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HIGHLIGHTS 
Government Seeks Supreme Court Review of Texaco Decision: The 
U.S. government asks the Supreme Court to overturn Conir. v. 
Texaco Inc., which found price restrictions in a Saudi oil minister's 
letter had the force of law and precluded $482 allocations. [p. 5741 

China Attacking Chinese Affiliates' Contract Manufacturer Status: 
Chinese tax officials are increasing their scrutiny of joint ventures 
in which the Chinese affiliate is characterized as a contract 
manufacturer, saying the units should be earning more income 
from related-party transactions, a practitioner says. [p. 5861 

Lyons Reviews Scenarios in Which ACI Could Negotiate Penalties: 
The U.S. Competent Authority could negotiate a §6662(e) penalty 
in rare cases in which the foreign authority has a similar, but not 
necessarily identical, penalty, Internal Revenue Service Assistant 
Commissioner (International) John Lyons says. [Interview, p. 592) 

IRS Releases Field Guidance on Negotiating, Processing APAs: The 
IRS expands the guidance available on negotiating and processing 
APAs by issuing an addition to the Chief Counsel Directives 
Manual (CCDM) on coordination among IRS offices. [p. 571; Full 
Text, p. 5991 . . .The I R S  announces it complcted seven more 
APAs in the first quarter of fiscal 1997, bringing the total to 79 
completed agreements since the program began. [p. 5731 

Coal Firm, Government Told To Present Pricing Evidence at Trial: 
The U.S. Court of Federal Claims denies Pikeville Coal Co.'s 
motion for summary'judgment that  $482 does not apply to its case 
and a government motion to  dismiss, saying coal pricing evidence 
should be presented at trial. [p. 574; Full Text, p. 6091 

Japan Increasing Review of Japanese Firms with Asian Subsidiaries: 
Japan's National Tax Administration is increasing its probe of 
domestic firms with Asian affiliates, charging some Japanese 
companies with low or nonexistent royalty payments from related 
parties throughout Asia, sources in Japan say. [p. 5871 

Economist Examines Capital Adjustments to Comparables: Brian C .  
Becker, an economist with Economic Consulting Services Inc. in 
Washington, D.C., details how taxpayers can adjust working cap- 
ital in analyzing transfer prices. [In Practice, p. 6131 
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Capital Adjustments: A Short Overview 

by Brian C. Becker 
Economic Consulting Services lnc. 

Washington, D.C. 

It is common when .performing comparable profits 
method. (CPM) analyses to "level the playing field" 
between the taxpayer's profits and the profits of 
comparable third parties by adjusting for differences 
in working capital. Such capital adjustments might 
include adjustments for inventory, accounts payable, 
accounts receivable, and inventory valuation method 
(LIFO vs. FIFO). These adjustments counteract the 
effects of key balance sheet items on a company's 
income statement, from which most profit level indi- 
cators (PLIs) are taken. 

While there is not universal agreement among prac- 
titioners concerning the exact way to perform such 
working capital adjustments, there clearly is agree- 
ment regarding the general methods (and directions 
of adjustment) that should be performed. This article 
explains the economic, business, and accounting rea- 
sons why such adjustments need to be performed; 
describes one reasonable way to perform inventory, 
accounts payable, and accounts receivable adjust- 
ments; ' and suggests other options available for each 
adjustment. These adjustments will be described us- 
ing a case study approach for a hypothetical taxpayer. 

Capital Adjustments: A Case Study 

Trigger & Sons Inc. (TRIGGER), a U.S.-based 
pork distributor, made multiple purchases from its 
Canadian related party, Trigger Canada Inc., in 1996. 
To satisfy the arm's-length requirements of $482 and 
the documentation requirements of $6662, TRIGGER 
attempted to perform an economic analysis of the 
arm's-length nature of its intercompany prices. 

Since TRIGGER only acts as a simple distributor of 
pork in the United States, TRIGGER decided to per- 

' As slated above, other adjustments can be performed, but they will 
not be detailed in this article. 

1 

Brian C. Becker, Ph.D., is a senior Econo- 
mist with Economic Consulting Services Inc. in 
Washington, D.C. The opinions expressed in this 
article are his alone. The paper was written with 
the assistance of his colleagues, especially Ste- 
ven Schoeny. 

form a CPM analysis using itself (the US. parent) as 
the tested party.' After searching for U.S. pork distribu- 
tors through numerous databases of information on 
public companies, TRIGGER'S economist located three 
"comparable" companies: Wilbur Inc. (WI), Sausages- 
R-Us Co. (SRU), and Swine is Fine Inc. (SFI).' 

