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ABSTRACT

The credit grantor needs to make credit appraisals in
deciding whether or not to extend credit to a corporation enterprise.
The acéounting statements (cash flow statement, funds flow statement;
income statement and balancelsheet) are the usual sources of such
information. However; these statements contain different types of
information and are capable of various interpretations. This study
seeks to establish what types of information are or ought to be
contained in these statements which would be of use to credit grantors,
éo evaluate the'relevance and usefulness of such information for maeking

credit deciéions, and to suggest such modifications of present state-

ments as appear desirable.

The short-term creditor is primarily concerned with short-
term solvency. The cash flow statement and the funds flow statement

are two sources of information which are relevant.

The long;term.creditor's pripcipal concern is'long-term
solvency. Futufe income flow is particularly indicative of long-term
solvency. Present income is an in@eg of the probable future income.
The balance sheet is a statement listing the resources available which
give rise to future income. Thus, the long-term creditor's primary
interest is in‘the income statement and the balance sﬁeet. His inter-
est in short-term solvency and in the income statement is secondary
and only to the extent that long-term 'solvency becomes irrelevant if
an enterprise bécomes insolvent in the interim period before payment

of his debt.



Each of the terms '"cash flow", "funds flow“, "incomé" and
"balance sheet"AhaVé several interpretations. The relevant accounting
statements can each be prepared in various ways according tolthe inter-
ﬁretation of the respectivé terms. The information in the statement

will vary accordingly.

A propo;al is made in fhis study to adopt "cash flow as
historical chsngess in the éasn account", "funds flow as the iﬁflow
and outflow of total resources or purchasing power", “income as
measured according‘tb the current bperating congept of income", and

"balaﬁce sheet as a listing of total_resources available".

An attempt is made.to introduce into the respective state-
ments such modifications as appear particularly relevant to the
“ereditor for decision making. A ﬁodel for each type'of statement,
based on the proposed interpre%ation and incorporating the suggested

modifications, is illustrated in the study.
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AN APPRAISAL OF ACCOUNTING STATEMENTS FOR CREDIT PURPOSES

CHAPTER I

INTRODUCTION

Credit Granting and Accounting

.

~)

Credit is a major i factor in modern business. It plays an
important role in the affairs of the credit grantor, the debtor, and
the economy as & whole. Sound credit administration i1s essential and
beneficiai to the proper and advantageous conduct of their affairs.
The interest of the credit grantor is most vital in this regaxrd. The
credit grantor must make important evaluations in deciding whether or
not to grant credit. He needs as much>relevant and useful informatio; :

as is possible to help him in his decision making.

Accounting is a means of communicating information and a
'tool for decision meking. Iﬁ cen and does provide the credit grantor
with much relevant and useful information, and serves his needs as a

tool for decision meking.

The Purpose of this Study

The purpose of this thesis is to describe the accounting
information which is made available to the credit grantor, to evaluate
its usefulness, and to suggest such modifications as appear to be

desirable.



The Scope of this Study

This study will confine itself to producer’s credit, and
the problems facing such credit grantors. The debtor, in this case,
is a business ent_erprise which obtaids credit for its operations7
Consumef*s credit and the problems facing such credit grantors will not
be considered in this study.

wr\

Plan of Approach

The remainder of this chapter will be devoted to a general
description of the nature, function, and economic significance of
credit, the kinds of credit, the types of credit grantors and the main

problems facing them. e

. The second chapter will discuss the information needs of
creditors in making credit granting decisions and a degcription of the
development to date of accounting in meeting these needs. An outline

of relevant accounting statements and data concludes the chapter.

The succeeding chapters will critically discuss in greater
detail the individual types of accounting statements and data, and
will suggest models of these statements speciflcally developed for

the use of credit grantors.

- The concluding chapter will sumarize the findings of the

earlier chapters.



~ Nature and Function of Credit

That credit is a force in modern business requires but
little proof in view of its extensive use by merchants and manufac-
turers the world over. 1 Even a cursory examination of the subject
will readily reveal that it is an indispensable element in present-day
commerce, finance, and the smooth functioning of the economic.system.

[N
¢

Credit is essentially a medium of exchange. It makes it
possible for the receiver of credit to purchase goods and services |
for which he cannot make payment immediately. To thé grantors of
credit it is the confidence that payment for goods, services and other
assets they transfer will be made some time in the futﬁre. Even though
it has né physical form end is not wealth in thensénse that it has an
exchange value in the market place, it is of great value to individuals
and business organizations who can obtaln goods and services on credit.
This places them at an advantage over those who cannot do likewise.
Very often the availability of goods and services are critically vital
in the operation of their businesées and the conduct of thelr affairs.
Creait makes it p§ssible for them‘to obtain the things they need which
they mai otherwise be unable to obtain. If logically follows that
.credit is of valﬁe to those'who have the opportunity to yenefit from

its use.

As a medium of exchange, the main economic function of
credit is to facilitate the flow of goods and services in the econony

which otherwise would be impossible or extremely difficult uader the

1 Peter P. Wahlstad, Credit and the Credit Man, (New York:
Alexander Hamilton Institute, 1917) p. 1.
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circumstance. Barter is a commercial transaction that is complete in
itself. We find, however, that barter involves a great deal of incon-
venience i 'Accordingly, we use money as a medium of exchange tb expe-
dite the flow of goods and services. Money, however, has a special
relationship to the state of the eéonomy, and it is often unwise to
vary its supply to match the volume of trade. The supply of money
becomes inadequate as the volume of trade increases. Credit becomes
necessary to supplement this inadequacy. Credit permits the vendors

of goods and services to part with what they wish to sell on the promise
that they will receive payment for the goods and services at some time
in the future. The purchasers obtain what they want to buy with a
promise to pay in the future. Physical transfer of what is in question
is effected without any money exchange taking place. This process
tends to facilitate trade and stimulate production further with conse-
quent increase in total wealth in the economy. To illustrate this
aspect of the function of credit the following quotation is taken from
Wahlstad® -

"A merchant in Chicago wishes to import a shipment of
goods from a manufecturer in Yokohesma, Japan. He is not
willing, however, to pay for these goods in advance; in
fact, he wishes to pay-for them only after he has received
them and has had an opportunity to re-sell them to his
customers. But the Japanese manufacturer insists upon
receliving payment before the steamer upon which he is to
ship the goods “leaves port. Inasmuch as it might take two
months before such a shipment could be delivered in
Chicago, and since another month or two might be required
for the resale of the goods and for the money to reach the
Yokohama manufacturer, probably four months would elapse
before the transaction as a whole could be closed. It is
evident, therefore, that the conditions imposed by the
shipper on the one hand, and the importer on the other,

cannot be complied with -- unless, indeed, the latter
borrows the required amount of money.
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: "Credit, however, overcomes the difficulty. A simple
. letter of credit, obtained by the Chicago merchant from
/" his local banker, permits the Yokohama manufacturer to make
a four months' draft upon a London bank, which draft he can
. sell to his Yokohama banker even before the ship that
carries his goods has started on its voyage to the United
States, the Yokohama bank in turn may promptly resell the
draft to a local merchant who has bills to pay in London.
Upon presentation in due time of the draft at the London
bank, the latter with a stroke of the pen ‘accepts' the
document, which thereupon circulates in the credit market
until the four months have just expired, vhen it is again
presented -- this time for payment. But long ere that
date arrives, the goods from Japan will have been resold
by the importer. A sufficient part of the proceeds of
the sale will also have been sent to the London bank, so
that the latter, when the draft reappears, is ready to
pay without having to use any of its own money.

 "Thus, without anyone having advanced a penny, the
transactions have gone through without a hitch. The money
which the Chicago importer paid for the Japanese shipment
was received by the shipper four months before that money
‘was sent. Yet the importer sent the money only after the
goods had been received in Chicago and resold there. ‘
Credit; as we see, has performed the apparently impossible!"?
There are several variants of such techniques of effecting
trade payments of which the foregoing example is one. They are commonly
utilized in international commercial transactions. Merchants within the
same national boundaries may also utilize them with equal advantage.
The existence of a highly developed money and banking system makes them

convenient meéns for merchants to settle their commercial obligations.

In all these the element of credit is of strategic importance.

véredit is also becuming increasingly important as an in-
strument to mobilize savings for investmen£ purposes throughlfinancial
intermediaries or direct borrowings. Many people have excess income
to save and to put into profitable use. They may not see any profit-

able investment opportunities themselves or may not be willing to

2 Credit and the Credit Man, op. cit., pp. 1-3



assume the trouble involved. Others mey have profitable investment
opportunities and are ready to profit therefrom but do not have the
resources to exploit the opportunities successfully. On a prdmise to
pay the savers in the future, those who have investment opportunities
to exploit may.borrow from those wﬁo save. People purchesing bonds
and debentures from corporations on the understanding that the corpor-
ations will repay them when the bonds and debentures mature is such an
example. Commercial papers purchased by investors for short-term
investment is yet another example. Behiﬁd all this is credit, the
confidence'of'the credit grantors that they will receive payment of

their cléims in the future.

Economic Significance of Credit

~

To illustrate the economic significance of credit, and to -
emphasize the needs of credit grantors for information in decision
making, we now examine briefly the relationship between credit and the

level of economic activity.

The level of economic activity Aepends on total aggregate
demand, and unemployment results frém a deficiency of total aggregate
demand.3 Effective demend is the sum of consunmption expenditures and:
investment expenditures. Consumption depénds on the sizé of the con-
suner's net income, and the propensity to consume. Investment depends

on the consumption and investment multipliers.

3 John Maynard Keynes, The General Theory of Employment, Interest
and Money, (London: The Macmillan Co., 1961), Dudley Dillard, The
Economics of John Maynard Keynes, (New York: Prentice-Hall, Inc.,
1948), and R.C.0. Matthews, The Trade Cycle, (London: Cambrldge
University Press, 1959). ,




Credit as a medium of exchange facilitating the flow of
goods and services has a direct impact on consumption, investment,
aggregate net income and the level of employment. Credit expansion
leads to an expansion of aggregate demand for goods and serv;ces, an
increase in aggregate net income,‘and a rise in the level of employ-
ment. Credit contraction has the opposite effects. While an increase
in net income in the ‘economy, and a rise in the level of employment
are desirable, there is always the tendency for inflation to creep in.
The adverse effects of inflation are well known and should be avoided.
The evils ofvdeflation are eqpallylundesirable and likewise to be
avoided. Credit can be used as an instrument to control or at least
minimize the impact of inflation and deflation. Proper credit manage-
ment by individuals and business organizations can help to solve scme

of the problems of economic fluctuations in the economy.

Individuals and businessvorganizations decide whether or
nqt to grént credit in the light of the advantages they enjoy there-
from and the resultant disadvantages they must suffer. The wisdom of
each of sugh decisions has én impact on the economy and the welfare
of society. The impact of each individual decision may be insignifi-
cant. The sum total of the impact of all decisions cannot be over-
looked. Conceptually it is wise to become a creditor of a profitaﬁle
enterprise. The individual creditor gets back his investment plus a
return; The enterprise makes use of the resources in a productive
capacity and in doing so makes a profit for itself and a return for
the creditor. There is a resultant incresse of wealth for the enter-

prise, the creditor and the economy as a whole. This is socially
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desirablé and beneficial. On the other haﬂd, it is detrimental to the
interest of the creditor himself, the enterprise and the society to
extend credit to an unprofitable enterprise. The enterprise may suffer
losses. The creditor would likely, though not necessarily, suffer
losses himself. The enterprise's iosses, however, represent losses

to society. Resources have been put into unprofitable use, and there

is mal-allocation of scarce resources.

Sonme specificlexamples of the important role credit occupies
in modern business follow. Accountants often classify common and‘pref-
erence shareholders as investors, and all other suppliers of funds to
an enterprise és creditors. They further emphasize the importance of
the interest of the equity shareholders. This is unfortunate. The
entity theory of accounting makes little distinction in this régard,
but freats equity shareholders and creditors alike as suppliers of
funds to and claimants to the assets of the enterprise. Creditors are
as much investors as equity shareholders. In Canada about one-third
of the capital funds of corporations come from creditors (excluding
preference shareholders) of one class or amother. The instruments of
credit take the forms of bank loans, accounts payable, mortgage lia-
bilities.t Créditors'supply 93% of the total assets of Canadian banks

in the forms of fixed, savings, and demand deposits.o

4 paxation Statistics, 1964, Part Two - Corporations, (Ottawa:
Queen's Printer & Controller of Stationery, 196k)

5 Royal Commission on Banking and Finance Report, (Ottawa:
Queen's Printer & Controller of Stationery, 1964), and Williaem C.
Hood, Financing Economic Activity in Canada, (Ottawa: Queen's
Printer & Controller of Stationery, 1950).




Trade credit is among the more important forms of credit,
and is one of the most important means of financing in the American
econony .

"It is estimated that by the end of 1962 there was
approximately US$1ll billion in trade credit out-
standing. This sum exceeded the volume of more
familiar financial medisa such as corporate bonds
and state and local securities; it was twice the
volume of the entire commercial banking system."

In several lines of business in the United States, trade credit is a
me jor source of corporate finance. Its importance varies widely among
different sectors and industries, but does not vary much asmong firms
of different sizes and profitability within the same sector or indus~
try. Trade credit represents on average nearly half of the total
assets of corporations engaged in construction, and nearly one-third
of those of corporate wholesalers. In the manufacturing sector the
ratio of trade payables to %otal assets is 16 per cent, and in mining-
12 per cent. In no sector is the volume of trade receivables negli-

gible, and its importance in the corporate capital structure has been

‘ growing in the course of the postwar years.7

It isAthus apparent that the actions of creditors will have
8 significant impact on the'level‘of income and employment-in the
economy.. When creditors liberalise their credit policy they pump new
purchasing power.into the economy.and creéte additional aggregate

demand. They feduce the aggregate demand when they.contract the

6 Martin H. Seiden, The Quality of Trade Credit, (New York:
~ National Bureau of Economic Research, 1964 ) Occasional Paper 87.

7 0id., pp. 7-S.
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credit supply. Creditors control a large proportion of the new pur-
chasing power in the economy; their decisions to extend or to withdraw

8

credit are bound to affect economic stability.

The decision when to grant and when to withdraw credit also
has an important impact on the economy and the individual enterprises.
In fact, proper timing is strategic in the attainment of the desired
results for which credit is intended. Haste or deley may both defeat
the very purpose credit is to serve. A financial analyst of a leading
finance company in Canada once expressed the view:

"We must act quickly upon requests for loans by

our clients. To delay action would mean that we might

have to forego what we would have earned during the

period of delay, and we might lose the clients alto-

gether. It is very important to the interest of our

clients that they should be able to turn to other

sources of credit at an early osportunity should we be -

unable to meet their requests.”

To further illustrate this point, let us suppose that there is an
enterpfise which has mede good profits in the past and shows every
prospect of continued success, but faces a chronic insolvency problem
and is uneble to pay off its current debts because much of its re-
sources is tied in non-liquid assets. The timely availability of
credit may help to solve this solvency problem. We can imagine that
the enterprise may go bankrupt if credit is not available or it is

not availaeble in time. This represents losses to the owners and

possibly to the creditors of the enterprise, and the community.

8 Gottfried Haberler, Consumer Instalment Credit and Economic
~Fluctuations, (New York: National Bureau of Economic Research,
1942, '
9 In private communication.




On the other hand, to supply credit to an enterprise that is going to

fail in any case is a waste of resources and a social loss.

Sound credit decisions are beneficial to the corporate
debtors but are vital to the corporate creditors themselves. Credit
losses are expenses from which no one gets any benefit. Credit losses
can pose a serious threat to the survival of the creditors themselves.
It has been estimated that, on average, over 9 per cent of ail business
failures in the United Stetes in the postwar feriod resulted from poor.
quality of trade credit in the portfolios of the failing firms.
Receivabie difficulties accounted for 17 per cent of all failures in
the wholesale industry. The average was 15 per cent for construction,
12 per cent for mining and mannfacturing,‘6 per cent for commercial
services, and 5 rer cent for retail trade .10 Thig phenomenon was not,
“however, entirely new; Inebility to reelise their loans was respon- -

sible for many bank failures in the early decades of this cen.t.ury.ll

Kinds of Credit

Crediﬁ may be of various kinds and in forms devised to suit
the needs of various circumstances.‘ A few standard fofms of credit
are common in commerce and finance. Bank credit refers to loans and
advances made by banks to individuals and business orgaﬁ;zations.
Consumer instaiment credit is an arrangement, usually at the retail
level, betwveen the seller and the buyer which allows the debtor to

purchase consumer durable goods on an instalment peyment plan.

10 Martin H. Seiden, op.cit., p. 3.

1l yaldo F. Mitchell, The Uses of Bank Funds, (Chicago:
University of Chicago Press, 1925) Ch. VI..
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Personal credit refers to loans maede by banks and finance companies to
individuals for personal consumption or other personal purposes and
needs. Busineésmen may deliver goods and services to purchasérs and |
expect to be paid in ten days, thirty days or sixty days as is custom-
ary among scame lines of business,.or on terms the vendors and purchas-
ers may otherwise agree. In the main; we may assign the various forms
of credi£ into one of two broad categories, producer credit and con-
sumer credit. ‘The latter is for consumption purposes and relates to
individuals. The former is used to facilitate the production and dis-
tribution of goods and services, or what we may refer to as the economic
production of wealth. This relates most often to business enterprises;
In this study we shall only concern ourselves with producer credit
because it ‘is the business enterprises which are of interest to the

corporate creditors whose problems we wish to examine.

Types of Creditors

Creditors may be classified by the maturity of their claims.
 Short-term credit is usually expectéd to be liquidated in the near
future, say, from anything up to‘threermonths._ Short-term creditors
are usuvally those who sell merchandise, ﬁaﬁerials or services for
which payment is not made immediately, and bank creditors who lend
 money on an institutional basis for short periods. Most trade terms
fall within a three months' time limit, and working capitel loaps
seldom extend beyond three months. Payment for sﬁort-term debts is
usually made out of realization of non-cash current assets in the

normal operation of the enterprise, or from alternative sources of
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short-term financing. A characteristic of short-term credit is that
it tends to be on a continuous rotating basis. As the debts arising
from one set of transactions are paid off, new credit is extended on

new and similar transactions.12

Intermediate-term creditors are those whose claims mature
in one to five.years. Liquidation of their claims is to be made from
earnings aécumulated in the form of assets, including assets.not
requiring immediate disbursement to meet expenses such as depreciation.
The credit terms will approximate to the length of life of any assets
required with the credit facilities. Machinery purchased on an instal-

ment basis is an example.

Long-term creditors are those whose claims msture in any-
thing between five to twenty-five years. Debenture and bond holders
are twé common examples of this ciass of creditors. Payment for long;
term debts is to be made from accumulation of earnings from profitable
operationS'(including expense items not requiring outlays such as
depreciation) and/or other sources of long-term financing. Liguida-~

tion or realization of assets is only incidental.

The distinction between the various classes of creditors
is necessarily vegue and arbitrary, and only serves as a° convenient
rule of thumb. On one extreme we have the short-term creditors. On
the other extreme we have the long-term creditors. The intermediate-

term creditors stand in between. It is, however, difficult to say

2
1 Most writers on accounting and finance classify short-term

credit as maturing within a year or the normal operating cycle
of the enterprise if this is longer than a year. All other
debts are classified as long-term.
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where one class of creditors ends and another class of creditors begin.
For the purpose of this study, and of examining the problems facing
them, we shall'assign creditors into one of two classes: lontherm
creditors and short-term creditors. The problems of intermediate-
term creditors are usually seen to‘be identifiable with those of

long-term creditors.

Decisions Creditors must make

The problem facing a potential grantor of credit is whether'
or not he should extend credit to some particular business enterprise.'
He must decide if he should part with his command over present economic
resources in turn for a promise of command over more economic resources
. in the future. Those whb are already creditors t; some enterprises
face the problem of whether or not they should continue to remain as .
creditors to these enterprises, should extend them additional credit,
_or'should even withdraw their credit. In a case of potential insol.-
vency creditbfs must decide if they should foreclose and salvage what-
ever they can‘get, or forego their legitimate claims and give the
defaulting debtor another chance and hope for an improvement in the
future. They may even extend additional credit to the defaulting

‘debtor to tide over his temporary difficulties.

Credit menagement is concerned with the administration of
economié resources. Creditors and pdtential creditors must weigh the
relative econonic advaniages against disadvantages of the alternative
courses of action. Banks estimate the present returns on what they

lend and prospective future business against the risk that the loan
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may defeult. Suppliers estimate the profits arising out of a credit

sale and possible future orders against the risk that they may not be

paid.

All these-problems would be simple if we knew the future
with perfect certainly. Hoﬁever, the enviromment surrounding business
enterprises is dynamic, and we Just cannot know the future with cer-
'tainty. Some information is, however, helpful in making preaictions

about the future.

Creditors choose the various alternative courses of action
on their evaluations about the future. In making such evéluations
creditors require significant and relevant information. While they
can obtain such information from many sources, ve "intend to show in
the next chapter that financial statements are one (or perhaps the

most) important source of such information.
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CHAPTER II

INFORMATION NEEDS OF CREDITORS

What Creditors Look For

" All creditors and potential creditors wish to be reasonably
sure that their debtors will honour and repay their debts és they fall
due. Whether or not debtors will do this depends on tﬁeir capacity
and willingness to do so. Creditors must estimaté the risk that the
debtors may default. They look for ciues of the debtorg‘ éapacity
and willingness to honour their debts. Credit analysis is the search

for such clues.1

Traditional credit analysis involves three principal consid-v
efations, character, capacity and_?apital which are oftén referred to B
as the "three C's of_credit".2 Some credit analysts include three
additional cénsiderations, éollateral; coverage and condition. More .
recently the concept of credit analysis has been broadened and re-

‘stated in terms of personal, financial and economic factors.3

Character refers td inherent personal qualities such'as

personal habits, style of living, business friends and associates,

1 Eqward W. Reed, Commercial Bank Management, (New York: Harper
& Row, 1963), p. 216.

2 Tpbid., p. 218.

3 william H. Steiner, Mercantile Credit, (New York: Longmans,
Green and Co., 1937), Ch. I.
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ethics, and the general standing in the community. In credit analysis
character refers to those personal qualities'whiéh cause an individual
té desire and iﬁtend to honour an obligation. By some arbitrafy stan-
dards people possessing such qualities as honesfy, integrity,_industry,
trustworthiﬁess; and mbrality are'éccepted as good, while those who
lack such quelities are regarded as undesirable. However, a person
with all the good attributes may not possess the will to honour his
debfs. Another person lacking all the usual good attributes may yet‘
have tﬁe will to ﬁonour his obligations. There is no way to measure
or evaluate character objectively. People have different concepts of
good and bad character. Therefore, character in credit analysis, though

important, remains a matter of opinion, a subjective factor.

Capacity is the ability to generate income. 'This depends
on energy, ambition, experience, executive ability, and the acumen to -
‘make sound business judgments: Generally those who have education,
skills, and good health can earn more income than those who have few
employment opportunities because of poor health, education, and.lack
of Skills. Capacity in credit analysis can be evaluated with reason-
able objectivity, but measuring it quantitatively remains a serious

problenm.,

Capital refers to the owvmership of assets which include
inventory of merchandise, machinery, plant, real properties, and
monetary claims such as marketable securities. Assets can be used
to meet debt obligations apd'to generate future income. _The ratio
of liquid assets and current debts measures the relative short-term

financial stiength of the enterprise. The ratio of total assets and
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total debts measures the relative overall protection creditors have.
Among the three C's capital is perhaps the most objéctive and can be

conveniehtly measured in meaningful terms.

Cﬁaracter in credit analysis is relatively unimportant in
this study because we are examining the problems facing creditors.whb_'
deal with corporate entities rather than individuals. Businesses to-‘
day are less identified with individuel owners and management. Modern
credit analysis is becoming depersonalised. There 1is, however, the
argument that corporations are owned and managed by individuals, and
reflects the traits of these individuals.. Incorporation of a busiﬁess
does not add to its willingness to honour its debts if the management
is dishonest, untrustworthy, and does not take the repayment of obli-
gations seriously. In fact,lincorporation is a way of limiting the
1liability of owners.h However, we may assume that most businessmen
are honest, and that cases of dishonesty must be regarded as exceptions
rather than the rule. It aléo suggests that we should look‘to some~
thing else besides character to evaluate an enterprise's credit

worthiness.

It is much easier and more objective to measure capacitj
and capital. Past earnings record and present assets give a fair
measure of an enterprise's ability to generate income in the future.
Capital is simply the total assets an enterprise possesses at one
point of time. Information about an enterprise's capacity and capital

is to be found in the financial records of an enterprise. Financial

b Edward W. Reed, op. cit., p. 219.
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statements are one ready source of such information when it is adequate-

ly disclosed. We therefore propose that financial statements should be
the main basis %f credit analysis. All information relevant to credit
analysis should be disclosed in the financial statements.” We sball

later describe such information and its presentation.

Financial Statements as a Source of Information for Credit Analysis;

Creditors have for a long time made use of financial state-

ments for making decisions whether or not to extend credit. Bankers

- were the first to make systematicAanalysis of financial statements. for

this purpose. As early as 1895 the Executive Council of the New York

State Bankers' Association adopted a resolution to
recommend to the members of this association that
they request borrowers of money from their respective
institutions to give them written statements over
their signatures of their assets and liabilities,
in such form as the Committee on Uniform Statements
of the various groups recommend.6
Since then financial statements have always been a basis of analysis
of bank credit. How much significance each banker attaches to finan-
cial statements is of course a matter of his judgment. Other creditors

also make frequent use of information in financial statements in credit

5 Accounting has often been criticised for lack of a complete
philosophical system of thought. It suffers from many of the
practical imperfections of existing methods arising from makeshift
devices adopted in the absence of a consistent theory of accounting.
Many doubt if the information in the financial statements is realis-
tic, obJjective and reliable at all. It is true that accounting is ‘
not yet a perfect art. Thus, there is every reason to attempt to
improve its obJjectivity, reliability and usefulness to its users
amongst whom creditors are a class. This study is one such attempt.

6 Quoted in John N. Myer, Financial Statement Analysis, (New York:
Prentice-Hall, Inc., 1952), Second Edition, p.6.
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analysis. Chapin, an eminent writer in this field, says, "financial
statements are one of the most impoftént sources of credit information.
It furnishes, in many cases and in fact in most cases, all thé informa-
tioniavailable in regerd to the capital factor,'and ‘this factor..... is
regarded by some credit managers aé being the most important of a11."7
Another writer says that the advance of accountancy hes given credif
grantdrs much more precise and dependable tools cof deciding whether

or not io grant credit. The foundation of "seientific” credit analysis
rests on three basic accounting statements, the balance sheet, the
income statement, and the cash-flow statement.8 Reed suggests that
financial statements can be used to determine solvency of a firm as

of the date the statements are prepared; the possibility of continued
solvency, the disposition of past income, and,the‘ébility to generate
income in the future sufficient to pay off its obiigations as they

fall due.?

Considerable thought has been given by accountants to the
need of.creditérs forbinformation, although we mey wish to contend
that it has not been adequate. George 0. May recognizes that there
are gt least ten distinguishable uses of financial accounts, one of

which is its use as a basis for the granting of credit.1® oOther

T p1vert F. Chapin, Credit and Collection - Principles and Practice,
(New York: McGraw-Hill Book Company, 1lnc., 1953), Ch. XVIII.

8 Roland I. Robinson, The Management of Bank Funds, (New York:
McGraw-Hill Book Company, Inc., 1962), p. 160.

9 0p. cit., Ch. 10

10 Financial Accounting, (New York: The Macmillan Company, 1956),
Pe. 3.
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accountants devote time and energy to consider the possibility of pre-
paring finaﬁciai statements that will provide useful information to the
variéus classes of creditors.lt 1In fact, some accounting bodies in the
United States have special personnel to ﬁork in close association‘with
the various classes of creditors who make use of financial statement$
which aécountants prepare. Unfortunately, such efforts are only made
to meet individual needs rather than to the development of a consistent

body of ideas which are generally applicable.

Creditors themselves also express their need for accounting
information and suggest how their needs may be met. A banker has
expressed the view as follows:

"The value of financial statements has continually
gained a more prominent position because of the accel-
eration of the tax-paying burden on businecs, the
larger risk involved, the widespread specialization of
businesses, and the huge volume of loans handled --
both in number and dollar emount -- by our financial
institutions. It follows that greater reliance is

therefore placed upon the story of each business as
told by the financial statements."12

Still others expresé the view that financial statements are
useful to ;reditors, but much can be done to improve their usefulness.
One vay is to enhancé the reliabiiity of the amounts stated in the
financial statements. The relevaﬁt information mey be more adequately
disclosed, and’the methods of presentatioﬁ may be standaréised.

Methods of treating a financial transaction may be made more uniform.

11_Saul C. Hertz, "Recurring Problems Confronting the CPA and the
Credit Grantor" in New York Certified Public Accountants, I:29, 1959

12 Joseph J. Kaberna, "The Importance of Financial Statements in
Bank Lending" in Auditgram, April, 1957.
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The effects of adopting different methods may be disclosed.13

Of course other factors elso influence the creditor's Jjudg-
-ment, and may condition the type of information required. One of these
factors is the mere size of the debtor. If the debtor is a very large
enterprise, it is probable that past operations have been successful.
It is also probable that too much detail would be useless becauvse there
would likely be a great diversity of opération and great. difficulty in
interpretiné too much detailed information. In sgch cases, the creditor
must base his decision on summarizéd information and must reiy more on

8 large management organization to keep the business under con‘brol.ll‘L

On the other hand, if the debtor is a relatively small
business, it is possible that there is less diversity in operation.
It is alsc probable that management organization is smeller and may
not contain as much top-grade'talgnt as would be found in the large
management organization. For this.reason, the creditor frequently
needs more detailed information regarding the position of the smaller

d.ebtor.l5

Another factor is the general credit standing of the debtor
16

. in the business’' community.

13 Eugene L. Larkin, "Interpreting Financial Statements and
Accountants' Report for Credit Purposes" in Haskins and Sells,
Selected Papers, 1960, pp. 99-111. '

1% Mizton J. Drake, "Reports for Creditors” in Accounting
Review, XXV No. 1 (January, 1950), p. 60.

15 1biga.

16 1big.
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A third element in a creditor's Judgment relates to the
intangible factors in the debtor's situation, such as labour relations,
research and product development, and the general outlook for the indus-

try, one of which can be thoroughly encompassed in an accounting report.17

It is suggested that:

"The line of business is also frequently of impor-
tance to the creditor. Certain types of business have
peculiarities of their own and have a relatively high
risk, as indicated by mortality figures for that
particular line. In such case the creditor needs a
great deal more information than he does where the
line of business 1s stable and has a low mortality
rate."18 - :

-waever, information in financial statements is still
required, and accounting reports remain the basic tools of creditors.

We must then explore means to improve the usefulness of accounting

information to meet the needs of créditora.

Ratios in Credit Analysis

There are a great many financial ratios which are used for
making credit appraisal. These ratios help to bring out the signifi-
cance of the information in the financial statements, relevant to
making predictions about an enterprise's future financial position.
The more important ratios are as follows:

1. Turnover of Receivables: This is annual sales divided

by outstanding receivables, and indicates the number of days or months

17 1p14.

18 po. cit.
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of average sales on the debtor's book, and the rate of cash collection -
out of line with current sales.

3. Cash and Receivables to Current Liabilities: This ratio.

indicates the liquidity of the business and the possibility of the debtor
being able to meet his currently maturing liabilities and operating costs
from his cash and currently collectible receivables.

4. Current Debt to Working Capital: The amount of protection

the current creditors are receiving from the invested working capital

(defined as current assets) of the debtor is shown by this ratio.

