.
Raw material stocks are frequently excessive and often contain
castings, forgings, and, above all, bar in bastard sizes, bought for
some specific purpose and never used. There must be extremely
few material stores, whether in engineering or any other trade,
where obsolete or surplus material is not carefully preserved—
usually with the naive comment that it has been written off stock
long ago, and therefore will cost the firm nothing if it can in any
way be worked in. Material of this nature can always be sold,
and in the case of bar, plate, or sections, many merchants would
be glad to take it over at a reasonable price, provided quality is
known. Even if the cash offered is less than the nominal book
value, it is better to have £5 circulating in trade than £10 lying
idle from year’s end to year’s end. At the annual stock-taking
the raw material stock should always be most carefully scrutinized,
and every item not required for current production (cither as
components or spares) should be turned back into cash.

Another aspect of the raw material stocks in which money can
often be locked up is in lack of numerical balance in components
of a unit. The effective stock is governed by the lowest component
item, and whilst supply is bound to bc determined to some degree
by the economic batch-size at the supplier’s, more often than not
stocks are seriously inflated by this lack of balance. If 400 pairs
of back axle shafts and 20 back axle casings are on stock, the
maximum number of back axles that can be assembled is 20, and
380 pairs of shafts are redundant, representing money frozen for
the time being. The writer has analysed stock-sheets which
showed three years’ supply of some components, and none at all
of others. Such bad practice can, of course, be eliminated to a
considerable degree by better-organized material control, and
the money invested in material stock cut down to minimum
working limits.
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The work-in-progress presents a more difficult problem, but
is more frequently a source of unused money than perhaps any
other section of the company’s activities. To maintain a certain
sales turnover requires a certain flow of manufacture, and the
shorter the period from the start of the work until the final dis-
patch of the goods, the quicker the money represented by the cost
of that manufacture will turn over. Every managing director of
a manufacturing company should know at least within 10 per
cent the figure of work-in-progress which should be passing
through his factory in order to achieve a certain turnover, and as
the monthly accounts return the figure of work-in-progress at the
end of each month, a check should be madc as to whether it is
above or below normal. Ifit is above normal, then mouey which
should be earning a proper return is being locked up; if it is
below normal, then there is a hitch somewhere and the sales
turnover, which is the life stream of the business, will almost
certainly be throttled before long.

Few manufacturing businesses give enough attention to the
work-in-progress, or attempt to control the use of the circulating
capital which is sunk in this item. It is not at all unusual to find
a firm endeavouring to obtain a further advance of, say, £10,000
from the bank, and actually offering the figure of work-in-progress
as part of the evidence of asset cover for that advance. Yet all the
time, with a little energy and more knowledge of production
control and organization, the extra £10,000 could be obtained
out of the work-in-progress without having to pay interest to the
bank on further money.

One disadvantage of endeavouring to cut the work-in-progress
to the lowest possible figure is that sufficient time may not be
allowed for the proper maturing of material or for the pro-
cesses involved to be satisfactorily carried out. In other words,
therc is a danger of encouraging the factory to turn out shoddy
work. It is assumed that the company’s inspection depart-
ment would maintain adequate safeguards against anything
of this nature.

Finisuep Goobs Stock

There remains the finished goods stock, and in this section
again it will frequently be found that obsolete goods are kept in
the bins in the hope that one day they may be sold. There is
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also the danger of an excessive stock of current goods manufac-
tured in response to a too optimistic outlook on the part of the
sales manager. Here, too, money is locked up which should be
circulating, and many a company has found itself in serious
difficulty for cash when the goods on its shelves represented far
more than the sum required to meet its immediate needs. Obso-
lete goods should be mercilessly sold off each year, but an excess
stock of current goods needs more careful handling; any attempt
to stimulate sales by reducing prices may create a situation which
will cause trouble when repeat orders arise. The case of the
residual stock of old modcls left over when a new model is placed
on the market is not so difficult to handle, but so far as an excess
stock of current goods is concerned, the only real answer is to find
new markets where the goods will be absorbed.

Fixep CapitAL RESOURCES

In the case of the fixed capital, hidden resources are not so
many. Amongst the tangible assets it may be possible to sell or
let any excess land over and above the company’s requirements.
With redundant buildings nothing can be done unless they can
be let as warchouses or for some purpose which does not requirc
too much trespass on the company’s premises. Occasionally it is
possible to sell a steel building complete if the structure is in
good condition, and can be dismantled, but such opportunities
for recovery of unwanted fixed asset money are not frequent.
Usually something, at least, can be got from plant and machinery;
every company has on its premises obsolete or worn-out machines,
or perhaps plant installed for a process subsequently abandoned,
and so on, and all these items should be turned into cash again,
even at junk prices, as soon as possible. If they are really obsolete,
they should have been written down in the company’s plant
register to scrap value, but even if they stand at a figure above
that which they will fetch as scrap, it is far better to put such money
as can be obtained for them back into active circulation than to
leave it lying unused. In some firms quite large quantities of
unwanted small tools are to be found which can be sold without
difficulty to merchants, and any engineer will be aware of the
amount of valuable tool steel lying around in the men’s lockers
of a badly managed machine shop.

Those who have had experience of a clean-up in a factory with
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the object of turning obsolete material and scrap into moncy will
agree that the sum thereby realized is sometimes astonishing, and
before any manufacturing concern endecavours to obtain moncy
from outside the business, this neglected source should be
examined.

OTHER ASSETS

In the case of subsidiary companies there is probably little to
be done other than stimulate them into more profitable working.
That will make a bigger rcturn on the fixed capital invested in
them and so, to some degree, help matters. With the intangible
assets, goodwill is, of course, useless for money-raising purposes,
but it is sometimes possible in the case of patent rights or special
processes to obtain some income by granting licences for
exploitation. The fictitious assets mean nothing.

In this manner it is possible (and indeed, whether there is a
shortage of cash or not, it is advisable) to go through each item
of the circulating and fixed asscts, and see whether any money is
lying idle in, or taking too long to pass through, each section.
Not infrequently the result will be the recovery of a sum which
will meet the company’s needs for the time being.

There is a further source of additional funds which might be
considcred as being obtainable from inside the business, and that
is personal loans from directors. These are of frequent occurrence
and show that the directors have confidence in the company’s
future, since in most cases such loans cannot be repaid until
outside capital is obtained at a later date. The one point that
might, perhaps, be made is that the interest payable to the
directors on such loans should not be higher than that obtainable
on a gilt-edged security, in order to avoid any suspicion that the
directors personally are obtaining an advantage at the expense
of the company’s sharcholders or creditors.

Apart from the money lying idle in the assets of the business,
additional funds can be sought by making economies in the
normal running of the place. The expenditure detail sheets
should be gone through, and each item considered in turn to see
whether by better organization or more attention savings cannot
be effected. Money not spent is money added to the circulating
capital, and frequently an overhaul of this nature provides
excellent results.

14—(B.434)
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(5) ApprrioNnaL Funps OrraiNnep FroM OUTSIDE THE
BusiNgss

Such action as has been outlined above, though it may have
a salutary effect in bringing existing money into more cflective
circulation, will not prevent the need for further moncy arising
before long. In that case recourse must be had to some source
outside thc business, pledging thc company’s property as a
security for the loan.

Bank OVERDRAFTS

The first resource tapped by the managing director will almost
certainly be his bank, and an application will be made for the
provision of a sum for trading purposes, in the form of a permis-
sible credit by way of overdraft up to a fixed limit. This the
bank manager will be only too glad to arrange if, after inspecting
the most recently audited balance-sheets and profit and loss
accounts provided by the client, he is satisfied that the security
offered is sound. Banks are not public benefactors; they exist,
like any other commercial undertaking, to make a profit on the
money invested in them by their sharcholders and depositors,
and it is therefore unreasonable to criticize a bank manager if he
refuses to advance moncy to a client to the extent to which that
client considers justifiable.

The principal disadvantage of obtaining additional funds from
the bank is that such funds should not, except in exceptional
circumstances, be sunk in fixed assets. In theory a bank loan is
repayable on call, though in actual practice such a course would
never be taken. But bank accommodation is specifically intended
to be uscd as circulating capital in order to promote the trading
of the borrowing company, and thcrefore whilst it can finance
debtors, stock, and work-in-progress, therc will be trouble if it
is expended on plant and machinery without the bank being
aware of the intention. The essence of a bank loau is that it
should be kept liquid, since no bank wishes to make permanent
investments. If, therefore, part of the overdraft is used to buy
new equipment, that part can only be repaid to the bank through
profits accruing by the use of that cquipment. In certain circum-
stances this can quite satisfactorily be done, and the bank would
therefore raise no objection to the investment if the sum expended
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could be recovered in two or three years. Normally, however, it
can be taken as a sound principle that money borrowed from the
bank should only be used to finance stock, work-in-progress,
and debtors.