After examining the financial records of WI, 
TRIGGER'S economist was initially disturbed. She 
knew from TRIGGER'S operations personnel that 
TRIGGER was careful to make its customers pay 
their bills quickly. WI, on the other hand, was very 
forgiving to its purchasers, often allowing them six 
months or more to pay their bills. WI's Form 10-K, 
however, said that although its customers were al- 
lowed extra time to pay (i.e., its accounts receivable 
were relatively high), they were charged a higher 
price. Still, this posed a potential problem for TRlG- 
GER's economist who realized that a relatively high 
level of accounts receivable would overstare rhe net 
sales and the net inrerest expense of WI when being 
compared to TRIGGER's business. After much 
thought, TRIGGER'S economist performed the fol- 
lowing calculations to adjust for this difference in 
accounts receivable. . 

Technical Description-Accounts Receivable 

As mentioned above, relatively large accounts re- 
ceivable ' reported on a company's balance sheet will 
tend to overstate its net sales and net interest expense 
on its income statement relative to a company with 
lower accounts receivable. Carrying high accounts 
receivable implies the company is allowing its custom- 
ers a relatively long time to pay its bills. As a profit 
maximizer, the company would not allow its custom- 
ers this "extra" time, unless they were paying a 
higher actual price. In effect, the company will be 
charging its customers implicit interest over that time 
period in the form of a higher price. Thus, it is 
reasonable to assume that, for a sale in which the 
payment terms are 60 days, a company would charge: 

'TRIGGER Canada owns various manufacturing technolqy. 
'In most CPM analyses, more than three companies would be used 

as benchmarks (or "comparablcs"). 
'All references to accounts receivable in this article refer to the 

average accounts receivable from the beginning and end of year 
balana sheets. Such an average gives a better picture of the typical 
level of accounts nccivable held by the company during the year, and 
not just a "point in time" value. 

Transfer Pricing 
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614 TRANSFER PRICING 

Price for payment at 60 days = 
Price for immediate payment + 60 days of interest 

on the immediate payment price 

Such an effect would be directly seen on the com- 
pany's income statement, where its net sales (prices) 
would be increased to reflect the higher price (implied 
interest). 

Since a company with high accounts receivable 
would not be getting paid immediately, it would need 
to either borrow money to pay for its operations while 
waiting for payment, or not be able to invest as much 
money in interest bearing instruments since it would 
have less cash available. The first of these situations 

Net Sales 
Cost of Goods Sold 
Gross Profit 
Operating Expenses 
Operating Income 
Net Interest Expenses 
Other Non-Operating Income 
Pre-tax Income 
Accounts Receivable 

would, of course, have a positive effect on the com- 
pany's interest expenses, while the second situation 
would have a negative effect on its interest income. In 
either case, however, the overall effect of higher 
accounts receivable would be to increase the com- 
pany's net interest expenses (interest expenses less 
interest income). 

A simple example illustrates how a company's in- 
come statement can be affected by its level of ac- 
counts receivable. The following company's income 
statement and accounts receivable are shown under 
two scenarios: accounts receivable of zero and ac- 
counts receivable equal to half of its net sales (i.e., 
one-half year of receivables '1: 

Scenario 1: 0 
Accounts Receivable 

As the above example shows, a company's level of 
accounts receivable does not change its pre-tax in- 
come levels, but it  can have a significant effect on its 
net sales, gross profit, and operating income. Thus, 
when comparing the profits of companies with differ- 
ent levels of accounts receivable,' it is necessary to 
either use a profit level indicator (PLI) which does 
not involve net sales, gross profit, or operating income 
in its ratio (i.e., pre-tax income/operating assets) or 
make an adjustment for different levels of accounts 
receivable. 

While there is not a universal rule governing accounts 
receivable adjustments, the guiding principle should be 
to restate each of the companies' income statements as 
if they all had the same level of accounts receivable. 
This is typically done by setting all of the companies' 
accounts receivable to zero or to some specified value 
(i.e., the same days receivable as the taxpayer). Since a 
company's level of accounts receivable only affects its 
net sales and net interest expenses on its income state- 
ment, the "accounts receivable adjustments" should 

'While companies may not set their pricing structure in such a 
specific manner, it is common practice to charge more on sales that 
allow for longer payment periods or to offer discounts for quick 
payment. 

'That is, a company with accounts receivable of 20 and annual net 
sales of 40 is holding one-half of a year's net sales as receivables, 
implying it allows its customers one-half of a year to pay. 