5. Total Debt to Working Capital: This is similar to the
previous ratio, but indicates how mﬁch total debt has to be supported
by existing working capital.

6. Times-Interest-Earned: This shows the debtor's ability

"to pay interest on long-term debts from current earnings. This is
specially relevant to long-term credit considerations.

7. Current Debt and Total Debt to Net Worth: These ratios

indicate the proportion of total funds supplied by creditors and owners.

8. Net Profit to Sales: This shows whether there is much

of a margin for the absorption of inecreased expenses or the shock of
a downward movement in the vo%ume of business.

9. Profit to Net Worth: This ratio points out the profit-

ableness of the business and the effectiveness with which invested
capital is being utilized.

Several empirical studies have_come up with correlations
between these ratios and the financial difficulties and failure

experienced by firms.;9 The Winahor and Smith study shows a close

19 see James D. Horrigan, "Some Empirical Bases of Financial Ratio
Analysis", The Accounting Review, XL No. 3, (July, 1965), pp. 558-568.
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association‘between the nature of the ratio of net working capital to
total assets and business failures.eo Fitzpatrick shows in another
study a similar relationship between the net profit to net worth ratio,
the net werth to total debt ratio, and impending financial difficulties

21

and eveantual failures. W. B. Hickman in hils Corporate Bond Quality

and Investor Experience concludes that the times-interest-earned ratio

and the net profit to sales ratio are useful predictors of defaults on
bond issues, whether used Jointly or separately.22 With regard to béﬁk
. credit difficulties, the Moore and Atkinson study concludes that firms

with higher current ratios, and working capital to total assets, net: |
) . ‘ :

‘worth to total debt, and net profit to net worth were in a better

position to use bank credit than other firms.23

HowéVer,-these.ratiOS only serve as convenient rﬁles of
thunb. There is no parﬁicular reason why a current ratio of 3:1 is
satisfactory in a given case. These ratios can even be misleading
unless the amounts entering inﬁo their computations are correct and
meaningful for credit analysis. ‘Creditors need inférmation about

the elements entering into the computations of these ratios.

Development of Accounting in Meeting Creditors' Information Needs

Accounting is a principal means of recording, classifying,

20 1pid., p. 566
2l 1piq.

22 W. B. Hickman, Corporate Bond Quality and Investor Experience,
(Princeton, N.J.: Princeton University Press, 1958).

,23 Horrigan, op. cit., p. 567
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iﬁterpreting.and communicating the information about_the elements
entering into the computations of the financial ratios we have dis-
cussed ip the preceding section. Such information is disclosed in
two principal products of accounting -- the income statement and the
balance sheet. Two other statements ~- the cash flow statement and
funds flow statement -~ 8lso disclose useful and rélevént information .
‘for making credit appraisal. However, there are several acceptabie
methods of .recording and ;nterpreting and presenting a financial
transaction or event. Income may be.computed on an all-inclusive
basis or net‘opérating basis. An iﬁventory may be priced oﬁ an aver-
age-cost basis or on a last in, first out basis. Each method can pro- -
duce a different figure in the financial statements. We shall later
describe these statements, evaluate their usefulness andcsuggest
edaptations as appear suitable‘for use by long-term and short-term

creditors.

Information for Forecasting Debt-Paying Ability

Generally creditors need information about én enterprise's
-ability to provide cash and generate income in the future in order to
gauge its capacity to pay off its debts. However, different types of
creditors lay emphasis on different types of information depending
upon the maturity terms of their credit, because some types of inform-
‘ation are more relevant to specific types of credit analysis than
others. The types of information relevant to the types of creditors,

in order of importance, are as follows:
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Information Relevant to Short-Term Creditors.

Type of
Decision

Reie#ant
Information

Souxrce of
Information

Before Granting
of Credit:
Whether or not
to grant credit

Subsequent to
Granting of
Credit: Whether
to give addi-
tional credit
or to withdraw
credit

Potential cash generation
and uses

Funds flow and uses in
the near future

)

Realizable values of :
assets (liquid and fixed)

Potential earning power

Cash flow Statement
Funds flow Statement
Balance Sheet

Income Statement
(together with
balance sheet)

Information Relevant to Long-Term Creditors

Type of
Decision

Relevant
Information

Source of
Information

Before Granting of Potential earning power
Credit: Whether or (e.g. times-interest-
not to grant credit earned) -

Subsequent to

granting of credit:

Whether to give

additional credit

or to withdraw

credit; whether or
not foreclosure is

desirable in the

event of default.

Funds flow (mainly to main-

tain short-term liquidity
for normal operations and
payment of short-term debts
and periodic interest. Not
suitable as indication of
ability to pay long-term
debt.

Cash flow (mainly to main-
tain short-term solvency
without abnormally convert-
ing assets such as receiv-
ables and securities.

Realizable values of working
capital assets in the ordi-
nary course of operations,
and replacement values of
long-lived capital assets

Realizable values of assets
in event of foreclosure in
forced sale

Income Statement

"(together with

balance sheet)

Funds flow Statement

Cash flow Statement

Balance Sheet and
supplementary data

Appfaisale by compe-~
tent Appraisers :
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Short-term creditors want information tolforecast an enter-
prise's ability to generate sufficient césh beforg their claims become
due beceuse cash will be wanted to settle their claims. Therefore,
their interest is in the cash flow statement. Funds flow indicates the
probable amount of cash and near cash assets available which may be
converted into cash to pay off short-term debts in cases of dire need>
for cash. This is, however, only secondary importance to short-térm
creditors. Receilvables and inventories are two important sources of
funds. Receivables and inventories should only provide cash through
normal sales and collection. Other assets are not meant for sale in
the normal course of operations. The conversion of operating assets
into.cash to pay off current debts may be a slow process. Realizable
values of long-lived assets through forced sale give an indication of
the probable amount of cash that can be realized’upon liquidation.
This is relevant only in the event of forced liqnidation. Peeple do
not extend credit to a firm that they expect to go bankrupt. One may
'argue that creditors no longer have any interest in a firm after it
has paid off their claims. This is, however, retrogressive. The
proper function of credit is to assist businesses to operate profit-
ably. Creditors should aim to avoid giving credit to unprofitable
enterprises. Oné of the aims of this study is to assist creditors

to reach that goal.

Similarly, short-term creditors have only an incidental
interest in theée enterprise's potential earning power. In the long run
a profitable enterprise 1s also a solvent enterprise. This is not true

in the short run. A profitable enterprise may hive all its resources
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tied up in capital and other non-liquid assets and be unable to pay off
its current debts. If an enterprise is unable to pay off its short-
term debts it will have no opportunity of realizing ;ts potential long-

run profits.

Long-tern creditors';primary intereét is in the enterprise's:
potential earning pover. The principgl source of resources to pay off
long~term debts is future earnings. A firm with high earning powver
will be solvent in the long run. It may induce long-term creditors
to reinvest in it when their cleims fall due or even borrow from others
to pay off the loné-term debts fallingldue. Under optimum financial
management firms will finance.their operations with long-term loans
'up to a ceftain proportion of their total assets. They will negotiate
new long-term loans to replace the éxisting‘long-term léans és the

latter fall due. To be able to do this the firms must show high earn-
ing potential. Where new loans will not replace existing ones, the
additional resources made available éo the business from reserves will
 probebly enable repayment of long-term loans without curtailment of

operations.

Cash flow and funds flow are relevant to long-term creditors
to the extent that they tell long-term creditors if an enterprise is
currently solvent and will be able to remain in existence to realize
its potential future earnings. Cash flow and funds flow will ngt be
relevant to tpe payment of long-term debts because long-term debts |
are not expected to be paid in the short run or with cash from current

operations.
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Long-term creditors! concern with the values of assets is
centred on the assets' ability to generate income in the future. Their
interest in the realizeble values of.working capital assets arises from
the fact tha:¢ working capital assets can be realized to meet sbort-term
obligations as a temporary measure. Fﬁture earning power is the basis
of long-lived asset values. Thus, current replacement Qalues of long-
lived capital assets give some indications of the potential future
earnings and theAvalues to be replaced to maintﬁin the productive

capacity.

Scome long-term creditors such as mortgage lenders have an
interest in the realizable value of the 1ong-11ved capital assets which
.are used as collateral for their claims. However, this interest is one
of last resort. The safety of creditors' ciaims is not measured by
the value of a lien but by debtor's ability to pay, which in this case
is future earning power. Lien is no,guarantee against shrinkage of
asset values. Enforcing legal rights under a lien is expensive,
troublesome and time consuming. All creditors should seek to avoid

trouble rather than to protect themselves in the event of trouble.ah

24 penjamin Graham, David L. Dodd and Sidney Cottle,
Security Analysis, (New York, Toronto and London: McGraw-Hill
Book Company, Inc., 1962), Fourth Edition, pp. 309-315.
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CHAPTER III

THE CASH FLOW STATEMENT

"Cash Flow" Analysis and Credit Granting

Thé cash flow statement describes the flow of cash of an
enterprise over a périod of time. Cereful analysis and use of the
appropfiate information in the césh flow~statemédt can help shortQterm
creditors to make a forward-looking forecast of the enterprise's prob-
able cash receipts and disbursements'in thé near future, the probable
decrease in cash receipts and increaée in cash disbursements, and the
risk of cash insolvéncy.» However, "cash flow" is capable of various
interpretations.l It has different degrees of usefulness to short-
term creditors depending upon the interpretation. Some such intexr-

pretations follow this paragraph.

Meaning of "Cash Flow"

"Cash Flow" may be interpreted as: (1) funds from opera-
tions, (2) cash from operations, (3) historical changes in the cash
account, and (4) cash budget.

"Funds.from operations" are perhaps the most popular inter-‘
.pretation of "cash flow" and refer to earnings after taxes plué depre-~
ciation and other non-funds dedﬁétions. Revenues which do unot currently

provide cash or funds are also excluded from the computation of "cash

1 see Perry Meson, "Cash Flow" Analysis and the Funds Siatement,
Accounting Research Study No. 2, (New York: American Institute of
 Certified Public Accountants, 1961).
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flow". Funds in this context usually refer to cash, receivables or
both. A business enterprise may receive other assets in the process
of earning revenues in its operations; but cash and receivables are

more ususl in practiée.

A principal function of the analysis in this case 18 to

_ measure thé amount of cash and receivables from normal operations
flowihg into a business enterpriée 6ver a period of timé. Sﬁort-tenm
creditors may make use of these data for forecasting the infloonf
cash and other liquid assets from operations in the neaf future. We
can reasonably expect the flow of funds from operations to continue
s0 long as the business continues to operate. The forecast of short-
term funds flow from operations is feasonably reliable because the
scale of operations and the environment surrounding the business do
not change substantially in the short run. If thefe are known pre-

dictable changes, the figures can be suitably adjusted.

The main drawback of interpreting "cash flow" as funds
from operations is that non-cash transactions in operations also
enter into the analysis. '"Cash flow" analysis becomes a misnomer.
The second drawback is that it does not inciude cash or funds outflow
arising on items not entering into income determination. Inflow of
cash or funds assets alone afising from operations is npt an efficient
gauge of short-term debt-paying ability. Total outflow of funds may
well exceed the iuflow of funds from normal opefations; There may
be no excess cash or funds from operations to pay‘off short-term

debts. The converse will also be true.
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"Cash from operations" refers to cash éales of goods and
services, and collections on receivables,-less cash expensés and pay- a
ments of payables in the norﬁal operations of a business. All.tfans-
actions which do not involve éash are excluded from the computation

of caéh flow.

The main purpose of this analyéis is to measure the amount
of cash from operations flowing into a business over a period of.timé.
Assuming that operations of the businesslwill éontinué under similaxr
conditions, the analysis of cash from operationé permits the forecast-
ing of the amount of cash available from bperations'in the near futﬁre.
Inflow and outflow of cash from transaétions other than those in the
course of operations»are not considered.' The exclﬁsion of'such inflow

‘and outflow of cash represents a weakness.

.Histofical changes in the cash account record the total
cash receipts and disbursements of a business over a period of time.
Receipts include cash sales, collections on regeivables, borrowings,
- sale of éqpitj stock, and cash from other sources. Disbursements
inciude cash expenses, payment of payables, purchase of assets for

cash, and other uses of cash.

The principal function of analyzing historical cash flow
is to measure the change in the cash account, and tb describe the
sources and uses of cash over a fériod of time. The analysis can be
used to forecast the future cash requirements and cash availaﬁle from

-the various sources.

Cash budget is really an extension of the analysis of

historical changes in the cash account. It is an actualbforecast of
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the cash requirements, the sources of cash available and the changes

in the cash account at various points of time.

The primary function of a cash budget is to show the amount
of forecast cash expenditures, the amount of cash available from the
various sources to meet these expenditures, the probeble amount of
excess cash available, and the probable amount of cash deficit. It
is an aid in making short-term credit decisions aé 10 whether cash
must be borrowed to make good the deficit, and how the excess cash may
be utilized. It is also helpful in deciding what sort of borrowing is
suitable, and what kind of investment for the excess cash is feasible

in the circumstance.

‘Usefulness of "Cash Flow" Analysis to Creditors

Regardless of how "cash flow" is interpreted, "cash flow"
analysis serves as a basis for forecasting short-term avéilability of
cash to meet current obligations, and is therefore helpful to short-
ternm creditors in déciding vhether or not to grant credit. The rela-
tive usefulness of this analysié as a basis of forecasting, however,

hinges on how it is interpreted and the information it communicates.

Analysis of "funds from operations" permité a forecast of
available future cash and'receivables. Cash is a ready means of meet-
ing debt obligations. Receivablés provide cash on collection. Cash
may even be realized through sale of receivebles in the discount market.
Analysis of "funds from operations" permits short-term creditors to

forecast if an enterprise will have enough cash or other readily
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realizable assets to pay off its debts as they become due.

Information about funds from operation is less useful to
long-term creditors. As we have stated elsewhere,2 long-term'creditors
do not expect to be paid in ihe rear future, or with funds from the .
operations. Long-range “caéh flow" forecast ié in any case likely to
be unreliable. The interest of long-term creditors in analysis of |
“"funds from operations" is whether or mot a business has sufficient
liquid resources to pay {ts current debts and periodic interest on
long-term debts. Unless an enterprise is gble to meet its current
obligations, it wili go bankrupt. Long-term creditors will have no

hope of realizing their claims.

Analysis of "cash from operations” serves the same bésic
function of providing a basis for short-term'creditors to estimate
future flow of cash from operations which may be used to meet current
debts. It is useful to short-term creditors for reasons similar tov
those in the preéeding par#graph.. Likewise, it is less useful to long-
»term creditors. As in the case of "funds from'operdtions", it suffers
from the drawback of excluding cashjinflow and outfloﬁ frém other than

operations from the anaslysis.

However, 'cash from operations' appears to be an interpre- o
tation superior to that of "funds from operations". Cash is the legal
and reedy means of paying off obligations. Short-term creditors want

cash in settlement of their claims. The prospective future cash flow

2 gee Chapter II, p. 29
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is a better measure of short-term debt-paying ability. Receivables
provide cash upon collection and are one source of cash from operations.
Receivables can also provide cash through factoring. However, in the
normel course of the business, receivables are expecﬁed to provide cash
on collection rathér than through factoring. Factoring of receivebles
incurs discount expenses and mey realize considerably.less cash than is
expected. In some cases & need for cash may force a firm to sell
receivables to provide cash to meet short-term debts .3 This reliance
on selling receivables'to meet current obligations would signal finan-.
cial stringency. This is specially true of firms which do not factor
receivables as & normal practice. To regard factoring of receivables
as a source of cash may lead to wrong conclusions about an enteXprise's

ability to generate cash through its normel operatibns.

Analysis of "historical changes in tﬁe cash account” permité
short-term creditors to project future cash flow from the various
sources including short-term borrowings,.and future cash outflow to
meet the various uses including payment éf debts. A comparison of cash
inflow and cash outflow is more meaningful thaﬁ,either cash inflow or

cash ocutfilow alone.

A shortcoming of the analysis of "historical changes in the
cash account" is that it includes all sources and uses of cash, some
of which do not recur in the normal operationé of the business and are

therefore of ro value to short-term forecasting. Cash receipts from

3 In some lines of business factoring of receivables is a
regular source of financing and is a normal practice.
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sale of equity stock and long-term debts do not recur often, at least
not as regular sources of cash for paying off short-term debts. Simi-
larly, purchase of fixed assets and retirement of long-term liabilities
are irreguler and cause spasmodic but important drains on casb. Only
those sources and uses of cash whiéh have recurred and which are
expected to re-occur iﬁ the norﬁal operations are relevant to project-

ing future cash flow.

The cash bpdget is & projection of how short-term creditors’
funds‘yill be utilized and what future sources of cash will be available
to pay off the short-term creditors. It saves short-term creditors the
trouble of having to prepare the cash budget themselves. If the cash
~ budget is sufficiently reliable, short-tefm creditors can well decide

whether or not to grant credit on the basis of the cash budget.

A shortcoming of the cash budget is that it does not disclose
the basis upon whichk the forecast of cash receipts and disbursements is
made. Unless there is supporting evidence, short-term creditors and
Ipotential short-term cfeditors cannot bé confident that the estimates
are reasonable and will materialize eyentually. Analysis of historical

"cash flow", regardless of how it is interpreted, serves to support the

" cash budget.

Suggested Adaptations

We now propose some adaptations to the cash flow statement
which will eliminate some of the defects it presently suffers from and
make it more useful to short-term creditors. The resultant statement

of cash flow will be an extension of the statement of historical
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changes in the cash account with emphasis on the distinction between
recurring sources and uses of cash which necessarily emerge in the
normal operations, and sources and uses of cash which do not recur in
the normal operations of the business. The rationale is that'only
those recurring items are relevant io short-term cash forecast. The
principal features of the statement are as follows:

1. All normel recurring cash receipts are separately calcu-
lated and classified. The important items of normal cash receipts are
cash sales and collections on accounts receivable on credit sales.
Short-term bank loans may be included in this category if this is a
regular source of short-term financing. The important criterion is
that we should reasonably expect inflow of cash from these sources to
continue if the basic charscter of the corporatenoperations remains
unéhanged. As‘a matter of fact we do not expect substantial changes
to occur in the near future.

2. All normel recurring cash disbursements are likewise
separately grouped. The normal disbursements include paynents of
éalaries, wages, short-term loans, accounts payable and purchase of -
merchandise for césh. Included also are dividend payments, as these
are normal distributions in a profitable enterprise. Here again, the
criterion is that such outflow of cash will normally continue in the
ordinary course of business.

What are normal sources and uses of cash must be Jjudged in
the light of the surrcunding circumstances in each individual case.

3. A comparison is made between normél cash receipts and
normal cash disbursements. The ratio gives a fair measure of the

ability of generating cash from normal operations to meet normal
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operating needs, and the extent to which normal cash receipts may shrink
and normal cash disbursements may increase without hampering the normal
operations. The difference between normal cash receipts and normal cash
disbursements is the normal cash surplus or deficit. This gives a fair
measuré of the amount of cash avaiiable from normal operations to meet

other short-term obligations, and the need for cash from other sources.

One fundemental principle of financial management is that
normal operations should be financed from short-term sources. From the
standpoint of short-term creditors, cash from the normal operations is
the proper source of cash for paying off short-term debts. Analysis of
normal cash receipts and disbursements from operations and other sources
meets the needs of short-term creditors and management. Information
about such normal cash flow covering a number of periods will provide
d sound basis of ﬁaking short-term cash forecast by short-term creditors,

especially bankers and suppliers.

It is possible to influence the normai cash flow by either
changing the terms of credit sales, or by re-negctiating the terms of
credit purchases.' We, however, assume that such managerial policies
do not change so frequently as toirender the analysis useless. Due
allowance fof such changes can and should be made in the cash forecast.’
Comparative balance sheets and inco&e statements may give some indica-
tions of such changes. |

L, -All items of'cash receipt which do not recur in the
normal course of ﬁhe business are to be separately grouped together.

5. All items of cash disbursement.which do not recur in

the normal course of the business are to be grouped in another class.
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(k) and (5) together will give the net cash surplus or

deficit in respect of items which do not recur freqnently.

In all cases, the sources and uses of cash should be clearly
idehtified; and data covering & number of periods are of greater value
to forecasting.‘ Such data will indicate a trend for each:of the figures
entering into the forecast. Readers of the cash flow s?atement can

place greater confidence and reliance on the data.

A Suggested Model

A "cash flow" statement incorporating the features in the
preceding section appears below.
XYZ Company Limited
Statement of Cash Flow

For Period.ieececcecsne

A. Normal Sources of Cash Receipt

Cash Sales (goods and services) $aoexx
Collections on Accounts Receivable xxxx
Regular Bank Loans XAXX
Other Items XXX $rxxxx

B. Normal Cash Disbursements

Wages and Salaries $xxxx
Cash Purchases XXXX
Payments on accounts
of payables XXXX
~Pgyment of Dividends XXXX
Regular Bank Loan Repayments XXXX
Taxes : XAXXX
Other Items XXX XXXXX

C. Net Normal Cash Surplus (Deficit) $ xooxx
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- D. Non-recurring Cash Receipts -

Sale of Investments $xxxx
Issuance of Stock XAXX
Cash from long-term Loans ° XXXX
Gifts, etc. (of cash) : XXXX $xxxxx

E. Non-recurring Cash Disbursements

Purchase of Fixed Assets $xxxx

Retirement of long-term Debts XXX

Other Items XXXX $xxxxx
F. Net Non-recurring Cash Surplus (Deficit) $ xxxx
G. Net Change in Cash (C. & F.) o $ xoox
H. Add Opening Balance XAXX
I. Finel Cash Balance ' $xxxxx

This analysis refers to cash receipts and disbursements over
a period of time which may vary from three months to a year. The value
of the statement as a basis for making short-term forecast of cash
flow declines rapidly as it ages. A cash flow statement to be useful

to short-term creditors should not be more than three months old.

Thus, a cash flow statement of this form should prove more
useful té short-term creditors than other forms of cash flow statements
incorporating other interpretations of cash flow, and may be prepared

on a quarterly basis or as often as appears desirable.

The suggested form of "cash flow" analysis discloses sig-
nificant information which the analysis of "cash flow"” presently avail-
o
able overlooks. A business may obtain short-term bank loans and pay

them off in exact amounts during the same period to which the analyses

relate. Short-term creditors may find such information extremely
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useful to their decision making. It may mean that the business has to
rely on short-term loans to keep itself currently solvent. It may also
be an indication that the business enjoys good credit standing.» But
sﬁch infbrmation may not show up in the analyses presently available.

Probably only the net effect of these transactions will appear.

It is conceivable that for some businesses cash flows from
normal sources and non-recurring sources may both fluctuate considerably
over a period of time. The same is true for cash outflows. These will
not shoﬁ up in the cash flow statement covering the period as a whole.
At some point in time the volume of normal cash receipts may be par-
ﬁicularly low while the volume of normal cash disbursements remains
pigh. There is then the danger of cash insolvency. Good financial
management should attempt to synchronize cash ocutflow and cash inflow.
This is an ideal objective, but it may not be alwéys achievable. It
is, however, possible to estimate the probability that normal cash
disbursements may outrun normal cash receipts. The cash flow state-
ment in the suggested form provides ready information for making such

an estimate.

An Illustrative Example

Several methods are suitable aﬁd available for estimating
the risk of cash insolvency. One method is to calculate the average
normal cash receipt and average normel cash disbursement over an entire
period. We can further develop statistical measures of the degree of

fluctuation; for example, the standard deviation, and mediah, ete.
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We may also illusirate the fluctuations in tabular forms or graphically
as follows: |

Time Period Normal Cash Normal Cash Net Normal Cash

(Month) Receipt Disbursement Surplus (Deficit)
____-ﬁfll_~_ 3 :

$
January
February
March
April
May
June
July
August .
September
October
November
December

Méﬁthly Norﬁal Cash Receipts and Normal Cash Disbursements

$ Normal Cash Receipt Normal Cash Deficit

" Normal Cash Disbursement

Normal Cash Surplus‘

J F M , _ i N D
Graph of Monthly Normal Cash Receipts and Normal Cash Disburse-
ments. ' : '
We now introduce a mathematical model for estimating the
probability of cash lnsolvency. Other mathematical models incorporating

such data as average normal cash receipts and disbursements, standard
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deviations, etc., are commonly employed by financial managers for cash

balance analysis.k

Let us take Yito be the amount of net normal cash surplus, a
random variable, and let Pi denote the probability distribution of the
variable Yi. Then the probable net normal cash surplus (or deficit)

for the period, B, is |

n
Ba . > Yi Pi
. T=1 :
Where. Yi = (Ri - Di)

v Ri = Normal Cash Receipts

A Di = Normal Cash Disbursements

i 1’ 2, 3....11

. N ~
.n ' '
P
i'=1

With the aid of statistical measures short-term creditors
can use the mathematical model to estimate the‘probable future cash
flow. A cash flow statement of the suggested form will have ready
!
information for this purpose. Suppose we estimate the following
-probability distribution with information from the cash flow statement.

We can conveniently compute the probable future daah flow.
|

b William Beranek, Analysis for Financial Decisions, (Homewood,

5 Thé theoretical model for a cése where Yi is a continuous variable
is ~ o

Cxy _
B = gl (y) dy
-/ k3 4
where gi(y) is the probability distribution of the continuous random
variable y. This.model is, however, difficult to apply in practice.



L5

Probability Distribution of Normal Cash Flow

Probability (Pi) 1/12 2/12 3/12 ' 3/12 2/12 = 1/12

- RY | $300 $400 $500 $600 $700 $800
oD ~ $hoo $1450 $500 $550 $600 $650

Ri - DL (¥i) -$100  -$ 50 0 $50  $100  $150

Yi Pi -$100/12 -$100/12 0 $150/12  $200/12 $150/12

jEéé:Pi = $(-100 -100 +150 +200 +150)/12
* = $300/12 | ’
= $25

The illustration is an example of how the information provided
in the suggested cash flow statemgnt can prove useful to short-term
creditors for making short-term cash forecasts and to make statistical
tests of their reliability. Noﬁetheless, we can foresee several limita-
tions. There must be an accounting system to gather the relevant data;
The suggested cash flow statement discloses much more information than'
is presently available, some of which may bé of value to competitors..
The prospective debtor may be reluctant to make adequate disclosures.

The statement may not be available as frequently as its usefulness would

require.

Short-term creditors can campute statistical measures of
means, standard deviations, and medians from information in the cash
flow statement of the suggested form. With the aid of these measurés,
short-term creditors can make probab;listic éstimates and construct a

probability distribution. They can make thelr own estimate of their
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prospective debtor's future cash flow and compare it with the forecast

their prospective debtor may submit.

Suppose the prospecﬁive debtor submits a forecast of cash
flow as having $50 of normal cash surplus. A short-term creditor using
vthe information in the past Qash'flow statements may come up with an
estimate of $25 in normal cash surplus. The conclusion is thgt he
should be suspicious of the prospective debtor's estimate. It may be

wise for the short-term creditor not to extend credit in this case.

It is conceivable that many creditors will be unable to make
rewarding use of the mathematical technique in conjunction with the
information in the sﬁggested statement. But it remains useful to those
who can use it. There is no reason ﬁhy we should not provide the
information to those who can and want “to use it. A real‘appreciation
of the value of financial statements can only be made by (a) improving
the quality of the data'by those who prepare the statements, and (b)‘.
increasing the uﬁderstanding of the statements on the part of those who
use them. What we seek to accomplish is to improve the quality of the
Icash flow statement. It is quite a different problem if creditors can-

not or do not wish to use it.

In summary, the analysis of cash flbw is helpful to short-
term creditors. However, it is cafable of various interpretations.
A statement of cash flow may be prepared in various ways according to
the interpretation. The illustrated form is suggested as theAmost

useful of all.
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CHAPTER IV

THE FUNDS FLOW STATEMENT

Funds Flow Analysis and Credit Granting

The funds flow statement is becoming increasingly an impor-
tant means of communicating information about a businesé entefprise
significént'to decision making. It describes the historical flow of
funds of an entefprise over a period of time. Creditors can utiliie
the appropriate informatioh in the funds flow statement to prepare a -
forward-looking forecast of the enterprise's future funds flow; Ir
the enterprise's future funds inflow exceeds its_fpnda outflow, it is
probébly a fair indication that the enterprise will be solvent in the
near futgre. Creditors may‘predict whether or not the enterprise will
likely to have liquid resources available to4meet their claims as they
fall due. Funds flow apalysis can help creditors to decide whether or

not to grant credit.

Meaning of "Funds" and the Funds Flow Statement

The term "funds" is capable of several interpretations. The
funds flow statement can be prepared in séveral ways according to the
intérpretation. The types of information in the funds flow statement
also vary According to an interpretation of the term. The funds flow
statemgnt can have different degrees of usefulness as a tool for decision .

making depending upon the types of information it discloses.
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The term "funds" may be defined as: (1) literal cash, (2)
monetary assets, (3) net monetary assets, (4) current assets, (5) work-

ing capital, and (6) all resources or total purchasing power .t

"Literal cash" is simply cash on hand and demand deposits
in banks. The principal purpose of the funds flow statement incorpor-
ating this interpretation is to explain the change in the cash account

covering a period of time.2

There are two main approaches to the preparatidn of the funds
flow statement on a litéfal cash basis. One approach is to consider the
net changes in thé balance sheet accounts at the beginning and end of‘a
period gnd the ihcome statement covering the period.3 A drawback of
this>approach'is_that oﬁly the net effect of cash Tlow affecting thé
balance‘sheet accounts appears in the funds flpw statement. The actual
amounts of cash inflow and cash outflow may not appear in the statement
at all. For example, an enterprise borrowed $10,000 from banks, and
paid off $6,000 during the same period. Only the net amount of $4,000
.will appear a8 bank loans in the statement. The bank ioans will not
aeppear in the statemént at all if the enterprise paid off the entire
amount during the same period. Such information may, nevertheless, be

significant fo decision making.

1 gee Perry Mason, op. cit., pp. 48-57, and Hector R. Anton,
Accounting for the Flow of Funds, (Boston: Houghton Mifflin Company,
1962). :

2 For illustrative examples, see Anton, op. cit., p. L3,

3 See H. A. Finney and Herbert E. Miller, Principles of Accounting -
Intermediate, (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1962),
S5th Edition (Canadian Edition), Ch. 25. :
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The other approach is to include all cash receipts and dis-
bursements in the statement of funds flow. It is devoid of the draw-
back from which the first approach suffers. This approach is identical
to the "historical changes in the cash account" of the pfeceding chapter

and is capable of adaptation to meet different needs.

"Monetary assets" refer to cash, marketable securities, and

short-term receivables. This concept of funds is akin to the general

concept of funds as pecuniary resources.h A quality of this concept is
that it takes into consideration the commercial practice of the free
market economy in which receivables and marketable securities possess

purchasing\pbwert

A funds flow statement incorporating "funds as monetary
assets" includes only changes affecting an enterprise's monetary assets.
The purpose of the statement is to explain the increase or decrease in

the enterprise's monetafy assets over a period of time.

The two approaches to the preparation of the funds flow
'statemept on the basis of "funds as literal cashf are épplicable to
the preparation of the funds flow-statement on the basis of "funds as
monetary assets". The respective drawback and advantage of the two

!

appro#ches also apply.

"Funds as net monetary assets" refer to the sum of cash on
hand and in banks, marketable securities held as secondary reserves,

and curreant receivables less the current liabilities. This concept

b For illustrative examples, see Anton, op. cit., p. 4l
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assumes that funds to be freely usable by the business must only consist
of net monetary assets. Current receivables provide cash on collection
in the'near future. Marketable securities provide cash through sale. |
Current liabilities represent uses of cash in the near future. The
amount of net monetary assets measﬁres'the excess liquid resources
évailable to meet other needs and the relatife short-term solvency of

a business.