The danger of a bank overdraft lies in its being allowed to grow
to an unduly high figure. It may, it is true, bc secured by asscts
which, at their book value, are ample for the purpose, but,
should one or two years of bad trading set in, the bank may grow
nervous lest the company should go from bad to worse and the
loan money, therefore, be lost. This usually ends in a request for
the reduction of the overdraft at the rate of so much per month
or per annum—a demand which may add scriously to the diffi-
culties which the company is experiencing. A bank overdraft is
a good servant, but a bad master.

PrrsoNAL LoANs

The next source of funds from outside the business is usually
the personal loan. This will probably be for a fixed sum at a
fixed interest, cither secured or unsecured, but probably without
a repayment date. Loans made to small businesses have o ten-
dency not to be repaid until the company is reconstructed, or a
larger sum of long-term loan capital is brought in to clear off the
old indebtedness and make a fresh start. Such loans have no
restriction on their use, and no matter whether invested in the
circulating or the fixed capital, once in, they will usually stop in,
and the best the lender can hope for is an adequate interest on
the money lent. Loans of this nature are frequently met with in
small concerns, and so long as the lender is clear that it is a semi-
permancnt investment and is not under the impression that it is
going to be repaid within a short period, they form an excellent
source of additional funds.

It is at this stage that the growing business often meets the
main obstacle of its development. It will have reached the
maximum accommodation figure that the bank is prepared to
advance, it will have squeezed all possible internal sources of
wasted money and it will have exhausted all possibilities of
personal loans. Yet excellent opportunities for sound expan-
sion may still lie ahead. What can the managing director
do about it?
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OTHER SOURCES OF FunDs

In businesses in their earliest stages, where quite small sums
would be helpful, there are certain recognized methods of raising
money, such as loans on life policies or reversionary intercsts, or
bills of sale, and, as a last resource, the mortgage of book debts.
Most of these present disadvantages of a more or less serious
nature. They are not suitable for the normal industrial concern,
so will not be dealt with here.

The easiest and commonest way out, unfortunately, is for the
company to increase the sum borrowed from its creditors, by not
paying its commitments on the duc date. This is over-trading
and it is owing to the adoption of this coursc that so many small
firms get into difficultics. Gradually a position builds up in
which the company’s circulating capital contains an excessive
proportion of bank and trade creditor money, until the only way
of salvation is a conversion of this short-term loan money into
long-term money at fixed interest; in other words, the issue of
something in the nature of debenture stock, from the proceeds of
which the excessive bank and creditor money can be paid off,
and a fresh start made without the dangerous implications of
such a short-term financial structure.

As the loan from the bank grows with the company’s expansion
it will in the end probably be necessary to give the bank what is
known as a floating debenture over the whole of the asscts of the
business. When the need for funds increases to the next stage,
and the firm wishes to issuc debenture stock for a definitc amount,
bearing a fixed intcrest and secured on the assets of the business,
it will be neccssary for the bank to rclinquish its floating debenture,
being paid out from the procceds of the debenturc issue. Many
firms dislike the publicity caused by the issue of debentures, since
these have to be registered and this notifies all and sundry that
there is a charge on the assets of the business. Therefore suppliers
(i.e. creditors) will realize that they are less secure in dealing with
a company having a debenture issue than they would be with a
company having only share issues. The debentures are usually
redeemable, either at will or at definite dates, and in some cases
a sinking fund has to be created from which the redemption
can be made. This again places a burden on the firm con-
cerned, since money must be found for redemption purposes.
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Debentures are quoted on the Stock Exchange in precisely the
samc way as ordinary stocks and shares, and form a considerable
proportion of the industrial capital in existence. Provided the
firm is healthy they present no particular dangers, but what they
do provide is a definite burden of interest which must be paid to
the debenture holders whether the company makes any profit or
not, with the further possibility that if the interesi is not paid,
the dcbenture holders have the right to appoint a receiver to
manage the business or to realize the asscts.

Mortgages arc used in some classes of business i order to
obtain further capital; these are of much the same nature as
debentures, except that a mortgage creates a charge on specific
asscts. Where landed property is involved, this is a common
method of obtaining business funds.

Another method of raising money that is {frequently met with
is the “Note.” These arc short-term sccurities for perhaps five
years or ten ycars, issued by the larger firms and taken up by
finance houses. They are for fixed sums at fixed interest, and in
most cases a sinking fund has to be built up to redeem the notes
when they fall due.

TaeE SMmaLL BusiNEss

But though an issue of further shares or dcbentures may not
present any great difficulty to a concern already well established
and quoted on the Stock Exchange, it is not so easy for the small
private business. Its balance-sheet may show clearly that there
is an excess of short-term and a shortage of long-term loan money
in the business, and that the obvious remedy is a further issuc of
shares of some denomination (which will raise the net worth), or
an issue of debenture stock (which will raise the borrowed capital).
But the shares or debenture stock must be taken up by investors,
and the managing director is still left to find thosc investors, as he
had to find the investors of the personal loans at the earlicr stage
in his development.

This difficulty was spccifically discussed in the Macmillan
report, and several finance corporations have been formed to
fill the gap. Expericnce in industry shows that during the growth
of a trading business, money is needed for two quite distinct
purposes. The first is conversion capital (by which short-term
borrowed money is converted to long-term) and the second is
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expansion capital. In the latter case the existing financial
structure of the company is normal, but it wishes to carry out a
programme of business expansion for which the existing total
capital employed is insufficient.

But since a small business may take many years to reach its
optimum development, it does not so much need a lump sum of,
say, £50,000 as a first advance of £5000, followed by subsequent
advances over a period of perhaps ten ycars up to the full £50,000.
In fact, what the managing director of a small growing business
needs is a source of finance which will guarantee his overdraft at his
own bank up to a specified limit, rather than advance him definite sums
from time to time.

His relations with his local bank will probably be entirely
friendly, and it is likely that he has already becn granted the
maximum accommodation that his bank manager can arrange
for him. For further capital, to allow of the next stage in develop-
ment, he must look elsewhere. Most men of energy and enter-
prise, building up a business, are reluctant to bring in new money
which may entail handing over some part of the control of the
business to the investor, and at the same time they do not require
at the moment morc money than will finance normal growth—a
small extcnsion to a building, a little more plant, more materials,
work-in-progress, and finished goods, and more debtors. It is a
curious but well-known fact that it is much easier to obtain a loan
of £100,000 than one of L1000, yet perhaps L1000 is all the
managing director needs at the moment—provided he can see
another £1000 available in two or three months’ time. He him-
self does not exactly know how far he can safely expand until he
gradually feels his way—that is how he has built up his concern
as far as it has got, and he is convinced he could go farther if he
had the finance with which to do it. But whether he is likely to
need £10,000 or f25,000 or £50,000 before he recognizes his
limit of practical development, he does not know. If he has to
borrow a lump sum he either “plays safe’ and borrows too little—
which means he has to go through the unpleasant process again
in a year or two’s time—or else, to avoid this, he borrows too
much and has for some time to pay interest on a relatively large
sum lying idle.

If he could draw funds as and when required up to a specified
limit, from a special overdraft at his own bank, guarantced by
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somc finance institution, very considerable advantages would
emerge all round. He would only be paying interest on what he
was actually using; his bank manager would remain in touch
with his progress, and have an interest in encouraging and advis-
ing him; and as the specified limit came in sight, there would be
time available and full information obtainable as to the possibility
of that limit being increased. But as by that time the additional
moncy drawn would be represented in some part by fixed asset
additions, and in some part by current assct increascs, the total
assets of the business would have grown to an cxtent that would
Justify the local bank taking over some part, at least, of the
guaranteed overdraft as making, with the old overdraft, a normal
accommodation for a firm of its incrcased size.

Eventually, when the company was stabilized at its limit of
practical development, the guaranteced overdraft might be con-
verted into debentures, held by the guaranteeing finance institu-
tion on the lines now adopted by one such body which was
crcated to assist the expansion of small businesses in the special
arcas, and has done such excellent work in that field.

CoMmMERCIAL BiIrLrs

The question of commercial bills as a means of providing
additional funds should be mentioned in greater detail, although
of recent years the commercial bill has largely fallen out of use
for normal industrial trading. Forty or filty years ago it was to
be met with very commonly in industry and trade, but the willing-
ness of the banks to provide temporary trading accommodation
by way of overdraft has led to the use of bills becoming less
common.

The theory of accepting bills to mature onc, two or more
months ahead is based upon the expectation that it will prevent
the sum involved being taken out of the circulating capital until
the additional moncy created by the sale of the goods has come
in from the debtor. The firm accepts, say, a threc months’ bill
in payment for its matcrial supplies, and it does not actually have
to find the moncy to mecct that bill until three months have
elapsed. If, thercfore, during that period the firm can complete
any manufacturing process, scll the goods, and also obtain pay-
ment from the customers, it is possible to pay for the cost of
material from the proceeds of the sale.
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This was the original purpose of such documents, which
existed long before the factory cra, and in the sense that they
postpone actual payment for raw material or goods received,
they provide additional funds for running the business. From
the other angle, if the firm draws bills on its customers to the value
of the goods supplied, provided the customer is sound such bills
can be discounted at the firm’s bank and the money put back
into circulation.