' There is no "correct" level of accounts receivable. Economic thwry 
assumes that companies, as profit maximizers, settle on a level of 
accounts receivable that is optimal for their businesses. 

Scenario 2: 1/2 Year 
Of Accounts Receiv- 

able 
100 
60 
40 
2 5 
15 
5 
0 
10 
50 

only be performed on these line items. The "adjusted 
net sales" of a company with "x" years of accounts 
receivable, being adjusted to "y" years of accounts 
receivable can be described as: 

Adjusted Net Sales = 
Reported Net Sales - (x-y) x (interest rate) x 
(Reported Net Sales) 

That is, if a company made its customers pay more 
quickly (lower accounts receivable), it would not be 
able to charge those customers the implied interest 
anymore, and would have to lower its prices (net 
sales) to reflect that. Similarly, the adjusted net 
interest expenses of a company with low accounts 
receivable would be calculated as follows to reflect 
this change in borrowing/investing: 

Adjusted Net Interest Expenses = 
Reported Net Interest Expenses - (x-y) X 

(interest 
rate) X (Reported Net Sales) 

Thus, the adjustment to net sales would be complete- 
ly offset by the net interest expenses adjustment,' such 
that the company's pre-tax income would be un- 
changed. Since net interest expenses are "below the 

'That is, the increase (decrease) to net sales would be equivalent to 
the increase (decrease) to net interest expenses. 

o 1997 Tax Management Inc.. a substdiary of The Bureau 01 National Affairs, Inc. 
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IN PRACTICE 61 5 

operating income line," the accounts receivable adjust- half year to 0 accounts receivable (using an interest 
ment would affect both gross profit and operating rate of 10%'). The last column in the following table 
income. shows what the "Scenario 2" company's financial 

Using the original accounts receivable table pro- statement would l w k  like if it held no accounts 
vided above, the accounts receivable adjustment can receivable. 
be seen with "Scenario 2" being adjusted from one- 

Net Sales "O 

Cost of Goods Sold 
Gross Profit 
Operating Expenses 
Operating Income 
Net Interest Expenses 
Other Non-Operating Income 
Pre-tax Income 
Accounts Receivable 

Case Study (Continued) 

Scenario 1: 
0 Accounts 
Receivable 

95 
60 
3 5 
25 
10 
0 
0 
10 
0 

Using that theory, the economist was able to adjust 
the accounts receivable of the first comparable. After 
performing this analysis, the economist began to ex- 
amine the financial records of the second comparable 
to be used in the CPM analysis. SRU. While SRU 
made its customers pay their bills relatively quickly, 
SRU itself was very slow to pay its bills. It would 
often take six months or more to pay for its supplies. 
Once again, TRIGGER'S economist was initially 
stumped because TRIGGER had always paid its bill 
quickly (thus, TRIGGER reported much lower ac- 
counts payable as a percent of cost of goods sold than 
SRU). TRIGGER'S economist realized that SRU's 
financial records, with its .relatively high level of 
accounts payable, would overstate its cost of goods 
sold and understate its net interest expenses. After 
much thought, TRIGGER'S economist performed the 
following calculations to adjust for this difference in 
accounts payable. 

Scenario 2: 'A 
year of Accounts 

Receivable 
100 
60 
40 
2s 
15 
5 
0 
10 
50 

Scenario 2: Adjusted 
from 'A year to 0 

Accounts Receivable 
95 =100-(0.5-0)X10%X100 

60 
3 5 
25 
10 

0 = 5-(0.5-0)XlO % XI00 
0 
10 
0 

Technical Description-Accounts Payable 

As mentioned above. relatively large accounts pay- 
able " reported on a company's balance sheet will 
tend to overstate its cost of goods sold and understate 
its net interest expenses on its income statement. 
relative to a company with lower accounts payable. 
By carrying high accounts payable. the company is 
taking a relatively long time to pay its bills. As a 
profit maximizer, the company would not take this 
"extra" time (and pay the implied interest being 
charged in a higher actual price). unless it could make 
efficient use of this time by investing money or reduc- 
ing its borrowing. In effect, the company will pay a 
higher price for the opportunity to earn interest in- 
come or reduce its borrowing (interest expenses). 

Thus, it is reasonable to assume that, for a sale in 
which the payment terms are 60 days, a company will 
pay the: 

Price for payment a t  60 days = 
Price for immediate payment + 60 days of interest 
on the immediate payment price 

' Choosing the "appropriate interest rate" for thae adjustments has 
been the subject of disagreement among practicing economists. Some 
ra t s  that have been wcd include the prime rate, short tenn T-bill 
rates. and short term CD rates. 