A funds flow statement which is based on "funds as net
monetary assets" includes all trangactions affecting the monetary assets
and current liasbilities of an enterprise. The purpose of the statement
is to explain the changes in the monetary assets and the current liabili-

ties over & period of time,

Again the two approaches in preparation can be used, and

again the same drawback and advantage are experienced.5

"Funds as current assets" refers to all current resources
of a short-term nature such as cash on hand and in-banks, marketable

securities, current receivables and inventories. "Funds" in this case

is a pool of resources supporting the current operatioﬁa of the
business. The emphasis is on short-term operating assets. The concept
excludes current liabilities from considération, and overlooks the -

problem of liquidity.

A funds flow statement which is based on interpreting

"funds" as current assets describes the sources and uses of current

5 For illustrative examples, see Anton, op. cit., p. k2.
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assets over a period of time. It also explains the resultant change in

the current assets during the same period of time.

All inflows and outflows of funds affecting the current
assets enter into the preparation of the funds flow statement explain-
ing chahges in the current assets. Only funds flow not affectihg

current_assets is excluded from the'statement.6

The two approaches to the preparation of a funds flow state-
ment based on "funds as current aasefs" are similar to the two approaches
to the preparation of the funds flow statement incorporating "funds as
literal cash". The balance sheet approach coneiders only the net bal-
ances of thé'inflow and outflow of funds affecting the current assets.
This approach suffers from the dﬁawback of showing only the net effect
'of the funds flow. The transaction approach takes into account the
actual inflows and outflows of funds affecting the current assets, and
is therefore devoid of the drawbackvfrom which the balance sheet

- approach suffers.

"Working capital"'is the most popular interpretation of

"funds", and refers to total currént assets less current liabilities.?
Currenﬁ assets and current liabilities in this connection have the
same connotations common in accounting. The emphasis of this concept

is on liquidity.

6 For illustrative examples, see Anton, op. cit., p. 40

7 Accounting Research Bulletin, #43, Ch. 3.




-52~

The statement of working capital describes the inflow and
outflow of resources affecting working capital over a period of time,
and explains the change in working capital position, if any, for the

same period.

The analysis of working capital takes into account all in-
flow and outflow of funds affecting working capital accounts. However,
funds flow affecting current assets and current liabilities simultaneons-
ly has no effect on the working capital position. Fof example, a short-
term bank loan increases cash and current liabilities simultaneously.

The net effect on working capital is zero.

The balance sheet approach to the preparation of a statement
of wofking capital is more usual. It takes into consideration the net
changes in the non-current balance sheet accounts at the beginning and

.end of a period,,and the income statement covering the period.8 Only
the net balances of the inflows and outfloﬁs of funds gffecting working
capital appear in the statément. The actual inflow and outflow of
lfunds in each individual category of transactionsAdo not show up in
’the statement; The latter information may, ﬁowever, be more signifi-
cant. Therefore, the absence of éhis information is a shortcoming of -

the balance sheet approach.

\.‘4
The transaction approach takes into account the actual in-

flow and outflow of funds in each category of transactions affecting

working capital. This approach avoids the shortcoming in the pre-

ceding paragraph. -

8 For illustrative examples, see Anton, op. cit., p. 4O.
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A somewhat broader interpretation of "funds" refers to total
resburces conceived as purchasing or spending power, arising from exter-
nal rather than internal transactions of the business enterprise. It
1nclud¢s all assets or financial resources which may not‘affgct or flow
through the workihg capital’accounfs,‘and makes no distinction as to
the‘degree of nearness to cash or any other time realization considera-

tion.9

The statement_of "funds as total resources” describés the
flow of purchasing power into the enterprise apd the uses of such
purchasiﬁg power to increase the resources available.. It also describes
the release of purchasing power from the resources flowing out from the
enterprise. The statement can provide 1nformatig§~such as how earnings

are applied, how plant expansion is finénced, and why there is an

‘increase in working capital, ete.

One approach’to the preparation of a statemght of "funds as
total resources" is to con;ider the net effecﬁ of thelinflows and out-
flows of purchasing power on the various resources of the enterprise.
'This approach conéeals the gross magn;tudes of the inflows and outflows.
This can be & drawback as such infofmation is sigﬁificant to decision

making.

The other approach is to consider the gross magnitudes of
the inflows and outflows of purchasing power, and their effects on the
various resources of the enterprise. This approach avoids‘the short-~

coming mentioned above.

9 Perry Mason, op. cit., p. 54
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Usefulness of "Funds Flow" Analysis to Creditors

Depending upon the interpretation of "funds", the funds flow
statement communicates significant information about the financial
administfation of a business entérprise over a period of time. To the
| extent that the past is useful'to predicting the future, such informa-
tion can be helpful for forecasting the short-term future financial
position of a busineés enterprise. Analysis of "funds flow“.is there-
fore useful to short-term creditors in deciding whether or not to grant

credit to a business enterprise.

‘ Analysis of "funds as literal cash" can indicate whether or
not the inflows‘of cash from the various sources into the business will
continue 1n‘the near future, and the probable amounts of such inflows.
It can also indicaﬁe if the outflows of cash from the business will
continue, and the probable amounts of such outflows. Short-term
ereditors will make a éash budget ahd then decide whether or not .to
grant credit according to whether or not the ﬁrospective debtor will
be solvenﬁ'in the near future. We have discussed the various intéré
pretations of "caéh flow", the analyses incorporating the various

interpretations, and the suggested adaptations in the preceding chapter.

A statement of "funds as monetary assets" describes the flow
. of funds affecting an enterprise's monetary assets in a past period.
Careful analysis of information in the statement, and information from
other sources permit the construction of a proforma funds flow state- |
ment affecting monétary asseté, and forecasting the amount of monetary

asgsets avallable at a future point of time. By this means short-term
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creditgrs may evaluate a business enterprise's prospective solvency
position. Cash is a ready means of meeting debt obligations. Receiv-
ables provide cash on\collection. Over a sufficiently long period of
'time, say, six months, short-term creditors can be hopeful that receiv-
ables will provide a stream of cash flow as customers pay off old |
accounts when making additional credit purchases. Receivables can even

provide cash through factoring to meet the various needs for .cash.

One possible drawback of the analysis of funds as monetary
assets is that it overlooks the payment of current liabilities which
represent uses of monetary resources in the near future. The amount
of moﬁetary assets 1s not an adequate measure of solvency without con-
éidering the amount of possible uses of monetary assets. An enterprise
can borrow from banks to increase its monetary aggéts. But this does
not improve the enterprise's debt-paying ability. The gross amount of
monetary assets tends H06.-depict aﬁ optimiétic picture of the enter-

prise's financial position.

Analysis of "fuﬁds.as net monetary assets" serves the same
basic function of assisting short-term creditors to estimate future
flow of monetary reéourcesband fﬁ£ure uses of modetary resources. It
is useful to shgrt-term creditors for reasons similar to those in the

preceding paragraph.

However; analysis of "funds as net monetary assets' appears .
" to be superior to that of "funds as monetary assets”. Net monetary
assets at any point of time is the excess of monetary assets over and
above the uses of monetary assets for present current obligations.

This measures the extent to which the monetary assets may shrink in
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value before thgy become inadequate to meet the uses of mohetary assets .’
for present éurrent liébility payments. Analysis of "funds as net
monetary assets" permits a forecast of the net monetary assets available
in a future period. This measures the degree of protectibn against
insolvency in gross terms. A compafison of the total monetary assets
against total current liabilities indicates the degree of protection

in relative terms, and this is more meaningful. For example, firm A

has a total of monetary assets of $3,000 against current liabilities

of $2,000. Firm B has $2,000 in monetary assets and total current
liabilities of $1,000. Both firms have net monetar& assets of $1,000.
But firm B 1s more solvent than firm A. Firm B has $2 in monetary
assets against every $1 in current liabilities. Firm A has only $1.50

in monetary assets against each dollar of current liabilities.

Anélysis of "funds as_cprrent gsséts" élso provides a basis
- for forecasting the future flbw of current assets into an enterprise
over a period of time and the probable amount of current assets avail-
able at a point in time in the future. The analysis lays emphﬁsis on
short-term operating assets,.énd overlooks the probleﬁ of liquidity.
it is, neverthelesg, useful to short;term creditors for decision
making. If.an enterprise has sufficient currenf assets to malntain
smooth and profitable operations, short-térﬁ creditors can bé hopeful
that the enterprise will generate enough cash or even be able to borrow
from banks to meet current debt obligations as they fall due in due
~course. Over a sufficiéntly long period of time current assets will
providé cash through operations. It may even be possible to liquidate

by exceptional means the current assets to provide cash when cash is
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not available from other sources. The flow of current assets through
the enterprise over a period of time and the probable amount of current
assets available at one point of time are indications of & business
enterprise's future solvency if uses of current assets are known.
Short-term creditors can probably éstimate future uses of current assets

with the aid of information from the funds statement and other sources.

It is even possible to construct a proforma statement of
"funds as current assets" to estimate the . probable amount of current
assets available iﬁ‘a future period with information from analysis of
statements coféring several past periods. Short-term creditors may
deem a certain amount of current assets as necessary for the enter-
prise's'smooth operations and protection for their claims, and make

™~

their decisions accordingly.

There is a shortcoming that the analysis'does not ﬁake into
‘account the current liabilities which represent uses of current resources
in the near future. The probable amount of fﬁture current assets avall-
.able is not an efficient éauge of future debt-paying ability without
taking current liabilities into account. If the amount of current
liabilities exceeds that of current‘assets, the enterprise will not:
be able to pay off its current debts without borrowing from -other
sources. However, this will not show up in a proforma statement of

funds flow incorporating funds as current assets.

The analysis of working capital lays emphasis on the problem

1

of liquidity.' The statement of working capital contains much useful

information which is of interesﬁ to short-term creditors such as bankers
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and suppiiers. If an enterprise shows an increase in its working
capital, prospective grantors of short-term credit wish to know what
caused the increase. The reasons for the working capital position
remaining unchanged are also significant. The illustration below shows

the relevance of these points.lo

A Limited
Schedule of Working Capital
December 31, 1959 and 1958

Changes in
December 31 — Working Capital
1959 1958 Increase Decrease
Current Assets.

_Cash - - $20,000  $17,000 $3,000 ,
Accounts Receivable 35,000 37,500 $2,500
Inventory 50,000 45,000 5,000 _

. Total current assets $105,000 - $99,500
Current Liabilities
Notes Payable $10,000 $15,000 . 5,000
Accounts Payable ' 30,000 38,000 8,000
Total current liabilities $40,000 $53,000
'Working Capital . " $65,000  $46,500
Working Capital Ratio ©12.63 ©1.88
Increase in Working Capital ‘ 18,500

: $21,000  $21,000

The foregoing schedule of working capital can create a very
- favourable impression on short-term creditors. It shows an increase
of $18,500 in the Working Capital and an increase in the Working Capital

Ratio from 1.88 to 2.63.

10 pgopted from Finney and Miller, Principles of Accounting -




-59-

Suppose the reasons for the increase in working capital are
as follows:

Funds provided (increasing working capital):

By operations : ~ $24,500
Funds applied (decreasing working capital): '

Dividends paid - 6,000
Increase in working capital $18,500

. This means that working capital was increased by funds pro-
vided from operations, which are regular sources of funds in the ordi-
nary course of business. Short-term creditors can be hopeful that
funds flowing from operations will continue. The working capital

position wiil continue to remain favourable.

If, however, the reasons for the increase in working capital
are as below, short-term creditors will be less confident that the

favourable wofking capital position will continue.

Funds provided.:

By operations - $10,000

By sale of long-term :
investments - 14,500
Total e $2l,500

Funds applied:

Dividends paid . a 6,000
Increase in working capital $18,500

Now suppose the reasons for the increase in working capital

are as follows:
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Funds provided:

' By operations $4,500
By issuance of three-year notes -_ 20,000
Total $24,500

Funds applied;:

Dividends paid 61000
Increase in working capital $18,500

——

Short-term creditors can be very doubtful of the firm's

"ability fo meet its current dedbt obligétions in the near future even
though the present working capital position is favourable. There is
an indication that funds flow from operation is inadequate to meet
dividen& payments. The working capital would have decreased by $1,500
if the firm had not borrowed the $20,000. Short-térm creditors are
unable to regard funds from operations as a reliable source.of funds
for meeting current debts falling due. It is questionable financial '
administration to borrow from long-term sources to pay dividends in

excess of current earnings.

! It is then apparent that the analysis of working éapital

can disclose muchléignificant informétion to short-term creditors.
It can serve as a basis for forecasting the fuﬁure flow of resources
into the'enterprise and the working capit;l position at various points‘“
4n time, which are fair‘measures of future short-term solvency.'»cash
1s‘a ready means of meeting current debts. Other non-cash assets are
in the process of conversion into cash through normal operationé.
Over a sufficiéntly long period of time non-cash current assets Qill

provide cash to meet debt obligations falling due. Undér optimum
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liquidity management the rate of converting non-cash current assets
into cash should match the rate at which current liabilities fall due.
There will then be sufficient cash to meet current debts falling due.
The working capital position is a measure of the cushion against the
shrinkage that can take place in tﬁe value of the current assets before

current liabilities exceed current assets.

However, the working capital position only measure; the
excess of current.assets over current liabilities in absolute terms.
This 18 a drawback. Two business enterprises with the same amount of
working capital‘need ﬁot have the same debt-paying capacity if the
relative proportions of current assets and current liabilities for the

two enterprises are different.

Analysis of the statement of "funds as total resources" also
serves as a basis for forecasting the future flow of resources into the
enterprise and the uses of such':esoﬁrces (purchasing power) in the
various assets of the enterprise. It is pbssible to construct a pro- .
‘forma statement of total resourées and to estimate the short-term
solvency pésiﬁion.in the future. A fqrecast of the relative amounts
. of current resources and current ;seé of resources 1s a fair measure

of the short-term liquidity position. Thus, it is useful to short-

term creditors as a fool for decision making.

The statement incorporating "funds as total resources"
provides a more complete presentation of the information about the
financial administration of an enterprise. Information about finan-

qia1 transactions which do not directly affect cash or #orking capital
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is also significant to short-term creditors. It is even possible to
use informetion in the statement of "total resources" to prepare state-
ments of funds flow incorporating other interpretations of "funds". It
is therefore superior to statements of funds flow, using other inter-
pretations of "funds" such as "funés as literal cash", "funds as
monetary assets", and "funds a8 working capital", etc. as a means of

communicating information éignificant to creditors.

It is then apparent that funds flow statements, regardless
of the interpretation of "funds", contain much information significant
to short-term creditors. It is possible to compute statistical measures
of fluctuations of recurring items from fundé fiow statements covering a
number of periods. Prospective short-term creditors can then objective~
1y estimate the probable funds floﬁ and solvency position in a future
period._ll Information in the funds flow statemehts is generally suit-
able for appraising short-term debt-paying ebility. It is less relevant
to appraising long-term debt-paying ability. ‘A forecast becomes pro-
gressively less reliable as its time period lengthens. In the long Tun,
' of course, & company must be“able to pay debts in the short-term and
interim-term if it is to meet long-ferm commitments. If a firm is
unable to pay its debts as they become due in fhe short and interim

periods, and is dnable to make satisfactéry arrangements, a forecast

of the long¥term position is not of much use.

Presumably, cash flow analysis is more accurate, reliable

and reievant than funds flow analysis in predicting solvency for a

11l see 1llustrations in Chapter III.
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shorter fime period. TFunds flow analysis is more relevant for a
longer time period, say, from three to six moﬁths. Cash flowing into
an enterprise is readily available to meet current debt obligations.
Inflows of funds need not be in the form of cash. Such inflows of
funds may be in the form of receivébles and other current assets.

Normally, it takes time to realize cash from these current assets.

There are suggestions that funds flow statements,.particu-
larly the statement of working capital and the statement of "funds as
total assets", can be useful for prediéting the financial poiicies and
practices of an enterpfise. They are thus useful for appraising its
1ong-term'debt;paying ability. They can provide a basis for preparing
pfoforma statements extending over a number of years.l2 However, it
is doubtful how reliable and useful forecasts for such long periods

cén be. A forecast becomes progressively less reliable as the time

period increases. In the circunstance, income is & better measure of

long-term debt-paying ability. "A firm will not remain in existence

for a long time if it does not make sufficlent profits. Funds from

operations in the funds flow statements may be a measure of the firm's

_performance. However, it is income statements which provide the real

basis for forécasting future funds from operations.

\
\

, 12 See Robert K. Jaedicke and Robert T. Sprouse, Accounting Flows: .
Income, Funds, and Cash, (Englewood Cliffs, N.J.: Prentice-Hall, Inec.,
1965), pp. 92-93, and Edgar O. Edwards, "Funds Statements for Short-
and Long-Run Analysis", The Journal of Business, XXV No. 3 (July,
1952), pp. 156-17k. ' '




A Progosal

In view of its superiority over other analyses, the proposal
‘is made to adopt thevanalysia of "funds as total resources" as the most
satisfactory for the purpose or estimating an enterprise's short-term
debt-paying ability. It has an additional advantage. Even though
information in most funds flow statements is generally suitable for
short-term aﬁalysislonly, analysis of the flow of total resou?ces can

be used for long-terﬁ as well as short-term analysis.l3

Suggested Adaptations

\1

It is possible to enhance the usefulness of the information
in the statement of flow of total resources by iﬁtroducing some adapta-
tions tp the statement. The emphasis 18 on gross inflows and outflows
of funds rafhef than net funds flows, and the normal sources and uses
of resources. Gross flows can be more meaningful tban net flows.,
Normal sources and_uses of resources are more‘rélevant and useful for
lforecasting future funds flows.  The principal featureé of the adapted

. statement of funds flow are as follows:

1. All inflows in gross amounts of.funds from normal sources
are separately classified. The normal sources of funds flow may include
_funds from operations,'regular bank loans, and purchase of merchandise
on credit. In the ﬁormal ¢ircumstance we can éxpect funds flow from

these sources to continue in the normal course of operations.

13 see Jaedicke and Sprouse,’ op. ¢it., Ch. V
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2. All uses of funds in gross amounts are likewise sep-
arately classified. The normal uses may include regular bank loan
repayments, payments to trade creditors. Dividend distributions may
‘also be included, as these are normal distributions in a profitable

enterprise. All these are normal uses of funds in the ordinary course

of business.

3. All inflows of funds in gross amounts which do not
recur in the normal course of operations are to be grouped in another

class.

L. All uses of funds in gross amounts which do not recur
in the short-term operations are likewise separately grouped in

another class. _ o N

A Suggested Model

We now suggest a "funds flow" statement which will have
the features in the preceding section. We first present the support-

i ing daté necessary for its preparation below.

[
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XYZ Company Limited

Schedule of Balance Sheet Changes

For Pe.I'iOdocoaoo.“oo.o-o-0000...00.0...0

Current Assets

Cash

Accounts Receivable
Merchandise Inventory
Prepaid expenses .

Total Current Assets

Long-lived Assets
Equipment
Plant
Land

Totél Long-lived
: Assets

Current Liabilities
Notes payable (bank
" loans)
Accounts Payable

Total Current
Liabilities

Long-term Liabilities
6% Long-term Bonds
Shareholders' Equity

Share Capital
lEa.rned Surplus

Totai Shafeholders'
Equity

Balances Changes
Beginning Ending - Increase Decrease
$150,000 $162,000:: $12,000
180,000 150,000 $30,000
340,000 390,000 50,000
14,000 15,000 1,000
$684,000 $727,000
$150,000  $150,000
, 120,000 120,000
100,000 88,000 12,000
$250,000  $358,000
$934,000 $1,085,000
$180,000 $ 155,000 25,000
200,000 216,000 16,000
$380,000 $ 371,000
\
$ 20,000 20,000
$400,000 $ 490,000 90,000
154,000 194,000 40,000

$554,000 “$ 684,000

$934,000 $1,085,000

——
—

st
——




-67-

We make the following additional assumptions. (1) The total
debits and credits to noies payable for the period were $60,000 and
$35,000. The notes were issued on commercial bank loans. (2) The
analogous entries for accounts payable were $125,000 and $1L41,000.

(3) The proceeds from issuance of capital stock and bonds, apd sale of

land were all in the gross amounts as in the statement of "funds flow".

A statement of "funds flow" having the features in the pre-

ceding section appears below,



-68-

XYZ Company Limited
Statement of Funds Flow

For mriod."'....‘.l'..“..... ‘

Source = Application

Normal Sources (other than cash change)

Operating at & profit $ 90,000
AdJjustment for depreciation 10,000
Regular bank loans ' » 35,000
Purchase of merchandise on credit 141,000
Realization from accounts receivable 180,000
$1456,000
Normal Uses (other than cash change).
Payment of dividends ' $ 60,000
Regular bank loan repayments . 60,000
Payments to trade creditors on
- merchandise purchased ‘ . 125,000
Increase in inventory - . ™~ 50,000
Increase in prepaid expenses ' 1,000
Accounts receivable arising during. period ) 150,000
§hh62000
Cash (Increase) Decrease !
Normal sources ~ $330,000
Normal uses 320,000 ($10,000)

' Nom-recurring sources $122 000 ' .
Non-recurring uses 120,000 ($ 2,0001 $ 12,000

Non-recurring Sources

Issue of capital stock ; $ 90,000
Issue of long-term bonds i 20,000

Sale of land , ‘ - 12,000
) A ‘ \ 5122:000
Non-recurring Uses | '

Construction of plant » o $120,000 -

‘Total $578,000 $578,000
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The suggested model of funds flow statement makes a distinc-
tion between normal and non-recurrent flows of funds. There is greater
probability that the normal flows of funds will continue in the ordinaxry
course of business. Information about normal funds flows can_thus be
useful for predicting future funds‘flows and short-term debt-paying
ability. The suggested model also has the advantage of showing changes
in all renources including working capital assets. Different working
capital assets have different degrees of liquidity. Changes in working
napital asnets therefore have a direct effect on the liquidity posifion,

and are of interest to short-term creditors.

\'Funds flows appearing in tne suggested statement in gross
amounts can be significant to short-term crgditong; For example, a
business borrowed $10,000 from banks gnd paid off the same amount .
during the same period. This will not show up in the conventional
funds flow statement. If the business paid off $6,000 during the
period, $h,000 will appear in the conventional statements as bank loans.
Suppnse the enterprise borrowed $4,000 from banks but made no repayment
'during the period. Again $h;000 in bank loans will appear in the con-
ventional funds statements. However; there are important implications
4in these caées. Careful analysis of such information can be helpful

to forecasting future short-term debt-paying ability.

The presentation of cash as a separafe item emphasizes the
effects of funds flows on the cash position., Cash is either a source
or use of funds in the statement depending upon whether the cash

balance decreases or increases.
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It is alSO‘possiblé to use the same information in the funds
flow statement‘of the suggested'model to prepare funds flow statements
incorporating other interpretations of "funds" such as working capital
and net monetary assets aécording to the need of circumstances. Using
iinformation from the same funds stafement, an illustrative statement
of working capital appears below.

XYZ Company Limited
Statement of Working Capital
For Period.eccsceeveosccncccorcoscns

Working Capital Funds of Normal Sources:

Operating at a profit $ 90,000
Ad justment for depreciation 10,000
Regular bank loans 35,000
Purchase of merchandise on credit 141,000 $276,000
Working Capital Funds of s
. Non-Recurrent Sources:
Issue of capital stock - $ 90;000
Issue of long-term bonds 30,000 - ,
Sale of land \ 12,000 $132,000
Total funds provided ' , $108,000
Normal Applications of Working
Capital Funds:
Payment of dividends : $ 60,000

Liquidation of bank loans: .
Total bank loans repaid  $60,000
Excess of repayment

over new loans 25,000 \
Net use of working capital ‘ \ 35,000
Payments to trade creditors 125,000
- Increase in net current debt
to trade creditors 16,000 $236,000

Non-Recurrent Applications of
! Working Capital Funds:

Construction of plant : . $120,000
| Total application of funds , $356,000
Net Incfease in Working Capital § 52,9001“

14 see Schedule of balance sheet changes on p. 66,
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Thus, it is seen that the suggested model of funds statement
is superior to other forms as a means of communicating information sig-
nificapt for making decisions by short-term creditors. However, it has
several limitations. The preparation of a funds statement on‘the
suggested model requires an accounting system to supply the relevant
data. The prospective debtors may not have an accounting system to
gather these data. The data may not be in a form suitable for the
purpose. The prospective debtor may even be unwilling to make avallable
such data and/or to make them availab;e as éften as the usefulness of

the statement would demand.

\“In sumary, funds statements are coming to be recognized as
providingva useful basis for appraising future deb?-paying ability.
However, there are various interpretations of "funds". A funds state-
ment may be preﬁared in various ways gccording to’the'iuterpretation.
Its usefulness to short-term creditors depends on the quality and
quéntity of informétion it contains. A funds statement on the basis
of "funds as total resources" is suggested as the most useful of all.
sqmg adaptatibns to thg statémehts.can, however, enhance its usefulness. .

The suggested model is an attempt'to:db that.
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CHAPTER V

THE INCOME STATEMENT

The Purpose of Income Determination

The income of a business enterprise has many important
implications.' It is an index of.an enterprise's economic progress.
It is a measure of its operating efficiency. uKnowledge of an enter-
prise's income can be avbasis for making decisions fe;ating to the
enterprise. George O. May suggests that it can be useful in at least

ten different instances.l

The income statement is a description of the inflows and
uses of resouices that give rise to‘the income of an enterprise for
a period measuréd in accordance with generally accepted principles
of accounting. Careful analysis of the income statemehts covering
a number of periédé glves a fair indication of the nature of such.
inflows of resources into the enterprise and the uses of those
resources to bring about the inflows. It indicates the trend of
the inflows And their uses. The information in the income statement
éan thus be used to forecast the inflows and uses of resources giving

rise to the income of an enterprise in the future.

It is the future stream of income flowing from an asset
that gi?es rise to 1ts'present value. Forecasting an enterprise's
future income is essential to the valuation of its assets. Thus,

income determination is requisite to the valuation of an enterprise.

1 Op.cit., pP.3.
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The Interest of Creditors in Income Determination

The primary interest of creditors in a business enterprise
is ité ability to pay off its debts as they fall due. Other considera-
tions surround this central objective. Income is an index of future
earning power. The income éf an enterprise covering a number of periods
can serve as a basis for creditors to estimate its future income flows |
and to appraise its future debt-pa&ing,ability. A profitable enterprise
is also a solvent enterprise in the long run. The income flowing into _
an entérprise necessarily increases the fesources in its possession
which in turn 1ncréaae their earning capacity and ability to meet debt

obligations.

Itbis desirable that an enterprise should operate efficiently.
Its resources will.thén be more productive;. Efficient operations assure
that it will flourish and cbntinue to generate income in the future.
Its periodic income in relation to its total resources is a fair measure

"of its operating efficiency.

As & requisite to an enterprise's income stream continuing,
1t is necessary to maintain the stock of capital resources that make
up its productive capacity. An increase of its stock of ca.pifal
resources is even more preferable. 'Such-an increase enhances both its
prospective earning power and its debt-paying capacity. As a last
resort, it can liquidate its capital resources to meet debt obligations
when there are no other méans té do so0. Generally, creditors do'not
e#pect a business to liquidate its capital resources to settle their

cléims.‘_Hovevér, such resources serve as a margin of protection for
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the creditors in the event of bankruptcy. Therefore, they are of

interest to creditors.

Dividend distributions represent outflows of resources from
an enterprise. If there is no income or if distributions are in excess
of income, dividend distributions can impair the productive capacity of
an enterprise. Frequently creditors protect themselves legally and |
contractually against such events. The normal capital maintenance rule
that-is frequently.found in long-term céntracts prohibits the payment
of dividends when there is no incoﬁe and fhe payment of dividends in
excess of‘income. There méy be further restrictions on dividend dis-
tributions imposed by the contractual relationship of a company when
income drops below a ceftain amount. Income, therefore, establishes
the limits within which dividends may be legally distributed and deter-

mines dividend policy.

Income 1s also the basis of taxation. However, if income
has not been incorrectly measured, taxes may be paid out of capital

resources leading to impairment of productive capacity.

There are a.number of finéncial-ratios which are utilized
fof making credit appraisal. Common examples are "times-interest’ ratio,
"profitabiiity" ratio, "accounts receivable turnover" ratio, and "iaven-
tory turnbver" ratio, etc.2 These are measures of opérating efficiency
and are 1ndicat1ve of the probable probable prospect of short-tenp

solvency.

The income figure, in conjunction'with items in the balance

sheet, is necessary for computing these ratios. However, the ratios

-

can be misleading if the income figure is incorrectly measured.
2 See Chapter II
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Except during periods of initial plantconstruction and expan-
sion, sound principléé of financial management will normally require
that interest on debt capital should be paid 6ut of current income, and
dedbt capitai should be repaid out of income accumulated in the business.
It may be possible to pay interest-on debt capital from short-term bor-
rpﬁings or existing resources. However, in order to accumulate suffi-
clent resources to pay off the debt capital whén it becomes payable, it
is necessary to generate a sufficiently large flow of income during the

period the debt capital is outstanding.

On the other hand a firm's financial policy may not require
the repajﬁent of the debt capital from accumulated income. In mast
cases, debt capital 1s an essential and integral component .of an opti-
mum capital structure. As the debt 6apital becomes payable, an enter-
prise will either re-borrow from the existing creditors or obtain new
debt capital to replace the existing debt capital as the latier becomes
due; However, to decide on this issue, the existing and prospective
creditors would want to know the enterprise's past earnings and to

‘appraise its future earning capacity.

A

A profitable énterprise is a solvent enterprise in the long
run, but a profitable enterprise is not necessarily solvent in the short
run. Therefore, income measurement has little relevance to short-term
credit analysis.3 The ability of an enterprise to settle a debt falling
due shor£ly may depend on the cash flows which will take place before

the debt becomes payable:. What happens to the enterprise after the

3 gee also Chs. IIT and IV
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settlement of the debt is of little concernito short-term creditors.
His direct financial interest in the enterprise terminates with the
liquidation of his claims. The only additional interest hé has is as

regards pfospective future business.

On th; other hand,-long-term creditors commit their resoufces
to an enterprise for a long period and accept a position which is not
usﬁally easily chaﬁged. Long-term creditors such as bondholdefs want
to appraise the interim and the long-term picture. Thus, they want to
appraise the probability of an enterprise being ablg to make interest
payments and meet other debts as they fall due, and they want to be
satisfied that it Vill eventually be able to repsy the principal in the
long run. Unless there is & stream of current and future income, the

enterprise may go out of existence in the interim period because of

dissipation of its resources through losses.

It.is thus apparent that income determination is of vital
interest to long-term creditors. However, there are various concepts
of income. The periodic income of an enterprise may be computed in

'various ways according to the éoncept used. It is also possible to
present the computation of income in‘sevefal ways even though using
only one particular concept of income. The different . concepts of
income have different degrées of relevance.in credit analysis. The
forms of presentation of tﬁe computation of income also have varying
degrees of utility to iong-tenm creditors as a basis of appraising

long-term debt-paying capacity.

~ The remainder of this chapter will be devoted to a brief

exanination and appraisal of the suitab;lity.of the concepts of income
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and forms of income statement as regards long-term credit analysis.
An attempt will be made to introduce such modifications as appear

desirable.