In normal processing industries, however, the drawing and
accepting of bills adds a complication to the movement of funds
inside the business which is apt to be dangerous where the sales
consist of a considerable number of individual transactions within
a wide rangc of value. Supposc a chemical firm sees the oppor-
tunity to purchase 100 tons of imported raw material at £20 per
ton, and believes that products made from it can be disposed of
within the next two or three months at a good profit. The firm
purchases the material, accepting a bill for £2000 at three months,
takes delivery, and proceeds to manulacture and sell the products
in commercial quantities.

The invoices for these quantities merge into the general turnover
of the company, and the cash returning is not in any way different
from the money coming in every day from other transactions.
Since calls on cash arc always irrcgular in any business, and it is
quite impossible to regulate to a nicety the flow either inwards or
outwards, unless the cashier keeps carefully before him the fact
that at a certain date there will have to be a sum of L2000 at
the bank to meet the maturing bill, in addition to such other cash
as may be wanted for general purposes, there is a grave danger
that when the day arrives the money may not be there.

For a single trading transaction (and the cxamples given in
textbooks of bill procedure are almost always for single trans-
actions), undoubtedly the commercial bill is a valuable instrument
for providing additional credit and for keeping trading funds in a
liquid condition. But in the case of a general processed turnover
it is more usual to seek the accommodation offered by a bank.
It has, in fact, become the practice with many cashiers to look
askance at any customer offering trade bills instead of cash pay-
ment at the end of the normal commercial credit period, as being
evidence that the customer’s business is under-capitalized, and
recovery of the debt may cause trouble.



CHAPTER XVI

THE BANKER’S VIEWPOINT

THE average industrialist docs not aspirc to an intimate under-
standing of the science of banking nor to a knowledge of the
intricacies of City finance. But it would be as well if he had a
nodding acquaintance with the principles upon which bankers
base their business in order that he can maintain his reputation
of being sound on finance by respecting those principles.

When he approaches his bank in order to obtain an advance,
he will find that the bank manager wishes to know five things—

(a) How much does he require?

(6) For what purpose is it required ?

(¢) How long is it wanted for?

(d) How, and when, will it be repaid ?
(¢) What security is it proposed to offer?

‘These five questions appear elementary, and the first rcaction
of the reader will probably be one of surprise that it should be
necessary to enumerate such obvious preliminaries to the lending
of money. Yet most bank managers would agree that few appli-
cants can, in the first stages, answer these questions at once. It
will thercfore assist the industrialist’s case if he goes to the inter-
view with the information clearly sct out, thereby giving evidence
that he has some knowledge of the banker’s viewpoint in the
matter of advanccs.

Banking practice requires that certain principles shall be
maintained in connection with loans. To be satisfactory from a
banking standpoint, a loan must be—

(a) Safe.

(6) Liquid, and repayable by the borrower without undue
difficulty.

(¢) Profitable.

If these three conditions are considered in turn, it may help
the would-be borrower to understand the banker’s attitude when
application is made for credit in onc form or another.

199
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113 SAFE »

The first condition is safety. A bank is not a private individual
who can speculate if he so desires. A bank is a commercial
undertaking, and possesses shareholders with money invested in it
in the same fashion as in any other commercial business. Instcad
of decaling with confectionery or gramophones or machine tools,
the bank deals with moncy. But there is one major difference in
the financial structure of the two types of business—whcreas the
manufacturing concern trades with funds which are either owned
or borrowed (except for creditor money) on a long-term basis, a
bank trades principally with funds provided by its depositors,
which is short-term creditor money. If the reader checks up on
the published balance-sheets of the banks, he will find that the
issued capital is about 2 per cent of the total capital employed.
On account of this enormous preponderance a bank has a double
responsibility for the safety of its asset investments; a responsibility
to its sharcholders, and also a responsibility to its depositors who
provide such an overwhelming proportion of the total capital
employed.

Like every other undertaking, the bank from time to time has
to meet bad debts in the shape of a failurc to repay money lent
or credit given. Just as every sales manager is most anxious to
avoid bad debts and will examine the credit status of any
intending customer offering large orders, so the bank manager
desires safety in his transactions and, it will be noticed, places
this condition first.

It should be remembered that commercial safety is only one of
three conditions desired, and mere safety by itsclf is not enough.
It is, in fact, possible for the security offered for a loan to be too
safe, in the sense that the moncy it may undoubtedly represent is
so securely locked up that it would be most difficult, if not impos-
sible, to obtain it in the form of cash should the need arise. Such
a security might be safe, but the loan made on it would not be
liquid or easily repayable.

“Liguip”

Secondly, the advances must be liquid—i.e. they must be
invested in such a manner that they can be recalled without
undue difficulty and within a reasonable time. It has been
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emphasized earlier that money borrowed from a bank should
normally only be used for trading purposes, and should be
invested, therefore, in raw matcrials, stock, work-in-progress, and
debtors. Fixed assets should not be purchased through bank
money (except in unusual circumstances approved by the bank),
since if that is done the second condition no longer applics. The
loan cannot be called in within a reasonable time in the form
of cash.

In view of what has been said carlier regarding the grave
danger of an excess of creditor money in the circulating capital,
it is easy to understand the cmphasis laid by the banker upon the
importance of the loan being uscd for liquid or current assets
only, or for fixed assets which recover their value in two or three
years at most. The bank is trading almost entirely on creditor
money and at no time could it possibly pay off thosc creditors
(its depositors) in cash if called upon by all of them to do so. In
the past this situation—the “run on the bank”---has often
occurred, and usually ended in the collapse of the bank, with the
depositors losing most, if not all, of their money. It is therefore
no more than elementary prudence for the banks to insist that
loaned money should be repayable without much difficulty on call.

“PROFITABLE”

Thirdly, the advances must be profitable. This is a matter for
the bank, and not for the industrialist to decide. The latter will
want the money, naturally, at the lowest possible intercst, as the
profits he will receive from trading with the bank’s money will
be reduced by the amount charged by the bank. If his business
is not one in which good profits can be made, he may find at the
finish that he is little better off for his increased activity.

The point is worth careful consideration {from all those who
feel that an expansion of tradc could be achicved if they could
obtain more working capital, and for this purpose endeavour to
obtain accommodation from a bank. More often than not
additional trading brings with it additional expensc. It may be
necessary to increase the sales staff, to open new branches and
attack markets hitherto untouched. Morc buildings, more
machinery, and more factory expenses may bring with them
additional establishment charges, and it is by no means unusual
to find a company which was, perhaps, making 1o per cent profit
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on a turnover of £100,000 per annum, drop to a profit of 74 per
cent on a turnover of double that amount. The actual sum of
profit obtained will, of course, be larger in the latter case, but the
additional cxpenses forced upon the company have eaten into
those profits until the final result, as a percentage on turnover,
is not so good as it was before. Many of the bigger concerns,
racing ahead and expanding their turnover by every means
in their power, bringing in loan capital somectimes at high
rates of interest in order to do so, have found at the finish that
they were dangerously near the point of actually making a
loss on the vastly incrcased turnover obtained. The fact coined
the phrasc “profitless prosperity,” and it is by no means a
fallacy.

The banker, indeed, is not concerned with all this. Hec will
ask for a reasonable rate of intercst, having regard to all the
circumstances of the case. Usually the interest charged is the
subject of discussion from time to time, and concessions are
frequently made by banks to good customers where security is
beyond question and the overdraft turnover is an active one.
This activity is a point on which all bank managers lay stress.
An overdraft is not intended to be permanent capital invested in
the business, and an overdraft which remains permanently on
its top limit is obviously not a temporary accommodation to meet
the fluctuations of trade conditions. It is a permanent contribu-
tion to the company’s total capital employed. The banker’s
rcaction to such a statc of affairs is that the company should
obtain its permanent capital clsewhere, since the second condition,
of liquidity, is obviously not being fulfilled. Such an overdraft
cannot bc recalled without undue difficulty and within a
reasonable time.

Overdraits should fluctuate in accordance with the activity
of the particular trade in which the company is employed. Being
expressly intended for financing stock, work-in-progress, and
debtors, they should rise as stock is being built up for the peak
sales period, and fall back again as the sales arc made and the
money returns from the debtors. Some classes of undertaking have
more than one peak sales period in the year; few have no peak
at all. Most, it will be found, are scasonal to a greater or a less
extent—though possibly the management may not be aware of
this fact until attention is drawn to it.
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Tue BANKER’s SURVEY

To return to our industrialist applying to a bank for temporary
trading accommodation, he will be asked to submit his audited
balance-sheets and profit and loss accounts for several years past,
in order that the bank manager can form an accurate idea as to
the structure and stability of the business. Advances madc by
banks are in the first instance frequently unsecurcd, in the sense
that no formal debenture or other document is signed, giving the
bank a first charge on the company’s property; the advance is
made as a straightforward loan based upon the bank’s judgment
of the management, prospects, and record of the company, as
long as existing liabilitics show an ample reserve sccurity. The
bank manager will analyse the client’s balance-shects in order to
ascertain the residual value available after all the liabilitics have
been paid off. This will be recognized as the net worth of the
company, but the operation as performed by the banker usually
produces a very different result from the net worth shown on
the balance-shect.