"As this row shows, this adjustment works "perfectly" when the 
second scenarIo Is adjus~ed 10 the same days rmlwble as rhs firsf 
snnorio. This would not exactly be the case if the fin1 scenario were to 
be adjusted to the same days reccivable as the second scenario. That is. 

95 - (0-0.5) X 10% X 95 = 99.75 docs not equal 100. 
This is a general situation in which the "amount" of adjustment will 

be slightly different depending on whether h e  adjustment is made to 
the company with the lower or higher amount of days receivable. As 
Ule following sections will show. this is the same case for days payable 
and days invcntory. 

Such an effect would be directly seen on the com- 
pany's income statement where its cost of goods sold 
(prices) would be increased to reflect the implied 
interest. 

Since a company with high accounts payable would 
not pay immediately, it would have the opportunity to 
either invest money in an interest bearing vehicle or 

"All refcrenca to accounts payable in this paper refer to the 
average accounta payable from the beginning and end of year balance 
sheets. 
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reduce its borrowing. The first of these situations A simple example illustrates how a company's income 
would, of course, have a positive effect on the corn- statement can be affected by its level of accounts 
pany's interest income, while the second situation payable. The following company's income statement 
would have a negative effect on its interest expense. and accounts payable are shown under two scenarios: 
In either case, however, the overall effect of higher accounts payable of 0 and accounts payable equal to 
accounts payable would be to decrease the company's half of its cost of goods sold (i.e., one-half year of 
net interest expenses. payables la): 

Scenario 1: 0 Scenario 2: 'h Year 
Accounts Payable Of Accounts Payable 

Net Sales 100 100 
Cost of Goods Sold 76 80 
Gross Profit 24 20 
Operating Expenses 15 15 
Operating Income 9 5 
Net Interest Expenses 0 -4 
Other Non-Operating Income 0 0 
Pre-tax Income 9 9 
Accounts Receivable 0 40 

As the above example shows, a company's level of 
accounts payable does not change its pre-tax income 
levels, but it can have a significant effect on its cost of 
goods sold, gross profit, and operating income. Thus, 
when comparing the profits of companies with differ- 
ent levels of accounts payable," it is necessary to 
either use a PLI which does not involve cost of goods 
sold, gross profit, or operating income in its ratio (i.e., 
pre-tax income/net sales) or make an adjustment for 
different levels of accounts payable. 

An accounts payable adjustment restates each of 
the companies' income statements as if they all had 
the same level of accounts payable. Since a company's 
level of accounts payable only affects its cost of goods 
sold and net interest expenses on its income state- 
ment, the "accounts payable adjustments" should 
only be performed on these line items. The "adjusted 
cost of goods sold" of a company with "m" years of 
accounts payable, ,being adjusted to "n" years of 
accounts payable can be described as: 

Adjusted Cost of Goods Sold = 
Reported Cost of Goods Sold - (m-n) X (interest 
rate) X (Reported Cost of Goods Sold) 

That is, if a company paid its suppliers more quickly 
(lower accounts payable), it would not be paying its 
suppliers the implied interest anymore, and would pay 
lower prices (cost of goods sold) to reflect that. 
Similarly, the adjusted net interest expenses of a 

"That is, a wmpany with accounts payable of 20 and annual cost of 
goods sold of 40 is holding one-half of a year's w s t  of goods wld as 
accounts payable, implying it takes one-half of a year to pay. 

IJ There is no "correct" level of accounts payable. EMnomic theory 
assumes that companies, as profit maximizers, settle on a level of 
accounts payable that is optimal for their business. 

company with low accounts payable would be calcu- 
lated as follows to reflect this change in 
borrowing/investing: 

Adjusted Net Interest Expenses = 
Reported Net  Interest Expenses + (m-n) X (inter- 
est rate) X (Reported Cost of Goods Sold) 

Thus, the adjustment to cost of goods sold would be 
completely offset by the net interest expenses adjust- 
ment,'' such that the company's pre-tax income would 
not change. Since net interest expenses are "below the 
operating income line," the accounts payable adjust- 
ment would affect both gross profit and operating 
income. 

Using the original accounts payable table provided 
above, these adjustments can be seen with "Scenario 
2" being adjusted to 0 accounts payable (using an 
interest rate of 10 percent). The final column in the 
following table shows what the "Scenario 2" com- 
pany's financial statement would look like if it held 0 
accounts payable. 