Criteria for Choice of an Income Concept

0f the various concepts of income available, each has certain
advantages for a barticular purpose. Consequently, in any dispute over
‘how income should be best measured, it is only rarely that the question
can be settled by appeal to a fundamental income concept. The various
methods of measuring income may all be consistent with the basic concept
of income, but each puts a different interpretation on the elementary
notions of which the basic concept is composed.h Therefore, there should
be suitable cfiteria by which a choice may be madé\among the varioug
methods of measuring income. There are three appliéable general criteria:
(1) The concept should best serve the purpose for which the measurement
of income is désired. (2) It should be capable of implementation; in
the broadest sense of the term. Otherwise, it has no real value in
epracticé no matter how conceptually sound it may be. (3) It should
also be ieadily understood and interpreted. Otherwise, the measurement

of income is useless as a basis of decision makding.

The purpose of this chapter is to evaluate the usefulness of
inéome measuremenﬁ as a basis for making long-term credit appraisal.
As regards this purpbée, two additional criteria are relevant for the
choice of a suitable income concept: (1) The concept should be capable

of indicating future earning potentia.l.5 (2) Its emphasis should be

> See discussions in the preceding section.
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6

on the maintenance of capital or productive capacity.

Concepts of Income and their Relevance to Crédit Analysis

The ecdnomist supplies the conceptual framework of income
measurement. The popular economic concepts of income include (1) Irving
Fisher'é concept of incéme,7 (2) the Hicksian concept of income, 8
(3) the concept of variable income by Sidney S. Alexander,? and (4) the
éoncept of income as increase in net worth by Ronald Edwards .10 Income
is conceived of a flow of services ex ante giving rise to continuous
appreciation of capital goods over time. The income of a period is the
increase of capital values in real terms at two pointsvof time adjusted
for new capital added and existing capital withdrawn. It centres around .
the idea of maintaining capital intact in real terms. Thus, the economic

concepts of inccme are theoretically suitable bases for income measure-

ment which is to be used for making long-term credit appraisal.

However, the economic concepts of income have practical prob-

lems in application. The value of capital goods depends on future

6'See discussions in the preceding section.

1 Ronald Ma, A Review of Price-Level Change and Income Deterhination
Concepts (Unpublished M.B.A. Dissertation, University of British
Columbia, 1963), p. 6.

8

J. R. Hicks, Value and Capital, (Oxford: Clarendon Press, 1946).
9,"

"Income Measurement in & Dynamic Economy” in Baxter and Davidson,
op. ¢it.

10 "The Nature and Measurement of Income" in Baxter and Davidson,
op. cit.
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expectations. Under conditions of certainty this is no problem, for

all expectations will be realized. In real life, however, business
enterprises operate under conditions of uncertainty. That all expecta-
-tions will be realized is a rarity. Besides, expectations are subjective
and not easily measurable. It is déubtful if they can have relevance to
» indicating future earning potential when the concepts cannot be imple-
mented in practice. Thus, they fall short of the general c¢riteria.

The economic concepts of income, although sound in logic, must therefore
be rejected as inapplicable for measuring business income for the purpose

of long-term credit appraisal.

, " The accountant builds his concepts of income upon the frame-
work which the economist provides. However, his approach to income
measurement remains pragmatic and procedural'rathe¥ than conceptual.
His main concern is: what should be included in the 1ncome'for a period?
The accountant has two major concepts of income in this regard: (1) the

all-inclusive concept of income, and (2) the current operating concept

of income.

. The all-inclusive concept of income takes into account all

items of revenues, expenses, gains and losses as necessary factors in
income ‘determination irrespective of the period in which they arise.
The income statement for a period properly includes all extraordinary
1items and thésg cofrecting previous periods (suitably described and
segregated); This céncept emphasizes the total changes in values,
1rrespectivg of sources, and therefore is more akin to the economic

concepts of income. Arguments in support of this concept include
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(1) over a number of periods extraordinary items do in fact become
ordinary and recurring items, (2) efficiency and prediction of future
performance should be based on the historical experience of a series of
years, and (3) income measurement for & single period is not suitable

for predictive purposes. -

The current operating concept of income takes into account

only those value changes and events which are controllable by management
and result froﬁ the decisions of the current period, and relate to the
ggiggl operations of the enterprise. This concept focuses on the measufe
ment of the efficiency of the business enterprise for‘the current period.

Income flows relate to the normal operations.

The all-inclusive and current operating concepts of income are
what the accountant applies in income measurement practice. They satisfy
the criterion of being capable of implemehtation. They are generally
understood by businessmen énd other readers of financial statements.
Hoﬁevef, these.concepfs are‘silent on the questioﬁ of maintaining capital
intéct. The methods of valuing assets and detefmining expired costs
largely determine'whether or not the concepts will result in msintaining
- capital intact in real terms. As‘regards income measurement as & basis

for indicating future earning potential, the current operating concept

of income appears to be superior to the all-inclusive concept of income,
There 1s greater likelihood that income flowing from recurring sources
in the nérmal operations of the enterﬁrise will continue in the future.
An income statement inciuding only current operating items is more

reliable for predictive purposes.
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Regardless of which the above two concepts of income the

"~ accountant adopts in measuring #he-income for a period, he has two
further qnestionsito cohsider: (1) what are proper deductions in deter-
| mininé income? (2) what are profit-sharing distributions rather than
deductiqns in determining income? Having regsrd to these questions,

it is possible fo compute several income figures within an income
statement each of which may be of particular interest to some classes
of readers. These ;nélude (1) income as total value added, (2) enter-
prise net income, (3) net income to investors (shareholders and long-
term creditors), (h) net income to shareholders (common and preference

shareholdérs),'(s) net income to equity shareholders.tt

Income as total value added is selling price of the enter-
prise's products less cost of goods and services: \It focuses on em-
rloyees, owners, creditors and the government as recipients of a share
of the income. This is not of much interest to long-term creéitors
because payments to employees have not beeﬁ made. Generally, payments
to employees take a preferential order over creditors. A loss may

result after paying the employees, and leaves nothing for the creditors.

Eﬁterprise net income is the change in the net assets of the
enterpriée arising out of (a) the excéss of revenues over expenses, and
(b) cher gains and losses to the'entérprise from sales, exchanges, or

other conversions of assets. Interest charges on.l§ng-term debts,

incbme taxes, true profit-sharing distributions are not determinants

11 Ei1don S. Bendriksen, Accounting Theory, (Homewood, Illinois:
Richard D. Irwin, Inc., 1965), pp. 117-12k. :
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of enterprise net income .12 Enterprisé net income focuses on share-
holders, bondholders and the governﬁent as recipients of a share in the
enterprise net income. Long-term creditors have a vital interest in
enterpriée net income as the normal source of funds for paying periodic
interest on long-term debts. It is usual for long-term creditors to
compute the "times-interest" ratio on the enterprise net income as a
basis for appraising long-term debt-paying ability. Furthermore, in

» assessiay the times-interest ratio, periodic interest payments take
precedence over taxes because interest payments are deductible against
taxable income. In the short run, taxes must be paid after deductions
for interest charges. This necessarily reduces the total resources
available (especially with the high rate of corporate taxes) and the
future earning potential. But from the viewpoint of maintaining capi-
tal intact, long-term creditors can assume that some surplus will
remain after taXes, for tax rates are always less than 100 per cent

of income, and taxXes are on income. Taxes will not lead to impairment
of capital if income has been properly and éorrectly determined. ihis
does, however, assume that deductions are allowed in determining tax-

able income for 231 items which reflect a reduction in resources, which

may not alwayé be so, e.g. goodwill amortization.

Income to investors (shareholders and long-term creditors)

is ehterprise net income.less taxes. As regards ability to pay periodic

12 gmerican Accounting Association, Accounting and Reporting Standards
for Corporate Financial Statements, 1957 Revision, p. 3 Cf. Robert T.
Sprouse and Maurice Moonitz, "A Tentative Set of Broad Accouanting
Principles for Business Enterprise" Accounting Research Study No. 3,
(New York: American Institute of Certified Public Accountants, 1962),

p. 45, and Finney and Miller, op. cit., pp. 75-76.
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interest, income to investors is of little interest to long-term
créditors , for interest payments take a peferential order before taxes
in computation of income if not in payment. However, it is of interest
to long-term creditors as a source of inflow of resources which will
build up reserves for eventual payment of long-term debtis and will
enhance the enterprise future earning potential so long as these

resources remain in the enterprise.

Income to shareholders ( common and preference shareholders)
is enterpfise net income less,intereét, income taxes and other profit-
sharing distributions.l3 Income to shareholders is the basis for pay;
ing dividends (preference and common), It is of interest to long-tefm
creditors to the extent that dividend distributions must not impair the

capital of the enterprise and its long-run earning power.

. Income to residual equity shareholders is income to share-

holders less preference dividends. - This is of interest to long-tefm

creditors for reasons similar to those in the preceding paragraph.

Form of Income Statement

The incame statement is essentially a means of communicating
information about the results of an enterpfise's past operations.
There are a variety of ways to present such information. The ususl
forms are single-étep income statements, multiple step statements,

and combined single-step income and retained earnings statements.

13 Accounting and Reporting Standards for Corporate Financisasl
Statements, 1957 Revision, p. 3.
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It may furtheribe modified to present the information to meet the needs

of some parties, such as’ long-term creditors.lu

A Proposal

For reasons in the preceding paragraphs, a proposal is made
to adopt the following:

As regards the concept of income measurement as a baéis for
making lbng-term cfedit appraisal, the current operating concept of
_income is most appropriate. Only items of revenues, expenses, gains
and losses that relate to ihe normal and current operating transactions
of the enﬁerprise shoﬁld enter into the determination of its periodic
incone.

As regards what are proper deductions egainst reveaue, aznd
what are profit-sharing distributions rather than deductions against re-
venug, . the figure for enterprise net income is of primary importance

to long-term creditors.

. Rearrangement of items in the income statement may be made
to emphasize the figures which are of interest to ldng-term creditors.
We may compute a figure emphasizing the main operations of the enter-
prise: sﬁles less cost bf goods sold and expenses related to sales.
Next we compute the enterprise income exclusive of depreciation and

depletion charges to arrive at the enterprise income before such

deductioné. Deduction of deprecilation gives enterprise net income. .

% pinney and Miller, op. cit., Ch. III.
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We deduct interest on long-term debt to arrive at the net income before

taxes. Adjustment for taxes gives the net income to shareholders.

A Suggested Income Statement

An income statement which incorporates the various proposals

in the preceding paragraph is as appears below:
' XYZ Company Limited

Income Statement
For period endeGeeseccesccsncrses

Sales (less returns ana allowances)
Less: Cost of goods sold

Gross Margin

Deduct: '

~ Salesmen's salaries - $15,000
Sales discounts . 2,000
Various other sales expenses : 3,000

Net Income from Sales

Add other income:

Interest income ‘ ‘ $ 1,000
Investment income from subsidia.ries 2,000

Income after sales expenses
Deduct:
General and administrative expenses (exclusive
of depreciation, interest and taxes)

Enterprise income before depreciation, interest
and taxes '

Depreciation ' -
Entérprise net income

Deduct:
Interest on long-term debts

Enterprise net income before taxes
Income Taxes

Net income to shareholders

$100,000
60,000

$ 40,000

20,000
$ 20,000

3,000

$ 23,000

8,000

$ 15,000

2,000
$ 13,000

3,000

$ 10,000
5,000

§ 5,000
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The income statement as suggested has several merits. It contains
information which is of interest to several classes of creditors. It
presents several figures in the computation of periodic income each of
%hich can be useful to creditors. Net income from sales ($20,000)
measures thé operating efficiency. .The enterprise net income before
depreciation and taxes ($15,000) is a measure of management's success
with resources controllable in ﬁhe short run. This figure also corres-
ponds to the normal flow of funds from operations into the enterprise
and is of interest to shorﬁ-term creditors.1? The most important figure
as regérds the payment of periodic interest for long-term creditors is
the enterprise net income ($l3,OOO).16 Since taxes are chargeable after
interest deducfioné, this figure indicates the amount available for pay-
ment of periodic intefest. This arises from the hormal operations of
the enterprise and therefore is a more reliable index for predicting
future incone flow and aﬁility to péy periodic interest. Depreciation
deductién is proper, for it is necessary for a measurement of income
which will not result in overstatement and excessive dividend distribu-
tions leading tQ impairment of capital, however crude its estimate may

be.

Non-recurring and correcting charges and credits are e#cluded from
our suggested mgdel. Qur thesis is that as they are not regular sources
of income or chargeé, long-term creditors cannot depend on non-recurring
sourceé for payment of periodic interest and eventual repayment of prin-

cipal. Such charges and credits affect the income to shareholders.

15 This corresponds to the conventional funds from operations.

16 In practice, this is used to compute the time-honoured times-
~interest ratio.
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They.are, however, of lesser interest to creditors for creditors will
have got their share of the enterprise ne# income long before the share-
holders. Long-term creditors do, nonetheless, have an interest in these
items to the extent that non-recurring charges might wipe out the sur-
pluse§>and impari the capital of thé ih£érprise and future earning
potential, or vice versa, but past history is probably of little guide

in the prediétion of these items.

It is apparent that our suggested model income statemént dis~-
closes much more information than is available at present. Such inform-
ation is in a form read& for uée by creditors for predicting future
income flows ana debt-paying ability. Given éuch income figures cover-
ing a number of periods and assumptions about futu;e sales, cost of
sales and related expenses, it is possiblg to prepare proforma income
stateﬁents and estimates of future income., Long-term creditors can
then decide on the various courses of action according to their fore-
casts. Employment of the statistical technique discussed in Chaptér

IIT will enhance the value of the forecasts.

It is admitted that the suggested model is unconventional.
It may also appear coﬁfusing to some readers: This is, however, not
important, because it is intended for creditors who have some under-
standing of accountipg. Qur main concerniié that it should serve
their needs more adequately than the conventional income statements.

Utility alone is the Justification for any manner of presentation; .

Consolidated Income Statements

"The purpose of consolidated income statements is to present
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primarily fof the benefit of the shareholder and creditors of the
parent company, the results of operations and the financial position
of a parent company and its subsidiaries essentially as if the group
were a single company with one‘or more branches or divisions.fl7
Conceivably, creditors can have:r vaiuable information about the true
earnings of the parent company against which they have claims. An
important weakness is that creditors can have claims only on the

assets of the company with which they have contractéd. Much of the
income of subsidiaries is in the form of stock appreciation; there

need not be avéilable cash to pay off debts of the parent company
unless it ;eceives cash dividends from subsidiaries or unloads the
holdings. In this regard consolidated income statements are less
relevant. Moreover, consolidated statements can conceal some perti-
hent facts. An insolvent and unprofitable subsidiary is easily covered
up in a consolidated statement. In fact, bankers and other creditqrs
even reject consolidated statements as not useful.18 "For intelligent
analysis and credit granting consolidating figures are essential.
Consolidated balance sheets are worthless unless every subsidiary's
statement ié separately shown. A greét many evils masquerade under
thelname of consolidated balance sheé#s." "A breakdown by subsidiaries
would be helpful and would aid in distinguishing between profitable and

non-profitable units.19 A subsidiary having & considerable deficit is

- 17 pccounting Research Bulletin #51, p. 41

18 See Roy A. Foulke, The Balance Sheet of the Future, (New York:
Dun and Bradstreet, Inc., 194l) pp. 1k-16.

19 1via., p. 15.
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not'apparent in a consolidated balance sheet. It would appear that for
a subsidiary consolidated statements would even confuse creditors and
not enlighten them. We therefore should reject consolidated balance

sheets as not being helpful to creditors.

In summary, the income statement is useful to long-term
creditors as a tool for appraising long-term debt-paying ability.
However, thefe are many concepts of income. The computation of
periodic income varies according to the income concept. The income
statement may also be presented in several ways regardless of the
income cdncept. They &ll have different degrees of utility to long-
term creditors. Our proposais as regards income concept and presenta-
tion are suggested as most satisfactory for their_needs. They have,
however, lesser relevance to short-term creditors because a profitable
‘enterprise need not be also solvent in the short run. For example,
income in the form of asset appreciation does not generate cash or

other liquid resources for payment of short-term debts. 20

20 gsee Appendix XXIII- A Note on Income Determination.
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CHAPTER VI

THE BALANCE SHEET

What is a Balance Sheet?

The balence sheet has been defined as a statement of the
assets, the liébilities, and the capital of a business as shown by the
balances in its books as of a specific date.} If these balances did
include all resources and all claims and did fairly represent these
items, the balance sheet would reasonably reflect the amount of re-
sources in the possession of the business and the claims against these
resources by its creditors and owners as of that date. The conventional
approach to the balance sheet is to assume that the balances do fairly

represent the situation even though this is debatable.

It is usual to describe the nature of the assets, liabilities
and_capital.andAto classify them accordingly. The common classifica-
tions for assets are (1) current assets, and (2) long-lived or fixed
assets. The common classifications for liabilities are (1) current
lisbilities, and (2) long-term liabilities. Shareholders' equity is
c;aSSified.according to sources such as common shareholders, preference

shareholders and retained earnings.

What does a Balance Sheet do?

The main function of the balance sheet is presumably to pre-

sent significant information about the assets, liabilities and capital

14a.E. Cutforth, Balance Sheets: Their Uses, Abuses and Limitations,
(Toronto: The Dominion Association of Chartered Accountants, 1937), p.l.
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of a business which the reader requires for making meaningful financial
analysis and interpreting and reeching conclusions about the business
enterprise. Such analysis and concluslons can serve as a basis for

making subsequent decisions relating to the business enterprise.

Its Usefulness to Creditors:

The main interest of creditors (long-term and short-term)
in a business enterprise is its future debt-paying ability, a factor
which is fundamental in deciding whether or not to grant credit.

How far the balance sheet can be helpful to creditors in this is

discussed in the following paragraphs.

. It has been suggested that future earniﬁg potential is the
proper measure of long-term debt-paying ability.2 Future earnings
flow from pfoductive resources. The amount of productive resources
are indicative of‘the future earning potential. The balance sheet
shows (if it fairly represents the situation) the amount of an
‘enterprise‘s total resources available for generating future earnings.
In conjunction with the income statement the rate of earnings flowing
from such resources may be comput;d from the balance sheet. Some
resources are used up in the process of generating earniﬁgs. ¥or
example, merchandise may be sold and supplies used up. Such changes
in the resources are determinants of periodic income. Successive

balance sheets will reflect such changes. Thus, the balance sheet

2 See Chapter V
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provides some information for measuring periodic income .3

It has also been suggested in an earlier chapter that forecast-
ing cash flow can be indicative of short-term solvency.h. In the ordinary
circumstance, we can assume (aé we normally do) that the business will
continue to operate. It is reasonable to expect current assets to be a
source of cash flow in the near future. Similarly, current liabilities
represent future uses of cash. Thus, the information about current
assets and current liabilities in the balance sheet is significant for
forecasting the cash‘flOW for a short period of time immediately follow-

ing the balance sheet date.

Creditors usually make credit appraisals with the aid of
financial ratios such as "debt-equity" ratio, "debt'total assets” ratio,
etc.5 The debt-equity ratio shows the protection for creditors by equity
capital. The debt'toctal assets ratio meaéures’the protection for cred-
itors in terms of total resources. The computation of these ratios
requires information about the assets, liabilities and capital. The

balance sheet is the ready source of such information.

The information about tlhe assets given in a balance sheet is

also indicative of the asset structure of a business enterprise. The

'3 As Sprouse and Moonitz state, "Both experience and abstract ana-
lysis tell us in unmistakable terms that any attempt in accounting to
emphasize either the balance sheet or the income statement to the
exclusion of the other is bound to give disappointing results. Neither
lives in isolation from the other. Both must be considered in an inte-
grated attack on the problem of financial reporting." Accounting Research
Study No. 3, op. cit., p. 5.

quee Chapter IV

> For other relevant ratios, see'Chapter II.
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asset structure can be significant to creditors for making decisions.
Let us assume the industry, to which an enterprise belongs, has a
certain asset structure which is close to the optimum which should
exist for that industry. If the balance sheet of the enferprise shows
tha, its inventory is excessive by fhe sténdards of that industry, the
prospective short-term creditors may well be led to assume that its
sales are declining and inventory turnover is slowing down. They may
be reluctant to regard past sales as indicative of prospective future
sales volume. It is possible that there are other legitimate reasons
explaining the excessive inventory. However, the prospective short-
term creditors will be prone to enquire further before they decide
whether or not to give credit. An excessive amount of accounts receiv-
able may have'analogous implications which reqﬁire‘consideration by the
prospective short-term creditors. The existing short-term creditors
may decide whether or not to extend additional credit, using similar

reasoning.

Progpective long-term creditors may also be concerned with
future earning prospects if there appears to be excessive inventory
and accounts receivable. The existing long-t?rm creditors may wish
to investigate if in fact sales are declining, possibly leading to a
decline in earnings. They may become fearful of the safety of their
investment in the enterprise if the decline in sales is likely to
.continue, resulting iﬁ a decrease in earnings. They mey wish to invoke
the proteétive clauses in their long-term-loan agreements if the earn--

ings falls below a specific amount.
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| Let us also assume that there can be formulated a standard
capital structure forvthe industry. The balance sheet is indicative
of the capital structure of the business enterprise. If the long-term
debts as shown in the balance sheet of the enterprise are excessive by
"industry standards, the proépective long-term creditors may either
refuse to lend money to the enterprise because additional loans will
reduce the relative protection for all creditors, or require additional
security for their loans. As for the existing long-term creditors,
there may be clauses inléhe existing long-term debt agreements pro-
viding that the long-term debts shall become immediately payable when
the total long-term debts in the capital structure exceed a certain

proportion.

It has been stated earliexr that short-term.creditors expect
' to be paid from short-term cash flow, and long-term creditors expect
to be paid from fufdre earnings. However, in:an uncertain business
world there is no assurance that their expectations will materialize.
There is alwéys the possibility that a firm may go inté 1iqnidation.
‘Accordingly, creditors (long-term and short-terﬁ) want to know the
probable amount of resources they‘canAsalvage in such an event.
Information about the assets, liabilities and capitai in the balance
sheet could be helpful to creditors in this regard dependent on the
bases of measufement of those items. Long-lived assets such as land,
buildings, plant and equipment do not dissipate easily and do remain
in the business for a relatively long period of time. If the business

does not otherwise dispose of these assets (creditors normally protect

themselves by contractual agreements in this regard), they can provide
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6

some protection for the creditors in the event of liquidation.

However, the current assets can normally deplete more easily.
The balance sheet will only be indicative of the probable protection
for creditors for a short period immediately following the balance
sheet date. One may argue that the balance sheet only serves the
needs of the short-term‘creditors. It is conceivable that the long-
term creditors will find it diffiéult to appraise what protection they
will havebin, say, fifteen years. However, the annual balance sheet
can help to lessen this difficulty. Except for the current assets,
other assets do not normally fluctuate very substantially within a
year unless the business chooses to dispose of, or acquire more of
such assets. Long-term.crediﬁgrs normally seek to restrict the dis-

\ .

posal of those non-~-current assets. If the business acquires additional

assets, the protection for creditors is strengthened.

. The above illustrations show that the balance sheet does
provide information significant to meking overall credit appraisals.
;It is admitted tha£ the balance sheet is just one of the several
sources of information required for a complete credit analysis.
However, to the extent that it’is of assistance to making future
.expectations relé&ant to a firm's debt-paying ability, creditors

must find it helpful.

Limitations of Its Usefulness

There are several approaches to balance sheet valuation.7

6 As has been suggested in Chapter 1Y, future earnings is the
real protection for long-term creditors.

T Eldon S. Hendriksen, Accounting Theory, op. cit., Ch. VIII.
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The nature of the information in the balance sheet will vary according
to the approacﬁ taken. The interpretation of the information will

follow such varistions.

Thé conventional approach is to value the assets, liabilities
and capital at histdrical cost or to value them separately on different
bases within the broad framework of generally accepted accounting prin-
ciples. The assumption of contiﬁuity is implicit unless otherwise
indicated. However, thi§ gives rise to several limitations on the

usefulness of the balance sheet as is shown in the following paragraphs.

“Perhaps the information in the balance sheet most significant
to the creditors is the amount of resources available for the generation
of future earnings. The approach of valﬁing asééts at historical cost .
is irrelevant in this regard. It is the flow of future benefits from
such assets that give rise to thé present value of assets. Therefore,
present value is theoretically the proper basis for balance sheet
valuatioﬁ. However, to compute present value it is necessary to esti-
mate the future behefits flowing from such assets and to discount such
benefits at an appropriate rate qf interest. The estimate of future
‘benefits is subjective. There is no single acceptable basis for
choosing an appropriate discount rate. In practice, these two problems
remain insoluble at the present stage of the development in accounting.
Thus, it is difficult, if not impossible, to use present value as a

bdsis of balance sheet valuation.

Similarly, if the balance sheet is to show the amount of

protection creditors have in the event of liquidation, it is necessary
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to value the assets in the balance sheet on a liquidating basis. The

conventional historical approach is again irrelevant in this regard.

The balance sheet by itself is also not an adequate beasis
for the prospective creditors (long-term and short-term) to decide
whether or not to grant credit. All creditors expect to be repaid in
the future rather than on the balance sheet date. Short-term debts
are to be paid from future cash flows. Long-term debts are to be paid
from future earnings. Normally creditors do not expect to be repaid
from proceeds of assets as of the balance sheet date. Future cash
flow and earnings rather than the balance sheet are the real bases
for making credit decisions. The balance sheet is only auxiliary to
making'forecaéts of future cash flow and earnings. Therefore, the
balance sheet by itself and the form of a listing of assets and liabil-
ities as at one date and as of the dates debts will be paid are irre-

levant for making credit decisions.

There. are other criticisms against the balance sheet. The
balance sheet is cbnventionally regarded as reflecting the financial
position of an enterprise as of a specific date. This interpretation
seems to be érroneous. There is no intention to liquidate éll the
assets and pay off éll the debts as of the balance sheet date. If it
is interpreted as reflecting the financial position, it will be neces-
sary to value the assets on a liquidéting basis. The conventional
going concern basis of_asset valuation no longer applies. The assets
may be worth less or more in liquidation than is shown in the balance
sheet. For this purpose the balance sheet will not in'fact present

the financial position desired but will show a misleading picture of
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.the enterprise. Furthermore, this interpretation will contradict our
usual going céncern assunmption and would seem to render unnecessary

the making of any credit appraisal except as a meésure of possible
protection. If it is to be assumed that a firm is going into liguida-
tion as the interpretation implies; the prospective creditors will not
extend any credit to fhe firm. Existingvcreditors will have no choice
or decision t§ make. If we assume the business will continue to cperate
. (as we normally do), the concept of financial position on a liquidating
basis becomes irrelevant to creditors for decision making except as a
measure 6f possible protection and thereby measure of risk. There
should be_no suggestion that the balance sheet reflects the financial
éosition of a business on a liquidating basis as of the balance sheet

date. -

Furthgfﬁore, the balance sheet is static in nature. It
describes the assets, ;iabilities and capital at a point of time.
The creditors are generally more concerned with what happens to the
business enterprise after the balence sheet date than on the balance
sheet date itself. The balance sheét is not forward-looking enough
in this respect. Business negotiations look to the future and are
dynamic in nature. Making dynamic estimates about the future on

dates prepared on a static analysis is generally inadequate.

For reasons similar to those given in the preceding para-
‘graphs of this section, the conventional approach to balance sheet
valuation does not seem to result in information suitable for computing

the various financial ratios, rate of income flow and forecast of
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short-term cash flow. Such computations can only be useless and mis-

leading if the basis of balance sheet valuation is faulty.

-

It might then seem reasonable to reject the conventional
balance sheet available at present as helpful to creditors for making

credit appraisals.

Where the Problem Lies

However, it is hardly deniable that the balance sheet can be
helpful to creditors. It is a fact that creditors (long-term and short-
term) do use balance sheets in credit analysis. Of course, they consider

information from other sources as well.

The problem is not that the balance sheet is not helpful but
that the figures making up the balance sheet may be improved. The weak-
ness seems to lie in (1) the basis of balance sheet valuation, and (2)

the interpretation of the balance sheet as éhowing the financial position.

To the extent that the balance sheet is helpful, attempts shoull
be made to correct the weaknesses and to increase its utility wherever

possible,

A Prbposal

A proposal is now made to reinterpret the balance sheet and
to introduce bases of balance sheet valuation which will avoid the
difficulties mentioned earlier. Accordingly, the balance sheet is 1o

be interpreted as a statement listing the forms in which an enterprise’s
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resources are held and the methods of financing these resources. The
.assets are regarded as a pool of productive resources for generating
future income. It is assumed that the enterprise will continue to
operate. This will avoid the difficulty arising from an interpretation
of the balance sheet as showing thé financial position. As has been
mentioned earlier, interpreting the balance sheet as indicative of the
financial position is irrelevant under the going concern assumption.
To the extent that there is always the risk that a business may go
bankrupt, the creditors must consider'fofeclosure only &as the last
resort. Liquidating value of a business enterprise should be of minor
importance to creditors in the normal circumstance. It is future in-

come flow that is more significant.

As~each'type of asset and method of financing has important
significance to crediﬁors, the balance sheet should also show, by
appropriate classification and description, the nature of each group
of assets iﬁ terms of liquidity and permanency, and the method of

financing in terms of the relative permanency.

The next section is devoted to discussing the appropriate
bases for valuing current assets, current liabilities and other items
in the balance sheet. Attention will be focused on avoiding the

difficulties which were encountered earlier.

Assets and Asset Véluation

The basic concept of assets is related to that of economic

resources., 'To come within the puaview of ‘'assels' the scarce resources
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must be assignable to specific entities, must be capable of exchange
(transfer) eiﬁher separately or as part of a related group, and must
be expressible iﬁ terms of money.“8 "Briefly, ‘assets' represent
expected future economic benefits, the rights to which have been
acquired by the enterprise as a reéult of some current or past trans-
action."? For creditors they are any economic or exchange values of
an enterprise from which future income will flow. The more tangible

examples are cash, inventories, plant and equipment.

Except in the case of intangibles, the real problem facing
the treatment of assets invaccounting lies in their valuation and not
in their identification. Differences of opinion exist as regards (1)
valuation concepts, and (2) application of these concepts in specific
cases. The three main bases of asset valuation in dispute are (1)
historicél coét, (2) current cost and (3) present value of future
receipts from assets. Each basis of valuation may, however, be par-
ticularly suitable in its application to a specific class of assets.
Accordingly, it is best to evaluate each basis of asset valuation in

relation to individual classes of assets.

As a broad generalization, from the standpoint of creditors
(long-térm and short-térm), current value as a basis of asset valuation
is superior to 6ther baées. Cash becomes available to an enterprise
from the sale of its products or other resources for cash (and from

collection on credit sales) at current prices in the market. Current

LDy
¥ Sprouse & Moonitz, op. cit., p. 19

9 Ibid., p. 20



-102-~

value is therefore more relevant as a basis for valuing current assets
thch are sources of cash flow. Current income is a basis for apprais-
ing long-term debt-paying ability. A proper measurement of current
income requires assets to be valued at current values. Income deter-
mination on the basis of current vélue places emphasis on the maintenance
of capital in real terms. Maintaining capital in real terms is essential
to assuring income flow continuation. Therefore, current value is the

appropriate basis of asset valuation from the standpoint of creditors.

Present value as a basis of asset valuation is too subjective
to be of much practical use. Moreover, debt principals are payable at
their face amounts without taking an elemeat of discount into considera-

tion.

Historical cost as a basis for valuing assets is totally ir-
relevant to creditors. Valuing assets at historical cost in connection
with income determination will not result in measurement of incomg in
terms of real igcome. Historical cost does not even bear any relation-

ship to the value of assets in liquidation.