Each item is taken in turn and ruthlessly scrutinized. Fictitious
and intangible assets arc written off as of no valuc; fixed assets
in the shape of investments in subsidiary companies are treated
with considerable caution, and a value may be put on them which
is very different from that at which they stand in the balance-
sheet. The tangible assets go through much the same procedure,
being considered from the point of view of their break-up value
in the case of a forced sale.

Current assets come ncxt under consideration. Stock and
work-in-progress will certainly not be accepted at its book valuce;
the banker does not know how much of the stock is obsolete and
how much of the work-in-progress will ever reach the selling
stage if the company should close down. Dcbtors are sometimes
analysed in order to ascertain the extent to which they can be
relied upon for payment. Investments are taken at market value
less a contingency, and the cash, at the end, is likely to be the
only figure which is untouched.

The liabilities are subjected to an equally careful scrutiny, but
more in order to make sure of the order of precedence of those
having claims on the break-up value of the company, should that
ever come to pass. Subtracting, then, these liabilities from the
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revised total of the assets, the banker arrives at a figure which
may perhaps, for the sake of clarity, be called the banker’s net
worth of the business.

TAKING THE BALANGE-SHEET APART

The writer has had occasion from time to time to visit bank
managers with his clients in connection with problems of
rcorganization or development, and to hear an experienced bank
manager take the balance-sheet to pieces is enough to shake the
confidence of the most sanguine managing director. Optimism
is said to be a dangerous quality for a bank manager to possess,
and the maintenance of the three banking principles may call for
a prudence in outlook in which optimism has little place. This
may be a salutary cold douche for the managing director looking
for more money, but it certainly hinders reconstruction and
development. No doubt the bank manager’s answer to the
charge would be that reconstruction and development of a business
are no concern of his. He is handling his depositors’ and share-
holders’ money and it is his duty to use it in a safe and profitable
manner. If the managing director, therefore, cannot offer a
security which is beyond question safe, the money required for
reconstruction and development must be looked for elsewhere.

There are no hard and fast rules as to the proportion of the
“banker’s net worth’” that a bank will advance. Every case is
considered on its merits, and much will depend upon the nature
of the business and the personal record of the client. If the com-
pany has no debentures or prior charges on its property, the bank
will certainly be prepared to advance a larger sum if it takes a
floating debenture over the whole of the assets of the business.
This gives the bank the prior claim over the ordinary trade credit-
ors, and if debentures have alrcady been issued, such debenture
holders will have to agree to take second place behind the bank.
In such circumstances the bank loan is no longer unsecured.

It is not always absolutely necessary to pledge thc company’s
assets. Collateral security can be given, such as quoted securities
or life policies. A bank is also prepared to take personal guaran-
tees from the directors, provided it is satisfied that they are men of
substance; sometimes such guarantces have to be backed by
securities lodged at the bank. The bank would then have
a lien on such securities until the overdraft was paid off or
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thc guarantors found other means of relieving themselves of
their responsibility.

PersoNAL GUARANTEES

A word may perhaps be said here with regard to personal
guarantecs. Few individuals undertake to guarantee an account
in the belicf that their guarantce will be called; human nature
always appears to assume that the guarantee is purcly a matter
of formality, and the guarantor is thercfore unlikely to be called
upon to pay up. Unfortunatcly in quite a proportion of cases
the bank has to call upon the guarantors for their money, and this
usually causes a great deal of bad feeling directed—somewhat
unfairly—quite as much against the bank as against the original
borrower who obtained the guarantee. Those who undertake to
act as guarantors would be well advised to place to a scparate
account in their own bank such securities as may ensure the
guarantee given—and then regard the money as lost. The
pleasure of finding that it is safe when the guarantee is finally
cancelled will be much better than the exasperation of having to
find a similar sum unexpectedly if the guarantee is called.

In some cases a number of directors will put up what is known
as a joint and scveral guarantee for a bank advance, and this
also is liable to cause trouble. If four directors in a small business
give a joint and several guarantee for L1000, each is apt to con-
sider that he is guaranteeing only f250. Should, unluckily, the
guarantee be called and three of the directors be found to have no
funds upon which the bank can draw, the fourth will be liable
for the whole L1000, his only recourse—obviously an unsatis-
factory one—being to take action against the other three to
recover £250 from cach of them.

Whilst the banks are quite prepared to look upon personal
guarantces with favour, provided the guarantors are financially
sound, from the other side of the counter it is a form of security
which it is wisest to avoid.

The sccuritics that can be offered to cover the advance of a
loan are widely varied, and the cynic who spoke of banking as
being pawnbroking on a large scale was not very wide of the mark.
After the ficld of straightforward sccurities come those which
undoubtedly represent security to a certain degree but have
inherent difficulties or dangers if they have to be turned into
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money. Amongst these are second mortgages, charges on uncalled
capital, reversionary interests, assignments of retention moneys,
unquoted shares, buildings in course of ercction, and shares
involving a liability. None of these is readily acceptable to a
banker, although the circumstances of the case have a good deal
of bearing upon the final decision in all cases.*

It must be remembered that the banker is essentially not a
trader in the commercial sense, although he operates with his
shareholders’ and depositors’ money in order to make a profit on
it. Above all things the banker stands for the conservation of
assets and the provision of temporary accommodation for purely
trading purposes. Whilst the provincial bank manager will
certainly have to refer any question of a loan or overdraft of any
magnitude to his head-office in London, he will be unusual if he
does not treat the transaction with sympathy and consideration,
and do all that lics in his power to help his prospective client.
After all, it is to his advantage to have as many sound liquid
accounts as possible on his books, and local bank managers invari-
ably know a great deal about their clients and their businesses,
and do their best to help them.

If the would-be client is prepared to bear strictly in mind
the three important principles that the banker, from the very
nature of his business, has to maintain—that a loan must be safe,
liquid and profitable—he will find no difficulty in obtaining all
the help that his circumstances justify, provided that he, on his
side, can meet the requirements of the bank.

The attitude of the banking profession at the present time
towards the needs of industry is very different from what it was
thirty years ago. Proposals are being considered and risks taken
which in years gone by would have been considered outside the
scope of ordinary joint-stock banking. This more modern point
of view, whilst it maintains all the standards which have made
British banking the model for the world, is bound to contribute
in no small degree to the strengthcning of the foundations of
industry as a whole.

* For further information on this subject the reader is referred to The Banker as a
Lender, by F. E. Steele (Pitman).



SECTION V

THE CONTROL OF THE INTERNAL
FINANCE

CIIAPTER XVII
FINANCIAL CONTROL

AFTER all this argument, there remains the task of setting up a
range of checks and controls, by means of which the principles
advocated can be put to practical use, and the financial position
watched each month. In this, the end to keep in view is that
nothing in the business should be able to move either in a favour-
able or an unfavourable direction to an extent that is significant,
without the fact being brought to the attention of the managing
director.

The number of combinations, ratios, and comparisons that can
be made from the figures provided by industrial accounts is
almost infinite. Since the going concern is a most complex
machine, all parts of which are unccasingly moving, it can be said
with truth that the movement of any part must have its effect
upon the rest, directly or indirectly. It is easy to be drawn farther
and farther into the field of management ratios, until the mass of
data accumulated is more bewildering than helpful. If the
sales turnover be divided by the tons of coal burnt in the factory
boiler-plant, the result will show the £ turnover per ton of
coal used, which will probably rise in the summer and fall in the
winter—and make a nice chart for someone to study. Or the cost
of brooms, wipers, and other shop cleaning material might be
divided by the number of shop labourers, which would give the
value used per labourer. Even more strange combinations can
be found in some of the textbooks on analytical management.
From the standpoint of “cxception” control it is extremely
important to restrict the items watched to those which have a
major significance. The managing director who has the time
and the interest to go more deeply into the subject can himself
check up on the wider implication of the figures. He will

15—(B.434) 207
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certainly reap his reward in a clearcr vision of the position
of his company.

ConNtrOL CHARTS

For control purposes simple charts of one form or another are
the most effective, since the eye can take in quickly the rise or fall
of a line or a bar, whcre the fluctuations in a column of figures
are apt to pass unnoticed. For the busy industrialist it is
invariably best to illustrate the control figures by mcans of charts,
regularly kept up-to-date and submitted for inspection as often
as desired.

Under certain conditions it may be advisable for spccial items
to be recorded daily or weekly. Many concerns kecp daily records
of the bank position, or make up brief weckly statements of cash
rcceived and paid out. These arc convenient, and indeed ncces-
sary, where the cash position nceds careful handling. But, like
many other rcturns of a special nature, they are additions to and
not part of the main framework of financial control, which should
be based on regular monthly records.

Some aspects of financial control are of so slow-moving a nature
that quarterly checks are adequate. As far as possible the items
watched monthly should be kept to a minimum, since it must be
borne in mind that we are dealing herc with only the financial
aspect of control. The managing dircctor will have to watch the
business, trading, and technical aspects as well, and the complete
structure must, above all, not be too complicated to be practical.

This difficulty is fortunately eased by the normal incidence of
the facts and figures in industrial working. The business results
(orders received, invoiced and outstanding) and the technical
results are available for study immediately after the close of the
month under review; the trading and financial results cannot be
dealt with until the accounts branch has had time to make up
the books. This entails a certain period which will depend upon
the efficiency, the size and the degree of mechanization of the
accounts branch—but seldom seems to be much less than thrce
weeks after the close of the month under review.

The business aspect should be studied and dealt with as
promptly as possible after the close of the month under review,
before the memories of why things happened have begun to fade
under the pressure of the continuing day-to-day effort. If orders
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MONTHLY CHARTS FOR FINANCIAL CONTROL

Relating to— | Ref. Item From
(Sales and | T, ; | Sales Turnover (Current and M.A.T.) P. & L.
Profit). See | T, 4 | Final Profit after Adjustments (Current
note below. and M.A.T.) P. & L.
F.1 Cash Forccast (1, 2, and 3 months ahead) C.I'.
F. 2 | Circulating Capital Flow-Speed (Current) B.S.
F. g | Circulating Capital Make-up B.S.
E. 4 | Circulating Capital Total and R.P.A. B.S.
CircuLaTING | F. 5 | Value of Sales Day P. & L.
CaArITAL F.6 | Working Capital Make-up in [ B.S.
F. 7 | Working Capital Percentage Cover B.S.
F.8 | Liquid and Current Ratios B.S.
F. g | Percentage of Creditor Moncy in Circulating
Capital B.S.
F. 10 | Turnover of Fixed Capital P. &L
Frxep (M.A.T. Sales =- IFixed Capital) & B.S.
CAPITAL F. 10 | Profit on I'ixed Capital P. & L.
(M.A.T. Operating Profit -+ Fixed Capital) & B.S.
F. 11 | Total Capital Employed,with Increase or Decreasc | B.S.
ToraL F. 12 | Opcrating Profit P. & L.
CAPITAL F. 13 | Turnover of Total Capital Employed BS. &
EMPLOYED (M.AT. Sales +~ T.C.L.) P. & L.
F. 13 | Profit on Total Capital Employed B.S. &
(M.A.T. Operating Profit -- T.C.E.) P. & L.
. 14 | Cost of Borrowed Capital P. & L.
Bé:??;:il) (M.A.T. Expense of Borrowed Capital - M.A.A. | & B.S.
Total Sum Borrowed)
F. 15 | Profit on Net Worth P. &I
Sen (M.A.T. Final Profit + Net Worth 12 Months | & B.S.
Previously)
P. & L. = Profit and Loss Account
C.F. = Cash Forecast
B.S. = Balance-sheet
M.A.T. = Moving Annual Total
M.A.A. = Moving Annual Average
NOTE:

Charts T, 1 and T. 4 belong to the Trading Position set, but are included
in the financial survey, as many of the financial charts are based on sales
turnover or final profit.

Fic. 48

arc not coming in as they should do, the whole structure of the
business will soon be in jeopardy. But the trading and financial
results guide the policy to be pursued, and a delay of three weeks
—it should never be more, and should be reduced to a fortnight
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QUARTERLY CHARTS FOR FINANCIAL CONTROL

Relating to— | Ref. Item From
CIRCULATING N
CAPITAL
F. 16 | Turnover of Fixed Property Investment P. & L.
(M.A.T. Sales = F.P.I.) & B.S.
Frxen F. 17 | Cost of Fixed Property P. & L.
CarrraL (M.A.T. of F.P. Expenses — F.P.1.) & B.S.
F. 17 | Fixed Property Load on Sales P. & L.
(MA I‘ ofF P. hxpenses - MA.T. ofha]es) & B.S.
ToraL F.18 Make-up, showmg asscts, liabilities and net
CAPITAL worth, in £ B.S.
Emprovep | F-19 Make-up, showing assets, liabilities and net
’ worth, in £, as percentages B.S
I'. 20 Makc-up, showmg current, mcdzum-term and
BorroOWED long-term liabilities B.S
CAPITAL F. 21 | Makc-up, showing current, mediumn-term and
long-term liabilitics, as percentages B.S.
F. 22 | Make-up, showing issued capital, reserves and
OWNED P. & L. balance B.S.
CarPITAL ¥. 23 | Make-up, showing issued capital, reserves and
P. & L. balance, as percentages B.S.

P. & L. = Profit and Loss Account
B.S. = Balance-sheet

Fia. 49

if it can be done—will not aftect that policy to any significant
degree. So that the managing director, having cleared off his
business and technical problems in the carly part of the month,
can concentrate on the trading and financial problems in the
third week. On the whole, the former arc liable to need much
more of his personal time than the latter. In fact, where a concern
is working smoothly under good management, the survey of the
trading and financial positions may not amount to morc than a
ten-minute check-over that all indications are satisfactory.

The managing director, therefore, must decide what charts or
records will show him what is going on, in the simplest manner.
A suggested range, which should normally mect the case, is set
out here in Figs. 48 and 49. It will be seen that it comprises
fifteen monthly charts and eight quarterly ones, the latter covering
items sometimes surveyed annually at the present time. The
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author does not wish to imply that this set is necessarily complete
or unalterable. Individual preferences should always be con-
sidered, and also the particular circumstances of the company
concerned. What is vitally important in one may be ncgligible
in another—and no useful object is served by making up a lot of
charts to record matters that are of no significance. But in cvery
company the laws which govern the movement of the money in a
business arc bound to have their effect. The managing director,
if he is wisc, will conform to the principle that his financial control
indicators—his set of charts—are sufficiently complete to ensure
that no movement, whether favourable or unfavourable, can
occur without his attention being drawn to it.

CHART PRESENTATION

When the charts are made up each month, it is strongly recom-
mended that they should be pinned to the wall, suitably arranged,
so that the whole set can be studied without turning over the pages
of a binder. The author has found wall-display far more cffective
than the more usual procedurce of keeping management charts in
loose-leaf book form. Since the charts are merely a pictorial
representation of what is going on—the dials on the control panel
—it is not only convenient but necessary that the controller
should be able to watch their movements in relation to each other.
Where pages have to be turned over, the sequence of thought is
broken and cause and effect are frequently overlooked. A panel
of some suitable resilient material* should be fixed to the wall of
the managing director’s office—or in any special room allocated
for control work—and the charts should be made up each month,
displayed, studied and then taken down and put away until the
next month’s results come out, when the process is repeated.

This is the most practical aspect of financial (or any other)
control. Without it, much of the controlling power is lost and the
wall-display of the control charts should be considered as an
essential part of the work. Hitherto this has been given little
consideration—but it is just as illogical to take a lot of trouble to
obtain and record the control figures and then present them badly
to the controller, as it is for the accountant to spend endless hours

* Cork lino or Celotex can be recommended. The latter requires no covering,
looks well with a coat of matt-finish paint, and will take without undue pressure even
ordinary pins.
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in making up his primary documents in their technical framework
and then cancel out their value to the manager by not rearranging
the figures so that they can be used to control the business.

The author remembers an anecdote he heard many years ago,
of an industrial magnate who kept a small office furnished only
with one revolving arm-chair. His charts and records were pinned
up round the walls, and he sat in his arm-chair and could swing
round as might be required whilst he studied all the phases of his
business. In those days this was considered to be a humorous
story, but the idea is fundamentally sound, and actual experience
of such matters has shown that the display of the complete set of
control charts and statements, on a wall, offers by far the best
control medium. After all, it is only what is invariably done in
mechanical control, whether it be the dash-board of a car, the
instrument panel of an aeroplane, or the main control-board of a
power-station. The control of industrial undertakings must, above
everything else, be practical—and there is no reason to-day why
the industrial control panel should not be just as complete,
reliable and informative, as that of any modern power-station.

CHARTING TECHNIQUE

With three cxceptions, which will be mentioned later, the
charts used as examples later on in this chapter are all simple
lines or bars for which no explanation is required. Care should
be taken in the first instance in deciding on the scale, and once a
scale has been chosen for any factor, it should be kept to all charts
where that factor appears. For instance, the same scale for turn-
over ‘““times” should be used in F. 4, F. 10, and F. 13 and the
same scale for profit percentage in F. 10, F. 13, and F. 15. Itis
best to make double-line curves, left open for moving annual totals,
and coloured (or blacked) in for current results.* Since the figures
they illustrate are invariably entered on the chart, the extra width
of the curves is no disadvantage—in fact, it makes the movement
easier to see. These charts can be made up on 6 in. X 4 in.
chart-cards, which take up little room and yet give an adequate
impression of the movement. If these are considered too small,
standard foolscap sheets may be used and kept in a suitable file
when not required for study. But the larger the charts, the further
the eyes have to travel in studying the movement, and it will be

* See Fig. 46, p. 175.
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found after a little practice that the use of small charts increases
the power of concentration to a considerable extent. For demon-
stration at a meeting, where it is desired to show detail movements
at a distance of 15 or 20 ft., larger special charts should of course
be adopted.