Case Study (Continued) 

After performing the payables analysis (seen on the 
next page), the economist began to examine the finan- 
cial records of the third CPM comparable, SFI. While 
SF1 paid for its products promptly and also forced its 
customers to pay quickly, TRIGGER'S economist soon 
discovered that SF1 tended to store a large quantity of 
its pork supply in inventory (as a percent of cost of 
goods sold) in its warehouse. TRIGGER, whose inven- 
tory operations were run by an elite group of MBAs, 
ran a just-in-time operation, holding little inventory 

"That is, the decrease (increase) to wst of goods sold would be 
quivalent to the incrcasc (decrease) to net interest expcnses. 

O 1997 Tax Management Inc.. a subsldlary of The Bureau of National Affairs, Inc. 
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Scenario 1: Scenario 2: 44 Scenario 2: Adjusted 
0 Accounts year of Accounts from H year to 0 

Payable Payable Accounts Payable 

Net Sales 
Cost of Goods Sold 
Gross Profit 
Operating Expenses 
Operating Income 
Net Interest Expcnscs 
Other Non-Opcrating Income 
Pretax Income 
Accounts Receivable 

(tbus, TRlGGER held much less inventory than SFI). 
SFI's Form 10-K stated that holding inventory is 
profitable since it translates to a better deal from the 
pork supplier by purchasing products in large quanti- 
tics and not demanding immediate service on an order. 
Still. TRIGGER'S economist was upset because she 
realized that SFI's high inventory Ievels would under- 
state its costs of goods sold and overstate its ne! 
interest expenses. After much thought, TRIGGER'S 
economist performed the following calculations to ad- 
just for this difference in levels of inventory. 

Technical Description-Inventory 

As mentioned above, relatively large inventory Iev- 
els I' reported on a company's balance sheet will tend 
to understate its cost of goods sold and overstate its 
net interest expense on its income statement relative 
to a company with lower inventory levels. Carrying 
high levels of inventory implies that the company is 
purchasing its products quickly or in large quantities 
from its suppliers. Its suppliers gain from this behav- 
ior because they do not have to wait for sales and 
payments, and can invest these early payments in 
interest bearing instruments (or it may reduce their 
level of borrowing). Since the suppliers earn a positive 
level of interest income from their customers early or 
large purchasers, they will offer a lower price (which 
incorporates the interest income) to those customers. 

- 

Thus, it is reasonable to assume that a company 
which is purchasing 60 "days" I' more inventory than 
another would pay a pricc that is cheaper by 60 days 
worth of interest. More generally. the price paid by a 
company holding "x" days of inventory would be: " 

Price paid by a company with x days of inventory = 
Price paid by a company with 0 days of inventory - 
x days of interest 

Such an effect would be directly seen on the com- 
pany's income statement where its cost of goods sold 
(prices) would be decreased to reflect the implied 
interest. 

Since a company with high levels of inventory 
would be paying its suppliers quickly and holding that 
inventory for a time period before selling, it would 
need to either borrow money to make the original 
purchase of inventory while holding the inventory and 
waiting to make a sale, or not be able to invest as 
much money in interest bearing instruments since it 
would need to spend its available cash on inventory. 
The first of these situations would, of course, have a 
positive effect on the company's interest expenses, 
while the second situation would have a negative 
effect on its interest income. In either case, however, 
the overall effect of higher inventory levels would be 
to increase the company's net interest expenses. 

"Sixty days or inventory corresponds to approximately one5ixth of 
a company's annual cast of goods sold. 

Days of inventory - 365 X (Average invcnlory)/(Cost of Goob 
Sold) 
I' High invcntory levels might also allow a company to sell products 

 all reiercnaa to inventory in this article refer to the average at a higher pricc because it could offer its customers better service. 
inventory from the beginning and cnd of year balana sheets. That is, thcy would be more likely to have a specific ilem in stock. 