However, the commonest controversy in asset valuation is over
historical cost and‘current value, 'Long ago, Kenneth MacNeél had effec-
tively shown that balance sheets which were based on historical cost
were not reasonably accurate statements of values existing on the
balance sheet date by pointing to instances when historical costs and

depreciated historical costs were not fair measures of values.t0 More

10 ¥enneth MacNeal, Truth in Accounting, (Philadelphia: University
of Pennsylvania Press, 1939).
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recently, R. T. Sprouse has severely criticized the use of historical
costs in asset'valuation as "treacherous" .l Conceding that the most
powverful consideretion in financial accounting measurements is that of
objectivity, which historical costs have, Sprouse argues that the need
for unbiased financial information éannot be satisfied by irrelevant
or inadequate information. Objectivity ahd usefulness must be kept in
proper perspecfive. Hé states:
. "If the primary goal of financial accounting is objectivity
in the measurement of individual assets end liabilities, regard-

less of the usefulness of such information, I vote for histori-
cal costs.

"But if the primary goal of financial accounting is objec-
tivity in the meaningful measurement of income and financial
position, historical costs must give way to current market
values and replacement costs. In the vast majority of situa-
tions such measurements are obJjectively feasible. Their use
could go fer in eliminating the manipulative aspects and
inconsistencies in financial statements and in restoring
their economic relevance."1l2

~On the other hand, G. X. Nelsonl3 contends that there seems
to be no real need for revising the balance sheet from historical costs
to current costs. The balance sheet, in his view, is of limited use in
'any case, and its present usefulness would appear not to be enhanced by.
such a change. The balance sheet -aids in two important functions of

accounting, namely, the property control function and the legal function.

11 robert T. Sprouse, "Historical Costs and Ancient Assets -
Traditional and Treacherous", The Accounting Review, Vol. XXXVIII,
No. 4. (October, 1963) pp 687 695. See also Sprouse and Moonitz,
op cit., Ch. IV.

12 1pia., p. 695

13 vpncient and Historical Costs in Financial Statements”, Igé
Accounting Review, Vol. XL, No. 1 (January, 1966), pp. L2-47.
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Fér the property control funciion the bslance sheet serves as a summary

of controlling accounts of property for which management is responsible,
of obligations which must be met, and owners' investment. Nelson suggests
that i£ would only complicate matters to apply fluctuating values to asset
accounts for carrying out the propérty control function. The legal func-
tion of the balance sheet also requires that cost figures be used, in
compliance with legal statutes and provisions of sinking funds and witker
agreements with creditors. Nelson concludes, therefore, that balance

sheets on historical costs are best, because they are the most useful.lh

However, Nelson seems to have erred at several points. The
principal objective of the property control function of accounting is
to record the amount of economic wealth in real terms at a point of
time. Current market value is the true measure of economic wealth.
Historical cost is irrelevant and therefore'does not permit the proper

discharge of the property control function.

As regards the legal function of accounting in connection with
‘provisions of éinking funds and other agreements with creditors, Nelson
seems to have overlooked the real interest of such creditors. As has
been suggested earlier, the creditors' main interest in assets is the
future income flow from such assets. The flow of future benefits is
the proper soﬁrce of asset value. _Therefore, present value is the
proper basis for wvaluing assets. Realizing'the productive assets for
satisfying creditors' claims is contemplated as the last resort. Even-

tually, liquidating value is the relevant valuation basis in the case

14 Toid., p. 46.
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‘of realizing productive assets for satisfaction of creditors' claims.
Thus, Nelson's arguments supporting historical costs as the basis of
valuing assets must be rejected as irrelevant as regards the creditors!

interest.

Kollaritsch recognizes that even among creditors as a group
there are different interests in the balance sheet.lS They require
differenp bases of valuing assets to meet their special interests and
a further subdivision of creditors as a class is necessary. The time
element in connection witﬁ loans aneeds to be taken into consideration.
He classifies creditors into one of two types in distinguishing their
interest in the balance sheet.

l. Creditors without substantial interest in the debtor's
enterprise (short-term creditors).

2. Creditors with a substantial interest in the debtor's

enterprise (long-term creditors).

Short-term creditors, he argues, are less interested in the
debtor enterprise as a going concern; present security is the most
important. factor. Only current values are relevant in this regard.
He concludes thatbliquidating calues only are of interest to short-
term creditors and should be the basis for veluing the items on a

balance sheet intended for short-term creditors.

Long-term creditors, KolTaritsch suggests, share a common

concern with shareholders for solvency, earning capacity and future

15 Felix P. Kollaritsch, "Can the Balance Sheet Reveal Financial
Positions", The Accounting Review, Vol. XXXV, No. 3 - (July, 1960),
pp. 482-489.
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prospects of the enterprise. TGheir interest in the debtor enterprise
lies in the distant future, and with the continuation of the enterprise.
Current values in liquidation are not relevant. Long-term creditors
wish to know if the total assets in their relationship tc production
are sufficient to ensure solvency and continuity of the enterprise.

The measure for this must be current replacement values.- Therefore,
Kollaritsch concludes, current replacement values should be the proper
basis for balance sheet valuation from the standpoint of long-term

creditors.

However, there are still some difficulties in Kollaritsch's
proposals on balance sheet valuation which aim at serving creditors'
purposes. His pfoposal that liquidating value should be the basis of
balance sheet valuation for short-term creditors contradicts the usual
going concern asswption and encounters the same difficulties as have
been mentioned earlier.l6 His proposal of valuing assets at replacement
costs for long-term creditors applies to long-lived assets only. Cur-
rent assets are excluded from consideration. This is a shortcoming.

"All assets and not long-lived assets alone should be taken into account.

It is now proposed to e&amine the suitability of the various
bases of valuation for specific items in the balance sheet and to
choose a basis that is most suitableifor the purpose of creditors.
This will form the basis for a model balance sheet to be proposed

later.

16 See page 97.
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Assets will be individually examined in order of their
liquidity. Analogously, liabilities will be considered in order of
their maturity. The examination of the various items in the balance

sheet follows this paragraph.

Cash refers to legal currencies, coins and bank deposits, and

is measured by count and summstion. Domestic holdings are valued at
their.full amount; convertible foreign holdings are translated into
domestic eguivalent at the current rate of exchange in the narket L7
This is lbgical as liabilities are in terms of money and are liguidated
by payment of cash at their face amounts or in cash equivalent of the
same amounts, and all assets are valued in terms of money. The valua-

tion of money must be in its own unit.

Marketable securities may be held either as short-term in-

vestments or as long-te;m investments. The basis of valuation of
marketable securities should be net realizable value. Frequently, an
enterprise, finding itself with too much excess cash, purchases securi-
ties with the intentioﬁ that they will be sold shortly to pay off cur-
rent debts ﬁhen they become due or for payment of purchases., The cash
proceed§ are selling prices net of brokerage charges. Therefore the
proper basis of valuation is net realizable value.18 Historical cost
is irrelevant; The market price is independent of historical cost.

Replacement cost is equally irrelevant, because marketable securities

17 Sprouse and Moonits, op. cit., p. 24

18 Sprouse and Moonitz, op. cit., p. 25. They suggést that current
market price is the proper basis for valuing marketable securities.
They ignore the cost of conversion.
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are usually held as short-time investment of excess cash with intention
to sell them in the near future; there is no intention to replace them.
It ﬁay be argued that net realizable value has no relevance to marketabie
securities held as long-term investments for there is no intention to
sell them. rthermore, the fluctﬁating market may also render the net
realizable value meaningless. It is true marketable securities held
for long-term investmeﬁts are not for immediate sale. But in case of
necessity there is nothing to pfevent them from being sold for cash to
discharge debts as they become due. It would be more usual, easier and
less costly té sell off the marketable securities than other assets to
pay off debts falling due. Creditors especially short-term creditors,
may look to marketable securities, whether they are for short-term or
long-term investments, as a possible source of cash flow for satisfac-
vtion of their claims against the enterprise unless they are pledged

for specific purposes., Net realizable value as the basis for valuating
marketable securities is most satisfactory for the purpose of creditors.
Sprouse and Moonitz suggest that the measurement of marketable securi-
tiés at current market prices offers several distinet advantages:

1. Current market price represents objective information
with respect to the amount of cash into which the
securities may be conve;ted.....

2. The measurement of marketable securities at current
market price eliminates the anomaly whereby other-
wise identical and interchangeable securities are

carried at different amounts mereli because they
were acquired at different prices. 9

19 Ibid., Sprouse and Moonitz use the current market price as the
valuation basis for marketable securities. Net realizable value is
current market price net of brokerage charges. The difference here
does not affect the soundness of our argument, because the current
market price is basic to the concept of net realizable value.
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Receivablés are also best.measured at net realizable values.
Receivables proVide cash on collection. Creditors are interested in
the probable amount of cash that can be realized from the receivables
either through collection or factoring. Some accounts will go bad.
Additional costs may be incurred in.collection. Discounts must be
given in factoring the receivables., Therefore, estimated net realiz-
able value, making allovances for such deductions, is the proper basis
for valuing receivables. The book value (historical cost) of receiv-
ables has no meaning to creditors if nothing can be realized from ‘the
receivables. Present value is not usually of interest to creditors
as a basis for valuing receivables. Receivables are normally collected
within a‘relatively short period of time. The interest element tends

to be insignificant.

Inventories: As has been suggested in the preceding chapter,
current replacement is the proper basis for valuing inventories for
creditors. .Short-term creditors expect that inventories will be sold
in the normal course of business to provide cash (froﬁ cash sales and
collection on credit sales). -Long-term creditors are interested in the
inventories as a pool of resources necessary for producing current
ipcome and for maintaining income-producing power in the future.
Ideally, short-term creditors would like to value inventories at re-.
placemépt cost. Cash flow is a better basis for appraising short-term
solvgncy whereas income is indicative of future income flow. The bal-
ance sheet using net realizable value is most suitable for solvency
whereas cﬁrrent replacement cost shows the amount of resources avail-

able for producing future income. Because of the lack of objective
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information as to net realizable price, the better choice is probably

current replacement value as the busis for valuing inventories.

As Sprouse and Moonitz suggest, valuing inventories at current
replacement cost has several advantages: (1) The use of current replace-
ment as the basis for inventory valuation eliminates the need for any
assumption as to the flow of the actual cost incurred. (2) The relevance
of current replacement cost to a going concern is emphasized whenever
the enterprise continues to manufacture or purchase the items in the
inventory. Thus, there is a forceful assumption that current ;eplace—
nent costs represent at least the minimum economic values of those
items to the enterprise. Besides, current replacement cost is closer

to the current value of the inventory than historical costs.

Prepaid Expenses are benefits to be received by an enterprise

in the form of services. They include such items as prepaid rent, pre-
paid insufance, prepaid interest and prepaid taxes. These prepaid
expenses relieve payment for-future services which will otherwise be
peyable in cash in the future periods. Prepaid expenses are therefore
properly considered as assets. The basis for measuring prepaid expenses
is the book amounts which correspond to the amounts that otherwise will
be payable. Other bases of measuring prepaid expenses are irrelevant.
Prepaid expenses are not a source of cash flow but are a reduction of
the cash flow which would otherwise take place. HNet realizable value,

present value, current market price, etc. are inapplicable.

Deferred charges which represent expenditures made for items

such as organization costs and bond discount are in a somewhat similar
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category as prepaid expenses. To creditors they are of dubious value.
Often they have no exchange values. Where there is a clear relation-
ship witn an iexpense item to be matched against revenue (as is the
position for bond discount) there seems good argument for carrying

them in the same way &s prepaid expenses. The difference is merely

e matter of the length of time period. Where a relationship with
expense and/or revenue does not clearly exist, it would seem appropriate
to treat the same as intangible assets and in most cases these would be
the same as intangibles with no limited term of existence and therefore

to be deducted in the shareholders' equity portion of the balance sheet.

>Intangible assets belong to one of the two classes: (a) those

having a term of existence limited by law, regulation, or agfeement, or
by their nature (such as patents, copyrights, leases, licences, fran-
éhises-for a fixed term, and goodwill of which there is evidence of
limited duration); (b) those having no such limited term of existence
and as to which theré is, at the time of aéquisition, no indicatién of
limited life (such as goodwill generally, going value, trade names,
secret processes, subscription lists, perpetual franchises, and organi-
zation costs).zo..The_treatment of all types of intangibles at present
is that these assets should be stated at cost when they are acquired.
In the case oflnochash.acquisitions, cost may be considered as being‘
either the fair value of the consideration given or the fair valuation

of the property or right acquired, whichever is the more clearly evident.zl

20 pccounting Research Bulletin #43, p. 37.

2l 1pid., p. 38
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Furthermore, the costs of intangibles having limited periods of useful-
ness should be charged againstrevemue systematically over those :paiidds.
Those intangibles having no limited period of usefulness may be carried
in the books of accounts at cost iﬁdefinitely. Should it, however,
become evident that those intangibles having no apparént limited period
of usefulness have at & later date only a limited period of usefulness,
their costs should be amortized over the remaining period of usefulress.
Where an intaengible has become worthless, its cost should be written
off to the income statement or, if the amount is so large that its
effect on income may give rise to misleading inferepces, it should be
charged to earned surplus.22 Many writers agree that intangibles
éhould be amortized or written off as is appropriate in each case,
but differ on the basis of amortization and whethef their amortiza-
tions should be charged to income or earned surplus. The other area
of dispute is.whethervor.not intangibles have any values for presenta-
| tion in the balance sheet. As regards ihe purpose of creditors, both
long-term and short-term, the two controversies can be solved Ey ref-
erence to two iﬁportant criteria: (1) whether or not an intangiﬁle has
any exchange values. This is important as part of a pool of resources
from which long-term éreditors may expect income to flow, and as an
indication of the amount creditors can salvage should the enterprise
liquidate. Though liquidation is not contemplated, creditors are
conscious-of the possibility and would rely on exchange values as
indicating a last source from which to salvage their investments.

(2) Whether or not there is an association between revenue and the

22 1pia., p. 39.
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expiration of the cost of an intangible. This is essential because our
thesis is tha long-term creditors look upon income as an indicator of
future debt-paying ability and the association of revenue and expiration
of the cost of an intangible is a prerequisite to considefing the amor-
tization of intangible cost as a faétor in income determination. Careful
consideratioﬁ reveals that the amortization of intangible assets has only
a distant relationship to revenues. Amortizations are frequently regard-
ed as discretionary charges. The existence of certain intangible assets
may enable an enterprise to earn a larger amount of revenue, but the
mere writing off of intangible costs in no way influences the actual
revenue earning process.23 It would be proper to write off intangible
costs, systematically over a period of time, to earned surplus, if the
whole amounis are not written off to earned surpius'at acquisition, due
to the fact that the earned surplus is not sufficient to absorb such
immediate write-off. Moreover, in most cases intangibles have no
éxchange values; their inclusion in the balance sheet is misleading.
They should be shown as deductions against shareholders' equity in the
balance sheet. Some intangibles such as a sole distributorship or a
franchise, which.are transferable, do have exchange values. In such
cases the proper measurement of the intangibles is the exchange: values,
an estimate of which is acceptable if other methods of determining the
éxchange values are not available. Should there be a decline in the
exchange values of these intangibles, the decline in value should be

written off to earned surplus.

Plant and equipment are long-lived tangible assets an enter-

prise holds for the purpose of facilitating the creation and distribution

- _
3 Admittedly this same argument could be levelled at depreciation
of other fixed assets.
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§f goods and services which give rise to their value to an enterprise.
They lose their economic service potential through physical factors
such as deterioration resulting from utilization and the action of the
elements, and by functional factors such as obsolescence and inadequacy.
Accordingly, with utilization and fhe passage of time, there is a dim-
inution in the.remaihing useful services the plant and equipment are

capable of proViding.eu This decline in useful service is depreciation.

Long-term creditors should best look upon plant and equipment

_as revenue producing capacify in current terms. The valuation of plant
and equipient is essential to proper income determination. The proper
valuation basis for plant and equipment is current replacement cost,
which emphasizes the maintenance of the enterprise's capital in real
terms. This is important to the long-term cre@itors. Unless en enter-
prise has assurance of continuity, long-term creditors cannot hope to
recoup anything from their investments. Historical cost is completely
irrelevant in this regard. The current replacement cost basis of
valuatioﬁ for plant and equipment probebly offers creditors an addi-

" tional piece of useful information about the probable amount they can
recover should the-debtor eﬁterprise fail as a going concern and go
into liquidation. .The proper balance sheet measurement of plant and
equipment is current replacement cost net of accumulated depreciation

on replacement basis.

G. K. Nelson,25 however, argues that current feplacement cost

2k Sprouse and Moonitz, op. cit., p. 32

25 G. Kenneth Nelson, "Current and Historical Costs in Financial
Statements," The Accounting Review, Vol. XL., No. 1 (January 1966),
po ll'l}o '
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offers no advantage over historical cost in measuring plant and equip- '
ﬁent. He views long-term debts as being paid from revenues generated

by plant and equipment rather than from plant and equipment themselves.
For this purpose, he contends, it does not matter how muéh it would

cost to replace the fixed assets; Qhat does matter is how much revenue
they can produce. Therefore, the best place to find out the ability to
pay off long-term debts is indicated on the income statement and the
funds statement. When the fiked assets do produce a satlisfactory income
flow after making allowances for market gains and losses, there will be

- resources available for payment of debt interest and principal, if and
only if management does not make use of them for dividends or other
purposeé. If plant and equipment are not yielding satisfactory revenues
for whatever reason, they mey be worth no more than their scrap value,
regardless of their book value or replacement value, unless they have
other ﬁses. We agree with Nelson that income is the index of the ability
to. pay off long-term debts. Thus, all costs are irrelevant. But he does
not recognize that current replacement cost is essential to'proper income
}measurement, and he completely ignores the value of the balance sheet as
a-sburce ofvusefui information abgut the ﬁroductive capacity. Therefore
current replacement cost as the basis for measuring plant and equipment

is superior to historical cost.

Buildings may be carried in the balance sheet at appraisal
exchange valueé which 1s close to current value and economic worth in
exchange. As buildings are not intended for sale, net realizable value
is inapplicable. Replaéement cost is also close to appraisal value and-

may also be used for valuing building. However, appraisal value as a
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basis for valuing building seems to be superior. The interest of the
creditors (mainly long-term creditors) in buildings lies in their revenué
power and their value in liquidation. Appraisal exchange value of build-

ings approximates their value in liquidation.

Land is best valued at its appraisal exchange value. As in
the case of buildings, creditors' interest in land lies in its earning
power and value in liquidation. Apéraisal exchange value of land is
close to its Qalue in liquidation. Net realizable value is noi relevant
for land as it is not intended for sale in the normal course of business.
-Replacement cost is inapplicable for land does not need to be replaced,
and in fact cannot be replaced. Other bases of valuation such as his-

torical cost are also irrelevant for valuing land in the balance sheet.

The liabilities of a business enterprise are "its obligations

to convéy assets or perform services, obligations resulting from past

or currenﬁ transactions and requiring settlement in the future. The
texrm ‘obligations’ connbtes a claim or series of claims against the
business enterprise, each of which has a known or reasonably determin-
able maturity date and an indepen@ent velue which is known or reasonably
measurable. Settlement of a specific obligation may involve payment in
cash, or in other assets, or the performance of services. Ultimate

settlement may be postponed by the substitution of another obligation."26

Creditors' interest in the liabilities of a business enter-
prise lies in their desire to know how well they rank as claimants to

the enterprise's assets and income, and their relative shares in the

6 Sprouse and Moonitz, op. cit., p. 37.
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total claims by creditors. Further, they want to know if any group of
creditors have prior claims over the corporate assets. The maturity
of a liability ié of interest to creditors, long-term and short-term
creditoré alike, as regards whethe; the enterprise will have cash flow

to pay off the liability when it falls due.

All liabilities regardless 6f maturity call for payment in
cash at their face amounts on.maturity dates, or in other assets having
‘the same cash eqﬁivalent. Therefore, for creditors the measurement of
liabilities is best in the cash amounts as of maturity dates. The
discount element is irrelevant, because all liabilities must eventually
be settlea in cash of the face amounts as at maturity, or in other
assets of the values of those cash amounts as at mdturity. This view
has logical and legal support. A debtor enterprise does not normally
discharge its obligations at an earlier date than their maturity by
pgyment of a smeller cash amount than that is otherwise payable at
maturity, unless the obligees have specifically agreed to accept fhe
smaller cash amount as full settlement of the enterprise's obligation.
iMany bond indenturés call for full repayment at face amounts or greater
before the méturity of the bonds should the issuer fail to observe the
terms of the indenture. Where the issuer of a series of bonds chooses

to retire them beforé maturity, very often he has to pay more than the

face value of the bonds.

Sprouse and Moonitz call for taking the interest factor into
.consideration of liabilities.2! This 1s, however, unnecessary and

unsuitable from the standpoint of creditors. We recognize that the

2T ¢t Sprouse and Moonitz, op. cit., p. 39
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debtor enterprise enjoys a real advantage by deferring the payment of
debts; the enterprise can make productive and profitable use of the
funds in the meantime. But creditors get nothing more than the casﬁ
amounts of their claims as at the maturity of the debts regardless

of changes in the market rate of interest.

- Sprouse and Moonitz' approach to the measurement of liabil-
ities calling for settlement by the delivery of goods or the performance
of services is relevant and useful to creditors. They state:

"Liabilities calling for settlement by the delivery

of goods or the performance of services ordinarily arise

from deposits or other advances by customers for goods

or services to be supplied later. Liabilities of this

type should be measured by the amount of the deposit

or advance which ordinarily is equal to the agreed upon

exchange price of those goods and services. For example,

the obligations resulting from the collection of sub-

scriptions by a magazine publishing enterprise or the

collection of an insurance company should be measured

by the amounts of advance ‘collection..."2
The agreed-upon exchange price of those goods and services is obJjective
and approaches the cash values of the goods and services at the podint
of delivery or performanée. A further point is that the enterprise may
have to refund the deposits or advances in the cash amounts if it should
be unable to deliver the goods or-to perform the services in question.
We should, however, recognize that the amounts of such liabilities bear
no relation to the current values of the goods or services in question
at the point of delivery or performance; but the delivery of goods or
the performance of services discharge the liabilities regardless of

the amoiunts at which the liabilities may be recorded in the balance

sheet.

28 1vid., p. 1.
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' Deferred taxes are becoming an important item, in terms of

their magnitude and frequency, in corporate balance sheets, and deserves
special mention. The main concern of the creditors in regard to deferred
taxes is whether or not they are liabilities. Income taxes properly
relate to the period during which £he income which gives rise to the
taxes arises. Insofar as this results in a proper measurement of
income, which serves as a measure of future debt-paying ability of an
enterprise, regarding deferred taxes as liabilities, is satisfactory

to creditors. Deferred taxes arise from the difference in timing of
the reporting‘of revenﬁe and expense for income taxes compared with
that used in the financial statements-of an enterprise. Theoretically,
over a sufficient long period of time total income is identical under
both methdds of computation. Deferred taxes maiﬂly arise from liberal
cost capital allowances in excess of depreciation charges. Conceivably,
ﬁith technological development,corporations will have more capital
intensive operations and purchase more depreciable capital assets..

The excess of cost capital allowances over depreciation changes will
keep on increasing. The enterprise may not have to pay the deferred
taxes at'all, at least not in the’relativelj near future before most
other liabilities will have matured. To present deferred taxes in the
balance sheet without further explanation does not tell the creditors

if the government will take large parts of the enterprise's present
cash or funds flows, or future income before they can hope to receive
anything for their claims. It will be helpful for creditors if future
contemplated investments in depreclable capital assets and the amounts
of deferred taxes or reductions thereof that will arise in each subse-

Quent accounting periods are stated in the balance sheet. In order not
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to complicate the balance sheet too much, such information may be

disclosed as footnotes.

The Owners' Equity in the enterprise is the amount of the

residual interest in the assets of an enterprise. The owners; equity
becomes payable to the owners only at the voliéion of the owners of

the business enterprise or on ultimate liquidation. The owners' equity
does nét constitute an obligation because, ordinérily, the business
enterprise is not Legally or equltably compelled to provide payments

or sérvices to the éwnefs. Creditors, especially long-term creditors,
have an interest.in the owners' equity insofar as the enterprise does
not distribute dividends out of capital, or otherwise render itself
insolvent, or iﬁpair the future earning capacity. . In this regard, the
déscriptive aspect of owners' equity is more important than the quan-
fitative aspect, which is of course also'important. The description
of the owners' equity should be sufficiently clear, and should indicate

if any capital might be withdrawn and if the enterprise can distribute

dividends without impairing its income-producing capacity in the future.

It has been proposedlearlier thaﬁ fevenues and expenses
arising from current operations should be the basis for income de-
termination, and thot all other items of revenues and expenses, such
as correction of prioriyears' earning, and amortization of intangibles,
should be charged to owners' equity with suitable descriptions. At
present accountants classify revenues as realized or unrealized.
However, such classification for the purpose of creditors is not
important. The proper criterion of classification and description of
owners' equity should be whether or not they are available for dividend

distribution without impairing the enterprise's solvency and earning
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capacity. We have also suggested that earned surplus should absorb
certain items of amortization and charges. Conceivably, this may
result in a negative earned surplus, and place undue restrictions on
divi@end distribution. But this is not too eritical for one would
allow dividend distributions so loﬂg as such distributions did not ren-
der the enterprise insolvent or impair its earning capacity; and this
is legally permissible because an enterprise can distribute dividends
from its most current earnings without making good past losses. This
approach to analyzing the owners' equity ih the balance sheet is
entirely satisfactory to creditors, for creditors' interest lies in
the amount of assets available for satisfying current debts and gener-
ating income for paying long-term debts. The amount of owners' equity
is not available for payment of debis or to genefate future income if

there are no assets.

Balance Sheet Classification and Presentation.

In general, the balance sheet will be more useful to its
readers if the information thérein iSLpresented in a clear and readily
understandable fashion. To this end accountants have sought to classify
the balance sheet items and to describe them suitably. The common class-
ifications for assets are: (1) current assets; and (2) long-lived or
fixed assets. The classifications for liabilities are: (1) current
liabilities; and (2) long-term liabilities. The former refer to short-
term debts; the iatter are long;term debts. Current assets.are cash
and other assets which are reasonably expected to be realized in cash

within one year or the normal operating cycle of the business if the
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latter is longerAthan the year. Current liabilities are obligations
wvhose liquidation is reasonably expected to require the use of current
assets, or the creation of other current lisbilities. The use of the
one-year rule for classifying current assets and liabilities has been
criticized as arbitrary. Even the normal operating cycle concept is
_relatively weak, for the proper normal operating cycle of many enter-
prises extend well over several years. Wineries and distilleries are

examples.

On the other hand, long-lived assets are those whose life
is relative;y long and are not for sale or conversion in the normal
course ofibusiness. Long-term liabilities are obligations whose
.liquidations fall beyond a year and outside the normal operating cycle.
While these classifications do throw somé light on the liquidity of the
assets and the maturities of liabilitieé, they suffer from the weakness
that the classifications are arbitrary. It would be preferable to

indicate the relative liquidity of assets and maturity of liabilities.

In stressing'the classifications of cufrent assets and current
1iabilities, it is implicit that creditors desire to know the relation-
ship between current éssets and current liabilities, insofar as current
assets should be the sources of short-term future cash flows, which is
indicative of short-term solvency. The conventional balance sheet does
not seem to bring out this relationship too clearly. We propose to
remedy‘this weakness by presenting the balance sheet in the following
manner.

A SUGGESTED BALANCE SHEET
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XYZ COMPANY LIMITED
BALANCE SHEET

December 31, 19X1
Assets
Current Assets

Cash in Bank and on Hand (face value)
Marketable Securities (Net Realizable Value)

Accounts receivable (face value)
Allowance for doubtful accounts

Prepaid expense (historical cost)

Inventories (current replacement cost)

Current Liabilities ‘
Accounts payable ) (Amounts payable
Notes payable ) without discounting)
Taxes payable )
Accrued Wages and Salaries

Net Current Assets

Long-lived Assets

Plant and Equipment (Current replacement
cost)

Accumulated Deprecistion

Building (Current replacement
cost or appralsal value
Accumulated Depreciation

‘Land (Current market value or
appraisal value)

Less: Long-term Liabilities
Deferred taxes
6% Recalle® Bonds due 19xx
(Call price xxx)

Net Asseté

Shareholders' Equity:
Preference Stock, 4% cumulative par value
$100, authorized xxxxxx shares,
Issued and outstanding xxxxxx shares

~ Common Stock, par value $10
Authorized xxxxxx shares, Issued and
outstanding xxxxxx shares
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Earned Surplus:

Appropriated:
Plant expansion KXXX
Unappropriated:
Accumulated income from
operations : XAXX

Unrealized holding gains’ KXXX

Sundry adjustments to
- owners' equity:

Appraisal increase XXHX
- AAXX
Less: Deferred charges XXXX '
Intangibles - XXXX AXXX XXAXX

Note on Deferred Taxes

The company's policy in respect of depreciation of investment
in plant and equipment is to make charges against income such amounts
computed on the current replacement ., cost basis. Under income tax
regulations the company is claiming maximum allowable deductions which
are greater than the provision recorded on the books of the ccmpan&,
and as a result income taxes payable for 19xx are estimated at $xxxx
whereas Xxxxx was charged to income. The difference of $xxxx is
applicablé to future when the amoﬁnté'deducﬁible for tax purposes will

be less than the depreciation recorded in the accounts.
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Comparative Balance Sheet: The presentation of the balance

sheet in a comparative form enhances its usefulness by bringing out
more clearly the nature and trends of éurrent changes in the various
items in the balance sheet. Such a presentation emphasizes the fact
that balance sheeté fér a séries of periods are far more significﬁnt
than those for a single period and that the accounts of one period are
but one instalment}pf what is essentially a continuous history. The
presentation of the balance sheet for a number of periods brings out
the trend of the changes in the various items in the balance sheet,
Thié is of obvious interest to creditors as an indication of the future
trend. Conceivably, it may indicate the likely amount of assets an
enterprise will have and the likely sources of financing at “some
point of time in the fufure. This will indicate the relative shares -’
of the creditors in the total claims against the enterprise's future

income, and assets should it go into liquidation.

Conclusion

In summary, the balance sheet contains some information use-
fui to fhe creditors, even if suéﬁ usefulness is of a limited nature.
Among éreditors, the balance sheet is more relevant to long-term
creditors to the extent that it gives some indication of the amount
of econcmic resources an enterprise possesses from which future income

will flow.

Assets are economic resources from which income flows arise.

Liabilities are claims against the assets of the enterprise. The



various bases for valuing items in the balance sheet are as follows:

Assets
Cash
Accounts Recei&able
Marketable Securities
Inventories
Plant and Equipmenf

Building
Land
Liabilities

All Liabilities

Owners' Equity

Basis of Valuation

Face Amount

Net Realizable Value

Net Realizable Value

Current Replacement Cost

Current Replacement Cost

Current Replacement Cost
(disclosure of appraisal

value and footnotes)

Appraisal Value

FacevAmounts

Residual Amount

The presentation of the balance sheet in the form suggested
best serves the need of creditors for information. Comparative balance
sheets for a number of periods will enhance the utility of the balance

sheet as a basis for Jjudging expectations of the futuie
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“CHAPTER VII

SUPPLEMENTARY INFORMATION:

Supplementary Information and Decision Making

Some information about the financial affairs of an enterprise
does not normally appear in the conventional financial statements for
two main reasons. 'Fifst, it is usually not required as part of the
conventional reporting. Second, its inclusion in the coaventional
statements may unduiy impair the simplicity and clarity of the state-
ments making them difficult to comprehend and interpret. However, such
information can articulate with the conventional financial statements
and be significant to.the reader of financial statements for decision
making. It is often desirable to present such information as a supple-

ment to the conventional statements.2

This chapter is devoted to describing such supplementery infor-
mation, to evaluating its relevance and usefulness to creditors, and to

suggesting disclosing it to creditors if it is helpful for their purpose.