All charts should have normals or targets marked in some way, so that
the divergence above or below normal can be immediately seen.
This is a most important factor in control, and the value of the
charts is largely lost if normals arc not shown. Wherce devclop-
ment is going on, the planned normal will show as a sloping line
leading up to the target set.

In compound bar charts or block charts this may have to be
omitted, to avoid confusion. One way of watching actual against
forecasted results when bar or block charts are being used is for
the forccast to be drawn on a sheet of tracing paper. By laying
this on the chart after the actual result has been entered up, the
difference can be obsecrved.

It is best to use pencil or coloured crayons in making up the
charts. Inks and colour washes are inconvcnient for making
alterations, and so should be avoided.

The three exceptions mentioned above are as follows—

F1 Casx Forecast CHART

As the method of constructing this is a little difficult to grasp
at first sight, the following should make clear how it is built up—
1. Let us suppose that the managing director decides, early
in January, year B, that in future a cash forecast is to be
made for three months ahecad, and shown by means of this
chart. The cashier makes his survey of the situation, forecast-
ing £1500 surplus in January, £2500 in February and (3000
in March.

This chart is arranged to allow for three forecasts for each
month, and the actual figure. Since the forccasts must move
towards the actual as time passes, the first entry on the chart,
made in December, will bc as shown in F1-A on p. 214.

(This being the start, two forecasts for January and one for
February are missing.)

2. At the end of January the cashier finds that his surplus in
cash was only £800. He then makes his forecast for February,
March and April, entering the actual results for January in
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black, in the fourth column of the January section, above A.
He dcc1des to lower his cstimate of the surplus on Fcbruary
and March slightly and the chart will now look like Fi-B
on p. 214.

(The ““actual” bar is made only half the width of the fore-
cast bars to differentiate it more clearly, and also to form a
break between the months.)

3. At the end of February a deficit of £2000 ariscs, owing to
an cxpected cheque not having come in. The cashier follows
this up, and it arrives as he is making his March forccast, for
March, April and May. After adjusting thesc figures again,
the chart will now look like F1~-C below—
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4. At the beginning of April, the cashier again makes his
forccast, this time for April, May, and June, his surplus for
March having been £3500. The chart will then look like
F1-D on p. 216.

5. The normal working condition of the cash forccast chart
has now been rcached, and month by month it will move for-
ward in the same way, always with three cntries in the current
month, two in the first month ahead, and one in the second
month ahead. The height of the bars shows the consistency of
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the cashier’s forecasting, and the black “actual” bar checks his
final estimate against the actual figure of cash margin or deficit
which emerges at the end of thec month.

F2 CircuraTING CAPITAL Frow-sPEED CHART

This can be made up in two ways—either as a circular time-
chart, or as an ordinary multiple bar chart.

The circular time-chart can be coloured to show the sales-day
make-up in the various sections, as in Fig. 50. The closing month
for the previous year is entercd in the outer ring, and the succes-
sive months of the new year move inwards towards the centre.
In this chart it is the position of the fore-edge of the bar which
matters; the farther away from zero it moves, the longer the
circulation is taking.

These circular time-charts give the impression of circulation,
which is an advantage. On the other hand, the gradually
diminishing area of the coloured sections is apt to mislead unac-
customed readers into thinking that the amounts invested are
growing less.

For this reason some users prefer the plain multiple bar chart,
as shown in Fig. 51. Here the rise or fall of investment in sales
days can be more clearly seen, but the idea of circulation is absent.
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Where 6 in. X 4 in. chart-cards are used for the control set,
each concentric monthly ring is o-1 in. wide. This is adcquate
for careful colouring by crayon, or for blocking-in in black.

F7 WorkING CAPITAL PERCENTAGE COVER CHART

Here the six component sections of the current asscts are sct
out one above the other, each section representing 100 per cent
of the item. The vertical bars rise through the sections covering
the working capital, breaking off in the section where the
cover ends. Somectimes the top section is covered or hatched to
draw attention to its variation month by month.*

The monthly financial survey, whilst superficially simple
enough, will be found to need careful thought if the full implica-
tion of the various movements is to be brought out. This rises,
that falls—some rises are favourable, others unfavourable, and
the same applics to the falls. In studying the changes, thercfore,
it is difficult to obtain a balanced view of the situation as a whole
unlcss each aspect is assessed in turn, and then, at the finish, the
general result recorded. For this reason, in working the control
it has been found a great help to prepare a survey sheet, in which
space is allowed for a very brief comment on each chart.

Two aspects must be considered—the current position for the
month and the direction of movement. The company may still
be in a bad position for cash, for instance, but it may be improving
steadily cach month; in such a case the current position would
be unfavourable, but the movement favourable. These conditions
can be noted in various ways—very good, good, satisfactory,
unsatisfactory, poor, and dangerous, shown in the Survey Sheet
as V.G, G, S., U, P.; and D. Assessing the position shown by
the results in this way allows a general view of the whole to be
taken at the finish.

This survey sheet is an important link in the proceedings, as it
compcls the control assistant (or the managing director, if he has
the time and the inclination to do it himself) to go through the
charts and results one by one, and to note down whether the
movement is favourable or unfavourable. Once the survey sheet is

* An alternative type of Working Capital chart is shown on p. 214 of the author’s
Higher Control in Management, Sixth Edition (Pitman).
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completed, a quick revise gives an impression of the new month’s
result as a whole, and also points to where action should be
initiated or continued.

AN EXAMPLE

Perhaps the simplest method of taking the reader through this
important final stage in the proceedings is to set out what would
actually take place if B.C. & Co. Ltd. had decided in December,
year A, that, in future, a monthly financial control survey would be
made. It is assumed that monthly sales and profit results for the
whole of year A are available, but it is thought unnccessary to
work out back financial results—which will, thecrefore, start in
January. The final profit and loss result and the final balance-
sheet for year A are ready before the third week in January, so that
the December results can be put in as the first point on the charts.
January and February results are cntered up as they come out,
and we now take the survey in April of the position as at the end
of March. The procedure will be as follows—

1. The accountant completes his profit and loss account, his
balance-sheet, his asset variation and movement of funds
statements for March, and his cash forecast statement for
April, May, and June.

2. From these he makes up the financial data sheet (Fig. 52)
and sends it to the control assistant.

3. The control assistant makes up—

(a) The working sheets for the moving annual average of
the trade creditors and the bank overdraft and for the moving
annual totals of the discounts lost, the fixed property expenses,
the bank interest, the loan capital interest, the taxation
payments and the operating profit.

(b) The trend sheets for the above eight items.

(¢) The comparison sheets which carry the working data
(Figs. 53 and 54).

(d) The set of charts. Since March is the end of the first
quarter, the quarterly control charts will also be made up
and submitted this month.

4. The control assistant then takes a blank copy of the
survey sheet, sets out the charts (either on the wall or on his



B.C. & CO. LTD.

FINANCIAL DATA SHEET
MonTtH OoF MARCH, YEAR B

Issued 18/iv/B

No. Item Results Notes
£
1. | Sales Turnover, Current 28,531
2. | Final Profit after Adjustment 1,140
3. | Liquid Assets 31,547
4. Working Assets . 29.914
5. Current Assets (C.C.) 61,461
6. | Fixed Property Investments 57,552
7. Other Fixed Asscts —
8. Total Fixed Assets (F.C.) 57,552
9. Total All Assets (T.C.E.) 119,013
10. Current Liabilities . 43,544
1. Medium-Term Liabilities —
12. Long-Term Liabilities. 10,000
13. Total All Liabilities 53,544
14. Issued Capital 55,000
15. Reserves 5,000
16. | P. & L. Balance. 5,469
17. ‘otal Net Worth. 65,469
T Circulating Capltal Make-up—
18. Cash . 315
19. Debtors 31,232
20. Finished Goods 8,047
21. ‘Work-in-Progress 13,103
22. Materials . 8,764
23. Other Current Assets —
24. Total 61,461
25. | Cash Surplus/Deficit § months ahcad S.7,000
20. Cash Surplus/Deficit 2 months ahead S.4,000
27 Clash Surplus/Deficit 1 month ahcad S.5,000
~28. |  Actual, @gn& past . . S.3,500
29 Bank Overdraft (this month) 17,124
30. Tradc Creditors (this month) 21,420
31. Discounts Lost (this month). 213
32. Fixed Property Lixpenses (this month) 597
33. Nect Worth, a year ago 63,674
44. Operating Profit (this month) 1,529
35. T.C.E. a year ago 108,474
86. | Bank Interest paid (thls month) 62
37. Debenture Interest paid (this month) —
38. | Taxation paid (this month) . . 327
NOTES
Signed—]J. Thomas.
Fic. 52 Chief Accountant.