61 8 TRANSFER PRICING 

A simple example illustrates how a company's in- inventory are shown under two scenarios: inventory of 
come statement can be affected by its level of inven- 0 and inventory equal to half of its cost of goods sold 
tory. The following company's income statement and (i.e., one-half year of inventory): 

Scenario 1: 0 Scenario 2: lh year 
Inventory Of Inventory 

Net Sales 100 100 
Cost of Goods Sold 63 60 
Gross Profit 37 40 
Operating Expenses 25 2 5 
Operating Income 12 15 
Net Interest Expenses 0 3 
Other Non-Operating Income 0 0 
Pre-tax Income 12 12 
Inventory 0 30 

As the above example shows, a company's level of "price break" from its suppliers and would pay higher 
inventory does not change its pre-tax income levels, prices (cost of goods sold) to reflect the fact that the 
but it can have a significant effect on its cost of goods supplier would be getting paid later. Similarly, the 
sold, gross profit, and operating income. Thus, when adjusted net interest expenses of a company with low 
comparing the profits of companies with different inventory levels would be calculated as follows to reflect 
levels of inventory," it is necessary to either use a this change in borrowing/investing: 
profit level indicator (PLI) which does not involve 
cost of goods sold, gross profit, or operating income in 
its ratio (i.e., pre-tax incorne/net sales) or make an Adjusted Net Interest Expenses = 
adjustment for different levels of inventory. Reported Net Interest Expenses - (s-t) X (inter- 

An inventory adjustment is intended to restate each est rate) X (Reported Cost of Goods Sold) 
of the companies' income statements as if they all had 
the same level of inventory. Since a company's level of 
inventory only affects its cost of goods sold and net Thus, the adjustment to cost of goods sold would be 
interest expenses on its income statement, the "inven- completely offset by the net interest expenses adjust- 
tory adjustments" should only be performed on these ment.19 such that the company's pre-tax income would 
line items. The "adjusted cost of goods sold" of a not change. Since net interest expenses are "below the 
company with "s" Years of inventory, being adjusted operating income line," the inventory adjustment 
to "t" years of inventory can be described as: would affect both gross profit and operating income. 

Using the original inventory table provided above, the 
Adjusted Cost of Goods Sold = inventory adjustment can be seen with "Scenario 2" 
Reported Cost of Goods Sold + (s-t) X (interest being adjusted from one-half year to 0 inventory (using 
rate) X (Reported Cost of Goods Sold) an interest rate of 10%). The table below shows what 

the "Scenario 2" company's financial statement would 
That is, if a company purchased its products more look like if it had no accounts receivable. 

slowly (lower inventory), it would not be getting the 

There is no "correct" level of inventory. It is generally assumed by 
ewnamirls that wmpaniu,  as profit maximizers, hold a level of "That is, the increase (decrease) to cost of goods sold would be 
inventory that is optimal for their businesses. cquivalent to the decrease (increase) to net interest expenses. 

Net Sales 
Cost of Goods Sold 
Gross Profit 
Operating Expenses 
Operating Income 
Net Interest Expenses 
Other Non-Operating Income 
Pre-tax Income 
Inventory 

Scenario I: 
0 Inventory 

Scenario 2: 54 Scenario 2: Adjusted 
year of from M year to 0 

Inventory Inventory 

100 100 
60 63 = 60+(0.5-O)X 10 % X60 
40 37 
25 2 5 
I5 12 
3 0 = 5-(0.5-0)XlO % X100 
0 0 
12 12 
30 0 

0 1997 Tax Managernant Inc.. a subsidiary of The Bureau of  National Affairs. Inc. 
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After such adjustments have been performed (in 
addition to any other capital adjustments that need to 
be performed), any PLI can be used to compare the 
companies in a CPM a n a l y s i ~ . ~  

Conclusion 

This article has described the types of adjustments 
that can be made to  level the playing field when 
comparing the profits of companies with different 
levels of accounts receivable, accounts payable, and 
inventory. Before making such adjustments, one must 
either consider a measure of profitability that is not 
affected by these differences or be aware of the 
(usually minor) inaccuracies that can occur from 

making "unadjusted" comparisons. After making 
such adjustments (assuming all other necessary ad- 
justments have been made), any financial ratio can be 
used to make an appropriate comparison. 

Numerous other capital adjustments have been pro- 
posed and performed on different cases. In fact, argu- 
ments could be made to make adjustments for diffcr- 
ences in all balance sheet items when making income 
statement profitability comparisons, If all of the balance 
sheet information were both pertinent and reliable," 
then it is likely that some type of return on assets 
profitability measure would be the most appropriate 
PLI. Under such a measure, working capital is already 
being taken into account in the profitability comparison, 
and no capital adjustments need to be performed. 

'In most actual analysts, all three of the adjustments would be 
applied to each comparable company. For comparablcs with similar " Balance sheet information is often not reliable, especially in casu 
levels of accounts receivable, accounts payable, or inventory to the when it involves some type of allocation of assets across divisions or 
tested party. these adjustments would have little or no erect. units of a company. 
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