1 Materials for this chapter are from personal interviews with
a number of credit managers in Vancouver. See Appendices V-XXIII.

2 500 Seah Goh, A Descriptive Study of the Notes to Finance
Statements in the Annual Reports of 75 Selected Canadian Public
Companies, 1938-1963. (Unpublished M.B.A. Dissertation, Univer-
sity of British Columbia, April 1965) and Yam Pin Tan, Supple-
mentary Date in Annual Reports of Selected Canadian Companies, 1938-63.
(Unpublished M.B.A, Dissertation, University of British Columbia,

1965).
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Analysis of Accounts Receivable

A common method of analyzing accounts receivable is the age

of the accounts receivable in a schedule as follows:

Schedule of Accounts Receivable

Customers' accounts Amounts Percent,
Current x1 Pl
30 - 60 days Xp Po
60 - 90 days x3 P3
Over 901days xh. By -
$>pcxx 100.0
Officers! ahd Employees' accounts » XXX
, ‘;;;;;‘
Less: Allowance for doubiful accounts XXX

_Pxooex

X1, XDjyeeseess X, are amounts in dollars

Py, Poyeeseees Py are percentages

The ages of the accounts receivable have several important

implications. The older the accounts are the greater is the proha-

bility that they will go bad. The agé€ structure of the accounts

receivable as & whole is indicative of the rate of cash flowing from ’

collections on accounts receivable. With the aid of the record of

past experience, it is also possible to calculate from the age struc-

ture of accounts receivable the probable amount of bad debts and hence

the net realizable value of accounts réceivable in the balance sheet.

}.
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The rate of cash flowing from collections on accounts receiv-
able is significant for forecasting future cash flow. It has been shown
that cash flow is significant to short-term credit analysis. Therefore,

aging of accounts receivable should prove helpful to short-term creditors.

The accounts receivable within each age group may also be
classified by size as follows:

Amount Percent.

-3

Accounts by size

Below $500. . 31 Py
'$500. - $2,000. X2 ’ Po
$2,500. - $5,000. x3 P3
over $5,000. - X6  Pg

%xxxxx lbO.bO

X1s Xpy X3 ececess X 8Ye amounts in dollars

Py, Pp, P3 cesesss P, are percentages.

The claésifications .-above can reveal important implications.
If the accounts rece;vable of an enterprise comprise mainly a small
numbér of large individﬁal accounts, it means that the enterprise will
suffer heavier losses if‘one of the accounts goes bad. If a large
number of small iﬁdividual accounts constitute its accounts receivable,
the enterprise Qill suffer relatively smaller losses even if & number

of accounts may go bad. Generally, the mathematical probability of
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losses will be smaller if the accounts receivable of an enterprise
comprise mainly small individual accounts, and vice versa.3 Thus, an
evaluation of the quality of accounts receivable may be made from such
classifications. As this is significant in predicting future cash flow

and short-term solvency, it is significant to short-term creditors.

" In extreme cases, a few unusually large accounts receivable
may constitute a substantial proportion of the total accounts receivable
of a firm. Here, it may be necessary to disclose the identities of such
debtors. The solvency of the firm will be seriously affected when one
of such accoﬁnts goes bad. The solvency of the firm may depend on the
solvency df its debtors. It may be necessary for the prospective
creditors of the firm‘to evaluate the quality of these unusually large

accounts, otherwise the credit analysis of the firm is incomplete.

In view.of fhé value of such a schedule to short-term creditofs,
it is suggested that short-term creditors should have available schedules
of accounts receivable classified by age and by size. A convenient means
to accomplish these objectives is to classify the accounts receivable in
a métric form as appears below. Accounts belonging to the various age
groups within the samé size classification are the row elements. The
columnar elements are accounts belonging to the various size classifi-
cations within one age group. It is obvious that the sum of all hori-

zontal elements will be equal to the sum of all the vertical elements.

3 One of the reasons for the failure of Atlantic Acceptance
Corporation in 1965 was the bad debt losses arising from
financial difficulties of a few of its large borrowers.

See Financial Post, November 30, 1965.
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The matric form has the advantage of presenting the aging schedule and

size schedule together.

Accounts by Age

_ 30.- 60 60 - 90 Over 90

Accounts by Size Current days days days
Below $500., X1 Xoy X31 ‘ X1
$500.-$2,000. Xy Xop X302 Xho

' b
$2,500.-$5,000. X13 X X X, '
ey ) 2 Ly .

| 3 33 3 :E: S3
i=1

Oover $50,000. X1 x2 3 X3 3 xh 3

n

: A
j=1

Analysis of Accounts Payable

"For reasons analogous to the analysis of accounts receivable,
analyzing accounts payable along éiﬁilar lines can be helpful to cred-
itors. Accounts payable represent future uses of cash. Scheduling of

accounts payable is in fact meking a forecast of future cash flow.

If a firm has only a few large accounts in its total accounts
payable, it means that the firm is dependent on a few creditors for
short-term financing. The firm may have to seek short-term financing

from elsewhere when one of the creditors withdraws his credit to the
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firm. It may then experience short-term solvency difficulties. If
the firm's accounts payable comprise a large number of small indi-
vidual accounts, the effect on the firm's solvency is negligible even
if severai creditors withdraw their credit. Generally, the mathemat-
ical probability of fluctuation is smaller in small accounts payable
than that in large accounts payable.h Thus, the classification of

accounts payable by size is also significant to short-term creditors.

Similafly, identification of unusually large accounts pay-
able is also significant for short-term credit analysis. For exanple,
& prospective shoit-term creditor may be more confident of his pros-
pective debtor's debt-paying ability if he knows that a leadiﬁg banker
is supplying a very substantial proportion of the firm's short-term
finances. The firm might be expected to exberience solvency diffi-
culties should the one or more of these few creditors withdraw their
existing credit. If these creditors themselves encounter financial
difficulties,Athey may be forced to withdraw their financisal suppoft

to the firm.

Schedules of accounts payable classified by age and by size
may be prepared in forms similar to those for accounts receivable.

There is a similar advantage in using the matrix form.

b R. I. Robinson says that banks experience greater degrees of
fluctuation in deposits of large accounts than that in small
accounts. See his The Management of Bank Funds, (New York:
McGraw-Hill Book Company, Inc., 1362).




-133-

‘Schedule of ‘Inventory

Inventory may comprise merchandise ready for sale, goods in
process gnd raw materials. Each of these has a different meaning to.
creditors. It is obviously much easier to convert the readily saleable
merchgndise note for cash in the market than either goods-in-process or
' faw materials. Although creditors normally expect that merchandise
will be sold in the ordinary course of business and will provide cash
in due course, (cash sales and collection on credit sales), creditofs 
can seize and sell the merchandise to satisfy their claims on a fore-
closure. Raw material may also be sold for similar rqasoné; . But
goods-in-process may be practicélly worthless. It will be of interest.
Y0 present a schedule containing such information as appears below
supplementing the single figure for inventory in the balance sheet.
Such schedules can be indicative of the rate of inventory turnover
which bears upon cash flow and short-term liquidity. These schedules

may contdin such information as appears below.
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Schedules of Merchandise, Goods=-in-Process
and Raw Materials

Opening - Additions Sold Ending
Merchandise Balance during period during period Balance
My Mol Mal Ms1 Mel
Mo Moz - Mao- ‘ Mg2 Me2
Mg . Mo3 Mg3 . Mg Me3
My, Mol Mali , - Mgl Ml
Lo 4 oy o
2 Mgy 2 Mgy ‘ Mgy = Moy
. = i=1

i=1 1=1 i=1

M = merchandise of any kind.

1, 2, 3, 4 refer to merchandise of type 1, type 2, type 3,
ete.

Mo1
" Mal

opening balance for type 1 merchandise and‘so’oq

amount in dollars of type 1 merchandise purchaséd
and so on '

Mgl = amount in dollars of type 1 merchandise sold and
s0 on

Mel

ending balance of type 1 merchandise and 'so on.

~ Similerly, schedules of goods-in-process and raw materials
can be prepared. The notations would be analogous to those in the

schedule of merchandise.

The inventories of merchandise and raw materials may also be
further classified by age for reasons as follows: (1) The value of old

inventory is doubtful. (2) The value of new inventory is close to the



3

-135-

market price. (3) Older inventories will probably continue to take
longer to convert into cash. Therefore, such classifications will be
of further assistance to short-term creditors in valuing inventories
and prediéting future cash flow, both of which bear upon the short-

term solvency.

Schedule of Land

A schedule of land may.contain such information as appears
below.

Schedule of Land o

Location: (address and general afea)

Use‘to which lend is put:

Frontagé on: ( feet)‘

Lot No. (Cadastral) size: . - saq. Tt.
Zoning: Residential ( ) Commercial ( ) Industrial ( )
Municipal services: water ( ) sewers ( )

Cost and date of purchase: |

Municipal valuations:

Last Appraisal (if any): by whom:

Other details:

Creditors' (generally long-term) interest in land arises
from (1) its revenue earning power, and (2) its value on a liqnidation..
Long-term solvency is dependent on the former. The protection for
creditors in the event of Sankruptcy rests upon'the latter. The in-

formation in the schedule is to assist creditors in evalﬁating its
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earning povwer and value in liquidation. The schedule is self-ekplanatory.~
The conclusions will follow from the information itself. For example,
if the land ié 1n.avfiourishing city,vit is expected to appreciate in
vélue and earn higher rentasl over time along with urban expansion. Thé

converse will be also true.

Schedule of Buildings?

For reaéons similar to those in the previous paragraph, the
ihteéést bf creditors in buildings is in their.earning power and value
~on liquidation. As regards the value and earning power of the.building,'
‘the significant information inéludes the following:-

- tLocation |

Year built and cost (inciuding improvements )

Municipal value

Type of construction

" Use to which building is put

" Services available‘such as elevator and heating

Mortgage commitmept

Leases

»

Fire Insurance on building -

The schedule is also self-éxplanatory and its relevanéelio
creditors»for decision making is obvious. What conclusions creditors
will draw from the schedule depends on the inform@tion itself. For
example, creditors will not lénd money on a building if its annual

rental is insufficient to cover interest charges on the loan. The

2 See Appendix VII
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‘ building provides little real profection for creditoré if ﬁhere is

no fire insurance on the building.

Schedule of Machinery and Eqpipment6

Creditors have the same interest in pachinery énd eqpipmenf
as in land and buildings for similar reasons. The 1nformati§n in a
schedule of selected (major items) machinery and. equipment is for the
« same purpose as that in the schedules of land and building. Such |

~ information is as follows:

Items of machinery or eqﬁipmenf |
Date of purchase/age |
Make
~ Model
| Cost
Outstanding lien

Approximatelimmediate sale value

The interpretation of the schedule is dependent on the inform-
ation. For example, if a machine is very old it may iﬁply that its

productive capacity is low. Probably, it will also not be of much

+ value in the market. It is possible to draw other conclusions along

similar lines.

6 See Abpendix_YIII
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Schedule of Insurance Coveragel

Insurance is & means of spreading risk. It provides profection
against losses in the event of the occurrence of certain continéencies.
A firm purchases insurance to reduce the risk it has to beér. As the
fortune of a firm indirectly affects the position of its creditors, the
insurance coverage for a firm indirectly reduces the risk its creditofs
have to bear. Large losses arising from such contingenciés as fire and
flood can severely impair the firm's deﬁ£-paying ability. Assets

"(especially long-lived #ssets) represent future earning power.and'bro-
Yide some protection for creditors in ﬁhe event of lignida%ion. Both
considerations become irrelevant when fire deétroys the assets in

question. Thus, insurance coverage}is of concern to creditors (mainly

long-term creditors).

A schedule of insurance coverage may include informéfion as
follows:
' Neme of insurance company
Nature of cﬁverage
Amount of insurance
Rate per thousand per temm
Book value of assets insured
Expiry date of policy" o

Beneficiaries.

What conclusions creditors can draw from the schedule are

dependent upon the nature of the information. For example, if the

T see Appendix IX:
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amount of insurance is not sufficient to cover the replacement cost of -
the productive assets such as buildings, the firm may not be able to
replace its productive capacity in the eventuality that these assets

are lost.

Executory Contracts

Executory contracts usually impose financial obligations
upon & firm as a party to such contracts. A future sale contract shows
the potential revenue infiow in connection with the contract at some
future point in time. The amount of future cash disburseméhts in con-
nection with a purchase agreement is eVident in a fut;re ﬁurchase con-

tract. Such information is relevant to forecasting cash flow and

short-term solvency.

Restrictive Covenants, Mortgages, Etc.:

Information about restrictive covenants, mortgages, etc. is
particularly important to prospective creditors (mainly long-term
creditors). Generally, creditors will not lend money to a& firm which .

is prevented from borrowing by‘its previous debt contracts.

Infc&mation about restrictive covenant and mortgagesﬁcan
also be helpful to ekisting_creditors in their credit supervisioﬁ:
-In conjunétion with the usﬁal financial statements, it enables the
creditors to seeiif the terms of their loan agreements are in fact

being obéerved.'
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Supplementary information has relevance to different types
of creditors'depeﬁding on what the information helﬁs to show. Sup-
plementary information indicative of.future cash flow from éssets is
helpful in evaluating short-term solvéncy. Supplementary information
indicative of earning power of assets and value in liquidation is more
relevant to long-term solvency.' Short-term creditors do participate in
assets on a liquidation, but this is normally of less significance

because most long-term debts place a lien on the long-lived assets.

The types of schedules relevant to the various kinds of

.creditors are summarized below:

i

Creditors
Types of having an
Schedules Indications Interest
Accounts receivable 1) Cash flow Short-term
2) Reliance to be placed on -
values in balance sheet
Accounts payable Cash flow Shorﬁfterm
Inventories | 1) Cash flow Short-term
. 2) Reliance to be placed on
the value in the balance
sheet
Buildings lg Earning power Long-term
. ' 2) Value in liquidation (mainly)
Machinery and 1) Earaning power Long-term
Equipment - 2) Value in liquidation (mainly)
Insurance coverage Protection of productive Long-term
capacity and valiue in (mainly)
liquidation
Executory Contracts Cash flow Short-term
Restrictive covenants, Restrictions on management Long-term
mortgages, etc. ;actions Short-term
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Other Supplementary Information

Other information such gs.the trend of the economy, the pros-
pects of the industry, the history, and managerial plans of the firm,
are also relevant to an evaluation of the long-term debt-paying ability
of a firm. Prospective and existing long-term creditorslneed to have
such information to forecast the long-range prospects. In practice,

such information is furnished, along with financial statements, to the

prospective 1oné-term creditors.

However, these are future expectations. Inasmuch as they are
sub jective, they have'negligible relevance to financial statemeats
which report upon the past. The purpose of this study is to evaluate
the financial statements based on the present as regards their rele-
vance to credit analysis. While the information about the economy,
the industry, etc; is significant to credit analysis, it falls;outside
the scopeidf the present study. It may, however, be furnished inde-

- pendently to the creditors as they may request.

There is a possible criticism that the prospective debtors
may be relﬁctadt to disclose much of the information suggested above
because such information is of Valpe to the competitors."Hovever,
this is not too serious for such information will only be disclbsed
to creditors. Besides, crediﬁors will request such- information iﬁ
any case. The disclosure of such information will only eipedite their
credit analysis. As has been shown earlier, the minimum vaste of time
in making credit appraisals will benefit both the prospective debtqrs
and creditors. This 1s even more important for the debtors for credit

available timely may be" critical to the survival of the debtors.
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In summary, supplementary information thxowé additibnai
light on the ususl financial'stétements. It can help the reader to
better'undefstand these statements and to make use of them more
advantageouély. ‘The various schedules in this chapter contaiﬁ
information specially relevant to credit analysis. Therefore, such
information should accompany the usual financial statements submitted

to creditors.
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CHAPTER VIII

SUMMARY AND CONCLUSION

. Summary

Credit is a medium of exchange. Its main economic function
is to facilitate the production and distribution of goods and services.
_Thus, credit can have a direct impact on the level of employment,

income and prosperity of the economy.

Making.credit-available Yo a profitable enterprise fo
facilitate its operations'yill benefit the enterprise itself, the
creditor and‘society as a'whole. Giving credit to an unprofitable
enterprise is misallocating scarce resources and is a loss t§ society.

It can'gdversely.affect the interest of the creditors themselves.

Thus, the credit grantor must evaluate the probable debt-
paying ability of the debtor before he decides whether or not to
grant credit. He needs as much.relevant information as is possible
4o help him in meking such credit appraisals. The usual factqrs in
credit appraisals include character, capacity and capital. Characte:
is a less objective and important factor than capacity and capi%él in

giving credit to a corporate enterprise.

Financial statements are important sources of information ‘
‘for appraising capacity and capifal. The usual financial statements

are the balance sheet and income statement. The cash-flow statement
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and funds-flow statements are two additional sources of such informa- -

tion.

However, these statements ehch contains different types of
information relevant to credit analysis. The type of information
largely determines what purpose the statement will serve. Thus,

different types of financial statements will serve different purposes.

Different types of creditors als§ have different interests
in a business.l Short-term créditbrs are concerned with short-term
solvency and present security. Long-term creditors are more inter-
" ested in earning power. Therefore, their principal iﬁterest lies in

different financial statements.?

There are several interpretations of cash flow. The possible
interpretationé include (1) funds from operations, (2) cash from opera-
tioné, (3) historical changes in the cash account, and (L) caéh budget.
The cash;flow statement can be prepared in‘various ways according to-
the interpretation used. A suggestion is made in this study to addpt‘
the interpretation of "cash flow as historical changes in the cash
account". A model of cash-flow statement incorporating this interpre-
tation is proposed in Chapter IV. Emphasis of this modei is on the
distinction between normal cash flow and non-recurring cash flow.

As normal cash flow has greater probability of continuing in normal

circumstances, information about normal sources and uses of cash is

1 see Chapter II

2 See Chapter II
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more reliable and useful for making short-term forecast of cash flow.
Future cash flow is indicative of short-term sblvéncy. But short-term
foreéast of cash flOW>bécomes less,feliable as the period of forecast:
lengthens. Therefore the cash-flow statement is mainly of interest to
short-term creditors. The interest of long-term creditors in the cash
flow arises from the fact that‘long-term solvency becomes 1rrelevant-

if an enterprise is currently insolvent.

The term "funds" also ha; several interpretations such as
literal cash, monetary aésets, net monetary assets, current assets,
working capital and all resources or total purchasingfpowé;. "Funds
as all resources or total purchasing power" is suggested as the most
satisfactory for the purpoée of short-term creditors. A model funds-
flow statement incorporating "funds as all resources" is also proposed.
The model funds flow statement focuses on several features. Firstly,
inflows and outflows of funds are in gross amounts. For examb;e, a
£irm borrows $10,000 from banks and pays off $5,000 during the same
period. The $10,000 in bank loans will appear in the funds-flow
statement as a source of funds flowing into the firm. The $5,000 re-
payment of bank loans will appear és a use of funds éuring the period.
Only $5,000 in bank loans would appear in the conventional working
capital statement. But showing inflows and outflows of funds‘in gross
smounts is more significant to short-term creditors. Secondlj,.;he
statement of funds as all resources also explains changes in the
working capital items in the balance sheet. As different working
assets (;urrent‘assets) have different degrees of liquidity, changes

in the working capital items have a directAbearing upon short-term



-146-

solvency. Thus, the statement of "funds as all resources" gives a
more complete picture of the changes that have taken place. 'Thirdly, :
there is also a distinction between normal funds flows and non-

recurrent funds flow. This distinction has the same advantage as in

the preceding paragraph.

The funds-flow statement is also of primary interest to short-

term creditors for reasons similar to those for the cash-flow statement.

Income is an index of 'future earning potential. As a profit-
- able enterprise is also solvent in the lbng run, but need not be solvent
in the short run, income measurement is more relevant to long-term

creditors than to short-term creditors.

In order that an enterprise may remain in existence to realize
future earnings, its capital (productive capacity) must remaih intact.:
“Therefo:e the current replacement cost and variants thereof have been

proposéd fdr balance sheet valuation for income measurement .3

As regards what reveﬂues, expenses, gains and losses enter
into income determihation,-the current operating concept of income is
suggested as appropriate for the purpose of creditors. This cpncept :

- of income’ takes into account only those revenues, expenseé, géins and
losses relating to the normal operatibns of the current peripd.)zThere
is greater likelihood that income from recurring sources in the normal
opgrations will continue in the future. An incomé statemeht including -

only current operating items is more reliable for predictive purposeé.

3 See Chapter V}
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A médei income statement based on the current operating
concept of income is suggested. Several interpretations of "income"
with differént implications are available in the mbdel'income statement.
As reg&rds the payment of periodic interest, enterprise net income is
-most important to long-term creditors.‘ income to éhareholders is also
of intereét to long~term creditors to the extent that dividend distri-
~ butions, which are based on income to shareholders, must not.impair the

capital of the enterprise and its long-run earning potential.

.The conventional interpretation of the balance sheet as
reflecting the financial.position at a.point of timglis é}ronéous.
The balance sheet should be interpreted as a statement listiné the'
forms in which assets are held; These assets are to be regarded as
a pool of resources for producing future income. Thus, it is of
interest to long~-term creditors primarily. To the extent that curfen£
'assets'and current liabilities in the balahce éheet are sources and
uses of;cash in the. period following immediate the baiancelshéet date,

the balance sheet is also of interest to short-term éreditors.

For convenience, the proposed models of the cash-flow state-
ment, funds-flow statement,‘income statement and balance sheet are
presented in Appendices I, II, III and IV.

ook

Conclusion

The purpose of this study has been to describe the accounting'
information which is made available to the credit grantor, to evaluate

its usefulness, and to suggest such modifications as appear to be
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desirable. As hés been shown in the preceding chapters, the various
types of‘accounting‘informatibn has been examined in some detail as
regards their usefulness to creditors. Various modifications to the
usuallfiﬁancial statements have been introduced as seem desirable.
Models of the financial statements (that is, the cash-flow statement,
fundsAflow statemeﬁt, balance sheet ahd income statement) incorporating
such modifications have alsb been proposed. It seems, therefore, the

purpose of this study has been achieved.

It is»recognized, however, that a complete predit analysis
must also take into account future expectations. The grediéors are
primarily concerned with what will happen in the future. The formu-
lation of future expectations will involve the following: (1) forecast
- of the prospects in the eéonomy, (2) forecast of the prospect in the |
industry, and (3) forecast of the prospects of the firm. The forecast
of the firm's future prospects include managerial intention an&Apians
and managémeﬁt's expectations. However, these problems are beydnd the

scope of this study.

It should also be recognized that all the information in the
various financial statements referé to events in the past. and present..
The creditors' primary interest is with respect to the future. AThus,
it may be argﬁed that the historical statements really do not serve
any purpose for the;creditors. However, to the extent that the pasf
is indicative of the future, information about the past is relevanf
in making fufufé‘expectations. The various modifications in this
study make available in the various financial statements more informe

ation useful to creditors for making credit appraisals. Emphasis is
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on what is specially suitable for the purpose of creditors.  Thus there.
is improvement in the utilit& of the‘various financial statemenfs. |
Therefore, this study is a contribution toward making credit analyéis‘
more reliable, to improving the quality of gredit decisions,.and to

making the task of credit analysis easier.
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APPENDIX I.

An Illustrative Statement of Cash Flow

A.

B.

D.'

XYZ Company Limited
Statement of Cash Flow

For PerioQeceecceseccsscessass

Normel Sources of Cash Receipt

Cash Sales (Goods and Services)
Collections on Accounts Receivable
Regular Bank Loans

Othexr Items

Normal Cash Disbursements

Wages and Selaries

Cash Purchases

Payments on accounts payable
Payment of Dividends
Regular Bank Loan Repayments
Taxes

Other Items

‘Net Normal Cash Surplus (Deficit)

-Non-recurring Cash Receipts

Sale of Investments
Issuance of Stock
Cash from Long-Term Loans
Gifts, etc. (of cash)
Non-recurring Cash Disbursements
Purchase of Fixed Assets
Retirement - of Long-Term Debts
Other Items
Net. Non-recurring Cash Surplus (Deficit)
Net Change in Cash (C + F)
Add Opening Balance

Final Cash Balance

$axoox
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APPENDIX II.

An Illustfative Statement of Funds Flow

XYZ Company Limited

Statement of Funds Flow
For Periodescescecescceccnseses

Normal Sources (other than cash change)

Operating at a profit

Adjustment for depreciation

Regular bank loans

Purchase of merchandise on credit
Realization from accounts receivable

Normal Uses (other than cash change)

Peayment of dividends

Regular bank loan repayments

Payments to trade creditors on
merchandise purchased

Increase in inventory .

Increase in prepald expenses

Accounts receivable arising during period

Cash (increase) decrease

Normal sources $xxxxxX

Normal uses . xxxxxx ($xocxxxx)

Non-recurring sources $XXXXXX

Non-recurring uses xxxxxx ($ xxxx)

Non-recurring sources
Issue of capital stock

Issue of long-term bonds
Sales of land

o . Non-recurring uses . (

Construction of plant

Toﬁal

Source Application

$rxxxX
XXXXX
XXXXX
HAKKXX
oo

$ xoxxxx

XXXXX

- XXXXXX

XAXXX

XKAX
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APPENDIX III.

An Illustrative Income Statement

XYZ Company Limited
Income Statement
For Period Ended..veceeeecses
Sales (less returns and allowances)

Less Cost of goods sold

Gross Margin

Deduct:
Salesmen's Salaries : $xaxxx
Sales discounts XXXX

Various other sales expenses XXX ¥

Net Income from Sales
Add other income:

Interest income $ xxxx

Investment income from subsidiaries XXXX

Total income after sales expenses
Deduct:

General and administrative expenses (excluslve
of depreciation, interest and taxes)

Enterprise income before depreciatlon, interest
and taxes .

Depreciation
Enterprise net income
Deduct:

Interest on long-ternm debts.
Enterprise net income before taxes
Income taxes

Net income to shareholders
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APPENDIX IV

An Illustrative Balance Sheet

XYZ Company Limited
Balance Sheet
December 31, 19X1

Assets
Current Assets

Cash in Bank and on Hand (face value)
Marketable Securities (Net Realizable Value)

Accounts receivable (face value) $xxxx
Allowance for doubtful accounts XXX

Prepaid expense (historical cost)

Inventories (current replacement cost)

Current Liabilities
Accounts payable ) (amounts payable
Notes payable ) without discounting)
Taxes payable )
Accrued Wages and Salaries

Net Current Assets

Long-Lived Assets:
Plant and Equipment (Current replacement cost) XXX

Accunulated Depreciation XXX

Building (Current replacement cost
or appraisal value AXXX
Accumulated Depreciation . ploe'd

Land (Current market value or
appraisal value)

Less: Long-term Liabilities:
Deferred taxes
6% Recallable Bonds due 19XX
(Call price pxx) -

Net Assets

Shareholders' Equity:
Preference Stock, L% cumulative par value
100, authorized xxxxxx shares,
Issued and outstanding xxxxxx shares

Common Stock, par value $10
Authorized xxxxxx shares, Issued and
outstanding xxxxxx shares
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Earned surplus:

Appropriated:
Plant expansion $ xxxx
Unappropriated:
Accumulated income from operations XXX
Unrealized holding gains ‘ XX

Sundry adjustments to owners' equity:

Appraisal increase o $ xoxx
$ xxxx
Less: Deferred charges $ xxxx -
Intangibles AXXX XXX $ooex

Note on Deferred Taxes

The company's policy in respect of depreciation of investment
in plant and equipﬁent is to make charges against income, such émounts
computed on the current replacement cost basis. Under income tax
- regulations the company is claiming maximum allowable deductioné which
are greater than the provision recorded on the books of the company,A |
and as a result income taxes payable for 19xx are estimated at $xxxx,
whereas $xxxx was charged to incgme. The difference of $xxxx is
applicable to future when the amounts deductible for tax purposes will

be less than the depreciation recorded in the accounts.
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SUPFLEMENTARY INFORMATION

Three credit institutions in Vancouver supplied information
on the financialAdata and supplementary information they require in
‘granting credit. Two of the institutions prefer to remain anonymous.

But some specimén materials used by them are reproduqed'herewith.'
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J'o: ROYNAT LTD. e s I‘3_hReference Nos.
; ' FRPRUOUNIES O VU UV S S § 5 76 ¢ DR
ENQUIRY FOR TERM FINANCING 19 RN.

y 5

Name of Company

—__ Phone No.___

Add ress

(ST Y PSRN AR RS BRIt RSO

Bt g

Incorpormed under The Compames Act of:

Provr nce

B TYPE OF BUSINE SE: OPERAT!ON'-,
Date of commencement::

Descnpuon of products or services:

o PR

Franchise or patent rightsif any:

Class of customer served:

- Area supplied:

& LIST OF DIRECTORS cqurTY

NAME HELD

%

OCCUPATION HOME ADDRESS

%

Yo

%

%

@ LIST OF OFFICERS AND KEY STAFF .quiry

YEARS WITH

NAME HELD AGE TITLE COMPANY EDUCATIONAL QUALIFICATIONS
%o '
Yo
'..jv-
T I f L (RN /

’

.[J Leased

1 Owned;

& OUT! lNE OF PROPOSED PROJECT EST]MA[’ED COSTS AND ANTICIPATED BENEFITS:

pys
. N ot W2
N ¥
~ Y v
- - ' - Il v ~
' i~ i ; o
. i
. B ot
s . o [l
H 'l ',
o t 1 I
» ! i
-~ ke 371 N LN S ¢ t o
- - -

(H space, lnsufﬁc:ent conhnuo m sechon 12 on revorse)

S g s

Acqunsrtlon of land ST

- New buildings or, addxtxons
' N‘achmery & equxpment

| Vehicles: &2 iz
Working capxtal 8G.T
Other (Specify)

RoyNat Ltd for a term of

8l PROPOSED SOURCES OF NEW FINANCING

(omit cents)

years.: .. 7T.. $

Investment b/ shareholders and others PO S
From” working capital." v N
Other (Specrfy) T

1 - R T tH i
AV LAer s ruiin

frayrerras




APPENDIX V - Continued . . . teart

B COMPANY'S OPERATING RESULTS FOR LAST FIVE. YEARS Gomitcents)

[

.......... GROSS SALES OR - 7 INTEREST.ON ... .PROVISION FOR. ... PROVISION FOR. .NET PROFIT '
PERIOD COVERED GROSS INCOME  * MONEY BORROWED DEPRECIATION INCOME TAXES AFTER TAXES

: mOS._lended . P 19 . $ e - -$- Voo e $ .............. $ ..... $ -~ ——

-~ mos. ended . . - 19 . S mem sy gmitrs e By et e e -—— -
mos. ended oo 19 = ‘ . i st R o
mos. ended" 19 _ - -"""" S e SRR UL L G S o S LA s

" _mos. ended . . 19 ....... T N : I PRI TR iy ——

O { . .o
(@ LINES OF CREDIT e DT T T T

This Company has had the following lines of credit with its Bankers over the last f've years by way of Ioans or overdraft
and has used its credit-to the extent indicated below:- - - S -

: - - -~ =~ AMOUNT OF CREDIT USED - "™ B e T e
YEAR BANK LINE Or CREDIT MAXIMUM MINIMUM SECURITY NOW HELD BY BANK

- "[] Assignment of Accounts Receiva'bl?"
‘'[1 'Section 86 or 88 of the Bank Act T
O Personal Guarantees T
" O Life Insurance

" O WNegotiable Securities

€A |69 &3] R
€969 69| 69| 9
| 03RRI D

Company’s Bankers (bank and branch)__
Company’s Auditors (name and address):
Company’s Solicitors (name and address): A S RS S U R S

“Company’s Insurance Agent (name and address): oo T o T
Company’s or principals’ Trust Company, if any:
__ Company’s Notary (in Quebec only):

RoyNat Ltd. term financing facilities \;v—ere first 'bro'ught to-odr: attentiort__e;:"

@ ADDITIONAL OR SUPPLEMENTARY DATA - - = e s o e o o o oo e o

We attach a copy of this Company’s latest audlted annual Fmanmal Statements and two sets of photographs of bualdmgs
owned by the Company.