COMPARISON SHEET A

Item Jan. Feb. Mar. Apr. May Jun.
£ £ £ £ £
Sales Turnover. Current . ég ,844 | 18,137 | 20,442 | 28,531
m.. .| 267,500 | 18137 28,579 67,110
M.AT. .| 267,500 | 266,116 | 265,616 | 275,058
Final Profit a.A. Current . 217 737 775 1,140
Cum.. . 6,227 737 1,512 2,652
M.AT. .| 6,227 6,319 6,573 7,179 .
BALANCE-SHEET—
Liquid Assets . . .| 25,000 25646] 27,655| 31,547
Working Assets . .| 88,088| 37,057]| 34,445| 29,914
Current Assets (C.C.) .| 63,088 | 62,703 | 62,100 | 61,461
Fixed Prop. Investments .| 58,013 58,728 | 58,071 57,552
Other Fixed Assets . . — — — —
Total F.A. (F.C.) . .| 58,013 ] 58,728 ] 58,071 | 57,552
Total All Assets (T.C.E.)| 121,101 | 121,431 { 120,171 | 119,013
Current Liabilities . 48,284 | 47,877 | 45,842 | 43,544
Medium-Term Liabilities . — —_ — _—
Long-Term Liabilitics .| 10,000 10,000 | 10,000 10,000
Total all Liabilities (B.C.)| 58,284 57,877 55,842 | 58,544
Issued Capital . .| 55,000 55,000] 55,000} 55,000
Reserves . B 5,000 5,000 5,000 5,000
P. & L. Balance . . 2,817 3,554 4,320 5,.
Total Net Worth (O.C.) | 62,817 | 63,554 | 64,320 | 65,469
Circ. CAP. MAKE-UP—
Cash . . . . 217 327 192 315
Debtors . . .| 24,783 | 25,319| 27,463 | 31,232
Finished Goods . .| 13,003| 13,572 ] 12,459 8,047
‘Work-in-Progress . .l 15,443 14,139 13,884 13,103
Materials - - 8,742 0,346 8,102 8,764
Other Current Assets . —_— —_— — _
Total . . . .| 63,088 | 62,703 | 62,100 | 61,461
ﬁevs pex;i anoum . . 423 84‘25 84'27 84'3!
evs. in da; . "5 5°9 5°5 4°7
MAKE-UP IN EAY!—— N.
Cash . . 05. 3 4 g 4
Debtors . - -30'0. 340 Sgg 37" 430
Finished Goods .12°0 . 19°1 18- 17°1 I1°x
‘Work-in-Progress .18-0.} 21°1 19°4 19°1 18
Materials . L12°5 . 12'0 12:8 12 I2°1
Other Curr. Assets . — . —_ — — —_
Total (730) .| 865 859 855 847
WORKING CAPITAL— 20,188 | 14,82 16,258 | 17,917 | | -
Rclgresentcd by—
Debtors . . _ —_ —_ —_
W.A. Finished Goods . — — — —
Work-in-Progress .| 11,446 5,480 8,156 9,153
. 4% 39% 59% 79%
Materials . .| 8,742 9,346 ,102 8,764
Other C.A. . . — — — —_
Total . . .| 20,188 14,826 16,258 17,917
RATIOS—
Liquid . . . . 58 54 ‘60 "73
Current . . . el 147 1°31 1-36 1°41 B
Trape CREDITOR MONEY 1IN
Circ. Caritar (%)
Trade C‘.reditors . .| 23,450 | 27,427 | 25,319 | 21,420
Per . I 372 | 438 | 401 _ 349 | .
Cast SupLus oR DEFIGIT
8 months ahea . S.3,000 | S.2,250 | 8.6,000 | S.7,000
2 months ahead . . S.2,500 | S.2,500 | S.4,000 | S.4,000
t month ahead . . S.1,500 | S.2,000 | S.4,000 | S.5,000
Actual . . . . S. 8oo | D. 2,000] 8.3,500
SaLes DAy VaLus
Current . . . N 866 585 731 919
Cumulative . . . 733 585 653 747
M.A.T. . . .« . 733 731 72 7331

Fia. 53



COMPARISON SHEET B

Item Dec. Jan. Feb. Mar. Apr. | May | Jun.
£ £ L
TotaL CaPrTAL EmpLOYED . 121,101 | 121,431 | 120,171 119,01
Sales Turnover M.AT, . 267,500 | 266,116 | 265,616 275,05
T.C.E. Turnover p.a. 221 2°19 2'21 2'31
Increase or Decrease T.C.E, — 4 330 |—- 1,260 — 1,158
OPERATING PrOPITS—
Fi'll\zlA groﬁt after Ad] s 6 p
227 1 A
Add back: Taxation ’ 819 573 179
MAT. . 4,501 | 4,886 | 4,634 4,585
Deb. Intcrest
AT, . 6oo0 600 600 600
Bank Intereu
M.A.T. 679 680 678 680
Torar . . 12,007 | 12,485 | 12,485 13,044
T.C.E. a year ago 102,470 | 103,542 | 105,30 108,47.
Op. Profit % on T. CE. 1 l"7 131,84 xe,?B 3 12 04
Frxep CAPITAL . . 58,013 | 58,728 | 58,071 57,552
F.C. Turnover p.a. 461 4-’54 4.:577 8
Op. Profit on F.C. 207 209 21°5 226
Borrowen CarrraL (Exr.)
6% Debentures . . 10,000 | 10,000 | 10,000 10,000
Bank Overdraft M.A.A. 13,588 | 13,504 | 13,536 13,545
Trade Creditors M.A.A. 22,888 § 23,830 | 24,406 24,709
Total B.C. (Ext.) 46,476 | 47,424 | 47,942 48,254
Cost of B.C.
6% on Debenture 600 600 600 6oo
Bank Interest (3 per ccnt) 408 408 407 407
Discounts Lost M.A.T. 2,376 2,418 2,329 2,245
Total Cost, annual . 3,384 ] 3,426 | 3,334 3,252
Cost, per cent . . 729 723 6-96 6-74
Ner WORTH, a year ago . 61,974 | 62,863 | 63,112 63,674
Final Profit a.A. on Net
Worth . . . 10°1 10°1 104 113
Fixep PROPERTY INVESTMENTS
(same as Fixed Capxtal) 58,013 | 58,728 | 58,071 57,552
F.P.IL Tumovcr do. . 461 4°54 457 478
Cost or F.P.I.—
F.P. Expenscs, MAT. . 3,845 ) 4,137| 4,410 $745
Costpercent . . . 66 7°0 76 -2
F.P. Load on Sales . . 1°44 155 1 66 72
B.S. PERCENTAGES £ % £ %
(Quarterly)
Torar Cap. EMPLOYED—
Assets . . . .| 121,101 100 119,013 100
Liabilities . 58,284 | 482 53,544 | 450
Net Worth . 62,817 | 518 65,469 | 550
Total . . .| 121,101 100 119,013 100
BorrOWED CAPITAL—
Current . . .| 48,284 8ag 43,544 813
Medium-Term . g =
Long-Term . . .| 10,000 71 10,000 185
Total . . .| 58,284 100 93,544 100
OwNED CAPITAL
Ner WorTH—
Issued Capital . . .| 85000 875 55,000 [ 84°1
Reserves . . . .| 5,000 80 35,000 Z
P. & L. Balance . 2,817| 43 3,469 4
62,817 100 65,460 | 100
Fie. 54
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desk) and, with the comparison sheets at hand, studies the
position. Fig. 55 shows a convenient arrangement for the
charts. The sales turnover and profit cards, T1 and Ty,
are set to onc sidc, since they do not form part of the financial
group. Cash forccast, circulating and working capital charts
come next, and the third section is formed by those which deal
with the remaining control items. The quarterly charts form
a fourth special section to themselves. The author would like
to emphasize once again that the twenty-three charts recorded
in Figs. 48 and 49 are by no means obligatory. The Managing
Dircctor is recommended to begin with a selected few, and add
to thesc by degrees.

The control assistant would consider the movement first, as
being thc more important aspect of affairs. He would take each
chart in turn, making brief notes in the survey shect as he pro-
ceeded, and inserting the rating in each case. Fig. 56 shows this
after completion. The following points would come to his notice—

MoVEMENT

(a) Debtors have increased for the third successive month,
and are now 43-0 days, compared with the standard of 3o days.
A glance at the current sales results shows that the sales turnover
for March was unusually high, and this coincides with the drop
in finished goods from 17-1 days to 11-1 days. The rise in
debtors is therefore explained—though as the normal is sct at
3o sales days, 43 is unduly high. It will be as well to investigate
whethcer overdue debts cannot be got in.

(b) The total capital employed has fallen below the £120,000
taken as normal, and the operating profits trend has
fallen also, both in sum and percentage. The profit returning
from the increased sales should gradually bring this back
to the normal again, and build it up throughout the year.
Position should be watched. Whilst it may be good to produce
results with as low a capital as possible, if money is allowed to_
go out of the business unduly, the circulating flow may be
impeded.

