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THE LAW OF AVERAGES AND CREDIT GRANTING.

So far, credit granting has produced only one law of measure
ment that is used as a standard in credit granting. This has come 
about more as the result of subconscious experience, than as resulting 
from any basic analytical study. The law referred to, is well known 
current asset ratio of two for one. The fact that this ratio of 200^ 
has become so generally used as to be almost axiomatic, has suggested 
that it might be well to make some real studies of the mathematics of 
credit from a fundamental standpoint.

There is a law that is universal and which can be invoked as 
an aid to the study of credit from a fundamental standpoint. This is 
the law of averages and it can be applied in the study of credit, in a 
manner parallel, to although, because being used on a non-exact and vary
ing science, not with the same exactness as the insurance actuary uses 
it in the construction of his mortality tables.

Before going into the explt nation of haw the law of averages 
might profitably be used in the creation of a table on basic conditions 
and so as to bring to your consideration, one weakness in the present 
200^ axiom,let us consider, a little at length, the true condition that 
exists in the actual use of the current ratio test. All good credit men 
insist, more or less emphatically, that merchandise in the property state
ment be figured at cost. ■ The reason is almost too obvious, but for fear 
of possible misunderstanding, and in order to get the premises for our 
argument correct, we will presume that this is done to prevent premature 
taking of profits and also, by keeping down the valuation, to prevent an 
undue inflation of the current ratio. This is good sound conservative 
judgment and is deserving adoption by such credit men as are not already 
following this precept. But this is really only part of the story, be
cause, while we have demanded that merciiandise be figured at cost, we 
have not made the same demand for accounts and bills receivable. These 
represent cost plus profit and we are tolerating an inflation of the cur
rent ratio by the difference between the cost of manufacture and sale 
and the billing price. If merchandise must be figured at cost, why not 
receivables,and for the same reasons or nearly so.
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However, this is not a briei for the cause of receivable 
at cost, but is an argument to prove if possible the need for a more 
fundamental analysis than we have been in the habit of using. The 
analytical treatment, necessary for a more perfect understanding of 
the current ratio, consists in an analysis of the ratio that exists 
between receivables and the merchandise items, so as to determine the 
true balance and so as to know when the current ratio.will be thrown 
out of proper proportion. If from year to year we take a percentage 
observation of the current ratio and find it stationary and at the 
same time find a rising ratio, between receivables and merchandise, 
then we surely are confronted with a potential weakening in the cur
rent ratio, that should be properly explained by the maker of the 
statement. In parallel a stationary current ratio: supplemented by 
a falling receivable to merchandise ratio, is in fact a strengthened 
current condition, of course providing that it is not carried to a 
ridiculous extreme.

Actual usage has established the use of the current ratio as 
a barometer of credit conditions and the present argument has at least 
injected the possibility of there being a necessary supplementary study 
of this current ratio. As a further supplementary study of a statement, 
it might be well to analyse in a similar manner from other angles. The 
following ratios seem logical and are advanced for consideration and
the two already under discussion are tabulated with them so that
group may be complete at this place.

1. Current Assets to Current Liabilities
2. Receivables to Merchandise
3. Net Worth to Plant
4. Total Debt to Net Worth
5. Sales to Receivables
6. Sales to Merchandise
7. Sales to Net Worth
8. Profits to Sales

And now with this as a groundwork and a premise, we can ap
proach more understandingly, the real fundamental or basic study. It 
is customary to transfer onto special comparative sheets the year after 
year statements of any company, so that they may be compared and the in
creases or decreases in any item shown, But mere increases or decreases 
indicate little unless taken in comparison with something else. It is 
the changes in the proportions of the statement from year to year that 
indicate the relative strength, weakness, progress or retrogression, 
which is another argument for a percentage analysis. But the comparison'
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idea is a good one, only it, like the use of the unsupported current 
ratio, has not been carried out to a logical development.

We should not be content to compare the statements of a com
pany with those of previous years of the same company alone. We should 
be»- in a position to compare our ratios with ratios that would indicate 
the general trend of the whole of any kind of business, or at least with 
as big a fraction of the whole business as we can secure. How many 
credit men know actually, not subconsciously, the actual ratio. of the 
current items alone, even on a totaled group of one hundred groder, shoe, 
hardware or other trade names. In order to secure this kind of funda
mental information why not adopt some plan of the following nature?

Let a proper form be devised upon which can be entered the 
necessayy amounts for the procuring oi the ratios mentioned. Let each 
sheet or card have space for entering ten or a dozen full sets of in
formation. Let sots of forms be made in some manner designated from 
each other for grocers, hardware houses, cotton names, etc. Send 
these cards out to such banks throughout the country as will bo willing 
to cooperate. Do not have individual names of companies reported. The cards 
being filled out and returned would have the name of the city, the kind 
of business and the figures. This would make for no breach of confidence. 
It would establish no possible black list.

Let us now presume that such a set of statistics has been as
sembled and the machinery perfected for consecutively adding to it year 
by year;, with this information at hand, we could make the following 
studies and provide ourselves with statistical information by which we 
could measure not only individual tascs, but the general condition of 
a whole business. The following application of these figures is sug
gested, taking for example the wholesale grocery trade. First, by add
ing ail the amounts for every name together, we would arrive at a set of 
national figures that would give us national ratios, which when compared 
year by year, would indicate the general trend of the whole of that kind 
of business. In the national analysis, it would be well to introduce 
what might be called a stabilized ratio by making the study cumulative 
year by year. Under this method, after several years, the ratios would 
not fluctuate too rapidly. In addition to this, a new set o' figures 
should be started each year, showing tne current year condition. This 
could be compared with the stabilized ratio and with the yearly ratios 
of proceeding years, showing year to year changos for the whole of any 
line of business. Then in addition to this, we could contrivo a
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scientific economic division of the country and compile these figures 
hy district so as to differentiate between economic conditions and 
trade practices of the various parts of the country. And at last hav
ing these fundamental ratios, we can make an analysis of an individual 
statement and have something more tha.. inspiration or a hunch to stack 
it up against.

Supplemental to the creation of these ratios will come an 
insight into the character of a whole business that will make it pos
sible for separate departments to originate series of questions for 
the individual borrower to answer that will be more flexible and funda
mental than those we now have,, because they will be based on an accurate 
knowledge of trade conditions. These same fundamental ratios will make 
it possible when assembled as a whole total, to estimate pretty closely 
the basic condition of the whole country, supplementing and proving 
the several very good business barometers now issued.

All of this deals only with the mathematics of credit and 
must not be put into the hands of the credit babe for him to use without 
discretion. The personal, element must be largely used in the final 
decision and because of its management, a company that shows radically 
contrary to nearly every ratio, may be a good risk. Character must 
still be considered, but with this system in use, we can attach the 
proper importance to the figures because we will have a_truer knowledge 
of their real and relative meanings, for the law^averages is inexorable 
and will show basic changes and weakness with a certainty far above 
temperamental guess work.

8 /9 /17

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis




