PERSONAL FINANCE
Go with a low
flow ratio
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1f you're new to investing, one
of the important financial terms
you'll encounter is “flow ratio,”
which reveals how well a compa-
ny manages its cash flow,

Flow ratio equals (current
assets minus cash and marketable
securities) divided by (curvent lia-

- bilities minus shori-term debt).
- Here's how it works:
o Consider Johnson & Johnson.

. For the fiscal year ending in 2001,
the company had $18.47 billion in
current assets. Subtract $3.76 bil-

. lion in cash and $4.21 billion in-
.~ marketable securities; and the bal-

Then take $8.04 billion in cur
rent liabilities and subtract $0 in
short-term debt. Divide $10.5 bil-
lion by $8.04 billion, and the flow
ratio is about 131
. A flow matio below 1.25 is
~~ admirable; 131 is still respectable.

To better understand the equa-
tion, consider a flow ratio's com-
ponents.

Subtracting cash from current
assets leaves mainly accounts
receivable and inventories. A
strong company will demand
rapid payment from its customers,
keeping its accounts receivables at
low levels. And it will try to keep
only minimum inventory on hand,
S0 low number for this part of
the equation is a good sign.

Current liabilities, after debt is
subtracted, are usually dominated
by accounts payable. That's mon-
€Y a company owes and can tem-
porarily use, interest-free. A high
number for this part of the flow
ratio is preferred.

Divide an ideally low asset
number by an ideally high liability .
number, and you get a low flow
ratio — 1.25 and below. This says
that a company is aggressively col-
lecting payment from others,
while gradually making its own
payments, resulting in having
more cash at its disposal,
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