(¢) The cost of the fixed property investment is increasing
steadily. This is unavoidable, as repairs and maintenance are
being undertaken which could not be done previously. The
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B.C. & CO. LTD.
FINANCIAL SURVEY SHEET
For THE MonTtH OF MARCH, YEAR B

Item Chart POSITION
This Month Rating Movement Rating
Cash Forecast F.1 | Actual March close to G Good surplus ahead for G
final estimate 3 months
Circulating Capital ¥.2 Improvrd from 855 to u grd succ. imp. S
Flow-Speed 84-7
Make-up F.3 leshed (-oods reduced| G 3rd succ. imp.
from 171 days to
11-1 days
Debtors increased from B grd succ. worsening B
378 days to 430
days.
Total and R.P.A. F.4 | Total lowest this year. S grd succ imp. S
P.A. up from 427 to S 3rd succ. imp. S
4:31.
Value of Sales Day. F.5 | Highest this year. G 1st recovery. S
Wkg. Cap. Make-up. F.6 | Still not liquid enough U 3rd succ. imp. S
/g Cover F.7
Liquid Ratio F.8 | Above normal now S 2nd succ. imp. S
Current Ratio. F.8 | Below normal still. U 2nd succ. imp. S
Cred. Mon. in Circ. | F.g | Still too high u 2nd succ. imp.
Capital.
Fixed Capital—
urnover F.10 | Going Faster. ) grd suce. imp. S
Profit F.10 | Highest this year. S 3rd succ. imp. S
T.C.E.
Total (Increase or | F.i1 | Below normal, this U grd succ. decrease U
Decrease). month decrease of
£1158
Operating profit. F.12 | Above average 3rd succ. increase S
Turnover and
Annual Profit % | F.13 | Turnover best this year S 3rd succ. imp. S
F.a3 | Profit % risen by -2 S Improving S
Cost of borrowed capi-
tal p.a. F.14 | Lowest this year. S 2nd succ. decrease S
Profit on Net Worth F.15 | Best this year. S 2nd suce. imp.
QUARTERLY
Fixep ProPerTY IN-
VESTMENT,
Turnover F.16 | See F.9. S . S
Cost of— F.17 | Increase of 1:6% U Worsening steadily U
Load on Sales. F.17 | Increase of -28%. u ‘Worsening steadily U
T.C.E,
Make-up F.18 | Total falls, net worth S — —
increase
% F.19 | Net Worth + 32% S — —_
BorroweDp CaAPITAL
e-up F.20 | Total falls, Current S —_— —_
Liabilities decrease
% F.21 | Current Liabilities — S — —
14%.
OwNED CAPITAL
Make-up F.22 | Total risen, P. and L. S — —
increase.
% F.23 | P. and L. + 3'9%. S —_ —

FiG. 56
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present 8-2 per cent may risc to 10 per cent or even higher,
and will then fall again. The load on sales follows it, but since
the sales are rising, the load will not be so marked.

Movement Summary: No unfavourable tendencies that are not
explained; debtors should be reduced if possible and the falling
total capital watched.

The control assistant then passes on to the
CurrenTt Posrrion

(a) Circulating Unsatistactory—present speed 84-7 days,
Capital Flow- normal 73 days. Decrease of dcbtors
Speed. would help this, and increase of sales.

(b) Circulating
Capital Make-up. Debtors—explained above.

(¢) Working Capital 70 per cent of work-in-progress; normal

(Percentage 9o per cent. Duec to working capital
Cover) being too low. (Normal £23,500.)
(d) Current Ratio Too low, due to too much of the circu-

lating capital, which ought to be in
the working assets, being left in the

debtors.
(¢) Creditor Money  Should be further paid off when possible.
(f) T.C.E. Reduction of £1158 due to dccrease of

working assets without adequate in-
crease of liquid asscts. Finished goods
fell by £4412, debtors rose by £3892.
Discrepancy due to cash sales used to
pay off creditors.

(g) Fixed Property  Increase expected and according to
Investments plan.

Current Summary: Nothing of serious importance. Debtor
position should be improved.

THE FiNnanciAL CONTROL SUMMARY

Having made his notes and studied the movement of funds
statement, the control assistant can then prepare the financial
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control summary for March. This can be quite brief, in this
instance, somewhat on the following lines—

B.C. & CO. LTD.
FINANCIAL CONTROL SUMMARY
For tHE MonTtH OF MARCH, YEAR B

A. Financian Posrrion

1. MOVEMENT

All indications favourable or explained, except debtors,
which are rising, and total capital employed, which is showing
a tendency to diminish and is now 1-7 per cent less than at the
end of last year.

2. CurreNT PosiTion

The circulating capital flow-speed is still too low, and needs
increased sales turnover value to improve it. The debtor
position should be investigated, and the somewhat excessive
figure explained. Creditors are still on the high side.

B. MoveMENT OoF FunDps (ex Asset Variation Statement)

Funds to the extent of £8453 have moved in the business
this month. This sum was obtained as follows: [£4412 by the
sale of finished goods from stock, L1601 from the bank by
increase of the overdraft, £1140 from profit coming into the
business, £781 by reducing the work-in-progress, and £519 by
depreciating the fixed assets.

It was expended as follows: £3899 in paying off creditors,
£3769 in increasing credit to debtors, £662 in increasing
material stocks and the remaining £123 went to increase the
cash fund.

Comment: The bank overdraft, at £17,124, is at its highest
point this year, though well within the permissible limit of
£20,000. Attention has already been drawn to the debtor posi-
tion. Otherwise nothing for special comment in the movement
of funds.

General Summary: A satisfactory month, with the financial
position of the company steadily improving.
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At first sight some readers may feel that this is a disappointingly
small mouse to cmerge from such a mountain of statements,
schedules, and charts. But a moment’s thought will show that
the more satisfactory the condition of a company, the less there
is to say about it. Controlling a business is very like controlling
a car, as has already been pointed out clsewhere. The good driver
sitting at the controls is alert, watching his dials and “feeling”
the engine as it responds to his foot on the accelerator, rcady for
any cmergency—Dbut physically doing little or nothing, Fis hands
only holding the car to the road. So in financial control, the
good controller has, more often than not, little need to do more
than watch his dials and give the touch from time to time that
kecps the company on the high road to success. If external diffi-
culties come into sight ahead, he can adjust his action to meect
them. If internal troubles begin to show, his chart system—if it
has been properly constructed-—will tell him so without fail, and
immediately. He can then alter his policy or his methods to get
back into smooth running, long before any rcal danger to his
company has arisen.

All this can be obtained by the simple process of checking and
rccording the movement of the figures cach month, on the lines
outlined above. It requires no cxpert knowledge of accountancy,
of banking, or of finance to produce the control figures and charts
from the data sheet—it can be done by an intelligent boy or girl
in a few hours. To rcad and understand the control results, how-
ever, requires a knowledge of the business and the policy being
pursued. That cannot be done by a boy or girl—though the
standard of intelligence required to make up the financial control
summary for thc managing director is certainly not an exacting
onc. What is indispensable is a high standard of accountancy.
Without that the whole framework is unsound and even
dangerous.

Goop ACCOUNTING IMPERATIVE

If the accounts are not correct and up to date, then the control
results will be misleading and the method were better not used
at all. For the financial control results show effects—the effect
of the movement of funds during the past month under review.
They also show the trend of movement and what is likely to occur
if those effects persist. They do not, and cannot, show causes—
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those must be found and examined if the concern is to be managed
by plan and not by event. If, therefore, the managing director,
seeking for causes, starts with incorrect effects, he may be be-
trayed into making decisions which are wrong, because the
information submitted to him was wrong.

When an industrial or commercial undertaking is running
smoothly and normally, the curves will vary very little from the
normals set, and many months may pass in which each monthly
financial control survey will merely be a repetition of “All’s
well.” But if the company begins to expand without adequate
funds, or if the sales turnover begins to fall away and losses arise,
the inter-locking of the figures will ensure that the control checks
begin to move, and the charts will start swinging up or down
from the normal if the management has not planned the change
beforehand on sound lines. The state of affairs, whatever it may
be, will be clearly shown.

CoNCLUSION

The structure of industrial accounts is capable of infinite
variety, and those who have expert experience in the field of
accountancy can, without difficulty, find examples in which much
that has been stated in this volume would not ring true. But if
any attempt is to be made to set out the conditions which govern
the internal finance of industrial undertakings, so that general
rules of guidance can be deduced for the normal business, it can
only be done by deliberately leaving out of consideration the
special cases and unusual factors. They belong to a more detailed
field of research, and should be handled only by the experts who
can evaluate their significance in balance-sheet terms. In the
ordinary industrial concern such complications do not arise, and
to discuss them would only confuse the issue without offering any
real advantage. It is to those who manage ordinary concerns
that this book is offered, in the hope that it may enable them to
see, perhaps a little more clearly than they have done before, how
the money moves in a business.
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