In order to supplement the information contamed herem we authonze you to discuss thls enqulry and the affalrs of our
Company with such banks, firms and persons indicated in section 11 above as you may consider it necessary or desir-
able to approach and we authonze each of them to give to you such information as you may request. ... . e

The undersigned hereby enquires as.to whether, on the basis of the information given herein and in our Fmanmal State-
ments attached, term financing from RoyNat Ltd. in the amount lndAlcated herein will be made available.

R e e e e P TS, R - - - e PRS-

(NAME OF COMPANY)

° ) ! ] ) -
PER e

e ‘ (AUTHORIZED SIGNING OFFICER)
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APPENDIX VI . RN 30

Reference No.

RN

To: ROYNAT Lro. DATE 19

APPLICATION FOR TERM FlNANClNG

The undersigned

(NAME OF APPLICANT COMPANY)

(hereinafter called the “Applicant’”) with head office at

(STREET ADDRESS)

Phone No

(TownN OR CITY)

having filed an “Enquiry for Term Financing” dated i : 19

at the branch of.

(NAME OF BRANCH) - o : (NAME OF BANK OR TRUST COMPANY) -

hereby applies to RoyNat Ltd. for term financing in the

amount of $ for a period of

and for this purpose affirms to RoyNat Ltd.:

"1. That the statements and representations in the documents submitted herewith are
true and correct, to the best of the knowledge and belief of the undersigned.
(Please attach a list of the documents submitted.)

2. That the Applicant has not borrowed any money other than in the ordinary course of
business since 19 the date of the latest audited annual
- financial statements filed with this Application, and that there has been no material
change in its financial position or operations since that date, except as noted below.

3. That the Applicant is not engaged in any litigation before any court; administrative
board or other tribunal, and that no unsatisfied claim has been made against the
Applicant which is not reflected in its latest audited annual financial statements filed
herewith, except as noted below. S

NAME OF APPLICANT COMPANY

PER

AUTHORIZED SIGNING OFFICER—TITLE

- SEE REVERSE



' APFENDIX VI - Continued

The following should be submitted by the Applicant Company with this Application:

1.

10.

11.

Description of the project for which the new financing is required, including the estimated cost of the -
principal components and tho estimated maximum cost of the entire project, and stating, to the best -
of the knowledge and belief of the Applicant, that the proposed fmancmg will be fully adequate to
complete the project. -

Copies of any reports prepared by architects, contractors, consuiting engineeré, management consulting
firms or other consultants, relating to the project for which the new financing is required. :

A condensed cash budget for the term of the proposed financing, démdnstrating ability to repay.

- A statement, signed by the Applicant, (a) givirig the name, title and age of tHe key individual responsible

for the successful management of the Applicant’s business, (b) stating the terms of such key individual’s
employment agreement, (c) indicating whether there is presently in the Applicant’s employ a capable
replacement and giving his name, age, relatlonshlp (if any) to the owners and general and technical
qualifications.

Audited annual financial statements for the past five years, or for the number of years the Company
has been in existence |f fewer than five years.

Photostatic copies or certified true copies of income tax assessment notices receivéd in respect of the
periods covered by the audited annual financial statements submitted herewith.

A schedule of land and buildings, prepared on Form RN 30A.

A schedule of machinery, equipment and fixtures prepared on Form RN 30B.

. A schedule of insurance coverage, prepared on Form RN 30C.

Photostatic copies or certified true copies of the latest mumclpal tax assessments on land and butldmgs
and any other assets subject to municipal tax

List of all registered employee unions or associations.



NAME:
ADDRESS:

TYPE OF

LAND:

APPENDIX VII

ROYNAT Lo.

'SCHEDULE OF LAND & BUILDINGS

(USE ONE FORM FOR EACH LOCATION)

DATE:

BUSINESS:

LocATION (ADDRESS AND GENERAL AREA)

USE TO WHICH LAND IS PUT:

FRONTAGE ON: (- ET.) A
LOT No. (CADASTRAL) SIZE: sa. Fr. ( FT.
ZoNING: ResIDENTIAL () commerciaL () inousTtriaL ()
MUNICIPAL SERVICES — WATER ( ) sEwers (

LAST APPRAISAL (IF ANY); BY WHOM:

COST AND DATE OF PURCHASE:
MUNICIPAL VALUATION:

!
A

OTHER DETAILS

BUILDING: (iIF MORE THAN ONE BLDG. USE ONE SHEET FOR EACH BLDG.) -

LOCATION (ADDRESS AND GENERAL AREA)

YEAR BUILT " cosT (INCLUDING IMPROVEMENTS) §
MUNICIPAL VALUE §
DIMENSIONS OF BLDG. TOTAL FLOOR AREA
TYPE OF CONSTRUCTION —— FOUNDATION

FRAME

WALLS

TYPE OF ROOF & CONDITION
USE TO WHICH BUILDING IS PUT:

NO. OF FLOORS CLEARANCE

FLOOR CAPACITY (LIGHT OR HEAVY INDUSTRY)

FINISHED OFFICE SPACE — (GENERAL INFORMATION):

ELEVATOR

HEATING — HOT WATER HOT AIR . 'STEAM
EOILERS OR FURNACE — OIL CcoAL GAs AUTOMATIC
ELECTRICITY VOLTAGE AMPERAGE ,

FIRE PROTECTION SPRINKLERS wer () orvy ()

ILAST APPRAISAL OF BUILDING (lF' ANY); BY WHOM:

OTHER DETAILS:

BY

FLOOR AREA (AVERAGE)

NOTE: LIST OF MORTGAGES ETC., LEASES AND INSURANCE ON BACK OF PAGE

RN 30A
REV. FEB/63

MANUAL



APPENDIX VII -:Cont'd

1. DETAILS OF ANY MORTGAGES, LIENS, EASEMENTS (OR HYPOTHECS, PRIVILEGES OR SERVITUDES IN QUE.),
LEASES, RIGHTS OF REDEMPTION, OPTIONS TO PURCHASE OR OTHER RIGHTS AFFECTING THE FOLLOWING:

(1F nonE sTAaTE ‘‘NONE”’)

A. LAND

B. BLDG.

2. LEASED LAND AND/OR BUILDINGS: (u- MORE THAN ONE LEASE, LIST SEPARATELY)
A. DATé OF COMMENCEMENT OF LEASE
B. EXPIRY DATE
C. ANNUAL RENTAL

D. DETAILS OF ANY RIGHT OF RENEWAL OF LEASE OR OPTION TO PURCHASE LAND AND BUILDINGS
" UNDER LEASE. : '

3. AMOUNT OF FIRE INSURANCE ON BUILDING



NAME OF APPLICANT

'172,' APPENDIX VIII

RoYNAT Lro.

SCHEDULE OF MACHINERY, EQUIPMENT & FIXTURES As REFLECTED IN LATEST BALANCE SHEET SUBMITTED, DATED

19

(Omit cents throughout)

DATE

RN 30B

Reference Number

RN

19

APPROXIMATE . . ITEM :
DATE List gach itom, the cost of which was in oxcess MAKE
PURCHASED ot 595 of the total value of each class of assot.

MODEL

NEW
SERIAL NO. PURCHASED FROM

OR
UseD

- COST

OUTSTANDING LIENS
ENCUMBRANCES OR
RENTAL AGREEMENTS

APPROXIMATE
IMMEDIATE
SALE VALUE

{COMMENT ON CONDITION,

USABILITY

OR PLANNED DISPOSAL

Total Accumutated Depreciation

Capital Cost Allowance Claimed...................... §

N.B. ‘Attach list of items acquired after date of latest Balance Sheet, showing
details undcr‘thc same headings as above.

Totalof items listed . .. ..o e
Add: Items not listed . .. oo oot

Total Machinery, Equipment and Fixtures
per latest Balance Sheet. .. ... . .. .. o

tinsert “SOLD” opposite any items
sold after date of latest Balance Sheet



List all policies in foreo including Business Intorruption,

Public Liability, Life on lives of Officers, otc.

-L(3- APPENDIX IX~

ROYNAT Lo

RN 30C

Reference Number

NATURE OF COVERAGE

RN
SCHEDULE OF INSURANCE COVERAGE as aT 19.___ NAME OF APPLICANT
= Mou E PER LU PLACEM
- POLICY NAME OF INSURANCE COMPANY ASSEIS,;E,SRURED " OFNT ﬁfg&siﬂ:\m Bg,?'gs"s’;_TsE RECOS%EOFENT E’é‘;‘?g LOSS COMMENTS v ,
NUMBER INSURANCE PER TERM INSURED ASSETS INSURED PAYABLE TO (RESTRICTIONS, CO-INSURANCE, C.S.V. ETC.
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APPENDIX X
ROYNAT LTD. - INVESTMENT SUMMARY Form RN 55
| R (11-63)
First Investment ( ) "DATE:
Supplemental Investment ( )
1. Full Name of Company
2. Head Office Address
3. Branch Office Address(es)
L. Type of Business: Products, Services, Franchises, etc.
GUIDING INFORMATION
5. District Office Date Enquiry Received
Investment Officer Date Application Received
Correspondence: English - French Date Summary Received at
Source of Enquiry : » . Head Office
: = Reason for any apparent
delay in processing
~Applicant's Banker & Branch
Applicant'’s Trust Co. Connection . Has Applicant applied for funds
(if known) . elsewhere? If so, ex-
: . plain in Sec. 17.
Are identified photos attached? Does Applicant have an estab-
If not, explain ' lished Pension Fund?
: ' ' If so, with whom?
6. OFFICERS & DIRECTORS  Position , Other ' Years Equity
Full Names in Co. Age Occupation Salary Empl'd: %
"Amount, if'any, of existing RoyNet investment in Applicant or
. related Companies - $ (See Schedule C-1).
8. FINANCING PROGRAM

Amount Rate - % Term:  yrs. mos .
Neg. Fee $ Date(s) Funds Required:

Standby Fee Date(s) : ' '

Has Equity Proposal Been Discussed?

Recommendation re Equity:

If equity recommended, attach detailed information on Schedule A-5;
if not, explain above.
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-Appendix X - Cont'd

9. REPAYMENT SCHEDULE

INTEREST - Quarterly payments commen01ng

PRINCIPAL
quarterly payments of $ ~starting : = $
won.Final Payment Date | Balloon Paymeht
:thal:m = $

Final Payment Date

Prepayment arrangements if not standard:

10.  PURPOSE OF FINANCING SOURCE OF FINANCING
Working Capital $ " RoyNat ' $

Working Capital
New Investmeqt

Total: i ‘ ;Total: b§ |

11. SECURITY TO BE HELD BY ROYNAT: GUARANTEES & OTHER SECURITY:
(Established current market -
velues - See Schedule B-1) : Names
Land
Buildings

Machinery, Equipment .

Rolling Stock

C.S.V. Life Insurance Life Insurance (face value)
Other Other

Total: $

Indicate Schedule Attached by Number:

Schedules Al-5 - Financial Information and Reports
Schedules Bl-3 - Security Valuations and Conditions
" Schedule Cl - Current RoyNat Loan to Appllcant, Related Companles.
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TOTAL NET FIXED ASSETS

APPENDIX XI ‘
SCHEDULE A-1 RN 55
’ A-1 -
BATANCE SHEETS - APPLICANT, SUBSIDIARY, GUARANTOR COMPANIES '
(Separate Schedule for each - figures to nearest $1,000)
COMPANY : YEAR-END_
INCORPORATED OR TO BE INCORPORATED UNDER THE LAWS OF
Dates
Indicate Audited or Unaudited . .
ASSETS : Year-End Year-End Interim Proforma
CURRENT ASSETS
Cash
Accounts Receivable
Inventory
TOTAL CURRENT ASSETS
- FIXED ASSETS
Land
Building - cost ) o . . ) '
Less Depreciation ( ) ( ) ( ) ( )
Machinery & Equipment - cost
Less Depreciation ( ) ( ) ( ) ( )
Rolling Stock - cost . ,
Less Depreciation ( 2) ( ) ( ) ( )

After depreciation of

Other Assets

TOTAL

CONTINGENT LIABILITIES AND GUARANTEES OUTSTANDING :
QUALIFICATIONS IN AUDTTOR'S REPORT -(if any):

COMMENTS ON-BALANCE SHEET:
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Appendix XI - Cont'd
Schedule A-1

AUDITOR

YEAR-END

LIABILITIES & CAPITAL Year-End

Year-End

Interin

Proforma

CURRENT LIABILITIES

‘Bank Loans
Accounts Payable

1RoyNat - Current

TOTAL CURRENT LIABILITIES

. DEFERRED LIABILITIES

RoyNat ~ Int.Rate %
Int.Rate %
Int.Rate %

TOTAL DEFERRED LIABILITIES

SHAREHOLDER'S EQUITY

Loans to be postponed
Preferred

Common

Surplus - eafned
Surplus - other

TOTAL EQUITY

TOTAL
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APPENDIX XII
SCHEDULE A - 2 ‘ RN 55
—_— A-2
COMPARATIVE PROFIT AND LOSS FIGURES:
APPLICANT, SUBSIDIARY, GUARANTOR COMPANIES
: (Figures to nearest $1,000)
NAME OF COMPANY : '
Latest Interim & Gross : Depre~ Cash

Year Ends - Dates  Revenue Tax ciation Profit Flow

Earliest Year-End

Latest Year-End
Interim

FORECAST

PROJECTED FUTURE CAPITAL EXPENDITURE REQUIREMENTS (excluding current
. f1nanc1ng proposal).

Asset 1st Year 2nd Year ' 3rd Year

- PROJECTED CASH FLOW REQUIREMENTS: Year 1 Year 2 Year 3 Year &4

.RoyNat -~ Principal
RoyNat Interest

RoyNat - TOTAL

PRINCIPAL - Other debt
INTEREST - Other debt
CAPITAL EXPENDITURES
DIVIDENDS, REDEMPTIONS, etc.
" TOTAL CASH FLOW REQUIRED

(before tax reduction
due to interest expenses)

COMMENTS: (Profit & Loss, Capital Expenditures, Debt-servicing Ability)
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Interest Dividends Capital = Shares & Shareholder Vorking
Expenditure Surplus Loans Capital
Lth Year - 5th Year

Year 5 Year 6 . Year T Year 8 Year 9 Year 10
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. APPENDIX XIII

¢

RN 55
SCHEDULE A-3 A-3
“PERSONAL STATEMENTS OF GUARANTORS
(figures to nearest $1,000)
3

Neme of Applicant Company:
Name of Guarantor:
Address: .
Date of Statement Held?,:
Source of Statement:

ASSETS LIABILITIES & NET WORTH

I

LIQUID ASSETS Co CURRENT LIABILITIES
Cash ‘ 5 ' Bank Loan
Receivables o Payables
Marketable Securities‘

TOTAL ' $ TOTAL $

OTHER ASSETS ~ OTHER LIABILITIES
Investment in Applicant
Company . '
Net Worth
TOTAL s $ | TOTAL , $

Net Worth Outside Applicant Company $
Life Insurance Carried: $

Contingent Liabilities and Assets Pledged:

COMMENTS: (Investment Officer's Assessment)



~-181-

Appendix XIII - Cont'd
Schedule A-3

Name of Applicant Company:
Name of Guarantor:
Address: .
Date of Statement Held:
Source of Statement:

ASSETS : © LIABILITIES & NET WORTH
LIQUID ASSETS ) ' ‘ CURRENT LIABILITIES
Cash ' ' Bank Loan
Receivables Payables

Marketable Securities

TOTAL _ $ * TOTAL -
OTHER ASSETS OTHER LIABILITIES
Investment in Applicant -
Company ‘
TOTAL $ | TOTAL $

Net Worth Outside Applicant Company: $
Life Insurance Carried: $

Contingent Liabilities and Assets Pledged:

COMMENTS: (Investment Officer's Assessment)
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APFENDIX XIV

SCHEDULE A-4

REPORTS ON APPLICANT COMPANY AND GUARANTORS

SHAREHOLDER BANK or TRUST COMPANY:

Manager:
Comnments :
SUPERVISOR:
Comments :

OTHER BANK REPORTS - APPLICANT & GUARANTORS :

EXISTING BANK LINE OF CREDIT: $

Security Pledged:

DUN & BRADSTREET and/or MERCANTILE AGENCY :

(Payment record, Fires,'Financial Difficulties, Reputatibn, ete.

OTHER SOURCES:

-PROFESSIONAL ADVISORS to APPLICANT and REPUTATION THEREOF
AUDITOR:

Comments:

~ SOLICITOR:

Comments:

NOTARY :

Comments:

CCONSULTANT :

Commentsil

If a Feasibility Report has been prepared for Appllcant's account,
attach one copy.

Explain why the Report was prepared and comment on the person or firm
who prepared it:



-183-;

APPENDIX XV (
RN 55
SCHEDULE B-1 B-1
FIXED ASSET SECURITY AND VALUATIONS THEREOF - Date of Figures

APPLICANT, SUBSIDIARY, GUARANTOR COMPANIES
(Separate sheet for each,
figures to nearest $1, OOO)

LAND & BUILDINGS NAME OF COMPANY:

4 Book Value or
LOCATION B DESCRIPTION Projected Cost

TOTALS

If buildings ere located on leased land, forward copies of all leases to
Head Office with the Summary. If leases are not available, include a
~detailed description of the terns of all leases.

MACHINERY, EQUIPMENT, ROLLING STOCK, OTHER FIXED ASSETS

LOCATION . DESCRIPTION Cost  Depreciation

TOTALS

COMMENTS =~ Appraisers:
(Reputation, Date, Purpose of Appraisal)

COMMENTS :
(Charges Prior to RoyNat: Repayment terms, held by whom,
interest rates, reason for not refinancing through RoyNat) .

Would the proposed security be eligible under Section 63-1(H)
of the Canadian and British Insurance Companies Act?

COMMENTS : :
(Security valuations, Terms of leases, etc.)
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Established Current Esteblished Forced Municipal Name of C.M.V. Charges pricr™
Market Value Sale Value Valuation Appraiser to RoyNat

~

Book Value or Established Current Established Forced Name of CMV Chargees prior
Projected Cost  Market Value Sale Value Appraiser to RoyNat
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APPENDIX XVI

'SCHEDULE B-2 - RN 55
E B-2

VALUATION OF SECURITY OTHER THAN FIXED ASSETS -~
APPLICANT, SUBSIDIARY, GUARAWTOR COMPANIES
i (Figures to nearest $1,000)

NAME OF APPLICANT COMPANY:

GUARANTEES TO BE PROVIDED
(if statements are not attached in
Schedules A, explaln below)

Relationship to Amount and type
NAMuS Applicant Company of Guarantee

LIFE INSURANCE

o ’ . Relationship to  Amount of
ON LIFE OF Applicant Company Insurance

" INSURANCE TO BE LODGED OR EVIDENCE TO BE OBTAINED THEREOF
(check below with an X if considered necessary).

NORMALLY LODGED

FIRE: Extended coverages on bUIldlngS machinery, equipment
BOILER: Direct damage :

BUSINESS JINTERRUFTION:

AUTOMOBILE: Public Liabilitles, Public Damages, Collision,

Fire, Theft
MARINE:
THEFT: Machinery, Equipment
OTHER:

OTHER SECURITY TO BE PROVIDED - .
Assigmment of Tenant's Leases, Contracts, etc.

COMMENTS :
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Established Worth Outside

Applicant Company Assets Pledged in Support of Guarantee
Type of Policy Present C.S.V,
Term or Otherwise (if any) Owner of Policy

NORMALLY EVIDENCE OBTAINED THEREOF

PUBLIC LIABILITY, PROPERTY DAMAGE: - Operations
PRODUCTS LIABILITY:

TENANT 'S LEGAL LIABILITY :
EMPLOYEE'S FIDELITY BOND_:
PROTECTION & INDEMNITY: Vessels
OTHER:
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APPENDIX XVII

RN 55
SCHEDULE B-3 B-3 .
CONDITIONS OF FINANCING - APPLICANT
NAME OF COMPANY
1. UNDERLYING CONDITIONS
(a) Financial Statements to be provided
as follows by Applicant, Subsidiaries,
Guarantors, etc. :
' Annvel s Senmi-
Audited -~ Annual Other -
Name of Companies or Individuals -Date __ -Date Dates

(b) Capital Expenditures to be :
limited to § per annum without our
prior consent.,

(¢) Limits re Dividends and Re- Preferred Redemp-
demptions: Common Dividends $ Dividends tion of
: Pre-
ferred

(d) Limits re Salary and Bonuses
Payable to Shareholders:
Names : : $

(e) Postponement of Outside
Obligations:

(f) Limits re Interest on
Qutside Obligations:

(g) Working Capital to be Main-
tained at a Minimum of $ ' or Ratio of

(h) No Loans, Investments,
‘Guarantees

()

2. CONTINGENT COMDITIONS: (infusion of additional capital, bank lines
: of credit, management contrects, land leases,
postponements, sale of assets, satisfactory
plans, specifications, tenders, performance
bonds, statements before disbursement,
licenses, etec.)
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APPENDIX XVIIT

RW 55
SCHEDULE A-5 A-5
INFORMATION REQUIRED WHEN EQUITY PARTICIPATION RECOMMENDED
NAME OF COMPANY
: SHARE CAPITAL
Authorized Book Quoted

Cless No. Amount No. Amount Value Market Price

Comments :

1. Have the shares of the Company been sold publicly?
~ Are shares quoted on an exchange?
Traded over-the-counter?
(attach copy of prospectus where applicable)

2. Attach copies of Letters Patent and Supplementary Letters Patent
or Memorandum of Association and Amendments thereto.

3. Have the principals discussed the possibility of selling securities.
publicly some time in the future? (Elaborate)

4. Particulars of Major Share Sales During Last Two Years -
Public or Private.

Class Date No. of Shares Price or Consideration

6. Dividend Policy (last 5 years if poss1ble)

Dividend/

Preferred Year Share Arrears Comments

7. Are there shares reserved to satisfy options or conversion privileges?
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INCORPORATED OR TO BE INCORPORATED UNDER THE LAWS OF

SHARE OWNERSHIP

% voting held 9% non-voting held Loans to
Names Class: Class: 'Class: Class: Company

5. Details on recent offers or anticipated offers to purchase
the Company:

Dividend/
Common Year Share Comments on Policy

(State particulars, individuals, prices, terms, etc.
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LT APPENDIX XIX
A

' : 6-65 RN. 141
COMPANY YEAR END - ROYNAT LTD. ~ DISTRICT OFFICE

INVESTMENT REVIEW

For ' months ended | o 19

NAME :
BUSINESS: -
AUTHORIZED - Bonds: DISB: /S
Inc. Bonds: ' ' ’
Pfd. Shares:
ARREARS:
REPAYMENT TERMS: § |  per vear
. PROFIT AND LOSS: (000) A
. © Gross  Gross Net Profit Cash
Period . Saleé Profit % Dep'n After Tax Flow
mos;to 19
mos. to .19
mos.to 19
mos.to 19
mos.to 19
BALANCE SHEET: (000) ‘ .19 19 19
Current Assets
Current Liabkilities
Working Capital & Ratio
Bank Borrowings
Other Long Term Debt
Equity & Shareholders Loans
Net Fixed Assets
UNDERLYING CONDITIONS: " ACTUAL o LIMIT

Working Capital
Capital Expenditures
Dividends

Salaries

Loans Postponed
Other Debt

Cther (Specify)

EQUITY: Check if RoyNat holds: ( ) Optibn, ( ) Convertikle Pfd., ( ) Common
Date of Exercise or Conversion:

CAPITALIZATION: (No. of issued shares) Present At Authorization
Preferred: :
Common s

SECURITY: (Changes or recommendations)

AUDIT REPORTS:

POSSIBLE FUTURE INVESTMENT:

COMMENTS & CONCLUSIONS:

PREPARED BY: APPRCVED BY: REVIEWED BY:
. Dist. Mgr. Head Office
DATE : ' 19 . LAST PLANT VISIT:




ALTLND LA AL a4 A

Credit Application — Industrial

From: : : Telephone

(Address) A (City) o . (Province)

Registered under the Companies Act of. : on

The company commenced business

Products or services

Market served

Type of suppliers

Type of customers

Beard of Directors

Name o Particip'ation e "~ Profession - - - . Address

%.

%

%

%

%0

Key Personnel

, Years of _
Name ' . Title B Age Service ’ Education

Purpose of Loan,




Cost of the propesed project

APPENDIX X - Cont'd

-k

Sources of funds

Owners’ cash investment

Cost of Land weeeee $_ $
Building $ Laurentide $
Plant and Equipment $ Others (Explain) 3
Vehicles $ $
Working Capital S $
$ $
Total $ Total §
Operating results for the last 5 years. .
Gross Sales Operating profit
or before taxes and
Year ended Gross Revenue depreciation Depreciation Taxes Net Profit
Name Address
Bankers -
Auditors
Solicitors.
Insurance Agents.
Present obligations of the company:
4 Present out- - Security Monthly Annual
Creditor standing balance pledged payment payments

Other information:

The information furnished in this application form for term financing is given for the purpose of obtaining from

the amount indicated here for the purpose explained.

19

Titla



APPENDIX XXI . FINANCIAL STATEMENT | -193-

CAS AT 19
NAME ADDRESS
(If Applicant is a company/partnership complete following)
Principal’s Name Address Phone Position Percentage -
Ownership
f /
2.
3.
4,
CURRENT ASSETS . CURRENT LIABILITIES
Casn on Hand $ Bank Overdraft . $
Cash on Deposit $.
Accts. Receivable $ $
Notes Receivable $ $ Bank Loan
Inventory ' ' Accounts Payable
3 Other Current Liabilities (Describe)
$
$ $
List Salecble Securities at Market Value $
$ $
$
$
Cash Surrender Value $
Life Insurance - $ $
Other Current Assets (Describe)
$
$ Amount owing on income Toxes . $
$ .
$ Total Current Licbilities S
Total Current Assets $
OTHER LIABILITIES
OTHER ASSETS
- Premises $ Mortgage on Premises- . $
Other Real Estate Mortgage on Other Real Estate 3
(Give Particulars) $__ . : )
Other Fixed Assets /‘ $ Other Non-Current Liabilities . $
Total Assets s Total Liabilities $

{/we hereby certify that the statement of assets and liabilities, given above, and oll other information given on thg reverse side
hereof, are true and accurate to the best of my/our knowledge and belief and are taken from my/our books as:at the date
shown above.

Witness: : Signature

‘Signed this day of 19

(Use Separate form for each partner)

For Credit Dept. use only




APPENDIX XXI -.Cont'd

CREDIT STATEMENT

DAYTR L
PURCHAGERE FULL NAMI acz | 0 wmarrizo WIFES FIRST NAME. NOQ. CHILDREN
O siNeix :
5. [0 oiv. or wiD.
HOME ADDRESS HOW LONG PHONE ] owN HOME [MO. PMY. OR RENT|HOW LONG IN CITY
O mznNr i
2.
LANDLORD OR MORTGAGE HOLDER ADDRESS PHONE
3.
FORMER ADDRESS HOW LONG FORMER LANDLORD OR MORTGAGE HOLDER ANU ADDRESS | PHONI
4. .
EMPLOYED BY ADDRESS PHONK MONTHLY SALARY
5.
OCCUPATION (WORKS AS) HOW LONG FORMER EMPLDYER HOW LONG OTHER INCOME AND BOURCE
6. .
WIFE WORKS AS HOW LONG WIFE EMPLOYED BY BUDINESS ADDREGC & PHONE MONTHLY BALARY
v R
BANK.BRANCH & ADDRESS D CURRENT | AYTO-YEAR, MAKE & LiC. NO. OWN ves(J
8. O savings FURNITURE? No 3
NAME TYWO RELATIVES NOT LIVING WITH PURCHRASER(IN VICINITY) ADDRESS FPHONE HOW RELATED
10.
TRADE REFERENCES ADDRESS PHONE
11, 1.
2.
3.
3.
OUTSTANDING OBLIGATIONS
(LIST ALL MORTGAGES. INSTALMENT ACCOUNTS AND OTHER OBLIGATION®)
° DESCRIBE DEBTS DATE ORIGINAL PRESENT MONTHLY DATE OF
TO WHOM INDEBYED SECURITY PLEDGED AGREEMENTS FOR SALE INCURRED AMOUNT BALANCE PAYMENTS LAST PAYMENT
MORTGAGES-BANK LOANS-OVERDRAFTS
DETAILS OF PROPERTY TO BE IMPROVED
ADDRESS (STALET. CiTY, COUNTY, PRAOV. ) (IF SAME AS ADDRESS OF APPLICANT, ENTER "SAME" ) - TYPE (HOUSE, aArPY., SYQORE, ;ARM. ETC.)
PROP- OWNED BY (GIVE NAME OF TITLEHOLOCR) DATE PURCHASED PRICE PAID
ERTY
s 1 s
(e BEING BOUGHT ON CONTRACT (GIVE NAME OF CONTRACT BUYER) NAME OF TITLEHOLDER - PRICE PAID
Ll IN
1 0R 2 2 | - $
LEGAL DESCRIPTION -
ARLC PROPERTY TAXES PAID TO DATE? ‘ AMOUNT OF TAXES
:YES DNO (1# "NO', GIVE DETAILS)
INSURANCE AGENT AND ADDRESS AMOUNT OF INSURANCE POLICY KUMBER
. INSURANZE ves (J
PAID TO DATE ~o O
IMPROVEMENTS TO BE MADE (|1-EMIZE AND LIST ESTIMATED COST) s
s
NAME OF CONTRACTOR
BALANCE TO BE
TOTAL COST OF INSTALLATION DOWN PAYMENT FINANCED FINANCE CHARGE TIME BALANCE NO. OF
. i MONTHS
TOTAL COST OF EQUIPMENT 3 $ S REQUESTED
I HAVE REASONABLY INVESTIGATED THE ABOVE INFORMATION FOR THE PURPOSE OF OBTAINING CREDIT FOR THE LABOR &

AND TO THE BEST OF MY KNOWLEDGE CERTIFY IT TO BE TRUE.

MATERIALS

INSTALLED

IN THE PREMISE$S DESCRIBED ABOVE

1/WE, THE UNDERSIGNED .APPLICANT(S) DECLARE THE ABOVE
STATEMENTS TO BE TRUE.

VENDOR

APPLICANTY

APPLICANT
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COMEARAT!VE STATEMENT OF
FINANCIAL CONDITION

NAME

-~

APPENDIX XXIX N

"

LOCATION

AUDITORS

AMOUNTS IN

CURRENCY

DATE (MO./DAY/YR.)

LINE

DESCRIPTION

KEY

AMOUNT | KEY | AMOUNT | KEY| AMOUNT [KEY

AMOUNT

KEY

AMOUNT

KEY

AMOUNT

Current Assets

Current Liabilities -

Working Capital

Long Torm Debt

Tangible Net Worth

Net Sales

Neot Profit

o ~N{ON ]| ] Wl O] -

ASSETS

~

Cash

-
o

Marketcble Securities

—
—

Receivables

—
N

Inventory

-
«“w

—
da

—
wn

Prepaid Expenses

—
o

Totcl Current Assets

-
~

Net Fixed Assets

-
©

Inv. & Adv.-Subs. & Affilictes

—
0

[
(=)

N
—t

Intengibles

N
N

TOTAL ASSETS

~N
w

LIABILITIES

[ 3
E:N

Notes -Payable—Banks

Ny
us

Accounts Payable

~N
o

Income Taxes

I
~

Accruals

N
[+

»N
0

(%
o

Total Current Liabilities

(2]
—

)
~

W
w

Total Long Term Debt

w
o

(%]
w

w
o

Total Subordinated Long Torm Debt

w
~

W
o0

w
O

Total L,T. Liabilities & Reserves

40

Preferred Stock

Common Stock

Caepital Surplus (Copital Res.)

Earned Surplus (Undivided Profits)

TOTAL LIABILITIES & NET WORTH

Lease Rentals

Contingent Liabilities .

Finished Goods

INVENTORY Work in Process

Row Meterials, etc.

Land and Buildings

FIXED ASSETS Machinery, Equipment, etc.

Gross Fixed Assets

Depreciation Reserve

935

OVER
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APPENDIX XXII - Cont'd

AMOUNTS IN

DATE

NO. OF MONTHS

LINE DESCRIPTION KEY | AMOUNT |KEY | AMOUNT [KEY| AMOUNT [KEY| AMOUNT |[KEY | AMOUNT jKEY | AMOUNT

55 |Net Sales

56 |[Cost Of Goods Sold

57 }Gross Operoting Profit

58 |Selling, General, Admin. Expense

59 |Operating Profit Before Depreciation

60 |Operating Margin— %

81 |Depreciation & Other Non Cash Charges

62 |Other Income

63 |Other Expense

64 |Profit Before Interest and Taxes

65 [Interest ond Other Fixed Charges

66 {Profit Before Income Taoxes

67 |income Taxes

68 |Extraordinary Charges

69 INet Profit

70 IDividend Withdrawals (Cash)

71 [Trensferred to Surplus

72 |Other Credits to Surplus

73 [Debits to Surplus

74 INet Chonge in Surplus (Undivided Profits)

75 RATIOS

76 (Current Raotio

77 L.7. Debt As % Total Capitalization

78 }Average Collections—Days

79 |Days Inventory on Hond

80 {Debt Burden Coverage

81 |Net Profit as % of Sales

82 {Net Profit as % of Net Worth . ' . '

83 |Werking Capital as % of Sales

g4 SOURCES OF FUNDS

85 |Net Profit After Taxes

86 |[Depreciation & Depletion

87 |Other Non-Caosh Charges

88 SUB-TOTAL CASH FLOW

89

90

91

92 |TOTAL SOURCES

93 APPLICATION OF FUNDS

94 |Reduction in Long Term Debt

95 |Cepital Expenditures

%6 |Dividends

97

98

99

160 IToTAL APPLICATICHS

101 INET CHANGE 1IN WORKING CAPITAL ! '
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APPENDIX XXIII

A NOTE ON INCOME DETERMINATION

Revenues and Expenses, Gains and Losses

The discussion of income determination is incomplete with- -
out an examination of the recognition and measurement of revenué,
expenses, gains and losses. These are basic to the accountant's
conventional'appréach to income determination. Within the broad
framework of generally acceptéd accounting principleé, various alterf
natives afe available for recognizing and measuring revenues, expenses,
gains and losses. The validity an& reasonableness of éach élternative
can rarely be justified by appeal to fundamental logic, but to general
acéeptance in practice. These problems are briefly diécuséed from the“
standpoint of creditors, and the relevance of these.problems to the
decision-making process of creditors. 1In fhe light of this discussion
én alternative which is most’apprépriate to creditors will be chosen, 
The discussion of the individual items of revenues, expenses, gains

and losses follows this paragraph.

Revenue is the principal factor giving rise to income.
There are three considerations in the discussion of revenue: (1) the
nature of revenue, (2) the recognition of revenue, and (3) the measure-

ment of revenue.
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Revenué is the'inflow of resources from customers or patrons
in exchange for either the commodities or services of the business .t
The Committee on Concepts and Standards of the American Accounting
Association states in the 1957 Statement: "Revenue, the principél
source of realized net income, ié the monetary expréssion of the aggre-
gafe of products or services transferred by an enterprise to its cus-
tomers, during a period of time."a It appears implicit tﬁat revenue
arises from sale of the enterprise's products. Elsewhere revenue is
stated to have been earned as the result of the entire process of
Apfoduction, though it is not recognized and measured prior to ﬁhe
conpletion and dispoSition of the'product. Reluctance to recognize
revenue before the compleﬁion of production arises from the fact that
the amount remains uncertain until the.process is q?mpléted‘and the
product transferred to the customer.3 In this respect, Sprouse and
Moonitz'hold & more liberal view and state: "Revenue is the increase
in the nef assets of an enterprise as a result of the production or
delivery‘of goods and the rendering of services."h They %o on to say
that "... revenue of an enterprise during a period of time represents
a measurement of the exchange value of the products (goods and ser-
vices) of that enterprise during that period."5 Revenue is earned
when the product has acquired exchange value. Actual exchange is not

necessary, however. While measurement of revenue at this stage poses

1 paton and Littleton, op. cit., p. 47.
2 Op. cit., p. 5.

3 Paton and Littleton, op. cit., p. 49.
b Sprouse and Mobnitz,-op. cit., p. U6,

5 Toid.
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a serious problem, it is hardly deniable that revenue has been earned.
The existence of aniexchange value and the nmeasurement of it are two
distincet problems. The inability to measure value is nét a yalid
Justification for ignoring the existence of value. A positive step

is to seek a solution to the measurement problem rather than to ignore

the existence of value altogether.6

The éatisfaction of creditors' claims must eventually come
from the exchange value of én enterprise's assets at any point of time
from the future income in the form of assets which can be generated
by those assets. Short-term creditors are interested in the probable
future cash flow and the availability of exchange valﬁe which can be
realized by conversion of.those assets. Recognizing revenue at the
point of sale in fact does not give fise to cash if the value received
in exchange is in the form of monetary claims rather than.cash. Recog-~
nizing revenue‘aﬁ this point does not alter the presence or the amount
of exchangé value. Only a change in the assets representing exchange
value'has taken place. The exchange value of a doilar in the bénk is
the same as that of a dollar's worth of inventory in the warehoﬁse.

The difference is one being more liduid than the other. The economic
values of both aie identical. Long-term creditors are also interested
in the exchange value of the firm. Therefore the exchange value is
ﬁore important {o.long-term creditors. After all, production wiii

have been conpleted and sales taken place long before the long-term

6 Cf. Reid K. Storey, '"Cash Movements and Periodic Income Deter-
mination," The Accounting Review, Vol. XXXV, No. 3 (July, 1960), pp. 449-
L5k, and A.B. Carson, "Cash Movement: The Heart of Income Measurement,"
The Accounting Review, Vol. XL, No. 2 (April, 1965), pp. 334-337.
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debts of the enterprise fall due. Therefore, to creditors the

increase in exchange value (or assets) is revenue.

The next problem is when to recognize revenue. In general,
revenue is earned as a result of a series of economic activities. As
creditors (long-texrm and short-ﬁerm) must depend on the enterprise's
exchange value for uitimate saiisfaction of their claims, it is Justi-
fiable to recognize revenue at the point of time when the increase in
exchange value of the enterprise has emerged fiom its normal operations.'
Short-term creditors neea current exchange value to satisfy their claims.
Long-term creditors have to depend on the existehce of exchange value
in the fulure to satisfy their claims. Revenues which give rise to
income will'have long been realized before the long-term debts fall

due.

The usual practice is to recognize revenue at the point of
realization, which, "according to dominant view, is evidenced‘by cash
receipts; or receivables, or new liquid assets. Implicit here are
two tests: (1) conversion through legal sale or similér process; (2)
validation through the acquisition of liquid assets."! This view méy
be overly conservative and is hardly justifiablé. Take for example a -
manufactpring concern. Revenue, under the realization criterion, will
be recognized at'the poiﬁt of sale. This will result in the under-.
statement of incomé and ignoriﬁg the existence of certain exchanée

value, amounting to a misreprésentation of facts.

T Paton and Littleton, op. cit., p. 49. See also AAA 196k
Concepts and Standards Research Study Committee, The Realization
Concept, "The Realization Concept," The Accounting Review, Vol.
XXX, No. 3, July 196k, pp. 312-322, .
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Sprouse and Moonitz suggest that "income should be identi-
fied with the‘period during vhich the major economic activities neces-
sary to the creation and disposition of services have been accomplished,
provided objective measurements of the results of those activities are
availaﬁle. These two conditions, that is, accomplishment of major
economic activity and objectivity of measurement, are fulfiiled at
different stages of activity in different cases, sometimes as late as
time of delivery of a product or the performance of a service, in other
' cases, at an earlier point of time".8 This is a superior criterion
over realization and is akin to what we have in mind. Anoﬁher writef
 has proposed a critical function theory of revenué recognition.9 ‘This
theory, taking cognizance of revenue being earned in an entire series
of activity, would have us recognize revenue after the critical func-
tion in the series of activities has been performed. This theory
again lends support to the position we have taken. Our position then
seems valid and justified. There is no doubt that honest differences
of opinion will be present as to what is ﬁhe ﬁajor economic activity,
or eritical function in the entire series of éctivities. of necessity‘Y
the accountant should exercise his professional judgment in each

individual case.t0

' The measure of revenue is closely related to the nature and

recognition of revenue. We state that for our purpose revenue is the

Sprouse and Moonitz, op. cit., p. 47
9 John H. Myers, "The Critical Event and Recognition of Net Profit,"
The Accounting Review, Vol. XXXIV, No. 4 (October, 1959), pp. 528-532.

10 Cf. Hendriksen, op. cit., p. 133.
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emergence of exchange value. It follows that the proper measure of
revenue is the maghitude of the increase of the enterprise exchange
value, resulting from the enterprise's normal operations. Revenue is
bést expressed by the price-aggregate at the point of sale, which is
typical of most merchandising concerns. Where cash is the considera-
tion in the exchange, no problém exists for we state our measurements
in terms of money. Where the value received in‘exchange is & claim
against money at some future date, 1t is the amount to be eventually -
received in cash, with due allowance being made for any possible
shrinkage in probable cash receipts, resulting from cash discounts
and bad debt losses, i.e. the net realizable value. The discounted
cash flow approach is not recommended. In & normal circunstance, the
waiting time is short and the discount element is small. The éhoice

of -a discount rate is also troublesome and subjective.

In the absence of an arm's length transaction, revenue may
be measufed by the increase in the enterprisg's exchange value. Where
a market exists for the enterprisets producf, this poses no. problem.
Revenﬁe may be measured by reference to the market, even though sales
have not taken place. Revenue should still be recognized and measured
even if ready external guides are not available; an estimate is accept-

able if need be.

We may now discuss the recognition of revenue in specific
situationsit against the criterion we propose, and examine its suita-

bility in each case for long-term analyses by creditors.

1l ¢r. Ibid., p. 136-1k1.
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Accretion is the increase in the exchange values arising
from natural growthvor an aging process. It is usually associlated
with growing timber, nursery stock and livestock, and the aging of
liguors and wines. Accretion is similar to an entire process of pro-
duction, and therefore our criterion for recognizing reveﬁue is appli-
cable. We reiterate that short-term créditors are interested less in.
income determination thanlcaéh flow, and long-term creditors are inter-
ested in earning revenue and increase in exchange value rather than
realization. Recognizing revenue during the accretion process is
perféctly acceptable. In point of fact, long-term creditors can well
expect that the accretion process will culminate withfﬁhe conversion
of the assets in question into cash beforé their claims become repay-
able, Having regérd to the nature of long-term debts, this kina of
expectation is not improbabie. The recognition of revenue arising from
accretion is conceptually sound and has the support of economié ration-

ale.

Much of the reluétahce to recogﬁize revenue during accre-
tion stems from the practical difficulty of measuring it objectively.
But this practical difficuity is not a Justification for ighoring the
‘eernings of revenue and increase in the interprise éxchange values.
We can measufe reven&e during accretion by reference to comparative
iﬁvéntory valuations. The measurement may be indeed crude, and:does

not have the kind of objectivity as in the case of an exchange trans-

action. Estimation is acceptable, however, if it needs to be.

Revenue may also be recognized at the completion of produc-

tion. This is, however, not relevant to income measurement for the
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purpose of creditors. It is suggested that revenue be recognized
before completion of production for reasons similar to those advanced

earlier.

Uncertainties of the selling price and the additional costs
of selling and delivéring have often been éited to jﬁstify deferring -
the recognition of revenue to the qompletion of production. This
justification is, however, weak. The estimation of the selling price
and cost of selling is no more accuréte at the completion of pfoduetion_
than during production. They éffect expenses rather than revenues. -
The criteria, (a) the existence of a ready market, end (b) determinable
and stable market price applicable to recognizing yevenue at the com-
pletion of production, are aléovapﬁlicable to recognizing revenue
during production. The deférment of recogniziné revenue tillithe

completion of production is indeed untenable.

It is more usual for businesses to recognize revenue at

the point of sale or realization. The AAA states:

"The essential meaning of realization is that a change
in an asset or liability has become sufficiently .
definite and objective to warrant recognition in the
accounts. The recognition may rest on an exchange
transaction between independent parties, or on
established trade practices, or on the terms of a
contract performance of which is considered to be
virtvally certain.l2

Paton and Littleton state:

"It is evidenced by cash receipts or receivables, or
other new liquid assets. Implicit here are two tests:

12 Accounting and Reporting Standards for Corporate Financial

Statements, 1957 Revision, op. cit., p. 3.
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(1) Conversion through legal sale or similar process;

(2) Validation through the acquisition of liquid '

assets.”" 124

Realization is a valid and plausible criterion for most

merchandising‘businesses which have as their prihcipal functions buy-
ing and selling, with the lafter being moré critical. Reﬁenue cennot
arise from buying alone. Incréase in exchange values resuits from
success in persuading customers to buy and to pay more than the pur-
chasé price. To persuade customers to buy is a sélling function.
Therefore, selling is the critical event from which revenues arise.
Therefore{ for merchandising and other concerns whose main fuhction‘-

is selling, recognizing revenue at the point of sale:is proper.

In séme lines of business revenue is recognized subsequent
td sale; This approach is usually justified because (1) the collection
of variables is hazardous, and (2) considerable collection expensés
mey be involved, and cannot be estimated with any degree of éccuracy.
Instalmént sales are such-éxamples. Having regard to the interest of
creditors, this approach is errly conservative; and fails to repre-
sent econémic facts correctly. Instalment sales are usually associated
with merchandising of consumer durables. The selling function is more
eritical than the financing function, which is part of instalment
;ales. Revenue should be recognized when increase of éxchange values
has emerged. The least that must be done is to recognize revenﬁe at

the point of sale.

The two grounds of Justification for deferring recognition

of revenue in instalment sales are in fact weak. Where collection is

A _
12 Paton and Littleton, op. cit., p. 49.
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hazardous, due allowance for bad debts can be made. Collection
expenses are deductions against revenue, and do not determine the

flow of‘revenue. It is also argued that revenué recognition be
deferred to effect a proper matching of revenues and eﬁpenses. This
is less important in the long run when colieétibns and collection
expenses will match by themselves even when recognized at the point

of sale;_expensgs are decrease in exchange values and are recognized
in the periods in which they ére applied to the normal operations of
the business. A further argument against deferment of recognizing
-revenue in instalment sales is that accounts receivable in instalment
sales may be factored without recourse. Revenue is presumably recog-
nized at this point. What bhas happened is that the financing function
has been shifted to the factor. But this occurrence does not alter
the faét that sales‘have been made on the instalment basis. It would
seem that the deferment of recognizing revenue is dependent upon
wvhether the seller also takes on the financing function rather than
the'selling function. We contend that the selling function is primary,
and the financing :Tunction is secondary in instalment sales. Revenue
‘is properly recognized at the point of sales rathe; than collection.
Equally significant'is the fact that receivable on instalment sales
will have been collected long before the long-term debts fall due.‘
Deferment of collections on instalment sales really does not worry
long-term creditors whose interest in income determination centres on

thetlong-tern - debt-paying abiiity of the enterprise.

- Expenses result in the reduction of the exchange values of

an enterprise and follow from the consumption of the enterprise's
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economic resources through the normal operations of the enterprise.
The 1957 Statement of the American Accounting Association defines
"expense (as) the expired cost directly or indirectly related to a
given fiscal period, of the flow of goods or services into the market
and of related operations.l3 Sprouse and Moonitz define expense as
"The decrease in net assets as a result of the use of economic ser-
vices in the creation of revenue.(inithe normal operations of the
en’cerpr:‘.se)."l)+ The emphasié is pnfthe use of economic resqurces to
produce revenue in the normal operations of the enterprise. This con-
cept of expense is satisfactory to creditors whose interest is focused
on the size of the,enterprise's.exchange values and the probable flow’
of revenue from ﬁhese exchange values in the future. Expenses, as
deauctions against revenues, are decreases in exchange values essen-

tial and incidental to the normel operations of the enterprise.

Expensés are measured by the magnitude of the decréase in
exéhange.values in terms of current value such as replacement cost.
This meaéurement 1s consistent with the intérest of creditors.
Furfhermore, income measurement interests only long-term creditors,
wvhose claims fall due in the distant future. Capital capacity must
be maintained intact to ensure survival of the enterprise and its
continual revenue flow. Decrease in exchange values must be made
good before income can be considered to have been earned. Repléée-

ment cost is proper.

13 op. cit., p. 6

1k Sprouse and Moonitz, op. cit., p. 49,
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Conéisteﬁt with the cﬁrrent operating concept of accounting
income, expenses are properly recognized in the periods in which the
decrease of exchange values emerges, and relate to the normal opera-
tions of the enterprise. These items of expenses can be reasonably
expected to recur in the enterprise's normél operations because we
assume that the enterprise will continue to operate. Creditors are
interested in the magnitude of these items of expenses as a basis for

predicting the probable future deductions against revenues.

In determining business income, two major items of expenseé;
cost of goods sold and depreciation,deserve special aﬁtention. Each
of them constitutes a significant proportion of an enterprise's total
expenses in.any given period. Several approaches to the measurement
of these two items of expenses are available. The choice of an approach
to measuring these two items has a direct effect on Both the measurement

of periodic income and asset valuations.

Cost of goods $01d'? ig the total outflow of exchange values

associated with the outflow of goods from the enterprise in its normai
course of earning révenue.h The nreasurement of cost of goods sold
involves invehtory valuation and the associating of this outflow of

_ exchange vealues with revenue. The acceptable basis of inventory valu-
ation include: (1) discounted money receipts; (2) current selling
prices; (3) net realizable value; (&) historical cost; (5) current
réplacement cost; (6) realizable value less & normal markup; (7) lower

cost or market; (8) standard cost; and (9) normel-stock valuation.

15 ¢r. Hendrikson, op. cit., Ch. 10.
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The common basis of associating cost of goods sold with revenues are
product flow and cost flow. The most commoﬁ methods of association
include (1) specific identification; (2) averége cost methods; (3)
first-in, first-out; (&) normal-stock methods; (5) retail inventory
methods; and (6) gross profit method. A1l these methods of cost

- association with revenue relate to historical cost. The principal
weakness of historical cost is that it is irrelevant to the exchange
value of the ehterprise. Cr¢ditors~are interested in the enterprise's-
total exchange values, and the probable flow of future revenues from
this pool of exchange values in the future. As a basis of forecast-
ing future revenue flow, revenue flows fraom the norﬁal transactions

of the enterprise are more relevant and important to creditors,
especially long-term creditors.v Historical cost is therefore irrele-
vant to inventory valuation and measurement of cost of sales.from the
standpoint of creditors, and may be ignored along with all methods of
associating historical cost with revenue. The present value basis of
valuation is too subjective to be of any'practical‘use. The net reali;
zable value basis iszﬁheAbest approkimation of the exchange values of -
an enterprise'é inventory, and has authoritative support.16 t is a
source of cash flow in the near future and is therefore of particular .
interest to short-term creditors, whose main interest is the enter-
prise’s short-run debt-paying ability. However, certain shortcomings
of this basis reveal themselves for closer analysis. The net realiz-

able value basis implies liquidation of the inventory, and that

16 See Sprouse end Moonitz, op. cit., p. 27 and Accounting Research
Bulletin No. 43, p. 3k.
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replacement of inventory will nqt be made. It amounts to liquidating
the enterprise, and contradicts ourvgoing-concern premise. Further;
the net realizeble value basis recognizes revenué before ﬁhe selling
function has beén performed,.and is therefore a departﬁre from our
thesis that revenue arises from selling rather than from buying in a
merchandisiﬁg business. However, these shortcomings are not too
eritical. Short-term creditors' principal interest is in cash flow
and fundé flow. Their interest in income determination is incidental.
Income detiermination should better serve the needs of long-term credi-
“tors. 1In the measurement of cost of sales, the choice of a basis of
inventory valuation musf be in favour of replacement cost rather thaﬁ

net realizable value.

Current replacement costs are basically historical costs
but are closer tovthe enterprise's exchange values of inventory because
replacement costs are stated in current terms. This basis also has
popular authoritative support.17 Conceptually, the current replacement
cost basis satisfies the continuity premise. If an enterprise is to |
continue to operate, its exchange values of inventory must be replaced
to maintain‘physical capital intact before income emerges. It permits
the matching of outflow of exchange values with revenue, resulting.
from the current operations. It also makes possible the segregation

¢

of trading income applicable to the current period from the holding

1T see Edwards ana Bell, op. cit., Sprouse and Moonitz, op. cit.,
p. 29; and Committee on Concepts and Standards, - Inventory Measure-
ment, Supplementary Statement No. 2, The Accounting Review, Vol.
XXXIX, No. 3, July, 1964, pp. T00-Tik.
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gains and losses érising frdm price changes. This is important because
our thesis is that the income from normal current oberations is a bet-i
ter basis for predicting future income flow by long-term creditors.
The application of the current rgplacement cost also eliminates the
need for any assumption regarding the prodﬁct flow 5r cost flow. Thus.

the application of FIFO, LIFO or weighted methods becomeslun'necessary.18

If the priées of merchandise are stafle over a period of
time, to which the determination of income applies, holding gains or
losses will not arise. The measurement of cost of sales and inventory
valuation are relatively straightforwara. Ir prices do not rehain
stable over the period, holding gains and losses emefge. Sales proQ
ceeds consis£ of two elements: (1) revenue from current normal opera-
tions -- selling; and (2) holding gains or losses which are realized.
ﬂnrealized holding gainS'or losses are tied up in the ending‘inventbrj.
ﬁaving‘regard to our thesis that revenue from current normal operations
is a better measure of income flows for forecasting fufure income flows,
it seems desirable to segregate all holding gains or losses, realized
and unrealized, from normal'operating income. Such gains or losses
ére to bg separately shown in the income statement or included in a
sur?lus account. A method of'accomplishing such segregations is

illustrated as follows:

18 Hendrikson, op. cit., p. 255.
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Opening inventory, January 1 - 10 units @ $5 $ 50

(at current replacement cost)
Purchased in May : .- 10 units @ $6 60
Purchased in October "= 10 units @ $7 : 70
Sold during the year ~ 20 units @ various

prices 180

Ending inventory, December 31

(10 units at current replacement cost of $8 each) 80
Total number of units sold durine the year = 2C
Cost of goods sold (10 x $6 + 10 x $7) = 130
Realized holding gein (10 x $1 +.10 x $1) = 20
Unrealized holding gain (10 x $(8-7) = 10
A partial income statement thus appears:
Sales = $180

Cost of goods sold = 130

Gross trading profit

3 50

Realized and unrealizéd gains, suitably described, are shown
eithér as separate items before the net trading income in the income
statement or in surplus account. The ending inventory at current
replacement cost is $80. There are two tacit assumptions in the fore-
going illustration: (1) the price increases evenly over the year; and
(2) the sales aiso spread evenly over the year. These assumptions
need nct be absolutely true, but they approximete to the truth in_the

long run. An ideal application of the current replacement cost basis

is to adjust for inventory to current replacement cost before and after

every sales transaction. This will accomplish the objective of more
accurately segregating holding gains or losses from income from normal
currentloperations, and a better measurement of cost of sales. But

this is too troublesome in practice.
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Depreciationl9 is another major item of expense whose

measurementvis a subject of dispute. Few peoplé even agree on the
nature of depreciation. One definition of depreciation is that it

ié a process of systematically allocating the original cost of the
depréciable assets over its eﬁtire life. The AAA 1957 Statement
defines depreciatiog as the decline in service potential of the asset’
by reference to 'its original cost. The 1963 AAA Committee on Concepﬁs
and Standards -- Long-Lived Assets also defines depfeciation as de-
cline in the current cost of festOring the service potential consumed

during the.period;

There afe two basic problems in depreciation accounting:
(1) the basis on which depreciation is to be charged, and (2) the
method of chénging depreciation for each period. The former is con-
ceptual, and the latter is procedural. VWhile both problems are impor-
tant in a proper determination of périodic income, the former is more
basic and the latter is technicael and can be modified and refined to

approach as closely as possible the desired objective.

The main concern over deéreciation accounting is that de-
preciation charges may be inadéquate, leading to overstatement of
income, and dividends and taxes may be paid out of capital, resulting
in the impairment of capital. Creditors are vitally concerned over
this possibility. Very often long-lived assets are fiﬁanced directly

by long-term creditors. Long-term creditors expect to be repaid from

19 see Hendrikson, op. cit., Ch. XII.
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the revenues flowing from these assets in the future. To ensure that
future income flow will continue, capital must be maintained intact

to make possible the enterprise's continuity. It.follows, thereforé,
“the proper basis of depreciation is replacement cost;. Changing dépre-‘
ciation, according to the_American Institute of Certified Publié Ac-
countants' definition of depreciati&n, leads to the recovery of original
cost. Adopting the 1957.AAA definifion leads to charging dépreciation
on a basis leading to recovery of original cost as in the case of
adopting the AICPA definition. The 1963,AAA definition provides for

the recovery of service potential in real texrms aﬁd stresses on the

maintenance of operating capacity or physical capital:

The main advantagé'of current replacement cost depreciation
ié that it permits a matching of current costs against current revenues
consistent with the current net operating concept of income we advocate.
. Gains and lossesjarising from changes in the current values of assets'.
‘can be ségregated and reported separately. This provides a more mean-
ingful measure of the relative efficiency of current operations, and

a bétter basis for predicting future income flows by creditors.

Matching expenses against revenues is one of the tenets of

accounting basic to the determination of periodic income. The usual
premise is that a matching of revenues and expense results in a better
measureﬁent of income. Its application often leads to deferring the
recognition of revenues and expenses. However, revenue may arise with-
out incurring any expense,and rigid adhergnce to the matching principle

may even lead to deferring the recognition of revenues and expenses
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which should have been recognized. Even the matcﬁing concept is not
without conceptual weakness. Revenue need not necessarily flow from |
an action incurring an expense, or vice versa. Expenses may beAin-
curred without any revenﬁe'being obtained in the ndrmal operations of
the enterprise. Therefore all flows of eichangeﬂvalues should be |
recognized. Increase in the enterprise's exchange valués resulting
from the enterprise's normal operations is the proper bvasis for recog-
nizing revenues. Otherwise, decrease in the enterprise's exchange
values resulting from the enterprise's normal operations is the proper.
basis for recognizing expenses. In the normal course of events, a
proper‘matching of revenues and expenses will #utomatically result.’
However, rigid adherence to the matching principle is not necessary =

or even desirable.

Gains and Losses

Gains are increases in net assets other than (a) those
resulting from investment by owners or (b) those resulting from |
revenues., Gains méy arise from net increase in asset valﬁations, a
form of favourable settlement of debts. Losses are decreases in net
assets, other than (a) those resulting from distributions to owners
or (b) those resulting from expenses. Losses may be caused by a
 decrease in asset values arising from extraneous and exogeneous.
events causing the(decreése of the enterprise's assets. Fire, floods,

and lawsuit losses are common examples.

Gains and losses are non-recurring and do not relate to an

enterprise's normal operations. Consistent with the objective of
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creditors.to base income determination on revenues and expenses re-
latiﬁg to normal current operations only, gains and losses do not enter
into periodic income determination;- They are credits and charges to
surplus accounts. This approach is logically consistent. Gains and
lossés are irregular and:.do not resultvfrom normal operations, and
therefore they'shquld'not enter into periodic.iﬁcome determination

\

which is to serve creditors as a predictive device.

Other Expenses, Amortizations and Write-offs

Qther exﬁeﬁses.essential to the normal dﬁerations of a
business.include salaries to employees, rent, interest expenses, general
and miscellaneous expenses. These are paid in the period in which they
arise. .As these expenées'aré essential to the normal business opera-
tions, they are proper deductions against the period‘in which they
arise. Whether or not they épply to the normal operations of the

period is the basis for determining if they are properly deductible.

The amortization of piepaid expenseé may ralise some doubt.
Rent and interest are proper Charges against the normal business opera-
tions. Prepaid expenses are assets in every sense of the term. The
prépayﬁent of rent confers upon the entérprise the right‘to receive
benefit from the use of the building facilities of machinery over the
" periods which the prepaid rent covers. Such prepaymént is ho different
from placing a sum of money in the baﬁk. ngr time,.émortization of
prepaid expenses can be regarded as4having paid out cash for expenses

from the bank account.
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Amortizations of goodwill and other intangibles should not
enter periodic income determination. Their contributions to the
results of current operation§ are very uncertain. Their associaﬁion
with~current operations is negligible. Amortization charges are.
frequenﬁly arbitrarily determined by the management. Therefore they
should not enter into periodbincome determination which servesas a

basis for predicting future incéme flows. To the extent that intan-
gibles may have exchangé values for the enterprise as a vhole, theyv
rey be carried in the books of accounts. Intangibles must; ﬁowever,
be written off to earned surplus to take cognizance of the decrease .

in their exchange value.

Long-term creditorslexpect to be repaid from the income
flowing from the normal operations of the enterprise. Those expec;
tations are at best considered hopes, and cannot be relied upon
absolutély. However, they must look to assets as the last line of
.protectioh for their interest should thelr expectations fail'to

materialize and the enterprise goes into liquidation.

Price-Level Changes and Income Determination

The general price level has been rising for several decadeé.
This has led accountants and ecdnomists to fear that changes in the
general price-level have rendered the measurement of business iﬂcome
. incorrect and hence misleading. Rising price-level tends to result
in the overstatement of business income and to paint a false picture
of prgsperity. ‘As income is the baéis of taxation and dividend dis~

tributions, overstatement of income may result in paying taxes and .
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dividends out of capital leading to impairment of productive capacity.

The péssibility of overstating income as a consequence of
changes in general price-level is of barticular'interest to long-term
creditors. Income is a guide to future earning pdtential and long-term
debt-paying ability. Furthermore, impairment of productive'capacity

may adversely affect future income flow.

However, the problem facing the creditors as’ariéing from.
general price level changes is not too serious. In the model of income
determination above current replacement cost has been proposed as the
basis for valuing most assets and for income determiﬁhtion. The appli-
cation of current replacement cost in asset valuation and income deter-
mination eliminates much of the distortions in income measurement re-

sﬁlting from general price-level changes.

'Besideé, all dlaims by creditors are measured by-their face
amounts in cash as at their maturity; These claims will be settled at
their maﬁurity in those cash amounts regardless of the changes in the
purchasing power of money. Conceivably, creditors will suffer losses
in purchasing power under rising prices. Adjustments for price-level
movements in the income statements of the debtors will not, however,
eliminate or lessen such losses of the creditors. The creditors must

seek compensation for such losses through changes in their terms of

credit.



